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INTRODUCTION AND QUALIFICATIONS

Mr. Laflamme, please state your full name and business addr ess.
My name is Michael D. Laflamme, and my business address is 40 Sylvan Road,

Waltham, M assachusetts 02451.

By whom are you employed and in what capacity?

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

d/b/a National Grid (Narragansett or the Company).

Please provide a brief summary of your educational and professional background.
In 1981, | earned a Bachelor of Science degree in Business Administration with an
emphasis in Accounting from Bryant University in Smithfield, Rhode Island. From 1981
through April 2000, | was employed by various subsidiary companies of Eastern Utilities
Associates (EUA), including EUA Service Corporation (EUASC), which provided
accounting, financial, engineering, planning, data processing, and other servicesto all

EUA System companies. | joined EUA’s accounting department in 1981 and transferred
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to the revenue requirements section of EUASC’ s Rate Department in 1985. | held
progressively more responsible positions in revenue requirements prior to transferring to
the Treasury Services department of EUASC in 1988. | was promoted to the position of
Manager of Treasury Servicesin 1991. The EUA System was acquired by National Grid
USA in early 2000, at which time | joined the National Grid Service Company as
Manager of Regulatory Support. In October 2007, | assumed the position of Director of
Electric Revenue Requirements, and in June 2008, | was promoted to my current

position.

Have you previoudly filed testimony or testified before the Rhode Island Public
Utilities Commission (PUC)?

Yes. | have testified before the PUC on numerous occasions.

Mr. Richer, please state your full name and business addr ess.
My name is William R. Richer, and my business address is 40 Sylvan Road, Waltham,

M assachusetts 02451.

Please state your position.
| am the Director of Revenue Requirements - Rhode Island for National Grid USA

Service Company, Inc. My current duties include revenue requirements oversight for
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National Grid's electric and gas distribution activities in New England, including the gas

division of the Company.

Please describe your education and professional experience.

In 1985, | earned a Bachelor of Science degree in Accounting from Northeastern
University. During my schooling, | interned at the public accounting firm Pannell Kerr
Forster in Boston, Massachusetts, as a staff auditor and continued with this firm after my
graduation. In February 1986, | joined Price Waterhouse in Providence, Rhode Island,
where | worked as a staff auditor and senior auditor. During thistime, | earned my
certified public accountants license in the State of Rhode Island. 1n June 1990, | joined
National Grid in the Service Company (then known as New England Power Service
Company) as a supervisor of Plant Accounting. Since that time | have held various
positions within the Service Company including Manager of Financial Reporting,
Principal Rate Department Analyst, Manager of General Accounting, Director of

Accounting Services, and Assistant Controller.

Have you previoudly filed testimony or testified beforethe PUC?
Yes. | havetestified before the PUC on numerous occasions, including previous Electric

and Gas | SR proceedings.
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PURPOSE OF TESTIMONY

What isthe purpose of your testimony?
The purpose of my testimony isto clarify revisions made to the FY 2016 Electric and Gas
ISR Plan revenue requirements and submitted to the PUC March 10, 2015 (March 10

Submission).

REVISIONSTO THE ELECTRIC AND GASISR PLAN REVENUE

REQUIREMENTS

Please summarize therevisions madeto the revenuerequirementssince the
December 23, 2014 submission to the PUC for the Company’s FY 2016 Electric and
GasISR Plans.

The Company made revisions to the revenue requirements for the Electric and Gas ISRs
in regards to two issues, both relating to federal income taxes: (1) the extension of
federal bonus depreciation through December 31, 2014, and (2) tax net operating losses
(NOL). Calendar year (CY) 2014 bonus depreciation resulted in a decrease to both the
Electric and Gas revenue requirements of $0.7 million and $0.3 million, respectively.
NOL resulted in an offsetting increase to both the Electric and Gas revenue requirements
of $0.8 million and $3.1 million, respectively. Together, the overall result of these
revisions was an increase to the Electric FY 2016 revenue requirement of $0.1 million

and an increase to the FY 2016 Gas revenue requirement of $2.8 million.
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EXPLANATION OF BONUS DEPRECIATION AND NOL ISSUES

Please explain what bonus depreciation is.

The US tax code provides incentives to businesses to invest in capital assets by allowing
tax depreciation deductions that accel erate these deductions over a period of timethat is
shorter than the actual useful life of those assets. The Modified Accelerated Cost
Recovery System (MACRS) has been the long standing method for calculating federal
income tax depreciation deductions for businesses. Bonus depreciation, which allows for
additional tax depreciation deductions, was first introduced in the US tax code after the
September 11, 2001 terrorist attacks to further stimulate capital investment during a
difficult period in the US economy. In 2010, Congress passed the Tax Relief,
Unemployment Insurance Reauthorization, and Job Creation Act of 2010 (the Act),
which provided for an extension of bonus depreciation. Specifically, the Act provides for
the application of 100 percent bonus depreciation for investment constructed and placed
into service after September 8, 2010 through December 31, 2011, and 50 percent bonus
depreciation for similar capital investment placed into service after December 31, 2011
through December 2012. The 50 percent bonus depreciation rate was later extended
through December 31, 2013, and alaw was passed on December 19, 2014 to once again
extend 50 percent bonus depreciation tax deductions for capital investment made during
2014. This means that the bonus depreciation rules have alowed the Company to take
first-year tax deductions of 50 percent or 100 percent of the cost of eligible capital

investment since the passage of the Act. Significant capital related tax deductions for
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bonus depreciation help to significantly lower the amount of cash the Company pays to
the federal government for income taxes. These tax cash benefits also help to
significantly reduce the Company’s net cash investment in ISR assets, and these benefits
are used to benefit customers and reduce the overall ISR revenue requirementsin the
form of deferred taxes which are reflected as reductionsto I SR rate base in the revenue

requirements calculations.

Please explain why the Electric and Gas | SR revenuerequirement calculationswere
revised for bonus depreciation.

Asthe Company indicated when it filed the Electric and Gas ISR Plans on December 23,
2014, the Company was unable to incorporate in its revenue requirement cal culations the
impact of the December 2014 extension of federal bonus tax depreciation rules.
Therefore, in its December 23, 2014 filing letters, the Company indicated that it would
supplement its filing for any impacts the newly signed federal law would have on the
Company’ s Electric and Gas | SR revenue requirements cal cul ations as soon as the
Company had an opportunity to review and understand the implications of the newly
enacted law. Therefore, on March 10, the Company resubmitted its revenue requirement
calculations to incorporate bonus tax depreciation. As reflected in the revenue
requirements exhibits, incorporating this bonus tax depreciation change decreased the
Company’stotal FY 2016 Electric and Gas I SR Plan revenue requirements by $0.7

million and $0.3 million, respectively.
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You indicated that the second issue that generated arevision to the Company’s
revenue requirement calculationsinvolvestax net operating losses, or NOLs. What
areNOLs?

Tax NOL s are generated when the Company has tax deductions on itsincome tax returns
that exceed its taxable income. This does not mean that the Company is suffering losses
initsfinancial statements; instead, the Company’stax NOL s are the result of the
significant tax deductions that have been generated in recent years by the bonus
depreciation deductions described above, aswell as capital repairs tax deductions. In
addition to first-year bonus tax depreciation discussed previoudly, the US tax code allows
the Company to classify certain costs as repairs expense, which the Company takes as an
immediate deduction on its income tax return; however, these costs are recorded as plant
investment on the Company’s books. These significant bonus depreciation and capital
repairs tax deductions have exceeded the amount of taxable income reported in tax
returnsfiled for FY 2009 to FY 2014, with the exception FY 2011. NOLSs are recorded
as non-cash assets on the Company’ s balance sheet and represent a benefit that the
Company and customers will receive when the Company is able to realize actual cash

savings when it applies these NOL s against taxable income in the future.

Does National Grid generate NOL s frequently?
No, it doesnot. Prior to FY 2009, National Grid generated NOL s very infrequently.

During 2009, the Internal Revenue Service (IRS) issued guidance regarding the capital
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repairs tax deduction. Asaresult of thisadditional guidance, the Company recorded a
one-time tax expense for repair and maintenance costs in the FY 2009 federal income tax
return filed on December 11, 2009 by National Grid Holdings, Inc. The FY 2009 capital
repairs tax deduction was particularly large in the first year in which the deduction was
taken because the deduction included capital repairs amounts from FY 2005 through FY
2009. Since that time, the Company has taken a capital repairs deduction on all
subsequent FY tax returns. This has formed the basis for the capital repairs deduction
assumed in the Company’ s revenue requirement. This tax deduction has the effect of
increasing deferred taxes and lowering the revenue requirement that customers have paid

under the ISR mechanism.

Why arethesetax NOLscausing arevision to the Electric and Gas | SR revenue
requirements calculations from the calculations originally filed with the PUC on
December 23, 20147

As part of the planned revision to the FY 16 Electric and Gas | SR revenue requirements
calculations caused by the December 19 law that extended bonus depreciation, the
Company’s Tax Department reviewed whether any portion of 1SR investment may be
eligible for bonus depreciation deductibility. In conducting thisreview, the Tax
Department determined that bonus depreciation deductibility resulting from the
December 19 law would be limited to the extent that there was insufficient taxable

income to absorb the full bonus depreciation tax deduction. Any bonus depreciation that
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could not be deducted because of excess tax deductions over taxable income would
generate NOLs. This prompted the Company to consider whether NOL s were generated
since the inception of the Electric and Gas ISR program in FY 2012, and the Tax
Department confirmed that in FY 2012, FY 2013, and FY 2014 NOLswere also
generated. As described above, prior to FY 2009, NOL s were generated infrequently,
and while we were aware that NOL s were generated by the sizable capital repairs
deduction covering FY 2005 through FY 2009 when the Company first included a capital
repairs deduction in its FY 2009 tax return, we were unaware that NOL s had been

generated after FY 20009.

How do these NOL simpact the revenue requirement calculations, and why should
customerspay for thiserror?

Inclusion of NOL s in the revenue requirement cal culations reduces the amount of the
deferred taxes in the derivation of ISR rate base. As described previously, deferred taxes
are an offset, or reduction, to ISR rate base and are intended to represent the amount of
cash benefit generated and associated with I SR investment related tax deductions that the
Company has reflected in its income tax returns. Since the inception of the Electric and
Gas ISR programsin FY 2012, the Company has assumed in its revenue requirement

calculations that the Company received the full cash benefit of the significant ISR
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investment related bonus depreciation and capital repairs tax deductions. However, the
actual cash benefits from these deductions have been limited due to the fact that the
Company, and the consolidated entity for which a consolidated tax return is prepared,
reported ataxable loss. Therefore, al previoudly filed Electric and Gas | SR revenue
requirement calculations since FY 2012 have provided customers with too much of a
cash benefit associated with these tax deductions by not reducing ISR related deferred

taxes by the amount of ISR investment related NOLs.

Why not spread theincreasein the FY 2016 revenue requirement over a period of
years, especially for the Gas|SR?

As explained earlier, the NOL issue impacts | SR rate base and represents the cumulative
impact of NOLsfor all years prior to and including FY 2016. Because of its cumulative
rate base nature, this NOL issue also has an impact on | SR revenue requirements for
fiscal years 2012 through 2015. Consequently, this FY 2016 cumulative revenue
requirement impact of $0.8 million and $3.1 million in the Electric and Gas ISRs,
respectively, is permanent until the Company can utilize the underlying cumulative tax
losses that gave rise to this annual impact. In other words, the Company’s current
cumulative NOLs will produce a $3.1 million revenue requirement in the FY 2017 Gas
ISR and for all future years until such time as the Company is able to utilize its

cumulative NOLs. Therefore, deferring an amount of the FY 2016 revenue requirement
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impact will only result in the need for increased recovery in future years and would result

inincremental carrying charges on amounts deferred.

Isthe Company seeking to recover in the FY 2016 Electric and Gas | SR plansthe
revenuerequirement impact for all 1SR yearsaffected by NOL s?

No, itisnot. Therevised Electric and Gas ISR revenue requirement calculations are
addressing the effect of NOLsfor FY 2016 only. Theinclusion of NOLsin the FY 2016
revised revenue requirement calculation has resulted in an increase to both the Electric
and Gas revenue requirements of $0.8 million and $3.1 million, respectively. The
Company will befiling reconciliations for its FY 2015 Electric and Gas I SR Plans prior
to August 1, 2015 and would address the effect of NOL s related to those FY 2015 plans
as part of those reconciliations. The Company estimates that the revenue requirement
effect will be approximately $0.8 million and $3.1 million when it reflects NOLs in its
FY 2015 Electric and Gas I SR reconciliations this summer. In addition, by excluding
NOLsinitsFY 2012, FY 2013 and FY 2014 Electric and Gas ISR reconciliation filings,
the Company has provided customers with assumed deferred tax cash benefits in excess
of those actually realized by the Company on its tax returns for those years. Any plansto
address these excess benefits provided to customers for those years, which the Company

estimates to be approximately $1.5 million and $3.6 million related to the FY 2012
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through FY 2014 Electric and Gas reconciliation filings, would have to be considered as

part of the FY 2015 reconciliation filings.

CONCLUSION

Does this conclude your testimony?

Yes, it does.





