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DIRECT TESTIMONY OF
JAMES R. DITTMER
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St. Louis County Water Company
Rate Case No. WR-2000-844

I Q. Please state your name and address .

2 A. Myname is James R. Dittmer. My business address is 740 North Blue Parkway, Suite 204,

3 Lee's Summit, Missouri 64086.

4

5 Q. By whom are you employed?

6 A. I am a Senior Regulatory Consultant with the firm of Utilitech, Inc ., a consulting firm

7 engaged primarily in utility rate work. The firm's engagements include review ofutility rate

8 applications on behalfofvarious federal, state and municipal governmental agencies as well

9 as industrial groups . In addition to utility intervention work, the firm has been engaged to

10 perform special studies for use in utility contract negotiations .

11

12 Q. On whose behalf are you appearing?

13 A. Utilitech, Inc . has been retained by the Office ofthe Public Counsel for the State of Missouri

14 (hereinafter "OPC") to review limited areas of St. Louis County Water Company's

15 (hereinafter "SLCWC" or "Company") application to increase rates to Missouri retail

16 jurisdictional water customers . Specifically, the OPC has requested that I review and

17 investigate charges included within SLCWC'srevenue requirement study thatwere assigned

18 or allocated from American Water Works Service Company (hereinafter "AWWSC" or "the

19 Service Company") . Additionally, I was requested to review, and respond to as appropriate,

20 SLCWC's reflection of incentive compensation costs included within SLCWC's revenue

21 requirement proposal . Thus, the testimony that I am sponsoring, which addresses several
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I Service Company issues as well as the incentive compensation issue, is being presented on
2 behalf of the Missouri Office ofthe Public Counsel .

3

4 Qualifications

5 Q . What is your educational background?

6 A. I graduated from the University of Missouri - Columbia, with a Bachelor of Science degree

7 in Business Administration, with an Accounting Major, in 1975 . I hold a Certified Public

8 Accountant Certificate in the State of Missouri . I am a member ofBeta Alpha Psi National

9 Accounting Fraternity, the American Institute of Certified Public Accountants, and the

10 Missouri Society of Certified Public Accountants .

11

12 Q. Please summarize your professional experience.

13 A. Subsequent to graduation from the University ofMissouri, I accepted a position as auditor

14 for the Missouri Public Service Commission. In 1978, I was promoted to Accounting

15 Manager of the Kansas City Office of the Commission Staff. In that position, I was

16 responsible for all utility audits performed in the western third of the State of Missouri .

17 During my service with theMissouri Public Service Commission, I was involved in the audits

18 ofnumerous electric, gas, water and sewer utility companies . Additionally, I was involved

19 in numerous fuel adjustment clause audits, and played an active part in the formulation and

20 implementation of accounting staff policies with regard to rate case audits and accounting

21 issue presentations in Missouri . In 1979, I left the Missouri Public Service Commission to

22 start my own consulting business . From 1979 through 1985 I practiced as an independent

23 regulatory utility consultant. In 1985, Dittmer, Brosch and Associates was organized .

24 Dittmer, Brosch and Associates, Inc . changed its name to Utilitech, Inc in 1992 .

25

26 My professional experience since leaving the Missouri Public Service Commission has

27 consisted primarily with issues associated with utility rate, contract and acquisition matters .

28 For the past twenty one years, I have appeared on behalfofclients in utility rate proceedings

29 before various federal and state regulatory agencies . In representing those clients, I
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performed revenue requirement studies forelectric, gas, waterand sewer utilities and testified

2

	

as an expert witness on a variety ofrate matters . As a consultant, I have filed testimony on

3

	

behalfofindustrial consumers, consumer groups, the Missouri Office ofthe Public Counsel,

4

	

the Missouri Public Service Commission Staff, the IndianaUtility Consumer Counselor, the

5

	

Mississippi Public Service Commission Staff, the Arizona Corporation Commission Staff, the

6

	

Arizona Residential Utility Consumer Office, the Nevada Office ofthe Consumer Advocate,

7

	

the Washington Attorney General's Office, the Hawaii Consumer Advocate's Staff, the

8

	

Oklahoma Attorney General's Office, the West Virginia Public Service Commission

9

	

Consumer Advocate's Staff, municipalities and the Federal government before regulatory

10

	

agencies in the, states of Arizona, Michigan, Missouri, Ohio, Florida, Colorado, Hawaii,

11

	

Mississippi, New Mexico, Nevada, New York, West Virginia, Washington and Indiana, as

12

	

well as the Federal Energy Regulatory Commission.

13

14

	

Q.

	

How is the balance ofyour testimony organized?

15

	

A.

	

The table below lists the various topics and issues which I address in this testimony . In

16

	

additionto a testimony page reference, when applicable, I also show reference to the related

17

	

accounting schedule or attachment appended to this testimony.

18
19

20

21
22
23

24
25
26

27

Page 3

Testimony
Topic Page Schedule

Reference Reference

Proposed Record Keeping Requirements 4

Reasonableness ofAllocating All Non-Direct-Assigned Service
Company Costs on the Basis ofEach Operating Company's Number
of Customers 15

Adjustment to SLCWC's Proposed Level of Incentive JRD-I
Compensation Included within the Test Year Cost of Service 25 JRD-2
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PROPOSED RECORD KEEPING REQUIREMENTS
2

	

Q.

	

Please summarize your first recommendation to this Commission .

3

	

A.

	

I am recommending that the Commission order SLCWC to prepare and maintain a Cost

4

	

Allocation Model that clearly describes its methods ofaccumulating costs by various "pools"

5

	

orcategories, and which furthermore demonstrates and explains how such cost categories are

6

	

allocated to benefrtting American Water Works Company subsidiaries . Additionally, I am

7

	

proposing that SLCWC/AWWCbe required to prepare records or reports that will show the

8

	

accumulation ofcosts by various allocation pools and the distribution ofeach pool's cost to

9

	

benefiting subsidiaries .

10

11

	

Q .

	

Why do you believe such recommendations are reasonable and necessary?

12

	

A.

	

AWWC is a large corporate parent company that, as of the end of 1999, wholly owned 25

13

	

utility subsidiaries . Like many large utility holding companies, many functions and activities

14

	

are carried out on a consolidated or centralized basis for the benefit of all or most of the

15

	

subsidiaries . Such consolidated or centralized functions are carried out for the AWWC-

16

	

owned subsidiaries by AWWC-wholly-owned American Water Works Service Company.

17

	

Through aprocess ofdirect assignment and allocation, Service Company employees' timeand

18

	

related costs are ultimately charged to benefitting AWWC-owned utility subsidiaries .

19

20

	

While the process ofdirect assignment and allocation of Service Company costs is simple in

21

	

concept, the intricacies of the actual applications are relatively complex . Furthermore, the

22

	

costs flowing from the Service Company to SLCWC as well as other benefitting AWWC

23

	

subsidiaries are significant. Given the magnitude and complexity ofcharges flowing from the

24

	

Service Company to SLCWC, I believe it is imperative that:

25

	

1)

	

a detailed Cost Allocation Manual be created and maintained, and

26

	

2)

	

additional reports be prepared which will provide for more efficient analysis

27

	

and review by rate auditors .

28
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Q.

	

You state that the amount ofcosts flowing from the Service Company to the AWWC water

2

	

utility subsidiaries is significant. What amount of Service Costs are at issue?

3

	

A.

	

For calendar year 1999 the Service Company incurred more than $36 million . In this case,

4 SLCWCisproposingtorecoverover$2millionannuallyinServiceCompanyexpensewithin

5

	

its Missouri retailjurisdictional cost ofservice . Ofcourse, while it is not at issue in this case,

6

	

Missouri-AmericanWater Company alsohas several service territories inMissouriwhich are

7

	

also charged Service Company costs . Thus, the total amount ofService Company costs and

8

	

the amounts assigned or allocated to Missouri operations are significant and worthy of

9

	

regulatory review .

10

11

	

Q .

	

Byway ofbackground, could you please briefly describe the functions and activities that are

12

	

undertaken by the Service Company on behalf of the AWWC-owned subsidiaries?

13

	

A.

	

A number of services are offered by the Service Company, including the following :

14

	

Accounting

	

Human Resources

15

	

Administration

	

Information Systems

16

	

Communications

	

Operation

17

	

Corporate Secretarial

	

Rates and Revenues

18

	

Engineering

	

Risk Management

19

	

Financial

	

Water Quality

20

21

	

While all of the above-listed services are available to each AWWC subsidiary, not all the

22

	

subsidiaries require all ofthe services listed . This is as a result ofthe fact that several ofthe

23

	

subsidiaries apparently carry out some ofthese activities and functions, in part or in total, at

24

	

the local company level . It is the differing needs of the individual water subsidiaries that

25

	

contributeto the complexity and detail ofunderstanding the distribution ofService Company

26

	

costs to benefitting subsidiaries .

27
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Q.

	

Howare costs that are incurred at the Service Company distributed or charged to benefitting

2

	

water subsidiaries?

3

	

A.

	

All Service Company costs are distributed to AWWC water utility subsidiaries through a

4

	

combination of direct assignment and allocation . It is my understanding that whenever a

5

	

Service Company employee works on a task or activity that exclusively benefits only one

6

	

subsidiary, such time and related payroll costs are directly assigned exclusively to the

7

	

benefitting subsidiary . However, ifa task or activity benefits more than one subsidiary, such

8

	

time and related costs are said to be first assigned to a cost center or "pool" that is ultimately

9

	

allocated only to eachbenefittingsubsidiarybaseduponthebenefittingsubsidiaries'number

10

	

ofcustomers .

11

12

	

There are currently 19 different cost centers or "pools" established to consider 19 different

13

	

subsets ofbenefitting subsidiaries with 19 different sets of allocators . The 19 different cost

14

	

pools have benefitting subsidiaries that range in number from as few as three to as many as

15

	

27 .

16

17

	

In addition to direct assignment and use of routinely-maintained cost pools, the Service

18

	

Company may also establish "projects" or "special authorizations" which may have unique

19

	

distributions beyond that provided within the routinely-maintained 19 cost pools .

20

21

	

Q.

	

Whatdo you observe or conclude with regard to the Service Company's method and process

22

	

ofassigning and allocating costs to benefitting subsidiaries?

23

	

A.

	

Within the following section of testimony I discuss concerns about the equity or

24

	

reasonableness of allocating all functions and activities on the basis ofnumber ofcustomers

25

	

served by each benefitting subsidiary. However, beyond this concern, I have no reason to

26

	

believe thatthere is anything inherently wrong withthe method and process ofallocating and

27

	

assigning Service Company costs to benefitting AWWC subsidiaries . In other words, ifthe

28

	

allocation/assignmentprocess works as has been narratively described, it would appear to be

29

	

areasonable process (again, with the possible exception ofthe allocation factor development
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discussed in the next section) . Therefore, my primary concerns in this case are not associated

2

	

with the concepts of cost assignment stated to be in place . Rather, my concerns lie in the

3

	

inability to efficiently verify that such processes are working as intended, and furthermore,

4

	

assuming the processes are working as intended, the inability to determine whether the

5

	

proforma level of expense being assigned to SLCWC is "normal" and/or "reasonable ."

6

7

	

Q.

	

Please explain .

8

	

A.

	

To better understand my position, I would like first to describe what is readily available for

9

	

review within the Service Company's currently-prepared reports . Specifically, SLCWC

10

	

and/or the Service Company were able to provide me with the following:

11
12

	

Service Company General Ledger which delineates in some level ofdetail all
13

	

expenses incurred by accounts established within the National Association of
14

	

Regulatory Commissioners ("NARUC") Uniform System of Account for
15

	

Class A and B Water Utilities ("USDA")
16
17
18

	

Detailed monthly Service Company invoices to SLCWC that show direct and
19

	

allocated hours and dollars charged by function (i.e ., accounting,
20

	

administrative etc . listed above)
21
22

	

Total Service Company charges distributed to each benefitting subsidiary .
23

	

Suchchargesare furtherdelineated intothebroad categories of. Management,
24

	

Customer Billing, Water Testing, Specific Authorizations, Maintenance and
25

	

Engineering . While these broad categories are summarized, one cannot
26

	

observe the distributionby function (i.e ., accounting, administration, etc.) nor
27

	

can one observe what costs are being direct assigned versus allocated
28

	

pursuant to any one ofthe 19 cost pools) .
29
30

	

Alisting ofthe individual utilities, their respective customer counts, and each
31

	

subsidiary's calculated allocation factor associated with each ofthe noted 19
32

	

cost pools .
33
34
35

	

Alisting ofaccount titles and numbers utilized, as well as a briefdescription
36

	

ofitems to be charged to, or recorded within, each account .
37
38

	

Q.

	

What do you find lacking or deficient in what the Company was able to provide in the way

39

	

of support for costs being assigned or allocated to SLCWC as well as other benefitting

40

	

AWWC-owned subsidiaries?

41
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A.

	

First, while the Service Company's General Ledger will show the source ofall charges to the

2

	

Service Company in total ; it does not show the distribution of charges to benefitting

3

	

subsidiary - or even to the various cost pools before allocation to benefitting subsidiaries .

4 Accordingly,evenifanauditororaregulatorshouldobserveapotentiallyobjectionablecosts,

5

	

he or she would not know whether the objectionable costs is even being passed on to the

6

	

subsidiary of interest without further inquiry ofthe Company .

7

8

	

Second, while theauditor or the regulator canobserve charges being directly assigned as well

9

	

as allocated to eachbenefitting subsidiary, one cannot determine what such costs consists of,

10

	

nor can one determine from which cost pool such charges have been allocated . Basically, the

11

	

detailed invoicesto SLCWC show the flow ofcharges to SLCWC without offering very much

12

	

information as to why charges are being incurred or for what purpose .

13

14

	

Thus, costs incurred by cost pool are not summarized within any given report . As a result,

15

	

there is no linkage between costs being incurred (as delineated in some fashion within the

16

	

General Ledger) and costs being chargedto each benefitting subsidiary (as delineated in some

17

	

detail on each subsidiary's invoice from the Service Company). In other words, there is no

18

	

linkage between detailed costs incurred and costs being assigned/allocated to a given water

19

	

utility being investigated.

20

21

	

Third, the basic understanding that I have achieved as to how Service Company costs are

22

	

being assigned or allocated to SLCWC, and what information is currently available, had to

23

	

be gleaned from review of several data requests as well as several phone discussions with a

24

	

Company rate representative. In making such assertion, I do not mean to confer that the

25

	

Company has been uncooperative or unwilling to provide information. Rather, my criticism

26

	

lies in the fact that there is no one place to observe and gain an understanding of how the

27

	

variousbooks andrecords are maintained, what informationis available, andultimately, how

28

	

the benefitting subsidiaries are being charged for services provided .

29
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Q .

	

Given your criticisms, what specific reporting or record keeping requirements are you

2

	

recommending thatthis Commission order in this case-- assuming SLCWC/AWWSCdonot

3

	

voluntarily agree to prepare and maintain such requested items?

4

	

A.

	

First, I would recommend that SLCWCbe required to secure and maintain an up-to-date Cost

5

	

Allocation Manual ("CAM") on behalf of the Service Company which provides various

6

	

services to the AWWC subsidiaries or affiliates. At a minimum, I would expect such CAM

7

	

to contain the following :

8

	

1 .

	

Listing ofaccounts including account numbers and descriptive titles, as well

9

	

as a description of charges to be recorded within each account.

10

	

2 .

	

Acopy of all contracts or service agreements between any and all AWWC

11

	

affiliates and subsidiaries - including the Service Company . If many ofthe

12

	

agreements are identical in nature, one sample copy would suffice. Also, if

13

	

the various contracts and agreements are voluminous, a description oftheir

14

	

availability and locations should, at a minimum, be includedwithinthe CAM.

15

	

3 .

	

Listing of cost pools employed, a description of the physical location(s)

16

	

wherein pool functions/activities take place, a description ofthe varioustypes

17

	

ofactivities and functions taking place within each given cost pool, and an

18

	

up-to-datetable showing which subsidiaries benefit from each given pool as

19

	

well as which subsidiaries are exemptfrom being allocated charges from any

20

	

given cost pool (i.e ., the table should also show a listing ofsubsidiaries which

21

	

do not benefit from the pool) .

22

	

4.

	

For each subsidiary that is exempt from being allocated costs from a given

23

	

pool, a definitive statement that such subsidiary does not benefit from

24

	

functions being provided by the cost center in question should be included

25

	

within the Cam . Furthermore, the CAM should include a brief explanation

26

	

as to how each subsidiary which is exempt from a given pool's cost

27

	

allocation accomplishes the functions which are provided by the pool .

28

	

5.

	

Alisting ofeachnon-AWWC-owned company, municipality or entity which

29

	

receives goods or services from the Service Company or any otherAWWC-
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owned subsidiary or affiliate as well as a description of the goods and

2

	

services provided . Additionally, the CAM should include a description and

3

	

detailed example, as applicable, ofthe method ofdetermining how goods or

4

	

services provided are priced or charged . Finally, a copy ofany contract or

5

	

service agreement with each such independent entity should be included in
6

	

the CAM - or in the alternative simply listed and referenced as to location

7

	

and availability .

8

	

6.

	

For any good or service that is charged to an operating company based upon

9

	

a routinely-applied allocation factor, such allocation scheme should be

10

	

supported as to reasonableness, applicability and equity . In many instances,

11

	

suchexplanations would be briefandnearly self-evident as to reasonableness .

12

	

For instance, a briefstatementthat customer billing costs are allocated based

13

	

upon number of customers because such costs are understood to be driven

14

	

primarily by customer counts would be all thatwould need to be documented

15

	

intheCAM. Obviously ; other allocation applications couldbe more detailed

16

	

and complicated in nature, thus requiring greater explanation and support .

17

	

7 .

	

Tables detailing allocation factors derived from latest-calendar-year-ending

18

	

statistics which would include, but not necessarily be limited to :

19

	

a.

	

Direct payroll charged by each AWWC-owned operating company

20

	

b .

	

Revenues received by each AWWC-owned operating company

21

	

c.

	

Net investment in utility plant

22

	

d.

	

Investment in netutilityplant andinvestment in non-utility properties

23

	

e.

	

Direct operation andmaintenance expense charged to each AWWC-

24

	

owned operating company

25

	

The benefits and necessity of requiring that such allocation factors be filed

26

	

within the CAM are discussed within the following section of testimony .

27

	

8 .

	

A listing and sample copy of all routinely-prepared reports as well as a

28

	

narrative description of all data included on each such report .

Page 10



1

	

9.

	

Description of AWWC's or AWWSC's capabilities and availability to

2

	

generate unique or customized reports from existing data bases .

3

	

10.

	

Acompendium of accounting guidelines currently in place.

4

5

	

Q.

	

Has this Commission previously endorsed implementation of Cost Allocation Manuals?

6

	

A.

	

Yes. Approximately one year ago, the Missouri Public Service Commission issued an order

7

	

adopting rules regarding affiliate transactions for all utilities providing regulated electric,

8

	

natural gas and steam heating service in Missouri . The rules affecting each notedutility group

9

	

contain a provision requiring an up-to-date Cost Allocation Manual. Thus, my

10

	

recommendation to create and maintain a Cost Allocation Manual is neither new nor unique

11

	

to Missouri regulation . Indeed,SLCWC would represent "the exception" to the rules being

12

	

applied to the majority of utilities operating in the State of Missouri .

13

14

	

Q.

	

What are the benefits of creating and maintaining an up-to-date cost allocation manual?

15

	

A.

	

I believe the benefits are both numerous and obvious.

	

First, I would note that annual

16

	

maintenance of a CAM would effectively force management and AWWC accountants to

17

	

"rethink" the equity andlogic ofvarious cost assignment/allocation schemes inplace . In other

18

	

words, by consciously reviewing existing policies and considering changed circumstances

19

	

before committing procedures "to writing" withinthe CAM, management would be indirectly

20

	

encouraged to review the adequacy, equity and

	

reasonableness of cost

21

	

assignment/distribution policies in place .

22

23

	

Second, such documentwould significantly streamline, abbreviate and enhancethe regulatory

24

	

review process . It would seem that the minimum information that I have recommended be

25

	

included in the CAMwouldbe ofinterest to any regulatory body or its staffthat is attempting

26

	

to assess the reasonableness of Service Company charges being included within any given

27

	

subsidiary'sjurisdictional cost ofservice . Indeed, over the long run, it would seem possible

28

	

- ifnot probable - that creation and maintenance ofsuch document would reduce regulatory

29

	

costs as information that is probably routinely requested and responded to in a multitude of
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jurisdictions on an ad hoc basis would be assembled in one up-to-date document . In other

2

	

words, it seems possible that the cost of maintenance of such a document may be less than

3

	

the recurring cost ofresponding to duplicative and recurring discovery requests in water rate

4

	

applications occurring through out AWWC's various service territories .

5

6

	

Q.

	

Ifthat concludes your comments on the need for, and items to be included within, a Cost

7

	

Allocation Manual, please continue by discussing the various reports that you are

8

	

recommending be created and maintained for review by rate auditors .

9

	

A.

	

As discussed in some detail earlier, there is basically a void - or lack of linkage - between

10

	

costs being incurred by the Service Company and costs being assigned or allocated to the

11

	

various water utility subsidiaries . Accordingly, I am basically recommending that reports be

12

	

created that will bridge the span between what costs are being incurred and what costs are

13

	

being charged - in this particular case - to SLCWC.

14

15

	

Specifically, I am recommending that two different reports be generated . First, I believe it

16

	

would be most beneficial to be able to observe costs being incurred by source in each

17

	

allocation pool . Second, I would recommend that a report be generated that shows the

18

	

distribution ofcosts in each allocation pool to all benefitting subsidiaries .

19

20

	

Q.

	

Would suchreports provide the necessary linkage between costs being incurred at the Service

21

	

Company and costs being assigned to each benefitting subsidiary?

22

	

A.

	

Yes . Andjust as importantly, creation of such reports would allow for the analysis of trends

23

	

by activity or cost center . Identification of such trends, in conjunction with the ability to

24

	

observe the distribution of costs by pool, would better facilitate the development of

25

	

appropriate rate case adjustments . Additionally, it would seem that such reports would

26

	

facilitate better budgeting techniques and budget variance reporting .

27

28

	

Q .

	

Will therecommendationswhichyouareproposingcausetheServiceCompanytocreatedata

29

	

which does not currently exist?
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A.

	

I believe all the data currently exists . The costs are already accumulated by pool before

2

	

distribution to benefitting subsidiaries . Furthermore, the distribution ofpool costs obviously

3

	

already occurs for invoicing purposes . It is the assemblage of available data in a more

4

	

meaningful, useful or "friendly" format that does not exist. What I am proposing is a

5

	

programming effort to assemble existing data in a format that would be more useful to

6

	

auditors - and possibly the Company's own budgeting department .

7

8

	

Q.

	

What efforts or steps would have to be undertaken for an auditor to obtain the information

9

	

that you are recommending that the Service Company be required to report on a regular

10 basis?

11

	

A.

	

My understanding is that costs are not aggregated by the noted 19 different pools in any

12

	

regularly prepared report. If that is correct, it would appear that an auditor would have to

13

	

review the monthly multi-page invoice support prepared for each of the AWWC-owned

14

	

operating companies and sum the various line items shown on each invoice to arrive at a total

15

	

for cost for each pool . I am not certain what steps would have to be undertaken in an attempt

16

	

to link or associate costs quantified by pool back to the General Ledger or any Sub Ledger

17

	

that may be in existence .

18

19

	

Q.

	

Inan earlier answer, you stated in part that the reporting requirements you are recommending

20

	

may actually facilitate better budgeting techniques. What is the basis of such statement?

21

	

A.

	

Currently there is no linkage between the total Service Company budget and the amounts of

22

	

Service Company costs budgeted by each subsidiary to be incurred . Specifically, a total

23

	

Service Companybudget is prepared annually . Additionally, each subsidiary prepares its own

24

	

budgeted amount ofService Company costs that it expects to incur in the next fiscal period.

25

	

However, the individual subsidiary's budgeted Service Company cost is not linked to, affected

26

	

by, or dependant upon what the Service Company budgets to incur on a total Company basis .

27

	

I believe this disjoint in the two budgetingprocesses highlights the void that rate auditors also

28

	

face when trying to bridge the gap between total Service Company costs and Service

29

	

Company costs being charged to a particular subsidiary of interest. Thus, while I am not
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making linkage between individual subsidiaries and total Service Company budgets a

2

	

necessary element of my proposal, I do believe that such linkage in the reporting process

3

	

could lead to better development and control in the budgeting process.

4

5

	

Q.

	

Wouldyou please summarize why you believe your recommendations for maintenance of a

6

	

CAM and additional reports is reasonable and necessary?

7

	

A.

	

The amount of Service Company costs being proposed for recovery through Missouri

8

	

jurisdictional retail rates is significant. In this case over $2 million ofService Company costs

9

	

are being requested for recovery . The amount requested for recovery in this case would be

10

	

inaddition to what is already being recovered in rates from Missouri-American Water Works

11

	

Company customers .

12

13

	

While the concepts of what the Service Company attempts to do in the way of distributing

14

	

costs fairly and equitably are simple, the application ofsuch concepts becomes quite complex .

15

	

Accordingly, I believe the creation and maintenance of a CAM as well as the additional

16

	

reports that I have recommended will facilitate a faster and better understanding of costs

17

	

being assigned and allocated to Missouri retail operations . Furthermore, the reports that I

18

	

have recommendedbe preparedwill facilitate moremeaningful review or analysis and should

19

	

facilitate faster identification of trends and/or requirement for rate case normalization and

20

	

annualization adjustments .

21

22



1

	

Reasonableness ofAllocating All Non-Direct-Assigned Service Company
2

	

Costs on the Basis of Each Operating Company's Number of Customers
3

4

	

Q.

	

Inthe previous section oftestimony you stated that all Service Company costs that were not

5

	

directly assigned to a specific operating company were allocated on the basis ofthe number

6

	

ofcustomers served by each subsidiary that was benefitting from a stated function . Do you

7

	

believe that customer counts are the proper basis for allocating all such Service Company

8

	

costs that have not been directly assigned?

9

	

A.

	

No.

	

While cost incurrence for certain functions or activities can be largely or primarily

10

	

attributable to customer counts, there are clearly other activities undertaken whose costs are

11

	

more directly influenced by other factors - such as investment, revenues, number of

12

	

employees or direct operation and maintenance expense -just to name a few.

13

14

	

Q.

	

Areyou proposing to adjust Service Company costs being allocated to SLCWC in this case

15

	

based upon different allocation methodologies?

16

	

A.

	

No, for a number ofreasons .

17

18

	

Q.

	

Please explain .

19

	

A.

	

First and foremost, the data necessary to perform calculations that would lead to such an

20

	

adjustment is not available, or efficiently/economically available, at this point in time .

21

	

Assuming the analyst had a strong beliefthat a particular cost center should be allocated on

22

	

the basis of, say, direct payroll expense rather than customer counts as used by

23

	

SLCWC/AWWSC, I am not aware of where various costs by pool may be maintained .

24

	

Specifically, as discussed within the first section of my testimony, I am not presently aware

25

	

ofwhere and if total costs by "pool" or "cost center" are maintained . In other words, one

26

	

could calculate apreferred allocation factor- in the case ofthis example -- based upon direct

27

	

payroll expense . However, one cannot determine, or cannot determine without a great deal

28

	

ofdata gathering, how much ofagiven cost center has been allocated to SLCWC on the basis

29

	

ofnumber of customers .
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1

	

Second, my analysis to date is not sufficiently complete to determine what the appropriate

2

	

allocator should be for all cost centers . Furthermore, as I shall elaborate upon in an ensuing

3

	

section oftestimony, preliminary analyses performed to date suggests that both SLCWC as

4

	

well asMissouri-American Water Company arebeing over charged by virtue ofallocating all

5

	

non-direct-assigned Service Company costs on a customer count basis.

6

7

	

Third, refinementofthe allocationprocess will undoubtedly add some level ofcomplexity and

8

	

administrative cost to the allocation scheme now in place . I believe the administrative costs

9

	

will be modest relative to the swings in cost assignment to the various benefrtting operating

10

	

companies . However, it wouldbe reasonable to question and discuss whatefforts wouldhave

11

	

to be undertaken, and what costs incurred, to implement the allocation changes that I am

12

	

suggesting . Additionally, further sensitivity analysis andtesting could be undertaken to check

13

	

the range of possible allocation outcomes before committing to a complete change .

14

15

	

Finally, SLCWC was only recently acquired byAWWC. There are only a limited number of

16

	

months experience with SLCWC being owned by AWWC and served by AWWSC.

17

	

Accordingly, the Company has used a simplified method to annualize ongoing Service

18

	

Company costs based upon charges assigned and allocated to SLCWC during the first four

19

	

months of calendar year 2000 . 1 believe it would be more appropriate to revisit the issue of

20

	

allocation methods when additional months of "normal" operations have transpired and are

21

	

available for review and analysis .

22

23

	

Q.

	

Haveyou reviewed allocation schemes employedby other utility companies thatown several

24

	

subsidiaries and/or operating divisions to determine how other companies assign or allocate

25

	

corporate overhead costs that are similar or identical to costs incurred by AWWSC?

26

	

A.

	

Yes. Two somewhat-similar organizations come immediately to mind. Specifically, here in

27

	

Missouri, I have reviewed UtiliCorp United's ("UCU") cost distribution process for common

28

	

corporate overhead costs . Additionally, I have reviewed Citizens Utilities Company's

29

	

("CUC") process for assigning and allocatingjoint or common costs to utility properties that

Page 1 6



1

	

it owns and operates in several different states . Like AWWC, both UCU and CUC own

2

	

utility properties in numerous different states but cant' out a number of corporate office

3

	

functions on consolidated and centralized basis .

4

5

	

Q.

	

Howdo other diversified utility companies' cost allocationprocesses compare to AWWSC's

6

	

process for distributing costs?

7

	

A.

	

Ofthe two utilities just mentioned, both directly assign employees' time and costs whenever

8

	

it is possible to assign such resources to a particular benefitting operating company . At least

9

	

at the time of UtiliCorp United/Missouri Public Service's last rate case, UCU also allocated

10

	

certain specific costs based upon unique allocation factors . For instance, at the time of

11

	

UCU's lastrate case, UCU allocated certain payroll accounting costs based upon the number

12

	

ofemployees of each benefitting division . In other words, sometimes the cost of a specific

13

	

function would be allocated based upon a factor that considered the specific cost causative

14

	

characteristics of the activity undertaken .

15

16

	

In the case of UCU and Citizens Utilities, all remaining or "residual costs" - or costs that

17

	

were not directly assigned or allocated upon a unique and specific allocation factor - were

18

	

allocated based upon a composite allocation factor that considered three or four different

19

	

elements . Specifically, Citizens Utilities allocated "residual costs" based upon a simple

20

	

average of direct- assigned plant, direct-assigned operations and maintenance expense,

21

	

number ofcustomers and direct payroll ofthe various properties or subdivisions benefitting

22

	

from such residual activities . In the case ofUCU, "residual costs" were allocated onthe basis

23

	

ofa simple average ofrevenue margins, direct-assigned payroll expense and investment in

24

	

plant/non-utility property. In other words, unlike AWWSC which allocates all "residual

25

	

costs" on a customer count basis, each ofthe two noted utilities allocated "residual" or non

26

	

direct-assigned costs on the basis of a factor that considered numerous elements .

27

28

	

Q.

	

Doyouknow ifAWWSC has ever allocated common or residual costs on a basis other than

29

	

customer counts?
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I

	

A.

	

According to the Company's response to Public Counsel's Data Request No. 1091, prior to

2

	

1989 Service Company costs were allocated upon a multitude offactors including number of

3

	

employees and net plant investment .

4

5

	

Q .

	

You have stated that two similarly-situated utilities have used composite allocation factors

6

	

for distributing residual common costs .

	

You have also just stated that AWWSC has

7

	

previously used a different allocation process than what is presently being used. Do such

8

	

findings lead you to believe that there may not be one most precise ormostequitablemethod

9

	

ofallocating costs that have not been directly assigned?

10

	

A.

	

Iwould agree that allocating residual costs is not a precise science . Reasonable professionals

11

	

may not always agree as to the best method to allocate residual costs. That said, however,

12

	

I do believe that AWWSC/SLCWC are in the minority by virtue of their use of customer

13

	

counts as the only factor to allocate all residual costs . Furthermore, while there may be

14

	

different supportable views as to which components should be considered within the

15

	

development of a "composite allocator" to apply to residual costs, I do believe most would

16

	

agree that some form of composite factor would be superior to use of a factor that only

17

	

considers customer counts .

18

19

	

Q .

	

Why doyou believe application of some form of "composite allocator" to residual corporate

20

	

costs is more equitable or reasonable than rigid adherence to a customer count allocator?

21

	

A.

	

The goal of the regulator and the accountant should be to distribute costs based upon a

22

	

method that most accurately assigns a given cost to the business units that are causing the

23

	

costs to be incurred or which are benefitting from the activity undertaken .

	

Of course,

24

	

whenever possible, direct assignment is the most equitable distribution method. However,

25

	

with a large holding company like AWWC, numerous activities are undertaken on a

26

	

consolidated basis for the benefit of several subsidiaries . In those instances, it is notpossible

27

	

to directly assign all costs to each benefitting subsidiary . When direct assignment is not

28

	

possible, an allocation method should be employed that most accurately considers the cost

29

	

causative nature of the activity - or the value derived by each beneftting subsidiary. For
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1

2

3

4

5

6

7
8
9
10
11
12
13

many activities there is wide spread acceptance between an activity and its related costs and

an appropriate or acceptable method of allocating such costs to benefitting entities . For

instance, the following activities are commonly allocated on the following bases - both in

corporate overhead allocation schemes as well as in jurisdictional and class cost of service

studies .

Activity

	

Allocation Method

Customer

	

Accounting

	

and

	

Number of Customers or Meters
Customer Billing

Employee Benefits and Human

	

Payroll Costs or Number of
Resources

	

Employees

Franchise Taxes

	

Revenues

14

	

The equity of allocating the above costs on the noted bases is fairly obvious and seldom

15

	

challenged . However, for a number ofother activities, it far less obvious as to what entity,

16

	

event or activity is contributing the most to the cost incurrence . Because it is difficult ifnot

17

	

impossible to determine a relationship between certain costs being incurred and an event,

18

	

activity or investment causing or contributing to the costs being incurred, diverse holding

19

	

companies frequently develop a composite allocation factor to distribute such "residual costs."

20

	

Thecomposite allocation factor - whichmay equally consider items such asrevenues, direct

21

	

O&M, direct payroll, customer counts and investment - effectively recognizes that it is

22

	

impossible to attribute certain costs to any one event or activity . Accordingly, such residual

23

	

costs are allocated on the basis of general composite allocator that considers a number of

24

	

statistics and activities .

25

26 Q.

27

28

29

You stated that you had performed preliminary analysis that leads you to conclude that both

SLCWC as well as Missouri-American Water Company are being over charged by virtue of

allocating all non-direct-assigned Service Company costs on a customer count basis . Please

elaborate upon the analysis you have performed regarding use of other allocation factors .
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1

	

A.

	

I requested SLCWC to provide statistics regarding revenues, direct payroll and investment

2

	

in plant and non-utility property for the twelve months ending June 30, 2000 for all ofthe

3

	

AWWC-owned operating companies - including SLCWC as well as Missouri-American

4

	

Water Company. For obvious reasons, I believed it was important to analyze any

5

	

contemplated or proposed change in allocation methodologies upon all Missouri-regulated

6

	

American Water Works Company subsidiaries . As shown on the table below, in virtually

7

	

every instance, employment of an allocation factor developed on a basis other than customer

8

	

counts would lead to a lower allocation ofresidual costs to SLCWC and Missouri-American

9

	

Water Company :

10

11

12

13

14
15
16
17

18

	

As shown above, in all but one comparison, use of a customer-based allocation factor leads

19

	

to a higher allocation of costs to SLCWC, Missouri-American and combined

20

	

SLCWC/Missouri-American than does any other allocation methodology shown.

21

22 Q.

23

24

25

Reviewing the table above, one can observe that use ofother allocationmethodologies would

result in approximately one percent (1 .0%) to three percent (3 .0%) lessAWWSC costs being

allocated to SLCWC or Missouri-American Water Company. Would such a reduction be all

that significant?

Page 20

Composite
Customer Allocator
Allocator Based on
(Presently Plant & Revenues,
Used by Revenue Payroll Non-Utility Payroll &

Company AWWSC) Allocator Allocator Investment Investment

SLCWC 11 .96% 8.74 11 .66% 8.49% 9.63%

Missouri-American 3 .74% 2.44% 2.30% 3 .77% 2.84%

Combined
SLCWC &

Missouri-American 15 .70% 11 .18% 13 .96% 12.26% 12.47%



1

	

A.

	

Very much so . Under the current allocation process employed, combined SLCWC and
2

	

Missouri-American Water Company are allocated 15 .70% ofthe Service Company's residual

3

	

costs . If AWWSC would, for instance, adopt a composite allocator based upon revenues,

4

	

payroll and investment, the combined SLCWC/Missouri-American entity would only be

5

	

allocated 12 .47% of the Service Company's residual costs - or 3 .19% less than what is

6

	

occurring with use ofthe customer allocator . The 3 .23% reduction, while seemingly modest

7

	

in terms of an absolute percentage, would be very significant in terms of impact to the

8

	

combined entity . Specifically, all other things equal, a reduction from 15 .70% of residual

9

	

Service Company costs down to 12.47% would result in a twenty percent (20%) reduction

10

	

in Service Company costs being allocated to the combined SLCWC/Missouri-American

11

	

Water Company entity . (Calculated as follows : l minus [12 .47% divided by 15 .70%] equals

12 20%).

13

14

	

Q.

	

Did you inquire of SLCWC as to why it believed that customer counts were the most

15

	

appropriate consideration for allocating residual corporate overhead costs?

16

	

A.

	

Yes. In Public Counsel Data Request No. 1076 we asked:

17

	

Please state all reasons why it is believed or thought that number-of-
18

	

customers is the best or most equitable basis for allocating all non-direct
19

	

assigned Service Company costs to benefitting AWWC subsidiaries .
20
21

	

The totality of the Company's response stated :

22

	

Number-of-customers is used because it is a straightforward way to
23

	

administer costs and is easy to understand the allocations .
24

25

	

In Public Counsel Date Request No. 1075 we also asked:

26

	

Please provide any studies or analyses undertaken within the last five years
27

	

which address the reasonableness or equity of allocating all non-direct-
28

	

assigned Service Company costs on the basis of number ofcustomers served
29

	

by each benefitting AWWC subsidiary .
30

31

	

The Company's response stated that no studies had been performed .

32
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1

	

Q.

	

Does you believe the Company's support and rationale for employment ofcustomer counts
2

	

asa basis for allocating all residual costs is adequate for continued application without further
3 study?

4

	

A.

	

No.

	

Ease in administration and the "straightforwardness" in administering maybe
5

	

considerations when determining what allocation methods to ultimately employ . Additionally,

6

	

aspreviously mentioned in this testimony, it may be appropriate to weigh incremental costs
7

	

to achieve amore refined allocation process against theprecision and equity that would likely

8

	

result from such a change ..

9

10

	

Frankly, I was surprised to observe the significant disparity in allocation factors for SLCWC

11

	

andMissouri-American Water Company that were derived from the above-noted differing

12

	

allocation methodologies. Had the difference between allocation factors derived from

13

	

customer counts and other allocation factors derived from consideringrevenues, direct payroll

14

	

and investment not been so significant, I may not be recommending so adamantly that a

15

	

change be studied or employed . However, given that there is a significant disparity in the

16

	

noted allocation factors, and that the Company has not studied the equity or applicability of

17

	

allocating all residual costs on a customer-count basis for at least five years, I believe it is

18

	

reasonable, desirable, equitable, and indeed essential, to study and address a change at this

19

	

point in time .

20

21

	

Q.

	

Would you please reiterate and summarize your specific recommendation regarding study

22

	

and/or employment of allocation factors to be used in assigning residual costs to benefitting

23 subsidiaries?

24

	

A.

	

As noted earlier, my only specific recommendation is that SLCWC be ordered to develop a

25

	

Cost Allocation Manual. With regard to this issue, I am recommending that for any good or

26

	

service that is charged to an operating company based upon a routinely-applied allocation

27

	

factor, such allocation scheme should be supported as to reasonableness, applicability and

28

	

equity . It is not my recommendation that SLCWC be unconditionally ordered to change or

29

	

switch from allocating residual costs on a customer count basis . However, should SLCWC
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1

	

continue to support strict and universal adherence to customer counts as the basis for
2

	

allocating all residual costs, I would expect such proposal to be supported by studies or

3

	

analyses that considerthe nature ofvarious costs and activities undertaken and the estimated

4

	

impact to all the various operating companies from modifying the current allocation

5

	

methodology to other methods considered . Ofcourse, the Company would be free to present

6

	

any arguments which it believes are relevant to continued use ofthe current customer-count

7

	

allocation methodology (i.e ., "straightforwardness," ease in understanding, etc.) . However,

8

	

ifthe primary argument for continued use ofthe customer-count allocation method is "ease

9

	

inadministering," I would expect such argument to be supported by detailed analyses ofthe

10

	

cost and complexity of changing to other processes and methodologies .

11

12

	

Additionally, I am recommending that tables detailing allocation factors derived from latest-

13

	

calendar-year-ending statistics also be included within the CAM. The purpose of such

14

	

documentation would be to allow the Commission, its Staff, Public Counsel as well as other

15

	

Intervenors to assess the probable impact of utilizing other allocation methodologies. With

16

	

such tables, as well as the other information being provided within the CAM, such parties

17

	

could assess the reasonableness ofwhat SLCWC has proposed against the equity and likely

18

	

impact of changing to other allocation methodologies .

19

20

	

Q.

	

Could you briefly summarize the reasons why you believe your recommendations regarding

21

	

allocation support to be included within a Cost Allocation Manual are reasonable and

22 necessary?

23

	

A.

	

First, the Company has apparently not studied the equity or reasonableness of its current

24

	

allocation methodology in any recent time period. Its stated support for its current customer

25

	

count allocation basis is cryptic, at best .

26

27

	

Second, while I have not performed a detailed analysis of activities undertaken at AWWSC

28

	

that are allocated on a customer-count basis, based upon brief AWWSC department

29

	

descriptions as well as my general understanding of"corporate" activities that typically take
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place on a consolidated basis by parent companies such as AWWC, I believe that it is
intuitively obvious that not all such costs should be most equitably allocated on a customer-

count basis .

Third, basedupon preliminary analyses discussed inthis testimony, it is probable that Missouri

customers served by SLCWC and Missouri-American Water Company are, or soon will be,

significantly over charged utilizing the present methodology . Thus, preliminary analyses

would suggest that continued universal use of customer-counts for allocating residual costs

cannot be defended by claims of "immateriality" ifAWWSCwere to adopt new or different

methodologies .

Fourth, ordering SLCWC to prepare and support a Cost Allocation Manual would be

consistent with Missouri energy utilities' requirement to similarly undertake such steps

pursuant to rulemakings adopted by this Commission approximately one year ago . .

Finally, whatl am recommending be merely studied (i .e ., employment of activity-specific or

composite allocation factors) is not new, radical or unique in application. Indeed, while I

have not studied or surveyed how all various utility holding companies allocate "corporate",

"common" or "overhead" costs, based upon my personal experience, I believe thatAWWSC

is probably in the minority by employing a customer-count allocator for distributing all

residual costs . For all the noted reasons, l believe it is fitting and necessary to order SLCWC

to prepare and support a Cost Allocation Manual at this point in time.



1

	

Adjustment to SLCWC's Proposed Level of Incentive
2

	

Compensation Included within the Test Year Cost of Service

3

4

	

Q.

	

Does SLCWC have any incentive compensation programs in effect?

5

	

A.

	

Yes. AWWC/SLCWC have two incentive compensation plans in effect . A Long Term
6

	

Incentive Compensation ("LTIC") Plan is available to a relatively small number ofemployees
7

	

and officers . **

8

	

* * There is also an Annual Incentive Compensation ("AIC") Plan
9

	

for which a larger number ofemployees are eligible to participate inthat consists exclusively
10

	

of "cash" or regular wage compensation.

11

12 Q . DoesSLCWC'stestyearrevenuerequirementrequestincludecompensationrelatedtoeither
13

	

ofthe two noted incentive compensation plans?

14

	

A.

	

Yes. First, with regard to the Long Term Incentive Compensation Plan, there is a very
15

	

modest amount ofcompcasation allocated from the Service Company that is included within
16

	

the Company's test year revenue requirement calculation. Additionally, the Company has

17

	

included an amount of LTIC expense for SLCWC's President Mr. Jim Buckler.

18

19

	

Second, the Company's revenue requirement request includes Annual Incentive
20

	

Compensation costs allocated from the Service Company as well as SLCWC-direct
21

	

employees' AIC costs .

	

In total the Company's revenue requirement proposal includes

22

	

* *	**and $287,150.16 of Long Term Incentive Compensation and Annual

23

	

Incentive Compensation expense, respectively .
24

25

	

Q.

	

How is LTIC determined?

26

	

A.

	

As noted above,**

27

28

29

30
31

**

	

The total

payout is based upon how well AWWC fares relative to a peer group of approximately a

dozen publicly traded investor owned water utilities' financial performance. Specifically, the
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1

	

final payout will be dependent uponAWWC's achievement oftotal returnto shareholders and
2

	

earnings per share growth over a three-year period relative to the noted peer groups'
3

	

achievements for these two financial performance measures. Total return to shareholders is
4

	

defined or measured as the sum ofcumulative dividends received plus growth in share price
5

	

over a three-year period .
6

7

	

Q.

	

Who is eligible to receive LTIC?

8

	

A.

	

Only afew executivesand "other key employees" designated byAWWC's Compensation and
9

	

Management Development Committee ofthe Board of Directors are eligible for LTIC. For
10

	

the year 2000, **

	

**AWWSCemployees are eligible for LTIC. Additionally, it is my

11

	

understanding thatthepresidentofeachoftheAWWC-owned operating companies is eligible
12

	

for LTIC .

	

As noted above, the applicant's test year cost of service includes an LTIC
13

	

component for its President Mr. Jim Buckler.

14

15 Q.

16

17 , A.

18

19

20

21 Q.
22

23

24 A.

25

26
27

28

29

30

	

Second, one must consider how SLCWC developed its test year adjustment to annualize

31

	

Service Company costs . Specifically, SLCWC adjusted Service Company costs by simply

You stated in an earlier answerthat by your calculations the test year included only a modest
amount of LTIC expense related to Service Company employees. Why is the test year
amount such a modest sum?

First, it appears that only a few AWWSC employees were eligible for LTIC during, and for
months immediately following, the test year . Accordingly, the only Service Company-related
LTIC expense that has been considered in SLCWC's revenue requirement determination is

an allocatedportion ofthe cost associated with a relatively small number ofemployees at the

Service Company.
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1

	

multiplying total Service Company costs directly assigned and allocated to SLCWC for the
2

	

first four months of calendar year 2000 times three to arrive at a twelve-month-total or
3

	

annualized level of costs . During the first four months of calendar year 2000 only $619.93
4

	

ofnet LTIC costs were allocated to SLCWC. Thus, on an annualized basis, SLCWC has only
5

	

included $1,859 .79 of LTIC expense related to allocated Service Company compensation
6

	

within its test year cost of service ($619 .94 times 3 equals $1,859.79) .
7

8

	

Q.

	

Your characterization of LTIC costs being allocated to SLCWC on a "net" basis suggests
9

	

there may be adjustments to such expense accruals . Please explain what you mean.
10

	

A.

	

BothLTIC and AIC expenses are accrued throughout a calendar year based upon "targeted"

11

	

incentive compensation for each eligible employee . The actual compensation awarded is

12

	

determined with finality after the calendar year is complete and after all inputs to the award
13

	

calculation are known, including measurement ofachievement ofpredefined goals . Afterthe
14

	

final calculations and awards are determined, a "true-up" of prior calendar year expense
15

	

accruals to actual awards earned is posted in the early months of the subsequent calendar
16

	

year.

	

The true-up posted for calendar year 1999 LTIC was a "negative" or "expense-

17

	

reduction" entry that occurred during the first four months ofcalendar year 2000 . Because
18

	

this "negative" true-up adjustment was included within the Service Company annualization

19

	

calculation, the "net" amount ofLTIC expense reflected withinthe Service Company expense

20

	

level is a very modest amount.

21

22

	

Q.

	

Are you proposing that LTIC expense be included inthe development of SLCWC's revenue

23

	

requirement calculation?
24

	

A.

	

No . It is my positionthat any incentive compensationthat is based entirely or primarily upon
25

	

financial achievements should not be considered or reflected in the determination of

26

	

jurisdictional revenue requirements . Accordingly, as shownon attached Schedule-(7RD

27

	

1), I am proposing that all LTIC expense be eliminated in the determination of SLCWC's

28

	

revenue requirement .

29

30

	

Q.

	

Please explain why you are proposing to exclude all LTIC expense from the test year cost of

,31 service?
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1

	

A.

	

As noted, the LTIC Plan is largely or primarily earnings driven . To the extent "excess" or
2

	

"above average" earnings trigger such bonuses, such bonuses can and should be paid out of
3

	

the excess earnings that have driven the bonus. Furthermore, ifthe largely-earnings-driven
4

	

bonus award is incorporated within retail rate development, and in subsequent periods the
5

	

award is not granted, ratepayers will nonetheless pay for the cost ofthe expense even though
6

	

it is not being paid and has not been earned .
7

8

	

Finally, as a matter of regulatory policy, I believe it is unwise to encourage vis-a-vis rate
9

	

recovery incentive compensation programs that are largely or primarily driven by earnings
10

	

achievements . "Superior," "excess," "above authorized" or "above targeted" earnings can
11

	

sometimes be achieved or influenced by short term management decisions that, while

12

	

temporarily boosting earnings, may not encourage development of safe and reliable service

13

	

at the lowest long term achievable costs . For instance, some maintenance may be deferred

14

	

temporarily - thereby boosting earnings . But deferral of maintenance can lead to safety

15

	

concerns or higher subsequent "catch-up costs .

	

Furthermore, it can be argued that such

16

	

earning-driven incentive plans will promote requests for higher-than-can-be-justified rate

17

	

requests . In summary, for the above stated reasons, I do not believe any portion ofthe LTIC
18

	

expense, which is primarily earnings-driven, should be included within the jurisdictional

19

	

revenue requirement determination.

20

21

	

Q.

	

If that concludes your discussion of LTIC expense, please continue by stating how you
22

	

determined the total amount of Annual Incentive Compensation expense related to Service

23

	

Company employees' cost was included within SLCWC's test year revenue requirement

24 calculation .

25

	

A.

	

Again, SLCWC annualized Service Company costs bymultiplying actual allocated and direct-

26

	

assigned Service Company costs for the first four months of calendar year 2000 times three .

27

	

During the first four calendar months of 2000 some $19,195.72 of Service Company AIC

28

	

expense was charged to SLCWC. Thus, on an annualized basis, SLCWC has included some

29

	

$57,587.16 of Service Company AIC expense within its revenue requirement proposal

30

	

($19,185 .72 times 3 equals $57,587.16) .

31
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1

	

Q.

	

How did SLCWC arrive at its proposed level of SLCWC-direct employees' AIC expense
2

	

included within its test year cost of service?
3

	

A.

	

SLCWC determined the "Targeted" AIC award for each eligible SLCWC employee for
4

	

calendar year 2000 and included such amount within its payroll expense annualization.
5
6

	

Q.

	

Who is eligible for AIC?
7

	

A.

	

Perthe AIC Plan description, eligibility is determined atthe discretion ofthe Compensation
8

	

and Management Development Committee based upon the President's recommendation.
9

	

However, it is my understanding from a discussion with a Company representative that AIC
10

	

is currently offered to employees at the "directors" level and above .
11

12

	

Q .

	

How is the AIC payout earned or determined?

13

	

A.

	

For Service Company employees, the ultimate payout to eligible employees is based seventy-
14

	

five percent (75.0%) upon achievement of"Financial Goals" and twenty-five percent (25.0%)
15

	

upon achievement of "Operational Goals." The "Financial Goals" for the Service Company

16

	

employees is determined by considering all the variousAWWCoperating companies' "Utility

17

	

Operating Income" and "Return on Equity" results relative to their authorized levels . The
18

	

"Operational Goals" for each AWWSC employee is said to be based on the objectives ofthe

19

	

Company's business plan as set forth with definitive guidelines established by the President

20

	

ofthe Service Company at the beginning of each plan year .

21

22

	

For SLCWC employees, the payoutto eligible employees is based fifty percent (50.0%) upon

23

	

achievement of "Customer Service Goals," twenty-five percent (25.0%) upon achievement

24

	

of"Individual Operational Goals," and twenty-five (25%) upon achievement of "Financial

25

	

Performance Goals."

26

27

	

The "Customer Service Goals" have three sub components consisting of water quality,

28

	

reliability and customer responsiveness -with "customer responsiveness" beingmeasuredby

29

	

a survey of customer satisfaction undertaken by an outside party.

30
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1

	

.

	

The "Individual Operational Goals" are stated to be established by following the objectives
2

	

ofthe Company's business plan as set forth by SLCWC's President at the beginning ofeach

3

	

Plan year .
4

5 Finally,theFinancialPerformanceGoalsarebaseduponSLCWC'sUtilityOperatingIncome

6

	

and Return on Equity results relative to authorized levels .
7

8

	

Q .

	

Are you in agreement with SLCWC's development and inclusion of Annual Incentive
9

	

Compensation expense in the revenue requirement calculation?

10

	

A.

	

No . For reasons previously stated, I amproposing that any and all incentive compensation that

11

	

is determined primarily by earnings-driven achievements should be eliminated from the test

12

	

year cost of service . Furthermore, it is my proposal that only one-half ofthe total "Targeted"

13

	

award that is determined by achievement of non-financial performance goals should be

14

	

included within the revenue requirement determination.

15

16

	

Q.

	

Please expand upon why you are only including one-halfofthe AIC expense that is determined

17

	

by achievement of non-financial performance goals in the test year revenue requirement
18 determination .

19

	

A.

	

First, I would emphasize that as of the time this testimony was to be prepared, I have not

20

	

reviewed any of the "Individual Operational Goals" or "Customer Service Goals ." I have

21

	

requested the "Individual Operational Goals" of the AWWSC employees . However, I have

22

	

not yet received the Company's response to this overdue request . Nonetheless, for purposes

23

	

ofthis testimony I am assuming they are reasonable and in the interest of ratepayers . That
24

	

stated, however, I do not believe it is reasonable or necessarily equitable to include one

25

	

hundred percent (100%) of the total targeted award withinthe test year revenue requirement

26

	

calculation. Specifically, as mentioned earlier, if any amount of incentive compensation is

27

	

included within base rate determination, such an amount will be collected regardless of goal

28

	

achievement or actual payout. Therefore, while it may be reasonable to include some ongoing

29

	

level of incentive compensation that is not dependant upon achievement offinancial goals in

30

	

the developmentofjurisdictional rates, I do not believe it reasonable to simply include the total

31

	

potential incentive payout award in the revenue requirement calculation.
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1

	

In the absence of any history of AIC payouts related to achievement of non-financial
2

	

performance goals since SLCWC has been acquired by AWWC, and giventhat I have not yet
3

	

had the opportunity to review various non-financial performance goals, I am simply
4

	

recommending thatthis Commission only include one-halfofthe "targeted" AIC expensethat
5

	

could be paid out based upon achievement of non-financial performance goals .
6

7

	

Q.

	

Please specifically describe the calculation and steps undertaken to arrive atthe adjustment you
8

	

are proposing to SLCWC's proposed level of AIC expense .

9

	

A.

	

It should be remembered that there is an AWWSC-allocated portion ofAIC expense as well
10

	

as a SLCWC-direct element to consider .

	

On Page 2 of Schedule -(JRD-2) I show
11

	

calculations leading to my proposed adjustment to AWWSC AIC expense included within
12

	

Applicant's test year cost of service. As shown on the noted page, I first multiplied total
13

	

AWWSC targeted AIC expense for Plan Year 2000 times twenty-five percent (25 .0%) to

14

	

arrive at my total AWWSC allowable or includable AIC expense . As noted earlier, seventy-
15

	

five percent (75 .0%) ofAWWSC AIC is based upon achievement of financial performance
16

	

goals. Thus, I consider only twenty-five percent (25 .0%) of the AWWSC AIC related to

17

	

achievement ofnon-financial performance goals to be eligible for recovery from ratepayers .
18

19

20

	

I then multiplied the targetedAWWSC includable AIC expense times a factor offifty percent
21

	

(50.0%) to, again, recognize that the targeted AIC expense may not be earned or paid out in
22

	

any given year. Finally, I multiplied such subtotal times SLCWC's customer-based allocation
23

	

factor to arrive at the proper amount to include within SLCWC's jurisdictional revenue
24

	

requirement . As shown at the bottom of page 2, I then subtracted the amount of Applicant's
25

	

proposed level of AWWSC-allocated AIC expense from the level which I am proposing to
26

	

arrive at the net adjustment to Applicant's test year level of operating expense .
27

28

	

OnPage I of Schedule _(JRD-2) I show the development ofmy adjustment to Applicant's

29

	

SLWCW-direct AIC expense . As shown on Page 1 of Schedule _(JRD-2), I begin by
30

	

multiplying the targeted award level for SLCWC direct employees for Plan Year 2000 times
31

	

the factor which considers orreflects the impact ofnon-financial performance goals upon AIC
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1

	

(75.0%) . As noted earlier, at the operating company level only twenty-five percent (25.0°/x)
2

	

of AIC is based upon achievement of financial performance goals. I then multiplied the
3

	

targeted non-financial performance-related AIC times fifty percent (50.0%) to again consider
4

	

the fact that it would not be reasonable to assume that such maximum would be earned and
5

	

incurred each year . Finally, I then simply subtracted the amount of SLCWC-direct AIC
6

	

expense proposed by Applicant from the level of SLCWC-direct AIC expense that I am
7

	

proposing to arrive at a net adjustment to Applicant's test year adjusted operating expense .
8

9

	

Q .

	

Does this conclude your direct testimony?
10

	

A.

	

Yes, it does .



St. Louis County Water Company
Adjustment to Long Term Incentive Compensation

Expense Included Within Applicant's Test
Year Cost of Service

Test Year Ending December 31, 1999

Schedule -(JRD-1)
Page 1 of 1
Witness: J . Dittmar

Line
No. Description Amount Source

1 Net Long Term Incentive Compenstion
2 Plan Costs Charged to SLCWC in
3 January - April 2000 that was the
4 Basis of Applicant's Service Company
5 Annualization Adjustment

6 January $3,005.52 OPC Data Request
7 February 2,976.45 No. 1077
8 March (9,007.70)
9 April 3,645.66
10 Total Jan - April 2000 $619.93 Sum Lines 6 - 9

11 Multiplier to Calculate Annualized Amount
12 Included within Applicant's COS 3

13 Adjustment to Eliminate Long Term Incentive
14 Compensation Expense Allocated from the
15 Service Company included within SLCWC's
16 Test Year Cost of Service $1,859 .79 Line 10 X Line 12

17 Total Long Term Incentive Compensation
18 Expense related to SLCWC President's
19 Wages Included in Applicant's Payroll OPC Data Request
20 Annualization Adjustment 16, 521 .00 No. 1066

21 Total Adjustment Eliminating Long Term
22 Incentive Compensation Expense Included
23 Within SLCWC's Adjusted Test Year
24 Operating Expense ($18,380.79) Sum Line 16 & 20



St. Louis County Water Company
Adjustment to Annual Incentive Compensation

Expense Included Within Applicant's Test
Year Cost of Service

Test Year Ending December 31, 1999

Schedule _(JRD-2)
Page 1 of 2
Witness: J. Dittmer

Line
No. Description Amount Source

1 Annual Incentive Compensation Plan Payout
2 for SLCWC Employees for Plan Year 2000 OPC Data Request
3 Based Upon Target Performance $239,563 No. 1066

4 Portion of AIC Plan Based Upon Achievement OPC Data Request
5 of Non-Financial Performance Goals 75 .00% No. 1031

6 AIC Payout Based Upon Achievement of
7 of Non-Financial Performance Goals $179,672 Line 3 X Line 5

8 Factor to Consider Midpoint Achievement of
9 of Non-Financial Performance Goals 50.00%

10 Total Includable SLCWC Incentive
11 Compensation Payout $89,836 Line 7 X Line 9

12 Adjustment to Reduce SLCWC Employee
13 AIC Expense ($149,727) Line 11 - Line 3

14 Adjustment to Reduce AWWSC-Allocated Schedule ,(JRD-2)
15 AIC Expense ($49,600) Page 1 of 2

16 Total Adjustment Reducing Applicant's
17 Proposed Level of AIC Expense ($199,326) Line 13 + Line 15



St. Louis County Water Company
Adjustment to Annual Incentive Compensation

Expense Included Within Applicant's Test
Year Cost of Service

Test Year Ending December 31, 1999

Schedule _(JRD-2)
Page 2 of 2
Witness: J. Dittmer

Line
No. Description Amount Source

1 Annual Incentive Compensation Plan Payout
2 for AWWSC for Plan Year 2000 Based Upon OPC Data Request
3 Target Performance '*$ ** No . 1085

4 Portion of AIC Plan Based Upon Achievement OPC Data Request
5 of "Individual Operational Goals" 25.00% No. 1031

6 AIC Payout Based Upon Achievement of
7 AWWSC "Individual Operational Goals" "* ** Line 3 X Line 5

8 Factor to Consider Midpoint Achievement of
9 Individual Operational Goals 50.00%

10 Total Includable AWWSC Incentive
11 Compensation Payout Line 7 X Line 9

12 Fax Dated 10/15/00
13 SLCWC Customer Allocator 11 .93% from J. Salser

14 SLCWC Includable AWWSC AIC Expense ""$ "" Line 11 X Line 12

15 AWWSC AIC Expense Included within
16 Applicant's Test Year COS:
17 January $2,223.78 OPC Data Request
18 February 2,995.95 No. 1077
19 March 9,520.09
20 April 4,455.90
21 Total Jan -April 2000 $19,195.72 Sum Lines 17 - 20

22 Factor to Annualize 3

23 Total AIC Expense Allocated from
24 AWWSC Included within SLCWC's
25 Test Year Cost of Service $57,587 Line 21 X Line 22

26 Adjustment to Reduce AWWSC-
27 Allocated AIC Costs Included within
28 SLCWC's Test Year COS Line 14 - Line 25


