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I. INTRODUCTION / SUMMARY 

Q.  Please state your name and business address.  1 

A. My name is Michael L. Brosch.  My business address is PO Box 481934, Kansas 2 

City, Missouri 64148-1934. 3  
4 

Q. Are you the same Michael L. Brosch who previously submitted Direct 5 

Testimony that was identified as Attorney General Exhibit 1.0? 6 

A. Yes.  My qualifications and prior experience were described in my Direct 7 

Testimony and in AG Exhibits 1.1 and 1.2 that were attached to same. 8 

Q. What is the purpose of your testimony in this docket? 9 

A. My Rebuttal testimony again discusses the need for a rate increase phase-in plan to 10 

address the rate shock that would result from immediate implementation of the 11 

extraordinarily large rate increases that are being proposed by the Companies, even 12 

after acceptance of many ratemaking adjustments that were recommended by the 13 

Commission Staff and by the Attorney General in my Direct Testimony.    My 14 

Rebuttal provides additional details regarding the recommended approach to 15 

phasing in rate increases, in respond to claims by the Company’s witness that the 16 

Attorney General’s phase-in position was vague and incomplete.   17    

My Rebuttal also responds to the Companies’ assertions regarding cash 18 

working capital, rate case deferred labor costs and  post-test year project cost 19 

adjustments.  As before, it should be noted that the Attorney General’s office has 20 

not attempted to replicate the rate case audit being undertaken by the Commission 21 

Staff, but rather has focused upon the selected issues presented in my Direct and 22 

this Rebuttal testimony.   23 



  
Q. Please summarize the recommendations that are set forth in your Rebuttal 24 

Testimony. 25 

A. I continue to recommend that each

 
of the ratemaking adjustments set forth in AG 26 

Exhibit MLB-1.3 be applied to the Companies asserted revenue requirements.  The 27 

first adjustment I recommended in AG Exhibit MLB-1.3 was to exclude the 28 

Companies’ proposed CPI factor escalation of certain operation and maintenance 29 

expenses.1   I understand that the Companies have now accepted this proposed 30 

adjustment.2  With regard to AG Adjustments 2 through 5 on AG Exhibit MLB-1.3, 31 

I understand the Companies are disputing the proposed adjustments and I will 32 

address each issue in later sections of this Rebuttal Testimony.  It should be noted 33 

that an updated version of AG Adjustment #3 regarding deferred labor costs 34 

associated with rate case expense is provided in AG Exhibit MLB-2.4 as more fully 35 

described herein. 36  

37 

II. PHASE-IN RECOMMENDATION. 38 

Q. In your Direct Testimony, you sponsored a Table 1 that the revenue changes 39 

that were originally proposed by the Companies.  Have the very large 40 

percentage rate increases that were initially proposed by the Companies been 41 

moderated in the Rebuttal evidence? 42 

A. Not substantially. While the UI Companies have accepted many of the ratemaking 43 

adjustments proposed by Commission Staff and the AG, the revenue changes being 44 

proposed in these consolidated Dockets are still very large.  Using the information 45 

set forth in the Companies’ Exhibit 3.0 for each of the subject utilities, the 46 



  
Companies’ present and proposed revenue levels and percentage increases in 47 

revenues can be summarized as follows: 48 

Table 3: 
Utilities, Inc. Proposed Revenue Increases 

Operating Company 
Present 
Revenue 

Rebuttal 
Proposed 
Revenue 

Rebuttal 
Revenue 
Increase 

Percent 
Increase 

Charmar Water  $       25,058   $          96,199   $          71,141  284%

 

Cherry Hill Water  $       85,528   $        169,813   $          84,285  99%

 

Clarendon Water  $       94,516   $        226,459   $        131,943  140%

 

Killarney Water  $       66,901   $        206,276   $        139,375  208%

 

Ferson Creek Water  $       98,715   $        180,665   $          81,950  83%

 

Ferson Creek Sewer  $     132,779   $        234,582   $        101,803  77%

 

Harbor Ridge Water  $       77,704   $        141,594   $          63,890  82%

 

Harbor Ridge Sewer  $       31,789   $          64,684   $          32,895  103%

 

Total Amounts  $     612,990   $    1,320,272   $        707,282  115%

 

Source:  UI Rebuttal Ex. 3.0  

49  

Comparing this information to Table 1 in my Direct Testimony, the overall 50 

percentage revenue increase now being proposed for this group of companies has 51 

declined from the 144% composite overall revenue increase proposed in direct 52 

testimony to a 115% composite overall revenue increase that is proposed in the 53 

Companies’ rebuttal evidence.3  This still represents, for most customers, a 54 

doubling or more of monthly bills for utility service. 55 

Q. In your Direct Testimony, you proposed implementation of a phase-in plan for 56 

the large rate increases being proposed by the Utilities Inc. operating 57 

companies in these consolidated dockets.  Is a phase-in approach warranted 58 

when rate increases of the magnitude shown in Table 3 are being considered? 59 

                                                                                                                                                

 

1  AG Exhibit MLB-1.3, column B. 
2  Rebuttal Testimony of Lena Georgiev, page 20, line 21 to page 21, line 2. 
3  The information in Table 1 and Table 3 are not perfectly comparable because of a modest change 
in the formatting of total revenue information in the Companies’ Schedule B in Direct Testimony, which 



  
A. Yes.  The concern over rate “shock” that I described in my Direct Testimony 60 

continues to apply to the somewhat lower, but still very large revenue and rate 61 

changes now being proposed by the Companies.  Most customers facing water bills 62 

that may increase from 77 to 284 percent in a single month will undoubtedly be 63 

shocked by the size of increase. 64 

Q. Do the Companies’ witnesses, in their Rebuttal Testimony, dispute your 65 

conclusion that rate shock to consumers will result from implementation of the 66 

rate and revenues changes that are being proposed? 67 

A. No.  The Companies’ Rebuttal does not discuss rate shock at all, but instead asserts 68 

that, “The magnitude of the rate increases is not disproportionate to the amounts that 69 

would be expected after decades of inflation and increasing regulatory 70 

requirements.”4  Presumably, the Companies’ witness believes that ratepayers are 71 

fully aware of the Companies’ financial and regulatory circumstances and will not 72 

be surprised or shocked when their bills are doubled or tripled in the near future. 73 

Q. Do you believe that these Companies’ ratepayers are expecting their monthly 74 

bills to massively increase in the near future because of increasing regulatory 75 

requirements or the extended period of time that has elapsed since rates were 76 

last changed? 77 

A. No.  There has been no showing by the Companies that their ratepayers have been 78 

monitoring general inflation rates, the history of prior rate cases or the regulatory 79 

requirements that may impact water and sewer prices.  Rate and bill increases of the 80 

magnitude being proposed by the Companies will undoubtedly “shock” ratepayers.   81 

                                                                                                                                                

 

included “Uncollectible Accounts” as a reduction to revenues; while in Rebuttal Exhibit 3.0, uncollectible 
accounts are classified as expenses.  The impact upon comparisons is minimal. 
4  Rebuttal Testimony of Lena Georgiev, page 24, line 17. 



  
In periods when the utility does not seek a rate increase, ratepayers are entitled to 82 

presume that the utility has an adequate opportunity to earn a reasonable rate of 83 

return and fund its operations, and that the Commission views the rates as just and 84 

reasonable. 85 

Q. Have the Companies proposed any form of rate moderation or phase-in plan to 86 

address the customer impacts arising from the very large proposed rate and 87 

revenue changes?  88 

A.  No.  The focus of the Companies’ Rebuttal on this subject appears to instead resist 89 

any phase-in plan that may negatively impact the Companies’ financial results.  At 90 

pages 25 to 27 of her Rebuttal, Ms. Georgiev states that, “…new rates are 91 

commensurate with the increases in operating expenses and plant investment that 92 

have occurred over the time frames that have elapsed since the test years for the last 93 

rate cases, during which time the Companies have forgone any rate relief.”  She 94 

then asserts that the Attorney General’s phase in proposal, “…does not come close 95 

to the reasonable return on investment that was proposed by Staff Witness 96 

Freetly…[and] the Companies will not be able to earn the recommended fair return 97 

on equity.  In fact, all of the Companies would be cash flow negative, and the rates 98 

would fail to recover the costs of providing service, including the reasonable cost of 99 

capital.”  In this discussion emphasizing the Companies’ financial concerns, Ms. 100 

Georgiev does not acknowledge the burden on ratepayers from the proposed large 101 

rate increases or suggest any remedy for such impacts. 102 



  
Q. If these Utilities Inc. Companies have “forgone any rate relief” in the past, as 103 

asserted by Ms. Georgiev,5 does it follow that customers will not be shocked by 104 

the large rate increases now being proposed 105 

A. No.  Ratepayers may know what they currently pay for utility service, but they 106 

cannot be expected to consider any hypothetically higher utility bills they could be 107 

paying today if there had been different rate case filing dates in the past.  For 108 

instance, I doubt that a ratepayer will be more accepting of a much higher water or 109 

sewer bill next

 

month because of any understanding that the bill could 110 

hypothetically have been higher last

 

month.  Ratepayers do not inherently “owe” 111 

the Companies higher rates in the future because of past decisions of management 112 

to not ask for revenue changes when needed.  On the contrary, consumers are 113 

entitled to rely on the rates established by the Commission that they are routinely 114 

billed pursuant to tariff. 115 

Q. Ms. Georgiev, at page 25 of her Rebuttal, cites a publication by Dr. Charles 116 

Phillips Jr. to support the premise that, “…there are four critical questions 117 

underlying a phase-in proposal” and she then states, “The Attorney General 118 

has not prepared or provided any analysis regarding the four issues raised by 119 

Dr. Phillips.”  Has Ms. Georgiev or any other Rebuttal witness appearing for 120 

the Companies presented a phase-in proposal that meets these so-called 121 

“critical questions”? 122 

A. No.  The Companies have made no effort to address how customers may react to 123 

vastly higher prices for water and sewer services and they appear to reject the 124 

concept of gradualism in the design of utility rates. 125 

                                                

 

5  Id. 



  
Q. Are there other equally valid rate design questions, beyond those raised by Dr. 126 

Phillips, that should be applied by the Commission in the review of proposed 127 

changes in rate and revenue levels? 128 

A. Yes.  It is essential that approved rates meet other public interest criteria, including 129 

affordability, customer understanding and acceptance, revenue stability for the 130 

utility, attraction of capital on reasonable terms, the promotion of utility operational 131 

efficiency and the rational allocation of economic resources. 132 

Q. Was the phase-in plan that you presented in Direct Testimony capable of 133 

satisfying the interests of both shareholders and ratepayers in just and 134 

reasonable rates that provide a reasonable opportunity to earn a fair return on 135 

utility investment? 136 

A. Yes.  My Direct Testimony described a general price path for average residential 137 

customer bill increases limited to the higher of $10 per month or 20% per year.  138 

This proposal was necessarily general, given the uncertainties surrounding the 139 

ultimate revenue requirement to be awarded each of the Companies and an 140 

expectation that either the Staff or the Company may propose a more specific rate 141 

moderation plan as part of their responsive testimonies.  AG Exhibit MLB-1.4 142 

presented an illustration of how the proposed general price path might be realized, 143 

using assumed average bill impacts for the revenue increase that may ultimately be 144 

awarded for each utility.   145 

Q. Have you updated AG Exhibit MLB-1.3 to provide additional details and to 146 

reflect the Companies’ latest revenue requirement positions, which adopt many 147 

Staff adjustments? 148 



  
A. Yes.  AG Exhibit MLB-2.1 provides a separate page for each of the Companies, 149 

showing the phase-in proposal that was initially illustrated in AG Exhibit MLB-1.4 150 

and then updating the analysis based upon the revised revenue requirement 151 

proposed in the Companies Rebuttal Exhibit 3.0 calculations. 152 

Q. Has the Companies’ rebuttal testimony caused you to change the initially 153 

proposed price path or phase-in, limiting rate changes to the higher of $10 per 154 

month annually or 20 percent annually? 155 

A. No.  I have not changed my recommended general price path parameters and they 156 

are restated in column (A) of pages 1 through 9 of AG Exhibit MLB-2.1.  However, 157 

in column (B), the stated annual price increase limits are now being applied to the 158 

revised estimated monthly average customer bills for each company that would 159 

result from the Companies’ asserted Rebuttal revenue requirement.  The calculation 160 

to determine the revised “Revenue Requirement” per average customer is based 161 

upon the Companies’ Rebuttal evidence, as set forth in Footnote 1 on AG Exhibit 162 

MLB-2.1. 163 

Q. Please explain how your recommended rate moderation plan would work for 164 

Charmar Water customers, as set forth on page 1 of AG Exhibit MLB-2.1. 165 

A. The AG’s recommended rate moderation plan would limit the initial, and 166 

subsequent annual rate changes, to the lesser of $10.00 or 20% higher monthly bills 167 

relative to presently effective rates.   Starting from the average monthly customer 168 

bill amount of $61.95 shown on line 2, the Year 1 targeted revenue per average 169 

customer would be limited to $74.34, which is a 20 percent increase over present 170 

rate/revenue levels.  When compared to the Company’s asserted Rebuttal revenue 171 

requirement for Charmar, which is equivalent to $175.18 per month per average 172 



  
customer,6 the year one rate increase would require the deferral of Charmar 173 

expenses equal to $100.84 per customer, per month.   174    

Each succeeding year of this phase-in plan illustration for Charmar shows 175 

the limitation upon the average per-customer rate and revenue increase, and the 176 

resulting amount of Company expense that would be deferred for possible future 177 

recovery.  In column (C), the Annual Deferred Expenses for all 52 Charmar 178 

customers resulting from the difference between approved rate levels and asserted 179 

overall costs is displayed for each of the deferral years when rates are lower than 180 

full asserted costs.  Starting in Year 6, phased-in rates would exceed the asserted 181 

revenue requirement level and commence amortizing the accumulation of deferred 182 

expenses.   183    

The buildup and subsequent amortization of deferred expenses to 184 

accommodate phased-in rates is shown in the Table captioned, “Summary of 185 

Regulatory Asset Account – Deferred O&M Expenses” at the right side of each 186 

page of AG Exhibit MLB-2.1.  Because Charmar rate increases represent the largest 187 

proposed customer bill impacts, the phase-in plan for Charmar takes the longest to 188 

complete with full cost recovery occurring in year nine of the plan. 189 

Q.  Can you generally describe the operation of your proposal on the other 190 

Companies? 191 

A. Yes.  At the Companies’ proposed Rebuttal revenue requirement, the phase-in 192 

period for two companies --  Clarendon and Killarney – would be seven years.  The 193 

phase-in period for three companies – Cherry Hill, Ferson Water and Ferson Sewer 194 

– would be five years, and the phase-in period for Harbor Ridge Water would be 195 

                                                

 

6  Footnote 1 on each page of AG Exhibit MLB-2.1 sets forth the calculations used to estimate 



  
four years.  Only one company – Harbor Ridge Sewer – would not require a phase-196 

in under my proposed criteria. 197 

Q. At page 26 of her Rebuttal, Ms. Georgiev states, “First, the AG’s phase-in rates 198 

shown on AG Exhibit MLB 1.4, which are for demonstrative purposes only, do 199 

not include a calculation of carrying cost, which the AG asserts the Company 200 

may be entitled to accrue.”  Does your updated phase-in illustration show how 201 

interest could be accumulated and added to the deferred expense regulatory 202 

asset balance? 203 

A. Yes.  The “Summary of Regulatory Asset Account” table on each page of AG 204 

Exhibit MLB-2.1 contains a column captioned, “6.6% Interest” which adds interest 205 

on the average net of tax regulatory asset balance containing deferred O&M 206 

expenses, so as to address the carrying cost concern raised by Ms. Georgiev.  If the 207 

Commission determines that carrying costs are appropriate in connection with costs 208 

deferred to support the phase-in plan, the Company’s average cost of long term debt 209 

of 6.6 percent is a reasonable rate for this purpose. 210 

Q. What is the purpose of the “ADIT on Deferred O&M” column in the 211 

“Summary of Regulatory Asset Account” table on each page of AG Exhibit 212 

MLB-2.1? 213 

A. The phasing-in of revenue increases implies the delayed cash recovery of the 214 

Companies’ operating expenses.  This will result in the incurrence of expenses that 215 

are income tax deductible in advance of the year(s) when corresponding taxable 216 

revenues will be collected.  If the Companies are directed to defer operating 217 

expenses as part of an approved phase-in plan, accumulated deferred income taxes 218 

                                                                                                                                                

 

average customer bills under proposed rates in the Companies’ Rebuttal Ex. 3.0 for each utility. 



  
(“ADIT”) will be recorded to recognize the realization of current income tax 219 

deductions for expenses prior to the amortization of such deferred expenses on the 220 

books.  The tax deferral cash flow savings from this temporary timing difference 221 

should be recognized as a reduction to the regulatory asset deferral balance upon 222 

which any allowed interest charges are calculated. 223 

Q. At page 26 of her Rebuttal, Mr. Georgiev states, “Second, the AG’s analysis 224 

never allows the Company to recover the residual deferred revenue shown in 225 

AG Exhibit MLB-1.4…”.  Is this true? 226 

A. No.  The phase-in plan I proposed in Direct Testimony would allow the Company to 227 

recover the portion of its ultimately authorized revenue requirement, the deferred 228 

expense amounts, through gradually increased rates.  AG Exhibit MLB-1.4 was 229 

illustrative, using hypothetical final revenue requirement per average customer 230 

amounts.  The updated AG Exhibit MLB-2.1 refines this analysis, using the 231 

Companies’ Rebuttal revenue requirement position for each utility and showing in 232 

the “Summary of Regulatory Asset Account – Deferred O&M Expense” table how 233 

and when deferred costs may ultimately be recovered.  Obviously, until all of the 234 

remaining disputed issues are resolved in the Commission’s Order finding final 235 

revenue requirements for each Company, it will not be possible to precisely 236 

simulate the rate changes or deferral calculations that are required under the 237 

proposed AG rate moderation criteria. 238 

Q. What is planned to occur in connection with the “Final Rate/Bill Level 239 

Granted” amounts shown near the bottom of AG Exhibit MLB-2.1 for each 240 

utility? 241 



  
A. Upon completion of amortization and full recovery of all deferred O&M expenses, 242 

rate and customer bill levels would be revised to match the approved revenue 243 

requirement in the pending rate cases.  This would ensure that no over-recovery of 244 

the intended revenue requirement occurs.  It is envisioned that compliance tariffs 245 

could be designed and submitted with future effective dates for each “step” of rate 246 

changes needed to match the revenue requirement ultimately approved for each 247 

Company by the Commission. 248 

Q. In the event one or more of the Companies files for another rate change prior 249 

to completion of the phase-in period shown in AG Exhibit MLB-2.1, what 250 

would happen to the remaining rate increases that had not yet been 251 

implemented? 252 

A. All planned phase-in rate changes that were not implemented at the date of a new 253 

rate case filing should be cancelled, to be superceded by new rate and revenue levels 254 

found reasonable by the Commission in any future rate case proceedings. 255 

Q. Mr. Georgiev states, at page 26, “Lastly, the AG fails to show rates that make 256 

the utility whole for the residual deferred revenues and carrying costs.”  Is this 257 

concern valid in light of what you have presented in AG Exhibit MLB-2.1? 258 

A. No.  For each of the Companies, separate calculations show how the regulatory 259 

asset for deferred expenses is accumulated and then fully recovered.  The longest 260 

recovery period is nine years for Charmar water, which has the fewest customers 261 

and the most severe rate shock exposure.  Harbor Ridge Water requires only a one-262 

year deferral of expenses with completion and full recovery completed in year four, 263 

while Harbor Ridge Sewer requires no phase-in at all using the AG-proposed price 264 

path criteria. 265 



  
Q. At page 27 of her Rebuttal, Ms. Georgiev claims that: “In fact, the AG’s 266 

witness suggests that the Commission should calculate the rates potentially 267 

doing his work for him.”  How do you respond? 268 

A. The purpose of my Direct Testimony on the subject of rate shock and phase-in rates 269 

was not

 

to set the final rates for each utility for each future year.  In fact, it was and 270 

still is impossible to set specific rates at this time, given the ongoing uncertainties 271 

regarding how certain ratemaking issues will be resolved in the Commission’s Final 272 

Order.  However, now that Rebuttal positions have been stated by the Companies, I 273 

have refined my analysis to show in greater detail how the price path concepts I 274 

initially presented could be applied to each of the Companies.  The Company and 275 

Commission Staff should be able, with guidance from the Commission’s Order in 276 

these Dockets, to design tariff rates that produce the approximate average customer 277 

bill results envisioned in each future year of the phase-in plan within the constraints 278 

recommended in AG Exhibit MLB-2.1. 279 

Q. Please explain what is shown at page 9 of AG Exhibit MLB-2.1. 280 

A. Page 9 summarizes the total Deferred O&M Expenses and cumulative Regulatory 281 

Asset balances that are associated with the phase-in proposals shown for each of the 282 

Companies at pages 1 through 8.   283 

Q. Are the Companies able to finance the deferral of O&M expenses of up to 284 

$596,506, as shown on page 9 of AG Exhibit MLB-2.1 at the peak year of cost 285 

deferral, in order to moderate the rate shock that would otherwise be caused 286 

by the proposed rate increases? 287 



  
A. Yes.  Utilities, Inc. is a large and financially sound utility holding company that is 288 

part of an even larger independent investment firm known as Highstar Capital.7  The 289 

Company has demonstrated its ability to finance much larger projects than the 290 

deferred expenses associated with an Illinois rate increase phase-in plan over long 291 

periods of time.8  It should be noted that the financial press has reported plans by 292 

Highstar Capital to sell the Utilities, Inc. business for as much as $500 million, after 293 

securing rate increases for the various Utilities, Inc. operating companies.9 294 

Q. Has Utilities, Inc. agreed to a phased-in implementation of large percentage 295 

rate increases in other jurisdictions? 296 

A. Yes.  In Maryland Case No. 9248, the Company settled its rate case adopting a two-297 

year phase-in of the stipulated revenue requirement, as more fully described in the 298 

Proposed Order of Hearing Examiner I have attached as AG Exhibit MLB-2.2.   299    

In Tennessee Docket No. 09-00017, a two year phase-in of a stipulated 300 

revenue requirement was implemented, as more fully described in the Order 301 

Approving Settlement Agreement that I have attached as AG Exhibit MLB-2.3. 302  

303 

                                                

 

7  See http://highstarcapital.com/pdf/Highstar_Brochure.pdf

 

for more information about Highstar. 
8  See Direct Testimony of Dimitry Neyzelman in these consolidated dockets at pages 7 and 9 where 
cumulative investments in the JDE and CC&B software systems is quantified at $14 million and $7.1 
million, respectively.   
9  According to the December 2011 issue of the publication American Water Intelligence available at 
http://www.americanwaterintel.com/archive/2/12/companies/highstar-puts-utilities-inc-auction-block.html

   

“The potential sale of Utilities, Inc. by Highstar Capital has analysts wondering if the days of large-scale 
utility acquisitions are at an end. With U.S. utility markets trending toward consolidation and asset swaps, 
market experts are split on whether the company’s size will attract or repel buyers. The Illinois-based 
corporation owns more than 80 subsidiaries in 15 states, and an outright sale of the firm’s assets could 
mean absorbing them all simultaneously. It could also mean more regulatory headaches. 

Utilities, Inc. has made a limited number of bolt-on acquisitions since Highstar acquired the 
company from Nuon in 2006 for $192.5 million. After changing hands, the company snapped up systems 
and companies in Louisiana and Arizona. But trying to justify the new asking price of $500 million – which 
is said to represent an EBITDA multiple in the 10-12x range – purely on rate increases and service 
expansion could prove to be a stretch.” 

http://highstarcapital.com/pdf/Highstar_Brochure.pdf
http://www.americanwaterintel.com/archive/2/12/companies/highstar-puts-utilities-inc-auction-block.html


  
III. CASH WORKING CAPITAL 304  

305 

Q. In your Direct Testimony, you indicated that the Companies have proposed a 306 

rate base allowance for Cash Working Capital (“CWC”) based upon an 307 

obsolete and unsupported 45-day formula allowance.  Has any additional 308 

analysis or supporting evidence been produced in the Company’s Rebuttal 309 

evidence to support its claimed CWC amounts? 310 

A. No.   Instead of any analysis of actual CWC investments includable in rate base, the 311 

Companies assert that, “The 45 day standard formula method (one-eighth approach) 312 

provides a reasonable and cost-effective means to estimate a utility’s very real 313 

investment requirement for cash to bridge the gap between the time expenditures 314 

are required to provide services and the time collections are received for such 315 

service.”10  I submit that the actual facts originally raised in my Direct Testimony 316 

and included in this Rebuttal Testimony refute this assertion and support rejection 317 

of a formula-based CWC allowance in these Dockets.   For these Companies, the 45 318 

day formula method clearly does not provide a reasonable estimate of CWC and 319 

inclusion of such formula-based amounts will result in substantial overstatement of 320 

rate base. 321 

Q. At page 3 of her Rebuttal, Ms. Georgiev states that you are one hundred 322 

percent accurate with your statement that, “…it is often more expensive to 323 

conduct a lead-lag study than is justified by the value of the rate base 324 

allowance that results.”  Does agreement on this point mean that the 325 

                                                                                                                                                

  

10  Rebuttal Testimony of Lena Georgiev, page 4, line 10. 



  
Companies should be allowed a formula-based CWC allowance in rate base 326 

without any supporting factual analysis? 327 

A. No.  A positive formula-based CWC allowance represents a revenue requirement 328 

“gift” to the Companies’ shareholders at ratepayers’ expense.  While it is 329 

undeniably attractive to utilities to include a rate base allowance for CWC without 330 

any need for supportive analysis or documentation, this is not an equitable outcome 331 

for ratepayers, particularly in situations like these rate cases where rate increases of 332 

77% to 284% are being requested.  The Companies should not be allowed to escape 333 

their obligation to justify each element of the asserted rate base with supportive 334 

evidence. There is no evidence in these Dockets from which one can conclude that a 335 

45-day allowance for hypothetical working capital requirements is reasonable and 336 

rates should not be increased to cover this unsupported, hypothetical investment. 337 

Q. At page 5 of her Rebuttal, Ms. Georgiev states that, “In addition, the 338 

commission has approved cash working capital allowance [sic] for similarly 339 

situated small sized water and wastewater companies based on the one-eighth 340 

method in the following cases…”  Does this assertion prove that a formula 341 

CWC allowance is reasonable for the subject Companies in these Dockets? 342  

A. No.  As noted in my Direct Testimony, the 45-day formula has been widely applied 343 

in the past, based upon an incorrect general assumption that it takes every

 

utility 344 

about 45 days longer to collect its revenues than it can effectively delay paying its 345 

expenses.   I provided examples in Direct Testimony to show why this assumption 346 

is not applicable to these Companies.  Ms. Georgiev did not directly address 347 

whether the claimed CWC expense was based on actual operations.  Further she 348 



  
does not indicate whether any party challenged the inclusion of formula CWC 349 

allowances in the cases she cites.  There has been no showing that any positive 350 

CWC investment from investors has been made in the Companies in these dockets 351 

for which a rate base allowance is appropriate. 352 

Q. If the most accurate measurement of CWC requires the conduct of a lead lag 353 

study that is costly to conduct, is the Commission forced to award utilities a 45 354 

day formula-based CWC allowance? 355 

A. No.  Another alternative known as the “balance sheet method” is routinely used in 356 

some jurisdictions to estimate CWC investment, based upon a comparison of 357 

recorded current assets compared to current liabilities.11  The premise behind the 358 

balance sheet method is that the utility has positive CWC only when the recorded 359 

amounts of current assets, such as accounts receivable, cash, and prepaid assets 360 

exceed the recorded amounts of current liabilities such as accounts payable, taxes 361 

payable and accrued liabilities. Alternatively, if recorded current liabilities exceed 362 

current assets, the CWC allowance under the balance sheet approach is negative.  363 

Q. Does any of the information within the Companies’ filings in these Dockets 364 

provide a basis to estimate CWC using the balance sheet method? 365 

A. Yes.  Schedule A submitted with the Companies’ Direct Testimony is a Balance 366 

Sheet as of September 30, 2010 for each of the subject utilities.  Ideally an average 367 

of multiple monthly balance sheets would be available for analysis under the 368 

balance sheet method of CWC estimation, but the available information at 369 

September 30, 2010 provides an indication of the actual CWC investment on the 370 



  
Companies’ books at that date.  Table 4 is a summary of net CWC as measured by 371 

Current Assets minus Current Liabilities taken from the Companies’ Schedule A.  372 

This data and the balance sheet method support substantial negative CWC amounts 373 

that should be treated as a reduction in rate base, rather than allowing the requested 374 

45-day positive CWC allowances proposed by the Companies. 375 

Table 4:

Current 
Assets

Current 
Liabilities

Balance Sheet 
Method CWC

Formula 
Allowance 

CWC

Rate Base 
Overstated 

Amount
Charmar Water (53,452)$          81,849$    (135,301)$        5,175$             140,476$     
Cherry Hill Water (48,485)$          (32,096)$   (16,389)$          9,088$             25,477$       
Clarendon Water (12,656)$          155,484$  (168,140)$        14,926$          183,066$     
Killarney Water (124,171)$        206,398$  (330,569)$        11,135$          341,704$     
Ferson Creek (179,610)$        (46,091)$   (133,519)$        9,364$             142,883$     
Harbor Ridge (145,569)$        137,219$  (282,788)$        7,775$             290,563$     

(1,066,706)$    57,463$          1,124,169$ 

Balance Sheet Method CWC Estimation - Using Schedule A Data

 

376  

I am not recommending inclusion in rate base of the large negative CWC amounts 377 

shown in Table 4 for each of the Companies.  Additional inquiry and analysis 378 

would be required to understand and fully develop the balance sheet method.  379 

However, this information clearly refutes the reasonableness of allowing any 380 

positive CWC at this time based upon application of the 45-day formula method. 381 

Q. Ms. Georgiev states, at page 2-3 of her Rebuttal, “Mr. Brosch would have the 382 

Commission believe that taxes and interest are included in cash working 383 

capital when using the one-eighth method.  However, it is clear from the 384 

Company’s schedules that assumption is not correct.”  Is this an accurate 385 

characterization of your testimony? 386 

                                                                                                                                                

 

11  Ms. Georgiev acknowledges the Balance Sheet Method at page 5 of her Rebuttal, but fails to 
provide any information regarding how this method may be applied to the Companies. 



  
A. No.  My Direct Testimony at lines 437-440 stated, “A properly prepared Lead/Lag 387 

study

 
that fully considers the timing of all cash expenses will often return a negative 388 

or nearly zero CWC result, because of the extended periods over which utilities are 389 

allowed to pay certain taxes and interest expenses.” [emphasis added.]  My 390 

testimony made no reference to the so-called “one-eighth method.”  Ms. Georgiev’s 391 

observation that the one-eighth method ignores the timing of cash flows associated 392 

with tax expenses and interest expenses is just another reason the formula approach 393 

is incomplete and inaccurate and any results derived from its application should not 394 

be included in rate base.  The one-eighth (or 45-day) formula approach is 395 

mathematically incapable of calculating a negative CWC allowance, even though 396 

many utilities have concluded that negative CWC is the correct result after 397 

completing an actual study of the timing of cash flows using Lead/Lag methods or 398 

the balance sheet approach. 399 

Q. As a final point regarding CWC, are you recommending that the Companies 400 

incur the costs associated with preparation of Lead/Lag studies of CWC? 401 

A. No.  I am recommending that the Commission not allow an unproven increase in 402 

rate base based upon the flawed one-eight or 45-day formula approach, for all of the 403 

reasons stated in my Direct and this Rebuttal Testimony.  Absent substantial and 404 

competent evidence to support a CWC allowance, the more reasonable CWC 405 

amount includable in rate base is zero so as to not burden ratepayers with a return 406 

on a hypothetical working capital investment that does not exist. 407  

408  

409 



  
IV. RATE CASE LABOR EXPENSES  410  

411 
Q. What is the issue regarding recovery of Company labor expenses as part of 412 

rate case expense?   413 

A. The UI Companies have proposed the recovery of significant amounts of employee 414 

time and labor expenses as part of rate case expenses, over an amortization period 415 

to be approved by the Commission.  If employee labor costs are to be recovered as 416 

part of rate case expense, it is essential that the same amount

 

of labor hours and 417 

costs be removed from test year labor expenses included elsewhere in the revenue 418 

requirement.  Absent ratemaking adjustments to exclude the rate case labor hours 419 

and costs from the payroll expenses embedded in O&M expenses, the Company 420 

will over-recover its labor costs by including some of the same hours in both 421 

expenses and prospective rate case expense amortization.  The Companies appear to 422 

dispute this fact and are seeking just such an over-recovery in the way their asserted 423 

revenue requirement has been assembled. 424 

Q. The Companies’ Rebuttal on this issue asserts that it is “not double-counting 425 

the WCS capitalized time incurred for the rate cases” and then provides 426 

illustrative examples of hypothetical salary distributions in an effort to prove 427 

no double counting.12  Have you reviewed these illustrations?   428 

A. Yes. 429 

Q. Do the illustrations prove anything about test year labor cost recoveries? 430 

A. No.  The illustrations and T-account examples bear no resemblance to the actual 431 

data included in the Companies’ rate case workpapers.  What is actually occurring 432 

for the test year is an annualization of labor costs based upon the test year 433 

                                                

 

12  Rebuttal Testimony of Lena Georgiev, pages 13-20. 



  
distribution of hours and costs between expense, capital (Plant additions) and 434 

deferral (rate case expense) accounts.  If the Companies are allowed to specifically 435 

remove and separately recover some labor costs within rate case expense, it is 436 

necessary that this amount of labor cost not be treated as recoverable within test 437 

year expenses. 438 

Q. What amount of labor cost is proposed by the Companies to be deferred and 439 

separately recovered as part of rate case expense? 440 

A. A revised total of $616,703 in Water Service Personnel expenses have been treated 441 

as deferred, subject to five-year amortization in the Company’s Rebuttal evidence. 442 

Q. Are the personnel expenses included in the Companies’ rate case expense 443 

newly hired employees? 444 

A. No.   The labor costs in question for rate case expense are allocations of the time of 445 

existing employees, rather than new employees hired after the test year to prepare 446 

and defend the rate cases.  This is a critically important point, because if allocations 447 

of labor costs for existing employees are treated as recoverable via rate case 448 

expenses, a double recovery of these costs will occur unless the test year excludes 449 

the same labor hours and dollars that are included in the rate case deferral. 450 

Q. How much test year labor expense was removed from expense and treated as 451 

capitalized within deferred rate case expenses? 452 

A. Only $13,947 of capitalized time for rate case deferrals is recognized in the 453 

Companies’ filings.  All of the remaining labor costs are either included within test 454 

year expense accounts or are capitalized as construction costs that become Plant 455 

investments included in rate base. 456 

Q. Why is the AG Adjustment #3 you proposed in Direct Testimony necessary? 457 



  
A. The adjustment I propose does two things.  It eliminates labor costs from deferred 458 

rate case expenses and it adds back all of the labor hours and costs that were treated 459 

as deferred for rate case activity in the test year.  This second adjustment was made 460 

to properly synchronize the distribution of test year payroll with the rate case 461 

expense recovery of labor costs and ensure full recovery, but not over-recovery of 462 

total labor costs. 463 

Q.  According to Ms. Georgiev’s Rebuttal at page 13, “If the AG is so inclined to 464 

remove capitalized time related to rate cases then they would need to make an 465 

adjustment to remove the capitalized time thus increasing operation and 466 

maintenance expense.  However, no such adjustment was proposed.”  Is this 467 

true?   468 

A.  No.  The offsetting adjustment that Ms. Georgiev claims is necessary has already 469 

been made as part of AG Adjustment #3.  I have prepared and attached, as AG 470 

Exhibit MLB-2.4 a workpaper supporting a revised calculation of Attorney General 471 

Adjustment #3.  The line captioned, “Less: Test year WSC Captime in Filings” 472 

represents the adding back of the $13,947 in labor cost that was capitalized across 473 

the eight utility operations in the test year.   When both elements of AG Adjustment 474 

#3 are netted together, test year labor costs are unaffected by rate case expense 475 

activity and the annualized cost of all company employees will be fully accounted 476 

for with no over or under-recoveries. 477 

Q.  At page 15 of her Rebuttal, Ms. Georgiev claims that “the Companies’ filings 478 

reduce salary expense” for the amounts that are treated as rate case expense in 479 

her illustrations.  Is this true? 480 



  
A.  No.  The Companies’ filings do reduce salaries, but for a much smaller amount of 481 

capitalized rate case time that was actually

 
recorded during the test year.  Notably, 482 

the relatively small amounts of recorded

 
capitalized rate case hours and dollars are 483 

not presented or explained by Ms. Georgiev in her Rebuttal, making it impossible to 484 

determine from her Rebuttal the net effect of the Companies’ proposed adjustments.  485 

However, when much larger projected

 

rate case hours and costs are accumulated 486 

and amortized as rate case expense  prospectively, an over-recovery of more than 487 

$300,000 can be expected occur over the period of rate case expense amortization. 488 

Q. Why have you revised AG Adjustment #3? 489 

A. In Rebuttal, the Companies’ changed the amounts of projected labor costs they seek 490 

to include as rate case expense, and have adopted a five-year amortization period in 491 

place of the three-year amortization that was initially proposed.  Revisions to the 492 

AG adjustment were necessary to capture the effects of these changes.  493 

Additionally, the add-back of test year recorded capitalized rate case time and labor 494 

expense has been refined in the revised version of AG Adjustment #3 in the 495 

workpapers that are attached for each operating utility. 496  

497 

VI. PRO-FORMA PROJECTS. 498  
499 

Q. Do the UI Companies accept, in their Rebuttal, the Attorney General’s 500 

adjustment to remove their proposed pro-forma additions to rate base? 501 

A. No.  At page 30 of her Rebuttal, Ms. Georgiev states her disagreement with the 502 

AG’s proposed removal of the pro-forma project costs, stating, “It is possible that 503 

Mr. Brosch is unfamiliar with the Commission rules that allow recovery of pro 504 



  
forma adjustments to the test year for known and measurable changes expected to 505 

occur within 12 months from the filing of the rates.”   506 

Q. Are you familiar with the Commission rule that is being referenced? 507 

A. Yes.  Ms. Georgiev does not actually cite to any “rule” but I assume she has in mind 508 

83 Ill. Admin. Code § 287.40 that provides for “Pro Forma Adjustments to 509 

Historical Test Year Data” up to 12 months after the filing date of the tariffs.  I am 510 

generally familiar with that rule as well as the 2009 Appellate Court determinations 511 

regarding how it is reasonably applied by the Commission. 512 

Q. What is your understanding regarding how pro-forma adjustments beyond 513 

test year end are to be considered? 514 

A. I understand and have been advised by AG counsel that, given the ruling in 515 

Commonwealth Edison Co. v. Illinois Commerce Commission, 405 Ill.App.3d 389 516 

(2d Dist. 2010), pro-forma adjustments after the end of historical test years must be 517 

balanced and must not

 

ignore known and measurable offsetting cost reductions, 518 

such as the continuing growth in accumulated depreciation that will occur in the 519 

months when the proposed pro-forma investments are anticipated. 520 

Q. Have the Companies, in connection with their proposed inclusion of pro-forma 521 

projects in rate base, accounted for known and measurable growth in 522 

accumulated depreciation or any other cost reductions that may occur? 523 

A. No.   524 

Q. When are the proposed pro-forma projects expected to be completed and 525 

placed into service? 526 

A. According to the Companies’ response to Data Request AG 4.7,  the Killarney 527 

project is expected to be completed by December 31, 2011, while the Harbor Ridge 528 



  
and Cherry Hill projects are expected to be funded in the first half of 2012, as more 529 

fully explained in the response.  A copy of this response is included as AG Exhibit 530 

MLB-2.5.  Each of the pro-forma projects is a water tower restoration/painting 531 

effort for which progress in the winter months may be subject to weather conditions 532 

that could jeopardize completion within the time constraints imposed by the rule.  It 533 

is far from “known and measurable” that the projected costs will be incurred and 534 

work completed within 12 months of the filing. 535 

Q. If the $170,000 projected cost for the Killarney Water Tower project is 536 

completed by year end 2011, by how much will accruals of depreciation 537 

expense since September 30, 2010 have contributed to growth in Killarney’s 538 

accumulated depreciation reserve? 539 

A. Killarney Exhibit 3.0 at Schedule 3.1 shows annual depreciation accruals of 540 

$39,571, which would increase the accumulated depreciation reserve by about 541 

$50,000 in the 15 months subsequent to test year-end.  542 

Q. If the $132,000 projected cost for the Harbor Ridge Water Tower project is 543 

completed by March of 2012, by how much will accruals of depreciation 544 

expense since September 30, 2010 have contributed to growth in Harbor 545 

Ridge’s accumulated depreciation reserve? 546 

A. Harbor Ridge Water Exhibit 3.0 at Schedule 3.1 shows annual depreciation accruals 547 

of $39,455, which would increase the accumulated depreciation reserve by about 548 

$59,000 in the 18 months subsequent to test year-end. 549 

Q. If the $180,000 projected cost for the Cherry Hill Water Tower project is 550 

completed by the end of the second quarter of 2012, by how much will accruals 551 



  
of depreciation expense since September 30, 2010 have contributed to growth 552 

in Cherry Hill’s accumulated depreciation reserve? 553 

A. Killarney Exhibit 3.0 at Schedule 3.1 shows annual depreciation accruals of 554 

$33,370, which would increase the accumulated depreciation reserve by about 555 

$58,000 in the 21 months subsequent to test year-end. 556 

Q.  How would the increases in the depreciation reserve for these projects affect 557 

the cost to consumers should these post-test year projects be included in rates? 558 

A. If the Commission were to include these post-test year projects in rates, the 559 

depreciation reserve would have to be increased by the amounts identified above.  560 

An increase in depreciation reserve has the effect of reducing rate base.   561 

Q. In your Direct Testimony at page 29-31, you listed five reasons why the 562 

proposed pro-forma project costs should be removed from the revenue 563 

requirement.  Do you continue to support such removal, based upon the stated 564 

reasons? 565 

A. Yes.  The Companies have not provided any additional information responsive to 566 

the rationale set forth in my Direct Testimony for exclusion of the pro-forma 567 

projects and I continue to support this adjustment. 568 

Q. Does this conclude your testimony at this time? 569 

A. Yes.  570 


