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OF
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Introduction

Please state your name, title and business addse

A. John S. Riley, PO Box 2230, Jefferson City, $disi

65102

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

A. I am employed by the Office of the Public Coun$8RC”) as a Public Utility Accountant
Il.

Q. Please describe your educational background.

A. | earned a B.S. in Business Administration vatmajor in Accounting from Missouri State
University.

Q. Are you a Certified Public Accountant (“CPA”) licensed in the state of Missouri?

A. Yes. | have been a Certified Public Accounfannearly 20 years.

Q. Are you a member of any professional Accountingrganizations?

A. Yes. | am a member of the Institute for Intéraditors (“11A”).

Q. Please describe your professional experience.

A. | was employed by the OPC from 1987 to 1990 &wuhlic Utility Accountant I. In this

capacity | participated in rate cases, and othgulagory proceedings before the Public

Service Commission (“Commission”). From 1994 t6@0was employed as an auditor with
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the Missouri Department of Revenue. | was empl@gdn Accounting Specialist with the
Office of the State Court Administrator until 20118.2013, | accepted a position as the Court
Administrator for the 19 Judicial Circuit until April, 2016 when | rejoingtle OPC.

Q. Have you previously filed testimony before the Nsouri Public Service Commission
(“Commission” or “PSC”)?

A. Yes | have. A listing of my Case filings isathed as JSR-R-1
Q. What is the purpose of your rebuttal testimony?

A. The purpose of this testimony is to respondh® direct testimonies of MAWC witnesses
Brian LaGrand and John Wilde related to the prgptak Accounting Authority Order
(“AAQ”) sought by MAWC in this case.

Response to Direct Testimony Brian LaGrand.

Q. Mr. LaGrand states at page 5 of his direct testhony that MAWC has addressed this
issue in its pending general rate case before the@mission. How did MAWC address

this issue?
A. In Case No. WR-2017-0285 Mr. LaGrand statesage®7 of his direct testimony:

Q. Is the company proposing a specific regulateegtment for the
significant increase in its property 2017-2018 tbligation that
results from the recent changes in how certain apalities are
assessing property taxes?

A. Yes. Since the additional property taxes aresual) material, and
were not included in the cost of service for itsrent rates, the
Company recently requested an Accounting Authdditger (WU-

2017-0351) to record and defer on its books a atguyl asset for the
significant increase in its property 2017-2018 tbligation that
results from the recent changes in how certain apalities are
assessing property taxes. The Company is requéiséintipe regulated
asset be included in base rates in this case aodizea over 3 years.
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Q.

A.

MAWC'’s’ claims that the increase in property taxes are_unusual. Do you agree?

No. Property tax increases are common amotigiagtiin Missouri. In fact, property tax
increases are so common that Kansas City Powerggit lCompany (“KCPL”) sought an
expense tracker to track the annual increasesopepy tax expense in File No. ER-2016-
0285.

Are MAWC's’ claims the additional property taxes are material supported?

In MAWC's 2016 Annual Report to the Commissibneported net income of $47.8 million.
On an after-tax basis MAWC's estimated 2017 in@a@agroperty taxes is approximately
6%. MAWC'’s 2018 estimated increase in properkgsais approximately 3% of its 2016
net income. Given that the Commission has traditlp used a materiality threshold of 5%
of net income, MAWC's estimate of the increase &erial in 2017 but not material in 2018.
OPC is, however, still attempting to verify the rematness of the exact amount of property

taxes to include in a materiality analysis.
Have you reviewed MAWC'’s Application and directtestimonies in this case?
Yes | have.

Does OPC consider the event that led to MAWC expiencing an increase in property
taxes to be consistent with the types of events thaould prompt the Commission to

granting an AAO?

No. It is my understanding that the Commisdias traditionally required an event to be
extraordinary before it will grant an AAO. The Comseion traditionally has used the
definition of an Extraordinary Item as found in tRERC and NARUA USOA General
Instruction No. 7 as the basis for its conclusio@®C does not consider increases in utility

property taxes to be an extraordinary event undRBIC USOA standards.
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Q.

A.

What standard has the Commission applied when osidering prior AAO cases?

While the Commission has no specific standardthe types of transactions or events for
granting a utility the authority to defer costs andn AAOQ, it has generally required a
specific cost requested to be deferred to medtHRC'’s definition of Extraordinary

Item in FERC’s USOA. This definition is as follows

Extraordinary Items.

It is the intent that net income shall reflectit@ims of profit and loss
during the period with the exception of prior pdriadjustments as
described in paragraph 7.1 and long-term debt asrided in
paragraph 17 below. Those items related to tleetsfiof events and
transactions which have occurred during the cupenbd and which
are of unusual nature and infrequent occurrenck lshaonsidered
extraordinary items.Accordingly, they will _be events and
transactions _of _significant _effect which _are abnormal and
significantly different from the ordinary and typic al activities of
the company, and which would not reasonably be expted to
recur_in the foreseeable future(In determining significance, items
should be considered individually and not in thgragate. However,
the effects of a series of related transactiorsngrifrom a single
specific and identifiable event or plan of actitlsld be considered
in the aggregate. To be considered as extraordimatgr the above
guidelines, an item should be more than approximn&teercent of
income, computed before extraordinary items. Corsignsapproval
must be obtained to treat an item of less than Eepg as
extraordinary. (See accounts 434 and 435.)

Is this the same definition of Extraordinary Items used in the NARUC USOA?

No. The NARUC USOA in General Instruction Noh@s a much simpler description of
extraordinary items. The NARUC USOA only requirkattitems be “not typical” or “not

customary” business activity of that company.
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Q. Does the FERC or NARUC USOA make any associatidmetween the definition of an
extraordinary item and deferral of such costs as deferred debit or regulatory asset?

A. No, not that | am aware. The association betwaerextraordinary item and an expense

7. Extraordinary Items.

It is the intent that net income shall reflectit@ims of profit and loss
during the period with the sole exception of pperiod adjustments
as described in General Instruction 8. Those itefated to the effects
of events and transactions which have occurrechduhe current
period and which are not typical or customary bessnactivities of
the company shall be considered extraordinary itébasnmission

approval must be obtained to treat an item as @xtirzary. Such

request must be accompanied by complete detaileariation. (See
accounts 433and 43r).

deferral is only made by this Commission.

MAWC'’s AAO Request

Q. Please summarize MAWC'’s AAO request in this case

A. On June 29, 2017, MAWC filed it8pplication and Motion for Waiver concerning the
accounting for MAWC's increases in property tax @xges. Specifically, MAWC requests a

Commission order granting an AAO containing théofeing language:

a) That Missouri-American Water Company is gra@tedccounting
Authority Order whereby the Company is authorizedecord on its
books a regulatory asset, which represents theaserfrom 2016 to
2017 in Missouri property taxes for the countieSoiLouis and Platte
associated with the counties’ change in the cdiomlaof MACRs
class lives.

b) That MAWC may maintain this regulatory asseitserbooks until
the effective date of the Report and Order in MAW@&éxt general

5
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rate proceeding and, thereafter, until all eligibtests are amortized
and recovered in rates.

What is an AAO?

An AAQ is an order by the Commission that allaustility to deviate from the Commission’s
normal accounting requirements and also deviate ftbe accounting requirements of
generally accepted accounting principles (“GAAPTjypically an AAO allows a utility to

defer expenses on its balance sheet which thewsatloe utility an opportunity to address

these deferred expenses in a rate case.

How does MAWC define an AAO?

At paragraph 12 of MAWC'’s Application it defines AAO as “a mechanism used to allow
a utility to accrue expenses between rate casesvir items that were not in effect at the

time of the last rate case and were generally esémn.”

Is this definition accurate?

No. This is unlike any definition | have evares for an AAO and | do not believe any

definition of an AAO similar to this definition h&ver been used in a rate case in Missouri.
Do you have any other comments?

Yes. At page 8 of his direct testimony, MAWCtngss John Wilde defines an AAO as “a
mechanism used to allow a utility to defer experisdw/een rate cases to cover items that

were not in effect at the time of the last rateecasd were generally unforeseen.”



10
11
12
13
14

15

16
17
18
19

20
21

Rebuttal Testimony of
John S. Riley
Case No. WU-2017-0351

Q.

A.

Is this definition accurate?

No. Again this is unlike any definition | haeger seen for an AAO and | do not believe any
definition of an AAO similar to this definition haver been used in a utility rate case in the

state of Missouri.
When it filed this AAO Application was MAWC “bet ween rate cases”?

No. MAWC filed this AAO Application on June 22017. MAWC filed its pending rate,
WR-2017-0285, on June 30, 2017, one day aftded fis AAO Application.

How does the Commission define an AAO?

In its Report and Order in Case No. EU-2012-0®2& Commission stated:

An AAO is a mechanism to “defer” an item, which medo record
an item to a period outside of a test year for iclanation in a later
rate action. Items eligible for deferral incluae‘aextraordinary item”,
an item that pertains to an event that is extraargli unusual and
infrequent, and not recurring

How does the Staff define an AAO?

In his rebuttal testimony in Case No. GU-201B23Staff Exhibit 2), Staff Accounting
Manager Mark Oligschlaeger defined an AAO as “a@harization by the Commission for a
utility to account for a cost in a different manitigan is normally prescribed in the Uniform
System of Accounts (USOA) which is adopted by tben@iission.”

Is MAWC'’s definition of an AAO remotely similar to the definitions adopted by OPC,
the Commission and the Staff?
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A.

No. To OPC’s knowledge, nothing even remotetselto MAWC's definition has ever been
used by the Commission or the Commission Staffiyrpsior AAO case. MAWC's definition

seems to be tailored to the circumstances of trigcplar case.

Is MAWC's definition of an AAO more like the definition of a rate case tracker, which
may be ordered by the Commission for specificallydentified and tracked expenses in a

utility rate case?
Yes.
Has the Commission restricted AAOs to costs thditave certain characteristics?

Yes. Traditionally, the Commission, by grantiag AAO, recognizes that certain costs
incurred by a utility were extraordinary (unusualnature and infrequent in occurrence).
Materiality of the costs to annual reported earmiig also a factor considered by the
Commission in AAO cases. The “rule of thumb” usgdhe Commission in past AAO cases
was that the extraordinary costs must be at legsréent of net income of the period.
Otherwise the cost was not considered material. \\éhaluating AAO applications, the
Commission has stated the “initial inquiry is whesttihe costs sought to be deferred are indeed
extraordinary. If they are not, the inquiry isaatend, and the other questions are moot. See
In the Matter of Missouri Public Serviceand S. Joseph Light & Power, Divisions of UtiliCorp
United, Inc., 11 Mo.P.S.C.3d 600, 602-3 (November 14, 200Bg flequested AAO was

denied on the ground that uncollectibles are a abcwst of doing business.

Response to the Rebuttal Testimony of MAWC withesdohn R. Wilde

Q.

Mr. Wilde, on page 11 of his direct testimony,tates that, in the past, the Commission
has granted an AAO to a Missouri utility for property taxes. Do these cases have similar

facts?



© 00 N OO O A W N P

10
11
12
13

14
15
16

17

18
19
20
21

Rebuttal Testimony of
John S. Riley
Case No. WU-2017-0351

A.

No. Missouri Gas Energy (“MGE”) was allowed defer a Kansas property tax, but the
circumstances were quite different. First, the it@posed amounted to 9.03% of the
Company’s net income, which exceeded the Commissiateriality thresholdl. Second,
the Commission found that MGE had jostnpleted a general rate case and initiating another
rate case to capture these new taxes would hawvecbseprohibitives. Finally, the property
tax on MGE’s natural gas inventories in Kansasawaswly instituted tax, and not a tax MGE
had paid for many years. . These circumstancesleagly different from what MAWC'’s
situation, a simple increase in existing propekes by two Missouri counties where MAWC

has paid property taxes for years.

Mr. Wilde points out in his testimony that the Commission permits AAQO’s “where a
utility has incurred some “extraordinary” expense that was not foreseen....* Has Mr.
Wilde made any argument in his testimony that an iorease in property taxes is an

extraordinary event?

No, he has notThere is no evidence in MAWC'’s Application or dirgestimony that shows
an increase in property tax expense meets the Cssiamis definition of an extraordinary

event.
Did St. Louis County unexpectedly shift its propery tax policy as MAWC claims?

No. The County merely found an error in MAW@& reporting and corrected this error.
MAWC is seeking an AAQ, in part, due to an errag @ompany made on its property tax
assessment filing. MAWC did not make this samerenrother county tax assessment filings.
This is certainly no basis for a request for exttaary accounting treatment.

1 GU-2005-095, Page 7, line 5.
21d. Page 8, line 19
3 Wilde direct, Page 9 lines 9,10
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Amortization Start Date

Q.

Please state OPC’s concerns with MAWC'’s proposedhtemaking treatment of these

deferred expenses.

MAWC requests that the Commission, in its AA@der MAWC to maintain these property
tax expense deferrals on MAWC's balance sheet|“thdieffective date of the Report and
Order in MAWC's next general rate proceeding ahdrdafter, until all eligible costs are

amortized and recovered in rates.”

Is this MAWC proposal a ratemaking proposal thatshould not be made in an AAO

case?

Yes. This request is a request for a ratemafiaming by the Commission and it is not an
appropriate request to make in an AAO proceedMg. Hyneman addresses this further in
his rebuttal testimony. However, since MAWC mdus tatemaking request, it is important
to address the inherent weakness in this proposal.

What other weaknesses have you found?

In rate cases, the Commission often cites t@iescase matching principle. The Commission
has applied the matching principle to many of dstpate case ratemaking decisions. As its
name implies, the matching principle matches tharnence of costs to the benefits received

from the incurrence of costs.

To state it differently, Matching requires that expense be matched with the benefit
associated with that expense. The proper treatfoetitese tax assessment costs is that the
amortization to expense should begin immediatelyweny soon after the payment for the
property taxes take place. To delay the amontimatf the expense deferral to a date
significantly later then the date when the berdfihe expense is received is a distortion of

the matching principle.

10
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MAWC proposal results in a distorted matching @pie. Under MAWC's proposal, MAWC
believes that financial recognition of an expemseiired must be delayed until some future
date when general utility rates are changed sdtibaxpense can be directly included in the

revenue requirement calculation.
Q. Does the FERC address the matching principle?

A. Yes. In its February 9, 2010 Brief for the Rasgent, in Case Nos 09-2052 and 09-2053
before the U.S. Court of Appeals for the Fourthclitt FERC addressed the matching
principle. In this Respondent Brief, the FERC egpesl the importance of assigning costs to

the periods in which benefits are expected to beived, i.e. the matching principle.

The Integration Order itself explained that costsurred prior to
customers receiving the commercial benefits ofgiration into the
RTO should be allocated to the period when thaeelaenefits are
expected to be realized. This conclusion is basethe matching
principle, which assigns costs to the periods inciwibenefits are
expected to be realized.....As evidenced by the &oneg therefore,
the Commission has consistently applied the magchimciple to
justify its policy permitting deferral of RTO cosis time periods in
which customers enjoy the benefits of RTO partingoa (Citations
omitted)

Q. Does OPC agree with this Commission’s general actice related to the start date of the

amortizations for deferred expenses?

A. Yes. The Staff positon on this issue was stetdite rebuttal testimony of Staff withess Mark
Oligschlaeger in his November 1, 2011 Rebuttalifesty in Case No. GU-2011-0392. At
page 4 of this testimony Mr. Oligschlaeger corgestates the Commission’s practice on this

issue:

Q. Is it the Commission’s general practice to\alla utility to
preserve deferrals on its balance sheet until gimk that an
amortization of the deferred costs can be includdgte company’s
rates?

11
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A. No. In most cases, utilities have agreed orGbenmission has
ordered that deferred costs begin to be amortizespense a short
time after the extraordinary event triggering thefedral has
occurred, even if the company does not have aagpécation on
file. However, utilities still benefit from the dafal and
amortization process in the absence of immediatie mecovery
because they can spread the financial impact okxtaordinary
event over a number of years rather than reflectiegentire impact
in the year the extraordinary event occurred.

Q. Did Staff withess Amanda McMellen also address thessue of the amortization start
date in her rebuttal testimony in Case No. GU-20103927?

A. Yes. Ms. McMellen stated that Staff believeis ippropriate to begin to recognize expenses
on the books of a regulated utility close in timmenmhen those expenses are incurred. While
authorization to defer these costs allows for fireading of extraordinary costs over several
years, it is not an appropriate use of AAOs tovalldilities to avoid recognizing any of the
costs associated with the extraordinary eventriadended period of time. The earlier start
date for the beginning of the amortization periadids an unnecessary delay in recognizing
the deferred costs for financial reporting purposés McMellen also noted that amortizing
the AAO deferral on a timely basis will result imetutility appropriately considering the
deferral amortization, along with all other elensawitits cost of service, in its analysis of the

adequacy of its rates in the future.

Ms. McMellen testified further that Staff does agree that an AAO amortization should
begin with the effective date of the approved rate¢ke next rate case. Staff does not believe
it is appropriate for utilities to “time” the boaig of their expenses to exactly match the direct
rate recovery of the expense. A utility's “normakpenses are charged to its income
statement as incurred, and that approach is inayotsd to the timing of the rate recovery
afforded these costs, if any. The simple act @fchihg the word “extraordinary” to these

12
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expense does not justify artificially synchronizthg booking of these expenses with receipt

of the associated rate revenues.

Ms. McMellen explained that delay in beginning tieerral amortization until the effective
date of rates of a utility’s next general ratenfili which may be several years into the future,
is a type of regulatory accounting “gamesmanship8ighed to allow the utility the

opportunity to maximize its rate recovery of themitin question.

Finally, Ms. McMellen stated that the beginningtieé amortization period should not be
delayed is to prevent almost certain over recowétliese costs. While a utility is requesting
not to begin the amortization on their books uhgly can recover the costs in rates, they have
no reason to be as diligent in timing the next cate so that its rates might be proportionately
reduced when the amortization expires. If rategn@reased at the same time the amortization
begins but are not decreased by the time the aatioin expires, then the utility will be
practically guaranteed an over-recovery of thestscétaff’'s position is that neither the
beginning nor ending point of an AAO amortizatioeeds to be synchronized with rate

actions by the Commission.

Do you agree with Staff witness Oligschlaeger dnMcMellen on the issue of the start
date of any deferred expense?

Yes. | agree with each of the points put fdmth Staff in support of its positon against
unnecessarily delaying the start date of the amatidin to expense of a deferred cost, whether
it be to a deferred debit account of a regulateseaaccount. However, of all the reasons
listed by Staff against such a delay, the besbre&sthat the expenses deferred must be
matched with the benefits created by incurringctigts. With this particular case, MAWC is
incurring property tax expenses in 2017 in orddye@ble to provide utility service in 2017
and for its shareholders to enjoy profits on itbtyinvestments in 2017. The foundational
principle of both accounting and ratemaking isrttaching principle and that is the foremost

13
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reason why the start date of the amortization shbalmatched as closely as possible with

the benefits of the costs
Q. Does this conclude your rebuttal testimony?

A. Yes, it does.

14
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