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FINAL OCRDER APPROVING RATES AND CHARGES
BY THE COMMISSICN:
I. BACKGROUND
Southern States Utilities, Inc. (SSU or utility) is a Class A
utility, which provides water and wastewater service to 152 service

areas in 25 counties. In 1994, the utility recorded total company
operating revenues of $23,498,289 and $16,985,104 for water and

wastewater, respectively. The resulting total company net
operating income for that same period was $3,445,315 for water and
$2,690,721 for wastewater. S8U reported that in 1994 it had

102,514 and 43,131 respective water and wastewater customers for
the total utility.

On June 28, 1995, S8SU filed an application for approval of
uniform interim and final water and wastewater rate increases for
141 service areas in 22 counties, pursuant to Sections 367.081 and
367.082, Florida Statutes, respectively. The utility also
requested a uniform increase in service availability charges,
approval of an allowance for funds used during construction (AFUDC)
and an allowance for funds prudently invested (AFPI). August 2,
1995, was established as the official date of filing. The
utility’s application for increased final water and wastewater
rates was based on the projected twelve-month period ending
December 31, 1996. The utility requested a rate of return of 10.32
percent, which would result in additiomnal annual operating revenues
of $18,137,502 for the utility’s combined water and wastewater
operations.

We last considered a regquest for an increase in rates and
charges for a majority of SSU’s facilities in Docket No. 920199-WS.
By final order in that docket, Order No. PSC-93-0423-FCF-WS, issued
March 23, 1993, we approved an increage 1in rates and charges.
S88U's Lehigh service area’s last rate proceeding was in Docket No.
911188-WS, and by Order No. PSC-93-0301-FOF-WS, issued on February
25, 1993, we approved an increase. By Order No. PSC-93-1070-FOF-
WS, issued July 23, 1993, in Docket No. 920655-WS, we approved a
rate increase for 8SU’s Marco Island facilities.

The following parties have intervened in this docket: the
Office of the Public Counsel (OPC); the Sugarmill Woods Civic

Agsociation, Inc. ({(Sugarmill Woods); the Spring Hill Civic
Association, Inc. (Spring Hill}; the Marco Island Fair Water
Defense Fund Committee, Inc. {(Marco Island); Amelia Island

Community Association, Residence Condominium, Residence Property
Owners Assocliation, 2Amelia Surf and Racquet Property Owners
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Association and Sandpiper Association (Nassau Associations or
Nassau) ; the Concerned Citizens of Lehigh Acres (Lehigh Acres); the
Harbor Woods Civic Association (Harbor Woods) ; Hidden Hills Country
Club Estates Homeowners Association (Hidden Hills); Citrus Park
Homeowners Association (Citrus Park}; the Board of Commissioners of
Citrus County (Citrus County), and the East County Water Control
District (ECWCD).

At the technical hearing, we granted intervention to Marion
Oaks Homeowners Association (Marion Oaks), the City of Keystone
Heights (Keystone Heights) and Burnt Store Lakes (Burnt Store),
with the qualification that those parties were limited to
participating in rate structure and service availability issues.

By Order No. PSC-95-1327-FOF-WS, issued November 1, 1995, we
denied S88U’'s initial reguest for interim rate relief based on a
projected test year, suspended the proposed final rates, and
allowed the utility to file another petition for interim rates.
This decision was, in part, based upon the unigue circumstances
presented in this docket and the first-time use of a projected
interim test year. SSU filed its supplemental petition for interim
revenue relief on November 13, 1995. By Order No. PSC-96-0125-FOF-
WS, issued January 25, 1996, we granted interim rates for the
utility based upon the historical test year ended December 31,
1594.

We held twenty-four customer service hearings throughout the
state during the pendency of thig rate proceeding. We conducted
a ten-day technical hearing in Tallahassee from April 29 through
May 10, 1996, and held an additional day of hearing on May 31,
1996, to consider rate case expense. The parties filed post-
hearing statements and briefs on June 10, 1996.

The following parties filed a joint post-hearing brief, and
shall be referred to as Marco, et al, or Marco, for the purposes of
brevity in this Order: Marco Island, Sugarmill Woods, Lehigh Acres,
ECWCD, Citrus County, Spring Hill, Hidden Hills, Citrus Park, and
Harbor Woods.

Abbreviations

The following abbreviations used herein are listed below for
reference purposes:

ADIT Accumulated Deferred Income Taxes
AFPI Allowance for Funds Prudently Invested
AFUDC Allowance for Funds Used During Construction

AWWA American Water Works Association
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BFC
COVA
CIAC
CWIP
DEP
DUI
EPA
ERCs
FAC
FASB
FPSC
GPD
GPM
I&T
ITCs
LAC
LUI
MCLs
MFRs
MGD
MP&L
NWFWMD
QOU
OPC
FDA
PHFU
PS&1
SFAS
SFWMD
SIJRWMD
SsU
SRWMD
SWFWMD
T&D
TGI
TDS
UFW
UPIS
WRCA
WTP
WWTP

9504 95-WS

Base Facility Charge

Cypress and Oak Villages of Homasassa
Contributions in Aid of Construction
Construction Work in Progress

Department of Environmental Protection
Deltona Utilities, Inc.

Environmental Protection Agency
Equivalent Residential Connections
Florida Administrative Code

Financial Accounting Standards Board
Florida Public Service Commission
Gallons per Day

Gallons per Minute

Infiltration and Inflow

Investment Tax Credits

Lehigh Acquisition Corporation

Lehigh Utilities, Inc.

Maximum Contaminant Levels

Minimum Filing Requirements

Million Gallons per Day

Minnesota Power and Light Company
Northwest Florida Water Management District
Orange Osceola Utility

OQffice of Public Counsel

Parent Debt Adjustment

Plant Held for Future Use

Preliminary Survey and Investigations
Statements of Financial Accounting Standards
South Florida Water Management District
St. Johns River Water Managemernt District
Southern State Utilities, Inc.

Suwannee River Water Management District
Southwest Florida Water Management District
Transmission and Distribution System
Topeka Group, Incorporated

Total Dissolved Solids

Unaccounted for Water

Utility Plant In Service

Water Resource Caution Area

Water Treatment Plant

Wastewater Treatment Plant
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Having considered the evidence presented, the briefs of the
parties, and the recommendation of our staff, we hereby enter our
findings of fact, law, and policy.

IT. STIPULATIONS

At the prehearing conference, and during the technical
hearing, the parties reached a number of proposed stipulations. We
find the stipulations to be reasonable, and hereby accept the
stipulations listed below.

1. The River Park facilities have been transferred to a
homeowners association and will be removed from consideration in
this docket. The common costs previously allocated to customers in
the River Park service area will be reallocated to SSU’s remaining
customers.

2. The original cost of Lehigh land for parcels 1, 2, and 3
will be considered plant held for future use. Lehigh land shall be
reduced by $120,840 and $260,562 for water and wastewater,
respectively.

3. If margin reserve is included in the calculation of used
and useful, the appropriate method for calculating margin reserve
is the use of linear regression when an "r-squared" value of 0.7 or
more is achieved; or, where that value is less than 0.7 using the
average of five years’ data.

4. Water accumulated amortization of CIAC for Deltona Lakes
will be reduced by $10,451.

5. Commission policy has been to exclude interest income and

interest bearing accounts for ratemaking purposes. In accordance
with this policy, the accrued interest receivable account will be
excluded. An adjustment shall be made to reduce the working

capital allowance by $204,043 in order to remove the balance
recorded in the accrued interest receivable account.

6. The balance recorded in the miscellaneous current assets
account relates to possible acquisition costs and should not be
included in the working capital calculation. An adjustment will be
made to reduce the working capital allowance by $145,972 in order
to remove the balance recorded in this account.

7. The cost of variable debt should be based on interest
rates that are current at the time of the hearing. If variable cost
debt has changed as of the date of the hearings and evidence can be
obtained verifying this fact, the new cost of debt may be used.
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8. For those plants included in Docket No. 9201539-WS,
projected test year revenues should be determined using the
modified stand alone rates approved in Order No. PSC-95-1292-FOF-
WS, issued on October 19, 1995.

9. An adjustment will be made to reallocate the salary of
SSU's president pursuant to Audit Disclosure No. 16 in the
following manner:

88U, President 70
Heater Utilities, CEO 15
Minnesota Power, Exec.

VP and member BODs

Topeka Group 15%

0 o°

Salaries and wages will be decreased by $40,923. Corregponding
adjustments shall be made to decrease pensions and benefits and
workman’s compensation by $10,227 and $700 respectively.

10. The proper accounting treatment for salaries of officers
and directors is NARUC Account Nos. 603 and 703 on a going-forward
basis.

11. The utility projected 1996 0&M expenses to include an
attrition adjustment of 5.87 percent to the 1995 labor budget.
This adjustment was calculated in error and should have been 5.75
percent. If the utility’s 19%6 salary and wage attrition
adjustment is granted, adjustments shall be made to reduce the
utility’s projected 1996 O0&M salary expenses and projected 1996
capitalized labor costs by $13,964 and $2,800, respectively, to
reflect the correct attrition adjustment.

12. Budgeted overtime labor related to the rate case will be
removed from salaries expense and included in rate case expense.

13. If the Commission determines that the Enterprise
facilities should remain in this docket, projected 1996 purchased
water expenses for Enterprise should be reduced by $22,753.

14. The $9,670 incurred for the Hurricane Preparedness
Program is a nonrecurring expense and shall be amortized over five
yvears. Water material and supplies expenses should be reduced by
$7,736. The unamortized portion will be included in working
capital.

15. Property tax expense should be reduced by $108,331 to
reflect discounts received on property taxes.
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16. The appropriate AFUDC annual and monthly rates are
subject to the resolution of the issue regarding the overall cost
of capital. The effective date of the AFUDC charge should be
January 1, 1997, the month following the end of the period used to
determine the AFUDC rate, pursuant to Rule 25-30.116, Florida
Administrative Code.

17. With regard to compliance with Rule 25-30.450, Florida
Administrative Code, and Audit Exception No. 1, S8SSU agreed to
record Commission adjustments on its books and records, and that
MFRs should begin with the utility bock balances. For future rate
cases, all adjustments to these balances will be made after the per
book column in the MFRs.

18. The primary purpose of the DEP/HRS witness testimony was
to address the utility’s compliance with state regulations for
water and wastewater facilities. As such, these witnesses did not
review the transcripts of the service hearings held in this case,
review the specific service complaints raised by customers at those
hearings or review the service complaints contained in letters sent
to the Commission concerning this case which have been placed in
the correspondence file maintained by the Division of Records and
Reporting. As of March 31st, 1996, over 4,000 letters have been
sent to the Commission concerning this case and have been placed in
the correspondence side of the file.

Any adjustments which result from these stipulations have been
considered in our findings, and the appropriate adjustments have
been made.

IITI. MOTIONS TO DISMISS

On March 12, 1996, OPC, Marce et al, and Nassau Associations,
filed a motion to dismiss this rate case. The motion listed three
separate instances of alleged misconduct committed by SSU as
grounds for dismissal. On March 19, 1996, SSU filed a response to
the motion. On March 25, 1996, Citrus County filed a Motion to
Dismiss, citing similar grounds. By Order No. PSC-96-0624-FOF-WS,
issued May 9, 1996, we deferred ruling on the motions until the
conclusion of the evidentiary hearing, but permitted the
presentation of evidence at the hearing as to the issue of
misconduct or mismanagement on the part of SSU.

OPC, Marco et al, Nassau Associations, and Citrus County shall
be referred to as "intervenors" for the purpose of discussion
regarding the motions to dismiss, and motion for attorney’s fees
addressed below. Their motions to dismiss are premised upon three
separate grounds: soliciting ex parte communications intended to




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 14

influence the Commission, interfering with the notice to customers,
and interfering with the customers’ right to counsel. Each
specific point is addressed below.

First, the intervenors alleged that SS8U’'s actions in
soliciting letters from the Lieutenant Governor and the Secretary
of Commerce exhibit a disregard of our authority and constitute ex
parte communications. Citing several appellate decisions, Section
367.121(1) (g), Florida Statutes, and Rule 25-22.034, Florida
Administrative Code, which support our authority to dismiss a
matter for discovery abusges, the intervenors claimed that SSU’s
actions are more egregious than discovery violations. The
intervenors also alleged that the letters were ex parte
communications, and, pursuant to Jennings v. Dade County, 589 So.
2d 1337, 1341 (Fla. 3d DCA 1991), presumed to be prejudicial.

The intervenors alleged that SSU interfered with the notice to
customers by sending postcards to customers inviting them to meet
with 8SU representatives to discuss uniform rates. The
intervenors argued that those postcard notices subverted the
purpose of the notices which were sent to customers pursuant to
Rule 25-22.0407, Florida Administrative Code. The intervenors
further stated that at those meetings, SSU misrepresented that the
revenue reguirement was a foregone conclusion and that the only
issue affecting their rates in this case is the uniform rates
versus stand-alone rates issue. Finally, the intervenors also
alleged that SSU violated due process and fairness concerns by
advising 1ts customers that OPC had a conflict with representing
customers on rate issues, thus interfering with the customers right
to counsel.

In its response to the first allegation, SSU argued that the
two letters are not gx parte communications and do not contain
information relevant to the merits of this proceeding. The
Jennings case requires a party to demonstrate prejudice, and the
remedy is either a new hearing or a new commissioner. According to
88U, neither Jennings nor Section 350.042{4), Florida Statutes,
provide for dismissal of an action. As to allegations regarding
the customer notice and right to counsel, 8SSU responded that
because of numerous inquiries and confusion about the Commission-
ordered supplemental customer notice, it elected to educate its
customers. SSU further claims that pursuant to the holdings in
Pacific Gas and Elec, Co. v, Public Utilg. Comm’n of Cal., 475 U.S.
1 (1986) and a Kentucky Public Service Commission decision, it has
the constitutional right to communicate its views on substantive
issues with its customers without interference from or granting an
opportunity to OPC to respond.
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Upon review of the relevant case law and past Commission
decisions, we find that the intervenors’ motions to dismiss do not
demonstrate a legal basis for dismissal. The purpose of a motion to
dismigs is to "raise as a question of law the sufficiency of facts
alleged to state a cause of action." Varnes v. Dawkins, 624 So. 2d
349, 350 (Fla. 1st DCA 1993). A motion to dismiss shall not be
granted unless the petitioner (S8SU) fails to plead a cause of
action upon which relief may be granted. The facts set forth in
SSU’'s petition for rate relief viewed in the light most favorable
to SSU set forth a claim that is cognizable by the Commission under
the provisions of Section 367.081, Florida Statutes. See Orders
Nos. P8C-93-1395-FQF-EQ, issued September 23, 1993, PSC-94-1132-
FOF-SU, issued September 14, 1994, and PSC-94-1350-FOF-EU, issued
November 3, 1994.

In addition to the legal basis stated above, the intervenors’
motions to dismiss are flawed in several other respects. First,
the allegations made by the intervenors are based upon facts which
are in dispute. A motion to dismiss is not a motion for summary
judgment. A review of facts and evidence or a determination on the
evidence is not appropriate for ruling on motions to dismiss.
Instead, the review is "necessarily confined to the well-pled facts
alleged in the four corners of the complaint. . . and is not
authorized to consider any other facts." Lewig v. Barnett Bank of
8. Fla., 604 So. 2d 937, 938 {(Fla. 3d DCA 1992). "In determining
the sufficiency of the complaint, the trial court must not look
beyond the four corners of the complaint, . . . nor consider any
evidence likely to be produced by the other side." Varnes, 624 So.
2d at 350. The three points raised by the intervenors to support
alleged misconduct are issues of ultimate fact.

Second, the intervenors’ reliance on Jennings is misgplaced.
Jennings, a county zoning case, hinged upon the quality of due
process required in a quasi-judicial hearing. Ratemaking is a
legigslative, rather than a judicial, function. See Chiles v.
Public Service Comm’n, 573 So. 2d 829, 832 (Fla. 1991). Therefore,
in this instance Jennings 1is instructive but not controlling.
Similarly, the cases cited by the intervenors relating to abuse of
discovery and refusal to comply with discovery orders of the court,
are not on point in this proceeding. Finally, while the
intervenors cited Section 350.042, Florida Statutes, they did not
seek the remedy provided by that section. Sections 350.042(4) and
{6), Florida Statutes, respectively, provide for the voluntary
withdrawal or removal of a commissioner as a result of ex parte
communication. Section 350.042, Florida Statutes, does not provide
for dismissal.
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In consideration of the foregoing, the intervenors’ motions to
dismiss this proceeding are hereby denied. We shall consider
evidence on the allegation of utility misconduct below, under the
Quality of Service portion of this Order.

IV. MOTION FOR ATTORNEYS'’ FEES AND COSTS

On April 29, 1996, SSU filed a motion for attorneys’ fees and
costs. SSU alleged that three motions filed by OPC and/or the
intervenors violated Section 120.57(1) (b)5., Florida Statutes.
That section forbids parties from £filing documents which are
"interposed for any improper purposes, such as to harass or to
cause unnecegsary delay or for frivolous purpose or needless
increase in the cost of litigation." 1If a document is found to be
in violation of these requirements:

the hearing officer, upon motion or the
officer’s own i1nitiative, shall impose upon
the person who signed it, represented party,
or both, an appropriate sanction, which may
include an order to pay the other party or
parties the amount of reasonable expenses
incurred Dbecause of the filing of the
pleading, motion, or other paper, including a
reasonable attorney’s fee.

Citing Mercedes Lighting and Elec. Supply, Inc. v. State, Dep’'t of
General Services, 567 So. 2d 272, 278 (Fla. 1st DCA 1990), 88U

contended that where the moving party fails to demonstrate a
reagsonably clear legal justification for the motion at issue, then
attorney’s fees and related expenses are authorized pursuant to
Section 120.57(1) {(b)5., Florida Statutes. That section serves to
discover dilatory or abusive tactics, streamline the litigation
process, and deter improper conduct. SSU alleged that the filing
of the following documents violated Section 120.57(1) (b)5., Florida
Statutes: OPC’s Motion to Dismiss SSU’'s Supplemental Petition for
Interim Revenue Relief, filed on December 4, 1995; OPC's second
Motion to Cap S8U’'s Maximum Interim Rates, filed alsc on December
4, 1995; and the intervenors’ Motion to Dismiss, filed on March 12,
19%6.

In the April 29, 1996, joint response, the intervenors
contended that Section 120.57(1) (b)5., Florida Statutes, only
allows a "hearing officer" under certain circumstances, to award
fees and expenses, and that this Commission does not have the
authority to impose such fees. We first address our authority to
implement Section 120.57(1) (b)5., and then address SS8U’s specific
allegations regarding the three motions.
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1. Applicability of Section 120.57(1}) (b)5.

OPC and the intervenors contended that a hearing officer is
not defined in the Administrative Procedure Act to include the
agency head or its members. They further cited the case of
Citizens of Fla. v. Wilson, 569 So. 2d 1268, 1270 (Fla. 19%0), in
support of their contention that Section 120.57(1) (b)5. does not
give this Commission power to award attorneys’ fees and costs for
frivolous motions. The intervenors cited the case of Department of
Professional Regulation v. LeBaron, 443 So. 2d 225 (Fla. 1st DCA
1984), as being illustrative of their point.

In the Wilson decision, the court, referring to Section
120.66, Florida Statutes, stated that when the Commission conducts
a hearing, the prohibition against ex parte communications to a
hearing officer set out in Section 120.66, Florida Statutes, is not
applicable. Based on the finding in the Wilson case, the
intervenors argued that we cannot be considered to have the powers
granted specifically to a hearing officer in Section 120.57(1) (b)5,
Florida Statutes. The intervenors also pointed to the definition
of a recommended order set out in Section 120.52(15), Florida
Statutes, to show that hearing officers are different from agency
heads. The difference between hearing officers and agencies was
also emphasized in the LeBaron case, cited by the intervenors. 1In
that case, the First District Court of Appeal, in interpreting
Section 120.68(1), Florida Statutes, merely decided that that
section did not allow for an appeal of non-final orders of hearing
officers, 1i.e., orders of hearing officers were not "agency
action".

We find the case law cited by the intervenors to be
inapplicable to the issue of attorneys’ fees and costs. We agree
that attorneys’ fees may only be awarded pursuant to an entitling
statute or an agreement of the parties, and that we should not
depart from the plain and unambiguous language of the statute,
which should be strictly construed. The first sentence of Section
120.57, Florida Statutes, specifically states that its provisions
apply to "all proceedings in which the substantial interests of a
party are determined by an agency, unless such proceedings are
exempt pursuant to subsection (5)." The prochibition in Section
120.57, Florida Statutes, against filing improper pleadings is
expressly made applicable in all agency proceedings where a party'’s
subgstantial interests are determined. It is reasonable to presume
that the Legislature intended to procedurally protect all parties
in a Section 120.57 proceeding from improper or frivolous motions,
whether an agency assigns the proceeding to a hearing cfficer or
hears the case itself. We find that the intervenor’s
interpretation of this section to mean that the penalty for its
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violation could only be imposed when the agency had assigned the
hearing to a hearing officer is incongruous.

We find precedent for this finding in determinations made by
appellate courts, and this Commission. In Hitchcock and Driver
Enters., Inc. v. Department of Labor and Employment Sec., 652 So.
2d 970 (Fla. 1st DCA 1995), the First District Court of Appeal
concluded that, though the Unemployment Appeals Commission was
exempt from wusing hearing officers, unemployment compensation
proceedings were not removed from the procedural requirements of
Section 120.57, and the court awarded attorney’s fees pursuant to
Section 57.111, Florida Statutes.

By Order No. 20668, issued on January 27, 1989, in Docket No.
880207-WS, we awarded attorney’s fees to General Development
Utilities, Inc., pursuant to the provisions of Section 120.59(6),
Florida Statutes. We found that St. Johns North Utility
Corporation had participated in the proceedings for an improper
purpose. Although Section 120.59(6) (b} specifically states that
attorney’s fees shall be awarded only where the nonprevailing
adverse party has been determined by the hearing officer to have
participated in the proceeding for an improper purpose, we found
that the lack of a DOAH hearing officer did not bar us from
awarding attorney’s fees pursuant to this section.

We have addressed motions for attorney’s fees pursuant to
Section 120.57(1) (b)S., and have not concluded that, in a hearing
conducted by a panel of Commissioners, the provisions of Section
20.57(1) (b)5. for attorney’s fees are not applicable. See Orders
Nos. PSC-92-1469-FQF-TL, PSC-94-1558-PCO-WS, and PSC-92-0355-PCO-
WS. However, the argument of applicability was not raised in those
cases, and in each instance, we denied the request for attorney’s
fees on other grounds. Although we did not directly address the
applicability of Section 120.57(1) (b}5. in the above-noted orders,
in Order No. PSC-92-0104-FOF-WU, Docket No. 210114-WU, regarding
East Central Florida Services, Inc., we held that "this Commission
has the same authority as a hearing officer under the above-
referenced section.™"

After reviewing case law, relevant statutes, our own orders,
and the arguments of the parties, we conclude that we have the
authority, pursuant to Section 120.57(1) (b}5. to award attorneys
fees and costs in the same manner, and pursuant to the same
authority, as a hearing officer. We therefore turn to each
allegation of improper pleadings made by SSU.
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2. OPC’s Motion to Dismiss SS8U‘s Supplemental Petition for
Interim Revenue Relief

OPC filed its first Motion to Dismiss SSU’s Request for an
Interim Increase in Rates on August 30, 1995. By Order No. PSC-95-
1327-FOF-WS, we found OPC’s motion to be improper and denied the
motion. By Order No. PSC-95-1327-FOF-WS, we stated that "our
procedures do not contemplate parties filing a response or motion
regarding a utility’s request for interim rates" and indicated that
an interim request is granted if a utility establishes a prima
facie entitlement. Nevertheless, we denied SSU’s request for
interim rates, with leave to make another filing. O©On November 2,
1995, both OPC and Sugarmill Woods filed ©petitions for
reconsideration of that order, contesting the decision that SSU
could refile for interim rates and the use of a forecasted income
statement. By Order No. PSC-96-0041-FOF-WS, issued January 11,
1996, we denied the petitions for reconsideration. As specifically
allowed by Order No. PSC-95-1327-FOF-WS, SSU filed its Supplemental
Petition for Interim Revenue Relief on November 13, 1895. on
December 4, 1995, OPC filed its Motion to Dismiss S8SSU’s
Supplemental Petition for Interim Relief. It is this motion which
88U alleges was inappropriate.

In the Mercedes ILighting holding, cited by SS8SU, the First
District Court of Appeal, pursuant to Section 120.57(1) (b)5.,
Florida Statutes, considered the award of attorneys’ fees by a
hearing officer. The hearing officer determined that the filing of
a bid protest by Mercedes Lighting was frivolous, and awarded
attorneys’ fees to the agency as a sanction. The court noted that
Section 120.57(1) (b)5 is similar to Rule 11, Federal Rules of Civil
Procedure, which uses an objective standard of "reasonableness
under the circumstances", a standard more stringent than the former
good-faith Dbad-faith analysis. The court commented that
willfulness was no longer a prerequisite to disciplinary action.
The court held that improper purpose in a pleading "may be
manifested by excegsive persistence in pursuing a c¢laim or defense
in the face of repeated adverse rulings, or by obdurate resistance
out of propertion to the amounts or issues at stake."

{Id.) at 278.

Order No. PSC-95-1327-FOF-WS had not become final when OPC
filed its second motion to dismiss. This second motion was
bagically the same as the first motion which had just been denied.
However, this second filing does not constitute the "excessilve
persistence” or the "cbdurate resistance" contemplated by Mexrcedes
Lighting. &aAt the time of this second filing, the first ruling was
under reconsideration. Moreover, while we had denied the original
request for interim rates, SSU was still apparently asking for
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uniform interim rates. Therefore, OPC could still believe that
S8U’s request for interim rates was improper. This second motion

does not rise to the 1level of warranting the sanctions.
Furthermore, SSU has not shown that the second motion to dismiss
was filed for improper purposes as prohibited by Section
120.57(1) (b}5., Florida Statutes. Therefore, the request for
attorney’s fees based on this motion is denied.

3. OPC’s Motion To Cap 8S8SU’'s Maximum Interim and Final Rates

In OPC’'s first motion to cap interim rates, OPC claimed that
8SU’'s notice was inadequate and confusing, and did not contain
sufficient information on a plant-by-plant basis. Therefore, OPC
argued that we should limit the ultimate maximum interim and final
rates to the maximum that had been noticed to the customers. On
the same date that OPC filed its second motion to dismiss, December
4, 1995, it also filed another motion to cap SSU’s rates. As noted
above, this motion was filed before our ruling on the motions for
reconsideration of the first interim order. While we denied OPC’s
first motion to cap the rates by Order No. PSC-95-1327-FOF-WS, that
order indicated that the decision may have been based, at least in
part, on the idea that such motion was moot in light of our
decision to deny interim rates. Therefore, when SSU filed its
supplemental interim petition, and OPC apparently viewed the
application as SSU again asking for the same proposed uniform
interim rates, it would appear reascnable under the circumstances
for OPC’s concerns to be renewed.

Mercedes Lighting held that it is important to consider what
was reasonable at the time the pleading was filed. Therefore,
although we denied OPC’s second motion to cap interim rates by
Order No. PSC-96-0125-FOF-WS8, issued on January 25, 1596, we
conclude that OPC’s filing of this motion was based on a reasonably
clear legal justification. We note that we considered the adequacy
of the notices, and by Order No. PSC-95-1453-FOF-WS, issued on
November 28, 1995, required SSU to provide supplemental notice to
its customers. We further recognize that notice had also just been
given to customers regarding the implementation of modified stand
alone rates in Docket No. 920199-WS.

Based on the above, and in consideration of Mercedes Lighting,
we conclude that OPC’'s filing of the second motion to cap interim
rates does not rise to the 1level of warranting sanctions.
Therefore, SSU’'s motion for attorneys’ fees based on this OPC
motion is denied.
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4. Intervenors’ March 12, 1996 Motion to Dismiss

We congsidered the intervenor’s March 12, 1996, Motion to
Dismiss and Request for Evidentiary Hearing, and Citrus County’s
March 25, 1996, motion which adopted the intervenor’s allegation,
at the April 16, 1995, Agenda Conference. The motions alleged
three separate instances of misconduct committed by SsSU:
solicitation of ex parte communications, interference with notice
to customers, and interference with the customers right to counsel.
We determined that the allegations would be more appropriately
addressed as an evidentiary issue related to misconduct or
mismanagement, and deferred ruling on the motions to dismiss. As
stated above, we subsequently denied the motions to dismiss because
the motions lacked sufficient legal grounds and were based upon
iggues of ultimate fact.

88U contended that these motions to dismiss lacked legal
justification, and sought related attorneys’ fees. SSU contended
that while at the March 19, 1996, Agenda Conference, the
intervenors claimed no prejudice with regards to the notice, at the
April 16, 1996, Agenda Conference, the intervenors alleged
prejudice. Essentially, 88U argued that the intervenors held
inconsistent positions. SSU also alleged that the intervenors
failed to attach copies of 1letters to their motion, and
mischaracterized the content of the letters. SSU argued that a
motion to dismiss was improper because the remedies for an ex parte
communication set out in Section 350.042, Florida Statutesg, do not
provide for dismissal. As to the allegations of improper notice
and interference with counsel, SSU submitted affidavits and the
testimony of SSU witness Ida Roberts, and cited case law which
supported its right to speak with its customers.

In determining whether a motion is improper pursuant to
Section 120.57(1) (b)5., Florida Statutes, we must soclely focus on
whether there was some legal justification for its filing. In
Mercedes Lighting, 567 So. 2d at 276, the court states: "The rule
[against frivolous or improper pleadings contained in Rule 11,
Federal Rules of Civil Procedure] is not intended to chill an
attorney’s enthusiasm or creativity in pursuing factual or legal
theories." The court further noted, that "a claim or defense so
meritless as to warrant sanctions, should have been susceptible to
summary disposition." Id. at 277.

We find that the motions to dismiss were not legally improper,
and therefore do not warrant sanctions. By our determination to
incorporate the issue of misconduct or mismanagement, we in essence
determined that the wmotions were not meritless or subject to
summary disposition. The affidavits and testimony of Ms. Roberts
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filed by SSU addressed the factual issue of misconduct, and not the
legal issue of the propriety of the motions to dismiss. 1In fact,
much of the information and argument presented in support of the
request for attorney's fees had already been addressed and/or
remedied. Therefore, 3S8U’s motion for attorneys’ fees based upon
the intervenors’ March 12, 1996, motion to dismiss and Citrus
County’s March 25, 1996, motion to dismiss shall also be denied.

In conclusion, we do not find that any of the three motions at
igsue were filed for an improper or frivolous purpose in violation
of Section 120.57 (1) (b)5., Florida Statutes. S8U’'s motion for
costs and attorney’s feesg is denied in its entirety.

V. QUALITY OF SERVICE

As reguired by Rule 25-30.433(1), Florida Administrative Code,
in evaluating quality of service we must consider the quality of
the product, operational conditions, and customer satisfaction. We
heard testimony and evidence from environmental and health
department personnel, utility witnesses, and customers. We have
reviewed the testimony from the customer service hearings in
detail.

Although the witnesses from the regulatory agencies
esgentially indicated compliance with standards and general
satisfaction with the utility’s efforts and achievements, customer
testimony and exhibits presented at the service hearings and
technical hearing indicate that water quality problems exist,

primarily in the Jacksonville and Sebring areas. Operational
conditions at the plants are overall satisfactory. However, the
level of customer satisfaction is low. The utility must take

corrective action as to specific operational problems and make
improvements in the area of customer satisfaction.

1. Quality of the Product and Operational Conditions

The record shows that the utility has worked to remain in
compliance with DEP standards for all of its plants and service
areas. It has pursued waivers and acceptances from DEP and
instituted corrective measures to reach compliance. SSU completed
some repairs that DEP personnel were not aware had been made and
also resolved some problems on its own initiative. S8SSU is active
in the area of reuse and has participated in rulemaking with the
DEP on this topic. It operates a number of reuse systems, and has
received first place in the 1994 David W. York Reuse Competition
for excellence in the reuse area.



ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 23

a. Consent Crders

The Burnt Store facility and several water plants in Putnam
County have outstanding consent orders with DEP. The United States
Environmental Protection Agency (EPA) has issued an administrative
order concerning the Woodmere facility. SSU Witness Raphael
Terrero testified that the utility expects to be in compliance with
the specified time frames in those orders, except for Putnam
County, where land acquisition is still at issue.

b. Lead and Copper Levels in the Jacksonville Area

Witness Blanca Rodriguez from the DEP testified that the
drinking water program in Duval County is delegated to the county
health department. While chlorine residuals for these systems have
been maintained, high chlorine complaints have been received by DEP
or the Duval County Health Department. There are two other
gpecific and significant areas of concern in the Jacksonville area:
the Beacon Hills service area has exceeded acceptable lead levels,
as set forth in Rule 52-551, Florida Administrative Code; and the
Cobblestone service area has exceeded the copper action level.
Public education measures must be taken when action levels of lead
and copper are exceeded. Witness Terrero acknowledged that the
utility was five months late in sending notice to its customers.
The notice was sent on customers’ bills, although Mr. Terrero was
not certain that the notice was on all bills for the pericd.

Mr. David Mynatt, a customer of the Beacon Hills facility who
testified at the beginning of the technical hearing in Tallahassee,
was one of many customers who provided information about these
service areas. Mr. Mynatt addressed the elevated levels of lead
and copper, the noticing and information he received from SSU, DEP,
and the Duval County Public Health Unit, the timing of notices, the
results of a survey to his civic association members concerning
notice from SSU about lead and copper, and test results for lead at
homeowners’ taps. He testified that the information received from
S8U was not accurate, noticing to the customers was late, public
service announcements were deficient, and that lead from the
utility’s distribution system was contributing to the lead levels
at customer’s homes. Mr. Mynatt voiced concern that lead is highly
toxic.

Many customers expressed similar concerns. Two customers
presented pieces of pipe removed from their respective homes which
indicated a considerable amount of obstruction or corrosion.
Customers also stated that they had to engage in extensive repairs,
or in some cases replace, plumbing systems, pipes, and water
heaters. Many complained of excessive chlorine or other odors,
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poor tasting water, and stains on plumbing fixtures or bathroom
tile. Several customers had installed water softeners or filters,
or purchased bottled water.

Since March of 1996, the utility has performed additional
water testing on the Beacon Hills and Cobblestone plants. Of the
50 samples taken at Beacon Hills, seven exceeded the DEP lead
acticon level. For Cobblestone, seven out of 43 samples exceeded
the DEP copper action level. Action levels are triggered when an
exceedence is found in ten percent of the samples taken. For the
exceedences in March, 1996, notice was expected to be sent on the
May 20th billing. Mr. Terrero contended that if the plants and
distribution systems, which are interconnected, were combined for
testing purposes, the exceedences in each category would be a
smaller percentage and would not trigger the action levels and no
noticing would be required.

Mr. Terrero testified that to aid in resolving the exceedences
of lead and copper, the utility has equipment in place to treat for

these two metals. He further noted that SSU is not the only
utility that has exceeded the action levels and that the utility
has until 1997 to reach an optimal solution for the problem. 1In

the future, samples taken at Beacon Hills and Cobblestone will be
aggregated and tested as a group. If the action level is exceeded,
customers of both plants will have to be notified.

c. Corrective Measures for the Jacksonville Area

The Jacksonville service areas have fluctuating and elevated
chlorine levels, corrosive properties, staining tendencies, and
lead and copper congistently above the action levels. We received
congiderable testimony regarding these problems, and the utility’s
response in terms of customer education and corrective measures.
It is apparent from customer testimony that customers are alarmed
over the lead and copper concentrations, and the utility’s apparent
lackadaisical attitude toward the problem.

S8U’s testimony related to lead and copper at the Beacon Hills
and Cobblestone service areas causes us particular concern. A
utility witness stated that 1f the facilities’ samples were
combined and tested, the number of samples exceeding the action
level would be less than ten percent and, essentially would then be
in compliance. While this might be acceptable under the letter of
the 1law, this approach masks the problem and is simply not
acceptable. Aggregating the samples as the utility proposed will
not correct the problem, and 1s not appropriate in our view.
Beacon Hills has elevated lead levels. Cobblestone has elevated
copper levels. The correct approach is to provide treatment to the
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water at each plant tc reduce the levels of these metals. Witness
Terrero stated that the utility was now treating for lead and
copper. Whatever methcd of treatment is selected, it must result in
a reduction of lead and copper levels.

SSU must continue with the improvements now in place, and
continue testing samples from Beacon Hills and Cobblestone on a
stand-alone basis, provided the utility meets the time periods
specified for compliarice in Chapter 62-551, Florida Administrative
Code. If samples exceed the action levels, public notice shall be
given promptly and in accordance with applicable rules. Mr.
Terrero testified that the company has until 1997 to reach an
optimal solution. We believe that the utility should not wait
until 1997 to find this solution.

d. Covered Bridge/Leisure Lakes

SSU witness Denny testified that the water quality standards
are being met at the Covered Bridge/Leisure Lakes facility in
Highlands County. However, he testified that when an elevated
chlorine residual of 1.0 mg/l is not maintained in the distribution

network, elevated sulfides can result. Significant amounts of
sulfides can also arise when homeowners are absent for a period of
time. While Mr. Denny testified that the utility does and will

continue to flush hydrants 1in the distribution network, he
acknowledged that such flushing generally does not improve the
water guality sitting in customer lines or in-home plumbing. Mr.
Denny agreed that the installation of a chlorine pacing system at
Covered Bridge could help to reduce sulfides and customer education
regarding pipe flushing would also be appropriate.

DEP’'s Drinking Water Compliance Inspection Report noted that
the water treatment plant’s equipment is in fair to poor condition.
Mr. Denny was not aware of any plans to improve the condition of
the equipment. Although the utility has not inspected nor cleaned
the storage tank, Mr. Denny testified that it would do so before
the end of this year. With respect to other items noted in the
report, the utility has or will undertake corrective action. We
find that even though this facility is meeting the primary and
gsecondary drinking water standards, there is room for improvement.

e. Corrective Measures for Covered Bridge/Leisure Lakes

As to Covered Bridge/Leisure Lakes’s problems with sulfides,
the utility is hereby directed to explore the installation of a
chlorine pacing system so that the residual chlorine level can be
better maintained at the level recommended by Mr. Denny. SSU shall
also investigate other alternatives for chlorine monitoring and
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feed implementation. Improvement of the overall condition of the
water treatment plant equipment must alsoc be undertaken. The

utility shall notify the Commission when it has completed the
remaining corrective actions as noted in the DEP Drinking Water
Compliance Inspection Report. SSU shall also file quarterly
reports with this Commission explaining the corrective measures
taken, sampling conducted, and the results found. These reports
shall be filed until problems are corrected.

f. Customer Education Regarding Line Flushing

From the testimony of the customers in Highlands County, it
appears that increased line flushing may improve water quality.
Many customers of SSU facilities throughout the state have similar
concerns over water quality, particularly those who receive water
service on a seasonal basis. Education of all customers regarding
in-house flushing may help alleviate many of these concerns.
Therefore, SSU shall provide all of its customers with information
regarding in-house flushing, preferably in the fall, when many of
the seasonal customers return to Florida.

g. Quality of the Product/Operational Conditions: Conclusion

Serious product quality problems appear to be confined to
certain zones: Duval County (Beacon Hills, Cobblestone, Woodmere)
and Sebring. Although the DEP witnesses essentially indicate
compliance with standards, and general satisfaction with the
utility’s efforts and achievements, customer testimony and exhibits
presented at the service hearings and technical hearing show water
quality problems exist, primarily in Jacksonville and Sebring.
Overall, operational conditions of the plants are satisfactory.

2. Customer Satisfaction

Customers who attended the service hearings were generally
dissatisfied with the service received from the utility, and
testified regarding numerous specific complaints. These prcblems
are not confined to one particular area, nor are they found in
every area. However, the number and level of complaints causes us
gignificant concern. We recognize that customer dissatisfaction
falls into two broad categories: complaints about the actual
provision of water and wastewater service, and complaints about the
company’s interaction with its customers.

a. Service Hearing Testimony

Customers from several regions in the state complained that
the water 1s not potable. Others shared physical or medical
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problems that apparently occurred from the water. Customers from
numerous service areas complained about the strength or odor from
chlorine disinfection. Customers also reported a sulphur or rotten
egg odor. Some customers have purchased home purifying systems or
filters because of odor, taste, or other reasons. Others stated
that they purchase bottled water to drink.

A number of custcmers in numerous service areas complained of
water that stained tile and fixtures, and clogged pipes. Others
spoke of corrosion and premature replacement of plumbing fixtures,
and in some cases complete repiping of homes due to leaks caused by
corrosive water. Some customers found the water pressure to be
unacceptably low, while others stated that it was too high. A few
customers complained of sewage odors, overflows, or backups.

Customers expressed concern over the utility’'s failure to
notify its customers of outages, or to notify them of the potential
health or safety problems that might result from the outages.
There was also general dissatisfaction with the utility’s response
to service calls or questions. Customers reported that the utility
was slow to respond, or did not properly respond to water guality
problems such as sedimentation, discoloration, or excessive lead
levels. Incidents were reported where the company damaged
customers’ property and would not repair the damage. The utility
took a long time to answer requests to have tests conducted.

Customers presented a variety of complaints with billing. Two
customers had problems with their meter readings. They either had
not seen anyone read their meter, or could not obtain meter reading
data from the utility. Others cited billing problems where SSU was
not responsive, or gave an answer that did not aid in resolving the
problem.

b. Customer Complaints and Correspondence

OQur Division of Consumer Affairs interacts with utility
customers in all industries. S8Staff witness Nancy Pruitt testified
that the Commission logged 87 complaints regarding SSU in 1993, 77
in 1994, and 86 in 1995. TUtility witness Carla Teasley testified
as to how few justified complaints the Commission received in years
1994 and 1995, noting that only 20 were received each year. She
compared SSU favorably to Florida Power & Light (FPL), and noted
that SSU has experienced significant rate increases in 1993-1994,
while FPL did not. We do not place significant weight on such
comparisons between industries. Moreover, Ms. Pruitt also
testified that 4,754 letters and petitions were sent to the
Commission in this case. The Division also received 2369 phone
calls since June of 1295.
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Billing problems will occur with all utility service. Our
rules governing water and wastewater service are set forth in
Chapter 25-30, Florida Administrative Code, specifying billing
periods, payments by customers, reasons for discontinuance of
service, and billing disputes. Several customers spoke of hardship
cases. While these rules do not address this instance, the utility
can arrange a special payment plan to accommodate a customer’s
needs. The utility, however, is under no obligation to do so.

c. Value and Quality of Service

We have addressed both the value and quality of SSU’s service.
The testimony indicates that many of the utility’s customers are
very dissatisfied with the service they receive. There have been
significant rate increases at several of 8SU’s facilities.
Customers many times compared the service received to the rates
they pay, and found a severe mismatch.

The record indicates that the utility appeared generally
unresponsive to customer inguiries and complaints. Noticing did
not always occur for an interruption of service or where
contamination may have occurred; the utility was not prompt when
lead or copper exceeded DEP action levels; there were delays in

drawing water from a customer’s home for a test. Staining and
corrosion of plumbing and fixtures occurred; and line flushing was
insufficient. Inaccurate information was sometimes provided to

customers by S8SU personnel; and, there were numerous billing
problems.

As previously stated, many customers testified that they do
not drink the water, and instead buy bottled water or have
purchased a filtering or softening system. These items are usually
a personal preference, but as mentioned above, many customers
believed they had no choice but to take these steps.

SSU stated that it serves more than 100,000 customers a day.
The utility asserted that its customer service activities are above
reproach, and that while it strives to attain this goal, it cannot
be held to a standard of perfection. We do not agree with this
assertion. The number of customers should have no bearing on the
overall quality of service. More importantly, it appears that the
utility has not recognized the very real problem o©of customer
dissatisfaction.

d. Quality of Service: Conclugion

As stated earlier, witnesses testifying on Dbehalf of
regulatory agencies stated that SSU’'s water quality and wastewater
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treatment are meeting applicable standards, and that the utility
has worked diligently to achieve compliance with regulations. The
water quality and operational conditions at Covered Bridge and
Leisure Lakeg, and lead and copper exceedences in the Jacksonville
area have caused us particular concern, and we have ordered the
utility to make the corrective actions listed above. In addition
to these operational problems, improvements must be made in the
area of customer service and response. While some o©of these
difficulties may stem from recent rate increases and the changes in
rate structure, we find that the utility must improve its overall
service, interaction and responsiveness to its customers.

Despite these substantial concerns, we do not find that the
value and quality of service is sufficiently deficient to warrant
a conclusion that the overall quality of service is unsatisfactory.
Instead, we find the value and quality of SSU’'s service to its
customers to be marginally satisfactory. The utility is placed on
notice that sanctions will be pursued in the utility’s next rate
case if the value and quality of service have not improved.

VI. ADJUSTMENT TO SSU’S RETURN ON EQUITY

Pursuant to Section 367.081(2) (a), Florida Statutes, this
Commission must consider the value and quality of the utility’s
service when fixing rates. While we have elected not to impose
sanctions upon SSU for its guality of service, we have considered
whether SSU’s return on equity should be adjusted.

This Commission has the authority to reduce a utility’s return
on equity, and in certain situations has done so. We begin by
observing that, pursuant to Section 367.121(1)(g), Florida
Statutes, in the exercise of our jurisdiction, we are empowered to
exercige all judicial powers, issue all writs, and do all things
necessary or convenient to the full and complete exercise of our
jurisdiction and the enforcement of our orders and requirements.

In Gulf Power Co. v. Wilson, 597 So. 2d 270 (Fla. 19292), we
determined that Gulf Power’s fair rate of return was between 11.75
percent and 13.50 percent and set its rate of return at 12.55
percent. Because of several years of corrupt practices such as
theft and misuse of company property and inappropriate political
contributions, we reduced Gulf Power’s rate of return by 50 basis
points to 12.05 percent. On appeal, the Supreme Court held that so
long as the final number remains within the authorized range, the
Commigsion could adjust the rate of return for mismanagement. The
Supreme Court stated that what constitutes a fair rate of return
for a utility depends upon the facts and circumstances of each
utility, and that it has expressly recognized that the Commission
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must be allowed broad discretion in setting a utility’s appropriate
rate of return. Id. at 273. The Court held that the adjustment of
Gulf Power’s rate of return within the fair rate of return range
falls within those powers expressly granted by statute or by
necessary implication, and that inherent in the authority to adjust
for management efficiency is the authority to reduce the rate of
return for mismanagement, as long as the resulting rate of return
falls within the reasonable range.

In United Tel. Co. v. Mann, 403 So. 24 962, 966 (Fla. 1981),
the Supreme Court ruled that while a utility is entitled to a fair
or reasonable rate of return, once this Commission establishes a
rate of return, further adjustments may be made for areas such as
accretion, attrition, inflation and management efficiency.

We have reduced utilities’ return on equity by up to 100 basis
points for poor quality of service. 1In Docket No. 840267-WS, by
Order No. 14931, issued September 11, 1985, we determined that
Consolidated Utilities Company had a lack of concern for its
customers’ service problems, failed to properly respond to customer
calls, and failed to maintain its books and records. The utility’s
return on equity was reduced by 100 basis points. In Docket No.
850646-SU, we found that Ocean Reef Club, Inc.’s quality of service
was only marginally satisfactory, and reduced the utility’s return
on equity by 50 basis points. See Order No. 17760, issued June 29,
1987. This Commissicn has also imposed financial penalties for
poor quality of service or fallure to make necessary repair. We
refer specifically to Pine Island Utility Corporation in Docket No.
910276-WS, and Shady Oaks Mobile-Modular Estates in Docket No.
900025-WS. See Orders Nos. 24643 and PSC-92-0367-FOF-WS, issued
June 10, 1991 and May 14, 1992, respectively.

Two areas of 88U's operations are particularly troubling. As
detailed above, the utility’s service to its customers is only
marginally satisfactory. We are also concerned about several
aspects of the utility’s management.

1. Quality of Service

OPC c¢ited numerous customer complaints to support its
contention that the value and quality of 8SU’'s service was "wholly
unsatisfactory" and that we should lower the rate setting point by
100 basis points. OPC cited the Gulf Power decision in support of
its assertion. Nassau Associations and Marco agreed that SSU’s
return on equity should be reduced by at least 100 bagis points for
poor quality of service.
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SSU argued that we should not reduce its return on equity and
that there is no precedent for such a reduction. SSU cited its
position regarding lead exceedences, its overall compliance with
regulatory requirements, and the fact that it has brought many of
its acquired facilities into compliance. The utility pointed to
positive statements by several DEP witnesses regarding compliance
and compared its complaint record to that of FP&L. SSU further
stated that, given the size of the utility plant, it is impossible
to be in compliance at all times. While the overall number of
complaints may be comparatively low, given the size of the utility,
each individual customer concern or facility-specific deficiency
should not be ignored or minimized by pointing to an average or
overall compliance.

In SSU's last rate proceeding, we found compliance and service
problems at numerous facilities. These problems were primarily of
a technical nature, and were, for the most part, corrected by SSU.
However, the record demonstrates, and we have concluded, that the
value and gquality of 3SU’s water and wastewater service in this
proceeding is marginally satisfactory. It is evident that SSU’'s
customers are dissatisfied with the service provided. We have
noted quality problems for some of SSU’s service areas, and
customer dissatisfaction with customer service and information
provided by the utility to the customers. We have required
remedial measures, quarterly reports and customer education for
several specific situations. However, we find that the utility’s
legss than satisfactory customer service also merits an adjustment
in the utility’s return on equity. Therefore, in addition to the
corrective measures imposed upon the utility, we find it
appropriate to make an adjustment to reduce the utility’s return on
equity by 25 basis points.

2. Management Concerns

The Commission Chairman received a letter from Lieutenant
Governor MacKay dated December 21, 1995, Attached to that
correspondence was a letter from Arend Sandbulte, Chairman and CEO
of MP&L, to Governor Chiles dated November 21, 1995, and a "bullet
sheet" entitled "Financial Impact of FPSC Order." The Chairman
also received a letter from Charles Dusseau, Secretary of Commerce,
dated January 2, 1996, written with reference to the same letter.
Both letters addressed SSU’s financial status, and requested
information from the Commission regarding the financial and
economic consequences that SSU faced. By memoranda dated December
28, 1995, and January 3, 1996, the Chairman placed the letters in
the record of this proceeding pursuant to Section 350.042, Florida
Statutes.
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In the letter to the Governor, Mr. Sandbulte complained
strongly about this Commission’s regulatory treatment of 88U,
particularly, our decision Dby Order No. PSC-95-1292-FOF-WS
regarding the mandate of the First District Court of Appeal in
Docket No. 92019%9-WS. Mr. Sandbulte testified that he was not
addressing the pending proceeding in the letter and that he did not
inform the Governor that SSU had a pending rate case before the
Commission.

Mr. Jeff Sharkey, employed by Capital Strategies, Inc.,
provided more information regarding these letters. He testified
that his firm was retained by SSU for purposes of participating in
the development of water policy in Florida. Mr. Sharkey testified
that on December 13, 1995, he sent by facsimile a draft letter
addressed to the Commission Chairman from the Lieutenant Governor
to the Lieutenant Governor’s Chief of Staff. Mr. Sharkey requested
that the Lieutenant Governor send "a letter to this effect" to the
Chairman. He testified that the draft letter was not written with
respect to any issues in this proceeding, but was meant rather to
elicit information from the Commission concerning SSU’s financial
gituation in order to respond to Mr. Sandbulte. This draft letter
became, in substantial part, the December 21, 1995, letter sent to
the Chairman.

Mr. Sharkey testified that on December 13, 1985, he
transmitted a draft letter by facsimile to Secretary of Commerce
Dusseau, addressed to the Chairman over the Secretary’s signature,
asking the Secretary if he would send it to the Chairman. Mr.
Sharkey characterized the financial situation of SSU as "critical.™
He later discussed SSU’s situation with the Secretary, pointing out
MP&L’s "major" investment in Florida, SSU’s intention to provide
quality wastewater and water service, and SSU’s financial problems,
which might cause MP&L to withdraw its investment from the state.
As noted herein, the Secretary sent a letter to the Chairman dated
January 2, 1996, with language considerably revised from that
proposed by Mr. Sharkey.

Mr. Sharkey further testified that the draft 1letter for
Secretary Dusseau was not sent in connection with the present
proceeding. Instead, Mr. Sharkey was concerned with the company’s
earnings level and whether this Commission had been adequately
apprised by its staff of the economic impact of their decisions
involving SSU. Mr. Sharkey testified that he did not know that we
were to decide SSU’s second interim rate request in this proceeding
at the January 4, 1996 Agenda Conference, but he acknowledged that
the facsimile cover sheet message forwarding a revised version of
the letter to Secretary Dusseau contained the notation "Deadline is
Jan. 3rd." Secretary Dusseau’'s executive secretary, Stephanie
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Smith, testified that Mr. Sharkey’s office advised her that the
letter had to be sent by January 3, 1996, and that she then made
the notation on the document.

Mr. Sharkey also arranged an August 30, 1995, meeting with
geveral of SSU’'s executive officers, the Lieutenant Governor and
members of hisg and the Governor’s staff. Mr. Sharkey did not
recall whether SSU's present rate proceeding was discussed in this
meeting; however, he was aware that SSU had a pending rate case.

SSU employee Tracy Smith testified that he had asked several
members of the Legislature to contact the Commission regarding
uniform rates since S8U's filing of this rate case. Mr. Smith
testified that he contacted Representatives Smith, Couch, and
Kelly, and Senator Johnson. He drafted a letter for Representative
Couch and Senator Johnson, and furnished background information to
Representative Smith. Mr. Smith testified that he thought Senator
Johnson had not used the draft letter, and that he did not know
whether Representative Couch had used the draft letter. Mr. Smith
testified that he approached these legislators in connection with
the Commission’s mandate compliance order in Docket No. 920199-WS.
He acknowledged that the question of uniform rates was pending in
the remand docket, as well as in the pending rate case.

Section 120.66(1), Florida Statutes, provides that in any

proceeding under Section 120.57, Florida Statutes, "no ex parte
communication relative to the merits ... shall be made ... to the
hearing officer by ... a party to the proceeding." While the

communications at issue cannot be said to have been literally made
by a party to this proceeding, the record supports the conclusion
that SSU actively solicited the communications to the Commission
Chairman from Lieutenant Governor MacKay and Secretary Dusseau
through the efforts of its agent, Mr. Sharkey. The communications
were made on the instigation of SSU. It is also clear from the
record that Mr. Smith actively, although apparently unsuccessfully,
solicited similar communications from members of the Legislature.
The letters do relate to the merits of both pending proceedings.
Section 350.042, Florida Statutes, provides that the remedy for ex
parte communications is withdrawal of the affected Commissioners.
However, that is not the relief sought in this instance.

The record is clear that Messers. Sandbulte, Sharkey, and
Smith knew that SSU had a pending rate case which involved a
uniform rate structure issue. The record is also clear that they
had knowledge that the remand decision was pending which also
involved a uniform rate structure issue. It does not matter if the
letters drafted for and sent by the Lieutenant Governor and
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Secretary Dusseau related to Docket No. 920199-WS, because both
dockets were pending.

These letters had no impact upon our decision as to interim
rates. Nevertheless, we find that SSU’s actions reflect
inefficient management. The utility ought to have made it
perfectly clear to those whom it solicited that the Commission had
pending before it the utility’s application for a rate increase.
The utility’s failure to disclose that information reflects poor
judgement by SSU.

The timing of these letters also causes us concern. The
letters were drafted by Mr. Sharkey’s office and ultimately sent
very close to the date that we were to make our decision on the
utility’s interim rate request. There was not enough time for
parties to respond to these letters once they were disclosed.
Although the letter drafted for Senator Johnson was not sent to the
Chairman, it also demonstrates SSU’'s poor judgment and inefficient
management . All of the letters are "symptoms" of inefficient
management .

The utility’s conduct with regard to these letters and
communications is but one example of its overall unsatisfactory and
less than efficient management. In addition to the utility’'s
conduct detailed above, we have also observed several significant
deficiencies: 8SU’s absence of an acquisition policy, the lack of
consideration given to the Commission’s used and useful policy and
other regulatory concerns when making acquisition decisions, the
confusing information given to customers, and lack of consideration
in terms of cost containment and minimizing customers’ bills. It
is evident that these two areas of concern overlapped, as the
utility’s management decisions have impacted the quality of its
service, These drawbacks also directly affected the day-to-day
service that 8SSU’s customers received. We do note that it appears
that the utility has made recent efforts to improve management
efficiency.

The intervenors contended that the solicitation of the ex
parte letters constituted misconduct and/or mismanagement by SSU,
for which dismissal of the case is warranted. As support therefor,
intervenors cited Section 367.121(1) (g}, Florida Statutes, and Gulf
Power. OPC alleged that SSU’'s solicitation of the MacKay letter
was tantamount to an attempt to influence the deliberations of a
civil jury through the jurors’ employers and that such conduct
cannot be tolerated. OPC additionally argued that certain actions
and statements made by SSU were unwarranted interferences with the
supplemental service hearing notices and the customers’ access to
representation,
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Marco asserted that pursuant to Section 367.121(1) (g), Florida
Statutesg, this Commission is authorized to dismiss the rate case
upon a finding of misconduct, and that, further, on the authority
of Gulf Power Co. v. Wilson, 597 So. 2d 270 (Fla. 1992), we may
reduce the utility’s authorized rate of return. 1In the event that
we do not dismiss the rate case, Marco urged that the Commission
reduce the utility’s authorized rate of return by 100 basis points.
The Nassau Associations argued that SSU’s actions in soliciting
letters from legislators, Secretary Dusseau and the Lieutenant
Governor, were clearly acts of misconduct and SSU should be
penalized by dismissal of the case.

88U contended that the letters from the Lieutenant Governor
and Secretary Dusseau to the Chairman do not comment on the merits
of this proceeding, and therefore, are not ex parte communications.
Further, SSU argued that if the letters are ex parte
communications, the remedy provided by Section 350.042(1), Florida
Statutes, is the withdrawal of a commissioner.

We do not find it appropriate to dismiss this proceeding
because of the utility’s mismanagement or our concern over the

marginal quality of service. However, our review of the record
indicated that the utility has exercised less than efficient
management. Therefore, we find it appropriate to reduce SSU’s

return on equity by 25 basis points for its inefficient management.

3. Adjustment to Return on Eguity: Conclusion

For the foregoing reasons, and based upon our review of the
evidence, the Gulf Power case, and Commission precedent, we find it
appropriate to adjust S$SU’s return on equity by 25 basis points for
less than efficient management, and an additional 25 basis points
for the utility’s marginally satisfactory quality of service.
These adjustments, which total a reduction of 50 basis points,
shall be in effect for two years. The adjustment to the utility’s
return on equity will still permit the utility the opportunity to
earn a reasonable rate of return. On our own motion, we
reconsidered this determination at our August 15, 1986, Agenda
Conference, and hereby affirm the conditions and duration of the
adjustment to S8U’s return on equity.

VII. RATE BASE

Our calculations of the appropriate rate bases for the purpose
of this proceeding are depicted on Schedules Nos. 3-A for water and
3-B for wastewater. Our adjustments are itemized on Schedule No.
3-C. All of the foregoing schedules are grouped by facility, in
alphabetical order. Those adjustments which are self-explanatory
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or which are essentially mechanical in nature are reflected on
those schedules without further discussion in the body of this
Order. Our determination on rate base issues and the major
adjustments are discussed below.

1. Enterprise Facility

SsU included the Enterprise facility, which it operates as a

receiver, in its £iling. SSU witnesges Teasley and Terrero
testified that the facility is interconnected with SSU’s Deltona
Lakes facilities and is a part of SSU’s single system. They

contended that Enterprise requires expensive rehabilitation, which
would cause rate shock if it were excluded from this docket and
treated on a stand-alone basgis.

SSU does not own the Enterprise facilities and could
relinguish the receivership. In fact, the utility stated that it
is in the process of preparing the necessary documents to transfer
the receivership of Enterprise. Because the utility does not own
the facility, and appears ready to relinguish its receivership, we
find it appropriate to remove the Enterprise facility from this
docket. We note that Enterprise i1s a Class C utility and as such
can file for a Staff Assisted Rate Case (SARC) at a later date.

2. Land

a. Lehigh Parcelsg

The utility included $414,605 in 1995 land additions for four
parcels of property related to its Lehigh facilities. The parties
stipulated that parcels 1, 2, and 3 are classified as plant held
for future use, with $120,840 and $260,562 removed from rate base
for water and wastewater, respectively. Utility witness Judith
Kimball testified that the remaining $33,204 pertained to land in
the water account in parcel 4, which was divided into $22,723 for
tract € and §10,480 for tract D. Utility witness Kimball
testified, and we agre=, that tract C is non-used and useful. Ms.
Kimball stated that tract D should be included in rate base because
construction was in progress, if not already complete.

OPC witness Kimberly Dismukes testified that the cost of tract
D should be reduced by 60 percent, consistent with our decision in
Lehigh’s last rate proceeding, Docket No. 911188-WS. In that case,
88U argued that the difference in Topeka’s purchase price of the
Lehigh consortium of companies should be applied to 100 percent of
the unregulated operations, including a company which owned a
substantial amount of land. The discount was 60 percent below the
book value. Because we attributed no discount tec Lehigh Utilities,
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Ms. Dismukes contended that the cost of subsequent land sales to
the utility should be accordingly reduced. Ms. Dismukes stated
that SSU did not provide information regarding the value of the
land. She recommended that the value of tract D be written down by
$11,561.,

SSU witness Scott Vierima testified that SSU ensures that all
of its inter-affiliate transactions are at arms-length and fair
market values. Mr. Vierima explained that Lehigh Corporation is
only obligated to sell real estate to SSU at fair market value and
that SSU tcook prudent steps to ensure that prices were competitive.
In her rebuttal testimony, Ms. Kimball proposed that if the cost of
tract D is reduced by 60 percent, the reduction should only be made
to the direct cost of the land and not the costs associated with
the land acquisition.

It is the utility’s burden to prove that its purchase price is
reasonable. Florida Power Corporation v. Cresse, 413 So. 2d 1187,
1191 (Fla. 1982). This burden is even greater when the purchase is
between related parties. In GTE Florida v. Deason, 642 So. 2d 545
(Fla. 1994), the Court established that where evidence indicates
that a utility’s related party costs were no greater than they
would have been had it purchased services and supplies elsewhere,
a standard should be set to determine whether the transactions
exceeded the going market rate or were otherwise inherently unfair.

This situation differs from the standard established in the
GTE Florida case. The record must show that the utility’s purchase
price was more or less than what an arms-length transaction would
have been. Other than Mr. Vierima’s general statement, SSU did not
provide any documentation surrounding the book value of the land on
Lehigh Corporation’s books or any other competent evidence in
support of the market value. The utility has essentially failed to
prove the prudence of the purchase price paid for this land.

We could fully disallow this cost. However, Ms. Dismukes’
position which recognizes the 60 percent discount on SSU’s purchase
of the Lehigh consortium is also reasonable. As previously

indicated, in Docket No. 911188-WS, we found that the non-utility
assets would receive the discount. It is logical that the discount
follows subsequent sales of land, especially because the utility
assets received no digcount from the sale. Accordingly, we find
that it is reasonable to reduce the purchase price of the tract D
land purchased from Lehigh Corporation by 60 percent, or $6,288.
We disagree with Ms. Kimball that only the direct purchase costs
should be reduced. Had SSU paid less, then according to SSU’s
overhead policy, the total indirect costs applied would be
accordingly reduced. Thus, an adjustment of $22,723 shall be made
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to remove the cost of parcel 4, tract C from rate base as plant-
held-for-future-use.

Ms. Dismukes also recommended that the remaining land held for
future use (parcels 1, 2 and 3) should be reduced by $229,558.
This proposed adjustment would not have an effect on the current
revenue requirement, but would prevent SSU from moving the purchase
price of this land into rate base in the future. While the value
of unsupported related party transactions should be written down,
in this matter we have only addressed parcel 4, tract D, as that is
the only parcel included in rate base at this time. Any new land
purchases would be reviewed in a future rate proceeding when they
would be moved into rate base.

b. Overhead for Acguisition of the Collier Property

In early 1994, SSU entered into a condemnation proceeding with
the Barron Collier family for the rights to land referred to as the
Collier property. In BApril 1995, the parties entered into a
settlement for the purchase of the land for $8,000,000. 88U
incurred $436,845 in professional fees, including legal and
engineering costs, resulting in a total actual cost of $8,436,845.
The utility also included $763,073 for overhead related to this
purchase in its MFRs.

OPC witnesses Hugh Larkin and Donna Deronne testified that
because the purchase consisted only of land, not c¢onstructed
assets, the amount of overhead SSU allocated to the purchase of the
Collier property should be removed. OPC argued that this treatment
appears consistent with SSU’s own capitalization policies, which
included overhead for constructed assets, but not purchased ones.
OPC contends that the purchase of land should fall into the
purchased asset category, not the constructed asset category.

Utility witness Bencini rebutted OPC’s contentions regarding
SSU’s policy. Mr. EBEencini stated that SSU’s policy includes
administrative overhead on all capital projects, operational as
well as administrative. In a detailed annual study, the utility
considers all capital projects, whether constructed or purchased,
to determine overhead rates, which are based upon the estimated
work to be performed. He further stated that technically all of
SSU’'s assets are “purchased”, and that it is administratively
impossible to track the administrative support for each capital
project individually. Therefore, a composite rate is applied to
all projects based upon the total overhead pool. Mr. Bencini
argued that if the Collier water supply source should not have
overhead applied to it, then the pool must be applied over a
smaller base number of direct capital dollars, which in turn
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results in higher overhead rates. Total overhead pool must be
applied to the capital program because they are prudent costs. He
added that a decrease in overhead to one project must be offset by
an increase in overhead applied to all other capital projects.
Moreover, Mr. Bencini testified that since the initial filing, the
project cost increased by $1,063,182 to reflect the final payment
of legal fees. SSU requested that this additional investment be
considered as a set-off against any reductions.

While OPC raised a plausible concern in respect to overhead
being applied to purchased assets, the utility has demonstrated
that administrative overhead is applied to all capital projects,
operational as well as administrative. We find this methodology to
be reasonable and will not make the adjustment proposed by OPC.
Because we have not made an adjustment, we will not address Mr.
Bencini’s testimony regarding offsetting the reduction.

c. Clagsification of the Collier Property

The Collier property consists of 56.29 acres of lakes, 71.28
acres of wetlands, and 84.93 acres of wuplands, totalling
approximately 212 acres. Staff auditor Robert Dodrill testified
that his review of five appraisals of the Collier property
indicated that a portion of the property will not be used as a
water source. He recommended that we reduce the land account by
reclassifying that portion of land to non-utility property. OPC
agreed with Mr. Dodrill that because not all of the land will be
fully utilized in the provision of water service, a porticn should
be allocated to non-utility property, based on either the direct
acreage method or the lump sum purchase method.

SSU contended that: the purchase of this land was the least
cost alternative available; the purchase of any less of the
property would have cost more; the entire property was required to
ensure that the supply source was protected; the property was
strategically located as a water source, the Aquifer Storage and
Recovery (ASR} project will be located there; the site is
strategically located in conjunction with supplies from a 1l60-acre
site; and, it was not possible to use the property for commercial
or residential development. 8SU contended that the staff witness
did not consider these and other factors in rendering his
testimony.

SSU’'s position 1is not completely supported. The utility
claimed that DEP required a 500-foot setback from the wetted
perimeter. However, the rule cited by the utility, Chapter 62-521,
Florida Administrative Code, pertains to wellhead protection, not
surface water suppliesg, and is therefore not applicable. In fact,
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SSU witnesses Terrero and Dilg testified there are no surface water
protection setbacks. 88U’s argument that it does not believe it
possible to develop the property for commercial or residential uses
is also not supported. The utility did not introduce evidence
supporting its claim regarding the prior owners’ inability to
develop this property.

While the staff auditor raised wvalid concerns in his
recommendation to reclassify portions of the land to non-utility
property, we do not find it appropriate to remove any of the land
from rate base at this time. The purchase of this amount of land
incorporates less acreage than what the utility was previously
leasing from the Colliers for the same purpose. Further, the
utility’'s anticipated construction of an ASR well on this site
could leave the utility vulnerable to unauthorized users of its
stored water if it did not have control over that surface land
covering the higher concentrations of the stored water. Finally,
this site is indeed strategic in that S8SU plans to develop a
wellfield on Section 35. In addition to the lakes, the Collier
property contains ground storage to hold water when that wellfield
begins producing.

Based on the evidence presented, we will consider all 212
acres of the Collier property as utility land. However, should the
non-development status of this property ever change, SSU shall file
a notice with this Commission to that effect. If such a change
does occur, land size and cost shall be examined and made an issue
in the next future rate proceeding which includes the Marco Island
facility.

d. Classification of Section 35 Property

SSU advocated moving $220,855 of land referred to as Section
35, from plant-held-for-future-use intoc plant-in-service. This
land has been identified as a raw water supply for Marco Island.
SSU witness Terrero testified that Section 35 was acquired in 1984
as a source of supply to meet future demand and that SS8SU has not
obtained any return on this investment even though this site was
used to store sludge from the lime softening treatment plant. 88U
does not have an easement to lay the raw water main. Mr. Terrero
testified that while the project will probably be started in 1996,
it will not be completed until 1997 or 1998. He further stated
that the project will actually be bringing water to Marco Island in
18 months, which by our calculations indicatesg that it will not
begin production until late 1997. SSU argued that excluding

Section 35 from rate base would be contrary to common sense and to
law.




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 41

OPC, Marco et. al, and the Nassau Associlations all favor not
including this site as utility land in service due to the
improbability of construction being completed by the end of the

test year. We agree. This land has previously been booked as
plant-held-for-future-use, and will likely not be used and useful
to SSU customers until late 1997 or 1998. We do not take issue

with the prudence of such investment, which can be realized through
AFPI. However, to include this land in rate base at this time is
inappropriate and contrary to our prior practice.

SSU cited several cases in its brief in which this Commission
allowed land held for future use to be included in rate base. Four
of the cases cited pertained to electric utilities and the fifth
case pertained to a telephone proceeding. Order No. PSC-93-1070-
FOF-WS, at page 14, issued in the prior Marco Island rate
proceeding, sets forth the more appropriate approach. When
property is not in use, and its actual date of implementation is
unclear or speculative, it is not appropriate to move that property
into plant-in-service.

Based on the utility’s testimony that this land will not be
producing until late 1997, coupled with the fact that the utility
had not obtained the necessary easements, we will not allow the
utility to transfer this land from plant-held-for-future-use to
plant-in-service.

e. Classification of Deltona lakes Land

By Order No. PSC-93-0423-FOF-WS we did not allow land
associated with the Deltona Lakes facility to be included in rate
base because there was no evidence that the property would be
developed within five years. Utility witness Kimball testified
that the site should now be considered used and useful and proposed
to transfer $33,000 from plant-held-for-future-use to the land
account in the 1996 rate base.

Mr. Terrero testified that the facility was designed in 1967
and has a well and distribution system on sgite, and therefore,
should be included in rate base. Although the site is now ready to
provide service, SSU does not know when it will need the water from
the site. When asked whether the wells would be used and useful by
the end of 1996, Mr. Terrerc hesitated and said it "could be, yes."
OPC witnesses Larkin and DeRonne testified that the site should be
removed from rate base because 88U did not know when service would
be required from the Deltona Lakes site.

There ig conflicting evidence as to whether the Deltona Lakes
gsite will be used to provide water service in 1996. According to




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 42

OPC, SSU initially stated that the land’s placement in service was
unknown. Moreover, Mr. Terrero’s testimony at hearing did not
adequately state that the land would be placed in service, only
that it could be. SSU has not adequately supported its argument
that this land is in fact used and useful. Therefore the $33,000
associated with this site shall be removed from rate base as land
held for future use.

3. Plant-in-Service
a. Buenaventura Lakes Rate Base

By Order PSC-95-1325-FOF-WS, 1issued October 31, 1995, we
approved the transfer of Orange Osceola Utilities, Inc. (0OQU,)
which served the Buenaventura Lakes (BVL) area, to SSU and made
adjustments to reduce water and wastewater rate base by $298,190
and $930,777, respectively. On November 21, 1995, 0Q0U protested
this order, limited to our disallowance of capitalized interest in
rate base. Pursuant to Order No. PSC-96-0411-S-W3, issued March
25, 1996, OOU and SSU agreed to stipulate all adjustments reflected
in Order No. PSC-95-1325-FOF-WS, with the exception of the
adjustments related to AFUDC and capitalized interest. Order No.
PSC-96-0411-8-WS also included adjustments to correct accumulated
depreciation. Thigs adjustment decreased water and wastewater
accumulated depreciation by $6,381 and $233,895, respectively.

OPC witness Kimberly Dismukes testified that rate base should
be reduced by $298,190 for water and $930,770 for wastewater, to
reflect the adjustments approved in the transfer order. She also
included a corresponding adjustment to reduce depreciation expense
by $2,261 for water and $22,173 for wastewater.

Utility witness Kimball agreed that the adjustments proposed
by Ms. Dismukes were consistent with those found in Order No. PSC-
95-1325-FOF-WS. However, she argued that Ms. Dismukes’ adjustments
did not reflect the correct adjustments that should be made in this

docket. The adjustments in Docket No. 941151-WS were as of
December 31, 1994, and this rate case has a December 31, 1996 test
year. Ms. Kimball proposed adjustments to reduce rate base by

$88,355 and $456,350, for water and wastewater, respectively. She
testified that she included the adjustments in a late-filed
deposition exhibit that was never entered into the record.

In its brief, SSU argued that the adjustments for the
Buenaventura Lakes rate base approved in Order No. PSC-96-0413-S-WS
had already been reflected in the MFRs. C(onsidering the fact that
the utility’s official date of filing was August 2, 1995, and the
transfer order was not issued until March 25, 1996, it is highly
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unlikely that the utility could have known to include these
adjustments in its MFRs. Additionally, that argument was not part
of the record.

We agree that rate base should be adjusted to reflect the test
year. Because the support for Ms. Kimball’s adjustments was not in
the record, these suggested adjustments could not be made. However,
pursuant to Order No. PSC-96-0413-S-WS, rate base should be
reduced. The following adjustments shall be made and the utility
is hereby ordered to correct 1ts books accordingly.

WATER WASTEWATER
Plant in Service S 31,494 5(284,53¢6)
Land 0 (538)
Accumulated {290,368) {605,930)
Depreciation .
CIAC (126, 635) (285,489)
CIAC Amortization 87,319 245,723
TOTAL ${298,190) $({930,770)

A corresponding adjustment shall also be made to decrease
depreciation expense for water and wastewater by -$2,217 and
$18,982, respectively. Accumulated depreciation shall be reduced
to reflect the adjustment approved in Ordexr No. PSC-96-0413-S-WS,
by $6,381 and $233,895, for water and wastewater, respectively.

b. Project Slippage Adjustment

The utility projected capital additions of $27,015,825 for
1995 and $16,710,620 for the 1996 test vyear. These amounts
represent the water, wastewater, and general plant additions to
plant-in-service for the service areas under our jurisdiction.

OPC witnesses Larkin and DeRonne testified that as of August
31, 1995, SSU had experienced significant slippage in its capital

project schedule. Based on an analysis of the utility’s project
status report, Mr. Larkin and Ms. DeRonne calculated that SSU was
behind schedule on 69 projects. By comparing the difference

between the budgeted and actual in-service dates for all projects
scheduled to be in-service by August 31, 1996, they also determined
that SSU was approximately two months behind schedule, on average.
Consequently, Mr. Larkin and Ms. DeRonne testified that SSU’s
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projected plant in service balance used to calculate the 13-month
average balance as of December 31, 1996, is overstated, because
this calculation includes the balance as of December 31, 1995.

Bagsed on the results of their analysis, Mr. Larkin and Ms.
DeRonne concluded that 8SSU’s 13-month average plant-in-service
balance for the projected test year should be recalculated for the
period October 31, 1995 through October 31, 1996. As they
testified, this adjustment should be made in order to reflect that
the utility’s projects are, on average, two months behind schedule.
Therefore, in order to account for project slippage, Mr. Larkin and
Ms. DeRonne proposed that SSU’s test year plant-in-service should
be reduced by $1,973,372 for water and $372,937 wastewater,
subsequent to OPC’s recommended non-used and useful adjustments.
Corresponding adjustments were also proposed to reduce test year
accumulated depreciation and depreciation expense by $73,212 and
$14,955, for water and wastewater, respectively.

In response to these proposed adjustments, SSU witness Kimball
presented an updated project status report as of December 31, 1995,
as well as a summary of budget versus actual comparisons based on
this updated report. Similar project status reports were provided
on a regional basis by SSU witnesses Westrick, Goucher, Bailey, and
Paster. Based on this summary schedule, Ms. Kimball testified
that, on a year-end basis, total 1995 capital additions in the MFRs
were overstated by $1,575,277, or 6.43 percent excluding the Lehigh
lines. Further, Ms. Kimball claimed that a $180,579, or 2.52
percent, positive variance exists between actual additions and the
amount included in the MFRs, based on a 13-month average
calculation. Ms. Kimball summarized that based on the above, a
project slippage adjustment was not warranted.

In its brief, OPC argued that the rebuttal testimony provided
by the utility sgupports the assertions of Mr. Larkin and Ms.
DeRonne that SSU’s forecasted capital project additions are behind
schedule. On cross-examination, Mr. Westrick agreed that out of
164 projects, 117 were completed after the projected in-service
date. In addition, OPC argued that information provided by Mr.
Goucher, Mr. Bailey, and Mr. Paster indicated a similar pattern
with respect to projects not being completed on time.

Ms. Kimball agreed that when calculating a typical 13-month
average, 13 months of data are divided by 13. However, based on
statements made at the hearing, it appears that SSU attempted to
calculate some type of weighted average budget-to-actual comparison
using only 12 months of data. Ms. Kimball stated that SSU was
trying to demonstrate a comparison of 1995 actual plant additions
versug what wag filed in the utility’s MFRs. However, this
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calculation should not have been labeled a 13-month average, simply
because 12 months of plant data were divided by 13. The utility’s
suggestion of a positive variance for its 1995 budget-to-actual
plant additions is hereby disregarded, as it relies on an
inappropriate calculation of a 13-month average.

The utility’s statements regarding several projects also
raised concern. Utility witness Sandbulte stated that the rate
structure has an impact on whether capital expenditures are made.
Mr. Terrero testified that some of the projects budgeted for 1996
probably would not occur if stand-alone rates were imposed.
However, he could not specify which projects would be eliminated,
other than to say one project would be in the Enterprise service
area. However, according to the utility’s filing, only $3,848 has
been budgeted for the Enterprise facility in 1996 which is due to
allocated projects, that is, projects not specifically designated
to benefit Enterprise. These statements caused us concern with the
utility’s projected 1996 capital expenditures. The total 1986
budget reflects $16.7 million to be expended for PSC-regulated
plants. There is no way to know which projects, if any, the utility
intends to eliminate in the event that stand-alone rates are
imposed instead of uniform rates. This concern strengthens OPC’s
argument to impose an adjustment due to project slippage.

The record supports an adjustment to the projected test year
capital additions. Using the updated project status report
provided by Ms. Kimball, we compared the differences between the
budgeted and actual in-service dates for all projects scheduled to
be completed by December 31, 1995. This analysis is similar to the
evaluation performed by Mr. Larkin and Ms. DeRonne, but has been
updated through year-end 1995. It appears that SSU’'s capital
projects are still approximately two months behind schedule. There
were a number of projects listed on the updated project status
report that were either boocked as an expense or cancelled. While
these projects were not factored into the analysis of the budget-
versus-actual comparison of in-service dates, this fact also
supports an overall adjustment to plant-in-service.

Bagsed on the above, with the exception cof one plant addition
discussed below, we find OPC’'s proposed project slippage adjustment
teo be appropriate. Consistent with OPC’s analysis, we have not
made adjustments based on the utility’s actual plant additions. ©On
the contrary, we are merely recognizing that the utility’s
projections for 1995 were not accurate. Therefore, based on the
testimony provided by Mr. Larkin and Ms. DeRonne, we have reflected
the overstatement of project additions as of December 31, 1995,
within the 13-month average calculation for the test year ending
December 31, 1996. Thus, plant-in-service shall be reduced by
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$2,398,545 for water and $464,915 for wastewater in order to
account for project slippage. Corresponding adjustments shall also
be made to reduce accumulated depreciation and depreciation expense
by $87,834 and $17,562 for water and wastewater, respectively.
These plant in service adjustments are prior to any non-used and
useful adjustments.

¢. Imperial Mobile Terrace Well

SSU included an expenditure of $175,192 for a new well at
Imperial Mobile Terrace in its projected capital projects for 1996.
This facility, which currently has only one well, must have a back-
up source of supply due to its size, as required by Rule 62-
555.315(1), Florida Administrative Code. However, it appears that
the new well might not be constructed as planned. SSU witness
Paster indicated that the most efficient alternative to building a
second well would be to interconnect with the City of Tavares. He
indicated that the utility was in negotiations with the City at
that time, and that the utility would proceed with the new well
only 1if the negotiations were unsuccessful. Even if the
negotiations with the City do not succeed, the likelihood of the
well being completed in 1996 is low.

In consideration of the record, we find it appropriate to
eliminate this project from the 1996 budget. Therefore, $80,858
shall be removed from the Imperial Mobile Terrace plant schedules
to reflect the 13-month average balance as of December 31, 1996,
included in plant-in-service. Corresponding adjustments shall alsco
be made to reduce accumulated depreciation and depreciation expense
by $2,700.

d. Double Bookings and Overaccruals

In addition to the adjustments based on project slippage,
historical plant in service must be adjusted to remove
overstatements due to various double bookings. Exhibit 243
identified overstatements totaling $520,079, in the MFRs, due to
double bookings and reversals of accruals, which affect various
water and wastewater plants. On cross-examination, 8SU witness
Judith Kimball added that since then, the utility had discovered an
additional $330,000 in underaccruals. Ms. Kimball contended that
this amount should be coffset against the $520,079 overstatement.
The utility did not provide any documentation supporting the dollar
amounts, nor any indication of what plant balances were actually
understated. Consequently, there is insufficient evidence in the
record to support the utility‘s assertion that these underaccruals
exist. Therefore, plant-in-service shall be decreased by £520,079
to remove overstatements due to double bockings and overaccruals.
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Corresponding adjustments shall also be made to decrease
accumulated depreciation and depreciation expense by $57,428 and
$28,736, respectively.

e. Allocation of Marco Island Percolation Ponds
to Marco Shores

One final adjustment to plant-in-service relates to an
allocation of the Marco Island Percolation Ponds to Marco Shores.
Marco Shores almost exclusively uses the Marco Island percolation
ponds which are located on the mainland. The percoclation ponds
serve as a back-up and a last resort for effluent disposal for the
Marco Island wastewater plant. However, according to the utility’s
summary of capital additions, no portion of the investment in these
percolation ponds has been allocated to Marco Shores. We believe
that a portion of the utility’s investment in the percolation
ponds, which was $4,333,994, should be allocated to the Marco
Shores customers, based on their use of this disposal facility.
The capacity of these ponds is 3.5 million gallons, and according
to the record, Marco Shores disposed of an average of approximately
45,000 gallons per day in 1995. The current capacity of the Marco
Shores wastewater treatment plant is 90,000 gallons per day.
Therefore, an allocation in the ratio of 50,000 to 3,500,000 must
be made. Applying the ratio of 2.57 percent to $4,333,994, results
in $111, 384, which shall be removed from account 380.4 under Marco
Island, and moved to this same account under Marco Shores.

4. Classification of Expenditures

SSU classgified itz projects by five different priority codes:
Safety, Regulatory Mandate, Growth, Quality of Service, and General
Improvement . Mr. Hansen, a customer of Sugarmill Woods and a
witness for Marco, testified that SSU’s expenditures, particularly
those in the environmental category, were over-stated and
misclassified.

88U argued that this issue has no impact on revenue
requirements and that these priorities are a judgement call. SSU
witness Dennis Westrick admitted that the company claimed that
anything it does to provide uninterrupted service is claimed to be
a requirement of a regulatory mandate, OPC suggested that this
causes the <classification of regulatory mandate to 1lose
credibility. Both Marco and Nassau contended that these
classifications gave the false impression that the money was being
spent in conformance with environmental regulations. S8U pointed
out in its brief that while engineers and operators may differ
concerning the priority code to attach to a particular project, no
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party presented any evidence that any of the projects were
imprudent or unreasocnable in cost.

88U’s classifications of expenditures have no revenue impact.
The prudency of an expenditure is far more important than the
classification category. Although some projects might have been
classified under a different code, each project was evaluated to
determine if it was a prudent investment and, as such, a legitimate
rate base component. Therefore, we will make no adjustment in this
regard.

5. Used and Useful

a. Margin Reserve

Margin reserve is that capacity or investment needed to meet
changing demands of existing customers and the demands of potential
customers within a reasonable time and in an economic manner. SSU
witnesses stated that margin reserve refers to the plant capacity
necessary to meet daily and seasonal variations in demand and to
accommodate a reasonable allowance for growth. They also contended
that margin reserve must be included in rate base to reduce costs
to customers, comply with environmental regulations, protect the
public health, preserve the environment, promote administrative
efficiency, and to take advantage of economies of scale.

OPC witness Biddy, on the other hand, testified that a well-
planned phased development of distribution and collection lines and
phased treatment plant expansions can reduce or eventually
eliminate the need for a margin reserve. He also stated that the
cost to support prudently constructed reserve capacity should be
paid for by future customers. Mr. Biddy further stated that "all
margin reserve should be eliminated from used and wuseful
calculationg, therefore, forcing wutilities to do real world
projections of utility-need growth." However, he acknowledged
that economy of scale is a material consideration to be weighed
very carefully by the utility or developer. While Mr. Biddy agreed
that the utility needs a cushion, a safety factor in design, he
testified that these factors should be recovered from the future
customers.

We do not disagree that well-planned phased expansions could
reduce and eventually eliminate the need for a margin reserve, but
this expectation is unrealistic. A utility would be asked to
forecast when and where development might take place and then to
incrementally build just the exact amount of plant to serve the new
development just in time to serve the new customers.
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Section 367.111{(1) Florida Statutes, provides that "I[elach
utility shall provide service to the area described in its
certificate of authorization within a reasonable time.” We
recognize that for a utility to meet its statutory responsibility,
it must have sufficient capacity and investment to meet the
exigting and changing demands of present customers and the demands
of potential customers. We have consistently recognized margin
reserve ag an element in used and useful plant calculations. See,
e.gqg., Order No. 22844, issued March 23, 19%0; Order No. PSC-92-
0594 -FOF-8U, issued July 1, 1992; and Order No. PSC-93-0423-FOF-WS,
issued March 22, 1993. Based on the above, we find it appropriate
in this instance to include a margin reserve in calculations for
used and useful plant for the following facilities:

Water:
Amelia Island Bay Lake Estates Beacon Hills
Buenaventura Lakes Burnt Store Carlton Village
Citrus Springs Chuluota Crystal River
Deep Creek Deltona Lakes Enterprise
Fishermans Haven Fountains Geneva Lake Estates
Gospel Island Hobby Hills Intercession City
Interlachen Keystone Club Lakeside
Lehigh Marco Shores Marion Oaks
Cak Forest Palisades Palm Port
Pine Ridge Piney Woods Point O’Woods
Pomona Park Postmaster Village Quail Ridge
Remington Forest Rosemont Silver Lakes Estates
Spring Gardens St. Johns Highlands Sugar Mill
Sugarmill Woods Sunshine Parkway University Shores
Venetian Village Welaka Woodmere
Wootens

Wastewater:
Amelia Island Beacon Hills Buenaventura Lakes
Burnt Store Chuluota Citrus Springs
Deep Creek Deltona Lakes Fla. Central Commerce Park
Lehigh Marco Shores Marion Caks
Palm Port Palm Terrace Park Manor
Point O'Woods South Forty Spring Gardens
Sugar Mill Sugarmill Woods Sunny Hills
Sunshine Parkway Tropical Isle University Shores
Venetian Village Woodmere

Many of the facilities considered in this rate proceeding are
built-out or have no excess capacity with which to serve additional
growth without constructing additional plant. Therefore, no margin
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reserve need be considered for these facilities when calculating
used and useful plant.

b. Margin Reserve Periods

Several witnesses, including present and former DEP employees,
offered testimony in support of five, seven, and ten year periods
for calculating a margin reserve. Witnesses Harvey and Sowerby
stated that Rule 62-600.405, Florida Administrative Code, requires
the Commission to adopt a five-year margin reserve for wastewater
treatment facilities. However, after hearing their testimony, it
became apparent that these witnesses were actually advocating
reserve capacity and riot margin reserve. Reserve capacity is an
engineering design consideration that insures that a system will
have sufficient capacity to meet unexpected demands, while margin
reserve 1s an economic consideration used when determining rates
for existing customers. Mr. Harvey acknowledged that Rule 62-
600.405 does not require a reserve capacity for wastewater
treatment of any period of time. OPC witness Biddy stated that
Rule 62-600.405 merely requires utilities to submit capacity
analysis reports to DEP under various conditions and to prepare
plans for possible future expansion. We find that reserve capacity
is a legitimate capacity consideration clearly within DEP
jurigsdiction, and that margin reserve is a different consideration,
employed in ratemaking, and clearly within our jurisdiction.

SSU offered further testimony in support of margin reserve
periods greater than those we have allowed in the past. SSU
witness Hartman testified that economies of scale and threshold
facility sizing are esgential considerations in plant design. Rule
62-600.405, Florida Administrative Code, requires wastewater
utilities to plan and construct a system of sufficient capacity to
meet future demands. It "forceg" utilities to act, as present
capacity is utilized, with sufficient leadtime to put new capacity
(reserve capacity) in place when needed.

However, we are not persuaded that margin reserve periods
greater than those we have allowed in the past have been justified
by the testimony in this proceeding. The margin reserve periods we
have allowed appropriately allocate the cost burden of plant
capacity to existing and future customers of the utility. Although
we recognize that Rule 62-600.405 requires utilities to commence
planning for new capacity at an earlier time, the margin reserve
periods we have allowed in the past are effectively representative
of the construction periods for new plant, periods during which the
utilities typically incur most of the project costs. Existing
customers are not unreasonably burdened with the costs of plant
essentially beneficial only to future customers. Therefore, we
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find it appropriate to authorize in the instant proceeding a
twelve-month margin reserve for water transmission and distribution
facilities and wastewater collection facilities, and an eighteen-
month margin reserve period for source of supply and pumping, water
treatment and storage facilities, high-service pumping, and
wastewater treatment facilities.

¢. Hydraulic Analysis

SSU requested the use of hydraulic analysis to determine used
and useful distribution lines for the Citrus Springs, Marion Oaks,
Pine Ridge and Sunny Hills service areas. SSU stated that it chose
these areas because of the substantial investment in distribution
lines that would be considered non-used and useful under the lot
count method. The difference in the amount of investment in water
mains found used and useful between the lot count methodology and
the hydraulic analysis methodology for all four facilities is
approximately $6.9 million.

SSU relied principally on the common use of hydraulic analysis
for design of water transmission and distribution systems and the
need to recover invegtment in lines providing fire flows. SsuU
witness Edmunds stated that a hydraulic network is a unique
organism. Each pipe, if it were removed and placed in another
hydraulic organism, cculd function at a different capacity. OPC
witness Biddy stated that while hydraulic analysis modeling is
appropriate for design, it does not necessarily follow that it is
appropriate and applicable in economic regulation. In Mr. Biddy’s
opinion, the use of hydraulic modeling to determine used and useful
investment shifts the majority of investment recovery onto existing
customers. We agree.

We find that 8SU has not persuasively demonstrated the
necessity or appropriateness for utilizing hydraulic analysis for
distribution 1line wused and useful determinations in this
proceeding. S5U’s witnesses supported hydraulic analysis modeling
in a general sense as an engineering technique, but did not
specifically analyze and support the hydraulic analysis results for
used and useful purposes for the four service areas in question.

OPC contended that hydraulic analysis modeling is unreasonably
complex for used and useful purposes. SSU witness Edmunds agreed
that it is complicated when compared to the lot count method, but
stated that the intervenors could have determined whether SSU
conducted the hydraulic analyses properly with the help of an
expert. SSU witness Elliott, however, did not believe hydraulic
modeling to be unduly complicated. We do not find the methodology
to be unduly complicated. However, depending on how the service
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area is modeled and the number of iterations, the outputs can be
unduly burdensome for analysis.

Our principal concern is that the modeling’s outputs are
susceptible to inflation by varying inputs such as customer demands
and adding fire flows, as well as by modeling all or parts of the
transmission and distribution system. For example, SSU compared
the flows in the pipes today supplied by today’s water supply to
the flows in the pipes at build-out supplied by today’'s water
supply. The utility did not clearly explain how in a given
instance a build-out flow of 4,300 gpm achieved through modeling
could be supported by a current supply of 500 gpm. As supply is
added to a facility, the hydraulics change. Therefore, we cannot
accept the utility’s explanation that for used and useful purposes
the supply component should be separated from the transmission and
distribution component, offered by Mr. Edmunds. One component
drives the other component. The hydraulic modelling methodology
should be generically studied in order to develop guidelines that
would transform it into a methodology truly competitive with the
lot count methodology, facilitating its use generally.

A unique feature of hydraulic modeling is the ability to
incorporate fire flow demands on the transmission and distribution
system. 8SU did this by applying a 500 gpm demand at each hydrant.
The significance of this demand is clear when compared to the 0.9
gpm demand assumed for each customer connection. The lot count
methodology does not allow fire flows to be considered in this way,
and 1in this respect, significant differences are produced.
However, we are troubled that the effect of incorporating fire flow
demands through hydraulic modeling is to shift the majority of
investment to the current customers, which we would find unfair
unless the transmission and distribution system is at or
approaching build-out.

SSU witness Bliss testified that the build-ocut iterations
utilized the same demand per customer of 0.9 gpm, even though in
reality a lesser demand is appropriate. He further made the point
that this tends to understate used and useful. This may be true,
although it was not shown to be. It dcoes, however, illustrate the
model’s sensitivity to input assumptions. Mr. Elliott stated that
flows are determined more by the type of customer, personal water
consuming habits or needs, irrigation requirements, household
populations and other factors than from a simplistic determination
of lots platted versus lots connected. While hydraulic modelling
may be very useful for design, we do not find that trying to
economically distribute the hydraulic requirements of each customer
is a simple matter.




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950455-WS
PAGE 53

We are concerned with the need for calibration to test the
validity of Thydraulic analyses. When a transmission and
distribution system is modeled, it may be important to verify that
the model truly reflects the system in place in the field. Mr.
Edmunds testified that the utility performed a field calibration on
the Pine Ridge facility that confirmed the validity of the model of
the east part of the facility. With air release valves installed,
he said the utility planned to also calibrate the west part. Mr.
Edmunds stated that full calibration is expensive, ranging from
$25,000 to $60,000 for each service area.

SSU believed that the lot count methodology does not
necessarily consider those mains used for looping in the network.
We do not agree. If the looped mains also add lots to the service
territory, then those lots are taken into consideration. If those
looped mains do not add lots, the same used and useful percentage
is applied to the total investment, which does incorporate the
looped mains.

Mr. Edmunds also testified that the lot count methodoclogy does
not take intc account the entire distribution system until it
approaches build-out. He testified that it always projects under-
utilization. ©On the other hand, Marco witness Hansen asked whether
SSU would increase its line capacity to serve more customers
because the Pine Ridge transmission and distribution facility was
considered 100 percent used and useful through hydraulic modeling.
Our review of the number of lots available at Pine Ridge indicates
that would not be necessary. The lot count methodology with a one-
year margin reserve achieves 23.3 percent used and useful. Mr.
Elliott stated that Mr. Hansen's question illustrates the
distortion produced by the lot-count methodology viewed as a crude
point-in-time measuring stick instead of an evaluation of needs and
uses. We think, however, that for rate sgetting purposes, some
point-in-time determinant is essential. The gquesticon Mr. Hansen
asked underscores why we are unwilling to authorize 100 percent
used and useful on a distribution system investment of $3,485,998
in Pine Ridge when only 892 lots are projected to be connected in
1997 of the 3,828 lots available on lines.

Developers should bear the risk of investment in place and
beneficial to customers yet to come, not present customers. The
utility asserted that prudence is not at issue in this proceeding
in determining the appropriate used and useful methodology to use
on transmission and distribution and wastewater collection lines.
SSU did know the developed status at the time of purchase of each
of the four facilities here in question. Thus, we do not find it
appropriate to compensate the utility by authorizing a used and
useful methodology other than the lot count methodology.
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We do not find that hydraulic modeling is an appropriate tool
for rate setting at this time. Mr. Edmunds stated his opinion that
the methodology does not create an inequitable distribution of
costs between present and future customers in the context of a
uniform rate structure. However, he acknowledged that in the
context of a -stand-alone rate structure, there would be that
potential. As we have noted, hydraulic modeling yields some
significant benefits. One, it is commonly the basis for the design
of transmission and distribution systems. Two, it easily allows
the addition of fire flows to customer demands on transmission and
distribution. But its manipulability is at the same time a
strength and a weakness; agsumptions and input data must be
thoroughly evaluated in order to determine the wvalidity of the
analysis. We are charged with setting rates that are just,
reasonable, compensatory and not unfairly discriminatory. We find
that the lot count methodology permits us to do this at this time
more readily than does hydraulic modeling.

Our used and useful methodology has been an evolving one. We
have encouraged the development of methodolcgies superior to the
ones currently in use. However, a change of this kind must be
meticulously and comprehensively studied, and its ramifications
fully assessed, before it is adopted. When unreasonable results
are produced, as for the Pine Ridge service area, we must question
the validity of the methodology. Further, we find that there is a
direct correlation between lines installed to those lots they are
intended to serve, which is to say, water lines are usually
installed where there are lots to be served. Therefore, we reject
S8U’'s request to employ hydraulic modeling analysis to determine
used and useful transmission and distribution for the four former
Deltona service areas here in question. Rather, we find it
appropriate that the transmission and distribution systems for
Sunny Hills, Citrus Springs, Marion Oaks, and Pine Ridge be
calculated on a lots connected to lots available basis.

d. In-Place But Unconnected Mains

Both SSU and OPC agreed that any water mains constructed in
place but not connected to the existing distribution system should
be considered non-used and useful plant-in-service held for future
use. SSU witness Bliss stated that these lines should be
congidered prudently installed investment, recoverable through
AFPI, and not included in vrate base. We find these to be
appropriate considerations. Therefore, we find that S8SU’'s
investment in water mains constructed in place but not connected to
the existing distribution system shall be considered prudent but
non-usged and useful plant-in-service and not included in rate base.
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e. Fire Flow

There are two principal concerns regarding fire flows: one,
that there be fire hydrants available from which fire flows can be
provided, and, two, that requested flows actually be available.
SSU contended that if fire flow is part of the design criteria, it
must be acknowledged in the used and useful consideration. SSsU
witness Bliss stated that there has been no instance where SSU was
unable to meet a demand for fire flow, nor any instance where SSU
was unable to supply enough water to put out fires. He further
stated that the utility has been complimented for providing more
than adequate fire flows at one of the former Deltona service
areas. Mr. Bliss, however, did not directly address the
availability of fire hydrants with adequate flows.

OPC witness Biddy testified that fire flow should not be
applied to high service pumps, finished water storage or water
supply wells unless the fire fighting capability of each system is
confirmed. He stated that installing a fire hydrant does not
guarantee the required fire flow. This Commission does not test
fire hydrants nor do we in general require proof that hydrants are
functional or capable of the flows requested. We have allowed pro
forma investment in plant in order to achieve requested fire flows
when problems have been noted. See Order No. PSC-95-1376-FOF-WS.

We have reviewed the utility’s filing, comparing requested
fire flows to source of supply flows or storage available, and in
gome instances those flows do not appear available. We do not in
this proceeding examine whether requested fire flows, or any
portion of them, are indeed available at each and every fire
hydrant. However, we note that no specific fire flow problems have
come to our attenticon. The only service area whose current ability
to provide fire flow was questioned was Pine Ridge. There, the
total well capacity is 1,150 gpm while the requested fire flows are
1,500 gpm, and there iz no storage. Mr. Blisg believed that the
utility nevertheless could obtain those flows.

SSU contended that its requested allowances for fire flows are
consistent with Commission precedent. We allowed fire flows in
SSU’'s last rate proceeding, and the most recent Lehigh and Marco
Island rate proceedings, SSU witness Hartman acknowledged that
there should be some means of actually providing fire flows in
order for the utility to receive the requested used and useful
allowance.

S8U witness Terrero stated that an allowance for fire flows
should be included in used and useful determinations even if
hydrants have not been installed, if the design of the sgystem
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included fire flows. He further stated that existing used and
useful rules do not encourage a utility to provide the excess
capacity required for fire flow since it 1s not known when fire
hydrants will be added to the distribution system. However, we
have rejected hydraulic modeling for purposes of determining used
and useful for transmission and distribution systems, and fire
flows cannot be specifically considered in the 1lot count
methodology we have approved.

Mr. Biddy proposed allowing fire flows only for the seven
gservice areas for which SSU supplied test records. Mr. Terrero
stated that some small facilities either without storage or with
inadequate storage can provide fire flows, such as Point O’Woods
and Fox Run. We concur. Indeed, we allow requested fire flows
where fire hydrants exist in the service area. We include fire
flows in the demands for source of supply and water treatment plant
for those facilities without storage, and in storage and high
service pumping for those facilities with storage. Because high
service pumps are designed to handle maximum day demands plus fire
flow or peak hourly demands, whichever is greater, we authorize the
higher of the two used and useful percentages resulting from these
criteria. For this, we rely, as did Mr. Biddy, in part on AWWA
Manual M31, which states: "Desigan flow should be based on the peak
hourly demand or the peak daily demand plus the fire flow
requirement, whichever is greater."

In summary, we find it appropriate to include fire flows in
calculating used and useful for certain components, when fire flows
are requested and required, and some means exists for actually
providing fire flows. We will include fire flows in source of
supply and water treatment plant for service areas without storage
and in storage and high service pumping for service areas with
storage. Further, we will include fire flows for high service
pumping only with maximum day demands, not with peak hour demands.
We find that peak hour demand encompasses fire flow.

f. Maximum Day Flow

It has been our practice to use the average of the usages of
the five highest-usage days in the maximum-usage month to determine
the highest demand on water plant components. By averaging in this
way, the effects of spiking anomalies such as line breaks,
extensive flushing, or other unusual usages are minimized. In this
proceeding, we have departed from this practice and approve the use
of a singular maximum day flow to reflect the highest demand on
water plant components.
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In OPC’s view, the single maximum day flow may include
undetected or unrecorded leaks, flushing and unusual usage, in
addition to allowable unaccounted-for-water. Therefore, OPC
supported the use of the average of the five highest days in the
maximum month, as has been our practice. However, SSU contended
that the singular maximum day, with known anomalies such as main
breaks, line flushing, and major leaks excluded, should be used to
calculate used and useful for all water plant components, except
storage. In addition, it proposed eight hours of the singular
maximum day demand as peak hour demand for calculating storage.

SSU witness Hartman stated the single maximum day is used as
the basis for designing water facilities. He noted that Rule 62-
555.330, Florida Administrative Code, incorporates by reference
gsections of Ten Stateg’ Standards and the Water Treatment Plant
Design Manual that require that criterion, and that, in his
opinion, it is the correct criterion to be applied. He further
stated that various components of the water delivery system are
subjected to different demands, pointing out that storage and high
gservice pumping must meet peak hour demands while other compcnents
need to meet maximum day demands.

Upon consideration, we find it appropriate in this proceeding
to use a singular maximum day demand, exclusive of any abnormal
events such as fire flows and line breaks, when calculating used
and useful for water plant components. The utility has correctly
purged the analysis of abnormal events. Until now, we have not
used a singular maximum day demand, because it could have reflected
an abnormal event. Eee Order No. PSC-93-1070-FOF-WS. We have
opted for this method because of its leveling effect, which Mr.
Hartman recognized. Furthermore, we find it appropriate to approve
peak hour demand for calculating storage used and useful as eight
hours of the gingular maximum day demand.

g. Firm Reliable Capacity

Firm reliable capacity is the total capacity of supply wells,
high service pumps, filters, or other treatment plant facilities
with the largest unit out o©of service for routine maintenance or
emergency repair. With multiple wells, two of the largest wells

need to be considered unavailable. When units are removed for
purposes of calculating used and useful, higher used and useful
percentages result. However, with only one component, that

component is considered 100 percent used and useful.

SSU pointed out that in its last rate case, Docket No. 920199-
WS, we calculated used and useful on the basils of firm reliable
capacities. We have more typically in past cases simply calculated
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used and useful for water plant as a whole, with lines calculated
geparately. In those caseg, firm reliable capacity was not an
appropriate consideration. However, in this proceeding, we find it
appropriate to address used and useful on a components basis.

Removing the largest unit or units is conservative in terms of
gafety. It enables the utility to determine whether under those
circumstances it can meet demand. OPC witness Biddy testified that
a design engineer should be conservative, building every recognized
gafety factor into all engineering designs. However, he contended
that it is not economically feasible to use firm reliable capacity
on more than one component, where the word component is broadly
used to mean source of supply, pumping, or treatment. Thus, if OPC
were to apply firm reliable capacity to wells, for example, it
would not apply firm reliable capacity at the same time to high
service pumping, reasoning that it would be unlikely that two such
compenents would be scheduled for service or would break down at
the same time. However, SSU witness Terrero stated that mechanical
equipment will fail at the worst possible time and this cannot be
limited to one component, of whatever sort.

Rule 62-555.315(1), Florida Administrative Code, requires a
back-up well for 150 or more connections. Therefore, removing the
largest well from wused and useful considerations would be
appropriate. The AWWA Manual M-31 states: "The reliability of a
water supply system is dependent on the reliability of all the
system components within that system." We find that the use of
firm reliable capacities in the used and useful calculations for
wells, high service pumps, and water treatment components is
appropriate, because it provides utilities with an economic
incentive to construct redundancy consistent with safety standards.

Mr. Biddy also stated that when a facility only has wells and
no storage or high service pumps, the use of firm reliable capacity
is appropriate. However, when storage or high service pumps are
available, he stated that firm reliable capacity for wells is not
applicable. For this, he relied on Recommended Standards for Water
Works, which requires that the groundwater source shall equal or
exceed maximum day demand and equal or exceed average day demand
with the largest producing well out of service.

OPC’'s concerns are valid. However, we find that by
recognizing firm reliable capacities for wells, water treatment
compeonents, and high service pumping, we are appropriately
encouraging utilities to provide safe, efficient, and sufficient
gervice in accordance with Section 367.111{1) (2), Florida Statutes.
Therefore, we reject OPC’s approach to firm reliable capacity and
authorize the use of firm reliable capacity in each of the
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calculations of used and useful for source of supply, high service
pumping, and water treatment components.

h. Emergency Storage

Emergency storage is defined in AWWA Manual M-32 as follows:
"Emergency storage provides water during emergency situations, such
as pipeline failures, major trunk main failures, equipment failures
(such as high service or booster pumps), electrical-power outages,
water treatment facility failures, raw-water supply contamination,
or natural disasters." The amount of emergency storage is an
owner’s choice, based on risk and desired degree of system
dependability. SSU requested emergency storage only for its larger
gervice areas, i.e., 1.0 mgd or Jgreater, We find that it is
réasonable to have emergency storage for the large service areas,
above and beyond equalization storage to meet peak demands and
storage for fire flow. The larger the customer base and the
service area, the more the potential for mechanical problems and
the lesser the economic burden on the customers. However, we note
that emergency storage results in increased used and useful for
storage investment.

SSU underscored its view that emergency storage was necessary
by pointing to its use during the last hurricane on Marco Island
and in fighting a recent forest fire at one of the former Deltona
gsites. S8SU witness Hartman explained that fire flow storage, in
addition to emergency storage, is designed for use on residential
or commercial fires. SSU witness Terrero stated that emergency
storage was used when a water main supplying raw water to the Marco
Island lime softening plant broke. Lastly, SSU pointed out that in
Lehigh’s rate case, Docket No. 911188-WS, we recognized emergency
storage in calculating used and useful. Lehigh is one of S8SSU’s
large service areas, and therefore, 88U's request in this
proceeding is consistent with the allowance of emergency storage in
the Lehigh proceeding.

OPC witness Biddy contended that emergency storage for any
facility should not be allowed if it were not included in the
original design criteria. Moreover, he stated that emergency
storage is not a design criterion in Recommended Standards for
Water Works, and that it is seldom included in designs because of
cost. However, we note that there are tremendous ecconomies of
scale associated with ground storage tanks.

Upon consideraticon, we find it appropriate to approve S8SU’'s
request for recognition of an allowance for emergency storage of
eight hours of average annual daily flow for its large service
areas, namely, Amelia Island, Beacon Hills, Buenaventura Lakes,
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Burnt Store, Citrus Springs, Deltona Lakes, Lehigh, Marco Island,
Marco Shores, Marion Oaks, Sugarmill Woods, University Shores, and
Woodmere. Although Burnt Store and Marco Shores do not meet the
criteria of 1 mgd, we find that these service areas nconetheless
have a need for emergency storage. Burnt Store 1is a reverse
osmosis plant with complex water treatment and emergency storage
would benefit the customers. Marco Shores is entirely dependent
upon Marco Island for its raw water, and therefore emergency
storage 1is also reasonable for this facility. S8U requested
emergency storage for Chuluota, Sugar Mill, and Sunshine Parkway,
but we find these service areas neither meet the size criterion nor
present other justification for emergency storage. The emergency
storage allowance is applied ags a factor in the numerator in the
used and useful calculation for storage for large facilities.

i. Peaking Factor

One of the purposes of storage is to meet peak demands. 1If a
utility records ite flows from storage on a diurnal basis, then the
data to determine peak demands can be cbtained. In the absence of
such data, as with S8SSU, peak demands must be estimated. AWWA
Manual M-32 permits peak demands to be estimated by applying an
appropriate peaking factor to the maximum day demand.

OPC witness Biddy noted that AWWA Manual M-32 recognizes a
range of peaking factors to be applied to maximum day demands, and
urged the minimum of the range, which is 1.3. 88U contended that
a peaking factor of 2.0, the range maximum, reflects reality and
sound engineering design. Mr. Biddy acknowledged that for a
facility serving approximately 10,000 people he had used a peaking
factor of 2.0. 88U witness Hartman stated that in general the
smaller the system, the larger the peaking factor needed. He noted
that Melrose, which he considered to be very similar to 88U
facilities, had a peaking factor of 2.9. He agreed that the peak
demand could be determined on a plant-by-plant basis and then
averaged, but he did not support that approach.

We do not find that S8SU’s filing in any case permits the
apprcach advocated by Mr. Biddy, because it contains only data
recorded approximately once every 24 hours, that is, daily, not
instantaneous, demand. We instead approve the use of a peaking
factor of 2.0 applied to the maximum day demand of each of S8U’'s
service areas to determine peak hour demands.

j. Dead Storage Allowance

Dead storage is that capacity of a ground storage tank which
is not drained out during normal use, since the centerline of the
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pumping unit is above the bottom of the tank. Dead storage is not
considered in elevated storage tanks since the pumps or drains can
be placed at the lowest part of the tank. OPC witness Biddy
testified that the minimum operating level of ground storage tanks
should be determinable from as-built drawings. He did not examine
as-built drawings or other relevant data, and, therefore, made no

dead storage allowance in his used and useful calculations. 88U
witness Hartman pointed out that as-built drawings are not always
reliable for dead storage determination. Dead storage 1s a

function of the net positive suction head (NPSH) of the installed
pumps and if one changes a pump, the NPSH and the dead storage will
change. Mr. Biddy acknowledged that the NPSH may affect the
storage capacity of ground storage tanks.

We have recognized dead storage as a consideration when
calculating ground storage tank capacity. The DEP recognizes dead
storage when issuing permits. Mr. Hartman conceded that not all
ground storage tanks have 10 percent dead storage, but offered that
it was a useful average. We find it appropriate to approve an
allowance of 10 percent of storage capacity as dead storage when
calculating the used and useful capacity of ground storage tanks,
but no such allowance when evaluating elevated storage tanks.

k. High Service Pumping Peak Demand

Only SSU’s water plants that have finished water storage,
exclusive of hydropneumatic tanks, have high service pumps. SSU
contended that plantg for which it requested fire flow peak demand
should be peak hour plus fire flow for plants with less than 1 mgd
capacity, and maximum day demand plus fire flow for plants with
more than 1 mgd capacity. Where no fire flow was requested, SSU
contended that peak demand should be peak hour demand.

S8U described its formula for high service pump used and
useful calculations as comparing the maximum day demand, projected
for growth, with the addition of fire flow, to the firm reliable
pump capacity, without mention of a peaking factor. However, we
note it applied a peaking factor in its calculations. The utility
relied upon Rule 62-555.320, Florida Administrative Code, which, in
pertinent part, provides that:

High service pumping and distribution facilities shall be
designed to provide maximum hourly system demand without
either development of a distribution pressure lower than
20 psi or other health hazards. Elevated storage with
appropriate hydraulic characteristics may be combined
with service pumping units or distribution components to
meet this system demand.
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This rule does not appear to require the utility’s approach, that
is, that peak demand be determined as peak hour demand plus fire
flows. Moreover, we note that SSU has only two facilities with
elevated storage.

SSU calculated peak hour demand as two times the maximum day
demand and added to this the required fire flow to determine the
total demand made upon high service pumps. Further, the utility
used the firm reliable capacity of these pumps in its calculations.
SSU’'s approach, the result of which is higher used and useful
determinations, is very conservative in terms of safety. Although
we allowed the utility to use peak hour demands plus fire flow in
Docket No. 920199-WS, we are now persuaded that that was not an
optimal approach.

In OPC’s view, high service pumps are normally designed to
handle maximum daily flows and any demands beyond maximum daily
flows should be met by distribution storage tanks. We note,
however, that since only those SSU service areas with storage have
high service pumps, the demands on the high service pumps will
include maximum daily flow and fire flows, when needed. OPC
witness Biddy stated that without elevated storage, high service
pumps need to operate in a higher and wider range of pumping head,
which results in higher capital costs and 1less operating
efficiency. However, OPC recognized that the use of maximum day
demand plus fire flow or, when fire flow is not incorporated in the
design of a facility, peak hour demand, is appropriate for
calculating used and useful for high service pumps.

SSU witness Hartman testified that in small service areas
gsmall pumps are used to meet peak flows and that a single fire
rated pump may be used for fire flow requirements. Mr. Hartman
alsc asserted that "when distribution storage is not available and
fire flow service is available, the standard design condition
according to the Insurance Services Office in Jacksonville, many of
the county codes, city codes and related standards, is the single
maximum day plus fire flows or peak hourly demand whichever is
greater." We agree with this, even when storage is available. Mr.
Biddy stated that "[i]f fire flows are provided by distribution
storage, no fire flow should be included in high service pump used
and useful calculations." AWWA Manual M-32 provides that:
"According to the Insurance Services Office, fire-flow demands
should be superimposed on the average demand of the maximum day."
Further, AWWA Manual M-31, following a discussion of rates of water
use, provideg that: "Design flow should be based on the peak
hourly demand or the peak daily demand plus the fire flow
requirement, whichever is greater."
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Thus, we conclude that in determining used and useful for high
service pumps, the peak demand to be used is the greater of the
maximum day demand plus fire flows or the peak hour demand.

1. Facility TLands, Hydropneumatic Tanks, and Auxiliary Power

SSU witness Terrero stated that hydropneumatic tanks should be
100 percent used and useful because they are installed for surge
suppression. He further stated that standby power is required by
regulatory agencies and that the power equipment is designed to
provide the least amount of power required to meet the needs of
each plant. SSU witness Hartman stated that to consider facility
lands, hydropneumatic tanks and auxiliary power to be anything less
than 100 percent used and useful would result in significantly more
expense to existing customers because a phasing-in process would be
required by that method. In OPC’'s view, 100 percent used and
useful percentages should not be applied to facility lands,
hydropneumatic tanks or auxiliary power, unless justified through
analysis.

We find that in those situations where a utility has clearly
oversized land, analysis should ke conducted, but we do not find
this to be the case in any situation in this proceeding. On the
other hand, we find that hydropneumatic tanks and auxiliary power
need not be analyzed in order to determine used and useful. They
are often unavailable in capacities consistent with immediate
demand, and, moreover, though perhaps initially oversized, they are
often later transferred temporarily or permanently to other plants
where they may be more consistent with demands. Thus, we find it
appropriate that in this proceeding, 8SU’s facility 1land,
hydropneumatic tanks, and auxiliary power shall be considered 100
percent used and useful.

m. Wastewater Treatment Plant and Effluent Digposal Flows

SSU witness Hartman testified that most if not all
calculations for wastewater treatment plants are based on the
maximum month utilization, meaning the average of the days of the
maximum month. The Ten States Standards also states that the
degign maximum day flow shall be used as a basis for design for
sewers, l1lift stations, wastewater treatment plants, treatment units
and other wastewater handling facilities. Where the utility’s DEP
operating permits for wastewater treatment plants show the flow
upon which the capacity is based, we find that that flow should be
used in used and useful calculations. This is the case for Beacon
Hills, Buenaventura Lakes, Citrus Park, Holiday Haven, Jungle Den,
Leisure Lakes, Marco Island and Marco Shores, whose permits specify
annual average daily flows.
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It has been our practice to rely on flow data in the most
recent DEP operating permit to calculate wused and useful
percentages. Therefore, we find it appropriate to continue with
the use of the flow upon which the DEP operating permit is based as
the appropriate flow for used and useful purposes for wastewater
treatment plant and effluent disposal. We note that the most
recently-issued DEP operating permits contain information
describing the flows upon which operating capacity is based.
However, when such information is not available, we conclude that
average daily flow in the maximum month, contained in the monthly
operating reports submitted to the DEP, shall be used.

n. Iron filtraticn

The parties are in agreement that iron filtration equipment
should be considered a water treatment component for used and
useful purposes. We find it appropriate to authorize used and
useful plant for 88U's service areas employing iron filtration
equipment as 56.78 percent for Apache Shores, and 100 percent for
Crystal River, Fox Run, Gospel Island, Lakeside, Palms Mobile Home
Park, and Point O'Woods.

We have based calculations for all water treatment facilities
on the maximum day demand, adjusted for growth, minus unaccounted
for water, divided by the firm reliable capacity. Thus, we find it
appropriate to treat iron filtration equipment as water treatment
plant, and to determine the used and useful percentage for such
equipment in the same manner as other water treatment plant on a
service area by service area Dbasis. Further, we find it
appropriate that those service areas with iron filtration equipment
have a separate used and useful percentage calculated as water
treatment equipment, consistent with used and useful treatment for
other water treatment processes such as reverse osmosis and lime
softening facilities. We note that because the utility did not
request separate consideration for source of supply and treatment,
the used and useful percentage we authorize for Crystal River is
greater than the utility’s request.

©. Transmission, Digtribution and Collection Lines

88U proposed a methodology for calculating ERCs for
determining used and useful on mains based upon a lots connected to
lots available comparison that entails taking the average number of
ERCs, multiplying it by the "ratio of customers" to ERCs, adding
margin reserve, and then dividing this total by the number of lots
with lines in front of them. To obtain the "ratioc of customersg,"
the utility compared the historical number of meters in service to
the historical number of ERCs, yielding a ratio of lots (meters) to
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ERCs. This ratio was then applied to the projected number of ERCs
to yield a projected "number of lots" (meters) connected to the
mains. This methodology was advanced by the utility apparently to
be applied when the actual number of connected lots is not known or
cannot be determined except by unreasonably laborious methods.

Nevertheless, SSU contended that it should be allowed the used
and useful percentages authorized in the last rate proceeding for
lines; and for the four Deltona facilities, those used and useful
percentages achieved through hydraulic analysis. In OPC’s view, in
order to compare "app.les with apples," the actual connected lots
should be compared to the actual lots available. As we discuss
fully below, we find it appropriate to authorize for use in this
proceeding the "converted-ERCs" methodology, advanced by SSU in
this proceeding, to determine the used and useful percentages for
the utility’s investment in mains, lacking as we do the actual
number of connected lots.

In Docket No. 920199-WS, we approved a methodology proposed by
SSU that compared unconverted ERCs with lots available. In many
instances, that methodology resulted in the '"number of lots"
connected for SSU’s facilities in excess of the actual number of
lots available, thereby achieving a used and useful percentage
greater than 100 percent. The potential mismatching effect of the
unconverted ERCs methodology is graphic if one considers that a
three inch meter is equivalent to 15 ERCs, giving a result, under
that methodology, of 1,500 percent wused and useful. SsuU
acknowledged that the methodology it proposed in this proceeding is
a better one than that applied in Docket No. 920199-WS.

Using 8SU’s proposed 1lots connected to lots available
methodology would result in many cases in a significantly lower
used and useful percentage than that allowed in the utility’s last
rate case. For example, the used and useful percentage for mains
at Druid Hills was 100 percent in Docket No. 920199-WS, but is
73.33 percent applying the proposed methodology. However, the
utility did not agree that the difference was sgignificant. 88U
requested 100 percent used and useful plant for Druid Hills again
in this proceeding because it was authorized in the last rate
proceeding and no less of a system could provide the service to the
Druid Hills customers. Furthermore, the utility noted that the
100% used and useful percentage requested for Druid Hills was based
on customer density, pipe size and system layout. Indeed, SSU
bagsed its used and useful percentage zregquests for several
facilities on "customer density." In our view, a "customer
dengity" basis requires careful examination. When a wutility
requests 100% used and useful on lines because of customer density,
pipe sizes, and system layout, it is saying that the utility could
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not have installed fewer or smaller diameter lines to serve its
entire customer base, and that the customers are located so close
to one another as to create a high density. The problem with this
analysis is that it is very subjective, while the lot count
methodology is not.

Another problem encountered in determining the appropriate
methodology for determining used and useful percentages on mains
becomes apparent when considering Marco Island’s transmission and
distribution facilities. That facility’s transmission and
distribution maing have been considered 100 percent used and useful
at least since May 26, 1987, See Order No. PSC-93-1070-FOF-WS.
Yet, the utility even then projected water growth of 200 ERCs per
year. With the lot count methodology we approve in this case, the
used and useful percentage for mains is calculated as 44.1 percent.

SSU stated that the focus of a proper used and useful analysis
is the extent to which prudent investment is used and useful to
existing customers, and argued that the prudence of SSU’'s
investment in lines it now owne and maintains is not at issue in
this proceeding. It is of course true that investment may be
prudent, but not wused and wuseful, and recoverable through
mechanisms other than through return on rate base. We find that it
is a threshold questicon whether SSU’s investments in the lines it
now owne and maintains were prudent when made. In Order No. 22307,
which approved Topeka Group, Inc.‘s transfer of majority
organizational control of Deltona Corporation’s utility
subsidiaries, issued December 12, 1989, we found that 1if an
extension of service to a Deltona lot purchaser in accordance with
the offering statements would result in an imprudent investment,
either Deltona or Topeka would be liable for up-front costs. Thus,
for the former Deltona service areas, we may appropriately
determine whether lines installed in those service areas since the
transfer to Topeka have been prudent investments, subject to used
and useful analysis.

To illustrate how a utility should be allowed to earn a return
on its minimum required investment, SSU witness Hartman used an
example of an eight-inch diameter sewer lateral compared to a ten-
inch diameter sewer lateral, where the lateral serves one customer,
and the eight-inch diameter pipe is the minimum needed to meet
regulatory reguirements. Noting that the capacity difference
between the two pipes is 60 percent, he concluded that under used
and useful analysis, the utility would be permitted to recover 60
percent of the cost of the ten-inch diameter pipe installed, an
amount a great deal less than the installed cost of the eight inch
diameter pipe. We find the example is misleading because we do not
congider the capacities of mains with the lot count methodology.
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We understand that it may cost more to install ten-inch diameter
mains than eight-inch diameter mains. However, the used and useful
percentage calculated by the lot count method is applied to the
total investment, regardless of main diameters.

Mr. Hartman applied the same example to support the utility’s
threshold plant theory. If the utility installs the ten-inch
diameter pipe, then, he contended, only the actual cost
differential should be at risk. While we could agree with this,
the utility would be required to submit data describing both the
regulatory investment and the investment undertaken.

In OPC’'s view, the lot count method allocates the water main
costs fairly to all customers. Further, OPC witness Biddy stated
that the lot count method doeg not fail to recognize the costs to
accommodate fire flow and looped lines, because it allocates the
total costs through used and useful percentages. We do not through
the lot count methodology "penalize" the utility for installing
larger diameter mains to meet fire flows. Thus, we find that the
appropriate methodology to use for determining used and useful
percentages for transmission, distribution and collection lines is
to compare lots connected to lots available. To continue to allow
the comparison of ERCs connected to lots available methodology
would invite skewed uged and useful percentages.

p. Reuse Components

Two statutory provisions specifically concern the ratemaking
treatment of reuse facilities. Section 367.0817(3) states that:

Al]l prudent costs of a reuse project shall be
recovered in rates. The legislature finds
that reuse benefits water, wastewater and
reuse custowmers. The commission shall allow a
utility to recover the costs of a reuse
project from the utility’s water, wastewater,
or reuse customers or any combination thereof
as deemed appropriate by the commission.
(Emphasis added)

Section 403.064, Florida Statutes, sets forth DEP’'s purview
over reuse projects. Subsection (10) however, specifically directs
that this Commission:

shall allow entities under its jurisdiction
which conduct studies or implement reuse
projects, including but not limited to, any
study required by subsection (2) or facilities
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used for reliability purposes for a reclaimed
water reuse system, to recover the full,
prudently incurred cost of such studies and
facilities through their rate structure.
(Emphasis added)

88U contended that the "clear intent of these laws is to
encourage utilities to construct reuse facilities by ensuring that
the full costs of such facilities will be recovered through rates."
SSU witnesses Hartman and Harvey both testified that they construed
Sections 367.0817 and 403.064 as mandating 100 percent used and

useful for reuse facilities. Representatives of DEP and water
management districts further testified that 100 percent recovery
was intended. SSU contended that if we do not consider reuse

facilities to be 100 percent used and useful, such a decision would
create a disincentive to implement reuse, and would run contrary to
the memorandum of understanding (MOU) between the Commission and
DEP, and the intent of the DEP’s representatives.

OPC, Nassau Associations and Marco contended that reuse
facilities should only be considered 100 percent used and useful 1f
the construction of the facilities is prudent, and if the
facilities are specifically designed and used for effluent
purposes. OPC further argued that existing customers should not
pay for future customers, and that although reuse is encouraged by
state agencies, all reuse facilities should not automatically be
considered 100 percent used and useful.

We have reviewed the record, the arguments made by the
parties, and relevant case law. We find that SSU’s interpretation
of the statutory language is incorrect. This Commission is not
required to treat reuse facilities as 100 percent used and useful
for the purpose of ratemaking.

The primary consideration is the statutory language itself.
This Commission is charged with interpreting its own statutory
provisionsg, and will not be overturned by a reviewing body unless
clearly erronecus. Nagsgau Power Corp. v. Deason, 641 So.2d 396,
398 {(Fla. 1984), and PW _Ventures, Inc. v. Nichols 533 So.2d 281,
283 (Fla. 1988). Whether a used and useful calculation should rely
strictly upon engineering matters, or should address other factors
is a policy consideration for which this Commission has been

accorded particular responsibility. Citizens v. Florida Public
Service Comm’n, 488 8So.2d 112, 114 (Fla. 1st DCA 1986). See
generally McDonald v. Department of Banking and Fin., 346 So.2d 569
(Fla. 1=t DCA 1977). As the MOU cited by SSU acknowledges, each

agency is responsible for particular activities, and has agreed to
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adopt and implement necessary policies. It is within our purview
to exercise our ratemaking function.

The statute at issue permits recovery through rates, and does
not indicate any direction at all as to rate base or other
ratemaking considerations. The term "used and useful" is not
mentioned in that statute or in Section 403.064, Florida Statutes.
It is found instead in Section 367.081(2) (a), Florida Statutes,
which addresses the procedure for ratemaking. S8SU’s argument
constructs an entirely different meaning -- 100 percent used and
useful -- to the term "all prudent costs... recovered in rates.'
"All prudent costs" does not equate to all costs, regardless of
used and useful or other ratemaking considerations.

Moreover, the prudency of a cost is a different consideration
from the determination of which property is used and useful. To
interpret "all prudent costs" as signifying the entire cost without
considering other fundamental ratemaking considerations such as
used and useful, CIAC, AFPI, or Plant Held for Future Use or other
appropriate adjustments would remove our discretion and review of
reuse projects outside of prudency.

The determination that costs incurred were in fact prudent
still does not necessarily equate to a finding that the facilities
are 100 percent used and useful. Section 403.064 permits a utility
to recover the prudent cost of reuse faclilities through rate
structure. In determining what the appropriate structure would be,
the Commission must alsc consider AFPI and Plant Held for Future
Use, which are methods of recovering prudent investment from future
customerg when those investments, while prudent, are not used and
useful for current customers. Rule 25-30.434(1), Florida
Administrative Code, defines AFPI as "a mechanism which allows a
utility the opportunity to earn a fair rate of return on prudently
constructed plant held for future use from the future customers to
be served by that plant in the form a charge paid by those
customers." AFPI charges are calculated, in part, by addressing
the dollar amount of the non-used and useful plant and the
accumulated depreciation. While one witness acknowledged that AFPI
is available to permit a utility to recover carrying costs, SSU’s
witnesses on the subject of reuse primarily focused on used and
ugseful as a mechanism for recovering the cost of reuse. They did
not address any other mechanisms.

It is within our purview to interpret these statutes. We find
that Sections 367.0817 and 403.064 do not require reuse facilities
to be consgidered 100 percent used and useful. This conclusion is
based upon principles of statutory interpretation, and the fact
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that costs may be recovered through rate mechanisms other than a
used and useful calculation.

Because we have determined that reuse facilities shall not be
automatically considered 100 percent used and useful, we next
address which components are reuse, and what their treatment should
be in rate base. SSU included several wastewater plant components
that it believed to be considered reuse. With rare exception, all
the items listed by 8SU are considered to be standard for all
wastewater treatment plants and are included in the 1990 edition of
the Recommended Standards for Wastewater Facilities.

Dr. David York, P.E., Reuse Coordinator for the Bureau of
Wastewater Facilities at DEP, defined reuse as "the deliberate
application of reclaimed water in concert with the department, as
well as water management district rules, for a beneficial purpose"
as contained in Chapter 62-610, Florida Administrative Code,
Section 200. Dr. York agreed that Chapter 367, Florida Statutes,
states that the utilities are to recover the full prudently
incurred cost of such facilities as a condition to allowing
recovery in rates.

SSU witness Mark Farrell, Assistant Executive Director of
SWFWMD, testified that ensuring adequate water supplies is central
to the mission of Florida’'s water management districts. Mr.
Farrell testified that, among other things, reuse of reclaimed
water is an integral component of meeting the state’s future water
demands. He testified that the MOU between this Commission and
Florida’'s five Water Management Districts indicate the common
objective of fostering conservation and reducing the withdrawal of
ground and surface water. Dr. York also testified to the need to
reduce the demand on water resources.

Utilities are permitted to recover prudently invested costs
involved with reuse of reclaimed water, as charged by Section
367.0817, Florida Statutes. We have difficulty accepting some of
the components identified as reuse by the utility’s witnesses, such
as, percolation/evaporation ponds and deep injection wells. Dr.
York stated that the single pond system that is always wet has been
specifically excluded from the definition of reuse. We do not see
the logic that one percolation pond is effluent disposal and more
than one is reuse simply because the aquifer is charged. Dr. York
testified to the depletion of water resources despite the use of
percolation ponds in several areas of the sgtate, and that
percolation ponds do not contribute to a customer reduction in
demand for water.
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Witness Hartman testified that if a pond is used for effluent
disposal only, it is not reuse. SSU witness Denny testified that
a wastewater treatment plant with one percolation pond will not

cause a customer reduction in demand on the water source. He
further testified that two or more would not contribute to a
customer reduction in demand for water. Applying Dr. York's

standard, the percolation ponds do not have a beneficial purpose.
For example, the Marco Island percolation ponds provide backup for
the irrigation system and injection well. There are no facilities
available to pump the effluent from these ponds. Mr. Denny
testified that holding ponds are completely different from
percolation and evaporation ponds. He further testified that a
holding pond cannot be utilized as a percolation pond, and that
percolation ponds do not contribute to customer reduction of demand
for water.

Deep injection wells are for effluent disposal only, because
there is no way of retrieving the effluent to reuse it. The
effluent does not recharge the aquifers because it is deposited far
below their level. Dr. York stated that this type of deep well
injects into a subsurface formation, rendering the water unusable
due to saline and in essence eliminating it from the hydrologic
cycle. The primary reason for encouraging reuse of reclaimed water
ig to reduce the demand for water from available water resources
and that percolation ponds and deep injection wells do not
contribute to reduction of customer demand for water. In fact,
testimony demonstrated that injection wells exacerbate the water
supply problem by eliminating water from the hydrologic system by
pumping it into salt water and rendering it unusable. We find that
anything that does not encourage reduction of demand or
congervation will not be considered reuse. Moreover, many of the
components used for reuse are standard to all wastewater treatment
plants.From this perspective, percolation and evaporation ponds and
deep well injection shall be eliminated from reuse consideration.

The determination of used and useful for reuse facilities must
be considered on a case by case basis. The approved used and
ugeful calculations for reuse facilities were derived from total
facility calculations and are contained in Attachment B of this
Order.

g. Plant-Specific Used and Useful Findings

Buenaventura Lakes Wetlands. According to Buenaventura Lakes’
present domestic wastewater facility permit, the three-celled, 169-
acre wetlands reuse system is permitted at .100 mgd. It is
required to hold emergency discharge from the rapid exfiltration
basins (REBs), storage during wet weather, and reuse water for
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wetlands enhancement to maintain a productive wildlife habitat.
The overall permitted disposal capacity of 1.930 mgd for the
wastewater treatment facility includes the REBs at 1.330 mgd, the
golf course at .500 mgd, and the wetlands system at .100 mgd.

SSU contended that no non-used and useful adjustment should be
made because the wetlands are required by permit as backup for
Buenaventura Lakes’ effluent disposal. SSU witness Terrero stated
that the wetlands are an important part of the effluent disposal
facilities for the wastewater treatment plant. The disposal
capacity of the wetlands has been determined on the basis of an
evaluation of several years of operating data. Mr. Terrero stated
that without the wetlands as a source of overflow disposal, the
environment and public health could be adversely affected because
SSU would have no other source available for disposal.

OPC contended that the Buenaventura Lakes rate base should be
reduced by $1,019,119, with a depreciation expense reduction of
$15,707. OPC asserted that the majority of the wetlands is not in
use, and that SSU knew of the non-used and useful nature of the
wetlands when it purchased Buenaventura Lakes. OPC witness Kim
Dismukes testified that the 130 acres of the upper wetlands has not
been used since 1989. However, she acknowledged that the 169-acre
wetlands was part of the overall effluent disposal capacity for
this service area.

We are not persuaded by OPC’s proposed rate base and expense
adjustments. We further find that the wetlands are entirely
included as part of the permitted effluent disposal capacity for
the Buenaventura Lakes wastewater treatment facility. It has been
demonstrated to our satisfaction that the wetlands are a necessary
part of Buenaventura Lakes’ disposal capacity. That
notwithstanding, we find that Buenaventura Lakes’ effluent disposal
used and useful is 82.87 percent.

Burnt Store Water Plant Capacity. In its initial filing, SSU
indicated a water capacity of 333 gpm. SSU witness Terrero first
testified that he considered each of two membrane skids to have a
capacity of 190 gpm, resulting in a total capacity of 380 gpm, but
later revised his testimony to 367 gpm with 10 percent of that
deleted for maintenance procedures, resulting in a net capacity of
333 gpm. Mr. Terrero based this reduction for maintenance
procedures on experience, but did not provide any other
justification. OPC witness Biddy calculated the capacity as 378.6
gpm, rounding up to 380 gpm. Upon consideration of the record, we
are persuaded by Mr. Biddy’s calculation and find the appropriate
capacity of the Burnt Store water plant to be 378 gpm.
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Lehigh Non-Used and Useful Lines. In 1992, Lehigh Utilities,
Inc. (hereinafter referred to as SSU or utility) and LAC executed
a developers agreement which detailed the construction of water and
wastewater facilities that would be used to serve customers in
Lehigh Acres. Under the agreement, LAC would construct utility
assets, advance those assets to the utility, and subsequently be
reimbursed by the utility as customers connect to the system. In
1994, the terms of the agreement were enhanced, resulting in a
modified developers agreement, pursuant to modified escrow
agreements with the states of Michigan and New York, wherein LAC is
permitted to withdraw escrowed funds to construct utility assets in

the Lehigh service area. Accoxrding to the terms of the new
agreement, SSU will now record those assets constructed by LAC with
an offsgetting refundable advance to LAC. Asgs future customers

connect, SSU reimburses LAC for the connection charges.

We note that we have referred to LAC as the party that
constructed the non-used and useful 1lines. In fact, Lehigh
Corporation (referred to as Lehigh throughout this Order) is the
developer that constructed the lines. Lehigh is a wholly owned
gsubsidiary of LAC. To remain consistent with the testimony
provided, we utilized the "LAC" acronym throughout the discussion
of this topic, keeping in mind that the entity that constructed the
lines is actually Lehigh Corporation.

Utility witness Judith Kimball addressed S8SU’s adjustment to
UPIS for the cost of constructing lines in the Lehigh water and
wagstewater service areas. Ms. Kimball explained that the
associlated advances from LAC were reflected in the MFRs. The value
of constructed facilities was not included in the 1995 and 1996
capital budgets of 88U because they are not S8SU-funded projects.
Therefore, the utility made an adjustment to UPIS to offset the
advances for construction shown in rate base for the same pericd or
year.

A review of the rate base impact of SSU’'s calculation of non-
used and useful plant in relation to the appropriately recorded
advances for construction indicates the positive impact on rate
base of the non-used and useful amount in both the water and
wastewater plants. Ms. Kimball explained that all utility assets
constructed with advances are included in UPIS. A non-used and
ugeful percentage is applied to this large UPIS balance, resulting
in a non-used and wuseful amount smaller than any associated
advances.

OPC witness Dismukes contended that the utility did not
properly calculate Lehigh non-used and useful plant. She testified
that the utility included substantial amounts of non-used and
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ugeful assets constructed by LAC in rate base without the
corresponding offset to refundable advances. She explained that
the utility proposed certain dollar amounts of assets, related to
LAC and the modified escrow agreement, to be included in water and
wastewater rate base. However, according to the utility’s response
to discovery, of the proposed amounts, only a small portion related
to customers which had already connected to the plant.

Ms. Dismukes noted that between 1994 and 1996 the non-used and
useful percentage of transmission, distribution, and collection
lines decreased, contrary to expectations when a utility projects
pogsitive customer growth. Ms. Dismukes further stated that the
utility failed to add to the denominator of the used and useful
calculation the increase in lots as a result of the addition of T&D
and collection lines. This oversight was apparently clear when an
analysis of the number of available lots for both the water and
wastewater plants remained unchanged between 1994 and 1996. Ms.
Dismukes proposed adjustments to increase non-used and useful for
both Lehigh plants.

Utility witness Kimball rebutted Ms. Dismukes’ analysis of
Lehigh non-used and useful plant based on simple average versus an
appropriate use of a 13-month average methodology. Ms. Kimball
challenged Ms. Dismukes’ assertion that the utility'’s discovery
responge indicated that only a small portion of the proposed assets
related to customers who have connected to the plant. While Ms,
Dismukes may have inferred this from looking at the numbers alone,
the rationale was not clear. Ms. Kimball accepted OPC’'s assertion
that the utility failed to calculate the appropriate non-used and
useful percentage. She further stated that if a downward
adjustment is made to Lehigh UPIS, the same adjustment should be
made to the advances before a non-used and useful percentage is
applied. Thus a zero rate base impact has no impact on the revenue
requirement .

The major points of contention are that SSU’s calculation of
non-used and useful lines contained the wrong number of lots in the
denominator of the formula, and the non-used and useful lines and
advances do not reflect a zero rate base impact. OQur analysis
verified the inaccuracies in the lot counts as indicated by OPC
witness Dismukes. The plant maps indicated actual lot counts to be
9,607 and 5,992 for the water and wastewater plants, respectively.
This resulted in non-used and useful calculation of 37.43 percent
for water and 22.33 percent for wastewater.

We arrived at a net non-used and useful adjustment to water
transmission and distribution mains of $2,306,461. When compared
to the associated advances of $1,903,990 reflected on the utility’s
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water rate base schedule, it is clear that no adjustment to non-
used and useful advances is necessary, as net non-used and useful
lines more than offset advances. The net non-used and useful
adjustment to wastewater collection lines amounts to $1,171,850.
Compared to the associated advances of $1,595,969 reflected on the
utility’s wastewater rate base, it is apparent that a decrease of
$424,119 must be made to non-used and useful wastewater advances to
affect a zero rate base impact.

We shall therefore decrease non-used and useful wastewater
advances by $424,119. No adjustment shall be made to non-used and
useful water advances. Based on the foregoing adjustments, the net
non-used and useful adjustments shall be a decrease to water rate
base of &670,056 and a decrease to wastewater rate base of
$289,397.

Marco Island Deep Well Inijection. In the last Marco Island
rate proceeding, the utility’s investment in the deep well was

allocated between water and wastewater. See Order No. PSC-93-1070-
FOF-WS, at 10. That order also implied that no non-used and useful
adjustment was made to the deep well on the water side of the
investment, and that the wastewater plant was 78 percent used and
ugseful. We find it necessary to review each use of the well in
terms of its used and usefulness to both water and wastewater
customers in this proceeding.

OPC witness Biddy calculated a 37.24 percent used and useful
percentage based on the average daily flow in the maximum month,
projected to 1996. This flow appropriately included both effluent
from the wastewater plant and brine from the reverse osmosis water
plant. We note that in their post-hearing filings, OPC and Marco
relied upon several late filed deposition exhibits, only one of
which was admitted into the record.

S8U witnesses Hartman and Terrero testified that 100 percent
of the well iz needed for the reverse osmosis plant and as a back-
up for effluent disposal/reuse. Mr. Hartman testified that no less
of a facility could have been constructed to meet the present
functionsg. SSU witness Terrero testified that effluent from the
Marco Island wastewater plant goes first to irrigating golf courses
then to the injection well. Because of the costs, the last
disposal option is to transport effluent to the percolation ponds.
Additionally, Mr. Terrerc pointed out that the percolation ponds
are needed as a back-up to the injection well. Based on this
evidence, we conclude that the injection well is an integral
component to both the reverse osmogis plant on the water side and
to the wastewater treatment plant on the reuse side.
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For the foregoing reasons, we will not make any adjustments to
the utility’s investment in the deep injection well other than
applying 78 percent used and useful to wastewater treatment plant
and effluent disposal. Our calculations as to all used and useful
components are set forth in Attachment B, and discussed below.
Because the investment in the deep well appears to have been
allocated and booked to both the water and wastewater facilities,
these used and useful adjustments will be applied to that
investment based on its used and usefulness to both water and
wastewater customers.

Sugarmill Woods Wastewater Treatment Plant Capacity. S S U
witnesses Bliss and Goucher gstated that the correct Sugarmill Woods

wastewater treatment plant capacity is its permitted capacity,
500,000 gpd. SSU witness Terrero stated that the plant’s capacity
is limited to 400,000 gpd by the clarifier, but that the utility
does not object to recognizing the capacity to be 500,000 gpd.

The utility was granted a construction permit by the DEP to
enlarge the plant to 700,000 gpd by re-rating the oxidation ditch,
adding a second clarifier, dual chlorine contact chambers, and
gludge holding pond. Both Mr. Bliss and Mr. Goucher affirmed that
the additional clarifier was not constructed. Mr. Goucher stated,
furthermore, that the utility has no present plan to construct the
second clarifier. Additionally, to re-rate the oxidation ditch to
700,000 gpd, another rotor would be needed on the ditch. In
consideration of this testimony, we find that the Sugarmill Woods
wastewater treatment plant capacity is 500,000 gpd.

r. Used and Useful Percentages Applied

We do not agree with SSU that we may not authorize in this
proceeding a used and useful percentage less than we authorized in
an earlier proceeding. There are a variety of circumstances that
can result in a decrease in used and useful plant. Utility witness
Ludsen stated that SSU did not adjust used and useful levels to
levels below those sget forth in our order last establishing used
and useful levels, in the absence of some modification of facility
capacity. S58U has addregsed only one of these circumstances, a
decrease in demand, in asserting that a decreased used and useful
percentage would be confiscatory. We would not find it appropriate
to decrease used and useful plant where that is indicated by a
decline in demand, which, for example, might result from
conservation measures. On the other hand, we do find it to be
appropriate to authorize a new methodology we determine to be
superior to the methodology we authorized in an earlier proceeding,
even if the result is to decrease used and useful plant.
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Thus, in summary, we find that the level of ugsed and useful
plant determined in an earlier proceeding shall not be degreased if
used and useful plant is now less because of a decline in demand.
Furthermore, we find it appropriate to authorize a decreased level
of used and useful plant where indicated by the addition of new
plant. In addition, in this proceeding, we find it appropriate to
authorize a decreased level of used and useful plant if that is
indicated through the application of the lots connected-to-lots
available methodology for transmission, distribution and collection
lines, which methodology we have herein adopted. Lastly, it would
be appropriate, depending upon the facts and circumstances, to
correct for mistakes in earlier proceedings in calculations of used
and useful plant. While we adopt these findings as a general
statement of policy, we caution that we would find it appropriate,
whenever used and useful in a current proceeding differs
gignificantly from that found in a prior proceeding, to depart from
this policy should we find that to be justified by equitable
considerations.

s. General Adjustments to Used and Useful Calculations

Wherever a used and useful percentage was calculated that was
equal to or greater than 95 percent, we rounded the used and useful
percentage to 100 percent However, we consider the number of ERCs
involved in that rounding as margin reserve. In many instances,
the used and useful percentages as calculated exceeded 100 percent,
Although we show the actual calculation results in Attachment B in
order to indicate the present need to increase capacity, we have
applied only 100 percent in those cases. 8SU provided different
projections for ERCs for both Marco Shores and Burnt Store.
However, not all of the data needed was included; therefore, we
derived the linear equation based on the given data so that the
missing data could be calculated.

t. Specific Adjustments to Used and Useful Calculations

East lLake Harris and Friendly Center. We had calculated for
these two service areas, which were stand-alone in the utility’s
last rate proceeding, used and useful of 100 percent for all
components except for hydropneumatic tanks. In accord with our
decigion below, we find it appropriate to <consider the
hydropneumatic tanks to be 100 percent used and useful. These two
service areas have been interconnected. Because we have found the
water components for each to be 100 percent used and useful, we
find that they are 100 percent used and useful as interconnected.

Imperial Mobile Terrace. We have removed the projected second
well for Imperial Mobile Terrace from the 19%6 budget because the
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utility did not adeguately support its inclusion. Therefore, we
have not added any capacity to source of supply.

Sunny Hills. SU calculated used and useful percentages
separately for Sunny Hills’ two service areas. However, the

investment for these components is not segregated. Therefore, we
have applied the used and useful percentages calculated for the
larger service area to the total investment.

Buenaventura Lakes. As stated herein, we have authorized used
and useful percentages for wastewater plant and effluent disposal
greater than the utility’s request for Buenaventura Lakes.
However, the utility appears to have erred in not including margin
reserve in its calculation.

Plant and effluent disposal. SSU reguested separate used and
ugseful percentages for wastewater treatment plant and effluent
disposal, and we performed such separate calculations. There are
four instances, however, where the capacities are different for
wastewater treatment plant and effluent disposal. However, NARUC
account 380.4 is an aggregate of both treatment plant and effluent
disposal investment, and the utility did not file a break-out of
separate investment for all of the facilities in question. For
Deltona Lakes and Lehigh, the break-out of investment was provided
and the appropriate percentages were applied to the appropriate
dollars. For Salt Springs and Zephyr Shores, it was not, and so we
applied 100 percent used and useful to account 382.4, outfall sewer
lines, while the treatment plant used and useful percentages were
applied to account 380.4.

Reduced wastewater treatment plant capacities. Three of SSU’'s
wastewater treatment plants have limited operating capacity because
of effluent disposal capacity. For Citrus Park and Sunshine
Parkway, DEP has noted the capacity limitation on the operating
permits. The permit for South Forty has no such notation; however,
for consistency, we have utilized the lower capacity as filed by
S8U.

Reduced demands. We note that demands on the wastewater
facilities are lower in several service areas than those recognized
in Docket No. 92019%-WS, including Chuluota, Leisure Lakes,
Morningview, Salt Springs, and Zephyr Shores. Nevertheless,
consistent with our finding above, we have authorized in this
proceeding the used and useful percentages authorized in the
earlier proceeding.
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u. Used and Useful: Conclusion

The authorized used and useful amounts on a component basis
for SSU’s facilities in this proceeding are illustrated in detail
in Attachment B to this Order. These calculations reflect all of
the findings made herein with regard to used and useful plant.

6. Unaccounted-For-Water

Unaccounted for water (UFW) 1s non-revenue producing water
which is not accounted for as sold or used for other purposes such
as flushing, fire department, or plant use. In this proceeding, we
took official recognition of Orders Nos. 23511, issued September
18, 1990, and 24485 igsued May 7, 1991. Those orders express, in
part, our policy of allowing 10 percent of the water available
(pumped or purchased) as an acceptable level of unaccounted for,
non revenue producing water.

Utility witness Denny, citing the American Water Works
Association’s Manual M8, testified that UFW in a particular system
might range from as high as 35 percent to as little as five

percent. Factors such as variable and or high system pressures,
0ld piping, extensive piping and distribution systems which serve
low-usage, residential customers can contribute to a high

percentage. That manual further stated that an appropriate level
of UFW could range from ten to 20 percent for fully metered systems
with adequate meter maintenance and conditions of service.

The utility claimed that the explanations and adjustments
contained in itg MFRs for each plant should be consolidated to
produce a company-wide UFW level of 10.9 percent. The utility also
proposed that no adjustments be made to operations and maintenance
expense assoclated with UFW levels.

SSU witness Denny testified that by looking at the percentage
on a system-wide basis, the utility would be encouraged to lower an
already acceptable percentage at a high-use facility. Mr. Denny
stated that a one percent reduction to UFW in the high service area
may represent a much greater water saving than a 10 percent
reduction to UFW in a low use service area. However, Mr. Denny
could not provide a specific example of this theory in relation to
S8U’'s plants.

OPC witness Biddy testified that this Commission should allow
no more than 10 percent for each water system. Mr. Biddy further
contended that we should evaluate the level of UFW on an
individual, by-plant basis. The Nassau Associations and Marco, et
al, agreed with OPC’s position.
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We find the position of OPC and its witness to be the
appropriate methodology for determining UFW. The appropriate
percentage of UFW in this proceeding is 10 percent. Moreover, a
company-wide unaccounted for water percentage does not accurately
depict a true picture of the utility’s unaccounted for water, nor
does it encourage a utility to address plant-specific problems.
Therefore, we have evaluated each service area’'s UFW on an
individual basis. BAny facility with UFW of ten percent or above
shall be considered excessive. Our calculations are set forth in
Attachment A of this Crder.

In addition to used and useful adjustments to plant made
herein, we traditionally adjust the chemical, purchased power and
purchased water expenses where appropriate, such as in Orders Nos.
23511 and 24485. This is done to compensate for the additiomal
chemical, and purchased power required to treat the unaccounted
for, non-revenue producing water. In the case of purchased water,
the adjustment disallows expenses for excess water purchased by the
utility and unaccountably lost.

88U contended that an UFW adjustment should not be made for
several plants where specific meters were registering higher than
true flows. Mr. Denny also provided specific explanations
regarding those facilities. Meters have been replaced or
recalibrated at Amelia Island, Woodmere, and Lehigh resulting in
lower UFW percentages. At Beecher’s Point, the UFW has decreased
to 5.7 percent after the utility began purchasing water from the
town of Welaka. At Valencia Terrace, upon acquiring facility in
1995, the utility discovered several unmetered sites, and installed
meters on those sites. We find that the utility has presented
sufficient explanation of these UFW percentages, and we will not
make any UFW adjustments for these plants.

OPC witness Kimberly Dismukes testified in support of a UFW
adjustment of $67,121. However, Ms. Dismukes agreed that she had
uged the wrong column from the MFRs to calculate the excess UFW
adjustment in her schedule. Using the proper column, we have
recalculated the UFW adjustment as $50,130. Then, subtracting the
five excluded service areas listed above, we have arrived at a
total adjustment of $22,774 for UFW. This amount represents an
adjustment of $%4,912 for purchased water, $13,750 for purchased
power, and $4,112 for chemical expenses.

7. Infiltration and/or Inflow

For purposes of determining whether the level of infiltration
and inflow in wastewater facilities is acceptable, 88U used the
method set out in EPA handboock Sewer System Infrastructure Analysis
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and Rehabilitation (EPA/625/6-91/030) at page 7. This method
provides that no further analysis 1is necessary if domestic
wastewater plus non-excessive infiltration does not exceed 120
gallons per capita per day (gpcd) during periods of high ground
water. The flow rate of 120 gpcd consists of 80 gpcd domestic
waste and 40 gpcd of non-excessive infiltration. On this basis,
SSU presented an infiltration/inflow analysis of its 45 wastewater
plants (five nonjurisdictional) that showed eight of them with
infiltration/inflow in excess of allowance. To apply this method,
SSU determined the populations for each of the related service
areas using a factor of 2.7 persons per meter, even though the EPA
method recognizes the use of a factor varying from 2.2 to 3.5. SSU
stated that the use of this factor for service areas with large
multi-family condominiums or apartments or commercial or industrial
complexes, such as Amelia Island, Sunshine Parkway, South Forty,
Florida Central Commerce Park, and Marco Island results in
understatements of allowable infiltration and inflow. Moreover,
SSU stated that for the company as a whole, the 1level of
infiltration and inflow is well within EPA guidelines at 26.3
percent under allowance.

OPC witness Biddy proposed that the infiltration and inflow
allowance be determined using a method set out in Ten States
Standards, Recommended Standards for Wastewater Facilities. That
method allows 200 gallons per inch of pipe diameter per mile per
day as an acceptance guideline. Another allowance guideline is set
out in Water Pollution Control Federation (WPCF) Manual of Practice
No. 9. This guideline allows from 375 to 625 gallons per inch
diameter of pipe per mile per day, depending on the type and the
age of the collection system. Mr. Biddy acknowledged that the WPCF
guideline is a more appropriate allowance for old systems, whereas
the Ten Stateg Standard guideline is a more appropriate guideline
for new systems.

We find that the EPA population method is appropriate when
service area populations are known and do not vary seasonally.
However, the use of the factor of 2.7 to normalize meter
connections readily leads to overstatements of infiltration and
inflow allowances in the service areas composed of retired single
family and/or seasonal residents, as SSU witness Terrero and Mr.
Biddy acknowledged. Of the 40 jurisdictional plants analyzed for
infiltration and inflow in this proceeding, as many as eight
infiltration and inflow allowances appear to be overstated.

We find that the preferred method for determining the amount
of infiltration and inflow is to subtract 80 percent of water sold
from the wastewater flows measured at the treatment plant. This
method is found at section 3.5.7.4.a in the aforementiconed EPA
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handbook. Mr. Biddy stated that this would produce as accurate a
measurement of infiltration and inflow as is possible. Thus, we
find it appropriate to apply the method of determining infiltration
and inflow by subtracting 80 percent of water sold from wastewater
flows measured at the treatment plant to those plants where
populations are not known with reasonable accuracy or vary
significantly by season. This method is based on the physical
attributes of the collection system, and does not reguire
congideration of populations. Where populations are known with
reasonable accuracy and do not vary seasonally, we find it
appropriate to apply the EPA population method. Furthermore, we
find it appropriate to apply the WPCF infiltration and inflow
allowance of 375 to 625 gallons per inch diameter of pipe per mile
per day, taking into account the type and age of the collection
system, in the former case to determine whether the amount of
infiltration and inflcw is excessive.

Based on the methodology of determining infiltration and
inflow by subtracting 80 percent of water sold from wastewater
flows measured at the treatment plant, four wastewater facilities
have excessive infiltration and/or inflow: Burnt Store, Lehigh,
Holiday Haven and Jungle Den. We have not required adjustments for
the Burnt Store and Lehigh service areas, because SSU has begun
corrective action for the infiltration problems in these service
areas by inspecting collection lines with motorized TV cameras.
The adjustments for Holiday Haven and Jungle Den were calculated
first by estimating the infiltration amount as total wastewater
flows minus 80 percent of potable water, and second by applying an
allowance of 500 gallons per inch of pipe diameter per mile per
day.

Mr. Biddy testified that adjustments should be made for all
wastewater facilities shown by SSU to have excessive infiltration
and/cor inflow, including Amelia Island, Sunshine Parkway, South
Forty, Florida Central Commerce Park, Lelani Heights, Beecher’s
Point and Marco Island. SSU stated that the application of the EPA
allowance of 40 gallons per capita per day had understated
allowances for those seven service areas due to underestimated
populations. Applying the methodology of subtracting 80 percent of
water scld from wastewater flows measured at the treatment plant
and allowing 500 gallons per inch of pipe diameter per mile per
day, we find no adjustments necessary for these seven service
areas.

In support of SSU’s methodology, Mr. Terrero testified that
the selection of 2.7 from a permissible range of 2.2 to 3.5 persons
per household represents a reasonable average to use for
infiltration and/or inflow analysis, inasmuch as this range was
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derived from nationwide studies. We find that if a single number
were to be used it would be much closer to 2.2 because of the large
number of retirees and part-time residents in Florida as compared
with the nation as a whole. Also, this number could have easily
been varied to better approximate populations in discrete service
areas, rather than using one number for all service areas.

In consideration of the above, we find it appropriate for
Holiday Haven to adjust demand for purposes of used and useful
plant calculations by 3,593.1 gpd and to adjust lift station power
and plant operating expenses, power, and chemicals by 16.9 percent.
With an infiltration and/or inflow allowance of 12.7 percent of
wastewater flows, we find that Holiday Haven has an
infiltration/inflow rate of 29.5 percent of total flows, or an
excessive infiltration and/or inflow rate of 16.8 percent. Further
we find it appropriate for Jungle Den to adjust demand for purposes
of used and useful plant calculations by 7379.5 gpd and to adjust
lift station power and plant operating expenses, power, and
chemicals by 56.5 percent. With an allowance of 25.6 percent of
wastewater flows, we find that Jungle Den has an
infiltration/inflow rate of 82.1 percent of total flows, or an
excessive infiltration and/or inflow rate of 56.5 percent.

8. Accumulated Depreciation
a. Depreciation cn Non-Used and Useful Facilities

SSU proposed to reduce the 1996 beginning balance of
accumulated depreciation. SSU witness Kimball testified that the
adjustment intended to address the cumulative effect of
depreciation taken on non-useful assets for which there was no
established AFPI tariff, following Dockets Nos. 9201929-WS and
920655-WS. The utility contended that this adjustment related to
the time period prior to 1991, when no AFPI tariffs were in effect,
and for non-used and useful water and wastewater mains at Deltona
Lakes and Marco Island for 1992 through 199%4.

OPC witnesses Larkin and Deronne recommended a total
disallowance of 8SU’'s proposed adjustment, contending that the
utility’s adjustment was retroactive and inappropriate for
determining a going-forward rate base. Mr. Larkin and Ms. Deronne
stated that S8U’'s adjustment seeks to reevaluate a past position
and remedy the impact of that position by collecting revenues it
could have collected previously. The OPC witnessgses stated that SSU
had offset depreciation expense associated with non-useful assets
in those prior cases and could have requested similar treatment for
accumulated depreciation. According to OPC, SSU should have known
which plants had an authorized AFPI tariff. Because accumulated
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depreciation is a derivative of depreciation expense calculations,
any offset to accumulated depreciation should have been easily
determined. The witnesses agreed that it would make no difference
in determining if the adjustment was retrocactive, if the assets in
the instant case were non-used and useful and had never been
included in rate base.

Utility witness Bencini rebutted the testimony of OPC by
stating that this was the first opportunity SSU had to correct
errors in previous cases, and the adjustment was not a reevaluation
of 88U’s position. Because the plants did not have approved AFPI
tariffs prior to Docket No. 920199-WS, an adjustment was necessary
to reflect the depreciation taken on these assets since January
1992, at which time the AFPI tariffs went into effect. Mr. Bencini
explained that SSU had not reflected any non-used and useful
related to Deltona Lakes and Marco Island and, therefore had not
requested an AFPI tariff for these plants.

Mr. Bencini testified that this Commission should have cffered
the utility a rate of return on the non-useful plant through an
approved AFPI tariff. Mr. Bencinil explained that because the
assets involved in this issue are non-used and useful, thus never
included in rate base for ratemaking purposes, the adjustment
cannot be retrecactive in nature. The adjustment, he believed,
simply corrected the impact of prior period errors. Moreover, the
utility requested that this Commission consider increasing the
adjustment by $101,950 for depreciation expense related to the
vears 1995 and 1996 for the Deltona Lakes and Marco Island plants.
Mr. Bencini explained that the original proposed adjustment
considered expense incurred through 1994; the requested AFPI
tariffs in this proceeding will not be in effect until January
1997, thus the additicnal requested amount.

The utility contended that it was the Commission’s error for
not establishing an AFPI tariff on non-used and useful plant, even
though the utility did not request approval of such a tariff.
Also, we note that the utility did not request reconsideration or
appeal our decisions in the dockets related to this issue. Mr.
Bencini also stated that the utility had been working on proposed
adjustments to accumulated depreciation prior to the end of 1994.
The utility’s support for those adjustments was not ready until
this current filing.

The length of time involved in reconciling prior Commission
orders to rate base is completely irrelevant in our view. It was
the utility’s resgponsibility to recognize any non-used and useful
adjustments made in Docket No. 920199-WS. In Order No. PSC-93-
0423-FOF-WS, we stated: "In addition, we have only calculated AFPI
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charges for those systems for which the utility requested an AFPI
charge." Order at 107. By merely reading this portion of the
Order, SSU had enough basis on which to file for reconsideration;
there were no dollar amounts required to be calculated for the
utility to take action.

In Order No. PSC-95-1376-FOF-WS, issued November 6, 1995, in
the application for a rate increase by Ortega Utility Company
(Ortega), we denied Ortega’s request for authority to reverse
depreciation expense as a form of retroactive ratemaking. We found
that the adjustment was not a prior period adjustment, because the
service life of plant was not extended, nor did the adjustwment
correct an obvious error. We noted that whether the adjustment is
titled a correction to accumulated depreciation or a correction to
CIAC, the impact is the same: rate base is increased to eliminate
a loss that has already been recorded.

The utility’s adjustment does not qualify as a prior period
adjustment. Like Ortega, SSU requested that current customers pay
for past losses or errors, however the adjustment might be defined.
Contrary to SSU’s argument in its brief, the fact that SSU’s
request relates to non-used and useful assets is irrelevant.

We are not persuaded by 8SU’s argument that the proposed
adjustment is consistent with the principles of equity and fairness

of GTE Florida Inc. v. Clark, 668 So.2d 971 (Fla. 1996}). In that
decision, the Court found that the Commission had made an error on
a prior remand decision. The circumstances are completely

different in this current case. The decisions on the previous rate
proceedings were not found to be in error on the issue of AFPI, nor
has SSU demonstrated in this docket that Commission errors were
made .

We conclude that SSU’'s request constitutes retroactive
treatment in that it seeks recovery for depreciation taken on non-
used and useful plant for which SSU should have requested an AFPI
tariff. The utility should have taken into account the possibility
that plant would be found less than 100 percent used and useful.
SSU had the opportunity to remedy any differences it may have had
with Commission adjustments in the prior proceedings, either by
requesting an AFPI tariff, or filing a motion for reconsideration
once the Commission issued its final order in the prior rate

proceedings. Therefore, the utility’s adjustment 1ig disallowed.
We have reversed the utility’s adjustments to accumulated
depreciation for the respective plants, thereby increasing

accumulated depreciation in total by $956,915 and $904,261 for
water and wastewater, respectively.
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b. Guideline Depreciation and Amortization Rates

SSU requested an adjustment to reduce accumulated amortization
of CIAC to correct what it contended was an incorrect booking from
two previous rate proceedings.

Utility witness Kimball testified that for the 1991 test
year’s depreciation rates in Docket No. 920199-WS, the utility used
the average life rates pursuant to Rule 25-30.140, Florida
Administrative Code. While this is proper treatment, it should not
be reflected on the company’s boocks until the revenue associated
with such expenses can be properly matched. The final rates in
that docket did not go into effect until September, 1993. The
utility’s proposed adjustment in the current MFRs restates the
accumulated depreciation beginning points to reflect the 2.5
percentage rate for 1991 and continues through August, 1993 for all
plants that had not already fallen under Rule 25-30.140, Florida
Administrative Code.

The utility also proposed a similar treatment for several of
the Deltona plants, reverting back to 1989, and to the MFRs
prepared for Docket No. 900329-WS, which was subsequently
dismissed. The utility did not change the 1989 rates in keeping
with new guideline rates; therefore, the MFR workpapers for the

1991 test year were inaccurate. SSU's net adjustment due to
changes in guideline depreciation rates decreases accumulated
depreciation by $717,262. The impact on rate base would be an

increase of $199,086 and $518,176 for water and wastewater,
respectively.

OPC objected to SSU’s proposed adjustment. OPC witnesses
Larkin and Deronne testified that SSU’s proposal is a retroactive
adjustment to its books for items it did not fully recover in rates
in the past. Consequently, OPC recommended a complete disallowance
of 88U’s adjustment.

In rebuttal, Ms. Kimball stated that the utility did not
recover the new depreciation rates in the past. Although the new
rates were used to calculate depreciation in prior MFRs, the
accompanying revenues were not in place to recover that expense.
Ms. Kimball further contended that the utility’s restatement of
accumulated depreciation for the Deltona plants for 1989 and 1950
was simply correction of an error based on incorrect depreciation
rates. The error continued to be undiscovered after Docket No.
900329-WS wasg dismissed, and affected depreciation expense numbers
through 1991 in Docket No. 920199-WS. Ms. Kimball also stated that
while the adjustment to CIAC amortization is appropriate, the known




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 87

downward adjustments should be offset against known upward
adjustments.

In support of its position, SSU cited Order No. PSC-95-1376-
FOF-WS (Ortega order). As noted herein, by that order we reduced
the company'’'s reported balances for accumulated depreciation and
accumulated amortization of CIAC to reflect the increment of
expense associated with guideline rates going into effect before
the implementation of increased service rates. Similarly, in Order
No. 20434, issued on December 8, 1988, regarding Orange-Osceola
Utilities, we held that the utility did not correctly implement the
depreciation and amortization rates approved under a prior order,
concluding that the depreciation rates should have been instituted
when the final service rates became effective.

We do not agree with OPC’s assertion that SSU’s adjustment is
retroactive ratemaking, which results when a utility attempts to
recover past losses from current and future customers. In this
instance, the utility’s adjustment corrects an error that occurred
when increased guideline depreciation rates were put into effect
before the implementation of increased service rates, resulting in
a mismatching of expenses with revenues. The higher depreciation
expense is not actually being recovered, as it is being offset
against the lower service rates. As demonstrated by the orders
cited immediately above, such an adjustment is not retroactive
ratemaking.

Accordingly, we accept the utility’'s proposed adjustment to
decrease accumulated depreciation by $199,086 and $518,176 for the
water and wastewater plants, respectively. We will also make the

necessary per plant adjustments to CIAC amortization. The
cumulative decreases to CIAC amortization total $128,751 for water
and $135,129 for wastewater. However, we disagree with Ms.

Kimball’s testimony that the known downward adjustments should be
offset against known upward adjustments.

9. Contributions-in-Aid-¢of-Construction (CIAC)
a. Imputation of CIAC Aggociated with Lehigh Assets

Ag previously stated, LAC is the sole stockholder of Lehigh,
which is the developer of land owned in Lehigh Acres. TGI owns 100
percent of the stock of 88U and approximately 80 percent of the
stock of LAC. MP&L owns 100 percent of the stock of TGI. In other

words, MP&L is in control of the regulated SSU and the nonregulated
Lehigh.
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We admitted into evidence a December, 1993, letter written by
Ms. Laura Holguist of Lehigh, which detailed the company’s
accounting treatment for $5.2 million held in New York and Michigan
escrowed cash accounts. These funds came from residents in New
York and Michigan who had purchased lots in Lehigh, Florida, as
early as 1973. The escrow accounts were established to ensure the
availability of money for water and wastewater line installations
at the time the lot owner builds on the property. Originally, it
was thought that the funds belonged to the lot purchasers; however,
research performed in the spring of 1993 by Lehigh’s law firm
concluded that the funds actually belonged to Lehigh. Additionally,
by Order No. PSC-93-0301-FOF-WS, issued February 25, 1993, in the
Lehigh Utilities, Inc. (LUI) rate docket, we concluded that LUI was
not a party to the escrowed funds and had no access to the funds.
Therefore, we made no adjustments to rate base related to the
escrow accounts. LUI was subsequently merged into SSU.

At the time of this letter, these funds still had not been
recorded on the books of Lehigh, even given the legal opinion which
concluded months earlier. Lehigh was undergoing extensive research
and analysis regarding the accounting treatment for the escrowed
monies. It seems that there was concern over the contingent
liability attached to the funds when LAC acquired Lehigh (in 1991)
since, at that time, it was believed that the funds belonged to lot
purchasers. When it was discovered that the funds belonged to
Lehigh, there was no longer a question of a contingency. It was
concluded that Lehigh should report the escrowed monies in its
financial statements. In fact, Lehigh recorded $5.2 million in
restricted cash, offset by a $.7 million contingent future
obligation, for a $4.5 million adjustment to net income. The
contingent liability related to Lehigh management’s intention to
offer credit to New York and Michigan lot purchasers as part of
Modified Escrow Agreements with these states.

On March 31, 1994, Lehigh executed Modified Escrow Agreements
with the states of New York and Michigan which gave Lehigh access
to the escrowed funds. In turn, Lehigh agreed to grant a credit to
each New York and Michigan purchaser based on the balance of the
escrowed monies {including interest) at the modified contract date.
The credit would be applied to service availability charges as New
York and Michigan lot purchasers hooked up to SSU’s water and
wastewater plants at Lehigh Acres. Apparently, Lehigh’s access to
the escrow funds is restricted such that any funds drawn must be
for the construction of major utility assets in the Lehigh Acres
development.

It appears that during the time that the escrow agreements
were being modified, Lehigh was alsc entering into a Modified
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Developer’s Agreement with SSU. The modified agreement provided
that Lehigh will construct major utility plant and advance these
assets to SSU. In turn, SSU will reimburse Lehigh as customers
connect to the plant. Essentially, Lehigh will be selling the
facilities to SSU. The developer’s agreement allows all advances
to become contributed plant to SSU if not used and useful within 10
years.

OPC witness Kimberly Dismukes pointed out that as a result of
the Modified Escrow Agreements, New York and Michigan customers
will no longer earn interest, as of March 31, 1994, on funds that
they paid to Lehigh to construct utility assets. She asserted that
final treatment of the escrowed funds was structured so that the
customers of SSU would receive no benefit, and consequently, all
benefits would "inure to Minnesota Power’s unregulated operations."

Ms. Dismukes argued that we should investigate whether this
treatment is equitable to SSU’s customers. Ms. Dismukes testified
that MP&L recognized a $4.5 million windfall profit from Lehigh’s
recording of income related to the escrowed funds. She asserted
that as Lehigh constructs assets in Lehigh Acres it will increase
the value of the developer’s lots. Further, Lehigh is reimbursed
by SSU through SAC collected from near term customers, for which
the developer has contributed nothing to be rewarded this benefit.

Ms. Dismukes proposed that we impute CIAC on all assets
constructed by Lehigh, as each future customer connects to SSU
facilities. For the projected test year ending 1996, SSU will have
repaid Lehigh $769, 000 for assets constructed by Lehigh. She added
that these assets are used and useful in S8SU’'s rate base.

Ms. Dismukes stated that many of the assets being constructed
by Lehigh are non-used and useful. She assumes a scenario in which
Lehigh continues to construct water and wastewater treatment
facilities to serve additional customers coming on-1line. If Lehigh
over-builds larger facilities with the argument that it is less
expensive to do so now, rather than build several smaller plants
over time, S8U will then likely c¢ontend that it was prudent to
build a larger facility because of the economies of scale involved,
and that the entire plant should be considered 100 percent used and
ugeful. Ms. Dismukes asserted that this is routinely a contention
of SSU's and that this Commission often adopts such logic. She
stated that if this scenario should evolve and we find the plant to
be 100 percent used and useful, that customers will be penalized by
paying for plant that should be non-used and useful. Consequently,
the entities benefiting would be SSU and Lehigh. Based on payments
already made by SSU to Lehigh, as discussed above, Ms. Dismukes’
proposed adjustment is to impute CIAC in the amount of $769,000.
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In rebuttal, utility witness Scott Vierima stated that the
escrow funds at issue are the same funds reviewed by the Commission
in the 1993 LUI rate case. He contended that the Commission found
the escrow funds to be unrelated to rate base since LUI was not a
party to the agreements and did not have access to thoge monies.
Ms. Dismukes did not point out that the assets are already offset
in rate base calculations either as refundable advances or,
ultimately, as CIAC when the charges are collected from the
customer and used to refund the developer. Additionally, he stated
that any advances which remain unfunded at the end of the ten-year
recoupment period automatically convert to CIAC.

Mr. Vierima explained that assets are originally transferred
to SSU as "non-used and useful property funded by "no cost"
developer advances, which are then converted to either in-service
assets funded by customer contributions, or remain unused assets
funded by developer contributions." He asserted that "at no point
are the assets included in rate base without the offsetting no-cost
funding, either CIAC or advances."

Mr. Vierima emphasized that the New York and Michigan
customers are not paying twice for utility extensions. When a New
York or Michigan customer connects to assets constructed by Lehigh,
a credit will ensue, as provided for in the Modified Escrow
Agreements. Finally, Mr. Vierima rebutted Ms. Dismukes’ Lehigh
construction scenario as irrelevant. The sizing of plants and the
additions to be included in used and useful is something that is
thoroughly reviewed by qualified engineering experts in each rate
proceeding.

In its brief, SSU stated that Ms. Dismukes proposed the same
adjustment in the LUI rate case and her adjustment was rejected.
The utility contended that there is no basis in the current record
to modify the past Commission decision. SSU explained that it is
not a party to the escrow agreement and cannot access the funds in
the escrow account. Facilities constructed by Lehigh Corporation
which will be transferred to SSU (beginning in 1996) have no rate
bage impact as they are treated as refundable advances. Once a New
York or Michigan customer pays the service availability charge,
such advances are returned to Lehigh and the money paid by the
customer is booked as CIAC. When a New York or Michigan customer
requests service from SSU, the customer is given a credit against
the service availability charge in the amount of the customer’s
individual escrow payment, plus interest, through March 31, 1994.
Finally, the utility asserted that an imputation of CIAC on top of
the service availability charge would result in a double counting
of CIAC.
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88U refuted Mg. Dismukes’ contention that by imputing CIAC,
the customers will be left whole by the escrow agreements. 58U
reiterated that the New York and Michigan residents are reimbursed
egscrow funds with interest. SSU contended that as the installation
of facilitiez and the sale of lots in the future enhance growth,
customers will benefit through the economies of scale. Secondly,
SSU stated that Ms. Dismukes’ proposal to adjust CIAC levels to
compensate for the double collection of CIAC at the present would
result in confiscation of the utility’s rate base. Further, SSU
argued that her recommendation has no basis or precedent in utility
ratemaking and, accordingly, should be rejected.

This very issue was brought forward by OPC in the last LUI
rate case docket. Circumstances have not changed at all with
respect to SSU’s access to the escrow funds or SSU not being a
party to the escrow agreements between Lehigh and the states of
Michigan and New York. However, we are aware that SSU and Lehigh
have a developer’s agreement whereby utility assets are advanced to
88U, and Lehigh is subsequently reimbursed through customer
connection charges. In this case, the information presented does
illustrate that the business transactions are seemingly less than
arm’s length in nature. However, the fact remains that, with
regard to the escrow agreements with the states of Michigan and New
York, SSU is not a party. 88U does not have access to the escrow
funds. We are persuaded by SSU’s argument that such an adjustment
would be a penalty by double counting CIAC. There has been no
bagsis provided in the current record to medify our past decision.
Therefore, we will make no adjustment to CIAC related to the escrow
funds at issue.

b. Adjustment for Non-Used and Useful Offgets to Plant
Capacity Fees and Line/Main Extension Fees

OPC witnesses Hugh Larkin and Donna DeRonne stated that SSU
applied average non-used and useful percentages on a service area
bagis to certain CIAC classifications. SSU reduced the CIAC offset
to rate base, in order to account for the fact that a portion of
the assets being supported by the CIAC were removed from rate base
via the non-used and useful calculations. The CIAC classifications
affected are plant capacity fees, 1line and main extensions,
contributed lines, and contributed property other than lines. Mr.
Larkin and Ms. Deronne agreed that it was proper to offset CIAC
associated with contributed lines and contributed property other
than lines by a non-used and useful factor. Contributed property
which is non-used and useful is removed from rate base; thereby,
the portion removed does not earn a return on investment dollars.
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However, these witnesses asserted that it was not appropriate
to apply a non-used and useful factor to plant capacity fees and
line and main extension fees. They explained that plant capacity
fees and line and main extension fees are typically cash provided
by a utility’s customers. It makes no difference where the funds
are invested or if the funds actually go into plant that is non-
used and useful; the entire amount of money received by the utility
remains a cost free source of capital. Mr. Larkin and Ms. Deronne
further stated that unless the utility reimburses a portion of cash
contributions to its customers for CIAC which may relate to non-
used and useful agsets, these customers should receive the benefit
of their contribution by a complete offset to rate base. OPC
proposed an adjustment to decrease rate base by $2,315,994 to
remove SSU's inappropriate non-used and useful offsets to plant
capacity fees and line and main extension fees.

In rebuttal, SSU witness Kimball stated that the OPC witnesses
assumed that the plant capacity fees and line and main extension
fees represent cash provided by utility customers, and that SsSU
applied the non-used and useful percentages to CIAC in all service
areas. Ms. Kimball contended that the only plants that have had
non-used and useful applied to plant capacity fees and line and
main extension fees are Burnt Store, Deep Creek, and Sugar Mill
Woods. These plants are referred to as the PGI plants because they
were acquired from Punta Gorda Isles, Inc.

Ms. Kimball explained that SSU applied a non-used and useful
percentage to thesge two categories of CIAC only for the PGI plants
because non-used and useful existed at the time SSU acquired the
plants. She asserted that the non-used and useful assets were
funded by prepaid CIAC advanced by the developer (1986/1987) in
order to avoid the federal tax on CIAC, which was about to be
passed into law. Ms. Kimball argued that SSU never acquired the
cash, as it was spent to build lines prior to S8SU ownership, and
that prepaid CIAC should be fully offset against the non-used and
useful assets. She further argued that SSU'’s treatment of prepaid
CIAC was consgistent with Docket No. 920199-WS for Burnt Store and
Sugar Mill Woods, and the last rate proceeding before Charlotte
County for Deep Creek.

Ms. Kimball explained that the non-used and useful percentage
applied to the CIAC dcllars was the same percentage developed for
the related plant in service non-used and useful calculations. 1In
summary, the utility asserted that there should be no adjustment to
remove the non-used and useful CIAC related to prepaids, and no
related adjustments tc accumulated amortization of CIAC.
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Mz. Kimball's point that SSU never acquired the cash because
it was spent prior to SSU’s ownership in the PGI plants was
irrelevant, as this would have been taken into consideration in the
acquisition adjustment. However, we are persuaded by the argument
that prepaid CIAC should be fully offset against non-used and
useful assets. The argument made by Mr. Larkin and Ms. Deronne
with regard to the cash nature of plant capacity fees and line and
main extension fees was not valid or supported by the record. In
the instant case, the prepaid CIAC was not funded by the customers,
but by the developer. SSU's treatment in the instant case was
consistent with that followed in Docket  No. 920199-WS.
Accordingly, no adjustment shall be made for non-used and useful
offsets to plant capacity fees or line and main extension fees as
it relates to this issue.

c. Marco Island ASR project

As a result of a cooperative agreement between SSU and the Big
Cypress Basin Board, the utility received $225,100 for partial
funding of the Marco Island ASR project. The utility did not
include the contributed funds in its rate base, but did include the
cost of the project. OPC witness Dismukes recommended an
adjustment to increase CIAC by $225,100, thus reducing S8U’'s rate
base by the same amount.

Utility witness Bencini agreed with OPC’s proposed adjustment,
to the extent that related 1995 project costs would be included in
rate base. In its post-hearing filing, SSU stated that actual
total project costs through 1995 increased beyond the cost
projected in the MFRs. 8SSU contended that the proposed adjustment
to CIAC, without an adjustment to the utility’s plant for increased
costs, would be inequitable and should be rejected.

The utility received contributions to fund the ASR project
plant additions, but did not include the appropriate off-get to
CIAC. Accordingly, we shall increase CIAC by $225,100, the amount
of the cost share funds received. We will not grant SSU’'s redquest
to adjust for increased costs, as those costs were not part of the
record.

10. Imputation of CIAC to Offset Margin Reserve

In its filing, the utility did not impute CIAC or service
availability charges anticipated to be collected in the future to
offset that portion of the plant investment designated as margin
reserve. SSU witness Hugh Gower testified that the inclusgion of
the margin resgserve plant investment in rate base without the offset
of anticipated future post-test period collections of service
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availability charges was the appropriate method to allow SSU a
return on its investors’ capital. Mr. Gower further stated that
this method would not change the recovery of the capital, only
provide the opportunity for a return.

Mr. Gower contended that the imputation of CIAC against margin
reserve, which this Commission has made in a number of previous
cases, improperly insulated present customers completely from any
responsibility whatsoever for return on investor capital which
financed the plant. He further testified that this treatment is
inconsistent with our treatment of electric, gas or telephone
companies whose plant has the capacity to serve future increases in
sales,

OPC witnesses Larkin and DeRonne stated that i1f a margin
regerve is included in the used and useful calculations, an amount
of CIAC equivalent to the number of ERCs represented by the margin
reserve should be reflected as a rate base offset to achieve proper
matching. They testified that the application of the CIAC that
will be collected from future customers would at least serve to
partially offset, the impact on the existing customers resulting
from their inappropriately allocated responsibility to pay for
plant that will be utilized to serve future customers.

Sugarmill Woods witness Hansen testified that there was no
reason to change the standard practice of the PSC. 1If CIAC is not
imputed, the existing customers are charged with paying for future
growth which is contrary to County Comprehensive Plans in
conformance with the Growth Management Act.

SSU witness Hartman testified in rebuttal that approximately
a decade ago margin reserves were considered on a case-by-case
basis. He stated that imputation of CIAC on the margin reserve
basically negates the margin reserve. Because a margin reserve
covers a particular period of time, he testified that imputing the
CIAC results in very little benefit from the margin reserve.

In rebuttal, Mr. Gower stated that new customer connections do
not decrease the margin reserve plant investment. As the number of
customers increase, it would be likely that the required margin

reserve would increase. Mr. Gower testified that when new
customers hook up, the plant which was previously considered margin
reserve plant is committed to serving existing customers. The

margin reserve plant is replaced by a plant which is either under
construction or in the account called, "Plant Held for Future Use."
Also, he stated that present customers benefit directly when margin
reserve plant i1s available to meet their peak demands which they
place on the facility. He testified that present customers also




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE S5

benefit when new customers can be added without degrading the
service to the existing customers.

We find it appropriate to offset margin reserve to account for
the anticipated collection of CIAC from future ratepayers. While
the utility contended that imputation of CIAC against margin
reserve negates the margin reserve and is counter to economic
construction of facilities, the imputation recognizes that future
customers will hook up to the facility with contributions in hand.
We are not persuaded by the utility’s arguments that our practice
of imputing CIAC on margin reserve should be changed. Therefore,
in those facilities where a margin reserve has been approved and
the appropriate CIAC exists, an imputation of CIAC shall be made.

However, we do find it appropriate to deviate from our long-
standing policy of imputing the full amount of CIAC. We recognize
that CIAC will be collected evenly throughout the margin reserve
period. Therefore, we find it appropriate to impute half of the
associated CIAC.

11. Acquigition Adjustment

An acquisition adjustment represents the difference between
the purchase price and the rate base at the time of purchase.
Absent any extraordinary circumstances, a subseguent purchase of a
utility facility at a premium or discount does not affect the rate
base calculation. We have approved acquisition adjustments for
twelve of SSU’s water facilities and six of SSU’'s wastewater
facilities in the past, resulting in net negative acquisition
adjustments of ($64,578) for regulated water facilities, and
($519,787) for regulated wastewater facilities. On cross-
examination, OPC witness Donna DeRonne stated that 88U recorded
approved net negative acquisition adjustments of $331,000 for the
regulated facilities. Both Mr. Larkin and Ms. DeRonne agreed that
$551,000 was the total company negative acquisition adjustment at
the end of 1995. The MFRs reflected total net negative
acquisition adjustments of $37,052 and $294,232 for water and
wastewater, respectively.

Mr. Larkin testified that all of the negative acquisition
adjustments recorded on SS8U's bocks should be reflected in its
filing. On a facility by facility basis, Mr. Larkin showed SSU'’s
total negative acquisition adjustments to be $13,060,124. His
schedule included previously approved acquisition adjustments and
his proposed acquisition adjustments to the Lehigh and Deltona
facilities. He stated that he disagreed with SSU’s calculation of
acquisition adjustments for those two purchases. The amortization
of the additional acquisition adjustments would reflect an increase
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to accumulated amortization of §2,240,626 and amortization expense
of $327,051.

a. Lehigh

Mr. Larkin testified that SSU/TGI purchased $99 million in
Lehigh Acquisition Corporation (LAC) assets for $40 million,
resulting in a potential negative acquisition adjustment of $59

million or approximately a 60 percent discount. In Docket No.
911188-WS, SSU took the position that the 60 percent discount
related only to non-utility assets. Mr. Larkin recommended that

the discount in purchase price be applied to Lehigh’s utility
assets based on the percentage of LUI assets to total assets
purchased. Multiplying the $59 million total purchase acguisition
adjustment times the 6.567 percent attributed to LUI’'s assets, Mr.
Larkin calculated a $3,873,763 negative acquisition adjustment to
LUI‘s rate base.

OPC witness Kimberly Dismukes stated that the reasons why
LUI’s purchase price was not discounted by 60 percent were unclear.
She stated that TGI hired Raymond James & Associates, Inc. (RJA) to
check the reasonableness of the allocation for the 60 percent
discount only to the non-utility functions, using a review of
recent comparable utility purchases, relevant comparable valuations
of other publicly traded companies, and other traditional utility
company valuation benchmarks. The RJA report endorsed the
allocation of the 60% discount to the non-utility functions and not
LUI because MP&L agreed that it would have purchased LUI at book
value and that there were numerous uncertainties and contingencies
associated with the non-utility assets of LAC. As a result, Ms.
Dismukes testified that the discount was associated with the non-
utility operations in Docket No. 911188-WS.

Mg . Dismukes testified that the actual fair market value of
the non-utility assets was $96 million instead of the discounted
$34 million as originally argued by SSU. She explained that the
1992 income tax returns of TGI included the TGI financial
statements and accompanying notes. Specifically, Note 5 stated
that the actual fair value of the net assets acquired by LAC
exceeded the purchase price by $62 million. This $62 million above
purchase price was assigned to various assets such as receivables,
land and land improvements. During 1992, TGI/MP&L recognized $7
million of this $62 million bargain purchase amount and will
continue to recognize the $7 million per vear until the amount is
amortized.

In addition, Ms. Dismukes discovered a draft of a due
diligence study which compared the purchase price of Lakeside Golf,
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Inc. to LUI. The draft showed that the Lakeside Golf purchase
price was .41 times bock value while the LUI purchase price was .45
times book wvalue. Even though the final report had the reference
to Lehigh removed, Ms. Dismukes contended that the Company showed
that Lehigh was purchased at 45 percent of book value, not the 100
percent of boock value alleged in Docket No. 911188-WS.

Ms. Dismukes concluded that the support for the Commission’s
decision in Docket No. 911188-WS was either factually inaccurate,
or the facts changed dramatically at about the time the decision
was made in that docket. The differences between the facts as
stated in Docket No. 911188-WS and the actual fair market value of
the non-utility assets was substantial and extraordinary. As such,
she proposed that the issue of a negative acquisition adjustment
for LUI should be reevaluated. She asserted that the facts today
do not support the allocation of the full discount of the purchase
price to the book value of the non-utility assets, and therefore,
Ms. Dismukes supported Mr. Larkin’s and Ms. DeRonne’'s $3,873,763
negative acquisition adjustment to Lehigh’s rate base.

On crogg-examination, Ms. Dismukes tegtified that the
Resolution Trust Corporation could have sold the real estate assets
to others for more than the purchase price to MP&L. Ms. Dismukes
then clarified her statement to admit that she did not know the
exact details of the transaction, but she believed the transaction
was a distress sale. She was unsure whether LAC, subsequent to
the purchase, added any assets which might have raised the value of
the net assets, but stated that such additions were irrelevant.
Ms. Dismukes also acknowledged that the decisicn not to make an
acquisition adjustment was because the purchase of Lehigh was a
stock transfer. She further agreed that we have consistently not
made acquisition adjustments when there was a stock transfer in the
purchase of the utility.

In opposing a negative acgquisition adjustment for LUI, SSU
witness Scott Vierima noted that Mr. Larkin had provided no
evidence to support his presumption that all assets acquired in the
purchase would command identical discounts or premiuoms, if
purchased separately. Mr. Larkin’s proposed negative acquisition
adjustment methodology relied on the premise that all assets should
have had identical adjustment.

Mr. Vierima testified that, based on the following facts, the
discount should not have been allocated evenly: an outside
investment bank opinion was provided to the contrary; in Docket No.
911188-WS the issue was thoroughly reviewed and no acquisition
adjustment was made; the assets involved are from two totally
different industries; this Commission’s consistent acgquisition
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adjustment policy is to value assets at original cost; the
acquisition of Lehigh was a stock transfer; and that no new
evidence has been offered to prove that the facts have changed.
Mr. Vierima questioned whether we would be addressing this issue if
Lehigh was purchased at a premium.

b. Deltona

Mr. Larkin testified that there should be a §7,571,712
negative acquisition to Deltona’s rate base. Mr. Larkin removed
$11,305,000 in non-cash outlays and organization costs, and 57
million related to a lawsuit settlement from the 540,305,000
purchase price. Because the acquisition consisted of a stock
purchase, SSU assumed $30 million in debt. Mr. Larkin then added
this to reflect a net purchase price of $52 million. The total
assets at the time of purchase were $59,571,172 which resulted in
a potential acquisition adjustment of $7,571,712. On cross-
examination, Mr. Larkin admitted that the unpaid dividends on the
Series A stock from 1985 through 1989 exceeded the proposed
negative acquisition adjustment. He also agreed that Deltona was
required to pay the dividends on the Series A stock issued in 1995.
Both Mr. Larkin and Ms. DeRonne agreed that the accumulated
dividends would exceed the negative acquisition adjustment.

Mr. Vierima disagreed that a negative acquisition adjustment
should be applied to Deltona because the removal of non-cash
outlays from the purchase price was not appropriate. He explained
that the value of the original investment, plus the liability of
Deltona Corporation for accrued dividends payable at the time of
stock conversion, was called the exchange value. The exchange
value, along with the $7 million settlement payment and the
assumption of $30 million in utility debt made up the underlying
purchase price. The non-cash accrued dividends represented the
time value of money for the four-year period prior to purchase. He
stated that the transaction could have been structured for Deltona
to have paid the dividends to Topeka at closing and then Topeka
would have used the money to buy the utility stock, but the end
result would have been the same.

Mr. Vierima further disagreed with the removal of the 37
million settlement payment from the purchase price. When TGI
exercised its conversion rights, the purchase was challenged by the
Deltona Corporation. The settlement agreement required the payment
of $7 million as additional compensation for the utility purchase,
including the real estate received by the utility from the
purchase. After including the accrued dividends and the settlement
payment in the purchase price, there would be no negative
acquisition adjustment. Regardless, Mr. Vierima added that since
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Deltona was acquired through a stock transfer, no acquisition
adjustment would be appropriate.

c. Review of Our Acquisgition Pclicy

OPC contended that the acquisition adjustment policy needs to
be looked at on a comprehensive basis, and that this is the perfect
opportunity for this Commission to address the issue of negative
acquisition adjustments for SSU.

Mr. Larkin argued that we should recognize negative
acquisition adjustments in rate base because SSU chose to invest in
these facilities, and in an arms-length transaction, was able to
purchase these facilities at a price below depreciated original
book cost. According to Mr. Larkin, this suggested that the true
value of the assets acquired was less than the net book value. He
contended that the investors will earn an overall rate of return on
asgets which are not supported by their actual investment. Mr.
Larkin explained that the large level of increases requested by SSU
justified consideration of these adjustments. Mr. Larkin further
explained that utility assets generally sell for 1less than
depreciated value either because the assets deteriorated through
normal wear and tear at a rate greater than indicated on the books,
or because they were not properly maintained or installed because
the original owner wished to keep rates low in order to sell lots.

Based in part on the potential for future abuse by assets
being artificially written up through utility transfers, Mr. Larkin
testified that our positive acquisition policy should not be
changed except where there are extraordinary circumstances. On
cross-examination, Mr. Larkin stated that the ratepayers are
entitled to the premium paid for the utility when those assets are
sold. Further, a premium paid on non-utility assets should not
increase the value of the utility and the cost of service should be
based on the original cost of the plant when dedicated to service.

Utility witness Vierima stated that SSU agreed with the
current Commission policy. He believed that an acquisition policy
should provide an incentive for larger, gqualified utilities to
purchase assets from less efficient and less capable owners. The
acquiring company and the customers should not be adversely
affected by the numerocus factors that could produce a purchase
price discount or premium in an arms-length transaction. Mr.
Vierima pointed out that Mr. Larkin agreed that the SSU
acquisitions were arms-length transactions. He pointed out that in
Order No. PSC-93-0423-FOF-WS there were no extraordinary
circumstances to support a further negative acquisition adjustment
to rate base.
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Mr. Vierima disagreed with Mr. Larkin’s testimony that a large
revenue requirement should justify the consideration of including
a negative acquisition adjustment and Mr. Larkin’s theory that poor
maintenance of a utility would justify a negative acquisition
adjustment. Mr. Vierima stated that none of OPC's witnesses
identified any facts showing that any of utilities that SSU
purchased had negative acquisition adjustments because of these
points.

Mr. Vierima testified that the acquisition of small systems by
larger utilities provides the following benefits: improved service,
ability to attract capital at a lower cost, professional and

experienced managerial, financial, technical and operational
resources, and the ability to make improvements so that the utility
is in compliance with regulatory requirements. Mr. Vierima

testified that there are a number of opportunities available to SSU
and similarly situated utilities which offer a utility and its
customers growth and benefits from such acquisitions. To impose
negative acquisition adjustments would not promote regionalization
or privatization of small utilities.

Mr. Vierima pointed out that other Jjurisdictions have
recognized similar benefits, and specifically referred to the New
York Public Service Commission (NYPSC). The NYPSC originally did
not allow positive acquisition adjustments and imposed negative
acquisition adjustments. While the former policy was designed to
protect the ratepayers from excessive charges, it had the effect of
acting as a significant disincentive to small water company
acquisitions. In order to develop policy to consolidate small
water companies through acquisitions and wmergers, the NYPSC
investigated acquisition incentive mechanisms and issued a
Statement of Policy on Acquisition Incentive Mechanisms For Small
Water Companies, on August 8, 1994.

Mr. Vierima testified that SSU did not receive a windfall of
money because negative acquisition adjustments were not made. Each
time SSU purchases a plant, the risks increase to SSU. The
tightening water quality standards makes compliance more demanding
and costly, adding the possibility of fines. The increased costs,
and also the increased risk, must be borne by the stockheolders
until rate relief is cbtained.

Mr. Vierima stated that this Commission found that both the
Lehigh and the Deltona acgquisitions were in the public interest.
We found that both acquisitions included certain amounts of non-
used and useful assets and to the extent that these are funded by
cost of capital, the cost of these non-used and useful assets can
be viewed as further premiums paid by TGI for the utilities.
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Therefore, a negative acquisition adjustment for the above reasons
would be a "double hit" because then there would be a non-used and
useful adjustment.

This Commission has acknowledged that absent extraordinary
circumstances, the purchase of a utility system at a premium or

discount should not affect rate base. This has created an
incentive for larger utilities to acquire small, troubled
utilities. In fact, many small utilities, have been acquired by

larger utilities, and we have changed rate base in only a few
instances.

We examined acquigition adjustments in our Order No. 25729,
issued February 17, 1992. We acknowledged that we had consistently
interpreted the "investment of the utility" as contained in Section
367.081(2) (a), Florida Statutes, to be the original cost of the
property when first dedicated to public service, and would not
deviate from that interpretation. We held that the policy provided
a much needed incentive for acquisitions. While the buyer earns a
return on the purchase price and the entire rate base and receives
the benefit of depreciation on the full rate base, without these
benefits, large utilities would have no incentive to acquire small,
troubled systems. The customers of the acquired utility are not
harmed by this policy because, generally, rate base and rates do
not change, so rates have not changed, and customers often receive
a better quality of service.

In addition, we find it important to recognize that the issue
of acquisition adjustments for all of 8SU’s facilities have
previously been addressed by this Commission in other proceedings.
We do not find that, with respect to either the Lehigh or the
Deltona purchases, circumstances have changed sufficient to warrant
making a change in this docket.

In Docket No. 911188-WS, we reviewed the issue of a negative
acquisition adjustment for LUI for the second and third times.
(The first time was in the transfer docket in Order No. 25391,
igsued on November 25, 1991). Order No. PSC-93-1023-FOF-W8, issued
on July 12, 1993, described in detail the procedures on
reconsideration that we undertcok to make sure that the decision
should be maintained.

Ms. Dismukes’ argument that the Commission’s decision in the
Lehigh rate case was factually inaccurate or that the facts have
dramatically changed is not convincing. Ms. Dismukes contended
that the fact that the fair market value of the non-utility assets
was not what the utility purported it to be at the time of the our
decision was substantial and extraordinary. However, the record
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reflects that the RJA report indicated that SSU’s utility assets
should not be discounted by 60 percent. Regardless of the reason
why the change occurred, the fair market value of non-utility
assets is irrelevant to the decision of making an acquisition
adjustment.

Even if a write-down of utility assets were to occur, our
policy is not to recognize negative acquisition adjustments unless
extraordinary circumstances exist at the time of transfer. Even a
possible showing that LUI’s assets were purchased at 45 percent of
book value does not demonstrate that extraordinary conditions
exist, or that we erred in not recognizing extraordinary
circumstances in our prior decisions.

With respect to the Deltona sale, we are persuaded by Mr.
Vierima’'s argument that the purchase price should not be reduced by
the non-cash items. The dividends payable were real obligations
that either had to be adjusted in the purchase price or paid after
the sale. The $7 million settlement was a real cost which had to
be paid before the sale could be completed. To disallow non-cash
items in the determination of purchase price would be illogical.
To force an unnecessary cash transaction would most likely increase
the ultimate cost for both buyer and seller for no gain. Further,
Mr. Larkin agreed that if the dividends payable were added to his
calculation of purchase price, no negative acquisition would
result. Accordingly, the utility’'s calculation of the purchase
price is accepted, resulting in no negative acquisition adjustment
if one were to be calculated.

The acquisition adjustment issue for all of SSU facilities has
previously been addressed by this Commission in other proceedings.
No new evidence has been presented in this case which demonstrated
that we erred in those proceedings. Even if the issue were to be
re-addressed, negative acquisition adjustments for Lehigh and
Deltona would not be appropriate. The Lehigh and Deltona
transactions were gales of stock, not assets; thus no acquisition
adjustment would be warranted.

12. Working Capital

Pursuant to Rule 25-30.433, Flerida Administrative Code, as a
Class A utility, 88U utilized the balance sheet approach to
calculate the working capital allowance. The utility requested a
total company working capital allowance of $7,154,992, which
reflects the 13-month average balance. According to Mr. Vierima,
all accounts related to plant and cost of capital have been
excluded from SSU’s working capital calculation, as well as all
deferred tax accounts, interest bearing assets and all non-utility
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accounts. The remaining balance of accounts, assets net of
liabilities, have been included as a rate base component. We find
the balance sheet approach to be appropriate, but also find it
necessary to make the adjustments set forth below.

a. Adjustments to PS&I Account

SSU included $2,737,272 in its working capital allowance for
Preliminary Survey and Investigation (PS&I) charges for the 1936
projected test year. Staff witness Charleston Winston indicated
that the utility used internal projections to determine the 1995
PS&I balance of $2,737,272, with no additional amounts projected
for the 1996 test year. Mr. Winston’s comparison of the actual and
projected amounts for the 13-month average balance as of September,
1995, revealed a variance of $1,849,076, indicating an error in the
utility’s projection. Mr. Winston testified that the utility’s
supporting documentation was internally generated without outside
verification. Based on his audit analysis, Mr. Winston recommended
that we reduce the utility’s 1996 working capital allowance by
$1,849,076. OPC, Marco, and Nassau Associations supported Mr.
Winston’s proposal.

SSU did not provide any evidence on this point. However, in
its brief, SSU pointed out that the MFRs only reflect the budgeted
amounts of PS&lIs for 1995, with no additional projected amount for
spending in 1996. The utility argued that any variance in the 1995
balance for PS&Is should be offset by the actual 1996 spending.

Because of the wide variance in PS&I spending as of September,
1995, and the lack of support regarding the utility’s projections,
we find it appropriate to reduce 88U’'s 1996 working capital
allowance by $1,849,076. The utility provided no evidence that
actual 1996 spending levels will meet or even come close to the
level projected in the MFRs. We hereby deny 8SU’s proposal to
offset the variance by actual 1996 spending.

b. Keystone Heights Agquifer Performance Test

SSU recorded $75,000 in its 1995 budget for the cost of
aquifer performance testing (APT) at Keystone Heights in Account
No. 186.2 - Other Deferred Debits, which is included as a component
of S8SU’'s total company working capital calculation. The SJRMD
required this testing in order to evaluate the ability of the
Floridian agquifer to adeguately supply the Keystone Heights service
area to evaluate the potential for adverse impacts on the water
resource. Utility witness Denny indicated at the technical hearing
that the original budget amcunt of $75,000 was subsequently reduced
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to $24,300 as a result of a change in the scope of tests to be
performed.

OPC witness Dismukes testified that test year expenses should
be reduced by $3,214, based on a seven year amortization periocd, to
reflect the reduced cost estimate. Ms. Dismukes’ expense
adjustment reflects a reduced budgeted cost of $30,000, based on
SSU’s budget variance comparison for the month of June 1995. Ms.
Dismukes agreed that a more recent update, if available, should be
used to calculate the adjustment, and that total company working
capital should be adjusted to reflect the revised unamortized
balance. In its brief, OPC contended that SSU’s total company
working capital should be reduced by 543,454, and test year
amortization expense for Keystone Heights should be reduced by
$1,990. Marco and Nassau Associations adopted similar positicns.

In response to Ms. Dismukes’ adjustment, SSU witness Bencini
testified that it would be appropriate to make an adjustment, and
he agreed with the monthly amortization amount of $357 calculated
by Ms. Dismukes. However, he disagreed with the total expense
reduction calculated by Ms. Dismukes. Mr. Bencini stated that Ms.
Dismukes’ adjustment of $3,214, only reflects six months of test
year amortization expense. The six-month period Ms. Dismukes used
to formulate her adjustment was the amortization expense included
in the 1995 budget. Mr. Bencini testified that since the projected
1996 test year was prepared by using the 1995 budget increased by
the 1.95 percent escalation factor, without adjustments to
annualize partial year expenses, the amortization expense for the
APT test should be annualized to reflect twelve months of
amortization expense in the test year. Consequently, based on the
monthly amortization calculated by Ms. Dismukes, Mr. Bencini
proposed that the appropriate amount of test year amortization
expense should be $4,284, resulting in a decrease to test year
expenses of $1,073.

Based on the testimony of Mr. Denny and Ms. Dismukes, we find
that any adjustment for the Keystone Heights APT test should be
calculated based on the revised cost estimate of $24,300. We agree
with SSU that the revised amortization expense for the APT test
should be annualized to reflect twelve months of amortization
expense in the test year. Using the utility’s amortization period
of seven years, the annual amortization based on the revised cost
is §3,471. Therefore, total company working capital shall be
reduced by $43,454. In addition, a corresponding adjustment shall
be made to reduce test year amortization expense for Keystone
Heights by $1,990.
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c. Deferred Debits for Spring Hill WWTP Expansion

Staff witness Winston testified that SSU recorded $55,361 in
Account No. 186.2 for charges related to an abandoned 2 MGD

addition at the Spring Hill Wastewater Treatment Plant. The
utility subsequently began amortizing these costs over a four-year
period to Account No. 731.5, Contractual Services - Englneerlng

The Spring Hill facility and related expenses are not included in
this proceeding and have no impact on the revenue requlrement
However, the unamortized balance related to this project is
included in total company working capital, which is allocated to
all plants. Mr. Winston concluded that the utility should be
required to write off these costs to either Account No. 426,
Miscellaneous Nonutility Expense, or Account No. 775, Miscellaneous
Expenses. OPC, Marco, and Nassau Associations contended that SSU’s
total company working capital should be reduced by $17,615 in order
to remove the deferred debits associated with the abandoned project
at Spring Hill.

S8U witness Bencini did not specifically address this point in
his testimony, but contended that expenses related to abandoned
PS&l projects should not be disallowed from rate recovery. Mr.
Bencini contended that all of the studies and investigations which
SSU undertakes are based upon "irrefutable and prudent assumptions"
which should not be disallowed unless the staff auditors prove the
project was imprudent. The utility also argued that we should not
disallow these costs even though the Spring Hill facility is not
included in these proceedings, because of the general corporate
nature of these charges as reflected in SSU’s balance sheet.

We first note that contrary to Mr. Bencini'’'s contention, it is
the utility’s burden to prove that its investments and expenses are
prudent and reasonable. However, we do agree with the utility that
these costs should not be disallowed because of the jurisdictional
status of the Spring Hill Plant, because total company working
capital is allocated to all plants.

While the four-year amortization period for these deferred
debits began in September of 1993, no costs have been incurred
since December of 1988. Moreover, all costs were incurred prior to
SSU’s ownership of the Spring Hill facility. While SSU deemed the
project abandoned in September of 1993, the utility provided no
evidence to indicate why the project costs remained on the books
for almost five years before the amortization period began. SSU
has indicated that an abandonment of a project takes place only
after it is determined to be no longer feasible. However, there is
no evidence in the record to indicate that the utility attempted to
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make this type of determination prior to the ultimate abandonment
of the project.

We therefore find that SSU inappropriately retained these
project costs on its books before beginning the amortization
period. The costs assoclated with this project should have been
completely written off prior to the 1996 test year. Therefore, the
utility’s total company working capital shall be reduced by $17,615
to remove the 13-month average unamortized balance of the Spring
Hill deferred debits.

d. Working Capital: Conclusion

Based on the adjustments detailed above, as well as other
adjustments and stipulations which have been approved herein, we
find it appropriate to approve a working capital allowance of
$4,702,087 allocated to the total company based on number of
customers. This represents a decrease of $2,452,905 from the
utility’s original request.

13. Deferred Debits for Marco Igland Water Supply

SSU witness Morris Bencini testified that since SSU acquired
the Marco Island facility in 1989, the utility attempted to secure
raw water from four separate sources. First it tried to
renegotiate the lease for its raw water source of supply with the
Barron Collier family (Collier Property), which expired on December
31, 1994. These efforts proved unsuccessful through early 1994, at
which time condemnation proceedings began. In 1995, a settlement
price of $8,000,000 was reached. The utility deferred $59,639 in
consultant and legal fees for that purchase. SSU then negotiated
for a new water source with the Dude family (Dude Property).
Several legal issues arose over the proposed purchase of that land,
which was subsegquently bought by another party. SSU deferred
$886,409 in consultant and legal fees related to those acgquisiticn
efforts. Thirdly, the utility was involved in the design and
permitting of a new wellfield. 8SSU deferred 330,279 relative to
its efforts to permit and construct the wellfield. Finally, the
utility began negotiations with the City of Naples in 1993, in
order to interconnect to the City’s raw water source. Late in
1994, SSU realized that this alternative was not economically
feasible and abandoned negotiations. Congultant and legal fees
related to the project were deferred and totaled $489,481.

Based upon these four situations, S8U deferred a total of
$1,465,808 through December 31, 1994. The utility requested to
defer these costs to be amortized over a five-year period,
beginning January 1996. We have approved the deferral of three of
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the four projects and find it appropriate to amortize these costs
over ten years. However, we recognize that the amortization should
begin at the conclusion of the projects, or at the time the
projects were terminated. Because these projects were terminated
as of December, 1994, the amortization shall begin January, 1995.
Our analysis and findings are set forth below.

a. Collier Property

OPC witnesses Larkin and Deronne testified that SSU attempted
to renegotiate the Collier lease prior to its expiration. It was
after 88U determined that the Collier family would not renegotiate
the lease that SSU attempted to purchase the Collier property. Mr.
Larkin and Ms. Deronne argued that because the renegotiations
failed, the costs should have been treated as an expense during the
period the costs were incurred. The OPC witnesses contend that SSU
had no basis for treating the lease renegotiation costs differently
than it would treat any other costs incurred for legal matters.

Witnesses Larkin and Deronne contend that SSU did not obtain
specific Commission permission to defer these costs, which were
incurred during 1992 and 1993. They maintain that it is
inappropriate for S8SU to begin to amortize these period costs in
1996, over three vyears subsequent to when the actual costs were
incurred.

Utility witness Teasley stated that SSU’s attempt to
renegotiate the lease on the Collier property was initiated in
1990, over four years before the lease was scheduled to expire.
She contended that it would not have been prudent for S8SSU to
attempt to acquire the property either through a negotiated
purchase or through condemnation proceedings without first pursuing
a long-term lease arrangement. Over the course of the next two
years, SSU attempted to renegotiate the lease utilizing both short
and long-term alternatives and a variety of terms, without success.
Approximately $60,000 was incurred in these efforts, including
expenses necegsary to define the leased property, evaluate
financial terms for the proposed lease, and draft and negotiate a
lease agreement. Ms. Teasley maintained all such costs were
prudently incurred and could not have been avoided in attempting to
find the least cost alternative to obtain a permanent water supply
gource for Marco Island.

Ms. Teasley further contended that although these negotiations
were not successful, they were a necessary precursor to the
ultimate acquisition of the Collier property. If the negotiations
had been successful, a lease extension would likely have been the
least cost alternative for Marco water supply, at least based upon
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the terms proposed by SSU at the time. Therefore, expending such
costs was clearly prudent and in the best interest of SSU's
customers. Under thesge circumstances, she testified that it was
not unreasonable for 88U to defer such costs until obtaining the
permanent water supply source and then request recovery of gsuch
expenses from its customers.

Utility witness Morris Bencini rebutted OPC’'s claim that SSU
did not obtain specific Commission permission to defer these costs,
by stating that no rule on this topic exists, nor was the utility

aware any such request had been made in other instances. He
contended that the amocunt of cost and administration would make
this level of review non-economical. He testified that the

deferral of these costs 1is consistent with 8SU’s policy of
deferring and amortizing any non-recurring expense items which
exceed $10,000 and do not recur for at least three years.

Mr. Bencini testified that SSU considered capitalizing the
costs to the Collier water supply purchase because the studies were
all related to the ultimate water source for Marco Island.
However, because the final resoclution was to condemn the water
supply source, and the fact that land was not depreciated and
perpetually remained in rate base unless it was disposed of, SSU
determined that a more prudent course would be to defer these costs
and amortize them over the prescribed five year period.

According to Mr. Bencini, due to the materiality of the
project cost, it was determined that the costs should be included
as an "other" rate base item for purpose of segregating the costs
associated with service to Marco Island. He maintained that
becauge SSU has propos=sd a separate reverse osmosis treatment rate
for Marco Island custcmers and the cost associated with obtaining
a water source for that class of customers should appropriately be
borne by those customers. Mr. Bencini agreed that an alternative
treatment would be tc include this project as a deferred debit in
Account No. 186.2 and amortize the project cost over a certain
period of time. He asserted that SSU selected five years because
it did not have a better posgition for amortization purposes.
However, a longer amortization period could be used as long as the
unamortized balance remains either in an other rate base category
or in the working capital component.

Marce Island Civic Association witness Woelffer, testified
that the amortization period used by the utility would not result
in fair and equitable rates for the customers. He argued that
becauge 88U has expended funds developing the long term asset of a
water supply, the costs attributed to the asset should be included
in the total asset and depreciated over forty years. Mr. Bencini
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agreed that rate base treatment may pose an equitable alternative
rate treatment for both the utility and the Marco Island customers.
He proposed that the project could be reclassified as intangible
plant and amortized over twenty-five years.

Based on Ms. Teasley's testimony, we conclude that the utility
acted prudently in its attempts to renegotiate the lease on the
Collier property. A lease extension would have been the least
costly alternative. Accordingly, the costs related to the attempts
to renegotiate the lease on the Collier property shall be amortized
above the line. We also accept the explanation of Ms. Teasley that
it was not unreasonable to defer the costs related to the Collier
Property lease until obtaining the permanent water supply source.
Mr. Bencini correctly stated that we do not require a utility to
request permission prior to deferring costs.

We do not agree that it would be appropriate to change the
treatment, used by the utility in its MFRs, to record these costs
as an intangible asset. As evidenced by the record, these costs
reflect non-recurring charges and pursuant to Rule 25-30.433 (8),
Florida Administrative Code, must be amortized. We find it to be
more reasonable to amortize the costs over ten years, rather than
the five year period proposed by the utility. We note that while
the utility proposed a five year period, utility witness Bencini
agreed that a longer period could be used, as long as the
regulatory treatment remained the same. Therefore, we authorize
the utility to amortize the $59,639 related to the attempts to
renegotiate the Collier Property lease over a ten year period.

b. Dude Property

Mr. Larkin and Ms. Deronne questioned the charges for Image
Marketing Associates related to the Dude property. They argued
that at the time the negotiations were in progress, the property
was in foreclosure, with SSU required to pay half of the $180,000
foreclosure charge. The charge was nonrefundable unless the
property was actually purchased by S8SU. The utility ended up
paying the full amount contingent on future reimbursement from
another party for the other $90,000. SSU included the total
$180,000 in its deferral, which OPC contended should be disallowed.

Mr. Bencini asserted that there is only one invoice included
in the project from Image Marketing, totalling $3,053. He argued
that any other services provided by Image Marketing were not
included nor relevant to thig project. Mg. Teasley testified that
SSU pursued the use of this property from 1990 to 1994 for a water
supply source for Marco Island. In August of 1990 an initial lease
agreement was negotiated with Southfield Farms, the owner of the
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property, to supplement other Marco water sources. During the
remainder of 1990 and 1991, SSU conducted hydrogeological studies
to support proposed water withdrawals, began preliminary design of
pump structures and pipeline, and pursued acquisition of easements
and permits for the project. Although S8U experienced some
permitting delays in late 1991, it continued to receive necessary
permitting approvals through April of 19382, The Collier County
Commission declined to grant necessary conditional use permits for
the property. This denial was issued despite the fact that all
other permitting agencies had approved the project.

During the pendency of Collier County hearings, May to August
1992, SSU and Southfield Farms agreed to jointly defer a pending
foreclosure action on the property by the payment of $180,000 to
Barnett Bank. Pursuant to the agreement, SSU advanced $90,000 on
behalf of Southfield Farms to the Bank which was to be repaid at a
later time. Although the foreclosure action was delayed until
October 1992, SSU and Southfield Farms were unsuccessful in
obtaining the necessary permits from Collier County to use the

property as a water supply source. A subsequent appeal of the
County decision and related litigation with the adjacent
agricultural property owners was likewise unsuccessful. The

adjacent property owners eventually purchased the property from
Barnett Bank and SSU entered into a settlement agreement with them
by which SSU received certain easement rights over the property.
In a separate action against Southfield Farms and its principal,
Harold Dude, SSU has obtained a judgement for the $90,000 it paid
to Barnett Bank on behalf of Southfield Farms and is attempting to
collect on this debt.

Ms. Teasley affirmed that all of SSU’s activities to negotiate
the Dude water purchase agreement, as well as to design and permit
the project, were prudently incurred to obtain an additional water
supply source for Marco Island. From project inception through the
summer of 1992, SSU believed that the project was viable and cost-
effective. Based on the perceived strength of SSU’s legal
position, the utility appealed the County Commission decision and
pursued additional litigation with the property owners into 1994.
However, when it became clear that SSU was going to be unsuccessful
in any further attempts to utilize the property as a water supply
source, it entered into a settlement agreement with the property
owners. 8SU did not voluntarily abandon the water supply project,
but instead pursued it prudently to its logical conclusion.

Ms. Teasley further testified that outside legal counsel
advised SSU that relevant legal authority supported the position
that SSU was entitled to receive permits for the project. Despite
this, however, the opposition prevailed. It is Ms. Teasley’s
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contention that SSU should not now be denied recovery of the
amounts prudently incurred because it was unsuccessful 1in
permitting what appeared to be the most viable and cost-effective
water supply project. Furthermore, the sume paid to Barnett Bank
were necessary to retain SSU’s interest in the property during the
pendency of the Collier County conditional wuse proceeding;.
Contrary to the testimony of witnesses Larkin and DeRonne, SSU did
not and should not be expected to accept the risk that the Dude
property would not be permitted as a water supply source and not be
allowed to recover its costs which were prudently incurred. For
the reasons stated above, Ms., Teasley stated that the utility
believes it should be permitted to recover its costs associated
with this project in current rates.

Staff witness Dodrill proposed reclassifying the $886,409, the
utility included in deferred debits for the Dude property, to

"miscellaneous non-utility expense." He maintained that an
appraisal of the property stated that a portion of the property was
available for pit mining. Additiocnally, other sources indicated

that a portion of the water source was sold to a golf course.
Because the golf coursge is out of the utility’s service area, the
revenue would be non-utility income. For these reasons, he
recommended reclassifying the costs to non-utility expense.

Ms. Teasley rebutted Mr. Dodrill’s testimony on this issue.
She testified that the agreement between SSU and Southfield Farms
provided that Southfield would conduct mining activities on the
property and SSU would lease the property based on charges for the
amount of water withdrawn. It was never anticipated that SSU would
conduct or pay for any mining activities on the property, and none
of the $886,409 expended by S8SU related to sgtudies, design or
permitting activities for the proposed mining. In fact, all of the
SSU expenditures related to obtaining permits and conducting
related activities were to use the property for water supply.
Southfield expended funds to permit the mining activities. She
argued that any allocation and disallowance of SSU costs based on
acres available for pit mining on the property is totally
inappropriate. SSU did not stand to gain financially from any
mining activities based on its agreement with Southfield Farms, and
therefore, should not be denied recovery of its prudently incurred
expenses because the owner had a proposed dual use for the
property.

Ms. Teasley disagreed with Mr. Dodrill’s proposed disallowance
of costs related to a portion of the water from the Dude property
to provide raw irrigation water to the Massachusetts Mutual Golf
Course. She contended that it was not clear that if such water had
been sold by SSU to the golf course that it would not have been
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regulated by this Commission as a bulk sale and treated as utility
income. Furthermore, the amount of water which was anticipated for
sale to the golf course in the draft agreement, 350,000 gpd, was in
fact less than nine percent of the 4,000,000 gpd that was estimated
to be available from the Dude property. The balance of the water
supply, or 94 percent of the water, would have been available as a
water supply source for SSU'’s Marco Island customers. Therefore,
disallowing SSU’s prudently incurred expenses to obtain this source
of water for its customers, according to Ms. Teasley, would be
inappropriate.

The utility has presented sufficient evidence to support its
argument that the costs should not be reclassified to non-utility
expense. We accept Ms. Teasley’'s explanation that it was never
anticipated that SSU would conduct mining operations, it would only
lease the property based on charges for the amount of water
withdrawn. If the utility had received revenuesg from water sales
to the golf course, it would have been appropriate to include the
revenuesg in setting rates.

Based on Ms. Teasley’'s testimony, that at the time the
utility believed the Dude property was the most viable and cost
effective alternative, we conclude that the utility acted prudently
in its attempts to secure a raw water lease on this property.
Therefore, the costs related to the attempts to secure a lease on
the Dude property shall be amortized above the line. However, an
adjustment will be made to remove the $90,000 foreclosure charge
paid by the utility on behalf of Southfield Farms, as the utility
is attempting to collect the debt. Therefore, the deferred costs
for the Dude property shall be reduced by $90,000, with the
remaining $796,000 amcrtized over ten years.

c. New Wellfjield

SS8U also included $30,279 in costs associated with its design
and permitting of a new wellfield on its 160 acre land parcel. Mr.
Larkin and Ms. Deronne argued that these costs consisted primarily
of charges for a raw water source alternative analysis conducted by
Hartman and Associates during September 1992 through 1993. These
witnesses contended the costs should have either been expensed
during the period or should have continued to be deferred and

ultimately charged to the new wellfield. In either case, OPC
proposed removing $30,279 from amortization expenses. Utility
witness Bencini agreed with this proposal. Therefore, we shall

remove $30,279 in costs related to the design and permitting of a
new wellfield.
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d. city of Naples

OPC witnesses Larkin and Deronne testified that SSU incurred
legal and consulting costs of $489,482 associated with 1its
attempted interconnection with the City of Naples’ raw water supply
source. The costs were incurred from October 1992 through December
1994. They contended that SSU did not obtain specific Commission
permission to defer these costs, nor did it present any evidence
that these costs should be treated as anything other than normal
period expenses. Accordingly, SSU should have charged the costs to
expenses during 1992 through 1994 and not recover costs which it
"arbitrarily" deferred to 1996. Further, 8SU should not have
allocated overhead costs to its attempted interconnection efforts.

As stated above, we agree with the utility that it did not
require our permission to defer the costs. Ms. Teasley argued that
the OPC witnesses did not present any evidence that the costs
related to the attempted interconnection with the City of Naples
were not prudently incurred or were unreasonable in amount. She
contended that the project was pursued in good faith. At the end
of 1992, after the renegotiations with the Collier family failed,
SSU pursued an interconnection with the City of Naples, as a
prudent alternative to the wuncertainties of condemnation.
Preliminary indications in early 1993 were that adequate capacity
was available from the city at a cost less than the expected
ocutcome under the Collier condemnation proceedings. Additionally,
SSU believed additional water for future needs could be obtained
through the city due to its projected wellfield expansgion.

During 1993, a significant amount of work relating to studies,
preliminary design, permitting and agreement negotiation with the
city took place. Ms. Teasley contended that these activities were
necessary to confirm available capacity, determine if necessary
permits could be obtained and to make final cost estimates. When
the final studies were completed in December of 1993, it became
clear that several variables made the interconnection a more costly
alternative than costs associated with the Collier condemnation
proceedings.

Approximately $490,000 was spent to pursue the above-
referenced activities relating to the project so that the
interconnection would be able to provide water to Marco Island by
January 1995. However, once the necessary studies were completed,
and all the costs were fully explored, SSU determined that the
interconnection was not the least cost alternative available as was
originally anticipated. According to Ms. Teasley, it was no
longer prudent to pursue this water supply alternative, and




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 114

preparations were made to pursue the acquisition or condemnation of
the Collier property.

Ms. Teasley argued that these costs were not “arbitrarily
deferred” as stated by OPC. They were prudently incurred by SSU in
seeking the lowest cost alternative for a Marco Island water supply
source. As soon as the necessary studies and negotiations were
completed, SSU discontinued this project and pursued another least
cost alternative. She maintained that such costs should be borne
by the ratepayers as part of the ultimate cost of securing a
permanent water supply source for Marco Island. If the Naples
interconnection project had been completed, such costs would
certainly have been charged to the interconnection capital project
and included for recovery in the current rate case. Therefore,
these costs are properly includable in customer rates as part of
this rate proceeding.

Contrary to SSU’s assertion, it is not OPC’s burden to prove
the costs were unreasonable. It is the utility’s burden to
demonstrate the costs were reascnable and prudent. We accept the
explanation of Ms. Teasley that SSU acted prudently in that it
sought the lowest cost alternative for a water source and as soon
as the cost studies were complete, the utility abandoned the
project for another 1least costly alternative. S8U has also
justified its decision to defer the costs until the negotiations
were complete and a water source had been obtained. Based on the
above, the costs related to the attempts to secure a lease on the
Dude property shall be amortized above the line for a period of ten
years.

e. Marco Island Deferred Debits: Summary

Based upon our findings, we have decreased the utility’s test
year amortization amount by $158,609 and decreased the unamortized
amount included in rate base by $175,527.

14. Total Test Year Rate Base

Based wupon 13-month average test year balances and the
adjustments made herein, we find the appropriate rate base in total
to be $78,916,790 for water and $50,440,146 for wastewater. The
schedules for water and wastewater rate base are attached to this
Order as Schedule Nos. 3-A and 3-B for each individual service area
in alphabetical order. The schedules of adjustments to rate base
are attached as Schedule No. 3-C following the rate base schedules.
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VIIT. COST OF CAPITAL

our adjustments and calculation of the appropriate cost of
capital are depicted on Schedule No. 1-A, attached to this Order.
Those adjustments that are self-explanatory or which are
essentially mechanical in nature are reflected on that schedule
without further discussion in the body of this Order. The major
adjustments are discussed below.

1. Adjustments to Equity

OPC witness Dismukes testified that SSU’s common equity should
be reduced by $4.8 million to reflect the reduction to 1996 net
income caused by the refund mandated by Order No. PSC-95-1292-FOF-
WS, issued October 19, 1995 in Docket No. 820199-WS. SSU offered
no argument in its brief regarding this specific adjustment. Order
No. PSC-95-1292-FOF-WS required SSU to refund approximately $8.2
million, which would leogically reduce net income and common equity
during 1996. We have affirmed that order and continue to require
the utility to make this refund. Accordingly, we find it
appropriate to reduce SSU’s common equity by $4.8 million.

Ms. Dismukes advocated two other specific adjustments, which
we reject. First, if we deny her primary recommendation that gains
on sales of utilities be amortized above the line, she recommended
that we reduce common equity by $8,940,411 to reflect the gains as
non-utility investment. We have determined in this Order that we
will not amortize gains on sale of the Venice Gardens facility
above the line. We typically remove non-utility investment from
common equity because it is generally considered more risky than
utility investment. Also, as SSU witness Gower suggested, a
company'’'s use of funds cannot be traced to a specific source such
as common eguity.

Secondly, Ms Dismukes recommended that we reduce equity by
$203,924 to reflect the utility’s investment in general plant
associated with gas operations. Ms. Dismukes agreed that the
general plant allocated to gas operations is no more risky than
that allocated to water and wastewater operations, but argued that
if the gas operations were on a stand-alone basis and had their own
general plant it would be removed from the capital structure.

ngiver, we find that the general plant does not carry greater
risk.

2. Cost of Common BEguity

Pursuant to Section 367.081(4) (f), Florida Statutes, a utility
may present evidence as to its appropriate rate of return on common
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equity, or may request that we adopt the reasonable range which we
have established for that year by using a leverage formula. In
this proceeding, SSU has elected to propose a rate of return on
equity which differs from the established leverage formula rate.
SSU, OPC and our staff presented considerable evidence on this
subject.

SSU witness Roger Morin testified that, wunder normal
circumstances, he would employ several cost of equity models along
with hig assessment of SSU’s risk circumstances to estimate the
return required by investors on equity capital. However, in this
instance, he used our 1994 leverage formula, which was in effect at
the time that his direct testimony was filed, and recommended
modifications to it.

The 1994 leverage formula was established by Order No. PSC-94-
1051-FOF-WS, issued August 29, 1994. Mr. Morin believed that this
formula was unresponsive to the risks faced by Florida water and
wastewater (WAW) utilities. Mr. Morin stated that while the 1994
leverage formula relied solely on the DCF model, the CAPM model
would be more useful in quantifying risks faced by Florida water
utilities. Mr. Morin further proposed to modify the 1994 leverage
formula to correct a minor "computational blemish" or averaging
error in the DCF model. He also proposed adding 30 to 35 basis
points to the 1994 leverage formula’s risk premium model because
the model used natural gas companies, which Mr. Morin believes are
less risky than water companies.

The models in the 1994 formula used a national index of
companies, but recognized the additional business risk faced by
Florida watexr utilities by increasing the yield spread between Baa2
rated bonds and A rated bonds. Witness Morin recommended widening
this spread by using the spread between Baa3 rated bonds and A
rated bonds. He also recommended the addition of 50 basis points
as a liguidity premium since Florida water utilities have privately
placed debt. Finally, Mr. Morin noted that the cost of debt in the
1994 formula is constant over the range of equity ratios, from 40
percent to 100 percent, and that the cost of debt should vary over
this range. He also testified that the range of allowable equity
ratios should be from 30 percent to 100 percent.

Mr. Morin‘’s amended 1994 leverage formula yields a 12.58
percent cost of equity at a 40.7 percent equity ratio. He
testified that because SSU 1is somewhat 1less risky than other
Florida water utilities, the liquidity adjustment should be reduced
from 50 to 20 basis points. With rounding, this vyields his
recommended 12.25 percent cost of equity with the company-proposed
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weather normalization clause (WNC} and 12.50 percent without the
WNC.

staff witness Andrew Maurey proposed using the 1995 leverage
formula, which was in effect at the time of the filing of his
prefiled testimony. We approved that leverage formula in Order No.
PSC-95-0982-FOF-WS, issued August 10, 1985. Using this 1995
formula and the 40.7 percent equity ratio indicated in SSU’'s MFRs,
witness Maurey recommends an 11.83 percent cost of equity for SSU,
with a range of plus or minus 100 basis points.

Mr. Maurey explained that the 1995 leverage formula has four
parts. First, a 10.78 percent return on equity is derived from two
DCF models, a risk premium model, and a CAPM analysis. Second, a
bond yield differential of 51 basis points is added to reflect the
difference in risk between the companies used in the four models
and an average WAW utility in Florida. Third, a private placement
premium of 25 basis points is added to recognize that Florida WAW
utilities do not have access to the public capital markets.
Finally, an adjustment of 34 basis points is added to reflect the
required return on equity at a 40 percent equity ratio.

Mr. Maurey tesgtified that there were several differences
between the 1994 and 1995 leverage formulas. The minor averaging
error noted by witness Morin has been corrected in the new formula.
The risk premium model uses an index of publicly-traded natural gas
utilities. Because the index of WAW utilities is more risky than
the index of natural gas utilities, a premium of 18 basis points is
added to the risk premium model. Furthermore, the 1995 formula
includes a prospective CAPM.

OPC witness James Rothschild stated that the 1995 formula from
Order No. PSC-95-0982-FOF-WS would suggest a cost of equity which
is considerably higher than SSU’'s current cost of equity. Mr.
Rothschild proposed 10.10 percent as the appropriate cost of equity
for SSU. Mr. Rothschild based his recommendation on DCF models,
using a risk premium model and a CAPM as a check of the DCF
results.

Mr. Rothschild employed a constant growth DCF model as his
primary method, using a growth rate based on earnings retention.
He used a two-stage DCF model, and the water and natural gas
utilities reported in Value Line. His risk premium model used a
group of electric utilities. Mr. Rothschild had reservations about
the risk premium model because it does not remain constant and can
be affected by changes in the tax law. Though he presented a CAPM,
he also had similar reservations about this method. Mr. Rothschild
favored a geometric average, rather than an arithmetic average, in
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calculating historical returns that are an input for the CAPM. He
found flaws with Mr. Morin’s CAPM, his assessment of risk faced by
Florida WAW utilities, his addition of a liquidity premium, and the
weather normalization clause. He does not believe that market-to-
book value ratios above 1.0 hinder a DCF model.

In rebuttal, Mr. Morin contended that Mr. Rothschild
understated SSU’s cost of equity and underestimated the risks faced
by SSU and other water utilities. Specifically, he stated that
OPC's witness inappropriately relied solely upon a DCF model using
the "retention growth" method, and that the models do not have an
allowance for flotation costs. In rebuttal to Mr. Maurey’'s
testimony, Mr. Morin repeated his concern that the cost of debt
should vary over a range of equity ratios and that the 40 percent
floor on common equity ratios should be lowered to 30 percent.

Our findings as to the individual elements of the formulas
recommended by the witnesses are set forth below.

a. Market Risk Premiums

Mr. Morin employed historical and prospective market risk
premiums in his recommended CAPM. The 1995 leverage formula
includes a prospective CAPM. We agree with Mr. Maurey’s testimony
that realized returns can be substantially different from
prospective returns. Therefore, the CAPM should not use
historical, earned returns. Further, a prospective CAPM avoids the
controvergy over geometric versus arithmetic averaging raised by
Mr. Rothschild.

b. Comparative Risk

A comparison of the financial statistics for water utilities
and natural gas utilities shows that the latter is somewhat less
risky. Though the benchmark Standard and Poor’s interest coverage
and equity ratios for an A rating are lower for water than for
natural gas, the other financial statistics cited by witnesses
Morin and Maurey suggest natural gas has lower risk. Mr. Maurey
stated that the 1995 leverage formula has a premium of 18 basis
points for this effect. We find that this amount is conservative
and reasonable.

c. Private Placement Premium

The bond yield differential for the 1995 leverage formula is
the spread between the yields on Al-rated bonds and Baa3-rated
bonds. The 1995 leverage formula includes a private placement
premium, or liquidity premium, of 25 basis points to recognize that
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Florida WAW utilities do not have access to the public debt and
equity markets. Though this is less than the 50 basis points Mr.
Morin recommends, it is based on a survey of the private placement
market. Mr. Rothschild believes this adjustment is inappropriate
in this case because SSU is owned by MP&L. Mr. Morin rebuts this
by stating that SSU must be treated as a stand-alone entity and
that it is intuitive that investors require a higher return from an
illiguid investment. Upon review of these considerations, we find
that Florida WAW utilities do not have ready access to the public
debt and equity markets. Therefore, the private placement premium
of 25 basis points is appropriate.

d. Variable Cost of Debt

Utility witness Morin contended that the cost of debt should
vary over a range of equity ratios. Staff witness Maurey stated
that a variance in the ccost of debt would be burdensome because it
would require a recalculation of the leverage formula for various
interest rates. Mr. Maurey also stated that the cost of debt will
not vary up to the maximum debt ratio of 60 percent. Based on the
evidence, we find that the assumption of a constant cost of debt is
reasonable.

e. Egquity Floor

Mr. Morin stated that there is "nothing magical" about the 40
percent common equity floor in the 1995 leverage formula. He
advocates a 30 percent floor as being prudent. Mr. Maurey stated
that the average equity ratio for publicly traded WAW utilities is
42 percent, and further noted that Florida WAW utilities are more
risky than the publicly traded utilities. Moreover, the Standard
& Poor’s benchmark equity ratio for BBB-rated water utilities is
approximately 40 percent. For these reasons, we find the 40
percent floor te be reasonable.

f. Weather Normalization Clause

Witness Morin testifies that a revenue adjustment mechanisam,
such as SSU’s proposed weather normalization clause (WNC), reduces
a utility’s risk and, therefore, its cost of equity. We have
disallowed the WNC, as detailed below, and therefore do not rule
upon Mr. Morin’s proposal. However, we note that even if the WNC
had been approved, a review of the record does not support adequate
evidence for an adjustment.
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g. Cost of Equity: Conclusion

The 1995 leverage formula incorporates several but not all the
modifications that Mr. Morin recommends. It alsc partially
addresses Mr. Rothschild‘s concern that the leverage formula has
only a prospective CAPM and a liquidity premium of 25 instead of 50

basis points. We agree with Mr. Morin that Mr. Rothschild’s
testimony relies too heavily on a DCF model with an earnings
retention growth rate. Therefore, we conclude that the 1885

leverage formula set forth in Order No. PSC-95-0982-FOF-WS is the
appropriate method for determining SSU’s cost of equity.

We have adjusted SSU’s common equity, resulting in an equity
ratio ©of 39.24 percent. With this equity ratio and the 1995
leverage formula, the resulting cost of equity is 11.88 percent.
Allowing a range of reasonableness, we find that the appropriate
return on equity for SSU is 11.88 percent, with a range of plus or
minus 100 basis points. We note that elsewhere in this Order, we
have adjusted S8SU’s return on equity by 50 basis points for a
period of two years. During that two year period, SSU’s adjusted
return on equity will be 11.38 percent, with the range remaining
from 10.88 percent to 12.88 percent.

3. Accumulated Deferred Income Taxes

88U identified total company debit accumulated deferred income

taxes (ADITs) of $4,784,352. In preparing its MFRs, SSU wade
numerous additions and adjustments to its rate base, several of
which had ADIT consegQuences. These adjustments and additions

included a correction to depreciation expense, Lehigh lines, 1995
plant interconnections, and unclaimed CIAC gross-up. Our review of
related documents indicated that S8SU did not reflect the
appropriate ADIT consequences in the MFRs. SSU witness Bruce
Gangnon agreed with this finding. Therefore, we find it
appropriate to reduce the total company debit ADITs by $287,390 to
$4,496,962 to properly reflect the ADIT consequences.

In addition to making an adjustment to the ADIT amount, we
found it necessary to review the utility’s allocation methods. We
find that the allocation methods are reascnable, with one
exception: the allocation of CIAC-related ADITs in Account 190 on
the basis of 1996 CIAC activity. A comparison of the cumulative
CIAC activity by plant in Exhibit 125 to the 1996 CIAC activity by
plant in the relevant MFR schedule indicates a significant
variation. In 1986, Section 118(b} of the Internal Revenue Code
(IRC) was amended to make all CIAC taxable. We find that the CIAC-
related ADITs in Account 190 should be allocated to the individual
plants on the basis of the test year average balance of taxable
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CIAC activity since 1986. This method more closely aligns the CIAC
ADITs with the CIAC that created the CIAC-related ADITS. This
method is consistent with the method authorized in SSU’s previous
rate proceeding. Witness Kimball acknowledged that she saw no
reason for departure from the decision in Docket No. 920159-WS.

Therefore, we find it appropriate to approve SSU’s allocation
methods as filed in its MFRs, with the exception of the CIAC-
related deferred taxes, which should be allocated to the plants on
the basis of the average 1996 balance of the 1987 through the 1996
projected CIAC actiwvity, rather than on the basis of 1996 CIAC
activity. The debit deferred taxes are reflected for individual
rate bases on Schedules Nos. 3-A and 3-B.

4. Invegtment Tax Credits

In calculating the revenue regquirement in this proceeding, SSU
used total company Investment Tax Credits (ITCs) prior to
reconciliation to rate base of $1,335,813, whereas SSU’s income tax
calculation used the "per books" and "utility adjusted" ITC
amortization of $78,697. According to 88U witness Gangnon, this
mismatch occurred because the ITC amortization in its income tax
expense calculation is based upon the carry-forward of the MFRs of
rate proceedings held prior to MP&L’'s acguisition of the Deltona
entities. However, 8SU’'s capital structure ITC is based upon what
is actually recorded on SSU’‘s books and ledgers. In the capital
structure, 88U used the ITCs that it has been able to use to offset
its currently payable taxes.

Based on the utility’s assertion regarding the Deltona
adjustment, we find the "Per Rate Purposes" amortization to be
appropriate. Furthermore, because SSU used the "Per Rate Purposes"
ITC amortization of $78,697 as a reduction to its cost of service
income tax expense, "Per Rate Purposes” ITCs of $1,933,972 should
have been used 1in its capital structure. This results in
consistent treatment of the ITCe in the capital structure with the
ITC amortization included in income tax expense and recognizes past
Commission-ordered adjustments, which have been carried forward.
Therefore, unamortized ITCs shall be increased by $598,159, from
$1,335,813 to $1,933,972.

5. Weighted Average Ccst Rate of ITCs

Pursuant to Section 46(f) (1) of the Internal Revenue Code
(IRC), an Option 1 utility assigns a cost rate of zero for ITCs in
its capital structure and reflects the amortization of the ITCs
below-the-line for ratesetting purposes. An Option 2 utility
pursuant to Section 46 (f) (2), IRC, assigns the weighted cost of
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investor sources of capital as the cost rate for ITCs in the
capital structure and reflects the amortization of the ITCs as a
reduction to above-the-line income tax expense. A utility’s option
status is usually not at issue. However, because SSU has purchased
Option 1 facilities, we must address whether Option 1 should be
used for ratesetting purposes for those facilities.

In Docket No. 92019%-WS, SSU proposed to treat all of its
facilities as Option 2. However, by Order No. PSC-93-0424-FOF-WS,
we approved a mix of Option 1 and Option 2 in the consolidated
capital structure, resulting in a 2.22 percent cost rate. In this
proceeding, SSU’s has assumed Option 2 status for all facilities,
resulting in a calculated cost of ITCs in its capital structure of
9.68 percent.

8SU acknowledged that its proposed treatment is inconsistent
with Docket No. 920199-WS. However, Mr. Gangnon testified that a
company should have only one method of accounting for an item.
When two companies with different methods of accounting are merged,
a choice must be made as to the appropriate method on a going
forward basis. This is normally the accounting method followed by
the dJdominant company. Mr. Gangon stated that, based on this
technique, each time a company is merged with SSU, Option 2 status
should be applied. To further support its position, SS8U submitted
IRS Regulation 1.381(c) (4)-1(c} (2} and several IRS letter rulings.
Mr. Gangnon stated that while he could not c¢ite a specific
statement in the letter rulings which would require the use of
Option 2, he believed that the Commission should use a consistent
method.

Our review of the IRS documentation did not reveal language
that mandates Option 2 treatment for all companies for ratesetting
purpcses. We agree with SSU that it is preferable for the book and
the ratesetting treatment to be consistent. For the reasons stated
herein, and based upon the evidence presented, we find 8SU’s
proposed Option 2 approach, wherein all ITCs are treated in
accordance with Section 46 (f£) (2) of the IRC, to be reasonable and
acceptable. Based on our adjustments to rate base and capital
structure, the weighted average cost of the ITCs is 9.97 percent,
using an 11.38 percent return on equity and 10.17 percent, using an
11.88 percent return on equity.

6. Overall Cost of Capital

Through witness Vierima, SSU presents a consolidated capital
structure as the basis for its proposged 10.32 percent overall rate
of return. 1In recent SSU rate applications, we have approved the
use of a consolidated capital structure. Mr. Vierima testified
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that, with the exception of the Marco Island Industrial Development
Bonds and the Hernando and Volusia Private Activity Bonds, the
majority of SSU’s debt and all of its equity financing are done on
a utility-wide basis. 8SU’s cost of debt is significantly lower on
a consolidated basis. Tax-exempt financing, market recognition,
administration of funds, access to credit support, availability of
longer maturities, less restrictive loan covenants, and access to
public and private markets also benefit from unified financing
programs.

Marco Witness Woelffer contended that the debt attributable to
the Marco Island facilities should be calculated separately to
match the source of long-term debt with specific assets, resulting
in 10.11 percent cost of capital. Otherwise, those customers pay
higher rates and subsidize other customers. Mr. Woelffer also
noted that SSU has tax-exempt bonds associated with Collier, Lee,
and Volusia counties.

In rebuttal, Mr. Vierima testified that although private
activity bonds such as the Collier County bonds are related to a
specific project, SSU’s creditors look to the entire company and
its parent when deciding to lend funds. Mr. Vierima opined that
Marco Island could not obtain the terms and rates that SSU got for
the Collier County bonds on its own.

We agree that SSU’s entire company is considered as legal
obligor for credit rating purposes, and that SSU can obtain debt at
a lower cost on a consolidated basis. Therefore, we find it
appropriate to calculate one overall cost of capital for SSU based
on its consolidated capital structure. Based upon our adjustments
and findings herein, we find the appropriate cost of capital to be
10.13 percent, based on an 11.88 percent return on equity as
discussed herein. We have adjusted SSU’s return on equity to 11.38
percent, based upon our review of the company’s quality of service
and management. With the adjustment to an 11.38 percent return on
equity, the resulting overall cost of capital is 9.94 percent.

IX. NET OBERATING INCOME

Our calculations of net operating income are depicted on
Schedulegs Nos. 4-A for water and on Schedules Nos. 4-B for
wastewater. Our adjustments are itemized on Schedule No. 4-C.
These schedules are grouped by system, in alphabetical order.
Those adjustments which are self-explanatory or which are
egsgentially mechanical in nature are reflected on that schedule
without further discussion in the body of this Order. The major
adjustments are discussed below.
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1. Operating Revenues

The utility and other parties proposed several adjustments to
the calculation of operating revenues. These adjustments included
weather normalization, repression adjustments, adjustments for the
effects of conservation, billing and consumptions adjustments, and
adjustment to specific plant revenue amounts. We have addressed
each in detail below.

a. Proposed Normalization Adjustments Based on

Weather/Rainfall

SSU projected its 1996 water consumption and bills by first
taking the average of the consumption experienced at each plant
during the years 1991 through 1994, then applying a plant-specific
compound growth rate for the 1991-1994 period to estimate bills and
gallons for 1995 and 1996. The utility’s projections for 1996
wastewater consumption were calculated in a slightly different
manner, by taking the actual 1994 bills and gallons multiplied by
the plant-specific four-year compound growth rate for 1995 and
1996. 88U used the four-year average consumption method not only
to normalize consumption variations due to weather, but also to
normalize consumption variations due to elasticities of demand and
the Company’s conservation efforts.

OPC witness Kimberly Dismukes testified that the utility’'s
proposal understated projected test year consumption and revenue.
She stated that the primary flaw in SSU’'s methodology was the
failure to take into consideration the effect of weather, in

particular, rainfall. She found SSU’s management reports to be
replete with references to the abnormal level of rainfall
depressing 1994 revenue. She also pointed out that the MFRs

indicated the costs for several systems were either higher or lower
due to the heavy rainfall experienced during the 1994 historical
test year.

Ms. Dismukes analyzed rainfall data for the period of 1960 to
1994. Her analysis revealed that in almost all of SSU’s service
areas, the rainfall experienced in 1991 and 1994 was abnormally
high, and in several instances the rainfall experienced in 1992 was
unusually high as well. Ms. Dismukes recommended that the
Commission reject SSU's method of projecting its 1995 and 1996
billing determinants and projected test year revenue. Rather, Ms.
Dismukes advocated weather normalizing the billing data for
residential customers for 1996. This method would produce an
increase in projected 1996 residential consumption of 1,227,876,000
gallons, and an increase in test year revenues of $1,937,947. The
associated expense adjustment to account for the increased
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consumption and related costs would be an increase of $515,§32. At
the hearing, Ms. Dismukes corrected the test year revenue figure to
$1,189,444.

If her weather normalizing method were not accepted, Ms.
Dismukes recommended in the alternative to exclude 1991 and 19954
data from the calculations, using instead only 1992 and 1993 data.
Based on this data, she recommended an increase in total
consumption of 318,515,813 gallons and a test year revenue increase
of $428,398, with a corresponding increase to expenses of £130,000.

SSU witness Morris Bencini stated that projected 1995
consumption was 3.2 percent greater than actual 1995 consumption in
the MFRs. He also stated that SSU’'s projections were conservative
and resulted in an under-projection of 1995 revenues by $1,053,802.
Further, he asserted that had actual 1995 consumption been taken
into account as part of the five-year average, projected
consumption would have been even lower than that reflected for 1996
in the MFRs.

SSU witness Whitcomb testified in rebuttal that Ms. Dismukes
had an incomplete view of how weather affects water use because she
ignored evapotranspiration (ET), a measure of the water evaporated
and transpired from a vegetative surface such as turf grass.
Witness Whitcomb explained that the net effect from weather can be
calculated using a net irrigation requirement (NIR) wvariable,
defined as ET minus effective rainfall (ER). He further argued
that Ms. Dismukes ignored the water price elasticity repression
caused by the 1991 rate case in Docket No. 22013539-WS.

In its brief, OPC argued that we should ignore any suggestion
that SSU’s methodology was appropriate because 1995 actual billing
units were close to the utility’s projections. OPC stated that
1995 was not only a wetter year than 1994, it was one of the
wettest of the five-year period. To include 1995 in the projection
averaging pot would further exacerbate the understatement of
consumption due to abnormally high levels of rainfall. Further,
OPC argued that while NIR was an interesting statistic, we should
reject any conclusions drawn from it because SSU did not provide
the informaticn to evaluate Dr. Whitcomb’s calculations, and that
NIR measures how much irrigation is required, not how much
customers actually irrigate.

88U argued in its brief that the rate level and rate structure
adjustments in the utility’s prior cases most directly caused the
reduction in 1994 water use levels, not the level of rainfall in
1994 as claimed by Ms. Dismukes. SSU pointed to Ms. Dismukes’
previous support of the five-year average approach advocated by an
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OPC witness in Docket No. 920655-WS. SSU also criticized the
alternative approach proposed by Ms. Dismukes as simply a method to
increase SSU’'s projected revenues by eliminating the consumption
numbers from 1991 and 1994, the two years in the 1991-1994 time
period with the lowest consumption.

We are not persuaded that there is a direct correlation
between rainfall and consumption. The weather normalizing method
advocated by Ms. Dismukes compared the average rainfall in SSU’s
service areas during the 1991-1994 period to the average rainfall
in the service areas during the 1960-1990 periocd. The four-year
average rainfall in the service areas during 1991-1994 was
approximately 14.85 percent greater than the average for the period
1960-1990. The average rainfall factor was apparently applied to
88U’s calculated average consumption per bill for the service areas
resulting in "normalized" consumption per bill. This method
implicitly assumed that the reduced consumption levels were related
entirely and directly to reduced outdoor water needs from the
increased rainfall. We do not agree with this implicit assumption.
As Mr. Bencini testified, there is a weak correlation between SSU’s
average monthly consumption compared to rainfall for the 1991-1995
period, which demonstrates that rainfall is not a good indicator of
consumption levels.

Instead, we are persuaded that a better indicator of outdoor
water use is the NIR advocated by SSU. As discussed above, the NIR
is defined as ET less ER, representing the average amount of water
required to prevent stress on turf grass. Effective rainfall, the
precipitation that directly offsets ET requirements, is generally
recognized as less than actual rainfall. Some rain is lost as
runoff or percolates into the ground past the turf grass root zone
and is therefore not effective in offsetting ET, which is mainly a
function of air temperature and incoming solar radiation. As ET
increases, the amount of water needed by residents to irrigate
tends to increase. For example, in 1994, while rainfall was above
normal, ET was above riormal as well. The NIR for 1994 was only 3
percent below normal, making 1994 the most "normal” year in the
1991-19924 group. When comparing the wvariations in monthly
residential water use o weather (NIR} during the 1991-1994 period,
a positive correlation is apparent in most months, especially
during 1992-1994.

There are numerous other factors affecting fluctuations in
consumption in addition to weather, e.g., the price changes caused
by the 1992 rate case. Due to the combination of factors affecting
consumption, SSU witness Whitcomb testified that at least six years
of data is needed to disentangle the effects of the various factors
before the weather-only effects on consumption can be isoclated.
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Based on the foregoing, we conclude that the 1991-1994 period
is a reasonable period upon which to base SSU’s 1996 consumption
projections, and, therefore, no revenue or expense adjustments are
necessary. Furthermore, 1994 is a "normal" year upon which to
apply the consumption projections. However, because we recognize
weather as one of the components affecting consumption, our finding
in this regard does not preclude the consideration of weather-
normalized consumption in future cases.

b. Adjustments to Marco Island Reuge Revenues

§SU projected that in 1996 it would be providing effluent
reuse to both Hideaway Beach and the Tommie Barfield School from
its Marco Island plant. Because both facilities are presently
water customers, the utility decreased its water billing analysis
by 62.1 million gallons, the projected usage to be provided through
reuse. We then added 54.75 million gallons to the effluent billing
analysis to reflect the Hideaway Beach usage. No adjustments were
made for the Tommie Barfield School as service will be provided at
no charge in exchange for an easement.

OPC contended that these projections were inappropriate
because these projects will not be implemented in 1996. oPpC
quantified this adjustment by applying the rates which were in
effect prior to the granting of interim rates. OPC asserted that
the billing determinants and corresponding revenue adjustments
proposed by SSU should not be allowed and proposed to reverse SSU’'s
adjustment.

While these two reuse projects were proposed for 1996, there
was no evidence in the record that either project will be on line
in 1996. 8SU indicated that it did not expect reuse to be
available to Hideaway Beach prior to December 31, 1996. The
utility could not state when the reuse conversion for the Tommie
Barfield school would be completed. Because neither project will
be completed in 1996, the utility’s test year water revenues for
Marco Island shall be increased by $183,668 and wastewater revenue
shall be decreased by $13,688.

¢. Adjustments tc Marco Igland’s Water Revenues

Marco Island Witness Michael Woelffer stated that SSU provided
conflicting data in the MFRs for projecting Marco Island’s 1996
revenues. Mr. Woelffer stated that if the $216,657 in unbilled
revenue was not attributed to ERCg and gallons in 1994, then all
projections based on this 1994 data would understate future
revenue. Mr. Woelffer discovered a discrepancy between 8SU’s
engineering schedules and its rate schedules of 29,677,000 gallons
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of water sold. In addition, he believed that SSU should use the
actual number of ERCs instead of the number of bills to project
growth. Mr. Woelffer recommended adding 313 ERCs and additional
gallonage to the 1995 and 1996 revenue projections. This
adjustment would increase test year revenue by $174,741. While Mr.
Woelffer stated that he would submit a late filed exhibit of a
revised schedule for Marco Island water revenue upon receipt of
discovery documents, he did not submit such an exhibit.

SSU witness Morris Bencini stated that SSU used the annual
number of bills to project growth because revenues are collected
from bills and not ERCs. According to Mr. Bencini, the rate
schedules predict, in essence, the revenues expected from a given
service area. Because revenues are collected through bills, this
is the appropriate methodology for a growth projection. Mr.
Bencini stated that Mr. Woelffer's second discrepancy is the result
of mixing engineering data with rate data. Mr. Bencini stated that
this data should be treated significantly different and should not
be interchanged when projecting revenue. In its brief, SSU stated
1996 revenues were not understated because, based on actual 1995
data, SSU over-projected revenues in 1995 for Marco Island. Actual
1995 water revenues for Marco Island were $907,305 less than the
amount projected in the MFRs.

We agree with Mr. Bencini that comparing rate schedules to
engineering schedules can lead to erroneous conclusions and those
schedules should not be used interchangeably in projecting revenue.
We agree with Mr. Woelffer’s concerns over unbilled revenue.
However, because we have projected 1996 ERCg and gallons for all
plants including Marco Island, and given the fact that actual 1995
revenues for Marco Island were $907,305 less than the amount
projected in the MFRs, an adjustment is not necessary at this time.

As stated below, Marco Island’s 1996 water revenues shall be
projected on 179,945 total ERCs and 2,236,503,459 total gallons,
excluding bulk water gallons. Based on these billing determinants,
test year water revenue shall be increased by $33,274.

d. Proposed Repression Adijustment

SSU proposed a repression adjustment of 935,641,435 gallons to
the water gallonage component of its projected test year billing
determinants. The direct expenses impacted by this adjustment
would be purchased water, purchased power and chemicals.
Consistent with its proposed repression adjustment, SSU decreased
eXpenses by $287,585.
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In its brief, the utility argued that because no other party
took a position on this issue in its post-hearing filing, under the
express language of the Order Establishing Procedure, the other
parties have waived the entire issue and the igssue should be
dropped from this proceeding. In the alternative, SSU stated that
its position on this issue should be approved.

While OPC addressed this issue in its argument on another,
related issue, none of the intervenors addressed this specific
topic in its post-hearing statement. OPC’s post-hearing statement
did not conform to the requirement of Order No. PSC-96-0549-PHO-WS,
the Prehearing Order issued in this docket, or to Rule 25-
22.056(3), Florida Administrative Code. The Prehearing Order
reflects that OPC took no position on this issue prior to the
hearing, nor did OPC conform with the requirement of Order No. PSC-
95-1208-PCO-WS that if a party’s position in its post-hearing
statement differs from its prehearing position, the position should
be marked with an asterisk. By failing to identify this issue in
their pre- or post-hearing statements, the intervenors, including
OPC, waived this issue. See Order No. PSC-95-1208-PCO-WS at 5; and
Rule 25-22.056(3) (a), Florida Administrative Code. Moreover, Rule
25-22.056(3) (b), requires that if a brief is filed, each argument
must be identified by the issue number to which it relates.

However, this does not necessarily result in this issue being
dropped from this proceeding or automatically approved. Because
the utility has proposed the repression adjustment, it is the
utility’s burden to demonstrate the reasonableness of implementing
it. Florida Power Corp. v. Cresse, 413 So. 2d 1187, 1191 (Fla.

1982). Section 367.081(2) (a}), Florida Statutes, requires us to
consider, inter alia, the cost of providing service in fixing rates
which are Jjust, reasonable, compensatory, and not unfairly

discriminatory. It would be an abuse of discretion to approve the
utility’'s propesed repression adjustment simply because the
intervening parties have not taken issue with it. Further, "the
Commission is clearly authorized to utilize its staff to test the
validity, credibility and competence of the evidence presented in
support of an increase." South Florida Natural Gas Co. v. PSC, 534
So.2d 695, 678 (Fla. 1988). Therefore, we have reviewed and made
findings on this issue in detail.

SSU’s witness, Dr. John Whitcomb, was subcontracted by Brown
and Caldwell from 1592 to 1994 to perform studies of water
conservation rate structures for the SWFWMD, specifically, price
elasticity and rate structure impacts on water consumption. The
outcome of his studies were two reports: "Definition of Water
Conservation Promoting Rates" (Conservation Rate Structure Study)
and "Water Price Elasticity Study" (Elasticity Study). The
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Elasticity Study attempted to quantify the relationship between
water price and water demand for customers within the SWFWMD
gervice area. In addition, Dr. Whitcomb developed a software
program known as WATERATE, which utilized the results of the
Elasticity Study to simulate how changes in water and wastewater
prices impact water revenues and water demand.

Dr. Whitcomb testified that the results of the Elasticity
Sstudy were applicable to SSU for several reasons. The Elasticity
Sstudy allowed price elasticity to vary with both the gallonage
charge and property value to make the results more applicable to
varying conditions. Second, given the geographic and demographic
diversities of both the SWFWMD and SSU’'s service areas, 1t was
reasonable to assume a similarity between the respective customer
bases. Third, SSU was one of ten utilities which participated in
the Elasticity Study. Finally, Dr. Whitcomb stated that SSU has 24
water service areas serving an estimated population of 125,000
within the SWFWMD.

Dr. Whitcomb testified that using the elasticity study model
(WATERATE) to estimate the level of reductions in water consumption
that would result under the utility’s proposed rate structure
resulted in a consumption reduction of 877,203,435 gallons, or
approximately 11 percent for the conventional treatment service
class, and 58,438,000 gallons, or 2.7 percent for the reverse
osmogis service class. The direct expenses impacted by this
adjustment were purchased water, purchased power and chemicals.
Consistent with Dr. Whitcomb’s proposed repression adjustment, SSU
proposed to decrease these expenses by $287,585. Dr. Whitcomb
stated that these adjustments were reasonable and necessary in
order to provide S8SSU the opportunity to earn the Commission-
approved revenue regquirement.

On cross-examination, Dr. Whitcomb testified that he co-
authored an article entitled "New Directions in Mapping Water
Demand Curves" for scholastic publication in Water Resources
Research, an academic theoretical journal that covers science
issues in the water field. After the article was evaluated in a
peer review process, it was sent back for revisions, and was
subsequently not accepted for publication.

OPC witnegs Dr. David Dismukes stated that the repression
adjustment should not be accepted because the utility’s Elasticity
Study did not meet adequate standards for regulatory use. First,
Dr. Dismukezs did not believe the Elasticity Study accurately
represented SSU’'s service territory, and that there was nc attempt
to reconcile the demographic and usage characteristics between the
SWFWMD and SSU’'s service areas. Moreover, there are different
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price structures between the SWFWMD and 88U, and customers under
different pricing structures face different demand curves and
different price elasticities of demand. This is the primary reason
Dr. Dismukes argued against using the SWFWMD specific price
elasticities in this proceeding. He also asserted that because
SSU's customers faced neither increasing nor decreasing block
rates, the concept of "ramped rates" would not be applicable.

Dr. Dismukes further testified that the statistical model
should be parsimonious, intuitive and straightforward. He pointed
to several problems with the model, most notably that relaxing the
zero price elasticity constraint at $7.05 per 1,000 gallons
resulted in an upward-sloping demand curve. This violated the
first law of demand, which states that there is an inverse
relationship between price and guantity demanded.

Finally, Dr. Dismukes testified that the model should have a
significant degree of explanatory power if it is to be used in a
regulatory proceeding. He testified that, based on a low R? value
(the variation explained by the model) and marginally significant
parameter estimates, S3U’s price elasticity estimates should not be
accepted. Dr. Dismukes alsc stated that the commercial models
lacked statistically powerful results. He also commented that, for
88U’s service areas receiving rate decreases, stimulation would be
the appropriate adjustment. Although SSU proposed rate decreases
for three of its service areas, it nevertheless applied a negative
factor to those service areas' billing determinants without any
explanation.

Dr. Dismukes offered two alternative recommendations if we
agreed that the results from the Elasticity Study were
inappropriate, but still found some type of repression adjustment
to be appropriate. If we approved the utility’s proposed WNC,
there would be an opportunity for the utility in the long run to
recover lost revenues associated with repression. Therefore, he
recommended that the short run elasticity estimate used by SSU be
split on a 50/50 basis between SSU and its ratepayers. If we
choose not to approve the utility’s proposed WNC, there would be no
opportunity to recover lost repression-related revenues over the
long run. Therefore, Dr. Dismukes’ second alternative
recommendation would be to split the difference in the long-run
elasticity estimate on a 50/50 basis between SSU and the
ratepayers. Dr. Dismukeg agreed that the concept of elasticity
applies to water rates, and that the only question is the level of
elasticity.

Marco witness Michael Woelffer testified that actual
historical data contained in 8SU’s MFRs should be used to forecast
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1996 gallons. He argued that there was an increase in gallons sold
per ERC after the rate increase resulting from Docket No. 920655-
WS. Baged on hisgs analysis of historical data, Mr. Woelffer
believed 8SU’s proposed elasticity adjustments for Marco Island
were not supported.

Mr. Buddy Hansen testified on behalf of Sugarmill Woods. He
stated that, while a price elasticity adjustment may have merit,
SSU’ s proposal was inequitable, would impose hardship on low income
customers, and would be in addition to conservation rates already

established in Docket No. 920199-WS. Mr. Hansen noted that,
despite usage and income differences among SSU’s service areas, the
same elasticity factors were applied to all service areas. He

believed the elasticity factors should wvary by service area.
Second, he stated that SSU’s proposed repression adjustments seemed
like a ploy to increase the gallonage charges. Finally, he
testified that the price of selling water should equal the true
cost of supplying water; there should be no subsidies.

Dr. Whitcomb testified in rebuttal of Dr. Dismukes’ discussion
as to the standards for evaluating a statistical model for
regulatory use. First, regarding the applicability of the SWFWMD
Elasticity Study model to 8SU, because 8SSU’s wastewater quantity
charge is capped at 6,000 gallons per month in most service areas,
when wastewater price is considered with water price, SSU has a
combined water and wastewater declining block rate structure.

Dr. Whitcomb also testified that differences in income from
different rate structures have been accounted for in the model by
subtracting those differences from the wealth, or property value,
variable. He argued that, even in the most extreme SWFWMD case,
the change in disposable income from alternative rate structures is
less than one percent of disposable income and is trivial.
Regarding Dr. Dismukes’ criticism of the inapplicability of ramped
rates to 88U, Dr. Whitcomb stated that, based on using both
marginal and average price specifications, the resulting price
elasticity curves were almost identical, with results that do not
vary significantly with price specification assumption.

Regarding the parsimony of the Elasticity Study model, Dr.
Whitcomb contended that Dr. Dismukes did not realize that the
coefficients in these nonlinear models are multiplicative rather
than additive. 1In particular, with respect to relaxing the zero
price elasticity constraint and the resulting upward-sloping demand
curve, Dr. Whitcomb contended that the range of prices in the
SWFWMD study was from $.40/1,000 gallons to $7.05/1,000 gallons
and, over this range of prices, a negatively sloped demand curve
results, which is consistent with the first law of demand theory.
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For prices greater than $7.05/1,000 gallong, WATERATE was
programmed not to use the SWFWMD elasticity algorithm, so the shape
of the demand curve is unknown.

Third, regarding the explanatory power of the statistical
model, Dr. Whitcomb argued that an R? value of 0.59 is typical if
not relatively high compared to other similar studies on water
demand estimation. Dr. Whitcomb provided a list of comparable R?
values, ranging from 0.11 to 0.69. He testified that c¢ross-
sectional models of this type have inherently lower R? values than
models of aggregate water consumption or time-series models,
Regarding Dr. Dismukes’ statement that SSU’s proposed elasticity
adjustments not be accepted due to ‘"marginally significant
parameter estimates", Dr. Whitcomb asserted that Dr. Dismukes
needed to conduct a J-test, rather than a T-test. Results of a J-
test would show that the demand curves are in fact highly
significant. In response to Dr. Diesmukes’ criticism of the
commercial models, Dr. Whitcomb explained that the commercial
database was smaller and was given less priority than that for
gingle family homes. As a result, although the results for
commercial userg was mixed, it nevertheless showed strong evidence
that commercial customers are modestly sensitive to price.

Dr. Whitcomb also rebutted Dr. Dismukes’ alternative
recommendations on this issue. He defended his selecticon of a
short-run elasticity adjustment of 75 percent by stating that
interim rates would significantly increase the price signal sent to
customers and begin to set in motion the long-run price elastic
effect. Further, the price elastic adjustment in this rate case
will occur over a multi-year period. Therefore, he asserted that
over a longer period a higher short-run adjustment factor was
warranted. Dr. Whitcomb believed the proposed 50 percent
adjustment offered by Dr. Dismukes was arbitrary and not supported
by evidence. Dr. Whitcomb believed that if a WNC is implemented,
the best estimate of the short-run price elastic water use
adjustment would be 100 percent, rather than the 50 percent
proposed by Dr. Dismukes. Dr. Whitcomb stated that, from a
statistical viewpoint, the real price elastic response is equally
likely to be over or under the 100 percent value. Dr. Whitcomb
asgerted that Dr. Dismukes’ proposal to allow 50 percent of the
long-run price elastic adjustment in the event we do not adopt the
utility’s WNC proposal was arbitrary as well.

In its post-hearing filing, SSU asserted that Dr. Whitcomb was
an expert in water use and water demand forecasting, having
conducted numerous studies and authored several articles on the
subject. 88U argued that every witness on this issue agreed that
price elasticity was a valid economic concept, applicable to water
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consumption; the question in this case is the level of elasticipy.
SSU pointed to Kimberly Dismukes’ statement that a repression
adjustment would be appropriate if properly calculated.

8sU further argued that the WATERATE 2.1 program was an
appropriate basis for the elasticity adjustments proposed by Dr.
Whitcomb. SSU pointed out that the focus of Dr. David Dismukes’
testimony and OPC’s cross-examination of Dr. Whitcomb was the
revised WATERATE 2.2 program, rather than the WATERATE 2.1 program.
88U further contended that Dr. Dismukes’ inability to distinguish
between the two versions of the WATERATE program underscored his
lack of competence to analyze water demand studies.

SSU summarized several points to support its contention that
the Elasticity Study was applicable to all of SSU’'s service areas:
S8U has 24 water service areas which service an estimated
population of 125,000 persons within the SWFWMD; approximately 80
percent of the service areas are located in either the SWFWMD or in
the abutting SJRWMD; 88U’'s combined water and wastewater rate
gtructure represents a declining block rate structure similar to
those of some of the utilities included in the SWFWMD study; the
variation in net irrigation requirement between the ten utilities
in the SWFWMD study and SSU’s service areas is almosgt identical;
and the climatic conditions of the ten SWFWMD utilities versus
SSU’'s service areas are similar. In conclusion, SSU argued that
there was overwhelming support for its proposed price elasticity
adjustments.

While we agree that price elasticity is a wvalid economic
concept, worthy of congsideration, we nevertheless find that a
repression adjustment is not appropriate in this proceeding. We
first note that the ten utilities participating in the Elasticity
Study are all located within the SWFWMD. While SSU was one of the
ten utilities that participated in the SWFWMD study, none of 8SU’s
service areas included in this rate case were included in the
SWFWMD gtudy.

We also question short run price elastic responses. Changes
in water use result from a combination of behavioral and structural
changes. Therefore, while price increagses may induce some
customers to react to price changes sooner, it may take some
customers years to complete desired changes. It may also take a
customer a number of billing cycles merely to understand the
ramifications of a rate structure change. Based on a review of the
available literature, the WATERATE user’s manual suggested a short-
run half life of one year. However, Dr. Whitcomb did not use those
values for SSU’s WATERATE runs. Instead, he assumed that the price
elastic response would be 75 percent in year one, rather than 50
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percent. Dr. Whitcomb was unable to provide a convincing
explanation as to why the figure of 75 percent was chosen.

Dr. Whitcomb contended that, given the geographic and
demographic diversities of both the SWFWMD and SSU’s service areas,
it would be reasonable to assume a similarity between the
respective customer bases. However, he was unable to indicate bow
the SWFWMD’s area was geographically comparable to SSU’s service
areas located in other WMDs. This was troublesome, particularly
because Dr. Whitcomb used the SWFWMD-based default values regarding
the percentage of single-family property values in the low, medium
and high categories and assumed these values are consistent with
the percentages in all of SSU’s service areas. However, he was
unaware of the actual comparable percentages of those single family
customers for service areas located in other WMDs in Florida. To
the extent the that the property values for service areas located
outgide of the SWFWMD are different than the wvalues used by Dr.
Whitcomb in this case, these differences would affect the results
of the calculated repression estimates.

Finally, we also note that applying WATERATE to a water rate
structure other than the uniform rate structure proposed by SSU
would affect the results of the analysis. As discussed below, we
have approved a capped, banded rate structure, rather than the
uniform rate structure proposed by SSU. Therefore, the repression
adjustment proposed by SSU is not applicable in this instance.

Based upon our consideration of the evidence in the record, we
conclude that a 0.0 price elasticity adjustment shall be used in
this proceeding. Although a repression adjustment may be
reasonable, the record is silent not only regarding other methods
of calculating a repression adjustment, but regarding criteria and
parameters that could be used to determine an alternative
adjustment. Absent an alternative methodology supported by the
record to calculate a repression adjustment, we shall not make an
adjustment to the water sgervice areas’ billing determinants to
reflect the effects of repression. Therefore, no additional
expense adjustments are necessary.

However, in order to monitor the effect of the overall
approved revenue increase has on customers’ consumption, we find it
appropriate to order SSU to compile monthly reports that detail the
number of bills and gallons sold. This information shall be
provided, by customer class, meter size, and service area, for both
the water and wastewater systems. These monthly reports shall be
filed quarterly, for a period of two years, commencing on the first
billing cycle the revised rates go into effect.
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e. Billing and Consumption Projectiocns

SSU utilized the historic 1991 through 1994 bills and gallons
for water billing determinants. The utility calculated the growth
rates for its water bills by using the compound growth rate from
1991 through 1994 on a per plant basis. The 1994 base number of
water bills was adjusted to reflect "zerc bills", which more
accurately reflects the number of customer bills. .Other
adjustments to 1994 bills included a limit on number of avallable
lots, trimming of start-up plants, =zeroing-out negative growth
rates, and recalculating the future compound growth rates for
hyper-growth areas.

SSU Witness Bencini testified that to project 1996 water
consumption, SS8U used a simple four-year average (1991-1994) of
consumption by plant to determine the base year. This base year
was then factored up in 1995 and 1996 for each plant’s respective
growth rate in bills to determine the 1996 gallons. SSU used this
methodology in an effort to normalize the wvariability in
consumption due to weather patterns, elasticity of demand from rate
increases, and the Company’s conservation efforts.

SSU made an adjustment to reflect an overall 10.9 percent and
2.6 percent decrease in consumption related to the elasticity of
demand of conventional treatment and reverse osmosis treatment
customers, respectively, based upon the requested revenue increase
and conservation rate structure. The utility also made an
adjustment to reflect an annualized decrease of 62.1 million
gallons at Marco Island for multi-family and commercial customers
related to the cffset of reuse wastewater projected to be used at
Hideaway Beach and the Tommie Barfield School beginning in 1996.
Finally, the utility made adjustments for six jurisdiction plants
(excluding Valrico Hills) to reflect the effect of SSU’'s water
conservation plan, totalling a decrease of approximately 58.2
gallons for conventional treatment plants and 79.0 million gallons
for reverse osmosis treatment plants.

For projecting 1996 wastewater bills and gallons, S8SU used
historic 1991 through 1994 bills and gallong. Effluent and bulk
wastewater determinants were omitted due to the material skewing
effect these classes have on their respective plants. Actual 1994
bills and gallonage were used as base determinants from which to
project 1995 and 1996. The compound growth rates for wastewater
bills were calculated using the compound growth rate from 1991
through 19%4 for bills on a per plant basis. This method was
consistent with the way SSU projected water bills. 1In other words,
actual 1994 bills and gallons were used as base determinants from
which to project 1995 and 1996.
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OPC Witness Kimberly Dismukes advocated the incorporation of
actual 1995 results for projecting 1996 bills. With that
modification, OPC did not object to the method used by SSU. Ms.
Dismukes found the appropriate test year water gallons for
residential customers to be 9,501,263,000. These were weather
normalized gallons for the projected test year ending 1996. Ms.
Dismukes contended that SSU’s methodology understated projected
test year consumpticn because it used consumption data during a
time period when rainfall was abnormally high. Ms. Dismukes
indicated at hearing a corrected, proposed 1996 normalized water
consumption of 9,026,200,000. Ms. Dismukes did not take issue with
the methodology used by SSU to project wastewater usage.

We find that the methodology chosen by SSU to project 1996
number of water bills is appropriate, with three adjustments.
First, we recognize that four plants exceeded SSU’s projected
number of maximum bills in 1995. The approved maximum number of
bills for Beacon Hills, Imperial Mobile Terrace, Pine Ridge
Estates, and Woodmere is determined by the number of adjusted 1995
bills, because those figures exceeded their respected maximum bill
caps.

Secondly, we adjusted the number of 1996 bills for the Beacon
Hills plant to include two executed developer agreements which will
bring an additional 60 customers per year, or 720 bills. Because
this planned development was scheduled to start in June, 1996, and
not all homes expected to be built will be built in the first six
months of this projected test year, we find it reasonable to assume
that 20 of the 60 homes will be built in the Beacon Hills service
area and therefore, will include them in the projected test vyear.

OCur final adjustment to the projected 1996 water bills is to
apply the growth rate of 3.35 percent to Buenaventura Lakes,
Lakeside, Spring Gardens, and Valencia Terrace. This growth rate
is related to the composite growth rate for only the jurisdictional
plants in this proceeding. SSU used the growth rate of 3.17
percent, which was the composite of all the plants’ growth rates,
including the non-jurisdictional plants, to project 1996 bills for
these plants, on the grounds that there was insufficient historic
data to calculate their own growth rate. We find it appropriate to
use the composite growth rate for only the jurisdictional plants of
3.35 percent for these plants.

We find it appropriate to make two adjustments to the 1996
wastewater bill projections. First, consistent with our adjustment
to water bills, we have used the Jjurisdictional total growth rate
for Buenaventura Lakes, Spring Gardens, and Valencia Terrace
instead of the total company-wide rate. Second, we find it
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necessary to include wastewater-only customer’s bills in the
calculation of the rates. Each residential wastewater-only
customer represents cne ERC in the calculation of the rates.
Furthermore, we find it appropriate to add the average residential
consumption of the respective plant for each residential wastewater
customer to that respective plant’s total gallons. In other words,
each residential wastewater-only customer should be included in the
ERC calculation and likewise those customers will assumedly use the
average usage for their respective plants when determining total
gallons.

We have found it appropriate to basge 1996 water and wastewater
consumption on the actual average usage 1in 1994. As shown on
Attachment C, appended to this Order, the average usage per plant
in 1994 was determined by dividing the total gallons by the total
number of bills for each plant, excluding private fire protection.
After applying the appropriate 1995 and 1996 growth rates to the
number of 1994 adjusted bills, we determined the 1996 projected
number of gallons by multiplying the projected 1996 bills by the
average usage in 1994. A gimilar methodology was used for
projecting wastewater gallons, except effluent and multi-family
non-metered customers were excluded from the calculation.
Additionally, only capped wastewater usage was applied to the
number of 1996 wastewater bills to project 1996 wastewater usage.
Buenaventura Lakes, Deep Creek, Marco Island, and Valencia Terrace
have different wastewater caps than the current 6,000 gallons.
Therefore, we used the current caps to calculate test year revenue.
However, for determining final rates, capped consumption will be
adjusted down to reflect the new 6,000 gallon cap for these plants.
This adjustment will rely on the same percentage used by SSU to
project 1996 capped usage for these plants.

We therefore find that the appropriate projected number of
water ERCs, wastewater ERCs and wastewater consumption used to
calculate revenue for the 1996 projected test year and to calculate
rates for service are 1,316,154 ERCs for the water system, and
614,793 ERCs and 3,202,582,931 gallons for the wastewater system.

f. Impact of Conservation Programs on Consumption

We have approved herein the recovery of $343,412 in
conservation expenses associated with the utility’s conservation
programs. We also find it necessary to address the anticipated
gallons which will be saved as a result from those conservation
programs.

SSU witness Carlyn Kowalsky testified that the utility
adjusted 1996 consumption by 142,788,000 gallons per year to
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reflect SSU’s estimate of reduced water consumption rgsqlting from
the conservation programs in the specific communities. The
estimated water savings expected for each community is baged.on one
year’s use of retrofit kits, low-flow toilets and irrigation
shutoff devices. However, during cross-examination, Ms. Kowalsky
was unable to answer guestions not only regarding how the util%ty
chose the communities targeted for SSU’s enhanced conservation
program, but how SSU arrived at its estimated participation levels
as well.

Not even SSU’'s witnesses from the WMDs provided definitive
answers regarding the estimated water savings. While witness Bruce
Adams, Conservation Coordinator of the SFWMD, testified that the
anticipated regults of 8SU’s program are consistent with the
anticipated and actual results of many other programs throughout
the nation, witness Harold Wilkening, Assistant Director of the
Department of Resource Management of the SJRWMD, testified that his
district did not have adequate data to demonstrate the per capita
benefits of each conservation practice for utilities.

This proceeding represents the first time we have addressed
the question of anticipated gallons saved due to conservation.
Moreover, we find SSU’s testimony on this issue to be marginally
persuasive. Therefore, a more conservative approach regarding the
estimate of water savings is warranted. Accordingly, we have
adjusted SSU’s projections as discussed below. A detailed analysis
of gallons saved due to conservation is presented on Attachment E.

Retrofit Kits. Each retrofit kit included a low-flow
showerhead, two faucet aerators, and a 1/2 gallon toilet tank bag.
The manufacturers suggested that 50 percent of utility customers
who are offered free kits will participate in the conservation
effort. SSU stated that it will actively encourage customer
participation through public workshops and advertising promotions,
and therefore believed a 50 percent participation level may be
expected. Because the selected communities consist predominantly
of single family homes, the utility assumed 2.5 persons per
household. Based on cur review of information in the record, we
find the estimated participation level percentages and number of
persons per household to be reasonable.

As to low-flow showerheads, according to the BWWA, the average
person takes one shower per day, lasting from 5-15 minutes. 88SU’'s
estimated 7.5 minutes per shower was consistent with a retrofit kit
manufacturer’s estimate. However, we find five minutes per shower
is reasonable, which is within the range suggested by the AWWA.
SSU reported that retrofit kit manufacturers and the AWWA estimated
a savings between two and five gallons per minute using a low-flow
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showerhead. The SWFWMLD estimates are slightly higher, rangipg from
3.6 to 6.6 gallons per minute. While SSU estimated a savings of
three gallons per minute per showerhead, we find a savings of 2.5
gallons per minute to be appropriate.

The AWWA estimated that the average person uses water from the
bathroom faucet between 1/2 minute and three minutes each dgy,
while usage from the kitchen faucet is glightly greater, ranging
from 1/2 minute to five minutes each day. While SSU assumed a
usage of four minutes per person per day, we find a usage of two
minutes per person per day to be reasonable. SSU cited an AWWA
article to estimate the savings for faucet aerators. According to
the article, a savings between .75 gallons per minute and five
gallons per minute carn be expected. SSU assumed a savings of one
gallon per minute per faucet aerator. We agree with this
assumption.

The AWWA estimated that each person in the household will
flush a toilet between four and six times per day. Each toilet
tank bag will displace (and therefore save)} approximately 1/2
gallon per flush. While SSU estimated the average frequency of
toilet flushing to be five times per day per person, we find four
flushes per person per day to be reasonable.

Low Flow Toilets. Consistent with findings made by the City
of Tampa and Hillsborough County, SSU estimated a participation
level of ten percent may be expected for low-flow toilets, and we
find this estimation to be reasonable. SSU cited figures published
by the SJRWMD which reported estimated savings between two gallons

and four gallons per flush. SSU also cited estimated savings
published in an AWWA journal between 1.9 gallons and 5.4 gallons
per flush. SSU assumed a savings of three gallons per flush.

However, we believe a lesser savings of two gallons per flush to be
reasonable.

Irrigation Shutgff Devices. According to the SWFWMD,
approximately 50 percent of a customer’s water use is for outdoor
irrigation. SSU determined that because the average customer

located within the targeted communities uses approximately 15,000
gallons per month, 7,500 gallons per month is used for outdcor
irrigation. SS8U cited manufacturers’ claims that irrigation
shutoff devices can result in water savings of five percent to 25
percent of the total irrigation demand. While SSU estimated a
reduction of 15 percent, we find that a reduction of ten percent is
appropriate. This monthly savings equated to approximately 22.5
gallons per day.

Based on the adjustments made above, we find the appropriate
anticipated gallons saved due to conservation is 90,661,168. As
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discussed in detail herein, we have denied. Ssp’s request to
implement a price elasticity adjustment to the billing determinants

of the water system. Therefore, the appropriate billing
determinants to be used to calculate rates for the water gallonage
charge are 10,222,626,547 gallons. A detailed schedule of

anticipated gallons saved due to conservation is included as
Attachment E.

g. Miscellaneocus Revenue Adijustments

OPC Witness Kimberly Dismukes recommended increasing test year
wastewater revenue by §$50,595 for wastewater provided free of
charge or at a discount, because these revenues should be borne by
the stockholders, not ratepayers. In addition, Ms. Dismukes
advocated increasing test vyear revenue by 57,000 for revenue
recorded below the line. This revenue was agsociated with billing
customers for electricity use at the Palm Terrace plant. SSsU
charged customers that take street lighting service a fixed charge
for electricity which is greater than the cost of providing the
service. Although it is a non-utility function, Witness Dismukes
believed SSU’s employees provide this service and the full cost of
their salaries were included in test year expenses. Finally, Ms.
Dismukes proposed to increase test year income by $8,474 for
several miscellanecus items recorded below the line for rate making
purposes. She recommended that all the associated income should be
moved above the line for ratemaking purposes because those items
are either related to the utility’s operations, or provided by the
employees of S8U.

S8U agreed that test year revenue should be increased by
$50,595 for the wastewater provided free of charge. However, it
disagreed with increasing test year revenues by $7,000 to reflect
the billing of customers for electricity use because the cost of
adding the fixed electricity charge was de minimis and it already
incurs the administrative costs for those bills. The utility
revised its adjustments reflecting increases to test year revenue
of $50,595 and to tegt year income of $8,351. Utility witness
Morris Bencini stated that the difference between Witness Dismukes
recommended adjustment of $8,474 and his adjustment of $8,351 was
due to Ms. Dismukes erroneous use of a different allocation factor.
He stated that it would be inappropriate to use the factor which
considers allocation to gas customers for expense allocations, but
excludes allocations to gas customers for income allocations.

We conclude that test year wastewater revenue shall be
increased by $50,595 for wastewater provided free of charge or at
a discount, as this choice should be borne by shareholders.
Therefore, test year revenue was increased by $1,025 for Tropical
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Isles and 549,570 for University Shores. Furthermore, test year
revenue shall be increased by $7,000 for the revenue received from
the customers for street lighting service which was recorded below
the line. Although SSU believed that there was no marginal cost to
the ratepayers, allowing SSU to charge for non-utility services
while utilizing its employees would send the wrong signal to
utilities. Therefore, test year income shall be increased by
$7,000 for Palm Terrace. Finally, we concur with the utility in
that we should use a consistent allocation factor to arrive at the
adjustment of $8,351, instead of $8,474 recommended by Ms.
Digmukes, for several miscellaneous items recorded below the line
for rate making purposes.

h. Operating Revenues: Conclusion

In consideration of the adjustments and conclusions made
herein, we find S8SU’s final operating revenues to be $33,389,617
for water and $24,701,470 for wastewater. These amounts take into
account the two-year adjustment to ROE made herein. At the end of
the two-year adjustment period, operating revenues will be
$33,645,255 for water and $24,864,844 for wastewater.

2. Operation and Maintenance (0&M) Expenses

a. Salary Adjustment Basged on the Hewitt Study

The utility requested recovery of a 4.77 percent market-based
pay adjustment for the employees of SSU and Buenaventura Lakes.
For the service areas included in the current rate proceeding, the
proposed market adjustments totaled $271,491 for water and $198,776
for wastewater.

In support of the proposed adjustment, utility witness Dale
Lock presented an external market compensation study conducted by
Hewitt Associates. Ms. Lock testified that the Hewitt study found
the pay rates for plant operators, plant maintenance, rate
department and customer service personnel to be significantly below
market pay rates. According to Ms. Lock, these particular
positions constitute over 60 percent of the positions at S8SU.
Overall, for the job categories included in the study, Hewitt found
that SSU’s pay rates were on an average basis 17.3 percent below
the market surveyed. However, because the pay rates for the rate
department turned out to be far below the comparison market, the
market to average comparison was recalculated excluding these
positions, so as to not skew the study results. By excluding the
rate department, on a company-wide basis SSU’s average pay rates
are 12.9 percent below the market rates. According to Hewitt
Associates, pay levels can be considered fully competitive when
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they are within a range of five perxrcent. As a result of these
findings, SSU requested a market increase of 4.77 percent to
achieve a portion of the balance of the adjustments needed to bring
its pay levels into a competitive market position.

Ms. Lock testified that SSU's salary structure and average
salaries are considerably below market, while at the same time
employee turnover rates exceed the market significantly. S8U’'s
salary structure was originally established based upon 1988 salary
survey data, and was last revised in 1990 by a two percent increase
in the salary ranges. Survey data from Hewitt Associates indicated
that between 1992 and 1994, Florida employers increased their
salary ranges by an average of 7.8 percent, while during the same
time period, S8U's salary structure remained constant.

In addition to the survey data on salary structures, Ms. Lock
testified that the Hewitt survey provided information on average
salary increase budgets for Florida employers. According to the
Hewitt data, from 1993 to 1994, on average, employees in Florida
received an 8.57 percent compound increase in salaries. On the
other hand, Ms. Lock testified that SSU’s salary increase budgets
reflected a compound growth rate of 7.2 percent during the same
time period, with an actual average dgrowth of 1.44 percent.
Further, Ms. Lock professed that although S8U has attempted to keep
pace with the external market increasges, the utility has not been
financially able to implement salary adjustments on a company-wide
basis. Thusg, the utility’s pay rates gtill lag behind the external
market.

Ms. Lock attributed SSU’s turnover rate to the utility’s
level of wages and salary scale discussed above. High turnover can
result in higher recruitment costs, reduced productivity by
employees and increased training costs. Ms. Lock concluded that if
trained employees cannot be retained, this will have a negative
impact on the utility’'s customer service and operating efficiency.

SSU has also attempted to control payroll costs. Ms. Lock
testified that the 1995 labor budget was reduced by $600,000 as a
result of a hiring freeze that went into effect at the beginning of
1995. All 1995 wvacancies were subject to review and re-
justification. In an effort to account for turnover and ongoing
vacancies, additional adjustments have been made to the labor
budget each year. In 1995, this reduction totaled $125,000,

The utility contended that in order to mitigate these problems
it must begin implementing the salary adjustments identified in the
Hewitt Study. At some point in the future, SSU intends to pay its
employees within five percent of the comparable external labor
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market. Ms. Lock stated that SSU began to implement pay
adjustments of 1.5 percent in 1995 in order to accomp}lsh a portion
of the competitive market adjustments indicated in the Hewiltt

Study.

In response to Ms. Lock’s testimony, OPC witness Paul Katz
asserted that the salary surveys used by SSU were non-comparable,
and that the utility had misused the data. Thus, Mr. Katz opined
that no weight should be given to the conclusions reached by the
utility. Mr. Katz stated that although the utility’s pay grades
have not increased during the same time period that other employers
have raised their structures by 7.8 percent, this does not support
SSU’s conclusion that its salary structure is non-competitive. Mr.
Katz testified that a company’s salary structure, which symbolizes
the minimum and maximum pay rates for a particular job or pay
grade, has little to do with actual pay. Increases in salary
structures and increases in salaries can be completely different.
As such, a company can increase employees’ pay substantially within
a pay grade, without making adjustments to its salary structure.
Mr. Katz contended that SSU’s ability to compete fairly with the
external market was not hampered by the fact that the utility has
not increased its salary structure.

Mr. Xatz also disagreed with Ms. Lock’s testimony regarding
S8U’s salarieg. For example, he asserted that Ms. Lock erroneocusly
concluded that budget increases equaled actual increases. Mr. Katz
testified that budgeted increases are merely projections a company
makes with regard to its employees’ salaries, which are not
necessarily the actual increases granted by a company.

Mr. Katz disagreed with Ms. Lock’s testimony that because
SSU’'s average actual raises increased by 1.44 percent from 1993 to
1994, as opposed to its budgeted increase of 7.2 percent, SSU is
filling more lower paid operator, maintenance and customer service
classifications than higher paid positions. He argued that the
utility provided no evidence or analysis which would indicate any
correlations which supported Ms. Lock’s conclusions. Mr. Katz also
disputed Ms. Lock’s testimony that SSU’s average base salary was
significantly lower than those of investor-owned water utilities in
the South and nationally. According to those figures, 8SU's
salaries would be behind by 44 percent. He indicated that average
salaries do not usually vary by such a large amount. He concluded
that these significant differences reported by the utility indicate
a problem with data comparability.

Mr. Katz further alleged that the utility also erred in its
analysis of turnover, in that SSU did not prove any correlation
between non-competitive pay and high turnover and recruitment
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difficulty. Other factors such as management, working conditions or
"hiring the wrong people” can contribute to these prqblems. In
fact, he contended that compensation is rarely a critical factor
for employees voluntarily departing. Furthermore, using data
provided by SSU, Mr. Katz testified that SSU’s turnover rate would
also be at the national average of 10.8 percent, if eight fewer
employees departed. Mr. Katz declared that the data prov%dgd by
SSU did not support Ms. Lock’s assertions that the utility's
turnover rates are "abysmal" and substantially higher than the
national average.

Mr. Katz testified that SSU failed to adequately compare its
salaries to the local labor market, or consider local factors such
as unemployment rates, wage rates, skill and education levels, and
the availability of workers. Mr. Katz also criticized the use of
the Florida League of Cities Wage Survey within the Hewitt Study,
as not being indicative of local, or non-urban area pay. He also
produced an analysgis of the relationship of SSU’s payroll to the
utility’'s revenues and customers, which compared SSU with other
utility companies included in the 1994 National Association of
Water Companies survey. SSU ranked 98 out of 101 for payroll
dollars spent per revenues, and 88 out of 101 for payroll dollars
per customer.

Mr. Katz concluded that SSU had not supported its requested
salary increase. He further suggested that this Commission should
require SSU to provide a valid compensation survey that is
indicative of the specific local markets in which the utility
operates. He also proposed that S8SSU should implement a
performance-based incentive pay program in which employees would be
rewarded with a portion of the utility’s financial gain, and thus,
not require increased funding from customers.

Based on the testimony provided by Mr. Katz, OPC witnesses
Larkin and DeRonne proposed a reduction to SSU’s 1996 projected
test vyear expenses of $593,755 and $433,297 for water and
wastewater, respectively, and a corresponding adjustment to reduce
payroll tax by $82,164. These adjustments would remove SSU’'s
requested test year salary increases in their entirety.

SSU provided extensive rebuttal to OPC’'s witness. Utility
witness Frank Johnson, a principal with Hewitt Associates, provided
a detailed description of the procedures that Hewitt observed in
order to ensure that the market data utilized was relevant, wvalid,
and comparable with respect to analyzing the competitiveness of
SSU’s salaries and salary structure. Ms. Lock further alleged that
Mr. Katz did not review or analyze the Hewitt Study data, since he
made no mention of the study in his testimony. Thus, she concluded
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that Mr. Katz’s testimony and conclusions were flawed. Mr. Johnson
argued that it appeared that Mr. Katz only selectively locked at
the data included in the Hewitt Study, and therefore, did not have
a balanced view of all the information.

Ms. Lock asserted that Mr. Katz erred in his analysis of the
National Association of Water Companies (NAWC)} survey data which he
used to compare SSU’s revenues and customers to payroll dollars,
with other water utility companies. Ms. Lock testified that while
Mr. Katz included wastewater payroll dollars in his comparison, he
failed to also include wastewater revenues or customers. She
contended that it is inappropriate to compare SSU, a water and
wastewater utility, to other utilities that have only water
operations, in part because higher labor costs associated with the
wagtewater operations distort payroll comparisons with water
utilities. The utility performed a payroll analysis using water
and wastewater payroll costs and revenue based on average pay per
employee for both 1993 and 1994. SSU‘s average pay per employee
wasg $25,216 in 1993 and $27,269 in 1994, compared tc the NAWC
averages of $37,876 and $39,694, for 1993 and 1994, respectively.

In response to Mr. Katz’s assertions that the salary survey
information utilized by Hewitt was non-comparable to SSU, Ms. Lock
disagreed by stating that the surveys used were "highly relevant
and represented the exact jobs which SSU employs." In addition,
she explained that the data contained within the surveys included
salary information from many of the cities and counties in which
SSU conducts business. Mr. Johnson also concluded that the survey
data used in the study is comparable to SSU’s, and that the
application of the salary survey data provided a representative
external market comparison.

Ms. Lock further disagreed with Mr. Katz’'s criticism of Hewitt
Asgociates’ use of the Florida League of Cities Survey (FLCS) as a
comparison market for certain plant personnel jobs. She maintained
that the FLCS survey contains an exact geographic match of many
rural areas in which SSU operates. She stated that because SSU’s
largest competitors for labor are county and municipal entities,
the study properly included them. Mr. Johnson echcoced Ms. Lock’s
testimony regarding the appropriateness of Hewitt’s use of the FLCS
survey.

In responge to Mr. Katz’s testimony concerning SSU’'s salary
structure, Ms. Lock testified that due to the utility’s pay
practices for new hires, the minimums assigned to each pay range
influence SSU’s ability to attract new employees. Therefore, SSU’s
salary structure does have an impact on individual employee
salaries. Ms. Lock further maintained that the utility’s testimony
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regarding its current pay ranges does,lin fact,‘suppprt 8SSsU’'s
proposed market-based pay increase. On this same point, in theory,
Mr. Johnson agreed with Mr. Katz’s assertion that salary structure
does not necessarily dictate salaries. However, in reality, Mr.
Johnson explained that they are closely integrated and the salary
structure has a direct impact on salary levels.

Mr. Katz’'s testimony referenced Ms. Lock’s statements that SSU
budgeted increases of 7.2 percent in 1993 and 1994, while the
utility’s average actual raises were 1.44 percent. However, Ms.
Lock affirmed that her testimony actually stated "actual average
pay" which she defined as total payroll divided by the total number
of employees. In response to Mr. Katz’s criticism that the utility
provided no evidence to indicate that this percentage difference
was a result of filling more lower paid than higher paid positions,
Ms. Lock suggested that these differences demonstrated that
although S8U has granted pay increases, this same percentage growth
is not reflected in SSU’s average pay. Further, Ms. Lock insisted
that turnover is the only explanation for the differences
calculated in percentage increases and growth in average pay.

In response to Mr. Katz’'s assertion that compensation is
rarely a critical factor for employees departing voluntarily, Ms.
Lock pointed out that the motivation study was more than 40 years
old, and thus did nct address many significant changes in the
workforce. Ms. Lock reported that based on exit interviews
conducted by SSU, the percentage of departing employees who cited
better paying jobs as a reason for leaving increased from 11.8
percent in 1992 to 40.7 percent in 1995,

Ms. Lock testified that water and wastewater employees are
skilled workers, who must be compensated for higher training and
licensing costs. Ms. Lock maintained that it is not satisfactory
for SSU to have a turnover rate equal to the national average,
which includes employers which traditionally experience very high
levels of turnover. She indicated that a shortage of licensed
individuals who are qualified to operate water and wastewater
facilities in compliance with DEP requirements further supports the
utility’s need for market-based pay adjustments. She also
contended that Mr. Katz’s suggested performance based incentive
program would be a major disincentive for hourly employees, unless
they are paid at markest-level.

SSU guestioned the credibility of Mr. Katz's ability to
provide expert testimony in the area of corporate compensation
practices, since a majority of his experience has been in the
government arena. On cross-examination, however, Mr. Katz listed
a number of companies he has been hired to testify for or against,
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concerning pay and personnel practices. Welhave agcepted Mr. Katz
as an expert in this field, and have given his testimony the weight
it deserves.

In its post-hearing filing, 88U argued that Mr. Katz’'s
analysis of 8SU’s payroll costs compared to the NAWC survey shquld
be disregarded, because Ms. Lock demonstrated that his comparison
included water and wastewater payroll dollars, but only water
revenues and customers. Ms. Lock testified that payroll per
customers and revenues were far below average when both water and
wastewater revenues and customers are analyzed. We observe that
using Ms. Lock’s calculation of revenues generated per dollarlof
payroll, SSU would be ranked 71 out of 101, which is still
considerably above the average. On the other hand, SSU would be
ranked 39 out of 101 with respect to payroll per customer. SSU is
below average regarding the amount of payroll burden placed on the
utility’'s ratepayers.

In its brief, OPC argued that the utility did not meet its
burden of proof regarding the need for the proposed test year
salary increases. OPC argued three major points of concern
regarding SSU’'s assertions of an exact geographic match, that the
utility’'s salaries are 17.3% below market, and SSU’s claims that
its turnover rates are excessive and are a direct result of its
salary levels.

OPC pointed out that SSU has placed a great deal of emphasis
on the FLCS survey, however, the utility failed to be aware of and
provide all of the relevant data to Hewitt Assocciates for use in
the competitive pay survey. We are also concerned over the
exclusion of this data. Although Ms. Lock insisted that the FLCS
survey was the single most important data base regarding pay data
for operations and maintenance personnel, SSU excluded a portion of
the survey as irrelevant to its analysis.

OPC criticized &£SU’s failure to include the third volume of
the FLCS survey which addressed populations of less than 10,000,
because many of the municipalities included in the survey had
populations around 2,000 or less. We disagree with the utility’s
rationale that this volume was less relevant than the information
regarding larger populations. While only three jurisdictional
water and wastewater plants serve over 10,000 total customers, 83
out of 101 water and/or wastewater plants have less than 1,000
total customers, and 69 of these ranged from a total of two
customers up to 288. We are not persuaded by the utility’s
contention that the date should be excluded because the utility’s
operators would not likely leave SSU’s employ to be among the
lowest paid operators in the state. It is possible that SSU might
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recruit from these areas. When performing a market comparison, it
is important to consider not only where employees may go when.they
leave, but also where new employees are likely to be recruited,
Moreover, Ms. Lock stated that averaging together the lowest and
highest payers results in an average that is indicative of the
overall market. Based on these inconsistencies, the utility’s
argument against including the third FLCS is not supported.

OPC asserted that while the utility’s requested 4.77 percent
increase was applied to total company salaries, SSU’'s calculation
leading to a 17.3 percent salary increase inappropriately excluded
executive level salaries, as well as the lower level positions
included in the Hewitt Study whose pay was above the market. OPC
argued that if the positions which are paid above the market are
included, SSU’s salaries would be only 10.8 percent below market,
and excluding the rate department positions, thig figure would drop
to 7.8 percent. Moreover, because Ms. Lock stated that salaries
can be considered fully competitive when they fall within five
percent of the market, OPC argued that SSU’'s salaries are within
2.7 percent of being fully competitive, before any adjustments.

OPC argued that S8U’'s executive level galaries were excessive.
While OPC presented information regarding compensation for SSU's
Vice President of Finance and Administration, it does not
automatically follow that all executive level salaries are
excegsive.

OPC also pointed out that, contrary to SSU’s assertiocns,
turnover can be caused by a multiplicity of factors, and that S8SU’'s
turnover data includes losses for layoffs, downsizing, temporary
employees, and losses transpiring within six months of the date of
hire. Regarding losses of newly-hired employees, OPC argued that
since these individuals are aware of their starting salaries, it
does not appear that this would be a leading cause of turnover for
this group.

Based on the evidence presented in the record, it appears that
58U has experienced a relatively high turnover rate over the last
few years. However, we are not convinced that this is indicative
of non-competitive salaries, nor that it is a direct result of the
level of salaries paid. The utility did not present any evidence
to indicate a direct correlation between pay levels and turnover
rates. While a percentage of departing employees have cited better
pay as the reason for leaving, "better pay" does not necessarily
equate to better pay for the same type of job. Other factors can
also contribute to high turnover.
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Although the evidence presented by the utility in support of
its salary increases is less than overwhelming, we acknowledge that
the utility has adeguately demonstrated the need for some level of
increase. In consideration of the discrepancies regarding the
exclusion of relevant market data, as well as the calculation of
the percentage needed to bring salaries to the market level, the
utility has not adequately justified the need for a 4.77 percent
increase of total payroll. As OPC presented in its brief, the
utility’s salaries are within 2.7 percent of being fully
competitive with the market. Therefore, we approve a market
adjustment of 2.7 percent. Consequently, S8U’s projected 1996
salaries will be reduced by 2.07 percent, or $117,655 and $86,143
for water and wastewater, respectively, to indicate the reduction
to SSU’g requested amount.

b. Salary Adjustment for Merit, Promotion, License Attainment,
Market and Equity

For the 1996 test year, S8SU budgeted merit increases of three
percent, promotional increases of one percent, and .25 percent for
license attainment increases. These percentages are separate and
distinct from the Hewitt study. They represent the actual spending
for 1994, and the amount budgeted for 1995, for each classification
of salary adjustments. According to S8U witness Dale Lock, as of
March, 1995, the utility phased out its step adjustment program,
and replaced it with market and equity adjustments. In 1995 and
1996, 8SU budgeted increases of 1.5 percent to reflect market and
equity increases.

In consideration of the evidence we have reviewed regarding
all salary issues, we find the utility’s proposed salary increases
for merit, promotion, 1license attainment, and market equity
adjustments to be prudent and reasonable. Therefore we approve the
utility’'s 1996 projected salary increaseg totaling 5.75 percent.

¢. Salaries and Benefitgs Associated with Lobbving

OPC witness Kim Dismukes testified that SSU did not record any
salary expenses related to lobbying efforts below-the-line for the
1996 projected test year. Although SSU indicated that it did not
record any salaries in the test year related to Mr. Tracy Smith,
the employee responsible for public and governmental relations and
registered lobbyist, SSU did identify $92,000 of lobbying costs
included below-the-line in the 1995 budget.

Based on her evaluation of the utility’s 1995 travel vouchers
and of the correspondence between Mr. Smith and SSU’s lobbying
consultant, Capital Strategies, Ms. Dismukes concluded that Mr.
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Smith is a primary connection between SSU and the Legislature. Ms.
Dismukes testified that with rare exception, throughout 1985 Mr.
Smith’'s travel related primarily to lobbying efforts. Likewise,
Mr. Smith’s role as a lobbyist was substantiated Dby the
correspondence between Mr. Smith and the utility’s lobby%ng
consultant. Ms. Dismukes further testified that this Commission
has not permitted recovery of expenses related to lcbbying and
public relations from ratepayers, as these efforts have been deemed
to benefit only the stockholders. 1In support of this contention,
OPC’s post-hearing filing cited Commission Order Nos. 7669 at page
10, Order No. 11307, and Order No. 24049 at page 28. Ms. Dismukes
recommended that an adjustment should be made to remove Mr. Smith's
salary and related payroll costs in the amount of $65,661.

Ms. Dismukes also advocated the removal of miscellanecus costs
from test year expenses, related to public relations, government
relations, and image enhancement. Specifically, she proposed to
remove expenses for association dues, Florida Leadership training,
legal-public relations, public relations memberships, and corporate
image. She applied the 1.95 percent attrition factor to the
initial total of $20,183 to calculate the 1996 expense amount. She
recommended a reduction to test year expenses of $15,626, which
reflected the portion allocated to the plants included in this
proceeding.

In response to Ms. Dismukes’ adjustments, SSU witness Lock
testified that a 100 percent disallowance would be inappropriate,
and that any disallowance should instead be based on the job
functions associated with Mr. Smith’s position. Ms. Lock contended
that only 50 percent of Mr. Smith’s salary should be recorded
below-the-line because 30 percent of the job functions are related
to lobbying efforts, and another 20 percent are related to public
relations advertising and company image enhancement. She
maintained that at least 50 percent of Mr. Smith’s duties include
internal communication, media liaison, and external customer water
supply and conservation education. Ms. Lock stated that only three
of the 13 duties listed on Mr. Smith’s job description relate to
lobbying activities, and that during 1995, his communication
efforts were expended in large part to educate and inform employees

and customers on issues critical to utility operations and customer
service.

In its brief, SSU contended that OPC only focused on travel

reimbursement forms, and failed to address timesheet or
correspondence and activities with persons other than SSU’s
lobbyist. SSU maintained that Ms. Lock’s suggested 50 percent

disallowance should be adopted based on her testimony that only
three out of 13 responsibilities listed on Mr. Smith’s job
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description are related to lobbying. In support of this argument,
88U cited two Commission orders. In Order No. PSC-93-0285-FOF-WS,
Docket No. 910637-WS, we removed a portion of an employee’s salary
based on the number of nonrecurring responsibilities on a list of
work duties. 1In Order No. PSC-92-1197-FQF-EI, Docket No. 910890-
EI, we allowed a portion of expenses related to a government
liaison to be included in above-the-line expenses.

It appears that SSU has suggested that it was OPC’'s burden to
prove that a specific expense was unreasonable. As we have noted
herein, it is the utility’s burden to prove that its expenses are
prudent and reasonable. The utility has provided inconsistent
information with regard to this issue. In a response to OPC’s
discovery request, 8SSU indicated that there were no salaries
related to lobbying included in the 1995 budget, and therefore,
none included above-the-line for the 1996 test year. However, the
utility conceded that it would be appropriate to remove 50 percent
of Mr. Smith’s salary based on his job description. It is apparent
that salary expenses related to Mr. Smith’s position were, in fact,
included in test year O&M expenses.

While Ms. Lock testified that Mr. Smith’s Jjob description
indicated that external and internal communications are the primary
functions involved in his position, that does not necessarily
equate to allowable expense items. The general purpose of Mr.
Smith’s Jjob, as detailed in the job description, overwhelmingly
suggests that hisg position is concerned with government and public
relations. While only three of the 13 duties listed on Mr. Smith’s
job description are related to lobbying, a number of duties relate
to public relations advertising and image enhancement. It is
difficult to determine which duties relate to communications
regarding education of utility issues, as opposed to advertising
and image building.

In the order cited by 88U, Order No. PSC-93-0295-FOF-WS, we
disallowed a portion of an employee’s salary because many of the
work duties listed for that employee were nonrecurring. We
distinguish that case from the current proceeding in that Mr.
Smith’s salary ig in guestion with relation to what portion of his
responsibilities appertain to items allowable as above-the-line
expenses, as opposed to what should be disallowed for ratemaking
purposes.

In Order No. PSC-92-1197-FOF-EI, we allowed a portion of
expenses related to a government liaison to be included in above-
the-line expenses. That order, however, required that the utility
justify any amounts charged to jurisdictional expenses. The only
support provided by the utility to advocate including 50 percent of
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Mr. Smith’s salary was the description of his position, which was
unconvincing.

Based on the above, we find that SSU has failed to meet its
burden to demonstrate by a preponderance of the evidence that all,
or even part of Mr. Smith’s salary should be included above-the-

line. We are persuaded by OPC’s testimony, and find it
appropriate to remove the utility’s expenses related to lobbying
and public relations. Therefore, test year expenses shall be

reduced by $65,661 for salaries and $15,626 for related expenses.

d. Salaries and Expenses Related to Acquigitions

S8U recorded an estimate of $30,585 below-the-line for the
1996 projected test year salary expenses related to the utility’s
acquisition efforts. OPC witness Kim Dismukes asserted that
because this estimate is substantially lower than the amount
recorded below-the-line in 1994, the utility failed to recognize a
sufficient amount of acquisition-related salaries for the projected
test year. Therefore, Ms. Dismukes proposed reducing test year
gsalaries by $175,928.

Ms. Dismukes utilized the actual percentages for each employee
who spent time related to acquisitions in 1994, and applied those
percentages to the employee’s base salary for 13%9%96. With respect
to the corporate development department, which is predominately
responsible for the utility’s acquisition efforts, Ms. Dismukes
applied a current estimate to reflect time currently spent related
to acguisitions. Based on an estimate by Mr. Charles Sweat, SSU’s
Vice President in charge of corporate develcopment, Ms. Dismukes
removed 90 percent of that department’s salaries. Ms. Dismukes
stated that her adjustment to disallow these additional salaries
was probably on the conservative side because, although SSU intends
to increase its acquisition efforts compared to 1994, her
adjustment did not reflect increased percentages for the other
employees who spend time on acquisition efforts.

Ms. Dismukes also recommended removal of some of the test year
expenses charged to that responsibility center. She concluded that
because a preponderance of Mr. Sweat’'s time is related to
acquisition efforts, the same percentage of expenses should also be

charged below-the-line. These expenses were for materials and
supplies, transportation, and miscellaneous expense, totalling
$15,417. After applying the 1.95 percent attrition factor to

calculate the 1996 expense amount, Ms. Dismukes recommended a 90
percent reduction to test year expenses of $10,742, which reflected
the portion allocated to the plants included in this proceeding.
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SSU witness Scott Vierima testified that it would be
inappropriate to disallow 90 percent of the resources from Mr.
Sweat’s department. Ms. Dismukes’ recommended percentage
disallowance was derived from Mr. Sweat’s statements taken from a
deposition in which he indicated that approximately 90 percent of
his present time related to acquisitions and divestitures. Mr.
Vierima pointed out that at the time Mr. Sweat made that statement,
he was actively involved in the acquisition of Q0U. He contended
that because the corpcrate development department spends a varied
amount of time on acquisitions, it would be incorrect to conclude
that throughout the year Mr. Sweat’s department spends 90 percent
of its available time on acquisitions and divestitures. Mr,
Vierima concluded that 50 percent would be a reasonable estimate
for time spent by the corporate development section on activities
related to acquisitions.

S8U argued in its brief that we should evaluate time sheets in
order to determine the actual time spent on acquisition related
activities, and make any adjustments based on that evaluation. SSU
contended that not only did OPC fail to present the historical time
sheets, OPC alsgo failed to present any credible evidence to support
the adjustment.

Based on Ms. Dismukes’ testimony, there is sufficient evidence
in the record to indicate that the amount of acquisition related
salaries recorded below-the-line was considerably lower than what
should have reasonably been recorded. 1In effect, SSU conceded to
this point in that the utility only disagreed with the portion of
OPC's adjustment related to the percentage disallowance assoclated
with Mr. Sweat’s department. We do not find SSU’'s proposal to
record 50 percent of this department’s salaries and related
expenses below-the-line to be reasonable. We note that 50 percent
of Mr. Sweat’'s salary alone is more than what the utility
originally recorded below-the-line. The record indicated that the
level of effort expended on acquisitions has increased over
previous years, but the amount of salaries SSU recorded below-the-
line has decreased. We also note that SSU provided no evidence to
support how its recommended 50 percent disallowance was determined,

or any substantive basis as to why that percentage would be
reasonable.

As in the case of salaries and expenses related to lobbying,
SSU has shifted the burden of proof onto OPC to disprove the
reasonableness of SSU’'s expenses by arguing that because OPC did
not present historical time sheets or any other evidence, we should
adopt the utility’s suggested alternative. We reiterate that in a
rate proceeding, it 1is the utility’'s burden to prove that its
expenses are prudent and reasonable. Based on SSU’'s concession
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that the amount of acquisition related salaries recorded below-the-
line was insufficient, in addition to the preceding discussion, we
find that SSU has not met its burden of proof. While SSU argued
that time sheets should be used as the determining factor, SSU did
not adegquately support its original estimate nor its proposed
estimate with regard to the salaries for the corporate development
section. Considering that Ms. Dismukes used a conservative
estimate to calculate the disallowance for all other employees who
spend time related to acquisitions, we find that proposed
adjustment to be reasonable. Therefore, test year expenses shall
be reduced by $175,928 for salaries and $10,742 for related
expenses.

3. Hepatitis Immunization Program

The utility included $16,312 in its 1996 budget for a newly
implemented Hepatitis Immunization Program to immunize 200
employeeg. Staff auditor Small calculated a per employee expense
of %82, and further determined that in 1996 an additional 22
employees would be vaccinated due to SSU’s 11 percent employee
turnover rate. Mr. Small recommended that £1,804 should be the
adjusted annual expense in 1996, resulting in a $14,508 decrease to
test year expenses. Mr. Small testified that the cost of the
immunization cycle should be amortized over a five-year period in
accordance with Rule 25-30.433 (8), Florida Administrative Code,
which requires non-recurring expenses should be amortized over five
years unless a shorter or longer time period is justified. On
crogs-examination, Mr. Small reviewed Exhibit No. 193, which
indicated that the cost for immunization to be $160 per employee
rather than $80. Mr. Small stated that the information in that
exhibit was not made available during the field audit, but that the
new amount was reasonable.

We find the $160 cost per employee to be the appropriate
amount . We have not applied an attrition factor to that amount, as
no evidence was presented on that point. Multiplying $160 by the
222 employees participating in the program results in a total cost
of $35,520. We further find the appropriate amortization period to
be five years, resulting in an annual expense of $7,104. Test year
expenses shall be reduced by $9,208.

4. Other Administrative Projects

OPC witness Kimberly Dismukes testified that the utility did
not adjust its projected test year expenses to remove Operations
and Administrative Project (OAP) expenses which will be fully
amortized by the end of 1996. She proposed an adjustment to reduce
test year expenses by $93,452 to remove these expenses from the
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test year. In its brief, OPC argued that SSU’s expenses will be
inflated on a going-forward basis if we do not remove Fhe
amortization expenses associated with the OAP projects which will
be fully amortized by the end of 1996.

88U witness Bencini recognized that amortization expenses
related to deferred assets which will be completely amortized by
the end of the test year should be removed. However, Mr. Bencini
contended that because the projected test year in this case was
based on the budget for 1995, the actual amortization expense
related to the 1996 deferred debit projects were not included in
this case. Mr. Bencini testified that $15,742 of amortization
expense was included in the MFRs for the 1996 test year, where as
$45,377 was actually budgeted for 1996 related to the 1995-96 OAP
projects. Mr. Bencini therefore suggested that it would be
appropriate to reduce Ms. Dismukes’ adjustment by $29,635, for a
net expense reduction of $63,817. In its brief, S8SU reiterated Mr.
Bencini’s arguments and identified seven OAP projects which will
increase the actual 1996 amortization expenses over the amount
included in the MFRs.

With respect to the appropriate ratemaking treatment, we are
persuaded by OPC’s contention that the utility’s test year expenses

should be reduced. We disagree with 8SU’s argument that this
individual expense item should be adjusted based on actual 1996
expenses. Consistent with our determination regarding a true-up

budget, we have not changed the utility’s 1996 expense projection
methodology, and will not divert from that methodology in this
instance. It would be inappropriate to agree with 8SU’s
alternative adjustment simply because the projection methodology
utilized by the utility to predict the 1996 amortization expenses,
in fact estimated an expense level lower than the actual 1996
amounts. Therefore, test year expenses will be reduced by $93,452.

5. Beechers Point/Palm Port Sludge Hauling Expense

The utility classified its removal of treated effluent from
the percolation ponds at its Beecher’s Point/Palm Port facility as

sludge removal expenses. NARUC classifies the sludge hauling
account as "the cost of removal of sludge 1if such work is
performed." Staff auditor Small testified that the hauling of

treated effluent should be identified as "purchased sewage
treatment expense” rather than sludge hauling, that the costs
should not be treated as recurring, and the utility should be
directed to determine a more cost effective solution. OPC agreed
with Mr. Small‘s testimony.
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Mr. Small testified that he was not aware of any disposal
methods more cost effective than the disposal method currently
employed by SSU, and agreed that any effluent disposal method would
involve some recurring cost. SSU cited this testimony in support
of its argument, and contended that the costs were recurring and
prudent .

We agree with Mr. Small that the removal of treated effluent
from percolation peonds does not fit the NARUC determination of
sludge hauling. Therefore, we find that these expenses should be
listed as "purchased sewage treatment expense." However, we also
note that any method of disposal would still result in recurring
cost. Accordingly, the cost of the purchased treatment shall be
classified as recurring. No other adjustments are necessary.

6. Deltona lLakes Purchased Power Expense

Mr. Small testified that SSU’s calculation of normalized
expected power cost for Deltona Lakes’ purchased power overstated
the actual amount that should be budgeted. Mr. Small stated that
gsince 1992 the utility has over-budgeted purchased power expense by
an average of 20.48 percent. He recommended a reduction of
$56,916. This adjustment was based on a simple three-year
averaging of 1992 through 19594.

On cross-examination, the utility asked Mr. Small if his
position would change if he knew that purchased power was $4,200
over budget for the Eirst four months of 1996. Witness Small
stated that other factors would have to be taken into consideration
and that a 12-month example is a better gauge.

We find the adjustment proposed by Mr. Small to be
appropriate, and the utility’s suggestion that a four-month actual
expense be used to be unpersuasive. Therefore, purchased power
expense for Deltona Lakes will be reduced by $56,916.

7. Sharehclder Serxrvices

88U included $208,776 in its MFRs for shareholder service
costs. Staff auditor Small recommended removal of these costs,
basing his conclusion on our decision in Order No. 11307 where we
disallowed Tampa Electric Company (TECO) stockholder relations
expenses incurred for image building and goodwill.

Utility witness Vierima testified that these costs were
assessed to the parent and all subsidiaries based on average
invested equity as a percent of consolidated common equity. The
services provided to the shareholders include annual shareholder
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meetings, SEC filings, stock exchange fees, rating agency fees,
registrar and transfer agent expenses, board fees, annual and
quarterly reports, proxy statements and response to shareholder
inguires. Mr. Vierima contended that 8SSU benefits from the
financial strength and reputation of MPL by guaranteeing the debt
which in turn reduces debt costs.

OPC witness Kim Dismukes contended that S8SU did not
demonstrate that the shareholder costs were appropriate or that
they would benefit SSU’'s ratepayers. She advocated reducing these
expenses by 50 percent. Ms. Dismukes also referenced Ordexr No. PSC-
92-0708-FOF-TL, at page 31 to support her conclusion.

In his rebuttal testimony, Mr. Vierima stated that the MFRs
contained line-item detail of the 17 components of shareholder

costs. Mr Vierima alsc confirmed that S8U’s allocated share of
MP&L's shareholder services did not include expenses related to
image building and good will. Witness Small testified on cross-

examination that the majority of the shareholder services expenses
included by SSU in this case could be related to communicating with
the financial community, not with image building or goodwill. We
also note that the in the TECO order we allowed the major portion
of stockholder expenses related to financial communications.

However, through the ROE leverage formula, we have allowed
recovery of costs associated with being a publicly traded utility.
Specifically, in the calculation of the appropriate cost of equity,
we recognized an additional 25 basis points to the otherwise
determined cost of equity to provide for these costs. To ask SSU’'s
ratepayers to pay 25 basis points on ROE in addition te the amount
requested by SSU would be duplicative. We also question whether
the benefits S8U receives from MP&L are worth $208,776 to the
ratepayers in Florida. Consequently, we shall disallow all of the
utility’s requested shareholder services expenses of $208,776.

8. Conservation Expenses

SSU requested $524,425 for its conservation programs for 1996,
including $153,420 for a statewide education program, $87,500 for
a conservation program specific to Marco Island customers, and
$283,505 to support an aggressive conservation program in six
targeted high-use communities. We have delineated the utility’s
conservation programs between those for specific communities versus

its general, statewide program for the purposes of analysis and
decigion.
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a. Conservation Programs for Specific Communities

Carlyn Kowalsky, an environmental attorney for SsSU, provided
testimony on the issue of conservation programs and expenses. She
testified that in December 1994, SSU launched a pilot conservation
program for its Marco Island facility, which was selected because
its customers are among the highest average monthly users of all

communities served by SSU. The project was designed to educate
customers regarding the need for water conservation and to provide
incentives to encourage voluntary conservation. The education
element of the Marco Island project included, in part, public
workshops, open houses, advertising, newsletters, indoor
conservation retrofit devices, water audits for high volume
residential and multi-family customers, and rebates toward

irrigation shutoff devices.

The utility proposed to enhance its congervation program, in
large part by launching a comprehensive conservation program
involving six targeted communities which had high average monthly
consumption for the past four years: Palisades Country Club,
Silver Lake Estates/Western Shores and Quail Ridge in Lake County;
Dol Ray Manor in Seminole County; Sugar Mill Woods in Citrus
County; and Valrico Hills in Hillsborough County. The proposal
included an extensive public education effort, free indoor retrofit
kits, water saving toilet rebates, rebates for irrigation shutoff
devices, and a survey of the participants to assess the programs’s
effectiveness. The results of the programs for the targeted
communities will serve as the utility’s guide for future efforts.
To recover the additional cost for the expanded conservation
program, SSU made a pro forma increase to its expenses for 1996 of
$321,290.

OPC witness Kimberly Dismukes testified that SSU had neither
demonstrated that its conservation program was cost effective nor
provided any analysis comparing alternative conservation methods.
She believed this to be a fundamental flaw in SSU’s proposal.
Without the proper cost/benefit analysis, she stated that 8SU's
requested pro forma increase to its 1996 conservation expenses of
$321,290 was highly questionable. Ms. Dismukes also asserted that
SSU failed to make a comparison between the projected water savings
resulting from its enhanced conservation program to water savings
that might be achieved from rate design. She contended that while
the utility asked its customers to pay for programs to produce
conservation, a change in rate design could produce the same or
more conservation for a fraction of the cost.

. Ms. Dismukes took issue with several other aspects of the
utility’s proposed conservation expenses. She questioned spending




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 160

$60,180 on retrofit kits, because SSU’s consultaqt reported that
results from a program in Tucson, Arizona, indlcate@ that the
impact from low flow showerheads was small due to the h}gh ;emoval
rate of "cheap" devices. She also stated that distributing the
kits for free while assuming only 50 percent to 60 percent of the
customers would actually install the devices was inefficient. She
suggested either to offer rebates only after the devices are
installed or to charge customers some portion of the cost of the
retrofit kits. Furthermore, Ms. Dismukes cited a survey of local
contractors that indicated that rain sensors may not be effective,
and therefore questioned $20,850 for rebates associated with
irrigation shutoff devices.

Ms. Dismukes also testified that it was difficult to
distinguish what portion of the utility’s efforts were water
conservation advertising as opposed to public relations. She
stated that this Commission has consistently disallowed public
relations costs in the past, and therefore the portion of costs
associated with SSU’'s public relations efforts should not be borne
by ratepayers. Ms. Dismukes also took issue with spending $20,000
for residential water audits on Marco Island, the cost
effectiveness of SSU’s conservation workshops, and the Marco Island
customer survey.

Mg . Dismukes recommended that we disallow $348,473 agsociated
with SSU’s proposed conservation expenditures. She agreed with the
allowance of most of the Marco Island conservation program expenses
because of the high consumption per customer and the potential
water shortages faced by that community. The major areas of
recommended disallowances with respect to the programs for specific
communities were $248,149, representing all costs associated with
the six targeted communities, $35,000 associated with cost share

funds from the SFWMD, and contract services related to Marco
Island.

Mr. Buddy Hansen, testifying on behalf of Sugarmill Woods,
contended that SSU’s conservation proposal will not produce the
projected water savings of approximately 35 million gallons at
Sugarmill Woods. He cited several factors: SSU has lost its level
of trust with the residents at SMW; newer residences already have
the water saving devices and many of the older homes already have
some retrofit devices; residents have already scaled back usage due
in part to the uniform rate pricing; and there is no water crisis
in the Sugarmill Woods area.

In rebuttal, 8SSU witness Kowalsky testified that SSU’'s
proposed conservation program was in large part due to pressure
from the WMDs to expand its conservation efforts. S8SSU worked with
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the WMDs to include elements in the program that the WMDs believed
would be effective. Ms. Kowalsky argued that a cost/benefit
analysis might «cost more than actually 1mp1ement1ng_ Fhe
conservation program itself. Ms. Kowalsky argued that advertising
is an integral part of conservation programs, because they cannot
succeed without public participation and support.

As to the Tucson, Arizona retrofit program, she noted that
SSU’s consultant reported the results of retrofit programs from six
different cities. The Tucson utility did not provide adegquate
water pressure, and the retrofit devices were not well received.
She pointed out that SSU has distributed ovexr 6,200 retrofit
devices thus far without receiving any complaints about the quality
of the devices. Many other utilities have distributed these
devices and obtained a high level of participation. Continuing
customer education and follow-up surveys are both important
components of any retrofit program.

Ms. Kowalsky rebutted Ms. Dismukes’ comments regarding
irrigation shutcff devices by stating that the difficulty with the
rain sensor devices appeared to be isolated instances concerning
devices other than the Mini-click type proposed by SSU. The Mini-
click has several built-in safeguards that make the device more

reliable. A survey of their use in Lee County over a one-year
period indicated average water savings of 31 percent for irrigation
use., Further, the SJRWMD consumptive use handbook recommends

implementation of a rain sensor distribution program in at least 10
percent of the applicable connections served.

Ms. Kowalsky offered a June 1995 AWWA white paper entitled
Water Conservation and Water Utility Programs, to rebut Ms.
Dismukes’ testimony regarding conservation rate structures and
their place in an effective water conservation program. The paper
stated that conservation rate structures by themselves do not
constitute an effective water conservation program. Rather, the
rate structure tool works best when paired with a sustained
customer education program.

Ms. Kowalsky took exception to Ms. Dismukes’ contention that
the Marco Island water audit program was not successful. While
only seven of 17 single family residents participated in the
program in 1995, there were an additional 66 of 78 commercial or

multi-family customers who alsc participated. She stated that
education of these customers is critical to changing their high
water use habits over the long term. She also pointed to the

decline in average consumption on Marco Island since 1991, falling
from 23,462 gpm in 1991 to 14,928 gpm in 1995. She attributed the
reduction in average consumption to the utility’s intensive
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conservation efforts on the island. The utility found that Marco
Izland customers saved 69 gallons per home, which is close to SSU’s
predicted savings of 72 gallons per home. She also testified that
while SSU wag been awarded $10,000 from the SFWMD for a portion of
the Marco Island conservation program in 1996, the utility had not
entered into any cost share contract with SFWMD for $25,000 as
indicated by Ms. Dismukes.

Ms. Kowalsky testified that if this Commission does not allow
SSU money for the proposed program enhancements, SSU may well not
implement those enhancements. She further testified that there are
no dollars in the conservation budget for public relations that are
not related to conservation. When asked on cross-examination
about money in the conservation budget for a Christmas float, Ms.
Kowalsky replied that there is no money in the budget for a float,
and that if the Commission does find such a request, we should
disregard it.

SSU also offered several rebuttal witnesses from water
management districts. Mr. Bruce Adams, the Conservation
Coordinator for the SFWMD, testified that in SFWMD’s permit review
process, public water suppliers are required to implement a
conservation program, which includes in part a public education
program. He testified that successful programs include a broad mix
of techniques including public relations, advertising, marketing,
auditing and conservation. SSU’'s program elements are in the best
interests of the customers and are consistent with the goals of the
SFWMD. Based on his experience, SSU’s proposal was consistent with
the successful programs undertaken by other utilities in Florida
and across the nation, both in terms of the established targets and
the predicted water savings.

Mr. Adams alszso specifically rebutted Ms. Dismukes as to the
Marco Island water audits and the effectiveness of irrigation
shutoff devices. SFWMD strongly encourages utilities to undertake
water audits. Mr. Adams believed that the Marco Island water
audits project was proper because of the high water demands and
scarce resources. Mr. Adams was a proponent of the use of rain
switches for the control of automatic landscape irrigation systems.
Based upon his knowledge and experience, when they are properly
installed, maintained and operated, rain switches are effective.

As to image enhancement, Mr. Adams stated that there are three
components to educating people about water conservation techniques:
awareness, education and action. The SFWMD has found that the
first, primary part of water conservation education is the extreme
necessity to gain the trust of the public; if the utility is not
trusted, then the conservation message cannot be received or
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accepted. He therefore disagreed with Ms. Dismukes’ view of
disallowing image enhancing expenses.

Mark Farrell, Assistant Executive Director of the SWFWMD, also
filed rebuttal testimony on behalf of the utility, in support of
its conservation program. Mr. Farrell cited to the Memorandum of
Understanding between this Commission and Florida’'s five WMDs,
which states the common objectives of encouraging conservation and
reducing the withdrawal demand of ground and surface water. The
MOU acknowledges measures such as conservation promoting rate
structures, maximization of reuse of reclaimed water, and consumer
education programs. Mr. Farrell estimated that 70 to 80 percent
of the combined jurisdictions of the SFWMD, the SJRWMD and the
SWFWMD are now designated as water resource caution areas, and
stated that no one is immune from the need to practice water
conservation.

Mr. Farrell observed that according to Chapter 40D-2, Florida
Administrative Code, water use permit applicants must incorporate
water conservation measures as a condition for issuance of a

permit. Once a permit is issued, permittees are required to
implement the provisions of their district approved water
conservation plan. Private utilities must focus on public

education, rate structures and retrofit programs to accomplish
conservation objectives.

Mr. Farrell stated that each element in SSU’s program was
designed to disseminate the conservation message in a variety of

ways. He agreed with the three components of a conservation
program listed by Mr. Adams, and stated that follow-up was also
important. Mr. Farrell compared SSU’s conservation proposal to

programs implemented by the City of Tampa and Hillsborough County.
These programs included distribution of retrofit kits, low-flow
toilet rebateg, rain sensor devices, extensive public education
programs, and surveyvs to measure program effectiveness. The
program costs of SSU’s proposal were reascnable and comparable to
other programs.

Mr. Farrell took issue with several aspects of Ms. Dismukes’
testimony. He stated that to disallow the public relations and
image enhancement costs associated with the conservation program
would be counterproductive to the legislatively declared goal to
promote water conservation. Water audits are an effective tool to
educate customers about irrigation practicesg, and can result in a
permanent water savings and will enhance customer awareness.
Customer surveys are also an important aspect of a conservation
program in order to gauge customer response. Mr. Farrell testified
that SSU should be allowed recovery of its projected costs of the
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conservation program for the six targeted communipies. The
retrofit kits and irrigation shutoff devices in particular have
proven to be effective means of reducing consumption. He asserted
that even if the success of the Tucson, Arizona retrofit program
was limited, it does riot mean that retrofit programs will not be
effective in other communities. He disagreed with Ms. Dismukes’
assertion that conservation rate structures alone can result in an
effective water conservation program, and stated that a consumer
education program was also essential.

Mr. Farrell testified that the SWFWMD makes a general
threshold determination, rather than a line item analysis, of the
cost-effectiveness of the various aspects of a conservation
program. He disputed Ms. Dismukes’ notion that image-enhancing
expenses should be disallowed, by stating that conservation
education programs almost always have some aspect of image
enhancing. To remove image enhancing costs would provide a
disincentive and compromise the conservation education message.

Mr. Harold Wilkening, Assistant Director of the Resource
Management Department of the SJRWMD, testified that he reviewed
58U’ s proposed conservation program and found it to be supported by
the SJRWMD and consistent with recommendations of the AWWA. He
testified that water conservation is important, even in areas that
are not presently experiencing water resource problems. Four of
the service areas included in SSU’'s proposed plan are located in
the SJRWMD water resource caution area. He agreed that SSU should
be allowed to recover the costs for its proposed conservation
enhancements, which are consistent with legislative policy. He
found the program to be necessary and appropriate to comply with
SJRWMD regulations, and may become the standard for other utilities
in that district. Mr. Wilkening testified that the cost of 8SU's
programs are appropriate and necessary to obtain a consumptive use
permit. He stated that it may be very difficult to do a
cost/benefit analysis on water conservation.

The parties addressed the conservation program and expenses at
length in their post-hearing filings. OPC argued that SSU failed
to justify its proposed $524,428 of conservation expenses included

in the p;ojected test vyear. Marco disagreed with the
implementation of a conservation program at Marco Island, and with
SSU’s analysis of the results. SSU contended that regulatory

agencies have recognized the need and effectiveness of conservation

programs such as SSU’s, and that it had justified the expenses of
the program.

OPC argued that one of the most disturbing aspects of SSU’s
proposed conservation plan and expenditures was that the utility’s
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primary conservation witness was unable to answgr.simple questions
on the subject, including how the six communities targeteq for
g8U’e enhanced conservation program were chosen, whether image
enhancement costs should be recovered from ratepayers, and whether
rate structure is an important component of an overall conservation
program. OPC found fault with several specific expenses,'inglud}ng
over $60,000 for retrofit kits, almost $21,000 for irrigation
shutoff devices, $20,000 on residential water audits, and expenses
for market consultants, customer surveys, and workshops despite
poor turnouts at previous workshops.

OPC disputed the utility’s contention that Marco Island
customers had reduced their water consumption, by citing an exhibit
demonstrating that 164 large volume customers were reclassified
from the residential class to the irrigation class. OPC contended
that by reclassifying these customers to the irrigation class in
the years 1993-1995, the residential consumption per customer
figure in 1995 is not comparable and is understated relative to the
1991 figure. Furthermore, in concluding that customers conserved
water in 1995 water compared to 1991 or 1992, S8SSU did not consider
the effects of rainfall. OPC argued that the 1995 consumption
reductions are likely the result of rainfall, not conservation.

OPC argued that 88U did not study the cost effectiveness of
itg congervation program, despite the fact that a consultant
recommended that wutilities do so. While the water management
district witnesses all supported SSU’'s conservation programs, they
did not have a detailed understanding of the programsg, nor did they
test them for cost effectiveness. OPC asserted that the
generalizations of these witnesses cannot be relied upon to support
the reasonableness of 8SU’s proposed conservation expenditures.

OPC contended that SSU did not meet its burden of proving the
reasonableness of these expenses. OPC asserted that conservation
costs must be cost-effective and prudent, and that S8SSU could
accomplish similar results by adopting the rate design proposed by
Ms. Dismukes. Because OPC believed that SSU’s customers should not
pay for a program that could be achieved through ratemaking, OPC
argued that we should disallow $348,473 of S8SU’s proposed
conservation expenses.

Marco argued in its brief that Marco Island was a poor choice
as a targeted conservation community due to the high incomes and
poor price elasticities that Marco Island residents exhibit. Marco
echoed OPC’s criticism of SSU’s contention that average residential
consumption for Marco Island had declined by 37 percent from 1992
to 1995, Marco argued that by c¢reating a new irrigation
classification during 1993, a large portion of water consumption
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was transferred from the residential class to the irrigation class.
Marco contended that this new customer classification was an
intentional manipulation of data in order to make SSU’'s
conservation efforts appear successful.

In its brief, SSU argued that state water pol;cy dictates
water conservation unless it is not economically or environmentally

feasible. A utility must undertake all reasonably available
conservation measures in order to meet the requirements for
obtaining a consumptive use permit. SSU asserted that the WMD

witnesses substantiated that the program costs were within the
range of costs expended by other utilities serving similar
population sizes. In addition, the WMD witnesses testified that
88U’s proposed conservation program techniques have proven
effective in many other applications in Florida.

According to 8SU, the WMD witnesses further substantiated Ms.
Kowalsky’s testimony that all costs for public education, including
activities that could possibly be categorized as ‘“public
relationsg", were essential to implementing a  successful
congervation program. Surveys were also considered important. SSU
maintained that its proposed conservation program comported with
the WMDs position that conservation is the most cost effective
means of meeting Florida’s water supply needs, and therefore, the
conservation program costs should be approved.

The record on the conserxrvation expense issue is extensive and
covered a wide range of topics. We are persuaded by the testimony
of the WMD personnel that conservation programs are important in
order to reduce water consumption throughout the state. The water
management districts have imposed conditions on all consumptive use
permit holders, including utilities, requiring greater water use
efficiencies. Educating the public and providing consumers with
the tools to implement conservation programs is far less costly
than developing alternative water sources. In other woxds,
conservation is the most cost-effective and expeditious way of
meeting water supply needs. No one is immune from the need to
practice water conservation.

All of the WMD witnesses testified that SSU’s proposed
conservation plan was consistent with WMD goals and that the
program elements were in the best interests of the customers. We
find the testimony of the WMD personnel to be persuasive.
Therefore, we find SSU’s proposed conservation program enhancements
for the specific communities to be appropriate. However, we do not
concur with SSU as to the level of expense to be recovered.
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There are several adjustments necessary for the Marco Island
program. Despite testimony from Ms. Kowalsky to the contrary, SSU
included the cost of a float in 1its projected expenses.
Accordingly, we have removed $10,000 associated with the cost of
the float. We alsc find it appropriate to remove 510,001
associated with the toilet rebate cost share funding with the SFWMD
because SSU has been awarded this money from the SFWMD. Because
special events are expensive and time consuming for limited
exposure, we have removed $2,001 associated with special events for
the Marco Island program.

Our final adjustment to the Marco Island program costs is with

respect to labor and fringe benefits. SSU proposed adding two
additional full-time positions to carry out SSU’s conservation
program, a conservation administrator and a conservation

coordinator, allocating $20,047 in labor and fringe benefits for
these positions. Some of the duties of the proposed conservation
administrator included duties which are also the primary
responsibilities of current SSU employee Ida Roberts. The proposed
congservation administrator represented a duplication of duties, and
we therefore have disallowed the 1labor and fringe benefits
associated with the position, resulting in a removal of $10,024
from labor and fringe benefits.

Both OPC and Marco contended that by reclassifying certain
Marco Island customers to the irrigation class, the residential
consumption per customer figures during the years 1991-1995 were
not comparable. We agree that the residential consumption data
provided by SSU were not comparable. Therefore, we analyzed the
average consumption per bill, excluding raw water and fire
protection, for the entire Marco Island service area for the 1992 -
1985 period. Based on data in the record, our analysis indicated
that average consumption per bill reduced by 19 percent from 1992
to 1995. Despite the creation of a new customer class and its
effects on the calculations of average residential consumption, we
are satisfied that the facility-wide consumption per bill did
decline.

We have made several adjustments regarding expenses associated
with the six targeted communities. Because Ms. Kowalsky admitted
that updating the literature search in subseguent years may be less
expensive than the initial search, we have removed $9,600

assoclated with the literature search. The initial literature
segrch is a nonrecurring expense and, accordingly, we amortized
this expense over a five-year period. Next, we removed $19,500

assogiated with outside services, as the descriptions of these
services are included in the description of 8SSU’s proposed
conservatlion coordinator position. While SSU may recover the cost
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of the proposed conservation coordinator position, the outside
services expense was duplicative.

We also removed $25,000 associated with the toilet rebate cost
share funding with the SFWMD. Although SSU has not yet entered
into a contract with the SFWMD for this funding, SSU has received
approval for the funding. Should SSU for some reason not enter
inte a contract with the SFWMD for this item, the utility may
petition this Commission for a subsequent adjustment in its rates.

Consistent with our finding regarding special events for the
Marco Island program, we have disallowed expenses associated with
special events for the targeted communities in the amount of

$11,000. As discussed above, the duties of 8SU’'s proposed
conservation administrator are also contained within the primary
responsibilities of a current SSU employee. Therefore, we have

disallowed the labor and fringe benefits associated with this
position, resulting in a removal of $22,611 from labor and fringe
benefits.

Finally, we made several reductions to expenses associated
with M&S office printing, M&S office supplies and miscellaneous
expenses. These expenses are partly a function of the number of
customers served by the program. We examined the historical number
of bills per service area, by meter size and customer class, during
1994 and compared the relative number of customers in the targeted

communities versus the number of customers in Marco Island. The
M&S expenses and miscellaneous expenses were then reduced based on
this ratio. These adjustments resulted in reductions totalling
$8,735.

Based on the foregoing, we have allowed $77,984 associated
with the Marco Island program and $151, 704 associated with the six
targeted communities program. We recognize that conservation
expense 1s a new and evolving issue. We believe it is both
necessary and appropriate to monitor the utility’s efforts with
respect to these programs. Therefore, SSU shall file with this
Commission copies of all reports, surveys, or documents that are
provided to the WMDs with respect to any aspect of the utility’'s
conservation program.

b. Statewide Congervation Program Expenses

SSU’s MFRs for the 1996 projected test year included $166,272
in conservation expenses associated with statewide communication.
Our review of the individual components of these expenses indicated
that several reductions were necessary. Ms. Dismukes recommended
that we disallow a portion of the cost associated with sponsorship
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of a 1996 conservation education program. These costs increased
from $18,000 in 1995 to $38,351 in 1996. Ms. Dismukes contended,
and we agree, that SSU did not justify the increase, nor did it
provide any information on the nature or benefits of the
sponsorship. Based upon these facts, we find it appropriate to
decrease costs related to the conservation education program by
$20,351.

The utility included $30,300 in labor related costs for its
statewide communication program. Ms. Dismukes suggested that 50
percent of these costs be removed. SSU did not provide any support
or testimony as to why its requested level of labor should be
allowed. We do recognize that in order to have an aggressive
congervation program, some level of personnel is necesgsary. We
agree with Ms. Dismukes that half of the utility’s requested labor
is reasonable. We therefore find it appropriate to reduce labor
related charges by $15,150.

SSU requested $14, 783 for Statewide Communication advertising.
This amount included $10,195 for newspaper advertisements and
$4,588 for logoed items and plaques used to promote the image of
SSU in the communities it serves and to recognize individuals
and/or organizations for conservation or community relations. Ms.
Dismukes asserted that 8SU spent considerable amount of money on
advertising and other public relaticons efforts that were not solely
designed to educate customers and enhance conservation. She
believed that the portion of the advertising cost associated with
SSU’s "public relations" or image-building efforts should not be
borne by rate-payersg, therefore recommended disallowance of all the
public relations counsel and regearch and one-half of the
advertising expenses. Ms. Dismukes testified that she recognized
the need to advertise for conservation purposes, but not for image
enhancement.

Ms. Kowalgky argued that conservation needs public
participation and support, and that advertising is an integral
part. Ms. Kowalsky further stated that a positive image for the
company resulting incidentally from advertising would make the
conservation efforts more successful. S8U witness Farrell
testified that advertising expenses which incidentally resulted in
a positive image for the company would not diminish the importance
of the conservation message and should be recovered by S8SU.
Witness Adams also testified that it is extremely necessary to gain
the trust of the public that will take action on water
conservation, and that it is important for customers to know and
have a good feeling about the utility.
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We agree with OPC that advertising expense conly for image
enhancement purposes should not be borne by ratepayers because it
only benefits stockholders. However, we also recognize that the
utility’s conservation efforts need to gain support and trust from
its customers in order to be successful. Based on a review of the
budget and the foregoing discussion, we do not believe that
advertising expense for statewide communication can be separated
between cost for informing customers and gaining public support for
conservation and cost for image enhancement.

Based on the above, we conclude that it is appropriate to
allow the recovery of advertising expense of $14,783. Ms. Kowalsky
admitted that the customer newsletter entitled Waterworks is a
regular newsletter which covers a variety of topics, including
conservation tips. It is more reasonable to allocate one-fourth
rather than one-half of the cost asscciated with the customer
newsletter to the conservation program. Accordingly, $4,000 shall
be removed from the total budgeted amount. The utility also
requested recovery of $600 in Miscellaneous Expense - Other related
to employees’ wvoluntary community support for SSU’s service area.
As a result of the utility’'s failure to demonstrate that these
expenses relate to water conservation, these costs shall be
removed. We also find it appropriate to remove $2,150 for costs
associated with an employee newsletter from conservation expenses,
as the utility did not demonstrate that this newsletter benefits
conservation.

Ms. Dismukes maintained that this Commission has consistently
disallowed public relation costs in the past, and proposed removing
$10,297 in public relation related costs. Ms. Kowalsky testified
that conservation programs cannot be successful without public
participation and support. Nevertheless, we conclude that the
$10,297 in costs for public relations counsel and research will be
removed because the utility did not support this amount.

c. Conservation Expenses: Summary

We have disallowed a total of $181,019 for the utility’s
community specific and statewide conservation expenses. The
approved amount of conservation expenses is $343,412. Our specific
adjustments are set forth on Attachment D of this Order. We have
also ordered SSU to file with the Commission copies of all reports,
surveys, or other documents that are provided to the WMDs with
respect to any aspect of the utility’s conservation program.
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9. Current Rate Case Expense

In its original filing, SSU requested estimated rate case
expense of $995,152 for this proceeding. Utility w1tness.Ludsen
stated that the amount compares favorably to the $1,302,191 in rate
case expense approved in Docket No. 920199-WS, especially since the

number of service areas increased. According to Mr. Ludsen, SSU
used in-house experts instead of consultants or other experts
wherever possible. However, the utility secured the services of

outside experts in costs of capital, rate design and rate
engineering issues, which it believed to be the most controversial
in this proceeding.

In addition to the rate case expense for this proceeding, SSU
included unamortized expenses in the amount of $854,174 associated
with four prior rate cases: Dockets Nos. 911188-WS (Lehigh),
920199-WS (8SSU), 920655-WS (Marco Island) and a Charlotte County
rate proceeding. SSU also included costs incurred in Docket No.
930880-WS, the uniform rate investigation docket, in rate case
expense. In total, SSIJ requested rate case expense of $2,281,424,
to be amortized over four years.

In late-filed Exhibit No. 255, S8SU updated its actual rate
case expense figures as of March 31, 1996, with a revised estimate
to complete. That exhibit contained supporting information and
indicated total rate case expense to be $3,187,252, consisting of
$1,628,065 estimated for current rate case, 81,029,174 for
unamortized rate case expenses for prior rate cases and $530,013
for the uniform investigation docket.

We have reviewed the exhibits and testimony of all witnesses
on this issue, and detail our findings and adjustments below. We
note that the expenses related to Docket No. 930880-WS have not
been included in current rate case expense, but are addressed
separately below.

a. Reconsideration of Late-Filed Exhibits

On May 28, 1996, 880U filed an exhibit it identified as Exhibit
No. 255-A, containing the latest estimates and invoices through the
end of April, 1996. 8SSU filed an exhibit it identified as Exhibit
No. 255-B, containing a revision for legal fees, on May 31, 1996.
The exhibits were identified for the purposes of the hearing as
Exhibits Nos. 257 and 258, respectively. At the continuation of
the hearing on May 31, 1996, the Chairman ruled that Exhibits Nos.
257 and 258 would not be entered into the record. Portions of
Exhibit No. 257, consisting of pages of invoices for legal fees,
were entered into the record as Exhibit No. 259.
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In its post-hearing brief, $SU argued that we should
reconsider and reverse the ruling on Exhibits Nos. 257 and 258.
According to 88U, our standard practice permits the filing of those
exhibits and allows the parties ten days to file objections and to
address the exhibits in post-hearing briefs. SSU conceded that
Exhibits Nos. 257 and 258 were filed after the due date for late-
filed exhibits. However, S8SU argued that no party would be
prejudiced because they had a right to either address the exhibits
at hearing or in post-hearing objections and briefs.

SSU’s motion for reconsideration of this matter within its
post-hearing brief is inappropriate. A legal brief is not a
pleading, but an opportunity for parties to present legal argument
pertaining to the issues in the case. See Rule 25-22.056(2) (b),
Florida Administrative Code. Therefore, we decline to entertain
the utility’s request for reconsideration of the ruling on Exhibits
Nos. 257 and 258.

b. Expenses Related to Dr. Morin

OPC witness Kim Dismukes proposed to remove the estimated
costs for Dr. Roger Morin's consulting fees regarding cost of
capital issues. Ms. Dismukes testified that because this
Commission establishes a leverage formula to determine cost of
equity, thisg expense or any additional costs incurred by SSU should
not be allowed. She stated that SSU’s shareholders should bear the
cost of cost of capital consulting fees if the utility desires to
dispute the leverage graph.

Forest Ludsen was the utility’s primary witness regarding
SSU’s rate case expense. Mr. Ludsen testified that Dr. Morin has
shown in the past that the Commission’s leverage graph is flawed
and not appropriate for SSU. Dr. Morin’'s testimony was used by the
Commission in the current leverage graph order issued on August 10,
1995. Further, Mr. Ludsen opined that Section 367.081(4) (f),
Florida Statutes, does not bind a utility to the leverage graph.
Lastly, he stated that OPC filed testimony contesting Dr. Morin'’s
testimony. SSU cannot legitimately be denied recovery of expenses
incurred to rebut OPC’s witnesses.

Section 367.081(4) (f}, Florida Statutes, and Rule 25-
30.433(11), Florida Administrative Code, state that a utility may
use the leverage formula in lieu of presenting evidence for the
cost of equity. However, the language of the statute is not
mandatory. A utility is not bound to the leverage formula and may
present testimony independent of that formula. We further note
that the leverage formula, effective at the time of the SSU hearing
by Order No. PSC-95-0982-FOF-WS, adopted several modifications
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recommended by Dr. Morin at a workshop. These modifications also
appeared in Dr. Morin’s testimony for this case. In addition to
his direct testimony on cost of capital, Dr. Morin offered rebuttal
testimony to OPC witness Rothschild, and discussed the impact of
the proposed weather normalization clause and its affect on the
cost of capital.

For these reasons, we find that some amount of rate case
expense associated with Dr. Morin is appropriate. However, we are

concerned with Dr. Morin’s flat fee arrangement. Mr. Ludsen
testified that originally SSU had an arrangement for a flat fee of
§21,500. When the case required more extensive work on Dr.

Morin’'s part for interrogatories and rebuttal testimony, he
required his normal flat standard fee of $40,000. Exhibit No. 255
indicated the original estimate of $21,500, the actual amount
incurred as of March 31, 1996, of $21,717, and the revised
estimate. SSU did not provide any supporting documentation
regarding Dr. Morin’s fees.

Because Dr. Morin‘s direct and rebuttal testimony was
stipulated into the record, he did not attend the hearing. Mr.
Ludsen agreed that the estimated charges for any witness whose
testimony wag sStipulated into the record should be reduced
accordingly. We find it appropriate to remove $10,000 from Dr.
Morin’s flat fee to address the fact that he did not participate at
the final hearing.

c. Expenges Related to Other Witnesses

Exhibit No. 255 reflected estimates of $30,000 each for Mr.
Gagnon and Mr. Sandbulte. Mr. Ludsen agreed that Mr. Gagnon’s
direct testimony consisted of five pages in addition to his
personal background. Nevertheless, Mr. Gagnon had a significant
amount of involvement in preparing the MFRs and working with the
auditors on tax issues. Mr. Gagnon’s salary is not allocated to
SSU, but is directly charged to SSU based on work performed. Mr.
Sandbulte testified as the former CEO and Chairman of the Board of

MP&L. Although Mr. Sandbulte’s salary may be allocated down
through management fees, the record is silent on whether hisg salary
is allocated to 88U. The exhibit reflected estimates on the

summary sheet, but did not indicate actual charges as of March 31,
1996, or supporting invoices for either witness. 88U has failed to
meet its burden regarding both Mr. Sandbulte’s and Mr. Gagnon’s
estimated fees. Therefore, a total reduction of $60,000 shall be
made to remove both of their fees.

SSU also included consulting fees for utility witness
Broverman, whose rebuttal testimony was stricken at hearing. OBC




ORDER NO. PSC-96-1320-FOF-WS
DOCKET NO. 950495-WS
PAGE 174

witness Dismukes testified that all of Mr. Broverman’s consulting
fees should be removed from rate case expense. We agree, and have
made a reduction of $12,500 to remove these fees.

Exhibit No. 255 reflected a revised estimate of $5,000, with
actual charges of $1,575 for Mr. Cresse, with the firm of Messer,
Caparello and Madsen. According to 88U, Mr. C(Cresse provided
advisory services regarding the need for additional testimony. SSU
did not provide support for the estimate to complete. Mr. Ludsen
agreed that because Mr. Cresse did not actually provide testimony,
the fees should be removed. We find it appropriate to allow only
the actual amount incurred, and reduce the total expense by $3,425
to remove the estimated amount.

d. Legal Expenses

At the continuation of the hearing on May 31, 1996, Mr. Ludsen
was questioned on S8U’s reguested recovery of legal fees. He
admitted that he was not a lawyer, paralegal, former law student,
or employee of a law firm, that he was not familiar with the
procedures used by courts to determine a reasonable level of legal
fees, and that he had never testified in a court about reasonable
attorneys’ fees. He also had not reviewed the files of the law
firms who have billed SSU. In its brief, OPC contended that no
attorney fees should be approved in addition to the amcunt for the
Rutledge Ecenia law firm. In support of this position, OPC
summarily stated that all of the evidence concerning legal fees was
impermissible hearsay. OPC unsuccessfully raised this objection at
the hearing. We disagree that all of the evidence concerning legal
fees was impermissible hearsay. Exhibits Nos. 255 and 259 contain
actual bills and estimates for various legal services. Moreover,
Mr. Ludsen testified to the reasonableness of certain of the legal
fees.

On cross-examination, Mr. Ludsen stated that the law firm of
Lewis, Longman and Walker, P.A., was an intermediary between SSU
and DEP. Mr. Ludsen stated that DEP has worked with this firm in
the past, and that DEP knows that the firm is very objective. 8SU
did not wish to appear as though it were trying to influence the
DEP, and this firm could explain the differences between the DEP
and PSC rules with respect to used and useful issues. The invoices
reflected that this firm held a conference with the Secretary of
DEP regarding the used and useful issue. When questioned why the
customers should pay for one of SSU’s law firms to talk to the
Secretary of DEP about used and useful, Mr. Ludsen responded that
it is important that the DEP and the PSC each understand the
respective treatment of the other regarding certain issues. SSU
believes that it is caught in the middle on the used and useful
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issue, and its purpose for sponsoring the DEP witnesses was to
coordinate the two agencies’ thought patterns with respect to this
igsue.

Exhibit No. 255 shows a revised estimate of these fees as
$15,000 with actual charges as of March 31, 1996, of $1,027: We
gquestion the need for supplemental attorneys to provide unbiased
communication between SSU and DEP, and are not convinced that these
amounts were prudent. The utility failed to provide a breakdown of
the work to be performed in its estimate to complete. Because we
find that the record only supports the amount actually incurred as
of March 21, 1996, rate case expense shall be reduced by $13,973.

The legal fees of $23,006 and revised egtimate of $25,000 for
the firm of Radey, Hinkle, Thomas & McArthur related to the
utility’s appeal of our initial denial of interim rates. SS5U filed
an appeal of our oral decision before the written order was igsued
and the First District Court of Appeal quickly dismissed the
appeal. Because the customers should not have to bear these
imprudent costs, rate case expense shall be reduced by $25,000.

The utility reflected an estimate of $200,000 in legal fees
for the firm of Rutledge, Ecenia, Underwood, Purnell & Hoffman,
P.A. In Exhibit No. 255, SSU reflected the actual amount incurred
as of March 31, 1996, to be S$117,997. SSU, however, failed to
submit an estimate to complete for this firm. While it is also
evident that legal fees increased beyond those actually incurred as
of March, 1996, there is no basis to ascertain the reasonableness
of the remaining estimate to complete.

It is the utility’s burden to justify its requested costs,
with no exceptions made for rate case expense. Florida Power Corp.
v. Cregsse, 413 So. 2d 1187, 1191 (Fla. 1982). We have required
detailed estimates to complete, in order to review the type and
prudency of estimated costs. 8SSU attempted to update its estimate
for Rutledge, Ecenia‘’s legal fees in Exhibit 258, which was not
entered intc the record. It would constitute an abuse of
discretion to automatically award rate case expense without
reference to the prudence of the costs incurred in the rate case
proceedings. Meadowbrook Util. Sys., Inc. v. FPSC, 518 So. 2d 326,
327 (Fla. 1st DCA 1987), rehearing denied, 529 So. 2d 694 (Fla.
1988) . Despite this fact, we have a broad discretion with respect
to allowance of rate case expense. Florida Crown Util. Servs.,
Inc. v. Utility Regqulatory Bd. of Jacksgonville, 274 So. 2d 597, 598
(Fla. 1lst DCA 1973). The record does show that a substantial
amount of work was performed by this firm as evidenced by
attendance at the formal proceedings, exhibits filed, and brief
preparation. Based on this record evidence and on past experience
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in determining allowable rate case expense, we believe it is
reasonable and appropriate to allow the utility $175,000 1n rate
case expense for this firm. This results in a decrease to SSU’s
requested rate case expense of $525,000.

e. Appellate Expenses

Exhibit No. 255 reflected an estimate of $100,000 for the
Greenberg, Traurig firm for future appeals of this case. Mr.
Ludsen stated that this estimate was provided by SSU’s general
counsel in anticipation of the fact that, based on historical
experience, there will be an appeal. While he stated that it was
no different than estimating any other budgeted item, he also
admitted that he was not aware of any case where the cost of
subsequent appeals were included in current rate case expense.

In its brief, OPC argued that no amount should be granted for
an appeal of this case because such a request is premature. We
agree. Section 367.081(7), Florida Statutes, reguires us to
determine the reasonableness of rate case expensges and disallow all
unreasonable expense. We also rely upon Order No. PSC-94-0738-FOF-
WU, issued June 15, 1994, in Docket No. 900386-WU, In Re:
Application for a Rate Increase in Marion County by Sunshine
Utilities of Central Florida, Inc. By that order, we concluded
that reasonable appellate rate case expense can only mean expense
related to issues on which the appellant utility prevails on
appeal . We will not know whether the utility will appeal the
order (s) arising from this proceeding, or which, if any, issues the
utility will prevail on at the appellate level, until a decision is
rendered on appeal. Accordingly, we shall remove the estimated
$100,000 for future appeals of this case.

f. Travel Expenses

In its MFRs, the utility estimated travel expenses to be
556,583, The same amount was reflected as its final estimate to
complete, with the actual incurred as of March 31, 1996, reported
as $23,013. 88U, however, provided no support for its estimate to
complete. Given the large number of SSU employees who were
witnesses and attended the hearing, it is reasonable to assume that
the amount incurred as of March 31, 1996, is insufficient.
However, without supporting documentation for the estimate to
complete, we cannot make a determination as to the reasonableness
of the total request, Accordingly, we believe that it is
reasonable to allow travel expenses in the amount of $45,000. This
results in a decrease to SSU’s requested travel expense of $11,583.
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g. Miscellaneous Expenses and Adjustments

Ms. Dismukes recommended several adjustments to the utility’s
requested current rate case expense. She proposed an increase @n
rate case expense of $30,481 to reflect the overtime included in
the 1995 budget, which was stipulated to by all parties. She
proposed removing rate case expense for those witnesses whom did
not file testimony in this proceeding but whose fees were included
in the original estimate. This adjustment would reduce rate case
expense by 550,000.

Mr. Ludsen agreed with Ms. Dismukes that Mr. Gartzke and Mr.
Cresse did not file testimony in this proceeding and any associated
costs should not be included. However, he added that additional
witnesses who were not originally estimated have filed rebuttal
testimony and should be added and recovered as part of rate case
expense. Mr. Ludsen further agreed that the travel costs
associated with various water management district employees who
testified by way of video teleconference should be removed. These
amounts, totaling $707, have accordingly been removed.

In the MFRs, S8SU originally estimated $13,000 for open
houses. In Exhibit No. 255, the actual amount as of March 31,
19896, and revised estimate were both $1,404. On cross-examination,
Mr. Ludsen agreed that SSU spent $13,000 for postage to mail
invitations to customers to an open house. Mr. Ludsen admitted
that open houses were not required by the Commission. These
expenses are inappropriate to be included in rate case expense, and
we therefore have removed the total amount of $14,404 requested for
open house expenses.

Exhibit No. 255 reflected a revised estimate of $25,000 for
miscellaneous expenses. The estimate in the MFRs was $10,000 and
the actual charges as of March 31, 1996, were $4,997. Several
items in the miscellaneous expense category were called into
question. Mr. Ludsen could not recall what relevance beeper
services, video training, dues or subscriptions had to the rate
case. He noted that the rate case video could have been used for
employee training to respond to customer concerns and questions.
Further, he could not support why food for rate training was
required. Mr. Ludsen also agreed that Mr. Tracy Smith’s costs for
meeting with legislators should be removed. Mr. Ludsen admitted
that the public relations newswire and a seven-page facsimile sent
to 47 newspapers for press releases were not required by the
Commission. However, he stated that just as the utility sends out
PSC-required notices, the utility wanted to inform the public.
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Questions on books purchased specifically for the rate case
were also raised. Mr. Ludsen stated that if the books were
necessary to prepare testimony, then they would be charged to rate
case expense. According to Mr. Ludsen, a book such as the Water
Conservation Handbook could have some purpose outside of a rate
case, but that could be argued on most items.

The wutility was unable to Jjustify why many of the
miscellaneous expenses discussed above were incurred, how they
specifically related to the rate case or why the customers should
have to pay for these amounts. SSU did not provide a reasonable
estimate to complete for its miscellaneous expenses. Because the
record is insufficient, we find it appropriate to only allow the
amount of $10,000 originally estimated. Accordingly, rate case
expense shall be reduced by $15,000.

. The same concern holds true for telephone expenses, dues and
subscriptions, and advertising expenses. The estimates to complete
were not supported by any means in Exhibit No. 255. Therefore, the
utility did not support why it 1is necessary for advertising
expenses, outside of noticing, to be allowed for rate case expense.

h. Current Rate Case Expense: Summary

Adding all of the approved adjustments together, a total
reduction of $299,249 to the revised rate case expense in Exhibit
No. 255 shall be made. This results in a total rate case exXpense
for this case of $1,328,816. BRased on the evidence of record, we
conclude that this amount is reasonable, particularly given the
complexity of this case and the size of this utility. This total
also represents an increase over the current rate case expense
requested in the MFRs of $333,664,

10. Treatment of Prior Unamortized Rate Case Expense

As mentioned previocusly, SSU added the balance of prior
approved yet unamortized expenses as of the end of the test year to
current rate case expense. With respect to Dockets Nos. 911188-WS,
920199-WS and 920655-WS, we have used the total amount of rate case
expense approved in the final orders for those dockets. The
utility also used the total amounts in the respective orders to
determine its unamortized balance, amortizing over four years,
starting when the final rates went into effect for each case.

According to each of those respective orders and Section
367.0815, Florida Statutes, the resulting rates for each docket
will be reduced at the end of four years from implementation of the
final rates. If the unamortized balance of prior rate case expense
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were added to the current balance and re-amortized over the next
four years, the utility would be penalized when the four-year rate
reductions take place in 1997. Mr. Ludsen seemed to believe that
by reamortizing the prior amounts the rate reduction would not
occur. He believed that because 88U filed a new rate case prior to
the four-year expiration, the rate reduction would be extended out
until four years after the current final rates are implemented. He
stated that in essence, rate reduction results by way of resetting
the rates.

We are not persuaded by this contention. The statute and the
prior orders are very clear that a four-year rate reduction will
occur. The statute does not provide for any exceptions, regardless
of the utility’s financial condition or rate case status. If the
total amount of annual amortization of rate case expense for each
prior case is not included, then the utility’s revenue regquirement
will be understated when the four-year rate reduction occurs.
Accordingly, we find the appropriate amounts to be $67,100 for
Lehigh, $852,601 for Docket No. 920199-WS and $106,820 for Marco
Island. As discussed below, these amounts shall be sgpecifically
allocated to each specific plant or group of plants. This would
include Spring Hill for Docket No. 920199-WS.

SSU provided no evidence as to why the amount associated with
the Charlotte County rate case should be allowed, by what order the
Charlotte County Commissicon approved it, or when the amortization
period began. Because the amount of $2,653 is unsupported, we have
removed this amount.

11. Expenses from Docket No. 930880-WS

In its initial filing, SSU requested recovery of $432,089 in
costs incurred for the Uniform Rate Investigation, Docket No.
930880~-WS. These costs were added to the total of its requested
current and previously unrecovered prior rate case expense, along
with the previously approved but unamortized balance of prior rate
case expense. S8U allocated the sum of these amounts in this case
to only the customers in this docket, and amortized the amount over
four years. 1In Exhibit No. 255, SSU updated its requested costs
for recovery for Docket No. 930880-WS to $530,013, an increase of
$97,924. We must first address what total amount of expense from
Docket No. 930880-WS is appropriate; whether these costs were rate
case expense oOr regulatory commission expense; and, what group of
customers should bear the cost.
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a. Appropriate Expenses

OPC witness Kimberly Dismukes testified that SSU has pursued
the issue of uniform rates to the fullest extent possible and
incurred excessive costs. Ms. Dismukes questioned the
reasonableness of the considerable expense of advocating one rate
structure over another, when the rate structure issue is revenue
neutral. She did not believe that all of these costs should be
borne by the ratepayers. Ms. Dismukes questioned several of the
expenses included in the utility’s requested amount, which we have

addressed below. Ma. Dismukes concluded that the advocacy of
uniform rates in the investigation docket was unnecessary, or at
least benefitted S8SU’s stockholders, not the ratepayers. She

recommended disallowing 80 percent, or $345,671 of the amount
incurred.

Utility witness Ludsen disagreed with Ms. Dismukes’ proposed
digsallowance of 80 percent of the costs. Her proposed allowance of
$86,398 did not even cover 88U's cost for PSC-required notices.
Mr. Ludsen contended that SSU had a right to take a position on the
issues in that case. He stated that SSU believes that uniform
rates are in the long-term best interest of 88U, its customers and
the environment. Mr. Ludsen argued that to disallow these costs
would send a signal to SSU to not participate in any generic
proceedings in the future. The Commission heard evidence from both
sides of the issue on uniform rates, and had a complete record upon
which to base its decision. Mr. Ludsen asserted that all costs
incurred to date, $451,385, should be recoverable through rate case
expense. This included costs incurred to educate customers on the
potential impact to them of uniform and non-uniform rates and SSU’s
efforts to encourage customers to attend and participate in the
hearings whether for or against uniform rates.

In its brief, SS8U stated that as of April 30, 1996, SSU had
incurred expenses of $§459,064 in connection with Docket No. 930880-
WS, including legal fees and costs associated with the pending
appeal before the First District Court of Appeal. 8SU’sg original
egtimate of 8$432,089 for costs associated with this docket was
increased by $65,000 to cover anticipated additional legal expenses
for appeals and remand proceedings before the Commission.

In its brief, OPC argued that the various expenses, which we
have addressed below, were merely examples of SSU’s "extravagant
spending" on the state-wide rate investigation. While not
objecting to SSU advocating its preference for statewide rates, OPC
objected to SSU’s "lavish expenses" being borne by customers. OPC
concluded that we should permit SSU to recover $86,398 associated
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with Docket No. 930880-WS, which is approximately the amount spent
in Docket No. 930945-WS.

We agree with OPC that SSU went above the usual bounds in
supporting uniform rates. Those costs which went above and beyond
our noticing requirements should be removed. Normally, these types
of expenditures would not even be incurred in a proceeding.

Under crogs-examination, Mr. Ludsen was asked about numerous
items included in SSU’'s requested costs for Docket No. 930880-WS.
Mr. Ludsen stated that SSU retained telemarketing services to call
various service areas and inform customers of the uniform rate
issue and customer service hearings to be held. Although not
required by the Commission, SSU felt that it was very important for
the customers to be informed of the hearings and the exposure the
customers might have regarding the rate design alternatives to be
considered. Mr. Ludsen agreed that these were costs that SSU
elected to incur.

Mr. Ludsen disagreed with OPC that a public relations retainer
is generally not a proper charge for rate case expense. Although
he did not know specifics about the charge, Mr. Ludsen stated that
the uniform rate investigation benefitted this case because of
broader customer input. Mr. Ludsen did not think that SSU was
trying to enhance its image, but instead trying to inform customers
through brochures about the issues in the case.

When asked about legislative charges from the Messer Vickers
law firm, Mr. Ludsen could not explain to what those related. He
agreed, in general, that legislative expenses should not be charged
to customers. Specifically, Mr. Ludsen agreed that charges from
Landers and Parsons for preparing testimony for a Senate hearing
should be removed.

Mr. Ludsen’s response to why open houses with customers, in
addition to the Commission hearings, should be charged to customers
was that it was a benefit to the case. If it benefitted the case,
then it benefitted the customers. He did admit that those open
houses were not required by the Commission.

OPC also questioned why SSU offered bus transportation for
customers to attend hearings. While admitting that these costs
were not required, Mr. Ludsen stated that it was beneficial for
people to participate in the hearings. He could not state which
group of customers were specifically offered transportation. Mr.
Ludsen also agreed that newspaper advertisements advocating uniform
rates, which were not hearing notices, and uniform rate brochures,
post cards and bill inserts were not required by the Commission.
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OPC questioned why cellular phone bills should be charged to
customers. Mr. Ludsen responded that these expenses relgted to
informing customers about issues in the case, dealing with the
press and other callers regarding information about the hearings,
and was a normal part of business. He explained that a bangquet
included in expenses could have been a lunch after a hearing and
not necessarily what is commonly thought of as a banquet. Charges
for an AWWA book and a videotape were not adequately explained.

We believe that if SSU seesg a need to inform its customers or
the press about the issues in the case beyond what our rules
require, then those expenditures must be borne by SSU, not the
customers. Accordingly, all charges related to telemarketing,
public relations, uniform rate bill inserts, mailings and door
hangers, cellular telephone bills and bus transportation shall be
removed. Mr. Ludsen was unable to justify why a bangquet or lunch
was necessary and reasonable; accordingly, this amount shall be
removed. As agreed to by Mr. Ludsen, any legislative or lobbying
charges shall alsc be removed.

Mr. Ludsen testified that rate structure programming for
discovery requests was required to develop the rate structure
requested in the rate investigation, which presumably provided some
benefit in the current rate case. We find that the evidence
supported that the different rate structures were in fact used for
the investigation proceeding. Further, the costs will not be an
annually recurring expense and as such are properly amortized.

Ms. Dismukes noted that SSU secured the services of a former
Florida Supreme Court Justice who charged 4500 per hour. She
stated that this is well in excess of the fees charged by counsel
normally retained by SSU. As discussed previously, we do not agree
with OPC’s argument that SSU did not support its legal fees as a
result of hearsay testimony. However, we do agree that SSU’'s legal
fees for the appeal of the uniform rate investigation order were
excessive. Although SSU has every right to hire the best attorney
it sees necessary, it does not automatically follow that the
customers should have to bear the full costs. While recognizing
that the cost is being incurred for the appeal, we have adjusted
the legal fees for the Greenberg Traurig firm on a ratio of billing
rates: §500 to $160. We believe that this will reflect a

reasonable level of expense. The excess should be borne by the
shareholders.

In.conclusion, based upon the evidence presented, we find it
appropriate to allow the utility to recover a total of $416,502 for
costs associated with Docket No. 930880-WS. This represents a
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reduction of $113,511 from the utility’s revised estimate of
$530,013,

b. Categorization of Expenses

SSU asserted that the Commission and other participating
parties observed the procedural requirements of a rate case
proceeding, including customer notices and customer service
hearings. The Commission was fully informed on all relevant issues
and had a full and complete record upon which to base its decision.
Accordingly, all costs incurred to date, including SSU’s costs
incurred in educating customers on the impact of various rate
structures, should be recovered as rate case expense and allocated
to all of SSU’s FPSC Jjurisdictional service areas. In the
alternative, 8SU agreed that these costs may be amortized over five
years, with the unamortized balance in working capital and the
amortization period beginning on the effective date of final rates.

Ms. Dismukes testified that the costs incurred in Docket No.
930880-WS were not rate case expenses. She also testified that
these amounts should be considered regulatory commission expense,
amortized over five vyears, and only spread to the customers
included in the uniform rate investigation docket, not the
facilities included in this rate case. Ms. Dismukes further
testified that wastewater residential rates as well as the Hernando
County bulk rate changed as a result of Docket No. 930880-WS.

We agree with Ms. Dismukes that that investigation was not a
rate case and the costs should not be considered rate case expense.
The investigation was revenue neutral. We do not agree with SSU’s
contention that all parties observed the procedural requirements of
a rate case proceeding. Docket No. 930880-WS was not conducted
under Section 367.081, Florida Statutes, the section pertaining to
file and suspend rate cases. While the docket required many
procedural activities on behalf of the parties, it was not a rate
case for purpcoses of categorizing expense. As such, the cost

should be considered regulatory commission expense-other and
amortized over 5 years.

c. Allocation of Expenses

Mr. Ludsen testified that the Spring Hill facilities were
included in Dockets Nos. 920199-WS and 930880-WS. He also agreed
that several facilities in the current rate case were not included
in either of those two dockets. When questioned as to why
customers should shars the costs incurred for those proceedings
which did not include them, Mr. Ludsen stated that it was one of
the basic tenets of allocation that when new customers come on line
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they assume the costs of that jurisdiction or that one facility.
When facilities leave the FPSC Jjurisdiction they are no longer
charged those costs.

We agree with Ms. Dismukes regarding the allocat%on
methodology: the costs must be allocated to the facilities which
participated in the docket, not to all the current facilities, some
of which were not even involved in the docket. Regardless of
jurisdictional status, the primary tenet of allocation is whether
a facility participated in a rate proceeding. To relieve the Spring
Hill customers of paying their fair share of rate case expense,
especially when they were one of the main objectors to uniform
rates, is patently unfair to the rest of the body of rate payers,
even more so to the facilities which never faced uniform rates
until this rate case. We therefore determine that the recovery of
Spring Hill’s portion of the allocation must be sought through a
proceeding before Hernando County, which is the entity that
regulates that facility.

12. Expenses from Docket No. 930945-WS

S8U included $48,696 in 1996 test year legal fees for costs
related to the Jurisdictional Proceeding (Docket No. 930455-WS).
Mr. Ludsen stated that the most recent estimate of the total cost
associated with this proceeding was $95,530. Although he was
unsure whether the costs were non-recurring in a general sense, Mr.
Ludsen did agree that a proceeding of that magnitude would not
recur on an annual basis. He stated that the utility would not
object to amortizing the total amount over five years as long as
the unamortized balance is included in working capital. Using the
estimated total cost of $95,530, the annual expense would be
$19,106. Mr. Ludsen also agreed that these costg should be
allocated to all SSU customers, not just the customers included in
this docket.

In its post-hearing filing, OPC argued that no attorney fees
in excess of the Rutledge Ecenia firm should be allowed and
addressed the hearsay argument for disallowance of unsupported
legal fees. OPC did not present any evidence regarding this issue.

We find that the test year costs incurred for Docket No.
930495-WS are non-recurring. While other proceedings or workshops
may occur, there is no indication that this will occur annually.
Further, the record reflects that the costs for the jurisdiction
docket were higher than the cost for any workshops that might
occur. Therefore, we find it reasonable to amortize the total
estimated cost of $95,530 over five years. Because $48,696 was
included in test year expenses, a reduction of test year expenses
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of $29,404 is necessary. Accordingly, we have made an adjustment
to increase working capital by the 13-month average unamortized
balance of 87%,395.

13. Additional Expenseg from Docket No. 220199-WS

In its initial filing, SSU requested recovery of $284,231 in
additional rate case costs incurred subsequent to the issuance of
the final order in Docket No. 920199-WS. In Exhibit No. 255, the
utility requested an additional amount of $175,000 for estimated
additional appeal costs, resulting in a total amount of $459,231.

Utility witness Ludsen testified that some of these costs
relate to reconsideration of the final order, the appeal and the
refund issue. The utility also included approximately $100,000 in
other costs which were a true-up between actual and budgeted costs
included in the final order. Mr. Ludsen stated that an appeal bond
of $28,000 was required when SSU was granted the motion to vacate
the automatic stay of the final order. SSU also requested
additional miscellanecus expenses of $4,714 and $34,000 estimated
for other projected expense.

Mr. Ludsen listed four law firme which performed work for SSU
in Docket No. 920199-WS and the expenses allocated to them: Messer
Vickers ($21,088), Rutledge Ecenia ($81,686), Cullen and Dykman
($76,158) and Greenberg Traurig ($89,187). Mr. Ludsen testified
that each