
STATE OF IOWA 
 

DEPARTMENT OF COMMERCE 
 

UTILITIES BOARD 
 

 
IN RE: 
 
IOWA-AMERICAN WATER COMPANY 
 

 
 

DOCKET NO. RPU-2016-0002 
(TF-2016-0037, 
TF-2016-0038, 
RN-2016-0002) 

 

 
FINAL DECISION AND ORDER 

(Issued February 27, 2017) 
 
 

TABLE OF CONTENTS 
 

PROCEDURAL HISTORY AND INTRODUCTION .....................................................2 

INCOME STATEMENT ISSUES .................................................................................4 
A. Declining Usage and Non-Base Adjustments .................................................4 

B. Customer Growth ...........................................................................................6 
C. Lobbying Expenses ........................................................................................7 

D. Unbilled Revenue ...........................................................................................8 
E. Fuel, Power, Chemicals, and Waste Disposal ................................................9 

F. Salaries and Wages .......................................................................................9 
G. Uncollectible Expense .................................................................................. 11 
H. Interest Synchronization ............................................................................... 13 

RATE BASE – CASH WORKING CAPITAL............................................................. 14 

PROPOSED RIDERS ................................................................................................ 17 
A. Qualified Infrastructure Plant Replacement Mechanism (QIP) ..................... 17 
B. Revenue Stabilization Mechanism ............................................................... 25 

RATE OF RETURN ................................................................................................... 31 
A. Overall Cost of Capital .................................................................................. 31 

B. Capital Structure ........................................................................................... 38 

C. Double Leverage .......................................................................................... 38 

COST OF SERVICE .................................................................................................. 42 
RATE DESIGN .......................................................................................................... 43 

A. Customer Charges ....................................................................................... 44 
B. Volumetric Charges ...................................................................................... 46 
C. Private Fire Rates ......................................................................................... 47 

RATE CASE EXPENSE ............................................................................................ 48 
A. Allowable Expenses ..................................................................................... 48 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 2   
 
 

B. Amortization ................................................................................................. 54 
C. Recovery Method ......................................................................................... 55 

ACQUISITIONS ......................................................................................................... 58 
COMPLIANCE FILING .............................................................................................. 59 

FINDINGS OF FACT ................................................................................................. 60 
CONCLUSIONS OF LAW ......................................................................................... 63 
ORDERING CLAUSES ............................................................................................. 63 
 
 

PROCEDURAL HISTORY AND INTRODUCTION 
 

On April 29, 2016, Iowa-American Water Company (Iowa-American) filed with 

the Utilities Board (Board) an “Application for Revision of Rates.”  Iowa-American 

states that its annual cost to serve its 63,000 customers in Iowa is approximately 

$42.8 million and the revisions proposed by the application and proposed tariff 

revisions are designed to produce that amount of revenue.  The proposed revisions 

would increase Iowa-American’s allowed annual revenue by $5.15 million or 13.7 

percent.  Along with the application, Iowa-American filed a revised tariff, direct 

testimony, and supporting exhibits and workpapers.  Iowa-American also filed a tariff, 

identified as TF-2016-0038, that would temporarily increase its annual revenue by 

approximately $2.16 million.  The Office of Consumer Advocate (OCA), a division of 

the Iowa Department of Justice, filed an appearance on May 3, 2016.   

Pursuant to Iowa Code § 476.6(9), Iowa-American implemented its proposed 

temporary rates on May 9, 2016, ten days after its April 29, 2016, filing.  The 

temporary rates are subject to refund.  Iowa-American also filed a corporate 

undertaking on April 29, 2016, in support of its temporary rate increase.  In lieu of a 

bond, Iowa-American submitted a corporate undertaking in the principal sum of 
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$2,106,443, which is equal to the annualized amount of temporary relief that Iowa-

American implemented. 

On May 26, 2016, the Board issued an “Order Docketing Tariffs, Approving 

Corporate Undertaking, Establishing Procedural Schedule, and Requesting 

Additional Information.”  On June 15, 2016, Black Hills Energy (BHE) and Liberty 

Utilities (Midstates Natural Gas) Corp. d/b/a Liberty Utilities (Liberty) filed a “Joint 

Petition to Intervene” in this matter.  BHE and Liberty have petitioned to intervene for 

the limited purpose of addressing the issue of “double leverage” in their briefing.  The 

Board granted the interventions in its July 22, 2016, order. 

Consumer comment hearings were held in Bettendorf, Clinton, and Dixon, 

Iowa, for the purpose of receiving comments from the general public concerning the 

proposed rate increase pursuant to 199 IAC 26.9.  An order modifying the procedural 

schedule was issued on June 10, 2016.  OCA filed prepared testimony on August 5, 

2016.  Iowa-American filed its reply testimony on August 29, 2016.  Prehearing briefs 

were filed on September 16, 2016.  The hearing in this matter was held on October 

20, 2016.  Iowa-American and OCA each filed initial briefs on November 18, 2016, 

and reply briefs on December 9, 2016.  

On December 20, 2016, Iowa-American filed a request to take official notice of 

an order of the Illinois Commerce Commission.  Also on December 20, 2016, OCA 

filed a notice of change in authority.  OCA filed an objection to the request to take 

official notice on December 21, 2016.  On December 23, 2016, Iowa-American filed 
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its report of actual rate case expenses.  On January 3, 2017, OCA filed an objection 

to the report.  The Board issued an order on January 11, 2017, taking official notice 

of the Illinois Commerce Commission’s order, requiring additional information, and 

scheduling an additional hearing limited to the rate case expenditures pursuant to 

199 IAC 26.4(7).  Iowa-American responded to OCA’s objections on January 19, 

2017, and OCA filed its reply with supporting testimony and workpapers on  

January 24, 2017.  A hearing on the rate case expenses was held on February 9, 

2017.  OCA and Iowa-American filed additional briefs related to rate case expenses 

on February 17, 2017. 

 
INCOME STATEMENT ISSUES 

 
A. Declining Usage and Non-Base Adjustments 

Iowa-American proposes a decrease to test year revenue due to declining 

residential base usage.  Iowa-American defines residential "base usage" as the 

average use per customer from January through March (i.e., non-discretionary 

usage, when there is no appreciable use of water outdoors) which excludes usage 

that is affected by weather.  Iowa-American performed an analysis of per-customer 

base use over the ten-year period of 2006 – 2015 and used the information to derive 

annual usage as a way to best predict a base level of consumption. 

Iowa-American testified that base usage by residential customers, measured 

in gallons per customer per day, has declined by approximately 2.39 percent per year 

for the ten-year period of 2006 to 2015.  The most recent ten-year period of 2007 to 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 5   
 
 
2016 shows a further decline in gallons per customer per day of approximately 2.57 

percent. 

Iowa-American also proposes an increase to test year revenue to reflect the 

effects of weather on residential discretionary (non-base) usage.  In order to weather 

normalize discretionary usage for the test year, Iowa-American calculated the ten-

year (2006 to 2015) annual average of discretionary usage, which increased 

discretionary usage for the test year. 

OCA objects to Iowa-American's proposed revenue adjustment for declining 

base usage because it focuses on use per customer instead of overall usage.  Such 

an adjustment would reduce test year revenue with the potential for windfall profits at 

the expense of ratepayers.  Iowa-American has experienced an increase in the 

number of customers from 2009 to 2015, helping to mitigate declining use per 

customer.  From 2012 to 2015, revenue per customer trended upward despite 

declining use per customer.   

OCA further argues that even if declining use is a factor in reduced revenue, 

the test year reflects that declining use.  Given the frequency with which Iowa-

American files rate cases, no additional adjustment is needed.  Adopting Iowa-

American's adjustment would move the residential usage level portion of the billing 

units further from an average and create the possibility of a windfall for Iowa-

American based on revenues associated with increased usage.   
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OCA does not object to the proposed increase in test year revenue to reflect 

the effects of weather on residential discretionary (non-base) usage. 

The Board accepts and will make the adjustment to increase the test year 

revenue to reflect the effects of weather on residential discretionary (non-base) 

usage.  OCA accepted Iowa-American’s revenue adjustment of $187,755, and the 

Board finds such an adjustment is reasonable to reflect the influence of weather on 

the residential discretionary usage during the test year. 

The Board will not make an adjustment to account for declining base usage. 

The declining usage is already accounted for in the test year, and any adjustment 

would be based on speculation about future usage.  Because the declining usage is 

accounted for in the test year, a further adjustment could result in a windfall for Iowa-

American if usage does not decline as much as the company projects. 

B. Customer Growth 

OCA proposes an adjustment to reflect growth in customers served.  Iowa-

American has seen an increase in the number of customers from 2009 to 2015.  

OCA's calculation is based on a comparison of customer data using three periods, 

October 2014 through September 2015, October 2015 through June 2016, and then 

projected customer levels for July 2016 through September 2016, based on the 

increases in the two yearly totals.  OCA includes 394 additional residential customers 

and 36 additional commercial customers.  OCA's total increase is $231,397.   
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Iowa-American agrees with the actual customer growth adjustment once an 

adjustment has been made to account for the double counting of three residential 

customers.  This reduces OCA's proposed revenue adjustment by $1,016 to 

$230,381.  Iowa-American argues that the customer growth adjustment should only 

be made in conjunction with a declining usage adjustment.  Iowa-American calculates 

customer growth at less than 1 percent annually while average usage has declined 

by more than 2.5 percent annually.  

The basic customer growth adjustment has been agreed to by Iowa-American 

and OCA.  However, Iowa-American’s agreement is contingent on the Board also 

approving a declining use adjustment.  In Iowa-American’s last general rate case, 

Docket No. RPU-2013-0002, the customer growth adjustment was not contested. 

The Board will approve the customer growth adjustment of $230,381 

consistent with its practice in prior rate cases involving Iowa-American.  The parties 

agree that there has been customer growth and also agree to the calculation of the 

adjustment.  Unlike the declining usage adjustment discussed above, here the 

adjustment is based on a known and measurable change in customer levels.  It is 

therefore reasonable to approve the adjustment. 

C. Lobbying Expenses 

OCA proposes an adjustment to remove lobbying expenses from the test year 

expenses.  OCA argues that Iowa Code § 476.18(1) prohibits rate-regulated utilities 

from including lobbying costs in rates charged to customers.  Iowa-American has 
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agreed to remove lobbying costs from its test year expenses.  The Board therefore 

approves the adjustment and will require Iowa-American to remove $15,319 in 

lobbying costs from its test year expenses pursuant to Iowa Code § 476.18(1). 

D. Unbilled Revenue 

Iowa-American proposes an adjustment to remove unbilled revenue from the 

test year calculations.  It argues that unbilled revenue is an accounting entry that is 

made at the end of an accounting cycle to account for services that have been 

provided but have not been billed.  Iowa-American determines its proposed revenue 

using a bill analysis for a historic test year, representing 365 days of actual customer 

billings experienced during the test year and priced at current rates. 

OCA asserts the adjustment is not necessary.  It argues that the proposed 

adjustment creates a mismatch between test year revenues and expenses, thereby 

violating the matching principle.  OCA states the Board has consistently ruled against 

Iowa-American on this issue in past rate cases. 

The Board will not make an additional adjustment for unbilled revenue.  In 

each of the past two general rate cases for Iowa-American, the Board has not 

allowed the proposed unbilled revenue adjustment.  Doing so would violate the 

matching principle between revenues and expenses.  The Board notes that in the two 

prior cases, the adjustment would have been in Iowa-American’s favor while the 

proposed adjustment in this case would be to Iowa-American’s detriment.  
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Consistency requires the Board to continue to disallow this adjustment, regardless of 

its effect in a specific case. 

E. Fuel, Power, Chemicals, and Waste Disposal 

Iowa-American proposes an adjustment to the test year fuel, power, 

chemicals, and waste disposal expenses.  This adjustment is tied to its proposed 

adjustment based upon declining usage.  Since the Board is not allowing the 

proposed declining usage adjustment, the Board will also disallow the proposed 

adjustment to Iowa-American’s test year fuel, power, chemicals, and waste disposal 

expenses. 

F. Salaries and Wages 

Iowa-American proposes, and OCA accepts, an initial adjustment of $387,111 

for salaries and wages to its test year expenses due to collective bargaining 

agreements, non-union merit increases, and performance pay for 62 employee 

positions.  The Board finds the adjustment to be reasonable and will allow the 

adjustment in the amount of $387,111. 

Iowa-American also proposes an additional adjustment of $365,542.  Iowa-

American states in its supplemental rebuttal testimony that five employee positions 

had been inadvertently omitted from the initial filing.  These additional positions bring 

the total employment for Iowa-American to 67 employees along with two vacancies, 

for a total of 69 positions.  Iowa-American states that even with these additional 

positions, its total payroll level in this case is only $138,000, or 2.2 percent, higher 
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than the payroll level from its last general rate case.  Iowa-American states the 

proposed adjustments reflect the total number of employees on payroll as of 

September 30, 2016, with the annualized effect of changes in wages, salaries, and 

health and other benefits.  It argues the corrected salaries and wages expense 

adjustment represent known and measureable changes and should be used for rate 

setting purposes.   

While agreeing to the initial adjustment, OCA opposes the subsequent 

adjustments from Iowa-American’s supplemental rebuttal testimony.  OCA argues 

that the lateness of the filing prevented it from adequately investigating the new 

information and it argues that Iowa-American failed to prove the reasonableness of 

the additional adjustment.  While OCA initially agreed to an additional $53,896 

adjustment, it withdrew its acceptance of that adjustment due to the inconsistent 

nature of the late-filed information.   

OCA also notes that the additional adjustment could potentially result in a 

proposed rate increase of $5.5 million, but the notice of proposed rate increase sent 

to customers sought only a $5.15 million increase.  Iowa-American has stated that it 

will limit any overall rate increase to the amount requested in its initial filing.  To the 

extent the additional adjustment to wages and salaries might result in a greater 

increase, Iowa-American agrees to limit the adjustment so that the originally noticed 

amount is not exceeded. 
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The Board will allow the additional adjustment of $365,542 to the salaries and 

wages expense, subject to the $5.15 million overall noticed increase.  Although the 

number of positions varied from 62 to 69 over the course of this proceeding, Iowa-

American has provided evidence that 69 positions, which includes 67 employees and 

two vacancies, is consistent with its organizational chart.  Iowa-American's updated 

salaries and wages expenses include the associated payroll tax, group insurance, 

pension, and other benefits for the five positions that had not been included in the 

initial filing.  The updated count is based on known and measurable costs that are 

supported by the revised schedules and workpapers.  The adjustment is therefore 

reasonable and allowed. 

G. Uncollectible Expense 

There are two issues related to uncollectible expense.  The first is the amount 

of the test year adjustment to create a normalized amount of uncollectible expense to 

include in rates determined in this proceeding.  Iowa-American and OCA both agree 

an adjustment should be made, but disagree on the amount. 

The second issue is whether there should be an additional adjustment to 

uncollectible expense, as proposed by Iowa-American, to account for uncollectible 

expense associated with the rate increase in this proceeding.  OCA opposes this 

adjustment. 
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1. Adjustment to Test Year  

Iowa-American proposes an adjustment based on the ratio of the latest three-

year net write-offs to billed revenue.  Iowa-American states this provides a more 

representative level than actual test year levels.  Iowa-American argues its method is 

more accurate than OCA’s since it is based on actual expenses incurred. 

OCA argues that an uncollectible expense adjustment should be made based 

on an average of the actual booked uncollectible expenses over the past three years 

rather than the net write-offs.  OCA's proposal is consistent with the Board's decision 

in the last Iowa-American rate case, Docket No. RPU-2013-0002. 

The Board will accept and allow OCA’s proposed adjustment and reject Iowa-

American’s proposed adjustment.  In Docket No. RPU-2013-0002, the Board 

determined that uncollectible expense should be based on the latest three-year 

average using general ledger account balances.  This is the adjustment proposed by 

OCA in this case and is consistent with the Board’s prior decisions. 

2. Adjustment Based on Proposed Rates 

Iowa-American also argues that to the extent revenues are increased as a 

result of this proceeding, an adjustment should be made to reflect the fact that a 

portion of these increased revenues will also be uncollectible.  Iowa-American argues 

there is a direct correlation between uncollectible expenses and revenues and that a 

portion of any rate increase will be uncollectible. 
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OCA is against any adjustment to increase uncollectible expense to account 

for any prospective rate increase.  It argues the amount is speculative, more than 

nine months beyond the end of the test year, and is not known or measurable.  It 

further notes that Iowa-American's proposal is identical to what was proposed and 

rejected in the last rate case and OCA believes it should be rejected for the same 

reason in this case. 

The Board will not make an additional adjustment to account for any increase 

in uncollectible revenue based on the rates approved in this proceeding.  Any 

adjustment based on other than present rates is speculative and not known and 

measureable; it is also an adjustment for something that will occur more than nine 

months after the end of the test year.  A similar adjustment was rejected in past Iowa-

American proceedings, Docket Nos. RPU-90-10 and RPU-2013-0002.  Not allowing 

this adjustment is consistent with the Board’s decisions in those cases. 

H. Interest Synchronization 

Interest synchronization is an adjustment to recognize the income tax effect of 

differences between the test period interest expense reported by Iowa-American and 

the interest expense included in the overall return on rate base.  Iowa-American and 

OCA agree that such an adjustment needs to be made and they also agree on the 

method used for the adjustment.  Their differences are based on the size of rate 

base, weighted cost of debt, and the double leverage adjustment.  The interest 
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synchronization adjustment will be calculated to reflect the Board’s decisions on 

those three issues and reflected in the schedules attached to this order. 

 
RATE BASE – CASH WORKING CAPITAL 

 
Iowa-American proposes to include $605,971 of cash working capital in rate 

base.  The purpose of cash working capital in rate base is to compensate the utility's 

investors for providing the funds required for the day-to-day business operations that 

require a cash outlay during the time lag between the provision of service and the 

receipt of revenues associated with that service.  Calculation of the cash working 

capital is necessary because the utility provides a service but does not receive 

payment for the service for a certain number of days, which is called the revenue lag.  

Cash working capital also accounts for the fact that the utility receives a service from 

a vendor or employee but does not pay for the service for a certain number of days 

after it is provided, which is the payment lag.  Iowa-American performed a lead/lag 

study to analyze its receipts and payments based on the most recent data available.   

Iowa-American’s proposal excludes long-term debt expense from the 

calculation of cash working capital.  Iowa-American commented that bonds, preferred 

stock, and common equity are used to finance the company's investment in plant.  

The related costs of financing, including interest expense, are incorporated in the 

return component of the revenue requirement and not the operating activities.  Thus, 

Iowa-American asserts its lead/lag analysis correctly excludes both interest expense 

and the receipt of operating income and is consistent with the calculation to 
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determine the appropriate cash working capital allowance in the Board's final order in 

its previous general rate case, Docket No. RPU-2013-0002. 

Iowa-American also argues that inclusion of the cash lead for long-term debt 

interest is one-sided unless it is accompanied by recognition of a lag for operating 

income.  It argues that either both should be excluded, as it has done in its proposal, 

or both should be included. 

OCA’s proposed calculation of cash working capital includes long-term debt 

expense.  Interest on long-term debt is one of these expenses that the company is 

required to pay as it comes due on a semi-annual basis.  OCA's calculations include 

lag as well as lead.  OCA calculated cash working capital using 76.09 revenue lag 

days and 92.09 expense lead days, which results in 17 net lead days.  In other 

words, the company collects revenue from customers, on average, 17 days prior to 

having to pay the interest on the long-term debt.  OCA’s calculation of cash working 

capital also includes its income statement adjustments to fuel, power, chemicals, and 

waste disposal. 

The Board will require that interest expense on long-term debt be included in 

the calculation of Iowa-American’s cash working capital.  Interest expense on long-

term debt must be included in cash working capital since it is a part of the day-to-day 

operations and must be paid as it comes due.  Iowa-American provided its calculation 

of the lag days for interest expense but did not include the expense in cash working 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 16   
 
 
capital.  The impact of including interest expense in cash working capital lowers the 

revenue requirement by approximately $26,000.   

The Board notes that Iowa-American did not include interest expense on long-

term debt for its calculation of cash working capital in its previous rate proceeding, 

Docket No. RPU-2013-0002, but it appears that exclusion was an oversight.  In other 

recent rate cases such as Docket Nos. RPU-2013-0004 (MidAmerican Energy 

Company) and RPU-2010-0001 (Interstate Power and Light Company), the Board 

has required cash working capital to include interest expense on long-term debt.  

Therefore, the Board will require that interest expense on long-term debt be included 

in the calculation of Iowa-American’s cash working capital consistent with those prior 

decisions. 

The Board also notes that Iowa-American's proposed cash working capital 

includes the fuel, power, chemicals, and waste disposal expense adjusted for 

declining consumption, similar to its proposal under the income statement.  As noted 

above, the Board does not consider such an adjustment to be reasonable and did not 

allow the declining usage adjustment to fuel, power, chemicals, and waste disposal 

expense.  Consistent with that decision, the Board will not allow any adjustment to 

Iowa-American’s cash working capital related to fuel, power, chemicals, and waste 

disposal expense based upon declining usage. 
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PROPOSED RIDERS 
 
A. Qualified Infrastructure Plant Replacement Mechanism (QIP) 

Iowa-American proposes a qualified infrastructure plan replacement 

mechanism (QIP) that would permit Iowa-American to add costs related to 

infrastructure replacements consisting of mains, valves, hydrants, and meters to its 

revenue requirement between full rate cases.  Iowa-American’s proposed QIP is 

designed to only include non-revenue producing plant investment that is not already 

included in rate base.  It would also include projects mandated by the Department of 

Transportation (DOT) or other governmental agencies.  It would not include costs 

related to infrastructure for new customers.  At the end of each six-month period, 

Iowa-American would have 30 days to file a detailed report to the Board.  The Board 

would then have 60 days for review.  The proposed QIP would include an annual 

reconciliation of actual vs. recovered costs.  The proposed QIP would be capped at 

15 percent of total authorized revenues as established by the Board in the most 

recent rate case and would reset to zero following a subsequent general rate case.  

The QIP would promote smaller, more gradual increases to customer bills rather than 

the larger increases associated with general rate cases. 

Iowa-American acknowledges that it is obligated to perform necessary 

replacements of infrastructure, but that only doing necessary work is not the same as 

performing an optimal level of replacement.  Iowa-American states its replacement 
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rate was 0.4 percent in 2015, but it estimates it will need to reach a replacement rate 

of 1.25 percent by 2032 to be at an optimal level.   

Iowa-American states that operation and maintenance expenses will increase 

as its infrastructure ages and becomes more susceptible to breaking, leaking, and 

contamination.  It estimates that it can complete approximately $6.70 of capital 

replacement work for every dollar of repair that can be avoided.  Implementation of a 

QIP would allow Iowa-American to better recover the capital costs and depreciation 

of infrastructure replacement.  Iowa-American argues this would in turn benefit 

current and future customers by having fewer main breaks and service interruptions. 

Iowa-American states that eleven other states have adopted QIP-type 

mechanisms.  It states the Board has the authority to implement a QIP since it is the 

equivalent of the capital infrastructure investment automatic adjustment mechanism 

(Tracker) allowed by the Board in its natural gas rules.  See 199 IAC 19.18.  Iowa-

American asserts such a program would be just as beneficial for water utilities as it is 

for natural gas utilities since water, unlike natural gas, is ingested by humans and 

therefore directly impacts human health and safety. 

Iowa-American asserts that it has paid close attention to the Board's orders in 

the past two cases and has attempted to address the Board’s concerns from those 

cases.  Iowa-American has provided a financial impact study that includes a specific 

four-year spending plan for infrastructure replacement.  If it is allowed to implement 

the QIP, Iowa-American plans to increase infrastructure spending from approximately 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 19   
 
 
$5.6 million in 2016 to $7.4 million in 2020.  This equates to annual increases in 

spending of approximately $500,000.  (Tr. at 207, 211).  Without the QIP, Iowa-

American’s spending will remain at current levels.   

Iowa-American believes it has shown a clear need for the QIP and the Board 

has the authority to develop and implement criteria unique to Iowa-American's 

circumstances.  Iowa-American is proposing a QIP that allows for a return at the 

weighted average cost of capital without filing a general rate case.  Iowa-American 

argues that if the Board only allows a return at the cost of debt, as is the case for the 

Tracker, the very purpose of the QIP is nullified.  Its proposed QIP is designed to 

attract the ongoing levels of capital investment needed to accelerate Iowa-American's 

rate of infrastructure investment.  

Iowa-American believes that the Board's 13-month averaging for plant in 

service creates permanent regulatory lag.  Substantial regulatory lag will remain even 

if the QIP is implemented.  Additions that are not QIP-eligible will not be recovered 

until the next general rate case.  Iowa-American estimates such costs to be between 

$5 million and $9 million annually.  Iowa-American states that if its earnings are 

above its allowed return in any period, it will forego any increase in its QIP for that 

period. 

OCA argues the QIP is virtually identical to what Iowa-American filed in its 

past two rate cases.  In those cases, the Board rejected the QIP, and OCA argues it 

should do so again in this case for the same reasons.   
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OCA states the Board traditionally considers three criteria when considering 

whether to allow an automatic adjustment mechanism:  1) whether the costs for 

automatic recovery are beyond the control of management; 2) whether the costs are 

subject to significant variation; and 3) whether the costs are a significant part of the 

utility's cost of providing service.  OCA argues the proposed QIP-eligible costs are 

not beyond the control of management because the capital replacement plan is 

specifically controlled by management.  It also asserts the costs are not subject to 

unexpected variation because the ongoing replacements are part of a total capital 

replacement plan, and since the proposed QIP is capped at 15 percent of total 

revenues, the costs would not be a significant part of Iowa-American's cost of 

providing service.  OCA argues that Iowa-American admits the QIP fails to satisfy the 

traditional factors used by the Board to evaluate riders. 

OCA states that in Iowa-American's two past rate cases, the Board rejected 

regulatory lag as sufficient justification for implementing QIP.  Regulatory lag 

encourages management to be efficient between cases.  Board rules allow utilities to 

recover costs incurred within nine months of the end of a test year and to implement 

temporary rates within ten days of filing a case.  These measures were put in place to 

minimize regulatory lag.   

OCA also argues that Iowa-American is already statutorily required to provide 

“reasonably adequate service and facilities” and to operate in an efficient manner.  

Iowa Code §§ 476.8, 476.52.  OCA argues that letting the system deteriorate and 
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only addressing leaks does not provide customers with adequate service, and failure 

to maintain its system in a manner that avoids unnecessary expense and disruption 

is not efficient.  OCA does not believe the QIP is necessary for Iowa-American to 

perform these statutorily required duties. 

OCA also asserts that, as in past cases, Iowa-American has included no 

mitigating benefits to customers.  The QIP does not stop even if Iowa-American's 

earnings exceed the Board's allowed return.  In addition, Iowa-American provides no 

guarantee that QIP would increase the time between rate case proceedings.  OCA 

also argues that Iowa-American has not provided any evidence that customers prefer 

or adjust to smaller, more frequent increases better than larger, less frequent 

increases in general rate cases.   

Use of adjustment mechanisms to address certain costs is authorized by Iowa 

Code § 476.6(8) and the Board has approved such mechanisms when they meet 

certain criteria.  Traditionally, an adjustment mechanism permits utility rates to be 

adjusted up or down automatically in relation to fluctuations in certain defined 

operating expenses, allowing increases or decreases in costs to be passed on to 

customers with no profit or loss to the utility.  Adjustment clauses are common for 

electric utilities for fuel costs and gas utilities for gas costs; clauses have also been 

approved by various states for other expenses. 

 Iowa-American is proposing that the Board approve an automatic adjustment 

mechanism that allows the company to recover from ratepayers a return of and a 
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return on certain capital investments between general rate case filings.  The Board 

notes that it has previously considered such a mechanism in each of Iowa-

American’s last two rate cases and rejected the proposal each time. 

The current proposal, like the past two, does not meet the traditional three 

criteria for a rider.  The investments projected by Iowa-American show that 

management has control over the rate of replacement, which can be increased with 

or without QIP.  The only piece of infrastructure that is out of management control is 

costs related to DOT-mandated changes.  These amounts have ranged from zero to 

$2.37 million since the last rate case.  These mandated costs are not significant 

when compared to the overall cost of providing service.  The costs are relatively 

consistent and do not make up a significant portion of the utility’s cost of providing 

service.  The Board has recognized, however, the occasional need for adjustment 

mechanisms that do not necessarily meet the traditional standards, such as the 

Tracker found at Board rule 199 IAC 19.18.  

Iowa-American states that many water utilities that have been awarded 

mechanisms such as the QIP have been able to extend the time between the filing of 

general rate cases, which in turn reduces regulatory expense, resulting in direct 

savings to ratepayers.  (Initial Brief at 67).  In addition, Iowa-American states that the 

QIP will benefit customers through reduced leaks, breaks, and service interruptions.  

The Board acknowledges that newer infrastructure is likely to be more efficient and 

reliable, though the Board also notes that Iowa-American has not included in this 
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case any adjustments or cost reductions related to lower O&M costs related to 

increased infrastructure replacement levels associated with implementation of the 

QIP. 

Iowa-American states that the QIP surcharge will provide smaller, more 

gradual increases rather than larger increases associated with rate cases.  The 

overall impact estimate provided by Iowa-American based upon its proposal would be 

on average 3 to 4 percent annually.  If Iowa-American were to go four years without 

filing a rate case, customers would have incurred rate increases totaling more than 

$5 million dollars, or 12.5 percent.  (Krohn Exhibit 18). 

Iowa-American also asserts that approval of the QIP would allow it to reduce 

the frequency of its rate cases, saving ratepayers money in the form of lowered rate 

case expenses, though it has not committed to any specific period of time between 

rate cases.   

The Board agrees that improved reliability and stability would provide a 

customer benefit and it also wishes to encourage replacement of aging infrastructure.  

The Board recognizes that rate case expenses have a relatively greater impact for a 

utility like Iowa-American that has a smaller number of customers than other rate-

regulated utilities in Iowa.  Consequently, the Board finds that a reduction in rate 

case expenses would likely be a benefit to Iowa-American’s customers. 

Unlike prior cases, in this case Iowa-American has set forth at least the 

beginnings of an infrastructure plan related to the QIP.  It has stated its intent to 
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increase infrastructure spending by approximately $500,000 annually from 2016 

through 2020 if the QIP is implemented.  It has supported this plan with a financial 

impact study that was not present in the prior two rate cases where the Board did not 

allow a QIP or similar mechanism. 

The Board finds that a modified QIP should be approved.  The Tracker 

provides a proper model for this type of infrastructure recovery.  Recovery under a 

QIP should be made annually, rather than every six months as proposed by Iowa-

American.  As the Board previously stated in its orders in Iowa-American’s last two 

rate cases, regulatory lag is not a sufficient justification for the proposed QIP.  An 

annual QIP filing will still allow Iowa-American to increase its infrastructure 

investment without overly burdening its ratepayers with multiple rate increases per 

year. 

QIP-eligible projects shall be those that replace aging infrastructure and do not 

otherwise increase Iowa-American’s revenue.  Iowa-American will need to specify 

line replacement criteria such as, for example, leaks per mile, age, and pipe material 

that will distinguish these projects from business as usual and form the basis for 

determining which investments are eligible for inclusion in the QIP. 

Furthermore, the allowed rate of return under the QIP shall be limited to the 

average approved cost of debt, similar to what is allowed under the Tracker pursuant 

to 199 IAC 19.18.  While Iowa-American argues that this limitation nullifies the 

purpose of the QIP, the Board disagrees.  First, while a QIP is designed to delay or 
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reduce the number of rate cases, it is not designed to replace them entirely.  Allowing 

Iowa-American to recover the average cost of debt allows it to receive a return on its 

infrastructure investments between rate cases without eliminating the eventual need 

for a general rate case.  The Board finds this method has worked for the Tracker for 

natural gas utilities, and it will therefore implement the same provisions for the QIP.  

Second, the Board notes that while the QIP would not provide Iowa-American the 

ability to earn a full rate of return on its eligible investments immediately, it would 

provide Iowa-American an opportunity to earn its full return on additional levels of 

investment that would not have occurred but for the QIP in the years following its next 

rate case.   

Approval of the QIP could, under certain circumstances, require an adjustment 

to the allowed return on equity (ROE) due to a lowering of the company’s risk. 

However, because the Board is only allowing a return of the average approved cost 

of debt, the granting of the QIP will not at this time require an adjustment to the 

approved ROE as discussed below in this order. 

If it chooses to implement a QIP on these terms, Iowa-American shall file in a 

separate docket a proposed tariff to implement a QIP consistent with the findings and 

directions of this order.  

B. Revenue Stabilization Mechanism 

Iowa-American proposes a revenue stabilization mechanism (RSM) in order 

for the company to collect its revenue requirement regardless of the volume of water 
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sold.  An under-collection would result in a surcharge the following year based on 

volumes, and an over-collection would result in a lump sum credit the following year 

equal in amount for each customer.   Iowa-American indicates that the mechanism is 

needed because average per-customer base usage will continue to decline and 

because of the variability of weather (which affects usage).  It argues a decline in 

usage results in the decline of revenue, but costs remain the same since the majority 

of Iowa-American's costs are fixed rather than variable.  Iowa-American indicated 

that it must maintain significant aging infrastructure that is ready to deliver water to 

customers.   

Approximately 94 percent of Iowa-American's costs are fixed while 

approximately 34 percent of revenues come from fixed customer charges.  The 

remaining revenue is from variable (volumetric) customer charges that are directly 

impacted by the trend of declining use and weather-related swings in usage.  Under 

the current regulatory framework, Iowa-American has an incentive to sell more water 

so that it can realize more revenue from volumetric charges and ensure that it 

recovers its fixed costs.  However, there is growing awareness that water is a scarce 

resource and should be conserved wherever and whenever possible.  Thus, selling 

more water is not in the best interests of Iowa-American or its customers.   

The proposed RSM would allow Iowa-American to collect the revenue that the 

Board establishes in this case independent of sales volumes and make Iowa-

American financially indifferent to selling less water.  The mechanism accounts for 
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both the over- and under-recovery of the revenue requirement.  The levels of revenue 

and production expense in this rate proceeding would constitute "base" levels.  Going 

forward, the actual monthly levels of revenue and production expense will be booked 

and compared to the base levels.  At the end of twelve months, the difference 

between the base revenue level (net of base production costs) and the actual 

revenue level (net of actual production costs) would be determined, and a credit or 

surcharge would be applied. 

Iowa-American states that mechanisms such as the RSM are well established 

for gas companies and electric companies and are becoming more commonplace for 

water utilities.  In 2013, the National Association of Regulatory Utility Commissioners 

(NARUC) adopted a resolution supporting the consideration of alternative recovery 

mechanisms for water and wastewater utilities.  Clauses similar to the proposed RSM 

have been used for some time for water utilities in New York and California, and have 

been more recently adopted for a water utility in Connecticut.  Additionally, RSMs 

have been approved for gas utilities in 21 states and an additional four states have 

mechanisms pending, while weather normalization adjustments have been allowed in 

24 states.  A fixed cost recovery mechanism for electric utilities has been approved in 

31 states and the District of Columbia. 

Iowa-American argues business risk is increased appreciably if the ratemaking 

formula fails to reflect the rate at which usage is declining and the fact that revenues 

are materially affected by weather.  It believes the RSM is a reasonable way to 
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decrease that risk.  Iowa-American notes that it has collected less revenue annually 

than the revenue levels used to set revenue requirements in the last three rate cases 

during the period 2009 to 2015 with the exception of 2012.  Iowa-American asserts 

that the proposed RSM would ensure that its earnings are not punished by an overly 

optimistic sales forecast or inflated by an unduly low forecast upon which rates are 

based.  Iowa-American also asserts the RSM would decrease rate case expenses by 

allowing it to reduce the number of rate cases it files and allow the parties involved in 

a rate case to focus on issues that are pertinent to providing quality service since the 

RSM would remove or substantially mitigate the contentious issue of the sales 

forecast. 

OCA argues Iowa-American has provided no justification for instituting a novel 

ratemaking mechanism like the RSM with no benefits, or even protections, for 

customers.  The RSM would allow Iowa-American to recover the same level of 

revenue regardless of the amount of water sold.  OCA believes Iowa-American has 

not met its burden of proof to show that the RSM would result in just and reasonable 

rates.  It notes that the number of customers has increased and Iowa-American 

frequently files rate cases. 

OCA asserts the proposed RSM does not include any customer benefits to 

offset the potential rate increases.  While the RSM would decrease Iowa-American's 

risk in the form of guaranteed revenue, Iowa-American is not adjusting its requested 

ROE to reflect that decreased risk.  OCA also notes that while weather fluctuations 
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may affect a water utility's sales, the fluctuations are a normal operating concern for 

water utilities.  It argues that weather fluctuations are not new and are not a special 

circumstance that would justify an entirely new approach to calculating customers' 

rates.   

OCA argues the RSM is not merely an adjustment clause but an 

unprecedented change in how utility rates are calculated in that the amount of 

product (water) consumed is separated from the price paid for the product.  Ensuring 

that prices adjust to attain the specified revenue is nothing short of a guarantee to 

earn that revenue.  OCA asserts Iowa-American has proposed a decoupling 

mechanism that is based solely on its desired revenue target without any showing 

that the proposed RSM aligns with larger public policy or consumer interest. OCA 

notes that, with the RSM, customers would have no incentive to use water efficiently 

since rates would increase as water use decreases.  

It appears that Iowa-American requests that the Board accept the general 

concept that the company and its customers will be in a better position as the result 

of RSM implementation.  Iowa-American indicates that the proposed RSM will benefit 

customers with rate stability since the company will be able to engage in more 

consistent planning and deployment of the most efficient resources.  The Board notes 

that the request for the RSM does not include a description or specific examples of 

the problems the company has encountered, alternatives the company has 

considered or implemented and the reasons the problems persist, or the anticipated 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 30   
 
 
results once the RSM is approved.  In sum, the proposed RSM does not include 

measureable goals by which the mechanism, if approved, could be periodically 

evaluated. 

Iowa-American asserts that the RSM will benefit customers with gradual 

adjustments in rates rather than larger adjustments at the time of a general rate case.  

However, since the RSM is designed to guarantee the company receives its revenue 

requirement, it is not clear how gradual such a shift would be. 

Iowa-American commented that the RSM would benefit customers because it 

would remove or substantially mitigate the contentious issue of the sales forecast 

from future rate cases, which the Board interprets as referring to the test year billing 

units.  The Board notes that the time previously spent on a request to adjust the test 

year's billing units would instead be spent evaluating the effectiveness of the RSM 

mechanism, likely resulting in little or no savings for customers.   

The mechanics of the proposed RSM also have the potential to result in inter-

class and intra-class subsidization for several reasons.  The proposed RSM would 

apply to all customer classes even though Iowa-American has based the need for the 

RSM on its analysis of declining residential per customer usage and weather variable 

consumption that is primarily residential.  Further, a shortfall in revenue for one 

customer class could be recovered from other customer classes.  For example, a 

general service customer that closes its business, resulting in a revenue decline for 

Iowa-American, would lead to an increase in the RSM surcharge recovered from all 
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existing customers, or would reduce the RSM credit for all existing customers, 

shifting the costs of the general service class to other classes.  Further, the 

mechanism that collects revenues in one manner (on a per-unit basis) and returns 

over-collections in another manner (a credit equal in amount for all customers) could 

potentially refund more or less than the amount of over-collection received from each 

customer class.  Such refunds would also be disproportionate to usage. 

The Board will reject the RSM as proposed by Iowa-American.  While there 

may be concerns over the impact on revenues due to declining residential base 

usage and weather variability, the RSM proposal offers no measureable goals on 

which the Board may evaluate the effectiveness of the mechanism and the proposed 

mechanics have the potential to result in interclass and intra-class subsidization. 

 
RATE OF RETURN 

 
A. Overall Cost of Capital 

1. Return on Equity 

In setting an allowed rate of return on equity investment, the Board is to 

balance investor and consumer interests.  For example, if rates produce earnings 

that are below a fair and reasonable level, they may be unjust or confiscatory to the 

owners of the utility property; if rates produce earnings that are above a fair and 

reasonable level, the rates may be oppressive to the utility’s ratepayers.  Davenport 

Water Co., v. Iowa State Commerce Comm’n, 190 N.W.2d 583, 604-605 (Iowa 

1971).  In addition, the U.S. Supreme Court in Federal Power Commission v. Hope 
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Natural Gas Company, 320 US 591 (1944), held that “the return to the equity owner 

[the utility] should be commensurate with returns on investments in other enterprises 

having corresponding risks.  The return, moreover, should be sufficient to assure 

confidence in the financial integrity of the enterprise so as to maintain credit and 

attract capital . . . .” 

 In determining the allowed return, the various models generally produce a 

range for the Board to consider.  There is no precise return on equity that is accurate 

or only one that is appropriate, but a range of reasonable returns.  Within that range, 

the Board determines the most appropriate return, balancing the interests of 

shareholders and ratepayers. 

 Iowa-American and OCA each present return on equity (ROE) testimony.  

Both of the ROE witnesses use a version of the discounted cash flow (DCF) model 

and capital asset pricing model (CAPM) in their analyses.  These market-based 

models were applied to American Water Works, the parent company, as well as a 

proxy group of comparable water utility companies.  Iowa-American also uses two 

versions of the risk premium model; OCA does not. 

Iowa-American’s witness recommends an ROE range of 9.8 percent to 10.8 

percent, with an ROE at the upper end of the range to reflect additional business 

risks faced by Iowa-American.  Iowa-American selects 10.8 percent as its 

recommended ROE.  The results from Iowa-American witness’s ROE analysis 

produced an average ROE of 10.3 percent, and 10.3 percent is the midpoint of the 
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recommended ROE range.  (Morin Direct at 50).  Therefore, it can be assumed that 

Iowa-American’s business risk adjustment is equal to 50 basis points.  Without the 

implicit 50 basis point business risk adjustment and the 20 basis point flotation cost 

adjustment, the final ROE recommendations are Iowa-American at 10.1 percent and 

OCA at 8.7 percent.  (Munoz Direct at 5).  The adjustments will be addressed later.  

In presenting the various ROE models, there were arguments presented not only with 

respect to the final recommendation but also with respect to some of the inputs, the 

validity of some of the models, and with respect to the proxy group.   

In presenting the various ROE models, Iowa-American and OCA use the same 

proxy group with the exception of one company, Consolidated Water.  Consolidated 

Water provides desalinated seawater for customers in the Cayman Islands, 

Bahamas, Belize, British Virgin Islands, and Bali.  Only 41 percent of Consolidated 

Water’s revenue is generated from regulated operations.  (OCA Hearing Exhibit 102 

at 5).  Iowa-American includes Consolidated Water in its proxy group, but OCA 

argues that this company is not similar to Iowa-American since it operates primarily 

outside the regulatory structure of the United States and it has a 100 percent 

common equity ratio.  (Munoz Direct at 14).  The Board agrees with OCA that 

Consolidated Water does not fit the business and financial profiles of Iowa-American 

or the other companies in the proxy group.  The Board will therefore exclude 

Consolidated Water from the proxy group. 
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Another disagreement between the two parties is the version of the DCF 

model to use.  Iowa-American uses the standard DCF model where the dividend yield 

is increased by (1 + g) where g is the expected growth of dividends, earnings, stock 

price, and book value.  (Morin Direct at 17-18).  OCA uses the continuous 

compounding form of the DCF model where the dividend yield does not reflect 

additional growth.  (Munoz Direct at 15-16).   

In the past, the Board has placed more reliance on the half-growth DCF model 

(previously referred to as the FERC DCF model) because it represents a compromise 

between the continuous compounding and constant growth models, with some of the 

strengths and weaknesses of each approach.  There is, however, no perfect DCF 

model, and the Board looks at the results of all the DCF models, after reflecting the 

removal of Consolidated Water from the proxy group, as one tool in determining 

Iowa-American’s ROE. 

 Iowa-American also uses two versions of the risk premium model, historical 

risk premium and the allowed risk premium.  (Morin Direct at 44).  In its simplest 

form, the risk premium model takes a specific long-term debt interest rate and adds 

an associated risk premium to estimate the ROE. 

 Both parties use the CAPM, either as part of the analysis or as a check on the 

DCF results.  Historically, the Board has not given as much weight to any CAPM 

analysis because there were concerns about its reliability.  However, more recently 
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the Board has considered results from the CAPM method as another tool in its ROE 

determination and will do so here as well. 

 All of the models used by the parties produced results worth considering, 

although the Board has traditionally given more weight to some models than others.  

In this proceeding, none of the models appeared to produce results that were 

contrived or so unreasonable as to be unworthy of consideration after reflecting the 

adjustment to the proxy group.  

In this proceeding, the parties’ recommended ROE prior to adjustments 

ranged from 8.7 percent to 10.1 percent.  The parties’ results from the various DCF 

models ranged from 8.7 to 9.8 percent, the various CAPM ranges are within the 

range of 8.3 to 10.2 percent, and the risk premium range is 10.6 to 10.7 percent 

reflecting no flotation cost adjustment.  Removing Consolidated Water from the proxy 

group altered the DCF range to 8.7 percent to 9.5 percent.  There was no material 

impact on the CAPM range.  After reviewing current market data in the record and 

the ranges produced by the various models, the Board concludes an ROE between 

9.3 and 9.8 percent is reasonable, particularly given the relative closeness of the 

DCF and CAPM ranges compared to the risk premium range.  The Board will set the 

ROE at 9.6 percent, which appropriately balances the interests of the shareholders 

and ratepayers and is consistent with recent ROE decisions. 

2. Business Risk Adjustment 

Iowa-American argues that the approved ROE should fall at the upper end of  
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its proposed ROE range of 9.8 to 10.8 percent because Iowa-American’s business 

risks are higher than the average water utility, citing factors such as declining usage, 

sources of water supply, condition of infrastructure, physical make-up and service 

territory, and regulatory risks.  (Rungren Direct at 7).  OCA argues against the 

application of a business risk adjustment stating that the companies included in the 

proxy group have similar risks, which makes the adjustment unnecessary.  (Munoz 

Direct at 42). 

 The Board will reject Iowa-American’s proposed business risk adjustment.  

The proxy group used in this case was selected because the companies have risk 

criteria similar to Iowa-American’s, making separate adjustments for isolated factors 

unnecessary.  See Interstate Power and Light Company, “Final Decision and Order,” 

Docket No. RPU-2008-0001, p. 62 (issued December 13, 2009).  Iowa-American also 

acknowledged at hearing that many of the risk factors it faces are no different than 

the risk factors faced by other water utilities.  (Tr. at 90-93). 

 Further, the Board notes that the issue of management efficiency was raised.  

Iowa-American argues for an increase in the ROE because it has decreased 

operating expenses, thereby demonstrating management efficiency.  (Tr. at 135).  

While this issue was touched upon in testimony at the hearing, it was primarily raised 

and argued in the parties’ briefs.  The Board does not believe the record contains 

sufficient evidence to support a finding that Iowa-American’s management has been 

so extraordinarily efficient as to warrant an increase in its allowed ROE.  See Iowa 
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Code § 476.52 (allowing the Board to increase the level of profit to a utility operating 

in an extraordinary efficient manner). 

 3. Flotation Cost Adjustment 

 A flotation cost adjustment is a mechanism to recover costs associated with 

issuing common stock to the market.  Iowa-American states that direct costs 

associated with common equity include compensation for marketing and consulting 

services and that indirect costs associated with common equity deal with what is 

called “market pressure” where there is downward pressure on the stock price due to 

the new issuance having the effect of increasing the overall supply of stock.  (Morin 

Direct at 45).  Iowa-American argues that because flotation costs are not expensed 

when common stock is issued, they need to be recovered another way, such as 

through an upward adjustment to the ROE.  Iowa-American reflected a 20-basis point 

adjustment in its ROE analysis.  (Morin Direct at 46). 

 OCA opposes the adjustment, stating that Iowa-American does not have 

flotation costs because no common stock was issued in the test year and no 

issuance is planned in the near term, no Iowa-American specific data were provided 

by Iowa-American (so any adjustment would be speculative), and no market pressure 

adjustment is needed because utility stocks trade far above book value in the market, 

meaning that market pressure is already accounted for.  (Munoz Direct at 35-36). 

 The Board will deny the proposed flotation adjustment.  No common equity 

has been issued recently and Iowa-American has not represented that it will issue 
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any in the near future.  See Iowa Southern Utilities Company, “Final Decision and 

Order,” Docket No. RPU-85-11, p. 58 (issued February 25, 1986). 

B. Capital Structure 

 The primary difference between Iowa-American’s and OCA’s proposed capital 

structure is with respect to the time period used.  Iowa-American determined an 

average capital structure ending December 31, 2015.  (Rungren Direct at 4).  OCA 

uses an updated capital structure reflecting a 13-month average capital structure for 

the time period ending April 2016.  (Munoz Direct at 8). 

 The Board will approve OCA’s capital structure, adjusted to reflect actual 

common equity balances, as presented by Iowa-American, for the months of January 

to April 2016.  (Rungren Rebuttal at 2-3).  This current capital structure is consistent 

with Iowa Code § 476.33(4). 

C. Double Leverage 

 When reviewing a rate-regulated utility’s capital structure, the Board 

traditionally considers the capital structure of the utility company, which includes 

debt, as the first layer of leverage.  The Board also considers any debt at the parent 

or holding company level that could be used for a capital infusion into the utility, 

which is the second layer of leverage.  Without the double leverage adjustment, there 

is concern that a parent company could manipulate its debt and equity at the parent 

and subsidiary levels to earn an equity return on long-term debt that is actually 

invested in its utility subsidiary. 
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 The Board has rejected utility efforts to avoid double leverage adjustments in 

several cases, including Docket Nos. RPU-2003-0003, RPU-2002-0008, and ARU-

2002-0001, as well as Iowa-American’s prior rate cases, Docket Nos. RPU-2011-

0002 and RPU-2013-0002.  However, the Board has said it would not apply double 

leverage mechanically in each case, but rather would examine the particular facts 

and circumstances in each case where the adjustment is proposed. 

 The Iowa Supreme Court has affirmed the Board’s use of double leverage on 

two occasions, in General Telephone Co. of the Midwest v. Iowa State Commerce 

Comm’n, 275 N.W.2d 364, 369 (Iowa 1979), and United Telephone Co. v. Iowa State 

Commerce Comm’n, 257 N.W.2d 466, 479-80, 482 (Iowa 1977).  It is important to 

note that the Court did not mandate that double leverage be applied in all (or any) 

situations.  Examples of application of the double leverage adjustment, and an 

exception to when the adjustment is made, are detailed in a previous Iowa-American 

rate case decision.  Iowa American Water Co., Docket No. RPU-2011-0001, pp.  

15-19 (issued February 23, 2012). 

 Since 1977, double leverage has been applied to Iowa-American.  Again in 

this case, Iowa-American provided a detailed explanation of how American Water’s 

long-term debt was not used to invest in Iowa-American’s common equity.  (Rungren 

Direct at 14-15). 

 First, Iowa-American argues that double leverage violates the cost of capital 

concept and principles of finance, economics, and fairness.  Iowa-American also 
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states that the manner in which the capital is used is what determines the true cost of 

capital, not the source of the funding for the investment.  (Morin Direct at 54; Morin 

Rebuttal at 40). 

 Second, Iowa-American maintains that double leverage is illogical because the 

equity contributed by the parent has one cost rate while the equity contributed by 

individual investors has a different cost rate and double leverage implies that an 

investor would earn zero percent return if the investor inherited the stock or received 

it as a gift.  (Morin Direct at 56).  Iowa-American asserts that under double leverage, 

the subsidiary’s cost of equity could be higher simply because it was sold to a 

different owner.  (Morin Appendix C). 

 Third, Iowa-American argues that double leverage is discriminatory to a 

corporate investor because if a utility is a standalone company it would earn one 

equity return while a utility that is part of a holding company would likely earn a lower 

return even though they are identical in all other respects.  (Morin Rebuttal at 46). 

 Iowa-American states that due to conceptual and practical limitations and 

differing notions of finance, economics, and fairness, double leverage has largely 

been abandoned by regulatory agencies.  According to Iowa-American, double 

leverage is used only by one other state utility regulatory body, Tennessee.  (Morin 

Direct at 54).  With Iowa being only one of two states left in the country that applies 

double leverage, this can put Iowa utilities on unequal footing when attracting 

investment.  
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 Iowa-American asserts that one of the arguments used to support double 

leverage is that capital is fungible as funds pass between the parent and the 

subsidiary.  However, Iowa-American argues that the fungibility argument fails with 

respect to the subsidiary’s retained earnings because those are never passed 

through to the parent company.  (Morin Rebuttal at 43). 

 OCA argues that it is important to incorporate the parent/subsidiary 

relationship when determining the subsidiary’s capital structure where the parent’s 

investment is leveraged twice, once at the parent level and once at the subsidiary 

level.  (Munoz Direct at 27-28). 

 OCA maintains that the parent should not earn an equity return on capital 

funds that are actually cheaper than that return because the parent then would earn 

windfall profits at the utility’s ratepayers’ expense.  OCA concludes that considering 

the parent’s cost of capital reflects the true capital costs of a wholly-owned subsidiary 

of a holding company.  (Munoz Direct at 28). 

 The Board finds the arguments against the application of double leverage for 

Iowa-American to be persuasive and will no longer apply the adjustment to  

Iowa-American.  Iowa is one of perhaps only two states that still apply the adjustment 

and application of the adjustment could place Iowa-American at a competitive 

disadvantage with respect to capital investment by its parent, American Water Works, 

if higher earnings may be earned by utility subsidiaries in states where there is no 

double leverage adjustment.  In particular, the Board believes the evidence and 
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arguments regarding how retained earnings are not traceable to the parent and the 

negative impact the additional debt has on Iowa-American’s financial risk 

demonstrates the conceptual problems with the double leverage adjustment cited by 

Iowa-American.   

  This does not mean that the Board is not concerned with the potential abuses 

that double leverage was designed to prevent, such as artificially inflating the 

common equity return by increasing the amount of debt at the parent level and by 

decreasing the amount of debt at the subsidiary.  However, if manipulation is evident 

in future rate cases, the Board may address this issue in the same manner as other 

jurisdictions by imposing a hypothetical capital structure on the utility, if necessary.  

OCA acknowledges that other states use this instead of double leverage and that a 

hypothetical capital structure can help to address the concerns arising from a parent-

subsidiary relationship.  (Tr. at 298).  OCA also acknowledges that no evidence of 

manipulation is present in this case.  (Tr. at 308-309).  By using a different tool to 

prevent abuses of debt manipulation, parent companies with subsidiaries operating in 

Iowa may look more favorable to investors as an appropriate place to invest 

additional capital and improve the terms and conditions of attracting capital. 

 
COST OF SERVICE 

 
Iowa-American is the only party in this proceeding that performed a full Class 

Cost of Service Study (CCOSS).  Iowa-American and OCA are in agreement on the 

CCOSS with regard to allocation and use in designing rates in this case.  The Board 
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finds the CCOSS and resulting cost of service allocations reasonable with the 

understanding it may need to be updated to reflect any changes to the revenue 

requirements and to support compliance tariffs made necessary by other parts of this 

order. 

 
RATE DESIGN 

 
Iowa-American provided two rate design proposals.  The primary proposal 

would be applicable if the Board approves Iowa-American's RSM.  Under that option, 

customer charges would remain unchanged and volumetric rates would be adjusted 

to align revenues with the approved revenue requirement.  If the event the Board 

rejects the RSM, Iowa-American provided an alternative rate design proposal based 

on a straight fixed-variable (SFV) rate design.  Under this proposal, customer 

charges are increased to recover a greater portion of the fixed costs.  In response to 

OCA, Iowa-American witness Herbert provided modified volumetric rates under this 

proposal to more closely align the revenue distribution with estimated costs.  If 

neither the RSM nor the alternative rate design proposals are approved, Iowa-

American supports a customer charge that, at a minimum, recovers its customer 

costs.   

Iowa-American also argues for increasing Private Fire rates so that it recovers 

indicated costs. 
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OCA recommends that the Board adjust volumetric rates to more closely align 

rate blocks with the estimated cost of service, reject the proposal to move toward a 

SFV rate structure, and reject the proposed increase to the customer charge. 

A. Customer Charges 

If the Board were to approve the RSM, Iowa-American proposes to maintain 

the existing customer charge for a 5/8-inch meter of $40.07 per quarter.  If the RSM 

is not approved, Iowa-American argues its Alternative Rate Design should be 

implemented.  This would move the rate structure toward a SFV design which 

includes a fixed charge of $66.75 per quarter for a 5/8-inch meter and reduced 

volumetric rates.   Iowa-American asserts that over 90 percent of its total costs are 

fixed costs and the Alternative Rate Design would allow it to recover more fixed costs 

and stabilize revenues in the absence of the RSM. 

Iowa-American further asserts that in the event the Board rejects both the 

RSM and the Alternative Rate Design, its rates should include a customer charge 

that, at a minimum, recovers its true customer costs.   It states a customer charge of 

$43.70 per quarter is supported by the CCOSS.   

OCA argues the Board should reject a movement towards SFV rate design 

because Iowa-American has not justified such a dramatic shift in ratemaking 

methodology and such a rate design would be another attempt by Iowa-American to 

obtain guaranteed revenues.   OCA believes such a shift would violate principles 

established in the Board’s rules.  For instance, 199 IAC 20.10(2)(e) prohibits the 
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inclusion of fixed costs  and allows the inclusion of only customer-related costs in the 

customer cost component estimates for electrical utilities.  Although that rule applies 

only to electric service, OCA asserts it establishes a principle of broader applicability. 

 OCA also recommends that the Board reject Iowa-American's proposed 

increase to the customer charge because the proposed increase is not cost justified 

based on Iowa-American's cost data.  OCA asserts the customer charge should 

remain at its current level. 

As noted above, the Board is rejecting the RSM.  The Board also does not 

believe there is sufficient evidence to support a move to a SFV rate structure at this 

time.  Iowa-American has not shown that the traditional allocation of charges will 

result in insufficient revenues or otherwise necessitate a move to a SFV rate 

structure.  The Board will therefore also reject Iowa-American’s Alternative Rate 

Design.  The Board will approve the methodology Iowa-American used to calculate 

the proposed customer charge of $43.70 per quarter for a 5/8-inch meter which was 

based upon Iowa-American’s proposed revenue requirement.  This methodology will 

allow recovery of the costs associated with identified customer costs, including the 

allocated costs associated with meters, services, and billing/collecting, through the 

customer charge.  Iowa-American’s compliance tariffs should include schedules 

showing that the proposed rates are calculated consistent with this methodology. 
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B. Volumetric Charges 

Iowa-American proposes to increase the existing consumption charges so that 

revenues from each class generally move toward the indicated cost of service and 

total revenues equal the proposed revenue requirement.   If the customer charges do 

not recover the true customer costs, those costs will have to be recovered through 

volumetric rates.  Iowa-American argues this would jeopardize its ability to recover its 

revenue requirement given that it is subject to declining residential usage without 

adjustment, especially if the Board rejects the RSM. 

For purposes of determining the volumetric charges, OCA argues the Board 

should modify Iowa-American's proposed rate allocations to more closely align the 

rates with the cost estimates from the CCOSS. 

As noted above, the Board is rejecting the proposed RSM and the Alternative 

Rate Design that would implement SFV rates.  Iowa-American’s compliance tariffs 

should include volumetric rates that come as close as possible to the revenue 

distribution reflected in its initially proposed rates without exceeding the approved 

revenue requirement.  This will allow Iowa-American a reasonable opportunity to 

recover the remaining costs not allocated to the fixed customer charges and provide 

a reasonable balance between the interests of the company and its customers. 
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C. Private Fire Rates 

Iowa-American’s proposal allocates Private Fire protection charges in 

accordance with the Board's final order from Docket No. RPU-2013-0002, which 

required the costs of such service to be shared between the Private Fire Service 

customers (75 percent) and the General Metered Service customers (25 percent).   

Iowa-American and OCA both argue that sharing a portion of the costs of Private Fire 

Service should be eliminated and that the total costs should be recovered only from 

Private Fire customers because the Private Fire customers receive the most benefit 

of Private Fire Service through savings on insurance premiums and protection from 

loss of property and inventory.  Iowa-American's position is that the general public 

should not subsidize these benefits.  However, if the Board continues to support 

sharing a portion of the private fire costs with general metered customers, Iowa-

American states it should not exceed the current 25 percent level and should be 

recovered only through customer charges, not volumetric charges. 

In Docket No. RPU-2013-0002, the Board noted that installation of a sprinkler 

system not only benefits that customer directly but also provides a broader public 

benefit because sprinkler systems help contain fires and often prevent them from 

spreading to other properties.  The Board also noted in that order that private fire 

service likely reduces the demand for public fire protection in those buildings 

protected by private fire service and reduces the demand for public fire service in the 

immediate vicinity of protected buildings, another public benefit. 
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  While the parties may agree that there should not be any cost sharing for 

Private Fire customers, the record does not contain sufficient evidence to overturn 

the Board’s previous findings that Private Fire customers provide a public benefit.  

The Board will require the same allocation of costs of private fire service as set forth 

in the final order in Docket No. RPU-2013-0002.  Therefore, 75 percent of the costs 

of Private Fire Service should be allocated to Private Fire Service customers, and 25 

percent should be allocated to all of Iowa-American’s customers, who share in the 

public benefit.  The 25 percent allocated to all customers will be divided evenly 

(50/50) between the customer charge and volumetric charge.   

 
RATE CASE EXPENSE 

 
Iowa-American provided an estimate of rate case expense, not including 

charges from the Board and the OCA, in its original rate case filing.  Pursuant to 

Board rule 199 IAC 26.4(6), Iowa-American filed its actual rate case expense, not 

including Board and OCA charges, on December 23, 2016.  OCA filed an objection to 

the rate case expense on January 3, 2017.  A hearing was held on the rate case 

expense issue on February 9, 2017, and briefs were filed by OCA and Iowa-

American on February 17, 2017. 

A. Allowable Expenses 

Iowa-American provided an estimate of rate case expense, not including 

charges from the Board and the OCA, in its original rate case filing.  The estimate 

was $833,867.  Iowa-American’s December 23, 2016, filing showed actual rate case 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 49   
 
 
expense of $821,126, not including Board and OCA charges.  On February 17, 2017, 

Iowa-American filed an updated expense report with its post-hearing brief on rate 

case expense.  This filing included an additional $43,345 in expenses, putting Iowa-

American’s total expenses at $864,471.  Additionally, Board and OCA expenses 

through February 7, 2017 totaled $377,251. 

OCA filed an objection to the rate case expenses on January 3, 2017.  OCA 

states that the actual rate case expenses at that time were approximately $360,000, 

or 79 percent, above the expenses for Iowa-American’s last rate case.  OCA notes 

that many of the issues litigated in this case were previously litigated in the last rate 

case, and there is no disincentive to re-litigate issues when ratepayers will cover the 

costs. 

OCA is also concerned about the portion of expenses from Iowa-American’s 

service company, American Water Works Company (Service Company).  Iowa-

American reports $275,532 in rate case expense from Service Company.  This 

charge is separate from the $4,185,559 charged to Iowa-American during the 2015 

test year.  OCA is concerned that there could be an overlap in the charges that result 

in double counting.  OCA states that Iowa-American included information showing 

that the charges were accounted for separately but did not provide evidence that the 

additional charges for rate case expense should not have been included in the more 

than $4 million already charged to Iowa-American.  OCA also notes that Service 
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Company costs related specifically to the rate case increased from $111,662 in 2013 

to $275,532 in this case, an increase of approximately 140 percent.   

Finally, OCA questions the charges for outside consultant Denny Williams as 

well as outside counsel.  Mr. Williams billed $83,030 for 529 hours, which would 

equate to about $330,000 per year if he were a full-time employee.  These expenses 

were not included in the original estimate.  OCA also questions the expenses of 

Iowa-American’s outside counsel.  It states Iowa-American has not supported those 

costs, though the counsel costs were included in the estimates provided at the time 

of the initial filing. 

OCA argues that it is necessary and proper for the Board to examine the 

actual rate case expenses rather than the estimated ones.  OCA does not believe 

Board rule 199 IAC 26.4(5) precludes this final analysis.  OCA states that it is more 

efficient to review rate case expenses a single time at the end of the process rather 

than litigating the estimated expenses and then also litigating the final amounts 

afterwards. 

Iowa-American argues that its final rate case expense total reported through 

the December 9, 2016, reply briefs in this case were lower than the estimates 

provided in the original filing.  Iowa-American waited three years to file a new case 

and included mechanisms that would allow for longer periods between cases.  It 

states that in 2013, 2,896 hours were directly billed to O&M rather than rate case 
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expense.  These hours reflect the majority of the difference in the Service Company 

portion of costs.   

Additionally, in 2013, Iowa-American used a rate case manager from the 

Service Company.  Iowa-American states it was required to hire an outside expert to 

manage the present case due to the Rate Manager position being vacant at the 

current time.  Further, outside counsel was not as fully engaged in the 2013 case 

because Iowa-American was hiring new outside counsel while the 2013 case was 

ongoing.  In the current case, counsel was fully engaged from the start of the case.   

Iowa-American disagrees with the double counting concern of the OCA.  Iowa-

American asserts it has provided very specific documents showing that the hours 

billed by Service Company were separate from the normal day-to-day billings.  

Witness Bowen’s workpapers show increased hours billed during the preparation of 

the case, as would be expected. 

Iowa-American also argues about the timeliness of OCA’s objections.  In 

addition to providing the required rate case expense filing requirements, which Iowa-

American believes that it has met, the Board’s rules state that the reasonableness of 

the rate case estimates should be litigated during the proceeding.  It argues OCA had 

ample opportunities to cross examine Iowa-American witnesses about any item in the 

estimate that it questions.  Iowa-American asserts OCA’s objection is untimely and 

should have been addressed during the hearing. 
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Iowa-American reported an initial rate case expense of $821,126, which was 

less than its estimate.  It has since filed an updated expense report, showing that it 

has spent a total of $864,471, including $43,345 incurred since December 9, 2016.  

Iowa-American argues that it should be allowed to recover those additional expenses 

since they were caused by the circumstance of holding a separate hearing and filing 

additional briefings on rate case expense issues.  Those amounts did not include 

charges from the Board and the OCA.  Through February 7, 2017, Board case 

expenses were $201,594 and estimated OCA case expenses were $175,656, for a 

total of an additional $377,251.  Using updated totals through February 17, 2017, the 

combined total for Board and OCA expenses is $392,886.  

Board rule 26.4 sets forth the regulations regarding rate case expenses.  

Board rule 26.4(5) states that the reasonableness of the estimates shall be litigated 

during the proceeding.  As Iowa-American notes, OCA did not object or otherwise 

raise any issues with the estimated expenses prior to or during the hearing, even 

though they were significantly higher than Iowa-American’s expenses from the last 

rate case.  While OCA testified that rate case expense should be set at zero until 

otherwise determined by the Board, the Board’s rules clearly contemplate litigating 

rate case expenses during the course of the primary hearing, at least to the extent 

that estimates or actual expenses are available at that time. 

Furthermore, beyond the costs associated with Mr. Williams and outside 

counsel, OCA does not otherwise challenge any specific charges.  It asserts a belief 
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that some of the charges from the Service Company are likely duplicative from prior 

cases to the extent Iowa-American is re-litigating the same issues as before.  

However, in the absence of any specific costs, or even an estimate of such costs that 

OCA believes is not reasonable, the Board will not disallow charges from the Service 

Company.  Iowa-American has filed its expenses and supported them with evidence.  

The Board finds the Service Company charges for the rate case are just and 

reasonable. 

The Board will also allow recovery of the expenses attributable to Mr. Williams 

and its outside counsel.  Iowa-American explained that Mr. Williams’ costs were not 

included in the estimate because it had planned to use a rate case manager as it did 

in the 2013 case.  However, it was required to hire Mr. Williams because the rate 

manager position is currently vacant.  While OCA believes Mr. Williams’ hourly rate is 

high, it has not stated what it believes to be a reasonable rate or provided 

comparative evidence showing there were other, less costly options available to 

Iowa-American.  Iowa-American also included in its initial estimate expenses for 

outside counsel.  The actual expenses for its outside counsel came in well below the 

estimate.  Iowa-American offered an explanation for the difference in its outside 

counsel expenses when compared to its last rate case.  The Board finds those 

expenses to be reasonable. 

Finally, the Board will allow recovery of Iowa-American actual expenses, and 

Board and OCA expenses, through the filing of the February 17, 2017 briefs.  These 
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costs are reasonable and just hearing expenses that are allowed to be recovered 

pursuant to Iowa Code § 476.6(5).  The time frame specified by Board rule 199 IAC 

26.4(1) does not prohibit the recovery of these additional expenses in this instance 

because they were incurred by the scheduling of an additional hearing, which itself 

required additional briefing.  Iowa Code § 476.6(5) states utility expenses shall be 

submitted to the Board at the conclusion of the utility’s presentation of “comments, 

testimony, exhibits, or briefs.”  Here, because of the additional hearing, that 

presentation was not complete until the filing of the February 17, 2017, briefs.  The 

additional expenses in the amount of $43,345 incurred by Iowa-American are 

therefore just and reasonable.  Recovery of Board and OCA costs through  

February 17, 2017, in the total combined amount of $392,886, is also just and 

reasonable. 

B. Amortization 

Initially, Iowa-American proposed a two-year amortization period for rate case 

expense.  However, Iowa-American now argues that absent approval of both QIP 

and RSM, a rate case will be filed immediately after the current case concludes.  

Iowa-American recommends a two-year amortization if the QIP and RSM are 

approved and no amortization if they are not. 

OCA argues that a three-year amortization period is appropriate and 

consistent with past decisions of the Board. 



DOCKET NO. RPU-2016-0002 (TF-2016-0037, TF-2016-0038, RN-2016-0002) 
PAGE 55   
 
 

The Board has historically used a three-year amortization for rate case 

expense.  Although it approved a two-year amortization period in Iowa-American’s 

last rate case, the Board specifically noted that future rate cases would not 

necessarily be amortized over a similar period.  Iowa-American waited three years to 

file the current case.  Iowa-American has indicated that it will file a rate case 

immediately after completion of the current case if the QIP and RSM riders are not 

approved.  As noted above, the Board is approving a modified version of the QIP but 

is rejecting the RSM.  However, the Board does not believe that a potential rate case 

provides justification to reduce the amortization period for rate case expense in this 

proceeding.  Therefore, the Board believes a three-year amortization period is 

reasonable in this case. 

C. Recovery Method 

1. OCA Recommendations 
 

In direct testimony filed in support of OCA’s objection to Iowa-American’s rate 

case expenses, OCA offers several alternatives to the traditional recovery of rate 

case expense in base rates.  It argues that shareholders and ratepayers should 

equally share the rate case expense.  It also argues that rate case expenses could 

be capped at a pre-determined level to motivate the utility to manage its rate case 

costs.  It also states that the percentage of rate case expense charged to rate payers 

could be tied to the proportion of the approved rate increase.  Finally, OCA asserts 

that rate case expense could be amortized over a lengthier period, with the utility 
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forfeiting recovery of any outstanding expenses at the time it files its next rate case.  

(Turner direct at 7-9). 

Iowa-American argues against the implementation of any of these alternatives.  

Iowa-American argues that automatically splitting the expense between shareholders 

and ratepayers could encourage OCA, the Board, or other parties to increase 

litigation since only half of the costs would be born by ratepayers.  Likewise, 

artificially capping rate case expense would preclude Iowa-American from effectively 

and comprehensively presenting its case.  Iowa-American asserts a proportional 

recovery is not supported by any evidence that such a correlation is reasonable or 

just.  Iowa-American also argues that disallowing amortized but not yet recovered 

expenses merely penalizes it for seeking rate increases that may be necessary.  

Finally, Iowa-American argues all four alternatives would automatically disallow 

expenses without any determination of their prudency or reasonableness by the 

Board. 

The Board finds that the alternatives proposed by OCA are contrary to the 

provisions of Iowa Code § 476.6(5).  The Board is required to allow recovery of costs 

of the litigation expenses over a reasonable period of time to the extent it deems the 

expenses to be reasonable and just.  While OCA’s proposals may result in a 

reduction in rate case expense, an automatic or formulaic rejection or disallowance of 

such expenses as proposed by OCA without any reasonableness determination 

would be contrary to the Board’s duty set forth in Iowa Code § 476.6(5). 
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Consequently, the Board will not implement any of the alternatives proposed by OCA 

in this matter. 

2. Use of a Rider 
 

During the February 9, 2017, hearing, the Board asked the parties about using 

a rider to recover allowed rate case expenses rather than recovering such costs 

through base rates.  OCA states it would not object to a properly-designed rider 

because it would prevent the utility from over-recovering rate case expense once it 

has been fully amortized.  Although OCA usually opposes riders, a rider for rate case 

expense is not as disadvantageous to customers as others because recovering rate 

case expense through the revenue requirement has the intent of recovering an 

amount certain, dollar for dollar.  OCA states any such rider would need to be 

reconciled, and it recommends the reconciliation occur in the next rate case to 

minimize additional administrative burdens. 

Iowa-American states that a rider is not necessary because rate case expense 

is just like other operational expenses and should be treated as such.  Iowa-

American argues that rate case expense should be recovered through base rates. 

The Board believes it is reasonable in this matter to collect rate case expense 

through the use of a rider.  This will allow dollar-for-dollar recovery of rate case 

expense without risking over-recovery from ratepayers or under-recovery by Iowa-

American.  Iowa-American shall therefore file a proposed tariff implementing a rider 

for rate case expense.  The rider shall expire at the end of the three-year 
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amortization period, subject to a true-up or reconciliation, to ensure that Iowa-

American fully recovers its rate case expense but does not collect more revenue than 

necessary to recover the expense.  Iowa-American shall utilize a volumetric charge to 

recover the rate case expense. 

 
ACQUISITIONS 

 
Iowa-American is currently in the process of purchasing the water system in 

Blue Grass, Iowa.  That acquisition is the subject of a separate filing docketed as 

Docket No. TF-2016-0334.  OCA has expressed concern that Iowa-American’s 

acquisitions of additional water systems may not align with the interests of its existing 

customers.  For instance, Iowa-American also recently acquired the Dixon system, 

and that system required immediate upgrades but only added a small customer base.  

The costs of upgrading the Dixon system were passed on to all of Iowa-American's 

other customers.  While the impact was relatively small since Dixon is a small 

community, OCA argues there is no guarantee that this would be the case for future 

acquisitions. 

OCA acknowledges there is no statute or Board rule currently requiring Iowa-

American to seek the Board's approval of a given acquisition.  OCA also 

acknowledges that the Board and OCA can object to the inclusion of a new system at 

the time Iowa-American seeks to modify its tariff to account for the new system.  

However, OCA argues that by the time the acquisition has already been made and 

Iowa-American is seeking to modify its tariff, the Board is placed in a catch-22 
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situation; it can either create a stand-alone tariff, resulting in potentially very high 

rates for the newly-acquired system, or it can continue to allow the new systems to 

be added to the existing rate structure, resulting in higher rates for all existing 

customers.  OCA states it intends to address its concerns about the Blue Grass 

acquisition in Docket No. TF-2016-0334 and will further address the general issues 

as part of the review of Chapter 21 of the Board’s rules in Docket No. RMU-2016-

0035. 

 Iowa-American argues that this issue is not properly before the Board in this 

rate case, and it further argues that the recommendations of OCA are beyond the 

Board’s statutory authority as set forth in the Iowa Code. 

 The Board will not address the Blue Grass acquisition or general acquisition 

issues in this docket as they do not affect the rates the Board is setting.  The Board 

believes the better venues to discuss such issues are in Docket Nos. TF-2016-0334 

and RMU-2016-0035. 

 
COMPLIANCE FILING 

 
Because the Board has made changes to the revenue requirement and rate 

design initially proposed by Iowa-American, Iowa-American will be directed to file an 

updated class cost-of-service study (including the functionalized costs by cost 

category) that reflects the Board’s decisions on the issues in this proceeding and 

corresponds with Iowa-American’s approved revenue requirement.  Iowa-American 

will also be required to file schedules showing how its proposed compliance rates are 
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calculated and an updated bill analysis (proof of revenue) demonstrating that its 

proposed compliance rates will produce no more than the approved revenue 

requirement.  All documentation supporting Iowa-American’s post-decision filing is to 

be provided in Excel format, including formulas for each calculation.   

 
FINDINGS OF FACT 

 
Based on a thorough review of the entire record in these proceedings, the 

Board makes the following findings of fact: 

1. The non-base adjustment for weather normalization in the amount of 

$187,755 is reasonable. 

2. It is unreasonable to make an adjustment based upon declining base 

usage.  

3. The customer growth adjustment of $230,381 is reasonable. 

4. It is reasonable to remove $15,319 in lobbying expenses per the 

agreement between OCA and Iowa-American. 

5. It is unreasonable to make an adjustment for unbilled revenue in 

violation of the matching principle. 

6. It is unreasonable to make an adjustment to test year fuel, power, 

chemicals, and waste disposal expenses tied to a declining usage adjustment that 

the Board found to be unreasonable. 
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7. It is reasonable to allow the proposed adjustments of $387,111 and 

$365,542 to the salaries and wages expense, subject to the overall noticed increase 

of $5.15 million. 

8. It is reasonable to allow an adjustment to test year uncollectable 

expenses based upon a three-year average of the actual booked uncollectable 

expenses.  

9. It is unreasonable to make an adjustment to uncollectible expense to 

account for any potential increase in uncollectible revenue based on the rates 

approved in this proceeding. 

10. It is reasonable to recalculate interest synchronization to reflect the 

Board’s decisions in this proceeding. 

11. It is reasonable to require that interest expense on long-term debt be 

included in the calculation of Iowa-American’s cash working capital. 

12. It is unreasonable to make an adjustment to cash working capital 

related to fuel, power, chemicals, and waste disposal expenses due to declining 

usage that the Board also found to be unreasonable.  

13. It is reasonable to authorize Iowa-American to implement a qualified 

infrastructure plan replacement mechanism, as otherwise described in this order, to 

more quickly replace aging infrastructure. 

14. It is unreasonable to allow a revenue stabilization mechanism. 
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15. It is reasonable to adopt a return on common equity for Iowa-American 

of 9.6 percent. 

16. It is unreasonable to allow a business risk adjustment to the rate of 

return. 

17. It is unreasonable to adopt a flotation cost adjustment to Iowa-

American’s return on equity. 

18. It is reasonable to use the capital structure for Iowa-American proposed 

by OCA. 

19. Iowa-American met its burden regarding elimination of the double 

leverage adjustment and, therefore, double leverage will not be applied. 

20. Iowa-American’s cost of service allocations are reasonable with the 

understanding they may need to be updated to reflect the decisions of the Board in 

this proceeding. 

21. Iowa-American has not met its burden of showing that a straight fixed-

variable rate design is reasonable. 

22. It is reasonable for Iowa-American to calculate customer charges based 

on the methodology used to derive the customer charge of $43.70 per quarter for a 

5/8-inch meter based on Iowa-American's proposed revenue requirement. 

23. It is reasonable for Iowa-American to derive its volumetric rates to come 

as close as possible to the revenue distribution reflected in its initially proposed rates 

without exceeding the approved revenue requirement. 
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24. It is reasonable to allocate 75 percent of the costs of Private Fire 

Service to Private Fire customers and 25 percent to all of Iowa-American’s 

customers, with that 25 percent allocation divided evenly (50/50) between the 

customer charge and volumetric charge. 

25. Recovery of Iowa-American’s actual rate case expenses of $864,471, 

and the Board’s and OCA’s charges of $392,886, through the filing of the  

February 17, 2017, briefs, is just and reasonable. 

26. It is reasonable to amortize the rate case expense over three years. 

27. It is reasonable to recover rate case expense in this matter through the 

use of a rider, as otherwise described in this order, rather than through placement in 

base rates. 

 
CONCLUSIONS OF LAW 

 
The Board has jurisdiction of the parties and the subject matter in this 

proceeding, pursuant to Iowa Code chapter 476. 

 
ORDERING CLAUSES 

 
IT IS THEREFORE ORDERED: 

1. The proposed tariff filed by Iowa-American Water Company on April 29, 

2016, identified as TF-2016-0037, and made subject to investigation as part of this 

proceeding, is declared to be unjust, unreasonable, and unlawful. 
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2. The tariff implementing temporary rates filed by Iowa-American Water 

Company on April 29, 2016, identified as TF-2016-0038, is declared to no longer be 

just, reasonable, and lawful. 

 3. Iowa-American Water Company shall file tariffs in compliance with this 

order within 20 days from the date of this order, reflecting rates that produce 

additional annual revenues (above test year revenues) of no more than $3,927,387, 

consistent with this order and attached schedules A through D.  Iowa-American 

Water Company shall file at the time it files proposed compliance tariffs an updated 

class cost-of-service study (including the functionalized costs by cost category) that 

reflects the Utilities Board’s decisions on the issues in this proceeding and 

corresponds with its approved revenue requirement.  Iowa-American Water Company 

shall also file within 20 days of the date of this order schedules showing how its 

proposed compliance rates are calculated and an updated bill analysis (proof of 

revenue) demonstrating that its proposed compliance rates will produce the approved 

revenue requirement.  All documentation supporting Iowa-American Water 

Company’s post-decision filing (except the tariffs themselves) is to be provided in 

Excel format, including formulas for each calculation.  The compliance tariffs shall 

become effective upon approval by the Utilities Board. 
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4. This order constitutes the final decision of the Utilities Board in Docket 

No. RPU-2016-0002. 

UTILITIES BOARD 
 
 
        /s/ Geri D. Huser                                 
 
 
 
        /s/ Elizabeth S. Jacobs                       
ATTEST: 
 
 
  /s/ Trisha M. Quijano                         /s/ Nick Wagner                                   
Executive Secretary, Designee 
 
Dated at Des Moines, Iowa, this 27th day of February 2017. 
 



Schedule A

Iowa American Water

Revenue Requirement

For Test Year Ended December 31, 2015

Description Amount

Rate Base 107,829,911$    

Rate of Return 8.283%

Required Net Operating Income 8,931,602$        

Adjusted Net Operating Income 6,636,830$        

Net Operating Income Deficiency (Excess) 2,294,772$        

Revenue Conversion Factor 1.71145

Revenue Deficiency (Excess) 3,927,387$        

Adjusted Operating Revenue 37,855,610$      

Revenue Requirement 41,782,997$      



Schedule B

Iowa American Water Company

5 Long Term Debt $48,293,738 47.959% 6.854% 3.287%

6 Preferred Stock 0.000% 0.000%

7 Common Equity $52,404,287 52.041% 9.600% 4.996%

8 $100,698,025 8.283%

Iowa American Water Company

Income Statement

For Test Period Ended December 31, 2015



Schedule C

 

Adj. Inc. St.

After

Increase

Line

No. (G)

1 Operating Revenues 41,782,997$ 

Operating Expenses

2   Operation Expense 15,515,805$ 

3   Maintenance Expense 1,284,922$   

4   Depreciation and Amortization 8,326,713$   

5   Property Taxes -$              

6   Other Taxes 3,236,365$   

7   Federal Income Tax 3,230,115$   

8   State Income Tax 1,257,475$   

9   Deferred Income Tax -$              

10   Investment Tax Credits -$              

11       Total Operating Expense 32,851,394$ 

12 Operating Income 8,931,602$   

Iowa American Water Company

Income Statement

For Test Period Ended December 31, 2015
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Iowa American Water

Rate Base

For Test Period Ended December 31, 2015

 Adjusted

 Description Rate Base

(C)

  

1 Utility Plant In Service 207,418,296$ 

2 Accumulated Amort & Depreciation 62,829,863$   

3 Total Net Utilty Plant $144,588,433

4 Additions to Rate Base

5 Materials and Supplies 428,266$        

6 Fuel Stocks -$                

7 Cash Working Capital 406,278$        

8 Prepayments 273,018$        

9 Total Additions to Rate Base 1,107,562$     

10 Deductions to Rate Base

11 Accumulated Deferred Income Taxes 26,593,402$   

12 Contribution in Aid of Constuction 3,773,567$     

13 Customer Advances 6,454,994$     

13 Accumulated Provision for Uncollectibles 1,044,121$     

15 Total Deductions 37,866,084$   

16 Total Rate Base 107,829,911$ 
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