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(Wastewater Division) Depreciation Study

Dear Mr. Grubb:

In accordance with your authorization, we have prepared a depreciation study related to
the utility plant in service of Illinois American Water Company (Wastewater Division) as of
December 31, 2010. Our findings and recommendations, together with supporting schedules and
exhibits, are set forth in the accompanying report.

Summary schedules have been prepared to illustrate the impact of instituting the
recommended annual depreciation rates as a basis for the Company's annual depreciation
expense as compared to the rates presently utilized. The application of the present rates to the
Company’s depreciable plant in service as of December 31, 2010 results in an annual
depreciation expense of $6,715,112. In comparison, the application of the proposed depreciation
rates to the depreciable plant in service at December 31, 2010 results in an annual depreciation
expense of $6,072,281 which is a decrease of $642,832 from current rates. The composite
annual depreciation rate under present rates is 4.60 percent, while the proposed composite
depreciation rate is 4.16 percent.

Section 2 of our report contains the summary schedules showing the results of our service
life and salvage studies and summaries of presently utilized depreciation rates. The subsequent
sections of the report present a detailed outline of the methodology and procedures used in the
study together with supporting calculations and analyses used in the development of the results.

Respectfully submitted,

EARL M. ROBINSON, CDP
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ILLINOIS-AMERICAN WATER COMPANY
All Wastewater Divisions

Executive Summary

Table1 on pages 2-1 and 2-3 is a comparative summary which illustrates the effect

of instituting the revised historical depreciation rates. The schedule includes a comparison

of the annual depreciation rates and annual depreciation expense under both present and

proposed rates applied using the Straight Line Method for each depreciable property group

of the Illinois-American Water Company’s wastewater divisions ("Company") plant in

service as of December 31, 2010. Both the present and proposed depreciation rates were

developed utilizing the Straight Line (SL) Method, Broad Group (BG) Procedure, and the

Average Remaining Life (ARL) Technique. In addition, Table 1 contains the proposed

property group level depreciation rates detailed by depreciation rate component (i.e. plant

only, gross salvage, and cost of removal).

Table1a on pages 2-4 and 2-5 summarizes the Company’s December 31, 2010

property group depreciation reserves by the detailed segments of plant only, gross salvage,

and cost of removal components.

Table2 - Plant Only on pages 2-6 to 2-8 (which is the development of average

remaining life depreciation rates for the Plant Only recovery component) provides a

summary of the detailed life estimates and service life parameters (Iowa Curves) utilized

in preparing the Average Remaining Life depreciation rates for each property group. The

schedule provides a summary of the detailed data and narrative of the study results set

forth in Sections 4 through 6. The developed depreciation rates (Column L) were
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determined by studying the Company's historical investment data together with the

interpretation of future life expectancies which will have a bearing on the overall service life

of the Company's property.

Table 2 - Gross Salvage on pages 2-9 to 2-11 is a similar table to Table 2 - Plant

Only, except that this table develops the component level depreciation rates for the

recovery of the gross salvage portion of the property cost.

Table 2 - Cost of Removal on pages 2-12 to 2-14 summarizes the depreciation

recovery rates for the cost of removal segment of the total plant cost.

Table 3 on pages 2-15 to 2-17 reconciles the December 31, 2010 account level plant

in service balances per books versus the balances utilized in the performance of the

depreciation study.

Table 4 on pages 2-18 to 2-20 summarizes the various components of the

Company’s December 31, 2010 book depreciation reserve balances per books,

adjustments, and the depreciation reserve per the December 31, 2004 depreciation study.

Table 5 on pages 2-21 and 2-22 allocates the Company’s December 31, 2010 book

depreciation reserves for selected property accounts to the applicable sub-accounts based

upon theoretical depreciation reserves as of December 31, 2010.

Table 6 on pages 2-23 to 2-27 summarizes the depreciation parameters underlying

the Company’s current depreciation rates as well as also provides similar information

relative to the proposed depreciation parameters and depreciation rates as of December

31, 2010.

With regard to Illinois-American Water Company’s plant in service, several of the

proposed rates reflect marked changes (as outlined in Section 4 of the study) from the
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current depreciation rates. The accounts for which the most notable depreciation expense

changes occurred in comparison to the current depreciation rates include Account 361-

Gravity Mains, Account 363-Services to Customers, and Account 380.30 – Sludge Dryping

Equipment, and Account 380.35 - Secondary Treatment Equipment.

The proposed depreciation rate for Account 363 - Services to Customers, increased

from 3.46 percent to 4.95 percent. The drivers underlying the proposed depreciation rate

is an Iowa 55-R3 life and curve and estimated net salvage of negative one hundred

twenty-five (125) percent. The underlying depreciation parameter basis for the present

depreciation rate is unknown. As noted within the depreciation study, the average service

life and negative net salvage percent was estimated based upon consideration of

parameters underlying depreciation rates for the Company’s sister operating properties,

Illinois American Water depreciation parameters, and various other data sources.

The depreciation rate for Account 380.30 – Sludge Drying Equipment increased

from 5.23 percent to 15.75 percent. The drivers underlying the proposed depreciation rate

is an Iowa 15-R3 live and curve and estimated net salvage of negative twenty-five (25)

percent. The underlying depreciation parameter basis for the present depreciation rate is

unknown. As noted within the depreciation study, the average service life and negative net

salvage percent was estimated based upon consideration of parameters underlying

depreciation rates for the Company’s sister operating properties and various other data

sources.

The depreciation rate for Account 380.35 – Secondary Treatment Equipment

increased from 3.60 percent to 10.73 percent. The drivers underlying the proposed

depreciation rate is an Iowa 20-R2.5 life and curve and estimated net salvage of negative
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twenty-five (25) percent. The underlying depreciation parameter basis for the present

depreciation rate is unknown. As noted within the depreciation study, the average service

life and negative net salvage percent was estimated based upon consideration of

parameters underlying depreciation rates for the Company’s sister operating properties and

various other data sources.

Conversely, the depreciation rate for Account 361.00 – Gravity Mains decreased

from 3.33 percent to 2.08 percent. The drivers underlying the proposed depreciation rates

are the individual property material type and size Iowa life and curve estimates set forth in

Section 4 of this depreciation study report and estimated net salvage of negative forty (40)

percent. The underlying depreciation parameter basis for the present depreciation rate is

unknown. As noted within the depreciation study, the average service lives and negative

net salvage percents were estimated based upon consideration of parameters underlying

depreciation rates for the Company’s sister operating properties and various other data

sources.

The utilization of the recommended depreciation rates based upon the Straight Line

Average Remaining Life Procedure results in the setting of depreciation rates which will

continuously true up the Company's level of capital recovery over the life of each asset

group. Application of this procedure, which is based upon the current best estimates of

service life together with the Company's plant in service and accrued depreciation,

produces annual depreciation rates that will result in the Company recovering 100 percent

of its investment -- no more, no less.

It is recommended that the Company continue to apply depreciation rates and

maintain its book depreciation reserve on an account-level basis. The maintenance of the
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book reserve on an account-level basis requires both the development of annual

depreciation expense and distribution of other reserve account charges to an individual

level. Maintaining the Company's depreciation records in this detail will aid in completing

the various rate studies and, most importantly, clearly identify the Company's level of

capital recovery relative to each category of plant investment.

The general drivers for the proposed depreciation rates include an assessment of

the Company's historical experience with regard to achieved service lives and net salvage

factors. In addition, consideration is given to current and anticipated events which are

anticipated to impact the Company's ability to recover its fixed capital costs related to utility

plant in service.

The depreciation rate for each individual account changed as a result of estimates

obtained through the in-depth analysis of the Company’s most recent data together with

an interpretation of ongoing and anticipated future events. Some of the revisions were not

significant and typically reflect fine tuning of previously utilized depreciation rates while

others were more substantial in nature. Several of the accounts did reflect more significant

changes (as outlined in Section 4 of this report) from the previously utilized depreciation

rates.

Several of the remaining account/sub-accounts experienced increases or decreases

in recommended depreciation rates to a lesser degree, as noted per Table 1 of this report.

This revision in annual depreciation rates and expense is the result of both changes in the

estimated service lives and salvage factors, and reflects the impact of the Company’s

property changes since the most recent study.
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With regard to the inclusion of higher negative net salvage levels in the development

of proposed depreciation rates, as noted within the discussion related to net salvage in

Section 3 of the depreciation report, it should be noted that the level of experienced net

salvage should simply be a benchmark from which to estimate future net salvage. It is

highly likely that the negative net salvage amounts experienced even recently will simply

be the floor above which future negative net salvage levels will increase to a higher level.

To appropriately and proportionately allocate the true total asset cost (original cost

adjusted for net salvage) over its applicable service life, proper consideration must be

given, in each accounting period, to the total costs that are anticipated to occur relative to

the Company’s assets that provide customer service.

Applying the proposed depreciation rates to the Company’s December 31, 2010

wastewater plant in service balances produces annual depreciation expense of $6,072,281,

which is a decrease of $642,832 in depreciation expense from the application of the current

depreciation rates.

The following summary compares the present and proposed composite depreciation

rates for the historic and Pro Forma period is for illustrative purposes only. The Composite

Depreciation Rate should not be applied to the total Company investment inasmuch as the

non-proportional change in plant investment as a result of property additions or retirements

would render the composite rate inappropriate. The Table 1 schedule (in Section 2 of the

report) list the recommended annual depreciation rates for each of the applicable property

accounts.
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Present Depreciation Rates

Depreciable Plant In Service
at December 31, 2010 $146,054,272

Annual Depreciation Expense 6,715,112

Composite Annual Depreciation Rate 4.60%

Proposed Depreciation Rates

Depreciable Plant In Service
at December 31, 2010 $146,054,272

Annual Depreciation Expense 6,072,281

Composite Annual Depreciation Rate 4.16%
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