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DIRECT TESTIMONY

OF

ROBERTA A. MCKIDDY

MISSOURI-AMERICAN WATER COMPANY

CASE NOS. WR-2003-0500

AND WC-2004-0168

Q. Please state your name and business address.

A. My name is Roberta A. McKiddy.  My business address is 1845 Borman Court, Suite 101, St. Louis, Missouri 63146.

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

A. I am employed by the Missouri Public Service Commission (MoPSC or Commission) in the Utility Services Division, Auditing Department, as a Utility Regulatory Auditor III.

Q. Please describe your educational background?

A. I earned a Masters of Business Administration degree from William Woods University on June 8, 2000.  I earned a Bachelor of Science degree in Business Administration with an emphasis in Finance from Columbia College in July 1997 and obtained an emphasis in Accounting in October 2002.

Q. Please describe your work background.

A. Prior to employment with the Commission, I was employed by the State Emergency Management Agency for the state of Missouri.  I also have previous experience in the areas of accounting, insurance, real estate lending and consumer protection.

Q. Please describe your duties while employed by the Commission.

A. I am currently employed as a Utility Regulatory Auditor III in the Commission’s Auditing Department.  From August 1, 2002 through February 2003, I was employed as a Utility Regulatory Auditor III in the Financial Analysis Department.  From May 1998 to July 2002, I was employed as a Financial Analyst in the Financial Analysis Department.  Prior to my appointment to the Financial Analysis Department, I served in an administrative support position with the Utility Services Division, Accounting Department.  In total, I have been with the Commission a little over eight (8) years.

Q. Have you previously filed testimony before this Commission?

A. Yes.  Schedule 1 attached to this testimony lists the cases in which I have filed testimony.  Schedule 1 also lists the issues I was responsible for in each of those cases.

Q. Did you make an examination and analysis of the books and records of Missouri-American Water Company (MAWC or Company) in regard to issues raised in this case?

A. Yes, in conjunction with other members of the Commission’s Staff (Staff), I specifically examined and analyzed the following documentation:  Company’s responses to Staff data requests, select general ledger information related to my assigned issues, cash vouchers related to miscellaneous expense, select invoices and ad copies related to advertising expense, purchased power and purchased water invoices, and Company workpapers.

Q. What issues will you address in your testimony?

A. I will address the following areas:  advertising expense, tank painting expense, main incident expense, facility locates and cash working capital.

Q. What knowledge, skill, experience, training or education do you have in these matters?

A. I acquired general knowledge of these topics prior to joining the Auditing Department through participation in prior rate cases before this Commission.  Since joining the Auditing Department, I have reviewed in-house training materials on these topics.  I have also acquired extensive knowledge of these topics through review of Staff workpapers from prior rate cases brought before this Commission relating to MAWC and its newly acquired operating districts (i.e., Jefferson City Waterworks Company and St. Louis County Water Company).  My immediate supervisor, in coordination with other senior auditors, has provided guidance and training in these areas and oversight of my work.  In addition, I obtained an emphasis in Accounting from Columbia College in October 2002 that provides me with a broad overview of accounting and auditing.  I have also reviewed prior Commission decisions with regard to these areas.
Q. What is the purpose of your testimony?

A. The purpose of my testimony is to explain and sponsor the following schedule and adjustments:
Accounting Schedule 8

Cash Working Capital

Adjustment S‑12.2


Facility Locates Expense

Adjustment S‑12.4


Tank Painting Expense

Adjustment S-12.6


Main Incident Expense

Adjustment S-14.3


Advertising Expense

Adjustment S-14.20


Main Incident Expense

Adjustment P-88.1


Plant associated with Facility Locates

Adjustment P-95.1


Plant associated with Facility Locates

Adjustment P-98.1.


Plant associated with Facility Locates

The adjustments related to expense can be found on Accounting Schedule 10 - Adjustments to the Income Statement.  The adjustments related to plant can be found on Accounting Schedule 4 – Adjustments to Plant-in-Service.

ADVERTISING EXPENSE

Q. Please explain Adjustment S-14.3.

A. Adjustment S-14.3 is Staff’s adjustment for advertising expense.  The Staff examined and categorized all of the Company’s advertising by placing each advertisement in one of the five ratemaking classifications previously adopted by the Commission.  In Case No. EO-85-185 involving Kansas City Power and Light Company, the Commission established the following classifications:

(1) General Advertising – advertising that is useful in the provision of adequate service;

(2) Safety Advertising – advertising that conveys ways to safely

use the Company’s service and to avoid accidents;

(3) Promotional Advertising – advertising used to encourage or


to promote the use of the particular commodity the utility


is selling;

(4) Institutional Advertising – advertising used to improve


the Company’s public image; and,

(5) Political Advertising – advertising that is associated


with political issues.

The Commission stated that these categories of advertisements were adopted because a utility’s revenue requirement should include the reasonable cost of general and safety advertisements and should not include the cost of institutional or political advertisements.  Furthermore, a utility’s revenue requirement should include the cost of promotional advertisements only to the extent that the utility can provide cost justification for the advertisements.

Adjustment S-14.3 eliminates advertisements that the Staff classified as institutional in nature.  Institutional advertising provides no relevant benefit to the ratepayer.  Since Company did not provide specific classifications for the advertisements identified in its response to Staff Data Request Nos. 68, 175, 180, 205 and 341, the Staff classified advertisements based on the description found either on the invoice or based on an examination of the ad copy provided by the Company.  When Company was unable to produce a copy of the advertisement to match the invoice amount, the Staff disallowed the expense.  In addition to the institutional advertisements, Staff disallowed one advertisement classified as “general” for the Jefferson City operating district, because no copy of the ad could be produced by the Company.  The Company did not have any promotional or political advertising during the test year.  Attached to this direct testimony as Schedule 2 are copies, if provided, of the advertisements disallowed by the Staff.  Schedule 2 also contains the cost per advertisement disallowed.

MAIN INCIDENT EXPENSE
Q. Please describe a main incident as the Staff uses the term in this testimony.

A. A main incident occurs when a water pipe (main) breaks and/or separates completely or a leak is detected which requires a portion of the main to be repaired or completely replaced.

Q. Has the Staff made any adjustment to the level of main incident expense that occurred in 2002?

A. Yes.  Adjustments S-12.6 and S-14.20 adjust test year main incidents expense to reflect a five‑year average of the number of incidents and the adjusted cost for the 12-months ended June 30, 2003.

Q. Why has the Staff used a five-year average for the number of incidents and the adjusted cost per main incident for the twelve-months ended June 30, 2003?

A. The Staff examined the number of main incidents for the twelve‑months ended June 30, 1999 through June 30, 2003.  The actual number of main incidents (excluding contractor breaks) for the twelve months ended June 30 were as follows:


Year




No. of Main Incidents

2003 2.705

2002 1,881

2001 1,960

2000 2,897

1999





2,544

Since no consistent trend could be identified, the Staff chose to use a 
five-year average number of main incidents in order to develop a normalized level of main incidents.  Based on its five-year average, the Staff determined the appropriate normalized number of main incidents to be 2,397.  The Staff believes the adjusted cost for the twelve-months ended June 30, 2003, best reflects the ongoing cost per main incident.

Q. How did the Staff determine the cost per main incident?

A. Staff examined the cost per main incident for the twelve-months ended December 31, 1998 through December 31, 2002 and for the twelve-months ended June 30, 2003, in order to determine the most reasonable ongoing cost per main incident.  Staff chose to use the cost per main incident for the twelve-months ended June 30, 2003, adjusted to reflect the average number of main incidents that require paving repairs.  The Staff determined the appropriate normalized cost per main incident to be $1,751.

TANK PAINTING EXPENSE

Q. Please explain Adjustment S-12.4.

A. Adjustment S-12.4 represents the normalized level of interior and exterior tank painting expense.

Q. How were the normalized levels for interior and exterior tank painting expense determined?

A. Based on information provided by Company in response to Staff Data Request Nos. 80 and 363, no tanks were painted by MAWC during the test year or during the update period.  The last tank painting for which actual cost records exist occurred in 2000 in the Joplin operating district for the Rex Crossing tank.  This was prior to the consolidation of the MAWC properties with the St. Louis County Water Company property.  Staff believes these costs are not representative of the current MAWC system and had concerns about the information supporting the tank painting history and tank painting costs in the “old” MAWC system.  Therefore, the Staff chose to use a weighted‑average calculation based on tank painting for tanks from the old St. Louis County Water Company (SLCWC) system to determine a normalized cost per square foot for interior and exterior painting for each type of tank owned by MAWC.  The normalized costs per square foot developed by the Staff are as follows:

Tank Type

Interior Cost Per Sq. Ft
Exterior Cost Per Sq. Ft.
Elevated


$5.24



$1.98

Ground


$3.53



$0.35

Standpipe


$4.50



$2.50

The Staff believes these cost are the best available representation of the costs that will be incurred by the Company on a going-forward basis.  These costs were applied to the appropriate square footages for the three types of tanks in order to develop a total tank painting cost for MAWC.

Q. How was the annualized tank painting expense determined?

A. The total interior cost of each tank (i.e., interior painting plus inspection) was divided by the average number of years between paintings.  The total exterior cost of each tank (i.e., exterior painting plus inspection) was divided by the average number of years between paintings.  The Staff examined the historical frequency of paintings by tank and compared it to the planning estimates used by the Company.

For purposes of this case, Staff has accepted the planning estimates, used by Company, as a reasonable representation of the frequency of tank painting.  However, Staff recommends the Company keep more accurate records on a going-forward basis, so Staff may base costs in future cases on the actual tank painting frequency experience of the Company.  Specifically, Staff recommends that the Company make use of the internal documents already developed and found in its Operations Manual (i.e., Engineering Standards) relating to Steel Tank and Structure Maintenance.

Q. How was the level of tank inspection expense determined?

A. The Staff was unable to obtain documentation to support a current cost for tank inspections.  Therefore, the Staff chose to use the tank inspection cost per tank developed by the Staff in the last MAWC rate case, Case No. WR-2000-281, based on invoices available at that time.  In that case, the Staff developed an inspection cost per tank of $4,472.14.  This tank inspection cost of $4,472.14 was doubled, one inspection each for interior and exterior, and multiplied by the number of tanks in each district to arrive at the annual district level of tank inspection expense.

FACILITY LOCATES EXPENSE

Q. What is a facility locate?

A. A facility locate requires an individual to identify the different service lines and/or mains that are buried at a customer premise.  The facility locate process identifies the type of utility service (i.e., electric, gas, water, etc.) buried on the customer premises and the approximate location of the service lines/mains on the customer’s property.  The facility locate process minimizes the possibility that a homeowner or outside contractor will damage an existing service line/main when digging occurs at a customer premise.

Q. Please explain Adjustments S-12.2, P-88.1, P-95.1 and P-98.1.

A. Adjustment S-12.2 represents the ongoing annual level of costs for facility locates that will be necessary to meet the requirements of One Call Service.  Adjustments P‑88.1, P-95.1 and P-98.1 include plant-in-service for a vehicle, laptop computer, desktop PCs and field locator dedicated to facility locates.

Q. How was the ongoing annual level of facility locates expense determined?

A. Staff developed its annualized cost for facility locates based on its belief that it is more cost effective for the Company to contract out facility locate services rather than perform the function in-house.  However, Staff did recognize that some in-house personnel would be necessary for the oversight of the contracted services.  As such, Staff made allowance in its adjustment for three full-time employees: a supervisor, one drafting technician and one operations specialist.  These employee levels were identified in a Company analysis that examined the various options to meet its facility locates requirements.  The Staff examined this analysis and believes the additional personnel are appropriate.

Q. How were the costs to perform facility locates determined?

A. Based on information provided by Company in response to Staff Data Request No. 221, Staff identified the anticipated number of locate requests for 2003 as follows:

District

Field Locates
Emergency Locates
Office Locates

  Total

Brunswick
         -0-

             -0-

         -0-


      -0-

Jefferson City
      1,194
            220

        354


   1,768

Joplin

      4,826
             -0-

     1,550


   6,376

Mexico

        -0-

             -0-

         -0-


      -0-

Parkville
      2,412
            194

     1,308


   3,914

St. Charles
      9,044
            386

     8,598


 18,028

St. Joseph
      4,788
             -0-

     1,076


   5,864

St. Louis
    24,310
         6,022

   36,224


 66,556

Warrensburg
      1,548
             -0- 

          92


   1,640

    Total

    48,122
        6,822

   49,202


104,146

The Staff then multiplied these totals by the appropriate cost per locate based on a quote obtained from a locate contractor, SM&P.  Staff also included the One Call fee associated with regular field locates, office locates and emergency locates, as well as costs associated with printing and shipping updated facility records.

CASH WORKING CAPITAL

Q. How did the Staff determine the cash working capital (CWC) requirement?

A. Staff calculated the CWC requirement by performing a lead/lag study consistent with the method used by the Staff and adopted by the Commission in numerous rate cases.

Q. What is the purpose of a lead/lag study?

A. A lead/lag study determines the amount of cash that is necessary on a day‑to-day basis in order for a utility to provide service to its ratepayers.  A lead/lag study also determines who supplies the needed cash.

Q. What are the sources of CWC?

A. The shareholder and the ratepayer are the sources of CWC.

Q. How does the shareholder supply CWC?

A. When a utility spends cash to pay for an expense before the ratepayer provides the cash, then the shareholder must supply the necessary CWC.  This CWC represents a portion of the shareholder’s total investment in a utility.  The shareholder is compensated for the funds provided by the inclusion of the associated CWC requirement in rate base, thereby providing a return on the shareholder’s investment.

Q. How does the ratepayer provide CWC?

A. Ratepayers supply CWC when they pay for the service provided by a utility before a utility must pay for expenses that it incurs in providing that service.  The ratepayer is compensated for the funds through a reduction to rate base for the associated CWC requirement.  This allows the general body of ratepayers to be credited for a rate of return equivalent to that earned on a utility’s investment.

Q. How are the results from a lead/lag study interpreted?

A. A negative CWC requirement indicates that the ratepayer provides the cash working capital in the aggregate during the test year.  A positive CWC requirement indicates that the shareholder provides cash working capital in the aggregate during the test year.

Q. Please explain the components of the Staff’s calculation of CWC, which appear on Accounting Schedule 8, Cash Working Capital.

A. The components of the Staff’s calculation are as follows:

Column A (Account Description) lists the types of cash expenses that the Company pays on a day-to-day basis.

Column B (Test Year Expenses) shows the amount of annualized expense included in the cost of service associated with cash expenses listed in Column A.

Column C (Revenue Lag) is the number of days between the midpoint of the provision of service by a utility and the payment for the service by the ratepayer.  The revenue lag addressed in this case is explained in more detail later in this direct testimony.

Column D (Expense Lag) is the number of days between the receipt of and the payment for, the goods and services (i.e., cash expenditures) used to provide service to the ratepayer.

Column E (Net Lag) results from the subtraction of the Expense Lag (Column D) from the Revenue Lag (Column C).

Column F (Factor) expresses the CWC lag in days as a fraction of the total days in the test year.  This is accomplished by dividing the Net Lags in Column E by 365.

Column G (CWC Requirement) the average amount of cash necessary to provide service to the ratepayer.  This is computed by multiplying the Test Year Expenses (Column B) by the CWC Factor (Column F).

Q. Please describe the revenue lag.

A. The revenue lag is defined as the amount of time between the provision of service by a utility and the utility’s receipt of the payment for that service from the ratepayers.  In this case, a revenue lag has been developed for each operating district.  The revenue lag is the sum of three subcomponent lags.  They are defined as follows:

Usage Lag
The midpoint of the average time elapsed from the beginning of the first day of a service period through the last day of that service period.

Billing Lag
The period of time between the end of the last day of a service period and the day the bill is placed in the mail by a utility.

Collection Lag

The period of time between the day the bill is placed in the mail by a utility and the day the utility receives payment from the ratepayer for services performed.

Q. Please define how you are using the term “service period” in this testimony.

A. In reference to the revenue lag, a service period is merely the amount of time, in days, in which the customer receives utility service for billing purposes.  In discussion of expense lags, this term denotes the period in which a utility receives materials or services from its suppliers.

Q. Please explain the calculation of the usage lag.

A. The usage lag is computed by dividing the number of days in the test year (365) by the number of billing periods in a year, twelve (12) for monthly billings and four (4) for quarterly billings and dividing those results by two (2) to derive the average service period.  The usage lag is 15.21 days for monthly billings and 45.625 days for quarterly billings (the St. Louis operating district is the only operating district with quarterly billing).  These lags hold true with the exception of the public fire and private fire rate classifications.  Per Company’s response to Staff Data Request No. 388, the St. Louis operating district is the only district that has a public fire rate classification and it is billed in advance on both a monthly and quarterly basis.  As such, the respective usage lag for the public fire rate classification is negative (15.21) days for monthly billings and negative (45.625) days for quarterly billings.  (From this point forward, negative numbers will be denoted in parentheses.)

All operating districts have a private fire rate classification and are also billed in advance.  All operating districts with the exception of the St. Louis operating district are billed on a monthly basis resulting in a usage lag of (15.21) days.  In the St. Louis operating district, there are four (4) billing types for the private fire rate classification:  annual, semi-annual, quarterly, and monthly.  Staff derived a weighted average lag based on the number of customers in each billing category.  The overall weighted usage lag for the private fire rate classification for the St. Louis operating district is (98.64) days.

The overall usage lag for each district was determined by weighting each applicable usage lag described above by the revenue dollars associated with each rate classification.

Q. What period of time did the Staff use for the billing lag?

A. Staff used a billing lag of two days based on information obtained from the Company.

Q. How did the Staff determine the collection lag in this case?

A. The collection measures the time between when the bill is mailed and when it was paid.  Due to the change in the Company’s billing system, the Staff agreed to use an accounts receivable turnover ratio to determine the collection lag.  This ratio could only be determined for the St. Louis operating district by the June 30, 2003, update.  Data for the other districts will be available for consideration at the time of the Staff’s true-up.  The Staff would prefer to use a sample of actual customer billings instead of an accounts receivable turnover ratio to determine the collection lag and will pursue this avenue in future cases.

Q. Please give the summary of the total revenue lag.

A. The following is a summary of the revenue lags for each operating district within the MAWC system:

District
Usage Lag
Billing Lag
Collection Lag

Total

Brunswick
14.421

2.00


25.58

42.001

Jefferson City
15.124

2.00


25.58

42.704

Joplin
14.453

2.00


25.58

42.033

Mexico
14.277

2.00


25.58

41.857

Parkville
14.569

2.00


25.58

42.149

St. Charles
14.795

2.00


25.58

42.375

St. Joseph
14.926

2.00


25.58

42.506

St. Louis
35.381

2.00


25.58

62.961

Warrensburg
14.538

2.00


25.58

42.118
Q. Please explain the expense lags for each item listed on Accounting Schedule 8.

A. The expense items listed on Accounting Schedule 8, Lines 1 through 4, relate to payroll.  Payroll has been subdivided into the following four components: base payroll, tax withholding, employee investment plan (EIP) – employee portion, and 401K ‑ employee portion.

Q. Please explain the base payroll expense lag calculation on Line 1 of Accounting Schedule 8.

A. The base payroll expense lag is the time lapse between the midpoint of the period in which employees earn wages (i.e., weekly, bi-weekly - the payroll period) and the date the wages are paid by MAWC.  The Staff derived a base payroll expense lag of 11.934 days based on information provided by Company in response to Staff Data Request No. 89.

Q. What is the basis for the expense lag days assigned to tax withholdings?

A. The expense lag days for tax withholdings are based upon the same payroll periods used for base payroll.  The respective expense lag day computations consider the time-lapse between the average date the respective payroll is earned by the employee and the tax due dates.  Staff derived its overall expense lag days for tax withholdings by taking a dollar-weighted average of the expense lags for federal income taxes, FICA, state income taxes, and local income taxes withheld.  Staff computed an average expense lag for tax withholdings of 16.881 days.

Q. Please explain the expense lag calculation for employee investment plan (EIP) - employee portion and 401K – employee portion.

A. Expense lags for the employee portions of EIP and 401K are based on the same payroll periods as base payroll, the time lapse between the midpoint of the period in which employees earn wages and the date the wages are paid by MAWC.  It also takes into consideration the time elapsed between the date wages are paid by MAWC and the date the funds withheld for EIP and 401K are deposited.  The Staff derived an expense lag of 38.824 days for EIP and 401K based on information provided by Company in response to Staff Data Request No. 89.  Based on additional information received from the Human Resources Department of MAWC, Staff learned the employer portion is deposited at the same time as the employee portion.  Therefore, Staff will use an EIP and 401K expense lag of 38.824 days for the employer portion of these items.

Q. Please explain the expense lag for purchased power (electricity) as found on Accounting Schedule 8 at Line 7.

A. The expense lag for purchased power is the time lapse between the midpoint of the period when MAWC receives electric service from suppliers and the date payment for such services is due.  Because of the large number of invoices, Staff chose to use a sample of approximately 80 invoices, provided in response to Staff Data Request No. 29, to determine the appropriate expense lag.  Based on this sample, Staff determined the expense lag for purchased power to be 37.203 days.

Q. Please explain the treatment of chemicals and materials and supplies expense on Accounting Schedule 8 at Lines 8 and 9.

A. Chemicals and materials and supplies inventories are already included in the rate base calculations because the utility pays for these items in advance of their use in providing service.  This rate base inclusion provides a rate of return on the inventory and compensation for the funds advanced to purchase these items.  Including this item in CWC would, in essence, result in a double counting in the Staff’s overall calculation of revenue requirement.  Therefore, Staff has assigned an expense lag equal to the revenue lag for these items in order to produce a zero CWC revenue requirement effect. 

Q. Please explain the expense lag for purchased water.

A. The expense lag for purchased water is the time lapse between the midpoint of the period when MAWC receives the water from suppliers and the date on which payment for such water is due.  Staff used invoices relating to purchased water provided in Company’s response to Staff Data Request Nos. 29, 39 and 175 from which to determine the appropriate expense lag.  Based on these invoices, Staff determined that the expense lag for purchased water is 42.453 days.

Q. Please explain the expense lag for service company charges.

A. The expense lag for service company charges is the time lapse between the midpoint of the period when MAWC receives the service from its affiliate, American Water Works Service Company, and the date payment for such services is due.  Staff used information provided in Company’s response to Staff Data Request Nos. 43 and 345 to determine the appropriate expense lag.  Based on the information provided, Staff determined the expense lag for service company charges to be 42.295 days.

Q. Please explain the computation of the expense lag for group insurance expense on Accounting Schedule 8 at Line 12.

A. Per Company’s response to Staff Data Request No. 89, group insurance expense is paid by the 8th day of the current month for insurance coverage during that month.  Therefore, Staff calculated the expense lag by taking the time elapsed from the midpoint of the coverage period to the date the premium is due.  Staff determined the expense lag for group insurance expense to be (7.500) days.

Q. What is the basis for the expense lag for post-retirement benefits other than pensions (OPEBs)?

A. According to Company’s response to Staff Data Request No. 100, OPEBs expense is paid at both the corporate level and in the St. Louis operating district.  A portion of the OPEBs expense for the St. Louis operating district is paid to Bankers’ Trust and has no required payment date and must only be paid by the end of the year.  The other portion is related to non-union employees and is due by the 15th of every month payable to Great‑West Life.  Staff realizes that MAWC is no longer making payments to Great-West Life.  However, at the time of this filing, the only payment information available to Staff from which to calculate an expense lag was that related to Great-West Life.  As a result, the Staff was required to calculate two lags.  For the portion with no specific due date, Staff took into consideration the time elapsed between the midpoint of the service period (a calendar year) and the actual date the OPEBs payments were made.  For the portion with a specific due date, Staff considered the time elapsed between the midpoint of the service period (a month) and the required due date (the 15th of the current month).  Staff then used a dollar-weighted approach to develop an overall lag for OPEBs expense.  Based on this approach, Staff determined the expense lag for OPEBs to be 3.412 days.

Q. What is the basis for the expense lag for pensions expense?

A. According to Company’s response to Staff Data Request No. 102, pensions expense is paid at the corporate level only.  Staff received additional information in Company’s response to Staff Data Request No. 333, which is the basis for Staff’s calculation of the expense lag for pensions expense.  Staff considered the time elapsed between the midpoint of the service period and the actual payment date.  As such, Staff determined the expense lag for pensions expense to be 17.579 days.

Q. Please explain how the expense lag for insurance other than group was developed.

A. Based on information provided by the Company in response to Staff Data Request Nos. 101 and 329, Staff determined MAWC has five major categories of insurance premiums.  The Staff calculated separate expense lags for each category and then calculated a dollar-weighted average to develop an overall expense lag for insurance other than group.  Staff took into consideration the time elapsed between the midpoint of the coverage period and the actual payment dates.  The Staff determined the expense lag for insurance other than group to be (47.660) days.

Q. Please explain the treatment of uncollectible accounts on Accounting Schedule 8 at Line 18.

A. The uncollectible account is an expense in name only.  It is actually a lack of revenue collection and, therefore, does not represent a cash flow for payment of an expense.  Therefore, the expense lag has been set equal to the revenue lag to produce a zero net CWC lag and CWC revenue requirement.

Q. How was the expense lag for rents derived?

A. MAWC has two forms of rents, building rents and equipment leases.  Staff calculated an expense lag for each of the four districts where MAWC uses rented property.  The expense lag calculation for building rents considers the time elapsed between the midpoint of the rental period and the required due dates in each district.  In follow-up to Company’s response to Staff Data Request No. 104, Staff was informed that all equipment lease payments are due in advance by the 10th day of each month.  Therefore, Staff calculated the expense lag for equipment leases based on the time elapsed between the midpoint of the rental month and the 10th day of the month.  Once separate expense lags were derived for building rents and equipment leases, Staff calculated a dollar-weighted average to compute an overall expense lag of (9.960) days.

Q. Please explain the cash voucher expense lag on Accounting Schedule 8 at Line 20.

A. The cash vouchers line item is designed to include all O&M expenses within the study that are not specifically analyzed in a separate line item.  Due to the voluminous nature of cash vouchers, Staff chose to use a sample of approximately 240 invoices provided to Staff in Company’s response to Staff Data Request Nos. 175 and 337 to determine a representative lag for cash vouchers.  Staff determined the representative expense lag for cash vouchers to be 21.405 days.

Q. Please explain the expense lag for the employer’s portion of FICA tax on Accounting Schedule 8 at Line 23.

A. The employer’s portion of FICA taxes is the amount of taxes paid by the employer on payroll paid to the employees.  The expense lag is calculated using the same method that is used to calculate the lag for the employee’s portion of FICA taxes.  This calculation was discussed earlier in my direct testimony (see page 16 of this testimony).  The expense lag for the employer’s portion of FICA taxes is 12.901 days.

Q. Please explain the expense lag for federal and state unemployment tax on Accounting Schedule 8 at Lines 24 and 25, respectively.

A. The expense lags for federal and state unemployment taxes represent the length of time between the average day services are rendered by the employee and the day MAWC pays the tax associated with that service.  The Staff determined the appropriate expense lag for both federal and state unemployment taxes to be 76.375 days.

Q. Please explain the expense lag for property taxes as shown on Accounting Schedule 8 at Line 26.

A. The property tax lag days were calculated by using the midpoint of the service period (a calendar year) and the required due date (December 31) for property taxes paid by MAWC.  The property tax expense lag is 182.50 days.

Q. Please explain the expense lag for gross receipts tax on Accounting Schedule 8 at Line 31.

A. Gross receipts taxes are paid monthly or quarterly based upon the individual requirements of the taxing entities.  The lag for this item must include the appropriate time span between the midpoint of the tax period and the time MAWC pays the gross receipts taxes to the taxing entities.  Based on information provided by Company in response to Staff Data Request Nos. 92 and 95, Staff calculated a dollar‑weighted average based on applicable payment requirements to develop an overall gross receipts tax expense lag.  Staff determined the expense lag to be 47.365 days.

Q. Please explain the corporation franchise tax expense lag on Accounting Schedule 8 at Line 27.

A. Corporation franchise taxes are paid annually.  The expense lag considers the time elapsed between the midpoint of the taxable period (a calendar year) and the statutory due date (April 15 of the following year).  Staff determined the expense lag for corporation franchise taxes is 287.50 days.

Q. Please explain the sales tax expense lag on Accounting Schedule 8 at Line 32.

A. The expense lag for sales tax takes into consideration the time elapsed between the midpoint of the taxable month and the date sales tax is required to be paid to the State of Missouri.  Staff calculated two separate expense lags relating to sales tax expense based on information provided by the Company in response to Staff Data Request Nos. 96 and 328.  One expense lag is based on advance tax payments that are made on each Monday of the month and a second expense lag is based on calculated tax payments that are paid monthly, as required by the Missouri Department of Revenue.  A dollar-weighted average of these two lags produces a sales tax expense lag of 11.480 days.

Q. Please explain the Missouri primacy fee expense lag found on Accounting Schedule 8 at Line 33.

A. The Missouri primacy fee is a fee mandated by the State of Missouri as part of the Public Drinking Water Program (Missouri Code of State Regulations, 
10 CSR 60-16.010).  These fees are due no later than October 31 of each year.  Staff considers Missouri primacy fees a source of funds for MAWC and believes it is appropriate to include such fees as a line item in its CWC lead/lag study since the Company has use of these funds until they are paid to the taxing entity.  In calculating the expense lag, Staff considered the time elapsed from the midpoint of the service period (September 1, 2001 – August 31, 2002) to the required due date of October 31.  Staff determined the expense lag for Missouri primacy fees to be 243.500 days.

Q. How was the expense lag for the MoPSC Assessment calculated?

A. This lag was computed using actual amounts paid and the due dates of the assessment.  Calculations were based on the elapsed time between the midpoint of the assessment period and the required due dates for each quarterly payment.  Quarterly payments are due on July 15, October 15, January 15 and April 15, respectively, during each fiscal year, July 31 through June 30.  The amount of each respective payment was obtained from the Commission’s PSC Assessment Ledger.  The expense lag for the MoPSC Assessment is (31.625) days.
Q. Why does the revenue lag for sales taxes, gross receipts taxes and Missouri primacy fees differ from the revenue lag you discussed above?

A. MAWC acts solely as an agent of the taxing authority in collecting sales taxes, gross receipts taxes and Missouri primacy fees from the ratepayer and in paying the proper institution on a timely basis.  MAWC does not provide any service to the ratepayer associated with these taxes and fees.  Since the expense lags for gross receipts taxes and primacy fees are measured from the date of billing, the revenue lag equals only the period of time required to collect revenues, the collection lag of 25.58 days.  Since the expense lag for sales taxes is measured from the date sale taxes are collected, there is no lapse in time for the collection of revenues.  Therefore, the revenue lag for sales taxes is zero.

Q. Please identify any other components of CWC that do not directly appear in the Staff’s Accounting Schedule 8.

A. The federal income tax offset, state income tax offset and interest expense offset do not directly appear in the Staff’s Accounting Schedule 8, Cash Working Capital.  These items appear as separate line items in the Staff’s Accounting Schedule 2, Rate Base.  They are known and certain obligations of MAWC with payment periods and payment dates established by statute or bond indentures.  Staff believes amounts collected from ratepayers, which the Company intends to use for the payment of taxes and interest, represent a source of cash for MAWC and has use of such funds until they are passed on to the appropriate taxing authority or bondholder.  Therefore, Staff believes it is appropriate to include taxes and interest as offsets in a lead/lag analysis.

Q. Why are the federal income tax offset, state income tax offset and interest expense offset included in the Staff’s Accounting Schedule 2, Rate Base, rather than Accounting Schedule 8, Cash Working Capital?

A. The expense component used for these offsets is tied directly to the mechanical computation of the revenue requirement.  The Staff’s computer-generated revenue requirement is based on a computer program with the capability of extracting appropriate amounts for federal income tax, state income tax and interest expense based on amounts obtained from Accounting Schedule 11, Income Tax.  The computer program applies the CWC factor for each respective component and places the CWC revenue requirement directly in Accounting Schedule 2.

Q. Please explain the federal and state income tax offsets.

A. The federal and state income tax offsets represent the period of time between the midpoint of the taxable period (a calendar year) and the required dates taxes are due to the federal and state taxing authorities.  Currently, 100% of the estimated federal tax must be paid during the year in four quarterly installments, which are due by the 15th day of April, June, September and December.  For state income tax, 90% of the estimated state income tax must be paid during the year in four quarterly installments, which are due by the 15th day of April, June, September and December.  The remaining 10% is due by March 15th of the following year.  The payments made on April 15 and June 15 are considered paid in advance, while payments made on September 15, December 15 and March 15 of the following year are considered paid in arrears.  Staff weighted the federal and state income tax lags by the percentage of the total payment due at each payment date to obtain a federal and state income tax expense lags of 37.000 days and 58.950 days, respectively.  The Staff subtracted these expense lags from the revenue lags to produce net CWC lags, which when divided by 365 days, produce the CWC factors used for calculating the federal and state income taxes offsets appearing on Accounting Schedule 2, Rate Base.

Q. Please explain the interest expense offset.

A. The interest expense lag is computed by determining the time elapsed between the midpoint of the interest period for MAWC’s long-term debt and the required due date for the payment of interest on long-term debt.  A similar calculation is performed for short-term debt.  However, in this case, Staff has used the expense lag for service company charges as a substitute for the short-term debt interest expense lag since MAWC obtains all its short-term debt financing through its subsidiary, American Water Capital Corporation.  Staff then dollar‑weighted the expense lags to derive an overall interest expense lag of 172.309 days.  This expense lag was subtracted from the revenue lag and then divided by 365 days to determine the CWC factor used for calculating the interest offset appearing on Accounting Schedule 2, Rate Base.

Q. What was the result of the Staff’s lead/lag calculation?

A. The individual calculations, when totaled, result in a total net ratepayer‑supplied funds and illustrate the excess of CWC supplied by the ratepayer over the amount supplied by the shareholder.  The CWC component is deducted from rate base to compensate the ratepayer for the use of their funds.  This is shown on Accounting Schedule 8.

Q. Has the Staff proposed that expenses for deferred taxes and depreciation be included as a component of the lead/lad study for cash working capital?

A. No.  The Staff has not included these non-cash items in its lead/lag study. The utility does not need to have cash on hand for deferred tax and depreciation expenses because there is no cash outlay on a day-to-day basis associated with payment of these items.  In the case of deferred taxes and depreciation expense, there are no outside parties demanding payment for these items.  Because these items do not reflect a need for cash for the utility, Staff believes it is inappropriate to include such items in a lead/lag study designed to measure the utility’s need for cash to pay day-to-day cash expenses.  The Commission has ruled without exception on this matter, that inclusion of these items in a lead/lag study defeats the purpose of a cash working capital allowance as Staff defines it.

Q. Does this conclude your direct testimony?

A. Yes, it does.
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