STATE OF NEW YORK
PUBLIC SERVICE COMMISSION

Proceeding on Motion of the Commission as to
the Rates, Charges, Rules and Regulations of
United Water New York Inc. for Water Service

Case 13-W-0295

BRIEF ON EXCEPTIONS OF UNITED WATER NEW YORK INC.

Brian T. FitzGerald

Gregory G. Nickson

Cullen and Dykman LLP

99 Washington Avenue, Suite 2020
Albany, New York 12210

Tel: (518) 788-9440
bfitzgerald@cullenanddykman.com
gnickson@cullenanddykman.com

Robert J. Alessi

Jeffrey D. Kuhn

DLA Piper LLP (US)

677 Broadway, Suite 1205
Albany, New York 12207-2996
Tel: (518) 788-9710
Robert.Alessi@dlapiper.com
Jeffrey.Kuhn@dlapiper.com

Attorneys For United Water New York Inc.

Dated: April 28, 2014

40011.1 183207v33

John T. Dillon

Senior Corporate Attorney — Regulated Operations
United Water

360 West Nyack Road

West Nyack, New York 10994

Tel: (845) 623-1500
john.dillon@unitedwater.com



Table of Contents

L INTRODUGCTION ...ttt sttt st s et st e e nestestenanns 1
T EXCEPTIONS ...ttt ettt ettt ettt ene st e e nenns 1
LUEXPENSES ..ottt ettt ettt b bbbt ne et ne e 1
A. Management and Service COMPAaNY FEES.........cocvivireeieiierieere e seese e se e 1

Exception 1 — The RD’s Methodology for Calculating Management and Service
Company Fees Is Contrary to the Current Precedent and Lacks Record Support. 1

B. Economic Obsolescence AdJUSTMENT .........cccviiiiieiieie e 4
Exception 2 - The RD Improperly Selected an Arbitrary Economic Obsolescence
Award that Has N0 ReCOrd SUPPOIT ......ocveiieiciece et 4

O - o T gl =T o 1=1 1T SR 8
1. EMployee LEVEI/NEW HITES.......c.coiiiiee et 8

Exception 3 - The RD’s Recommended Employee Level Ignores the Reality that
the Company Has Already Filled VVacant Positions and Has a Need for Additional

Hires Due to the Conversion to Monthly Billing ..........ccccccoveiiiiiieiicicicc e 8
2. NoN-Union Payroll EXPENSE ......ccueiieiieecicce ettt 10
3. Employee Health and Welfare EXPense ..........ccccoveveiieiieic s 11
Exception 4 - The RD Should Have Adopted the Company’s Health and Welfare
Expense Forecast in 1tS ENLIFEtY ........ccooviiiiicie e 11
4. Productivity AJUSTMENT .......ooviiii et 12
Exception 5 - The RD’s Recommended 1% Productivity Adjustment Results Is an
Impermissible Double Count and Should be Rejected ...........ccccooeviveveiieiiececiennn, 12
5. INCENTIVE PAY .....ciiiieiie ettt ettt be et e e be e nreeeeenes 14
Exception 6 - The RD Improperly Rejected Recovery of the Company’s Incentive
Pay Because the Company Has Met Both Prongs of the Incentive Pay Test.......... 14
D. Federal INCOME TaX RALE........ccccviiiieieie it 16
Exception 7 - The RD Should Have Adopted the Company’s Use of a Consolidated
Federal INCOME TaX RALE.......ccuciiieieiierie e 16
E. REI AIIIANCE COSES ..ottt bttt ans 16

40011.1 183207v33



Exception 8 — The RD Correctly Grants Full Recovery for R&I Alliance Costs, but

Underestimates the Difficulty in Producing Certain Reports.........c.ccccccvevevvenenne. 16
F. UNCOIIECTIDIE EXPENSE ...ttt 17
Exception 9 - The RD Disregards the Fact that the Company’s Uncollectible
Expense Forecast Is More Representative of Actual Uncollectible Expense........... 17
2.RATE BASE - CONSTRUCTION BUDGET ......cciiiiiiiic e 18
3.RATE OF RETURN / COST OF CAPITAL ..ot iii ettt 19
ALRETUIN ON EQUILY ..ottt 19
Exception 10 - The RD Should Have Adopted UWNY’s Return on Equity
V(=34 pTo o (o] (o]0 V2R P TSR 19
1. The So-called “Generic Finance Method” Is a Fluid Concept.........cc.ccceovrnenene. 19
2. Staff’s Two-Stage DCF Is Not Well-Supported...........cocovoiiiniiiinniniene e 19
3. Staff’s CAPM Method is Also of Questionable Validity.............cccccoevvvviiinenenne. 21
Exception 11 - The RD Should Have Weighted the DCF and CAPM Methodologies
BQUAITY ..o b 22

Exception 12 - The RD Incorrectly Concluded that Water Companies Are Less
Risky than Electric and Gas Companies and the RD Should Have Adopted the

COoMPANY’S PrOXY GIOUP ..coieiiiieiieeiie ettt st e e b e e nne e 23
B. CapPItal STFUCTUIE ...ttt bbbt enes 27
Exception 13 — The RD’s Adoption of a 46% Equity Ratio Is Irrational and
Internally Inconsistent with Commission POlICIES..........ccocviviiiiiiniic 27
4. REVENUE ALLOCATION/RATE DESIGN.....cccoiiiiiiiiicciecec e 29
A COSE OF SEBIVICE ..ottt ettt be e saeeseesbeebeanee 29
Exception 14 — A New Cost of Service Study Will Take Time To Complete and
Should Not Impede Filing of the Company’s Next Rate Case............ccoccerveererennnnns 29
B. ReVENUE AITOCATION........coiiiiiiieiee e et 31
O S . 1 (= B =] o o LSRR 31
Y] (=T g O o oL P SUR PR ROR 31
2. Inclining Block Rate and the Non-Residential Discount Block..............cccccccu..... 32
Exception 15 - The RD Improperly Eliminates the SC-7 Discount Block .............. 32
5.CUSTOMER SERVICE ISSUES .........ccoiiiiiiiictsese ettt 33
A. Outreach and EAUCALION.........ccoviiiiiieiece et 33
ii

40011.1 183207v33



Exception 16 - The RD’s Position on Outreach and Education is Inconsistent and

Should Be REJECIEA.........cciiiiieiiiee et re e 33
B. Customer Service Performance Incentive Mechanism..........cccccoocvvivenieiiiinnnninnnnn, 34
1. Legality @nd NECESSITY .......ccviiieiiiiesie ettt 34
Exception 17 - The RD Incorrectly Concludes that the CSPI Is Legal and
[T 0TS ET= T TSP SRR 34
2. PSC Complaint Rate MEASUIE .........cccueiuieieiie et 39
Exception 18 — In Addition, the RD Should Not Have Adopted the PSC Complaint
RAEE IMBASUIE ...ttt ettt b e e e e ne e nn e e nne e 39
3. Customer SatiSfaction SUNVEY ..........cccccciiiiiiieiece e 41
Exception 19 — The RD Should Not Have Adopted the Customer Satisfaction
SUINVEY IMIBASUNE ...ttt ettt ettt ettt e et e bt esae e e nbeeabeeanne e e 41
O Y T ES=To N o] o 0] [ 0] 1 =T o | £SO SUS 42
Exception 20 — The Missed Appointments Penalty Should Be Reciprocal............. 42
5. Termination Of SEIVICE......ccciiiiie i 43

Exception 21 - The Company Should Be Permitted to Terminate Service of

Customers Who Fail to Permit Access for Meter Reads ...........cccccocvveiininininnienn, 43

6. NON-REVENUE WATER ......ccooititiiictseseese ettt 43

Exception 22 — The RD Wrongly Concluded that NRW Is Unacceptably High .... 43

7. RECONCILITATIONS ...ttt ettt se st ne et nnenes 46

A. Property Tax RECONCIHALION .........cccoviiiiiiie e 46

Exception 23 - Property Taxes Continue to Be a Large Increase Expense............. 46

8. FIRE PANEL ISSUES ..ottt st 46
Exception 24 - The Company Has Always Provided Adequate Water Supply for

FIre ProteCtion SEIVICES. .....cuiiiieieieiie sttt st ere s 46

9. MANAGEMENT AUDIT ..ottt 48

THL CONGCLUSION ......citiieit ettt ettt s et st e e ebesbe e enennas 50

iii

40011.1 183207v33



STATE OF NEW YORK
PUBLIC SERVICE COMMISSION

Proceeding on Motion of the Commission asto
the Rates, Charges, Rules and Regulations of : Case 13-W-0295
United Water New York Inc. for Water Service

BRIEF ON EXCEPTIONS OF UNITED WATER NEW YORK INC.

l. INTRODUCTION

Pursuant to the Notice of Schedule for Filing Exceptions issued April 8, 2014 in the
above-referenced proceeding, United Water New York, Inc. (“UWNY” or the “Company”)
hereby submits its Brief on Exceptions to the Recommended Decision (“RD”) by Administrative
Law Judges (“ALJs”) Rafael A. Epstein and David R. Van Ort in this proceeding. The Brief on
Exceptions does not repeat the arguments presented by the Company in its Initial and Reply
Briefs, except to the extent necessary to respond to the RD.!

1. EXCEPTIONS

1. EXPENSES

A. Management and Service Company Fees

Exception 1 — The RD’s Methodology for Calculating Management and Service
Company Fees Is Contrary to the Current Precedent and Lacks Record Support

The RD notes that United Water Management & Services Company Inc. (“UWM&S”)
provides various services to UWNY and other United Water Inc. regulated and non-regulated
affiliates in North America, charging for services pursuant to intercompany agreements. RD at

8. This type of management company service arrangement is not new or unusual, as it has been

For convenience, this Brief on Exceptions follows the order of issue presentation in the RD. In light of the page
limitation, the Company has not sought to except to the positions advocated by Staff or other Parties, but has
focused its brief on the RD’s conclusions. The Company’s silence on the other Parties’ arguments or positions
does not represent acquiescence by UWNY to any such argument or position.



utilized by UWNY in the past and is utilized by many major New York utilities. Company IB at
5.

The Company calculated a Rate Year UWM&S fee expense of $4.272 million by
inflating the Test Year (the 12 months ending March 31, 2013) actual expense by the average
salary increases in the Bridge Period (a 14 month-period ending May 31, 2014) of 2.39% and
then applying the expected average salary increase in the Rate Year (the 12 months ending May
31, 2015) of 3.00%. Company IB at 6; Tr. 579. The Company’s calculation was fully supported
by record evidence and comports with Company rate case precedent regarding the appropriate
allocation of UWMA&S fees among affiliates. Company IB at 8.

The RD errs in failing to take into account the ample record evidence that the UWM&S
fee allocations were consistent with the UWM&S agreement that has long been on file with the
New York State Public Service Commission (“the Commission”) and that has been utilized in all
recent Company rate cases. Company IB at 8. The RD’s sole logic for changing the UWM&S
fees appears to be based on a belief that a change is necessary to the Company’s long-standing
three-factor equal weighting allocation methodology, even though the RD itself acknowledges
that the evidence presented does not support such a conclusion. RD at 18.> This lack of
evidentiary support notwithstanding, the RD proposes an entirely new UWMA&S fee calculation
methodology. The RD posits that the UWM&S allowance in this case should be set at $3.027

million, based on taking the $2.919 allowance in the final year of UWNY’s most recent rate plan

The Company’s initial brief is referred to as “Company IB;” its reply brief as “Company RB.” Staff’s Initial
Brief is referred to as “Staff IB”; and its reply brief as “Staff RB.” The Municipal Consortium’s Initial Brief is
referred to as “MC IB;” its reply brief as “MC RB.”

The RD calls for the development of a detailed cost-accounting manual, although it correctly recognizes that the
Commission may lack authority to direct the creation of such a manual. RD at 19. The RD takes apparent
comfort in the fact that the Company did not “offer any M&S accounting or policy manuals or other
information that details the allocation process among affiliates.” RD at 18. The Company, however, was under
no obligation to produce such manuals given that the allocation methodology it followed was unchanged from
methodology utilized in approved past rate plans.



and escalating it by a 3.7% inflation rate. RD at 18. With all due respect, the RD appears to
have ignored the record and established an incorrect and entirely new UWMA&S fee calculation
methodology, one that differs from historical precedent and that understates the Company’s
UWMA&S costs. In seeking to lower UWM&S fee recovery, the RD acknowledges but appears
to disregard the fact that UWM&S provides valuable services to the Company: UWM&S
provides high-quality professional services at an exceptional value to UWNY (and its customers)
because it only charges the expense it incurs, i.e., it is a zero-profit goal entity. Company IB at
5; Tr. 579. Moreover, the RD’s overarching “concern” that “charges made by service
companies, pursuant to contracts with the regulated New York affiliates is an area of heightened
Commission sensitivity since they are not the product of ‘arm’s length’ bargaining” (RD at 16) is
merely a general observation that lacks any record support and therefore fails to support the
RD’s proposed new calculation method.

Finally, the RD recommends that the Company be required to: 1) conduct a
comprehensive audit of UWM&S charges to UWNY in the test year (and report the audit
findings as part of its next rate filing); and 2) provide a cost/benefit analysis as part of its next
rate case which assesses whether the services received from UWMA&S are the most cost-effective
alternative for UWNY and ensures no cross subsidization of other affiliates. RD at 18. UWNY
has no theoretical objection to the RD’s recommendation that the Company conduct a
comprehensive audit of UWM&S charges to UWNY and perform a cost/benefit study.

However, completion of such an audit and study will take time and the Company is legally
entitled to file its next rate case (subject to the many requirements of the Public Service Law
(“PSL™)), before such an audit could be completed. Consequently, such an audit and study may

not be mandated as part of the next rate filing.



B. Economic Obsolescence Adjustment

Exception 2 - The RD Improperly Selected an Arbitrary Economic Obsolescence
Award that Has No Record Support

The RD recommends that the Commission establish the Company’s property tax
allowance by factoring in an economic obsolescence (“EO”) level of 10%,* which is arbitrarily
above the actual 7% award but below Staff’s proposed 12.88% (increased to 15.19% in Staff’s
Reply Brief).

The RD correctly notes that “EO is a New York State Office of Real Property Tax
Services (ORPTS) property tax provision that offers water and other regulated utilities a means
to lower the assessed value of their special franchise taxes.” RD at 21. The RD acknowledges
that ORPTS established UWNY’s EO at 7%. Despite the fact that ORPTS, the very agency
designated by the Legislature to make such determinations, set UWNY’s EO award at 7%, the
RD “recommend[s] that the Commission establish the Company’s property tax allowance by
factoring in an economic obsolescence level of 10%.” RD at 26.

The RD is mistaken on several grounds. First, there is no factual support for the 10%
EO award in the RD, which is neither the 12.88% result originally advocated by Staff in the
proceeding,” nor the actual 7% EO allowance awarded to UWNY by ORPTS. As the Court of
Appeals observed, “substantial evidence” is “such relevant proof as a reasonable mind may
accept as adequate to support a conclusion or ultimate fact, and is less than a preponderance of
the evidence, overwhelming evidence or evidence beyond a reasonable doubt. The standard

demands only that a given inference is reasonable and plausible, not necessarily the most

The Company does not take exception to the RD’s recommendation that the Company submit to the Director of
Accounting, Audits and Finance a copy of its EO filing within 10 days after submission to ORPTS and include
an analysis comparing the results that UWNY reached using both actual and rate-case capital structures.

There is equally no factual support for any of Staff’s several hypothetical EO award calculations. Company RB
at 17-22; Company IB at 9-12.



probable.”® The 10% EO is worse than mere conjecture because it is an oversimplified
compromise result that sits almost equally between Staff’s conjecture that the EO award from
ORPTS would be 12.88 % and the 7% award that ORPTS actually determined. As the First

Department observed of a similar approach: “[w]ithout questioning the Solomonic simplicity of

this resolution, it is no more permissible than splitting the baby would have been conscionable.”’

Second, the RD’s “compromise” approach of 10% cannot be reconciled with the fact
that the actual EO award from ORPTS was neither 12.88% nor 10% - it was 7%. As the Court of
Appeals noted in rejecting a similar attempt to rely on forecast over reality:

The law is well-settled that the Commission may not rely on a reckoning
when actual experience is available and establishes that the predictions have
been substantially incorrect. In Lindheimer v. Illinois Bell Tel. Co. (292 U.S.
151, 164) the court said, “Elaborate calculations which are at war with
realities are of no avail.” This principle applies not only in cases where the
rate proceeding fixes the rate but especially where the Commission directs
refunds. There the court said: “To prefer the forecast to the survey is an
arbitrary judgment.”®

The Court further observed that: “If the opinion or prophecy of the expert... was proven wrong
by events occurring during the interval, the Commission could, of course, not base any finding
upon the discredited opinion. If the Commission was bound to take judicial notice of such
events, its decision must be based upon them rather than upon the discredited prophecy.”®

It is undisputed that the Company was granted a final 7% EO award from ORPTS for

the 2014 assessment rolls. Despite this unassailable fact, the RD seeks to utilize a hypothetical

EO award that lacks record support. As explained in the Company’s briefs, arguments regarding

®  InRe Ridge Rd. Fire Dist. V. Schiano, 16 N.Y.3d 494, 499 (2011) (internal citations omitted); see also 300
Gramatan Avenue Assoc. v. State Div. of Human Rights, 45 N.Y.2d 176, 181 (1978).

" Conlon v. McCoy, 27 A.D.2d 280, 282 (1st Dep't 1967).
8 N.Y Tel. Co. v. Pub, Serv. Comm’n., 29 N.Y.2d 164, 169-170 (1971).
® 1d. at 170 (quoting People ex rel. Consol. Water Co. v. Maltbie, 275 N. Y. 357, 367-368 (1937)).




Staff’s opinion as to what the EO award percentage granted by ORPTS should have been are
inapposite. The actual EO award granted by ORPTS is 7%. That is the amount by which the
Company’s special franchise taxes will be reduced and no more. Nothing supports using
anything other than the actual ORPTS award.

The RD raises two arguments in an effort to evade the reality of the 7% ORPTS award.
First, the RD claims that “[r]atepayers very likely have been funding an excess level of property
taxes as a result of the Company’s failure to seek and obtain the EO awards from ORPTS.” RD
at 26. Next, the RD asserts that “just as ORPTS is not bound by a Commission determination
setting an EO level, the Commission is similarly not bound in setting the property tax rate
allowance by an ORPTS EO decision, if the Commission believes there is a reasonable basis to
conclude that the ORPTS decision does not capture the full benefit of the economic obsolescence
available.” RD at 27.

Imputing a 10% EO award because, as the RD contends, the Company failed to seek
EO awards in the past, is not permissible. The RD seeks to adjust prospective rates to account
for what it perceives as excessive property taxes in the past. Such retroactive rate-making is not
permissible.’® The first stated rationale for the RD’s 10% EO imputation, therefore, is unlawful
and must be rejected.

The RD’s claim that the Commission is not bound by ORPTS’s decision is equally
insupportable. At its core on this topic, the RD asserts the right to second-guess ORPTS “if the
Commission believes there is a reasonable basis to conclude that the ORPTS decision does not

capture the full benefit of the economic obsolescence available.” RD at 27. While the

10 See In re Niagara Mohawk Power Corp. v. Pub. Serv. Comm’n, 388 N.Y.S.2d 157, 159 (1976) (stating that
New York courts “have held that the [Clommission does not have the general power to order a utility to make
reparation or refunds to its customers”) see also Mtr. of National Fuel Gas Distribution Corporation v. Pub.
Serv. Comm’n, 97 A.D.2d 674 (3d Dep’t 1983).




Commission has plenary jurisdiction over utilities and their rates and practices under the PSL, it
only “possesses those powers expressly delegated to it by the Legislature, or those incidental to
its expressed powers, together with those required by necessary implication to enable the
Commission to fulfill its statutory mandate.”! The Commission’s expertise lies in utility rates
and regulation, not in the valuation of real property for the purposes of levying property taxes.
In this regard, the Legislature has “created in the department of taxation and finance a separate
and independent state board of real property tax services” (N.Y. Real Prop. Tax Law § 200), the
purpose of which is, inter alia, to determine valuation of property for property tax purposes. Id.
8 200-a. Itis well-established that “[a]Jdministrative agencies can only promulgate rules to
further the implementation of the law as it exists; they have no authority to create a rule out of
harmony with the statute.”** Consequently, the Commission’s use of an EO award other than the
actual 7% award granted by ORPTS, as the RD recommends, would be an impermissible
usurpation of that state board’s exclusive jurisdiction over real property valuation, in
contravention of the express will of the Legislature.

Until last year, the Company reasonably believed that it was ineligible for an EO award
based upon the plain language of the relevant regulations and law. Tr. at 585-86; Hearing Exh.
95A at 9. When the Company learned that it might be eligible for such an award, UWNY
diligently filed the appropriate forms with ORPTS to receive an EO award. Tr. at 586. UWNY
is not the only utility in the State that has not historically applied for an EO award and it is not
unreasonable for UWNY to have abided by the text of ORPTS’ published regulations, which on

their face appear to make UWNY ineligible for EO relief.

11 Crescent Estates Water Co. v. Pub. Serv. Comm’n, 77 N.Y.2d 611, 616-617 (1991); In re Niagara Mohawk
Power Corp. v Pub. Serv. Comm’n, 69 N.Y.2d 365, 368-369 (1987).

2 Finger Lakes Racing Assoc. v. N. Y. State Racing & Wagering Bd., 45 N.Y.2d 471, 480 (1978).




ORPTS accepted the Company’s filing and ORPTS determined that the Company’s EO
award would be 7%. Tr. at 1019. The 10% EO award in the RD is a mere compromise that is
based on conjecture instead of evidence, and improperly second-guesses the actual ORPTS EO
award of 7%, which is the percentage that determines the special franchise property tax expense
the Company will incur during the Rate Year and which the Company is obligated to pay.

C. Labor Expense

1. Employee Level/New Hires

Exception 3 - The RD’s Recommended Employee Level Ignores the Reality that the
Company Has Already Filled VVacant Positions and Has a Need for Additional Hires
Due to the Conversion to Monthly Billing

The RD’s recommendation to adopt Staff’s proposed headcount of 114, rather than the
124 total headcount requested by the Company reduces labor expense by $251,167. RD at 29.
The RD therefore accepts only a single new hire. RD at 31. The RD’s reasoning suffers from
the same weakness as Staff’s testimony in that it underestimates the labor required under the new
monthly billing system and ignores the workforce challenges unique to smaller utilities like
UWNY set forth in the record.

As an initial matter, the record supports the Company’s headcount of 124, comprising the
actual employee level of 114 at the end of the historic test year (March 31, 2013) plus: a) four
positions that were coincidentally vacant at that time; and b) six employees UWNY intends to
add at the start of the rate year. RD at 28. The RD’s recommendation to disallow the four
formerly vacant positions is misguided because the four positions in question were temporarily
vacant on March 31, 2013 merely because the Company was unable to fill them immediately.
Company IB at 13. UWNY had every intention at the end of the historic test year to fill these

positions, and the Company has already filled three of the so-called “vacant” positions.



Company IB at 13. The RD’s disallowance of the four positions unrealistically reduces the
historic employee complement level and should be reversed.

The RD’s contention that the four vacancies should be attributed to normal “employee
churn” is inaccurate and unfair given the Company’s size. Because UWNY is a small company,
it lacks the capacity to absorb what would be considered small changes or normal churn in
employee headcount for a larger utility. The Company operates very efficiently and with a
relatively small labor force. Company IB at 13. As a result, a reduction of four employees is a
significant percentage in variation for the Company and cannot be dismissed as a “normal”
fluctuation in workforce size.

The RD also fails to recognize that the conversion to monthly billing (the Customer Care
and Billing or “CC&B”) system will require not only additional customer service representatives
(“CSRs”) but additional meter readers as well. The Company requested the addition of four
positions to support monthly billing: two meter readers/field representatives and two CSRs. Tr.
at 149. The RD erroneously reasons that the Company’s forecasted decrease in call volume
obviated the need for the CSRs.*® RD at 30. The RD’s contention is internally inconsistent with
the RD’s own acknowledgement that call volumes and workload will not vary “in perfect
correlation.” RD at 31. Not only will they not vary in “perfect correlation” in this case, the
actual correlation is low, given that the CSRs” workload consists of far more than responding to
calls. Tr. at 222. The RD also fails to account for the need for additional meter readers to
implement monthly billing. Under the new system, meter reads will increase from 4 per
customer to 12, leading to a commensurate increase in associated work. Hearing Exh. 87 at 17.

For example, all work related to uploading and downloading meter routes and reads will be

3 The Company anticipates that the average annual call volume per year under monthly billing will be 75,000

calls per year. For the 2008-11 period, UWNY received an annual average total call volume of 66,000 calls per
year. In 2012, the Company received 78,000 calls. Hearing Exh. 87 at 17.



conducted more frequently at 12 times per year. Hearing Exh. 87 at 17. The new CC&B system
will require the Company to review every meter reading download exception report with meter
exception field orders to ensure that the Company is collecting a current read. Hearing Exh. 87
at 17. This exponential increase in work supports and necessitates the additional meter
reader/field representatives. The RD’s conclusion that the Company should be able to account
for any increase in workload due to monthly billing with “offsetting efficiencies of scale” (RD at
30) has no record basis or evidentiary support. The RD notably fails to specify where these
“offsetting efficiencies of scale” are to be derived or point to any record basis that such
efficiencies can be achieved.

The RD erroneously contends that the Company failed to provide quantitative evidence
that monthly billing or the Customer Service Performance Incentive (“CSPI””) would cause a net
increase in staffing requirements. That contention is both incorrect and illogical. UWNY’s
witnesses testified that the increase to 12 monthly bills from 4 quarterly bills will increase
workload threefold. Tr. at 220. And even if there were not such record evidence, simple logic
dictates a conclusion that increasing the frequency of meter reads from 4 to 12 times per year
would require the devotion of additional field personnel to accomplish this task.

2. Non-Union Payroll Expense

The Company supports the RD’s recommendation that the Commission adopt the
Company’s proposed allowance for a 3% increase in non-union employee salary expense.!* RD
at 31.

The ALJs appropriately rejected Staff’s proposal for a 2.75% increase, asserting that

Staff’s presumption that the negotiated cost of hourly labor subject to collective bargaining is a

" In accordance with the direction in the Notice of Schedule for Filing Exceptions that parties should “address

arguments anticipated to be made by other parties in their briefs on exceptions” the Company submits this
limited discussion of the issue.

10



reasonable proxy for that of non-union labor is “arbitrary and unsupported by the evidence.” RD
at 32.

Market data determined that a 3% increase is required to attract and retain non-union
employees. Tr. 217; Company IB at 17. Given that UWNY competes for quality employees
with other private investor-owned utilities in the metro region, it is imperative that the Company
remain current with compensation so that it can attract new employees and retain its experienced
employees. The 3% increase is also supported by compensation surveys and is based on a
composite of a general inflationary increase and another factor that recognizes a progression
through a salary range, thus accounting for the fact that experience and knowledge renders
employees more effective in their positions over time. Tr. at 217.

3. Employee Health and Welfare Expense

Exception 4 - The RD Should Have Adopted the Company’s Health and Welfare
Expense Forecast in Its Entirety

While the RD properly noted the challenges faced by UWNY regarding medical and
employee benefit expenses (RD at 36), its compromise recommendation to adopt half ($76,491)
of the disallowance sought by Staff and the Municipal Consortium (“MC”) is still inadequate.

The evidence in this case unambiguously shows that UWNY’s actual medical costs
from 2011 to 2013 have risen almost 25%, amounting to an average of 12.5% per year. Hearing
Exh. 104B at 8-9. No party in this proceeding has, or can, dispute this increase. As the
Commission is well-aware, high medical premiums are of national concern, and the
recommended disallowance of half ignores the realities of the myriad changes in health care and
employee benefits.

The only basis cited by Staff and the MC for their proposed disallowance is that the

Commission found this type of cost “amenable to inclusion in the inflation pool” in a 2008 Con

11



Edison rate case order.’> RD at 36. The RD correctly rejected this argument because medical
and benefit expenses are in a class of their own, and thus are not amenable to comparison due to
changes in the pricing of medical procedures and the evolving regulatory environment regarding
medical insurance. RD at 37-38. The RD also recognized that, unlike Con Edison, small
companies such as UWNY have a lesser ability to absorb costs which are increasing at a
qualitatively higher rate than other items in the inflation pool. RD at 37.

The Company would be remiss if it did not recognize that the RD has taken an
important step in the correct direction by recognizing that applying the generic inflation rate of
2.26% to skyrocketing health and welfare expenses is untenable. In that regard, the RD’s
conclusion comports with the well-recognized policy of “gradualism consistent with appreciable
116

improvement.

4. Productivity Adjustment

Exception 5 - The RD’s Recommended 1% Productivity Adjustment Results Is an
Impermissible Double Count and Should be Rejected

The Commission should reject the RD’s recommendation of a 1% productivity
adjustment because, under the current facts and circumstances, the generic productivity
adjustment is inapplicable. Imposition of a generic productivity adjustment here amounts to a
tacit double-count against the Company given the RD’s recommendation to significantly reduce
the number of authorized employees available to the Company to complete necessary work. As
described above, the RD disallowed nine employee positions in the Rate Year (RD at 31), four of

which were authorized positions that were only temporarily vacant at the end of the historic test

15 Case 07-E-0523 - Proceeding on Motion of the Commission as to the Rates, Charges, Rules and Regulations of
Consolidated Edison Company of New York, Inc. for Electric Service, Order Establishing Rates at 42-43 (Mar.
25, 2008).

*Inre N.Y. State Council of Retail Merchs. v. Pub. Serv. Comm’n, 45 N.Y.2d 661, 666 (1978).
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year and are thus not even new positions. Company IB at 13. This disallowance from existing
levels, especially given the increase in workload anticipated from CC&B, is a de facto
productivity adjustment. The Company will be forced to try to do more work with fewer
employees. The RD provides no further rationale for imposing of this duplicative productivity
adjustment other than asserting that a 1% projected labor expense disallowance is the
“Commission’s usual practice.” RD at 37. If the four employees were restored as they should
be, it might be permissible to apply the standard 1% productivity imputation. Where four
authorized employees are summarily disallowed, the additional 1% imputation recommended in
the RD is completely untenable.'’

An automatic “productivity adjustment,” imposed solely because it has in the past been a
“routine Commission practice” for large utilities, disproportionately impacts a company the size
of UNWY, which must make up such productivity gains from a much smaller resource base of
employees and operations. While the Company always strives to achieve productivity gains,
productivity cannot be so easily achieved given the small size of its workforce. Accordingly,
given the factual circumstances, the 1% productivity adjustment should not be imposed on the

Company.

7 Additionally, the Company’s performance during the five recent major storm events, including Hurricanes Irene

and Sandy, demonstrates that the Company has already achieved productivity savings and a further productivity
adjustment is therefore unwarranted. These extreme weather events imposed heavy labor demands. Tr. at
1033. Nevertheless, the Company was able to deliver high-quality water service despite loss of power,
significant property damage, flooding, restricted access and other safety issues imposing significant challenges
to UWNY employees. Tr. at 214. Many of the Company’s non-bargaining management staff worked extreme
hours over multiple days to ensure that customers had water service. Tr. at 214. As such extreme weather
events are contemplated to continue in the future, UWNY will continue to be called upon to seek such
productivity from its workforce. UWNY has also increased productivity in other areas. For example, crew
sizes have been reduced, thereby reducing outside contractor expenses and creating additional work for UWNY
employees. Tr. at 222.
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5. Incentive Pay

Exception 6 - The RD Improperly Rejected Recovery of the Company’s Incentive
Pay Because the Company Has Met Both Prongs of the Incentive Pay Test

As the RD properly notes, the Company has incentive pay programs for both union and
non-union employees. RD at 40. Neither the RD nor Staff contest the approximately $100,000
union incentive program. RD at 41. The RD rejects, however, the Company’s request for non-
union incentive pay recovery. RD at 44. The RD incorrectly finds that the Company’s incentive
compensation programs fail to meet the two prongs of the Commission’s decision in Case 10-E-
0362. RD at 44. Regarding the first prong, the RD notes that “[t]he primary goals of the
programs are geared toward enhancing corporate business practices” as opposed to producing
quantifiable or demonstrable benefits. RD at 45.

The RD is mistaken on this point. Customer service is at the heart of the first prong of
the Commission’s test, which requires the provision of benefits to ratepayers in a financial sense
or in terms of reliability environmental impact or customer service. Having highly qualified and
motivated employees that are fairly compensated via a total compensation package is at the core
of customer service. There can be no better example of the customer service benefits of
providing incentive compensation for quality employee resources than the Company’s exemplary
performance during five recent storm events. Company IB at 26.

The RD also finds no “clear nexus” between the long-term incentive pay and/or short
term incentive pay program objectives (RD at 45) and the award received and resulting benefits
from the Company’s ISO accreditation for the Environmental Standard 14001 and the Quality
Standard 9001 at the Lake Deforest treatment plant. The RD’s argument overlooks, however,

the fact that some elements of compensation are directly tied to attaining 1ISO 14001

14



(Environmental Standard) and ISO 9001 (Quality Standard) certifications. Company RB at 30.
Thus, the RD errs in finding no “clear nexus.”

Having erred in determining the first prong, the RD next overlooks the Company’s
compliance with the second prong of the Commission’s incentive compensation paradigm, which
requires a showing that the incentives are reasonable relative to similarly situated companies.
The RD contends that UWNY offered no studies to show the reasonableness of the UWNY
compensation plan and that the Company’s Compensation Advisory Committee Meeting notes
“fall[] woefully short of meeting the Company’s burden under the Incentive Pay Test.” RD at
45-46.

The RD overlooks the fact that the Compensation Advisory Committee Meeting notes
contain compensation tables summarizing the results of market compensation surveys. Company
RB at 31; Hearing Exh. 34. These materials demonstrate that the Company’s incentive pay plans
are part of an overall compensation package, which as a whole is reasonable, thus satisfying the
Commission’s second requirement for recovery of incentive compensation.

The RD’s off-hand dismissal of the compensation tables ignores the size of UWNY. As a
small company, it is not reasonable to conclude, as the RD apparently does, that the Company
must first retain an outside consultant to complete an expensive separate total compensation
study prior to any incentive compensation being allowed. Rather, the Company should be
entitled to utilize the compensation survey materials in the record as a basis for meeting the
Company’s burden under the Commission’s second prong. Just because the Company is small
does not mean that the Company and its customers have less need for competitively

compensated, highly qualified and incentivized employees.
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D. Federal Income Tax Rate

Exception 7 - The RD Should Have Adopted the Company’s Use of a Consolidated
Federal Income Tax Rate

The RD rejects the Company’s argument that the actual consolidated 35% Federal
Income Tax Rate (“FIT”) should be utilized for rate making purposes. RD at 47. The RD’s only
analysis is an assertion that the Company’s position “disregards the Commission’s well
established principle that the actual FIT rate is inappropriate because its use would not accurately
allocate, among the regulated company and its affiliates the financial costs and benefits of the
intercompany affiliations.” RD at 47. Whether longstanding or not, such a position flies in the
face of the reality that the actual FIT rate of 35% must be recorded on the books of the Company
to comply with Generally Accepted Accounting Principles. Company IB at 28. Thus, the
Commission should reject the hypothetical 34% FIT rate and should adopt the actual 35% FIT
rate the Company will face.

Notwithstanding the foregoing, the Company supports the RD’s finding that if adoption
of the 34% FIT rate were to be accepted, it necessitates countervailing rate base rate making
adjustments. RD at 48.

E. R&I Alliance Costs

Exception 8 — The RD Correctly Grants Full Recovery for R&I Alliance Costs, but
Underestimates the Difficulty in Producing Certain Reports

The ALJs correctly recognized the value of the R&I Alliance and their recommendation
for full recovery of R&I Alliance costs (RD at 3, 49) is sound and should be adopted. Based on
the record evidence, the RD properly concludes that: 1) UWNY receives significant benefits
from its annual contribution in the R&I Alliance; 2) long-term research projects generally do not
provide immediate results; and 3) the R&I Alliance projects may have no comparable

alternatives. RD at 51.
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The RD properly acknowledges the tremendous value R&I Alliance provides relative to
the Company’s contribution. In particular, UWNY’s investment in the R&I Alliance resulted in
$4.07 million in savings from just one of R&I Alliance’s many research projects. Company RB
at 32; Company IB at 31.

The Company also has no issue with the RD’s recommendation that the Company
submit annual reports identifying the ongoing and completed R&I Alliance projects. The
Company excepts, however, to the RD’s request that the Company file annual reports identifying
the “quantifiable and qualitative savings and other benefits produced for UWNY and its
customers, and how the savings and benefits were calculated.” RD at 51. Many R&I Alliance
projects involve important basic research for which immediate costs and benefits cannot be
assigned directly to the Company as they benefit the water industry as a whole. Such projects,
while important and useful, have benefits that cannot be quantified in the short term. For such
projects, the Company will be unable to fulfill the report content sought by the RD. Other
projects, such as the membranes at issue in this proceeding, do provide clear, quantifiable
benefits and the Company is both able and willing to report those costs and benefits. The
Company’s exception is limited to a modification of the RD’s recommendation for reporting
such that the required content of the report reflects the nature of the R&I Alliance work.

F. Uncollectible Expense

Exception 9 - The RD Disregards the Fact that the Company’s Uncollectible
Expense Forecast Is More Representative of Actual Uncollectible Expense

The RD recommends adopting Staff’s uncollectible expense forecast based on the
average rate for the three years ending July 31, 2011, instead of UWNY's forecast based on the
average uncollectible rate for three years ending December 31, 2012. RD at 52. In adopting the

Staff forecast period, the RD overlooks the fact that the Company’s period is more current and,
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as a result, is more representative of existing economic conditions and future rate increases. The
RD also ignores the fact that the Company’s proposed use of an average based on the most
recent three-year period is consistent with well-established practice for the Company. Company
IB 34; Company RB at 33.

Instead of relying on an average using the most current three years of data unmodified,
the RD asserts that Staff’s historic period is superior as it was “designed to exclude the
identifiable distortion” in the immediate aftermath of CC&B implementation and the “seemingly
abnormal high levels after that.” RD at 53. The RD’s reference to “designed” is a polite way of
indicating that the period was “cherry-picked” by Staff to reach a specific result, one where
uncollectible expenses were lower. The Commission should reject that approach and utilize - for
both transparency and accuracy - the Company’s non-manipulated, non-*“designed” most current
three-year average for uncollectible forecasting purposes.

2. RATE BASE - CONSTRUCTION BUDGET

As the RD noted, the Company and Staff reached agreement on the majority of issues
relating to construction budget. RD at 55. The only outstanding rate base controversy stemmed
from MC’s outlandish assertion that the Company’s capital investment program required a
complete overhaul. RD at 56. The RD summarily dismissed MC’s baseless charge that UWNY
neglected mains repair and replacements to pursue the Haverstraw Water Supply Project and
correctly noted that MC’s criticisms of the Company’s capital planning decisions were
“unsupported by the evidence,” (RD at 56) a gross misreading of the testimony (RD at 56) and
based on a “faulty premise.” RD at 57. As such, the Commission should reject MC’s unfounded

accusations and approve UWNY'’s capital investment program.
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3. RATE OF RETURN/COST OF CAPITAL

A. Return on Equity

Exception 10 - The RD Should Have Adopted UWNY’s Return on Equity
Methodology

1. The So-called “Generic Finance Method” Is a Fluid Concept

The Recommended Decision issued in the Generic Finance Case'® is now two decades
old. There were no hearings held in that “case.” There was an agreement among the parties to
that proceeding as to how the cost of equity should be determined and that agreement was
summarily ignored by the identified “co-facilitators” in their Recommended Decision. Tr. at
530. The GFC Recommended Decision (“GFC RD”), therefore, was not based on any evidence;
it was merely an adaptation of an agreement — actually an abnegation of the parties’ wishes — that
was never adopted by the Commission. To term the GFC RD as “precedent” is to afford it a
status which is wholly undeserved. The Commission might have adopted variants of the
formulae presented in that case, but the Commission did not issue an order in the GFC and it
certainly did not issue an order adopting the GFC RD.

2. Staff’s Two-Stage DCF Is Not Well-Supported

The Commission is well-aware that changes have been made to elements of the GFC
RD over the years. The RD appears to accept that the GFC method mandates the two-stage DCF
methodology. RD at 68-69. The two-stage DCF, however, is not a concept that is well-
supported, either in the financial literature or in regulatory practice. Staff had claimed that “the
two-stage DCF model accounts for divergences in near-term and long-term growth rates.” Staff
IB at 49. In contrast, Company Witness Ahern used a single-stage growth rate for the DCF

model because, “in [her] experience, it is the most widely utilized version of the DCF used in

8 Case 91-M-0509 — Proceeding on Motion of the Commission to Consider Financial and Regulatory Policies for

New York State Utilities (“GFC”).
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public utility rate regulation.” Tr. at 452. Ms. Ahern’s analysis is correct because multi-stage
DCFs are used when the near or short term growth rates differ from the long-term — say for a
venture capital firm. On the other hand, stable and mature utilities typically have stable dividend
growth rates (and relatively stable earnings growth rates as well). Tr. 452-53.

Staff’s multi-stage DCF, apparently adopted by implication by the RD (RD at 68-69),
does not take account of this fact. Staff used Value Line’s forecasted dividends per share for the
first stage and then sustainable growth (based upon Value Line’s five-year projections) for the
6th — 200th year. Tr. at 701. Both sets of cash flows, however, are based upon near-term growth
rates. Tr. at 751. Just because Staff used a sustainable growth rate based upon Value Line 5-
year projections as the growth rate for the 6th — 200th year in its multi-stage DCF does not make
such a growth rate a “long-term growth rate.” The RD should not have implicitly adopted such a
growth rate because no one projects growth rates that far into the future.™

The RD also improperly failed to address the Company’s claim that Staff’s DCF growth
rate is circular. RD at 69, n 64. Staff’s sustainable growth methodology is inherently circular
because it relies upon an expected ROE on book common equity which is then used in a DCF
analysis to establish a common equity cost rate related to the market value of the common stock
which, if authorized as the allowed ROE in this proceeding, will become the expected ROE on
book common equity. Tr. at 539. As Professor Morin noted: “[i]t is not reasonable to assume
that this regulatory utility company is expected to earn 11% forever, but recommend a 9% return
on equity. The only way this utility can earn 11% is that rates be set by the regulator so that the
utility will, in fact, earn 11% . . .” Hearing Exh. 19 - Roger A. Morin, New Regulatory Finance

(Public Utility Reports, Inc., 2006), p. 307.

19 In fact, the assumption of a constant debt to equity ratio inherent in Staff’s long-term growth rate claim is

completely unreasonable and unsupported by the record.
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For all of these reasons, the RD should have adopted the Company’s version of the DCF
model. At the very least, the RD is flawed because it failed to provide a reasoned analysis for
rejecting the Company’s DCF approach.

3. Staff’s CAPM Method is Also of Questionable Validity

Both UWNY and Staff also employ the CAPM (with the DCF) to determine the
Company’s cost of equity. Tr. at 540. Because rate making is prospective, it is appropriate to
utilize a forecasted risk-free rate in a CAPM analysis, as Company Witness Ahern did in her
analysis and Staff did not. Tr. at 540.

Staff’s CAPM method erroneously averages the yields on 10-year and 30-year U. S.
Treasury bonds to develop its risk-free rate. Tr. at 540. Ms. Ahern explained it is inappropriate
to utilize the yields on 10-year U.S. Treasury Bonds for cost of capital purposes because their
term is not consistent with the long-term cost of capital to public utilities as measured by the
yields on A-rated public utility bonds. Tr. at 540-42. Furthermore, the use of historical data is a
valid proxy for investors’ expectations concerning future Treasury yields. Because the Federal
Reserve is “artificially and indefinitely keeping interest rates low,” the current interest rate
environment is typical of neither historical rates nor expected interest rate levels in the future.
Tr. at 475-476. Staff’s CAPM, accordingly, is not credible because it unrealistically expects that
current interest rates will remain near historical and unprecedented lows, especially given the
determination of the Federal Reserve to begin the tapering process. In contrast, the data used by
the Company is not stale and reflects current market trends. See Staff IB at 58-59. Numerous
studies support Ms. Ahern’s use of the long-term historical arithmetic mean equity risk premium
published by Ibbotson, which is neither difficult to replicate nor lacking in transparency. Tr. at

551-52.
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Exception 11 - The RD Should Have Weighted the DCF and CAPM Methodologies
Equally

There are several significant reasons for the Commission to re-evaluate giving the DCF
twice the weight it affords the CAPM. Tr. at 560. The RD rejected this recommendation
without providing a reasoned analysis for continuing to hew to a weighting formula that has
become increasingly unrealistic and insupportable.

The only reason for not giving the CAPM and DCF methods equal weight two decades
ago was the observation in the GFC RD that: “the proponents of the proposals have simply not
shown that the CAPM should be raised all at once to parity with the DCF analysis in the setting
of returns on equity.”® If two decades ago the concern was that the CAPM should not be “raised
all at once to parity with the DCF” (emphasis supplied) because the CAPM at that time was used
mostly as a check on the DCF, then surely the passage of more than 20 years should be sufficient
time to finally elevate the CAPM to parity. This is all the more true because the GFC RD itself
was contrary to the Consensus Document agreed to by Staff and numerous utilities (Tr. at 529-
530) which did give the CAPM equal weight to the DCF (and to the comparable earnings
method, as well).

The GFC RD signaled that the CAPM would eventually be raised to parity with the
DCF. Surely, with the passage of time, the burden should now be on the Commission and Staff
to explain what flaws are inherent in the CAPM —and which do not exist in the DCF - that would
keep it from achieving that parity. The irony is, however, that the DCF has a well-recognized,
and greater flaw that makes it less reliable than the CAPM and hence less deserving of parity

with the CAPM.

2 Case 91-M-0509 — Proceeding on Motion of the Commission to Consider Financial and Regulatory Policies for

New York State Utilities, Recommended Decision at 60 (July 19, 1994). The Generic Finance RD was never
adopted by the Commission. Tr. 529.
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Even the GFC RD recognized that the DCF had an inherent flaw not common to the
CAPM.?! Financial experts, other regulatory commissions® and the GFC Consensus Document
all recognize that when a company’s MBRs exceed one, as they do today, the DCF understates
the true cost of equity.”® In fact, no greater evidence of this exists than in the fact that Staff’s
DCF-derived cost of equity was just 8.35%. Staff IB at 49. Such a return is almost 100 basis
points below ROEs currently being awarded by this Commission and still further below returns
being awarded by other regulatory commissions. The appropriate remedy is to provide at least
an equal weighting to the DCF and CAPM to temper the systematic under-estimation that the
DCF produces when the MBRs are above one — as they are today and as they will continue to be
for the foreseeable future. Therefore, regardless of which CAPM and DCF methods are adopted,
CAPM and DCF results should be afforded equal weight.?*

Exception 12 - The RD Incorrectly Concluded that Water Companies Are Less

Risky than Electric and Gas Companies and the RD Should Have Adopted the
Company’s Proxy Group

One would assume that a proceeding convened to determine the rates for a water utility

would employ cost of capital information for the group most comparable; i.e., other water

2L GFCRD at 25.

22 Ms. Ahern’s testimony provides several instances where other regulatory commissions explicitly recognized

that the DCF produces inferior results when MBRs exceed one. Tr. 459-462.

28 Staff Witness Capers’s claim that the “ROE is not understated” is contradicted by her own testimony in

National Fuel’s 2007 rate case where she conceded that the DCF understates the cost of equity when stocks are
selling above book value. See Case 07-G-0141 - Proceeding on Motion of the Commission as to the Rates,
Charges, Rules and Regulations of National Fuel Gas Distribution Corporation for Gas Service, Hearing
Transcript at 1126.

% Itis no answer to say, as the RD does, that “similar claims of Generic Finance Case methodology drawbacks

have been put forth and been consistently rejected by the Commission [and that t]he case that UWNY put in
here is no more compelling.” RD at 69. The objections raised to equal weighting in other cases have seemingly
evaporated. For example, in the 2007 National Fuel case, parity was rejected on the ground that “the betas of
many of the companies have increased, perhaps the result of diversification into non-regulated businesses,
adding an element of bias to the CAPM Method.” Case 07-G-0141, National Fuel Gas Distribution
Corporation, Order Establishing Rates for Gas Service at 40 (Dec. 21, 2007). Certainly, any question raised in
2007 concerning betas having increased as a result of diversification should have long since been resolved. In
any event, Staff, the primary proponent of continuing the 2/3 — 1/3 weighting scheme did not raise that as a
concern in this case, demonstrating it is not a concern now.
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utilities. In this case, however, Staff derived its ROE recommendations based on a proxy group

composed of 34 electric companies and only a single water company. Tr. at 672-73. The RD

erroneously adopted Staff’s patently unrepresentative proxy group.

UWNY'’s proxy group of nine companies comprises the entire investor-owned water
industry. They are similar in risk to UWNY, sharing the same industry risk, and are also closer
in size to UWNY than the large electric and combination companies that comprise Staff’s proxy
group. Tr. at 508. Smaller companies are less capable of coping with significant events which
affect sales revenues and earnings (e.g., the loss of a few large customers or extreme weather
conditions). Tr. at 508-09. Investors also demand greater returns to compensate them for a lack
of marketability and liquidity for the securities of smaller firms. Tr. at 509.

Despite this, the RD rejected the Company’s water company proxy group, choosing
instead Staff’s group composed almost exclusively of large electric utilities. RD at70. There are
significant errors underlying the RD’s determination.

First, the use of an electric utility group to set the fair rate of return for a water utility is of
questionable constitutional validity. A utility’s fair rate of return must be “commensurate with
returns on investments in other enterprises having corresponding risks.”> Ms. Ahern’s proxy
group, which is composed entirely of water utilities, manifestly satisfies this constitutional
requirement as she has amply demonstrated that all the companies in her group are comparable
to UWNY. In clear contrast, Staff’s proxy group is devoid of evidentiary support demonstrating
comparable risk. Not only is the choice of the electric group inappropriate, but it is also patently
inconsistent with the RD’s rejection of a 48% hypothetical equity ratio in favor of a lower 46%

equity ratio on the ground that “although this equity ratio may be slightly below the median

% Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).
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threshold for Staff’s proxy group, the proxy group is almost exclusively composed of electric

companies which we generally consider to be more risky than the large water companies.” RD

at 76 (emphasis supplied).? If electric companies have a different risk profile than water
companies, then the electric company proxy group does not “have corresponding risks” and is
not appropriate for determining a constitutionally mandated rate of return.

The Commission’s alleged “long-standing practice of using large proxy groups composed
primarily of electric utilities” (RD at 70) relied on by the RD is of equally dubious validity.
Staff’s sole precedent for an electric utility proxy group to set the rate of return for a water utility
is a statement in one Commission order from 1989. See Tr. at 814.%" Staff acknowledged that it
had not performed any analysis or conducted any study to determine whether the relative risks of
water and electric companies have changed since that time, which in fact they have. Tr. at 815.
Therefore, even if the precedent relied on is “long-standing,” it has since been eclipsed by
fundamental changes between the two industries that render it no longer apposite. The claim in
the RD “[t]hat practice, coupled with its past decisions based on the consistent use of proxy
group selection criteria, provides investors with a level of transparency to compare regulated
utilities [while tlhe Company’s proxy group proposal does not” (RD at 70), is simply
insupportable. The so-called “transparency” — apparently in the view of the RD a consistency —
is non-existent, especially given, as pointed out immediately above, that Staff’s proxy group size
has ranged from 9 to 34. Tr. at 793-795. Whether termed “transparency” or “consistency,” there

has been neither.

% The record contains no support for the RD’s findings in this regard. Staff was unable to discuss with

particularity or quantify in any way the relative risks faced by gas and electric companies on one hand and
water companies on the other, save to fall back on the claim that “the Commission has determined that the risks
are the same.” Tr. at 811-814. Yet, Staff inconsistently claims in other parts of its testimony that the risks for
electric and gas utilities are greater than for water. Tr. at 778.

2T Case 88-W-113, New Rochelle Water Company, Opinion and Order Determining Revenue Requirement (Apr.

19, 1989), p. 28.
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Staff claims it was unwilling to use additional publicly traded water companies in its
proxy group because no other water company met its proxy group criterion; i.e., the restrictive,
self-selected “requirement” that all proxy group members have an investment grade credit rating
from both Moody’s and S&P. Tr. at 675. Staff acknowledged, however, that being rated by both
agencies is redundant. Tr. at 797-798.

Staff’s criterion was overly restrictive and the RD should not have adopted it. Whether by
design or happenstance, it ensures that Staff’s proxy group will not include any publicly traded
water companies other than the multistate holding company, American Water (Tr. at 502-03),
thereby rendering Staff’s proxy group — the group adopted by the RD — almost wholly
unrepresentative of the water industry. Because S&P’s and Moody’s bond ratings are generally
similar (Tr. at 797), to require that a company have credit bond ratings assigned by both ratings
agencies, particularly when it serves to eliminate virtually every water company from the proxy
group in a water rate case, elevates form over substance. Tr. at 503.%

The electric company proxy group adopted in the RD lacks a rational basis as it is
inconsistent with the evidence and the elementary requirement that a proxy group be comparable
in risk to the utility for which rates are being set. Only the Company’s proxy group of water

companies reflects a group having comparable risk to UWNY and the RD erred in rejecting it.

% The RD noted Staff’s claim (in its Reply Brief at p. 9) that “UWNY is incorrect in asserting that all nine

companies in UWNY’s proxy group would meet Staff‘s criteria if Staff accepted ratings by either Moody’s or
S&P; rather, Staff states, only five of the companies in UWNY’s proxy group would qualify.” RD at 63. Staff
raises a distinction without a difference. Although it is correct that, in three instances, the bond ratings were for
the subsidiaries’ debt, for purposes of the cost of capital, it is the regulated subsidiary bond rating which is
relevant and the long-term debt of those companies is related to regulated water operations. Moreover, because
the companies were selected based upon having greater than 70% of operations being regulated, it is irrelevant
that the holding company does not have a bond rating because all of the proxy holding companies are
overwhelmingly regulated. Based upon S&P’s consolidated approach to the bond rating process, it can be
presumed that if S&P rated these companies, the bond ratings would be the same as the subsidiaries. Most
importantly, the RD (and Staff) chose the proxy group in order to be consistent with the methodology adopted
in the GFC. Nowhere has it been demonstrated that the water company proxy group selected by Ms. Ahern
violated, in any way, the proxy group’s selection criteria for water utilities adopted in that case.
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B. Capital Structure

Exception 13 — The RD’s Adoption of a 46% Equity Ratio Is Irrational and
Internally Inconsistent with Commission Policies

The RD correctly recognizes (RD at 72) that, based on the Capital Structure of its
immediate parent, United Water of New Jersey (“UWNJ”), the Company proposed the following
Capital Structure having 52.13% of Common Equity. The RD, however, recommends that the
Commission set a 46% equity ratio for the Company. RD at 76.

The RD concedes that there is no evidentiary reason to reject the UWNJ Capital
Structure, finding that although:

Staff raises legitimate concerns about whether using a corporate parent’s capital
structure reflect the parent‘s actual common equity level, due to circumstances such as
the double leveraging... there was no evidence presented in this case to indicate such
practices are taking place and involve UWNY or UWNJ. RD at 77.

The RD, however, rejects the use of the UWNJ Capital Structure based on illusory
evidence, reasoning:

We are concerned about UWNY’s claim that the UWNJ capital structure has been
consistently used to set UWNY’s rates in previous cases. If true, the Company did not
adequately explain what caused the drastic increase in UWNJ’s equity level, from 45%
t0 52.13%, since UWNY ‘s last case. RD at 76.

The claim that UWNJ’s Capital Structure was 45% in the Company’s last case is easily
debunked. Case 09-W-0731 culminated in a Three Year Rate Plan by reason of a Joint Proposal.
The Joint Proposal used a compromise 45% equity ratio that was not the equity ratio of UWNJ.?®

The record of Case 09-W-0731 demonstrates that the equity ratio of UWNJ at June 30, 2009 was

48.46 %.%° Therefore, the RD’s claim that UWNJ’s equity ratio could not be used because it had

2 Case 09-W-0731 - Proceeding on Motion of the Commission as to the Rates, Charges, Rules and Regulations

for United Water New York Inc., Order Adopting Joint Proposal as Modified and Establishing a Three-Year
Rate Plan, JP at 4 (July 20, 2010).

% Case 09-W-0731, Prepared Direct Testimony of Pauline M. Ahern at 3 (Sept. 25, 2009).
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increased from 45% in the 2009 case was mistaken. Consequently, there was no reason for the
RD to reject the use of the UWNJ Capital Structure.

The RD’s adoption of a hypothetical 46% equity ratio is no more adequately supported
than the reasons for its rejecting the UWNJ Capital Structure. The RD recognized that “the
Commission has expressed an interest in having utilities carry less debt in appropriate
circumstances.” RD at 76. The RD further recognized that the Commission has routinely
adopted equity ratios of 48% for gas and gas and electric combination companies. RD at 75.
The RD, however, refused to impute the same 48% equity ratio to