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

or “AG”) submit this Reply Brief in response to the Exceptions and Briefs on Exceptions 

of the Illinois American Water Company (IAWC) and other parties in this docket.  The 

failure to comment on or respond to any particular party or issue should not be taken as 

agreement or disagreement with that party or position. 

 
Reply to IAWC Exception 1:  IAWC’s Attempt to Increase Service Company Fees 
Through the Business Systems Planning Study Should Be Rejected. 
 
 In its Exception 1, IAWC argues that the Commission should increase the cost of 

the Business Systems Planning Study paid for by consumers because when IAWC 

provided the cost of the study in response to a data request, it only provided the cost of 

consultants.  IAWC BOE at 2.  Essentially, IAWC argues that the Commission should 

increase the business study cost charged to consumers because (1) it failed to provide the 

total cost of the study in the record, and (2) IAWC wants consumers to pay its affiliated 

Service Company even more than the 19.36% increase recommended by the Proposed 

Order.  IAWC bears the burden of proof to justify the costs it seeks to include in rates, 

and its failure to provide complete information on the record should preclude recovery. 

 The Commission should not allow IAWC to increase the charge for the Business 

Systems Planning Study based on its assertion that the contracts it provided in response to 

a data request asking for the cost of the study were somehow incomplete.  IAWC has 

asked for more than $20 million in Service Company costs, and now it argues that 

consumers should pay even more to the Service Company for a study of services 

provided by the Service Company.    
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 IAWC argues that Illinois ratepayers are being asked to pay $625,000, 

constituting 9% of a $6,944,444 study.  Of that study, consultants are being retained at a 

cost of $2,390,000, and Operating Companies such as IAWC are being asked to provide 

the Service Company, overall, with $4,554,444 or 65.6% of the total cost.   The Service 

Company, which is supposed to be expert in providing business management and 

planning, is adding yet another layer of cost to consumers by increasing rate base for a 

study of the services it is supposed to be providing already.   

 The Commission must be clear:  ratepayers are not an unlimited font of funds for 

IAWC’s affiliated service company.   IAWC requested a more than 20% increase in 

Service Company charges over fewer than 2 years and has now clarified that it is asking 

for more funds for the Service Company.  The Commission should not require consumers 

to pay for the business study, and certainly should not increase ratepayers’ liability to the 

Service Company by another $410,300 over the amount that would constitute 9% of the 

outside cost of the business study.1   

 Finally, IAWC confirms that IAWC should be allocated no more than 9% of 

American Water costs based on the number of customers.  IAWC BOE at 2.  

Accordingly, without waiving objection to recovery of any of the business study cost, if 

the Commission allows IAWC to recover anything for the business study, it must not 

authorize more than a 9% recovery of the costs identified in the record.    

  
Reply to IAWC Exception 2:  IAWC’s Review of Service Company Costs Failed To 
Restrain Those Expenses and Notwithstanding The High Costs IAWC Seeks To 
Charge Consumers For That Review.  
 

                                                 
1 See People of the State of Illinois’s Brief on Exceptions, p. 31. 

 3



 IAWC argues that the Commission should reject the Proposed Order’s 

recommendation that the Company “file a detailed estimate or estimated range” of the 

cost of an independent audit of Service Company costs.  IAWC BOE at 3.  The Company 

argues that the detailed testimony it submitted on the Service Company costs, prepared 

by several witnesses and costing consumers more than $420,000 in consultant fees, 

should end the inquiry into the propriety of these charges.  However, the evidence 

presented by the Company was self-interested and provided no recommendations on how 

to control these costs.   

 In response to the Commission’s concern about whether the Company was doing 

enough to control costs,2 the Company (1) transferred some costs out of the Service 

Company and increased those costs by $844,669 in supplemental testimony and moved 

them to different cost categories; (2) increased the remaining Service Company costs by 

22.5% over the amount allowed less than two years ago; and (3) seeks to charge 

consumers another $422,000 to justify those costs.  Notwithstanding lip-service to cost 

control, the actual amounts IAWC wants to charge to captive ratepayers shows a lack of 

cost control.  Clearly, the Commission cannot rely on Company studies to restrain 

spending. 

 IAWC does not want to estimate the cost of an independent audit.  The People 

agree that the Company cannot be relied upon to evaluate its affiliate spending or to 

estimate the cost, as demonstrated by the $422,000 price tag for a study of only a portion 

of those costs that contained no recommendations for cost reduction or control.  See 

                                                 
2 ICC Docket 07-0507, Order at 30-31 (July 30, 2008). 
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IAWC Ex. 10.00 LF.3  Rather, the best way for the Commission to protect ratepayers 

from these unrelenting increases is to disallow the disproportionate increase (19.36% in 

less than two years per the Proposed Order) in affiliated payments IAWC seeks.  If 

IAWC then fails to manage its operations to limit its payments to its affiliate, it will be 

answerable to shareholders.  

 If the Commission wants an audit in addition to making a reasonable and effective 

disallowance, the audit must be truly independent.  The scope and cost of such an audit 

should be determined by the Staff or by competitive bidding to the Commission.  IAWC 

should have no hand in an audit other than to provide information.  As related in the 

Proposed Order at 35-36, other Commissions have also noticed the steady and large 

increase in Service Company costs requested by American Water Company operating 

companies.  An alternative to an independent audit of IAWC is to pursue a multi-state 

audit of the Service Company costs, so that costs incurred by and allocated to the various 

American Water Company operating companies can be reviewed.   

  
Reply to IAWC Exception 3:  Rate Case Expense Study 
 
 IAWC does not object to the Proposed Order  instruction that it “fully document” 

expense control efforts.  Proposed Order at 7; IAWC BOE at 7.  In light of the cost 

IAWC seeks to charge consumers for its Service Company Study, the Commission 

should be wary of asking IAWC to prepare yet another explanation for why its costs are 

so high and of IAWC’s willingness to comply.  A study of cost control should not 

become an opportunity to charge ratepayers for more and more expensive studies. 

                                                 
3 The Service Company Study addressed only $14.86 million of IAWC’s $22 million Service Company 
costs (including incentive compensation).   
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 Rather, the appropriate regulatory response to excessive cost increases – and a 

58% increase in less than two years should be seen as excessive – is to disallow the 

increase.  A report of why the costs are incurred can always find some justification, and 

the study further inflates costs.  Studies and reports are not a solution to steeply rising 

costs. 

Reply to IAWC Exception 4:  While IAWC Accepts A Reasonable Short Term Debt 
Component, It Unreasonably Argues That Its Expensive Common Equity 
Component Should Be Unchanged. 
 

 While accepting a reasonable short term debt component in its capital structure, 

IAWC argues that the Commission should not change the common equity ratio, 

eliminating significant savings that could result from a more balanced capital structure.  

IAWC presents a table on page 11 of its BOE purporting to show that the Commission 

should increase the common equity ratio recommended by the Proposed Order.  The 

People maintain that a lower common equity ratio of 45.95% is appropriate.  AG BOE at 

58.   

 The Commission should disregard the table in IAWC’s BOE.  It is taken from the 

direct testimony of a Company employee that was not used by IAWC’s cost of capital 

expert, Pauline Ahern.  Ms. Ahern relied on two proxy groups of six water and of 26 

comparable utilities to determine the appropriate cost of capital.  IAWC Ex. 8.06 and 

8.07.   The average common equity ratios of these two groups of proxy companies used 

by Ms. Ahern were 48.54% and 42.51%,4 respectively.  IAWC Ex. 8.0 at 24, 26.  The 

range of the average, five year common equity ratios for Ms. Ahern’s proxy companies 

was between 44.22% and 55.09% for the six water utilities and between 28.06% to 
                                                 
4   Ms. Ahern’s testimony says the average common equity ratio was 42.51%, while her exhibit indicates a 
42.83% average common equity ratio.   
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52.69% with an average of 42.83% for the 26 comparable utilities.  IAWC Ex. 8.06, page 

3 and IAWC Ex. 8.07, page 5.  Clearly, a common equity ratio of 45.95% proposed by 

the People is reasonable and representative of the utilities used by the Company cost of 

capital witness, as is the 47.33% common equity ratio recommended in the Proposed 

Order.   

 In addition, in the Commission’s order approving the reorganization of IAWC at 

the time that its parent RWE sought to divest itself of American Water to public 

shareholders, the Commission imposed several conditions, including Condition 1, which 

required the Company to maintain a common equity ratio of “at least 45% at the time of 

the initial public offering.”  Order at 24, Docket 06-0036 (June 27, 2006).  The 

Commission further adopted a condition that IAWC maintain a common equity ratio 

between 40% and 50%, recognizing that this range of common equity is acceptable and 

does not indicate an excessively leveraged company.  Id. at 26.5 

 IAWC’s affiliate, American Water Capital Corp., provides its short term and long 

term debt as well as its equity financing.  IAWC BOE at 8; Tr. at 304.   When the 

Commission sets a higher common equity ratio, it is authorizing IAWC to pay its 

affiliate, American Water Capital Corp., a higher cost of capital and charging consumers 

that higher cost.  Given the range of common equity ratios in IAWC’s own sample, the 

Commission should reject IAWC’s request to maintain its common equity ratio at the 

high end of the range utilized by other utility companies. 

 

 

                                                 
5 Although these conditions were time sensitive, IAWC’s cost of capital witness did not indicate that the 
year had an effect on the cost of capital, as she used data from 2003 to 2007.  See IAWC Ex. 8.0.  
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Reply to IAWC Exception 5:  The Citizens Utility Board Will Provide a Response 
To IAWC’s Exception 5 in Its Reply Brief on Exceptions. 
 
 The People rely on CUB’s Reply Brief on Exceptions on this issue. 

Reply to IAWC Exception 7:  IAWC’s Recommended Language About Municipal 
Rate Comparisons Fails To Address The Issue Raised Repeatedly By Consumers 
That IAWC Is Not Providing Service At A Reasonable Rate. 
 

 IAWC recommends that the Commission add some language to the discussion of 

Municipal Rate Comparisons that there are differences in the cost structures of IAWC 

and municipal utilities.  IAWC BOE at 26.  This language completely misses the point of 

the consumer and municipal testimony in this docket, and the comments made at public 

hearings as well as on the Commission’s online public participation site. A review of the 

public comments filed in this docket shows that 145 comments from 17 towns referred to 

how much more IAWC customers pay than neighbors who are not IAWC customers.  

Similarly, at public hearings that concern was voiced more than once.  Mt. Prospect 

Public Forum at 24, 36, 42, 54, 57 (Oct. 8, 2009); Wheaton Public Forum at 54-55 (Nov. 

4, 2009); Homer Glen Forum at 105, 116 (Oct. 19, 2009); Springfield Public Forum at 

31.  Yet, IAWC wants the Commission to dismiss this concern because “cost structures” 

are different.  IAWC does not mention the alleged benefit it receives through efficiencies 

and economies of scale due to its larger scale and association with American Water.  See 

IAWC Ex. 1.00 at 23-26; Tr. at 162-171.  

 The Bill Comparisons submitted as Post-Record Data by IAWC demonstrate not 

only how high IAWC’s bills already are, but the large residential increases allowed in 

this docket.  For example, for residential customers using 8,000 gallons of water in a 
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month, the following bill increases are expected less than two years after IAWC last rate 

case (Docket 07-0507, Order on July 30, 2008). 

  District     Percentage Increase  
        Residential - 8,000 gal 
 Chicago Well       33.57 
 Chicago Wastewater Collection and Treatment  33.56 
 Lincoln       32.85 
 Champaign       25.54 
 Pekin        23.90 
 Chicago – Moreland      21.54 
 South Beloit       19.82 
 Cairo        19.78 
 Alton, Interurban      19.76-77 
 Peoria        19.75 
 Streator       19.73 
 Pontiac       19.70 
 Chicago Lake (purchased water districts)   15.806 
 Sterling       15.57 
  
 Irrespective of cost structures, the Public Utilities Act requires that public utilities 

provide service at “just and reasonable rates,” 220 ILSC 5/9-101, or rates that reflect 

what services are reasonably worth.   In applying that standard, the Illinois Supreme 

Court said that:    

[T]here is a difference between a rate which is merely nonconfiscatory and one 
which is just and reasonable, and it is the just and reasonable rate which the 
commission is called upon to fix. The utility is entitled to ask a fair return upon 
the value of that which it employs for public convenience, but, on the other hand, 
the public is entitled to demand that no more be exacted from it than the services 
rendered are reasonably worth. Smyth v. Ames, 169 U. S. 466, 18 Sup. Ct. 418, 
42 L. Ed. 819; San Diego Land & Town Co. v. National City, 174 U. S. 739, 19 
Sup. Ct. 804, 43 L. Ed. 1154; San Diego Land & Town Co. v. Jasper, 189 U. S. 
439, 23 Sup. Ct. 571, 47 L. Ed. 892; Stanislaus County v. San Joaquin & King's 
River Canal & Irrigation Co., 192 U. S. 201, 24 Sup. Ct. 241, 48 L. Ed. 406; 
Chicago Union Traction Co. v. City of Chicago, 199 Ill. 579, 65 N. E. 470. The 
property of the public utility is devoted to the public use. There is always the 
obligation springing from the nature of the business in which it is engaged-which 
private exigency may not be permitted to ignore-that there shall not be an 
exorbitant charge for the service rendered. But the state has not seen fit to 

                                                 
6 The increase to the IAWC charges is significantly higher, but purchased water charges increase the 
overall bill making the percentage increase relatively lower. 
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undertake the service itself, and the private property embarked in it is not placed 
at the mercy of legislative caprice. It rests secure under the constitutional 
protection, which extends, not merely to the title, but to the right to receive just 
compensation for the service given to the public. Simpson v. Shepard, supra. No 
direct parallel can be drawn between a private corporation and a public service 
corporation, for the reason that to a greater or lesser extent the public has acquired 
an interest in the use of the property devoted to public use, and correlatively the 
company owes a duty to the public as well as to its stockholders, and must charge 
no more than a reasonable rate for service rendered. 

 
State Public Utilities Commission v. Springfield Gas and Electric, 291 Ill. 209, 217-218 

(1920), cited by United Cities Gas Co. v. Illinois Commerce Commission, 163 Ill.2d 1, 

23-24 (1994).  In this case, the Commission has extensive evidence from consumers and 

municipalities that IAWC is already imposing an “exorbitant charge for the service 

rendered.”  The Commission is obligated to critically review IAWC’s costs and requests 

and to reject increases that are beyond a reasonable level.  The increases requested in this 

docket are unreasonable, and should be evaluated in relation to the amount of time 

between this case and when rates were last set.  IAWC’s cost structures are irrelevant – 

the key concern is whether a rate is “exorbitant for the service rendered.”  IAWC’s 

proposed language brings IAWC’s rates no closer to just and reasonable levels, and 

should be rejected in favor of the language proposed by the People at pages 14-22 of their 

Exceptions and Brief on Exceptions. 

 CONCLUSION 

WHEREFORE, for the reasons stated above, and in the Exceptions and Brief on 

Exceptions, Initial Brief, and Reply Brief of the People of the State of Illinois, the  
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Commission should order that Illinois American Water Company’s new rates be set at 

levels that reflect the changes requested.     

    Respectfully Submitted,  

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 
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