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Introduction 1 

Q. Please state your name and business address. 2 

A. My name is Scott J. Rubin.  My business address is 333 Oak Lane, Bloomsburg, PA. 3 

Q. By whom are you employed and in what capacity? 4 

A. I am an independent consultant and an attorney.  My practice is limited to matters 5 

affecting the public utility industry. 6 

Q. What is the purpose of your testimony in this case? 7 

A. I have been asked by the Office of the Attorney General (“AG”) to review the sales 8 

forecast, cost of service study, proposed rate design, and other tariff changes filed by 9 

Illinois-American Water Company (“IAWC” or “Company”). 10 

Q. What are your qualifications to provide this testimony in this case? 11 

A. I have testified as an expert witness before utility commissions or courts in the District of 12 

Columbia, the province of Nova Scotia, and in the states of Alaska, Arizona, California, 13 

Connecticut, Delaware, Kentucky, Illinois, Maine, Maryland, New Hampshire, New 14 

Jersey, New York, Ohio, Pennsylvania, and West Virginia.  I also have testified as an 15 

expert witness before two committees of the U.S. House of Representatives and one 16 

committee of the Pennsylvania House of Representatives.  I also have served as a 17 

consultant to the staffs of the Connecticut Department of Public Utility Control and the 18 

Delaware Public Service Commission, as well as to several national utility trade 19 

associations, and state and local governments throughout the country.   Prior to 20 

establishing my own consulting and law practice,  I was employed by the Pennsylvania 21 

Office of Consumer Advocate from 1983 through January 1994 in increasingly 22 
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responsible positions. From 1990 until I left state government, I was one of two senior 23 

attorneys in that Office.  Among my other responsibilities in that position, I had a major 24 

role in setting its policy positions on water and electric matters.  In addition, I was 25 

responsible for supervising the technical staff of that Office.  I also testified as an expert 26 

witness for that Office on rate design and cost of service issues. 27 

  Throughout my career, I developed substantial expertise in matters relating to the 28 

economic regulation of public utilities.  I have published articles, contributed to books, 29 

written speeches, and delivered numerous presentations, on both the national and state 30 

level, relating to regulatory issues.  I have attended numerous continuing education 31 

courses involving the utility industry.  I also periodically participate as a faculty member 32 

in utility-related educational programs for the Institute for Public Utilities at Michigan 33 

State University, the American Water Works Association, and the Pennsylvania Bar 34 

Institute. 35 

Q. Do you have any experience that is particularly relevant to the issues in this case? 36 

A. Yes, I do.  I have testified on numerous occasions as a rate design and cost of service 37 

expert.  I also have worked as a consultant to local government entities on rate design 38 

issues – both to assist government-owned utilities in designing rates and to help 39 

government agencies obtain reasonable rates from their utility.  I served on the editorial 40 

committee for the preparation of the major rate design manual for the water utility 41 

industry, the American Water Works Association’s Manual M1: Principles of Water 42 

Rates, Fees, and Charges, published in 2000.  In addition, during 2004 I provided 43 

technical assistance, training, and analysis for the staff of the Connecticut Department of 44 

Public Utility Control on rate design, cost allocation, and related issues. 45 
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  In the water and wastewater sectors, I have testified on rate design and cost of 46 

service issues in rate cases involving affiliates of IAWC in other states, including 47 

California, Kentucky, Pennsylvania, and West Virginia, as well as in other cases 48 

involving large water and wastewater utilities.  I also have testified in the last few IAWC 49 

rate cases and in several of its purchased water cases. 50 

Summary 51 

Q. What is the primary focus of your direct testimony? 52 

A. My testimony focuses on three areas: (1) the Company’s sales forecast and calculation of 53 

pro forma revenues under present rates; (2) the customer (or meter) charges the Company 54 

proposes to charge to customers; and (3) IAWC’s proposed Revenue Adjustment Clause 55 

(“RAC”). 56 

Q. Did you review the testimony and exhibits of any IAWC witnesses?  57 

A. Yes.  I am responding to specific proposals that are sponsored by Company witnesses 58 

Grubb, Kerckhove, Naumick, and Herbert.  I also reviewed relevant portions of the filing 59 

and workpapers, as well as numerous responses to discovery requests that were provided 60 

by the Company. 61 

Q. Please summarize your recommendations and conclusions. 62 

A. My recommendations and conclusions can be summarized as follows: 63 

 I conclude that IAWC’s method to forecast consumption for the period 64 

October 2012 through September 2013 is seriously flawed and not 65 

reliable. 66 

 I recommend that the Commission use IAWC’s consumption and 67 

customer figures for the year ending September 30, 2012.  Those data 68 

come closer to balancing the use of actual data with projections (even 69 
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though the projections still use IAWC’s flawed method).  The effect of 70 

this adjustment is to increase pro forma revenues under present rates by 71 

$2,302,388 for the entire Company. 72 

 I conclude that IAWC’s proposed customer charges over-recover 73 

customer-related costs by more than $12 million.   74 

 I recommend that customer charges should recover no more than the 75 

customer-related costs identified in the Company’s cost-of-service study.  76 

I have developed a set of customer charges for each rate area that meets 77 

this standard.  Those rates include a Zone 1 5/8-inch customer charge of 78 

$14.75 per month under the Company’s proposed revenue requirement. 79 

 I conclude that IAWC’s proposed Revenue Adjustment Clause (“RAC”) 80 

Rider is not consistent with established ratemaking principles and contains 81 

serious flaws. 82 

 I recommend that the Commission reject IAWC’s proposed RAC. 83 

Q. Before you review the Company’s proposals, do you have any preliminary matters 84 

to address? 85 

A. Yes.  I want to make clear at the outset that my testimony and analysis are based on the 86 

Company’s proposed revenue requirement.  This is a standard practice because it allows 87 

different parties’ cost of service and rate design recommendations to be compared on an 88 

“apples-to-apples” basis.  This should not be taken, however, as an endorsement by me or 89 

the AG of the Company’s proposed revenue requirement. 90 

Calculation of Pro Forma Revenues Under Present Rates 91 

Q. How has IAWC determined the level of sales for the test year (12 months ending 92 

September 30, 2013)? 93 

A. The Company prepared a simple statistical analysis, known as a linear regression, that 94 

compared consumption per customer per day from January 2003 through December 95 
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2010.
1
  Based on that analysis, the Company developed an equation for each service area 96 

which allegedly shows the relationship between per-customer daily consumption and 97 

time.  The Company then calculated the result of the equation for each month of the test 98 

year which it multiplied by the projected number of customers to determine the projected 99 

consumption for each month of the test year. 100 

Q. Is the Company’s approach appropriate? 101 

A. No, it is not appropriate.  The Company’s analysis is highly simplistic and was not 102 

conducted in a valid manner.  The key element of the Company’s analysis is to determine 103 

what it calls a base level of consumption, which is supposed to represent a non-weather-104 

sensitive level of consumption.  To determine this level, the Company simply averaged 105 

consumption during the months of January through April of each year.  Thus, for 106 

example, the base level of consumption (per customer per day) for 2003 is the average of 107 

consumption during January through April 2003; the base level for 2004 is the average of 108 

January through April 2004; and so on through 2010.  The Company’s analysis, 109 

therefore, is predicated on a statistical analysis of only these eight averages.  Any month-110 

to-month variability in the data is lost – and that variability is substantial, as I discuss 111 

below – and the data from all other months is used only to compare the month to the so-112 

called base period; those data are not included in the statistical analysis. 113 

                                                 
1
 The analysis for the South Beloit service area begins in August 2006, which is approximately when IAWC 

acquired that service area.  The Company’s workpapers provide data through May 2011, but the analysis does not 

use data beyond 2010. 
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Q. What is wrong with the Company’s approach? 114 

A. There are many things wrong with the Company’s approach.  First, there is a substantial 115 

body of literature in the water industry about how to project water consumption.  For 116 

example, a book on water demand forecasting begins by noting the major influences on 117 

water demand, including: population, economic factors, changes in water-using 118 

technologies and appliances, weather, climate, price, and conservation programs.
2
  119 

Similarly, a recent checklist for water utilities notes the following data requirements to 120 

develop a valid water demand forecast:  monthly consumption data for at least ten years; 121 

monthly weather data for the same time period; population; household income; number of 122 

occupants; conservation measures; rate structure and pricing data; and economic data 123 

such as inflation indexes, housing occupancy rates, lot size, and household income.
3
 124 

  In other words, water demand forecasting is not simply a matter of plotting 125 

consumption against time and observing the trend.  Many factors go into a valid demand 126 

forecast; factors that IAWC did not include in its simplistic analysis. 127 

  Second, IAWC committed a critical error in both defining and measuring the so-128 

called base consumption period.  The base consumption period, as IAWC envisions it, 129 

should measure water consumption that is not weather-sensitive.  That is, the base period 130 

is supposed to be the months with the lowest water consumption during the year.  Yet, 131 

IAWC did not include the months of November and December as base (that is, non-132 

weather-sensitive) months.  This is despite the fact that in many years November or 133 

                                                 
2
 R. Bruce Billings and C. Vaughan Jones, Forecasting Urban Water Demand (AWWA 1996), pp. 4-5. 

 
3
 Thomas Dumm, Sound water-demand forecasts are critical to water resources planning.  Opflow (AWWA), Dec. 

2011, p. 2. 
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December has lower consumption than at least one of the months of January through 134 

April.  I do not know of any reason why water consumption in November and December 135 

should be considered to be weather-sensitive.  To illustrate the problem, I prepared AG 136 

Exhibit 1.01.  This exhibit contains a plot of the data for November through April each 137 

season in the Chicago service area.  The points colored in red are November and 138 

December that were omitted from IAWC’s analysis.  In each six-month period, at least 139 

one of the November and December data points is lower than at least one of the months 140 

IAWC used (and in some cases lower than two or three of the other months).  IAWC has 141 

not explained why it omitted the first two winter months of each winter season from its 142 

analysis. 143 

  Third, there is tremendous variability in the data that is lost when only the winter 144 

months are used and when the data are just averaged together.  Some of that variability is 145 

due to weather, but even within the winter season, the graph for Chicago Metro shows 146 

that average consumption can vary by 10 gallons per day per customer or more from one 147 

month to the next.   148 

  Fourth, because the Company’s analysis was conducted using only eight seasonal 149 

averages (2003 through 2010), an unusually high starting point or an unusually low 150 

ending point would have a dramatic effect on the analysis.  To test this, I used the same 151 

Chicago Metro data and followed IAWC’s methodology to calculate the regression 152 

equation under six different data groupings of averages: four-month averages for 2003 153 

through 2010 (the grouping IAWC used), 2003-2011, 2004-2010, and 2004-2011; and 154 

six-month averages for 2004-2010 and 2004-2011.  Because so few data points are used 155 

in the analysis, adding or subtracting just one point has a significant effect on the results, 156 
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as I show on AG Exhibit 1.02.  Of the five options I examined, four resulted in a higher 157 

sales forecast than IAWC’s approach in Chicago Metro and one had approximately the 158 

same result in that service area.  In other words, because of IAWC’s flawed method 159 

(averaging four months per year and developing the trend based solely on those 160 

averages), the results are highly dependent on the precise time period used in the analysis.  161 

Further, as I explained above, this averaging approach fails to consider all of the relevant 162 

factors that can affect water consumption throughout the year. 163 

Q. Are there are other problems with the Company’s approach to determining sales? 164 

A. Yes.   Even though there may be a declining long-term trend in consumption, it does not 165 

mean that consumption will necessarily be lower next year than it was this year.  In any 166 

long-term trend there will be year-to-year fluctuations.  Moreover, at some point the trend 167 

will level off.  Household sizes will stop shrinking (and may even increase as aging 168 

relatives move back in with their children), efficient plumbing fixtures will be standard, 169 

and we certainly hope that water rates will stop increasing so much faster than household 170 

incomes.  There is a certain amount of water that a household must use, so we know that 171 

we can’t simply extrapolate a trend line indefinitely into the future (water consumption 172 

will not reach zero).   173 

Q. Is IAWC’s approach consistent with the test year method of ratemaking? 174 

A. No.   The whole purpose of using a test year is to synchronize all elements of the rate 175 

case: sales, revenues, expenses, investment, interest rates, and so on.  The phrase that is 176 

often used for changes that are atypical or outside the test year is that they must be 177 

“known and measurable.”  Projecting sales based on a simple linear relationship between 178 

the average of a portion of winter sales and time does not meet the “known and 179 
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measurable” standard; in fact, IAWC’s projection is neither known nor properly 180 

measured.   181 

  Further, we don’t set rates based on eight-year trends in chemical prices or 182 

interest rates; we shouldn’t do so with sales levels either.  A rate case involves our best 183 

attempt to synchronize all elements of the utility’s operations and to set rates (on a per-184 

customer and per-unit basis) that fairly represent the utility’s current state of affairs.  If 185 

something changes significantly, then rates should be re-examined, where we would 186 

again synchronize all aspects of the revenue requirement as they exist at that time. 187 

Q. What do you conclude? 188 

A. I conclude that IAWC’s method to forecast consumption for the period October 2012 189 

through September 2013 is seriously flawed and not reliable.  It does not follow accepted 190 

procedures in the water industry to forecast water consumption and it does not use a 191 

reliable statistical approach for the limited amount of data it does use. 192 

Q. What do you recommend? 193 

A. I recommend that the Commission use IAWC’s consumption and customer figures for the 194 

year ending September 30, 2012.  Those data come closer to balancing the use of actual 195 

data with projections (even though the projections still use IAWC’s flawed method).  196 

Further, I would note that IAWC’s projections for the 12 months ending (“TME”) 197 

9/30/12 result in higher revenues than the TME 9/30/11 in two rate areas (Chicago Metro 198 

and Pekin) and lower revenues in the other two rate areas (Zone 1 and Lincoln).   199 
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Q. Have you calculated the effect of using these data instead of IAWC’s forecast? 200 

A. Yes, I have.  On AG Exhibit 1.03, I show the effect of using these data in each rate area. I 201 

provide the supporting summary pages (that I produced using the electronic version of 202 

IAWC’s workpapers) for TME 9/30/2011 and TME 9/30/2012 in AG Exhibits 1.04 and 203 

1.05, respectively.  The result, as I show on AG Exhibit 1.03 is an increase of pro forma 204 

revenues under present rates of $2,302,388 for the entire Company.  I have provided this 205 

information to the AG’s revenue requirements witness who will incorporate it into his 206 

recommendations. 207 

Q. Do these exhibits provide other information about the underlying rationale of the 208 

Company’s sales adjustment? 209 

A. Yes.  The exhibits show that, contrary to IAWC’s claim of an ever-declining trend in 210 

sales and revenues, revenues for the TME 9/30/12 are projected to be higher than 211 

revenues in the previous 12 months in both Chicago Metro and Pekin (pages 2 and 4 of 212 

AG Exhibits 1.04 and 1.05).  This further demonstrates the point I made above: it is not 213 

reasonable to assume that the only factor that affects base water consumption is the 214 

passage of time.  There are many factors that influence consumption, and in some years 215 

consumption is higher than the year before and in some it is lower than the year before.   216 

A general, gradual, longer-term trend does not provide sufficient information to project 217 

specific consumption for any particular year. 218 

Q. What do you conclude about IAWC’s level of pro forma revenues under present 219 

rates? 220 

A. I conclude that IAWC’s method of projecting sales is seriously flawed and fails to follow 221 

accepted industry practice.  I recommend, therefore, that the Commission reject IAWC’s 222 
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supposed trend analysis for the test year (TME 9/30/13) and instead use the Company’s 223 

pro forma level of revenues for the TME 9/30/12. 224 

Rate Design 225 

Q. Do you have any concerns with IAWC’s proposed rate design? 226 

A. Yes, I do.  IAWC has proposed substantial increases in the customer, or meter, charges in 227 

each rate area, even though such large increases in customer charges are not warranted 228 

under the cost-of-service study (“COSS”) the Company prepared for each rate area. 229 

Q. Has the Company provided any information in discovery about customer-related 230 

costs and revenues? 231 

A. Yes, in response to data requests CB 1.10 and CB 1.11 (both are attached as AG Exhibit 232 

1.06), the Company provided what purport to be comparisons of customer-related costs in 233 

the COSS and customer-related revenues under present and proposed rates.  The 234 

Company’s analysis shows that its proposed rate design would over-recover customer-235 

related costs by more than $10.7 million (18%). 236 

Q. Is the Company’s comparison in AG Exhibit 1.06 accurate? 237 

A. No, it is not.  In fact, the over-recovery of customer-related costs is even worse than the 238 

Company showed in that exhibit.  Specifically, the Company over-stated its customer-239 

related costs in all three rate areas.  This occurred because it failed to exclude customer-240 

related costs that are allocated to the fire protection classes and recovered as part of fire 241 

protection charges.   242 
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Q. Have you corrected the Company’s error? 243 

A. Yes, I have prepared AG Exhibit 1.07 that corrects this error.  That exhibit provides a 244 

proper comparison of customer-related costs and revenues, under both present and 245 

Company-proposed rates.  As I show on that exhibit, the customer-related cost of service 246 

to be recovered from the non-fire classes is approximately $58.18 million.  Under present 247 

rates, the Company recovers $55.85 million in customer charges, a shortfall of 248 

approximately $2.33 million.  Yet the Company has proposed to increase customer 249 

charge revenues by more than $14.7 million.  As a result, it would recover $70.59 million 250 

in customer charge revenues, which is $12.4 million (21.3%) more than the corrected 251 

customer-related cost of service. 252 

Q. How should customer charges be determined? 253 

A. Customer charges should be no higher than are necessary to approximately recover the 254 

customer-related cost of service.  On AG Exhibit 1.08, I calculate the appropriate 255 

customer charges in each rate area.  I would note that to facilitate the comparison to the 256 

Company’s proposed rates, I have used the Company’s billing determinants to calculate 257 

these rates.  If my revenue adjustment is adopted, it would slightly change the number of 258 

customers, which might affect this calculation by a small amount.   259 

Q. How did you design these customer charges? 260 

A. I start with several goals.  First, the existing customer charges in Pekin are the same as 261 

the Zone 1 charges, and that relationship should remain.  Second, the customer charges in 262 

Chicago Metro are somewhat lower than the Zone 1 charges at the present time.  I 263 

recommend that as part of the consolidation of Chicago Metro with Zone 1 that the 264 

Chicago Metro customer charges should be the same as Zone 1 charges.  Third, the 265 
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customer charges in the South Beloit service area are currently lower than the Zone 1 266 

charges.  I recommend moving those charges to the Zone 1 charges in a gradual manner.  267 

For this case, I recommend setting the South Beloit charges half way between the 268 

existing charges and the new Zone 1 charges.  Fourth, the current customer charges in 269 

Lincoln are a mixture.  The charges for 5/8-inch, 3-inch, 4-inch, and 6-inch meters are the 270 

same as the South Beloit charges.  The charges for 3/4-inch, 1-inch, 1-1/2-inch, and 2-271 

inch meters are the same as Zone 1 charges.  I recommend that the charges that are the 272 

same as Zone 1 should keep that relationship.  I recommend that the charges that are the 273 

same as South Beloit should be gradually moved to Zone 1 charges in the same manner I 274 

proposed for South Beloit. 275 

  I used an electronic spreadsheet to set these relationships and then adjusted the 276 

Zone 1 charges (rounding all charges to the nearest $0.05) to approximately achieve the 277 

revenue target.  As I show on the exhibit, a Zone 1 customer charge of $14.75 per month 278 

for  a 5/8-inch meter (compared to the current charge of $14.50) is sufficient to recover 279 

IAWC’s customer-related costs under IAWC’s proposed revenue requirement. 280 

Q. What do you recommend? 281 

A. I recommend that the Commission adopt my proposed customer charges based on the 282 

Company’s proposed revenue requirement.  If the Commission determines a lower 283 

revenue requirement than the Company proposed, then my proposed customer charges 284 

should be scaled back proportionately to the reduction in the revenue requirement. 285 
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IAWC’s Proposed Revenue Adjustment Clause (“RAC”) 286 

Q. Are you familiar with the Company’s proposal to adopt a new automatic rate 287 

adjustment known as the Revenue Adjustment Clause (“RAC”)? 288 

A.  Yes, I am. IAWC witness Grubb (IAWC Ex. 4.00, pp. 17-20) has proposed the RAC.  289 

The proposed RAC Rider is found in IAWC Schedule E-1, pages 24-25 (proposed tariff 290 

sheets 22 and 22.1).   291 

Q. According to IAWC, what is the purpose of the RAC? 292 

A. Mr. Grubb states that the RAC is “a mechanism that allows a utility to recover its 293 

authorized revenue requirement.”  IAWC Ex. 4.00, 17:372-373. 294 

Q. How would the proposed RAC operate? 295 

A. The Company’s proposal would calculate the revenues it receives each year from the 296 

affected customer classes.  In a separate calculation, the Company would calculate an 297 

offset for production-related costs.  The offset is based on the average production cost 298 

(power, chemicals, and waste disposal costs) per 1,000 gallons, as determined during the 299 

most recently concluded base rate case.  That average cost is multiplied by the quantity of 300 

water sold to affected customer classes during the year being reconciled.  That amount is 301 

then deducted from the revenues collected to determine revenues net of production costs.  302 

This is compared to the revenues net of production costs that the Company was 303 

“expected” to receive from customers during its most recent base rate case.  The 304 

difference (subject to a cap of 5% of revenues each year) is reflected as a surcharge or 305 

surcredit to customers. 306 
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  In essence, then, the proposed RAC is designed to reconcile  total revenues net of 307 

production costs from affected customers to the same calculation from the most recent 308 

base rate case .  The proposal is not based on the amount of water sold to customers, the 309 

number of customers added or lost, the rate area or class of customers where revenues 310 

were gained or lost, or any other volume or demand factor.  It is based solely on the 311 

Company’s desire to recover exactly the amount of revenues it was given the opportunity 312 

to collect in its most recent base rate case.   313 

Q. Mr. Grubb states (IAWC Ex. 4.00, 19:424-429) that tariffs similar to the RAC have 314 

been adopted in New York and California.  Do you agree? 315 

A. I agree that similar types of tariffs are in use for some water utilities in those states, but 316 

for very different reasons than IAWC proposes.  It is my understanding that in New York 317 

and California, these types of automatic adjustment tariffs were adopted as part of 318 

significant efforts to encourage the utilities to actively engage in aggressive water 319 

conservation programs.  In California, that included not only aggressive conservation 320 

programs, but also adopting inclining block rates (and in some cases seasonal rates) that 321 

were expressly designed to depress the level of sales.  Thus, in those states, the revenue 322 

adjustment tariffs were designed as a method of decoupling revenues from the volume of 323 

water sold, so that the utilities would not be disadvantaged by the aggressive water 324 

conservation rate designs and other programs that were adopted. 325 

  In this case, IAWC has offered no such rationale for its RAC proposal.  IAWC is 326 

not engaging in aggressive water conservation efforts and, in fact, it continues to have 327 

declining block rates for its largest (commercial, industrial, and public) customers.  That 328 

is, IAWC’s rates are designed to encourage more consumption from its largest users. 329 
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  While there are fundamental problems with revenue adjustment clauses under any 330 

circumstances (as I discuss below), there is at least some rationale for their adoption 331 

when the utility is required to engage in aggressive conservation, including the use of a 332 

rate structure designed to discourage additional consumption.  Without an aggressive 333 

conservation program and a significant redesign of the rates, there is no rationale for such 334 

a revenue adjustment tariff.  335 

Q. Does IAWC’s proposed RAC contain any type of linkage between the quantity of 336 

water sold and revenues? 337 

A. No, it does not.  IAWC’s proposed RAC would adjust rates based solely on the 338 

Company’s failure to collect the amount of revenues it projected from the affected 339 

customer classes (IAWC’s proposal excludes revenues from fire protection charges, QIP 340 

surcharges, franchise taxes, purchased water surcharges, and special contract customers).  341 

Differences in sales or any other reasons for the difference in revenues are irrelevant, as I 342 

discuss in greater detail below.  That is, IAWC’s proposal is not based on water 343 

conservation, rate design, sales levels, or any other factor aside from the total amount of 344 

revenue it bills to customers.  In my opinion, such an approach is very different from the 345 

type of revenue adjustment mechanism that is usually proposed, or that has been adopted 346 

for some water utilities in California and New York. 347 

Q. Are there basic ratemaking principles that apply to the potential use of an 348 

automatic rate adjustment mechanism like the RAC? 349 

A. Yes, there are. According to well-established ratemaking principles followed throughout 350 

the nation and in Illinois, utility rates are set based on a synchronized examination of all 351 

aspects of the utility’s cost of service and sources of revenue, as well other considerations 352 
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such as the quality of service and efficiency of management. That synchronization is the 353 

reason we use a test year when a rate case is filed. One treatise on utility regulation 354 

discusses this synchronization, or the matching principle, as follows: 355 

If the utility proposes a change, particularly a major change, in the test 356 

year rate base, it is required also to consider the related changes in other 357 

costs or in revenue. Additional investments may result in efficiencies that 358 

reduce operating costs or quality improvements that will increase sales. 359 

Unless the utility shows that it has taken such matters into account, its 360 

revenue requirement is likely to be out of balance or overstated.
4
  361 

  For example, under normal circumstances, when a utility replaces an aging piece 362 

of equipment, it might increase rate base and depreciation expense, but it also could 363 

reduce maintenance expenses or produce other cost savings (such as reducing losses). To 364 

keep costs synchronized might require adjustments to rate base, depreciation expense, 365 

expenses, working capital, and taxes. 366 

  The use of an automatic rate adjustment mechanism for only certain aspects of the 367 

Company’s revenue requirement violates the matching principle and helps to destroy the 368 

underlying relationship between utility rates and levels of cost and investment. 369 

  As a general rule, therefore, an automatic rate adjustment should be used, if at all, 370 

only for significant expenses that are volatile and largely outside the utility’s control. A 371 

good example of this is a fuel cost adjustment surcharge if the Commission finds that the 372 

utility does not have any reasonable level of control over the level of expenditures. A 373 

similar justification has been used for surcharges to recover state or local revenue taxes or 374 

franchise taxes that are imposed on the utility. 375 

                                                 
4
 Leonard Saul Goodman, The Process of Ratemaking (1998), vol. II, p. 735. 
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Q. Is the matching principle an important part of utility regulatory policy in Illinois? 376 

A. Yes, it is. I am advised by counsel that Part 287 of the Commission’s rules requires a 377 

utility to file a rate case using a proposed test year whose purpose is to require the utility 378 

to match revenues, expenses, rate base, and capital costs to the same time period. 379 

Estimating sales is a key component of the ratemaking equation, and the variability in 380 

demand provides utilities with the incentive to achieve efficiencies (when sales decline) 381 

and the opportunity to exceed the allowed return on investment (when sales increase). 382 

Q. Has the Company made a financial case to support the use of this extraordinary 383 

ratemaking mechanism? 384 

A. No, it has not.  IAWC has provided no evidence that the base rates set in this case, 385 

developed as part of the test year, will not enable it to cover its costs, provide safe and 386 

reliable service, and provide an opportunity to earn a reasonable return.  387 

Q. Do you agree with IAWC’s proposal? 388 

A. No, I do not agree that it is reasonable to implement the proposed RAC. 389 

Q. Why not? 390 

A. In addition to the matters already discussed, there are at least two fundamental problems 391 

with IAWC’s proposal. First, IAWC’s proposal assumes that every gallon of water it sells 392 

costs the same amount to produce regardless of location.  Second, the proposed RAC is 393 

based on the assumption that the utility is somehow entitled to recover a certain level of 394 

revenues without regard to the amount of water customers use. 395 
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Q. Please discuss your first concern: that the proposed RAC assumes that every gallon 396 

of water costs the same amount to produce. 397 

A. IAWC’s proposed RAC is a single tariff that is to be applied on a total-company basis.  398 

The tariff makes two critical assumptions.  First, it assumes that production costs (defined 399 

in the tariff as “fuel and power, chemicals, and waste disposal expense”) per gallon are 400 

the same throughout the Company.  In fact, that is not the case.  The Company’s response 401 

to DLH 17.01 (attached as AG Exhibit 1.09) shows that, in fact, the Company’s test year 402 

production costs vary significantly from one rate area to another: from a high of 52.43 403 

cents per 1,000 gallons to Zone 1 to a low of 9.88 cents per 1,000 gallons in Chicago 404 

Metro.  Moreover, this does not even capture differences in production costs within 405 

service areas that are part of Zone 1 for ratemaking purposes. 406 

  These differences are important because it means that if sales vary from one 407 

service area to another, it could affect the calculation of the RAC even if there was no 408 

change in the overall level of sales.  Specifically, the RAC is based on the difference 409 

between the sales price per unit of water (ccf or 1,000 gallons) to customers and IAWC’s 410 

production costs per unit of water, which is sometimes referred to as the margin.  The 411 

following table shows that the margin for sales to residential customers (that is, usage 412 

rate less water production cost) in each of the Company’s four rate areas ranges from a 413 

low of $2.98 per 1,000 gallons in Pekin to a high of $5.18 per 1,000 gallons in Zone 1. 414 

  415 
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 416 

Residential margin per 1,000 gallons under  

IAWC proposed rates, by rate area 

Rate Area Proposed rate Production cost Margin 

Zone 1 $5.6995 $0.5243 $5.1752 

Chicago Metro $3.8664 $0.0988 $3.7676 

Lincoln $4.9599 $0.3311 $4.6288 

Pekin $3.1333 $0.1495 $2.9838 

 417 

  For example, if sales decline by 1 million gallons in Zone 1, the Company would 418 

“lose” $5,175 in margin.  But if sales increased by exactly the same 1 million gallons in 419 

Pekin, the Company would only “gain” $2,984.  Thus, even though it sold exactly the 420 

same amount of water as it projected, the mere fact that the water was sold in a different 421 

location could result in the Company claiming a “loss” of revenues that it would 422 

automatically recover from customers (in this simple example, the “loss” would be 423 

$2,191). 424 

  Moreover, the discrepancy gets even worse if consumption is shifted among 425 

customer classes.  The Company’s present and proposed rates contain declining block 426 

rates for large commercial, public, and industrial customers, which means that the 427 

margins are lower from high-usage non-residential customers than they are from 428 

residential customers in the same rate area.  Thus, if non-residential consumption were to 429 

increase and residential consumption were to decrease by exactly the same amount of 430 

water, the same problem would occur: the Company would sell the same amount of 431 

water, but under its proposed RAC, its total margin would decrease and consumer bills 432 

would be increased to cover the difference despite consistent total sales. 433 

  In my opinion, this is not an appropriate use of the ratemaking process.  434 

Customers should not be required to guarantee revenues and insulate a utility from the 435 
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effects of changes in consumption.  Under no circumstances should customers be 436 

required to pay more retroactively simply because consumption shifted from higher-437 

margin areas or customers to lower-margin areas or customers.   438 

Q. Is this a real concern for IAWC or just a hypothetical problem you dreamed up? 439 

A. This problem is very real.  In response to CLH 4.01 (attached as AG Exhibit 1.10), the 440 

Company provided an illustration of what would have happened from 2005 through 2010 441 

if the RAC had been in effect.  For the period 2005 through 2007, the level of water sales 442 

from the last Commission order was 38,807,415,000 gallons.  In the first two years 443 

shown (2005 and 2006), the Company sold more water than was projected in the rate 444 

case: 39,687,471,000 gallons in 2005 and 40,579,981,000 gallons in 2006.  Its revenues, 445 

however, were lower than projected in the rate case, by more than $13.6 million in 2005 446 

and by more than $21.1 million in 2006.  Thus, even though the Company sold more 447 

water than it had projected, it collected less revenue.  In my opinion, it is likely that the 448 

Company sold more water to lower-margin customers (customers in different rate areas 449 

or customer classes) and less water to higher-margin customers than had been projected.   450 

  The Company claims that if the RAC had been in effect in those years, IAWC 451 

would have been entitled to automatic 5% rate increases to “recover” some of the 452 

revenues it “lost” – even though it sold more water than it had projected in each of those 453 

years.
5
 454 

                                                 
5
 A similar problem occurred in 2007, where the Company’s sales were below the projected level by less than 1%, 

but the Company claims its revenues were lower than projected by more than 10%. 
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Q. How would IAWC’s proposed RAC address the fact that most customers in the 455 

Chicago Metro service area receive water purchased from an IAWC affiliate? 456 

A. The proposed RAC does not make any distinction based on the source of the water.  457 

Chicago Metro customers who receive purchased water would continue to pay the 458 

purchased water surcharge.  In addition, they would be responsible for paying any 459 

adjustment based on the difference in revenues net of production costs in all rate areas. 460 

Q. Please discuss your second concern: the supposed entitlement of IAWC to recover a 461 

certain level of revenues. 462 

A. The premise underlying IAWC’s proposal is that it is entitled to recover a certain amount 463 

of revenue for each 1,000 gallons of water it sells. This represents a fundamental change 464 

in the relationship between a utility and its customers. Utilities have never been 465 

guaranteed the recovery of a certain amount of revenue from their customers. Instead, the 466 

ratemaking process provides the utility with an opportunity to earn a particular return 467 

based on a test-year estimate of the amount of services or commodity the utility will sell.  468 

  No utility customer is required to use a certain amount of the utility’s service or to 469 

provide the utility with a particular amount of money or margin each year, and a 470 

customer is free to use no water at all if it so desires. The nature of utility service is that 471 

the utility stands ready, willing, and able to provide service when and if the customer 472 

demands it. There are no guarantees. The utility takes the risk that the customer might 473 

demand more or less of the service than the utility expects, or that the customer might 474 

become so dissatisfied with the cost or quality of utility service that the customer reduces 475 

usage (such as buying bottled water for cooking and drinking). 476 
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  The customer accepts that there is only one provider, and  takes the risk that the 477 

utility will be able to live up to its promise to provide safe and reliable service when it is 478 

needed. The water customer must allow the utility to install a meter on the customer’s 479 

property. The customer also must allow the utility to have access to the property at any 480 

time to read the meter and test or maintain the facilities. The customer receives a bill each 481 

month that includes a customer charge for the privilege of being a customer – even if the 482 

household used no water that month. Simply, the customer bears costs and risks that 483 

would not be borne in a competitive environment. In return, the water customer receives 484 

a promise of a regulated rate for on-demand service direct to the home.  485 

  That is the fundamental nature of the bargain: A customer cedes certain rights to 486 

utilities – rights that the customer does not give to any other supplier or vendor – and 487 

agrees to pay a bill each month, even when no service is used. In exchange, the customer 488 

receives a promise that service will be delivered when and as needed. The customer does 489 

not promise anything else. If a utility’s service is bad, or its prices become too high, the 490 

customer may install different equipment or appliances to avoid the need for some or all 491 

of the utility’s service. If the utility’s service is good and the prices are reasonable, the 492 

customer may go in the opposite direction (for example, by washing clothes at home 493 

instead of going to a commercial laundry). 494 

  Moreover, the amount that a utility actually sells can depend on many factors. For 495 

a water utility, it is affected not only by weather, but also by general economic 496 

conditions, the types of appliances and plumbing fixtures available in the marketplace, 497 

the age of the housing and businesses in the service area, and the quality and reliability of 498 

the utility’s service. For example, if a utility suffers an interruption in service that lasts 499 
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two days, it will sell less water to affected customers. It would be grossly unreasonable – 500 

some would even call it absurd or the very definition of chutzpah – to allow the utility to 501 

increase customers’ rates because the utility did not “sell enough water” during the 502 

outage. 503 

Q. What does this have to do with IAWC’s revenue reconciliation proposal? 504 

A. The Company’s proposal represents a fundamental change in the relationship between the 505 

customer and the utility. The proposed RAC seeks to have customers collectively 506 

guarantee a certain level of revenues to the utility – regardless of weather conditions, the 507 

community’s financial circumstances, appliance and equipment offerings in the 508 

marketplace, or the price and quality of the utility’s service. Such a drastic change in the 509 

ratemaking process can create perverse incentives and shift an extraordinary level of risk 510 

to customers (risk that is removed from the utility).  511 

Q. What types of perverse incentives could IAWC receive under its proposal? 512 

A. As one example, the Company would no longer have an incentive to ensure that it can 513 

reliably deliver water on demand to customers. What would happen to IAWC if it failed 514 

to properly operate or maintain its system causing more outages? Obviously, IAWC 515 

would not sell as much water as it could have sold. Today that means that the Company 516 

would earn less money than it could have earned otherwise. Under the proposed RAC, 517 

IAWC would simply collect less money today, but would recover those lost revenues 518 

from customers tomorrow. So why should the Company spend extra money to maintain 519 

its system, or to “go the extra mile” to serve customers? The proposed RAC would 520 

remove the incentive to maintain a reliable system that is capable of meeting 100% of 521 

customers’ demands for water service.  522 
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Q. What do you recommend? 523 

A. I recommend that the Commission reject IAWC’s proposed RAC Rider. 524 

Q. Does this conclude your direct testimony? 525 

A. Yes, it does. 526 


