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PROCEEDINGS
(Transcript continues in sequence from
Volume 9.)
CHAIRMAN GRAHAM: Okay. I've got 35 after.
MR. SAYLER: Mr. Chairman, on behalf of the
Office of Public Counsel, would it be possible for
the remainder of our witnesses to be excused,
Ms. Donna Ramas and Dr. Woolridge?
CHATRMAN GRAHAM: Is there any objection to
excusing the rest of OPC's witnesses? Staff?
MS. KLANCKE: No objection.
CHATRMAN GRAHAM: Okay.
MR. SAYLER: Thank you, Mr. Chairman.
MAJOR THOMPSON: Mr. Chairman, also, with
Mr. Gorman, I would like to get him excused.
CHAIRMAN GRAHAM: One more time.
MAJOR THOMPSON: Mr. Gorman, I would like to
get him excused.
CHAIRMAN GRAHAM: Sure.
MAJOR THOMPSON: Proceed?
CHAIRMAN GRAHAM: Yes.
Thereupon,
GREG R. MEYER
was called as a witness and, having been first duly

sworn, was examined and testified as follows:

ACCURATE STENOTYPE REPORTERS, INC.
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DIRECT EXAMINATION
BY MAJOR THOMPSON:
Q. Can you state your name and business address?
A, Greg Meyer. My business address is 16690

Swingley Ridge Road, Chesterfield, Missouri, 63017.

Q. And your occupation?

A. I'm a senior consultant for Brubaker &
Associates.

Q. Did you file direct testimony in this hearing?

A. Yes, I did.

Q. Do you have any changes or corrections?
A. No, I do not.
Q. If you were asked the same questions today,

would your answers be the same?
A. Yes, they would.

MAJOR THOMPSON: Mr. Chairman, I would like to
insert Mr. Meyer's prefiled testimony into the
record.

CHAIRMAN GRAHAM: We will enter Mr. Meyer's
prefiled direct testimony into the record as though

read.

ACCURATE STENOTYPE REPORTERS, INC.
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Page 1

BEFORE THE

FLORIDA PUBLIC SERVICE COMMISSION

In Re: Petition for Increase in Docket No. 110138-El

Rates by Gulf Power Company

e s g

Direct Testimony of Greg R. Meyer

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
Greg R. Meyer. My business address is 16690 Swingley Ridge Road, Suite 140,

Chesterfield, MO 63017.

WHAT IS YOUR OCCUPATION?
| am a Senior Consuitant in the field of public utility regulation with the firm of

Brubaker & Associates, Inc., energy, economic and regulatory consultants.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
EXPERIENCE.

This information is included in Appendix A to my testimony.

ON WHOSE BEHALF ARE YOU APPEARING IN THIS PROCEEDING?

| am appearing in this proceeding on behalf of the Federal Executive Agencies
(“FEA"). The FEA purchases substantial amounts of electricity from Gulf Power
Company (“Gulf” or “Company”) and the outcome of this proceeding will have an

impact on their cost of electricity.

BRUBAKER & ASSOCIATES, INC.
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Direct Testimony of Greg R. Meyer
FPSC Docket No. 110138-El
Page 2

introduction

WHAT AMOUNT OF INCREASE HAS GULF REQUESTED?

The overall increase requested by Guif is $93.5 million in base revenues.

PLEASE IDENTIFY THE WITNESSES PRESENTING TESTIMONY ON

BEHALF OF THE FEA AND BRIEFLY DESCRIBE THE AREAS THAT EACH

WILL ADDRESS.

The following witnesses will present testimony on behalf of the FEA:
» Mr. Michael Gorman will present testimony on cost of capital.

» Mr. David Stowe will present testimony on class cost of service.

» My testimony will address various revenue requirement issues.

DO YOU BELIEVE THAT GULF HAS JUSTIFIED THE PROPOSED OVERALL

INCREASE OF $93.5 MILLION?
No. Based on my testimony and the testimony of Mr. Gorman, | believe that

Gulfs claimed revenue requirement and revenue increase are significantly

overstated.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
| am providing testimony regarding several adjustments to Gulfs revenue
requirement. | am proposing:

1. An adjustment to increase Guif's Sales for Resale revenues;

2. An adjustment to Guifs amortization expense for the replacement of

AMI| meters;

BRUBAKER & ASSOCIATES, INC.
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Direct Testimony of Greg R. Meyer
FPSC Docket No. 110138-El
Page 3
3. An adjustment to Gulfs labor expense to reflect actual employee
levels as of June 30, 2011;
4. The disallowance of Gulf's Supplemental Pension expense;
5. An adjustment to Gulf's annual storm recovery allowance;
6. An adjustment to disallow Gulf's proposed adjustment for land held for
future use; and
7. The disallowance of the rate base component of Guif's rate case
expense.

In addition to the adjustments described above, | will discuss a problem
with the beginning book number Guif used in its cése for accumulated deferred
income taxes.

| have prepared a table which lists each (va the revenue requirement
adjustments the FEA is proposing in Guifs filed case, and the value of each

adjustment. Following Table 1 is a short description of the adjustments.

BRUBAKER & ASSOCIATES, INC.

1745



10

11

12

13

14
15
16
17
18
19
20
21
22
23

24

Direct Testimony of Greg R. Meyer
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TABLE 1

Revenue Requirement Adjustments

Value

Description ($000)

1. Return on Equity $19,875
2. Gulif's Capital Structure 1,828
3. Sales for Resale 1,825
4. AMI Amortization 1,299
5. Labor Expense 5,065
6. Supplemental Pension Expense 1,744
7. Storm Recovery Allowance 1,764
8. Land Held for Future Use 2,240
9. Rate Case Expense 205
Total Reduction $35,845

1. Return on Equity — Mr. Gorman is proposing a 9.75% return

compared to Gulf's requested 11.7% return on equity

on equity as

2. Capital Structure — Mr. Gorman is proposing to adjust Gulfs capital structure

to include the proper amount of accumulated deferred income taxes.

3. Sales for Resale — | am proposing to increase revenues from Sales for

Resale to reflect a normalized level of revenues.

4. AMI Amortization ~ | am proposing to amortize the meters being replaced with

AMI meters over the expected life of the new meters.

5. Labor Expense — | am proposing to adjust Gulf's labor expense to reflect

actual employees at June 30, 2011.

BRUBAKER & ASSOCIATES, INC.
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Direct Testimony of Greg R. Meyer
FPSC Docket No. 110138-El
Page 5
6. Supplemental Pension Expense — | am proposing to disallow all expenses
associated with Guif's Supplemental Pension expense.
7. Storm Recovery Allowance — | am proposing that the proper level of the
annual storm recovery allowance should be no more than $5.0 million.
8. Land Held for Future Use — | am proposing to disallow rate base treatment for
Gulf's proposed adjustment of $27.7 million to land held for future use.
9. Rate Case Expense — | am broposing to disallow the rate base component for
the unrecovered rate case expense.
The fact that | do not address a specific revenue requirement issue
shouid not be interpreted as approval or acceptance by the FEA of any position

taken by Gulf unless | state otherwise.

Sales for Resale

WHAT LEVELS OF SALES FOR RESALE REVENUES DID GULF PROPOSE
TO INCLUDE IN ITS COST OF SERVICE?
Gulf has proposed to include $16.3 million of Sales for Resale margin revenues

for the projected test year ending December 31, 2012.

WHAT IS THE TOTAL REVENUE LEVEL THAT PRODUCED THE $16.3

MILLION MARGIN PROJECTION FOR 20127
For 2012, the total Sales for Resale revenues projected by Guif to produce $16.3

million of margin revenues was $188.3 million.

BRUBAKER & ASSOCIATES, INC.
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FPSC Docket No. 110138-El
Page 6

PLEASE RECONCILE THE TOTAL SALES REVENUES OF $188.3 MILLION

TO THE $16.3 MARGIN REVENUES PROPOSED BY GULF.
Gulf made four adjustments to the total revenues of $188.3 to derive the $16.3
million of margin revenues. | have listed the four adjustments below and have
calculated how the $16.3 million was derived in Table 2.
a. Gulf deducted $106.1 million of Sales for Resale revenues to reflect
the fuel expense needed to make those sales;
b. Gulf deducted $0.3 million of Purchase Power Capacity Costs
(“PPCC");
c. Gulf deducted $5.9 million of revenues because those revenues are
related to Guif's Environmental Cost Recovery Clause (“ECRC”); and
d. Gulf deducted $59.7 million related to Unit Power Sales (“UPS") from

the Scherer plant.

TABLE 2
Reconciliation of Gulf's
2012 Sales for Resale Revenues
Amount
Description ($/Millions)

2012 Budgeted Sales for Resale Revenues $188.3
Less:

Fuel 106.1

PPCC 0.3

ECRC 5.9

UPS 59.7
Margin Revenues $ 16.3

BRUBAKER & ASSOCIATES, INC.
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Page 7

DID GULF PROJECT WHAT THE LEVEL OF MARGIN REVENUES WOULD
BE FOR 20117

Yes. Gulf projected that in 2011 there would be $16.3 million margin revenues

from total Sales for Resale revenues of $190.4 million.

DO YOU BELIEVE THE LEVEL OF MARGIN REVENUES PROPOSED BY
GULF FOR 2012 IS REASONABLE?

No. | believe the level of margin revenues proposed by Gulf is too low.

WHAT IS THE BASIS FOR YOUR ARGUMENT?
Based on the level of total revenues from Sales for Resale for calendar years
2006-2010, and current 12-months data for March and June 2011, | contend the
level of margin revenues proposed by Gulf for 2012 is low.

| have based this conclusion on my analysis of total revenues from Sales
for Resale. | have submitted discovery to determine the proper adjustments to
total revenues to derive margin revenues, but have not received the information
from Gulf. However, based on analysis of the historical revenue levels, it is

apparent that Gulf has understated Sales for Resale margin revenues.
WHAT LEVEL OF SALES FOR RESALE REVENUES HAS GULF RECORDED

IN THE PAST?

For calendar years 2006-2010, the Sales for Resale revenues were:

BRUBAKER & ASSOCIATES, INC.
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Page 8
TABLE 3
Historic Levels of
Sales for Resale Revenues
Amount

Year ($000)
2006 $205,239
2007 196, 691
2008 199,910
2009 130,368
2010 219,300

YOU ALSO MENTIONED THAT YOU HAD CURRENT INFORMATION FOR
2011. COULD YOU PROVIDE THAT INFORMATION?
Yes. The level of Sales for Resale revenues for the 12 months ended March 31,
2011 and June 30, 2011 are $217.2 million and $211.0 million, respectively.
These current levels of revenues are significantly greater than what Gulf
projected for 2011 ($190.4 million) and 2012 ($188.3 million). Fﬁrthermore, the
budgeted level of revenues for 2011 and 2012 listed above are significantly less
than the annual revenues Gulf has recorded as depicted in Table 3.

Based on this analysis, it is clear that Gulf has understated the margin

revenues for 2012.

WHAT ADJUSTMENT ARE YOU PROPOSING FOR SALES FOR RESALE

MARGIN REVENUES?

| am proposing to increase margin revenues by approximately $1.9 million.

BRUBAKER & ASSOCIATES, INC.
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HOW DID YOU CALCULATE THE $1.9 MILLION ADJUSTMENT?
To derive the $1.9 million adjustment, | calculated what the percentage of margin
revenues were from Gulfs budgeted 2011 and 2012 Sales for Resale totals. |
found that on average, 8.6% of total revenues are margin revenues. | applied the
8.6% to the total revenues recorded by Gulif for the 12 months ended June 30,
2011 ($211.0 million). This produced estimated total company margin revenues
of $18.1 million. Subtracting the $16.3 million total company margin revenues

proposed by Gulf from the $18.1 million, produces a total company $1.9 million

adjustment.

DO YOU HAVE ANY FURTHER COMMENTS ON THIS ISSUE?
Yes. It is my understanding that certain parties may propose that the revenues
of $5.9 million recorded in the ECRC be included in Gulfs base rates in an
upcoming ECRC proceeding (Docket No. 110007-El). If the Commission agrees
with this position, then my proposed margin adjustment should be increased to
$7.8 million on a total company basis.

As | noted earlier, | have submitted discovery to determine the historic
margin revenues Gulf has collected. If the responses to this discovery changes

my adjustment, | will update it.

Advanced Metering Infrastructure (“AMI”) Amortization

Q

A

HAS GULF PROPOSED AN ADJUSTMENT RELATED TO AMI?
Yes. Guif has accelerated the implementation schedule related to AMI meters.
As a result, Gulf is proposing to amortize over a four-year period the unrecovered

net investment of approximately $7.1 million on a total company basis.

BRUBAKER & ASSOCIATES, INC.
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DO YOU AGREE WITH GULF'S PROPOSAL TO AMORTIZE THE

UNRECOVERED NET INVESTMENT OF APPROXIMATELY $7.1 MILLION
OVER FOUR YEARS?

No, | do not for two reasons. First, the proposal to amortize the unrecovered net

investment over four years results in the uneconomical replacement of these

meters for ratepayers. Second, the four-year amortization period is too short.

For these reasons, | propose that Gulf's proposal be rejected.

PLEASE EXPLAIN YOUR BELIEF THAT THE REPLACEMENT OF THESE
AMI METERS IS UNECONOMICAL TO GULF RATEPAYERS.

Gulf identified in its direct testimony projected savings from the AMI project.
Specifically, Gulf stated that there would be savings from reduced full-time
employees needed previously to read meters, a reduction in transportation costs
for meter reading activities and an estimated increase in revenues related to
improved meter accuracy. In the following table, | have listed the activity and

estimated savings proposed by Gulf for the installation of AMI meters.

TABLE 4
Gulf's Savings from AMI Meters
Description Savings
Reduced Labor Force (18 FTE’s) $ 466,963
Reduced Transportation Costs 235,000
Increased Revenues 575,000
Total Savings $1,276,963

BRUBAKER & ASSOCIATES, INC.
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However, those cost savings are depleted when one recognizes the
increase in expense for the four-year amortization of the unrecovered net
investment of $1,772,000 ($7,088,000 + 4). When matching the $1,772,000
against the savings of $1,276,963, ratepayers are being asked to pay in rates an
additional $495,037 for the installation of AMI meters. This increased cost does

not even include the return “on” and “of’ the new AMI meters. Clearly, this

proposal by Guilf is an uneconomical choice for Gulf's ratepayers.

PLEASE DESCRIBE YOUR CONCERNS WHY THIS FOUR-YEAR
AMORTIZATION IS TOO SHORT.

| have previously discussed that the proposal by Gulf is an uneconomical choice
for ratepayers. The main reason for that is Gulfs proposal to amortize the
unrecovered investment of $7.1 million over four years.

In its direct testimony, Gulf proposes that the new AMI meters should be
depreciated over 15 years. Using a mass property accounting approach, the
unrecovered investment in the old meters would be collected over the remaining
life of the meters currently installed. In this case, that would be the new AMI

meters.

PLEASE DESCRIBE YOUR PROPOSED ADJUSTMENT.
I would propose that unrecovered investment be amortized over 15 years
consistent with the life of the new AMI meters. This adjustment reduces Gulfs

revenue requirement by $1.3 million.

BRUBAKER & ASSOCIATES, INC.
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Labor Expense

Q
A

DID GULF ANNUALIZE PAYROLL EXPENSE FOR 20127

Yes. Gulf annualized payroll and fringe benefits for 2012. Gulf has projected‘

that total company payroll and fringe benefits will be approximately $150.9

million.

DO YOU BELIEVE GULF'S ANNUALIZED PAYROLL SHOULD BE
ADJUSTED?
Yes. | believe Gulfs annualized payroll (including benefits) should be reduced by

approximately $5.2 million.

WHAT LEVEL OF EMPLOYEES IS GULF'S PROPOSED TOTAL PAYROLL
BASED ON?

The total number of employees budgeted for 2012 is 1,489. This is an increase
of 159 employees since the end of 2010 when Gulf had 1,330 employees. The
increase of 159 employees is broken down in Mr. McMillan’s testimony,
Schedule 20. | have provided a summary of the increase in employees by

function below.

TABLE 5
Analysis of Increased Employees
Number of
Function Employees
Recovery Clauses 31
Capital / Construction 42
Operation and Maintenance (“O&M”) _86
Total 159

BRUBAKER & ASSOCIATES, INC.
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Therefore, Gulf is projecting to increase its employee levels by 12% from

the end of 2010 to 2012.

WHAT IS GULF’S HISTORY WHEN COMPARING BUDGETED EMPLOYEES
TO ACTUAL EMPLOYEES?

Gulf has historically operated with fewer employees than budgeted. | have
included a table below which compares actual versus budgeted employees for

the years 2004-2010.

TABLE 6
Gulf's Budgeted Employees vs. Actuali Employees
Year Actual Budget Variance
2004 1,340 1,355 15
2005 1,338 1,413 75
2006 1,322 1,426 104
2007 1,341 1,415 74
2008 1,339 1,412 73
2009 1,365 1,443 78
2010 1,330 1,442 112
2011 — 1,489
2012 — 1,489

As can be seen from the table above, Gulf has continuously

over-budgeted employees, and many times by a substantial amount.

BRUBAKER & ASSOCIATES, INC.
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IN GULF’'S LAST RATE CASE, WHAT LEVEL OF EMPLOYEES WERE
INCLUDED IN GULF'S CASE?

In the last rate case, Gulf requested a total of 1,367 full-time equivalents

(“FTEs”). Guif has indicated that the Commission did not disallow any positions.

Referring back to Table 6 above, it should be noted that since Gulf's last rate

case, Gulf has not operated at 1,367 employees for any year.

YOU STATED EARLIER THAT AT THE END OF DECEMBER 2010, GULF
EMPLOYED 1,330 EMPLOYEES. DO YOU HAVE ANY MORE CURRENT
EMPLOYEE LEVELS?

Yes. Atthe end of March 31, 2011, Guif employed 1,334 employees. At the end

of June 30, 2011, Guif employed 1,365 employees.

PLEASE DESCRIBE HOW YOU CALCULATED YOUR PROPOSED $5.2
MILLION LABOR ADJUSTMENT?

| believe Gulfs annualized payroll expense should be based on Gulfs latest
known level of employees. As discussed previously, Gulf has consistently
over-budgeted employee Ievéls. Therefore, | propose that Gulf's annualized
payroll be based on 1,365 employees, which is the level of employees at

June 30, 2011.

HOW DID YOU DETERMINE THE BREAKDOWN OF THE EMPLOYEES
BETWEEN CAPITAL, RECOVERY CLAUSES AND C&M?
| assumed all growth from December 31, 2010 (1,330 employees) to June 30,

2011 (1,365 employees) was employees that would be assigned to the O&M

BRUBAKER & ASSOCIATES, INC.
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function. Therefore, my adjustment takes the 86 employees who were budgeted
increases from December 31, 2010 and reduces that level by 35 employees.
The estimated 51 unfiled O&M employees at June 30, 2011 was muitiplied by

Guif's 2012 average employee budgeted wage and benefit level. This calculation

derives my proposed labor adjustment of $5.2 million.

Supplemental Pension Expense

DID GULF INCLUDE IN ITS COST OF SERVICE AMOUNTS FOR
SUPPLEMENTAL PENSION EXPENSE?

Yes. In Gulfs Minimum Filing Requirements, Schedule C-35, page 1 of 2,
line 12, Gulf has included $1,780,000 of Supplemental Pension expense in its

cost of service.

DO YOU AGREE THAT THE EXPENSE SHOULD BE INCLUDED IN GULF’S

COST OF SERVICE?
No. | believe the approximately $1.8 million should be disallowed for determining

Gulf's revenue requirement.

WHAT IS YOUR UNDERSTANDING OF SUPPLEMENTAL PENSION
EXPENSE?

Supplemental Pension expense is additional pension benefits usually offered to
certain executives of the utility beyond what is offered in the pension plan to all

employees.

BRUBAKER & ASSOCIATES, INC.
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WHY ARE YOU PROPOSING TO DISALLOW THE EXPENSE?
| believe the regular pension plan offered to all employees should be sufficient for
the executives of Gulf. Executives are paid many times more than the average
employee of the utility. The executive's pension plan provides substantially
greater benefits than the average employee. The amount of pension benefits
offered to executives should be sufficient for ratepayers to fund. Any

supplemental pension expense, if deemed necessary, should be paid for by the

shareholders of Gulf.

DO YOU HAVE ANY FURTHER COMMENTS REGARDING THIS ISSUE?
Yes. There is a possibility that even the IRS may not allow the recognition of
supplemental pension expense for tax purposes. In addition, | am aware of one
utility that has no plans to continue their plan in the future.

| have submitted discovery fo address this issue, but | do not believe
Guifs ratepayers should pay in rates the costé of Supplemental Pension
expenses for Gulf executives. Therefore, | propose to disallow the approximate

$1.8 million from Gulf's cost of service.

Storm Recovery Allowance

Q

WHAT EXPENSE ACCRUAL HAS GULF PROPOSED FOR- PROPERTY
DAMAGES IN THE RATE CASE?
Gulf has proposed an annual accrual of $6.8 million for property damages

resulting from storms.

BRUBAKER & ASSOCIATES, INC.
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WHAT EXPENSE ACCRUAL IS CURRENTLY APPROVED IN GULF'S

RATES?

Gulf currently accrues $3.5 million.

DO YOU AGREE WITH THE $6.8 MILLION AS AN ANNUAL ACCRUAL?
No. | believe the $6.8 million accrual is excessive. | propose that if the
Commission decides to increase the annual accrual, the annual accrual be

increased to no more than $5.0 million per year.

WHAT IS THE BASIS FOR YOUR RECOMMENDATION OF A LIMIT OF $5.0
MILLION ACCRUAL PER YEAR?

Gulf witness Constance J. Erickson testified on page 29 of her direct testimony
that escalating the $3.5 million annual expense allowed in Guif’s last rate case by
the CPI and accounting for customer growth would create an approximate $5.0
million accrual currently. | believe that no more than $5.0 million is an
appropriate level for the annual accrual for this case. The increase in the accrual
would recognize an increase in storm recovery costs over that level of expense

approved by this Commission in Gulf's last rate case.

DID YOU REVIEW GULF'S 2011 HURRICANE LOSS AND RESERVE
PERFORMANCE ANALYSIS (“STORM STUDY”)?

Yes, | did.
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DO YOU HAVE ANY COMMENTS AS A RESULT OF THAT REVIEW?
Yes. The Storm Study focuses on the resuits on a storm reserve from the
funding level for property damages that was established in the last case of $3.5
million. | found some of the results from that analysis noteworthy. First, let me
clarify that | am proposing to increase the annual accrual from $3.5 million to no

more than $5.0 million.

The results of the Storm Study provide some helpful information for
determining what level of annual funding should be used in this rate case.
Figure 5-1 of the Storm Study shows that if a storm occurred every year for five
years at an annual expected loss of $6.8 million, Gulf would still have a reserve
of approximately $11 million. In addition, if no storms occurred in the five-year
period, the reserve balance would grow to approximately $51 million.

Figure 5-1 also revealed that there was an 89% probability that the fund
balance would be greater than $25 million after five years. The $25 million level
is within the current target level approved by the Commission.

Similarly, Figure 5-1 ideﬁtiﬁed that there is a 29% chance the storm
reserve balance will be negative at the end of five years. Although it may be
argued that a 29% probability is very high, one must remember that the Florida
Commission has authorized ratepayer surcharges when storm costs have
exceeded what was in the storm reserve. This proactive action by the Florida
Commission cannot be ignored and must be considered when establishing a
proper annual accrual.

It is not my intention to suggest that prudently incurred storm damage
expenses should not be recovered from Gulfs ratepayers. | am proposing an

annual accrual of no more than $5.0 million for purposes of this rate case.
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WHAT WOULD BE THE RESULTS AS OUTLINED ON FIGURE 5-1 FROM AN
ANNUAL ACCRUAL OF $5.0 MILLION?

| have submitted discovery to obtain those results, but | have not received the

responses at the time | drafted this testimony. However, | do have some

preliminary observations of the results if $5.0 million were the annual accrual

amount.

First, the storm reserve would be substantially greater ($19 million) than
the approximate $11 million on Figure 5-1 if Gulf experienced a storm every year
for the five-year period.

Second, the storm reserve would aiso be substantially greater ($59
million) than the approximate $51 million on Figure 5-1 if Gulf experiences no
storms over the five-year period.

~ In addition, the percentage of likelihood that the storm reserve would be
greater than $25 million will exceed 90%. Finally, the percentage of likelihood
that the storm reserve will be less than zero will be less than 29%.

In summary, with an accrual of $5.0 million, all of the metrics reported on

Figure 5-1 will most likely irhprove significantly from those listed with an annual

accrual funding of $3.5 million.

PAGE 31 OF GULF WITNESS ERICKSON’S DIRECT TESTIMONY LISTS
THREE PARTS WHICH CONSIST OF A FRAMEWORK FOR STORM
RESTORATION COSTS. HOW ARE THESE PARTS AFFECTED WITH YOUR
PROPOSED $5.0 MILLION ANNUAL FUNDING LEVEL CAP?

1 will first list the three parts as described by Gulf.
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a. An annual property damage accrual adjusted over time as
circumstances change;
b. A reserve adequéte to accommodate most but not all storm years;
and
c. A provision for utilities to seek recovery of costs that exceed the
reserve.

In response to part ‘a’, | believe | have acknowledged that the storm
accrual shouid change and | am recommending that the annual accrual be
increased from $3.5 million to no more than $5.0 million.

In response to part ‘b, | believe that the reserves | have estimated are
substantially greater than the ones listed in Figure 5-1. This part of the
framework is the one which will be the most debated among the parties in this
case. What level of ratepayer funds should be in a reserve account held by Gulf
to fund future storms? | have testified earlier that at an annual accrual of $5.0
million, there will be a greater than 90% chance the reserve will be over $25
million. In these economic times, the storm reserve should be maintained at
what the Commission feels is a reasonable level. Some parties may argue that
because the Commission has allowed surcharges in the past, no reserve amount
should be maintained. Gulf witness Erickson has testified that the Commission
has previously found that a target reserve between $25.1 million to $36 million is
reasqnable. With an annual accrual of $5.0 million, | believe this standard will be
achieved. However, if the reserve is depleted, part ‘c’ of the framework applies.

In part ‘c’, the utility is allowed to seek recovery of costs which exceed the

reserve. As | stated earlier, | am not advocating that the utility be required to

BRUBAKER & ASSOCIATES, INC.

1762



10

11

12

13

14

16

16

17

18
19
20
21
22
23
24

25

Direct Testimony of Greg R. Meyer
FPSC Docket No. 110138-El
Page 21

absorb storm costs. To the extent the Commission continues to support this

position, the necessity to have large reserves is diminished.

PLEASE SUMMARIZE YOUR POSITION REGARDING THIS ISSUE.

| am recommending that Gulf's proposed $6.8 annual accrual for storm recovery
éosts be reduced to no more than $5.0 million. | have demonstrated that the
storm reserves will be adequately funded. | have discussed how the $5.0 million
will satisfy the three parts of the framework the Commission adopted. Finally, if
the $5.0 million is not sufficient, the Commission has an established procedure to

allow the utility to recover its costs.

Land Held for Future Use

Q

IS GULF PROPOSING AN ADJUSTMENT TO ITS RATE BASE FOR LAND
HELD FOR FUTURE USE?

Yes. Guif is proposing to increase its rate base by $27,687,000 for land
purchased for the potential future construction of a nuclear generating station. It
shouid be noted that Gulf admits that it will not need new additional generation

until 2022.

WHICH GULF WITNESSES ADDRESSED THIS ISSUE?

Gulf witnesses Richard J. McMillan and Michael L. Burroughs filed direct

testimony addressing this issue.
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DO YOU AGREE WITH GULF'S PROPOSAL TO INCLUDE THESE COSTS IN
RATE BASE?
No, | do not. Gulf witness McMillan testifies on page 6 of his direct testimony that
the carrying charges on this investment cease once the site selection costs are
placed in rate base. Mr. McMillan references Florida Statute 366.93 as the
source for his statement. | have reviewed Florida Statute 366.93 and would
argue that Gulf has not obtained the necessary approvals to include this land in
rate base. The portion of Florida Statues which | relied on states the following:
“(3) After a petition for determination of need is granted, a utility may
petition the commission for cost recovery as permitted by this section and
commission rules.”
Neither Mr. McMillan nor Mr. Burroughs provided any testimony that said
the Florida Commission had granted Guif a petition for determination of need.
Therefore, | believe Gulf is premature in seeking to include this investment in

land in its regulated rate base as provided for by Florida Statute 366.93.

DO YOU HAVE ANYTHING FURTHER REGARDING THIS ISSUE?

Yes. Based on my review of the Commission rules, it is unclear whether Gulf is
permitted to accumulate carrying charges prior to the Commission making a
determination of need for the power plant. Therefore, any accumulated carrying
charges recorded by Gulf prior to the granting of a determination of need by this

Commission should be disallowed as well.
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Rate Case Expense

Q

HAS GULF REQUESTED RATE BASE RECOGNITION FOR RATE CASE
EXPENSE?
Yes. Gulf has requested that the unamortized balance of rate case expense,

$2,450,000, be included in rate base for purposes of this rate case.

DO YOU AGREE WITH GULF’S PROPOSED ACCOUNTING TREATMENT OF
RATE CASE EXPENSE IN THIS RATE CASE?
No. First, | want to make clear that | am not proposing to reduce the $2.8 million
Guif requested for rate case expense. However, | am recommending that the
$2.8 million be treated as a normalized expense. Therefore, | recommend that
Gulfs cost of service include a normalized level of fate case expense of
$700,000 on an annual basis.

Since | am not proposing an amortization of rate case expense, no
deferral of rate case expense is recognized and thus the rate base inclusion as

proposed by Gulf is unnecessary.

WHEN WILL THE RATE CASE EXPENSES BE INCURRED BY GULF?

Gulf has indicated in its Minimum Filing Requirements that the entire $2.8 million
will be incurred in 2011 which is outside the test year in this case. The proposed
adjustment | am sponsoring would normalize this cost over a period of time that
the parties believe is reasonable before Gulf will file another rate case. Based on
Gulif's filing, Gulf has defined that period to be four years. Therefore, | am

proposing a normalized level of rate case for purposes of the 2012 test year be
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$700,000. Although these expenses were incurred in 2011, | have included a

normalized ongoing level of $700,000 in Gulf's cost of service.

BECAUSE YOU HAVE PROPOSED A NORMALIZED LEVEL OF RATE CASE
EXPENSE, THE NECESSITY FOR RATE BASE TREATMENT OF RATE CASE
EXPENSE IS NEGATED. IS THIS CORRECT?

Yes. As | have previously stated, since | have determined that on an ongoing
basis Gulf's cost of service should include $700,000 for rate case expense, no
rate base treatment needs to be recognized for rate case expenses. |, therefore,
would recommend rejecting Gulfs proposal to include deferred rate case
expense of approximately $2.4 million in rate base. The revenue requirement

effect of this adjustment is $205,000.

Deferred Taxes Included in Capital Structure

Q

A

HAVE YOU REVIEWED THE CAPITAL STRUCTURE PRESENTED BY GULF
IN THIS RATE CASE?

Yes. | have verified each component of the Capital Structure included as
Schedule 12, page 2 of 5, in Mr. McMillan’s direct testimony. | checked the totals
on Schedule 12 to the balance listed in Guifs Minimum Filing Requirements,

Section B — Rate Base Schedules, Schedule B-3.

DO YOU HAVE ANY CONCERNS WITH THE CAPITAL STRUCTURE AS
PRESENTED ON SCHEDULE 12 OF MR. MCMILLAN’S TESTIMONY?
Yes. | was not able to verify the Deferred Taxes balance of ($492.1 million). |

obtained the following 13-month balances from Rate Base Schedule B-3:
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Account 190 — Accumulated Deferred Income Tax $ 70.4 million
Account 281 — Accelerated Deferred Income Tax ($ 90.5 million)
Account 282 - Accelerated Deferred Income Tax ($470.0 million)
Account 283 - Accelerated Deferred Income Tax ($ 46.5 million)
Total ($536.6 million)

| also checked Schedule B-22 of Gulfs Rate Base Minimum Fling
Requirements and found the following end-of-year balances for Accumulated
Deferred Income Taxes:
2011 ($472.0 million)
2012 | ($601.2 million)
By averaging these two balances, | got an average deferred income tax balance

of ($536.6 million) which is almost identical to the balance | calculated.

CAN YOU RECONCILE THE DIFFERENCE BETWEEN THE COMPANY’S
NUMBER OF ($492.1 MILLION) AND THE ($536.6 MILLION) YOU
CALCULATED?

No. | have submitted discovery to Gulf to determine how they quantified their

number, but | have not yet received the response to that discovery.

HOW HAVE YOU TREATED THE ($536.6 MILLION) BALANCE IN YOUR

CASE?

FEA witness Michael Gorman has included this balance in his recommended

capital structure.
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DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes, it does.
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Qualifications of Greq R. Meyer

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
Greg R. Meyer. My business address is 16690 Swingley Ridge Road, Suite 140,

Chesterfield, MO 63017.

PLEASE STATE YOUR OCCUPATION.

| am a Senior Consultant in the field of public utility regulation with the firm of

Brubaker & Associates, Inc. (BAl), energy, economic and regulatory consultants.

PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND AND

EXPERIENCE.
| graduated from the University of Missouri in 1979 with a Bachelor of Science Degree

in Business Administration, with a major in Accounting. Subsequent to graduation |

was employed by the Missouri Public Service Commission. | was employed with the

Commission from July 1, 1979 until May 31, 2008.

| began my employment at the Missouri Public Service Commission as a
Junior Auditor. During my employment at the Commission, | was promoted to higher
auditing classifications. My final position at the Commission was an Auditor V, which |
held for approximately ten years.

As an Auditor V, | conducted audits and examinations of the accounts, books,
records and reports of jurisdictional utilities. | also aided in the planning of audits and
investigations, including staffing decisions, and in the development of staff positions in
which the Auditing Department was assigned. | served as Lead Auditor and/or Case
Supervisor as assigned. | assisted in the technical training of other auditors, which

included the preparation of auditors’ workpapers, oral and written testimony.
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During my career at the Missouri Public Service Commission, | presented
testimoﬁy in nine electric rate cases, nine gas rate cases, seven telephone rate cases
and several water and sewer rate cases. In addition, | was involved in casés
regarding service territory transfers. In the context of those cases listed above, |
presented testimony on all conventional ratemaking principles related to a utility's
revenue requirement. During the last three years of my employment with the
Commission, | was involved in developing transmission policy for the Southwest
Power Pool as a member of the Cost Allocation Working Group.

In June of 2008, | joined the firm of Brubaker & Associates, Inc. as a
Consultant. The firm Brubaker & Associates, Inc. provides consulting services in the
field of energy procurement and public utility regulation to many clients including
industrial and institutionai ‘customers, some utilities and, on occasion, state regulatory

agencies.

More specifically, we provide analysis of energy procurement options based
on consideration of prices and reliability as related to the needs of the client; prepare
rate, feasibility, economic, and cost of service studies relating to energy and utility
services; prepare depreciation and feasibility studies relating to utility service; assist
in contract negotiations for utility services, and provide technical support to legislative

activities.

In addition to our main office in St. Louis, the firm has branch offices in

Phoenix, Arizona and Corpus Christi, Texas.
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BY MAJOR THOMPSON:

Q. Can you provide a brief summary of your
testimony?
A, Yes. Good morning, Commissioners. In this

proceeding I've proposed seven adjustments in my direct
testimony. After discussions with Gulf, two of my
issues were settled or stipulated, so I have five
remaining issues. Some of these have been discussed
extensively with you before, so I'll go through them
quickly.

I have an issue with land held for future use
or plant held for future use regarding the North
Escambia generation site. The FEA opposes including
this investment in rate base at this time because there
has not been a determination of need issued from this
Commission. In addition, the FEA questions whether
AFUDC should be allowed on those dollars invested at
this time.

Rate case expense, the FEA is proposing a
normalization methodology for rate case expense, where
we would propose that $700,000 be included in rate case
expense over a four-year period. By normalizing rate
case expense, you do not have to include an unamortized
balance in rate base.

Storm recovery allowance, the FEA has proposed

ACCURATE STENOTYPE REPORTERS, INC.
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that the storm recovery allowance be no more than

$5 million a year. And the 5 million was, as indicated
in my testimony, derived from the 3.5 million that this
Commission found in Gulf's last rate case, adjusted for
inflation. Again, though, I want to iterate that that's
a ceiling and not the -- that should go no more than
that. Obviously, the Commission has the discretion to
reduce that amount.

In labor expense, you've heard extensive
testimony throughout the week on this. The FEA has
proposed that the labor expense be adjusted for the last
known level of actual employees on Gulf's payroll. At

the time of this testimony, the payroll levels

included -- or the employee levels included at Gulf were
1,360 employees. That was as of June -- 1,365, excuse
me.

Actual employee levels should be -- it's our

position that actual employee levels should be used to
the extent that those levels of employees can be shown
to be needed to provide safe and adequate service.
Finally, my last issue is the margins on sales
for resale. We believe that the level included in the
case, the margin level included in this case is
understated when you compare it to the actual results

that Gulf reported in 2010, the 12 months ending
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June 30th of 2011, and the results that are now
available for September 30th of 2011.

This concludes my summary. Thank you.

MAJOR THOMPSON: I would like to make
Mr. Meyer available for cross. And his button was
still green.

CHAIRMAN GRAHAM: Intervenors? Staff?

MS. KLANCKE: No questions.

CHAIRMAN GRAHAM: Commissioners?

Redirect.

MAJOR THOMPSON: Can Mr. Meyer be excused for
the remainder of the case?

CHAIRMAN GRAHAM: Mr. Meyer can be excused.

Major Thompson, you have David Stowe. You
need to move his.

MAJOR THOMPSON: I believe all his prefiled
testimony has already been stipulated and is in the
record.

CHAIRMAN GRAHAM: It has already been moved
into the record?

MAJOR THOMPSON: I believe so.

MS. KLANCKE: That is correct.

CHAIRMAN GRAHAM: Okay.

MAJOR THOMPSON: And I do not believe he had

exhibits.
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CHAIRMAN GRAHAM: And, Staff, your two
witnesses, has all their stuff been moved? It *has
in order?

MS. KLANCKE: That's correct, pursuant to
stipulation.

CHAIRMAN GRAHAM: I don't have that 84 and 85
have been moved into the record.

MS. KLANCKE: It was my understanding that it
was done when we did our recitation, but just to be
on the safe side, we can address those now. They
were -- both staff witnesses were stipulated by all
witnesses, and pursuant to that stipulation,
Numbers 84 and 85 were stipulated.

CHAIRMAN GRAHAM: Do you have any objections
to 84 and 85 going into the record?

We'll move those two into the record.

(Exhibit Numbers 84 and 85 were admitted into

the record.)

MR. MELSON: Mr. Chairman, just so I can be
clear, I don't recall any of those three pieces of
testimony, Mr. Stowe's or the two staff, the
testimony having been inserted. I may be recalling
wrong, but in an abundance of caution, you might
want to insert it at this time.

CHAIRMAN GRAHAM: You're talking about the two
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staff witnesses?

MR. MELSON: The two staff witnesses and FEA's
witness Stowe.

CHAIRMAN GRAHAM: We will move their prefiled

direct testimony into the record as though read.
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BEFORE THE

FLORIDA PUBLIC SERVICE COMMISSION

- )
In Re: Petition for Increase in ) Docket No. 110138-El
Rates by Gulf Power Company )

: )

Direct Testimony of David L. Stowe
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

David L. Stowe. My business address is 16690 Swingley Ridge Road, Suite 140,

Chesterfield, MO 63017.

WHAT IS YOUR OCCUPATION?
| am a Consultant in the field of public utility regulation with the firm of Brubaker &

Associates, Inc., energy, economic and regulatory consultants.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
EXPERIENCE.

This information is included in Appendix A to my testimony.
ON WHOSE BEHALF ARE YOU APPEARING IN THIS PROCEEDING?

| am appearing in this proceeding on behalf of the Federal Executive Agencies

(“FEA”).
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Q WHAT IS THE PURPOSE OF YOUR TESTIMONY?
A The purpose of my testimony is to describe my review of Gulf Power's embedded

cost of service (‘ECOS”) study, and to address certain of Gulf Power’s allocation

methods.

Company ECOS Discussion
Q HAVE YOU REVIEWED THE ECOS STUDY PROVIDED BY GULF POWER?

A Yes.

Q PLEASE DESCRIBE WHAT YOU DETERMINED FROM YOUR REVIEW.

A The ECOS study presented in Gulf Power's direct testimony is similar to the

ECOS study that was approved by the Florida Public Service Commission
(“Commission”) in Gulf Power's 2002 case (Docket No. 010949-El). Specifically,
Gulf Power's ECOS uses the 12 MCP & 1/13" kWh allocation for generation

costs, a 12 MCP allocation of transmission costs and non-coincident peak

(“NCP”") demand allocation factors for primary and secondary distribution costs.
Gulf Power's ECOS study also recognizes the concept of the minimum
distribution system (“MDS”) and relies on the zero intercept (“ZI") method to
classify customer-related distribution costs in Federal Energy Regulatory
Commission (“FERC") Accounts 364-368. | support Gulf Power’s recognition of
the MDS concept, and also support its use of the ZI method to estimate the
percentage of costs that should be allocated based on the number of customers.
Gulf Power's use of the ZI could be improved, but nevertheless provides a

reasonable estimate of the customer-related portion of distribution costs.
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DOES GULF POWER ATTEMPT TO FOLLOW GENERALLY ACCEPTED

COST OF SERVICE PRACTICES?

Yes. Guif Power witness Mr. O’Sheasy correctly states:

“The overall objective of a cost-of-service study is to assign or
allocate costs fairly and equitably to all customers. This objective
is accdmplished when the resulting cost-of-service study reflects
“cost causation,” i.e., those customers who caused a particular
cost to be incurred by the Company in providing them service
should be responsible for that cost... Joint or common costs muét
be allocated to customer groups based on the nature (i.e., drivers)
of the costs incurred, and the aggregate requirements and service
characteristics of the customers that caused the costs to be
incurred. By adhering to this fundamental and essential principle
of cost causation, the results of the cost-of-service study will be
fair and equitable to all customers.” (Direct Testimony of M. T.
O’Sheasy, page 6, lines 3-8 and 16-21).

This portion of Mr. O'Sheasy’s testimony indicates Guif Power's

commitment to identifying the cost-causative factors that influence the

Company’s investments, and its desire to allocate its costs in a manner that

appropriately reflects these causative factors.
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HOW DO THE COST OF SERVICE METHODS PRESENTED IN GULF
POWER’S DIRECT TESTIMONY COMPARE TO THE METHODOLOGY
APPROVED BY THE COMMISSION IN ITS LAST RATE CASE?
The cost of service methods Gulf Power uses in this case differ from those
approved by the Commission in Gulf Power's last rate case only to the extent
that Gulf Power is again proposing the use of the MDS to identify and allocate
customer-related distribution system costs. To a large degree, Gulf Power's
presentation of its ECOS study is in accordance with its stated commitment to
cost causation. Nevertheless, there is one instance where Gulf Power has used
a particular allocation method simply because this method was approved in past
cases, even though Gulf Power witness O’Sheasy believes a better method

exists.

Gulf Power’s Use of 12 MCP & 1/13" kWh Allocation

Q
A

TO WHICH PARTICULAR ALLOCATION METHOD DO YOU REFER?
| refer to the 12 MCP & 1/13™ kWh allocation of generation costs. In his direct
testimony, Mr. O’'Sheasy states:
“Although the Company does not agree that the use of 12-MCP &
1/13 kWh is a better allocator of generation level costs than a pure
12-MCP allocator would be, Gulf nevertheless prepared its study
in this case using the Commission-approved methodology. Gulf
continues to believe that a pure 12 MCP factor for generation
results in a more accurate cost allocation. However, using the
Commission’s preferred method does not result in major variances

in cost allocation from the pure 12-MCP approach and does not
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significantly impair Gulf in designing efficient rates.” (Direct

Testimony of M. T. O’'Sheasy, page 16, lines 11-18).

DO YOU AGREE WITH MR. O’'SHEASY THAT THE COMMISSION’S
APPROVED 12 MCP & 1/13"" KWH METHOD IS NOT THE BEST ALLOCATOR
OF GENERATION LEVEL COSTS?
Yes. The 12 MCP & 1/13" kWh allocator does not reflect cost-causative factors
that exist during Gulf Power's peak load periods, but instead reflect a system
load that is far below the Company’s actual peak load. As such, this method
over-allocates generation costs to customer classes that use an above average
proportion of their electricity during off-peak periods, and therefore bear less
responsibility for the peak demand. Simultaneously, the 12 MCP & 1/13™
allocation understates the generation facility cost responsibility of customer
classes that contribute significantly to Gulf Power’s system peak, and therefore
bear greater responsibility for the Company’s investment in generation facilities.

| concur with Mr. O’Sheasy that the pure 12 MCP factor, when compared
to the 12 MCP & 1/13™ kWh factor, results in a more accurate allocation of

generation costs.
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Gulf Power’s Use of MDS

Q DOES GULF POWER USE COST-OF-SERVICE METHODS TO IDENTIFY A
PORTION OF PRIMARY AND SECONDARY DISTRIBUTION COSTS AS
CUSTOMER-RELATED?

A Yes. In its allocation of distribution system costs, Gulf Power uses the ZI
method’ to estimate the amount of, and separately allocate, distribution system
costs that are incurred in proportion to the number of customers, from costs
incurred to serve the maximum load of those customers. Gulf Power's ECOS
study witness, Mr. O’Sheasy, states:

“The Minimum Distribution System (MDS) methodology is
necessary to accurately determine and allocate these customer-
related distribution costs. The misclassification of costs that
results from not using the MDS methodology sends misleading
price signals to customers. This misclassification also results in
different customer rate classes bearing more or less costs than
their cost-causative share of distribution costs. It is therefore
important to examine these customer-related costs and classify
them appropriately, which the MDS methodology enables us to
do.” (Direct Testimony of M. T. O'Sheasy, page 16, line 24 —

page 17, line 7).

'"The two most widely recognized methods that are used to estimate the customer-related
portion of costs are the ZI method, and the minimum system method. The National Association
of Regulatory Utility Commissioners’ 1992 publication of the Electric Utility Cost Allocation Manual
(“NARUC Manual”) includes both methods among those that are commonly used by utilities and
approved by Commissioners. Throughout this testimony, | will use the term MDS in a broad
sense to refer to the concept of the minimum distribution system in general, but will specify the Zi
or minimum system when discussing a particular method that is used to estimate the cost of the
MDS.
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The Commission’s Past Acceptance of MDS

Q

IS RECOGNITION OF MINIMUM COSTS A NEW COST OF SERVICE
CONCEPT?

No. Such costs are often recognized in the concept known as the MDS, which
represents a collection of costs that must be incurred to extend distribution
service to the customers. The MDS has been accepted as valid by numerous
state public utility commissions for decades. It has also been presented in the
NARUC Manual.?

The central ideé behind the MDS concept is that there is a cost incurred
by a utility when it extends its primary and secondary distribution system, or
replaces a component on those systems, that is caused by the utility’s obligation
to connect customers to its distribution system. This extension of the distribution
system is how the utility was built up over decades. By definition, the MDS
represents a portion of the cost of every distribution component necessary to
provide service, (i.e., meters, services, secondary and primary wires, poles,
substations, etc.) The cost included in the MDS, however, is only that portion of
the total distribution cost the utility M incur to provide service to customers; it
does not include costs specifically incurred to meet the peak demand

requirements of the customers.

2See Chapter 6, Section I, pages 90-96 of the NARUC Manual.
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HAS THE COMMISSION ADOPTED AN ECOS STUDY BY AN
INVESTOR-OWNED UTILITY (“lOU”) THAT INCLUDED THE USE OF AN MDS
METHOD?
No. In Order No. PSC-02-0787-FOF-EI, issued in Gulf Power's previous rate
case (Docket No. 010949-El), the Commission stated:
“The Company and staff have proposed the use of a theoretical
minimum distribution cost as part of the customer cost . . . . While
we agree that sound regulatory practice should provide for a
customer charge to defray otherwise fixed costs, as proposed by
the Company and Staff, we do not agree that a theoretical cost of

a minimum distribution system is appropriate... The installation of

the distribution system is made in anticipation of a projected level

of actual use. The system does not contain a basic theoretical

minimum distribution system. Reliance on such a mechanism is
speculative at best. Instead, we believe the appropriate customer
charge should be based on the cost of the meter, service drop,
meter reading and basic customer service costs (not including
uncollectibles).” (Order No. PSC-02-0787-FOF-El, issued June
10, 2002 in Docket No. 010949-El, page 76, emphasis added).
Although it is widely agreed that distribution systems are instalied in anticipation
of a projected level of peak load, this load is not the only cost-causative factor
affecting the cost of the distribution system. Safety and reliability standards, as
mandated in the Florida Administrative Code (‘F.A.C.”), also have a cost-
causative impact on the installation of Gulf Power's distribution system.

Furthermore, these cost-causative factors have a clearly identifiable “minimum”
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requirement that is directly related to the number of customers on the system.

For example, F.A.C. Rule 25-6.034 — Standard of Construction, states:

“Each utility shall, at_a_minimum, comply with the National

Electrical Safety Code [ANSI C-2] [NESC], incorporated by
reference in Rule 25-6.0345, F.A.C.®” (F.A.C. Rule 25-6.034,
subpart (2), emphasis added).
This rule, in and of itself, clearly shows that the requirements of the National
Electrical Safety Code (“NESC”) serve as the basis of the smaliest distribution
system that every Florida utility must construct.

However, other F.A.C. rules mandate that certain facilities be constructed
to NESC standards that are significantly higher than the minimum NESC
requirements. For example, F.A.C. Rule 25-6.0342 — Electric Infrastructure Storm
Hardening states:

“...This rule is intended to ensure the provision of safe, adequate,

and reliable electric transmission and distribution service for

operational as well as emergency purposes; require the cost-

effective strengthening of critical electric infrastructure to ihcrease

the ability of transmission and distribution facilities to withstand

extreme weather conditions; and reduce restoration costs and

outage times to end-use customers associated with extreme

%F.A.C Rule 25-6.0345 — Safety Standards for Construction of New Transmission and

Distribution Facilities states:

“(1) The Commission adopts and incorporates by reference the 2002 edition of
the National Electrical Safety Code (ANSI C-2) [NESC], as the applicable safety
standards for transmission and distribution facilities subject to the Commission’s
safety jurisdiction. For electrical facilities constructed on or after February 1,
2007, the 2007 NESC shall apply...”
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weather conditions. This rule applies to all investor-owned electric

utilities.” (F.A.C. Rule 25-6.0342, subpart (1), emphasis added).

This rule mandates that the storm hardening plans adopt the extreme wind
loading standards, specified in the 2007 version of the NESC, for new
construction, major planned expansions, rebuilds, or relocations of existing
facilities, and critical infrastructure facilities. Such F.A.C. rules cause Florida's
electric utilities to incur costs in a manner that is, in no way whatsoever, related
to the peak load of the customers, but is directly related to the existence of

customers on the system.

DOES EMPIRICAL EVIDENCE EXIST THAT SUGGESTS THESE
DISTRIBUTION COSTS ARE CUSTOMER-RELATED AND SHOULD BE
ALLOCATED ON THE BASIS OF THE NUMBER OF CUSTOMERS?
Yes. In October 2002, the Department of Energy’s National Renewable Energy
Laboratory (“NREL") published a Subcontractor Report entitled “State Electricity
Regulatory Policy and_Distributed Resources: Distribution System Cost
Methodologies for Distributed Generation.” This report, which describes the
research and findings of the Regulatory Assistance Project (‘RAP”), analyzed the
embedded and marginal cost drivers for 124 U.S. utilities during the time period
1995-1999. With respect to the embedded cost drivers, which are most relevant
to the Guif Power costs identified and analyzed in this case, the RAP very clearly
stated:

“What drives distribution plant investment? We reviewed the

relationship of investment in transformers and substations and

lines and feeders to system peak, system sales, number of

BRUBAKER & ASSOCIATES, INC.

1785




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

Direct Testimony of David L. Stowe
FPSC Docket No. 110138-El
Page 11

customers, and to overall system size. Using the 5-year average
investment, system peak, system sales, and number of customer
data, it becomes clear that the investment in transformers and
substations and in lines and feeders are highly correlated with
system peak and numberv of customers and somewhat less
correlated with system sales...

“The R? for transformers and substation plant investment
and system peak is 0.89, indicating a very strong correlation.
Similarly, lines and feeders and system peak also exhibit a strong
correlation with an R? of .89. Correlations of investment with the

customers show even higher R? values of 0.96 and 0.97, for

transformers and substations and lines and feeders, respectively.

When compared to system energy, the R? drops significantly to
only .49 and .42 for transformers and substations and for lines and
feeders, respectively.” (NREL Subcontractor Report, State

Electricity Requlatory _ Policy _and _ Distributed Resources.'

Distribution System _ Cost _Methodologies for  Distributed

Generation, page 7, emphasis added).
The NREL report discussed above does not suggest that number of
customers should replace or supersede peak load as the only cost driver.
However, the empirical evidence provided in the NREL report cIearIy. shows
that both the number of customers and peak load contribute to a utility’s
investment in substations and transformers, and in overhead and
underground circuits. It is reasonable to conclude, then, that any ECOS

study that is designed to classify and allocate costs in accordance with how
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those costs were incurred, will use a method that recognizes both the
number of customers and peak load as cost-causative factors with regard to
these primary and secondary voltage facilities.
ECOS studies that only recognize the costs of services and meters

as customer-related costs, significantly understate the costs of connecting

customers to the distribution system.

WHAT OTHER EVIDENCE EXISTS THAT SUGGESTS THESE DISTRIBUTION
COSTS ARE DIRECTLY RELATED TO THE NUMBER OF CUSTOMERS ON
THE SYSTEM?
As | have already stated, F.A.C. Rule 25-6.0342 requires that planned
expansions, upgrades, or relocations of facilities be constructed to “extreme
weather conditions.” F.A.C. Rule 25-6.064 describes how financial contributions
from customers (i.e., Contributions-in-Aid-of-Construction or “CIAC”), that are
collected to pay for a portion of the costs of these new or upgraded facilities,
should be treated. This ruie states:
“All CIAC calculations under this rule shall be based on estimated
work order job costs. In addition, each utility shall use its best
judgment in estimating the total amount of annual revenues which
the new or upgraded facilities are expected to produce.
(a)
(b) In cases where more customers than the initial
applicant are expected lo be served by the new or

upgraded facilities, the utility shall prorate the total

CIAC over the number of end-use customers
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expected to be served by the new or upgraded facilities

within a period not to exceed 3 years, commencing with

the in-service date of the new or upgraded facilities.”

(F.A.C.. Rule 25-6.064, subpart (6), emphasis added).

The language in this F.A.C. rule provides unequivocal support for the idea that
the costs associated with providing service to customers — which is what the
CIAC is intended to offset — is directly proportional to the number of customers
being served. It is a small step to recognize that the bcosts that are not offset by
CIAC payments, i.e., costs that are recorded in FERC Accounts 364 through 368,

are also incurred in direct proportion to the number of customers.

Commission’s Acceptance of MDS for

Choctawhatchee Electric Cooperative, Inc. (“CHELCO”)

Q

HAS THE COMMISSION EVER ADOPTED AN ECOS STUDY THAT
INCLUDED THE USE OF AN MDS METHOD BY ANY FLORIDA UTILITY?

Yes. In Order No. PSC-02-1169-TRF-EC, issued in Docket No. 020537-EC on
August 26, 2002, the Commission approved rates for CHELCO that were based
on an ECOS study which used the ZI method to estimate the MDS costs, and

allocate them based on the number of customers.

WHY DID THE COMMISSION APPROVE THE USE OF AN MDS METHOD
FOR CHELCO WHEN IT HAS NOT ALLOWED SUCH USE FOR IOUS?
In Order No. PSC-02-1169-TRF-EC, the Commission stated:

“In the past 20 years, we have consistently rejected the use of the

MDS classification methodology by investor-owned utilities ... In this
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case, however, we find that CHELCO has four unique characteristics

that justify the use of the MDS classification methodology in its cost

of service study.” (Choctawhatchee Electric Cooperative, Inc., Order

No. PSC-02-1169-TRF-EC, issued August 26, 2002 in Docket No.

020537-EC, page 3).

The first unique characteristic identified by the Commission was that “CHELCO
has a density of ten customers per mile, while most investor-owned utilities have
a density of fifty-five customers per mile or greater.” (/d.). The Commission’s
Order also states:

“In a high-density service territory, several customers may be

served by a single transformer, while in a sparsely populated rural

area there is usually one transformer for each residential account.

Thus, the significant costs of constructing and maintaining a mile

of line in a rural service territory are spread to a significantly fewer

number of customers.” (/d. page 4).

There are a couple of problems with using relatively low customer
densities as a basis for approving an MDS. First, it is counterintuitive. The
customer densities of the I0Us identified by Staff clearly show that, on average,
“most” IOUs will incur the cost of connecting an additional customer five and a
half times more frequently than CHELCO. This strongly implies that the
customer-related costs incurred to connect customers to the system will be much
higher for the IOUs than for CHELCO. In other words, most IOUs will incur the
costs of transformers and secondary voltage circuits five times as often as
CHELCO does. It is unclear, therefore, why CHELCO’s relatively low customer

density justifies its use of MDS methods, but the much more frequent incurrence
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of customer-related costs of “most” |IOUs does not.

More importantly, it is unprecedented to base adoption of the MDS
method on the customer density of one utility relative to another. Indeed, the
Commission’s allowance of the MDS method in the case of CHELCO
demonstrates — at the very least — that the Commission is aware that some
portion of the primary and secondary distribution system costs, other than those
related to services and meters, is customer-related. Furthermore, the

Commission’s acceptance of CHELCO's ZI analysis shows that it also recognizes

the usefulness of such analyses to estimate this customer-related portion.

WHAT IS THE SECOND UNIQUE CHARACTERISTIC OF CHELCO THAT THE
COMMISSION IDENTIFIED?
The second unique characteristic identified by the Commission was that
“CHELCO's rural service territory is quite different from an urban investor-owned
utility.” The Commission explains in its order:

‘Urban areas are normally occupied throughout the year, and

customers usually consume a large amount of electricity that

varies seasonally with their heating and cooling load. By contrast,

CHELCO provides service to a significant number of barns, stock

tanks, electric fences, hunting cabins, and vacation homes. These

types of customers consume small amounts of electricity during

the course of the year, and their usage is sporadic. A rate design

with a relatively low customer charge and a high energy charge for

these customers may not recover the costs of investment

necessary to serve their load.” (/d.).
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This explanation is surprising in that it begins by describing how perceived
differences between rural and urban service territories pertain to the MDS
method, yet then draws a conclusion about rate design. Nothing is said to
address how urban/rural territory differences negate the importance of the MDS
in one case, or increase the importance of the MDS in the other. Furthermore,
the comments regarding rate design appear out of place, since the MDS is

specific to the ECOS study and therefore precedes, but is otherwise unrelated to

the rate design process.

Reasons for Commission’s Past Rejections of MDS

Q

GIVEN THAT THE COMMISSION HAS APPROVED THE USE OF MDS
METHODS FOR AN ELECTRIC COOPERATIVE, WHAT REASONS HAS THE
COMMISSION GIVEN IN REJECTING THE USE OF MDS METHODS FOR
IOUS IN PAST CASES?

The Commission objections to the MDS have been numerous and varied. In its
June 10, 2002 order (Order No. PSC-02-0787-FOF-E1) issued in regard to Gulf
Power's 2002 rate case {Docket No. 010949-E1), the Commission rejected the
use of the MDS after providing the following explanations:

1. Although utility and intervenor witnesses relied on the NARUC Manual to
support the use of MDS, the NARUC Manual's stated purpose shows it
was designed to educate regarding various cost allocation methods, not
mandate any particular method.

2. Guif Power provided no evidence on the specific circumstances that
made it choose the MDS methodology over the method approved by the

Commission in Gulf Power’s previous rate case.
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3. The MDS methodology requires construction of a hypothetical system
consisting of equipment that is designed to carry zero load. Therefore, no
real equipment equates to the costs identified by the Zi methodology.
The Commission has rejected MDS in the past for this very reason.
4. Prior orders by the Commission show that it was the MDS’s theoretical
construct with which the Commission disagreed, not the end result of
ECOS studies that use MDS methods.
5. The MDS is internally inconsistent in that it separates out distribution
facilities for different treatment than transmission lines.
These are just a subset of the arguments against the MDS that the Commission
has accepted over the last 30 years. Indeed, the Commission has not only
rejected MDS proposals from Guif Power, but has also rejected MDS proposals
from the Commission Staff, Florida Power & Light Company, Florida industrial
Power Users Group, South Florida Hospital and Healthcare Association, Tampa

Electric Company, and Florida Power Corporation.

DOES THE MDS METHODOLOGY REQUIRE CONSTRUCTION OF A
HYPOTHETICAL SYSTEM CONSISTING OF EQUIPMENT THAT IS
DESIGNED TO CARRY ZERO LOAD?

No. The notion that the MDS is designed to carry no load is an
over-simplification, and is also something of a straw-man argument. A better
description of the MDS is that it reflects the smallest, lowest cost distribution
system that must be installed for the utility to meet its obligation to provide
service to its customers, but does not contain costs incurred to meet the

customer's peak load. Therefore, the MDS methodology only requires the
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analyst to identify the electric system components that must be installed to meet

whatever construction, safety and/or reliability standards are enforced by the
governing authorities at the time the line is installed.

The most realistic and accurate concept of the MDS is that it consists of

the network of electric lines that conform to the NESC requirements described in

the F.A.C.

IS THE MDS INTERNALLY INCONSISTENT IN THAT IT SEPARATES OUT
DISTRIBUTION FACILITIES FOR DIFFERENT TREATMENT THAN
TRANSMISSION LINES?

No. It is universally understood that any electric system that carries electricity
from the generator to the customer must contain transmission, sub-transmission,
and distribution components. However, it is also widely recognized that the
customer-related portion of costs steadily decreases as one moves away from
the end-use customer toward the generator. At the transmission ievel, the
customer-related portion of costs is generally low.

For example, at the meter, the customer-related portion of costs is 100%.
Likewise, the customer-related portion of service costs is also 100%. However,
the customer portion of costs drops significantly at the level of primary and
secondary distribution lines. According to Guif Power’s analysis, the customer-
related portion of its primary and secondary line costs, based on Gulf Power's
own analysis of its distribution system, is slightly more than 27%.* If Gulf

Power's MDS analysis method were applied to costs recorded in the

*Percentage found by dividing the customer-related costs identified for FERC Accounts

364-368 by total cost recorded in these FERC accounts.
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transmission line accounts (FERC Accounts 354 through 358) it is reasonable to

expect the customer-related portion to be far below 27%.

In-Depth Discussion of MDS

Q

YOU HAVE DESCRIBED THE MDS PROCESS AS AN ESTIMATE OF COSTS.
IS IT A MAJOR PROBLEM THAT GULF POWER HAS ESTIMATED THE
AMOUNT OF CUSTOMER AND DEMAND-RELATED COSTS USING ITS
PLANT RECORDS?

No. In fact, utilities commonly rely on engineering and/or operations data to
develop percentage estimates that are then used as a proxy for cost data. This
is precisely the method that Gulf Power uses when it estimates the primary and

secondary portions of its distribution system.

DO YOU AGREE WITH GULF POWER WITNESS O’SHEASY’S USE OF THE
ZI METHOD TO ALLOCATE DISTRIBUTION COSTS?

Yes. Mr. O'Sheaéy’s use of the ZI method is reasonable and appropriate given
the overwhelming evidence available today which indicates that the costs Gulf
Power incurs to install and maintain its primary and secondary distribution
systems are caused by both the number of customers on the system and the
peak demand of those customers.

This is not to say that the specific method used by Mr. O’'Sheasy to
estimate the MDS could not be improved. It certainly could. However, all of the
improvements of Mr. O'Sheasy’s analysis that | could propose, would result in a
larger share of the distribution costs being allocated on the number of customers.

Therefore, Mr. O’'Sheasy's estimate of the MDS is conservative in the sense that
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it understates the amount of costs that are actually caused by the number of

customers.

DOES THE COMMISSION’S REQUIREMENT THAT ALL UTILITIES COMPLY
WITH THE NESC, SUPPORT THE CONCEPT OF THE MDS?
Yes. The Commission’s requirement that all Florida utilities comply with the
NESC (F.A.C. Rule: 25-6.0345), and its infrastructure hardening requirement
entitled “Electric Infrastructure Storm Hardening (F.A.C. Rule 25-6.0342),
establish the specific NESC standards with which the Florida utilities must
comply whenever a new customer is connected to the system. Given that the
cost of nearly every major primary and secondary distribution system component
(FERC Accounts 364 through 368) is affected by these NESC requirements, all
Florida utilities will incur costs in direct proportion to the number of customers
they serve.

The same cannot be said with respect to demand. If the demand of an
existing customer increases or decreases, the cost of meeting the NESC

standards remains fixed.

DO YOU AGREE THAT CUSTOMER ELECTRICAL DEMAND IS AN
IMPORTANT CRITERION WHEN DESIGNING A DISTRIBUTION SYSTEM?

Yes, the demand requirements that must be met are important factors in system
design. Distribution engineers rely on load forecasts and load flow studies to
identify and design distribution system upgrades or to project load growth. Local
peak demand of a circuit is a vital component of these forecasts and studies.

Further, some segments of the delivery system (but not all) will vary with
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expected demand. However, when developing an ECOS study, other criteria can
be important as well. Gulf Power's ECOS study uses the ZI method to determine
a customer-related portion of costs associated with the Company’s primary and
secondary distribution facilities. Therefore, it is capable of recognizing the cost-
causative impact of the F.A.C. rules on these facilities. Absent an MDS method,
a significant portion of Gulf Power’s distribution costs, which are caused by the

number of customers on the system, will nevertheless be inappropriately

allocated on the basis of customer demand.

PLEASE EXPLAIN WHAT YOU MEAN.

As | said previously, the fundamental premise of a proper ECOS study is the

concept of cost-causation which is, in many cases, directly related to electrical

parameters like voltage level or peak demand. This is particularly true when
planning for maximum conditions or “worst case”’ scenarios. Yet, there are
factors besides voltage level and peak demand that can significantly affect cost.
A properly conducted ECOS study must consider all cost-causing factors.

When distribution engineers design the enhancement, upgrade or
extension of an electric system, they must be constantly aware of the operating
parameters of the system. But, it is in the construction of the distribution system
that the true cause of many distribution costs is clearly seen. Surprisingly, that
cause is frequently not demand.

An illustration helps make this point clear. Consider a customer who
intends to build a home on a new lot, one that does not already have electrical
service. This customer is cost and energy conscious and thus chooses to use as

many energy efficiency techniques and appliances as possible. After
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considerable research and consultation with experts, the customer calls the utility

and informs it that he will require service capable of providing a maximum peak
demand of 2,000 watts (2 kW).

During the installation of the primary and secondary distribution extension
to the customer’'s home, he notices that the linemen are using conductors, poles,
cross-arms, and components identical to those serving the much larger, and less
efficient, home down the street. After more investigation, the customer learns
that the distribution extension to his home is capable of carrying far greater
demand than his home was designed to use. When he informs the utility of this
“error,” the utility explains that it cannot install wires smaller than a certain size or
hang them below a certain height. In short, there are specified minimum
standards that the utility must meet that are wholly unrelated to the new home's
reduced demand.

This illustration demonstrates that although utilities design and install
distribution équipment to satisfy their customers’ need for electricity, there are
factors other than electrical demand that force them to incur costs. Safety and
reliability are as critical to every phase of design and construction as demand.
As one reviews the cost of the distribution system nearest the customer (that
portion from the distribution system that includes primary voltage radial lines, line
transformers and the network of secondary voltage lines), the cost incurred to
comply with safety and reliability standards begins to outweigh the cost of

meeting electrical demand.
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F.A.C. Rule 25-6.0345 — Safety Standards for Construction of New

Transmission and Distribution Facilities states:

“The Commission adopts and incorporates by reference the 2002
edition of the National Electrical Safety Code (ANS| C-2) [NESC],
as the applicable safety standards for transmission and
distribution facilities subject to the Commission’s safety
jurisdiction.  For electrical facilities constructed on or after
February 1, 2007, the 2007 NESC shall apply. Electrical facilities
constructed prior to February 1, 2007, shall be governed by the
edition of the NESC specified b<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>