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PROCEEDINGS

(Transcript continues in sequence from
Volume 24.)

CHAIRMAN CLARK: All right, I understand we
have it figured out as far as what we need to insert in
the record, and it’s my understanding that we need to
insert into the record the document, the prefiled direct
testimony of Ms. Dismukes that was filed on February
12th, which consists of 91 pages; is that correct?

MR. McLEAN: That’s correct, Chairman Clark.
And as for a check to ensure that you’re looking at the
right document, Page 66, Line 13 should have no
redaction. And Schedule No. -- Ms. Witness, was it
Schedule 247

WITNESS DISMUKES: Yes.,

MR. McLEAN: Schedule 24 should be included in
the exhibit.

CHAIRMAN CLARK: Okay, I have both of those in
this document.

MR. McLEAN: That’s the correct version of the
testimony.

CHAIRMAN CLARK: The testimony of Kimberly
Dismukes, filed on February 12th, 1996 will be inserted
in the record as though read.

MR. McLEAN: Thank you, Chairman Clark.
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KIMBERLY H. DISMUKES
resumed the stand on behalf of the Office of Public
Counsel, and having previously been duly sworn,
testified as follows:
CONTINUING DIRECT EXAMINATION
BY MR. McLEAN:
Q Ms. Dismukes, did you also prepare an
appendix which is affixed to your testimony?
A Yes, I did.
Q And an exhibit which contains 41 schedules?
A Yes.
MR. McLEAN: Ms. Clark, may we have those two
items marked for identification?
CHAIRMAN CLARK: Yes. They will be marked as
Composite Exhibit 175 and that is the appendix and the
schedules.
MR. McLEAN: Thank you, ma‘’am.
(Exhibit No. 175 marked for identification.)
Q (By Mr. McLean) Ms, Dismukes, did you also
prepare and arrange to be filed supplemental direct
testimony dated March 4th, 19967
A Yes, I did.
Q It too is in the form of questions and
answers?

A Yes.
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Q Is that correct? And do you have corrections,
additions or deletions to that testimony?

A No, I do not.

Q If I asked you the same questions, would you
provide the same answers which you gave on that
occasion?

A Yes.

MR. McLEAN: Madam Chairman, may we have that
moved into the record as though read?

CHAIRMAN CLARK: All richt, I‘m on the
supplemental direct testimony.

MR. McLEAN: That is correct, ma‘’am.

CHAIRMAN CLARK: Dated March 4th.

MR. McLEAN: That is correct.

CHAIRMAN CLARK: That supplemental direct
testimony will be inserted in the record as though
read.

Q (By Mr. Mclean) With respect to the
supplemental direct testimony, Ms. Dismukes, did you

prepare an exhibit to that testimony?

A Yes.
Q And how many schedules does it have?
A One.

MR. McLEAN: cChairman Clark, may we have that

schedule marked for identification?
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CHAIRMAN CLARK: That will be marked as
Exhibit 176.

COMMISSIONER KIESLING: I‘m sorry, could I get
one clarification. The copy I have has a blank page for
Schedule 1. Am I looking at the right thing?

WITNESS DISMUKES: I don’t know if I can help
out. That was originally claimed to be a confidential
letter. The Schedule 1 is the cover page to it and
behind it is supposed to be the letter. It has since
been, it’s my understanding, is no longer considered
confidential.

COMMISSIONER KIESLING: Okay, so it’s not --

WITNESS DISMUKES: It’s not a schedule in the
true sense that we typically speak of them.

COMMISSIONER KIESLING: Thank you. I was
looking for something with numbers and columns.

MR. McLEAN: Thank you, Commissioner. And it
was marked for identification?

CHATRMAN CLARK: As 176,

(Exhibit No. 176 marked for identification.)

Q (By Mr. McLean) And Ms. Dismukes, did you
also file a supplemental testimony March 25th, 1996 in
the form of questions and answers?

A Yes,

Q Do you have any corrections and deletions to
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that particular testimony?
A No, I do not.
Q And were you asked the same questions, you
would provide the same answers; is that correct?
A Yes.
MR. McLEAN: Madam Clark, may I have the --
CHAIRMAN CILARK: Yes, the second supplemental
direct testimony of Ms., Kimberly Dismukes, filed on
March 25th, 1995, will be inserted in the record as
though read.
MR. McLEAN: Thank you, Chairman Clark.
Q (By Mr. McLean) And Ms. Dismukes, there’s one
exhibit with three schedules; is that correct?
A Yes.
MR. McLEAN: May we have those marked for
identification?
CHATRMAN CLARK: That would be marked as
composite Exhibit 177.

(Exhibit No. 177 marked for identification.)
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What is your name and address?

Kimberly H. Dismukes, 5688 Forsythia Avenue, Baton Rouge, Louisiana 70808.
By whom and in what capacity are you employed.

I am a self-employed consultant in the field of public utility regulation. I have been
retained by the Office of the Public Counsel (OPC) on behalf of the Citizens of the
State of Florida to analyze SSU's rate filing in the instant docket. '

Do you have an appendix that describes your qualifications in regulation?

Yes. Appendix I, attached to my testimony, was prepared for this purpose.

Do you have an /exhibit in support of your testimony?

Yes. Exhibit_‘ff;irm-l) contains 41 Schedules that support my testimony.

What is the purpose of your testimony?

The purpose of my testimony is to respond to certain portions of Southern States
Utilities, Inc.'s (SSU, Southern States, or the Company) request to increase rates by

$18,137,502, which equates to an increase of $11,791,242 for water service and

$6,346,260 for wastewater service.

My testimony is organized into nine sections. In the first section of my testimony, I
address SSU's weather normalization clause proposal. In the second part of my
testimony, I examine SSU's rate design proposal. In the third section, I discuss the
Company's conservation program. In the fourth section, I discuss the gain on the sale
of the Venice Garden System and other gains that SSU has recently recognized or

anticipates recognizing. In this section I also address adjustments to SSU's equity
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ratio. In the fifth section of my testimony, I discuss several adjustments related to
SSU's test year level of revenue. In the sixth section of my testimony, I discuss the
Company's acquisition program and associated adjustments. In the seventh section,
I address various expense adjustments that I recommend to correct SSU's test year
level of expenses. In the eighth section, I address adjustments to rate base that I
recommend--specifically adjﬁstments related to Lehigh and Buenaventur;a Lakes.
Finally, in the ninth section, I present my overall recommendations concerning my
adjustments and their impact on SSU's revenue requii ement.

Do you have any general comments before you begin your testimony?

Yes. In order for the Office of the Public Counsel to orderly compile and produce the
testimony of its consultants, counsel for the Citizens requested that I use a cutoff date
with respect to discovery of January 26, 1996. Thus, because there was stili discovery
of the Citizens' outstanding as of this date, it may be necessary for me to supplement
my testimony as SSU responds to discovery. In most cases I have noted these
instances throughout my testimony.

Weather Normalization Clause

Please turn to the first section of your testimony. Would you describe SSU's
proposed weather normalization clause?

Yes. According to SSU's witness, Mr. Forrest Ludsen, the Company is proposing
a weather normalization clause in the instant proceeding because "SSU faces an
inordinate level of financial and business risk as compared to water utilities operating

in other parts of the country due to circumstances beyond its control, such as

3
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weather." {Testimony, p. 21.] The weather normalization clause (WNC) is designed
to provide monthly adjustments in the gallonage charge to reflect deviations from the
target consumption per bill that will be established in the instant proceeding.
According td Mr. Ludsen, implementation of the weather normalization clause would
simplify the regulatory process by removing the necessity of aggressively litigating the
appropriate consumption level to use for rate setting purposes. [Testimony, p 28.]‘
Do you see any problems with SSU's proposed weather normalization clause?

Yes, I do. There are several problems with the clause. First, SSU's proposal is
essentially a revenue decoupling or revenue normalization proposal. It is not merely
a weather normalization clause proposal. If implemented as proposed by SSU, the
Company will be insulated from all forms of variation in revenues and pass this risk
onto customers. The Commission should carefully consider the desirability of
dramatically shifting the risk of revenue recoverability from SSU's stockholders to
ratepayers. Although Southern States is a regulated utility and has an obligation to
serve its customers, this should not provide it with an automatic guarantee that it will

recover essentially 100% of its revenues despite circumstances.

As proposed, SSU's WNC will insulate it from variations in weather, conservation,
tourism, changes in the economy, and all other factors that affect water consumption.
It is insulation from the risks of the latter three factors of the clause that are the most
disturbing. Ratepayers should not be put in a position of guaranteeing collection of

SSU's proposed revenue requirement regardless of the circumstances. SSU should

4
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bear some, if not all, of this risk.

In the electric industry when similar proposals have been made to decouple revenues
from profits, the Commission has specifically not allowed the utility to decouple the

effects of the economy. [Order No. PSC-95-0097-FOF-EI]

Second, contrary to Mr. Ludsen's opinion, the mere establishment of the weather
normalization clause or decoupling proposal should not reduce the litigation
associated with establishing the appropriate test year consumption level. If the test
year level of consumption is not properly set, the weather normalization clause will
produce much wider variations in surcharges or rebates than necessary. While it might
be desirable for SSU to know that it will recover its revenue regardless of any errors
or omissions in the rate setting process, it is still extremely important that the starting

point of the process is correct.

I question to what degree SSU truly believes its own statement since it has proposed
two adjustments that have significant impacts on test year consumption--its repression
adjustment and its conservation adjustment. If the regulatory process was to be
simplified by the WNC, with no need to litigate the appropriate consumption levels,
SSU would not have needed to propose its repression or conservation adjustments.
In fact it is interesting that SSU has only made adjustments to revenues that are

beneficial to it in the development of test year consumption levels. Both the repression

5
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and conservation adjustments reduce test year consumption levels and increase
current rates to customers relative to not proposing such adjustments. If SSU wished
to reduce the level of litigation associated with test year consumption levels, it would

not have proposed these two adjustments.

Third, and related to the second problem with SSU'’s proposal, SSU has not started
with weather normalized test year consumption. (I discuss this greater in the fifth
section of my testimony.) Unless corrected, this error will produce rebates in the
future. In my opinion, customers would rather pay lower rates now than pay higher
rates now and get rebates in the future. Furthermore, it would not be good regulatory
policy for the Commission to ignore the test year consumption controversies merely

because any injustice will be corrected in the future.

The Commission should ensure that test year consumption levels are set as close to
reality as possible. Since the clause proposed by SSU is supposed to be a weather
normalization clause (even though it is not), the Commission should make sure test

year consumption levels are also properly weather normalized.

Fourth, the Company has not properly accounted for changes in costs that would be
affected by changes in consumption. The Company’s proposal essentially assumes that
all costs are fixed and that changes in consumption would not change costs. This is

an unrealistic assumption. SSU does incur costs that vary directly with the level of

6
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consumption. These are purchased water, purchased power and chemical costs.
Unless these costs are adjusted for actual consumption levels, as opposed to targeted
consumption levels, SSU will over or under collect the revenue requirement resulting
from this case. In other words, if sales decline and expenses are not adjusted
accordingly, excess profits may result which are not a function of management's
performance. Under recovery could also result, but this risk is less than over
recovery, since the regulatory process is not .symmetrical. SSU has no incentive to
draw attention to excess profits, but would be quick to request rate relief when profits
fall below the authorized level. SSU's proposal may create a pattern of excess profits

only partially balanced by the possibility of inadequate profits.

Fifth, SSU has not explained how it proposes to recover over or under collections.
In other words, will the difference be collected by merely adjusting each month's
gallonage charge, or will it appear as a separate line item on customers’ bills? Clearly,
the latter option is preferable to the former, as it should create less custorr:ar
confusion. Customers can see from their bill that the actual rate per 1,000 gallons
remains constant, and that it is only the weather normalization ¢lause that is producing

a change in their cost per unit. This is similar to the way the Commission treats fuel

adjustment clauses.

Sixth, the clause may create customer confusion, because if customers consume less,

(in total) the actual unit cost will increase. Similarly, if customers consume more, the

=
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unit cost will decrease.

Seventh, SSU's decoupling proposal could lead to perverse incentives related to
quality of service issues. Under traditional regulation a water utility has the incentive
to quickly respond to outages because lost water sales directly affect profits. If the
Company is assured that all revenues will be collected regardless of the level of sales,
it may not react as quickly to line breaks and the like that affect water sales and
quality of service.

Are there any other aspects of SSU's proposal that you believe should be brought to - -
the Commission's attention?

Yes. The Commission needs to consider all of SSU's proposals together. The
Company is requesting to change its rate structure such that it will collect more of its
revenue requirement from the base facility charge (BFC) than the gallonage charge.
According to Dr. Whitcomb, SSU is proposing to change the percentage of revenue
collected through the base facility charge from 33%, approved in Docket No. 920199-
WS, to 40% in the instant proceeding. Likewise, less of SSU's total revenue
requirement will be collected from the gallonage charge. SSU proposes to collect
60% of its revenues from the gallonage charge versus the 67% approved in the last

rate case. { Testimony, pp. 10-11.]

SSU's rate design proposal will shift greater risk for revenue collection to customers.

This results because SSU is guaranteed to collect all revenue associated with its BFC,

8
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all else equal. By shifting a greater portion of its revenue requirement into the BFC
SSU has shifted the risk relationship between customers and stockholders. This
produces greater revenue stability for SSU. Thus, under the Company's proposal, the
revenue instability associated with changes in consumption will be less than past
experience has indicated. If the Commission grants SSU's rate design proppsal it
should not adopt the WNC until experience is gained with the proposed raté design.
As described in a later section of my testimony I do not agree with SSU's proposed
rate design changes.

You have identified several flaws in SSU's weather normalization proposal. What do
you recommend?

I recommend that the Commission not approve SSU's WNC proposal. It is seriously
flawed and shifts most, if not all, of the risk associated with revenue recovery to
ratepayers. To the best of my knowledge, the Commission has never approved such
clauses in the past for water, electric, or telephone companies, and I see no
extenuating circumstances that would warrant it in the instant case.

Do you have an alternative recommendation if the Commission believes that such a
clause is desirable?

Yes. First, the Commission, if it approves any form of weather hormalization clause,
should do so only on a tnal basis. The Commission should annually reevaluate the
effects of the proposal on both SSU and ratepayers. Such a reevaluation will allow the
Commission to fine tune the process as more experience is gained. It is worthwhile

to note that in the electric industry, similar decoupling proposals have been abandoned
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or rejected because of the potential impact on customers' rates.

Second, I would not recommend even an alternative proposal unless the Commission
also appropriately adjusts test year consumption to ensure that the effects of weather
are minimized. Otherwise, customers will be asked to pay higher rates today in
exchange for rebates in the future. I do not believe tﬁat this would be equitélbl'é or

good regulatory policy.

Third, the Commission should adjust the formula proposed by SSU to adjust for
expenses which directly vary with consumption. To ignore this change in expenses
would allow §SU to over or under collect its true revenue requirement. It similarly

could put SSU in an over or under earnings position.

Fourth, as an incentive for SSU in the future to "get the pot right" at the beginning

of the process, the Commission should require SSU to pay interest on revenues which

-are over collected. The opposite would not be true for revenues that are under

collected. (SSU should not be allowed to charge interest for revenues that are under
collected.) If the Company is required to pay interest on revenues that it over collects,
SSU wili have an incentive not to under project test year consumption. Interest would

be calculated in accordance with the Commission's Rules.

Fifth, because I do not believe that it is appropriate for customers to insulate SSU

10
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from 100% of the variability in its revenues, 1 recommend that the Commission not
approve recovery of 100% of changes in consumption. My recommendation varies
depending upon the Commission's decision with respect to the rate structure issue. If
the Commission adopts the rate structure proposed by SSU, then I recommend that
the Commission allow SSU to collect 50% of the changes in consumption through a
revenue normalization clause. As I previously noted, SSU's rate design proposal
already exposes customers to greater risk than the previously approved rate structure.
In addition, because there are factors that will affect consumption which are not
properly bome by customers, i.e, changes in the economy and tourism, the
Commission can ensure that customers do not bear this risk by not allowing 100%
recovery of changing consumption levels. It is worthwhile to note that in his
deposition, Dr. Whitcomb indicated that he believed weather accounted for about
45% of the vaniation in SSU's customers’ consumption. Allowing SSU to true-up 50%
of the varability in its revenue would be consistent with the degree to which the

Company believes weather affects the variability in consumption.

If the Commission adopts the rate design proposal that I recommend, then the
Commission should allow SSU to collect 75% of the changes in consumption through
a revenue normalization clause. Since my rate design proposal will potentially produce
greater fevels of conservation and revenue mstabthty, } believe it would be appropriate
to allow SSU to include a larger portion of its cons;fnption variability in a clause that

is designed to adjust for the effects of weather. The increased revenue stability

11
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associated with including 75% of consumption in the clause will help offset the
increased variability associated with the rate structure that I recommend. By allowing
SSU to recover only 75% of the variability in consumption, the Commission can help

ensure that customers do not completely bear the risk of an economic down turn.

Finally, I recommend that the Commission modify the clause proposed by SSU. The
continual change in rates, caused by SSU's proposal, may create significant customer
confusion. I recommend that the Commission adopt 2 methodology that is similar to
the ﬁ.xei a&ij‘ustment mechanism used by electric utilities. That is, consumption levels
and revenue would be trued-up to actual. In other words, barring legal constraints,
one-year after the rate case is completed, SSU would file for a weather normalization
clause proceeding. At that time the Commission would determine the revenue
shortfall or excess that would be collected or credited in the following year. This has
the advantage of continual regulatory review and it should lessen customer confusiqg,
because the portion of customers' rates associated with the revenue normalization
clause would not change monthly.

Rate Design

Please turn to the second section of your testimony. Would you address SSU's rate
design proposal?

Certainly. According to the testimony of Dr. Whitcomb, SSU is proposing to increase
the percentage of revenue collected from the BFC and reduce the percentage of

revenue collected from the gallonage charge. Currently the Company's rates collect
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33%, of revenue from the BFC and 67% from the gallonage charge. SSU proposes to
change this relationship with 40% coming from the BFC and 60% coming from the
gallonage charge. According to Dr. Whitcomb, the rate structure proposed by SSU
is a water conserving rate structure, using the criteria set forth in the Brown &

Caldwell Study.

Dr. Whitcomb suggests that because the 40/60 split results in a water conservation
score of 3.2 {according to the Brown & Caldwell study), it qualifies as a water
conserving rate structure. I have included as Schedule 1 of my exhibit the calculations

performed by Dr. Whitcomb to arrive at this score.

Dr. Whitcomb prefers the 40/60 spilt to the 33/67 split because it produces a greater
level of revenue stability for SSU. This occurs because a greater proportion of SSU's
revenue is collected from the base facility charge which is not dependent upon
consumption. SSU is guaranteed to collect these revenues, all else equal. But, this
does not enhance conservation, as Dr. Whitcomb admits in his Waterate
documentation

Remember that one of the best ways to reduce water

consumption is to shift cost recovery from the fixed

charge to the quantity charge. You can lower meter

charges and increase water price and still collect the

same revenue. [Response to Citizens Document

13
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Request 23 ]
Would you please discuss the criteria used by the Southwest Florida Water
Management District (SWFWMD), as developed by Brown & Caldwell, to assess
whether a rate structure is considered conservation promoting?
Yes. The study developed by Brown & Caldwell uses four criteria to evaluate the
effectiveness of a utility's rate structure in promoting water conservation. They are
rate structure form, allocation of costs to fixed versus variable charges, sources of

utility revenue, an. communication on the customer's bill.

The first criterion judges the relative conservation promoting potential based upon the
type of rate structure. The types of rate structure include: uniform quantity charge,

inclining block quantity charge, seasonal block charge, and fixed monthly charge.

The second criterion judges the conservation potential based upon the allocation of
costs between the fixed and variable component, i.e., the base facility charge versus
the gallonage charge. The more of a utility's revenue requirement collected from the

gallonage charge the greater the conservation potential.
The third criterion, the source of revenue, considers the portion of a utility's revenue

requirement obtained from rates as opposed to other sources, like tax receipts,

connection fees, and turn-on fees.

14




10

B!

12

13

14

15

16

17

18

19

20

21

22

2713

The fourth criterion, communication, evaluates the communication about rates and
consumption on customers' bills. It scores the utility's conservation potential relative

to whether rate and consumption information is included on the customer's bill.

The Brown & Caldwell study assigned a weighting factor to each of these criterion.

-

They are as foliows:

Rate Structure Form 20%
Allocation of Costs 40%
Sources of Revenue 30%
Communication 10%

As admitted in the study, these criteria are subjective and others might weigh them

differently.

After the weighting system was developed, the Brown & Caldwell study ranked and

scored the various options within each of the four criteria. I have attached the

-complete scoring system included the Brown & Caldwell study as Schedule 2 of my

exhibit. For example, as shown on Schedule 2, within the rate structure form
criterion, an inclining block rate structure, where the ratio of the tail block charge to
the first block charge is greater than 1.5 times and the first block threshold is less than
or equal to 125 percent of the average monthly use for the class, a score of 3.5 is

achieved. A nonseasonal unifoerm charge receives a score of 2.5.
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With respect to the aliocation of costs to the fixed and variable component, Brown
& Caldwell assigned a high score of S to rate structures that recover between 90 and
100% of revenue from the quantity component and a score of 1 to rate structures that
recover between 50-59% of revenue from the quantity component. As depicted on
this schedule, the sources of utility revenue range from a high score of 5, when 90 to
100% of a utility’s revenues are collected from rates and charges to alow of 1 when
50 to 59% of a utility's revenues are collected from rates and charges. The last
criterion, ranks the conservation potential of a utility's rate structure based upon the
information provided on the custorer’s bill. The more information a customer is given
about his or her rates and water usage the more likely he or she will respond to price

signals. As shown, if a utility's bill contains rates, water use in the current month and

water use in a similar period of a prior year and/or and average from a prior year, a

score of 5 is achieved. On the other hand, if a utility's bill shows no information on

rates or usage, a score of 1 is achieved.

According to the Brown & Caldwell study, in order for a utility's water rates to be
defined as conservation promoting it must achieve a score of at least 3.2. While the
weighting and scoring system developed by Brown & Caldwell is not perfect, it can
be used by the Commission as a starting point to evaluate the relative effectiveness
of a utility's rate structure proposals.

Do you agree with SSU's rate design proposal?

No, I do not for several reasons. First, the Company's proposal shifts more risk for
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revenue collection from SSU's stockholders to its customers. I do not believe this is

necessary.

Second, while SSU claims that its rate structure qualifies as a conservation rate
structure, it certainly is not the most aggressive conservation rate structure. In fact,
its proposal is less conservation oriented than its prior rate structure. Relative to a rate
structure which collected 33% from the BFC and 67% from the gallonage charge,
SSU's proposal reduces the cost per 1000 gallons of water, thereby, providing less of
a financial incentive for customers to reduce consumption. The 3.2 score of SSU's
proposed rate design is the lowest possible score which can still be considered a

water conserving rate structure.

A review of some of SSU's internal correspondence suggests that its goal with respect
to rate structure is more revenue stability than conservation. In a letter SSU wrote
to Dr. Whitcomb, SSU stated:

One area of discussion will be your ideas on revenue

stability. Currently our commission is looking at

something like 30% of revenues coming from

our fixed charge versus 70% from the variable

charge. In the past we have also had 40%

coming from fixed, and there is one instance

(in a high per capital consumption plant) of
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20% of revenues being generated from fixed
charges. The company's stance is that
something closer to 50% should come from
our fixed charge. To give you an example, last
year there was a substantial increase in rainfall
from recent years, which causes a company's
revenues to be volatile if a substantial amount
of those revenues are generated from the
variable charge. We would like to discuss what
effects the fixed charge percentage and the
implementation of a conservation promoting
rate structure would have on the stability of
compahy revenues. [Response to Citizens

Document Request 107.]

Third, while moving from a 33/67 split between the BFC and gallonage charge to a
40/60 split allows SSU to stay within the score of 3.2, it is a move in the wrong
direction. I do not believe the Company, which apparently believes itself to be a
water utility which promotes water conservation, should move in a direction which
gives customers less of a price signal to conserve water. SSU's proposal, in my
opinion, is illogical. Many of SSU's systems operate in water resource caution areas

or proposed water resource caution areas. SSU's rate design is inconsistent with
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Southern States has recognized the precious and limited nature of Florida's water

supply.

Since Florida's aquifers hold so much fresh water,
many residents view the supply as endless.
Unfortunately it is not. In many parts of our State,
there is visible evidence of the severe depletion that
has and is occurring within our underground reservoir
system due to population growth, development, and

salt-water intrusion.

Much of Florida's natural resources and a large portion
of our economy is dependent on an adequate supply of
high-quality fresh water. But, providing enough clean
water for Florida's future is becoming a major
challenge. Floridians consume water at a rate matched
by few other states. In fact, we are second only to
California in water consumption. [Respofxse to

Citizens Document Request 247.]

Despite its stated concerns, Southern States proposes to move its rate design in a
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direction that produces less water conservation than previously approved by the
Commission. SSU suggests that aithough it has moved in a direction away from
conservation the Commission should take comfort in the notion that they are still
within the subjective conservation designation of the Brown & Caldwell study. This
should be no comfort at all. SSU chose the 40/60 split because it produced a result
within the conservation designation. In my opinion, SSU shouid move in a dir.ection
that gives a better price signal and produces more, rather than less, conservation.
Do you have a recommendation for a rate structure that is more conservation oriented
than the one proposed by SSU?

Yes, I recommend that the Commission approve a rate structure which collects 25%
of SSU's revenues from the base facility charge and 75% from the gallonage charge.
The Commission should continue the existing 20/80 split BFC/gallonage for Marco
Island. Because the customers of this system consume an above average amount of

water it would be appropriate to continue with the existing 20/80 rate structure.

The 25/75 split between the BFC and the gallonage charge for SSU's other systems

will move SSU to a more water conserving rate design. I developed the split between

- the BFC and the gallonage charge using the criteria set forth in the Brown &

Caldwell study. The spilt that I recommend will move SSU up one notch under the
cost allocation criterion set forth in the Brown & Caldwell study and will produce an
overall score of 3.6. Inclusion of historical consumption information on SSU's

customers' bills will boost SSU's overall score to 3.7.
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Can you give an example of how your recommendation would impact rates compared
with SSU's proposal?

Yes. Assume the monthly revenue requirement for a residential customer consuming
10,000 gallons per month is $35.00. Under the 40/60 split requested by SSU, the
customer's rates would consist of a BFC of $14.00 and a gallonage charge of $2.10
per 1,000 galions. Under my recommendation, this exact same set of circums_t.ances‘
would produce rates of $8.75 for the BFC and $2.63 for the gallonage charge. If this
customer's consumption pat* >rns change, the latter rate structure wili send a better
price signal than the former. For example, assume this customer consumes 20,000
gallons in the next month, His or her total bill will increase to $56.00 under SSU's
proposal and to $61.35 under my proposal. Thus, under SSU's proposal while a
customer's consumption increased by 100% his or her total bill only increased by
60%. However, under my recommendation the customer's bill would increase by

approximately 75%.

The opposite is also true. If a customer conserves water, his or her total bill will
decrease more under my proposal than under SSU's proposal. Assume the same
circumstances as above, but the customer consumes only 5,000 gallons in a month.
Under SSU's proposal, the customer's bill would be $24.50, for a decrease of 23%,
with a decline in consumption of 50%. Under my recommendation the customer's bill
would decline to $21.90--a decrease of 37%.

Are there other rate structures that also promote water conservation?
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Another rate structure that may enhance water conservation is an inverted block
rate. Under such a rate structure, the gallonage charge would increase as customers
consume more water. Typically, such rate structures are done in blocks, such that the
first block recognizes the average or typical water consumption of a customer. Any
consumption in excess of this typical level would be priced higher, recognizing the
increased cost associated with producing this additional water.

Conservation Program

Please turn to the third Section of your testimony. Would you explain SSU's water
conservation program?

Yes. SSU has three water conservation programs. The first is a general water
conservation program designed to educate customers about basic water conservation
practices. The second is a pilot program targeted at Marco Island's customers. The
third is a program to gear up in 1996 targeted at six communities: Palisades Country
Club, Silver Lake Estates/Western Shores, Quail Ridge, Dol Ray Manor, Sugar Mill
Woods, and Valrico Hills. According to Ms. Kowalsky, SSU's conservation witness,
these communities were selected primarily because they had high average monthly

consumption for the past four years.

SSU's statewide conservation program began in 1991 and includes communication
and public education as well as operational efforts regarding unaccounted for water
and meter change out programs. The program for Marco Island began in December

1994 1t consists of public education programs including workshops, open houses,
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newspaper advertising, feature article placement, a conservation newsletter, school
programs, troliey signs, an annual Christmas float, and stickers. The program also
includes a promotion of indoor conservation retrofit devices. Initially the kits were
made available at no cost. Now the kits are available for $6 each. Each kit contains
a low flow showerhead, kitchen and bathroom aerators, and a toilet tank bag. The
program also includes water audits for high volume residential and multifamily users.
In addition to the water audit, participants were offered a $50 rebate toward an
irrigation shut-off device. Beginning in 1995 as part of SSU's enhanced efforts on
Marco Island, SSU anticipates expanding its rebate offer to include a broader
audience and it will include rebates for both low flow toilets and moisture sensing

devices.

The expanded program beginning in 1996 for the six targeted communities is to
include an alleged extensive public education program, free indoor retrofit kits, water
saving toilet rebates, and rebates for irrigation shutoff devices. In addition, SSU

proposes to survey customers to assess the effectiveness of the program.

To account for the expected consequences of SSU's conservation efforts the
Company has reduced test year billing units by a total of 142,788,000 gallons. Of this
amount, 63,765,500 gallons relate to the six targeted communities and 79,022,500
gallons relate to Marco Island. This information is reflected on Schedule 3 of my
exhibit.
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As depicted on Schedules 4 and 5, SSU's water conservation program 1s expected to
cost $524, 428 in 1996. As shown on Schedule 4, this compares to a 1995 budget of
$199,250, actual expenditures in 1994 of $149,743 and actual expenditures in 1993
of $70,780. SSU's 1996 budget represents a 641% increase in costs relative to 1993,
a 250% increase relative to 1994, and a 163% increase relative to 1995. Schedule 5
of my exhibit sets forth the detail of SSU's conservation expenses for 1995, the
proforma adjustment for 1996, and the total b-udget for 1996.

Do you have any general comments with respect to SSU's conservation program?
Yes, I'do. SSU has not demonstrated that its conservation program is cost effective.
It has provided no analyses comparing the various alternative conservation methods
that are available to it and its customers and the costs and benefits of each. In my
opinion, this is a fundamental flaw in SSU's proposal. SSU has failed to demonstrate
that any of its water conservation programs are cost effective. In the Citizens'
document request 215, SSU was requested to provide a copy of all cost!benefit
studies or analyses prepared by or for SSU concerning its proposed conservati(:m
program. In response to this request, the Company produced one memo on the
alleged effectiveness of the Marco Island high volume user audit program and an
alleged cost/benefit analysis related to other Marco Isiand projects. Neither of these
documents are, in my opinion, a cost/benefit analysis of SSU's proposed cénservation
program. The two alleged cost/benefit analyses do attempt to estimate the impact
(water savings) of the various conservation measures and the cost to customers of

installing the devices, but they contain many assumptions and fail to evaluate the full
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spectrum of alternatives available to SSU and the entire cost of the programs.

Do you see other problems with SSU's proposed conservation program and
expenditures?

Yes, there are several. First, SSU has proposed a 1996 proforma adjustment to its
1996 budgeted conservation expenses of $321,290. Without a proper cost/benefit
analysis SSU's request is highly questionable. There are several problems with SSU's
1996 proforma proposal. For example, the 1996 proforma adjustment includes

$14,080 for conservation expenses associated with Valrico Hills. According to

Ms Kowalsky, this system was included as one of the targeted communities because -

it was in the Southwest Florida Water Management District's Southern Water Caution
Area and it had consumption in excess of the 110 gallons per capita per day goal
established for these areas. Ms. Kowalsky noted that it was not one of SSU's systems
with the highest water consumption. I would suggest that SSU look to the price these
customers have been charged, for an explanation as to why consumption is relatively
high. The cost per 1,000 gallons of water for residential customers in this system is

$.60. Ths is roughly half of SSU's current rates.

Another concern that I have with respect to SSU's 1996 proposal relates to the cost
and associated water conservation resulting from the free retrofit kits. As shown on
Schedule 6, the 1996 proforma adjustment includes 360,180 for these kits. SSU's
consuitant provided SSU with information stating that based upon information

obtained from similar efforts in Tucson Arizona the impact from low flow
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showerheads was small due to the high rate of removal of cheap devices'. [Response
to Citizens Audit Request 24.] Furthermore, SSU has assumed that of the total
number of kits given away, only 50 to 60% of customers will actually install the
devices. This seems rather inefficient. A more cost-effective option might be to offer
a rebate after the devices are installed. Under this scenario, only those customers that
actuaﬂy install and use the devices would receive the equipment free of charge. If not
used, the rest of SSU's customers will not be asked to pay for the retrofit kits.
Another aiternative would be to charge customers for perhaps 50% of the cost of the
retrofit kits. Customers would be more likely to install the kits if they had to pay for
them, than if they were provided free of charge. SSU did not prepare any analysis of
the various costs of such alternative or of the associated penetration rates. Such an

analysis would enhance SSU's decision making and lead to a more informed decision.

With respect to the six targeted communities and to Marco Island, SSU proposes to
spend $20,850 for rebates associated with irrigation shut-off devices. It is unclear to
what degree these devices are effective. According to a survey of local contractors
done by Image Marketing, rain sensors may not be effective. For example, Capn
Landscaping told Image Marketing that rain sensors only kick in when it is raining and
they only operate for 2 to 3 hours after any given period of rain. Likewise,

Thompson Irrigation indicated that they tried to tnstall soil motsture sensors a year

I would note that SSU apparently proposes o upgrade the kits for the targeted community. But it is not
clear if they would stiil be considered "cheap”.
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ago, but they did not work. Thompson Irrigation lost fnoney on the venture because
they were forced to put in extra work trying to get the sensors to work. Image

Marketing wrote to SSU stating:

Here's what we found out locally concerning firms

willing and able to install sensor devices. From what

we have learned, there isn't much knowledge on

Marco--or generally in Naples--concerning the value

and use of water sensor devices...We would need

some positive PR to make the islanders aware of the

sensors to the point they would be willing to pay to

have them installed. [Response to Citizens Document

Request 221.]
Do you see any other problems with SSU's water conservation proposal?
Yes. It is difficult to distinguish what portion of SSU's water conservation advertising,
open houses, poster contests, parade floats, stickers, trolley signs, and the like are
really conservation efforts as opposed to public relations efforts. My review of the
invoices and memorandum submitted by SSU's marketing consultant indicates that the
Company’s ostensible conservation program is designed to enhance SSU's image as

well as to produce water conservation.

For example, since 1993 SSU has sponsored a float in the Christmas parade on
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Marco Island and has budgeted for one in 1995 and 1996. Regarding the 1993 parade
float, SSU's marketing consultant wrote in a memo: "The parade went very well, and,
judging from the reaction of the crowd, the float was a big hit. The float looked great
(will send you photos as soon as they are processed) and everything went very
smoothly....You can score this one as a positive PR effort all the way." [Response to
Citizens Document Request 221.] In an analysis of the Marco Island conservation
program/communications budget, SSU's marketing consultant indicated that the
trolley signs were "a go«:;{1 SSU image builder." With respect to the possible billboard
signs the consultant noted: "Also an excellent image builder." Regarding special
events, the consultant noted that such efforts were "good community image builders,
but expensive and time consuming for limited exposure.” Concerning the school
programs sponsored by SSU, Image Marketing (SSU's marketing consultant) wrote:
"Good image building opportunity which offers PR possibilities.” [Ibid.] With respect
to other efforts, bills from the Company's marketing consultant often use the
designation "public relations” concerning several alleged conservation programs. For
example, with respect to the conservation kits, the consultant's bill states: "fax release
to client for approval, prepare and distribute to media with photos, fax clip of PR to
client." Concerning the poster contest, the consultant's invoice reads: "Poster Contest
PR: Write copy for press release and revise." Similar "public relations” designations

are noted with other aileged conservation expenditures.

SSU essentially claims that all of these costs are consumer education or conservation-
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related costs. I do not agree. SSU is spending considerable amounts of money on
advertising and other public relations efforts that are not solely designed to enhance
conservation. That portion of the costs associated with SSU's "public relations”
efforts should not be borne by ratepayers. The Commission has consistently
disallowed public relation costs in the past. In Order No. 10306, the Commission
found that Florida Power & Light Cémpany had included in its expenses costs related
to an exhibit at Disney World, floats for parades, membership in Reddy Services, Inc.
and expenses of the company's energy advocate program. The Commussion concluded
that only the latter expense should be allowed for ratemaking purposes and that the
other expenses were removed as public communication expenses. [Order No. 10306,

p. 28]

The Commission has also held that the burden of proving the reasonableness of
advertising expenditures in on the utility:

..it is incumbent upon a utility to affirmatively

demonstrated that such charges [advertising] are in the

interest of ratepayers. [Order No. 7018, p. 9.]
SSU has provided no such demonstration in the instant proceeding.
Have you identified any other problems?
Yes. SSU has budgeted $20,000 for residential water audits on Marco Island.
However, the last time SSU performed water audits for residential customers the

audits were not well received. Specifically, only 7 of 17 residential customers
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contacted participated. This is in stark contrast to the commercial audits where 66 of
the 78 customers contacted participated in the study. It is not clear that the proposed

$20,000 for residential audits would be used.

Other concerns I have relate to SSU's budgeied expenses for "conservation”
workshops. In her deposition, Ms. Kowlasky indicated that the last conservation
workshop she attended in the fall of 1995 on Marco Island only drew 25 customers

even though all customers on the island were informed. The year-round population

of the island is approximately 11,000 with this amount increasing threefold during the - -

tourist season. Ms. Kowlasky explained that she thought there were extenuating
circumstances associated with this workshop that may have accounted for the low
turn out. At another public meeting on Marco Island, SSU’s marketing consultant
reported that: "While the turnout was a little disappointing (64 at its peak, not
including media or SSU officials), it can't be blamed on lack of publicity.” [Response
to Citizens Document Request 221.] Considering the population on Marco Island,
the turnouts for these two meetings seem dismal at best. SSU has provided no
evidence that these workshops were or are cost effective.

Has SSU expended funds in the past associated with its conservation efforts that were
not cost effective?

Yes. SSU conducted a survey on Marco Island of customers that installed retrofit
kits. This survey was conducted on the advice of its marketing consultant despite a

conclusion reached by the same marketing consultant that it would not yield the
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desired results.

Tracking must be done from the outset, not by billings,

which contain too many variables, but with set

formulas to guarantee accuracy. Even so, I feel we

should go ahead with the Marco Island retrofit survey,

even if a bit afier the fact. The information, at a

minimum, will give us a valuable look at customer

usage, attitudes and perceived water savings, as well

as serve as a good PR/conservation tool. Whether we

will be able to develop hard data from it is another

question. [Response to Citizens Audit Request 24 ]
In my opinion, this recommendation from SSU's consultant should have been
questioned. What was the real impetus for the survey--water conservation results
which could not be effectively developed--or enhanced public relations?
Has SSU evaluated the relationship between its rate structure, alternative rate
structures, and its proposed conservation program?
No. Southern States' conservation expert had no knowledge concerning the
relationship between the two. It became clear to me, during her deposition, that the
conservation committee did not evaluate how rates might affect conservation relative
to spending $524,430 on specific targeted programs. In addition, in response to the
Citizen's interrogatory 274, SSU stated: "SSU has not made a comparison between

the projected water saving that could result from the enhanced conservation program
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and the water savings that could be achieved from any particular rate design.” In my

opinion, this is another fundamental flaw in SSU's approach to its conservation

program. SSU is essentially asking its customers to pay considerable amounts of
money to help produce conservation when a change in its rate design could produce

the same or more conservation for a fraction of the cost.

What are your recommendations with respect to SSU's water conservation brdgram?.
Given SSU's lack of overall conservation planning and cost/benefit analyses the
Commission would be justified in disallowing all of SSU's conservation expenses

Nevertheless, I recommend that the Commission allow some of SSU's expenditures,
specifically, $175,957. This produces a disallowance of $313,473 associated v;rith
SSU's conservation expenses. In addition, the Commission should remove from
SSU's expenditures $35,000 to recognize that the South Florida Water Management
District is assisting SSU with the funding of some of these programs. In total 1
recomrne.nd that the Commission disallow $348,473 of SSU's proposed 1996

conservation expenses.

I have allowed some conservation expenditures because it is my understanding that
the water management districts require SSU to have a public education program in
order to qualify for a consumptive use permit. I have also allowed most of the
expenses associated with the Marco Island conservation program because of the high
consumption per customer on the island and the potential water shortages faced by

this community. I have disallowed all costs associated with the six targeted
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communities because SSU has not shown that the conservation programs are cost
effective and because SSU can gain as much or more conservation by merely changing
its rate structure. This is decidedly less expensive than SSU's proposal. I also have
disallowed all costs associated with public relations efforts. If the Company's
description indicated that it was public relations-related, I disallowed the cost. in
addition, I recommend disallowance of one-half of SSU's advertising costs which SSU
claims are conservation related. SSU has not demonstrated that these ads are in fact
solely designed to produce water conservation. In fact, my review of past
advertisements suggests that they are designed for both purposes--public relations and
conservation. I also recommend disallowance of the water audit cost and survey costs

associated with Marco Island for the reasons previously described.

Next, I recommend that the Commission disallow a portion of the cost associated
with sponsorship of a 1996 conservation education program. SSU has not justified
the increase in 1996 expenditures budgeted for this program. In fact, SSU has not
provided any information on the nature or benefits of this sponsorship. Finally, as I
just mentioned, SSU will receive $35,000% in cost share funds from the South Florida
Water Management District. SSU failed to take these funds into consideration when
developing its 1996 budgeted expenses. Since SSU will not incur these costs, they

should not be recovered from ratepayers. My specific recommendations are set forth

SSU has received approval of its request for $10,000 1o fund its 1995 water conservation rebate program.
SSU has submitted a proposal for funding of $25,000 in 1996. According to SSU's response to Citizens's
Document Request 163, the 1996 request has been approved.
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on Schedule 7.

Gain on Sales and Equity Adjustments

Please tum to the fourth section of your testimony. Has SSU recently sold assets for
which it recognized a gain on the sale?

Yes, these gains, and in one instance a loss, are shown on Schedule 8 of my exhibit.
As shown, the largest after-tax gain, $19,088,063, occurred in 1994 when SSU sold
its Venice Garden Utility (VGU) to Sarasota County, under the threat of
condemnation. [ have included the total pre-tax gain on this system as an after-tax
gain due to the unique tax circumstances of sale. Apparently, SSU took a special
election on its income tax return such that income taxes were minimized or deférred.
While I believe 2 portion of the total gain was taxed or deferred, SSU has, to date,
refused to provide a copy of SSU's income tax returns as requested by the Citizens.
If these are provided, I will adjust this figure accordingly. In addition, other

adjustments may arise when SSU produces its income tax returns.

SSU also recognized two gains from parcels of land sold at its Spring Hill system in
1995. These two sales produced after-tax gains of $33,394 and $44,866. In addition,
SSU anticipates selling its River Park system in 1995 for an anticipated gain of
$33,726 and another parcel of land at Spring Hill for an after-tax gain of $201,950.
SSU also incurred a loss of $115 associated with the sale of land in Seminole
County. In total, these gains and the one loss amount to $19,4Q_1,882.”

Are you proposing that part of the gain on these sales be passed along to Southern
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States’ customers?

Yes. I am recommending that these gains be amortized over a period of five years
consistent with the Commission's rules concerning non-recurring items. According to
SSU's response to the Citizens' interrogatories 207 and 55, all of these assets were
included in rate base as 100% used and useful. SSU recognized other gains during
1993 and 1994, but the associated assets were not included in rate base. I have,
therefore, not included these other gains in my calculation of the amount of the gain

that should be amortized above the line for rate making purposes.

SSU is likely to claim that the proceeds from the gain on the sale of VGU do ﬂot
belong to the customers regulated by the Florida Public Service Commission, since
the Venice Garden system was not under the Commission's jurisdiction at the time
of the sale. In fact, when the Citizens initially requested information concerning gains -
on sales of utility assets SSU did not provide the information with respect to Venice
Gardens, allegedly because it was not an FPSC regulated system. This however,
contradicts the Commission's recent decision in Docket No. 930945-WS, where the
Commission found:

...we find that SSU is a single system whose service

transverses county boundaries. As such, this

commission has exclusive jurisdiction over SSU's

existing facilities and land in the State of

Florida.... [Order No. 95-0894-FOF-WS.]
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Given that the Company strongly advocated the position that the Commission had
complete jurisdiction over all of its systems, I find it disturbing that SSU failed to
initially provide the Citizens with the information requested concerning all systems
and assets sold.
Why do you believe that these gains should benefit Southern States customers?
There are several reasons why these gains should be shared with ratepayers.. First,
in past proceedings this Commission has required utilities to share with ratepayers the
gain on the sale of utility property. For example, in Docket No. 82007-EU the
Commission stated:

In Docket Nos. 81002-EU (FPL) and 810136 (Gulf

Power), we determined that gains or losses on the

disposition of property devoted to, or formerly

devoted to, public service should be recognized above-

the-line. We consider it appropriate to treat this gain

in the same manner ... [Florida Public Service

Commission, Docket No. 820007-EU, Order No.

11307, p. 26.]
The Commission should continue with its precedent and attribute the gain on the sale

of these assets and land to ratepayers.

Second, with respect to the land sales, I question how SSU could sell land that was

previously included in rate base as 100% used and useful. One must question why
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customers were asked to provide a return on land included in rate base that, by its
very sale, indicates that it was not used and useful. Absent unusual circumstances,
SSU's past actions have required ratepayers to provide a return on land that was
apparently not used and useful. Accordingly, consistency would require that the

Commission allow customers to receive the benefit from these gains.

Third, while Southern States will claim that no costs of the VGU system are being
borne by the remaining FPSC regulated systems, this is not completely accurate.
Because of the sale, FPSC systems, as well as the other systems, are absorbing the
A&G and general plant costs that would have been allocated to VGU had it not been
sold. Thus, indirectly through the allocation of common costs, Southern States'
customers are paying for a portion of the costs that would have been allocated to

VGU.

For these reasons, I believe the Commission should impute to the benefit of Southern
States customers a portion of the gain on the sale of Venice Garden and the

properties at Spring Hill, the anticipated sale of the River Park System® and the

 anticipated sale of land at the Spring Hill system.

In SSU's last rate case the Commission determined that the gain on sale of an SSU

system should not be shared with ratepayers. Do you agree with the Commission's

If the Cormmission adopts my recommendation with respect to the gain on sale of the River Park system,
it would need {o consistently adjust the allocation of administrative and general and customer expenses
to remove these customers from the allocation factor and redistribute the costs.
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decision?

No. In addition to the reasons addressed above, there are several other reasons the
Commission should allocate of portion of the gains to customers. First, as I mentioned
earlier, the Commission has determined that all of SSU's systems are under its
jurisdiction, as such, the gain on sale resulting from the VGU systerﬁ should be

shared with all customers of SSU regulated by the Commission. T e

Second, in the past, under circumstances similar to the present case, the Commission
has required customers to absorb the loss on the sale of an entire system. Specifically,
in Order No. 17168 the Commission found: |
Subsequent to the test year, Southern States soid the
Skyline Hills water system to the Town of Lady Lake.

We believe the gain or loss on the sale of a system

should be recognized in setting rates for the remaining

systems. Based on the net investment in plant by the
utility, closing costs, and the purchaée price, the sale
of the Skyline Hills system resulted in a loss of $5,643.
This loss should be amortized over a three-year period
resulting in an annual expense of $1,881. [P. 9,
emphasis added.]
It would be unfair for the Commission in the above instance to require the customers

to absorb a loss after the sale of an entire system, but not to similarly allow them to
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share in any of the associated benefits. Unless the Commission consistently treats
gains and losses the same, customers will be caught in a "catch 22"--if it's a loss,

customers pay, but if it's a gain, customers get nothing.

Third, SSU anticipates selling other systems in the future. In his deposition, Mr.
Sweat indicated that his recommendation to divest several additional sysiems was
viewed favorably by SSU's management. Mr. Sweat's recommendation comes from
a draft strategic plan developed by himself and others. This plan specifically targeted
several systems:

...this look at ourselves must include a look at systems

such as Marco Island, Kingswood, Oakwood, Holiday

Haven, Leliani Heights, Fox Run, Fisherman's Haven,

Beecher's Point, Wootens, Tropical Isle, Jungle Den

and Sunny Hills. An evaluation over an eighteen

month period will be conducted on the feasibility of

SSU's divestiture [of] these and other specific satellite

operations. A critical look will be given to certain

operations that fall into singular categories such as:

. geographically strains operating and

maintenance performance
. stagnated growth or no growth

. politically correct

39



14

15

16

17

18

19

20

21

22

2738

. water supply originates from another
source

. exceptionally high operating cost

. capital intensive

These systems for the most part are stifled by small
customer numbers, geographical distances, inhibiting
water purchase agreements, etc. [Response to Citizens
Document Request 161.]
It is evident from SSU's strategic plan that it anticipates sales in the future and that

such sales will be a recurring item.

Fourth, SSU will undoubtedly argue that VGU has always been treated as stand alone
for ratemaking purposes. While true, this does not mean that there have not been
costs incurred for the benefit of the VGU system that were in fact paid for by the
other systems of SSU. SSU's method of allocating all administrative and géneral
expenses requires that all customers share in these costs regardless of which system
incurred the expense. For example, in the Marco Island rate case Docket No.
920655-WS, 1 testified that the Company incurred approximately $14,000 in legal
fees concerning either permitting or EPA and/or DER violations for the Venice
Gardens system. [Response to Citizens Interrogatory 307, Docket No. 920199-WS
and Citizens Interrogatory 64, Docket No. 920655-WS.] These fees were not directly

charged to the VGU system, but were instead charged to all customers of SSU,
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contrary to my recommendations. While the amount in this particular instance was
not large, SSU has made it a policy to treat all of its systems as if they were one,
allocating all administrative and general expenses and cﬁstomer expenses regardless
of what system the expenses were incurred to benefit. Either SSU is one system as
it argues, or it is not. Under SSU's theory---it is one system--there should be no
distinction between one group of customers and the next--all should share in the costs
and all should share in the benefits, including gains on sales.

Schedule 8 also includes the gain on sale from the St. Augustine Shores system.
Would you explain why you have included this gain?

Yes. As I mentioned above, the Commission did not approve of sharing this gain. with
customers 1n the last case. However, 1 respectfully disagree with the Commission's
decision in that case and I believe that given that SSU's customers have been required
to absorb losses from sales of entire systems, that it is only fair that they likewise
share in the gains. Accordingly, I have included in my calculation of the gains that
should be attributed to ratepayers the gain on St. Augustine Shores.

Have you developed a recommendation concerning the amount of the gain that
should be attributed to Southern States' customers?

Yes. Using the number of customers as a basis to distribute the gain between the
various systems, I determined that Southern States filed FPSC systems' share of the
gain is $16,817,059. I recommend that the gain be amortized over five years, so the
adjustment to increase test year net operating income would be $3,363,412.

Have you attributed any of these gains to stockholders?
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Yes, I have. With respect to the gain on the sale of the VGU system , 1 attributed the
portion of the gain that would have been allocated to VGU had it still been a part of
the SSU family. The portion of the gain that I attributed to SSU's stockholders was
$1,651,117. 1 made the same type of allocation with respect to the sale of St.

Augustine Shores, with $118,020 attributed to shareholders.

With respect to the other assets, systems, and land that was sold or anticipated to be
sold, T attributed 3% to stockholders. I believe the remainder, 97%, should be
moved ab_éve the line. The percentage attributed to stockholders is based upon the
percentage of SSU's efforts devoted to its acquisition program. For these gains,' I
have estimated the after tax gain to be $313,820. Of this amount $304,405 should be
moved above the line and attributed to SSU's remaining customers. Using a five year
amortization this produces an adjustment to test year net operating income of
$60,881.

Do you have an alternative recommendation if the Commission does not adopt your
primary recommendation?

Yes. If the Commission treats these gains as non-utility or does not pass them along
to ratepayers then I believe that, at a minimum, the associated dollars should be
removed from the equity portion éf SSU's capital structure. Assuming the
Commission makes the determination that these funds are nonutility and thus belong
to stockholders not ratepayers, then it is only appropriate that these funds be removed

from equity. This Commission has historically determined that nonutility assets should
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be removed from the equity component of the capital structure. In my opinion, a
determination that these funds should not be attributed to ratepayers is analogous to
attributing them to nonutility functions. As such, SSU's equity should be reduced by
$8,940,411. This amount is net of the $12.0 million SSU's paid to MPL in the form
of dividends in 1994. This adjustment would reduce SSU's requested overall cost of
capital structure from 10.32% to 10.20%--with an associated reduction to SSU's
requested net operating income of $189,463 and a reduction to its revenue

requirement of $322,977.

Do you recommend any other adjustments to the equity component of SSU's capital

structure?

Yes, as depicted on Schedule 9, I recommend that the Commission adjust the equity
component of SSU's capital structure to recognize the refund the Commission ordered
SSU to make pursuant to Order No. PSC-95-1292-FOF-WS. In that Order the
Commission ordered SSU to refund the difference between the statewide rates
approved in Docket No. 920199-WS and the rates approved in Order No. PSC-§S—
1292-FOF-WS. As a result of this refund of approximately $8.2 million, SSU will
incur a reduction to its 1996 net operating income of approximately $4.8 million or

more, depending upon when SSU makes the refund.

I also recommend that the Commission reduce SSU's equity ratio to remove the
general plant allocated to its gas operations. It appears that SSU only removed the

direct investment in its gas operations from the equity component of its capital

43




10

11

12

13

14

15

16

17

18

19

20

21

22

2742

indicated in its response to Citizens's interrogatory 97, that to develop a model to
accurately measure the impact of weather/rainfall "would be extremely complex and
unduly costly to prepare and maintain." [Response to Citizens Interrogatory 97 ]
Have you reviewed any data which demonstrates that rainfall was abnormally high
during the period used by SSU to average test year billing units?

Yes. Schedules 10 through 15 demonstrate that rainfall was abnormally high for the
years 1991 and 1994. For the years 1991 through 1994 rainfall for the majority of
SSU's systems was above average. SSU's method of developing projected test year
billing units is flawed and significantly understated projected test year consumption

and revenue.

The information presented on these schedules was obtained from SSU's response to
Staff's interrogatory 14. This response contained rainfall data obtained by SSU from
each NOAA station closest to fourteen of SSU's service areas. The rainfall data
collected accounts for 96.6% of SSU's total residential consumption. The data
collected showed inches of rainfall for the period 1960 to 1994 and it compared the
average annual rainfall for the period 1960-90, where available, against 1991, 1992,

1993, and 1994. I have presented a summary of this data on Schedule 10. This

schedule shows that in almost all 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. For example, in the service area that contains Beacon Hills

and Woodmere, the rainfall experienced in 1991 was 35.32% above the average for
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on-line with NOAA. He is checking with the
climatologist at Southwest Water Management
District to see where the data is available from.
This doesn't mean he can't do the study, just
that it may not be as in depth as originally
proposed. To gather data manually from
different sources would hold up the study by
several weeks, which we don't have.
[Response to Citizens Document Request
107.]
For some unknown reason SSU abandoned its efforts to directly adjust its 1994 billing
units to account for the impact of abnormally high levels of rainfall. SSU, however,
did have Dr. Whitcomb prepare an analysis that examined the impact of weather (Net
Irrigation Requirements) on SSU's consumption. This analysis was not used for

purposes of the instant rate case.

.SSU maintains that its method of determining test year billing units helps solve some
of the problems associated with its failure to normalize its billing units. This results
because SSU has averaged four years worth of data. The implicit assumption in SSU's
rationale is that while in some years the rainfall might be high in other years the
rainfall would be Jow and on average the result produces billing units that reflect

normal weather. This is a relatively simplistic and inaccurate assumption. SSU
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derive its billing units (gallons) for the projected test year, SSU averaged 1991
through 1994 gallons and then increased this average by the historic compound
average growth rate in customers over the same period of years. This computation

was made on a system by system basis.

The primary flaw in SSU's methodology is that it has failed to take into consideration
the impact of weather, in particular rainfall. During 1994 SSU's billing units were
notably understated due to heavy amounts of rainfall. SSU's management reports are
replete with references to the abnormal level of rainfall depressing 1994 revenue.
Likewise, SSU's MFRs indicate the costs for several systems were either higher or
lower due to the heavy rainfall experienced during the historic test year 1994
Similarly, in a letter to Dr. Whitcomb, Mr. Isaacs wrote that: "...last year there was
a substantial increase in rainfall from recent years...." [Response to Citizens
Document Request 107.] Mr. Bencini , in his deposition, also made reference to the

abnormally high level of rainfall experienced during 1994.

SSU apparently considered a specific adjustment for the effects of rainfall on its
consumption data, but for whatever reason rejected using such an approach. Ina
memo to Forrest Ludsen from Tony Isaacs, Mr. Isaacs wrote:

We may have a slight problem in the weather

normalization. To do the extensive analysis he had

originally planned John would need data that are not
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structure. To be consistent with this adjustment, the Commission should also remove
$203,924 associated with the general plant that was allocated to its gas operations.
As shown on Schedule 9, these adjustments reduce SSU's overall cost of capital
from 10.32% to 10.27%. It also reduces SSU's required net operating income by
$80,750 and its reduces its revenue requirement by $143,153. This schedule also
depicts the change in the Company's overall cost of capital using the cost of equity
recommended by Citizens's cost of equity witness. As shown using a cost of equity
of 10.10% and the equity adjustments that I recommend, SSU's overall cost of capital
is reduced to 9.43%.

Revenue Adjustments

Please turn to the fifth section of your testimony. Would you discuss the adjustments
that you have made to SSU's test year revenue?

1 have made several adjustments to SSU's test year revenue. These adjustments are
depicted on Schedules 10 through 20. Schedules 10 through 18 relate to the issue of
weather normalization. Schedule 19 adjusts SSU's variable expenses for the increase
in consumption that I recommend due to SSU's failure to adequately consider the
effects of rainfall on consumption. Schedule 20 relates to revenues associated with
new reuse customers on Marco Island. I am also proposing an adjustment for the
revenue effect of SSU's conservation program. The impact of this adjustment is
depicted on Schedule 3.

Would you please discuss your weather normalization adjustments?

Certainly. SSU has proposed to use a projected 1996 test year in this proceeding. To
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the years 1960-90. Likewise, the rainfall experienced in 1992, 1993, and 1994 was
32.82%, 12.55%, and 32.07%, respectively above the average. For the Marco Island
and Marco Shores area, rainfall in 1991 was 34.91% above the average, rainfall in
1992 was 3.15% below the average, rainfall in 1993 was 17.39% above the average
and rainfall in 1994 was 12.12% above the average. In total, for Marco Island and

Marco Shores, for the years 1991-94 rainfall was 15.32% above the 1960-90 average.

As noted on this schedule there were a few months during 1991-94 where data was
missing for three service areas. To overcome this problem, I substituted the average
level of 1"ajnfa11 during the month for the period 1960-90, for the missing months.
The results of this analysis are depicted on Schedule 11, With data available for all
service areas for all months, it is possible to compare the total for 96.6% of SSU's
service area. As shown on this schedule, the average annual rainfall for all of the
systems for the period 1960-90 was 661.52 inches. This compares to 824.93 inches
in 1991, 761.12 inches in 1992, 635.11 inches in 1993 and 818.23 inches in 1994. In
total, rainfall for the period 1991-94 (the period SSU chose to average its billing
units) was 14.86% above the average of the 30-year period. Clearly, the time period
used by SSU to estimate 1995 and 1996 billing units is significantly biased downward
due to the abnormally high level of rainfall experienced during this time periéd.
Schedule 12 of my exhibit graphically compares the level of rainfall experienced in
each of the years 1991 through 1994 to the average experienced over the period

1960-90. Schedule 13 contains the detailed information supporting Schedules 11 and
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12. 1t shows the monthly rainfall for each of the years 1991 through 1994. In those
months were there was missing data, I substituted the average for the period 30-year

period. 1 have noted when a substitution was made with the use of an astrict.

I also prepared two similar schedules, but instead of substituting the average for the
months of missing data, 1 substituted zero. In other words, I assumed that there was
no rainfall in the months when there was missing data. This is an unrealistic

assumption, but it nevertheless still shows that even with this overly conservative

assumption, rainfall experienced in the years 1991, 1992, and 1994 was above =~

average. As shown on Schedule 14, during 1991 rainfall was 24.40% above average,
during 1992 it was 13.04% above average, during 1993 it was 6.61% below average,
and during 1994 it was 21.02% above average. In total for the four year period,
rainfall was at least 12.95% above normal. Schedule 15 shows the detail supporting

Schedule 14.

The data presented on Schedules 10 through 15 demonstrates that, to the extent
rainfall affects consumption, which even SSU has been forced to admit, the billing
units used by SSU to estimate its 1995 and 1996 billing units are woefully understated -
due to the above average level of rainfall experienced over the period 1991 though

1994. The Commission should reject the method used by SSU to project its 1995 and

. 1996 billipg units and projected test year revenue.

Have you developed an alternative to SSU's projected test year billing units?
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Yes, I have. The results of my analysis are depicted on Schedule 16. My alternative
uses the results of a study prepared by Dr. Whitcomb entitled "Financial Risk and
Water Conserving Rate Structures” and produced in response to Citizens's document
request 24. In that study Dr. Whitcomb estimated the impact of rainfall (actually Net
hﬁgation Requirements) on SSU's water consumption. While the study prepared by
Dr. Whitcomb did not capture the effects of net irrigation requirements' for all
systems, the study did encompass 96.6% of the total SSU residential water use.
Accordingly, since the majority of SSU's residential water consumption was captured
in this study, I have used it to estimate the impact of weather on SSU's billing units.
The results of the study indicate that average annual weather normalized water

consumption for SSU's residential customers equals 9,476 gallons per bill per month.

I used this estimate to develop weather normalized billing data for residential
customers for the projected test year 1996. The results of this analysis are shown on
Schedule 16. Using the number of bills for residential customers projected by SSU for
1996 I applied the ﬁveather normalized consumption per bill to arrive at the 1996
projected billing units. As shown on this schedule, using this method produces an
increase in projected 1996 residential consumption of 1,227,876,000 gallons.
Multiplying this increased consumption by SSU's test year gallonage charges
produces an increase in test year revenue of $1,937,947. Accordingly, I recommend
that the Commission increase projected test year revenue by $1,937,947,

Did you prepare any other analyses of SSU's proposed test year billing units?
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Yes. The results of this analysis is shown on Schedule 17. Instead of using SSU's
1991 through 1994 average consumption as the starting point to project 1995 and
1996 billing units and revenue, I used the average of 1992 and 1993. 1 excluded 1991
and 1994 for three reasons. First, as I have discussed, 1994 experienced an
abnormally high level of rainfall and therefore distorts the average. Second, 1991 also
was a year when the rainfall was abnormally high and would tend to understz;t-e fhe‘

consumption. Third, SSU has indicated that the 1991 data is not particularly reliable.

As shown on this schedule, if 1992 and 1993 billing units are used to project 1996
billing units, an increase in total consumption of 318,515,813 results. This produces
increased test year revenue of $428,398. If the Commission does not accept my
primary recommendation to increase test year revenue by $1,937,947, then I
recommend that it increase test year revenue by $428,398.

Have you examined other data which suggests that SSU's estimation method
understates test year billing units and therefore revenue?

Yes. Schedule 18 shows SSU's historical and projected test year billing units by year
and the average consumption per customer by year. As shown on this schedule, for
all FPSC systems, in 1991 SSU's customers consumed an average of 10,515 gallons
per month, in 1992 they consumed 10,935, in 1993 they consumed 11,124, and in
1994 they consumed 10,016. It is interesting that customers on average tend to show
increased consumptio.n per year with the exception of 1994, It is not clear to what

degree this decline is influenced by abnormally high levels of rainfall or other factors
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such as conservation. Nevertheless, if 1994 data is ignored as being abnormal, one
would expect to see an increase in consumption per customer projected for 1995 and

1996.

However, SSU's projections show just the opposite. Specifically, for 1995‘ SSU's
estimate of gallons and bills suggests that on average customers will consume 10,327
gallons per month. For 1996°, the results are lower with customers consuming 10,283
gallons per month. Both of these estimates are substantially below the actual 1991,
1992, and 1993 consumption per customer and only slightly higher than the amount
experienced in 1994. SSU's estimated consumption per customer for 1995 and 1996
is even below the average for the four years which is 10,640. Since SSU has not
demonstrated to what degree, if any, conservation has affected 1994 consumption it
is not possible to accurately assess its impact on 1994 consumption data. Because
SSU's conservation program has been in effect since 1991, one would expect these

earlier years to reflect the impact of conservation on consumption.

One difference between 1994 and earlier years would be consumption related to
SSU's enhanced conservation efforts on Marco Island. But, SSU's pilot conservation
program for Marco Island did not begin until late 1994. Therefore, its impact would

be minimal. Nevertheless, even if the full impact of SSU's enhanced conservation

Before repression.
Before repression.
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program on Marco Island were added back to 1994 billing units, the total
consumption per customer would increase to only 10,103, which is still substantially
below prior years. In summary, it is evident that for whatever reason, weather or
other factors, SSU's 1994 billing units are significantly below prior years. By including
this data in the base from which its projections are determined, SSU has understated
projected test year billing units and revenue, and overstated its revenue requirements.
Did you make an adjustment to account for th.e increased expenses associated with
the increased consumption that you recommend?

Yes. My adjustment is shown on Schedule 19. If the Commission accepts my
recommendation to increase test year billing units by 1,227,876,000, then it would
need to likewise adjust test year variable expenses to account for the increased
consumption and related costs. As shown on this schedule, this adjustment would
increase test year expenses by $515,332.

Would you please address your next adjustment to test year revenue?

Yes. The next adjustment, shown on Schedule 20, relates to effluent sales to ne;f
customers on Marco Island. SSU assumed that during the projected test year it
would no longer be providing potable water to Hideaway Beach and the Tommy
Barfield School, but instead would be providing effluent for reuse to these two

customers. Accordingly, SSU reduced test year revenue by $183,688 and increased

wastewater revenue by $13,668.

In response to Citizens's interrogatory 192, SSU indicated that the Hideaway Beach

33



PRSP

10

11

12

13

14

15

16

17

18

19

20

21

22

2752

reuse facilities would not be on-line by the end of the projected 1996 test year. In
depositions, SSU's witnesses did not know if the Tommy Barfield facilities would be
in place by the end of the projected test year. SSU will be providing a late-filed
deposition exhibit to answer this question. For purposes of making my adjustment I
have assumed that the TOII‘IIT]S(’ Barfield reuse facilities will not be in-service by the end
of the projected test year. Accordingly, as shown on Schedule 20, I have increased
test year water revenue by $183,668 and reduced test year wastewater revenue by

$13,688.

Earlier you mentioned that you made an adjustment related to SSU's conservation * =

program. Would you please explain this?

Yes. As discussed in the third section of my testimony, I recommend that the
Commission reject some of SSU's proposed conservation expenses for the six targeted
communities. If SSU likewise does not implement its conservation program for these
systems, as it has suggested it would not if the expenses are not approved by ‘the
Commission, then the conservation revenue impact estimated by SSU would also not
materialize. Schedule 3 of my exhibit removes the revenue effect of the conservation
programs for which I recommend disallowance of the related costs. As shown, test

year revenue should be increased by $70,710.

For consistency I have also adjusted the variable expenses that would change as a
result of the change in consumption. SSU failed to make this adjustment. Specifically,

in response to Citizens's interrogatory 310, SSU indicated that it did not adjust
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variable expenses for the associated decline in.consumption related to its conservation
proposal. Schedule 3 of my exhibit shows the amount expenses that should be
reduced if the Commission adopts SSU's proposal as well as the amount expenses that
should be reduced if the Commission adopts my proposal. As shown, under my
recommendation, test year expenses should be reduced by $33,372.
Acquisition Program
Please turn to the next section of your testimony. Would you address SSU's
acquisition program and its affect on customers?
Yes. SSU has an aggressive acquisition program underway. It is in the process of
attempting to acquire several systems. In its strategic growth plan SSU suggested that
even though:

the market today is considered a 'sellers' market, the

opportunities are such that Southern States should add

50,000 customers to its current customer base within

five years. SSU can achieve customer growth by

adopting an aggressive acquisition attitude, and

soliciting resources from our parent Minnesota Power.

We must consider paying more than rate base for

utilities that fit our growth needs and accomplish our

financial goals. [Response to Citizens Document

Request 161.]

SSU's report elaborated further with respect to the types of systems it expects to
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target:

This report recommends that an immediate full scale

effort be placed on the acquisition of the targeted

FPSC A&B utilities in Florida. However, included

with this acquisition effort is a commitment to the

smaller utilities that are strategically located or

otherwise a natural fit into SSU family of systems. The

report details our acquisition strategy outside Fiorida

in the southeast corridor states. It list[s] our

acquisition target states, from the first to last, and our

reasoning behind our choices. [Ibid.]
It is clear from SSU's strategic plan that SSU is not planning on buying smail run
down systems that are considered by some to be nonviable. In fact, its strategic plan
and its divestiture plan suggests just the opposite. Contrary to some beliefs, SSU is
not the savior for small run-down nonviable systems.
Does Southern States suggest that its acquisition program is beneficial to its
customers?
Yes. Southern States has continually argued that by acquiring more systems it can
reduce its costs on a per unit basis. In other words, as SSU grows it can spread its
fixed costs over a larger customer base. In the instant case, Mr. Vierima testified that
in addition to economies of scale and other efficiencies offered by Southern States,

its size enables it to hire specialists who concentrate their efforts on certain limited
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fields of expertise and identify areas where costs can be decreased or quality of
service improved. [Testimony, p. 10.]

Have you examined any evidence that suggests that SSU's acquisition program is not

necessanily beneficial to customers?

Yes, I have. First, as shown on Schedule 21, I examined the impact of SSU's

acquisition of Buenaventura Lakes on the costs of this system on a before -and after
acquisition basis. I compared the stand alone cost of Buenaventura Lakes to the cost

of providing service under SSU's ownership. As depicted on th's schedule, SSU's

acquisition of this system actually increased the cost to the customers of
Buenaventura Lakes--it did not decrease, as would be expected if SSU's acquisition

offered it the economies of scale SSU so often touts. As shown on this schedule, the

cost to operate Buenaventura Lakes on a stand alone basis in 1996 dollars is

$1,957,883. This compares to the cost after acquisition by SSU of $2,503,780, also

in 1996 dollars. In other words, instead of decreasing costs, SSU's acquisition of this

system increased its operating costs by $545,897--or 28%.

The most alarming aspect of the increase is depicted under the category administrative
and general expenses. This would normally be the area of expenses were a reduction
would be reflected since these costs are relatively fixed and SSU should be able to
provide service at less cost than a stand alone system. Contrary to my expectation,
SSU's acquisition of Buenaventura Lakes increased administrative and general

expenses by $494,532---an increase of 123%. Clearly there were no economies of
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scale to the customers of Buenaventura Lakes after it was acquired by SSU.

Have you reviewed any other information concerning Buenaventura Lakes which
suggests that either SSU has not properly identified the potential cost savings as a
result of acquiring Buenaventura Lakes, or that others could operate it more
efficiently?

Yes. The City of Kissimmee was interested in purchasing this system. It ultimately
concluded that the system should not be purchased because the asking price was too
high and consequently it would not produce a positive cash flow. Nevertheless, the
City prepared a study to examine the cost of providing service to the customers on
a stand alone basis as well as if it were acquired by the City. This analysis showed that
while the cost to operate the system would increase, it would only increase by
$32,000--not over $500,000. It is also worthwhile to note that if the City had
acquired this system, customers rates would have decreased not increased as
req.uested by SSU in the instant case. Specifically, if this system had been acquired by
the City, the rates for these customers would have been $1.19 per 1,000 gallons for
water and $4.03 per 1,000 gallons for wastewater. This compares to SSU's proposed
rates of $2.16 and $4.74, respectively. The base facility charge would have also been
lower. The BFC for water under the City's tariffs is $2.23 and for wastewater it 1s

$8.05. This compares to SSU's request of $9.17 and $17.59, respectively.

SSU also did a preliminary analysis of the cost to operate Buenaventura Lakes if it

was acquired by SSU when it was pursuing the system. Contrary to the amount
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included in SSU's test year expenses, SSU projected that it could reduce
Buenaventura's administrative and general expenses by one-half. In the instant case,
SSU only removed 21% of Buenaventura Lakes administrative and general expenses
prior to adding SSU's administrative and general expenses® to Buenaventura Lakes.
If 50% of the costs were reduced as originally estimated by SSU, an adjustment of
$307,000 would be needed as opposed to SSU's adjustment of only $127,327.
Perhaps the acquisition of Buenaventura and tﬁe impact on costs is an anomaly. Did
you examine any other recent acquisitions?

Yes. I made a similar comparison for SSU's acquisition of Lehigh Utilities in 1951.
This analysis is presented on Schedule 22, and it reflects a similar result. As shown,
on a stand alone basis, Lehigh's costs for its water operations were $803,241. After
acquisition by SSU, its costs were $908,906 for an increase resulting from SSU's
acquisition of $105,665. The same result occurs for the wastewater side of the
operations. On a stand alone basis, Lehigh's operating costs were $686,013. However,
after acquisition by SSU its wastewater operating costs increased to $822,610--;1
increase of $136,597.

Have you examined any other data that shows, contrary to SSU's assertions, that
there may not be administrative and general economies of scale associated with SSU's
larger size?

Yes, I have. Schedule 23 examines SSU's administrative and general expenses and

It is the addition of SSU's allocated administrative and general expenses that causes the costs for the
Buenaventura Lakes systems to increase 5o dramatically.
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customer expenses per customer in 1991 compared to the expenses in 1994, 1995,
and 1996. As shown on this schedule, and contrary to expected results, SSU's
administrative and general and customer expenses have actually increased on a per
customer basis. In 1991, the cost per customer of its administrative and general and
customer expenses was $54.18. This cost increased to $70.26 in 1994, to $74.03 in
1995, and to $76.78 in 1996. From 1991 to 1996 SSU's number of customers
increased by 6,207. Despite this increase in the number of customers, the actual cost

per customer increased. This result is the opposite of what one wo 'd expect if there

were the economies of scale alleged by SSU. In fact, this schedule suggests that there - -

are diseconomies of scale associated with SSU's larger size and the acquisition of new
systems.

Your analysis suggests that SSU's customers have not benefited from SSU's
acquisition program. How can the Commission protect SSU'’s customers from these
inefficiencies?

I recommend that the Commission reduce SSU's adjusted test year expenses to
account for the diseconomies of scale or inefficiencies that I have identified. To
develop this adjustment, I allowed SSU to recover the cost per customer of its
administrative and general expenses as incurred in 1991. I then multiplied this cost,
$54.18, times SSU's 1996 average number of customers to arrive at a 1991 level of
expenses adjusted for the current number of customers. This produced an expense
level of $8,929,022. To this amount I added inflation for the years 1992 through

1996. This produced an allowable or efficient 1996 level of administrative and
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general and customer expenses of $10,257,661. From this amount I subtracted the
amount of administrative and general and customer expenses SSU is requesting in the
instant proceeding, to arrive at a gross inefficiency adjustment of $2,395,104.
Applying the FPSC allocation factor to this amount results in an adjustment of
$1,818,842. From this amount | also subtracted other adjustments that I recommend
and those of other consultants that reduce the inflated level of SSU's 1996 éxpenses
relative to the 1991 level of expenses. For example, in 1991 SSU did not incur the
same level of conservation expenses as requested in the instant proceeding. Likewise,
I have taken into consideration the payroll/wage adjustment recommended by Mr.
Katz as well as the other adjustments that I recommend that reduce 1996 expenses.
By removing the impact of these other adjustments I have ensured that there would
be no double counting of other adjustments with respect to this adjustment. As shown
on Schedule 23, after taking these other adjustments into consideration, I recommend
that the Commission reduce test year expenses by $243,773 to account for SSU's
diseconomies of scale or other inefficiencies.

Have you made any other adjustments for SSU's acquisition efforts?

Yes, I have. These two adjustments are reflected on Schedules 24 and 25 of my
exhibit. As shown on Schedule 24, I have reduced test year salaries by $175,928 to
reflect the portion of SSU's salaries devoted to SSU's acquisition efforts. SSU books
the costs of its acquisition efforts to an account that is recorded below the line.
However, for purposes of the projected test year SSU failed to recognize the full

amount of costs that should be recorded below the line. SSU estimated that $30,585
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would be recorded below the line for its acquisition salary-related efforts. This
amount, however, is substantially less than what was recorded below the line in 1994

and is substantially less than what should be recorded below the line in 1996,

Schedule 24 shows each person that expended time on SSU's acquisition‘eﬂ“orts in
1994 and the percentage of their time devoted to this effort. To arrive at the alndunt‘
to remove from the 1996 test year, I used the percentage of time actually devoted in
1994 applied to each person's 1996 base salary, with three exceptions. The exceptions
include the three individuals that work in the corporate development section of SSU.
This is the department at SSU that is primarily responsible for SSU's acquisition
efforts. According to Mr. Sweat, he spends approximately 90% of his time on SSU's
acquisition efforts. Therefore, instead of utilizing the percentage actually recorded
in 1994 for Mr. Sweat and his subordinates, I used Mr. Sweat's current estimate of
the time he expends on SSU's acquisition program. Since SSU intends to increase

its acquisition efforts relative to 1994 it is only reasonable that a larger portion of Mr.

‘Sweat's salary and his subordinates' salaries be recorded below the line in 1996. My

estimate of the additional salaries that should be removed from test year expenses and
recorded below the line is most likely quite conservative. I have not increased any of
the percentages of other persons in SSU that work on the acquisition of new systems,
despite SSU's increased effort in this area. As shown on this schedule, my adjustment

reduces test year expenses by $175,923.

62



Ly omanay

B nboiny

10

11

12

13

14

15

16

17

18

19

20

21

22

2

2761

The next adjustment that I recommend is similar. As shown on Schedule 25, 1 have
removed from test year expenses 90% of the amount of matenal and supplies,
transportation, and miscellaneous expenses charged to Mr. Sweat's responsibility
center. Since the majority of Mr. Sweat's time is devoted to SSU's acquisition
program it is only logical to conclude that the same percentage of expenses should
likewise be charged below the line. The adjustment that I recommend reduces test
year expenses by $10,742.

Expense Adjustments

Please turn to the seventh section of your testimony. What other adjustments do you
recommend?

1 am recommending several other adjustments. These are shown on Schedules 26
through 36. The first adjustment shown on Schedule 26 removes from the test year
the salary of the Company's public relations/governmental relations employee. In
response to Citizens's interrogatory 114, SSU stated that for the projected test year
it did not record below the line any salaries related to lobbying. With respect to the
salary of its employee designated for its governmental/lobbying efforts, SSU
responded: "The 1995 budget contains no below the line salary expense for lobbying
although the budget does include a charge of $92,000 for lobbying costs to be
performed by outside consultants. The 1995 budget was prepared prior to Mr. Smith's
hiring at SSU, and therefore, his labor being included in lobbying costs was not

anticipated." [Response to Citizens Interrogatory 114.]
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I have reviewed the travel vouchers of Mr. Smith for the year 1995 and most of his
travel relates to lobbying efforts. For example, his expense reimbursement reéuest for
March 1995 contains the following descriptions: "lobbying activities-telephone calls,"
"lobbying activities-lodging," and "legislative committee meeting-Tallahassee airfare".
Similar descriptions are made on his reimbursement request for May 1995, some
examples include: "legislative dinner"," lobbying activities," and "Tallahassee
Chamber Meeting for Legislator-Tallahassee tickets”. Other examples on his expense
reimbursement requests for other months include such descriptions as: "Public
Relations Society of America Chapter Meeting," "Tallahassee-lobbying dinner," and
"Tallahassee Legislative Relations". [Response to Citizens Document Request 85.]
With rare exception, Mr. Smith's travel has been mainly related to lobbying and/or

public relations.

Correspondence between Mr. Smith and SSU's lobbying consultant also confirms Mr.
Smith's dominant role as a lobbyist for SSU. For example, in a letter to Mr. Sharkey,
SSU's lobbying consultant, Mr. Smith wrote:

Thank you again for including me on the guest list for

dinner with the Governor and Mrs. Chiles. It was a

most enjoyable and memorable evening. While the

affair was intended as a tribute [to] the excellent work

you've done on behalf of the Governdr, it was I who

felt honored to be in attendance. [Response to Citizens
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Audit Request 222.]
In a fax to Mr. Smith, Capital Strategies (SSU's lobbying consultant) wrote:
"Attached is an agenda for the meeting in Tallahassee next week. I have ascertained
that the Governor is in town on the 30th and have requested a 'courtesy visit' with

him. His scheduling office will let me know tomorrow. I will call you." [Ibid.]

Other correspondence also supports Mr. Smith's involvement in lobbying for the
benefit of SSU. In a memorandum from Mr. Sharkey to Mr. Smith, Mr. Sharkey
wrote: -

I spoke with Kari Hebrank of the Association of

Counties regarding the water and sovereignty issue for

the counties. She is going to be handing the topic in

the Legislature for the Association. She told me that

Mike Twomey had attempted to excite the Association

into developing legislation supporting statutory

authority for counties to regulate investor-owned

utilities. She told me that she does not believe that the

FAC will actively promote this initiative but they have

developed a legislative position in support of the

concept. I mentioned to her my conversation with

John Hart, the incoming President of FAC and his

concern that the Association not get too

65



10

11

12

13

14

15

16

17

18

19

20

21

22

2764

involved in this issue. Kari does not want the
association to get out in front on this. We need
to educate their executive committee on the
1ssue as soon as possible, which I will start to

do immediately. [Ibid ]

It is apparent from the correspondence between Mr. Smith and SSU's lobbying

consultant that Mr. Smith is one of the main contacts at SSU who hand!-s legislative

matters. Mr. Smith is also a registered lobbyist for SSU. [Response to Citizens *

Interrogatory 95.] The Commission has historically not permitted the recovery of
lobbying and public relations activities from ratepayers. Such efforts are for the
benefit of stockholders not ratepayers. As shown on Schedule 26, I recommend that
the Commission remove from test year expenses $65,661 which is the 1996 budgeted
salaries and overheads for Mr. Smith.

What is you next adjustment?

My next adjustment is similar. As shown on Schedule 27, I recommend that the
Commission remove from test year expenses, those costs included in the budgeted
test year related to public relations, government relations, and image enhancement.
The Commission has consistently found that such expenses do not benefit customers,
but are for the benefit of stockholders. [Order No. 7669, p. 10; Order No. 11307,
and Order No. 24049, p. 28.] As shown on this schedule, I recommend removal of

the following expenses: $375 associated with public relations association dues; $5,000
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related to Florida Leadership training; $658 related to legal costs which are lobbying
or public relations related; $900 for public relations memberships; and $13,250
associated with corporate image enhancement. The total adjustment for the FPSC
systems is $15,626.

Would you please describe the adjustments shown on Schedule 28?

Yes. There are two adjustments d.epicted on Schedule 28. First, as part of its goal
setting process for 1995, SSU established a goal to reduce certain budgeted
expenditures below the level of the approved budget by 5%. These were specifically
identified as administrative and general and operating miscellaneous costs (material
and supplies, telephone, postage, temporary help, etc.) and contractual services for
legal, accounting, engineering, and other. [Response to Citizens Document Request
56.] Since SSU will or has presumably strived to meet this goal, I recommend that the
Commission adjust the overall level of budgeted expenses in these categories by 5%.
In response to Citizens's interrogatories 130 and 131, SSU indicated that the 5%
reduction would amount to $239,000. This equates to an FPSC adjustment for 1996

of $191,002.

-Second, I propose an adjustment to true-up SSU's 1995 budget to actual. For

purposes of this adjustment I used the September 1995 year-to-day budget variance
analysis prepared by SSU. I examined each difference between SSU's 1995 budget
and actual expenditures made as of September 1995. For those expense accounts over

or under budget where it appeared that the overage or underage would continue into
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the remainder of 1995, I accordingly adjusted the expense account. These adjustments
are shown on the bottom half of Schedule 28. The adjustments that I recommend
reduce test year expenses by $305,033.
What is the next adjustment that you propose?
My next adjustment is shown on Schedule 29 and relates to SSU's request to recover
from SSU's customers $208,776 associated with MPL's shareholder.expens;s. M:‘
Vierima explained:

The MFRs include $209,000 of costs which

represents Southern States’ portion of costs incurred

by Minnesota Power regarding shareholder reporting

and communication. These costs have been assessed to

the parent and all subsidiaries based on average

invested equity as a percent of consolidated equity.

[Testimony, p. 35.]

Mr. Vierima explained that the shareholder expenses include costs for shareholder
meetings, SEC filings, stock exchange fees, rating agency fees, registrar and transfer
agent expenses, board fees, annual and quarterly reports, proxy statements, and the
staff’ assigned to respond to shareholder inquiries. [Ibid.] Other than this brief
description, SSU has provided no support for these costs or how they benefit SSU's
ratepayers. The Commission in the past has disallowed certain shareholder expenses

that are passed onto a subsidiary:
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Shareholder relations expenses are incurred for
activities related to image building and good will. This
type of expense is not normally allowed by this
Commission if incurred by a utility. This type of
expense should be disallowed if incurred by a parent
and passed through to subsidiary companies. [Order
No. 11307, p. 23.1
The Commission has also disallowed ownership/investor costs allocated f >m a

parent company. [Order No. PSC-0708-FOF-TL, p. 31.]

In my opinion, SSU has not demonstrated that the costs it seeks to recover from
ratepayers are appropriate. SSU has produced no documentation supporting this
expense or that the components thereof represent costs that the Commission typically
allows in rate proceedings. Accordingly, I recommend that the Commission disaliow
50% of the costs requested by SSU. As shown on Schedule 29, the Commission
should remove $79,272 from SSU's projected test year expenses.

Would you please explain the adjustments you recommend concerning rate case
expense?

The adjustments that I recommend are depicted on Schedule 30. I made two types
of adjustments. The first relates to SSU's current rate case and the second relates to
SSU's request to recover the cost of the uniform rate state-wide rate investigation as

part of rate case expense in this case.
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What adjustments are you proposing to the current rate case expense?

I made several adjustments. First, as discussed later, I increased rate case expense
by $30,481 to reflect the overtime included in the 1995 budget. Second, 1 removed
the rate case consulting fees for witnesses that have not prefiled direct testimony in
this proceeding. SSU's rate case expense included $30,000 for consulting fees for Mr.
Gartzke and $20,000 for Mr. Cresse. Since neither of these consultants have provided
direct testimony in this proceeding, I removed the associated expenses. If these
cone ‘itants are used for rebuttal testimony, it might be appropriate to add these costs
back, at least with respect to Mr. Cresse. I also removed the cost the Company
estimated for its cost of capital consultant, Dr. Morin. In my opinion, the
Commission should not allow this expenses or any additional costs incurred by SSU
for cost of capital testimony. The Commission developed the leverage formula to
estimate water and wastewater utilities' cost of equity. This was done to ease the
burden on the Commission and ratepayers due to the significant time and effort
typically expended on this issue in rate cases. If SSU chooses to use a witness for this
subject, then its stockholders should bear the associated cost, because its stockholders
will be the sole beneficiary to any increase in the cost of equity proposed by SSU over
the leverage graph.

Concerning your adjustment for the state-wide uniform rate investigation, would you
please explain the background of that case?

Certainly. SSU first pursued the issue of uniform rates in Docket No. 900329-WS.

That case was dismissed and as such there was no decision by the Commission
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concerning uniform rates. In its 1992 rate case (Docket No. 920199-WS) SSU
included a request for a capped rate--supported by SSU's witness Mr. Cresse. The
Commission, however, went beyond the cap proposal requested by SSU's and
ordered state-wide uniform rates, excluding only those systems which were not part
of the "giga" rate case. This uniform rate design decision prompted intense
opposition from systems whose rates would be materially higher than they would
have been on either a stand alone basis, or und;ar the rate design proposed by SSU.
In response to this opposition, the Commission, on its own motion, opened Docket

No. 930880, an investigation of the appropriate rate design for SSU.

Both reconsideration and appeals of the uniform rate design aspects of the
Commission's Order in Docket No. 920199-WS ensued. Similarly, after the
decision in the investigation docket, the parties also asked for reconsideration of that

proceeding and filed an appeal.

Recently, the First District Court of Appeal, reversed the Commission’s uniform
rate design Order in Docket No. 920199-WS$ and the Commission subsequently
ordered a rate design very similar to that originally proposed by SSU. Shortly after
the First DCA's reversal of the uniform rates, SSU unsuccessfully sought review in

the Florida Supreme Court.

Did SSU pursue the issue of uniform rates to the fullest extent possibie?

Yes. Although SSU did not initially propose uniform rates in Docket No. 920199-

71



-, ——

10

11

12

13

14

15

16

17

18

19

20

21

22

2770

WS, SSU became an advocate of the Commission's ordered rates. SSU spared no
expense in defending uniform rates, going so far as to petition for extraordinary
review of the First DCA decision by the Florida Supreme Court. Indicative of its
endeavor, SSU acquired the services of former Florida Supreme Court Justice Arthur
England who charged SSU $500.00 per hour, well in excess of the fees charged by

-

counsel normally retained by SSU.

Even though the imposition of uniform rates otherwise would have been st. sed by

the operation of law, i.e., where an order is appealed by an agency of the government, - -

SSU requested and the Commission granted SSU's request to dissolve the stay of the
Commission's Order in Docket No. 920199-WS.

In your opinion are the costs that SSU's has incurred to pursue state-wide uniform
rates reasonable?

No. I do not believe that all of these costs should be borne by ratepayers. SSU has
never maintained that the choice of uniform over stand alone rates, or visa-versa will
affect their revenue requirement. Consequently, I question whether the considerable
expense of advocating one rate design over any other--where the result is revenue
neutral--is reasonably incurred.

Was there an exception to the revenue neutrality of this rate design issue?

Yes. When SSU successfully sought to dissolve the stay of the Commission's Order
in Docket No. 920199-WS it may have put several million dollars of its revenue at

risk. At the time SSU gladly accepted this risk, apparently because it believed the
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court would affirm the Commission's decision. Contrary to its belief, other parties
were successful in obtaining a reversal of the Commission's Order. Because SSU may
be unable to recover foregone revenue from many customers, it may experience a
revenue shortfall.

Why do you believe SSU was willing to incur the costs you have descnbed?

I do not know what SSU's motives are. I question whether SSU would have incurred
the costs that it did, if it knew that such costs would not be recovered from
ratep: yers. SSU may believe that its stockholders will benefit in the long run if
uniform rates are adopted by the Commission. In the absence of this reasoning, it is
difficult to imagine a reason why SSU would spend over $400,000 on a revenue
neutral issue.

Hasn't SSU consistently alleged that uniform rates will benefit its customers?

Yes it has. SSU may have an initial obligation to its customers to bring to the
Commission a rate design which its believes is not unduly discriminatory. But SSU
has exceeded that obligation. SSU has remained a staunch advocate of uniform rates
primarily because it gives the appearance of lower rates to customer groups that

might experience extremely high rate increases. Nevertheless, a large number of

- Southern States' customers are far less than satisfied with SSU's looking out for their

interests. These customers have not only been put to the expense of arguing against
the Commission's decision, they have also had to incur expenses arguing against
SSU's defense of the Commission ordered rate design. If SSU is permitted to include

its uniform rate design advocacy expenses in rate case expense, these customers
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would also have to finance SSU’s fight.

What do you believe would have been an appropriate role for SSU, in this
investigation?

Clearly, SSU needed to participate in the uniform rate investigation. However, SSU's
participation went beyond that of a utility making itself available to the Commission's
inquiry. Nothing in the Commission's investigation put .any of SSU's revenue -at ﬁskf
In fact, the Commission's Order on this subject aptly notes that the investigation was
revenue neutral. [t was an inquiry into the wisdom and perhaps authority for
uniform rates. SSU participated as an enthusiastic advocate in that docket as if it
were at risk. SSU solicited and bused customers supporting uniform rates into service
territories where there was opposition, it engaged the services of a telemarketer, and
it hired a public relations consultant. The costs of these types of actions should not
permitted by the Commission.

Would you describe the costs SSU incurred concerning this investigation?

Yes. SSU incurred $432,069 associated with the unjfpnn rate investigation. Its costs
include $34,358 on a telemarketing consultant, $95,285 on consultant testimony,
$4,587 on Image Marketing Associates (SSU suggests that this was for customer
education) $102,629 on legal services, $104,804 on FPSC notices, transportation,
and security, $54,963 for "customer education mailings", $1,574 for open houses,

and the remainder, $33,888, on miscellaneous travel, federal express, and the like.

Several of these expense by their very nature should not be recovered from customers.
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These include expenses for a telemarketing consultant, expenses for Image
Marketing--a P/R consultant, expenses for "customer education" mailings, and
expenses for open houses. These expenses were incurred by SSU for the sole
purposes of gaining customer support for uniform rates. Such expenses are analogous
to lobbying expenses and public relations expenses which the Commission does not
allow recovery from ratepayers. SSU initiated a strong campaign to gain chstomer
support for uniform rates. Its efforts included such things as placing door hanger on
customers' doors, various unneeded direct mailings to customers, an" busing
customers in support of uniform rates into areas where there was opposition. SSU has
not provided a breakdown of the $104,804 of expense associated with notices,
transportation, and security, so it is not possible to determine what portion of any of

this expense is reasonable.

SSU is requesting that customers pay $432,069 for expenses incurred in the state-
wide rate investigation. This is almost one-half of what the Company expects to
spend in the instant rate proceeding where $18.0 million dollars is at stake.

What is your recommendation with respect to expenses SSU incurred in the uniform
rate investigation?

Most of SSU's expenses should be disallowed. As set forth above, SSU had an
obligation to bring to the Commission a reasonable and not unduly discriminatory
rate design. Once this rate design was brought before the Commission, SSU's

obligation on the issue was satisfied. SSU also had an obligation to fully co-operate
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with the Commission's investigation. But the advocacy of uniform rates in that
docket was unnecessary, or benefited SSU's stockholders, not ratepayers.
Accordingly, as shown on Schedule 30, I recommend that the Commission disallow
80% of the costs SSU's incurred, or $345,671.

What is the next adjustment that you recommend?

The next adjustment that I propose implements the recommendation of the Citizen's
engineering consultant concerning excess unaccounted for water. Schedules 31 and
"2 of my exhibit show that to account for excessive unaccounted for water above
10%, the Commission should reduce test year chemical, purchased power, and
purchased water expenses by $67,121.

Would you please address the adjustment depicted on Schedule 337

This schedule removes from test year expenses Operations and Administration
Projects (OAP) that will be fully amortized by the end of the 1996 test year. SSU did
not adjust its 1995 or 1996 test year expenses to remove those expenses that will be
amortized by year-end 1996. As shown on Schedule 33, my adjustment reduces test
year expenses by $93,452.

What is the next adjustment that you recommend?

The next adjustment that I recommend is shown on Schedule 34. According to SSU's
budget variance comparison for the month of June 1995, SSU overestimated the cost
of an aquifer performance test at Keystone Heights. According to the Company's
budget report, a change is scope reduced the cost of this OAP project by $45,000.

According, I have reduced the cost of this project. Since the project will be amortized
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over seven years, test year expenses should be reduced by $3,214.
Would you please explain the adjustments shown on Schedule 35.
Yes. This schedule combines several miscellaneous adjustments that I recommend.
Many of these SSU has already indicated would be appropriate adjustments. The first
adjustment shown on this schedule reduces test year salaries by $16,764 for an error
SSU made in applying its salary increase to 1995 salaries and wages to arrive at 1996

salaries and wages. This adjustment reduces test year expenses by $16,764.

The next-adjustment increases test year revenue for revenue received by the Company
which was greater than the cost of providing the service. The monthly billing to
customers of the Palm Terrace system include a fixed charge for electricity use for
street lights. SSU receives a bill for the exact amount of electricity used. The excess
of the amount collected from customers and the amount paid to electric company is |
recoi‘ded below the line for ratemaking purposes. SSU claims that this is the
appropriate treatment because it is a non-utility function. I disagree. Unless ti?e
expenses associated with processing the bills are recorded below the line, the excess

revenue should be recorded above the line. Accordingly, test year revenue should be

increased by $7,000.

The next adjustment reduces test year purchased water expense for the Enterprise
system by $22,753. In response to the Staff's Audit Request 145, SSU indicated that

it erroneously included $24,720 associated with purchased water at Enterprise in its
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1995 budget. The amount that should be removed from the 1996 test year, according

to SSU, is $22,753. [Response to Staff Audit Request 145.]

The fourth adjustment relates to overtime expenses. In its 1995 budget the Company
included $30,481 for overtime related to the rate case. These expenses should either
be considered nonrecurring or moved to rate case expense. I have accordingly,
removed them from the projected test year éxpenses. I have included them as an

allowable expenses under my adjustment to rate case expense.

The next adjustment that I propose concerns employee recognition expenses. These
include such items as luncheons for employees and other small tokens of appreciation.
SSU's budget indicated that additional employee recognition expenses would be
incurred during 1995 due to the demands of the rate case. Since SSU will not be
processing a rate case in every year following the test year in this proceeding, I see
no reason to allow the abnormally high level of expense as if it were recurring. In
addition, a comparison of the employee recognition expenses incurred by SSU in
prior years demonstrates the excessive nature of the amount budgeted in 1995. In
1992, 1993, and 1994 SSU incurred $13,989, $13,613, and $19,099, respectively
associated with employee recognition expenses. These amount compare to a 1995
budgeted figure of $33,785. [Response to Citizens Interrogatory 222.] I recommend

that the Commission reduce this expense to the level incurred during 1994, adjusted

for inflation and customer growth. Therefore, test year expenses should be reduced
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by $14,341.

The next adjustment relates to bad debt expense. SSU's March 1995 budget variance
report indicated that bad debt expense was reduced by $46,955 to reflect a lower
reserve requirement. Accordingly, I have reduced bad debt expense by $46,955.

The seventh adjustment shown on Schedule 35 reduces test year expenses by $76,463
for a 1794 Price Waterhouse audit included in the 1995 budget. SSU also included
in its 1995 budget an audit for the year 1995. SSU's budget appears to include the -
cost of two audits, yet only one should be included. Therefore, 1 have reduced test

year expenses by $76,463 to recognize this double counting.

The next several adjustments relate to utility-related income recorded below the line
for ratemaking purposes. With the exception of the management fee for Pirates
Harbor, SSU agreed in response to Citizens's interrogatory 189 that this income
should be moved above the line for ratemaking purposes. I have also moved above
the line for ratemaking purposes the management fee charged to Pirates Harbor. I
reviewed SSU's allocation of common costs to determine if any of these costs were -
allocated, below the line, to the management function at Pirates Harbor. Since no
costs were allocated to this function, the associated income should be moved above

line. The total amount of these adjustments is $10,997.
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Schedule 35 also depicts an adjustment for revenue not billed. In response to
Citizens's interrogatory 214, SSU identified several customers that receive water or
wastewater service either free of charge or at a discount. In my opinion, if SSU
chooses to provide water and wastewater service either free of charge or at a
discount, these foregone revenue should be borne by stockholders, not ratepayers.
Accordingly, I recommend increasiﬁg test year wastewater revenue by $50,5'95. The
Company has not demonstrated that its other customers receive any benefit from these
free or discounted services. In some instances SSU indicated that in exchange for free
or discounted services it received the use of an easement or right of way. I did not
include these instances in my adjustment. I would note that the agreements which
support these discounts were provided at the time my testimony was being finalized.
If the agreements contain additional information, I will supplement my testimony

accordingly.

The last adjustment shown on this schedule relates to $225,100 associated with a
cooperative funding agreement between SSU and the Big Cypress Basin for partial
funding of the Marco Island ASR Project. In its response to Citizens's interrogatory
202, SSU indicated that this contribution was not included in SSU's proposed test
year rate base. Accordingly, since the cost of the ASR Project is included in the 1996
rate base, it is only appropriate to include the associated cost share funds as CIAC.

This adjustment would reduce SSU's rate base by $225,100
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As shown on Schedule 35 the total miscellaneous adjustments that ] recommend

amount to: a reduction in expenses of $163,245, an increase in income of $8,474,

an increase in revenue of $57,595, and a reduction to rate base of $225,100.

What is the next adjustment that you propose?

The next adjustment relates to the recommendation of Dr. Dismukes to not approve

SSU's repression adjustment. For consistency, I have reversed SSU’s adjustn:l'eni to
reduce test year expenses for the related reduction in chemical, purchased power and

purchased water expenses. As shown on Schedule 36, this increases test year expense

by $287,585.

Rate Base Adjustments

Please turn to the eighth section of your testimony. What rate base adjustments are
you proposing?

I am proposing two sets of rate base adjustments. One group relates to the Lehigh
system and the other relates to the Buenaventura system. With respect to Lehigh, I
am recommending two adjustments. These adjustments are shown on Schedules 37
and 38. Schedule 37 presents my recommendation with respect to land included in
SSU's rate base that should be removed. Schedule 38 depicts adjustments for non-
used and useful transmission, distribution, and collection lines. Schedule 39 reduces
and increases portions of Buenaventura's rate base consistent with the Commission
decision permitting the transfer of this system to SSU. Schedule 40 reduces SSU's
rate based for wetlands at Buenaventura that are nonused and useful.

Would you please describe your adjustment to Lehigh land?
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My recommendation includes two adjustments to the land at Lehigh included in rate
base. The first adjustment recognizes an error SSU made in developing the rate base
for Lehigh. In response to Staff Audit Request 104, SSU indicated that the first three
parcels of land purchased form its affiliate Lehigh Corporation and shown on
S&hedule 32, should not have been included in rate base. This land should be removed
from rate base and included in land held for future use. This adjustment reduces test’

year water rate base by $122,035 and wastewater rate base by $260,562.

The next adjustment that I recommend relates to the fourth parcel of land shown on
this schedule in the amount of $19,268. I recommend that the Commission reduce the
value of this land by 60% consistent with its decision in Lehigh's last rate case, Docket
No. 911188-WS. In that case SSU argued that the difference between the purchase
price of the consortium of Lehigh companies and the book value of those companies
should be attributed 100% to the unregulated operations, including the company
which owned a substantial amount of land. The discount from book value
represented by the purchase price was 60%. Topeka Group, Inc. purchased the assets
of the Lehigh group for $40.0 million while the book value of the group was $99.0

million.

The Commission essentially agreed with SSU that no discount from book value
should be attributed to the utility operations and that all of it should be attributed to

the non-utility operations. Accordingly, the land that SSU purchased from Lehigh
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Corporation should be reduced by 60%, consistent with SSU's claims that it was the
Lehigh group's non-utility investments that were valued at 60% below book value.
It was not possible to determine the value of this land included on the books of Lehigh
Corporation because SSU refused to provide the information requested in discovery.
Nevertheless, for purposes of the adjustment that I am making, I have assumed that
they were purchased at book value as opposed to market value. Accordingly, for
consistency with the Commission's decision and SSU's claim in the last Lehigh rate
case, the cost of this land should be reduced by 60%. As shown on Schedule 37, rate
base for Lehigh's wastewater operations should be reduced by an additional $11,561.
1 also recommend that the Commission require SSU to write down the value of the
land included in land held for future use. This will prevent SSU from moving the
purchase price of this land into rate base in the future. The Commission should order
that the remainder of this land be written-down by $229,558.

What is the next adjustment that you recommend with respect to Lehigh?

Schedule 38 of my exhibit represents adjustments the Commission should make to
remove non-used and useful assets from Lehigh's plant in service, and the associated
adjustments for depreciation expense and accumulated depreciation. These
adjustments relate the developers agreement and relationship between Lehigh
Corporation and SSU. In July 1992, Lehigh Utilities, Inc.” and Lehigh Corporation

entered into a developers agreement which set forth the terms under which Lehigh

At this time Lehigh Utilities, Inc. was a separate subsidiary and had not yet been merged with SSU.
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Corporation and Lehigh Utilities, Inc. would construct water and wastewater facilities
that would subsequently be used to provide water and wastewater services to
customers at Lehigh. The agreement provided that Lehigh Corporation could
construct certain utility assets, but that Lehigh/SSU would only reimburse Lehigh
Corporation for funds expended as customers connected to the system. In August
1994, SSU and Lehigh Corporation entered into a modified developers agreement.
The terms of that agreement indicate that pursixant to modified escrow agreements®
with the states of Michigan and New York, Lehigh Corporation can withdraw funds

from the escrow account to construct utility assets at Lehigh.

According to the Company's response to Citizens's interrogatory 241, as assets are
constructed by Lehigh Corporation, they will be subject to the Modified Developers
Agreement which requires SSU to record the assets with an offsetting refundable
advance to Lehigh Corporation. As future customers connect, SSU will repay Lehigh

Corporation for the cash received in the form of connection charges.

From reading the Company's response to Citizens's interrogatories and the depositions
of SSU's witnesses the arrangement should work such that any non-used and usefu!
assets that are constructed by Lehigh Corporation would be offset by refundable

advances until such time as customers actually connect. While in theory the agreement

The escrow agreements between Lehigh Corporation and the States of New York and Michigan were
originally established to ensure the availability of funds for utility connections at the time lot owners in
New York and Michigan built on their lots.
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sounds reasonable, SSU application of it in the instant case is not. The Company has
included substantial amounts of non-used and useful assets constructed by Lehigh
Corporation in rate base without the offsetting refundable advances’.

Would you please explain how you made this determination?

Yes. In 1995 and 1996 the Company proposes to include in rate base $1,602,000 and
$220,000 of water transmission and distribution mains associated with Lehigh
Corporation and the Escrow Agreement. Likewise is proposes to include $905,000
and $451,000 cf wastewater assets respectively in its 1995 and 1996 rate base,
According to the Company's response to Citizens's document request 196, of these - -
amounts only a small portion of these assets are related to customers that have
connected to the system. These amounts are represented on Schedule 38 as contractor
payments. As shown, in 1995 the non-used and useful amount of these water assets
amount to $1,476,540 and in 1996 they amount to $42,000, for a total of $1,518,540.
Similarly, for wastewater, the amount of non-used and useful assets amount to
$661,460 in 1995 and $93,750 in 1996, for a total of $755,210. h

How do you know that the Company did not effectively remove these assets from rate
base when it applied its non-used and useful percentages to this account?

A review of the Company's F Schedules show that from 1994 to 1996, the non-used
and useful percentage of transmission, distribution, and collection lines decreased,

they did not increase. While this might be expected, since the Company projects

There is still discovery outstanding on this subject that may require that I supplement my testimony in the
future.
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customer growth between 1994 and 1996, the Company failed to add to the
denominator of the used and useful calculation the additional lots represented by the
addition of these transmission, distribution, and collection lines. From 1994 to 1996,
the number of available lots remained unchanged for Lehigh's water system at 7,789.
Similarly, from 1994 to 1996 the number of wastewater lots remained unchanged at
5,270-. Clearly, since the Company is adding substantial amounts of transmission,
distribution, and collection plant to plant in service, the number of available lots
should have increased from 1994 to 1996. If the Company had correctly increased the
number of lots, then it is possible that the application of the non-used and useful
percentages would have correctly removed these plant additions. This, however, was
not done.

Earlier you mentioned that this non-used and useful plant would be offset with an
equal amount of escrowed funds. Has the Company included these funds in rate base
to off set the non-used and useful plant?

No, it has not correctly performed this calculation. The Company's MFRs, pages 715
and 703 for water, and pages 481 and 469 for wastewater, show that the Company
assumed 100% of its advances for construction were non-used and useful. Thus,
when calculating its non-used and useful plant for Lehigh, the Company subtracted
the advances for construction. As a result, the amount of non-used and useful plant
for Lehigh increases rate base as opposed to decreasing rate base. This results
because the amount of advances for construction is greater than the non-used and

useful plant. This confirms that the Company did not correctly determine the amount
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of nonused and useful transmission, distribution, and coliection plant associated with
Lehigh.

Would you please explain how you developed the adjustment that should be made to
rate base?

Yes. These calculations are set forth on Schedule 38. First, I examined the total
amount of transmission, distribution, and collection plant on the Compan-y's‘-bobks'
for 1996. From this amount I subtracted the amount of Lehigh Corporation
constructed assets that are not used and useful. Next, I applied the Company's non-
used and useful percentage to the balance of transmission, distribution, and collection
plant to arrive at the amount of non-used and useful plant that is consistent withlthe
Company's lot count percentage. For water this produced non-used and useful plant
of $1,500,977. To this amount I added the non-used and useful assets constructed
by Lehigh Corporation which for water amounted to $1,518,540, for a total non-used
and useful amount of $3,019,517. From this amount I subtract the amount of non-

used and useful transmission and distribution lines as determined by the Company,

$1,847,422. I subtracted this amount from the total non-used and useful plant to

arrive at the amount of the adjustment that should be made to the Company's plant in
service. This amounts to $1,172,095 for water plant, The same calculations produce
an adjustment to wastewater plant of $667,015. Accumulated depreciation should be
reduced by $279,673 for water and $196,177 for wastewater. CIAC should be
reduced by $36,757 for water and $34,021 for wastewater. Accumulated amortization

of CIAC should be reduced by $2,268 for water and $2,503 for wastewater.
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Likewise, depreciation expense should be reduced by $26,454 for water and
$14,252 for wastewater.

Would you please explain the adjustments that you propose \yith respect to
Buenaventura Lakes?

Yes, the first group of adjustments are depicted on Schedule 39. These are the same
adjustments ordered by the Commission when it approved SSU's acqﬁisition of
Buenaventura Lakes by SSU. As shown on Schedule 39, water rate base should be
reduced by $29% 190 and wastewater rate base should be reduced by $930,770.
Depreciation expense should also be reduced by $2,261 and $22,173, respectively for

water and wastewater.

The second group of adjustments relate to wetlands at the Buenaventura system.
These are presented on Schedule 40. SSU's due diligence study descnbed the
wetlands as follows:

On December 31, 1983, 207.72 acres of wetland[s]

was transferred to OOU by Real Estate Corporation at

a figure of $9,230/acre. The sites were to be used as a

segment of OOU's effluent disposal system. In OOU's

1985 rate case, the cost of the land was reduced to

$4,547 per acre [due] to the nature of the related

property transaction. QOU later wrote the land cost

down (in accordance with FPSC order) to $717,854.
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Added to the land cost was $816,614 of
construction costs related to berms and piping,
bring the total wetlands cost on OOU's books
to $1,585,257. Only 39 acres of the wetland[s]
have functioned effectively as a disposal
system. The FPSC, in OOU's 1988 rate case
No. 871134-WS indicated that of the wetlands
only 15.2% [were] used and useful, allowing
$240,959 in rate base. Due diligence disclosed
the upper wetlands have not been used since
January 1989. It is recommended that the
offering price for OOU be reduced by
$1,066,933 the net book value of the upper
wetlands, and that REC should take titie to the
131 +/- wetland[s). [Response to Citizens

Document Request 168.]

non-used and useful nature of most of these wetlands. These notes state:
Reports indicate that the upper wetlands (130 acres)
have not been used since 1989. This is bound to be an

issue in the next rate case. (How long can you argue

8%

2787

Some notes obtained by OPC while reviewing SSU's acquisition files also reveal the
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that they are drying out?)
The Company's due diligence study indicated that an adjustment of $591,110 should
be made to the land account and that account 36220-3, Oxidation Lagoon should be
reduced by $628,270. This study also showed that accumulated depreciation should

be reduced by $153,141 as of December 31, 1994

In response to Citizens's interrogatory 278, the Company gave the following response
to Citizens' inquiry about the wetlands.

The investment in the wetlands at Buenaventura Lakes

is in wastewater utility plant in service. This

investment in wetlands has not increased since the

FPSC audit performed at the time of transfer.... The

wetlands are necessary as a backup to the

groundwater infiltration system placed in service. The

investment in wetlands is approximately $1.5 miliion.

[Response to Citizens Interrogatory 278.]
Unlike the determination made by SSU in its due diligence study and the Commission
in OOU's last rate case, SSU is now suggesting that the wetlands are 100% used and
useful. Ibelieve that the facts show that most of the wetlands are not used and useful

and have not been used since 1989. Accordingly, I have made an adjustment, shown

on Schedule 40, to remove this investment from SSU's rate base. As shown, plant in

service should be reduced by $1,219,380, accumulated depreciation should be
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reduced by $200,261, and depreciation expense should be reduced by $15,707.
Summary and Overall Recommendation

Please turn to the last section of your testimony. Do you have a schedule which
summarizes your recommendations and the adjustments that you propose?

Yes, I do. A summary of all of the adjustments that I propose is presented on
Schedule 41. The first column of this schedule describes each adjustment, the second
column shows the amount of each adjustment, the third column shows the net income
impact of the adjustments, <nd the fourth column shows t<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>