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ILLINOIS-AMERICAN WATER COMPANY 1 

PREFILED DIRECT TESTIMONY OF 2 

RALPH C. SMITH 3 
 4 

I. INTRODUCTION 5 

Q. Please state your name and business address. 6 

A. Ralph C. Smith, 15728 Farmington Road, Livonia, Michigan 48154. 7 

 8 

Q. What is your occupation? 9 

A. I am a certified public accountant and a senior regulatory utility consultant with 10 

the firm Larkin & Associates, PLLC, certified public accountants and regulatory 11 

consultants. 12 

 13 

Q. Please describe Larkin & Associates. 14 

A. Larkin & Associates, PLLC, is a Certified Public Accounting and Regulatory 15 

Consulting Firm.  The firm performs independent regulatory consulting primarily 16 

for public service/utility commission staffs and consumer interest groups (public 17 

counsels, public advocates, consumer counsels, attorneys general, etc.)  Larkin & 18 

Associates, PLLC has extensive experience in the utility regulatory field as expert 19 

witnesses in over 600 regulatory proceedings, including numerous gas, electric, 20 

water and wastewater, and telephone utility cases. 21 

 22 

Q. Please summarize your professional experience.  23 
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A. Subsequent to graduation from the University of Michigan, and after a short 24 

period of installing a computerized accounting system for a Southfield, Michigan 25 

realty management firm, I accepted a position as an auditor with the predecessor 26 

CPA firm to Larkin & Associates in July 1979.  Before becoming involved in 27 

utility regulation where the majority of my time for the past 31 years has been 28 

spent, I performed audit, accounting, and tax work for a wide variety of 29 

businesses that were clients of the firm. 30 

During my service in the regulatory section of our firm, I have been 31 

involved in rate cases and other regulatory matters concerning numerous electric, 32 

gas, telephone, water, and sewer utility companies.  My present work consists 33 

primarily of analyzing rate case and regulatory filings of public utility companies 34 

before various regulatory commissions, and, where appropriate, preparing 35 

testimony and schedules relating to the issues for presentation before these 36 

regulatory agencies. 37 

My professional career has included over 31 years in public accounting 38 

and utility regulatory consulting at Larkin & Associates and its predecessor firm.  39 

I have performed work in the field of utility regulation on behalf of industry, PSC 40 

staffs, state attorney generals, municipalities, and consumer groups concerning 41 

regulatory matters before regulatory agencies in Alabama, Alaska, Arkansas, 42 

Arizona, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, 43 

Indiana, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, 44 

Missouri, New Jersey, New Mexico, New York, Nevada, North Carolina, North 45 

Dakota, Ohio, Pennsylvania, South Carolina, South Dakota, Texas, Utah, 46 
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Vermont, Virginia, West Virginia, Canada, Federal Energy Regulatory 47 

Commission and various state and federal courts of law.  I have presented expert 48 

testimony in regulatory hearings on behalf of utility commission staffs and 49 

intervenors on many occasions.  I have also presented seminars on utility 50 

accounting and ratemaking on behalf of various clients, and have taught at the 51 

Institute of Public Utilities sponsored by Michigan State University. 52 

 53 

Q. What professional designations do you hold?  54 

A. I hold the following professional designations: 55 

 Certified Public Accountant (licensed in the State of Michigan) 56 

 Attorney (licensed in the State of Michigan) 57 

 Certified Rate of Return Analyst 58 

 Certified Financial Planner™ professional 59 

 60 

Q. Please summarize your educational background.  61 

A. I received a Bachelor of Science degree in Business Administration (Accounting 62 

Major) with distinction from the University of Michigan - Dearborn, in April 63 

1979.  I passed all parts of the C.P.A. examination on my first sitting in 1979, 64 

received my C.P.A. license in 1981, and received a certified financial planning 65 

certificate in 1983.  I also have a Master of Science in Taxation from Walsh 66 

College, 1981, and a law degree (J.D.) cum laude from Wayne State University, 67 

1986.  I also have participated each year in a variety of continuing professional 68 

education required to maintain my CPA license and CFP® certificate. 69 
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Since 1981, I have been a member of the Michigan Association of 70 

Certified Public Accountants.  I am also a member of the Michigan Bar 71 

Association and the Society of Utility and Regulatory Financial Analysts 72 

(SURFA)1.  I have served as an arbitrator in disputes involving financial 73 

transactions as part of the National Association of Securities Dealers, Inc. 74 

(NASD) Dispute Resolution program and the Financial Industry Regulatory 75 

Authority, Inc. (FINRA).  I have also been a member of the American Bar 76 

Association (ABA), and the ABA sections on Public Utility Law and Taxation.   77 

 78 

Q. Have you prepared an appendix that contains additional information on 79 

your educational background and professional experience? 80 

A. Yes.  AG Exhibit 2.1, attached to this testimony, also summarizes some of my 81 

regulatory experience and qualifications. 82 

 83 

Q. On whose behalf are you appearing? 84 

A. I am testifying on behalf of the People of the State of Illinois represented by the 85 

Attorney General (“AG”) in response to the Illinois-American Water Company 86 

(“IAWC” or “Company”).  87 

 88 

Q. Have you previously presented testimony before the Illinois Commerce 89 

Commission?  90 

                                                 

1 Formerly, the National Society of Rate of Return Analysts. 
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A. Yes, I have previously presented testimony before the Illinois Commerce 91 

Commission (“Commission”) in a number of cases.  92 

 93 

Q. Please describe the tasks you performed related to your testimony in this 94 

case. 95 

A. I reviewed and analyzed data and performed other procedures as necessary (1) to 96 

obtain an understanding of the Illinois-American Water Company rate filing 97 

package as it relates to the Company’s proposed rate increases for water and 98 

sewer utility service and (2) to formulate an opinion concerning the 99 

reasonableness of these Company-proposed rates.  These procedures included 100 

reviewing the Company's testimony and exhibits, reviewing IAWC’s responses to 101 

the data requests of the AG and other parties, issuing information requests, and 102 

analyzing IAWC's responses to them. 103 

 104 

Q. What issues will you be addressing in your testimony? 105 

A. I am recommending rate base and pro forma operating income for IAWC based 106 

on the adjustments to the Company’s positions that I have identified in my review 107 

and analysis of its presentation.  My direct testimony discusses adjustments to 108 

IAWC’s proposed revenue increase for water and sewer utility rates for IAWC on 109 

a Total Company basis, as well as for each of IAWC’s Illinois divisions, 110 

including: 111 

 Zone 1 112 

 Chicago Metro – Water 113 
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Chicago Metro – Waste Water 114 

 Pekin 115 

 Lincoln 116 

I received responses to my data requests later than anticipated and although the 117 

Company agreed to a delay in my filing date, there were questions that I was 118 

unable to follow-up. I am not offering a final recommendation until I have 119 

reviewed the analyses and testimony of other parties, the Company’s update 120 

filing, and further responses to data requests. 121 

 122 

Q. Have you prepared any exhibits that are included with your testimony? 123 

A. Yes.  As noted above, AG Exhibit 2.1 presents additional details of my 124 

qualifications and experience.  AG Exhibit 2.2 contains supporting schedules, and 125 

AG Exhibit 2.3 presents responses to data requests and other documents that are 126 

referenced in my testimony.  AG Exhibits 2.4, 2.5 and 2.6, to my testimony 127 

contain confidential documents discussing the American Water Works “Business 128 

Transformation” project, specifically: 129 

 AG Exhibit 2.4, CONFIDENTIAL presents the American Water Business 130 

Transformation Project Business Case, December 2008 (provided in 131 

response to Staff data request DLH-12.02) 132 

 AG Exhibit 2.5, CONFIDENTIAL presents the American Water Board 133 

Presentation, December 2010, American Water Business Transformation 134 

Update, December 10, 2010 (provided in response to AG-5.1) 135 
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 AG Exhibit 2.6, CONFIDENTIAL presents the American Water Business 136 

Transformation Review and Update, April 7, 2011 (provided in response 137 

to Staff data request DLH-12.01) 138 

Finally, AG Exhibit 2.7 presents a calculation format for a “separate return” basis 139 

adjustment to water utility income tax expense for the Domestic Production 140 

Activities Deduction, which is a special deduction that can reduce federal income 141 

tax expense for water utilities (or other types of utilities) having qualified 142 

domestic production activities. 143 

 144 

Q. Please provide a brief background of the Company’s request for new rates 145 

for water and sewer utility service and the related revenue increase IAWC 146 

has requested in this case. 147 

A. On December 7, 2011, IAWC filed a petition for a Total Company rate increase 148 

of $37.8 million or approximately 17.80%2.  IAWC’s President, Ms. Teasley, 149 

attributes the increase to three major drivers:  (1) $0.9 million for increased 150 

Operations and Maintenance (“O&M”) expense; (2) $26.4 million for rate base 151 

investment including costs allocated to IAWC for American Water Works new 152 

business systems including “Business Transformation” costs; and (3) $10.5 153 

million for declining usage per customer.3 154 

                                                 
2 IAWC’s President identifies the revenue increases the Company is requesting for each Rate Area, at 

IAWC Exhibit 1.00, page 13-14, which include $33.2 million for Zone 1 including Chicago Metro Water, 

$1.9 million for Chicago Metro Sewer, $1.7 million for Pekin, and $1.0 million for Lincoln. 

3 See, IAWC Ex. 1.00, at page 10. 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 8 of 97 

 155 

Q. How is the remainder of your testimony organized? 156 

A. My testimony is organized into the following sections: 157 

II. Summary of Conclusions and Recommendations  158 

III. Organization of Supporting Schedules 159 

IV. Recommended Adjustments 160 

V. Prudence Issue with IAWC Opting Out of 2011 Bonus Tax 161 

Depreciation 162 

VI. Other Concerns with IAWC’s Income Tax Calculations  163 

VII. Other Issues 164 

 165 

II. SUMMARY OF CONCLUSIONS AND 166 

RECOMMENDATIONS 167 

Q. Please summarize your conclusions and recommendations. 168 

A. Based on my review of the Company’s testimony, on the discovery that has been 169 

conducted, on publicly available information, and on my experience in the area of 170 

regulatory accounting, policy, and revenue requirement determination, my 171 

conclusions and recommendations to date are as follows: 172 

 The Company has a test period pro forma revenue requirement deficiency of 173 

no more than $12 million, as shown on AG Exhibit 2.2, Schedule A, page 1.   174 

This is approximately $25.8 million less than IAWC’s filed deficiency of 175 

$37.8 million. 176 

 The Company has a test period pro forma rate base of no more than $680 177 

million, as shown on AG Exhibit 2.2, Schedule B.  178 
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 The Company has a test period pro forma net operating income of at least 179 

$42.79 million, as shown on AG Exhibit 2.2, Schedule C. 180 

The per Rate Area amounts are shown on Schedules A, B and C, in addition to the 181 

total Company amounts. 182 

 183 

III. ORGANIZATION OF SUPPORTING SCHEDULES 184 

Q. How are the supporting schedules in AG Exhibit 2.2 organized?  185 

A. They are organized into two groups, (1) summary schedules and (2) adjustment 186 

schedules.  A description of each schedule within AG Exhibit 2.2 is identified on 187 

the contents page which appears at the front of the exhibit. 188 

The adjustment schedules are organized into rate base adjustments and net 189 

operating income adjustments.  The summary schedules are presented first.  The 190 

summary schedules are labeled Schedule A through Schedule D.   191 

Then the schedules showing the derivation of each of the recommended 192 

adjustments are presented.  The adjustment schedules will be labeled Schedule B-193 

1 through B-7 for rate base adjustments4 and Schedule C-1 through C-8 for 194 

adjustments to net operating income.  For ease of reference, the adjustment 195 

identifier is also shown on the adjustment schedules. 196 

                                                 

4 It is anticipated that updated rate base and net operating income adjustment schedules 

will be filed at a later point in this proceeding, such as with AG rebuttal testimony. Schedule B-8 

has been reserved for a general adjustment to IAWC’s plant projects and related impacts on 

accumulated depreciation, ADIT, etc.  Schedule C-9 has been reserved for an adjustment to 

federal income tax expense for a “separate return” basis Domestic Production Activities 

Deduction. 
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 197 

Q. Could you briefly describe what is shown on each of the summary schedules? 198 

A. Yes.  AG Exhibit 2.2, Schedule A shows the change in the Company’s revenue 199 

requirement, i.e., the calculation of the revenue increase for utility service.  200 

Schedule A presents the revenue requirement deficiency or excess that results 201 

from my recommended adjustments to operating income and rate base and the 202 

application of the rate of return shown on Schedule D.  Put another way, Schedule 203 

A presents my adjustments to IAWC’s claimed revenue requirement.  204 

  205 

Q. Please explain the calculation of the revenue requirement deficiency shown 206 

on Schedule A. 207 

A. Part I of Schedule A summarizes the information from IAWC’s filing.  Part II 208 

presents my adjustments to the Company’s filing.   209 

The rate base shown on line 1 of Schedule A is the net amount of 210 

investment in utility assets associated with the provision of utility service upon 211 

which IAWC was requested to earn a return.  The rate base is multiplied by the 212 

rate of return to determine the return requirement, which is sometimes referred to 213 

as a net operating income requirement.   This is shown on lines 2 and 3 of 214 

Schedule A.  The return requirement is then compared with the Company’s 215 

achieved net operating income, which is sometimes referred to as pro forma 216 

adjusted net operating income.  IAWC's proposed adjusted net operating income 217 

is shown on line 4 of Schedule A.  The difference between these two amounts is 218 

the net operating income deficiency, which is shown on line 5 of Schedule A.  A 219 
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gross revenue conversion factor is applied in order to convert the operating 220 

income deficiency into a revenue deficiency amount.  This is shown on lines 6 221 

and 7.   222 

The IAWC-requested total company revenue increase amount on line 8 in 223 

column F is per Company Schedule A-2. Line 9 shows the amount of adjusted 224 

revenue at present rates, and line 10 shows the percentage increase in revenue.   225 

A similar set of calculations is shown on lines 11-21 of Schedule A in Part 226 

II, and presents the AG adjusted information. Line 22 summarizes the adjustment 227 

to IAWC's request. 228 

 229 

Q. Please continue with your explanation of the summary schedules. 230 

A. Schedule B presents the Company’s request on line 1, by Rate Area and in total.  231 

The remaining lines present my recommended adjustments and the adjusted rate 232 

base.5   233 

Schedule C shows the Company’s adjusted pro forma net operating 234 

income on line 1.  The remaining lines present each of my recommended 235 

adjustments to net operating income, and the resultant adjusted net operating 236 

income by Rate Area and in total.  237 

Schedule D presents the cost of capital that I used to compute the revenue 238 

requirement.   239 

                                                 
5 Recommended adjustments to rate base are described in my testimony quantified to date 

have been presented. It is anticipated that quantifications may be updated and submitted at a later 

point, such as with the AG’s rebuttal testimony, and after IAWC files its March 9, 2012 update. 
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 240 

Gross Revenue Conversion Factor 241 

Q. AG Exhibit 2.2 includes a Schedule A-1.  What does that schedule show? 242 

A. Schedule A-1 shows the calculation of my recommended Gross Revenue 243 

Conversion Factor (“GRCF”).  The GRCF performs the function of converting 244 

amounts from net operating income or return requirement into their equivalent 245 

revenue requirement impact.  Schedule A-1 shows the GRCF of 1.623655  246 

proposed by IAWC in column A.  That amount is from IAWC’s Schedule A-2.1 247 

This takes into consideration the impact of uncollectibles, as well as state and 248 

federal income taxes.  At this time, I have utilized the same GRCF as IAWC to 249 

compute the revenue deficiency for each district. 250 

 251 

Capital Structure and Cost of Capital 252 

Q. What capital structure and return on equity did you use in computing 253 

IAWC’s revenue requirement? 254 

A. I used the capital structure and cost of debt shown on AG Exhibit 2.2, Schedule 255 

D.  I used the Staff recommended capital structure and 9.35% cost of equity from 256 

ICC Staff Exhibit 6.0, Schedule 6.1, in place of  IAWC’s proposed capital 257 

structure and requested return on equity of 11.40%.6  These cost of equity figures 258 

                                                 

6 IAWC Ex. 1.00 at page 12; IAWC Ex. 10.00. 
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are intended to be a placeholder for the Commission’s final determination of the 259 

cost of equity in the current IAWC rate case.  I have not performed a DCF or 260 

CAPM analysis for IAWC and am not offering testimony in the current case at 261 

this time on such results.    262 

 263 

Q. Please explain your derivation of the cost of capital, as summarized on 264 

Schedule D. 265 

A. Part I summarizes the capital structure and cost of capital requested by IAWC in 266 

the current rate case.  In the current case IAWC has proposed a minimal amount 267 

of short-term debt, which effectively produces a weighted cost for short-term debt 268 

of zero.7  IAWC obtains both its short-term debt and its equity capital from 269 

affiliates.8  The weighted cost of capital requested by IAWC is 8.77%.9   270 

Part II presents the capital structure, return on equity, and weighted 271 

average cost of capital from ICC Staff Exhibit 6.0, Schedule 6.1, which I have 272 

used to calculate the revenue requirement for IAWC.     273 

 274 

Q. How does the capital structure you have used as a placeholder compare with 275 

the capital structures approved by the Commission in IAWC’s last two rate 276 

cases in terms of the proportion of short-term debt? 277 

                                                 

7 See, e.g., IAWC Schedule D-1, page 1 of 7, weighted cost for short-term debt on line 1.   

8 IAWC  

9 See, IAWC Schedule D-1, page 1 of 7. 
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A. The capital structure shown on ICC Staff Exhibit 6.0, Schedule 6.1, reflects short-278 

term debt of 1.30% as a percent of total capital.  While that appears far more 279 

reasonable than IAWC’s proposal of only 0.26% for short-term debt a percent of 280 

total capital, it is nevertheless notably below the short term debt percentages used 281 

by the Commission in IAWC’s last two rate cases.  282 

The capital structure approved by the Commission in IAWC’s last two 283 

rate cases included a higher proportion of short-term debt.  The Commission’s 284 

decision for IAWC in Docket No. 07-0507 included a 3.26% component for 285 

short-term debt and, as had been computed by the Staff in that case.10  286 

Additionally, the capital structure approved by the Commission for IAWC in 287 

Docket No. 09-0319 included a 2.83% component for short-term debt.11 288 

   289 

Q. Has there historically been a problem with IAWC materially understating 290 

the amount of short-term debt to be reflected in the capital structure?  291 

A. Yes.  The Commission in its Final Order in Docket No. 09-0319, April 13, 2010, 292 

at page 87, for example, stated that: 293 

The Commission is concerned that IAWC's forecast capital 294 

structure for 2010 may not be not representative of what it has 295 

been in the past or what it will be in future periods when rates set 296 

in this proceeding are in effect. In other words, the Commission 297 

believes that IAWC's forecasted test year capital structure for the 298 

capital structure, while arguably reasonable for that year, may not 299 

                                                 

10 See, e.g., ICC Staff Exhibit 4.0, Schedule 4.2 and reflected in ICC Staff Exhibit 14.0C, 

Schedule 14.6 in Docket No. 07-0507.   

11 Final Order, Illinois Commerce Commission Docket No. 09-0319, April 13, 2010 at 

page 113. 
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be sufficiently representative of IAWC's typical capital structure. 300 

The Commission notes that in Docket 07-0507 the approved 301 

capital structure for IAWC was comprised of 52.97% long-term 302 

debt, 3.26% short-term debt, and 43.77% common equity.  303 

The Commission finds that IAWC's capital structure should 304 

include more short-term debt than that the 0.15% it has proposed. 305 

As Intervenors have observed, when short-term debt is the least 306 

expensive component of capital, ratepayers will pay a higher return 307 

if the percentage of short-term debt is too low, since the overall 308 

cost of capital is used to calculate return on rate base. The 309 

Commission believes that the proportion recommended by IAWC 310 

witness, Mr. Gorman, 2.83% is appropriate for purposes of this 311 

proceeding. Increasing the short-term will require that other 312 

components be reduced in some manner. The Commission believes 313 

it is appropriate to reduce IAWC's long-term debt and common 314 

equity percentage in proportion to the amounts that IAWC projects 315 

for 2010. This produces a capital structure comprised of 49.84% 316 

long-term debt, 2.83% short-term debt, and 47.33% common 317 

equity, which the Commission finds to be reasonable. 318 

 319 

Q. Has IAWC understated short-term debt in its proposed capital structure in 320 

the current rate case?  321 

A. It certainly appears so. On its Schedule D-1, for the 12 months ending September 322 

30, 2013, IAWC shows short term debt of only 0.26% of total capitalization.   323 

 324 

Q. Please summarize your recommendation for inclusion of short-term debt in 325 

the capital structure.  326 

A. My recommendation, shown on Schedule D, page 1, is to use an adjusted short-327 

term debt ratio of at least the 1.30% from ICC Staff Exhibit 6.0, Schedule 6.1 in 328 

the capital structure to recognize that IAWC has historically used short term debt 329 

to finance assets included in rate base.  Additionally, the 1.30% may need to be 330 

adjusted upward so it is reasonable and appropriate and is in line with the short 331 
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term debt ratios of 3.26% and 2.83% that the Commission ordered in IAWC’s 332 

previous two rate cases, Docket Nos. 07-0507 and 09-0319, respectively. 333 

 334 

Q. What cost rates have you used for short and long-term debt? 335 

A. As placeholders, I have used cost rates that IAWC used for short and long-term 336 

debt of 0.52% and 6.07%, from ICC Staff Exhibit 6.0, Schedule 6.1.  337 

 338 

Q. Please explain the source and purpose of the 9.35% return on equity that you 339 

used on Schedule D. 340 

A. The 9.35% return on equity is being used as a placeholder, and should ultimately 341 

be replaced with the ROE found to be reasonable by the Commission in the 342 

current IAWC rate case. 343 

 344 

Q. What overall weighted cost of capital do you use on Schedule A? 345 

A. As shown on Schedule D, lines 11-15, I use a weighted cost of capital of 7.38% 346 

which consists of a weighted cost of debt of 3.45% and a weighted cost of equity 347 

of 3.93%.   348 

 349 

Q.  How is the remainder of your testimony organized? 350 

A.  The remainder of my testimony is organized around adjustments and issue 351 

discussions.  Each adjustment to rate base and net operating income that I 352 

recommend is discussed below in a separate section of the testimony.  353 

 354 
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IV. RATE BASE ADJUSTMENTS 355 

B-1, Business Transformation 356 

Q. What is the American Water Works “Business Transformation” initiative? 357 

A. Through its Business Transformation program, American Water Works (and 358 

subsidiaries) plans to modernize its data processing technology and make 359 

numerous improvements to its data processes.  This includes, but is not limited to, 360 

automating many manual processes.  When these systems are used to provide 361 

service, American Water Works expects to achieve labor cost savings, and other 362 

potential cost savings and operational and efficiency improvements.  IAWC 363 

Exhibit 9.00 at page 2 states that “Business Transformation” refers to the system-364 

wide development of new, integrated information technology systems and the 365 

process of implementing the new systems in a manner that properly aligns 366 

business processes with the increase capabilities of the new systems. 367 

Three programs comprise the core of the American Water Works’ 368 

“Business Transformation”: (1) Enterprise Resource Planning (“ERP”); (2) 369 

Enterprise Asset Management (“EAM”); and (3) Customer Information System 370 

(“CIS”).   371 

 372 

Q. What mention was made in IAWC’s direct filing of the massive expenditures 373 

for the American Water Works “Business Transformation” project, 374 

substantial portions of which are being charged to IAWC,? 375 
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A. IAWC Ex. 9.00 at page 3, states that the capital cost of BT to IAWC is estimated 376 

to be $27.5 million, which is based on a total estimated BT program cost of $286 377 

million to American Water.  378 

IAWC witness Kaiser (IAWC Ex. 3.00) provides the following 379 

descriptions at pages 37 and 42-43, respectively: 380 

Statewide – Business Transformation – ERP System 381 
($12,434,000) – The Business Transformation project is discussed 382 

in detail in the testimonies of IAWC witnesses Mr. Twadelle 383 

(IAWC Ex. 9.00) and Mr. Grubb (IAWC Ex. 4.00) 384 

Statewide – Business Transformation – EAM and CIS Systems 385 
($15,027,000) – The Business Transformation project is discussed 386 

in detail in the testimonies of IAWC witnesses Mr. Twadelle 387 

(IAWC Ex. 9.00) and Mr. Grubb (IAWC Ex. 4.00) 388 

IAWC witness Grubb addresses the BT costs requested by IAWC at pages 2-6 of 389 

IAWC Ex. 4.00, and in IAWC Ex. 4.01 presents a “Business Transformation 390 

Capital Spend Summary.”   391 

IAWC witness Twaddle addresses the BT program at pages 2- of IAWC 392 

Ex. 9.00, and in IAWC Ex. 9.1 provides as a confidential document the American 393 

Water Information Technology Infrastructure Comprehensive Planning Study 394 

Report (“CPS”). 395 

 396 

Q. How are the BT costs allocated to IAWC? 397 

A. IAWC Ex. 9.00 at page 3, states that:  “The costs of BT are being allocated to 398 

each of the American Water regulated utilities based on the percentage of their 399 

customer counts to the overall regulated utility customer count of American 400 

Water, as provided for in the Service Company Agreement.”   401 
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 402 

Q. Are there concerns about the allocation? 403 

A. Yes, major ones.  When the Service Company agreement was written, there was 404 

no $286 million American Water Company Business Transformation initiative.  405 

Additionally, the fact that this is a Service Company agreement-based allocated 406 

cost suggests that it is an increase in affiliated Service Company charges to the 407 

utility operating subsidiary, IAWC.  When the Commission is reviewing Service 408 

Company charges to IAWC in the current rate case, the results of the Northstar 409 

audit should be considered, and the additional American Water Business 410 

Transformation costs which have been allocated to IAWC based on a provision in 411 

the affiliated Service Company agreement should be viewed as increased Service 412 

Company costs.  Additionally, none of the estimated $286 million Business 413 

Transformation capital cost has been allocated to American Water non-regulated 414 

businesses, despite the fact that the non-regulated businesses constituted 415 

approximately 12.3% of American Water Works’ consolidated revenue in 2011 416 

and are part of the American Water Work's corporate enterprise. 417 

 418 

Q. Is the American Water Works’ “Business Transformation” program an 419 

ordinary capital addition? 420 
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A. No.  Even the IAWC witnesses such as Messrs. Grubb and Twaddle have 421 

characterized the American Water Works’ “Business Transformation” program as 422 

"a unique capital project both in scope and complexity."12 423 

 424 

Q.  How much does IAWC show for capital spending for the American Water 425 

Works “Business Transformation” initiative? 426 

A.  IAWC Exhibit 4.01 presents a “Business Transformation Capital Spend 427 

Summary.”  Page 1 shows a total of $11.435 million for ERM as being placed 428 

into service by the end of 2012, with an additional $702,618 for 2013.  Page 2 429 

shows $6.254 million as being placed into service by December 31, 2013 for the 430 

EAM, with an additional $118,014 in 2014.  Page 3 shows $8.481 million as 431 

being placed into service for the CIS by December 31, 2013 and an additional 432 

$174,354 in 2014.  Page 4 shows total Business Transformation amounts of 433 

$11.435 million as being placed into service by December 31, 2012, an additional 434 

$4.286 million by December 31, 2012, and an additional $292,368 in 2014.   435 

 436 

Q. Has IAWC provided some revised information related to IAWC Exhibit 437 

4.01? 438 

A. Yes.  IAWC’s response to Staff data request DLH-1.01 provided information 439 

concerning BT costs that the Company expects to be completed and providing 440 

service to customers, and clarifies that the Company has not requested CWIP in 441 

                                                 

12 See, e.g., IAWC Ex. 9.00 at page 2, line 40; IAWC Ex. 4.00, at page 2, lines27-28. 
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rate base in this proceeding.  Additionally, IAWC’s response to Staff data request 442 

provided a breakout of the Business Transformation spending prior to, during, and 443 

after the test year. 444 

 445 

Q. Are the capital spending amounts for the American Water Works “Business 446 

Transformation” initiative listed in IAWC Ex. 4.01, the rate base amounts 447 

that IAWC has requested? 448 

A. Not directly.  IAWC has used an average rate base for the future test year ending 449 

September 30, 2013.   Based on the use of an average future test year, and 450 

estimated in-service dates for the BT components, IAWC has included a full year 451 

for the ERP portion of Business Transformation, and partial year rate base 452 

impacts from the EAM and CIS portions. 453 

 454 

Q.  How much has IAWC included in its requested rate base for the American 455 

Water Works “Business Transformation” initiative? 456 

A.  As shown on AG Exhibit 2.2, Schedule B-1, pages 2-3, based on information 457 

obtained from IAWC, I have identified future test year rate base amounts 458 

requested by IAWC of $12.062 million for ERP, $3.021 million for EAM; $4.103 459 

million for CIS; which sum to $19.186 million total for the American Water 460 

Works Business Transformation project costs that have been allocated to IAWC. 461 

 462 

Q. How much of the American Water Works Business Transformation project 463 

has been charged or allocated to American Water non-regulated businesses? 464 
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A. None.13   465 

 466 

Q. What explanation has IAWC given for failing to allocate any of the American 467 

Water Works Business Transformation cost to American Water Works’ non-468 

regulated affiliates? 469 

A. The Company’s response to Staff data request DLH-6.04 provided the following 470 

explanation: 471 

The Business Transformation program and information technology 472 

systems (BT) have been designed to accommodate the needs of our 473 

regulated utility companies.  Consequently, all of the BT costs are 474 

allocated to our regulated operations. 475 

To the extent that our market-based affiliates would seek to use a 476 

portion of the information systems, they will be billed a portion of 477 

the fully loaded costs of BT and a portion of ongoing maintenance 478 

on a fee basis, and those fees would be credited to the regulated 479 

utility companies through a credit or reduction in Service 480 

Company fees. 481 

 IAWC’s responses to Staff data requests DLH-10.01, 10.02 and 10.03 provide 482 

additional explanations.  The response to DLH-10.01 indicates that American 483 

Water Works’ non-regulated business may utilize third party contractors or 484 

information systems that may reside at the Service Company but are not part of 485 

the Business Transformation project.  Having the non-regulated business use 486 

systems residing at the Service Company and avoid any allocation or cost 487 

responsibility for Business Transformation costs creates a situation where utility 488 

ratepayers are likely to pay peak BT costs, and parts of the BT systems may later 489 

be used by the American Water non-regulated businesses.  490 

                                                 

13 See, e.g., IAWC’s response to Staff data request DLH-6.03. 
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IAWC’s response to Staff data request DLH-10.03 references the response 491 

to DLH-10.02 states that:  “The Company has not otherwise performed any 492 

studies, analysis, projections or other documentation of the expected use of the 493 

BT program by the Company’s non-regulated affiliates.”   494 

IAWC’s response to DLH-10.02 indicates that modifications are being 495 

made (a change order) so that certain market-based affiliated employees can 496 

access portions of BT systems.  Thus, the non-regulated subsidiaries can cherry-497 

pick which BT systems they want to use, while the vast brunt of the massive BT 498 

capital costs are proposed by the Company to be borne by regulated utility 499 

ratepayers.   500 

This would appear to be a situation where American Water is seeking to 501 

have utility ratepayers pay for the high initial costs of the entire massive BT 502 

related spending, and allow non-regulated affiliates to avoid the cost burden. The 503 

non-regulated affiliates are also provided with an opportunity to later “opt in” to 504 

whatever portions of the BT systems they want, and to have “fees” paid by them 505 

flow to the affiliated but unregulated Service Company.  This situation creates 506 

serious concerns about cross subsidization by utility ratepayers who, under 507 

IAWC’s proposal, would be charged with the peak initial costs of the BT systems.  508 

Also, having the non-regulated affiliate “fees” and any savings flow through the 509 

affiliated Service Company creates additional regulatory concerns about how to 510 

assure that the utility ratepayers are actually receiving benefits. 511 

 512 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 24 of 97 

Q. Approximately what percentage of American Water Works 2011 revenue 513 

was from the operations of its regulated and non-regulated subsidiaries? 514 

A. Page 8 of the American Water Works 2011 SEC Form 10-K states that: 515 

Our core Regulated Business, which consist of locally managed 516 

utility subsidiaries that generally are economically regulated by the 517 

states in which they operate, accounted for $2,368.9 million or 518 

88.8% of our consolidated operating revenue in 2011.  Our 519 

Regulated Businesses provide a high degree of financial stability 520 

because (i) high barriers to entry provide certain protections from 521 

competitive pressures; (ii) economic regulation promotes 522 

predictability in financial planning and long-term performance 523 

through the rate-setting process; and (iii) our customer base. 524 

Page 18 of the American Water Works 2011 SEC Form 10-K states that: 525 

In addition to our Regulated Businesses, we operate … Market-526 

Based Operations, which generated $327.8 million of operating 527 

revenue in 2011, representing 12.3% of total operating revenue for 528 

the same period. 529 

 530 

Q. Does it seem realistic that none of the Business Transformation related 531 

systems would be used for American Water Works’ non-regulated 532 

subsidiaries? 533 

A. No.  Enterprise Resource Planning systems, for example, are typically utilized by 534 

the enterprise as a whole.  Enterprise Asset Management systems, especially a 535 

state-of-the-art system, would also be potentially useful in American Water non-536 

regulated operations.  Aspects of the Customer Information System such as 537 

potential to include additional billing information would also appear to require at 538 

least a partial allocation of the cost to the non-regulated affiliates, which could 539 

potentially use it for managing additional billing information.  The non-regulated 540 

subsidiaries are part of the American Water business enterprise.  Excluding them 541 
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from enterprise-wide software and business systems does not seem like a realistic 542 

long-term approach; rather, it seems like an approach that has the main purpose of 543 

having monopoly utility customers pay for the system, which may then be utilized 544 

by or expanded to serve the American Water non-regulated businesses.  There are 545 

major cross-subsidization concerns with the zero allocation to American Water 546 

non-regulated subsidiaries.  Aspects of the Business Transformation related 547 

systems are likely to be used eventually for American Water Works’ non-548 

regulated subsidiaries. Perhaps that use will occur after ratepayers of the regulated 549 

subsidiaries, such IAWC, have paid for the peak initial capital, installation and 550 

training costs.   551 

 552 

Q. Has the Company indicated that its “update filing” will reflect some savings 553 

related to the American Water Works BT initiative? 554 

A. Yes.  IAWC’s revised response to Staff data request DLH-15.02 indicates that 555 

IAWC recently determined that it will be able to achieve certain reductions in test 556 

year levels of utility O&M expense through organizational changes made in 557 

anticipation of the implementation of BT solutions, and IAWC will reflect such 558 

reductions in its “update” filing.  I will review the Company’s updated savings 559 

when it is provided to the parties. 560 

 561 

Q. Are any of the American Water Works Business Transformation contracts 562 

directly with IAWC? 563 
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A. No.  IAWC’s response to AG-4.5 states that:  “No BT contracts are directly with 564 

Illinois American Water Company.” The response to AG-4.6 lists the BT system 565 

contracts that are with affiliated entities other than IAWC.  Copies of those 566 

contracts (which are voluminous in total) were provided in response to AG-4.4.  It 567 

appears that the vast majority if not all of the American Water Works Business 568 

Transformation contracts are between the vendors/suppliers and the affiliated 569 

American Water Works Service Company. This supports viewing the BT costs as 570 

an increase in affiliated Service Company charges to IAWC. 571 

 572 

Q. Are increased operating expenses related to the American Water Works 573 

Business Transformation also being charged or allocated to IAWC from the 574 

affiliated American Water Works Service Company? 575 

A. It appears so, although the amounts have not been clearly identified.  IAWC’s 576 

response to AG-2.53, for example, states that: 577 

The majority of BT cost represents capital investment and so is a 578 

rate base item, not an operating expense.  To the extent there are 579 

increased Service Company operating expenses related to BT, 580 

those operating expense are reflected in the forecasted test year 581 

level of Service Company fees. 582 

Thus, increased operating expenses related to BT (for which the amounts were 583 

unidentified in that response), are reflected in the forecasted test year level of 584 

Service Company fees. 585 

 586 

Q. Are there additional concerns regarding American Water Works’ accounting 587 

for Business Transformation costs? 588 
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A. Yes.  Concern was raised in a recent California-American Water Company rate 589 

case, California PUC Application A.10-07-007, that American Water Works and 590 

its utility subsidiaries have been and are capitalizing more costs for the BT 591 

systems than would be allowed from following the guidance provided in AICPA 592 

Statement of Position (“SOP”) 98-1, which addresses generally accepted 593 

accounting principles for the Costs of Computer Software Developed or Obtained 594 

for Internal Use.  Much of the BT costs are for computer software developed or 595 

obtained for internal use by American Water and its subsidiaries.  SOP 98-1 596 

makes it clear at paragraph 31 that: 597 

Costs of computer software developed or obtained for internal use 598 

that should be capitalized included only the following: 599 

a. External direct costs of materials and services consumed in 600 

developing or obtaining internal-use computer software.  Examples 601 

of those costs include but are not limited to fees paid to third 602 

parties for services provided to develop the software during the 603 

application development stage, costs incurred to obtain computer 604 

software from third parties, and travel expenses incurred by 605 

employees in their duties directly associated with developing 606 

software. 607 

b. Payroll and payroll-related costs (for example, costs of 608 

employee benefits) for employees who are directly associated with 609 

and who devote time to the internal-use computer software project, 610 

to the extent of the time spent directly on the project.  Examples of 611 

employee activities include but are not limited to coding and 612 

testing during the application development stage. 613 

c. Interest costs incurred while developing internal-use computer 614 

software.  Interest should be capitalized in accordance with the 615 

provisions of FASB Statement No. 34, Capitalization of Interest 616 

Cost. 617 

Costs recorded by American Water for the development of software for internal 618 

use (and allocated to IAWC) should be limited to those costs that are properly 619 

capitalized in accordance with the guidance provided in SOP 98-1.   620 
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 621 

Q. Please explain your adjustment for “Business Transformation” costs. 622 

A. This adjustment removes the rate base amount requested by IAWC for “Business 623 

Transformation” costs based on the amounts shown on AG Exhibit 2.2, Schedule 624 

B-1.  IAWC’s requested rate base should be reduced by $17.821 million to 625 

remove the “Business Transformation” costs IAWC has included in rate base as 626 

Plant of $19.186 million, net of the related Accumulated Depreciation and 627 

Accumulated Deferred Income Taxes (“ADIT”).  628 

 629 

Q. Why should these “Business Transformation” costs be removed from rate 630 

base? 631 

A. IAWC and the other American Water Works subsidiaries are incurring costs to 632 

“transform” their business operating systems.  There has been no allocation of 633 

such costs to American Water Works non-regulated affiliates, which comprise 634 

approximately 12.3% of consolidated 2011 AWWC revenue.  Through the test 635 

year, there has been no quantifiable benefit to IAWC customers from these 636 

efforts.  Cost savings are projected by American Water Works in future periods, 637 

but none have materialized, and no quantified savings related to Business 638 

Transformation have been reflected in the IAWC rate case.  IAWC’s request to 639 

include over $17 million for Business Transformation costs in rate base with no 640 

benefits, is unbalanced, and should be rejected.  It is also unbalanced because 641 

IAWC has not reflected any of the anticipated cost savings in its filing that are 642 

projected by American Water Works to be produced by its massive spending for 643 
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Business Transformation.  Costs allocated to IAWC for the American Water 644 

Work’s Business Transformation initiative should therefore be removed from rate 645 

base in the current IAWC rate case. 646 

 647 

Q. Is the BT initiative intended to address current inefficiencies in the American 648 

Water Works business systems? 649 

A. Yes. While American Water Works and IAWC recognize current inefficiencies, 650 

and seeks to make corrections, it has claimed to regulators that it cannot quantify 651 

whether these corrections will produce tangible economic results.  Ratepayers 652 

should not be asked to fund these investments unless and until there is a 653 

reasonable assurance of savings, efficiencies, or improvements in service.  In 654 

short, including these costs in rate base is premature. 655 

 656 

Q. Is it assured that the BT systems are going to work as intended, without 657 

problems or significant additional costs? 658 

A. No.  In fact American Water Works has warned investors that its Business 659 

Transformation initiative involves risks, could result in higher than expected costs 660 

or otherwise adversely impact its operations and profitability. 661 

 662 

Q. How has American Water Works put its shareholders on notice about risks 663 

associated with its “Business Transformation” initiatives? 664 

A.   American Water Works’ 2010 Securities and Exchange Commission (“SEC”) 665 

Form 10-K for the period 2010 filed with the SEC on February 28, 2011, at page 666 
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27 contains the following warning/disclosure to shareholders about the American 667 

Water Works “Business Transformation” initiatives: 668 

Our business transformation initiative ("BT") involves risks, 669 

could result in higher than expected costs or otherwise 670 

adversely impact our operations and profitability. 671 

We have undertaken a business transformation project, which is 672 

intended to upgrade our antiquated and manual processes and 673 

systems. This multi-year, enterprise-wide initiative is intended to 674 

support our broader strategic initiatives. The project is intended to 675 

optimize workflow throughout our field operations, improve our 676 

back-office operations and enhance our customer service 677 

capabilities. The scale and anticipated future costs associated 678 

with the business transformation project are significant and we 679 

could incur significant costs in excess of what we are planning 680 

to spend. Any technical or other difficulties in developing or 681 

implementing this initiative may result in delays, which, in 682 

turn, may increase the costs of the project. When we make 683 

adjustments to our operations, we may incur incremental 684 

expenses prior to realizing the benefits of a more efficient 685 

workforce and operating structure. Further, we may not 686 

realize the cost improvements and greater efficiencies we hope 687 

for as a result of the project. In addition, we can provide no 688 

guarantee that we will be able to achieve timely or adequate 689 

rate recovery of these increased costs associated with the 690 

transformation project. 691 

Currently, we operate numerous systems that have varying degrees 692 

of integration, which can lead to inefficiencies, workarounds 693 

and rework. As such, delays in the initiative being put into 694 

service will also delay cost savings and efficiencies expected to 695 

result from the project. We may also experience difficulties 696 

consolidating our current systems, moving to a common set of 697 

operational processes and implementing a successful change 698 

management process. These difficulties may impact our 699 

customers and our ability to meet their needs efficiently. Any 700 

such delays or difficulties may have a material and adverse 701 

impact on our business, client relationships and financial 702 

results. 703 

(Emphasis supplied.) 704 

 705 
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Q. What has American Water Works disclosed to investors about the level of 706 

expenditures related to its “Business Transformation” initiatives and the 707 

timing of when key systems, such as the new Enterprise Resource Planning 708 

(“ERP”) application is expected to be in service? 709 

A. Page 59 of the American Water Works’ 2010 SEC Form 10-K makes the 710 

following disclosures about spending amounts and the timing of when systems 711 

such as the ERP are anticipated to be in service: 712 

During the remainder of 2011, we will begin the detailed design 713 

and build of the Enterprise Resource Planning ("ERP") application. 714 

We expect to have all three enterprise-wide systems or 715 

applications—the ERP, a new customer information system and an 716 

enterprise asset management system—implemented by the end of 717 

2014. 718 

Current estimates indicate that BT expenditures could total as 719 

much as $280 million. Through December 31, 2010, we have 720 
spent $34.5 million on the project. Expenditures associated with 721 

BT are included in the estimated capital investment spending of 722 

$800 million to $1 billion capital investment spending outlined 723 

above. As with any other initiative of this magnitude, there are 724 

risks that could result in increased costs. Any technical 725 

difficulties in developing or implementing this initiative, such 726 

as implementing a successful change management process, may 727 

result in delays, which in turn, may increase the costs of the 728 

project and also delay and, perhaps, reduce any cost savings 729 

and efficiencies expected to result from the initiative. When we 730 

make adjustments to our operations, we may incur 731 

incremental expenses prior to realizing the benefits of a more 732 

efficient workforce and operating structure. While we believe 733 

such expenditures can be recovered through regulated rates, 734 

we can provide no guarantee that we will be able to achieve 735 

timely rate recovery of these increased costs associated with 736 

this transformation project. Any such delays or difficulties 737 

encountered with such recovery may have a material and 738 

adverse impact on our business, customer relationships and 739 
financial results. We believe that the goals of BT—increasing 740 

our operating efficiency and effectiveness and controlling the 741 

costs associated with the operation of our business—are 742 
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important to providing the quality service to our customers 743 

and communities we serve. 744 

(Emphasis supplied.) 745 

Additional discussion of the BT initiative is presented in the 2011 746 

American Water Works SEC Form 10-K.  Page 25 of the 2011 SEC Form 10-K 747 

contains the following disclosures with respect to the “Business Transformation” 748 

project:  749 

Our inability to efficiently implement our business 750 

transformation project, could result in higher than expected 751 

costs or otherwise adversely impact our operations and 752 

profitability. 753 

We have undertaken a "business transformation" project, which is 754 

intended to improve our business processes and upgrade our 755 

antiquated core information technology systems. This multi-year, 756 

enterprise-wide initiative is intended to support our broader 757 

strategic initiatives. The project is intended to optimize workflow 758 

throughout our field operations, improve our back-office 759 

operations and enhance our customer service capabilities. The 760 

scale and anticipated future costs associated with the business 761 

transformation project are significant and we could incur costs 762 

significantly in excess of budgeted costs. Any technical or other 763 

difficulties in developing or implementing this initiative may 764 

increase the costs of the project and have an adverse effect on 765 

our operations and reporting processes, including our internal 766 

control over financial reporting. When we make adjustments 767 

to our operations, we may incur incremental expenses prior to 768 

realizing the benefits of a more efficient workforce and 769 

operating structure. Further, we may not realize anticipated 770 

cost improvements and greater efficiencies from the project. 771 

We can provide no guarantee that we will be able to achieve 772 

timely or adequate rate recovery of any increased costs 773 

associated with the business transformation project. As of 774 

December 31, 2011, expenditures on the project totaled $139.7 775 

million. We anticipate that total expenditures of as much as 776 

$280 million will be required to complete the project. 777 

Currently, we operate numerous information technology 778 

systems that have varying degrees of integration, sometimes 779 

leading to inefficiencies. Therefore, delays in completion of the 780 

business transformation project will also delay cost savings 781 
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and efficiencies expected to result from the project. We may 782 

also experience difficulties consolidating our current systems, 783 

moving to a common set of operational processes and 784 

implementing a successful change management process. These 785 

difficulties may impact our ability to meet customer needs 786 

efficiently. Any such delays or difficulties may have a material 787 

and adverse impact on our business, client relationships and 788 

financial results. 789 

(Emphasis supplied.) 790 

Additionally, page 44 of the 2011 American Water Works SEC Form 10-K states 791 

as follows: 792 

During 2011, we continued to move forward with our business 793 

transformation project to enhance processes and upgrade 794 

antiquated legacy systems in order to generate efficiencies and to 795 

better meet our customer needs in a more cost effective manner. 796 

Also, during 2011, we decided to accelerate the timeline of this 797 

project due to its criticality to the business. Since the inception of 798 

the project, we completed our evaluation of appropriate software 799 

solutions and selected our software vendor as well as our system 800 

integrator. We worked with the system integrator to analyze our 801 

current processes and to design a blueprint for business processes 802 

and new systems that will enable business transformation. During 803 

2011, we completed the detailed design and build of the Enterprise 804 

Resource Planning ("ERP") application. Also, in 2011, we began 805 

the design of the customer information and enterprise asset 806 

management systems. 807 

We expect the ERP application to go-live in August 2012 and the 808 

new customer information system and enterprise asset 809 

management system—implemented by the end of 2013. Total 810 

expenditures spent for our business transformation project through 811 

December 31, 2011 approximates $139.7 million with $105.3 812 

million of that amount spent in 2011. 813 

(Emphasis supplied.) 814 

Notably, if the new CIS and EAM systems are implemented “by the end of 2013” 815 

as American Water Works has recently told investors in its 2011 SEC Form 10-K, 816 
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that could place the implementation dates for those systems beyond the future test 817 

year ending September 30, 2013 that is being used by IAWC. 818 

 819 

Q. Is the American Water Works “Business Transformation” initiative 820 

diverting substantial personnel resources away from normal duties of 821 

providing for utility service? 822 

A. Yes, it is.  Page 26 of the American Water Works’ SEC Form 10-Q for the period 823 

ending June 30, 2011 (filed on August 3, 2011) notes that certain costs are higher 824 

“..,  mainly as a result of backfilling positions, including those left open by our 825 

business transformation project …” 826 

 827 

Q. Have other documents supplied by IAWC identified additional risks of 828 

attempting to implement the American Water Works Business 829 

Transformation Initiative on an accelerated time frame? 830 

A. Yes.  For example, CONFIDENTIAL IAWC Exhibit 9.01, at page 57, states as 831 

follows: 832 

[BEGIN CONFIDENTIAL] 833 

………………………………………………………………………834 

………………………………………………………………………835 

………………………………………………………………………836 

………………………………………………………………………837 

………………………………………………………………………838 

………………………………………………………………………839 

………………………………………………………………………840 

………………………………………..[END CONFIDENTIAL] 841 

 842 
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Q. How does the rate case treatment of costs requested by IAWC relating to the 843 

implementation of multiple major new information technology systems shift 844 

the risks that American Water Works has warned investors about onto 845 

ratepayers? 846 

A. By loading the costs of the American Works Business Transformation initiative 847 

into IAWC customer rates before the projects are completed and savings are 848 

realized, the risks associated with the project and its aggressive implementation 849 

timeline would be borne by ratepayers.  This creates a particularly bad situation in 850 

the current IAWC rate case, where only costs, and none of the anticipated benefits 851 

have been reflected in the Company’s filing.  Replacing the old inefficient 852 

business systems should increase efficiency and produce cost savings benefits.  853 

Indeed, the Business Transformation initiative as reported to the American Water 854 

Works board [BEGIN CONFIDENTIAL] ……………………………, [END 855 

CONFIDENTIAL] as identified in documents such as AG Exhibits 2.4 and 2.6. 856 

 857 

Q. How were the American Water Works Business Transformation costs being 858 

addressed in a current California-American Water Company (“Cal Am”) 859 

rate case? 860 

A. In a current Cal Am all districts general rate case, A.10-07-007, filed in 2010, 861 

witnesses for that IAWC affiliate identified a number of benefits that may result 862 

from the implementation of the American Water Works Business Transformation 863 

initiatives. For example, the direct testimony of California American Water 864 

Company’s President, Robert G. MacLean, at page 8, states that the “Utilization 865 
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of relational databases will allow improvements in efficiency and effectiveness in 866 

how we capture, use and maintain critical business information making it easier to 867 

access, share across systems, and use every day to support our customers’ needs 868 

and furnish accurate and timely information to our regulators.”  (Emphasis 869 

added.)   870 

The direct testimony of Cal Am’s Director of Rate Regulation, David 871 

Stephenson, included the following statements that expressed Cal Am’s position 872 

that the current manual processes are inefficient and that the American Water 873 

Works’ “Business Transformation” program will result in increased efficiencies 874 

and cost savings (emphasis added throughout): 875 

 The program will allow California American Water to update and 876 

modernize its outdated business processes and automate inefficient manual 877 

tasks, allowing our business to provide more cost effective service to our 878 

customers. (p.54, lines 20-22) 879 

 Business Transformation is a program to allow continued provision of 880 

quality, reliable service to customers by replacing systems that are at the 881 

end of their useful lives and by otherwise modernizing our business 882 

process to allow automation of inefficient manual tasks and more cost 883 

effective service to our customers. (p. 118, line 27 – p. 199, line 3) 884 

 These manual solutions are not optimal because they introduce 885 

unnecessary redundancy and inconsistency of data, require additional 886 

manual steps, and limit information availability.  New information 887 

technology systems would create a single repository for data, decrease the 888 
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amount of necessary manual handoffs, and introduce integrated system 889 

that all process areas can access.  (p. 126, lines 4 – 8) 890 

 There is the potential to complete up to 95 percent of material orders 891 

through purchase orders; our current level is substantially less. (p. 127, 892 

lines 1 – 2) 893 

 There is a potential to use electronic catalogs and robust item masters to 894 

automate repeat purchase of goods and services; purchase orders are 895 

manually completed.  (p. 127, lines 4 – 5) 896 

 There is potential to automate the general ledger account reconciliation 897 

process; reconciliations are time-consuming with minimal automation.  (p. 898 

127, lines 10-11) 899 

 There is potential to use a computerized maintenance management system 900 

to standardize and optimize the preventative maintenance that is 901 

performed on assets; American Water’s preventative maintenance 902 

management is a manual process that differs across operating units.  (p. 903 

127, lines 24 – 27) 904 

American Water Works and its subsidiaries are thus anticipating that the 905 

results of “Business Transformation” will be increased efficiencies.  That 906 

expectation of significant increased efficiencies is consistent with the projections 907 

of cost savings that were presented to the American Water Works board, as a 908 

primary justification for proceeding with the BT projects.   909 

 910 
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Q. Are there a number of non-public documents which also address the 911 

American Water Works “Business Transformation” initiatives? 912 

A. Yes.  There are several presentations to the American Water Works board of 913 

directors, an initial business case, and various progress reports concerning the 914 

American Water Works “Business Transformation” initiatives that American 915 

Water Works and IAWC have opted to provide under confidentiality protections. 916 

 917 

Q. Please discuss some of the key non-public American Water Works 918 

documents related to the American Water Works “Business 919 

Transformation” project. 920 

A. In response to interrogatory DLH-12.01, AG-5.1, and DLH-12.02, IAWC 921 

provided several confidential documents relating to the American Water Works 922 

“Business Transformation” project, including the initial “business case” and 923 

various progress reports and updates, including the most recent one provided by 924 

IAWC, which is dated April 7, 2011.  AG Exhibits 2.4, 2.5 and 2.6, to my 925 

testimony contain three of the most important ones, specifically: 926 

 AG Exhibit 2.4, CONFIDENTIAL presents the American Water Business 927 

Transformation Project Business Case, December 2008 (provided in response 928 

to Staff data request DLH 12.02) 929 

 AG Exhibit 2.5, CONFIDENTIAL presents the American Water Board 930 

Presentation, December 2010, American Water Business Transformation 931 

Update, December 10, 2010 (provided in response to AG-5.1) 932 

 AG Exhibit 2.6, CONFIDENTIAL presents the American Water Business 933 

Transformation Review and Update, April 7, 2011 (provided in response to 934 

Staff data request DLH-12.01) 935 

[BEGIN CONFIDENTIAL] 936 

………………………………………………………………………………. 937 
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………………………………………………………………………………………938 

………………………………………………………………………………………939 

………………………………………………………………………………………940 

………………………………………………………………………………………941 

………………………………………………………………………………………942 

………………………………………………………………………………………943 

………………………………………………………………………………………944 

……………………………………………………………………………………..   945 

………………………………………………………………………………………946 

………………………………………………………………………………………947 

………………………………………………………………………………………948 

………………………………………………………………………………………949 

………….. 950 

………………………………………………………………………951 

………………… 952 

……………………………………………….. 953 

…………………………………………………………. 954 

………………………………………………………………………955 

………………………………………………………………………956 

……………………………………………………………… 957 

………………………………………………………………………………………958 

……………………………………………………………….. 959 

………………………………………………………………………………960 

………………………………………………………………………………………961 

………………………………………………………………………………………962 
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………………………………………………………………………………………963 

……………………………………………………………. [END 964 

CONFIDENTIAL]   965 

 966 

Q. To what specific information in AG Exhibit 2.5 do you want to draw 967 

attention? 968 

A. As noted above, AG Exhibit 2.5, CONFIDENTIAL presents the American Water 969 

Board Presentation, December 2010, American Water Business Transformation 970 

Update, December 10, 2010 (provided in response to AG-5.1).  [BEGIN 971 

CONFIDENTIAL] 972 

………………………………………………………………………………………973 

………………………………………………………………………………………974 

………………………………………………………………………………………975 

………………………………………………………………………………………976 

………………………………………………………………………………………977 

………………………………………………………………………………………978 

………………………………………………………………………………………979 

………………………………………………………………………………………980 

………………………………………………………………………………………981 

………………………………………………………………………………………982 

………………………………………………………………………………………983 

……………………………. [END CONFIDENTIAL] The employees 984 

participating as subject matter experts in the Business Transformation project 985 
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would presumably be diverted from their normal operating functions during that 986 

initiative.  [BEGIN CONFIDENTIAL] 987 

………………………………………………………………………………………988 

………………………………………………………………………………………989 

………………………………………………………………………………………990 

………………………………………………………………………………………991 

……………………………………………………………………….[END 992 

CONFIDENTIAL] 993 

 994 

Q. To what specific information in AG Exhibit 2.6 do you want to call attention? 995 

A. As noted above, AG Exhibit 2.6, CONFIDENTIAL presents the American Water 996 

Business Transformation Review and Update, April 7, 2011 (provided in response 997 

to DLH-12.01).  This appears to be the most current information that IAWC has 998 

provided. Page 5 of AG Exhibit 2.6 [BEGIN CONFIDENTIAL] 999 

………………………………………………………………………………………1000 

………………………………………………………………………………………1001 

………………………………………………………………………………………1002 

………………………………………………………………………………………1003 

………………………………………………………………………………………1004 

………………………………………………………………………………………1005 

………………………………………………………………………………………1006 

…………. [END CONFIDENTIAL]  In the current IAWC rate case, the 1007 

Company has not reflected any cost savings related to “realizing benefits” and has 1008 
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only sought “regulatory recovery” of projected amounts.  The systems related to 1009 

the American Water Works “Business Transformation” initiative are not yet in-1010 

service and although IAWC projects that components of the BT initiative as being 1011 

in service during the future test year, there is conflicting information on in-service 1012 

dates, and there have been no commensurate cost savings reflected in IAWC’s 1013 

filing, even though, as established above, efficiency improvements and cost 1014 

savings appear to be a large reason why the BT initiative was approved by the 1015 

American Water Works board of directors.   1016 

[BEGIN CONFIDENTIAL] 1017 

………………………………………………………………………………………1018 

………………………………………………………………………………………1019 

………………………………………………………………………………………1020 

………………………………………………………………………………………1021 

………………………………………………………………………………………1022 

………………………………………………………………………………………1023 

………………………………………………………………………………………1024 

………………………………………………………………………………………1025 

………………………………………………………………………………………1026 

…………………………. [END CONFIDENTIAL] Pages 24-25 of the 1027 

American Water Business Transformation Review and Update, dated April 7, 1028 

2011, were redacted by IAWC even in the confidential document, so there is no 1029 

useful information such as possible updates of anticipated savings and benefits in 1030 

what IAWC provided for those pages.   [BEGIN CONFIDENTIAL]  1031 
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………………………………………………………………………………………1032 

………………………………………………………………………………………1033 

………………………………………………………………………………………1034 

………………………………………………………………………………………1035 

………………………………………………………………………………………1036 

………………………………………………………………………………………1037 

………………………………………………………… [END 1038 

CONFIDENTIAL] As noted above, rate recovery for IAWC in this case, without 1039 

reflecting commensurate savings, such as those relied upon by the American 1040 

Water board in approving the project, would be inappropriate.   1041 

 1042 

Q. Please summarize your adjustment related to the Business Transformation 1043 

costs included by IAWC in its filing. 1044 

A. No benefits from the massive American Water Works Business Transformation 1045 

initiative have been reflected by IAWC in the current rate case. None of the 1046 

massive cost of these enterprise systems has been allocated to the American 1047 

Water non-regulated affiliates that provide approximately 12.3% of American 1048 

Water's annual revenue. Yet the non-regulated affiliates will be permitted to later 1049 

"opt in" selectively and pay fees to the affiliated Service Company. This presents 1050 

a worst case scenario for IAWC ratepayers.  The peak costs for the ERP portion 1051 

of the Business Transformation initiative are included in rate base, with no 1052 

benefits.  Additionally, initial projected costs are include for part of the future test 1053 

year for the EAM and CIS systems, again with no commensurate benefits.  1054 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 44 of 97 

Because of this unbalanced approach and the other concerns identified above, the 1055 

test year plant of $19.186 million, and the related rate base items for accumulated 1056 

depreciation and ADIT should be removed in the current case.  As shown on AG 1057 

Exhibit 2.2, Schedule B-1, net rate base for the FTY is reduced by $17.821 1058 

million. 1059 

 1060 

Q. Is there a related adjustment for operating expenses? 1061 

A. Yes.  As shown on AG Exhibit 2.2, Schedule C-7, I have removed the related 1062 

Depreciation Expense of $1.380 million for BT that was identified by IAWC in its 1063 

response to DLH-1.02. 1064 

 1065 

Q. Are you also presenting an alternative adjustment? 1066 

A. Yes.  Later in my testimony,14 I describe an alternative adjustment to reflect a 1067 

proportionate amount of savings for IAWC as an adjustment to net operating 1068 

income.  The savings amounts are based on information identified in the 1069 

confidential Business Transformation documents identified above. 1070 

 1071 

B-2, Remove Reimbursed Project - Interurban - IL Route 158 1072 

Relocation 1073 

Q. Please explain the adjustment to remove a reimbursed project. 1074 

A. The Company’s response to Staff data request WHA 1.01 stated in part that: 1075 

                                                 

14 See, infra, discussion presented under AG Adjustment C-9. 
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Of the projects listed above, only the Interurban - IL Route 158 1076 

Relocation ($1,988,000) included contributions or reimbursements 1077 

by the Illinois Department of Transportation. The entire cost of this 1078 

project was reimbursed by IDOT. Other projects that were 1079 

reimbursed (i.e. were Gross expenditures not Net expenditures), 1080 

were not listed in testimony. This project will be deleted in the 1081 

updated testimony as our intention was to not include contributed 1082 

property in this testimony. A list of relocation work that has 1083 

received reimbursement is below. Note that all these 1084 

reimbursement projects have been performed in the Interurban 1085 

District and have been with the Illinois Department of 1086 

Transportation. 1087 

IL Route 158 Relocation ($1,988,000), includes Phase I and Phase 1088 

II 1089 

Since the cost of this project was funded by contributions or reimbursements by 1090 

the Illinois Department of Transportation, IAWC does not have a net investment 1091 

in it, and it should be removed from rate base. Accordingly, IAWC’s proposed 1092 

rate base for Zone 1 is reduced by $1.988 million, as shown on AG Exhibit 2.2, 1093 

Schedule B-2. 1094 

 1095 

Q. Should related adjustments be made to other items? 1096 

A. Yes.  Related adjustments should be made to other items that were impacted by 1097 

this reduction to IAWC’s proposed Plant amount.  To the extent that they are 1098 

directly related to this Plant adjustment, corresponding adjustments may be 1099 

needed to Accumulated Depreciation, Accumulated Deferred Income Taxes 1100 

(ADIT) and Depreciation Expense.  Presumably, such adjustments will be 1101 

reflected in IAWC’s update; otherwise, they will need to be reflected in rebuttal. 1102 

 1103 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 46 of 97 

B-3, Remove Project IAWC Included Twice - Champaign – 1104 

Replace Neil Street Booster Station 1105 

Q. Please explain the adjustment to remove project that was included in 1106 

IAWC’s plant additions twice. 1107 

A. Staff data request WHA 1.03 asked the Company, in part, about the following 1108 

item: 1109 

Referring to IAWC Exhibit 3.0, for the projects listed below, 1110 

please provide the age of the facility being replaced: 1111 

Champaign – Replace Neil Street Booster Station ($741,000) 1112 

The Company’s response stated as follows concerning this project: 1113 

Champaign – Replace Neil Street Booster Station ($741,000) – 1114 

This project was erroneously included in the project descriptions 1115 

for 2010. See project of same name listed in 2011 project 1116 

descriptions and included below. 1117 

Consequently, this item should be removed from IAWC’s proposed Zone 1 Plant. 1118 

The adjustment reduces IAWC’s proposed Zone 1 Plant amount by $741,000.  1119 

Accordingly, IAWC’s proposed rate base for Zone 1 is reduced by $741,000, as 1120 

shown on AG Exhibit 2.2, Schedule B-2.   1121 

 1122 

Q. Should related adjustments be made to other items? 1123 

A. Yes.  Related adjustments should be made to other items that were impacted by 1124 

this reduction to IAWC’s proposed Plant amount.  To the extent that they are 1125 

directly related to this Plant adjustment, corresponding adjustments may be 1126 

needed to Accumulated Depreciation and Depreciation Expense.  Presumably, 1127 
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such adjustments will be reflected in IAWC’s update; otherwise, they will need to 1128 

be reflected in rebuttal. 1129 

 1130 

B-4, Cash Working Capital 1131 

Q. What is cash working capital? 1132 

A. Cash working capital is the cash needed by the Company to cover its day-to-day 1133 

operations.  If the Company’s cash expenditures, on an aggregate basis, precede 1134 

the cash recovery of expenses, investors must provide cash working capital.  In 1135 

that situation a positive cash working capital requirement exists.  On the other 1136 

hand, if revenues are typically received prior to when expenditures are made, on 1137 

average, then ratepayers provide the cash working capital to the utility, and the 1138 

negative cash working capital allowance is reflected as a reduction to rate base.  1139 

In this case, the cash working capital requirement is a reduction to rate base as 1140 

ratepayers are essentially supplying these funds. 1141 

 1142 

Q.  How did the Company compute its proposed allowance for Cash Working 1143 

Capital? 1144 

A.  The Company used a lead-lag study as shown on IAWC Schedule B-8.  As shown 1145 

on page 1 of that schedule, IAWC is proposing a Total Company Cash Working 1146 

Capital allowance of $2.107 million. 1147 

 1148 
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Q.  Please summarize the adjustments you recommend to IAWC’s CWC 1149 

calculation. 1150 

A.  I recommend the following adjustments to IAWC’s CWC calculation in addition 1151 

to the adjustments made by Staff: 1152 

 The collection lag portion of the revenue lag should be reviewed to 1153 

conform with the payment terms provided for in the Company’s tariff and 1154 

adjusted as necessary to avoid the use of an unreasonable assumption that 1155 

customers on-average are paying late, which appears to have been 1156 

presumed in IAWC’s calculation of the revenue collection lag.  The 1157 

Commission’s Order in Docket No. 09-0319, IAWC’s last rate case, 1158 

determined that 21 days should be used for the collection lag.  IAWC’s 1159 

cash working capital should be adjusted to reflect this previously approved 1160 

collection lag. 1161 

 The payment lag applied to American Water Works Service Company 1162 

(“AWWSC”) payments should be adjusted to commercially reasonable 1163 

terms; this substantial affiliated transaction should not be permitted to 1164 

unnecessarily increase rate base via the creation of an unreasonable CWC 1165 

requirement.  1166 

 The CWC should be updated to reflect other adjustments to revenues and 1167 

expenses. 1168 

 1169 

Q. How have you reflected the CWC adjustments? 1170 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 49 of 97 

A. As shown on AG Exhibit 2.2, Schedule B-5, I first reflected Staff’s adjustments to 1171 

CWC on line 1.  Line 2 reflects the adjustment to use the 21-day collection lag per 1172 

the Commission’s order in IAWC’s last rate case, Docket No. 09-0319.  Line 3 1173 

shows the adjustment to apply the labor lag for the affiliated Service Company 1174 

fees.  As shown on AG Exhibit 2.2, Schedule B-5, IAWC’s request for CWC is 1175 

reduced by $1.186 million for the impact of Staff’s adjustments, and it is reduced 1176 

by $2.768 million for the collection lag adjustment and by $1.242 million for the 1177 

affiliate Service Company payroll lag adjustment, neither of which appear to have 1178 

been reflected in the Staff adjustments. 1179 

 1180 

Q. Please discuss the collection lag adjustment used by the Commission in its 1181 

Order in Docket No. 09-0319. 1182 

A. The Commission’s Order dated April 13, 2010 discussed this at pages 5-18.  At 1183 

page 17, the Commission concluded that: 1184 

Having reviewed the positions of the parties, the Commission 1185 

agrees with IIWC and finds it appropriate and reasonable to 1186 

conclude that 21 lag days should be used as the revenue 1187 

[collection] lag for IAWC‘s CWC calculation. 1188 

The same 21 day collection lag should continue to apply in IAWC’s 1189 

current rate case.  Without making this adjustment in the current rate case, 1190 

IAWC’s revenue lag is excessive. 1191 

 1192 

Q. Why is prepayment of affiliate Management Fees unreasonable? 1193 

A. This is not an arm’s length transaction.  It is an affiliated transaction.  In order to 1194 

protect ratepayers from abuses, utility affiliated transactions must be carefully 1195 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 50 of 97 

scrutinized.  The prepayment provision in the affiliated Service Company 1196 

agreement does not pass the reasonableness test for ratemaking purposes and 1197 

should therefore be rejected.  If IAWC were obtaining the services from a third 1198 

party, normal commercially reasonable payment terms would apply.  As 1199 

evidenced by IAWC’s payment lags to non-affiliated vendors and employees, 1200 

such terms would not prepay for services before such services were provided. 1201 

    As an example, IAWC does not pre-pay its own work force.  Nor does the 1202 

affiliated Service Company pre-pay its work force.  IAWC ratepayers should not 1203 

be required to pay for extra amounts of return on rate base for Cash Working 1204 

Capital that has been produced by an affiliated arrangement that involves pre-1205 

paying for affiliated Service Company payroll just because the employees 1206 

providing the service are located in an affiliate for purposes of the overall 1207 

corporate organizational structure.   1208 

 1209 

Q. Would not allowing the Service Company prepayment proposed by IAWC in 1210 

the current rate case increase the Service Company’s cost of working capital 1211 

such that additional Service Company costs would be passed back through 1212 

the Service Company bill to Arizona in the form of higher Service Company 1213 

costs? 1214 

A. There is no support for such an assertion. IAWC has claimed that the affiliated 1215 

Service Company was providing services “at cost.”  In the current IAWC rate 1216 

case I have reviewed a number of responses concerning affiliated Management 1217 

Fee charges to IAWC, and have not seen a Service Company working capital or 1218 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 51 of 97 

return component clearly set forth in such documentation.  If there is some type of 1219 

working capital based return, or other form of shareholder profit, embedded in the 1220 

affiliated Management Fee charges to IAWC, I did not note this in the Northstar 1221 

report on the American Water Works Service Company.  If there is a return 1222 

element embedded in the AWWSC charges, this may point to a need for a more 1223 

detailed examination of the underlying basis for such charges, especially if such 1224 

charges include an affiliated company return component that has not been clearly 1225 

disclosed and documented by the Company and was not identified in the 1226 

Northstar report that examined Service Company Costs. 1227 

  Finally, it is doubtful at best that a ratemaking adjustment for IAWC’s 1228 

cash working capital in the current case has a direct impact on the Service 1229 

Company’s cost, or that this ratemaking adjustment would cause the affiliated 1230 

charges from the Service Company to IAWC for Management Fees or other items 1231 

to be higher in the future.  A similar adjustment to cash working capital has been 1232 

made for other American Water Works utilities in other jurisdictions for 1233 

ratemaking purposes, and no direct impact on the Service Company’s cost has 1234 

been noted. 1235 

 1236 

Q. Should a pre-payment of Management Fees to the affiliates be allowed in the 1237 

lead-lag study? 1238 

A. No, it should not.  The payment lag applied to Management Fees paid to the 1239 

affiliate American Water Works Service Company should be adjusted to 1240 

commercially reasonable terms. This substantial affiliated transaction should not 1241 
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be permitted to unnecessarily increase rate base via the creation of an 1242 

unreasonable CWC requirement.   In its filed lead-lag study, IAWC reflected a 1243 

prepayment lag of 9.22 days for Service Company fees.  This would imply that 1244 

IAWC pays for affiliated services, on average, before the affiliated services are 1245 

provided.  Ratepayers should not pay shareholders a return on a cash working 1246 

amount that results from IAWC paying for services provided by this affiliate any 1247 

more rapidly that it would pay for the services if they had been performed 1248 

internally.  Moreover, if IAWC chooses to pre-pay for affiliate-provided services, 1249 

on average, before they are provided, ratepayers should not be required to pay a 1250 

return on the increase to IAWC’s rate base that relates to such pre-payment for 1251 

affiliated services.  I have adjusted the CWC associated with IAWC’s payments 1252 

to the affiliate AWWSC by applying the same expense lag associated with 1253 

IAWC’s direct labor costs.   1254 

 1255 

Q. Do you have additional evidence that the adjustment that you have 1256 

recommended is being routinely applied by IAWC’s utility operating 1257 

affiliates in other jurisdictions? 1258 

A. Yes.  I have included in AG Exhibit 2.3, pages from the Pennsylvania-American 1259 

Water Company’s (“PAWC”) recent rate case, Docket No. R-2011-2232243, that 1260 

clearly show that PAWC applies the labor lag for the Service Company lag in its 1261 

lead-lag study.  The PAWC information shows that the same lag that is used for 1262 

labor of 12.4 days was also applied as the lag for affiliated Service Company 1263 

charges.  PAWC’s notations indicate that:  “Per Rate Order at R-922428, the 1264 
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Company is using the labor lag for the Service Company lag.”  PAWC is the 1265 

largest American Water utility operating company with 655,291 customers at 1266 

December 31, 2011.15  This adjustment is made for ratemaking purposes 1267 

notwithstanding any provisions in the affiliate Service Company agreement 1268 

concerning payment terms.  The revenue requirement for PAWC customers is 1269 

lower from this adjustment and no cost is shifted to the Service Company. 1270 

Relevant pages from the PA PUC Order at R-922428 are also included in AG 1271 

Exhibit 2.3.  Consequently, I request that the Commission consider the fact that 1272 

the same or similar adjustment to the affiliated Service Company lag is being 1273 

made in other jurisdictions, including Pennsylvania, West Virginia, and possibly 1274 

others16, and to require the adjustment in the current rate case. 1275 

  1276 

B-5, Pension Asset 1277 

Q. Please explain the adjustment for the Pension Asset.  1278 

A. IAWC has attempted to increase rate base by including an amount for a Pension 1279 

Asset.  As shown on AG Exhibit 2.2, Schedule B-6, the Pension Asset amount 1280 

claimed by IAWC, net of related ADIT, should be removed from rate base 1281 

because IAWC has failed to demonstrate that the pension asset was funded by 1282 

investors and because the American Water Works defined benefit pension plan in 1283 

                                                 

15 See, e.g., American Water Works Company, Inc. SEC Form 10-K for 2011, page 9. 

16 A data request is being asked of IAWC to identify the other jurisdictions in which a 

similar adjustment has been applied.  
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which IAWC and affiliated Service Company employees participate has a pension 1284 

liability (which is the opposite of a pension asset) as of December 31, 2011, 1285 

exceeding $420 million.  Excluding a pension asset from rate base when the 1286 

utility has not demonstrated that it has been funded by shareholders is also 1287 

consistent with recent Commission orders. 1288 

 1289 

Q. Is the Company’s defined benefit pension plan over-funded (i.e., an asset)? 1290 

A. No.  The American Water Works Company defined benefit pension plan in which 1291 

IAWC employees and affiliated Service Company employees hired before 1292 

January 1, 2006 participate, is reported by American Water Works to have net 1293 

pension obligations of $1.285 billion and $1.402 billion as of December 31, 2010 1294 

and 2011, respectively.17  In comparison, the fair value of the defined benefit 1295 

pension plan’s assets is reported to be $861 million and $981 million, as of 1296 

December 31, 2010 and 2011, respectively.18  The defined benefit pension plan 1297 

had a net funding deficit, i.e., a net liability of $424 million and $421 million, as 1298 

of December 31, 2010 and 2011, respectively.19   In other words, American Water 1299 

Works has a substantial Pension Liability.  The American Water Works defined 1300 

benefit pension plan, as reported on the SEC Form 10-K, has a net pension 1301 

liability exceeding $420 million, as of as of December 31, 2010 and 2011, 1302 

                                                 

17 See, e.g., American Water Works Company, Inc. 2011 SEC Form 10-K at page 123. 

18 Id. 

19 See, e.g., American Water Works Company, Inc. 2011 SEC Form 10-K at pages 123-

124. 
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respectively.  This defined benefit pension plan is not a pension asset, it is a 1303 

substantial pension liability. 1304 

 1305 

Q. Please elaborate on why the justification for including a “Pension Asset” in 1306 

rate base is lacking in this case. 1307 

A. IAWC claims that including a Pension Asset in rate base is appropriate since 1308 

IAWC has recently contributed more funds into the defined benefit pension plan 1309 

under Employee Retirement Income Security Act (“ERISA”) than it has collected 1310 

in rates based on accounting accruals made in accordance with the former 1311 

Statement of Financial Accounting Standards (“SFAS”) No. 87.20  However, as 1312 

noted above, IAWC has failed to prove two critical items:  1313 

(1) that a pension asset exists in the American Water Works defined 1314 

benefit pension plan in which IAWC and affiliated Service Company personnel 1315 

participate.  In fact, the clear financial information reported by American Water 1316 

Works to investors on its SEC Form 10-K shows that there is a substantial net 1317 

pension liability for the defined benefit pension plan exceeding $420 million at 1318 

December 31, 2010 and 2011. 1319 

(2) that any pension asset amount on IAWC’s books has been funded by 1320 

investors.  In the absence of any evidence of shareholder funding, it must be 1321 

concluded that the Company’s defined benefit pensions have been funded by 1322 

ratepayers, not by shareholders. 1323 

                                                 

20 FAS 87 has been codified in the Accounting Standards Codification (“ASC”) in ASC-

715. 
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 1324 

Q. How has the Commission recently ruled on whether a pension asset (or 1325 

liability) should be included in rate base? 1326 

A. On January 10, 2012, in a Peoples Gas Light and Coke Company and North Shore 1327 

Gas Company (“Peoples/North Shore”) rate case, Docket Nos. 11-02890/11-0281, 1328 

the Commission ruled that the accrued other post-employment benefits (“OPEB”) 1329 

liability should be deducted from rate base and the pension balances should not be 1330 

recognized in the determination of rate base, regardless of whether they are assets 1331 

or liabilities.21  Additionally, the Commission’s January 21, 2010, Order in 1332 

Docket Nos. 09-0166/09-0167 (Cons.), a previous Peoples/North Shore  rate case, 1333 

at page 36, concluded similarly, stating that: 1334 

… the Utilities have not shown that Peoples Gas’ pension asset 1335 

was created with shareholder funds.  Without that evidence, there 1336 

is no reason to believe that the pension asset is funded by any 1337 

source other than ratepayers. … The Commission finds no support 1338 

in the record to allow for the inclusion of Peoples Gas’ pension 1339 

asset in rate base which in turn would allow shareholders to earn a 1340 

return on ratepayer supplied funds.22 1341 

 1342 

Q. Please summarize your recommendation concerning IAWC’s request to 1343 

include a Pension Asset in rate base. 1344 

A. This IAWC request should be rejected for the reasons described above.  As shown 1345 

on AG Exhibit 2.2, Schedule B-5, IAWC’s rate base should be reduced by 1346 

                                                 

21 Commission’s Order in Docket Nos. 11-0280/11-0281 (consolidated), at page 33. 

22 Also, see, the Commission’s Order in Docket Nos. 11-0280/11-0281 (consolidated), at 

page 33. 
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$10.521 million, offset with $1.931 of related ADIT, for a net reduction to 1347 

IAWC’s proposed rate base of $8.590 million.  The amounts for each district/rate 1348 

area are also shown on AG Exhibit 2.2, Schedule B-5.  Net decreases are shown 1349 

for each district/rate area except for Chicago Metro Waste Water. 1350 

 1351 

Q. Referring to AG Exhibit 2.2, Schedule B-5, why does this adjustment 1352 

produce a net increase in rate base for Chicago Metro Waste Water when 1353 

there is an overall net decrease and decreases to all of the other districts/rate 1354 

areas? 1355 

A. As explained in note 1 on AG Exhibit 2.2, Schedule B-5, the net rate base 1356 

increase for Chicago Metro Waste Water is a consequence of IAWC's use of 1357 

different allocation factors for the Pension Asset and the related ADIT. 1358 

 1359 

B-6, Accumulated Deferred Income Taxes – Repairs Deductions 1360 

Q. Did IAWC and its parent company, American Water Works, apply for a 1361 

major tax accounting change for repairs deductions?  1362 

A. Yes.  American Water Works Company, Inc. (“AWWC”) changed the method of 1363 

accounting for repairs and maintenance for its regulated subsidiaries.  AWWC 1364 

filed Form 3115, Application for Change in Accounting Method on December 31, 1365 

2008.   1366 

 1367 
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Q. What impact has the change in the income tax accounting for repair and 1368 

maintenance had on the Accumulated Deferred Income Tax balances 1369 

through the future test year?   1370 

A. The method change has increased IAWC’s ADIT balance, which is an offset to 1371 

rate base.  However, the Company has attempted to deprive Illinois ratepayers of 1372 

the full benefit of the new repairs accounting method used for income tax 1373 

purposes by failing to fully reflect the source of capital provided by the tax 1374 

deductions for repairs.   As shown on AG Exhibit 2.2, Schedule B-6, the 1375 

Company has overstated future test year rate base by $1.529 million by failing to 1376 

fully reflect the source of capital provided by the tax deductions for repairs. 1377 

 1378 

Q. Was the tax accounting change requested by AWWC approved by the 1379 

Internal Revenue Service?  1380 

A. Yes.  In December 2008, the Company as a member of the consolidated group of 1381 

American Water subsidiaries/affiliates filed a request with the Internal Revenue 1382 

Service (“IRS”) to change its tax accounting method for repair and maintenance 1383 

costs on its utility assets.  The IRS partially approved the request in October 2009, 1384 

with AWWC receiving final approval in February 2010, allowing AWWC and its 1385 

subsidiaries to take a tax deduction for costs that were previously capitalized for 1386 

tax purposes. 1387 

 1388 

Q. How does this major change in tax accounting method affect IAWC?  1389 
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A. The Company’s taxable income decreased as a result of the repairs and 1390 

maintenance method change.  The decrease in taxable income reduced the 1391 

Company’s current taxes payable while increasing the accumulated deferred tax 1392 

liability.  The increase in the Company’s accumulated deferred tax liability, i.e., 1393 

ADIT, represents a decrease to rate base.  However, tax expense remained 1394 

unchanged because normalization of the effects of the repairs and maintenance 1395 

are similar to other temporary timing differences that are normalized for 1396 

regulatory accounting purposes. 1397 

 1398 

Q. For ratemaking purposes should the tax savings resulting from the repairs 1399 

and maintenance tax accounting method change be reflected as a rate base 1400 

deduction? 1401 

A. Yes.  The Company’s (and its parent company’s) 2008 tax return initially adopted 1402 

the new tax accounting method for repairs as a cumulative adjustment 1403 

retroactively calculated to include prior years.  There is also a 2009, 2010, 2011, 1404 

2012 and 2013 test year impact through September 30, 2013.  In each of these 1405 

years, the deduction for repairs under the new tax accounting method is 1406 

significantly larger than it would have been under the previous tax accounting 1407 

method.  By normalizing the tax savings, similar to what is done for book-tax 1408 

timing differences related to accelerated tax depreciation, ratepayers can benefit 1409 

from the source of funds provided by such tax savings.   1410 

 1411 

Q. What impact on rate base does this major tax accounting change have? 1412 
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A. In general terms, this change significantly increases ADIT and reduces the 1413 

utility’s rate base significantly for test year.   1414 

 1415 

Q. Does the rate base proposed by IAWC reflect the full amount of tax savings 1416 

from repairs deductions? 1417 

A. No. IAWC’s proposed rate base for the future test year did not reflect the full 1418 

amount because it considered some of those tax deductions “uncertain” for 1419 

financial reporting purposes under FIN 48. Consequently, IAWC failed to reduce 1420 

rate base for the “FIN 48” amount relating to repairs deductions. 1421 

 1422 

Q. What is the “FIN 48” amount? 1423 

A. The FIN 48 liability represents the difference between IAWC’s position taken on 1424 

the tax return versus the identification of “uncertain” tax positions as required for 1425 

financial statement reporting.23  FIN 48 recognizes that differences in the 1426 

interpretation of tax law (i.e. legislation and statutes, legislative intent, 1427 

regulations, rulings and case law) exist, and seeks to eliminate any uncertain tax 1428 

benefit from the financial statements until the uncertainty associated with the 1429 

position has been removed.  An uncertainty may be removed by either (1) review 1430 

of the technical merits of the position by the relevant taxing authority, (2) 1431 

expiration of the statute of limitations or (3) law change.  Consequently, the 1432 

Company’s presentation of the rate base impact of this major tax accounting 1433 

                                                 

23 Financial Accounting Standards Interpretation No. 48 (“FIN 48) has subsequently been 

codified in the Accounting Standards Codification (“ASC”) as part of ASC 740 Income Taxes. 
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method change reduced the amount of rate base offset related to the tax return 1434 

deductions for repairs because there is an uncertainty that has not yet been 1435 

resolved by an IRS audit, statute expiration or law change. 1436 

 1437 

Q. Did the Company offset rate base by the full amount of the impact of the 1438 

income tax savings claimed on its filed tax returns? 1439 

A. No.  In the Company’s filing, the decrease to rate base was significantly offset by 1440 

the removal of the FIN 48 (uncertain tax liability) amount from the rate base 1441 

deduction to reflect the normalized amount of tax savings.  As a result of the 1442 

Company’s attempt to keep the cash flow benefit of the allegedly “uncertain” part 1443 

of the repairs deductions for itself, rather than reflect the full amount of this major 1444 

tax accounting change for the benefit of ratepayers, the rate base proposed by the 1445 

Company is overstated by at least $1.529 million. 1446 

 1447 

Q. Was the Company asked to provide the FIN 48 amount it included in rate 1448 

base? 1449 

A. Yes.  AG-6-13(c) referred to IAWC’s Schedule B-9.1 for Total Company and for 1450 

each district, and asked: “What is the total cumulative FIN 48 amount that the 1451 

Company has included in the FTY rate base in total and by district?” 1452 

 1453 

Q. What did the Company’s response to AG-6-13(c) state? 1454 

A. IAWC’s response stated that the FIN 48 amount reflected on its Schedule B-9.1 1455 

was $4,724,610: 1456 
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“$4,724,610 – the sum of the FIN 48 amounts in Schedule B-9.1 1457 

for the years 2011 through 2013.  Prior to 2011, the FIN 48 1458 

amounts included in deferred taxes were offset by net operating 1459 

losses.” 1460 

The Company’s response to AG-6-13(c) did not provide the allocation by district, 1461 

but the Company’s response to AG-6-13(d) stated, in part, that:  “Total Deferred 1462 

Income Taxes are allocated to each tariff group based upon the relative number of 1463 

customers within each of the respective tariff groups.” 1464 

 1465 

Q. Is the $4,724,610 identified in IAWC’s response to AG-6-13(c), the future test 1466 

year ADIT impact? 1467 

A. No.  A review of IAWC’s Excel file indicates that the $4,724,610 amount is the 1468 

cumulative amount of repairs deductions for 2011, 2012 and 2013 through 1469 

September 30, 2013 that IAWC wants to treat as non-existent for ratemaking 1470 

purposes.  The ADIT amount used as a deduction for rate base needs to be 1471 

increased for the tax effect of the average of the $4,724,610 amount for such 1472 

deductions through September 30, 2013 and the corresponding amount of 1473 

$3,020,380 through September 30, 2012, as shown in the following table: 1474 
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 1475 
Consequently, IAWC’s proposed FTY rate base should be reduced by $1.529 1476 

million. 1477 

 1478 

Q. Should IAWC’s rate base be increased by reducing ADIT for a FIN 48 1479 

amount, as IAWC has done? 1480 

A. No. IAWC’s proposed rate base should be reduced by $1.529 million, as 1481 

explained above.  The Commission should decline to adopt FIN 48 for ratemaking 1482 

purposes in the current case as it applies to IAWC’s repairs deductions.  FIN 48 1483 

should be rejected for ratemaking purposes because it unnecessarily increases 1484 

utility rate base by failing to recognize tax deductions claimed or to be claimed by 1485 

the utility. IAWC’s rate base should be reduced for the actual tax benefits that 1486 

have been claimed or that IAWC intends to claim on the tax returns filed by the 1487 

Company that correlate with the future test year period being used.    1488 

 1489 

Repairs Deductions Not Reflected in Company's Proposed FTY ADIT Balance

Period Current Year State Taxes @ Federal Taxes @ FIN48

Ending Sept. Activity 6.50% 35.00% ADIT Impact

2011 911,418$           59,242$              298,262$                357,504$        

2012 2,108,962$        147,627$            686,467$                834,094$        

2013 1,704,230$        119,296$            554,727$                674,023$        

Total Through 9/30/2012 3,020,380$        206,869$            984,729$                1,191,598$     

Total Through 9/30/2013 4,724,610$        326,165$            1,539,456$             1,865,621$     

 Average FTY Amounts 266,517$            1,262,093$             1,528,610$     

Source: [DGK 1.02 11IL B-9_9.1.xlsx]
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Q. Should the Company be allowed to earn a full rate base return, grossed up 1490 

for income taxes, on the rate base that has effectively been funded by the tax 1491 

savings? 1492 

A. No.  The tax savings realized by deducting repairs under a new method on the 1493 

Company’s (and its parent company’s) tax returns represent a source of funds to 1494 

the Company, similar to a grant (or no-interest bearing loan) from the federal and 1495 

state government.   1496 

 1497 

Q. What would be the result of the uncertain tax positions being resolved in the 1498 

Company’s favor? 1499 

A. If the presently uncertain tax positions are resolved in the Company’s favor, it 1500 

will have had the use of this money at zero cost.  A favorable resolution for the 1501 

Company could result from either an audit which accepts its position or the mere 1502 

passage of time (when the statutory period for each respective tax year expires). 1503 

 1504 

Q. What would be the result of the uncertain aspect of the tax position being 1505 

disallowed? 1506 

A. If the uncertain tax positions are resolved by the tax authority fully disallowing 1507 

the uncertain amounts, AWWC and IAWC would have to pay the taxes with 1508 

interest.  However, that interest would be tax-deductible, and the Company would 1509 

have had the use of the money (similar to a government loan) during the period 1510 

before payback for only the cost of the interest.   1511 

 1512 
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Q. Is it possible that the outcome would be somewhere in the middle? 1513 

A. Yes.  If the outcome is somewhere in the middle, the Company would have the 1514 

use of part of the tax savings related to the uncertain tax positions at zero cost 1515 

(similar to a government grant).  The other part that was required to be paid back 1516 

could be viewed as similar to an interest-bearing loan from the government.  1517 

Under no scenario would it be fair or appropriate to charge ratepayers the 1518 

Company’s overall rate of return (grossed up for income taxes) by failing to 1519 

reflect this significant source of funds as a deduction to rate base.  In summary, 1520 

the Company should not be allowed to earn its overall weighted cost of capital 1521 

(grossed up for income taxes) on the FIN 48 amounts. 1522 

 1523 

Q. Has the Company presented valid reasons for failing to adjust IAWC’s rate 1524 

base balance in the current IAWC rate case for the full impact of the major 1525 

tax accounting change that IAWC and its parent company, AWWC, have 1526 

implemented for the repairs deductions? 1527 

A. No.  This major tax accounting change that AWWC paid a large amount of 1528 

money to develop and implement has been approved by the Internal Revenue 1529 

Service and has been implemented by AWWC and its subsidiaries, including 1530 

IAWC, and is known and quantifiable and has been reflected on the actual tax 1531 

returns filed for 2008 and subsequent years and is based on IAWC’s estimated 1532 

amounts through the future test year ending September 30, 2013.  The fact that 1533 

IAWC has not yet been audited by the IRS for these years does not present a valid 1534 

reason for failing to make this adjustment.  In fact, none of the test year income 1535 
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tax balances or the ADIT balance proposed by IAWC for the test year have been 1536 

audited by the IRS.  The state and federal income tax returns corresponding to the 1537 

test year period have not yet been filed.  If it were a valid reason for not reflecting 1538 

a tax expense or ADIT impact until after an IRS audit were conducted, there 1539 

would be no income tax expense in the test year since there has been no IRS audit 1540 

of that period.  Tax audits typically occur after a tax return is filed, and are 1541 

sometimes not resolved for several years after a return is filed.   1542 

 1543 

Q. What adjustment do you recommend? 1544 

A. The Commission should reduce rate base for the full impact of the major tax 1545 

accounting method change that was implemented in 2008 by IAWC and 1546 

American Water Works Company, Inc.  The Company has offered no valid 1547 

arguments to attempt to prevent Illinois ratepayers from fully realizing the benefit 1548 

of this additional cost-free (or low cost) capital in the form of unpaid deferred 1549 

taxes.24  The rate base offset related to the repairs method change for taxes should 1550 

fully reflect the full impact of this tax accounting change.  An adjustment is 1551 

needed to incorporate the full impact of this known major tax accounting change 1552 

in the determination of the final rate base.   1553 

 1554 

                                                 

24 As noted above, even in the worst case scenario in which all of the taxes associated 

with the “uncertainty” eventually have to be paid to the IRS, the funds saved currently by paying 

lower taxes based on the amounts actually claimed on the tax return would at worst be similar to a 

relatively low-cost loan from the government that was used during the period before payback to 

help finance utility operations. 
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Q. Please explain your adjustment to Accumulated Deferred Income Taxes 1555 

(“ADIT”) as it relates to repairs and maintenance. 1556 

A. As shown on AG Exhibit 2.2, Schedule B-6, IAWC has failed to reflect the full 1557 

tax impact of the repairs deductions it has claimed and projects to claim on its tax 1558 

returns through the FTY.  To fully reflect the tax impact of the repairs deductions 1559 

through the FTY, IAWC’s proposed rate base should be reduced by $1.529 1560 

million. 1561 

 1562 

Q. Have you quantified the adjustment for IAWC’s rate base related to this 1563 

major tax accounting change that was omitted by the Company in its filing? 1564 

A. Yes. As shown on AG Exhibit 2.2, Schedule B-6, rate base should be reduced by 1565 

$1.529 million to reflect the funds available to the Company from tax savings 1566 

from repairs deductions that is available to finance test year rate base.   1567 

B-7, Remove Rate Case Expense/Management Audit from Rate 1568 

Base 1569 

Q.  Please explain the adjustment to remove Rate Case Expense/Management 1570 

Audit from rate base. 1571 

A.  Rate case expense is not allowed in rate base to earn a return for investors.  In 1572 

IAWC’s last rate case, Docket No. 09-0319, the Company had requested as part 1573 

of its claimed rate case expense $422,900 for a Service Company Study.25  In 1574 

                                                 

25 See, e.g., IAWC Schedule C-10 First Revised and related IAWC Excel file for Rate 

Case Expense from Docket No. 09-0319. 
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IAWC’s current case, the Company is claiming an additional $1.114 million for 1575 

another Service Company study.26  The Company-managed Service Company 1576 

study for which IAWC claimed rate case expense in Docket No. 09-0319 did not 1577 

meet the Commission’s requirements.27  In the current case, IAWC seeks not only 1578 

amortization expense of $222,820 per year (which I address in conjunction with 1579 

AG adjustment C-4, discussed below) but also seeks “a return on the unamortized 1580 

balance” of the $1.114 million.28  The Service Company study is part of rate 1581 

case/regulatory expense and should not be included in rate base to earn a profit for 1582 

shareholders.  As shown on AG Exhibit 2.2, Schedule B-7, I have removed this 1583 

from rate base, which reduces IAWC’s claimed rate base by $353,000.   1584 

B-8, Plant Addition Over-Projections 1585 

Q.  How has the Company determined Plant in Service in its filing? 1586 

A.  The Company has chosen a future test year, the 12 months ending September 30, 1587 

2013, and filed plant in service additions based in part on its 2011, 2012, and 1588 

2013 capital budgets.  The plant additions are thus forecasted amounts and are 1589 

subject to change as the data supporting them is updated going forward.  1590 

Typically, the further out the projections, the more likely that changes will occur.  1591 

                                                 

26 See, e.g., IAWC Ex. 4.00, at page 17. 

27 For example, at page 47 of its Order in Docket No. 09-0319, the Commission stated 

that: “On this issue, the Commission finds that the studies performed by IAWC do not represent a 

reasonable effort to comply with the directive of the Commission.” 

28 See, e.g., IAWC Ex. 4.00, at page 17.  Also, see IAWC Schedules B-2 and B-2.5. 
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Adjusting the Company’s forecasted amounts based on more current actual 1592 

information and in consideration of the Company’s history of capital spending 1593 

therefore is appropriate.   1594 

 1595 

Q.  Have you made a general adjustment for the Company’s history of over-1596 

projecting capital expenditures? 1597 

A.  Not at this time. This issue will need to be reviewed after IAWC files its “update” 1598 

filing which is scheduled to be filed on March 9, 2012. 1599 

 1600 

V. NET OPERATING INCOME ADJUSTMENTS 1601 

C-1, Revenue Adjustment 1602 

Q. Please explain the revenue adjustment shown on Schedule C-1.  1603 

A. This adjustment is sponsored by AG witness Scott Rubin (AG Ex. 1.0) and 1604 

increases future test year revenue for the water utilities by $2.302 million.  I 1605 

calculated the net operating income impacts for each water district by deducting 1606 

an amount for production costs29 and apply the combined state and federal income 1607 

tax rate of 37.8825% from Schedule A-1.  Net operating income is increased by 1608 

$1.316 million. 1609 

 1610 

                                                 

29 Production costs were calculated on the water sales quantities using the variable 

production costs listed in table on AG Ex. 1.0, page 20. 
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C-2, Interest Synchronization 1611 

Q. Please explain your interest synchronization adjustment. 1612 

A. The interest synchronization adjustment applies the weighted cost of debt to the 1613 

adjusted rate base in deriving the interest deduction applicable to the calculation 1614 

of test year income tax expense.  After adjustments, my proposed rate base differs 1615 

from that of the Company. The weighted cost of debt from AG Exhibit 2.2, 1616 

Schedule D, also differs from IAWC's proposal.  This results in an adjustment to 1617 

the amount of synchronized interest included in the tax calculation.  The 1618 

calculation of the interest synchronization adjustment is shown on AG Exhibit 1619 

2.2, Schedule C-2.  This adjustment decreases income tax expense by the amounts 1620 

shown on Schedule C-2 and increases the Company’s achieved operating income 1621 

by similar amounts. 1622 

 1623 

C-3, Rate Case Expense – Current and Prior Rate Case 1624 

Q. How has the Illinois legislature expressed concern over utility rate case 1625 

expense, particularly attorney and expert consultant expense? 1626 

A. The Illinois legislature has expressed such concern by adding Section 9-229 of the 1627 

Public Utilities Act, which states as follows: 1628 

Consideration of attorney and expert compensation as an expense.  1629 

The Commission shall specifically assess the justness and 1630 

reasonableness of any amount expended by a public utility to 1631 

compensate attorneys or technical experts to prepare and litigate a 1632 

general rate case filing.  This issue shall be expressly addressed in 1633 

the Commission’s final order. 1634 
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 1635 

Q. Are you satisfied that the rate case costs requested by the Company for the 1636 

current rate case are reasonable? 1637 

A. No.  While IAWC’s claim for rate case expense is under continuing review, based 1638 

on the review conducted to date, there are some components which are 1639 

unreasonable and should be removed.  Lack of removal or comment at this point 1640 

on the other items should not be taken as any indication that the AG concurs with 1641 

the amounts that are not discussed. 1642 

Q. Is the Company at risk for under-recovering rate case cost, once such cost 1643 

has been approved by the Commission? 1644 

A. It does not appear so.  Because the Commission has found in prior cases that 1645 

approved rate case cost can be capitalized and amortized, unamortized amounts 1646 

remaining from prior rate cases can be re-amortized in subsequent rate cases.30  1647 

This procedure virtually guarantees that the utility will recover the approved 1648 

amount of rate case cost.   1649 

 1650 

Q. Are ratepayers at risk for over-paying for a utility’s rate case expense? 1651 

A. Yes.  If a period for amortization is selected that is too short, ratepayers are at risk 1652 

for overpaying a utility’s rate case cost.  For example, IAWC requests $723,542 1653 

                                                 

30 See, e.g., the Commission’s 9/24/2008 decision in Docket No. 07-0585 et al (Ameren 

Illinois Utilities, or AIU), which states at page 113 that:  “… the Commission typically allows a 

utility to capitalize those costs and amortize them over some reasonable period of time. … To the 

extent AIU was authorized to recover rate case expenses in its last case and there remain 

unamortized balances of such authorized costs, AIU will be allowed to reflect such costs in rates 

in this proceeding.” 
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amortization per year for the components of its requested cost for the current rate 1654 

case for which it has proposed a 2.5-year amortization period.  If rates established 1655 

in the current case are in effect for longer than 2.5 years, IAWC would continue 1656 

to recover $723,542 per year from ratepayers for an amortization that it is no 1657 

longer incurring.  If a 2.5-year amortization period were used, and rates were in 1658 

effect for three years, IAWC would recover 120% of this cost.  If rates were in 1659 

effect for five years, IAWC would double recover it (i.e., would recover 200% of 1660 

the amount). 1661 

 1662 

Q. How can the risk to ratepayers of over-paying for an Illinois utility’s 1663 

“recoverable” rate case cost be mitigated? 1664 

A. One way of mitigating the risk to ratepayers of over-paying for a utility’s rate case 1665 

cost is to assure that a reasonable and appropriate amortization period is used.  1666 

Under an amortization approach, special care must be taken to assure that the 1667 

amortization period is not too short, as that can lead to ratepayers significantly 1668 

over-paying for an amortization of rate case expense after such amortization has 1669 

expired.   1670 

Another, perhaps better, way of mitigating this risk to ratepayers would be 1671 

to convert, prospectively, from an “amortization” approach to a normalization 1672 

approach for utility rate case cost. 1673 

 1674 
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Q. Please explain why you recommend that the Commission consider 1675 

prospectively treating the allowance for rate case expense as a normalized 1676 

amount of O&M expense, rather than an amortization. 1677 

A. Prospectively, beginning with the cost for IAWC’s current rate case, I recommend 1678 

that the Commission commence treating the annual allowance for rate case 1679 

expense as a normalized amount, rather than an amortization, for several reasons, 1680 

including the following. Although the amortization treatment afforded rate case 1681 

expense previously effectively treats the rate case expense as an asset, rate case 1682 

costs do not meet the criteria for a regulatory asset of volatility and materiality 1683 

and should not be afforded regulatory asset treatment. The ratemaking treatment 1684 

of such costs should therefore provide for a normalized expense allowance 1685 

(similar to other O&M expenses), rather than the establishment of a regulatory 1686 

asset that is amortized prospectively.  The purpose of the rate case allowance 1687 

should be to include in rates a representative and normal annual level of 1688 

reasonably and prudently incurred regulatory expense, rather than to provide the 1689 

utility with guaranteed dollar-for-dollar cost recovery. Consistent with such 1690 

normalization treatment of this expense, IAWC should not establish an asset for 1691 

deferral of the current rate case cost and should not record amortization.  Once a 1692 

normalization approach is adopted, any remaining amortization of prior case 1693 

balances would be replaced by a new representative, normalized rate case expense 1694 

in IAWC’s next rate case. 1695 

 1696 
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Q. Doesn’t the normalization approach deny the utility an opportunity to 1697 

recover reasonable and prudently incurred cost? 1698 

A. No.  Normalization treatment provides the utility an opportunity to recover a 1699 

normalized level of reasonable and prudently incurred cost, but does not single 1700 

out one item of O&M cost – rate case expense – for a special guaranteed recovery 1701 

(and potential for over-recovery) that is different from other O&M expenses.  1702 

Normalization treatment merely treats rate case cost similarly to other test year 1703 

O&M costs which are reflected in rates based on “normal” levels found to be 1704 

reasonable in a test year.  O&M expenses are not normally singled out for specific 1705 

deferral and recovery, and normalization treatment is deemed reasonable for 1706 

ratemaking purposes.  Exact dollar-for-dollar recovery of other O&M expenses 1707 

that are found to be reasonable and prudently incurred in a test year is not 1708 

guaranteed; however, it is generally considered that a utility, if managed 1709 

prudently, has been provided with an opportunity to recover such reasonable and 1710 

prudently incurred expenses.  A utility’s rate case cost should be no different.  As 1711 

explained above, rate case cost can, and I recommend should, be treated on a 1712 

normalized basis, similar to other O&M expenses that are reasonable and 1713 

prudently incurred in a test year and are not singled-out for guaranteed recovery.   1714 

 1715 

Q. What are some of the primary deficiencies with an amortization approach to 1716 

utility recovery of rate case cost? 1717 

A. The amortization approach can provide an incentive to a utility to file a rate case 1718 

with high projected rate case costs because of the virtually guaranteed recovery of 1719 
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such costs once they are approved.  Moreover, the amortization approach carries 1720 

risks to ratepayers of substantially overpaying when the period between rate cases 1721 

is longer than the period assumed in calculating the amortization.  It is generally 1722 

up to utility management to decide when to file for a base rate increase, and the 1723 

amortization approach virtually guarantees the recovery of a utility’s rate case 1724 

cost and provides an opportunity for over-recovery.  Consequently, the 1725 

amortization approach to rate case cost recovery tends to advantage utilities at the 1726 

expense of their ratepayers.   1727 

 1728 

Q. In view of the Commission’s prior decision to treat a utility’s  rate case 1729 

expense as a cost that is capitalized and amortized, are you providing a 1730 

recommendation that adjusts IAWC’s requested cost for the current rate 1731 

case, using an amortization approach? 1732 

A. Yes.  Using an amortization approach, I am recommending the adjustments 1733 

shown on AG Exhibit 2.2, Schedule C-4.  As shown on IAWC Schedule C-10, 1734 

and summarized in column A of AG Exhibit 2.2, Schedule C-4, the Company is 1735 

requesting annual expenses of $996,231 for amortization of current and prior rate 1736 

case.  This includes $911,055 for the current rate case and $85,176 for the prior 1737 

rate case.31  . 1738 

                                                 

31 Additionally, IAWC is requesting amortization of rate case expense for the 

Management Audit of Service Company charges) which I address below in conjunction with AG 

Adjustment C-4). 
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The adjustment shown on Schedule C-3 removes amortization of $145,072 1739 

($90,000, net of income tax) for current rate case expense for the removal of these 1740 

items.  1741 

The items removed from IAWC’s request include the Company and 1742 

affiliated Service Company labor costs of $288,956, expense for pre-file notice of 1743 

[BEGIN CONFIDENTIAL] …………………………………………………, 1744 

[END CONFIDENTIAL] for a total of  $362,681, which was amortized over 2.5 1745 

years.  1746 

This adjustment is allocated to districts in the same proportion as per 1747 

IAWC Schedule C-2. The adjustment for each district is shown on Exhibit AG 1748 

2.2, Schedule C-3. 1749 

 1750 

Q. Explain why the Company and affiliated Service Company internal labor 1751 

costs should be removed. 1752 

A. Those costs should be removed because the future test year already includes a full 1753 

year of Service Company and Company labor costs.  The work on rate cases by 1754 

IAWC and affiliated Service Company personnel is a normal job function and 1755 

does not require deferral and amortization.  Moreover, including such cost in a 1756 

prospective amortization would overload or double-count the amount of labor cost 1757 

for the Company and the affiliated Service Company in the future test year. 1758 

 1759 

Q. Explain why the expense for the customer notice external costs should be 1760 

removed. 1761 
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A. That cost should be removed because it was not incurred. 1762 

 1763 

Q. Explain why the expense for SFIO Consulting, Inc. (“SFIO”) should be 1764 

removed. 1765 

A. The services provided by SFIO are primarily to review Company, Staff and 1766 

intervenor testimony and briefs.  As such, this is duplicative of Company and 1767 

legal counsel’s responsibilities.  Additionally, no witnesses or work product have 1768 

been filed for SFIO. Thus, such expenses are not reasonable rate case expenses 1769 

and should not be borne by ratepayers. 1770 

 1771 

C-4, Rate Case Expense – Northstar Service Company Audit 1772 

Q. Please explain the AG adjustment to Rate Case Expense for the Northstar 1773 

audit of the affiliated Service Company. 1774 

A. As noted above, IAWC has requested a total cost of $1.114 million for the audit 1775 

performed by Northstar of affiliated Service Company charges.  However, of that 1776 

amount, only $392,100 relates to Northstar audit charges.  An additional amount 1777 

of $722,000 has been added by IAWC beyond the Northstar audit charges.  The 1778 

additional $722,000 includes items such as $211,000 for an additional IAWC 1779 

consultant, $225,000 for affiliated Service Company labor, $25,000 for a data 1780 

room, and $250,000 for additional legal, and $10,000 for travel.   1781 

The Northstar audit charges are allowed. The other charges are being 1782 

removed.  The removal of the $722,000 reduces IAWC’s requested amortization 1783 
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by $144,000.  After income taxes, the net adjustment to operating income is 1784 

$89,000.  This adjustment is allocated to districts in same proportion as per IAWC 1785 

Schedule C-2.12, Service Company Audit Cost. The net income impacts of this 1786 

adjustment for each district are shown on AG Exhibit 2.2, Schedule C-4. 1787 

 1788 

C-5, Incentive Compensation Expense 1789 

Q. Please explain the adjustment for incentive compensation expense. 1790 

A. This adjustment removes $134,000 of incentive compensation which was 1791 

included in IAWC's operating expense. IAWC’s response to Staff data request 1792 

DLH-1.22 stated that: 1793 

The Company inadvertently left a portion of the Illinois American 1794 

incentive compensation expense (133,934) out of Schedule C-2.9. 1795 

The intent of the Company was to remove all incentive 1796 

compensation from the test year. 1797 

This adjustment to remove incentive compensation is consistent with IAWC's 1798 

response, and with the testimony of IAWC President, Ms. Teasley, at pages 20-21 1799 

of IAWC Exhibit 1.00, that: 1800 

In  Docket No. 07-0507, the Commission denied recovery of 1801 

incentive compensation expense due to the presence of a parent 1802 

company financial performance “trigger” on payment of awards 1803 

under the plan. In recognition of the Commission’s concern as 1804 

stated in its order in that proceeding, IAWC will not pursue rate 1805 

recovery of this incentive compensation expense in this 1806 

proceeding. 1807 

It is appropriate to remove all of the incentive compensation expense including 1808 

the portion that IAWC had failed to remove.  AG Exhibit 2.2, Schedule C-5 1809 

shows the adjustment amounts for each district.  1810 
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C-6, Lobbying Expense 1811 

Q. Please explain the adjustment for lobbying expense. 1812 

A. This adjustment removes $14,424 of lobbying expense, which was included in the 1813 

Company's operating expense. IAWC’s response to Staff data request JMO-3.06 1814 

stated that: 1815 

The Company did not remove any amounts for IAWC employee 1816 

time related to lobbying from the test year. The Company 1817 

estimates the expense related to lobbying time to be $14,424 for 1818 

the test year. 1819 

The Company believes it is appropriate to remove the expense 1820 

related to lobbying time from the test year. These expenses were 1821 

not removed due to oversight. 1822 

 This adjustment removes that lobbying cost as shown on AG Exhibit 2.2, 1823 

Schedule C-5. 1824 

 1825 

C-7, Depreciation Expense  1826 

Q. Please explain the adjustment for Depreciation Expense on Schedule C-7. 1827 

A.   This adjustment is related to the removal of the “Business Transformation” costs 1828 

that IAWC claimed as Plant in Service, which is addressed in AG adjustment B-1.  1829 

The systems related to the American Water Works “Business Transformation” 1830 

initiative are being removed from rate base for the reasons described above in 1831 

conjunction with adjustment B-1.  Consequently, the related BT depreciation 1832 

should be removed.  On AG Exhibit 2.2, Schedule C-7, I have removed the 1833 

$1.380 million of depreciation on “Business Transformation” plant that IAWC 1834 

identified in its response to interrogatory DLH-1.02.   1835 
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 1836 

C-8, Business Transformation – Cost Savings Benefits  1837 

Q. Please explain the adjustment shown on AG Exhibit 2.2, Schedule C-8. 1838 

A.   One potential reasonable alternative to excluding the Business Transformation 1839 

costs from rate base and depreciation expense, would be to reflect IAWC’s 1840 

proportional share of anticipated savings. The adjustment on Schedule C-8 1841 

presents that alternative. Using the confidential information on anticipated savings 1842 

benefits from Business Transformation that was included in presentations to the 1843 

American Water Works board of directors, savings amounts for the ERP and CIS 1844 

systems were identified.  IAWC projects that the ERP would be in service for the 1845 

entire future test year, and the CIS would be in service for approximately six 1846 

months of the future test year.  Based on information shown in the American 1847 

Water Works 2011 SEC Form 10-K, page 9, which is shown on Schedule C-8, 1848 

page 2, and summarized below, Illinois utility operations are approximately 1849 

10.2% of AWWC’s total regulated revenue and 9.9% of total regulated utility 1850 

customers:  1851 
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 1852 

 1853 

As shown on Schedule C-8, page 1, based on a full year of annual savings 1854 

for the ERP and a half year of annual savings for CIS, IAWC’s approximate share 1855 

of the savings is approximately $2.18 million. The allocation of such savings to 1856 

the IAWC districts is shown on Schedule C-8, page 1. 1857 

 1858 

Q. How does the timing of the American Water Works estimated BT-related 1859 

savings relate to the “deploy” dates for the ERP and CIS shown on page 23 1860 

of confidential AG Exhibit 2.6? 1861 

A. Referring to the “Original Cost and Benefit Summary” presented for American 1862 

Water Works on page 23 of confidential AG Exhibit 2.6, [BEGIN 1863 

CONFIDENTIAL] 1864 

………………………………………………………………………………………1865 

………………………………………………………………………………………1866 

………………………………………………………………………………………1867 

Operating 

Line, Revenues Number of 

No. Utility (in millions) % of Total Customers % of Total 

(A) (B) (C) (D)

1 New Jersey 612.10$               25.80% 647,083 20.90%

2 Pennsylvania 515.50$               21.80% 655,291 21.10%

3 Illinois(a) 242.60$               10.20% 307,076 9.90%

4 Missouri 243.10$               10.30% 454,094 14.70%

5 Indiana 193.70$               8.20% 285,120 9.20%

6 California 163.00$               6.90% 173,529 5.60%

7 West Virginia(b) 124.20$               5.20% 171,898 5.50%

8 Subtotal (Top Seven States) 2,094.20$            88.40% 2,694,091 86.90%

9 Other(c) 274.70$               11.60% 407,214 13.10%

10 Total Regulated Businesses 2,368.90$            100.00% 3,101,305 100.00%

Notes and Source

American Water Works Company, Inc. 2011 SEC Form 10-K, page 9

(a) Includes Illinois-American Water Company, which we refer to as ILAWC and American Lake Water Company, also a regulated subsidiary in Illinois. 

(b) West Virginia-American Water Company, which we refer to as WVAWC, and its subsidiary Bluefield Valley Water Works Company. 

(c)Includes data from our operating subsidiaries in the following states: Georgia, Hawaii, Iowa, Kentucky, Maryland, Michigan, New York, Tennessee, 

and Virginia.  
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………………………………………………………………………………………1868 

………………………………………………………………………………………1869 

………………………………………………………………………………………1870 

………………………………………………………………………………………1871 

………………………………………………………………………………………1872 

………………………………………………………………………………………1873 

………………………………………………………………………………………1874 

………........................................................................................................................1875 

....................................................................................................... [END 1876 

CONFIDENTIAL] 1877 

 1878 

Q. How do those periods for projected benefits relate to the amounts used in 1879 

your Business Transformation savings adjustment? 1880 

A. As noted above, IAWC’s ratemaking request for Business Transformation reflects 1881 

a more aggressive/accelerated deployment and implementation schedule of the 1882 

Business Transformation initiative than was presented to the American Water 1883 

Works board in confidential documents such as AG Exhibits 2.4 and 2.6.  IAWC 1884 

seeks a full year of rate base plant in service treatment for the ERP portion of 1885 

Business Transformation, so a full year of anticipated savings from ERP 1886 

implementation is reflected.  IAWC seeks approximately half year of CIS system 1887 

plant in service treatment, consequently, a half year of anticipated savings from 1888 

CIS implementation is reflected.   1889 

 1890 
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Q. In computing the revenue requirement for IAWC how have you coordinated 1891 

your recommended alternative approaches for the American Water Works’ 1892 

Business Transformation costs.  1893 

A. In computing the revenue requirement shown on AG Exhibit 2.2, Schedule A, I 1894 

have reflected the impacts of AG adjustments B-1 (to remove BT related plant, 1895 

and related accumulated depreciation and ADIT), and C-7 (to remove BT related 1896 

depreciation expense).  Adjustment C-8 (to reflect an allocated proportion of BT 1897 

related savings benefits identified by American Water) is an alternative approach 1898 

and has not been factored into the determination of the IAWC revenue 1899 

requirement shown on AG Exhibit 2.2, Schedule A. 1900 

V. PRUDENCE ISSUE WITH IAWC OPTING OUT OF 1901 

2011 BONUS TAX DEPRECIATION 1902 

Q. Are you aware of whether IAWC’s income taxes reflect the use of bonus 1903 

depreciation for 2011? 1904 

A. Yes.  IAWC’s response to AG-2.110, for example, states that: “AWW is opting 1905 

out of 2011 bonus depreciation.”  Additionally, IAWC’s response to AG-2.116 1906 

states that: 1907 

American Water Works Company, Inc. and its subsidiaries are 1908 

opting out of taking the 2011 bonus depreciation and therefore it is 1909 

not included in the rate case filing. For 2012, the Company plans to 1910 

take the 50% bonus depreciation and is included in the rate case 1911 

filing. Tax legislation does not extend the bonus depreciation to 1912 

2013 at this time. 1913 

Generally, the bonus depreciation calculation starts with book asset 1914 

basis. To get to qualifying assets for bonus depreciation in the rate 1915 

case, the book asset basis is reduced by assets qualifying for the 1916 
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repairs deduction. The remaining tax asset basis is then reduced by 1917 

the applicable bonus depreciation percentage. 1918 

For Illinois-American’s rate case, the calculation for 2011, 2012 1919 

and for the 12 months ending 09/30/2013 was presented in 1920 

response to ICC Staff Data Request DGK-1.02. Please see DGK- 1921 

1.02 Tax Depr Calc.xlsx. 1922 

IAWC’s calculation of income tax expense and the ADIT amount that is deducted 1923 

from rate base also appears to show no 2011 bonus tax depreciation.   1924 

 1925 

Q. What federal income tax legislation addressed bonus depreciation for 2011? 1926 

A. On December 17, 2010, President Obama signed legislation known as the Tax 1927 

Relief, Unemployment Insurance Reauthorization and Job Creation Act of 2010. 1928 

That Act provides for 100 percent depreciation bonus for qualifying capital 1929 

investments placed in service after September 8, 2010 through December 31, 1930 

2011. For equipment placed in service after December 31, 2011 and through 1931 

December 31, 2012, the bill provides for 50 percent bonus tax depreciation. The 1932 

Small Business Jobs Act of 2010, which contained 50 percent depreciation bonus, 1933 

still applies to purchases made between January 1, 2010 and September 7, 2010. 1934 

The Tax Relief, Unemployment Insurance Reauthorization and Job Creation Act 1935 

of 2010 provides 100 percent depreciation bonus for capital investments placed in 1936 

service after September 8, 2010 through December 31, 2011. For equipment 1937 

placed in service after December 31, 2011 and through December 31, 2012, the 1938 

bill provides for 50 percent depreciation bonus. The Small Business Jobs Act of 1939 

2010, which contained 50 percent depreciation bonus, still applies to purchases 1940 

made between January 1, 2010 and September 7, 2010. In summary: 1941 
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 Bonus tax depreciation bonus helps businesses that buy new equipment cut 1942 

their tax bill.  1943 

 The bonus tax depreciation applies, among other things, to purchases of 1944 

tangible personal property (including construction, mining, forestry, and 1945 

agricultural equipment) with a MACRS recovery period of 20 years or less.  1946 

 To qualify, the equipment must have been purchased and placed in service.  1947 

 The bonus tax depreciation applies to new equipment only.  1948 

 This bonus tax depreciation is allowed for both regular and alternative 1949 

minimum tax purposes.  1950 

 The bonus tax depreciation is discretionary; the taxpayer need not claim the 1951 

depreciation bonus.  1952 

 The Depreciation Bonus will expire at the end of 2012. 1953 

 For 2011, the tax depreciation bonus is 100 percent for qualifying property. 1954 

 1955 

Q. What are the implications for a regulated utility, such as IAWC? 1956 

A. For a regulated public utility, such as IAWC, that normalizes its federal income 1957 

tax expense related to tax depreciation, the 2011 bonus federal income tax 1958 

depreciation should (1) reduce current federal income tax expense, (2) will 1959 

increase deferred federal income tax expense by a similar amount, and (3) will 1960 

increase Accumulated Deferred Income Taxes, which is a rate base offset.  Thus, 1961 

for income statement purposes, the impacts on current and deferred income tax 1962 

expense will offset each other, and there should be no net effect.  For rate base, 1963 

however, the substantially increased ADIT, which is non-investor supplied cost-1964 

free capital, provides a significant reduction. 1965 

 1966 

Q. What reasons has IAWC stated for opting out of 2011 bonus tax 1967 

depreciation? 1968 
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A. IAWC has not presented any reasons or any analysis supporting its decision other 1969 

than that its parent company has a large net operating loss position.  The decision 1970 

may have been dictated to IAWC by affiliated Service Company personnel acting 1971 

for the parent company, and is apparently not in the best interests of IAWC’s 1972 

ratepayers. 1973 

 1974 

Q. Was any analysis done on an IAWC-specific basis relating to the decision to 1975 

not use 2011 bonus tax depreciation? 1976 

A. Apparently not.  AG-2.121(b), for example asked the Company to: 1977 

Provide all analysis performed by or for American Water Works 1978 

and for IAWC comparing the projected results of (1) claiming 1979 

2011 bonus tax depreciation and (2) not claiming 2011 bonus tax 1980 

depreciation. Include all assumptions and supporting workpapers. 1981 

The Company’s response stated: 1982 

See AG-2.119 for the American Water Works Company, Inc. 1983 

analysis. No analysis was done for Illinois-American Water on a 1984 

standalone basis. 1985 

AG-2.122(b) asked the Company to: 1986 

Show in detail how IAWC evaluated the interaction of (1) 2011 1987 

bonus tax depreciation, (2) repairs deductions, and (3) Internal 1988 

Revenue Code §199 deductions for qualified domestic production 1989 

activities for 2011 and each year in the 20-year NOL carry-forward 1990 

period. 1991 

The Company’s response stated that: “This analysis was not done.” 1992 

 1993 

Q. Why is IAWC’s failure to use the 100 percent bonus tax depreciation 1994 

permitted for 2011 a cause for concern? 1995 
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A. It is a cause for concern for a number of reasons.  Not claiming the 2011 bonus 1996 

tax depreciation, other things being equal, will cause IAWC’s rate base to be 1997 

higher in 2011 and prospectively.  Moreover, IAWC has failed to justify its 1998 

decision to not claim the 2011 bonus tax depreciation.  IAWC’s rate case filing 1999 

has a significant positive income tax expense and projects significant plant 2000 

additions for 2011, at least some of which would presumably qualify for the 2011 2001 

bonus tax depreciation.  These facts suggest that claiming 2011 bonus tax 2002 

depreciation would have reduced IAWC’s income taxes payable and increased 2003 

ADIT, which is a significant offset to rate base.  If IAWC’s parent company, 2004 

American Water Works, is making consolidated level decisions on income tax 2005 

options that result in harm or disadvantage to Illinois ratepayers, that is also cause 2006 

for concern.   2007 

 2008 

Q. Are other concerns presented by the parent company, American Water 2009 

Works, making consolidated level decisions that adversely affect IAWC, and 2010 

IAWC’s continued payments to the parent company for federal income taxes 2011 

that are not correspondingly being paid by American Water Works 2012 

Company, Inc., to the federal government? 2013 

A. Yes.  Public information, such as the American Water Works Company, Inc. 2014 

Securities and Exchange Commission (“SEC”) Form 10-K and Information 2015 

provided in this case in response to discovery indicates that AWWC has not been 2016 

paying any federal income tax to the federal government and projects to not pay 2017 

any federal income taxes (and to have no net projected federal taxable income) for 2018 
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[BEGIN CONFIDENTIAL] 2019 

………………………………………………………………… [END 2020 

CONFIDENTIAL]32  While Illinois utilities such as IAWC, to my knowledge, 2021 

have historically not reflected any benefits of participation in a consolidated 2022 

federal income tax return with other affiliates for ratemaking purposes, it may be 2023 

time to re-think that regulatory practice when ratepayers are being asked to forgo 2024 

a substantial tax advantage due to the tax decision of the utility’s parent, and that 2025 

apparently is driven by the parent’s, rather than the utility’s, tax position.   2026 

In the current case, IAWC’s ratepayers appear to be in the worst possible 2027 

regulatory position concerning federal income taxes.  The Company would 2028 

continue to extract large sums for federal income tax expense from Illinois 2029 

ratepayers and remit such sums to the parent company, but those monies are 2030 

apparently not in turn being remitted by the parent company to the federal 2031 

government.  Additionally, decisions adversely affecting IAWC ratepayers, such 2032 

as the decision to not use 2011 bonus tax depreciation, are being dictated to 2033 

IAWC by the parent company based on the parent company’s consolidated 2034 

federal income tax position, from which IAWC ratepayers have derived no 2035 

benefit. This presents an egregious situation which should not be allowed to 2036 

continue. 2037 

 2038 

                                                 

32 See, e.g., Confidential Attachment 1 to IAWC’s response to AG-2.119, which shows 

[BEGIN CONFIDENTIAL] ……………………………………………. [END 

CONFIDENTIAL] 
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Q. What has the Company indicated regarding whether a subsidiary, such as 2039 

IAWC, could elect 2011 bonus tax depreciation, if the parent company or 2040 

other affiliates do not? 2041 

A. AG-1.126 asked: 2042 

Can IAWC take 2011 bonus tax depreciation if other affiliates 2043 

participating in the American Water Works Company, Inc., 2011 2044 

consolidated federal income tax return do not?  If not, explain fully 2045 

why not. 2046 

The Company’s response stated: 2047 

The Company believes that individual members of a consolidated 2048 

group could elect to take or not take bonus depreciation. 2049 

A similar response was provided in response to AG-2.127. 2050 

 2051 

Q. What do you recommend? 2052 

A. I recommend that Commission find IAWC’s (and American Water Works’) 2053 

decision for IAWC to not utilize 2011 bonus tax depreciation to be imprudent 2054 

from the ratepayers’ perspective.  The decision whether or not to take the bonus 2055 

tax depreciation deduction should be based on whether ratepayers, not 2056 

shareholders, will benefit from the decision.   Appropriate recompense should be 2057 

made to IAWC ratepayers through some means, possibly either through a 2058 

Commission order, ordering IAWC to claim 2011 bonus tax depreciation, or 2059 

through bill credits, computed in a manner that would not result in a violation of 2060 

IRS normalization requirements. The exact means of compensating ratepayers for 2061 

such imprudent IAWC or parent company-imposed decisions would need to be 2062 

determined after the issue is fully investigated.  Because the federal income tax 2063 
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return33 for 2011 has not yet been filed, and could be filed as late as by September 2064 

15, 2012 (with extensions), there is time for IAWC and its parent, American 2065 

Water Works, to re-evaluate and re-analyze their stated decision to not have 2066 

IAWC claim 2011 bonus tax depreciation, and for IAWC to fully present, explain 2067 

and provide the complete analysis used to identify the results upon IAWC of the 2068 

decision to not take 2011 bonus tax depreciation.   2069 

 2070 

VI. OTHER CONCERNS WITH IAWC’S INCOME TAX 2071 

CALCULATIONS  2072 

Q. Do you have additional concerns regarding IAWC’s income tax calculations? 2073 

A. Yes. Although IAWC has presented its income tax calculations on a separate 2074 

return basis, i.e., ignoring the fact that IAWC participates in the American Water 2075 

Works Company, Inc. consolidated federal income tax with the parent company 2076 

and other affiliates, it appears that IAWC has failed to reflect the tax savings 2077 

benefits of other adjustments to which IAWC would be entitled if IAWC had filed 2078 

its federal income tax return on a “separate return” basis.  In particular, it appears 2079 

that IAWC has not reflected tax savings related to a special federal income tax 2080 

deduction for Domestic Production Activities. 2081 

 2082 

                                                 

33 IAWC participates in a consolidated income tax return with its affiliates and its parent 

company, American Water Works. 
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Q. Could IAWC be entitled to take any special federal income tax deductions on 2083 

a separate return basis, which are precluded by IAWC’s participation in a 2084 

consolidated federal income tax return? 2085 

A. Yes. To the extent that IAWC has positive federal taxable income on a separate 2086 

return basis, and otherwise qualifies, IAWC would be eligible to take a deduction 2087 

under §199 of the Internal Revenue Code, for a Domestic Production Activities 2088 

Deduction (“DPAD”).  Because IAWC has its own water supply and treats the 2089 

water, such activities are considered domestic production activities, and thus 2090 

IAWC is eligible for the DPAD deduction if it has positive taxable income and 2091 

meets the other requirements for claiming the deduction.  As noted above, IAWC 2092 

also participates in the AWWC consolidated federal income tax return, and 2093 

AWWC has had federal income taxes losses in recent years, and AWWC has a 2094 

large net operating loss (“NOL”) carry forward, such that AWWC is not expected 2095 

to pay federal income tax in the foreseeable future.34  Because of the NOLs at the 2096 

parent company consolidated return, AWWC’s consolidated federal income tax 2097 

return did not qualify for a §199 deduction in recent years, and would likely not 2098 

qualify until the consolidated NOLs are fully utilized.  Because IAWC 2099 

participates in the AWWC consolidated federal income tax return, the tax position 2100 

of AWWC prevents claiming the §199 deduction on the consolidated federal 2101 

income tax return.   2102 

                                                 

34 The AWWC NOL situation is discussed in a subsequent section of my testimony, in 

conjunction with addressing AWWC’s decision to opt out of taking 2011 bonus tax depreciation. 
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However, if current federal income tax expense is being determined on a 2103 

“separate return” basis for IAWC in the current rate case, and IAWC is projected 2104 

to have positive federal taxable income under either current or new rates for the 2105 

test year ending September 30, 2013, then the impact of the §199 deduction on 2106 

IAWC’s “separate return” basis current federal income tax expense should be 2107 

considered for ratemaking purposes.  IAWC’s request for income tax expense for 2108 

ratemaking purposes is based on computations on a separate return basis.  Though 2109 

it is unknown at this time how much taxable income IAWC will have for the 2110 

future test year ending September 30, 2013, IAWC may be in a taxable position 2111 

for the future test year on the “separate return” basis that is being used for IAWC 2112 

for ratemaking purposes in the current case. For its income tax calculation for 2113 

ratemaking purposes, IAWC has assumed that it has federal taxable income and 2114 

has requested a positive amount of federal income tax expense for the future test 2115 

year ending September 30, 2013.   2116 

 2117 

Q. On what form is the §199 deduction calculated? 2118 

A. The §199 deduction for Domestic Production Activities is computed on IRS form 2119 

8903.35 2120 

 2121 

Q. Did IAWC provide calculations for a §199 deduction for the test year? 2122 

A. It does not appear so.  2123 

                                                 

35 A copy of the IRS form 8903 for tax year 2010 is included in AG Exhibit 2.3. 



ICC Docket No. 11-0767 

AG Exhibit 2.0 

[Information Claimed to Be Confidential Redacted] 

 

Page 93 of 97 

 2124 

Q. Have you seen the §199 deduction issue arise recently in the context of a rate 2125 

case involving an American Water utility operating affiliate? 2126 

A. Yes.  The issue of the reduction to current income tax expense based on 2127 

calculating the §199 deduction on a “separate return” basis was one of the issues 2128 

involving income tax expense in the current California-American Water Company 2129 

(“CalAm”) rate case, A.10-07-007.  There, CalAm had reflected the §199 2130 

deduction on a “separate return” basis for purposes of computing current federal 2131 

income tax expense for ratemaking purposes in conjunction with the use of a 2132 

forecast 2012 test year.  The Commission’s Department of Ratepayer Advocates 2133 

(“DRA”) also computed a §199 deduction on a “separate return” basis for 2134 

purposes of computing current federal income tax expense for ratemaking 2135 

purposes in conjunction with the use of a forecast 2012 test year.  Both the CalAm 2136 

and the DRA calculations reflected that CalAm would have positive federal 2137 

taxable income for ratemaking purposes for the 2012 test year.  In rebuttal, 2138 

CalAm claimed that it had large NOLs and would therefore not have net positive 2139 

taxable income and would therefore not be eligible to claim the §199 deduction 2140 

on a separate return basis.  The §199 deduction issue, as well as various other 2141 

issues surrounding income taxes were contested by the DRA and by TURN.  The 2142 

income tax issues in the CalAm general rate case, including the §199 deduction, 2143 

are now before the California Public Utilities Commission and a final decision is 2144 

not yet available but is anticipated to be issued in 2012.  2145 

 2146 
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Q. Have you encountered Section 199 deduction issues, involving the interplay 2147 

between a “separate return” based calculation and the impact of 2148 

participating in a consolidated federal income tax return in another recent 2149 

utility rate case? 2150 

A. Yes.  A similar issue arose in a recent rate case involving Georgia Power 2151 

Company.36  On its books, Georgia Power reflects a portion of the Section 199 2152 

deduction amount that is allocated to Georgia Power as result of the Southern 2153 

Company consolidated tax return.37  The amount of the allocated deduction was 2154 

lower than if it had been computed for Georgia Power on a separate standalone 2155 

tax return basis.   2156 

Georgia Power’s computation of income tax expense for book purposes 2157 

was essentially based on the assumption that it files a separate standalone tax 2158 

return for all income and deductions, with the exception of the §199 Deduction, 2159 

for which it assumed that it files a consolidated tax return.  In Georgia Power’s 2160 

rate case, the parties had reached an agreement that all components of the income 2161 

tax expense should be computed on a standalone separate tax return basis, 2162 

including the §199 Deduction as a matter of conceptual and computational 2163 

consistency.  It would not be appropriate to randomly quantify certain 2164 

                                                 

36 Georgia Public Service Commission (“GPSC”), Docket No. 31958 and the preceding 

rate case. 

37 $7.222 million of this was reflected on Georgia Power’s projected “per books” amount 

and represents the reduced amount that reflects Georgia Power’s participation in a consolidated 

federal income tax return with Southern Company affiliates. 
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components of an income tax expense computation on a standalone basis and 2165 

other components on a consolidated basis.   2166 

This principle would also apply to IAWC in its current rate case.  IAWC 2167 

has computed its federal income tax expense for ratemaking purposes on a 2168 

“separate return” basis.  But IAWC has not reflected the §199 deduction that it 2169 

would be eligible for on a separate return basis, using the taxable income that is it 2170 

using to derive its claim for current federal income tax expense at proposed rates. 2171 

 2172 

Q. Have you prepared an illustration of how a §199 deduction could be 2173 

calculated for IAWC? 2174 

A. Not at this time.  However, AG Exhibit 2.7 presents an illustrative calculation 2175 

format for the §199 deduction that could be used to compute the related reduction 2176 

to income tax expense on a separate return basis for IAWC ratemaking purposes.   2177 

 2178 

Q. How should the “separate return” basis §199 deduction for IAWC be 2179 

considered in the current IAWC rate case? 2180 

A. It should be considered to the extent that the current federal income tax expense 2181 

for IAWC for ratemaking purposes is being determined on a “separate return” 2182 

basis.  As discussed above, IAWC has reflected no benefits from participating in a 2183 

consolidated federal income tax return for ratemaking purposes.  All components 2184 

of the calculation of current federal income tax expense in the Company’s filing 2185 

are on a “separate return” basis using information reflecting adjustments to 2186 

operating income and expenses that are being proposed for ratemaking purposes.  2187 
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Consequently, for consistency, a “separate return” basis §199 deduction should be 2188 

used, and IAWC’s current federal taxable income at proposed rates should be 2189 

reduced by the amount that a DPAD would produce at proposed rates for IAWC.  2190 

As noted above, the DPAD adjustment amounts should be calibrated for the 2191 

impact of other adjustments that would affect the production percentage or the 2192 

amount of IAWC’s federal taxable income at proposed rates. 2193 

VII. OTHER ISSUES  2194 

Affiliated Charges - Management Fees/Business Support 2195 

Services 2196 

Q. Are you proposing an adjustment at this time for affiliated Management Fees 2197 

that IAWC has requested? 2198 

A. Not at this time.  The results of the Northstar audit of the affiliated Service 2199 

Company charges raise some quantitative issues that may present the need for an 2200 

adjustment to the affiliated Management Fees.38 However, it is not yet apparent 2201 

how the Northstar findings are applicable in the context of IAWC’s use of a future 2202 

test year ending September 30, 2013 as the basis for its revenue increase request.  2203 

Additional discovery may be needed in order to pursue application of the 2204 

Northstar findings to the future test year affiliated Service Company findings and 2205 

to quantify other aspects of the affiliate charges that should be adjusted.   2206 

 2207 

                                                 

38 IAWC now refers to the affiliated Service Company Management Fees as Business 

Support Services. 
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Q. You have presented a calculation of the revenue deficiency by Rate Area on 2208 

AG Exhibit 2.2, Schedule A.  Does that represent your final 2209 

recommendation? 2210 

A. No.  I am withholding a final recommendation until reviewing the analyses and 2211 

testimony of other parties, the Company’s update to be filed on March 9, and 2212 

further responses to data requests. 2213 

 2214 

Q. Does this conclude your direct testimony? 2215 

A. Yes, it does.   2216 


