

Exhibit No.:




Issues:
Cash Working Capital; Advertising; Dues, Donations, Memberships and Miscellaneous Expenses


Witness:
Edward F. Began, CPA


Sponsoring Party:
MoPSC Staff


Type of Exhibit:
Direct Testimony


Case No.:
ER-2002-217


Date Testimony Prepared:
April 29, 2002

MISSOURI PUBLIC SERVICE COMMISSION

UTILITY SERVICES DIVISION

DIRECT TESTIMONY

OF

EDWARD F. BEGAN, CPA

CITIZENS ELECTRIC CORPORATION

CASE NO. ER-2002-217


Jefferson City, Missouri


April 2002
TABLE OF CONTENTS

DIRECT TESTIMONY

OF

EDWARD F. BEGAN, CPA

CITIZENS ELECTRIC CORPORATION

CASE NO. ER-2002-217

2CASH WORKING CAPITAL


10ADVERTISING


13DUES, DONATIONS, MEMBERSHIPS AND MISCELLANEOUS EXPENSES









DIRECT TESTIMONY

OF

EDWARD F. BEGAN, CPA

CITIZENS ELECTRIC CORPORATION

CASE NO.  ER-2002-217

Q. Please state your name and business address.

A.
Edward F. Began, CPA, 815 Charter Commons Drive, Suite 100B, Chesterfield, Missouri 63017


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


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


Q.
Please describe your educational background.


A.
I graduated from Washington University, St. Louis, Missouri, in January 1972, and passed the Uniform Certified Public Accountant (CPA) examination in May 1972.  I possess a current Missouri CPA license and permit to practice.


Q.
Please describe your professional experience.


A.
I have been employed by the Commission since November 2000.  Prior to that time I have held various audit, accounting and controllership duties in public accounting and in industry that have required progressively increasing responsibility.  


Q.
What are your duties at the Commission?


A.
I assist other Commission Staff (Staff) in the audits and examinations of the books and records of utility companies operating within the state of Missouri.


Q.
Have you previously filed testimony before this Commission?


A.
Yes, I have previously filed direct testimony in Case No GR-2001-629, involving Laclede Gas Company; and Case No. TR‑2001‑344, involving Northeast Missouri Rural Telephone Company.


Q.
In reference to Case No. ER-2002-217, have you made an examination of the books and records of Citizens Electric Corporation (Citizens or Company) in relation to the Company’s request to increase its rates?


A.
Yes, along with other members of the Commission Staff.


Q.
On what areas will you be testifying?


A.
My primary areas of responsibility in this case are:




Cash Working Capital

Advertising

Dues, Donations, Memberships and Miscellaneous Expenses


Q.
What Accounting Schedules are you sponsoring?

A.
I am sponsoring the following Accounting Schedule:

Accounting Schedule 8   Cash Working Capital


Q.
What Income Statement adjustments are you sponsoring?

A. I am sponsoring the following adjustments:



Staff Adjustment Number

Adjustment Area



S-55.1 and S-55.2


Advertising


S-25.2
Dispatchers’ Christmas Presents

S-55.3
Health Fair Contribution


S-60.1
Flowers, picnics, parties, and related


S-65.1




Donations and Scholarships

CASH WORKING CAPITAL
Q. What is Cash Working Capital?

A.
.
Cash Working Capital (CWC) is the amount of cash necessary for Citizens to pay the day-to-day expenses incurred to provide electric service to its customers.
Q.
Was a lead/lag study performed in this case?
A.
Yes.  Staff performed a partial lead/lag study that included:  Purchased Power; Municipal, Gross Receipts, Sales and Utility Property taxes; Net Payroll; Federal Form 941 tax deposits (i.e. Federal income taxes, FICA and Medicare taxes withheld; employer’s matching FICA and Medicare payroll taxes); state income taxes withheld; Section 401K deposits;  and, other disbursements of $10,000 or greater.
Q.
Is the method you used to calculate Citizens’ 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 numerous rate proceedings dating back to the 1970’s.
Q.
What is the purpose of a lead/lag study?
A.
The lead/lag study determines the amount of cash that is necessary on a day-to-day basis for Citizens to provide electric service to its customers.  A lead/lag study analyzes the cash flows related to the payments received by Citizens from its customers for the provision of electric service and the disbursements made by Citizens to its vendors.
A lead/lag study determines the number of days Citizens waits to make payments after receiving goods or services from a vendor and is compared with the number of days it takes Citizens to receive payment for the electric service it provides to its customers.  A lead/lag study also determines who provides cash working capital.

Q.
What are the sources of CWC?
A.
The shareholders and ratepayers.
Q.
How do shareholders supply CWC?
A.
When Citizens spends cash to pay for an expense before the ratepayers provide the cash, the shareholders must provide the cash.  This cash represents a portion of the shareholders’ total investment in Citizens.  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 that they receive before Citizens pays the expenses it incurred to provide that service.  Ratepayers are compensated for the CWC they provide by reducing rate base by the amount of CWC the ratepayers provide.

Q.
How did the Staff determined the amount of CWC provided by both the ratepayers and shareholders?
A.
The Staff performed 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, Citizens paid the expenses incurred to provide the electric service to the ratepayers before the ratepayers paid cash for the service.
A negative requirement indicates that, in the aggregate, the ratepayers provided the electric service before Citizens paid the expense incurred to provide that service.

Q.
Please explain the components of the Staff’s calculation of CWC that appear 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 Citizens pays on a day‑to‑day basis.

2)
Column B (Test Year Expenses): provides the amount of annualized expense included in the cost of service.  

3)
Column C (Revenue Lag): indicates the number of days between the midpoint of the provision of service by Citizens and the payment for the service by the ratepayer.  I will explain the revenue lag later in this direct testimony.



4)
Column D (Expense Lag): indicates 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.  I will discuss the individual expense lags later in this 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.
Q.
Please describe the revenue lag.
A.
The revenue lag is the amount of time between the day Citizens 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 as follows:
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 last day of the service period, the day the meter is read, 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 Staff use the same three subcomponent lags discussed above in developing its total revenue lag?

A. Yes.  The Staff’s revenue lag subcomponents are identified below:


Usage Lag

15.208 days

Billing Lag

  1.120 days



Collection Lag

17.095 days




Total Revenue Lag
33.423 days


Q.

Please explain how the usage lag was determined.


A.
The usage 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 (30.417).  The 30.417 was then divided by two to yield an average usage lag of 15.208 days.  This final calculation using two as the divisor is necessary since Citizens bills monthly, and it is assumed that service is delivered to the customer evenly throughout the month.

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

A.
The billing lag is the time it takes between when Citizens reads the meter and when the bills are subsequently mailed to the customer.

A. Please comment on the exemplary 1.12 day billing lag.

Q. That is a weighted average of our sampled 204 residential and small commercial and industrial customers and Citizens five largest industrial customers.  The weighting effect of high dollar billings to the five largest industrial customers, who are billed the same day as read, produced a very low overall billing lag.  The normal residential and small business user typically had billing lags of five, seven or more days. As growth continues, Citizens cash collection needs will increase and consideration needs to be given to reducing the billing lag for all customers.

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 Citizens receives payment for that bill.  The Staff determined collection lag days by determining the weighted average number of days lapsed between billing date and payment date during the year ended December 31, 2001.  The average usage lag and average billing lag were then included to produce the total revenue lag in days.  

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 expenses were involved.

Q.
What expense lags did the Staff calculate?


A.
The Staff calculated the following expense lags in this audit: (1) purchased power expense; (2) all other vendors’ invoices over $10,000 each; (3) Federal Form 941 Electronic Funds Transmission Payment System (EFTPS) tax deposits, (i.e. federal income, FICA and Medicare taxes withheld and FICA and Medicare employer tax expense); (4) State income taxes withheld, (5) Section 401K deposits; (6) Gross Receipts, Municipal and Sales taxes; and (7) Utility Property Taxes.

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

A.
Purchased power expenditures are Citizens’ payments to AmerenUE for the wholesale cost of electricity. This product is invoiced monthly in arrears. Consequently, a usage lag of 15.208 days occurs in this classification from the midpoint of the service month to the end of that service month.  These invoices are due and paid monthly.  Their weighted average payment lag is 17.062 days, resulting in a total expense lag of 32.270 days. 

Q.
Please explain the Net Payroll amount found on Accounting Schedule 8.

A. The Net Payroll amount on Accounting Schedule 8 represents the midpoint of Citizens’ Net payroll amounts and the actual payroll dates.  

Q. 
How did the Staff calculate the payment lag for Net Payroll?

A.
Citizens’ payroll is based on recurring semi-monthly pay periods followed by a seven-day payroll preparation lag period prior to actual payroll date.


Staff’s EFTPS  payment lag subcomponents are identified below:

Payroll Period Lag

  7.604      
days

Payroll Preparation Lag

  7.000 
days


Total Payroll Lag Period

14.604   
 days
Q. Please explain the Section 401K payment lag on Accounting Schedule 8.


A.
Section 401K funds that employees authorized to be withheld from their paychecks and the Company’s expensed contribution portion are both transferred to the investment manager on the same date the paychecks are distributed. Consequently, the payment lag for these Section 401K payments is 14.604 days, the same as Net Payroll above.
Q.
Please explain the Federal Form 941 EFTPS payment lag found on Accounting Schedule 8. 

A.
The EFTPS payment lag (i.e., federal income, FICA and Medicare withholding taxes and FICA and Medicare employer’s tax expense) is the time period between the midpoint of the pay period for which the taxes are withheld, and the date these federal taxes are deposited for the U. S. Treasury’s benefit.  Citizens is required to comply with the Internal Revenue Service’s semi-weekly deposit schedule which provides varying periods from three to six business days after the payroll date to deposit these funds via electronic transfer to the U. S. Treasury.

Q
How did the Staff calculate the payment lag for this Federal Form 941 EFTPS lag period?

A.
Citizens’ payroll period lag, 14.604 days, (discussed above) was increased by the test year’s actual EFTPS lag period of 5.260 days to yield a 19.864 day lag.

Q. 
Please explain the State Income Tax Withholding Lag.

A.
Citizens is required to pay three weekly estimated Missouri state income taxes withheld deposits and a fourth deposit to adjust the total monthly deposits to equal actual withholdings.  The four deposits each month reflect a 7.604 day payment lag (365days/48 periods) and a service period lag of one-half the payment lag results in a 3.802 service period lag.  The total payment lag is 11.406 days.
Q.
Please explain the expense lags associated with gross receipts, municipal sales and utility property taxes as found on Accounting Schedule 8. 

A. The service period lag from its midpoint combined with its payment lag periods are:






Service Period 
Payment
 Total

Tax Type

Service Period

       Lag

    Lag   
  Lag

Gross Receipts
Monthly

    15.208

17.774

 32.982

Sales

Various

    10.153

14.979

 25.132

Utility Property
Annually

  182.500

none
            182.500

Q.
What components of CWC are not on Staff’s Accounting Schedule 8?

A.
Federal and State Income Taxes do not appear in the Staff’s Accounting Schedule 8 because the co-operative nature of Citizens allows its income to be “tax free” at its corporate level and profits are returned to shareholders/customers.
Q.
Why is Interest Expense included in the Staff’s Rate Base Accounting Schedule 2, rather than the Staff’s CWC schedule, Accounting Schedule 8?
A.
The normalized expense component used for these offsets is tied directly to the computation of the revenue requirement.  The computer program applies the CWC factor to each component, and places the CWC requirement directly in Accounting Schedule 2, Rate Base.
ADVERTISING
Q.
Please explain adjustments S-55.1 and S-55.2.
A.
These adjustments restate the test year advertising levels to reflect allowable expense.
Q.
Please explain the history of such adjustments before the Commission.
A.
The Commission, in its Report And Order for Case Nos. EO–85–185 and EO‑85–224 involving Kansas City Power & Light Company (KCP&L), adopted the following treatment, which separates advertisements into five categories and provides separate rate treatment for each category.  The five categories of advertisements recognized by the Commission for purposes of this approach are:
(1)
General – advertising that is useful in the provision of adequate service;

(2)
Safety – advertising that conveys the ways to safely use the Company’s service and to avoid accidents;
(3)
Promotional - advertising that encourages or promotes the use of the particular commodity the utility is selling;

(4)
Institutional - advertising that seeks to improve or retain the Company’s public image;
(5)
Political – advertising which is associated with political issues. (In the Matter of Kansas City Power and Light, 28 Mo. P.S.C. (NS) 228, 269, (1986).
The Commission adopted these categories for advertisements because it believed that a utility’s revenue requirement should: (1) always include general and safety advertisements, provided such costs are reasonable; (2) never include the cost of institutional or political advertisements; and (3) include the cost of promotional advertisements only to the extent that the utility can provide cost justification for the advertisements. 
Q.
What examination has the Staff performed in relation to the Company’s advertising expenditures?

A.
The Staff performed an advertisement-by-advertisement review of all advertisements sponsored in whole or in part by Citizens, which were expensed during the test year.  Each advertisement was reclassified by the Staff independent of the classification already performed by the Company.   

Q.
How did the Staff determine each advertisement’s classification under the KCP&L standard?
A.
Staff reviewed each advertisement to determine which of the following “primary messages” the advertisement was designed to communicate: (1) the dissemination of information necessary to obtain safe and adequate service (general, safety); (2) the promotion of a particular product or service (promotional); (3) the enhancement of the Company’s image (institutional); or (4) the endorsement of a political candidate or message (political).

Q.
Does Citizens classify its advertising in categories?

A.
For accounting purposes, the Company distributes Advertising expense in accordance with the FERC (Federal Energy Regulatory Commission) Uniform System of Accounts.  The Company’s response to Staff Data Request No. 1.35, categorized its advertising substantially in accordance with the KCP&L standard. The Staff made some reclassifications because the Company was not fully aware of the KCP&L standard classification guidelines.

Q.
How has the Staff treated general advertising?

A.
The Staff made no adjustment to the Company’s test year expense associated with the advertising that Staff categorized as general advertising. The general advertising that was placed by the Company related to energy conservation and Co-Operative Capital Credits payments due unlocated shareholders.

Q.
How has the Staff treated safety advertising?
A.
The Staff recommends including in the cost of service Staff categorized as safety advertising. Safety advertising conveys to the customer ways to deal with electricity in a safe manner and ways to avoid accidents. 
Q.
How has the Staff treated promotional advertising?
A.
As previously defined, advertisements that encourage or promote the use of a particular form of the Company’s product or service (i.e., payment by bank account auto debit. etc.) is termed promotional advertising.  The Company recorded expenses for all promotional advertisements above–the–line and the Staff removed a portion from cost of service through adjustment S–55.1.  

Q.
Did the Company provide any cost justification for the advertising deemed promotional by the Staff?
A.
As stated earlier, the Company classifies advertising for accounting purposes. Additional categorization was made in response to Staff Data Request No. 1‑35.  The Company does not maintain specific cost justification for promotional advertising on an advertisement-by-advertisement or advertisement campaign basis.

Q.
How has the Staff treated institutional advertising?
A.
Institutional advertising is designed to enhance the Company’s public image.  The Commission has stated that this form of advertising is not necessary for the Company to provide safe and adequate service; and therefore, should not be included in the cost of service.  The Staff classified several advertisements as institutional and removed that amount from cost of service by adjustment S-55.2.   Examples of such advertisements were newcomer welcomes and good wishes to local scholars and athletic teams.

 Q.
Did the Staff become aware of any advertisements that should have been classified as political?

A.
No.  Citizens did not submit, nor is the Staff aware of, any advertisements of a political nature. 

DUES, DONATIONS, MEMBERSHIPS AND MISCELLANEOUS EXPENSES

Q. Please describe adjustmentsS-25.2; S-55.3; S-60.1; and, S-65.1.
A.
These adjustments eliminate test year operating expenses that have no apparent demonstrable benefit to the ratepayer.  These adjustments included sponsorship of community sporting/social events, flower purchases and various charitable donations, etc. Professional and local business and community service memberships were broadly allowed as valid cost of service expenses.
Q.
What was the basis used by the Staff to make these adjustments?
A. The Staff applied judgment in determining whether the activity or services performed by the organizations to which the Company made payments were necessary for the utility to provide safe and adequate service, and non–duplicative of the services performed by other organizations to which the Company belongs.  This criterion for recoverable expenses is consistent with Commission precedents.

Q.
Does this conclude your direct testimony?
A.
Yes.













