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corporate center costs. The appropriate involvement of Lone Star during the
bottoms-up development and scoping of the budget as well as rigorous cost
control processes subsequently employed, provide the necessary methods to
ensure that Lone Star’s needs are appropriately served. Additionally, the frequent
analysis and review by management provides the oversight necessary to ensure

that corporate support service costs are reasonably managed and controlled.

B. Benchmarking
WHY IS BENCHMARKING AN IMPORTANT TOOL IN EVALUATING

COST REASONABLENESS?

Benchmarking is an important internal cost control tool used by management to
improve performance, institute best practices and establish an organizational
culture that embraces continuous improvement. Within the corporate center
functions, the conduct of discrete benchmark studies can identify cost
performance and/or service delivery opportunities. A company that frequently
employs benchmarking exercises is more likely to also have a corporate culture
built on continuous improvement and effective cost control mechanisms. For
these reasons, the Commission’s RFP lists benchmarking comparisons as an
example of the type of evidence that may be presented to support the utility’s

burden of proof for the recovery of affiliate costs.
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DO FPL AND NEER UTILIZE BENCHMARKING?

Yes. Benchmarking is utilized by FPL and NEER to understand the
comparability of costs incurred for a variety of functions such as Human
Resources and ECCS to provide for third-party input into relative cost levels and

underlying practices.

HOW IS THE BENCHMARKING CONDUCTED BY FPL AND NEER
BENEFICIAL AND DOES IT LEAD TO ENHANCED COST CONTROL?

The benchmarking assessments undertaken by FPL and NEER benefits them in
three primary ways. First, it gives management a comparative view of business
unit performance and allows them to assess their own cost performance relative to
previous years and with their peers. Secondly, this information is used as an
objective measure when evaluating performance of business unit managers
relative to attainable targeted cost performance levels. Lastly, benchmarking
results are an important mechanism by which management determines whether to
outsource activities deemed cost ineffective or not core to the business. In this
manner, benchmarking inserts more rigor into cost identification and control

efforts at FPL and NEER.
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C. Cost Management Summary
WHAT DO YOU CONCLUDE FROM YOUR REVIEW OF NEER AND

FPL COST MANAGEMENT PROCESSES?

A tightly executed budgeting process, rigorous monitoring of costs and targeted
benchmarking constitute ,an effective approach to managing corporate support
center costs that are employed by all the entities. These mechanisms, in
particular, allow Lone Star to have broad visibility into, and exercise influence
over, support center costs. The combination of a top-down guidance approach,
with a bottom-up detailed budgeting process that involves focused interaction
between FPL and NEER and their affiliates (including Lone Star), allows for
alignment of cost levels with the expected performance of the enterprise and the
requirements of the business. Periodic and detailed cost performance reporting
mechanisms allow FPL and NEER and their affiliates (including Lone Star) to
closely track and manage costs consistent with the budget, and provide the cost
transparency to ensure that charges from affiliates to Lone Star are reasonable and

necessary.

VII. ALLOCATION PROCESS

WHAT IS THE PURPOSE OF THIS SECTION OF YOUR TESTIMONY?
The purpose of this section is to demonstrate that the assignment and allocation of
affiliate costs to Lone Star from FPL and NEER are reasonable and appropriate.

Notably, NEET’s costs are direct charged and not currently allocated.
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WHAT APPROACH DID YOU TAKE IN EVALUATING THE
REASONABLENESS OF THE NEER AND FPL COST ASSIGNMENT
AND ALLOCATION TO LONE STAR?

Appropriate cost assignment and allocation from FPL and NEER to their affiliate
companies is a necessary element in determining whether corporate center
(support service) costs are fairly and reasonably distributed. This section
evaluates the reasonableness of the methodologies and processes utilized by FPL
and NEER to assign or allocate corporate center costs to Lone Star. The
reasonableness and appropriateness of FPL’s and NEER’s approach can then be
assessed by evaluating its allocation methodology and allocation factors as well as
by comparing its allocation practices to those adopted by other utilities (i.e.,
benchmarking). In short, my analysis of the relevant allocation principles,
processes and end results consisted of the following activities:

e Interview of responsible NEET, NEER, FPL and Lone Star
management to understand the nature and application of the allocation
methodologies employed;

e Review of the current FPL CAM, NEER AMF P&P, NEER
Transactions with Subsidiaries and Affiliates Policy & Procedure and
allocation processes to assess whether they are in alignment with the
cost causative nature of the underlying functional areas (i.e., do the
allocation methods used bear a reasonable and direct relationship to

the actual activities performed); and

e Analysis of the allocation factors used by other peer utilities to
determine whether those employed by FPL and NEER are comparable.
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WHAT SPECIFIC CRITERIA DID YOU UTILIZE IN ESTABLISHING
THE FRAMEWORK FOR ASSESSING THE NEER AND FPL COST
ALLOCATIONS?
I used several discrete criteria based on my experience and expertise to evaluate
FPL and NEER service cost allocations for corporate service center activities:

e Are allocation methods fully documented?

e Do allocation methods reflect acceptable standards?

¢ Do allocation methods reflect cost causation?

e Are allocation methods consistent with similar companies?

These criteria provided a definitive basis for the conduct of the assessment and

established a specific framework against which the allocations could be compared.

PLEASE DESCRIBE THE MANNER IN WHICH YOU PERFORMED

YOUR EVALUATION OF THE NEER AND FPL COST DISTRIBUTION

METHODOLOGY AND PROCESSES.

My assessment was structured to understand whether the FPL and NEER
assignments and allocations comply with the fundamental tenets of cost causation
and responsibility. It was also structured to determine whether these methods are
fully documented and consistently applied. A review of the overall cost recording
assignment and allocation processes and practices was conducted to construct a
basic understanding of the underlying mechanics of the process. Further, the FPL
and NEER allocation factors were compared with allocation factors utilized by a

peer group of other utilities’ parent or service companies to determine
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consistency. This analysis provides the basis for my conclusion that the FPL and
NEER assignment and allocation procedures and policies are reasonable when
compared to standard industry practices and in consideration of their specific

application to the FPL and NEER costs.

PLEASE EXPLAIN FPL’s COST ASSIGNMENT AND ALLOCATION
PROCESS.

FPL’s CAM has been used for an extended period of time and has been reviewed
by the Florida Public Service Commission. The FPL CAM provides an overview
of all topics relevant to the assignment and allocation process including the types
of management fees that exist and the theoretical basis for assigning costs. Costs
are apportioned in three ways:

e direct bill: include cost of resources which are used exclusively for
the provision of services that are easily identified with an activity.
Examples include employee time and travel expenses;

e direct assigned: include cost of resources used not just by Lone Star
but also other affiliates and are apportioned using cost causative
factors. The cost of office space used by Lone Star using the square

footage occupied by Lone Star is an example of direct assigned cost;
and ‘

o allocated: this includes costs incurred to support one or more
organizations but cannot be directly billed or assigned using cost
causative factors (FPL AMF).

Inter-Company transactions and the proper way to apportion costs between
regulated and non-regulated areas of the business are covered as well in the CAM.

With respect to Lone Star, the FPL CAM utilizes the AMF approach which

ensures that costs are correctly and fairly allocated among its constituents. The
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AMF is applied to a cost pool of common services determined annually through a
review of the products and services provided by FPL corporate center
departments. This review identifies the products and services within each budget
activity that benefit the entire enterprise or specific companies. The corporate
center functional budget costs that are not directly billed or assigned are then
allocated using specific drivers (where available and appropriate) or with the
Massachusetts Formula. These mechanisms are explained in more detail in Ms.

Dietrich’s direct testimony.

HOW ARE THE NEER AND FPL COSTS ASSIGNED OR ALLOCATED
TO LONE STAR?

With respect to Lone Star, the FPL and NEER costs are either directly billed,
direct assigned to affiliates, or are allocated using allocation factors that are
assigned to specific cost categories. These allocations take place through
application of two available methods: specific cost-causative drivers or the

Massachusetts Formula-based allocation.

Specific cost driver based application focuses on identifiable metrics affecting
cost levels, such as headcount or number of workstations, while the
Massachusetts Formula-based method utilizes an average of general bases of
revenues, gross property plant and equipment and payroll to distribute costs.
Allocated costs do not include direct charges, which are incurred directly in

support of a business unit and billed directly to that business unit based on time
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capture. The allocation factors used by FPL and NEER as well as a breakdown of

affiliate costs to Lone Star are examined in detail in Exhibit TJF-4.

These allocation factors are based on objective metrics and are cost-causative
(i.e., these factors have a direct relationship to the causation of the expense and
the effect this activity has on the operations of the benefiting entity). In cases
where allocation factors cannot be definitively used, the Massachusetts Formula is

applied.

CAN ALL COSTS BE CHARGED DIRECTLY TO EACH AFFILIATE,
INSTEAD OF ALLOCATED THROUGH A FACTOR?

No. Many employees perform multiple activities, often on behalf of multiple
affiliates. Costs are directly billed to affiliates to the extent practicable, but costs
jointly incurred on behalf of more than one business unit or affiliate have to be

allocated because such costs are not easily divisible or directly assignable.

DOES LONE STAR HAVE INPUT INTO THE ALLOCATION PROCESS?
Yes, Lone Star is involved in the allocation process in two ways. The first way is
during the budget development exercise. Lone Star has the opportunity to provide
input directly to the relevant operating functions during the budgeting process
when these entities are developing their budget plans. Secondly, Lone Star
leverages its interaction with these operating functions to obtain enhanced

explanation, understanding and justification for these activities and costs that are
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allocated. Through these mechanisms, which occur throughout the year, Lone

Star has an appropriate level of input.

ARE THE DIRECT ASSIGNMENT AND COST ALLOCATION
METHODOLOGIES UTILIZED BY FPL AND NEER SIMILAR TO
THOSE USED ELSEWHERE IN THE UTILITY INDUSTRY?

Yes. FPL and NEER directly charge their affiliates for services rendered, when
circumstances permit. They utilize cost allocation if there is no clear way to
direct charge services. This is similar to other utility service companies. For
costs that are not directly charged, these entities generally employ a similarly
robust process to allocate costs among the business units or affiliates based on
specifically identified, cost-causative allocation factors that relate closely to the
nature of the activity, or through adoption of a multi-part general allocator like the
Massachusetts Formula. Companies consistently allocate costs to the entity for
whose benefit the cost was incurred. The cost allocation methodologies used by
FPL and NEER, as described in my testimony as well as the FPL CAM and
NEER AMF P&P, are grounded in the same principles as other companies in the

industry.
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WHAT DO YOU CONCLUDE ABOUT THE ALLOCATION AND
DIRECT BILL PROCESSES AND ASSOCIATED COSTS THAT LONE
STAR SEEKS TO RECOVER IN THIS CASE?

The FPL and NEER direct billed, direct assigned and cost allocation processes are
reasonable and well structured. They involve the key elements required to
establish a fair and objective system of cost allocation to affiliates. I believe that
the cost allocation processes employed by FPL and NEER allow for an equitable
allocation of affiliate costs. Therefore, I believe that the costs that have been
allocated to Lone Star through these methodologies, as well as the costs direct

charged to it, are reasonable and necessary.

VIII. COST COMPARABILITY

PLEASE DESCRIBE THE METHODOLOGY YOU UTILIZED IN
PERFORMING THE EXTERNAL BENCHMARKING ANALYSIS FOR
LONE STAR.

To further assess the reasonableness of affiliate costs, I conducted a high-level
external benchmarking analysis. I based my assessment on a multi-level approach
by:

o comparing Lone Star to a limited number of transmission entities, both
in Texas and in other states, to assess overall cost comparability; and

e performing a broader benchmarking of FPL, one of the main entities
providing services to Lone Star.

NEER services were not benchmarked because comparability among peers is

limited and data is insufficient due to the unregulated nature of these operations.
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Multiple operating company peer groups based on FERC Form 1 data were
used to develop external benchmarks for FPL. A summary of the
benchmarking data and peer group selection process is in Exhibit TJF-5. I
benchmarked FERC Form 1 administrative and general costs because most of
the FPL costs billed to its affiliates are captured in this account category. The
Form 1 also provides the administrative and general costs for other utility parent

or service companies.

HOW DOES LONE STAR COMPARE TO THE PEER GROUP?

Lone Star performs well and is better than the average of the peer group. My
benchmarking used FERC Form 1 data of transmission entities both in Texas and
outside as well as Commission filings. The details of this comparison are shown
in Exhibit TJF-5. I note that transmission-focused utilities such as Lone Star are
limited in number and publicly available operational data is limited. Additionally,
I also compared Lone Star’s projected administrative and general costs in 2013
with the costs of its peers by using published data from the Consumer Price Index
and Producer Price Index to deescalate those costs to the most recent date where
information is available for Lone Star’s peers. This was necessary as Lone Star is

currently in a construction phase and will become fully operational in 2013.
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HOW DOES FPL’S PERFORMANCE COMPARE TO ITS PEER
GROUPS?

Across all of the peer groups analyzed, FPL performs extremely well; this is
reflective of a longstanding commitment to cost management and business
optimization that translates into extremely competitive positioning against peers

as illustrated in Exhibit TJF-5.

Better than average performance (i.e., lower costs than the peer group) can
generally be viewed as indicative of effective cost management. This relative
cost position against peers thus suggests that some combination of intemal
execution and specific local circumstances have combined to provide for
favorable cost positioning. As shown in Exhibit TJF-5, FPL performed better
than average (i.e., lower comparative costs) in all of the benchmark metrics
analyzed across the peer groups for each time period indicating a very high level

of cost control.

IX. CONCLUSION

WOULD YOU PLEASE SUMMARIZE YOUR REVIEW OF THE
AFFILIATE COSTS BILLED TO LONE STAR?

In my opinion, the affiliate charges incurred and billed by NEET, NEER and
FPL to Lone Star are reasonable, necessary and should be fully recognized for

recovery by the Commission for the following reasons:
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The services performed by these entities are consistent with those
performed by the service companies of utilities in the peer group set
and similar to those typically centralized to achieve economies of
scale.

The activities performed by Lone Star’s affiliates are necessary and
required of any public utility to satisfy the responsibilities to
customers and governmental entities and to support the effective and
efficient operations of the business.

The lower costs of centralization and/or more reliable operations that
result from the performance of these activities are available to all
customers. The benefits also include increased employee productivity
and enhanced corporate performance.

The budgeting process incorporates appropriate and effective
mechanisms at the NEET, NEER and FPL level to enable Lone Star to
provide adequate input into the service and cost levels and maintain
control over cost performance after the budget is established.

NEET, NEER, FPL and Lone Star employ several mechanisms to
monitor costs on an ongoing basis. These mechanisms are effective
and mirror typical practices used to exercise appropriate control over
cost incurrence.

The multiple allocation factors for FPL and NEER reflect appropriate
cost causation principles and are comparable to those used by other
similar companies. The use of the Massachusetts Formula is also a
reasonable approach and mirrors other multi-part factors used within
the industry.

Direct charges from NEET, NEER and FPL to affiliates, including
Lone Star, utilize time recording processes to ensure that benefiting
companies are charged equitably for incurred service costs. This
ensures that costs billed to Lone Star are appropriately tracked and
monitored.

External benchmarking demonstrates that Lone Star’s support service
costs are better than the average when compared to similar entities. In
addition, external benchmarking also shows that services costs at FPL,
one of the main entities supporting Lone Star, is consistently better
than peers that were analyzed.

The conclusions reached above indicate that Lone Star has legitimately incurred

and benefited from the services and associated costs provided by NEET, NEER
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and FPL, that these costs are reasonable and necessary and that these costs are
passed on to Lone Star through mechanisms that provide an equitable result for

the involved parties.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes, it does.
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ANIDAY L A T =
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