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Q.
PLEASE STATE YOUR NAME AND ADDRESS.

A.
Kimberly K. Bolin,  P.O. Box 7800, Jefferson City, Missouri 65102.

Q.
ARE YOU THE SAME KIMBERLY k. bOLIN WHO FILED DIRECT TESTIMONY IN THIS CASE?

A.
Yes.

q.
what is the purpose of your rebuttal testimony?

A.
The purpose of my rebuttal testimony is to respond to Company direct testimony on the following issues: St. Joseph Retired Treatment Plant, Accumulated Funds Used During Construction, Security AAO, and Acquisition Adjustment.

St. joseph retired treatment plant

q.
does the Office of the Public Counsel agree with company’s adjustment to amortize the net original cost of the old plant ($2,832,906) plus the cost of removal ($344,955) over 20 years?

A.
No.   Company’s amortization of the old St. Joseph water treatment plant should not be included in the Company’s cost of service because the plant is not owned by the Company and is not used and useful in providing water service to current and future ratepayers.

Q.
Please explain why the “used and useful’ principle is an appropriate criterion for determining whether the ratepayers should pay for this amortization.

A.
The ratepayer should not be required to pay a return on or a return of the cost of plant that is not being used in the provision of service to current ratepayers.  The ratepayer is not receiving any benefit or service from what used to be a water treatment plant.  In fact, the ratepayers are being served by another water treatment plant whose cost is built into the cost of service.  To require the current ratepayers to pay for an abandoned water treatment plant and violates the used and useful standard for inclusion in rate base.  This standard holds that property must be used in the current provision of service to customers in order to be included in rate base.  Recovery of related plant that is not used and useful results in cost recovery of excess the original cost of the property currently providing service.

q.
please define the matching principle.

A.
The matching principle is an accounting/regulatory concept, that compares the level of revenue received from the sale of goods or services with the expenses incurred and investment necessary  to provide that level of goods or service during a specific period.  This concept is reflected in the revenue requirement formula (revenue required = expenses +return on rate base).

Q.
would company’s inclusion of the old st. joseph water treatment plant distort the matching or rate base, revenue, and expenses for the test period and true-up?

A.
Yes.  The purpose of establishing a test period in rate case proceedings is to provide the most appropriate and consistent relationship between the rate base, revenue and expenses that will give the Company an opportunity to earn a fair and reasonable return.  The old water treatment plant is not used and useful and not even owned by the Company, thus, it is not serving customers and thus not producing revenue.  Therefore, if the old water treatment plant is included in rates as an expense a mismatch in the revenue requirement formula will occur.

q.
on page 19 of missouri-american’s witness edward grubb’s direct testimony he cites the cole county circuit court case No OOCV325014.  Has the Commission issued a decision CONCERNING the old st. Joseph water TREATMENT plant?

A.
No.  The Commission has not issued a report and order on the remanded issues of the old St. Joseph water treatment plant.

q.
what has changed since the cole county circuit court case JUDGMENT was issued?

A.
The Company sold the water treatment plant to Riverine Park, LLC  on July 1, 2002 for $115,000.

Q.
are gains and losses on the sale of utility property shared with ratepayers?

A.
No.  Based on past Commission practice, utilities expect that any gain on a sale of an asset, (i.e., any sale of an asset in excess of its net book value) will occur to the shareholders and not to the ratepayers.  To my knowledge no Missouri utilities have come forward proposing to share gains from the sale of assets with ratepayers.  It is inconsistent to expect ratepayers to pay for losses on sale of property or assets while shareholders reap the benefits of any gains when a company disposes of utility property.

q.
should ratepayers be held responsible for costs associated with assets that are no longer in service or owned by the company?

A.
No.  Current ratepayers should not be held responsible for costs that do not increase service capabilities or provide cost benefits.  The Company is asking the Commission to have the customer pay for plant that does not provide current utility service.  I believe this is inconsistent with normal practice of this Commission, and it is unreasonable to force a consumer to pay for something they are not using.  Missouri-American is entitled to the opportunity to earn a fair rate or return only upon monies prudently invested in property that is currently used and useful in rendering service.


The purpose of the regulatory ratemaking process is to identify a reasonable monetary return that the monopoly enterprise has the opportunity to earn.  In essence, regulation attempts to mimic the conditions of a competitive market.  Regulation does not guarantee any specific level of earnings, nor does it force a company to return any overearnings retroactively, in the event overearnings occur.  Even if the former St. Joseph plant was used and useful property prior to its retirement and subsequent disposal, current ratepayers should not be held captive to its recovery.  In simplistic terms, the ratepayers part of the regulatory bargain is to provide the company with a level of revenues that allow it to earn the Commission approved rate of return on current used and useful investment, along with the costs of operating and maintaining that investment, and no more.  Ratepayers do not assume, willing or implied, any risk assumed by the stockholders.

accumulated funds used during construction

Q.
what rate did the Commission order the company to use for AFUDC in Case No. WR-2000-281, missouri-american water company’s last rate case?

A.
The Commission stated in the Report and Order for Case No. WR-2000-281 on pages 47 and 48:



Allowance for Funds Used During Construction (AFUDC) is the carrying cost that a utility is allowed to capitalize and recover as part of the cost of a construction project.  In the absence of specific Commission authorization to the contrary, capitalization of AFUDC ceases when the construction ends and the new facility becomes used and useful.  The AFUDC at issue here is pre-in-service AFUDC relating to the new St. Joseph pant.  



MAWC has proposed capitalizing AFUDC at the rate of return on rate base authorized in its most recent rate case.  MAWC contends that this is consistent with the approach taken by the Company in past rate cases.  Staff, on the other hand, contends that applying the previous rate case’s rate of return to the monthly balances of Construction Work in Progress (CWIP) overstates the amount of AFUDC.



Staff proposed that AFUDC should be capitalized at a modified rate, reflecting the carrying charges on the outstanding amount of short-term debt available to the Company.  Staff proposes that the rate for the construction balance in excess of the amount of short-term debt should then be based on the composite rate of the other sources of financing available to the Company during the construction period.



MAWC responds that, if the proposed capitalization rate is adopted by the Commission, the Company would be required to record this adjustment in the month of September 2000, resulting in an immediate write-off of $1,257,930.  MAWC argues that, if the Commission decides the AFUDC rate should change, it should do so only on a going forward basis.



The Commission agrees that the actual carrying costs of MAWC’s $35 million in short-term debt should be reflected in rates.  The use of the actual cost of any item is preferred, where known.  The amount of $1,289,674 shall be deducted from rate base to reflect this change in the capitalization rate of AFUDC.

q.
In case no. WO-2002-273 did the company state in a data request that it would use the AFUDC rate order in Case No. WR-2000-281?

A.
 Yes.  In Missouri Public Service Commission Staff data request number 1005, Company stated it  would use the method for calculating AFUDC that was a result of MAWC’ 1999 rate case (WR-2000-281).  See attached Schedule KKB -10.  Case No. WR-2000-281 was filed in 1999.

q.
what AFUDC rate did the company use?

A.
The Company used a the weighted cost of capital  on a monthly basis for the AFUDC rate which results in a higher amount of AFUDC being applied to the plant in rate base.

security aao

q.
does public counsel agree with the company’s inclusion of legal expenses in the security AAO?

A.
No.  Public Counsel does not believe legal expenses incurred to obtain the security AAO are valid expenses incurred to enhance the Company’s securing of plant  and facilities.

q.
what other type of costs have the company included in its aao for security?

A.
The Company has included costs for armed security, additional water quality testing, inactive inspections and service company costs.   The Company has also included deferred depreciation and carrying costs (AFUDC) associated with various capital expenditures to improve security of plants and other facilities owned by the Company.

q.
will the CAPITAL expenditures associated with the security aao be included in the cost of service in this case?

A.
Yes, if the expenditure is a prudently incurred and used and useful capital expenditure.

q.
Will any of the expenses that are still on-going expenses related to the security aao be included in the company’s cost of service in this case?

A.
Yes.  Any prudent expenses that are on-going costs that will be incurred in the future will be included in the Company’s cost of service as an expense.

q.
what is the practical effect of an aao with respect to how a company reports its earnings?

A.
An AAO allows the Company to “manage” its reported earnings by ignoring costs incurred (to produce revenue) in a specific period that would have an impact on earnings (always negative).  These costs are then included in the determination of earnings for several subsequent periods in the future and thus minimize the negative impact on reported earnings in any one-year.

Q.
do events which result in expense changes related to an amortization of an aao occur in a vacuum with RESPECT to other possible changes in the operation of the utility?

A.
No.  The overall cost of service is made up of many factors.  Isolating or focusing on only one component, such as an AAO amortization, fails to look at all relevant factors in determining the overall cost of service.  Other factors may have changed that have a corresponding decrease or increase on the overall cost of service.  Unless all factors are analyzed, it is not normally appropriate to single out one specific event.

q.
from a regulatory accounting perspective, what occurs when an expense is deferred pursuant to an accounting authority order?

A.
From a regulatory accounting perspective, when a cost has been deferred it is not recognized on the income statement as an expense in the current period.  The expenditures are recorded on the balance sheet in a section called Deferred Debits, pending the final disposition of the costs at some future point, usually in a rate case.  These deferred debit accounts act simply as a temporary holding accounts until the appropriate accounting ratemaking treatment can be determined.

q.
is the deferral of a cost from one accounting period to another ACCOUNTING period for the development of a revenue requirement consistent with traditional ratemaking practices?

A.
No.  Generally, the deferral of costs from one accounting period to another accounting period for the development of a revenue requirement violates the traditional method of setting utility rates.  Rates in Missouri are usually established based upon a historical test period which focuses on four factors: (1) the rate of return the utility has an opportunity to earn; (2) the rate base upon which a return may be earned; (3) the depreciation expense related to plant and equipment; and (4) the allowable operating expenses including income and other taxes.


The relationship of the four factors is such that the expense and rate base necessary to produce the revenues are synchronized.  For example, the level of expense is developed based on he expected amount of sales that is used in the determination of revenue for the test period.  Similarly, the plant-in-service necessary to produce or deliver water to customers is also based on the customers’ demands for the same period.  This process is often referred to as the “Matching Principle” which I have previously discussed.


Deferral of expenses from one period to another (and the amortization in subsequent periods) results in costs associated with the production of revenue in one period being charged against the revenue in different unrelated periods.  This violates the “matching principle” and if unfettered would allow a utility to manage its earnings in order to avoid regulatory oversight or adverse reactions from the financial community.

q.
does public Counsel believe the company should receive the amortization of the aao?

A.
No.  Public Counsel believes the on-going costs for security measures have been included in the  cost of service used in determination of in future rates resulting from this case.  Also the capital expenditures made for security will be included in the Company rate base and the Company will earn a return on these investments.  The Company will also start collecting depreciation expense on these capital expenditures in rates as a result of this rate case and subsequent cases.  To allow the deferral of on-going costs will result in the ratepayers paying in excess of 100 percent of the annual cost of service for security measures. 

q.
If the Company RECEIVES an amortization of the AAO do you believe the Company should also be allowed to include the unamortized portion of the aao costs in rate base?

A.
No.   The unamortized portion of the security AAO should not be included in the determination of the Company’s rate base.  The rationale for this position is based on the view that the Company is being given a guaranteed return of the deferrals associated with the security AAO (i.e., elimination of the detrimental effects of regulatory lag on the Company), therefore, it should not be also provided with a guaranteed return on those same amounts.


In addition, the carrying cost and depreciation expense associated with the Security AAO are not actual dollars of investment funded by the Company, they are merely accounting entries on the financial books.  Neither the carrying cost nor the depreciation expense causes the Company to forego any actual outlay of cash.  Absent a real dollar investment, rate base treatment is not appropriate.

q.
does public counsel believe the deferred income taxes associated with the AMORTIZATION of this deferral should be included as an offset to rate base if the company receives an amortization of the SECURITY aao?

A.
Yes.

q.
please explain why public counsel would support the inclusion of deferred income taxes as an offset to rate base while supporting the SECURITY aao costs be excluded from rate base.

A.
Deferred income taxes, after appropriate financial recording, are clearly ratepayers supplied funds and therefore properly included in the determination of rate base.  Deferred income taxes remain ratepayer funds regardless of any subsequent regulatory treatment of the original investment that gave rise to deferred income taxes.  A regulator’s decision on whether or not an expenditure by a Company warrants ongoing rate base treatment has no relationship to the cash provided to the company by the ratepayer for deferred income taxes.  The decision by the regulator to deny inclusion in rate base of the Company’s expenditures cannot change the fact that ratepayers have provided monies to the Company via the regulatory process for DIT and in conformance with the Internal Revenue Service rules and regulations.

q.
please briefly describe deferred income taxes and why they are treated as an offset to rate base.

A.
Deferred taxes are simply the result of timing differences between when a company deducts a certain expense on its tax return and when it deducts the expense on its financial statement records (books).  Missouri-American’s deferred tax reserve represents, in effect, a prepayment of income tax by the ratepayers.  As an example, because Missouri-American is allowed to deduct depreciation expense on an accelerated basis for income tax purposes, depreciation expense deducted on its income tax return is greater than depreciation expense used for ratemaking purposes.  This results in what is referred to as a book-tax timing difference and a deferral of future income taxes is created.  The net credit balance in the deferred tax reserve represents a source of cost-free fund to Missouri-American.  Therefore, the rate base is reduced by the deferred taxes to avoid having ratepayers pay a return on funds that are cost free to the Company.  While depreciation expense is the most significant book-tax timing difference in the deferred tax reserve, all book-tax timing differences created through the ratemaking process should be included in rate base.

q.
did the commission rule in a previous missouri gas energy case that ACCUMULATED deferred income taxes related to an aao be included as an offset to missouri gas energy’s rate base?

A.
Yes.  In Case No. GR-98-140, the Commission state in its Report and Order on Rehearing:



MGE is involved in an accelerated program to replace customer service lines as ordered by the Commission.  While implementing the SLRP, MGE has been granted a series of accounting authority orders that permit MGE to accumulate expenditures that would normally be expense in the period in which they were incurred.  These items are depreciation expense, property tax expense, and carrying costs associated with the installed SLRP plant after the actual SLRP plant was placed in service, but prior to these related expenses being directly reflected in rates.



In Case No. GR-96-285, the Commission permitted MGE to include these expensed deferrals in rate base as well as to amortize the deferrals over a 20-year period.  By including the expense deferrals in rate base, MGE earned a return on the unamortized deferred amounts.  In the present case, the Commission excluded those deferrals from rate base, but accelerated MGE’s total recovery of the costs from 20 to ten years.



MGE argues that since the shareholders are financing the investment that gave rise to deferred income taxes, the benefit of those deferred income taxes should flow to the shareholders (in other words, the deferred income taxes should not be an offset to rate base).  The Commission was not persuaded by MGE’s arguments or the testimony of its witnesses and determines that the use of the SLRP accumulated deferred income taxes, as an offset to rate base, is appropriate as explained below.



Deferred income taxes, including MGE’s accumulated deferred income taxes for SLRP deferrals, result from the timing difference between a company currently deducts an expense on its income tax return and when it later deducts the expense on its financial statement records.  This is also known as a book-tax timing difference.  MGE’s accumulated deferred income taxes for SLRP deferrals are created by a book-tax timing difference.



The purpose of including an offset to rate base for accumulated deferred income taxes is to recognize that ratepayers have provided money through rates for the payment of taxes that the utility has deferred paying until a later period.  The utility may use the ratepayers’ money until the payment of the deferred income taxes is made.



MGE’s witness, June Dively, testified to the fact that MGE was “enjoying” the benefits of those deferred taxes.  Therefore, MGE’s deferred income tax reserve represents a prepayment of income taxes by the ratepayers from which MGE “enjoys” a financial benefit.



MGE’s witness Dively further admitted that MGE’s taxes would not be affected by whether or not the item was included or excluded from rate base.  Because it is the book-tax timing difference which give rise to the benefit that MGE receives, and the SLRP deferrals that have been excluded from rate base, the Commission finds that the SLRP accumulated deferred income taxes are not related to the actual SLRP expense deferrals for purposes of inclusion in rate base.  Therefore, the SLRP accumulated deferred income taxes should continue to be included as an offset to MGE’s rate base.

ACQUISITION adjustment

q.
on page 11 of Company witness Edward Grubb’s direct testimony he states that an ACQUISITION adjustment is not always positive that it can be NEGATIVE.  Has the commission denied an NEGATIVE ACQUISITION adjustment?

A.
Yes.  In the U.S. Water/Lexington, Missouri general rate case, Case No. WR-88-255, the Commission denied a negative adjustment that was proposed by a party other than the Company.

q.
on page 13 of the same direct testimony, mr. Grubb states that the existing customers of Mawc have benefited from the ACQUISITIONS of United water MISSOURI (jefferson city)and the MUNICIPAL systems of valley park, webster groves and florissant.  has the company also BENEFITED from these acquisitions?

A.
Yes.  The Company has received more revenue.

q.
were these ADDITIONAL REVENUES considered when the current rates were developed for mawc in its last rate case?

A.
No.  

q.
is public counsel opposed to the recovery of the acquisition premium in rates?

A.
Yes.  Allowing recovery of acquisition adjustments in rates will not provide sufficient incentive for the acquiring utility to negotiate the best possible price for the acquired utility.  If utilities expect the recovery of acquisition adjustments, they could negotiate less than favorable terms in acquiring a property with the knowledge that the ratepayers would provide recovery through rates.  Allowing acquisition adjustments in rates sends signals to buyers of utility property that recovery is guaranteed regardless of the purchase price.  If the acquisition adjustment is allowed in rates, both the purchaser and the seller of the property can benefit from inflating the rate base.


The adoption of acquisition adjustments for ratemaking purposes removes the incentive for purchasers to negotiate a lower price or terminate negotiations when a seller requests an unreasonable price for the property.  A policy of giving ratemaking treatment to acquisition premiums would place Missouri regulated utilities at a competitive advantage over unregulated entities, since Missouri jurisdictional utilities then would have a “blank check” for recovery of the acquisition premium from ratepayers. 

q.
what is original cost?

A.
Original costs is the cost of the property to the person first devoting it to public service.  The deduction of depreciation and CIAC from the original cost results in a net original cost recorded on the purchaser’s books and records.  The acquired property is thus value at the same that the seller placed on it.

Q.
DOES THIS CONCLUDE YOUR rEBUTTAL TESTIMONY?

A.
Yes. 
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