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I. INTRODUCTION AND BACKGROUND 1 

Q. Please state your name and business address. 2 

A. Paul J. Hanley, 1000 South Schuyler Avenue, Kankakee, Illinois, 60901. 3 

Q.  By whom are you employed and in what capacity? 4 

A. I am the Controller for Aqua Illinois, Inc. (“Aqua Illinois” or the “Company”). 5 

Q. Please state your educational, professional and business background and 6 

experience. 7 

A. I am a Certified Public Accountant, with a degree in accountancy from the University 8 

of Illinois.  I am a member of the American Institute of Certified Public Accountants 9 

and the Illinois CPA Society.  Since receiving my Accountancy degree, I have held 10 

three positions as an accountant, with increasing levels of responsibility, culminating in 11 

my current position with Aqua Illinois. 12 

Q. What are your responsibilities as Controller of Aqua Illinois? 13 

A. As Controller, I am responsible for supervising the financial operations for Aqua 14 

Illinois.  These duties include overseeing the budget, forecasting, overseeing rates and 15 

supervising the day-to-day financial operations of the Company. 16 

Q. Have you previously testified in regulatory proceedings before the Illinois 17 

Commerce Commission (“Commission”)? 18 

A. Yes. 19 

Q. When did you last testify for the Commission? 20 

A. I am currently providing testimony in Docket No. 13-0155, a petition requesting a 21 

certificate of public convenience and necessity to operate water and wastewater systems 22 

in Ogle and Winnebago Counties, and I’m also providing testimony in Docket No. 13-23 
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0308, a petition requesting a certificate of public convenience and necessity to operate a 24 

wastewater system in Kankakee County. 25 

II. PURPOSE OF TESTIMONY 26 

Q. What is the purpose of your testimony in this proceeding? 27 

A. The purpose of my testimony is to address the requested approvals for accounting 28 

entries and depreciation rates and to present the pro forma income statement and rate 29 

base for the acquisition (“Acquisition”) of a water supply and distribution system (the 30 

“System”), which has been owned and operated by the McHenry Shores Water 31 

Company (“McHenry Shores”), though it is currently under the control of a bankruptcy 32 

trustee. This request is further described in Aqua Illinois’ Verified Petition filed in this 33 

docket on October 23, 2013 (the “Petition”).  I also address the financial impact of the 34 

Acquisition on Aqua Illinois and its existing customers.  Concurrently with my 35 

testimony, Aqua is filing the testimony of Mr. Craig Blanchette, Aqua Exhibit (“Ex.”) 36 

1.0, who discusses the asset purchase agreement, relevant background, tariff language, 37 

and operations of the System. 38 

Q. Are you offering any Exhibits in this proceeding? 39 

A. Yes.   I am offering Aqua Ex. 2.1 - Pro Forma and Supporting Schedules for McHenry 40 

Shores Water Company. 41 

Q. Please describe the schedules within Aqua Ex. 2.1. 42 

A. Aqua Ex. 2.1 contains the following five schedules:  43 

 1. Pro Forma Income Statement with Rate of Return showing the initial investment, 44 

number of customers, revenues, expenses, net income, rate base, and rates of return. 45 

 2. Projected Capital Spending, including the initial investment, closing costs, and future 46 

capital spending. 47 
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 3. Average Residential Bill based on the current rates in the System, and the proposed 48 

average residential bill calculated utilizing Aqua Illinois’ tariffs in ILL. C.C. No. 49 49 

and consumption from McHenry Shores’ 2012 Form 22 ILCC Annual Report. 50 

 4. Accounting Entries to record the Acquisition and associated amortization of the 51 

acquisition adjustment. 52 

 5. Depreciation rates of Aqua Illinois’ Consolidated Water Division. 53 

Q. Was this exhibit prepared by you or under your supervision and direction? 54 

A. Yes. 55 

III. PRO FORMA FOR MCHENRY SHORES WATER SYSTEM 56 

     Q.     Please summarize the proposed Pro Forma of the System; specifically Schedule 1. 57 

 A. The Pro Forma, attached as Aqua Ex. 2.1, Schedule 1, and other supporting schedules, 58 

illustrate the projected results of the Acquisition.  The columns reflect the operating 59 

results for 2012 when the System was owned and operated by McHenry Shores.  Next, 60 

I show the anticipated operating results for the years 2014 – 2018 when the System 61 

will be owned by Aqua Illinois.  The left side of the schedule shows beginning rate 62 

base (purchase price), capital improvements, customers & growth, average residential 63 

rates, revenues, a summary of the expenses, net income, return on rate base and return 64 

on equity, and finally the detail of operating expenses.  For the year 2012, I relied on 65 

the revenue and operating expenses while the System was managed and operated by 66 

McHenry Shores.  These amounts were pulled from McHenry Shores’ 2012 Form 22 67 

ILCC Annual Report.  For the year 2014, I assumed a full year of ownership by Aqua 68 

Illinois of the System.  I built this forecast utilizing some of the operating costs from 69 

2012, as well as the average cost per customer from Aqua Illinois’ current operations 70 

for other costs that may be incurred under Aqua’s ownership.  Under the proposed 71 
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ownership of Aqua Illinois during the years 2014 – 2018, I incorporated the operating 72 

expenses from the System, additional expenses under Aqua Illinois’ ownership, and 73 

the anticipated income to generate these financial projections.  During 2014, under 74 

Aqua Illinois’ ownership, the anticipated rate of return on equity is projected to be 75 

approximately 3.5%.  Aqua Illinois expects that the rate of return will decline in future 76 

years until sometime in the future when a rate case is filed and a Commission order is 77 

issued.   78 

      Q. Please describe the process used to assess the value of rate base for the System. 79 

 A.  Given the difficulty of placing a value on the existing assets of the System, Aqua 80 

cannot reasonably build a rate base.  Therefore, based on information approved in 81 

Docket No. 01-0488/01-0490 (consolidated); page 16; paragraph 5, Aqua Illinois is 82 

following the Commission’s recommendation “to use the purchase price approved by 83 

the Commission… as the original cost rate base.”  Therefore, Aqua will establish rate 84 

base at $427,000, the purchase price of the system.  The corresponding journal entry 85 

can be found on Aqua Ex. 2.1; Schedule 4. 86 

      Q. Does Aqua Illinois anticipate any additional capital spending after acquiring the 87 

System? 88 

 A. Yes.  Upon Aqua’s initial inspection of the System, a significant amount of capital will 89 

be invested over the first five year period of ownership (2014 – 2018).  A list of the 90 

anticipated capital projects, totaling $1,293,625, can be found on Aqua Ex. 2.1, 91 

Schedule 2.  A majority of the capital spending will occur in the first year due to a 92 

history of violations and deficiencies in the System.  This lack of operational 93 

effectiveness is discussed further in Mr. Blanchette’s testimony.  Aqua anticipates 94 

spending $1,035,625 in the first year of operation.  Given the initial purchase price and 95 
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projected first year capital investments, Aqua will invest approximately $2,740 per 96 

customer in the System during the first year [($427,000 + $1,035,625) / 534 97 

customers]. 98 

      Q. How does the average investment per customer in the System compare with other 99 

Aqua customers in Illinois? 100 

 A. Aqua currently invests about $2,440 per water customer, compared to the $2,740 per 101 

customer for McHenry Shores’ customers. 102 

      Q. In your opinion, is the $300 difference a significant increase over the existing 103 

customers? 104 

 A.  No, the cumulative difference of $160,200 ($300 x 534 customers) is not a significant 105 

increase, and the additional rate base would not place any financial burden on existing 106 

Aqua customers.  The $160,200 amounts to only 0.1% of the existing rate base for 107 

Aqua Illinois water customers. 108 

      Q. Please explain how you arrived at the annual revenue and average residential 109 

customer bill for the year 2012? 110 

 A.  According to McHenry Shores’ 2012 Form 22 ILCC, the System generated $94,575 of 111 

revenue in 2012.  Given this amount of revenue and the System’s existing tariffs, I 112 

calculated an average monthly bill of $14.76 and an average monthly consumption of 113 

4,531 gallons.  Please see Aqua Ex. 2.1; Schedule 3 for the calculations. 114 

      Q. Please explain how you arrived at the annual revenue and average residential 115 

customer bill for the year 2014? 116 

 A.  As stated above, the projected rate base per customer is comparable for the System and 117 

the existing water customers of Aqua Illinois.  Therefore, Aqua is proposing to bring 118 

this System directly into Aqua’s Consolidated Water Division.  The forecast for the 119 
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average residential bill for this System in 2014 is calculated using the existing tariffs 120 

of our Consolidated Water Division and the average monthly consumption from 121 

McHenry Shores’ 2012 Form 22.  As shown in Aqua Ex. 2.1, Schedule 3, the average 122 

monthly bill in 2014 is calculated at $44.53.  According to Schedule 1, at these new 123 

rates, the System will generate $285,364 in annual revenue, resulting in $190,789 of 124 

additional revenue during the first full year of ownership by Aqua Illinois.  However, 125 

the System will only generate a return on equity of 3.57%, which is about six 126 

percentage points below our current allowed return on equity of 9.49%, as approved 127 

by the Commission in Docket No. 11-0436. 128 

 Q.  How do you estimate what the System’s annual revenue and average residential 129 

customer bill would be if it were not consolidated? 130 

A. To illustrate how the annual pro forma for the System would look if Aqua were to leave 131 

McHenry Shores as a stand-alone company, in the year 2015, I projected a 35% rate 132 

increase to achieve our current allowed return on equity of 9.49%.  Increasing the rates 133 

by 35% causes the average monthly residential bill to increase to $60 per month. The 134 

total revenue generated by the system would be $385,070; an increase of $99,706 over 135 

the projected rates under consolidation.  This additional revenue would be spread over 136 

the 534 customers of the System. 137 

 Q. In your opinion, do you believe the System will benefit from being consolidated 138 

with the existing Aqua Illinois Consolidated Water Division? 139 

A. Yes, given the estimated usage of 4,531 gallons, I do not foresee Aqua’s existing 140 

consolidated water customers experiencing a rate increase up to or near 35%.  The 141 

additional revenue ($99,706) required to bring McHenry Shores to the allowed rate of 142 

return could eventually be spread amongst the entire consolidated water division.  143 
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When the customers of McHenry Shores are consolidated with Aqua’s existing water 144 

customers, their rates will be lower than if these customers remained on a stand-alone 145 

system.  Therefore, McHenry Shores’ customers will benefit from being consolidated 146 

with Aqua’s existing consolidated customers. 147 

 Q. In your opinion, do you believe that existing Aqua Illinois Consolidated Water 148 

customers will subsidize or otherwise be burdened by McHenry Shores’ 149 

customers? 150 

A. No.  Existing Aqua water customers would theoretically have an additional $99,706 151 

($385,070 - $285,364) in additional revenue to add to the existing revenue base.  This 152 

only represents a 0.2% increase over our projected water revenues.  I do not believe this 153 

would amount to a significant burden on our existing water customers.  Furthermore, 154 

the additional $99,706 in revenue would not be absorbed into the Aqua Consolidated 155 

rate structure until a future rate proceeding.  Aqua Illinois would carry the burden of 156 

not earning this additional revenue until the next rate case. 157 

IV. ACCOUNTING ENTRIES – MCHENRY SHORES WATER COMPANY 158 

  Q. How does Aqua Illinois propose to record the original cost of the acquired plant? 159 

 A. In accordance with Commission Policy and the Uniform System of Accounts 160 

(“USOA”), 83 Ill. Admin. Code, Pt. 605, Aqua Illinois proposes to record the original 161 

cost of the acquired plant as a credit to Account 104.  This is set forth in Aqua Ex. 2.1, 162 

Schedule 4.  The proposed journal entries are submitted to clear from Account 104 the 163 

amounts involved.  The proposed journal entries are consistent with the requirements of 164 

the USOA. 165 

Q. Please discuss the accounting entries which will be made to record the Acquisition. 166 
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 A. Aqua Illinois proposes to record the acquisition adjustment to Account 114.   Then, 167 

according to and consistent with the language in Docket No. 01-0488/01-0490 168 

(consolidated), Aqua Illinois proposes to amortize the Acquisition Adjustment 169 

above-the-line to Account 406 over a period of 20 years.  The accounting entries 170 

proposed by Aqua Illinois are shown in Aqua Illinois Ex. 2.1, Schedule 4. 171 

Q. Will Aqua Illinois incur other costs to complete the transaction? 172 

A. Yes.  As stated in the Petition, Aqua Illinois will incur and has incurred costs related to 173 

the Acquisition, which may include but are not limited to: inspection fees, engineering 174 

expense, legal costs and fees, as well as other transaction-related expenses, which are 175 

estimated to total approximately $50,000.00. 176 

Q. Where does Aqua Illinois propose to record the anticipated transaction costs of 177 

the Acquisition? 178 

 A.  According to the USOA for Water Utilities, adopted by reference in 83 Ill. Admin. 179 

Code Pt. 605, the costs of the Acquisition, including incidental expenses properly 180 

includible in utility plant, will be recorded to Account 114 – Acquisition Adjustments.  181 

Aqua Illinois proposes to amortize the Acquisition Adjustment above-the-line to 182 

Account 406 over a period of 20 years.  The accounting entries proposed by Aqua 183 

Illinois are shown in Aqua Ex. 2.1, Schedule 4. 184 

V. DEPRECIATION RATES 185 

Q. What depreciation rates does the Company propose? 186 

 A. Aqua Illinois proposes to use the depreciation rates of the Consolidated Water Division 187 

rate area that have been established in Aqua Illinois’ most recent rate proceeding in 188 

Docket No. 11-0436. A schedule of those rates is provided in Aqua Ex. 2.1, Schedule 5. 189 

      VI.   FINANCIAL IMPACT ON EXISTING AQUA ILLINOIS CUSTOMERS 190 
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      Q. Will the proposed transaction result in the unjustified subsidization of non-utility 191 

activities by Aqua Illinois or its customers? 192 

 A. The Acquisition will not result in the unjustified subsidization of non-utility activities 193 

by Aqua Illinois or its customers.  At present, neither Aqua Illinois nor the System 194 

engages in a significant level of such activity. 195 

     Q. Will costs and facilities be fairly and reasonably allocated between utility and 196 

non-utility activities in the future in such a manner that the Commission may 197 

identify those costs and facilities which are properly included by the utility for 198 

ratemaking purposes? 199 

 A. At present, neither Aqua Illinois nor the System engages in a significant level of non-200 

utility activities.  To the extent Aqua Illinois engages in such activities in the future, it 201 

will continue to maintain its books and records in such a manner as to fairly and 202 

reasonably allocate utility and non-utility activities, and allow the Commission to 203 

identify costs and facilities that are properly included for ratemaking purposes. 204 

      Q.  How will the Acquisition impact future capital spending and the capital 205 

structure of Aqua Illinois? 206 

    A.  The Company’s Acquisition of the System will not adversely impact Aqua Illinois’ 207 

capital plan and capital structure.  Aqua Illinois’ goal is to attain a capital structure of 208 

53% equity and 47% debt, with an allowed return on equity of no less than 9.49%, as 209 

previously approved by the Commission in Docket No. 11-0436.  Furthermore, the 210 

Acquisition will not impair Aqua Illinois’ ability to raise necessary capital on 211 

reasonable terms. 212 

 Q.  Will the Acquisition and the financing of needed improvements to the System 213 

impose a financial burden on Aqua Illinois’ existing customers? 214 
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 A.  No.  Aqua Illinois plans to implement the water rates currently in existence for the 215 

Consolidated Water Rate Area.  The projected operating revenues less the operating 216 

costs and capital improvements, which are described in the attached Pro Forma, Aqua 217 

Ex. 2.1, show an average return on equity for the period 2014 – 2018 to be 1.2%.  In 218 

order for the System to earn a current allowed return on equity of 9.49% (Docket No. 219 

11-0436), additional revenue in the amount of $82,500 would be needed.  $82,500 of 220 

additional revenue for the existing Aqua Illinois customers would only increase rates 221 

by 0.16%.  I do not believe this would constitute a financial burden for our existing 222 

customers. 223 

      VII.   CONCLUSION 224 

      Q.  Does this conclude your direct testimony? 225 

A.  Yes. 226 


