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‘DIRECT TESTIMONY OF JEFFREY A .  SMALL 

2 .  

1. 

rower, Su i te  N512, 400 W .  Robinson St ree t .  Orlando, F lo r ida ,  32801. 

1. By whom are you present ly  employed and i n  what capacity? 

4. I am employed by the  F lo r ida  Publ ic Service Commission as a 

Professional Accountant Speci a1 i s t  i n  the  D i  v i  s i  on o f  Audi ti ng and Safety. 

3. 

4. 

January 1994. 

Q. 

A. 

o f  South F lo r i da .  

State o f  F lo r i da  and I am a member o f  the  American and F lo r ida  I n s t i t u t e s  

o f  C e r t i  f i  ed Pub1 i c Accountants. 

Q .  

A .  Current ly ,  I am a Professional Accountant Spec ia l i s t  w i t h  the  

r e s p o n s i b i l i t i e s  o f  planning and d i r e c t i n g  the most complex i nves t i ga t f ve  

audi ts ,  inc lud ing  audi ts o f  cross-subsid izat ion issues, an t i  -compet i t ive 

behavior, and predatory p r i c i n g .  

work programs t o  meet a s p e c i f i c  aud i t  purpose and in teg ra t i ng  EDP 

appl icat ions i n t o  these programs. 

supervisor i n  the absence o f  the d i s t r i c t  o f f i c e  supervisor. 

Q.  

other regul  atory agency? 

Please s t a t e  your name and business address. 

My name i s  J e f f r e y  A.  S m a l l  and my business address i s  Hurston North 

How long have you been employed by the  Commission? 

I have been employed by the F lo r i da  Publ ic  Service Commission since 

B r i  e f l y  rev i  ew your educati onal and profess i  onal background. 

I have a Bachelor o f  Science degree i n  Accounting from the  Un ivers i ty  

I am also a C e r t i f i e d  Publ ic  Accountant l icensed i n  the  

P1 ease descr i  be your current  responsi b i  1 i t i e s .  

I also am responsible f o r  c rea t ing  aud i t  

I n  add i t ion ,  I serve as the ac t ing  

Have you presented expert testimony before t h i s  Commission o r  any 
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4. Yes. I t e s t i f i e d  i n  the Southern S t a t e s  U t i l i t i e s ,  I nc .  r a t e  case, 

locket No. 950495-WS. the t rans fer  appl i cat ion  o f  Cypress Lakes U t i  1 i t i e s ,  

I n c . ,  Docket No. 971220-WS, and the U t i l i t i e s ,  I n c .  o f  F lo r i da  r a t e  case, 

locket No. 020071-WS. 

2. 

9. 

disclosures from the s t a f f  aud i t  repor t  o f  F lo r i da  Publ ic U t i l i t i e s  

Company, Docket No. 030438-El. The aud i t  repor t  i s  f i l e d  w i t h  the  

testimony o f  Ruth Young and i s  i d e n t i f i e d  as RKY-1 .  

0. 

A .  

Q. 

A .  

revised 2004 cost  o f  c a p i t a l  schedule changed the u t i l i t y ’ s  presentat ion on 

MFR Schedule D-1A from a pro jected 12-month per iod as o f  December 31. 2004, 

t o  a pro jected 13-month average balance as o f  December 31, 2004. The 

u t i  1 i t y ’ s  pro jected average balance o f  $1,384,187 f o r  customer deposits i n  

i t s  rev ised cost  o f  c a p i t a l  schedule i s  understated by $433,545 and i t s  

corresponding cost  r a t e  i s  understated by 0.842 percent because o f  the 

f o l 1  owi ng : 

What i s  the purpose o f  your testimony today? 

The purpose o f  my testimony i s  t o  sponsor c e r t a i n  exceptions and 

Was these exceptions and disclosures prepared by you? 

Yes, I was the audi tor  i n  charge o f  these exceptions and d isc losures.  

Please review the  aud i t  exceptions you are t e s t i f y i n g  t o .  

Audi t  Exception No. 9 discusses cost o f  c a p i t a l .  The u t i l i t y ’ s  

The u t i  1 i ty ’ s  pro jected 2004 customer deposi t  balance included 

adjustments t h a t  reduce i t  by $107,000 i n  May and A p r i l  o f  the t e s t  

year.  The u t i  1 i t y  i n i  ti a1 l y  i dent i  f i  ed these reduct i  ons as payments 

f o r  a n t i c i  pated refunds o f  customer deposi t s  . We determi ned i n 

subsequent conversations w i t h  the  u t i  1 i t y  s t a f f  t h a t  the  projected 
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refunds were actual l y  an t ic ipa ted  i n t e r e s t  payments on customer 

deposits t h a t  the u t i l i t y  rou t i ne l y  posts on an annual basis i n  May 

and A p r i l  o f  each year.  

The u t i l i t y  ca lcu lated i n t e r e s t  on customer deposits using a 6 

percent r a t e  f o r  a1 1 deposi ts.  We determined i n  subsequent . -  

conversations w i t h  u t i  1 i t y  s t a f f  t h a t  approximately 32 percent o f  i t s  

customer deposits receive a 7 percent i n t e r e s t  r a t e  as required o f  

nonres ident ia l  deposits i n  Rule 25-6 .097(4) ,  F lo r ida  Admin is t ra t ive 

Code. 

The u t i  1 i t y  ca lcu lated i t s  pro jected customer deposi t  bal ance based 

on a 3 percent annual growth r a t e  appl ied t o  each o f  the p r i o r  

month ’ s endi ng bal ance 1 ess payments for ant i  c i  pated refunds t o  

customers. 

We recal  cu l  ated a pro jected 13-month average bal ance o f  $1,817,732 

and a corresponding cost  r a t e  o f  6.842 percent based on the  fo l low ing  

methodology : 

We determined t h a t  the  actual monthly growth r a t e  i s  0.424 percent or 

an average annual growth r a t e  o f  5.088 percent based on a f ive-year  

average net  growth i n  customer deposits from December 1998 through 

December 2002. We used the  monthly ending balance o f  customer 

deposi ts and ca lcu lated the  percentage change f o r  each month. 

months t h a t  the percentage change exceeded 4 percent, the previous 

12-month average percentage was supplanted t o  remove nonrecurring 

events. 

or  deposi t  refunds and the  per iod ic  review o f  customer payment 

I n  

Such events i nc l  uded 1 arge one- ti me nonresi dent i  a1 deposi t s  

- 3  - 
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records t h a t  t he  u t i l i t y  performed t o  assess add i t  

customers w i t h  poor payment h i s t o r i e s  . 

The above monthly growth r a t e  o f  0.424 percent was 

onal deposits on 

then applied t o  

the  end1 ng December 2002 customer deposi t bal ance 

projected January 2003 and each subsequent projected month’s. bal ance 

through the  end o f  t he  projected per iod  as o f  December 31, 2004. We 

cal  CUI ated a p ro jec ted  13-month average bal ance o f  $1,817,732 as o f  

December 31, 2004, f o r  u t i l i t y  customer deposits. We d i d  no t  include 

the  u t i  1 i t y  ’ s  adjustment f o r  a n t i  c i  pated payments t o  customers 

because customer refunds are already accounted f o r  i n  the  ne t  monthly 

growth r a t e  ca lcu la ted  above. 

We also ca lcu la ted  a projected $124,361 t o t a l  i n t e r e s t  cost  for t he  

13-month per iod ended December 31, 2004, based on: approximately 68 

percent o f  customer deposits earn 6 percent i n t e r e s t  and 

approximately 32 percent o f  customer deposits earn 7 percent 

i n t e r e s t  , 

The above i n t e r e s t  cos t  o f  $124.361 which is ca lcu la ted  on the  

ca lcu l  a te  

average customer deposit ba l  ance o f  $1,817,732 generates an e f f e c t i  ve 

i n t e r e s t  cos t  r a t e  o f  6.842 percent on customer deposits f o r  the projected 

per iod  2004. 

repo r t .  

I included a revised cos t  o f  cap i ta l  schedule i n  the aud i t  

Aud i t  Exception No. 19 discusses taxes other than income (TOTI).  The 

u t i l i t y ’ s  projected 12-month per iod  ended December 31, 2004 TOTI balance i s  

understated by $85,617 based on the fo l low ing  aud i t  s t a f f  determinations. 

The company rea l  located $13,280 o f  property taxes t o  the  e l e c t r i c  
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d iv is ions  from the water d i v i s i o n  based on an analysis o f  the remaining 

l i f e  values f o r  a l l  personal property located w i t h i n  Nassau County. This 

increase f o r  Nassau County property taxes i n  2002 i s  no t  needed because the  

inle have determined t h a t  the  o r i g i  nal a1 l o c a t i  on methodology. which was 

based on the  spec i f i c  tax ing  d i s t r i c t s  w i t h i n  Nassau County, was .a b e t t e r  

i ndi ca tor  o f  the el e c t r i  c di v i  s i  ons ‘ p o r t i  on o f  property tax  ob1 i g a t i  ons 

ra ther  then the u t i l i t y ’ s  method. The pro jected 2004 TOTI bal ance includes 

an adjustment o f  $13,794, which i s  the  h i s t o r i c a l  2002 adjustment o f  

$13,280 times a p ro jec t i on  fac to r  o f  103.9 percent. The $13,794 balance 

should be removed from pro jected 2004, 

The u t i l i t y ’ s  pro jected balance o f  $150,074 f o r  payro l l  taxes i s  

understated by $99,411, based on our review o f  the  u t i l i t y ’ s  h i s t o r i c a l  

2002 payro l l  and several u t i  1 i ty  e r ro rs  i n  i t s  MFR f i  1 i ng . F i  r s t ,  The 

u t i l i t y ‘ s  f i l i n g  d i d  no t  inc lude pay ro l l  taxes f o r  a l loca ted  common 

sa la r ies  from corporate operations or the rea l  l oca t i on  o f  sa la r ies  

associ ated w i t h  i t s  discontinued operat ions.  Second, the u t i  1 i ty  ’ s  

automated pay ro l l  system over accrued pay ro l l  taxes f o r  cap i ta l i zed  

sa la r ies  t h a t  resul ted i n  c r e d i t  balances f o r  FUTA and SUTA taxes f o r  the  

f i l i n g .  Thi rd ,  the u t i l i t y  pro jected 2004 FUTA and SUTA taxes i n  i t s  

f i l i n g  using the h i s t o r i c a l  2002 balance times a p ro jec t i on  fac to r  o f  106.1 

percent. These payro l l  taxes are l i m i t e d  t o  the f irst $7,000 o f  an 

employee’s salary.  We be l ieve  t h a t  there i s  no rea l  growth i n  the number 

o f  u t i l i t y  employees from 2002 through 2004 and t h a t  the 2002 balance 

should be used f o r  the projected 2004 per iod.  The aud i t  repor t  shows a 

de ta i l ed  reca lcu la t ion .  
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Audi t  Exception No. 20 discusses deferred income t a x  expense. The 

J t i  1 i t y ’ s  f i l i n g  r e f l e c t s  deferred income t a x  balances. Included i n  the  

:a lcu la t ion  o f  the deferred tax  balances were balances f o r  excess t a x  

3epreci a t i  on.  The u t i  1 i t y  provided the  fo7 1 owing response about the excess 

jepreci  a t i  on bal ances : 

The 2003 and 2004 p r o j e c t e d  balances f o r  excess tax  

depreciat ion were determined using a 3 percent increase f o r  

each year, w i t h  2002 being the  base year. The o r i g i n a l  2002 

excess depreciat ion amount was ($256,960). In the  f i n a l  

review, we discovered t h a t  t h i s  number was inco r rec t .  The 

co r rec t  2002 excess tax  depreci a t i o n  amount i s  $261,144. 

appears t h a t  t h e  consultants f a i l e d  t o  use the  2002 updated 

amount as the  basis f o r  the 2003 and 2004 projected balances. 

We be l ieve  t h a t  the u t i l i t y ’ s  projected 2003 and 2004 deferred tax 

It 

bal ances are understated by $200,812 and $206,649. respec t ive ly  , because o f  

the  i n c o r r e c t  projected bal ances f o r  excess t a x  depreci a t i on .  The cor rec t  

deferred t a x  balances are ($49,986) and $122,981 f o r  2003 and 2004, 

respec t ive ly  . Addi t i o n a l  l y  , t h i  s adjustment w i  11 requi r e  a correspondi ng 

adjustment t o  the u t i l i t y ’ s  current and deferred income t a x  balances o f  

$76,693 and ($190,238) for projected 2003 and 2004, respec t ive ly .  The 

co r rec t  cur ren t  and deferred income t a x  balances are $277,505 and $16.411 

f o r  2003 and 2004, respec t ive ly .  

aud i t  work papers t h a t  detai  1 these adjustments. 

Q .  

A .  

I have attached as Exh ib i t  JAS-1, c e r t a i n  

Please review the aud-i t disclosures you are t e s t i  f y i  ng t o .  

Aud i t  Disclosure No. 5 discusses short- term debt. On A p r i l  23, 2003, 

- 6 -  
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;he company executed an agreement w i t h  Bank o f  America, N.A .  for a 

;12,000,000 secured line o f  credit t h a t  replaced an expiring unsecured line 

if credit. The u t i l i ty ’s  short-term debt i n  the f i l i n g  represented a 

l e d  i n i  ng short-term debt balance t h a t  i s  completely eliminated by December 

31. 2004. The new line of credit includes provisions t h a t  require the 

j t i  1 i t y  t o  pledge i t s  accounts- receivable and envi ronmental funds as 

Zollateral and agree t o  increase i t s  equity ratio. The cost o f  the loan 

includes an interest rate o f  90 basis points above the LIBOR rate and 

a n n u a l  fees based on the company’s outstanding balance and unused balance. 

Audit  Disclosure No. 6 discusses cost o f  capital. The u t i l i t y ’ s  

x i g i n a l  and revised cost o f  c a p i t a l  presentations for the projected period 

2004 were prepared on a t o t a l  company basis t h a t  includes regulated and 

non-regul ated operati ons . The schedul es i ncl ude jurisdictional factors of 

33 and 34 percent t h a t  are applied t o  the  company’s common debt and equity 

components t o  cal cul ate the regul ated operati oris capital structure. The 

jurisdictional factors are calculated as a ratio of the electric d iv is ion  

rate base reduced by the direct components o f  the electric d iv is ion’s  

cap i t a l  structure divided by the to ta l  company’s debt and equity component 

ba l  ances . Commi ssi on Order No. PSC-94-0170-FOF-€I, i ssued February 10 ,  

1994. i n  Docket No. 930400-EI, required t h a t  non-regulated investments 

shall be removed directly from equity ra ther  than proportionately from debt 

and equity. The company’s original and revised cost of capital 

presentations do not comply w i t h  the above-menti oned Order because the 

jurisdictional factors are applied t o  both the debt and equity components 

o f  the company’s c a p i t a l  structure. 

- 7 -  
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Audit Disclosure No. 15 discusses the State Unemp 

tax rate. The ut i l i ty ’s  SUTA tax  rate for the historic 

ended December 31, 2002.  was 0.57 percent. T h e  uti 1 i t y  

oyment t a x  (SUTA) 

12-month period 

s projected 2003 

and 2004 payroll taxes were determined by applying projection f a c t o r s  of 

1.03 percent and 1 .06  percent, respectively, t o  the historic 2002 p-ayroll 

t a x  balance. The utility recelved notification from the Florida Department 

o f  Revenue t h a t  i t s  SUTA t a x  rate has been increased t o  1 . 4 7  percent 

beginning January 1, 2004. In Exception No. 20,  we recalculated the 

u t i l i t y ’ s  SUTA payroll t a x  as $7,541 based on review o f  t h e  ut i l i ty ’s  

historic 2002 payroll salaries. 

and 2004 projection factors  because we determined tha t  the SUTA and FUTA 

taxes are based on the f i r s t  $7,000 o f  an employee’s income and t h a t  the 

number o f  u t i l i t y  employees does not  significantly change during the 

projected periods. The h i s t o r i c  year 2002 SUTA t a x  of $7,541 referenced 

above restated i n  terms of the new 2004 SUTA t a x  rate would be $19,448. 

Q .  Does this conclude your testimony? 

A. Yes, i t  does. 

In our adjustment we d id  not use the 2003 

- 8 -  
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