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Illinois-American Water Company )    
 )   
 )    
Proposed General Increase in Water ) Docket No. 11-0767 
and Sewer Rates.(tariffs filed October ) 
27, 2011) ) 
 

 

INITIAL BRIEF OF THE STAFF 
OF THE ILLINOIS COMMERCE COMMISSION 
_____________________________________ 

 

The Staff witnesses of the Illinois Commerce Commission (“Staff”), through its 

undersigned counsel, pursuant to 83 Ill. Adm. Code 200.800, hereby files its Initial Brief 

in the above referenced docket. 

I. INTRODUCTION 

A. OVERVIEW 

Illinois-American Water Company (the “Company” or “IAWC”) filed with the 

Illinois Commerce Commission (“ICC” or “Commission”) new tariff sheets on October 

27, 2011 in which the Company proposed a general increase in their water and sewer 

rates to be effective December 11, 2011.   

B. PROCEDURAL HISTORY 

On December 7, 2011, the Commission suspended the filing to and including 

March 24, 2012, for a hearing on the proposed rate increase.    On March 21, 2012, the 

Commission re-suspended the tariffs to and including September 24, 2012.   
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In due course, the Administrative Law Judge (“ALJ”) assigned to this proceeding 

established a schedule for the submission of pre-filed testimony, hearings and briefs.  

(Transcript, January 26, 2012).  A Motion for Protective Order was filed by the Company 

on December 20, 2011.   The Motion was granted by the ALJ and the Protective Order 

was entered on May 11, 2012. 

 In response to the Company’s filing, the following parties filed Petitions to 

Intervene, which were granted: The People of the State of Illinois ex rel. Lisa Madigan, 

Attorney General of the State of Illinois (the “AG”), United States Steel Corporation-

Granite City Works and  Air Products & Chemicals Company, and the University of 

Illinois collectively as the Illinois Industrial Water Consumers (“IIWC”), the Cities of 

Champaign and Urbana, and the Villages of Savoy, St. Joseph, Sidney and Philo ( the 

“Cities”), the Federal Executive Agencies (“Agencies”), Bond-Madison Water Company 

(“Bond-Madison”) and the Village of Bolingbrook (“Bolingbrook”).   

The following witnesses submitted testimony on behalf of the Staff of the Illinois 

Commerce Commission (“Staff”):  Daniel Kahle (ICC Staff Exhibit (“Ex.”) 1.0; ICC Staff 

Ex. 9.0-C), Dianna Hathhorn (ICC Staff Ex. 2.0; ICC Staff Ex. 10.0), Mike Ostrander 

(ICC Staff Ex. 3.0; ICC Staff Ex. 11.0; Corrected Revised ICC Staff Ex. 16.0), 

Christopher Boggs (ICC Staff Ex. 4.0; ICC Staff Ex. 12.0); Cheri Harden (ICC Staff Ex. 

5.0; ICC Staff Ex. 13.0); Janis Freetly (ICC Staff Ex. 6.0; ICC Staff Ex. 14.0), David 

Sackett (ICC Staff Ex. 7.0; ICC Staff Ex. 15.0); and William R. Johnson (ICC Staff Ex. 

8.0). 

 An evidentiary hearing was held in Springfield on May 15, 16 and 17, 2012.  

Appearances were entered by counsel on behalf of IAWC, Staff, the Village of 
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Bolingbrook, the AG, IIWC, the Agencies and the Cities.  During the course of the 

proceeding, Staff proposed various adjustments and changes to the Company’s 

October 27, 2011 request.  The Company accepted certain of Staff’s modifications and 

Staff withdrew others.  At the conclusion of the hearing on May 17, 2012, the record 

was marked HEARD and TAKEN. Summaries of Staff’s recommended revenue 

requirement for each service area in this proceeding are attached hereto, respectively, 

as Appendix A, Staff Initial Brief ZN, LC, PK, CS, and CW.  Also, attached is a schedule 

of Staff’s recommended allocation of rate case expense amount to the rate zones and 

the resulting amortization expense for the test year attached hereto as Appendix B.  For 

the reasons stated below, Staff’s proposed adjustments should be adopted by the 

Commission.  

C. NATURE OF IAWCs’ OPERATIONS 

 Illinois-American is a corporation organized and existing under the laws of the 

State of Illinois with its principal office in the City of Belleville, Illinois.  IAWC currently 

owns, operates, and maintains potable water production, treatment, storage, 

transmission and distribution systems and wastewater collection, pumping, and/or 

treatment systems for the purpose of furnishing water and wastewater service for 

residential, commercial, industrial, and governmental users in its various Districts.   

IAWC’s Districts include:  Zone 1 (Southern/Pontiac/Streator/Peoria/SouthBeloit/ 

Sterling/Champaign), Lincoln, Pekin, Chicago Metro Water and Chicago Metro Sewer.  

Illinois-American is a wholly-owned subsidiary of American Water Works Company, Inc. 

(“American Water”), a holding company that owns all of the outstanding stock of IAWC.  
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IAWC contracts for services to be supplied at cost by American Water Works Service 

Company, Inc. (“Service Company”), which is also a subsidiary of American Water.         

D. TEST YEAR 

IAWC proposed to use a future test year for the twelve months ending 

September 30, 2013 in this matter.  No party objected to the use of this test year. 

E. LEGAL STANDARD 

All rates set by the Commission must be “just and reasonable” and any “unjust or 

unreasonable” rate is unlawful.  In this regard, Section 5/9-101 of the Public Utilities Act 

(“PUA” or “Act”)  provides, in relevant part, that: 

All rates or other charges made, demanded or received by any product or 
commodity furnished or to be furnished or for any service rendered or to be 
rendered shall be just and reasonable. Every unjust or unreasonable charge 
made, demanded or received for such product or commodity or service is hereby 
prohibited and declared unlawful. All rules and regulations made by a public 
utility affecting or pertaining to its charges to the public shall be just and 
reasonable.  (220 ILCS 5/9-101) 

 

II. RATE BASE 

A. INTRODUCTION 

Schedules showing the Company’s rate base at present and recommended rates 

for the test year ending September 30, 2013 were presented by Company and Staff 

witnesses.  Staff proposed a number of adjustments to the Company’s proposed rate 

base. 
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B. RESOLVED ISSUES 

1. Original Cost Determination 

The Commission should conclude and make a finding in the Order in this 

proceeding that the Company’s June 30, 2011 plant balance of $1,304,723,156 is 

approved for purposes of an original cost determination, subject to any adjustments 

ordered by the Commission in this proceeding.   

Staff accepted IAWC witness Mr. Scott Rungren’s proposal (IAWC Ex. 6.00R, p. 

18) for Original Cost Determination.  (Staff Ex. 9.0-C, p. 5) 

2. Utility Plant-in-Service 

Staff originally proposed adjustments to eliminate two projects from the Company 

proposed additions to Utility Plant-in-Service (“UPIS”).  (Staff Ex. 1.0, p. 12)  Staff later 

withdrew these proposed adjustments.  (Staff Ex. 9.0-C, p. 5)  The Company’s 

individual proposed plant additions are uncontested.  A separate issue concerning UPIS 

is discussed below as a contested issue. 

C. CONTESTED ISSUES 

1. Pension Asset Adjustment 

Staff witness Hathhorn proposed adjustments to disallow the pension asset 

proposed for rate base recovery by the Company since the Company has presented no 

evidence that the pension asset was created by anything other than ratepayer funds.   

(Staff Ex. 2.0, Sch. 2.02)  Staff updated the adjustments in rebuttal testimony to reflect 

disallowance of Company’s updated pension asset.  Staff’s adjustments remove the 

impact of the pension asset from rate base for each rate zone. (Staff Ex. 10.0, Sch. 

10.01) 
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The Company argued that a rate base increase is appropriate since currently 

IAWC is funding more into its pension plans under Employee Retirement Income 

Security Act (“ERISA”) requirements than the amount IAWC is collecting in rates under 

Statement of Financial Accounting Standards (“SFAS”) 87.  (IAWC Ex. 6.00, p. 5)  The 

Company fails to understand that its proposal is no different than those the Commission 

has considered, and rejected, in the past. The basic debate of the many Commission 

orders on this subject concerns where the utility acquired the funds that created the 

pension asset for which it is requesting rate base recovery.  In the absence of evidence 

to the contrary, the Commission has repeatedly found, as discussed below, that such 

funds, in this case the funding based on ERISA requirements over SFAS 87, are 

provided by ratepayers and therefore there is no basis to provide shareholders a return 

on such funding through inclusion of the pension asset in rate base. (Staff Ex. 2.0, p. 5) 

The Company provided no evidence of shareholder funding of the pension asset.  

Rather, the pension asset has been funded from normal operating revenues collected 

from utility ratepayers and represents funds supplied by ratepayers, as evidenced by 

the Company’s responses to Staff DRs DLH-15.01 and DLH-16.02. (Attachment A to 

Staff Ex. 2.0)  The only source of funds provided in those responses is “reduced 

earnings available to its shareholders” and overhead charges paid to American Water 

Works Services Company (“Services Company”) as Service Company fees.  These are 

both normal operations of the Company rather than any special external contribution 

source to the pension plan.  Since the pension asset was funded by normal operations, 

rather than provided by shareholders, shareholders should not earn a return on it.  (Staff 

Ex. 2.0, p. 5) 
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The Commission has repeatedly addressed the pension asset issue. In The 

Peoples Gas Light and Coke Company/North Shore Gas Company (“Peoples/North 

Shore”) 2011 rate case, Docket Nos. 11-0280/11-0281 (Cons.), the Commission found 

that, consistent with its decisions in prior Peoples/North Shore’s 2007 and 2009 rate 

cases,1 the accrued other post-employment benefits (“OPEB”) liability should be 

deducted from rate base but that the pension balances should not be recognized in the 

determination of rate base (regardless of whether they are assets or liabilities).2  The 

Commission was clear when it concluded: 

Unlike the situation in Docket 05-0597, the Utilities have not shown 
that Peoples Gas’ pension asset was created with shareholder 
funds.  Without that evidence, there is no reason to believe that the 
pension asset is funded by any source other than ratepayers….The 
Commission finds no support in the record to allow for the inclusion 
of Peoples Gas’ pension asset in rate base which in turn would 
allow shareholders to earn a return on ratepayer supplied funds.  
(Docket Nos. 09-0166/09-0167 (Cons.), Order, January 21, 2010, 
p. 36) 

In Docket No. 04-0779 and Docket No. 95-0219, Northern Illinois Gas Company 

(“Nicor”) sought to increase utility rate base for the amount of a prepaid pension asset.  

In both cases the Commission found that the pension asset was created by ratepayer-

supplied funds, not by shareholder-supplied funds.  The Commission concluded that 

ratepayers should not be denied the benefits associated with the previous overpayment 

for pension expense which they funded.  Accordingly, the Commission concluded that 

the pension asset should be eliminated from rate base.  (Staff Ex. 2.0, p. 7) 

                                                           
1
 Docket Nos. 09-0166/09-0167 (Cons.), Order, January 21, 2010, pp. 35-37 and 07-0241/07-0242 

(Cons.), Order, February 5, 2008, p. 36. 
2
 Docket Nos. 11-0280/11-0281 (Cons.), Order, January 10, 2012, p. 33. 
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The Company argues that since the Commission has authorized rate base 

deductions when the FAS 87 pension expense exceeded the ERISA contributions in the 

past, then there is no reason to treat the symmetrically converse situation differently.   

(IAWC Ex. 6.00R, pp. 21-22)  The Company’s argument fails in light of past 

Commission orders.  As stated above, the Commission has concluded that, if FAS 87 

amounts exceed pension funding amounts under ERISA, it is appropriate to apply the 

difference as a rate base deduction for ratemaking purposes since the excess funds are 

supplied by ratepayers, and not by shareholders; therefore, shareholders are not 

entitled to earn a return on these excess funds. (Staff Ex. 10.0, pp. 4-5)  This position 

was made clear in the Commission’s order in Peoples/North Shore Docket Nos. 07-

0241/07-0242 Cons., wherein the Commission found both that (a) the company’s 

pension asset would not be allowed as an addition to rate base and (b) the company’s 

accrued OPEB liabilities must be deducted from rate base. (Staff Ex. 10.0, pp. 4-5)  The 

Commission further found that this position was consistent with a number of previous 

decisions. (Order, February 5, 2008, p. 37)   

The Company attempts to distinguish its pension asset from others considered in 

past Commission orders.  (IAWC Ex. 6.00R, p. 24)  Specifically, it focuses on the fact 

that Peoples/North Shore’s pension asset requests resulted from the expected return on 

prepaid pension plan assets exceeding other components of the utilities’ pension cost, 

and from some of the plan participants accepting lump sum distributions in lieu of 

pension plan benefits.  (Id.)  It is unrebutted that these differences are not a valid reason 

for the Commission to reach a different conclusion now than it did in the past.  (Staff Ex. 

10.0, pp.6-7)  Pension assets result from a comparison of funding its pension plans 



9 

 

under ERISA requirements with the amount under FAS 87.  Both the ERISA and FAS 

87 amounts have several assumptions used as inputs to determine these amounts.3  

These inputs include: 

 Management’s future contribution policies; 

 Methodologies to calculate asset valuations and interest rate basis; 

 Discount rates, expected return on assets, and actual return on assets; 

 Mortality and salary increase rates; and 

 Lump sum conversion rates. 

The Company’s attempt to distinguish differences in the input assumptions in the 

Peoples/North Shore cases from those that created the pension asset in this proceeding 

is unavailing.   The Company does not provide any unique argument or novel 

justification that would allow the Commission to come to another conclusion on its 

pension asset in the requested rate base than those considered, and rejected, in the 

past.   

The Company also attempts to distinguish itself from the past Nicor orders by 

pointing out that Nicor’s pension asset involved discretionary, rather than mandatory, 

contributions. (IAWC Ex. 6.00R, p. 24)  Again, the Company is dissecting the detailed 

inputs that resulted in the pension asset creation.  The inputs only affect whether or not 

a pension asset is created; they do not distinguish how it was funded and what party 

should bear the cost in rates.   

The Company also attempts to draw parallels between its present proposal and 

the treatment afforded to Commonwealth Edison Company (“ComEd”).  (IAWC Ex. 

                                                           
3
 Staff’s Attachment A to Staff Ex. 10.0 presents the various assumptions supporting the Company’s FAS 

87 and ERISA contribution amounts at issue in this case. 
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6.00R, p. 25)  The Company’s circumstances and those of ComEd are not analogous.  

The Company incorrectly summarized three separate ComEd rate cases, implying that 

the fact set of “a discretionary external contribution by ComEd’s parent, Exelon, to the 

Company’s underfunded pension fund” applies equally to Docket Nos. 05-0597, 07-

0566, and 10-0467.  In fact, separate circumstances for the pension contributions 

considered, and cost recovery given, in each case were unique. Each of these 

Commission orders stands on their own.  More importantly, the Company has 

acknowledged not only was its contribution not discretionary, it was not provided by any 

outside party or otherwise externally funded.4 

Rather than demonstrate external funding of the pension asset, the Company 

maintains that its pension funding has been supplied, in essence, by shareholders in the 

form of foregone earnings. (IAWC Ex. 6.00R, p. 26)  This argument was not only 

rejected in the Peoples/North Shore orders discussed above, but also on appeal. 

Felsenthal [company witness] explained…[b]ecause the 
Commission has not allowed Peoples Gas to include its pension 
asset in rate base, investors have not been allowed to earn a return 
on their investment.  Felsenthal stressed there was no evidence 
indicating customers funded the pension asset. 

  

The Court rejected this argument and upheld the Commission’s conclusion to the 

contrary.5  (Staff Ex. 10.0, p. 8)  Again, the Company provided no response, as it 

cannot, to this testimony. 

                                                           
4
 Staff Ex. 2.0, p. 5 and Staff Ex. 2.0, Attachment A. 

5
 People ex rel. Madigan v. Illinois Commerce Commission, 2011 IL App (1

st
), 100654, 958 N.E.2d 405, 

421, 426 (2011). 
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Ralph C. Smith, on behalf of the People of the State of Illinois (“AG”) (AG Ex. 

2.0), also made adjustments to remove the pension asset.  Staff’s direct testimony 

adjustments were numerically identical to the AG.  (AG Ex. 2.2, Schedule B-5)  As 

discussed above, Staff’s adjustments are updated for the Company’s update/rebuttal 

amounts. 

2. Business Transformation (“BT”) Costs Adjustment 

In direct testimony, Staff witness Hathhorn proposed an adjustment to remove 

BT program costs for: (1) estimated cost savings that will occur due to implementation 

of the new computer systems, (2) hardware lease costs that will not be incurred until 

after the test year, and (3) reduced Service Company management fees due to non-

regulated affiliates’ use of the BT system. (Staff Ex. 2.0, Sch. 2.03) 

In response, the Company proposed in IAWC Ex. 7.00SUPP, Schedule C-2.14 

and IAWC Ex. 1.00SUPP, testimony and an adjustment to remove operating expenses 

due to organizational restructuring changes made in anticipation of BT solutions.  

(IAWC Ex. 5.00R, p. 7)  Second, it concurred with Staff’s adjustment for hardware lease 

costs inadvertently included in the test year, and therefore removed such costs from the 

revenue requirement.  (Id.)  Third, it agreed in part to adjustments concerning non-

regulated affiliates’ use of BT.  Staff had proposed to include 100%, rather than the 50% 

of the Company’s estimated amount of reduced Service Company fees to be charged to 

IAWC’s rate zones for the non-regulated affiliates’ use of the Customer Relationship 

and Billing (“CIS”) system.  However, the Company explained in rebuttal testimony that 

the 50% adjustment is appropriate since CIS will not be placed into service until April 

2013.  (Id., p. 9)  Therefore, Staff agreed that it is reasonable that the test year reflect 
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only a half year of reduced Service Company fees for the non-regulated affiliates’ use of 

the CIS system.  The Company’s rebuttal schedules reflect the above adjustments with 

which Staff agrees; therefore, no additional adjustment is necessary. (Staff Ex. 10.0, pp. 

9-10) 

The AG has proposed to exclude all cost recovery of the BT program in the 

revenue requirement.  (AG Ex. 2.0, pp. 28-29)  The AG summarizes its adjustment as 

follows: 

No benefits from the massive American Water Works Business 
Transformation initiative have been reflected by IAWC in the 
current rate case. None of the massive cost of these enterprise 
systems has been allocated to the American Water non-regulated 
affiliates that provide approximately 12.3% of American Water's 
annual revenue. Yet the non-regulated affiliates will be permitted to 
later "opt in" selectively and pay fees to the affiliated Service 
Company. This presents a worst case scenario for IAWC 
ratepayers. The peak costs for the ERP portion of the Business 
Transformation initiative are included in rate base, with no benefits. 
Additionally, initial projected costs are included for part of the future 
test year for the EAM and CIS systems, again with no 
commensurate benefits. Because of this unbalanced approach and 
the other concerns identified above, the test year plant of $19.186 
million, and the related rate base items for accumulated 
depreciation and ADIT should be removed in the current case. As 
shown on AG Exhibit 2.2, Schedule B-1, net rate base for the FTY 
is reduced by $17.821 1066 million. (Id., p. 44) 

 

The AG also presents an alternative adjustment in Schedule C-8 reflecting IAWC’s 

proportional share of anticipated savings benefits from BT implementation. (Id., p. 45)  

Staff does not believe that the evidence supports a finding that the Company should 

receive no cost recovery for the new computer systems required for customer 

information, customer service and customer billing necessary in order to provide utility 

service.  As discussed above, the Company’s rebuttal position reflects cost savings 
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anticipated due to BT implementation, cost reductions for non-regulated affiliates’ use of 

BT, and a correction of inadvertent errors.  The Company is correct that:  

The standards that should guide the Commission when considering 
whether BT costs should be borne by the customers are whether the 
Company’s decision to incur the costs is reasonable and prudent, 
and whether the assets will be used and useful during the applicable 
rate case periods.  IAWC should not be reasonably expected to 
quantify all potential benefits of BT before it has even begun 
implementation of the program. (IAWC Ex. 5.00R, p. 19) 

 

The Company’s test year reflects full retirement of the old computer systems that the BT 

program will replace. (Staff Ex. 10.0, pp. 11-12)  Adopting the AG adjustments, then, 

would result in the unreasonable position that the Company should receive no cost 

recovery for computer systems necessary in providing utility service. 

Therefore, due to the magnitude of the BT costs and nature of the future test 

year implementation, the Company has agreed to the following BT reporting 

requirements: (Staff Group Cross Ex. 2.0, responses to Staff Data Request set DLH-

30): 

1. To file a report on the ICC’s e-Docket system under Docket No. 11-0767, with a 

copy provided to the Manager of the ICC’s Accounting Department, every six 

months beginning with the date of the Order in Docket No. 11-0767 through and 

until new rates are effective from the rate proceeding filed after Docket No. 11-

0767, of actual costs incurred and allocated to IAWC by ICC account number for 

its BT implementation costs; 

2. To file a report on the ICC’s e-Docket system under Docket No. 11-0767, with a 

copy provided to the Manager of the ICC’s Accounting Department, every six 
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months beginning with the date of the Order in Docket No. 11-0767 through and 

until new rates are effective from the rate proceeding filed after Docket No. 11-

0767, of reductions in actual costs incurred and allocated to IAWC for current or 

future affiliates’ use of the BT system, by ICC account number; and 

3. To file as part of its direct case in its next general rate case proceeding filed after 

Docket No. 11-0767, updates to the reports discussed in the Company’s 

responses to Staff Data Requests DLH-30.01 and DLH-30.02 (items #1 and #2 

above). 

Staff recommends these reporting requirements be memorialized in the findings and 

ordering paragraphs of the Commission order in this case. 

3. Utility Plant-in-Service 

The Commission should accept the Company’s plant additions as proposed by 

the Company.  Staff originally proposed an adjustment to the Company’s proposed 

additions to Utility Plant-in-Service based upon an analysis of actual capital 

expenditures compared to proposed capital expenditures.  (Staff Ex. 1.0, p. 10)  Staff 

later withdrew this proposed adjustment.  (Staff Ex. 9.0-C, p. 5)  Attorney General 

witness, Mr. Ralph Smith, however, supports this adjustment.  (AG Ex. 4.0, p. 16)  For 

the reasons given by Company witnesses, Mr. Rich Kerckhove (IAWC Ex. 5.00R, pp. 4-

5) and Mr. Jerry Kaiser (IAWC Ex. 3.00R, pp. 3-4), Staff no longer supports this 

adjustment. 

4. Cash Working Capital 

Pension Expense 
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The Commission should adopt Staff’s calculation of cash working capital (“CWC”) 

including Staff’s inclusion of pension expense at the amount included in the revenue 

requirement.  The Company included an amount for pension expense in its CWC 

calculation equal to the Company’s projected qualified pension contribution.  (Staff Ex. 

1.0, p. 8)   

The Company’s position is in error for many reasons.   

First, the Company’s position is contrary to the intent of CWC.  CWC, when 

added to rate base, provides for long-term financing of operations.  The differences 

between projected qualified pension contributions and actual pension expenses are 

short-term timing differences.  (Staff Ex. 1.0, p. 9)   

Second, using the Company’s pension contribution in the CWC calculation would 

shift the CWC schedule into a cash flow schedule rather than a representation of long-

term financing of operations.  The amount included in the revenue requirement is the 

Company’s operating expense.  CWC is the amount of funds required from investors to 

finance operations of a Company.  CWC, added to rate base, provides for long-term 

financing of operations.  (Staff Ex. 1.0, p. 9)   

Third, the Company’s position that the pension contribution belongs in the CWC 

calculation because it is “cash” is unfounded.  There are many items from the operating 

statement that include accrued expenses; i. e. non-cash items.  For example, payroll 

expense usually includes accrued vacation.  As payroll expense is not adjusted to a 

cash amount for CWC calculation, the Company’s adjusting pension expense to reflect 

cash flow is not consistent with Commission practice.  (Staff Ex. 1.0, pp. 9-10)  

Additional examples of items which are in the revenue requirement and CWC at 
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amounts not based on actual cash payments include Federal income taxes which are 

calculated on a separate return basis, not on actual tax payments, and interest expense 

which is an amount calculated on the interest synchronization schedule and not interest 

actually paid.  (Staff Ex. 9.0-C, pp. 7-8)   

Fourth, the Company’s position directly conflicts with Commission practice of 

using the revenue requirement to represent the funds required from investors for utility 

operations.  (Staff Ex. 1.0, p. 9)  The Commission has adopted the practice of basing 

pension expenses on FAS 87 and has abandoned the practice of recognizing pay-as-

you-go pension expense.  Including the contribution to the pension fund in CWC would 

allow the Company to recover, in rates, an amount that is not a cost of providing utility 

service and would allow two different measures of pension costs to be considered in the 

ratemaking process.  (Staff Ex. 9.0-C, p. 6)   

Fifth, the Company’s position would complicate an already complex calculation.  

There could be years in which the Company was not required to make a cash 

contribution to the pension fund.  In those years, the Commission would be left to 

determine whether the amount included in CWC should be zero or some undetermined 

negative amount that represents overfunding.  (Staff Ex. 9.0-C, p. 8)   

Finally, the Company’s rationale for departure from Commission practice is not 

sufficiently developed to be used as a basis for its proposal.  Mr. Rungren dismisses the 

fact that amounts in the revenue requirement may not be cash expenditure amounts 

because the cash and accrual amounts “do not differ dramatically.”  (IAWC Ex. 6.00SR, 

p. 4)  Unfortunately, the Commission does not have a definition of “do not differ 

dramatically” and would have to make a determination every time an alternative to 
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amounts in the revenue requirement was proposed.  Without some guidance, the 

Commission might have to analyze each component of CWC to determine if some 

alternate to the revenue requirement might be used.  This is impractical and should be 

rejected.  

In the instant proceeding, moreover, if the Commission were to adopt the 

Company’s position, the Commission would have to adopt a similar approach with 

income taxes.  IAWC witness Mr. James I. Warren testified that IAWC’s parent, 

American Water Works Company (“AWWC”), has a large net operating loss (“NOL”) 

and it is uncertain that the entire NOL will be used.  (IAWC Ex. 13.00R, pp. 27-29)  This 

means that, even though no cash outlay is made to the IRS for Federal income taxes, 

IAWC includes Federal income tax of $19,218,513 in its revenue requirement (IAWC 

Ex. 5.01SR, p. 1) and $19,218,517 in its CWC calculation (IAWC Ex. 6.02SR, p. 1).  It is 

unclear why the difference between CWC Federal income tax of $19 million and the 

zero cash outlay is less dramatic than the difference between the revenue requirement 

pension expense of $3,136,896 (IAWC Ex. 5.01SR, p. 1) and the pension contribution 

of $7,584,342 (IAWC Ex. 6.02SR, p. 1).  If the Commission adopts the Company’s 

position for pension expense CWC, the Commission should also reduce CWC federal 

taxes to zero. 

Collection Lag 

The Commission should not adopt Mr. Smith’s proposal to use 21 days for 

collection lag.  (AG Ex. 2.0, p. 49)  The record evidence in the instant proceeding 

supports the collection lag days as proposed by the Company.  (ICC Staff Ex. 9.0-C, p. 

9)   
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Prepayments to Service Company 

The Commission should not adopt Mr. Smith’s proposal to adjust payment lag to 

the Company’s service company.  (AG Ex. 2.0, p. 50)  The record evidence in the 

instant proceeding supports the collection lag days as proposed by the Company.  (Staff 

Ex. 9.0-C, p. 9)   

5. ADIT – Repairs Deduction 

Staff recommends that the Commission adopt Mr. Smith’s adjustment to ADIT 

related to the Company’s change of method for accounting for repairs for tax purposes.  

(AG Ex. 2.0, p. 57)  The Company has realized tax savings which represent an interest 

free source of funds from the Federal and State government.  (Id., p. 64)   

The FIN 48 amount represents a source of cost free capital that should be 

reflected as a rate base deduction.  Cost deductions on any tax return represent a level 

of uncertainty with regard to the final IRS determination of taxable income.  Under the 

Company’s proposal, if the IRS does not disallow the tax deduction associated with the 

FIN 48 reserve, customers would not receive the benefit of the deferred tax credits until 

the first rate case after tax returns are no longer subject to IRS review and adjustment.  

The Company has proposed no mechanism to protect customers for the increased rates 

while awaiting the IRS to complete its review of the issue if the FIN 48 reserve is proved 

to be unnecessary.  (Staff Ex. 9.0-C, p. 11) 

The Commission may take notice of Federal Energy Regulatory Commission 

(“FERC”) guidance on this issue.  FERC does not permit FIN 48 amounts to be 

combined with deferred tax accounts.  While FERC does not regulate water or 

wastewater utilities, an order from a federal regulatory agency that considers the 
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appropriate accounting treatment of transactions should be given consideration.  (Staff 

Ex. 9.0-C, pp. 11-12) 

Since the Company does risk the payment of interest on the uncertain tax 

position if the IRS disallows the tax deduction, the Commission could allow the 

Company to recover from ratepayers any interest accrued on FIN 48 funds in its cost of 

service as interest expense.  (Staff Ex. 9.0-C, p. 13) 

6. Bonus Depreciation 

Staff recommends that the Commission not find the Company imprudent in its 

election not to take bonus depreciation.  (AG Ex. 2.0, p. 83)  Taxpayers may elect to 

claim or not claim bonus depreciation.  (Staff Ex. 9.0-C, p. 13)  IAWC witness Mr. 

James I. Warren testified that IAWC’s parent, American Water Works Company 

(“AWWC”), has a large net operating loss (“NOL”) and it is uncertain that the entire NOL 

will be used.  As a result, there could be no benefit from electing to take bonus 

depreciation.  (IAWC Ex. 13.00R, pp. 27-29)   

7. Call Center Costs 

Appendix A, Schedule 9.2 includes two adjustments to Service Company Fees.  

The adjustments to Service Company Fees present the quantifications of Staff witness 

David Sackett’s adjustments to disallow unsupported call center expansion and 

telephone costs.  Mr. Sackett is proposing an adjustment to decrease Service Company 

Fees by $10,268 related to unsupported call center expansion costs and by $***** 

related to unsupported telephone costs.  The adjustments are allocated using 

percentages contained in the Company’s Excel workpaper titled “DGK 1.02 Illinois 

Master Source 11.xlsx” on rows 217 through 235 of the “Allocated” tab for “Bus Support 
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Serv-Service Co”.  These percentages were used by the Company to allocate business 

support services fees from the Service Company to the service areas.  The adjustments 

of $10,268 and $****** are multiplied by 76.65%, 16.11%, 5.14% and 2.10% for Zone 1, 

Chicago Metro Water, Pekin and Lincoln respectively. 

D. RECOMMENDED RATE BASE 

Staff’s recommended rate bases for Illinois-American’s respective rate 

areas/Districts are reflected in Appendix A attached hereto. 

III. OPERATING REVENUES AND EXPENSES 

A. INTRODUCTION 

Schedules showing the operating revenues, expenses and income at present 

and recommended rates for the future test year were presented by Company and Staff 

witnesses.  Staff proposed a number of adjustments to IAWC’s operating statements. 

B. RESOLVED ISSUES 

1. Incentive Compensation Adjustment 

Staff witness Hathhorn proposed an adjustment to reduce the Company’s labor 

expenses for a portion of incentive compensation inadvertently left out of the 

Company’s Schedule C-2.9.  The Company stated that it was its intention to remove all 

incentive compensation from the test year. (Staff Ex. 2.0, p. 3)  The Company did not 

oppose the adjustment, and, therefore, it is incorporated into the beginning rebuttal 

positions of the Company in the Staff rebuttal revenue requirement schedules. (IAWC 

Ex. 5.00SUPP, p. 11, lines 250-251) 



21 

 

2. Lobbying Expense 

Staff proposed an adjustment to remove IAWC employee expenses related to 

lobbying that was inadvertently included in test year operating expenses.  (Staff Ex. 3.0, 

p. 6)  The Company accepted Staff’s adjustment in rebuttal testimony. (IAWC Ex. 

7.00R, p. 6) 

3. Social and Service Club Membership Dues 

Staff proposed an adjustment to remove certain social and service club 

membership dues (e.g., Rotary Club, Chamber of Commerce, and City Club of Chicago) 

from the Company’s revenue requirement.  (Staff Ex. 11.0, pp. 6-8)  The Company 

accepted Staff’s adjustment in surrebuttal testimony. (IAWC Ex. 7.00SR, p. 11) 

4. Charitable Contributions 

Staff proposed an adjustment to remove contributions to a community and 

economic development organization (Champaign County Economic) and for corporate 

sponsorships (Illinois High School Association and Winning Women) that are of a 

goodwill nature.  (Staff Ex. 3.0, pp. 6-7)  The Company accepted Staff’s adjustment in 

rebuttal testimony. (IAWC Ex. 7.00R, p. 6) 

5. Advertising Expense 

Staff proposed an adjustment to remove advertising expenses that are of a 

promotional, goodwill or institutional nature. Examples of disallowed advertising are as 

follows: Pekin Area Chamber of Commerce, Bolingbrook Area Chamber of Commerce, 

Sterling and Lincoln High Schools, Clear Channel Airports and plastic tumblers.   (Staff 

Ex. 3.0, pp. 7-8)  The Company accepted Staff’s adjustment in rebuttal testimony. 

(IAWC Ex. 7.00R, p. 7) 
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6. Depreciation Rates 

The Company’s proposed depreciation rates are based upon a December 31, 

2010 depreciation study that applies to all divisions served by IAWC.  (IAWC Ex. 12.00 

(Rev.), p. 4)  The Company utilized the Straight Line Method, the Broad Group 

Procedure, and the Average Remaining Life Technique to develop the proposed water 

and wastewater depreciation rates. (Id., p. 12)  Company witness Earl M. Robinson 

assembled the Company’s historical investment cost records for each account into a 

depreciation database upon which detailed service life and salvage analysis were 

performed using standard depreciation principles.  (Id., p. 4)       

Staff witness William R. Johnson found the Straight Line Method, the Broad 

Group Procedure, and the Average Remaining Life Technique used by the Company to 

develop depreciation rates acceptable and noted that they are used across the utility 

industry and have been used in previous IAWC proceedings.  Staff noted that the same 

method, procedure, and technique for determining depreciation rates was also used in 

IAWC’s last water and wastewater depreciation study approved by the Commission in 

Docket No. 07-0507 and IAWC’s water depreciation study approved by the Commission 

in Docket No. 00-0340.  Therefore, Mr. Johnson recommended that IAWC’s proposed 

water and wastewater depreciation rates identified on IAWC Exhibit 12.01 (Rev.), Table 

1 (Water) and IAWC Exhibit 12.02 (Rev.), Table 1 (Wastewater) be approved. (Id.) 

7. Depreciation Recordkeeping 

The Commission’s Order in Docket No. 07-0507 directed IAWC to review 

available alternatives that would facilitate more accurate recordkeeping of water meters 

with various average service lives (“ASL”) in the next proceeding where a depreciation 
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study is provided so that more accurate ASL are determined.  According to Company 

witness Robinson, steps were taken to incorporate IAWC’s policy governing the testing 

and replacement of 5/8-inch water meters into the depreciation study in the current 

proceeding.  (IAWC Ex. 12.00 (Rev.), p. 32)  IAWC’s current policy is that once a 5/8-

inch water meter is pulled for its testing cycle, it is retired and disposed of, and a new 

meter is installed.  (Id.)  Mr. Robinson incorporated the time limitations of the 

Company’s water meter change out policy for 5/8-inch meters into the ASL 

determination for 1-inch and under meters.  (Id.)  The Company’s retention of 5/8-inch 

meter information by time limitations reflects truer ASL for those meters.   

Staff accepted Mr. Robinson’s 1-inch and under meter ASL methodology stating 

that it is important that water meter depreciation rates reflect the Company’s full 

investment in water meters over a period that closely reflects the water meters’ service 

life.  (Staff Ex. 8.0, pp. 4-5)  Staff witness Johnson posited that recognizing the 

Company’s meter change out policy when determining the ASL for 1-inch and under 

water meters better reflects the service life of those meters and, therefore, is a much 

more accurate method of recordkeeping for water meters. 

C. CONTESTED ISSUES 

1. Rate Case Expense 

The Commission should accept Staff witness Mike Ostrander’s adjustments to 

reflect a reasonable amount of rate case expense, $2,541,052, to prepare and litigate 

the current rate case filing. See Appendix B for the allocation of the recommended rate 

case expense amount to the rate zones and the resulting amortization expense for the 

test year. (Staff Ex. 16.0 Supplemental (Rev.), p. 5 and Schedule 16.1 Update 



24 

 

(Confidential))  The Staff adjustments that the Company contests are summarized as 

follows: (1) disallowance of SFIO Consulting, Inc (“SFIO”) consultant costs, (2) limiting a 

rebuttal consultant’s hourly rate, and (3) disallowance of unsupported legal expenses 

from the Demand Study. (Staff Ex. 16.0 Supplemental (Rev.), Schedule 16.1 Update 

(Confidential), p. 2)  The Company agreed to Staff’s adjustment to remove estimated 

expenses for customer notices that will not be incurred. (IAWC Ex. 7.00R, p. 2)   

The Commission should reject AG witness Ralph Smith’s adjustment to disallow 

service company labor.  Additionally, the Commission should include Staff’s 

recommended language in the rate case expense section of its order. 

Disallowance of SFIO Consultant Costs 

The Commission disallowed the SFIO consulting expenses in the recent Utilities, 

Inc. consolidated rate cases. (ICC Docket Nos. 11-0561/11-0562/11-0563/11-0564/11-

0565/11-0566 (Cons.), Order, May 22, 2012, at 19)  Similarly Staff recommends 

disallowing the SFIO consultant costs due to the unnecessary services performed by 

SFIO.  Those services primarily focused on review of Company, Staff, and Intervenor 

testimony and briefs. Such services are duplicative and redundant of Company 

management and legal counsel responsibilities.  SFIO is not a consulting witness that is 

offering testimony or a tangible work product. (Staff Ex. 3.0, p. 3)  The Company claims 

that “SFIO provides valuable insight into IAWC’s case preparation and prosecution”. 

(IAWC Ex. 7.00R, p. 2)  While the Company describes the insights and perspectives 

that SFIO seemingly provides to assist in the preparation and prosecution of the current 

rate case, no tangible evidence of such insights and perspectives has been provided to 

evaluate the just and reasonableness of the corresponding consulting expenses.  The 
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Company has not provided any proof that the services SFIO is to perform are not 

duplicative and redundant of Company management and legal counsel responsibilities. 

Therefore, the contracted costs of such services are not just and reasonable rate case 

expenses.  (Staff Ex. 11.0, pp. 2-3)     

Limiting Rebuttal Consultant’s Hourly Rate 

Staff witness Ostrander adjusted allowable rate case expense to limit the hourly 

rate for rebuttal consultant, James Warren.  Mr. Warren’s hourly rate that is included in 

the allowable rate case expense should be limited because his contracted hourly rate is 

in excess of a reasonable hourly rate for the services to be provided.  Mr. Warren’s 

hourly rate is significantly higher than any of the hourly rates of external attorneys and 

external technical experts participating in the current rate case as seen in the 

Company’s response to Staff DR JMO 10.02. (IAWC Ex. 7.0SR)  Mr. Warren was 

retained to address tax issues related to FASB ASC 740-10 (“FIN 48”) and other tax 

related adjustments proposed by AG witness Smith.  The tax issues regarding FIN 48 

are complex and require specialized knowledge, but a practicing CPA would have such 

knowledge.  Therefore, Mr. Warren’s hourly rate should be limited to the rate charged 

by the Quality Control Partner from the CPA firm of Kerber, Eck and Braeckel, which 

reviewed the Company’s projected financial statements used in the current rate case. 

(Staff Ex. 16.0 Supplemental (Rev.), pp. 3-4)  

Disallowance of Unsupported Legal Expenses from the Demand Study 

Staff witness Ostrander disallowed unsupported legal expenses related to the 

Demand Study.  The Company reported actual legal expenses of $44,119 but only 

provided invoices totaling $32,328 resulting in unsupported expenses of $11,791.  



26 

 

Absent proper supporting documentation the subject expense cannot be deemed just 

and reasonable.  The Staff adjustment to disallow unsupported legal expenses from the 

Demand Study is based on the Company’s response to Staff DRs JMO 1.01 

Supplemental 2 CONFIDENTIAL Demand Study JD Springer, JMO 1.01 4th 

Supplemental CONFIDENTIAL Demand Study Legal and JMO 8.09 CONFIDENTIAL 

Attachment Demand Study, which are contained within IAWC Exhibit 7.0SR.   

As explained above, the adjustments recommended by Staff to reflect a reasonable 

amount of rate case expense for Docket No. 11-0767 are appropriate and should be 

adopted by the Commission.    

AG Proposal to Disallow Service Company Labor 

The Company and Staff disagreed with AG witness Smith’s proposal to disallow 

Service Company labor as recoverable costs since including such costs would double-

count the amount of labor cost for the Service Company in the future test year. (Revised 

AG Ex. 2.0, pp. 76-77)  The Company rebutted the AG position by providing information 

to support that the Service Company services and associated labor costs related to the 

rate case were incremental to the normal job duties performed for the Company and 

would otherwise not have been incurred if there was no rate case. (IAWC Ex. 7.00R, p. 

9 and IAWC Ex. 7.0SR) 

Recommended Language for Order 

Staff recommends the Commission order include the following language in its finding 

and ordering paragraphs: 

The Commission finds that the amounts of compensation for attorneys 
and technical experts to prepare and litigate this proceeding, as adjusted 
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by Staff, that are included in the total approved rate case expense amount 
of $2,541,052 per Appendix B, are just and reasonable pursuant to 
Section 9-229 of the Act (220 ILCS 5/9-229). 

(Staff Ex. 16.0 Supplemental (Rev.), p. 5) 

 

2. Management Audit Costs 

The Commission should reject AG witness Smith’s proposal to disallow all 

management audit costs except for the fees of NorthStar that the Company incurred as 

a result of the Commission’s order in Docket No. 09-0319 for a management audit of 

the costs of services obtained from the Company’s service company.  (ICC Docket No. 

09-0319, Amendatory Order, May 5, 2010, at 1)  Mr. Smith classified the proposed 

disallowed audit costs as O&M expenses incurred between rate cases that had not 

been authorized by the Commission for deferral.  Mr. Smith also proposed to exclude 

the unamortized balance of the management audit costs from the Company’s rate base 

because rate case expense is not allowed in rate base to earn a return for investors. 

(AG Ex. 4.0 C, pp. 32-36)  Both the Company and Staff disagreed with AG witness 

Smith’s proposed adjustments to limit recovery to only the costs of the contracted 

auditor (NorthStar) and to exclude the unamortized balance of the management audit 

costs from the Company’s rate base.  Staff agreed with the Company that it is 

appropriate to include as recoverable operating expenses the incremental costs that 

were solely incurred to support and facilitate the performance of the management audit. 

(Staff Ex. 11.0, pp. 10-11)  

The Company opined that the recovery of the cost of a management audit is 

authorized under Section 8-102 of the PUA.  Since such audit costs are statutorily 
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mandated costs, it is appropriate to include the unamortized balance in rate base to 

earn a return for shareholders.  (IAWC Ex. 7.00R, p. 8)  Staff agreed with the Company 

that it is appropriate to include the unamortized balance in rate base to earn a return for 

shareholders. The Commission has previously allowed the inclusion of unamortized 

management audit costs in rate base in order to provide a utility company with an 

opportunity to recover the capital costs associated with the management audit.  (Staff 

Ex. 11.0, pp. 9-10)    

The Company in surrebuttal testimony reduced the costs to support and facilitate 

the performance of the management audit by excluding labor costs of IAWC in 

response to Staff rebuttal testimony.  The inclusion of the subject labor costs would 

have resulted in a higher than normal level of labor costs in the test year.  (Staff Ex. 

11.0, pp. 10-11)  The Company, in surrebuttal testimony, provided additional information 

to support that the affiliate Service Company labor charges were a direct result of the 

audit, were not normal, everyday job duties and thus were incremental costs.  (IAWC 

Ex. 7.00SR, pp. 13-14)  At the evidentiary hearing Staff withdrew its proposed 

adjustment to exclude the cost of the Service Company labor costs. (IAWC Cross Ex. 4) 

 

D. RECOMMENDED OPERATING INCOME AND REVENUE 
REQUIREMENT 

Staff’s recommended operating income and revenue requirement for Illinois-

American’s respective rate areas/Districts are reflected in Appendix A attached hereto.  
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IV. COST OF CAPITAL 

Staff witness Janis Freetly recommended an overall cost of capital of 7.39% for 

IAWC.6  Under the traditional regulatory model, ratepayer and shareholder interests are 

balanced when the Commission authorizes a rate of return on rate base equal to the 

public utility’s overall cost of capital, as long as that overall cost of capital is not 

unnecessarily expensive.  If the authorized rate of return on rate base exceeds the 

overall cost of capital, then ratepayers bear the burden of excessive prices.  Ratepayer 

interests are served best when the authorized rate of return on rate base equals the 

utility’s overall cost of capital. 

A. CAPITAL STRUCTURE 

Ms. Freetly proposed using an imputed capital structure that contains 1.30% 

short-term debt, 56.70% long-term debt, and 42% common equity. (Staff Ex. 6.0, p. 9)  

In contrast, IAWC’s forecasted capital structure for the test year ended September 30, 

2013, including Staff’s adjusted balance of short-term debt, would be comprised of 

1.30% short-term debt, 48.68% long-term debt, and 50.02% common equity.  The 

Commission should not determine the overall rate of return from a utility’s actual capital 

structure if the Commission concludes that capital structure adversely affects the overall 

cost of capital.   

Staff’s proposed capital structure for IAWC imputes the September 30, 2011 

equity ratio of parent company American Water Works (“AWW”), 42.00% for IAWC’s 

average 2013 common equity ratio.  Ms. Freetly used the actual proportion of short-term 

debt in the Company’s forecasted average 2013 capital structure.  To calculate the 
                                                           
6
 Staff Ex. 14.0, Schedule 14.1 – REVISED. 
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balance of short-term debt, she first calculated the monthly ending net balance of short-

term debt outstanding from September 2012 through September 2013. The net balance 

of short-term debt equals the monthly ending gross balance of short-term debt 

outstanding minus the corresponding monthly ending balance of construction-work-in-

progress (“CWIP”) accruing an allowance for funds used during construction (“AFUDC”) 

times the lesser of the ratio of short-term debt to total CWIP for the corresponding 

month or one.  That adjustment recognizes the Commission’s formula for calculating 

AFUDC which assumes short-term debt is the first source of funds financing CWIP and 

addresses the double-counting concern the Commission raised in a previous Order.7  

Next, she calculated the twelve monthly averages from the adjusted monthly ending 

balances of short-term debt and then averaged the twelve monthly balances of short-

term debt for October 2012 through September 2013. (Staff Ex. 6.0 Sched. 6.2)  Finally, 

Ms. Freetly added $8,406,022 to that balance to recognize that IAWC’s actual short-

term debt balances have exceeded the Company’s projections by that amount on 

average over the period from May 2009 through December 2011.  Hence, Staff 

recommends a short-term debt balance of $10,493,865. (Staff Ex. 6.0, pp. 4-5) 

To calculate IAWC’s long-term debt ratio, Ms. Freetly added her average 2013 

short-term debt ratio and the imputed 42.0% common equity ratio (1.30% + 42.00% = 

43.30%) and then subtracted that from 100% to derive the long-term debt ratio of 

56.70% (100% - 43.30% = 56.70%). 

                                                           
7
 Order, Docket No. 95-0076, December 20, 1995, p. 51. 
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1. The Company’s Proposed Capital Structure Violates Section 9-
230 of the Act 

  Section 9-230 of the PUA precludes any increased risk or cost of capital caused 

by an affiliation with unregulated or nonutility companies from being passed on to 

ratepayers.  This section employs clear mandatory language removing all discretion 

from the Commission on this issue.  Section 9-230 provides that: 

In determining a reasonable rate of return upon investment for any public 
utility in any proceeding to establish rates or charges, the Commission 
shall not include any (i) incremental risk, (ii) increased cost of capital, or 
(iii) after May 31, 2003, revenue or expense attributed to telephone 
directory operations, which is the direct or indirect result of the public 
utility's affiliation with unregulated or nonutility companies. 
220 ILCS 5/9-230 (emphasis added).  
  

Moreover, Illinois courts have interpreted Section 9-230 to mean that: 
 

We hold that if a utility's exposure to risk is one iota greater, or it pays one 
dollar more for capital because of its affiliation with an unregulated or 
nonutility company, the Commission must take steps to ensure that such 
increases do not enter in its ROR calculation. 
 
Illinois Bell Tel. Co. v. Illinois Commerce Comm’n, 283 Ill. App. 3d 188, 
207 (2nd Dist. 1996)(“IBT”). 

 
Under the clear mandatory directive of Section 9-230 and the equally clear 

directive of controlling case law, the Commission cannot adopt a capital structure that 

reflects a higher cost of capital due to the higher equity ratio of the utility.   

The fundamental flaw in the Company’s proposed capital structure is that its 

common equity ratio is more than 8 percentage points higher than that of its parent 

company, AWW.  As of September 30, 2011, the equity ratio of AWW was 42.36%, 

while that of IAWC was 50.73%. (Staff Ex. 6.0, p. 8)  As the Illinois courts have 

explained, “equity is a more expensive form of capital than debt.”  IBT, 283 Ill. App. 3d 
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at 204.  Consequently, the “more equity in a utility’s capital structure, the higher the 

ROR must be to recover the cost of capital.”  Id.  See also Citizens Utility Board v. 

Illinois Commerce Comm’n, 276 Ill. App. 3d 730, 744 (First Dist. 1995)(“CUB”)(“[S]ince 

equity always costs more than debt, as a corporation increases its proportion of equity, 

its total cost of capital generally increases, although the cost of debt and the cost of 

equity both decrease.”). 

Moreover, the Company has an incentive to use a higher proportion of common 

equity than its parent, which would then allow AWW a greater return on its capital, while 

leaving ratepayers to shoulder the costs.  The court in CUB succinctly explained that: 

When a larger corporation owns a utility, the corporation is generally 
motivated not to establish an optimal, lowest cost capital structure for the 
utility, but to use instead a structure with a greater percentage of equity 
than is optimal, thereby allowing the corporation to realize a greater return. 
The assured profits from the regulated utility can then bolster the security 
of the corporation, allowing it to sell its own debt instruments at lower cost 
and use the debt capital to finance riskier, unregulated and competitive 
ventures. Thus, the corporation maintains an overall capital structure with 
a higher proportion of low-cost debt, while reporting the capital structure of 
the owned utility with a higher proportion of high-cost equity. 
 
CUB, 276 Ill. App. 3d at 745. 

 

Unless IAWC’s operating risk is sufficiently higher to justify that differential, its 

50% common equity ratio would produce a rate of return that violates Section 9-230. 

(Staff Ex. 6.0, pp. 8-9)  The Company’s only evidence to justify its proposal, that IAWC 

is less diversified than AWW because of the former’s smaller service territory (IAWC Ex. 

6.00SR, pp. 10-11), is insufficient on two levels.  First, it focuses on only one source of 

operating risk.   It fails to consider other sources, such as construction risk.  Second, 

even if one assumes that IAWC’s operating risk is higher than AWW’s, the Company 
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failed to quantify that alleged difference in operating risk, which is necessary for the 

Commission to assess whether that difference in operating risk justifies keeping IAWC’s 

common equity ratio eight percentage points higher than that of AWW. Staff’s proposed 

imputed capital structure both complies with the mandatory requirements of Section 9-

230 of the Act and indicates adequate financial strength, according to Staff’s pro-forma 

ratio analysis. (Staff Ex. 14.0, pp. 4-5)  Hence, the Commission should adopt Staff’s 

proposed imputed capital structure containing 42% common equity.  

The Company incorrectly claims that IAWC’s risk profile decreases as the 

Company increases its common equity ratio, which will then result in lower debt 

financing for IAWC. (IAWC Ex. 6.00R, p. 9)  Since American Water Capital Corp 

(“AWCC”) raises the debt financing for IAWC and AWCC’s rating reflects the 

consolidated credit quality of AWW, IAWC is paying the debt costs that reflect the lower 

equity ratio of AWW.  Hence, IAWC does not get the benefit of lower debt costs as a 

result of its higher equity ratio. 

If the Commission concludes that IAWC’s higher equity balance has not 

increased its cost of capital due to IAWC’s affiliation with AWW, Staff proposes an 

alternative capital structure, which follows Commission practice of subtracting the 

balance of goodwill from the balance of common equity.8  Subtracting IAWC’s 

$24,818,000 forecasted balance of goodwill9 from the $404,617,972 Average 

September 30, 2013 common equity balance results in an Average September 30, 2013 

common equity balance of $379,799,972.  This common equity balance results in a 

                                                           
8
 Order, Docket No. 10-0467, Commonwealth Edison Company, p. 121. 

9
 Staff Group Cross Ex. 2.0 – Company Response to Staff Data Requests JF-5.01 and JF-5.02. 
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capital structure comprised of 1.34% short-term debt, 50.23% long-term debt and 

48.44% common equity. 

B. Cost of Short-Term Debt 

IAWC obtains short-term debt financing from its financing affiliate AWCC.  Ms. 

Freetly used IAWC’s cost of short-term debt as of December 31, 2011, of 0.5176%. 

(Staff Ex. 6.0, p. 10)  

C. Cost of Long-Term Debt 

In surrebuttal testimony, IAWC witness Rungren updated IAWC’s cost of long-

term debt to reflect the Company’s plan to refinance its 5.50% tax-exempt first mortgage 

bond on June 11, 2012.  Ms. Freetly incorporated this update into her long-term debt 

schedules, which results in a 6.04% embedded cost of long-term debt. (Staff Ex. 6.0, 

Sched. 6.3 – REVISED)   

D. Cost of Common Equity 

1. Staff’s Analysis 

Staff witness Janis Freetly estimated IAWC’s investor-required rate of return on 

common equity to be 9.42%. (Staff Ex. 14.0, p. 7)  Ms. Freetly measured the investor-

required rate of return on common equity using discounted cash flow (“DCF”) and 

Capital Asset Pricing Model (“CAPM”) analyses.  Ms. Freetly applied those models to a 

sample of water utility companies (“Water sample”) and a sample of comparable public 

utility companies (“Utility sample”).  (Staff Ex. 6.0, pp. 10-11) 

To select her Water sample, Ms. Freetly started with a list of all publicly traded, 

domestic water utilities included in Standard & Poor's (“S&P”) Utility Compustat.  She 
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then removed any company that did not have the data needed for her cost of capital 

analyses. The seven remaining companies, American States Water Company, Aqua 

America, Inc., Artesian Resources, California Water Service Group, Connecticut Water 

Service, Middlesex Water Company, and York Water Company, compose the Water 

Group.  (Id., p. 11)  AWW and SJW Corp. were not included in Ms. Freetly’s Water 

sample because they lacked the necessary data to perform the cost of common equity 

analysis. (Staff Ex. 14.0, p. 10)   

The companies in Ms. Freetly’s Utility sample were chosen through a principal 

components analysis using twelve financial and operating ratios: (1) common equity to 

capitalization, (2) funds from operations to capitalization, (3) funds from operations to 

long-term debt, (4) fixed assets to revenues, (5) free cash flow to capitalization, (6) 

funds from operations interest coverage, (7) net cash flow to capital expenditures, (8) 

net plant to capital expenditures, (9) operating profit margin, (10) operating revenue 

stability, (11) earnings before interest and taxes stability, and (12) earnings stability.  

Data from the period 2008-2010 were averaged to normalize the first nine ratios. The 

last three ratios were measured over the period 2006-2010 with the coefficient of 

determination of a least-squares regression of the natural logarithm of the respective 

quarterly data against time.  After calculating the scores for each principal component, 

she rank-ordered the companies in terms of least relative distance from IAWC’s target 

scores.  She then eliminated: (1) water utilities to avoid doubling the weight given them, 

as they were already considered in her Water Group; (2) any non-investment grade 

utilities; (3) any company that reduced its dividend or does not consistently pay a 

dividend; (4) any company that was in the process of being acquired by another 
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company or acquiring a company of similar size; and (5) any company that lacked the 

data needed for her cost of capital analysis.  The Utility sample consists of the twelve 

utilities the least distance from, and therefore, the most comparable to, IAWC:  Ameren 

Corp., American Electric Power Company, Black Hills Corp., Cleco Corp., Consolidated 

Edison, Inc., Dominion Resources, Inc., Great Plains Energy Inc., IDACORP, Inc., 

Portland General Electric Company, Sempra Energy, TECO Energy, Inc., and Westar 

Energy, Inc.  (Id., pp. 11-13) 

a. DCF Analysis 

DCF analysis assumes that the market value of common stock equals the 

present value of the expected stream of future dividend payments to the holders of that 

stock.  Ms. Freetly employed a non-constant-growth DCF (“NCDCF”) model that reflects 

a quarterly frequency in dividend payments.  (Id., pp. 13-15) 

Ms. Freetly implemented the NCDCF model in this proceeding because the level 

of growth indicated by the average 3-5 year growth rates for her Water sample is not 

sustainable over the long-term.  The average 3-5 year growth rate was 6.12% for the 

Water sample, while Staff’s estimate of the long-term growth rate was 4.81%.  Since the 

near-term growth rates for the Water sample exceeds the expected long-term overall 

economic growth rate, the sustainability of the average 3-5 year growth rates for the 

samples is unlikely.10  Further, Staff calculated the return on equity (“ROE”) implied by 

the 3-5 year growth rates, based on the dividend payout and other data published in 

Value Line for each company in the Water and Utility samples.  That calculation 

                                                           
10

 For the sake of consistency, Ms. Freetly also implemented the non-constant growth DCF model for the 

Utility sample even though the average 3-5 year growth rate for the Utility sample is 4.72%. 
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produced an average ROE of 18.65% for the Water sample and 12.19% for the Utility 

sample.  In comparison, Value Line forecasts an implied average ROE for the 2014-

2016 period of 11.64% for the Water sample and 10.12% for the Utility sample.  Hence, 

it is unlikely that investors expect the sample companies to sustain a 18.65% or 12.19% 

rate of return on equity indefinitely.  Consequently, Ms. Freetly implemented a multi-

stage NCDCF analysis. (Staff Ex. 6.0, pp. 15-16) 

Staff witness Freetly modeled three stages of dividend growth.  For the first five 

years, Ms. Freetly used market-consensus expected growth rates published by Zacks 

and Reuters as of February 1, 2012.  For the second stage, a transitional growth period 

that spans from the beginning of the sixth year through the end of the tenth year, Ms. 

Freetly used the average of the first- and third-stage growth rates.  Finally, for the third, 

or “steady-state,” growth stage, which commences at the end of the tenth year and is 

assumed to last into perpetuity, Ms. Freetly calculated a 4.81% expected long-term 

nominal overall economic growth rate beginning in 2022; that growth rate was 

calculated using the expected real growth rate (2.6%) based on the average of the 

Energy Information Administration’s (“EIA”) and Global Insight’s long-term forecasts of 

real gross domestic product (“GDP”), and the expected inflation rate (2.5%) based on 

the difference between yields on U.S. Treasury bonds and U.S. Treasury Inflation-

Protected Securities.  She then combined the resulting 5.2% growth estimate with the 

4.5% average nominal economic growth forecasted by EIA and Global Insight.  (Id., pp. 

17-20) 

The growth rate estimates were combined with the closing stock prices and 

dividend data as of February 1, 2012.  Based on these growth assumptions, stock price, 
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and dividend data, Ms. Freetly’s DCF estimate of the cost of common equity was 8.53% 

for the Water sample and 9.19% for the Utility sample.  (Id., p. 22 and Schedule 6.8) 

b. Risk Premium Analysis 

 According to financial theory, the required rate of return for a given security 

equals the risk-free rate of return plus a risk premium associated with that security.  

Staff witness Freetly used a one-factor risk premium model, the Capital Asset Pricing 

Model (“CAPM”), to estimate the cost of common equity.  (Staff Ex. 6.0, pp. 22-23) 

 The CAPM requires the estimation of three parameters: beta, the risk-free rate, 

and the required rate of return on the market.  For the beta parameter, Ms. Freetly 

combined adjusted betas from Value Line, Zacks, and a regression analysis to estimate 

the beta of the Water and Utility sample.  For the Water sample, the average Value 

Line, Zacks, and regression beta estimates were 0.66, 0.59, and 0.55, respectively.  For 

the Utility sample, the average Value Line, Zacks, and regression beta estimates were 

0.75, 0.72, and 0.69, respectively.  The Value Line regression employs weekly 

observations of stock return data while both the regression beta and Zacks betas 

employ monthly observations.  To equally weight the weekly and monthly return interval 

betas, Ms. Freetly averaged the Zacks and regression beta estimates first and then 

averaged the resulting monthly beta with the Value Line weekly beta, which produced a 

beta of 0.61 for the Water sample and 0.73 for the Utility sample.  (Id., pp. 29-33)   

 For the risk-free rate parameter, Ms. Freetly considered the 0.05% yield on four-

week U.S. Treasury bills and the 3.03% yield on thirty-year U.S. Treasury bonds.  Both 

estimates were measured as of February 1, 2012.  Forecasts of long-term inflation and 

the real risk-free rate imply that the long-term risk-free rate is between 4.4% and 5.2%.  
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Thus, Ms. Freetly concluded that the U.S. T-bond yield is currently the superior proxy 

for the long-term risk-free rate.  (Id., pp. 26-27)   

 Finally, for the expected rate of return on the market parameter, Ms. Freetly 

conducted a DCF analysis on the firms composing the S&P 500 Index.  That analysis 

estimated that the expected rate of return on the market was 13.18% for the fourth 

quarter of 2011.  (Id., p. 28)  Inputting those three parameters into the CAPM, Ms. 

Freetly calculated a cost of common equity estimate of 9.22% for the Water sample and 

10.44% for the Utility sample.  (Id., p. 34 and Schedule 6.9) 

c. Staff Cost of Equity Recommendation 

Based on Ms. Freetly’s entire analysis, in her judgment, the investor-required 

rate of return on common equity is 9.42%.  She determined that by first estimating the 

investor-required rate of return for the two samples from the results of the DCF and risk 

premium analyses for the samples and then adding 7 basis points to reflect the higher 

financial risk of IAWC that results from imputing the common equity ratio at 42%.  The 

average investor required rate of return on common equity for the Water sample, 

8.88%, is based on the average of the DCF-derived results (8.53%) and the risk 

premium-derived results (9.22%). Adding 7 basis points results in an 8.95% cost of 

common equity for the Water sample.  The average investor required rate of return on 

common equity for the Utility sample, 9.82%, is based on the average of the DCF-

derived results (9.19%) and the risk premium-derived results (10.44%).  Adding 7 basis 

points results in a 9.89% cost of common equity for the Utility sample.  Ms. Freetly then 

averaged the risk-adjusted cost of common equity for the Water and Utility samples to 
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derive her 9.42% cost of common equity recommendation because the operating risk of 

IAWC is between that of the two samples. (Staff Ex. 14.0, p. 7)   

To assess the similarity of her Water and Utility samples to IAWC with an 

imputed 42% equity ratio, Ms. Freetly adjusted IAWC’s scores on the financial and 

operating ratios that she used to select her Utility sample to reflect a $32.8 million 

exchange of 6% long-term debt for common equity at IAWC.  This exchange of long-

term debt for common equity lowers IAWC’s 3-year average common equity ratio from 

46.50% to 42%.  Ms. Freetly then conducted a principal components analysis using 

those pro-forma ratios and compared the four principal components scores for IAWC, 

her Water sample and her Utility sample to assess their relative risk.  Each utility’s 

principal components factor score represents the number of standard deviations (σ) that 

utility falls from the utility average in terms of that specific risk factor. The standard 

deviation is a statistic that explains how tightly the observations are clustered around 

the mean in a set of data.  Under a normal distribution, approximately 68% of all 

observations will fall within one standard deviation of the average; approximately 95% 

will fall within two standard deviations. 

Factor 1 measures financial strength, with a higher score indicating less risk.  

(Staff Ex. 6.0, p. 36)   IAWC’s pro-forma score on factor 1 is -1.329σ, while the Water 

sample’s factor 1 score is -0.729σ and the Utility sample’s factor 1 score is -0.566σ. 

(Staff Ex. 14.0, Schedule 14.2.)  Thus, IAWC is slightly riskier than my Water and Utility 

samples in terms of financial risk. 
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Factor 2 measures construction risk, with a higher score again indicating less 

risk. (Staff Ex. 6.0, p. 36)  IAWC’s pro-forma score on factor 2 is -0.501σ, while the 

Water sample’s factor 2 score is -0.373σ and the Utility sample’s factor 2 score is -

0.549σ. (Staff Ex. 14.0, Schedule 14.2)  Thus, IAWC has slightly more construction risk 

than my Water sample and has a very similar level of construction risk as the Utility 

sample. 

Factor 3 measures revenue and earnings stability, indicators of sales and cost 

variability.  A higher factor 3 score indicates greater revenue and earnings stability and, 

thus, lower risk.  (Staff Ex. 6.0, p. 36)  IAWC’s pro-forma factor 3 score is -.0976σ, while 

the Water sample’s factor 3 score is 1.117σ and the Utility sample’s factor 3 score is -

0.480σ. (Staff Ex. 14.0, Schedule 14.2)  Hence, the factor 3 scores indicate that IAWC 

has less stable revenues and earnings, and consequently, more sales risk, than both 

Ms. Freetly’s Water and Utility samples. 

Factor 4 measures capital intensity.  Capital intensity can insulate a company 

from competition and, thus reduce risk.  However, capital intensity can also indicate 

higher operating leverage (i.e., fixed costs), which can increase risk through lower 

earnings stability. (Staff Ex. 6.0, p. 37)  IAWC’s pro-forma factor 4 score is 1.074σ, while 

the Water sample’s factor 4 score is 1.223σ and the Utility sample’s factor 4 score is 

0.112σ. (Staff Ex. 14.0, Schedule 14.2)  IAWC’s factor 4 score is very similar to the 

Water sample’s factor 4 score, which indicates that IAWC’s earnings stability and 

relative operating risk is similar to that of the Water sample.  The lower factor 4 score of 
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the Utility sample indicates that IAWC has more operating leverage, but may be 

exposed to less competitive risk. 

In summary, the principal components analysis of IAWC’s pro-forma ratios 

indicates that the financial risk of IAWC is greater than that of both samples and the 

operating risk of IAWC is between that of the Water and Utility samples. (Staff Ex. 14.0, 

p. 3)  To assess the degree to which IAWC’s financial risk is greater than that of the of 

Staff’s Water and Utility samples, Ms. Freetly compared the pro-forma ratios for IAWC 

and the three-year average financial ratios for the Water and Utility samples to Moody’s 

key credit metrics for global regulated water utilities. (Id., p. 4) 

Although no formula exists for determining an assigned credit rating, Moody’s 

provides broad guidelines on the ratio ranges that are typical for different credit rating 

levels for regulated utilities.  For the regulated water utility industry, Moody’s focuses on 

four ratios to assess the financial strength: (1) funds from operations (“FFO”) interest 

coverage; (2) debt to capitalization; (3) FFO to net debt; and (4) retained cash flow 

(“RCF”) to capital expenditures (“CapEx”).11 (Id., pp. 4-5) 

The Moody’s financial guidelines for regulated water utilities, along with the 

three-year average scores for IAWC, the Water sample and the Utility sample on those 

financial ratios are shown below in Table 1.   

Table 1 – Moody’s Guideline Ratios for Water Utilities 

 

                                                           
11

 Moody’s Investors Service, Rating Methodology: Global Regulated Water Utilities, December 2009, pp. 

19-22. 



43 

 

 A (6) Baa (9) Ba (12) B (15) 

Financial Guideline Ratios     

FFO / Interest 4.5 - 7.0X 2.5 – 4.5X 1.8 – 2.5X 1.5 – 1.8X 

Debt / Capitalization  40 - 55% 55 - 70% 70 - 85% 85 - 100% 

FFO / Debt 15 – 25% 10 - 15% 6 - 10% 4 – 6% 

RCF / CapEx 1.5 – 2.5X 1.0 – 1.5X 0.5 – 1.0X 0.25 – 0.5X 

Water sample     

FFO / Interest  4.26X   

Debt / Capitalization  53.56%    

FFO / Debt 18.05%    

RCF / CapEx   0.59X  

Utility sample     

FFO / Interest  4.01X   

Debt / Capitalization  57.13%   

FFO / Debt 19.14%    

RCF / CapEx   0.67X  

IAWC – pro forma     

FFO / Interest  3.46X   

Debt / Capitalization   58.04%   

FFO / Debt  13.39%   

RCF / CapEx   0.68X  

The three-year pro-forma ratios, which reflect Staff’s proposed 42% equity ratio 

for IAWC, indicate financial strength commensurate with a Baa2 credit rating when 

weighted in accordance with the Moody’s rating methodology for regulated water 

utilities.  In comparison, the three-year financial ratios for the Water and Utility Samples 
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indicate financial strength commensurate with a Baa1 credit rating when weighted in 

accordance with the Moody’s rating methodology for regulated water utilities.   Financial 

theory posits that investors require higher returns to accept greater exposure to risk.  

Conversely, the investor-required rate of return is lower for investments with less 

exposure to risk.  Since the weaker pro-forma ratios for IAWC indicate higher financial 

risk than the Water and Utility samples, Ms. Freetly adjusted the cost of equity 

estimates for the Water and Utility samples upward. (Id., p. 5) 

To estimate the adjustment to the cost of common equity to reflect the higher 

financial risk that results from imputing a 42% common equity ratio, Ms. Freetly began 

with the 55 basis point spread between 30-year utility debt with credit ratings of A and 

BBB.12  Next, she divided that spread by 3 to estimate the spread for each of the three 

notches between A and BBB (i.e., A-, BBB+, and BBB).  Ms. Freetly then multiplied the 

resulting 18.3 basis points by 40%, which is the percent of the overall credit rating that 

Moody’s assigns to the financial ratios for water utilities.  She then added the resulting 7 

basis points to the investor-required rate of return for her Water and Utility samples to 

reflect the increase in risk due to imputing the common equity ratio at 42%.  (Id., p. 6) 

d. Revenue Adjustment Clause Adjustment 

Ms. Freetly’s 9.42% cost of common equity recommendation does not account 

for the lower risk associated with the revenue decoupling mechanism (RAC) proposed 

by the Company in this proceeding.  If the Commission approves the Company’s 

proposed RAC, then a downward adjustment to Ms. Freetly’s cost of common equity 
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 Bond Market Roundup, January 27, 2012, p. 18. 
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recommendation would be appropriate since it is based on the Company’s risk without 

the RAC.  (Staff Ex. 6.0, pp. 39-40; Staff Ex. 14.0, p. 7)     

In her direct testimony, Staff witness Freetly added the Company’s estimates of 

what the RAC surcharges would have been for each year from 2008 through 2010 with 

the ±5% limit for recovery to IAWC’s operating revenues for each of those years.  She 

also added an approximate after-tax amount (60% of the RAC surcharge for each year) 

to IAWC’s operating income and net income.  Ms. Freetly then recomputed nine of the 

twelve operating ratios for IAWC that she used to select her Utility sample.  Although 

she was not able to adjust the stability ratios for the increased revenue, because she 

did not have the RAC surcharge amounts on a quarterly basis, the intent of the RAC is 

to stabilize revenues.  In addition, the positive surcharge amounts for 2008 through 

2010 illustrate that the RAC would provide further revenue stabilization.  Hence, Ms. 

Freetly determined that IAWC’s stability ratio would increase to be more consistent with 

the stability factor 3 score of her Water sample.  (Staff Ex. 6.0, pp. 40-41) 

Therefore, Ms. Freetly recommended that if the Commission approves the RAC, 

IAWC’s cost of capital should be computed to give slightly more weight to the cost of 

equity results for her Water sample.  Applying 60% weighting to the 8.95% risk-adjusted 

investor-required rate or return on common equity for the Water sample and a 40% 

weighting to the 9.89% risk-adjusted investor-required rate or return on common equity 

for the Utility sample results in a 9.33% risk-adjusted investor-required rate of return on 

common equity for IAWC.  Hence, if the Commission approves the Company’s original 
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RAC proposal with the ±5% limit for recovery, Staff’s cost of common equity 

recommendation should be reduced by 9 basis points, to 9.33%.  (Staff Ex. 14.0, p. 8) 

In rebuttal testimony, the Company revised its proposed RAC to allow all over 

and under collections to eventually be passed through to customers. (IAWC Ex. 14.00R, 

pp. 30-32)  The total amount that would have been recovered under the Revised RAC 

during 2006-2010 is 2.4x the amount that would have been recovered under the ±5% 

limit in the Company’s original RAC proposal. (Staff Ex. 14.0, p. 9)  Hence, the 

reduction to IAWC’s cost of common equity would be greater.  Consequently, Staff 

recommends that the adjustment should be 2.4x the adjustment for the Company’s 

original RAC proposal, which is a reduction of 23 basis points from Staff’s risk-adjusted 

investor-required rate of return for IAWC.  Therefore, if the Commission approves the 

Revised RAC, Staff’s cost of common equity recommendation should be reduced by 23 

basis points, to 9.19%.  (Staff Ex. 14.0, p. 9) 

e. Rate of Return on Rate Base Recommendation 

As shown in the table below, without the RAC, Staff recommends a 7.39% rate of 

return on rate base for IAWC, which incorporates Staff’s 9.42% rate of return on 

common equity for IAWC.  (Staff Ex. 14.0, Schedule 14.1 – REVISED) 

         

    

Percent of 

   

Weighted 

    

Total Capital 

 

Cost 

 

Cost 

Short-term Debt 

   

1.30% 

 

0.52% 

 

0.01% 

         Long-term Debt 

   

56.70% 

 

6.04% 

 

3.42% 
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         Common Equity 

   

42.00% 

 

9.42% 

 

3.96% 

         Total Capital 

   

100.00% 

    

         Weighted Average Cost of 
Capital 

    

7.39% 

 

If the Commission approves the Company’s original RAC proposal with the ±5% 

limit for recovery, Staff recommends a 7.37% rate of return on rate base for IAWC, 

which incorporates a 9.33% cost of common equity. (Staff Ex. 14.0, p, 8) If the 

Commission approves the Revised RAC, Staff recommends a 7.31% rate of return on 

rate base for IAWC, which incorporates a 9.19% cost of common equity.  (Staff Ex. 

14.0, p, 9) 

f. Response to Company witness Ahern 

Ms. Ahern testified that Staff’s use of spot-30-year U.S. Treasury bond yields as 

the risk-free rate in inconsistent with the prospective nature of the cost of capital, 

ratemaking, and the Efficient Market Hypothesis (“EMH”). (IAWC Ex. 10.00R, pp. 14-15)  

Ms. Ahern is incorrect.  A U.S. Treasury yield is the cost of capital for that U.S. Treasury 

security.  Thus, Ms. Ahern’s argument implies that the yield on a U.S. Treasury security 

is inconsistent with the prospective nature of the cost of capital.  That is nonsensical.  In 

fact, U.S. Treasury yields are the investor-required returns for an investment in U.S. 

Treasury securities, just as the cost of common equity represents the investor-required 

return on a share of common stock.  Both reflect investors’ expectations for the future.  

Thus, Staff’s use of the most recently available U.S. Treasury spot rates is perfectly 
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consistent with the prospective nature of the cost of capital, ratemaking, and the EMH.  

(Staff Ex. 14.0, p. 15) 

Ms. Ahern suggested that investors are more likely to rely on forecasted 30-year 

U.S. Treasury bond yields from Blue Chip and therefore, the forecasted yield should be 

used as the risk-free rate in the risk premium analysis. (IAWC Ex. 10.00R, pp. 14-15)   

Ms. Ahern is incorrect.  Interest rates are constantly adjusting, and accurately 

forecasting the movements in interest rates is problematic.  In contrast, the current U.S. 

Treasury yields that Staff used to estimate the risk-free rate reflect all relevant, available 

information, including investor expectations regarding future interest rates.  

Consequently, investor appraisals of the value of forecasts are also reflected in current 

interest rates.  Therefore, if investors believe that the forecasts are valuable, that belief 

would be reflected in current market interest rates.  Likewise, if investors believe that 

the forecasts are not valuable, that belief would be reflected in current market interest 

rates.  In summary, if one uses current market interest rates in a risk premium analysis, 

speculation of whether investor expectations of future interest rates equals those from a 

particular forecast reporting service is unnecessary.  Further, it is important to note that 

T-bond yields reflect market forces, while forecasts do not.  The true risk-free rate is 

reflected in the return investors are willing to accept in the market.  As of February 1, 

2012, investors were willing to accept a 3.03% return on T-bonds, which includes an 

interest rate risk premium associated with its relatively long term to maturity.  That the 

T-bond yield includes such a premium indicates that the true long-term risk-free rate is 

actually below 3.03%.  Thus, the Commission should continue to rely on current, 

observable market interest rates in the risk premium analysis. (Staff Ex. 14.0, pp. 15-16) 
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The Company presented similar arguments that the forecasted T-bond yields 

were superior in its last rate case, Docket No. 09-0319.  The Commission was not 

convinced by the Company’s arguments and rejected the Company’s analysis in favor 

of Staff’s, which included a risk premium analysis that employed current T-bond yields 

as the risk-free rate.13 

Ms. Ahern criticized Staff for not applying the empirical Capital Asset Pricing 

Model (“ECAPM”) to account for the fact that the Security Market Line (“SML”) as 

described by the traditional CAPM is not as steeply sloped as predicted by the SML. 

(IAWC Ex. 10.00R, pp. 15-16)  Ms. Freetly replied that the ECAPM should not be used 

to estimate the investor-required rate of return on common equity. (Staff Ex. 14.0, pp. 

16-17)  A study by Litzenberger et al. suggests that adjusted betas are a solution to the 

discrepancy between the theoretically predicted and empirically observed relationship 

between risk and return.14  In other words, by using adjusted betas, Ms. Freetly already 

effectively transformed her Traditional CAPM into an ECAPM.  Therefore, including an 

additional beta adjustment in the ECAPM model would result in inflated estimates of the 

samples’ cost of common equity. 

 The Commission rejected the ECAPM analysis in Docket No. 03-0403, a rate 

proceeding for Aqua Illinois, with Ms. Ahern as the cost of equity witness.  The Docket 

No. 03-0403 Order states:  

The Commission also rejects the empirical CAPM model as 
implemented by the Company. …Furthermore, the Commission 
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 Order, Docket No. 09-0319, p. 112. 
14

 Litzenberger, Ramaswamy and Sosin, “On the CAPM Approach to the Estimation of a Public Utility’s 

Cost of Equity Capital,” Journal of Finance, May 1980, pp. 375-376. 
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continues to be of the opinion that the use of adjusted betas in the 
ECAPM is improper and leads to unreliable results.15 

 In addition, the Commission rejected Ms. Ahern’s ECAPM analysis in another 

Aqua Illinois rate proceeding, Docket No. 04-0442.16   

2. Company’s analysis 

Ms. Ahern’s analysis contains several errors that lead her to over-estimate 

IAWC’s cost of common equity.  (IAWC Ex. 10.00)  The most significant flaws in Ms. 

Ahern’s cost of common equity analysis are: (a) the use of historical data in each of her 

models; (b) the analyst growth rates she applied in her DCF analysis are unsustainably 

high, based on current expectations of overall economic growth; (c) she inappropriately 

included an investment risk adjustment; and (d) she included an improper flotation cost 

adjustment. (Staff Ex. 6.0, p. 42) 

a. Historical Data 

Ms. Ahern used historical data to estimate the current dividend yield in her DCF 

analysis and the equity risk premium in her RPM and CAPM analysis.  The use of 

historical data is problematic.  First, historical data favors outdated information that the 

market no longer considers relevant over the most-recently available information.  

Second, historical data reflects conditions that may not continue in the future.  In other 

words, use of average historical data implies that securities data will revert to a mean.  

That implication is even more questionable for security returns since they approximate a 

random walk, which suggests no tendency of mean reversion.17  That is, in a random 
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 Order, Docket No. 03-0403, April 13, 2004, pp. 41-42. 
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 Order, Docket No. 04-0442, April 20, 2005, p. 43. 
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 Burton G. Malkiel, A Random Walk Down Wall Street, Seventh Edition, Norton, 2007, pp. 132 and 148. 
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walk, the “future steps or directions cannot be predicted on the basis of past actions.”18  

Finally, even if securities data were mean reverting, there is no method for determining 

the true value of that mean.  Consequently, sample means, which depend upon the 

measurement period used, are substituted.  Thus, any measurement period chosen is 

arbitrary, rendering the results uninformative. (Staff Ex. 6.0, pp. 42-43) 

b. Growth rates 

Ms. Ahern relied on the constant growth DCF model to estimate IAWC’s cost of 

common equity.  She argues that the constant growth DCF is the most appropriate to 

determine the cost of common equity for IAWC because the stability and maturity of the 

water industry and the regulated utility industry at large warrants its use, and further 

notes that it is the most widely utilized version of the DCF used in public utility rate 

regulation. (IAWC Ex. 10.00, pp. 36-38; IAWC Ex. 10.00R, pp. 7-10, 25-26)   

Just because one version of the DCF model might be used more frequently than 

another does not mean its use is appropriate in all circumstances.  Just as each case 

needs to be judged on its own merits, the decision regarding which version of the DCF 

model is most suitable depends on the facts and circumstances at the time of the 

particular analysis.   

Likewise, the maturity of the water utility industry does not preclude abnormal 

growth in the shorter term. Ms. Ahern argues that the maturity of the water utility 

industry has rendered its growth stable.  That is clearly not true.  The idea of a single, 

steady-state growth rate is a simplifying assumption made in a DCF analysis because 
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the alternative, forecasting an infinite number of discrete periodic growth rates, would be 

impossible.  While a mature industry might not experience the extreme growth of a 

burgeoning industry, its growth can certainly vary over time.  This is definitely true of 

water utilities.  For example, from time to time a water utility might experience a build-

out period when it expands its service territory into a newly developed area.  As new 

customers come on-line, new plant is added to the utility’s rate base.  As a result, 

earnings enter a period of abnormal growth.  If an analyst’s 3-5 year growth rate is 

estimated during such an expansionary time, it would likely overstate the typical growth 

for the water utility. 

Ms. Ahern did not perform any analyses to ascertain whether the average 

projected five year growth rates that she used for her water proxy group are sustainable 

for the long-term. (Staff Ex. 6.0, p. 43)  According to the analysis performed by Staff, 

Ms. Ahern’s growth rates are not sustainable over the long-term.  As discussed 

previously, the expected long-term growth of the overall economy is 4.81%.  The 

average growth rate for Ms. Ahern’s water sample is 7.10%. (IAWC Ex. 10.21R, p. 3)  

Since utilities are generally considered below average growth companies, it is highly 

unlikely investors expect the companies in Ms. Ahern’s water sample to be able to 

sustain above average growth. (Staff Ex. 6.0, p. 44)   

To further illustrate that the analyst growth rates for the companies in Ms. 

Ahern’s water sample are not sustainable over the long-term, Staff calculated the 

implied return on equity based on the available dividend payout and other data 

published in Value Line for each company in Ms. Ahern’s water sample and using the 

growth rates employed by Ms. Ahern in her rebuttal testimony.  That calculation 
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produced an average ROE of 21.91% for the six water companies in her sample with 

full Value Line data available. In comparison, Value Line forecasts an implied average 

ROE for the 2014-2016 period of 10.58% for the six water companies in her sample with 

full Value Line data available.  The implication that investors expect those companies to 

sustain a 21.91% rate of return on equity indefinitely does more than strain credibility, it 

shatters it.  Consequently, Ms. Ahern’s constant growth DCF analysis should be 

rejected. (Staff Ex. 14.0, p. 12) 

Ms. Ahern cites various sources to demonstrate the “superiority of analysts’ 

forecasts of EPS as measures of investor growth expectations in a DCF analysis.” 

(IAWC Ex. 10.00R, pp. 10-14)  However, none of her citations refute Staff’s arguments 

for the use of a non-constant DCF model.  Although many of Ms. Ahern’s arguments 

suggest otherwise, Staff did not criticize the use of analyst growth rates.  Indeed, Ms. 

Freetly used them in her non-constant DCF analysis.  Ms. Freetly would not have used 

analysts’ 3-5 year growth rate forecasts for the first-stage of her non-constant growth 

DCF analysis if she believed them to be “biased” estimators of growth over the next 3-5 

years.  While Staff agrees with the essential argument behind Ms. Ahern’s citations, that 

analysts’ forecasts remain proper for use in performing a constant growth DCF analysis; 

the pertinent question is not which growth rate is best suited for use in a constant 

growth DCF model, but rather, whether a constant growth model should be used in the 

first place. (Staff Ex. 14.0, p. 13) 
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c. Investment risk adjustment 

Ms. Ahern made an upward adjustment to the cost of common equity to reflect 

IAWC’s combined financial risk and unique business risks relative to her proxy group. 

(IAWC Ex. 10.00, p. 76)  Ms. Ahern claims that the 25 basis point adjustment is 

appropriate in her judgment while admitting that there is no way to directly quantify the 

impact of risk on the cost of capital.  Since Ms. Ahern failed to put forward any analysis 

to demonstrate the higher relative risk of IAWC relative to her proxy group, her 

investment risk adjustment should not be included in the cost of common equity. (Staff 

Ex. 6.0, p. 44) 

Ms. Ahern proposed similar upward adjustments in Docket No. 09-0319 to reflect 

business and financial risk.  Based on the record in that proceeding, the Commission 

did not make the adjustments because the Company did not demonstrate that IAWC’s 

business or financial risk was higher than that of the sample companies.19  Despite the 

precedent of the Company’s last rate proceeding, Ms. Ahern proposed another upward 

adjustment without proper support.  The Commission should once again reject Ms. 

Ahern’s proposed risk adjustment. 

d. Flotation cost adjustment 

Ms. Ahern proposed a flotation cost adjustment of 0.16% to reflect the flotation 

costs applicable to her proxy group. (IAWC Ex. 10.00, p. 79)  The Company’s proposed 

flotation cost adjustment is not appropriate for inclusion in the cost of common equity for 

IAWC.  The Commission Order from Commonwealth Edison Company, Docket No. 94-

0065, states that “The Commission has traditionally approved [flotation cost] 
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adjustments only when the utility anticipates that it will issue stock in the test year or 

when it has demonstrated that costs incurred prior to the test year have not been 

recovered previously through rates.”20  Moreover, that Order states that “[the utility] has 

the burden of proof on this issue.”  Thus, flotation costs are to be allowed only if a utility 

can verify both that it has incurred the specific amount of flotation costs for which it 

seeks compensation and that those costs have not been previously recovered through 

rates.  The Company has done neither.  Therefore, Ms. Ahern’s proposed flotation cost 

adjustment should not be included in the cost of common equity for IAWC. (Staff Ex. 

6.0, pp. 44-45) 

V. COST OF SERVICE 

A. DIRECT DEMAND STUDY REPORT (DEMAND STUDY) 

Staff does not contest this issue.  Although IAWC’s Demand Study only has one 

season of updated direct data, Staff noted that it is the most updated data available to 

use in this proceeding and is an improvement over the data IAWC has used over the 

past ten years in its cost of service studies.   The Demand Study, nonetheless, has 

been completed based on the Commission’s requirements in Docket No. 09-0319 and 

the results have been verified through two models.  (Staff Ex. 5.0, p. 2) 

Staff found the samples of customers that participated in the demand data 

collection process to be representative of the IAWC customer classes in each district.  

Staff reviewed the procedures used to collect the hourly usage data for input into the 

Demand Study and found the method to be reasonable for updating information on 

customer usage profiles.  
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Staff recommends the demand factors be used as an input to the cost of service 

study as the Company has proposed.  Staff also recommends that the Commission 

direct IAWC to assume control of the demand data collection and the incorporation of 

the new demand data collected into its future cost studies.  This should be an ongoing 

process where data is updated automatically in the future to avoid repeating the 

Company’s previous problem of using outdated information for the demand factors in its 

cost of service study.  (Staff Ex. 5.0, pp. 16-18) 

B. COST OF SERVICE STUDY 

 The Company’s use of the Base-Extra Capacity Method in its Cost of Service 

(“COS”) Study (IAWC Ex. 11.01), showed that currently, most customer classes provide 

revenues that generally reflect the underlying costs.  Staff considers the Base-Extra 

Capacity Method approach acceptable for ratemaking in this case.  The precedent for 

this approach in Illinois and its acceptance by the American Water Works Association 

(“AWWA “) make it a reasonable choice in this proceeding. (Staff Ex. 4.0, p. 22) 

 

VI. RATE DESIGN AND TARIFF TERMS AND CONDITIONS 

A. INTRODUCTION 

Several issues were raised during the course of the instant proceeding.  Staff 

raised and presented its positions for both rate design and tariff terms and conditions.  

Some issues were resolved between Staff and the Company; a few issues remain 

contested.  The following discussion addresses both resolved and contested issues. 
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B. UNCONTESTED ISSUES 

1. Pekin and Lincoln Water divisions 

Staff recommends that the Commission approve the Company’s proposal to 

maintain the Pekin and Lincoln water divisions as stand alone water divisions. (Staff Ex. 

4.0, pp. 14-15) If consolidated with Zone 1 and Chicago Metro Water, the percentage 

increase in monthly residential bills for Pekin and Lincoln customers would be more 

than twice the percentage increase the residential customers in each division would 

face if they maintained their current status as stand alone divisions. (Id., pp. 11-14)  A 

comparison of monthly bills for residential customers reveals that consolidating these 

divisions with Zone-1 and Chicago Metro would result in a 56% increase for Pekin (vs. a 

21% increase stand alone) and a 41% increase for Lincoln (vs. a 19% increase stand 

alone).   

   In its next rate case, however, Staff recommends that the Company be directed 

to explore the consolidation of either the Pekin and/or the Lincoln water divisions with 

another water division and provide the data it used to analyze the feasibility of 

consolidation scenarios in its initial filing.  With Pekin and Lincoln being the smallest 

remaining water divisions, future consolidation with any remaining water division could 

provide the utility the ability to spread out capital improvement costs over a larger 

customer base thereby mitigating potential rate shock when large improvement projects 

in a smaller water division need to be made. (Id., p. 15)  The Company did not object to 

this recommendation and in fact, stated that it supports moving toward Single Tariff 

Pricing. (IAWC Ex. 11.00R, p. 2) However, the Company added that “any consolidation 

should be accomplished over several rate cases in order to avoid rate shock to these 
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areas.” (Id., pp. 2-3)  Staff agrees that rate shock to these customers should be among 

the concerns to be examined when any future consolidation is contemplated.    

2. Chicago Metro Sewer Rate Design 

  Staff agrees with the Company’s proposed one-block rate structure for residential 

customers, which was approved by the Commission in IAWC’s last rate case and is 

currently in place for the residential class. (Order, Docket No. 09-0319, April 13, 2010, 

p. 177)  There have been no significant changes to the make-up of the residential class 

since IAWC’s last rate case that would warrant a change to its rate design.  Staff also 

agrees with maintaining a declining two-block rate structure for non-residential 

customers. (Staff Ex. 4.0, p. 34) 

  Furthermore, Staff agrees with the Company’s proposed billing units for Chicago 

Waste Water.  According to the Company’s response to Staff DR CB 4.02, Chicago 

Waste Water has shown a slow but steady decline in residential customers since 2009.  

It indicates that the forecasts for sales in the 2012 and 2013 test years are driven by the 

change in customer connections history and usage trends.  The Company’s approach 

for 2012 through 2016 was to use a one-year average customer growth/decline count 

based on 2010 figures which, at the time of its 2012 plan preparation, was the last full 

year available to use as a basis for projections. The projections that the Company has 

provided in this response are the most recently available and, absent more reliable 

data, Staff has no objection to them. (Id., pp. 34-35) 

 Moreover, Staff agrees with IAWC’s proposed Chicago Metro Sewer Treatment 

Only customers’ flat rate because it reflects the cost for treatment only service that 
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applies to these customers by isolating the treatment component of an average 

collection and treatment bill. (Staff Ex. 4.0, p. 36) Staff also agrees with the Company’s 

proposal for no rate increase for Chicago Metro Waste Water (Sewer) Collection Only 

customers. (IAWC Ex. 11.00R, pp. 8-9) The revenues generated by Collection Only 

customers currently over recover the cost to serve this customer class, so they should 

not receive a rate increase. 

3. Public and Private Fire Protection Charges 

   Staff agrees with the Company’s proposed Public Fire Protection Charges for 

Zone 1, if the consolidation of Zone 1 and Chicago Metro is not approved. (IAWC Ex. 

11.00R, pp. 9-10)  The rates proposed for the Zone 1 division as a stand alone division 

are designed to recover full cost of service. (Staff Ex. 4.0, p. 46)  In addition, Staff 

agrees with the Company’s proposal to increase the Pekin division’s Public Fire 

Protection Charge by 13.8% to recover full cost of service (IAWC Ex. 11.00R, p. 10) and 

IAWC’s Private Fire Protection Charge proposals for all divisions. (Id., p. 11) 

C. Contested Issues 

1. Customer Charge Calculation Methodology 

The Company’s Customer Charge calculation methodology is flawed and should 

be rejected by the Commission.  The revenues the Customer Charges would generate 

would allow recovery of significantly greater than 100% of customer costs.  According to 

the Company, “IAWC’s residential customer charges will recover approximately $3.3 

million more than the residential customer costs.” (Id., p. 4)  IAWC set the proposed 5/8” 

meter Customer Charge to recover customer costs for the 5/8” meter size without 
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regard to the revenues that Customer Charges for meter sizes larger than 5/8” would 

generate.  In his rebuttal testimony, Company witness Mr. Herbert states, “The extent to 

which the larger meter sizes over recover the customer costs should not affect the 

customer charge proposed for the 5/8-inch meter.”  (Id., p. 5) This is improper because 

ultimately, the goal of rate design is to set rates so that the revenues the rates generate 

recover the costs to serve each customer class. The Commission should instead 

approve Staff’s proposed Customer Charges for the consolidated Zone 1 and Chicago 

Metro division which (1) recovers 99.9% of all customer costs through the Customer 

Charge; (2) applies the concept of gradualism and uniformity to all ratepayers of various 

meter sizes in the proposed consolidated Zone 1-Chicago Metro water division; and (3) 

conforms to AWWA ratio recommendations for meter sizes greater than 5/8”.  This 

same Customer Charge approach should be applied as well to the Pekin and Lincoln 

divisions with the result being that the Company would recover approximately 100% of 

customer costs from each water division. 

2. Customer Charge calculations for meters larger than 5/8” 

The Company’s proposed Customer Charges for meters larger than 5/8” should 

also be rejected. In the Company’s proposal, the charges for meters larger than 5/8” 

increase at a different ratio than is used in the AWWA meter factor approach.  (Id., p. 5)   

Staff advocates that Customer Charges be based on the AWWA meter factor approach 

which relates the flow for meters larger than 5/8" to that of the volume of flow for a 5/8" 

meter.   In other words, equivalent meter ratios expressed in terms of the ratio of related 

meter capacity for each meter size relative to a 5/8” meter size, should be applied.  

(Staff Ex. 4.0, p. 27) Mr. Herbert agrees that this AWWA method is appropriate. (IAWC 
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Ex. 11.00R, p. 5)  Staff’s approach is preferable in this proceeding, is consistent with the 

method used to set Customer Charges in the Commission’s Orders in recent Utilities 

Inc. water cases (Docket Nos. 11-0141, 11-0142, 11-0561/0562/0563/0564/0565/0566 

(Cons.)) and the Aqua, Illinois rate case, Docket No. 11-0436, and should be approved 

by the Commission. 

3. South Beloit Customer Charges 

  The Company’s proposal to set the 5/8” meter Customer Charges for South 

Beloit equal to the Customer Charges that are currently in effect for the Zone 1 division 

(i.e., $14.50) should be rejected by the Commission.  The Company’s proposal would 

result in three different 5/8” meter Customer Charges for the proposed Zone 1-Chicago 

Metro Water division (i.e., $18 for Zone 1 customers, $17 for Chicago Metro customers 

and $14.50 for South Beloit customers). Since these consolidated customers face the 

same set of costs, the reasonable approach is to develop a single set of rates that apply 

to all similar customers within the consolidated territory rather than charging them 

different rates. Staff proposes Customer Charges for the South Beloit division that are 

identical to the meter charges in the rest of the proposed consolidated Zone 1-Chicago 

Metro water service area.  For example, the 5/8” meter Customer Charge that Staff 

proposes for South Beloit customers and for the consolidated Zone 1-Chicago Metro 

district in this rate case is $14.75. (Staff Ex. 4.0, Schedule 4.1, p. 108)  This proposal (1) 

is lower than the 5/8” meter Customer Charges proposed by IAWC for the Zone 1 and 

Chicago Metro consolidated districts (i.e., $18 and $17 respectively); (2) is uniform with 

Staff’s proposed 5/8” meter Customer Charges for the other Zone 1 –Chicago Metro 

Water consolidated division ratepayers; and (3) would recover 99.9% of customer costs 
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when combined with the Customer Charge revenues from the other Zone 1 –Chicago 

Metro Water consolidated division ratepayers. For all the above reasons, Staff’s 

proposal to set South Beloit Customer Charges equal to the Customer Charges of the 

consolidated Zone 1-Chicago Metro district to which it belongs should be approved by 

the Commission.  

4. Usage Charge Calculation 

  Both the Company and Staff agree that the Usage Charges should be set to 

recover the non-production related costs for the Zone-1, Chicago Metro Water, Pekin 

and Lincoln divisions. (IAWC Ex. 11.00R, p. 7; ICC Ex. 12.0, p. 10)  However, the 

Company’s and Staff’s Usage Charge recommendations differ in two ways: (a) the 

manner in which both parties calculate the Customer Charge affects the remaining 

revenues to be recovered through the Usage Charge which, in turn, affects the resulting 

usage rate proposed; and (b) the increases proposed for the third and fourth usage 

blocks for non-residential customers.   

a. Effect of Customer Charge Approach 

  The primary difference between the Company’s and Staff’s Usage Charge 

recommendation is in the share of total revenue to be recovered through the Usage 

Charge.  That difference arises from the disparity in the Customer Charges proposed by 

the Company and Staff since all costs not recovered through the Customer Charge are 

recovered through the Usage Charge.  As discussed earlier, Staff’s approach is to 

recover all customer costs through the Customer Charge and the remainder of the 

revenue requirement through the Usage Charge. The Company’s approach is to 

recover all customer costs plus $3.3 million through the Customer Charge and the 
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remainder of the revenue requirement through the Usage Charge.  In other words, by 

proposing to recover more revenues through the Customer Charge, the resulting Usage 

Charge proposed by the Company is lower than that proposed by Staff.  

  The Company’s Usage Charge proposal should be rejected because it is directly 

affected by the Company’s improper Customer Charge calculation approach that 

recovers $3.3 million more than the customer costs and it does not appropriately 

recover non-production costs. Staff’s Usage Charge approach and rate 

recommendations send appropriate price signals to users of the largest volume of 

water, promotes water conservation and allows greater control of water bills to 

customers who strive to conserve and, therefore, should be approved by the 

Commission. (Staff Ex. 12.0, p. 12) 

b. Proposed Increases for the Usage Blocks for Non-
residential Customers 

A second Usage Charge issue pertains to the increase that results for the third 

and fourth block rates for non-residential customers. On this issue, the Company’s 

position is that Staff’s proposed rates for the third and fourth block are more than twice 

the overall average increase of 18.42% the Company has proposed in this rate case 

and should be rejected. 

Company witness Mr. Herbert notes that under Staff’s rate design proposal, 

Other Water Utility revenue would increase by 44.72% and Industrial revenue by 

40.44%. He states that increases of over 40% could be considered rate shock. (IAWC 

Ex. 11.00R, p. 7) 
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Staff does not dispute Mr. Herbert’s figures. However, Staff believes these 

increases are necessary to properly recover the non-production costs. As noted earlier, 

however, Mr. Herbert has improperly understated non-production costs to be recovered 

through the Usage Charge by $3.3 million. (Staff Ex. 12.0, p. 11)  Thus, while his rate 

design proposal results in what appears to be a lower increase for Other Water Utility 

revenue (18.4%) and Industrial revenue (23.5%) than what Staff proposes, those lower 

increases are illusory because they reflect recovery of an artificially lower amount of 

non-production costs recovered through the Usage Charge. Moreover, it is incorrect to 

dismiss Staff’s proposed rate design based on Mr. Herbert’s assertion that it would 

result in rate shock primarily because the increases cited by Mr. Herbert are based 

upon the Company’s proposed revenue requirement which is significantly higher than 

Staff’s proposed revenue requirement.  Specifically, the Company is proposing a 

revenue requirement percentage increase that is more than 100% higher than the 

revenue requirement percentage increase proposed by Staff (i.e., IAWC proposes a 

total Company revenue increase of 16.21% in its surrebuttal  testimony vs. 7.77% as 

proposed by Staff in its rebuttal testimony).  If the Commission adopts a revenue 

requirement closer to Staff’s proposal and Staff’s proposed rate design, the resulting 

rate increase for Other Water Utility and Industrial classes would be far less than that 

projected by Mr. Herbert.   

  For all the above reasons the Commission should reject the Company’s 

unfounded criticisms of Staff’s Usage Charge proposal for non-residential customers.   
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5. Chicago Metro Fire Charges 

  Mr. Herbert’s recommended Public Fire Protection Charges for the Chicago 

Metro Water stand alone division have not changed since his direct testimony and 

would recover revenues that would be $9,568 short of full Public Fire Protection cost of 

service for this division. (IAWC Ex. 11.00R, p. 10)  The Commission should reject the 

Company’s recommended Public Fire Protection Charges for the Chicago Metro Water 

stand alone division because it is not consistent with Section 9-223(a) of the Public 

Utilities Act (“Act”), which states: 

 Any fire protection charge imposed shall reflect the costs associated with 
providing fire protection service for each municipality or fire protection 
district. 

 

Mr. Herbert has not provided adequate support for his proposal to recover only 

99.78% of the cost of service from this customer group.  In order to recover the full cost 

of service for Public Fire Protection, Staff recommends the Company’s proposed rates 

be multiplied by 100.22% to increase revenues by $9,568. (Staff Ex. 12.0, p. 13)  This 

calculation would conform to Section 9-223(a) of the Act and would be spread out over 

more than 44,000 customers so that the impact on their monthly bills would be minimal. 

6. Lincoln Public Fire Charges 

 The Company’s recommended 53.8% increase in the Public Fire Protection 

Rates for the Lincoln division should be rejected by the Commission.  (IAWC Ex. 

11.00R, p. 11)  Staff contends that a sudden 53.8% increase in Public Fire Charges is 

inconsistent with the principle of gradualism. 
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  It is Staff’s opinion that consideration should be given to significant bill impacts.  

Lincoln needs to recover an additional $177,606 in revenues spread over 6,000 

customers to recover its full Public Fire protection cost of service.  This equates to a 

$2.47 per month increase for Lincoln customers.  An alternative approach is to gradually 

bring the Lincoln division to full cost of service starting with the current rate case.  

Staff recommends that the Commission approve a 27% increase to Lincoln 

Public Fire Charges to mitigate the bill impact to customers for this charge in this 

district.  (Staff Ex. 12.0, p. 14) While Staff supports compliance with Section 9-223(a) of 

the Act, Staff is also sensitive to the heightened concern expressed by the Commission 

on high bill impacts particularly in more recent water rate case orders (Docket Nos. 11-

0059/11-0141/11-0142 (Cons.).  Staff’s recommendation therefore provides an 

alternative option for the Commission to consider should it be interested in mitigating 

the bill impacts to Lincoln customers.  Staff’s recommended Public Fire Protection 

Charges would cut the cost of service revenue recovery deficit for Public Fire Charges 

in half at the conclusion of this rate case and would pave the way for full cost recovery 

considerations in the Company’s next rate case. 

7. Tariff Language Issues 

 The Company and Staff disagree as to whether IAWC is in compliance with 

Section 8-306(i) of the Act that requires it to offer separate rates for water and sewer 

customers who use separate meters.  IAWC witness Mr. Kerckhove states, 

The Company complies with 220 ILCS 5/229 8-306(i) through two different 
methods. The first method is the installation of separate water and sewer 
meters at a customer’s premise...The second method is the installation of 
multiple water meters at a customer’s premise, with the water usage, as 
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measured by a water meter, which does not reach the sanitary sewer 
system, excluded from the total quantity of water sales for billing waste 
water service. The current tariff language that acknowledges compliance 
is ILL. C. C. No. 25, Original Sheets No. 4 and No. 5, items (I), (J), and 
(K). (IAWC Ex. 5.00R, p. 11)  

It is Staff’s opinion that this response does not directly address the relevant statutory 

requirement. 

  In order to eliminate confusion, Staff recommends that the Company be directed 

to draft language similar to what is contained in Aqua Illinois, Inc.’s University Park 

Schedule of Rates For Sewer Service tariff provided, in part, below and inserting that 

language in its rates tariff: 

 Metered Usage 

Applicable to all residential, commercial, public and industrial sewer 
service customers who use 1,000 gallons or more of water in any billing 
period.  The rates are for sewer service and are in addition to the 
customer charge.  For customers who receive all of their water supply by 
metered water service from the Company, or have installed a metering 
device to measure the volume of their discharge into the sanitary sewer 
system. (Aqua Illinois, Inc. University Park Schedule of Rates for Sewer 
Service, ILL. C.C. No. 50, Section No. 3, Original Sheet No. 2) 

  (List rates here)  

(Staff Ex. 12.0, p. 17) 

 

8. Consolidation of the Zone 1 and Chicago Metro water divisions 

 Staff recommends the Commission decline IIWC/FEA witness Mr. Collins’ 

proposal (IIWC/FEA Ex. 2.0 p. 3) for the Commission to reject the consolidation of the 

Zone 1 and Chicago Metro Water divisions.  Staff and the Company recommend that 

the proposed consolidation of Zone 1 and Chicago Metro Water be approved.  
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The advantages of and efficiencies created in consolidating these two water 

divisions outweigh the benefits that Mr. Collins claims will be maintained if the Zone 1 

and Chicago Metro divisions remain stand alone.  Mr. Collins states that the distribution 

network for each district (division) are distinct to that geographical region and costs to 

provide water service should be recovered individually by service territory. (Id., p. 4)  Mr. 

Collins indicates that the consolidated pricing ignores the differences in the non-

production costs of providing service as well as the rate base investments that have 

occurred in each of the water operating districts.  In addition, Mr. Collins states that 

consolidated pricing is inconsistent with traditional cost of service principles and ignores 

the cost-causation concept.  Finally, Mr. Collins opines that unjust cross-subsidies 

created by the consolidation could erode the efficiency of the water system by 

minimizing the economic incentive for customers to be more conservative when placing 

demands on the water system. (Id.) 

Staff contends that Mr. Collin’s arguments ignore the rewards that consolidation 

affords all ratepayers nor the fact that the Commission has supported consolidation in 

its Orders for recent rate cases. (Staff Ex. 12.0, p. 19)  The Commission has approved 

consolidation of rate divisions and movement toward Single Tariff Pricing for IAWC in 

several dockets including Docket Nos. 92-0116, 95-0076, 97-0102, 00-0340, and most 

recently, in Docket Nos. 07-0507 and 09-0319.  The advantages of consolidation 

include having a larger customer base over which to spread plant and operating 

expense costs which would mitigate the potential for future large rate increases.  If the 

water divisions remain independent, rate impact issues to any of the individual rate 
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divisions that would result from future construction and replacement projects necessary 

to serve that specific rate division could become problematic. 

Furthermore, contrary to what Mr. Collins opines, in IAWC’s last rate case, 

Docket No. 09-0319, the Company maintained that the underlying costs of service are 

similar regardless of the physical location of the customers.  IAWC stated that it uses 

similar meters, incurs similar costs to read the meters, sends bills from the same 

corporate location and oversees the operations with the same corporate employees. 

(See Docket No. 09-0319, IAWC Ex. 5.0DT, p. 19)  

Staff instead, recommends that the Commission approve the Company’s 

proposal to consolidate the Zone 1 and Chicago Metro Water divisions.  There is 

precedent for this kind of consolidation and approval would be consistent with the 

Commission’s Orders in previous IAWC rate cases that have favored consolidation of 

rate divisions.  As IAWC’s witness Kerckhove observes: 

The Commission has expressed a general policy of favoring cost–based 
rates and movement towards single tariff pricing and rate uniformity. The 
Docket 07-0507 Order (see pages 94-98) discussed various approaches 
to STP(Single Tariff Pricing). As discussed by the Commission, one 
approach is to combine individual rate areas with other rate areas and 
develop common rates for customers in the combined group based on the 
group revenue requirements.  (IAWC Ex. 5.0, p. 20) 

 

      Staff also maintains that the consolidation proposal is supported on the basis of 

bill impacts. (Staff Ex. 4.0, pp. 6-8)  Under the Company’s consolidation proposal, 

Staff’s analysis reveals that the Chicago Lake Water and the Chicago Moreland rate 

areas would benefit from the proposed consolidation.  A typical Chicago Lake Water 
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residential customer would have an 11.63% bill increase under the Company’s 

proposed rates if the division remained stand alone and a 2.66% increase if the division 

was consolidated with the Zone 1 division.  A typical Chicago Moreland residential 

customer would have a 57.18% bill increase under the Company’s proposed rates if the 

division remained stand alone and a 52.45% increase if the division was consolidated 

with the Zone 1 division.   The following would see slight increases under the 

consolidation proposal: Zone1 division (19.28% stand alone; 21.06% consolidated) and 

the Chicago Well rate area (21.31% stand alone; 25.79% consolidated). (Id., p. 9)  

Staff’s analysis also indicates that consolidation would reduce water bills for Zone 1 

residential customers by an average of 1.3% and raise Chicago Metro bills by an 

average of 3.8%. (Id.)  The Company’s consolidation proposal has no impact on bills for 

South Beloit, Pekin and Lincoln water customers. (Id., p. 8) 

Consolidation is beneficial because it allows the utility to spread out capital 

improvement costs over a larger customer base thereby mitigating potential rate shock 

when large improvement projects need to be made.  Staff opines that the benefits 

outweigh the slight increases that a typical Zone-1 and Chicago Well residential 

customer would experience in his or her monthly bill upon consolidation compared to 

the alternative of no consolidation. 

The Commission’s ruling in the recent Aqua Illinois rate case, Docket No. 11-

0436, also reinforces its support for consolidation:  

In addition to providing increased efficiencies over the current standalone 
division approach, the Staff proposal would allow the recovery of costs to 
be spread over a larger customer base -- thereby benefiting customers in 
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divisions that would face larger increases without consolidation. (Order, 
Docket No. 11-0436, February 16, 2012, p. 45) 

 Additionally, rate case expenses can be lowered by reducing the number of 

divisions for which a future rate case would be prepared and litigated from five to three. 

This reduces potential legal and administrative expenses, accounting expenses, expert 

witness expenses and other miscellaneous costs involved in filing a rate case. (Staff Ex. 

4.0, pp.10-11)   

9. Scott Air Force Base Customer Classification and Charges  

Mr. Collins’ recommendations that (1) Scott Air Force Base (“AFB”) start taking 

service under a Competitive Service rate to reflect its service characteristics (IIWC/FEA 

Ex. 2.0, p. 23) and (2) IAWC refund over collections for costs to maintain and operate 

Scott AFB’s small distribution system for the last four years should be rejected by the 

Commission. 

IAWC witness Mr. Herbert indicates that IAWC’s customers are divided into only 

two categories: residential and non-residential.  All non-residential customer classes are 

charged the same non-residential rate and, therefore, there is no other rate that Scott 

AFB could be placed upon. (IAWC Ex. 11.00R, p. 18)  Mr. Herbert also indicates that if 

Scott AFB wishes to be considered for the Competitive Tariff as Mr. Collins suggests, 

then it needs to apply to the Company for this rate and meet the qualifications of a 

customer who would be accorded this rate. (Id.)  

Staff recommends that Scott AFB remain classified as a Sale for Resale 

customer and be accorded a non-residential rate. (Staff Ex. 12.0, p. 22)  Scott AFB is 

clearly not a residential customer so the Company is justified in charging Scott AFB a 
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non-residential rate.  Staff also recommends that if Scott AFB wants to be considered 

for the Competitive Tariff, it should apply to the Company for this rate to see if it meets 

the qualifications to be placed in the Competitive Tariff classification. (Id.) 

VII. PROPOSED RIDER 

A. REVENUE ADJUSTMENT CLAUSE RIDER (“RAC”)  

The Company has not provided a sound basis for the Commission to adopt the 

proposed RAC and, therefore, it should be rejected.  The Company’s claims that the 

variability in weather, declining customer usage patterns, and the changing number of 

customers are beyond its control and can have a profound effect on a water utility’s 

actual billed revenues are not compelling reasons for the Commission to adopt an 

extraordinary method of recovering utility costs.  All of these factors were present in the 

Company’s past rate cases, and yet, it was able to function without need of an RAC.  

(Staff Exs. 5.0, p. 12 and 13.0, pp. 2-7) 

If the RAC were adopted, ratepayers would potentially be subject to higher rates 

for service than they would otherwise incur under the traditional regulatory process.  

The RAC proposal will undermine the Company’s incentive to control costs because it 

would guarantee recovery of their approved revenue requirement.  Additionally, having 

a RAC in place would remove the proper price signals that customers currently receive.  

Specifically, if the target revenues do not match the actual revenues (both net of 

production costs), the Company proposes to add the resulting percentage from the RAC 

formula to each metered water customer’s bill for one year.  Thus, future customer bills 

will not necessarily decline or increase as a direct result of respectively using less or 
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more water.  Further, ratepayers may not receive the benefit of any reductions in costs 

or operating efficiencies related to costs.  (Staff Exs. 5.0, p. 11 and 13.0, pp. 4-6) 

In rebuttal testimony, the Company proposed a modification to the design of the 

RAC allegedly in response to Staff’s concern that the RAC could lead to higher rates.  

This proposed modification, however, exacerbated Staff’s concern by deferring, to an 

unspecified future period, any surcharge percentage (SC%) in excess of 5% with 

interest charges accruing on the deferred balance.  (IAWC Ex. 14.00R, p. 30)  Under its 

original proposal in the Company’s direct testimony, any SC% amount greater than 5% 

or less than -5% would not be charged or refunded, respectively, to customers and 

would have been absorbed by shareholders.  Under its new proposal, however, if an 

SC% surcharge is greater than 5% in one year, then the additional amount will 

accumulate with interest and be an added surcharge in future years for recovery from 

ratepayers.  It is, therefore, unclear how this modification, in any way, mitigates Staff’s 

concern that the customers will potentially be subject to higher rates if the RAC is 

implemented.  This modification to the RAC should be rejected.  (Staff Ex. 13.0, p. 10) 

If the Commission decides to adopt an RAC, which for the reasons set forth 

above it should not, it should adopt the version of the RAC proposed by the Company in 

its direct testimony.  As noted above, the version proposed by the Company in its direct 

testimony would have shareholders absorb any SC% that is greater than 5%.  If the 

Company under collected the RAC revenue, no further adjustment was proposed.  

(IAWC Ex. 4.00, p. 19) 
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In the event the Commission rejected Staff’s recommendation not to approve the 

RAC, as part of direct testimony Staff witness Hathhorn made several technical 

changes to the language of the proposed RAC. (Staff Ex. 2.0, pp. 10-14)  In rebuttal 

testimony, the Company presented IAWC Ex. 14.02R, which reflects the Company’s 

revised RAC tariff with several modifications adopted from Ms. Hathhorn’s testimony.  

Staff posits that two issues remain outstanding if the Commission approves RAC.  

Staff’s proposed language incorporating all recommended changes to RAC, including 

those discussed below, is included in the record at Staff Ex. 10.0, Attachment B. 

Deferral Request 

The Company testified that its position regarding the SC% amount to be 

refunded or surcharged above or below five percent includes a deferral request at the 

AFUDC rate. (IAWC Ex. 14.00R, pp. 34-36)  Staff witness Harden responded generally 

to reject the Company’s deferral request.  (See Staff Ex. 13.0)  Therefore, Staff’s 

Attachment B to Staff Ex. 10.0 includes the following language on this issue: 

The SC% will be capped and will not exceed 5% nor will it be less than -5% 
in any recovery period.  SC% amounts greater than 5% and less than -5% 
shall be excluded from future recovery or refund.  SC% amounts greater 
than 5% and SC% amounts less than -5% shall be deferred with interest at 
the AFUDC rate for future recovery or refund via credit to the customer’s 
bill. 
 

The Company further proposes that interest at the AFUDC rate be included on the 

deferred portion.  Staff witness Freetly testified as to the appropriate interest rate to 

include on the deferral, if the Commission disagrees with Staff witness Harden and 

approves a deferral. (See Staff Ex. 14.0)  Staff’s alternative language is: 
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The SC% will be capped and will not exceed 5% nor will it be less than -5% 
in any recovery period.  SC% amounts greater than 5% and SC% amounts 
less than -5% shall be deferred with interest at the AFUDC rate 
Commission-authorized interest rate on customer deposits, determined in 
accordance with 83 Ill. Adm. Code 280.70(e) for future recovery or refund 
via credit to the customer’s bill. 

 

Internal Audit Requirement 

IAWC opposes Staff’s recommendation that the Company conduct an annual 

internal audit of RAC, with specific audit objectives defined in the rider.  The Company 

simply stated that “In IAWC’s opinion, all of the audit objectives contemplated by Ms. 

Hathhorn’s recommended language (i.e., ensuring the accuracy of the Reconciliation 

Adjustment) should be accomplished within the framework of the annual filing and 

accompanying due diligence.” (IAWC Ex. 14.00R, p. 36)  Staff’s proposed language is: 

Section C Audit 

The Company shall annually conduct an internal audit of the distribution 
revenue requirements recovered or refunded pursuant to this rider. The 
internal audit shall determine if: 1) the actual amount of revenues that 
exceed or fall short of any approved Target Revenue (TA) collected 
through base rate distribution charges are correctly reflected in the 
calculations; 2) the revenues are not collected through other approved 
tariffs; 3) Rider RAC adjustments are being properly billed to customers; 
and 4) Rider RAC revenues are recorded in the appropriate accounts. The 
above list of determinations does not limit the scope of the audit. The 
Company shall submit the audit report to the Commission’s Manager of the 
Accounting Department, no later than May 1 of each year. Such report 
shall be verified by an officer of the Company. 

The Company’s position is inconsistent with the various automatic fully tracking 

cost recovery or revenue balancing mechanisms in operation in Illinois that require 

annual internal audits. (Staff Ex. 2.0, p. 13)  These include: 
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 Peoples/North Shore Rider Volume Balancing Adjustment (“VBA”) Riders; 

 Peoples Infrastructure Cost Recovery Rider; 

 Commonwealth Edison Company Advanced Metering Program 
Adjustment; 

 All uncollectibles expense riders adopted pursuant to Section 19-145 and 
16-111.8 of the Act; 

 All energy efficiency and demand response riders adopted pursuant to 
Sections 8-103 and 8-104 of the Act; and 

 All purchased electricity riders adopted pursuant to Section 16-111.5 of 
the Act. 

While a reconciliation proceeding is still required in each of the aforementioned 

riders, the Commission has repeatedly recognized the value of requiring internal audits 

with specific scopes to aid the Commission in ensuring that no more and no less than 

the approved revenues are recovered from ratepayers during the annual reconciliation 

proceedings. (Staff Ex. 10.0, p. 15) 

The Company makes numerous references to Peoples/North Shore’s VBA tariffs 

and their supposed similarities with RAC, to support the Company’s position that the 

Commission should approve RAC.  (IAWC Ex. 14.00R, pp. 15-18, 23, 29-30)  Yet, the 

Company makes no mention that the Commission does not rely alone on the 

reconciliation proceeding process for monitoring Peoples/North Shore’s Riders VBA, but 

also requires a mandatory internal audit for each company.  The Company has not 

demonstrated any reason to allow IAWC to receive less monitoring of a tariff with 

objectives similar to the Peoples/North Shore’s Rider VBA tariffs. (Staff Ex. 10.0, p. 15) 

The Company further recommends that if the Commission orders the annual 

internal audit, that $7,500 be included in the revenue requirement for the incremental 

expense.  (IAWC Ex. 14.00R, p. 37, note 10)  There is no basis for this 

recommendation.  The Company provided no supporting analysis for evidence that the 
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internal audit requirement would, in fact, increase the Company’s costs by $7,500.  

However, the point is moot, because of the timing of the rider’s implementation and the 

test year.  In its response to Staff DR DLH-27.06, IAWC admits “The Company would 

not incur any additional internal audit costs during the test year.”  Therefore, the 

Company’s recommendation to increase the revenue requirement if the audit 

requirement is adopted by the Commission must be rejected. (Staff Ex. 10.0, p. 16) 

The Company proposed to use the AFUDC rate as the interest rate to be applied 

to the deferral of recovery or refund amounts if the surcharge or credit percentage 

(“SC%”) in the current year exceeds ±5%. (IAWC Ex. 14.00R, pp. 34-36)  Staff witness 

Janis Freetly responded that the AFUDC rate is not the appropriate interest rate to 

apply to the deferral of the SC% amount to be refunded or surcharged above or below 

5%.  Deferred amounts are recovered dollar for dollar.  Since under-recovered amounts 

are essentially a loan from the Company to customers, the interest rate should reflect 

the credit risk of the customers.  ComEd and Ameren Illinois affiliates have issued 

securitized debt whose credit risk were wholly based on the ability of utility customers’ 

collective ability to pay.  Those securities were rated AAA/Aaa.  Thus, Staff concluded 

that the default risk of IAWC’s collective obligation to pay under collected revenues 

would also be rated AAA/Aaa.  In contrast, IAWC’s financial ratios are more indicative of 

a BBB/Baa credit rating.  Unfortunately, Staff is not aware of any readably available 

publication of either one-year AAA/Aaa or BBB/Baa utility bond yields.  Therefore, the 

Commission-authorized interest rate on customer deposits, determined in accordance 

with 83 Ill. Adm. Code 280.70(e) should be applied to any deferred amounts under 

Rider RAC.  Given the ease of administration in connection with Staff and the Company 
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relying on a rate published annually by the Commission, and the small difference 

between the customer deposit rate and current 0.68% yields on one-year AA financial 

securities21, Ms. Freetly recommended applying the Commission-authorized customer 

deposit rate to under-recovered amounts and refunds associated with the formula rate, 

if the Commission disagrees with Staff witness Harden and approves a deferral. This 

change was presented as Staff’s alternative language by Staff witness Dianna Hathhorn 

in Staff Exhibit 10.0, p. 13. (Staff Ex. 14.0, pp. 17-18) 

VIII. AFFILIATED INTERESTS 

A. Introduction 

The Public Utilities Act (“Act”) regulates interactions between public utilities 

(“utilities”) and their affiliates.  Specifically, it requires that a utility must be granted 

Commission approval before it enters into any agreement for the provision or receipt of 

services with any affiliate. (220 ILCS 5/7-101(3)) 

The Commission first approved the Affiliate Interest Agreement (“AIA”) between 

IAWC and its affiliated service company, American Water Works Service Company 

(“AWWSC”) in Docket No. 88-0303.22  This agreement outlined services that AWWSC 

could provide to IAWC, established the method of cost recovery for AWWSC, and 

provided certain restrictions on the behavior of AWWSC in its actions with other 

companies. 

                                                           
21

 Citigroup Global Markets, Bond Market Roundup: Strategy, April 20, 2012, p. 20. Ms. Freetly compared 
the Commission-authorized interest rate on customer deposits to the one-year AA-rated corporate bond 
yield because Bond Market Roundup does not publish a one-year AAA bond yield. 
 
22

 This document was re-approved in Docket No. 04-0595. 
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Subsequently, in Docket No. 02-0517, IAWC requested Commission approval of 

an agreement with another affiliate, American Water Resources (“AWR”).  This 

agreement would have authorized IAWC (and AWWSC) support of AWR through 

letters, mailings, billing and repair service initiation. (Order on Reopening, Docket No. 

02-0517, September 16, 2003, p. 12 and Staff Ex. 15.0, p. 12-13)  However, the 

Commission declined to approve any assistance to AWR and denied approval of the 

agreement.  (Staff Ex. 7.0, pp. 3-4) 

Despite the Commission’s refusal to approve the proposed agreement above, 

IAWC has ignored and circumvented this prohibition by allowing its affiliated service 

company, AWWSC, to interact with AWR on its (i.e. IAWC’s) behalf.  AWWSC has 

entered into several agreements that enable AWR to benefit from its indirect association 

with IAWC. (Id., pp. 6-7)  Specifically, AWWSC has set forth methods of allocating costs 

to AWR that do not adequately reflect AWWSC’s own incursion of these costs.  As a 

direct result, IAWC ratepayers are currently paying and will continue to pay for costs 

that should have been assigned to AWR.  In addition, AWWSC and IAWC provide other 

services to AWR that have not been approved by the Commission and for which 

inadequate compensation is received. (Id., p. 3 & 8-10)  IAWC has maintained that 

interactions between AWWSC and other regulated and unregulated affiliates are not 

relevant to this case.  This is incorrect.  In order for the Commission to determine the 

presence and extent of any misconduct between IAWC, AWWSC and its affiliates, 

these agreements and their subsequent interactions must be reviewed. 
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B. Affiliated Interest Agreements (“AIA”) in General 

As noted above, the Act sets forth regulations that govern the interactions 

between public utilities and their affiliates.  It also provides guidelines that outline the 

scope of the Commission’s authority.  Section 7-101 of the Act requires utilities seeking 

to enter into contracts or arrangements with any affiliates to obtain Commission pre-

approval:  

(3) No management, construction, engineering, supply, financial or similar 
contract and no contract or arrangement for the purchase, sale, lease or 
exchange of any property or for the furnishing of any service, property or 
thing, hereafter made with any affiliated interest, as hereinbefore defined, 
shall be effective unless it has first been filed with and consented to by the 
Commission or is exempted in accordance with the provisions of this Section 
or of Section 16-111 of this Act.  The Commission may condition such 
approval in such manner as it may deem necessary to safeguard the public 
interest. If it be found by the Commission, after investigation and a hearing, 
that any such contract or arrangement is not in the public interest, the 
Commission may disapprove such contract or arrangement. Every contract 
or arrangement not consented to or excepted by the Commission as 
provided for in this Section is void.  
 
(220 ILCS 5/7-101(3), emphasis added) 
 

The Commission is given a large degree of latitude in conditioning its approval of 

such agreements to protect the public interest.  Although the Commission’s authority 

does not apply to the price of the products of unregulated affiliates, it has also found 

that if the product is not shown to be “properly priced”, then arrangements supporting 

those products are not in the public interest. (Order on Reopening, Docket No. 02-0517, 

September 16, 2003, p. 16)  The Commission has consistently found that the regulation 

of AIAs is completely within its control and has re-affirmed this authority in each case 
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where it has been presented with this issue23.  The Commission should continue to 

follow this precedent and open an investigation into whether the IAWC-AWWSC AIA is 

in the public interest, given AWWSC and IAWC’s failure to abide by their agreement 

and their joint provision of services both directly and indirectly apart from the AIA. 

Failure to follow the terms of an approved agreement is not only “not in the public 

interest,” it is a violation of the Act.  Providing services that have not had Commission 

approval is, similarly, a violation of the Act. 

1. IAWC, AWWSC and AWR Affiliated Interest Agreements (“AIA”) 

As noted above, the Commission approved an agreement between IAWC and its 

affiliated service company, AWWSC.  (See Docket No. 88-030324)  Staff provided this 

agreement on the record as Staff Ex. 7.0, Attachment A.  The agreement was 

unidirectional, outlining services that AWWSC could provide to IAWC.  Under no 

circumstances was IAWC authorized to provide services directly to AWWSC or 

indirectly to AWR via AWWSC. (Staff Ex. 7.0, pp. 5-6) 

The IAWC–AWWSC AIA allows AWWSC to provide services to regulated 

affiliates as long as the terms of this agreement are equal to or better than those offered 

to regulated affiliates.  Additionally, the agreement allows AWWSC to provide services 

to non-regulated affiliates (and non-affiliates) as long as no costs from serving these 

other parties are passed on the IAWC.  The agreement establishes a two-part method 

of cost recovery for AWWSC.  Under the primary method, costs directly incurred on 

behalf of one party are assigned to the benefitting party.  All residual costs not assigned 

                                                           
23

 The Commission has consistently found that actions by service companies are subject to its authority 
and must be in the public interest. (Order, Docket No. 11-0046, December 7, 2011, p. 70; and Order, 
Docket Nos. 11-0280/281 (Cons.), January 10, 2012, pp. 93 and 98) (Staff Ex. 15.0, p. 16-17) 
24

 This document was re-approved in Docket No. 04-0595. 
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are then allocated to all parties based on different allocation methodologies.25  

Additionally, the IAWC–AWWSC AIA placed certain restrictions on the behavior of 

AWWSC in its interactions with other companies.   

IAWC had previously requested that the Commission approve an agreement with 

another affiliate, AWR, in Docket No. 02-0517.  AWR is a non-regulated affiliate that 

provides service line protection (insurance) plans in 17 states with 900,000 customers.26  

This agreement would have authorized IAWC (and AWWSC) support of AWR.  

However, in a two-part decision, the Commission declined to approve any assistance by 

IAWC. 

Section 7-101 obligates the Commission to review all contracts and 
arrangements between affiliated interests to ensure that each contract or 
arrangement is in the public interest. Generally, relationships between 
affiliates merit greater scrutiny than relationships between unaffiliated 
entities due to the higher risk of improper behavior. In order to adequately 
protect the public interest, sufficient detail regarding the arrangements 
between affiliates is necessary…. 
Moreover, as the Commission becomes more familiar with the types of 
arrangements (and abuses) that a utility and an affiliate may agree to, the 
Commission must be given the necessary latitude to evaluate and respond 
to proposed affiliate agreements. In addition, allowing the Commission to 
reject problematic affiliate agreements prior to their implementation will 
permit the Commission to conserve resources that would otherwise have to 
be spent on monitoring and potentially litigating arrangements under those 
agreements in the future. 
Accordingly, the Commission will not approve the amended affiliate 
agreement to the extent that it would authorize IAWC and AWR to engage in 
an unknown number of unknown arrangements without the benefit of 
Commission review. 
 
(Order on Reopening, Docket No. 02-0517, September 16, 2003, p. 11, 
emphasis added.) 

                                                           
25

 While the AIA provides for two different methodologies for this allocation, AWWSC has come up with 
other methods utilized for allocations.  The AIA uses the proportion of customers to allocate all pooled 
costs other than overhead; overhead is allocated based on the portion of all other costs.  However, in its 
response to DAS ],8.01d (Staff Ex. 15.0, Attachment E, p. 2), IAWC indicated that AWWSC uses location-
specific allocators to allocate some costs. 
26

 American Water Works Company, Inc. (“AWW”) 2011 10-K, p. 19. 
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Just as it is troubled by the open ended nature of the amended affiliate 
agreement, the Commission is troubled by the lack of any analysis justifying 
the offering of the WLPP to Illinois rate payers. Staff, CUB, and the AG are 
correct in their observations that the record is void of any economic or other 
analysis of the WLPP. Mr. Ruckman himself admits that he does not know 
how often the customer-owned portion of a water line fails due to normal 
wear and tear. Nor is he even certain that IAWC maintains records that 
would answer this question. In the absence of any substantive evidence 
demonstrating that the WLPP is properly priced or is even legitimately 
necessary, it is not in the public interest to allow IAWC to lend its name and 
assistance in marketing the WLPP to Illinois rate payers. The Commission 
acknowledges that an appropriate analysis could have been done and is not 
available for one reason or another, but to simply accept IAWC’s assertions 
that the WLPP is in the pubic interest in the face of legitimate questions 
raised by Staff, CUB, and the AG would be a disservice to Illinois consumers 
and an offense to the Commission’s obligations under the Act. Accordingly, 
the Commission finds that the WLPP has not been shown to be in the public 
interest and will not be approved. 
 
(Order on Reopening, Docket No. 02-0517, September 16, 2003, p. 16, 
emphasis added.) 
 

As the Commission notes, its obligation to protect the public interest requires 

them to thoroughly investigate abuses that may occur under any agreement that they 

have approved. 

2. AWWSC AIA and MOU 

In addition to the aforementioned agreements that require Commission approval, 

AWWSC entered into other agreements that do not require Commission approval but, 

nevertheless, do impact rates to IAWC ratepayers. 

In February of 2007, AWWSC entered into an agreement with AWR (“AWR–

AWWSC AIA”) in support of the Call Center Awareness Program (“CCAP”).  This 

agreement is provided in Staff Ex. 7.0, Attachment B.  Under the AWR–AWWSC AIA, 

AWWSC provided Call Center Awareness Program or Service Line Awareness Program 
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(“SLAP”) services.  These services consisted of reading scripts about AWR products to 

all callers from certain states and transferring calls to AWR. (Staff Ex. 7.0, Attachment 

B, p. 13) 

In December of 2007, AWWSC entered into an agreement with AWR (“AWR–

AWWSC Memorandum of Understating (“MOU”)”).  This agreement is provided in Staff 

Ex. 7.0, Attachment C.  The agreement outlines the allocation and assignment of costs 

for a facility in Alton, Illinois that is jointly used by AWWSC and AWR but does not 

provide for services between the two parties.   (Staff Ex. 7.0, Attachment C, p 1)   

C. Commission Decisions Regarding Actions of Service Companies  

The Commission has consistently found that actions by service companies are 

subject to its authority and must be in the public interest. (Order, Docket No. 11-0046, 

December 7, 2011, p. 70; and Order, Docket Nos. 11-0280/281 (Cons.), January 10, 

2012, pp. 93 and 98)  Several of these recent decisions are relevant here.  While the 

specific facts of each case are unique, the general principles are applicable to this case. 

1. Docket No. 11-0046 

In Docket No. 08-0363, the Commission ordered Nicor Gas to bring its AIA 

before the Commission to determine if it was still in the public interest.  In the docket 

that ensued as a result of that investigation, Docket No. 11-0046, the Commission 

ordered Nicor Gas to stop soliciting on behalf of its affiliates.  The Commission ruled 

that Nicor Gas ratepayers were subsidizing its affiliate because the value of a service 

exceeded the cost that was paid by an affiliate.  “The Commission concludes here that 

the right to market NS [Nicor Services] services to customers during utility business 

calls has commercial value that exceeds NG’s [Nicor Gas’] mere costs, and the transfer 
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of that value without compensation constitutes a subsidy for NS.” (Order, Docket No. 

11-0046, December 7, 2011, p. 55, emphasis added)  Evidence adduced in the current 

proceeding reveals that the same subsidization has occurred between IAWC and its 

affiliate.  The value of the services that AWR is receiving from IAWC (which is positive) 

is greater than the amount paid for those services (which is nothing).  Thus, it logically 

follows that IAWC is subsidizing AWR. 

2. Docket Nos. 11-0280/0281 Cons. 

In Docket Nos. 11-0280 and 11-0281 (Cons.) (North Shore Gas Company and 

The Peoples Gas Light and Coke Company most recent rate proceedings), the 

Commission ordered an adjustment to operating expense for the market value of 

services provided to a marketing affiliate by an affiliated service company which 

provided customer service to utility ratepayers. (Order, Docket Nos. 11-0280 and 11-

0281 (Cons.), January 10, 2012, p. 93)  The Commission also required both utilities to 

file a petition for re-approval of their AIAs.  

The Commission agrees with Staff and finds that the Utilities have not 
properly interacted with their affiliates as evidenced by our conclusions in the 
above related sections. Staff’s proposal for further Commission investigation 
of the Utilities’ interactions with their affiliates is warranted and in the public 
interest. We believe that the investigation is necessary to prevent ratepayers 
from continuing to subsidize the affiliates. 
 
(Order, Docket Nos. 11-0280 and 11-0281 (Cons.), January 10, 2012, p. 98) 
 

As will be shown below, AWWSC has not adequately charged AWR for the services it 

has provided, resulting in IAWC unlawfully subsidizing AWR via AWWSC. 
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3. Docket Nos. 11-0561, et al. 

In Docket No. 11-0561, et al., Utilities Inc. subsidiary water utilities Charmar 

Water Company, Cherry Hill Water Company, Clarendon Water Company, Killarney 

Water Co., Ferson Creek Utilities Company and Harbor Ridge Utilities, Inc., the 

Commission approved an agreed to adjustment for the provision of information to a third 

party and an investigation into the AIAs between all Illinois Utilities Inc. utilities and their 

service company. (Order, Docket No. 11-0561 et al, May 22, 2012, pp. 28-29)  Similarly, 

in this case, an investigation into the AIA is an appropriate outcome in a rate case 

where there is evidence of suspected or actual impropriety. 

D. Cost Shifting Issues 

One of the purposes of the Act’s directives regarding transactions with affiliates is 

to protect ratepayers from rates that contain costs from other affiliates.  Staff witness 

Sackett outlined two things that must occur in order for the Commission to ensure that 

AWWSC charges under the IAWC–AWWSC AIA to IAWC do not include costs from 

other parties: 

First, because any improper terms could lead to subsidization of affiliates by 
ratepayers, the terms of any other agreements to which AWWSC is a party 
must be made available for Staff/Commission review. 
 
Second, all costs allocated or assigned according to those various 
agreements must be verified to know that the terms are being followed.  
 
(Staff Ex. 15.0, p. 31) 
 

Such verification has not been not possible because IAWC has refused to 

provide some of these agreements. (See Staff Ex. 15.0, Attachments C and D)  

Moreover, IAWC has refused to provide documentation about the costs and the basis, 
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again stating that such costs are not relevant to this case. (See Staff Ex. 15.0, 

Attachments L and B) (Staff Ex. 15.0, p. 31)  Thus, the Commission does not have the 

benefit of a complete record.  However, even with the incomplete record in front of it, 

there are several clear instances where such inappropriate cost-shifting has occurred. 

The Commission has found elsewhere that inaccurate charges from a Service 

Company to an unregulated affiliate does impact rates. 

The Commission agrees with Staff and accepts Staff witness Sackett’s 
proposed adjustment to the expenses billed to the Companies from their 
affiliated service company IBS. The evidence supports the conclusion that 
IBS27 failed to charge PEHS28 for services IBS performed for it related to the 
PPP according to its effective affiliate agreements and failed to credit the 
Companies for those revenues. This failure by IBS to recognize revenues for 
services it provides to certain affiliates does, in fact, have the end result of 
IBS over charging the Companies for services provided by IBS to the 
Companies. 
 
(Order, Docket Nos. 11-0280-0281 (Cons.), January 10, 2012, p. 93, 
emphasis added) 
 
Accordingly, there are two adjustments discussed below which reflect 

inappropriate cost shifting on the part of IAWC and its affiliates. Staff has quantified two 

adjustments, and identified another issue for which Staff has been unable to quantify an 

adjustment.  Both adjustments as well as the other phone issue raise concerns that 

support Staff’s recommendation for the Commission to open a proceeding to review the 

affiliate interest cost arrangements discussed herein. 

 

                                                           
27

 IBS (Integrys Business Services is Peoples Gas’ and North Shore Gas’s service company affiliate.) is 
analogous to AWWSC here. 
28

 PEHS (Peoples Energy Home Services is Peoples Gas’ and North Shore Gas’s unregulated warranty 
affiliate.) is analogous to AWR here. 
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1. Phone Charge Adjustment 

Because AWWSC has decided to charge phone costs in a different manner than 

it incurs charges from the phone company, costs are shifted from other affiliates to 

IAWC.  AWWSC incurs charges from the phone company based upon the duration of 

the calls.  However, despite this, AWWSC has developed two alternate ways to allocate 

those costs to its affiliates as outlined below.   

a. CCAP/SLAP 

Staff recommends an adjustment of $******* in total due to AWWSC’s 

overcharges to IAWC.  The overcharges to IAWC are a result from AWWSC charging 

AWR for the number of transfers, not the “actual time spent” or even the number of 

statements read. (Staff Ex. 15.0, Attachment H, p. 2)  Any costs that should have been 

allocated to AWR, but were not, stay in AWWSC’s pooled charges.  These pooled 

charges are then allocated to the regulated utilities.  Due to the nexus from the 

CCAP/SLAP arrangement to IAWC’s cost of service, the Commission should adopt 

Staff’s adjustment to disallow the cross-subsidization resulting from such arrangement.  

In 2007, AWWSC entered into an agreement with AWR to provide services in support of 

AWR products.  Specifically, AWWSC was to provide "Call Center Awareness Program" 

services. (Staff Ex. 7.0, Attachment B, p. 2) 

Service Company customer service representatives will offer all inbound 
callers from New Jersey, Pennsylvania, Iowa, Ohio and Tennessee the 
option to learn more about their service line ownership and responsibilities 
and, if interested, the customer will be transferred to a Company 
representative for more information. 
 
(Staff Ex. 7.0, Attachment B, p. 13) 
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IAWC witness Ms. Cooper testified that this practice of reading a statement to 

each call remained in place for the full time the CCAP/SLAP was in effect, (Tr. (May 15, 

2012), at 153-154), a six-year period that extended from February of 2006 (Staff Ex. 

7.0, Attachment B, p. 1) to February 2012. (IAWC Ex. 15.0R, pp. 5-6) 

Under the CCAP/SLAP, AWWSC and AWR agreed to charge for the services 

provided based upon “actual time spent” plus loadings29 or another method that is 

“mutually agreeable” to both parties. 

2.2. All costs of service rendered by Service Company personnel for AWR or 
in common with the Water Companies shall be charged to AWR based on 
actual time spent by those personnel as reflected in their daily time sheets or 
other mutually acceptable means of determination. 
 
(Staff Ex. 7.0, Attachment B, p. 2) 
 
The method that AWWSC actually used to allocate costs to AWR under 

CCAP/SLAP was a charge-per-transfers, not the “actual time spent” or even the number 

of statements read. (Staff Ex. 15.0, Attachment H, p. 2)  In fact, AWWSC did not even 

track the number of statements read. (Id.) ***BEGINCONF****************************END 

CONF** (Staff Cross Ex. 3.1)  However, since this is only paid when the transfer occurs, 

the charge is inadequate to cover the costs.  The number of customers to which this 

program applied was more than 1.3 million American Water Works Company, Inc. 

(“AWW”) regulated customers in NJ and Pennsylvania alone.30  IAWC’s 2011 call-per-

customer rate was 1.22 calls per customer.31  Since the rate of calls is likely to be the 

same between regulated utilities,  a very conservative estimate is that these customers 

                                                           
29

 These loading are identified in Article III. (Staff Ex. 7.0, Attachment B, p. 3) 
30

 647,083 + 655,291 = 1,302,374 (AWW 2011 10-K, p. 9) 
31

 IAWC has 307,076 customers (AWW 2011 10-K, p. 9) and had 375,951 calls to AWWSC’s call center 
in 2011. This results in a call-per-customer rate of 1.22.   
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from the five CCAP/SLAP states made significantly more than 1.5 million calls in 2011.32  

It follows that, in 2011, this statement (or script) was read more than 1.5 million times to 

incoming callers. 

In the hearing, when IAWC witness Ms. Cooper read the script that is read to all 

of these callers, it took approximately 15 seconds. (Tr. (May 15, 2012), at 166-167 and 

207)  Using Ms. Cooper’s time as an estimate of the time it takes service representative 

to read the statement, and the cost of AWWSC calls per minute in 2011 of $**** (Staff 

Cross Ex. 3.1), each statement added $**** to the cost of the call center.33  The cost of 

making these more than 1.5 million statements was more than $*******.34  However, 

AWWSC only charged AWR $******** in SLAP charges for 2011, based on the number 

of transfers, which was ***. (Staff Cross Ex. 3.1)  This amount is less than 0.2% of the 

amount AWR would have been charged had the cost allocation been based upon call 

duration.  This means that the method that was “mutually agreeable” to AWWSC (and 

AWR) shifted costs from AWR to IAWC and all the regulated companies.  Furthermore, 

this method illustrates how this type of agreement allows costs to flow from unregulated 

affiliates to other regulated affiliates. 

The rest of the costs not charged to AWR remained in AWWSC’s pool and were 

allocated to all affiliates along with other charges.  Since IAWC’s portion of AWWSC 

costs is approximately 9.9%,35 Staff estimates that in 2011 IAWC paid more than 

                                                           
32

 1.22 calls-per-customer times 1,302,374 = 1,588,896.  Of course there are also the customers in Iowa, 
Ohio and Tennessee that are not included in this figure. 
33

 ($1.91/4) [15 seconds is 1/4th of a minute] 
34

 1.22 calls-per-customer times 1,302,374 = 1,588,896.  ***BEGIN CONF*****************************END 
CONF***. 
35

 AWW 2011 10-K, p. 9. 
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$******* 36 in excess charges to AWWSC.  This is the amount the Commission should 

disallow as unallowable cross-subsidized costs from an affiliate.  Staff has further 

allocated the total adjustment to the rate zones.   Appendix A, Schedule 9.2 includes 

two adjustments to Service Company Fees.  The adjustments to Service Company 

Fees present the quantifications of Staff witness David Sackett’s adjustments to 

disallow unsupported call center expansion and telephone costs.  Mr. Sackett is 

proposing an adjustment to decrease Service Company Fees by $10,268 related to 

unsupported call center expansion costs and by $75,000 related to unsupported 

telephone costs.  The adjustments are allocated using percentages contained in the 

Company’s Excel workpaper titled “DGK 1.02 Illinois Master Source 11.xlsx” on rows 

217 through 235 of the “Allocated” tab for “Bus Support Serv-Service Co”.  These 

percentages were used by the Company to allocate business support services fees 

from the Service Company to the service areas.  The adjustments of $10,268 and 

$75,000 are multiplied by 76.65%, 16.11%, 5.14% and 2.10% for Zone 1, Chicago 

Metro Water, Pekin and Lincoln respectively. 

AWWSC should be held accountable for its choice of methodology that 

inadequately compensated itself (and ultimately its regulated affiliates) for the cost of 

the CCAP/SLAP.  Phone cost is just one area of the CCAP/SLAP and the method 

chosen for other services such as joint billing and training may also have been 

inadequate.37  This behavior demonstrates a clear need for the Commission to revisit 

the AIA between AWWSC and IAWC.  Thus, Staff recommends that the Commission 

                                                           
36

***BEGIN CONF*************************************************************************************************** 
**END CONF***. 
37

 IAWC has acknowledged that AWR recovers it charges from ratepayers on the utility bill in some 
service territories.  Additionally, they indicate that this will lead to increased phone activity. (IAWC 
response to Staff DR DAS 7.05d, Staff Ex. 15.0, Attachment F, p. 1) 
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open a proceeding within sixty days of the Order in this case, to review the AIA between 

AWWSC and IAWC to determine if it is in the still in the public interest as outlined 

below. 

b. Other Phone Charge Issue 

As noted above, the IAWC-AWWSC AIA allows AWWSC to provide services to 

unregulated affiliates as long as no costs associated with that service are charged to 

IAWC. 

AWWSC charges costs to its affiliates (both AWR38 and the regulated affiliates) 

based on the average cost-per-call times the number of calls. (IAWC response to Staff 

DR DAS 7.05m - Staff Ex. 15.0, Attachment F, p. 2)  This means that the service 

company is made whole but those affiliates that have shorter calls than average are 

subsidizing those affiliates that have longer calls.  Historically, those regulated affiliates 

that have participated in the CCAP/SLAP would have a statement read to all calls that 

came into the call center on the toll-free telephone lines.  Those calls that are 

transferred are still paid for by the transferring regulated affiliate. (IAWC response to 

Staff DR DAS 7.05m - Staff Ex. 15.0, Attachment F, p. 2)  AWWSC incurs the costs for 

those charges even when the ratepayer is talking to AWR. (IAWC response to Staff DR 

DAS 7.02b - Staff Ex. 15.0, Attachment J, p. 1)  These increased charges should have 

been allocated to those regulated affiliates that had agreed to allow the CCAP/SLAP to 

occur within their jurisdictions; however, the increased charges are spread equally 

across all affiliates.  Additionally, some regulated affiliates bill on behalf of AWR and, 

thus, their ratepayers will likely spend more time on the phone with AWWSC. (IAWC 

                                                           
38

 For AWR these charges are different from the CCAP/SLAP charges because the charges here are for 
the calls to AWR’s toll-free number. 
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response to Staff DR DAS 7.05d - Staff Ex. 15.0, Attachment F, p. 1)  Both of these 

circumstances likely make the duration of IAWC’s calls in the Customer Service Center 

(“CSC”) less than average.  Since IAWC refused to provide the actual average duration 

of calls for AWWSC as a whole (estimated at 7.5 minutes), a separate average duration 

for IAWC or any duration for AWR (again, beyond possession, custody and control)39 

(IAWC response to Staff DR DAS 7.02 - Staff Ex. 15.0, Attachment J, p. 2), it is not 

possible to calculate the amount of this effect on the proposed rates at this time.  

Although, a specific adjustment cannot be determined in this instance, this choice of 

method further illustrates that these cost-shifting issues should be reviewed in Staff’s 

recommended investigation to determine if any penalty is appropriate. 

E. Joint Facilities Expansion Adjustment 

Staff also recommends the Commission disallow $10,26840 for IAWC’s portion of 

costs related to AWR’s expansion of joint facilities with AWWSC. The adjustment is 

necessary because IAWC has not provided any proof that these costs do not include 

AWR expenses. (Staff Ex. 15.0, p. 34) 

As noted previously, AWR shares a joint facility in Alton that is leased from Alton 

Center Business Park (“ACBP”).  The sharing of these costs is governed by the AWR-

AWWSC MOU.41  Because AWR shares some of the costs of this facility, all costs 

associated with that facility that are not assigned or allocated to AWR remain in 

AWWSC’s pool and are allocated to other parties, including IAWC.  Staff recommends 

                                                           
39

 It is disingenuous to claim that AWR’s total duration on its toll-free line, which is charged to AWWSC 
and then allocated to AWR, would not be available. 
40

 This amount appears as $44,120 in testimony because it was based on an incorrect amount provided 
by IAWC witness Kerckhove.  He clarified that the correct amount should have been $10, 268. (IAWC Ex. 
5.00SR, p. 7) 
41

 Staff Ex. 7.0, Attachment C 
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that the Commission hold IAWC responsible for establishing that costs are not 

improperly included in the operating expenses in this case. (Staff Ex. 7.0, p. 16) 

There have been two expansions at Alton since the AWWSC Customer Service 

Center began its operations there in 2001.  Both expansions required one-time and 

ongoing upgrade costs.  The first expansion occurred in 2004 and was primarily to gain 

space to establish a call center for AWR. (See IAWC response and revised response to 

Staff DR DAS-5.07 – Staff Ex. 15.0, Attachment L)  The one-time costs of this 

expansion were paid for directly by AWR to ACBP; IAWC asked ACBP for a copy of this 

invoice and then provided it in discovery. (See IAWC response to Staff DR DAS-8.12a 

and attachment – Staff Ex. 15.0, Attachment I) (Staff Ex. 15.0, p. 32) Both parties paid 

increased rent based on the increased space each used. (See IAWC response and 

revised response to Staff DR DAS-5.07b and c – Staff Ex. 15.0, Attachment L, p. 2) 

The second expansion occurred in 2007 and was to provide space for both AWR 

and AWWSC. (See IAWC second revised response to Staff DR DGK-7.03 – Staff Ex. 

15.0, Attachment M) (Staff Ex. 15.0, pp. 31-32)  The one-time costs of this expansion 

were apparently paid for entirely by AWWSC to ACBP (See IAWC revised response to 

Staff DR DAS-9.01 – Staff Ex. 15.0, Attachment N) because, while AWWSC incurred 

$2.8 million which were capitalized in November 2007, AWR did not bear any portion of 

the one-time, incremental costs. (See IAWC response to Staff DR DAS-9.02b – Staff 

Ex. 15.0, Attachment B) (Staff Ex. 15.0, p. 32) 

While IAWC claims that AWR pays for its portion of the second expansion with 

an increase in rent (See IAWC response to Staff DR DAS-9.02b – Staff Ex. 15.0, 

Attachment B), this does not address the one-time costs needed to expand the facility.  
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(Staff Ex. 15.0, p. 32)  AWWSC faced both one time costs and increased rent for this 

expansion. (See IAWC response to Staff DR DGK-7.03 – Staff Ex. 15.0, Attachment M)  

In contrast, AWR also faced increased rent from the 2004 expansion and still paid the 

incremental portion of costs. (See IAWC response to Staff DR DAS-8.12a and 

attachment – Staff Ex. 15.0, Attachment I)  (Staff Ex. 15.0, p. 33) 

Although IAWC asked for and received documentation from ACBP for 2004 

expansion, IAWC did not provide any documentation of AWR costs for 2007. (See 

IAWC response to Staff DR DAS-9.02b – d – Staff Ex. 15.0, Attachment B)  In this 

context, one could rationally impute a negative inference that no such payment exists. 

(Staff Ex. 15.0, p. 33) 

Currently $10,268 from IAWC’s portion of the $2.8 million was capitalized with 

this expansion and has not fully depreciated and still remains in the test year. (IAWC 

Ex. 5.00SR, p. 7)  Since IAWC has not provided any proof that the costs included in this 

amount do not include some AWR costs in violation of Article 5.2 of the IAWC-AWWSC 

AIA, the full amount of this cost expense should be excluded in this case. (Staff Ex. 

15.0, p. 34) 

F. Recommendation for Investigation 

In addition to AWWSC’s disregard for the parameters of its various agreements, 

IAWC is also responsible for its complicit role in not challenging these costs.  The 

president of the company, IAWC witness Ms. Teasley testified in her direct testimony 

that she reviewed the proposed budget from AWWSC to IAWC each year.  “I review the 

proposed budget and must approve the expenditures before they can take effect.” 

(IAWC Ex. 1.00 (Rev.), p. 31) 
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Conversely, when Ms. Teasley was asked by Staff at the hearing if she reviewed 

the service company budget; she claimed that she had not reviewed the entire AWWSC 

budget; she later admitted that she had only reviewed the portion of the AWWSC 

budget that was charged to IAWC.42 (Tr. (May 15, 2012), at 65)  This contradicts her 

statement from her direct testimony that she reviewed the AWWSC budget. 

The Service Company budget is also approved annually by the Service 
Company Board of Directors and the American Water Board of Directors. 
Board membership for the Service Company is comprised of State 
Presidents among others, including myself, who serve on the Service 
Company Board of Directors on an annual rotational basis. I currently serve 
on the Service Company Board of Directors, and as such have additional 
review and approval capability over the Service Company budget in that 
role. 
 
(IAWC Ex. 1.00 (Rev.), p. 32, emphasis added) 
 
It seems Ms. Teasley has the right to review that entire Service Company budget 

but failed to exercise that right.  In order to ensure that the costs did not include 

improper and illegal charges, the entire budget should have been reviewed and 

questions should have been raised regarding the charges and allocations to IAWC and 

other affiliates under these agreements. 

Ms. Teasley also failed to review either agreement between AWR and AWWSC 

that would have at least made her aware of the potential for costs to be passed on from 

AWR via AWWSC.43  Therefore, Ms. Teasley has testified about the reasonableness of 

these AWWSC charges (IAWC Ex. 1.00R, p 12) without reviewing all the facts. (Staff 

Ex. 15.0, p. 34-35)  Regardless of how strict or comprehensive her review, costs 

associated with AWR did get passed on to IAWC and are reflected in current rates.  

                                                           
42

 She further qualified her statement that her review of the test year budget in the last rate case, Docket 
No. 09-0319, was at a “high level”. (Tr. (May 15, 2012), at 65) 
43

 IAWC Response to Staff DR DAS-8.11(m)-(o) – Staff Ex. 15.0 Attachment O. 
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These costs are also included in the test year that IAWC has proposed.  In a manner 

similar to actions discussed in the order in Docket Nos. 11-0280/1 referenced above, 

IAWC subsidizes its affiliate, AWR by AWWSC’s inadequate charges to AWR.   

Furthermore, IAWC and AWWSC’s actions justify greater scrutiny in light of their 

joint role in this matter.  Thus, Staff recommends that the Commission open a 

proceeding within sixty days of the Order in this case, to review the AIA between 

AWWSC and IAWC to determine if it is in the still in the public interest given the 

disregard of compliance by both parties to that agreement.  Staff also recommends that 

the Company be ordered to make the necessary showing that they are in compliance 

with the terms of the AIA.  

G. Non-Cost Issues 

In addition to the various issues involving the inappropriate shifting of costs in 

this rate case set forth above, there are several other issues that pertain specifically to 

the provision of services directly or indirectly by IAWC for AWR for which Commission 

approval has not been granted.  When the Commission originally approved the IAWC – 

AWWSC AIA in Docket No. 88-0303, it did not include the provision of any services by 

IAWC for AWWSC.  In Docket No. 02-0517, the Commission specifically declined to 

allow IAWC to provide any services directly or indirectly to AWR. (Order on Reopening, 

Docket No. 02-0517, September 16, 2003, p. 16)  Despite these facts, Staff believes 

that IAWC has provided services for AWR as outlined below. 

H. Referrals 

AWWSC Customer Services Representatives (“CSRs”) refer IAWC ratepayers 

that call into the Customer Service Center on IAWC’s toll-free number and ask for 
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information about warranty products to AWR.  These calls are billed to IAWC.  Mr. 

Sackett’s recommendation included the prohibition of all referrals.44 (Staff Ex. 15.0, pp, 

3 and 39) 

These referrals lead to a situation in which IAWC ratepayers call IAWC regarding 

AWR products because IAWC and AWR have failed to clarify that AWR products are 

not IAWC products.  AWR shares the same star logo that IAWC uses on its webpage 

and bill to market AWR products.  At no time do AWWSC CSRs clarify the regulated 

status of AWR.  Correcting such a misperception is ultimately in the best interest of the 

ratepayer.   

While it may be in AWW’s corporate best interest that ratepayers are left in the 

dark about its affiliate relationship with AWR by simply transferring the unsuspecting 

ratepayer to “another department,” it is not in that ratepayer’s best interest (nor is it in 

the public interest).   

I. Emergency Service Orders 

In Docket No. 02-0517, IAWC requested permission to assist AWR with its duty 

to verify responsibility for service of water leaks under WLPP.  As noted previously, the 

Commission declined to allow this or any other support of AWR and WLPP.   

Staff witness Sackett provided testimony that claimed that the AWWSC CSR 

training manual indicates that Emergency Service Orders (“ESO”) are reported for those 

                                                           
44

 Staff witness Sackett defined his usage of the term “refer” and distinguished it from the term “transfer” 
to mean a physical action conducted within a phone system; he used the terms “refer” and referral” more 
broadly to mean any method of getting ratepayers connected with AWR.”   “Ratepayers can call IAWC’s 
toll-free number and end up talking directly to AWR, be provided with a toll-free number to AWR, or be 
given the AWR website address. (Staff Ex. 7.0, Confidential Attachment D - IAWC response to Staff DR 
DAS-3.03 Confidential Attachment D, p. 23-23 (Staff Ex. 15.0, p. 22)   
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ratepayers who have WLPP. (Staff Ex. 7.0, p. 13 and Confidential Attachment D)  The 

AWWSC CSC training manual that clearly states: ***BEGIN CONF************************ 

**************************************************************************************************** 

END CONF*** (Staff Ex. 7.0, pp. 23-24)45 

It appears to Staff that the utility technician is the one who makes this 

determination.  However, it is possible that the report from IAWC technician is used by 

the Field Resource Coordination Center (“FRCC”) to communicate with AWR.  The 

FRCC has no procedure manuals to verify any of this. (See IAWC response to Staff DR 

DAS-8.03d – Staff Ex. 15.0, Attachment K)  Either way, it is a service to AWR that is 

provided pursuant to utility business. 

The fact that this so-called “customer convenience” could theoretically apply to 

another warranty provider does not in any way keep it from being an “assistance” to 

AWR.  The only conclusion that is consistent with this evidence is that WLPP ESO’s 

send the utility technician out to determine if the repair is AWR’s responsibility. (Staff 

Ex. 15.0, p. 30) 

The IAWC technician (or the FRCC) makes this determination of responsibility at 

no cost to AWR.  Apart from IAWC, AWR must dispatch its own technician to determine 

if the leak is covered by WLPP.46  This is clearly a service to AWR as they do not have 

to dispatch a technician to determine if it is AWR’s responsibility. (Id.) 

                                                           
45

 An identical definition is included in appendix to this training manual. (IAWC response to Staff DR DAS-
3.03 Confidential Attachment, p. 35) 
46

 WLPP has no fee for the report of a leak. (Staff Ex. 7.0, Attachment E) 
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J. Customer Information 

The record is unclear whether ratepayer information is passed directly or 

indirectly from IAWC or AWWSC to AWR.  

IAWC asked for permission to pass its customer lists to AWR in Docket No. 02-

0517.  The Commission refused to allow any assistance.  Staff recommends that the 

Commission order IAWC to demonstrate that it has not violated the Commission 

decision to disallow this assistance.  Since AWWSC bills and provides customer service 

to IAWC ratepayers, they could pass that information along directly or indirectly to AWR.  

The fact of the matter is that AWR may still end up with that information.  Thus, 

provision of customer information indirectly from IAWC to AWR via any affiliate is a 

potential violation of Section 7-101 of the Act. (Staff Ex. 15.0, pp. 38-39) 

AWW has a privacy policy that addresses the value of information to AWW.  This 

policy clearly delineates that information is not to be passed outside of AWW and that is 

only to be used for “legitimate business needs.”  It is quite possible that this allows AWR 

to access “valuable” ratepayer information for “legitimate business needs.” (Id., p. 37) 

Staff witness Sackett asked IAWC to provide information from AWRs training, 

practices and procedures manuals to show that do not receive this information from any 

source.  IAWC refused to provide this information because it believes the information 

was not relevant to the proceeding. (See IAWC response to Staff DR DAS-4.07 – Staff 

Ex. 15.0, Attachment A) (Staff Ex. 15.0, p. 38) 

In a manner similar to the order in Docket No. 11-0046 referenced above, there 

is evidence here that IAWC is subsidizing AWR because the value the services that 

AWR is receiving from IAWC (which is positive) is greater than the amount paid for 
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those services (which is nothing).  Thus, the Commission should thoroughly investigate 

these allegations in the Staff recommended proceeding and order AWWSC and IAWC 

to stop providing these services, until and if they receive Commission approval. 

K. Conclusions and Recommendations 

Because AWWSC utilized allocation methodology that did not adequately charge 

AWR for its phone costs, Staff recommends a reduction in operating expenses of 

$******* for IAWC. 

In addition, because IAWC has failed to justify the costs paid by AWR for the 

2007 joint facility expansion at Alton, Illinois, Staff also recommends that the 

Commission reduce the depreciation expense by $10,268 in this case.  

Staff recommends that the Commission order that IAWC prohibit AWWSC from 

referring IAWC’s ratepayers to any affiliate providing non-regulated services.  

Staff recommends that the Commission prohibit AWWSC and IAWC from making 

determinations for any affiliate regarding leak repair responsibility. 

Staff also recommends the Commission open a proceeding to investigate 

whether IAWC violated Section 7-101 of the Act by providing services to AWR, via 

AWWSC, without authorization from the Commission.  Furthermore, Staff recommends 

that the Commission consider whether imposing penalties on IAWC would be 

appropriate if it is found to be in violation of Section 7-101 of the Act.  Additionally, given 

IAWC’s failure to provide information regarding this matter in this case, which has 

deprived the Commission of a complete record, Staff recommends that that the 

Commission direct the investigation to include whether the IAWC-AWWSC AIA is still in 

the public interest. 
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Last, Staff recommends that the Commission order IAWC to demonstrate that 

AWR does not enjoy access to ratepayer information. 

IX. CONCLUSION 

For the reasons set forth above, Staff respectfully requests that the 

Commission’s Final Order in the instant proceeding incorporate Staff’s modifications to 

the Company’s proposed general increase in water and sewer rates as reflected in 

Appendix A attached hereto.      
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