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I. STATEMENT OF QUALIFICATIONS 1 

Q.   Please state your name and business address. 2 

A.   My name is Andrea C. Crane and my business address is 90 Grove Street, Suite 211, 3 

Ridgefield, Connecticut 06877.  (Mailing Address:  PO Box 810, Georgetown, Connecticut 4 

06829.) 5 

 6 

Q.   By whom are you employed and in what capacity? 7 

A.    I am President of The Columbia Group, Inc., a financial consulting firm that specializes in 8 

utility regulation.  In this capacity, I analyze rate filings, prepare expert testimony, and 9 

undertake various studies relating to utility rates and regulatory policy.  I have held several 10 

positions of increasing responsibility since I joined The Columbia Group, Inc. in January 11 

1989.  I became President of the firm in March 2008. 12 

 13 

Q.   Please summarize your professional experience in the utility industry. 14 

A.   Prior to my association with The Columbia Group, Inc., I held the position of Economic 15 

Policy and Analysis Staff Manager for GTE Service Corporation, from December 1987 to 16 

January 1989.  From June 1982 to September 1987, I was employed by various Bell Atlantic 17 

(now Verizon) subsidiaries.  While at Bell Atlantic, I held assignments in the Product 18 

Management, Treasury, and Regulatory Departments. 19 

20 
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Q.   Have you previously testified in regulatory proceedings? 1 

A.   Yes, since joining The Columbia Group, Inc., I have testified in over 350 regulatory 2 

proceedings in the states of Arizona, Arkansas, Connecticut, Delaware, Hawaii, Kansas, 3 

Kentucky, Maryland, New Jersey, New Mexico, New York, Oklahoma, Pennsylvania, Rhode 4 

Island, South Carolina, Vermont, Washington, West Virginia and the District of Columbia.  5 

These proceedings involved electric, gas, water, wastewater, telephone, solid waste, cable 6 

television, and navigation utilities.  A list of dockets in which I have filed testimony since 7 

January 2008 is included in Appendix A. 8 

 9 

Q.   What is your educational background? 10 

A.   I received a Master of Business Administration degree, with a concentration in Finance, from 11 

Temple University in Philadelphia, Pennsylvania.  My undergraduate degree is a B.A. in 12 

Chemistry from Temple University. 13 

 14 

II.   PURPOSE OF TESTIMONY 15 

Q.   What is the purpose of your testimony? 16 

A.    On January 28, 2014, Rockland Electric Company (“RECO” or “Company”) filed a Petition 17 

with the State of New Jersey, Board of Public Utilities (“BPU” or “Board”) seeking a base 18 

rate increase of $19.259 million, or approximately 7.6% on total revenue.1 In addition, 19 

RECO proposed to eliminate its Smart Grid Surcharge and instead to recover the associated 20 

                         

1 All amounts referenced in this testimony exclude sales and use tax (“SUT”) unless otherwise noted. 
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costs through base rates.  The Company’s case was based on a Test Year consisting of the 1 

twelve months ending March 31, 2014.  As originally filed, RECO’s revenue requirement 2 

reflected actual results for six months and projected results for the last six months of the test 3 

year (6+6).  RECO subsequently updated its filing to reflect nine months of actual results 4 

(9+3 Update).  In that update, the Company increased its electric base rate deficiency to 5 

$22.585 million.  On April 23, 2014, the Company provided a further update based on twelve 6 

months of actual Test Year results (12+0 Update) claiming a revenue deficiency of $23.825 7 

million.       8 

The Columbia Group, Inc. was engaged by The New Jersey Division of Rate Counsel 9 

(“Rate Counsel”) to review the Company’s Petition and to provide recommendations to the 10 

BPU regarding the Company’s revenue requirement claim.  In developing my 11 

recommendations, I have relied upon the cost of capital and capital structure testimony of 12 

Rate Counsel witness Matthew I. Kahal and upon the depreciation expense and salvage value 13 

recommendations of Rate Counsel witness James Garren.   14 

   15 

Q. What are the most significant issues in this rate proceeding? 16 

A. The most significant issues driving the rate increase request are the Company’s claim for 17 

recovery of $25.6 million of deferred storm costs, which RECO is seeking to recover over 18 

three years, along with rate base treatment of the unamortized balance.  In addition to 19 

recovery of these past storm-related costs, RECO has also included an increase of $2.3 20 

million in the prospective rate allowance relating to storm costs.  The Company’s claims also 21 
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include various adjustments of $4.5 million relating to net salvage, an increase in 1 

depreciation rates, post-test year salary and wage adjustments, and post-test year plant 2 

additions.  RECO’s claim is based on a cost of equity of 10.25%.  The Company’s last base 3 

rate case was resolved by BPU Order issued May 12, 2010.  That case was based on a test 4 

year ending December 31, 2009. 5 

 6 

III.   SUMMARY OF CONCLUSIONS 7 

Q. What are your conclusions concerning the Company’s revenue requirement and its 8 

need for rate relief?     9 

A.   Based on my analysis of the Company’s filing, including its 12+0 Update, and other 10 

documentation in this case, my conclusions are as follows: 11 

1. The twelve months ending March 31, 2014 is an acceptable Test Year to use in this 12 

case to evaluate the reasonableness of the Company’s claims. 13 

2. Based on the testimony of Mr. Kahal, the Company has an overall cost of capital for 14 

its electric operations of 7.46%.   15 

3. RECO has pro forma rate base of $161.064 million (see Schedule ACC-3). 2 16 

4. The Company has pro forma electric operating income at present rates of $8.110 17 

million (see Schedule ACC-12). 18 

5. RECO should be permitted to recover its deferred storm damage costs over a period 19 

of six years.  The unamortized balance of such costs should be excluded from rate 20 

                         
2 Schedules ACC-1, ACC-31 and ACC-32 are summary schedules, ACC-2 is a cost of capital schedule, ACC-3 to 
ACC-11 are rate base schedules, and ACC-12 to ACC-30 are operating income schedules.   
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base. 1 

6. RECO has a pro forma, electric base distribution revenue deficiency of $6.614 2 

million (see Schedule ACC-1).  This deficiency includes recovery of deferred storm 3 

damage costs.  This is in contrast to the Company’s claimed revenue deficiency of 4 

$23.825 million. 5 

7. Since the Company’s 12+0 Update was only received on April 23, 2014, we have not 6 

yet had the opportunity to review all of the underlying calculations and workpapers.  7 

In addition, some of our adjustments are based on data request responses that have 8 

not yet been updated to reflect actual results for the full twelve months of the Test 9 

Year.  Therefore, the recommendations contained in this testimony may be updated 10 

based upon our review of the workpapers supporting the 12+0 Update and our review 11 

of updated data request responses. 12 

 13 

IV.   COST OF CAPITAL AND CAPITAL STRUCTURE  14 

Q. What is the cost of capital and capital structure that RECO is requesting in this case? 15 

A. The Company utilized the following capital structure and cost of capital in its filing: 16 

 17 

  19 

 20 

 21 

 22 

 Percent  
of Total 

Cost Rate Weighted Cost 

Long Term Debt 47.9% 6.02% 2.88% 

Common Equity 52.1% 10.25% 5.34% 

Total 100.00%  8.22% 
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 1 

 2 

Q. What is the capital structure and overall cost of capital that Rate Counsel is 3 

recommending for RECO? 4 

A. As shown on Schedule MIK-1 of Mr. Kahal’s testimony, Rate Counsel is recommending an 5 

overall cost of capital for RECO of 7.51% based on the following capital structure and cost 6 

rates: 7 

 8 

 Percent  
of Total 

Cost Rate Weighted Cost 

Long Term Debt 47.38% 5.89% 2.79% 

Short Term Debt 2.26% 0.25% 0.01% 

Common Equity  50.35% 9.25% 4.66% 

Total 100.00%  7.46% 

 9 

 Mr. Kahal’s recommendation reflects inclusion of short-term debt in the Company’s capital 10 

structure and a reduction to the Company’s claimed cost of equity.  This is the overall cost of 11 

capital that I have used to determine the Company’s pro forma required income, as shown on 12 

summary Schedule ACC-1, based on my recommended rate base.  I then compared this 13 

required income to pro forma income at present rates to determine the Company’s need for 14 

rate relief. As shown on Schedule ACC-1, my recommendations indicate that the Company 15 

currently has an electric base distribution revenue deficiency of $6.614 million.   16 
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 1 

V. RATE BASE ISSUES 2 

 A. Utility Plant-in-Service 3 

Q. How did RECO determine its utility plant-in-service claim in this case? 4 

A. The Company’s rate base as quantified in the 12+0 Update includes actual utility plant-in-5 

service at March 31, 2014, the end of the Test Year in this case.  In addition, the Company 6 

included post-test year plant of $6.752 million, partially offset by post-test year retirements 7 

of $699,000.  This resulted in a post-test year plant claim of $6.053 million.  In addition, the 8 

Company is requesting a Phase II increase related to three projects – the new Summit Avenue 9 

Substation, Ringwood Mainline Undergrounding, and Harings Corner Three Way Switch 10 

Projects that are scheduled to be completed by December 31, 2015.  RECO proposes to make 11 

a Phase II filing by June 1, 2015 to reflect the costs of these three projects.  The Company 12 

proposes that the Phase II increase would be effective once these projects are completed and 13 

the final costs are known. 14 

    15 

Q. Are you recommending any adjustments to the Company’s claim for utility plant-in- 16 

service? 17 

A. Yes, I am recommending that the BPU eliminate all post-test year plant additions from the 18 

Company’s rate base.   19 

 20 
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Q. Please quantify the post-test year plant additions that have been included in the 1 

Company’s rate base claim. 2 

A. The Company’s claim for post-test year plant includes the following gross plant additions 3 

($000): 4  

 5 

  6 

 7 

 8 

 9 

RECO also adjusted its rate base claim to reflect $699,000 in retirements associated with 10 

these post-test year plant additions. 11 

 12 

Q. What is the basis for your recommendation to exclude these post-test year plant 13 

additions from rate base? 14 

A. The Company’s claim results in a mismatch among the components of the regulatory triad 15 

used to set rates in this case and is inconsistent with BPU precedent regarding the inclusion 16 

of post-test year plant additions in rate base.  While the Company included post-test year 17 

plant additions through September 30, 2014, or six months after the end of the Test Year, it 18 

based its pro forma revenues on annualized customer counts as of the end of the Test Year.    19 

More importantly, the Company did not attempt to limit post-test year plant additions to 20 

projects that met the “major in nature and consequence” criteria of the BPU.  In fact, the vast 21 

Harings Corner Substation – New 
Underground Circuit Exits 

$1,442.6 

Smart Grid $56.0 

Other Distribution Reinforcement Projects 
under $500,000 

$953.7 

Various Blankets $4,300.0 

Total  $6,752.3 
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majority of the Company’s claim for post-test year plant relates to blanket projects and small 1 

projects under $500,000.   2 

 3 

Q. Has the BPU ever permitted the inclusion of post-test year plant in rate base? 4 

A. Yes, I am aware that the New Jersey BPU has in the past permitted certain post-test year 5 

plant-in-service additions to be included in rate base.  As stated in the Board’s Decision on 6 

Motion for Determination of Test Year and Appropriate Time Period for Adjustments, 7 

Docket No. WR8504330, page 2: 8 

With regard to the second issue, that is, the appropriate time period and 9 

standard to apply to out-of-period adjustments, the standard that shall be 10 

applied and shall govern petitioner’s filing and proofs is that which the 11 

Board has consistently applied, the “known and measurable” standard.  12 

Known and measurable changes to the test year must be (1) prudent and 13 

major in nature and consequence, (2) carefully quantified through proofs 14 

which (3) manifest convincingly reliable data.  The Board recognizes 15 

that known and measurable changes to the test year, by definition, reflect 16 

future contingencies; but in order to prevail, petitioner must quantify 17 

such adjustments by reliable forecasting techniques reflected in the 18 

record. 19 

 20 

 It is clear that the Company has not met the criteria specified by the BPU for the 21 

inclusion of post-test year projects in rate base.  RECO has not limited its post-test year 22 

plant-in-service claim to projects that are “major in nature and consequence.”  Instead, the 23 

Company has included its blanket projects and a combination of small projects in its post-test 24 

year claim.  Clearly, such projects are not “major in nature and consequence” and do not 25 

meet the criteria spelled out in the Elizabethtown order for inclusion of post-test year projects 26 

in rate base.    Accordingly, I recommend that the Company’s claim for inclusion of post-test 27 
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year plant additions be denied.  My adjustment is shown in Schedule ACC-4. 1 

 2 

Q. Do you support the Company’s request for a Phase II proceeding to reflect additional 3 

costs associated with the Summit Avenue Substation, Ringwood Mainline 4 

Undergrounding, and Harings Corner Three Way Switch Projects? 5 

A. No, I do not.  It is my understanding that these projects were not started in the Test Year and 6 

in fact they are not anticipated to be completed until December 31, 2015.  The Company is 7 

continuously adding to its plant in service and there is no reason to treat these projects 8 

differently than other plant additions that are made between base rate case proceedings.  9 

Moreover, there are many factors that impact on a Company’s earnings in addition to plant 10 

additions.  If the Company believes that these projects will jeopardize its financial integrity, 11 

it has the option of filing for a base rate case and beginning recovery from ratepayers once 12 

they are completed and placed into service.  It would be premature for the BPU to authorize a 13 

Phase II at this time and I recommend that the Company’s request be denied. 14 

  15 

B. Plant Held For Future Use 16 

Q. Has the Company included any plant held for future use in rate base? 17 

A. Yes, the Company has included $2.256 million of plant held for future use in its rate base 18 

claim.   19 

 20 

Q. What is plant held for future use? 21 
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A. Plant held for future use is plant that is not currently used in the provision of utility service to 1 

customers but which the Company claims has some potential to be used in the future to serve 2 

customers.  One common example is land being held as a possible future site for a Company 3 

facility. 4 

 5 

Q. Please describe the plant held for future use included in the Company’s rate base claim. 6 

A. The Company has included three components of plant held for future use in its rate base 7 

claim, as shown in the response to RCR-A-90. First, RECO has included $2.048 million 8 

related to land acquired in 2009 as the possible site for the Summit Avenue Substation.  9 

According to this response, RECO projects an in-service date for this site of 2015.  Second, 10 

RECO has included $167,049 of land acquired for a possible Wyckoff Substation Site.  11 

Third, it has included $41,660 in costs for an easement at the Wyckoff Substation site.  The 12 

Wyckoff land and easement have been included in plant held for future use since 1976.  The 13 

Company is currently projecting an in-service date of 2017 for the Wyckoff site. 14 

 15 

Q. Please describe your adjustment with regard to plant held for future use. 16 

A. Plant held for future use is, by definition, not used and useful in providing utility service to 17 

current customers.  In this case, the Company has included costs for two future possible 18 

substations, neither of which is in-service.  The land acquired for the Wyckoff Substation has 19 

been included in plant held for future use for almost 40 years.  Inclusion of this plant in rate 20 

base is surely speculative.  It is unreasonable for ratepayers to continue to pay a return on this 21 



Direct Testimony of Andrea C. Crane   BPU Docket No. ER13111135 
 

 

 12

plant when it has never provided them with utility service.  Accordingly, at this time I 1 

recommend that the Wyckoff Substation land and easement be excluded from rate base.   2 

  Similarly, I am recommending that the plant associated with the Summit Avenue 3 

Substation also be excluded from rate base.  While the Company does have plans to develop 4 

this site over the next few years, substantial construction is not expected until the summer of 5 

2014.  The substation project is not expected to be completed until December 2015.   It is 6 

inconsistent to reflect the cost of this land in rate base when the project is not in-service and 7 

when no other project costs are included in rates proposed for this case.  Accordingly, I 8 

recommend that all plant held for future use be excluded from the Company’s rate base claim 9 

in this case.  My adjustment is shown in Schedule ACC-5. 10 

 11 

 C. Construction Work in Progress 12 

Q. What is Construction Work In Progress (“CWIP”)? 13 

A.   CWIP is plant that is being constructed but which has not yet been completed and placed into 14 

service.  Once the plant is completed and serving customers, then the plant is booked to 15 

utility plant-in-service and the utility begins to take depreciation expense on the plant.  16 

Inclusion of CWIP in rate base creates a mismatch among the ratemaking components 17 

utilized for the Test Year, since it represents plant that was not actually serving customers 18 

during the Test Year.  Thus, including CWIP in rate base overstates the plant necessary to 19 

provide service to those customers who were served during the Test Year and on whom the 20 

Company’s revenue claim is based. 21 
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 1 

Q. What CWIP has the Company included in its rate base claim? 2 

A. RECO included its March 31, 2014 CWIP balance of $3.936 million in its proposed rate 3 

base.  As stated on page 15 of Mr. Kane’s testimony, RECO’s rate base claim includes “the 4 

twelve-month average of total electric non-interest bearing construction work in progress for 5 

the twelve months ending March 31, 2014.” 6 

 7 

Q.    Should CWIP be included in rate base?  8 

A. No, I do not believe that CWIP is an appropriate rate base element.  CWIP does not represent 9 

facilities that are used or useful in the provision of utility service.  In addition, including this 10 

plant in rate base violates the regulatory principle of intergenerational equity by requiring 11 

current ratepayers to pay a return on plant that is not providing them with utility service and 12 

which may never provide current ratepayers with utility service.   13 

One of the basic principles of utility ratemaking is that shareholders are entitled to a 14 

return on, and to a return of, plant that is used and useful in the provision of safe and 15 

adequate utility service.  By its definition, CWIP does not meet these criteria.  The Company 16 

can accrue an allowance for funds used during construction (“AFUDC”) on certain projects 17 

until such time as the project is completed and placed into service.  Although the CWIP 18 

included in the Company’s rate base claim is “non-interest bearing” and presumably does not 19 

accrue AFUDC, it still represents investment that is not in-service and that is not used or 20 

useful to ratepayers. 21 
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Moreover, allowing CWIP to be included in rate base forces today’s ratepayers to pay 1 

for plant that may never provide them with any benefit. It also transfers the risk during 2 

project construction from shareholders, where it properly belongs, to ratepayers.   3 

 4 

Q. What do you recommend? 5 

A. I recommend that the Commission reject RECO’s claim to include CWIP in rate base. My 6 

adjustment to eliminate CWIP is shown in Schedule ACC-6. 7 

 8 

D. Accumulated Depreciation 9 

Q. How did the Company develop its claim for accumulated depreciation? 10 

A. The Company began with its projected balance for accumulated depreciation at March 31 11 

2014.  RECO then made adjustments to reflect a) additions to the reserve based on its claim 12 

for post-test year plant additions, and b) reductions to the reserve based on retirements, 13 

including the cost of removal. 14 

 15 

Q. Are you recommending any adjustment to the Company’s claim? 16 

A. Yes, I am recommending one adjustment.  Consistent with my recommendation to eliminate 17 

post-test year plant additions from the Company’s rate base claim, I also recommend that 18 

post-test year reserve additions and retirements related to this post-test year plant be 19 

eliminated from the reserve.   This adjustment is shown in Schedule ACC-7.   20 

    21 
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 E. Cash Working Capital 1 

Q. What is cash working capital? 2 

A. Cash working capital is the amount of cash that is required by a utility in order to cover cash 3 

outflows between the time that revenues are received from customers and the time that 4 

expenses must be paid. For example, assume that a utility bills its customers monthly and that 5 

it receives monthly revenues approximately 30 days after the midpoint of the date that service 6 

is provided. If the Company pays its employees weekly, it will have a need for cash prior to 7 

receiving the monthly revenue stream. If, on the other hand, the Company pays its interest 8 

expense semi-annually, it will receive these revenues well in advance of needing the funds to 9 

pay interest expense. 10 

 11 

Q. Do utilities always have a positive cash working capital requirement? 12 

A. No, they do not. The actual amount and timing of cash flows dictate whether or not a utility 13 

requires a cash working capital allowance. Therefore, one should examine actual cash flows 14 

through a lead/lag study in order to accurately measure a utility’s need for cash working 15 

capital. 16 

 17 

Q. Please describe the Company’s claim for cash working capital. 18 

A. The Company has based its cash working capital claim on a lead-lag study.   According to the 19 

testimony of Mr. Kane, he “calculated the lag days and applied them to the cost of service 20 

inputs for the test year ending March 31, 2014 in order to determine the cash working capital 21 
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requirements of RECO that is reflected in rate base.”3  The Company used a revenue lag of 1 

38.8 days in its analysis, consisting of a service lag of 15.2 days (365 days / 12/ 2), a billing lag 2 

of 1.5 days, and a collection lag of 22.1 days.  Its average expense lag was 18.9 days, resulting 3 

in an average net lag of 19.9 days (38.8 days – 18.9 days). 4 

  5 

Q. Are you recommending any adjustments to the Company’s cash working capital claim? 6 

A. Yes, I am recommending several adjustments to the Company’s claim.  First, I am 7 

recommending that cash working capital associated with purchased power expense be 8 

eliminated from the lead/lag study.  Second, I am recommending adjustments to those cash 9 

working capital components for which RECO has claimed a zero day lag, including materials 10 

and supplies, pension expense, various expense amortizations, and deferred federal income 11 

taxes.4   I also recommend that non-contractual costs, such as utility operating income, be 12 

excluded from the lead/lag study.  I recommend that the lead/lag study be revised to include 13 

the lag on interest expense. This adjustment reflects the fact that revenues are collected in rates 14 

for interest expense on a monthly basis but debt payments are made semi-annually to the 15 

bondholders.    Finally, I have revised the expense lag associated with Investment Tax Credits 16 

(“ITCs”) from 0 days to37.5 days, which is the lag reflected by RECO for federal income 17 

taxes.  18 

 19 

                         

3  Direct Testimony of Mr. Kane, page 19, lines 13-15. 
4 The Company included 79.5 lag days for OPEB costs on Exhibit P-3, Schedule 6, page 2 but its actual calculation 
reflects a zero lag.  In response to S-RCWC-1-3, the Company indicated that the zero lag was due to a formula error, 
and that the lag of 79.5 days should be applied. 
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Q. Why are you recommending that purchased power costs be excluded from the 1 

Company’s cash working capital requirement? 2 

A. I am recommending that these costs be excluded from the cash working capital calculation 3 

because purchased power costs are not distribution costs and should not be included in base 4 

rates for distribution service.  Customers have the option of purchasing power from RECO 5 

through Basic Supply Service (“BGS”) or from a third-party supplier.  Customers that 6 

purchase from a third-party are presumably paying a price that recovers the cash working 7 

capital requirements of the third-party supplier.  It is unreasonable to have these customers also 8 

fund cash working capital associated with power purchases for those customers that choose to 9 

receive BGS from the electric utility. 10 

  In addition, not only has RECO included a cash working capital requirement associated 11 

with BGS power purchases but it has also included a cash working capital requirement 12 

associated with its deferred Purchased Power Expense balance, which was reflected in the cash 13 

working capital study at a zero expense lag.  As discussed below, the use of a zero lag has the 14 

effect of increasing the Company’s cash working capital requirement.  Moreover, a review of 15 

the Company’s deferred balance during the last twelve months shows that RECO was over-16 

recovered in six months and under-recovered in six months.  Thus, in many months, ratepayers 17 

had actually overpaid for purchased power while in other months the Company had under-18 

recovered its costs.  But the Company is made whole for its purchases, over time, through the 19 

BGS mechanism.  That mechanism is separate and distinct from the process used to set 20 

distribution base rates.  In addition, I understand that the Company receives interest on any 21 
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under-recovery of the BGS balance.  Given that power supply costs are recovered from BGS 1 

customers through the BGS rider mechanism, I recommend that these costs be excluded from 2 

the Company’s cash working capital claim in this case.  My adjustment is shown in Schedule 3 

ACC-8. 4 

 5 

Q. Please explain how RECO has treated the non-cash items you have eliminated in your 6 

adjustments to cash working capital. 7 

A. In addition to deferred purchased power expense, RECO has claimed a zero day lag for several 8 

cash working capital components, including materials and supplies; pension expense; expense 9 

amortizations associated with storm reserves, rate case costs, BPU assessments, and regulatory 10 

deferrals; deferred federal income taxes; and investment tax credits.  The inclusion of these 11 

items with a zero lag actually has a very significant impact on the cash working capital 12 

requirement because it reduces the average number of lag days for expenses. The reduction in 13 

the expense lags results in an increase in the overall cash working capital requirement net lag 14 

days, which has a very direct and significant impact on the calculation of the amount of cash 15 

working capital required by the Company. 16 

 17 

Q. Why does RECO seek to include these items at a zero lag? 18 

A. In the response to S-RCWC-1-2, the Company indicated that “A zero lag was assigned to the 19 

amounts included in the cost of service for these items because the related assets are either 20 
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non-cash or are included in rate base as separate components.”5 1 

 2 

Q. How do you propose to reflect those items for which RECO has reflected a zero day lag? 3 

 A. My recommendation depends upon the specific cash working capital component.  For 4 

example, with regard to pension expense, these costs are typically paid monthly by the utility.  5 

Therefore, I am recommending that these costs be included in the cash working capital 6 

requirement with a lag of 30 days.  I have eliminated the Company’s claim for materials and 7 

supplies balance entirely from cash working capital because, as noted, the average materials 8 

and supplies is already included in the Company’s rate base.  Therefore, no further cash 9 

working capital allowance is necessary and in fact materials and supplies are not generally 10 

included in a lead/lag study. 11 

With regard to BPU assessments, I have utilized the Company’s proposed revenue lag, 12 

since BPU assessments are based on the level of revenue generated by each utility.  With 13 

regard to investment tax credits, I have utilized the current federal income tax expense lag.   14 

RECO  reflected an expense lag of 0 days for ITCs.  However, RECO does not receive the 15 

reduction in taxes associated with ITCs on a daily basis, but only receives this reduction as it 16 

actually pays its taxes.  Therefore, I recommend that the BPU utilize the same expense lag for 17 

ITCs as is used for current income taxes.  Accordingly, I have made an adjustment to increase 18 

the expense lag for ITCs from 0 days to 37.5 days, is which the lag claimed by the Company 19 

for current taxes.   20 

                         

5 Response to S-RCWC-1-2. 
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I have excluded depreciation expense, the remaining amortizations, and deferred 1 

income taxes entirely from the Company’s cash working capital calculation.  My adjustments 2 

are shown in Schedule ACC-8. 3 

 4 

Q. Why have you excluded depreciation and amortization expense and deferred income 5 

taxes from the Company’s cash working capital claim? 6 

A. It is inappropriate to include depreciation and amortization expense and deferred income taxes 7 

in a utility’s cash working capital claim because these costs do not result in cash outflows by 8 

the utility. RECO does not make cash payments for depreciation, amortization, or deferred 9 

taxes on a specified date. The purpose of a lead/lag study is to match cash inflows, or 10 

revenues, with cash outflows, or expenses. Cash working capital reflects the need for investor-11 

supplied funds to meet the day-to-day expenses of operations that arise from the timing 12 

differences between when RECO has to expend money to pay the expenses of operation and 13 

when revenues for utility service are received by the utility. Only items for which actual out-14 

of-pocket cash expenditures should be made are included in a cash working capital allowance. 15 

 Therefore, at Schedule ACC-8, I have made an adjustment to eliminate the cash working 16 

claims associated with depreciation and amortization expense and deferred taxes from RECO’s 17 

cash working capital claim. 18 

 19 

Q. Please explain why you have rejected the Company’s claim for zero lag days for return 20 

on invested capital. 21 
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A. Return on invested capital includes a cost of equity as well as a cost of debt. The cost of debt 1 

component, i.e., interest expense, is addressed below. That component of invested capital has a 2 

lag of 91.25 days, assuming semi-annual interest payments, not the zero lag included in the 3 

Company’s lead/lag study. 4 

With regard to the cost of equity, this does not represent a contractual obligation of 5 

RECO.  The Company is under no obligation to make payments to its stockholders. While 6 

RECO may make dividend payments, they are contractually not obligated to do so. Moreover, 7 

even if dividend payments are made, they are generally made no more frequently than 8 

quarterly. They are certainly not made on a daily basis, which is the assumption inherent in the 9 

use of a zero lag. In addition, companies generally retain a portion of their earnings rather than 10 

paying out all earnings as dividends, another fact not taken into account in the Company’s 11 

study.  Therefore, it is inappropriate to reflect a zero lag, and to correspondingly increase the 12 

Company’s cash working capital, for the return on equity. 13 

 14 

Q. Has RECO reflected a reduction in cash working capital related to the lag in its payment 15 

of interest expense? 16 

A. No, it has not. The Company has failed to reflect the fact that the revenue requirement includes 17 

a component for interest expense, which is a contractual obligation of the utility. 18 

 19 

Q. How is working capital generated by the Company’s lag in the payment of its interest 20 

expense? 21 
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A. RECO collects revenues from ratepayers for interest expense on a monthly basis but pays its 1 

bondholders for interest only twice a year. Therefore, on average, the accrued interest funds are 2 

available to the Company, at no cost, to finance their operations between the time they collect 3 

the interest from customers and the time that interest payments are made to bondholders. 4 

 5 

Q. How should this cost-free source of funds be reflected for ratemaking purposes? 6 

A. The lag in the payment of interest expense must be reflected in the cash working capital 7 

calculation so that ratepayers are compensated for providing a cost-free source of capital to 8 

RECO. In developing my adjustment, I included the interest expense at a lag of 91.25 days, 9 

which reflects semi-annual payments of interest.6 10 

 11 

Q. What are the results of your cash working capital adjustments? 12 

A. To summarize, I have eliminated all purchased power costs from the Company’s cash working 13 

capital claim.  I have revised the expense lag for pension costs, from the zero days reflected by 14 

RECO to 30 days.  I have revised the lag for investment tax credits to be consistent with the 15 

lag for current federal income taxes.  I have eliminated depreciation and amortizations 16 

included by the Company at a zero lag.  I have also eliminated return on invested capital and 17 

included the lag in the payment of interest expense.  My adjustments result in a cash working 18 

capital allowance $5.17 million, as shown in Schedule ACC-8, instead of the $8.88 million 19 

included in the Company’s claim. 20 

                         

6 Reflects the lag from the midpoint of the 182.5 day service period (365 / 2 / 2). 
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 1 

Q. Do you have any additional comments regarding cash working capital? 2 

A. Yes.  I have not attempted to reflect the impact of my recommended expense adjustments in 3 

my pro forma cash working capital recommendation.  However, I recommend that the cash 4 

working capital requirement be updated to reflect the actual level of expenses, including 5 

interest expense, found by the BPU to be appropriate. 6 

 7 

 F. Deferred Regulatory Balances 8 

Q. Has the Company included deferred regulatory balances in its rate base claim? 9 

A. Yes, it has.  As shown on Exhibit P-3, Schedule 7, the Company included $26.762 million of 10 

deferred regulatory balances in its rate base claim, partially offset by deferred income taxes 11 

of $10.933 million, for a net deferred regulatory balance of $15.829 million.  The vast 12 

majority of these net deferrals ($15.173 million) relate to storm deferrals.  The remaining 13 

deferrals relate to other amortizations authorized in the Company’s last base rate case, such 14 

as various audit costs, the transformer installation refund, property tax refunds, deferred 15 

pension and OPEB costs, costs of removal, and smart grid costs. 16 

 17 

Q. In its last case, was the Company authorized to collect carrying costs on its regulatory 18 

amortizations?  19 

A. No, it was not.  There is nothing in the Order or Stipulation in the last case authorizing 20 

carrying costs on these deferrals.  While the amount and time period for recovery of these 21 
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deferred costs is discussed on page 4 of the Order in BPU Docket No. ER09080668, the 1 

regulatory treatment reflected in the Order does not include carrying costs.   2 

 3 

Q. Do you believe that carrying costs are appropriate? 4 

A. No, I do not.  The Company is already being given extraordinary rate treatment by being able 5 

to recover these costs on a dollar-for-dollar basis from ratepayers.  It is shareholders, and not 6 

ratepayers, who are generally responsible for variations in costs between base rate case 7 

filings.  To the extent that actual costs vary from the level reflected in current rates, 8 

shareholders generally must absorb any shortfall.  Alternatively, shareholders also benefit 9 

from variations when actual costs are less than projected or when revenues exceed the level 10 

adopted in the last base rate case.   11 

  With regard to regulatory deferrals, the risk of cost fluctuations is being transferred 12 

from shareholders to ratepayers.  This is especially true with regard to storm damage costs, 13 

which account for the majority of the regulatory deferral in this case.  As discussed later in 14 

this testimony, Rate Counsel is recommending that the level of storm damage costs approved 15 

in BPU Docket No. AX13030196/EO13070611 be recovered from ratepayers.  However, we 16 

are not recommending carrying charges on these costs.  Carrying charges have not generally 17 

been utilized in New Jersey for regulatory deferrals.  Given that the Company is being made 18 

whole for these costs by being permitted to defer and recover them from future ratepayers, I 19 

do not believe that it would be appropriate to also require ratepayers to provide a return on 20 
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these past costs.  Accordingly, at Schedule ACC-9, I have made an adjustment to eliminate 1 

from rate base the Company’s claim for carrying costs on regulatory deferrals. 2 

 3 

 G. Accumulated Deferred Income Taxes 4 

Q. Are you recommending any adjustments to the Company’s claim for the deferred 5 

income tax reserve? 6 

Q. Yes, I am recommending one adjustment, resulting from my recommendation to utilize 7 

actual balances at March 31, 2014 for utility plant-in-service.   As stated on page 18 of Mr. 8 

Kane’s testimony, RECO included a post-test year deferred income tax reserve adjustment to 9 

reflect “the tax effects of various plant additions and amortizations, including post test year 10 

adjustments.”   Since I am recommending that utility plant be limited to actual plant balances 11 

at the end of the Test Year, I eliminated the Company’s post-test year deferred income tax 12 

reserve adjustment.  My adjustment is shown in Schedule ACC-10. 13 

 14 

 H. Consolidated Income Taxes  15 

Q. Did RECO include a consolidated income tax adjustment in its filing? 16 

A. Yes, it did.  On page 18 of Mr. Kane’s testimony, he states that the Company included “the 17 

consolidated tax adjustment first imputed as an adjustment to RECO’s Rate Base in BPU 18 

Docket No. ER06060483.”  RECO’s adjustment is based on cumulative tax benefits for the 19 

period 1991-2012. The Company stated that “[i]nformation to calculate the 2013 adjustment 20 

is currently not available and amounts reflected for calendar year 2012 have not been 21 
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finalized.” 7  1 

 2 

Q. How does the BPU calculate consolidated income tax adjustments for ratemaking 3 

purposes? 4 

A. The last litigated rate case in which the BPU addressed the methodology for calculating 5 

consolidated income tax adjustments was BPU Docket No. ER02100724, a base rate case 6 

proceeding involving RECO.   In that proceeding, the BPU allocated tax losses to all 7 

members of the consolidated income tax group that had cumulative positive taxable income.  8 

Pursuant to the BPU’s methodology employed in that case, the first step is to determine if 9 

each company included in the consolidated group had cumulative taxable income or a 10 

cumulative tax loss for the period 1991 to the present, which I will refer to as the Review 11 

Period.  This analysis results in two groups of companies, those with cumulative taxable 12 

income over the Review Period and those with cumulative tax losses.   13 

The second step is to calculate the tax loss, by year, for those companies that had a 14 

cumulative tax loss for the Review Period.  The tax loss for each company in the group is 15 

then accumulated, by year, in order to determine the total annual loss for the consolidated 16 

group by year.  The total annual loss, by year, is then multiplied by that year’s annual federal 17 

income tax rate, in order to determine the tax loss benefit for the consolidated group by year. 18 

Adjustments are also made to reflect any alternative minimum tax (“AMT”) payments made 19 

                         

7 RECO also noted that the BPU has initiated a generic investigation into the issue of consolidated income tax 
adjustments (BPU Docket No. EO12121072).  The Company reserved its right to adjust or eliminate the 
consolidated income tax adjustment based upon the outcome of that proceeding. 
 



Direct Testimony of Andrea C. Crane   BPU Docket No. ER13111135 
 

 

 27

by the group.  The annual tax loss benefits, net of AMT, are then accumulated for the entire 1 

Review Period, to determine the total tax loss benefit that is subject to allocation.   2 

In step three, the accumulated tax loss benefit is then allocated to each company that 3 

had positive taxable income on a cumulative basis during the Review Period.  The 4 

accumulated tax loss benefit is allocated based on the percentage share of each entity’s 5 

positive taxable income to the total accumulated positive taxable income of the group.  This 6 

resulted in an allocation of 13.42% of the tax benefit being allocated to RECO prior to the 7 

Consolidated Edison merger and 2.39% being allocated to RECO subsequent to the merger.    8 

 9 

Q. Did RECO utilize this methodology in calculating its adjustment? 10 

A. RECO made two significant changes in its calculation.  First, in calculating its proposed 11 

consolidated income tax adjustment, the Company eliminated tax losses incurred by 12 

companies that have since left the consolidated income tax group.  Second, the Company 13 

included only 88.62% of its adjustment in rate base, claiming that the adjustment should 14 

reflect only its distribution allocation.  15 

  16 

Q.  Prior to allocating any income tax benefit to the utility, should the benefits resulting 17 

from tax losses incurred by companies that are no longer part of the consolidated 18 

income tax group be eliminated? 19 

A. No.  The rate base method of calculating consolidated income taxes is based on the theory 20 

that the companies with cumulative positive taxable income over the period provided a 21 
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“loan” to the companies with cumulative tax losses.  Moreover, the methodology adopted in 1 

New Jersey, i.e., calculating a rate base offset for the cost-free capital provided by the 2 

consolidated income tax filing, means that ratepayers are only benefiting by earning a 3 

carrying charge on the excess taxes reflected in rates.  Even under the BPU-approved 4 

methodology, ratepayers are not compensated for the actual excess of income taxes that they 5 

pay in rates relative to the Company’s allocated share of the actual taxes paid.   Hence the 6 

rate base adjustment can be viewed as the ratepayers “loaning” the Company a sum equal to 7 

the difference between the statutory tax expense paid by RECO to its parent, and RECO’s 8 

allocable share of the lower taxes actually paid by the consolidated group to the IRS.  9 

  Ratepayers receive the benefit of the consolidated income tax adjustment as long as a 10 

member of the consolidated group has a cumulative tax loss.  Once that member has 11 

cumulative positive taxable income, that member’s tax losses are no longer included in the 12 

calculation.  The problem with excluding past members that are no longer part of the 13 

consolidated income tax group is that such an exclusion would mean that ratepayers would 14 

never be compensated for the loan provided to the entity that left the group.  Until (and 15 

unless) the utility is repaid for its “loan”, then the consolidated income tax adjustment should 16 

compensate ratepayers for these funds.  There is nothing in the methodology adopted by the 17 

BPU in Docket No. ER02100724 to suggest that ratepayers should permanently fund any 18 

loans to entities that have departed from the consolidated income tax group.  Instead, 19 

shareholders should fund these loans by continuing to provide a consolidated income tax 20 

adjustment to the utility’s ratepayers.  Therefore, the companies that have left the 21 
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consolidated group should continue to be included in the consolidated income tax calculation 1 

for those years during which they were part of the group.  My adjustment is shown in 2 

Schedule ACC-11. 3 

 4 

Q. In the last litigated case, did the BPU allocate any amounts to non-distribution 5 

services? 6 

A. No, it did not.  All of the adjustment quantified in the 2002 case was allocated to the 7 

distribution function.  Therefore, in calculating my consolidated income tax adjustment 8 

shown in Schedule ACC-11, I also allocated 100% of the RECO tax benefit to distribution 9 

services. 10 

 11 

Q. Have you made any other adjustment to the Company’s consolidated income tax 12 

calculation? 13 

A. Yes, I have made one additional adjustment.  The Company did not include data for 2013 in 14 

its calculation.  I have updated RECO’s calculation to include an adjustment for 2013.  As a 15 

proxy, I used the average annual tax loss over the last five years (2008-2012) to estimate the 16 

2013 loss that should be allocated among the companies with positive taxable income.  This 17 

adjustment is also included in Schedule ACC-11. 18 

   19 

Q. Hasn’t the BPU initiated a generic proceeding to investigate the issue of consolidated 20 

income tax adjustments? 21 
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A. Yes, it has.  The BPU issued an order on January 23, 2013 in BPU Docket No. EO12121072, 1 

establishing a generic proceeding on the issue of consolidated income taxes.  In that Order, 2 

the BPU stated that “until such time as the Board makes a final determination on the 3 

consolidated tax adjustment issues, the current consolidated tax savings policy shall apply.”  4 

Thus, the BPU was very clear that until the generic proceeding is concluded, its current 5 

policy with regard to consolidated income tax adjustments should be followed.  That is the 6 

policy that I have reflected in my consolidated income tax adjustment. 7 

 8 

I.   Summary of Rate Base Issues 9 

Q.   What is the impact of all of your rate base adjustments? 10 

A.   My recommended adjustments reduce the Company's rate base from $194.587 million, as  11 

 reflected in the 12+0 Update, to $161.064 million, as summarized on Schedule ACC-3.   12 

 13 

 14 

VI. OPERATING INCOME ISSUES 15 

 A. Pro Forma Revenues 16 

Q. How did the Company determine its claim for pro forma revenues? 17 

A. RECO began with its actual test year revenues, as reflected in the 12+0 Update.  The 18 

Company then eliminated revenues associated with the Smart Grid surcharge (which is being 19 

rolled into base rates), normalized its Test Year sales for normal weather, and annualized 20 

revenues for changes in the number of customers during the Test Year.  RECO also included 21 
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an adjustment to reflect a three-year average of miscellaneous revenue. 1 

 2 

Q. Are you recommending any adjustment to the Company’s claim? 3 

A. Yes, I am recommending one adjustment, relating to the annualization of Test Year 4 

customers.  In addition, I have concerns about the weather normalization adjustment 5 

provided in the 12+0 Update.  Given the fact that this update was not provided until shortly 6 

before this testimony was filed, I have not had the opportunity to receive or analyze the 7 

Company’s supporting documentation for this adjustment.  Therefore, I may propose an 8 

additional adjustment to the Company’s weather normalization claim after I have received 9 

and reviewed the underlying support. 10 

 11 

Q. Please explain your adjustment relating to annualization of Test Year customers. 12 

A. In its filing, RECO included an adjustment to reflect increases in customer counts through 13 

March 31, 2014.  The Company then offset this additional revenue by incremental customer 14 

costs associated with serving these customers.  RECO used an annual customer cost of 15 

$283.56 for residential customers and an annual customer cost of $705.60 for non-residential 16 

customers.   17 

I believe that the incremental costs used by the Company in its adjustment are 18 

excessive.  The customer costs provided by the Company included costs in Accounts 361-19 

386, which contain distribution plant that would not necessarily change with increases in 20 

customer counts, especially the relatively modest increases (52 residential customers and 22 21 
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non-residential customers) contained in the filing.  In RCR-RD-10, the Company provided its 1 

estimated per customer costs excluding Accounts 361-368.  This response shows customer 2 

costs of $202.20 for residential customers and of $422.64 for commercial and industrial 3 

(“C&I”) customers.  These are the costs that I have used to offset the incremental revenue 4 

resulting from the Company’s customer annualization adjustment.  My adjustment is shown 5 

in Schedule ACC-13. 6 

 7 

Q. Please describe you concerns relating to the Company’s weather normalization 8 

adjustment. 9 

A. In its original filing, RECO projected Test Year revenue (net of purchased power supply 10 

costs) of $72.068 million.  In its 9+3 Update, the Company projected weather normalized 11 

sales (net of purchased power supply costs) of $72.618 million.  Both of these scenarios 12 

included a customer annualization adjustment of $262,000.  However, in its 12+0 Update, 13 

RECO is now claiming weather normalized Test Year revenue of only $69.244 million.  It 14 

has revised its customer annualization adjustment downward to $111,003, so that accounts 15 

for approximately $150,000 of the difference.  However, that still leaves a significant 16 

difference of over $3.2 million or approximately 4.5% of revenue. 17 

  Since the Company’s filings have all been weather normalized, then this difference 18 

cannot be explained by actual results alone.  Instead, either the Company changed its weather 19 

normalization methodology between the filing of its 9+3 Update and the filing of its 12+0 20 

Update or it made other changes that effectively lowered its pro forma revenue at present 21 
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rates by $3.2 million. 1 

  Unfortunately, the 12+0 Update was not provided until April 23, 2014, which did not 2 

provide sufficient time to investigate the significant drop in Test Year revenue.  I am 3 

continuing to investigate this decline and may recommend an additional adjustment to pro 4 

forma revenue at present rates once the Company provides workpapers supporting the 5 

weather normalization adjustment reflected in the 12+0 Update and explaining the rationale 6 

for the significant decline in pro forma revenue. 7 

 8 

B. Salary and Wage Expense 9 

Q. How did the Company determine its salary and wage claim in this case? 10 

A. The Company made four adjustments to its actual Test Year salary and wage costs reflected 11 

in its 12+0 Update. First, it annualized a wage increase for weekly employees that was 12 

effective June 1, 2013.  Second, it included an additional wage increase for weekly 13 

employees effective June 1, 2014.  Third, it included a salary increase effective April 1, 2014 14 

for monthly employees.  Finally, it annualized costs for five employees added during the Test 15 

Year.8  16 

   17 

Q. Are you recommending any adjustment to the Company’s claim for salaries and 18 

wages? 19 

A. Yes, I am recommending that the Company’s adjustments relating to post-test year salary and 20 

                         

8 It should be noted that the increases included in the Company’s 12+0 Update do not agree with the description of 
the increases included in Mr. Kosior’s testimony at pages 5 and 6. 
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wage increases be excluded from the Company’s revenue requirement.  Therefore, I have 1 

excluded the Company’s adjustments relating to the April 1, 2014 increase and the June 1, 2 

2014 increase.  I have also eliminated the portion of RECO’s adjustment related to employee 3 

positions added during the Test Year that reflected the post-test year increase for these 4 

employees. 5 

 6 

Q. What is the basis for your adjustment? 7 

A. My adjustment is based on the maintaining the integrity of the Test Year matching principle, 8 

matching the Test Year revenues, expenses and investment.  The actual salary and wage 9 

expense incurred by the Company can vary depending upon the level of employees at any 10 

given time, the extent to which costs are allocated to RECO relative to other affiliates, 11 

capitalization ratios, and other factors.  Therefore, while I have accepted the Company’s 12 

adjustments that annualize salary and wage increases that took place during the Test Year, I 13 

have not included those adjustments that result from post-test year increases.  My adjustment 14 

is shown in Schedule ACC-14. 15 

 16 

Q. How did you quantify your adjustment? 17 

A. To determine the adjustments relating to the June 1, 2014 and April 1, 2014 salary and wage 18 

increases, I simply reversed the Company’s adjustments.  With regard to the adjustment 19 

relating to employees added during the Test Year, the adjustment was more complex. 20 

  To determine the amount of pro forma salary and wage expense for these employees, 21 
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I first annualized payroll costs for these employees based on actual costs in March 2014, the 1 

last month of the Test Year, based on the response to RCR-A-16.  This resulted in pro forma 2 

costs of $162,012.  That same response shows that $68,522 of payroll costs is already 3 

reflected in the Test Year.  Therefore, it is necessary to make an adjustment of $93,490 4 

($162,012 - $68,522) to reflect the annualization of payroll costs for these employees.  Since 5 

the Company included an adjustment of $135,000 in its 12+0 Update, my recommendation 6 

results in a reduction of $41,610 to the Company’s claim. This adjustment is also shown in 7 

Schedule ACC-14. 8 

 9 

 C. Incentive Compensation Program Expense 10 

Q. Please describe the Company’s incentive compensation program. 11 

A. RECO has two incentive compensation programs for its management employees, the Annual 12 

Team Incentive Plan (“ATIP”) and the Long-Term Incentive Plan (“LTIP”).   ATIP awards 13 

are based on three performance metrics: 50% on customer service metrics, 25% on earnings 14 

metrics, and 25% on operating budget metrics.  In addition, 60% of the ATIP award is based 15 

on team performance and 40% on individual performance.   16 

The LTIP consists of restricted stock awards and equity grants for management 17 

employees.  The specific LTIP award parameters depend upon the employee’s level of 18 

management.  Employees in Bands 1 and 2 are granted restricted stock awards tied to a 19 

continued employment of three years before the stock is vested.  Employees in Bands 3 and 4 20 

are awarded equity grants, tied to two measures: 50% of the award is based on the 3-year 21 
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total shareholder return relative to a peer group of companies while the remaining 50% is tied 1 

to the 3-year corporate average of the ATIP award fund.   According to the Supplemental 2 

Response to RCR-A-37, RECO included ATIP costs of $889,900 and LTIP costs of 3 

$247,800 in its filing for management awards. 4 

 5 

Q. Did the Company include officers incentive program costs in its revenue requirement 6 

claim as well? 7 

A. Yes, it did.  The LTIP discussed above is also provided to all officers while the ATIP is 8 

provided to all officers except for the President and Chief Executive Officer (“CEO”).  The 9 

President and CEO participate in an Executive Incentive Plan (“EIP”).  According to the 10 

response to RCR-A-38, the EIP incorporates the ATIP goals for customer service (weighted 11 

at 30%) and the operating budget (weighted at 20%).  The remaining 50% of the EIP is based 12 

on a net income goal.  The Company has not yet identified how much was included in its 13 

12+0 Update for officer incentive award payment.  In 2013, it incurred ATIP costs of 14 

$131,600 and LTIP costs of $336,300 for officers. 15 

 16 

Q. Do you believe that the incentive compensation program costs are appropriate costs to 17 

pass through to ratepayers? 18 

A. No, I do not.  I have several concerns about these types of programs, especially as designed 19 

and implemented by RECO.  The Company’s incentive plans are heavily weighted toward 20 

financial objectives.   Providing employees with a direct financial interest in the profitability 21 
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of the Company is an objective that would benefit shareholders, but it does not benefit 1 

ratepayers.   2 

Incentive compensation awards that are based at least partially on earnings criteria 3 

may violate the principle that a utility should provide safe and reliable utility service at the 4 

lowest possible cost.  This is because these plans require ratepayers to pay higher 5 

compensation costs as a consequence of high corporate earrings, a spiral that does not 6 

directly benefit ratepayers, but does benefit shareholders and the management to whom such 7 

awards are granted. 8 

  Incentive compensation plans tied to corporate performance result in greater 9 

enrichment of company personnel as a company’s earnings reach or exceed targets that are 10 

predetermined by management.  It should be noted that it is the job of regulators, not the 11 

shareholders or company management, to determine what constitutes a just and reasonable 12 

rate of return award to shareholders in a regulated environment.  Regulators make such a 13 

determination by establishing a reasonable rate of return award on rate base in a base rate 14 

case proceeding. 15 

  Allowing a utility to charge for additional return that is then distributed to employees 16 

as part of some plan to divide extraordinary profits violates all sense of fairness to the 17 

ratepayers of the regulated entity.  It is certain to result in burdensome and unwarranted rates 18 

to its ratepayers, and it also violates the principles of sound utility regulation, particularly 19 

with regard to the requirement for “just and reasonable” utility rates. 20 

 21 
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Q. What would be the appropriate response by the BPU if the earnings of RECO were in 1 

excess of its authorized rate of return? 2 

A. If the BPU determined that these excess earnings were expected to continue, the appropriate 3 

response would be to initiate a rate investigation, and, if appropriate, to reduce the utility’s 4 

rates. 5 

 6 

Q. Are RECO employees being well compensated separate and apart from these employee 7 

incentive plans? 8 

A. Yes, they are.  Over the last five years, management employees have consistently been 9 

awarded annual payroll increases of 2%-3%.   According to Mr. Kosior’s testimony on pages 10 

5-6, annual union increases have also averaged approximately 3.0% over the past few years.  11 

There is no indication that the employees of RECO are underpaid or that the Company would 12 

have difficulty attracting qualified employees in the absence of these programs.    13 

 14 

Q. Has the BPU previously addressed this issue? 15 

A. Yes.  Rate Counsel has informed me that the Board has a policy of disallowing incentive 16 

compensation costs when the performance triggers and benchmarks are tied to financial 17 

performance objectives.  In the 2000 Middlesex Water Company base rate case, Board Staff 18 

argued in its Initial Brief that, 19 

Staff is persuaded by the arguments of the RPA that, at this time, the 20 

incentive compensation expenses should be not be recovered from 21 

ratepayers.  According to the record, incentive compensation 22 

expenses have tripled since 1995.  In addition, the record also 23 
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indicated that the bonuses are significantly impacted by the Company 1 

achieving financial performance goals.  These facts lend strength to 2 

the RPA’s position that it is inappropriate for the Company to request 3 

recovery of bonuses in rates at this time.9 4 

   5 

 The Administrative Law Judge (“ALJ”) in that case initially recommended that Middlesex be 6 

permitted to recover 50% of its incentive compensation costs in rates.  However, the BPU 7 

rejected the ALJ’s recommendation and instead ordered that 100% of these costs be 8 

disallowed.10 9 

  In an earlier decision, the BPU found that including employee incentives in utility 10 

rates is especially troublesome during difficult economic times, finding that, 11 

We are persuaded by the arguments of Staff and Rate Counsel that, at 12 

this time, the incentive compensation or “bonus” expenses should not 13 

be recovered from ratepayers.  The current economic condition has 14 

impacted ratepayers’ financial situation in numerous ways, and it is 15 

evident that many ratepayers, homeowners and businesses alike, are 16 

having difficulty paying their utility bills and otherwise remaining 17 

profitable.  These circumstances, as well as the fact that the bonuses 18 

are significantly impacted by the Company achieving financial 19 

performance goals, render it inappropriate for the Company to request 20 

recovery of such bonuses in rates at this time.  Especially in the 21 

current economic climate, ratepayers should not be paying additional 22 

costs to reward a select group of Company employees for performing 23 

the job they were arguably hired to perform in the first place.11 24 

  25 

  During this time, the Company has not only sought three rate increases but it has also 26 

provided annual salary increases to its employees.  During this period, ratepayers have faced 27 

                         

9 I/M/O the Petition of Middlesex Water Company for Approval of an Increase in Its Rates for Water Service and 
Other Tariff Charges, BPU Docket No. WR00060362, Staff Initial Brief, page 37. 
10 I/M/O the Petition of Middlesex Water Company for Approval of an Increase in Its Rates for Water Service and 
Other Tariff Charges, BPU Docket No. WR00060362, Order Adopting in Part/Modifying in Part/Rejecting in Part 
Initial Decision at 25-26 (June 6, 2001). 
11 I/M/O the Petition of Jersey Central Power & Light Company for Approval of Increased Base Tariff Rates and 
Charges for Electric Service and Other Tariff Revisions, BRC Docket No. ER91121820J, Final Decision and Order 
Accepting in Part and Modifying in Part the Initial Decision at 4 (June 15, 1993).  
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difficult economic conditions, compounded by several major storms that have put a 1 

significant financial burden on some residents.   Thus, the BPU’s reasoning for disallowing 2 

these costs is just as relevant today as it was in 1993.  The BPU’s findings on this issue 3 

therefore support my recommendation that all such costs be excluded from the Company’s 4 

revenue requirement. 5 

 6 

Q. Aren’t the Company’s compensation policies, at least for executives, tied to industry 7 

benchmarks? 8 

A. Yes, they are.  However, the Company’s methodology that ties executive compensation to 9 

industry benchmarks results in ever-increasing compensation costs.  This is because the 10 

Company targets compensation at the 50th percentile for its peer group, which is fairly 11 

common practice.  Unfortunately, the result of this policy is that companies that are under the 12 

50th percentile increase compensation in an attempt to reach the 50th percentile, thereby 13 

raising the 50th percentile even higher and putting additional companies below the 50th 14 

percentile threshold.  Thus, while the use of industry benchmarks is a popular method for 15 

determining executive compensation, the result is continually increasing compensation 16 

levels.   17 

As shown in the 2013 Proxy Report, executives are well paid.  Annual salaries for the 18 

Named Executive Officers ranged from $405,959 to $1,244,063 in 2013.  In addition, non-19 

equity incentive plan compensation ranged from $422,300 to $1,618,800, while stock awards 20 

ranged from $946,800 to $4,870,760.  The issue for the BPU should be what is an 21 
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appropriate amount of incentive compensation to recover from ratepayers.  1 

 2 

Q. What do you recommend? 3 

A. I recommend that the BPU exclude 50% of the Company’s incentive compensation costs for 4 

employees from utility rates.  This recommendation recognizes that employees’ incentive 5 

compensation costs are heavily impacted by financial metrics.  In addition, it recognizes the 6 

fact that the impact of individual performance on the ATIP award is limited.  In addition, I 7 

recommend that 100% of incentive compensation costs for officers be excluded from the 8 

Company’s revenue requirement.  Officers are already well-compensated.  Permitting these 9 

costs to be recovered from ratepayers eliminates the Company’s incentive to control officer 10 

compensation costs.  If the Company chooses to award officers with incentive compensation, 11 

these costs should be funded by shareholders instead of the Company’s ratepayers.  My 12 

adjustments to incentive compensation are shown in Schedule ACC-15. 13 

 14 

  15 

D. Payroll Tax Expense  16 

Q. What adjustment have you made to the Company’s payroll tax expense claim? 17 

A. Since I am recommending adjustments to the Company’s claims for salaries and wages and 18 

incentive compensation costs that result in a net expense reduction, it is necessary to make a 19 

corresponding adjustment to eliminate certain payroll taxes from the Company’s revenue 20 

requirement claim.  At Schedule ACC-16, I have eliminated payroll taxes associated with my 21 

recommended salary and wage adjustments and with my incentive compensation plan 22 
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adjustment.   To quantify my payroll tax adjustment, I utilized the pro forma payroll tax rate 1 

of 7.47%, which was reflected in the Company’s filing, and applied it to my recommended 2 

adjustments for salaries and wages and for incentive compensation program costs.  3 

  4 

 E. Supplemental Executive Retirement Program (“SERP”) Expense 5 

Q. What are SERP costs? 6 

A. These costs relate to supplemental retirement benefits for key executives that are in addition 7 

to the normal retirement programs provided by the Company.  These programs generally 8 

exceed various limits imposed on retirement programs by the IRS and therefore are referred 9 

to as “non-qualified” plans.  As stated in the 2013 Proxy Statement, “[t[he supplemental 10 

retirement income plan provides certain highly compensated employees (including the Name 11 

Executive Officers) whose benefits are limited by the Internal Revenue Code with that 12 

portion of their retirement benefit that represents the difference between (i) the amount they 13 

would have received under the retirement plan absent IRS limitations on the amount of final 14 

average salary that may be considered in calculating pension benefits, and the amount of 15 

pension benefits paid and (ii) the amount actually paid from the retirement plan.”  16 

 17 

Q. What are the test year SERP costs that the Company has included in its claim? 18 

A. As shown in the Supplemental Response to RCR-A-41, the Company incurred SERP 19 

expense of $435,471 in the Test Year.   20 

 21 
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Q. Do you believe that these costs should be included in utility rates? 1 

A. No, I do not.  The officers of the Company are already well compensated.  In 2013, total 2 

compensation for the Named Executive Officers (“NEOs”) ranged from $1.869 million for 3 

the President and Chief Executive Officer (“CEO”) to $7.933 million for the former 4 

President and CEO.    Moreover, the officers that receive SERP benefits are also included in 5 

the normal retirement plans of the Company, so ratepayers are already paying retirement 6 

costs for these executives.  If RECO wants to provide further retirement benefits to select 7 

officers and executives then shareholders, not ratepayers, should fund these excess benefits.  8 

Therefore, I recommend that the Company’s claim for SERP costs be disallowed.  My 9 

adjustment is shown in Schedule ACC-17. 10 

  11 

 F. Employee Benefit Expense 12 

Q. How did the Company determine its employee benefits expense claim in this case? 13 

A. RECO’s claim is based on applying a medical benefit expense ratio of 22.15% to its claimed 14 

salary and wage adjustment.  This ratio consists of 20.62% for employee health and group 15 

life insurance costs and of 1.52% for workers compensation and public liability costs.  These 16 

percentages were derived from examining the 2013 fringe benefit rates. 17 

 18 

Q. Are you recommending any adjustment to the Company’s claim? 19 

A. Yes, since I am recommending adjustments to the salary and wage and incentive 20 

compensation claims, it is necessary to make a corresponding adjustment to reduce the 21 
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employee benefit costs to eliminate the benefits associated with the payroll costs that I  have 1 

disallowed.  Therefore, at Schedule ACC-18, I have made an adjustment to employee benefit 2 

expense.  I have quantified my adjustment based on the Company’s proposed percentage of 3 

22.15% applied to my recommended salary and wage and incentive compensation 4 

adjustments.   5 

 6 

G. Rate Case Expense 7 

Q. How did the Company develop its claim for rate case costs relating to this case? 8 

A. RECO’s rate case expense claim is based on total estimated costs for the current rate case of 9 

$600,000, as shown in the Supplemental Response to RCR-A-71.   This includes $500,000 in 10 

external legal costs; $70,000 for cost of capital services, and $30,000 for printing and other 11 

miscellaneous expenses.  The Company is proposing to amortize these costs over three years, 12 

for an annual amortization expense of $200,000. 13 

 14 

Q. Did the Company solicit competitive bids for rate case services relating to this case? 15 

A. No, it did not.  According to the response to RCR-A-73, the Company did not issue any 16 

Requests for Proposal for services associated with this rate case.    17 

 18 

Q. Are you recommending any adjustment to the Company’s claim for rate case costs? 19 

A. Yes, I am recommending two adjustments.  First, I am recommending a reduction in the pro 20 

forma costs projected for this case, since I believe that the Company’s claim is excessive.  21 
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The estimated costs for the current case are significantly higher than the actual costs incurred 1 

in the last three base rate case proceedings, as shown below:12  2 

 3 

 4 

 5 

 6 

In order to determine a normalized level of rate case costs, I recommend that the BPU 7 

utilize an average of RECO’s costs in its last three base rate proceedings. The 2002 rate case 8 

was a litigated case, that included a Phase 2 proceeding.13  The 2006 and 2009 cases were 9 

settled.   These three cases therefore represent a good mix of regulatory activities.  My 10 

recommendation results in a pro forma cost of $346,561 for the current case.  In addition, I 11 

have accepted the Company’s proposal to use a three-year amortization period for rate case 12 

costs associated with the current proceeding.  Accordingly, at Schedule ACC-19, I have 13 

made an adjustment to reflect prospective annual costs of $346,561, based on the average 14 

costs over the last three rate cases, and a three-year amortization period.   15 

 16 

Q. What is your second adjustment? 17 

A. The BPU has a long-standing policy of requiring a 50/50 sharing of rate case costs between 18 

shareholders and ratepayers.  This policy is based on the assumption that base rate case 19 

filings provide benefits to both shareholders and ratepayers, and therefore should be allocated 20 

                         

12 Per the response to RCR-A-70. 
13 The Phase 2 in BPU Docket No. ER02100724 was settled. 

 Rate Case Expense 

2002 Case $513,998 

2006 Case $309,494 

2009 Case $216,193 

Average $346,561 
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equally between the two groups.  The Company has not reflected any sharing of rate case 1 

costs in its filing.  Accordingly, at Schedule ACC-19, I have also made an adjustment to 2 

allocate 50% of the Company’s pro forma annual rate case costs to shareholders. 3 

 4 

 H. Storm Damage Expense 5 

Q. How did the Company develop its claim for storm damage expense in this filing? 6 

A. The Company’s 12+0 Update includes a deferred storm damage balance at March 31, 2014 7 

of $25,652,364.  The Company proposed to amortize these costs over three years.  In addition 8 

to the amortization expense associated with the deferred storm damage expense balance, the 9 

Company also proposed to increase its current storm damage rate allowance from $375,799 10 

to $2,668,832.  The claim of $2,668,832 reflects actual storm damage costs over the past five 11 

years, excluding costs for Superstorm Sandy.  In addition, the Company proposed that an 12 

unamortized balance of $26,762,000 be included in rate base, net of deferred income taxes.   13 

RECO’s proposed rate base adjustment was discussed earlier in this testimony.   14 

 15 

Q. Has the BPU taken any independent action on storm damage costs? 16 

A. Yes, it has.  On March 20, 2013, the BPU initiated a generic proceeding to examine the costs 17 

incurred by New Jersey utilities relating to major storm events in 2011 and 2012.14  The BPU 18 

ordered that utilities seeking recovery of unreimbursed costs related to these storms submit a 19 

comprehensive report by July 1, 2013, identifying and quantifying the costs for which they 20 

                         

14 In the Matter of the Board’s Establishment of a Generic Proceeding to Review the Prudency of Costs Incurred by 
New Jersey Utility Companies in Response to Major Storm Events in 2011 and 2012, BPU Docket No. 
AX13030196. 
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are seeking recovery.  RECO filed the required Report on July 1, 2013.  On September 30, 1 

2013, RECO made a subsequent filing in a RECO-specific sub-docket (EO13070611).  In 2 

that Petition, RECO requested recovery of deferred operating and maintenance costs and 3 

capital costs relating to Hurricane Irene, the October Snowstorm, and Superstorm Sandy.  4 

Specifically, the Company included the following costs in its filing: 5 

 6 

Event Operating Capital 

Hurricane Irene $2,986,588 $483,640 

October 2011 Snowstorm $5,544,120 $690,965 

Hurricane Sandy $16,843,156 $4,425,950 

Total $25,373,864 $5,600,555 

 7 

  8 

 I did not participate in the RECO-specific investigation into storm damage costs, but I have 9 

been informed by Rate Counsel that the parties have executed a Stipulation in that case.  In 10 

that Stipulation, the parties agree to permit RECO to recover $25,645,780 in deferred O&M 11 

storm-related costs.  The Stipulation stated that these costs would be “amortized over a 12 

period and at a carrying charge rate to be determined in the Base Rate Case.”15  It also stated 13 

that the “parties reserve the right to take whatever position each deems appropriate regarding 14 

                         

15 Stipulation in BPU Docket No. AX13030196 / EO13070611, page 6. 
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the length of the amortization period...and regarding the carrying charge to be applied to the 1 

unamortized balance...”16   2 

    3 

Q. Given the BPU’s investigation of storm damage costs in BPU Docket No. AX13031096 4 

and EO13070611, are you recommending any adjustment to the storm expense claim 5 

proposed by RECO in its 12+0 Update? 6 

A. I have accepted the Company’s claim for recovery of deferred storm damage costs of 7 

$25,652,364.  The Company’s claim is based on the amount agreed upon by the parties in the 8 

generic proceeding, as well as a small amount ($6,584) for storms that were not included in 9 

the generic investigation. However, I am proposing a six-year amortization instead of the 10 

three-year period requested by RECO.  In addition, as discussed earlier, I have not included 11 

the unamortized balance of deferred storm costs in my recommended rate base. 12 

    Finally, I am recommending that the Company’s proposal to increase its prospective 13 

rate allowance be denied.   14 

 15 

Q. Why are you recommending a six-year amortization period instead of the three-year 16 

period proposed by the Company? 17 

A. The Company’s requested increase corresponds to a 41.8% increase on distribution rates.  18 

Even though we are recommending a significantly lower rate increase than the increase 19 

proposed by RECO, our recommendation still results in a distribution base rate increase of 20 

                         

16 Id. 
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approximately 11.6%.  Given the magnitude of this increase, I believe that a six-year 1 

recovery period is more appropriate than the three-year period proposed by RECO.  Another 2 

factor to consider when evaluating an appropriate recovery period is the fact that the current 3 

deferred storm costs reflect the three most severe storms in the Company’s history.  4 

Therefore, each of these storms was historic on an individual basis.  When considered 5 

together, these storms constitute an unprecedented cost for RECO ratepayers.  While Rate 6 

Counsel has agreed to permit the Company to recover these costs through utility rates, the 7 

magnitude of the costs and the historic nature of the storms suggest that a three-year recovery 8 

period is too short.  Furthermore, a six-year amortization period is also reasonable when one 9 

considers the fact that in its last base rate case, RECO was permitted to recover its storm 10 

reserve deficiency, which was significantly smaller than the current deficiency, over five 11 

years.  For all these reasons, I have reflected a six-year amortization period for storm damage 12 

costs at Schedule ACC-20.  13 

 14 

Q. What is the basis for your adjustment relating to the prospective rate allowance? 15 

A. The past five years was not a normal period for purposes of calculating ongoing prospective 16 

storm damage costs.  Even though the Company has removed the impact of Superstorm 17 

Sandy from its calculation, actual costs over the past five years still reflect several 18 

extraordinary storms, such as Hurricane Irene and the 2011 Snowstorm.  These two storms 19 

constitute the worst storms in the Company’s history, except for Superstorm Sandy.  20 

Therefore, using actual costs over this five-year period does not necessarily result in a 21 
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representative normalized cost for ratemaking purposes. 1 

In addition, RECO has historically been permitted to recover its actual storm damage 2 

costs, regardless of the annual rate allowance.  The entire purpose of a rate allowance is to 3 

determine a normalized level of costs to include in prospective rates.  Utilities are not 4 

generally permitted to true-up actual storm damage costs that exceed this allowance, unless 5 

there is an extraordinary event and the Company receives authorization from the BPU for a 6 

cost deferral. 7 

If the BPU decides to continue to include any prospective rate allowance in rates, then 8 

I recommend that it continue the allowance approved in the last case.   Therefore, at Schedule 9 

ACC-20, I have made an adjustment to reflect a prospective rate allowance of $375,799.  10 

Alternatively, if the BPU intends to permit the Company to true-up all future storm damage 11 

costs, then it may decide to eliminate any prospective storm damage rate allowance from the 12 

Company’s prospective rates.  13 

 14 

 I. Advertising Expense 15 

Q. Has the Company included any costs in its claim related to institutional advertising and 16 

public relations? 17 

A. Yes, as shown in the response to S-RREV-1-30, RECO has included $116,408 of costs 18 

related to institutional advertising and public relations in its revenue requirement claim.17  19 

The Company identified these costs in response to a question from Staff specifically 20 

                         

17 Based on a distribution allocation of 89.96%. 
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requesting the quantification of costs related to “corporate branding or promoting the 1 

Company’s goodwill.” 2 

 3 

Q. Are you recommending any adjustment to these advertising costs? 4 

A. Yes, I am recommending that these institutional advertising and public relations costs be 5 

disallowed.  Costs related to corporate branding and promoting the corporate goodwill are 6 

not necessary for the provision of safe and reliable electric service and do not provide a direct 7 

benefit to ratepayers.  These costs are generally incurred in order to benefit the corporate 8 

image of the utility.  Therefore, to the extent such costs are incurred, they should be absorbed 9 

by the Company’s shareholders instead of being passed through to ratepayers.   Accordingly, 10 

I am recommending that the institutional advertising and public relations costs identified in 11 

the response to S-RREV-1-30 be disallowed.  My adjustment is shown in Schedule ACC-21. 12 

  13 

J. Community Affairs – Public Relations Expense 14 

Q. Do you have similar concerns about the Community Affairs and Public Relations costs 15 

included in the Company’s claim? 16 

A. Yes, I do.  In the response to S-RREV-1-31, RECO identified $208,700 of community affairs 17 

and public relations costs that were incurred in the Test Year, approximately 89.96% of 18 

which were allocated to distribution.  Most of these costs relate to management payroll costs. 19 

 I am recommending that these Community Affairs and Public Relations costs also be 20 

disallowed.  The Company has not demonstrated that these costs are necessary for the 21 
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provision of safe and reliable utility service.  Such costs are often incurred in order to 1 

promote the corporate impact of the utility among the community.  Therefore, similar to the 2 

advertising adjustment discussed above, I am also recommending that these Community 3 

Affairs and Public Relations costs be disallowed.  My adjustment is shown in Schedule 4 

ACC-22. 5 

     6 

 K. Membership Dues Expense 7 

Q. What membership dues has the Company included in its revenue requirement claim? 8 

A. In its Supplemental Response to RCR-A-78, the Company identified the membership dues 9 

included in the filing.  The Company’s claim includes $50,551 in dues to the Edison Electric 10 

Institute (“EEI”), $60,004 in dues to the New Jersey Utilities Association, Inc. (“NJUA”), 11 

and $6,080 in dues to other organizations. 12 

 13 

Q. Are you recommending any adjustment to the Company’s claim for membership dues? 14 

A. Yes, I am recommending that 50% of the dues to the NJUA and the $6,080 to multiple other 15 

organizations be disallowed.  I am not recommending any adjustment to the Company’s 16 

claim for membership dues to the EEI.  In its original filing, RECO eliminated $8,148 in EEI 17 

costs on the basis that such costs constituted lobbying and should not be passed through to 18 

ratepayers. In response to RCR-A-79, RECO indicated that it should have eliminated 19 

$11,049 of these costs.  This revision was included in the Company’s 12+0 Update.  20 

Therefore, I am not recommending any further revision to the Company’s claim for EEI 21 
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costs. 1 

  With regard to the NJUA, it is my understanding that this organization engages in 2 

extensive lobbying activities and in other activities that do not necessarily benefit ratepayers, 3 

such as public affairs, media relations, and other advocacy initiatives.  Therefore, I am 4 

recommending that membership dues to the NJUA be allocated equally between ratepayers 5 

and shareholders.  Accordingly on Schedule ACC-23, I have made an adjustment to remove 6 

50% of the Company’s claim. 7 

  With regard to the other organizations included in the response to RCR-A-78, I am 8 

recommending that membership dues to these organizations be disallowed.  The Company 9 

has not demonstrated why payments to such organizations as the Mahwah Chamber of 10 

Commerce, New Jersey Alliance for Action, and the State of New Jersey Election Law 11 

Enforcement Commission are necessary for the provision of utility service or why such costs 12 

should be recovered from ratepayers.  Therefore, at Schedule ACC-23, I have eliminated the 13 

$6,630 in membership dues to these other organizations from the Company’s claim. 14 

   15 

 L. Research and Development Expense 16 

Q. Has the Company included any costs relating to Research and Development activities in 17 

its revenue requirement claim? 18 

A. Yes, it has.   In the Supplemental Response to RCR-A-74, RECO identified $202,021 of 19 

research and development costs that have been included in its rate filing.  These costs include 20 

$94,899 related to automation and incorporation of the Smart Grid Distribution Management 21 
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software, $6,708 of travel and administrative costs, and $100,513 of allocated costs related to 1 

“the shared services portion of CECONY’s R&D salaries and the EPRI monthly program 2 

funding.” 3 

 4 

Q. Are you recommending any adjustment to the Company’s claim? 5 

A. Yes, I am recommending that the $100,513 of research and development costs allocated from 6 

Consolidated Edison be denied.  RECO has not shown that projects undertaken by 7 

Consolidated Edison and/or EPRI are necessary to the provision of distribution electric 8 

service in New Jersey.  It has not shown that there is any ratepayer benefit related to these 9 

project costs.  In the absence of additional supporting documentation from RECO, I 10 

recommend that these costs be disallowed.  My adjustment is shown in Schedule ACC-24.  11 

 12 

M. Depreciation Expense  13 

Q. Have you made any adjustments to the Company’s claim for pro forma depreciation 14 

expense? 15 

A. Yes, I have made three adjustments.  First, since I am recommending that post-test year plant 16 

additions be excluded from rate base, it is necessary to make a corresponding adjustment to 17 

eliminate the associated depreciation expense.  At Schedule ACC-25, I have made an 18 

adjustment to eliminate depreciation expense associated with the utility plant that I 19 

recommend be excluded from rate base.    20 

 Second, Rate Counsel witness James Garren is proposing adjustments to the 21 
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depreciation rates being proposed by RECO in this case.  Rate Counsel is recommending a 1 

composite depreciation rate of 1.65% instead of the composite rate of 2.106% proposed by 2 

the Company.  The current composite rate is 2.025%.  Therefore, Rate Counsel’s 3 

depreciation rate recommendations will result in a reduction to depreciation expense relative 4 

to depreciation expense based on currently depreciation rates.  At Schedule ACC-26, I have 5 

made an adjustment to reflect an adjustment to the Test Year annualized depreciation 6 

expense, based on the composite depreciation rate of 1.65% recommended by Mr. Garren. 7 

 Third, the Company is also proposing an increase to the net salvage allowance 8 

reflected in utility rates.  According to Schedule 17 of Exhibit P-2, RECO’s current net 9 

salvage of $441,133 was authorized in BPU Docket No. ER02100724.  Rate Counsel witness 10 

James Garren is recommending that the Company’s proposed increase be disallowed, and the 11 

currently-approved net salvage allowance of $441,133 be retained.  Therefore, at Schedule 12 

ACC-27, I have eliminated the increase to the net salvage allowance proposed by the 13 

Company. 14 

  15 

N.    Interest Synchronization 16 

Q.   Have you adjusted the pro forma interest expense for income tax purposes? 17 

A.   Yes, I have made this adjustment at Schedule ACC-28.   It is consistent (synchronized) with 18 

my recommended rate base and with the capital structure and cost of capital 19 

recommendations of Mr. Kahal.  Our recommendations result in a lower rate base and lower 20 

interest expense than the rate base and interest expense included in the Company’s filing.  21 
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This lower interest expense, which is an income tax deduction for state and federal tax 1 

purposes, will result in an increase to the Company’s income tax liability under Rate 2 

Counsel’s recommendations.  Therefore, I have included an interest synchronization 3 

adjustment that reflects a higher pro forma income tax expense for the Company and a 4 

decrease to pro forma income at present rates. 5 

 6 

 O. Income Taxes and Revenue Multiplier 7 

Q. What income tax factors have you used to quantify your adjustments? 8 

A. As shown on Schedule ACC-29, I have used a composite income tax factor of 40.85%, 9 

which includes a corporate business tax rate of 9.0% and a federal income tax rate of 35%.  10 

These are the state and federal income tax rates contained in the Company’s filing.   11 

My revenue multiplier, which is shown in Schedule ACC-30, incorporates these tax 12 

rates.  In addition, the revenue multiplier also includes the uncollectible rate of 0.18% 13 

included in the Company’s 12+0 Update.  14 

 15 

 16 

VII.   REVENUE REQUIREMENT SUMMARY 17 

Q.   What is the result of the recommendations contained in your testimony? 18 

A.   My adjustments indicate a revenue deficiency at present rates of $6.614 million, as 19 

summarized on Schedule ACC-1.  This recommendation reflects revenue requirement 20 

adjustments of $17.211 million to the Company’s requested revenue increase of $23.825 21 
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million.   1 

 2 

Q.   Have you quantified the revenue requirement impact of each of your 3 

recommendations? 4 

A.   Yes, at Schedule ACC-31, I have quantified the revenue requirement impact of the rate of 5 

return, rate base, revenue and expense recommendations contained in this testimony. 6 

 7 

Q. Have you developed an income statement showing the result of your recommendations? 8 

A. Yes, at Schedule ACC-32, I have provided an income statement showing the Company’s pro 9 

forma income at present rates as claimed by RECO, the income impact of Rate Counsel’s 10 

recommended adjustments, and pro forma income resulting from Rate Counsel’s proposed 11 

rate increase.  As shown in that schedule, our recommended rate increase of $6.614 million 12 

will result in an overall return of 7.46%, as recommended by Mr. Kahal. 13 

 14 

Q.   Does this conclude your testimony? 15 

A.   Yes, it does.    16 






















































































































































