
STATE OF ILLINOIS 
 

ILLINOIS COMMERCE COMMISSION 
 
 
 
Illinois American Water Company  )  
Proposed Increase in Water and   )     
Sewer Rates                        ) Docket No. 09-0319 
      ) 
 
 
 

REPLY BRIEF OF 
 

THE PEOPLE OF THE STATE OF ILLINOIS 
 

 
CORRECTED 

 
 
 

The People of the State of Illinois 
 

    By LISA MADIGAN, Attorney General 
 

Susan L. Satter 
Senior Assistant Attorney General 

     Public Utilities Bureau 
     100 West Randolph Street, Floor 11 
     Chicago, Illinois 60601 
     Telephone: (312) 814-1104 
     Fax: (312) 814-3212 
     Email: ssatter@atg.state.il.us 

       

 
 
 
 
January 22, 2010 

mailto:ssatter@atg.state.il.us


UPDATED AND CORRECTED  
TABLE OF CONTENTS 

 
 
I. Introduction and Summary ................................................................................................. 3 
 
II.  The Company and Staff Overstate Rate Base...................................................................... 3 
 

A.  Rate Base Must Be Further Reduced To Correct The Revenue Collection Lag In The 
Company’s Cash Working Capital Calculation. .................................................................... 3 

 
B. Rate Base Must Be Further Reduced To Remove The Effect Of Prepayment Of 
Service Company Charges In The Company’s Cash Working Capital Calculation. ......... 5 

 
C.  The Business Planning Study Is Contested and Should Be Removed From Rate Base.8 

 
III. The Operating Revenues Proposed By IAWC Must Be Adjusted To Remove 
Imprudent Expenditures and To Reflect A Reasonable Projection Of Revenues. ................. 8 
 

A. Industrial Revenues Are Understated By IAWC Because It Included A Non-
Representative Month’s Sales Volume In A Five Month Average. ....................................... 9 

 
B. The Commission Should Reject IAWC’s Attempt To Increase Costs To Reflect Non-
Existent Inflation....................................................................................................................... 9 

 
C. The Commission Should Deny Recovery Of The Six-Fold Increase In The Cost Of 
IAWC’s 2007 Municipal Study................................................................................................11 

 
D. The Specific Assessment of IAWC’s Claimed Rate Case Expense Required By The 
Public Utilities Act Shows It Is Unreasonable, Excessive, And Should Be Reduced. ....... 12 

 
1.  IAWC’s Legal Expenses, Which Approach $1,000,000 And Are 43% Higher Than 
Legal Costs Allowed In Docket 07-0507, Are Unreasonable And Should Be Reduced. 14 

 
2.  Staff’s Failure To Object To The Increased Rate Case Expense Is Not Based On A 
Specific Assessment Of Legal and Consultant Costs And Should Be Disregarded....... 16 

 
3.  IAWC Misplaces The Burden Of Proof And Ignores Evidence Of Record In 
Arguing That AG/JM Witness Smith’s Limitations On Rate Case Items Is Arbitrary.17 

 
E. IAWC’s Proposed Two Year Amortization Period For Rate Case Expense Risks 
Charging Consumers Substantially More Than The Authorized Amount and Should Be 
Replaced With A Three Year Normalization Amount. ........................................................ 19 

 
F. IAWC’s Explanation Of Its Increase To Insurance Cost For The Retrospective 
Accrual Insurance Does Not Justify That Expense. ............................................................ 22 

 i



 
G. IAWC Has Failed To Justify The Escalating Management Fee It Seeks To Recover 
From Ratepayers..................................................................................................................... 23 

 
H. AG/JM Witness’s Smith’s Recommendation That Management Fees Increase By 
No More Than 5% Is Supported By The Record and Is Far From Arbitrary.................. 27 

 
I.  AG/JM Witness’s Calculation Of The Gross Revenue Conversion Factor Is More 
Accurate Than IAWC’s Calculation And Is Not A “Distortion.” ....................................... 29 

 
IV. Capital Structure and Cost of Short Term Debt.......................................................... 29 
 

A. The Commission Should Include A Reasonable Portion Of Short Term Debt in 
IAWC’s Capital Structure and Reject IAWC’s Unreasonable and Expensive Tiny Short 
Term Debt Component. .......................................................................................................... 29 

 
B. IAWC Recommends An Inflated And Outdated Cost For Short Term Debt That 
Should Be Replaced By The Most Recent Cost.................................................................... 31 

 
V.  Cost of Service and Rate Design .......................................................................................... 32 
 

A.  The Commission Should Reject the Company and the Staff Customer Charge 
Increases As Unnecessary and Excessive. ............................................................................. 32 

 
B.  The People Agree With Staff That IAWC’s Minimum System Analysis Does Not 
Accurately Measure Costs And Should Be Rejected. .......................................................... 33 
C. The Commission Should Reject The Proposal To Eliminate The Declining Usage 
Block For Residential Customers and Direct The Company To Implement A Properly 
Designed Declining Block In All Rate Areas......................................................................... 34 

 
D.  IAWC’s and Staff’s Rate Designs Are Internally Inconsistent And Should Be 
Rejected.................................................................................................................................... 35 

 
VI. Consumer Comparisons of IAWC Water and Sewer Rates to Neighboring Rates. . 36 
 
VII.  Conclusion .......................................................................................................................... 38 

 
 

 ii



I. Introduction and Summary 
 

 The People of the State of Illinois, by Attorney General Lisa Madigan (the 

People or AG) submit the following reply to the Initial  Briefs of Illinois American 

Water Company )(IAWC) and the Staff of the Illinois Commerce Commission 

(Staff).  The People request that the Commission adopt the adjustments and 

recommendations contained in their Initial Brief and in this Reply Brief. 

 
II.  The Company and Staff Overstate Rate Base  
 

A.  Rate Base Must Be Further Reduced To Correct The Revenue Collection Lag 
In The Company’s Cash Working Capital Calculation. 

 
 The Company and Staff identified several cash working capital (CWC) 

adjustments proposed by Staff and AG/JM witness Ralph Smith that were not contested 

by the Company.  IAWC Initial Brief at 11-13; Staff Initial Brief at 8-9.  However, two 

CWC adjustments remain contested:  the revenue collection lag and the prepayment of 

Service Company expenses.   

 The Company argues that it did a “detailed projection of its revenue collection 

lag” (IAWC Initial Brief at 18), which the Commission should accept in place of the 

21day collection lag that is implicit in the Commission’s rules.  First, the Company 

admits that it is projecting the collection lag, and that it is based on the Company’s 

experience in 2005.   As IIWC witness Gorman pointed out, the Company did not 

demonstrate that 2005 was a normal year for collections (IIWC Initial Brief at 30).  In 

fact, it should not be considered a normal year because 2005 gave rise to a sufficiently 

large number of billing complaints, which resulted in both the People of the State of 

Illinois and the Village of Homer Glen filing complaints against the Company that 
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included billing and collection issues.   See Dockets 05-0681/06-0094/06-0095, Order at 

(April 18, 2007).  A detailed projection based on a non-representative base is not reliable. 

Second, although the Company agreed that uncollectibles and delayed recoveries 

should not be included in the collection lag, it was unable to identify and remove these 

effects.  IIWC Initial Brief at 30.   As AG/JM witness Smith pointed out: 

bad debt recoveries may be eventually collected several months after the 
rendering of the initial bill. Including write-offs and recoveries in the 
determination of the revenue collection lag, however, can result in a distortion of 
the time when normal paying customers pay their bills for the water and sewer 
utility service. A more reasonable expectation, and one that excludes the 
potentially distortive impact of uncollectibles on the collection lag, is that 
customers, on average, pay their bills for water and sewer utility service on or 
before the due date printed on the bill. 
 

AG/JM Ex. 5.0 at 20.  A “detailed projection” is not necessarily more accurate if 

improper factors, such as stale data and the effect of uncollectibles, are included to distort 

the result.   

The revenue collection lag used by the Company, being between 24.09 days and 

34.71 days (IAWC Initial Brief at 17), is excessive.  Assuming (without admitting) that 

the lag is correctly calculated, if this lag is due to a few large consumers paying later than 

the average (IAWC Initial Brief at 18), the Company should address this lag directly with 

those customers rather than adopting a revenue collection lag that charges rates reflecting 

the fact that customers pay significantly later than their bill due date.  Further, the 21 day 

lag offered by AG/JM witness Smith and IIWC witness Gorman recognizes that 

residential customers have 21 days to pay their bills, but commercial customers only have 

14 days, meaning that the use of a 21 day lag effectively assumes that commercial 

consumers impose a 7 day revenue collection lag.  AG/JM Ex. 5 at 21; IIWC Initial Brief 

at 28.  The 21 day collection lag is reasonable and should be adopted by the Commission.   
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 The Company refers to the Commission’s collection rules in defense of its 

revenue collection lag.  IAWC Initial Brief at 19-20.  Although it states the rules, it does 

not indicate how these rules, which require payment by residential and commercial 

customers within 21 and 14 days, respectively, justifies a collection lag of up to 34.71 

days.  The two extra days that residential customers have for the Company to receive 

payment before a late fee is assessed does not somehow translate into a collection lag of 

13.71 days past the due date.  The Company’s cash working capital should be adjusted as 

recommended by AG/JM witness Smith and IIWC witness Gorman, as indicated on the 

Appendix to this Reply Brief, which incorporates the changes to IAWC’s in the People’s 

Initial Brief.  

B. Rate Base Must Be Further Reduced To Remove The Effect Of Prepayment 
Of Service Company Charges In The Company’s Cash Working Capital 
Calculation. 

 
IAWC supports inflating the cash working capital amount to include prepayment of 

charges to its affiliated Service Company primarily on its assertion that “IAWC is 

contractually required to prepay the Service Company for services, and the 

Commission has determined that the provision of funds to support services provided by 

the Service Company is more appropriately met through the prepayment terms.”  

IAWC Initial Brief at 25.   Both of these assertions are wrong.  

 First, IAWC has not cited language in the Service Company Agreement that 

“requires” IAWC to prepay for services.  The agreement provides as follows:   

4.1 As soon as practicable after the last day of each month, Service Company 
shall render a bill to Water Company for all amounts due from Water 
Company for services and expenses for such month plus an amount equal to 
the estimated cost of such services and expenses for the current month, all 
computed pursuant to Articles II and III.  Such bills shall be in sufficient 
detail to show separately the charge for each class of service rendered.  All 
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amounts so billed shall reflect credit for payments made on the estimated 
portion of the prior bill and shall be paid by the Water Company within a 
reasonable time after receipt of the bill therefore. 

 
IAWC Initial Brief at 22.  This language does not “require” prepayment, and in fact, 

does not specify a time for payment other than “within a reasonable time.”  In 

addition, the Agreement does not specify what portion of Service Company charges 

are to be billed in advance.  The record does not indicate whether the “estimated cost 

of such services and expenses for the current month” is a consistent amount or varies, 

or to what extent it includes the prepayment of salaries, overhead, expenses, or other 

items.  The Agreement that IAWC relies upon, but does not quote, is too vague to 

support the argument that it “requires” prepayment. 

 Second, the Commission’s approval of the Service Company Agreement in 

Docket 04-0595 does not address prepayment.  That Order at 3 simply states: 

Under the Service Agreement, IAWC has the option to utilize least-cost 
services provided by AWWSC, by IAWC itself, or by a non-affiliated vendor. In 
determining whether to use AWWSC services, IAWC shall consider relevant 
factors, such as service quality, cost-effectiveness, timeliness, reliability, and 
adequacy of alternative suppliers. 
 

In its testimony, Staff found that the Service Agreement contained terms 
that allowed Staff to verify the amounts charged to IAWC under the Service 
Agreement.  Staff stated that it had no objection to the re-approval of the Service 
Agreement and did not oppose its re-approval. 

 
The Commission allowed IAWC to receive services from the Service Company 

under the agreement, but also recognized that it retained the right to review “the amounts 

charged to IAWC.”  Nowhere in the Order is prepayment of charges addressed.  Further, 

the question of whether the Agreement contains specific terms defining a prepayment 

obligation is a question of law that the Commission can determine.  As is apparent from 

the language of the Agreement itself, no prepayment obligation exists.  
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IAWC cites the testimony of one of its witnesses for the proposition that the 

Commission has approved the prepayment of Service Company charges.  IAWC Initial 

Brief at 22-25, citing IAWC Ex. 6.0 SR at 6-7, 23-24.  However, the Company’s 

testimony does not include one citation or quotation from a Commission order addressing 

prepayment or the notion that the charges to IAWC would be even higher if prepayment 

was not made.  See IAWC Ex. 6.0 SR at 5-7.  Although IAWC witness Kerckhove 

suggests that there are two options – prepayment or increased charges – a review of the 

Commission’s order in Docket 04-0595 shows absolutely no mention of this choice.  

Further, the Agreement itself includes no discussion of how charges would be affected by 

prepayment or payment date.   

IAWC asserts that its Service Company costs would be even higher if it did not 

prepay those costs.  The Commission should reject this “heads I win, tails you lose” 

proposition.  As demonstrated in the People’s Initial Brief at 19-20, the Service Company 

fees requested by IAWC have been growing at an alarming rate over the last three rate 

cases, and are already unreasonably high.  The Commission should reject the argument 

that consumers should either pay extraordinarily high Service Company fees and pay for 

an increased amount of CWC due to prepayment of these high fees, or face even higher 

Service Company costs.  IAWC’s arguments in this case show a lack of prudence and 

restraint in connection with continually escalating Service Company charges, and should 

be rejected.  

The IIWC has recommended a 15 day lag for Service Company payments.  IIWC 

Initial Brief at 32.  AG/JM witness Smith recommended a 12 day lag, which was 

consistent with the lag adopted by the West Virginia Public Service Commission in a 
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March 25, 2009 Order, quoted in the People’s Initial Brief at 16.  The Commission 

should modify the lag for Service Company expenses as recommended by either IIWC or 

the People. 

C.  The Business Planning Study Is Contested and Should Be Removed From Rate 
Base. 

IAWC represents in its Initial Brief at 14 that AG/JM witness Smith dropped his 

objection to including the Business Planning Study in rate base.  Mr. Smith raised two 

concerns about the $625,000 Business Planning Study in his Direct Testimony.  First, he 

noted that it appeared to be counted twice.  AG/JM Ex. 1.0 at 24.  In rebuttal testimony, 

IAWC witness Kerckhove removed one of the entries, resolving that concern.  IAWC Ex. 

6.00 R2 at 6.  However, IAWC’s testimony did not resolve the People’s concern for both 

the need and the cost of the study. 

As demonstrated in the People’s Initial Brief at 17, IAWC did not provide 

sufficient information to allow the Commission to determine whether the cost of the 

Business Planning Study was fairly allocated to Illinois.  Further, it is unreasonable to ask 

consumers to pay for such a study along with paying escalating fees for Service Company 

services.  The Service Company is supposed to provide the planning services and 

expertise that IAWC’s parent, American Water Works Company, chose to provide by 

retaining no fewer than three consulting firms, under five contracts, at a cost of more than 

$2,000,000, plus expenses. AG Cross Ex. 21.   This cost is imprudent and should not be 

included in rate base.  The removal of this charge is shown in Appendix A to this Reply 

Brief. 

III. The Operating Revenues Proposed By IAWC Must Be Adjusted To 
Remove Imprudent Expenditures and To Reflect A Reasonable 
Projection Of Revenues. 
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A. Industrial Revenues Are Understated By IAWC Because It Included A 
Non-Representative Month’s Sales Volume In A Five Month Average. 

 
IAWC has calculated industrial revenues for Zone 1 using a five month average of 

industrial usage:  July, August, September, October, and November, 2009.  Use of only a 

few months presents the risk that an outlier will distort the average and produce a non-

representative usage level.  In addition, because there is only one industrial customer in 

Zone 1, the actual circumstances presented by the one customer – U.S. Steel – can be 

used to evaluate the reasonableness of IAWC’s averaging method. 

U.S. Steel intervened in this case (represented by IIWC).  It offered testimony 

about U.S. Steel’s expected operations in the test year and about the level of usage during 

the months on which IAWC had originally based its industrial sales projection.  IIWC Ex. 

5.0.  U. S. Steel witness Goossens explained that U.S. Steel had unusually low water 

usage during April, May and June of 2009 when it was in a “hot idle” mode, but that the 

mill returned to normal operations during the month of July, 2009.  By August, U.S. Steel 

was back to normal operations.  IIWC Ex. 5.0 at 6.  Given this direct evidence of usage, 

the Commission should not rely on a five month average that includes one month of 

unusually low demand.   

The industrial sales volume for Zone 1 recommended in IIWC’s Initial Brief at 36 

should be adopted in place of IAWC’s understated sales volume and revenue projection. 

 
B. The Commission Should Reject IAWC’s Attempt To Increase Costs To 

Reflect Non-Existent Inflation. 
 

Although IAWC recognizes that economic conditions today are not the same as 

those existing at the time of its initial filing, IAWC Initial Brief at 33, it continues to 

claim that there is sufficient inflation in the economy to justify inflating 2009 prices by 
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1.7%.  Id. at 35.   It relies on a June, 2009 survey that it claims supports inflation of 1.7% 

for non-labor O & M expenses.  IAWC then asserts that the Consumer Price Index (CPI) 

for the twelve months ending October, 2009 reported by the Bureau of Labor Statistics 

was actually 2.3%.  Id. at 34.    This assertion is directly contradicted by AG Cross 

Exhibit 16 that shows the Bureau of Labor Statistics reporting that the CPI for twelve 

months ending October 2009 was a negative .2%.   Consumers should not be asked to pay 

costs based on an inflation factor that is 2.9 percentage points higher than the most 

recently reported CPI. 

The measures of inflation contained in the Livingston Report, a compilation of 33 

forecasters, and relied on by the Company is consistent with the negative CPI for 2009 

reported by the Bureau of Labor Statistics.  That report shows that across the economy, 

prices from 2008 to 2009 were expected to decrease as measured by both the CPI and the 

Producer Price Index.  AG/JM Ex. 5.0 at 31-32.    The .2% decrease in the CPI shown in 

AG Cross Exhibit 16 confirms the accuracy of these estimates, and requires that the 

Commission adjust IAWC’s non-labor O & M expenses by $224,000 to remove the effect 

of IAWC’s application of an inflation factor to its 2008 expenses to arrive at its 2009 

expenses. 

IAWC chose a future test year.  As a result, it has projected costs for 2010 despite 

the fact that it had to project 2009 as well.  The inflation used to project 2009 expenses 

from 2008 actual expenses, and to project 2010 expenses from the projected 2009 

expenses overstates costs, and unreasonably and unnecessarily increases charges to 

consumers.  The Commission should adopt Mr. Smith’s inflation adjustment to eliminate 

the effect of IAWC’s erroneous use of an inflation factor when in fact the Consumer Price 
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Index is negative, showing deflation. 

C. The Commission Should Deny Recovery Of The Six-Fold Increase In 
The Cost Of IAWC’s 2007 Municipal Study. 

 
In its last rate case, Docket 07-0507, IAWC requested $37,000 to pay for a study 

and comparison of municipal water rates and IAWC’s rates.  IAWC prepared that study 

because of Commission concerns about why IAWC’s water and sewer rates were two to 

three times higher than neighboring municipal rates in the Chicago Metro area.  Docket 

05-0681/06-0094/06-0095, Order at 44 (April 18, 2007).   Based on that study, IAWC 

argued that it was impossible to compare municipal and IAWC water and sewer rates due 

to accounting differences.  IAWC was granted the full amount it requested for the study.  

IAWC now asks the Commission to reach back in time and allow it to increase the charge 

for this study from $37,000 to $224,047.  IAWC Initial Brief at 35.   

The People demonstrated in their Initial Brief that this change to a 2007 expense 

violates the prohibition against retroactive ratemaking and the prohibition against single 

issue ratemaking.  People’s Initial Brief at 34.   Staff agrees that this change in the 2007 

rate case expense should be rejected.  Staff Initial Brief at 13-15. 

The Company failed to offer any substantive reason for the increase in the charge 

for the study.  It does not allege that the $37,000 cost was an error, or that additional, 

unexpected work was done on the study that drove up the cost so dramatically.  IAWC 

simply argues that the study was “unique” and the cost of the study was “difficult to 

predict.”  IAWC Initial Brief at 35.  However, the study was offered as part of IAWC’s 

direct case.  One would expect that IAWC knew or should have known its cost before its 

case was even filed.  See Docket 07-0507, Order at 3 (identifying testimony and exhibits, 

first few pages) (July 30, 2008).  The incredible increase claimed by the Company -- from 
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$37,000 to almost $225,000 -- shows that IAWC failed to exercise control over this cost 

and unreasonably and imprudently allowed the cost to increase exponentially. 

The Company also suggests that it should be allowed to recover this exponential 

increase in cost because consumers continue to complain that IAWC’s Chicago Metro 

rates are two to three times higher than the rates of neighboring municipal utilities.  

IAWC Initial Brief at 36.   The rate case expense in this docket is separate from the 2007 

rate case, and provides no justification for increasing the prior expenses already reviewed 

and included in rates.  Further, the rate case expense requested for this docket (09-0319) 

is itself 58% higher than the total 2007 expense and presumably already includes all 

services necessary to both present its case and respond to intervenors and the public’s 

concerns.  AG/JM Ex. 1.0 at 37.  The Commission should reject IAWC’s suggestion that 

it be allowed to retroactively charge customers a substantially increased rate case expense 

for 2007 because the Company’s rates continue to elicit protests from consumers.   

In addition to the reasons stated in the People’s Initial Brief at 34, the 

Commission should reject this enormous retroactive increase for a study in IAWC’s 2007 

rate case expense because the increase is unreasonable, far exceeds the budgeted and 

approved amount, and shows a lack of prudent management. 

D. The Specific Assessment of IAWC’s Claimed Rate Case Expense 
Required By The Public Utilities Act Shows It Is Unreasonable, 
Excessive, And Should Be Reduced. 

 
Barely two years ago, IAWC asked for and was allowed to recover $1.48 million 

as its rate case expense.  This year, IAWC is asking for a 58% increase to $2.34 million.  

IAWC argues that the Commission should ignore the costs it allowed in IAWC’s last rate 

case using a test year ending June 30, 2009 because IAWC’s actual expense climbed to 
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$2,347,164.00.  IAWC Initial Brief at 37.  The Commission should reject this boot-strap 

argument.  The Commission should not reward IAWC’s failure to conform its spending 

to its budget and excuse the huge increase requested in this docket by reference to past 

spending excesses. 

The Company argues that it presented a “careful analysis of prior case costs” and 

adopted “cost control measures.”  IAWC Initial Brief at 37.  It cites “not-to-exceed” 

contract provisions and fixed fees for some services.  Id. At 38.  However, IAWC does 

not identify what services were provided at fixed fees and what services were subject to a 

ceiling.  In the People’s Initial Brief, no exception was taken to IAWC’s requested 

recovery for its Demand Study, its Cost of Service Study, its revenue requirements 

presentation, its CPA review, or the “other” category.  AG Initial Brief at 32.    However, 

the People do object to IAWC’s legal fees, which have increased 43%, and to the 

extraordinarily high, $422,900 cost for the 22 page Service Company Study.  The Service 

Company study, for which IAWC attempts to recover the most consultant revenue, was 

only one of five pieces of testimony and multiple exhibits offered to justify the escalating 

Service Company charges.  See IAWC Initial Brief at 59.   In fact, this hugely expensive 

study addressed only $14.86 million of the $22 million requested Service Company 

charge.  IAWC Ex. 10.00 LF (filed on e-docket December 14, 2009). 

The Commission cannot rely on general assertions of cost controls for all costs 

when there is such a disparity between costs (e.g. compare Demand Study cost of 

$143,000 and Service Company Study cost of $422,900). The Commission is obligated 

under Section 9-229 to “specifically assess the justness and reasonableness of any amount 

expended by a public utility to compensate attorneys or technical experts to prepare and 
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litigate a general rate case filing.”  General assertions of “cost control” are insufficient to 

justify the huge charges included in IAWC’s rate case expense. 

IAWC cites case law for the proposition that rate case expense can be included in 

rates.  DuPage Utility Co. v. Illinois Commerce Commission, 47 Ill.2d 550, 561 (1971).1  

The People do not maintain that no rate case expense should be included in rates.  

However, that does not mean that every penny actually expended can be recovered.  As is 

true for all other utility expenses, only a reasonable and prudent portion of a utility’s 

expenditures can be recovered from the public in utility rates.  See 220 ILCS 5/9-101, 9-

201.   The issue before the Commission is whether a $2.3 million rate case expense for a 

company serving approximately 317,000 customers is reasonable in light of a prior rate 

case expense less than two years ago of only $1.48 million. 

1.  IAWC’s Legal Expenses, Which Approach $1,000,000 And Are 43% 
Higher Than Legal Costs Allowed In Docket 07-0507, Are Unreasonable And 
Should Be Reduced.   

 
IAWC argues that its rate case expense is reasonable because other utilities have 

received rate case expenses that included legal expenses in excess of  IAWC’s requested 

expense.2   IAWC Initial Brief at 38.  All of these figures predate July 1, 2009, when 

Section 9-229 was added to the Public Utilities Act.  220 ILCS 5/9-229.  That section 

directs the Commission to “specifically assess” rate case expenses.  The cases IAWC 

cites were not subject to the closer scrutiny required by the statute and one might argue 

that the General Assembly is requiring closer Commission review of these expenses due 

                                                 
1 In the DuPage Utilities case, the full extent of the Court’s comment on rate case expense was:  “The 
Commission also allowed as an operating expense the sum of $15,000, to be amortized at the rate of $3,000 
annually, for rate-case expense, and it is the contention of the intervenors that this allowance was improper. 
While a matter of first impression in this court, we find that rate case expense is ordinarily properly and 
fairly allowed as an operating expense.” Citations omitted. 
 
2  Each of these utilities serve more customers than IAWC.   
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to the large amounts cited by IAWC. 

 IAWC’s legal expenses are close to $1,000,000 compared to an allowed legal 

expense of $650,000 in its last rate case.  AG/JM Ex. 1.0 at 38.  This is an increase of 

43% over less than two years.  IAWC suggests that the Commission should accept this 

substantial increase because IAWC’s actual 2007 expense was $997,904.  IAWC Initial 

Brief at 41.  However, the gross discrepancy between IAWC’s 2007 projected and actual 

legal expense casts doubt on IAWC’s budgeting and cost controls.  IAWC President 

Karla Teasley emphasized that IAWC uses budgeting as its primary cost control tool.  

IAWC Ex. 1.00 at 22; Tr. at 493-95.   However, in this case, IAWC is using its failure to 

control costs in 2007 as justification for excessive costs in 2009.  The Commission 

should reject this strategy because it rewards the Company for allowing costs to escalate 

without regard to budgeted cost levels.  At some point the Commission must just say no. 

 The Company argues that it is appropriate to use outside legal counsel, and not to 

rely exclusively on in-house attorneys to litigate rate cases.  IAWC Initial Brief at 38-39.  

Although high hourly rates for attorneys and consultants that range up to $400 and $525 

can be considered excessive, AG/JM Ex. 1.0 Revised at 393 the People do not base their 

objection to the 43% increase in legal fees and expenses on hourly rates.  The Company 

is free to pay whatever hourly rate it chooses, and to hire whoever it chooses, but the total 

legal fee included in rates must be reasonable.  The nearly $1 million legal bill, being a 

43% increase since 2007, is excessive irrespective of whether IAWC used outside 

counsel, used Service Company attorneys and staff, or paid inflated hourly rates.  

However, hourly rates from $325.00 to $525.00 for an ordinary rate case support the 

                                                 
3  The hourly rates were redacted when AG/JM Ex. 1 was originally filed, but were released to the public by 
agreement with the Company and shown in AG/JM Ex. 1.0 filed on e-docket on December 11, 2009. 
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conclusion that the overall rate is too high and should be reduced. 

2.  Staff’s Failure To Object To The Increased Rate Case Expense Is Not 
Based On A Specific Assessment Of Legal and Consultant Costs And Should 
Be Disregarded. 
 

 The Staff did not object to the legal expense in its Initial Brief.  Staff Initial Brief 

at 15.   It relied on the testimony of Staff witness Wilcox, who reviewed IAWC’s 

narrative justification for the rate case increase and accepted it.  Mr. Wilcox did not 

consider the huge increase in the level of  IAWC’s rate case expense over the last two 

years, nor did he compare the requested rate case expense to the rate case expense the 

Company requested and the Commission allowed in the last rate case.  Tr. At 562.  

Further, the billing statements Mr. Wilcox reviewed were so heavily redacted that it is 

impossible to see what services are provided for what amount of time.  AG Cross Ex. 

20.4    Instead, Mr. Wilcox based his recommendation primarily on the Comp

representation that its rate case expense in this case is not that much higher than its actual 

2007 expense, notwithstanding that the actual expense is substantially higher than it 

budgeted and requested.  Tr. At 564.   

any’s 

                                                

 The bootstrap argument made by the Company and accepted by the Staff creates a 

dangerous precedent.  If a company can greatly exceed its budget and then use that excess 

to justify further increases, incentives for cost controls are lost.  Given the 30% increase 

IAWC seeks in this case, the Commission should not allow recovery of a cost that 

reflects a 43% increase and that has not been specifically justified by reference to any 

unusual circumstance. 

 
4 AG Cross Exhibit 20 shows the billing statements provided to Staff by IAWC.  The first few pages are a 
summary of charges from September, 2008 through September, 2009.  The rate case was filed on May 29, 
2009, and by September 2008 its attorneys had already billed $490,655.  The exhibit shows the redaction of 
all descriptions of the work performed for this case.   
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3.  IAWC Misplaces The Burden Of Proof And Ignores Evidence Of Record 
In Arguing That AG/JM Witness Smith’s Limitations On Rate Case Items Is 
Arbitrary.  

 

 IAWC argues that the Commission should reject AG/JM witness Smith’s 

recommendations to only allow legal costs to increase by 10%.  IAWC Initial Brief at 40.  

In the People’s Initial Brief, any increase to legal expenses is challenged as unnecessary 

and not justified by any specific need.  AG Initial Brief at 41-42.  Being more 

conservative, Mr. Smith suggested that the rate case legal expense be increased by no 

more than 10%, resulting in a $715,000 expense.  AG/JM Ex. 1.0 Revised at 40.  In light 

of the lack of inflation over the last two years, a 10% increase for legal fees is generous.  

See AG/JM Ex. 2.0 at 31-32; AG Cross Ex. 20.  

 IAWC suggests that it is entitled to recover all of its legal fees and characterizes 

Mr. Smith’s adjustment as “arbitrary.”  IAWC Initial Brief at 441-43.  IAWC misplaces 

the burden of proof.  IAWC bears the burden to show that its costs are reasonable and 

prudent.  220 ILCS 5/9-201.  Simply presenting a charge does not meet that burden, even 

if the Company claims the charge is “actual.”  Rather, the Commission has the obligation 

to review the cost in light of how much the cost has increased over the past few cases and 

in light of how it has been justified.  General claims of cost control, reliance on 2007 

costs that grossly exceeded budget, and billing statements so heavily redacted that no 

services or times can be discerned do not provide the Commission with the specific 

information to approve the 43% increase in legal expense IAWC seeks in this docket. 

The Company’s argument that its Service Company Study projects a 5.7% 

increase in “market rates for legal services” does not undercut Mr. Smith’s suggestion for 

reining in IAWC’s legal costs. See IAWC Initial Brief at 41.  Mr. Smith’s 10% increase in 
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legal fees, in the absence of any explanation that more services were required, is 

substantially higher than the increases IAWC’s own study predicts.  The Commission 

would be better advised to maintain the attorneys fees level at the Docket 07-0507 level, 

as argued in the People’s Initial Brief, rather than increase them by more than even the 

Company’s own witnesses suggest is appropriate.  AG Initial Brief at 42.  

 IAWC also argues that Mr. Smith’s accounting adjustment to limit the $422,900 it 

seeks to charge ratepayers for a 22 page, 8-schedule survey of consultant rates is 

“arbitrary.”  IAWC Initial Brief at 43.  Mr. Smith did not evaluate the substance of the 

study, nor did he have the benefit of cross-examination about the extent of work done by 

the consultant involved.  See Tr. 361-404.   However, based on actual billing, Mr. Smith 

recommended a limitation of $366,000 for the study.  AG/JM Ex. 1.0 at 44-45.  Given the 

fact that no party addressed the study in testimony, and therefore no rebuttal or 

surrebuttal concerning the study was required, this limitation is more than reasonable. 

 IAWC cites claimed cost controls associated with the Service Company Study.  

However, although it says the study was the result of competitive bidding, no other bids 

are described.  It claims there was a “not-to-exceed” limit on the contract.  However, it 

does not state what that limit was.  IAWC Initial Brief at 43-44.5  Given a charge of 

$422,900, it is clear that the “not-to-exceed” limit was too high.  IAWC’s alleged cost 

control efforts clearly did not result in costs that were even close to the budgeted amount 

of the prior case, and do not justify the 58% increase requested. 

 In their Initial Brief, the People demonstrated that legal fees were too high and 

that ratepayers should not be required to pay for an excessively expensive Service 

                                                 
5  IAWC cites IAWC Ex. 7.02R as support for its statements about cost controls.   The brief is almost 
identical to the testimony, which contains no further detail. 
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Company Study that did not comply with the Commission’s directive and that produced 

very little useful analysis.  The People request that the Commission make the adjustments 

to IAWC’s requested rate case expense proposed in their Initial Brief, and reflected in the 

Attachment to this Reply Brief. 

E. IAWC’s Proposed Two Year Amortization Period For Rate Case 
Expense Risks Charging Consumers Substantially More Than The 
Authorized Amount and Should Be Replaced With A Three Year 
Normalization Amount. 
 
IAWC proposes a two-year amortization period for rate case expense because it 

projects a two-year rate case cycle for the future considering its capital facilities needs.  

IAWC Initial Brief at 44.  The Company does not claim that it has previously received a 

two-year amortization cycle during periods of high capital expenditures, or that it is 

customary to shorten the amortization period for current rate case expenses in 

anticipation of future capital expenditures.   

IAWC’s reliance on its capital program must be considered in light of the 

existence of “qualified infrastructure plant” charges that it is authorized to impose in 

Alton, Cairo, Interurban, Peoria, Streator, and Pontiac Districts, and that it seeks to 

impose in the rest of its service territory.  See Docket 09-0251.  As a result of a QIP rider, 

IAWC can increase charges to consumers, between rate cases, by up to 5% of total base 

revenues to recover infrastructure investment.  83 Ill. Admin. Code 656.30(a); 220 ILCS 

5/9-220.2.6.  The existence of this rider should ameliorate the pressure on the Company 

                                                 
6 Section 9-220.2(b) provides: For purposes of this Section, "costs associated with an 
investment in qualifying infrastructure plant" include a return on the investment in and 
depreciation expense related to plant items or facilities (including, but not limited to, 
replacement mains, meters, services, and hydrants) which (i) are not reflected in the rate base 
used to establish the utility's base rates and (ii) are non-revenue producing. For purposes of 
this Section, a "non-revenue producing facility" is one that is not constructed or installed for 
the purpose of serving a new customer. 
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to seek increases in rates as frequently as every two years. 

The Company argues that because it expects to file a subsequent rate case in two 

years time, the most appropriate amortization period is two years to match the current 

rates presumed effective period. Id. at 45.  Even accepting this time frame, the 

Commission has 11 months to consider a rate request, leaving the rates from this case in 

place for just shy of three years.   

 The company cites its recent history of filing rate cases as evidence that a two-

year amortization is appropriate. Id.  The history, as presented by IAWC demonstrates 

significant fluctuation in the timing of rate cases.  There are not two consecutive rate 

cases brought within two years of the previous case, and the period between rate cases is 

as likely to be three years or more as to be only two years.  IAWC argues that because the 

mean average of years between rate cases is less than three years, it is more appropriate 

to round down to two years, rather than up to three.  Id. IAWC fails to mention that the 

mean is greater than two years and eight months, much closer to three years than to two 

years.  The range in period between rate cases in the 19-year period cited by IAWC is 

between two and five years with a mean average of nearly three years.   

The dates IAWC presents do not support granting an amortization period at the 

bottom of the historical range and nearly eight and a half months shorter than the 

historical average.  Likewise, the dates in no way support the expectation that rate cases 

are likely to repeatedly be brought within two years (the present case was brought two 

years after the previous rate case). Moreover, IAWC fails to include the months the cases 

were filed, which could significantly affect the average time between the cases.    

 The Company argues that it may under-recover rate case expenses if the actual 
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costs exceed the allowed amount as support for a shorter amortization period.   Id. at 46.  

This argument should be dismissed as ignoring a basic premise of ratemaking:  that rates 

set by the Commission give the utility the opportunity to earn its authorized return.  BPI, 

136 Ill.2d 192, 209 (1989).  The prohibition against retroactive ratemaking creates an 

incentive to the utility to control costs between rate cases.  Citizens Utilities v. Illinois 

Commerce Commission, 124 Ill.2d 195, 207 (1988).    The argument that a utility might 

incur additional, actual costs between rate cases is not a justification for shortening an 

otherwise appropriate amortization period when the regulatory bargain is premised on the 

utility controlling costs between rate cases.  Further, this argument has nothing to do with 

the amortization period.   

 The risk to ratepayers if an unreasonably short amortization period is used for rate 

case, or any other expense, is significant.  If a cost is amortized over two years, but is 

collected over three years, ratepayers pay 50% more than they should in rates.  AG/JM 

1.0 at 41, 45; Ex. 5.0 at 41.  Although the Company seeks to include unrecovered rate 

case expense from prior years, it has not offered to refund or credit to consumers rate case 

expenses that are recovered in excess of the actual amounts incurred, although that could 

very well be the result of the shortened, two year amortization period it requests.  

Because Illinois law does not allow retroactive adjustments for either credits or refunds, 

an appropriate amortization period should be set in the first instance. 

 However, the better approach is to normalize the rate case expense.  AG/JM Ex. 

1.0 at 41.  IAWC argues that AG/JM witness Smith did not explain how his normalization 

proposal would work.  IAWC Initial Brief at 47-48.  In fact, Mr. Smith described the 

purpose of normalization and how it works at length in this Direct Testimony at pages 41-
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44 and his Rebuttal Testimony at pages 42-43.  Clearly, an expense that is incurred in one 

year but benefits several years should not be recovered every year in full.  Rather, it is 

appropriate to determine what contribution should be made toward the expense every 

year to match the benefit with the expense.  Operations and maintenance expenses that 

fluctuate year by year are often averaged.  However, a utility is not to be guaranteed 

dollar-for-dollar recovery of a cost that has been averaged or normalized into annual 

payments, which is the approach IAWC advocates.  Retroactive recovery of costs in 

situations where the full amount has not been recovered for any reason, including that the 

amortization period has not elapsed, violates the prohibition against retroactive 

ratemaking (because a normal expense level is included in each year which the Company 

has to manage), treats one expense (rate case expense) differently from other expenses, 

and inappropriately enables the utility to layer rate case expense on top of a prior case’s 

unrecovered rate case expense.  AG/JM Ex. 1.0 at 43.   

 The Commission should include no more than one third of the rate case expense 

in rates, effectively normalizing the expense to cover a three year period, with no 

guarantee of dollar-for-dollar recovery outside the test year normalized amount. 

F. IAWC’s Explanation Of Its Increase To Insurance Cost For The 
Retrospective Accrual Insurance Does Not Justify That Expense. 

 

IAWC’s explanation for increasing its insurance cost for Insurance Other Than 

Group (IOTG) does not justify including an additional $212,660 in rates.  IAWC says:  

“prospective review of expected future insurance claims cost based upon current IOTG 

premiums for General Liability, Auto Liability, and Workers Compensation, utilizing the 

most recent available loss information and claims experience.”  IAWC Initial Brief at 56.  
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The question is:  what does this language mean?  Simplifying the language, it appears to 

be a review of whether a premium should be changed.  A review or assessment of 

expected claims, based on recent experience, is ordinarily what an insurance premium is 

based on.  IAWC now suggests that a review of its insurance premium, being essentially a 

repeat of the original premium decision, justifies an increase in cost.  At what point do 

costs stop being increased, and at what point does IAWC challenge or reject increased 

costs?  

As described in the People’s Initial Brief at 30-31, IAWC’s insurance premiums 

have exceeded the amounts necessary for the past several years, with a $2.3 million 

refund in 2007 and a $.9 million refund in 2008 for IOTG. AG/JM Ex. 5.0 at 46-47. When 

insurance premiums were refunded due to a “review,” ratepayers did not see the benefit, 

and when insurance premiums are increased due to a “review” ratepayers should not be 

charged more, particularly when the “retrospective accrual” is based on a review of “most 

recent”, that is of historical, claims activity.   

The Commission should reject the $212,660 adjustment to IOTG insurance 

expense requested by the Company. 

G. IAWC Has Failed To Justify The Escalating Management Fee It Seeks 
To Recover From Ratepayers. 

 
IAWC’s Initial Brief includes an extensive discussion of its justification of the 

$21,167,057 Management Fee (excluding incentive compensation) it is asking consumers 

to pay its affiliated Service Company.  IAWC Initial Brief at 57-71.  Curiously, however, 

it does not include the actual charge it wants consumers to cover, nor does it discuss the 

large increase in this line item since its last rate case.  Although it relies heavily on 

studies by Company employees and Company (excessively) paid experts to argue that the 
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increased costs are really savings, it shies away from laying out the actual cost and the 

substantial, 22.5% increase it is requesting from a test year that ended a mere six months 

before the test year in this case begins. 

IAWC admits that it submitted the testimony of five witnesses in its attempt to 

justify the escalating Management Fee expense.  IAWC Initial Brief at 59-60.  Not one of 

those witnesses is independent, as all are either on IAWC’s payroll, the Service Company 

payroll, or are being paid substantial amounts by IAWC (IAWC asks for $422,900 for 

Mark Young, Deloitte & Touche and Bernard Uffelman’s study).   

As demonstrated in the People’s Initial Brief at page 44, the Service Company 

Study provided by the Company made so many assumptions that it was essentially a 

tautology.  Mr. Uffelman testified that he assumed that a non-affiliated provider would 

bill the same number of hours that AWWSC bills IAWC for the same work, Tr. 375-376, 

and that the distribution of work among different levels of experience and education 

would be the same for affiliated and non-affiliated providers.  Tr. 378. In its Initial Brief 

at 63, IAWC further points out that the compensation levels of Service Company 

employees “are based on detailed surveys of market compensation levels applicable to 

each position, and therefore represent a market-based level of compensation.”  Because 

the Service Company Study also was based on “market compensation levels,” the Study 

as well as Ms. Teasley’s study, were essentially circular – they used the same sources to 

determine compensation levels. Effectively, the only variable in the study was the 

overhead or “loading” in the market hourly rate. 

In regard to Ms. Teasley’s “Self-Provisioning” study, IAWC argues that IAWC 

would be required to retain 182.5 additional employees to provide only the three 
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functions she addressed (corporate governance, employee benefits management, and 

customer service center services).  IAWC Initial Brief at 64, 60.  In other words, IAWC 

asserts that it is paying for the equivalent of 182.5 employees on top of the 510 

employees in its test year for only these three services.  

These 182.5 employees include the Customer Service Center.  According to the 

study IAWC commissioned, IAWC’s customer service cost equals $23.33 per customer, 

which also includes costs incurred by IAWC directly.  IAWC Ex. 11.01, Sch. 7.01.7  In 

reviewing IAWC’s affiliated American Water Company in California, Cal-Am, the 

California Public Utilities Commission discussed Cal-Am’s calculation of a $15.35 per 

customer customer service cost.    The California Commission said:     

DRA recommended that the Commission hold Cal-Am to 2003 per customer 
costs, plus inflation, for a Customer Service Center total amount of $1,971,507. 
DRA compared Service Center costs per customer of $9.85 in 2003 to Cal-Am’s 
proposed $16.24 in test year 2009, and concluded that these increasing per 
customer costs paradoxically showed dis-economies of scale from American 
Water’s nation-wide consolidation of its customer service function during that 
time. 
 
…  In response to DRA’s analysis of per customer costs, Cal –Am stated that calls 
per customer have increased from 2003 to 2007. Cal-Am also challenged DRA’s 
calculations, including DRA’s inflation factor; Cal-Am escalated 2001 per 
customer costs to determine a 2009 per customer cost of $15.35, which Cal-Am 
concludes “compares very favorably to the requested cost of $16.24 per customer. 
 
… Cal-Am requests $16.24 per customer or $2,784,250, about 5.8% more under a 
consolidated, nation-wide Customer Service Center. 
 
Thus, Cal-Am’s own analysis shows that rather than producing “economies of 
scale,” its Customer Service Center is producing what DRA calls “diseconomies,” 
of about 5.8%. Also completely absent from Cal-Am’s showing is any evidence 
of productivity improvements from its extensive nationwide customer service 
consolidation. Cal-Am describes some of the benefits of consolidation as 
“leverag[ing] investment in leading edge training facilities” and a “variety of self-
service options using the latest natural speech recognition technology,” but Cal-
Am’s own testimony shows higher costs under the consolidated model. 

                                                 
7  If only Service Company charges are included, the per customer charge is $17.72. 
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Adjusting Customer Service Center expenses allocated to California to remove 
the 5.8% of admitted excess cost will reduce Cal-Am’s request to $2,222,700. 
This adjustment imposes some level of cost containment and/or efficiency 
improvements on the National Service Company’s operation of the Customer Call 
Center. With this adjustment, we conclude that the Customer Service Center 
expenses allocated to California are reasonable.  

 
IAWC-AG Admin Notice Doc. 1 at pages 112-114.  IAWC’s Customer Accounts 

Expense Per Customer study, showing the $23.33 per customer cost, also included the 

customer accounts expense for other utilities, which tended to be higher.  However, not 

one of the Companies included in the “study” was a water utility or addresses the fact that 

an American Water affiliate had calculated a significantly lower per-customer customer 

service charge.  IAWC Ex. 11.01, Sch. 7.2.   

 IAWC repeats the listing of services provided by the Service Company in its 

Initial Brief at 65-66.  These services are of the most general sort:  e.g., communications 

and external affairs, corporate finance, human resources, operations services.  A mere 

listing of categories of business needs, however, does not justify the level of costs IAWC 

seeks to charge ratepayers.  IAWC asserts that no witness has questioned the need for 

these services.  IAWC Initial Brief at 66.  But the “need” for these categories of service is 

not the question. The question is: are the cost levels and the repeated, substantial 

escalation of these cost levels over the last several rate cases reasonable and prudent.    

The People maintain that a 22.5% increase in these costs in less than two years is not 

reasonable or prudent. 

 IAWC also argues that it prepares a “detailed budget” that somehow justifies 

these huge costs.  IAWC Initial Brief at 67.  However, a review of the exhibit cited, 

IAWC Exhibit 5.00R2 (Rev), does not provide anything other than a break-out of cost 
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categories.  It does not answer the question of whether the cost level is reasonable, or 

whether the increases in charges are reasonable.  The Commission should reject IAWC’s 

argument that by reciting the accounting categories for Service Company charges it has 

somehow justified the cost levels and increases ratepayers are being expected to pay. 

 Although IAWC refers to its “budget process” as a means of cost control, no cost 

control is evident in this rate case.  The Management Fee actually decreased from 2007 to 

2008 (outside a rate case), and increased by only 4.3% from 2007 to 2009.  In the test 

year, it originally increased by 9.4%  for 2010, only to be revised up to 12.1% only a few 

months later, after excluding substantial cost items.   Tr. 126-127 & AG Initial Brief at 

23;  IAWC Ex. 6.00 Supp. At 9;  Tr. At 435; AG Initial Brief at 21-22.   These jumps in 

cost levels do not show a reasonable or prudent budgeting process. 

H. AG/JM Witness’s Smith’s Recommendation That Management Fees 
Increase By No More Than 5% Is Supported By The Record and Is 
Far From Arbitrary. 

 
IAWC argues that AG/JM witness Ralph Smith’s recommendation that 

Management Fee expense be held to 5% is arbitrary, citing Peoples Gas, Light and Coke 

v. Slattery, 373 Ill. 31 (1940) for the proposition that the Commission cannot “simply 

disregard the level of a utility’s operating expenses.”  IAWC Initial Brief at 70.  However, 

Mr. Smith did not “arbitrarily” reduce the Management Fee.  He testified that a 5% 

increase was “perhaps somewhat overly generous” in light of low salary increases since 

IAWC’s last rate case and low inflation.  AG/JM Ex. 5.0 at 50-51.  In addition, the 5% 

figure is consistent with the actual fluctuation in Management Fees between rate cases 

shown on IAWC Sch. G-1 (Comparison of Prior Forecasts to Actual Data, line 14).   
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IAWC’s citation of the Slattery case in fact supports Mr. Smith’s adjustment.  In 

that case the Court considered a range of expenses, including the payment of rent for 

space in non-utility property owned by the utility.  The Court upheld a Commission 

adjustment to the rent paid to the utility’s affiliate saying that the Commission has the 

power to reduce the rent claimed by the utility on the grounds that other tenants paid less 

for space in the building.  373 Ill. at 63.  In discussing other cost items where the expense 

is subject to disagreement, the Court said that: 

there is a decided difference of opinion between the company and the 
commission, not only as to how the value of the public utility is to be determined 
for rate-making purposes, but also the proper elements to be taken into 
consideration to ascertain the net return that will be produced by the authorized 
rate. One of the principal questions is the fair value of the property of appellee, 
used or useful in the distribution of gas. 

 
… 

There is nothing definite and certain about the value of these several tracts of real 
estate, other than the original cost. In the very nature of things it is more or less a 
speculation depending upon which expert is believed. We cannot say the value 
fixed by the commission was shown to be unreasonable low. 

 

In connection with an adjustment associated with the sale of appliances, a “new business 

expense,” the court said: 

In determining the questions presented, not only on valuation of property, but also 
the amount allowable for depreciation and operating expenses, we have 
necessarily given considerable weight to amounts actually shown in evidence, 
because of the fact that the expert witnesses on both sides are in hopeless conflict, 
one side having a tendency to enhance values and costs and the other to decrease 
them. It appears that the commission, to a considerable extent, governed its action 
by what it could ascertain from actual costs and disregarded, to a considerable 
extent, the testimony of expert witnesses. In view of the conflicting mass of 
testimony we do not see how it could have done otherwise. 

 
373 Ill. at 67.   In this case, the evidence of actual expenses shows that IAWC’s 

management fee increased less than 5% from 2007 to 2009, and in fact decreased 
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between 2007 and 2008.  Given this low level of increase between rate cases, the 

Commission can reasonably rely on a 5% increase in expenses notwithstanding the 

projections of much greater increases (e.g. 22.5%) offered by IAWC’s expert witnesses. 

I.  AG/JM Witness’s Calculation Of The Gross Revenue Conversion Factor Is 
More Accurate Than IAWC’s Calculation And Is Not A “Distortion.” 

 

IAWC argues that the Commission should reject AG/JM witness Smith’s 

calculation of the gross revenue conversion factors, which he separately calculated for 

each district, because his calculation “distorts” the uncollectible rate.  IAWC Initial Brief 

at 72.  However, rather than “distorting” the uncollectible rate, Mr. Smith uses district 

specific uncollectible figures.  Although Mr. Smith used a different methodology than 

IAWC used, he did not “distort” the uncollectible rate.  IAWC’s argument ignores the 

accuracy that district specific data brings, and should be rejected. 

 

IV. Capital Structure and Cost of Short Term Debt 
 

A. The Commission Should Include A Reasonable Portion Of Short Term 
Debt in IAWC’s Capital Structure and Reject IAWC’s Unreasonable 
and Expensive Tiny Short Term Debt Component. 

 
IAWC argues that the Commission should base its overall cost of capital on a 

capital structure that includes .15% short term debt, or less than 1%.  IAWC Initial Brief 

at 73.  Although IAWC agrees that it should have a capital structure that results in the 

lowest weighted cost of capital, Id. At 74, in fact, the miniscule short term debt included 

in IAWC’s proposed capital structure will push up the cost of capital by $2 million to $3 

million.  AG/JM Ex. 5.0 at 14-15.  IAWC has not justified using such an unreasonably 

and non-representative portion of short term debt for the test year. 
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 In arguing that a capital structure with virtually no short term debt is acceptable, 

IAWC argues that a reasonable, 3.26% short term debt component implies that the utility 

is financing long term investments with short term debt.  IAWC Initial Brief at 78, 79.  

This is incorrect.  Short term debt is used for various purposes, including to fund ongoing 

operations pending receipt of revenues and to act as a bridge between obtaining other, 

longer term financing.  AG Initial Brief at 48; see also Tr. 303, 306-07, 314.  The portion 

of short term debt recommended by AG/JM witness Smith is consistent with the amount 

of short term debt IAWC actually needs.  During the course of this case, IAWC needed 

short term debt as a bridge for a $39 million debt issue that was delayed.  See AG Cross 

Ex. 14.  Only a portion of that debt was financed, leaving $25 million in short term debt 

through at least May, 2010.  Id.  It is just this sort of situation that demonstrates the 

reasonableness of Mr. Smith’s recommendation that 3.26% of IAWC’s capital structure 

be funded with low-cost short term debt.  AG Initial Brief at 48.  A 3.26% short term debt 

component to the capital structure is in fact somewhat less that  the actual  $25 million 

that will he held in short term debt through May 1, 2010, and may understate actual short 

term debt funding because it does not include any other transient financing amounts. 

IAWC argues that less than 1% short term debt is appropriate because its 

construction budget is different in the test year than in past years.  IAWC Initial Brief at 

79.  However, the $25 million currently in short term debt as a result of the failure to 

market the full $39 million offering late last year demonstrates that the construction 

budget is not the only item driving the use of short term debt.   

In addition, IAWC’s suggestion that virtually no short term debt is appropriate 

ignores the fact that short term debt typically fluctuates significantly over the course of a 
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year.  For example, as shown on IAWC Schedule D-2, Cost of Short Term Debt, in 2009 

average monthly short term debt varied from $645,067 to $36.6 million, and averaged 

$12.58 million.  In 2008, the average net amount of short term debt outstanding was 

$17.5 million.  IAWC would have the Commission believe that in the test year, the need 

for short term debt will decrease precipitously to barely more than $1 million, despite the 

fact that the Company is currently funding $25 million with short term debt pending the 

later attempt to issue it as long term debt. 

In order to base rates on the least cost capital structure and reflect a reasonable 

cost of capital that is actually financing rate base, the People ask that the Commission 

adopt a capital structure with 3.26% short term debt, 51.22% long term debt, and 45.52% 

common equity.  AG/JM Ex. 5.1, Sch. D, section III. 

 

B. IAWC Recommends An Inflated And Outdated Cost For Short Term 
Debt That Should Be Replaced By The Most Recent Cost. 

 

IAWC suggested that the cost of less than 1% of short term debt should be 1.97%.  

The Staff witness did not address that cost level, because she found the effect de minimus.  

Nevertheless, she said that the Staff generally does not agree with the use of forecasted 

interest rates to determine the cost of short term debt.  ICC Staff Initial Brief at 18-19; 

ICC Staff Ex. 10.0 at 2-3.  IAWC provided actual short term interest rates to Staff, and 

informed the record that the latest actual short term interest rate (for November, 2009) 

was 0.3437%.  Tr. at 320.  That is the actual rate that should be used in determining 

IAWC’s cost of short term debt and its overall cost of capital. 
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V.  Cost of Service and Rate Design 

A.  The Commission Should Reject the Company and the Staff Customer 
Charge Increases As Unnecessary and Excessive. 

 

 IAWC suggests that its proposals to greatly increase the residential customer 

charges comply with a Commission directive.   IAWC Initial Brief at 138-139. The 

Commission should make it clear that although cost of service principles recommend 

recovering certain costs in the customer charge, loading more costs than necessary or 

appropriate in the customer charge creates customer dissatisfaction and disincentives to 

conserve water.  IAWC and Staff would have the Commission approve very large 

increases in both the customer charge and the fire protection charge, resulting in fixed 

charges that diminish the effect of the usage charges to de minimus and discourage people 

from using water conservatively. 

 AG witness Scott Rubin reviewed the costs that IAWC proposes to include in the 

customer charge, and removed those costs that are not limited to costs that are directly 

incurred by the utility to enable service to the customer.  AG Ex. 2.0 at 6.  He properly 

removed certain administrative and general costs as well as the recovery of general plant 

(although he did include other depreciation, taxes and return on rate base).  AG Ex. 6.0 at 

4-5.  IAWC attempts to justify including so many costs in the customer charge by 

referring to the Commission’s “directive” in the prior case to recover fixed costs through 

the customer charge.  IAWC Initial Brief at 141.  However, the Commission’s interest in 

increased customer charges in IAWC’s last case and in energy cases should not be the 

sole consideration, and certainly should not override cost of service principles that limit 

the costs that should be included in the customer charge.   
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IAWC is assuming that the Commission has adopted a policy to promote higher 

and higher customer charges to recover almost all fixed costs.  However, not all fixed 

costs are appropriate for customer charge recovery.  AG witness Rubin emphasized that 

“it is important to limit the customer charge to the recovery of costs that are directly 

incurred by the utility to enable service to the customer.”  AG Ex. 2.0 at 6.  Further, 

overhead expenses that are not directly related to connecting a customer to the system, 

reading the customer’s meter, and sending a bill to the customer may be appropriately 

included in the revenue requirement, but they should not be recovered through the 

customer charge.   Id. At 7.  Even if the Commission has expressed an interest in recovery 

fixed costs in the customer charge, it should only recover fixed customer costs related to 

connecting the customer to the system in the customer charge.  

B.  The People Agree With Staff That IAWC’s Minimum System Analysis Does Not 
Accurately Measure Costs And Should Be Rejected. 
  

 The Staff points out in its Initial Brief at pages 71-72 that the minimum system 

cost of service analysis does not accurately assess costs because “[t]here is simply no 

reasonable way to divide distribution mains into one component that serves solely to connect 

customers to the system and a second component that reflects the size of the mains necessary 

to serve their demands for utility service.”  AG witness Scott Rubin noted that IAWC witness 

Herbert admitted in a data request response that the minimum system concept is theoretical 

only and that “[t]he extent that water service could be supplied under a minimum system 

concept is not known nor has been studied or analyzed.”  AG Ex. 2.0 at 10.    The 

Commission has properly rejected minimum system cost of service analyses in the past, 

and should reject it in this case as well. 
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C. The Commission Should Reject The Proposal To Eliminate The 
Declining Usage Block For Residential Customers and Direct The 
Company To Implement A Properly Designed Declining Block In All Rate 
Areas.   
 

 As asserted in the People’s Initial Brief at pages 54-56, the People support the 

continuation of the declining block structure for residential customers in IAWC’s service 

territories, and the adoption of that rate structure in the Chicago Metro Region.  

Eliminating the declining block outside Chicago Metro will unreasonably increase 

charges to residential customers in multi-unit buildings and risk substantial confusion and 

error in classification going forward.  The residential declining block rate should be 

extended to the Chicago Metro area for consistency and to assure that very large users, 

who should be less costly to serve due to their large demand, pay appropriate charges for 

usage.      

 The Staff supports the Company’s proposal to eliminate the declining block rate 

structure for all residential customers.  Staff Initial Brief at pages 83 – 84.  The reasons 

given by the Staff (i.e. that the residential class has a poor load factor) ignore the 

differences between large residential customers and the typical, single-family residential 

customer.  Although Staff and the Company state that the purpose of eliminating the 

declining usage block is to discourage excessive residential lawn watering, id. at 83, 

IAWC Initial Brief at 143, they do not address the different usage patterns of residential 

consumers who live in multi-unit, master-metered buildings and those that live in single 

family homes.  As AG witness Scott Rubin testified, multi-unit, master-metered 

residential customers place different demands on the system and consistently have 

substantially higher bills  than ordinary residential customers.  AG Ex. 6.0 at 13-14.  
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Often master-metered buildings maintain commercial accounts for common usage, such 

as lawn watering, so the incentive to conserve that IAWC and Staff use as justification for 

increasing large residential customers’ bills is lost.  AG Ex. 2.0 at 15-17. 

 IAWC suggests that  because Chicago Metro apartment dwellers already have a 

single usage block, there is no reason to create a declining block in that area. IAWC 

Initial Brief at 145.  However, IAWC is asking to change the block structure for the rest 

of the state to match a block structure in Chicago Metro that creates inequitable bills and 

that will create substantial confusion over customer classification in the rest of the state.  

The People agree that it is better for IAWC’s rate structure to be consistent throughout the 

state, but rather than impose a detrimental rate structure on large residential customers, 

the more equitable declining block structure in all districts except Chicago Metro should 

be expanded to Chicago Metro. 

D.  IAWC’s and Staff’s Rate Designs Are Internally Inconsistent And Should 
Be Rejected. 

  

 IAWC and Staff both propose substantial increases in residential customer charges 

while at the same time arguing that declining block rates should be eliminated.  The 

increase in the customer charge is purportedly to allow more recovery of fixed costs in 

fixed charges.  The elimination of a declining block is intended to encourage 

conservation.  See, e.g. IAWC Initial Brief at 143.  Although the People agree that a rate 

design should encourage water conservation, high fixed charges (customer charges and 

fire protection charges) diminish the effect of the usage rate and undermine the 

conservation effect of a single block rate.   
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 As discussed further below, IAWC’s customers, particularly but not exclusively8 

in Chicago Metro, are highly critical of IAWC’s rates.  They correctly understand that a 

rate structure, with high fixed charges, prevents them from controlling their bills and 

diminishes if not eliminates their incentive to use water carefully.  As they are paying 

more than their neighbors regardless of how much they use,  there is no incentive to 

conserve. 

 The Commission should reject the notion that customer charges should be high 

enough to recover all fixed costs.  This is an erroneous policy preference that distorts the 

relationship between use and price and undermines incentives to wise water use.  AG 

witness Rubin assigned a reasonable, although not insignificant, portion of fixed costs to 

the customer charge.  An assignment of more costs to the customer charge is unnecessary 

to an accurate matching of costs and rates.  Basing fixed costs on such an misguided 

assignment of costs will create a distorted rate design that the public does not understand 

or accept as just and reasonable. 

VI. Consumer Comparisons of IAWC Water and Sewer Rates to Neighboring 
Rates. 
 

IAWC attempts to avoid the effect of consumers’ ire at its high rates by arguing 

that you just can’t compare IAWC’s rates to local, municipal rates.  IAWC also 

incorrectly alleges that parties are attempting to relitigate the issues raised in IAWC’s last 

rate case, where an expert witness for the People presented a benchmarking study to 

demonstrate the disparity between IAWC’s costs and municipal costs.  IAWC Initial Brief 

at 155.  IAWC misses the point of the public participation in this docket. 

There is no question that IAWC’s rates greatly exceed the rates paid for water by 
                                                 
8  See transcript of public forum, October 1, 2009 and November 9, 2009; online Public Comments in 
docket 09-0319.  
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residents of communities adjacent to IAWC’s service territory.  See, e.g.,  AG Ex. 4.0; 

HG Ex. 4.0R2.  These are facts.  Every month when residents in the Chicago Metro area 

open their bills, they know that they are paying an excessive price for the most basic 

commodity people consume – clean water.  It is not surprising that in this case these 

residents were moved to participate in this case and let the Commission know that they 

find IAWC’s rates unreasonable. 

IAWC relies on expert studies and its accumulation of costs to argue that its rates 

really are reasonable, notwithstanding the experience of its Chicago Metro and other 

customers.  The regulatory process is meant to review a public utility’s charges, and 

public understanding and acceptance are key factors that the Commission should 

consider.  When reviewing a utility’s request to increase rates by 30%;  including a 

request that charges to an affiliate be increased by more than 22%; that it wants to be 

allowed to pay its attorneys close to $1 million for an eleven month rate case; that it 

needs to charge consumers more than 10% to compensate its investors when the public is 

facing declining pension funds and job losses; that it wants consumers to pay more than 

$400,000 for a “study” of why its affiliate charges are so high; or that it wants to earn a 

return on a business practices study costing more than $600,000, the Commission should 

remember the concerns of the consumers who pay for these costs.  These consumers are 

looking across the street, and are angry that the same water and sewer services are costing 

their neighbors less than half what they pay IAWC.   

IAWC expended time and money to support its argument that one cannot compare 

municipal rates to IAWC rates.  Nevertheless, people do.  When a certificate of public 

convenience and necessity is issued, it is on the assumption that the private utility can  
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“furnish, provide, and maintain such service instrumentalities, equipment, and facilities 

as shall promote the safety, health, comfort, and convenience of its patrons, employees, 

and public and as shall be in all respects adequate, efficient, just, and reasonable.”  220 

ILCS 5/8-101.  However, it is becoming apparent that the certificate to IAWC to provide 

water and sewer service is resulting in rates that the public finds unreasonable and unjust. 

IAWC’s arguments that the Commission cannot compare IAWC to local, 

municipal water providers are ultimately irrelevant.  If IAWC cannot use its unique 

economies of scale and corporate resources to offer services at rates that are at least 

comparable to those of other local water systems, it is plainly doing something wrong.  

IAWC’s goal should not be to find arguments to avoid the obvious comparisons that its 

consumers are making, but to reduce its rates so those comparisons are not so damning.  

Rather than spend close to $2 million on studies and efforts to increase rates, it should 

focus on reducing its rates.  Only when IAWC reduces its rates will consumers and the 

public stop comparing its rates to their neighbors’ rates. 

VII.  Conclusion 

 For the foregoing reasons, the People of the State of Illinois request that the 

Commission make the adjustments and disallowances discussed above, make the rate 

design changes recommended above, and order IAWC to fund an independent study of its 

wastewater treatment facilities, supervised by the Commission,  to determine whether 

wastewater treatment can be provided by another provider more economically. 

     Respectfully submitted, 
            

People of the State of Illinois 
Lisa Madigan, Attorney General 
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     By: ____________________________________ 
     Susan L. Satter, Sr Assistant Attorney General 
     Public Utilities Bureau 
     100 W. Randolph St., 11th Fl. 
     Chicago, Illinois 60601 
     Telephone: (312) 814-1104    
     Facsimile: (312) 814-3212 
     E-mail: ssatter@atg.state.il.us 
January 22, 2010 
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