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Ajcha Ufilkies. Inc.
Response to PSC Audit
Docket Na. 000737-WS

isclosure No, 1

Auditors recommend that $99,794 of capitalized plant previously expensed for the Seven Springs water
system should he removed, aiong with accumulated depreciation of $31.602, In the Aloha Gardens
Systems auditors recommend that capitalized plant previously expensed of $3.669 and $4,567 be
removed from the respective water and wastewater plant accounts, together with respective accumulated
depreciation of $1.125 and $1,567.

Response

Cranin, Jackson, Nixon & Wilson, CPA's, reviewed plant additions since 1978 in preparation for the 1998
PSC audit, Aloha had not been audite¢ since 1976, a period of some 23 years. The purpose of the
review was to arganize plant documentation and, hopefully, assist the Cornmission auditors in conducling
ne audit in an efficient and cost effective manner. The purpose was not to manipulate earnings or look
for ways to unfairly increase rate base.

As a resuit ot the review, $99,794 of Seven Springs water invoices were found that had been expensed in
error, along with the immaterial amounts noted above for the Aloha Gardens Systems. Ia keeping with
long-standing Commission practice, these errors were corrected in good faith. !n fact e auditors
adinilied they had made similar adjustments in other cases and their recommendation in Disclosure No. 6
of this audit is no different than what was done by Alcha. The audit adjusiments for Aloha Gardens are
immaterial, and the rest of this response relates solely to Seven Springs water,

To determine if correction of the error would have caused the Company to aver earn in the year items
were expensed, the Company went back to the Annual Reports for the applicable years and recalculated
rate base, eperating invorme, and rate ot return as if the invoices had been capitatized. Attached to this
response is a schedule showing that over the years involved, no overearnings would have resulted.

The Company believes that capilalization of invoices previously expensed was an appropriate correction
of an error. The net amounts involved amount to approximately $3,000 in revenue. The amounts
capitatized represent just 1.2% of total plant at December 31, 1999, This is tardly an attempt to
manipuldate earnings or rate base.
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Disclosure No. 2

Auditors recommend Increasing Aloche Gardens land account for the Seven Springs wastewater land
adjusiment made in their audit in Docket No. 991643-SU. After application of the non-used and usefu!
percentage, an increase in iand of $3,030 results.

Response

Aloha has no knowledge concerning whether an error was made in Order No. 99-1817-PAA-WS or not.
However, the Caompany does not object to this adjustment,

Also, to be consistent with grder No. 98-1917-FPAA-WS, the non-used and useful portion should be
atnurlized over 7 years as 10ss on plant abandonment. This would increase amortization expense by
$1.299 ($12,120 x .75/7 yrs).

Disclosure No. 3

Auditors recommend depreciating computer equipment over § years, instead of the 15 years used by
Aloha.  Since some equipment was purchased in 1998, an adiuslnienl lo incredse accumulated
depreciation is proposed.

Response

Aloha has nc objeclion to this adjustment. However, the Company does not believe any adjusiment to

accumulated depreciation is appropriate, consistent with the auditor's recommendation congerning
capitalized plant in Disclosure Ng. 1.

Disclosure No. 4
Auditors recormmend carrection of a pasting arror for purchased water expense between Aloha Gardens

water and Seven Springs water of $15. 277. The correction decreases Aloha Gardens expense and
increases Seven 3prings expense.

Response
Aloha agrees.
Disclaosure No. 5

Auditors found transportation expense of $1,102 recorded twice in December, 19399, Although Aloha
corrected this entry In January, 2000, test year expense should be reduced for the double entry in 1999,

Response

Aloha agrees.

Disclosure No. 6

Auditors recommend capitalizing the costs of a new pump that was expensed in Aloha Gardens sewer
division ($3,816).

Response

Aloha agrees and believes this adjustment is consistent with its capitalization of previously expensed
nlant discussed in Audit Disclosure No. 1.
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Disclosure Na. 7

Auditors recommend decreasing the Vice President’s salary by $28.764 benefits hy $10.871 and relatad
payroll taxes by $2,486. The adjustment is based on the belief that the Vice President does not warrant 3
greater annualized salary than the President. Since the Vice President devotes 20 percent of her fime to
utility matters, the salary should be capped at 20 percent of the President's salary.

Response

Aloha belicyes this is bizarre logic and Ignores the foliowing factors, which have been used by the
Commissian in the past to determine appropriate salary levels:

1. Does Vicc President contibule o the operations, management, and success of the
Company?

2. What duties and responsibilities are performed?
3. 13 compensation reasonable compared to contribution to Aloha?

4. How does compensation compare to other similar sized utilities for Vice President and tatal
officer compensation?

3. Is salary commensurate with tevel of business experience and total campensation?
Auditors have ignored these traditional tests on the assumption that all employees are of egual worth and
their recommendation should be rejected.

Disclosure No. 8

Auditors recommend that $4,348 of unidentified expenses resulting from software conversion be allocated
among Aloha's four operating divisions. The effect is to reduce Seven Springs water expenses by $2,174
and increase Aloha Gardens water and sewer expenses by $2,174.

Response
Aloha agrees.

Disclosure No. 9

Auditors recommend reduciny gecounting expenses tor assisting Aloha in reviewing system output,
balancing, and {esting acgounts associated with implementation of new general ledger ang billing
software. The impact is o reduce expense for the Algha Gardens systemns by $1,584 each, and by
$4,021 for Scven Springs water.  Audilurs view these as non-recurring expenses and recommend
amartization over 5 years.

Response

Aloha believes no adjustment is warranted. Until August 1999, the Company was not able to produce a
general lgdger or financial statements due to softwarc conversion. Ajcha believes the charyes for these
services simply took the place of the charges for the narmaf semi annual review of accounts. In additiqn.
the financing with Bank of America requires the submission of quarterly statements which Cronin,
Jackson, Nixon and Wilson will review before submission to the Bank. Theg annual estimated cost is
expected (0 equal or exceed any costs proposed by this audit adjustment,
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Disclosure No. 10

Auditors recommend removing $761 of Shell Oil credit card axpenses apparently used by the Vice
President's husband.

Response
Utility agrees.

Disclosure No, 11

Auditors propose adjustments to taxes other than income for available discounts not taken and method of
aitocation of real estate taxes. Impacl is 1o Increase taxes gther than income for Aloha Gardens water
and sewer by $1,141 and $5,836 respectively, and Seven Springs water by $4,370.

Response
Utility agrees.

Disclosure No. 12

Auditors state that Aloha Gardens 1999 purchascd water expense decreased $76,574 from similar
expense in 1998, Further, the Company sold 35,601,000 gallons more water than was avaiable. The
cause of the expense decrease is a faully Pasco County meter,

Response

Alcha believes that the underbilling of water hy Pasco County distorts its ezrnings for 1289 in the Aloha
Gardens water system. In evaluating such earnings, the Company believes the Commission should
increase reported Q&M expense to take this temporary distortion of normal and necessary expense into
account.

Pasco County has been notified of the slow running meter and believes it is likely the County may
eventually back-bill them for this water. Rates should not be reduced When the meter is fixed. rates
would need 1o be Increased again.

The problems related to the meter were noted in the 1999 Annual Report. along with an explanation as to
why an expense foi unbilled water was not accrued. A capy is attached.

Disclosure No. 13

Auditors note that the custemer deposits account balance includes $41,782 of non-regulated deposits
related to street light and garbage customers. Auditors recommend that the non-regulated deposits he
removed.

Response

Alohg agrees,
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Diselosure Ne. 14 - Deferred 1 axes and Contributed Taxes

Auditors recommend netting all deferred tax assets, deferred tax liabitities. and contributed taxgs and
reducing rate base by the net amount. Auditors apparently believe this is normalization as required by
Orcer No. 23541, issued Qctaber 1, 1990. Further, auditors believe that the unamortized contributed
taxes (gross-up) received from developers to pay the tax impact on CIAC should be ragarded as CIAC.
This conclusion is based on audilurs reliance on Order No. 11487, issued January 5. 1983, four years
before CIAC became taxable. Auditors state, "we believe that Orger 11487 is very clear and that all
contributions received should be considered CIAC and included in rate base even if taxes were paid in
the year received.” Auditors claim that "aller reaging the above Orcers and further review of the issues, it
is clear as to the proper accounting treatment of these accounts for regulatory purposes.”

Resbonse

Unfortunately, Aloha does not believe that the auditors have obtained a clear understanding of gross-up,
the related deferred taxes, or proper regulatory treatment of these accounts, Their reliance on Order No.
11487, issued four years before CIAC became taxabie, is totally mispiaced and the issue cited in that
Orger is totally unretaied 1o Aloha's accounting practices for CIAC.

Auditors seem to be unaware that meter fees, tap fees, and conneclion fees, as defined by Section 118
LR.C., have always been taxable and ware not eligible for gross-up. The Tax Reform Act of 1986
changed Section 118(b) L.R.C. to make ail CIAC taxable effective January 1, 1986. In respanse, the
Commission issued several Orders allowing utilities to collect the tax impact on previously untaxed CIAC
from the contributor of CIAC. Since meter, tap, and connection fees were taxable prior to the enactment
of the 1986 Tax Reform Act, utlities were prohibited from collecting the tax impact associaled with the
ieceipt of these types of CIAC.

Aloha obtained tariff authority to collect tax impact charges on CIAC and fully complied with the various
related regulatory requirements. These included placing the c¢harges in an inferest bearing escrow
account, making withdrawals only to pay taxes, and filing annual grogs-up reports with the Commission.
These reports showed the amounts collected, actual taxes paid. and proposed disposition of any
rermaining funds,

The Commission issued three Orders disposing of Aloha's gross-up collections during the period January
1, 1887, through June 12, 1996. Refunds were required for collections in the years 1887, 1989, and
1961. Aloha kept track of the tax impact charges received in an account called "Contributed Taxes.” The
first Order disposing of gross-up funds and requiring refunds covered the years 1987 through 1989 and
was not issued until 1991, The secund Order disposing of gross-up and requiring a refund covered the
years 19980 through 1992 and was not issued until 1994. The final Qrder covered the years 1993 through
July 12, 1996, and was not issued until 1998. Aloha's policy was to begin amortizing contributed taxes to
above the line income, when a Commission Cider was Issued disposing of tax impact collections for the
respective years. For this reason only, the balance in the "Contributed Tax” account is greater than the
"Deferred Tax Asset - CIAC" account,

In respense to Audit Disclosure No. 7, filed in Docket No. 991643-SU on June 30, 2000, Algha
demonstrated that if the Commission had issued Orders disposing of gross-up in the year received, the
net balance n the "Coaotributed Taxes" and “Deferred Tax Asset - CIAC" accounts would be
approximately equal.

The auditors have concluded that Order Nao. 11487 requires that contributed taxes should be treatec 85
CIAC and deducted from rate base. The issue cited in that order dealt with lax on connection and tap
fees. Avatar Utilities, Inc. of Florida, Barefoot Bay Division, sought to reduce the CIAC recorded for these
charges by booking them net of tax. The Commission refused to accept this treatment, wilh which Aloha
agrees. Aloha has recorded ali types of CIAC received at their full value, whether taxable or nof.

Auditors fail to understand that the taxes paid by Avatar were investments in the taxes associated with
connection and tap fees. Presumably, the deferred tax assets (debits) associated with Avatar's payment
of taxes on connection and tap fees were an offset to the deferred tax liabilities (credits) recognized at
zero cost in the capitat structure.
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Disclosure Nu. 14 - Deferred Taxes and Contributed Taxes

All this Order says is that CIAC shouid be recorded at full value, which Aloha has done. 't could not
reflect the policy proposed by the auditors since other forms of CIAC were not taxabte and the concept of
CIAC grogs-up was unknown and nol needed in 1983.

Auditors cite normalization requirements in Order Na. 23541 for Qross-up and non-grass up companies,
as follows: “As discussed above, normalization involves offsetting debit-deferred taxes against credit-
deferred taxes in the capital structure with any net debit-deferred tax balance included in rate basa". Yet,
he auditors are proposing to abanden normaiization and are recommending a net reduction to rate base.

In the 1983 Avitar Qrder cited above, Avitar had reduced rate base by the net credit-deferred taxes.
Sheet No. 3 of that order under Deferred Taxes reads as follows:

"In its application, the ulility reflected deferred taxes as a reduction to rate bhase.
Consistent with the normalization methad of accounting approved for this utility, deferred
taxes should be included in the capital strusture as zers cost.”

Thus, the auditors’ position s conirary to the very order they are relying on to- support their
recommendation to reduce rate bass

Alecha believes that it is using the full normatization method for a gross-up company required by Order No.
23541, The difference in normalization for a gross-Up company vs. a non-giuss-up company is the
existence of "contributed taxes” for a gross-up company.

A non-gross-up company is one who elected to invest in taxes related 10 taxable CIAC and did not collect
ihe tax Impact trom contributors. As a result, there is no "contributed tax" account with which to offset
deferred tax assets (debits) arising from taxable CIAC. The deferred tax assets (debits) are used to offset
any deferred tax liabilites (credits) and the net debit balance is included in rate base. In this manner, a
non-gruss-up company's invesiment in taxes is recognized in the rate setting process.

In contrast, a gross-up company collected the tax impact of CIAC from the contributor. A deferred tax
asset (debit) wuy crealed each year for the receipt of taxable CIAC, just ltke a non-gross-up company.
However, the deferred tax asset is not recognized in the rate setting process since the company did not
make the investment in the tax. Rather, the tax was paid by the contributor of CIAC and reflected in thg
"corttributcd tax" accounl. Thus, & gross-up company has no investment basis in either the deferred tax
asset (debit) or "contributed taxes” {(credit) accounts. As a result, both of these accounts are ignored in
the rate setting process. '

It is apparent that the auditors are looking for a way to include the difference between Aloha's "deferred
tax asset-CIAC" (debit) account and the "contrinuted tax" (credit) account of ($185,4598) in the rate sefting
process. This would reduce the revenue reguirement. As noted above, the difference for Aloha arises
solely because of the timing of when amortization of "contributed taxes" began, due to delays in Orders
from the Commission. Rate setting treatment of this difference would be bad policy and punitive for the
following reasons: .

1. Regutatory treatment of the difference will result in returning a graater benefit to the
general body of rate payers than required by Order No. 23541. The only benefits Aloha
receives are the tax depreciation benefits on CIAC which was taxable.



_
Rug 02 OD 04:03p ( &l 7)1 F97-3602 p.10

Disclosure No. 14 - Deferred Taxes and Contributed Taxes

2. Algha is returning the tax benefits of depreciation to the generai body of rate payors by
1.} including the deferred tax liabilities associated with the depreciation of taxable CIAC
assets, as zero-cost capital in the capital structure and 2.) amortizing the “contributed
lax” account to above the line income. Over the tax depreciation/amortizalion lives, all
benefits received will be returned to the general body of rate payors.

3. For some gross-up companies, the "contributed tax" (credit) balance is less than the
"deferred tax-asset-CIAC (debit)” balance. Alona does not believe that this debit
difference should be treated as an investment, under the auditors' theory of
normalizativn. A gross-up company has na investment basis in either of these accounts,
regardless of their balances.

4. Aloha (or any other company which grossed-up CIAC) received ng benetit trom the
contributed taxes received, except for tax depreciation benefits. No cost fee capitai or
other discretionary flow of funds resulted from receipt of tax impact charges. Rather, all
amounts recceived were used to pay income taxes and were unavailable for any other
purpose. As noted above, they were closely regulated and disposed of by Commission
Order.

Finally, it is not clear what the auditors understand the “contributed tax” account tq be. n their proposed
adjustment it is {abeled "CIAC Grossed up" and the accumulated amortization is labeled "Amortization of
CIAC". As noted ahave. none of the CIAC that was subject o tax is in this account. One hundred
percent of the CIAC received was recorded as such.

The statement is made that "in Aloha's nase, na distinction is made for deferred taxas relating to meter
fees received that were not grossed-up and deferred taxes reiating to plant capacity charges that were
grossed up.” Aloha does not understand this statement since separate accounts for deferred taxes on
meter fees are maintained. Regardless of who paid the tax on varinus forms of CIAC, a deferred tax
asset (debit) will resuit because of the book/tax timing difference. The distinction regarding meter fees
deferred taxes should be self evident, since taxes on such CIAC were paid for by Aloha and represent an
investment. As noted above, the Commission prohibited collection of gross-up on meter fees. Deferred
tax assets (debits) for meter fees were not used to offset deferred tax liabilities (credits) in the wastewater
rate case since they relate to water operations. If there is any meaning in the auditors’ statement beyond
this, Aloha doesn't get it.

In summary, the auditors' clear understanding of the issues in disclosure No. 14 should be rejected.
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Aloha Utilities, inc.
Analysis of Involees Capitalized in 1897
Seven Springs Water Division
Response to Audit Disclosure No. 1
Docket Mo.000737 - WS
Proforma Proforma Proforrna
Operating Rate Rate of Operating Rate Rate of
Proforma  Income Per Base Per  Raturn Per Income Had  Base Had  Retumn Had
Year ot Depreciation  Annual Annual Annuyal CostBeen  CostBeen  Cost Been
Addition Cost Expensed Expense Report Regon Report Capitalized Captitalized Capitalized
1980 $ 18622 % 20 $ 25201 $ 551,946 457% $ 26,803 § 553,346 4.84%
1981 $ 41 $ 99173 § 890.350 11.14% % 99132 $§ 891,91 11.11%
1982 3 41 § 657640 § 578,208 997% & 57599 & &79728 9.94%
1983 3 41 % 74120 $§ 58815 1260% § 74079 S 589734 12.56%
1984 % 41 $ 63410 $ 538,345 11.76% § 63369 5 540,783 11.72%
1888 $ 41 % 44485 § 431214 9.24% 3 44444 § 482611 9.21%
1986 3085 3 80 $ 28111 3 384809 731% § 31,126 § 388334 8.00%
1987 8 9,728
7.601
885 18.214 § 348 $(38,312) $ 448618 -854% & (20.098) § 46862 -4.20%
1988 $ 573 & 502 § 284203 0.18% 5 (71 § 305910 -0.02%
1939 1,00/
15,794 17,367 % 790 § (1.562) § 210,168 074% $ 15799 $  246.274 6.42%
1990 22,465
9,623
11660 43748 § 1,554 §(19,538) § 222480 -8.78% § 24210 $ 297,484 8.14%
1991 1,800
5,565
8,389 15754 3 2300 $ 11,262 § 251326 4.48% % 27016 $ 343.283 7.87%
Total $99,794 % 5.868
Average for Periods $ 28,708 3 452582 634% $ 36981 § 474048 7.79%
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UTILITY NAME: Aloha Utilities, Ine. YEAR OF REPORT
SYSTEM NAME / COUNTY: Aloha Gardens / Pasco December 31, 1998

SCHEDULE OF YEAR END WATER RATE BASE

ACCT, REF. WATER
NQ. ACCOUNT NAME PAGE UTILITY
{a) {b} (<) (d}
101! Utility Plant in Service W-d{h) ] AS2.853
Less:

Nonused and Useful Plant (1)

—— et e

108.1 Accumulated Depreciation WLE{b) 763,201
1101 Accumylatey Amoization
271 Contributions in Aid af Constructicn W7 438,244
252 Advances for Construction ~-20
Subtotal {300,583
Add:
272 Accumulated Amortization of Contribttions
in Aid of Construction W-8(a) 285,627
Subtota! (12.984G)
Plus or Minus:
14 Acquisition Adjustments (2) F-7
115 Accumulated Amortization of Acquisition Adjusiments (2) F-7
Wwoiking Capitai Allowance (3) 96,222
Gther (Speciy): S

WATER RATE BASE 3 43,256

UTILITY OPERATING INCOME W-3 5 108.617

ACHIEVED RATE OF RETURN (Water Operating Income/MVater Rate Base) (Note (4)) 251.10

LTS

NOTES: (1) <Class A calcylate consistent with [ast rate proceeding. Class D estinialed if not knowe.
(2)  Include oniy those Acquisition Adjustments that have been approved by the Commission.

{3} Caleulation consistent with last rate proceeding.
In absence of a rate proceeding, Class A utllities will use the Balance Sheet Method and
Class 8 Utilities will use the One-aigth Opaerating and Maintenange Expense Method,

w-2
GROUP 1
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UTILITY NAME:  Alcha Utililies, Inc. YEAR OF REPORT
SYSTEM NAME / COUNTY: Aloha Gargens / Pasco December 31, 1398
SCHEDULE OF YEAR END WATER RATE BASE
Note (4).  Duning 1999, The Pasco Caunty bulk meter used to measure purchased water was not WOTRIng

properly. Management notified Pasco County Utility Department but the meter has yet to be
repatred or replaced. As a result, Aloha has been ungertilled for purchased water by
approximatety $85,000. As snown an Page W-11. Aloha sold 35,601 gallons (C00) mere than
was purchased and pumped. The ftotal gallons purchased and billed =mounted to 58 185 yailans

(000) This compares to yallons purchased in 1898 and 1997 of 115 515 ang 148.672
respectively.

Based on these circumstances, the operation and mainignance expenses are anificiaily low for
1899 and result in an appearance of abnormatly high earnings. The Campary consicered
accrying a liabrity for unbilled purchased water expense. but decided rot t¢ book such an entry at
this time, due to uncentainties as to Pasco County’s actich on this matter in the fulure.

W-2 {(a)
GROUP 1

13





