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 The People of the State of Illinois, by LISA MADIGAN, Attorney General of the State of 

Illinois (the “People,” or “AG”), pursuant to the Commission’s rules, 83 Ill. Admin. Code 

200.800, file their Reply Brief as follows.  As demonstrated in the People’s Initial Brief, the 

Commission should reduce the requested increase to eliminate charges that are inconsistent with 

the Water Services Agreement in place between IAWC and its affiliated Water Services 

Company, and remove other unjustified and unreasonable charges.     

I. IAWC HAS NOT JUSTIFIED ITS REQUEST TO ADD ALL BUSINESS 

TRANSFORMATION COSTS TO RATE BASE AND EARN A RETURN ON 

THEM. 

A. The Company And Staff Ignore That The Commission Approved Water 

Service Company Agreement Does Not Authorize IAWC To Charge 

Consumers A Rate Base Return On Service Company Expenditures. 

 IAWC uses an affiliated Services Company for a substantial portion of its operations, 

including human resources, finance and accounting, supply chain and procurement management, 

and customer service and billing.  IAWC Ex. 4.00 at 8.  These are the same functions for which 

the “Business Transformation” or “BT” project is designed.  IAWC Ini. Br. at 9.  IAWC asserted 

in its Initial Brief that the BT costs are incurred by the Service Company and charged to IAWC 

at the Service Company’s cost, “[c]onsistent with the Service Company Agreement.”  Id. at 12.  

The key question before the Commission is whether the Service Company Agreement approved 

by the Commission allows IAWC to charge consumers a rate base return on costs that it pays its 

Service Company “at cost.”   

   The Service Company Agreement provides that IAWC will pay the Service Company’s 

costs.   AG Cross Ex. 3.  Neither the Commission’s order approving the Agreement nor the 

Agreement itself suggest that IAWC can enlarge its rate base, and charge consumers a fully 

weighted average cost of capital on what are Service Company expenses.  IAWC has 

emphasized how it pays the Service Company at cost, with no profit.  See IAWC Ex. 4.00 at 8.  
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It is inconsistent with this assertion, with the Service Company Agreement, and with the 

Commission Order in Docket 06-0594 to now attempt to add those very same Service Company 

charges to rate base, and require consumers to pay a profit on those charges.   Essentially, IAWC 

is asking consumers to pay a profit on Service Company services. 

 As demonstrated in AG Cross Exhibits 19 and 20, IAWC seeks to include, among other 

things, O&M costs in rate base as BT costs.  IAWC asserts that it “made the determination to 

capitalize” BT costs, IAWC Ini. Br. at 9, but IAWC witness Kerckhove candidly testified that it 

is up to the Commission to accept or reject the Company’s approach.  Tr. at 430.   IAWC has not 

met its burden to justify treating costs that have been characterized as O&M and software 

development in internal documents as rate base, and the nature of the costs at issue make rate 

base treatment inappropriate.  As shown in AG Cross Exhibit 24, the FASB’s Statement of 

Position 98-1 regarding the Accounting for the Costs of Computer Software Developed or 

Obtained for Internal Use, categorizes only $196.7 million of $262.2 million in BT software 

related costs as costs to be capitalized (it excluded $18.2 million in hardware costs and $20.2 

million in AFUDC).   Yet, IAWC has been allocated 9.6% of the total BT cost of $300 million, 

without any set-off for items that would be treated as expenses under SOP 98-1.  The 

Commission should not allow IAWC to increase its profit by including Service Company BT 

costs in rate base, particularly when a significant portion of those costs would ordinarily be 

viewed as expenses. 

B. The lack of a reasonable level of savings in the test year casts doubt on 

whether the business transformation systems are used and useful in the test 

year. 

 While IAWC asserts that the BT systems are “used and useful” in the test year, IAWC 

also challenges whether there are any measurable savings resulting from the BT systems.  IAWC 

Ini. Br. at 17-18.  In addition, in its Initial Brief, it redefines benefits to mean avoided costs, 
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without any citation to testimony to support this very important distinction.  Id. at 18.  It is not 

reasonable to believe that BT systems will produce no savings for IAWC once they are put into 

place, and the Commission should decline to find these systems used and useful if they are not in 

operation and making IAWC’s operations more efficient. 

 In a recent California Public Utilities Commission Order addressing IAWC’s affiliate 

California American Water Company (“Cal-Am”), the CPUC allowed recovery of BT costs, and 

directed that expenses be reduced to reflect anticipated efficiencies.  The CPUC imputed savings 

of $111,066 as an expense offset to the rate base associated with the Enterprise Resource 

Planning, and savings of $998,037 and $1,777,056, attributable to 2013 and 2014 Enterprise 

Resource Planning operations. It also included the savings of $873,996, as an expense offset 

associated with the Customer Information Systems.  California-American Water Co., 

Application No. 10-07-007 & 11-09-016, Order at 95 (June 7, 2012), available at 

http://docs.cpuc.ca.gov/WORD_PDF/FINAL_DECISION/168807.PDF. 

 In this docket, if the Illinois Commission allows IAWC to include BT costs in rate base, 

it should recognize savings associated with the project as shown on AG Exhibit 2.2, Schedule C-

8.    Otherwise the risks associated with the project will be shifted to consumers, who will be 

asked to pay the BT development costs (plus a profit) and continue to pay expenses at pre-BT 

levels. 

C. The Commission Should Exclude Business Transformation Costs From Rate 

Base Due To IAWC’s Failure To Correctly And Fairly Account For Business 

Transformation Costs. 

 IAWC argues that its IT systems need to be replaced and that the BT systems address this 

need.  While it may be true that IAWC’s systems require upgrading, the question before the 

Commission is whether IAWC has correctly and fairly accounted for the BT costs in its revenue 

http://docs.cpuc.ca.gov/WORD_PDF/FINAL_DECISION/168807.PDF


4 

 

requirement.  IAWC bears the burden to prove that its approach – to charge consumers a rate 

base profit on an allocated portion of Service Company costs that include O&M, costs that are 

categorized as expense by the FASB SOP 98-1, a de minimus allocation to non-regulated 

entities,
1
 and are essentially Service Company costs that are supposed to be provided “at cost” 

with “no profit” – is fair, just, and reasonable.   The rate base treatment IAWC requests should 

be rejected as not supported by the record. 

 IAWC’s failure to propose a reasonable and appropriate treatment of BT costs does not 

shift the burden to other parties to offer a more reasonable approach in order to assure IAWC 

recovery.  BT costs are essentially Service Company expenses and they should be treated like 

other expenses associated with providing service under the Service Company Agreement, after 

appropriate allocation is made to non-regulated entities. 

II. IAWC HAS NOT JUSTIFIED CHARGING RATEPAYERS A RETURN ON ITS 

PENSION CONTRIBUTION, WHICH IS AN ORDINARY OPERATING 

EXPENSE. 

 IAWC argues that a “pension asset” in the amount of $9,575,288 should be added to rate 

base, and that consumers should pay a return on its pension contribution because “[w]hen the 

FAS 87 expense amount collected from ratepayers exceeds the contribution amounts, the 

Commission consistently approves a reduction in rate base reflecting the difference.”  IAWC Ini. 

Br. at 19.  IAWC neglects to discuss the clear rationale for this adjustment:  when ratepayers 

provide excess funds that can be used to fund the utility’s operations, there is no need to charge 

those same ratepayers a return.  The Company can charge consumers a return on rate base 

                                                 
1
  IAWC chides AG witness Smith for arguing that there was “no allocation” to American Water’s non-regulated 

entities, and then correcting his testimony to refer to a “minimal” allocation.  IAWC Ini. Br. at 15.  There can be 

little doubt that an allocation of less than 1% of costs to entities that make up about 12% of American Water’s 

revenues and employees is “minimal” if not de minimus.   See People’s Initial Brief at 9.  It is worth noting that the 

non-regulated entities are cumulatively larger than IAWC, which has been allocated 9.6% of the BT costs. 
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investment when it is funded by investors – either shareholders or creditors, but not when it is 

funded by ratepayers.  This is a fundamental regulatory principle. 

 By contrast, IAWC argues that if its pension contribution is more than its pension 

expense recognized for ratemaking purposes, it should be able to include the difference in rate 

base and charge consumers a return on the difference.   IAWC Ini. Br. at 20-21.  First, there is no 

connection between the pension contribution and investment in IAWC’s rate base.  IAWC 

cannot transform an employee related expense, i.e. the pension contribution, into an addition to 

rate base by paying more for that expense than was included in rates in its last case.  Second, this 

approach has the potential to inflate rate base whenever an expense paid by the utility exceeds 

the approved test year level.  As IAWC witness Rungren testified, funding for costs that exceed 

test year levels is supplied in the form of “foregone earnings.”  IAWC Ex. 6.00R at 26.  This 

could be said of any expense that exceeds the test year amount, and demonstrates the regulatory 

principle that regulation provides a utility with the opportunity, but not the guarantee, of earnings 

and profits.  Foregone earnings are simply profits that were not paid out because they were 

required for other purposes.  This is the risk shareholders take when they contribute equity rather 

than provide a loan, and the higher return on equity reflects this risk. The Commission should 

reject the requested accounting sleight of hand as without any basis in fact or regulatory theory. 

 The Commission should reject IAWC’s request for a return on “pension asset” because it 

is undisputed that IAWC participates in its parent’s defined benefit pension plan, and that the 

American Water Works Company’s plan has an unfunded liability of $421 million as of 

December 31, 2011.  AG Ex. 4.0 at 24.  Although IAWC claims that this substantial liability 

“simply is not relevant,” IAWC Ini. Br. at 23, it goes without saying that a liability is the 

opposite of an asset.    Ultimately, a net pension liability – representing an underfunded pension 
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–  cannot be transformed into a rate base asset by asserting that there is a difference between 

what the Company includes in its test year and what it paid in years past.  A liability is an 

amount owed – not an amount invested, and there is no justification for providing IAWC 

shareholders a profit on a net liability. 

 The Commission should reject IAWC’s request to transform a net pension liability into a 

rate base asset. 

III. CASH WORKING CAPITAL SHOULD BE REDUCED TO REFLECT A MORE 

REASONABLE COLLECTION LAG AND TO ELIMINATE THE EFFECT OF 

PREPAYMENT TO THE SERVICE COMPANY. 

A.  Neither IAWC Nor Staff Has Justified The Use Of The Uncollectible Lag To          

Increase The Collection Lag Beyond 21 Days. 

 

IAWC’s cash working capital adjustment include a collection lag ranging from 23.53 to 

47.05 days, on average.  IAWC Initial Brief at 28-29.  The real world implication of these 

numbers is that on average, the Company receives payments late from its customers, who 

ordinarily have 21 days to make their payments. The collection lag the Company proposes is 

excessive due to the inclusion of uncollectible accounts in the accounts receivable balance. AG 

Ex. 4.0 at 16.  By definition, the Company does not collect cash from uncollectible accounts. The 

uncollectible lag should not be included in the receivables lag because, at a minimum, IAWC 

collects revenue to cover its test year uncollectible expense as part of its revenue requirement.  

IAWC Ex. 7.00 at 20 & IAWC Sch. C-16.  It receives this revenue on a regular basis irrespective 

of the timing of its uncollectible accounts. 

The purpose of a collection lag is to reflect the timing of cash collected. As such, the 

uncollectible accounts should be removed when determining an appropriate collection lag. This 

would result in the calculation of a collection lag for accounts that are actually collectible and 

paid.  
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In ICC Docket 09-0319, the Company’s cash working capital analysis had assumed a 

collection lag that ranged from 30.62 to 24.09 days. ICC Docket 09-0319, Order at 6;  IIWC Ex. 

1.0 at 69. The IIWC argued that the Company’s study unreasonably assumed that on average, 

customers paid their bills late, and that there already existed a 1.5% late fee to allow the 

Company to recover late payment costs.  The IIWC recommended that 21 days be used for the 

collection lag to recognize that on average, customers pay their bills on time.   The Commission 

agreed with IIWC and in Docket 09-0319 ordered a 21-day collection lag instead of the longer 

lag which IAWC used in its study. Order at 17.   

This same 21-day collection lag should apply to IAWC’s cash working capital analysis in 

this docket.  IAWC explained the excessive collection lag in its last rate case by claiming that 

there was a significant portion of the late payments by state government agencies and other state 

governmental agencies.  ICC Docket 09-0319, Order at 13. However, the Commission rejected 

the extensive lag, and agreed with IIWC’s analysis that the Company overstated the collection 

lag.  The Commission effectively agreed with IIWC and the AG that uncollectibles should not be 

included in the collection lag when it stated that the IIWC and AG concern over the treatment of 

uncollectibles had been addressed by IAWC removing the impact of the uncollectibles. Id. at 18.  

The Commission found that it was appropriate and reasonable to use the IIWC recommended 21 

day collection lag for the Company’s cash working capital calculation. Id.  at 17.  

The Commission should modify the Company’s lead lag study to remove the effect of 

uncollectibles, which result in a collection lag of greater than 21 days. This change reduces rate 

base for the total company by $2,768,000 as shown on AG Ex. 2.2, Sch. B-4, line 2 “Revenue 

Collection Lag Adjustment.” 
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B. Increasing IAWC’s Rate Base And Cash Working Capital Cost Due To The 

Prepayment Of Service Company Costs Is Not Required By The Service 

Company Agreement And Is Unfair To Consumers. 

 

IAWC and Staff both claim that the Commission-approved Service Company agreement 

requires prepayment of Service Company fees. IAWC Initial Brief at 31; Staff Initial Brief at 18. 

However, this is not the case. The Service Agreement states that the Service Company will 

render a bill “as soon as practicable after the last day of each month… for all amounts due from 

Water Company for services and expenses for such month plus an amount equal to the estimated 

cost of such services and expenses for the current month.” AG Cross Exhibit 3 at 11. This 

language does not require prepayment. The Service Agreement is more ambiguous in what it 

requires. In particular, terms such as “as soon as practicable” and “within a reasonable amount of 

time,” there is no clear requirement of prepayment. Id.  

In addition to not requiring prepayment, the Service Agreement provides for interest on 

working capital in general overhead. AG Cross Exhibit 3 at 11. By persisting with prepayment 

when a) it is not required; and b) there is an alternative where interest on working capital is 

included in general overhead, IAWC is unreasonably increasing rate base.  Under the Service 

Company Agreement, the Service Company is allowed to add interest on working capital, which 

should be limited to the short term interest rate because this is a month-to-month expense and 

only a portion of the charge is paid past the date when the services are performed.  Instead of 

complying with the express terms of the Service Company Agreement to include “interest on 

working capital” in overhead (AG Cross Ex. 3 at 11),  IAWC uses the agreement with its affiliate 

company to unreasonably collect a rate base return which includes an expensive return on 

common equity.  IAWC requests a 10.38% return on equity as well as a short term debt rate of 

0.76%.  IAWC Ini. Br. at 96.  The Commission should not let IAWC profit from its claimed 
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prepayment of Service Company costs when the interest on working capital provided for in the 

Service Company Agreement would result in a much lower, short term collection lag. 

The Commission should modify the Company’s lead lag study to reflect this more 

reasonable and fair treatment of IAWC’s payment to its affiliated Service Company and to avoid 

requiring ratepayers to first pre-pay IAWC’s affiliate and then pay a return on the cash used to 

pre-pay the affiliate. This change reduces rate base for the total company by $1,242,000 as 

shown on AG Ex. 2.2, Sch. B-4, line 3, “Affiliate billing lag adjustment.” 

IV. IAWC’S REQUEST TO CHARGE CONSUMERS A RETURN ON FIN 48 FUNDS 

IS BASED ON AN ERRONEOUS REPRESENTATION OF THE FIN 48 

STANDARD AND IGNORES THAT THE FIN 48 FUNDS ARE NOT PROVIDED 

BY INVESTORS. 

 IAWC concedes, as it must, that as a result of taking a “FIN 48” deduction, the 

government effectively provides a “loan” for the amount of tax benefit and the Company has 

more cash to fund its operations.  IAWC Ini. Br. at 42-43.  However, IAWC erroneously argues 

that FIN 48 authorizes a deduction or other tax treatment if “it is ‘more likely than not’ that the 

deduction will be disallowed.”  Id.  IAWC’s view would apply FIN 48 as a mechanism to avoid 

taxes that are more likely than not due.  IAWC’s view turns the language of FIN 48 on its head.  

 FIN 48 discusses what tax positions should be recognized in financial reporting as 

follows: 

6.  An enterprise shall initially recognize the financial statement effects of a tax 

position when it is more likely than not, based on the technical merits, that 

the position will be sustained upon examination.  As used in this Interpretation, 

the term more likely than not means a likelihood of more than 50 percent; the 

terms examined and upon examination also include resolution of the related 

appeals or litigations processes, if any.  The more-likely-than-not recognition 

threshold is a positive assertion that an enterprise believes it is entitled to the 

economic benefits associated with a tax position.  The determination of whether 

or not a tax position has met the more-likely-than-not recognition threshold shall 

consider the facts, circumstances and information available at the reporting date. 
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Financial Accounting Series, FASB Interpretation No. 48, Accounting for Uncertainty in Income 

Taxes,  Para. 6 (June 2006)(bold added, italics in original).  Thus, FIN 48 indicates that a sum 

shall be identified as uncertain and taken as a tax position if it is more likely than not that the 

deduction will be sustained – not that it will be rejected.  IAWC’s position is contradicted by the 

language of FIN 48 itself and would encourage companies to take tax positions that they believe 

are unlikely to be sustained.  This is not what FIN 48 provides, and it would be very poor public 

policy. 

 IAWC essentially argues that the Commission should provide it with an incentive to take 

uncertain tax positions that are unlikely to be sustained by allowing it a rate base return on FIN 

48 amounts.  IAWC Ini. Br. at 39.  First, it is a fundamental principle of ratemaking that utilities 

do not receive a return on non-investor funds.  To the extent that taking a FIN 48 position creates 

a pool of money that can be used to fund the utility’s operations, it is improper to expect 

consumers to pay a return on these non-investor supplied funds.   Second, if ratepayers are 

required to pay a return on non-investor supplied funds, shareholders will receive a profit on 

more money than either shareholders or creditors have provided
2
 creating a windfall profit for 

them.  Third, the Commission should reject IAWC’s invitation to create an incentive to take tax 

positions that are not justified.   FIN 48 does not encourage taking tax positions that are likely to 

be rejected, and the Commission should not give the utility a return on non-investor supplied 

funds pending resolution of the “uncertainty” in order to encourage it to take tax positions that 

                                                 
2
 As the West Virginia PUC recently observed on this issue:  “If the IRS does not disallow the amount estimated by 

the Company, customers would not receive the benefit of the deferred tax credits between now and first rate case 

after tax returns are no longer subject to IRS review and adjustments. WVAWC proposed no mechanism to protect 

customers if the FIN 48 reserve proved to be too high and, in such case, to compensate customers for the added 

revenue requirements on excessive rate base they would be paying while awaiting the IRS closing of the tax return 

review period. WVAWC could have proposed a more balanced true-up provision, but it did not. The WVAWC 

proposal is not acceptable.” Case No. 08-0900-W-42, Order at 35-36 (March 25, 2009)(available at:   
http://www.psc.state.wv.us/scripts/WebDocket/ViewDocument.cfm?CaseActivityID=262751. 
 

http://www.psc.state.wv.us/scripts/WebDocket/ViewDocument.cfm?CaseActivityID=262751
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are likely to be rejected.  Finally, the question of whether consumers should pay a return on tax 

related funds is not whether they are “interest free” but whether they are investor supplied.  As 

the Company recognized, the Staff has noted that if the tax position is reversed and the Company 

pays interest on the amount due, that cost can be reflected in the Company’s revenue 

requirement.   

 IAWC also argues that ratepayers benefit if the utility takes uncertain tax positions.  

IAWC Ini. Br. at 39.  It is certainly true that ratepayers benefit when the utility’s income tax 

expense in reduced.  In this docket, IAWC has failed to take several tax positions that would 

benefit consumers because it defers to the income tax interests of its parent company.  See 

People’s Ini. Br. at 37-42; IAWC Ini. Br. at 134.  Ultimately, the utility should take available, 

appropriate and sustainable tax positions, and should not need special incentives that violate 

basic ratemaking principles to reasonably and prudently manage its tax liability. 

 If the utility ultimately pays the FIN 48 amount, rate base will be adjusted at the next rate 

case and the interest expense related to the tax payment would be recognized.  However, this was 

not enough for IAWC’s witness Warren.  Tr. at 824.   IAWC wants consumers to pay 

a return on non-investor supplied funds that the utility uses pending IRS review of a FIN 48 

position. The Commission should reject both the notion that the utility needs an incentive to 

manage its tax positions, and that investors are entitled to additional funds from the public while 

it retains funds as a result of claiming a particular tax position. 

V. IAWC’S ARGUMENT IN SUPPORT OF INCLUDING UNAMORTIZED 

SERVICE COMPANY AUDIT COSTS IN RATE BASE IGNORES THE 

DIFFERENCE BETWEEN A MANAGEMENT AUDIT AND THE SERVICE 

COMPANY AUDIT ORDERED IN IAWC’S LAST RATE CASE. 

 IAWC argues that it should be allowed to include the unamortized balance of the $1.1 

million it claims in connection with the Northstar audit of IAWC’s affiliated Service Company 
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costs.  Section 8-102 of the Public Utilities Act authorizes the Commission to order a 

management audit of a public utility or any portion of its operations.  That section also provides: 

“The cost of an independent audit shall be borne initially by the utility, but shall be recovered as 

an expense through normal ratemaking procedures.”  220 ILCS 5/8-102.  IAWC seeks to spread 

$1.11 million over five years and include the unamortized balance in rate base. 

 The Northstar audit was obtained through competitive bidding and cost $392,000.  AG 

Ex. 2.2, Sch. C-4.  IAWC seeks to add $722,000 to the audit cost.  However, the statute only 

allows the recovery of the “cost of an independent audit.”  220 ILCS 5/8-102.  It does not 

provide for recovery of an additional utility cost that is 180% of the audit cost itself, nor does it 

authorize rate base treatment of such costs.  The statute specifically states that the audit “shall be 

recovered as an expense.”  In addition to the fact that IAWC seeks to recover an excessive 

amount above the cost of the audit itself, the statute does not contemplate charging consumers a 

rate base return or profit on audit expenses.    

 IAWC argues that the Commission has routinely permitted the inclusion of unamortized 

balance of management audit costs in the rate base. IAWC Ini. Br. at 45. The dockets cited by 

the Company represent instances where the Commission has found additional costs to have been 

prudently incurred. But in those dockets, which allowed recovery of costs which amounted to 3-

4% of the audit cost, demonstrate that the costs IAWC seeks to include in rates, which amount to 

184% of the audit cost, are disproportionate and are not prudent. These dockets do not support 

the Company’s position. 

In ICC Docket 90-0072, the utility was allowed to recover certain consulting and printing 

costs associated with a Commission ordered audit.  The Commission concluded that the 

requested $6,400 cost was prudent, and allowed the utility to add it to the cost of the audit itself, 
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which was $157,000. Central Ill. Pub. Svc. Co., Docket 90-0072, Section VI(C), 1990 WL 

10556141 (1990). The utility’s costs were 4.08% of the total audit cost. 

 In ICC Docket 90-0127, the size of the utility’s internal costs were similarly a small 

portion of the total audit cost.  The Commission found that the $26,294 claimed as additional 

costs related to the audit for rental space and attorneys fees had been prudently incurred. Central 

Ill. Light Co., Docket 90-0127, Section VI(G), 119 P.U.R.4th 356 (1991).  In that case the cost of 

the audit itself was $772,021, resulting in a ratio of internal costs to the audit cost of 3.406%. 

 Another docket cited by the Company in support of its position is ICC Docket 90-0128. 

There, the Commission found that the legal fees that Contel of Illinois, Inc. incurred were 

prudent, and allowed it to be included in the management audit costs. Re Contel of Ill., Docket 

90-0128, Section V(N),119 PUR 4th 284 (1991). However the legal fees in question were only 

$6,000. IAWC cites this to justify $722,000 in additional costs, of which $250,000 was used for 

outside counsel. Even taking into account the larger size of the audit in question, the expenses 

the Company seeks to justify are grossly disproportionate to those in Docket 90-0128. 

 The Company also cites ICC Docket 91-0010 where North Shore Gas Company 

successfully recovered $322,325 in incremental costs associated with implementing the auditor’s 

recommendations, where savings and efficiencies resulting from the audit recommendations 

were achieved.  In re North Shore Gas Co., Docket 91-0010, 1991 WL 643977 at 10-11 (1991). 

However, the costs that the Company seeks in this current proceeding are not costs from the 

implementation of the auditor’s recommendations. The costs are incidental to the audit itself.  It 

is hard to see how costs for outside counsel (estimated $250,000), outside audit consultant 

(estimated $211,000), and internal services (estimated $261,000) can be justified as incidental to 

the $392,000 audit.  Because the costs the Company seeks are not costs associated with the 
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implementation of the auditor’s recommendation, ICC Docket 91-0010 is not relevant and does 

not support the Company’s position. 

 While the Commission has found that costs of between 3% and 4% of the audit cost were 

reasonable in prior dockets, in this docket the costs that IAWC seeks to include in the rate base 

are not even of the same order of magnitude as the costs in the dockets cited. The Company 

seeks to add $722,000 in costs to the audit that cost $392,000. IAWC Ini. Br. at 45.  Costs of this 

magnitude have not been justified, and are inconsistent with the costs incurred by other utilities 

in connection with Commission ordered audits.  The Commission should reject this request as 

plainly out of proportion to the cost of the audit, to the costs incurred in the cases cited by 

IAWC, and as unreasonable and imprudent. 

 In addition to the fact that Section 8-102 does not authorize a rate base return on an 

independent audit expense, adding an unamortized balance to rate base is inconsistent with how 

rate case costs are treated.  This audit was required because IAWC failed to produce an 

acceptable study of Service Company costs in its last rate case.  ICC Docket 09-0319, Order at 

48 (April 13, 2010).   IAWC recovered the cost of the inadequate Service Company study it 

produced in its last rate case as part of its rate case expense.  Commission practice does not 

charge consumers a return on the unamortized balance of a rate case expense, and it is 

unreasonable to allow IAWC to charge consumers a return on the unamortized balance of the 

cost of an audit required because IAWC failed to meet a prior Commission directive.  Further, if 

the Company’s internal costs had not exceeded the cost of the independent management audit by 

more than 180%, the unamortized balance would be significantly smaller.  The Commission 

should not allow IAWC to use the audit as a way to add its internal, out-of-test year costs 

associated with the audit to rate base. 
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VI. IAWC’S PROJECTION OF REDUCED WATER USAGE OVERSTATES THE 

DECLINE IN USAGE AND SHOULD BE REPLACED BY THE PROJECTION 

OFFERED BY THE PEOPLE’S WITNESS. 

 IAWC’s test year usage levels to be used in determining customer rates show a reduction 

from the last test year.  Although the People’s witness Scott Rubin agreed that there has been a 

decline in overall water usage over the last several years, he demonstrated that the Company’s 

analysis overstates the decline because it excluded two of the six non-summer moths (i.e. 

November and December), contained too few data points (only eight), and masked regular 

variability from year-to-year by using annual averages.   AG Ex. 1.0 at 5. While IAWC argues 

that Mr. Rubin’s analysis constitutes “nit-picking” and “fails to see the forest for the trees 

(IAWC Ini. Br. at 50-51), it is clear that Mr. Rubin acknowledges overall declines in water usage 

(i.e. the forest).  His critique of IAWC’s methodology is precisely what an expert analyst should 

do to assure that the Company is not over-stating its case due to its economic interest in under-

projecting test year water use.
3
 

 IAWC charges that the People’s usage and revenue adjustment should be rejected 

because Mr. Rubin stated that it “appeared to be a less extreme result than that proposed by the 

Company.”  IAWC Ini. Br. at 51.  However, IAWC omitted the full explanation provided by Mr. 

Rubin, which is as follows: 

“Mr. Rubin recommended using the Company’s projected level of consumption and 

customer growth for the 2011-2012 period because it appeared to be a less extreme result 

than that proposed by the Company, in that it has consumption higher than 2010-2011 

in two rate areas and lower than 2010-2011 in the other two rate areas.” 

 

IAWC Ex. 8.01R at 1 (bold added).   Mr. Rubin’s analysis properly recognizes differences 

among IAWC’s rate areas.  For example, the number of people per household varies 

                                                 
3
  Per unit rates increase as usage projections decrease, all else equal. 
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considerably from district to district, ranging from 2.62 to 4.18, and averaging 3.01, and the 

number of people per household affects total household water usage.  AG Ex. 3.05.  In addition, 

in the pre-test year period ending September 30, 2012, IAWC projected more water usage for 

Chicago Metro and Pekin, contradicting its premise that water usage is steadily declining year-

over-year.  AG Ex. 1.0 at 10, 1.04, 1.05.  This shows the danger in applying general assumptions 

to disparate service areas, and also highlights that IAWC has under-projected overall water 

usage. 

 IAWC relies on various factors that it argues justify its declining usage projections.  It 

relies on the age of the housing stock, of which it asserts that 80% was built prior to 1990.  

Accepting that as true, it is unreasonable to expect that water fixtures have not been changed in 

these houses when the life expectancy of water fixtures is only 10-15 years.  AG Ex. 3.0 at 14.  

Further, IAWC ignores that in several of its service areas consumers’ usage is already 

approaching or even exceeding “efficient” usage levels calculated by IAWC witness Naumick.  

AG Ex. 3.0 at 15 & 3.06 (e.g. Alton, Cairo have exceeded efficient usage and Interurban exceeds 

it by only 7.1%).  These customers’ usage cannot be expected to continue to decrease in a linear 

fashion when they have already eliminated what IAWC witness Naumick considers inefficient 

usage. 

 The People request that the Commission use the usage figures calculated by People’s 

witness Scott Rubin.  Mr. Rubin’s projections are more accurate than the Company’s projections 

because he incorporated actual usage as well as the variations in circumstances among IAWC’s 

districts.  IAWC’s simplistic analysis that assumes a linear decrease in usage across all service 

areas will understate usage, resulting in unnecessarily high rates and more revenue than justified 

by the Commission approved revenue requirement.  
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VII. THE COMMISSION SHOULD EXCLUDE SFIO CHARGES AND 

UNREASONABLE AUDIT CHARGES FROM RATE CASE EXPENSE 

CHARGED TO CONSUMERS. 

A. The Commission should exclude the unjustified SFIO costs from the Rate Case 

Expense. 

Both Staff and the People, in their Initial Briefs, showed that IAWC’s request to include a 

payment to SFIO Consulting as a rate case expense should be disallowed because SFIO’s 

services are duplicative of those provided by IAWC or Service Company personnel and because 

SFIO has produced no tangible work product.  Staff Ini. Br. at 24; AG Ini. Br. at 34-5.  In its 

Initial Brief, IAWC presents a bare assertion that SFIO provides “different services than hired 

counsel and IAWC technical experts.”  IAWC Ini. Br. at 54 (emphasis in original).  However, 

the list of services that SFIO provides appears identical to the list of services for which IAWC 

hired rate case counsel.  Specifically, IAWC asserts that SFIO’s services are different because it 

“provides valuable insight into IAWC’s case preparation and prosecution,” provides “strategic 

analysis,” “prepares summaries and analyses of issues as they arise in the case,” and “acts as a 

sounding board.”  IAWC Ini. Br. at 54.  Curiously, IAWC admits the duplicative nature of 

SFIO’s services in its statement that “the Company’s experts also perform some of these tasks.”  

IAWC Ini. Br. at 54.   

IAWC attempts to draw a parallel between the work that SFIO performs and the work 

that Staff witness Mr. Ostrander and People’s witness Mr. Smith and his staff perform.  IAWC 

Ini. Br. at 55.  IAWC asserts that SFIO’s work is similar to Mr. Ostrander staying current on rate 

cases other than those assigned to him and Mr. Smith’s staff reviewing his testimony.  IAWC Ini. 

Br. at 55.  However, IAWC’s argument ignores critical distinctions:  Mr. Ostrander and Mr. 

Smith’s staff are not additional outside consultants hired at the expense of the ratepayers and the 
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review that they and their staffs provided is not being charged at consultant rates of  

CONFIDENTIAL…END CONFIDENTIAL per hour.
4
  The time that witnesses spend staying 

current with regulatory matters is background information that qualifies them as experts and 

helps prepare them to efficiently analyze issues and participate in regulatory proceedings.  It is 

unreasonable for IAWC ratepayers to compensate SFIO for staying current on regulatory 

matters, particularly when IAWC’s testifying witnesses are also be expected to stay current on 

ICC practice.  Although review of testimony and other Commission cases is important in a rate 

case, this function should be within the witnesses’ responsibility and expertise.  It should not 

require the hiring of an additional consultant.  Therefore, the charges for SFIO should be 

removed from rate case expense. 

IAWC also mischaracterizes Staff and the People’s arguments that SFIO has produced no 

tangible work product in this case.  First, IAWC asserts that SFIO invoices and contracts 

represent tangible work product.  IAWC Ini. Br. at 55. Second, IAWC asserts that requiring 

proof of tangible work product adds a non-existent requirement into the Public Utilities Act.  

IAWC Ini. Br. at 55.  Both of these assertions widely miss the mark.  The People argue for 

accountability on behalf of Illinois ratepayers.  It is as simple as that.  Invoices for work 

performed do not prove that the work was performed or that it was needed or reasonable; they 

simply prove that ratepayers are being charged for something. The People are not seeking to 

create a new requirement under the Public Utilities Act, but are simply holding IAWC 

accountable to demonstrate that the ratepayers are paying a just and reasonable rate for a rate 

case expense.  IAWC has not proven this.  Therefore, the Commission should not allow IAWC 

to recover the amount paid for SFIO services as rate case expense.            

                                                 
4
  The hourly rates for Mr. Smith’s staff, who generally perform these functions, ranges from $60-$65 per hour. 
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B. The Audit Costs IAWC Seeks To Include In Rates Are Disproportionate and 

Unreasonable and Should Be Disallowed. 

 IAWC seeks to charge consumers $1.114 million for a $392,000 audit.  On its face, this 

amount is unreasonable and should be rejected.  IAWC seeks to collect $211,000 for an auditor it 

retained, presumably to audit the Commission retained auditor.  It seeks to collect another 

$261,000 to pay for its own or its Service Company support staff to assist the auditors in doing 

their job.  These are outside the test year and should not be included in rates.  In addition, while 

the Commission has allowed recovery of reasonable audit related costs, the amount IAWC seeks 

to recover is excessive.  As discussed above at pages 12-13, in prior audit situations, utilities 

have sought to collect up to 4% of the audit costs for the utility internal costs:  IAWC asserts that 

its internal support costs equal 66% of the total audit costs; it wants consumers to pay for a 

second outside auditor that IAWC retained, for some unknown reason, at an amount that is more 

than 50% the cost of the independent auditor; and it wants consumers to pay attorneys’ fees as 

well without the benefit of any billing or time records.  Without the benefit of billing records or 

other statements of time and services, one is left to surmise what outside counsel did with the 

CONFIDENTIAL…………………… END CONFIDENTIAL in connection with the outside 

audit.  See IAWC Ex. 7.03 SR at 535 (Confidential).  $250,000 represents a lot of attorney time. 

 The People request that the Commission reject IAWC’s attempt to charge consumers for 

expenses incurred outside the test year for discretionary services that were either excessive or 

superfluous to the audit.  While the People do not object to including the $392,000 cost of the 

audit as an expense as authorized by Section 8-102 of the Act, the Commission should not 

charge consumers any other IAWC claimed costs. 
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VIII. IAWC HAS FAILED TO SHOW THAT CONSUMERS RECEIVE ANY BENEFIT 

FROM IAWC’S PARTICIPATION IN THE CONSOLIDATED TAX RETURN. 

A. Consumers Are Paying For A Larger Rate Base Due To IAWC’s 

Participation In AWWC’s Consolidated Tax Return and IAWC’s Failure To 

Take Bonus Depreciation In 2011. 

 There is no question about two things:   

 (1) IAWC has proposed rates that include a $19.2 million tax expense, calculated at a 

federal tax rate of 35%.  This represents IAWC’s tax liability on a “stand-alone” basis.  AG 

Cross Ex. 16 (IAWC Schedule C-5); IAWC Ex. 5.01SR page 1, Line 25 (total Company).  

  (2)  IAWC’s actual tax returns are produced on a consolidated basis, and the amount it 

actually pays in federal taxes is determined by the financial conditions of all of the entities 

participating in the consolidated return.  IAWC Ini. Br. at 134.   The consolidated federal income 

tax return “has not had any direct benefit on the utility’s books.”  AG Cross Ex. 16 (IAWC 

Schedule C-5)     

 The parties also agree that IAWC is entitled to take the 2011 bonus tax depreciation 

deduction but is not required to do so.  On a “stand-alone” basis, which is how taxes are 

calculated for ratemaking purposes, taking the 2011 bonus depreciation would result in a rate 

base deduction because the bonus depreciation would create a pool of non-investor capital to 

fund rate base.  See, e.g., IAWC Ex. 13.00R at 6 and AG Ex. 2.0 at 86.  IAWC declined to take 

this deduction, notwithstanding the resulting consumer benefit because its affiliated companies 

do not need the deduction due to a pre-existing, very large “consolidated net operating loss” 

carryforward.  IAWC Ini. Br. at 136.    

 IAWC argues that “there are no adverse rate consequences to IAWC” from declining the 

2011 bonus depreciation, and further, that it is not in the consolidated group’s interest to take the 

2011 bonus depreciation for IAWC “based on the potential adverse impact of the additional  
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deduction on the CNOL carryforwards.”  Id.  In other words, due to IAWC’s affiliation with 

other companies, it did not take advantage of a substantial tax break that could have reduced rate 

base and reduced the rates paid by Illinois consumers.  This is unfair to Illinois consumers who 

pay taxes based on a “stand-alone” tax calculation and is not reasonable. 

 The extent of the loss to consumers resulting from IAWC’s decision to defer to the needs 

of the consolidated group can be glimpsed by considering the fact that many other Illinois 

utilities have routinely taken the 2011 bonus tax depreciation, resulting in cumulative rate base 

adjustments of hundreds of millions of dollars.  As the Commission knows from other dockets  

involving 2011 bonus depreciation, this deduction substantially increases “accumulated deferred 

income taxes” (“ADIT”) by providing substantial non-investor supplied capital, reducing rate 

base accordingly.  AG Ex. 2.0 at 86.  Despite this obvious effect, the Company neither took this 

deduction or assessed its potential effect on IAWC and its customers.  Id.  

 Examples of Commission Orders that reduced rate base due to the 2011 bonus tax include 

the May 29, 2012 Order concerning Commonwealth Edison, where the Commission included a 

rate base deduction of $265,681,000 to reflect bonus depreciation for the 2011 calendar year.  

ICC Docket 11-0721, Order at 60 (issue not subject to rehearing).  Similarly, the Commission 

has regularly approved rate base and revenue adjustments to reflect the impact of bonus 

depreciation on ADIT liability.  This is true for Illinois’ other large water utility, Aqua Illinois 

Inc., ICC Docket No. 11-0436, Order at 4 (Feb. 16, 2012), as well as for other regulated utilities.  

Ameren Illinois Company, ICC Docket No. 11-0282, Order at 7 (Jan. 10, 2012); Peoples Gas / 

North Shore Gas Company, ICC Docket Nos. 11-0280 and 11-0281 (cons.), Order at 9 (Jan. 10, 

2012). 
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 Despite these routine, uncontested, and substantial rate base deductions resulting from 

bonus tax depreciation taken by other Illinois utilities, IAWC asserts that “there are no adverse 

rate consequences to IAWC” from rejecting 2011 bonus depreciation.  Unless IAWC is 

differentiating adverse rate effects on consumers from adverse rate effects on the Company,
5
 this 

assertion is plainly erroneous. 

 IAWC’s Initial Brief focuses exclusively on the effect of the consolidated tax return on 

IAWC – it does not address either the fact that its requested revenue level has consumers pay the  

Company $19.2 million in federal taxes, or that this level of taxes assumes a “stand-alone” tax 

calculation and that as a “stand-alone” enterprise, IAWC will have taxable income in the test 

year.  By focusing exclusively on the effect of the consolidated return on IAWC, the Company 

ignores the effect of decisions driven by its affiliates on its Illinois customers. 

 IAWC further argues that the People’s proposal to create a consolidated tax savings 

methodology “would introduce the possibility that IAWC’s revenue requirement would be 

changed due to the activities of out-of-state affiliates.”  IAWC Ini. Br. at 141.  Clearly that is 

already happening, to the detriment of consumers.  IAWC did not include the 2011 bonus 

depreciation deduction due to the financial interests of the consolidated group, and similarly, it 

did not calculate the Domestic Production Activities Deduction despite the fact that in the test 

year IAWC has taxable income, again due to consolidated tax considerations.  Consumers are 

already paying for increases in the revenue requirement due to the activities of out-of-state 

affiliates.  The Commission should adopt an approach to assure that this effect is even-handed 

and recognizes consumer as well as Company interests. 

                                                 
5
  IAWC witness Warren has argued that it is not in the Company’s interest to take a rate base deduction for FIN 48 

tax deductions because the return the Company would receive would be reduced if there is a rate base deduction, 

benefiting consumers.  It is unclear whether IAWC  
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 IAWC’s Initial Brief highlights the need for the Commission to adopt a methodology to 

capture consolidated tax benefits for consumers.  The People understand that “IAWC cannot opt 

out of the AWWC consolidated federal tax return,” IAWC Ini. Br. at 135, but also emphasize the 

IAWC’s rates are based on a stand-alone tax analysis.  AG Cross Ex. 16.  As a result of these 

two systems, deductions that would be available to IAWC on a stand-alone basis and that benefit 

Illinois consumers are not being taken because they may disadvantage IAWC’s affiliates in the 

consolidated return.  While IAWC argues that “a minority of jurisdictions” make a consolidated  

tax adjustment, the states with the largest American Water Works subsidiaries – Pennsylvania, 

New Jersey, Indiana
6
 – already have methods in place so that the tax advantages stemming from 

a consolidated tax return are shared with consumers.  Illinois should do the same. 

B. IAWC Has Failed To Justify Its Failure To Calculate The DPAD Deduction 

In Its Stand-alone Tax Liability For Ratemaking Purposes. 

 IAWC faults People’s witness Smith for not calculating the Domestic Production 

Activities Deduction that IAWC resists taking in calculating its stand-alone income tax liability.  

IAWC Ini. Br. at 139.  However, the calculation of this deduction should be ordered by the 

Commission so that it can fairly and accurately determine a reasonable level of income taxes for 

IAWC as a stand-alone company.   

 IAWC suggests that the DPAD is not available to IAWC because (1) the consolidated 

group does not have any taxable income and (2) IAWC witness Warren asserts that IAWC has 

no taxable income during the test year.  IAWC Ini. Br. at 140.  However, on a stand-alone basis, 

                                                 
6
   New Jersey and Pennsylvania are the first and second largest AWWC water utilities with $612 million and $515.5 

million in operating revenues respectively.  Illinois and Indiana have $242.6 million and $193.7 million in operating 

revenues.   Only Missouri has as many revenues as Illinois but does not have a consolidated tax adjustment.  The 

utilities in states with consolidated tax adjustments produce $1,321.3 million in operating revenues, and those 

without (including all of the companies too small to be listed) equal $805 million in operating revenues.  AG Ex. 

2.2, Sch. C-8, page 2.  See also, People’s Initial Brief at pages 41-42. 
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IAWC clearly has a taxable income, and consumers are being asked to supply more than $19 

million to cover its federal tax liability.  See IAWC Ex. 5.01SR, page 1, line 25.  Regardless of  

whether the consolidated group has taxable income, in the absence of a normalization 

requirement, IAWC could take advantage of the DPAD when calculating its stand-alone tax 

liability for ratemaking purposes.  The fact that the consolidated group will not use the associated 

tax benefit should not deprive consumers of the benefit.  This was the recent holding of the 

California Public Utilities Commission in California-American Water Co., Application No. 10-

07-007 & 11-09-016, Order at 44 (June 14, 2012)(“In this case, because Cal-Am’s tax position  

for ratemaking purposes resulted in income tax, it is reasonable to apply the DPAD to reduce the 

income tax obligation for ratemaking purposes.)  Available at:  

http://docs.cpuc.ca.gov/WORD_PDF/FINAL_DECISION/168807.PDF and discussed in the 

People’s Initial Brief at 37.   

 The People request that the Commission recognize that consumers pay IAWC an income 

tax based on a stand-alone tax calculation, and require IAWC to apply the DPAD and recalculate 

its tax liability for ratemaking purposes. 

IX. IAWC HAS FAILED TO JUSTIFY THE FLAWED RIDER RAC IT PROPOSES. 

IAWC argues that its Revenue Adjustment Clause (“RAC”) is necessary to ensure that 

the Company receives, and the customers provide, a specified revenue level despite a purported 

declining usage trend.  IAWC Brief at 107.  The People, in their Initial Brief, demonstrated that 

the proposed RAC is a flawed ratemaking device because it enables IAWC to impose customer 

surcharges without regard to the amount of water sold, ignores differences in production costs 

among service areas, customer classes, and usage levels, and is not financially necessary.  In 

addition, the People showed that the RAC violates established ratemaking principles and test-

year rules, constitutes single-issue ratemaking, and is distinguishable from other decoupling 

http://docs.cpuc.ca.gov/WORD_PDF/FINAL_DECISION/168807.PDF
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devices.  The People reassert these arguments and respond to the arguments presented in 

IAWC’s Initial Brief as follows. 

A. IAWC’s Proposed RAC is a Flawed Ratemaking Device 

IAWC’s arguments in support of its proposed RAC are rooted in flawed assumptions and 

ignore compelling evidence to the contrary presented by the People, Commission Staff, and other 

interveners.   First, the very purpose of the proposed RAC is contrary to the most basic principles 

of regultory ratemaking: that a utility is not guaranteed a certain revenue level.  Second, the 

proposed RAC does nothing more than shift costs across customer classes and improperly shift 

risk from shareholders to captive utility customers.   

A regulated utility is not guaranteed any return or profit level; rather, its ability to earn a 

return depends on how efficiently the utility manages its operations.
7
   The Company, in its 

Initial Brief, did not attempt to mask that the RAC is a revenue-guaranteeing device, describing 

the RAC as a vehicle to “ensure[] the Company receives, and customers supply, the level of 

required revenue approved by the Commission.”  IAWC Ini. Br. at 109.  As argued in the Initial 

Briefs of the People, Commission Staff, and other intervenors, the proposed RAC should be 

rejected.    

Initially, the People agree with the “Municipalities” that the Public Utilities Act (“PUA”) 

does not grant a utility a guarantee to earn their revenue requirement, the PUA merely gives a 

utility the opportunity to earn a fair return for serving the public.  Municipalities Ini. Br. at 2, 

citing Citizens Utilities Company of Illinois v. Illinois Commerce Com’n, 153 Ill. App. 3d 28, 30 

(3d Dist. 1987).  Along those lines, the purpose of regulation is to set fair, just, and reasonable 

prices for a captive base of customers for essential services, not to guarantee that the utility 

                                                 
7
 : See, e.g., “Challenges in the Water Industry: The Rate Approval Process,” White Paper, 

American Water (available at http://www.amwater.com/files/RateApprovalProcess012609.pdf, 

last accessed June 27, 2012).    

http://www.amwater.com/files/RateApprovalProcess012609.pdf
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receives a guaranteed stream of revenue.  AG Ini. Br. at 45, AG Ex. 3.0 at 8.    In its Initial Brief, 

IAWC reverses  this basic principle: that IAWC should be “ensured” that it receives a specified 

level of revenues without regard for the volume of water sold.   However, IAWC’s own data and 

the arguments do not support such a radical departure from ratemaking principles.  As discussed 

in greater detail below, in some years, despite selling more water than projected, IAWC collected 

less revenue than projected.  AG Ini. Br. at 46.  Therefore, these past shortfalls in revenue cannot 

be, as IAWC argues, the result of declining usage, declining customer numbers, or water 

conservation.  AG Brief at 46.   

Nonetheless, the Company persists in arguing that, under what it calls the “traditional 

ratemaking paradigm,” the Company “will only recover its costs if the level of water usage upon 

which its rates are premised is actually achieved.”   IAWC Brief at 107.   Despite making this 

argument, IAWC does not address data presented by AG witness Mr. Rubin that directly refutes 

the Company’s claims that projected revenues could not be achieved without selling a certain 

quantity of water.  In fact, Mr. Rubin’s analysis of Company-provided data proved that, in 2005 

and 2006, IAWC failed to reach its target revenue levels even though more water was sold than 

projected.  AG Ini. Br. at 46.  Moreover, despite IAWC’s claims that the proposed RAC is a 

“symmetrical” device, Mr. Rubin’s analysis of the years 2005 through 2010 revealed that, had 

the RAC been in place, ratepayers would not have seen a single refund in any of those years.  

AG Ini. Br. at 46.  This hard evidence, which IAWC did not discuss in its Initial Brief, directly 

refutes IAWC’s assertion that it “will only recover its costs if the level of water usage upon 

which its rates are premised is actually achieved.” IAWC Ini. Br. at 107.   The proposed RAC is 

based on faulty premises and should be rejected. 
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Finally, as argued in the People’s Initial Brief, the RAC simply shifts costs among 

customer classes and usage levels, further demonstrating that the proposed RAC is not designed 

to respond to usage changes, but only revenue changes. AG Ini. Br. at 47. The People also agree 

with intervenor IIWC that the proposed RAC simply shifts the risk from utility investors to the 

utility customers.  IIWC Ini. Br. at 30.  IIWC witness Mr. Collins testified that the RAC rider 

adjusts rates based only upon selected revenue and production expenses without considering 

other cost factors, and without traditional Commission review to determine the prudence of cost 

and revenue elements.  IIWC Ini. Br. at 30; IIWC/FEA Ex. 2.0 at 6.  Because investors no longer 

bear this portion of the risk, the Company has  “significantly reduced” the regulatory incentive to 

control costs.  IIWC Ini. Br. at 31; IIWC/FEA Ex. 2.0 at 9.  IAWC did not refute these 

arguments and it downplayed the notion that controlling costs or other factors within its control 

were important, if not vital, to ensuring a regulated utility meets its projected revenue.  Rather, 

IAWC, asserting that the “RAC only impacts revenues,” focused its argument on the novel 

notion that it is entitled to its Commission-sanctioned revenues and cited various factors outside 

its control as the impetus behind declining usage, and ultimately, its revenue shortfalls.  IAWC 

Ini. Br. at 115. 

IAWC argues that this decline in usage is due to certain factors outside of its control, in 

particular, efficiency standards, increased efficiency in plumbing and water-using appliances, 

and water conservation, and the assertion that it “can no longer anticipate increased water sales.”  

IAWC Brief at 107.  In addition to ignoring the effect of its repeated rate increases over the last 

six years, these assumptions about declining usage in no way merit a radical ratemaking device 

such as the proposed RAC.    The People concur with Staff witness Ms. Harden who testified that 

declining usage, variability in weather, and changes to the customer numbers are not new issues.  
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Staff Ex. 5.0 at 10.  In fact, these are long-standing issues faced by all regulated utilities, whether 

they are water, electricity, or natural gas.  AG Ini. Br. at 52. 

The People’s witness Mr. Rubin further refuted IAWC’s assumptions  about declining 

usage patterns by pointing out flaws in the assumptions that IAWC made in its consumption 

studies and its failure to comply with standard industry principles.  AG Ini. Br. at 50, 53; AG Ex. 

1.0 at 6-8. In its Initial Brief, IAWC attempts to refute Mr. Rubin’s testimony by arguing that it 

“ignores the record evidence” related to IAWC’s conservation rationale for the RAC and its 

related water conservation efforts.  IAWC Ini. Br. at 116.   IAWC cites the testimony of IAWC 

witness Mr. Naumick as support for this assertion, arguing that it presented “ample” evidence 

that conservation measures are “a significant driver” for a decoupling mechanism.  IAWC Ini. 

Br. at 116.   

However, Mr. Naumick’s testimony is far from “ample” evidence to support the proposed 

RAC.  Mr. Naumick discusses increased efficiency in plumbing fixtures and appliances driven 

by a twenty year old federal statute and a conservation act from 2007.
8
  IAWC Ex. 8.00 at 4-5.  

Throughout the remainder of Mr. Naumick’s testimony, he raises assumptions about the age of 

housing stock and the pending need for certain consumers to replace fixtures or appliances.  The 

People’s witness Mr. Rubin refuted this testimony by directly addressing several flawed 

assumptions upon which Mr. Naumick based his assertions, including inappropriately calculated 

data about the age of housing stock in Illinois and flawed presumptions about the replacement of 

fixtures and appliances.  AG Ex. 3.0 at 13-14.  However, IAWC did not address Mr. Rubin’s 

testimony as to these issues in its Initial Brief.  Finally, Mr. Naumick references a state program 

providing rebates for effective electric, natural gas, and water appliances, the funds for which 

                                                 
8
 Energy Policy and Conservation Act of 1992 (Pub. L. No. 102-486); Energy Independence & Security Act of 2007 

(Pub. L. No. 110-140). 
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were exhausted within several hours of going online,
9
 as well as IAWC  mailers asking 

customers to follow local ordinances about water usage, and providing information about “wise 

water use” on its website.  As discussed in greater detail below, these are not the types of 

“aggressive” or statutorily mandated conservation programs that were in place  in states which 

approved decoupling riders..   

It should also be noted that IAWC asserts that approval of the RAC will “enable it to 

champion water conservation measures without the fear of undermining business interests in the 

face of the declining usage trend IAWC has and expects to continue to experience.”  IAWC Brief 

at 108.  Given its current, demonstrated level of commitment to water conservation , the 

Commission should not consider this  a valid reason to approve the proposed RAC.  As argued in 

the Initial Brief, IAWC has provided no evidence, outside of a few pages of testimony with 

questionable data, to support its need for such a radical ratemaking device. 

The People reiterate their original argument and agree with the argument raised in the 

Municipalities Initial Brief that IAWC failed to demonstrate that the decrease in water usage is 

unexpected and volatile, particularly where the statutory requirements that the company cites are 

at least five years old.  Beyond those statutes, the Company offers little more than amorphous 

comments about “wise water programs.”   Municipalities Ini. Br. at 4-5. For these reasons, the 

proposed RAC is a flawed device and should be rejected. 

B. IAWC Has Not Proven that the Proposed RAC is Necessary 

IAWC argues that the RAC is necessary and that the goals of traditional ratemaking fail 

when actual sales volume is less than that projected when setting rates.  IAWC Ini. Br. at 109.    

However, the proposed RAC is an extreme and unusual proposal that is not financially 

                                                 
9
 The Illinois Appliance Rebate program was implemented in three phases, the last two of which included rebates on 

water appliances.  Funds were exhausted the same day the rebate went online for the second phase and within two 

and-a-half hours for the third phase.  See AG Cross Ex. 4. 
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necessary.  IAWC bases its declining usage arguments on flawed and over-simplified analyses 

that ignores the fact that usage levels are not a steady downward line, but rather are subject to 

year-over-year fluctuations.  IAWC’s Initial Brief adds nothing to its bare assertions that IAWC 

is experiencing a long term declining trend in usage, and it fails to address that declining usage 

trends (as well as increasing usage trends) are typically addressed in a rate case when sales levels 

are set.  AG Ini. Br. at 50-1; AG Ex. 1.0 at 8.  IAWC has failed to justify ignoring the fact that its 

declining sales levels are already reflected in its test year and therefore are accommodated in 

current ratemaking practice. The People agree with the argument presented in Commission 

Staff’s Initial Brief that IAWC’s claimed reasons for the RAC, namely variability in weather, 

declining customer usage, and declining numbers of customers, have been present in past rate 

cases and the Company has been able to function without the RAC.   Staff  Ini. Br. at 72.   In 

addition, the People agree with Staff’s arguments that adoption of the RAC could subject 

ratepayers to higher rates for the same service than they would otherwise incur under the 

regulatory process.  Staff Ini. Br. at 72.  Furthermore, the design of the RAC will guarantee 

revenues while retaining for the Company the benefit of any reductions in costs or operating 

efficiencies.  Staff Ini. Br. at 73. 

Moreover, the design of the proposed RAC could encourage additional consumption by 

certain customers.   Both the People and the Municipalities raised a similar argument that the 

proposed RAC would effectively discourage water conservation because consumers would be 

exposed to price increases both when they conserve and when revenues from other districts and 

customer classes fall below prescribed levels.  AG Ini. Br. at 61; Municipalities Ini. Br. at 5.  The 

RAC not only “decouples” usage from charges, but “decouples” cost responsibility from cost of 

service.    Municipalities Ini. Br. at 5.  In essence, the proposed RAC would raise a customer’s 
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water bill rather than reward that customer for engaging in conservation efforts.  Municipalities 

Ini. Br. at 5.  Moreover, IAWC proposes continuing declining block rates for large customers, 

effectively encouraging greater consumption for these large users.  AG Ini. Br. at 61. 

Finally, as shown in the People’s Initial Brief, the Indiana Public Utility Commission 

recently rejected a declining usage trend argument made by one of IAWC’s sister companies, 

noting that “we do not agree that such a trend is sufficiently predictive of future usage to meet 

the fixed, known, and measurable standard” and that the appropriate forum in which to address 

issues of declining usage is a regular rate case.
10

 

 For the above reasons, IAWC failed to prove that the proposed RAC is a necessary 

ratemaking device and it should be rejected. 

C. The Proposed RAC is Contrary to Law and Commission Practice 

IAWC argues that law and Commission practice and policy support the RAC.  IAWC Ini. 

Br. at 110.  In particular, IAWC relies on the Commission’s approval of the Rider VBA pilot in 

ICC Docket Nos. 07-0241 and 0242 (cons.),
11

 and its continuation in ICC Docket Nos. 11-0280 

and 0281 (cons.),
12

 arguing that the function of the RAC is “nearly identical” to Rider VBA.  

IAWC Ini. Br. at 111.   

  In its continuation of Rider VBA, the Commission noted that “[t]he reasons to continue 

Rider VBA are that it is a symmetrical and transparent formula for collecting the approved 

distribution revenue requirements -- not more or less….” ICC Docket Nos. 11-0280 and 0281 

(cons.), Final Order at 163.  For its part, IAWC repeatedly labels its proposed RAC as a 

                                                 
10

 Petition of Indiana-American Water Company, Inc. for Authority to Increase its Rates and Charges for Water and 

Sewer Utility Service and For Approval of New Schedules of Rates and Charges Applicable Thereto, Indiana Utility 

Regulatory Commission, Cause No. 44022, Final Order at 61 (June 6, 2012). 

 
11

 Peoples Gas Light & Coke Company, North Shore Gas Company, ICC Docket Nos. 07-0241 and 07-0242 (cons.), 

Final Order (February 5, 2008). 
12

 Peoples Gas Light & Coke Company, North Shore Gas Company, ICC Docket Nos. 11-0280 and 11-0281 (cons.), 

Final Order (January 12, 2012). 
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“transparent” and “symmetrical” decoupling mechanism and IAWC is fond of using the phrase 

“no more, no less” when describing its attempts at recovering the test year level of revenue that 

the Commission authorized in the preceding rate case.  See IAWC Ini. Br. at 108. The 

Commission should recognize IAWC’s “transparent” attempt to siphon the very language used 

by the Commission in its approval of Rider VBA in order to suggest a  parallel between Rider 

VBA and the proposed RAC despite the fact that Rider VBA has only been approved for one 

consolidated natural gas docket, that the RAC “adjusts” only revenue, and that IAWC has not 

demonstrated a need for the proposed RAC.   

Initally, as noted in the People’s Initial Brief, the lawfulness of Rider VBA is still being 

considered by the Illinois Appellate Court.   People ex. Rel. Madigan v. Illinois Commerce 

Com’n, No. 2-12-0243 (Ill. App. 3d 2012), appeal pending.   Putting this aside, the reasons 

Commission approved Rider VBA are not present in the instant case.  IAWC is not faced with 

the same factors present in Docket 11-0280/0281.  For example, IAWC is not grappling with 

historically high natural gas prices which was driving down energy use,
13

 warm weather trends, 

and a statutorily mandated energy efficiency program that required regulatory action.  AG Ini. 

Br. at 61.  IAWC has not attempted to offer a similar host of circumstances to support its request.  

It merely assertses that it is entitled to its revenue without regard to customer usage or company 

costs.   IAWC Ini. Br. at 108.  IAWC argues that “Rider VBA was not conditioned on the 

utilities increasing their energy efficiency initiatives.”  IAWC Ini.Br. at 116.  IAWC’s argument 

fails to account for the fact that the Commission approved the Rider VBA pilot in an effort to 

allow natural gas utilities to recover revenue lost because of energy efficiency initiatives 

implemented by the natural gas utilities as a result of a settlement agreement.  ICC Docket Nos. 

                                                 
13

 Although natural gas prices have dropped precipitously since Rider VBA was initially approved, the Commission 

has continued the rider.  This demonstrates the danger of approving a rate mechanism based on transitory 

circumstances. 
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07-0241 and 0242 (cons.) Final Order at 151.  The Rider VBA pilot was not an incentive to 

increase efficiency but a response to the utility’s “embrace of energy efficiency programs” and 

customer gas-saving initiatives, spurred in part by historically high natural gas prices.  ICC 

Docket No. 07-0241 and 0242 (cons.) Final Order at 151.  Furthermore, IAWC’s argument 

ignores the enactment of Section 8-104 of the Public Utilities Act and its implications in the 

Commission’s continuation of Rider VBA.
14

   Finally, Rider VBA, in practice, has netted refunds 

to ratepayers of approximately $28,000,000.  ICC Docket Nos. 11-0280 and 0281 (cons.) Final 

Order at 163.  Testimony from AG witness Mr. Rubin demonstrates that had the proposed RAC 

been in place during a similar time period, ratepayers would not have received any refunds.  AG 

Ini. Br. at 47.  

In addition to the Rider VBA cases, IAWC provides a lengthy string cite to numerous 

orders for the proposition that recovery of fixed costs through fixed charges is an important issue 

before the Commission.  The Commission did not approve a revenue-adjusting rider in any of 

these cited cases.  Although the Commission did approve certain straight fixed-variable 

surcharges in some of these cases,
15

 these were largely rate design issues and still require the 

utility to recover a portion of fixed charges through a volumetric rate.   IAWC’s proposed RAC 

is not comparable to these rate design riders because it focuses solely on guaranteeing the 

Company’s revenue. 

IAWC also argues that a number of other states have approved decoupling mechanisms, 

including New York and California.  IAWC Ini. Br. at 110-11.  Although the public utility 

commissions of New York and California have implemented some form of decoupling 

mechanism, IAWC has not shown that they rely on the same faulty revenue and cost premises 

                                                 
14

  220 ILCS 5/8-104; Effective July 10, 2009, in the time between Docket No. 07-0241 and 0242 (cons.) and 

Docket Nos. 11-0280 and 0281 (cons.). 
15

 In particular, ICC Docket Nos. 07-0585; 08-0363; 10-0467. 
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proposed by IAWC in this docket.  Further,  in New York and California, the utilities were  

allowed  to implement a decoupling mechanism to recover revenue that would be lost as a result 

of aggressive, comprehensive, and significant conservations programs as part of settlement 

agreements.  AG Ini. Br. at 61; AG Ex. 1.0 at 15.  Here, IAWC, despite claims to the contrary, is 

not engaging in aggressive water conservation programs.  In fact, the Company’s practices prove 

the contrary; that, through its declining block rates for large customers, IAWC effectively 

encourages more consumption of water by large users by progressively  lower usage rates.  AG 

Ini. Br. at 61; AG Ex. 1.0 at 15. 

For the reasons above and in the People’s Initial Brief, the Commission should reject the 

financially unnecessary radical proposed RAC.  

X. THE COMMISSION SHOULD REJECT IAWC’S ATTEMPT TO BLUR THE 

DISTINCTION BETWEEN CUSTOMER COSTS AND OTHER COSTS BY 

INCLUDING $10 MILLION MORE IN CUSTOMER CHARGES THAN 

JUSTIFIED IN THE COMPANY’S COST OF SERVICE STUDY. 

 IAWC cannot dispute the fact that its rate design will recover $10.76 million more in 

customer charges than it has identified as customer costs.  AG Ex. 3.02.  IAWC achieves this 

result by ignoring the effect of American Water Works Association (AWWA) meter ratios that 

are used throughout the industry as well as in Illinois to set customer charges in proportion to the 

volume delivered by various meter sizes.  Both the People’s witness Rubin and Staff witness 

Boggs recognized this problem and recommend that it be corrected by reducing the 5/8” 

customer charge so that the customer revenues more closely match the customer related costs. 

Instead, IAWC suggests that customer charges should be increased to cover other, 

unspecified “fixed” costs.  IAWC Ini. Br. at 100.  IAWC’s loose use of the term “fixed costs” 

should be rejected.  IAWC would have the Commission set rates based on costs that are fixed 

only in the short run.  However, water utilities provide service over the long run, and “treating all 
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costs except those that vary in the short term as fixed ignores the long term nature of water 

service and the relevant economic principles.”  AG Ex. 3.0 at 6.  Significantly, as Professor 

Harbeson stated more than 50 years ago, ignoring that costs vary in the long term (e.g. costs of 

treatment facilities, water tanks, mains) and treating them as if they are fixed transfers consumer 

welfare from those who use small quantities of water to large users.  Id. at 4, 6.  

 The Commission should reject IAWC’s argument that the Commission should allow it to 

over-collect customer costs through higher than appropriate customer charges because it is 

thereby collecting additional fixed costs.  This is contrary to the economic foundation of utility 

regulation, and contradicts IAWC’s own cost of service study that classifies non-customer 

related costs as variable and demand related.  AG Ex. 3.0 at 2.  Therefore, the Commission 

should limit the size of customer charges to approximate recovery of customer costs as closely as 

possible and set usage charges to recover the remaining demand-related, variable costs. 

                

XI. CONCLUSION 

 

 The People respectfully request that the Commission reduce the requested revenue 

increase consistent with the positions presented in their Initial Brief and in this Reply Brief, 

establish a methodology to assure consumers a benefit when consolidated tax returns result in 

increased charges to consumers, reject Rider RAC requested by IAWC, and set a customer  
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charge at a level that approximates customer costs and no more.  
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