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Introduction and Qualifications

Please state your full name and business address.
My name is Michael D. Laflamme, and my business address is 40 Sylvan Road,

Waltham, Massachusetts 02451.

By whom are you employed and in what capacity?

I am Vice President, Regulation and Pricing Officer, New England for National Grid
USA Service Company, Inc. (“NGSC”). NGSC provides administrative, corporate and
management services to direct and indirect subsidiary companies of National Grid USA
(“National Grid”). My current duties include revenue requirements and pricing activities
for all New England electric and gas distribution subsidiaries of National Grid, including

The Narragansett Electric Company d/b/a National Grid (the “Company”).

Please provide a brief summary of your educational background.
In 1981, I earned a Bachelor of Science degree in Business Administration with an

emphasis in Accounting from Bryant College in Smithfield, Rhode Island.

Please describe your professional background.

From 1981 through April 2000, I was employed by various subsidiary companies of
Eastern Utilities Associates (“EUA”), including EUA Service Corporation (“EUASC”)
which provided accounting, financial, engineering, planning, data processing and other
services to all EUA System companies. I joined EUA’s accounting department in 1981

and transferred to the revenue requirements section of EUASC’s Rate Department in
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1985. I held progressively responsible positions in revenue requirements prior to
transferring to the Treasury Services department of EUASC in 1988. I was promoted to
the position of Manager of Treasury Services in 1991. The EUA System was acquired by
National Grid in early 2000, at which time I joined NGSC as Manager of Regulatory
Support. In October 2007, I assumed the position of Director of Electric Revenue

Requirements, and in June 2008, I was promoted to my current position.

Have you previously testified before the Rhode Island Public Utilities Commission
(the “Commission”)?

Yes, I have testified in numerous ratemaking proceedings before the Rhode Island Public
Utilities Commission (the “Commission’) during my tenure with EUA and National
Grid. My most recent base rate case testimony was as a policy witness in Docket No.
4065, The Narragansett Electric Company, d/b/a National Grid Application for Approval
of Change in Electric Base Distribution Rates (the “2009 Electric Rate Case”) and as the
revenue requirement witness in Commission Docket No. 3943, Application for Rate
Change of Narragansett Electric d/b/a National Grid (the “2008 Gas Rate Case”), which
was the application by the Company for a change in gas distribution rates for
Narragansett Gas. I have also testified in numerous proceedings before the
Massachusetts Department of Public Utilities and New Hampshire Public Utilities
Commission, as well as at the New York State Public Service Commission and the

Federal Energy Regulatory Commission (“FERC”).
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Would you please explain the naming conventions that you will be using in your
testimony and associated schedules to identify the various entities involved in this
proceeding?

Certainly. This proceeding is a ratemaking proceeding for the electric and gas
distribution operations of The Narragansett Electric Company, which together represent
the entirety of the regulated operations conducted in Rhode Island by the Company. In
this case, I will refer to the regulated entity as the “Company,” where the reference is to
both electric and gas distribution operations on a collective basis. Where there is a need
to refer to the “stand-alone” or individual electric or gas operations of The Narragansett
Electric Company, I will use the terms “Narragansett Electric” or “Narragansett Gas,”
respectively, as appropriate. Where I refer to “National Grid USA”, I will use the term

“National Grid”; where I refer to “National Grid plc,” I will use that specific term.

Purpose of Testimony

What is the purpose of your testimony?

My testimony is designed to serve several purposes. First, I discuss efforts undertaken by
the Company to review Test Year data, including, but not limited to, the costs charged by
the service companies to Narragansett Electric and Narragansett Gas in the Test Year
ending December 31, 2011 (“Test Year”). Second, I discuss the reallocation of Test Year
service company costs to implement the findings of a study performed by PA Consulting
Group (“PA”), which recommended a new single suite of allocators designed to most
appropriately allocate service company costs under a new combined service company

model and with a new back office system, both of which will be operating for the entirety
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of the Rate Year ending January 31, 2014 (“Rate Year”). National Grid anticipates
implementing a new back office system including a combined general ledger and human
resources (“HR”) system, along with the use of the recommended allocators, later in

2012.

Third, my testimony provides the Rate Year revenue-requirement calculation and existing
revenue deficiency for Narragansett Electric, and separately for Narragansett Gas. The
cost of service established in my testimony for Narragansett Electric and for Narragansett
Gas will serve as the basis for the allocated cost of service study presented by Company
Witness Howard S. Gorman for Narragansett Electric and Company Witness Paul M.

Normand for Narragansett Gas.

Fourth, my testimony is designed to set forth the Company’s proposal in this case for
calculation of the rate base amount to be recovered through base distribution rates. As
discussed herein, the rate base calculation must be performed in a manner consistent with
the operation of the Infrastructure, Safety and Reliability (“ISR”) Plans in place for
Narragansett Electric and Narragansett Gas as a result of the Decoupling Act'. My
testimony explains the Company’s proposal for structuring rate base recovery through
base rates and the ISR Plan mechanism, which work in tandem under Rhode Island law.
The treatment proposed by the Company for the rate base calculation is the same for

Narragansett Electric and Narragansett Gas.

"R.I. Gen. Laws §39-1-27.7.1, An Act Relating to Public Utilities and Carriers — Revenue Decoupling (the
“Decoupling Act”).
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Fifth, my testimony discusses the amount of pension and other post-remployment
benefits (“OPEBs”) to be included in the Pension Adjustment Mechanism (“PAM”),
which is currently in place for Narragansett Gas as the P&PBOP Adjustment” in the
Delivery Adjustment Charge (“DAC”), and is proposed in this case for application to

Narragansett Electric.

Sixth, my testimony discusses the Company’s proposal to reinitiate the storm fund
recovery in Narragansett Electric base rates, which was temporarily suspended in the
2009 Electric Rate Case. As a result of the Commission’s decision in the 2009 Electric
Rate Case, Order No. 19965A at 153 (April 29, 2010), the operation of the storm fund
was suspended until such time that the balance of the account fell below a threshold of
$20 million at which time funding was to be reinstated, subject to Commission approval.
Narragansett Electric’s storm fund is currently in a deficit position due primarily to the
costs to execute an emergency response effort in relation to Tropical Storm Irene (August
28,2011) and to a lesser extent other storms, including the 2010 Flood for example.
Thus, Narragansett Electric is also proposing a temporary recovery mechanism to
specifically extinguish this fund deficiency in a manner that will restore a much needed
fund surplus designed to levelize the recovery of restoration costs resulting from the
inevitable next major storm, in the same way that the fund mitigated the customer impact

of Tropical Storm Irene.

* In this proceeding, Narragansett Gas will rename its P&PBOP Adjustment to the PAM and its P&PBOP
Adjustment Factor to the Pension Adjustment Factor for consistency with Narragansett Electric.
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Seventh, my testimony presents analysis supporting a proposed property tax recovery
mechanism to operate outside of base distribution rates and the gas and electric ISR
Plans. As I discuss below, this proposed mechanism is necessary and appropriate
because the ratemaking mechanisms historically employed by the Commission causes a
substantial under-recovery of property tax expense arising from the fact that (1) the
current ratemaking calculation does not derive an amount that is representative of the
Company’s actual cost coming out of a rate case, and (2) property tax expense is
increasing at a far greater rate than anticipated by the Commission’s ratemaking practice.
In combination with the extreme pressure on municipalities to find revenue sources, the
Commission’s ratemaking practice creates a strong driver for constant base-rate relief
unless a mechanism can be established to account for this expense in a more reasonable

manncr.

How did you establish the revenue requirement for Narragansett Electric and
Narragansett Gas?

To develop the separate revenue requirements for Narragansett Electric and Narragansett
Gas, the Company started with historical Test Year data for the 12-month period ending
December 31, 2011, adjusted for known and measurable changes occurring prior to the
end of the Rate Year (i.e., by January 31, 2014). Based on this data, the Company has
calculated a total Rate Year revenue requirement of $270,471,182 for Narragansett

Electric, which demonstrates an existing revenue deficiency of $31,448,278.
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For Narragansett Gas, the Company has calculated a total Rate Year revenue requirement

of $173,128,689, which demonstrates an existing revenue deficiency of $19,952,203.

Please describe the exhibits accompanying your testimony.

I have prepared separate exhibits for Narragansett Electric and Narragansett Gas, with the
exhibits labeled with the designations “ELEC” and “GAS,” respectively, as appropriate.
For ease of reference, I have maintained the same naming convention for the presentation
of similar information for Narragansett Electric and Narragansett Gas. For example
Schedule MDL-3-ELEC represents the summary revenue requirement and resulting
revenue deficiency for Narragansett Electric. Schedule MDL-3-GAS contains the same
information for Narragansett Gas. For exhibits that provide common support for both
electric and gas, no “ELEC” or “GAS” designation is used. Using these designations, the

schedules accompanying my testimony are as follows:

Schedule \ Description
MDL Schedules— Common

Schedule MDL-1

E&Y Report on Service Company Cost Analysis for Calendar

Year 2011
Schedule MDL-2 Reallocation of Test Year Service Company Costs
Schedule MDL-5- Illustrative Pension/OPEB Tracker
Schedule MDL-6 Illustrative Property Tax Tracker

MDL Schedules Relating to Narragansett Electric

Schedule MDL-3-ELEC | Narragansett Electric Cost of Service

Schedule MDL-4-ELEC | Narragansett Electric Cash Working Capital Study
MDL Schedules Relating to Narragansett Gas

Schedule MDL-3-GAS Narragansett Gas Cost of Service

Schedule MDL-4-GAS Narragansett Gas Cash Working Capital Study

How is your testimony organized?
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My testimony is organized into nine sections (Sections I through IX). Section I is the
Introduction, and Section II explains the purpose of my testimony. Section III describes
the review of Test Year data. Section IV describes the reallocation of test-year service
company costs. Section V describes the cost of service for Narragansett Electric and
Section VI describes the cost of service for Narragansett Gas. The cost of service
sections, Sections V and VI, each include a number of subparts. The first subpart of the
cost of service provides a summary of the respective Narragansett Electric or
Narragansett Gas total cost of service and the resulting revenue deficiency. This is
followed by the second subpart, which is a short discussion of adjustments to operating
revenues. The third subpart describes the normalizing adjustments made for out-of-
period or non-recurring items experienced in the Test Year ending December 31, 2011, as
well as proposed known and measurable changes to Test-Year data to account for
expense changes through the end of the Rate Year, or the twelve months ended January
31, 2014. The fourth subpart discusses the Company’s capital structure and capital cost
rates presented in the testimony of Company Witness Robert B. Hevert to calculate the
overall weighted average cost of capital to be applied to rate base. The fifth subpart
includes a discussion of rate-base calculations, with a review of the Company’s proposal
for calculating rate base in alignment with Narragansett Electric and Narragansett Gas
ISR Plans. The sixth subpart discusses the mechanics and calculations relating to the
recovery of pension and OPEB costs through the PAM. Section VII discusses the
mechanics relating to storm fund recovery for Narragansett Electric. Section VIII

presents the Company’s proposal for implementation of a property tax recovery

10
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mechanism for Narragansett Electric and Narragansett Gas. Section IX is the

Conclusion.

Test Year Data Review

In preparing this filing, did the Company undertake any special efforts to review
Historic Test Year service company costs?
Yes. The Company undertook a comprehensive review of service-company costs

recorded during the Test Year.

Please describe the Company’s review of costs charged from the service companies.
The Company retained a third-party auditor, Ernst & Young, LLP (“EY™), to assist with
reviewing the accounting for costs charged from the service companies to Narragansett
Electric and Narragansett Gas and their affiliates in the Test Year. This detailed review
of charges from the service companies to all affiliates was designed to identify errors,
positive or negative, that may have occurred in the Test Year so that they could be
corrected. The review was focused on verifying that the costs charged to Narragansett
Electric and Narragansett Gas, and their affiliates, were allocated appropriately, in
accordance with National Grid’s Cost Allocation Policies and Procedures Manual
(“CAM”), and were proper to include in Narragansett Electric’s and Narragansett Gas’

cost of service.

Please describe the process EY undertook to review costs charged from the service

companies.

11
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Under the Company’s direction, EY reviewed operation and maintenance (“O&M”)
expense charges from four sources: (1) accounts payable; (2) payroll expense; (3)
employee expenses; and (4) general ledger journal entries. The charges included those
that originated in the service companies, as well as charges from affiliate companies that
were charged through the service companies. For each charge reviewed, EY examined
the supporting documentation (e.g., invoices, expense reports, time sheets, receipts,
purchase orders, contracts, journal entry support, and other documentation) and
confirmed that: (1) the charge was incurred in the historic Test Year; (2) the charge was
made to the appropriate company or companies and segment(s) (e.g., electric and gas);
(3) if allocated, an appropriate bill pool was used; and (4) the charge should not be
accounted for below-the-line for ratemaking purposes (the “Verification Process”). If EY
determined that there was not adequate support for the charge, or if it had a question
about a particular charge, EY requested additional documentation from the Company to
support the charge and, in many instances, followed up with the business process owner
to understand, for example, the reason behind the allocation of a particular charge. If the
Company could not provide adequate support for the charge, or a clear explanation for
the allocation, EY included the charge as a proposed adjustment. As part of the
Verification Process, EY also considered if a different bill pool or direct charge would
have been more appropriate to use. Although EY’s review was performed under the
Company’s direction, EY maintained its independence throughout the review process,

utilizing its established practices and procedures.

Did EY document its review and findings?

12
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Yes. EY prepared a report entitled National Grid — Service Company Cost Analysis for
Calendar Year 2011 (the “Report”), which is included herewith as Schedule MDL-1. The
Report describes the comprehensive process EY undertook to review the historic Test
Year service company charges. The Report also describes the review process for each of
the four sources of O&M charges, lists the number of charges and total dollar amounts
reviewed, and summarizes the proposed adjustments by category. The proposed
adjustments are identified by a decision code that explains the reason for EY’s finding.
Detailed findings are listed in a series of appendices for each of the four sources of
charges, identifying, for example, each vendor, the number of line items of accounting
reviewed for each, and the proposed adjustments. Lastly, the Report includes a summary
of the net impact of EY’s findings with respect to test year service company charges to all
of National Grid’s companies. As concluded by EY on Page 7 of the Report (Schedule
MDL-1, Page 8):

e  The costs charged to the operating companies from the service companies were
valid charges;

e  On anet basis, the costs were allocated appropriately to the various operating
companies using the CAMs for legacy National Grid and legacy KeySpan
Corporation (“KeySpan”) updated May 2010 and January 2010, respectively;

e  The allocation adjustments within the cost data provided in the scope of our
testing amounting to approximately $33 million were not material to the service
companies involved or to any one business unit; and

e There were no other pertinent facts indicating that the cost should be allocated

differently or excluded.

Indeed, as shown in the Report’s Summary of Results in Section 3.1, net findings for

reallocation adjustments for Narragansett Electric and Narragansett Gas amounted to

13
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($630,168) for Narragansett Electric and $343,088 for Narragansett Gas. These amounts
represent approximately one half of one percent of total Test Year service company
expense charges to both Narragansett Electric and Narragansett Gas, respectively. The
Company has included a normalizing adjustment to reflect EY’s findings in the
individual cost of service for Narragansett Electric and for Narragansett Gas in this

proceeding.

Reallocation of Test Year Service Company Costs

How are service company costs currently charged to their affiliated companies?
National Grid currently has four service companies providing services to affiliated
operating companies of the National Grid system in the U.S. These costs are charged in
one of two ways: direct or allocated. Direct charging is employed when the service being
provided is benefiting a single operating company, and therefore that benefitting
company is “directly” charged for 100 percent of the cost of the service being provided.
When services rendered benefit more than a single operating affiliate, costs are
appropriately “allocated” to the benefitting companies. These allocations are in turn
determined in one of two ways: cost causative or general. For costs that can be assigned
allocation parameters consistent with the services being provided, cost causative
allocators are employed. For example, HR services performed by the service companies
are appropriately allocated based on employee levels of each operating affiliate, or a
“cost causative” allocator. For services of a more general nature for which no
appropriate cost causative allocation metric is available, a “general” allocator is

employed to allocate such costs to the operating entities benefitting from such service.

14
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National Grid currently employs two allocation methodologies, a legacy National Grid
and a legacy KeySpan methodology, to charge service company costs to operating
affiliates. In both methodologies, the three forms of service-company charging are
employed and prioritized as follows: (1) direct charging, (2) cost causative allocations
and (3) general allocations. Although the methodologies for allocating service company
costs are the same, the underlying metric data to arrive at the cost causative allocators are
in some instances calculated slightly differently and the general allocator incorporates
different metrics. In order to standardize like cost allocations, the two methodologies

must be consolidated.

Please provide a description of the relationship among the Company, National Grid
and the service companies that provide service to the Company.

The Company is a wholly-owned subsidiary of National Grid, acquired by National Grid
in 2000. At that time, National Grid had a centralized service company, NGSC, which
provided centralized services to all of National Grid’s U.S.-based operating companies.
In 2007, National Grid acquired KeySpan Corporation, which also had three service
companies - KeySpan Corporate Services, LLC (“KCS”), KeySpan Utility Services, LLC
(“KUS”) and KeySpan Engineering Services, LLC - which provided centralized services
to KeySpan’s various operating entities. As part of National Grid’s corporate
restructuring, the legacy KeySpan corporate and utility service companies will be
consolidated with NGSC into a single service company. National Grid will continue to
maintain a separate engineering services service company that will be used solely to

provide services to the Long Island Power Authority.

15
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What services do the service companies provide to the Company?

The services that have been and will be provided by the service companies include, but
are not limited to, corporate affairs services, customer services, environmental services,
executive and administrative services, financial services, HR services, information
technology services, legal and regulatory services, operating services, strategic planning
and corporate performance services, gas supply services, gas operations services and gas
marketing and sales services. The service company structure provides a benefit to the
Company and its customers by positioning the Company to (i) attain the benefits of
economies of scale and scope associated with providing centralized services to a number
of operating entities in a manner that ensures that no operating entity is cross-subsidizing
another; (i1) improve service quality throughout the National Grid organization as result
of the enhanced job differentiation and specialization that results from providing services
on a centralized basis to a number of operating entities; (iii) improve reliability of
services provided within the organization as a result of minimizing the use of outside
resources, and (iv) implement enhanced controls and uniformity of methods and practices

throughout the National Grid family of companies.

Please describe how shared assets owned or leased by the service companies are
charged to the Company and its affiliates.

Historically for legacy KeySpan service companies and to a more recent and greater
degree for NGSC, shared assets are held and owned by the service companies. These
shared assets are used either by service company employees to provide services to

affiliates or are used by the affiliates on a shared basis. These types of assets are

16
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primarily shared office facilities and information technology equipment and software.
When assets are used, the rates are charged to affiliates at cost using approved allocation
methodologies. When the service companies finance and own the shared assets, the
service companies charge the affiliates a return on the asset, book depreciation expense,

any associated O&M expense and any applicable taxes.

What capital structure will the consolidated service company employ?

National Grid plans to capitalize its consolidated service company with 50 percent debt
and 50 percent equity. NGSC'’s capital charges to its various operating affiliates will be
based on its weighted average pre-tax cost of capital (“pre-tax WACC”). The cost of
debt reflected in that charge will be NGSC’s actual cost of debt, currently 3.28 percent.
At the same time, the cost of equity reflected in pre-tax WACC will be equal to that
which is ultimately adopted by the public utility commission with jurisdiction over the
affected operating company, which in this proceeding would be the same return on
equity as approved by the Commission for Narragansett Electric and Narragansett Gas.
Therefore, in preparing the revenue requirement, the Company has utilized the cost of
equity recommended in the testimony of its expert Company Witness Hevert, or 10.75

percent to calculate the pre-tax WACC for the service company, or 9.91 percent.

Please describe National Grid’s efforts to implement revised cost allocation
practices and procedures as part of the expected consolidation of the service

companies.

17
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In anticipation of the consolidation of the service companies and two separate financial
systems, PeopleSoft and Oracle, onto a single SAP platform, National Grid is revising its
cost-allocation methodologies to allow for common cost assignment and allocation
processes. To assist in its effort to revise its cost allocation methodologies, National Grid
engaged PA to review National Grid’s cost allocation practices and recommend a
methodology (i) consistent with industry best practices, and (ii) capable of being
implemented as part of the initiative to consolidate National Grid’s legacy financial
systems into a single SAP system to be used throughout the U.S. National Grid directed
PA to both address National Grid’s “general allocator” and to assist National Grid in the

development of cost causative allocation bases.

What are the results of National Grid’s efforts to revise its cost allocation policies
and procedures?

National Grid has developed:

(1) A revised general allocator to be used when there is no readily determinable cost
causative basis available to allocate costs;

(i1) A cost-causative allocation process that will be consistently applied throughout
National Grid. This method stresses the importance of using direct assignment as a first
preference and is generally designed to use a cost allocation method that bears the closest
practicable relationship to cost-causation; and

(ii1)) A revised comprehensive cost-allocation manual.
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A copy of the PA report setting forth the recommended cost-allocation methodology and
a draft of the cost-allocation manual is attached as Schedule MDL-2 Reallocation of Test

Year Service Company Costs.

Please describe the revised cost-causative allocation process that National Grid has
developed.

The preferred method for service company costs to be charged to client companies is to
direct charge the appropriated client company. Where direct charge is not possible, costs
would be allocated on a cost-causative allocation basis. A description of the cost-
causative allocators proposed by National Grid is set forth in Section 3.2.4 of PA’s report

(Schedule MDL-2, Page 60).

Please describe the general allocator.

The legacy KeySpan service companies currently use a three-point allocation
methodology for their general allocator, while the legacy National Grid service company
uses only O&M expense to arrive at its general allocator. PA concluded that the use of a
three-factor formula as a general allocator is a common practice in the utility industry and
that, with few exceptions, the three components are equally weighted. As a result of
their review, PA recommended that the Company adopt a three-factor general allocator

that considers Gross Margin, Net Plant, and O&M Expenses, equally weighted.

“Gross Margins” is defined as Total Operating Revenues less the Cost of Purchased

Power/Gas. Total Operating Revenues are adjusted to remove Stranded Costs and §18-a
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assessments for New York entities. Cost of Purchased Power/Gas includes Purchased
Power (FERC account 555) and Purchased Gas/Other Gas Supply Expense (FERC

Accounts 800 through 813).

The “Net Plant” component of the revised general allocator is the sum of Net Utility
Plant and Net Non-Ultility Plant less Goodwill. Net Utility Plant and Net Non-Utility

Plant are taken from the balance sheet.

“O&M Expenses” are defined as all non-Purchased Power/Gas expenses less costs
allocated from the service companies to the affiliate companies using the general
allocator (and charged to a FERC 920 or above account) and the §18-a assessment for

New York entities.

As explained in PA’s report on the general allocator recommendation, PA recommended
use of a three-point allocator, which utilizes a gross margin factor rather than the revenue
factor utilized in the current KeySpan general allocator formula, because use of gross
margin levelizes the impact of changing commodity prices and the differing degrees to

which utility services have been unbundled in various jurisdictions.

Has the Company forecasted the change in costs incurred by Narragansett Electric

and Narragansett Gas as a result of implementing the revised allocation policies and

procedures?
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Yes. As shown on Schedule MDL-3-ELEC, Page 48 and carried forward to Page 7, Line
32, the Company has included an adjustment of $4,514,843 for Narragansett Electric
related to the reallocation of Test Year service company costs designed to replicate the
proposed allocation pools that will be used in the new SAP platform and as supported by
the PA recommendations discussed earlier. Similarly, an adjustment of ($4,452,323) for

Narragansett Gas is shown on Schedule MDL-3-GAS, Page 47.

How were the analyses prepared?

The adjustment relates to service company allocated costs only and is summarized on
Schedule MDL-3-ELEC, Page 48. The Company first accumulated all service company
charges to all associated companies during the Test Year, as recorded on the books of
each receiving company. These charges consisted of direct and allocated charges to
O&M expense accounts as well as capitalized or other non-expense accounts. Because
direct charges represent charges for which only a single associated company benefitted,
those costs would not be affected by allocation pool changes and therefore require no
adjustment. However, all service company allocated costs will be affected by billing
pool changes and therefore require an adjustment. Test Year service company allocated
costs were accumulated by the billing pools employed to allocate those total costs in the
Test Year. For activities for which a new cost causative billing pool was recommended,
the Test Year costs for those activities were mapped to the new recommended billing
pools. The remaining Test Year billing pool amounts were then mapped to the
recommended consolidated billing pool containing the same billing pool metric. These

mapped service company charges were then allocated based on the proposed billing pools
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to arrive at revised allocated amounts by associated company. To these revised allocated
amounts were added the actual Test Year capitalized and other non-expense charges to
arrive at the reallocated total service company charges, by receiving company, as shown

on Schedule MDL-2, Page 1.

The sum of the allocated and direct O&M charges for the Test-Year period and as
reallocated are shown on Schedule MDL-3-ELEC, Page 48 and as shown on Schedule
MDL-2, Pages 1 and 2. As shown on Schedule MDL-3-ELEC, Page 48, Line 16, the
total change in service company Test-Year allocations as a result of incorporating the
proposed allocators equals $5,251,162. This amount represents a 5.6 percent change from
total Test Year “direct and allocated” service company expense charged to Narragansett
Electric and an 11.8 percent change in Test Year “allocated only” service company
expense charged to Narragansett Electric. Because the Company is adjusting labor and
associated benefits based on Test Year end employee complement and benefit elections,
this total increase must be reduced to recognize that a portion of these Test Year
reallocated costs for labor and benefits are being adjusted as a component of the Test
Year-end adjustment methodology employed in this cost of service for these expense
types. As shown on Lines 25 through 32 of Page 48, this was accomplished by applying
the percentage change in the Test Year “direct and allocated” costs charged to the
Company or 5.6 percent to the Pro Forma adjustments for these expense types. The
percentage of change in “direct and allocated” expense was used for these expense types
because labor and benefits are charged both directly and allocated to the Company. As

shown on Page 48 at Line 32, applying the 5.61 percent to the Pro Forma adjustments for
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these expense types totals ($299,064). Similarly allocated Test Year service company
costs to achieve the U.S. Restructuring Program cost benefits, discussed in more detail
later in this testimony, have been eliminated in total from Rate Year expenses in
Narragansett Electric’s cost of service in this proceeding. Because these costs to achieve
were allocated only, Narragansett Electric has applied the 11.8 percent change in Test
Year “allocated only” service company expense as shown on Page 48 at Line 37. The
resulting share of costs to achieve that needs to be excluded from the total service
company reallocation amount is ($602,956). Finally, inflation, through the Rate Year, is

applied to the net Test Year adjustment amount as shown on Line 42 of Page 48.

The same analysis was performed for Narragansett Gas as shown on Schedule MDL-3-
GAS, Page 47. As shown on Page 47, the total change in Test Year service company
allocated costs as a result of employing the proposed billing pools is ($5,365,003). The
required adjustments to that amount for labor and benefits totals $385,488, based on the
percentage change in the Test Year “direct and allocated” costs charged to Narragansett
Gas, or (11.3 percent), and for cost to achieve is $690,599 based on the change in Test

Year “allocated only” service company expense, or (20.8 percent).

What is the net adjustment being proposed for the reallocation of Test Year service
company charges for Narragansett Electric and Narragansett Gas in this
proceeding?

As shown on Schedule MDL-3-ELEC, Page 48, Line 44, the resulting adjustment to the

Narragansett Electric cost of service amounts to $4,514,843. The same analysis for
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Narragansett Gas results in an adjustment of ($4,452,323) as shown on Schedule MDL-3-
Gas, Page 47, Line 44. Although this analysis results in an increase in Narragansett
Electric’s cost of service, it also supports a decrease in the Narragansett Gas cost of
service in essentially an equal and offsetting amount resulting in little to no impact for

Rhode Island customers as a whole.

Narragansett Electric Revenue Requirement Analysis

Subpart A: Cost of Service Summary

Would you please provide a summary of the Narragansett Electric cost of service
and resulting revenue requirement?

Schedule MDL-3-ELEC begins with the Narragansett Electric cost of service and
resulting revenue requirement as shown on Page 1, Revenue Deficiency Summary. For
the Rate Year ending January 31, 2014, the calculated revenue deficiency is $31,448,278
as shown on Page 1 in Column (f) and as calculated on Page 2. Page 3 shows the
appropriate mechanisms through which this revenue deficiency will be recovered. The
Operating Revenue Summary is set forth on Page 4, with Adjustments to Electric
Operating Revenues listed on Page 5. The Cost of Service Summary provided on Page 6
identifies the adjusted Test-Year amounts for the cost of Standard Offer Service, O&M
expense, depreciation, amortization, taxes other than income, income taxes and return on
rate base. The Cost of Service Summary also shows the total adjustments to the Test
Year amounts. Adjustments to O&M expenses to normalize Test Year amounts and to
reflect known and measurable changes to the Test Year are itemized on Page 7.

Supporting schedules are provided in the remainder of the schedule.
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Does the cost of service include costs incurred by National Grid service companies
on behalf of Narragansett Electric?

Yes. As previously discussed, these Test Year costs have been adjusted to reflect
proposed changes in billing pool allocators. The cost of service for Narragansett Electric
reflects two types of charges from the service companies as previously discussed in
Section III of this testimony, which are “direct charges” billed for costs incurred and
work performed by service-company personnel directly related to the respective
subsidiary, and “common costs,” which are allocated among the respective subsidiaries
benefitting from the service based on appropriate allocation factors and billing pools.
Therefore, where applicable, costs incurred on behalf of, or allocated to, Narragansett
Electric by the service companies are included in Test Year charges as adjusted pursuant
to the discussion in Section III herewith. Schedule MDL-3-ELEC provides detail of

these costs by cost category and by originating company.

How are the costs that the service companies incurred to perform services reflected
in the Narragansett Electric cost of service calculation?

The charges to Narragansett Electric from the service companies are incorporated into the
appropriate O&M or other expense categories included in the Test-Year cost of service.
In addition, I have included any applicable charges from the service companies in the
individual post-Test Year adjustments to the cost of service, to the extent that those
adjustments also represent known and measurable changes to the Test-Year cost of

service under Commission precedent.
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Are charges billed to Narragansett Electric in conformance with a service
agreement?

Yes. There are operating agreements in effect between the service companies and
Narragansett Electric for the fiscal years (sometimes referred to as “FYs” or individually
as “FY”) ending March 31, 2011 and 2012, as amended. These agreements identify the
services that will be provided to Narragansett Electric and reference the cost-allocation
formulas that will be applied to calculate the charges presented each month to
Narragansett Electric. The provisions of the service company agreements, including the

cost-allocation formulas, are in conformance with FERC requirements.

Subpart B: Revenue Adjustments

What is the total amount of normalizing Test Year adjustments to Electric
Operating Revenues?

For Narragansett Electric, there is a total increase to Electric Operating Revenues of
$9,648,547 as a result of normalizing Test-Year adjustments made consistent with

Commission precedent. These adjustments are listed in Schedule MDL-3-ELEC, Page 5.

Please describe the adjustments to Adjusted Test Year and Rate Year Operating
Revenues reflected in Schedule MDL-3-ELEC, Page 4.

The Company made a number of known and measurable adjustments to Test Year
booked operating revenues, as reflected on Schedule MDL-3-ELEC Page 4. First, the
Company removed Test Year ISR O&M Factor revenue and Standard Offer Service

Administrative Cost Adjustment revenue from the Test Year. Although revenue
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associated with these charges is reflected in distribution revenue on the Company’s
books, these revenues are collected through separate reconciliation mechanisms and not
through base distribution rates and have been reflected as such in Column (a). Next, a
normalizing adjustment was made to base distribution revenue to account for approved
rate changes that have been implemented since the end of the Test Year. The Company
also made a normalizing adjustment to ISR CapEx Factor revenue (Line 4) so that the
adjusted Test Year amount reflects the sum of the Test Year ISR CapEx Factor revenue
and the calendar year portion of the FY 2012 ISR capital investment. The Company also
included a normalizing adjustment to the Revenue Decoupling Mechanism (“RDM”)
revenue, which reconciles the adjusted Test Year revenue to the annual target revenue
approved in Docket No. 4065, and as adjusted for the O&M Factor credit approved in
Docket No. 4218 and the base rate adjustment approved pursuant to the capital structure

remand settlement approved in Docket No. 4065, effective April 23, 2012.

The Company made Pro Forma adjustments to base distribution charge revenue to reflect
the forecasted Rate Year customer numbers and kWh deliveries. The sales forecast is
supported in the testimony of Company Witness Alfred P. Morrissey. The Company also
included a Pro Forma adjustment to ISR CapEx Factor revenue to include the incremental
revenue associated with the FY 2013 ISR CapEx revenue requirement approved in
Docket No. 4307. The Company also included a Pro Forma adjustment to RDM revenue

similar to the normalizing adjustment described above.
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The Company also made similar normalizing and Pro Forma adjustments to revenues
associated with its various reconciling mechanisms, shown as Other Delivery and
Commodity Revenue on Page 4 of Schedule MDL-3-ELEC. Expenses associated with
these rate mechanisms are collected outside of base distribution charges. Therefore,
normalizing and Pro Forma revenue adjustments are offset by adjustments to adjusted
Test Year and Rate Year Purchased Power and Other Reconciling Expense as reflected

on Schedule MDL-3-ELEC, at Page 1 (Line 3).

The development of adjusted Test Year and Rate Year revenue is discussed further in the

testimony of Company Witness Jeanne A. Lloyd.

Subpart C:  Expense Adjustments

Normalizing Adjustments

Has the Company made any adjustments to Test Year O&M expense?

Yes. The Company has adjusted Test-Year O&M expenses by ($117,825,347) to
normalize the booked Test-Year amounts for ratemaking purposes. The Company has
also adjusted Test-Year O&M expenses by $4,858,292 to account for known and
measurable changes in O&M expense levels occurring after the end of the Test Year and
prior to the end of the Rate Year, or January 31, 2014. Each adjustment is discussed
below in the order presented on Schedule MDL-3-ELEC, Page 7. Normalizing
adjustments are segregated by issue on Pages 8 and 9. Pro Forma post-Test Year
adjustments are supported individually on subsequent pages of Schedule MDL-3-ELEC

and will be discussed individually in my testimony below.

28



10

11

12

13

14

15

16

17

18

19

20

21

22

23

THE NARRAGANSETT ELECTRIC COMPANY
d/b/a NATIONAL GRID

Docket No. RIP.U.C.

Witness: Laflamme

Page 27 of 121

What is the first normalizing adjustment shown on Schedule MDL-3-ELEC, Page
8?

The first normalizing adjustment, detailed by cost category in Column (b) of Page 8§,
represents the elimination of Narragansett Electric’s transmission bill credit from its
affiliate New England Power Company (“NEP”) for use of Narragansett Electric-owned
transmission facilities pursuant to the Integrated Facilities Agreement (“IFA”) between
Narragansett Electric and NEP. Line 44 of Column (b) reflects the total elimination of
the transmission-related O&M credit for facilities supported by NEP under the IFA, or
$51,054,041. Other transmission-related items supported by NEP pursuant to the IFA,
such as transmission-related rate base components, depreciation expense and municipal
and other taxes have also been removed from the distribution revenue requirement

determination in this proceeding.

What is the next normalizing adjustment shown on Schedule MDL-3-ELEC, Page
8?

The next normalizing adjustment, reflected in Column (c) of Page 8, removes vegetation
management expenses recorded by Narragansett Electric during the Test Year, or
calendar year 2011. These costs are being eliminated because they are recovered through

a reconciling mechanism as a component of Narragansett Electric’s ISR Plan.

Please continue.
As is the case with vegetation management expenses, Narragansett Electric’s inspection

and maintenance program expenses are also recovered through a reconciling mechanism
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as a component of Narragansett Electric’s ISR Plan. Consequently, inspection and
maintenance program expenses recorded during the Test Year are eliminated as reflected

in Column (d) of Page 8.

Would you explain the adjustment for storm costs contained on Page 8 in Column
(e)?

Certainly. Pursuant to the operation of Narragansett Electric’s Storm Contingency Fund,
the incremental costs of restoration efforts following significant storm events are deferred
and charged to Narragansett Electric’s storm fund. When costs are initially incurred, they
are charged to the respective expense category and accumulated in a storm work order for
identification. Once Narragansett Electric determines that a particular event qualifies for
inclusion in the storm fund, an expense credit is recorded along with an associated charge
to the storm fund for the incremental amount eligible for storm fund inclusion. The
expense credit however is recorded in a single “expense type” rather than crediting each
expense type related to the original cost incurrence. Consequently, Column (e) reflects a
large value for this single expense type deferral practice, as shown on Line 39. The net
amount of this normalizing adjustment represents the elimination of out of period
incremental storm cost deferrals of $2,613,590 for expenses incurred in 2011 but not
deferred until 2012 offset by an expense credit of $228,966 recorded in 2011 for storm

costs incurred in 2010.

What is the next normalizing adjustment shown on Schedule MDL-3-ELEC, Page

8?
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The next normalizing adjustment, reflected in Column (f) of Page 8, relates to the cost of
National Grid’s expatriate program. Although this program provides benefits to National
Grid and its customers, management has elected to limit the cost of that program to a
market-based value of the individual positions filled by expatriate employees. As a
result, this adjustment reflects normalizing Test Year expatriate salary and benefits
charged to Narragansett Electric to the lower of actual cost or market-based cost. In other
words, the costs for expatriate employees track the cost of a U.S. resident employee. The
resulting adjustment is a decrease in Test Year expense of $187,447 for Narragansett

Electric as shown in Column (f) of Page 8.

Please explain the adjustment contained in Column (g) of page 8, Costs of Savings
Initiative.

As noted above, during 2011, National Grid completed a major corporate restructuring,
which will be discussed in more detail later in this testimony. This U.S. restructuring will
provide enduring savings for both Narragansett Electric and Narragansett Gas, and is
expected to provide for a more focused attention on individual jurisdictional issues as
National Grid has transitioned from its former line-of-business model to a jurisdictional
organization. Although enduring savings are expected to result, there are one-time costs

to achieve these enduring savings, such as employee separation costs for example.

Does the Company propose to recover costs to achieve associated with the US

Restructuring Program?
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No. The Company is not proposing to recover the costs to achieve the U.S. Restructuring
Program because those costs will be offset by the savings realized from staffing
reductions and from individual non-labor-related initiatives from the time of
implementation through February 1, 2014, the beginning of the Rate Year.

Consequently, this adjustment eliminates these one-time costs to achieve recorded by
Narragansett Electric in the Test Year aggregating to $3,945,593, as shown in Column (g)

of Page 8.

There are a number of entries reflected in Column (h) of Page 8, titled ‘Other’.
Would you please explain what they represent?

Yes. As shown on Line 44, in Column (h), other normalizing adjustments to O&M total
($156,519,796). Details of the individual items included here are shown on Schedule

MDL-3-ELEC, Page 9.

Pro Forma Adjustments

You mentioned that Narragansett Electric was proposing several Pro Forma O&M
adjustments representing known and measurable changes to the Test Year cost of
service. Would you summarize these adjustments beginning with payroll expense?
Yes. The adjustment to Narragansett Electric’s normalized Test-Year payroll expense,
by originating company, totals ($1,390,934) as shown on Schedule MDL-3-ELEC, Page
10. Page 11 summarizes the Test Year normalizing adjustments, previously discussed, to
arrive at normalized Test Year labor by originating company for union and management

employees and by wages and salaries, management incentive compensation and the
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“Union Goals” program. Details of those individual components are calculated and
provided on Pages 13 through 22. Because Narragansett Electric does not accumulate
non-productive pay separately for union and management employees, Page 12 provides
the allocation of non-productive labor costs to union and management categories as well
as the calculation of labor allocation rates for service company labor charged to
Narragansett Electric as well as O&M percentages for direct company and service
company labor. Page 13 provides detail of the previously discussed Test Year
normalizing adjustments by wage type. The Pro Forma adjustments for union and non-
union employees are summarized on Schedule MDL-3-ELEC, Page 14 with detailed
calculations provided on Pages 15 and 16, respectively, for union and non-union base and
overtime labor while the adjustments for management incentive compensation and union
goals incentive compensation are calculated on Pages 21 and 22, respectively. For
purposes of calculating wages and salaries charged to Narragansett Electric from the
service companies, the percentages of Test Year productive pay charged to Narragansett
Electric to total productive pay of each service company were used. Likewise, O&M
percentages of total wages and salaries charged to Narragansett Electric used the Test
Year percentage of productive pay charged to O&M to total productive pay charged to
Narragansett Electric as the appropriate proxy. Consistent with Commission precedent,
the Company is adjusting payroll expense to reflect known and measurable changes that
will take effect through the end of the Rate Year, or January 31, 2014. In addition, as a
result of the U.S. Restructuring initiative completed by National Grid, the National Grid
system has 118 positions it must fill prior to the Rate Year in this proceeding, of which

86 are Electric and 82 are Gas, which will impact labor costs of Narragansett Electric and
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Narragansett Gas, respectively. The details of these known and measurable changes to
the Test Year cost of service are discussed in the testimony of Company Witness
Maureen P. Heaphy. Lastly, Narragansett Electric has minimum staffing requirements
pursuant bargaining unit contracts. As explained in the testimony of Company Witness
Michael R. Hrycin, pursuant to those contracts, the Company must hire 19 union

employees prior to the beginning of the Rate Year in this proceeding.

In general, the adjustments are designed to properly reflect normalized Test Year payroll
expense adjusted for known and measurable impacts occurring through the end of the
Rate Year. Individual labor adjustments for the union and non-union labor force of
Narragansett Electric, as well as the service companies, are calculated. Lastly,
adjustments to Test-Year non-union incentive compensation and the union goals program
are computed and summarized by originating company, either for Narragansett Electric
or from each of the service companies. All adjustments appropriately include only the

0O&M amount for inclusion in the cost of service.

Would you begin by explaining the adjustment you are proposing for union O&M
wages?

Yes. The adjustment starts with the annual base union wages for union employees of
Narragansett Electric on record as of December 31, 2011, or $26,292,656 as shown on
Schedule MDL-3-ELEC, Page 15, Line 1, Column (a). This amount represents the
Narragansett Electric steady state union workforce and annual wage totals as of

December 31, 2011. The steady state work force and annual wages for the service
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companies as of December 31, 2011 are shown in Columns (b) through (d) on Line 1.
Line 2 reflects the salary levels for the 19 Narragansett Electric bargaining unit
employees that must be hired prior to the start of the Rate Year, based on an average
salary level. The aggregate amount of total steady state wages by originating company is
shown on Line 3. These amounts are adjusted for the weighted average of known union
contract wage increases occurring through the end of the Rate Year. The weighted
average union wage increases, by originating company, from December 31, 2011 through
the end of the Rate Year in this proceeding are calculated on Pages 17 through 20 of
Schedule MDL-3-ELEC. The resulting adjusted total union wages by originating

company are displayed in Schedule MDL-3-ELEC, Page 15, at Line 7.

These amounts are then allocated to Narragansett Electric based on Test-Year
percentages of total wages charged to Narragansett Electric as shown on Line 9, and as
calculated on Page 12. For example, 100 percent of Narragansett Electric direct union
labor costs were charged to Narragansett Electric, while only .07 percent of KCS union
labor was charged to Narragansett Electric in the Test Year (see Line 9). KUS and
NGSC charged .56 percent and 16.15 percent of their union labor to Narragansett Electric
in the Test Year, respectively. Line 11 represents the O&M percentage of total wages
charged to Narragansett Electric by originating company based on the actual O&M wage
ratio experienced by Narragansett Electric in the Test Year as calculated on Page 12.
Applying the company-specific wage allocation percentage from Line 9, and O&M
wages percentage from Line 11, to the adjusted total union wages from Line 7 results in

the Rate Year union O&M wages shown on Line 21. The Test Year levels of overtime
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labor charged to Narragansett Electric by originating company is shown on Line 22. The
sum of Lines 21 through 26 equals total Rate Year union O&M labor as shown on Line
28, totaling $21,175,853. Normalized Test Year union O&M labor costs are shown on
Line 30 by originating company and aggregating $20,102,710. The resulting Pro Forma
adjustment for union O&M labor totals $1,073,143, shown on Line 32, by originating
company, and is the difference in the Rate Year union O&M wages from Line 28 and the

normalized Test Year union O&M wages reflected on Line 30.

How did Narragansett Electric calculate the weighted average union wage increase?
The weighted average union wage increase is based on the union payroll increases
scheduled to take effect before the end of the Rate Year and the associated impact of such
increases through the end of the Rate Year as discussed in the testimony of Company
Witness Heaphy. A schedule showing the calculation of the weighted average union

wage increase has been provided in the work papers accompanying this testimony.

Would you review the payroll adjustments relating to non-union personnel?

Yes. As further described in the testimony and accompanying exhibits of Company
Witness Heaphy, non-union employees of Narragansett Electric and the service
companies are scheduled to receive a combination of merit and promotional increases
totaling 3.37 percent effective July 1, 2012 and merit and promotional increases totaling
3.00 percent effective July 1, 2013. The calculation of the adjustment for non-union
wage expense was conducted using the same methodology as the union adjustment,

beginning with steady state total wages, converted to an O&M component and compared
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to actual Test Year non-union O&M wages. As was the case with Narragansett Electric
union employee hires, Line 2 of Schedule MDL-3-ELEC, page 16 reflects the total costs
of vacancies for the service companies resulting from the U.S. Restructuring initiative
and that need to be filled prior to the Rate Year. Line 3 reflects total steady state non-
union labor costs at the end of the Test Year by originating company. These amounts
were adjusted using the same methodology as that described for Narragansett Electric’s
union labor costs. As shown on Schedule MDL-3-ELEC, Page 16 at Line 32, the

adjustment to non-union wage expense for the Rate Year totals ($349,734).

Please explain the adjustment made to incentive compensation.

As described in the testimony of Company Witness Heaphy, Narragansett Electric’s
incentive compensation plan represents the variable portion of the wages and salaries
paid to union and non-union employees serving Narragansett Electric. As Ms. Heaphy
explains in her testimony, since the Commission’s decision in the 2009 Electric Rate
Case disallowing 50 percent of the total incentive compensation, which was the amount
of incentive compensation related to financial performance, National Grid has made
certain modifications to its incentive compensation program. As a result, the incentive-
compensation adjustment for the Rate-Year ending January 31, 2014 is calculated

differently in this case from the calculation made in the 2009 Electric Rate Case.

Specifically, the Company is excluding 100 percent of Band A and 40 percent of Band B
and C incentive compensation from the cost of service in this proceeding. In addition,

National Grid has modified the 2011/12 Annual Performance Plan for management
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employees to replace the financial measures for employees in Bands D, E and F with
customer satisfaction, safety and reliability measures. These measures represent 50
percent of the plan, while the remaining 50 percent is based on attainment of individual
performance goals. A total of 60 percent of the plan for employees in Bands B and C
will be linked to these same customer satisfaction, safety and reliability measures. These
measures are the same for the union employee plan. The other 40 percent of the plan for
employees in Bands B and C is linked to financial performance measures and the

Company has chosen to exclude this component in this proceeding.

Therefore, the variable pay calculation encompasses the non-financial component of
variable pay for all Bands B through F for the portion of the management plan attributed
directly to customer satisfaction, safety and reliability measures, as well as total for the
union plan, which encompasses the same goals, at targeted levels of performance:

(a) Bands D - F (100 percent of plan)

(b) Bands B - C (60 percent of plan)

(c) Union employees (100 percent of plan)

Incentive compensation is paid to employees in June for performance in the prior fiscal
year ending March 31 based on fixed performance criteria and compensation guidelines.
During the Test Year, incentive compensation payments exceeded the “target” level
compensation. However, as more fully described by Company Witness Heaphy,
incentive compensation has been limited to the target amount in this proceeding. Total

targeted incentive compensation based on steady state wages is shown on Line 1 of
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Schedule MDL-3-ELEC, Page 21. Line 2 reflects incentive pay, at target level, related to
non-union vacancies being filled prior to the Rate Year, and when added to Line 1 equals
total Rate Year non-union variable pay by originating company, as shown on Line 3.

This total targeted incentive compensation amount was converted to Narragansett Electric
O&M amounts using the same company wage allocation percentages and O&M wage
percentages as previously described in the management wage adjustments, to arrive at a
targeted Rate Year O&M incentive compensation for Narragansett Electric of $1,959,511
shown on Line 12. This amount is compared to normalized Test Year management
incentive compensation charged to Narragansett Electric of $3,440,667 reflected on Line
19 to arrive at Narragansett Electric’s O&M incentive compensation adjustment of

($1,481,156) as shown on Page 21, Line 21.

Can you summarize the proposed adjustment for Union Goals?

Yes. “Union Goals” refers to the incentive compensation plan in place for the union
workforce. As shown on Page 22, the calculation of the Union Goals adjustment for the
Rate Year in this proceeding was calculated using the same methodology as the incentive
compensation adjustment previously discussed, including 19 Narragansett Electric union
employees that will be hired prior to the start of the Rate Year, and is based on the target
level of Union Goals compensation. As shown on Page 22 at Line 21, the adjustment is
computed by comparing the Rate Year targeted level of O&M-related Union Goals
compensation to the normalized level of O&M-related Union Goals compensation paid in

the Test Year, which produces an adjustment to the cost of service of ($633,187).
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Could you please explain the adjustment made to Test Year health care expenses?
Narragansett Electric’s proposed adjustment to Test Year healthcare costs is set forth in
Schedule MDL-3-ELEC on Page 23. The adjustment was calculated using the same
methodology as used for the wage adjustments previously discussed. The Rate Year
level of healthcare O&M expense was computed by first calculating the total annual costs
of current healthcare elections of the employee population as of December 31, 2011, by
originating company, incorporating the same steady state employee complement used for
the wage adjustment, as shown on Line 37 of Page 23. The health costs associated with
union and non-union vacancy hires based on average cost levels is shown, by originating
company, on Line 39 and as calculated on Lines 18 through 30. As was the case with the
wage adjustments, the total of Lines 37 and 39 were then converted to O&M amounts
using the same company wage allocation percentages as those used in the wage
adjustment, and blended union and non-union O&M percentages, as shown on Lines 41
and 43, and as calculated on Page 12. The resulting Rate Year healthcare O&M expense
is shown by originating company on Line 45. Line 47 reflects an adjustment to remove
an amount associated with the Company’s IFA based on the Test Year IFA salary
allocator. The total Rate Year healthcare O&M expense, equal to the sum of Lines 45
and 47, is shown on Line 49, by originating company. Comparing the amounts on Line
49 to actual Test-Year healthcare expense on Line 51, results in an adjustment totaling

$399,650, as shown on Line 53 and in Column (d) at Lines 1 through 5.

Would you explain the proposed Test-Year adjustment to Narragansett Electric

401(k) expense?

40



10

11

12

13

14

15

16

17

18

19

20

21

22

23

THE NARRAGANSETT ELECTRIC COMPANY
d/b/a NATIONAL GRID

Docket No. RIP.U.C.

Witness: Laflamme

Page 39 of 121

Narragansett Electric is proposing adjustments to 401(k) expense for two components of
Narragansett Electric’s 401(k) costs. The first is shown on Schedule MDL-3-ELEC,
Page 24. Here, the Company is simply adjusting the Test Year level of company 401(k)
match expense for the change in O&M labor from the Test Year to the Rate Year. The
adjustment applies the Test Year 401(k) company match rate per payroll dollar, as
calculated in Columns (k) through (m), to the total change in O&M labor from the Test
Year to the Rate Year as shown in Columns (n) through (r). The resulting adjustment for
401(k) Company match expense equals ($103,649) as shown in Column (r).

The second adjustment related to Narragansett Electric’s 401(k) expense is related to the
Company’s 401(k) pension replacement plan. As more fully discussed by Company
Witness Stephen F. Doucette and Company Witness Heaphy, commencing January 1,
2011, all National Grid new non-union hires are excluded from National Grid’s defined
benefit pension plans and receive an enhanced 401(k) company benefit instead. Page 25
of Schedule MDL-3-ELEC provides the calculation of the necessary adjustment to reflect
the estimated Rate Year level of this pension replacement benefit related to two groups of
new hires. The first group of new hires is the Company and service company vacancies
that will be filled prior to the Rate Year in this proceeding. The second group of new
hires reflects a three-year average of National Grid employee turn over. These two
groups of new hires will be enrolled in the 401(k) pension replacement plan rather than in
a defined benefit pension plan. The adjustment first calculates the cost of this benefit for
the service company vacancies being filled by applying and average benefit cost per
employee, as shown on Line 14 to the number vacancies being filled by originating

company and stepping the total down to the Narragansett Electric O&M level by
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applying the same company wage allocation percentages and O&M wage percentages as
previously described. This total O&M amount is further adjusted to exclude the amount
allocated to the Company’s IFA. The resulting net adjustment is shown on Line 34 in the
amount of $44,708. The next component of the adjustment performs the same
calculation as described for the filled Company and service company vacancies but
applied to a three year average of employee turnover by originating company. Because
this incremental benefit should be matched by a similar decrease in defined benefit
pension plan costs, this component of the adjustment results in a like reduction to pension
costs as discussed later in this testimony. If approved, the proposed pension and OPEB
tracker mechanism will reflect this annual reduction in defined benefit pension plan costs
as employee turnover continues year on year. The 401(k) expense adjustment for this
group of new hires, net of IFA allocation, is shown on Line 40 and amounts to $136,890.
The total Rate Year amount of this benefit totals $181,598 and when compared to the

Test Year amount results in an adjustment of $178,575.

Please explain the proposed Test Year adjustment to computer software expenses as
detailed on Schedule MDL-3-ELEC, Page 27.

This adjustment relates to Narragansett Electric computing costs charged from the service
companies, and includes several components, including National Grid’s Information

Services (“IS”) Transformation initiative and the U.S. Foundation Program.

Please describe the IS Transformation initiative.
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In summary, the IS Transformation initiative shifts National Grid away from providing
many computer and communication services using solely in-house resources and relies
on the expertise of specialty firms in the markets for these services. This approach to
service provision takes advantage of the significant expertise in vendors that specialize
in certain areas of computer hardware, computer software or communications.
Specifically, the IS Transformation initiative includes the provision of services by
external service providers in the following areas: Service Management Integrator;
Intranet, Collaboration and Email; Networks and Telecommunications; Solution
Delivery; Managed Print; and data center and client services (“Enterprise Services”).
The new partners that National Grid has chosen to participate in this transformation
include: Hewlett Packard as Service Management Integrator; Computer Sciences
Corporation for Enterprise Services; Verizon for networks and communications; IBM
for Internet, Collaboration, and E-mail; Xerox for Managed Print services; and IBM and
Wipro for application development and maintenance. The new partners were selected

for delivery of services in their areas of expertise or specialization.

What savings are expected from each of the transformation initiatives discussed
above?

As will be explained later in this testimony, the IS Transformation initiative is one of
many components delivering savings within the U.S. Restructuring Program. All IS
Transformation savings are included in the $171 million in projected U.S. Restructuring

Program savings, discussed later in this testimony.
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You mentioned the U.S. Foundation Program. Would you please elaborate?
The primary objective of the U.S. Foundation Program is integration of National Grid’s
U.S. HR, Supply Chain and Finance processes that continue to operate across a
patchwork of disparate applications and infrastructure since National Grid’s acquisition
of KeySpan in 2007. The U.S. Foundation Program will consolidate systems onto a
single integrated SAP platform to replace and improve the functionality delivered in the
U.S. today by the Oracle and PeopleSoft Enterprise Resource Planning (“ERP”) Suites
and associated applications. The U.S. Foundation Program will redesign business
processes, provide additional functionality and address a host of related issues
including, but not limited to:
- vendor and product stability;
- critical path to addressing service company cost allocation issues and single set of
allocation methods and separate codings specifically for each overhead/burden type;
- consolidation of the U.S. service companies;
-treatment of direct assigned service company costs that are directly reported in
affiliate company financial ledgers;
-consistent and robust financial/regulatory reporting and business planning
capability, and improved controls;
-simplification of business processes and the associated systems landscape (e.g.,
single ERP, fleet, sales tax, time entry systems); and

-support for delivery of future front office/work management rollout.
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How does the U.S. Foundation Program fit into the overall IS agenda and the IS
Transformation effort?

National Grid, as part of the IS Transformation initiative, has embarked on an ambitious
hardware, software and process rationalization to improve operational and shared
services efficiency, while simplifying and consolidating the IS infrastructure that
supports the business. The U.S. Foundation Program is one of the major first steps
along a multi year roadmap to update and rationalize National Grid’s IS systems. It will
serve as a critical enabler of a U.S. systems strategy, and serve as a platform for future
enterprise-wide enhancements that will deliver improved service at reasonable cost to

customers.

Why is the U.S. Foundation Program needed?

The U.S. Foundation Program is of critical importance in addressing the financial
reporting and business efficiency challenges inherent in the multiple processes and
systems that currently exist across the U.S. landscape following the KeySpan merger.
Furthermore, it is fundamental to improving financial and regulatory reporting and
reducing the technical risk associated with operating business critical systems on aged
infrastructure that in some cases has limited vendor support. Following National Grid’s
acquisition of KeySpan in 2007, investments in the Oracle and PeopleSoft ERP
infrastructure were put on hold pending review and decisions on the strategy and timing
of the consolidation of those systems and their underlying Finance, Supply Chain and HR
processes. As a result, the U.S. business has been challenged in supporting multiple and

complex business processes that span multiple and complex technology platforms. The
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U.S. Foundation Program eliminates the need to operate across multiple, disparate
systems and applications and replaces aged systems that are at risk of failure and lacking

support.

When does the U.S. Foundation Program go into service?

The planned “go-live” date for the U.S. Foundation Program is October 2012.

What is the cost of the U.S. Foundation program?

The total indicative costs for the U.S. Foundation Program are estimated at $356.7
million. Of this amount, approximately $273.4 million comprise capital costs, and
$83.3 million comprise operating expense. Through March 2012, National Grid has
invested $172.3 million of the total estimated capital cost of $273.4 million. Because
the US Foundation Program is a shared services investment, only a portion of the total

investment support would be allocated to Narragansett Electric.

Who will own the U.S. Foundations Program’s assets?

Because the U.S. Foundation Program will deliver significant benefits to all associated
companies of the service company, the assets will be owned by the service company and
allocated to the benefitting associated companies based on the appropriate cost causative

or general allocator as appropriate.

What is the estimated support cost to Narragansett Electric for the Rate Year

ended January 31, 2014?
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Based on the projected capital cost for the U.S. Foundation Program of $273.4 million
the expected rental charge from the service company to Narragansett Electric is
$2,626,506 for the Rate Year, as detailed on Workpaper MDL-7. It is important to note
that although the Company has incurred $33 million of operation expenses and
estimates the total of such costs to exceed $83.3 million through the in-service date of
the program, the Company is not requesting recovery of these expenses in this case, and

these costs will be absorbed by shareholders.

How was this estimated allocation to Narragansett Electric derived?

The U.S. Foundation Program assets will be amortized over a 10-year period. The
estimated Rate Year U.S. Foundation Program rental charge to Narragansett Electric
was based on the projected $273.4 million of total investment by the service company, a
10-year life and service company pre-tax weighted average cost of capital of 9.91
percent as shown on Workpaper MDL-7. The service company pre-tax weighted
average cost of capital reflects the re-capitalization of the service company as result of
National Grid’s plans to combine the multiple service company organizations currently
in place, as discussed earlier in this testimony, along with a return on equity at the same

rate as is being proposed for Narragansett Electric in this proceeding, or 10.75 percent.

Is it expected that the U.S. Foundation Program will deliver any cost savings?
Yes. As is the case with IS Transformation savings, all savings associated with the U.S.
Foundation Program are included in the projected U.S. Restructuring Program savings

adjustment, which I will discuss later in this testimony.
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How are the costs of IS Transformation allocated to Narragansett Electric?

IS Transformation costs, as well as other existing IS investments made by the service
companies for the benefit of all of their associated companies are allocated to
Narragansett Electric and other associated companies based on the appropriate cause of
the costs. Details of this cost allocation for the Rate Year are included in Workpaper
MDL-7 by individual project. Narragansett Electric’s share of total IS rental charges,
including the IS Transformation effort, the U.S. Foundation Program and allocated costs
related to existing software, total $9,212,944, net of amounts allocated to the IFA.
Comparing that amount to Test Year costs incurred by Narragansett Electric of
$3,621,276, results in an adjustment of $5,591,668 as shown on Schedule MDL-3-ELEC,
Page 27, Line 45. This amount includes $2,626,506 for the U.S. Foundation Program as

shown on Line 38.

Please discuss the Test-Year adjustment for regulatory assessments as shown on
Page 28.

The adjustment simply restates the Test Year regulatory assessment expense to a level
equal to the most recent assessment incurred by the Company, or an increase of

$1,077,066 from the Test Year level.

Please discuss the Test Year adjustment for facilities expenses presented on Page 29.
The adjustment for facilities expense relates to a change in the rental charge for the
Reservoir Woods facility and the Northborough call center owned by Massachusetts

Electric Company, an affiliate of the Company. The costs associated with Reservoir
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Woods are billed to Narragansett Electric as a rental charge from NGSC. The rental
charge consists of two components: an operating lease component, which is billed by the
owner of the Reservoir Woods facility to the service company, and a charge for leasehold
improvements that were incurred by the service company. The allocated cost of these
leasehold improvements have been recalculated using the new combined service
company capital structure as previously discussed The recalculated cost of Reservoir
Woods leasehold improvements results in an increase to Narragansett Electric of
$141,153 as shown on Page 29, Line 36. Similarly, the Northborough call center is a
shared facility used for the benefit of associated utility operating companies, including
Narragansett Electric. Leasehold improvements incurred by Massachusetts Electric
Company are billed as rental charges to associated companies receiving call center
services from that facility. The incremental rental charge of $58,634 for the
Northborough facility is related to leasehold improvements incurred by Massachusetts
Electric but not fully charged to Narragansett Electric during the Test Year. For all other
facility costs not specifically adjusted, the Company has applied an inflation rate increase
as depicted on Page 29. The total resulting adjustment for facilities expense, net of an
allocation to the IFA, amounts to $267,926 as shown on Schedule MDL-3-ELEC, Page

29 at Line 53.

Would you summarize the adjustment for uninsured claims on Page 30?
Yes. Uninsured claims relate to legal claims that the Company must pay from time to
time. The precedent for rate recovery of this expense has been to normalize an annual

recovery level based on the five-year average of expense accruals for this item. Also, the
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reserve level on the Company’s balance sheet was included as a reduction to rate base. In
the 2009 Electric Rate Case, the annual level of uninsured claims expense was disputed
and Narragansett Electric’s cost of service was ultimately reduced by $2,250,000 as a
result. In this proceeding Narragansett Electric proposes recovery of only actual claims
paid based on an average of actual payments for the last five years, consistent with past
normalization precedent of the Commission. In addition, the Company proposes to
exclude the balance sheet reserve from the development of rate base, consistent with the
Company’s proposal to recover only actual claims paid. As shown on Schedule MDL-3-
ELEC, Page 30, comparing a five-year average of actual claims paid to accrued
uninsured claims expense in the Test Year results in an adjustment of $319,541, net of

IFA allocation, as shown on Schedule MDL- 3-ELEC, Page 30, Line 35.

Would you turn your attention to Page 31 of Schedule MDL-3-ELEC?

That page, along with Page 32, provides details of the proposed adjustment for insurance
premium expenses for Narragansett Electric. As shown on Page 32, this adjustment
simply compares the most recently received insurance premium bills, along with
respective allocations to Narragansett Electric, to the Company’s Test Year level of
insurance expense. The resulting O&M adjustment, net of IFA allocation, is $94,007 as

shown on Page 32, Line 44 and carried forward to Page 31, Column (d).

Please describe the adjustment to payroll taxes being proposed in this case.
The next proposed Test-Year adjustment relates to payroll tax expenses recorded as both

O&M expense and taxes other than income taxes on the Company’s books, as shown on
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Page 33. For Narragansett Electric supervisory personnel and KCS and KUS personnel,
associated payroll taxes are charged to O&M expense. Payroll taxes associated with non-
supervisory Narragansett Electric direct employees and NGSC employees are charged to
“Taxes Other Than Income.” Consequently, the Company has calculated a Pro Forma
Test Year adjustment to both O&M expense and taxes other than income taxes expense
for changes in payroll tax expense. As total labor costs change, the Narragansett Electric
payroll taxes also change. Here, the Company is simply adjusting the Test Year level of
payroll taxes for the change in O&M labor from the Test Year to the Rate Year. The
adjustment applies the Test Year payroll tax rate per payroll dollar, as calculated in
Columns (k) through (m), to the total change in O&M labor from the Test Year to the
Rate Year as shown in Columns (p) through (t). The resulting adjustment for total
payroll taxes charged to Narragansett Electric equals ($105,751) as shown in Column (t)
at Line 36. This total payroll tax change was allocated to O&M and taxes other than
income based on the actual Test Year split for each category as shown in Columns (n)

and (o).

Is Narragansett Electric proposing adjustments to its OPEB and pension expenses?
Yes, itis. As discussed more fully later in this testimony, and as supported by the
testimony of Company Witness Doucette, Narragansett Electric is proposing to establish
a pension and OPEB tracker mechanism similar to the currently operating Pension

Adjustment Mechanism (“PAM”) for Narragansett Gas.

How will the proposed Narragansett Electric PAM impact rates?
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The Company proposes to establish a base rate allowance for OPEB and pension costs for
the Rate Year in this proceeding. These amounts would establish a base PAM amount for
OPEB and pension expense from which the annual reconciliation would be performed.
These base amounts for both pension and OPEB expense reflect the most recent actuarial
estimates of pension expense and OPEB expense for the Rate Year, as provided by the
Company’s actuary and as shown on Pages 34 and 35 for OPEB and pension expense,
respectively. As shown on Page 34, Rate Year OPEB expense is expected to be
$4,876,932 lower than adjusted Test Year OPEB expense incurred by Narragansett
Electric as shown on Line 25 of that page. Pension expense is expected to increase by
$1,676,080, after the reduction for estimated pension expense associated with the 401(k)
pension replacement plan and average workforce turn over as previously discussed, as

shown on Line 28 of Page 35.

Please explain the Test Year adjustment to postage expense.

Narragansett Electric adjusted its normalized Test-Year postage expense of $2,014,377
by $83,418 to annualize scheduled U.S. Postal rate increases effective April 17, 2011 and
January 22, 2012 plus an estimated postal rate increase effective January 23, 2013 based
on the Consumer Price Index (“CPI”). Details of the proposed postage rate increase are

provided at Schedule MDL-3-ELEC, Page 36.

What is Narragansett Electric proposing for storm fund recovery in this

proceeding?
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Narragansett Electric’s proposal for storm costs recovery is more fully discussed later in
this testimony in Section VII. In that section, I discuss a proposal to reinstate the annual
storm fund collections of $1,041,000 along with a temporary three-year recovery of
$2,400,000 annually designed to extinguish the current storm fund deficiency estimated
at approximately $11.5 million. The sum of these two amounts, $3,441,000, is shown as

a Pro Forma O&M adjustment on Schedule MDL-3-ELEC, Page 38, Line 20.

What is the next Pro Forma O&M adjustment you would like to discuss?

The next O&M adjustment relates to O&M expenses related to Capital spending. For
each dollar of capital spending, Narragansett Electric incurs a level of O&M spending.
This O&M spending is for costs incurred as part of capital projects for activities that do
not meet the definition of a capital asset under the Uniform System of Accounts and
must therefore be charged to O&M expense as incurred. For example, the costs of re-
hanging conductor wire as part of a pole replacement project must be accounted for as
an O&M expense. The previous three-year average percentage of O&M spending
related to capital spending for Narragansett Electric is 10.71 percent. As shown on
Schedule MDL-3-ELEC, Page 39, the Company has applied this percentage to the
difference in capital spending included in the Rate Year in this proceeding and actual
capital spending for the Company during the Test Year. Using the approved FY 2013

ISR level of capital spend as a proxy for the Rate Year level of capital spend, yields

$7,926,314 of incremental capital spend from Test Year levels. Applying the three-year

average of 10.71 percent to this delta results in an adjustment of $848,908 of O&M
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expense related to incremental capital spend in the Rate Year as shown on Page 39 at

Line 6.

Is the Company proposing a customer outreach and education initiative?

Yes, it is. The customer outreach and education initiative is National Grid’s effort to
improve the delivery of the communications with customers on such issues as safety,
storm preparedness, energy efficiency and the benefits of natural gas, billing information
and financial assistance. Based on market analysis and customer feedback, National Grid
has developed a communications initiative that is designed to broaden the channels of
customer outreach and education in a manner that leverages today’s media and
technology. The proposed customer outreach and education initiative is expected to cost
an incremental $521,453 in the Rate Year, as shown on Schedule MDL-3-ELEC, Page

40.

Please provide the background for the customer outreach and education initiative.
Communications with customers focus on four principal themes: (i) Safety; (ii) Storm
Preparedness; (iii) Billing Information and Financial Assistance; and (iv) Benefits of
Natural Gas. JD Powers’ research reports indicate that National Grid is focusing on the
right themes, as these are the types of information customers are looking for from their
utilities. However, JD Powers’ research also indicates that National Grid ranks below its
peers in key communication metrics, including customer recall of utility outreach and
education. National Grid believes the reason it has fallen behind peers with respect to

customer recall of utility outreach and education is that National Grid has not updated its
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communication vehicles. National Grid communicates with customers primarily through
website postings and bill inserts. However, these means alone are no longer effective in

today’s media environment, with its proliferation of communication channels.

How does the Company propose to broaden its communications channels?

The Company intends to leverage new channels of communications, such as radio,
outdoor advertising, newspapers and digital channels, including social media, to more
effectively reach and educate customers on what they want to hear from their utilities,
including the four themes of our current outreach and education noted above. The
combination of the Company’s existing and the proposed new channels will allow us not
only to reach more customers but also to educate them more effectively. For example,
rather than reactionary education when a storm is imminent (and when customers may
have more pressing matters than consulting utility bill inserts or websites), these channels
would permit us to provide year-round education on storm preparedness and safety. We
believe that this initiative would make the Company’s outreach and education far more

effective and would enhance customer safety and satisfaction.

What is the incremental cost of the enhanced customer outreach and education
initiative?

As shown on Schedule MDL-3-ELEC, Page 40, Narragansett Electric expects to
increase educational and informational advertising to benefit its customers in the amount

of $521,453 from normalized Test Year levels.
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Has the Company included a Test Year adjustment to recover rate-case expenses in

this filing?
Yes. As shown on Schedule MDL-3-ELEC, Page 43, the Company has estimated the
total rate case expense for Narragansett Electric to be $774,375, which includes the cost
of researching, preparing and litigating this filing through the compliance phase of the
proceeding. Please note that the total of $774,375 does not represent the total rate case
expense to be incurred in this proceeding. As explained below, a portion of the total cost
is directly attributed or allocated on a 50/50 basis to Narragansett Electric and

Narragansett Gas.

Would you please describe the costs that the Company expects to incur to conduct
this rate case?

In preparing and litigating this case before the Commission, the Company will incur costs
associated with the following services: (1) legal representation; (2) research and
preparation of the cost of capital analysis; (3) research and preparation of allocated cost
of service study; (4) revenue requirements support; (5) consultant costs for the Division
of Public Utilities and Carriers’ participation in the case; and (6) other associated services
and resources that will be required to complete the case, such as temporary help,

transcripts, notices, delivery and copying costs.

What is the Company’s proposal for the recovery of rate case expense in this

proceeding?
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The Commission’s practice in determining the amount of rate case expense to be
included in rates is to amortize these expenses over a period of years intended to reflect
the number of years between base-rate case filings. As a consolidated entity, the
Company believes that filing the two base-rate cases simultaneously for both electric and
gas operations, as the need arises, provides the most efficient manner to conduct base-
rate investigations. It has been three years since the filing of the last base-rate petition
(the 2009 Electric Rate Case). Consequently, the Company is proposing a three-year
amortization period for both Narragansett Electric and Narragansett Gas. As shown in
Schedule MDL-3-ELEC, Page 43, a three-year amortization period of a total expense of
$774,375 results in an annual expense amount of $258,125. Therefore, the Company is
proposing to make an adjustment to increase Test Year O&M expense by $258,125 in

this case.

Please describe the adjustment for consumer advocate positions shown on Schedule
MDL-3-ELEC, Page 44.

This adjustment, which is calculated on Page 44, provides for the addition to the
Company’s staff of two employees as presented in the testimony of Company Witness
Evelyn M. Kaye. The Company has used a base salary level of $92,744 for each
employee and has provided for the standard benefits package by using the per payroll
dollar percentage for payroll taxes and employee benefits for direct company employees
during the Rate Year as shown on Lines 18 through 26. These positions are expected to
split their efforts evenly between electric and gas operations and to charge 100 percent of

their time to Company O&M. Consequently, the total adjustment for the customer
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advocacy positions equals 50 percent of the fully burdened cost of these two resources, or
$166,282, after IFA allocation, as shown on Schedule MDL-3-ELEC, Page 44, Line 43.
Of this amount, $158,021 relates to O&M expense and $8,261 relates to payroll taxes

which have been included in the Pro Forma adjustment for taxes other than income.

Would you please turn your attention to Schedule MDL-3-ELEC, Page 45?

Yes. This adjustment reflects the need for incremental personnel to provide on-going
operating support for the SAP operating platform being implemented by the U.S.
Foundation Project, as mentioned previously and discussed later in this testimony. Once
implemented, it is expected that the new SAP platform will require support from an
incremental 26 positions from the Test Year-end employee complement. The testimony
of Company Witness Heaphy discusses these needed resources in greater detail. As
shown on Page 45 of Schedule MDL-3-ELEC, the calculation of the required incremental
resources is the same as that performed for the two customer advocate positions, but
incorporates service company payroll tax and benefit percentages per service-company
payroll dollar for the Rate Year. The 26 required positions are expected to include 24
Band E positions and two Band D positions. The average base wage for the Company’s
Band E and Band D positions were used to calculate the total costs of these incremental
positions in the Rate Year, upon which the payroll tax and benefit percentages were
applied to arrive at the fully burdened cost of these positions. Lastly, the total costs of
these fully burdened incremental positions are stepped down to the Narragansett Electric
O&M level using the same company and O&M allocators previously discussed, but on a

service company weighted basis. The resulting adjustment to Narragansett Electric O&M
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and taxes other than income amount to $240,326 and $16,137, respectively, as shown on

Page 45 at Lines 45 and 48.

What is the next Pro Forma O&M adjustment you would like to discuss?

The next four adjustments relate to bad debt expenses. Narragansett Electric currently
collects its commodity-related and transmission-related bad-debt expense through
Standard Offer Rates and retail transmission rates, respectively, based on a five-year
average of net write-off rate set in the 2009 Electric Rate Case. During the year, the
Company estimates its bad-debt expense based on estimated commodity and transmission
revenue and this fixed net write-off rate is used to determine the component of these rates
that recovers commodity-related and transmission-related bad debt expense. The revenue
generated by this rate element is then reconciled to actual bad debt expense, which is
determined by applying the fixed write-off rate to actual commodity and transmission

revenue. These calculations are performed outside of base distribution rates.

Consequently, the Test Year level of bad debt expense related to those two revenue
categories has been fully eliminated from the base cost of service in this proceeding. The
level of bad debt costs allowable in rates is based on the Company’s actual write-offs. As
shown on Schedule MDL-3-ELEC, Page 46 and discussed more fully in the testimony of
Company Witness Kaye, Narragansett Electric’s three-year average write-off rate equals
1.35 percent. This write-off rate was applied to Rate Year base rate revenue to calculate
the allowable base rate bad debt costs for the Rate Year, or $3,264,875, or $38,924

greater than the Test Year adjusted base rate bad debt cost of $3,225,951 as shown on
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Page 46, Line 37. The Company is also proposing to recover bad debt costs associated
with energy efficiency revenue outside of base rates as discussed in the testimony of

Company Witness Kaye. Narragansett Electric proposes to recover 1.35 percent of the
underlying energy efficiency cost recovery through the energy efficiency charge, or an

estimated $659,464 for the Rate Year.

An additional bad-debt expense of $424,552 results from the proposed rate increase, as
shown on the Revenue Deficiency Summary provided at Schedule MDL-3-ELEC, Page

1.

Can you describe the Test-Year adjustment being proposed on Schedule MDL-3-
ELEC, Page 47?
This adjustment is related to National Grid’s efforts to reduce its overall costs and

specifically, the U.S. Restructuring Program that was launched and completed in 2011.

Please explain the efficiency and productivity efforts of the U.S. Restructuring
Program that you have previously referred to.

In January 2011, National Grid announced a major organizational and efficiency
restructuring initiative, which is referred to as the US Restructuring Program. The U.S.
Restructuring Program consists of the implementation of a new organizational structure
with greater jurisdictional and local focus and significant productivity and efficiency
efforts to reduce U.S. operating costs. National Grid made a commitment to reduce its

total U.S. operating costs by $200 million, measured from a baseline of FY 2009/2010
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actually achieved financial performance, adjusted for inflation. National Grid’s goal was
to achieve these savings, on a run rate basis, by March 31, 2012. To achieve such
significant reductions, National Grid made deep cuts in its work force. Those labor
reductions alone, however, were not sufficient to reach the target. National Grid
therefore undertook a thorough review of its U.S. business platform in an effort to
identify non-labor efficiency and productivity savings opportunities. As of March 31,
2012, the U.S. Restructuring Program had delivered on its savings goal when compared
to a baseline of FY 2009/2010 actual costs. As National Grid proceeded with its
restructuring initiative, management decided to challenge the business further by
establishing an internal, more aggressive target measured from a baseline of FY

2010/2011 actually achieved financial performance, adjusted for inflation.

What are the U.S. Restructuring Program efficiency and productivity initiatives?
Workpaper MDL-15 sets forth the list of initiatives that comprises the U.S. Restructuring
Program, the targeted savings, and the savings actually achieved to date. Because of the
aggressive nature of its targeted results, the U.S. Restructuring Program became the
umbrella program for a number of initiatives that were already identified and, in some
cases, underway, prior to the announcement of the U.S. Restructuring Program. Those
initiatives include, among others, the U.S. Foundation Program and IS Transformation

Initiatives.

Assuming actual FY2010/2011 as a baseline, how successful has the U.S.

Restructuring Program been?
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National Grid has identified approximately $171 million of total delivered savings of the
U.S. Restructuring Program on a run rate basis as of March 31, 2013. Of that total,

approximately $102 million is related to O&M labor and associated benefits.

How many full-time equivalent positions were eliminated as a result of the U.S.
Restructuring Program?

Through restructuring, National Grid will reduce approximately 1,400 positions in total.
It should be noted that approximately 137 employees who held these eliminated positions
have not left the workforce as they remain in non-enduring roles (i.e., interim roles that

are expected to terminate following completion of currently active work assignments).

Does the Rate Year labor forecast reflect the U.S. Restructuring Program
reductions?

Yes. The positions had all been eliminated as of December 31, 2011. Because the Rate
Year labor forecast is based on December 31, 2011 employee complement, these
eliminated positions, and associated labor benefits and payroll taxes have been excluded
from the Company’s cost of service in this proceeding. In addition, the 137 positions that
were identified as non-enduring roles have also been removed from the Test Year end
employee complement reflected in the cost of service. Consequently, all of the O&M
labor savings allocable to the Company are included in the Rate Year labor and

associated benefit adjustment discussed earlier in this testimony.
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How are non-labor and benefit savings being reflected in the cost of service in this

proceeding?

Of the $171 million of identified savings, approximately $69 million was related to non-
labor and benefit initiatives, of which approximately $22 million was delivered during
2011, the Test Year in this proceeding. The Company has made an adjustment to the
Rate Year O&M forecast to reduce the revenue requirement by 100 percent of
Narragansett Electric’s allocable share of the incremental $47 million of remaining

savings.

Please explain how the U.S. Restructuring Program efficiency and productivity
savings were allocated.

As shown on Workpaper MDL-15, individual non-labor and benefit related savings were
allocated based on individual initiatives to arrive at the Narragansett Electric share. The
proposed new service company allocators, previously discussed, were employed in
allocating the individual initiatives. The resulting Narragansett Electric share of U.S.
Restructuring Program savings amounts to ($2,627,184) as detailed on Workpaper MDL-
15 and reflected in the Company’s cost of service calculation for Narragansett Electric in

Schedule MDL-3-ELEC, on Page 47.

What is the adjustment included on Schedule MDL-3-ELEC, Page 7, Line 32?
This adjustment relates to the reallocation of Test Year service company costs as

discussed in detail earlier in this testimony in the amount of $4,514,843.
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Would you describe the proposed O&M adjustment for paperless billing?

Schedule MDL-3-ELEC, Page 49 summarizes this proposed adjustment. In an effort to
encourage customers to take advantage of paperless billing, as discussed in the testimony
of Company Witness Jeffrey P. Martin, the Company is proposing to offer customers a
monthly credit when they elect to enroll in the paperless billing program currently offered
by the Company. This adjustment is adding back the cost savings generated during the
Test Year by customers who had elected the paperless billing option. In doing so, the
base rates will be established assuming the full costs of paper billing for all customers,
and will isolate the paperless billing savings on a per customer basis and deliver that
benefit to the individual customers generating the savings through a bill credit in the
amount of $0.33 per month based on the Test Year average monthly bill cost. The
adjustment to the cost of service, in the amount of $207,038, represents the actual cost

savings of paperless bills rendered during the Test Year.

Please describe the inflation adjustment shown on Schedule MDL-3-ELEC, Page
50?

This adjustment is designed to adjust Test Year expenses that have not been specifically
adjusted elsewhere to expected Rate Year levels. The calculation on Page 50 starts with
total normalized Test Year O&M expense, or $121,409,142, as shown on Schedule
MDL-3-ELEC, Page 1, Line 7, Column (c). That amount is then reduced by Test Year
amounts that are being individually adjusted to the Rate Year on other pages within
Schedule MDL-3-ELEC. For example, Line 9 shows a exclusion for labor expenses in

the amount of $40,001,966, which represents the Test Year normalized labor costs
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charged to the Company’s O&M as reflected on Page 7, Line 3, Column (c). Since there
is a separate Pro Forma Rate Year adjustment for labor expense, it must be removed from
the total expense that will be subject to an inflation adjustment. The same is true for each
of the other expenses listed on Lines 10 through 34 of Page 50. Once these expenses are
reduced from the Test Year normalized O&M expense, the resulting $25,468,336 on Line
38, Column (c) needs to be adjusted to reflect inflation from the Test Year to the Rate

Year level for those expenses.

How is the adjustment for the inflation percentage change to the Rate Year
calculated?

The inflation rate was calculated by using a 50/50 weighting of the change in the Gross
Domestic Product Implicit Price Deflator and CPI from the mid-point of the Test Year to
the mid-point of the Rate Year. The resulting inflation rate is 3.81 percent as shown on
Line 40 of Page 50. This rate was applied to the net O&M amount subject to inflation of

$25,468,336. The resulting inflation amount of $970,344 is shown on Line 42.

Why is it necessary to have this inflation adjustment?

This inflation adjustment is required so that all Test Year expenses are reflected in the
Rate Year at Pro Forma cost levels for the Rate Year. Each of the other expenses that
were removed from the adjusted Test Year O&M expense are separately adjusted or
calculated to reflect the cost levels anticipated for the Rate Year. This inflation
adjustment applies the same principle to the expenses not part of a specific calculation,

such as labor expense.
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Would you please summarize the Pro Forma O&M adjustments being proposed in
this cost of service for Narragansett Electric?

Yes. As shown on Schedule MDL-3-ELEC, Page 7 at Line 36 in Column (d), total Pro
Forma O&M adjustments as previously discussed, aggregate $4,858,292. This amount is
carried forward to the cost of service summary page, Schedule MDL-3-ELEC, Page 6,
Line 14 in Column (d). Of this amount, ($6,972,769) relates to elimination of
commodity- and transmission-related bad debt, which are recovered outside of base rates.
Therefore, the resulting net impact of Pro Forma O&M adjustments to the base rate cost

of service is $11,831,061.

Please describe the adjustment for uncollectibles on the proposed rate increase on
Schedule MDL-3-ELEC, Page 6, Line 15.

As previously mentioned, this adjustment simply relates to the base-rate uncollectible rate
of 1.35 percent applied to the calculated revenue deficiency of $31,448,278, or $424,552
as shown on Schedule MDL-3-ELEC, Page 6, Line 15, and carried forward to Schedule

MDL-3-ELEC, Page 1, Line 7, Column (f).

Keeping your attention on Schedule MDL-3-ELEC, Page 6, would you please
describe the adjustment for depreciation expense as shown on Line 20.

Certainly. This adjustment is detailed on Schedule MDL-3-ELEC, Page 52.

Can you summarize the calculation of the depreciation expense adjustment of

$3,140,050 shown on that page?
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This adjustment is calculated on Page 52 using average depreciable plant for the Rate
Year and the composite depreciation rate approved by the Commission in the 2009
Electric Rate Case. The average depreciable plant for the Rate Year, $1,324,668,970, on
Line 53 is multiplied by the composite depreciation rate of 3.40 percent on Line 55,
which results in the Pro Forma Rate Year depreciation expense of $45,038,745, as shown
on Line 58. This is also shown on Line 1, and when compared to the adjusted per books
depreciation expense for the Test Year of $43,331,838 on Line 5, results in an adjustment
of $3,140,050 reflected on Line 6 and carried forward to Schedule MDL-3-ELEC, Page

6, Line 20, Column (d).

How did you determine the average depreciable plant for the Rate Year?

That calculation is detailed on Page 52. In summary, total distribution utility plant at
December 31, 2011 (Line 10) was used as the starting point. First, the non-depreciable
plant was removed as shown on Line 11 to arrive at depreciable utility plant at December
31,2011 as shown on Line 12. To that amount, calendar year capital investments and
retirements were added to arrive at depreciable utility plant at December 31, 2012 (Line
16). The average of the year end balances for 2011 and 2012, as shown on Line 18 was
used for the calculation of 2012, or $43,314,812 as shown on Line 23. This amount
along with projected retirements and cost of removal were added to the Company’s
December 31, 2011 depreciation reserve to arrive at the December 31, 2012 depreciation
reserve balance. This same calculation was performed for the January 2013 period, to
arrive at balances for the beginning of the Rate Year period, and for the Rate Year period

ended January 31, 2014 as shown on Lines 28 through 61. The total Rate Year
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depreciation expense is calculated by applying the previously approved composite
depreciation rate of 3.40 percent to the Rate Year average depreciable utility plant

amount of $1,324,668,970, or $45,038,745as shown on Line 58.

How were the projected capital investments, retirements and cost of removal
calculated?

As previously mentioned, and discussed in greater detail later in this testimony, in order
to maintain consistency with the existing ISR mechanism for the FY 2012 and FY 2013
periods, the level of ISR eligible capital additions previously approved by the
Commission were reflected in the projected amounts on Page 52. For the April 2013
through January 2014 period, the Company assumed the same level of annual ISR
eligible capital investments as those approved for the FY 2013 period. The Company
expects that proposed capital investments for the FY 2014 period will be more than those
requested for and approved for FY 2013, and believes this assumption is conservative.
To these ISR eligible amounts were added modest investment projections for general
plant. General plant investments are ineligible for inclusion in the ISR plan and therefore
must be added. Details of these capital investment projects are provided on Schedule

MDL-3-ELEC, Page 53.

For cost of removal projections, the Company maintained the same annual levels as those

approved in the ISR filings and followed the same approach for the FY 2014 period

included in the Rate Year in this proceeding, or employing the FY 2013 annual amount as
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a proxy. Projected retirements were based on the actual percentage of retirements to

actual plant additions experienced in the Test Year, or calendar year 2011.

Turning to Line 21 of Page 6, please describe the Pro Forma adjustment being
proposed for amortization expense.

This adjustment is detailed on Schedule MDL-3-ELEC, Page 54. The adjustment is
comprised of three amortization items. The first is a reduction of $924,000 and relates to
the amortization of KeySpan merger costs to achieve that the Company projects will be
completed prior to the Rate Year. The second component relates to the projected
reduction in amortization of loss on required debt from the Test Year to the Rate Year in
an amount of $80,022. The final component is the elimination of adjusted Test Year
investment tax credits (“ITC”) amortization in the amount of ($394,024). ITC
amortization is eliminated from O&M expenses because it is included as an element of
income tax expense discussed later in this testimony. In total, amortization expense has

been reduced from Test Year levels by $609,998 as shown on Page 54, Line 10, Column

(d).

Please explain the adjustment for taxes other than income taxes.

Narragansett Electric has made two adjustments for taxes other than income taxes to
account for known and measurable changes: (1) an adjustment to property taxes; and (2)
an adjustment to modify payroll tax expense by ($86,594), as was described earlier in my

testimony, and detailed on Schedule MDL-3-ELEC, Page 33.
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Please explain the property tax adjustment.

Narragansett Electric’s property taxes have been escalating to an inordinate degree over
the last several years. These costs are essentially beyond the control of the Company and
have contributed significantly to the Company’s inability to earn a reasonable rate of
return. As a result, the Company is proposing to establish a property tax tracker as

discussed in greater detail in Section VIII of this testimony.

The adjustment for property tax expenses to be embedded in base rates is detailed on
Schedule MDL-3-ELEC, Page 59. As shown on that page, the adjustment is calculated
by applying an annual percentage increase to normalized Test Year property tax expense
through the end of the Rate Year and comparing the resulting Rate Year level to the
normalized Test Year amount. The annual percentage increase, based on the average
increase in property tax expense for the last three years consistent with Commission
precedent, is 11.6 percent. When applied to the normalized Test Year property tax
expense on an annual basis through the Rate Year results in Rate Year property tax
expense of $29,743.324. Subtracting from that amount the Test Year normalized
property tax expense amount of $23,658,084 yields an adjustment of $6,085,240, as

shown on Line 17 of Page 59.

How did the Company calculate income tax expense for the Narragansett Electric
cost of service?
The Company’s calculation of income taxes for Narragansett Electric’s cost of service is

shown on Schedule MDL-3-ELEC, Page 60. As shown therein, the calculation begins
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with Operating Income before Income Taxes, as shown on Schedule MDL-3-ELEC, Page
1 at Line 19. The Company subtracted synchronized interest expense from Operating
Income before Income Taxes to determine Taxable Income. The interest expense is
computed by multiplying the Rate Year five-quarter average rate base shown in Schedule
MDL-3-ELEC, Page 63, by the weighted cost of long-term and short-term debt as shown
on Page 61 at Lines 1 and 3 in Column (e), and on Line 6. The federal income tax
expense is derived by applying the federal tax rate of 35 percent to the federal taxable
income amount. Next, the amount of ITC amortization and the annual funding of the
Company’s unfunded deferred taxes as provided in Docket No. 4065 are added to the
calculated income tax to arrive at the total Rate Year income tax expense amount of

$17,071,671 as shown on Schedule MDL-3-ELEC, Page 60 at Line 17, Column (e).

Subpart D: Capital Structure and Return Rate

Please describe the Company’s capital structure used for computing return on rate
base.

As shown on Schedule MDL-3-ELEC, Page 61, the Company’s capital structure used in
arriving at the Company’s total cost of service in this proceeding consists of 1.20 percent
short-term debt at a cost of 0.80 percent, 49.00 percent long-term debt at a cost of 5.11
percent as detailed on Page 61, 0.20 percent preferred equity at a cost of 4.50 percent and
49.60 percent common equity with a cost rate of 10.75 percent. The Company’s capital
structure and associated cost rates, including the cost of common equity, is discussed in

the testimony of Company Witness Hevert.
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Subpart E: Rate Base Issues

Is the Company proposing a means to reconcile Narragansett Electric’s currently
operating ISR mechanism and rate base includable in distribution base rates in this
proceeding?

Yes. As the Commission is aware, the Company’s ISR Plan, which was implemented on
April 1, 2011, is designed to provide recovery of the revenue requirement associated with
incremental capital additions, not included in base rates, on the electric distribution
system on a timely basis in order to promote the safety and reliability of the Company’s
electric distribution system. The ISR Plan was established by statute, R.I. Gen. Laws,
§39-1-27.7.1, taking effect on April 1, 2011. The statutory provision establishing the ISR
Plan does not address how recovery through the ISR Plan should be aligned with the
recovery of rate base in a base-rate proceeding. However, in a base-rate proceeding, it is
appropriate to incorporate recovery of rate-base investment into base rates to be
consistent with rate design principles. Therefore, the Company proposes to embed
approved investments currently being recovered through the ISR mechanism. All
reconciliations of approved ISR investments to actual amounts for FYs 2012 and 2013
would remain included in the ISR mechanism along with FY 2014 ISR Plan eligible
amounts approved in excess of the FY 2014 amounts included in rate base in this
proceeding. Therefore, in the context of a base-rate proceeding, we propose to align the
computation of the rate base included in base rates with the recovery of capital
investment through the ISR Plan to ensure that rates are recovering capital investment

consistent with cost causation principles used in rate design.
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What is the Company’s proposal to align ISR Plan recovery with base-rate
recovery?

Narragansett Electric’s ISR Plan became effective April 1, 2011 and a reconciling rate
was established effective on that date outside of base rates to begin recovering the
revenue requirement on estimated incremental capital additions on the electric system for
FY 2012 (i.e., April 1, 2011 to March 31, 2012). The ISR Plan is designed to allow for
reconciliation of the preliminary amounts recovered during FY 2012 to the revenue
requirement associated with actual capital additions during the fiscal year, once the fiscal
year is completed on March 31, 2012. At the end of December 2011, Narragansett
Electric filed its ISR Plan for FY 2013, and in the absence of a base-rate proceeding, the
revenue requirement associated with the actual investment made during FY 2013 (April
1, 2012 to March 31, 2013) would be reconciled to the amounts recovered through rates
in FY 2013 beginning April 1, 2013. Similarly, the Company would be filing an ISR

Plan in December 2012 to cover FY 2014 (i.e., April 1, 2013 to March 31, 2014).

This sequencing is significant because, under Commission ratemaking practice, base rates
would be set to include rate base as of the Test-Year ending December 31, 2011, as well
as to include a level of forecasted capital additions through the end of the Rate Year, or
January 31, 2014. This period covers the same period as the ISR Plan for FY 2012, FY
2013, and FY 2014, except that FY 2014 is a 12-month period ending March 31, 2014,
which is two months beyond the end of the Rate Year of January 31, 2014. Therefore, to
align the base-rate setting process with the operation of the ISR Plan, the Company is

proposing to include the ISR approved capital additions for FY 2012, FY 2013, and 10
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months of the yet to be filed FY 2014 ISR additions amount in rate base (i.e., capital
additions completed by Test Year-end, December 31, 2011, and forecast to be completed

through January 31, 2014).

The forecast of FY 2014 capital additions for Narragansett Electric is not due to be
filed with the Commission until December 2012. How is the Company relying on
that forecast to establish the proposed revenue requirements in this case?

For purposes of calculating the revenue requirements in this case, the Company has used
a proxy for the FY 2014 forecast of capital additions to provide a level of certainty to the
calculation. Specifically, the Company has used the FY 2013 approved ISR Plan
amounts, pro-rated for 10 months (i.e., to cover the Rate-Year period of April 1, 2013 to
January 31, 2014). Inclusion of this amount is reasonable because the capital investment
for FY 2014 is expected to be higher than for FY 2013 amount, which makes the FY

2013 approved amount a conservative starting point for purposes of setting base rates.

How does the Company propose to avoid double recovery of capital costs from the
current ISR mechanism and from base rates effective February 1, 2013?

The Company proposes to reduce the Capital portion of the ISR rate to zero as of
February 1, 2013, coincident with the effective date of new base rates in this proceeding.
For its ISR filing for FY 2014, to be submitted in the later part of calendar year 2012, the
Company would include only an amount in excess of the FY 2013 approved ISR capital
amount which was used as a proxy for FY 2014 additions and embedded in base rates in

this proceeding. Any reconciliation of estimated FY 2012 and FY 2013 ISR capital
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additions would remain in the ISR filings, and outside of base rates. Proceeding in this

fashion provides the best balance of base rate and ISR mechanism capital recovery.

How did the Company determine Narragansett Electric rate base?

Narragansett Electric rate base is summarized by component on Schedule MDL-3-ELEC,
Page 63 and is equal to the Rate Year rate base five-quarter average. Detailed
calculations of individual rate base components are provided on Pages 64 through 71.
The calculation starts with the total net utility plant in service at the end of the Test Year
(i.e., December 31, 2011), which includes reductions for contributions in aid of
construction (“CIAC”) and accumulated depreciation. Additions to net utility plant in
service include materials and supplies, prepayments, loss on reacquired debt and cash
working capital (“CWC”). Deduction from net utility plant in service includes
accumulated deferred income taxes (“ADIT”) and customer deposits. Column (a) of
Page 63 reflects the Test Year five-quarter average rate base, net of rate base included in
the Company’s ISR Plan, and as calculated on Pages 64 through 66. This net rate base
represents distribution only rate base. The Test Year-end distribution rate base
components, from which all Pro Forma rate base adjustments are made, are shown on

Page 64, in Column (e).

Would you summarize the Pro Forma adjustment made to Test Year-end Plant in
Service?
As shown on Schedule MDL-3-ELEC, Page 67, Test Year-end plant in service is

adjusted for projected capital additions from January 1, 2012 through January 31, 2014.
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As previously discussed the projected capital additions for this Pro Forma period are the
same as the capital additions amounts approved by the Commission for FY 2012 and
FY2013 and included in the ISR mechanism currently being billed by the Company. For
April 1, 2013 through January 31, 2014 period, the approved FY 2013 ISR capital
addition amount has been used as a proxy and prorated for ten months. Projected
retirements are also included in the calculation of the Rate Year plant in service amounts.
The five-quarter average plant in service amount for the Rate Year amounts to

$1,338,779,442, as shown on Page 67, Line 28 and is carried forward to Page 63.

Would you summarize the Pro Forma adjustment made to Test Year-end
Accumulated Depreciation?

The calculation of Rate Year accumulated depreciation is provided on Schedule MDL-3-
ELEC, Page 68. As shown on that page, the Test Year-end accumulated depreciation
amount was adjusted for projected changes for the January 1, 2012 through January 31,
2014. Adjustments to the Test Year-end balance include depreciation expense, as
previously discussed and as calculated on Schedule MDL-3-ELEC, Page 52, and
incorporating the same capital additions assumptions as those included in the plant in
service adjustment. Projected cost of removal and retirement amounts were also
incorporated in arriving at the five-quarter average accumulated depreciation amount for
the Rate Year, or $596,863,723, as shown on Page 68, Line 30. This amount is also

carried forward to Page 63.
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How was the Rate Year ADIT amount calculated?

The Rate Year ADIT calculation is shown on Schedule MDL-3-ELEC, Page 70. As
shown on that page, the Test Year-end balance was adjusted for projected changes for the
January 1, 2012 through January 31, 2014. The changes in the ADIT balance reflect the
tax impact on that period’s book and tax depreciation amounts. The tax depreciation
includes projected tax depreciation on December 31, 2011 embedded assets plus the tax
depreciation on projected capital additions, equal to the ISR approved capital additions
for the projected period as previously discussed. Book depreciation amounts were
calculated on Page 52. The difference in these depreciation amounts times the federal
income tax rate of 35 percent generates the projected deferred tax adjustments for the
projected period. In addition, the Company has elected to secure safe harbor protection
with respect to prior year capital repair related tax deductions. As a result, in the month
of March 2012, the Company recorded a deferred tax reversal of $7,403,074. This
adjustment is also incorporated in the calculation of the Rate Year ADIT balance. The
five-quarter average ADIT amount for the Rate Year amounts to $174,430,457, as shown

on Page 70, Line 25 and is carried forward to Page 63.

Were any adjustments made to the other components of rate base?

Schedule MDL-3-ELEC, Page 69 summarizes the derivation of Rate Year amounts for all
other rate base components with the exception of CWC. Included on that page is the
derivation of the Rate Year balances for, CIAC, Materials and Supplies, Prepayments,

Loss on Reacquired Debt and Customer Deposits. The five-quarter average for these
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rate-base components for the Rate Year is shown on Page 69, Line 21 and are carried

forward to Page 63.

Please explain the adjustment for cash working capital.

The Commission permits companies to include in rate base a working capital component
associated with O&M expenses. The Company is required to use its capital funds to meet
these ongoing expenses as a result of the lag between the time when payments by the
Company are due and the recovery of those funds is obtained from customers. The cost
associated with the use of that capital is included in the Company’s revenue requirements
by means of the working capital allowance. Under Commission precedent, the working

capital allowance is derived based on the results of a lead/lag study.

Did the Company conduct a lead/lag study for this proceeding?

Yes. A summary of the CWC study results is presented on Schedule MDL-3-ELEC,
Page 71. As shown on that page, on Line 38 in Column (c), the CWC for the Rate Year
amounts to $4,975,475. The detail support for the CWC study is contained in Schedule

MDL-4-ELEC.

Please describe the lead/lag study summary presented on Page 71.

Column (a) shows the net percent (lead), or lag, for each of the components. For
example, the federal income tax net revenue lag of 4.81 percent means that on average,
the Company pays for federal income taxes in the provision of its service to customers

before the customers pay their bills to the Company. The net lag is calculated by
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determining the number of days between the end of the service period and the payment
dates and subtracting the payment lag from the revenue collection lag. The lag for the
revenue collection is 39.91 days, or 10.93 percent on an annual basis (39.91 days / 365
days) as shown on Schedule MDL-4-ELEC, Page 2. The lag for the payment of federal
income taxes is (22.33) days or (6.12) percent on an annual basis (22.33 days / 365 days)
as shown on Page 6 of Schedule MDL-4-ELEC. The difference between the revenue
collection lag of 10.93 percent and the federal income tax payment lag of (6.12) percent
is a net lag of 4.81 percent. The percent is then multiplied by the Rate Year federal
income tax expense shown on Schedule MDL-3-ELEC, Page 71, Column (c) which
results in a CWC of $821,147 for the federal income tax expense for the Rate Year. This
same process is conducted for each of the expense items and the net total is included as a

CWC component of rate base.

Subpart F: Pension and OPEB

What is the Company’s proposal in this case with respect to the recovery of pension
and OPEB expense for Narragansett Electric?

In the 2008 Gas Rate Case, the Commission approved implementation of the PAM for
Narragansett Gas. The PAM reconciles annual pension and OPEB expense with a base
amount established in distribution rates through a base-rate proceeding and allows for
recovery of the difference between the base amount and the annual expense amount
outside of base rates. In this case, the Company is proposing implement the PAM for

Narragansett Electric, which does not currently have a PAM in place. The testimony of
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Company Witness Doucette provides a comprehensive discussion of the reasons that a

policy allowing recovery of pension and OPEB expense through the PAM is warranted.

Could you please review how the proposed PAM would operate for Narragansett
Electric?

Yes. As is the case with the PAM for Narragansett Gas, the Company has calculated the
revenue requirement for Narragansett Electric using the Rate Year pension and OPEB
expense amounts as the base PAM amount. By August 1 of each year, the Company will
propose a Pension Adjustment Factor (“PAF”’) for Narragansett Electric to collect or
refund the reconciling amount of actual pension/OPEB expense versus rate recovery for
the previous year-ended March 31. The first PAF would take effect on October 1, 2013,
which will use the data for the two months ended March 31, 2013. In subsequent years
the twelve months ended March 31 will be reconciled annually. The Company has
selected this schedule to coincide with its October 1 rate changes related to the ISR
reconciliation and large customer standard offer service rates in an effort to reduce

customer bill volatility within a given year.

How will the initial PAF be calculated for Narragansett Electric?

The Company will establish a base amount for pension/OPEB expense. The base amount
equals the Rate Year expense for pension and OPEB, which is included in base rates in
this proceeding as shown on Schedule MDL-3-ELEC, Page 7, at Lines 14 and 15 for

OPEB and pension expense, respectively, and aggregating $13,776,267. This will be the
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revenue allowance in base rates that the Company will use to perform the annual

reconciliation of revenue allowance and actual expenses incurred.

How will the PAF be calculated each year?

A new PAF will be calculated prior to each August 1, with the new rate to be effective
the following October 1. The PAF will be calculated to recover or refund, during the 12-
month period ending September 30, the over- or under-recovery of pension and OPEB
base rate allowance versus actual pension and OPEB expenses for the period ending the
preceding March 31. In addition, a funding reconciliation comparing actual Company
plan funding versus total actuarial pension and OPEB costs (including capitalized
amounts) will be prepared, as discussed further below. The PAF effective each October 1
will be the PAF annual reconciliation amount for the immediately preceding 12- month
period ending March 31 divided by forecast kWh sales for the recovery year commencing

October 1.

Is the Company proposing any changes from the PAM that is already in place for
Narragansett Gas?

In implementing the PAM for Narragansett Electric, the Company proposes to modify the
PAM in place for Narragansett Gas by including the same funding and customer return
accrual on the cumulative amount of Company underfunding, if any, as described below.
The balance of the Narragansett Gas PAM would continue as it currently operates.
However, in the event that the Commission was to authorize the implementation of the

PAM for Narragansett Electric, the Company is proposing to institute two inter-related
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protections for the benefit of customers, so that the Commission has the assurance that
the PAM will function as intended to support the funding of the Company’s historical

pension and OPEB plans.

First, for the Narragansett Electric PAM, the Company will follow the practice already
applied in relation to the Narragansett Gas PAM, which is to contribute to the pension
and OPEB plans at the “Minimum Funding Obligation” level. The Minimum Funding
Obligation level would be equal to the amount collected from customers, plus the
amounts of pension and OPEB costs capitalized. The amount collected from customers
would include: (1) pension and OPEB amounts collected through base rates, (2) plus or
minus the amount of PAF collections or amounts returned to customers. To demonstrate
this commitment, the Company has already contributed an amount to Narragansett
Electric’s FY 2012 pension and OPEB plans at a level equal to the FY 2012 capitalized

pension and OPEB amounts.

Second, the Company proposes to pay a carrying charge to customers at the weighted
average cost of capital, which would be applied to the cumulative shortfall between the
minimum funding obligation and amounts contributed by the Company to the pension
and OPEB plans, plus amounts paid to the service companies for allocated pension and
OPEB costs. This carrying charge would be asymmetrical, meaning that it would not be
applied to any excess Company contributions based on the same criteria. To avoid
carrying charges, the Company would be obligated to make contributions equal to or

greater than the minimum funding obligation on a cumulative basis beginning February
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1, 2013, the effective date of this proposal if approved. Any carrying cost would be
calculated based on a fiscal year five-quarter average shortfall at the weighted average
cost of capital. Any calculated carry charge would be returned to customers in the next

PAF filing for effect commencing the subsequent November 1*.

What reporting will the Company institute for the Narragansett Electric PAM?

The Company will follow the same reporting protocols established for Narragansett Gas,
which means that the Company would provide an annual reconciliation report based on
the Company’s March 31 fiscal year end with its annual rate filing on August 1 detailing
the annual pension and OPEB expense calculation. This report would also document
how the Company funded the associated employee benefit plans along with associated
carrying cost calculation if warranted. Currently, the Narragansett Gas reconciliation is
based on the 12-month period ended June 30 each year. The Company is proposing to
change this to an annual reconciliation based on the Company’s March 31 fiscal year-end

similar to that proposed for Narragansett Electric.

Has the Company prepared an illustration of the proposed PAM for Narragansett
Electric?
Yes. Schedule MDL-5 presents an illustrative model showing the reconciliation for

several years after the rates become effective from this proceeding.
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Narragansett Gas Revenue Requirement Analysis

Subpart A: Cost of Service Summary

Rather than repeating all of the foregoing description on the development of the cost
of service, would you please explain whether you have calculated the Narragansett
Gas cost of service any differently than the Narragansett Electric cost of service?

In preparing the cost of service and related revenue requirement for Narragansett Gas, the
Company has followed all of the same ratemaking procedures outlined above for
Narragansett Electric. Accordingly, to avoid a substantial amount of repetition, my

testimony will be limited to the extent possible to specifics involving Narragansett Gas.

Would you please provide a summary of the Narragansett Gas cost of service and
resulting revenue requirement?

Schedule MDL-3-GAS begins with the Narragansett Gas cost of service and resulting
revenue requirement as shown on Page 1, Revenue Deficiency Summary. For the Rate
Year-ended January 31, 2014, the calculated revenue deficiency is $19,952,203 as shown
on Page 1 in Column (f) and as calculated on Page 2. Page 3 shows the appropriate
mechanisms through which this revenue deficiency will be recovered. The Operating
Revenue Summary is set forth on Page 4 with Adjustments to Gas Operating Revenues
listed on Page 5. Page 6, provides a summary of the total Cost of Service, which is
$372,660,020, or $173,128,689 net of gas costs of $199,531,331. The Cost of Service
Summary also shows the total adjustments to the Test Year amounts. Adjustments to

O&M expenses to normalize Test Year amounts and to reflect known and measurable
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changes to the Test Year are itemized on Page 7. Supporting schedules are provided in

the remainder of the schedule.

Does the cost of service include costs incurred by the service companies on behalf of
Narragansett Gas?

Yes. In the Test Year, the cost of service for Narragansett Gas reflects two types of
charges from the service companies, which are “direct charges” billed for costs incurred
and work performed by service company personnel directly related to the respective
subsidiary, and “common costs,” which are allocated among the respective subsidiaries
receiving the service based on appropriate allocation factors and billing pools. Therefore,
where applicable, costs incurred on behalf of, or allocated to, Narragansett Gas by the
service companies are included in Test Year charges as billed. Schedule MDL-3-GAS

provides detail of these costs by cost category and by originating company.

How are the costs that the service companies incurred to perform services reflected
in the Narragansett Gas cost of service calculation?

The charges to Narragansett Gas from the service companies are incorporated into the
appropriate O&M and other expense categories included in the Test Year cost of service.
In addition, I have included any applicable charges from the service companies in the
individual post-Test Year adjustments to the cost of service, to the extent that those
charges also represent known and measurable changes to the Test Year cost of service

under Commission precedent.
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Are these charges billed to Narragansett Gas in conformance with a service
agreement?

Yes. AsIindicated above in relation to Narragansett Electric, there are agreements in
effect between the service companies and Narragansett Gas for the fiscal years ending
March 31, 2012 and 2013. These agreements identify the services that will be provided
to Narragansett Gas and reference the cost-allocation formulas that will be applied to
calculate the charges presented each month to Narragansett Gas. The provisions of these
agreements, including the cost-allocation formulas, are in conformance with FERC

requirements.

Subpart B: Revenue Adjustments

Please describe the adjustments to operating revenues reflected in Schedule MDL-3-
GAS Page 4.

The Company made a number of known and measurable adjustments to Test Year
operating revenues, as reflected on Schedule MDL-3-GAS Page 4. First, the Company
made a normalizing adjustment for weather and a Pro Forma adjustment for the Rate
Year forecast. The testimony of Company Witnesses Ann E. Leary and A. Leo
Silvestrini provides detailed explanations. Next, the Company eliminated Non Firm
Margin, Off System Sales, Unbilled Margin and Gross Receipts Tax. The Company also
made a Pro Forma adjustment to the non firm revenues to reflect the proposed base rate
credit level of $1,512,209. The testimony of Company Witness Leary provides more
details regarding the proposed revision to the Company’s On System Margin Credits.

The Company also made normalizing adjustments to its various reconciling mechanisms
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specifically the Gas Cost Recovery (“GCR”), Distribution Adjustment Charge (“DAC”),
and Energy Efficiency Factor (“EE”). For the GCR, the Company made normalizing
adjustments so that the sum of GCR Deferral Revenues (Line 21) plus actual GCR
Revenues (Line 1) offsets the adjusted Test Year firm gas costs reflected on Schedule
MDL-3-GAS page 6 (Line 1). For the DAC, the Company made normalizing
adjustments so that the DAC Deferral Revenues (Line 28) offsets the DAC Revenues
(Line 2). For the EE, the Company made normalizing adjustments so that EE Deferral
Revenues (Line 25) offsets the EE Revenues (Line 3). The Company also included
normalizing adjustments for the bad debt component of GCR, DAC, and EE. This
adjustment represents the variance between the bad debt rate of 2.46 percent approved in
the 2008 Gas Rate Case and the proposed Rate Year bad debt rate of 3.79 percent. The
Company then included a Pro Forma adjustment to eliminate the GCR, DAC, and EE bad
debt from the total Operating Revenues. The Company also made a normalizing
adjustment to the Capital Tracker/ARP/ISR (Line 31) so that the adjusted Test Year
amount reflected the sum of the Test Year Capital Tracker adjustment, the ARP, and the
calendar year portion of FY 2012 ISR. The Company also included a Pro Forma
adjustment to Capital Tracker/ARP/ISR to include the incremental revenue associated
with the FY 2013 ISR revenue approved in Docket No. 4306. The Company also
eliminated the Weather Adjustment since the Company has implemented the RDM. The
Company also eliminated the Pool Aggregation charges which were designed to recover
IT costs associated with its implementation of its Customer Choice programs. Since the
amortization period for these costs has been exceeded, the Company is proposing to

eliminate these rates. Operating revenues were also adjusted for the Company’s service
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contract program costs, special contracts, and Other Revenues which included incentive
payments associated with the Company’s EE and Natural Gas Portfolio Management
Plan programs, and accounting entries. The Company also included a Pro Forma
adjustment to Revenue Decoupling Adjustment, which adjusted the Rate Year forecasted
revenues to the revenue benchmarks approved in Docket 4206. Lastly, the Company
made a normalizing adjustment for the Allowance for Funds Used During Construction

(“AFUDC”) and interest on customer arrears.

Please describe the Company’s proposed treatment of Company Use Gas.
Historically, the Company has embedded a Test Year amount of Company Use Gas into
its base rates and therefore has removed all Company Use Gas from its Gas Cost
Recovery. In this filing, the Company is proposing to eliminate the recovery of Company
Use Gas from its base rates and to begin recovering Company Use Gas through its GCR

mechanism.

Subpart C:  Expense Adjustments

What is the total amount of normalizing expense adjustments made to the Cost of
Gas?

For Narragansett Gas, there is a total reduction to the Cost of Gas of $57,664,271, as a
result of normalizing adjustments made under Commission precedent. These
normalizing adjustments are listed in Schedule MDL-3-GAS, Page 8. Both revenues and
expenses related to unbilled revenue, optimization and other off-system gas have been

excluded from the cost of service in this proceeding.
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Has the Company made any normalizing adjustments to Test Year O&M expense?
Yes. The Company has adjusted Test Year O&M expenses by ($16,662,644) to
normalize the booked Test Year amounts for ratemaking purposes. The Company has
also adjusted Test Year O&M expenses by ($7,435,308) to account for known and
measurable changes in O&M expense levels occurring after the end of the Test Year and
prior to the end of the Rate Year, or January 31, 2014. Each adjustment is discussed
below in the order presented on Schedule MDL-3-GAS, Page 7. Normalizing
adjustments are segregated by issue on Page 8. Pro Forma post Test Year adjustments
are supported individually on subsequent pages of Schedule MDL-3-GAS, and

summarized on Page 7 and will be discussed individually.

Would you describe the normalizing adjustments to O&M expenses summarized on
Schedule MDL-3-GAS, Page 8?

Certainly. Schedule MDL-3-GAS, Page 8 lists the normalizing adjustments made to
O&M expenses for the Test Year ended December 31, 2011 (shown in Column (a)), by

cost category in separate Columns that [ will describe individually.

Normalizing adjustments were made for costs of savings initiatives in Column (b),
donations in Column (c) and expatriate expenses in Column (e) totaling ($2,832,033),
$235,086 and ($91,622), respectively, as previously described in the Narragansett

FElectric cost of service discussion.
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Column (d) includes an adjustment to remove incremental costs related to an incident that
occurred in Westerly in December 2011. The total expense exclusion for this item is

($2,299,983).

All other normalizing adjustments listed by cost category are shown in Column (f) and
total ($11,674,091). Details of this total are summarized on Schedule MDL-3-GAS, Page

9.

What adjustment has the Company made for advertising expense?

Included in the previously described normalizing adjustments and as shown on Schedule
MDL-3-GAS, Page 8 at Line 23, the Company incurred advertising expenses of $373,987
during the Test Year. The Company eliminated advertising expenses not recoverable in
rates under Commission precedent, such as certain types of image and promotional

activities. In total, the Company deducted $300,810 from the total Test Year expense.

You mentioned that the Company was proposing several Pro Forma O&M
adjustments representing known and measurable changes to the Test Year cost of
service for Narragansett Gas. Would you summarize these adjustments beginning
with payroll expense?

Yes. The adjustments to the Company’s normalized Test Year payroll expense by
originating company total $(1,505,434), as shown on Schedule MDL-3-GAS, Page 10.
Page 11 summarizes the Test Year normalizing adjustments, previously discussed, to

arrive at normalized Test Year labor by originating company for union and management
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employees and by wages and salaries, management incentive compensation and the
“Union Goals” program. Details of those individual components are calculated and
provided on Pages 13 through 22. Because the Company does not accumulate non-
productive pay separately for union and management employees, Page 12, provides the
allocation of non-productive labor costs to union and management categories as well as
calculates labor allocation rates for service company labor charged to Narragansett Gas
and O&M percentages for direct company and service company labor. Page 13 provides
detail of the previously discussed Test Year normalizing adjustments by wage type. The
Pro Forma adjustments for union and non-union employees are summarized on Schedule
MDL-3-GAS, Page 14 with detailed calculations provided on Pages 15 and 16,
respectively, for union and non-union base and overtime labor while the adjustments for
management incentive compensation and union goals incentive compensation are
calculated on Pages 21 and 22, respectively. For purposes of calculating wages and
salaries charged to Narragansett Gas from the service companies, the percentages of Test
Year productive pay charged to Narragansett Gas to total productive pay of each service
company were used. Likewise, O&M percentages of total wages and salaries charged to
Narragansett Gas used the Test-Year percentage of productive pay charged to O&M to
total productive pay charged to Narragansett Gas as the appropriate proxy. Consistent
with Commission precedent, the Company is adjusting payroll expense to reflect known
and measurable changes that will take effect through the end of the Rate Year, or January
31, 2014. The details of these known and measurable changes to the Test Year cost of

service are discussed in the testimony of Company Witness Heaphy.
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In general, the adjustments are designed to properly reflect normalized Test Year payroll
expense adjusted for known and measurable impacts occurring through the end of the
Rate Year. Individual labor adjustments for the union and non-union labor force of
Narragansett Gas, as well as the service companies are calculated. Lastly, adjustments to
Test Year non-union incentive compensation and the “Union Goals” program are
computed and summarized by originating company, either for Narragansett Gas or from
each of the service companies. All adjustments appropriately include only the O&M

amount for inclusion in the cost of service.

How was the labor adjustment calculated?

The adjustment for both union and management groups starts with the annual base wages
for employees of Narragansett Gas and the service companies on record as of December
31, 2011, and mirrors the labor adjustment previously described in the Narragansett

Electric discussion.

How did the Company calculate the weighted average union wage increase?

The weighted average union wage increase is based on the union payroll increases
scheduled to take effect before the end of the Rate Year and the associated compounded
impact of such increases through the end of the Rate Year as discussed in the testimony
of Company Witness Heaphy. A schedule showing the calculation of the weighted

average union wage increase is provided in Workpaper MDL-3.

How was the management group wage increase derived?
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As further described in the testimony and accompanying exhibits of Company Witness
Heaphy, non-union employees of Narragansett Gas and the service companies are
scheduled to receive a combination of merit and promotional increases totaling 3.37
percent effective July 1, 2012 and merit and promotional increases totaling 3.00 percent

effective July 1, 2013.

Please explain the adjustment made to incentive compensation.

As described in relation to the incentive compensation adjustment for Narragansett
Electric, the Company has modified the 2011/12 Annual Performance Plan for
management employees to replace the financial measures for employees in Bands D, E
and F with customer satisfaction, safety and reliability measures. These measures
represent 50 percent of the plan while the remaining 50 percent is based on attainment of
individual performance goals. A total of 60 percent of the plan for employees in Bands B
and C will be linked to these same customer satisfaction, safety and reliability measures.

These measures are the same for the union employee plan.

The adjustments for management incentive compensation and Union Goals incentive
compensation were also performed in like fashion to the Narragansett Electric
adjustments described previously in the electric cost of service discussion and also based

on target payout levels.

Can you summarize the proposed labor adjustments?
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Yes. As summarized on Schedule MDL-3-GAS, Page 14, adjustments of ($1,563,354)
and ($758,923) for union wages and union goals incentive pay, respectively, have been
calculated. For management wages and incentive compensation the adjustments total
($943,887) and ($1,016,151), respectively. In total, the Company is reducing its Test

Year labor expense by ($4,282,315) as shown on Page 14 in Column (c) at Line 43.

Could you please explain the adjustment made to Test Year healthcare expenses?
As was the case for Narragansett Electric, the Rate Year level of healthcare O&M
expense for Narragansett Gas was computed by first calculating the annual costs of
current health care elections of the employee population as of December 31, 2011, which
is the same steady state employee complement used for the wage adjustment. As was the
case with the wage adjustment, these total annual costs were then converted to O&M
amounts using the same company wage allocation percentages as those used in the wage
adjustment, and blended union and management O&M percentages, and follows the same
calculation as that explained in the Narragansett Electric cost of service discussion. As
set forth in Schedule MDL-3-GAS, Page 23, the resulting adjustment for healthcare
expense Pro Forma adjustment shown in Column (d) at Line 6 totals $11,578.

Would you explain the proposed Test Year adjustment to Narragansett Gas 401(k)
expense?

As was the case for Narragansett Electric, two adjustments related to the Company’s
401(k) expense have been made. The first is shown on Schedule MDL-3-GAS, Page 24.
Here, the Company is simply adjusting the Test Year level of Company 401(k) match

expense for the change in O&M labor from the Test Year to the Rate Year. The second
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adjustment related to the Narragansett Gas 401(k) expense is related to the Company’s
401(k) pension replacement plan. As discussed by Company Witnesses Doucette and
Heaphy, commencing January 1, 2011, all National Grid new non-union hires are
excluded from National Grid’s defined benefit pension plans and receive an enhanced
401(k) benefit instead. Page 25 of Schedule MDL-3-GAS calculates the necessary
adjustment for reflecting the estimated Rate Year level of this pension replacement
benefit related to two groups of new hires. The first group of new hires is the service
company vacancies that will be filled prior to the Rate Year in this proceeding. The
second group of new hires reflects a three-year average of National Grid employee turn
over. These two groups of new hires will be enrolled in the 401(k) pension replacement
plan rather than in a defined benefit pension plan. Because this incremental benefit
should be matched by a similar decrease in defined benefit pension plan costs, this
component of the adjustment results in a like reduction to pension costs. The
Narragansett Gas PAM will reflect this annual reduction in defined benefit pension plan
costs as employee turnover continues year on year. The adjustments for both the
Narragansett Gas 401 (k) company match expense and the Narragansett Gas 401(k)
pension replacement plan were calculated using the same methodology as previously
outlined in the Narragansett Electric discussion. The resulting adjustments, as detailed on
Schedule MDL-3-Gas, Pages 24 and 25 amount to ($94,792) and $110,181 for the 401

(k) company match expense and the 401(k) pension replacement plan, respectively.

Please explain the proposed Test Year adjustment to computer software expenses as

detailed on Schedule MDL-3-GAS, Page 27.
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Again, as was explained in the Narragansett Electric discussion, this adjustment relates to
Narragansett Gas computing costs charged from the service companies, and includes
several components, including National Grid’s IS Transformation initiative, the U.S.

Foundation Program and new software purchases.

Would you summarize the total computer software adjustments presented on
Schedule MDL-3-GAS, Page 27?
As shown on that page, the total O&M adjustment for computer software costs amounts

to $1,804,096 and includes $1,092,331 for the U.S. Foundation Program.

Please discuss the Test Year adjustment for regulatory assessments as shown on
Page 28.
The adjustment simply restates the Test Year regulatory assessment expense to a level

equal to the most recent assessment incurred by the Company, or a decrease of ($87,372).

Please discuss the Test Year adjustment for facilities expenses presented on Page 29.
There are two adjustments being made that relate to facilities. The first adjustment for
facilities mirrors the adjustment that was made for Narragansett Electric. As detailed on
Page 29, the resulting adjustment for Narragansett Gas facilities expenses totals $237,620
as shown in Column (d). The second adjustment relates to planned facility moves as
summarized on Schedule MDL-3-GAS, Page 30. Narragansett Gas plans on moving
personnel from its Cumberland and Dexter Street, Providence facilities to facilities in

Lincoln, on Washington Highway, and to Providence on Allens Avenue. As shown on
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that schedule, the planned moves will result in the need for $2,140,000 of facility
renovations at the Lincoln and Allens Avenue facilities. This investment has been
included in projected rate base, discussed later in this testimony. The expected cost
savings, related to reduced operating costs for the Cumberland and Dexter Street facilities
and lease income for the Cumberland facility offset somewhat by incremental operating
costs for the Lincoln and Allens Avenue facilities, amounts to $438,870, as shown on

Line 12.

Would you summarize the adjustment for uninsured claims?

Page 31 contains the proposed adjustment for uninsured claims in an amount of $383,316
and was calculated using the same methodology as previously discussed for Narragansett
Electric. As described in the Narragansett Electric discussion, Narragansett Gas
proposes recovery of only actual claims paid based on an average of actual payments for
the last five years, consistent with past normalization precedent of the Commission. In
addition, the Company proposes to exclude the balance sheet reserve for uninsured
claims from the development of rate base, consistent with the Company’s proposal to

recover only actual claims paid.

What is the Company proposing for Rate Year insurance expense?
As shown on Schedule MDL-3-GAS, the Company projects Rate Year insurance expense
to be $284 greater than adjusted Test Year expense. As shown on Page 32, this

adjustment simply compares the most recently received insurance premium bills, along
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with respective allocations to Narragansett Gas, as shown on Page 33, to the Company’s

adjusted Test Year level of insurance expense.

Please describe the adjustment to payroll taxes being proposed in this case.

The proposed adjustment to payroll tax expenses relates to payroll taxes recorded as both
O&M expense and “taxes other than income taxes” on the Narragansett Gas books. Once
again, the adjustments to these two lines items of expense follows the same calculation
performed for Narragansett Electric as previously described, applying the Company’s
Test Year payroll tax rate per payroll dollar to the total change in O&M labor from the

Test Year to the Rate Year.

Is Narragansett Gas proposing adjustments to its OPEB and pension expenses
embedded in base rate recovery?

The Company is proposing adjustments to its base-rate allowance for OPEB and pension
costs for the Rate Year in this proceeding. These base amounts for both pension and
OPEB expense reflect the most recent actuarial estimates of pension expense and OPEB
expense for the Rate Year, as provided by the Company’s actuary and as shown on Pages
35 and 36 for OPEB and pension expense, respectively. As shown on Page 35, Rate Year
OPEB expense is expected to be $116,233 lower than adjusted Test Year OPEB expense
incurred by Narragansett Gas as shown on Line 25 of that page. Pension expense is
expected to increase by $2,821,012, after the reduction for estimated pension expense
associated with the 401(k) pension replacement plan and average workforce turn over as

previously discussed, as shown on Line 24 of Page 36.
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Please explain the Test Year adjustment to postage expense.

The Company adjusted its normalized Test Year postage expense of $1,353,126 by
$56,035 to reflect U.S. Postal Service rate increases effective April 17,2011 and January
22,2012 plus an estimated postal rate increase effective January 23, 2013 based on CPIL.
Details of the proposed postage rate increase are provided on Schedule MDL-3-GAS,

Page 37.

Would you explain the O&M adjustment proposed on Page 39?

Narragansett Gas recovers 80 percent of identified O&M costs related to the Local
Production and Storage Facilities through its GCR. In order to reflect the proper level of
such cost recovery for the Rate Year, the Company identified $1,347,620 of Test Year
costs. These costs were adjusted by applying the associated wage increase to Test Year
labor costs and the proposed inflation rate for non-labor costs. The resulting increase for
Local Production and Storage Facilities expenses totals $54,768 of which, $29,098 is
labor related and embedded in the Company’s labor adjustment previously discussed.

The remaining non-labor O&M adjustment is $25,760 as shown on Line 14 of Page 39.

Has the Company included an adjustment to recover rate-case expenses in this
filing?
Yes. As shown on Schedule MDL-3-GAS, Page 41, the Company has estimated the total
rate-case expense for Narragansett Gas to be $826,375, which includes the cost of
researching, preparing and litigating this filing through the compliance phase of the

proceeding. As previously explained, a portion of the total cost is directly attributed or
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allocated to Narragansett Gas and Narragansett Electric on a 50/50 basis. The Company
is proposing a three-year amortization period for both Narragansett Electric and
Narragansett Gas, as previously discussed. As shown in Schedule MDL-3-GAS,Page 41,
a three-year amortization period of a total expense of $826,375 results in an annual
expense amount of $275,458. Therefore, the Company is proposing to make an

adjustment to increase Test Year O&M expense by $275,458 in this case.

Please describe the adjustment for consumer advocate positions shown on Schedule
MDL-3-GAS, Page 42.

This adjustment, which is calculated on Page 42, is the companion adjustment to the
adjustment described in the Narragansett Electric discussion. The customer advocacy
positions are expected to split their efforts evenly between electric and gas operations and
to charge 100 percent of their time to Company O&M. Consequently, the adjustment
equals 50 percent of the fully burdened cost of these two resources, or $156,314, as

shown on Schedule MDL-3-GAS, Page 42 Line 47.

Would you turn your attention to Schedule MDL-3-GAS, Page 43?

Yes. As previously discussed, this adjustment reflects the need for incremental personnel
to provide on-going operating support for the SAP operating platform. Once
implemented, it is expected that the new SAP platform will require support from an
incremental 26 positions from the Test Year-end employee complement. The adjustment
employs the same calculation as that described in the Narragansett Electric discussion,

incorporating service company payroll tax and benefit percentages per service company
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payroll dollar for the Rate Year. The total costs of these fully burdened incremental
positions are stepped down to the Narragansett Gas O&M level using the same company
and O&M allocators previously discussed, but on a service company weighted basis. The
resulting adjustment to Narragansett Gas O&M is $92,126, as shown on Page 43 at Line

43.

Is the Company proposing to increase its level of instructional advertising for the
benefit of customers in the future?
Yes, itis. As shown on Schedule MDL-3-GAS, Page 44, and as explained in the
Narragansett Electric cost of service discussion, Narragansett Gas expects to increase
educational and informational advertising to benefit its customers in the amount of

$353,811 from normalized Test Year levels.

What is the next Pro Forma O&M adjustment you would like to discuss?

The next four adjustments relate to bad debt expenses. Narragansett Gas currently
collects its commodity-related, DAC-related and energy efficiency-related bad debt costs
through the related rate mechanism that recovers the underlying costs for commodity,
DAC or energy efficiency. Consequently, the Test Year level of bad debt expense related
to those three revenue categories has been fully eliminated from the base cost of service
in this proceeding. As is the case with Narragansett Electric, the level of bad debt costs
allowable in rates is based on Narragansett Gas’ actual write-offs. As shown on Schedule
MDL-3-GAS, Page 45, Narragansett Gas’ three-year average write-off rate as discussed

by Company Witness Kaye equals 3.79 percent. This write-off rate was applied to Rate
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Year base rate revenue to calculate the allowable base rate bad debt costs for the Rate
Year, or $5,245,371, or $1,854,662 greater than the Test Year adjusted bad-debt cost of

$3,390,709 as shown on Page 45, Line 32.

Would you please explain the adjustment being proposed for productivity and
efficiency?

As was described in detail in the Narragansett Electric cost of service discussion, in
January 2011, National Grid announced a major organizational and efficiency
restructuring initiative, commonly referred to as the U.S. Restructuring Program
committing to reduce its total U.S. operating costs by $200 million measured from a
baseline of FY 2009/2010 actually achieved financial performance, adjusted for inflation.
National Grid’s goal was to achieve these savings, on a run rate basis, by March 31,
2012. As the Company proceeded with its restructuring initiative, management decided
to challenge the business further by establishing an internal, more aggressive target
measured from a baseline of FY 2010/2011 actually achieved financial performance,

adjusted for inflation.

Assuming actual FY 2010/2011 as a baseline, how successful has the U.S.
Restructuring Program been?

National Grid has identified approximately $171 million of total delivered savings of the
U.S. Restructuring Program on a run rate basis as of March 31, 2013. Of that total,
approximately $102 million is related to O&M labor and associated benefits. Of the

$171 million of identified savings, approximately $69 million was related to non-labor
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and benefit initiatives, of which approximately $22 million was delivered during 2011,
the Test Year in this proceeding. Because the Company’s labor and benefits adjustments
incorporate Rate Year-end employee head count and benefit elections, only the non-labor
and benefit related amounts of the U.S. Foundation Program savings must be separately
adjusted for. The Company has made an adjustment to the Rate Year O&M forecast to
reduce the revenue requirement by 100 percent of Narragansett Gas’ allocable share of

the incremental $49 million of remaining savings.

Please explain how the U.S. Restructuring Program efficiency and productivity
savings were allocated.

As shown on Workpaper MDL-15, individual non-labor and benefit related savings were
allocated based on individual initiatives to arrive at the Narragansett Gas share. The
proposed new service company allocators, previously discussed, were employed in
allocating the individual initiatives. The resulting Narragansett Gas share of U.S.
Restructuring Program savings amounts to ($1,134,002) as summarized on Schedule

MDL-3-GAS, Page 46.

Would you explain the adjustment contained on Page 47 of Schedule MDL-3-GAS?

Yes. This adjustment relates to the reallocation of Test Year service company costs as

explained in detail earlier in this testimony in the amount of $(4,452,323).

Please describe the inflation adjustment shown on Schedule MDL-3-GAS, Page 48.
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This adjustment is designed to adjust Test Year expenses that have not been specifically
adjusted elsewhere to expected Rate Year levels. The calculation on Page 48 starts with
total normalized Test Year O&M expense, net of gas costs, or $92,538,244, as shown on
Schedule MDL-3-GAS, Page 1, Line 7, Column (c). That amount is then reduced by
Test Year amounts that are being individually adjusted to the Rate Year on other pages
within Schedule MDL-3-GAS. For example, Line 9 shows a reduction for labor
expenses in the amount of $36,003,627, which represents the Test Year normalized labor
costs charged to the Company’s O&M as reflected on Page 7, Line 3, Column (c). Since
there is a separate Pro Forma Rate Year adjustment for labor expense, it must be removed
from the total expense that will be subject to an inflation adjustment. The same is true for
each of the other expenses listed on Lines 10 through 33. Once these expenses are
reduced from the Test Year normalized O&M expense, the resulting $19,334,899 on Line
37 needs to be adjusted to reflect inflation from the Test Year to the Rate Year level for

those expenses.

How is the adjustment for the change to the Rate Year calculated?

The inflation rate is the same as described in the Narragansett Electric cost of service
discussion, or 3.81 percent. This rate was applied to the net O&M amount subject to
inflation of $19,334,899. The resulting inflation amount of $736,660 is shown on Line

41.

Why is it necessary to have this inflation adjustment?
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This inflation adjustment is required so that all Test Year expenses are reflected in the
Rate Year at cost levels expected for the Rate Year. Each of the other expenses that were
removed from the adjusted Test Year O&M expense are separately adjusted or calculated
to reflect the cost levels anticipated for the Rate Year. This inflation adjustment applies
the same principle to the expenses not part of a specific calculation, such as labor

expense.

Would you please summarize the Pro Forma O&M adjustments being proposed in
this cost of service?

Yes. As shown on Schedule MDL-3-GAS, Page 7 at Line 32 in Column (d), total Pro
Forma O&M adjustments as previously discussed, aggregate ($7,435,308). This amount
is carried forward to the cost of service summary page, Schedule MDL-3-GAS, Page 6,
Line 7 in Column (d). Of this amount, ($5,657,868) relates to the elimination of
commodity, DAC and energy efficiency-related bad debt, which are recovered outside of
base rates. Therefore, the resulting net impact of Pro Forma O&M adjustments to the

base rate cost of service is ($1,777,440).

Please describe the adjustment for uncollectibles on the proposed rate increase on
Schedule MDL-3-GAS, Page 6, Line 8.

As previously mentioned, this adjustment simply relates to the base rate uncollectible rate
of 3.79 percent applied to the calculated revenue deficiency of $19,952,203, or $756,189
as shown on Schedule MDL-3-GAS, Page 6, Line 8§ and carried forward to Schedule

MDL-3-ELEC, Page 1.
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Keeping your attention on Schedule MDL-3-GAS Page 6, would you please describe
the adjustment for depreciation and amortization expense as shown on Line 13.

Certainly. This adjustment is detailed on Schedule MDL-3-GAS, Page 50.

Can you summarize the calculation of the depreciation and amortization expense
adjustment of $6,301,991 shown on that page?

This adjustment is calculated using the same methodology as described in the
Narragansett Electric cost of service as shown on Page 52 and using average depreciable
plant for the Rate Year and the composite depreciation rate approved by the Commission
in the 2008 Gas Rate Case or 3.38 percent. Applying this previously approved composite
depreciation rate to average Rate Year depreciable plant of $743,762,408 results in Rate
Year depreciation expense of $25,139,169 as shown on Line 72. To this amount is added
amortization of intangible plant in the amount of $1,170,250, reflected on Line 73 and
equal to the annualized December 2011 amortization expense amount. Lastly, also added
is amortization of the costs of the gas billing system conversion from the Advantage to
the CSS platform, as supported by the testimony of Company Witness Martin, over an
eight-year period, or $1,817,805 as shown on Line 74. The sum of these three
components, or total depreciation and amortization expense for the Rate Year, equals
$28,127,225 as shown on Line 1. This amount exceeds Test Year depreciation and
amortization expense, adjusted to eliminate a reserve for write-off of old work orders

recorded in the Test Year, of $21,825,234, by $6,301,991 as shown on Lines 1 through 5.
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How were the projected capital investments, retirements and cost of removal
calculated?

Page 51 of Schedule MDL-3-GAS provides the detail for capital additions included in the
cost of service from the end of the Test Year through the end of the Rate Year. As
previously mentioned, in order to maintain consistency with the existing ISR mechanism,
for the FY 2012 and FY 2013 periods, the level of ISR eligible capital additions
previously approved by the Commission were reflected in the projected amounts on Page
51. For the April 2013 through January 2014 period, the Company assumed the same
level of annual ISR eligible capital investments as those approved for the FY 2013
period. The Company expects that proposed capital investments for the FY 2014 will be
more than those requested for and approved for FY 2013 and believes its assumption here
is conservative. To these ISR eligible amounts were added capital investments related to
growth in the amount of $24,938,211 as shown on Page 51 on Line 4. Revenue was also

adjusted to reflect associated growth revenue from these investments.

Projected cost of removal and retirements were calculated using the same methodology as
the Narragansett Electric projections for the items previously discussed in relation to the

Narragansett Electric cost of service.

Please explain the adjustment for taxes other than income taxes.

Narragansett Gas has made two adjustments for taxes other than income taxes to account

for known and measurable changes: (1) an adjustment to property taxes; and (2) an
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adjustment to modify payroll tax expense by ($191,062) as was described earlier in my

testimony, and detailed on Schedule MDL-3-GAS, Page 34.

Please explain the property tax adjustment.

As is the case with Narragansett Electric, the Narragansett Gas property taxes have been
escalating by an inordinate amount over the last several years. These costs are out of the
control of the Company and are contributing significantly to the Company’s inability to
earn a reasonable rate of return. As a result, the Company is proposing to establish a

property tax tracker as discussed in Section VIII of this testimony.

The adjustment for property tax expenses to be embedded in base rates is detailed on
Schedule MDL-3-GAS, Page 54. As shown on that page, the adjustment is calculated by
applying an annual percentage increase to normalized Test Year property tax expense
through the end of the Rate Year and comparing the resulting Rate Year level to the
normalized Test Year amount. The annual percentage increase, based on the average
increase in property tax expense for the last three years consistent with Commission
precedent, is 9.1 percent. When applied to the normalized Test Year property tax
expense on an annual basis through the Rate Year results in Rate Year property tax
expense of $13,994,652. Subtracting from that amount the Test Year normalized
property tax expense amount of $11,658,209 yields an adjustment of $2,336,443, as

shown on Line 12 of Page 54.
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How did the Company calculate income tax expense for the Narragansett Electric
cost of service?

The Company’s calculation of income taxes is shown on Schedule MDL-3-GAS, Page
55. As shown therein, the calculation begins with Operating Income before Income
Taxes, as shown on Schedule MDL-3-GAS, Page 1 at Line 19. The Company subtracted
synchronized interest expense from Operating Income before Income Taxes to determine
Net Taxable Income. The interest expense is computed by multiplying the Rate Year
five-quarter average rate base shown in Schedule MDL-3-GAS, Page 58, by the weighted
cost of long-term and short-term debt as shown on Page 56 at Lines 1 and 3 in Column
(e). The federal income tax expense is derived by applying the federal tax rate of 35
percent to the federal taxable income amount resulting in Rate Year federal income taxes

of $10,639,347.

Subpart D: Capital Sructure and Return Rate

Please describe the Company’s capital structure used for computing return on rate
base.

As shown on Schedule MDL-3-GAS, Page 56, the Company’s actual capital structure
consists of 1.20 percent short-term debt at a cost of 0.80 percent, 49.00 percent long-
term debt at a cost of 5.90 percent, 0.20 percent preferred stock at a cost of 4.50 percent
and 49.60 percent common equity with a cost rate of 10.75 percent. The Narragansett
Gas capital structure represents Test Year-end actual capital structure adjusted for an

expected long-term debt financing to be issued prior to the Rate Year in this proceeding.
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The associated cost rates, including the cost of common equity, are discussed in the

testimony of Company Witness Hevert.

Subpart E: Rate Base Issues

How did the Company determine the Narragansett Gas rate base?

The Narragansett Gas rate base is calculated on Schedule MDL-3-GAS, Page 58. The
Rate Base calculation follows the same methodology previously detailed in the
Narragansett Electric cost of service discussion. The calculation starts with the
calculation of a five-quarter average of total utility plant in service in Column (a) for the
Test Year (i.e., 12 months ending December 31, 2011), plus construction work in
progress, less accumulated depreciation and contributions in aid of construction to arrive
at Net Plant. Added to Net Plant are the five-quarter averages for materials and supplies,
prepayments, unamortized deferred Y2K costs and CWC. Total deductions include
ADIT, the Company’s hold harmless adjustment approved in the 2008 Gas Rate Case and
customer deposits. The net amount, as adjusted, represents the Narragansett Gas’ Test

Year average rate base as shown on Page 59.

Please describe what is included in the ADIT Test Year balance.

ADIT includes the difference between normal book to tax depreciation and other timing
differences, associated with plant items included in the Company’s rate base, including

the deferred taxes associated with a cumulative deduction associated with repair related

costs capitalized on the books of Narragansett Gas.
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Were any adjustments made to the Narragansett Gas Test Year average rate base?
Yes. The calculations of Rate Year amounts of rate base components are detailed on
Schedule MDL-3-GAS, on Pages 60 through 64, with the Rate Year five-quarter average
amounts for individual rate base components carried forward to Page 58, Column (c¢).
The adjustments were calculated using the same methodology as that described for
Narragansett Electric. The resulting change in Test Year rate base is $64,558,947 as

shown on Page 58, Line 24 in Column (b).

What is the Company’s proposal to align the ISR Plan recovery with base rate
recovery?

The Narragansett Gas ISR Plan became effective April 1, 2011 and a reconciling rate was
established on that date outside of base rates to begin recovering the revenue requirement
on estimated non-growth capital additions on the gas system for FY 2012 (i.e., April 1,
2011 to March 31, 2012). The ISR Plan is designed to allow for reconciliation of the
preliminary amounts recovered during FY 2012 to the revenue requirement associated
with actual capital additions during the fiscal year, once the fiscal year is completed on
March 31, 2012. At the end of December 2011, Narragansett Gas filed its ISR Plan for
FY 2013, and in the absence of a base rate proceeding, the revenue requirement
associated with the actual investment made during FY 2013 (i.e., April 1, 2012 to March
31, 2013) would be reconciled to the amounts recovered through rates in FY 2013
beginning April 1, 2012. Similarly, the Company would be filing an ISR Plan in

December 2012 to cover FY 2014 investment (i.e., April 1, 2013 to March 31, 2014).
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This sequencing is significant because, under Commission ratemaking practice, base rates
would be set to include rate base at the five-quarter average of the Test Year-ending
December 31, 2011, as well as to include a level of forecasted capital additions through
the end of the Rate Year, January 31, 2014. This period covers the same period as the
ISR Plan for FY 2012, FY 2013, and FY 2014, except that FY 2014 is a 12-month period
ending March 31, 2014, which is two months beyond the Rate Year-end of January 31,
2014. Therefore, to align the base rate setting process with the operation of the ISR Plan,
the Company is proposing to include capital additions for FY 2012, FY 2013 and ten
months of FY 2014 in rate base (i.e., capital additions completed by Test Year-end,

December 31, 2011, and forecast to be completed through January 2014).

The forecast of FY 2014 capital additions for Narragansett Gas is not due to be filed
with the Commission until December 2012. How is the Company relying on that
forecast to establish the proposed revenue requirement in this case?

For purposes of calculating the revenue requirement in this case, the Company has used a
proxy for the FY 2014 forecast of capital additions that would be eligible for inclusion in
the ISR mechanism to provide a level of certainty to the calculation. Specifically, the
Company has used the FY 2013 approved ISR Plan amount, pro-rated for 10 months (i.e.,
to cover the Rate Year period April 1, 2013 to January 31, 2014). Inclusion of this
amount is reasonable because the capital investment for FY 2014 is expected to be higher
than for FY 2013 amount, which makes the FY 2013 approved amount a conservative

starting point for purposes of setting base rates.
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Did the Company conduct a lead/lag study for this proceeding?

Yes. A summary of the CWC study results is presented on Schedule MDL-3-GAS, Page
65. As shown on that page, on Line 36 in Column (c), the CWC for the Rate Year
amounts to $8,974,216. The detail support for the CWC study is contained in Schedule

MDL-4-GAS.

Was the lead/lag study for Narragansett Gas performed using the same

methodology as that previously described for Narragansett Electric?

Yes, it was.

Storm Cost Recovery Proposal

You mentioned earlier that Narragansett Electric was proposing a recovery
mechanism for storm fund deficits primarily related to Tropical Storm Irene
restoration efforts. Please explain

Narragansett Electric currently employs a Storm Contingency Fund (“Storm Fund”)
designed to levelize customer rate impacts of major storm events such as Tropical Storm
Irene, which heavily damaged Narragansett Electric’s distribution system in August
2011. In total, Tropical Storm Irene resulted in an estimated $34.2 million of incremental
restoration expense. Prior to the Commission’s order in Docket No. 4065, Narragansett
Electric’s base rates included an annual recovery of $1,041,000 of Storm Fund
contributions. In that docket, the Commission ordered a temporary suspension of those
collections on the basis that the Storm Fund balance was sufficient. At the time, the

Storm Fund balance was just over $20 million. In suspending Storm Fund contributions,
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the Commission stated that funding would be reinstated, subject to Commission approval,
if the Storm Fund balance fell below a threshold of $20 million. The Commission’s
decision to allow the Company to build the Storm Fund through annual customer
contributions, and to maintain a balance in the fund, greatly facilitated the recovery of
restoration costs related to Tropical Storm Irene and other recent significant storm events,
while mitigating bill impacts for customers. Although the Storm Fund balance was not
sufficient, in the final result, to cover 100 percent of the costs of the restoration effort for
Tropical Storm Irene and other storms during 2010 and 2011, the Storm Fund operated
exactly as intended and absorbed a substantial portion of the incremental restoration
costs. Narragansett Electric is currently faced with the need to recover the Storm Fund
deficit, but the deficit amount is more manageable given the existence of the Storm Fund

balance.

What is the estimated Storm Fund deficit as a result of Tropical Storm Irene and
other major storm events?

As a result of the significant damage incurred by Tropical Storm Irene, in particular, and
to a lesser extent other recent major storms events such as the March 2010 Flood, the

Storm Fund deficit is estimated at approximately $11.5 million.

Please describe Narragansett Electric’s inter-related proposals to reinstate the base-
rate Storm Fund contribution along with a plan to address the currently projected

Storm Fund deficit.
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Narragansett Electric is proposing three components to address storm funding. First, as
indicated earlier, the Commission allowed for reinstatement of the $1,041,000 base-rate
recovery of Storm Fund contributions in the 2009 Electric Rate Case, in the event that the
Storm Fund balance was to decline below $20 million. That circumstance has now
occurred. Therefore, the Company is proposing to reinstate the base-rate recovery
amount of $1,041,000 in this proceeding. If approved, these base-rate collections may re-
establish an adequate Storm Fund reserve in order to mitigate the bill impact of future
storm events, similar to the way the Storm Fund operated with respect to costs related to

Tropical Storm Irene and other recent major storm events.

In addition to restoring the Storm Fund charge, what other measures is
Narragansett Electric proposing to address the currently projected Storm Fund
deficit?

The Company is also proposing to eliminate the projected Storm Fund deficit of $11.5
million, as previously mentioned. There are two proposals involved with the elimination
of the $11.5 million deficit, which would work in tandem to extinguish the projected
Storm Fund deficit over a three-year period and balance the interests of customers in
having a level of rate stability with the critical need for timely cost recovery. The first
proposal is to establish a temporary three-year Storm Cost Recovery Provision and an
associated Storm Cost Recovery Factor (“SCRF”), as supported and calculated in the
testimony of Company Witness Lloyd. The SCRF would expire on January 31, 2016,
and is designed to recover an annual $2.4 million for a three-year period, or $7.2 million

over the life of the SCRF. In conjunction with the companion proposal discussed below,
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the SCRF is designed to be a temporary factor to extinguish the projected Storm Fund

deficit by the end of the three-year period.

Second, the Company is proposing to provide for recovery of the remaining portion of
the deficit through base rates. Specifically, the Second Amended Stipulation and
Settlement, approved in Docket No. 3617, allowed Narragansett Electric to defer and
amortize the recovery of $25 million of costs related to a 2003 voluntary early retirement
offer (the “2003 VERQO”) over a ten-year period commencing January 1, 2004. This
annual amortization concludes December 31, 2013, or in the eleventh month of the Rate
Year. The Company proposes that effective January 2014, this annual base rate recovery
amount, or $2.5 million, continues and gets credited to the Storm Fund to provide storm
cost recovery without creating additional bill impacts for customers. The SCRF, in
conjunction with the 2003 VERO proposal, would extinguish the projected Storm Fund

deficit by the end of the three-year period.

Would you describe Narragansett Electric’s proposal more specifically with respect
to the expiration of the 2003 VERO amortization?

Yes. The Company is proposing that recovery of the full twelve-month amortization
amount of the 2003 VERO, or $2.5 million, continue in base rates. Commencing January
2014, or the twelfth month of the Rate Year, the Company proposes to contribute the
monthly recovery of this $2.5 million annual amortization amount, or $208,333 per
month, to the Storm Fund, which together with the SCRF is designed to extinguish the

currently projected $11.5 million Storm Fund deficit by January 31, 2016.
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Has Narragansett Electric provided an illustration of how these two rate proposals,
working in tandem, will eliminate the projected Storm Fund deficit balance?

Yes. Workpaper MDL-23 provides an illustration of the SCRF and the 2003 VERO
proposals. As shown on that workpaper, if approved, the combination of the temporary
SCREF effective February 1, 2013 through January 2016, along with an annual $2.5
million contribution ($208,333 per month), effective January 2014 and related to the
proposed base-rate recovery of the 2003 VERO, would result in a deficit balance of near
zero (approximately $15,716) by January 31, 2016, assuming interest at the current

customer deposit rate.

You indicated that, as proposed, the projected Storm Fund deficit would be
extinguished by January 31, 2016. What is Narragansett Electric proposing with
respect to the base-rate recovery related to the 2003 VERO amortization subsequent
to January 2016?

Narragansett Electric proposes that the Commission review the adequacy of the Storm
Fund at that point in time to determine if the $2.5 million annual base rate recovery
contribution to the Storm Fund continues to be warranted. If not, an adjustment would be
made either through a change in base rates, if a base-rate filing is imminent, or through

another type of adjustment.

Property Tax Recovery Mechanism

What is the Company’s proposal for changing the ratemaking treatment of

property tax expense in this proceeding?
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In this proceeding, the Company is proposing a change in the manner in which property
tax expenses are recovered by reconciling annually property tax expense recovery in base
rates for its gas and electric operations to actual property tax expense incurred through a
separate rate adjustment mechanism. In addition, the ISR Plans would be amended to

remove the existing property tax calculation component.

Why is the Company proposing the creation of a separate property tax recovery
mechanism?

The existing ratemaking formula for estimating the appropriate level of property tax
expense for inclusion in base rates no longer produces the representative level of property
tax expenses associated with the distribution plant providing service to customers. In
recent years, property tax rates have sharply escalated in most municipalities in Rhode
Island. The Commission’s existing practice is to incorporate in the cost of service the
Test Year property expense adjusted by a three-year average increase of property tax
expense through the end of the Rate Year. However, increases in municipal property
taxes are consistently rising at a much faster rate than anticipated by the Commission’s
ratemaking practice, and therefore, are not adequately captured in the existing base rate

formula.

Workpaper MDL-24 provides data showing the annual level of increases in property tax
expense for electric and gas operations that would be reflective of the cost recovered
through base rates in this proceeding, and equal to the three-year average increase rate or

11.6 percent for electric and 9.1 percent for gas. However as shown on that illustration,
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in calendar year 2011 property taxes increased by 18.5 percent for Narragansett Electric
and 18.0 percent for Narragansett Gas. Although 2011 data indicates the highest level of
increase in these expenses in recent years, a consistent pattern of significant increases in
this expense is confirmed by data from 2008 and forward. In light of this consistent trend
of increasing and volatile municipal property taxes, the use of a composite historic
average increase to calculate the level of representative property tax expense prohibits
recovery of property tax expense at a rate that constitutes the cost of providing service to

customers.

Could you provide an example of the shortfall in recovery that is created by the
Commission’s current ratemaking practice for property tax expense?

Yes. Workpaper MDL-24 shows that the rate allowance provided through the existing
ratemaking calculation would significantly under-recover the property tax expense for the
Rate Year assuming that the 2011 rate of increase is more representative of property tax
increases for the period from 2011 and through the Rate Year and calendar year 2014.
Based on the regulatory precedent, Narragansett Electric would be allowed to recover
$29,743,324 in property tax expense for the Rate Year. However, if the 2011 rate of
increase persists, the Company’s expense level for property taxes in the Rate Year would
amount to $33,740,382, or $3,997,059 more than the base rate allowance established
pursuant to current regulatory precedent. When compared to projected property tax
expense for the calendar year 2014 using this same rate increase assumption, the base rate
allowance would under recover calendar year property tax expense by $9,635,484.

Similar analysis was performed for Narragansett Gas yielding similarly dismal results.
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Assuming the 18.0 percent increase in 2011 property tax expense persists, the base rate
allowance employing current regulatory practices would under recover projected Rate
Year property tax expense by $2,487,542 and would under recover calendar year 2014

expense by $5,169,823.

Why is there such a significant mismatch between the current formula used to
estimate property taxes and the actual expense?

The fundamental mismatch between the Commission’s current ratemaking practice and
the Company’s actual experience with property tax expense is that municipal property
taxes typically increase at a non-linear rate over time. Basing the rate allowance for
property tax on the Test Year expense escalated by a three-year average percentage
increase rather than a current amount has a strong potential to understate expense
(perhaps substantially) because the averaging of past expense levels that will not occur in
the future arbitrarily diminishes the amount allowed for recovery. In short, the current
ratemaking practice, while appropriate for periods of consistent modest growth, is not
aligned with the Company’s actual historical experience and results in the potential for

significant under recovery of costs which are not within the control of the Company.

Are increases in the property tax rates the only factor producing an underestimate
of representative levels of property tax expenses?

No, increases in plant investment levels with the addition of new services and equipment
also contribute to the ratemaking formula’s failure to properly estimate a representative

property tax level. The Company has determined that fluctuating levels of net plant
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investment explain a critical part of the underestimate of property tax expense calculated
by the existing ratemaking formula. Thus significant increases in net plant levels

exacerbate the problematic predictive nature of the current ratemaking formula.

Doesn’t the Company’s ISR Plan provide for recovery of property tax expense on
incremental capital investments?

Yes, it does. However, ISR Plan property tax calculation is based on a composite
property tax rate for the Company and may overstate or understate the actual property
taxes based on the individual community tax rates for the actual plant investments
included in the ISR. In addition, in the last ISR Plan submission, the amount of property
tax expense proposed by the Company for recovery was disputed. A settlement was
reached for a single year only, but this ISR property tax issue is likely to be disputed in

the Company’s next ISR Plan submission.

With the implementation of a separate property tax recovery mechanism, the Commission
could remove the property tax component from the ISR Plans. This would have two
beneficial impacts: (1) the recovery of property tax expense would be more reasonably
aligned with the actual cost incurred by the Company rather than being a function of an
inapplicable ratemaking formula or a proxy for actual expense, and (2) there would be
greater transparency in terms of a determination as to the level of recovery being realized

by the Company.
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Are you recommending a permanent change in the ratemaking treatment of
property tax expenses?

Yes. The Company’s revenue requirement in this proceeding for both Narragansett
Electric and Narragansett Gas would establish a base amount of property tax recovery,
similar to the currently operating PAM for Narragansett Gas and as proposed for
Narragansett Electric. The property tax reconciliation mechanism would operate so as to
recover the difference between the Company’s actual property tax expense in a given
fiscal year versus the base recovery level embedded in base rates and refund or surcharge
that difference through a separate recovery factor. Thus, the Company’s rates will
automatically adjust for fluctuations in taxes levied by municipalities and changing
investment levels to best represent the levels of property taxes incurred to provide service
to Rhode Island customers. The schedule of the proposed reconciliation factor would
follow that proposed for the PAM, with a reconciliation filing for the previous fiscal year
ending March 31 submitted to the Commission by August 1 for effect October 1 and
November 1 for electric and gas, respectively. Consequently, the first property tax
tracker submission would be filed August 1, 2013 for effect October 1, 2013 and
November 1, 2013 for electric and gas, respectively, and would include a reconciliation
of the base level of property tax recovery and actual property tax incurred for the
February 1, 2013 through March 31, 2013 period. For annual filings in subsequent years,
the full fiscal year would be reconciled in the August 1 submission for effect the

following October 1 and November 1 for electric and gas, respectively.
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IX.

Q.

A.

Conclusion
Does this conclude your testimony?

Yes, it does.
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Introduction

My name is Michael Barrett and | am an active Partner with the firm Ernst & Young LLP ("EY"). My
Curriculum Vitae and Summary of Professional Testimony is attached in Appendix A. | was retained to
provide this declaration on the accuracy of calendar year 2011 service company operating and
maintenance ("O&M") charges and cost allocations. The analyses upon which I have, in part, based my
conclusions set forth in this declaration were performed by me or other individuals in EY (“*engagement
team,” "“we,” or "“our™) working under my direction and supervision. References to analyses that |
performed may refer to work performed by the engagement team at my direction and under my
supervision.

This declaration summarizes the results of our cost analysis of the National Grid service companies
(collectively, “service company"). As part of National Grid's request for proposal (RFP) process, we were
retained to validate that costs were charged to the correct operating companies using the correct bill
pool/allocation code or direct charge, where appropriate, consistent with the allocation methodologies
approved for use by the Securities and Exchange Commission (SEC). As part of the RFP for this work,
National Grid provided certain parameters and requirements regarding the testing coverage for certain
transaction types, including obtaining 75% coverage of service company accounts payable charges and
coverage for the other service company O&M charges. We applied our independent judgment in the
interpretation of the parameters and requirements when developing our approach. We believe our
approach provides a reasonable basis for our overall conclusion. Section 2.3 provides further
information on the parameters and requirements set forth in the RFP. Our objectives were to:

1. Validate that the costs charged to the operating companies from the service companies were
valid charges,

2. Validate that the costs were charged or allocated appropriately to the various operating
companies based on the Cost Allocation Policies and Procedures Manuals (“CAMs") for Legacy
National Grid and Legacy KeySpan updated May 2010 and January 2010, respectively,

3. ldentify and calculate any potential adjustments, and

4. Confirm with National Grid, the facts concerning the cost allocations and verify that there were
no other pertinent facts indicating that the cost should be charged or allocated differently or
excluded.

The purpose of the analysis we performed was to confirm that the allocation of calendar year 2011
O&M costs to be included in the Company's rate filings, as captured in the Company's financial systems,
reflected the approved methods of allocation and that any deviations within the cost data provided
within the scope of our testing were not material to the service companies involved nor to any one
business unit (BU). We utilized common analytic procedures in our sampling and data analysis (e.qg.,
stratified sampling, vouching to source documentation). These procedures do not constitute a financial
audit of the Company's financial statements nor do we provide any form of assurance on the financial
statements as a whole.

My declaration consists of a summary overview of our scope and approach, an executive summary of
the results of our analysis, and a detailed description of our approach and basis for my conclusions. Our
detailed results of testing are included in a series of Appendices addressing each of the cost areas that
we analyzed.

The information provided in this declaration is intended to be used solely in connection with the
Company's rate proceedings. It is not intended to be, nor should it be, used for any other purpose by
any other party without our express written consent, unless specifically included in our statement of
work.
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Scope and Approach

Summary of Data included in Scope

We performed our assessment on O&M costs originating in National Grid's four service companies and
charged (either by direct charge or by allocation) to the operating companies during calendar year
2011. In addition, we evaluated O&M costs that originated in other affiliated companies but were
charged to the service companies and then were either by direct charge or by allocation charged to the
operating companies. Our assessment was divided into four cost areas:

Vendor costs (accounts payable)
Payroll expenses

Employee expenses

General ledger journal entries

Summary of Sampling Methodologies

For each of the four cost areas, our procedures included validation of data based on testing of
underlying source documentation. We validated the data by obtaining coverage through a combination
of selecting the largest items in a population and judgmental sampling1 from the remaining items. We
also used random sampling2 technigues on the underlying data. The following is a summary of the
sampling methodologies utilized as part of our approach. Section 4 provides further detail of the
approach by cost area:

e Vendor costs (accounts payable): With the overall objective from the RFP of achieving coverage
of 75% of vendor charges, we utilized sampling technigues resulting in a combination of testing
the largest vendor charges as well as random sampling from the remaining vendors in the
population.

e Payroll expenses: With the overall objective from the RFP of evaluating the allocation of labor
expenses for service company employees, we utilized sampling techniques resulting in a
combination of testing the largest department charges as well as judgmental sampling from the
remaining departments in the population.

o Employee expenses: With the overall objective from the RFP of verifying activity in expense
accounts, we utilized sampling techniques resulting in a combination of testing both randomly
and judgmentally selected employee expense reports.

e General ledger journal entries: With the overall objective from the RFP of evaluating corporate
costs for appropriate allocation, we utilized sampling techniques resulting in a combination of
testing the largest journal entries as well as judgmental sampling from the remaining journal
entries in the population.

' Judgmental sampling allows the sample to be based on what the sampler believes should be selected from the population. In
this matter, we also considered the testing parameters and requirements of the RFP in validating that our selection of items to
test would achieve the required testing coverage.

: Random sampling allows all samples of the same size to have an equal chance of being selected from the entire population.
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Summary of Overall Approach

National Grid had set forth the areas of inquiry for which this declaration and conclusions were sought.
The scope of work we performed took into consideration these parameters and requirements as we
developed our procedures:

# Requirement3 Cost Area
Audit both PO and non PO invoices, equal to 75% of total Service Company costs, to Vendor costs (Accounts
determine whether the accounting is correct and supportable. Payable)
2 Review of employee expenses. Employee expenses
3 Review adherence to regulatory accounting policy including examination of expat and other Common to all areas
data (i.e., Lobbying).
4 Review corporate costs for appropriate allocation. Common to all areas
5 Review cost allocation correcting entries to ensure adjustments are in the correct accounting Common to all areas
periods and link to corrections identified in this process.
6 Review any other area identified by regulatory (i.e., both in New York and Rhode Island). Common to all areas
7 Audit allocation of labor expenses for service company employees. Payroll expenses
8 Review analysis performed by Overland to identify potential concerns in the test year data. Common to all areas
9 Confirm the recommended adjustments to the test year financials to validate the base year Common to all areas

financial statement.

Our procedures included validation of data based on testing of underlying source documentation, data
mining for key words, and detailed data analytics. At our request, National Grid provided and validated
the total populations of data used in our analysis, verified the areas for us to consider in our testing
(per the RFP), confirmed key words to be utilized for testing, and verified the coverage percentages for
the populations tested. We confirmed the parameters of the analysis, our overall approach, and the
required procedures to be performed with National Grid, and then applied our independent judgment in
the interpretation of the requirements when developing our approach. We believe our independent
approach provides a reasonable basis for our overall conclusion.

For all four cost areas -- vendor cost (accounts payable), payroll expenses, employee expenses, and
general ledger journal entries -- we analyzed the information from the two existing systems used for the
four service companies; PeopleSoft and Oracle. We obtained the policies and procedures related to cost
allocation of service company costs governing both systems, and assessed the process flowcharts to
understand the current process of allocating service company costs. We obtained an understanding of
the allocation methods in the CAMs as well as the current bill pools/allocation codes. We then obtained
the bill pool/allocation code descriptions for both PeopleSoft and Oracle, evaluated the descriptions of
pools, obtained the percentages used for the pools, determined the general basis for the percentages,
and determined how frequently percentages are updated. The data that was analyzed from both
systems was O&M accounts included in Federal Energy Reqgulatory Commission (FERC) Uniform System
of Accounts 500-935 charged through the service companies.

With that background information we then determined the charges to test. For each charge tested we
went through the following confirmation process.

1. Determined adherence to the Company'’s policies for what costs should be included in regulated
cost of service.

2. Determined whether the charge was related to providing services to the utility and was of a type
normally included in cost of service.

3. Determined that the appropriate companies and segments were charged either through direct
charge or bill pool/allocation code.

: The table above is a direct quote from the RFP. The terms “audit” and “review” were confirmed with National Grid to mean test
and analyze and were not intended to refer to the financial reporting usages of these terms in the accounting vernacular.
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Determined if the activity charge was applicable to the scope period and/or if the nature of the
cost was recurring. If an activity charge was consistently recorded out of period, we determined
whether it was valid to expect the similar activity charge to be recorded in the wrong period on
a recurring basis.

Performed analyses specific to vendor costs, payroll expenses, employee expenses, and general
ledger journal entries to assess whether there was a more accurate way to have allocated the
charges (i.e., either through a bill pool/allocation code or direct charge) based on the CAMs.
Determined if journal entry adjustments were previously posted to correct any adjustments
identified.

Calculated any potential adjustments and confirmed with both the business owners and the
Requlatory Department the facts concerning the cost allocations and verified that there were no
other pertinent facts indicating that the cost should be allocated differently or excluded.
Documented any allocation adjustments and populated the detailed testing workbook.

Grouped allocation adjustments by reason codes and identified whether assumptions could be
applied to larger populations.

Performed a quality review consisting of EY Manager-level or above detailed evaluation of the
procedures we performed and performed additional testing as appropriate to improve coverage
for any area determined to require it based on the results of our initial findings in order to
identify other transactions that required similar adjustments.

Summary of Items Not Tested

As of the date of this declaration, certain supplemental testing items were not tested because

the testing parameters had already been met and because of the additional time required to test these
items (e.g., high volume of low dollar transactions). | believe that these supplemental testing items do
not impact our overall conclusion.
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Executive Summary of Results

Summary of Results

Based on our procedures performed, the following table summarizes the total population, sample sizes,
and results by cost area. The total population is the total dollars of transactions considered for sample
selection while the sample size indicates the total dollars of transactions and line items tested as part of
our scope of work. We sampled over $1.0B of transactions from a total population of over $1.6B. This
represents a substantial coverage of total service company charges. Gross adjustments are defined as
the accumulation of total dollars and line items of transactions that required reallocation. The net
impact of adjustments indicates that the total reallocations between companies were not material to the
service companies in total or to any one cost area.

Total

Population Sample Size Summary of Gross Adjustments
Cost Area S S Line Items* S Line Items % of Sample ($)
Vendor Costs (AP) $690M $515M 134K $27.18M 4.9K 5.3%
Payroll Expense $529M $309M 528K $6.04M 3.7K 2.0%
Employee Expenses S$S14M S14M 151K .19M 1.1K 1.4%
General Ledger Journal Entries $388M $185M 6K $(0.16)M 0.1K -0.1%
TOTALS $1,621M $1,023M 819K $33.25M 9.8K 3.3%

The following table summarizes the total net impact of adjustments identified by company/BU. The net
impact of adjustments indicates that the total reallocations between companies were not material to the
service companies in total or to any one BU.

Amount
Unadjusted Allocated Amount

amount as of from Allocated to Net Impact of Adjusted amount
Company (BU) Description Segment 12/31/11 Company Company Adjustments  as of 12/31/11

KEDLI Gas $99,140,089 $1,555,049 $1,514,034 $(41,015) $99,099,074
KEDNY Gas $145,775,718 $2,234,064 $2,484,099 $250,035 $146,025,753
KeySpan Electric Services Electric $150,798,985| $2,036,652| $1,521,801 $(514,851) $150,284,134
(LIPA)

KeySpan Generation Gen $79,217,745| $1,694,124 $500,824 | $(1,193,300) $78,024,445
Massachusetts Electric & Multiple $255,478,110 $7,000,642 $4,707,186 | $(2,293,456) $253,184,654
Nantucket Electric

Massachusetts Gas (Boston Gas Gas $172,301,081| $4,071,648| $3,247,494 $(824,154) $171,476,927
& Colonial Gas)

Narragansett Electric Multiple $92,707,284| $2,506,179| $1,876,011 $(630,168) $92,077,116
Narragansett Gas Gas $47,030,242 $854,839| $1,197,927 $343,088 $47,373,330
National Grid USA & KeySpan Multiple $33,043,496 §53,041| $2,923,582| $2,870,541 $35,914,037
Energy Corporation®

New England Power Company Multiple $60,888,246 $1,018,413 $911,911 $(106,502) $60,781,744
New Hampshire (Granite State Multiple $23,978,835 $48,850 $539,964 $491,114 $24,469,949
Electric & Energy North)

Niagara Mohawk Power Multiple $298,241,757| $9,431,986| $11,059,192| $1,627,206 $299,868,963
Corporation-Electric

Niagara Mohawk Power Gas $46,781,055 $286,599 $335,246 $48,647 $46,829,702
Corporation-Gas

All Other Companies Multiple $115,844,126 $455,984 $428,799 $(27,185) $115,816,941
TOTALS $1,621,226,769 | $33,248,070| $33,248,070 $-1 $1,621,226,769

¢ “Line items” is defined as the total line items of accounting included within a single invoice. Invoices can contain multiple line
items of accounting.

° In addition to the reallocations to National Grid USA Parent and/or KeySpan Corporation as the holding companies, these
reallocations also include the accumulation of “below the line” charges.
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The following table summarizes the total net impact of adjustments identified by reason code for the
adjustment:

Summary of

Gross
Description of Adjustment Adjustments

Used a bill pool/allocation code instead of a company/BU direct charge $7,026,166
R2 Used a company/BU direct charge instead of a bill pool/allocation code $639,782
R3 Used inaccurate bill pool/allocation code $9,023,945
R4 Used inaccurate company/BU direct charge $2,965,523
R5 Below the line charge or out of period charge $3,109,804
R6 Calculation error $457,538
R7 Used inaccurate segment (e.g., gas vs. electric) $4,082,587
R8 Used bill pool/allocation code from incorrect fiscal year $184,810
R9 Charged department in different jurisdiction than company/BU being charged $625
R10 Blank coding - No assigned code but can be assigned $118,983
R11 Used some combination of company/BU direct charge or bill pool/allocation code instead of manual $5,638,307

allocation

TOTALS $33,248,070

The types of items that are considered below the line charges (e.g., Reason Code R5) that are not
includable in cost of service include, but are not limited to, the following. In addition, no single
adjustment below was material to the service companies in total or to any one BU:

Charitable donations
Gifts & awards
Celebratory dinners
Sporting event tickets
Executive life insurance
Lobbying charges

Overall Conclusion

Based on the procedures performed, | conclude with the following with regard to the calendar year
2011 service company O&M charges and cost allocations to be included in the Company’s rate
proceedings:

The costs charged to the operating companies from the service companies were valid charges,
On a net basis, the costs were allocated appropriately to the various operating companies based
on the CAMs for Legacy National Grid and Legacy KeySpan updated May 2010 and January
2010, respectively,

The allocation adjustments within the cost data provided in the scope of our testing amounting
to approximately $33M were not material to the service companies involved or to any one
business unit, and

There were no other pertinent facts indicating that the cost should be allocated differently or
excluded.

We validated the data by obtaining coverage through a combination of selecting the largest items in a
population and judgmental sampling from the majority of the remaining items. Based on the testing
performed, | believe all necessary adjustments have been made. Therefore, | determined the calendar
year 2011 service company O&M charges and cost allocations to be included in the Company's rate
proceedings are properly stated. In addition for those items not tested | believe that any adjustments,
if such items had been tested, would be immaterial for the purposes of setting rates.
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Detailed Approach and Basis for Conclusions

Vendor Costs (Accounts Payable) Analysis

For the vendor costs analysis we received accounts payable (AP) files from PeopleSoft and Oracle for all
service company originated charges and all non-service company charges that are charged to the
service companies and reallocated back to the utility operating companies. This was done for all FERC
accounts numbered 500-935, for the period January through September 2011 for PeopleSoft. We
subsequently received similar files for the period October through December 2011 as the data became
available to us. The periods were considered separately due to the availability of data at the start of the
engagement. For Oracle, as the data was provided later in our process, the period within scope was
January through December 2011. The files were grouped by vendor and sorted by total charged
dollars.

The information in the files included the vendor, the originating business unit, the charged department
and bill pool/allocation code information, charge detail such as purchase order number and invoice
number, the total payment, the period, the requlatory account description, the activity description, and
the expense type.

For the PeopleSoft data for the period January to September 2011 we stratified data by vendor by total
charged dollars. The sampling methodology described below was executed with the intention of
obtaining coverage of 75% of the total spend within AP. For vendors that were paid more than
$400,000 we validated each of the invoices paid®. For those vendors paid between $100,000 and
$400,000 we selected a random sample of 25 vendors based on EY sampling guidance and validated all
invoices paid. For those invoices below $100,000 we randomly sampled 25 invoice line items. For the
charges not originating in the service companies, the sample consisted of all invoices for the five (5)
largest vendors plus a random sample of 15 line items. For the PeopleSoft data for the period October
2011 to December 2011, we validated invoices for the same vendors selected in the first period for
both the more than $400,000 category and those selected in the $100,000 to $400,000 category. We
also selected a sample of 16 vendors with higher dollar charges in the October-December 2011 period
that had not been previously selected in the initial period and validated the invoices paid. This
additional sampling provided coverage of all vendors that were paid more than $400,000 in the period
January to December 2011. For the charges not originating in the service companies, we validated all
invoices for the same vendors selected in the first period. No additional random testing of invoice line
items for invoices below $100,000 was performed for the October 2011 to December 2011 period
since no significant issues were identified in the earlier period samples and the desired coverage of total
spend within AP was already achieved.

For the Oracle data for the period January to December 2011 a similar approach was used to obtain a
comparable coverage of AP invoice dollars, again with the intention of obtaining coverage of 75% of the
total spend within AP. Invoices were validated for vendors with charges over $600,000. For vendors in
the $100,000 to $600,000 category, 15 vendors were selected and all invoices for those vendors were
validated. For vendors in the under $100,000 category a random sample of 25 invoice line items was
validated.

For each charge sampled, we went through the general confirmation process steps noted above. In
addition to performing the assessment of the allocation factor used, we evaluated the invoice, the
purchase order or contract (if appropriate), identified the contact person within the business for the

¢ See Section 2.4.
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invoice, and confirmed the nature of the charges and basis for the allocation. If we preliminarily
determined that the allocation of a charge should change we confirmed our conclusions with the
Requlatory Department. If valid additional support was not provided by the Regulatory Department, we
included the item as an adjustment. With the assistance of the Regulatory Department we confirmed,
where possible, that the adjustment was not already adjusted by a general ledger journal entry. We
tested all journal entries based on the accounting codes in the invoice and determined whether the
entry had already been adjusted by the Company. In addition we developed a reason code for the
adjustments and grouped the adjustments accordingly (see above table). We identified if the allocation
was correct given the existing billing pools/allocation codes and direct charging options based on the
information provided in the supporting documentation (e.g., vendor invoice, purchase order, contracts,
work orders, etc.) and through confirmation with the process owners.

The approach for both systems resulted in our validation procedures being performed on approximately
$515M of a total of S690M or coverage of approximately 75% of total O&M charges for the AP cost area
for calendar year 2011. Based on the analysis this resulted in gross adjustments to AP expenses
amounting to approximately $27M.

Attached as Appendix B is a decision tree of the steps taken to determine if the service company AP
charges were being allocated properly. Attached as Appendix C is a summary by vendor and by
Company of proposed net changes in allocations.

Payroll Expenses Analysis

The analysis of payroll expense allocation is somewhat different for PeopleSoft and Oracle because of
the time keeping process and procedures used in each system. In PeopleSoft employees can charge
their time to any operating company or groups of operating companies either through direct charging or
through the use of bill pools/allocation codes. Generally, Oracle utilizes exception based accounting and
time defaults automatically based on pre-approved activities (with corresponding bill pools/allocation
codes) for a given department. Our analysis was focused on individuals who appeared to have not
requested changes to the departmental assigned activities in the Oracle system. The sampling
methodology described below was undertaken with the intention of obtaining 100% coverage of higher
dollar departments as well as judgmentally selected departments who perform a diverse set of
activities.

In both systems, there is a structure of departments with level 5 (“L5") departments being operating
level departments. We performed our testing at the L5 department level because it provided the best
definitions of departments across the US Company. There are 97 L5 departments and our PeopleSoft
sample included the L5 departments with payroll during January-December 2011 of over $2 million,
which accounted for 12 departments. In addition, a judgmental sample of 10 departments was selected
after consultation with National Grid to verify we were selecting the most germane departments for the
payroll expenses in question. This includes departments that perform a diverse set of activities across
multiple companies. This sample provided approximately 55% coverage of payroll charges in the
PeopleSoft system during January-December 2011. For the same 22 departments, we tested any
charges not originating in the service companies. This sample consisted of 10 of the 22 departments,
as not all of the 22 departments selected for testing had labor charges originating outside the service
companies. This coverage was deemed sufficient given the nature of the payroll charges by department
and given that our sampled departments were those with the highest dollars and those with the most
diversity in cost allocations.

For Oracle for the period January-December 2011, we performed similar sampling to gain
approximately 55% coverage of payroll charges in the Oracle system. The Oracle system includes 93 L5
departments. Although L5 is inherently a PeopleSoft term, we performed analytical procedures over
the Oracle data provided to us to correlate the naming convention of departments from PeopleSoft to
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Oracle. Similar to PeopleSoft our sample included the L5 departments with payroll during January-
December 2011 of over $3.0 million, which accounted for 13 departments. In addition, a judgmental
sample of 8 departments was selected. This coverage was deemed sufficient given the nature of the
payroll charges by department and given that our sampled departments were those with the highest
dollars and those with the most diversity in cost allocations.

For the “core” activities for the departments selected, we met with budget owners across the related
cost centers within the L5 department to gain an understanding of the core activities, projects and
allocation of payroll costs within each of the cost centers. We then developed an outlier report for those
who appeared to be using the core activities differently and those who were utilizing the time defaults
automatically. We performed a second analysis stratifying the data by bill pool/allocation code. We
identified the bill pools/allocation codes and talked with the budget owners/department heads to assess
who typically uses the different bill pools/allocation codes from those in the payroll data. We also
selected an employee from each of the departments selected for testing and went through the same
process. We then developed an outlier report for other employees using a bill pool/allocation code not
consistent with other employees using the expected bill pool/allocation code.

We followed up with the department head/budget owners and individual employees on the reasons for
outliers and determined whether an adjustment was required. If valid additional support was not
provided by the Regulatory Department, we included the item as an adjustment. With the assistance of
the Regulatory Department we confirmed, where possible, that the adjustment was not already adjusted
by a general ledger journal entry. We tested all journal entries based on the accounting codes in the
payroll and determined whether the entry had already been adjusted by the Company. In addition we
developed a reason code for the adjustment and grouped the adjustments accordingly (see above table).
We identified if the allocation was correct given the existing billing pools/allocation codes, and also
determined if a different allocation or a direct charge would have been more appropriate.

Due to the recent reorganization, we performed additional testing in the period October-December
2011. For the total payroll charges, we selected individuals who changed departments and compared
the bill pools/allocation codes they charged during October-December 2011 to the bill pools/allocation
codes they were expected to have charged based on their new job profile post the reorganization. These
new job profiles were established based on National Grid-led reorganization initiatives that we utilized
for purposes of understanding and validating the new time charging expectations. Based on this
information, our expectation was that the bill pools/allocation codes should change. Where they did not
change we investigated and identified potential adjustments. As before, we followed up with the
department head/budget owners and individual employees on the reasons for outliers and determined
whether an adjustment was required. If valid additional support was not provided by the Regulatory
Department, we included the item as an adjustment. With the assistance of the Regulatory Department
we confirmed, where possible, that the adjustment was not already adjusted by a general ledger journal
entry.

Additionally, we tested a sample of activities to determine whether the activities the employees
performed were directly related to bill pools/allocation codes set up for the activities. We sampled
approximately 75 employees and validated that accurate bill pools/allocation codes were set up. We
also selected a judgmental sample of approximately 100 employees and stratified their payroll charges
by month for the period January-December 2011. We confirmed with each individual whether the
direct charging and/or bill pool/allocation code utilized throughout the year was accurate. As before, we
followed up with the individual employees on the reasons for any outliers and determined whether an
adjustment was required. If valid additional support was not provided, we included the item as an
adjustment.

Finally, we performed comparisons of the payroll file to the employee expenses file for all service
company employees to further test the reasonableness of time and employee expense charging. We
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queried the data and identified instances where the time reporting did not match the expense reporting
as to charged BU and/or bill pool/allocation code. On a sample basis, we investigated instances where
items did not match to determine reasons. For those employees/departments deemed to have potential
exceptions, we determined whether follow-up was required on both the payroll and employee expense
testing. In addition, we sampled 25 people whose time reporting did match expense reporting as to
charged BU and/or billing pool, and validated in the sample selected that the expenses were charged to
the right bill pool/allocation code or direct charged to the right BU.

The approach for both systems resulted in our validation procedures being performed on approximately
$309M of a total of $529M or coverage of approximately 60% of total O&M charges for the payroll cost
area for calendar year 2011. Based on the analysis this resulted in gross adjustments to payroll
expenses amounting to approximately S6M. We identified adjustments for the following reasons”:

e Default accounting was used and employee automatically charged approved activities for their
department; however, a different bill pool/allocation code or direct charging method should
have been used due to exceptions to the normal payroll charging

e Incorrect default accounting was used due to incorrect initial setup or lack of update after the
reorganization process

e Incorrect bill pool/allocation code or direct charging was selected by the employee or was set up
incorrectly within an activity code

e Based on the reorganization, time charging for certain employees did not change and should
have

e Vehicle allowances were not being charged consistently with the employee’s payroll charges

Attached as Appendix D is a decision tree of the steps taken to determine if the service company payroll
charges were being allocated properly. Attached as Appendix E is a summary by department and by
company of proposed net changes in allocations.

Employee Expenses Analysis

For the employee expenses analysis we obtained files from both PeopleSoft and Oracle, performed the
general confirmation of the validity of the line items and validated that executive-level (i.e., Band A)
employees were excluded from the scope of work as per the parameters of testing set forth as an
assumption of our analysis by National Grid. The Band A employee charges were therefore not subject
to the scope of work performed. We initially followed up on the payroll and employee expense
comparisons previously described.

The following tests were performed on the entire population of employee expenses for both PeopleSoft
and Oracle for the period January-December 2011.

1. Keyword search - Searched for specific key words within the expense description that could
possibly be considered non-recoverable for regulatory purposes (e.g., rewards, recognition,
lobbying). These words were developed based on our prior experience with traditional rate
making, based on the National Grid CAMs, and the results of the most recent rate case and
then validated by the National Grid Regulatory Department. Expense reports were requested
for the items that could not be validated through the data analysis alone.

2. Location - A word search was also performed based on the location in the expense description
compared with the bill pool/allocation code or direct charge BU. Expense reports were
requested for the items that could not be validated through the data analysis alone.

! Proposed adjustments to payroll charges as a result of our procedures have not yet been reflected as an adjustment to the
burdens associated with these labor charges.
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3. Dues - Dues that were paid were tested for charitable or political contributions. For expenses
that could not be determined based on the expense description, the expense report was
requested to determine adjustments required.

4. Hotel / Airfare - A sample of these expenses were tested to determine that expenses did not
violate policy requirements and that they were charged appropriately.

5. Meals - A sample of meals were tested to validate the employee was traveling when the meal
was incurred and that they were charged appropriately.

6. Other / Business Meeting - A sample of charges to the other and business meeting description
was tested to validate the expenses complied with policy and that they were charged
appropriately.

7. Random - A sample of 255 employee expense reports were requested to validate if the
expenses complied with policy, were charged appropriately, and were incurred in the scope
period.

8. Payroll Different BU - As noted above, a detail analytic was run on the data to identify
employees who had charged expenses differently than their payroll. A test was run to
determine if this was appropriate based on the circumstance and location. Expense reports
were requested for items that could not be determined from the data analysis alone.

9. Payroll Same BU - A detail analytic was run on the data to identify employees who had
charged expenses the same as their payroll. A test was run to determine if this was
appropriate based on the circumstance and location. Expense reports were requested for
items that could not be determined from the data analysis alone.

10. Expatriates - Employees who are expatriates were tested for expenses that did not have “EX"
in the data description (non-expatriate related expenses) to determine if the employee was
actually in the United States when the expense was incurred.

11. Top 10 Employees by Expenses - Employees who incurred the highest amount of expenses
were tested to determine if their expenses complied with policy and were charged
appropriately.

12. Top 10 Employees by Payroll - Employees who were the highest paid employees (i.e., not Band
A) were tested to determine if their expenses complied with policy and were charged
appropriately.

13. Gifts - Gifts were tested for non-service company employee expense reports because service
company expense reports do not include any expense descriptions that included “Gifts".
These expenses were tested to validate they complied with policy and were charged
appropriately.

We tested the time and expense report detail in the system and a sample of receipts and other attached
supporting documentation for expenses. All of the sampled expense reports were tested for
reasonableness of expenses. Any expenses that did not appear to be within policy were either
qguestioned or supporting expense report receipts were inspected to ascertain the nature of the items.
Expense reports that were requested were also tested to validate that the expense was incurred in
calendar year 2011. We followed up with the individual employees on the reasons for potential
allocation adjustments and validated all adjustments with the Requlatory Department. With the
assistance of the Reqgulatory Department we confirmed, where possible, that the adjustment was not
already adjusted by a general ledger journal entry.

The approach for both systems resulted in our validation procedures being performed on the
approximately $14.0M of total O&M charges for the employee expense cost area for calendar year
2011. Based on the analysis this resulted in gross adjustments to employee expenses amounting to
approximately $188K.

Attached as Appendix F is a decision tree of the steps taken to determine if the service company

employee expense charges were being allocated properly. Attached as Appendix G is a summary by
expense test and by company of proposed net changes in allocations.
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General Ledger Journal Entries Analysis

As with all areas we obtained files from both the PeopleSoft and Oracle systems and went through the
general process to confirm the validity of the charges. The journal entries for PeopleSoft were agreed
back in total to AP, payroll and employee expenses for the allocation of all entries based on bill
pools/allocation codes. For Oracle, these similar allocation entries were not provided as part of our
scope, therefore we did not reconcile these amounts for the allocations. As noted above, we also tested
cost allocation correcting entries to the extent possible to assess whether adjustments were in the
correct accounting periods and linked to corrections identified in this process. We tested adjusting
entries in both directions from AP/payroll/femployee expenses to general ledger journal entry.

The items not in these above mentioned categories were sampled for both PeopleSoft and Oracle. We
initially performed the sampling for January-September 2011, and then rolled forward the analysis
using similar sampling methods for October-December 2011. The following is a table that describes our
sampling approach for each of the categories of journal entries:

System/ Origination Journal Entry Type Method of Input Testing Approach®
PeopleSoft Accounts Receivable Manual 100% of Population
Adjusting Entries Manual Top 53 by Total Dollars & Sample of 25 below top 53
Billing Manual 100% of Population
Inventory Manual/ Automated Top 15 by Total Dollars & Sample of 40 below top 15
Online Manual 100% of Population
PowerPlant Projects Manual/ Automated Top 12 by Total Dollars & Sample of 35 below top 12
Sales & Use Tax Manual 100% of Population
(SUT) Accounting
Adjustments
Spreadsheet Import Manual Top 28 by Total Dollars & Sample of 39 below top 28
PeopleSoft: Not Spreadsheet Import Manual Top 36 by Total Dollars & Sample of 15 below top 36
Originating in Service | Adjusting Entries Manual 100% of Population
Company Online Manual 100% of Population
Oracle Manual Manual 100% of Population
Recurring Manual 100% of Population
Spreadsheet Manual Top 14 by Total Dollars & Sample of 52 below top 14

Our analysis included the following steps:

o Tested journal entry support and identified the person responsible for the journal entry

e Followed-up with clarifications on the journal entry support with the applicable process owner in
the Accounting Department and then also the Requlatory Department

e Tested the documentation, including the journal entry summary form and any miscellaneous
supporting details and agreed support to the journal entry dollars

e Verified additional detail as indicated such as accruals and reversals and capital to expense
charges where applicable

e Performed other internal checks such as agreeing a business unit project to the business unit
charged

e For any corrections we identified that were recurring entries, we tested all related recurring
entries for the year to validate accuracy of the entries

e Grouped any adjustments for both PeopleSoft and Oracle into the same reason codes as
previously described

° The top number of journal entries based on total dollars was selected with the overall intent of achieving approximately 50%
coverage for journal entries.
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Not including the agreement of the allocations for AP, payroll, and employee expenses for PeopleSoft as
mentioned above, the approach for both systems resulted in our validation procedures being performed
on approximately $185M of a total of $388M or coverage of approximately 50% of total O&M charges
for the general ledger journal entry cost area for calendar year 2011. Based on the analysis this
resulted in gross adjustments to the general ledger amounting to approximately $S(161K).

Attached as Appendix H is a decision tree of the steps taken to determine if the service company payroll
journal entries were being allocated properly. Attached as Appendix | is a summary by journal entry
category and company of proposed net changes in allocations.
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5. Signature of Michael Barrett
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Appendices

Appendix A

Michael E. Barrett, CPA
Curriculum Vitae and Summary of Professional Testimony

Mr. Barrett is a partner with the firm of Ernst & Young LLP. Ernst & Young is one of the “Big Four”
accounting firms and one of the largest professional services firms in the world. At Ernst & Young Mr.
Barrett specializes in providing audit and consulting services to the electric, gas, water and wastewater
industries. He is a Certified Public Accountant in several states including Pennsylvania, Georgia, and
Florida. Mr. Barrett graduated cum laude from the University of Scranton in 1976 with a Bachelor of
Science in Accounting. In 1976, Mr. Barrett started his career with the Federal Power Commission,
which later became the Federal Energy Regulatory Commission, as a field auditor responsible for
completing audits of electric and gas utilities for compliance with the Commission’s Uniform System of
Accounts. In 1980, he joined Harvey Hubbell, Inc. a manufacturing company in Orange, CT., as a senior
internal auditor. There he was responsible for financial and operational audits of the various divisions of
the Company. In 1981, he joined Coopers & Lybrand in their national utility industry program as a
supervisor responsible for audits and consulting projects to utilities. He was admitted into the
partnership in 1988 and served as the Firm's national utility industry leader for the business assurance
line of business. In 1998, he joined the firm of Ernst & Young as National Director-Utilities. He
relinquished that role in September 2006 and is currently the Firm's Southeast Area Power & Utility
Sector Leader.

Mr. Barrett's experience includes financial audits of numerous electric and gas utilities including rural
electric cooperatives, and several energy marketers and traders. He has also performed contract audits
of power purchase agreements. He has also testified as an expert in regulatory proceedings and
arbitrations. In addition to his audit experience his non-audit client experience has included
examinations of prospective financial information and analysis of projections, assistance in mergers and
acquisitions including due diligence and financial analysis, financial systems design and implementation
and organization and staffing assessments.

Mr. Barrett is a member of the American Institute of Certified Public Accountants. He is a member of the
Corporate Accounting Committee of the Edison Electric Institute and American Gas Association. He has
served as the Treasurer of the Alliance to Save Energy. Mr. Barrett also co-authored a biennial report
“Survey of FERC Compliance Audit Findings" published by the Corporate Accounting Committee. He has
also spoken at numerous industry conferences and training courses sponsored by both industry
associations, Coopers & Lybrand and Ernst & Young.

Year Matter ‘ Reference
2012 | Yankee Gas Services Company Docket No. 10-12-02
Before the Connecticut Public Utility Regulatory Authority
2010 |South Jersey Gas Company BPU Docket No. GR 10010035
In the Matter of Petition for Approval Of Increased Base Tariff Rates
United States of America Civil Action No. 09-CV-100-RET-
VvS. CN
Louisiana Generating LLC
2009 | Entergy Gulf States, Inc. Consolidated Dockets U-21453, U-
Before the Louisiana Public Service Commission 20925, U22092 (Subdocket J)
2008 | United States of America Civil Action No. 5:07-CV-75-KSF
Vs,
Kentucky Utilities Company
New Jersey Natural Gas Company Docket No. GR0O6060415
Before the New Jersey Board of Public Utilities
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Year ‘ Matter Reference
2006 | Columbia Gas of Virginia, Inc. Case Nos. PUE - 2005 - 00098,
Before the Commonwealth of Virginia State Corporation Commission 10000
2005 |United States of America Civil Action No. 04-34-KSF
VS.
East Kentucky Power Cooperative, Inc.
Florida Power & Light Company Docket No, 050045-El
Before the Florida Public Utility Commission
Application of Nevada Power for Authority to Adjust Electric Rates N/A
Before the Nevada Public Service Commission
2004 | The United States et. al. Civil Action Nos. C2 99-1182, C2
VS. 99-1250
American Electric Power Company, et. al.
South Jersey Gas Company BPU Docket no. GR 03080683
In the Matter of Petition for Approval Of Increased Base Tariff Rates
Application of Madison Gas and Electric Company for Authority to Adjust Electric N/A
and Natural Gas Rates
Before the Wisconsin Public Service Commission
Application of Wisconsin Public Service Company for Authority to Adjust Electric N/A
Rates
Before the Wisconsin Public Service Commission
Nicor Gas Company Docket No. 01-0705, 02-0067,
VS. 02-0725
Illinois Commerce Commission
2001 |Cinergy Corporation N/A
VS.
The United States
2000 |South Jersey Gas Company and Elizabethtown Gas Company N/A
Before the New Jersey Board of Public Utilities
1999 |Delaware Electric Cooperative Docket 99-457
Before the Delaware Public Service Commission
Investigation by the D.T.E. into Boston Edison’'s Compliance With the Department’'s |DPU 97-95
Order in D.P.U. 93-37
1998 | Public Service of New Hampshire, North Atlantic Energy Corporation, Northeast N/A
Utilities and Northeast Utilities Service Company
VS.
Public Utilities Commission of the State of New Hampshire
Duquesne Light Company Re: Property Tax Assessment
VS.
State of Ohio
1997 | City of Warton, Pasadena and Galveston Texas Individually and as Class Pursuant to Texas Rule of Civil
Representatives Procedures Regarding Cause No.
VS. 96-016613
Houston Lighting & Power Company and Houston Industries Finance, Inc.
Application of ODEC for correction of Assessments of Gross Receipts Taxes and for | Case No. PST970002
a Refund - tax year 1997
American Bituminous Power Partners, L.P. Case No 55-198-012-96 DAW
VS.
Monongahela Power Company
1992 |Florida Cities Water Company N/A
Vs.
Hillsborough County, FL
City of Palm Bay, FL and City of North Port, FL Arbitration
Vs.
Generation Development Utilities, Inc.
North Carolina Municipal Power Agency No. 1 and Piedmont Municipal Power Fourth Arbitration
Agency
Vs.
Duke Power Co.
Seaboard Water Co. N/A
Vs.
Hillsborough County, FL
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Reference

Docket No. 911030-WS & Docket
No.911067-W

1991

City of Austin - City Commissions
Vs.
Southern Union Gas Company

N/A

Nevada Public Service Commission
VS.
Sierra Power Company

Docket No. 91-7079, et. al.

1989

Public Service Commission of The State of Tennessee
VS,
United Cities Gas Company

Docket No. 89-10017

1987

Central Florida Gas Company
VS.
Florida Public Service Commission

Docket No. 8970118-GU

1985

Public Service Commission of Delaware
Vs,

Chesapeake Utilities Corporation

Delaware Division

Docket No. 85-17

1983

Eastern Shore Natural Gas Company
Vvs.
Federal Energy Regulatory Commission

Docket No. RP83-32-000

Chesapeake Utilities - Citizens Division
Vs,
Maryland Public Service Commission

Case No. 7952

1982

Chesapeake Utilities - Delaware Division
Vs.
Delaware Public Service Commission

Docket No. 82-10
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Calendar Year 2011

CY 2011 by Company

The Narragansett Electric Company d/b/a National Grid
Summary Impact of Reallocations Based on Proposed Revised Allocators

THE NARRAGANSETT ELECTRIC COMPANY

d/b/a NATIONAL GRID
Docket No. RIP.U.C.
Schedule MDL-2

Page 1 of 123

(a) (b) (©)

Company As booked As Proposed Difference
Boston Gas Company 188,275,995 190,836,979 2,560,984
Colonial Gas 39,508,601 41,467,876 1,959,275
Energy North 20,804,447 20,301,865 (502,581)
EUA Energy Investment 3,730 3,730 0
Granite State Electric Company 20,683,833 21,739,604 1,055,771
GridAmerica Holdings 545 545 -
KEDLI 168,928,028 178,774,185 9,846,157
KEDNY 197,466,461 199,625,380 2,158,919
Keyspan Corporate Services 8,534,603 8,534,603 -
Keyspan Electric Services 254,282,874 253,418,048 (864,826)
Keyspan Energy Corp 19,406,535 14,307,370 (5,099,166)
Keyspan Energy Develop 3,172,425 2,864,104 (308,322)
Keyspan Engineering Services 18,456 18,456 -
Keyspan Services Inc 2,469,830 1,914,288 (555,592)
KS Energy Corp - West Hold (279) (279) -
KS Energy Management (46) (46) -
KS Energy Trading Services 1,724,687 1,678,376 (46,311)
KS Generation 107,464,185 102,351,066 (5,113,119)
KS Glenwood Energy 4,967,612 5,076,921 109,309
KS Holding Company West 25 25 -
KS LNG Regulated 37,353 37,353 0
KS New England 302,347 302,347 -
KS Port Jefferson Energy 6,659,875 6,773,032 113,157
KS Technologies Inc 426 426 -
Massachusetts Electric 399,884,199 405,084,818 5,200,619
Metrowest Realty 106,129 106,129 0)
Nantucket Electric 3,749,130 4,182,326 433,196
Narragansett Electric 245.981,179 251,169,692 5,188,513
Narragansett Gas 102,023,202 96,741,309 (5.281,893)
National Grid Billing Entity 3,620,035 3,620,035 0)
National Grid Service Company USA (63,143,492) (63,143,344) 148
National Grid Trans Services 22,346 20,050 (2,296)
National Grid USA 43,242,110 44,012,155 770,046
NE Hydro - Finance Co 2,700 2,700 -
NE Hydro - Trans Corp 1,253,115 1,311,875 58,760
NE Hydro - Trans Electric Co 4,214,118 4,342,666 128,548
NEES Energy (16,837) (16,837) 0
New England Electric Trans Co 1,923,212 1,617,717 (305,496)
New England Power Company 208,125,364 211,625,983 3,500,619
Newport America Corporation 689 689 -
Niagara Mohawk Holdings 229 229 0)
Niagara Mohawk Power Corporation-ELEC 555,072,030 540,228,121 (14,843,909)
Niagara Mohawk Power Corporation-GAS 61,459,963 61,861,839 401,876
Opinac NA 4,200 4,200 -
Prudence Corporation 144 144 -
Seneca-Upshur Petroleum 972,605 375,022 (597,583)
Valley Appliance & Merchandise 362,735 362,736 0
Wayfinder Group (4,086) 31,110 35,196

2,613,567,616 2,613,567,616 0
column (a) = Actual amount booked by company. See Exhibit 2A
column (b) = Amount charged by company based on proposed revised allocators. See Exhibit 2B
column (c) = column (b) minus column (a)

CY 2011 by Groups of Companies and Certain Individual Companies

Company Original Proposed Difference
MA GAS 227,784,596 232,304,855 4,520,259
NH 41,488,280 42,041,470 553,190
KEDLI 168,928,028 178,774,185 9,846,157
KEDNY 197,466,461 199,625,380 2,158,919
Keyspan Electric Services 254,282,874 253,418,048 (864,826)
MA Electric & Nantucket 6,692,299 6,755,297 62,998
Rhode Island Electric & Gas 37,377 37,378 0
New England Power Company (63,143,492) (63,143,344) 148
Niagara Mohawk Power Corporation 43,242,110 44,012,155 770,046
Other 1,736,789,084 1,719,742,193 (17,046,891)

2,613,567,616 2,613,567,616 0
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d/b/a NATIONAL GRID
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Schedule MDL-2
Page 2 of 123
The Narragansett Electric Company d/b/a National Grid
Summary of Actual Amounts by Company & Category
Calendar Year 2011
As booked by company
(a) (b) (©) (d) (e)
Company Direct Capital Direct Below Line Direct Bill Pool Grand Total
Boston Gas Company 44,182,582 1,715,695 61,056,813 81,320,905 188,275,995
Colonial Gas 9,253,264 331,974 13,251,421 16,671,942 39,508,601
Energy North 4,365,575 416,032 6,700,955 9,321,885 20,804,447
EUA Energy Investment - (€)) 3,742 (12) 3,730
Granite State Electric Company 12,244,747 483,091 4,310,971 3,645,025 20,683,833
GridAmerica Holdings - 234 311 - 545
KEDLI 64,067,472 5,720,467 24,466,751 74,673,338 168,928,028
KEDNY 44,765,053 6,925,690 56,776,308 88,999,410 197,466,461
Keyspan Corporate Services 8,534,603 - - - 8,534,603
Keyspan Electric Services 97,098,117 6,385,772 40,469,916 110,329,069 254,282,874
Keyspan Energy Corp 403,293 (1,053,554) 14,944,338 5,112,458 19,406,535
Keyspan Energy Develop (285,229) 9,159 2,822,788 625,708 3,172,425
Keyspan Engineering Services 18,456 - - - 18,456
Keyspan Services Inc 762,559 8,037 999,509 699,774 2,469,880
KS Energy Corp - West Hold - - (279) - (279)
KS Energy Management - - (46) - (46)
KS Energy Trading Services 3,992 56,883 1,328,571 335,241 1,724,687
KS Generation 26,424,557 1,821,883 51,480,968 27,736,777 107,464,185
KS Glenwood Energy 1,683,940 56,473 2,700,195 527,005 4,967,612
KS Holding Company West 25 - - - 25
KS LNG Regulated - 24 29,978 7,351 37,353
KS New England 35,144 - 267,203 - 302,347
KS Port Jefferson Energy 4,104,326 65914 1,930,642 558,993 6,659,875
KS Technologies Inc - - 426 - 426
Massachusetts Electric 138,858,710 7,482,278 130,548,071 122,995,140 399,884,199
Metrowest Realty 68,565 1,398 35,959 208 106,129
Nantucket Electric 1,733,302 80,930 813,610 1,121,289 3,749,130
Narragansett Electric 150,634,155 2,639,740 48,802,007 43,905,277 245,981,179
Narragansett Gas 53,651,711 1,341,248 21,558,495 25,471,748 102,023,202
National Grid Billing Entity 4,430 99,321 3,499,014 17,270 3,620,035
National Grid Service Company USA (63,143,492) 148 - (148) (63,143,492)
National Grid Trans Services (4,449) 329 24,219 2,247 22,346
National Grid USA (7,528,957) 37,784,366 12,033,075 953,625 43,242,110
NE Hydro - Finance Co - - 2,700 - 2,700
NE Hydro - Trans Corp 541,165 47,844 160,436 503,671 1,253,115
NE Hydro - Trans Electric Co 715,629 163,126 2,907,350 428,014 4,214,118
NEES Energy - 0) (16,858) 21 (16,837)
New England Electric Trans Co (472,967) 16,367 1,975,605 404,207 1,923,212
New England Power Company 145,044,294 2,192,824 44,976,322 15,911,924 208,125,364
Newport America Corporation - - 689 - 689
Niagara Mohawk Holdings 70 8 151 0 229
Niagara Mohawk Power Corporation-ELEC 269,525,725 (12,740,376) 119,746,243 178,540,438 555,072,030
Niagara Mohawk Power Corporation-GAS 12,702,864 1,951,380 11,638,898 35,166,821 61,459,963
Opinac NA 4200 - - - 4,200
Prudence Corporation - - 144 - 144
Seneca-Upshur Petroleum 130,954 11,452 66,178 764,021 972,605
Valley Appliance & Merchandise 159,345 22,651 180,556 183 362,735
Wayfinder Group (16,830) (5,729) 17,450 1,022 (4,086)
Grand Total 1,020,270,900 64,033,077 682,511,795 846,751,844 2,613,567,616
Column (a) = actual CY 2010 charges booked directly to capital accounts
Column (b) = actual CY 2010 charges booked directly below the line
Column (c) = actual CY 2010 charges booked directly to above the line, non-capital accounts
Column (d) = actual CY 2010 charges booked to a bill pool for allocation (including clearing). See Exhibit 2C for detail
Column (e) = sum of columns a through d
As booked by groups of companies and certain individual companies
Company Direct Capital Direct Below Line Direct Bill Pool Grand Total
MA GAS 13,618,839 748,006 19,952,376 25,993,827 60,313,047
NH - 233 4,053 (12) 4,275
KEDLI 8,534,603 - - - 8,534,603
KEDNY 97,098,117 6,385,772 40,469,916 110,329,069 254,282,874
Keyspan Electric Services (285,229) 9,159 2,822,788 625,708 3,172,425
MA Electric & Nantucket 26,424,557 1,821,883 51,480,923 27,736,777 107,464,140
Rhode Island Electric & Gas 1,683,964 56,473 2,700,195 527,005 4,967,636
New England Power Company 4,430 99,321 3,499,014 17,270 3,620,035
Niagara Mohawk Power Corporation (4,449) 329 24,219 2,247 22,346
Other 873,196,067 54,911,902 561,558,312 681,519,953 2,171,186,235
1,020,270,900 64,033,077 682,511,795 846,751,844 2,613,567,616
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Company

Boston Gas Company

Colonial Gas

Energy North

EUA Energy Investment
Granite State Electric Company
GridAmerica Holdings

KEDLI

KEDNY

Keyspan Corporate Services
Keyspan Electric Services
Keyspan Energy Corp

Keyspan Energy Develop
Keyspan Engineering Services
Keyspan Services Inc

KS Energy Corp - West Hold
KS Energy Management

KS Energy Trading Services
KS Generation

KS Glenwood Energy

KS Holding Company West
KS LNG Regulated

KS New England

KS Port Jefferson Energy

KS Technologies Inc
Massachusetts Electric
Metrowest Realty

Nantucket Electric
Narragansett Electric
Narragansett Gas

National Grid Billing Entity
National Grid Service Company USA
National Grid Trans Services
National Grid USA

NE Hydro - Finance Co

NE Hydro - Trans Corp

NE Hydro - Trans Electric Co
NEES Energy

New England Electric Trans Co
New England Power Company
Newport America Corporation
Niagara Mohawk Holdings
Niagara Mohawk Power Corporation-ELEC
Niagara Mohawk Power Corporation-GAS
Opinac NA

Prudence Corporation
Seneca-Upshur Petroleum
Valley Appliance & Merchandise
Wayfinder Group

THE NARRAGANSETT ELECTRIC COMPANY

The Narragansett Electric Company d/b/a National Grid

Summary of Proposed Amounts by Company & Category

d/b/a NATIONAL GRID
Docket No. RIP.U.C.
Schedule MDL-2

Page 3 of 123

Column (a) = proposed CY 2010 charges booked directly to capital accounts
Column (b) = proposed CY 2010 charges booked directly below the line
Column (c) = proposed CY 2010 charges booked directly to above the line, non-capital accounts

Column (d) = proposed CY 2010 charges booked to a bill pool for allocation (including clearing), See Exhibit 2D for detail

Column (e) = sum of columns a through d

Company

MA GAS

NH

KEDLI

KEDNY

Keyspan Electric Services

MA Electric & Nantucket
Rhode Island Electric & Gas
New England Power Company
Niagara Mohawk Power Corporation
Other

Calendar Year 2011
As proposed by company
(a) (b) ©) () (©)
Direct Capital Direct Below Line Direct Bill Pool Grand Total

44,182,582 1,715,695 61,056,813 83,881,889 190,836,979
9,253,264 331,974 13,251,421 18,631,218 41,467,876
4,365,575 416,032 6,700,955 8,819,303 20,301,865

- 1) 3,742 (11 3,730
12,244,747 483,091 4,310,971 4,700,796 21,739,604
- 234 311 - 545
64,067,472 5,720,467 24,466,751 84,519,495 178,774,185
44,765,053 6,925,690 56,776,308 91,158,329 199,625,380
8,534,603 - - - 8,534,603
97,098,117 6,385,772 40,469,916 109,464,242 253,418,048
403,293 (1,053,554) 14,944,338 13,292 14,307,370
(285,229) 9,159 2,822,788 317,386 2,864,104
18,456 - - - 18,456
762,559 8,037 999,509 144,182 1,914,288

- - (279) - 279)

- - (46) - (46)
3,992 56,883 1,328,571 288,930 1,678,376
26,424,557 1,821,883 51,480,968 22,623,658 102,351,066
1,683,940 56,473 2,700,195 636,314 5,076,921
25 - - - 25
- 24 29,978 7,351 37,353
35,144 - 267,203 - 302,347
4,104,326 65,914 1,930,642 672,150 6,773,032

- - 426 - 426
138,858,710 7,482,278 130,548,071 128,195,759 405,084,818
68,565 1,398 35,959 208 106,129
1,733,302 80,930 813,610 1,554,485 4,182,326
150,634,155 2,639,740 48,802,007 49,093,790 251,169,692
53,651,711 1,341,248 21,558,495 20,189,855 96,741,309
4,430 99,321 3,499,014 17,270 3,620,035

(63,143,492) 148 - - (63,143,344)
(4,449) 329 24,219 (49) 20,050
(7,528,957) 37,784,366 12,033,075 1,723,671 44,012,155

- - 2,700 - 2,700
541,165 47,844 160,436 562,431 1,311,875
715,629 163,126 2,907,350 556,561 4,342,666

- 0) (16,858) 21 (16,837)
(472,967) 16,367 1,975,605 98,712 1,617,717
145,044,294 2,192,824 44,976,322 19,412,543 211,625,983
- - 689 - 689

70 8 151 - 229
269,525,725 (12,740,376) 119,746,243 163,696,528 540,228,121
12,702,864 1,951,380 11,638,898 35,568,698 61,861,839
4,200 - - - 4,200

- - 144 - 144
130,954 11,452 66,178 166,438 375,022
159,345 22,651 180,556 183 362,736
(16,830) (5,729) 17,450 36,219 31,110
1,020,270,900 64,033,077 682,511,795 846,751,844 2,613,567,616

As proposed by groups of companies and certain individual companies
Direct Capital Direct Below Line Direct Bill Pool Grand Total

53,435,846 2,047,670 74,308,234 102,513,107 232,304,855
16,610,322 899,123 11,011,926 13,520,099 42,041,470
64,067,472 5,720,467 24,466,751 84,519,495 178,774,185
44,765,053 6,925,690 56,776,308 91,158,329 199,625,380
97,098,117 6,385,772 40,469,916 109,464,242 253,418,048
762,559 8,037 999,463 144,182 1,914,242
26,428,549 1,878,766 52,809,539 22,912,588 104,029,442
150,634,155 2,639,740 48,802,007 49,093,790 251,169,692
4,430 99,321 3,499,014 17,270 3,620,035
566,464,396 37,428,492 369,368,637 373,408,743 1,346,670,268
1,020,270,900 64,033,077 682,511,795 846,751,844 2,613,567,616
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1 Executive Summary
1.1 Introduction

National Grid is an international Gas and Electricity Company and one of the largest investor-owned
energy companies in the world. In the US, National Grid distributes electricity to nearly five million
customers in Massachusetts, New Hampshire, New York and Rhode Island. Owning 4,000 megawatts of
electricity generation, it is the largest power producer in New York State — carrying power to over one
million customers on Long Island and supplying around a quarter of New York City’s electricity needs. It is
also the largest distributor of natural gas in the north-eastern U.S., delivering gas to 3.4 million customers
in New York, Massachusetts, New Hampshire and Rhode Island.

PA Consulting Group (PA) is a leading management consulting company. We are an independent,
employee-owned firm of over 2,000 consultants, headquartered in London and operating from 30 offices
across the world including six offices in the United States. PA has a dedicated Global Energy Consulting
(GEC) industry practice focused on the utility and energy industries and has over 100 consultants working
for clients in this sector. PA’s GEC consultants work closely with leading investor-owned and publicly-
owned utilities, regulators, energy market participants and financial institutions to meet a broad array of
management consulting needs. PA has extensive experience in all segments of the energy sector, from
generation, transmission, distribution and supply through settlement, trading and support services. Of
particular relevance to this assignment, PA consultants have an extensive track record of having worked
with both regulators and utilities on cost allocation issues.

1.2 Background

In May 2011, National Grid issued RFP 027-11 for cost allocations-related consulting services. As
described in that RFP, National Grid is embarking on a Cost Allocations Review Project within its US
based regional jurisdictions and business entities. The project is to review the proposed changes by
National Grid personnel to existing cost allocation processes and methodologies in response to changes
recommended by a third party consultancy (Liberty Consulting Group) recently retained to review the
current state cost allocation processes and methodologies and attest to the soundness of the proposed
changes. These recommended changes are described in detail in Liberty Consulting Group’s report
(Liberty Report) entitled “Independent Review and Evaluation of the Affiliate Relationships and
Transactions Affecting National Grid U.S.” dated March 23, 2011. The specific recommended changes in
the Liberty Report are presented below.
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1.3 Summary of Liberty Report Recommendations

Following is a summary of the recommendations contained in the Liberty Report related to Cost
Assignment and Allocation.

1.

10.
1.

12.

13.
14.
15.

16.

17.
18.
19.

20.
21.

Operate with a common financial platform and common cost assignment/allocation methods and
procedures as soon as feasible; meanwhile, take steps to reconcile differences as much as possible
within the current systems.

Create a revised cost allocation approach that breaks the linkage between the allocation basis and
benefiting companies

Maintain the history of all mappings between the financial functional coding and the actual
organizational units in the financial systems.

Integrate the transactions between the U.S. and U.K. more fully into the U.S. financial systems and
processes.

Eliminate financial system processes that obscure the origin of costs.
Maintain directly assigned costs on the service-company books.

Train employees always to use direct assignment as the first preference over allocations for
attributing costs to benefiting entities.

Allow all transactions to be directly assigned to more than one benefiting company, but require
thorough documentation of the reasons for the multiple assignments and the method used to
determine the amounts directly assigned to each company.

Highlight in training materials and other employee communications the need to avoid using general
allocation methods, and institute controls to minimize the use of general allocators.

Use consistent capital recovery mechanisms.

Review the clearing account processes for both legacy KS and NG to determine the best practices
from each company to implement a consistent clearing account process.

Review both legacy NG and KS processes and procedures to calculate overhead rates and choose
the best method and practice.

Use a consistent basis or method to calculate and allocate building and other facility costs.
Uniformly automate the invoice retention and retrieval process.

Require consistent and complete documentation of the reasons for cost assignment and allocation
choices.

Require comprehensive, structured, regularly scheduled reviews and documentation of the status of
and changes in billing pools and cost allocation factors.

Establish rigorous cost allocation control structures and processes.
Create a complete and unified Cost Allocation Manual.

Revise training to make it clear and comprehensive once new, simplified cost allocation mechanisms
are in place.

Require affirmative time reporting requirements for all employees.

Implement a single time entry system to be used by all employees for time reporting.

4
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22. Institute controls to ensure that labor costs are properly allocated based on the operating entities that
benefited from the employee’s labor.

23. Implement a single expense reporting system.

24. Implement system checks that validate that the expense report accounting is consistent with the
employee’s time report accounting.

25. Institute controls to ensure that employee expenses are properly allocated.
26. Develop a consistent expense policy for all employees.
27. Remove cost allocation accounting code defaults for expense reporting.

Providing specific direction to the work performed to PA are the recommendations related to establishing
a common cost assignment/allocation process, breaking the linkage between the allocation basis and
benefiting companies, avoiding the use of the general allocator, and creating a new Cost Allocation
Manual.

Coincident with this effort are actions underway related to National Grid’s “US Foundation Program.” The
US Foundations Program (USFP) is National Grid’s name for its SAP implementation program. National
Grid currently has two separate systems used to process financials, Oracle Financials and PeopleSoft
Financials. These two systems will be merged into SAP later this year. As each of the two existing
systems has a unique set of allocation methods, merging the two systems will also require developing a
consistent allocation methodology.

The PeopleSoft System is the National Grid legacy system and the Oracle system is the legacy KeySpan
system. While the legacy National Grid and KeySpan service companies remain separate legal entities,
support functions have been effectively integrated to facilitate common governance practices, and
achieve economies of scale and other benefits. As a result, legacy National Grid and legacy KeySpan
employees performing essentially the same functions in the same organization are treated differently from
an accounting (and consequently, a cost allocation) perspective.

PA also developed an understanding of the current process and methodologies used for cost allocation
purposes. This understanding of the current process was obtained from the review of internal documents
and analyses provided by the Company, the review of the Service Company Form 60s, the Liberty
Report, documents developed in connection with the Foundations Program, and interviews of functional
area and accounting personnel.

PA was also briefed on the design of the SAP system, in particular the code block and the sequencing of
the closing / settlement process.
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2 Scope of Work

2.1 Original Scope of Work

PA’s original contract for this project included the following scope of work; this scope of work was based
on the scope of work defined in the RFP. The work was to be completed in three phases as described
below.

2.1.1 Phase 1 — Short Term Phase

National Grid is embarking on a Cost Allocations Review Project within its US based regional jurisdictions
and business entities. The project is to review the proposed changes by National Grid personnel to
existing cost allocations processes and methodologies in response to changes recommended by a third
party consultancy recently retained to review the current state cost allocations processes and
methodologies. National Grid is seeking to hire a Cost Allocations Specialist to review those proposed
changes by National Grid personnel relevant to cost allocations methodologies and to provide a written
opinion on the soundness of the proposed changes to be made to the current Cost Allocations
methodologies, processes and supporting systems relevant to meeting the spirit of the third party
recommendations in a manner consistent with industry standard best practices. This phase 1 review
project is targeted to start in May with the written opinion to be completed and submitted to the Vice
President of Revenue Management and Controls mid-June.

The Cost Allocation Specialist will work under the direction of the Vice President of Revenue
Management and Controls.

2.1.2 Phase 2 - Long Term Phase

Additionally, on a longer term engagement, the Cost Allocations Specialist will be tasked with providing
guidance, assistance and direction specific to integrating the recommended Cost Allocations changes
(methodologies, processes and systems) to the National Grid team currently working on the US based
design and implementation of SAP back office financial software applications known as the ‘US
Foundations Program’. This guidance should be written and form the basis for a Cost Allocation Manual
for subject matter experts implementing Cost Allocation function using the new SAP system. This phase 2
engagement should begin subsequent to Phase 1 in June, 2011. Completion of the Cost Allocation
Manual will be targeted to a mutually agreed end date once the Phase 2 engagement starts.

Longer term cost allocations advice is also sought to support the new US organizational structure as it
evolves creating regional jurisdictional entities while also supporting cross-jurisdictional corporate
functions and business areas within the US (see figure 1 below).
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Figure 1

National Grid USA — New Organizational Structure

Operations

Network Strategy

Customer US Functions

Shared Services

Regulation & Pricing
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HR US Leads of
Global Functions

IS

2.1.3 Phase 3 - Optional Phase

As communications with the regulators progresses there may be a need to engage the Cost Allocations
Specialist to testify before the appropriate governing bodies (e.g., New York Public Service Commission
(NYPSC)), on behalf of National Grid attesting to the soundness of the proposed changes to be made to
the Cost Allocations methodologies, processes and supporting systems in response to the third party
recommendations; also the progress in designing and implementing Cost Allocation methodologies in the
SAP back office financial software applications known as the ‘US Foundations Program’.
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2.2 Revised Scope of Work

Once the project started it soon became apparent that the Company had not yet developed the proposed
changes to its cost allocation processes and methodologies although some of the third party
recommendations were clearly being addressed by the USFP team. As a result, rather than rendering an
opinion on the proposed changes, the scope of work changed to focus on assisting the Company develop
the required changes to its cost allocation processes and methodologies.

The original proposed scope of work was revised as follows.

2.21 Phase 1 — Revised SOW

National Grid is seeking to hire a Cost Allocations Specialist to develop a common general allocator to be
used by both the legacy National Grid and legacy KeySpan companies. This new general allocator will
replace the single factor formula used by the legacy National Grid companies and the three-point formula
used by the legacy KeySpan companies. The recommended approach is intended to be consistent with
industry best practices and the recommendations of the third party consultancy. This phase 1 review
project is targeted to start in May with the written opinion to be completed and submitted to the Vice
President of Revenue Management and Controls by the end of July.

Activities to be completed during this phase include: review Liberty Report recommendations regarding
cost allocations; review status of Foundations Project (SAP) as it relates to cost allocations; review
current practices related to use of the “general allocator”; industry research related to use of general
allocators; recommend changes to General Allocator including detailed calculations of components; and
present recommendation to Senior Management. The Cost Allocation Specialist will work under the
direction of the Vice President of Revenue Management and Controls.

2.2.2 Phase 2 - Revised SOW

Additionally, on a longer term engagement, the Cost Allocations Specialist will be tasked with developing
a detailed cost allocation process for all National Grid USA companies fully coordinated with the National
Grid team currently working on the US based design and implementation of SAP back office financial
software applications known as the ‘US Foundations Program’. The new cost allocation process must be
developed consistent with industry best practices, the recommendations of the Liberty Consulting Group
study, and support the new US organizational structure (see figure 1 above).

The new cost allocation process, including guiding principles, will be documented in a Cost Allocation
Manual. This phase 2 engagement should begin subsequent to the start of Phase 1 in June, 2011.
Completion of the Cost Allocation Manual will be targeted to a mutually agreed end date once the Phase
2 engagement starts.

2.2.3 Phase 3 — Revised SOW

As communications with the regulators progresses there may be a need to engage the Cost Allocations
Specialist to testify before the appropriate governing bodies (e.g., New York Public Service Commission
(NYPSC)), on behalf of National Grid attesting to the soundness of the proposed changes to be made to
the Cost Allocations methodologies, processes and supporting systems in response to the third party
recommendations; also the progress in designing and implementing Cost Allocation methodologies in the
SAP back office financial software applications known as the ‘US Foundations Program’.
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3 Study Results

In this section of the report, PA presents by phase the results of the work performed consistent with the
revised Scope of Work in Section 2.

3.1 Phase 1: General Allocator

3.1.1 Background

The general allocator used by the legacy KeySpan service company is comprised of three components:
total assets, revenues and O&M expenses. The general allocator used by the legacy National Grid
service company is comprised of a single component: O&M expenses.

The objective of the first phase of the project was to develop a single general allocator to replace the
above two general allocators currently in use.

Working with the National Grid Cost Allocations project manager, PA completed the following activities
during this phase to accomplish this objective:

¢ Reviewed Liberty Report recommendations regarding cost allocations;

¢ Reviewed the status of Foundations Project (SAP) as it relates to cost allocations;
e Reviewed current practices related to use of the “general allocator”;

e Completed industry research related to use of general allocators;

e Recommended changes to General Allocator including the detailed methodology to be used to
calculate the three components; and,

e Presented the recommendation to Senior Management.

3.1.2 Approach

In developing our recommendation for a single general allocator for all National Grid USA service
companies, PA considered the following:

e Cost allocation guiding principles
e Commonly accepted practices in the utility industry, and
¢ National Grid’s business and operating model.

We also considered the recommendations contained in the Liberty Report.

3.1.3 Guiding Principles

Based on our experience and understanding of guidance provided by regulatory agencies such as
NARUC, we developed the following guiding principles.

e The components of the general allocator should impartially and fairly reflect the level of effort and
costs required by the service company to support each of the operating companies

e The underlying calculation used to support the components of the general allocator should be as
transparent as possible (i.e., based as directly as possible on published information)
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e The underlying calculation should not vary significantly from period to period based on factors
considered to be “non-controllable”

3.1.4 General Allocator Research Results

To develop an understanding of commonly accepted cost allocation practices in the utility industry, PA
reviewed the cost allocation policies and practices of about 25 utilities located in North America. We relied
on publically available materials, primarily through rate proceeding dockets electronically available on
regulatory commission websites. While PA also has available confidential materials provided in the
course of work performed for regulated utility companies, the practices described below come only from
publicly available sources.

Based on this research, and consistent with work PA has done in the industry, we found that the most
common general allocator used in the utility industry is the Massachusetts Formula (MF) or variations of
the Massachusetts Formula commonly referred to as the Modified Massachusetts Formula (MMF).

The Massachusetts Formula consists of Plant, Revenues, and Employees, equally weighted; however,
“Plant”, “Revenues”, and “Employees” are not specifically defined. As a result of the lack of specific,
authoritative guidance on the specific definitions of these three components, we found that variations
have emerged over time among utilities claiming to use the MF. For example, revenues may be defined
as top line revenues from the income statement or as gross margins; plant may be defined as utility plant
or as total assets; and labor may be defined as headcount or as payroll dollars. But in all cases, the
variances are small enough to still be considered as Massachusetts Formulas.

Similar to the Massachusetts Formula, there are a number of Modified Massachusetts Formulas in place,
usually with equally weighted component allocation factors, but the components differ somewhat from the
Massachusetts Formula.

The following tables provide detail regarding company-specific general allocators. While not exhaustive,
the following list includes many of utilities with multi-jurisdictional operations in the United States. In
order, the tables provide:

e Practices in the region
e Companies using the Massachusetts Formula
e Companies using a Modified Massachusetts Formula

e Companies using other formulas
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being most commonly used. But there is some variability in the specific calculation of the individual

components.

Utility/Holding Company _ General Allocator Formula

Massachusetts Formula (Average of Revenues,

ConEd

Central Hudson

Iberdrola

NStar

Northeast Utilities

Unitil

New York

New York

New York (RG&E, NYSEG) and
Maine (CMP)

Massachusetts

Connecticut (CL&P), Massachusetts
(Western Mass Electric), and New
Hampshire (PSNH)

Massachusetts (FG&E), New
Hampshire, and Maine

"

Assets, and Labor Costs)
Net Assets and Number of Employees

Massachusetts Formula (Operating Revenue,
Net PPE, Payroll)

Use a number of allocation methodologies
including: Number of Customers, Operating
Revenue, Avg. Capitalization, and Operating
Revenues. Also, Operating Revenues and
Capitalization

Gross Plant and Net Income

Massachusetts Formula (Operating Revenue,
Net PPE, Employees)
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Nationwide, the following companies use the Massachusetts Formula as their general allocator.

Utility/Holding Company _ General Allocator Formula

AEP

American Water

Black Hills

CenterPoint Energy

ConEd

Duke Energy

Iberdrola

Great Plains Energy
(Kansas City Power &
Light)

Unitil

Xcel

Multiple States

Multiple States

South Dakota, Wyoming,
Montana, Colorado, lowa,
Kansas, Nebraska

Texas, Louisiana, Minnesota,
Mississippi, Oklahoma

New York

Indiana, North Carolina, Ohio,
Kentucky, South Carolina

New York (RG&E, NYSEG)
and Maine (CMP)

Missouri, Kansas

Massachusetts (FG&E, New
Hampshire, and Maine

Minnesota, Colorado, Texas,
Michigan, New Mexico, North
Dakota, South Dakota,
Wisconsin

12

Total Assets, Number of Employees, and Number
of Electric Retail Customers (this is AEP’s most
commonly used functional allocator)

Operating Revenue, Net PPE, Employees

Asset Cost, Payroll, Gross Margin

Asset Cost {40%]}, Headcount {20%}, Gross Margin
{40%}

Average of Revenues, Assets, and Labor Costs

Gross Margin, Net PPE, Payroll

Operating Revenue, Net PPE, Payroll

Operating Revenue, Net PPE, Employees

Labor, Revenue, Plant

Average of Revenue, Employee, and Total Asset
Ratios
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The Modified Massachusetts Formula is also commonly used as shown in the table below.

Utility/Holding Company _ General Allocator Formula

Ameren

First Energy

NiSource

PPL (not including
LG&E/KU)

Progress Energy

PSE&G

Southern Company

lllinois and Missouri

Ohio, Pennsylvania and New

Jersey

Indiana , Kentucky and Ohio

Pennsylvania

North Carolina, South
Carolina, Florida

New Jersey

Georgia, Alabama,
Mississippi, Florida

13

Use an “Executive Allocator” which includes :Total
Capitalization, Total Assets, Sales Volumes

Initial allocation is based on FE’s Equity investments in
affiliates.

For allocations across subsidiaries FE use Gross T&D
Plant, O&M Expense, and T&D Revenues.

Total Plant, State Employees and Customers

Use the average invested capital, O&M, and number
of employees of subsidiaries.

Revenue, Asset, and Operating Expense Ratios

Use Revenue, Earnings, and CapEx

Use Net Fixed Assets, Operating Expenses, Operating
Revenues.
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Companies have also developed other formulas which they believe meet specific needs. For example:

Utility/Holding Company _ General Allocator Formula

Alliant Energy

Central Hudson

Constellation Energy

Entergy

EPCOR

Exelon

Integrys Energy

E.On (pre-acquisition by
PPL)

Northeast Utilities

NStar

PNM Resources, Inc.

Southern California
Edison

Wisconsin, lowa, Minnesota

New York

Maryland (BG&E)

Louisiana, Texas, Arkansas,
Mississippi

Alberta, Canada

lllinois (Commonwealth
Edison), Pennsylvania
(PECO)

Wisconsin (Wisconsin Public
Service), lllinois (Peoples
Gas), Minnesota and
Michigan

Kentucky (LG&E and KU)

Connecticut (CL&P),
Massachusetts and New
Hampshire

Massachusetts

New Mexico, Texas

California

14

e Use a General Ratio based on the sum of all Service
Company expenses directly assigned or allocated.

o Numerator is the Client Company

e Denominator is all Client Companies and/or the
Service Company.

o Net Assets and Number of Employees

o Total Corporate Assets, Equity, Employees and Gross
Margin

o Employees and Total Amount Billed (Complete
allocation factors, not just residuals)

o Total Annual Revenue, Total Net Assets, Total Annual
CapEx, Average Number of FTE’s

o Total Average Assets and 12 months Gross Payroll.

e Use a two-part formula: Total Assets and Total Non-
Fuel O&M

o Use Revenue, Total Assets, Number of Employees
and Direct Expense Ratios (used for cash
management and investment).

o Other ratios are also used

e Gross Plant and Net Income

e Use a number of allocation methodologies including :
Number of Customers, Operating Revenue, Avg.
Capitalization. Also, Operating Revenues and
Capitalization

e Pro-Rata distribution and Transactional allocations

o Operating Revenues, Operating Expenses, Number of
Employees, and Total Assets

e Some governance costs are allocated based on Equity
Investment and Advances.
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3.1.5 Recommendation

Based on the research performed, the guiding principles, the recommendations of the Liberty report and
the National Grid USA business and operating model, we believe the following proposed general allocator
represents the “best fit” for National Grid USA.

PA recommends that National Grid USA implement a common general allocator based on the Modified
Massachusetts Model, a model commonly accepted in the utility industry comprised of the following three
components, to be equally weighted:

e Gross Margin
e Net Plant
e O&M Expenses

The first two elements are closely aligned with the Massachusetts Formula. Gross Margin is
recommended instead of Revenue to eliminate potential variability in revenues due to the pass through of
purchased power and purchased gas costs from jurisdiction to jurisdiction and year to year. This is
especially true in an operating model in which unbundling has been implemented to a differing degree
among jurisdictions.

O&M expenses is recommended as the third component rather than an employee or payroll-related factor
because O&M expenses more properly recognizes the use of contractors and outsourced vendors in
National Grid’s business model.

PA’s General Allocator recommendation was made giving consideration to commonly-accepted industry
practices, National Grid USA’s operating and business model, and the recommendations made by Liberty
Consulting.

While not directly related to the design of the general allocator but instead based on the totality of PA’s
recommended cost allocation methodology, the percentage of service company costs direct charged or
allocated using a cost causative factor is expected to increase and the percentage of service company
costs allocated using the general allocator is expected to decrease. This was an intended consequence
of the Liberty recommendations.

The rationale behind these specific modifications is described below.

3.1.6 Justification

The proposed General Allocator is theoretically sound given National Grid’s unique circumstances and
reflects common-accepted industry practices

The use of a three factor formula based on the Massachusetts Formula as a general allocator is a
common practice in the utility industry; with few exceptions, the three components are equally weighted.

Utility regulatory commissions across the United States and in the Northeast have accepted both the
Massachusetts Formula and Modified Massachusetts Formula.

Using “gross margins” rather than “revenues” levelizes the impact of changing commodity prices and the
differing degrees to which utility services have been unbundled among jurisdictions.

Net Plant is a common component of general allocators in the utility industry, especially when there are no
significant non-regulated operations. Net Plant includes both Utility and Non-Utility Plant.
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Substituting “O&M expenses” for “employees” as the third component in the formula makes sense for the
following reasons:

¢ National Grid uses a combination of internal labor and contractors at the Client Companies. This mix
of labor could vary by Client Company.
e Some companies do not have “native employees” and instead use service company employees.

e The mix of internal labor and contractors should be based on sound business decisions. The basis for
these decisions could differ from operating company to operating company or division to division.
These business decisions should not be influenced by their potential impact on cost allocations. Using
O&M as the third component eliminates this as a decision making consideration.

Some other companies use equity or capitalization as a component of their general allocator; this is
reasonable for companies with significant non-regulated investments but that is not the case for National
Grid USA.

The legacy KeySpan general allocator is a Modified Massachusetts Formula comprised of these same
three components. The merger Joint Proposal “pre-authorizes” the use of the legacy KeySpan formula.

3.1.7 Definitions of the Three Components

The three components of the proposed General Allocator — Gross Margins, Net Plant and O&M Expenses
— are defined as follows. These definitions are intended to be as transparent as possible by using
information reported on Form 1 or equivalent with few adjustments. FERC Accounts and Page Numbers
discussed below reference FERC Form 1 reports or comparable Annual Reports filed with the state utility
regulatory agencies.

Gross Margins

“Gross Margins” are Total Operating Revenues (as adjusted, see below) less Cost of Purchased Power
and Purchased Gas. The sources for the specific components of gross margin are:

GROSS MARGIN:

Total Operating Revenues - Income Statement (detail on FERC Form 1: Page 300, Line 27; NYPSC Annual
Report: Page 64, Line 28)

Revenues are adjusted for:

Stranded costs. These revenues include the recovery of some of National Grid’s historical investments in
generating plants that were divested as part of the restructuring and wholesale power deregulation process in
New England and New York during the 1990s.

18A Assessments. These revenues are unique to the NY regulated utilities and represent the pass-through of
costs. These costs have characteristics similar to sales tax, which is a non-Revenue item.

Cost of Goods Sold:
Purchased Power - FERC account 555
Purchased Gas (Other Gas Supply Expense) - FERC Accounts 800 through 813
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Net Plant is defined as:

NET PLANT:

Net Plant is the sum of Net Utility Plant and Net Non-Utility Plant.

Net Utility Plant — Line 6 of the Balance Sheet (Page 110)

Net Non-Utility Plant — Line 18 less Line 19 of the Balance Sheet (Page 110)

Goodwill is deducted from the above as applicable. By excluding goodwill, Net Plant is consistently calculated as
the original cost of the assets purchased or constructed less accumulated depreciation. If goodwill were included,
the asset base for companies acquired at a premium would inflated above actual purchase/construction costs and
therefore receive a disproportionate share of costs allocated using the general allocator.

O&M Expenses are defined as:

O&M EXPENSES

The sum of all non-Purchased Power/Gas expenses less costs allocated from the Service Company distributed to
the Affiliate companies using the general allocator (and charged to a 920 or above account) and 18A
Assessments. Similar to the discussion of “sales tax” above in the context of 18A Assessment revenues, the
expense side of the 18A assessment, while booked to an O&M activity, has characteristics similar to sales tax
expense. Sales tax is a non-O&M expense.

The starting point is the Income Statement, Lines 4 and 5 (Page 114)
See above for the source of Purchased Power/Gas expenses

A Special Report will be required to determine the amount to be excluded for Service Company Charges based
on the General Allocator. This is the single significant exception to the “transparency” guiding principle.

3.2 Phase 2: Development of Cost Causative Allocation Factors
and CAM

In this section of the report we discuss both the development of the proposed cost causative allocation
factors' and the cost allocation manual®. Fundamental to both is the development of cost allocation
principles. These principles underpin the entire recommended approach to cost allocations. As such, the
discussion of the development of the proposed cost causative allocation factors begins with these
principles.

' See Appendix A for a summary of the services and allocation bases by function / department.

% See Appendix B for the latest draft of the Cost Allocation Manual (January 30, 2012)
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3.2.1 Cost Allocation Principles

The following allocation principles will be used whenever products or services are provided between the
Service Company and its Client Companies or among affiliates in the case of storm restoration or other
emergency services.

e If only one Client Company or affiliate causes a cost to be incurred or benefits from a cost, that cost
shall be directly charged or assigned to that Client Company or affiliate. Direct assignment should be
performed whenever practicable and is preferred over allocation.

e Direct assignment should be used only when all Client Companies or affiliates that receive a particular
product or service can be direct charged for that service.

e The general method for charging indirect costs should be on a fully allocated cost basis. Under
appropriate circumstances, incremental cost, prevailing market pricing or other methods may be
considered for allocating costs and pricing transactions among affiliates.

e To the extent possible, all direct and allocated costs between regulated and non-regulated services
and products should be traceable on the books of the applicable regulated utility to the applicable
Uniform System of Accounts. Documentation should be made available to the appropriate regulatory
authority upon request regarding transactions between the Service Company and its affiliates.

e The allocation methods should apply to the Service Company and its affiliates in order to prevent
subsidization from, and ensure equitable cost sharing among the regulated entity and its affiliates, and
vice versa.

e All costs should be classified to services or products which, by their very nature, are either regulated,
non-regulated, or common to both.

e The primary cost driver of common costs, or a relevant proxy in the absence of a primary cost driver,
should be identified and used to allocate the cost between regulated and non-regulated services or
products.

e Service Company functional area costs which cannot be directly assigned or allocated based on cost
causative allocation factors should be allocated to the Client Companies based on the proportion of
costs direct charged and allocated based on cost causative factors.

3.2.2 Cost Allocation Methodologies

The proposed hierarchy of cost allocation methodologies is as follows:

Direct Charge — involving costs which can be specifically identified with a particular service or product
and the Client Company to which that product or service is provided. Costs will be direct charged where
possible.

Cost Causative - methodology used to allocate directly attributable costs based upon measurable cost
causing relationships which cannot be direct charged.

General Allocator - methodology used to allocate indirectly attributable costs to entities; these are often
defined as “governance” or “business sustaining” costs.

Within the cost causative methodology, allocation bases fall into two categories:

e Those based on transaction volumes; in this case, the costs charged to the client companies vary
directly with their demand for the services provided. For example, ‘number of invoices processed’ is a
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cost basis (driver) for the Accounts Payable department to equitably distribute their costs to client
companies based on the number of invoices processed on behalf of that client company.

e Those based on “other” causes whereby the selection of the allocation basis is related to the specific
service being provided and is a proxy for a transactional-type allocation basis

3.2.3 PA Approach to the Development of Cost Causative Allocation
Bases at National Grid

PA performed the following tasks in developing the cost causative allocation bases described below.
1. Reviewed the relevant sections of the Liberty report

2. Developed understanding of Service Company structure through interviews and review of the 2011
NGUSA Operating Model

3. Reviewed other relevant internal studies

4. Conducted interviews of representatives from most Service Company departments and some
operating company personnel serving more than one utility or segment. The purpose of these
interviews was to:

 Identify the department’s primary activities performed and services provided
* |dentify the entities to whom the services were provided
* |dentified the resources involved in producing those services

* Discuss cost drivers and potential allocation bases reflective of those cost drivers (i.e., cost
causative allocation bases)

5. Reviewed the Company’s FERC Form 60s and other documents to identify allocation bases presently
used that were not identified during the interviews

6. Developed an understanding of current cost allocation practices

7. Reviewed cost allocation practices used at approximately 25 other utilities in the United States as
reported in FERC Form 60s or rate case testimony (often including Cost Allocation Manuals). As
examples,

e AEP uses 55 different allocation bases
* Ameren uses 24 different allocation bases

* Rochester Gas & Electric (part of Iberdrola) uses 12 different allocation bases but allocates a
number of costs using direct labor overheads not currently used by National Grid

* PEPCO Holdings uses 26 different allocation bases
* Integrys Energy uses 30 different allocation bases

8. Considered cost allocation-related work performed on behalf of other clients in the utility industry. In
one study prepared on behalf of Southwestern Public Service Company, we noted that the number of
allocation methods reported ranged from 6 to 75, with a median of 19.

9. Developed recommendations for the general allocator and cost causative allocation factors and
reviewed recommendations with company personnel including the SAP team.

10. Recommended alternative approaches such as the expanded use of a “service company cost pool”
to be allocated based on the Service Company’s composite cost causative allocations and direct
charges.
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11. Recommended the use of a clearing account for infrastructure costs (facilities and IT) that would
simplify the current process. This recommendation cannot currently be implemented as it would
require a design change to SAP.

12. Recommended a process whereby department specific supervision, overhead and A&G costs be
allocated based on the Department’s composite cost causative allocations and direct charges.

13. Recommended a list of allocation bases that represents the best fit for National Grid USA based on
its current business model giving consideration to issues raised in the Liberty audit and commonly
accepted allocation practices in the utility industry.

3.2.4 Cost Causative Allocation Bases

In this section of the report we describe the cost causative allocation bases (for both transactional and
“other” cost drivers, in that order) that we propose be part of SAP. These allocation bases and the client
companies to whom these services are provided will be selected as individuals report time or process
expenses using the appropriate fields in the SAP order number. For each cost causative allocation basis
we indicate who will be using the allocation basis (based on the current operating model), the rationale for
the use of the allocation basis, the source or methodology used to calculate the allocation basis, and other
options considered. This same information is also included in the Cost Allocation Manual (current draft
provided as Appendix B to this report). We expect that the Cost Allocation Manual will be updated as
required going forward to reflect subsequent changes in organization structures and responsibilities.

In some instances, the information required to develop the allocation percentages will not be available
prior to the implementation of SAP. In those instances, the application of these allocation bases as
discussed herein will be delayed.

In 2010, 38% of all Service Company costs were direct charged to Client Companies and 62% were
allocated. Of the 62% that were allocated, 60% of these costs were allocated using a general allocator.
Using the cost allocation process and methodology described in the revised Cost Allocation Manual (see
Appendix B), we expect that the percentage of costs allocated using the general allocator will be
substantially reduced. Best practices in the utility industry suggest a target of 5-10% for the level of costs
allocated using a general allocator. Given the number of changes either currently underway or recently
completed at National Grid USA including the change in the US Operating Model, the workforce reduction
efforts, and the IT transformation effort, it is difficult to model with precision the impact of these changes;
however, we expect that the implementation of this revised approach will move the company towards this
industry benchmark in a significant manner.

By breaking the linkage between the allocation basis with the companies benefiting from the service
provided as recommended by Liberty Consulting, the actual assignment of costs based of these allocation
can be tailored to the companies to whom the services are provided. For example, if services are
provided which are most appropriately allocated based on "Total T&D Expenditures" and the group
providing the service provides the service to gas companies only, the allocation percentages will be based
on Total T&D Expenditures data for the gas companies only.
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Allocation Basis: Number of Inbound and Outbound Collection Calls

Who will be using this Allocation Basis: This allocation basis will be used by the credit and collections
department and includes both outsourced and insourced collection services.

Rationale for use of the Allocation Basis: For this activity, costs are driven by the number of collection calls
received from customers and the number of calls placed by Company or contract employees that are collections
related. Different jurisdictions have different rules and regulations related to credit and collections. These
different rules as well as differing demographics can drive different level of work activities by utility. The use of
this allocation bases recognizes these differences.

Source and Calculation of the Allocation Basis: At this time, the only information consistently available for
both Company and contractor-provided services is the number of inbound collection calls. This information is
reported by the Collections Department based on call center records and data provided by contractors. Going
forward, the Company will use the call center phone systems to start tracking and reporting all outbound
collection calls.

Other Options Considered: The cost of credit and collection activities could also be allocated based on
numbers of customers, revenues or write-offs. However, the use of number of inbound and outbound collection
calls represents the most directly cost causative basis for allocating these costs and recognizes jurisdictional
differences that may not be reflected if number of customers or revenues was used. The level of write-offs
would likely be more indicative of relative levels of collection activities but is not as direct a cost driver as using
the actual level of collection activity.

Allocation Basis: Number of Bills

Who will be using this Allocation Basis: This allocation basis will be used by the TDC Billing Operations and
Procure to Pay Departments.

Rationale for use of the Allocation Basis: Resources used to provide these services are directly related to
the number of bills issued. Using this allocation basis recognizes synergies for those companies providing both
gas and electric services whereby the cost of those services is billed on a single customer invoice.

Source and Calculation of the Allocation Basis: Information provided by the Billing Department based on
customer billing system reports.

Other Options Considered: Billing Department costs could also be allocated based on the number of
customers by company; however, this would over allocate costs to those companies providing a single customer
bill for both gas and electric services. Number of payments processed is used by some companies to allocate
remittance processing costs; PA did not consider the use of a separate allocation basis for these services to be
necessary since the receipt of a bill typically triggers a payment transaction.
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Allocation Basis: Number of Purchase Order (PO) Lines

Who will be using this Allocation Basis: This allocation basis will be used by the Procurement Department.

Rationale for use of the Allocation Basis: Resources required are directly related to the volume of purchases
made. We recognize that while not all purchase orders require the same degree of effort, on an overall basis we
expect that the average time spent will be relatively consistent from company to company.

Source and Calculation of the Allocation Basis: This information will be available companywide on a
consistent basis upon implementation of SAP.

Other Options Considered: For those purchase orders which require significant involvement by Procurement,
another option for the company to take is to direct charge the companies on whose behalf Procurement is
serving. This option can work without jeopardizing the fairness of the allocation process if the direct charging is
done consistently; this will require a clear definition of “significant involvement” and routine oversight.

Allocation Basis: Number of Invoice Lines Processed

Who will be using this Allocation Basis: This allocation basis will be used by the Accounts Payable
Department.

Rationale for use of the Allocation Basis: Resources required are directly related to the volume of invoices
lines processed.

Source and Calculation of the Allocation Basis: Each line on an invoice represents a separate transaction.
An invoice line can be reported to one and only one Company, but an invoice may include charges to multiple
companies. This information will be available companywide on a consistent basis upon implementation of SAP.

Other Options Considered: Use number of invoices instead of invoices lines. This option presumes,
however, that each invoice is associated with one and only one Client Company. While this is true in some
instances, it is not true in all instances, and changing practices to move in this direction would negatively impact
the efficiency and effectiveness of both Procurement and Accounts Payable.

PA CONFIDENTIAL — Internal Use Only

229



THE NARRAGANSETT ELECTRIC COMPANY
d/b/a NATIONAL GRID

Docket No. RIP.U.C.

Schedule MDL-2

Page 63 of 123

Allocation Basis: Number of Claims Processed

Who will be using this Allocation Basis: This allocation basis will be used by the Claims Department.

Rationale for use of the Allocation Basis: Resources required are directly related to the volume of claims
processed.

Source and Calculation of the Allocation Basis: The Claims Department maintains a database of all claims
processed. The Client Company is identified in the database. Developing the percentages of claims processed
by Client Company using information provided by the Claims Department from this database is simple and
reliable.

Other Options Considered: We initially considered using number of claims paid as an allocation basis when we
believed this information was available and were unsure whether the total number of claims processed was
available. We subsequently learned that the Claims Department has reliable data available by company for both
the number of claims paid and the number of claims processed. Using the number of claims processed is more
reflective of the underlying cost drivers because many claims processed do not result in payment where the
company is found to not be at fault.

It is reasonable to expect that the volume of claims processed is proportional to the size of the Client Company.
That is, a utility with a significant investment in utility property and a large customer base would reasonably be
expected to have more claims than a utility with less plant and a smaller customer base. Therefore, another
option considered was to develop the allocation basis percentages using an allocation basis comprised of these
components. And this allocation basis would be relatively easy to administer. However, if more direct cost driver
data is reliable and available, PA’s preference is to use that data. And using more direct cost driver data
recognizes that operating practices may contribute to differences in rates of claims against individual Client
Companies and allows for the allocation of costs proportionate to the volume of claims by company.

Allocation Basis: Number of Inbound Call Minutes

Who will be using this Allocation Basis: This allocation basis will be used by the Customer Care contact
center.

Rationale for use of the Allocation Basis: Resources required are directly related to the volume and duration
of inbound calls. That is, the more calls taken, and the longer the call, the more representatives will be required
to handle customer calls. This is a commonly used allocation basis in the industry for contact centers.

Source and Calculation of the Allocation Basis: Number of calls taken and the duration of each call together
with wrap-up time by Client Company are readily available from the contact center telephone system.

Other Options Considered: Number of customers would be an alternative allocation basis. Again, however, if
more direct cost driver data is reliable and available, PA’s preference is to use that data. Using more direct cost
driver data recognizes that operating practices may contribute to differences in incoming call volumes and allows
for the allocation of costs proportionate to the volume of call minutes by company.
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Allocation Basis: Number of Customers

Who will be using this Allocation Basis: This allocation basis will be used by several departments including
Credit and Collections, Customer Meter Services, TDC (Customer Advocacy), Operations Support, and
Accounting Services (Revenue Accounting).

Rationale for use of the Allocation Basis: For these departments the level of work is driven by, and the client
companies benefit in proportion to, the number of customers by utility company.

Source and Calculation of the Allocation Basis: This information is available from the customer information
system. For purposes of this calculation, the count is both premises and meters-driven and may also be
described as "Number of Accounts." That is, a single premises receiving utility service by a single meter is
counted as one customer. A premises receiving both gas service and electric service from National Grid, with
both services being, of course, individually metered, counts as two customers. This information should agree
with the customer count reported in the FERC Form 1 or comparable annual reports.

Other Options Considered: For Customer Meter Services, we considered using “number of meters tested” as
an allocation basis. We ultimately concluded that meter testing represented only one of several services offered
by the meter shop and that meter shop work was performed on behalf on individual utilities proportional to the
number of customers.

Allocation Basis: Dollar Value of Capital Expenditures

Who will be using this Allocation Basis: This allocation basis will be used by several departments: Property
Accounting, Construction (when not direct charged), and Network Strategy (Standards, Engineering)

Rationale for use of the Allocation Basis: For these departments the level of work is largely driven by, or the
client companies benefit in proportion to, the volume and value of capital expenditures.

Source and Calculation of the Allocation Basis: This information used to develop the allocation percentages
by company is available in the FERC Form 1 or equivalent. The cash flow statements of each company report
“Cash Outflows for Plant.”

Other Options Considered: Using budgeted or forecasted capital expenditures by Company. This option was
dropped from consideration after discussions which indicated that actual capital expenditures are not expected
to differ significantly year over year and giving a preference to the use of publicly available data where possible.
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Allocation Basis: Number of Employees

Who will be using this Allocation Basis: This allocation basis will be used by several departments including
Human Resources; Payroll Accounting; Corporate Affairs (employee communications); Safety, Health and
Environment; Tax; and Insurance. This allocation basis is also currently used to allocate IT Desktop support
costs.

Rationale for use of the Allocation Basis: For these departments the level of work is largely driven by, or the
client companies benefit in proportion to, the number of employees by Company. This is a commonly-used
allocation basis for these services in the utility industry.

Source and Calculation of the Allocation Basis: This information is available from the Human Resources
information system and is based on the number of active employees (both full and part-time) at the end of the
preceding calendar year by Company. In this case, the Service Company receives a percentage of these costs
based on its proportionate share of employees. The costs allocated to the Service Company will then be
reallocated to the Client Companies in the same proportion as the sum of all other service company-allocated
costs.

Other Options Considered: For Payroll, we considered using “number of paychecks issued” as the allocation
bases. The logic in considering this allocation basis was that the salaried and bargaining units are on different
pay schedules. We dismissed this option for the following reasons: all pay schedules are the same among
companies; that is, bargaining unit employees working for Massachusetts Electric receive paycheck on the same
frequency and bargaining unit employees working for Niagara-Mohawk. In addition, we were informed that the
mix of salaried and bargaining unit employees is not significantly different from company to company. For IT
Desktop Support costs, it may be possible to move to more direct charging of these costs by requiring the
outside vendor who provides these services to itemize its bill based on the home company of the individual to
whom the desktop support services were provided. For some HR services such as labor negotiations, the use of
a subset of the employee population (i.e., the bargaining unit workforce) as the allocation basis may be more
reflective of the underlying cost driver. This issue can be effectively addressed by restricting the calculation of
the Number of Employees allocation basis for these activities to those companies with the represented
employee groups subject to the labor negotiations.
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Allocation Basis: Total Dollar Value of Service Company Costs Direct Charged and Allocated

Who will be using this Allocation Basis: This allocation basis will be used by the Service Company to
reallocate costs of services provided to the Service Company. Examples of these services include Human
Resources and Payroll services as discussed above together with services such as Service Company
Accounting.

Rationale for use of the Allocation Basis: Services provided to the Service Company benefit the Client
Companies proportionate to the value of Service Company services direct charged and allocated.

Source and Calculation of the Allocation Basis: This information is available from the Service Company
Integrity (i.e., Accounting) Department based on the existing allocation process. As a result, the allocation
percentages will likely change when data becomes available from SAP which reflects the updated cost allocation
methodology as described herein.

Other Options Considered: One other option is to ignore Service Company employees, for example, when
allocating Human Resources and Payroll Accounting costs. The benefit in using a two-step approach is that it
provides the jurisdictions with a more true cost of the services provided based on the utilities’ specific demands
for those services. Having more true costs is valuable for benchmarking purposes and when negotiating these
services as part of the Service Level Agreement process.

Allocation Basis: Total T&D (Transmission and Distribution) Expenditures

Who will be using this Allocation Basis: This allocation basis will be used by Finance Business Partners
(Finance Strategy); COO; Network Strategy (other than vegetation management and 3rd party attachments);
and Safety, Health and Environment.

Rationale for use of the Allocation Basis: The level of effort spent on behalf of, and the benefits received by,
the Utilities these functional areas are substantially driven by and proportionate to the combined spend on T&D
O&M and capital.

Source and Calculation of the Allocation Basis: This information is available from the Service Company
Integrity (i.e., accounting) department based on publicly available documents such as FERC Form 1s and
equivalent annual reports.

Other Options Considered: We considered using the general allocator or similar multi-component allocation
basis. In the end, we believed that using Total T&D expenditures was the most direct cost driver for these
services.
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Allocation Basis: Department Productive Time

Who will be using this Allocation Basis: Each department will use this allocation basis

Rationale for use of the Allocation Basis: Each department has costs related to activities that support the
direct provision of that department’s products and services. Examples of these costs include time and expenses
associated with employee training, attending departmental and enterprise-level meetings, supervision, and other
office expenses. The provision of each department’s products and services to the Client Companies (i.e.,
“Department Productive Time”) are supported by these indirect activities.

Source and Calculation of the Allocation Basis: This data will be unavailable prior to the implementation of
SAP.

Other Options Considered: Until such time as the required information is available from SAP, one option would
be to base the allocation percentages on individual departmental budgets. It is not clear that the required level of
budget detail is uniformly available, however. Another option is to use the general allocator. However, one of
the objectives of the cost allocation project is to reduce the percent of Service Company costs allocated using
the general allocator to a percentage more close to best practice in the utility industry. One company
considered best practice as measured by the percentage of service company costs allocated using the general
allocator used a comparable process.

Allocation Basis: Miles of Overhead Electric Lines

Who will be using this Allocation Basis: This allocation basis will be used by Network Strategy for vegetation
management and electric emergency response planning activities. Note: The cost of helicopter surveys and
patrols will be direct charged.

Rationale for use of the Allocation Basis: The resources required to perform, and the level of benefits
derived from, these activities are directly related to the miles of electric lines.

Source and Calculation of the Allocation Basis: This information is available from National Grid’s asset data
and analytics group.

Other Options Considered: Electric utility plant in service by utility. While a reasonable option, does not
provide the same degree of cost causation. To the extent that individual utilities have more or less aggressively
been able to underground power lines, these differences may not be reflected in electric plant balances but
would impact the cost of these services (or benefits provided) to the individual utilities.
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Allocation Basis: Number of Joint Use Poles

Who will be using this Allocation Basis: This allocation basis will be used for 3rd party attachment activities
in the Network Strategy department.

Rationale for use of the Allocation Basis: The resources required to perform, and the level of benefits
derived from, these activities are directly related to the number of joint use poles.

Source and Calculation of the Allocation Basis: This information is available from National Grid’s Network
Strategy group.

Other Options Considered: A potentially better cost driver related to this activity is the number of pole
attachments; however, at this time a reliable count of the number of pole attachments by utility is not available.

Allocation Basis: Microwave Airline Circuit Miles

Who will be using this Allocation Basis: Based on FERC Form 60, this is an existing allocation basis used by
the telecommunications group within Network Strategy.

Rationale for use of the Allocation Basis: While the total dollar amount of costs to be allocated using this
allocation basis is not expected to be as great as for other allocation bases, PA was informed that this
information is required to comply with contractual agreements. The dollars being allocated are the costs to
administer the shared telecommunications network.

Source and Calculation of the Allocation Basis: This information is available from National Grid’s Network
Strategy group.

Other Options Considered: None

Allocation Basis: Level of Debt Outstanding

Who will be using this Allocation Basis: This allocation basis will be used by the Treasury Department.

Rationale for use of the Allocation Basis: Many of the activities of the Treasury Department are related to the
level of debt outstanding. These activities include compliance, debt management and treasury operations.

Source and Calculation of the Allocation Basis: This information is provided by the Treasury Department
and represents the average level of long-term debt and short-term borrowing caps for the prior calendar by
Company as a percent of the average level of long-term debt and short-term borrowing caps for all companies.

Other Options Considered: \We considered individual allocation bases for the individual group’s within the
Treasury department but ultimately could not justify that added level of precision with the cost given the relatively
small value of the dollars in each allocation bucket considered.
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Allocation Basis: Dollar Value of Property Owned

Who will be using this Allocation Basis: This allocation basis will be used by the Property Strategic Services
and Property Tax groups with the Shared Services Department, the Insurance Department, and Safety, Health
and Environment.

Rationale for use of the Allocation Basis: The resources required to provide these services, and the benefits
derived by the individual Client Companies, are related to the dollar value of property owned.

Source and Calculation of the Allocation Basis: This is an existing allocation basis calculated as the ratio of
gross fixed assets, valued at original acquisition costs, and investments owned in other companies, including
construction work in progress, at the end of the year, the numerator of which is for a specific client company and
the denominator being all recipient client companies.

Other Options Considered: None.

Allocation Basis: Revenues and Number of Commodity Transactions

Who will be using this Allocation Basis: This allocation basis will be used by Treasury (energy risk
management and reporting), Accounting (energy procurement back office activities) and the Chief Customer
Officer (energy procurement) functions.

Rationale for use of the Allocation Basis: The resources required to provide these services, and the benefits
derived by the individual Client Companies, are directly related to the volume and dollar value of commodity
purchases. This is the same allocation basis that will be used to allocate the cost of the new Energy Trading
and Risk Management system being implemented by National Grid.

Source and Calculation of the Allocation Basis: The information required to calculate this allocation basis
comes from the existing ETRM (the “deal” related information) system and revenues come from publicly
available financial reports. The calculation is a two-step process. The first step is to determine the gas /
electric split. This is accomplished by equally weighting the percentage splits between electric and gas for the
number of deals transacted, expected annual transaction values, and the number of ETRM system users. Once
this split between gas and electric is determined, these percentages are applied to the individual companies
based on revenues to calculate weighted average allocation percentages on a combined basis.

Other Options Considered: We considered using commodity purchase volumes on a standalone basis as the
allocation basis. Given that processes were already in place to allocate the cost of the new ETRM system
based on this allocation basis it made sense that we move to a common allocation basis, especially since this
allocation basis is more closely aligned with the actual cost drivers for these activities. In addition, the
calculation of the allocation basis if based on commodity purchase volumes would require an assumption of the
relative weighting of a "kWh" purchased compared to a "Dth" purchased. Using this allocation basis eliminates
the need for this assumption.
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Allocation Basis: Number of General Ledger (GL) Transactions

Who will be using this Allocation Basis: This allocation basis will be used by Accounting Services. The
Accounting Services department is responsible for maintaining the general and supporting ledgers of the Client
Companies.

Rationale for use of the Allocation Basis: The resources required to provide these services are directly
related to the volume and dollar value of commodity purchases. This allocation basis is commonly used in the
utility industry.

Source and Calculation of the Allocation Basis: The information required is not currently available but is
expected to be made available in SAP.

Other Options Considered: Other options considered included the use of the general allocator similar to what
is proposed for other finance function departments such as Corporate Accounting.

Allocation Basis: Mainframe Profile

Who will be using this Allocation Basis: This allocation basis is used by IT Enterprise Operations to allocate
data center costs.

Rationale for use of the Allocation Basis: This allocation basis allocates data center costs according to their
approximate usage by each entity.

Source and Calculation of the Allocation Basis: The percentages used to allocate these costs to the client
companies are based on a comprehensive study completed several years ago. Data required to update this
study will not be available prior to the implementation of SAP.

Other Options Considered: National Grid USA IT is currently going through an IT Transformation initiative.
One of the objectives of this initiative is to have greater transparency of the cost and demand for IT services.
Coupled with changes that will be required by the replacement of various current systems with SAP, IT function
allocation bases including “Mainframe Profile” are likely to continue to evolve. The results of this evolution
cannot be predicted in detail at this time. PA’s industry research indicates that for many companies in the utility
industry the IT departments commonly have a more comprehensive set of allocation bases than reflected here.
Grid IT USA currently uses direct charging in many instances; it is expected that the dollar value of IT services
direct charged will at least remain the same and more likely increase in the future (see the Number of
Employees allocation basis write-up for a related discussion of Desktop Support Services).
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Allocation Basis: Server Profile

Who will be using this Allocation Basis: This allocation basis is used by IT Enterprise Operations to allocate
server costs.

Rationale for use of the Allocation Basis: This allocation basis allocates server costs according to their
approximate usage by each entity.

Source and Calculation of the Allocation Basis: The percentages used to allocate these costs to the client
companies are based on a comprehensive study completed several years ago. Information required to update
this study will not be available prior to implementation of SAP.

Other Options Considered: National Grid USA IT is currently going through an IT Transformation initiative.
One of the objectives of this initiative is to have greater transparency of the cost and demand for IT services.
Coupled with changes that will be required by the replacement of various current systems with SAP, IT function
allocation bases including “Server Profile” are likely to continue to evolve. The results of this evolution cannot be
predicted in detail at this time. PA’s industry research indicates that for many companies in the utility industry
the IT departments commonly have a more comprehensive set of allocation bases than reflected here. Grid IT
USA currently uses direct charging in many instances; it is expected that the dollar value of IT services direct
charged will at least remain the same and more likely increase in the future (see the Number of Employees
allocation basis write-up for a related discussion of Desktop Support Services).

Allocation Basis: Gross Margin, Net Plant and O&M Expenses ("General Allocator")

Who will be using this Allocation Basis: This allocation basis will primarily be used by functions and
departments providing governance or business-sustaining services to the enterprise. The Functions expected to
use this allocation bases include: executives, shareholder relations, corporate accounting, Corporate Secretary,
enterprise risk management, tax department, corporate planning and reporting, SarBox, strategic planning,
corporate affairs, internal audit, legal, insurance (general liability), jurisdictional presidents, and regulatory.

Rationale for use of the Allocation Basis: Section One of this report describes in detail the rationale for the
use of this allocation basis.

This allocation basis reasonably represents the cost drivers of the jurisdictional presidents and regulatory to the
extent their time cannot be direct charged. It is expected that legal and internal audit costs will be direct charged
where appropriate or, in the case of internal audit, that a more appropriate allocation basis will be used based on
the specific focus of the audit.

Source and Calculation of the Allocation Basis: See Section 3.1 of this report for a detailed description of
the source and calculation of this allocation basis.

Other Options Considered: See Section 3.1 of this report in which we describe in detail the process used to
develop the recommended general allocator.

In Appendix A, we present a summary of the services offered and the related allocation or charge bases
by Functional Area and Department. In the allocation bases section of this summary we indicate whether
the department will also be direct charging for the service provided and whether the general allocator will
be used. Please refer to Note 1 and Note 2 at the top of Appendix A for additional information.
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In addition to the above, Service Company departments can use the following charging bases without

using the SAP allocation process embedded in the order number. In some cases, these charging bases
are similar to "billing" bases as if these services had been procured from an outside vendor. This practice

is commonly found in the industry for services such as the Print Shop. The related costs will be direct

charged to the appropriate company or cost center. This information may not be currently available in all

instances. These are:

Time Study (Fixed Distribution)

Number of Airplane Trips

Number of Vehicles

Number of Training Center Transactions

Square Feet

Number of Images Printed

PA CONFIDENTIAL — Internal Use Only

Based on periodic time studies of work performed or planned to be
performed. (Time entered as if direct charged.)

Fixed cost per trip calculated outside of SAP

Used to assign costs to client company transportation clearing
accounts with calculation done outside the SAP order number
allocation process

Cost to provide training billed to users on a per session attended
basis

Square feet per facility

Based on the number of documents copied, bound and printed with
the cost of the services provided based on periodic studies.
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1. Introduction

National Grid, a publicly traded company based in the United Kingdom, is an international
electricity and gas company and one of the largest investor-owned energy companies in the world.
National Grid USA (Company) is a wholly-owned subsidiary of National Grid.

National Grid USA Service Company, Inc. (Service Company), a wholly-owned subsidiary of
National Grid USA, is a company engaged primarily in the rendering of services to companies in
the National Grid USA holding company system. The organization, conduct of business and
method of cost allocation of the Service Company are designed to result in the performance of
services and the provision of goods economically and efficiently for the benefit of affiliate
companies at cost, fairly and equitably allocated among such companies.

The purpose of the Cost Allocation Manual (“CAM”) is to prescribe the manner in which costs will
be charged to the National Grid USA client companies (Client Companies) by the Service Company
or among affiliates in the event of storm restoration and other emergency services. The prevailing
premise of these cost allocation guidelines is that allocation methods should not result in
subsidization of non-regulated services or products by regulated entities or subsidization of
services or products from one regulated entity to another.

The provision of administrative services to the Client Companies by the Service Company is
specified in Service Contracts (National Grid legacy companies) and Service Agreements (KeySpan
legacy companies) filed with the respective utility regulatory commissions (Commission). [This
reflects the current service company organization.]

2. Responsibility for Maintaining the CAM

The Vice President, Service Company and Regulatory Accounting, has overall responsibility for the
Company’s cost allocation policies and procedures. The Director, Service Company Integrity, has
day-to-day responsibility for maintaining the CAM and ensuring that accounting records reflect the
policies and procedures described in the CAM. This includes responsibility for maintaining the list
of approved cost allocation bases as described in Section 10 of this manual.

3. Definitions

@ lAct — NAME OF APPROPRIATE STATE LAWS. {JFJ'= Not sure if this is applicable. Should

b. Affiliates — Companies that are related to each other due to common ownership or
control. For example, affiliates include National Grid USA Service Company, Niagara

(9%

National Grid — Cost Allocation Manual
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Mohawk Power Corporation, Massachusetts Electric, and KeySpan Energy Delivery of Long
Island (KEDLI). Public Utility Holding Company Act (PUHCA) 2005 defines the term
“affiliate” of a company as any company, 5 percent or more of the outstanding voting
securities of which are owned, controlled, or held with power to vote, directly or
indirectly, by such company.

c. Associate Company — According to PUHCA 2005, the term “associate company” refers to
any company in the same holding company system with such company.

d. Attributable Cost — Costs which are incurred for activities and services which benefit the
client companies. Some costs are directly attributable to the client companies; other costs
such as corporate governance costs are indirectly attributable to the client companies.

e. Client Companies — Affiliates which receive services provided by the Service Companies.

f. Cost Causative Allocation Factor — Methodology used to allocate directly attributable
costs based upon measurable cost causing relationships; for example, payroll department
costs are allocated on the number of employees for each entity to which the Service
Company provides this service.

g. Commission — The State utility regulatory commissions in the states in which National Grid
operates. These include the New York Public Service Commission, the Massachusetts
Department of Public Utilities and the Rhode Island Public Utilities Commission.

h. Cost Allocation Manual (CAM) - An indexed compilation and documentation of the
Company's cost allocation policies and related procedures.

i. Cost Allocations - The methods or ratios used to apportion costs. A cost allocator can be
based on the origin of costs, as in the case of cost drivers; cost-causative linkage of an
indirect nature; or one or more overall factors (also known as general allocators).

j.  Common Costs - Costs associated with services or products that jointly benefit all
regulated and non-regulated business units.

k. Cost Driver - A measurable event or quantity which influences the level of costs incurred
and which can be directly traced to the origin of the costs themselves; for example,
number of invoices processed is a cost driver for the Accounts Payable department. To the
extent possible, the allocation basis should reflect the underlying cost driver if the cost
cannot be direct charged.

I.  Cross-subsidization — The offering of a competitive product or service by an electric or gas
public utility, or an affiliate, which relies in whole or in part on the use of utility employees,
equipment or other assets, and for which full compensation (via cost allocation or direct
payment), has not been provided resulting in the inappropriate transfer of benefits from
the utility ratepayers to the competitive affiliate. See 18 C.F.R. Part 35 (2008) for FERC
rules regarding cross-subsidization restrictions on affiliate transactions.

National Grid — Cost Allocation Manual 4
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m. Direct Costs - Costs which can be specifically identified with a particular service or product
and the Client Company(s) to which that product or service is provided. These costs are
charged directly to the Client Company(s).

n. Fully Allocated Costs — The sum of the direct, indirect and other economic costs of all
equipment, vehicles, labor, related fringe benefits and overheads, real estate, furniture,
fixtures and other administrative resources utilized, and other assets utilized and costs
incurred, directly or indirectly in the providing of services from the service company to an
affiliate.

o. Functions — Refers to the National Grid internal organizational structures under which
National Grid USA conducts business.

p. General Allocator — Methodology used to allocate indirectly attributable costs to entities.
For National Grid USA, the general allocator is the ratio of net assets, gross margins and
O&M expenses, equally weighted.

g. Holding Company — PUHCA 2005 defines “holding company” as “any company that
directly or indirectly owns, controls, or holds, with power to vote, 10 percent or more of
the outstanding voting securities of a public-utility company or of a holding company of
any public-utility company” and any person who exercises “a controlling influence over the
management or policies of any public-utility company or holding company as to make it
necessary or appropriate for the rate protection of utility customers with respect to
rates...”

r. Indirect Costs - Costs that cannot be directly identified with the provision of a particular
product or service. This includes but is not limited to governance costs, insurance, and
taxes as well the cost of services supporting the Service Company such as Service Company
accounting and recruiting for Service Company positions.

s. Jurisdictions — Refers to the geographic areas in which National Grid USA operates.
Jurisdictions are comprised of one or more utility companies.

t. Non-Regulated — Those entities, products and services which are not subject to regulation
by regulatory authorities.

u. Operating Companies — Companies to whom the Service Companies provide products and
services. Operating Companies include, but are not limited to, Niagara Mohawk Power
Corporation, Massachusetts Electric, and KeySpan Energy Delivery of Long Island (KEDLI).
Also referred to as Client Companies.

v. PUHCA 2005 - 18 C.F.R. Title 18: Conservation of Power and Water Resources, PART 366 —
PUBLIC UTILITY HOLDING COMPANY ACT OF 2005

w. Regulated - That which is subject to regulation by regulatory authorities such as the New
York Public Service Commission.

National Grid — Cost Allocation Manual 5
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aa.

bb.

CC.

Service — Any managerial, financial, legal, engineering, purchasing, marketing, auditing,
statistical, advertising, publicity, tax, research, or any other service (including supervision
or negotiation of construction or of sales), information or data, which is sold or furnished
for a charge. (PUHCA 2005)

Service Agreement — Legal agreements between then Service Companies and the Client
Companies which describe the services offered, services selected, compensation and
billing, terms, and cost accumulation, assignment and allocation methodologies. Also
referred to as Service Contracts. The documents are filed with the utility regulatory
commissions and serve as the basis for the FERC Form 60 disclosures.

Service Company — An affiliate which provides support services to its utility and other
affiliates. This includes both the National Grid USA Service Company and the National Grid
USA Engineering Services Company.

Service Level Agreements (SLAs)- Non-binding agreements between the functional
service providers and jurisdictional presidents that define the services provided and the
financial and non-financial attributes of those services.

Support Services — Administrative and support services that do not involve merchant
functions; for example: payroll, taxes, shareholder services, insurance, financial reporting,
financial planning and analysis, corporate accounting, corporate security, human resources
(compensation, benefits, employment practices), employee records, regulatory affairs,
lobbying, legal, and pension management. Support Services typically refers to those
services offered by the Service Company.

Utility Companies — Legal entities providing regulated wholesale and retail utility services.

4. Cost Allocation Principles

The following Cost Allocation hierarchy describes the preferred order of methodologies employed
and principles used whenever products or services are provided between the Service Company
and the Client or Operating Companies or among Operating Companies, for example, in the case of
storm restoration services.

a.

Direct charging / assignment is the preferred allocation methodology and should be used if
the cost of providing a product or service can be charged to specific affiliates receiving the
benefit of that product or service. Direct charging should only be used if the cost of
providing a product or service to an individual Client Company can be isolated and
reported separately from costs to provide other products or services and from costs to
provide the same product and service to other Client Companies.

The costs of products and services that cannot be direct charged should be allocated based
on cost causative allocation bases representative of the underlying cost drivers of that
product or service.

National Grid — Cost Allocation Manual 6
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c. The cost allocation methodology should provide the consumers of the products and
services with accurate price signals in order to facilitate decision-making related to the
demand for and consumption of these products and services.

d. The cost allocation methodology should be comprehensive, transparent, stable and
administratively manageable and cost effective.

e. The calculation of the cost allocation bases should be supported by a clearly defined
methodology, model and supporting policy and procedure documentation.

f.  The cost allocation methodology should accommodate changes in the size of the allocation
bases from period to period based on changes in the underlying cost drivers; the allocation
bases should not vary significantly from period to period for uncontrollable factors not
related to the underlying cost drivers. For example, you would not choose an allocation
basis that fluctuates significantly from period to period based on changes in weather if
weather is not a cost driver for that activity.

g. The calculation of the allocation bases should be updated at least annually and more
frequently if needed to reflect significant events (e.g., the sale of a significant affiliate).

5. Cost Apportionment Methodology

Costs are defined into the following four categories for purposes of allocating the costs of Service
Company products and services to the Operating Companies. These four cost categories are:

Directly Assignable — Expenses incurred for activities and services exclusively for the benefit of an
affiliate.

Directly Attributable — Expenses incurred for activities and services that benefit more than one
affiliate and which can be allocated based on direct measures of cost causation; for example
number of employees or number of invoices processed.

Indirectly Attributable — Expenses incurred as a “cost of doing business” that do not relate to the
provision of specific products and services. The costs typically benefit all entities within the
corporate umbrella. Examples include governance costs, Corporate Secretary costs, and investor
relations costs. These costs are typically allocated based on a general measure of cost causation,
commonly referred to as the general allocator.

Not Allocated — Expenses incurred for activities or services that have been determined as not
appropriate for apportionment to the operating company affiliates. These costs relate primarily to
activities such as corporate diversification, political or philanthropic endeavors and, as such, are
charged directly to National Grid USA.

National Grid — Cost Allocation Manual 7
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6. Legal Organizational Structure

See Exhibit A for an organization chart presenting the legal entities comprising National Grid USA.

7. Description and Use of Service Level Agreements®

Service level agreements are non-binding agreements between the functional service providers
and jurisdictional presidents that define the services provided and the financial and non-financial
attributes of those services. The services governed by these agreements are described in Section 8
of this manual.

The Jurisdictional Presidents negotiate service levels on behalf of ratepayers. Jurisdictional
objectives are used to determine service provider performance goals. SLAs are a key tool by which
the regulated operating companies manage both the cost and performance of services provided by
the Service Company.

SLAs are negotiated annually between the functional service providers and the jurisdictions. The
annual SLA renewal process includes a critical review of the cost and performance attributes of the
services provided, collaborative sessions to discuss the services provided, challenge sessions to
encourage performance and an escalation process to deal with impasses.

Each month, the Jurisdictional Presidents receive reports detailing performance against the
attributes agreed to in the SLAs. Each quarter, the Jurisdictional Presidents meet with the
functional service providers to review performance and identify improvement plans where
performance is not at the agreed upon level.

See the SLA Handbook for a more detailed discussion of the SLA governance process including
meeting agendas, roles and responsibilities, timings and resolution processes.

8. Services Provided by the Service Company - Description and Allocation
Methodology

The following table lists those services provided by the Service Company and the Client Companies
to whom these services are provided. These services are provided in accordance with the Service
Agreements (or Service Contracts) filed with the Commissions. In addition, the provision of these
services is governed by the Service Level Agreements described above between the functions and
the jurisdictions.

! Additional or different services may be provided, from time to time, as requested by any Client Company.

National Grid — Cost Allocation Manual 8
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Table 8-2 describes the cost allocation methods used for each of the services listed above. In

some instances, the allocations are based on budgeted amounts (and the calculation of provisional

rates) which are subsequently trued-up at year-end.

NOTE 1: All functions/departments/cost centers should use the Direct Charging method of
assigning or allocating costs wherever appropriate consistent with practices described in the CAM.
Secondarily, they should use a Cost Causative method when direct charging cannot be
appropriately used, and lastly if costs cannot equitably be assigned from either the direct or cost
causative methods, then the common 3 point General Allocator should be used to assign costs. In
the case of governance and certain other costs, the general allocator is considered to be the
appropriate cost causative allocation basis and has been listed below.

NOTE 2: The data required for some of the allocation bases described below will not be available
prior to the implementation of SAP. In the case of Information Services, the allocation bases
described herein will be reassessed upon completion of the IT Transformation project currently

underway.
Table 8-2
Cost Allocation Methodology for Services Provided
Function / Department Primary Cost Allocation Methodologies
FINANCE

Jurisdictional Finance Business Partners

e Direct Charge

e  Total T&D Expenditures

e Direct Charge to Service Company Cost Pool (with
subsequent allocation)

e General Allocator

Decision Support/Finance Business Partners

e Direct Charge

e Total T&D Expenditures

e Direct Charge to Service Company Cost Pool (with
subsequent allocation)

e  General Allocator

Accounting Services

e Direct Charge

e # of GL Transactions

e Direct Charge to Service Company Cost Pool (with
subsequent allocation)

e (Capital Expenditures

e Revenue and # of Commodity Transactions (“Deals”)

e Dollar Value of Property Owned

e General Allocator

Regulatory Accounting

e Direct Charge
e General Allocator
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Function / Department

Primary Cost Allocation Methodologies

IS Finance

Direct Charge

Direct Charge to Service Company Cost Pool (with
subsequent allocation)

General Allocator

US Treasury

Direct Charge
Revenue and # of Commodity Transactions (“Deals”)
Average Level of Debt Outstanding

US Tax

Direct Charge

Direct Charge to Service Company Cost Pool (with
subsequent allocation)

# of Employees

Dollar Value of Property Owned

General Allocator

US Insurance

Direct Charge

# of Claims Processed

# of Employees

Direct Charge to Service Company Cost Pool (with
subsequent allocation)

Dollar Value of Property Owned

General Allocator

Corporate Planning and Reporting

Direct Charge
General Allocator

Global Corporate Audit

Internal Audit

Direct Charge
Other Allocation Bases Depending on Nature of Audit
General Allocator

SHE Audit

-Total T&D Expenditures

Direct Charge
# of Employees
Dollar value of Property Owned

Human Resources

Labor Relations and Employee Relations

Direct Charge
# of Employees

National Grid — Cost Allocation Manual
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Function / Department

Primary Cost Allocation Methodologies

HR Business Partners

e Direct Charge
e # of Employees

Recruiting, Inclusion, and Diversity

e Direct Charge
e #of Employees

HR Operations

e Direct Charge
e #of Employees

Compensation, Benefits and Pension

e Direct Charge
e #of Employees

Technical Training

e Direct Charge
e # of Employees

US Regulation and Pricing

Regulatory Strategy

e Direct Charge
e  General Allocator

Pricing and Federal Affairs

e Direct Charge
e  General Allocator

Shared Services

Employee Services (TDC)

e Direct Charge
e #of Employees

Procure to Pay (TDC)

e Direct Charge

e # of Customers

e #of Invoice Lines Processed
e #0of PO Lines

Response Team (TDC)

e Direct Charge
e # of Customers

Billing Operations (TDC)

e Direct Charge

e  # of Customers

e #ofBills

e # of Joint Use Poles

Credit and Collections (TDC)

e Direct Charge
o # of Customers
e # of Inbound and Outbound Collection Calls

Customer Care

e Direct Charge
e Number of Inbound Call Minutes
o # of Customers

National Grid — Cost Allocation Manual
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Function / Department

Primary Cost Allocation Methodologies

Business Process Excellence

Direct Charge
Follows TDC direct and cost causative charges

Property Strategy

Direct Charge
Dollar Value of Property Owned

Facilities Management

Direct Charge

Operations

Resource Planning

Direct Charge

Dollar Value of Property Owned (Utilities)
Total T&D Expenditures

General Allocator

Emergency Planning PMO

Direct Charge
Miles of Overhead Lines

Maintenance and Construction

Direct Charge
Total T&D Expenditures
Capital Expenditures

Operations Performance

Direct Charge
Total T&D Expenditures
Dollar Value of Property Owned

Control Center Operations

Direct Charge
# of Customers

Power Plant Operations

Direct Charge

LNG Operations

Direct Charge

Operations Support

Direct Charge
Total T&D Expenditures
# of Customers

Network Strategy

Asset Management

Direct Charge
Dollar Value of Property Owned
Miles of Overhead Lines

Gas Systems Engineering

Direct Charge
Capital Expenditures

Electric Systems Engineering

Direct Charge
Capital Expenditures

National Grid — Cost Allocation Manual
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Function / Department

Primary Cost Allocation Methodologies

Investment Planning

e Direct Charge
e Dollar Value of Property Owned

FERC

e Direct Charge
e Total T&D Expenditures

Standards, Codes, and Policies

e Direct Charge

e Microwave Air Line Circuit Miles
e Total T&D Expenditures

e  (Capital Expenditures

e Dollar Value of Property Owned (Utilities)
e  # of Joint Use Poles

Regulatory Support and Reporting

e Direct Charge
e General Allocator

Safety, Health and Environment

Safety e Direct Charge

e #of Employees

e Total T&D Expenditures
Health e Direct Charge

e # of Employees

Environment

e Direct Charge
e Dollar value of Property Owned
e Total T&D Expenditures

Legal

Real Estate

e Direct Charge
e  General Allocator

Corporate Counsel

e Direct Charge
e General Allocator

Litigation, Environment and Employment

e Direct Charge
e # of Employees
e General Allocator

Federal and State Regulatory

e Direct Charge
e  General Allocator

Ethics and Business Conduct

e Direct Charge
e General Allocator

Records Management

e Direct Charge
e General Allocator

Mergers & Acquisitions

e [M&A related work not allocated to operating companies]

National Grid — Cost Allocation Manual
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Function / Department

Primary Cost Allocation Methodologies

Strategy and Business Development

Mergers and Acquisitions

e [M&A related work not allocated to operating companies]

Business Development

e Direct Charge (generally to Corporate)
e General Allocator

Strategy

e Direct Charge
e  General Allocator

Global Technology

e Direct Charge
e  General Allocator

Corporate Affairs

Communications and Brand

e Direct Charge

e  # of Customers

e #of Employees

e General Allocator

Federal Affairs

e Direct Charge
e General Allocator

Government Relations

e Direct Charge
e  General Allocator

Media Relations

e Direct Charge
e General Allocator

Customer

Energy Solutions Delivery

e Direct Charge
e # of Customers

Energy Products

e Direct Charge
e # of Customers

Market Strategy and Implementation

e Direct Charge
e # of Customers

Customer and Business Strategy

e Direct Charge
e # of Customers

Energy Procurement

e Direct Charge
o # of Customers
e Revenue and # of Commodity Transactions (“Deals”)

Lead Intake

e Direct Charge
e # of Customers

National Grid — Cost Allocation Manual
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Function / Department

Primary Cost Allocation Methodologies

Customer Analytics and Risk Management

e Direct Charge
e # of Customers)

Global Information Services (to be finalized up

on implementation of SAP/IT Transformation)

Solution Delivery

e Direct Charge

e  Mainframe Profile
e Server Profile

e #of Employees

Service Delivery

e Direct Charge

e  Mainframe Profile
e  Server Profile

e # of Employees

Relationship Management

e Direct Charge
e  Mainframe Profile
e  Server Profile

IS Security

e Direct Charge

e Mainframe Profile
e Server Profile

e #of Employees

e  General Allocator

Global Procurement

Procurement Strategy

e Direct Charge
e #of PO Lines
e General Allocator

Sourcing e Direct Charge
e #of PO Lines
ALL
All e Department productive time

9. Affiliate Services Provided by
Allocation Bases

Operating Companies — Description and

On occasion, employees of one operating company provide services to another operating

company. This typically happens when providing storm restoration services. In this case, the cost

of the provider-company employees is billed to the service-receiving company on a full cost basis.

National Grid — Cost Allocation Manual
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services provided by operating companies” for purposes of this manual.

10. Approved Cost Allocation Bases — SAP Internal Order Code (Allocation

Basis Field), Description and Source

SAP Code

Description

Definition / Source

Gross margin, net
plant, O&M expenses
(GENERAL
ALLOCATOR)

“Gross Margins” are Total Operating Revenues less “Cost of Goods
Sold” and revenues related to recovery of stranded costs.

“Net Plant” is the sum of Net Utility Plant and Net Non-Utility Plant
less Goodwill.

“O&M Expenses” are all non “Cost of Goods Sold” expenses less costs
allocated from the Service Company distributed to the Affiliate
companies using the general allocator (and charged to a FERC 920 or
above account)

The sources for the specific components of gross margin are
described below.

e Total Operating Revenues - Income Statement (detail on FERC
Form 1:Page 300, Line 27; NYPSC Annual Report: Page 64, Line
28)

*  Stranded cost recoveries include the recovery of some of
National Grid’s historical investments in generating plants that
were divested as part of the restructuring and wholesale power
deregulation process in New England and New York during the
1990s.

*  Excludes 18A Assessments (pertains to NY)
*  Cost of Goods Sold:
*  Purchased Power - FERC account 555

*  Purchased Gas (Other Gas Supply Expense) - FERC
Accounts 800 through 813

*  The sources for the specific components of net plant are
described below.

*  Net Utility Plant — Line 6 of the Balance Sheet (Page 110)
* Net Non-Utility Plant — Line 18 less Line 19 of the

National Grid — Cost Allocation Manual 28
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SAP Code

Description

Definition / Source

Balance Sheet (Page 110)

e  The sources for the specific components of O&M expenses are
described below.

e The starting point is the Income Statement, Lines 4
and 5 (Page 114)

* See “Gross Margins” above for source of Cost of
Goods Sold

* Excludes 18A Assessment expenses

A Special Report will be created to identify the amount to be
excluded for Service Company Charges based on the General
Allocator. This is the single significant exception to the
“transparency” guiding principle.

# of Outbound and
Inbound Collection
Calls

Number of inbound and outbound collection telephone calls by utility
as a percent of the total based on call center telephone statistics.

The source for this allocation basis is the TDC (Planning and Analysis
Group). [Note: # of Outbound Collection Calls not consistently
tracked for all operating companies]

# of Bills

Number of bills issued to customers by utility as a percent of the total
bills in a given year.

The source for this allocation basis is the TDC (Billing operations
Group).

# of P.O. Lines

Number of purchase order lines for stock and non-stock materials
and supplies and services by Company as a percent of the total.

The source for this allocation basis is the TDC (Procure to
pay/Payment Processing Group). [Available with SAP]

# of Invoice Lines
Processed

Number of individual invoice lines processed by company as a
percent of the total. Invoices may contain items purchased; each line
represents the purchase of a specific good or service on behalf of a
specific company.

The source for this allocation basis is the TDC (Procure to
Pay/Payment Processing Group). [Available with SAP]

# of Inbound Call
Minutes

Number of minutes call center representatives are on the telephone
with specific operating companies based on contact center reporting
systems as a percent of the total.

The source for this allocation basis is the TDC (Planning and Analysis
Group).

# of Customers

Number of retail and wholesale customers (accounts) receiving utility
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SAP Code

Description

Definition / Source

services by company as a percent of the YE total.

The source for this allocation basis is the TDC (Billing operations
Group).

Capital Expenditures

Budgeted capital expenditures by company as a percent of the total.

The source for this allocation basis is the CapEx based on “Cash
Outflows for Plant” from the Statement of Cash Flows (Page 120) —
OR- Projected Capital Expenditures from Financial Forecasts
(Operating Companies only)

Dollar Value of Service
Company Costs Direct
Charged and Allocated

Based on the aggregate amount of Service Company costs direct
charged or allocated prior to the allocation of costs accumulated in
this billing pool

Not available prior to SAP

# of Employees

Total number of employees by company including the service
company as a percent of the total. Count part time employees the
same as full time employees.

The source for this allocation basis is the TDC (Employee Services
Group).

Mainframe Profile

Based on Company / Function use of mainframe services.

The source for this allocation basis is the US Finance (IS Finance
Group). [IT allocation bases subject to change as part of IT
Transformation initiative]

Server Profile

Based on Company / Function use of server services.

The source for this allocation basis is the US Finance (IS Finance
Group). [IT allocation bases subject to change as part of IT
Transformation initiative]

# of Claims Processed

Number of claims processed by company based on claims
department claims tracking system as a percent of the total.

The source for this allocator basis is the US Finance (Claims group).

# of Joint Use Poles

# of electric poles with 3rd party attachments (joint use poles) by
Company as a percent of total joint use poles (this assumes that the
average number of foreign attachments by jointly used pole is
comparable among utilities)

The source for this allocation basis is the Network Strategy (Standards
Codes and Procedures group).

Level of Debt
Outstanding

Average level of long-term debt and short-term borrowing caps for
prior calendar by Company as a percent of the average level of long-
term debt for all companies and short-term borrowing caps for all
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companies.
The source for the components of this allocation basis are as follows:
e LT debt— FERC Form 1s/Treasury

e ST Borrowing Caps — US Finance (Treasury group)

Microwave Air Line
Circuit Miles

Miles of microwave airline circuit miles by operating company

The source for this allocation basis is the Network Strategy (Standards
Policies and Codes group-Telecoms and outdoor lighting).

Dollar Value of
Property Owned

A ratio based on gross fixed assets, valued at original acquisition
costs, and investments owned in other companies, including
construction work in progress, at the end of the year, the numerator
of which is for a specific client company and the denominator being
all recipient client companies.

The source for the calculation of this ratio will be based on actual
experience.

# of General Ledger
Transactions

The number of general ledger transactions by Company as a percent
of total GL transactions for all companies.

The source of this allocation basis will be SAP (still to be developed).

Total T&D
Expenditures

Sum of T&D capital expenditures and O&M expenditures by Utility as
a percent of total Utility T&D capital and O&M expenditures.

The source of this allocation basis is the CapEx based on “Cash
Outflows for Plant” from Statement of Cash Flows (Page 120) and
T&D O&M FERC accounts 560 to 900 [or equivalent from current
fiscal year budget].

Miles of Overhead
Lines

Number of miles of overhead transmission and distribution lines by
utility as a percent of the total.

The source for this allocation basis is the Network Strategy (Standards
Policies and Codes)

Revenues and # of
Commodity

Transactions (“Deals”)

The information required to calculate this allocation basis comes
from the existing ETRM (the “deal” related information) system and
revenues come from publicly available financial reports. The
calculation is a two-step process. The first step is to determine the
gas / electric split. This is accomplished by equally weighting the
percentage splits between electric and gas for the number of deals
transacted, expected annual transaction values, and the number of
ETRM system users. Once this split between gas and electric is
determined, these percentages are applied to the individual
companies based on revenues to calculate weighted average
allocation percentages on a combined basis.
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SAP Code | Description Definition / Source

This basis is used to allocate departmental administrative and
supervisory time and expenses to the companies receiving services
Department from the department based on the ratio of hours direct charged or
Productive Time allocated as a percent of total hours direct charged of allocated. This
will be accomplished through the SAP “assessment” process, not the
allocation process.

11. SAP Internal Order Number Structure

[THIS SECTION WILL BE UPDATED BASED ON FINAL SAP DESIGN DECISIONS]

All costs are collected within SAP using orders. “PM Work Orders” are used for operational field
work, fleet cost capture and all other capital work. “Internal Orders” are used for service company
activities, non-field operating company activities, and various other clearings and cost collections.
This section of the CAM describes the structure of the SAP Internal Order and how the Internal

Order is used for cost allocation purposes.

An Internal Order is an eleven character field within SAP that specifies the work performed and
where the cost is to be charged. For work performed on behalf of a specific operating company,
the Internal Order is used as follows - ANNNN9999— where ‘A’ = ‘X’ for Service Company, ‘NNNN’ =
the appropriate operating company number, and ‘999999’ =

For work performed on behalf of multiple companies, the Internal Order is structured as follows —
ABCCN999999 — where: (JFJ — Discuss Sharon’s comment.)

‘A’ = ‘X’ for Service Company

‘B’ = Allocation basis (see Section 10 above)

‘CC’ = Region of company

‘N’ = Unique combination of operating companies

‘999999’ =

12. Time Reporting Procedures

All employees of the Service Company must positively report time; that is, time reports must be
completed by each employee each reporting period that reflect the actual work activities
performed during that period. The time report should clearly indicate the work performed during
the time reporting period and the companies on whose behalf the work was performed. This is
accomplished through the use of the appropriate SAP order number. If employees work on behalf
of a specific operating company, an SAP order number should be used which accommodates the
direct charging to that operating company.
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Each department, and employee in that department, should have a predefined list of Order
Numbers that reflect the work typically performed by the employee and department. These lists
are developed as follows (to be discussed).

At the time budgets are developed for the current fiscal year, the cost center manager should
review the services provided and activities performed for the upcoming year, and the companies
on whose behalf those services are performed, to ensure that Internal Orders have been defined
that properly reflect those services and activities. If not, the cost center manager should work
with to establish or modify the internal orders expected to be used by that department.
Once established, the cost center manager should meet with the employees in the department to
communicate the list of approved, department-specific internal orders.

Throughout the year, it is the responsibility of the cost center manager to ensure the list of
internal orders remains up-to-date as services provided or activities performed change or as
employees leave or join the department.

However, each employee must understand the order numbers available to be charged and how
they relate to the work being performed. If employees find that the existing order numbers do not
reflect the work performed, for example, the employee is assigned to a cross-functional project
team, they should alert their supervisor. The integrity of the cost allocation process depends on

employees correctly charging their time.

15. Mid-Year Changes

If a significant organizational modification occurs in mid-year, allocation pools based on historical
usage statistics would be reviewed and modified at that time. In this situation, allocations using
predetermined rates would be modified as part of the following quarterly true up process.
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APPENDIX A

LEGAL ENTITY ORGANIZATION CHART

TO BE ATTACHED
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APPENDIX B

DETAILED SERVICE COMPANY ORGANIZATION CHARTS
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APPENDIX C

APPROVED ORDER NUMBERS BY FUNCTION AND ACTIVITY
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APPENDIX D

SAMPLE INVOICE
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APPENDIX E
MONTHLY CLOSE PROCESS - ALLOCATIONS
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