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IIWC REPLY BRIEF ON EXCEPTIONS

INTRODUCTION

The Illinois Industrial Water Consumers (“IIWC”) will respond to certain positions taken

and arguments and exceptions made by Illinois-American Water Company (“IAWC” or “Company”

or “Illinois-American”), in their Brief on Exceptions (“BOE”) to the Proposed Interim Order of

February 22, 2010 (“Proposed Order” or “PO”).  IIWC’s failure to address any specific argument,

exception or position of any specific party in this Reply Brief on Exceptions (“RBOE”) should not

be taken as an endorsement or acceptance of that position unless otherwise expressly stated herein.

Specifically, IIWC will respond to and oppose:

a. Illinois American’s proposal to modify the Proposed Order as it relates to capital

structure issues (IAWC Exception 4); and

b. Illinois-American’s proposal to modify the Proposed Order as it relates to the return

on common equity issue (IAWC Exception 5).

ARGUMENT

I. Exception 4: ALJPO Section VI.A, “Cost of Capital,” Subsection 4
“Commission Conclusion” (ALJPO, p. 84)

IAWC takes exception to the PO’s conclusion regarding capital structure. (IAWC BOE at

8).  Specifically, IAWC asserts that the PO’s finding that short-term debt as a percent of total capital

should be 2.83%, the percentage level that existed in 2008 (during construction of its Champaign

water treatment facility), is inappropriate.  IAWC argues that its common equity ratio of 48.63% is

reasonable, consistent with industry standards, and should be approved.  IAWC claims that the
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record evidence shows that a reduction in the planned 2010 common equity ratio at the level

contemplated by the PO would impair IAWC’s ability to obtain capital on reasonable terms.  (IAWC

BOE at 8).  The Company’s arguments are without merit and should be rejected.  The PO has

correctly rejected the Illinois-American approach, and its capital structure findings are reasonable.

The Company’s capital structure arguments are deficient and actually conflict with its own

evidence.  On one hand, IAWC argues that its affiliation with its Service Company in general and

American Water Capital Corporation in particular, helps it achieve economies of scale and lower

cost of capital by working through its parent company and affiliate companies to procure services,

and to issue debt securities at a cost lower than it can achieve on its own. (Teasley, IAWC Ex. 1.0

at 24).  IAWC argues these Service Company savings justify the proposed recovery of Service

Company costs.  (Kerckhove, IAWC Ex. 6.00 SR at 4-5).  On the other hand, the Company also

argues that its capital structure should be reviewed on a stand-alone basis because it may need to

independently access the capital markets.  (IAWC BOE at 8).  

The Company raises conflicting arguments.   First, it argues that customers should pay the

Service Company fees with the expectation of lower IAWC costs; and second, customers should pay

higher rates, to support an IAWC capital structure more heavily weighted with common equity than

the parent capital structure, because IAWC needs to be able to issue debt on its own.  IAWC’s

arguments are completely contradictory and illogical.  The arguments do not justify a

recommendation to approve an IAWC capital structure that reflects a projected run-up in its common

equity ratio to total capital, resulting in the forecasted capital structure for IAWC being significantly

more heavily weighted with common equity than that of its parent company’s forecasted capital
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structure.

Conversely, the record evidence shows that IAWC’s capital structure component weights

should be comparable to that of its parent company’s capital structure weights.  (See, IIWC R. Br.

at 17-18).  It is clear that IAWC’s access to capital, both debt and equity, is  tied to the financial

strength of its parent company and its affiliate, American Water Capital Corporation (“AWW” or

“AWCC”).  Therefore, the capital structure of those affiliates underlies the market’s assessment of

IAWC’s financial risk, and not IAWC’s stand-alone projected capital structure.  (Gorman, IIWC Ex.

3.0 at 19).  The PO’s capital structure is appropriate, and in line with IAWC’s parent company

capital structure, and therefore should be approved.

Company witness Kalinovich asserted that IAWC would have weaker credit standing than

that of its overall parent company if it were independently rated. (Kalinovich, IAWC Ex. 20.0 at 4).

He bases his assertion on a comparison of financial ratios for IAWC in relationship to S&P’s

benchmark ratios.  However, this comparison is not credible.  A comparison of the parent company’s

financial ratios to those of IAWC shows that IAWC has stronger credit rating financial ratios than

its parent company, not weaker ratios.  (Gorman, IIWC Ex. 3.0 at 7-9).  This comparison indicates

that IAWC has stronger credit standing than its parent company, and therefore its capital structure

should at least be comparable to its parent company.  

Further, IIWC believes that IAWC’s arguments in support of a stand-alone capital structure,

rather than to place primary reliance on its parent company and affiliate Service Company for

issuance of capital, contradicts aspects of IAWC’s testimony.  The Company argues that it needs

access to capital on a stand-alone basis, and often does sell capital to institutional investors.  (IAWC
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BOE at 9; IAWC Br. at 75).  However, in testimony in support of its Service Company fees, the

Company makes an argument that completely contradicts these assertions.  In the direct testimony

of IAWC witness Karla O. Teasley, President of IAWC, she states that IAWC also secures necessary

financing through American Water Capital Corporation.   (Teasley, IAWC Ex. 1.0 at 24).  This

entity achieves economies of scale by consolidating the financing requirements of all the operating

utilities in the American Water system.  In this way, IAWC has access to reliable sources of debt

capital at cost-effective rates, in a manner that minimizes transactional and management cost.  (Id.).

Following Illinois-American’s logic to its conclusion would suggest that if IAWC needs to

maintain a higher cost capital structure than its parent company in order to ensure that it has access

to capital on a stand-alone basis, then customers should not also be burdened by the cost of IAWC’s

Service Company costs.  If the Service Company does not lower IAWC costs relative to those costs

it can achieve on its own, then the Service Company fees are not reasonable, and should be excluded

from the IAWC’s cost of service.  Alternatively, IAWC’s capital structure arguments should be

rejected and the PO’s proposed capital structure should be approved.

II. Exception 5: ALJPO VI.C, “Cost of Common Equity,” Subsection 7
“Commission Conclusion” (ALJPO, p. 108)

The Company takes issue with the PO’s conclusion that IAWC’s return on common equity

should be 10.38%.  The Company continues to support a 21 basis point upward financial risk

adjustment.  IIWC witness Gorman and Staff witness McNally provided evidence explaining why

Illinois-American’s proposed financial  risk return on equity adder is unjust and unreasonable. (See,

IIWC R. Br. at 11-14; Gorman, IIWC Ex. 3.0 at 19-20; McNally, Staff Ex. 11.0 at 5-15). It is
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important for the Commission to remember that Illinois-American is not a stand-alone small

company.  Illinois-American is a wholly owned subsidiary of AWW, which is one of the largest

publically traded water companies in North America.  Also, the Service Company fees for Illinois-

American’s participation in AWW’s system are fully included in its cost of service in this

proceeding. (Gorman, IIWC Ex. 1.0 at 71).  Therefore, the benefits that are created by Illinois-

American’s participation in AWW’s system are fully paid for by customers paying an allocated

portion of American Water Works’ Service Company fees.

Illinois-American’s small company risks, if any, are fully mitigated by its affiliation with

AWW.  This small company risk mitigation includes: (1) the ability to attract capital based on larger

bond and equity issuances, (2) economies of scale to minimize operating expenses by spreading

expenses over larger customer bases, (3) economies of scale in buying materials and supplies, and

(4) geographic diversification that mitigates sales and combined cash flow variation caused by

weather and local economic cycles.  These small company risks for Illinois-American are mitigated

by its affiliation with AWW/AWCC  by providing consolidated service company operations and

lower cost debt and equity capital via AWW and AWCC treasury service.  These factors clearly

indicate that Illinois-American’s investors do not assume the risk of Illinois-American as if it were

operating in isolation.  (IIWC R. Br. a 12).

Illinois-American’s proposed financial risk adjustment is largely tied to their perception that

if it had a stand-alone bond rating, rather than Illinois-American’s participation in the AWW

consolidated system, it would have a lower bond rating than that of the proxy group.  Illinois-

American has simply not provided any evidence to support what its bond rating would be on its own,
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and whether or not that bond rating would be higher or lower than consolidated operations.  Illinois-

American’s proposed adjustment is at best speculation, and produces no more than an unjustified

return on equity adjustment.  (Gorman, IIWC Ex. 1.0 at 65-66).  

Illinois-American’s proposed financial risk adjustment has never been adopted by the Illinois

Commerce Commission or any other regulatory commission. (IIWC R. Br. at 13). The Proposed

Order recognizes this and should continue to do so. (PO at 110).

The Company argues that the record supports a 21 basis point financial risk adjustment to

Staff’s return on equity.  Nothing could be further from the truth.  There is no credible evidence that

Staff’s estimate of a return on equity did not fairly reflect a proxy group that is reasonably risk

comparable to that of IAWC. (IAWC BOE at 15).  Further, the Company’s own evidence in support

of its capital structure compares IAWC’s capital structure to that of the proxy group. (Id. at 16-18).

It states that this is a reasonable industry average risk proxy from which to judge the reasonableness

of its proposed capital structure.  (Id. at 16).

For the reasons stated above, and the reasons stated in IIWC’s Initial and Reply Briefs, the

Commission should reject Illinois-American’s exception to the Proposed Order’s exclusion of

Illinois-American’s financial risk adjustment.

CONCLUSION

For the reasons stated herein, the Illinois-American exceptions to the Proposed Order 

addressed by IIWC herein should be rejected.
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Dated this 15th day of March, 2010.
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