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 5 

I. WITNESS INTRODUCTION 6 

Q1. Please state your name and business address. 7 

A. My name is Pauline M. Ahern and I am a Principal of AUS Consultants.  My 8 

business address is 155 Gaither Drive, Suite A, Mt. Laurel, New Jersey 08054. 9 

Q2. Are you the same Pauline M. Ahern who previously filed testimony in this 10 

proceeding? 11 

A. Yes I am. 12 

II. PURPOSE OF REBUTTAL TESTIMONY 13 

Q3. What is the purpose of your rebuttal testimony? 14 

A. The purpose of my Rebuttal Testimony is to respond to the Direct Testimony 15 

submitted in this proceeding by Christopher Thomas, a witness sponsored by the 16 

Illinois Citizens Utility Board (“CUB”).  I will also respond to the Direct Testimony 17 

submitted by Illinois Industrial Water Consumers (“IIWC”) witness Michael 18 

Gorman.  I will also respond to both Mr. Thomas’ and Mr. Gorman’s response to 19 

IAWC Exhibit 8.000, my direct testimony.   20 

III. RESPONSE TO DIRECT TESTIMONY OF MR. THOMAS 21 

Q4. Do you have any general comment upon CUB Exhibit 1.0, the Direct 22 

Testimony of Mr. Thomas? 23 

A. Yes.  Mr. Thomas spends a significant amount of CUB Exhibit 1.0 discussing 24 

what he calls the “uncertainty” created by the recent “discontinuity” or “turmoil” in 25 

the credit and equity markets.  In summarizing his rate of return findings on page 26 
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2 of CUB Exhibit 1.0, at lines 34 and 35 he states:  “Discontinuity or turmoil in the 27 

credit markets creates uncertainty in expectations about the future.” Mr. Thomas 28 

repeatedly discusses this discontinuity, turmoil and/or uncertainty throughout 29 

CUB Exhibit 1.0, specifically on page 5, lines 112 – 113, page 7, lines 146 – 147, 30 

page 9, lines 206-207 and page 12, lines 289 – 290.  The Random House 31 

College Dictionary defines “uncertainty” as “the state of being uncertain; doubt; 32 

hesitancy” and “unpredictability; indeterminacy or indefiniteness,” and “uncertain” 33 

as “not definitely ascertainable or fixed”, “not confident, assured, or free from 34 

hesitancy”, “not clearly or precisely determined; indefinite; unknown”, “vague; 35 

indistinct, not perfectly apprehended”, “subject to change; capricious; unstable”, 36 

and “dependent on chance or unpredictable factors; doubtful; of unforeseeable 37 

outcome or effect.”  All of these definitions are consistent with the notion of risk 38 

which is defined by Random House as the “exposure of the chance of injury or 39 

loss.”  Thus, uncertainty gives rise to a greater chance of loss and greater 40 

variability or volatility in the probability of likely outcomes or, in the case of the 41 

market, returns.  The financial literature is clear that risk is measured by the 42 

variability of expected returns, i.e., the probability distribution of returns.1  Weston 43 

& Brigham2 state: 44 

 The riskiness of an asset is defined in terms of the likely variability 45 
of future returns from the asset. 46 

 (Emphasis added.) 47 

                                            
1   Eugene F. Brigham, Fundamentals of Financial Management, Fifth Edition (The Dryden Press, 1989)  

639. 
 

2  J. Fred Weston and Eugene F. Brigham, Essentials of Managerial Finance, Third Edition (The  
Dryden Press, 1974) 272. 
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   Jeremy J. Siegel3 defines risk as follows: 48 
 Figure 2-4 displays the risk defined as the standard deviation of 49 

average real annual returns for stocks, bonds and bills based on 50 
the historical sample of nearly 200 years.  This is the measure of 51 
risk used in portfolio theory and asset allocation models.   52 

 (Emphasis added.)  53 

   Thus, the uncertainty created by the recent market turmoil gives rise to 54 

increased risk in the current market.  As discussed in IAWC Exhibit 8.00, my 55 

Direct Testimony, at lines 217 – 218, consistent with the basic financial precept of 56 

risk and return, the greater the perceived level of risk, the greater the rate of return 57 

demanded by investors.  In short, Mr. Thomas’ “uncertainty” or “turmoil” in the 58 

market suggests a higher rate of return on equity.  Consequently as will be 59 

demonstrated below, Mr. Thomas’ recommended return on common equity of 60 

7.44% grossly understates the cost of common equity for Illinois American Water 61 

Company (“IAWC” or the Company). 62 

Q5. On line 275, page 12 through line 525, page 22 of CUB Exhibit 1.0, Mr. 63 

Thomas discusses the use of the sustainable or internal growth rate in a 64 

DCF analysis.  Please comment. 65 

A.  The DCF Model is market-based: current market prices are employed in its 66 

application.  Therefore, it is based upon the Efficient Market Hypothesis (EMH), 67 

the foundation of modern investment theory, which was discussed previously in 68 

IAWC Exhibit 8.00R1 at line 284, page 12 through line 300, page 13. The 69 

“semistrong” version of the EMH, which is generally held to be true means that 70 

                                            
3  Jeremy J. Siegel, Stocks for the Long Run – The Definitive Guide to Financial Market Returns  

for Long-Term Investment Strategies, Third Edition (McGraw-Hill, 2002) 32. 
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investors are aware of all publicly-available information, including bond ratings; 71 

discussions about companies by bond rating agencies and investment analysts, 72 

and various growth rate data, both historical and projected.  Rate of return 73 

analysts, such as Mr. Thomas and myself, should therefore attempt to emulate 74 

investor behavior to the greatest extent possible in our rate of return analyses, 75 

because we are attempting to estimate the investors’ required return on common 76 

equity.  Given discussions in the literature concerning the circularity inherent in the 77 

sustainable growth rate, as well as discussions regarding the superiority of 78 

analysts’ consensus forecasts of earnings per share (EPS), absent empirical 79 

evidence to the contrary, it is both logical and consistent with the EMH, upon 80 

which the DCF is predicated, that investors avail themselves of analysts’ 81 

consensus EPS growth rate data and do not rely upon sustainable or internal 82 

growth in formulating their growth expectations. 83 

  Mr. Thomas has ignored the basic rate base/rate of return principle, 84 

namely, that the cost of equity, “k”, which will be authorized by the Commission, 85 

will be applied to the jurisdictional book value rate base of IAWC, and will 86 

become the allowed future earned return on book equity, i.e., “r”. Hence, under 87 

rate base//rate of return regulation, they are one and the same – “r” equals “k”.  88 

Therefore, the “b x r” growth rate method is inherently circular.   89 

   As shown on page 4 of Schedule 8.01R2, Morin succinctly summarizes 90 

the foregoing when he states4: 91 

Both historical and forecast values of ‘r’ can be used to estimate 92 
g, although forecast values are superior.  The use of historical 93 

                                            
4  Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc., 2006) 304, 306-307.  
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realized book returns on equity rather than the expected return 94 
on equity is questionable since reliance on achieved results 95 
involves circular reasoning.  Realized returns are the results of 96 
the regulatory process itself, and are also subject to tests of 97 
fairness and reasonableness.  (Morin, p. 304) 98 
 99 

*  *  * 100 
 101 
There are three problems in the practical application of the 102 
sustainable growth method.  The first is that it may be even 103 
more difficult to estimate what b, r, s, and v investors have in 104 
mind than it is to estimate what g they envisage.  It would 105 
appear far more economical and expeditious to use available 106 
growth forecasts and obtain g directly instead of relying on four 107 
individual forecasts of the determinants of such growth.  It 108 
seems only logical that the measurement and forecasting errors 109 
inherent in using four different variables to predict growth far 110 
exceed the forecasting error inherent in a direct forecast of 111 
growth itself. (italics added) 112 
 113 
Second, there is a potential element of circularity in estimating g 114 
by a forecast of b and ROE for the utility being regulated, since 115 
ROE is determined in large part by regulation.  To estimate what 116 
ROE resides in the minds of investors is equivalent to estimating 117 
the market’s assessment of the outcome of regulatory hearings.  118 
Expected ROE is exactly what regulatory commissions set in 119 
determining an allowed rate of return.  In other words, the 120 
method requires an estimate of return on equity before it can 121 
even be implemented.  Common sense would dictate the 122 
inconsistency of a return on equity recommendation that is 123 
different than the expected ROE that the method assumes the 124 
utility will earn forever.  For example, using an expected return 125 
on equity ROE of 11% to determine the growth rate and using 126 
the growth rate to recommend a return on equity of 9% is 127 
inconsistent.  It is not reasonable to assume that this company is 128 
expected to earn 11% forever, but recommend an 9% return on 129 
equity.  The only way this utility can earn 11% is that rates be 130 
set by the regulator so that the utility will in fact earn 11%.  One 131 
is assuming, in effect, that the company will earn at a return rate 132 
exceeding the recommended cost of equity forever, but then one 133 
is recommending that a different rate be granted by the 134 
regulator. In essence, using an ROE in the sustainable growth 135 
formula that differs from the final estimated cost of equity is 136 
asking the regulator to adopt two different returns. (italics added) 137 
(Morin, p. 306) 138 
 139 



IAWC Ex. 8.00R2 

 -6-  
 

*   *   * 140 
 141 

Third, the empirical finance literature discussed earlier 142 
demonstrates that the sustainable growth method of determining 143 
growth is not as significantly correlated to measures of value, 144 
such as stock price and price/earnings ratios, as other historical 145 
growth measures or analysts’ growth forecasts.  Other proxies 146 
for growth, such as historical growth rates and analysts’ growth 147 
forecasts, outperform retention growth estimates.  See for 148 
example Timme and Eiseman (1989). 149 

 150 
In summary, of the three proxies for the expected growth 151 
component of the DCF model, historical growth rates, analysts’ 152 
forecasts, and the sustainable growth method. Criteria in 153 
choosing among the three proxies should include ease of use, 154 
ease of understanding, theoretical and mathematical 155 
correctness, and empirical validation.  The latter two are crucial.  156 
The method should be logically valid and consistent and should 157 
possess an adequate track record in predicting and explaining 158 
security value.  The retention growth method is the weakest of 159 
the three proxies on both conceptual and empirical grounds.  160 
The research in this area has shown that the first two growth 161 
proxies do a better job of explaining variations in market 162 
valuation (M/B and P/E ratios) and are more highly correlated to 163 
measures of value than is the retention growth proxy. (Morin, p. 164 
307) 165 

 166 
 167 

   Moreover, Myron J. Gordon, considered by many to be the “father” of the 168 

standard, regulatory version of the DCF, or “Gordon” model, has stated that use 169 

of the “b x r”, or sustainable, growth method seriously limits the “Gordon” model.  170 

He states5: 171 

The most serious limitation of the Gordon model is the 172 
assumption that the dividend expectation can be represented 173 
with just two parameters, D and br.  .  .  .  In addition financial 174 
statement data for b and r can result in a value for g that cannot 175 
be accepted as an average for the indefinite future. 176 

*  *  * 177 
 178 

                                            
5  Myron J. Gordon, “The Pricing of Common Stocks”, The Institute for Quantitative Research in 

Finance, March 27, 1990, Palm Beach, FL. 
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We have seen that earnings and growth estimates by security 179 
analysts were found by Malkiel and Cragg to be superior to data 180 
obtained from financial statements for the explanation of 181 
variation in price among common stocks.  That is, better 182 
estimates are obtained for the coefficient of the various 183 
explanatory variables.  Their results should be confirmed by 184 
further empirical work, but there is every reason to believe that 185 
the confirmation will be forthcoming.   First, the estimates by 186 
security analysts available from sources such as IBES are far 187 
superior to the data available to Malkiel and Cragg.  Secondly, 188 
the estimates by security analysts must be superior to the 189 
estimates derived solely from financial statements.  For 190 
earnings we want normalized current earnings and for growth 191 
we want expected future growth.  It is true that all our 192 
knowledge of the future is obtained from the past, and good 193 
estimates of Y and g can frequently be obtained from financial 194 
statement data.  However, such data are available to security 195 
analysts, and they have additional information that can be 196 
incorporated in their estimates, so that an average over a 197 
number of security analysts which eliminates the bias of any 198 
one analyst should be superior to exclusive reliance on past 199 
financial statements.   200 

 In addition, in rejecting CUB’s in IAWC’s last rate case, Docket No. 07-201 

0507 stated at page 91 of its Order dated July 30, 2008: 202 

Additionally, the Commission has previously rejected internal 203 
growth rates for use in the DCF model.  Despite CUB’s 204 
arguments to the contrary, the Commission believes such 205 
growth rates are problematic, in that the earnings growth rate 206 
dependent variable uses the expected rate of return on 207 
common equity as an independent variable.  (See CUB Ex. 1.0 208 
at 32)  Of course, the expected rate of return on common equity 209 
is not observable but, if it were known as CUB’s internal growth 210 
rate approach suggests, this entire discussion would be 211 
unnecessary.  Using historic rates of return on common equity 212 
as a proxy for the expected rate of return on common equity is 213 
inconsistent with CUB’s own formula and, in the Commission’s 214 
view, is inappropriate. 215 

 216 
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Q6. At lines 286 - 289 on page 12 of CUB Exhibit 1.0, Mr. Thomas recommends 217 

that the Commission reconsider its decision to rely upon analysts’ 218 

forecasts of growth in its DCF calculation because the “discontinuity in the 219 

equity markets has created uncertainty in available information.”  Please 220 

comment. 221 

A. As discussed at length in IAWC Exhibit 8.00R1, there is a wealth of empirical and 222 

academic literature which support the superiority of analysts’ forecasts of EPS as 223 

measures of investor growth expectations in a DCF analysis.  As Dr. Morin in his 224 

book New Regulatory Finance, (2006) states on page 2986:  225 

Financial analysts exert a strong influence on the expectations of 226 
many investors who do not possess the resources to make their 227 
own forecasts, that is, they are a cause of g.  The accuracy of these 228 
forecasts in the sense of whether they turn out to be correct is not 229 
at issue here, as long as they reflect widely held expectations.  As 230 
long as the forecasts are typical and/or influential in that they are 231 
consistent with current stock price levels, they are relevant.  The 232 
use of analysts’ forecasts in the DCF model is sometimes 233 
denounced on the grounds that it is difficult to forecast earnings 234 
and dividends for only one year, let alone for longer time periods.  235 
This objection is unfounded, however, because it is present 236 
investor expectations that are being priced; it is the consensus 237 
forecast that is embedded in price and therefore in required return, 238 
and not the future as it will turn out to be. (emphasis added) 239 
 240 

*   *   * 241 
Published studies in the academic literature demonstrate that 242 
growth forecasts made by security analysts represent an 243 
appropriate source of DCF growth rates, are reasonable indicators 244 
of investor expectations and are more accurate than forecasts 245 
based on historical growth.  These studies show that investors rely 246 
on analysts’ forecasts to a greater extent than on historic data only. 247 

 248 

                                            
6  Morin 298.   
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  Moreover, the discontinuity in the credit and equity markets over the last 249 

two years, renders the use of historical growth rates of any kind − EPS, dividends 250 

per share (“DPS”), internal growth and the like − suspect, as such historical 251 

growth rates are significantly influenced by this discontinuity.  Security analysts 252 

are fully aware of the effect this discontinuity has on the credit and equity 253 

markets in general, and on specific companies and industries in particular 254 

reflecting this knowledge when they make their forecasts.  Thus, there is no need 255 

for the Commission to reconsider the use of analyst’s forecasts of growth in EPS 256 

in the DCF calculation. 257 

Q7. On page 13 of CUB Exhibit 1.0, at lines 302 – 307, Mr. Thomas discusses 258 

the perceived upward bias in analysts’ growth rate projections.  Please 259 

comment. 260 

A. This perceived bias in analysts’ growth rate projections was addressed at line 261 

302 on page 13 through line 361 on page 15, of IAWC Exhibit 8.00R1 which 262 

demonstrated that Dr. Burton G. Malkiel, author of the widely read national 263 

bestseller on investing entitled, “A Random Walk Down Wall Street,” affirmed his 264 

belief in the superiority of analysts’ EPS forecasts in testimony before the Public 265 

Service Commission of South Carolina, stating: 266 

 With all the publicity given to tainted analysts’ forecasts and 267 
investigations instituted by the New York Attorney General, the 268 
National Association of Securities Dealers, and the Securities & 269 
Exchange Commission, I believe the upward bias that existed in 270 
the late 1990s has indeed diminished.  In summary, I believe that 271 
current analysts’ forecasts are more reliable than they were during 272 
the late 1990s.  Therefore, analysts’ forecasts remain the proper 273 
tool to use in performing a Gordon Model DCF analysis.  (Rebuttal 274 
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testimony, South Carolina Electric and Gas Co., pp. 16-17, Docket 275 
No. 2002-223-E) (emphasis added) 276 

  In addition, confirmation that Dr. Malkiel’s view is correct was provided on 277 

line 320 on page 14 through line 355 on page 15 of IAWC Exhibit 8.00R1, where 278 

the steps taken by the U.S. Securities and Exchange Commission (“SEC”) in 279 

2002 and 2003, to remove any conflict of interest regarding security analysts’ 280 

EPS forecasts, were discussed. 281 

  Considering that these steps were taken more than six years ago, 282 

investors have been fully aware of them since then.  In view of all of the 283 

foregoing, it is apparent that analysts’ forecasts of EPS growth remain the best 284 

predictor of growth for use in the DCF model. 285 

Q8. Do you have any further comments upon Mr. Thomas’ sustainable, or 286 

fundamental, growth rate? 287 

A. Yes. At lines 510 - 512 on page 21 of CUB Exhibit 1.0, Mr. Thomas states he 288 

“performed a multi-stage growth analysis that assumes that for the short-term, 289 

the companies in the sample will grow at their average internal growth rate over 290 

the last five years.”  Hence, Mr. Thomas relied solely upon historical retention 291 

growth.  However, since the cost of capital, as well as ratemaking itself, is 292 

prospective, his reliance upon historical, sustainable, fundamental growth is 293 

inconsistent with the prospective nature of both ratemaking and the cost of 294 

capital.  By ignoring projections of earnings per share, dividends per share and 295 

common equity such as those provided by Value Line Investment Survey (Value 296 

Line) and expected 3-5 years hence, Mr. Thomas has ignored a valuable 297 

investor-influencing and widely available source of forecasted information and 298 
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the very source he utilized in his discussion about declining dividend payout 299 

ratios.   300 

Q9. At lines 520 – 525 on page 22 of CUB Exhibit 1.0, Mr. Thomas states that he 301 

utilized a three-stage DCF model with short-term growth, i.e., internal 302 

growth, persisting for five years, followed by a five-year period of transition 303 

and a third stage where growth “is equivalent to the long-term historic 304 

growth in real GDP.”  Please comment. 305 

A. First, as discussed in IAWC Exhibit 8.00R1, there is no evidence from historical 306 

nominal GDP growth rate data that the growth in each individual component of 307 

GDP going forward can be expected to converge toward GDP growth as a whole.  308 

Thus, even nominal GDP growth is not an appropriate proxy for the long-term 309 

growth of utilities.  Second, the use of growth in real GDP, i.e., without inflation, 310 

results in a mismatch with both the market prices utilized to develop the dividend 311 

yield in the DCF and the internal growth rate Mr. Thomas developed for use in 312 

the first and second or transitional stage of his three-stage DCF, because both 313 

market prices and the return on common equity utilized in the calculation of 314 

internal growth have inflation expectations embedded in them.  Thus, Mr. 315 

Thomas’ use of real GDP growth results in an inconsistency in his application of 316 

the three-stage DCF. 317 

Q10. At line 674 on page 28 through line 774 on page 32 of CUB Exhibit 1.0, Mr. 318 

Thomas discusses and rejects the use of adjusted betas in the CAPM.  319 

Please comment. 320 
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A. Mr. Thomas acknowledges that the Commission has traditionally relied upon 321 

adjusted betas in arriving at a common equity cost rate for utilities under its 322 

jurisdiction.  In fact, in IAWC’s prior rate case, Docket 07-0507 (Order, p. 88), the 323 

Commission found, in response to Mr. Thomas’ argument that adjusted betas be 324 

rejected, that it “has reviewed the testimony and arguments offered by CUB in 325 

favor of using unadjusted betas and does not find them convincing. Many of 326 

these arguments have been presented in previous proceedings where they were 327 

rejected.”  Mr. Thomas cites Value Line at lines 702 - 703 on page 29 of CUB 328 

Exhibit 1.0, noting that “… betas are adjusted for their long-term tendency to 329 

converge toward 1.00.”  He agrees that it may be appropriate for companies with 330 

betas which are greater than 1.00.  He provides his rationale at lines 733 - 735 331 

on page 30:  “[i]t seems intuitive that the risk of companies with high betas often 332 

moves towards 1.0 over time as companies learn their business and reduce their 333 

exposure to risk.” 334 

  While it is certainly true that companies can reduce their exposure to risk, 335 

they cannot reduce their exposure to systematic risk as measured by beta.  The 336 

total risk of any company is composed of systematic (market or non-diversifiable) 337 

and non-systematic (non-market or diversifiable) risk.  Beta, as a measure of 338 

systematic risk, is largely out of the control management.  Systematic, or market, 339 

risk arises predominantly from macroeconomic factors which affect all 340 

companies.  Non-systematic risks are those risks predominantly associated with 341 

a company’s operations and financial profile.  The market price fluctuations which 342 

give rise to beta are largely out of the hands of management and are in the 343 
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hands of investors who price common stocks based upon their perceptions of the 344 

riskiness of investing in them based upon macroeconomic events which affect all 345 

stocks.  Thus, systematic, or market, risk represents a non-diversifiable risk to 346 

shareholders except as may affect the financing decisions of companies relative 347 

to the issuance of additional shares of common stock. 348 

  Mr. Thomas cites a single study at line 740 on page 30 through line 748 349 

on page 31 of CUB Exhibit 1.0 to support his assertion that utility betas do not 350 

revert to 1.00 over time.  He has ignored the vast evidence that in general, betas 351 

revert to 1.00.  Morin7 notes on pages 2 and 3 of Schedule 8.02R2 as follows: 352 

The regression tendency of betas to converge to 1.0 over time is 353 
very well known and widely discussed in the financial literature.  354 
Well-known college-level finance textbooks routinely discuss the 355 
use of adjusted betas.4 (footnote omitted) Several authors have 356 
investigated the regression tendency of beta and generally reached 357 
similar conclusions. .  .  .  A comprehensive study of beta 358 
measurement methodology by Kryzanowski and Jalilvand (1983) 359 
concludes that raw unadjusted betas (OLS) beta) is one of the 360 
poorest beta predictors. .  . 361 

*  *  * 362 
The tendency of true betas not only to vary over time but to move 363 
back toward average levels is not surprising.  A company whose 364 
operations or financing make the risk of its stock divergent from 365 
other companies is more likely to move back toward the average 366 
than away from it.  Such changes in beta values are due to real 367 
economic phenomena, not simply to an artifact of overly simple 368 
statistical procedures.  .  .   369 

*   *   * 370 
Because of this observed regressive tendency, a company’s raw 371 
unadjusted beta is not the appropriate measure of market risk to 372 
use.  Current stock prices reflect expected risk, that is, expected 373 
beta, rather than historical risk or historical beta.  Historical betas, 374 
whether raw or adjusted, are only surrogates for expected beta.  375 
The best of the two surrogates is adjusted beta.      376 

                                            
7     Morin 72-76. 
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*   *   * 377 
There is an additional economic justification for the use of adjusted 378 
betas in the case of regulated utilities. Adjusted betas compensate 379 
for the tendency of regulated utilities to be extra interest-sensitive 380 
relative to industrials.8 (footnote omitted) .  .  .  The true risk of 381 
regulated utilities relative to other companies is understated 382 
because when interest rates change, the stocks of regulated 383 
companies react in the same way as bonds do.  .  .  The use of 384 
adjusted betas compensates for the interest sensitivity of regulated 385 
companies. (Morin, pp. 73-74) 386 

 In addition, Morin responds to the Gombola and Kahl (1990) study cited by 387 

Mr. Thomas in support for his rejection of the use of adjusted betas in a CAPM 388 

analysis for utility stocks.  On page 5 of Schedule 8.02R2, relative to the 389 

Gombola and Kahl study, Morin states: 390 

The difficulty with this argument is that in the mid 1990s to mid 391 
2000s period, the risks of electric utility stocks escalated 392 
substantially well after the period of study used in these studies 393 
because of restructuring, deregulation, and rising competition and, 394 
therefore, the true electric utility betas have escalated toward 1.0.   395 
(Morin, p. 75) 396 
 397 

  Finally, on page 88 of its Order in IAWC’s last rate case, Docket No. 07-398 

0507, the Commission agreed with the use of adjusted betas when it stated:   399 

 “The Commission finds the expert testimony of IAWC, Staff, and 400 
IIAWC more convincing than that of CUB and concludes that 401 
adjusted betas are superior to unadjusted betas.” 402 

 403 

Q11. At lines 737 - 738 on page 30 of CUB Exhibit 1.0, Mr. Thomas asks the 404 

rhetorical question:  “. . . why would low-risk companies actively seek to 405 

make their operations more risky?” Please comment. 406 

A. The question seems logical, but Mr. Thomas has provided no support for his 407 

assertion that utility companies, specifically the six water companies in his proxy 408 
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group, are low-risk based upon beta.  Moreover, as shown on page 1 on 409 

Schedule 8.03R2, the unadjusted betas, provided to AUS Consultants under 410 

contract with Value Line, Inc. of the companies in Mr. Thomas’ group of six water 411 

companies, excluding York Water Co. because of a lack of Value Line betas over 412 

the entire time period, have clearly trended toward 1.00 from early 1999 through 413 

the fourth quarter of 2008. There is a downward trend during 2009 which, in my 414 

opinion, is likely due to the very discontinuity in the equity markets which Mr. 415 

Thomas discusses at length in CUB Exhibit 1.0, since during the early part of 416 

2009, utility stock returns have been trending or outperforming the market and 417 

only very recently have been underperforming the market.  Hence using his own 418 

logic, the adjusted betas of these companies should be utilized in a CAPM 419 

analysis. 420 

Q12. On page 32, line 777 through page 36, line 888 of CUB Exhibit 1.0, Mr. 421 

Thomas discusses the equity market risk premium (EMRP) component of 422 

his CAPM analysis.  Please comment. 423 

A. Mr. Thomas rejects my derivation of the EMRP in IAWC Exhibit 8.00 and 424 

therefore rejects the Commission’s derivation of the EMRP as it relied upon the 425 

CAPM analyses of both myself and Staff in IAWC’s last rate case, Docket No. 426 

07-0507.  Mr. Thomas relies instead on what he calls “research and analysis 427 

performed by unbiased academics over many years.”  However, such reliance is 428 

inconsistent with the discontinuity, turmoil and uncertainty in capital markets due 429 

to the recent financial crisis and recession, because each and every one of the 430 
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studies upon which he relies was published between 2004 and 2005,8 well before 431 

the start of the current recession in late 2007 and the market free fall which 432 

began in September 2008.  In rejecting Mr. Thomas’ derivation of the EMRP in 433 

IAWC’s last rate case, Docket No. 07-0507, the Commission noted on page 89 of 434 

its Order dated July 30, 2008: 435 

CUB’s suggestion that the EMRP adopted for purposes of this 436 
proceeding should be based upon Mr. Thomas; review of opinions 437 
published by members of the financial and academic arenas is 438 
troubling on many levels.  It is not clear that the EMRP of members 439 
of [the] financial and academic arena are intended to be used for 440 
the same purposes faced by the Commission in this proceeding.  441 
Additionally, CUB’s proposal does not seem to allow for the EMRP 442 
to change with time, which the Commission believes is necessary 443 
for any approach or method adopted.  Finally, the Commission is 444 
simply not comfortable accepting Mr. Thomas’ opinion when the 445 
analyses presented by other experts suggest his recommendation 446 
is currently far too low. 447 

  Therefore, the Commission should continue to reject Mr. Thomas’ EMRP 448 

and subsequently his entire CAPM analysis. 449 

Q13. At line 891 on page 36 through line 902 on page 37 of CUB Exhibit 1.0, Mr. 450 

Thomas discusses his reliance upon current yields on 30-year U.S. 451 

Treasury bonds as the risk-free rate.  Please comment. 452 

A. For all the reasons discussed in IAWC Exhibit 8.00R1 relative to ICC Staff 453 

witness McNally’s reliance upon spot, or historical, Treasury Bond (note) yields, 454 

Mr. Thomas’ reliance upon current yields on 30-year Treasury bonds should be 455 

rejected.  It should be rejected because the use of current yields is inconsistent 456 

with the prospective nature of both the cost of capital and ratemaking. 457 

                                            
8  See footnotes 13 through 22 on pages 33 through 36 of CUB Exhibit 1.0. 
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Q14. Do you have any final comment upon Mr. Thomas’ recommended ROE of 458 

7.44%? 459 

A. Yes.  At lines 38 – 40 on page 2 of CUB Exhibit 1.0, Mr. Thomas states that “[t]he 460 

results of my analysis demonstrate that a 7.44% cost of common equity provides 461 

investors with a fair return on their investment in the Company.” However, his 462 

recommendation is not reasonable on its face.  A common equity cost rate of 463 

7.44% represents a 1.49% (149 basis points) equity risk premium above an 464 

October 7, 2009 yield on A-rated public utility bonds of 5.95% and a 0.59% (59 465 

basis points) equity risk premium above an October 7, 2009 yield on Baa//BBB-466 

rated public utility bonds of 6.85%9.  In addition, such an equity risk premium is 467 

inconsistent with the historical equity risk premium based upon a study of the 468 

holding period returns of the Standard & Poor’s (“S&P”) Utility Index from 1928-469 

2008 of 4.15% over Moody’s A-rated public utility bonds and 3.63% over Moody’s 470 

Baa-rated public utility bonds as shown on Schedule  8.04R2.  Further, a 471 

common equity cost rate of 7.44% represents an equity risk premium of only 472 

1.16% (116 basis points) over the Company’s revised requested composite long-473 

term debt cost rate of 6.28%, which includes tax-exempt lower coupon debt.  Nor 474 

are these equity risk premiums consistent with the equity risk premiums he 475 

calculated in his CAPM analysis, which ranged from 2.45% (245 basis points) to 476 

a 5.06% (506 basis points) as derived from Table 7 on page 38 of CUB Exhibit 477 

1.010.  Consequently, Mr. Thomas’ recommended 7.44% common equity cost 478 

rate does not represent a fair return on investors’ investment in the Company.  479 

                                            
9  Value Line Selection & Opinion (October 16, 2009) 3265. 
10  2.45% = 0.49 * 5.00% and 5.06% = 0.49 * 10.32% 
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IV. RESPONSE TO MR. THOMAS’ CRITIQUES OF MS. AHERN’S DIRECT 480 
TESTIMONY 481 

Q15. Mr. Thomas criticizes your DCF analysis on page 23, line 549 through page 482 

25, line 608.  Please comment. 483 

A. Mr. Thomas’  first criticism is my use of analysts’ forecasted EPS growth rates.  484 

As clearly demonstrated in IAWC Exhibit 8.00R1, not only is there a wealth of 485 

academic and empirical support for the superiority of analysts’ forecasted EPS 486 

growth rates in a DCF analysis, there is academic and empirical support that 487 

even the use of analysts’ forecasted EPS growth rates in a DCF analysis results 488 

in downwardly biased common equity cost rate estimates.  Therefore, Mr. 489 

Thomas’ contention that using analysts’ growth rates in a DCF analysis 490 

“produces an upward bias” in results is unsupported and should be rejected. 491 

 His second criticism is that my DCF results are driven by two different 492 

DCF analyses which are “weighted arbitrarily”.  The rationale for such a weighting 493 

is not arbitrary but rather is the result of informed expert judgment, as clearly 494 

explained at line 780 on page 30 through line 787 on page 31 of IAWC Exhibit 495 

8.00, which read: 496 

I gave 75% weight to the average of the results of the applications 497 
of the quarterly DCF models and 25% weight to the average of the 498 
results of the applications of the multi-stage DCF models.  I did so, 499 
because, in my opinion, due to the stability and maturity of the 500 
water industry and the regulated utility industry at large, multi-stage 501 
versions of the DCF model are not applicable.  But, in deference to 502 
the Commission’s reliance upon the multi-stage DCF in the 503 
Company’s last rate case, I gave some weight to the results of the 504 
multi-stage DCF. 505 
 506 
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  Thus, Mr. Thomas’ contention that I weighted the DCF analyses in 507 

an arbitrary manner is unsupported and should be rejected. 508 

Q16. At lines 907 - 909 on page 38 of CUB Exhibit 1.0, Mr. Thomas criticizes your 509 

CAPM analysis.  Please comment. 510 

A. Mr. Thomas’ first criticism is my use of adjusted betas.  The appropriateness of 511 

the use of adjusted betas in a CAPM analysis has been discussed at length 512 

previously in this rebuttal testimony.  Therefore, I will not repeat it here.  Mr. 513 

Thomas presented similar arguments in IAWC’s prior rate case, Docket No. 07-514 

0507, and IAWC responded to those arguments in a manner similar to its 515 

responses in the current proceeding.  As stated previously in this rebuttal 516 

testimony, relative to the use of adjusted betas, the Commission concluded that 517 

adjusted betas are superior unadjusted betas on page 88 of its Order, dated July 518 

30, 2008. 519 

  Thus, consistent with both the arguments presented in this rebuttal 520 

testimony regarding the appropriate use of adjusted betas in a CAPM analysis 521 

and the Commission’s finding that “adjusted betas are superior to unadjusted 522 

betas,”  Mr. Thomas’ criticism of my use of adjusted betas should be rejected. 523 

  Mr. Thomas’ second criticism is that my “EMRP is grossly overstated 524 

because [I rely] on forecasted information to calculate it.”  Note that my EMRP is 525 

calculated in a manner identical to ICC Staff’s, namely based upon a DCF 526 

analysis using analysts’ forecasted EPS growth rates.  This methodology was 527 

also adopted by the Commission, along with ICC Staff’s CAPM analysis in 528 
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IAWC’s last rate case in Docket No. 07-0507 in its Order, dated July 30, 2008, 529 

where the Commission found, on page 93: 530 

 [T]hat the CAPM analyses of the IAWC and Staff witnesses, 531 
11.16%-12.22% and 11.75-12.11%, respectively, are without 532 
material flaws and should be considered in establishing IAWC’s 533 
cost of common equity. 534 

  In view of the foregoing, Mr. Thomas’ criticism of my EMRP should also be 535 

rejected. 536 

Q17. At line 946 on page 39 through line 983 on page 40 of CUB Exhibit 1.0, Mr. 537 

Thomas criticizes your financial risk adjustment.  Please comment. 538 

A. Mr. Thomas’ criticism is based upon two articles which claim that “credit ratings 539 

are being artificially inflated,” which statements, he asserts, call into question the 540 

use of “credit ratings to determine the cost of equity capital.”  Several points need 541 

to be made.  First, the statements in the articles relate to CDOs (collateralized 542 

debt obligations) and not to the long-term debt of utilities (which typically finances 543 

utility plant and hence rate base).   544 

  Second, in response to Mr. Thomas’ concern that credit rating agencies’ 545 

“ratings of residential mortgage-backed securities backed by subprime mortgage 546 

loans and of collateralized debt obligations linked to subprime loans contributed 547 

to the recent turmoil in the credit markets,” the Securities and Exchange 548 

Commission (“SEC”) adopted measures to strengthen oversight of the major 549 

credit rating agencies in early December 200811.  Those measures are intended 550 

“to increase transparency and accountability at credit rating agencies, and 551 

                                            
11  “SEC Approves Measures to Strengthen Oversight of Credit Rating Agencies”, U.S. Securities and  
 Exchange Commission, 2008-284, December 3, 2008. 
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ensure that firms provide more meaningful rating and greater disclosure to 552 

investors.”   Those measures were followed by the adoption of additional “rules to 553 

improve disclosures from ratings firms and reduce conflicts of interest” on 554 

September 18, 2009.12  Thus, Mr. Thomas’ assertion that the “allegations that 555 

credit ratings are being artificially inflated continue to come to light” is misplaced: 556 

the SEC has put rules and regulations in place to enhance the transparency of 557 

the credit ratings process in response to past artificially inflated credit ratings for 558 

residential mortgage-backed securities and collateralized debt obligations linked 559 

to subprime mortgage loans, and not utility long-term debt.  560 

  Third, if credit ratings are inflated, then they all are inflated, and on a 561 

relative basis IAWC is still more financially risky, as confirmed by its financial 562 

metrics discussed in IAWC Exhibit 8.00 at lines 595 through 601 on page 23, 563 

again at lines 1085 – 1089 on pages 41 and 42, and in IAWC Exhibit 8.00R1.  564 

After reviewing financial metrics for IAWC updated for 2008 on page 1 Schedule 565 

8.05R2 and S&P’s expanded business risk//financial risk matrix on page 5, it is 566 

still my opinion that if IAWC had long-term debt which was rated by Moody’s or 567 

S&P, it would likely be rated at the bottom of the Baa//BBB category or possibly 568 

at the top of the Ba//BB category (the latter being below investment grade), with 569 

a likely S&P business position of strong and a financial risk profile of aggressive 570 

to highly leveraged.  Therefore, in my opinion, IAWC has greater financial risk 571 

than Mr. Thomas’ proxy group.  Based upon the basic financial principle of risk 572 

and return, namely, that investors require a greater return for bearing greater 573 

risk, an upward adjustment is required in order for the common equity cost rate 574 
                                            
12    http://online.wsj.com/article/SB125366267173132295.html# 
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based upon the market data of Mr. Thomas’ proxy group to be reflective of 575 

IAWC’s greater financial risk. 576 

  In view of the foregoing, Mr. Thomas’ rejection of the validity of credit 577 

ratings is unsupported and should be rejected. 578 

Q18. At line 986 on page 41 through line 1080 on page 43 of CUB Exhibit 1.0, Mr. 579 

Thomas rejects your business risk adjustment because it is a “repackaged 580 

version of the market-to-book adjustment that the Commission has denied 581 

in the past.”  Please comment. 582 

A. Mr. Thomas is incorrect.  He cites recent Peoples and North Shore Gas’ rate 583 

cases (Docket Nos. 07-0241/07-0242(Cons.)), where the Commission rejected a 584 

“financial leverage adjustment” based analysis of the perceived difference in the 585 

financial risk contained in a market-value capital structure relative to a book value 586 

capital structure.  I have made no such leverage adjustment in this proceeding, 587 

nor any adjustment resembling those criticized by the Commission in its Order 588 

dated February 5, 2008, which, immediately preceding the section cited by Mr. 589 

Thomas in CUB Exhibit 1.0, reads as follows: 590 

Staff states that the difference between the Utilities’ CAPM and 591 
DCF analyses and its own is only 11 basis points, once Mr. 592 
Moul’s adjustments are removed.  Thus, Mr. Moul’s financial 593 
leverage adjustments require discussion.  The Utilities adjust 594 
both their DCF and CAPM analyses so that the authorized return 595 
applied to the Utilities’ book value capital structures will, in their 596 
view, correctly represent investor-required return.  They maintain 597 
that the costs of equity produced by the financial models are 598 
based on the market value capitalizations of the utility sample.  599 
They further assert that the proxy group’s market value 600 
capitalizations contain more equity and less financial risk (debt) 601 
than its book value capitalizations used for ratemaking purposes, 602 
which contain less equity and more financial risk.  The Utilities 603 
argue that when a market-based cost of equity is applied to a 604 
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book value capital structure there is a mismatch in financial risk 605 
and under-recovery of allowed [the] utility’s allowed return. 606 

   607 

  Consequently, my business risk adjustment is based upon size and other 608 

risk factors unique to IAWC, as discussed at line 392 on page 15 through line 609 

518 on page 20 and again at line 1049 on page 40 through line 1079 on page 41 610 

of IAWC Exhibit 8.00, and not based upon any perceived financial risk difference 611 

between a market value capital structure and a book value capital structure, or 612 

leverage adjustment, and is mischaracterized as a “repackaged” market-to-book 613 

adjustment by Mr. Thomas. 614 

Q19. At lines 1000 through 1001 of CUB Exhibit 1.0, Mr. Thomas states that 615 

“[t]heoretically, when a company is earning precisely its cost of capital, 616 

market and book value will be exactly the same.  Please comment. 617 

A. It is clear that Mr. Thomas believes that a direct relationship exists between 618 

market-to-book ratios and the rate of earnings on book common equity.  Such a 619 

relationship is not supported by either the academic literature or a historical 620 

analysis of the experience of unregulated companies. 621 

Q20. What does the academic literature say about the relationship between 622 

allowed regulatory rates of return on common equity and utility market-to-623 

book ratios? 624 

A. It is very clear from the academic literature that there is no such relationship.  625 

Phillips13 states the following: 626 

                                            
13  Charles F. Phillips, Jr., The Regulation of Public Utilities – Theory and Practice (Public Utilities 

Reports, Inc., Arlington, VA, 1993) 395. 
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  Many question the assumption that market price should equal 627 
book value, believing that ‘the earnings of utilities should be 628 
sufficiently high to achieve market-to-book ratios which are 629 
consistent with those prevailing for stocks of unregulated 630 
companies. 631 

 In addition, Bonbright14 states: 632 

 633 
  In the first place, commissions cannot forecast, except within 634 

wide limits, the effect their rate Orders will have on the market 635 
prices of the stocks of the companies they regulate.  In the 636 
second place, whatever the initial market prices may be, they 637 
are sure to change not only with the changing prospects for 638 
earnings, but with the changing outlook of an inherently volatile 639 
stock market.  Moreover, even if a commission did possess the 640 
power of control, any attempt to exercise it . . .  would result in 641 
harmful, uneconomic shifts in public utility rate levels.  (italics 642 
added 643 

 644 
Q21. Have you performed an analysis to determine the existence of a direct 645 

relationship between the market-to-book ratios of unregulated companies 646 

and their earned rates of return on book common equity? 647 

A. Yes.  The results of my analysis are presented on Schedule 8.06R2.  I analyzed 648 

the market-to-book ratios and earned rates of return on book common equity for 649 

the S&P Industrial Index and its successor, the S&P 500 Composite Index, over 650 

more than 60 years.  Schedule 8.06R2 shows the market-to-book ratios, rates of 651 

return on book common equity (earnings/book ratios), annual inflation rates, and 652 

the earnings/book ratios net of inflation (real rate of earnings) annually for the 653 

years 1947 through 2008.  In each and every year, the market-to-book ratios of 654 

the S&P Industrial Index equaled or exceeded 1.00.  In 1949, the only year in 655 

which the market-to-book ratio was 1.00 (or 100%), the real rate of earnings on 656 

                                            
14  James C. Bonbright, Albert L. Danielsen, and David R. Kamerschen, Principles of Public  

Utility Rates, (Public Utilities Reports, Inc., Arlington, VA, 1988) 334. 
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book equity, adjusted for deflation, was 18.1% (16.3% + 1.8%).  In contrast, in 657 

1961, when the S&P Industrial Index experienced a market-to-book ratio of 2.01, 658 

the real rate of earnings on book equity for the Index was only 9.1% (9.8% - 659 

0.7%).   660 

  This analysis clearly demonstrates that competitive, unregulated 661 

companies have never sold below book value, on average, and have sold at 662 

book value in only one year since 1947.  The data show that there is no 663 

relationship between earnings/book ratios and market-to-book ratios.  Moreover, 664 

as indicated above, Phillips and Bonbright confirm that the earnings of utilities 665 

should be sufficiently high to achieve market-to-book ratios which are consistent 666 

with those prevailing for the common stocks of unregulated companies (Phillips) 667 

and that market prices are beyond the control, but not beyond the influence of, 668 

rate regulation (Bonbright). 669 

   Because this lack of a relationship between earnings/book ratios and 670 

market-to-book ratios covers a long period, 1947 through 2008, it cannot be 671 

validly argued that going forward, a relationship would exist between 672 

earnings/book ratios and market-to-book ratios.  The analysis shown on 673 

Schedule 8.06R2, coupled with the supportive academic literature, demonstrate 674 

the following: 675 

  1. that while regulation is a substitute for marketplace competition, it 676 

can influence (but not directly control) market prices, and, hence, 677 

market-to-book ratios, and 678 
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  2. that the rates of return investors expect to achieve, and which 679 

influence their willingness to pay market prices well in excess of 680 

book values, have no meaningful, direct relationship to the rates of 681 

earnings on book equity. 682 

V. RESPONSE TO DIRECT TESTIMONY OF MR. GORMAN 683 

Q22. Do you have any general comment upon IIWC Exhibit 1.0, the Direct 684 

Testimony of Mr. Gorman? 685 

A. Yes.  At lines 176 – 178 on page 9 of IIWC Exhibit 1.0, Mr. Gorman cites IAWC’s 686 

current authorized rate of return on common equity of 10.35% authorized by the 687 

Commission in its July 30, 2008 Order in Docket No. 07-0507.  Mr. Gorman then 688 

states that “[t]his authorized return was directly influenced by the prevailing utility 689 

yields at that point in time.”  However, a review of the Commission’s conclusion 690 

regarding rate of return makes no mention of prevailing utility bond yields.  691 

Concurrently with authorizing the 10.35% ROE for IAWC, the Commission 692 

authorized a long-term debt cost rate of 5.92%, implying an equity risk premium 693 

of 4.43% between it’s authorized ROE and long-term debt cost rate.15  In the 694 

current proceeding the Company is requesting a long-term debt cost rate of 695 

6.28%, 0.36% (36 basis points) higher than it’s authorized long-term debt cost 696 

rate in Docket No. 05-0507.  It has been documented that there is an inverse 697 

relationship between equity risk premiums and interest rates16.  It has been 698 

estimated that for each 1.00% (100 basis point) increase in interest rates, the 699 

                                            
15  4.43%  = 10.35% - 5.92%. 
16  Morin 128-129. 
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equity risk premium falls approximately 0.50% (50 basis points)17.  Consequently, 700 

the 4.43% implied equity risk premium in Docket No. 07-0507 would now be 701 

4.12% (412 basis points)18.  Adding this 4.12% to the Company’s current long-702 

term debt cost rate of 6.28% yields a common equity cost rate of 10.40% 703 

(10.40% = 6.28% + 4.12%).  Therefore, Mr. Gorman’s assertion on lines 183 – 704 

184 on page 9 of IIWC Exhibit 1.0 that “Illinois-American’s cost of common equity 705 

is no higher today than it was in its last case” is incorrect, and should be 706 

disregarded.  While Mr. Gorman notes that the trend in Moody’s Baa-rated public 707 

utility bond yields is trending downward, the reality for IAWC is that its actual 708 

long-term debt cost rate, and concurrently, its common equity cost rate, is 709 

increasing, and is at least 10.40% based upon its last authorized ROE. 710 

Q23. Earlier, at line 124 on page 7 through line 163 on page 8 of IIWC, Mr. 711 

Gorman asks the following question: ‘Have the authorized returns on 712 

equity discussed above [Table 1] supported investment grade utility bond 713 

ratings?”  Please comment. 714 

A. Table 1 on page 7 of IIWC Exhibit 1.0 shows the average authorized return on 715 

equity for subsidiaries of American Water Works Company, Inc. (“AWW”).  Mr. 716 

Gorman responds to his own question by stating that “Standard & Poor’s (“S&P”) 717 

states that water utility credit ratings are stable” and then cites from the February 718 

2, 2009 S&P report “U.S. Investor-Owned Water Utilities, Strongest to Weakest.”  719 

However, Mr. Gorman’s citation is incomplete as it only discusses business risk 720 

                                            
17  Morin 128-129. 
18  4.12% = 4.43% - (0.50% * 0.61%). 
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profiles.  As shown on page 2 of Schedule 8.07R2, the paragraph following his 721 

citation reads: 722 

Given the excellent business risk profiles, the most significant 723 
differentiating factor for these companies has been financial 724 
performance, particularly the level and stability of cash flows.  While 725 
most of the rte companies have an intermediate financial risk 726 
profile, one company is considered to be modest and four are 727 
characterized as aggressive.  .  .  .  The aggressive financial risk 728 
profiles of American Water Works Co., Inc. and its funding 729 
subsidiary, American Water Capital Corp., reflect weak cash flow 730 
metrics, significant goodwill impairments, and need for significant 731 
rate relief to cover rising operating costs, capital expenditures, and 732 
pension and other postretirement obligations. (emphasis added) 733 

   734 

  Hence, while S&P notes that the U.S. investor-owned water utility as a 735 

whole displays significant stability, it recognizes the need for “significant rate 736 

relief” for the subsidiaries of AWW. 737 

Q24. At line 320 on page 16 through 382 on page 19 of IIWC Exhibit 1.0, Mr. 738 

Gorman compares the investment risk of his water, gas and electric proxy 739 

groups with that of IAWC.  Please comment. 740 

A. Mr. Gorman’s comparison is misleading.  His water and gas proxy groups have 741 

average S&P corporate credit ratings of A, which he states is slightly higher or 742 

equivalent to S&P’s corporate credit rating for AWW of BBB+ (lines 322-325 and 743 

350-365 on pages 16 through 18). His electric proxy group has an average S&P 744 

corporate credit rating of BBB+ which is identical to that of AWW.  What is 745 

misleading is that S&P itself makes a clear risk distinction between its credit 746 

ratings categories.  Schedule 8.08R2 contains excerpts from both S&P’s Issue 747 

Credit Ratings Definitions.  Page 1 clearly states: 748 
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Issue ratings are an assessment of default risk, but may 749 
incorporate an assessment of relative seniority or ultimate recovery 750 
in the event of default. 751 
 752 

  On page 2, S&P defines an A credit rating thus: 753 

An obligation rated ‘A’ is somewhat more susceptible to the 754 
adverse effects of changes in circumstances and economic 755 
conditions than obligations in higher-rated categories.  However, 756 
the obligor’s capacity to meet its financial commitment on the 757 
obligation is still strong. 758 
 759 
Also on page 2, S&P defines a BBB credit rating thus: 760 
 761 
An obligation rated ‘BBB’ exhibits adequate protection parameters.  762 
However, adverse economic conditions or changing circumstances 763 
are more likely to lead to a weakened capacity of the obligor to 764 
meet its financial commitment on the obligation. 765 
 766 

  Clearly, S&P does not consider the default risk of A-rated obligations or 767 

companies comparable to that of BBB-rated obligations or companies.  BBB-rated 768 

obligations or companies have greater default risk than those rated A Therefore, 769 

Mr. Gorman cannot conclude, based upon S&P’s credit ratings, that his “water 770 

proxy group has comparable total investment risk to AWW/Illinois-American”.  In 771 

addition, Mr. Gorman states on lines 345 – 347 on page 17 of IIWC Exhibit 1.0 772 

that “Illinois-American has an “Excellent” business risk profile, which is identical to 773 

the business risk profile of my water proxy group.”  This statement is incorrect, as 774 

IAWC has not been assigned a business risk profile by S&P, as is clear from page 775 

3 of Schedule 8.09R7, only Pennsylvania American Water Company and New 776 

Jersey American Water Company have. 777 
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  Moreover, IAWC is still more risky than the proxy groups, as indicated by 778 

its financial metrics discussed in IAWC Exhibit 8.00 at lines 595 - 601 on page 779 

23, again at lines 1085 – 1089 on pages 41 and 42, in IAWC Exhibit 8.00R1, and 780 

previously in this rebuttal testimony.  After reviewing financial metrics for IAWC 781 

updated for 2008 on page 1 Schedule 8.05R2, and S&P’s expanded business 782 

risk/financial risk matrix on page 5, it is still my opinion that if IAWC had long-783 

term debt which was rated by Moody’s or S&P, it would likely be rated at the 784 

bottom of the Baa/BBB category or possibly below investment grade, i.e.,  at the 785 

top of the Ba/BB category, with a likely S&P business position of strong and a 786 

financial risk profile of aggressive to highly leveraged. Therefore, in my opinion 787 

IAWC has greater investment risk than either AWW or Mr. Gorman’s water and 788 

gas proxy groups.  Based upon the basic financial principle of risk and return, 789 

namely, that investors require a greater return for bearing greater risk, an upward 790 

adjustment is required in order for the common equity cost rate based upon the 791 

market data of Mr. Gorman’s water and gas proxy groups to be reflective of 792 

IAWC’s greater risk. 793 

Q25. At line 366 on page 18 through line 382 on page 19 of IIWC Exhibit 1.0, Mr. 794 

Gorman also compares the investment risk of his electric proxy group with 795 

IAWC.  Please comment. 796 

A. At lines 368 – 372 on page 18 of IIWC Exhibit 1.0, Mr. Gorman states that his 797 

electric proxy group has an average S&P corporate credit rating of BBB+, which 798 

is indeed identical to that for AWW.  However, as discussed above, in my opinion 799 

IAWC has greater investment risk than AWW, and hence Mr. Gorman’s electric 800 
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proxy group, because if IAWC had long-term debt which was rated by Moody’s or 801 

S&P, it would likely be rated at the bottom of the Baa/BBB category or possibly at 802 

the top of below investment grade ratings, i.e., Ba/BB category, with a likely S&P 803 

business position of strong and a financial risk profile of aggressive to highly 804 

leveraged, indicating greater investment risk which must be reflected in any 805 

common equity cost rate based upon the market data of any of Mr. Gorman’s 806 

proxy groups, including his electric proxy group. 807 

Q26. At lines 338 – 343 on page 17, lines 356 – 359 and 373 – 378 on page 18 of 808 

IIWC Exhibit 1.0, Mr. Gorman compares the common equity ratios of his 809 

respective proxy groups to his proposed common equity ratio for IAWC of 810 

44.9% concluding that the common equity ratios of his proxy groups are 811 

comparable to that of IAWC.  Please comment. 812 

A. Nothing could be further from the truth, except for the electric proxy group’s 813 

common equity ratio.  Mr. Gorman cites common equity ratios based upon total 814 

capital (including short-term debt) of 47.8%, 53.9% and 44.6% for his water, gas 815 

and electric proxy groups, respectively. As discussed at lines 522 – 525 on page 816 

20 of IAWC Exhibit 8.00, financial risk is created by the introduction of senior 817 

capital, i.e., debt and/or preferred stock, in the capital structure.  The higher the 818 

proportion of senior capital, the higher the financial risk and the higher the overall 819 

investment risk of a company.  In my opinion, common equity ratios of 47.8% and 820 

53.9%, which imply total debt ratios of 52.2% and 46.1% in comparison to Mr. 821 

Gorman’s proposed 55.1% total debt ratio for IAWC, do not indicate that the 822 

water and gas proxy groups are comparable or “reasonably comparable” in 823 
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financial risk to IAWC.  However, his electric proxy group’s common equity ratio 824 

of 44.6%, with its implied 55.4% total debt ratio, indicates similar if not slightly 825 

lower financial risk relative to IAWC. 826 

Q27. Is there a way to quantify a financial risk adjustment due to IAWC’s greater 827 

financial risk relative to Mr. Gorman’s water and gas proxy groups and 828 

slightly less financial risk relative to his electric proxy group?  829 

A. Yes.  Because investors require a higher return in exchange for bearing higher 830 

risk, an upward adjustment to the common equity cost rates derived from the 831 

market data of Mr. Gorman’s water and gas proxy groups, which have a lower 832 

degree of financial risk than IAWC, is necessary.   833 

An indication of the magnitude of the necessary financial risk adjustment 834 

is given by the Hamada equation,19 which un-levers and then re-levers betas 835 

based upon changes in capital structure.  The equation is used to un-lever the 836 

beta of the water proxy group of 0.74 and the water proxy group’s common 837 

equity ratio of 47.8% to an un-levered 0.43 when applied to a 100% equity ratio 838 

and is then used to re-levere the beta to 0.77 using Mr. Gorman’s recommended 839 

common equity ratio of 44.9% for IAWC.  The Hamada equation and calculations 840 

for the water proxy group are as follows: 841 

)]/)(1(1[ SDTbb ul −+=  842 

 Where lb = Levered beta 843 

 ub = Un-levered beta 844 

 T = Tax Rate 845 
                                            
19  Eugene F. Brigham and Phillip R. Daves, Intermediate Financial Management, Ninth Edition,  
 (Thomson/South-Western, 2007) 533. 
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 )/( SD = Debt to Equity Ratio 846 

  Using the above equation20, and plugging in the beta of the water proxy 847 

group, 0.74 and common equity ratio of 47.8%, results in an un-levered beta of 848 

0.43.  In other words, the beta for Mr. Gorman’s water proxy group would be 0.43 849 

if its average capital structure was carried at 100% equity. 850 

To re-lever this beta relative to Mr. Gorman’s recommended 44.9% equity 851 

ratio for IAWC, the following equation is solved: 852 

 lb = 0.43 [1 + (1 - 0.35) (55.1%/44.9%)] 853 

When solved for lb , lb  = 0.77, which is the beta for Mr. Gorman’s water proxy 854 

group, if the group carried an average capital structure containing only 44.9% 855 

equity. 856 

  This re-levered beta, 0.77, applied to Mr. Gorman’s 5.70% market risk 857 

premium and his 5.00% risk-free rate, equates to a 9.39% common equity cost 858 

rate.  The difference between this 9.39% common equity cost rate and Mr. 859 

Gorman’s CAPM result for his water proxy group, 9.22%, is 0.17% (17 basis 860 

points).  861 

  Likewise, using the above equation, the beta of Mr. Gorman’s gas proxy 862 

group, 0.67, and its common equity ratio of 53.9%, an un-levered beta of 0.43 863 

also results.  To re-lever this beta relative to Mr. Gorman’s recommended 44.9% 864 

common equity ratio for IAWC, the following equation is solved: 865 

     lb  = 0.43 [1 + (1 - 0.35)( 55.1%/44.9%)] 866 

                                            
20  0.83 = ub [1 + (1 – 0.35) (49.05%/50.95%)] 
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  When solved for lb , lb  = 0.77, which when applied to Mr. Gorman’s 5.70% 867 

market risk premium and his 5.00% risk-free rate equates to a 9.39% common 868 

equity cost rate.  The difference between this 9.39% common equity cost rate 869 

and Mr. Gorman’s CAPM result for his gas proxy group, 8.82%, is 0.57% (57 870 

basis points).  871 

   Likewise, using the above equation, the beta of Mr. Gorman’s electric 872 

proxy group, 0.69, and its common equity ratio of 44.6%, an un-levered beta of 873 

0.38 also results.  To re-lever this beta relative to Mr. Gorman’s recommended 874 

44.9% common equity ratio for IAWC, the following equation is solved: 875 

     lb  = 0.38 [1 + (1 - 0.35)( 55.1%/44.9%)] 876 

  When solved for lb , lb  = 0.68, which when applied to Mr. Gorman’s 5.70% 877 

market risk premium and his 5.00% risk-free rate equates to a 8.88% common 878 

equity cost rate.  The difference between this 8.88% common equity cost rate 879 

and Mr. Gorman’s CAPM result for his electric proxy group, 8.93%, is a negative 880 

0.05% (minus 5 basis points).  881 

Q28. Mr. Gorman utilizes three versions of the DCF model, a constant growth 882 

model using security analysts’ EPS growth, a constant growth model using 883 

sustainable, or internal, growth and a multi-stage growth DCF model.  884 

Please comment.  885 

A. Mr. Gorman rejects the results of his constant growth DCF model because the 886 

projected growth in EPS exceeds the projected growth in GDP which he 887 

contends represents a ceiling growth rate.  IAWC Exhibit 8.00R1 clearly 888 

demonstrates that such is not the case, as GDP represents average growth in 889 
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the economy, with some companies growing at a faster rate and some 890 

companies growing at a slower rate.  Mr. Gorman’s rejection of his constant 891 

growth DCF model results contradicted his own testimony at lines 429 – 434 on 892 

page 21 of IIWC Exhibit 1.0, where he states.: 893 

However, for purposes of determining the market-required return on 894 
common equity, one must attempt to estimate investors’ consensus 895 
about what the dividend or earnings growth rate will be, and not 896 
what an individual investor or analyst may use to form individual 897 
investment decisions. 898 
 899 
Security analysts’ growth estimates have been shown to be more 900 
accurate predictors of future returns than growth rates derived from 901 
historical data.  Assuming the market generally makes rational 902 
investment decisions, forward looking growth projections are more 903 
likely the growth estimates considered by the market that influence 904 
observable stock prices than are growth rates derived from only 905 
historical data. 906 
 907 

  As previously discussed in detail in IAWC Exhibit 8.00R1 and summarized 908 

previously in this rebuttal testimony, there is a wealth of empirical and academic 909 

literature, including Cragg and Malkiel, Vander Weide and Carleton, and even Dr. 910 

Gordon, the father of the standard regulatory version of the DCF, which supports 911 

the superiority of analysts’ forecasts of EPS as measures of investor 912 

expectations. 913 

  Moreover, it is counterintuitive that Mr. Gorman would reject a 10.61% 914 

constant growth DCF cost rate for his water proxy group because the growth rate 915 

in the calculation is unreasonable, yet retain the 11.74% multi-stage growth DCF 916 

cost rate for his electric proxy group as reasonable. 917 
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  In view of the foregoing, there is no valid reason for Mr. Gorman to reject 918 

the results of his constant growth DCF model. 919 

Q29. You previously stated that Mr. Gorman also utilized a sustainable growth 920 

DCF model.  Please comment. 921 

A. As discussed previously in this rebuttal testimony, the use of sustainable growth 922 

in a DCF calculation is an exercise in circularity.  Moreover, just as the 923 

Commission rejected CUB’s use of sustainable growth in its DCF calculation in 924 

IAWC’s last rate case, Docket No. 07-0507, as also discussed above, the 925 

Commission should reject the results of Mr. Gorman’s sustainable growth DCF 926 

model in the current proceeding. 927 

 928 
Q30. You previously stated that Mr. Gorman also utilized a multi-stage growth 929 

DCF model.  Please comment. 930 

A. At lines 707 – 7-09 on page 34 of IIAWC Exhibit 8.00, Mr. Gorman states that he 931 

utilizes “the consensus economists’ projected 10-year GDP consensus growth 932 

rate of 5.0%, as published by Blue Chip Financial Forecasts, as an estimate of 933 

sustainable long-term growth.”  Because the DCF model presumes an infinite 934 

horizon, it is contradictory for Mr. Gorman to use 10-year forecasts of GDP 935 

growth as growth in perpetuity, yet reject the use of security analysts’ five-year 936 

EPS growth rates. 937 

Q31. Has any regulatory commission addressed Mr. Gorman’s failure to include 938 

his constant growth DCF cost rate(s), as well as his use of five- to ten-year 939 

GDP growth rates in his multi-stage DCF model, in forming his common 940 

equity cost rate recommendation? 941 
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A. Yes.  The Report and Order of the Missouri Public Service Commission (Missouri 942 

Commission) issued January 27, 2009 in Case No. ER-2008-0318 in re Union 943 

Electric Company d/b/a AmerenUE stated: 944 

 For his two-stage growth DCF model, Gorman uses a published 945 
nominal 5-year and 10-year Gross Domestic Product growth rate 946 
of 5.0 percent and 4.8 percent to limit the long-term growth 947 
estimate of his proxy groups.  However, Gorman used these 5 948 
and 10-year growth estimates improperly to model the historical 949 
long-term growth of the economy as a whole . . . 950 

 The Commission will not attempt to recalculate Gorman’s two-951 
stage and multi-stage models using different inputs but the 952 
problems with those models illustrate the desirability of 953 
considering his model that produces a relatively high return on 954 
equity as a balance to his DCF models that show a relatively low 955 
return on equity.  In that way, the possibly unreasonable impact of 956 
one model is counterbalanced by other models.  There simply is 957 
no good reason to ignore the results of Gorman’s constant growth 958 
DCF. (Emphasis added)  (pp. 17-18) 959 

Q32. What DCF-indicated cost rates result from Mr. Gorman’s constant growth 960 

DCF model using security analysts’ EPS growth rates, coupled with the 961 

results of his multi-stage growth DCF model. 962 

A. Averaging the results of Mr. Gorman’s constant growth DCF model using security 963 

analysts’ EPS growth rates with the results of his multi-stage growth DCF model 964 

yields average DCF results of 9.86% for his water proxy group, 9.74% for his gas 965 

proxy group, and 12.49% for his electric proxy group.  However, these common 966 

equity cost rates are applicable to the larger and less business-risky proxy 967 

groups which will be discussed subsequently. 968 

Q33. Although Mr. Gorman did not rely upon his risk premium model, do you 969 

have any comment on it? 970 
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A. Yes.  My comments center around the time period over which he estimates the 971 

equity risk premium, and his use of authorized returns to do so.  At lines 759 – 972 

770 on page 37 of IIWC Exhibit 1.0, Mr. Gorman states that he relied upon the 973 

period 1986 through the second quarter of 2009 because “public utility stocks 974 

have consistently traded at a premium to book value .  .  .  . [o]ver this time 975 

period, regulatory authorized returns were sufficient to support market prices that 976 

at least exceeded book value.”  Use of such a short time period is especially 977 

inappropriate and inconsistent in view of his use of a three-stage growth DCF 978 

model and his emphasis upon long-term sustainable growth.  SBBI makes it clear 979 

that the arbitrary selection of short historical periods is highly suspect and 980 

unlikely to be representative of long-term trends in market data.  Page 2 of 981 

Schedule 8.10R2 clearly shows that it is inappropriate to estimate a market 982 

equity risk premium over a short period of time,  As SBBI states: 983 

The estimate of the equity risk premium depends on the length of 984 
the data series studied.  .  .  requires a data series long enough to 985 
give a reliable average .  .  .  because an average of the realized 986 
equity risk premium is quite volatile when calculated using a short 987 
history, using a long series makes it less likely that the analyst can 988 
justify any number he or she wants.  .  . 989 

  Moreover as demonstrated on Schedule 8.06R2 and discussed previously 990 

in this rebuttal testimony, Phillips and Bonbright confirm that the earnings of 991 

utilities should be sufficiently high to achieve market-to-book ratios which are 992 

consistent with those prevailing for the common stocks of unregulated companies 993 

(Phillips), and that market prices are beyond the control, but not beyond the 994 

influence of rate regulation (Bonbright). 995 
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    Thus, no valid conclusion of equity risk premiums can be drawn for the 996 

1986 to second quarter 2009 because of market-to-book ratios in excess of one. 997 

Q34. Please comment upon Mr. Gorman’s application of the CAPM. 998 

A. Mr. Gorman’s application of the CAPM is flawed for three reasons.  First, his 999 

derivation of the historical market equity risk premium is incorrect.  Second, his 1000 

“forward-looking” equity risk premium is not truly a prospective equity risk 1001 

premium.  Third, his use of an internal market growth rate estimate and a non-1002 

constant growth DCF in determining a market equity risk premium is inconsistent 1003 

with the methodology adopted by the Commission in IAWC’s last rate case, 1004 

Docket No. 07-0507, and Staff’s analysis in the current proceeding. 1005 

Q35. Why is Mr. Gorman’s “forward-looking” equity risk premium not truly 1006 

forward-looking? 1007 

A. Mr. Gorman derived his “forward-looking” equity risk premium by merely adding a 1008 

current consensus analysts’ inflation projection to the SBBI’s long-term historical 1009 

arithmetic mean real market return for the years 1926-2008.  Mr. Gorman’s 1010 

calculation is mathematically incorrect.  Mr. Gorman states on page 44, lines 1011 

926-927, that the arithmetic average real market return over the period 1926-1012 

2008 was 8.5%.  It is not.  It is 8.6%, i.e., total return of 11.7% less an average 1013 

inflation rate of 3.1%, as shown on page 23 (Table 2-1) of the 2009 SBBI (page 2 1014 

of Schedule 8.11R2).  This would result in a “forward-looking” total return of 1015 

10.88% ([(1 + 0.086) * (1 + 0.021)]) in contrast to Mr. Gorman’s 10.78%.  In 1016 

addition, it is not appropriate to try and match a one-quarter forecast of inflation21 1017 

                                            
21  Mr. Gorman characterizes the 2.1% expected inflation rate  as Blue Chip Financial Forecasts 

“current five-year consensus analyst inflation projection” at lines 927-928 on page 44 of IIWC 
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(2.1% forecasted for the 4th quarter of 2010) with an average real market return 1018 

over a period of 82 years.  In my opinion, investors would not attempt to do such 1019 

a thing.  Rather, they would be influenced by a forecast such as that published by 1020 

Value Line, which is widely subscribed to and is available in the business 1021 

reference section of most libraries.  A more appropriate method of deriving the 1022 

prospective equity market return is based upon Value Line’s projected 3-5 year 1023 

market appreciation potential, which, when converted to an annual rate and 1024 

added to the market’s median expected dividend yield, results in a forecasted 1025 

total annual market return.  Based upon the September 18, 2009 “Summary & 1026 

Index”, the estimated median price appreciation potential of all the 1,700 stocks 1027 

in Value Line’s hypothesized economic environment 3-5 years hence, 60%, 1028 

yields an annual appreciation potential of 12.47%22, which when added to the 1029 

2.20% median estimated dividend yield yields an annual total return of 14.67%  1030 

This methodology yields a truly prospective market return which is based upon 1031 

an important investor-influencing publication.  1032 

Q36. How is Mr. Gorman’s historical market equity risk premium incorrectly 1033 

derived? 1034 

A. While Mr. Gorman relies upon SBBI for his historical market equity risk premium, 1035 

discussing several variations of SBBI historical market equity risk premium at line 1036 

953 on page 45 through 971 on page 46 of IIWC Exhibit 1.0, i.e., using the New 1037 

York Stock Exchange (“NYSE”), only two deciles of the largest companies in the 1038 

                                                                                                                                             
Exhibit 1.0. However, the only 2.1% Consumer Price Index projection shown in the August 1, 
2009 Blue Chip Financial Forecasts are for the 4th quarter 2010. 

22  12.47% = (1.60^.25) – 1. 
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NYSE and an long-horizon supply-side premium of 5.7%, Mr. Gorman ignores 1039 

the assertion on page 47 of SBBI:23 1040 

Again, from Appendix C, the long horizon equity risk premium of 6.5 1041 
percent is the appropriate horizon equity risk premium. 1042 
 1043 

  Thus, Mr. Gorman’s reliance upon any historical equity risk premiums 1044 

other than SBBI’s 6.5% premium should be rejected. 1045 

Q37. At line 981 on page 47 through line 1028 on page 49 of IIWX Exhibit 1.0, Mr. 1046 

Gorman discusses the development of his DCF return on the market.  1047 

Please comment. 1048 

A. Mr. Gorman’s market DCF return is incorrectly calculated for two reasons.  First, 1049 

it relies upon sustainable, or internal, growth, which is inconsistent with Staff’s 1050 

methodology of developing a market DCF return and which, as discussed above, 1051 

was rejected by the Commission in IAWC’s last rate case Docket No. 07-0507.  1052 

Second, Mr. Gorman’s use of a non-constant growth DCF model to develop the 1053 

market DCF return is also inconsistent with Staff’s methodology of developing a 1054 

market DCF return, and inconsistent with the CAPM methodology adopted by the 1055 

Commission in IAWC’s last rate case Docket No. 07-0507.   1056 

Q38. What  would the results of Mr. Gorman’s CAPM be had he calculated a 1057 

market return consistent with Staff’s methodology and consistent with the 1058 

Commission’s Order dated July 30, 2008 in IAWC’s last rate case, Docket 1059 

No. 07-0507? 1060 

                                            
23   Ibbotson SBBI 2009 Valuation Yearbook – Market Results for Stocks, Bonds, Bills and Inflation – 
 1926 – 2008 (Morningstar, Inc., 2009) 47.   
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A. Use of Mr. McNally’s market return of 12.70% from lines 367 – 369 on page 18 of 1061 

ICC Exhibit 1.0 and Mr. Gorman’s risk-free rate of 5.00%, as well as his betas for 1062 

the water, gas and electric proxy groups, yields CAPM results of 10.70%, 10.16% 1063 

and 10.31% for each group respectively, as derived on Schedule 8.13R2. 1064 

Q39. What would Mr. Gorman’s common equity cost rates be for each proxy 1065 

group based upon the average of his constant growth DCF model using 1066 

security analysts’ growth EPS rates and his multi-stage DCF model 1067 

coupled with CAPM results derived above based upon Staff’s methodology 1068 

of calculation the market return? 1069 

A. As shown in Table 1 below, the midpoints would be 10.28% for the water proxy 1070 

group, 9.95% for the gas proxy group, and 11.40% for the electric proxy group. 1071 

The midpoint of these common equity cost rates is 10.68% and the average is 1072 

10.54%. 1073 

TABLE 1 1074 
Return on Common Equity Summary 1075 

 1076 
 Description Water Gas Electric 1077 
 1078 
 DCF  9.86% 9.74%  12.49% 1079 
 CAPM  10.70 10.16  10.31 1080 
 Midpoint  10.28% 9.95%  11.40% 1081 
 1082 

  However, these common equity cost rates reflect the financial risk of the 1083 

proxy groups and not that of IAWC.  Based upon the Hamada derivation above, 1084 

financial risk adjustments of 0.17% (17 basis points) relative to the water proxy 1085 

group, 0.57% (57 basis points) relative to the gas proxy group, and a negative 1086 

0.05% (5 basis points) relative to the electric proxy group are warranted, in order 1087 
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to reflect the financial risk inherent in Mr. Gorman’s recommended 44.9% 1088 

common equity ratio for IAWC relative to the common equity ratio maintained by 1089 

the proxy groups.  Thus, financially risk adjusted common equity cost rates would 1090 

be 10.45% for the water proxy group (10.28% + 0.17%), 10.52% for the gas 1091 

proxy group (9.95% + 0.57%), and 11.35% for the electric proxy group (11.40% - 1092 

0.05%).  The midpoint of these financially risk-adjusted common equity cost rates 1093 

is 10.90% and the average is 10.77%. 1094 

  In addition, these common equity cost rates are applicable to the larger 1095 

and less business risky proxy groups.  Adding a modest 0.15% (15 basis points) 1096 

business risk adjustment as discussed in IAWC Exhibit 8.00 to each of this 1097 

common equity cost rates results in financial- and business-risk-adjusted 1098 

common equity cost rates of 10.60% for the water proxy group (10.45% + 1099 

0.15%), 10.67% for the gas proxy group (10.52% + 0.15%), and 11.50% for the 1100 

electric proxy group (11.35% + 0.15%).  The midpoint of these common equity 1101 

cost rates is 11.05% and the average is 10.92%.  Common equity cost rates of 1102 

10.92% - 11.05% clearly indicate that Mr. Gorman’s recommended common 1103 

equity cost rate of 10.00% is grossly inadequate for IAWC, and that IAWC’s 1104 

common equity cost rate is certainly higher than the 10.35% authorized in Docket 1105 

No. 07-0507. 1106 

Q40. Please comment upon Mr. Gorman’s financial integrity analysis at line 1059 1107 

on page 51 through line 1123 on page 53 of IIWC Exhibit 1.0. 1108 

A. In view of S&P’s twice revised financial matrix, first on November 30, 2007 and 1109 

again on May 27, 2009, Mr. Gorman’s comparison to S&P financial benchmark 1110 
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financial ratios at lines 1106 – 1111 on page 53 of IIWC Exhibit 1.0 which 1111 

predate November 2007 is misplaced and self-serving, and should be 1112 

disregarded, notwithstanding his qualification on page 51, lines 1071 – 1072 of 1113 

his direct testimony, that the “new credit metrics are not as transparent and do 1114 

not clearly identify utility-specific credit metric guidance ranges based on S&P 1115 

business risk assessment (sic).”  Mr. Gorman then states on lines 1073 – 1075 1116 

that he is not aware of any published S&P credit metric ranges “for a utility with 1117 

an “Aggressive” financial rating, and a business rating score of “Excellent,” 1118 

AWW’s current rating.” 1119 

    Moreover, S&P is clear in the May 27, 2009 expansion/revision of its 1120 

business risk/financial risk matrix (see pages 2 – 7 of Schedule 8.05R2) that they 1121 

do not assign a credit, bond rating, business or financial risk profile based upon a 1122 

spot financial metrics as Mr. Gorman has done on page 53 of IIWC Exhibit 1.0.  1123 

S&P states clearly, as shown on page 3 of Schedule 8.05R2, that the old 1124 

matrix/metrics are not to be used: 1125 

 This article amends and supersedes the criteria as published in 1126 
Corporate Ratings Criteria, page 21, and the articles listed in the 1127 
‘related articles’ section at the end of this report. 1128 

 (Emphasis added)  1129 
 1130 

   Moreover, at pages 5 and 6 of Schedule 8.05R2, S&P states: 1131 

 Still, it is essential to realize that the financial benchmarks are 1132 
guidelines, neither gospel nor guarantees.  … Moreover, our 1133 
assessment of financial risk is not as simplistic as looking at a few 1134 
ratios.  It encompasses: 1135 

 1136 

• a view of accounting and disclosure practices; 1137 
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• a view of corporate governance, financial policies, and risk 1138 
tolerance; 1139 

• the degree of capital intensity, flexibility regarding capital 1140 
expenditures and other cash needs, including acquisitions 1141 
and shareholder distributions; and 1142 

• various aspects of liquidity – including the risk of 1143 
refinancing near-term securities 1144 
(Emphasis added). 1145 

 1146 
 In view of the foregoing, especially his inappropriate use of superseded 1147 

financial metrics and reliance upon the ratios of a single period, Mr. Gorman’s 1148 

financial integrity analysis provides no basis for justifying his common equity cost 1149 

rate recommendation. 1150 

VI. RESPONSE TO CRITIQUES OF MS. AHERN’S DIRECT TESTIMONY 1151 

Q41. At line 1126 on page 54 through line 66 of IIWC Exhibit 1.0, Mr. Gorman 1152 

criticizes your return on equity analysis.  Please comment. 1153 

A. Mr. Gorman has what he terms “three major issues” with my analysis.  First, that 1154 

my DCF return is based upon security analysts’ forecasted EPS growth rates 1155 

which he claims are excessive and therefore inflate my DCF estimate.  Second, 1156 

that the market risk premium in my CAPM is overstated therefore inflates my 1157 

CAPM estimate.  Third, Mr. Gorman takes issue with my business risk and 1158 

financial risk adjustments. 1159 

Q42. What is your response to Mr. Gorman’s claim that your DCF results are 1160 

inflated because they are based upon security analysts’ forecasted EPS 1161 

growth rates? 1162 

A. First, the wealth of empirical and academic literature which support the 1163 

superiority of security analysts’ forecasts of EPS as measures of investor growth 1164 
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expectations in a DCF analysis has been discussed at length previously in this 1165 

rebuttal testimony and in IAWC Exhibit 8.00R1.  I will not repeat the discussion 1166 

here. Second, the use of security analysts’ forecasts of EPS as measures of 1167 

investor growth expectations in a DCF has been endorsed by this Commission 1168 

as appropriate for cost of capital purposes for IAWC, most recently in its Order 1169 

dated July 30, 2008 in Docket No. 07-0507. 1170 

Q43. What is your response to Mr. Gorman’s claim that your CAPM results are 1171 

inflated because they are based upon an overstated market risk premium? 1172 

A. Again, as discussed previously in this rebuttal testimony, a market risk premium 1173 

based upon a DCF analysis of the S&P 500 to determine the market return is 1174 

appropriate for cost of capital purposes.  It is also consistent with Staff’s analysis 1175 

in the current proceeding as well as with the Commission’s findings in IAWC’s 1176 

last rate case, Docket No. 07-0507, where it was adopted in arriving at the 1177 

Commission’s ultimate authorized return on common equity. 1178 

Q44. What is your response to Mr. Gorman’s criticisms of you business and 1179 

financial risk adjustments? 1180 

A. Mr. Gorman notes, correctly, that the Commission rejected a size adjustment in 1181 

the Company’s last rate case, Docket No. 07-0507.  However, as discussed 1182 

previously in this rebuttal testimony, in IAWC Exhibit 8.00R1 and at lines 1070 -1183 

1079 on page 41 of IAWC Exhibit 8.00, my business risk adjustment reflects 1184 

“IAWC’s greater business risk due to not only its small size but also due to the 1185 

regulatory risk associated with operating in Illinois, the availability and quality of 1186 

its water supply, and its concentration of sales for resale customers, coupled with 1187 
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its need to replace ongoing infrastructure.”  The SBBI size study was used only 1188 

as an indication of the magnitude of the required business risk adjustment as 1189 

detailed at line 392 on page 15 through line 449 on page 17 of IAWC Exhibit 8.00 1190 

because “there is no direct way to quantify a business risk adjustment due to … 1191 

regulatory risks specific to Illinois, the availability and quality of IAWC’s water 1192 

supply, IAWC’s concentration of sales for resale customers.”   1193 

  As for Mr. Gorman’s criticism of my financial risk adjustment, he states 1194 

that the credit rating analysis already considers small-company risk.  While this 1195 

may be true, IAWC does not have a credit or bond rating.  And as also discussed 1196 

at length in IAWC Exhibit 8.00, IAWC Exhibit 8.00R1 and previously in this 1197 

rebuttal testimony, my business risk adjustment not only reflects IAWC’s smaller 1198 

relative size, but also its unique business risk factors, which are not taken into 1199 

consideration in the credit rating process for the proxy groups.  Finally, as 1200 

demonstrated previously in this rebuttal testimony, it is clear that IAWC has 1201 

greater financial risk than Mr. Gorman’s water and gas proxy groups and based 1202 

upon my opinion, its bonds, it they were rated by Moody’s and S&P, would likely 1203 

be rated in the low Baa/low BBB or upper Ba/upper BB bond rating category (the 1204 

latter being below investment grade), hence requiring a financial risk adjustment. 1205 

Q45. Does this conclude your rebuttal testimony? 1206 

A. Yes, it does. 1207 

 1208 
CHI-1723983  1209 
 1210 


