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DIRECT TESTIMONY

OF

DANA E. EAVES

THE EMPIRE DISTRICT ELECTRIC COMPANY

CASE NO. ER-2002-424

Q. Please state your name and business address.

A. Dana E. Eaves, P.O. Box 360, Suite 440, Jefferson City, MO 65102.

Q. By whom are you employed and in what capacity?

A. I am a Regulatory Auditor for the Missouri Public Service Commission (Commission or PSC).

Q. Please describe your educational and employment background.

A. I graduated from Columbia College in 1995 with a Bachelors of Science degree in Business Administration with an emphasis in Accounting.  I commenced employment with the Commission Staff (Staff) in April 2001.  Before employment with the Commission, I held the position of Accountant with Midwest Block and Brick; Vice President of Operations with Practice Management Plus, a healthcare consulting firm; and Director of Finance with Capital City Medical Associates.

Q. What has been the nature of your duties while employed by the Commission?

A. I am responsible for assisting in the audits and examinations of the books and records of utility companies operating within the state of Missouri.

Q. With reference to Case No. ER-2002-424, have you made an examination and study of the books and records of The Empire District Electric Company (Empire or Company)?

A. Yes, with the assistance of other members of the Staff.

Q. Have you previously filed testimony before this Commission?

A. Yes, I submitted testimony in Case Nos. ER-2002-217, Citizens Electric Company; ER-2001-672, UtiliCorp United Inc., d/b/a Missouri Public Service; and 
WR-2001-155, Warren County Water and Sewer.  In addition, I have worked on other small informal cases.

Q. Please describe your areas of responsibility in Case No. ER-2002-424.

A. I am responsible for the areas of cash working capital (CWC), property tax expense, tree trimming, injuries and damages and outside services. 

Q. Are you sponsoring any schedules in this case?

A. Yes.  I am sponsoring Accounting Schedule 8, Cash Working Capital.

Q. Please identify which adjustments you are sponsoring in this case.

A. I am sponsoring the following adjustments:  S-95.5; S-48.2; S-61.3; 
S-84.2; S-82.2; S-82.3; S-82.4; S-82.5 and S-80.6.

CASH WORKING CAPITAL

Q. What is CWC?

A. CWC is the amount of cash necessary for the Company to pay the 
day-to-day expenses incurred to provide electric service to Empire’s customers.

Q. Where are the results of the Staff’s CWC analysis?

A. The results of CWC is reflected on the Rate Base Accounting Schedule – Schedule 2, line 4‑Cash Working Capital, line 8‑Federal Tax Offset, line 9‑State Tax Offset, line 10‑City Tax Offset and line 11‑Interest Expense Offset.

Q. Is the method you used to calculate Empire’s CWC requirement the same method the Staff has used in previous rate cases?

A. Yes, the method has been used by the Staff and adopted by the Commission in rate proceedings since the 1970s, and used in the Company’s most recent rate cases (Case Nos. ER-94-174, ER-95-279, ER-97-81 and ER-2001-299).

Q. What is the purpose of a lead/lag study?

A. In our lead/lag study we determine the amount of cash that is necessary on a day‑to‑day basis for the Company to provide electric service to its customers.  We analyze the cash flows related to the payments the Company receives from its customers for the provision of electric service and the disbursements of funds made by the Company to its suppliers and vendors of goods and services necessary to provide this electric service.

In a lead/lag study we compare the number of days the Company has to make payments after receiving goods or services from a vendor, with the number of days it takes the Company to receive payment for the electric service provided to its customers.  This analysis also identifies who provides CWC.

Q. What are the sources of CWC?

A. The shareholders and ratepayers.

Q. How do shareholders supply CWC?

A. When the Company expends funds to pay for an expense before the ratepayers provide the cash, then shareholders are the source of funds.  This cash represents a portion of the shareholders’ total investment in the Company.  The shareholders are compensated for the CWC funds they provided by the inclusion of these funds in rate base.  By including these funds in rate base, the shareholders earn a return on the funds they have invested.

Q. How do ratepayers provide CWC?

A. Ratepayers supply CWC when they pay for electric service they received before the Company pays the expenses it incurred to provide that service.  Ratepayers are compensated for the CWC they provided by reducing rate base by the amount of customer-provided CWC.

Q. How has the Staff determined the amount of CWC provided by both the ratepayers and shareholders?

A. By performing a lead/lag study.

Q. How does the Staff interpret the lead/lag study results?

A. A positive CWC requirement indicates that, in the aggregate, the shareholders provided the CWC for the test year.  This means that, on average, the Company paid the expenses incurred to provide the electric service to the ratepayers before the ratepayers paid for the service.

A negative CWC requirement indicates that, in the aggregate, the ratepayers provided the CWC during the test year.  This means that, on average, the ratepayers paid for their electric service before the Company paid the expenses incurred to provide that service.

Q. Please explain the components of the Staff’s calculation of CWC, which appears on Accounting Schedule 8.

A. The components of the Staff’s calculation are as follows:

1)
Column A (Account Description): lists the types of cash expenses, which the Company pays on a day‑to‑day basis.

2)
Column B (Test Year Expenses): the amount of annualized expense included in the cost of service.  It shows the dollars associated with the items listed in Column A on an adjusted Missouri jurisdictional basis.

3)
Column C (Revenue Lag): the number of days between the midpoint of the provision of service by the Company and the payment for the service by the ratepayer.  The revenue lag addressed in this case is discussed later in this direct testimony.

4) Column D (Expense Lag): the number of days between the receipt of and payment for the goods and services (i.e., cash expenditures) used to provide service to the ratepayer.  The expense lags addressed in this case are discussed later in this direct testimony.

5)
Column E (Net Lag): results from the subtraction of the Expense Lag (Column D) from the Revenue Lag (Column C).

6)
Column F (Factor): expresses the CWC lag in days as a fraction of the total days in the test year.  This is accomplished by dividing the Net Lags in Column E by 365.

7)
Column G (CWC Requirement): the average amount of cash necessary to provide service to the ratepayer.  This is computed by multiplying the Test Year Expenses (Column B) by the CWC Factor (Column F).

Q. Please describe the revenue lag.

A. The revenue lag is the amount of time between when the Company provides the service and when it receives payment from the ratepayers for that service.  The overall revenue lag in this case is the sum of three subcomponent lags.  They are the following:

1)
Usage Lag:  The midpoint of average time elapsed from the beginning of the first day of a service period through the last day of that service period.

2)
Billing Lag:  The period of time between the end of the last day of a service period and the day the bill is placed in the mail by the Company.

3)
Collection Lag:  The period of time between the day the bill is placed in the mail by the Company and the day the Company receives payment from the ratepayer for services performed.

Q. Did the Company use the same three subcomponent lags discussed above in developing its total revenue lag?

A. Yes.  The Company’s and the Staff’s subcomponent and overall results are compared below:





Company

Staff

Usage Lag

15.21 days

15.21 days


Billing Lag

  4.28 days

  4.28 days


Collection Lag

15.55 days

18.66 days


Total


35.04 days

38.15 days

Q. Please explain how Empire and the Staff calculated the usage lag.

A. This lag was determined by dividing the number of days in a typical year (365) by the number of months in a year (12) to yield the average number of days in a month (30.42).  This result was divided by two, which yielded an average usage lag of 15.21 days.  Both the Company and the Staff used two as the divisor since Empire bills monthly, and the Staff assumed that service is delivered to the customer evenly throughout the month.

Q. Please explain how the Staff arrived at the billing lag.

A. The Staff reviewed the calculations performed by the Company to determine the number of days between the end of the service period and the day the Company mailed the bill for that service.  Because there have been no significant changes in the Company’s billing cycle since its last rate case, the Staff has adopted the Company’s billing lag.

Q. Please explain the Staff’s approach to determining the collection lag.

A. The collection lag is the average number of days that elapse between the day that the bill was mailed and the day the Company receives payment for that bill.  The Staff took sample billings from over 100 residential accounts, over 100 commercial accounts and over 25 industrial accounts.  From these billings, the Staff calculated an average collection lag of 18.66 days.

Q. How does the Staff’s total revenue lag of 38.15 days compare with the Staff’s recommendation in the Company’s previous rate case?

A. The usage and billing lags are the same.  There is a slight change in the collection lag.

Q. How did the Staff select the sample of customer accounts that it analyzed?

A. At the Staff’s request, the Company provided a randomly selected list of customers divided between residential, commercial and industrial customers. 

The Staff requested the selection of the residential customer list be limited to every 1000th customer.  These records made up the residential billing sample that the Staff analyzed.  For each bill in the sample, the Staff collected the beginning and ending meter read dates, the amount billed, the amount paid and payment date.  These steps were followed for each residential customer bill in the sample.

The Staff analyzed the commercial and industrial customer bills in the same way as it analyzed the sampled residential bills.

Q. What are level pay customers?

A. Level pay customers are those customers who have chosen to pay a fixed amount to Empire each month throughout the year.  This fixed amount is based on past average billings.  The payment pattern of level pay customers is considerably different than the payment patterns of regular billed customers.  The Staff incorporated the results obtained for level pay customers from the Company’s previous rate case into the Staff’s overall collection lag calculation.

Q. What was the scope of the Staff’s work in the calculation of expense lags in this case?

A. The Staff attempted to calculate expense lags in areas where significant expense dollars were involved, or in areas where significant changes in payment pattern occurred since previous rate cases.

Q. What expense lags did the Staff calculate?

A. The Staff calculated the following expense lags in this audit: (1) payroll expense; (2) vacation lag; (3) federal, state and FICA taxes withheld; (4) employee and employer 401K contributions; (5) property taxes; and (6) federal and state unemployment taxes.

Q. What expense lags did the Staff accept from the previous rate case because there have been no known statutory or payment date changes since the previous rate case?

A. The Staff accepted the following expense lags for those reasons: (1) medical care expenses; (2) gross receipts taxes; (3) sales; (4) fuel (coal, gas and oil); (5) purchased power; and (6) use taxes.

Q. Please describe the expense lag for Cash Vouchers as found on Accounting Schedule 8.

A. Cash vouchers are miscellaneous expenditures that do not relate to other operations and maintenance (O&M) expense items, and that were not specifically examined elsewhere in the CWC analysis study (e.g., payroll, fuel, etc.).  The Staff accepted the Company's calculation that cash voucher expense lag is 33.0649 days.

Q. Please explain why the Staff accepted the cash voucher lag from the prior case?

A. The Staff did not recalculate the expense lag for cash vouchers.  The Staff believes that there were not sufficient changes to the accounts payable functions for payments of these miscellaneous expenses to warrant the time and resources required to perform a full cash voucher expense lag analysis. 

Q. Please explain the payroll expense lag found on Accounting Schedule 8.

A. The payroll expense lag is the time lapse between the midpoint of the period in which the employees earned wages and the date the Company paid the wages.  The Company pays all employees on the Friday following the two-week pay period, which ended on the previous Sunday.  The payroll expense lag is 12.0264 days.  This is seven days, to the midpoint of the 14-day period, plus five days between the end of the pay period and the Friday pay date. 

Q. Please explain the vacation expense lag found on Accounting Schedule 8.

A. The expense lag computation accounts for the time between the average date the vacation is earned (i.e., the midpoint of the year) and the date when employees are actually paid for vacation.  Empire’s employees are entitled to two weeks vacation at the beginning of each calendar year, which is earned from the prior year.  The Staff is therefore using a vacation expense lag of 365 days.

Q. Please explain the expense lag for FICA and Federal income withholding taxes as found on Accounting Schedule 8.

A. The expense lag for FICA and federal income withholding taxes relating to payroll taxes is the period of time between the midpoint of the pay period for which the taxes are withheld, and the date the tax withholdings must be paid to the taxing authorities.  Payments for the employee’s portion of FICA taxes and the employer’s portion of FICA taxes are made at the same time.  An employer must typically deposit the income tax it withholds and the FICA taxes with an authorized commercial bank depository or Federal Reserve Bank on the Monday following the previous Friday payday.  The employer and employee portions of FICA and federal withholdings were weighted by the total amounts paid and then averaged together.  The tax lags are 15.0525 days.  This includes the 12-day payroll expense lag, plus the weekend and Monday holidays.

Q. Please describe the expense lag for State withholding taxes as found on Accounting Schedule 8.

A. The expense lag for the state withholding taxes (Missouri, Oklahoma, Kansas and Arkansas) is the period of time between the midpoint of the pay period for which the taxes were withheld, and the date that the tax withholdings must be turned over to the taxing authorities.  The lag for state withholding taxes is 19.5132 days.

Q. Please describe the expense lag for Employee’s 401K withholdings as found on Accounting Schedule 8.

A. 401K withholdings relate to the voluntary contributions to a retirement plan made by the Company’s employees.  All employees with at least one year of employment are eligible to contribute to the plan, which allows contributions through a payroll deduction of up to 15% of their compensation.  The expense lag for 401K withholdings represents the period of time these monies were withheld, and the date that the withholdings must be turned over to the trustee.  Withholdings are typically deposited on the Monday following the bi-weekly Friday payday.  As a result, this expense lag is the same as the FICA and federal withholding tax lags.  The employee 401K-expense lag is 15.0525 days.  

Q. Please explain the expense lag for Employers’ 401K match as found on Accounting Schedule 8.

A. The employers’ 401K match expense lag represents the period of time between the midpoint of the calendar year, and the dates the Company must pay its 401K match contributions to the trustee.  The Company will match 50% of the total salary deferred into the plan, up to a maximum of 3% of an employee’s annual salary for the employees who are with the Company at the end of each quarter.  The Company 401K matches are due by the first day of April, July, October and January.  The Staff calculated the lag from each payment date to the midpoint of the calendar year.  The lag is 41.68 days.  

Q. Please explain the expense lag associated with property taxes as found on Accounting Schedule 8.

A. Property taxes for the Company are paid either once a year, due by December 31 in Missouri, or according to a payment schedule prescribed by the other three states in which the Company owns property (Arkansas, Kansas and Oklahoma).  The Staff accepted the Company’s lag of 182.1932 days.

Q. Please explain the federal and state unemployment tax lags as found on Accounting Schedule 8.

A. Federal and state unemployment taxes (FUTA and SUTA, respectively) are paid quarterly and are due at the end of the month following each quarter.  The Staff calculated the FUTA and SUTA expense lags to be 75.1217 and 75.0673 days, respectively.

Q. Please explain the expense lags associated with gross receipts taxes and sales and use taxes as found on Accounting Schedule 8.

A. Because there have been no known or statutory or payment date changes associated with gross receipts, and sales and use taxes since the last rate case, the Staff accepts the Company’s expense lags 20.53 and 19.15 days, respectively. 

Q. Please explain the expense lag for medical care expenses as found on Accounting Schedule 8.

A. The medical care expense lag represents the period of time between the midpoint of the service period, and the date the Company must pay for its health care expense.  The Company utilizes a trustee and self-insured approach for its health care costs.  The trustee estimates the payout for the month, and the Company deposits the corresponding estimated level of payout at the beginning of the month.  The trustee informs the Company if the fund approaches a zero balance during the month and, if it does, the Company makes another deposit to the health care fund.  Because there have been no known or statutory or payment date changes associated with health care expenses since the last rate case, the Staff accepts the Company’s health care expense lag of a negative 12.29 days.  The health care expense lag is negative because the Company prepays this item at the beginning of each month.  

Q. Why do the revenue lags for gross receipts taxes and sales and use taxes differ from the revenue lags discussed earlier?  

A. The Company acts solely as an agent of the taxing authority in collecting sales and use taxes and gross receipt taxes from the ratepayer, and paying the proper institution on a timely basis.  The Company has not provided any service to the ratepayer associated with the gross receipts and sales and use taxes.  Therefore, in order to match the same time frames for these components, the Staff adopted the collection lag and used it as the revenue lag.  As explained earlier, the Staff calculated an 18.66 day collection lag, and used this number as the revenue lag for gross receipts and sales and use tax lags.

Q. Please explain the expense lag for coal on Accounting Schedule 8.

A. The coal expense lag is the time lapse between the date the coal and/or freight services were received and the date the Company paid for these goods and/or services.  The coal expense lag as calculated in the last case is 18.9386 days.

Q. Please explain the expense lag for natural gas on Accounting Schedule 8.

A. The natural gas expense lag is the difference in days between the midpoint of the period when the Company received natural gas from its suppliers, and the date when the natural gas deliveries are paid.  The natural gas expense lag as calculated in the last case is 36.3005 days.

Q. Please explain the expense lag for oil on Accounting Schedule 8.

A. The oil expense lag is the time lapse between the date the oil services were received, and the date the Company paid for these goods and/or services.  The oil expense lag as calculated in the last case is 28.3766 days.

Q. Please explain the purchased power expense lag as found on Accounting Schedule 8.

A. The purchased power expense lag is the difference in days between the midpoint of the period when the Company received the purchased power and the date the Company paid for the power.  The purchased power expense lag as calculated in the last case is 34.9314 days.

Q. What are the components of CWC that do not directly appear in the Staff's Accounting Schedule 8?

A. The Federal income tax offset, state income tax offset and interest expense offset do not appear in the Staff’s Accounting Schedule 8.  These items appear as separate line items in the Staff's Rate Base Schedule, Accounting Schedule 2.

Q. Why are the federal income tax offset, state income tax offset and interest expense offset included in the Staff’s Rate Base Accounting Schedule, rather than the Staff’s CWC schedule, Accounting Schedule 8?

A. The normalized Missouri jurisdictional expense component used for these offsets is tied directly to the computation of the revenue requirement.  The Staff’s revenue requirement computer program (EMS run) has the capability to extract these amounts from Staff’s Accounting Schedule 11, Income Tax.  The computer program applies the CWC factor to each component, and places the CWC requirement directly in Accounting Schedule 2, Rate Base.

Q. Please explain and describe the inclusion of taxes in the Staff’s analysis of CWC.

A. Unlike other line items reflected within the CWC Accounting Schedule, taxes are not considered as O&M expenses, but they are known and certain obligations of the Company with payment periods and payment dates established by statutes.  Rates paid by customers to cover taxes payable represent a source of cash to the Company until passed on to the appropriate taxing authority.

Q. Please explain the federal and state income tax offsets.

A. The federal and state income tax expense lags represent the period of time between the midpoint of the tax/calendar year and the dates the income taxes must be paid to the federal and state taxing authority.  Currently, 100% of the estimated federal tax must be paid during the year in four installments, which are due by the 15th day of April, June, September and December.  The state of Missouri requires that at least 90% of the Company’s estimated tax liability be paid during the year in four equal installments, which must be paid by the 15th day of April, June, September and December.  Unlike the estimated federal tax requirements, the remaining 10% tax liability is due by April 15th following the close of the tax year.  Because there have been no known changes to these payment dates, the Staff accepted the Company’s calculations of 37.5 and 62.55 days for the federal and state income tax lags, respectively.  The CWC factor is included as an input in the Rate Base Accounting Schedule, and the Staff’s computer program calculated the CWC requirement for income taxes.

Q. Please explain the interest expense offset.

A. Although not an O&M expense, interest expense is included in the Staff’s lead/lag analysis because interest is a source of cash provided by the ratepayer and, therefore, properly considered in CWC.  The Company has known and certain obligations to pay cash in the form of interest on its debt.  The interest is pre-collected through rates from the ratepayer for the purpose of passing it on to the bondholder.  The funds are a source of cash to the Company for use toward any purpose that it desires until they are passed on to the bondholder.  

The expense lag for interest was computed by dividing the number of days in the year by four.  All the Company’s long-term debt bears semi-annual interest.  The lag represents the period of time between the midpoint of the semi-annual period, and the date interest paid.  The expense lag computed for interest is 91.25 days (365 / 4).  The CWC factor was included as an input in the Rate Base Accounting Schedule and the Staff’s computer program calculated the CWC requirement for interest.

Q. What was the overall result of the Staff’s lead/lag calculation?

A. The lead/lag study performed by the Staff resulted in a negative CWC requirement.  This means that the ratepayer has provided the CWC in the aggregate during the test year.  Therefore, the ratepayer will be compensated for the CWC, which the ratepayer provides through a reduction to rate base.  This is shown on Accounting Schedule 2, as an offset to rate base.

PROPERTY TAX

Q. Please explain adjustment S-95.5

A. Adjustment S-95.5 annualizes property tax expense.  This adjustment was calculated by developing a property tax rate to be applied to total electric plant in service as of December 31, 2001.  The property tax rate was developed by dividing the amount of total company electric property taxes paid in 2001 by the total electric property as of January 1, 2001.  This property tax rate was then applied to total electric plant in service at December 31, 2001 to arrive at annualized property taxes.  From this amount, the amount of property taxes charged to construction (capitalized) was deducted to arrive at annualized property tax expense.  The annualized property tax expense was then subtracted from test year property tax expense to arrive at the adjustment.

TREE TRIMMING

Q. Please explain Income Statement adjustments S-48.2 and S-61.3.

A. Adjustments S-48.2 and S-61.3 adjust the transmission and distribution tree-trimming expense to reflect the difference between the most current five-year average for transmission and distribution tree-trimming expenses (January 1, 1997 thru December 31, 2001) and the amount expensed during the test year. 

INJURIES AND DAMAGES

Q. Please explain adjustment S-84.2.

A. Adjustment S-84.2 was made to adjust test year expense to reflect the Staff’s annualization of injuries and damages expenses.  The Staff’s annualization of injuries and damages expense reflects a normalized level based upon the average actual injuries and damages paid during the last 60 months, multiplied by 12 to determine an annualized level of injuries and damages expense.

OUTSIDE SERVICES

Q. Please describe adjustments S-82.2, S-82.3, S-82.4 and S-82.5.

A. Outside services are services provided to Empire by entities not directly employed by the Company.  The Staff reviewed outside services posted to FERC accounts 923.005 thru 923.514, Outside Services, during the test year 2001.  My adjustments reflect the inclusion and disallowances based on review of transactions during the test year.  Merger costs associated with the abandoned UtiliCorp United, Inc. (UtiliCorp) proposed merger (1999 – 2000) posted to FERC account 923.045, Outside Services.  The Staff reduced expenses booked by Empire for costs related to the UtiliCorp merger posted during the test year.  It is inappropriate to allow specific recovery in rates of amounts expensed for past merger-related regulatory proceedings.  Inclusion of these costs would also be inappropriate since the costs associated with the UtiliCorp/Empire merger are non-recurring.
The Staff’s adjustments also reduced test year expense for outside services performed in 2000 that were posted to Empire’s general ledger in 2001.  These expenses did not occur during the test year.  The Staff included expenses for services performed in 2001 but paid/expensed in 2002.

Q. Were there other expenses for outside services that the Staff disallowed?

A. Yes.  Price Waterhouse Coopers, LLC completed an assessment of the Centurion computer systems for which costs were expensed during the current test year.  Costs associated with this assessment are nonrecurring and, therefore, should not be included in the test year expenses.  

Mr. Gary Boese, a consultant contracted by the Company, provided consulting services related to the design and market assessment for the Centurion computer system. Costs associated with this assessment are also nonrecurring and, therefore, should not be included in the test year expenses.  

Q. Is the Staff sponsoring any additional adjustments?

A. Yes, adjustment number S-80.6.

Q. Please describe this adjustment.

A. This adjustment disallows the payment made to Hazardous Substance Superfund-PCB Treatment, Inc. Special Account United States Environmental Protection Agency (EPA).  Staff reviewed this expense and determined it is a non-recurring expense, therefore, it is not representative of ongoing expense levels.  The Staff recognizes the Company may have additional exposure to future claims; however, these are not known or measurable at this time and therefore should be excluded from rates.

Q. Does this conclude your direct testimony?

A. Yes, it does.
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