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Introduction 

 

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

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

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

People incorporate by reference the arguments raised in their Initial Brief, Reply Brief, 

and Brief on Exceptions.  The People also note that the failure to comment on or respond 

to any particular party or issue should not be taken as agreement or disagreement with 

that party or position. 

 

Reply to IAWC Exception 1:  IAWC’s attempt to increase the Proposed Order’s    

Return on Equity should be rejected 

 

 Although the People did not address the recommended return on equity (“ROE”), 

the People support the findings in the Proposed Order and support the conclusion 

allotting IAWC a 9.34% ROE with an overall return on rate base of 7.56%.  Proposed 

Order at 108-9. 

 

Reply to IAWC Exception 2:  IAWC’s proposed Capital Structure should be 

rejected.  

 

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

capital structure because “no party disputed IAWC’s forecasted capital structure.”  IAWC 

BOE at 14.  At the same time, however, IAWC acknowledges that Staff proposed a 

different capital structure.  Id.  Regardless of whether another party challenged IAWC’s 

position, however, the Commission may make an independent assessment of a utility’s 

costs to assure that they are “just and reasonable.” See 220 ILCS 5/9-201.  Moreover, the 
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Commission is not limited to accepting or rejecting the positions of the parties.  As the 

Court stated in Commonwealth Edison Co. v. Ill. Commerce Comm’n in affirming a 

Commission decision that rejected the Company’s position but adopted an adjustment 

different from the one recommended by other parties: 

 

Here, the Commission takes the position that it has wide latitude to use its 

“business judgment” to reach “pragmatic solutions” by filling gaps in the record. 

To the extent that the Commission's decisions are not arbitrary or capricious and 

are rooted in credibility determinations, we agree. In Du Page Utility Co., the 

supreme court affirmed the Commission's 50% deduction of certain labor costs 

even though the Commission did not set forth detailed reasons for why it chose 

that percentage. This case compels a similar result. While we might have found 

the unrecoverable merger-related labor costs to constitute a different percentage 

of the costs at issue, our deferential standard of review compels us to affirm the 

Commission's decision to deduct 25% of the challenged costs. 

 

405 Ill.App.3d 389, 402 (2010).   

 IAWC’s argument that there is evidence in the record to support its position does 

not compel the result that the Proposed Order’s adoption of a different position is wrong 

or violates the law.  On the contrary, the Commission is obligated to use its expert 

judgment and experience, including its knowledge of a specific utility, in its review of a 

rate increase request.   

 The Proposed Order’s conclusion on capital structure is well within the 

Commisson’s authority, and the People support the finding of the Proposed Order on this 

issue. 

  

Reply to IAWC Exception 3:  IAWC’s arguments to extend declining usage beyond 

the current year should be rejected. 

 

 Citing to concerns about IAWC’s methods of forecasting residential usage, the 

Proposed Order adjusts IAWC’s forecasted usage and revenue, but limits IAWC’s 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&FindType=Y&SerialNum=1971114512
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proposed declining usage adjustment to the current year, through September 30, 2012.  

Proposed Order at 46-47.   The Proposed Order expresses concerns about the reliability 

of the data used by IAWC (and other parties) to craft the competing predictions about 

future declining usage.  Proposed Order at 46.  In its Exceptions, IAWC relies on the 

methodologies it used in crafting its declining usage forecast, argues that the Proposed 

Order adopts “too short” of a view, and urges the Commission to rely on projections of 

declining usage through September 30, 2013, despite their deviation from actual usage 

data and failure to consider all factors that affect usage levels.  IAWC Brief on 

Exceptions (BOE) at 18.   

In its Brief on Exceptions, IAWC reiterates the arguments made by its witnesses 

and in its prior briefing in an attempt to support the usage analyses that the Proposed 

Order found were ultimately not reliable.  IAWC ultimately argues that “time is a valid 

proxy for the myriad factors influencing residential usage” (IAWC BOE at 19), a 

conclusion that the Proposed Order plainly rejected (Proposed Order at 46).   Despite the 

strong critiques of IAWC’s methodologies raised by the People and other parties in this 

docket, and the strong concerns stated in the Proposed Order about the reliability of the 

data generated by employing these methodologies, IAWC again urges the Commission to 

adopt its linear regression analysis as the appropriate vehicle to predict declining usage.  

IAWC BOE at 19.  The Commission should reject this argument as overstating the 

degree of usage reductions that can be expected in the test year, and adopt the finding of 

the Proposed Order that reasonably incorporates the trend of declining usage based on 

reliable data through September 30, 2012.  
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 The Proposed Order properly recognizes the superficial nature of IAWC’s long-

term projections.  Although the People have acknowledged a decline in usage over the 

previous several years, the People have also raised legitimate and serious concerns about 

the reliability of IAWC’s long-term projections of declining usage.  AG Initial Brief at 

29, AG Reply Brief at 15.  IAWC’s approach ignored well established water demand 

forecasting methods and used an unreasonably limited dataset.  These defects in its 

approach rendered its results less reliable and less representative of actual usage 

variability.  AG Initial Brief at 29.   IAWC averaged the demand for each year and used 

an unreasonably small set of months for each year, making its result less reliable.  AG 

Initial Brief at 30.  In addition, IAWC’s projection failed to account for significant 

variations among its service districts.  Based upon these critiques, IAWC’s linear 

regression analysis is not a reliable measure of declining usage.  The Proposed Order 

properly recognized its inherent deficiencies and appropriately limited the usage trends to 

September 30, 2012.   The People support the findings of the Proposed Order on test year 

usage and revenue projections. 

 

Reply to IAWC Exception 5:  The Proposed Order properly concluded that FIN 48 

amounts should be included in ADIT and deducted 

from rate base. 

 

The Proposed Order properly notes that “IAWC has realized a tax savings which 

represent [sic] an interest free source of funds from the Federal and State government,” 

and, as such, deducts the amount from rate base.  Proposed Order at 35.   Under IAWC’s 

proposal, customers would not receive a benefit from these deferred tax credits, if not 

disallowed by the taxing authority, until the next rate case.  Proposed Order at 35. 
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Finally, the Proposed Order notes that IAWC failed to present a proposal that would 

provide protection for customers during the time that these amounts remain uncertain.  

Proposed Order at 35.   The People urge the Commission to adopt the Proposed Order, 

particularly where a contrary finding would give the Company full use of the money in 

the FIN 48 reserve and provide an unearned return to shareholders.   

IAWC argues in its Brief on Exceptions that the conclusions presented in the 

Proposed Order “are flawed” because it: (1) accounts for the result of the “less likely 

scenario” but fails to protect the utility from the “more likely scenario” that IAWC will 

have to remit the FIN 48 amounts to the taxing authority; (2) eliminates IAWC’s 

incentive to take uncertain tax positions; and (3) incorrectly concludes that the FIN 48 

amount represents a source of cost-free capital.” IAWC BOE at 26.  For the following 

reasons, the Commission should reject IAWC’s weathered arguments and adopt the 

conclusion presented in the Proposed Order.   

The Commission should reject IAWC’s argument that the Proposed Order 

improperly accounts for the result of the “less likely scenario” because, as related in the 

People’s briefs, the Proposed Order hit on the key fact:  that IAWC will have access to 

non-investor cash, in the form of the FIN 48 funds legally retained by IAWC, during the 

period that the Company delays paying taxes under FIN 48.  Basic ratemaking principles 

require that non-investor supplies funds such as cash available due to deferrals or delays 

in tax payments, are deducted from rate base to avoid charging consumers for essentially 

cost-free capital.  AG Initial Brief at 26. This treatment of deferred taxes is well 

established.  See, e.g., Commonwealth Edison, ICC Docket 11-0721, Order at 59  (May 

29, 2012). 
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 IAWC complains that it will not be protected in the event it has to remit the FIN 

48 amounts to the IRS.  IAWC BOE at 27.  This is patently false.  There is no dispute 

that an adjustment may be necessary in the next rate case if IAWC is obligated to pay the 

FIN 48 tax.  Tr. at 823-824.  This provides ample protection to IAWC.  However, IAWC 

wants to have the use of the FIN 48 amounts pending payment, and allow shareholders to 

earn a return on those amounts.  Id.  This stands contrary to the basic principles of 

ratemaking: that utilities do not receive a return on non-investor funds.  Accepting 

IAWC’s argument would violate basic ratemaking principles and would allow the utility 

and investors to receive a windfall profit.  The Proposed Order’s conclusion is correct 

and should be accepted by the Commission.  

Similarly, the Commission should reject IAWC’s argument that the Proposed 

Order leaves it in a position where it would be better off not taking the uncertain tax 

position at all.  The utility is expected to act reasonably and take tax positions that are 

allowed under the relevant tax and accounting rules.  That does not mean that the 

Commission should “encourage” it to take advantage of the tax benefits provided by FIN 

48 by ignoring standard ratemaking treatment or providing a profit on non-investor 

supplied funds.  IAWC BOE at 27-28.  IAWC’s proposal would encourage the use of tax 

positions to increase profits for investors while denying consumers of the benefits 

associated with the use of such tax positions (i.e. a rate base deduction).  IAWC’s 

proposal turns regulation on its head and should be rejected.   

Finally, the Commission should reject IAWC’s argument that “the record makes 

clear there is a cost associated with this benefit.”  IAWC BOE at 28.  Specifically, IAWC 

asserts that, unlike ADIT, FIN 48 “liabilities” cannot be considered a source of cost-free 
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capital and that the parties recognize the potential for interest and penalties.  IAWC BOE 

at 28-29.  IAWC’s argument is based on the possibility of one outcome to the exclusion 

of the other outcome:  i.e. that the FIN 48 position will be rejected rather than accepted 

by the taxing authorities.  Aside from being simply faulty logic, IAWC’s argument 

obfuscates one primary question before the Commission: whether ratepayers should pay a 

return on tax related funds retained by the utility.  The Commission must ask whether the 

funds are investor supplied, not whether these funds are interest free.   

In addition, the parties may have acknowledged the potential for costs associated 

with FIN 48.  However, IAWC fails to acknowledge that until, and if, the time occurs 

when the FIN 48 amounts are disallowed by the taxing authority, IAWC has free use of 

that money.  It also ignores that fact that IAWC has not identified an interest rate for or 

recorded an interest expense for the FIN 48 amounts.    

Next, the Commission should reject any deviation from standard treatment of 

deferred taxes, whether they be FIN 48 based or other ADITs.  AG Initial Brief at 25.  

IAWC attempted to present testimony that would create a distinction between ADIT and 

non-ADIT funds, but there is no other support for this position in law or regulatory 

proceedings.  AG Initial Brief at 26.  Therefore, the record does not support such a 

deviation. 

Finally, IAWC ignores persuasive authority from sister state public utility 

commissions that have addressed this very issue, presented by affiliates of IAWC, where 

the FIN 48 repairs deductions were ultimately deducted from rate base.  Recently, the 

Indiana Public Utility Commission noted that the “money resulting from the lower 

income taxes that resulted from the repairs deductions claimed by the Company is 
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available for any use to which the Company wants to put it, and is therefore similar to 

other sources of non-investor supplied capital.  Ignoring this source of non-investor 

supplied capital altogether as Indiana-American advocates is not reasonable.”  Indiana-

America Water Company, Cause No. 44022 (Indiana PURC), Order at 40 (June 6, 2012).  

Similarly, the West Virginia Public Service Commission noted that “Until the uncertainty 

surrounding the capital repairs deduction is eliminated, [West Virginia-American Water 

Company] has the use of the full amount of related ADIT’s … and it is widely accepted 

regulatory practice to reduce rate base by recorded deferred tax credits.  The Commission 

believes that it should include total ADITs without the FIN 48 offset as a credit against 

the WVAWC rate base.”  West Virginia-American Water Company, Case No. 10-0920-

W-42T, Order at 29 (April 18, 2011). 

The Commission should adopt the conclusions of the Proposed Order and deduct 

the FIN 48 amounts from IAWC’s rate base. 

 

Reply to IAWC Exception 6:  IAWC’s attempts to recover unreasonable and 

imprudent costs associated with the management audit 

should be rejected. 

 

The Proposed Order appropriately rejects IAWC’s requested recovery of the full 

amount of the incremental costs associated with the management audit, $722,000,  

finding the amount “disproportionate,” and concluding that IAWC “has not justified the 

reasonableness” of the incremental amounts. Proposed Order at 58-9. The Commission 

should adopt the findings of the Proposed Order, despite the fact that the $392,100 it 

allows is still greatly in excess of past recoveries and demonstrates an unreasonable 

expenditure.    
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The Proposed Order attempts to strike a balance and arrive at a reasonable 

recovery of costs that IAWC claims are incremental to the audit ordered by the 

Commission in Dockets 09-0319 and 10-0366.   The Proposed Order concludes that 

recovery of $392,100 would be reasonable because (1) it equals the amount charged by 

NorthStar for the Audit itself and (2) it is just below the low end of the range of estimated 

costs provided by the Company itself when the audit was planned and underway. 

Proposed Order at 59; see also ICC Docket 10-0366. 

In its Brief on Exceptions, IAWC argues that the Proposed Order’s cap on cost 

recovery is both contrary to Illinois law and contrary to the record. IAWC claims that the 

Public Utilities Act (“Act”), Illinois caselaw, and previous Commission orders do not 

support the Proposed Order’s conclusion.  Specifically, IAWC argues that, contrary to the 

Proposed Order, the Commission does not have the authority to limit the recovery of 

these expenses, and it returns to its well-worn argument that because it bore the costs of 

the audit, under section 8-102 of the Act (220 ILCS 5/8-102), all of its costs are 

recoverable.  IAWC BOE at 30.  IAWC also argues that under the Act, the cost of an 

audit includes not only the auditor’s costs, but the incremental costs incurred by the 

utility subjected to the audit.  IAWC BOE at 31.   

It is clear that Section 8-102 allows for recovery of the “cost of an independent 

audit.”   220 ILCS 5/8-102.  However, it does not provide for the recovery of 

unreasonable incremental costs.  Costs that are over 180% of the costs of the audit itself 

are clearly unreasonable.  IAWC apparently argues that because Section 8-102 provides 

that the costs of an audit “shall be recovered” as an expense by the utility, the 

Commission cannot limit those costs to a reasonable level.  This construction of the law 
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runs contrary to the very core of the Public Utilities Act, which is to set “just and 

reasonable” rates.  It is well established that the Commission has the authority to assess 

whether various expenses are reasonable.  AG Initial Brief at 30, citing Peoples Gas 

Light and Coke v. Slattery, 373 Ill 31, 66 (1940).  The disproportionately large costs that 

IAWC is attempting to recover for its internal audit costs are the very types of costs that 

are appropriately reviewed for reasonableness by the Commission.   

IAWC also argues that whether a cost is “disproportionate” is not the appropriate 

standard for recovery under the Act.  IAWC BOE at 30.  Initially, the People would 

respond that these charges are not simply disproportionate, but “grossly 

disproportionate.”  Secondly, as previously argued, ratepayers should not be on the hook 

for IAWC’s failure to control its own costs all the while being audited for questionable 

large cost increases.  AG Initial Brief at 32.  The Commission should not be swayed by 

IAWC’s attempts to ignore the fact that it is seeking to recover over 180% of the cost of 

the audit itself as its own costs.  AG Initial Brief at 30.   

IAWC then argues that the Commission has not required, in any prior orders, that 

the incremental audit costs be proportionate to the independent auditor’s fee and that 

prior Commission decisions allow utilities full recovery of audit costs.  IAWC BOE at 

31.  In arguing the caselaw, IAWC criticizes the AG’s citation to several Commission 

orders, namely ICC Docket Nos. 90-0072, 90-0127, 90-0128, and 91-0100.  IAWC BOE 

at 32-3.   IAWC contends that the People “misconstrue” these precedents and improperly 

interpreted their findings.  IAWC BOE at 32-3. 

IAWC, in fact, misconstrues and mischaracterizes the People’s reliance on these 

previous dockets.  IAWC relied on these cases in its Initial Brief to show the authority of 
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the Commission to grant recovery of the incremental costs.  IAWC Initial Brief at 63-5.  

The People expounded on these cases in their Reply Brief to demonstrate that recovery 

has been allowed when the utilities’ costs were significantly less than the audit costs.  

The contrast with the utility costs in those cases demonstrates the imprudent and 

unreasonable nature of IAWC’s requested recovery in this docket. AG Reply Brief at 12.   

The cited cases demonstrate that the Commission has allowed recovery of reasonable and 

prudently incurred additional expenses – in the range of roughly 4% of the total audit 

costs (or even considering IAWC’s arguments in its BOE, roughly 20% of audit costs) 

versus IAWC’s requested additional costs of 184% of total audit costs.  AG RB at 12.  

Interestingly, although IAWC expends a great deal of discussion attempting to discredit 

the People’s citation to previous Commission dockets, it does not address the People’s 

arguments that the Commission, pursuant to Slattery, has the authority to find these costs 

unreasonable.  The Commission should reject IAWC’s arguments that there is no legal 

authority to support the conclusions of the Proposed Order that internal audit costs that 

exceed the actual audit cost by 180% are unreasonable. 

IAWC attempts to argue that the evidence shows the necessity of the incremental 

costs because an outside consultant was needed to “facilitate timely completion” of the 

audit in a shortened timeframe, to monitor and track audit process, provide support to 

IAWC personnel in preparing for audit, respond to data requests, and respond to audit 

report.  IAWC BOE at 34.  In addition, Service Company personnel were needed to 

prepare for and participate in interviews and respond to data requests, as well as cost of 

workspace and data room management, other administrative charges.  IAWC BOE at 34.   
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Despite IAWC’s argument that the record was devoid of evidence rebutting 

IAWC’s claimed necessity of these expenditures, the record includes testimony, 

evidence, and extensive argument that these costs are imprudent and unreasonable.  

Initially, IAWC estimated that its costs for the audit would range from $400,000 to 

$600,000.  AG Cross Exhibit 8.   IAWC now claims $225,000 for Service Company 

labor, $25,000 for a data room, and $10,000 for travel.  These costs, however, should be 

treated as routine business expenditures.  AG Ex. 2.0 (Rev.) at 78 & AG Ex. 4.00 (Rev.) 

at 35.  Moreover, the People pointed out that only $1,000 of the $261,000 charges for 

employee expense was for IAWC employees, showing that IAWC relied on expensive 

external labor rather than its own employees (whose costs are already reflected in rates) 

to provide administrative assistance to the auditors.  AG Initial Brief at 32, citing to Tr. at 

302.  In addition, IAWC claims $250,000 for additional legal assistance (compared to 

$150,000 - $200,000 originally projected
1
).  Yet, the audit itself was done by accountants 

– not lawyers – and there is no itemization for this extraordinarily high legal bill.  Indeed, 

$250,000 is a lot of money for a case involving no hearings, no testimony, little motion 

practice, and no briefs.  By contrast, it equals fully 1/3 of the total rate case legal expense 

for this docket.  See IAWC Sch. C-10.  The record fully supports a finding that these 

costs are unreasonable.   

In summation, the costs IAWC seeks to recover for the audit are disproportionate 

to the actual outside audit cost and are unreasonable.  IAWC has not met its burden of 

proof to show that any of these costs are reasonable.  Nevertheless, the Proposed Order 

allowed recovery of costs equal to those incurred by the outside auditor, which is 

generous to IAWC.  While the People believe that the record supports disallowing the 

                                                 
1
 AG Cross Ex. 8. 
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entire $722,000 in costs IAWC claims as without support, the Proposed Order attempted 

to craft a compromise that allowed IAWC more recovery than sought in any other cited 

prior Commission decision.  The People maintain that the Commission could fully 

disallow the $722,000 internal audit costs, or adopt the findings and conclusions of the 

Proposed Order on this issue. 

Conclusion 

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

Exceptions, Initial Brief, and Reply Brief of the People of the State of Illinois, the  

Commission should order that Illinois American Water Company’s new rates be set at 

levels that reflect the changes requested.     

    Respectfully Submitted,  

The People of the State of Illinois 

 

    By LISA MADIGAN, Attorney General 

 

      

 

     __/s/___________________________________ 

Timothy S. O’Brien, Assistant Attorney General 

Susan L. Satter, Senior Assistant Attorney General 

     Public Utilities Bureau  
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     Chicago, Illinois 60601 

     Telephone: (312) 814-7203 (O’Brien) 
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