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Re Indiana-American Water Company, Inc.

Caus=No. 42029
— PUR4th —

Indiana Utility Regulatory Commission
November 6, 2002

BeforeRipley, commissioner.
BY THE COMMISSION:

On June 29,2001, Indiana-American Water Corapany, Inc. ("Petitioner,” "Indiana-American”
or "Company") filed its petition in this causefor authority to adjust itsrates and chargesfor water
and sewer serviceand for approval of new schedules of ratesand charges applicablethereto. In
the Petition, Petitioner provided noticeof itsintent to filein accordancewith the Commission's
ruleson minimum standard filing requirements ("MSTRs"), 170 IAC 1-5-1 of seq., subject to
certain modifications hereafter described.

Petitions to intervenewerefiled by Praxair, Inc., the Town of Schererville, the City of Crown
Point and the City of Seffersonville. These petitionswere granted by docket entry, and these
entitieswere made partiesto this cause.

Pursuant to the Prehearing Conference on July 24,2001, the Prehearing Confer ence Order
dated August 1, 2001, and noticeof hearing given as provided by law, proof of which was
incorporated into therecord by referenceand placed in the official filessf the Commission,
public hearings in this cause wereheld on December 6-7, 2001 and February 19-21,2002, in
Indianapolis, Indiana. At the hearings, evidenceoffered by Petitioner, the Officeof Utility
Consumer Counselor (the "OUCC") and the Intervenors was admitted.

On February 11,2002, the Commissionissued a Docket Entry asking Petitioner to respond to
anumber of questionsregarding the classification of certain expensesin Petitioner's
miscellaneous expense account and provideadditional detail asto certain expenseitems. At the
hearing on February 20,2002, Petitioner presented written responsesto the Docket Entry which
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were admitted as Petitioner'sExhibit JLC-R7.

At the hearing on February 19,2002, Petitioner and the OUCC presented to the Commission
a proposal regarding thetreatment of security costs incurred by Petitioner. At that time very
limited supplemental testimony of Petitioner regarding the security costs was aiso admitted. On
May 3,2002, Petitioner and the OUCC tiled a Stipulation and Settlement Agreement regarding
the security costs and information relating thereto. Petitioner also filed amotion for protection
from publicdisclosure of certain limited confidential information regardingits expendituresfor
security-related operation and maintenanceexpenses that Petitioner proposed to submit under
sedl pursuant to the agreement with the OUCC. The motion is granted by the Commissionon an
interim basis,

Pursuant to Ind. Code § 8-1-2-61(b), apublicfield hearing was held on January 17,2002, in
the City of Gary, thelargest municipality in Petitioner'sservice areq, at which time membersd
the public were afforded the opportunity to make statements to the Commission. Public: field
hearingswere a'so held in Indianapolis on January 9,2002, Somerset on January 14,2002, and
Jeffersonville on January 29,2002.

Having considered the evidence and being duly advised, the Commission now finds:

1. Noticeand Jurisdiction. Due, legal and timely notice of thefiling of the Petitionin this
cause was given and published by Petitioner asrequired by taw. Proper and timely notice was
given by Petitioner to its customers summarizing the nature and extent of the proposed changes
initsratesand chargesfor water and sewer service. Due, legal and timely notices of the
Prehearing Conference and the public hearings in this cause were given and published as required
by law. Petitionerisa"public utility" within themeaning of that termin Ind. Code § 8-1-2-1 and
issubject to the jurisdiction of the Commission in the manner and to the extent provided by the
lawssfthe State of Indiana. This Commission has jurisdiction over Petitioner and the subject
matter of this proceeding.

2. Petitivner’s Characteristics. Detitioner i s an Indiana corporation engaged in the business of
renderingwater utility serviceto approximately 264,000 customersin 21 countiesin the State of
Indiana. Petitioner's corporate officeislocated in the City of Greenwood. Petitioner provides
water service by means of water utility plant, property, equipment and related facilities owned,
leased, operated, managed and controlled by it, which are used and useful for the convenience of
the public in the production, treatment, transmission, distribution and sale of water for
residential, commercial, industrial, sale for resale and public authority purposes. Petitioner also
providespublic and privatefire service. In addition, Petitioner providessewer utility servicein
Somerset, Wabash County, Indianaand in Delaware County in or near Muncie, Indiana.

3. Corporate Acquisition History. Indiana-American wasformed in 1983 from the merger of
five Indianawater utility subsidiaries of American Water Works Company, Inc. ("American™). In
1993, Indiana-American acquired the common stock of Indiana CitiesWater Corporation
("Indiana Cities"). IndianaCities subsequently was merged into Indiana-American. The
Commission has dealt with the treatment of the purchaseprice paid by Indiana-American to
acquireIndiana Citiesin two prior cascs. Thefirst order dealing with thisissuewasthe
Commission's Order in Cause No. 40103, 169 PURA4th 252, dated May 30, 1996 (the "1996 Rate
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Order"). The Commission again considered thisissuein its Order in Cause No. 40703 dated
December 11, 1997 (the "1997 Ratc Order™). Indiana-American's most recent rate case Was
resolved by settlement. Indiana-American Water Company, Inc., Cause No. 41320, July 1, 1999.
Since Indiana-American's last rate case, it has made a number of additional acquisitions,
including Northwest IndianaWater Company ("Northwest"), United Water West Lafayette Inc.
("UWWL"), United Water IndianaInc. ("UWIN"), and the Cementville system of Watson Rural
Water Company ("Cementville"). The treatment of the purchasepricesfor theseacquisitionsis
an issue presented for the first time an this cause.

4. Existing Rates. Petitioner'sexistingbasic rates and chargesfor water and sewer service
provided in thefifteen countiesIndiana-Americanserved at thetimeof itslast rate case were
established pursuant to the Commission's Order in Cause No. 41328 dated July |, 1999.
Petitioner'srates for water servicein the portion sf its service area formerly served by Northwest
were approved by the Commission'sOrder in CauseNo 41033 dated May 27,1998. Petitioner's
rates for water service in the portion of its service area formerly sewed by UWWL and UWIN
(hereinafter sometimes referred to collectively as "United") were approved by the Commission's
Ordersin CauseNo. 41046 dated July 8, 1998 and Cause No. 41047 dated July 8, 1998,
respectively. The Commission Orders approvingthe merger of these companiesinto
Indiana-American authorized Indiana-American to adopt the rates of these predecessor
companiesfor applicationin the areas formerly served by them. Petitioner's ratesfor water
service applicable to theindustrial park within the Seymour Municipal Airport known as
Freeman Field were approved by the Commission'sOrder in Cause No. 41655 dated April 4,
200%which Order approved a two-stagemovement to the Seymour Oper ation rates for t he newly
acquired Freeman Field System. Sinceits last rate order, Indiana-American has also implemented
certain public fire protection surcharges pursuant to Ind. Code § 8-~1-2-103(d) and the
Commission Ordersin Cause Nos. 41476,41536,41920,42056 and 42147.

5 Proposed Three-Step Rate Procedures. One of the major elementsof this proceeding
involves Petitioner’s construction of a new undergrovnd water intaketunnel from offshore Lake
Michiganto Petitioner'sBorman Park Water Filtration Plant in Gary (the "Tunnel Project”). The
Commission'sOrder in Cause No. 41484 approved the merger of Northwestinto
Indiana-American. That Order also approved a settlement agreement between Indiana-American,
the OUCC and industrial intervenorswhich provided, among other things, that (a)
Indiana-Americanwould file a petition by March 31, 2000 seeking Commission approval of the
Tunnel Project and (b) if the Tunnel Project were approved, Indiana-American would be
permitted to use a three step ratemakingprocedure with regard to Northwest in itsnext rate case.
Indiana-Americanfiled apetition for approva of the Tunnel Project on March 21,2000, and the
Tunnel Project was approved by the Commission's O:der in CauseNo. 41692 dated November 8,
2000. In its petition in the present cause, Petitioner did elect to use the three-stepprocedure, but
for itsentire body of ratepayers.

The Prehearing Conference Order providesthat Indiana-American shall submit evidenceasto
the estimated cost and in-servicedate for the Tunnel Project and may a so include estimated costs
and in-servicedatesfor two other projects- a source of supply projectin Newburgh (the
"Newburgh Project™) and treatment plant improvementsin Terre Haute (the "Terre Haute
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Project” or the "Wabash Valley Project”). The Prehearing ConferenceOrder further provides that
the first step of any rate increase granted in this cause shall be effectiveupon theissuance of a
rateorder herein and shall not includecosts of the Tunne Project, Newburgh Project or Wabash
Valley Project. The second step shall be effective on the first day of the next month followingthe
an-servicedate of the Tunnd Project and shall include (i) the applicationof the
Commission-determined cost of capital to the estimated Tunnel Project costs (or the actud
certified costsif lower), plusrelated incometax expense; (ii) depreciation expenseon the Tunnel
Project; and (iii} property taxesand other operating expensesassociated with the Tunnel Project.
Petitioner was al so permitted by the Order to request inclusion in the second step of thesame
typesof costsrelating to the Newburgh Project and the Wabash Vdley Project, provided they are
placed in serviceon or beforethe Tunnel Project; they arefound reasonably necessary; and the
cost estimatesfor such projects arefound reasonable. The third step is proposed to be effective
after any retirement of the existing water intake tunnel to reflectthe application of the
Commission-determined cost of capital to the estimated cost of removal (or the actual certified
cost of remova if lower), related incometaxesexpense and any changein operating expenses,
depreciation, property taxesand other itemsreflected in stepsone and two because of the
retirement of theexistingtunnel.

6. Petitioner's Request 7» This Case, Petitioner originaly proposed that its operating
revenues, which impact forty or more Indiana communities, be increased by 10.71% in Step One,
8.00% in Step Twoand 0.09% in Step Three. Petitioner proposes that the Newburgh Project and
the Wabash Valley Project beincluded in the Step Two increase, As discussed above, the Step
Two and Step Threerates are proposed to be subject 1o adjusunent if the actua costsare lessthan
the estimates. However, Petitioner's origind proposal was affected by subsequent developments,
including, apparently, the proposed settlement agreement regarding security costs. We have
authorized a Two Step processin this O der. The proposed Step Three, involving less than
one-tenth of one percent, over theentirerate baseisnot necessary.

Sincc the 1996 Rate Order, Petitioner hasimplemented single tariff pricingon a phased-in
basisexcept in the areas formerly served by Northwest and United and except for the Wabash
Operation which remains separate for a specified time due to a settlement agreement approvedin
the 1997 Rate Order. Petitioner groposes further movement toward common ratesin this
proceeding.

This Commission approachessingletariff pricing carefully, considering proximity,
connectivity, and comparability of costsin each case; and, whereappropriate, wewill look to a
weighted average, and nat favor amere moveto the highest rate.

7. Test Year. Asprovided in the Prehearing ConferenceOrder, the test year to be used for
determiningPetitioner's actud and pro fonnaoperatingrevenues, expensesand operatingincome
under present and proposed ratesisthe twelve monthsended March 31,2001. The financial data
for thistest year, when adjusted for changesas provided in the Prehearing Conference Order,
fairly representsthe annual operations of Petitioner and isapraper basisfor fixing new ratesfor
Petitioner and testing the effect thereof.

8. Acquisition Adjustment Request. Petitioner seeks authority to earn returns on acquisition
premiums(an "acquisition adjustment™), related to the purchaseof severa utilitiesacquired since
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itslast rate case.
Acquisition Adjustment, asused herein, is summarized as follows:

The genera rulerdated to theacquisition of utility plant previoudy used in the utility
function is that the rate base component for the plant includes only the original cost of the
property to thefirst owner devoting the property to publicservice. Therefore, if autility
purchases fixed assets from another utility at a pricein excessof the seller's original cost
(net of accumulated depreciation), the addition to the purchasing utility's ratebase
reflectingthe acquired assetsislimited to theundepreciated origina purchase price. The
excessamount pad isreferred to as an acquisition adjustmentand is placed in a separate
account to be treated for ratemaking purposes as so authorized by the jurisdictional
regulatory commission. Hahne, Alff, Accounting For Public Utilities, §4.04 2], 4983.

Indiana-American proposesthat therates authorized in this proceeding provideareturn on
thefair value of Indiana-American's property which included an opportunity to earn afair rate of
return on the full purchasepricesof the Northwest, United and Cementville acquisitions.
Indiana-American hassought to justify this treatment by showing (a) thefair value of the
acquired assetsis no less than the purchase prices; (b) afair rateof return would be no lessthan
the Company's cost of capitd; (c) the-purchase prices werethe result of arm's length bargaining
and werereasonablecompared to comparabletransactions, other marketplacemeasuresand the
value of the underlying assets; and (d) theresulting consolidation has produced cost savingsand
service enhancementsfor its customersthat exceed thefair valueincrement Indiana-American is
seeking. The Public opposed Petitionersauthorized recovery of areturn on the acquisition's o
Northwest, United and Cementville and asserted that the reasonablenessof the purchaseprices of
those utilitieshave not been shown and that cost savingsand service enhancementsoccurring as
aresult of the consolidation have not been shown to exceed thefair valueincrement
Indiana-American i Ssecking.

It isthe established policy of this Commission to allow an acquisition adjustment in ratesin
only two events, namely:

1. Asaresult of theacquisition, arethere significant and demonstrablebenefitsflowingto the
ratepayers, e.g. better service and/or lower rates?

2. Doestheacquisition result in correction or salvageof an entity identified by this
Commission as a "troubled"” utility?

Further we note that Petitioner in this Cause attempts to aggregateal of itstransactionsinto
one anaysis. Our policy isto evaluate acguisitions on a case-by-casebasis. In the case of merged
operationa 1 (1) and management services, they will beseparated for purposesof rate
considerationinsofar aspossible. A case-by-case analysis will prevent the benefits, if any, from
one transaction being conveyed to another transaction and ensurethat each acquisitionis

measured on itsown merits. To dlow utilitiesto aggregatetheir cost savingsto show ratepayer
benefits would in essenceallow utilities favorable trestment on acquisition adjustments where no
ratepayer cost savingsexist for that particular acquisition. Such acost savingscredit would erode
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the ratepayer benefit of those savingsby using them to justify ratepayer funded acquisition
premiums. Wewill not endor setherecovery of acquisition adjusmentswithout sufficient proof
that a particular acquisition meetsone or both of the two standardsset out above.

A. The Northwest Acquisition. Prior to its merger with Indiana-American, Northwest wasa
public utility providingwater utility serviceto retail customers located in and adjacent to the
communitiesof BumsHarbor, Chesterton, Gary, Hobart, Merriliville, Portage, Porter, and South
Havenin Lake and Porter Counties. Northwest also provided wholesale service to various
communitiesand utilitiesin those countiesas well. Northwest served approximately 65,000
customersand a population of approximately 250,000 people. All of the common stock of
Northwest wasowned by Continental Water Company (‘Continental” or "CWC"} which wasa
wholly owned subsidiary of National Enterprises, inc. ("NET").

On June 25, 1999, NEI was acquired by and merged into American Water Works. On January
1,2000, pursuant to authority granted by the Commission in Cause Nu. 41484, Northwest was
merged into Indiana-American, with Indiana-American being the surviving corporation. After the
merger, Indiana-American commenced Servicein the areasand to the customers previously
served by Northwest.

Petitioner has requested authority to earn areturn on an imputed acquisition premium d
$21,472,000. Petitioner applied its 8.36% weighted cost of capitd to this amount to calculateits
requested fair valueincrement of $1,795,059 before tax gross up. Thecalculation isasfollows:

[Graphic{s} bel ow may exntend beyond saze 0f scxcon oz contain distortions.]

Purchase price $ 48,752, 000
Sharehol der's equity & &/30/99 27,280, 000
Acquisition Premium $ 21,472,000

Thus, Petitioner seeks authority to earm a return on an acquisition adjustment representing the
difference between what it paid to acquire Northwest and the net book valueof the utility'sequity
at thetimeit acquired Northwest. We consider thisrequest in thelight of our previously stated
standards:

1. Asaresult of the acquisition, arethere significant and demonstrable benefits flowing to the
ratepayers, e.g. better service andior lower rates?

2. Does the acquisition effect correction or salvage of an entity identified by this Commission
asa "troubled” utility?

I ndiana-American has requestedd the Commission find that the full amount paid for
Northwest, as allocated, isin fact, the"'fair" value on which Indiana-American'ssharehol der
(AWWA) should earn areturn. In order to justify the amount requested, Petitioner's witness,
ChristineJ. Doron, Indiana-American's vice-president and treasurer, provided evidence on her
claim that benefitsto the consumers outweigh the additional costs those customers will incur by
paying areturn on the acquisition premium.
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Ms. Doron listed several areas of Operations & Maintenance expense where she believed
savings have occurred since the mergers. She aiso listed areas of capital expendimrewhere she
believessavings have occurred. In addition, Ms. Doron stated the cost of capital for Northwest
and the United compani eshas been reduced dueto the mergers thusresultingin savings
associated with borrowed funds. Ms. Doron asserted that she only has included savings which
werequantifiable. Her original testimony concluded that savingsto customerswould outweigh
the cost customerswould pay on the acquisition adjustment by $16 million (Corrected Exhibit
CID-4) if thosesavingsheld true and steady for the next 40 years. Ms. Doron claimed savings of
$4,039,590 per year for the United and Northwest acguisitions combined. In her rebuttal
testimony, she made an alternative calculation which included ayear-zero savingsat a minimum
of $4,487,686 and annual savings of $4,094,210. She asserted these would show savings to
customerssf almost $20 million. Her calculation included severa assumptions which we will
detail later in this order.

Ms. Judy Gemmecke, a CPA, and utility analyst for the OUCC, criticized Ms. Doron's
calculationsand methodol ogies. Ms. Gemmecke's calculations showed that, if the OUCC's
caculated savings were considered along with the rate trestment Petitioner seeksregarding its
acquisition adjustment (i.e. acquisition adjustment not amortized at samerate as asset lives),
there would be anet cost to consumersover the next 40 years of $8 million dollars (Public's
Exhibit 2-D). Ms. Gemmeckecommented on Petitioner's request to obtain areturn on the amount
of the acquisition adjustment, or fair valueincrement, in perpetuity by not reducing through
amortization the acquisitionadjustment & a rate consistent with the assets to which they are
related.

Wealso discuss below the annual savings Petitioner assertsderive from the acquisitionsof
United and Northwest. Thisanalysisis complicated by the fact that Petitioner has merged some
services of United and Northwest, as noted above.

a. Amount of Savings Related to O & M Expenses. The Petitioner’s witness Ms. Doron and
the QUCC's witness, Ms. Gemmecke estimated different total O & M savingsrelated to the
acquisitionssf United and Northwest. Whereas M s. Doron estimated total annual savings o
$4,094,210related to the acquisitions of United and Northwest, Ms. Gemmecke cal cul ated
savingsof only $2,695,868.

i. Labor and Benefits. Whereas Ms. Doron estimated total annual savings of $3,054,987 in
the category of Labor and Benelfits, My. Gemmecke caloulated savings of only $2,900,956. Ms.
Doron calculated |abor expense savings for the Northwest operation by determining the gross
labor expense plus overhead for areduction in labor force, further reduced by the amount of
labor and overhead capitalized, then netted against additional personmnel hired at the corporate
headquartersand customer service center which were necessary to cover the duties of those
employees dismissed. However, Ms. Gemmecke noted Ms. Doron's calculation for the United
systemsdid not detail net positionseliminated, but rather took wages plus overhead for calendar
year 1999 and compared that wth calendar year 2000 for the same systems. Combining the
results of thesetwo different methodol ogiesresulted in her conclusion that net savingsfrom
labor and benefitswere $2,965,942 adjusted to $3,054,987 in her rebuttal testimony. Petitioner's
witness, Mr. Cole elaborated on the types of staffing reductionsand re-organizationsthat have
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taken place. He also stated that he hasincluded staffing reductionsassociated with the Peoples
Water and Shorewood Forest acquisitions in his calculations of Northwest.

First, the OUCG criticized Ms. Doron's analysisby noting that Ms. Doron's cal culation of the
percent of labor recorded as an O&M expenseas opposed to a capitalized expense was based on
1998 percentages. But in cal culating the savings, Ms. Doron had used the 1999 wage totalsand
inflated them to reflect 2001 equivalent amountswhen she applied the 1998 percentages. This
created amismatch of inflated 1999 O&M wages with 1998's O&M percentageresultingin an
overstatement of labor savings associated with the Northwest acquisition. Also, Ms. Gemmecke
noted that Ms. Doron compared United's "pre-merger" mount to a"current” amount, but does
not state what periodswere used. Ms. Gemmecke f Urt her noted that the pre-merger amount did
not equal the amount reported on United's 1999 TURC report: nor did the current amount equal
the test year of April 1 - March 31,2001. This would result in an overestimation of savingsif the
ammount used did not reflect atotal year's costs.

Ms. Gemmecke compared 1999 totalsfor the categories with test year totals for the same
categories. Thus she obtained the true net savingsby comparing costs before any of the mergers
with the costs encompassing a full 12 months after the mergers. Ms. Gemmecke stated in her
testimony on page 18 "This cal culationincludes savings due to reductionsin force and savings
associated with better bargaining." We accept MS. Gernmecke's analysisof thisissue.

ii. Group Insurance. WhereasMs. Doron estimated total annual savingsof $213,563 in the
category of Group Insurance, Ms. Gemmecke found no additional Group Insurance savings
noting that such savings had aready been included in Labor and Benefits savings. M's. Doron
made an additional calculation for group insurancesavings based upon the remaining employees
and the differences in insurancerates under their former ownership compared to those rates under
their current ownership. Ms. Doron purportsan additional savings of $239,964. Ms. Gemmecke
noted that Ms. Doron had includedin "Labor" itemsknown as "Overhead”. Ms. Gemmecke
stated that itemsincluded in "overhead" already included group insurance. Thus, Ms. Doron
counted part of the group insurance savingstwice.

Ms. Gemmecke madeasimilar adjustment, but included her calculation under Labor and
Benefitssavingsaswe discussed earlier.

Taking the Labor and Benefits, including group insurance savingsin total, the two partiesare
about $368,000 apart in savings (Pet's $3,268,550 — OUCC's $2,900,956). While this may not
appear to be substantial, the net present value over 40 yearswould be $6.6 million ($367,594
inflated at 3% per year for 40 years @ 7.56%); or $5.9million using Petitioner's requested
weighted cost of capital of 8.36% . The differenceof $368,000 calculated for a 20-year period, the
present value amountswould be $4.7 million using 7.56% or $4.4 million at 8.36% weighted

cost of capital.
Again, we believethe OUCC hasmor e precisdly determined thisitem

iii. Management Fees. Petitioner and the OUCC al so cal cul ated the effect of themergerson
management fees. Whereas Ms. Doron estimated total annual savings of $302,224 in the category
of Management Feesas aresult of the acquisitions, Ms. Gemmecke testified that Petitioner had
actually incurred additional costs of $639,256. Before the mergers. both Northwest and United
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were part of alarger corporatestructureand each had management feesallocated to them. Ms.
Doron gives no further details & how she arrived a her figureother than stating she compared
pre-merger amounts with post-merger amounts on a per customer basis.

In her testimony, Ms. Gemmecke statesMs Doron had arrived at amanagement fee pea
customer of $6.25 that was effectivebeforethe mergers. Ms. Gemmecke further states that Ms.
Doron used an amount less than the calendar year 2000's management feesto calculatea per
customer management fee, Ms. Gemrnecke further criticizesMs. Doron's "post-merger”
calculations as beingincomplete as certan el ementswere missing from the " post-merger”
management fees. To compensatefor these missing elements, Ms. Gemmeckeused management
feesas expensed in the test year. Her comparison Of "pre-merger” to " post-merger" management
feesreveal an increase in management fees, thus No savings wererealized in thiscost area. Ms,
Gemmeckeexplains thisresult in her testimony:

In this particular case, methodsmay have been changed and employeeseliminated,
however new chargeswereadded via corporate and service company all ocationsthat
greatly diminished the savings.

We find no savings have been shown in this area of Petitioner's costsin thiscase.

iv. Chemical Savings. Petitioner'switnesses Ms. Doron and Mr. Cole both refer to savingsin
the costsrelated to chemica purchases. Ms. Doron states these savings amount to $163,017
whereas the OUCC found that these savingswer e only $84,592. Mr. Cole described the treatment
processesthat have changed in Northwest since being merged with Indiana-American. Mr. Cole
attributed these changesto the superior knowiedge of employeesof American Water Works
Service Co. in the area of water quality. Mr. Cole stated theseimmediate savings wererealized
"only because of the affiliationwith American.” Ms. Cole stops short of sayingthiswasa
patented system, or that this specific knowledge has been withheld from the rest of the water
service providers.

OUCC's witness, Ms. Gemmecke, criticized Ms. Doron's calculationon thebasis that: |) two
different methods of cal culation were used for Northwest and United, and 2) one of the savings
factorsMs. Doron used for calculating Northwest chemical savingshad not yet occurred, even
though Mr. Cole stated that these were "immediatesavings'. Ms. Gemmeckecal culated cost
savings of $81,592 by using themethodology of comparing 4999 costs with test year costs. We
find thismethodology to toe sound and adopt the Public's cal culation of chemical savings.

v. Rate Case Savings. Petitioner'switness, Doron, stated the amount of savingsshe had
derived was the result of comparing current levelsof rate case coststo the most recent rate cases
for Northwest, UWWL and UWIN amortized over the same period asin their respective previous
rate case. She stated her estimated savings were conservative because her estimated cost of a
current rate case did not include areproduction cost new less depreciation study, cost of service
study, nor depreciation study. She provided no further evidence of her calculationinto evidence.

OUCC's witness, M s. Gemmecke, provided evidencebased upon a comparison of rate case
expense approved in Northwest's and United's | ast rate cases with the actual rate case expense

© Public UtilitiesReports, Inc., 2003



KAW_R_PSCDR3#29a_attachment_IN_080604
Page 10 of 75

PURDbase

being requested in this cause, as dlocated to the respective operating systems. Ms. Genmecke has
provided her calculationsin her testimony as schedule J1G-11, page6. We note that Ms.
Gemmecke's calculation uses actual historical expense, increased to 2001 level throughan
inflation adjustment less Petitioner's requested alocated amount of rate case expensein this
cause. This calculation reveal sa savings of $143,57¢ compared to Petitioner's savings estimate
of $159,417. We find the Public's calculation to more accurately reflect a reasonabl e estimate of
rate case savings.

vi. Other O&M Savings. Petitioner has asseried additional O & M savingsto berealized as a
result of the acquisitionsin the categories of computer related costs ($90,4953), audit fees
(861,583), general legal fees($28,370), lab fees ($14,379) and bank fees ($14,179). The OUCC
did not provide evidenceto dispute these claimed amounts and we find such savings should be
attributed to the acquisitionsof United and Northwest.

b. Amount of Savings Related to Rate Base. This area of savings encompassesdepreciable
assets, the purchase of which was avoided. The depreciation expense associated with those assets
isalso avoided. Thus each subject area hastwo cost swings components. The savings associated
with thereturn on investment, and the savings associated with theelimination of depreciation
expense. For the computer upgrades, Petitioner suggests a savingsof $323,559 on an investment
of $1,147,900 over the next 5 years. The savings on depreci ation expense associated with the
computer upgrade avoidance was suggested as being $229,580 annually for the next 5 years.
QUCC claimsthe savings would be $37,256 return on an investment of $149,526, plus $29,905
savingsrelated to the depredation expenseover the next $ years.

i. Computer Upgrades. Petitioner stated that Northwest, prior to the merger, had been
investigating upgrades or replacements of accounting software. Dueto the merger with
Indiana-American, the upgrade and replacementswere not necessary. Ms. Doron concluded that
consumerswill benefit from the avoidanceof a$1.148 million investment. Her conclusion was
based on information obtained through documents and conversation from prior Northwest
management concerning EMA Services. Petitioner did not offer any further evidenceto
collaborate the assertion regarding the prior owner's intent in thisregard.

OUCC's witness, Ms. Gemunecke relied on evidence provided to the Commissionin
Petitioner'sMinimum Standard Filing Requirements (MSFR's). From what Petitioner provided,
Ms. Gemmecke cameto the conclusion that the recommendation by the vendor (costs be shared
with the other CWC utilities) would have been accepted by the management if the purchasehad
been consummated. ‘Y herefore, she conciuded the price of the particular system would have been
shared by other affiliates of Northwest. Shealso stated that the evidencewas merely a proposal
presented by a sal esperson. She contended it was unclear whether Northwest could not have
cometo purchase the software at alower price. MS. Gemmecke came to the conclusion that
Northwest's share of the avoided investment would have been $149,526. Wedo not find
Petitioner'sevidence on thisissue to be persuasive and accept the Public's estimate of savings

ii. Vehides Ms. Doron testified to savingsrelated to the disposal or reassignment of 29
vehiclesdueto areductionin the number of employees. Ms. Doron explained in her rebuttal
testimony that the reduction wastheresult o fareduction in employees and areview of vehicle
policy. Ms. Gemimecke's direct testimony relied on Ms. Doron's direct testimony for the
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calculationsof savingsrelated to areduced fleet. She stated it didn't makesenseto seea
reduction of 29 vehiclesfor every 55 cinployecs. She also criticized Ms. Doron's calculation of
the savings based upon the average original cost. Ms. Gemmecke believed some accounting of
the depreciation must be included in the calculation. Ms. Gemmecke calculated savingson | |
vehicles, then gpplied one year of depreciationto that figure.

For the savings associated with vehicles, Petitioner claims savingsof $491,084 on an
investment of $248,419 aver the next 20 years. Further savingsrelate to depreciation expense of
$21,681 annually. OUCC claims the savings would be$4 86,280 on investment of $1 64,664 over
20 years plus savingsrelated to depreciation of $7,699 annually. Wefind the QUCC calculation
to be the morereasonable.

¢. Cost & Capital Savings. Petitioner purports savings relating to the cost of capital in an
amount of $215,791 annually. Ms. Doron stated that financially Indiana-Americanisalarger and
stronger company than either Northwest or United, She further pointed to access to private and
publicdebt markets through American Water Capital Corporation. Mr. Eckart stated the now
combined companiesof Indiana-American/United/Northwest haveawider dispersion of risk
which allowsit to demonstrategreater stability of earnings, and thusmore attractive to potential
investors. He further stated that purchases should be attracted to larger-sized bond issues, which
iswhat American Water Capital Corporation (Am.Cap.) providesfor Indiana-American.

QUCC's witness, Edward Kaufman, disagreed with Ms. Doron's analysis of thereductionin
cost of capital. Be described Ms. Doron's analysisas inciuding increasing debt by $5 million and
reducing equity by the saine amount. Mi-. Kaufman Sated that when a utility “increases its
percentageof debt and reduces its percentageof equity both the cost of debt and the cost of
equi ty increase." This will, therefore, increase the weighted cost of capital. With the small
reduction in capital Ms. Doron claimed (4 basis points), only asmall changein the cost of debt or
cost of equity will reducethe capitd savingsMs. Doron claimsexist. Mr. Kaufman further
pointed to Petitioner's own testimony in this case which shows an equity percentage of 42.87%
which is higher than that used to support its savings claims(42.41%). Mr. Kaufman pointed out
that Petitioner's capital structureis not guaranteedto remain the same as presented in the analysis
of savings attributableto the acquisitionsand Petitioner has given no such assurances. Assuch,
we do not find any savingsassociated with the cost of capital.

d. Year Zero Savings. Petitioner has included in their calculation on savings associated with
the acquisitions, what i s termed Year Zero Savings. This isexpected as the savingsthat have
occurred from thetime of the merger until thisrate case. This, asMs. Doron explained in her
direct testimony, consists of savings achieved as sf May, 2002.

OUCC witnesses Gemmecke and Gassert both asserted that any savingsprior to thisrate case
have benefited indiana-American's shareholder, not the customers. Mr. Gassert goesfurther,
saying, "If you accept Petitioner'sclaimed savings figures, it has already received a significant
amount of compensation.” Mr. Gassert's c¢laim that any of Indiana-American'scaptured savingsin
Y ear Zero went to the shareholderisillustrated by the fact that Petitioner did not reduceitsrates
to consumers Since beforethemergersin 2000. Therefore, Petitioner has'kept its savingsfor 2.5
yearsuntil thisorder isfinalized. Mr. Gassert further stated that Petitioner has made no
adjustment to itsrevenue requirement for past savingsit isnow saying has benefited consumers,
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thus Petitioner will benefit twiceunder their proposd - once through the direct benefit of cost
savingsit has retained and again in areturnon its full acquisition adjustment,

Mr. Gassert testified that Indiana-American did not credit the ratepayerswith the
compensation it claims it hasalready received. Indiana-American seeksto earn areturn on its
unamortized acquisition premiumswithout reducing the requested revenue requirement by the
compensationit has or will receiveby thetime an order is issued in this Cause. Thus, to the
extent the savings were achieved, the utility will be compensated twiceunder Petitioner's
proposal .

On Rebuttal, Ms. Doron adjusted her Year Zero savings from $7.35 million to $4.49 miilion
to reflect a shorter period of time, which the customerswould have benefited. Ms. Doron stated
consumershave benefited from Y ear Zero savings from the avoidanceof an additional rate case.
Ms. Doron stated that in Indiana-American's |ast rate case, Indiana-American agreed to arate
mor atorium. "Weknew we wer e agreaing to skip arate case whi ch had other wisebeen assumed
in our forecasts. It wasonly because we knew we would beableto achieveacquisition related
savingsthat we wereable to agreeto skip that case," However, upon cross-examination, Ms.
Doron stated that, at the time, they were only aware of an estimated level of tabor savings,
Further evidenceindicated that no dollar estimates of any savingsrelated to the merger with
Northwest bad been calculated as of September, 1999, which we note was after the June 3, 1999
settlement agreement. (Doron transcript page F-104 — F-105)

We note that when partiesreach a settlement agreement both partieshave given somethingin
exchangefor somethingelse. Ms. Doron claimed that Indiana-American could have recovered
morein ratesif it had not agreed to the rate moratorium. In exchangefor agreeing to arate
moratorium, Indiana-American presumably received arateit could accept without the uncertainty
that comes of afully litigated rate proceeding. In any event, we find that it would appear to be
retroactiveratemaking to allow Petitioner to recover the past "loss’ to which it had agreed by
imputing savingsto ratepayersthey have not and will never receive.

€. Amortization of Acquisition Adjustment/Fair Value | nCrement, Petitioner’s testimony and
supporting schedulesindicate their request to earn areturn on the acquisition adjustment.
Petitioner's Exhibit CID-4 page 5 of 5, ascorrected, revealsarevenuerequirement, adjusted for
taxes of $4,654,589per year. Petitioner does not adjust their acquisition adjustment fox any
amortization.

OUCC's witness, Gassert, noted that I ndiana-American hasused theunameortized acquisition
premium balance to calculate itsfair value incrementsnot only for Northwest and United

acquisitions, but also for the Indiana Cities acquisition. He a so states Petitioner includedincome
taxesassociated with thefair value incrementsas a component of revenuer equirements, which

Mr. Gassert believes to beinappropriate.

OUCC’s witness, Ms. Gemmecke, also makes note of Petitioner'srequest to earn areturn on
the acquisition adjustment without any reduction for amortization. Thus, she concludes,
Petitioner "... isexpecting the proposed fair value of the purchased plant to never decrease — not
after 10,50 or 100 yearsof wear and tear! "

In rebuttal testimony, Ms. Doron criticized Ms. Gemmecke's schedule JIG-11 asnot
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presenting the OUCC's position on the amortization of the acquisition adjustment.

Ms. Gemmecke explained that the schedule shows the QUCC's calculated savings compared
to the cost Petitioner glans to impose on the customersin the form of areturn on the acquisition
adjustment {or fair valueincrement). Thus, if Petitioner'sproposed treatment of the acquisition
adjustment (fair valueincrement) i sadopted (i.e. areturn on a never-diminishingacquisition
adjustment), the consumerswould fund the cost ofacquisitions, not reap a savings. We agree
with the OUCC analysisof thisissue.

f O & M Savings Generally. Mr. Gassert expressed concernsabout the O & M savings
generated asa result of the Northwest acquisition. Mr. Gassert consideredit doubtful that
Indiana-American has generated the O&M savingsit has claimed in this cause. For example,
according to Petitioner's Exhibit CID-4, gage 1 of 5, Petitioner hasidentified annual projected
savings of $4,669,642. Of this amount, $4,325,721 isrelated to the Northwest merger. Yet O&M
costs for Northwest arehigher in ihis case than they were in Northwest's last rate Case even
though Petitioner has claimed $4.3 million dollars of O&M savings. Even if the O&M expenses
approved in Northwest'slast rate case of $14,653,263 are increased by 3% for inflation for the
last 3.5 years, Northwest'sO&M would haveincreased to $16,252,196. Yet, Petitioner has
proposed that Northwest's O&M expensesin this case are $14,876,434, Thiswould indicate that
Petitioner has achieved annual O&M savings of only $1,375,762 ($16,252,196-$14,876,4341,
well short of the $4,325,721 savings Petitioner claimed in this cause. Mr. Gassert noted our
position on cost savingsin Cause No. 40703:

Since the acquisition would produce benefitsin cost savingsin excess of the purchase
price, modem finance theory prescribesthat Indiana-Americanshould have bought the
Company a the purchasepriceit paid ($37 million). And in a competitive market the cost
savingswould enhancethe purchaser'soperating income and thereby cover the capital
costs assodated with the purchasepriceit paid ($37 million). And in acompetitive
market the COSt savings derived by combining the two companies woul d enhance the
purchaser's operating income and thereby cover the capital costs associated with the
purchase(interest on debt and earningsfor the common shareholder). (p. 30, Final Order)

Mr. Gassert further asserted that, even if Indiana-American did achieve thelevel of savingsit
has claimed, the commentsabout the competitive environment madein thefinal order of Cause
No. 40703 werenot intended to apply in the long term. He contended the comments are
applicableonly in the short term because in a competitive market, the cost savings achieved by
combiningtwo companies would only enhance the purchaser's operating incomein the short
term. Mr. Gassert noted that in thelong term, competitorsto the combined company would be
required to implement similar efficiencies and lower their pricesto remain competitive.
Therefore, the savingswoul d onl y be availablein the short term to cover the capital costs
associated with the purchase. Finally, Mr. Gassert noted that the Missouri Public Service
Commissiondiscussed the short-term nature of savingsin itsorder in Case No. WR-2000-844
wherein it made the f ol | ow ng statement:
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1.D. Should the Company be allowed 0 recover a portion of any "savings” which resulted
Jrom the AWK/NEI merger from Company's customers under its proposed "Sharing Savings
Plan"?

Regulationisintended to be a substitutefor competition, In a competitivemarket, a
company that achievesgainsin efficienciesonly getsto keep thebenefit of thosegains
until its competitorsimplement similar efficiencies, and the company isforced to lower
its pricesto remain competitive. A regulated company does not get to keep the benefit of
its efficiency gains indefinitely either. If the gainsare large enough and not offset by
increased costs elsewherein its operations, a utility will get to keep the gainsonly until a
complaint is brought and resolved. If the gainsare offset by increased costs, the utility
will only get to keep them until arateincrease caseis filed and resolved. Gainsin
efficiency are "captured" in arate case, and forward-looking ratesme set taking the gains
into account.

This last situation is the onein which the Company findsitself: it clamsit has
achieved gainsin efficiency from the merger of NEI and AWK, but nonethel ess has found
it necessary to request an increasein rates, The Company asksto be allowed to share (i.e.,
keep 50 percent) of the savingsit assertsit has achieved from the AWK/NEI merger. This
Commission, in keeping with regulation'srole of simulating competition, will not
approvethe shared savings plan.

Mr. Gassert added that Missouri-American Water Co. had not sought to recover an
acquisitionpremium related to the NEI acquisition asit hasin Indiana. Rather, American only
requested recovery of the transaction costsrelated to the merger and to sharethe claimed savings.
Both requests were denied. Finally, Mr. Gassert notes that OUCC witness Judy Gemmecke
providesamorein-depth look a Petitioner's unsupported claim of savings.

Mr. Gassert concluded his analysison the Northwest acquisition request by recommending
that no revenuesbe provided to compensatel ndiana-Americanfor its proposal to recover an
imputed acquisition premium related to its parent company's purchase of NEI. He further
recommended that if the Commission does determine that revenues should be provided, then the
ratepayersshould be credited with the compensation Indiana-American has already received
during the 2 1/2 yearsit hasbeen abletoretain thesavingsit claims. Mr. Gassert stated that this
treatment would be necessary to prevent double compensation of Indiana-American. The
compensationwas earnedin 2 1/2 yearsand should be spread over the 3-year life expectancy of
theseratesand would calculate tobea $3.92million ($1 1.75/3 yrs) annual reduction to annual
revenuerequirements. Finally, Mr. Gassert recommended that if the Commission does determine
that afair valueincrement i s warranted, the Commission should consider disallowing a portion
of the additional $58 million of additional investments. The amount disallowed coudd be tied 10
the amount of the acquisition premium alowed. Thus, if the Commission allowed the full
$21.472 million Petitioner i s seeking, then Petitioner'soriginal cost rate base could be reduced by
the same amount.
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Mr. Gassert testified that "'Based on the Commission's comments, if the cost savings achieved
are not in excess of the purchase price, then American paid too much money to acquire the utility
..." ThePublic also noted that the Missouri Commission stated that it is regulation's role to
substitute competition and Mr. Gassert noted that in acompetitiveenvironment savingswould
only beavailablein theshort term to cover the capital costs associated with the purchase. Both
Mr. Gassert and Ms. Gemmecke areopposed to Petitioner's use of what istermed "year-zero
savings'-

Finally, Mr. Gassert noted that Petitioner's claimed savingsfigureswould seem to indicate
Indiana-American has aready received asignificant amount of compensation, Petitioner claimed
approximately $4.3 million of annual O&M savings resulting from the Northwest and United
mergers. The Northwest merger was effective 1/1/00 and the United merger one month later. Any
savings achieved would flow to Indiana-American becauseit did not lower itsratesto reflect the
O&M savings achivved. In fact, those savings Will remain with Indiana-Americanuntil an order
isissued in thisCause. Therefore, Petitioner will have been ableto keep thosesavingsfor 2 1/2
years. Applying Petitioner's$4.3 million clamed savingsto a2.5 year factor generates $11.75
million of compensation Petitioner has dready or will receive by thetimean order is issued in
this Cause.

On behdf of Intervenor Crown Point, witness Gregory T. Guerrattez, President of Financial
Solutions, Inc., also criticized Petitioner's analysis of merger-related savings. Mr. Guerrattez
criticized Ms. Doron's failureto consider the effect of corporateoverhead to be allocated to
Northwest customers He states that hy not including this amount, the benefit of the merger and
acquisitionhas been overstated. Mr. Guerrattez then criticized Petitioner'suseof a40-year
anaysis. Hesuggested a 20 year analysis would bemore “real world'. Mr. Guerrattezhas
caculated acost above (over) aleged savingste be about $93 million to Northwest Indiana
Customersover the next 20 years.

Intervenor Schereville's witness Theodore I. Sommer, Partner with London Witte Group LL.C
also criticized Petitioner'sanaysisof merger-related savings. Whilenot necessarily opposed to
the centralizations and consolidations of functions that will producecost savings, Mr. Sommer
expressed concern about the potential lack Sf conirol Petitioner hasover costsimposed by its
servicecompany and other affiliates. This potential lack of control affectsthe projection of
merger savingsthat support the return being sought by Petitioner on itsacquisition adjustment.
Mr. Sommer a so commented on the useof inflation ratesin the analysis of the alleged savings
and provided several schedulesusing variousrates of inflation in 1/2% increments. Mr. Sommer
indicated that assumptionsabout theinflation rate have a substantial impact on theamount of
savings heing projected by the Petitioner. He further stated that if Petitioner'scalculationof
savingsisoverstated by only 12.67%, thisalone would negate dl present value savings.

g. Commission Findingson Ratepayer Benefits. The OUCC and Intervenorsexpressed
concernsover O&M savings claimed by Petitioner. Mr. Gassert presented an analysisbased on
actua O&M numbers requested in this caseand O&M expenses gpproved in Northwest'slast rate
cae. Thisanalysisindicated that Petitioner only achieved savings of $1.375 million whileit
claimed $4.325 million. Ms. Doron did not disputethe accuracy of his calculation but responded
by stating that the O&M expenserequested in thisrate caseincludesthe corporate dlocation. Ms.
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Dorondid not believeit was appropriate to includethe corporateallocation wsts in the savings
analysisbecause it is not an incremental cost. Wefind that the corporateallocation should be
considered in this analyss. In order to determine the ratepayer benefitsto Northwest's ratepayers,
wemust consider all the coststheseratepayers are being asked to recover. We notethat the
allocated costs are for variousservices rendered such as accounting and customer service. If these
costswere not provided &t the corporateievel, the serviceswould need to beacquired directly by
the Northwest system a some cost. Therefore, if these costsarenot included, it would not bea
complete or accur ate analysissince these services provided by cor porate are necessary and come
with acost. Therefore, webelieveMr. Gassert's analysis more accurately depictsthe actual
savings achieved.

Wealso note from our order in CauseNo. 401903, page 7, the following:

Additionally, we per ceive that some cost savings arethenatural resultofa sensible
consolidation of utility systems, which would appear to underminePetitioner's claim of
itsresponsibility for the generation of significant savings through management effort. We
do not believe such natural synergies are the type S substantial savingsand benefits
sufficient to invoke an exception from the general propensity of the traditional standard to
disallow favorable treatment of an acquisition adjustment.

This statement is applicablein this cause aswell.

The parties further disputed Petitioner'sclaimed savingswherein Mr. Gassert also testified
that if Petitioner's claimed savingsfigureswere accepted, Petitioner will havereceived $11.75
million in compensation by the time an order isissued in this Cause because, in thisapplication,
Indiana-Americandid not credit the ratepayersfor savingsit aready achieved in itsfair value
mcrement request. On rebuttal, Ms. Doron argued that Petitioner was ableto agreeto arate
moratorivm in itslast rate caseand defer arate case. However, on cross-examination, it was
revealed that the stipulation and settlement agreement that included the negotiated rate
moratorium was executed on June 3,1999 (F-107}. It was further revealed that in Cause No.
41484, Petitioner's President responded to discovery in September, 1999 indicatingthat "the
savings have not been quantified” (F-105). Ms. Doron suggeststhat a preliminary estimate of
labor savings was availablein a separate document. However, it was further revealed on
cross-examinationthat the document in question was dated only by afax machinewhich date
was February 14,2002 (F-108). It wasalso shown that, when that document was providedin
discovery it was provided with the qualification that it may very well havebeen prepared as of
the timethe Stipulation and Settlement Agreement was executed. When Ms. Doron was
questioned if the document was prepared at the time the agreement was negotiated, she
responded, "Wedon't have dates." (F-109). Based on this discussion, wefind that: if Petitioner
did achieve the level of savingsit claimed, then Petitioner did receive compensationfor its
acquisition of Northwest notwithstandingour findings.

Our task isto determineif the cost savings, which may or may not have occurred warrant
some rate-relief treatment. Petitivner claiuss savings of $52.5million over thenext 20 ycars (nct
present value Exhibit CID-R-4 page 1 of 5) outweigh the coststo consumersof $41 million (net
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present value). The OUCC calculatesthat coststo consumers of $42 million would outweigh the
benefits of $34.6 million, in which case consumer swould be paying morefor their water service
merely because the water companiesin question were acquired.

There isno claim or argument that the Northwest acquisition meetsour "troubled utility" te<t,
therefore, we are left only to determinewhether this purchaseresultsin significant and
demonstrablebenefits to ratepayers.

Viewing the evidenceasawhole, wefind that ratepayer benefitsdo not exceed the costs of
the acquisition premium requested. Accordingly, we deny Petitioner'srequest on Northwest.

B. The United Acquisition.

a. Background and Posi ti on of the Parties. Prior to their merger with Indiana-American,
UWWL served approximately 7,500 customersin Tippecanoe County in and adjacent to the City
sf West Lafayette and UWIN served approximately 9,208 customersin and adjacent to
Mooresville in Morgan County, Warsaw (including Winona Lake) in Kosciusko County, and
Winchester in Randolph County. UWWL and UWIN were subsidiariesof United Water Idaho,
Inc., which was a subsidiary of United Waterworks, Inc., which in turn wasa subsidiary of
United Water Resources, Inc.

On February 1,2000, Indiana-American acquired all Of the outstanding common stock of
UWWL and UWIN and on the same date UWWL and UWIN were merged into
Indiana-American.Thistransaction was approved by the Commissionin its Order in Cause No.
41516 issued on December 15,1999.

The stock purchaseagreement provided a purchase price of $11,250,006 for the common
stock of UWWTL and $16,000,000 for the common stock of UWIN, both subject to adjustment
for certain changesin the common equity balance of the two United companiesoccurring before
the closing dare. After these adjustments were made, the actual purchase pricespaid by
Indiana-Americanwere$17,209,039 for UWWL and $16,653,615 for UWIN. These purchase
pricesexceeded the book valueof the common equity of UWWL and UWIN by 1.69 times and
1.71 times, respectively. (Id., p. 31.) This resulted in atotal acquisitionadjustment of
$12,405,032, of which $5,080.417 relatesto the UWWL transactionand $7,324,615 relates to the
UWIN transaction.

Petitioner seeksauthority toearn areturn on an acquisition adjustment representing the

difference between what it paid to acquire United and the net book value of the utility's equity at
thetimeit was acquired. Again, the combiningof the United and Northwest evidenceisa

complicatingfactor.

Here, again, thereisno assertion that Petitioner acquired a "troubled utility", and, so, our
review will consider the possible benefitsto ratepayersonly.

Petitioner's witness, Mr. Eckart, testified that he believed the purchase prices for the United
propertieswer e fair and reasonable, and that he per sonally madethe decision on what
Indiana-American waswilingto pay to acquire UWWL and UWIN. He asserted hisdecision
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was based on what hethought wasin the best interests of Indiana-Americanand the Indiana
consumers. Mr. Eckart also said he assumed fair ratemaking treatment consistent with policies
previoudy expressed by this Commission. e stated he understood the burden would beon
Indiana-American to demonstratethe benefitsof the acquisition and stated his decision was not
influenced by the regulatory trestmentsof other states.

Petitioner's withessDuane D. Cole, Petitioner's Vice President of Operations, claimed that
customersin the areas formerly served by United (the "United Operations™) haveseen a
substantia benefit in the area of support services. United had maintained a minimal support staff.
Now thoseoperationshave tbesamelevel of support asall Indiana-American operations. Mr.
Cole asoidentified anumber of benefitsrelated to day-to-day operations, predominantly alsoin
the United Operations. Meidentified benefitsthat had been achieved in the United Operations
related to theuse of chlorine.

Mr. Colealso stated Indiana-American has filters in the Winchester Operation and claimsit
now has a better configurationresultingin more efficient use of the sourceof supply there. He
addsthat System Control and Data Acquisition ("SCADA") equipment has been instalied in
Winchester, which ismonitored now seven daysaweek. This greatly enhancesthe ability to
respond to emergency situations, Further, Petitioner changed the United policy of not
maintaining or flushing hydrants that were located in apartment complexes, taking the position
that this wasthe responsibility of the apartment owner. Indiana-American hasalsoinitiated a
storagetank inspection program in the acquired operations and has already identified and
corrected some problemsin the Winchester Operation in connection with the electric hester.

Accordingto Mr. Cole, the most dramaticimprovement has been seen in the Warsaw
Operation. IDEM had issued to United a public notification within the twelvemonths prior to the
merger for exceeding the maximum contaminant level for vinyl chloridein Warsaw. Mr. Cole
said that after the acquisition, Indiana-Americanimmediately pursued an answer to thisquality
issueand hasingtdled a larger, mare efficient aerator which has reduced the vinyl chlorideto a
non-detectable level

Mr. Colealso stated the United Operations have benefited from Petitioner's deferred main
extension monthly payment program. Thisisaprovision of Petitioner'srulesand regul ationsof
servicewhich establishes terms for the extension of mainsand provision of serviceto aready
developed areas whereit otherwise would not be affordable. Petitioner has developed a program
which allows amain extension deposit essentially to be deferred and recovered without interest
over aten-year period. The first place where Petitioner hashad the opportunity to use this
program was within the Mooresville Operation for two main extensonsto serve 88 customers.

Public's witnesstestified that Petitioner's asserted savings do not offset the fair value
increment requested. Mr. Gassert testified that only $343,924. of the asserted savingsare derived
from the United transaction whilethe cost of United's fair value incrementis$1,704,409. Public's
witness M her noted that thisdeficit would cost the ratepayers$42 million over the next forty
yearswhilereceiving essentialy the same service. Petitioner acknowledged thisfad but noted
that the customershave seen a benefitin the area of support services and day-to-day operations
and provided examplesof these service enhancements. Given that there appearsto be no dispute
that thesavingsdo not offset thefair valueincrement: we need to measureas best as possiblethe
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benefitsderived from the service enhancements asserted. We are awarethat United Water Co. is
alarge national water company owned by an even larger French utility company. Weare also
awareof the resourcesavailableto large companiessuch as Indiana-American. Therefore, weare
nor asinclined to accept that the utility serviceprovided by that national water company (United)
was significantly deficient from what Indiana-American provides and we arereluctant to give
significant weight to such claimed service enhancements. Further, we are awarethat United's
Indiana propertieswerenot in thetroubled utility category where we typically see customer
servicedeficiencies, and in such an extreme case, customer ser viceenhancemnents aloe may
providethe ratepayer benefits necessary to receive favorableratemaking treatment. In this case,
we do not accept that the customer service enhancements Petitioner claims warrantsrecovery of
an acquisition premium in rates. Further, we note that the claimed O&M savings fall significantly
short of the requested fair valueincrement requested.

Mr. Gassert testified that in Cause No. 46703, we sated thefollowing about cast savings:

In that case, Indiana-American submitted extensive evidenceregarding the cost
savings from the combinationof Indiana-American and Indiana Cities, showing that the
savingswere greatly in excessof the cost of the capital invested in order to make those
savings possible. Under informed fair valueratemaking, Indiana-American will be
compensated for that investment by recognition of the full amount of the purchase price
in thefair valuerate base. Indiana-American continuesto incur the capital costs
associated with thedebt and eguity funds used to acquirelndiana Cities. We must also
continueto grant afair value return increment which providesthat compensation, an issue
weshall discussin moredetail later. p. 30.

In granting thefair value increment in that Cause, Mr. Gassert noted, werelied on
Indiana-American's showing that savings substantially exceeded the cost of capital to makethe
savingspossible. Since, in this Cause, the capital invested by Indiana-American to acquirc the
United propertiesdoes not generate net savings, and in fact, the costs arein excess of the savings,
no fair valuereturnincrement should be granted.

b. Commission Discussion and Findingson United Acqui sitions. Again, there appearsto be
no dispute that none of these utilities weretroubled. Therefore, our discussion and eval uation of
each transaction Will focus on ratepayer benefits. Indiana-American has sought to justify the
ratemaking treatment it seekson itsrecent acquisitions of Northwest, United, and Cementville by
asserting "theresulting consolidation has produced cost savingsand service enhancementsfor its
customer sthat exceed thefair valueincrement Indiana-Americanis seeki ng" (Petitioner's
proposed order, p. 17) Again, it appearsthat, in order to grove cost savings, Petitioner aggregates
these transactionsinto one analysisso as to justify an acquisition adjustment for ratemaking
purposes. And, again, we prefer to consider thetransaction sanding alone for thereasons
previoudly stated.

Having determined that ratepayer benefitsfall significantly short of the cost of the acquisition
premium and being mindful of our observation that “... regulators have long been cautious about
increasinga utility's val uation based solely on an acquisition price." Harbour Water Corp.,
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Cause No. 41661, wefind that Petitioner's request to recover afair valueincrement related toits
United acquisition should be denied.

C. The Cememville Acquisition. Asin Northwest and United thereis no alegation that the
acquired entity ought be considered "troubled”, for purposes of an acquisition adjustment.
Therefore, our discussion and evauation of thistransactionwill focus on resulting ratepayer
benefits. Petitioneris requestingto earn areturn on an acquisition premium of $335,992 related
to its purchaseof Cementville's assets from Watson Rurd Water.

Petitioner asserts there were unique benefitsfrom thisacquisition, including benefitsto the
remainder of Watson's customers. Petitioner noted that Watson had substantial investmentsto
makein other partsof itssystem and usad the proceeds from the Cementvillesaleto help defray
the costs. However at the sametime, Watson could not afford theimprovementsthat were
necessary to improve pressure and flow for the Cementville customers. The Public's witness, Mr.
Gassert noted that while Petitioner treated this acquisition the sameasits Northwest and United
mergers, by including it in theratecase as afair valueincrement, the Cementviile acquisition
was not included in Petitioner'sCorrected Exhibit CJD-4 that asserts claimed savingsexceed fair
value revenuerequirements. Thus, of the annual $4,039,590 claimed savingsin that exhibit, none
areattributed to the Cementvilleacquisition. Therefore, N0 savings were presented to offset the
rate impact of Petitioner's request.

Mr. Gassert also noted that Indiana-Americanprovided very littleevidenceto justify the
incluson of the Cementville acquisition premium in rates. Themost notable benefit he could find
ison pages36 and 37 of Mr. Colées testimony whereMr. Cole notesthat these customers now
haveiron and manganesefiltration and an increasein water pressure. Mr. Gassert testified that it
appearsthat most of the benefitsfrom the transaction flowed to the seller Watson Rurd Water.
Mr. Coleindicated that Watson avoided a $600,000 investment and therecei pt of the $500,000
purchaseprice alowed Watson to reduceits borrowingsfor improvementsto the remainder d
thesystem. We consider thisto be a benefit to another utility's customersthe cost of which
obviausty should not he bome hy Indiana- American ratepayers.

Indiana-American has sought to justify theratemaking trestment it seekson its recent
acquisitionsof Northwest, United, and Cementville by asserting "the resulting consolidation has
produced cost savings and service enhancementsfor its customersthat exceed the fair value
increment Indiana-Americanis seeking." (Petitioner'sproposed order, p. 17) Indiana-American
has not shown or quantified any savings that will inure specifically to the Cementvillecustomers.

Aswehave previoudy stated, to allow utilitiesto aggregate their cost savingsto show
ratepayer benefit would in essenceallow utilitiesfavorabletreatment on acquisition adjustments
whereno cost savingsexist for that particular acquisition. Wedonot endor se the recovery of
acquisition adjustmentswithout sufficient proof that relatesto that particular acquisition.

Based on theevidence, we find that cost savingsthat relate to Cementvillehave not been
shown.

D. The Peoples Water Company And Shorewood Forest Utilities Acquisition. Prior toits
merger into I ndiana-American, Northwest acquired the water utility systemsof two small water
utilities- Peoples Water Company, Inc. ("Peoples”) in 1999 and Shorewood Forest Utilities, Inc.
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("Shorewood")in 1998. Mr. Cole explained that Peopleswas a utility in Gary servinga
low-income area whose shareholderswere no longer interested in owning the utility. (Petitioner's
Ex. DDC, p. 8.) Shorewood was a nor-for-profit utility in Porter County seeking improved water
quality for itsmembers. ({d.) There weresmall acquisition premiumsassociated with these
acquisitionsthat Petitioner originally proposed to include in its original cost rate base.
(Petitioner'sEx. JLC-2, Sch. 3.) OUCC witnessGassert argued that allowing areturn on the
Peoples acquisition adjustment wasincons stent with the Commission Order approving that
transaction and in neither casedid Indiana-American submit evidence as to ratepayer cost savings
attributabtle to the acquisition. Initsrebutta testimony, Indiana-American did not respond to Mr.
Gassert'stestimony regarding Peoples and Shorewood. Wefind that the Peoplesand Shorewood
acquisition adjustments should not beincluded in Petitioner's origina cost rate base.

9. Rate Base Issues (Step One) - Petitioner' sOriginal Cost Rate Base. Petitioner presented
evidence for thefirst phaseof itsrateincreasethat estimated its net origina cost of plant as o
July 31, 2001. The OUCC usad thesamegenerd ratebase valuation date. A general ratebase
update after the end of thetest year ispermitted by the Minimum Standard Filing Requirements
provided it is madeas of adate prior to thehearing on Petitioner's case-in-chief.

Petitioner's prefiled case-in-chief, contained actud pliant balancesas of June 30,2001 ad
estimated the amount of the construction projects expected to be closed as of July 31,20011. Mr.
Cutshaw commented at the hearing on its case-in-chief that the actual balance closed to utility
plant in serviceas of July 31,2001 was $2,900,725 higher than his estimatein his prefiled
testimony. (Tr., 12/7/01 hearing, p. 79) No workpapersor revised scheduleswere provided until
Petitioner filed itsrebuttal testimony.

Mr. Cutshaw criticized Ms. Lynn for not updating Petitioner'srate base when shefiled her
testimony. However, Ms. Lynn amended her testimony and exhibitson February 15,2002. As
noted in Ms. Lynn's revised testimony, she did not receive updated rate case summary schedules
from Petitioner until February 12th. Although theseupdateswere received well after Petitioner’s
hearing on itsrase-in-chief, we will include the actual July amountsin our determination of

Petitioner's original codt rate base.

Based on theevidence provided, there werefour differences between Petitioner's rebuttal
schedulesand the OUCC's February 15th revision. First, theactua plant balancefor Petitioner's
Wabash district wasinadvertently not updated by Ms. Lynn (Tr., pp. 27-29). Weshall usethe
actua amount for the Wabash district which isapproximately $30,000 higher than the estimated
amount on Ms. Lynn'sschedules.

The second differenceis due to an adjustment made by the OUCC for artwork and unused
furniture. The OUCC explained that it eliminated $96,559 for assets that wer enot reasonably
necessary for the provisionof water utility services. Such assetsincluded; $37,375 for artwork at
the Greenwood office; $28,495 for artwork located in the Southern IndianaDistrict; $19,253 for
bookcascs bought for the president's office; and $1 1,077 of fumiture for the accounting and
financestaff that wereeliminated as a result of the Shared Servicelnitiative. We aretroubled by
the uncontrovertedrevel ationsof Ms. Lynn, wherein she noted the difficultiesthe Public
encountered iN atternpting to confirm the accuracy of fixed asset additionsdueto the conversion
of datain October 1998 to anew J.D. Edwards accounting system and supportingdetail not
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being easily accessible. When Petitioner madethis conversion, it combined each fixed asset
account into one amount. Petitioner'sstaff stated that detail existed & alacation nff-site in the
form of ledger books and detailed report bindersand that the hiring of additional personnel

would be necessary to retrievethe information requestedfor review. Asaresult, all supporting
detail could not be produced without an exhaustive effort by Petitioner's staff aswell as OUCC
audit staff, Ms. Lynn did not adjust rate base For $51,588 in interior design fees, $194,477 in
cubicles, countertops, overhead cabinets, filing cabinets and el ectrical services, associated with
the displaced employees from t he shar d service inttiative and $421,362 for officeremodcling for
the Gary location that she could not reconcile due to inadequate documentation.

Mr. Cutshaw testified that most of Ms. Lynn's adjustments were immaterial. Thus, the
amount is not unreasonableand should remain in utility plant. He al so noted that the unused
space Ms. Lynn mentioned would be used in the near future. Petitioner arguesthat theitems
involved represent asmall dollar anount when compared to Petitioner's total rate base, however,
all componentsof that base are subject to review by the Public and this Commission, and itis
incumbent upon the Petitioner to providea!! records. Neverthel ess, based on the evidencebefore
us, we accept the Petitinner's adjustmentson thisissue.

The third difference proposed by the QUCC was an adjustment for invoices Ms. Gemmecke
testified should be capitalized rather than expensed. Ms. Gemmecke pointed out that about half
of thoseinvoices related to the lining of twa wells and the remainder consist of instruments and
construction materials of afinancial magnitudethat warrant capitalization. Indiana-American
accepted some of these adjustments. Indiana-American acknowledged that two of theitems
(94,203 and $3,395 for work on well 3ain Warsaw) were improperly expensed in thetest year
but werereclassified to utility plant after thetest year but beforethe rate base cutoff.
Accordingly, theseitems have already been included in the Company's presentation of original
codt rate base. Petitioner al so acknowledged that $5,048 for pipe installed in well 2ain Warsaw
during cleaning, $3,250 for installation of an 8" tie-in in Southern Indiana, and $2,029 for three
hydrant metersin Northwest should have been capitalized. Mr. Cutshaw testified, and wefind,
that theseitems, totaling $10,327 should beremoved from expense and should bereclassifiedas
anincreaseto rate base. We have included this amount in our finding on original cost rate base.

Thefinal differencepertainsto theinclusion of the acquisition adjustmentsfor People and
Shorewood which we have previously discussed.

Based on the evidence and our previousfindings, wefind that Petitioner's original cost for
water and sewer property used and useful isasfollows:

[Graphic Not Displayed Here]

A. Rate Base I ssues (Step One)-PetitionerssFair Value Rate Base. Afair valuerate baseis
not necessarily synonymous with autility's original cost rate base. IndianaCode 8-1-2-6
established that this Commission valuesa public utility's property at its "fair vaue." 1.C. 8-1-2-6,
asamended, has been interpretedin variousfashions sinceitsinception in 1913. In Indianapolis
Water Co. v. Public Serv. Comm'n., 484 N.E. 2d 635 (Ind. App. 1985), the court addressed what
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factors could be considered in determining fair value. The court stated that "fair value” isafinal
conclusion drawn by this Commission from varicus values and factors, including eriginal cost
and reproduction cost. Certainly thefair value of a utility can equd itsorigina cost. See Officeof
Utility Consumer Counselor v. @ry Hobart Water Corporation, 650 N.E. 2d 1201 (Ind. App.
1995). The IndianaCourt of Appedls, in Indianapolis Water Company v. Public Service
Commission, 484 N.E. 2d 635 (1985}, indicated the following:

In our determination of fair value, this isnot an either/or Situationregardingthe use of
original costsor reproduction costs new |less depreciation. But rather fair valueisthe
conclusionor final figuredrawn from all the variousfactorsoffered in evidence. While
original cost is one of the factorsthe Commission may consider while arriving et fair
vaueisnot in  itself an accuratereflection Of the fair value of the utility's property.

1.C. 8-1-2-6 also States *{als an element in determining value the commission may a so take
into account reproduction costs & current prices, less depreciation, ..." This Commission has
routinely accepted RCNLD studiesinto therecord and considered it as evidencei n support of
Petitioner'sfair value. While this Commission hasroutingly considered RCNLD studies,
reproductioncast is just one factor amongst many that this Commission typicaly considersin its
determination of fair value.

B. Petitioner’s Position. Petitioner presentsa reproduction cost new lessdepreciation
{(RCNLD) study by Mr. DeBoy which estimates a replacement cost new less depreciation of
$1,099,428,470. This figure isthen converted into atrended cost adjusted for technological
changefigureto estimate areplacement cost of $756,281,105. However, Petitioner does not use
theresults of either study to estimatethefair value of its used and useful plant. In fact, based on
itsdirect and rebuttal testimony, Petitioner proposesto earnitscost of capital multiplied by its
original cost ratebaseplusits cost of capital multiplied by its unamortized proposed acquisition
adjustmentsto estimate its proposed net operating income.

C. Public’s Pogition. TheOUCC determined Petitioner's NOI by multiplyingits cost of
capital by itsorigina cost ratebase plusits cost of capital multiplied by certain acquisition
adjustments. Thekey differenceis that the OUCC does not believethat Petitioner should be
entitled to earn a return on the acquisitionadjustment from the merger with Northwest Indiana
Water or the acquisitionof the United Water properties.

D. Replacement Cost New Less Depreciation. Asdiscussed above Petitioner's Witness, Alan
J. DeBoy, Vice-President Engineering, provided testimony and sponsored thestudy to determine
the Replacement Cost New Less Depreciation ("RCNLD") value of Petitioser's utility plant in
service ("UPIS"). Mr. DeBoy statesthat the purpose of the RCNLD study is"to assessthe cost to
reproduce the existing utility plant in service based on current material and equipment pricesand
current constructionand wagelevels." Exhibit-4JD, p.24, lines 1-3. He utilized the Trended
Original Cost Method to determine the Replacement Cost New ("RCN") value of the property.
Heexplained that "the Trended Origina Cost Method is based on the actua historical cost of
constructionof the property asreflected on the Company's books and records.” Exhibit-AJD,
p.24, lines 14-15, The primary sourceof thetrend factorsused in Mr. DeBoy's study wasthe
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Handy-Whitman Index of Public Utility Construction.Costsfor Water Utilities. Healso used the
U.S. Bureau of Labor Statisticsto trend some accounts. Mr. DeBoy explained that the Utility has
"caculated the RCN of its utility property by using the Trended Origind Cost Method by means
sf the Handy Whitman indexes' Exhibit-AJD, p. 27,lines 17-18. Mr. DeBoy's study, which
trended the original cost of the Utility Plant In Service (UPIS), resultedin aRCN values
$1,408,981,763. Exhibit-AJD-1, Schedulel.

To determiine the RCNLD value, Mr. DeBoy had to estimate the amount of depreciation
associated with the RCN value. Therefore, Mr. DeBoy caiculated the depreciation or percent
condition to be equa to the complement of the depreciationreserve divided by the plant
investment as of July 31,2001. Exhibit 4JD, p. 33, lines 4-5. Hethen applied theresulting
percent condition of 78.03 to theRCN to determine the RCNLD value. Mr. DeBoy's study
resulted in a RCNLD valuefor Petitioner’s UPIS of $1,099,428,470.

Petitioner'sWitness, Dr. John A. Boquist, requested that Mr. DeBoy reducethe RCNLD
value by 4.34% per year to make suretheimpact of technological changewas not understated.
Dr. Boquist explained that 1.34% figure"isthe measureof the averageannual ratesof changein
multifactor productivityin the U.S. manufacturingsector during the period 4950 through 2000 as
measured by the U.S. Bureau of Labor Statisti¢gh bit-JAB p. 49,lines 8-11. Theresulting
RCNLD vaue after adjustingfor the 1.44% technological factor was$756,281,105. Dr. Boquist
then added materialsand supplies of $1,846,388 and other rate baseitems to arrive at what he
calsa"total replacement cost rate baseof $763,952,972." Exhibit-JAB, p. 59, line 5. Dr. Boquist
stated that "thefair valueof property isthe amount that a willing buyer would gay awilling seller
in an arm's length transaction when both parties have completeinformation.” Exhi bi t - JAB, p. 36,
lines21-22. He also added "In theory fair value should represent depreciated replacement cost of
the property.” Exkibit JAB, p. 37, lines 1-2. Heconcludes that "[a]sset replacement cost
valuationscan be used to estimatethe fair value of property of a utility such as
Indiana-American." Exhibit-JAB, p. 37, lines 16-18.

In OUCC Witness Scott A. Bdll'stestimony, he pointed out that Petitioner has presented a
RCNLD study to support afair vaiue rate base figure in each of itslast seven ratecases. The
Commission has accepted each of these studiesinto the record as evidencethe respective cases.
Headded that in Indiana-American's |ast threerate cases (CauseNos. 41320,40703 and 40103),
Dr. Boquist provided testimony on fair valuerate base and replacement cost valuations.
However, Mr. Bel pointsout that "the Commission has consistently determined that thefair
valuerate baseisnot equal to Indiana-American's proposed RCNLD value or its Replacement
Cost value." OUCC Exhibit-No. 6, p. 4, line 16-18. We created the following table of the past
seven ratecasestoillustratehispoint. OUCC Exhibit No. 6, p. 5, lines 1-3.

{Graphic (s} bel ow may extend beyond size of screen or contain distortions.]

Cause No. Order DateCommission's Determination of Original Cost Rate BasePetitioner's
Proposed ROW.D ValueCommission's Fair Value Rate Base Deternination

41320 07/01/99 283,003,938 *492,108,096 No Determination
40703 12/11/97 221,628,031 *3%98,701,046 318,331,583
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46103 05/30/%6 186,279,406 *303,571,716 261,571,000
3659% 02/02/94 114,762,256 298,336,080 186,500,000
382315 05/27/92 107,436,881 288,367,182 155,800,000
38880 09/26/90 9G,964,050 273,239,652 127,000,000
38347 07/06/88 80,721,738 208,196,578 107,415,200

" Adjusted downward for technological change by Dr. Boguist to determine Replacement
Cost.

The Commission notesthat the OUCC (in Table 2) used thefair value ratebasein Cause No.
40703 that includes Construction in Aid of Congtruction (CIAC). The Commission's finding
excluded CIAC thusfindingafair valuerate base of $311,804,823.

Mr. Bell explained that duringthefirst four rate cases (Cause No. 38347,38880,39215 and
39595), Potitioner did not make any adjustmentsto the RCNL D value for technological change,
as proposed in this case. OUCCExhi hit Ne. 6, p. 5, lines 7-8. He pointed out that the
Commission, in each of thosefour cases, determined that thefair valuerate base was
significantly lessthan Petitioner's proposed fair value determined by the RCNLD studies. Healso
stated that in Petitioner's next four rate cases (Cause No.'s 40103,40703,41320 and againinthis
cause), that Dr. Boquist requested the RCNLD vaue be downwardly adjusted by atechnologica
changefactor 1o determine a "Replacement Cost™ value. QUCC Exhibir-No. 6, p.6, lines3-5. Mr.
Bell propounds that, even with the downward adjustment for the technology factor, the
Commissionfound that Petitioner's adjusted RCNLD in CauseNo. 40103 and 40703 did not
represent the fair valuerate base. OUCCEXhi hit Ne. 6, p. 6, lines 43-15. Mr. Bell stated that a
review of the Commission'sdecisionsin two Northwest IndianaWater rate cases (Cause No.
40467 and 39585), and Indianapolis Water (Cause No, 39713/39843) were consistent in that the
valuation studiesin those caseswere found not to berepresentativeof fair value.

Mr. DeBoy used ageneraly accepted method of performing theRCNLD study. However,
Mr. Bell pointed out that the methodology employed by Mr. DeBoy assumesthat the Utility's
plant would bereproduced exactly today if it wereto berebuilt. Mr. Bell contendsthat the
current water and sewer facilitiesRave been constructed over aperiod in excess of 100 yearsin
some areas. He also stated that the plant was constructed under different customer demands,
financial conditionsand management practicesthat influenced theorigina constructionof the
plant that existstoday. He concluded that the plant would not be rebuilt asit existstoday. OUCC
Exhibit No. 6, p. 8, lines1-5. Mr. Bell aso pointed out that the Commission tiad the same
concernsin prior cases. Mr. Bell provided a quote from the Commission's Fina Order in Cause
Nos. 39871 and 40078, aswdl as, from the Commission's Final Order in CauseNos. 39713 and
39843 1o illustrate his concerns.

Finaly, Mr. Bdl statesthat the RCNLD valuationshave not been useful indicatorsof fair
valuein past cases and that the Commissionhas not refied npon these valuations to determine
fair vdue. OUCCExhi hit Nb. 6. p. 10, lines 16-20. Hestatesthat the Commission seemsto have
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determined thefair value rate base figure based on a percentageof theorigina cost rate base.
QUCC Exhibit NO. 6, page 10, lines 25-28. He provided Table2in histestimony to illugtr ate his
point. Table No. 2 illustrates thefact that, based on past rate cases, the fair valuerate base on
average was approximately 42% higher than the original cost rate base. Therefore, Mr. Bell
recommends that the Commission give the RCNLD and Replacement Cost val uationsno more
consideration or weight than the Commission has given them in past determinationsof fair value
ratebase. OUCC Exhibit No. 6, p. 11, lines5-8.

E. Commisson Findings. The evidence presented regarding thefair val uePetitioner's plant
coversawiderange. Petitioner's evidenceindicatesan RCNLD valuation of $1,099,428,470,
.which,after adjustments for technological changewas reduced to $765,281,105. The OUCC
appearsto suggest that thefair valueof Petitioner's plant should beidentical to the original cost
of that plant, i.e., $403,085,800.

In rare circumstances, this Comniission has accepted the OUCC's proposal that fair value can
be equated to original cost. This isnot oneof thoserare circumstances, and the OUCC has not
presented sufficient evidenceto persuadethe Commission otherwise. The Commission isequally
dubious of the Petitioner's proposed valuation. In reviewing past Commission determinationsof
fair valuefor thisutility, the Petitioner's proposed va uation representsa considerableleap in
value, with no compelling justification given to support such an increase,

In thepadt, the Commission has used prior fair value determinations of a utility asa starting
point for determining anew fair valueratebase, In the caseat hand, the Commission findsan
appropriate methodology for determining fair value would beto take thefair value determination
from thelast rate proceeding for Indiana-American and each of the acquired utilities, adjust those
fair vduedeterminationsto reflect inflation from the date of the respective Commission Orders
(using theinflationfactorsfound in E. Kaufman's Attachment 1), and then add net plant
additions(at cost) of $112,422,000. On the basis of theforegoingevidentiary findingsand
determinations, wefind that thefair valueof Petitioner'sin service and used and useful for the
convenience of the public at July 31, 2001 is$562,680,669, as shown in the table below:

{Graphic(s} beiow may extend beyond size of screen or contain distortions.]

Order Date Petitioner's Cutshaw Exhibit JLc-i, Schedul e 4FVRB IDRC Findings
Adj usted for Inflation

1271171997 IN- AM, Cause Mo, §0703: 5311,805,000
5337,507,76C

3/26/1997 Northwest, Cause No. 40467 85,000,005
92,006,734

8/24/1894 United Properties, Cause Nos. 39838~41 17,571,000
20,744,175

Net Plant Additions
112,422,000

rair Value Rate Base
$562, 680, 668
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10. Cost of Common Equity. The Commission having determined thefair value of Indiana
American'sused and useful property must now determine what level of net operatingincome
representsareasonablereturn on itsinvestment. While cost of capital is not synonymous with
fair rateof returnit is typically amajor considerationin our determinationsof afair rate of
return.

A. Petitioner's Cost of Equity. Petitioner'switnessDr. Boquist relied on aproxy group of four
publicly traded water companiescovered by Value Line. Dr. Boquist performed both a
discounted cash flow ("DCF") and capital assets pricing model ("CAPM") analysis. HisDCF
analysisresultedin an unadjusted cost sf equity of 9.79% and CAPM analysisresulted in an
unadjusted cost of equity of 10.34%. Dr. Boquist then added a 100 basis point company specific
risk adjustment to theresults of his DCF analysisand a 150 basis point adjustment to the results
of his CAPM analysis, This produced an overall range of estimatesof 10.79% to 11.84%. Dr.
Boquist recommendsa cost of equity of 11.58%.

Dr. Boquist's DCF analysis was based on the 2-stage DCF model, thus hismodel hastwo
estimatesof growth (g) in hisDCF model. For thefirst stage Dr. Boquist assumed that dividends
for each company in his proxy would grow over thenext ten yearsas they did in the previousten
years. For the second stage Dr. Boquist assumed that water company dividends would grow at
the same rate of nominal GNP. Dr. Boquist's estimate of future nomina growth of nominal GNP
is based on the average historical.GNP over thelast 21 years.

Dr. Boquist's CAPM analysiswasbased 0On an arithmetic risk premium and income bond
returns. Dr. Boquist argued that if the Commission gives weight to both the arithmetic and
geometricrisk premium calculations, that it should give the vast majority of itsweight to the
arithmetic risk premiom.

B. Mr. Kaufman's Cost of Equity. The Public's witness, Mr. Edward Kaufman used thesame
proxy group o f water companies that Dr Boquist used, but he estimated a iower cnst o fcommen
equity than Dr. Boquist. He used both a DCF model and a CAPM analysisand estimated a cost
of common equity for Petitioner of 9.50%. Mr. Kaufman's DCF analysis produced a range of
8.14%t0 8.28%, while his CAPM analysisproduced a range of 7.36% to 9.33% . Mr. Kaufinan
concluded that dueto Petitioner'ssomewhat smaller sizethey had morebusinessrisk than the
proxy group. To account for Petitioner's company specific risk Mr. Kaufman increased the results
of bis analysisby 0-25 basispoints. Thisrcsulted in arange of cost of equity cstimates of
7.34%-9.58% Mr. Kaufman then recommended a cost of equity of 9.50%.

Mr. Kaufman relied on themore traditional single stage DCF model. He based his estimate of
growth (g) on historical and forecasted growth in earnings per share ("EPS"), dividends per share
and book valueper share("BVPS"). Mr. Kaufinan also completed a CAPM analysis. His CAPM
analysis relied on both an arithmetic and geometric mean risk premium. Mr. Kaufman also relied
on total bond returnsinstead of income bond returnsto estimate the market risk premium.

Mr. Kaufman adjusted theresults from proxy group to consider Petitioner's specific business
and foancial risk. He concluded that, based on Petitioner’s size and the percentage of equity in its
capital structure, Petitioner issimilar inrisk to that of the proxy group. Mr. Kaufman then
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adjusted the results of his equity analysisby 0-25 basis points. Mr. Kaufman asserted that a
9.50% cost of equity was reasonablein today's markets. He pointed out the forecasted inflation
over the next few years was expected to remain Lov and asserted that lower inflation rates
transtates directly into low-er capital costs.

C. Petitioner's Rebuttal. In rebuttal Dr. Boquist criticized Mr. Kaufman's DCF approach,
includinghisfailureto adjust for a full year of forward growth in determining the dividend yield.
Dr. Boquist said the half-year forward yield procedure wasinconsistent with the mathematical
derivation of the model, was theor etically unjustified and would result in the investor perpetually
being short one half of the expected dividend growth. Dr. Boquist also disagreed with Mr.
Kaufman's use of EPS and BV PS growth ratesin determining the perpetual dividend growth rate.
Dr. Boquist said BVPS was a particularly poor indicator of dividend paying ability. Dr. Boquist
noted that Mr. Kaufman'ssingle-stage DCF model used growth rates for California Water and
American States of 2.72% and 3.33% which axe well below the historical rate of inflation and
much too low to use as perpetual dividend growthrates. Dr. Boquist disagreed with Mr.
Kaufinan's contention that a forecasted GDP growth rate would be more appropriatein the
second stage of Dr. Boquist's DCF model becausetypical forecastsdo not encompassalong-term
time frame asrequired for the second stage.

'With respect to the CAPM, Dr. Boquist criticized Mr. Kaufman's use of geometric averages
as an inappropriate way of estimating uncertain forward-lookingexpected returns. Dr. Boquist
aso said Mr. Kaufrnan failed to match the bond terms used for the risk-freerate with the 20-year
maturity period represented by the Ibbotson data. Dr. Boquist testified that it wasincorrect for
Mr. Kaufman to use treasury bond total returnsastherisk free rate in the market risk premium
calculationbecausethey are affected by changesin value. Only the income return (interest) from
treasury bondsistruly riskless. Dr. Boquist stated that Mr. Kaufman's company-specificrisk
adjustment of 0-25 basispoints wasinadequate. Dr. Boquist said that Mr. Kaufiman failed to
recognizethat since Petitioner** last rate case, risk had increased substantially for both common
stocks generally and Petitioner in particular. He testified Mr. Kaufman failed to give any
consideration to the significant regutatory and liquidity risks faced by Petitioner relating to the
Commission's policeson acquisition investments and the QUCC's position with respect thereto.

D. Commission Endi ngs. For reasonsdescribed hereafter, the Commission findsthat a cost
of common equity ranges between 9.50%to 11.50%.

There was considerabl e disagreement between the parties over the mechanicsof the DCF
model. First regarding the calculation of the forward dividend yield in the DCF model, Dr.
Boquist chose thefull-year method, while Mr. Kaufman utilized the half-year method. Second,
regardingthe estimation of the perpetual growth rate (g), Dr. Boquist chose the ten-year
historical growth rate of dividendsfor thetirst stage of hisDCF model and the nominal growth
rate of GNP for the second stage of hisDCF model. Mr. Kaufman relied upon 10-year, 5-year
and forecasted growth rates of dividends, earnings and book val ue per share.

Dr. Boquist agreed during cross-examination that Dr. Lewellen, testifying on behalf of
Indiana-Cites Water Company, used the half-year growth method to estimate the forward
dividend yicld.
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This Commission believesthat the DCF remains aviable model to aid in our determinations
of Petitioner's cost of equity. As stated in vur Final Ordes in Cause 40103 pages40-41:

The Commission has considerableexperience with the DCF model for estimating the
cost Of equity, We are weli awareof the advantagesand limitations of thevarious
approachesused by each of the witnesses, For example, the half-year method used by the
OUCC for calenlating the forward yield is the most frequently used approachin this
jurisdiction and israrely a point of contentionin DCF analysis. We believeit fairly
representsthe dividend payments expected and received by investors, whilethe full-year
method employed by Petitioner overstates dividend yield. A recalculation Sf Petitioner's
DCF using the haf-year method by the OUCC resulted in a 20 basis point reduction
(Sudhoff direct, p. 29}. On theissue of deriving growth rates this Commission has
sanctioncd the usc of per share data for earnings, dividendsand book vatue. Northern
Indiana Fuel and Eight, Cause No. 39145, January 29,1992 p. 25. In all caseshowever,
the Commission expects the partiesto exercise sound judgment when deciding which
inputs 1o iuclude as part of their analysis.

Aswestated in Cause 40103 the Commission expects the parties to exercise sound judgment
when deciding which inputsto includeas part of their analysis. This Commission has concerns
regarding Dr. Boquist'simplementationof the 2-stage DCF model. Dr. Boquist has used ahigh
estimateof dividend growth (g) for the second stage of his DCF model. Additionally, Dr.
Boquist's quarterly DCF analysisassumesthat dividends will grow each and every quarter.

In the past this Commission has consi stently sanctioned the use of both historical and
forecasted per sharedata. We continueto believe that both historical and forecasted earnings,
dividendsand book valueper share data are useful when employingthe DCF model.

Therewas also considerabledisagreement regarding the CAPM analysis. The CUCC has
relied on both the arithmetic and geometric mean in estimating the market risk premiumwhile
Petitioner relied exclusively on the arithmetic mean premium. Petitioner's reliance on the
arithmeticrisk premium aloneincreasestherisk premium by morethan 150 basspoints higher
than the blended risk premium used by Mr. Kaufman. In recent rate casesthis Commission has
given weight to both the arithmeticmean risk premium and the geometric mean risk premium.
Seep. 12 of the Peoples Natural Gas Order in CauseND. 39315:

Asinthelndiana Cities case, [Cause No. 39166, July 8, 1992] we find thereis merit
in using both the arithmetic and geometric means and that neither result should berelied
upon to the exclusion of the other.

This Comumnission also reaffirmed its position in Indiana American Water Company, Cause
No. 40103, Order dated May 30, 1996. On page41 of that Order this Commission stated:

The debate over the proposed use of the arithmetic and geometric meansisone we
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consider resolved. Aswe stated in IndianapolisWater Company, CauseNo.
39713-39843, each method hasits strengthsand weaknesses, and neither isso clearly
appropriate as to exclude considerationof the other. (Emphasisadded)

Dr. Bogquist has responded to our finding that both methods should be considered by arguing
that if we consider both methods we should givethe vast majority of weight to the arithmetic
mean. Wedecline to set.such abaance.

Werepeat that, whilethedebate over the proposed use of the arithmeticand geometric means
continues, however, each method hasits strengths and weaknesses, neither isso clearly
appropriateasto exclude considerationof the other.

Statements from Dr. Ibbotson's 1982 edition of Stocks, Bonds, Bills, and Inflation: the Past
and the Future support our findingsthat both methodol ogiesshould be given weight. On page 59
Dr. Ibbotson stated asfollows:

The arithmetic mean historical return component i s used in making one-year
forecasts, since the arithmetic mean representsthe average performance over aone-year
period. Over along forecast period, however, the geometric mean historical return
represents average performance over the wholeperiod (stated on a compound annual
basis), Therefore, weinput the arithmetic mean for the one-year forecast, the geometric
mean for the twenty-year forecast, and intermediate values for two, three, four, five and
ten-yeas.forecasts.

Both Mr. Kaufman and Dr. Boqui st recognized the need to adjust theresults of their proxy
group for Petitioner'scompany specific risks. T o account for Petitioner'scompany specific
businessrisks Dr. Boquist increased his estimated sf Petitioner's cost of equity by 100-150 basis
points, while Mr. Kaufman's company specific adjustment vas 0-25 basis points. Having
determined the rangeto be 9.50% to 11.50%, we find that Petitioner'scost of common equity is
10.50%.

11. Cost of Capital and Capital Structure. Having determined cost of equity we can now
determine Petitioner's cost of capital. When a 10.50% cost of equity isincorporatedinto
Petitioner'scapital structure as shown below, the weighted cost of capital is 7.96%.

{Graphic(s} bel ow may extend beyond size of screen or contain distortions.}

Capital Amount RatioCostWeighted Cost

Common Equity $ 159, 334, 390 39. 34% 10.50% 4.138
Preferred Equity % 510, 000 0.12% 6. 009 0.01%
Long- Ten Debt $ 221,236,755 51.38% 7.30% 3.75%
Pre-1971 ITC $ 187,483 9.G4% 0.00% 0.00%
Post-1970 [ TC § 3,415,751 0.79% 8.69% 06.07%
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Deferred I ncone Taxes $ 33,560,843 7.79% 9.00% 0.00%
Customer Deposits 5 08, 426 0.025 6.00% 0.00%
T Post Retirement Bemefits-met 5 2,184,031 0.51% 0.00% 0.008
STAC-Wancie 5 35,654 5.01% 0.006 0.00%
Total 5 430,623,295100.00% 7.96%

Petitioner and the OUCC computed the debt cost rate by dividing (a) the sum of the annual
interest and issuance cost amortization by (b) the amount outstandinglessthe unamortized
issuance costs. Crown Point witnesses Guerrettaz divided (a) thesum of the annud interest and
i ssuance amortization by {b) theamount outstanding. In rebuttal, M s. Doron sated that
Petitioner'smethod of computingthedebt cost rate has been usad in numerousrate cases. In this
causewe adopt the method used by both Petitioner and the OUCC. The cost rate for Job
Development I TC-Post 1970 was calculated as follows:

{Graphic{s} bel ow may extend beyond size of screen or contain distortions.]

Capital Amount RaticCostWeighted Cost

Conmon Equity $ 169, 354,390 43.31% 10.50% 4.55%
Preferred Equity $ 510,000 0.13% 6. 008 0.01%
Long- Ter m Debt $ 221,236,755 56.56% 7.308 4.13%
Total $ 391,141,145300.00% 8.69%

12. Fair Rate of Return and NOI.

A. Petitioner'sPosition. In its direct testimony Petitioner proposesto determineits NOI by
multiplyingits cost of capital by its original cost rate base plus its cost of capital by itsproposed
acquisition adjustments. Although Petitioner never assertsthat its cost of capital isa fair rate of
return, the clear implication from itstestimony isthat the Commission should directly apply
Pctitioner's cost of capital to determine the appropriatelevel of net operating income fa Indiana
American Water Company.

Dr. Boquist testified that the return of a utility should correspond to the return investorscould
earn on investmentsof comparablerisk in the unregulated sector. If investorscan earn alarger
return and bear identical risks, or conversaly earn identica returns with lessrisk, by investingin
other industries, they will do so. Failureto recognizethisfact would makeit difficultfor utilities
to raisecapital on acompetitivebass. Dr. Boquist expressed the opinion that Petitioner should
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be dlowed to earn afair rate of return on the fair valueof itsproperty smilar to therate of retum
which unregulated companiesof comparable risk earn on thefair valueof their assets Dr
Boquigt performed adetailed study to determine that rate of return.

Dr. Boquist first identified alarge group of comparable-risk unregulated companiesby using
the approach advocated by Fama and Frenchin a 1992 study published in the Journal of Finance
and in subsequent papers. Fama and French concluded that the sizeof a firm measured by the
market valueof itsequity ("ME") and theratio of afirm's book value of equity to a firm's market
vaueot equity (book-to-market equity ratioor "BE/ME") arethe two risk factorsinfluencing
common stock returns becausethey havestrongtiesto economic fundamentalssuch as
profitability and the growth of earningsand assetsthat have long been associated with investment
performance. Fama and French contend thesefactorsexplain stock returns better than beta.

Dr. Boquist replicated the Fama and French study approach by performing a computer
analysis Sf nonregulated firms in the New York S ock Exchange, American S 0Ck Exchange and
NASDAQreturn filesfrom the Center for Researchin Security Pricesand the merged
COMPUSTAT annud industrial filesof income statement and balancesheet data. Thetime
periad covered by this study extended from 1963 through 2000, The companies were then
partitioned into matrixesfor each year based upon the two key Fama and French risk factors. Dr.
Boquist then developed for each year aportfolio Of comparable companies reflecting therange of
ME and BE/ME values for hisfour proxy companies, theresults which would be predicted by the
Fama-French. Dr. Boquist then determined the pse-tax rate of return earned by the comparable
companieson the depreciated replacement cost of their assets. To determined replacement cost,
Dr. Boquist used thetechniques described 1 the work of Lindenberg and Ross, published in the
Journal of Businessin 1981, which prescribesa methodol ogy for estimating replacement cost of
afirm's assets from its accounting statements. This method considerspricelevel changes,
technological change, real economic depreciation and investmentin new plant and equipment.
The same 1.34% technologicat change adjustment used by Dr. Boquist in his determinationof
Petitioner's depreci ated replacement cost was used for the comparablecompanies. Dr. Boquist
testified that he measured beforeincometax operating profit to eliminatethe effectsof leverage
(theinterest of which affectsincometaxes), thetax strategiessome firms employ and tax loss
carryforwards and carrybacks available to some companies. From thisstudy Dr.Boquist
determined that the averageannua pre-tax rateof return on replacement cost for the comparable
companiesform 1965 through 2000 was 11.88% (Petitioner's Ex. JAB, p. 55.) He concluded that
arateof return of 11.8R% hefore income faxeson the depreciatedr eplacement cost of Petitioner's
property, would, therefore, befair and reasonable.

B. Public's Position. As discussed above the Public used asimilar process as Petitioner did to
estimate an appropriatelevel of NOI for Indiana American Water Company. I'he key difference
isthat the Publicdid not believeit was appropriatefor Petitioner to earn areturn on its proposed
acquisition adjustment from its merger with Northwest Water Company or its purchaseof the
United Water properties.

Through itswitness Mr. Edward R. Kaufman the Public challenged Dr. Boquist's return on
replacement wst analysis. Mr. Kaufman had several concernsregarding Dr. Boquist's
Fama-French analyss. Thekey concernsexpressed by Mr. Kaufinan were: Dr. Boquist'sreturn
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on replacement cost analysis does not react to changes in capital markets: Dr. Boquist'sanalysis
is based on operating returns while the Fama-French analysisis based on market returns: and the
results of Dr. Boquist'sanalysisare contrary to the model.

Specifically Mr. Kaufman asserted that Dr. Boquist'sreturn on replacement cost analysisdoes
not react to changesin market conditions. In models such as the DCF or CAPM, changesin
investor expectationsare quickly incorporated into expected returns. That isnot the casein Dr.
Boquist'sreturn on replacement cost analysis. For example, a changein interest rates will impact
investor expectations, and the resultsof bothaCAPM or DCF analysiswill, in turn, quickly react
to reflect the changein investor expectations. The U.S. Federal Reserve cut interest rateseleven
timesin 2001. However, Dr. Boquist's return on replacement cost analysisfailsto either react |o
or incorporatethe changein interest rates over the last year into hisreturn on replacement cost
anaysss.

Next Mr. Kaufinan criticized Dr. Boquist'suse Of operating returns. The Fama-French
analysisassumesthat firmsin the samegrid locationwill earn similar market returns. Market
returns refersto price appreciation plus dividends. Dr. Boquist's analysisisbased on net
operating profit. Dr.Boguist USES operating income before taxes ashismeasureof returnin
estimating hisreturn on replacement cost. While Dr. Boguist analysisassumesthat firms in the
same grid location will earn similar operating returns, he presentsno evidenceto support his
opinion that the Fama-French analysis can be extended to include hisassumption. Mr. Kaufman
agreed that there will be some relationship between market returns and operating returns, but he
stated that there were many other factorswhich will influencemarket returnsthat may havelittle
or no impact on operating returns. Mr. Kaufiman asserted that operating returns and market
returns aredistinct. Companiesmay have similar market returns yet have very different operating
returns.

Mr. Kaufman demonstrated that the resultsof Dr. Boquist's return on replacement cost
analysisproduced results that were contrary to the model's predicted results. The Fama-French
model predictsthat: it) smaller companieswill earn a higher rate of return than larger companies
and 2) companieswith ahigher book-to-market ratio will earn a higher rate of return than

companieswith alower book-to-market ration. 2 (2) In his workpapers, Dr. Boquist providesa
calculation of returns by grid location for each of the 25 grid locationson his5by 5 grid. Hedoes
thison ayear-by-year basisfor each year from 1965-2000 and on a composite basisfor al years.
Mr. Kaufman provided a schedul e that replicates the compositeor averageresults of Dr.

Boquist's analysis for all years (Schedule4, page 3). Mr. Kaufman also included a copy of
Petitioner's workpaper (Schedule 4, page 4) that containsthe data provided in Schedule4, page 3.
In hisanalysisDr. Boquist separates the companiesinto quintiles, asmeasured by market equity,
and get larger going left to right (grid loeations | to 5). Companiesare also separated into
quintilesas measured by book-to-marketration with an increasing book-to-marketratio going top
to bottom (grid locations 1 to 5). Thus, companiesin grid location (1,1), which arein the upper
left hand comer have the smallest market equity and the lowest book-to-marketratio.

Conversdly, companiesin grid location (5,5), which arein thelower right hand corner, havethe
largest market equity and have the highest book-to-marketratio. Under the Fama-French model
smaller companiesshould earn higher rates of return thar larger companies, thereforerates of
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return should increase as one moveshorizontallyfrom grid 5to 1 (right to left). Likewise, under
the Fama-French model, wherefirmswith alower book-te~market ratio should earn lower rates
sf returns, rates of retum should increaseas one moves vertically from grid 1 to grid 5 (topto
bottom),

Mr. Kaufman t hen explained that figuresin Dr. Boquist's analysisdid not follow the theory
put forth by the Fama-French model. In fact, grid location (5,1) which containsthelargest
compainies With the smallest book-to-market ratio shows the highest rate of return (20.27%)
when, in fact, the theory dictatesit should have the towest rate of return. Additionally, under the
Fama-French model the highest rate of return should appear in grid location (1,5} which contains
the smallest companieswith the highest book-to-market ratio. But under Dr. Boquist'sanalysis
grid location (1,5) has one of the lowest rates of return (8.57%).

Duringrebuttal testimony and cross examination Dr. Boquist argued that his resultswere
consistent with the Fama-Frenchmode and that one should expect small companieswill
simultaneously e m alower operating rate of return on replacement cost while earning a higher
market rate of retarn on market value than large companieswith asimilar book-to-market ratio.

Additionally Mr. Kaufman compared thefinal results of Dr. Boquist's analysisin thiscaseto
theresultsin hislast case. Thiscomparisoncaused Mr. Kaufman to question the validity of the
study's results. Although Dr. Boquist and Mr. Kaufman disagreed on IndianaAmerican's cost of
equity, both of them estimated a cost of equity that was similar to what each witnessestimated in
Indiana American's last rate case, Cause No. 41320. Despite thisfact Dr. Boquist'sestimated
return on replacement cost has increased from 9.58% in Petitioner's |ast rate caseto 11.88% in
Petitioner'scurrent case. 3 (3) Between Petitioner'slast rate case and this case he had increased
his estimate of Petitioner's cost of equity by 25 basis pointsand his estimated fair rate of return
by 430 basis points. Y et, Dr. Boquist did not explain thisdramatic increasein his estimated
return on replacement cost during aperiod where capital costshave remainedrelatively stable.

Finally, Mr. Kaufman showed that Dr. Boquist performed no review or analysis of hisresults
to test the validity of his study. For example, in hisanaysisthere are approximately 27,370
return on replacement cost estimates from 1990-2000. Thissample has an averagereturn of
6.04% and a standard deviation of 17.12%. According to Mr. Kaufman such a high standard
deviation raised concerns, in addition to the concernshe expressed earlier in his testimony, and
should not beignored. In hisopinion, Dr. Boqguist had not demonstrated the validity of his
analysisand it should not be given any weight by this Commission.

C Gommi ssi on H ndi ngs. We agree that there are numerous concems with the application of
the Fama-French methodology. The use of operating returns while the Fama-French model is
based on market returnsis certainly one such differ ence. Beyond some of the miechanical
deficienciesin the resultsof Dr. Boquist's model, any model that showsincreasing rates of
returns during periods of stable or declining capital costs raises questions.

In the past four cases where Dr. Boquist has filed a similar return on replacement cost
analysisbased on Fama-French model it has produced the following results. In three previous
studiesthe resultswere clustered around 7.25%. The current study produces a usually higher
result. Thisis particularly strange since the current study has overlapping years with the previous
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studies. The addition of afew yearsshould not havethisdramatic of animpact on the study's
overall results.

[Graphic{s} below may extend beyond size of screen or contain distortions.]

Cause Nos. 40667 and 46703 (sane study} 7.28%

Cause No. 40103 7.03%
Cause No. 41320 7.58%
Ccause No. 42029 11.88%

Finally, theresuits of Dr. Boquist's analysis fail any test of reasonableness when compared to
theresultsthat would be generated under original cost ratemaking for theidentical NOI. Aswe
havestatedin the padt, although the Commission docs not advocateusing the OUCC's original
codt test for determining the reasonablenessof a fair value finding, thetest can beperformed to
excluderesults that are outside therangeof reasonableness under any methodology. Accordingto
Dr. Boquigt's analysisindiana American could reasonably request a pre tax operating income of
11.88% times$763,952,972 or approximately $90.8 million. To produceapretax operating
incomewould require usto authorizea cost of equity in excessof 25.0%.

Despite Petitioner's emphasison fair value and fair rate of return, their caseis essentially an
origina cog case plusareturn on its proposed acquisition adjustments. Neither party's
case-in-chief presented a single fair rateof return to be multiptied by afair valuerate baseto
determinea proposed NOI. Despite thelack of specific evidencethe Commission must make a
findingon fair rate of return. Therecord doesin fact provideampleevidenceto makeafinding
on fair rateof return. As discussed above we haverejected Petitioner's proposal to earn areturn
on its merger with Northwest Indiana \Water Company or itsacquisition of United Water
properties, Cementville, Peoples, and-Shorewood. Having considered the evidenceon va uation,
determined original cost and fair value, we must continue our effortsto balancetheinterests of
Indiana American's ownersand customersby determining what level of net operating income
represents areasonablereturn. This determination requiresabalancing of theinterestsof the
investors and the consumers. In BethlehemSteel Corp. v. Northern Ind. Public Serv. Co. (1979},
Ind. App., 397 N.E. 2d 623,630, the court explained that "{w}hat annual rate will congtitutejust
compensation depends upon many circumstances and must be determined by theexerciseof a
fair and enlightened judgment, having regard to all relevant facts.”

We will usethefollowingstandards and criteria to determine afair rate of return on
Petitioner'sinvestment in itsutility plant:

(i) Return comparable t0 return on investmentsin other enterprises having corresponding
rsks,

(i1) Return sufficient to ensure confidencein thefinancia integrity of the Petitioner;

(iit) Return sufficient to maintain and support the Petitioner's credit;

(iv) Return sufficient to attract capital asreasonably required by the Petitionerin its utility
business.
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Onerecognized method for evaluating the reasonablenessof a utility's dlowed retum
involves investigation of the wtility's capital structure. From Such invegtigation, we can develop
theoverall weighted cost of capital. This cost sf capital may then be considered in determining a
fair return.

Having previoudy determined the Petitioner's fair valuerate baseis5562,680,669, it is our
duty to determine afair sate of return that can be used to calculatea fair dollar return for
Petitioner's net operatingincome.

It isclear that because the cost of capital and the fair valuerate base arederived in different
manners the two may not be directly gpplied to each other, If thefair value ratebaseisfound to
be other than the original cost rate base, determining return by multiplying the cost of capitd
including aconsiderationfor inflation by afair value rate base which also includesinflation
would overstatethe required return by reflecting a redundant consideration of the anticipated
impact Of inflation on the value of Petitioner's property.

Theratemaking processinvolvesabaancing of dl thesefactorsand others; especidly a
balancing of the owner's Or investors interest with the consumer'sinterest On the one Side, the
ratesmay not be so Rw asto confiscatethe investor'sinterest or property; but, on the other, the
rates may not be so high asto injurethe consumer by charging an exorbitant pricefor service and
at the same timegivingthe utility owner an unreasonableor excessive profit. PSC v. City of
Indianapolis, 235 Ind. 70, 131 NE2d 308, 318 (1956). Therefore, theresultsof any return
computationwill be tempered by the Commission'sduty to balancethe respectiveinterests
involved in ratemaking. Finally, the end result of thisCommission's Orders nust be measured as
much by the successwith which they protect broad public interest entrusted to our protection, as
by the effectivenesswith which they maintain credit and attract capital.

The Commission further finds that the foregoing isa proper gpplication of relevant Indiana
Statutesas clarified by the courts. The return allowed to Petitionerisreasonableand just and in
compliancewith the October 31, 1985 decision sftheIndiana Court of Appedsin Indianapolis
Water Co. v. Public Service Commission of Indiana (1985) 484 NE2d 635.

Furthermore, thisCommission hasasserted in previous rateeases that, sincethe fair value
rate base containsinflation that it is historicand not prospectiveinflation, it should beremoved
from the debt component of the cost of capitd to estimate afair rate of return. For example, in
I ndiana-American Water Company, Cause No. 40103, May 30, 1996, p. 48, the Commission
explained asfollows;

In order to avoid aver-compensating Petitioner for the effectsof historical inflation it
is necessary to remove the historical inflation component from the costs of capital to
deriveafair return.

TheCommission, after deducting from the embedded cost of debt ahistorical inflation rate of

3.9%, (Petitioner's Exhibit JLC-1, Schedule4), finds the adjusted cost of capita of 5.93%.
Based on the evidenceof record, we believe that afair rate of return of 5.93% will provide
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Petitioner with afair and reasonablereturn on thefair valueof its used and useful properties.
When applied to a fair valueratebase of $562,688,669 a 5.93% fair rate of return will producea

required NOI of $33,368,321.

13. Operating Results Under Present Rates. Pursuant to the Prehearing Conference Order, the
test year to beused for determining Petitioner'sactual and pro forma operating revenues,
expensesand operating income under present and proposed ratesi s the 12 monthsended March
31, 2001.

A. Uncontested Revenue Adjustments. Petitioner's operating revenuesduring the test year
were $116,277,954. Petitioner made adjustmentsto this figurefor bill analysisreconciliation,
remova of unbilled revenue, large customer consumption (except for Whiteland), and
annualization Of the acquisitionsof Freeman Field and Prairieton, which adjustmentswere not
contested. Petitioner accepted the OUCC's adjustment for residential and commercia customer
growth.

B. Contested Revenue Adjustment Usage Normalization. Both Petitioner and the OUCC
proposed to adjust test year revenues to reflect the normalization of resdential customer usage. A
usage normalization adjustment isto account for potential unusua or unseasonableconditions
during thetest year which impact the demand for water, It isaccomplished by comparing thetest
year usageto the average usage over an historical period. The differencebetween Petitioner's and
the OUCC's adjustment is the historical period chosen over which averageconsumptionis
computed. Petitioner proposed to use a three-year average whereas the OUCC proposed a
five-year average Both adjustments have the effect Of increasing revenuer;from thetest year
levels, however. the OUCC's adjustment would increase revenuesto a greater extent. No other
party took aposition with respect to usage normalization,

OUCC witness Judy Gemmecke explained her objection to Petitioner'sthree-year average.
Shetedtified that in Cause No, 41320 Petitioner used a five-year average but has now switched to
athree-year averagein thiscase. In her opinion, this switch was made without justification.
Accordingto Ms. Gemmecke, Petitioner did not present any evidence that weather variations in
indiana changed dramatically over thelast three-year period versusafive-year period to justify
the use of ashorter period.

Petitioner's withessDuane D. Coletestified on rebuttal regarding why athree-year averageis
being proposed for thiscase. Accordingto Mr. Cole, Petitioner's base consumption per customer
(houschold usage exclusive of outsideusage) has decreased over the past several years and all
indicationsarethat it will continueto decline. Re explained that usagenormalization based upon
longer historical averageswill overstate revenues sincethe recent trend in base consumption
reflects amor e severe decline. | f an adjustinentis to made at all, Mr. Coleexplained that the
period over which theaverageisto be computed should be shorter rather than longer to avoid
including yearswhere thebase consumption per customer ishigher than it isanticipatedto be
again, thus overstatingnormal usage. Mr. Cole presented graphswhich show theresidential
consumption per customer during the 6 winter months of the past 5 years. He states that he chose
the wintertime, so asto diminate variablessuch aslawn sprinkling, car washingand other
outsidewater uses, thus reflecting the base usagefor residential customers. This graph showsa
decliningtrend for consumption per customer for the months examined. Hetestified thet the
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reduced consumption is dueto efforts on multiple fronts to conservewater. The Building
Officialsand Code Adminigtrator s{"BOCA™) have promoted building codesrequiring law flow
plumbing fixturesto beinstalled in new and remodeled construction. He also testified that low
Row toilets reducing theflow required for each flush from approximately 7 gallonsto 1.3 gallons
per flush, low Row shower heads, faucet combinationsand other plumbingfixtures have had an
impact on consumption levels, In addition, old style high capacity top |oading washing machines
use between 40 and 44 gallons of water for a complete cycle, whereas modern front load
machinesuse 15 to 19 gallonsof water. Mr. Cole statesthat as new homes are constructed and
older homes remodel ed with these lower usagefixtures and as appliancesare replaced, average
consumption per customer will continueto decline. Asaresult of the declining consumption, Mr.
Coletestified that the use of a three-year averagei s more accuratefor usagenormalization than a
five-.year average, He noted that the most predominant variable for which the usage
normalization attemptsto adjust israinfall and that over Petitioner's proposed three-year period,
rainfall approximates the thirty-year average. Me opined that, except for the declining
consumption per customer created by conservation devicesand as shown by winter usage, the
three-year average would be nearly perfect for purposes of accomplishingthe objective of the
usage normalization adjustment. Mr. Cole summarized that it would be inappropriate to include
any further historical years, becausethe older data will inappropriately skew the results even
moreas aresult of the consumptiontrend. (Petitioner's Ex. DDC-R, pp. 2-5).

The purpose of the usagenormalization adjustment is to adjust test year revenuelevels so as
to eliminate the effects of unusual events and weather variations. Ms. Gemmecke offered no
explanation for why 5 yearsis better than 3 years. Mr. Cole, on the other hand, did explain his
rationale. We are persuaded by Mr. Cole'sanalysisthat by using the five-year averagewewill be
reflecting a base consumptionlevel greater than current trends indicatethus overstating revenues.
Becausewhether during the three-year period approximates the thirty-year average, the use of the
three-year period appropriately capturesthis most significant variablefor which the usage
normalization isan attempt to adjust. Wetherefore find that Petitioner's proposed three-year
averagefor purposesof usage normalization is appropriate.

i. Whiteland Leak Repai rs. Indiana-American proposed a $53,148 revenue adjustment to
account for the reductionin salesto the Town of Whiteland ("Whiteland"} based upon
Whiteland's discovery and repair of significant leaks. Whiteland isone of Petitioner's
sale-for-resalecustomers. During thetest year, Whiteland engaged a professional feak detector
who discovered leaks in Whitcland's water distribution infrastructure. Whiteland repaired these
leaksin the Spring of 2001. Petitioner's witness Jennifer K. Tower calculated Petitioner's
adjustment based upon Whiteland's estimate of the amount of water lost through the repaired
feaks on an annua basis. Based on the evidence demonstrating that an estimated 1021145 cubic
feet ("cef") of water per year was escaping from theseleaks, Indiana-American conservatively
estimated that Whiteland had purchased approximately 60,000 ccf of water during thetest year
that waslost to leaksthat have now been repaired. Although the OUCC did not dispute that a
revenue adjustment was necessary, Ms. Gemmecke proposed to adjust Indiana-American's
revenue by only $23,994. The OUCC's adjustment was cal culated by comparingthe test year
salesto the prior yesr,
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The source for disagreement between the OUCC and Indiana-Americanon thisissueisthe
calculation of the amount of water lost through the leaks. Nobody knows for sure how long the
leaks existed. AsMs. Tower explained on rebuttal, her objection to the OUCC's comparisonis
that its accuracy is dependent on theleaks appearing sometimebetween the two periodsthe
OUCC compared. However, if one of the leaksrepaired existed during both periods, the OUCC's
calculationwould result in no adjustment being madefor the repair. ASMs. Tower noted,
Whiteland retained the leak detection expert because of excessiveunaccounted for water, soitis
reasonable to expect that these were not new |eaks.

Based on the evidence, wefind Indiana-Amemcan's method of estimating the amount of water
Whiteland lost to leaks was the most accurate. The OUCC methodology failsto consider when
theleaks occurred. Consequently, we find that Indiana-American's adjustment of $53,148 should
be accepted for ratemakingpurposesand reject the QUCC's adjustment.

ii. Accrued Urility Revenue. Petitioner presented a balance sheet, which indicated that
Petitioner had $6,322,250 of Accrued Utility Revenues on March 31, 2001. No party proposed or
suggested that any adjustment to test year revenues should be made on account of this amount.
Mr. Guerrettaz, on gage 6 of histestimony stated that the test year in this cause"is representative
of anormal operating year." On page 18 of his testimony, however, be states that "the
Commission should take noteof the $6,322,250 of Accrued Utility Revenues." At the hearing
held in this Cause, Mr. Guerrettaz clarified that he was not proposing any adjustment regarding
Petitioner'slevel of Accrued Utility Revenues. (Tr., pp. E8-9).

On rebutial, Ms Cutshaw testified that accrued revenues are unbilled revenues, which
Petitioner recordsin accordancewith Generally Accepted Accounting Principles, He opined that
thereisno need to offset thisamount against the revenue requirement because the Company has
included a fll twelvemonths of revenuesfor the customersin therate case. On
cross-examination, Reexplained the adjustments which assureafull twelvemonths of revenue
are already reflected and that Petitioner'streatment of unbilled revenuesisthe same treatment
which has been approvedin prior cases. (Tr., pp. H9-13 and 67).

Mr. Guerrettaz stated that the test year in this causeisrepresentativeof normal operations,
hence the Petitioner hasincluded twelve months of revenuesin its pro-forma income statement
and wefind that no adjustment has been proposed or isrequired dueto thelevel of Accrued
Utility Revenueson Petitioner's balance sheet.

The Commission findstest year revenue, adjusted for fixed, known and measurable changes
to have occurred within twelve months of the test yeasto be $118,736,711.

C. Uncontested Operating Expense Adjusrmenis. There were N0 material differencesat pro
forma present rate |level sbetween the accounting exhibits of Indiana-American and the other
parties regarding adjustments for pension expense, insurance expense, customer accounting
expense, and amortization cxpensc. The OUCC aceepted Petitioner's adjustments to annualize
labor expense, management fees, group insurance (including FAS 106), waste disposal, rent
expense, miscellaneousexpense (including temporary employees, 401K and ESOP costs,
deferred revenue shortfall from Cause 41408), depreciation expense, and other taxes (IURC fee,
property, and payroll taxes), except for the specific contested items mentioned subsequently. In
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addition, Petitioner did not challengethe OUCC's proposed adjustments for alocation of
compensationfor four employees t0 other States, addition of an amitted employeein the Southern
Indiana Operation, allocation of aportion of the Corporate Officeleaseto the Service Company
and back to Petitioner through management fees, and certain adjustmentsto miscellaneous
expenses, including deletion of David Saylor consulting fees and non-recurring items.

D. Contested Operating Expense Adjustments.

i. Incentive Pay Program. QUCC witness DanaLynn proposed to adjust Petitioner'slabor
expense, management fees, and payroll taxesso as to remove Petitioner's Annud incentive
Program ("AIP") asa cost of service. Shetestified that incentive pay is not reasonably necessary
to the provision of utility service. Accordingto Ms. Lynn, incentivepay istypically abenefit
used to motivate employees to make the utility more profitable for the sharcholder. She therefore
concluded that Petitioner should pay incentive compensationout of its authorized return rather
than through operating expenses.

On cross-examination of Mr. Eckart, welearned that Petitioner has included only 85% of the
AlPin itspro forma leve of expense. (Tr., pp. F50-51). Thus, part of the AIP isbeing funded
through the authorized return and part is funded through ratesunder Petitioner's proposal.

Although Ms Lynn's testimony is silent as to the precise operation of Petitioner's plan, Mr.
Eckart set out a detailed description of the AIP in hisrebuttal testimony. (Petitioner's Ex. SEE-R,
pp. 16-23). Mr. Eckart noted that all salaried employees who are exempt from overtime pay
participate in the AIP. Mr. Eckart explained that the plan consistsof threekey features-
gatekeepers. performancegoalsand individual multipliers. First. the ATP containsa gatekeeping
component that ensuresthat AIP payments aremade only when two targetsaremet: A minimum
earnings per share{"EPS") of American and the attainment of individual performance
expectations Of the participating eompany and employee. (/d., pp. 17).

Mr. Eckart testified that if the gatekeepersare met, the preciseamount of the AIP payout is
based upon achievementin two equally weighted performance goas. Specificdly, the
participant's overdl performance goals aredivided into two equally weighted categories-
Financid Performance Goalsand Operationa Goals. Theam of the Financial PerformanceGod
isto have the participant achieve areturn, on capital equd to the weighted average cost of capital
of the company. The Operational Goalsare a function of customer satisfaction. The AIP first
measures customer satisfaction through a detailed customer survey. Thissurvey eva uates
customer satisfaction through four categories: "Overall satisfaction with the Company”; "Overdl
satisfaction with water quality™; " Leader in the water indugtry” ; and " Overall utility value." (Jd.,
pp. 18). The Operational God is measured as a percentageof survey respondentswho stated that
they were satisfied or very satisfied with the four stated categories. For a participant to receivea
payout from the AIP, the subsidiary must achieveat least a 60 percent swrein the Operational
God category, meaning at least 60 percent of the survey respondentsreported that they were
satisfied or very satisfied with the company. Additionally>the Operational Goal scorewill be
reduced if adistrict experiencesany of the following four service quality situations: (1) "apublic
notification or customer advisory isissued dueto aviolation of any state or federal drinking
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water regulation or any monitoring or reportingfailure occurs'; (2) "a customer experiencesan
interruption Of water service duc to a facility failure for a period extending longer than twelve
hours without an alternativesupply of drinking water being available™; (3) " any customer
experiencesmore than two intermittent service interruptions extending for longer than a
twelve-hour duration”; and (4) "water usageiscurtailed duetot he inability to meet customer
demands." (J4., pp. 20.) Mr. Eckart testified that avoiding thesesituations is necessary to meet
the basic service expectationsof the Company's customers.

To calculate the precise amount of the AIP for an employee, the third component - the
Individua Performance Multiplier - must be factored into the equation. This value allowsthe
participatingcompany to adjust the ATP award based on the actua performanceof the employee
receivingthe award. (1d.)

Mr. BEckart testified that Ms. L.ynn failed to account for the substantial benefitsto customers
achieved through the Performance Goals of the ATP. Asdemonstrated by its numerous
mechanisms for measuring and rewarding customer satisfaction, the AIP isintended to benefit
both shareholdersand customers, and these mutual benefits arein fact interrelated. Financial
performance alowsthe Company to attract the capital and guatified people necessary to provide
the service desired by customers. Customer satisfaction i simportant for financial success which
benefitsshareholders.

Mr. Eckart testified that it was not unusual for acompany such as Petitioner to provide this
type Of pay arrangement. Hetestified that 72 percent of utilitiesprovide morethan one variable
pay plan and that 93 percent of all companies that provideincentive plans provide them to
middle management. Moreover, Mr. Eckart provided a table that measuresthe types o
compensationplans offered by utilitiesand other companies. This table shows that reward based
systems, including incentive pay glans, are common:

{Graphic{s) bel ow may extend beyond size of screen or contain distortions.]

Wilities All Industries
Merit Pay 85.7% 75.2%
Skill Based Pay 14.3% . 15.58
Bonus 57.1% 65.2%
Incentive Pay  28.5% 28.28
Rey Contributor 0.0% 7. 35,
Team I ncentives 28.5% 13. 0%

Wetook administrativenatice of two of our previousordersthat guideour analysisof this
issue. First, in /ndiana Natural Gas Corp., Cause No. 40382 (IURC 10/2/96), an order cited by
Ms. Lynn, the Commission accepted an OUCC adjustment to remove the utility's profit-sharing
plan on groundsthat the expense was not reasonably necessary for utility service. In that case, the
petitionerincluded as an expense $60,000 for the pian, which was characterizedsolely in terms
of profit sharing. There were no operational performance objectivesin the plan; only financia
performance was cunsidered. The utility attempted to justify this expenseon gr ounds that it was
necessary for employeeretention, Theproblem with this argument was that the utility's work
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forcewasin Orange County, Indiana, and theprofit sharing packege caused the average salary to
be double that of the averagewagefor thearea

The second Order, 2SI Energy, Inc., Cause NO. 40003 (ITURC 9/27/96), wasissued the week
before thelrdiana Natural Gas Order and thereforereveals our approach to two different types
of plansin arelatively short timeframe. We alowed as a recoverable expensePSI's "annua
incentive plan.” The P Order shows that, contrary to Ms. Lynn's assertions, the Commission
has found incentive pay programsto be reasonably necessary for the provision of utility service.
ThePSl plan, like Petitioner's AIP, was not apure profit-sharing plan. The plan acted asan
incentive for company-wideimprovement which related directly to the quality of serviceto the
customers. Indeed, like the AIP, the PSl plan was based on an equd division of corperate
financial goalsand individual performance measures. In fact, most of theevidenceand
discussion in the causefocused on thecalculation of PSI's performance level, afact that suggests
that the QUCC, the intervenors and the Commission recognized that the plan did provide
customer benefitsand was reasonably necessary. Further, as with the AIP, PSI had not sought
recovery of 100% of theincentivepay. Ultimately, we approved recovery of incentive pay in P3
becausethe compensation wasreasonably necessary for PS1 to he competitivein attractingits
workforce.

Two things can be taken fi-om these two orders: (1) a pure profit-sharing plan which only
incents employeesto become more profitable may be more appropriatefor funding solely by the
shareholdersthan aplan which also ties compensationlevels to better serviceto the customers;
and (2) a plan which causes compensationto exceed levels which are reasonably necessary for
theutility to attract itsworkforceshould bedisallowed asan unnecessary expense. Using these
guideposts, wefind that Petitioner's AIP should berecovered through ratesat thelevel proposed
by Petitioner.

Firgt, Petitioner's plan isnot a pure profit-sharing plan. An associate's incentive pay will be
reduced based upon drinking water reguiation violations, serviceinterruptions, usagerestrictions,
and poor customer satisfaction.Ms. Lyan admitted that theseinclude aspectsthat benefit the
customer. (Tr., pp. E38-40). Second, Ms Lynn could identify only one other water utility in the
State with a comparable work force and which competes with Petitioner for employees. That
other utility also hasan incentive pay program, and Ms. Lynn was unableto statewhether the
other utility'stotal compensation package wasless than or greater than Petitioner's. (Tr., pp.
E41-44; Petitioner's EX. CX-2). Thus, it cannot be concluded that Petitioner's AIP causesthe
compensation levelsto reach excessve or unnecessary levels. Thus, wefind that Ms. Lynn's
proposed adjustment should be rejected.

(it) Normalization of Work Hours. Ashas been the casein thelast few rate cases. Petitioner
adjusted test year |abor expenseto reflect normalizationof work hoursin an averageyear. Ms.
Lynn opposed Petitioner's adjustment to 2,088 hours per year for hourly associatesin
determining pro forma labor expense. She claimed that thiswasnot the amount of work hours
during either thetest year or the 12 monthsfollowing. Accordingly. she opposed the adjustment
of test year labor expenseto reflect thislevel of normalized hoursin ratesin thiscase.

Mr. Cutshaw explained the basis tor theadjustment. Hesaid that 2,038 hours has been used
in thelast four rate casesbased upon this Commission'sruling in Cause No. 39215. We stated
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that whilethere may have only been 2,080 hours during the test year and during the 1L2months
following, there are 2,088 hoursduring calendar years 2001, 2002, and 2003, and 2,096 hour s
during calendar year 2004. Therefore, under the QUCC's proposal, rates would be set based upon
alevel of work hours lower than what will be experienced during any year of the expected lifeof
theserates. Mr. Cutshaw stated if the Commission wereto accept the OUCC's position, the
Commission would haveto use 2,096 hoursin future cases wherethe year following the test year
will include 262 working days, asit will in 2004. H e further stated that Ms. Lynn's adjustment
was incorrectly calculated in that shedid not adjust only theamount which was recorded |o labor
expense. Further, sheremoved hoursof individuals for whom the Company did not makethe
normalization adjustment. Those individuails have union contracts which requirethem to work
more than the standard number of hours or to be paid for holiday hours and vacation times.

We havereviewed our Order in CauseNo. 39215 where wefirst approved the use of
normalized hours. Inthat case, Petitioner had computed its 1shor expensehased upon 2,096
hours, which was the number of work hoursfor the 112-month adjustment period, as Mr. Cutshaw
indicateswill bethe casein the year 2004. The OUCC in that case had originally proposed that
labor expense bebased on 2,080 hoursbased upon the test year levd, but at the final hearing,
proposed the normalization of hoursto 2,088 work hours per employee. "OUCC witnessLesa S.
Paul examined the work hoursin each of 12 consecutive 12-month periods. In 7 of those
12-month periods the hours worked were 2,088 and the averageof al 12 annual periodswas
approximately 2,088." Order, pp. 4-5. Based upon the evidence, we found in that Order:

The Prehearing ConferenceOrder provides that adjustmentsshould be madefor
changeswhich are fixed, known and measurable and which will occur within 12 months
after theend of the test year. It isundisputed that 2,096 work hours per employee, in fact,
will occur during the 12 monthsfollowing the test year. This fact isfixed, known and
measurable. However, asMs. Paul also testified, a 2,096 work hour year will not again
ocenr during the period she analyzed. The Commission finds that for purposesof this
Cause, 2,088 work hours should be used in the adjustment consistent with the QUCC's
revised proposal. Thisis arepresentativelevel of work hours per employee. This amount
can also be derived by dividing the number of daysin anormal year (365) by the number
of daysin aweek (7), multiplyingtheresult by 48 hours per week and adding 2 hoursto
account for the occurrenceof theleap year every 4 years. Therefore, it can beviewed as
giving some considerationto the additional labor costsresulting fromt he leap year. (Zd.)

We approved in that case the normalization of work hourswhen strict adherenceto the
adjustment period would result in the use of morework hoursthan will typically be the case.
When one normalizes, there will be occasionswherethe effect will beto increase from the test
year and occasions wherethe effect will beto decrease from thetest year. It would be
inappropriateto approve normalization of work hours only when the effect isto reduce the
adjusted test year level. Accordingly, we find that Ms. Lynn's position should be rejected and that
Petitioner's proposed adjustment to the normalized level of work hours should be accepted.

(iii) Vacant Positionsat Conclusion of Test Year End. OUCC witness Lynn proposed to
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reducelndiana-American'sadjustment to Labor and Employment Expenseby $343,795to
account for six positionsthat were vacant during the entire test year. (PublicsE |, pp 16-17)

Mr. Cutshaw opposed Ms. Lynn's adjustment.

Mr. Cutshaw testified that the Six positionsat issuewere (1) Director Human Resources, (2)
Communications Assistant, (3) Executive Secretary, {4) Manager Information Technology, (5)
Engineering Technician, and (6) MaintenanceSpecialist. (Petitioner'sEx. JLC-R, pp. 15-16.} Ms.
Lynn incorrectly asserted that al of these positionswere vacant during the entiretest year. Mr.
Cutshaw's testimony demonstratesthat the Director of Human Resourcesposition did not
become vacant until the seventh month of thetest year and the Manager Information Technology
position was vacant only two and ahaf months of thetest year.

Wefind that Ms. Lynn's proposed adjustment should bergected. Indiana-Americanprovided
testimony that each of these positionswould be filled by March 34,2002 (Petitioner's EX. JLC-R,
p. 15) — within the adjusment peri od provided by the Prehearing Conference Order in this
cause. In fact, Mr. Cutshaw provided evidencethat Indiana-American hed dready filled the
position of Director of Human Resources(Petitioner'sEx. J1.C-R2, p. 1), Communications
Assistant (id., p. 2), and ExecutiveSecretary (id., p. 3). Furthermore, Indisna-American is
actively seekingto fill the positionsof Manager Information Technology, Engineering
Technician(id., p. 4), and MaintenanceSpecidist (id., p. 5). Mr. Cutshaw opined that these
positionsshould remain in Indiana-American'spro forma |abor expense, except as adjusted for
the differencein the actud salary for the two employees now serving as Communications
Assigtant and Executive Secretary which amounts to ($21,406). We havepreviousy
acknowledged that "companiesincur employee tumover in thenormal courseof events.” See
Gary-Hobart Water Corp., CauseNo. 38996, pp. 17-18 (JURC 4/3/91) (rgjectingthe OUCC's
proposed adjustment to labor expensesfor aposition that was vacant during part of the test year
and had not been filled as of the time of the ratecase). We find that these expensesarefixed,
known and measurableand should berecovered and reject the OUCC's proposed adjustment, We
accept Indiana-American's proposed adjustment to account for the difference in the actual salary
for the employeesfilling the positions of Communications Assistant and Executive Secretary
which amountsto ($21,406).

(iv) Shared Services Initiative. In Cause No. 42043, Petitioner hassought our authority to
relocateits accounting recordsoutsidethe State of Indiana to New Jersey wherethey will be kept
at the Shared Services Center which will be performing various accounting-rel ated functions for
atl of the American regulated subsidiaries. Our approva was sought becauseind. Code §8-1-2-15
requiresthat "[njo books, accounts, papers, or records required by the Commission to bekept
within the state shall beat any timeremoved from the state, except upon such conditionsas may
be prescribed by the Commission.” We havead yet issued an order in that Cause, and so
Petitioner continuesto maintain its books and records in Indiana. During theinterim, Petitioneris
participatingin the Shared Services Center to the extent the participation does not require the
relocation of Petitioner's records pending our resolution of theregquest in that cause.

Mr. Cutshaw explainedthe adjustmentsrelated to Petitioner's proposed Shared Services
I nitiative. American has announced Shared Services I nitiativesthat will consolidate certain
accounting/financial services and call center functionsover the next two years. Treasury, cash
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management and accounting functionswere consolidatedin late2001. A system wide customer
cdl center wasopened in April 2001. Conversionsto the new call center will take place over the
next years. The Shared Services Center will assume primary responsibility for such areasas
accounts payable, cash management, fixed asset management, general accounting, payroll
processing, taxes and associated benefit coordination. Mr. Cutshaw made aseries of five
adjustmentsto reflect theimplementationof the Shard ServicesCenter. These adjustmentswere
labor-related and also included adjustmentsto management feesto reflect the operating costs that
will beincurred by the Shared Services Center and then allocated to the rogulated affiliates based
onthenumber of customers. In addition, the adjustment included a ten-year amortization of the
implementation costs allocated to Indiana-American for establishingboth the Shared Services
Center and the Customer Call Center.

Ms. Lynn explained the OUCC's position with respect to Shared Services. She noted that the
OUCC opposed implementationof the Shared Services Initiative in Cause No. 42043. In that
case, the OUCC has noted that it i s currently anticipated that theincreaseto management feesas
aresult of theimplementationof the Shared Services Initiativewill result in higher costs of
approximately $1 80,000 annually as compared to current costs. Ms. Lynn noted that, despitethe
anticipation of higher costs, Petitioner'sproposed adjustment in this case has anet effect of zero
on Petitioner'srevenuerequirements. A zero impact on revenuerequirementswas accomplished
by limiting the adjustment to management feesto a"pfug” number. Asthe OUCC witnessdid in
Cause 42043, Ms. Lynn objected to the atlocation of implementation costs of the Shared Services
Center based upon the number of customersas required by the affiliated interest contract on file
with the Commission. Shenoted that use of this allocation methodology produces Barge savings
in some states, whileit causes costsin Indiana apparently to increase. The reason Petitioner will
not see the larger savingsis because Petitioner has already achieved significant savings that have
not yet been achieved in other states. Further, she objected to the decision to exclude unregulated
affiliatesfrom participatingin the Shared Services Center.

In addition to the adjustments Petitioner identified, Ms. Lynn identified further adjustments
asaresult of the Shared ServicesInitiative. Sheproposed adjustmentsto labor expense to reduce
thesalary of Mr. William Wolf and the elimination of one-fourth of Petitioner's Corporate Office
lease to reflect space which isnow vacant due to the elimination of positionsin Indiana.

On rebuttal, Mr. Cutshaw disputed the adjustment to Mr. Wolfs salary, testifying that at a
minimum, thesalary of aperson with Mr. Wolf's credentialsshould be at or abovethetop of the
current salary range for this position. He also explained that the allocation of implementation
costs of the Shared Services Center ismade pursuant to the affiliated interest agreement on file
with the Commission. To changethat allocation to producea particular result in Indianawould
require modifyingthe all ocation methodol ogiesin alt statesfor Service Company costs, which
may or may not result in less cost being allocated to Indiana. Further, he explained that thereare
significant qualitativebenefits from Petitioner'sparticipation in the Shared Services Initiatives
related to improved treasury and financia accounting services. (Petitioner'sEx. JLC-R, pp.
10-11)

M s. Doron disputed the adjustment to the Cor por ate Office lease. Sheidentified other
functions which are soon to berelocated to the Corporate Office and utilize the space which
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would become availablethrough the Shared Services Initiative. Ms Doron a so explained that
Ms. Lynn hasmissed the point of Petitioner's Shared Services Initiativeadjusments. M s. Doron
explained that the adjustmentswere presented merely for informational purposes. While
preliminary estimates may currently be that the moveto Shared Serviceswill cause coststo
increase, there are savings from this move which have not yet been identified and measured.
While Petitioner disagrees that those savingsinclude theitemsidentified by Ms. Lynn, Petitioner
anticipates there will be other savings and benefitswhich no party hasidentified. Asaresult, Ms.
Doron explained that the affect of the move to Shared Seivicesisnot truly fixed, known and
measurableat this time. Instead, this isamove that is still in transition, There may be piecesof
the savingswhich casbeidentified and Petitioner has adjusted for those piecesexcept for thefull
effect of theallocation of the Shared Services Center operatingcost to Indiana. Petitioner has
limited that adjustment S0 asto keep the costsof providing these functions at the samelevel at
which they would Rave been without the Shared Services Initiative. Asaresult, Petitioner's
adjustmentsfor Shared Servicesare essentiallydesigned to explain to the partiesand the
Commission what isbeing proposed, but those adjustmentsare held to anet effect of zero. On
moss-examination we heard that Ms. Lynn's proposed adjustments do not have anet effect of
zero. Rather, Ms. Lynn's adjustments have the effect of reducing Petitioner’s revenue requirement
if therelief sought in Cause No. 42043 is granted. (Tr., p. E33.)

We find that Petitioner's proposed adjustmentsrelated to Shared Servicesshould be accepted
sincethey havea net effect of zero. We further find that an adjustment related to the Shared
Services Initiative which hasan effect other than zero should not beapproved until after al of the
savings and costsrelated to the Shared Services Initiative are fixed, known and measur able.
Findly, the OUCC isconcerned both in this caseand in Cause No. 42843 that Petitioner may in a
subsequent case seek recovery of the full impact of themoveto the Shared Serviceslnitiative, To
the extent such recovery would causecoststo Indiana customersto increase, we remind the
partiesthat we havethe authority to disallow recovery of any item of expenseto the extent we
find theexpenseto beunnecessary or excessive.

{v) Security Cogts. After the Company had prefiled its case-in-chief but beforethefirst
evidentiary hearing, Petitioner requested that certain claimed security costs be added to the
expenses considered in thisrate case. Petitioner's witness Cole submitted supplemental direct
testimony claiming that the amount of increased security operation and maintenance expenses
which the Company is now incurringon an annual basisis $2,457,350. These expenseswould be
in addition tothelevel of total expensesand r evenue requirementspresented in Petitioner's
case-in-chief as origindly prefiled. He also stated that the Company will not make publicly
available thedetail sof what security measures are being taken or the breakdown of the annua
amount because doing so would jeopardizc the sceurity program.

After theinitial hearing, Petitioner and the OUCC agreed upon an arrangement by which the
OUCC could review the substanceof thisproposed adjustment. Pursuant to a non-disclosure
agreement, the Utility Consumer Counselor met with Mr. Cole and reviewed the detailsof the
adjustment. After this meeting, Petitioner and the OUCC announced at the final evidentiary

hearing that an agreement had been reached as to how to address security costs. That agreement
was later reduced to writingin theform of a Stipulation and Settlement Agreement which was
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filed with the Commission on May 3,2002.

The Stipulationprovidesthat Indiana-American recover through rates in this case additonal
O&M expensesidentified by Mr. Coleof $2,457,350 annually. Thepartiesagreed that this
amount represents only O&M expenseand does not include any capita additions. Further,
Indiana-American agreed that it would submit on a semi-annual basisunder s to this
Commission asummary Of theamounts it hasincurred during the previoussix monthsrelated to
security costs. A copy of thisinformation would aso be made available prior thereto to the
Utility Consumer Counselor and to the OUCC's Rates and Sewer/Water Director pursuant to
nondisclosure agreementsexecuted by each.

We notethat the partiesto this settlement submitted no detail or substantive evidencein
support of theproposed increasein operation and maintenanceexpenses of $2,457,350, to be

passed on to theratepayers.

The Prehearing ConferenceOrder issued by the Commission in thisCause on October 1,
2001 provided as follows:

Settlements may al so be presented to the Commission at either of the evidentiary
hearings scheduled pursuant to Paragraph 4 or 11 hereof. In the event of settlement, the
parties aredirected to comply with the Commission’s GAO 1995-4, and the provisonsof
170 HAC 1-1.1-17(d). Order, p. 4.

Thereferenced Code provision permits parties "at any timeprior to theissuanceof thefinal
order," to submit settlement proposals, or request a hearing for purposes of submitting a
settlement proposal. The Code provision a so requiresthat "the settlement must be supported by
probativeevidence.”

The Commission ismindful of and sensitiveto the need for security of our utilities. However,
this Commission takes very seriously itsduty to base a chargeagainst ratcpayers onl y on
adequate, probative evidencesubstantiatingthat charge. In theimmediate matter, no such
evidence has been presented, and for that reason the proposed settlementis denied.

The parties may, a their discretion, petition under this Cause Number for a hearing on the
proposed security costs that they would seek to have absorbed by theratepayersof thisutility.

(vi) Property Taxes. Indiana-American'switness Cutshaw proposed a pro-forma adj ust nent
to Indiana-American'stest year property tax expenses to reflect the 2001 averagetax rate times
additionsto Indiana-American's plant through July 31,2001 (thesate base cutoff date). Mr.
Cuishaw stated that these caleulations are consistend with the methodology used by
Indiana-American in previousrate cases. The QUCC did not contest Petitioner's adjustment for
property taxes and in fact utilized Petitioner'scal culation of the property taxes pertaining to the
updateaf utility plant to actua asof July 31,2001.

Crown Point witness Guerrettaz opposed the adjustment for property tax expensein Step One
"dueto regulatory changesin theway propertytaxes are assessed herein Indiana

Onrebuttal, Mr. Cutshaw explained that the Step One property tax adjustment was based
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upon the most recent assessment received from the State Board of Tax Commissioners and
includes an assessment for additionsin utility plans from December 31, 2000 until July 31,2001,
the cut-off date for rate base additionsin this cause, Mr. Cutshaw also stated that this same
method of calculating property tax expense has been approved by the Commissionin
Indiana-American'slast threerate cases. Mr. Cutshaw cited the Commission's Order in Cause
No. 39166, dated July 8, 1992, that found that it is appropriate to includeproperty tax asan
adjustment for all itemsfound to bein rate base.

The Commission finds that the method used by Indiana-American in its case-in-chief is
consistent with prior Commission Ordersin Indiana-American's |ast three rate case proceedings.

(vii) Chemical Expense. Indiana-American's witness Tower proposed four pro-forma
adjustmentsto Indiana-American'stest year chemical expenses. On Petitioner's Exhibit JKT-2,
Schedule 3, Petitioner proposed increasing the expenses due to an increasein caustic soda prices,
a decreasein expenses dueto changesin large customer consumption; an increasedue to the
water usage normalization adjustment discussed infra; and adjustmentsdue to increased usage
resulting from the Freeman Field and Prairieton acquisitions.

OUCC witness Lynn opposed the adjustment for caustic sodabecause she stated that it was
her understanding that Petitioner's Seymour location would no longer use caustic soda; therefore,
while the price might increase, quantity would decline. Ms Lynn calculated the chemical
expenses using the 2002 bid awards, sorted by chemical, and multiplyingthem by the usage
denoted on the bid awards, which resulted in a pro-forma decrease of $104,676.

Onrebuttal, Ms. Tower cxplained that the 2002 bid award used by Ms. Lynn fos her chemical
expense cal cul ation does not state reliable usage figures, but rather states figureswhich bidders
wereto use as guidelines. Ms. Tower stated that the pricesin the Bid Award Sheet werereliable
asthe basisof a pro forma adjustment, but that the usageis not. Ms. Tower al so disagreed with
Ms. Lynn's assertion that the Seymour operation would not use caustic soda. Ms. Tower testified
that Indiana-Americanuses caustic sodato treat both ground water and surface water.

Wefind that the method used by Indiana-Americanin its case-in-chief is more accuratein
that it uses actua test year usage adjusted for known changesin large customer usage volumes,
changesin residential usagedue to the normalization adjustment approved herein, changesdueto
acquisitionsand reflectstheincreasein the cost of caustic soda.

(viti) Waste Disposal Expense. The Gary Sanitary District learned that it had mistakenly
undercharged Indiana-Americanfor waste disposal services performed from 1996 through 1998.
The Gary Sanitary District sent Indiana-American abill in the amount of the undercharge.
Because Indiana-American paid the bili during the test year, it included thisamount asan
expensein its rate calculation. As explained by Ms. Tower, the expense was proposed to be
amortized over athree-year period. The OUCC and I ntervenor proposed to eliminate this expense
claimingitsinclusion would result in retroactiveratemaking.

Thisexpenseis not properly labeled retroactiveratemaking. The prohibitionof retroactive
ratemakingisaresult of the"cardinal principal of ratemaking that a utility may not set ratesto
recoup past losses..” PSI Encrgy, Inc., Cause NO. 39195 (IURC 2/26/92) citing Nadar v.
Federal Communications Commin. 520 F.2d 182,202 (D.C. Cir. 1975). Indiana-American is not
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attempting to set itsratesto recoup apast loss. Rather, it i sincluding an expense paid within the
test year As Ms Tower recognized, not granting this adjustment would penalize
Indiana-American for an error made on the part of the Gary Sanitary Digtrict.

The more appropriatelabel for this expense i s nonrecurring. We cannot even properly assume
that the expense will not likely repeset itself, because nothing prevents the Gary Sanitary District
from making similar mistakesin the future. Thus, & best we can state the expense will occur
infrequently. Our appropriateratemakingtreatment of such nonrecurringor infrequently
occurring expenses incurred during the test year is to amortize them over aperiod of time, which
iswhat Petitioner has proposed. Seg, e.g., Wayne County Rural Elec. Mem. Corp., Cause No.
38804 (IURC 1/17/90), p.4. Wefind that Petitioner's adjustment should be accepted and that Ms.
Lynn's and Mr. Guerrettaz's adjustment should be rejected.

(ix) Well Cleaning Expense. Indiana-American's witness Tower proposed two pro-forma
adjustmonts to Indiana-Amecrican’s test ycar mainterance cxpenses. On Petitioner'sExhibit
JKT-2, Schedule 8, Petitioner proposed increasing the mai ntenanceexpensesdue to well
cleaningin the Wabash Operation and Southern I ndiana Operation that were not completed
during the test year. OUCC witness Lynn opposed the adjustments stating that having reviewed
Petitioner'sresponse to a data request, the well cleaning costs paid during thetest year were
representativeof Petitioner's historic average.

On rebuttal. Ms. Tower explained that in the narrative included in the data response to which
Ms. Lynn referred, Indiana-Americanexplained that there were no historical chargesfor the
Southern IndianaOperation due to thefact that their source of supply has changed from surface
water to ground water, and that five of the Southern Indiana wellswereto be cleaned before
March 31,2002 (twelve monthsfollowing the end of the test year). Ms. Tower testified that the
averagecost to clean one well would be approximately $5,000, so the adjustment of $25,000 is
reasonable and should be alowed. Ms. Tower also testified that the invoicefor the cleaning of
the Wabash well was received shortly following the end of the test year, and that the invoiced
amount was $7,883.

We And that: the proposed adjustment for the Southern Indianawell cleaning i s reasonable,
given that thewells will be cleaned within twelve months following theend of the test year and
that the historical averagewould haveincluded no cleanings for the Southern Indiana Operation
since thewells werenot in operation prior to 1999. Asfor the invoice paid following the close of
the test year, the Commission findsthat the weld was cleaned during thetest year and that the
invoice was paid within twelve monthsfollowing thetest year, henceit isfixed, known and
measurable, and should be allowed as a pro-forma adjustment. Petitioner should be allowed a
pro-forma adjustment for maintenanceexpense of $33,883.

(x) Purchased Power . Mr. Guerrettaz proposed an adjustment to reducethe cost of test year
purchased power based on Northern Indiana Public Service Company's ("NIPSCO") rate
investigation pendingin Cause No. 41746. Mr. Guerretiaz (p. 10) noted that "{a]t thispoint in
time, the best information {the Intervenorhas] isthat areductionin NIPSCO's rates arelikely to
occur in the amount of 15%, based on the Commission's Staff Report." Ms. Tower opposed Mr.
Guerrettaz's adjustment because the Commission had not yet ruled 1n Cause No. 41746.
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We rgject the Intervenor's proposed adjustment to reduce Indiana-American's cost of test year
power costs becauseit is neither fixed, known and measurablenor will it occur within twelve
monthsof the closeof the test year, which isthe adjustment period. Mr. Guerrettaz
acknowledges his adjustment s little more than speculation by indicating that thecalculationis
based on "'thebest information” currently available. (/d., p. 10.)

(Xi) General Office Expense. Mr. Guerrettaz proposed to adjust general officeexpenseso as
to remove $330,899 which helabeled as "non-justified.” He claimed that he conld find no
support for thisamount in the workpapersor the exhibitsfiled in this cause.

On rebuttal, Ms Tower identified where the support for this expenseis containedin
Petitioner's case-in-chief and workpapers. She explained that the amount Mr. Guerrettaz is
proposing to remove iSstheallocation of Corporateand Customer Service general office expense
to the Northwest Operation. Shethen identified how the amount at issuetracesdirectly through
al of theschedules. Thetest yeer level of Corporateand Customer Service generd office
expenseis $1,318,549. Based upon the number of customers, the Northwest Operationis
dlocated 25.15% of this amount. The total amount can befound on Petitioner's Exhibit JKT-1,
page5 of 10, line 17 in Column 2. Then in Columg 3, the Corporate Allocation Column, the
same amount i s deducted from the operating statement of Corporate and Customer Service. Itis
deducted on thisgage so that it can be allocated and added to the operating statements of the
various Company operationson other pages of Petitioner's Exhibit JKT-1. Theamount of genera
office expensedlocationsis dso verified by adding the amount shown on line 17 of Petitioner's
Exhibit JKT-1 pages2t hrough 4 and pagesé through 10 of 10 Sincethic is simply an dlocation
using the customary alocation methodology and Since the Company did not propose an
adjustment to the test yeer level of thisexpense, Ms. Tower explained that no workpapers were
submitted showing the allocation.

It isapparent that Mr. Guerrettaz simply was unableto identify the sourcefor the number
which heisproposingto adjust. Ms. Tower has explained wherethat sourceisand how it is
allocated among the variousoperations. Because Mr. Guerrettaz does not challenge either the
total amount of generd officeexpenseof $1,318,849 or the all ocation methodol ogy, the amount
which isto beallocated to the Northwest Operation cannot be challenged as nonjustified. We
therefore find that Mr. Guerrettaz's proposed adjustment should be rejected.

(xii) Rate Case Expense. Indiana-Americanoriginally sought a rate case expenseadjustment
of $339,000, to bc amortized over thirty-six months resulting in apro forma regulatory expense
of $127,808. OUCC witnessLynn proposed modifying Indiana-American's proforma regulatory
expenseto $122,031 which includesa depreciation study cost of $14,808. Thebasisfor Ms.
Lynn's modification was her conclusion that "it appeared [Indiana-American] was requesting
postage for customer noticestwice." (Public'sEx, 1, p. 27). Ms. Lynn's conclusion came from her
inquiry into $21,000 contained in miscellaneousexpensefor rate case expenses. Ms. Lynn
testified that Indiana-Americanexplained that this miscellaneous expense was an estimate based
on actua cogts associated with copying and binding testimony and postageto mail the customer
notices during thelast rate proceeding. Since Indiana- American already had alineitem inits
estimate for customer noticesof $41,000, Ms. Lynn concluded Indiana-Amencan wastwice
counting its expensesfor postageto mail customer notices.
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On rebuttal, Mr. Cutshaw updated the original estimate of' rate caseexpense based upon the
significant level of activity in this case. 1ic also explained hisbasisfor disagreement with Ms.
Lynn's modification. Mr. Cutshaw testified that Indiana-American had underestimated the costs
of direct mailing the second customer notice. (Petitioner'sEx. JLC-R, p. 23.) The second notice
was sent so that all customerswould receivethe samelevel of notice. Mr. Cutshaw further
explained that the miscellaneous expense lineitem included Mr. Hartnett's directly charged time
and expensefor participatingas awitnessin this case.

Wefind that Petitioner has adequately explained the itemschallenged by Ms. Lynn, but that
Petitioner'soriginal estimatesshould be used. For these reasons, wefind that Indiana-American's
adjustment for rate case should be $339,000, resultingin pro forma regulatory expense of
$127,808.

(xiii) Miscellaneous EXpense.Webegin our discussion of contested adjustmentsto
miscellaneous expensesby reiteratingour standard for reviewing de minimis expenses. Aswe
noted in Indiana-American'slast litigated rate case and itsrate case before that in addressing
proposed adjustments to reduce for expensesfor safety programs:

Theresourcesexpended to prove an expense item should never exceed the value of
the expenseitem itself, and should always be congruouswith the materiality of the
expense item relativeto thetotality of expensesbeing considered.. Weknow that
analysesto eval uatethe effectivenessof thesetypes of programs can be difficult to
formulate and expensiveto monitor, and are often more subjective than objective. Far
these reasons, the cost of demonstrating their worthiness and reasonablenessfor inclusion
in rates can often exceed their absolute value, and their value relativeto more significant
itemsin the rate case. We are also aware that the magnitudeof expensesfor service and
safety programsrelative to total expenses for operation and maintenancear e less than one
percent of thetotal, and therefore immaterial.

(1997 Rate Order, pp. 58-59 and 1996 Kate Order, p. 18.) Aswill be apparent from our
discussion, many of the disputed issuesin this section will falt into this category.

a. Lobbying Expense. Ms. Gemmecke proposed to disallow al lobbying expenses, stating
that our test for allowing recovery of lobbying expenses through ratesis whether the lobbying
produces amaterial benefit for the customers. Mr, Cutshaw and Ms. Doron opposed Ms.
Gemmecke's disallowanceand argued that thelobbying can producea materia benefit for the
customers.

Wehave not previously approved therecovery of lobbyingexpenses. Petitioner paysa
retainer to alocal law firm for lobbying. They also pay membership duesto certain organizations
wherein aportion of the dues also are attributable to lobhying the government.The Commission
has ruled in Indiana-American's Cause Numbers 40103 and 40703, Boone County Rural Electric
Membership Corp's Cause No. 39929, and Hoosier Energy Rural Electric Cooperative's Cause
No. 37294 where-inthe Commission'ssandard far inclusionar exclusion of lobbying expense
was based upon proof of material benefit to the ratepayers. Petitioner's witness, Mr. James
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Cutshaw, stated in rebuttal testimony these expenseswere used to alow investor owned utilities
the opportunity to participate in the State. RevolvingFund ("SRE") and alsa WaSinstrumental in
therepea of federal income taxeson contributionsin aid of construction ("CIAC"). Petitioner's
inclusion of such expensesas part of its pro-formaexpensesindicatesabelief that such expense
isfixed, known, and measurableand that similar benefits from lobbying will beincurredin the
future. The Commission notes firstly that the repeal of the Federal taxability of CIAC was
decided in 1996 and is not part of the current expenses of the Petitioner. Secondly, the Federal
guidelines for the Saf e Drinking Water Revolving Fund, whereby the Stateobtainsfunding for its
SRF, has aways allowed investor owned utilitiesto participate sinceitsinception. Asof July 1,
1999 (before the beginning of the test year), private (investor owned) drinking water systems
have been alowed to participatein the State Drinking Water State Revolving Fund. Itisclear
that thetest year |obbyingexpenses, both direct and indirect through memberships. did not create
any materia benefit to theratepayers. It isalso clear that including such lobbying expensesin
future rates does not meet the criteria of fixed, known, and measurablein that neither the issues
nor the benefitsto theratepayersare determinable. Therefore, we disallow this claimed expense.

b Capitalized Jtems The OUCC proposed an adjustment for invoices Ms. Gemmecke
testified should be capitalized rather than expensed. Ms. Gemmecke testified that about half of
thoseinvoicesrelated to thelining of two wellsand the remainder consist of instruments and
congtruction materialsof a financial magnitude that warrant capitalizingthem. Indiana-American
accepted some of these adjustments. Indiana-Americanacknowledgedthat two of the items
($4,203 and $3,395 for work on well 3ain Warsaw) wereimproperly expensed in the test year
but were reclassified to utility plant afier the test ycar but beforc the rate base cutoff.
Accordingly, theseitems have already been included in the Company's presentation of original
cost rate base. Indiana-Americanal so acknowledged that $5,048 for pipeinstalled in well 2ain
Warsaw during cleaning, $3,250 for installation of an 8" tie-inin Southern Indiana, and $2,029
for threehydrant metersin Northwest should have been capitalized. Mr. Cutshaw testified, and
wefind, that these items, totaling $10,327 should be removed from expense and should be
reclassified asan increaseto rate base. We have included this amount in our earlier finding on
original cost rate base.

Mr. Cutshaw opposed the GUCC's proposa to capitalizethe remaining expenses.
(Petitioner'sex, JLC-R, p. 31.} Mr. Cutshaw explained that the$2,730 to Ortman Drillingin
Warsaw was to inspect and test well 3aand isan ongoing cost Indiana-American has always
properly expensed. The $1,632 to Meriam Instrument in Northwest was for labeling tapeand for
alabel-making machinethat produces|abelsthat are chemical and heat resistant. Mr. Cutshaw
testified that not expensing theseitems would be anal ogousto capitalizing the cost of Xerox
paper. Finaly, the $6,979 and $4,092 to Wisner Controlsin Northwest are for 15 replacement
transmittersand indicatorsfor the SCADA system across the system. Mr. Cutshaw testified that
these transmittersand indicators must be replaced from timeto time due to lightning strikes,
electrical failares, etc. and would be used within ayear, We find Mr. Catshaw's explanation of
these contested items to be satisfactory and thereforergject Ms. Gemmecke's proposed
adjustment.

c. NAWC Dues. Ms. Gemmecke disagreed with Petitioner'sproposed adjustment to increase
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thetest year expensesfor NAWC dues. Mr. Cutshaw explained there were three significant
differencesconcerning the parties calculationof NAWC dues. Thefirst related to Ms.
Gemmecke's exclusion of the lobbying portion of NAWC dues, a subject we have already
addressed. The second related to Mr. Cutshaw's use of the more current formulafor calculating
dues. Dues are calcul ated by applying a formula to Petitioner'srevenues, and so we find the more
current formula should be used. Findly, Mr. Cutshaw testified that Ms. Gemmecke did not make
any adjustment to annualize the dues for the Indiana chapter of the NAWC. Accordingto Mr.
Cutshaw's testimony, the most rccent invoice was for $25,000 which requires an adjustment of
$18,756 over thetest year expenselevel. Wefind that Petitioner's cal culation of and adjustment
for NAWC dues should be accepted and Ms. Gemmiecke's adjustment should berejected.

d. Employee Benefits. The OUCC proposed several adjustmentsto exclude expensesfor
employee benefits. OUCC's witness, Judy Gemmecke, has reduced miscellaneous expensesby
$45,509 for Food and Beveragesgiven to employees. The disallowance proposed by the OUCC
consisted of food supplied to employeesduring, before, or after meetings, and coffee and tea
provided to employeesduring work hours. Petitioner'switness James Cutshaw has objected to
this reduction which he has segregated at $3,833 for food related to meetings and training, and
the remaining being coffee and tea servicewhich, he contends, should be allowed in rates asitis
an industry practice. While theseitems may be part of a businesspractice that Indiana-American
proscribesto, the Commission has previously deemed such expenses non-allowabl efor
ratemaking purposes (Cause Number 37959 Fayette-Union County Rural Electric Membership
Corporation. page 6; Cause Number 39314 Indiana Michigan Power Company, pages 122-127;
Cause Number 39128 Indianapolis Water Company). The Commission recognizes the need for
meetingsand training sessions, however, food and beveragesgiven to employees who already
receive a living wageis excessivewhen it comesto setting rates. Petitioner has not shown how
such purchasesrelate to providing waterisewer service, increase employee's knowledgeregarding
their job. nor avoid other costs which would have been borne if not for these particular
purchases. The Commission finds the GUCC's adjustment to be correct and consistent with this
Commission's previousorders.

e. Training and Meetings. Ms. Gemmecke proposes to eliminate $3,833 in expensesrelating
to Indiana-American meetings and training. Mr. Cutshaw. in opposing such adjustment,
explained these expenses. The cost consists primarily of food purchased for meals during
working funches or training meetings. These meeting and training sessions are held at
Indiana-American's Corporate Officein Greenwaood, which avoids the expense of rentinga
facility. Employeesfrom the operations come to the Corporate Office to participate in trainingon
such topics as safety, water quality, and defensivedriving, among others. Mr. Cutshaw testified
that the lunches ordered are modest and of reasonable cost. Wefind that Mr. Cutshaw's
explanationfor these expensesisreasonable, especialy given their deminimis impact. Wefind
that they should be recovered through rates and thereforergject Ms. Gemmecke's adjustment.

- Website Expenses. The OUCC proposed to exclude $7,249 related to Indiana-American's
website. Mr. Cutshaw opposed excluding these expenses related to Indiana-American'swebsite.
He explained that the website included Indiana-American's tariffs, contact information, answers
to service-related questions and water quality information. Mr. Cutshaw explained that these
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expenses provided abenefit to Indiana~American's customersand fulfill aregulatory obligation.

We agreewith Indiana-Americanthat expensesrelated to Indiana-American's website should
not beexcluded. Our General AdministrativeOrder 1998-2 declaresthe Commission's policy
that public utilities having a website, or with a parent corporation with a website. areto place
certain information thereon for the benefit of the customers. Indiana-American's website
promotesthis policy and servesits customers by providing a resourceto answer questions and
gather information on water guality information. Wefind that the OUCC's proposed adjustment
o exclude $7,249 related to Indiana-American's website should be rejected.

g. Community Related Expenses.Ms. Gemmecke proposed to exclude $49,965 of expenses
related to Indiana-American's membershipin community organizationssuch as the Chamber of
Commerce, Rotary, Economic Development Corporations, County Alliances, etc. and $6,097 in
expensesdated to community relations. Mr. Cutshaw, in opposing Ms. Gemimecke's proposed
adjusgment, testified that infor ming the communities Indiana-American serves about its
operations, additionsto plant in service, winter freeze protection, and other such mattersare
beneficial and should be recognized. Accordingto Mr. Cutshaw, the communities
Indiana- American servesarevery interested in its construction projectsand theimpact they will
have on water serviceand that these expenses help to inform the Communities of such projects.
Furthermore, 'these costs have been alowed in previous|ndiana-Americanrate cases. We reject
Ms. Gemmeck's proposed adjustment for community related expenses and find that such
expensesshould berecovered from rates.

h. Other Expenses. The OUCC proposed omitting $2.788 in expensesrelating to bill inserts
informing Indiana-Americancustomers about the Express Cheque program and $916 of
operationsrelated expenses. Mr. Cutshaw opposed these adjustments. Me testified that informing
customersabout the Express Cheque program provided information that would help customers
save money in postage and help Indiana-American save money in bank fees. Furthermore, the
operationsrel ated expenses encompassed of fice supplies, safety supplies, hardware and an
American flag that should beincluded in ratesbecausethey arenormal costsof providingservice
to customersand are de minimus. We reject the OUCC's proposed adjustmentsrelating to the
Express Chegue program and the other operationsrelated expenses and find such costs should be
recovered through rates.

{(xiv) Non-Recurring Expenses. The OUCC made adownward adjustment to account for
certain items expenses by Petitioner in thetest year which areunlikely to occur again. Most of
theitemslisted on QUCC's schedule JJG-10 and sumumarized on OUCC witnessDana Lynn's
schedule6, adjustment 12, relate to Petitioner‘'smove from their Camby Court location in
Greenwood, to ther current location on County Line Road in Greenwood, IN. Petitioner has not
addressed thisissuein itsrebuttal nor during the hearing. The Commission agrees with the
QUCC's adjustment for non-recurring expensesin the amount of $83.815.

(xv) State Income Taxes. Mr. Gassert identified that the OUCC's calculation uf state income
taxesis presented on D. Lynn, Schedule 7. Thetax calculations on that schedule differ from
Petitioner's. The difference relates to Petitioner's add back of $11.3 million of property taxesin
caleulating their state taxable income. 1.C. 6-3-1-3.5 effective 1/1/99 eliminated the property tax
add back for the stateincome tax calculation.
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(xvi) Anorti zat | on of Acquisition Adjustment. Aspreviously discussed, we will not includein
operating expenses any amortization of the acquisition premiumsrelatingto the acquisitionsof
IndianaCities, Northwest, United or Cementville,

{xvii) Depreciation Expense. Depreciationexpense shall be computed on the depreciable
property included in rate base using the approved depreciation accrual rates.

(xviii} Water Quality Concerns. Public Field Hearingswere conducted by the presiding
officers in Gary, Indianapolis, Somerset and Jeffersonville, in order to obtain ratepayer input
from a cross-section of the state rate base. During these hearings, the Commission recelved
numerous complaints from customers about the quality of water supplies by Petitioner. For
example, at the Somerset Hearing asenior citizen customer of Indiana Americanlivingon a
fixed income, complained about the quality of water from the Company. Shetestified that she
installed three (3) water heatersin 12 years, has a water softener and buys bottled water for her
coffeemaker. LisaMcCoy, arepresentativeof Dalton Corporation, described her employer,
formerly thelargest customer of Indiana American in Warsaw, Indiana, and reported that, when
the Petitioner changed its water sourcethis caused theiron content to exceed EPA guidelines,
and, upon receiving Dalton's complaint, Petitioner told Dalton that it would not deal with theiron
issue,

Jerry B. Moser also complained that the water ruined his coffee maker and requireshim to
flush out thewater heater. Carol Joy Matson complained that she replaced thetoil ets because of
limein spite of thefilter system sheinstalled. David Compton also complained about installing
his fourth water heater, too much chlorine in water and inability to drink the water.

From elsewherein the state, Phyllis . Graves of West Lafayette testified viae-mail that the
water smellsand tastesstrange and is not drinkable. Another West L afayette customer buys
bottled water to drink. Sheindicated that the water company told her after her complaint that they
tested the water and nothing was wrong. She said she had lived in the same place for 30 years
and the quality of water did not used to belike this.

Eric C. McVeigh from Portage, Indiana provided written commentsstating that since his
family moved to Portage, whereIndiana American is the service provider, they found the public
watesof such poor quality that hisfamily uses bottled water to drink and cook. Additionally, two
members Of hishousehold use bottled water for brushing and rinsing their teeth becausethe tap
water givesthem mouth sores.

Mr. William Koon, a customer of Indiana American in Kokomo, stated that the Company
does not provide good enough serviceto warrant a rateincrease. Dick Persinger of Kokornois
concerned ahout thewater quality and stated that he still buys water since they moved to
Kokomo four yearsago. Mr. Persinger also stated that heknows of no onewho drinks the water.
Susan Roberts from Winchester, Indianatestified that water quality has gone "down hill" since
Indiana American bought the water sysem and that the water isnow " yellow" .

ConnieHenderson of Gary stated that her water does not taste good. Booker Douglas, also
from the Gary area has concernsabout source water contaminations and the Company's
continued use of lead pipe.
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The Commission also received lettersfrom officials and customersin Terre Haute,
Mooresville, Noblesville, Shelbyville, and Franklin regardingthe Company'sresponsivenessand

reliability in those aress.

The widespread complaints from customers regardingwater quality cannot beignored. We
note that some complainantssubmitted samples of water that demonstrated the unsatisfactory
quality of water that some customersreceive. Customerswho pay for the cost of service
including cost of improvements to the Utility's plant through rates should receive adequate water
guality. Thefact that numerous customers reported that they don't use the Company's water to
drink and cook, havingto install softeners or filters, and replacing water heaters, requires Indiana
American to responsibly identify the problem and correct it in order to continueto merit the
confidence of this Commission and its customers.

With regard to servicein Northwest District, wenote that Petitioner'switnessestestified that
thesystem they acquired from Northwest Indianawasin generally good operating condition. The
witnesses al so testified that even the existing tunnel despiteitsold ageis operating soundly and
that the new tunnel projectisto replace an aging structurethat would haveto beretiled inthe
near future. Thus, wefail to understand why the Company has not addressed the issue of water
quality in thisrate case, especially since this area issubject to the highest proposed rateincrease
in the entire Company system, with an increase of 50% proposed.

Indiana American'srecord with this Commission has demonstrated itsresponsivenessin
stepping in and taking over troubled utilitiesto providereliableand adequate water serviceto the
citizens of those utilities. Weare confident that the utility wantsto maintain this record
statewide.

Indiana American isdirected to submit areport within 90 days of the date of this Order
identifying the water quality problemsin each area, their causes, the correctivemeasures to be
taken, and areasonableimplementationtime-table of these measures. The Company shall filea
copy of thisreport to the QUCC. The Company shall, thereafter, filean annual statusreport on
each implementation on or beforetheanniversary date & theoriginal report.

14. Net Operating Income At Present Rates. Based upon the evidence and the determinations
made above, wefind that Petitioner'sadjusted operating results under its present rates are as
follows:

{Graphic{s) bel ow may extend beyond size of screen or contain distortions.]

Total Company

Operating Revenues $118,736,711
0 & M Expenses 44,918, 070
Depreci ation 15,128,388
Amortization 400, 800

Ot her Taxes 13, 938, 661
State Tncome Tax 1.248,228
Federal Incone Tax §,600, 417

Total Operating Expenses 88,235,564

Ned Opurdting Iuacune $30,501,147
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In summary, wefind that with appropriate adjustmentsfor ratemaking purposes, Petitioner's
annud net operatingincome under its present ratesfor water servicewould be $30,501,147. We
have previously found that thefair value of Indiana-Americasutility property is$562,680,669. A
return of $30,501,147 representsa rate of return of 5.42% on the fair valuerate base. Wefind
that this opportunity isinsufficient to represent a reasonable return. We thereforefind that
Petitioner’s present rates are unreasonableand confiscatory.

15. Authorized Rate Increasd 30 One). On the basis of the evidence presented in these
proceedings, wefind that Petitioner should be authorized in Step Oneto increaseitsratesand
chargesto produceadditional operating revenue of $4,712,484 or a3.97% increasein its water
revenue, resultingin total annual operating revenue of $123,449,194. Thisrevenueis reasonably
egtimated to allow Petitioner the opportunity to earnnet operatingincome of $33,368,323 as

follows:

PROFORMA OPERATING INCOME STATEMENTSAT AUTHORIZED RATES—
STEP1

IGraphic{s) bel ow may extend beyond size of screen or contain distortions.]

Water Groups i,2,3WabashTotal SewerNorthwestMooresville

Gperating Revenues$82,458,433 $1, 863,101 s 284,737 $31,581,685 $ 1,437,748
Operating Expenses

O & M Expenses $25,0934, 3690 s 861,853 ¢ 180,750 $14,826,260 § 578,515
Depreci ation 14, 388, 370 273,798 17,000 3, 390, 202 505, 986
Amortizaticn 335. 688 3,051 1,521 47,032 2,319
Taxes Qther Than | nconme 8,297,660 159,306 39,994 4,778,085 152,675
State 1ncome Tax 1, 056, 949 18,394 1,763 295,870 18,250
Federal Income Tax 7,332,785 125,765 12,447 2,075,904 129,887
Total cperating Expenses 557,347,812 $1, 440,167 3 249,475 $25,419,153 $
1,087.629

Het Operating Income $25,110, 681 5 442,934 ¢ 35,262 5 6,162,532 $ 350,118

{Graphic{s) hei ow may extend beyond size of screen or contain distortions.]

WarsawWest LafayetteWinchesterTotal Company

perating revenpess Z,066,11752,983,27¢ 5 7194, U43 $123,449,184
Operating Expenses

0 & M Expenses 5 936,504 51,302,535 $ 329,599 $ 44,950, 373
Depreci ation 296,545 438,235 114, 252 19, 129, 388
Amozrtization 2,633 5,231 1,325 400, RGO

Taxes Qher: Than Incone 188,576 313, 901 73,758 13, 999, 355
State Income Tax 21,835 35, 831 8, 384 1, 457,076
Federal Incone Tax 151,553 256, 165 59, 773 10, 144, 279
Total Operating Bxpenses 8 1,007,64632,351,698 & 567,091 $ 90, 080, 871
Net Operating Income $ 468,471 ¢ 631,372 $ 166,952 $ 33, 366, 325
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The Commission findsthat rates estimated to producethislevel of revenueswould bejust
and fair and should allow Petitioner the opportunity to earn a fair rate of return on the fair value
of its property dedicated to providing water and sewer serviceto the public. These determinations
reflect the effect of additional r evenue on incometaxes, the gross r eceiptstax, the [lURC feeand
uncollectible accounts consistent with the gross revenue conversion factors shown on Petitioner's

Ex. JLC-1, Sch. 3, p. 1 and Public'sEx. 1, Sch. 1, p. 2.

16. Implementation of Step One RateIncrease. In the 1997 Rate Order, we approved the
Petitioner'srequest (as modified by a settlement agreement mentioned below) to consolidate
thirteen of its separate water rate schedulesinto four rate groupsfor general water service, and
three groupseach for public and privatefire servicein aphased approach toward single tariff
pricing ("STP"). In addition, we approved Petitioner's proposal to retain two separate rate groups
for sewer servicebut movethe sewer rates closer to STP. Finally, we approved a settlement
agreement to keep the Wabash Operation from being includedin the STP rate groupsfor a
specified period of time.

In our order dated July 1, 1999 approving a Stipulation and Settlement Agreement in Cause
No. 41320, we noted that the rate design resulting from theincrease accomplished a further move
towards STPin two ways. First, the number of general water service groupswas reduced from
four to three. Second, each of therate groupswas moved closer to the ST? rate before the
balance of theincreasewas applied on an across-the-board basis. We also noted that the Wabash
Operation ratescontinued to be separately derived consistent with the settlement agreement
approvedin the 4997 Rate Order. Finally, we noted that publicfire protectionincreases were
limited in order to mitigate the impact of moving communitiesto public fire protection
surchargesas and to the extent municipalitieselect to do so pursuant to Ind. Code 5 8-1-2-103.

In the current case, Petitioner i s proposing to make a third step towards STP by again moving
the water and sewer rate groups closer together and by eliminating another of the general water
service rate groups, asdepicted below:

[Graphic(s) below may exrend beyond size of screen or contain distortions.]

¢ of STP
Group General Water Service
1 120% to 115%
2 101% to STP
3 96%to STP

Group Private Fire Protection

1i12% to 107%
2 80% to 84%
3 618 to 64%
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Petitioner proposesas aresult of thesemovementsto eliminate General Water Service Group
3, moving Crawfordsville, Newburgh, and Shelbyville into Group 2, whichisthe STP Group.
Sincein this Order we have not approved therates sought by Petitioner, and we have not alowed
subsidiesin the Northwest Water and Sewer, it would beinappropriate to rule on the proposed
eimination of Group 3 of the Genera Water Servicewithout allowing Petitioner to reexamineits
proposd in light of theincreasein operating revenues authorized by thisOrder.

Petitioneris directedto reportto the Commission within 7 days of the date of thisOrder,
whether it still seeksto eliminate Group 3. Petitioner should dso file new tariffsreflecting the
authorized increases.

Petitioner also proposed to bring theindividually calculated public fire protectionsurcharge
for Newburgh and Sullivan (gpproved in Cause Nos. 41536 and 41920) to the appropriate Group
rates and to implement the surcharge by meter size for ail customersin the respectiveoperation
instead of just for the customers within the Town/City limits, consistent with Petitioner's
proposals in the abovereferenced cases. Sincethefiling of this case, orders have been issued in
CauseNos 42056 and 42147 approvingsurchargesby meter size for Greenwood and New
Albany. Congstent with Petitioner's proposalsin those cases, theindividually calculated
surcharges should be brought te the appropriateGroup rate and the surchargeby meter size
should becharged to all customersin theseoperations.

Petitioner again proposed to limit theincreasefor public fire protection group ratesto 6%,
congistent with itslast rate case, and described thedevelopment of the ratesfox the Freeman
Field customers consgstenr with out order in CauseNo. 41655.

Petitioner explained that the proposed rates for the operationsin Wabash, Mooresville,
Warsaw, West L afayette, and Winchester were determined by increasingthe current rates
across-the-board based upon the required revenueincrease calculated from their individua rate
basesand operatingincomestatements. No party opposed this proposal and wefind its should be
approved

Finally, Mr. Cutshaw explained that proposed ratesfor the Northwest Operationwerelimited
toa 17.41% accross-thc-board increasebased upon the additional revenuerequirement due to
growthin net origina cost rate base and related expensessince Northwest's |ast ratecase. He
explained that Petitioner made this adjustment becauseit redized that its standard practiced
alocatingall Corporate and Customer Service Center costs on aper customer basishad shifted a
substantial portion of these costs from other operationsdueto thefact that the Northwest
Operation has more than 25% of the customer base. The difference between therevenues
resulting from the use of the 17.41% and theincrease calculated on Schedule 1 of Petitioner's
Exhibit JLC-1 wasincluded in the across-the-board increaseapplied to the General Water
Service. Aswehave previoudy stated, (Para. 6, p.4 herein), we approach singletariff pricing
carefully on a case-by-casebasis. In thiscase we are not persuaded by Petitioner's argument that
Northwest's rates should be partially subsidized by alocating aportion of itsrevenue
requirementsto the Water Groups. Therefore, wedon't limit the Northwest ratesincreaseto
17 41%, asproposed.

With respect to theimplementation of the Step Oneincrease, the Participating parties raised
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two concerns. First, Schererville took issuewith the all ocation of Corporate costs within the
Northwest Operation on an across-the-board basis, thusr equesting that theincreasehe
implemented for the Northwest Operation in afashion other than across-the-board. Second,
Grown Point took issue with theexclusion of sewer customersfrom the allocation of Corporate
costs.

Mr. Sommer, testified that Corporatecosts should be allocated among therate classeson a
per-customer basis. He testified that Petitioner allocated its Corporate coststo its various
operations on the basisof the number of customers, and that this allocation should be carried
directly to theend customer. In Mr. Sommer's opinion, a cost of service study i snot needed to
performthe allocation in Mr. Sommer's requested fashion. He stated that there aresevenresale
customers in the Northwest Operation compared to 65,251 total customers, but thoseseven resale
customersare alocated 10.73% of the Petitioner'sCorporate costs. Under Mr. Sommer's
proposal, each of these resale customerswould pay the same percentageas asingle-family
residential customer.

Schererville witness Sue Haase performed the calculation and the resulting rate impact from
Mr. Sormer ' s proposal. She calculated the per centageof the total Step One increase for the
Northwest Operation before the impact of the limitation described by Mr. Cutshaw. Of thetotal
increasebefore limitation, 41.25% was generated by revenue requirements specific to the
Northwest Operation; the balance of 58.75% according to Ms. Haase was determined based
solely on the number of customers. She then applied the 58.75% to the requested Northwest
Operation increase (as limited per Mr. Cutshaw's methodology) to arrive at $2,732,890 which she
claimed was being allocated on a per customer basis. She then multiplied this amount by the
percentageof total customersin each rate classto determine the proposed atlocation to
sale-for-resale customers, such as Schererville.

On rebuttal, Mr. Cutshaw explained that the increasefor the Northwest Operationwas an
across-the-board increase because no cost of service study had been conducted. Further, he
testified that to adopt Scherervilie’s proposal, onewould haveto assumethat a large wholesale
customer like Schererville causesthe same Corporate cost as one residential customer, an
assumption Mr. Cutshaw claimed was unreasonableabsent a cost of service study. Herecounted
thetestimony of customerswho spoke at the Gary Field Hearing, who believethat they are
aready paying too much in relationshipto those who live in surrounding communitiesthat are
wholesale customersof Indiana-American.

To arguethat Schererville causes Corporate costsidentical to asingleresidential customer
defieslogic. For example, no singleresidential customer intervened in thiscase. Plainly, resale
customerscause higher Corporate coststhan residential customers. Moreover, wefind that there
isabasic error in Ms. Haase's cal culation. Asexplained by Mr. Cutshaw, Petitioner hasheld the
Northwest Operationincreaseto thelevel which is produced by the incremental rate basein the
Northwest Operation. In other words, Petitioner has already limited the allacation of Corporate
coststo the Northwest Operation. Ms. Haase assumed that Petitioner limited both Corporate
costsand direct costs proportionately. Her proposal resultsin the allocation of essentially no
Corpor atecoststo sale-for-resale custorners. Under her analysis, $206,783 i s allocable to the
wholesale customerssolely from thedirect costs which she does not dispute can be allocated
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based upon percentageof revenues. After she performs her calculations, however, thetotal
increase which she believesisallocable to resale customers isonly $293 more. (Scherervilie EX.
PSH-2.) Thisistheamount of Corporate cost she seeksto dlocate to resalecustomers, which we
find to beinappropriateabsent acost of servicestudy. The Commission findsthat the Petitioner's
proposal isthe most reasonabl e presented, and Petitioner's proposed methodology of alocation of
shared expensesis hereby gpproved.

Petitioner proposed that sewer customers, who are also water customers, not be allocated
shared Corporate costs. Crown Point withessMr. Guerrettaz testified that each customer should
sharein the Corporateallocation. Ms. Tower testified that the sewer customersin Muncie and
Somerset are al so water customersin their respectiveoperations, and the allocation of additiona
Corporate costs to them would be a"double-alocation” for thosecustomers. At thefield hearing
held in Somerset, the customersexpressed several concerns, The Commission finds that the
*double allocation” of Corporate costs, when the Petitioner did not make such a proposal, would
not bein the public interest. Therefore, Petitioner's proposed exclusion of sewer customers from
the alocation of shared Corporate costsis hereby approved.

Petitioner also proposed to subsidize certain racesby allocating a substantial amount of the
revenuereguirementssought for the sewer operationsto the Water Groups. Mr. Cutshaw testified
that with thefew number of customersof sewer serviceand the investmentsthe company made,
theresulting sewer rateincrease would be: "unacceptably high. Mr. Cutshaw concluded that
mitigatingrateimpactsis one of the benefitsof STP. Again, wereiterateour cautionfor STP. We
disagreewith Petitioner's proposd to subsidize sewer ratesby water rates. Thesearetwo
different and distinguished services, and do not pass our standard for comparability. However,
we agreethat the proposed rateincreasewould causerateshock if it wereimplemented in one
step. Therefore, we will phase-in the sewer rateincreasein two stepsbut without subsidization.

17. Sep Two Rare Increase. Asexplained previously, the Prehearing Conference Order
authorized a three-step rate increase, with Step Two to reflect the Commission-determined cost
of capital to the cost of certain capital projects plus associated changesinincometax expense,
depreciation expense, property tax expense, and other associated operatingexpense changes.
However, reviewingthisrate matter asawhole, and noting that the proposed Phase Three
provided for arequested increase of lessthan one-tenth of one percent, wefind that a two-step
processis the more reasonable. Any trailing costsrelated to the Tunnel Project may be addressed
as provided in that gpplicable Order.

Asdemonstrated in graphsbelow, atotal sewer increaseof 50.83% i sauthorized in two equd
seps. The First step takes effect immediately and the Second Step to be implemented one year
from thedate of this Order. Only Northwest Operations and the Water Groups will have a Step
Two rateincreasefor water service.

A. Cost of Plant to be Reflected in Step Two. Thereare three projectsfor which a Step Two
increaseis authorized by theterms of the Prehearing ConferenceOrder: (1) the Tunnd Project;
(2) if approved, the Newburgh Project; and (3) if approved, the Wabash Vdley Project
(collectively, the" Step Two Projects’).

(i) The Tunnel Project. Mr. DeBoy tetified that the Tunnel Project isthe replacement of the
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existingwater intaketunnd which suppliesthe Borman Park Trestment Plant (the "Borman
Plant"). In 1997, Northwest vonducted a comprehensive inspectiond the existing original tunnel
which had been constructedin 1908 and confirmed that the remainingservicelife of the tunnd
might not extend beyond 2002 to 2004. This existingtunnd isthe current sourceof water supply
for one of the most populated areas of our State and so it wasplain that something needed to be
doneto addressthe situation. Asrequired by the Settlement Agreementin CauseNo. 41484
wherein this Commission approved the merger of Northwest and Indiana-American, Petitioner
filed thePetition in Cause No. 41692 seeking preapproval pursuant to Ind. Code § 8-1-2-23 of
Petitioner's proposed plan to replace the existingtunndl.

Mr. DeBoy tedtified that seven different aternativeswereconsidered and presented in Cause
No. 41692:

{Graphic(s) below mMay extend beyuvud size of screen oxr contain distortions.]

12 = New tunnel in bedrock

1B - New tunnel constructed in bedrock inland, but trenched under the Lake
New tunnel constructed In ¢lay

New tunnel constructed in <¢lay inland, but trenched under the Lake
nNew tunnel constructed entirely in trench

Renovation of existing tunnel

Trench to US Steel property, then tunnel in clay under the Lake

w
[ I T T B |

Alternative 1B was initially consdered the preferred option, using aquantitativeand
qualitativescreeningprocess which was described in detall in that causeand summarizedin this
case. Alternative 1A had not yet been rgjected at the time of our approval, however, so in Cause
No. 41692 we approved both Alternatives 1A and 1B, with thefinal selection to be madeafter
bidswerereceived. Mr. DeBoy testified that bids weresolicited on both alternativesand that
Alternative | A proved to bethelower cost dternative. The Tunnel Project is currently under
construction and anticipated to be in service in April 2003. The current estimated cost i s $48
million.

Mr. Guerrettaz proposed a capacity adjustment based upon his claim that aportion of the
Tunnd Project will not beused and useful until alater time. Heclaimsthat the Tunnel Project
will have a capacity of 100 million gallonsper day ("MGD") and that Petitioner will only have
trestment capacity of 78 MGD. In hisopinion thefull capacity of the t'unnel Project will not be

needed until sometime duringthenext 100 years. Me therefore proposed to reduce the cost of the

Tunnel Project to beincluded in rate base for purposes of Step Two rates by 20% of the cost
estimates for the Tunmel Project. He arrived at this amount by rounding the trestment capacity to
80 MGD and subtracting that amount from the 100 MGD capacity of the Tunnel Project, leaving
adifferenceof 20 MGD. He then divided 20 MGD by 1060 MGD to arrive a his 20% capacity
adjustment.

Mr. DeBoy had three objectionste Mr. Guerrettaz's adjustment. First, he noted that we have

aready preapproved the capacity of the Tunnel Project to 100 MGD. Mr. DeBoy identified where

in Cause No. 41692 he had testified the new tunnel would have a capacity of at least 100 million
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gallonsper day. Second, he testified that Mr. Guerrettaz has conducted noneof the analysis
which is necessary to propose a capacity adjustment Finally hetestified that tn restrict the
capacity of the Tunnel Project to 80 MGD as proposed by Mr. Guerrettaz would havein fact
resulted in a greater cost of the Tunnel Project. Thisisa very long shaft with portionsin bedrock.
The Tunnel Project is being completed with a boring machine. That boring machine cuts ahole
which must be large enough not only for the machine itself but also for theworkersand
ventilation, power supply and other equipment that are necessary to construct a tunnel. He
testified that the contractor would have used a machine te cut an 11 1/2 foot diameter hole
regardless of whether Indiana-American had requested a tunnel with capacity of 100 MGD or 80
MGD. Assuch, to restrict the capacity of the Tunnel Project to 80 MGD as Mr. Guerrettaz
requests would have required the use of more concreteto shrink the size of thehole so asto
allow less water. Theresultisthat atunnel limited to capacity of 80 MGD would have cost more
to build than the current tunnel.

We find that thereare severd shortcomingsto Mr. Guerrettaz's anadysis. First, and perhaps
most importantly, we have already approved the Tunnel Project to a capacity of at least 100
MGD. In our Order in Canse No 41692, we explained that the context in which our preapproval
had been sought was the Settlement Agreement we had approved in Cause No. 41484 wherein
we had approved the merger of Indiana-Americanand Northwest. That Settlement Agreement
which we had approved "required Petitioner to file a petition with the Commissionby March 34,
2000, seeking Commission approval of the Tunnel Project. To the extent the Tunnel Project is
approved by the Commission, the Settlement Agreement also permits Petitioner at itsoption in
1ts Next general ratc casc to include the Tunnc] Project in itSrate base through the usc of a three
step increase.” Order, Cause No. 41692, p.3. We then recited the testimony concerningthe
proposed size of the tunnel:

Mr. DeBoy stated that the intake system would include asuction shaft near the
Borman Plant. The tunnel segment from the suction shaft to the near shore shaft will bea
minimum of 96 inchesin diameter. There will be an intermediateaccess shaft,
approximately halfiway between the suction shaft and the near shore shaft. Assuming
Alternative 1B is selected, the segment from the near shore shaft to theintake crib will be
96 inch diameter pipe, installedin atrench excavated at the bottom of thelake. The pipe
material will likely be prestressed concrete cylinder, steel or ductileiron, depending upon
the resultsof the contractor bids. Thetunnel will have a capacity of at least 100 million
gallons per day.

Order pp. 5-6. After reciting this evidence, we then proceeded to find that the proposed 100
MGD Tunnel Project should be approved:

Here, persuasiveand undisputed evidence has been submitted showing that the
Existing Tunnel is nearing the end of its remaining servicelifeand should be replaced,
and that Petitioner's proposed Tunnel Project isthe most reasonable solution.
Accordingly, wefind that the Tunnel Project and the expenditures associated therewith
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should be approved to the extent that they do not exceed the updated cost estimatein
Petitioner'snext rate case. Once the Tunnel Project is completed and placed in service, we
find it should beincluded in Petitioner's rate base consistent with the terms of the
Settlement Agreement.

Order pp. 7-8. Finaly, weordered: "Petitioner shall beand hereby is authorized to include the

Tunnel Project in its rate base for ratemaking purposes after the Tunnel Projectis placedin
serviceand consistent with the terms of the Settlement Agreement.” Order, p. 9. Insum, wefind
that Mr. Guerrettaz's proposed adjustment has already been rejected.

Even agpart from the preapproval for the Tunnel Project, Mr. Guerrettaz has presented none of
the evidence which we have stated i s necessary to support a challengeof excess capacity. In the
1997 Rate Order we announced our standard for reviewing challengesof excess capacity:

The OUCC cites no support for its approach to measuring the value of used and
useful plant. To addressthe level of appropriate capacity, the Commission has outlined
thefactorsthat must be considered and addressed. They areasfollows:

(1) The prudence of thedecision to construct the new plant;
(2) Thereasonablenessof the demand forecasts;

(3) Whether there were changed circumstances during the construction, necessitating
a rocvaluation o fthe decision to continuewith construction;

(4) The Hexd timeto construct new facilities;
(5) The necessity to provide adequateand reliable utility service;
(6) The utility's need for amargin of safety or reserve;

(7) Thefinancia impact on the utility of afinding of excess capacity and the
long-term effect on theratepayers; and

(8) The risk that changesin demand projectionswill impact the utility's reservesand
ability to serveitscustomers.

Northern Ind. Pub. Serv. Co., Cause No. 37458, 67 PUR4th 396,401-02 (PSCI
6/19/85). To thiswewill add another factor particularlyimportant for water utilities - the
utility's need to comply with the requirements of environmental agencies.

The OUCC presented no evidence on any of these pointswhich are central to an
excess capacity challsage.

(1997 Rate Order, pp. 15-16.)

Mr. Guerrettaz's proposed adjustment has not met the standard as set out in the 1997 Rate
Order. He has not claimed it was imprudent to build the Tunnel Project to 100 MGD, but has
assumed that only a percentage of t he new tunnd will beused cnrrently. He has then made the
same assumptionwe rejected that the cost of plant variesdirectly and proportionally with
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capacity by reducingthe cost of the Tunnel Project by 20%. It is perhaps for thesereasonsthat he
did not consider the limits on constraction pointed out by Mr. DeBoy which would have caused

the Tunnd Project to be more expensivehad its capacity been limited to 80 MGD.

We thereforefind that Mr. Guerrettaz's proposed capacity adjustment in Step Two should be
rejected. The cost of the Tunnel Project should therefore be included in the caiculation of Step
Two rates as provided in the Prehearing ConferenceOrder. Thecost to beincluded shal bethe
actual cost not to exceed $48 million.

(ii) The Newburgh Project. Mr. DeBoy testified that the Newburgh Project will make
availablean additional 20 MGD of supply for the Newburgh Operation. It will include
construction of 20 MGD groundwater supply and construction of a2.0 MGD iron and
manganese removal plant. Retestified that it is needed becausedemand routinely approaches and
exceeds the current capacity. Theestimated cost of the Newburgh Project is $4.68 million. No
party submitted any evidence 1n opposition to the Newburgh Project. We find tiic Newburgh
Project is reasonably necessary and that Petitioner'scost estimates are reasonable. We therefore
findthat to theextent it has been placed in serviceon or beforethein-servicedate of the Tunnel
Project, Petitioner may include the cost of capital, incometax expense, depreciation expense,
property taxes and other operating expensesrelated to the Newburgh Projectin Step Tworates.
The cost to beincluded shall be the actua cost not to exceed $4.68 million.

(iii) The Wabash Vailey Project. Mr. DeBoy explained that the Wabash Valley Project
providesfor residua smanagement and improvementsto existing chemical feed and storage
arrangements at the water treatraent plant in Terre Haute. The improvements are needed in order
to comply with the new National Pollution Discharge Elimination System ("NPDES") permit.
The anticipated cost is$3.78 million, No party submitted any evidencein oppositionto the
Wabash Vdley Project. Wefind that the Wabash Valley Project is reasonably necessary and that
Petitioner's oSt estimatesare reasonable. Wethereforefind that to the extent it has been placed
in serviceon or beforethein-servicedate of the Tunnel Project, Petitioner may includethe cost .
of capital, income tax expense, depreciationexpense, property taxvs, and other operating
expensesrelated to the Wabash Valley Projectin Step Tworates. The cost to beincluded shall be
theactua cost not to exceed $3.78 million.

B. Qperati ng Expense Adjustments. The only disputerelated to operating expenses associated
with the Step Two Projectsrelatesto property taxes. Asexplained previousty, Mr. Guerrettaz
testified that there was uncertainty regarding haw property taxeswould be computed dueto the
potential for new legidationduring the 2002 Session of the Indiana Generad Assembly. He
thereforebelieved that an adjustment for property taxesis not fixed: known and measurable and
should not be approved.

Mr. Cutshaw explained that any changes to the property tax calculationare not anticipated to
reduce property taxesfor utility property. On cross-examination, he explained that HouseBiIll
1004 contains aprovision specifically providing that taxestor public utilities would not be
reduced regardlessof theimpactsfor other types of property and taxpayers. (Tr., p. H 6.) Heaso
explained that thereis no question there will be property taxesassessed for the Step Two
Projects. Findly, hetestified that the Prehearing ConferenceOrder aready authorizes property
taxesto beincluded in the adjustment, even though al of the uncertainty surrounding property
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tax reform existed & the time weissued the Prehearing ConferenceOrder. He testified that by
Mr. Guerrettaz's adjustment, Intervenor Crown Point isnot accepting therecord asit stood at the
time Crown Point intervened, in contradictionto what Crown Point committed to do asa
conditionto itsintervention. On cross-examination, Mr. Cutshaw agreed that the Company
would bewilling to accept atrue-up to actual property tax expensefor the Step Two Projects
based upon potentia property tax reform between now and the implementation of Step Two
Rates, so long as the true-up can work both ways. In other words, if property tax reform reduces
property tax expense on the Step Two Projects frumn what is anticipated, the Step Two Rates will
bereduced accordingly; on the other hand, if property tax reform increases property tax expense
from what i s presently anticipated, the Step Two Rates will beincreased accordingly. (Tr., pp.
H7-8.) Wefind thistrue-up proposal to bereasonable.

Wefind that we have already considered the appropriatenessof including property tax
expenses on the Step Two Projects at the time weissued the Prehearing Conference Order. In
that Order we authorized theinclusion of property taxeson the Step Two Projectsasapat of the
Step Two rate increase. At the time we issued that Order, the uncertainty concerning how
property taxes will be mechanically computed as aresult of property tax reform existed to the
sameextent it existstoday. We know that property taxes will be assessed on the Step Two
Projectsand that Petitioner's method of cal cul atingthese expensesi's the current best estimate of
what thoseexpenseswill be. Wethereforefind that Mr. Guerrettaz’s proposed exclusion of
property tax expense from the Step Two Rate Increase should berejected.

Wethereforefind that the Step Two Rate Increase should also include the operating expense
adjustments, including property taxes, proposed by Petitioner, subject to the true-up formula
described above.

C. Implementation Of Step TWO Increase. Petitioner proposed to implement the Step Two rate
increaseby increasing the Northwest Operation ratesto alevel which i s approximately thesingle
tariff rate for residential customers. The balanceisproposed to be spread across-the-boardamong
all uther operations except for the Wabash Operation and the former United Opcrations for which
singletariff authority has not yet been approved. We have determined that wewill not allow this
mechanism in this proceeding.

Based on the estimated costsof the Step Two Projectsapproved above, Petitioner is
authorized to increaseitsrates after completionof the Tunnel Project by up to $7,528,905 per
year or 6.10% from the Step One Rates, depending upon the certified actual costsof the projects,
asfollows: The fair value finding for Step Two adjuststhe fair value finding in Step One to
includeinflation up to the second quarter of 2003 plus net plant additions. Thus, the Step Two
fair value rate base is$639,949,626. Using theprevious found fair valuerate of return of 5.93%
equatesto arequired NOI of $37,949,064.

| Graphie Not Displayed Here]

Thefollowing graph shows the per centageof changeby servicearea:
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PERCENTAGE CHANGE FOREACH STEP BY SERVICE AREA

{Graphicis} belcw mag extend beyond size of screen or contain distortions.?

Step 1Step 2
Water Groups i, 2, 3 -0.738 1.35%
Wabash 14.84% G.00%
Total Sewer

4 {4) 50.83% $.00%
Northwest 18.113 20.20%
Mooresville 7.57% 3.00%

Warsaw -2.248 0.00%
West Lafayette -3.08% 0.00%
Winchester 24.02% 3J.00%
Total Company 3.97% 6.10%

JT IS THEREFORE ORDERED BY THE INDIANA UTILITY REGULATORY COMMISSION
that:

| Petitioner ishereby authorized to adjust and increaseitsrates and chargesfor water and
sewer utility service for Step Onein accordancewith thefindings herein which rates and charges
shall be designed to produce total annual operating revenuesof $123,449,194 which, after annual
operating expensesof $90,080,081, are expected so result in annual net operating income of
$33,368,323. Petitioner i sfurther authorized to adjust and increaseitsrates and chargesfor water
and sewer Utility service for Step Two in accordancewith thefindings herein whichratesand
charges shall be designed to produce total annual operating revenues of $130,978,098, which,
after annual operating expenses of $93,029,034, are expected to result in annual net operating
incomeof $37,949,064.

2. Petitioner shall file new schedules of ratesand charges with the Gas/Water/Sewer Division
of the Commission on the basis set forth in Finding Nos. 16 and 17 herein. Such new schedules
of ratesand charges shall be effective upon filing and approval by the Gas/Water/Sewer Division
and shall apply to water and sewer usagefrom and after the date of approval.

3. The Settlement Agreement regarding security costs between Petitioner and the OUCC s
denied.

4. Petitioner isauthorized to adjust and increaseitsrates and chargesfor water and sewer
utility service upon placement in service of the Tunnd Project in accordance with Finding No. 15
and the termsof the Prehearing ConferenceOrder, which rates are designed to producef urt her
additional annual operating revenues of not more than $7,528,905, or a 6.10% increase from Step
OneRates, which amount shall be subject to downward adjustment to the extent certified actual
costsof the Step Two Projects areless than Petitioner's estimates herein as provided in the
PrehearingConference Order.

5. ThisOrder shall be effectiveon and after the date of its approval.
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FOOTNOTES

t United and Northwest, acquired about the same time and with quite similar operations, will
be considered asaunit in view of the quantity of evidencepresented in thiscase. Petitioneris
directed to separate entitiesin future gpplications.

2 According to the Fama-French model afirm’s book-to-market ratio isameasure of
financial distress. Firmswith ahigh book-to-market ratio (alow market-to-book ratio) are
financialy distressed and requireahigher rateof return.

3 Dr. Boguist recommend 11.25% COE in Petitioner'slast caseand 11.50%in Petitioner's
current Case.

4 Dueto the potentia effect of "rateshock”, the total sewer increaseswill be spreed over a
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Endnotes

1 (Popup)
1 United and Northwest, acquired about the same time and with quite similar operations,
will beconsidered asaunit in view of the quantity of evidencepresentedin this case. Petitioner

isdirected to separate entitiesin future applications.

2 (Popup)
2 According to the Fama-French mode a firm's kook-to-market ratio isameasure of
financia distress. Firmswith ahigh book-to-market ratio (alow market-to-book ratio) are

financially distressed and require a higher rate of return.

3 (Popup}
3 Dr. Boquist recommend 11.25% COE in Petitioner'slast caseand 11.50% in

Petitioner'scurrent case.
4 (Popup)

4 Dueto thepotential effect of "rateshock”, thetotal sewer increaseswill be spread over
atwo year period, the second step to take placeoneyear from the date of this Order.
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Re Indiana-American Water Company, Inc.

CauseNo. 42043
— PUR4th —

Indiana Utility Regulatory Commission
November 20,2002

Before Ripley, commissioner.

BY THE COMMISSION:

On July 27,2001, Indiana-American Water Company, Inc. filed with the Commission its
request for authority to maintain certain of its records outside the state of Indianapursuant to IC
8-1-2-15.

Following due, legal and timely notice, this Commission held a Prehearing Conferenceon
September 17,2001, and established aprocedural scheduie including provision for thefiling of
testimony by Petitioner and the Oftice of Utility Consumer Counselor ("OUCC" or "Public").
Also pursuant to due, legal and timely notice, this Commission held an Evidentiary Hearing on
October 24,2001, & 10:00 am., EST, in Room E-306, IndianaGovernment Center South, 302
West Washington Street, Indianapolis, Indianaat which time evidencewas presented by the
Petitioner and the Public.

| . Applicable Law, Jurisdiction and Notice. Petitioner isapublicutility providing water
servicein the State of Indianaand isalso asubsidiary of American Water Works Company, Inc.
("AWW"), which owns the common stock of 25 utility subsidiariesthroughout the United States.
Petitioner proposes to relocate itsphydcal accountingrecordsfrom Greenwood, Indianato Mt.
Laurel, New Jersey as part of ashared servicesinitiativewith other subsidiary affiliates of
AWW. Therecordsof participating affiliates are proposed to be maintained at a Shared Service
Center ("SSC”) operated by American Water Works Services Company, Inc., also a subsidiary of
AWW. The physical accounting records Petitioner proposesto rel ocate would include continuing
property records, invoi ces, payroll accounting records, inventory records, construction records,
and others generated atter November 1,2001.
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Indiana Code Section 8-1-2-15 providesin pertinent part that *Each public utility shall have
an officein one(I) of thetownsor citiesin this statein which its property or somepart thereof i s
located, and shall keepin said office al books, accounts, papersand records as shall be required
by the Commission to be kept within the state. No books, accounts, papers, or records required
by the Commission to be kept within the state shall beat any timeremoved from the state except
upon such conditions as may be prescribed by the Commission.” As such, the Commission has
jurisdiction to consider Petitioner'srequest for authority to relocateits records.

2. Retitioner's Case-in-Chief. Petitioner'scase-in-chief consisted Of the testimoniesof its
employeesWilliam 3. Wolf, Comptroller, and JamesL. Cutshaw, its Director of Ratesand
Revenues. Mr. Wolf testified that asaresult of computers, it isno longer necessary for
accountingrecordsto bephysically located in Indiana for therecordsto be accessible. Mr. Wolf
further testified that because of advancesin technology, records such as vendor invoicesthat
would beinput at the Shared Services Center would continueto be available at
Indiana-American'sofficesno later than under the current system and that from thetimethe SSC
receivessuch aninvoice, it should take no longer than three days for the invoiceto beimaged
into the SSC's computer.

Mr. Wolf testified that Petitioner is seeking authority to relocateitsrecords at the SSCin
order that its parent corporation, AWW, could realize certain efficienciesby centralizingthe
location of the accounting records of itsutility subsidiaries. Mr. Wolf stated that theinitiative
would alow associates skills to be ussd acrossthe entire American Waterworks System and
promote shared knowledge. Mr. Wolf also noted that the SSC could be viewed as an extension of
the operating company's staff to ensure the SSC's customers, the operating companies, would
receive timely and accurate completion of their requests.

Mr. Wolf stated that Indiana-Americanwill have accessto the accounting records
electronicallyfor its normal ongoing use. Mr. Wolf aso noted the accounting records would be
availablefor the consolidatedfinancial reportingof AWW. Mr. Wolf stated that asingle
accountingdepartment can more efficiently handle recordsmaintenanceand accounting
functions as compared to the provision of those services by each individual affiliate for its
respectiveoperations.

Mr. Wolf testified that the OUCC and the Commission would benefit from the Shared
Serviceshby having access to accounting recordsin Indianathrough the computer obviating the
needfor datarequests. To the extent any records are unavailablewithin the state of Indiana, or it
1s impractical to makethe records availablein Indiana, Mr. Wolf testified that Petitioner would
reimbursethe Commission, its staff and the QUCC for reasonable travel expenses incurred in
travelingto the SSC.

Mr. Cutshaw explained the costs Indiana-Americanwill avoid and the costsit would incur by
maintai ningaccountingrecords at SSC. Mr. Cutshaw testified that I ndiana-American would
avoid payroll and benefits costs related to 14 positions in the Accounting and Finance
departmentsof the Corporate Officein Greenwood. Mr. Cutshaw noted that Petitioner would be
billed a pro rata share of the operating costs of SSC based upon the number of customers o
Pctitioner compared to the total customers Of all American Utility subsidiaries. In addition, Mr.
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Cutshaw noted Petitioner would recognizean annual amortizationof its portion of the coststo
implement SSC operations. Mr. Cutshaw testified that initial data provided by the service
Company indicates that the conversion should be essentially a "wash" in terms of operating
expensefor Indiana-American after factoringin aten-year amortization of the allocated
implementation costs. Mr. Cutshaw testified that although the proposal does not result in any net
avoided coststo Indiana-American,it permits Indiana-American to obtain a superior accounting
system without an increasein its accountingcosts. Mr. Cutshaw stated that the centralization of
the accounting recordsof American Water utility subsidiaries would result in enhanced
availability of records, increase skillsof employees in their functional areas, and promote
standardization of the accounting systemsof Indiana-American and its utility affiliates in other
states.

3.Rblic's Case-in-Chief. The OUCC's Director of Rates and Water/Sewer Division, E.
Curtis Gassert, testified on behalf of the Public. Mr. Gassert noted the claims made by Mr. Wolf
of AWW realizing efficienciesand economiesof scale. Mr. Gassert also noted Petitioner
indicated three cost reductionsin the categoriesof |abor, group insurance: and payroll taxes and
two new costs American Water Works Service Company will charge Pctitioner in the form of an
annua service chargeof $1,134,995 and an implementation charge to be amortized over 10
years. Mr. Gassert disagreed with Indiana-American's assertion that zero net revenue effect
would result from the shared services initiative. Mr. Gassert testified that data request responses
from Petitioner indicate that coststo Indiana-American would actually increase more than the
schedulesin Indiana-American's then pending rate casereflected (Cause No. 42029). Mr. Gassert
noted that documents provided reflect an annua savingsof $58,206 but that this amount will be
offset by the $2,400,358 implementation costs amortized over 1¢ yearsin the amount of
$240,036 per year, Mr. Gassert testified that a net increaseof $181,830 for 10 yearswould occur
asaresult. Moreover, Mr. Gassert noted that if one assumesthe $58,206 is permanent, it would
take 411.23 yearsfor Petitioner to recoupitsinvestment. Conversely, Mr. Gassert noted that the
payback period on a program-widebasiswas only 2.23 years.

Mr. Gassert further noted that Petitioner'switnesseshave not testified that Indiana-American
intendsto forego recovery of its$1 81,830 amortized investment in future rate cases and
suggested the actual costswill bereflected in future cases, Mr. Gassert suggested that Petitioner,
asafor-profit utility has an obligation to maximize profitsfor itsshareholders. Moreover, Mr.
Gassert testified that even if Petitioner were willing to reduce operations and maintenance
expensesby $182,000 in all futurerate cases, their proposal would not be acceptablesince it
would not provideany cost savingsto be obtained from the greater economies of scalethat a
shared servicesinitiative should be ableto obtain.

Mr. Gassert noted that several of AWW'’s subsidiariesin other states may derive significant
benefitsfrom the shared servicesinitiative, but suggested that Petitioner's proposal isto derive
cost savingsfor those: subsidiaries a the expense of | ndiana-American'sratepayers.

Mr. Gassert also expressed concern about the regulator'slack of control over affiliated
companiesnoting that Regulatorsdo not have the same access to affiliate books and records as
they do those of regulated entities. Without the same oversight, Mr. Gassert suggested it would
bedifficult for regulatorsto control affiliate costs regulated companies may seek o includein
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rates. Mr. Gassert further noted that whileeconomiesof scale and cost savings can be achieved
through the usc of affiliates, it makes No sense to pursue transactionswhereno cost savings are
achieved and certainly makes no sensein situationswhere, asin thiscase, costswill riseasa
result, Mr. Gassert noted that in most orders hereviewed involving a records rel ocation request,
there was an indication of cost savingsas aresult of thetransfer of records outsidethe state and
that in no orders was there any indicationof a cost increase.

Mr. Gassert al so disagreed with Mr. Wolfs contention that it will be more efficient for
OUCC or Commission auditorsto get information directly from the new systemand that it would
requirehaving the OUCC auditorsto actually obtain the information from a software system on
whichthey will haveno training or experience. Mr. Gassert further noted the importanceof being
ableto address questionsdirectly to the accounting staff who actually made the entriesand that
regulation of the utility will thereforebecomeless efficient.

Finally, Mr. Gassert noted that if the Commission did allow Petitioner's 1 ecords to betaken
aut of thestatethat it should be subject to the same conditionsimposed by the Commission on
Indiana-MichiganPower Company in Cause No. 40863. That would include reimbursement to
the Commission and OUCC for reasonabletravel expensesincurred to travel to the shared
services center.

In addition to Mr. Gassert's testimony, the Public submitted into evidence Petitioner's
responsesto the Public's data request Set No. 1 which consisted of eight questions. Finally the
Publicrequested, without objection, that we takeadministrative notice of thefinal ordersin
Cause No.'s 38923,39270,40140,40444,40445, and 40863.

4. Petitioner's Rebuttal. Petitioner submitted the testimony of Mr. Wolf and Mr. Cutshaw in
rebuttal to the testimony of Mr. Gassert.

Mr. Wolf testified that the benefitsof the SSC include not only economiesof scale but also
significant increasesin the quality of the treasury and accounting servicesthat will be provided to
Indiana-American and the other regulated subsidiaries Of American Water Warks Company., Inc.
Describing benefitsto AWW subsidiaries, Mr. Wolf noted that centralization of tasksby function
would lead to their being performed by functional experts, financial and accounting personnel
would become more knowledgeableusers of the JD Edwards Enterprise Resource System, and
the utilization of stateof the art computer technol ogy would become feasi ble due to economies of
scaleat SSC. In responseto Mr. Gassert's concern about the changesin accessto Petitioner's
records, Mr. Wolf noted that Petitioner would still maintain in Indiana a staff of financial/rate
andysts. Mr. Wolf acknowledged that Indiana-American's books and records are currently kept
in accordancewith Generally Accepted Accounting Principles(GAAP) and the Uniform System
of Accounts.

Mr. Wolf testified that when his predecessor was transferred to New Jersey in furtheranceof
the shared services initiative, he was promoted from Director of Accountingto Comptroller. Mr.
Wolf testified that his promotion involved anincrease in hissdary. Mr. Wolf further testified
that if the Commission wereto grant the requested relief he would no longer hold thetitle of
Comptroller but would becomea senior financial analyst hut at his current salary.

In hisrebuttal, Mr. Cutshaw disagreed with Mr. Gassert that theincreased costs Petitioner
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will incur asaresult of relocating itsrecordsto the Shared Services Center is areason to deny the
relief requested in this cause. Mr. Cutshaw stated that the costs attributableto SSC are not at
issue in this proceeding and that in afuture rate proceeding the Comumission hasthe ability to
disallow any of the expensesincurred in connection with the SSC whichit considersto be
imprudent Or excessive.

Mr. Cutshaw asserted that although some utilities have relied on cost savings to explain why
they wish to relocate certain records outside of |ndiana, the Commission has never used cost
savingsas a prerequisite to obtaining permission to maintain books and records outsidethe state
of Indiana. On crossexamination, Mr. Cutshaw was asked to read a portion of one of the orders
he cited for the premise that the Commission has never used cost savingsasa prerequisite. That
portion showed that in Cause no. 39270, the Commission indicated it had granted arequest under
IC 8-1-2-15in Cause no. 38923 as aresult of evidenceshowing an "ultimatebenefit to its
customersbeing theresulting cost savings.”

Mir. Cutshaw rebutted Mr. Gassert's concerns about the diminished regulatory oversight over
the American Water Works Service Company, Inc. by noting that Ind. Code 8-11-2-49 provides
the Commission with certain authority to regulate affiliate transactions. Mr. Cutshaw added that
thelack of regulatory oversight over the unregulated utilities does not appear to have caused any
hardship to ratepayers. However, when asked if the Commission hasthe same ability to review
therecordsof Indiana-American's affiliatesasit does I ndiana-American,Mr. Cutshaw stated he
did not know the answer to that question.

Mr. Cutshaw disagreed with Mr. Gassert's assertion that the allocation of the Shared Services
Companiescosts would be unfair to Indiana-American's customers. Mr. Cutshaw asserted that
the costs of implementing the shared servicesare being fairly attributed to each regulated affiliate
based on the number of customers each servesbut acknowledgedthat the operationssavingsto
be shared among AWW subsidiarieswill not be shared on the samebasis.

Mr. Cutshaw agreed that the portion of theimplementation cost to be supplied by
Indiana-American, $2.4 million, represented atittle more than 10 percent of thetotal cost. He
aso acknowledgedthat of the $10,684,862 estimated annual operationssavingsto be shared
among AWW subsidiaries, Indiana-American's portion of $58,206is less than one percent of the
total. Mr. Cutshaw further acknowledged that amount does not includethe $2.4 million
implementation cost to be born by Petitioner-

M. Cutshaw added that thereason Indiana-Americanisnot saving moreat thistimeis
becauseit has already centralized and streamlineditsfinancial functionswithin the State of
Indiana

5. CommissionF ndi ngs. Indiana Code 8-1-2-15 requiresthat each public utility havean
officein one (1) of thetownsor cities in this statein which its property or some part thereof is
located, and shall keep in said officeall books, accounts, papersand recordsasshall berequired
by the Commissionto bekept within the state. No books, accounts, papers, or records required
by the Commission to be kept within the state shall be at any timeremoved from the state except
upon such conditionsas may be prescribed by the Commission.

The Public testified that based on information provided by Petitioner, the resulting costs
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savings of $58,206 would be morethan offset by the $2,400,358 implementation cost proposed
by Petitioner to be amortized over 10 years. Assuming therewereno unforeseen cost increases or
savings, thiswould result in anet annual increase in cost of $181,830 to beborn by
Indiana-American. Petitioner did not dispute this fact.

Rather it suggested through rebuttal testimony that the issue of projected cost increases or
savings that would result from the requested relief i snot relevant to this proceeding. For instance,
Mr. Cutshaw stated that in thefinal ordersin Cause No. 40863 and 40444, no mentionis made of
costs. But areview of an Order 1n Cause No. 40863 shows the Commission did, in fact, mention
costs by nothing that the petitionerin that cause presented evidencethat the relocation will create
economiesof scale. On cross-examination, Mr. Wolf acknowledged that the term " economiesof
scale" alowsefficienciesthat typicaly imply cost savingsto the utility. Likewise, the casescited
by the Petitioner for the proposition that the Commission has never used cost savingsasa
prerequisiteto obtaining permission to maintain books and recordsoutside the state of Indiana
suggests the opposite. For instance, our findingsand conclusionsin thefina order of Cause No.
40140 acknowledgesthe cost savingsto berealized by the ratepayers and expresses our
reluctanceto diminish those savingsin order to impose certain accesssafeguards. Likewise, our
factual representationsand findingssection in our final order in Cause No. 39270 discusses the
cost savings afforded by the relocation of records. Thereafter, we used the phrase "Based upon
the above" before wefound that the petitioner in that cause should be alowed to relocateits
records. It cannot be said that we did not use cost savingsin that causeas a prerequisiteto obtain
permission to relocate records out of the state. That final order also acknowledged that, in Cause
No. 38923, which wasalso cited by the Petitioner, evidence was presented to ultimatcly Show the
removal of recordswould provide a benefit to customers through resulting cost savings and that
asaresult the Commission granted the requested relief.

Wedo not agreethat aprojected cost increaseto Indiana-American isirrelevant to this
proceeding. If we have not madethat more clear in our previousorders, it isdueto thefact that
we have never beforebeen faced with the prospect of arecordsrelocation request for the sake $
efficiency that will actually resultin projected cost increasesto the requesting utility.

Aswe noted in our final order in Cause No. 40863, "Theremoval of a publicutility'sbooks
and recordsfrom Indianaisnot amatter of right but rather is a privilegewhich is subject to the
discretion and the requirementsof the IURC.” Moreover, the Commission in that cause
responded to the claim that it would be discriminatory for the Commission to deny or restrict
petitioner'srequest as usifounded. The Comunission rioted that in prior proceedingson petitions
for removal of records, the OUCC had not challenged the removal of records. Therefore, the
Commission was freeto consider the OUCC's evidence and deny or limit the requested relief.
Unlikethe request in Cause No. 40863, it is uncontested that the requested relief in this matter
would cause anet cost increaseat least for thefirst ten years.

Moreover. we note the significant inequity anong AWW's 23 utility subsidiaries. Thi s
inequity resultsfrom thelack of correlation between shared implementation costs and resulting
cost savings. Petitioner'sresponsesto the Public's data request included alist of al participating
AWW subsidiarieswith number of customer sfor each utitity, the amount each utility will be
payingin implementationcosts and the total cost of theinitiative. Of the total cost of
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