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I. INTRODUCTION 

Pursuant to Section 10-113(a) of the Illinois Public Utilities Act (Act), 220 ILCS 5/10-

113(a), and Section 220.880 of the Commission’s Rules of Practice and Procedure, 83 Ill. Admin. 

Code 200.880, Illinois-American Water Company (IAWC or Company) hereby requests that the 

Illinois Commerce Commission (Commission) grant rehearing of its September 19, 2012 Order 

in this matter (Order) with respect to certain conclusions on return on equity and FIN 48. 

Rehearing should be granted to amend the Order’s conclusion with regard to return on 

equity, and establish a return on equity in the range of 9.52% to 10.38%.  Rehearing is warranted 

because the Order largely disregards IAWC’s evidence to produce a recommended return well 

below historical authorized returns—in fact, it is the lowest authorized return on equity for an 

Illinois water utility since at least 1975.  (“At least,” because 1975 is as far back as the 

Commission tracks water return on equity.)1  Given that recent returns for IAWC’s affiliates in 

other jurisdictions have averaged 10.13%, and the authorized 9.34% is lower than what the 

Commission’s own Staff recommended, the issue of the proper return on equity requires 

reconsideration.  As explained below, the Order’s conclusion with regard to return on equity 

should be amended on rehearing because it: 

• Disregards the necessary level of investment required to support IAWC’s capital 
requirements; 
 

• Disregards, in its entirety, the results provided by the Company’s return on equity 
witness; 

 
• Gives undue weight to analytical results applied to gas utility proxy groups; and 
 
• Fails to consider whether the recommended return on equity affords IAWC the 

opportunity to earn a return commensurate with returns on investments in other 
enterprises bearing similar risk. 

                                                
1 See Illinois Commerce Commission, Financial Analysis Division, Rate Case History Report, (Mar. 2012), 
http://www.icc.illinois.gov/reports. 
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The Order also includes in IAWC’s test year balance of ADIT (and thus removes from 

rate base) the balance of the Company’s FIN 48 liabilities.  Rehearing should be granted to 

reverse that finding because it ignores two key record facts: (1) taking uncertain tax positions 

benefits Illinois ratepayers, and so the ratemaking treatment of FIN 48 amounts should give 

IAWC the incentive to take such uncertain positions, and (2) FIN 48 amounts are not “cost free” 

sources of capital; they are subject to interest and penalties.  As it stands, the Commission’s 

position on FIN 48 not only discourages IAWC (and other utilities) from adopting uncertain tax 

positions, but also penalizes the Company for adopting them.  Alternatively, the Commission 

should grant rehearing to receive evidence regarding an appropriate mechanism for protecting 

both ratepayer and shareholder interests.  

IAWC also proposes a technical correction to rate case expense.      

II. ARGUMENT 

A. The Order Errs in Its Conclusion Regarding Return on Equity.  

1. The Order’s Conclusion on Return on Equity Is Against the Manifest 
Weight of the Evidence. 

(a) The Order Disregards the Necessary Level of Investment 
Needed to Support IAWC’s Capital Requirements.  

In reaching its decision on return on equity, the Order ignores record evidence on 

IAWC’s investment needs, and so is against the manifest weight of the evidence.  IAWC’s water 

and wastewater operations are subject to federal, state and local laws and regulations, which 

control environmental protection, health and safety, water quality, water allocation rights, and 

collection, treatment and discharge of wastewater through monitoring and reporting requirements.  

(IAWC Ex. 1.00SR-Part 1 (Teasley Sur.), p. 2.)  Two key federal environmental regulations 

include the Clean Water Act of 1972 and the Safe Drinking Water Act of 1974, as reauthorized 

in 1986.  (Id.)  IAWC must also comply with a wide range of Illinois and local regulatory 
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requirements in multiple locations, such as those related to groundwater and surface water 

sources, replacing and expanding water main distribution systems and multiple discharge points.  

(Id.)   

As the record shows, IAWC’s proposed rate increase in this rate case is largely driven by 

investment—investment IAWC has made and must continue to make in water and wastewater 

facilities, infrastructure replacement, and business systems.  Since its last rate increase in Docket 

09-0319, IAWC has held overall operations and maintenance expenses flat.  From the last rate 

case test year, 2010, through the test year in this proceeding (the year ending September 30, 

2013), however, IAWC projects it will invest approximately $180 million in capital projects 

needed to sustain adequate and reliable service, such as the Peoria water treatment facility and 

the Business Transformation project to replace antiquated information technology systems.  Thus, 

the investment in rate base is by far the most significant driver of IAWC’s proposed rate increase.  

In order to meet its investment needs, it is critical that IAWC be given the opportunity to 

obtain the necessary capital on reasonable terms.  As IAWC explained in briefing, simply 

leaving the current return on equity as-is, at 10.38%, would strike an appropriate balance 

between ratepayer and shareholder interests.  (IAWC BOE 5-6.)  The current return on equity 

(and the previous authorized return on equity of 10.35%) has led to robust investment (almost 

$400 million by IAWC alone in the last five years) and produced a climate conducive to future 

investment.  (Id., p. 8.)  The Commission should encourage investment, not discourage it.  But to 

compete for investor capital in the open market with comparable utilities (and have an 

opportunity to earn its allowed return), IAWC must receive an authorized return sufficiently 

adequate to attract capital at reasonable terms.  (IAWC Ex. 10.00R (Ahern Reb.), pp. 16-17.)  On 

the other side of the equation, ratepayers are entitled to rates that are no higher than necessary to 
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reasonably compensate investors and attract future investment.  An authorized return on equity 

of 10.38% would balance these interests and is consistent with recent authorized returns in 

neighboring jurisdictions. 

Securing the investment capital to meet these needs, however, will become more difficult 

if IAWC’s return on equity fails to account for the risks the requirements discussed above.  In 

setting a return on equity of 9.34%, the Commission has ignored the record on IAWC’s 

investment needs.  But regulatory commissions in other jurisdictions have not—recognizing that 

the American Water utilities they regulate must compete for capital, and have addressed this 

reality in their rate of return recommendations.  This year, for example, the New Jersey Public 

Utilities Commission authorized a return on equity for New Jersey American Water of 10.15%, 

the Tennessee commission approved a return on equity of 10% for Tennessee American Water, 

and the Missouri commission set a return on equity for Missouri American Water of 10%.2  Late 

in 2011, the Pennsylvania commission allowed a return on equity for Pennsylvania American 

Water of 10.25%.  (IIWC/FEA Ex. 1.0 (Gorman Dir.), p. 7, Table 2.)  Even Illinois electric 

utilities participating in the Energy Infrastructure Modernization Act (EIMA), 220 ILCS 5/16-

108.5, et seq., can obtain a 10.05% return on equity (see Docket 11-0721) under the statute’s 

formula return on equity.  In fact, IAWC’s evidence shows that, because water utilities in general, 

and IAWC specifically, currently face greater investment risk relative to electric, combination 

electric and gas and natural gas utilities (IAWC Ex. 10.00R, pp. 8-30), if IAWC’s return on 

equity was calculated using the EIMA formula return on equity as a starting point, IAWC would 

                                                
2 New Jersey American Water Co., Docket WR 11 070460, 2012 N.J. PUC LEXIS 128, Order, *8 (NJ Bd. Pub. 
Utils May 1, 2012); Tennessee American Water Co., Docket 10-00189, 2012 Tenn. PUC LEXIS 76, Order, *267 
(Tenn. Reg. Auth. Apr. 27, 2012); see also Docket 12-00049, Stipulation and Settlement Agreement (Oct. 1, 2012), 
available at http://www.tn.gov/tra/orders/2012/1200049cz.pdf (10% ROE re-approved on conference, Oct. 15, 
2012.); Missouri-American Water Co., Docket WR-2011-0337, 2012 Mo. PSC LEXIS 248, Order (Mo. PSC Mar. 7, 
2012).  
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be entitled to at least a 10.11% return on equity.  (IAWC Ex. 10.00SR (Rev.) (Ahern Sur.), pp. 4-

6; see also section II.A.1(c) infra.)  The Order’s return on equity of 9.34% disregards the fact that 

IAWC must compete for capital not only with its affiliates, but also in the capital markets 

generally, and the Order’s return on equity is unsupported by the record.  

(b) The Order Improperly Disregards the Evidence of the 
Company’s Return on Equity Witness and Improperly 
Includes IIWC/FEA’s Gas Proxy Results.  

The Order does a very good job of summarizing each party’s evidence and arguments.  

The problem is that a great deal of what is summarized, at least with respect to the Company, is 

not taken into account in the ultimate conclusion, rendering it against the manifest weight of the 

evidence. 

Among the analytical models employed in this proceeding, each of the three return on 

equity witnesses performed constant growth DCF and CAPM analyses.  IAWC Ex. 10.00R, pp. 

36-45, 58-65; ICC Staff Ex. 6.0 (Freetly Dir.), pp. 13-22, 23-33; IIWC/FEA Ex. 1.0 (Gorman 

Dir.), pp. 17-24, 30-35.)  Staff and IIWC/FEA also performed multi-stage DCF analyses.  (ICC 

Staff Ex. 6.0, p. 16; IIWC/FEA Ex. 1.0, pp. 26-29.)  The Order arrives at a recommended return 

on equity by averaging (a) Staff and IIWC/FEA’s multistage DCF results, (b) Staff’s CAPM 

results and (c) averaging these two averages.  (See Order, pp. 111-12.)  It is understandable that 

the Order did not give weight to IIWC/FEA’s CAPM results because their own witness, Mr. 

Gorman, essentially disregarded them.  (IIWC/FEA Ex. 1.0, p. 36.)  However, the Order fails to 

give any explanation for excluding the evidence of the Company’s CAPM results.  Ms. Ahern’s 

water proxy group CAPM of 10.77% is not far afield of Staff’s utility sample observation of 

10.44%.  (Compare IAWC Ex. 10.00R, p. 5 and ICC Staff Ex. 6.0, p. 34.)  The arbitrary 

exclusion of Ms. Ahern’s CAPM results understates a reasonable return on equity and is 

unsupported by the record. 
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The Order also should not have ignored Ms. Ahern’s constant growth DCF results.  

Indeed, in Aqua Illinois, Inc.’s (Aqua) most recent rate case, Staff based its recommendation on 

a constant growth DCF.  See Aqua Ill., Inc., Docket 11-0436, Order, p. 35 (Feb. 16, 2012).  

There, the Commission concluded, “it would be reasonable to rely on either the constant or non-

constant DCF analyses performed by Staff.”  Id., p. 36.  The Commission found no “fundamental 

problems with the [constant growth DCF] model,” contrary to the Order’s suggestion (p. 111), 

nor does the Order identify errors or mistakes in the “inputs” to Ms. Ahern’s model (id.).  It was 

arbitrary, unreasonable and inapposite to the record to disregard not only IAWC’s constant 

growth DCF (indicating a 9.96% return), but also the constant growth results of IIWC/FEA 

(10.18%) and Staff’s implied return on equity using constant growth rates (12.19% and 18.65%).  

(IAWC BOE 9.)   

In tthe averaging approach used in the Order, IIWC/FEA’s gas utility proxy group results 

should not have been considered because no demonstration has been made on the record that the 

companies included in this proxy group bear financial risk comparable to IAWC—in fact the 

record supports the opposite conclusion.  (Id.)  Staff and IIWC/FEA goes through numerous 

machinations to try to show that gas companies bear the same or similar financial risks as water 

utilities.  If this were true, one would expect to see a correlation between relative levels of risk 

among water and non-water utilities, as indicated by return on equity analyses performed for 

similar companies during comparable time periods.  The available data shows anything but.  (Id. 

10.) 

As noted in IAWC’s Brief on Exceptions (10), in Docket 11-0436 (cited in the Order as 

justification for considering a non-water proxy group), Staff developed both water and non-water 

proxy groups to estimate Aqua’s return on equity.  Staff’s results were higher for the utility 
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sample.  Aqua Ill., Inc., Docket 11-0436, Order, pp. 19-20 (Feb. 16, 2012).  Staff’s 

recommendation, which the Commission adopted, gave 2/3 weight to the water sample results 

and 1/3 weight to the non-water results, in large part because “Aqua is closer in risk to the Water 

Sample than the Utility Sample.”  Id., p. 22.  In this proceeding, IIWC/FEA’s proposal presents 

the reverse scenario: its DCF results are uniformly higher for their water sample than for their 

gas sample.  (See Order, p. 112.)  And no suggestion has been made that the higher water sample 

results should be given 2/3 weight, as they were in the Aqua proceeding, when the water samples 

produced lower indicated returns than the non-water samples.   

Whether the pool of companies with risk comparable to IAWC is large or small seems 

largely beside the point: it is what it is.  The question for this case is what is appropriate for 

IAWC.  The unrebutted evidence shows that water utilities are far more capital intensive than 

other utilities, and thus bear greater financial risk.  (IAWC Init. Br. 87.)  The record then 

demonstrates using a proxy group comprised of non-water utilities for an return on equity 

analysis for a water company cannot reflect specific water industry risk, and is therefore 

inadequate for water utility cost of capital purposes.  (Id.)  Thus, the Order’s inclusion of a gas 

proxy group is unsupported by the record.  

Based on the record then, two adjustments could be made on rehearing that would 

produce a more reasonable result.  The first would be to exclude DCF results for gas utilities.  

The second would be to include Ms. Ahern’s CAPM results of 10.77%.  Including Ms. Ahern’s 

CAPM results and excluding IIWC/FEA’s gas utility results produces an indicated return of 

9.52%.  While the Company does not believe a 9.52% is sufficient, this is the bare minimum, 

borderline-confiscatory return indicated by the record in this proceeding, and establishes a floor 

for the minimum return on equity. 
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(c) The Order Disregards Evidence of the Implication of Section 
16-108.5 of the Act on What Constitutes a Reasonable Return 
on Equity. 

Rehearing is also appropriate because the Order disregards evidence that electric utilities 

can receive a return on equity substantially higher than 9.34% despite being lower risk than 

IAWC.  Section 16-108.5 of the Public Utilities Act calls for determining the cost rate of 

common equity for electric utilities in the State of Illinois through the use of a cost of common 

equity formula, as well as providing for the recovery or amortization of a participating utility’s 

actual costs, which will afford the electric utilities an opportunity to earn their authorized return 

on common equity under the formula.  Section 16-108.5(c)(3) states that the formula for 

determining the cost of equity “shall be calculated as the sum of the following: (A) the average 

for the applicable calendar year of the monthly average yields of 30-year U.S. Treasury bonds 

published by the Board of Governors of the Federal Reserve System in its weekly H.15 

Statistical Release or successor publication; and (B) 580 basis points.”  220 ILCS 5/16-

108.5(c)(3).   

The record shows that the monthly yields of 30-year U.S. Treasury Bonds from the H.15 

Statistical Release for most recent calendar year, 2011, averaged 3.91%.  (IAWC Exs. 10.00SR, 

p. 5; 10.02SR, WP1.)  Adding 580 basis points to 3.91% results in a cost of equity of 9.71% 

(9.71% = 3.91% + 5.80%) applicable to the participating electric utilities in the State of Illinois 

under Section 16-108.5.  (IAWC Ex. 10.00SR, p. 5.)  Although within the 9.52% - 10.38% range, 

this cost rate is not applicable to water utilities in general, or to IAWC, specifically.  Ms. Ahern 

testified that water utilities in general, and IAWC specifically, currently face greater investment 

risk relative to electric, combination electric and gas, and natural gas utilities.  (IAWC Exs. 10.00, 

pp. 11-12; 10.02; 10.03; 10.00SR, p. 5.)  Therefore, when comparing the statutory return on 

equity, the 9.71% cost of common equity resulting from application of the Section 16-108.5 
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formula must be adjusted upward to reflect this increased investment risk.  Adding the 

investment risk adjustment of 0.25% to the 9.71% cost rate results in a water / IAWC investment 

risk-adjusted common equity cost rate of 9.96%.  (IAWC Ex. 10.21R, p. 2, line 7.)  In addition, 

the record shows a flotation cost adjustment must also be made.  (IAWC Exs. 10.00, pp. 76-79, 

lines 1985-2057; 10.00R, pp. 28-29, 50-51, lines 663-89, 1231-41; 10.00SR, pp. 5-6.)  Adding 

the flotation cost adjustment of 0.15% to the 9.96% cost rate results in a water / IAWC 

investment risk-adjusted and flotation cost-adjusted cost rate of common equity cost rate of 

10.11%.  (IAWC Exs. 10.21R, p. 2, line 6; 10.00SR, p. 6.)  The Order, however, summarily 

disregards this record evidence in its determination of an unreasonably low return on equity of 

9.34%.  For this reason, rehearing should be granted to properly consider all the evidence 

presented in this proceeding. 

2. The Order’s Conclusion Regarding Return on Equity Is Contrary to 
Law. 

As a matter of federal Constitutional law, IAWC is lawfully entitled to an opportunity to 

earn a reasonable rate of return comparable to other industries bearing similar risk.  “The return 

to the equity owner should be commensurate with returns on investments in other enterprises 

having corresponding risks.  That return, moreover, should be sufficient to assure confidence in 

the financial integrity of the enterprise, so as to maintain its credit and attract capital.”  Federal 

Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).  A public utility is also 

legally entitled to “such rates as will permit it to earn a return on the value of the property which 

it employs for the convenience of the public equal to that generally being made at the same time 

and in the same general part of the country on investments in other business undertakings which 

are attended by corresponding risks and uncertainties . . . .”  Bluefield Water Works & 

Improvement Co. v. Pub. Serv. Comm’n of West Virginia, 262 U.S. 679, 692 (1923).  Whereas 
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Bluefield focused on the utility’s perspective, Hope focused on that of the investor: “[t]he return 

to the equity owner should be commensurate with returns on investments in other enterprises 

having corresponding risks.  That return, moreover, should be sufficient to assure confidence in 

the financial integrity of the enterprise, so as to maintain its credit and attract capital.”  320 U.S. 

at 603. 

An equity return of 9.34% does not provide sufficient return required by Hope and 

Bluefield and thus, is contrary to law.  In the nearly 40-year period since the Commission started 

keeping track of authorized return on equity, rarely has a water utility been authorized to earn 

less than 10%.  (IAWC BOE 11.)  The Order concludes that IAWC faces risks comparable to 

Illinois gas utilities, but since 1972, only two gas utilities received a return on equity lower than 

what is being recommended here.  (Id.)  In only one case in the past 43 years has an electric 

utility received a return on equity of less than 10%.3  (Id., 12.) 

As discussed above, 9.34% is also nowhere near the equity returns authorized to IAWC’s 

affiliates in neighboring jurisdictions.  And although the Company has not performed a 

comprehensive analysis of authorized return on equity across all industries and states in 

reviewing historical returns authorized in Illinois, it quickly becomes apparent that the lowest 

returns have been meted out only recently.  (Id.)  The lowest authorized gas and electric returns 

(9.19% and 9.9%, respectively) were handed down to AmerenCIPS and AmerenCILCO in 

Docket 09-0306, etc. (cons.).  The lowest water utility return, 9.49%, was authorized for Aqua in 

Docket 11-0436.   

Such a historically low return on equity may not allow IAWC to attract capital on 

reasonable terms.  As IAWC noted in its Brief on Exceptions (13), the Commission itself has 

                                                
3 See Illinois Commerce Commission, Financial Analysis Division, Rate Case History Report, (Mar. 2012), 
http://www.icc.illinois.gov/reports. 
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recognized that setting return on equity too low is bad for utilities, bad for investors and bad for 

customers.  “If the Commission set the authorized ROR below a utility’s actual cost of capital, 

the financial strength of the utility could deteriorate, making it difficult for the utility to raise 

capital at reasonable cost.  Ultimately, the utility’s inability to raise sufficient capital would 

impair service quality.”  Aqua Ill., Inc., Docket 11-0436, Order, p. 136 (Feb. 16, 2012) (quoting 

Staff testimony).  Thus, the return on equity authorized in a proceeding will be among the “key 

considerations in investors’ decisions about whether to invest in utilities as opposed to other 

industries.”  Id.  “Utility investors understand and accept the role of pervasive regulation, but 

they seek from the regulatory process decision-making that is fair, with a significant degree of 

predictability.”  Id. (quotation omitted).  Continuing a trend of ever-decreasing return on equity 

is not the type of “predictability” investors expect and violates the legal rights espoused in 

Bluefield and Hope. 

B. The Order Errs in Its Conclusion Regarding FIN 48.  

1. Contrary to the Order’s Finding, the Record Makes Clear FIN 48 Is 
Not a Cost-free Source of Capital.  

Rehearing should be granted to amend the Order on the issue of FIN 48, to remove the 

FIN 48 amounts from the balance of ADIT.  Rehearing is appropriate because the Order 

incorrectly concludes (p. 36), contrary to the record evidence, “that the FIN 48 amount 

represents a source of cost-free capital.”  The record makes clear that there is an interest cost 

associated with the FIN 48 amounts.  When, as expected, FIN 48 amounts are repaid, they must 

be repaid with interest and penalties, if applicable.  (IAWC Ex. 13.00SR (Warren Sur.), p. 3.)  In 

fact, the FIN 48 Interpretation document itself requires that “[w]hen the tax law requires interest 

to be paid on an underpayment of income taxes, an enterprise shall begin recognizing interest 

expense in the first period the interest would begin accruing according to the provisions of the 
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relevant tax law.”  (IAWC Cross Ex. 8, p. 4.)  Likewise, applicable penalties must be recorded.  

(Id., p. 5.)  Thus, unlike ADIT, FIN 48 liabilities cannot be considered a source of cost-free 

capital.  (Id.; cf. Order, p. 35 (ADIT represents an “interest free source of funds”).)  Staff 

recognizes that interest can accrue on the FIN 48 amounts.  (ICC Staff Ex. 9.0-C (Kahle Reb.), p. 

13.)  AG witness Mr. Smith also recognizes the possibility that interest and penalties can accrue.  

(Tr. 702; AG Ex. 4.0 C (Rev.) (Smith Reb.), p. 30.)  And the FIN 48 pronouncement itself 

requires that interest and, if applicable, penalty amounts be recorded.  (IAWC Cross Ex. 8, p. 4.)  

Thus, there is substantial record evidence that makes it clear that, unlike ADIT, FIN 48 amounts 

do have a cost.  As a result, the Order’s conclusion that “[t]he Commission agrees with AG and 

Staff that the FIN 48 amount represents a source of cost-free capital that should be reflected as a 

rate base deduction” (Order, p. 36) is incorrect and not supported by the record.  The result 

flowing from that incorrect conclusion, that the FIN 48 amounts should be included in ADIT and 

deducted from rate base, should be reversed. 

2. The Order Ignores Record Evidence of the Need to Provide Utilities 
Incentives to Take Uncertain Tax Positions. 

Rehearing is also appropriate because the Order ignores evidence of the need to provide 

utilities incentives to take uncertain tax positions.  As the record shows, there is a benefit to 

ratepayers when utilities take uncertain tax positions: the Order acknowledges that customers 

will “receive the benefit of the deferred tax credits, in the form of a rate base reduction,” 

although the Order is concerned that this will not happen “until the first rate case after tax returns 

are no longer subject to IRS review and adjustment.”  (Order, p. 36.)  In fact, the record confirms 

such a benefit.  (See IAWC Init. Br. 39-40.)  Both Staff and the AG agree that taking uncertain 

tax positions can benefit ratepayers.  As Staff witness Mr. Kahle testified, “[t]he Company 

should still have an incentive to make uncertain tax positions.”  (ICC Staff Ex. 9.0-C, p. 13.)  AG 
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witness Mr. Smith also agrees that, if the utility is successful on its uncertain position, its 

ratepayers can benefit.  (Tr. 705-06.)   Thus, IAWC should be encouraged to take uncertain tax 

positions to obtain this ratepayer benefit.  (IAWC Init. Br. 40-42.)   

But the Order concludes, “IAWC’s proposal does not contain a mechanism to protect 

customers while awaiting an IRS review.  Therefore, if the IRS does not disallow the tax 

deduction associated with the FIN 48 reserve, customers would not receive the benefit of the 

deferred tax credits, in the form of a rate base reduction, until the first rate case after tax returns 

are no longer subject to IRS review and adjustment.”  (Order, p. 36.)  In so finding, the Order 

eliminates the incentive for utilities to take uncertain tax positions.  The Order addresses a 

scenario that is the less likely scenario to occur—the scenario where the “IRS does not disallow 

the tax deduction associated with the FIN 48 reserve.”  However, the Order ignores the scenario 

that more likely than not will occur—that the IRS disallows the proposed tax deduction and 

IAWC has to repay the FIN 48 amounts to the taxing authority.  Under that more likely scenario, 

if the Order’s determination was adopted, IAWC will be subject to a rate base deduction for 

amounts that it more likely than not will have to remit to the taxing authority.  As a result, IAWC 

could be faced with a situation where its rate base has been reduced for funds that it no longer 

has.   

The amount of tax that IAWC and its outside auditors have concluded “more likely than 

not” will eventually be paid (but has not been paid yet) to taxing authorities in connection with 

the uncertain positions must be reflected on the utility’s balance sheet as a tax liability (the FIN 

48 amount).  (IAWC Ex. 13.00R (Warren Reb.), pp. 9-11.)  Thus, the expectation is that the FIN 

48 amounts will be repaid.  With the FIN 48 amounts included in a rate base deduction as part of 

ADIT, as the Order finds, IAWC’s rate base is lower than it otherwise would be.  If, as expected, 
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the FIN 48 amounts are remitted to the taxing authorities, IAWC will no longer have the FIN 48 

funds, but will still have the rate base deduction until the next rate case.  This eliminates any 

incentive to take uncertain tax positions.  The Order has prematurely conferred to ratepayers the 

benefit of a finding by the taxing authority that the uncertain tax deductions should be allowed, 

even though such a finding has not yet been made and is the less likely outcome.  Under the 

Order’s result, IAWC would be better off not taking the uncertain tax position at all, even though 

taking such a position benefits ratepayers.  The Order ignores the evidence supporting this 

conclusion.  

3. Alternatively, Rehearing Is Necessary to Receive Additional Evidence 
to Develop an Appropriate Mechanism to Protect Both the Utility and 
Ratepayers in Adopting Uncertain Tax Positions. 

IAWC contends that rehearing should be granted to reverse the Order’s conclusion on 

FIN 48.  If the Commission does not grant rehearing to reverse the Order, however, the 

Commission should grant rehearing to receive additional evidence to develop an appropriate 

mechanism to protect both Illinois utilities and ratepayers in adopting uncertain tax positions. 

The FIN 48 issue is a complex one, and involves, as the record shows, a variety of 

possible scenarios (whose outcome is uncertain) that have disparate impacts on ratepayers and 

shareholders.  As the Order acknowledges, Staff recommended a mechanism intended to mitigate 

the risk utilities face when adopting uncertain tax positions: “Since the Company does risk the 

payment of interest on the uncertain tax position if the IRS disallows the tax deduction, the 

Commission could allow the Company to recover from ratepayers an interest accrued on FIN 48 

funds in its cost of service an interest expense.”  (Order, p. 36; Staff Init. Br. 19.)  The Order did 

not reject this recommendation, but rather could not adopt it at the time, finding it “is not clear in 

terms of how it would actually work.”  (Order, p. 36.)  On the other hand, the Order found 

IAWC’s proposal lacking a mechanism to protect ratepayers while awaiting an IRS review.  (Id.)  
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Given the presence of one possible alternative in Staff’s testimony, IAWC contends rehearing is 

appropriate to receive additional evidence on alternate mechanisms for treating FIN 48 and to 

develop the appropriate mechanism to protect both utilities and ratepayers. 

As IAWC explained in its Initial Brief (40-42) and Reply Brief (29-30), other 

jurisdictions have developed a method to guard against the revenue harm perceived by the utility 

and to encourage it to continue to adopt uncertain tax positions that ultimately benefit ratepayers.  

For instance, the West Virginia Public Service Commission allowed a utility recovery on a 

regulatory asset equal to the related negative revenue requirement impact resulting from the 

disallowed ADIT: 

In its rebuttal testimony, WVAWC raised the concern that if the Commission 
elected to flow through the benefits of the capital repairs and rejected its FIN 48 
reserve proposal, it might be caught in a situation where the benefits of the 
disallowed adjustment would suddenly be owed to the IRS even though the 
benefits would have already been flowed through to customers. Ex. MAM-R at 61, 
62. As stated above, however, the Commission will normalize the impact of the 
capital repairs deduction changes. While normalization reduces the potential 
future revenue harm to WVAWC of an adverse tax ruling on its capital repairs 
deduction, an adverse tax ruling between rate proceedings could still impose costs 
on WVAWC if a portion of the ADIT is removed from the Company’s books, but 
the full ADIT remains as a rate case deduction underlying the Company’s 
approved rates. The Commission will allow a more balanced accounting 
mechanism than that proposed by WVAWC (i) to recognize the unusual nature of 
the capital repairs deduction accounting change and (ii) to encourage WVAWC to 
continue to advocate for tax positions that ultimately benefit ratepayers. 
Therefore, if the IRS actually does modify and disallow a portion of the 
deduction(s) WVAWC has taken and that are reflected as a deferred tax credit 
offset to rate base in this proceeding, the Commission will allow WVAWC to 
record a regulatory asset equal to the related negative revenue requirement impact 
in this case from the disallowed ADIT. 

West Virginia-Am. Water Co., No. 10-0920-W-42T, 2011 W. Va. PUC LEXIS 901, Order, *77-

78 (W.Va. PSC Apr. 18, 2011) (emphasis added).  Thus, the West Virginia Commission ordered 

a ratemaking outcome (albeit a somewhat complex one) that recognized that the utility should 

retain the incentive to take uncertain tax positions.   
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Kentucky regulators have adopted a similar compromise position.  In Application of 

Kentucky-Am. Water Co. for an Adjustment of Rates, the Kentucky Attorney General argued the 

utility’s FIN 48 liabilities represented a source of zero-cost capital that should be treated as 

ADIT and passed through to ratepayers. Case No. 2010-00036, 2010 Ky. PUC LEXIS 1479, 

Order, *29-30 (Ky. Pub. Serv. Comm’n Dec. 14, 2010).4  The Kentucky Commission observed 

that “[f]ew regulatory commissions have addressed this issue in contested proceedings,” but 

those that have “have been reluctant to apply the rate-making treatment that the AG proposes.”  

Id., at *19.  In rejecting the AG’s adjustment, the Commission acknowledged, “[i]f the IRS 

ultimately allows the deduction . . . ratepayers and shareholders will benefit from the tax deferral.  

If the IRS disallows Kentucky-American’s deduction, Kentucky-American has stated it will not 

seek recovery for interest and penalties imposed by the IRS and the ratepayers will not be 

negatively affected.”  Id. at *20.  Rehearing would provide an opportunity to examine these and 

other mechanisms, and to develop the proper mechanism to protect Illinois utilities and 

ratepayers. 

C. Technical Correction to Rate Case Expense 

The total authorized level of current rate case expense reflects a technical error.  

Rehearing should be granted and the Commission should issue a corrected order, without an 

evidentiary hearing, to correct the amount of IAWC’s current rate case expense.  IAWC 

requested a total level of current rate case expense of $2,716,921.  (Sch. C-10 First Rev., p. 1, 

line 14; Order, p. 48.)  To that amount, the Order made three adjustments.  First, it disallowed the 

total cost for SFIO Consulting.  (Order, pp. 50-51; IAWC Cross Ex. 4, p. 2, line 6 (ICC Staff Ex. 

16.0 Supp. (Rev.), Sch. 16.1 Update).)  Second, it accepted Staff’s position and disallowed 

                                                
4 Also available at http://psc.ky.gov/order_vault/Orders_2010/201000036_12142010.pdf. 
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certain legal costs related to the Demand Study.  (Order, pp. 53-54; IAWC Cross Ex. 4, p. 2, line 

10.)  Third, it reduced the recoverable hourly rate for IAWC’s tax expert.  (Order, p. 52.)  The 

Order otherwise approved the current rate case expense.  Thus, the total adjustment to the 

expense should have been the sum of those three adjustments, or $82,129, and the resulting level 

of approved expense, $2,634,792.  The Order, however, authorizes recovery of only $2,575,091, 

resulting in an unallocated difference of $59,701.  (Order, p. 56.)  This apparent mathematical 

computation error should be corrected and the Commission should issue a corrected order 

resulting in an approved level of current rate case expense of $2,634,792.5 

IAWC therefore respectfully requests that the Commission grant rehearing on the issue of 

current rate case expense to issue a corrected order resulting in an approved level of current rate 

case expense of $2,634,792. 

III. CONCLUSION 

For the reasons set forth above, IAWC requests that the Commission grant rehearing on 

the issues discussed herein. 

                                                
5 This error may have been the result of the Commission deriving the total approved level of rate case expense from 
the level recommended by Staff, $2,541,052 (Staff Init. Br., p. 23), rather than that requested by IAWC, $2,716,921 
(Sch. C-10 First Rev., p. 14.)  The Order agreed with Staff’s proposed adjustments for SFIO’s costs and the Demand 
Study legal costs.  (Order, pp. 49-51, 53-54.)  However, it disagreed in part with Staff’s recommended $68,078 
adjustment to the tax expert’s cost (see IAWC Cross Ex. 4, p. 5, lines 8, 12), resulting in a $33,965 difference from 
Staff’s proposed adjustment ($68,078 Staff recommended adjustment - $34,113 Order adjustment = $33,965).  
Adding that difference to Staff’s recommended level of rate case expense results in the approximate level of total 
current rate case expense approved by the Order of $2,575,091 ($2,541,052 + $33,965 = $2,575,017).  That 
calculation, however, overlooks that Staff’s recommended level of rate case expense reflected an additional 
adjustment to disallow the estimated cost of rebuttal experts not yet retained that was not adopted by the 
Commission.  (Order, p. 52 (finding the adjustment not supported by the evidentiary record).)  Accordingly, it was 
not appropriate to begin with Staff’s recommended level of expense to calculate the approved level of expense.  The 
appropriate calculation is to begin with IAWC’s requested level of rate case expense and to reduce that amount by 
the three adjustments reflected in the Order. 
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