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Q.1 What are your name, occupation and business address? 10 

A.1 My name is Ralph C. Smith.  I am a Certified Public Accountant licensed in the State 11 

of Michigan and a senior regulatory consultant in the firm Larkin & Associates, PLLC, 12 

Certified Public Accountants, with offices at 15728 Farmington Road, Livonia, 13 

Michigan 48154. 14 

Q.2 Are you the same Ralph C. Smith who previously filed direct testimony in this 15 

case on behalf of Consumer Advocate and Protection Division (“CAPD”) in 16 

response to the request by for B&W Pipeline, LLC ("B&W," "B&W Pipeline" or 17 

"the Company") to increase their gas transportation service rates? 18 

A.2 Yes, I am. 19 

Q.3 What is the purpose of your supplemental direct testimony in this proceeding?  20 

A.3 The purpose of my supplemental direct testimony is to respond to the rebuttal 21 

testimony of William H. Novak that was filed on August 17, 2015 on behalf of B&W 22 

which included some new Company exhibits, such as a net present value presentation 23 

on Attachment WHN Rebuttal-2 and new Company recommendations, such as a 24 

drastically different rate design proposal from the Company, that were presented for 25 

the first time in the Company's rebuttal filing.  My supplemental testimony also is 26 
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necessary to clarify certain points in my direct testimony, which was filed under a 1 

good-faith assumption by the CAPD that this matter would be settled. 2 

Q.4 Have you prepared any attachments to your supplemental direct testimony? 3 

A.4 Yes, the following attachments present information that is discussed in my 4 

supplemental direct testimony: 5 

 Attachment RCS Supplemental Direct-1 presents the TN Regulatory Authority, 6 

Utilities Division, March 7, 2010, Gasco Distribution Systems, Inc. Annual 7 

Report for Reporting Year 2009. 8 

 Attachment RCS Supplemental Direct-2 Reproduces the Net Present Value 9 

Calculations in B&W Pipeline Rebuttal Testimony, Attachment WHN 10 

Rebuttal-2. 11 

 Attachment RCS Supplemental Direct-3 Reproduced the Net Present Value 12 

Calculations in B&W Pipeline Rebuttal and Adjusts the Discount Rate to the 13 

CAPD Recommended Cost of Capital. 14 

 Attachment RCS Supplemental Direct-4 Reproduced the Net Present Value 15 

Calculations in B&W Pipeline Rebuttal and Adjusts the Discount Rate to 16 

B&W's Requested Cost of Capital. 17 

 Attachment RCS Supplemental Direct-5 Reproduced the Present Value 18 

Calculations in B&W Pipeline Rebuttal with Adjustments to Remove Over-19 

Statement By Applying Over-Statement Factor; Remove Section Constructed 20 

in 2013 After Acquisition in 2010; Adjust Useful Life Assumption to Conform 21 
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With B&W's Depreciation Rate, and Adjust Discount Rate to CAPD 1 

Recommended Cost of Capital. 2 

 Attachment RCS Supplemental Direct-6 shows the Gasco Distribution 3 

Systems, Inc. 2010 Tennessee Ad Valorem Assessment.  4 

 Attachment RCS Supplemental Direct-7 presents the Navitas TN NG, LLC 5 

State of Tennessee 2011 Ad Valorem Tax Report. 6 

 Attachment RCS Supplemental Direct-8 shows the State of Tennessee 2010 Ad 7 

Valorem Tax Assessments for all Gas Companies in the State. 8 

 Attachment RCS Supplemental Direct-9 shows the State of Tennessee 2011 Ad 9 

Valorem Tax Assessments for all Gas Companies in the State. 10 

   11 

I. ORIGINAL COST OF THE UTILITY PLANT 12 

Q.5 What is B&W's position concerning the original cost of the utility plant?  13 

A.5 B&W concedes that it does not have original cost or continuing property records 14 

information from the previous owner.1 However, B&W seeks to use the price it paid to 15 

acquire the pipeline along with 96 oil and gas wells, with a zero cost assigned to the oil 16 

and gas wells, as it amount of original cost for the pipeline, which the Company seeks 17 

to include in rate base and earn a 10.12 percent return on. 18 

Q.6 When was the pipeline acquired by B&W? 19 

A.6 B&W acquired the pipeline in September 2010. 20 

                                                 
1 See, e.g., Novak rebuttal page 2. 
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Q.7 Was there information on file at the Tennessee Regulatory Authority ("TRA") 1 

from the pipeline's owner at that time? 2 

A.7 Yes.  However, the information that is available may not be complete. No annual 3 

reports filed with the TRA by Titan Energy Group could be located.  The lack of any 4 

annual reports by Titan Energy Group to the TRA suggests that either Titan never 5 

reported the original cost or depreciation over the years to the TRA and its 6 

predecessor, or that the use of the pipeline in providing public utility service was 7 

included in the reports to the TRA filed by the entity that was providing public utility 8 

service, Gasco Distribution Systems, Inc. ("Gasco").  For example, Gasco filed on 9 

March 7, 2010, its Annual Report for Reporting Year 2009 with the TRA, which is 10 

presented in Attachment RCS Supplemental Direct-1.  That annual report is 11 

accompanied with a notarized affidavit from Gasco's Chief Officer and its Officer in 12 

charge of accounts dated April 30, 2010. 13 

Q.8 What does the Gasco 2009 annual report to the TRA show for Total Utility Plant, 14 

Accumulated Depreciation and Net Utility Plant? 15 

A.8 Pages F-4 and F-6 of Gasco 2009 annual report to the TRA show Total Utility Plant of 16 

$1,845,924, Accumulated Depreciation of $896,375 and Net Utility Plant of $949,549 17 

as of December 31, 2009.  Pages G-4 and G-5 contain a detailed listing of Utility Plant 18 

by FERC account.  Gasco reported to the TRA only $273 of Transmission plant, as 19 

shown on page G-5, which was for measuring and regulation station equipment in 20 

account 369.  Gasco did not report any balances in account 367 for transmission mains.   21 

Gasco's largest asset and the largest component of Utility Plant is the $1,236,621 in 22 
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distribution mains, account 376.  Gasco's distribution utility plant and operations were 1 

acquired by Navitas. 2 

Q.9 Does the information in the previous owner's annual report to the TRA support 3 

assigning a depreciated original cost to the pipeline of over $2.6 million, as B&W 4 

is seeking in the current rate case, which is B&W's first rate case since acquiring 5 

the pipeline and other assets from the previous owner? 6 

A.9 No. As noted above, no annual reports from Titan Energy Group to the TRA could be 7 

located.  The lack of annual reports to the TRA and the lack of accounting information 8 

from Titan Energy Group would support a finding in the current rate case that B&W 9 

has failed to meet is burden of proof for the depreciated original cost to the previous 10 

owner, thus, the acquisition price paid by B&W represents an acquisition premium, 11 

and should not be included in rate base.  Moreover, none of the information in the 12 

Gasco annual report to TRA would support assigning an original cost the pipeline that 13 

Gasco was using at the time for the provision of gas utility service of any amount even 14 

close to the approximately $2.6 million that is being sought by B&W in the current 15 

case. 16 

Q.10 When Gasco was providing the gas utility and pipeline transmission service, was 17 

the pipeline a separate component of the utility service? 18 

A.10 No, the cost of gas, the transmission and the distribution of the gas to customers was 19 

all part of the combined utility service that Gasco was providing to customers. 20 

Q.11 Now that the distribution system and transmission pipeline that had previously 21 

been used by the former owner, Gasco, have been split as to ownership, with the 22 

distribution system being now owned and operated by Navitas TN NG, LLC 23 
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("Navitas"), and the pipeline now being owned and operated by B&W, should 1 

this split of ownership be resulting in shockingly large rate increases from B&W, 2 

or to the end use customers?  3 

A.11 No.  A mere change in ownership of utility assets should not be resulting in such large 4 

rate increases. The rate increases, which, if approved as originally requested by B&W, 5 

would increase the current rate of $0.60 per Mcf  to $3.69 per Mcf, an increase of 6 

$3.09 per Mcf or 516%, which could be considered rate shock.2  B&W's attempt to use 7 

its acquisition price as the depreciated original cost of the utility plant is without 8 

reliable support and is one of the critical factors in the current case that is contributing 9 

to the huge size of the rate increase being sought by B&W. 10 

Q.12 Mr. Novak attempts to rely upon a report prepared for B&W by Bell Engineering 11 

concerning a Gas Pipeline Replacement Cost Evaluation, which he is presenting 12 

with his rebuttal testimony as Attachment WHN Rebuttal-1.  Can that report be 13 

relied upon to reliably derive the depreciated original cost of the pipeline under 14 

the previous owner? 15 

A.12 No, it cannot.  There are several fatal flaws with using that report as an estimate of the 16 

previous owner's depreciated original cost of the utility plant that was acquired by 17 

B&W.  One is that B&W acquired the pipeline in September 2010. The Gas Pipeline 18 

                                                 
2 In Mr. Novak's rebuttal testimony, B&W has updated its throughput estimate from the 169,861 
Mcf in its original filing to a new estimated level of 210,235 Mcf, which results in spreading 
B&W's requested revenue requirement of $627,565 over a larger quantity of units; however, as 
discussed later in my testimony, this continues to be a shockingly high rate increase over the 
current rates of $0.60 per Mcf.  In its original filing the Company proposed rates of $3.69 per Mcf 
by dividing its claimed revenue requirement of $627,565 by an attrition period sales volume of 
169,861.  See, e.g., Novak direct testimony at page 9. Dividing the Company's requested revenue 
requirement of $627,565  over B&W's new estimated level of 210,235 Mcf  would produce a 
volumetric rate of $2.98 per Mcf, which is $2.38  or 397% above the current rate of $0.60 per 
Mcf.  I address B&W's radical shift in proposed rate design later in my rebuttal testimony. 
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Replacement Cost Evaluation report from Bell Engineering is dated November 2013, 1 

and the cover letter transmitting it to Mr. Rafael Ramon, the Controller of B&W's 2 

affiliate, ENREMA, is dated December 12, 2013.  Page 1 of 5 of the report states that: 3 

"On October 30, 2013, Bell Engineering was authorized by B&W Pipeline, LLC, to 4 

conduct a study to determine the replacement cost of their gas pipeline known as the 5 

B&W Gas Pipeline."  Thus, that report did not exist and could not have been relied 6 

upon by B&W in 2010 when B&W at that time determined how much to pay for the 7 

pipeline and the 96 oil and gas wells that B&W acquired in September 2010.   8 

Second, the report attempts to evaluate replacement cost, not original cost.  There is no 9 

information about the previous owner's depreciated original cost contained in that 10 

report. 11 

Third, the report makes assumptions about depreciation lives which are questionable 12 

and which are contradicted by and inconsistent with the depreciation rates that are 13 

being used by B&W.  The report at page 4 states that:  "For this report, the expected 14 

life of steel pipe will be 50 years; the expected life of the polyethylene pipe will be 75 15 

years."  The cash values stated in the report are thus dependent upon those expected 16 

useful life assumptions, which are questionable and are questionably applied.  The 17 

longer the assumed lives were in the report, the depreciation the report calculates 18 

through 2013, and the "cash values" in the report are higher than if shorter depreciable 19 

life assumptions for the pipeline had been used. At page 7, lines 7-8, of his direct 20 

testimony, Mr. Novak states that "the Company's currently approved depreciation rates 21 

are 3.33% on its utility plant."  A 3.33% depreciation rate is approximately equivalent 22 
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to a 30-year expected plant life.3  A 30-year useful life for the pipeline is contradictory 1 

to the assumption made in the study about the useful life, including the study's 2 

assumption that all of the pipeline segments that have polyethylene pipe have an 3 

expected life of 75 years.  Using a useful life that is shorter than 75 years would result 4 

in lower net cash values than shown in the report.     5 

Fourth, the report appears to significantly overstate estimated costs to construct and 6 

place into service segments of the pipeline, versus comparable information on actual 7 

costs, such as costs recorded on B&W's books for plant additions that were made by 8 

B&W after September 2010.  As one illustrative example, page 3 of the report 9 

estimates the replacement cost of section 3 to be $413,280, including a cost of 10 

$287,000 for polyethylene pipe with a six-inch diameter. To derive the estimated 11 

replacement cost for that pipeline addition in 2013, the report increased that cost by 12 

applying two compounded 20% gross-ups (i.e., additional costs) on top of it, one for 13 

"miscellaneous construction items" which were added to the cost of the pipe, and 14 

another one for "miscellaneous project development costs" which was applied to the 15 

combined total of the $287,000 and the 20% increase for "miscellaneous construction 16 

items."  Mr. Novak 's rebuttal testimony states that the pipeline and oil and gas wells 17 

were acquired by B&W from the previous owner in September 2010.  Mr. Novak 18 

indicates that pipeline section 3 was constructed in 2013, which is after B&W's 19 

acquisition date of the pipeline and other assets.  The year 2013 was a period when the 20 

pipeline was owned by B&W.  It is therefore instructive to review B&W's actual 21 

recorded costs for pipeline main construction in 2013 and to compare those costs with 22 

                                                 
3 1 / 3.33%  depreciation rate = 30 year useful life. 
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the estimates contained in the report that B&W is now relying upon in its attempt to 1 

justify using its purchase price as the amount of original cost.  B&W's general ledger 2 

for 2013 was provided in Minimum Filing Requirement ("MFR") item 8-1 as an Excel 3 

file, and shows the following expenditures in 2013 for account 125121, Construction 4 

Expenditures - Pipelines: 5 

 6 

 7 
 8 

 From the descriptions contained in the B&W general ledger, some of the actual 9 

spending on pipeline construction in 2013 which totaled $241,275 may have been for 10 

repair of existing sections of the pipeline, rather than for adding a new section in 2013.  11 

Also, from the descriptions, it appears that B&W in 2013 installed 4-inch pipe, rather 12 

than the 6-inch pipe assumed in the report.  Typically, the material cost of smaller 13 

diameter pipe is lower than for larger diameter pipe.  Comparing the $241,275 actual 14 

2013 pipeline spending with the estimated amount of $413,280 suggests an 15 

overstatement factor of at least 58.4% as shown below: 16 

Date Num  Name Memo Debit

06/06/2013 1354 Martin Contracting, Inc. 1354 PIPELINE REPAIR 300' SECTION 27,494.00

06/26/2013 1370 Martin Contracting, Inc. 1370 3,405.86

07/01/2013 8669 Hull Brothers, Inc 8669 10,000.00

09/09/2013 8866 Hull Brothers, Inc 8866 8,251.15

10/09/2013 1211416001 McJunkin-Red Man Corporation 1211416001 Materials 4" Line 26,120.50

10/16/2013 1211416002 McJunkin-Red Man Corporation 1211416002 Materials 4" Line 23,176.22

10/26/2013 8969 Hull Brothers, Inc 8669 25,300.00

11/01/2013 8971 Hull Brothers, Inc 8971 28,060.00

11/04/2013 1559092001 McJunkin-Red Man Corporation 1559092001 Materials 4" Line 6,946.24

11/06/2013 8976 Hull Brothers, Inc 8976 28,620.00

11/12/2013 8977 Hull Brothers, Inc 8977 34,020.00

11/14/2013 8980 Hull Brothers, Inc 8980 7,000.00

12/07/2013 9008 Hull Brothers, Inc 9008 12,881.25

Total 125121 · Pipelines 241,275.22
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 1 

 2 
 3 
 4 

Q.13 If a 58.4% Replacement Cost Study Over-Statement Factor were applied to the 5 

present value analysis presented on Mr. Novak's Attachment WHN Rebuttal-2, 6 

what would be the result? 7 

A.13 If a 58.4% Replacement Cost Study Over-Statement Factor were applied to the present 8 

value analysis presented on Mr. Novak's Attachment WHN Rebuttal-2, his claimed 9 

discounted replacement cost would be reduced from $2.853 million to $1.671 million, 10 

which is about $962,000 below B&W's acquisition price for the pipeline and oil and 11 

gas wells of $2,633,085.  However, there are other flaws with Mr. Novak's Attachment 12 

WHN Rebuttal-2, which I will address below that, if addressed, would further reduce 13 

the results of the discounted net present value analysis that Mr. Novak has presented 14 

for the first time in his rebuttal testimony. 15 

Q.14 What other flaws in Mr. Novak's calculation have you identified? 16 

A.14 Mr. Novak's calculation of the net present value on his Attachment WHN Rebuttal-2 is 17 

heavily influenced by his discount rate assumption of 3%, but he offers no explanation 18 

or support for that assumption.  Using a higher discount rate for the net present value 19 

analysis will result in lower results.  To calculate the impact of adjustments to Mr. 20 

Novak's net present value analysis, I first reproduced the calculations presented on his 21 

Attachment WHN Rebuttal-2, in Excel, as shown on Attachment RCS Supplemental 22 

Line Description Amount Source
1 Actual 2013 pipeline spending 241,275$      B&W 2013 General Ledger, 

account 125121, Construction- 
Pipelines

2
Estimate "probable replacement costs"  for Section 3 which 
was constructed in 2013 413,280$      B&W Rebuttal

3 Replacement Cost Study Over-statement Factor 58.4% Line 1 / Line 2
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Direct-2.  I then made calculations using alternative, higher discount rates, as 1 

explained below. 2 

Q.15 Can you provide an illustration of how the assumed discount rate can affect the 3 

results of Mr. Novak's present value analysis? 4 

A.15 Yes.  As an illustration, using an 8.5% discount rate, which is the CAPD's 5 

recommended cost of capital for B&W, and without attempting to correct for the other 6 

flaws in Mr. Novak's analysis, would produce an original cost estimate of $595,666, 7 

which is $2,037,419 below B&W's acquisition cost of $2,633,085 that B&W is 8 

attempting to use as original cost and include in rate base to earn a 10.12% return for 9 

B&W's owners.  This illustrative calculation is shown on Attachment RCS 10 

Supplemental Direct-3. 11 

Using B&W's requested cost of capital of 10.12% as the discount rate, and without 12 

attempting to correct for the other flaws in Mr. Novak's analysis, would produce an 13 

original cost estimate of $370,093, which is $2,262,992  below B&W's acquisition cost 14 

of $2,633,085.   This illustrative calculation is shown on Attachment RCS 15 

Supplemental Direct-4. 16 

Attachments RCS Supplemental Direct-3 and 4 present those comparative calculations 17 

in a similar format to Mr. Novak's Attachment WHN Rebuttal-2.   18 

Q.16 What is the rationale for using a company's cost of capital as the discount rate in 19 

a net present value analysis? 20 

A.16 An estimate of a company's cost of capital is typically considered in making 21 

investment decisions.  Net present value calculations using a company's estimated cost 22 
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of capital are thus frequently encountered in investment decision analysis and in 1 

valuations of acquisitions.   2 

Q.17 Have you also made a calculation that adjusts for the apparent over-statements, 3 

adjusts the pipeline's useful life assumption to be consistent with B&W's 4 

depreciation rates, and uses the CAPD recommended cost of capital of 8.5% as 5 

the discount rate?  6 

A.17 Yes.  My calculation is shown on Attachment RCS Supplemental Direct-5, page 1. The 7 

presentation there is in a similar format to Mr. Novak's Attachment WHN Rebuttal-2.  8 

As shown on Attachment RCS Supplemental Direct-5, page 1, with those adjustments, 9 

the derived net present value of the pipeline is $327,860, which is $2,305,225 below 10 

B&W's acquisition price of $2,633,085. 11 

Q.18 Are you recommending that the original cost be estimated at $327,860 based on 12 

the presentation shown on Attachment RCS Supplemental Direct-5? 13 

A.18 No. It continues to be my recommendation that the TRA find that B&W has failed to 14 

meet its burden of proof in establishing the previous owner's depreciated original cost 15 

of plant devoted to utility service, and therefore the amount paid by B&W of 16 

$2,633,085 to acquire the 96 oil and gas wells and the pipeline should not be included 17 

in rate base.      18 

Q.19 Mr. Novak states at page 3 of his rebuttal testimony that none of the $2,633,085 19 

cost paid by B&W for the 96 oil and gas wells and the pipeline was assigned to the 20 

oil and gas wells.  Is that credible? 21 

A.19 No. That appears to be a rather self-serving assumption that B&W is using to justify its 22 

attempt to allocate all of its $2,633,085 acquisition cost to regulated utility operations 23 
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(i.e., the pipeline) and zero of such acquisition cost to the oil and gas wells, which are 1 

being treated as non-utility assets (and which subsequently were transferred by B&W 2 

to a non-utility affiliate, Rugby Energy, LLC).  B&W has attempted to maximize its 3 

claim for utility rate base and to minimize the acquisition cost assigned to the oil and 4 

gas wells which B&W has treated as non-regulated assets and which B&W has 5 

recently transferred to an affiliate.  B&W has indicated that the liability associated 6 

with the existing oil and gas wells exceeded their value.  B&W, therefore, made an 7 

assumption that the oil and gas wells had no value.  However, this is not supported by 8 

other information on B&W's general ledgers which show that the oil and gas wells are 9 

producing revenue and net margins that, until the wells were transferred to an affiliate, 10 

far outweighed the revenues that B&W was recording for transporting gas through its 11 

pipeline for Navitas.   The net revenues produced by the oil and gas wells indicate 12 

positive value, indeed, a value that at the time of the acquisition, far exceeded the 13 

revenue that was being produced by the pipeline.  For example, B&W's 2012 14 

information shows that its gross profit4 of $182,582 includes $19,729 for the provision 15 

of gas transportation services to Navitas and $162,853 of gross profit from oil and gas 16 

sales and royalties.  Thus, approximately 11% of B&W's gross profit for 2012 was 17 

from gas transportation service and 89% was from oil and gas sales and royalties.  18 

Assigning 100% of the acquisition cost to an asset that was producing only 11% of the 19 

gross profit, and assigning none of the acquisition cost to the assets that were 20 

producing 89% of the gross profit is simply not credible.   21 

                                                 
4 Gross Profit on the B&W trial balance for 2012 is revenue after subtracting the cost of the oil 
and gas sold, and before operating expenses. 
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Q.20 Although B&W has claimed that it had a liability for the existing oil and gas 1 

wells, did B&W actually record such a liability on its books? 2 

A.20 No.  If B&W had a legal liability to retire or remediate some of the acquired oil and 3 

gas wells, generally accepted accounting would require that B&W should have 4 

recorded the value of those wells on its books and should have recorded the related 5 

liability, such as for capping inactive wells, as an asset retirement obligation.    6 

However, a review of B&W's accounting records, including its general ledgers for 7 

2013 and 2014, reveals that B&W has not recorded a liability for asset retirement 8 

obligations.  This suggests that either B&W did not actually have such an asset 9 

retirement obligation or that B&W is not following generally accepted accounting 10 

principles.   11 

Q.21 Please briefly explain the accounting for asset retirement obligations.  12 

A.21 Basically, if a company has a current legal obligation to retire or remediate a property 13 

or facility, it is supposed to recognize that as an asset retirement obligation.   14 

In June 2001, the Financial Accounting Standards Board (“FASB”) promulgated 15 

Statement of Financial Accounting Standards No. 143 (“SFAS 143”).  This 16 

pronouncement addresses the appropriate accounting for long-lived assets. It was 17 

effective for all fiscal years beginning after June 15, 2002. However, earlier 18 

application was encouraged. Pursuant to SFAS 143, all companies, both unregulated 19 

and regulated must review all of their long-lived assets to determine whether or not 20 

they have actual legal obligations to remove retired assets. For some plant and 21 

equipment, companies have a legal obligation to remove the asset at the end of the 22 
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service life. These legal obligations for future removal are called asset retirement 1 

obligations (“AROs”). For other assets, no such obligation exists.  2 

If a company does have an ARO, the fair value of the future retirement cost, which is 3 

determined using net present value techniques, is considered to be part of the original 4 

cost of the asset.  That ARO is therefore capitalized (included in the original cost) and 5 

depreciated over the life of the asset. In essence, if a company incurs a legal liability to 6 

spend money to remove an asset at the end of its life, that liability is part of the cost of 7 

the asset.  8 

In contrast, if a company does not have such legal obligations, the future cost of 9 

removal will not be capitalized as part of the asset cost and will not be included in 10 

depreciation expense.  Only the initial cost of the asset (which does not include 11 

estimated inflated future cost of removal for which no current liability exists), will be 12 

depreciated.  13 

At the end of the asset’s life, for assets without AROs, the accumulated depreciation 14 

account will equal the plant balance.  In other words, under SFAS 143, there is 15 

symmetry between assets with and without AROs. In both cases, the accumulated 16 

depreciation will equal the original cost of the asset at the end of its life. 17 

Q.22 Did B&W follow that accounting? 18 

A.22 No.  B&W has stated that it did not record any value of the 96 oil and gas wells that 19 

were acquired with the pipeline in September 2010.  Moreover, a review of B&W's 20 

accounting records, including its general ledgers for 2013 and 2014, revealed that 21 

B&W has not recorded an allocation of the initial purchase price to the 96 oil and gas 22 
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wells and that B&W has not recorded a liability for asset retirement obligations on its 1 

books in either of those years for estimated costs to cap inactive oil and gas wells.  2 

Q.23 At pages 6-7 of his testimony, Mr. Novak claims that your analysis is inconsistent 3 

with the State of Tennessee's own assessment of the pipeline for taxing purposes, 4 

and he includes a property tax appraisal that was submitted to the State by B&W 5 

in his Attachment WHN Rebuttal-3. Please respond. 6 

A.23 What Mr. Novak fails to mention is that the State of Tennessee property tax appraisal 7 

form that he attached to his rebuttal testimony was submitted to the State by B&W and 8 

is based on B&W's accounting records, which currently reflect B&W's claim that its 9 

entire acquisition price for the 96 oil and gas wells and pipeline that were acquired in 10 

September 2010 was entirely for pipeline utility plant in service, and none of it was for 11 

an acquisition adjustment (i.e., for amounts paid in excess of the previous owner's 12 

depreciated original cost of the public utility property), and none of it was for the oil 13 

and gas wells that were producing most of the revenue and gross margin.  While B&W 14 

currently reports its entire acquisition cost as utility plant, that has not yet been 15 

reviewed in a rate case, and is being challenged in the current rate case, which is 16 

B&W's first since acquiring the pipeline and the 96 oil and gas wells in September 17 

2010.   18 

As I have explained in my direct testimony and herein, B&W should not have recorded 19 

its entire acquisition price as pipeline plant in service, but rather should have recorded 20 

it as an acquisition adjustment, which would not be included in rate base.  B&W 21 

should have also fairly allocated a portion of the acquisition price to the oil and gas 22 

wells that produced approximately 89% of B&W's gross margins in 2012.  23 
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A review of the property tax submission from B&W also reveals other questionable 1 

aspects, such as the cost of the pipeline that B&W reports is assumed by B&W to be 2 

located exactly equally in each of the three counties.  This further suggests that B&W's 3 

ad valorem submission to the State may not be totally accurate. B&W's property tax 4 

submission report presented in Mr. Novak's Attachment WHN-3 shows that B&W has 5 

reported to the State that B&W has an exactly equal amount of pipeline gross 6 

investment is in each of the three counties, Fentress, Morgan and Pickett.  The amounts 7 

reported on the form are apparently based on B&W's assumptions that there was no 8 

amount paid in excess of the previous owner's depreciated original cost plant, and 9 

B&W's assumption that no amount of the purchase price was assigned or allocated to 10 

acquisition adjustments, goodwill, or to the oil and gas wells that were, at the time of 11 

the acquisition, producing the vast majority of the revenue and gross margin.   12 

I also note that question 29 on the tax form presented in Mr. Novak's Attachment 13 

WHN-3 asks:  "What was the date of your last rate case?" and "Was the case heard by 14 

a state PSC or federal entity?" and "What was the return on equity granted?"   15 

The fact that these questions are asked suggests that the answers may be important to 16 

the State in reviewing a utility's ad valorem tax report, and that a state regulatory 17 

authority decision in the utility's rate case could have an impact on the property tax 18 

assessment.  Since B&W has not previously had a rate case, the assessment reported 19 

by B&W to the State, which is based on B&W's questionable recorded values that 20 

reflect no purchase price was assigned or allocated to acquisition adjustments, 21 

goodwill, or to the oil and gas wells that were, at the time of the acquisition, producing 22 
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the vast majority of the revenue and gross margin, should not be controlling for 1 

ratemaking purposes. 2 

Q.24 You mentioned that B&W reported an exactly equal amount of pipeline plant in 3 

each of the three counties, Fentress, Morgan and Pickett, as shown on page PL-3 4 

of Attachment WHN Rebuttal-3.  Is that consistent with how the previous owner 5 

reported plant and was assessed ad valorem taxes by the State of Tennessee? 6 

A.24 No.  The previous owner, which also owned Gasco Distribution Systems, Inc., the gas 7 

distribution utility to which the pipeline had previously been providing utility service, 8 

had a total assessment in 2010 of $756,000, of which $976 was in Fentress county and 9 

$227,660 was in Pickett County, and the remainder was in Campbell County, including 10 

an area in Jellico and in areas that are outside of cities.  This is shown in Attachment 11 

RCS Supplemental Direct-6. 12 

Q.25 Has B&W demonstrated that it has an exactly equal amount of pipeline plant 13 

located in Fentress, Morgan and Pickett counties, as shown on page PL-3 of 14 

Attachment WHN Rebuttal-3? 15 

A.25 No.  It appears that B&W has merely divided its total claimed pipeline asset amount by 16 

three, and allocated one-third to each of those counties. However, it seems highly 17 

unlikely that, with the different components of the pipeline which were placed into 18 

utility service at different points in time and which use different materials, e.g., some 19 

segments use steel pipe and others are polyethylene, that there could really be an 20 

exactly equal amount of pipeline assets located in each of those three counties.   21 

Q.26 Mr. Novak in his rebuttal testimony attempts to use State of Tennessee property 22 

tax assessment information to justify B&W claim for pipeline plant in service 23 
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amounts. Did you review other State of Tennessee property tax assessment 1 

information, and please explain what inferences can be drawn from that? 2 

A.26 Yes.  During the investigation of B&W's current rate case, the CAPD obtained the 3 

Navitas TN NG, LLC State of Tennessee 2011 Ad Valorem Tax Report (see 4 

Attachment RCS Supplemental Direct-7), as well as listings of 2010 and 2011 Ad 5 

Valorem Assessments for all gas companies operating in the State (see Attachment 6 

RCS Supplemental Direct-8 and 9, respectively.  The Navitas TN NG, LLC State of 7 

Tennessee 2011 Ad Valorem Tax Report reports net fixed assets for Navitas of 8 

$610,500 as of December 31, 2010, with $40,500 of that in Fentress county and 9 

$570,000 in Campbell county.  See  Attachment RCS Supplemental Direct-7.  The 10 

2010 and 2011 Ad Valorem Assessment summaries presented in Attachment RCS 11 

Supplemental Direct-8 and 9, respectively, show $873,000 and $330,000 for Gasco 12 

Distribution Systems, Inc. and no separate amounts for Titan Energy.   13 

Interestingly, the 2011 ad valorem assessments for all of the other gas companies in the 14 

State of Tennessee, including Atmos Energy Corp., Chattanooga Gas Company, 15 

Counce Natural Gas Corp., and Piedmont Natural Gas Company, Inc., all show an 16 

increase in the assessment from 2010 to 2011, and only Gasco Distribution Systems, 17 

Inc., shows a decrease in assessment from 2010 to 2011.  The decrease in Gasco's ad 18 

valorem tax assessment from 2010 to 2011 is $543,000 (2010 assessment of $873,000 19 

less 2011 assessment of $330,000). 20 

The fact that there is no property tax assessment for Titan Energy suggests that either 21 

the pipeline was not being reported by Titan Energy to the State for ad valorem tax 22 

purposes or that Titan was carrying the net depreciated original cost of the pipeline at a 23 
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zero value on its books for the 2010 and 2011 assessments and thus had nothing to 1 

report.   2 

Finally, to the extent that some of the pipeline may have been reported by Gasco in 3 

Gasco's ad valorem assessment reports, the decrease in the Gasco ad valorem 4 

assessment from $873,000 in 2010 to $330,000 in 2011 suggests that the net 5 

depreciated original cost of the pipeline in 2010 could not have been the $2,633,085 6 

amount that is being claimed by B&W as pipeline plant in service and which is based 7 

on B&W's acquisition price, not on the previous owners depreciated original cost of 8 

the public utility property. 9 

Q.27 At pages 7-9 of his rebuttal testimony, B&W witness Novak attempts to explain 10 

the transfer of oil and gas wells to an unregulated affiliated entity, Rugby Energy, 11 

LLC, that is under the same ownership as B&W.  Please comment. 12 

A.27 I would urge the TRA to exercise strong skepticism regarding B&W's attempt to assign 13 

no value to the oil and gas wells initially, and to B&W's subsequent transfer of those 14 

oil and gas wells to the unregulated affiliated entity under the same ownership as 15 

B&W.   16 

Treating B&W's initial purchase price as an acquisition adjustment that is not 17 

includable in rate base because B&W has failed to meet its burden of proof as to the 18 

previous owner's depreciated original cost of the utility plant will largely mitigate this 19 

issue for purposes of the current B&W rate case and will help limit the shockingly high 20 

rate increase that B&W has requested.   21 
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In terms of affiliated transactions, however, B&W is deserving of heightened 1 

regulatory scrutiny because the level of affiliated transactions impacting this particular 2 

company has been very high.    B&W transferred assets to an affiliate (Rugby) under 3 

common ownership, B&W buys gas from affiliates (Rubgy and/or Enrema), B&W 4 

transports gas its use in oil and gas production (under B&W during the test year, now 5 

apparently this will be for an affiliate), B&W accounting and tax reporting are 6 

prepared and overseen by an affiliate (Enrema), and B&W is managed by an affiliate 7 

(Enrema).  Affiliated transactions thus affect virtually every aspect of B&W's 8 

operations. 9 

Q.28 Please summarize your recommendation concerning the amount of pipeline plant 10 

that should be included in rate base. 11 

A.28 As shown on Exhibit RCS-1, Schedule B, filed with my direct testimony, the rate base 12 

for pipeline plant in service should only reflect the cost of additions made after B&W 13 

obtained ownership.  B&W's acquisition price should be treated as an acquisition 14 

adjustment because B&W has failed to meet its burden of proof in establishing the 15 

previous owner's depreciated original cost at the time of the ownership transfer.  16 

Available information, such as the apparent complete lack of annual reports filed by 17 

the previous owner, Titan Energy, with the TRA, and scrutiny of information filed by 18 

the TRA from Gasco, as well as the available State of Tennessee property tax 19 

information from the previous owner, all supports using a zero amount as the net 20 

depreciated original cost of the pipeline plant at the time it was acquired by B&W.  21 
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II. AFFILIATE OPERATOR FEE 1 

Q.29 Mr. Novak, at pages 9-12, addresses the Operator Fee that is charged to B&W by 2 

an affiliate. He claims that an allocated Operator Fee of $11,375 should be used, 3 

and that your recommendation of a 20% allocation is arbitrary.  Please respond.  4 

A.29 The total Operator Fee which is charged to B&W by an affiliate, Enrema, is $273,000 5 

per year.  B&W proposes to allocate 50% of it to utility operations and the other 50% 6 

to non-utility operations ($11,375 per month x 12 months is $136,500, which is 50% of 7 

the total Operator Fee is $273,000 per year).  The information provided by B&W 8 

through the discovery process was reviewed, and the Company's proposed allocation 9 

of this affiliated charge to utility operations is being challenged.  A review of B&W's 10 

general ledgers for 2013 and 2014 indicates significant activity for non-regulated 11 

activity, such as most of the $486,216 of well improvements since B&W acquired the 12 

oil and gas wells form the previous owner.  Additionally, since B&W's acquisition of 13 

the oil and gas wells and pipeline, most of B&W's revenue and net margins have been 14 

from oil and gas sales and royalties.  Those revenues and net margins from oil and gas 15 

operations have far outweighed B&W's historical revenue from Navitas for gas 16 

transportation services.  Thus, a one-fifth allocation (i.e., 20%) for this affiliated 17 

charge is being recommended instead of the Company's proposed 50%.  18 

III. COSTS FOR OBTAINING CERTIFICATE         19 

Q.30 At pages 12-13 of his rebuttal testimony, B&W witness Novak indicates that the 20 

Company does not object to capitalizing and deferring test period costs to obtain 21 

its CCN, but proposes an amortization period of 60 months.  Mr. Novak also 22 
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claims that you provided no basis for proposing to amortize the CCN costs over a 1 

longer period. Please respond. 2 

A.30 The costs to obtain the CCN are similar to organizational costs because B&W could 3 

not provide utility service in the state without a CCN.  The costs to obtain the CCN 4 

that were recorded by B&W during the test year will not be incurred annually by B&W 5 

and thus should be removed from the test year and amortized over an appropriate 6 

period, such as the period benefitted by the CCN or the useful life of the CCN. While I 7 

used a 20 year life for that amortization in my direct testimony, the useful life of the 8 

CCN could thus be viewed as the entire period during which B&W would be providing 9 

gas pipeline transportation service as a public utility in Tennessee.  As described 10 

earlier in my Supplemental Direct testimony, B&W is using a depreciation rate for the 11 

pipeline of 3.33%, which suggests a 30 year useful life for the pipeline.   A case could 12 

be made for amortizing B&W's costs to obtain the CCN over the same period as the 13 

pipeline's useful life since both would be used in providing the public utility service 14 

during that period. 15 

Q.31 At page 13 of his rebuttal testimony, Mr. Novak suggests that the legal and 16 

regulatory costs to obtain the CCN are the same type of legal and regulatory costs 17 

as a rate case, and thus should be amortized over the same period as rate case 18 

costs.  Do you agree with Mr. Novak's proposed amortization period for the CCN 19 

costs? 20 

A.31 No.  The CCN has benefit to B&W beyond a single rate case filing cycle.  A longer 21 

amortization period approximating the anticipated useful life of the CCN, which is 22 

similar to an organizational cost, should be used.  While my direct testimony used a 23 
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period of 20 years for that amortization, a case could be made for using the same 1 

period that is being used for the depreciation of the pipeline, which is the primary 2 

utility asset that B&W has will be using to provide the public utility service.   3 

IV. THROUGHPUT  4 

Q.32 How far apart are the CAPD and the B&W throughput estimates? 5 

A.32 Mr. Novak's rebuttal testimony, at page 15, shows 212,628 Mcf in the CAPD attrition 6 

period (i.e., 2016) throughput forecast and 210,235 Mcf in B&W's Updated forecast.  7 

B&W's update is 2,393 Mcf below the CAPD amount presented in my direct 8 

testimony.  In percentage terms, the 2,393 Mcf difference is approximately a 1.1% 9 

variance based on either the CAPD or B&W updated throughput forecasts.    10 

Q.33 At pages 13-16, of his rebuttal testimony, Mr. Novak addresses the estimates of 11 

throughput.  At page 15, he claims that you provided no discussion of the 12 

rationale or basis for using specific throughput levels in your direct testimony.  13 

Please explain why you used the throughput levels reflected in your direct 14 

testimony. 15 

A.33 Concerning the throughput estimates for Navitas, as the TRA is aware, Navitas' 16 

responded to a discovery request from the TRA with Navitas' best estimates of Navitas' 17 

gas sales in 2016 to be supplied through the B&W pipeline.  That response contained 18 

the estimates of 45,178 Mcf to existing Navitas customers, and estimates for new 19 

Navitas business customers located in Kentucky of 108,000 Mcf for customer 1 and 20 

12,000 for customer 2.  The estimates of throughput were further discussed with 21 

Navitas (and with B&W) prior to B&W's rebuttal filing.  The estimates provided by 22 
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Navitas in response to the TRA information request were believed to represent the best 1 

information available at the time my direct testimony was prepared, so I used them. 2 

During discussions with B&W and Navitas, it became clear that Navitas is not B&W's 3 

only customer for gas transportation service.  B&W also has a significant quantity of 4 

"intercompany" transport related to transporting gas through the B&W pipeline to for 5 

use by B&W's "intercompany" operations in oil production.  B&W provided a specific 6 

estimate of that "intercompany" transportation volume, 47,450 Mcf.  This is shown in 7 

Mr. Novak's rebuttal testimony at pages 14-15, and that specific quantity of 47,450 8 

Mcf for "B&W Pipeline Intercompany Transport" appears at the top of page 14 of Mr. 9 

Novak's rebuttal testimony.  Mr. Novak's Table 2 on pages 14-15 of his rebuttal 10 

testimony shows that same quantity of 47,450 in both the "B&W Pipeline" and 11 

"CAPD" columns, suggesting that there had been agreement between B&W and CAPD 12 

concerning that level through the filing of CAPD's testimony.  However, B&W has 13 

now attempted to lower that quantity in its rebuttal testimony to 29,824 Mcf.  This 14 

lowered estimate of its own intercompany throughput by B&W was not to my 15 

knowledge previously disclosed by B&W prior to its filing of rebuttal testimony.   16 

Q.34 What reservations and concerns do you have regarding the B&W updated 17 

throughput level for B&W affiliated intercompany transportation volumes? 18 

A.34 In footnote 20 on page 14 of his rebuttal testimony, Mr. Novak states that the 19 

Company's new intercompany throughput amount of 29,824 is based on an 20 

annualization of 14,912 Mcf for the first six months of 2015.  However, Mr. Novak's 21 

rebuttal provides no monthly details for that six month period. Nor does he provide 22 

monthly details for intercompany throughput for the 12 months ending June 2015.  The 23 



TRA Docket 15-00042 26 
Smith, Supplemental Direct 

lack of monthly information in Mr. Novak's rebuttal makes it difficult to analyze 1 

whether his new proposed annualization of 14,912 Mcf for the first six months of 2015 2 

that is presented in his rebuttal, and which reflects a downward adjustment from 3 

B&W's previous estimate of intercompany throughput of 47,450 is appropriate and/or 4 

how and whether the 14,912 Mcf six month amount he used reflected any seasonal 5 

impacts.  6 

V. RATE DESIGN 7 

Q.35 What did Mr. Novak propose for rate design in B&W's application and his direct 8 

testimony. 9 

A.35 He proposed a volumetric, per-Mcf charge of $3.69 per Mcf.    That represented an 10 

increase of $3.09 per Mcf over the current rate of $0.60 per Mcf, or an increase of over 11 

500%.   12 

Q.36 What does Mr. Novak now propose for rate design in his rebuttal? 13 

A.36 In his rebuttal, Mr. Novak has done a complete 180 turn on the Company's proposed 14 

rate design.  While in his direct testimony he proposed an entirely volumetric rate, the 15 

$3.69 per Mcf; in his rebuttal, he now proposes a fixed charge of $1,719 per day, of 16 

which he proposed to charge $1,479 to Navitas per day and $240 to B&W's affiliates 17 

for "intercompany" transportation.  In his rebuttal, he now also proposes a Sales 18 

Adjustment Mechanism ("SAM") which would adjust B&W's rates for differences 19 

between annual sales volumes and the sales volumes adopted in the current rate case. 20 

Q.37 What would Mr. Novak's proposal charge to Navitas and to the B&W affiliates 21 

per year for gas transportation service? 22 
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A.37 His proposal would charge $539,835 to Navitas and $87,600 to the B&W affiliates, for 1 

a total of $627,435. 2 

Q.38 How does that compare with current rates? 3 

A.38 Using the per-Mcf equivalent, based on his use of the 180,411 Mcf and 29,824 Mcf 4 

throughput estimates for Navitas and the B&W affiliates stated on page 21 of his 5 

testimony, dividing the $539,835 to Navitas by the 180,411 Mcf of Navitas throughput 6 

equates to an equivalent rate of $2.99 per Mcf.  Similarly, dividing the $87,600 to 7 

Navitas by the 29,824 Mcf of B&W affiliate throughput equates to an equivalent rate 8 

of $2.94 per Mcf.  Compared with the current rate of $0.60 per Mcf, this is an increase 9 

of  $2.39 or 399% for Navitas and $2.34 or 390% for the B&W affiliates.   10 

Q.39 Do you agree with Mr. Novak's rate design proposal? 11 

A.39 No.  Mr. Novak has failed to justify a drastic rate design change from a 100% 12 

volumetric rate to a fixed charge per day. 13 

Q.40 Do you oppose a movement toward a mixture of fixed and variable charges? 14 

A.40 No. In fact, in fact the rate design proposed in my direct testimony moves to the use of 15 

a combination of fixed and variable charges.  However, unlike B&W's proposal, my 16 

recommendation reflects sensitivity to the costs and size of the rate increase, and 17 

applies the rate design principle of gradualism, and thus avoids implementing drastic 18 

changes all at once and in a manner that avoids the rate shock impact inherent in 19 

B&W's proposals.   20 

Q.41 Do you agree with Mr. Novak's proposed SAM? 21 

A.41 No.  The difference between B&W's updated throughput forecast of 210,235 Mcf and 22 

the forecast used in my direct testimony for the CAPD of 212,628 Mcf is only 2,393 23 
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Mcf, a variance of approximately 1.1%.  A one percent variance in sales forecasts is 1 

insufficient to justify needing a new sales tracker and adjustment mechanism.  I 2 

therefore recommend that Mr. Novak's proposed SAM be rejected. 3 

Q.42 Are there additional reasons by Mr. Novak's proposed rate design of fixed charge 4 

per-day amounts and a SAM should be rejected? 5 

A.42 Yes.  The Company's new rate design proposals are being presented for the first time 6 

in the Company's rebuttal filing and thus entail an element or procedural unfairness.  7 

Had such recommendations been presented by B&W's original application, two rounds 8 

of discovery and additional discussions could have been undertaken; however, with the 9 

first presentation of drastically different rate design proposals in rebuttal, that level of 10 

discovery is not available.   11 

Second, these new rate design proposals appear to be a thinly veiled attempt by B&W 12 

to shift all risks related to fluctuations in pipeline throughput away from B&W and to 13 

place those risks on customers.  Currently, B&W's rates are exclusively based on the 14 

volume of gas that is transported by B&W through the pipeline.  Shifting to completely 15 

fixed charge rates, and especially if coupled with a sales tracking adjustor mechanism, 16 

would shift virtually all risks from fluctuating gas throughput onto B&W's customers.  17 

B&W's authorized rate of return may need to be reduced to below the 8.5% used in the 18 

CAPD direct testimony filing in order to reflect a reduction in risk to B&W from these 19 

new B&W rate design proposals, which were not presented in B&W's direct filing and 20 

were not known to the CAPD prior to B&W's rebuttal filing.  21 

Third, B&W's proposal to use only a fixed charge rate appears to be inconsistent with 22 

the use of the B&W pipeline. When a utility gas transmission system is utilized both to 23 
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provide access to gas supplies, as B&W's pipeline is, as well as to provide gas 1 

throughput on days of maximum demand, the industry has generally recognized that 2 

the exclusive use of a demand-based cost allocation system and rate design is 3 

disfavored and that a combination of usage and demand-based factors should be 4 

applied instead.  A demand only cost of service allocation and rate design would not be 5 

appropriate for B&W because it does not properly assign costs to cost causers. B&W's 6 

gas transmission system is designed both to meet customer demand for gas and to 7 

provide access to gas supplies.  B&W's gas transmission pipeline system provides a 8 

commodity function by providing access to gas supplies located near or adjacent to the 9 

northeastern Tennessee area where B&W's pipeline is located. The appropriate 10 

allocation and cost assignment that is used for cost of service allocation and rate design 11 

should thus recognize that the B&W Pipeline functions to serve both an annual gas 12 

supply need and a peak gas demand need.  This applies to B&W's gas transmission 13 

pipeline and thus appropriately assigns costs to the cost causers on a combination of 14 

usage (Mcf-based charges) and demand (fixed charges).   15 

In summary, the Company's new proposal in rebuttal to use exclusively fixed charges 16 

for its entire revenue requirement is not appropriate and should be rejected in favor of 17 

the combination of usage (per Mcf-based) charges and demand-related or fixed 18 

charges.  The recommended rate design presented with my direct testimony on Exhibit 19 

RCS-1, Schedule E, page 1, should be used to allow B&W a reasonable opportunity to 20 

recover the revenue requirement shown on that page. 21 
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Q.43 In preparing your recommended rate design on Exhibit RCS-1, Schedule E, that 1 

was filed with your direct testimony, were you aware of certain minimum 2 

amounts which were obtained informally from Navitas? 3 

A.43 Yes.  The recommended rate design presented on Exhibit RCS-1, Schedule E, that was 4 

filed with my direct testimony made use of information that had been obtained 5 

informally from Navitas concerning minimum quantities under Navitas’ agreement to 6 

supply gas to a large industrial customer that was stated to have dual fuel capability.  7 

Q.44 Does this complete your supplemental direct testimony? 8 

A.44 Yes. 9 








































































































































