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I.
INTnOpUCTION

1,.1" ProceduralOverview

On26 March 2004 the Kentucky-American Water Company filed notice of

its intent to file an application for an increase in its rates. On 30 April 2004

Kentucky-American filed its application for an increase in rates effective on and

after 30 May 2004. The application seeks an annual increase in rates in the

amount of $7,297 ,443, an approximate'J,6.82% increase. The application is

supported by a forward-looking test period that is the twelve months ending 30

November 2005. It also seeks approval of several tariff provisions.

Finding that further proceedings were necessary to investigate the

reasonableness of the proposal, the Kentucky Public Service Commission,

pursuant to KRS 278.190(2), suspended the proposed rates for six months up to

and including2g November 2004.1

On 20 April2004 the Attorney General of the Comrnonwealth of

Kentucky, through his Office of Rate Intervention, filed a Motion to Intervene in

the proceedings. On7 June 2004 the Commission entered an Order granting the

Attorney General's request for intervention. The Commission also granted

motions for intervention made by the Lexington-Fayette Urban County

rorder, 28 May 2004.



Government, the Community Action Council for Lexington-Fayette, Bourbon,

Harrison and Nicholas Counties,Inc., and Bluegrass FLOW,Inc.

The Attorney General has reviewed the application and the materials

submitted in support of the application, participated in discovery, submitted

expert testimony and surrebuttal testimony, and participated in the evidentiary

hearing for this application. The Attorney General now tenders his brief which

addresses rate base, revenues and expenses, capital structure , tate of return, and

rate design. The discussion in this brief focuses upon primary adjustments to

individual items. Secondary adjustments to other items, such as taxes and

depreciation, resulting from changes to primary adjustments are, except where

noted, assumed.

1,.2 OperationalOverview

Kentucky-American's regulated water business remains stable. Its use of

a forward-looking test period in tandem with an ability to weather-normalize its

residential and commercial sales forecast provides the company with an effective

means to minimize risk. Capital cost rates for U.S. corporations are currently at

their lowest levels in more than 40 years. The Company's cost rate of its debt

and equity will remain low. While the evidence does suggest the need for an

adjustment in rates, Kentucky-American's application overstates its rate base and

understates it s operating income level. The evidence supports an annual

increase in rates of $111,933.



il.
R^q.TE BASE

2.1, Utility Plant-In-Service

Kentucky-American's application proposes a jurisdictional net rate base of

$158,958,817.2 KAWC calculated a 13-month average of its utility plant-in-

service balances for the twelve months ending 30 November 2005 in order to

develop its rate base amount.

In past Kentucky-American cases in which a forward-looking test period

was used, the Company's projections have been an unreliable indicator for

determining plant-in-service amounts. This is due to the fact that there has been

a significant variance between the historic level of actual capital expenditures

compared to budgeted capital expenditures. The variance remains significant.

Accordingly, the Commission should continue to utilized an adjustment process

to the Company's forecast by application of a "slippage" factor which reduces

the utility plant-in-service claim from 9287,861,620 to $287,853,455.3

To the extent that the Company's plant-in-service balances will be less

than the Company's forecast, Kentucky-American's depreciation expense

requires adjustment.

2 Filing Requirements, Vol. 2 of 2, Exhibit 37 A, page 1 of 4;later corrected to
8160,747,520, Corrected Exhibit 37A,page 1 of 4.

3KAWC Response to PSC 2-115.



2.2 Utility Plant Acquisition Adjustment

Kentucky-American, in furtherance of its corporate goal of the

enhancement of shareholder value through growth, continues to aggressively

pursue the acquisition of water systems.a One result of this growth strategy is

that there is frequently a variance between the purchase price for the utility and

the acquired utility's net book value. The consequence is an acquisition

adjustment amount.

In the present case, Kentucky-American includes three acquisition

adjustments in its filings that relate to premiums paid for the acquisition of (1)

the Boonesboro Water Association, (2) the Tri-Village System, and (3) the Elk

Lake System. The Booneseboro adjustment was approved by this Commission in

Case No. 2000-00120. The Attorney General does not challenge that adjustment.

The company now, however, seeks recovery for the Tri-Village and Elk

Lake acquisition adjustments. The Commission should deny these adjustments

due to the fact that the company has failed to meet the Delta test criteria.5

aln the Matter of: The Verified Joint Application of Boonesboro Water Association, Inc.,
and Kentuclcy-American Water Conpanyfor Approval of the Transfer of the Ownership
of the Assets of Boonesboro Water Association, Inc. To Kentuclcy-American Water
Company, Case No. 97-00320, pre-filed Testimonies - Mundy, page 5; 22 Septernber
1997 heaingTE, pages 26,27.

5See, 1n the Matter of: An Adjustment of Rates of Delta Natural Gas Company, Inc., Case
No.9059, Order, 11 September 1995, page3.



First, the Delta test is a protective measure to protect the ratepayers in a

situation in which the acquiring utility pays a purchase price in excess of the

actual value of the assets acquired. Second, it is clear that the acquisitions were

business development opportunities wholly consistent with furthering the

interest of Kentucky-American's shareholder.

The acquisitions did not result in an overall benefit to Kentucky-

American. Other than the small benefit of the economics of adding additional

customers, the Company does not identi* ^ny specific cost savings for KAWC

resulting from the purchase of either the Tri-Village or Elk Lake systems.6 The

company's ratepayers should not be called upon to pay higher rates attributable

to the premium paid for Tri-Village and Elk Lake. Moreover, the acquisitions

were done in furtherance of Kentucky-American's shareholder's interest.

Consequently, the shareholders rather than the ratepayers should be responsible

for the consequence of the premium price.

2.3 Construction Work in Progress ("CWIP")

Kentucky-American's rate base per its application includes$6,124,953 of

Construction Work in Progress (or "CWIP"). With the application of a slippage

factor, the rate base amount is $5,529,656.

The Commission should eliminate CWIP from Kentucky-American's rate

base. There are several reasons for elimination. First, CWIP represents facilities

6TE Vol. II of V, page 116; and see TE Vol. II of V, pages 150 through 154.
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that are not used or useful in Kentucky-American's provision of regulated water

service. Thus, the use of CWIP forces the ratepayers to pay for plant that may

never provide them with benefit. Additionally, the use of CWIP places the risk

of project construction on the ratepayers rather than the shareholders.

There is an alternative methodology. Permitting the accrual of an

Allowance for Funds Used During Construction ("AFUDC") for projects not yet

in service properly matches the benefits from in-service facilities to the

ratepayers receiving service from those facilities. Also, it transfers the risks

associated with plant not yet in-service to the shareholders. Further, the use of

this alternative is an accepted regulatory practice in other jurisdictions.T

Another factor that supports the elimination of the use of CWIP by

Kentucky-American is the fact that the company uses a forward-looking test

period to set rates. Thus, the Company will already be fully compensated for its

investment utilized in the provision of regulated water service. The use of CWIP

with a forecasted test period extends the time horizon beyond the end of the

forward-looking test period.

2.4 Cash Working Capital

The company's cash working capital requirement stems from the

difference in timing between the outflows of cash for expenses and the inflow of

revenues from the company's customers. A lead/Iag study is a methodology to

TCrane, Pre-filed Direct Testimony, page20.
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assess a company's actual cash flows, and Kentucky-American supplied one for

this case. The study, however, merits several adjustments.s

In Case No. 2000-00120,the lag for chemical expense was 30.49 days. In

this case, it is only 6.65 days. This reflects a procurement and payment practice

that is not normal. Moreover, there is no explanation for this practice. This

decrease does not appear reasonable. Thus, the Commission should use the lag

of 30.49 days accepted in the last case.

The Service Company lag should be increased from the negativel..M

days, which reflects prepayment of charges, to a positive 12 days. The Service

Company charges are primarily driven by personnel costs.e The basis for the

Attorney General's reconunendation of a12 day lag is the fact that the Service

Company charges should be no shorter than the lag for internal KAWC

personnel costs.

The company's lag amounts for Other Post Employment Benefits,

insurance other than group, waste disposal costs, state income taxes, interest

expense, and preferred dividends were supported by alead/lag study for a

sister company.ro The sister company's study results for other items differ from

those used by Kentucky-American for this filing. The sister company's results

tCrane, Pre-filed Direct Testimony, pages 22through28.

eTE Vol. II of V, pages 106,107, and page 175.

toKAWC response to OAG 2-29.



are simply not reliable as applied to Kentucky-American. The best evidence of

the lags for these items is the support in the company's workpapers.

Depreciation expense should be eliminated from Kentucky-American's

cash working capital claim. Depreciation does not result in an actual out-of-

pocket cash expenditure. It is a non-cash expense; therefore, it does not

represent investor-supplied capital to meet the day-to-day expenses of

operations that result from a timing difference between the actual outflow of

cash to pay an expense and the subsequent inflow of revenue. The Attorney

General acknowledges that this Commission has allowed depreciation as a

component of cash working capital; however, he asks that the Commission

reconsider its position.

2.5 Contributions in Aid of Construction ("CIAC")

Kentucky-American's filing overstates its level of Contributions in Aid of

Construction. The CIAC claim should be revised to correct the errors in the

initial filing and to reflect the impact of a slippage adjustment.

2.6 Customer Advances

The slippage adjustment also impacts the company's claim for customer

advances. Accordingly, an adjustment to the pro forma level of customer

advances for the forward-looking test period is in order.



2.7 Deferred Debits

Kentucky-American includes over $6.7 million of deferred debits in its

rate base claim. Approximately $1.1- million of these deferred debits relate to

deferrals that have previously been approved by the Commission. The Attorney

General does not reconunend *y adjustments to the previously approved

deferrals. He does reconunend denial for Kentucky-American's proposals for

the remaining deferral requests concerning security costs, Shared Service Center

costs, Customer Call Center costs, rate case costs, and the acquisition costs for

Tri-Village and Elk Lake systems.

In Case No.2000-00120, the Commission discussed the fact that the use of

deferrals is contrary to a forecasted test year methodology, it may constitute

retroactive ratemaking, and it may constitute single-issue ratemaki.g.tt Indeed,

the Commission expressed its concern with "Kentucky-American's present

practice of deferring expenses as regulatory assets."r2 It ordered Kentucky-

American to "formally apply for Commission approval before accruing an

expense as a regulatory asset, regardless of the ratemaking treatment that the

Commission has afforded such expense in the previous rate case proceedings."l3

ltIn the Matter of: Adjustment of the Rates of Kentuclry-American Water Company, Case
No. 2000-00120, Order, 27 Novernba 2000, pages 2l and22.

r2Case No. 2000-00120, Order, 27 November 2000, page23.

13Case No. 2000-00120, Order, 27 November 2000, pages 23 and24.

9



In sum, the main problem is that Kentucky-American isolates expenses

from a prior period without any corresponding consideration of other factors

from that prior period and then places the items in a forwarding-looking test

period. As noted by this Commission in Case No. 2000-00120, the KAWC's use

of deferrals is contrary to a forward-looking test period.

Kentucky-American has a statutory right to file an application for arate

increase.la It also has a statutory right to elect between the use of either an

historical test period or a forward-looking test period.ls Kentucky-American has

no right, however, to mix and match theories and to seek retroactive

reimbursement for costs that are incurred between its rate cases.

With regard to the Tri-Village and Elk Lake acquisitions, the company has

included the unamoftizedbalances associated with the acquisitions in its

deferred debits as well as a separate acquisition adjustment for each. The

adjustments should be removed from rate base.

The Commission should continue to exclude the unamortizedbalance

associated with rate case costs from rate base. Nonetheless, if the Commission

adopts the Attorney General's recommendation to normalize this cost, there will

be no unamortized balance relating to rate case costs.

r4KRS 278.180.

rsKRS 278.192.

1 0



2.8 Deferred Income Tax Reserve

Kentucky-American's application includes deferred income tax that

results from differences between the tax treatment for certain costs and the

corresponding ratemaking treatment for these costs. The application includes

claims for deferred income taxes related to the company's utility plant-in-service

projection and its claim for deferred debits.

The application of a slippage adjustment to the company's utility plant-in-

service requires a corresponding reduction to the deferred taxes relating to the

plant that is projected to be delayed. Also, consistent with the reconunendation

to eliminate certain deferred debits from rate base, there should be an

elimination of the tax benefits for these deferrals.

1 l



III.
OpnnnrING INcoME

3.1 Revenue

3.1.1 Residential Operating Revenue

Kentucky-American's forecast for residential revenue is the sum of a

gallons per customer per day consumption projection multiplied by the number

of residential customers. The application understates both the consumption

amount as well as the number of customers.

Kentucky-American's residential revenue is based, in part, upon a

weather normalized residential consumption amount of 165.42 gallons per day

per customer (or 60,378 gallons per year). This is an amount significantly below

the weather normalizedper customer consumption projections for the prior

three Kentucky-American cases that include weather normalized projections.

The application understates residential consumption. Evidence of this

understatement is contained in Kentucky-American's applicationr6 as well as its

Strategic Business Planl7 both of which project a 66,000 gallons per customer per

year residential consumption amount for 2004 and 2005.

The Commission should adjust Kentucky-American's residential sales

projection upward to174.68 gallons per day per customer (or 63,758 gallons

t6Filing Requirements Vol. 2 of 2, Exhibit No. 37, Schedule l-4, page 1 of 1.

17 KAWC response to OAG l-l76,page27 of 69.

t2



annually). The upward adjustment is the average of the residential utilization

amount used in Case No. 2000-00120 and Dr. Spitznagel's consumption result for

this case. It reflects a decrease in consumption due to greater efficiency, but,

more importantly, it better comports with recent experience and the company's

own evidence.

For the last several years, Kentucky-American has experienced steady

growth in the number of its residential customers. From 1999 to 2003, the

residential customer base grew by * average of 2,793 customers per year.

Frankly, there is no evidence that this trend will not continue. In fact, the

company's own Strategic Business Plan reflects steady growth through, at least,

the end of Year 2008.18

Despite this trend of growth, Kentucky-American uses an unduly low

residential customer count for setting rates. Its residential customer count is

contrary to Kentucky-American's recent experience as well as its other internal

projections. Accordingly, the Attorney General recommends an appropriate

adjustment to increase the number of residential customers for setting rates.

3.1,.2 Commercial Operating Revenue

Kentucky-American's forecast for commercial revenue is the sum of a

gallons per customer per day consumption projection multiplied by the number

tsKAWC response to OAG !-l76,page27 of 69.

1 3



of commercial customers. As with residential revenue, the application

understates both the consumption amount as well as the number of customers.

Kentucky-American's commercial revenue is based, in part, upon a

weather normalized commercial consumption amount of only 1,,385.52 gallons

per day per customer (or 505,715 gallons per year). This is an amount

significantly below the weather normalized per customer commercial

consumption projections for the prior three Kentucky-American cases that

include weather normalized projections. It is also contrary to other evidence in

its own applicationle and significantly below the company's Strategic Business

Plan projections of 1.,M9.31. gallons per customer per day for 2004 and 200520.

The Commission should adjust Kentucky-American's commercial sales

projection upward to 1,,469.48 gallons per day per customer (or 536,360 gallons

annually). The upward adjustment is the average of the commercial utilization

amount used in Case No. 2000-00120 and Dr. Spitznagel's consumption result for

this case. It comports with recent experience and the company's owrr evidence.

Kentucky-American's commercial customer count has been growing, and

there is no evidence that the growth will subside. Yet again, Kentucky-American

understates its customer count for setting rates. Accordingly, the Attorney

teFiling Requirements Vol. 2 of 2, Exhibit No. 37, Schedule l-4, page 1 of 1.

20 KAWC response to OAG l-l76,page27 of 69.

t 4



General reconunends an appropriate adjustment to increase the number of

commercial customers for setting rates.

3.1,.3 Public and Private Fire Revenue

31 |anuary 2004 billing determinates were used as the basis for the

company's projection for public and private fire revenue. The projection should

reflect an increase in the number of connections installed through the end of the

forward-looking test period.21 Accordingly, both public and private fire revenue

should be revised to reflect the increase.

3.1.4 Allowance for Funds Used During Construction

Kentucky-American included a revenue amount relating to an Allowance

for Funds Used During Construction (AFUDC). It is an above-the-line revenue

item. Due to the fact that the Attorney General is recommending the elimination

of CWIP from rate base, a corresponding adjustment to place the AFUDC

revenue below-the-line is appropriate. If the Commission rejects the Attorney

General's reconunendation on CWIP, then AFUDC should be moved back to its

above-the-line position for determining the revenue requirement.

3.2 Expenses

Expenses, even those having a minimal effect on operating income, must

be borne by shareholders unless such expenses are proven to be beneficial to

2rSee KAWC response to LFUCG | - 42.
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ratepayers in furnishing utility service.22 The mere inclusion of an expense

amount in an application is wholly unremarkable and compels nothing

regarding the reasonableness and propriety of the expense.B

3.2.1. Salaries and Wages

The evidence demonstrates that Kentucky-American has overstated its

employee level. Like other companies, Kentucky-American has normal turnover

in its employees and usually has vacant positions.2a In fact, at the time of the

submission of the Attorney General's pre-filed testimony, the company had 3

vacant positions. By the time of the hearing, the number of KAWC employee

vacancies had increased to 14.25 As with the slippage adjustment that reflects the

fact that Kentucky-American's construction budget tends to vary from its actual

experience, a similar adjustment is in order for the employee level and

corresponding expenses.

22In the Matter of: Notice of Adjustment of Rate of KentuclE-American Water Company,
Case No. 9482, Order, 8 July 1986, page 22; also see In the Matter of: Adjustment of
Rates of Columbia Gas of KentuclE,Inc. CaseNo. 10498, Order, 6 October 1989, page
30.

23KRS 275.190(3); see In the Matter of: Notice of Adjustment of Rates of Kentuclry-
American Water Company, Case No. 8836, Order, 20 Decernber 1983, page9 ("The
burden of proof for the necessity of any change in the approved rates rests entirely with
Kenfucky-American. It is not necessary... that this Commission or anyone else prove
that the proposed change is inappropriate."); also see Energt Regulatory Commission v.
Kentuclcy Power, Ky.App., 605 S.W.2d 46,50 (1980)(fact that applicant's evidence is
uncontroverted, or otherwise unrebutted, unexplained or unimpeached is unremarkable).

24KAWC response to PSC 2 - 52; and KAWC response to PSC 1 - 18.

25TE Vol. II of V, page 119.

t 6



Rather than setting rates on a full complement of employees, the

Commission should adjust the employee level to reflect the recurring nature of

unfilled positions attributable to terminations, transfers, and retirements. Thus,

the Attorney General recommends eliminating 3 employee positions from the

company's revenue requirement claim. It is important to note that the Attorney

General does not reconunend the elimination of any particular employee.

Instead, he recommends a reduction in the employee total to reflect that fact that

this utility does not maintain a full complement of workers. The ratepayers

should not be charged for workers who are not with the company. Given that

there are presently 1,4 vacant positions, this is a very conservative adjustment.

There is another reason supporting the adjustment. Kentucky-American

continues to participate, incessantly, in corporate reorganizalions, realignments,

and other forms of corporate shuffling that impact its employee levels. Infact, at

the hearing it was conveyed that the company is now utilizing mobile computing

in its service territory.26 The introduction of this technology will present, in the

near term, a situation in which the local workforce can, and will likely, be

reduced.2T Bluntly, the employee level will shrink again in the coming months.

The Commission should also adjust Kentucky-American's application to

eliminate from the test period a portion of the cost for Roy Mundy and his

26TE Vol. II of V, pages 230,23I.

27TE Vol. II of V, page23l.

t 7



assistant, Patricia L. Ballard, thereby denying rate recovery for this amount.

While the ratepayers may be called upon to fund activities necessary for their

beneht, they are not to fund activities that relate to the promotion and protection

of the interests of Kentucky-American's shareholders.

The condemnation proceeding is a matter for Kentucky-American's

shareholders; therefore, they are the ones who bear responsibility for the cost of

Mr. Mundy's "fuIl time and energies" as well as the cost of his assistant in

advancing shareholder interest. Hence, the Attorney General recommends the

exclusion of 90% of the labor, overhead costs, and payroll taxes claimed by

KAWC for Mr. Mundv and his assistant.

3.2.2 Incentive Plans

Central to Kenfucky-American's mission are the goals of creating and

enhancing shareholder value. The financial criteria of Kentucky-American's

Annual Incentive Plan (AIP) is based upon accruing benefits to shareholders

rather than ratepayers. The shareholders have a responsibility to bear a

reasonable portion of the costs of the AIP. The Attorney General recornmends an

allocation of 60% of the cost of the AIP. In recognition of the fact that the AIP is

not exclusively based upon producing direct benefits to the shareholders, the

Attorney General includes 40% of the costs in the company's revenue

requirement.

1 8



Further, in light of evidence of Kentucky-American's past spending for

this program and the cost-cutting measures and employee reductions that have

taken place and will continue to occur in the near term, an adjustment should be

made to reduce the company's projection for AIP spending. For this case, the

Commission should use a three-year average for setting the AIP spending level.

The company also has a Long-term Incentive Plan (LIP). The sole criterial

for the award of the LIP is the "achievement of cumulative net income."28 This is

a criteria that rewards achievement that benefits shareholders. The entire LIP

programs should be excluded from the revenue requirement calculation. It is a

matter for shareholder funding.

3.2.3 Other Post Employment Benefit Costs

Kentucky-American developed its Other Post Employment Benefit

(OPEB) cost claim on a preliminary 2004Towers Perrin report that utilizes data

collected as of July 2003. Per the report, the company's share of OPEB costs for

2004 is proposed to be $904,227. Thereafter, the company increased this estimate

by 9% to develop costs for 2005. The KAWC projection is unreasonable, and the

Commission should reject it.

The determination of annual OPEB costs is dependent upon a variety of

factors. Arriving at annual OPEB costs is complex process. It is not as simple as

isolating one factor and making a single-issue adjustment, and the evidence in

28KAWC response to OAG | - lz3,page 11.

l 9



this case does not support the conclusion that the level of OPEB expenses follows

the same upward trend for health care costs.

An actuarial report provides the best support for an OPEB claim. In this

case, it is the most recent documentation from Towers Perrin. According, the

Attorney General reconunends the use of the$904,227 projection reduced by the

amount capitalized by the company.

3.2.4 Deferred Charges

The Commission should deny Kentucky-American's claim for deferrals

associated with security costs, Shared Service Company transition costs, and

Customer Care Center transition costs. The company did not receive permission

to defer these costs. Also, an express prohibition relating to security costs was

established by the Commission during the RWE acquisition approval.2e Thus, it

has done indirectly what the Commission directly prohibited by its order in Case

No.2002-00018.

3.2.5 Waste Disposal Costs

The company has waste disposal costs for its Kentucky River Station and

for its Richmond Road Station. The company has overstated its on-going waste

disposal costs for the Richmond Road Station.30 Additionally, aprojected

2eln the Matter of: RWE AG, Thames Water, Apollo Acquisition, American Water Worl<s,
and Kentuclcy-American, Case No.2002-000 1 8.

3OKAWC response to PSC 2 - 9 (d).



cleaning at the Richmond Road Station in the amount of $70,000 should be

recovered over three years rather than being expensed in a single year.

3.2.6 Maintenance Costs

Kentucky-American projects forecast test period maintenance costs in the

amount of $972,706. This is an amount well in excess of the base year figure of

fi825,U1. The company offers very little in terms of explaining the significant

increase in the forecasted period over the base period. The Attorney General

recofiunends using a three-year average of on-going maintenance cost to develop

the company's revenue requirement in this case.

3.2.7 Rate Case Costs

Kentucky-American's rate case expense has been the source of

Commission concern. In Case No. 8324,the Commission found the legal fees for

the preparation and presentation of that case "excessive," and reduced the

amount of legal fees submitted, $60,000, by 50% to S30,000.31 The legal fee claim

for this case: $280,000.

In its subsequent application, Case No. 8571, the Company sought to

recover rate case expense in the amount of $120,000. This Commission found the

31In the Matter of: Notice of Adjustment of Rates of Kentuclgt-American Water Company,
Case No. 8314, Order, 8 February 1982, pages 9,70.
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amount grossly overstated and reduced it, by approximately one-third, to

$75,566.32 The total rate case claim for this case:$622,409.

Kentucky-American's rate case spending is troublesome. Even when

viewed with an eye toward spending in recent cases, the claim is considerably

higher than the actual costs of all4 of the previous fully-litigated rate cases using

a forward-looking test period. It is Kentucky-American's responsibility to

demonstrate that it is doing "everything possible" to minimize rate case costs.s

The company does not appear to be following the Commission's

instruction. For example, it hires a former Drector of Rates in the American

system as a major accounting witness. Yet, it incurs significant Service Company

costs. Alternatively, given the extensive resources at the Service Company

(which has always been touted as a principal advantage of the American family),

it is not clear why an outside consultant was necessary.

It appears that the claim for both Service Company charges and a

consultant is redundant. The Attorney General reconunends a reduction of

overall rate case cost in the amount of $70,000. This is not a specific adjustment

to eliminate Mr. Salser's services or the Iead/lagstudy per se. This is simply an

32In the Matter of: Notice of Adjustment of the Rates of Kentuclcy-American Water
Company Effective On and After September 17, 1982, Case No. 8571, Order, 17 February
1983,pages 13,14.

33In the Matter of: Notice of Adjustment of the Rates of KentuclE-Americqn Water
Company, Case No. 9283, Order, I October 1985, pages29,30.
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adjustment to reduce the overall rate case expense for work that should have

been handled by one or the other but not both.

3.2.8 Rental Expense

The company acknowledges that its rental expense claim is overstated.s

An adjustment is in order to reduce Kentucky-American's forward-looking test

period expense by the 958,295 amount.

3.2.9 Social Club Dues

Kentucky-American includes social club dues in the amount of $5,228 in

its application. This expense is for items that have no bearing on the ability of

the company to provide reasonable service.

3.2.10 Institutional Advertising

Kentucky-American makes a claim for $72,415 in institutional advertising.

This amount should be disallowed. For advertising, the Commission has given

special instructions concerning cost recovery.3s Kentucky-American fails to meet

its burden of proof or otherwise satisfy its regulatory requirements for cost

recovery. The advertising materials at issue are image building and promotional

in nature. Further, it is clear that some of the materials are marketing efforts to

expand Kentucky-American's non-regulated water activities or otherwise

promote the shareholder agenda of growth. The advertisements are not for the

34KAWC response to OAG I - 138.

35807 KAR 5:016.
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purpose of providing any material benefit to the ratepayers. It should not be

borne by the ratepayers.

3.2.1.1 Business Development Costs

Kentucky-American includes $117,525 for business development costs

allocated from the Regional Office.36 The burden is upon the company to

demonstrate the propriety of these costs, and there has been no demonstration.

The business development costs are the responsibility of the shareholders.

Hence, the Attorney General recommends their removal.

3.2.12 Low Income Discount

Kentucky-American proposes a Low Income Water Discount tariff. The

Attorney General recofiunends its rejection. The company identified an annual

cost amount of $30,000. It is unclear how the estimated cost is reflected.

Since the Attorney General seeks the rejection of the tariff, he recommends

a corresponding adjustment to expenses in the event that the tariff is not

accepted. If the company has not included this expense amount in its filing, the

reconunendation is revised to reflect that fact.

3.2.13 Property Taxes

The Attorney General is recommending an adjustment relating to the

historic slippage in Kentucky-American's plant-in-service. The adjustment to

reduce plant-in-service requires an adjustment to reduce property tax expense.

:oKr{rvVC response to OAG | - 17.
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3.2.1,4 Acquisition Amortization

The Attorney General recommends the denial of acquisition adjustments

for the Tri-Village and Elk Lake acquisitions. The denial of the adjustments

requires a second adjustment to eliminate the amortization expense that

corresponds to the acquisition adjustments.

3.2.15 Depreciation Expense

The Attorney General is recommending an adjustment relating to the

historic slippage in Kentucky-American's plant-in-service. The adjustment to

reduce the level of depreciable plant requires a corresponding adjustment to

reduce the related deprecation expense for this plant.

3.2.16 Consolidated Income Taxes

Under Kenfucky-American's proposal, Kentucky-American will send

money to its parent to pay a tax bill as if Kentucky-American filed its taxes on a

stand alone basis. It calculates this payment using its statutory tax rate. In

rcal7ty, Kentucky-American is part of a consolidated group that files as one

taxable entity. The filing of a consolidated return allows the group to take

advantage of tax losses experienced by other member companies who file on the

same consolidated tax group in determining tax liability.

The ability for Kentucky-American to file as part of a larger consolidated

group with all of Thames Water Aqua GmbH's United States businesses was the
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reason behind the creation of Thames Water Aqua US Holdings, Inc. (TWUS).3?

The filing of a consolidate return provides a benefit.

The ratepayers of Kentucky-American may be properly required to pay

for the legitimate expense of the provision of reasonable water service. If

Kentucky-American actually filed its taxes on a "stand-alone" basis rather than

as part of a consolidated tax group, there would be no issue. However, it does

actually file as a part of a consolidated group and the calculation of revenue

requirement as if it did not do so results in a windfall to the Company from rates

that are higher than necessary because Kentucky-American's effective tax rate is

lower than it would otherwise be if it had filed its taxes on a stand-alone basis.

This is an issue that has been addressed by other jurisdictions that have

American affiliates including Pennsylvania, New jersey, and West Virginia

which have each adopted a consolidated tax adjustment for rate-making

purposes. The adjustment is in order for Kentucky-American.38

The Attorney General recommends a consolidated income tax adjustment

based on the effective tax rate methodology. This methodology develops an

37In the Matter of: The Joint Petition of Kentucly-American Water Company, Thames
Water Aqua Holdings GrnbH, RW Aktiengesellschaft, Thames Water Aqua US Holdings,
Inc., Apollo Acquisition Company, and American Water Worlcs Company, Inc., for
Approval of a Change in Control of KentuclE-American Water Company, Case No. 2002-
00317,T821November 2002, pages 44 and45.

38The Attorney General acknowledges that he bears the burden for this recommended
adjustment. See e.g. TE Vol. I of V, pages 14 through 20; AG's Renewed Motion for
Surrebuttal. 8 November 2004.
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adjustment for prospective federal income tax by allocating tax losses to those

companies that generate positive taxable income. Each company is then

allocated tax losses based on that company's percentage share of positive taxable

income.3e Generally, a three-year average is used to develop the adjustment.

The Attorney General's adjustment uses an effective income tax rate over

a multi-year period as a means for projecting Kentucky-American's prospective

effective income tax rate. It is truly a best practice that many of American's

customers presently enjoy. Kentucky's ratepayers should be able to partake of

this benefit. This adjustment process is also justified because Kentucky

American's ratepayers have no responsibility to pay rates based upon a tax rate

other than an effective income tax rate that results from the consolidated tax

group structure sought by the company and approved by this Commission in

Case No. 2002-00317.

3.2.17 Lrterest Synchronization

The Attorney General recommends an adjustment to pro forma interest

expense for income tax purposes. The Attorney General's recornmendations

result in a lower rate base amount and a lower cost of debt than those in the

company's application. There is, consequently, a lower pro forma interest

expense for the company under the Attorney General's recommendations and an

increase in income tax liability. Thus, the Attorney General's recommendations

3ecrane, Pre-filed Direct Testimony, page74.
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result in an interest synchronization adjustment that reflects a higher income tax

burden and a decrease to pro forma income at present rates.

3.3 Additional lssues

3.3.1 Normalization of Costs

The normalization of costs is the inclusion of a normal level of prospective

costs in rates. The concept of normalization is not new to Kentucky-American. It

uses normalizedresidential and commercial sales projections to establish rates

based upon "r.otmal" weather. Normalization is not amortization.

Amortization concerns past costs. Normalization is a prospective process. It

provides recovery of future costs; therefore, it is especially appropriate for use in

setting rates based upon a forwardJooking test period.

Kentucky-American's practice relating to deferred debits with its use of a

forward-looking test period is troublesome. The Commission should give

serious consideration to moving the company away from the practice of seeking

to amortize costs such as periodic waste disposal costs and rate case costs toward

a practice of normalizingthese types of expenses.

3.3.2 Allocation Issues and Non-regulated Activity

Kentucky-American is no longer simply a provider of regulated water

service. In addition to the provision of regulated water service, the company,

since its acquisition of the assets of the Boonesboro Water Association, has been a
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provider of sewerage service.4o Additionally, Kentucky-American now has a

healthy appetite for the provision of non-regulated services.al To date, the

provision of non-regulated water service has been a money loser for Kentucky-

American.a2

Kentucky-American is devoting its resource to these endeavors with an

eye to "leverage" the regulated water service for the development of its non-

regulated business.a' While the company claims that it has removed the non-

regulated operating results from the test year,* a closer look at this claim is

warranted. For example, its institutional advertising benefits the marketing of its

non-regulated service, but Kentucky-American did not allocate any of this

advertising expense for the base period or the forecasted period to non-regulated

operations.as Clearly, not all costs are being allocated to non-regulated activity.

ooTE Vol. II of V, page 81.

4IKAWC response to OAG I
pages 81, 82.

42TE Vol. I of V, pages 119,

43KAWC response to OAG I
regulated services).

sTE Vol. I of V, pagel67.

45KAWC response to OAG I

- 176 (Business Plan 2004 -2008); see also TE Vol. II of V,

120.

- 176 (Business Plan 2004-2008)("cross-se11ing" of non-

- 160.

29



Additionally, Kentucky-American provides leak detection services for the

benefit of several municipal utilities and books this activity above-the-1ine.a6 The

activity is not provided under the terms of any approved tariffa7 and there is no

indication that it is service that is any way subject to the regulation of this

Commission.n8 It is non-regulated activity performed for the purpose of building

Kentucky-American's non-regulated business.

More importantly, it is activity that uses the resources of Kentucky-

American's regulated water operations to grow the non-regulated business and

further its business development activities. Further, evidence concerning the

scant revenue that Kentucky-American receives for leak detection indicates that

the company only charges for the costs of mileage and labor.ae There is no

recovery of overhead for this non-regulated activity. Thus, the company's

ratepayers are left watching the Kentucky-American regulated resources being

given away by the company.

Kentucky-American is permitted to develop its non-regulated business.

That is not a point for debate. [rstead, the issue is who should pay for the

development of Kentucky-American's non-regulated business. In light of the

46KAWC response to OAG I - 168 and KAWC response to OAG 2 - 19.

47KAWC response to OAG 2 - 19 (c).

48TE Vol. I of V, pages ll9,120.

4eKAWC response to OAG 2 - 19 (e).
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fact that all spending is the responsibility of the shareholders unless proven

beneficial to the ratepayers as well as the fact that Kentucky-American bears the

burden to justify this increase, the Commission should, as a starting point and in

addition to the Attorney General's previous reconunendations, give

consideration to eliminating cost recovery through rates for any employee who

provides service or has duties other than regulated water service. To the extent

that the company, which has the burden, can demonstrate a reasonable basis to

allocate some level of the costs for these employees to KAWC's regulated water

business, the corresponding expense would be recoverable.
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IV.
TTATE OT RNTUNN

4.1 Overview

The Kentucky-American Water Company's regulated water business is

quite sound, and it will remain stable. Capital costs for U. S. corporations are at

their lowest rates in several decades. The overall fair rate of return for Kentuckv-

American is7.lTo/".

4.2 Capital Structure

Kentucky-American consistently uses short-term debt as a source of

capital.so A review of Kentucky-American's short-term debt as a percentage of

its capitalization for each quarter of Year 2001 through the end of Year 2003

shows a capital structure with, on average,7.78"/o of capitalizationin short-term

debt. Thus, the company's3.719o/" capitalization amount for the short-term debt

for the forward-looking test period appears to be understated.

Kentucky-American points to its compliance with 807 KAR Section L0 as

an impregnable shield for its capital structure. The company's duty under the

administrative regulations applicable to an application for a general adjustment

in rates calls for capitalizatron and net investment rate base to be on a thirteen

month average for the forecasted period.

soSee KAWC response to OAG | - 152.
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It is a filing requirement for the company. As with all other information

that the company submits in its application, it is subject to an examination for

reasonableness. It is likewise subject to adjustment if it fails to provide a

reasonable basis for setting rates. In that recent history demonstrates a capital

structure with, on average, a greater percentage of short-term debt than what the

Kentucky-American proposes, an adjustment to the company's capital structure

is in order to provide a reasonable projection for the capital structure for the

forward-looking test period.

4.3 Short-term Debt

The Attorney General adopts Kentucky-American's Short-Term Debt cost

rate of 2.7o/".sr

4.4 Long-term Debt

The Attorney General adopts Kentucky-American's Long-Term Debt cost

rate of 6.34o/o.s2

4.5 Preferred Stock

The Attorney General adopts Kentucky-American's Preferred Stock cost

rate of 7.72"/".53

slSee Update Exhibit 37 (Base Period Information), Schedule J, page 2 of 4.

52See Update Exhibit 37 (Base Period Information), Schedule J, page 3 of 4.

53See Updated Exhibit 37 (Base Period Information), Schedule J, page 4 of 4.
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4.6 Return on Common Equity

4.6.1, The Appropriate Return on Common Equity Recommendation for
Kentucky-American is 8.75%.

The Kentucky-American Water Compan!, in its role of providing

regulated water service, is a stable comparry, and it will enjoy steady water

customer growth for, al minimum, the next several years. It has a ready source

of capital. Further, it has the right to seek rate relief, use a forward-looking test

period for its rate request, and weather normalize its sales for projecting

consumption in the forecasted test period. It terms of competition, there are no

national competitors that will be players in Kentucky's regulated market.s4 In

sum/ it is a stable company with the market to itself.

Capital costs for U.S. corporations are currently at their lowest levels in

more than four decades.ss Thus, the base level of interest rates, as indicated by

the rate for Ten-year Treasury bonds is around 4o/", and the last time that it was

this low was in 1964.s6 The expected market risk premium is low, between2.5"/o

and 3.8%.57 The expected return for Kentucky-American is, consequently,low.

In developing a fair rate of return for Kentucky-American, Dr. Woolridge

evaluated the return requirements of investors for the corrunon stock of two

soTE Vol. V of V, page 16.

55TE Vol. II of V, pages 173,174.

56tE Vol. II of V, page 173.

5TTE Vol. II of V, page 173.
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groups of publicly-held water service companies, a Small Water Company (SWC)

Group and a Large Water Company (LWC) Group. A Discounted Case Flow

(DCF) analysis was performed for each group.

The DCF Model discounts the value of all future dividends and cash flows

the investor expects to receive.s8 Thus, it requires a dividend yield and a growth

rate to arrive at an equity cost rate. The dividend yields for the proxy groups are

3.30% for the Small Water Company (SWC) Group and3.40% for the Large

Water Company (LWC) Group.se These yields are adjusted by th.the expected

growth in order to reflect growth for the coming year.@ This produces adjusted

dividend yield amounts of 3.39% and3.49% respectively.

The expected growth rates for the analysis are 5.5'/o for the SWC Group

and5.25o/o for the LWC Group.61 Adding the adjusted dividend yields to the

expected growth rates produces a DCF equity cost rate of 8.89% for the SWC

Group and8.74o/" for the LWC Group.6' This analysis is the basis for the

Attorney General's recolnmendation of an equity cost rate of 8.75%.

s8Woolridge, Pre-filed Direct Testimony, page 16; TE Vol. II of V, page 152.

seWoolridge, Pre-fi led Direct Testimony, page 21 .

603.39yo : 3.30Yo x (l+(% x 5.5%)); 3.49% : 1t+(% x 5.25%)); see also Woolridge, Pre-
filed Direct Testimony, page 22; TE Vol. II of V, pages 179 to l8l.

6lWoolridge, Pre-filed Direct Testimony, page 26.

62Woolridge, Pre-filed Direct Testimony, page 26; Exhibit-(JRW-7), page I of 5.
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The Capital Asset Pricing Model (CAPM) estimates capital costs by, in

general terms, applying a risk premium to a risk-free rate.6 The yield on Ten-

year Treasury Bonds is the benchmark long-term Treasury rate for use as a risk-

free rate in the CAPM analysis, and, in light of the recent range for this mark, a

rate of 4.5o/"is appropriate for the risk free rate.e

For the CAPM, a beta must be determined. Beta is a measure of the

systematic risk of a stock.6s Essentially, it measures how the stock price moves

with the market, and a stock with the same price movement as the market has a

beta of L.6 Regulated utilities, including water utilities such as Kentucky-

American, are less risky than the market and, thus, have betas less than 1.0.67 The

betafor the SWC Group is 0.65 and0.66 for the LWC Group.68

Finally, it is necessary to determine a risk premium. There are different

approaches for making this determination. Each approach has its problems.

Nonetheless, given the current market environment and the projections for the

63The CAPM formula depiction is, in sum, Ke - Rf +b(Rm-4f) whereKe is the
investor's required rate of return, R/is the risk-freerate, Rm is the expected market rate of
retum, and b is beta. See, for development, Woolridge, Pre-filed Direct Testimony, pages
27 and28.

sWoolridge, Pre-filed Direct Testimony, pages 28 and29.

65Woolridge, Pre-filed Direct Testimony, page 29.

66Woolridge, Pre-filed Direct Testimony, page 29.

6TWoolridge, Pre-filed Direct Testimony, pages 29 and30.

68Woolridge, Pre-filed Direct Testimony, page 31.



near term, an expected market return of 8.1% is appropriate.6e Consequently, an

equity risk premium of 3.6% (or 8.1% - 4.5'/') is supported by a "building blocks

methodoloW" derivationT0 while a4.0% range is supported by a 2003 risk

premium study by Derrig and Orr.71 An average of these two projections is used

to arrive at a risk premium of 3.8%.

Thus, putting it all together, the CAPM estimate for the SWC Group is

6.97% (or 4.5, the risk-free rate, times .65,beta, times 3.8, the market risk

premium). The CAPM estimate for the LWC Group is7.02% (or 4.5 times .66

times 3.8).'

There appears to be some concern from the company regarding the fact

that the equity cost recommendation is "only" 8.75%. While both state and

federal law require non-confiscatory rates, neither KRS Chapter 278 nor the

Takings Clause of the Fifth Amendment establish a specific numerical floor

below which a rate of return may not be set. Hence, while the recommendation

is lower than past awards, that result is unremarkable given the corresponding

historically low levels for capital costs and the low expected return premiums.T3

6eWoolridge, Pre-filed Direct Testimony, pages 32 through 44 Qtage 42 for composition).

tMoolridge, Pre-fi led Direct Testimony, page 44.

TlWoolridge, Pre-filed Direct Testimony, pages 35 and36.

T2Woolridge, Pre-filed Direct Testimony, page 46.

73TE Vol. II of V, pages l72to 175.
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Moreover, in Year 2003 there was a significant change in tax law which

reduces the tax rates on dividend income and capital gains. This change lowers

the pre-tax return required by investors.tn f'he fact is that the equity cost rate to

allow Kentucky-American to operate successfully, to maintain its financial

integrity, to attract capital, and to compensate its investor is lower today than in

the last several years.

4.6.2 Kentucky-American's Analysis is Not Reliable.

Dr. Vander Weide lists certain"rnajo{' factors, including weather

flucfuations and customer growth, that affect business risk in the water utility

industry.Ts It is clear that Dr. Vander Weide was unaware that Kentucky-

American has a right to use weather normalized sales in projecting its forward-

looking test periodT6 andthat he does not have any specific knowledge of

Kentucky-American's plans for growth.z These are two of the bedrock elements

of his discussion of business risk. hr that this proceeding concerns Kentucky-

American and its cost of conunon equity, this lack of knowledge represents a dire

fundamental problem.

TaWoolridge, Pre-filed Direct Testimony, page 47; TE Vol. II of V, pages 175 and 176.

TsExhibit 10, Direct Testimony, Vander Weide, pages 9 to 11.

76TE vol. v of V, page 14.

iTTE Vol. V of V, pages 14 and 15.



Further, with regard to factors such as supply uncertainty and capital

expenditures, in preparing his direct testimony he did not speak with the then-

President Roy Mundy or the then-Drector of Engineering, Linda Bridwell, the

person responsible for supervising the implementation of the investment plan

and construction schedule and who has been the lead on the company's

continuing efforts to meet its source of supply challenges.T8 While his testimony

contains some general points about utilities, an understanding of Kentucky-

American is not manifest.

Dr. Vander Weide prepared his testimony from the point of view of an

investor.Te As he concedes, in the process of making investment decisions,

investors will seek to obtain relevant information concerning their investment

decisions,8O and the investors also know the regulatory risks associated with

investing in public utilities.sl Yet, the analysis that he provides fails to take into

account, in plain terms, some of the most essential evidence concerning

Kentucky-American that a reasonable investor would seek. It is not reliable.82

78TE Vol. V of V, page 13.

TeTE Vol. V of V, page 19.

8oTE vol. V of V, page 17.

81TE Vol. V of V, page 17.

82other problerns with his testimony, including some that approach the magnitude of the
problem highlighted in this brief (e.g. the KAWC flotation adjustment), are adequately
addressed in the Attorney General's Pre-filed Direct Testimony, Woolridge, pages 49 to
7 3 and incorporated by reference.



v.
RATE DESIGN

5.1 Overview

Kentucky-American's application includes a proposals for an Emergency

Pricing Tariff, a Low Income Water Discount tarlff, and the approval of an

activation fee. The company also expends time and resource for identifying an

Economic Development Tariff that it does not propose.

5.2 Emergency Pricing Tariff

Kentucky-American's application includes a request for approval of an

Emergenry Pricing Tafiff. The company itself provides a salient assessment of

the proposal. "It will not survive in its present form under the necessary public

scrutiny that willbe part of this case."83

Water budgets are relatively new to the water industry. Kentucky-

American uses a water budget in an Emergency Pricing Tariff as a drought

response measure. There are a variety of problems with the tariff provision.

Chief among the problems is the lack of an identification of the total costs of such

a program in comparison to the total benefit that would be received from

implementing the tariff.& Simply enough, the proposal has not been shown to be

a cost-effective method to reduce demand during an emergency.

83Rebuttal Testimony, C. Bush, page7.

8+IE Vol. III of V, page222,223.
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Additionally, there are other structural problems with the tariff. The

company now concedes that its assumption concerning the role of the LFUCG's

Water Conservation Appeals Board was in error, and there is no Emergency

Pricing Tariff appeals process in place.85 Consequently, the avenue for a

customer to advance a challenge concerning the fairness of a water budget is

unclear. Moreover, over-collection/under-collection scenarios represent

significant regulatory consequences and risks, and the company's plan does not

appear to meaningfully address these items. The Commission should not

approve the Emergency Pricing Tariff.

5.3 Low Income Discount

Kentucky-American proposes a Low Income Water Discount tariff. Under

the tariff, eligible residential customers will receive a discount of 25% on their

service charge.86 The tariff seeks reduced rate service for these customers. A^y

such program, no matter how laudable, must be lawful. This one is not.

Kentucky-American, which has the burden of proof on this issue, had the

opportunity to demonstrate the lawfulness of the proposal in its application.

While explaining the mechanics of the program in the application, KAWC did

not identify a legal basis upon which this Commission could approve the tariff.87

85Rebuttal Testimony, Bush, page 9.

86Fi1ing Requirements, Vol. I of 2,Exhibit 2,page 8 of 12;but see TE Vol. III of V,
pages 130 to 133, the amount and nature of the discount varies by division.

8TExhibit 10, Direct TestimonS M. Miller, pages 65 - 67.
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Lr the Attorney General's First Request for hrformation, the company was

asked to "identify the statutory basis under the current regulatory framework in

Kentucky authorizing the implementation of the low incometaiff" discussed in

the application.s8 Kentucky-American objected to providing the information.se

The company, in response to a Commission Staff request and in conceding the

lack of any "express" statutory authority, identified KRS 273.030(3) as the basis.e0

The tariff seeks to assign the responsibility of paying for costs attributable

to one group of customers to a second group of customers. It is, from any point

of view, a program to provide reduced rate service. The starting point for the

analysis is KRS 278.170, and this Section contains clear and unambiguous

instructions from the General Assembly regarding "free or reduced rate

service."el There are a few very specific instances in which the Commission may

authorize a discount. The low income discount proposed by the Company, no

matter how laudable, is not one of them.

The General Assembly has clearly given consideration to the provision of

free or reduced rate service for charitable purposes. While free or reduced rate

service is permissible to, among others, charitable and eleemosynary institutions

88KAWC response to OAG | - 173.

8eKAW'C response to OAG 1 - 173.

eoKAWC response to PSC 2 -28.

eIKRS 27s.t7o(2).

42



and to persons engaged in charitable and eleemosynary work, there is no

statutory authority to provide direct reduced rate service as per the Kentucky-

American tariff proposal.e2

KRS 278.030(3) does not carry the day for the tariff. KRS 278.030 presents

the hurdle that a utility must clear to maintain separate classifications. It does

not, however, address the issue of free or reduced rate service for any customer

class. The issue of free or reduced rates is, instead, addressed by KRS 278.170.

During the evidentiary hearing, the company made reference to home

energy assistance programs.e3 Absent from Kentucky-American's inquiry was

the fact that the General Assembly has given statutory authorization (KRS

278.285) for the Columbia Gas, Louisville Gas and Electric, and Kentucky

Utilities home energy assistance prograrns. For Low Income Water Discount

programs, it does not provide statutory authority.

\A/hen the General Assembly wants to authorize free or reduced rates, it

does so in plain and unambiguous terms. It has yet to provide statutory

authority for the approval and implementation of what Kentucky-American

seeks through its Low Income Water Discount. The proposal is unlawful.

e2Also, to be clear, while Subsection 2 permits free or reduced rate service for the purpose
of providing relief in case of "flood, epidemic, pestilence, or other calamity," the plain
language of this portion addresses emergency situations from temporal catastrophic
events. This portion of the Subsection does not lend itself to authoizinga long-term
progrnm that is meant to address a non-catastrophic circumstance.

e3TE Vol. III of V, pages 216 to 218.
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5.4 Economic Development Tariff

Kentucky-American expended effort and resource to fashion an Economic

Development Tariff that is not within the scope of the items for which it seeks

approval. The wild-goose chase nature of the proposal aside, this pseudo-

proposal is unlawful.

Again, as with the low income discount proposal, the Company points to

the development of a pathway for free or reduced rate service that does not have

a basis in KRS 278.170 - the statute for authorizing such service. There is no

statutory authority for the phantom taiff.ea The General Assembly may

someday, in determining the public policy of the Commonwealth, enact a statute

to authorize such a tariff. Until such time, an Economic Development Tariff such

as the one with vestige in this case is unlawful.

5.5 Activation Fee

Kentucky-American proposes an activation fee. It appears to be the case

that the Commission has previously authorized activation fees for other water

utilities, and the Commission may properly take administrative notice of the

facts and circumstances of these prior authorizations.

It may be the case that an activation fee can serve as an unnecessarybar

for a customer who seeks service: however, it also appears to be the case that

such a fee can have a legitimate use for the assignment and recovery of cost. For

eaSee KAWC response to OAG | - 174.
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Kentucky-American's proposal, the actual impact is not clear. The responsibility

of demonstrating the reasonableness of this fee proposal is the company's alone.

It simply has not provided an adequate evidentiary basis for an approval.

5.6 Northern Division

The Attorney General recommends that there be no change in the

Northern Dvision rates in this case. Kentucky-American should defer any

changes in the Northern Division rates until it performs a cost of service study

that includes the Northern Division.

5.7 Central Division

If the Commission approves the activation fee, it should use the additional

revenue from the fee to reduce or eliminate any increase in the 5/8-inch

customer charge. KAWC does not challenge this proposal. If the overall level of

rate increase is less that$672,000 that would be generated by the activation fee,

then all Central Dvision charges should be reduced by an equal percentage.

If the overall level of rate increase is greater than $672,000, the additional

revenue requirement should be collected by increasing the Central Division

meter, consumption, and fire service charges by the same percentage, with the

exception of the S/8-inch meter charge if the activation fee is approved.

45



Submission of Filing in Paper Medium

Per Instructions 3 and 13 of the Commission's 27 May 2004 Order,

Counsel submits for hling, by hand delivery to Beth O'Donnell, Executive

Director, Public Service Commission,2ll Sower Boulevard, Frankfort, Kentucky

40601,, the original and one copy in paper medium of the document. 5 January

2005 is the date for the filing in paper medium.

OuS LA,r !--lt

Assistant Attorney General

Certificate of Seraice

Per Instructions 4, 8 (d\, and 12 of the May 27tn Order, Counsel certifies

service of a true and correct photocopy of the document by mailing the

photocopies, first class postage prepaid, to the other parties of record on 5

January 2005.

The following are the other parties of record: David jeffrey Barberie,

Leslye M. Bowman, Lexington-Fayette Urban County Govemment, Department

of Law, 200 East Main Street, Lexington, Kentucky 40507; Coleman D. Bush,

Kentucky-American Water Company, 2300 Richmond Road, Lexingtory

Kentucky 40502; |oe F. Childers, 201 West Short Street, Suite 310, Lexin#on,

Kentucky 40507; Roy L. Ferrell, West Virginia American Water Company, 1600

Pennsylvania Avenue, Charleston, West Virginia 25302; Lindsey W. Ingram III,

Stoll, Keenon & Park, LLP,300 West Vine Street, Suite 2100, Lexington, Kentucky

40507-1801,; Lindsey W. Ingram, Jr., Stoll, Keenon & Park, LLP, 300 West Vine



Street, Suite 2100, Lexington, Kentucky 40507-1801; Michael A. Miller, West

Virginia American Water Company, 1600 Pennsylvania Avenue, Charleston,

West Virginia, 25302; Jon Parker, 20L W. Short Street, Suite 310, Lexington,

Kentucky 40507; Bluegrass FLOW, Inc., c/o Foster Ockerman,lr., 200 N. Upper

Street, Lexington, Kentucky 40507; and Roy W. Mundy II, Kentucky-American

Water Company 2300 Richmond Road, Lexington, Kentucky 40502.

9.S 1J.:--^.

Assistant Attorney General

Certification Regarding Electronic F iling

Counsel certifies that he has (per Instructions 3 and 8 (b) of the May 2Zh

Order) submitted one copy of the document in electronic medium. Pursuant to

Instructions 8 (a) and 8 (c) of the May 27h Order, he certifies that the electronic

version of the filing is a true and accurate copy of the document filed in paper

medium and that he has, by electronic mail, notified the Commission and the

other parties that the electronic version of the filing has been transmitted to the

Commission. (See attached) 5 |anuary 2005 is the date of filing in electronic

medium.

=- f-l-l -L- I

Assistant Attornev General


