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Pursuant to the Rules of Practice of the Illinois Commerce Commission (the 

“Commission” or “ICC”), 83 Ill. Admin. Code 200.830, and the briefing schedule set by the 

Administrative Law Judge (“ALJ”), the CITIZENS UTILITY BOARD (“CUB”), by its attorney 

submits this Reply Brief on Exceptions to the Proposed Order issued in this case on February 22, 

2010 (“Proposed Order” or “PO”).  This Reply Brief on Exceptions responds to issues raised by 

Illinois-American Water Company (“IAWC” or “the Company”) in its Brief on Exceptions 

(“BOE”) regarding the recommended capital structure and cost of common equity.  As with 

CUB’s Brief on Exceptions filed March 8, 2010, this Reply Brief addresses errors of law or fact 

in the Proposed Order.  CUB incorporates here its arguments from its Brief on Exceptions and 

recommends the Commission modify the Proposed Order as discussed therein.  

ARGUMENT 
 

I. Capital Structure 
 

The Company asks the Commission to adjust the capital structure recommended by the 

Administrative Law Judge (“ALJ”) in the Proposed Order.  As the Proposed Order correctly 

notes, when the percentage of short-term debt is increased in the overall capital structure, other 

components must be reduced in some manner.  PO at 84.  IAWC maintains that this does not 
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require an adjustment to the Company’s common equity ratio.  IAWC BOE at 13.  Instead, the 

Company recommends that any increase to the short-term debt ratio should result in a reduction 

to the long-term debt ratio only.  Id.  The result is a capital structure consisting of 2.64% short-

term debt, long-term debt of 48.73%, and common equity of 48.63%.  IAWC BOE at 14. 

Because short-term debt is the least costly type of debt, it is reasonable and economical to 

include a short-term debt component in IAWC’s capital structure.  IAWC originally requested a 

capital structure with virtually no short-term debt and 48.63% of common equity.  PO at 84.  The 

Company has stated that its long-term debt ratio is based on its projected actual long-term debt 

obligations.  IAWC Ex. 4.0 at 7-8.  As a result, changes to the short-term debt ratio should result 

in changes to the common equity ratio.  AG BOE at 57.  This has the added benefit of reducing 

the most expensive portion of the Company’s capital structure, producing a more reasonable cost 

for consumers.  Id., see also CUB Init. Br. at 3.   

CUB agrees with the Proposed Order’s conclusion that it is appropriate to reduce IAWC's 

long-term debt and common equity percentage in proportion to the amounts that IAWC projects 

for 2010.  PO at 84.  This produces a capital structure comprised of 49.84% long-term debt, 

2.83%, short-term debt, and 47.33% common equity, one that CUB recommends the 

Commission adopt.  Id.  

 

II. Cost of Common Equity 
 

IAWC takes exception to the ALJPO’s conclusion that no adjustment to Staff of the 

Illinois Commerce Commission’s (“Staff”) recommended range is required to reflect IAWC’s 

higher financial risk.  IAWC BOE at 14.  The Company maintains that the record in this case 

supports a 21 basis point upward financial risk adjustment to Staff’s recommended return on 

equity.  Id.  IAWC characterizes financial risk as the additional risk created by the introduction 
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of senior capital, i.e. debt and preferred stock, into the capital structure.  IAWC BOE at 15.  

Characterizing itself as more risky relative to other utility investments, the Company challenges 

the findings of Staff witness, and offers the testimony of Company witnesses Ahern and 

Kalinovich as supporting evidence.  IAWC BOE at 18. 

CUB recommends the Commission reject any modification of the Proposed Order to 

adjust IAWC’s common equity cost rate for “financial risk.”  Such an adjustment is unwarranted 

since there is no evidence demonstrating how IAWC’s debt would be rated if Moody’s and 

Standard & Poor’s actually rated it.  CUB Ex. 1.0 at 39.  Moreover, as CUB witness Thomas 

testified, allegations that credit ratings are being artificially inflated continue to come to light, 

and despite months of regulatory scrutiny and some internal changes at the firms, a recently 

departed Moody's Corp. analyst says inflated ratings are still being issued.  CUB Ex. 1.0 at 40. 

Such information calls into question heavy reliance on credit ratings when determining the cost 

of capital.  Id. 

Ms. Ahern’s financial risk adjustment is based on a comparison of the actual credit 

ratings for the sample used by Staff witness McNally (derived from S&P’s assessments of 

financial risk profile) to her own estimate of IAWC’s credit rating (derived from her assessment 

of the financial risk profile).  PO at 110.  This adjustment reflects her opinion that there is a 

difference of “at least two notches or more” between the average credit rating of Mr. McNally’s 

Utility Group and her presumed credit rating of IAWC.  Staff Init. Br. at 32.  The problem is that 

she overstates the credit rating used by Mr. McNally in his analysis and underestimates the 

assumed credit for IAWC.  Id. at 33.  The Proposed Order was correct to conclude that Mr. 

McNally’s analysis of this comparison supports his conclusion that the purported difference in 

credit ratings has not been demonstrated.  The Commission should conclude, as did the Proposed 
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Order, that IAWC's proposals to make upward adjustments to the results estimated for the 

comparable samples are not warranted. 

 

 CONCLUSION 

 For the reasons discussed in this Reply Brief on Exceptions, CUB respectfully requests 

that the Commission modify the Proposed Order as specified in CUB’s Brief on Exceptions and 

adopt the associated replacement language. 
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