Kentucky-American Water Company

Case No. 2010-00036
Exhibit RCS-1

Accompanying the Direct Testimony of Ralph Smith
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No. of Exhibit
Number |Description Pages Revised | Page No.
: Revenue Requirement Summary Schedules

A Calculation of Revenue Deficiency (Sufficiency) 2 Yes 2-3
A-1 Gross Revenue Conversion Factor 1 Yes 4

B Adjusted Rate Base i Yes 5
B.1 Summary of Rate Base Adjustments 1 Yes 6

C Adjusted Net Operating Income 1 Yes 7
C.1 Summary of Net Operating Income Adjustments 2 Yes 8-9

D Capital Structure and Cost Rates 1 10

Rate Base Adjustments

B-1 Construction Work in Progress 1 11
B-2 Acquisition Adjustment Double Count i 12
B-3 Cash Working Capital 3 13-15
B-4 _ |Labor Costs in Deferred Maintenance 1 16
B-5 Accumulated Depreciation 1 17
B-6 Accumulated Deferred Income Taxes - Deferred Maintenance 1 18
B-7 Accumulated Deferred Income Taxes - Major Tax Accounting Change 1 Yes 19

Net Operating Income Adjustments

C-1 Income Tax Expense - Interest Synchronization 1 Yes 20
C-2 Income Tax Expense - Consolidated Tax Savings 1 21
C-3 Allowance for Funds Used During Construction 1 22
C-4 Incentive Compensation Expense 1 23
C-5 Stock-Based Compensation Expense 1 24
C-6 Affiliate Management Fees - Excess Over Current Budget 1 25
C-7 Affiliate Management Fees - Business Development Expense 1 26
C-8 Affiliate Management Fees - Donations and Miscellaneous Expenses 1 27
C-9 Pension and OPEB Expense Correction 1 28
C-10 _ [Rate Case Expense - Prior Rate Cases 1 29
C-11 _ [Rate Case Expense - Current Rate Case 2 30-31
C-12  |Depreciation Expense 2 32-33
C-13 _ |Capitalization Rate 1 34
C-14  {Employee Party, Outing and Gift Expenses 1 35
C-15  |Vacancies and Over-projection of Pay Increases 2 36-37
C-16 _ {KRS Lagoon Cleaning Expense Normalization 1 38
C-17 _ |Uncollectibles Expense 1 39
C-18  {Payroll Tax Expense ! 40
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Kentucky-American Water Company Exhibit RCS-1

Revenue Requirement Reconciliation Schedule A
Case No, 2010-00036
Test Year Ended September 30, 2011 Page 2 of 2
. Revised AG
Exhibit RCS-1 Revenue
Line Schedule AG AG Requirement
No.  Description Reference Component Adjustments Multiplier Amount
(Ay ® ©
1 D ROR Difference -1,0800%
2 Rate Base A-1 GRCF X 1.651572
3 Rate Base per KAWC's Filing B $ 362,672,028 -1.784% $  (6,468,971)
4 D Rate of Return 7.500%
5  Effect of AG Adjustments to Rate Base A-l GRCF x 1.651572
Sch B.1 )
6  Construction Work in Progress B-1 $ (9,463,931) 12.39% s (1,172,277)
7 Acquisition Adjustment Double Count B-2 3 (2,342) 12.39% 3 (290)
8  Cash Working Capital B-3 Revised b (980,000} 12.3%% 3 (121,391)
9  Labor Costs in Deferred Maintenance B-4 $ (45,500) 12.39% $ (5,636)
10 Accumulated Depreciation B-5 $ 164,801 1239% 3 20,414
11 ADIT - Deferred Maintenance B-6 $ 17,700 12.39% 3 2,192
12 ADIT - Major Tax Accounting Change B-7 Revised S (2,392,803) 123%% $ (296,391)
13 Total AG Rate Base Adjustments S (12702,075) '
14 AG Adjusted Original Cost Rate Base B S 349,969,953
15  Net Operating Income Pre-Tax AG
Operating Income | NOI Amount GRCF
Effect of AG Adjustments on NOI . ’ Amount SchC.1 Sch. A-1
16  Income Tax Expense - Interest Synchronization C-1 3 - s (283,222) 1.651572 3 467,761
17  Income Tax Expense - Consolidated Tax Savings C2 $ - $ 1,361,624 1.651572 $  (2,248819) -
18  Allowance for Funds Used During Construction C-3 $ (646,180) $ (394,816) 1.651572 5 652,067
19 Incentive Compensation Expense (o2 3 786,516 $ 480,561 1.651572 3 (793,681)
20  Stock-Based Compensation Expense C-5 3 206,436 $ 126,132 1.651572 3 (208,316)
21 Affiliate Management Fees - Excess Over Current Budget C-6 $ 133,057 s 81,298 1.651572 8 (134,269)
22 Affiliate Managi Fees - Business Develop Expense C-7 3 198,342 3 121,187 1.651572 $ (200,149)
23 Affiliate Management Fees - Donations and Miscellaneous Expenses C-8 3 65,793 $ 40,199 1.651572 3 (66,392)
24  Pension and OPEB Expense Correction c9 3 305,468 s 186,641 1.651572 $ (308,251)
25  Rate Case Expense - Prior Rate Cases C-10 3 148,128 3 90,506 1.651572 3 (149477)
26  Rate Case Expense - Current Rate Case C-11 3 66,288 $ 40,502 1.651572 $ (66,893)
27  Depreciation Expense C-12 $ 654,031 $ 399,613 1.651572 $ (659,989)
28  Capitalization Rate C-13 5 358,551 5 219,075 1.651572 $ (361,818)
29  Employee Party, Outing and Gift Expenses C-14 $ 25,070 s 15318 1.651572 3 (25,299)
30 Vacancies and Over-projection of Pay Increases C-15 $ 246,923 3 150,870 1.651572 3 (249,173)
31 KRS Lagoon Cleaning Expense Nommalization C-16 $ 12,376 3 7,561 1.651572 $ (12,488)
32 Uncollectibles Expense c-17 5 27,589 $ 16,857 1.651572 $ (27,841)
33 Payroll Tax Expense C-18 3 84,155 51,419 1.651572 3 (84,922}
33 Total AG Adjustments to Operating Income C.t 3 2,672,543, 2,711,325
s
34 Net Operating Income per Company Filing C 5,473,267
35  AG Adjusted Net Operating Income C S 8,184,592
Gross Révenue Conversion Factor Difference:
36 PerAG A-1 1,651572
37  Per Company A-1 1.652282
38  Difference -0.000710
39 Company Adjusted NOT Deficiency A § 15,643,993
40  GRCF Difference $ 11,109
41  AG REVENUE REQUIREMENT ADJUSTMENTS ABOVE $  (12,531,408)
42 Company Requested Base Rate Revenue Increase A $ 25,848,286
43 Reconciled Revenue Requirement $ 13,316,878
44  Revenue Requi Calculated on Schedule A A $ - 13316876
45  Difference Not Accounted for Above A $ 2
46 Schedule A, line 10 difference $ -
47  Unreconciled Difference . 3 2

Notes and Source
Pre-tax return computed using Gross Revenue Conversion Factor
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Kentucky-American Water Company

Exhibit RCS-1

Adjusted Rate Base Schedule B
Case No. 2010-00036
Test Year Ended September 30, 2011 Page 1 of 1
Revised
Line " Company " AG AG
No. Description Proposed Adjustments Proposed
(A) ®) ©
Plant in Service

1 Utility Plant in Service $ 566,014,484 § - $ 566,014,484
2 Property Held for Future Use $ - $ - $ -
3 Utility Plant Acquisition Adjustments $ 2342 § - $ 2,342
4 Accumulated Depreciation : $ (110,085,251) §. 269,724 §  (109,815,527)
5 Net Utility Plant in Service $ 455,931,575 $ 269,724 § 456,201,299
6 Construction Work in Progress $ 9,463,931 $§  (9,463,931) 3 -
7 Cash Working Capital $ 2,634,000 $ (980,000) 3 1,654,000
8 Other Working Capital Allowance 3 642,421 § - - $ 642,421
9 Contributions in Aid of Construction 3 (48,865,890) . § - 3 (48,865,890)
10 Customer Advances $ (19,089,182) § - 3 (19,089,182)
11 Accumulated Deferred Income Taxes $ (40,026,731) %  (2,480,026) $ (42,506,757)
12 Accumulated Deferred Investment Tax Credit $ (76,952) $ - $ (76,952)
13 Deferred Maintenance $ 2,708,236 $ (45,500) % 2,662,736
14  Deferred Debits $ 1,700,474  $ (2,342) $ 1,698,132
15 Other Non-Investor Supplied Capital. $ (2,349854) § - $ (2,349,854)
16 $ - $ -
17 $ - 3 -
18 $ .8 )
19 Rate Base $ 362,672,028 $ (12,702,075 $ 349,969,953

Notes and Source

Col.A: KAWC Exhibit 37, Schedule B-1
Col.B: Schedule B.1
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Kentucky-American Water Company Exhibit RCS-1
Adjusted Net Operating Income Schedule C
Case No. 2010-00036
Test Year Ended September 30, 2011 Pagelofl
' Revised
Per AG Per AG
Components Revenue
Line Per AG Per of Revenue Requirement
No. Description Company Adjustments AG Change Impact .
@) ® ©) ) ®
Operating Revenue ’
1 Water Sales $ 64,753,488 % - '$  64,753488 $ 13316876 $ 78,070,364
2 Other Operating Revenues 3 3,770,138 § (646,180) § 3,123,958 3 3,123,958
3 Total Operating Revenues 3 68,523,626 $ . (646,180) $ 67,877446 § 13316876 § 81,194,322
Operating Expenses 3 -
4 Labor 3 8,039,623 § (762,821) § 7,276,802 $ 7,276,802
5 Purchased Water b 120,655 3 - $ 120,655 $ 120,655
6 Fuel and Power 3 4,375,584  § - $ 4,375,584 3 4,375,584
7 Chemicals 3 1,772,730 & - $ 1,772,730 3 1,772,730
8 Waste Disposal 3 340,226 § (12,376 $ 327,850 3 327,850
9 Management Fees 3 9,028,121 3 (1,013387) % 8,014,734 3 8,014,734
10 Group Insurance $ 2,313,543  § (185341) % 2,128,202 $ 2,128,202
11 Pensions 3 1,267,732 3 (315,882) $ 951,850 5 951,850
12 Regulatory Expense 3 366,462 3 (214,416) $ 152,046 $ 152,046
13 Insurance Other than Group $ 742,262. § 3,757 § 738,505 $ 738,505
14 Customer Accounting 3 1,712,517 % (27,589) $ 1,684,928 3 98,678 § 1,783,606
15 Rents $ 27,654 3 - 3 27,654 5 27,654
16 General Office Expense 3 639,778 3 - $ 639,778 $ 639,778
17 Miscellaneous $ ' 3,440,139 $ (25,070) $ 3,415,069 3 21,547 3 3,436,616
18 Maintenance Other 3 1,272,341 3 .- $ 1,272,341 $ 1,272,341
19 Total O&M Expenses $ 35,459,367 $ (2,560,639) $§ 32,898,728 3 120,225  $ 33,018,953
20 Depreciation $ 11,086,076 $ (654,031) § 10,432,045 $ 10,432,045
21 Amortization $ 233,721 § - 3 233,721 $ 233,721
22 General Taxes: 3 - $ -
23 Property and Capital Stock $ 4,429,174  § - $ 4,429,174 .8 4,429,174
24 Gross Receipts and Sales 3 109,826 § - 3 109,826 $ 109,826
25 Payroll $ 621,307 § (104,053) % 517,254 3 517,254
26 Miscellaneous $ - $ - $ - 3 -
27 Operating Expenses Before Taxes 3 51,939,471 $ (3,318,723) § 48,620,748 3 120,225 $ 48,740,973
28 Operating Income Before Income Taxes 3 16,584,155 $ 2,672,543 $ 19,256,698 3§ 13,196,651 $ 32,453,349
29 State and Federal Income Taxes ’
30 State Income Tax
31 Current 3 (164,573) § 204,037 $ 39,464 $ 791,799 $ 831,263
32 Deferred 3 318,502 3 - $ 318,502 $ 318,502
33 Federal Income Tax 3 - $ -
34 Current 3 (902,408) * $ (242,819) § (1,145227) 3 4,341,698 3 3,196,471
35 Deferred ) $ 1,944,164 $ - 3 1,944,164 3 1,944,164
36 Deferred Investment Tax Credit 3 (84,797) § - $ (84,797) 3 (84,797) ~
37  Total State and Federal Income Taxes 3 1,110,888 3 (38,78 § 1,072,106 § 5,133,497 $ 6,205,603
38
39 Total Operating Expenses $ 53,050,359 $ (3,357,505) § 49,692854 § 5253,722 $ 54,946,576
40 Net Operating Income $ 15,473,267 $ 2,711,325 § 18,184,592 § 8,063,154 $ 26,247,746
41 Rate Base $ 362,672,028  § (12,702,075) § 349,969,953 $ 349,969,953
42 Earned Rate of Return 4.27% 5.20% 7.500%

Notes and Source

Col.A:
Col.B:
Col.C:
Col.D:
Col.E:

KAWC Exhibit 37, Schedule C-2

Schedule C.1
Col.A + Col.B
Schedule A-1
Col. C+Col.D
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TESTIMONY OF
PATRICK L. BARYENBRUCH

FILED ON BEHALF OF
KENTUCKY-AMERICAN WATER COMPANY

Please state your name and business address.

Patrick L. Baryenbruch, 302 East Park Drive, Raleigh, North
Carolina 27605.

Please describe your educational and professional background.

| received a Bachelors degree in accounting from the University of
Wisconsin-Oshkosh in 1974 and a Masters in Business
Administration degree from the University of Michigan in 1979.

| am a certified public accountant and am a member of the
American Institute of Certified Public Accountants and the North
Carolina Association of Certified Public Accountants.

I began my career as a staff accountant with Arthur Andersen &
Company where | performed financial audits of utilities, banks and
finance companies. After three years | left to pursue an M.B.A.
degree. Upon graduation from business school, | worked with the
consulting firms of Theodore Barry & Associates and Scott,
Madden & Associates.

During my consulting career, | have performed consulting
assignments for approximately 50 utilities and 10 public service
commissions. | have participated as project manager, lead or staff
consultant for 24 commission-ordered management and prudence
audits of public utilities. Of these, | have been responsible for
evaluating the area of affiliate charges and allocation of corporate
expenses in the Commission-ordered audits of Connecticut Light
and Power, Connecticut Natural Gas, General Watér Corporation
(Pennsylvania Operations), Philadelphia Suburban Water

Company, Pacific Gas & Electric Company and Southern California
Edison.

My firm has performed the commission-ordered audit of Southern
California Edison’s 2002 and 2003 transactions with its non-
regulated affiliate companies.

What are your duties and responsibilities in your current position?

I am the President of my own consulting practice, Baryenbruch &
Company, which was established in 1985. In that capacity, |
provide consulting services to utilities and their regulators.
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Please describe the reason for your testimony in this case.

| am presenting the results of my study which evaluated the
services provided by American Water Service Company (Service
Company) to Kentucky-American Water Company (Kentucky-
American). This study was undertaken in conjunction with
Kentucky-American’s rate case and is true to the best of my
knowledge and belief. The study is attached as Exhibit PLB-1.

What were the objectives of your study?

This study was undertaken to answer three questions. First, what
would be the economic impact on Kentucky-American if it were to
outsource the managerial, professional and technical services that
it now receives from American Water Service Company, Inc.
(Service Company)? Second, are the costs of American Water's
National Call Center reasonable? Third, are the services Kentucky-
American receives from the Service Company necessary?

What conclusions were you able to draw concerning question
number 1, the economic impact of outsourcing all the services
provided by the Service Company?

| was able to draw the following conclusions:

(1)  On average, the hourly rates for outside service providers
are more than 74% higher than the Service Company'’s
hourly rates.

(2) The managerial, professional and technical services
provided by the Service Company are vital and could not be
procured externally by Kentucky-American without careful
supervision on the part of Kentucky-American. If these
services were contracted entirely to outside providers,
Kentucky-American would have to add at least one more
position to manage activities of the outside firms. This
position would be essential to ensure a high level of quality
service is being provided.

(3)  If all the managerial, professional and technical services now
provided by the Service Company had been out-sourced
during the 12-months ended December 31, 2003, Kentucky-
American and its ratepayers would have incurred an
additional $2,333,931 in expenses. This amount includes
the added cost of outside providers and the cost of one
Kentucky-American position needed to direct this outsourced
work. This is over 71% more than the Service Company’s
total billings to Kentucky-American during the year ended
December 31, 2003.

2
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(4) It would be difficult for Kentucky-American to find local
service providers with the same specialized water industry
expertise as that possessed by the Service Company staff.
Service Company personnel spend substantially all their time
serving operating water companies. This specialization
brings with it a unique knowledge of water utility operations
and regulation that is most likely unavailable from local
service providers.

(6)  Service Company fees do not include any profit markup.
Only its actual cost of service is being recovered from
Kentucky-American ratepayers.

What is your conclusion regarding the reasonableness of the costs
of American Water's National Call Center that provides service to
Kentucky-American?

| was able to determine that the cost of the Service Company’s
customer accounts services, including those provided by the
National Call Center, are less than the average of electric utilities in
Kentucky and surrounding states. During the 12-months ended
December 31, 2003, the annualized customer accounts cost for
Kentucky-American customers was $24.38 compared to the 2002
average of $25.64 for neighboring electric utilities.

What conclusions were you able to draw concerning the necessity
of the services Kentucky-American receives from the Service
Company?

| was able to draw the following conclusions:

(1)  Kentucky-American could not function without the services
that are provided to it by the Service Company. These
services are the same type of activities that must be carried
out by a stand-alone utility company to ultimately provide
customers with service.

(2)  There is no redundancy in the services provided by the
Service Company and the activities that are performed by
Kentucky-American itself.

Does this complete your testimony?
Yes.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2010-00036
ATTORNEY GENERAL’S FIRST REQUEST FOR INFORMATION
Witness: Patrick Baryenbruch
85.  Provide a complete copy of the contract and all invoices related to the work performed by

Mr. Baryenbruch and his firm.
Response:
Attached is the contract and invoice for the work performed by Patrick Baryenbruch.

For the electronic version, refer to KAW_R_AGDRI1#85 042610.pdf.
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Baryenbruch & Company, LLC

Management Consultants

. September 4, 2009

Michael A. MI”BI‘

Director of Rates and Regulatlon
American Water Works Service Gompany
P.O. Box 1906

Charleston, WV. 25327

Dear Mike:

This is my proposal to perform a market comparison study for the cost of services provided by

American Water Service Company, Inc. (AWSC) to Kentucky Water Company (KAWC) for 12
months ended September 30, 2009. My study will be used in connection with a Kentucky rate
case for the 6 months ended November 30, 2009.

Study Scope and Methodology

| will follow the same approach | have successfully used in previous cost comparison studies for
American Water and other utility clients. This study will answer the following questions:

1. Were the Service Company’s charges to KAWG during the 12 months ended Séptember
30, 2009 reasonable?

2. Was KAWC charged the lower of cost or market for managerial and professional services
provided by the Service Company during 12 months ended September 30, 20097

3. Were KAWC's 12 months ended September 30, 2009 charges from the Service

Company for customer accounts services, including those provided by the Nat:ona! Call .

Centers, comparab!e to those of other utilities?
4. Are the services KAWG receives from Service Company necessary?

Reasonableness of AWSC's Charges

The reasonableness test will be based on KAWC's cost per customer for AWSC’s 12 months
ended Septernber 30, 2009 charges compared to the cost per regulated customer for service
companies that must file a Form 60 with Federal Energy Regulatory Commission (FERC). This
report is designed to collect financial information from service companies that are subject to
FERC's regulation. Approximately 30 service companies associated with 24 electric ufilities filed
a Form 60,

2832 Claremont Road  Raleigh, North Carolina 27608
patrickbaryenbruch.com  Phone 919 832 3444 - Fax 919 832 3488

Page 2 of 15
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Mr. Michael A. Miller
September 4, 2009
Page 2 of 8

The end product of this analysis will be a cost per regulated customer comparison that supports

the determination of reasonableness of AWSC's 12 months ended September 30, 2009 charges .

to KAWC. The graph below shows an example of this analysis from another study. This
evaluation will be conducted using 2008 FERC data, the latest available service company
information. - '
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Lower of Cost or Market Evalugtion

| will answer the second question by comparing AWSC's charges during the 12 months ended
September 30, 2009 to the cost of procuring the same services from outside providers—attorneys,
management consultants, accountants and engineers. This will be accomplished by converting
AWSC's categorized charges into a cost per hour based on the test year dollars and hours
charged to KAWC. AWSC’s hourly rates are then compared to outside provider hourly billing

rates.

Certain adjustments must be made to AWSC's actual charges to put its hourly rates on the same
basis as outside provider hourly billing rates. For example, the tab{e below shows the calculation
of AWSC's 2007 hourly rates from my Virginia American study.

! i S o o !
Total management, professional $ 79,237 $ 928, 973 $ 1,020, 240 3 446 AT6 % 2474, 926
& technical services charges
Less: ~ . o :
Contracl services 3. 1,027 § 22,660 § 47,621 % 16,842 § 88,150
Travel expenses ] 6,721 § 89,271 $ 110,141 8 48,968 § 254,101
‘Computer hardware/software S 0§ 12,9156 § 26,608 $ 1880 § 41,493
Net Service Charges (A) : 3 72,488 § 804,127 § 835,780 § 378,785 § 2,091,181
Total Hours (B) - 372 5,573 12,770 5,684 24,399
Average Hourly Rate (A/B) [§ 195 § 144 % 65 § 67 |

Outside provider hourly rates will be obtained from the sources described below.

L4

Baryenbruch & Company, LLC gf

Certified Public Accountants — The American Institute of Certified Public Accountants
conducts a bi-annual survey of its members. | will obtain the Kentucky version of the
2008 survey which includes hourly billing rates for Kentucky CPA firms as of December
31, 2007. | will calculate an overall average hourly rate for Kentucky CPAs and escalate
it for inflation to March 31, 2009, the mid-year point of 12 months ended September 30,

-2009.

Management Consultants — | will use the "Survey of Key Management !nformaﬁon
Operating Ratios for Management Consulting Firms" published by the Association of

Page4 of 15

Management Consulting Firms, the industry's trade organrzatlon I will utilize the 2009 .

survey, which contains 2008 hourly rate information. The survey includes average hourly
billing rates for firms throughout the US. 1 feel it is appropriate to use national rather than
a state data because management consultants do not limit their practice to any one
region and typically fravel fo client locations. Using this survey data, | will calculate an
overall average hourly rate for management consultants and escalate it for inflation to the
March 31, 2009.

Attorneys — It does not appear as though the Kentucky bar association surveys its
members as to their hourly billing rates. Thus, | will have to estimate average Kentucky
attorney billing rates using a surveys from Michigan Lawyers Weekly and Massachusetts
Lawyers Weekly. The selected surveys’ data will be adjusted for cost of living differences
between the Michigan/Massachusetts law firms’ cities and Lexington, Kentucky. The
Lawyer's Weekly survey data will be as of December 31, 2007 and 1 will escalate the data
for inflation to March 31, 2009.
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Mr. Michael A. Miller
September 4, 2009
Page 4 of 8

+ Professional Engineers — The association for professional civil engineers, the American
Saciety of Civil Engineers, does not survey its members’ billing rates. Neither does the
National Society of Professional Engineers, the association for the entire engineering
profession. Considering this lack of survey information, 1 have found the best way to
obtain hourly billing rate information from engineering firms used in the past by KAWC or
AWSC (for Kentucky work). .

After compiling AWSC data and outsider provider data, | can then compare rates. S\hown below
is the comparison from my 2007 Virginia American study.

Difference—
- Service Co.
Service Outside Greater(Less)
Service Provider Company Provider Than Outside
Attorney ) $ 195 $ 276 3 (82)
Management Consultant $ 144 $ 216 $ (72)
Certified Public Accountant | § 65 $ 108 3 43)
Professional Enginger $ 87 $ 92 $ (268) -

Finally, 1 will calculate the net cost/savings to KAWC associated with using AWSC rather than
outside providers. Using the hourly rate differences and the number of hours billed by the AWSC
during the test year, the total dollar impact will be calculated. The fable below shows this
calculation from my 2007 Virginia American study.

Hourly Rate

Difference— Service

Service Co. Company

S Creater(Less) |  Hours . Dollar
Service Provider Than Qutside Charged Difference
Attorney ' $ (82) 372 |'% (30,356)
Management Consultant $ (72) 5573 .| %  (400,089)
Certified Public Accountant | $ {43) 12,770 |$  (551,278)
Professional Engineer $ {26) 5684 |$  (145,346)
Service Company Less Than Outside Providers $  (1,127,069)

Reasonableness of American‘ Water's National Call Center Costs

The third issue—veasonableness of the National Call Center's costs—uwill be addressed by
comparing KAWC's customer accounts expenses to those of Kentucky and neighboring electric
utilities. It is difficult to compare the cost of American Water's National Call Center with outside
providers of the same call center-related services. Call center survey data is proprietary and
"expensive to obtain. ’

Thus, | will utilize the next best.cost comparison approach. KAWC’s National Call Center charges
for 12 months ended September 30, 2009 will be compared to customer accounts expenses of
Kentucky and neighboring electric utilities because their data is publicly available from the 2008
FERC Form 1. The table below shows the end result of this comparison from my 2006 KAWC
study. In this case, the National Call Center's cost per customer was very close to the group
average.

Baryenbruch & Company, LLC =8

Page 5 of 15
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Louisville Gas & Electric $ 12.43
fllinois Power $ 14.01
Virginia Electric Power $ 18.77
Ohio Edison $ 16.68
Cleweland Electric Hluminating § 17.15
Dayton Power & Light $ 19.72
Toledo Edison P 21.45
Indianapolis Power & Light $ 21.91
Kentucky Ulilities $ 24.87
Union Heal, Light & Power 5 25.64
Public Senice of Indiana $ 26.02
Comparison Group Average § 26.07
Kansas City Power & Light $ 26.64
Kentucky American Water  § 26.98
Wheeling Power $ 29.20
Cincinnati Gas & Electric $ 30.50
MidAmerican Energy 5 31.14
Indiana Michigan Power $ 31.50
Kingsport Power 3 32.18
Ohio Power $ 32.30
Appalachian Power $ 32.40
Commonwealth Edison $ 33.43
Kentucky Power $ 34.25
Columbus & Souther Power $ 35.49
Northem Indiana Public Serice $ 35.82
Need for AWSC's Services

KAW_R_AGDR1#85_042610
' Page 6 of 15

The fourth issue—the need for AWSC services—will be addressed by identifying and evaluating
specifically what the AWSC does for KAWC. Based on discussions with AWSC personnel, a
matrix will be created showing which AWSC entities/ocations are responsible for each of the
functions KAWC requires to- ultimately provide service to its customers. The matrix will be
reviewed to determine: (1) if there was redundancy or overlap in the services being provided by
the AWSC and (2) if AWSC services are typical of those needed by a stand-alone water utility.
Shown below is page 1 of Exhibit 10 in my 2007 Virginia American report is an example of the
matrix that will be developed for the KAWC study.

Baryenbruch & Company, LLC  agd
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End Product

This study will culminate in a written report that documents my conclusions on the four questions
concerning AWSC services to KAWC (reasonableness of AWSC'’s charges, lower of cost-or-
market pricing, reasonableness of National Call Center charges and necessity of AWSC
services). The report will include all supporting information necessary to substantiate my
conclusions. | will also develop testimony that summarizes my report and the conclusions | was
able to reach. A draft will be finished by December 15, 2009 and a final version will be completed
by December 31, 2009. ‘ .

Patrick Baryenbruch’s Previous Experience

| have performed this same market cost domparison study for the clients listed below. Most of
these engagements were carried out in conjunction with a rate case proceeding where | was the
expert witness supporting a regulated operating utility's charges from an affiliated’ service
company.

«  American Water of Virginia — 1994, 1996, 1993, 2000, 2001, 2003, 2008, 2007
« American Water of Connecticut — 1999 .

« lllinois American Water Company — 2007 '

« American Water of Kentucky — 2003, 2006, 2008

« Long Island American Water — 2006

» American Water of Massachusetts — 2000

o American Water of Missouri — 2002

. American Water of New Jersey — 2005, 2007

»  American Water of New Mexico — 2008

« American Water of Ohio — 2006

Baryenbruch & Company, LLC PR

Page 7 of 15




KAW_R_AGDR1#85_042610

Mr. Michael A. Miller
September 4, 2009
Page 7 of 8

American Water of Pennsylvania — 2008

American Water of Tennessee — 1996, 2002, 2006

American Water of West Virginia ~ 2002, 2006, 2007

Atmos Energy Corporation (Virginia) — 2004

Bay State Gas Company (Massachuseits) - 2004

Columbia Gas of Virginia — 2003, 2004, 2005, 2006

Duke Energy — 2006

General Water Works/Rio Rancho Ulilities (New Mexico) — 1993
Roanoke Gas Company — 2006

Virginia Natural Gas Company (AGL Resources, lnc ) — 2003, 2005
United Water of Pennsylvania — 2004 N
Utilities, Inc. (Virginia) - 2006~

® ® v o s 5 & o 85 ¢ ¥ »

Page 8 of 15

Besides these. market cost comparison studies, my firm has performed the annual affiliate
transaction audits of Southem California Edison (SCE) for. the years 2002 through 2005. The
objective of these evaluations is to express an opinion an the extent to which SCE was in
compliance with the California Pubilic Utilities Commission’s extensive affiliate transaction rules.
In addition to these studies and third party audits, | provide utility clients with on-going affiliate
transaction-related advice and counsel in connection with their dealings with their regulators,

Exhibit 1 presents @ more complete description of my utility—afﬁ]iaté transactions experience.

Cost Estimate

Based on the scope of work outlined above, | estimate this study will cost $27,745 to complete. A

breakdown of the hours and dollars is detailed in the table below.

Hours/Fees
1. Determine the reasonableness of AWSC charges 25
2. Perform AWSC/outside provnder cost comparison (LCM analysis) 40
3. Perform customer account services cost comparison 20
4. Assess KAWC's need for AWSC’s sennces ) 2

5. Prepare Report

Expenses

- 30
Total Hours 117
Hourly Rale $ 235

Total Fees $ 27,495
$ 250
Total Fees and Expenses $ 27,745

I am willing to undertake this study on a fixed price basis, with a not-to-exceed total for fees and
expenses of $27,700. If the study does not take as much time as estimated to complete, you wil
only be billed for the actual costs incurred.

This budget does not include the cost of answering any potential rate case interrogatories or
cross-examination. Should that be necessary, | will perform that work at an hourly rate of $235.
If travel is required, that will be charged at actual cost.

Baryenbruch & Company, LLC =88
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Mr. Michael A. Miller
September 4, 2009
Page 8 of B

| submit invoices monthly and include a timesheet and copies of expenses to back up all charges.
With each invoice | will provide a budget status so you can monitor the completion of work
against amounts billed. :

I want to thank you for asking me to help on this important assignment. You can be assured 1 will
give it my utmost attention.

Sincerely,

Patrick L. Baryenbruch
attachment

Baryenbruch & Company, LLC =g
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Resume of Pafrick L. Baryenbruch

Summary

Mr. Baryenbruch began his consulting career in the late 1970s. He established his own practice in 1985
and has focused on providing services to utilities and their regulators Mr. Baryenbruch has performed
consulting assignments for over 50 utilities and 10 public service commlssu)ns

Over the course of his career, Mr. Baryenbruch has served as an expert witness for many utility rate
cases. In most instances, he was a witness for a utility client’s position on some aspect of affiliate
transactions. '

He has participated as project manager, lead or staff consultant for over 20 commission-ordered
management and prudence audits of public utilities. Of these, he has been responsible for evaluating the
area of affiliate transactions and allocation of corporate expenses in the Commission-ordered audits of
Connectjcut Light and Power, Connecticut Natural Gas, General Waterworks Corporation (Pennsylvania
Operations), Philadelphia Suburban Water Company. For the California Public Utilities Commission, Mr.
Baryenbruch worked on the consultant team that performed the affiliate transactions audit of Pacific Gas
& Electric (1990) and Southern California Edison (1991). Baryenbruch & Company conducted the annual
audits of Southern California Edison’s transactions with its unregulated affiliates for 2002 through 2005.

Professional Credentials and Education

Mr. Baryenbruch is a certified public accountant and is a member of the American Institute of Certified
Public Accountants and the North Carolina Association of Certified Public Accountants. He holds a BBA
in accounting from the University of Wisconsin-Oshkosh, where he graduated with high honors, and an
MBA from the University of Michigan. .

Employment

1985 to Present  Baryenbruch & Company, President

- 1983 to 1985 Scott, Madden & Associates, Managing. Assoczate
1979 to 1983 Theodore Barry & Associates, Managing Associate
1974 to 1977 Arthur Andersen & Company, Staff Auditor

Partial List of Clients

Baryenbruch & Company, LLC u&f

AGL Resources, Inc.

Allegheny Energy, Inc

American Water Company

Atlantic Electric Gompany
:Atmos Energy Corporation

BB&T Financial Corporation

Big Rivers Elactric Corporation

British Columblia Hydro and Power Authority
Carolina Power & Light Company
Choptank Electric Cooperative
Chugach Electiic Cooperative
Cincinnati Milacron Company

City of Los Angeles Department of Water and Power
City Utilities of Springfield, Missouri
Commonwealth Edison Company
Connecticut Light & Power Company
Connecticut Natural Gas Company
Consumers Power Company

Delta Natural Gas Company

Duke Energy Corporation

Dominion Resources, Inc,
ENASA/Pegaso Truck Company
Entergy Corporation -

General Telephone Company

General Water Works Gorporation
Houston Lighting and Power Company

Mississippi Power & Light Gompany
Municipal Electric Authority of Georgia
Niagara Mohawk Power Comoration
NiSource Inc./Columbia Gas

Orange & Rockland Utilities Company
Pacific Gas & Electric Company
Pennsylvania Power Company
Peoples Gas Light Company
Philadelphia Electric Company
Philadelphia Gas Works

Philadelphia Suburban Water Company
Progress Energy, Inc,

Public Service Electric & Gas Company
Rio Rancho Water Company
Roanoke Gas Company

Rochester Gas & Electric Corporation
Rockland Electric Company

Southern California Edison Company
System Energy Resources, Inc.
Tennessee Valley Authority

Texas Ulilities Electric Company
Toledo Edison Company

Trans Alaska Pipeline System

Tuceson Electric Power Company
United Telephone Company

United Water, inc.

towa Power & Light Company Utilities, Inc.
Kentucky Utilities Company Wisconsin Gas Company
Madison Gas & Electric Company Xomox Corporation
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Representative Consuiting Engagements

»  Southern California Edison (SCE) — Baryenbruch & Company conducted the audit of this utility’s
2002, 2003, 2004 and 2005 transactions with its unregulated affiliates. The objective of this
evaluation was to express an opinion on the extent to which SCE was in compliance with the
California Public Utilities Commisslon’s affifiate transaction rules. Baryenbruch & Company is also
conducting the 2005 transaction audit.

s American Water — Mr. Baryenbruch has acted as an expert witness on the issue of service
company charges in 23 rate cases. American Water has more than 3 million customers
throughout the US. Its service company provides governance, executive management, legal,
acocounting, financial, human resources, engineering, operations support, water quality,
information technology, and other critical services to operating companies in 18 states. Charges
from the service company, which is located in New Jersey, dre ‘a contentious issue with some
states. As their expert witness, Mr. Baryenbruch performs a study that determines if service
company charges are at the lower of cost or market and whether these services are necessary.
Mr. Baryenbruch has a perfect record as an.expert witness for American Water. In every case in
which he was the expert witness supporting service company charges the operating company
recelved full recovery of those charges.

Mr. Baryenbruch has also helped prepare American Water staff for a management audit ordered
by the state public utility commission in one state in which it does business.

e Progress Energy — In 2001, Mr. Baryenbruch evaluated Progress Energy’s Service Company
arrangement to ensure it complied with the North Carolina Public Utiliies Commission’s code of
conduct for affiliate transactions. Through extensive interviews and data gathering, he was able to
conclude that the service company arrangement: (1) Is equitable in allocating expenses to the
Progress Energy affiliates, (2) does not resuit in ratepayers subsidizing non-regulated businesses,
and (3) Is substan’aally in compliance with various regulatory commitments. HIS report was later
filed in rate cases in Florida and North Carolina.

»  Duke Energy — Mr. Baryenbruch is currently involved with Duke’s enterprise-wide re-engineering
of its accounting function and its merger with Cinergy Corporation. He has helped manage the
upgrade of Duke’s general ledger and finance information hub, projects that involved teams of
over 100 Duke and consultant personnel. During 2004, Mr. Baryenbruch helped Duke manage
the implementation of Sarbanes-Oxley 404. This project involved hundreds of Duke and
contractor personnel, whose work had to be coordinated in order to finish on time. Mr.
Baryenbruch is currently assisting Duke with its merger with Cinergy.

Mr. Baryenbruch has also provided consulting assistance to Duke Energy's IT group, which has a
staff of over 2,000 serving Duke's various regulated and non-regulated business units throughout
the world. Among other things, he implemented a cost recovery process, which entailed
developing a set of products, establishing cost pools, estimating unit usage and creating unit rates.
[T’s charges to internal customers are based on their unit usage of various products. This cost
recovery amangement was subjected to an audit by an outside CPA firm hired by the North
Carolina Public Utility Commissions. That firm found it to be in compliance with the state’s code of
conduct rules.

Also for Duke's IT group, Mr. Baryenbruch developed a performance measurement process that
includes benchmarking and metrics relevant to internal customers. The focal point of this
information is the enterprise IT scorecard which shows the performance of the central IT group
and several business unit IT groups. The scorecard is presented to the senior management IT
governance committee twice annually.

Baryenbruch & Company, LLC agd
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o Entergy’s Nuclear Operations Business Unit — Mr. Baryenbruch designed a performance-based
incentive rate proposal for the River Bend Nuclear Plant, which. was acquired by Entergy when
they purchased Gulf States Ulilities during the mid-1990s. The proposed rate would have
provided Entergy with additional revenues in return for capacity factor improvements and
operating cost reductions.

For Entergy Nuclear, Mr. Baryenbruch implemented an activity-based budgeting system for the
Grand Gulf Nuclear Plant. He devised the budgst concepts, developed the new budget system,
conducted fraining for plant management and staff, and oversaw the preparation of the first
activity-based budget.

Also for Entergy Nuclear Mr. Baryenbruch developed an improved economic evaluation process
for nuclear plant modification projects. The .end-product of.this assignment was a process for
classifying projects, conducting a net present value analysis and force-ranking projects to facilitate
management selection. .

e Commission-Order Audits — Mr. Baryenbruch has participated in the following commission-ordered
audits of utilities:

Atlantic Electric Company (management audif)

Choptank Electric Cooperative (management audit)

Chugach Electric Cooperative (management audit)

City Utilities of Springfield, Missouri (management audit)

City of Los Angeles Department of Water and Power (management audit)
Commonwealth Edison Company (management audit) ,
Connecticut Light & Power Company (management audit)
General Telephone Company {management audit)

General Water Works Corporation (management audit)
Kentucky Utilifies Company (management audit)

Niagara Mohawk Power Corporation (management audit)
Pacific Gas & Electric Company (affiliate transactions audit)
Pennsylvania Power Company (management audit)

Peoples Gas Light Company (management audit)
Philadelphia Electric Company (nuclear plant prudence audit)
Philadelphia Gas Works (management audit)

Philadelphia Suburban Water Company (management audit)
Public Service Electric & Gas Company (management audit)
Rochester Gas & Electric Corporation {management audit)
Rockland Electric Company (management audit)

Southern California Edison Company (affiliate transactions audit)
United Telephone Company (management audit).

YVYVYVYVVVYVYVYVYVVYVVYVYVVYYVYVVYYVYY

= Carolina Power & Light (operating company of Progress Energy) — Mr. Baryenbruch help
implement a new budget system and related processes at the Company's three nuclear plants and
in the corporate Nuclear staff organization. He later designed and implemented monthly budget
variance reports for the Nuclear Generation Group's management team. He also designed and
implemented a weekly outage reporting system for each nuclear plant to track the budget and
schedule status of outage projects.

For Carolina Power & Light's IT group, Mr. Baryenbruch assisted in development of a process
management approach and designed a customer service/marketing program that featured
customer research, market segmentation, product and service performance monitoring and
customer satisfaction measurement.

Baryenbruch & Company, LLC a5
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»  Texas Ulilities — Mr. Baryenbnich served as a lead consultant in Metzler & Associate's prudence
preparation engagement for the Comanche Peak Steam Electric Station. in this role, he
supported the company's planning, training, and preparation of responses to retrospective audit
inquiries. . ' :

e Tennessee Valley Authority — Mr. Baryenbruch was engaged by TVA to perform several consulting
assignments. He evaluated the budgelfing and variance reporting program for the Nuclear
Generation Group. He assessed the inventory management program for the Generation and
Customer Groups. He also determined the feasibility of bar code technology for managing the
inventory of a large distribution facility. This projected developed a new receiving, storing, staging
and issuance process to accompany the new bar code environment. Vendors were evaluated and
the top five finalists sent requests for bid.

Baryenbruch & Company, LLG =48
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Kentucky American Water Company
Attn: Mr. Michael Miller

P.0. Box 5610

Cherry Hill, New Jersey 08034

2009 Service Company Market Cost Comparison Study

September 2009 - December 2009

Hours Rate Amount
Fees
Sep-09 14.0
Oct-09 215
Nov-09 - -59.5
Dec-09 16.0
Total Hours/Fees  111.0 $235 -  $26,085
EXpenses . - . —
Total Invoice
N——

Note: Not-to-exceed budget is: $27,700
Terms: net 30 :

AR SR el A . . Do SN I e e -

' 2832 Claremont Road  Raleigh, North Carolina’ 27608
patrickbaryenbruch.com  Phone 919 832 3444 Fax 919 832 3488
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Kentucky American Waler Company
2009 Market Cost Study
TOTAL

18 18 20 26 : HOURS

September 2009 2.0 25 4.0 55 R . 14.0
18 7 24 25 30 3

October 2009 4.0 20 4.0 8.0 20 1.5 21.5
5 8 7 ] 13 14 15 20 21 22 23 24 25

November 2009 2.0 4.5 50 20 4.0 2.0 4.0 8.0 10.0 6.0 4.0 4.0 40 . 59.5

DATE |18 78 17 78 )
December 2008 ygygb_’fﬂl 3.0 4.0 -3.0 6.0 § g . . 16.0
Edy : i
January 2010 fStrond
. o]
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2009

OR

1 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition penod from to

Commission file: number 001—34028

AMERICAN WATER WORKS COMPANY, INC.

(Exact name of registran as specified in its charter)

Delaware. . 51-0063696
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
1025 Laurel Oak Road, Voorhees, NJ ' 08043
(Address of principal executive offices) : (Zip Code)
(856) 346—-8200 ‘
(Registrant’s teleph ding area code)

Securities registered pursuant to Section 12(b) of the Act:

Name of each exchange on
Tit ] i

Common stock, par value $0.01 per share ) ' New York Stock Exchange, Inc.
Securities registercd pursuant to Section 12(g) of the Act: None.
Indicate by check mark if the registrant is a well-known scasoned issuer, as defined in Rule 405 of the Sccurities Act. Yes® NoJ
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes[I No EJ )

"Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act of 1934 during the %ccedmg 12 months (or
for such shorter period that the registrant was required to file such reports), and (2) has been subject to such f' iling requirements for the past 90 days. Yes B

Indicate by check mark if disclosure of delinguent filers pursuant to Item 405 of Regulation S—-K is not conlamed herein, and will not be contained, to the best of registrant’s knowledge, in
definitive proxy or information statements incorporated by reference in Part III of this Form 10~K or any amendment to 'this Form 10-K. [

" Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non—accelerated filer or a smaller reporting company. Sec the definitions of “large
accelerated filer,” “accelerated filer” and “small reporting company” in Rule 12(b)~2 of the Exchange Act.;

Large accelerated filer &1 Accelerated filer 0 Nonaccelerated filer [ Small reporting company CI
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b~2 of the Act). Yes[J NoH -

State the aggregate market value of the voting and non—voting common equity held by non—afﬁhatcs computed by reference to the prlce at which the common equity was last sold, or
the average bid and asked price of such common equity, as of the last business day of the registrant’s most rccently completed second fiscal quarter.

Common Stock, $0.01 par value—3$3,335,885,725 as of June 30, 2009.

Indicate the number of shares outstanding of each of the registrant's classes of common stock as of the latest practicable date.
Common Stock, $0.01 par value per share—174,670,026 shares, as of February 25, 2010. '

DOCUMENTS INCORPORATED BY REFERENCE

(1) Portions of the Compaﬁy’s Proxy Statement for the Company’s 2010 Annual Meeting of Stockholders are incorporated by reference into Part LIl of this report.
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investment in our commor: stock through public offerings of an additional 15.4 million shares and 40.3 million shares, respectively. On November 24, 2009,
RWE completed the sale in a public offering of the remaining 41.1 million shares of our common stock, including 3.7 million shares sold upon
underwriters’ exercise of their over—allotment option. As a result of the full exercise of the underwriter’s option, RWE fully divested of our common stock.

Regulated Businesses Overview

Our primary business involves the ownership of water and wastewater utilities that provide water and wastewater services to residential, commercial
and industrial customers. Our subsidiaries that provide these services are generally subject to economic regulation by certain state commissions or other
entities engaged in economic regulation, hereafter referred to as “PUCs” in the states in which they operate. The federal government and the states also
regulate environmental, health and safety, and water quality matters. We report the results of this business in our Regulated Businesses segment. For 2009,
operating revenue for our.Regulated Businesses was $2,207.3 million prior fo inter-segment eliminations, accounting for 90.4% of total operating revenue
forthe same period. Regulated Business operating revenues were $2,082.7 million for 2008 and $1,987.6 million for 2007 accounting for 89.1% and 89.8%
respectively, of total operating revenues for the same periods. . :

The following charts set forth operating revenue for 2009 and customers as of December 31, 2009, for the states in which our Regulated Businesses
provide services: :

Regulated Businesses Operating Revenue

{dollars in millions) ) Regulated Businesses Customers
}‘;‘2’2‘;’5 O™ Misyou O’

457496 i G138y

Posmsybwnia Weat Virgings
' 1744085
ST Petusydwunis
1429 53337 Califoutia
VLA
¥inols
§j07.4 Whnoks
R 478
s - frtingn
Ny Jizesey 51574 Now-Jorsoy st
§560.5. ) 4,273 2R3488
_futal - 823673 Tutud = £ 310,020
# Jeidtnlis :l}» ettt resulds of var epesatiap ilislisio iy dhe + §eskadog S Broon catc upermibng subsidindies oty following staee
Fitdie soh: Asteons, Cloatptn, Tawuii, lowa, Kewlocky, Maodaah Avgutes, Changlin, Hawst, owa, Rewtoeky, Maryland, Midhigag,
Miohigm, New Minfee, New York, Uhia, Vennoesor Togs amb Nerw: Megions, s Yok, O, Thoaeswen, Taxas ool Winginix

Vikgistin

Non—Regulated Businesses Overview )
We also provide services that are not subject to economic regulation by state PUCs through our Non—Regulated Businesses. Our Non—Regulated
Businesses include our: ‘

. Contract Operations Group, which enters into public/private partnerships, including Operations and Maintenance, which we refer to as O&M
contracts, and Design, Build and Operate, which we refer to as DBO contracts for the provision of services to water and wastewater facilities
for municipalities, the .
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Economic Regulation

Our subsidiaries in the states in which we operate our Regulated Businesses are generally subject to extensive economic regulation by their respective
state PUCs. The term “economic regulation” is intended to indicate that these state PUCs regulate the economic aspects of service to the public from
systems that fall within their jurisdiction, but do not generally establish water quality standards, that are set by the EPA and/or state environmental
authorities and enforced through state environmental or health agencies. State PUCs have broad authority (detived from state laws and state constitutions
under which they operate) to regulate many of the economic aspects of the utilities that fall within their jurisdiction. For example, state PUCs issue
certificates of public convenience and necessity (or similar authorizations) that may be required for a company to provide public utility services in specific
areas of the state. They also must approve the rates and conditions under which service is.provided to customers and have extensive authority to establish
rules and regulations under which the utilities operate. Although specific authority might differ from state to state, in most states, these state PUCs must
approve rates, accounting treatments, long—term financing programs, significant capital expenditures and plant additions, transactions between the regulated
subsidiary and affiliated entities, reorganizations and mergers and acquisitions, in many instances prior to their completion. The jurisdiction exercised by
each state PUC is prescribed by state laws and regulations and therefore varies from state to state. Regulatory policies not only vary from state to state, they
may change over time. These policies will affect the timing as well as the extent of recovery of expenses and the realized return on invested capital.

Economic regulation of utilities deals with many competing, and occasionally conflicting, public interests and policy goals. The primary
responsibility of state PUCs is to achieve the overall public interest by balancing the interests of customers and the utility and its stockholders. Although the
specific approach to economic regulation does vary, certain general principles are consistent across the states in which our regulated subsidiaries operate.
Based on the United States Constitution and state constitutions that prohibit confiscation of property without due process of law and just compensation, as
well as state statutory provisions and court precedent, utilities are entitled to recover, through rates charged to customers, prudent and reasonable operating
costs as well as an opportunity to earn an appropriate return on and recovery of our prudent, used and useful capital investment necessary to provide service
to customers. The state PUCs will also generally accord a utility the right to serve specific areas and will also provide investor—owned utilities with limited
protection from competition because the requirement of an investor—owned utility to operate pursuant to a certificate of public convenience and necessity
(or similar authorizations) typically prevents other investor~owned utilities from competing with it in the authorized area. In return, the utility undertakes to
provide reliable service on a nondiscriminatory basis to all customers within the authorized area.

Our operating revenue is typically determined by reference to a volumetric charge based on consumption and a base fee component set by a tariff
approved by the relevant state PUC. Certain states have utilized a full or partial single rate policy, under which all customers in a state or certain regions’
within a state are charged utilizing a single rate structure, regardless of which of our individual systems serves them. The single tariff structure is based on
costs that are determined on a state-wide or intra—state regional basis, thereby moderating the impact of periodic fluctuations in local costs while lowering
administrative costs for us and our customers.

The process to obtain approval for a change in rates involves filing a petition or rate case with the state PUC on a periodic basis as determined by our
capital expenditures needs and our operating costs. Rate cases are normally initiated by the regulated utility whenever the utility determines it needs to
recover increased operating expenses or a retumn on new capital investment, or otherwise determines that its current authorized return is not sufficient, given

_ current market conditions, to provide a reasonable return on investment. Typically a rate case will not be filed, however, unless the current or expected’
future return is below the allowed rate of return currently authorized by the regulator. A state PUC may also initiate a rate proceeding or investigation if it
believes a utility may be earning in excess of its authorized rate of return. Rate cases often involve a lengthy and
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costly administrative process. The utility, the state PUC staff, consumer advacates, and any other interveners who may participate in the process, prepare
* and file evidence, consisting of supporting testimony and documentation. This is presented in public hearings in connection with the rate case. These
hearings, which are economic and service quality fact—finding in nature, are typically conducted in a trial-like setting before the state PUC oran .
administrative law judge. During the process, the utility is required to provide staff and interveners with all relevant information they may request
concerning the utility’s operations, expenses and investments. The swomn evidentiary record then forms the basis for a state PUC decision.

Some state PUCs are more restrictive than others with regard to the types of expenses and investments that may be recovered in rates as well as with
regard to the transparency of their rate~making processes and how they reach their final rate determinations. However, in evaluating a rate case, state PUCs
typically focus on five areas: :

. the amount and prudence of investment in facilities considered “used and useful” in providing public service;

. the operating and maintenance costs and taxes associated with providing the service (typically by making reference to a representative
12—-month period of time, known as a test year);

. the appropriate rate of return;
. the tariff or rate design that allocates revenue requirements equitably among the customer classes; and

e ‘the quality of service the utility provides, including issues raised by customers.

The decisions of state PUCs and the timing of those decisions can have a significant impact on the operations and earnings of our Regulated
Businesses. Rate cases and other rate-telated proceedings can take several months to over a year to complete. Therefore, there is frequently a delay, or
regulatory lag, between the time one of our regulated subsidiaries makes a capital investment or incurs an operating expense increase and when those costs
are reflected in rates. For instance, an unexpected increase in chemical costs or new capital investment that is not appropriately reflected in the most recently
completed rate case will generally not be recovered by the regulated subsidiary until the next rate case is filed and approved by the state PUC. Our rate case
management program is guided by the goals of obtaining efficient recovery of costs of capital and utility operating and maintenance costs, including costs
incurred for compliance with environmental regulations. The management team at each of our regulated subsidiaries anticipates the time required for the
regulatory process and files a rate case with the goal of obtaining rates that reflect as closely as possible the cost of providing service at the time the rates
become effective. Even if rates are sufficient, we face the risk that we will not achieve the rates of return on our invested capital and a return of our invested
capital that are periitted by the state PUC.

Our regulated subsidiaries also pursue methods to minimize the adverse impact of regulatory lag and have worked with state PUCs and legislatures to
implement a number of approaches to achieve this result. A number of states in which our Regulated Businesses operate have adopted efficient rate policies,
Jincluding some form of single tariff pricing, forward—looking test years, pass—through provisions or infrastructure surcharges, States that have adopted a full
or partially single tariff pricing policy include: Pennsylvania, New Jersey, West Virginia, Kentucky, Ohio, Indiana, Illinois and Iowa.

Forward—looking test years and infrastructure surcharges reduce the regulatory lag associated with the traditional method of recovering rates from
state PUCs. Forward—looking test year mechanisms allow us to earn, on a more timely basis, a retutn of our current or projected costs and a rate of return on
- our current or projected invested capital and other “known and measurable changes” in our business. Some states have permitted use of a fully forecasted
test year instead of historical data to set rates, Examples of these states include: Ilinois, Kentucky, New York, Tennessee and California. In all states in
which we operate on a regulated basis, PUCs have allowed utilities to update historical data for some changes that occur for some limited period of time
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subsequent to the historical test year. This allows utilities to take account of some more current costs or capital investments in the rate—setting process. The
extent to which historical data can be updated will generally vary from state to state and whether the changes are known and measurable.

. Also, an increasing number of states are permitting rates to be adjusted outside of a general rate case for certain costs, such as a return on capital
investments to replace aging infrastructure or increases in expenses beyond the utility’s control, such as purchased water costs. This infrastructure surcharge
mechanism allows our rates to be adjusted and charged to customers outside the context of a general rate proceeding for pre—specified portions of our
capital expenditures to replace aging infrastructure closer to the time these capital projects are placed in service. For example, Pennsylvania, Illinois,
Missouri, Indiana, New York, California and Ohio are examples of states that have in the past allowed tariffs.that permit the imposition of surcharges on
customers’ bills for infrastructure replacement. New Jersey, California, Virginia and Illinois have allowed surcharges for purchased water costs. California
has allowed surcharges for power and conservation, and New York has allowed surcharges for certain costs such as power and chemicals. These
constructive regulatory mechanisms encourage us to maintain a steady capital expenditure program to repair and improve water and wastewater systems as
needed by reducing the regulatory lag on the recovery of prudent expenditures. ’ .

Also, some of the states in which we operate permit pass—through provisions that allow for an increase in certain operating costs, such as purchased
power and property taxes to be passed on to and recovered from customers outside of a general rate case proceeding.

Another regulatory mechanism to address issues of regulatory lag includes the potential ability, in certain circumstances, to recover in rates a retum
on utility plant before it is in service, instead of capitalizing an allowance for funds used during construction. Examples of states that have allowed such
recovery include: Texas, Pennsylvania, Ohio, Kentucky, Virginia, Illinois and California.

In addition, some states have permitted us to seek pre—approval of certain capital projects and associated costs. In this pre-approval process, the

PUCs assess the prudency of such projects.

Recently, the state of California has decoupled revenues from water sold. This progressive regulation enables utilities to focus on conservation as_
revenues are not tied to sales. Also, as a result of this regulation, utilities would be less susceptible ta consumption changes as a result of weather conditions.

The ability of the Company to seek regulatory treatment as described above does not guarantee that the state PUCs will accept the Company’s
proposal in the context of a particular rate case. However, the Company strives to use these and other regulatory policies to address issues of regulatory lag
wherever appropriate and to expand their use in areas where they may not currently apply. :

Environmental, Health and Safety and Water Quality Regulation

Our, water and wastewater operations are subject to extensive United States federal, state and local, and in the case of our Canadian operations,

" Canadian laws and regulations governing the protection of the environment, health and safety, the quality of the water we deliver to our customers, water
allocation rights and the manner in which we collect, treat, discharge and dispose of wastewater. We are also subject to certain regulations regarding fire
protection services in the areas we serve. These regulations include the Safe Drinking Water Act, the Clean Water Act and other federal, state, local and
Canadian laws and regulations governing the provision of water and wastewater services, particularly with respect to the-quality of water we distribute. We
also are subject to various federal, state, local and Canadian laws and regulations governing the storage of hazardous materials, the management and
disposal of hazardous and solid wastes, discharges to air and water, the cleanup of contaminated sites, dam safety and other matters relating to the protection
of the environment and health and safety. State PUCs also set conditions and standards for the water and wastewater services we deliver.
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Impairment charge. The impairment charge was $450.0 million for 2009 compared to $750.0 million for 2008. The 2009 amount recorded included
an impairment charge to goodwill of our Regulated Businesses in the amount of $448.2 million and our Non—Regulated Businesses of $1.8 million. The
2009 impairment charge, which was recorded in the first quarter of 2009, was primarily related to the high degree of stock market volatility experienced and
as of March 31, 2009, the sustained period for which the Company’s market price was below its carrying value. The 2008 impairment charge was primarily
due to the market price of the Company’s common:stock (both the initial public offering price and the price during subsequent trading) being less than what
was anticipated during our 2007 annual test. Also contributing to the impairment was a decline in the fair value of the Company’s debt (due to increased
interest rates). See “Factors Affecting Our Results of Operations—Goodwill Impairment.”

. Other income (deductions). Interest expense, net of interest income, the primary component of our other income (deductions), increased by $11.4
million, or 4.0%, for 2009 compared to 2008. The increase is primarily due to increased borrowings associated with capital expenditures. In addition,
AFUDC decreased by $4.0 million in 2009 as compared to the same period in the prior year as a result of certain key projects being placed in—service. Other
items contributing to the change include lower miscellaneous income for 2009 compared to 2008 primarily as a result of the change in market value of
investments held for certain employees’ elected deferred compensation.

Provision for income taxes. Our consolidated provision for income taxes increased $9.6 million, or 8.6%, to $121.4 million for 2009 from $111.8
million for 2008. The effective tax rates of (108.7%) and (24.8%) for 2009 and 2008, tespectively, reflect the tax effects of the goodwill impairment charges
as discrete items, as the Company considers these charges as infrequently occurring or unusual. In addition to the tax benefits associated with the goodwill
impairment charges 2009 included tax benefits attributable to the impact of tax law changes as well as other discrete items. The Company’s annual effective

tax rate was 39.3 % and 39.8 % for 2009 and 2008, respectively, excluding the impact of the goodwill impairment charges and the various other discrete
items. ‘

Net Ioss. The net loss for 2009 was $233.1 million compared to a net loss of $562.4 million for 2008. The variation between the periods is the result
of the aforementioned changes. ) '

Comparison of Results of Operations for the Years Ended December 31, 2008 and 2007

Operating revenues. Our operating revenues increased by $122.7 million, or 5.5%, to $2,336.9 million for 2008 from $2,214.2 million for 2007.
Regulated Businesses’ revenues increased by $95.2 million, or 4.8%, for 2008 compared to 2007. The Non—Regulated Businesses’ revenues for 2008
increased by $29.5 million, or 12.2%, from 2007. : .

The increase in the Regulated Businesses’ revenues was primarily due to rate increases obtained through general rate cases totaling approximately
$132.8 million as well as higher revenues resulting from surcharges of $4.5 million and from customer growth and acquisitions of approximately $3.3
million: This increase was offset by a $52.3 million decrease in revenues related to lower customer consumption, mainly in our states in the Midwestern
region of the United States primarily due to the extremely wet weather conditions in those areas during 2008, as well as decreased usage in 2008 compared

't0 2007 in New Jersey and Pennsylvania mainly due to drier weather conditions in 2007.

Our Non—Regulated Businesses’ operating revenues increased by $29.5 million, or 12.2%, to $272.2 million in 2008 from $242.7 for 2007. The net
increase was primarily attributable to higher revenues in our Contract Operations Group and our Homeowner Services Group, partially offset by decreased
revenues in our Applied Water Management Group and Canadian Fixed Residuals. The increase in Contract Operations Group revenues was primarily-
attributable to incremental revenues associated with design and build contracts, as well as increased military construction and O&M project revenues. The
increase from our Homeowner Service Group
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Accounting for Income Taxes

) The parent company and its subsidiaries participate in a consolidated federal income tax return for United States tax purposes. Members of the
consolidated group are charged with the amount of federal income tax expense determined as if they filed separate returns.

Certain income and expense items are accounted for in different time periods for financial reporting than for income tax reporting purposes. The
Company provides deferred income taxes on the difference between the tax basis of assets and liabilities and the amounts at which they are carried in the
financial statements. These deferred income taxes are based on the enacted tax rates expected to be in effect when these temporary differences are projected
to reverse, In addition, the regulated utility subsidiaries recognize regulatory assets and liabilities for the effect on revenues expected to be realized as the
tax effects of temporary differences, previously flowed through to customers, reverse.

Accounting for Pension and Postretirement Benefits

We maintain noncontributory defined benefit pension plans covering eligible employees of our regulated utility and shared service operations. The
pension plans have been closed for any employees hired on or after January 1, 2006. Union employees hired on or after January 1, 2001 and non—union
employees hired on or after January 1, 2006 will be provided with a 5.25% of base pay defined contribution plan. We also maintain postretirement benefit
plans for eligible retirees. The retiree welfare plans are closed for union employees hired on or after January 1, 2006. The plans had previously closed for
non—union employees hired on or after January 1, 2002. See Note 15 of the Notes to Consolidated Financial Statements for further information regarding
the accounting for the defined benefit pension plans and postretirement benefit plans. :

The Company’s pension and postretirement benefit costs are developed from actuarial valuations. Inherent in these valuations are key assumptions.
provided by the Company to its actuaries, including the discount rate and expected long—term rate of return on plan assets. Material changes in the
Company’s pension and postretirement benefit costs may occur in the future due to changes in these assumptions as well as fluctuations in plan assets. The
assumptions are selected to represent the average expected experience over time and may differ in any one year from actual experience due to changes in
capital markets and the overall economy. These differences will impact the amount of pension and other postretirement benefit expense that the Company
recognizes. The primary assumptions are: E

. Discount Rate—The discount rate is used in calculating the present value of benefits, which are based on projections of benefit payments to be
made in the future. The objective in selecting the discount rate is to measure the single amount that, if invested at the measurement date in-a
portfolio of high—quality debt instruments, would provide the necessary future cash flows to pay the accumulated benefits when due;

. Expected Return on Plan Assets—Management projects the future return on plan assets considering prior performance, but primarily based

upon the plans’ mix of assets and expectations for the long—term returns on those asset classes. These projected returns reduce the net benefit
costs we record currently; .

Rate of Compensation Increase——Management projects employees’ annual pay increases, which are used to project employees’ pension benefits
at retirement; and

. Health Care Cost Trend Rate—Management projects the expected increases in the cost of health care.

The discount rate is subject to change each year, consistent with changes in applicable high—quality, long~term corporate bond indices. In selecting a
discount rate for our pension and postretirement benefit plans, a yield curve was developed for a portfolio containing the majority of United States—issued
Aa—graded non—callable (or callable with make—whole provisions) corporate bonds. For each plan, the discount rate was developed as the level equivalent
rate that would yield the same present value as using spot rates.aligned with the projected benefit payments. The discount rate for determining pension
benefit obligations was 5.93%, 6.12% and 6.27% at December 31, 2009, 2008 and 2007, respectively. The discount rate for determining other
post—retirement benefit obligations was 5.82%, 6.09% and 6.20% at December 31, 2009, 2008 and 2007, respectively.
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Construction Contracts

Revenues from construction projects are recognized over the contract term based on the estimated percentage of completion during the period’ .
compared to the total estimated services to be provided over the entire contract. Losses on contracts are recognized during the period in which the loss first
becomes probable and estimable. Revenues recognized during the period in excess of billings on construction contracts are recorded as unbilled revenue.
Billings in excess of revenues recognized on construction contracts are recorded as other current liabilities until the recognition criteria are met. Changes in

contract performance and related estimated contract profitability may result in revisions to costs and revenues and are recognized in the period in which -
revisions are determined. . ’ ‘

Under these agreements, revenues were $28,796, $47,889 and $32,141 and operation and maintenance expenses were $25,060, $44,227 and $34,543
as of December 31, 2009, 2008 and 2007, respectively. Included in the amounts are construction revenues of $5,614, $25,766 and $12,902 and operation
and maintenance expenses of $5,439, $24,852 and $12,601 related to the Company’s Fillmore contract at December 31, 2009, 2008, and 2007, respectively.
The construction phase of the contract was substantially complete and in service at December 31, 2009.

Income Taxes

The parent company and its subsidiaries participate in a consolidated federal income tax return for U.S. tax purposes. Members of the consolidated
group are charged with the amount of federal income tax expense determined as if they filed separate returns.

Certain income and expense items are accounted for in different time periods for financial reporting than for income tax reporting purposes. The
Company provides deferred income taxes on the difference between the tax basis of assets and liabilities and the amounts at which they are carried in the
financial statements. These deferred income taxes are based on the enacted tax rates expected to be in effect when these temporary differences are projected
to reverse. In addition, the regulated utility subsidiaries recognize regulatory assets and liabilities for the effect on revenues expected to be realized as the
tax effects of temporary differences, previously flowed through to customers, reverse. : )

Investment tax credits have been deferred by the regulated utility subsidiaries and are being amortized to income over the average estimated service
lives of the related assets.

The Company recognizes accrued interest and penalties related to tax positions as a component of income tax expense.

The Company accounts for sales tax collected from customers and remitted to taxing authorities on a net basis.

Allowance for Funds Used During Construction (“AFUDC”)

AFUDC is a non—cash crédit to income with a corresponding charge to utility plant which represents the cost of borrowed funds or a return on equity
funds devoted to plant under construction. The regulated utility subsidiaries record AFUDC to the extent permitted by the Regulators.
Environmental Costs

The Company’s water and wastewater operations are subject to federal, state, local and foreign requirements relating to environmental protection, and
as such, the Company periodically becomes subject to environmental claims in the normal course of business. Environmental expenditures that relate to
current operations or provide a future benefit are expensed or capitalized as appropriate. Remediation costs that relate to an existing condition
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At December 31, 2009 and 2008, the Company had capital loss carryforwards for federal income tax purposes of $16,282 and $17,614, respectively.

The Company has recognized a full valuation allowance for the capital loss carryforwards because the Company does not believe these losses are more
likely than not to be recovered. : :

The Cbmpany files income tax returns in the United States federal jurisdiction, and various state and foreign jurisdictions. With few exceptions, the
Company is no longer subject to U.S. federal, state or local or non—U.S income tax examinations by tax authorities for years before 2004.

The Company has state income tax examinations in progress and does not expect material adjustments to result.

In December 2008, the Company filed a request with the Internal Revenue Service (“IRS”) to change its tax accounting method for repair and
maintenance costs on its utility assets. The IRS partially approved the request in October 2009, allowing the Company to take a ourrent deduction for costs
that were previously capitalized for tax purposes. As a result, the Company recorded a deferred income tax liability for this temporary difference.

The following table summarizes the changes in the Company’s gross liability, excluding interest and penalties, for unrecognized tax benefits:

o . o oy, eqg g

The liability balance as of December 31, 2009 and 2008 does not include interest and penalties of $439 and $312, respectively, which is recorded as a
component of income tax expense. The majority of the increased tax position is attributable to temporary differences. The Company does not anticipate
material changes to its unrecognized tax benefits within the next year. If the Company sustains all of its positions at December 31, 2009 and 2008, an
unrecognized tax benefit of $7,785 and $1,104, respectively, excluding interest and penalties, would impact the Company’s effective tax rate.

The following table summarizes the changes in the Company’s valuation allowance:

Balance at December 31, 2009

525,621

Note 15: Employee Benefits
Pension and Other Postretirement Benefits

The Company maintains noncontributory defined benefit pension plans covering eligible non~union employees of its regulated utility and shared
services operations. Benefits under the plans are based on the
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CHAIRMAN GOSS:

Okay. I appreciate that, Mr. Ingram, because,
again, I would say the same thing to you that I
said to Mr. Miller. We’ ve got a new Commission
here and, if something like that occurred, we

certainly want to know about it.

MR. INGRAM:

I will include in my statement present and all
former Commissioners of the Public Service

Commission.

CHAIRMAN GOSS:

MR.

Okay. That’s fine. All right.

INGRAM:

Just a couple or three questions.

REDIRECT EXAMINATION

BY MR. INGRAM:

Q.

O S © B

Mr. Miller, are you awarevthat the Director of
Governmental Relations for Kentucky-American Water
Company is registered as a législative lobbyist only?
Would you know that?

I don’t really know that, Mr. Ingram.

If I told you that was the case, would you accept that?
I would, sir.

I want to hit the dead horse a couple of times here.

Does Kentucky-American send to the entity filing a
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consolidated tax return every year a check equal to

35 percent of its taxable ihcome?

I’ve worked here 28 years in the accounting field and
each and every year that has been the case because we
have had taxable income.

Is that what is shown on the income statements of
Kentucky-American Water Company?

Absolutely.

Does Kentuéky—American Water Company ever get back from
the entity'filing the consolidated tax ;eturn any
refund to those federal taxes?

No, sir.

Does the entity filing the consolidated tax return take
a part of thevmoney that it has accumulated and gives
it to the subsidiary that has an operating loss as a
then-incurred tax benefit instead of postponing that
tax benefit to a loss carry-forward year?

Yes, sir.

The last question I’1l ask you, Mr. Spenard, I think
asked you about your projection of the return on equity
to be achieved by_Kéntucky—American Water Company for
the year 2004, and I believe somewhere in this massive
record there’s a number of 8.46 percent. Do you
remember him asking you about that?

Yes, sir. It was attached to my testimony as Direct
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MR.

Exhibit No. 1.

-Does Kentucky-American monthly file its financial

statements'with the PSC?

We do.

Have you filed a financial statement for the 12 months
ending September 20047

I have.

Do you know what the earned return on equity for
Kentucky—American Water Company has been for the

12 months ending September 2004~

Yes, sir. 1It’s 5.2 percent.

INGRAM:

I have no more questions, Your Honor.

CHATIRMAN GOSS:

Thank you, Mr. Ingram. Mr. Spenard, do you

have recross limited to the scope of redirect?

MR. SPENARD:

I have two limited to the scope of redirect, and
I have a request that I believe is within bounds.
First, on the redirect

RECROSS EXAMINATION

BY MR. SPENARD:

Q.

Mr. Miller, does Pennsylvania-American send 35 percent
of its taxable income to the parent as well?

It does. Well, let me rephrase that, Mr. Spenard. As
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Not at this point, no.
Do you have an anticipated time schedule for
that filing?
Depehding on when an order is received in
Case Number 93-434, we--depending on the
results of that Order, we may be applying for
a certificate within six to eight months.
MR. RAFF:
Thank you Ms. Bridwell. No further
questions.

Thank you.

REDIRECT EXAMINATION

BY MR. INGRAM:

Q

Ms. Bridwell; I don’t want to leave an implication
on the record that Kentucky-American Water Company
believes its construction program as budgeted
should be slipped by the Commission in its Order.
So, as a matter of principle I will ask you, do
ydu believe that Kentucky-American’s construction
budget in this case should be slipped by the
Commission?

Not at all.

But I take it history of Kentucky~American’s
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forecasted test year cases suggests to you
the probability that its construction budget

will be slipped in this case?

Unfortunately.

If it is slipped, do you believe that
Scenario C in PSC Data Request Number 2, Item
7, represents an appropriate method for
slipping the construction budget?

I believe of the'scenarios that are included,
yes, it is the most apprcpriate;

That scenario excludes budget project 92-12
from the mathematical calculation, does it
not?

I'm not sure on that, you will have to ask Mr.
Grubb fhat.

What is budget project 92-127?

That is the project, the design and
construction of the water supply project.
That Mr. Raff just asked you about when he
mentioned that the cost, thereof, had been
excluded by this Commission in the last two
rate cases; is that correct? |

Yes.

If, indeed, the budget project 92-12 is
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KAW_R_PSCDR2#18 043010
Page 1of 1

KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2010-00036
COMMISSION STAFF’S SECOND SET OF INFORMATION REQUESTS

Witness: Keith Cartier

18.  Refer to Kentucky-American’s Response to Commission Staff's First Set of Information
Requests, Item 1(a), W/P3-4 at 2.

a. According to Kentucky-American, the cleaning cost of Kentucky River Station is
increasing from $184,628 to $245,000, an increase of $60,372 or 32.7 percent.
Provide a detailed explanation for this increase.

b. Explain why Kentucky-American refers to the 2011 cost to clean the Kentucky
River Station as the “actual cost.”

c. For each Kentucky-American water treatment facility, list the dates in the
previous ten years that the facility was cleaned, the cost of each cleaning, and the -
amortization period that Kentucky-American used for the cost of each cleaning.

d. Provide the date the Kentucky River Station will be cleaned in 2011 and the basis
for the cost estimate.

Response:

a. The KRS I sludge lagoon cleaning project is bid, with the project awarded to the
lowest qualified contractor. The project entails spreading dried material from
prior lagoon cleanings in areas around the plant site in addition to removing wet
material from the lagoons and placing the wet material in the drying area.
Kentucky-American expects to bid the project once again, anticipating that
additional site work may be required to the sludge drying area in addition to the
normal work conducted as part of the clean out project.

b. The label is not accurate. The 2011 cost is projected.

c. . The Kentucky River Station sludge lagoon was cleaned late fall 2001 ($144,000)
summer 2004 ($187,529), fall of 2006 ($202,500) and summer 2009 ($184,627).
The amortization periods were 24 months. The Richmond Road sludge lagoons
were cleaned in the summer of 2002 ($87,572), summer 2004 ($75,769), spring of .
2005 ($69,565), and fall of 2007 ($150,000). These expenses were not amortized;
the first three were expensed in year incurred and the 2007 expense was accrued.

d. The sludge lagoon project at KRS typically spans more than one month. The
amortization is planned to start in July 2011, after completion of the project. The
basis for the cost was historical cost plus additional costs expected for site
preparation and post clean up work to the area.

For the electronic version, refer to KAW R _PSCDR2#18 043010.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2010-00036
ATTORNEY GENERAL’S SECOND REQUEST FOR INFORMATION

Witness: Keith Cartier/Sheila Miller

62.  Waste disposal. Refer to the response to PSC DR1-1, WP3-4,

a. Provide the invoices and supporting documentation for the $245,000 on
page 2 of 3.

b. Provide the invoices and supporting documentation for the $184,628 on
page 2 of 3.

C. Provide a citation to any orders or rulings relied upon for the deferral and

prospective amortization of the $245,000.

d. Explain in detail how the amortization period for the $245,000 was
' selected. ]

Response:

a. The $245,000 is an estimate for the KRS Lagoon cleaning to be performed
June 2011.  Since the expense has not been incurred there is no invoice
or supporting documentation.

b. See attached.

c. The deferral and two year amortization of the KRS Lagoon has been
consistent with prior filings since 2000 and has been accepted by the
commission. See the Commission’s Order in Case No. 2004-00103.

d. See response to part c. A two year amortization period is historically what
the commission has authorized and consistent with the period KAW
performs the cleaning.

For the electronic version, refer to KAW _R_AGDR2#62_052410.pdf.
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KAW_R_AGDR2#62_052410

' Page 2 of 3
C. B. Construction Company
P.0. Box 965 .
233 Bast French Ave, . '
Burnside, Kentucky 42519
{606) 561-9963 REG ERV ED
JIO00T93 JUN =5 2009

| . : g AT
Iggngggkgsi\.rgerlcan Water Co. SSC.MA"_ROOM

CherryBill, NJ 08034

DATE: (June 2, 2009 JOB: Sludge Removal

INVOICE(#060209

CONTRACT PRICE $180,000.00

WORK BASKET ¢

PREVIOUS BILLINGS -0~
THIS BILLING © 25,000.00

(Mobilization & Set-up)

BALANCE ON CONTRACT -155,000.00

TOTAL AMOUNT OF THIS INVOICE( $25,000.00




KAW_R_AGDR2#62_052410
Page 3 of 3

C. B. Construction Company

- P.O.Box965
233 East French Ave.
Burnside, Kentucky 42519
{606) 561-9963

Kentucky American Water Co.
PO Box 5610

Cherry Hill, NJ 08034 \ngﬁg
DATE:(¢ July 1‘5 2009 ' (\)éy\ JOB: Sludge Removal

WORK BASH ) INVOICE #150709

ATTN: Mr. Joe White

CONTRACT PRICE | $180,000.00
PREVIOUS BILLING 25,000.00
THIS BILLING 155,000.00

100% Complete
BALANCE ON CONTRACT -0~

ADDITIONAL BILLING:

Weed-eating 2,000.00
Regrading Road . 1,500.00
Spraying Fence | 1. ﬁOO .00
Chemical (for spraying) ‘ . 127.00

TOTAL AMOUNT OF THIS INVOICE ,~ $159,627.00
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KAW_R_PSCDR3#6_052810

Page 1 of 94

KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2010-00036

COMMISSION STAFF’S THIRD SET OF INFORMATION REQUESTS

Witness: John Spanes/Sheila Miller

6. Refer to Kentucky-American’s response to the Commission Staff’s Second Information
Request, Item 43.

a.

Response:

Kentucky-American recalculated its depreciation rates for all of the plant in

service as of December 31, 2010 and the Kentucky River Station 2 costs of

$163,891,660. Provide a revised schedule “Estimated Survivor Curve, Original

Cost, Book Depreciation Reserve and Calculated Annual Depreciation Accruals

Related to Utility Plant at December 31, 2010,” pages 6 through 9, using the 13-

month utility plant balances that are included in the forecasted rate base. In the

revised schedule, itemize the costs of the Kentucky River Station 2 facilities, the
accrual rates and the composite remaining life.

Recalculate Kentucky-American’s forecasted revenue requirement, rate base, and -
cost-of-service study to take into account the revised accrual rates.

Provide all documents, state assumptions, and show all calculations used to
determine the effect revised accrual rates will have on each forecasted element of
revenue requirement, rate base, and cost-of-service study.

Provide a reconciliation of the Kentucky River Station 2 balances used in the
depreciation schedule to the Kentucky River Station 2 costs that Kentucky-
American provided in its response to the Commission Staff’s Second Information
Request, Item 44.

Please see the attached schedule.

Original Revised Variance
Revenue Requirement $25,848,286 $25,694,081  ($154,205)
Rate Base $362,672,028 $362,709,889 $37,861
Depreciation Expense $11,522,568 $11,171,488  ($351,080)
Property Tax $4,429,174 $4,429,581 $407

See attached.

The attached schedule sets forth reconciliation of the $163,891,660 of forecasted
plant utilization in response to Commission Staff Item 43 versus Item 44. The
information used by Mr. Spanos in responding to PSC-2-43 utilized the utility
plant balances by 300 account while the information utilized in the response to
PSC-2-44 was broken down by the various contracts and not by 300 utility plant
account.

For the electronic version, refer to KAW_R_PSCDR3#6 052810.ndf.
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distress,”' low-income customers fall within the groups for which KRS 278.170(2)
permits free service or reduced rate.

Noting that the “cost is minimal and the potential benefit for the proposed
recipients is great,” LFUCG does not oppose the proposed discount. 8 | FUCG asserts
that, given its minimal cost, the proposed discount does not appear to create an
unreasonable preference or advantage for any customers. LFUCG further advocates
that any Commission approval of the proposed charge should clearly state that “the
proposal will not create any precedent to be used to argue for similar programs.”'®

Based upon our review of the proposed discount, we find inéufﬁcient support to
establish a new customer class based solely on customer income. None of the
proponents of the proposed discount have provided any convincing empirical data to
demonstrate that Kentucky-American's cost of providing water service to residential
- customers whose annual income is equal to or less than the national poverty level
significantly differs from those whose annual income is greater than the national poverty
level. Discount proponents have also failed to provide any statutory or decisional '
authority for the proposition that customer income levels may constitute a reasonable
basis to distinguish customers for cost-of-service purposes. In the absence of both
empirical evidence and statutory or decisional legal authority, we must conclude the

proposed discount is a unreasonable preference or advantage to a class of customers

88 1d. at 7.
¥ | FUCG Brief at 29.

180 Id.

-82- Case No. 2004-00103 '
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MR. CHILDERS:

Yes, sir.
Mr. Miller, the company has proposed this low-income
discount as part of its rate case, and my question to.
you is you have indicated in data respbnses that
philosophically it’s no different than requiring the
cost of service to a particular area to be borne
systemwide rather than by customers in a parﬁicular
area. Can'you explain that and expound on that,
please? |
I'11l attempt to, Mr. Childers.
Okay. |

I mean, cost of service studies per se are averaging

. and allocating costs to entire classes of customers. I

mean, the true fact is the true cost to each customer
is probably different, but it’s just not feasible, if
you will, to try to set up tariffs like that so that
each customer per se would have théir own tariff. This
is a class of customers that, you know, I think it’s
:easonable to address. They’re the most needy people
in our community here, and I think it’s appropriate and
reasonable, from our looking at things, in a cost of

service to do or attempt to do something to assist

- those customers who have the most need. I think that

falls within the broad cost of service type allocations
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that we deal with in the regulated business.

Thank you, Mr. Miller, and you’ve indicated, I believe,
earlier that the estimated cost is 2.5 cents per month
per customer?

Yes, sir. That’s our estimate based on what'’s
occurred in other jurisdictions.

You were asked in a data request from the Public
Service Commission in their Third Set of Information
Requests, and this was No. 55, whether Kentucky-
American’s stockholders considered increasing their
contribution to the fund and, in your response, you
indicated that, “The Company does review its contri-
butions to the community annually and will review the
funding of this item in relation to the level of
assistance requested from the Program énd consider an
increase to this program in relation to the numerous
requests the Company receives forlfunding ...” from
other community orgénizations, and-my question to you
is two part. My understanding is that, as part of this
rate case, the activation fee is being proposed for the
first time, which is a $24 fee for new se;vice or, when
someone moves, they will pay the - it’s basically a
hook-up fee. Does that apply to the low-income
customers as well?

The activation fee itself?

30

CONNIE SEWELL
COURT REPORTER
1705 SOUTH BENSON ROAD
FRANKFORT, KENTUCKY 40601
(502) 875-4272




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

Yes.
Yes, it would apply to each and every customer that
fell under the conditions of that tariff.

And would the company have any objection to the Water

for Life program, which is a separate program funded by

stockholders, being used in part to assist low-income
customers to pay that activation fee if that’s a
problem for low-income customers?

The company would have no objection to that.

Well, it’s true, though, that, for 2005, the company
has only budgeted $5,000 as a contribution for the
Water for Life program; correct?

That’s true; yes, sir.

Now, in response to the Public Service Commission’s
Third Set of information Requests, No. 47, you were
asked to talk a little bit about the Pennsylvania-
American program and to review that, and you indicated
that, in discussions with the President, the Vice
President of Finance and Director of Rates for
Pennsylvania-American Water Company, the company
learned of the low-income tariff in place and the

manner in which it was implemented and operated, and,

based on those discussions, there was a positive

reaction and the impact the tariff had experienced was

a positive experience. Can you explain that and your
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discussions with those folks?

Yes, sir. I mean, it’s normal in American Water Works
that people in positions similar, Director of Rates,
VPs of Finance, we get together and we talk about
what’s going.on around in the various jurisdictions,
and this was just a meeting we had to talk about
general rate matters that it came up. This was
something that Pennsylvania had done sometime ago.
There had been a very positi&e reaction from the
customer base up there regarding the program, and,
based on those discussions, I felt that, and I agreed,
that this seemed to be a reasonable type program for
the company to request, and each raté case that I’'ve
been involved with in Virginia - or not Virginia; I'm
sorry - but West Virginia, Kentucky, and now file in
Tennessee, we've filed similar tariffs, because we
think they’re appropriate and reasonable and, you know,
designed to help those customers who have the most need
at a very.small cost to the rest of the customer base.
Is it a simple and easily implemented tariff, in your
opinion?

Absolutely. Once we have a third-party organization
certify the eligibility according to the Federal
Poverty Guidelines, we simply go in and simply make a

tick in the customer file that that tariff applies and,
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from there forward, it will be applied.

Okay. As to the cost of service issue, Mr. Miller, is
the cost of service to the low-income - the cost of
service to the low-income cémmunity, is it higher due
to higher ciedit and collection costs, in your opinion?
I don’t have any specific data about that. I could
give you my opinion. Yes, I think generally the lower-
income people have more trouble meeting their payments
than the»affluent, if you will. I mean, that’s a
common sense answer, if that’s good enough, sir.

And it costs money for the company to go out and
collect those bills; correct?

Yes, sir.

So, if that is assisted in any way, it would lower the
overall collection costs anyway for the company, in
your opinion?

I think that would be an auxiliary benefit from this

program; yes, sir.

MR. CHILDERS:

That’s all I have. Thank you very much.

CHATRMAN GOSS:

Thank you, Mr. Childers. Mr. Barberie, do you

have questions?

MR. BARBERIE:

I have a few, Your Honor.
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doesn’t try to set rates, during the period that the
rates from the case are going to be effective, taking
into account known and measurable changes, trying to
determine what the costs are going to be in that rate
year.

Okay. Do you believe that the utility receives a
benefit by being able to file a rate case using a
forecasted test period? |

I don’t know that I fully understand that question, Mr.
Spenard.

Let’s rephrase it. Do you believe that the utility,
Kentucky-American, receives a benefit by being able to

file a rate case using a forward—looking test period?

I don’t think I would classify it as a benefit or - a

detriment either one. I think what a forecasted test
year is intended to do is what you do in an historical
test year and that is to determine what are the costs
going to be in the period that ratés are being set in
order to pérmit the company an opportunity to achieve
an ROE that’s authorized by the Commission and, in
doing so, setting fair and just rates. A forecasted
test year is just one method of doing that. There are
others. _
And, in Kentucky, Kentucky-American has the option of

choosing between an historic test period and a
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forecasted test period; is that correct?

I believe that we have that option, but I believe we
also,'if we revert back to the historical test year, we
must stay there; thai we’re not - I doh’t think we’re
freely able to just decide in any particular case which
one we’ll do.

Okay. But, at some stage, Kentucky-American made the
election to use a forecasted test period and they felt
that it was more beneficial than using an historic test
period.

It is a method - yes; We think the forecasted test
year 1is the best way to look at.what the costs are
going to be in the period that rates will be

established in any rate case. We think that’s the best

. of all methods. To define it as some kind of benefit,

I don’t know that I agree with that. It is a method of
determining fair and Jjust rates in this case and we
think it’s the proper way to do it.

Okay. On Page 12 of your testimony, you discuss the
Service Company reorganization. Would you turn to

Page 127

Certainly, sir. Give me just one second.

Okay.

I gotcha.

Okay. Now, can you update us on the status of these
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RATE BASE — KRS II PROJECT

38.

39.

40.

DOES THE COMMISSION NORMALLY INCLUDE CWIP IN THEIR
DETERMINATION OF RATE BASE?

Yes. The Commission has hiétorigally included CWIP as rate base, but
nofmally calculates a non-cash AFUDC amount related to that CWIP which
is included in going-level revenues at présent rates as a non-cash offset to the

revenue requirement associated with CWIP.

DID THE COMPANY INCLUDE THE CWIP FOR THE KRS I PROJECT

INITS THIRTEEN-MONTH AVERAGE CWIP FOR THE FORECASTED

TEST-YEAR IN THIS CASE?
Yes. The total 13-month average CWIP expenditure for KRS II through
May 2010 equals $98.203 million which is included in the determination of

the 13-month average CWIP included in rate base in this case.

DID THE COMPANY CALCULATE THE AFUDC OFFSET ON THE
ENTiRE CWIP BALANCE FOR THE KRS II PROJECT INCLUDED IN
THE RATE BASE REQUESTED IN THIS CASE?

No. Through May 2009 the Company is forecasting to have expended
$66.570 million for CWIP on the KRS II Project. The Company eliminated
that amount of CWIP from the AFUDC calculated for the forecasted test-

year. The Company did include AFUDC on the remaining CWIP included in
32
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41.

42,

the case related to the other CWIP projects and the expenditures for the
KRS II Project from June 1, 2009 through May 31, 2010 in the amount of

$3.095 million.

WHY DID THE COMPANY NOT CALCULATE AFUDC ON THE $66.570
MILLION OF CWIP?

The KRS II project is expected to cost $16_2.74i million which will increase
the Company’s rate base by apl;)l;oximately 80% over the level of rate base

approved in case number 2007—00143.. If no rate increase associated with the

- $162.741million KRS II cost is embedded in rates (cash revenue) until

completion of the KRS II Project in 2010, a significant rate incréase will
occur at that time. The Company believes the better approach for its
customers would be to phase-in a portion of the cost of the KRS II Project in

this case, thus avoiding the rate shock that would occur if the full cost of the

. KRS II Project were passed to the customers in one rate case.

WHY DO YOU BELIEVE THE AI"PROACH PROPOSED | BY THE
COMPANY REGARDING THE KRS II PROJECT BENEFITS THE
CUSTOMERS? | ‘

In addition to the rate shock issues addressed in the previous answer, if the
Company’s approach in this case is not accepted, additional AFUDC will be
capitalized to the KRS II Project. That additional AFUDC would add

approximately $7.263 million to the KRS it Project cost. The additional
33
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43, .

44.

KRS II Project cost for AFUDC will then have to be recove;'ed fron{ the
customers .overv the book life of the KRS II Project. The Company believes
the phase-in of the $66.570 million of CWIP in the rate inc.reas'e in this case
will be less costly to the customers than recovering the additional AFUDC

over the book life of the assets constructed in the KRS II Project.

DID THE COMPANY MAKE THE COMMISSION AND ALL PARTIES
TO THE CERTIFICATE CASE NUMBER, 2007-00134 FOR THE KRS II
PROJECT AWARE OF ITS INTENT TO SEEK FULL RATE BASE
TREATMENT FOR A PORTION OF THE COST OF THE PROJECT
OVER TWO RATE CASES? - |

Yes. In the certificate case (case number 2007-00134) I provided a number of

. rate impact schedules in response to discovery requests, as well as in my

testimony in that case. The Company consistently indicated in the testimony
in that case its intent to seek a phase-in of the rate impact of the KRS II

Project over two general rate cases.-

CAN YOU DEMONSTRATE THE BENEFIT OF INCLUDING THE
$66.570 MILLION AS FULL RATE BASE IN THIS CASE?

Yes. Attached to this testimony is Exhibit MAM-7, which shows on a present
value basis the cost to the customers is lower under the approach proposed
by the Company in this case versus the full AFUDC approach over the book

life of the Project.
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. On page 1 of 2 of Exhibit MAM-7 is an estimate of the revenue requirement

calculation over -the book life of the project using the traditional CWIP
approach with full AFUDC capitalized to the project. Under this approach
an additional $7.263 million of AFUDC would be capitalized above the level
proposed in the .CoAmpany approach and the original cost of the KRS II

Project would be $170.024 million.

On page 2 of 2 of Exhibit MAM-7 is an estimate of the revenue requirement
calculation over the book life of the project 'using the phased-in ap.proach for
the CWIP on the KRS II Project as proposed by the Company in this case.
This approach will avoid the additional AFUDC on the $66.570 million of
CWIP if approved for full base rate recovery in this case. The Company’s
phased-in approach to rate recovery of the KRS II Projéct will hold the .

estimated cost of the KRS II Project to $162.731 million.
The following table shows the differences in the cost of the KRS II Project

under the two approaches, as well as the Net Present Value of the rate

recovery over the life of the project.
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(000) Omitted Cost of | Net Present Value
Project of Rate Impact
Traditional Rate Making Approach — $170,024 v $240,841
Full AFUDC ’ '
Phased-in Approach for CWIP as $162,741 , $220,113
Proposed by Company in this Case
Savings under Phased-in Approach $7,283 $20,728

The table above demonstrates .that the customers will benefit from lower
rates over the life of the KRS II Project if the Company’s phased-in

approach is approved in the case.

WOULD YOU DESCRIBE THE COMPANY’S PENSIONS EXPENSE
INCLUDED IN THE RATE FILING?

Yes. The Kentucky Commission has historically regulated the Company’s
pension expense under the accrual or FAS 87 basis. The Company. has
included the forecasted pénsion expense for the forecasted test-year using the
FAS 87 expense. The Company included FAS 87 pension expense for vth'e
forecastéd test-year of $581,701. The pre-capitalized FAS 87 pension expense
was obtained from forecasts prepared by AWW'’s actuary, Towers Perrin,
for the years 2009 and 2010. The Company adjusted the Towers Perrin
forecasted number to reflect the per(;entage charged to O&M expense at

78.94%.
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Formula for Remaining Life Depreciation

Plant + (Plant x Negative Net Salvage Percent) - Accumulated Depreciation

Remaining Useful Life

"Future Accruals”

Remaining Useful Life

Assumptions - Example 1
$ 100.00 Plant Cost
zero " Accumulated Depreciation
none Negative Net Salvage Percent
10years Remaining useful life

$100

10vyears

Result: Annual Depreciation Expense = 510 per year

Assumptions - Example 2
$ 100.00 Plant Cost
zero Accumulated Depreciation
100% Negative Net Salvage Percent
10years Remaining useful life

$100 + ($100 x 100%) - $0

10 years

$200

10 vyears

Result:  Annual Depreciation Expense = $20 per year

Assumptions - Example 3
$ 100.00 Plant Cost ,
Zero Accumulated Depreciation
20% Negative Net Salvage Percent
10years Remaining useful life

$100 + ($100 x 20%) - $0

10 years

$120

10 years

Result: Annual Depreciation Expense = $12 per year

]

it

0dq ¢ ex\«_ll

Annual Depreciation Accrual

Annual Depreciation Accrual
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