STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

lllinois-American Water Company

Proposed Rate Increases for Water and : 22-0210
Sewer Service. (tariffs filed February 10,
2022)

ORDER

December 15, 2022






l. INTRODUCTION

Il. OPERATING EXPENSES AND REVENUES
A. Uncontested Issues

1.

© N o O

10.
11.

12.

13.

B. Contested Issues

1.

2.
3.

1. RATE BASE
A. Uncontested Issues

1.

2.

Table of Contents

Employee Benefits Expense (Account 604.8 Retiree Medical

Expense Capital Credits Balance).........ccccccceeeiviiiiiiiiiiiiciiineeee,
Pension/Other Post-Employment Benefits (‘OPEB”) Update.....
Inclusion of Union Medical Costs in OPEB ...........cccccccciiiiinnnes
Uncollectibles Account Expense (impact of adjustments to

FEVENUES) ... eiieeeeeieie e e e e e e e ettt e e e e e e e e e e et e e e e e e e e e e e s ban e e eeeees
LODDYING EXPENSES ..o oo
Charitable EXPENSES ........cvvuiiiiiii e
AdVErtiSING EXPENSES.....uuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeaeee
Amortization Expense related to the IL Interurban Granite Bs

1K= 01U
Labor and Labor Related Correction for 401k and Deferred

COMPENSALION ..o
Lincoln Water Rate Zone — Payroll TaX........ccooeeeeevvvveiiiiiiineeeenn.

Removal of Wastewater Disposal Costs — Chicago Metro

WaSteWater RaAtE ZONE ...c.oviii e

Income Tax Adjustment for Water Used in Company Facilities

Other Operating Revenues — Chicago Metro Wastewater and

Central WaStEWALET ...

Update of Production, Building Maintenance, and

Transportation EXPENSES .....ccovvveviiiiiiiiee e
PerformancCe Pay ..o
Rate Case EXPENSE .....ccooiiiiiiiiiiii et

Adjustment to Rate Base for 2021 Actuals (including Materials

aNd SUPPHES) ..o
Adjustments re: ACQUISILIONS ........uuiviiiiiiiiieeeciin e



22-0210

3. Qualified Infrastructure Plant (“QIP”)........ooociiiie 41

4, Removal of Incentive Compensation Based on Financial
Metrics Capitalized Since the Last Rate Case ..........ccccoeeveeeveeennns 41
5. Corrections to Accumulated Deferred Income Taxes (“ADIT”)...... 41
6. Calculation of Cash Working Capital (‘“CWC”)........ccevvvvviiiiiiinnnnn. 41
B. (00] 0102153 =10 l TS =S PP 42
1. Cash Working Capital (“CWC”) .....cooovviiiiiiiiiiiieeeeeeee 42
IV.  CAPITAL STRUCTURE AND RATE OF RETURN.........ccciiiiiiiiiie e 47
A. UNCONTESTEA ISSUES ...t e et a7
1. Cost of Long-Term Debt..........ccoooeeiiiiiiiiiiii e, a7
B. (O] 01 (=351 (=T o [ TS [ a7
1. (O] o] ¢= IS 11U o1 (1] (= RSP a7
2. Cost of Short-Term Debt (Forecasted Interest Rates)................... 67
3. Cost of CommON EQUILY ...covvviiiiiic e 69
4 Recommended Cost of Capital ..., 103
V. RATE DESIGN ...eiiiiiiiiieie ettt e e ee e e e e e e e s s nanabaeeeeeeeeeeeanes 103
A. UNCONTESTEA ISSUES ... 103
1. Central Zone Collection-Only Rate.............ccceeevvviiiiiiieiieeeeeeeenn, 103
2. Chicago Metro Rate INCrease .........cccccccvvviiiiiiiiiiiiiiiiiiiiieeeeeeeeee 103
3. Increase to Competitive Service CUStOMErS ..........coeevvvvvieeeeennnn. 104
B. (O] 01 (=35 (=T 0 I 1T 1 104
1. Wastewater Revenue Requirement Reallocation........................ 104
2. COS StUAIES ..o 130

3. Central Division Class Revenue Allocation, including Large
Public Authorities Class ...........uuiiiiiiiiiiiece e 137
Central and Pekin Customer Charges...........cccoevvvvvviiiiiiieeeeeeennn, 139
Lincoln Water RAtES........ccovvviiiiiiii et 143
6. Public Fire Protection RaAteS..........cooovvviiiiiiiiiiii e 147
VI. D 149
A. UNCONTESTEA ISSUES ...t 149
1. (L0 [=T g = 1o (o] = T 149
B. CONLESIEA ISSUBS ... e 150



VII.

VIII.

22-0210

1. Environmental Surcharge Rider ESR (“Rider ESR”) .................. 150
2. Bad Debt Expense Rider (“Rider BDE”) .......ccccoooeevviiiiiiiiiiiiieeee, 173
LOW-INCOME TARIFF ..o 179
A. (O0] 01 (2153 (=0 l TS =S PP 179
1. Eligibility Threshold ... 179
2. O 7= 10 [ O o 1 PP 183
3. REVENUE RECOVEIY......ciiiiiiiieee e 186
(@ I = S EEPRTR 192
A. UNCONTESTEA ISSUBS ... e e e 192
1. Depreciation StUAY .........ccooiviiiiiiiiii e 192
2. Original Cost Determination ............cccvvvviiiiiiiiiiiiiiiiieeeeeeeeeeee 192
3. Gross Revenue Conversion Factor........cccccccvvvviiiiiiiiiiiiiiieeeeee, 192
4. Demand StUAY .....coooeeeeeeeeeeee e 192
5. Typographical EITOrS......ccooeieeiiiiiiiiee e 193
FINDINGS AND ORDERING PARAGRAPHS. ..., 193






STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

lllinois-American Water Company

Proposed Rate Increases for Water and : 22-0210
Sewer Service. (tariffs filed February 10,
2022)

ORDER

By the Commission:
l. INTRODUCTION

On February 10, 2022, lllinois-American Water Company (“IAWC” or “Company”)
filed new tariff sheets (“Proposed Tariffs”) with the lllinois Commerce Commission
(“Commission”) in which it proposed a general increase in water and sewer rates pursuant
to Section 9-201 of the Public Utilities Act (“Act”). 220 ILCS 5/9-201. Simultaneous with
and in support of its filing of the Proposed Tariffs, IAWC filed testimony, exhibits, and
schedules intended to meet the requirements of 83 Ill. Adm. Code 285, 286, and 287. On
March 17, 2022, the Commission entered a Suspension Order suspending the Proposed
Tariffs to and including July 9, 2022. On June 23, 2022, the Commission entered a
Resuspension Order extending the suspension to and including January 9, 2023.

Pursuant to due notice, a prehearing conference was held on April 19, 2022 before
duly authorized Administrative Law Judges (“ALJs”) of the Commission via
videoconference. On April 20, 2022, the ALJs issued a ruling establishing a case
schedule.

Appearances or Petitions to Intervene were filed by the following: the Attorney
General of the State of lllinois (“AG”); City of Peoria; Federal Executive Agencies (“FEA”);
Citizens Utility Board (“CUB”); United States Steel Corporation-Granite City Works, as a
member of the lllinois Industrial Water Consumers (“llWC”); Prairie Farms Dairy, as a
member of IIWC; City of Champaign (“Champaign”); City of South Beloit; Villages of Philo
and Savoy; Village of St. Joseph; City of Urbana; Village of Sidney; and City of East St.
Louis (“ESL”).

An evidentiary hearing was held on August 10, 2022. Testimony and exhibits filed
by IAWC, Commission Staff (“Staff’), the AG, Champaign, jointly [IWC and FEA
(“lIWC/FEA”), jointly IIWC, FEA, and CUB (“lIWC/FEA/CUB”), and ESL were admitted
into evidence and the record was marked “Heard and Taken.” On September 9, 2022,
IAWC, Staff, the AG, IIWC/FEA, IWC/FEA/CUB, and jointly Champaign, City of Urbana,
City of South Beloit, Villages of Philo and Savoy, Village of St. Joseph, and Village of
Sidney (“Municipalities”) filed Initial Briefs (“IB”). On September 29, 2022, IAWC, Staff,
the AG, IICC/FEA, IIWC/FEA/CUB, and the Municipalities filed Reply Briefs (“RB”).
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On October 28, 2022, a Proposed Order was served. On November 10, 2022,
IAWC, Staff, IWC/FEA, IWC/FEA/CUB and the AG filed Briefs on Exceptions (“BOESs”).
In its BOE, IAWC requested oral argument which was granted by the Commission on
November 17, 2022. On November 22, 2022, IAWC, Staff, IWC/FEA/CUB, the AG, and
the Municipalities filed Reply Briefs on Exceptions. The Commission heard oral argument
on November 30, 2022.

Il. OPERATING EXPENSES AND REVENUES
A. Uncontested Issues

1. Employee Benefits Expense (Account 604.8 Retiree Medical
Expense Capital Credits Balance)

IAWC notes that the AG made an adjustment to reflect account 604.8 Retiree
Medical Expense Capital Credits as a reduction to operating expense rather than an
increase to operating expense as currently reflected on IAWC Schedule C-2.14. IAWC
explains that this adjustment reduces other benefits expense across rate zones and totals
$90,952 in total. IAWC states that it does not oppose this adjustment. The Company has
incorporated this correction into its revised C-Schedules as shown on Schedule C-2. The
Commission finds that this adjustment is reasonable, and it is approved.

2. Pension/Other Post-Employment Benefits (“OPEB”) Update

Staff proposed an adjustment for employee benefits expense, including OPEB
benefits. Staff Ex. 1.0, Schedule 1.09. In rebuttal, IAWC presented updated and
corrected test year amounts for pension and OPEB expense. IAWC states that Staff does
not propose any adjustments to IAWC’s proposed updated test year pension/OPEB costs.
The Commission finds that IAWC’s updated pension and OPEB expenses for text year
2023 are reasonable, and they are approved.

3. Inclusion of Union Medical Costs in OPEB

IAWC notes that as explained in response to AG Data Request 8.02, the Company
has been working with its tax department and outside consultants to develop a plan to
repurpose the excess funding of the Union Medical Voluntary Employees’ Beneficiary
Association (“Union Medical VEBA”) so that it would not be taxable. IAWC explains that
the Company now believes that it has identified an approach to repurpose the excess
funding of the Union Medical VEBA so that it would not be 100% taxable and agrees that
the excess funding amounts should be included within the revenue requirement as of
January 1, 2023. The Commission finds that this is reasonable, and it is approved.

4, Uncollectibles Account Expense (impact of adjustments to
revenues)

The AG proposed a correction to IAWC’s uncollectible expense. IAWC points out
that the Company responded to discovery requests AG 13.05 and 13.11, which
addressed removing all uncollectible expense from net revenues. IAWC acknowledged
posting and linking errors that inadvertently resulted in the amount for uncollectible
accounts being related to present revenues and not proposed revenues, and the
Company also provided corrected files in IAWC Ex. 31.01. The Commission finds that
this is reasonable, and it is approved.
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5. Lobbying Expenses

Staff proposed an adjustment for lobbying expenses of $341,433 that the
Company inadvertently included in test-year operating expenses. Staff Ex. 4.0 at4. The
Company agreed with this adjustment. The Commission finds that this adjustment is
reasonable and is approved.

6. Charitable Expenses

Staff proposed an adjustment for charitable contributions expenses of $13,570 that
the Company included in test-year operating expenses. Id. at 4-5. IAWC agrees with this
adjustment. IAWC Ex. 15.00 at 9. The Commission finds that this adjustment is
reasonable, and it is approved.

7. Advertising Expenses

Staff proposed an adjustment to advertising (Staff Ex. 4.0, Schedule 4.01) of which
the Company accepted $7,830 as promotional or goodwill. IAWC Ex. 17.00 at 39-40.
The Company accepted this adjustment and proposed a breakdown by rate zone of this
$7,830. IAWC Ex. 17.05 at 39. In Staff’s rebuttal testimony, Staff proposed an additional
$146,527 (which did not include the $7,830 that IAWC accepted) adjustment to
advertising for advertisements not provided, invoices not fully explaining recorded
expenses, or advertisements that are promotional or goodwill in nature. Staff Ex 12.0 at
3. In the interest of limiting the number of contested issues in this proceeding, the
Company accepted Staff's proposed additional adjustment. IAWC Ex. 27.00 at 13-14.

Staff states that, looking at the details of Company surrebuttal, Schedule C-2, line
20 Advertising column (IAWC Ex. 25.01 at 13) only includes $146,527. It appears to Staff
that the Company neglected to include the $7,830 of previously accepted advertising
adjustment in their surrebuttal Schedule C-2 (IAWC Ex. 17.05 at 7, line 20 Advertising
column). Therefore, Staff's appendices to Staff’s Initial Brief correct this error and include
the $7,830 advertising adjustment, by rate zone as reflected on IAWC Ex. 17.05 at 39,
line 5.

IAWC accepts Staff's adjustment to advertising expense as shown on Staff Exhibit
12.0, Schedule 12.01, Page 1. IAWC provided a revised Schedule C-2.19 reflecting the
adjustment to advertising expense. This matter is uncontested. The Commission finds
that Staff’'s adjustment is reasonable, and it is approved.

8. Amortization Expense related to the IL Interurban Granite Bs
Tank

IAWC agrees with the AG’s proposed adjustment to remove amortization expense
for the IL Interurban Granite Bs tank by $14,262 in Central Division Water and in Total
Company. The Commission finds that this adjustment is reasonable, and it is approved.

9. Labor and Labor Related Correction for 401k and Deferred
Compensation

IAWC states that the AG made an adjustment to the Central Water rate zone to
move $82,181 from regulatory expense to other benefits expense. IAWC notes that this
amount was incorrectly placed within regulatory expense and should be included in other
benefits expense. IAWC notes that the Company does not oppose this correction and

7
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has incorporated it into its revised C-Schedules as reflected on Schedule C-2. The
Commission finds that this adjustment is reasonable, and it is approved.

10. Lincoln Water Rate Zone — Payroll Tax

IAWC states that the AG made an adjustment for Federal Insurance Contributions
Act (“FICA”) expense for the Lincoln Water rate zone. IAWC explains that due to a
formula error within the Company’s workpaper, FICA expense was overstated by $92,251
for the Lincoln Water rate zone. The correct amount of FICA expense for the Lincoln
Water rate zone is $893. The Company does not oppose the AG’s adjustment and has
incorporated this correction in its updated revenue requirement as shown on IAWC
Schedule C-2.7. The Commission finds that this adjustment is reasonable, and it is
approved.

11. Removal of Wastewater Disposal Costs — Chicago Metro
Wastewater Rate Zone

IAWC explains that it recovers its purchased wastewater disposal costs for the
Chicago Metro wastewater rate zone through a purchased wastewater adjustment clause.
IAWC notes that in its initial filing, it removed the purchased wastewater revenues from
its revenue requirement but inadvertently did not remove the costs. The AG proposed an
adjustment that would remove these costs. The Commission finds that this adjustment is
reasonable, and it is approved.

12. Income Tax Adjustment for Water Used in Company Facilities

IAWC notes that the AG made an adjustment to state and federal income tax
expense for the Central Water rate zone. IAWC explains that the Company’s initial filing
did not capture the impact on income taxes related to the adjustment for water used in
company facilities. The Company accepts this adjustment and has reflected this change
in its revised C-Schedules as shown on Schedule C-5. The Commission finds that this
adjustment is reasonable, and it is approved.

13. Other Operating Revenues — Chicago Metro Wastewater and
Central Wastewater

IAWC notes that the Company’s Schedule A-3 Comparison of Present and
Proposed Rates incorrectly identified other operating revenues in the Chicago Metro
Wastewater rate zone. The correct other operating revenues for the wastewater rate
zones as reflected in the rebuttal workpaper WPC-2.6a is shown below:

. Chicago Metro Wastewater $307,734
. Central Wastewater $117,218
. Total Wastewater $424,952

The Commission finds that the corrected operating revenues are reasonable, and
they are approved.
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B. Contested Issues

1. Update of Production, Building Maintenance, and
Transportation Expenses

a. IAWC’s Position

The Company explains that after it filed its case in early February 2022, several
extraordinary economic developments occurred — developments over which IAWC had
no control, including:

e The Russian invasion of Ukraine in late February 2022, and
its impact on energy markets;

e Supply chain problems and significant commodity price
increases in spring 2022; and

e Growing inflationary pressure, changes in monetary policy by
central banks; and stock market decline.

IAWC states that these extraordinary circumstances had a significant and material impact
on IAWC’s costs. As a result, the Company notes, as permitted by 83 Ill. Adm. Code
287.30, IAWC proposed updates related to increases in chemical, fuel, and power costs
and for pension and OPEB costs. IAWC explains that these updates are based on the
availability of more recent data, including post-filing market factors driving increases in
chemical, fuel, and power costs, and more recent actuarial studies supporting pension
and OPEB expense. IAWC states that the significant and material updates to the 2023
totaled approximately $11.3 million.

IAWC notes that in their ruling denying Staff’'s Motion to Strike the update, the ALJs
found that “[w]hether IAWC'’s evidence is substantively sufficient to support [the update]
increase can and should be addressed in Staff and Intervenors’ rebuttal testimony.”
Docket No. 22-0210, Notice of ALJs’ Ruling (“ALJs’ Ruling”), July 22, 2022. In rebuttal
testimony, the Company explains, Staff agreed with the update to pension and OPEB
costs. IAWC points out that Staff did not address IAWC’s updated production costs in its
rebuttal testimony but reflected them in Staff’s rebuttal revenue requirement.

IAWC also notes that the AG also agreed with the update to pension and OPEB
costs. The Company states that the only updated costs the AG takes issue with are those
related to chemical, fuel, and power pricing. Thus, IAWC maintains, the only remaining
costs at issue with respect to its proposed update are Production, Building Maintenance,
and Transportation Expenses. For these costs, IAWC observes that the AG does not
argue they are imprudent, unreasonable in amount, or unnecessary. Instead, the
Company states, as discussed below, the AG’s critique does not concern the level or
prudence of these cost increases but centers primarily on whether these cost increases
could have been anticipated and reflected in IAWC’s initial filing. IAWC states that
chemical pricing and fuel and power costs increased substantially after IAWC filed its
case and because of events that could not have been reasonably anticipated.

IAWC maintains that it has therefore met the requirements for an update, and its
updated costs are reasonable and should be approved as part of its future test year
revenue requirement.
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IAWC explains that Section 287.30 of the Commission’s rules governs proposed
updates to future test year data: in summary, updates may be permitted when there is “a
significant and material change affecting the revenue requirement.” 83 Ill. Adm. Code
287.30(a). The Company states that Section 287.30 requires IAWC to introduce evidence
that will allow the ALJs, during the suspension period, to make the determination whether
to “require or allow” the update. Id.

IAWC further explains that Section 287.30(b) directs the ALJs to consider:

(1)  Whether the changes significantly and materially affect the
revenue requirement;

(2)  Whether the changes could have been reflected in the
initial tariff filing; and

(3) Whether [Staff] and other participants will have an
adequate opportunity to review the updated information.

83 Ill. Adm. Code 287.30(b).

IAWC states that it has presented extensive evidence of changes to Production,
Building Maintenance, and Transportation Expenses, driven by changes in chemical, fuel,
and power costs, that significantly and materially affect the revenue requirement. IAWC
explains that these changes result in cost updates that total over $11 million. The
Company explains that Staff and the AG concede that this factor is met — Staff's Motion
to Strike IAWC’s update acknowledged that IAWC’s proposed update “includes a
significant increase in its requested revenue from its direct case.” Docket No. 22-0210,
Staff Motion to Strike Portions of Illinois-American Water Company’s Rebuttal Testimony
at 1 (July 15, 2022). And, the Company posits, the ALJs’ Ruling denying Staff's Motion
to Strike the update confirms this factor is met, stating “I/AWC introduced evidence of a
material change affecting the revenue requirement...” ALJs’ Ruling at 1.

The Company states that its case was filed on February 10, 2022. IAWC explains
that among a variety of factors driving IAWC'’s test year cost update for chemical, fuel,
and power costs, two major events occurring after that filing date are critical. IAWC
explains that one is the Russian invasion of Ukraine in late February 2022, which had
significant impacts on energy markets and the cost of chemicals and power. The
Company notes that the other is the Midcontinent Independent System Operator, Inc.
(“MISQ”) capacity auction in April 2022, which caused a significant ($1,000,000) impact
to IAWC power costs. IAWC concludes that these post-filing developments, along with
other factors, clearly could not have been reflected in IAWC’s initial filing because they
had not yet happened at the time of that filing.

The Company explains that chemicals are critical to IAWC’s operations and the
chemicals IAWC uses are carefully manufactured and transported to adhere to applicable
standards and must be of the quality and specifications required by the American Water
Works Association (“AWWA?”). IAWC states that the chemical market has been highly
volatile in 2022 compared to historical levels, driven by many factors such as COVID-19
impacts, inflationary growth in commaodity prices, impacts on energy prices caused by the
conflict in Ukraine, and overall supply and demand pressure within a consolidating
chemical market. IAWC notes that prices have increased dramatically in 2022 because

10
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of transportation costs, supplier consolidation, energy costs, and demand for other
products.

The Company explains that its initial test year forecast incorporated these factors
to the extent information was available to IAWC. Atthe end of 2021, the Company states,
it had solicited and received bid pricing for 2022, but more than half of the responses
were only for the first three to six months of 2022. IAWC explains that the increase in
prices from 2021 to the 2022 bids (effective January 1, 2022) resulted in an increase of
approximately 36% in chemical expense. The forecast developed by the Company in its
initial filing resulted in over a 30% price increase from 2021 actual expense.

The Company maintains that its updated chemical pricing, however, was
developed based on market developments and information that was not known until after
the Company filed its case in February 2022. The information that the Company had at
the time that it filed this case suggested that the drivers of chemical price increases were
temporary factors in 2021 that could stabilize later in the year. After February 2022, IAWC
notes, it became apparent that these factors were not temporary, but rather would be
persistent. As a result, market factors have continued to put pressure on the chemical
industry throughout the year, and the Company has seen continued price increases.
IAWC contends that the Russian invasion of Ukraine in late February 2022 was a major
factor, leading to higher energy prices (also impacting costs of chemical production), raw
material cost increases (impacts from sanctions or shortages of imported materials,
leading to much tighter supply and therefore, higher costs), and higher transportation
costs (fuel cost increases) that have forced suppliers to continue raising prices throughout
2022. The Company points out that these factors were not known when IAWC'’s rate
case was filed in early February 2022.

IAWC notes that examples include the price of phosphates and ammonia, which
increased 30% by the end of March 2022, driven by the fact that Russia and Ukraine were
among the top exporters of those agricultural commodities in the world prior to the conflict.
The Company explains that natural gas price increases also resulted in higher costs of
chemical production: natural gas prices fell 20% from October 2021 to January 2022,
then increased by more than 80% from January 2022 to July 2022.

IAWC explains that the update to power expense for 2023 reflects two drivers: (1)
the future sourcing event to replace current pricing agreements with Homefield Energy
and Constellation NewEnergy (“CNE”), which will be effective January 1, 2023, with new
rates under the same pricing structure (fixed price and capacity passthrough); and (2) the
impact of the MISO Capacity Market auction results in April 2022.

Regarding the first driver, IAWC explains that it has two power providers that serve
its operational footprint — Ameren lllinois Company d/b/a Ameren lllinois (“Ameren”) and
Commonwealth Edison Company (“ComEd”). IAWC’s Ameren accounts are supported
through an electric supply agreement with Homefield Energy. IAWC’s ComEd accounts
are supported through an electric supply agreement with CNE. IAWC states that the
current agreements with Homefield Energy and CNE have been in place since 2016,
when they were selected as the winning suppliers in a competitive sourcing event. IAWC
notes that it has extended the term on these agreements several times with the same

11
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pricing structure. The current pricing agreements, which have a lower fixed price amount
than what was originally agreed to on the first agreement, expire in January 2023.

IAWC states that the most recent indicative prices for both IAWC’s Ameren and
ComEd accounts are significantly higher than the current fixed pricing. IAWC points out
that the quoted price for the Ameren accounts is about 80% higher than the current price
and for the ComEd accounts, quoted prices are 67% higher. The Company explains that
these price comparisons are based on a three-year term with the prices even higher for
one- or two-year terms.

IAWC states that for the second driver, the capacity auction in April 2022 resulted
in an electricity increase to $236.66/megawatt (“MW”)-day from $5/MW-day a year earlier,
and the expectation of continued increases in capacity costs driven by growing capacity
needs. A movement of $5/MW-day to $236/MW-day is substantial and not something the
Company could have anticipated prior to the completion of the April auction. And, the
Company maintains, the effect is significant: the April 2022 auction will increase the
capacity cost pass-through by approximately $1 million over the next year (June 1, 2022
through May 31, 2023).

IAWC states that based on this market information, which reflects developments
that occurred after IAWC filed its initial case, the Company increased its fuel and power
cost forecast for 2023 by approximately $5 million.

The Company explains that the invasion of Ukraine also led to increased fuel (and
thus transportation costs). Diesel fuel costs have risen since the rate case filing,
increasing 50% since January of 2022, which has led to rising transportation costs. The
Company concludes that all of these factors have resulted in unforeseen cost increases
since IAWC’s original rate case filing.

IAWC notes that AG witness Selvaggio asserted, “[sJome magnitude of the
[u]pdated [e]xpenses should have been known at the time IAWC filed this case” because
“the [u]pdated [e]xpenses did not suddenly in mid-2022 become volatile compared to
historical levels.” IAWC maintains that it is true that there was price volatility, supply chain
issues, and inflationary pressures impacting IAWC’s costs in 2021, although many
considered these to be temporary factors that could return to lower levels later in the year.
As IAWC explained, those 2021 impacts were considered in developing IAWC's original
test year forecast to the extent it was available at the time that forecast was prepared.
There were critical and unforeseeable developments that occurred after IAWC filed its
case, however, including the Russian invasion of Ukraine in late February 2022 and the
MISO capacity auction in April 2022. IAWC points out that no party argues that the
Company could have anticipated these major events in its initial forecast, nor could they,
given that those events had not happened yet. IAWC maintains that its updated chemical,
fuel, and power costs reflect those post-filing market changes.

IAWC explains that AG witness Selvaggio did not consider this new 2022
information. Her testimony focuses on 2021 information. For example, IAWC explains,
she points to a December 2021 inflation rate of 7.0% in support of her assertions. But
her source for the 7.0% figure also shows the monthly inflation rate increasing to 8.5% in
March and 9.1% in June. It is this sort of new information, including the future direction

12
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of inflation, which was not known to IAWC at the time it filed its case, that support IAWC’s
updated expense projections.

IAWC also explains that Staff and other participants have had an adequate
opportunity to review the updated information. IAWC included the proposed update in its
rebuttal testimony, giving parties an additional 44 days in advance of the deadline
established by Section 287.30 for an update (August 12, 2022), four weeks for Staff and
Intervenors to review before their rebuttal testimony, and six weeks for all parties to review
before the scheduled hearings in this proceeding. IAWC notes that the ALJs’ Ruling on
Staff's Motion to Strike the update (which the AG supported) found that IAWC’s proposed
update was timely and that “IAWC introduced evidence of a material change affecting the
revenue requirement and parties may review the information and respond in rebuttal
testimony.” ALJs’ Ruling at 1.

Ultimately, IAWC states, with respect to the substance of the update, Staff does
not make any adjustments to its updated costs, and the AG does not object to the update
of pension/OPEB expense. IAWC points out that no other party addresses its proposed
updates, and no party testified that IAWC’s updated costs were imprudent, unreasonable,
or unnecessary. IAWC explains that the AG’s opposition to its updated expenses for
chemicals, fuel, and power, waste disposal, Building Maintenance and Transportation
expenses is not supported, because it does not recognize the significant changes that
occurred after IAWC filed its case.

IAWC notes that Ms. Selvaggio also claimed that IAWC did not adequately support
the proposed update to chemical, fuel, and power costs because IAWC did not perform
an independent audit of its updated forecast and reflect that in an updated G-2 schedule.
IAWC explains that Ms. Selvaggio’s assertions, however, are technical in nature, and not
related to the substance of the evidence supporting IAWC’s updates to production, fuel
and power costs. Further, IAWC posits, Ms. Selvaggio’s argument assumes that an
independent audit of the updated forecast was needed. As IAWC explains, a
reexamination of its updated costs by its auditor was not necessary because the scope
of the proposed update was limited to impacts on production, fuel, and power costs
caused by extraordinary economic developments and price increases in 2022 (and
pension/OPEB expense, which was supported by an actuarial study and which no party
objects to). As set forth in the American Institutes of Certificated Public Accountants
(“AICPA”) Guide for Prospective Financial information (“AICPA Guide”), which governs
forecast examination, a “responsible party should consider whether users would expect
prospective statements to be updated.” Under the circumstances, IAWC states that it
determined that an updated examination of its projected statements of rate base and
operating income would not be expected, and so an updated G-2 schedule was not
required.

IAWC notes that its updated cost projections were nevertheless thoroughly vetted.
The forecast update was developed through a comprehensive review of the Company’s
operations. IAWC explains that recent experience and developments were considered
for their impact on the Company’s initial test year projections, in order to make appropriate
adjustments for known or projected changes to the original projections. Where
necessary, contacts were made, by local and corporate management personnel, for
prices of supply chain goods and services to confirm estimates.

13
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IAWC also notes that the AG contends that a revised auditor statement should
have been provided with IAWC’s rebuttal testimony to verify that the new expenses
comply with AICPA guidelines, and that the changes are necessary based on information
that could not have been reflected in IAWC's direct testimony. Absent this revised auditor
statement, the AG states that the Company’s updated expenses lack the necessary and
sufficient support from a certified public accountant. As IAWC explained, however, a
reexamination of updated costs by IAWC'’s auditor was not necessary to support IAWC’s
updated costs or required by forecast accounting guidelines.

IAWC explains that the scope of the proposed update was limited to impacts on
production, fuel, and power costs caused by extraordinary economic developments and
price increases in 2022 (and pension/OPEB expense, which was supported by an
actuarial study and which no party objects to). According to IAWC, there is no
requirement that a “certified public accountant” provide evidence of the reasonableness
of IAWC’s update for these impacts. But, IAWC explains, it did provide evidence that its
update was reasonable: the review of factors and assumptions underlying the update
that the AG claims is lacking did take place, and IAWC’s updated cost projections were
vetted. IAWC also points out that the Company did identify other changes to the forecast.
In the case of rate base, IAWC updated to actuals for 2021, but made no additional
adjustments to rate base, even though capital investment projections are expected to
increase beyond the Company’s original filing. IAWC stated that other changes were, on
a net basis, not deemed material and so were not reflected in revised schedules.

And the accounting AICPA Guide cited by the AG, does not require a “revised
auditor report” in every instance. As set forth in the AICPA Guide, a “responsible party
should consider whether users would expect prospective statements to be updated.”
Under the circumstances, IAWC determined that an updated examination of its projected
statements of rate base and operating income would not be expected, and so an updated
audit report (G-2 schedule) was not required.

In response to IIWC/FEA/CUB’s assertion that the cost increases do not relate to
the types of cost increases contemplated by Part 287, IAWC explains that IAWC witness
O’Drain discusses market impacts on contracts and pricing for chemicals and power.
Regardless, IAWC's test year cost updates relate directly to its revenue requirement and
the need for that revenue requirement to be updated to reflect new information available
after IAWC filed its case.

The Company notes that the AG also complains that IAWC did not provide updated
G-3, G-5, and G-6 schedules. IAWC argues that these concerns are unfounded. IAWC
explains that with respect to Schedules G-3 and G-5, those schedules continue to
accurately reflect how IAWC’s forecast was developed and remain unchanged from
IAWC'’s original filing, so an update is not needed. Upon further review of Schedule G-6,
IAWC agreed that the G-6 schedule could be viewed as affected by the forecast update
and provided an updated version in its surrebuttal. The corresponding expense updates
were previously included in the Company’s rebuttal filings within Schedules C-2.16
Building Maintenance Expense and C-2.17 Transportation Expense.

Lastly, IAWC notes that the AG overstates the amount of chemical expense at
issue in the update. The AG proposes IAWC’s chemical costs should be reduced by

14



22-0210

$8,734,519. But IAWC’s update increased Projected Chemical expense by only
$4,202,175. IAWC explains that the remainder of the chemical expense increase is a
correction to the test year forecast that was not expressly contested: IAWC identified a
correction to the 2023 test year chemical usage forecast, discussed by Mr. O’Neill (IAWC
Ex. 14.00), that increased the test year projection of chemical expense by $4,527,803.

IAWC maintains that considering the requirements for an update, the record shows
the ALJs should allow IAWC to update its future test year. IAWC states that the filings of
the Staff and parties in this case concede that the update changes significantly and
materially affect IAWC's revenue requirement. The ALJs found that IAWC’s update filing
was timely, with adequate time for review. IAWC argues that the updates could not have
been reflected in the initial tariff filing, as they were not known at the time of the initial
filing as explained above. Therefore, IAWC concludes, it has met the criteria for an
update under Section 287.30 and its updated costs should be approved and reflected in
the revenue requirement.

b. AG’s Position

The AG requests that the Commission remove $15,124,519 from IAWC’s
operating expenses because the Company added these costs in rebuttal testimony and
did not sufficiently justify the additional expenses. IAWC filed its proposed tariffs and
supporting exhibits on February 10, 2022. In its direct testimony, IAWC proposed a total
revenue requirement increase of $87,416,477, or 31.09% above present rates. AG EXx.
3.0 at 3. In its rebuttal testimony, IAWC requested an even higher increase of
$101,127,863, or 35.97%, above present rates. Id. In surrebuttal, IAWC slightly reduced
its proposed revenue requirement to $100,731,769.

IAWC’s update included increases to the production expenses, building and
maintenance costs, transportation expenses, pension expenses, and OPEB expenses it
had identified only five months earlier. IAWC Ex. 15.00 at 3. The AG argues that it
showed that IAWC'’s list of purportedly unforeseeable circumstances included conditions
that predated its February 2022 filing and IAWC did not demonstrate that its updates were
reasonable and prudent.

The Commission’s rules permit updates to test year costs and expenses during a
rate case proceeding, so long as the company provides evidence “that a significant and
material change affecting the revenue requirement . . . has occurred.” 83 Ill. Adm. Code
287.30(a). Evidence to support a “significant and material change” includes changes to
contractual obligations, revenue requirements, changes in the number of customers
served, and changes required by government agencies. 83 Ill. Adm. Code 287.30(c).
IAWC bears the burden of proof and must provide substantial evidence to demonstrate
that its expenses are reasonable. 220 ILCS 5/9-201(c); see also Bus. & Profl People for
the Pub. Interest v. lll. Commerce Comm’n, 146 Ill. 2d 175, 196 (1991). The AG argues
that IAWC also failed to show how the impacts of COVID-19 pandemic and inflation
significantly and materially changed from February 2022, when it filed direct testimony, to
June 2022, when it filed rebuttal testimony.

Similar increases were anticipated by Northern lllinois Gas Company d/b/a Nicor
Gas (“Nicor”) in its 2021 rate case, filed more than a year before IAWC filed this case. N.
lll. Gas Co. d/b/a Nicor Gas Co., Docket No. 21-0098 (tariffs filed January 14, 2021). In
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that docket, Nicor's witness stated that “the financial markets have been in extreme
turmoil and continue to exhibit unusual volatility,” and that “[s]ince January 2021, several
government assistance programs have passed, which intended to stimulate the U.S.
economy . . . . This infusion of cash into the economy has created concerns about
inflation. The Consumer Price Index, a common measure of inflation, increased by 4.2%
from April 2020 to April 2021 - the largest 12-month increase since September 2008.”
See IAWC Cross Ex. 1 at 1. In its final Order in Docket No. 21-0098, the Commission
pointed out that Nicor “argues that the use of forecasted debt rates is particularly
important, given how atypical current conditions are . . . [and] in recent months many
members of the Federal Open Market Committee have accelerated their timelines for
when interest rates will rise.” Docket No. 21-0098, Order at 71. It is unclear why these
circumstances were not reflected in IAWC’s direct testimony when Nicor, for example,
was able to anticipate those circumstances more than a year earlier.

The AG states that according to IAWC, these examples are irrelevant because
inflation rose even higher in 2022. The AG points out that IAWC failed to acknowledge
that this rise was part of a greater trend of inflation, as exemplified by Nicor’s testimony.
There is nothing in the record to suggest that inflation was waning at the time IAWC filed
its rate case in February 2022 or that IAWC did not already sufficiently incorporate
inflation into its future test year expenses. Further, the AG notes that IAWC did not justify
its delay in modifying its test year forecast until June 29, 2022 - 125 days after the Russian
invasion of Ukraine, 76 days after the results of the MISO capacity auction were released,
and 27 days after Staff and Intervenors filed their direct testimony. The AG maintains
that this delay was unreasonably prejudicial and left Staff and Intervenors with only 17
business days to review and analyze the updated filings, issue discovery (with a seven-
day discovery turnaround), develop a position on IAWC’s update, and prepare rebuttal
testimony.

The AG recommends that the Commission reject IAWC’s proposed updates
because the Company failed to provide sufficient evidence to support them. AG Ex. 3.0
at 19, 21. Ms. Selvaggio noted, “[w]hen expenses are selectively changed based on more
recent information, the original rate base, capital structure, and other expenses may also
need to be revised. An update should be reflective of all key factors and assumptions
known at the time of the update.” AG Ex. 3.0 at 19.

This position is supported by 83 Ill. Adm. Code 287.30(b). The AG asserts that
IAWC failed to provide sufficient evidence for the Commission to make the determinations
required by Section 287.30(b). The AG states that it is unclear why IAWC'’s initial filing
could not have reflected the circumstances other utilities like Nicor were aware of.
Furthermore, IAWC did not update many of its schedules until surrebuttal, denying Staff
and the Intervenors’ witnesses the opportunity to respond to these changes.

The AG points out that IAWC failed to update other schedules at all. For example,
IAWC did not update its Schedule G-2, which should contain “a statement from the
independent certified accountant that the preparation and presentation of the applicable
schedules comply with the guidelines of the [AICPA Guide].” Id. at 21. This schedule is
required by Commission rule, 83 Ill. Adm. Code 285.7010, and a revised auditor
statement should have been provided with IAWC’s rebuttal testimony to verify that the
new expenses comply with AICPA guidelines, and that the changes are necessary based
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on information that could not have been reflected in IAWC’s direct testimony. Absent this
revised auditor statement, the AG maintains, the Company’s updated expenses lack the
necessary and sufficient support from a certified public accountant.

The AICPA Guide states, “[i]t is not usually expected that prospective financial
statements will be updated, and the responsible party may state in the presentation that
it does not intend to update them.” AG Ex. 3.0 at 22. However, in cases where statements
are updated, “[u]pdating requires the reanalysis of key factors and assumptions and the
preparation of new prospective financial statements.” Id. The AICPA Guide also states
that if forecasts need to be updated, “appropriate disclosure should be made to persons
who currently rely or are likely to rely on the prospective financial statements.” Id. This
is consistent with Section 287.30(b), which requires the Commission consider whether
Staff and other parties “will have an adequate opportunity to review the updated
information.” 83 Ill. Adm. Code 287.30(b).

The AG notes that IAWC argues that the AG’s position that IAWC must update its
schedules is “technical in nature, and not related to the substance of the evidence
supporting IAWC’s updates to production, fuel and power costs.” IAWC IB at 16. IAWC
also argues that it was not required to update its Schedule G-2 because the AICPA Guide
states that a “responsible party should consider whether users would expect prospective
statement to be updated,” and that “IAWC determined that an updated examination of its
projected statements of rate base and operating income would not be expected, and so
an updated G-2 schedule was not required.” Id. The AG shows that IAWC’s suggestion
that the Commission would not expect an updated statement from a certificated
accountant to support the Company’s increased costs and expenses is self-serving,
erroneous, and unreasonable. IAWC must support all of its costs and expenses with
substantial evidence to satisfy its statutory burden. 220 ILCS 5/9-201(c). This includes
providing all the requisite schedules to support its costs and expenses.

IAWC’s Schedule G-2 does not reflect its updated test year estimates. Schedule
G-2 states, “[t]he Projected Financial Information reflects management’s judgment as of
February 10, 2022, the date of the Projected Financial Information.” IAWC Sch. G-2 at
6. IAWC updated its test year expenses on June 29, 2022, negating the assumptions
and conclusions of its February 10, 2022 Schedule. The AG maintains that the
Commission should reasonably expect IAWC to provide an updated statement by a
certified accountant to support its updated schedules because “an update to only certain
aspects of the test year forecast without a consideration of all assumptions violates the
integrity of the original projected information constituting the test year.” IIWC/FEA/CUB
IB at 3-4. IAWC cannot simply ignore its burden of proof by self-proclaiming that these
updates are “technical in nature.” The AG thus requests that the Commission deny
IAWC’s updated expenses because it failed to provide substantial evidence—through
updated schedules—to support rebuttal changes to its revenue requirement. This results
in a total reduction in operating expenses of $15,124,746.

C. IIWC/FEA/CUB’s Position

It is the position of IIWC/FEA/CUB that IAWC significantly increased its overall
requested revenue requirement in rebuttal testimony, from $87 million to $101 million (a
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16% increase), for alleged increases in its projection of certain production costs
(chemicals, fuel and power) and pension/OPEB costs.

IIWC/FEA/CUB point out that AG witness Selvaggio does not agree that IAWC
provided evidence sufficient to justify an update under Section 287.30. AG Ex 3.0 at 19.
IIWC/FEA/CUB agree that an update to only certain aspects of the test year forecast
without a consideration of all assumptions violates the integrity of the original projected
information constituting the test year. 1d. When expenses are selectively changed based
on more recent information, the original rate base, capital structure, and other expenses
may also need to be revised. Id. An update should be reflective of all key factors and
assumptions known at the time of the update. Id. The Company did not sufficiently justify
that the alleged cost increase — which remain projections based on a future test year —
are changes that could not have been reflected in the initial tariff filing and were not
anticipated when the Company filed its case just a few months ago. Further, the cost
increases do not relate to the types of cost increases contemplated by Section 287.30:
contractual obligations, revenue requirements, additions or losses of customers served,
and government requirements or levies. Additionally, due to the timing of the requested
increase in these production costs, Staff and Intervenors did not have adequate time to
fully investigate the basis for these costs. Thus, IIWC/FEA/CUB recommend the
Commission disallow these additional costs of production, Building Maintenance, and
Transportation.

d. Commission Analysis and Conclusion

The Commission notes that the ALJs already determined that the Company’s
update to Production, Building Maintenance, and Transportation expense met the
standards of Section 287.30 of the Commission’s rules, and the Company was permitted
to update its schedules. ALJs’ Ruling at 1. The question is whether the Company could
have presented that information in its initial filing in February 2022. IAWC unequivocally
claims that due to the Russian invasion of Ukraine, supply chain problems and significant
commodity price increases in spring 2022, inflationary pressure, changes in monetary
policy by central banks, and stock market decline, it was forced to increase its revenue
requirement by $11.5 million.

The Commission agrees that this is not an insignificant increase; however, the
standard by which operating expenses are judged is whether they are just and
reasonable. As the Company points out, the AG does not argue they are imprudent,
unreasonable in amount, or unnecessary. The record demonstrates that as of the
Company’s tariff filing, Russia had not yet invaded Ukraine. No party disputes that due
in part to that conflict, chemical pricing, fuel, and power costs increased substantially, and
supply chains were significantly affected globally. Therefore, IAWC’s expenses were not
knowable at the time of its initial filing. Further, MISO’s capacity auction in April 2022,
well after the Company’s filing, caused a significant impact to IAWC power costs. While
the Commission agrees with the AG that Nicor in earlier dockets mentions global financial
volatility due to the pandemic, it does not and could not consider the Russian invasion or
the MISO auction, which were significant, impactful, yet unpredictable events.

The AG states that the Company did not update its Section 285.7010 G-2 schedule
with a new auditor’s certification statement. According to Section 287.30(a), “[w]hen data
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are updated, the utility shall also provide updated information for any affected schedules
and work papers originally submitted as a requirement of 83 Ill. Adm. Code 285.” 83 IIl.
Adm. Code 287.30(a). Schedule G-2 was not affected by the update, however. The
Independent Accountant’'s Report indicated that G-2 would not be updated due to
differences between projected and actual results, even if those differences are material.
The independent certified public accountant did not update the prospective financial
statements, nor its report; thus Schedule G-2 was not affected. When the Company filed
its rebuttal testimony, Staff filed a Motion to Strike, in part, due to a concern that certain
information required to be updated by Section 287.30(a) was not provided. Staff noted
three schedules requiring updates were not provided: Schedule C-4, Schedule C-11.3,
and Schedule B-8.1. IAWC admitted Schedule B-8.1 was inadvertently omitted and
provided the schedule. Schedules C-4 and C-11.3 have no bearing on the updated
calculation. In neither the AG’s Response nor its Reply to Staff's Motion to Strike, did the
AG suggest that an updated Schedule G-2 was needed or required. The AG’s contention
that an updated Schedule G-2 Schedule is now necessary is not reasonable.

The Commission deems that the parties were not prejudiced by this test year
update, as Staff and Intervenors were granted an extension to file their rebuttal testimony,
and additional time for discovery was provided. Not only that, Staff and Intervenors had
sufficient time to serve discovery or cross witnesses concerning the update. Moreover,
Staff did not respond to the issue in its briefs, and included the increase in its revenue
requirement schedules, implying Staff finds those expenses are reasonable.

2. Performance Pay
a. IAWC’s Position

IAWC argues that it should be afforded full and complete recovery of its market-
based employee compensation costs, including costs related to American Water Works
Service Company (“Service Company”) performance pay. IAWC states that this is
especially true when no party has introduced any evidence that the Company’s
performance pay has created imprudent levels of employee compensation. IAWC notes
that, to the contrary, the record contains uncontested evidence, including a compensation
study, establishing that IAWC’s employee compensation costs are prudently incurred,
just, and reasonable. The Company concludes that it should be permitted to fully recover
the totality of these costs, because:

e even including performance pay, the Company’s employee compensation
costs — including performance pay — are below market levels;

e Service Company costs to IAWC, which include employee compensation at
cost, are considerably below the market prices for such services;

e the Company’s ability to manage Operations and Maintenance (“O&M”)
costs and strategically grow its customer base has mitigated expense
increases for and created greater efficiencies in operations that have
allowed the Company’s O&M cost per customer to remain virtually flat over
the past decade;

e |AWC’s performance pay program is applicable to all employees, including
bargaining unit employees; and
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e the level of excellence motivated, in part, by performance pay has reaped
the desired results as, for the third consecutive year, IAWC received the
J.D. Power award for ranking highest in customer satisfaction among water
utilities in the Midwest.

IAWC states that accordingly, the Company’s total market-based compensation
costs should be recoverable like all other operating costs. The Company explains that
under the standard articulated by the Commission in its Order in the Company’s 2007
general rate case, disallowance of cost recovery for the performance pay component of
the Company’s total market-based compensation program is not justified here because
the performance plans, including components tied to both operational and financial goals,
produce demonstrable benefits for customers. IAWC further states that where Service
Company costs have also been shown to be below market levels, there is simply no
reason to look behind those costs at the employee compensation plans that underlie them
as a rationale for disallowing clearly reasonable costs.

IAWC maintains that the Commission should permit IAWC to fully recover its total
market-based compensation costs, and not disallow recovery of performance pay costs
either as a component of the Company’s employee compensation or as a component of
Service Company costs.

IAWC explains that employee compensation is a necessary cost of providing utility
service. Therefore, IAWC states that it should be assessed through the same lens as
other operating costs: if it is prudently incurred and reasonable as measured relative to
what the industry pays for the same services, it should be recoverable through rates.
IAWC states further that accordingly, if the Company’s total compensation level is in line
with the market, regardless of the combination of fixed and variable payments that the
employees earn, then the Company’s total compensation expense should be fully
recoverable. The Company explains that, in other words, the focus should be on whether
the Company’s overall level of compensation is reasonable, giving management the
discretion to design the compensation package that is best structured to compensate
employees properly and to motivate efficiency, safety, courtesy, and other valuable
employee traits.

IAWC recognizes that the Commission has in the past disallowed costs associated
with performance pay that are tied to financial goals, on the grounds that they “primarily
benefit” shareholders. Ill.-Am. Water Co., Docket No. 07-0507, Order at 25 (July 30,
2008). IAWC contends, however, that a number of circumstances have changed over
the years, not least of which is that performance pay, including financial goals, has
become an integrated part of the total compensation package that businesses — including
utilities — pay to their employees, which is needed to ensure utilities can recruit and retain
the expertise they need to continue to provide safe and reliable service. The Company
further states that the financial metrics tied to performance pay do not “primarily” benefit
shareholders, but rather benefit all stakeholders including customers, employees and
investors. Moreover, for IAWC specifically, the Company notes that an important change
has been to provide performance pay to union employees pursuant to collectively
bargained agreements. IAWC states that with the inclusion of IAWC’s union employees
in the performance pay compensation plan, all of IAWC’s employees’ efforts are aligned
to drive efficiencies in the business.
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IAWC points out that, in fact, the Commission’s standard for recovery of
performance pay has never been an absolute bar to recovery. As stated in the Order in
IAWC’s 2007 rate case, the Commission has “generally disallowed such expenses except
where the utility has demonstrated that its incentive compensation plan has reduced
expenses and created greater efficiencies in operations which provide net benefits to
ratepayers.” Docket No. 07-0507, Order at 25. The Company states that as established
by the record evidence in this case and as further discussed below, IAWC has met this
standard and should be allowed to fully recover its total market-based employee
compensation costs, inclusive of performance pay.

IAWC explains that in order to attract and retain committed, dedicated and highly
gualified employees, IAWC must offer compensation that is on par with that offered by
the market relative to companies with which IAWC competes for employees. The
Company, therefore, targets its total direct compensation (base and variable
compensation) for near the market median (50th percentile). The Company explains that
by using a combination of fixed and variable compensation that includes performance
compensation, IAWC satisfies a dual objective of reasonably compensating employees
while motivating them to achieve goals that improve performance and efficiency to benefit
customers.

IAWC explains that performance pay may be awarded under two plans — the
Annual Performance Plan (“APP”) and the Long-Term Performance Plan (“LTPP”). All
full-time employees participate in the APP. This includes bargaining unit employees, who
became eligible for APP in 2018, with their first payments in 2019.

IAWC notes that APP pay is based on a combination of individual performance
and achievement of plan goals. Union employees’ performance pay was established
through collective bargaining and is based on the achievement of plan goals.

IAWC explains that eligibility for the LTPP is limited to certain exempt employees.
The LTPP consists of restricted stock units (“RSUs”) and performance stock units
(“PSUs”) based on three-year vesting periods. RSUs are based on time-based vesting
and PSUs are based on time and performance vesting conditions.

IAWC states that as part of its direct case, the Company submitted a study by Willis
Towers Watson (“WTW?”) that assessed both IAWC'’s total market-based compensation
program and its performance compensation program. IAWC points out that the findings
of WTW’s compensation study are described in the direct testimony of Mr. Mustich. See
IAWC Ex. 9.00. The results of this study were not contested.

IAWC explains that WTW showed that the Company’s Target Total Direct
Compensation (base salary, plus APP, plus LTPP) lies 11% below the competitive market
median measured from a national market perspective but lies 9% below the competitive
market median measured from a Midwest regional market perspective.

IAWC maintains that the Company’s performance compensation plans align the
interests of customers, employees, and investors. The plans emphasize customer
service, environmental compliance, a safe work environment, other operational goals,
and financial goals. IAWC states that all of the APP and LTPP plans’ performance
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objectives — both operational and financial — focus employees’ efforts in ways that benefit
customers.

IAWC states that the operational goals of the APP are designed to focus plan
participants on the performance results that can most directly influence customer
satisfaction, health and safety, and environmental performance. IAWC contends that
customers benefit from the plan goals because operational performance is improved by
controlling costs, capturing efficiencies, promoting effective safety and risk management
practices, and enhancing customer service. The Company explains that performance is
determined by goals that directly benefit customers by creating a more productive
workforce that is focused on customer satisfaction and achieving efficiency,
environmental and safety goals.

IAWC states that goals such as reducing Occupational Safety and Health
Administration incidents increase both customer and employee safety, and that
maintaining and improving high quality customer satisfaction and service quality also
provide customer benefits. The Company explains that its customer satisfaction
performance goals measure customer contacts at IAWC’s customer service centers and
in the field. They are benchmarked against other utilities’ performance, as reported by
third-party customer satisfaction surveys. IAWC notes that in 2021, IAWC again ranked
first in the Midwest Region for customer satisfaction in J.D. Power's Water Utility
Residential Customer Satisfaction Study. IAWC explains that J.D. Power’s Overall Water
Utility Satisfaction Index measures key performance indicators in six areas: delivery
(including quality), price, conservation, billing and payment, communications, and
customer service. Customer satisfaction often goes hand-in-hand with reducing customer
complaints. IAWC notes that its Commission inquiries for 2021 are down by
approximately 61% as compared to 2017 levels.

The Company contends that all of IAWC’s goals, operational and financial, benefit
the customer, employees, and investors (debt and equity). IAWC explains that the goals
focus employees’ efforts on controlling costs, capturing efficiencies, promoting effective
safety and risk management practices, and enhancing customer service. IAWC
concludes that the financial goals of the APP and LTPP are thus complementary to the
operational goals, and benefit customers in many ways.

IAWC notes that, importantly, achieving performance pay financial goals, such as
targeted earnings per share (“EPS”) performance, demands attention to operating
efficiency. That is, unless the utility controls its operating costs, it likely will not achieve a
targeted EPS. The Company explains that financial goal-based performance pay ensures
that employees at all levels of the organization, and not just the upper ranks, remain
focused on increasing efficiency, decreasing waste, and boosting overall productivity
while providing excellent customer service. As a result, IAWC argues, incentivizing
employees to control operating costs unquestionably benefits customers. Consequently,
when financial performance is achieved through efficiency, as the Company explains is
the case here, the interests of customers, employees and investors are aligned.

IAWC notes that every company has financial targets. IAWC explains that its rate
case is driven by investments the Company is making in the communities it serves to help
strengthen those systems, and that growth targets are in place to help measure and
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manage the pace at which the Company makes those investments and to communicate
that to the investment community. IAWC states that meeting those targets will help attract
the ongoing capital investments needed to maintain and improve its water and waste
water systems. Furthermore, the Company explains that as Mr. Mustich testified, the
performance goals of most utilities and companies in general industry are aligned, so
IAWC’s inclusion of financial goals in the APP program is simply aligned with the market
for how employees are compensated.

IAWC notes that since the Company’s last general rate case, acquisitions, and
new challenges, including maintenance costs post-acquisition for systems in need of
upgrades, increased fuel, power, and chemical costs, and compliance with changing
regulatory standards, have increased IAWC’s overall O&M costs. IAWC states that
despite these cost pressures, IAWC has been highly successful in managing its O&M
costs. The Company notes that its proposed O&M expense per customer has remained
relatively flat for the past decade and that if IAWC’s costs had increased at the same rate
as inflation over the same 10-year period, those costs would have been 27% higher than
they are (increasing operating expense and IAWC'’s rate request by over $30 million).
IAWC states that its ability to hold O&M costs per customer steady is a customer benefit
that no party disputes. IAWC explains that given its record of controlling its per customer
O&M costs over the last decade, it is apparent that IAWC’s intense focus on customers,
improving water efficiency, and financial performance has benefited IAWC’s customers,
thus satisfying the Commission’s standard for allowing recovery of these costs.

IAWC maintains that the efficiency promoted and incentivized by the Company’s
performance pay, including financial goals, also permits increased infrastructure
investment without increased rates. Specifically, the Company explains that every dollar
of operating expenses saved can fund over $8 of investment — without increasing
customer bills. IAWC concludes that this benefits both customers and investors.

Furthermore, IAWC notes that because water and wastewater operations are
capital-intensive and must constantly and consistently access the capital markets at
reasonable cost, customers benefit from a utility’s financial health. IAWC explains that a
financially healthy utility benefits customers because it enables the utility to meet its
service obligations with reasonable financing costs, which helps the Company mitigate
its requested rate increase. The Company further states that when financial performance
is achieved through efficiency, as is the case for IAWC, the interests of customers and
investors are aligned.

Finally, IAWC states, the analysis of the affordability of the Company’s historical
and proposed rates performed by Company witness Rea demonstrates that the
Company’s efforts have provided net benefits to its customers. IAWC explains that Mr.
Rea’s analysis relates the median household income for customers in its service territory
to IAWC’s utility bills over time, and that even with the rate increases in this case
necessitated largely by the capital program, Mr. Rea’s analysis demonstrates that IAWC'’s
water service, overall, has become more affordable over time and will remain affordable
under the Company’s proposed rates. The Company points out that an important way
that IAWC maintains the affordability of water and wastewater service is by continuously
seeking to improve business processes and make investments that improve operational
efficiencies. IAWC states that 