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INTRODUCTION
PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.

My name is David E. Peterson. | am currently employed as a public utility rate consultant
by Chesapeake Regulatory Consultants, Inc. ("CRC™). Our business address is 6837
Guilford Road, Clarksville, Maryland 21029-1632. | maintain an office in Dunkirk,
Maryland.

WHAT IS YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE IN
THE PUBLIC UTILITY FIELD?

| graduated with a Bachelor of Science degree in Economics from South Dakota State
University in May of 1977. In 1983, | received a Master's degree in Business
Administration from the University of South Dakota. My graduate program included

accounting and public utility courses at the University of Maryland.

In September 1977, | joined the Staff of the Fixed Utilities Division of the South Dakota
Public Utilities Commission as a rate analyst. My responsibilities at the South Dakota
Commission included analyzing and testifying on ratemaking matters arising in rate

proceedings involving electric, gas and telephone utilities.

Since leaving the South Dakota Commission in 1980, | have continued performing cost of
service and revenue requirement analyses as a consultant. In December 1980, | joined the
public utility consulting firm of Hess & Lim, Inc. | remained with that firm until August
1991, when | joined CRC. Over the years, | have analyzed filings by electric, natural gas,
propane, telephone, water, wastewater, and steam utilities in connection with utility rate

and certificate proceedings before federal and state regulatory commissions.
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HAVE YOU PREVIOUSLY PRESENTED TESTIMONY IN PUBLICUTILITY
PROCEEDINGS?

Yes. | have presented testimony in 77 proceedings before state regulatory commissions in
Alabama, Arkansas, Colorado, Connecticut, Indiana, Kansas, Maine, Maryland, Montana,
Nevada, New Jersey, New Mexico, New York, Pennsylvania, South Dakota, and West
Virginia, and before the Federal Energy Regulatory Commission.

Collectively, my testimony has addressed the following topics: the appropriate test year,
rate base, revenues, expenses, depreciation, taxes, capital structure, capital costs, rate of
return, cost allocation, rate design, life-cycle analyses, affiliate transactions, mergers,

acquisitions, and cost-tracking procedures.

SUMMARY
ON WHOSE BEHALF ARE YOU APPEARING IN THIS PROCEEDING?
| am appearing in this proceeding on behalf of the New Jersey Division of the Ratepayer

Advocate (ARatepayer Advocate().

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

CRC was asked by the Ratepayer Advocate to review the Petition, testimoniesand exhibits
filed by NUI Utilities, Inc. d/b/a Elizabethtown Gas Company (AElizabethtown( or Athe
Company@) supporting the Company-=s request for an increase in base rates (i.e., non-gas
cost related) for retail gas distribution service in New Jersey. The purpose of my
testimony is to present the results of my analyses of Elizabethtown-=s claimed revenue
requirement to Your Honor and the Board. Included in my analyses are my
recommendations, and thos of other Ratepayer Advocate witnesses, for alternative

ratemaking treatments for several items included in the Company=s claimed revenue
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requirement. Specifically, | made a determination of Elizabethtownss adjusted test year
rate base and pro forma operating income under present rates. From this, | calculated the
revenue adjustment required to produce Ratepayer Advocate witness Basil Copeland-=s

recommended rate of return.

ARE YOU FAMILIAR WITH ELIZABETHTOWN:S FILING IN THIS
PROCEEDING?

Yes, | an. | have caefully reviewed the direct testimonies, exhibits and
workpapers, of the Company-s twdve witnesses rdding to the issues that |
address. | have dso reviewed Elizabethtowrrs responses to requests for
additiond data and information from the Board Staff and the Ratepayer Advocate
relating to the issues that | address herein.

BEFORE DISCUSSING YOUR SPECIFIC FINDINGS AND
RECOMMENDATIONS, PLEASE SUMMARIZE THE COMPANY=S
RATE REQUEST.

Elizabethtowrrs witness Mr. Victor Fortkiewicz, Vice Presdent of Didribution
Services, explains in his direct testimony that the last time the Company:s revenue
requirement was subject to a comprehensve review was in connection with the
base rate proceeding in BPU Docket No. GR88121321 wherein the Board
authorized a $3.51 million increese effective February 1, 1990. A little over a
year later, by an order issued on September 30, 1991 in Docket No.
GR90121391J, the Board reduced Elizabethtowrrs base rates by $500,000
annudly. Base rates that were edtablished in September 1991 remain in effect
today.
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On April 16, 2002, Elizabethtown filed a Petition requesting Board authority to
implement a 9.3 percent increase in tota annua revenue. Since purchased gas
costs are not a issue in this proceeding, it is more appropriate to characterize
Elizabethtowrrs request as a 22.3 percent increase in annud non-gas revenue.  If
approved as proposed, Elizabethtowres rates would generate $28,633,000 in
additional annud revenue and are designed to yidd an 11.75 percent return on

common equity and a 8.95 percent on adjusted test-year end rate base.

HAVE YOU PREPARED AN EXHIBIT SUMMARIZING YOUR FINDINGS
AND RECOMMENDATIONS?

Yes. Exhibit__ (DEP-1) atached to my testimony summarizes my revenue
requirement dudy. Schedule 1 of this exhibit summarizes the cumulative effect
of my recommendations and adjustments, as wdl as those of other Ratepayer
Advocate witnesses, on Elizabethtowrrs clamed cost of servicew Fom this
schedule, | caculated that Elizabethtownss current base rates produce a 6.58
percent return on test year-end rate base. Mr. Copeland testifies for the Ratepayer
Advocate in this case that Elizabethtown requires a 7.68 percent overall rate of
return on rate base. Therefore, revenue should be increased $7,469,000 or 2.3
percent to produce the rate of return that Mr. Copeland recommends, rather than
$28.6 million that Elizabethtown proposes. Elizabethtown:s proposed base rates
will generate revenue far in excess of that required to produce an adequate rate of
retun. The Company should be directed to file revised rate schedules consstent

with the Ratepayer Advocatess revenue requirement determination.

Exhibit___ (DEP-1), Schedule 2, is a multi-page schedule detailing my

determination of Elizabethtowrrs adjusted test year-end rate base. Schedule 3

shows my caculaion of pro forma operaing income under current base rates.

5
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The top sheet in both schedules begins with Elizabethtowrrs origind  filing
information, which indudes seven months of actua operaing results and five
months of forecast operding results. Subsequent to the origind filing,
Elizebethtown supplied actua operating results for the entire 12-month test
period. The adjusments tha bridge the change from the origind forecast filing to
the update (i.e, the Company:s A12&0" filing) are shown on the top sheet of
Schedules 2 and 3. The Ratepayer Advocates recommended adjustments to
Elizabethtowrrs 12& 0 filing are then shown on these schedules. The bases for the
Ratepayer Advocate-s recommended adjusments are st forth in the following
sections of my testimony and in the testimonies of the other Ratepayer Advocate

witnesses.

Laer in my tedtimony | discuss the Ratepayer Advocates opposition to the
Company:s proposed System Improvement Adjustment Clause (ASIACH).

In the find section of my tesimony | briefly discuss the proper ratemaking
treetment for costs incurred under the Company-s automatic meter reading

program.

RATE BASE

11 TEST PERIOD

WHAT TEST PERIOD DID ELIZABETHTOWN REFLECT IN ITSFLING?

Mr. Clancy-s revenue requirement study is premised on a 12-month test year
ended May 31, 2002. Because Elizabethtown filed the Petition in April 2002,
actua operaing results for the entire twelve months of the test period were not
avaldble when the Pedition was filed. Elizebethtowrrs  origind  revenue

6
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requirement study was developed usng seven months of actua data (June
through December, 2001) and five months of edtimated data (January through
May, 2002). On July 31, 2002, Elizabethtown supplemented its origind filing
with an updated revenue requirement anayss replacing the forecast data with
actud operating results for the months January through May, 2002.

| have adopted the test period ended May 30, 2002 in my andyss in this case and
| have incorporated Elizabethtowrrs actud operating results into my revenue
requirement determination.

DID THE COMPANY PROPOSE ANY ADJUSTMENTS TO THE TEST YEAR
RESULTS?

Yes. Actud results were adjusted to include accounting, Board required and pro
forma adjustments for aApost-test period.(

IS IT APPROPRIATE TO ADJUST ACTUAL TEST YEAR OPERATING
RESULTS?

Yes, under certain conditions. It is necessary to conform Elizabethtowrrs
finandd datements to the Boards ratemeking practices and accounting
requirements and to diminate abnormal and nonrecurring events occurring during
a test year. It is dso gppropriate to annudize sgnificant changes that occurred
during the test year and to recognize post-test year changes provided that they
have a continuing effect on operations and are known, measurable, and do not
digort the test period matching principle. These types of adjustments make an
actual test year reasonably representative of the conditions that are likely to exist
when the revised rates become effectivee  They dso provide the utility a

reasonable opportunity to earn its authorized rate of return.

7
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Most agree that adjustments to actua operating results are necessary to make
rates reasonably reflective of pro forma operating conditions. Analysts and
regulatory bodies often disagree, however, on the types of adjustments that should
be permitted. | have been advised by counsel tha the Board has aready adopted a
policy for usng year-end rate base, for requiring corresponding year-end
annudizing adjustments to revenues and expenses, and for dlowing post-test year
adjusments to rate base, revenue and expenses under the conditions, and subject
to the limitations, set forth in the test period policy statement contained in the
Board:s 1985 Decison in the Elizabethtown Water Company rate case referenced
on page 14 of Mr. Clancy:s Direct Tedimony in this case.! Therein, the Board
hdd that dl mgor New Jersey Public Utilittes could reflect known and
measurable changes to income and expense items for a period of nine months
beyond the end of the test year, known and measurable changes to rate base for a
period of dx months beyond the end of the test period subject to further
conditions, and changes to capitdization for a period three months past the end of
the test period. | have applied the Board:s policy in my review of the Company:s

camed revenue deficiency and in developing my own revenue requirement

study.

While the Company dams to have followed the same Board policy on post-test
year adjusments as | have, | take issue with severd of the Company:s proposed
revenue and expense adjustments because they do not meet the Board-s known
and measurable requirement. My objections to the Company=s adjustments are
discussed throughout the remainder of my testimony.

'In Re: Elizabethtown Water Company Rate Case, BPU Docket No. WR8504330, May 23, 1985.

8
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1.2 CUSTOMER DEPOSITS

HOW HAS MR. CLANCY TREATED CUSTOMER DEPOSITS IN HIS
REVENUE REQUIREMENT STUDY?

Mr. Clancy incdluded the test year average customer deposit badance ($5,969,000)
in the capita dructure along with interest a the Board-ordered level (4.42

percent).

ISTHISTHE PROPER TREATMENT FOR CUSTOMER DEPOSITS?

No, it is not. A utility:s rate base is a measure of physica (plant and equipment)
and monetary (working capitd) assets supported by investor-supplied funds and
dedicated to public service. Customer deposits, as the name indicates, represent
funds provided by customers, rather than investors.  Therefore, it is more
appropriate to reduce rate base by dl non-investor supplied capital, including
customer deposits.  In that way, the cepita sructure is restricted to investor-
supplied capitd and is better matched with the investor-supplied funds that have
been used to finance rate base.

DOES IT MAKE A DIFFERENCE IN THE ULTIMATE REVENUE
REQUIREMENT WHETHER CUSTOMER DEPOSITS ARE INCLUDED IN
THE CAPITAL STRUCTURE OR ARE DEDUCTED FROM RATE BASE?

Yes, it does, where there is a mismaich between total capitdization and the rate
base. When, as here, total capitdization exceeds rate base, a portion of the
customer deposits end up being dlocated to the utility=s non-rate base assets when
cusomer deposits are included in capitdization.  This is inappropriate since all
customer deposits arise from Elizabethtowrss regulated  utility operations.
Exhibit__ (DEP-2) provides a hypotheticd example showing how the mis-

9
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dlocation of customer depost funds to non-rate base assets occurs when
customer deposits are incdluded in the capitd dructure. In this dmplified
example, ratepayers end up paying $44 more when customer deposits are
included in the capitd sructure, rather than being deducted from rate base as |

recommend.

Customer deposits should be diminated from the capital structure and instead be
used to reduce rate base. The capita Structure that excludes customer deposits is
shown in my Exhibit _ (DEP-1), Schedule 1, page 3. On Schedule 2 of this
Exhibit, | reduced rate base by $5,969,000, which represents the test year average
customer depost bdance. In Schedule 3, | included interest expense on the test
year average balance of customer deposits as an above-the-line operating expense
and adjusted the income tax alowance accordingly.

3. CASH WORKING CAPITAL

17. WHAT IS THE PURPOSE OF A CASH WORKING CAPITAL ALLOWANCE
IN RATE BASE?

1. Mr. Uffdman, Elizabethtowrrs witness on cash working capital, and |1 seem to
agree that the intended purpose of a cash working capita dlowance is to
compensate investors for investor-supplied funds used to provide the day-to-day
cash needs of the utlity.? Mr. Uffdmars lead/lag study, however, goes far
beyond the measurement of Elizabethtowrrs actuad cash working capitd

?Direct Testimony of Bernard L. Uffelman, Exhibit P-3, page 6, lines 15-17.

10
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requirement. The average amount of investor-supplied working cash, however, is
$9.2 million less that what Mr. Uffeman has caculated.

17.  WHAT ADJUSTMENTS TO MR. UFFELMAN:S STUDY DO YOU
RECOMMEND?

1 | recommend that noncash expenses, principdly depreciation, deferred taxes,
invesment tax credits and the common equity return be excluded from the
working cepita cdculaion. My adjusments to Mr. Uffdmars cash working
capitdl dam are detalled on my Exhibit_ (DEP-1), Schedule 2, page 3. My
working capitd dlowance aso incorporates the Ratepayer Advocatess
adjustments to pro forma cash operating expenses. This schedules shows that Mr.
Uffdmarrs proposed $22,056,000 alowance for cash working capitd is excessive
and should be reduced to $12,825,000.

17. WHY SHOULD NON-CASH EXPENSES BE EXCLUDED FROM THE LAG
STUDY?

A. Mr. Uffdman incdluded depreciation, deferred taxes, and investment credits in his
lag study with an assumed payment lag of zero days. Mr. Uffdman clams that
this treetment is appropriate Ain order to provide investors with an opportunity to
earn a return on the total amount of investor-supplied capital required for
operations snce virtudly dl utility revenues and expenses are based on accrual
accounting...i® | believe what Mr. Uffdman is trying to say is that the reserve

*Direct testimony of Bernard L. Uffelman, Exhibit P-3, page 12, lines 1-5.

11
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balance for these non-cash items are used to reduce rate base prior to the time that
rdated revenues are recelved from ratepayers. In essence, Mr. Uffdman is
invoking a cash bass for plant in service. Mr. Uffelman candidly acknowledges
that these items do not require a current outlay of cash when the cost is recorded.*
What Mr. Uffdman apparently refuses to concede is that if no periodic cash
outlay is required, then no investment in working capita is necessary. Thus, Mr.
Uffdman has calculated a cash working capita dlowance that does not meet his
own stated purpose, i.e, to compensate investors for funds used to provide the
day-to-day cash needs of the utlity. This is particulaly true with respect to
deferred taxes. Deferred taxes have been collected from ratepayers, without
being paid to the IRS by the utility. It is ludicrous to believe that deferred tax
expenses create a cash working capital requirement, snce no investor cash has
ever been expended for them.

18. IS THERE ANOTHER REASON FOR NOT INCLUDING NON-CASH
EXPENSESIN A LAG STUDY?

1 Yes. In my previous answer, | mentioned that by including these non-cash
expensss in the lag study, Mr. Uffdman is invoking a cash bads for plant in
sarvice. In so doing, however, Mr. Uffdman fals to recognize that
Elizabethtown:=s cash invesment in plant in service and congtruction work in
progress ACWIP() lags recognition of earnings by approximately the same period
of time. Investment is included in rate base and is earning a return when it is

“Direct Testimony of Bernard L. Uffelman, Exhibit P-3, page 11, lines 22-23.

12
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placed in service even though actual cash payments to contractors, suppliers and
congtruction workers may not be made until sometime later, perhgps 30 to 45
days. The same is true for Elizabethtowrrs invesment in construction work in
progress (ACWIPE). On average, earnings on these investments will be reflected
one-hdf month after induson in CWIP, if the Company:s dlowance for funds
used during construction accrua is based on the prior monthrs ending CWIP
balance. Earnings on CWIP, therefore, are likely to be recognized prior to actud
cash payments for the related investment. It is ingppropriate to consider
Apayment@ lags on noncash expenses without consdering lags associated with
Elizabethtowrrs cash invesments.

WHY SHOULD THE COMMON EQUITY RETURN BE EXCLUDED FROM
THE LAG STUDY?

Mr. Uffdmarrs study includes the common equity return in his lag study usng a
zero-day expense lag. That is Mr. Uffdmans treatment is as if Elizabethtown
compensates its sockholders on a daily bass. The fact is that compensation is
received by stockholders in two forms, through quarterly dividend payments, if
any, and through capital gppreciation, if any, upon the sale of the stock. If one
were to measure the actua delay in the cash outlay by the utility to stockholders,
one would refer to the quarterly dividends that are being paid, and not smply
asume a zero lag. But, because there is no contractua requirement for NUI to
pay fixed quarterly dividends to stockholders, the common equity return should
not be included in the cash working capital measurement in the first place.

13
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| recommend that Elizabethtowrrs cash working capitd dlowance exclude
recognition of depreciation, deferred taxes, investment tax credits and the

common equity return.

1.1  CONSOLIDATED TAX SAVING

DOES ELIZABETHTOWN FLE A SEPARATE CORPORATE INCOME TAX
RETURN WITH THE INTERNAL REVENUE SERVICE (AIRS()?

No. The Company joins with its affiliates in filing a Sngle consolidated income

tax return.

WHY DO NUI AFFILIATESFILE A CONSOLIDATED TAX RETURN?

They do so to minimize their income taxes.

HOW DOES FILING A CONSOLIDATED RETURN ACHIEVE TAX
SAVINGS?

Certain of NUI:=s dfiliaes generate recurring tax losses. Losses generated by
these companies are used to offset a portion of the taxable income generated by
other affiliates, induding Elizabethtown, to reduce taxes currently payable.
Without a consolidated tax filing, it could take severd years under the IRS: carry-
forward and carry-back redrictions, if ever, before the recurring loss companies

would be able to fully redize the tax savings. By filing a consolidated return,

14
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NUI as a whole is adle to redize currently the tax benefits generated by the

recurring loss companies.

DOES ELIZABETHTOWN:S RATE FILING REFLECT ITS PARTICIPATION
IN THE CONSOLIDATED TAX RETURN?

No. Mr. Clancy:s revenue requirement study in this case is presented as though
Elizabethtown files a separate tax return. That is, Mr. Clancy calculated an
income tax alowance by applying the 35 percent atutory federd income tax rate
to the ratemaking determination of hypothetical stand-aone taxable income.

WHAT IS THE IMPLICATION OF MR. CLANCY:S STAND-ALONE
RATEMAKING POLICY?

Tax benefits redized by NUI and its dfilites are retained within the company
and by stockholders while Elizabethtowrrs customers pay rates that are higher
than necessary to compensate the Company for its actud cogts.

OTHERS HAVE ARGUED THAT IT IS NOT APPROPRIATE TO
RECOGNIZE TAX SAVINGS IN RATES IF THE SAVINGS ARE BASED ON
LOSSES GENERATED BY UNREGULATED, NON UTILITY AFFILIATES
THAT DO NOT TRANSACT WITH THE REGULATED UTILITY. WHAT IS
YOUR RESPONSE TO THISARGUMENT?

Even though ratepayers do not aways pay the expenses of non-regulated
companies that generate tax losses, it is dill appropriate that al companies

15
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generating pogtive taxable income share equitébly in the tax savings. If it were
not for regulated companies like Elizabethtown that consgtently generate taxable
income, the consolidated group would not be able to redlize the tax savings to the
extent they now enjoy. Tax losses have no vaue in the absence of taxable income

against which companies can offset the losses.

ARE THERE RISKS ASSOCIATED WITH ELIZABETHTOWN:S
PARTICIPATION IN A CONSOLIDATED TAX FILING?

Yes. Treasury Regulation 1.1502-6 provides that each member of a group filing a
consolidated tax return is severdly lidble for the entire tax of the consolidated
group. A company-s inter-company tax agreement cannot reduce this absolute
lighility. Thus, Elizabethtowrrs participation in a consolidated tax filing exposes
ratepayersto the totd tax liddility of dl NUI affiliates.

DOES RECOGNIZING CONSOLIDATED TAX SAVINGS IN UTILITY
RATESVIOLATE IRSNORMALIZATION REQUIREMENTS?

No, a properly constructed consolidated tax savings adjustment need not violate
the IRS normdization requirements. In fact, it is for this very reason that my
proposed consolidated tax savings adjustment does not include tax losses
generated by NUI=s regulated utility companies. Had | included regulated utility
losses in my proposed adjustment, one could argue that | was improperly flowing
through accelerated depreciation tax benefits through the adjustment which is
prohibited by IRS normdalization requirements. Such is not the case, however.

16
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HOW SHOULD THE BENEFTS OF PARTICIPATING IN NUI:S CONSOLIDATED
TAX RETURN BE REFLECTED IN ELIZABETHTOWN:=S RATES IN THIS
PROCEEDING?

The Board has previoudy required other New Jersey regulated utilities to reflect
consolidated tax savings as a cost-free source of capitd by deducting the accumulated
balance of tax savings from rate base. | have been informed by counsdl that the Board
fira esablished this policy in its Decison and Order (AAtlantic Orderf) in the Atlantic
City Electric Company rate proceeding, BPU Docket No. ER90091090J, dated October
20, 1992. In the Atlantic Order, the Board dso ruled that the calculation Starting point
for the consolidated income tax related rate base deduction must be July 1, 1990:

.it is our judgement that the appropriate consolidated tax adjustment in this

proceeding is to reflect as a rate base deduction the total of the 1991

consolidated tax savings benefits, and one-half of the tax benefits realized from

AEI's 1990 consolidated tax filing...

..This finding reflects a balancing of the interests to reflect the unique period of

uncertainty during the period 1987-1991. We hereby reaffirm and emphasize

that the Board's policy is to reflect an equitable and appropriate sharing of

consolidated tax benefits for ratepayers in future rate proceedings...
The Board reaffirmed its consolidated income tax policy in its Atlantic Order in the most recent
Jersey Central Power and Light Company (AJCP&L@) base rate proceeding, BPU Docket No.
ER91121820J, dated June 15, 1993. On pages 7 and 8 of its D&O in that docket the

BPU stated:

17
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The Board believes that it is appropriate to reflect a consolidated tax
savings adjustment where, as here, there has been a tax savings as a result
of the filing of a consolidated tax return. Income from utility
operations provide the ability to produce tax savings for the entire GPU
system because utility income is offset by the annual losses of the other
subsidiaries.  Therefore, the ratepayers who produce the income that
provides the tax benefits should share in those benefits. The Appellate
Division has repeatedly affirmed the Board's policy of requiring utility
rates to reflect consolidated tax savings and the IRS has acknowledged
that consolidated tax adjustments can be made and there are no
regulations which prohibit such an adjustment.

The issue, in this case, is not whether such an adjustment should be
made, but, rather, what methodology should be used to make such an
adjustment. In this area, the courts have held that the Board has the
power and discretion to choose any approach which rationally
determines a subsidiary utility's effective tax rate. Toms River Water
Company v. New Jersey Public Utilities Commissioners, 158 NJ Super
57 (1978). Based on our review of the record in this case, the Board
REJECTS the ALJ's recommendation to accept the income tax expense
adjustment proposed by Petitioner and, instead, ADOPTS the position
of Staff that the rate base adjustment is a more appropriate
methodology for the reflection of consolidated tax savings. The rate
base approach properly compensates ratepayers for the time value of
money that is essentially lent cost-free to the holding companies in the
form of tax advantages used currently and is consistent with our recent
Atlantic Electric decision (Docket No. ER90091090J). Moreover, in
order to maintain consistency with the methodology applied in the
Atlantic decision, we modify the Staff calculation and find that a rate
base adjustment which reflects consolidated tax savings from 1990
forward, including one-half of the 1990 savings, is appropriate in this
case.

18
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Since this isthe established practice in New Jersey, | have followed the rate base deduction
procedure in developing my proposed tax saving adjustment. | have prepared an analysis
of NUI:=s consolidated tax savings for the years 1991 through 2000 and recommend that
Elizabethtown be allocated a ratable share of those benefits, based on the ratio of
Elizabethtown=staxable income to all other affiliates that had taxable income. In thisway,
all affiliates that had taxable income share equitably in the benefits gained by filing the
consolidated return. 1 have reduced Mr. Clancy-s rate base claim by $3,882,000 reflecting
Elizabethtown:s accumulated share of the consolidated tax benefit. My adjustment is
detailed on Exhibit___ (DEP-1), Schedule 2, page 4.

11 RATE BASE SUMMARY

PLEASE SUMMARIZE THE IMPACT OF THE RATEPAYER ADVOCATE:S
ADJUSTMENTS ON THE COMPANY-S PROPOSED RATE BASE.

As detailed on Schedule 2, page 1, the Ratepayer Advocates recommended rate
base adjustments reduce Elizabethtowrrs proposed $413.8 million rate base
(12&0 update) by $19,082,000. | recommend that Elizabethtowrrs pro forma rate
base be set at $394,752,000 in this proceeding.

EARNINGS UNDER CURRENT RATES
WHERE IN EXHIBIT__ (DEP-1) HAVE YOU SHOWN YOUR PROPOSED

ADJUSTMENTS TO MR. CLANCY:S DETERMINATION OF PRO FORMA
OPERATING INCOME UNDER PRESENT RATES?
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All of my income adjustments, and those of other Ratepayer Advocate withesses,
are summarized on Schedule 3, page 2. This page shows the revenue, expense,
tax and income effects of the Ratepayer Advocatess proposed ratemaking
adjusments in this proceeding. The remaining pages in Schedule 3 detal the
devdopment of the gpecific adjusments that the Ratepayer Advocate is
recommending. Each revenue or expense adjusment will be discussed in the
order in which it appears on Schedule 3, pages 2a, 2b and 2c.

1.1  WEATHER NORMALIZATION

LOOKING FIRST AT SCHEDULE 3, PAGE 2A, PLEASE DESCRIBE THE
BASISFOR YOUR ADJUSTMENT SHOWN IN COLUMN B.

Natural gas sdes are hignly dependent on prevaling temperatures, specificdly
heating degree days. Vaiability of earnings due to anorma westher conditions
is a well established business risk in the industry that is typicaly accounted for in
cost of capita andyses. To avoid double-counting for this business risk, test year
sdes are adjusted in the eanings andyds to reflect Anormal degree days and

wesather conditions.

In this proceeding, Elizabethtown has proposed a weather normdization
adjustment reflecting average heating degree days over the past ten years. Mr.
Copeland, on bendf of the Ratepayer Advocate, takes issue with the Company-s
weather normdization adjusment and instead recommends using the 30-year
average hedting degree days (1971-2001) that has typicaly been used in prior
New Jersey base rate proceedings. Therefore, | recaculated Elizabethtownrs pro
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forma sdes, revenue, and net margin based on the 30-year average heating degree
day data recommended by Mr. Copeland.

HOW WERE YOU ABLE TO RECALCULATE PRO FORMA SALES
REVENUE TO REFLECT THE 30-YEAR AVERAGE HEATING DEGREE
DAYS?

In discovery, Elizabethtown provided a copy of its confidentid sdes and revenue
computer moddl. This model was used to caculate pro forma revenue assuming
the ten-year average hedting degree days that the Company is recommending in
ths case. Tha modd dso contans a built-in option to cadculae pro forma
revenue under the 30-year average heding degree day assumption. Therefore, it
was a smple matter for me to re-run the Company=s model usng Mr. Copeland:s
recommended 30-year heating degree days.

As shown on Schedule 3, page 3, changing the assumption from ten-year average
to 30-year average heating degree days increases pro forma revenue by
gpproximately $9.4 million and increases pro forma net margin by approximately
$2.95 million.

1.1  WAGESAND SALARIES
HAVE YOU ANALYZED MR. CLANCY:S PROPOSED PAYROLL
ADJUSTMENTS?

21
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Yes, | have. In the Company:s initid filing, Mr. Clancy proposed a labor expense
adjusment that reflected annudized wages and sdaries for employees as of May
31, 2002, annudized wages and sdaries for pogtions that were not filled for the
entire test period, new positions expected to be filled in the post-test period, new
wage rates for barganing employees to become efective November 2002, and an
increase  for non-union employees to become effective in January 2003
Together, these adjusments increased the test year labor expense by
approximately $2.3 million.

In the Company=s 12&0 update filing, Mr. Clancy reduced the amount of the
labor expense increase the Company is requesting by $121,000 to reflect the
Company-s current projection that certain podgtions whose costs were included in
Mr. Clancy=s origina adjustment will not be filled in the post-test period.

ARE YOU RECOMMENDING ANY FURTHER ADJUSTMENTS TO THE
LABOR EXPENSE REFLECTED IN THE COMPANY=S 12&0 FILING?

Yes, | an. My adjusment summarized on Schedule 3, page 4, reflects the
remova of the Company-s proposed alowance for vacancies in the test period,
diminaion of new pogtions during the post-test year, and diminaion of the
speculaive increase that Elizabethtown has assumed will be granted to nonunion
employees in January 2003. Together, these adjustments reduce Mr. Clancy-s
proposed alowance for labor costs in the 12& 0 update filing by $938,000.

2
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WHY DID YOU REMOVE THE ANNUALIZED VACANT POSITIONS
DURING THE TEST YEAR?

The short answer to that question is that vacant postions do not create a revenue
requirement for Elizabethtown. By annudizing currently filled, but previoudy
vecant pogtions at test year-end, Mr. Clancy, in effect, assumes, without support,
there will be no vacancies in the post-test period. With approximately 570
employees, Elizabethtown will nearly dways have unfilled postions due to
norma turnover, retirements and terminations. There will nearly adways be
differences between the numbers of authorized and actua persomnel on even a
monthly basis. To assume, as Mr. Clancy has done, that there will be no
vacancies during the entire post-test period is Smply unredistic and unwarranted.

The same is true with respect to new pogtions budgeted for the post-test period.
It is improper to reflect projected new hires without also reflecting the labor cost
svings that will arise by unfilled postions that will arise during the pod-test
period. Therefore, Mr. Clancy-s adjustment to recognize new postions to be
filled in the post-test year should aso be rgected. The Company smply has not
presented any evidence in this proceeding demondtrating that these new postions
actudly will be filled during the post-test year period and that savings arisng
from job vacancies during the post-test period will not offsst some or dl of the
cogt of the newly filled positions.

WHY HAVE YOU REMOVED THE FOUR PERCENT INCREASE FOR NON-
UNION WORKERS IN YOUR LABOR COST ADJUSTMENT?

23



David E. Peterson Direct Testimony
Division of the Ratepayer Advocate
BPU Docket No.GR02040245
OAL Docket No. PUC 3719-02
Page 24

The proposed four percent adjusment to non-union workers effective January 1,
2003 is gpeculative and, therefore, does not meet the Board:s known and
meesurable requirement to qudify as an appropriate post-test period expense
adjustment.

The January 2003 non-union wage adjusment is gspeculdive in that there
currently is no firm commitment by Elizabethtown to grant such an incresse.
Moreover, even if such an increase were authorized, the Company could delay the
effective date of the increase, as it has done in the past, beyond the nine months
post-test period provided in the Board=s policy statement for recognizing post-test
year expense changes. For example, the 2002 wage and sdary adjustment for
director-level employees did not become effective until April 1, 2002. If damilar
delays are experienced in 2003, the wage adjustment would not become effective
until 10 months beyond the end of the test period, and beyond the limit set in the
Board-stest period policy statement.

Because there is no firm commitment for Elizabethtown to actudly grant non-
union employees a four percent increase effective January 2003, and because the
company ultimatdy controls the timing and the amount of any increase to non-
union employees, | recommend that the post-test year labor increase for non-

union employees be rgjected as speculaive in this case.
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3. INCENTIVE COMPENSATION

17. HAVE YOU REVIEWED ELIZABETHTOWN:S TEST YEAR INCENTIVE
COMPENSATION PLANS?

1 Yes, | have. Copies of the three incentive payment plans in effect during the test
year were provided in discovery in response to requests by the Board Staff and
the Ratepayer Advocate® These plans include the NUI Stock Option, Stock
Award and Incentive Plan (AExecutive Plan(), the Sdles Force Incentive Plan, and
the Collective Bargaining Agreement with Local # 424, Utility Workers Union of
American.  Elizabethtown has indicated that test year operating expenses include
$901,298 awarded under these three incertive plans® These plans were designed
to promote a vaiety of corporate behaviors including achieving corporate
eanings targets, increedng sales, and increasing saving, attendance,
workmanship and customer servicee  Nearly 75 percent of the awards,
approximately $670,000, was granted to executives under the Executive Plan.

17. WHAT ISTHE STATED PURPOSE OF THE EXECUTIVE PLAN?
1. The purpose of the Plan was stated as follows:

AThe 1996 Plan was adopted by the Board in order to align the interests of
the Company:=s management with the interests of the shareholders and to
attract, retan and motivate key employees through participation in the
longterm growth and financia success of the Company..... The
Compensation Committee believes that equity awards can be used to help

*See Company:s response to S-EREV-56.
6See Company:s response to S-EREV-54.
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the Company achieve its gods for long-term growth and enhanced
shareholder vaue....0"

17. UPON WHAT CRITERIA ARE THE AWARDS GRANTED?
A. NUI:s Compensation Committee has determined that performance gods and

awards will be selected from among the following:

11

1.2

13

14

1.5

1.6

1.7

1.8

1.9

1.10

111

112

Return on invested capital, return on assets, return on investment,
or return on equity (on agross or net basis);

Earnings from operations, earnings before or after taxes, earnings
before or after interest, depreciation, amortization, or extraordinary
or specid items;

Net income or net income per common share (basic or diluted);

Sales or net revenues,

Cash flow, free cash flow, cash flow return on investment
(discounted or otherwise), net cash provided by operations, or cash
flow in excess of cost of capitd;

Working capita turns;

Interest expense after taxes,

Economic value created;

Operating margin or profit margin;

Stock price or total shareholder return;

Dividend payout as a percentage of net income;

Debt reting; and

"See Company-s response to S-EREV-56, Attachment 1, page 4.
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1.13 Strategic busness criteria, consisting of one or more objectives
based on medting specified goas with respect to customer growth,
supplier management, productivity, market penetration, geographic
busness expanson gods, cost targets, customer satisfaction,
employee satidfaction, management of employment practices and
employee benefits, supervison of litigation and information
technology, and gods rdaing to acquistions or divestitures of
subsidiaries, dfiliates or joint ventures?®

17. ARE THESE PERTINENT GOALS AND PERFORMANCE MEASUREMENT
CRITERIA ?

1. | do not take issue with ether the Plars purpose statement or with
Elizebethtowrrs decison to mativate key employees through an incentive
compensation program.  However, | have been informed by counsd that the
Board has established a policy of disdlowing incentive compensation expense in
rate cases. In the most recent Middlesex Water Company Base Rate Case, the
Board agreed with Staff and the Ratepayer Advocate postions that Aincentive
compensaion expenses in the amount of $324,057 should not be included in
expenses.i 1/M/O the Petition of Middiesex Water Company for Approva of an
Increase in Its Rates For Water Service and Other Tariff Changes, BPU Docket
No. WR00060362 (June 4, 2001). Condgstent with the Middlesex Water case,

incentive compensation expenses should not be recovered in the present case.

17. WHY IS THE PURPOSE OF THE PLAN NOT CONSISTENT WITH
RATEPAYER INTERESTS?

1 It is clear that the Executive Plan is intended to incresse shareholder wedth. This
god is not condgent with the ratepayers goa of recaving service a the lowest

8See Company:-s response to S-EREV-56, Attachment.
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posshle price. In fact, there is a perverse incentive in NUI=s Executive Plan to
atificdly inflate its requests for rate relief and to maintain excessive rate levels.

Jersey ratepayers should pay for the incentive awards. Moreover,
Elizabethtowrrs witnesses in this proceeding make much of the fact that New

Jersey earnings were substandard during the test period. If this were truly the
case, it would not be appropriate to alocate the cost of the Executive Plan to
Elizabethtowrrs New Jersey operations when the Executive Plan was designed to
reward excdlent performance. Based on the Middlesex Water Company Order
and longganding ratemaking principles, | recommend that test year expenses be
reduced by $670,000 to diminae the dlocation of Pan expenses to
Elizabethtown.

4. PAYROLL TAXES

WHAT ADJUSTMENT ARE YOU RECOMMENDING TO MR. CLANCY-S
PAYROLL TAX CLAIM?

Payroll taxes are a function of pro forma labor expenses. Since | am
recommending a reduction in Elizabethtowrrs proposed dlowance for payroll
expense, a corresponding $70,000 adjusment to payroll taxes is aso necessary.
My adjustment is detailed on Schedule 3, page 6.

1.1  DEPRECIATION

WHAT IS THE BASS FOR THE DEPRECIATION ADJUSTMENT THAT

YOU SHOW ON YOUR SCHEDULE 3, PAGE 77?
28
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Ratepayer Advocate witness Michad Mgoros has undertaken a comprehensive
review of the Company:s present and proposed book depreciation rates. As a
result of his review, Mr. Majoros is recommending different depreciation rates
from those proposed by Elizabethtown for severd of the Company-s plant
accounts. My schedule shows the impact of Mr. Majoros recommended rates as
gpplied to the post-test year plant balances reflected in rate base as compared with
Mr. Clancy:s proposed depreciation expense dlowance. | show on my schedule
that Mr. Magoros proposed depreciation rates reduce Mr. Clancy=s proposed
annual depreciation accrua by approximately $3,955,000.

11  PENSIONS

WHAT ISTHE BASIS FOR YOUR PENSION COST ADJUSTMENT?

My $1.5 million adjussment diminates the Company-s speculatiive pension cost
estimate for the post-test period. The most recent actuarid determination of
NUI=s pension costs reflects a $510,000 net pension credit and applies to the
fiscd year 2002. For fiscal year 2003, the Company:s adjusment reflects a $2.05
million (total NUI) penson expense. This amount, however, is not the expense
that will be recorded by the Company during 2003. It was not developed from a
complete actuarid anadyss. It is Smply one estimate among others provided by
the Company:s actuary based on certain performance and operating assumptions.
The conditions that will determine the pension cost for 2003 cannot be known at
this time  Thus, the 2003 estimate reflected in Mr. Clancy:s penson cost
adjugment is peculative and does not congtitute a known change, as required by

the Boards policy concerning post-test period adjustments. In fact, the 2003
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penson expense will not be known untl after the ninemonth post-test year
window expires to qudify it as an appropriate expense adjustment in this case.
My adjusment to exclude the speculative 2003 pension cost increase is shown on
Schedule 3, page 8.

11 MEDICAL INSURANCE

WHAT TYPES OF ADJUSTMENTS IS MR. CLANCY PROPOSING FOR
MEDICAL BENEHTS COSTS?

Elizabethtown views medica benefits (including medica, dentd and vison care)
as a function of its payroll. Thus, Mr. Clancy proposes to increase test year
medica care costs to reflect his proposed payroll cost increases. Further, for the
post-test period, Mr. Clancy projects a 13.7 percent increase in medica care
cogts, which isaso reflected in his medica expense adjusmen.

WHAT ARE YOUR ISSUES WITH MR. CLANCY:S MEDICAL BENEFITS
ADJUSTMENTS?

Because | am recommending tha the alowance for test year job vacancies be
diminated from labor costs, the overhead adder for medical benefits on those
labor dollars likewise should be diminated. Moreover, Mr. Clancy-s post-test
year inflation adjusment is pure speculation. It does not represent actual, known
premium or hedth care cost increasess My adjusment to diminate the
Soeculative post-test year inflaion incresse and the bendit dlowance for job
vacancies reduces the Company-s proposed operating expenses by $398,000, and
is shown on my Schedule 3, page 9.
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11 OTHER POST-EMPLOYMENT BENEFITS (AOPEBS{)

WHAT IS THE BASIS FOR YOUR ADJUSTMENT RELATING TO POST
RETIREMENT MEDICAL BENEHTS?

The same edimates and assumptions used to project fiscal year 2003 pension
costs were dso used to develop an OPEB cost estimate for 2003. Thus, Mr.
Clancy-s OPEB adjusment suffers from the same deficiencies that 1 mentioned in
connection with the pension cost adjusment. The estimate of 2003 OPEB costs is
speculative. It does not represent the expense that will be recorded by
Elizabethtown in the post-test period. Instead of Mr. Clancy-s speculdtive
adiugment, my OPEB adjusment recognizes the latest known cost as of
November 30, 2002. The adjustment | show on Schedule 3, page 10, reduces Mr.
Clancy-s OPEB cost dam by $182,000, by diminging the speculdive incresse
projected for May 31, 2003.

1.1 UNCOLLECTIBLES

PLEASE EXPLAIN YOUR ADJUSTMENT TO UNCOLLECTIBLE
ACCOUNTS THAT YOU DETAIL ON SCHEDULE 3, PAGE 11, OF YOUR
REVENUE REQUIREMENT EXHIBIT.

The uncollectible accounts expense is partidly a function of revenue. | have
included more revenue in my study than Mr. Clancy includes in his study due to
the weather normdization issue. Therefore, it is necessary for me to aso increase
the dlowance for uncollectible accounts. My recommended dlowance for
uncallectible accounts is the product of pro forma revenue ($317,903,000) and the
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uncollectible percentage (1.341 percent®), or $4,263,000. This is gpproximately
$126,000 more than Mr. Clancy has included in his sudy for uncollectible
accounts. The same 1.341 percent dlowance for uncollectible accounts is
included in my revenue expansion factor calculated on Schedule 1, page 2, as is
gpplied to the income deficiency calculated on my Schedule 1, page 1.

10. COMPREHENSIVE RESOURCE ANALY SIS (ACRA®)

17. PLEASE DESCRIBE THE BASIS FOR YOUR ADJUSTMENT RELATING TO
CRA EXPENSES.

1. The Board requires Elizabethtown and other New Jersey gas didribution utilities
to identify gas supply requirements and DSM opportunities under the CRA
program.  Mr. Clancy:s direct testimony in this proceeding explains that CRA
costs have been deferred and are being recovered through the Company-s Societal
Bendfits Charge (ASBC(). Thus, Mr. Clancy has proposed an adjustment to
gsynchronize CRA revenue collections with the amortization expense so that the
CRA has no net impact on base rates, however, Mr. Copeland:s weather
normalization adjustment increases sdes in the post-test year. Therefore, CRA
recoveries will increase as well. Thus, it is necessary for me to make a
corresponding adjustment to Mr. Clancy-s CRA amortization determingtion. M.
Copeand:-s weather normdization adjusment will increase CRA recoveries by
goproximately  $32,000 annudly. | have made a corresponding $32,000
adjustment to Mr. Clancy:s proposed CRA amortization level.

°Clancy Schedule RIC 4-9A.
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2. REMEDIATION ADJUSTMENT CLAUSE (ARACH)

WHAT IS THE BASIS FOR YOUR ADJUSTMENT TO PRO FORMA RAC
CHARGES?

Elizabethtown is responsble for deaning up certain manufactured gas plant sites.
Recovery for the related cleanup costs is provided for under the RAC program.
Smilar to the CRA expense, the Electric Discount and Energy Competition Act,
(AEDECAQ() requires that RAC charges be recovered through the Company:=s SBC.
Mr. Clancy-s direct tesimony indicates that this is how Elizabethtown has been
accounting for and recovering authorized RAC charges. Here again, since Mr.
Copedland is proposing to increase pod-test year sdes reative to what is reflected
in the Company:s filing, a RAC expense adjusment is necessary to synchronize
RAC revenue with the amortizetion to remove RAC from base rates. My
adjustment, which increases the RAC amortization level by $14,000, is detailed
on Schedule 3, page 13.

12. INSURANCE

PLEASE EXPLAIN YOUR ISSUE WITH MR. CLANCY:=S INSURANCE
COST ADJUSTMENT.

Hizabethtown has been notified by carriers of premium incresses for severd of
its insurance policies.  Such increases are properly reflected in this rate
proceeding because they conditute a known change in the cost of service For
genera lidhility insurance, however, the Company merely speculates that its costs
will increase by 25 percent in the post-test period. Because this clamed increase
is not supported by actua natification by an insurance carrier, it does not meet the

Boardss known and measurable standard. That portion of Mr. Clancy:s insurance
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adjusment reating to the speculative 25 percent increase for generd liability
insurance should be rejected by the Board in this proceeding. This reduces Mr.
Clancy:s claim for insurance costs by $183,000 as shown on my Schedule 3, page
14.

13. RATE CASE EXPENSE

IN ADDITION TO DIRECT COSTS INCURRED BY ELIZABETHTOWN
PERSONNEL, HOW MUCH DOES THE COMPANY ANTICIPATE THAT IT
WILL COST TO PROCESSTHIS RATE CASE?

Mr. Clancy-s revenue requirement study includes a rate case expense amortization
alowance based on his etimate that this case will cost the Company $910,000 to

process. Thetotd cost estimate is broken down asfollows:

Legd $ 450,000
Lead-lag study 150,000

Capital Improvements Clause Design 60,000

Depreciation 50,000
Cost of capital 45,000

Climatologist 10,000
Cost of service study 35,000
Temp help 5,000
Court reporters 35,000
Totd cost estimate $ 910,000

HOW DOES MR. CLANCY PROPOSE TO TREAT RATE CASE EXPENSE IN
THIS CASE?
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Following Board precedent, Mr. Clancy proposes to recover one-half of the
edimated cost of the rate case. To accomplish this, he has reflected a two-year
amortization of these cogts in his revenue requirement study.

ARE THE COMPANY:S RATE CASE EXPENSES KNOWN AT THISTIME?
No, they are not. While it is cetan that Elizabethtown has incurred and will
continue to incur expenses associated with this proceeding, the precise amount of
those expenses cannot be determined at this time. Nor is there any reasonable
way for the Ratepayer Advocate to evduate the reliability of the Company-s
$910,000 cost estimate at this time. Therefore, a better way to approach this issue
is to have the Company provide proof of actua costs incurred towards the end of
the case, dong with etimates of any remaning costs outdanding, if aty. This
procedure is far to the ratepayers, without harming the Company, while smply
recognizing a cost edimate now that may be far different from Elizabethtowrrs
actual codsts is patently unfar. Because | believe that Elizabethtowrrs initid cost
esdimates may be excessive, | have reduced the $910,000 cost estimate by 25
percent as a place holder until actual costs become known.

OTHER THAN REDUCING THE COST ESTIMATE BY 25 PERCENT AT
THIS TIME, IS THERE ANOTHER ADJUSTMENT TO RATE CASE
EXPENSES THAT YOU RECOMMEND?

Yes. There is no support for Mr. Clancy-s proposed two-year amortization of rate

case expenses. ldedly, the ratemaking dlowance for rate case expense would
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levdize  the tota cost over the number of years between rate cases.
Elizabethtowrrs experience in filing rate cases does not support its proposed two-
year amortization. It has been 12 years since Elizabethtown has filed a base rate
proceeding.

Moreover, there are dgnificant costs and activities built into Mr. Clancy-s cost
edimate that would not recur in the Company-s next base rae filing even if
another base rate case were to be filed within the next two or three years. For
example, | would not expect Elizabethtown pay for another comprehensive lead-
lag study, capita improvements clause design study, or depreciation study if the
company were to file another base rate proceeding in the relatively near future.
Nor would | expect the same levd of expenses for outsde legal counsdl to be
repeated in the next rate filing. Together, these activities make up $710,000 of
the total $910,000 cost esimate. Thus, even if Elizabethtown filed another base
rate proceeding in two or three years, the levelized cost going forward from that
case may not be any greater than the levelized cost in this case if we establish a
longer amortization now for current rate case expenses.

To recognize that Elizabethtown does not have an established history of filing rate
cases on a bi-annua bass and that many of the costs incurred in this proceeding
will not be necessary in the next base rate proceeding | recommend that actud,
known rate case expenses aidng in this proceeding be amortized over a five-year

period. My adjustment to accomplish thisis shown on Schedule 3, page 15.
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14. MISCELLANEOUS EXPENSES

PLEASE EXPLAIN THE MISCELLANEOUS EXPENSE ADJUSTMENT
SHOWN ON SCHEDULE 3, PAGE 16, OF YOUR REVENUE
REQUIREMENT EXHIBIT.

Together, the expenses shown on this schedule represent costs incurred by
Elizabethtown that were not necessary for the provison of safe, adequate and
rlidble sarvice to New Jersey ratepayers. They include charitable contributions,
promotiona dinners and entertainment events, lobbying expenses, loca chamber
dues, and employee golf memberships. | do not take issue with the utility=s right
to undertake these activities. | do object to having ratepayers fund these
activities, however. In fact, the July 25, 2002 decison by the New Jersey
Supreme Court held that charitable contributions paid for by a utility could not be
subsidized by consumers and, therefore, should not be included in a utility:s
revenue requirement. Matters of politics and charity are persond.  Each
individud has a right to contribute as he or she sees fit. It is not proper, however,
to require New Jersey ratepayers to contribute to these organizations and
activiies on bendf of the Company. Smilaly, the Boad maintans a long
danding policy to exclude public relaions, lobbying and politica activities
expenses out of rate cases. Re Jarsey Centrd Power and Light Company BRC
Docket No. ER91121820J (June 15, 1993). | condgder promotiond dinners and
entertainment events and local chambers dues to fdl into this category.
Therefore, my adjusment, which reduces test year expenses by $148,000,
eliminates the cogt of these activities from Elizabethtowrrs revenue requirement.
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15.  INTEREST SYNCHRONIZATION

PLEASE DESCRIBE YOUR INTEREST SYNCHRONIZATION
ADJUSTMENT THAT YOU SHOW ON SCHEDULE 3, PAGE 17.

This schedule shows the required adjustment to state and federal income taxes to
synchronize the interest expense tax deduction with the debt portion of the overal
return requirement recommended by Mr. Copdland. The pro forma tax deduction
for interest expense is the product of the weighted average embedded cost of debt
and my rate base determination.

SINCE YOU ARE RECOMMENDING THAT CUSTOMER DEPOSITS BE
ELIMINATED FROM RATE BASE RATHER THAN INCLUDED IN THE
CAPITAL STRUCTURE, HOW HAVE YOU TREATED THE INTEREST
EXPENSE ON CUSTOMER DEPOSITS?

Because | have deducted customer deposits from rate base, | aso removed them
from the capita Structure as wdl. Thus my interest synchronization adjustment
does not caculate the tax deduction for interest on customer deposits. Therefore,
| have developed a separate adjusment on the income daement to incdude
customer deposit interest as an abovetheline expense and to reflect the tax
deductibility of the interest on customer deposits. This adjustment is shown on
my Schedule 3, page 2c, Column C.

16. SUMMARY OF REVENUE REQUIREMENT

WHAT IS THE COMBINED EFFECT OF ALL OF THE ABOVE
ADJUSTMENTS ON ELIZABETHTOWN:S CLAIMED EARNINGS UNDER
PRESENT RATES?
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As shown on my Schedule 3, page 1, Mr. Clancy has cdculated pro forma
earnings under present rates of $17,023,000. My adjustments add $8,944,000 to
Mr. Clancy:s clamed eanings. Thus, | cdculae that Elizabethtowres present
base rates generate $25,967,000 of earnings under pro forma conditions and a
6.58 percent overd| return on rate base.

Ratepayer Advocate witness Mr. Copeland determined that Elizabethtown
requires a 9.5 percent return on common equity capital and a 7.68 percent overall
return on rate base. Thus, rate levels should be adjusted to achieve a $7,469,000
annud revenue increese to dlow Elizabethtown an opportunity to earn Mr.
Copeland:s recommended rate of return.

SYSTEMSIMPROVEMENT ADJUSTMENT CLAUSE (ASIACH)

HAVE YOU REVIEWED THE COMPANY-S PROPOSED SIAC?

Yes, | have. The Company:=s witness, Mr. Chilton is proposing a post-rate case
rate mechanism designed to increase base rates on an annua basis, subject to an
eanings test, to recover incrementa revenue requirements associated with certain
system improvement projects and accelerated completion of Elizabethtowrss cast
iron man replacement program.  The incrementa rate adjusments would be
timed to coincide with the annuad BGSSfilings.

WHAT ARE YOUR RESPONSIBILITIES WITH RESPECT TO ANALYZING
THE PROPOSED SIAC?
Ratepayer Advocate witness Frank Hollowa has reviewed Elizabethtowrrs capital

projects from an engineering standpoint. The Ratepayer Advocate asked me to analyze
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the proposed SIAC from a ratemaking policy perspective. Specifically, | was asked to
offer my opinion concerning whether there was anything in Elizabethtown-s financial
profile that suggests a need for an SIAC and to discuss the ratemaking policy issues that

arise concerning the SIAC and the earnings test.

HAS ELIZABETHTOWN SUFFICIENTLY DEMONSTRATED THE NEED
FOR AN SIAC?

No, it has not. Other than expressing its desire to avoid base rate scrutiny over
the next severa years, Elizabethtown has not shown a need for specia regulatory
treatment for plant expanson costs. Nor has it identified any need that currently
is being unmet under the Boardss traditional rate setting policies with respect to
plant additions.

In my opinion, specia regulatory treetment may be appropriate when a utility is
financidly incapable of meeting its service obligation absent speciad trestment.
For example, in a Stuation where a utility is unable to secure financing for a
needed project due to bond covenant redrictions, specia ratemaking provisions
may be necessary. Such is not the case with Elizabethtown, however.
Elizabethtown does not clam that it is unable to finance the projects that the
SIAC is designed to cover. Even if this were the case, the proposed SIAC would
not solve the problem. The SIAC would not change base rates until after each
project had been completed and was in servicee This is long after when
Elizabethtown would obtain finencng for these projects. Thus, the only support
for the proposed SIAC seems to be Elizabethtowrrs desire to avoid a base rate

case over the next severd years.
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IS AVOIDING BASE RATE CASES A SUFFICIENT AND LEGITIMATE
REASON FOR ADOPTING AN SIAC?

No, it is not. While mogt utilities would love to increase base rates annudly
while, a the same time, avoiding comprehendve base rate reviews, rate
mechaniams that provide this result generdly are not in the public interest.
Ratepayers depend on regulators to conduct periodic reviews to determine just
and reasonable rates. Moreover, | have been advised by counsd that in New
Jersey, dlowing for incrementd rate increases for one dement of a utility=s cost
dructure without aso examining dl other dements of the utlity:=s costs has been
prohibited as single issue ratemaking. It has been a long recognized principle that
such a one-sided treatment of expenses in favor of the utility does not result in
just and reasonable rates. See, In re Revision of Rates by Redi-Flow Corp., 76
N.J. 21, 41 (1978); see dso, In re Intrastate Industrial Sand Rates, 66 N.J. 12
(1974). Jugt and reasonable rates can only be determined after examining the
utility:s unit cost of service with respect to a consstent test period. That is, al
revenue, expense, investment and sdes volumes should be examined within a
given test period. Only after dl of these dements that go into the utility-s unit
cost of service have been examined can a truly just and reasonable rate be
edtablished. Recognizing single cost increases without aso recognizing al other
changes in costs, investments, expenses, and sales volumes will digtort the unit
cost of service cdculdion. For this reason, | oppose rate increases based on single
line-item cost increases. My oppostion holds regardless of whether or not the
gangle item under congderation is expected to produce net income. Beyond the
test period, dl revenue, expense, invesment, and sdes volume levels can be
expected to change to some degree. Ignoring al changes except for one single
cost increase outdde of a test period is Imply inappropriate rate setting policy
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and is derimenta to ratepayers who depend on regulators to require
comprenensive reviews prior to resetting base rates. Imagine the outcry from
Elizabethtown that would result if the Ratepayer Advocate proposed a rate clause
to reduce rates over the next four years each time the Company:=s embedded cost
of debt declined while ignoring al other cost changes. Perhaps Mr. Chilton
tacitly acknowledges the unfairness to ratepayers and the disadvantage that the
SIAC places on ratepayers when he proposes to implement the SIAC and increase
rates without noting the increase as a separate item on the customers hills™®

Rate cases, as unpleasant and expensive as they are, are the most equitable way to
establish base rates for al concerned parties. Under conditions of increasing unit
costs rate cases are unavoidable.  Yet, they provide the best means for ratepayers
to fed confident that regulators are holding rates to reasonable and necessary

levds.

17. IS IT CERTAIN THAT ADOPTING THE SIAC WILL OBVIATE THE NEED
FOR ELIZABETHTOWN TO SEEK BASE RATE INCREASES OVER THE
NEXT SEVERAL YEARS?

1. No. It is not certan that Elizabethtown will not aso ask the Board for additiona
base rate increases during the years over which the SIAC is to be effective.
Elizabethtown has not proposed a base rate filing moratorium in exchange for
authority to implement an SIAC. Thus, New Jersey ratepayers are exposed to
annud rate increases under the SIAC and aso face the prospect of additiona base
rate increases over the next four years in spite of the SIAC. The Company
obvioudy is not proposing a symmetrical adjustment clause to decrease base rates

if the unit cost of service actualy declines over the next four years. Thus, the

“Direct Testimony of Robert Chilton, Exhibit P-5, page 11, lines 18-20.
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SIAC, in addition to possble additiona base rate rdief, places Elizabethtown in a
winwin gtuation. In West Virginia, where post-test year capital expansion costs
have been included in specid rate riders, the utilities are  not dlowed to file
additiona base rate increases during the rate moratorium period.

DOESN-T COUPLING THE RECOVERY OF AN SIAC CHARGE WITH AN
EARNINGS TEST GUARANTEE THAT RATES WILL REMAIN JUST AND
REASONABLE?

No, it does not. Mr. Chilton proposes to use the earnings test designed for the
WNC as an initid bads for implementing an aonua SAC charge. | was not
involved in establishing the WNC earnings test; therefore, 1 cannot comment on
the reasoning for that specific earnings test. It is my opinion, however, that the
WNC earnings test is not a sufficient bass for determining whether an SIAC
charge is appropriate and that the resulting base rates are just and reasonable.

An appropriate examination of Elizabethtowrrs eanings to determine that rates
are jusd and reasonable involves the same invedigation and the same levd of
detall tha is undertaken in a base rate proceeding. Just and reasonable rates are
those that reflect the utilitys underlying cost of servicee To make this
determination, one would have to thoroughly examine the utility:s cost of service,

asisdonein abase rate proceeding such asthis one.

Abbreviated eanings analyses, such as that proposed by Mr. Chilton, may not
reflect Elizabethtowrrs  actual unit cost of service or the justness and
reasonableness of rates. Rates set in this proceeding are based on the sdes, costs,
and conditions that were present during the test period or in the approved post-test
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period. No cam is made, however, that the same conditions will exig into the
future, or tha the recommendations made, and Board policies that have been set
with current conditions in mind, will be appropriate into the future. Thus,
eanings tests that are based on past Board regulatory trestments and cost
dlowances are not necessarily appropriate into the future as conditions, costs and

circumstances change.

If the Board fdt that utility cost structures were reasonably stable and predictable
there would never be a need for base rate filings. The Board could establish its
ratemaking policies and set an initid rate. Theresfter, the utility would need only
to file abbreviated earnings tests based on established Board precedent and
change base rates accordingly. We dl know that this is not the case, however.
The Board correctly requires comprehensve rate reviews before re-setting base
rates. Changes in circumstances and tresting new regulatory issues cannot be
reasonably accommodated in abbreviated eanings reviews. My position on the
SIAC is conggent with the views expressed by the Ratepayer Advocate in its
review of the Didribution System Improvement Charge ADSIC(). The DSIC was
a recovery mechanian proposed by the water utlities to pass through to the
ratepayers certain fixed costs of plant projects completed and placed in service
between rate cases that are dlegedly non-revenue producing. A working group,
comprisng of severd of the datees water utiliies, Staff and the Ratepayer
Advocate was organized to discuss the the need for such a recovery mechanism.
Docket No. WO 99120926. In disbanding the Working Group, Staff noted in a
April 5, 2000 letter to the parties: AStaff is suspending dl future medtings of the
DSIC Waorking Group and Subworking Groups, until Staff receives the necessary
information demondrating the threshold need for, and the compeling public
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interest to be served by, DSIC.;i | have been informed by counsda that the

Working Group has not met since the issuance of the letter.

DO YOU HAVE ANY OTHER CONCERNS WITH THE EARNINGS TEST
PROPOSED BY MR. CHILTON?

Yes, | do. | object to the pluslOO basis point earnings band that Mr. Chilton
places on the return on equity to determine in an earnings review if Elizabethtown
would quaify for an SIAC charge. In other words, Mr. Chilton proposes that
Elizabethtowrrs common equity return could float 100 basis points in the
eanings test above the Board awarded levd and 4ill qudify new invesment for
an SIAC surcharge.  Using the Company-s proposed rate base and capita
dructure as an example, a 100 bads point increase in the equity return would
dlow Elizabethtown to earn in revenues goproximady $3.5 million more than
the rate award granted in this proceeding and ill qudify for additiond recoveries
under the SIAC.

| have two objections to Mr. Chiltorrs proposal in this respect. Firs, if
established Board precedent is to be followed, then there is no support for treating
the common equity return any diffeently from any other Board-ordered
adjusments by induding an additiond common equity return alowance in the
eanings test as Mr. Chilton recommends. Second, if any earnings band were
appropriate to consder, Mr. Chiltorrs reasoning is counter-intuitive.  Common
equity returns are set by regulators in part based on risk factors facing the utility.
To the extent that the risk of not achieving timely recovery of new plant
invesment is recognized in establishing an equity return dlowance, that risk is
reduced by the SIAC. Therefore, if an equity band is to be considered at dl, it
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should be set lower than the authorized rate of return, not greaster as Mr. Chilton
proposes. In this way, ratepayers will not be asked to compensate the Company
twice for the same eement of risk.

MR. CHILTON STATES THAT ELEMENTS OF THE PROPOSED SIAC
WERE BORROWED FROM A RATE TREATMENT THAT THE BOARD
APPLIED TO SOUTH JRSEY GAS COMPANY IN A 1997 RATE
PROCEEDING. WHAT ARE YOUR COMMENTS ON THIS?

What the Board authorized for South Jersey in the 1997 rate proceeding and what
Mr. Chilton is proposing as an SIAC in this proceeding are two entirdy different
things. Mr. Chiltorrs proposed SIAC would increase base rates to recover the
incrementd  revenue requirements of the qudifying condruction projects. The
Board did not authorize periodic base rate increases for South Jersey for its
qudifying projects, however. Rather, South Jersey was permitted to retain a
larger portion of the magn on off-sysem sdes and trangportation until the
incrementa revenue requirement was met. That is, South Jersey would not have
recovered anything under the specia programed if it did not achieve an adequate
level of off-system sadles and transportation. South Jersey:s base rates were not
affected by the specid adjustment. Mr. Chiltorrs SIAC, on the other hand, would
increase base rates regardless of the Company=s maketing ability to achieve
additiond sdes and transportation loads to offset the cost of the new fadilities.
Thus, there are driking differences between the two programs. Clearly, the
proposed SIAC is more onerous on Elizabethtowrrs ratepayers than the trestment
that was afforded to South Jersey as part of a comprehensve settlement among
the parties in South Jersey=s 1997 rate proceeding.
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In summary, the Company has not demonstrated a financial need for an SIAC nor
has it shown that an SIAC is in the public interest. Moreover, the Company also
proposes to indude in the SIAC provison for the collection of expenditures that
may be required by a date task force investigating new security messures for the
utility indudtry in response to the September 11, 2001 disaster.”* This proposa
likewise should be rejected. First, such expenditures are purdy speculative a this
time.  Second, it is likely that if the task force were to impose new security
measures affecting the utility indudry, the task force would aso establish a
procedure for the utilities to recover the related cods.

I fird no bads for recommending specid rate treetiment for any of
Elizabethtowrrs future congtruction requirements. The Boardss ratemaking policy
already extends up to six months beyond the end of the test year to consider post-
test year plat additions. The Board dso permits utilities to set rates based on
year-end operating conditions. These two factors go a long way to hdp utilities
reduce problems with dtrition. But, the Board can only go so far. It need not
adopt rate principles that assure utilities that they will not need to file base rate
cases for an extended period of time. Ratepayers deserve to have confidence in
their regulators that the rates being pad reflect the utility-s underlying cost of
savice.  This can only be accomplished through periodic comprehensive rate
reviews in base rate proceedings. Mr. Chiltorrs SIAC proposd is antitheticd to
this process. For these reasons, | recommend that Your Honor and the Board

regject the Company:=s proposa to implement an SIAC.

“Direct Testimony of Robert Chilton, Exhibit P-5, page 8.
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AUTOMATED METER READING

DO YOU HAVE ANY COMMENTS IN ADDITION TO THOSE OF MS.
ALEXANDER CONCERNING THE COMPANY:=S PROPOSED
CUSTOMER TECHNOLOGY CLAUSE (ACTC§#)?

Yes, | have a brief comment. In her tesimony, Ratepayer Advocae witness Ms.
Alexander concludes that Elizabethtown does not need a speciad program to
recover the costs associated with ingalling automated meter reading (AAMRO)
devices. The Company-s proposal was to amortize in rates the inddlation costs
over a fiveyear period though a CTC rider. Because Ms. Alexander tedtifies
agang the need for specia rate treatment for these costs, a five-year amortization
would not be appropriate. Rather, the Company should follow the Boards
capitdization policies and the Uniform System of Accounts and account for the
AMR cogts accordingly.

DOESTHISCONCLUDE YOUR TESTIMONY AT THISTIME?

Yesit does.



