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OFFICE OF AUDITING AND PERFORMANCE ANALYSIS
AUDITOR’S REPORT

August 9, 2010

TO: FLORIDA PUBLIC SERVICE COMMISSION

We have performed the procedures enumerated later in this report to meet the agreed upon
objectives set forth by the Division of Economic Regulation in its audit service request dated
June 8, 2010. We have applied these procedures to the Minimum Filing Requirements (MFRs)
prepared by Water Management Services, Inc. in support for rate relief in Docket No. 100104-
WU for the test period ending December 31, 2009.

This audit was performed following general standards and field work standards found in the
AICPA Statements on Standards for Attestation Engagements. Our report is based on agreed
upon procedures and the report is intended only for internal Commission use.



IL OBJECTIVES AND PROCEDURES

RATE BASE

Utility Plant in Service (UPIS)
Objectives: To determine that property exists and is owned by the utility. To determine that

additions to UPIS are authentic, recorded at original cost, and properly classified in compliance
with Commission rules and the National Association of Regulatory Utility Commissioners
Uniform System of Accounts (NARUC USoA). To verify that proper retirements of UPIS were
made when a replacement item was put into service.

Procedures: We reconciled the beginning plant in service balances as of December 31, 1992 as
per FPSC Order No. PSC-94-1383-FOF-WU, Docket No. 940109-WU, issued November 14,
1994, We reviewed FPSC Order No. PSC-05-1156-PAA-WU, Docket No. 000694-WU, issued
November 21, 2005, and tested additions and retirements from July 1, 2004 to December 31,
2009. We determined that the prior Commission ordered adjustments were recorded. We tested
the plant in service additions for the following criteria: date acquired, original cost, account
recorded, and appropriate retirements. We tested the retirements for the following criteria: cost
retired, account number, date of retirement or disposition, amount of accumulated depreciation
retired, amount of proceeds/cost of removal, and amount of gain/loss recorded in utility books
after disposal. The utility participated in a lawsuit pertaining to a performance refund on the
supply main pipe coating that was installed in 2004. The lawsuit was settled in favor of the
utility and recorded the proceeds to offset the supply main UPIS balance. Audit Finding No. 1
discusses our finding.

Land and Land Rights

Objective: To determine that utility land is recorded at original cost, is used for utility
operations, and is owned or secured under a long-term lease.

Procedures: We reconciled the beginning land balance as of December 31, 1992 as per FPSC
Order No. PSC-94-1383-FOF-WU, Docket No. 940109-WU, issued November 14, 1994. We
reviewed FPSC Order No. PSC-05-1156-PAA-WU, Docket No. 000694-WU, issued November
21, 2005, and tested land purchases and sales from July 1, 2004 to December 31, 2009. We
determined that the prior Commission ordered adjustments were recorded. We noted that
additions due to appraisal and surveying costs applicable to a specific land purchase were not
removed when the land was sold. Audit Finding No. 2 discusses our finding.

Contributions in Aid of Construction (CIAC)
Objectives: To determine that utility CIAC balances are properly stated and are reflective of
service availability charges authorized in the utility’s Commission approved tariffs.

Procedures: We reconciled the beginning CIAC balances as of December 31, 1992 as per FPSC
Order No. PSC-94-1383-FOF-WU, Docket No. 940109-WU, issued November 14, 1994. We
reviewed FPSC Order No. PSC-05-1156-PAA-WU, Docket No. 000694-WU, issued November
21, 2005, and tested additions and retirements from July 1, 2004 to December 31, 2009. We
determined that the prior Commission ordered adjustments were recorded. The audit staff read



the utility’s authorized tariff to determine the type and amount, if any, of service availability fees
for new customer additions, and inquired if the utility had any special agreements or developer
agreements, and whether or not it has received any donated property as CIAC. No exceptions
were noted.

Advances for Construction
Objectives: To verify that advances for construction is properly stated in accordance with the
commission approved agreements and prior orders.

Procedures: We reconciled the beginning Advances for Construction balance as of December
31, 1992 as per FPSC Order No. PSC-94-1383-FOF-WU, Docket No. 940109-WU, issued
November 14, 1994. We reviewed FPSC Order No. PSC-05-1156-PAA-WU, Docket No.
000694-WU, issued November 21, 2005, and tested additions and retirements from July 1, 2004
to December 31, 2009. We determined that the prior Commission ordered adjustments were not
recorded. Audit Finding No. 3 discusses our finding.

Accumulated Depreciation

Objectives: To determine that accruals to accumulated depreciation are properly recorded in
compliance with Commission rules and the NARUC USoA. To verify that depreciation accruals
are calculated using the Commission’s authorized rates and that retirements are properly
recorded.

Procedures: We reconciled the beginning accumulated depreciation balances as of December
31, 1992 as per FPSC Order No. PSC-94-1383-FOF-WU, Docket No. 940109-WU, issued
November 14, 1994, We reviewed FPSC Order No. PSC-05-1156-PAA-WU, Docket No.
000694-WU, issued November 21, 2005, and tested additions and retirements from July 1, 2004
to December 31, 2009. We determined that the prior Commission ordered adjustments were
recorded. Our schedule includes: beginning and ending balances by UPIS sub-accounts,
methodology for calculating annual accumulated depreciation accruals, service lives used to
determine accrual multiplier, methodology for accounting for retirements and adjustments, and
current period depreciation expense. Audit Finding No. 1 discusses our finding,

Accumulated Amortization of CIAC

Objectives: To determine that accumulated amortization of CIAC balances are properly stated
and that annual accruals are reflective of the depreciation rates and are in compliance with
Commission rules and orders.

Procedures: We reconciled the beginning accumulated amortization of CIAC balances as of
December 31, 1992 as per FPSC Order No. PSC-94-1383-FOF-WU, Docket No. 940109-WU,
issued November 14, 1994, We reviewed FPSC Order No. PSC-05-1156-PAA-WU, Docket No.
000694-WU, issued November 21, 2005, and tested additions and retirements from July 1, 2004
to December 31, 2009. We determined that the prior Commission ordered adjustments were
recorded. Our schedule includes: beginning and ending balances, methodology for calculating
annual accumulated amortization accruals, service lives used to determine accrual multiplier,
methodology for accounting for retirements and adjustments, and current period amortization
expense. No material variances were noted between audit staff’s accumulated amortization of



CIAC balance and the accumulated amortization of CIAC balance on the utility’s MFR Schedule
A-14.

Working Capital
Objective: To determine that the utility’s working capital balance is properly calculated in
compliance with Commission rules.

Procedures: We traced the components of working capital to the general ledger and recalculated
the 13'month average working capital balances. We judgmentally sampled and tested the
components of working capital for the proper amount, proper time period, and classification.
The audit staff noted that the working capital allowance calculation included unamortized debt
discount and issuing expense and a miscellaneous deferred debit which should not be included.
Audit Finding No. 4 discusses our finding.



NET OPERATING INCOME

Revenue

Objectives: To determine that utility charges are those approved by the Commission in the
utility’s current authorized tariff for water. To determine that revenue earned from utility
property during the test year are recorded and are properly classified in compliance with
Commission rules and the NARUC USoA.

Procedures: The audit staff reviewed the utility’s Commission approved tariffs establishing
rates, compiled a schedule of the water utility revenue for the 12-month period ending December
31, 2009 from the utility’s billing register, and traced the balance to the general ledger and the
MFRs. We tested the reasonableness of the utility revenue by multiplying the average
consumption times the number of customers in each class of service and compared it to the
amount recorded by the utility. We selected a judgmental sample of customer bills and
recalculated the bills using the authorized rates. No material variances were noted between audit
staff’s revenue balance and the revenue balance on the utility’s MFR Schedule E-2.

Operation and Maintenance Expense (O&M)
Objective: To determine that O&M expenses are properly recorded in compliance with
Commission rules, and are reasonable and prudent for ongoing utility operations.

Procedures: We compiled O&M expense items from the utility’s general ledger and traced them
to the MFRs. We reviewed a judgmental sample of the utility’s invoices for proper amount,
proper time period, proper NARUC account, and recurring nature. We reviewed the utility’s
methodology for proper allocation of expenses for water operations. Audit Findings No. 5 and 6
discuss our findings.

Net Depreciation Expense
Objective: To determine that depreciation is properly recorded in compliance with Commission

rules and that it accurately represents the depreciation of utility plant in service assets and the
amortization of utility CIAC assets for ongoing utility operations.

Procedures: The audit staff reviewed the utility’s books and records for depreciation and
amortization expense, We calculated depreciation on plant and amortization on CIAC for the
test year ending December 31, 2009. Audit Finding No. 1 discusses our finding.

Taxes Other Than Income (TOTT)
Objective: To determine the appropriate amounts for TOTI for the test year ended December 31,
2009,

Procedures: We compiled TOTI expenses from the utility’s general ledger and traced them to
the MFRs. We reviewed the real estate and personal property tax bills and Commission filed
regulatory assessment fee forms for proper amount, proper time period, proper NARUC account,
and recurring nature. We reviewed the utility’s methodology for proper allocation of payroll tax.
No exceptions were noted.



CAPITAL STRUCTURE

GENERAL
Objective: To determine that the components of the utility’s capital structure and the respective
cost rates used fo arrive at the overall weighted cost of capital are properly recorded in
compliance with Commission rules and that it accurately represents the ongoing utility
operations.

Procedures: We reviewed the utility’s Reconciliation of Capital Structure to Requested Rate
Base, MFR Schedule D-2, and traced amounts to the general ledger as of December 31, 2009,
We verified debt to the loan agreements, We determined that the utility is collecting and
accounting for customer deposits as authorized in its Commission approved tariff and verified
that the utility is calculating and remitting interest on customer deposits per Rule 25-30.311,
Florida Administrative Code. No exceptions were noted.



III. AUDIT FINDINGS
AUDIT FINDING NO. 1

SUBJECT: UTILITY PLANT IN SERVICE, ACCUMULATED DEPRECIATION, AND
DEPRECIATION EXPENSE

AUDIT ANALYSIS: The utility participated in a lawsuit pertaining to a performance refund for
pipe coating, and received proceeds after a settlement agreement in 2008. The following journal
entry in June 2008 notes how the utility recorded the receipt of the proceeds.

Description Debit Credit
Cash $800,000

Contractual Services-Legal $ 80,663

Supply Mains $719,367

On page 14 of Mr. Brown’s testimony filed with this Commission (Document No. 04389), it
states:

“The new 12 inch ductile iron supply main is suspended under the new bridge by
approximately 550 plastic/stainless steel hangers. It was painted with a three coat system
required to meet Department of Transportation (DOT ) specs. This is a fragile system
that is out of normal view and needs to be constantly inspected, repaired or adjusted, and
repainted over time, starting with sections that have already experienced substantial paint
failure. This is a 10 year contract which requires quarterly inspections and payments. It
also requires the contractor to make any necessary repairs or adjustments to prevent a
catastrophic failure. Under the contract, the pipe will be completely refurbished and
recoated during the first six years and the pipe and coating system will be appropriately
maintained for the full 10 year contract.”

This contract is noted on MFR Schedule B-11. The proceeds of the settlement should be placed
in an escrow account to offset the future costs of the contract which will be $48,000 annually for
ten years. In addition, $13,500 should be removed from the current test year O&M expenses and
$36,000 removed from the Schedule B-3 adjustments to normalize the expense detail for the
Bridge Maintenance Contract. Furthermore, the deferred credit of $705,867 should be reviewed
for either a reduction in working capital or cost free debt in the utility’s capital structure.

EFFECT ON THE GENERAL LEDGER: The following general ledger entries are needed to
correct the utility general ledger balances as of December 31, 2009.

NARUC

Acct. No Description Debit Credit
215 Retained Earnings $ 11,989

309 Supply Mains $719,367

403 Depreciation Expense $ 23,978



108 Accumulated Depreciation $ 35,967

253 Other Deferred Credits $705,867
633 Contractual Services — Legal $ 1,500
636 Contractual Services — Other $ 12,000

EFFECT ON THE FILING: The Account 101 Plant in Service 13-month average balance
should be increased by $719,367, Account 108 Accumulated Depreciation 13-month average
balance should be increased by $23,855, Account 403 Depreciation Expense should be increased
by $23,978, and Operation and Maintenance Expenses should be reduced by $13,500. This
issue’s effect on the filing and revenue requirement should be addressed at the discretion of the
Commission.



AUDIT FINDING NO. 2

SUBJECT: LAND

AUDIT ANALYSIS: The utility included $3,400 in the MFR land balances which pertained to
appraisal and surveying costs applicable to a land purchase in 2006. The land was sold in 2007,
but the utility did not remove these costs when recording the sale transaction.,

These costs should be removed from the utility’s land balance.

EFFECT ON GENERAL LEDGER: The following general ledger entries are needed to
correct the utility general ledger balances as of December 31, 2009,

NARUC

Acct. No Description Debit Credit
215 Retained Earnings-Prior Years $3,400

303 Land and Land Rights $3,400

EFFECT ON THE FILING: The Account 101 Plant in Service 13-month average balance
should be reduced by $3,400.



AUDIT FINDING NO. 3
SUBJECT: ADVANCES FOR CONSTRUCTION

AUDIT ANALYSIS: The balance of the utility’s general ledger Account 252.10 — Advances
for Construction is ($20,737) as of December 31, 2009 which agrees with its MFRs. After
reviewing this account, the audit staff has determined that the balance for this account should be
($76,480). It appears that the Commission ordered adjustments, from FPSC Order No. PSC-94-
1383-FOF-WU issued November 14, 1994, were not recorded. The adjustments were:

AE # 20, Stipulation #10: $ 9,257
Funds from Homeowners, Issue # 6: ($65,000)
($55,743)

In response to a document request, Mr. Brown stated:

“The utility did not record the $65,000 as a customer advance under account 252 because
it was not. The money was paid to Gene D. Brown and his development affiliates as
damages in a lawsuit against the homeowner’ association. Those affiliates included
Leisure Properties, Ltd. which was the General Partner and major owner of the utility
company, St. George Island Utility Company, Ltd. Gene D. Brown was the other major
owner of the utility company which was not a party to the litigation that resulted in the
$65,000 payment to Gene D. Brown and his development affiliates. As owners, Leisure
and Gene D. Brown then paid $65,000 to the utility as paid-in capital under account 211.
... It was an equity transaction, and was properly treated as such on the utility’s books.”

The utility agreed that the $9,257 should have been made but was not. As for the $65,000
adjustment, the audit staff recommends additional research and consideration.

EFFECT ON THE GENERAL LEDGER: The following general ledger entry is needed to
correct the utility general ledger balances as of December 31, 2009.

NARUC

Acct. No Description Debit Credit
252 Advances for Construction $9,257

215 Retained Earnings-Prior Years $9,257

EFFECT ON THE FILING: The Account 252 Advances for Construction 13-month average
balance should be decreased by $9,257. ‘
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AUDIT FINDIG NO. 4
SUBJECT: WORKING CAPITAL

AUDIT ANALYSIS: The utility included $102,597, as of December 31, 2009, of unamortized
debt discount and issuing expense in the working capital calculation. The unamortized debt
discount and issuing expense is also included in the utility’s long-term debt cost rate in the
capital structure. Therefore, it should be removed from the working capital allowance.

In addition, the utility incurred costs of $52,851 during the test year ended December 31, 2009
which was included in the working capital allowance. The miscellaneous deferred debit pertains
to the utility’s application for a wastewater certificate. The utility withdrew its application.
However, the current rate case applies to water only, and therefore, this amount should not be
included in the working capital allowance.

EFFECT ON THE GENERAL LEDGER: None.

EFFECT ON THE FILING: The working capital allowance 13-month average balance should
be reduced by $112, 034 and $35,662, respectively.
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AUDIT FINDING NO. 5

SUBJECT: OPERATION AND MAINTENANCE RECLASSIFICATIONS

AUDIT ANALYSIS:

The audit staff reviewed the supporting documentation for O&M

expenses and determined that the utility had recorded expenses incorrectly We are
recommending the following reclassifications as per the NARUC Uniform System of Accounts:

Balance per Balance per
NARUC Utility Audit
Acct. Description 12/31/2009 variance 12/31/2009
426  Miscellaneous Non-utility $-0- $12,020 $12,020
Expenses
604  Employee Pension and $130,569 $814 $131,383
Benefits
620 Materials and Supplies $18,790 $93,255 $112,045
636 Contractual Services - $46,407 ($2,259) $44,148
Other :
641 Rental of Building/Real $22,002 $1,960 $23,962
Property
650 Transportation Expense $23,168 ($28) $23,140
659 Insurance — Other $16,927 ($12,015) $4,912
675 Miscellaneous Expenses $121,716 ($93,747) $27,969
$379,579 $0 $379,579

EFFECT ON THE GENERAL LEDGER: The following general ledger entries are needed to
correct the utility general ledger balances as of December 31, 2009.

NARUC

Acct. No Description Debit Credit
426 Miscellaneous Non-utility Expenses $12,020

604 Employee Pension and Benefits $ 8i4

620 Materials and Supplies $93,255

641 Rental of Bldg/Real Property $ 1,960

636 Contractual Services — Other $ 2,259
650 Transportation Expense 5 28
659 Insurance — Other $12,015
675 Miscellaneous Expenses $93,747

EFFECT ON THE FILING: Operation and Maintenance Expenses should be reduced by

$12,020.
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AUDIT FINDING NO. 6
SUBJECT: OPERATION AND MAINTENANCE EXPENSES

AUDIT ANALYSIS: Audit staff reviewed the supporting documentation for O&M expenses
and noted the following adjustments.

Balance per Balance per
Utility Audit
Description 12/31/2009 variance 12/31/2009
Materials & Supplies $18,790 ($8) $18,782 (1)
Rental of Equipment $13,990 ($387) $13,603 €]
Transportation Expense $23,168 ($9,104) $14,064 2)
Miscellaneous Expenses $121,716 ($89) $121,627 2)

$177,664 ($9,588) $168,076

These expenses were (1) outside the test year or (2) had insufficient supporting documentation.
EFFECT ON THE GENERAL LEDGER: None.

EFFECT ON THE FILING: Operation and Maintenance Expenses should be reduced by
$9,588.
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EXHIBITS
EXHIBIT NO. 1 - WATER RATE BASE
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EXHIBIT NO. 2 - WATER NET OPERATING INCOME
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EXHIBIT NO. 3 - CAPITAL STRUCTURE
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