INTRODUCTION


After terrorists flew airplanes into the World Trade Center towers and the Pentagon on September 11, 2001, the people of the United States became acutely aware of the risk that some structures utilized by the public could be destroyed by criminal activities.  The crimes of September 11, committed by international terrorists, caused damage significantly greater than sustained in previous terrorist acts, including the destruction of the Alfred P. Murrah building in Oklahoma City by domestic terrorists in 1995.  However, this case is NOT about terrorism; it is about opportunism.  This is a case of a regulated utility company seeking to take advantage of our national tragedy in order to benefit financially.


In general, a public perception of increased risk followed our national tragedy on September 11.  The realization that terrorist attacks could continue to happen on U.S. soil was difficult to process.  Many organizations reacted by reviewing their current security procedures and protections in light of that perception, including Missouri-American Water Company (MAWC or the Company).  Following its review of its existing security measures and procedures, MAWC management chose to overhaul its existing security measures at its facilities in Missouri.  Despite the fact that no public utility property was the target of, or injured by, any of the criminal acts of September 11, MAWC filed a request for an Accounting Authority Order (AAO) in this case, claiming that the expenditures it’s management had decided to make were due to the extraordinary events of September 11.


No Missouri-American operations were damaged or affected in any way by the actions of terrorists on September 11.  No specific terrorist threat has ever been directed toward any of the Company’s Missouri operations.  No state or federal agency has ordered the Company to make expenditures related to security concerns.  No state or federal statute or executive order exists which required the Company to make any of the expenditures at issue in this case.  The Company’s management acted voluntarily in deciding to incur these costs.  While the management decisions which led to the expenditures at issue in this case were made in the aftermath of the September 11 tragedy, they were not made as a result of the tragedy.  This distinction is the key to evaluating this case.


In its initial application for an AAO, the Company provided no information regarding either the nature of the expenses incurred, or the amounts which it sought to defer pursuant to the requested AAO.  Rather, the Company chose to allege merely that it was incurring costs which it claimed resulted from an event that was “extraordinary, unusual and unique, and not recurring.”  To support its application, MAWC stated that “The events of September 11, 2001, and the threat resulting therefrom, were extraordinary in nature and beyond the imagination of many in this country.”  (Application, at p. 4.)  (The application also requested additional relief, in the form of a guarantee of rate base treatment for the expenditures, and a three-year amortization period, which the Company has since abandoned.  [Tr. at p.75.])


The central issue in this case concerns the very nature of the AAO accounting device, and the conditions under which the Commission will grant an AAO to a regulated utility company.  The Company’s burden of proof in this case is significant: it must prove that its expenditures were extraordinary, unique, unusual and non-recurring, and stem from an extraordinary event. How the Commission defines these terms will be key to the decision of this case.

FACTS AND PROCEDURAL HISTORY

On December 10, 2001, St. Louis County Water Company, Missouri-American Water Company and Jefferson City Water Works Company, all d/b/a Missouri-American Water Company, filed a Joint “Application for Accounting Authority Order Requested to be Issued Prior to January 4, 2002 and Motion for Expedited Treatment” before the Missouri Public Service Commission (Commission).  Under the terms of the request for expedited treatment, this application would have been pending for twenty-six days between filing and the requested issuing date.  Included in that twenty-six day period were two national holidays during which the Commission’s offices would be closed.  


On December 12, 2001, the Office of the Public Counsel (Public Counsel) responded to the application, and asked the Commission to deny the request for expedited treatment, establish a reasonable procedural schedule, and suspend any judgment on the merits until investigation into the Company’s request could take place.


Shortly thereafter, the Commission issued an Order setting the matter for a pre-hearing conference for late December, and asking the parties to prepare a procedural schedule.  A proposed procedural schedule was filed on December 21.


On December 31, 2001, the Joint Applicants to the Application formally completed all merger activities and became the Missouri-American Water Company.  Missouri-American Water Company is a wholly owned subsidiary of American Water Works Company, which is based in New Jersey.

 
 After resolving several issues related to access to the information on which the Company was basing its request for a deferral, the parties filed written testimony.  An evidentiary hearing was held before the Commission on June 27-28, 2002, in Jefferson City, Missouri.


I. The Commission should deny MAWC’s request for an Accounting Authority Order to defer recognition of the costs it incurred and attributed to increased security needs after the terrorist attacks of September 11, 2001, in New York City and Washington, DC.


Public Counsel submits that this Commission should not grant an AAO in this case, because the costs for which deferral is sought, which the Company will or has incurred, were incurred solely as the result of voluntary management decisions, and were not caused by any extraordinary event.  Further, the Company has failed to establish that the costs at issue in this case are extraordinary, unique, unusual or non-recurring. 


An Accounting Authority Order (AAO) is an accounting mechanism that permits a company to defer costs from one period to another.  Witness Kimberly Bolin described the process by which this occurs as follows.  “The items deferred are booked as an asset rather than as an expense, thus improving the financial picture of the utility in question during the deferral period.”  [Exh. 7, p. 3.]


AAO’s are a mechanism which allows a regulated utility to deviate from generally accepted accounting standards by deferring costs from one period to another.  In the case of In the Matter of the Application of St. Joseph Light & Power Company for the issuance of an Accounting Authority Order, Case No. EO-2000-845 (Dec. 14, 2000), the Commission stated that:

“The deferral of costs from one period to another period for the development of a revenue requirement violates the traditional method of setting rates whereby the Commission considers all relevant expenses in a particular historical test year to determine a reasonable revenue requirement for the future.  The deferral of costs distorts the expenses recognized in that test year by importing costs from a previous period.  For that reason, the Commission has considered requests for AAOs on a case-by-case basis and has granted them only under limited circumstances.” 


Public Counsel believes that, in this case, MAWC’s AAO request is “an attempt to insulate its shareholders - - - from regulatory lag associated with the amortization of a deferral.” [Id.]  


As explained by Public Counsel witness Bolin in her rebuttal testimony, 


“An AAO allows the Company to “manage” its reported earnings by ignoring costs incurred…in a specific period that would have an impact on earnings…These costs are then included in the determination of earnings for several periods in the future and thus minimize the negative impact on reported earnings in an one year.” [Exh. 7, p. 13.]

Ms. Bolin explained that this management of earnings was “definitely not” a goal of, or based upon, generally accepted accounting principles.  [Exh. 7, p. 14.]  As a practical matter, an AAO deferral:


“distorts the balancing process utilized by the Commission to establish just and reasonable rates.  Because rates are set to recover continuing operating expenses plus a reasonable return on investment, only an extraordinary event should be permitted to adjust the balance.”  State ex. rel. Missouri Office of the Public Counsel v. Public Service Commission, 858 S.W. 2d 806, 810 (Mo. App. W.D. 1993).

In the above cited case, the Court of Appeals noted that the Uniform System of Accounts (USOA) defined “extraordinary items” as:


“those items related to the effects of events and transaction which have occurred during the current period and which are not typical or customary business activities of the company…Accordingly significant effect which would not be expected to recur frequently and which would not be considered as recurring factors on any evaluation of the ordinary operating processes of business…” Id.
In this case, MAWC suffered no loss or ill effects from the event on which it bases its claim for relief: the tragedy of September 11.  The sole justification for the expenditures on which MAWC relies in its application for an AAO is that the Company believes such measures to be necessary because it expects a similar tragedy to recur, and considers its own facilities at ongoing risk of future harm.  Simply put, if the events of September 11 will never happen again (if it is a nonrecurring event) then no measures need to be taken, because this company did not suffer any loss.  Conversely, if the perceived risk of attack is higher now than it was on September 10, 2001, that is because management believes that such attacks are likely to recur.  If the events are recurring, then security efforts should also be considered to be ongoing and recurring as well.

A. Standards for granting an Accounting Authority Order (AAO) have not been met in this case, so the Application should be denied.

An Accounting Authority Order is special device "by which the Commission gives authorization to a utility to account for a cost in a different manner than called for by the Uniform System of Accounts….This deferral allows the utility the opportunity to seek recovery of the capitalized costs in a subsequent rate proceeding."  In re Application of United Water Missouri, Inc., Mo. PSC Case No. WA-980187 (Slip Op. at p. 6.)  

Public Counsel has long opposed the granting of Accounting Authority Orders (AAOs) by the Commission in most cases, but recognizes that the Courts have upheld AAOs in certain circumstances. See, Missouri Gas Energy v. Public Service Commission, 978 S.W.2d 434 (Mo. App. W.D. 1998).

The Commission has established criteria for allowing a utility to defer costs from one accounting period to another.  It allows deferrals in only situations where a company faces an event which is "extraordinary and nonrecurring.  The Commission finds that these are decisions that are best performed on a case by case basis."  In the Matter of Missouri Public Service, 1 MPSC 3d, at 205.


The Commission's decision regarding whether to grant an AAO is discretionary.  No Statute or Commission rule mandates that an AAO be granted in any situation.  Further, the Commission has recognized that it must scrutinize the facts and circumstances of each request for an AAO, to determine whether the specific application should be granted.


In affirming the Commission’s power to grant an AAO in the appropriate circumstances, the Missouri Court of Appeals, Western District recognized that “deferral of costs just to support the current financial status distorts the balancing process utilized by the Commission to establish just and reasonable rates.”  State ex rel Missouri Office of the Public Counsel v. Public Service Commission, 858 S.W. 2d 806, 811 (Mo. App. W.D. 1993).  That Court further stated that “because rates are set to recover continuing operating expenses plus a reasonable return on investment, only an extraordinary event should be permitted to adjust the balance to permit costs to be deferred for consideration in a later period.” Id. 

Among the circumstances which the Commission may consider in evaluating an AAO request are acts or omissions of the company management.  In the Matter of the Application of United Water Missouri, Inc. for an Accounting Authority Order Relating to FAS 106, Mo. PSC Case No. WA-98-187 (April 30, 1999), the Commission denied an AAO request, stating:



"Certainly the management of UWM, whether or not it was going through a difficult merger, could have seen these accounting changes coming and taken appropriate steps to ensure that the company's appropriate costs were considered by the Commission when establishing its rates.  UWM, or its pre-merger predecessor Capital City Water, chose not to request consideration of FAS 106 accrual accounting in its 1994 rate case.  It now appears that its decision was unwise.  However, UWM's lack of foresight, even if understandable given the confusing circumstances of the merger, does not justify the issuance of an Accounting Authority Order."  (Case No. WA-98-187, Slip Op. at p. 9) (Emphasis added.)

Clearly, the Commission recognizes that in its discretionary review of AAO requests, it can consider past actions of a company, including management decisions. 
In a later case, the Commission declined to expressly address the management decisions of a Company in deciding to reject an AAO application, but did note that more would be required of a company than to establish that a cost was caused by an extraordinary event.  In the case of St. Joseph Light & Power Company, Case No. EO-2000-845, supra, The Commission noted that:


“The test that the Commission has used for determining whether or not to grant an AAO is whether the expense to be deferred is “extraordinary, unusual and unique and not recurring.” In the Matter of Missouri Public Service, 1 MPSC 3d 200, 205 (1991). However, the simple fact that an expense is extraordinary and nonrecurring is not enough to justify the deferral of that expense.  Implicit in the Commission’s previous orders regarding requests for AAOs is a requirement that there must be some reason why the expense to be deferred could not be immediately included for recovery in a rate case.”  

As the Commission noted in its denial of an AAO in The matter of the Consideration of An Accounting Authority Order for St. Louis County Water Company, No. WO-98-223 (Feb. 13, 2001), AAOs are to be used in "extraordinary" situations, and not as a "temporary expedient" for handling recurring expenses.  Where an expense “will necessarily continue for years as a series of successive projects, [it] is not an appropriate case for an AAO.  (Id., at p. 21).  Presumably, the enhanced awareness of risk, which surfaced this past year, will continue to be factored into management decisions regarding security for the foreseeable future.  These will be ongoing costs.  Capital additions made to plant in the aftermath of the Company’s management decision to enhance security measures may, if determined to be prudent, and if they are used and useful, be included in MAWC’s rate base in the next rate case.  Public Counsel submits that AAO recovery should only be allowed for circumstances that are extraordinary, non-recurring, and outside the control of company management.  The expenses at issue in this case do not meet this threshold criteria.

In assessing whether to grant an AAO application, the Commission has previously required that the allegedly extraordinary event be the cause of the expenses which the Company incurred.  See, State ex. rel. Public Counsel v. PSC, 858 S.W.2d 806.  Only after determining that the costs sought to be deferred were a direct result of the event does the Commission consider whether the expenditures were of the type for which AAO treatment was available. 


In St. Joseph Light & Power, Case No. EO-2000-845, the Commission reiterated that the test that the Commission has used for determining whether or not to grant an AAO is whether the expense to be deferred is extraordinary, unusual and unique and not recurring.  (emphasis added, citation omitted.)  Clearly it is the expense incurred, and not merely the event itself, which must meet this criteria.  On this pivotal ground, MAWC’s AAO request must fail.  Security costs are, by their nature, recurring.  They are ordinary, and they are not unique.  The fact that MAWC management chose to undertake a large security project at this time, when management was also deciding not to file a rate case until June, 2003, does not control whether an AAO should be granted.  [Tr. p. 213.]

 
The Commission, in St. Joseph Light & Power, went on to state that “the simple fact that an expense is extraordinary and nonrecurring is not enough to justify the deferral of that expense.  Implicit in the Commission’s previous orders regarding requests for AAOs is a requirement that there must be some reason why the expense to be deferred could not be immediately included for recovery in a rate case.” Id.  A management prerogative is not a “reason” under this rationale.


The Company’s own testimony at the evidentiary hearing belies the claim that these expenses are nonrecurring.  According to Company witness Kartman, the Company’s goal for implementing security measures was not merely prevention of a future attack.  Rather, “Detection, early indication, mitigation, the opportunity to act as a deterrent by putting security systems in place”  [Tr. at p. 227.]  Those are on-going goals, and expenses related to carrying out those goals will be ongoing, recurring costs.

Public Counsel suggests that the Company is fully aware that the expenditures at issue in this case are not proper subject matter for an AAO.  However, because an AAO would insulate the shareholder of the company from adverse effects of these expenditures on earnings, management decided to take a chance and request an AAO anyway.  

 
B. The Company failed to use the correct standard for evaluating whether the costs at issue are the proper subject matter for an AAO.


(1) The Company submitted evidence utilizing the wrong legal standard for granting an AAO.


In an effort to find a legal justification for claiming that the expenditures at issue in this case meet the criteria for obtaining an AAO, Company witness Ed Grubb filed testimony purporting to claim that the Commission Staff, in another case, presented testimony that established that AAO-type deferrals do not deviate from “traditionally accepted accounting principles.”  [Ex. p.2.]  However, on cross-examination, Mr. Grubb admitted that he did not actually read the entire testimony of the Staff witness on whose testimony he relied on for this claim.  In fact, Mr. Grubb admitted that his attorney provided him with just two pages of testimony from that other case, and this was the only part of that witness testimony that he read.  [Tr. at 297.]  Mr. Grubb further admitted that he had relied on his attorney to do the research on AAOs which formed the basis for his testimony, and that he was unaware whether those pages were taken out of context.  [Tr. at pp. 298-299.]  


Mr. Grubb also admitted that he utilized an answer provided to him by Public Counsel witness Bolin in response to a data request as the basis for his answer to a different question than the one she answered.  He adapted Ms. Bolin’s response to imply that she lacked knowledge about the history of accounting treatment for extraordinary expenses.  [Tr. at 300.]  Both of these out of context testimonial claims were attempts to discredit the legitimate objections that Public Counsel and Commission Staff voiced in regard to the proposed AAO.


The Company’s witnesses also apparently failed to understand that the Company, as the entity requesting special treatment, has the burden of proof in this case.  See, Sec. 386.430 RSMo.  Nowhere in its testimony does Company recognize that, as the party making the application, MAWC has any burden of proof at all.



(2) The handling of requests for recognition of security costs by affiliated companies in other jurisdictions does not support MAWC’s claim that that the Missouri Commission should grant an AAO in this case.


MAWC is a wholly-owned subsidiary of American Water Works Company (AWWC).  AWWC, which is in the process of being acquired by the German Corporation RWE, owns a number of regulated subsidiaries throughout the United States.  Some of those subsidiaries have requested their regulatory commissions to grant special treatment of expenses which they attribute to enhancing security in the wake of the tragedy of September 11, 2001.  At the evidentiary hearing, MAWC witness Grubb testified that sister companies to MAWC had requested accounting and rate base recognition of costs incurred as a result of planned and implemented security measures following the September 11 tragedy.  

Public Counsel was able to discover information related to this issue for regulated American Water Works subsidiaries in the following states: Kentucky, Indiana, Ohio, Virginia and West Virginia.  In addition, mention of security issues appeared in a matter concerning an AWWC subsidiary in New York state, but counsel could locate no order specifically related to security costs in that state.  While one of the September 11 planes crashed in rural Pennsylvania, to date, Pennsylvania-American Water Company has made no request for any type of cost recognition or recovery to cover increased security expenditures.

The Missouri Commission is not bound by the decisions of other state commissions, and this Commission should focus on the needs of the Missouri-regulated utility in deciding whether to grant a request for an AAO.  However, those other jurisdictions also received information from NARUC which has been discussed in this case.  [See, Tr. at p. 484-486.]  Public Counsel will therefore provide a brief synopsis of the information discovered to date.

Public Counsel reviewed the following commission decisions from other jurisdictions: In the Application for the Approval of the Transfer of the Control of Kentucky-American Water Company to RWE Aktiengesellschaft and Thames Water Aqua Holdings GMBH, Kentucky PUC Case No. 2002-00018. (2002 Ky. PUC LEXIS 234) in which Kentucky-American withdrew a pending request for recognition of security costs in exchange for approval of the pending merger between AWWC and RWE.  In Re American Water Works Company, Inc., Virginia Public Utilities Commission Case No. PUA010082, (2002) also concerns the merger of RWE and AWWC.  In approving the merger agreement which included a promise by the applicants to forgo any request to recover any acquisition premium from Virginia customers, the Virginia Commission noted that some positive aspects of the merger included the security concerns that have been experienced by RWE and Thames, and that the AWWC companies would be able to draw upon the experiences and resources of RWE and Thames.  It appears that, in Virginia as well as Kentucky, the RWE merger was promoted as bringing an asset in the knowledge of security issues to a regulated American subsidiary.  

In Re West Virginia-American Water Company, West Virginia Public Service Commission Case No. 01-0326-W-42T (decided December 21, 2001). That Commission refused to grant rate recovery to the Company in the form of a surcharge or rider for security costs to the rates proposed in the ongoing rate case.  However, since the Commission was imposing a moratorium on filing another rate case until the end of 2002, as part of the rate case settlement, the West Virginia Commission allowed a deferral of carrying costs and timing of recovery of all security related costs that were actually unusual or extraordinary (as compared to costs that represent normal, historic operations) for consideration in the Company’s next rate case. 

Ohio-American Water Company sought to include post- September 11 security costs in its rate case which was pending before the Ohio Public Utilities Commission in late 2001 (in case no. 01-626-WW-AIR).  On January 4, 2002, the attorney examiner of the Ohio Commission denied a motion to strike the “Security Protection Component” of the proposed rate increase.  On February 6, 2002, the Ohio Commission adopted a Stipulated settlement of that rate case.  The published opinion in that case does not indicate whether or not security costs were included in rates as a result of that rate case settlement.  However, in conversations with members of Ohio’s Consumer Advocate’s office, Public Counsel has reason to believe that a portion of the security costs presented in Ohio are recognized in the settlement figures in that rate case.

Indiana-American Water Company is currently involved in an on-going rate case in which the matter of security costs was raised.  While it appears that a settlement has been reached in this rate case, Public Counsel could not locate a final order in that case.  Public Counsel was able to obtain information that suggested that the settlement of the pending rate case will include recognition of some costs related to security.  Information regarding Indiana was received from the Indiana Office of the Utility Consumer Counselor, Indianapolis, Indiana.

In these non-Missouri cases, all requests for recognition of security expenditures was addressed in the stipulated settlement of other matters.  In Kentucky, the request was withdrawn in exchange for approval of the RWE/AWWC merger.  In both Kentucky and Virginia, the merger with the German RWE through its UK subsidiary Thames, was promoted as bringing additional expertise in the area of security to a regulated U.S. water company.  The international expertise argument has not been presented in this case.

West Virginia-American Water Company sought to add security expenditures to its revenue requirement late in a rate case.  The West Virginia Commission rejected that request.  However, since the terms of the rate case settlement would preclude West Virginia-American from filing a rate case for at least 12 months, the Commission in that state did allow a deferral of expenses incurred, for determination of whether they would be included in the next rate case.

In Ohio, and Indiana, it appears that negotiations in ongoing rate cases, in which all relevant factors could be considered by the Commissions in those states, have or will result in additions to the revenue requirement for some ongoing costs related to heightened awareness of security issues.

All of these cases are distinguishable from the application in this case.  All relief for additional security costs granted to water companies in these cases was granted in the context of rate cases, in which all relevant factors could be considered.  All of the cases were also settled cases, seriously undermining their precedential value.

When MAWC files its next general rate case, all relevant factors, including expenditures related to security, can be reviewed by this Commission.  In filing its case, the Company will select a test year.  To the extent that expenditures were prudently made in that test year, they will be eligible to be considered for recognition in rates at that time.


C. Even if the events of September 11, 2001, meet the definition of an “extraordinary event”, the nexus between that event and the expenditures for which the Company seeks deferral is insufficient to justify granting an AAO.

During the evidentiary hearing in this case, Company witness Grubb admitted that the security measures which the Company implemented in Missouri are unlikely to prevent a plane from crashing into any Missouri-regulated utility facilities.  [Tr. at 302.]  Company witnesses Kartman also clearly recognized that the Company’s Missouri jurisdictional property suffered no damage on September 11.  [Tr. at 113.]  However, the Company persists in misconstruing the requirement that the expenses it seeks to defer are “extraordinary.”  The Company claims that, as long as an extraordinary event occurred, it is entitled to an AAO for expenditures that management approved after that event.  They persist in this claim despite the fact that MAWC’s witnesses acknowledged that no governmental entity had enacted any legislation, rule or order which required the Company to make the expenditures at issue in this case.  [Tr. at pp. 189-191; 308.]  Rather, the Company management made a voluntary decision to assume this security undertaking, and decided when to begin these expenditures.

Although the FBI issued a “bulletin” in October, 2001, asserting that the nation’s drinking water supply was at risk of terrorist attack [Tr. at p. 234], in general, governmental and business entities have assessed the actual level of risk to water companies in light of the recent terrorist attacks rank water systems as a low.  [ See, Exh. 10.]  

II. The four criteria proposed by the Commission Staff for granting an AAO are helpful guidelines which the Commission could adopt for evaluating this AAO request.


In the pre-filed testimony of Janis Fisher, the Staff proposed that the Commission adopt several criteria for use in evaluating whether costs may be appropriately considered for AAO treatment.  The list of criteria includes criteria actually used by the Commission in several past AAO cases and criteria requested but not applied as well.  The proposed criteria would provide the Commission with guidance in determining whether the expenditures proposed for deferral meet the legal test of being extraordinary, unusual, unique, non-recurring costs.  


The staff propose that four criteria be adopted:


1) the costs resulting from the event must be extraordinary and material, representing “at least 5% of the utility’s regulated Missouri net income, computed before extraordinary items” consistent with “the materiality requirement for deferral of costs that is found in Account 182.3 of the USOA” as defined.  [Exh. 6, p. 10.]


2) the current rates generate revenue insufficient to cover the costs of the extraordinary event.  [Exh. 6, p. 11.]


3) the extraordinary expenses must result from either



(a) an extraordinary capital addition, or

(b) an extraordinary event that is beyond the control of company management.  [Exh. 6., p. 11.]


4) there must be a sufficient reason why the company cannot file a rate case to recover the costs, or in the alternative, “the utility must file a rate case within 90 days of the AAO approval to allow for prompt rate treatment of the deferred costs.”  [Exh. 6, p.11.]


Public Counsel believes that the above criteria would provide guidance to the Commission in evaluating various AAO applications as they are presented.  

Certainly, items (2) and (3) and a reason why the Company cannot file a rate case instead seem to be basic elements that a company should be required to establish in order to obtain special treatment that deviates from traditional rate-making standards.  Item (1) provides an objective standard which could make item (2) easier to prove.  However, regardless of whether or not the Commission wishes to formally evaluate this AAO request against these criteria, the Company has failed to establish that an AAO would be appropriate in this case. Therefore, the application should be denied.

III. If the Commission grants MAWC an Accounting Authority Order, the Commission’s order should impose conditions related to amortization, but should expressly state that it is not deciding whether any part of the deferred amounts may eventually be included in rates in MAWC’s next rate case.


For the reasons stated above, Public Counsel believes that it would not be appropriate to grant the Company an AAO in this matter.  However, if one is granted, the Company should be ordered to immediately begin to amortize the costs incurred.  The deferral should be amortized over a period of 20 years.  

Public Counsel further suggests that the amortization period begin immediately upon the Report and Order in this case taking effect.

Additionally, pursuant to the Commission’s usual practice, the Commission should expressly decline to make any indication or commitment to how any deferred expenditures will be treated in any future rate case.  Rather, the parties should be free to make a recommendation on whether to allow portions of these expenditures, and which expenditures to allow, into rates at the time of the next rate case, when the Commission can properly evaluate these expenditures in light of all relevant factors.


This case is not about whether utilities should review their security procedures and capabilities when they are made aware of or perceive an increased safety risk.  Presumably, security reviews are an ongoing part of the regulated utility’s obligation to provide safe and adequate service.  Whether or not this Commission grants this particular application for an AAO will not affect that statutory obligation.  Additionally, the Commission is not being asked, in this proceeding, to determine whether the actions that MAWC took pursuant to its review of security in late 2001and 2002 were prudent.  

The time to determine the prudence of any company expenditure is in a rate case, when all relevant factors, including savings realized in other areas as a result of expenditures, or any offset to the costs incurred by the application of grants directed to the purpose of the expenditure, [see, Tr. pp. 337-338] may be properly considered.  Many of the costs at issue in this application are related to capital additions.  The Company seeks this AAO primarily to avoid the effects of regulatory lag.  Regulatory lag is a normal, generally recognized consequence of business changes between rate cases.  As Staff witness Fischer stated in her hearing testimony, the difference in potential recovery for the company if the AAO is not granted “would be merely the effect of regulatory lag which occurs with any capital asset that is placed in service prior to a rate change is that the Company would lose…the depreciation expense.”  [Tr. pp. 443-444.]  


As Public Counsel witness Bolin explained at the evidentiary hearing, the Office of the Public Counsel believes that security-related expenses “are normal expenses that a water utility would be expected to incur” in the normal course of business.  [Tr. at p. 490.]  Therefore, they, like all other expenses and other factors, will be reviewed for prudence and reasonableness in the next rate case.  It would therefore not be appropriate for the Commission to make any specific finding at present regarding how these items should be treated in that future case.

CONCLUSION

While the Company has done an admirable job of wrapping its AAO request in the flag, a review of the facts of this case leads to the inescapable conclusion that the costs sought to be deferred are simply not the types of cost for which an AAO may be granted.  The costs incurred were solely the result of management exercising its discretion on how to commit Company resources.  While a terrible tragedy may have been the catalyst which caused the Company to review its existing security measures, the events of September 11, 2001, did not cause the costs.  The Company suffered no losses in the damage inflicted on New York City or Washington D.C. targets on September 11, and suffered no loss from damage caused by the airliner which crashed in Pennsylvania on that date.  There are no state or federal agency requirements, no executive, legislative or judicial directives which required the Company to make any of the expenditures at issue in this case.  There were no events outside the control of management which caused the Company to incur these costs.


Security is not an extraordinary, unusual, unique or nonrecurring matter for a public utility.  Rather, public utilities have a usual, ordinary and ongoing statutory obligation to provide safe service to their customers.  The Company will have the opportunity to seek inclusion of any prudently incurred costs related to its decision to upgrade security in the rate case it intends to file next year.  If waiting to file a rate case until June, 2003 will create a hardship, the Company is not precluded from filing earlier.  Any loss of return on expenditures for capital additions prudently made will be no more than the expected losses which would be experienced due to regulatory lag.  In short, whether or not the Company had a good reason to make the expenditures, it has not proved that these expenditures are of such an extraordinary nature as to compel this Commission to let the Company deviate from traditional rate making standards by allowing this deferral.  

WHEREFORE, for the reasons set forth in this brief, and because the Company has failed to meet its burden of proving that an AAO is necessary and appropriate, Public Counsel respectfully requests that the Commission deny this application for an AAO.
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