
 

ILLINOIS COMMERCE COMMISSION 

DOCKET 09-0319 

IAWC EXHIBIT 6.00SR 

SURREBUTTAL TESTIMONY OF 
RICH KERCKHOVE 

_________________________ 

ILLINOIS-AMERICAN WATER COMPANY 

 

November 25, 2009 



TABLE OF CONTENTS 
 

Page 

 

 -i-  
 

I. WITNESS INTRODUCTION .....................................................................1 
II. PURPOSE OF SURREBUTTAL TESTIMONY..........................................1 
III. RESPONSE TO STAFF WITNESS KAHLE..............................................2 
IV. RESPONSE TO IIWC WITNESS GORMAN...........................................14 
V. RESPONSE TO AG WITNESS SMITH...................................................20 
VI. CORRECTIONS......................................................................................29 



IAWC Ex. 6.00SR 

 -1-  
 

SURREBUTTAL TESTIMONY 1 
OF 2 

RICH KERCKHOVE 3 
 4 
 5 

I. WITNESS INTRODUCTION 6 

Q1. Please state your name and business address. 7 

A. My name is Rich Kerckhove.  My business address is 727 Craig Road, St. Louis, 8 

Missouri 63141. 9 

Q2. Are you the same Rich Kerckhove who previously filed testimony in this 10 

proceeding? 11 

A. Yes I am. 12 

II. PURPOSE OF SURREBUTTAL TESTIMONY 13 

Q3. What is the purpose of your surrebuttal testimony? 14 

A. The purpose of this part of my surrebuttal testimony is to respond to certain 15 

proposed adjustments to rate base and net operating income recommended by 16 

Attorney General (“AG”) and Joint Municipality Witness Ralph Smith and by 17 

Illinois Industrial Water Consumers (“IIWC”) witness Michael Gorman.  I 18 

responded to certain proposals by Staff witness Kahle. 19 

Q4. Have you prepared exhibits showing your adjustments to Staff’s 20 

proposals? 21 

A. Yes.  IAWC Exhibit 6.01SR shows the Company’s Statement of Operating 22 

Income with Adjustments (from Staff Pro Forma Present as shown on ICC Staff 23 

Exhibit 8.0, Schedules 8.1) and IAWC Exhibit 6.02SR shows adjustments to 24 

Staff’s proposed operating income statement for each item where the Company 25 

either opposes a Staff adjustment or proposes a change to Staff’s position in the 26 
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rebuttal testimony of an IAWC witness, to arrive at the Company’s position at 27 

present and proposed rates.  IAWC Exhibit 6.03SR similarly shows the 28 

Company’s Rate Base and IAWC Exhibit 6.04SR shows adjustments to Staff’s 29 

proposed rate base.  IAWC Exhibits 6.02SR and 6.04SR reference (by exhibit 30 

number) where each adjustment to the income statement and rate base 31 

proposed by Staff is addressed.  IAWC Exhibit 6.05SR shows the Company 32 

adjustments for interest synchronization.  IAWC Exhibit 6.06SR shows the 33 

adjustment to rate base for cash working capital calculated on IAWC Exhibit 34 

6.09SR.  A revised capital structure is provided as IAWC Exhibit 4.00SR to Mr. 35 

Rungren’s testimony. 36 

III. RESPONSE TO STAFF WITNESS KAHLE 37 

Q5. Does Mr. Kahle raise new issues in his rebuttal? 38 

A. Yes.  He now raises certain concerns about cash working capital previously 39 

raised by the interveners in their direct testimony. His concerns relate to IAWC’s 40 

prepayment of fees to American Water Works Service Company, Inc. (“Service 41 

Company”) and the Company’s collection lag days used in its lead/lag study.   I 42 

will address each of his concerns in turn below.     43 

Q6. What is the purpose of cash working capital? 44 

A. The purpose of including cash working capital (“CWC”) in a utility’s rate base is to 45 

compensate the utility’s investors for providing the funds required for those day-46 

to-day business operations which require a cash outlay during the lag time 47 

between the provision of service and the receipt of revenues associated with that 48 

service.  The compensation provided to the investors through the cash working 49 

capital allowance is similar to the compensation provided to the investors for any 50 
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other non-depreciable capital outlay.  Thus, the important consideration in 51 

determining cash working capital is the extent that the utility’s investors are 52 

supplying the utility with funds to meet its operational needs while customer 53 

revenues are outstanding. 54 

Q7. How is the amount of the cash working capital allowance determined? 55 

A. The amount of required cash working capital can be determined in various ways. 56 

In Illinois, under the 83 Illinois Administrative Code Part 285, the cash working 57 

capital calculation may be based on a lead-lag study.  The cash working capital 58 

amount may also be calculated using a formula based on operating expenses (in 59 

past cases (see Docket 03-0403), the cash working capital amount has been 60 

calculated as 1/8 of operating expenses, less certain adjustments).  In this case 61 

IAWC chose to perform a lead-lag study to support the proposed cash working 62 

capital allowance. IAWC’s lead-lag study utilized 2005 data and was based on 63 

the lead-lag study performed by IAWC in Docket 07-0507 (which had been 64 

required by the Commission in Docket 02-0690).   65 

Q8. Please discuss the lead-lag study process? 66 

A. Lead-lag studies are used to analyze the lag time between the date customers 67 

receive service and the date that customers’ payments are available to a 68 

company, offset by a lead time during which a company receives goods and 69 

services, but pays for them at a later date (except for certain services that result 70 

in an expense lag due to pre-funding requirements, such as insurance, operating 71 

and facilities leases, IT support services, maintenance agreements, trade 72 

organization dues, and certain taxes and fees).  The “lead” and the “lag” are both 73 
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measured in days. The annual test year cash expenses are then divided by 365 74 

days to determine a daily cash working capital.  The daily amount is then 75 

multiplied by the dollar-weighted lead and lag days to determine the amount of 76 

CWC required for operations. The resulting amount of CWC is then included as 77 

part of a company’s rate base.  The revenue collection lag was calculated by 78 

dividing the 2005 average daily accounts receivable by the 2005 daily revenue to 79 

produce district-specific collection lags between 24.09 days and 34.71 days, 80 

excluding Champaign and Lincoln, which use the weighted-average of the total 81 

revenue lag for the rest of the districts because the Company is proposing to 82 

move Champaign and Lincoln from bimonthly billing to monthly billing in this 83 

case. 84 

Q9. What is the first issue regarding cash working capital that Mr. Kahle 85 

raises? 86 

A. Mr. Kahle addresses the fact that IAWC pre-pays the Service Company for 87 

services.  On page 9 of his rebuttal testimony, Mr. Kahle states that addition of a 88 

payment factor to the expense lead for transactions between IAWC and the 89 

Service Company would be “consistent with payments to other vendors.”  He 90 

further asserts that the 15-day payment lag proposed by IIWC witness Gorman is 91 

reasonable. 92 

Q10. Do you agree with Mr. Kahle’s position concerning the Service Company 93 

prepayment expense lead? 94 

A. No.  Mr. Kahle does not recognize that the Commission-approved agreement 95 

between IAWC and the Service Company (“Service Company Agreement”) 96 
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requires prepayment of Service Company fees, and that this approach eliminates 97 

a Service Company overhead cost that IAWC would otherwise be required to pay 98 

as a part of the cost for services provided.   99 

Q11. Why does the Service Company Agreement require prepayment? 100 

A. Unlike other vendors, the Service Company provides services at cost. It has no 101 

retained earnings or other internally generated funds with which to provide 102 

working capital to fund the services it provides to IAWC prior to receipt of 103 

payment for those services.  Thus, in preparing the Service Company 104 

Agreement, there were essentially two options for addressing the Service 105 

Company’s need to obtain funds in order to provide the necessary funds to 106 

finance required services used by IAWC.  One option was to have the operating 107 

utilities, such as IAWC, prepay for Service Company services. The other option 108 

would have been to require the Service Company to obtain cash working capital 109 

and include the related cost in the overheads added to the cost for services 110 

provided to IAWC and other operating subsidiaries.  In the Service Company 111 

Agreement, the option to have the operating utilities, including IAWC, prepay for 112 

Service Company services was used.  113 

Q12. Did the Commission review the Service Company Agreement and the 114 

prepayment terms? 115 

A. Yes.  As the Service Company is an affiliate of IAWC, the Company was required 116 

to obtain Commission approval for the Service Company Agreement.  The 117 

current Service Company Agreement, which includes a provision for pre-payment 118 

for monthly services, has been approved by the Commission twice: on July 19, 119 
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1989, in Docket 88-0303 and again on October 25, 2005, in Docket No. 04-0595.  120 

In approving the Service Company Agreement, including the prepayment 121 

provision, the Commission found that the Service Company Agreement was 122 

reasonable and in the public interest.  Thus, the prepayment terms are 123 

reasonable and should not be modified.   124 

Q13. If the approved Service Company Agreement had not required prepayment 125 

for services, would IAWC’s cost to obtain services from the Service 126 

Company have been different?  127 

A. Yes.  As noted above, modification of the prepayment terms of the Service 128 

Company Agreement would have required that IAWC pay as an overhead the 129 

cost incurred by the Service Company to obtain working capital needed to 130 

provide services. 131 

Q14. Mr. Kahle goes on to state on page 9 that the terms of the service 132 

agreement between AWWSC and IAWC “should not dictate rate making 133 

policy.”  How do you respond? 134 

A. I disagree with Mr. Kahle.  The terms of the Service Company Agreement 135 

determine the actual method by which IAWC pays the Service Company.  That is 136 

to say, IAWC does in fact prepay Service Company charges, and this 137 

prepayment is reflected in IAWC’s lead-lag study and cash working capital 138 

calculation.  As discussed above, the Commission has expressly found that the 139 

Service Company Agreement is reasonable and in the public interest.  This 140 

determination demonstrates that the Commission considers the pre-payment 141 

provision reasonable (as compared to, for example, inclusion of the cost to the 142 
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Service Company to fund its own cash working capital as overhead in the 143 

Service Company’s charges).  Because IAWC’s prepayment of Service Company 144 

fees represents its actual, Commission-approved practice, Mr. Kahle’s 145 

recommendation is nothing more than a request to impose a theoretical 15-day 146 

lead period on IAWC that does not reflect IAWC’s actual circumstances.  147 

Contrary to Mr. Kahle’s assertion, it is “appropriate rate making policy” for 148 

IAWC’s cash working capital calculation to reflect its actual payment practices. 149 

The Service Company Agreement provides for provision of the lowest cost 150 

services by the Service Company.  As I indicated previously, without 151 

prepayment, the Service Company would have to incur costs to fund services 152 

provided to IAWC and would pass on these cost as overhead in the Service 153 

Company charges to IAWC.  As a matter of “ratemaking policy”, the Commission 154 

has determined that the provision of funds to support services provided by the 155 

Service Company is more appropriately met through the prepayment terms.  156 

Q15. Is prepaying Service Company costs a prudent business practice? 157 

A. Yes, the Commission determined that it is in Docket 04-0595.   Moreover, IAWC 158 

commonly prepays certain types of vendors, such as lessors, taxing authorities, 159 

insurers, trade organizations (dues), and providers of IT support services and 160 

maintenance agreements.  These prepayments are in accord with industry 161 

practice related to the particular service involved.  Attached as IAWC Exhibit 162 

6.07SR is a listing of vendors that were prepaid during 2008 (excluding operating 163 

lessors), including a description of the goods and services received.  Attached as 164 

IAWC Exhibit 6.08SR is a schedule of all prepayments made during 2008 165 
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(excluding operating leases).  Schedule C-14 filed with the rate case lists leases 166 

with annual expenses greater than $150,000.  A complete listing of real property 167 

and equipment leases was provided to Staff with the Company’s workpapers.   168 

Q16. What would be the effect of Mr. Kahle’s recommendation for a 15-day lead 169 

period for payment to the Service Company? 170 

A. As discussed above, IAWC is contractually required to prepay the Service 171 

Company for services.  If a 15-day lead period for payments was imposed, IAWC 172 

would continue to be required to prepay the Service Company for services.  173 

Thus, the effect of Mr. Kahle’s proposal would be to shift the cost related to 174 

funding the Service Company’s day to day operations to the overheads charged 175 

to IAWC’s shareholder. The result would be to deny IAWC a reasonable 176 

opportunity to recover a cost prudently incurred in providing service in accord 177 

with an agreement previously approved by the Commission. 178 

I have revised the CWC calculation to reflect the Company’s current 179 

revenue requirement and to correct the lead days associated with business 180 

support services funding pursuant to the terms of the agreement with the Service 181 

Company, incorporating 2008 payment days.  This schedule is identified as 182 

IAWC Exhibit 6.09SR.     183 

Q17. What is Mr. Kahle’s next concern?  184 

A. His next concern relates to IAWC’s revenue collection lag.  He believes that the 185 

Company’s collection lag should be limited to 21 days because the Commission’s 186 

rules and Company tariffs require that the due date for customer payments be “at 187 

least” 21 days after the date printed on the bill. 188 
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Q18. Do you have general comments on his analysis? 189 

A. Yes.  As I discussed above, the purpose of the cash working capital calculation is 190 

to compensate the utility’s investors for providing the funds required for those 191 

day-to-day business operations which require a cash outlay during the lag time 192 

between the provision of service and the receipt of revenues associated with that 193 

service.  As the Company’s lead-lag study demonstrates, there is a calculated 194 

collection lag of 24.09 to 34.71 days (excluding Champaign and Lincoln) for all 195 

customers at IAWC.  This collection lag reflects IAWC’s actual collection 196 

experience, including late payments. 197 

Q19. Does the Company have customers that do not pay their bills by the due 198 

date printed on the bills? 199 

A. Yes.  200 

Q20. Does IAWC have discretion to establish the terms and conditions related to 201 

late payments? 202 

A. The Commission has comprehensive rules, as reflected in the Company’s tariffs, 203 

regarding late payment by customers. Those rules establish the terms under 204 

which IAWC may pursue the collection of overdue bills and the amount of the late 205 

payment charge. 206 

Q21. Please discuss the terms of the rules related to late payment charges. 207 

A. The Commission’s rules, at 82 Ill. Adm. Code Part 280 (“Part 280”), contain 208 

extensive rules regarding the payment terms and conditions, and late payments.  209 

For example, the Part 280 rules (83 Ill. Adm. Code Section 280.90) set the 210 

amount of a late fee that a utility may charge: “such charge shall be set at an 211 
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amount equal to 1 ½% per month on any amount, including amounts previously 212 

past due, for utility service which is considered past due under this Section.”  213 

These rules were established by the Commission in a rulemaking proceeding, in 214 

which the Commission determined, as a policy matter, what the procedures and 215 

policies relating to late payments would be. 216 

Q22. Are there other provisions of the rule at issue here? 217 

A. Yes. The Commission’s rules state, “For Residential Service, the due date 218 

printed on the bill may not be less than twenty-one (21) days after the date of 219 

the postmark, if mailed. . .” (Part 280.90 (b), emphasis added). As the language 220 

indicates, the due date can be more than 21 days.  Part 280.90 (a) also provides 221 

a grace period for payment: “When a customer mails any payment in the net 222 

amount of a bill for service, and such payment is received at the utility's office not 223 

more than two full business days after the due date printed on the bill, the 224 

customer shall be deemed to have made timely payment.”  The Commission’s 225 

rule applies to all customers.  In addition, Section 280.90 (h) sets forth rules 226 

regarding payment rules for government agencies.  Section 280.90 (h) states, in 227 

part, “No late payment charges shall be assessed on the amounts owing on units 228 

of Federal, State, County, and local government (including, but not limited to, 229 

townships, municipalities and school districts) until 45 days from the date of the 230 

issuance of the bill for utility service. . .”   231 

Q23. Please discuss how these provisions affect the collection lag experienced 232 

by IAWC?  233 
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A. The collection lag experienced by IAWC for all customers ranges from 24.09 234 

days to 30.62 days, excluding Champaign and Lincoln, depending upon the 235 

respective district.  This reflects the lag for all customer classes based on 236 

applicable billed amounts.  A significant portion of the outstanding accounts 237 

receivable in excess of 21 days is represented by state government agencies, 238 

such as the Illinois Department of Corrections and the Logan Correctional 239 

Facility. Other governmental entities, such as neighboring municipalities, that 240 

purchase water from the Company, maintain large outstanding balances in 241 

excess of 21 days that drive the collection period day lag up, such as the 242 

Caseyville Water Company. 243 

Q24. Is there a cost to IAWC associated with late payments? 244 

A. Yes.  The costs related to late payments represent an operating expense of the 245 

Company (and when past due bills become uncollectible, the Company recovers 246 

the cost of related to uncollectible bills as an operating expense – uncollectible 247 

expense).  When a customer pays late, IAWC does not timely receive the 248 

revenues from that customer to provide service and must obtain the equivalent 249 

funds necessary for working capital from some source of funds.  The Company 250 

incurs the cost related to obtaining the needed funds, and this cost is reflected in 251 

rates through inclusion of cash working capital allowance, based on actual 252 

lead/lag days experienced, in rate base.  The Company may also incur 253 

administrative costs related to collections.  These costs associated with late 254 

payment are costs incurred by IAWC in providing service and are properly 255 

recoverable in rates. 256 
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Q25. Is Mr. Kahle correct in suggesting that the late payment charge can result 257 

in IAWC being “double compensated”? 258 

A. No. Rates set by the Commission provide an opportunity to recover operating 259 

expenses that are prudently incurred in providing service, including the cost 260 

related to late payment. The late payment charge and other miscellaneous 261 

charges provide a portion of the revenue required to meet the Company’s total 262 

revenue requirement. The forecasted amount of these charges is reflected in the 263 

test year income statement as ”other operating revenue.”  The remainder of the 264 

revenue requirement is recovered through the Company’s base rates.  Because 265 

the rates approved by the Commission take into account the level of revenue 266 

provided by miscellaneous charges and in total are designed to recover the 267 

revenue requirement (and no more), there is no double recovery of cost as a 268 

result of the late payment charge or other miscellaneous charges. 269 

Q26. Mr. Kahle states that “since the Company has the right to charge late fees 270 

to customers who do not pay their bills within the timeframes specified in 271 

the Commission’s rules, the Company’s revenue lag should be limited to 272 

the Company’s bill payment terms.” Do you agree? 273 

A. No.  If the Company’s revenue lag is limited to the Company’s bill payment terms 274 

as discussed above, the Company would not recover the full level of operating 275 

expense related to late payments.  The Company’s collection lag represents the 276 

lag in the Company’s receipt of revenues from its customers.  Mr. Kahle’s 277 

proposal would have the effect of imposing an arbitrary limitation on the 278 

collection lag, with the result that IAWC would not recover the full costs of late 279 
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payments.  In collecting overdue bills, IAWC applies the policies and practices 280 

established by the Commission’s rules. To the extent that customers do not pay 281 

bills on time, IAWC is entitled to recover the associated costs in rates. 282 

Q27. Mr. Kahle claims that it is the Company’s obligation to determine if late fees 283 

have been set at an appropriate amount. Is this correct? 284 

A. No.  As discussed above, the amount of a late fee is set by the Commission by 285 

rule in a rule-making proceeding.   286 

Q28. Mr. Kahle notes on page 11 that “[o]ne cannot assume that the 287 

Commission’s rule requiring Companies waive one late fee per year means 288 

that cost of that waiver was meant to be passed on to ratepayers.”  Please 289 

comment. 290 

A. This statement is incorrect. As discussed above, the Commission has 291 

established, in a rulemaking, a comprehensive set of rules regarding payments 292 

terms and conditions in Part 280, including rules regarding late payments.   In so 293 

doing, the Commission has determined, as a policy matter, both the level of the 294 

late fee and that one late fee must be waived per year for residential customers.  295 

Because the Company utilizes the payment and collection practices approved by 296 

the Commission, the costs incurred by the Company in connection with late 297 

payment should be viewed for rate making purposes as a recoverable cost. 298 

Despite the application of late payment charges and other allowed collection 299 

procedures, certain customers continue to pay late and the Company cannot 300 

prevent this.    301 

 302 
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IV. RESPONSE TO IIWC WITNESS GORMAN 303 

Cash working capital 304 

Q29. With respect to the cash working capital study, Mr. Gorman continues to 305 

recommend adjusting the collection period to 21 days, which he asserts 306 

“actually provides a much longer collection period for use in the cash 307 

working capital study, than the average collection period specified in 308 

Illinois-American’s tariff terms and rates.”  How do you respond? 309 

A.  As discussed above, the cost of late payments is an operating expense of the 310 

Company that is recovered in rates.  A portion of the cost of late payments is the 311 

cost associated with having to obtain cash working capital to fund necessary 312 

service when payments are not made on time.  This cost is reflected in the cash 313 

working capital component of rate base. The collection lag reflects the calculated 314 

lag in collection revenue, including the effect of late payments.  To arbitrarily 315 

adjust the collection lag as Mr. Gorman suggests would prevent the Company 316 

from recovering the full operating cost associated with late payments.   317 

Q30. Mr. Gorman states on page 36 that “the implication of Mr. Kerckhove’s 318 

collection period is that on average all customers pay their bills late.” Do 319 

you agree?   320 

A. No.  The number of collection lag days does not indicate that customers are, on 321 

average, paying late.  As discussed above, collection day lags are not calculated 322 

on the simple average of days between the bill date and the date that payment is 323 

received.  The collection lag is a weighted calculation that can be affected by 324 

several factors.  It can be affected by the length of time that a customer takes to 325 



IAWC Ex. 6.00SR 

 -15-  
 

pay his or her bill.  It can also be affected by the amount of the customer 326 

outstanding balance. 327 

I have prepared some examples below that show how the length in 328 

payment days and the amount of the outstanding balance can affect collection 329 

lag days.  The collection lag in each of the examples exceeds 21 days even 330 

though 80% of the customers paid in 21 days or less.  Mr. Gorman’s (and Mr. 331 

Smith’s) interpretation of my example would be that the collection lag in the last 332 

column assumes that on average customers are paying their bills late.  This is 333 

incorrect.  In these examples, on average, 80% of the customers are paying their 334 

bills on time even though the collection lag exceeds 21 days.  This is because 335 

the outstanding balance and the length in payment days affect the collection lag 336 

calculation. 337 

 
Customer 

1 
Customer 

2 
Customer 

3 
Customer 

4 
Customer 

5 
Simple 

Average 
Collection 

Lag 
Monthly Bill 60 60 30 60 60   
Day paid after bill date 21 18 17 20 33 21.8 22.33 
Day paid after bill date 21 18 17 20 58 26.8 27.89 
        
Monthly Bill 60 60 30 60 150   
Day paid after bill date 21 18 17 20 33 21.8 25.00 
Day paid after bill date 21 18 17 20 58 26.8 35.42 

 338 

I have also prepared some examples below, using actual customer data, 339 

which show how the length in payment days and the amount of the outstanding 340 

balance can affect collection lag days.  The collection lag in each of the 341 

examples exceeds 22 days even though 80% of the customers paid in 22 days or 342 

less.  Mr. Gorman’s (and Mr. Smith’s) interpretation of my example would be that 343 

the collection lag in the last column assumes that on average customers are 344 
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paying their bills late.  This is incorrect.  In these examples, on average, 80% of 345 

the customers are paying their bills on time (minimum of 21 days between date of 346 

postmark on the bill and the due date, plus 2 payment grace period days per Part 347 

280.90 (a)) even though the collection lag exceeds 22 days.  This is because the 348 

outstanding balance and the length in payment days affect the collection lag 349 

calculation. 350 

 MH PG HR HB IDHS 
Simple 

Average 
Collection 

Lag 

September Monthly Bill 
 
$45.36  

 
$84.04 

 
$25.52 

 
$82.15 

 
$169.46   

Day paid after bill date 
   
21.00  

   
13.00  

   
17.00  

     
8.00  

     
49.00         21.60         28.88  

October Monthly Bill 
 
$45.36  

 
$84.04 

 
$25.52 

 
$94.19 

 
$176.03   

Day paid after bill date 
   
22.00  

   
19.00  

   
20.00  

     
9.00  

     
53.00         24.60         31.30  

 351 

Q31. Please comment on Mr. Gorman’s assertion that, “if the Company identified 352 

a cost associated with payment of late fees, then it might be appropriate to 353 

allow it to build that late fee waiver cost into its cost of service.  354 

Unfortunately, the Company made no such effort to try to estimate the cost 355 

for waiving the penalty for one late payment for customers that pay late in 356 

the test year.  Therefore, this cost is not known and measurable and should 357 

not be included in Illinois-American’s cost of service.”   358 

A. It is not possible to calculate a cost associated with the requirement that one late 359 

payment fee per year be waived or any other individual component of the 360 

Commission’s comprehensive payment and collection requirements.  As 361 

discussed above, the cost associated with late payments is recovered, in part, 362 

through inclusion of a properly calculated cash working capital allowance in rate 363 
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base.  Related administrative costs are recovered as customer accounting and 364 

business support services expenses. 365 

Q32. Mr. Gorman also asserts on page 34 that you “incorrectly calculated the 366 

collection period for the Champaign and Lincoln Districts.” Is he correct? 367 

A.  As I indicated on lines 255 through 268 of my rebuttal, because Champaign and 368 

Lincoln are currently billed bimonthly, and the Company proposes to convert 369 

these districts to monthly billing, I am proposing to use the average total revenue 370 

lag days from all of the other districts of 47.13 days.  The days that Mr. Gorman 371 

refers to pertains to Champaign and Lincoln under the current bimonthly billing.  372 

Mr. Gorman excludes the rest of the data from the workpaper he cites that shows 373 

that the service period lag was 27.79 days and 28.20 days for Champaign and 374 

Lincoln, respectively.  These service period lag days are for bimonthly billing, as 375 

are the collection days Mr. Gorman includes on his IIWC Exhibit 3.2, and are not 376 

relevant to this proceeding.  The 47.13 total revenue lag days reflect 28.97 377 

collection days for both Champaign and Lincoln.  The Champaign total revenue 378 

lag days were used in the determination of Zone 1 total revenue lag days.  379 

Q33. Mr. Gorman believes (page 34) that “The collection lag for Champaign and 380 

Lincoln should be 15.31 days and 17.94 days, respectively, when calculated 381 

in the same way as the other districts.  Do you agree? 382 

A. No.  It appears that Mr. Gorman has erroneously divided the collection days 383 

pertaining to bimonthly billing rather than the service period days.  His calculation 384 

of the Champaign and Lincoln collection days are not consistent with the 385 

calculation in the other districts.  The formula originally used to calculate the 386 
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collection days for Champaign and Lincoln included a factor to account for 387 

bimonthly billing.  Mr. Gorman’s proposal doubles the effect of the bimonthly 388 

billing factor and artificially cuts the collection period in half.   389 

Q34. Mr. Gorman also asserts (page 35) that your collection lag study made no 390 

allowance for uncollectible expense in either the accounts receivable 391 

balance, or in the average revenue collections.  Is this correct? 392 

A. No such allowance is necessary.  Because uncollectibles expense is a separate 393 

operating expense line item, uncollectible expense is netted with revenues to 394 

reduce the revenue lag.  To further adjust revenues for uncollectibles would 395 

double count the effect of uncollectibles in the calculation of cash working capital. 396 

Q35. Please respond to Mr. Gorman’s claims on page 35 that you “provided an 397 

[collection lag] analysis using only calendar year 2005.  It is not clear 398 

whether calendar year 2005 was a normal year that is needed to support a 399 

reliable collection lag.  This year may have been selected by Mr. Kerckhove 400 

to maximize the Company’s cash working capital requested.”   401 

A. In an effort to keep rate case expense to a minimum, the Company used the 402 

same fiscal year 2005 data for the lead-lag study that it used in the prior rate 403 

case, Docket 07-0507, which was the most recent total fiscal year data available 404 

at the time that the prior rate case was being prepared.  The lead-lag study 405 

revenue collection analysis utilized in Docket 07-0507 was accepted by the 406 

Commission in that proceeding.  In addition, the Commission’s rules regarding 407 

payment, including the late payment fee amount and late payment rules, have 408 
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not changed between 2005 and the present.  No analysis of any other period was 409 

performed.   410 

Q36. Mr. Gorman continues to assert on page 36 that revenues should balance 411 

with the cash operating expense in calculating cash working capital.  How 412 

do you respond? 413 

A. My rebuttal testimony and rebuttal cash working capital calculation have already 414 

addressed his concern, previously brought up in his direct testimony.  As can be 415 

seen in IAWC Exhibit No. 6.12R1 attached to my rebuttal testimony, revenues 416 

are properly balanced with the cash operating expenses in the cash working 417 

capital analysis.    418 

Q37. Mr. Gorman states on page 37 that “deferred taxes are not a cash 419 

obligation of the utility, and therefore should not be included in the cash 420 

working capital study.”  Please address this concern. 421 

A. As indicated in my rebuttal (IAWC Exhibit No. 6.12R1), I assigned zero lead or 422 

lag days to deferred income taxes so that there is no deferred income tax effect 423 

on cash working capital.  As there are no days assigned to leads or lags for 424 

deferred income taxes and, accordingly, there is no cash working capital effect. 425 

Q38. Mr. Gorman further states on page 37 that “the cash working capital should 426 

indeed reflect the lag or lead in the period the Company pays cash 427 

operating expenses, and the time period it receives payment for those 428 

expenses from customers.”  Do you agree? 429 

A. Yes.  For this reason, the Company has correctly reflected in its collection lag 430 

days the effect of customers paying late – as late payments result in a lag 431 
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between the time the Company pays cash operating expenses and the time it 432 

receives payment for those expenses from customers. 433 

Q39. Mr. Gorman states on page 38 that, with respect to the prepayment of 434 

Service Company fees, IAWC has not demonstrated that “the terms of 435 

these transactions and prices, are consistent and competitive with a third-436 

party commercially reasonable transaction.”  Do you agree? 437 

A. No.  As discussed above, the prepayment provision addresses the need for the 438 

Service Company to obtain funds for its operations, and it has been approved 439 

(twice) as reasonable by the Commission. As I discuss below in response to Mr. 440 

Smith, IAWC also commonly prepays a variety of vendors for services.  Thus, the 441 

Service Company Agreement prepayment terms are commercially reasonable.   442 

V. RESPONSE TO AG WITNESS SMITH 443 

Cash working capital 444 

Q40. Does Mr. Smith propose adjustments for Cash Working Capital? 445 

A. Yes. Mr. Smith proposes to reduce “the amount of Cash Working Capital 446 

requested by IAWC for rate base inclusion in IAWC’s rebuttal filing by $4.757 447 

million.  This adjustment is intended to remedy two major areas of concern with 448 

IAWC’s proposed Cash Working Capital allowance that IAWC has failed to adjust 449 

for in its rebuttal filing:  (1) revenue collection lag; and (2) affiliated Service 450 

Company Charges payment lag.”   451 

Q41. Do you agree with these adjustments? 452 

A. No.  Mr. Gorman and Mr. Kahle have proposed similar adjustments based upon 453 

similar arguments and I have addressed those arguments previously.   454 
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Q42. Mr. Smith states on page 19 that “The Company effectively assumes that 455 

customers, on average, are paying their bills late, i.e., are on average not 456 

paying their bills by the due date printed on the bills.”  How do you 457 

respond? 458 

A. As I discussed in response to Mr. Gorman above, this is not the case. The 459 

collection lag days do not represent a simple average of the number of days 460 

between the bill date and the date that the company receives payment, but rather 461 

a weighted average based on days past due and amount past due.  The 462 

collection lag amounts are appropriate, for the reasons set forth above.  IAWC 463 

follows the Commission’s rules regarding payment, but IAWC does not control 464 

the payment practices of customers. 465 

Q43. What is your response to Mr. Smith’s concern that the Company’s revenue 466 

lag calculation is based on 2005?  467 

A. The use of 2005 is appropriate, as I discuss above in response to Mr. Gorman.  468 

Q44. Mr. Smith claims on pages 19-20 that “Before amounts are written-off as 469 

uncollectible, the Company may carry such amounts on its books in 470 

Accounts Receivable for several months, thus distorting the revenue 471 

collection lag for customers who, on average, pay their bills on time.”  Is 472 

there a “distortion” as he alleges? 473 

A. No.  As discussed above in response to Mr. Kahle, because the late payment of 474 

bills deprives the Company of funds needed to operate (and imposes 475 

administrative costs), late payment imposes a cost on the Company.  This cost is 476 

properly recovered as an operating expense through the revenue requirement.  477 
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The collection lag reflects, among other things, the extent that late payments 478 

deprive the Company of funds needed to operate.   479 

Q45. Mr. Smith states on page 20 that “Additionally, bad debt recoveries may be 480 

eventually collected several months after the rendering of the initial bill.”  481 

Does the cash working capital calculation account for such recoveries? 482 

A. Yes.  First, uncollectibles expense offsets revenues using the same number of 483 

revenue lag days, so collection lag days are matched for revenues and 484 

uncollectibles.  Second, recoveries are recorded as revenues as the recoveries 485 

are collected, increasing the collection day calculation denominator and reducing 486 

the number of collection days.  As a, result, the cash working capital calculation 487 

accounts for such bad debt recoveries.   488 

Q46. Please comment on Mr. Smith’s proposal to use a “maximum period of 21 489 

days for the revenue collection lag for each Illinois district that IAWC had 490 

included in its lead-lag study.   491 

A. As discussed above in response to Mr. Kahle, this would not be appropriate. The 492 

effect of setting arbitrary collection lag days would be to prevent the Company 493 

from recovering the cost associated with late payments. 494 

Q47. With respect to the payment lag applied to Service Company payments, Mr. 495 

Smith states they “should be adjusted to commercially reasonable terms; 496 

this substantial affiliated transaction should not be permitted to 497 

unnecessarily increase rate base via the creation of an unreasonable CWC 498 

requirement.”  How do you respond? 499 



IAWC Ex. 6.00SR 

 -23-  
 

A. As discussed above, the “affiliate transaction” at issue has been approved twice 500 

by the Commission.  In addition, the prepayment does not “unnecessarily 501 

increase” rate base.  Rather, as also discussed above, the prepayment provision 502 

provides the Service Company with funds to operate. Absent the prepayment 503 

provision, the cost of such funds would have been charged to IAWC through the 504 

Service Company’s overhead charges. 505 

Q48. Mr. Smith states on page 22 that “This would imply that IAWC pays for 506 

affiliated services, on average, before the affiliated services are provided.”  507 

Is this in fact how IAWC pays for Service Company services? 508 

A. Yes.  In accordance with the Commission-approved Service Company 509 

Agreement, IAWC does pay for Service Company Services in advance.  I note 510 

that this type of prepayment arrangement is common, and is to operating and 511 

facilities leases, maintenance agreements, insurance services, trade 512 

organization dues, some taxes, IT support services, and maintenance 513 

agreements where prepayment is required.   514 

Q49. Mr. Smith cites a West Virginia Public Service Commission (“PSC”) Order 515 

that he alleges finds, with respect to the Service Company Agreement, 516 

“there is no provision for advance payments of the next monthly bill.”  How 517 

do you respond? 518 

A. The West Virginia PSC order appears to misinterpret the terms of the Service 519 

Company Agreement.  As indicated in my rebuttal, the Service Company 520 

Agreement provides: “As soon as practicable after the last day of each month, 521 

Service Company shall render a bill to Water Company for all amounts due from 522 
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Water Company for services and expenses for such month plus an amount equal 523 

to the estimated cost of such services and expenses for the current month.” 524 

(Emphasis added).  The quoted language provides that the bill from the Service 525 

Company include two amounts: (i) amounts due; and (ii) an amount equal to the 526 

estimated cost of such services and expenses for the current month.  Thus, the 527 

Service Company Agreement clearly requires prepayment, and IAWC does in 528 

fact pay the current month’s estimated Service Company fees in advance. 529 

Uniform Uncollectibles Rate and GRCF 530 

Q50. Mr. Smith states with respect to uncollectible factors that “IAWC should be 531 

accounting for revenue by rate area and should have information on the 532 

specific write-offs relating to each rate area.  Consequently, IAWC has 533 

failed to adequately justify why rate area specific uncollectibles information 534 

is unavailable.”  How do you respond? 535 

A. Mr. Smith has mischaracterized the response to AG 10.36.  In the response the 536 

Company stated, “The actual write offs and recoveries are maintained by rate 537 

area through our customer accounts billing system.  However, the calculation of 538 

the monthly uncollectible provision is performed at the state corporate level.”  539 

Rate area-specific total uncollectibles expense is unavailable because the 540 

monthly uncollectible provision is not performed at the rate area level. 541 

Q51. Do you agree with Mr. Smith’s uncollectible factors? 542 

A. No.  Mr. Smith’s calculation distorts the uncollectibles expense by mixing 543 

uncollectible factors calculated on revenues with uncollectibles expense 544 

allocated on customer counts.  The uncollectibles expense used by Mr. Smith for 545 

2007 and 2008 was allocated to the rate areas from total company uncollectibles 546 



IAWC Ex. 6.00SR 

 -25-  
 

expense based upon the relative number of customers in each rate area.  He 547 

then determines an uncollectible rate for each rate area by dividing a customer 548 

count-derived uncollectible expense by each rate area’s revenues.  The distorted 549 

uncollectibles rates were averaged for 2007 and 2008 to arrive at test year rate 550 

area distorted uncollectibles rates.   551 

Q52. Please comment on Mr. Smith’s assertions on page 58 that “If a uniform 552 

state-wide uncollectible factor is to be used in computing the GRCF,” he 553 

does not agree with IAWC’s proposed 1.2 percent and his calculated 554 

uncollectible factor for potential use in a uniform state-wide GRCF is 1.17 555 

percent.   556 

A. Mr. Smith’s determination is based upon an average of uncollectibles for 2007 557 

and 2008 as a percentage of revenues for 2007 and 2008, respectively.  The 558 

Company’s proposal reflects the most recent 12 months of actual data at the time 559 

the rate case schedules were prepared and more accurately represents the 560 

Company’s current uncollectibles experience. 561 

It is worth noting that the use of a uniform uncollectible rate for all rate 562 

areas is consistent with the Company’s last three rate cases.     563 

Inflation factor 564 

Q53. With respect to inflation, Mr. Smith states on page 30 that “The “Livingston 565 

Survey” relied upon by IAWC also contains information on the Producer 566 

Price Index (“PPI”). Since IAWC is a business and is part of a national 567 

company (American Water Works) it does not seem reasonable for IAWC to 568 

rely exclusively on CPI-based inflation, and to entirely ignore the PPI 569 

measure.”  What is your response? 570 
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A. The following is an explanation of the PPI from the U. S. Bureau of Labor 571 

Statistics: 572 

Producer price indexes measure the average change in prices 573 
received by domestic producers of commodities in all stages of 574 
processing. A PPI is an output price index, that is, it measures price 575 
changes received by manufacturers of a product. It is neither a 576 
buyer's index nor an input price index, that is, it does not measure 577 
the cost of producing that item. 578 

By definition, the application of the PPI to forecast IAWC’s expenses is 579 

inappropriate because IAWC’s operating expenses are not “price changes 580 

received by manufacturers of a product.”  More importantly, however, the PPI for 581 

2009 through the month of October is 2.6%, and not deflation as Mr. Smith 582 

asserts. 583 

Q54. Mr. Smith states on page 31 that “The annual change amounts for 2008 to 584 

2009 and for 2009 to 2010 are taken directly from the June 2009 ‘Livingston 585 

Survey’ (IAWC Exhibit 6.00R1).  Notably, that survey shows that the 2008 to 586 

2009 estimates of both CPI and PPI inflation are now both negative (i.e., 587 

deflation).”  Are the amounts for 2008 and 2009 relevant? 588 

A.  No, what is relevant is actual inflation in 2009.  As of the date of my testimony, 589 

329 days of 2009 have passed.  A forecasted inflation rate to predict full year 590 

2009 inflation is inappropriate at this time. According to the U. S. Government’s 591 

Bureau of Labor Statistics, the CPI for the ten months ended October 31, 2009, 592 

is 2.3%.  According to the U. S. Government’s Bureau of Labor Statistics, the PPI 593 

for the ten months ended October 31, 2009, is 2.6%. The most recent Livingston 594 

Survey, dated June 2009, is relevant for forecasting 2010 inflation but the 2009 595 

forecast data is obsolete, considering that actual CPI and PPI inflation for 2009 596 
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through October is 2.3% and 2.6%, respectively.  Certain non-labor expenses 597 

were inflated using 2008 data as the base period.  The 2008 to 2009 negative 598 

inflation that Mr. Smith cites is forecasted data that is no longer relevant, given 599 

the fact that we are almost through the month of November 2009. 600 

Q55. Please address Mr. Smith’s testimony on pages 31-32 that “Thus, to the 601 

extent that IAWC relied upon any positive estimate of generalized inflation 602 

from 2008 to 2009 in developing its 2009 expenses to which IAWC seeks to 603 

apply an additional inflation factor for 2010, those prior assumptions of 604 

2009 inflation were wrong (i.e., previously assumed price index changes 605 

from 2008 to 2009 showed increases, whereas the most current information 606 

shows price index decreases for 2009 on both a CPI and PPI basis).”  How 607 

do you respond? 608 

A. As discussed above, an assumption of inflation for 2009 was correct, as both the 609 

CPI and PPI show actual inflation for 2009. The 2008 to 2009 price index 610 

changes that Mr. Smith cites are irrelevant forecasted indices that are no longer 611 

appropriate given that almost eleven months of 2009 have elapsed.  The 612 

Company’s use of 2.5% to inflate certain 2008 non-labor expenses to arrive at 613 

the 2009 amount is actually supported by the 2009 year-to-date CPI of 2.3% and 614 

compares favorably with the PPI of 2.6%.  The 2009 level of expenses that are 615 

used as the base to forecast 2010 expenses through the use of inflation are 616 

appropriate and supported by the 2009 inflation indices published by the U. S. 617 

Bureau of Labor Statistics.  In short, actual current inflation numbers suggest Mr. 618 

Smith’s projection of deflation for 2010 is not correct. 619 
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Q56. Mr. Smith asserts on page 32 that he continues to recommend a general 620 

non-labor inflation adjustment of zero, and his adjustment reduces the 621 

amount of expense for general non-labor inflation that IAWC is seeking in 622 

its rebuttal filing by $244,000.  How do you respond? 623 

A. As discussed above, Mr. Smith  ignores the fact that actual inflation for the first 624 

ten months of 2009 has been 2.3% (2.6% using the PPI, which is inappropriate 625 

for use in forecasting the Company’s expenses as discussed above), which 626 

shows that the Company’s use of 2.5% for forecasting certain 2009 expenses is 627 

reasonable and amazingly accurate.  Professional forecasters from such 628 

institutions as Goldman Sachs, Morgan Stanley, Moody’s, Wachovia, and so on, 629 

have, in combination, forecasted CPI inflation for 2010 to be 1.7%. 630 

VI. CORRECTIONS 631 

Q57. Has the Company identified certain corrections that will not be made to the 632 

Schedules filed in this proceeding? 633 

A. Yes it has.  In the course of preparing surrebuttal testimony, the Company has 634 

identified certain corrections.  The Company has deemed the net effect of the 635 

corrections to be immaterial and has not reflected them in the Company’s 636 

surrebuttal revenue requirement.  Other than these changes, and those 637 

discussed in my Supplemental Direct and Rebuttal Testimony, the Company is 638 

not aware of other changes that would materially affect the forecast submitted in 639 

this proceeding. 640 

Q58. Please summarize the corrections that are not being made by the 641 

Company. 642 
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A. The Company has identified the following corrections that it will not make to its 643 

schedules: 644 

1. In the update filing, the Company reduced chemicals expense in the Alton, 645 
Pekin, Interurban, and Peoria districts for granular activated carbon (GAC) 646 
leases that were terminated.  The Company included the GAC in its 647 
capital plan instead and reflected the additions in account 320100.  648 
Account 320100 has an approved depreciation rate of 3.61%.  However, 649 
the life of GAC is only three years, and should be assigned a depreciation 650 
rate of 33.33%.  Using the correct depreciation rate would increase total 651 
company depreciation expense $460,000 and reduce total company rate 652 
base $300,000. 653 

2. The update filing excluded revised amounts for January 2009 customer 654 
advances.  The amounts were included in utility plant in service in the 655 
update filing.  The effect of including the revised January 2009 customer 656 
advances would be to reduce total company depreciation expense 657 
$34,000 and reduce total company rate base $1,400,000. 658 

Q59. Does this conclude your surrebuttal testimony? 659 

A. Yes, it does. 660 
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