COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:
KENTUCKY-AMERICAN WATER COMPANY'S )
REQUEST FOR APPROVAL OF PAYMENT OF ) CASE NO. 2009-00359
DIVIDEND )

ORDER

Kentucky-American Water Company ("“KAWC”) has acknowledged violating the
provisions of a Commission Order by making, without prior Commission approval,
dividend payments in 2009 that exceeded five percent of its retained earnings as of
December 31, 2008 and has made an offer of settiement to resolve all issues arising
from its violation. Having reviewed the circumstances surrounding the acknowledged
violation, we find that the proposed offer is not reasonable and decline to accept it.

In our approval of the transfer of control of KAWC,! we placed numerous
conditions upon the Joint Applicants — KAWC, Thames Water Aqua Holdings GmbH
(“Thames”), RWE Aktiengesellschaft (‘“RWE”), Thames Water Aqua US Holdings, Inc.
("“TWUS"), and American Water Works Company, Inc. ("AWWC”). Condition 32
required that “RWE, Thames, TWUS, AWWC, and KAWC ... obtain Commission
approval prior to KAWC's payments of any dividend or transfers of any funds within a

calendar year that collectively represent more than 5 percent of KAWC's retained

" Case No. 2002-00317, The Joint Petition of Kentucky-American Water Company,
Thames Water Aqua Holdings GmbH, RWE Aktiengesellschaft, Thames Water Aqua US
Holdings, Inc., Apollo Acquisition Company and American Water Works Company, Inc. for
Approval of a Change of Control of Kentucky-American Water Company (Ky. PSC Dec. 20,
2002) App. A at 4.



earnings as of December 31 of the prior calendar year to RWE, Thames, TWUS or any
other entity related to RWE.” Its purpose was to guard against any drain on KAWC'’s
financial resources through excessive dividend payments.

Prior to RWE’s acquisition of AWWC, KAWC maintained a policy of paying 75
percent of earnings available for common stock dividends. The Appendix reports, inter
alia, KAWC'’s earning and dividend history since December 2002. It shows that, since
December 31, 2002, KAWC has declared and paid dividends that have been roughly 75
percent of its available earnings. |

On September 4, 2009, KAWC applied to the Commission for approval of its
2009 third quarter stock dividend of $2,006,260. In its application, KAWC indicated that
it had made quarterly dividend payments of $1,983,480 and $2,691,086 for the first and
second quarters of 2009, respectively. Each of these payments was in excess of five
percent of KAWC's retained earnings as of December 31, 2008. In the case of both of
these payments, KAWC had failed to obtain Commission approval prior to the dividend
payment. Both payments were in violation of the Commission’s Order of December 20,

2002 in Case No. 2002-00317.

2 d., App. A at 6. Condition 32 ceased to be effective as of November 30, 2009 when
RWE and Thames GmbH sold their remaining interest in AWWC and ceased to have any
beneficial interest in any class of securities of AWWC. As of that date, the conditions imposed
by our Orders in Cases No. 2002-00018 and No. 2002-00317 terminated. See Case No. 2006-
00197, The Joint Petition of Kentucky-American Water Company, Thames Water Aqua Holdings
GmbH, RWE Aktiengesellschaft, Thames Water Aqua US Holdings, Inc., and American Water
Works Company, Inc. for Approval of a Change in Conitrol of Kentucky-American Water
Company (Ky. PSC Apr. 16, 2007) at 36. With the completion of RWE’s divestiture, the Joint
Applicants’ application for Commission approval of KAWC’s 2009 third quarter dividend
payment was rendered moot. The Commission allowed the case to remain on its docket for the
sole purpose of addressing KAWC’s offer of settlement.
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At an informal conference conducted on October 13, 2009, KAWC
representatives acknowledged that KAWC had violated Condition 32 in making the two
dividend payments. They stated that the matter “had fallen through the cracks” and
KAWC had not willfully or knowingly violated Condition 32.> They further explained that,
while KAWC had established mechanisms to ensure that all requirements established
by the Order of December 20, 2002 that had a specific time deadline were met,
Condition 32 had no such deadline. Usually, the dividend payments in the first and
second quarters were not of sufficient size to meet the threshold level of Condition 32.
Generally, such approval was required only in the last two quarters of a calendar year.
It was in preparing the request for approval for KAWC's third quarter dividend payment
that KAWC officials recognized that the earlier two payments met the threshold level of
Condition 32.*

On October 27, 2009, KAWC submitted an Offer of Settlement to the
Commission. Under the terms of its offer, KAWC agrees to pay a penalty of between
$25 and $2,500 for its failure to comply with Condition 32. While making this offer,
KAWC contends that it did not willfully violate Condition 32. It notes that its action was
an innocent mistake and that the goal of Condition 32 was met in all respects. KAWC
notes that all dividend payments made in 2009 were consistent with KAWC’s long-
standing dividend policy of paying, on a quarterly basis, 75 percent of its available

earnings as dividends. It further contends that it took no action to conceal its conduct.

® Memorandum from Gerald Wuetcher to Case File (Oct. 14, 2009) at 1.

4 d.
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To the extent that a penalty is assessed, KAWC argues, it should be t0\‘/vards the lower
end of the spectrum.

In his response to KAWC’'s Offer, the Attorney General concedes that no
evidence exists that KAWC acted in bad faith and offers to stipulate that the violation of
the Commission Order was not willful. He argues that a penalty should be assessed but
provides no specific amount. He states that the penalty assessed should be a
meaningful amount and not merely constitute a perfunctory gesture. The Attorney
General further states that KAWC self-reported its violation and, as such, the penalty
should not be so excessive as to discourage self-reporting in the future. He also urges
the Commission to consider the remedial actions that KAWC put into place following the
violation to avoid future violations.’

In considering KAWC's offer, we must place KAWC's conduct in perspective.
The current case is not the first instance in which KAWC has failed to obtain required
Commission approvals before making dividend payments. In December 2005, KAWC
paid dividends that exceeded 5 percent of the previous year's retained earnings. On

that occasion, we refused to retroactively approve or affirm KAWC's action. We stated:

> KAWC took the following actions to prevent future unauthorized dividend payments:

first, the question of whether the Condition 32 threshold will now be placed on the agenda of
each KAWC Board of Directors meeting. Board Members will therefore be required to address
the issue at any meeting in which the payment of dividends is also an agenda item. Second,
KAWC’s Secretary and Treasurer will also raise the issue at any board meeting in which the
issue of dividend payments appears. Third, a KAWC employee within KAWC’s Finance
Department has been assigned responsibility to review all dividend payments and perform the
required test to determine whether the threshold level has been met. Fourth, whenever
KAWC'’s Board of Directors approves a dividend payment, outside counsel will be informed and
will separately perform the required test to determine if the threshold level has been met. Fifth,
AWWC has amended its processes for cash transfers with KAWC and will also perform the
threshold test to ensure compliance with Condition 32 as a prerequisite for any transfer from
KAWC to AWWC. See KAWC'’s Proposed Settlement at 2 (filed Oct. 27, 2009); Memorandum
from Gerald Wuetcher to Case File (Oct. 14, 2009) at 2.
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Retroactive approval of Kentucky-American's Third Quarter
Dividend would only encourage utilities o enter into
unauthorized transactions without obtaining the necessary
regulatory approval and then present the transaction to the
Commission as a fait accompli. Ultilities that have failed to
observe the law should not be excused from its
requirements. We place Joint Applicants on notice that
in the future their failure to fully comply with all Merger
Commitments will subject each Joint Applicant to
administrative sanctions. See KRS 278.990(1). We
choose not to employ administrative sanctions here because
of Kentucky American's assurance that appropriate
mechanisms are indeed now in place to prevent a
recurrence.®

KAWC'’s Offer of Settlement, if accepted, would significantly limit the amount of
any penalty that could be assessed for the violations of the Commission Order.
Assuming a penalty is assessed only against KAWC, the maximum penalty that the
Commission may assess for the conduct at issue is $5,000.” The total potential liability
of all applicants is $25,000.8 KAWC proposes to resolve the matter with the payment of
a penalty not to exceed $2,500.

We are concerned about the appearance that the acceptance of the Offer of

Settlement would have on the regulated community and the public. KAWC’s actions

® Case No. 2002-00277, Compliance of Kentucky-American Water Company, American
Water Works Company, RWE Aktiengesellschaft and Thames Water Aqua Holdings GmbH
With the Provisions of the Orders Approving the Transfer of Control of Kentucky-American
Water Company To RWE Aktiengesellschaft and Thames Water Aqua Holdings GmbH (Ky.
PSC May 19, 2006) (emphasis added).

” KRS 278.990(1) provides for the assessment of a penalty not to exceed $2,500 for
any person “who fails to obey any order of the commission from which all rights of appeal have
been exhausted.” In the current instance, two violations of the Commission’s Order have
occurred.

® " In our Order of December 20, 2002, the Commission imposed Condition 32 on each
of the Joint Applicants and each Joint Applicant accepted that condition. While KAWC and
AWWC are the primary actors in any issuance of KAWC dividends, each of the Joint Applicants
had a duty to ensure compliance with Condition 32. A failure to comply with Condition 32,
therefore, can conceivably be imputed to each Joint Applicant.
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represent repeat violations of the Commission’s Order of December 20, 2002. At a
minimum, KAWC has been extremely lax and negligent in exercising proper
management responsibility, especially after its first violation three years earlier. The
assessment of a small penalty in the current proceeding, after we had warned of but not
imposed administrative sanctions after the last violation, may adversely affect public
confidence in the Commission’s commitment to enforcement of our Orders and create
the wrong impression among regulated utilities as to the need to comply with
Commission Orders.

Finally, we find little evidence in the record to support the contention that the
violations were self-reported. KAWC did not acknowledge any violation in its application
nor can the existence of a violation be readily discerned from the information provided in
its application. The record strongly suggests that KAWC acknowledged a violation only
after Commission Staff inquiries.

Based upon the above, the Commission finds that the penalty amount set forth in
KAWC's Offer of Settlement is inadequate to address the nature of the violations and
that the Offer of Settlement should not be accepted. We further find that this
proceeding should be kept open for an additional 20 days to permit KAWC to make any
additional filings. Absent any new filings at the end of that period, this case will be
closed and a new proceeding specifically initiated to address the Joint Applicants’

failures to comply with the Commission’s Order of December 20, 2002.
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IT IS THEREFORE ORDERED that:

1. KAWC'’s Offer of Settlement is not accepted.

2. This case shall remain open for 20 days from the date of this Order to
accept any additional filings. Absent any new filings at the end of that period, this case
shall be closed and removed from the Commission’s docket.

By the Commission

ENTERED

MAY 14 2010 Z

KENTUCKY PUBLIC
SERVICE COMMISSION

ATT;

Exe'F\?t v

=
<

rglctdr

-

&

Case No. 2009-00359



A %/9°Gl 022'982°2€$ | /€2'c02's ¢ | 8TV | %SS VL 092'900°C $ | 980°'L69'C$ | 60/62/60 | 60/0£/90 | 6002-C
X %S/ 6 022'93126% | LLv' 161’ § | G608 | %1Z06. | 120687t § | 087°€86'k | 60/62/90 | 60/LE/E0 | 600Z
X %12C 02L°98L25% | 957°802°1 § | 60'F $ | %0982 | 95v'80L°L $ | G02 222§ | BO/LE/E0 | BO/LECL | 8002F
n %0661 199°65L085 | 801'€000 § | 821§ | %GI67L | ZV8VSSZ & | 6OSOLYES | B0/6Z/ZL | B0/0E/60 | 800Z€
A %eh L 199651088 | 19287'E § | 6809 | %iPSSL | 8L6W6E L § | LOSOV8 LG | 80/92/60 | BO/0E/90 | 800Z-C
n %189 199651008 | £82°€50Z & | 190 | %beEr | 60L9%6 $ | LI798Z 1§ | 80/22/90 | BOTLE/E0 | 800}
N %79°E 199651008 | VAL 260 & | 0208 | %ivivl | vLL 160t § | 89619V 1§ | S0/8Z/E0 | ZOVERZL | L00CY
X Fypv 69195092 | ZGLEIZE § | 221 S | %ELVSL | 601956 § | BYOEEG S | ZO/LE/ZL | ZOJOE/60 | Z00Z€
> Y 69, veh82S | €70'252C § | L90S | %ceSEL | 2GHO0G0F § | 6V1 821§ | Z0/L2/60 | ZO/0E/90 | 20022
N Py 69175928 | 1689021 § | GHO0S | %6956 | 60LSEc § | 6.0'G6C & | L0/32/90 | ZO/VE/E0 | 200z}
N W E 69Lveh'8zS | 281116 & | 2908 | %GSvvl | 8L 16 § | 681GOELS | J0/6Z/E0 | QO/LE/ZL | 900ZF
X %Gl L 820'968'G28 | 212°900Z § | 0805 | %V0S¥Z | €16€SC L § | 81089 1§ | 90/v0/Z+ | 90/0E/60 | 900Z-€
N %06'2 Qz0'geg'see | ¥0E'2SL $ | vP0$ | %ELL'SL 269’689 ¢ | 0SL'gle $ | 90/81/60 | 90/0€/90 | 900Z-C
N %520 920'968'G2S | 26929 & | ¥00S | %G586 | 26929 & | 6GLGE9 § | 90/61/90 | 90/vZ/E0 | 9002}
VN 0 920'968'52$ | 0 $ = § | %0000 - § | (Z/£988)$ | 90/02/c0 | S0/60/Z} | S002-7
X %599 29252628 | 01721 & | €905 | %8008 | 212058 & | ZLP19.e§ | GO/S0/c) | GO/EZ/e0 | S00Z-€
VN Zv2v26'S28 | SIPE68  $ |- 8 | %0000 - § | (1202690 $ | S0/6H/60 | SO/P2/90 | 50022
N P Zh2v26'G28 | S1v668  § | GG0 S | %151 680 | 590298 § | 286¥Zh § | G0/02/90 | G0/SZ/E0 | S00Z-h
N %z 292 26'G28 | 8YElE & | 200% | %P52€9 | eve'le  § | 6656F § | GO/kZ/S0 | ¥OOLZL | p00Z-Y
X %121 260506028 | 9122161 § | G205 | %cS6G. | 8velee  § | G16GIS § | p0/O0/Zt | $O/vZ/e0 | p00Z-€
A %8G Z60'500°02¢ | 895°026'L § | 6608 | %2Z8S. | 282 +i9 § | 902908 § | p0/02/60 | ¥0/S2/90 | v00Z-Z
N %oe 260505928 | 980'606 | Z00S | %IGr89 | Z+Z 60} § | 98209L § | p0/82/90 | $0/Z0/b0 | 1002}
N %50°E 260708028 | 698662 | 1905 | %EvvS. | 69E66L & | 09565018 | ¥O/6Z/E0 | E0/ZHZL | £002Y
X "lbZZ 16621528 | P09Zv9G § | BL0S | %EVLvL | 66C8EC L § | 199°9GOLS | €O/SHZL | £0/92/60 | €00Z€
X Wiz Ll 165141628 | 2061282 & |8V 0 | %266GL | L¥eCSL § | €60°066 $ | €0/22/60 | €0/LZ/90 | €002C
X %095 165171628 | 199°0Lr'L & | 6208 | %928 V2 | €5 Sy § | 99v°L09 $ | E0/62/90 | €0/8Z/E0 | €00Z-F
N %08E 165141628 | 801°956  § | Zr0S | %€85vZ | 80+956 & | LV6 1B LG | €0/8Z/E0 | CO/VE/ZL | 200Z-F
sbujuieg

paiinbay 19y Jo IA Joud puspiAld ajey | sBuiuse3m

[eaosddy | o, Sy spuapialg | sBujuleg ALA aleyg | Jo 9, se puspiAlg ajqejieAy sjeq | Buipug

9sd paje|NWNooYy pauie}ay | pajejnwnody | Jad | Spuspialg | Apeuend sBujuieg | sjqedAed | seuenp | Jjepenp

gigg % I AVW a31vd 65€00-600C "'ON ASYO NI NOISSININOD

JOING3S O1dNd AMONLINIM FHL 40 J3dH0 NV OL XIANIddV




Honorable Lindsey W Ingram, IlI
Attorney at Law

STOLL KEENON OGDEN PLLC
300 West Vine Street

Suite 2100

Lexington, KY 40507-1801

Honorable David Edward Spenard
Assistant Attorney General

Office of the Attorney General Utility & Rate
1024 Capital Center Drive

Suite 200

Frankfort, KY 40601-8204
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