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BRUBAKER & ASSOCIATES, INC. 

Rebuttal Testimony of Michael P. Gorman 
 
 

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A My name is Michael P. Gorman and my business address is 16690 Swingley Ridge 2 

Road, Suite 140, Chesterfield, Missouri 63017. 3 

 

Q ARE YOU THE SAME MICHAEL GORMAN WHO PREVIOUSLY FILED 4 

TESTIMONY IN THIS PROCEEDING? 5 

A Yes. 6 

 

Q WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 7 

A I will respond to the rebuttal testimony of Illinois-American Water Company (“Illinois-8 

American” or “Company”) witnesses Pauline Ahern, Scott Rungren, Paul R. Herbert, 9 

Rowe McKinley and Rich Kerckhove. 10 

 

Q PLEASE SUMMARIZE YOUR FINDINGS AND RECOMMENDATIONS IN YOUR 11 

REBUTTAL TESTIMONY. 12 

A I respond to Illinois-American witness Pauline Ahern’s return on equity criticisms of 13 

my testimony.  Ms. Ahern’s criticisms are without merit, and should be disregarded.  14 

Ms. Ahern simply has not supported her inflated return on equity recommendation, 15 

and the Commission should reject her recommendations. 16 

  Company witness Rungren’s rebuttal testimony supporting a significant 17 

increase to the Company’s projected 2010 common equity ratio, is unreasonable and 18 

should be rejected.  Mr. Rungren’s projected capital structure for Illinois-American 19 

includes an increased common equity ratio, which is in stark contrast to the 2010 20 
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projected capital structure for its parent company, American Water Works Company 21 

(“AWW”), and its financial affiliate, American Water Capital Corp. (“AWCC”).  22 

Mr. Rungren has not provided any justification or support for why Illinois-American’s 23 

common equity ratio needs to be increased or whether an increase in the ratio will 24 

produce any corresponding benefits.  Mr. Rungren’s proposed capital structure for 25 

forecasted year 2010 unnecessarily increases Illinois-American’s cost of service and 26 

claimed revenue deficiency in this proceeding.  Therefore, since he has provided no 27 

justification for this more expensive capital structure, it should be disregarded as 28 

unreasonable and rejected. 29 

  Mr. Herbert’s cost of service study for Rate Zone 1 with Champaign is flawed 30 

and should not be relied upon.  Mr. Herbert has failed to prove that he relied on the 31 

updated capacity factors included in Company witness McKinley’s testimony.  Indeed, 32 

Mr. McKinley’s demand factors for Rate Zone 1 with Champaign are different than the 33 

demand factors used by Mr. Herbert in the cost of service study for that filing.  The 34 

Company has not relied on capacity factors that were designed for the specific pricing 35 

district.  Therefore, just as in prior cases, the cost of service study should be rejected.   36 

In addition, Mr. Herbert’s cost of service study for Rate Zone 1 with 37 

Champaign is unreasonable.  He allocates far too much power cost to high load 38 

factor water users.  Mr. Herbert continues his refusal to recognize the seasonal 39 

variability of power cost, and that such variability results in the power cost not being 40 

incurred uniformly across annual base water volume sales.  Rather, as power costs 41 

increase during peak water demand periods, an allocation of more power cost to 42 

these volumes and the customers that create peak demands on the water system is 43 

necessary to allocate costs associated with Illinois-American’s demand peaks.  44 

Mr. Herbert’s simplistic power-cost allocation defies the reality of power cost price 45 



IIWC Exhibit 3.0 
Michael P. Gorman 

Page 3 
 
 

BRUBAKER & ASSOCIATES, INC. 

variations by month, season and on-peak/off-peak periods.  Hence, Mr. Herbert’s cost 46 

of service study does not properly assign power cost between Illinois-American’s 47 

customers. 48 

  Mr. Kerckhove’s response to my criticisms of his cash working capital study 49 

are without merit and do not justify the Company’s proposed cash working capital 50 

allowance.  As such, I will respond to his arguments, show his deficiencies and 51 

continue to support the  working capital adjustment I proposed in my direct testimony. 52 

 

Response to Illinois-American Witness Pauline Ahern 53 

Q ARE THERE ISSUES IN MS. AHERN’S REBUTTAL TESTIMONY WHICH YOU 54 

WOULD LIKE TO ADDRESS? 55 

A Yes, several. 56 

 

Q WHAT IS THE FIRST ISSUE? 57 

A Ms. Ahern argues at pages 26-27 of her rebuttal testimony that Illinois-American’s 58 

cost of common equity today is higher than the 10.35% return on equity 59 

Illinois-American was awarded in its last rate case, in 2008.  She supports this 60 

assertion by a comparison of the Company’s embedded cost of debt in its last rate 61 

case, 5.92%, with embedded cost of debt in this case of 6.28%.  Ms. Ahern observes 62 

that the 10.35% return on equity ordered in the last case, represented approximately 63 

a 4.43% risk premium to the Company’s embedded debt cost of 5.92% in that case.  64 

Ms. Ahern asserts that because equity risk premiums rose inversely with interest 65 

rates, the equity risk premium from the last case should be reduced to 4.12% to apply 66 

to the higher embedded interest rate in this case.  Using an equity risk premium of 67 
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4.12% and the embedded debt interest rate of 6.28% in this case would produce a 68 

return on equity of 10.40%.  (IAWC Ex. 8.00R2 at 27). 69 

 

Q DO YOU BELIEVE MS. AHERN’S COMPARISON OF THE COST OF DEBT IN 70 

THIS CASE TO THE COST OF DEBT APPROVED IN THE LAST CASE 71 

CONSTITUTES  A COMPETENT REVIEW OF MARKET CAPITAL COSTS? 72 

A No.  Ms. Ahern’s comparison of Illinois-American’s embedded cost of debt in this 73 

case relative to the last case is flawed and an unreliable method of estimating 74 

changes in capital market cost.   75 

 

Q PLEASE EXPLAIN WHY ILLINOIS-AMERICAN’S EMBEDDED DEBT COST IN 76 

THIS CASE RELATIVE TO THE LAST CASE, IS A FLAWED METHOD OF 77 

ESTIMATING CHANGES IN CAPITAL MARKET COST? 78 

A Changes in embedded debt cost do not properly gauge changes in Illinois-American’s 79 

current market cost of capital for several reasons.  First, incremental or marginal cost 80 

of debt is the relevant factor that is useful to gauge the current market cost of equity.  81 

Embedded cost of debt in contrast is an average of historical debt cost incurred by 82 

the Company.  As Ms. Ahern notes, the Commission has consistently rejected a 83 

review of historical cost in estimating the current market cost of equity.  (Ahern Direct 84 

at 39).  Hence, Ms. Ahern’s use of embedded debt cost is severely flawed, because it 85 

is not based on current market capital costs, but rather is derived entirely from 86 

historical data. 87 

  Second, Illinois-American’s embedded debt cost does not simply reflect the 88 

cost of Illinois-American’s current outstanding debt.  Rather, it reflects the 89 

combination of the interest cost on current debt outstanding, plus debt issuance 90 
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expenses, and amortization of cost associated with debt that has been reacquired or 91 

refinanced.  Hence, to the extent Illinois-American undertakes only economic debt 92 

reacquisition cost, its embedded debt cost reflects much more than the cost of 93 

Illinois-American’s current debt securities – the embedded debt cost also reflects the 94 

cost associated with economic refinancing of retired debt securities. 95 

 

Q DO CHANGES IN MARGINAL DEBT COST SUPPORT YOUR BELIEF THAT 96 

ILLINOIS-AMERICAN’S RETURN ON EQUITY SHOULD BE NO HIGHER THAN IT 97 

WAS IN ITS LAST RATE CASE? 98 

A Yes.  The comparison of the marginal cost of debt rates in the last case to the 99 

marginal cost of debt in this case clearly shows that capital market costs have 100 

decreased.  This was illustrated with respect to the utility bonds in my direct testimony 101 

at pages 9 and 10.  That demonstration proved that utility bond costs are lower today 102 

than they were in Illinois-American’s last rate case.   103 

  Also, a review of Treasury bonds used as proxies for risk-free rates in 104 

Ms. Ahern’s and Staff’s analysis in the last case compared to this case, shows a 105 

similar decreased cost of capital.  Specifically, in the last case, in constructing her 106 

Capital Asset Pricing Model (“CAPM”), Ms. Ahern relied on a risk-free rate based on 107 

long-term Treasury bond yields of 5.33%.  In this case, her analysis suggests a 108 

risk-free rate of 4.43%.   109 

  No matter how you look at it, marginal debt costs are significantly lower today 110 

than they were at the time Illinois-American was authorized a return on equity of 111 

10.35% in the last case.  This decline in capital market costs supports a reduction in 112 

the authorized return on equity, not an increase in the authorized return on equity as 113 

proposed by Ms. Ahern. 114 
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Q AT PAGES 27 AND 28 OF MS. AHERN’S REBUTTAL TESTIMONY, SHE SAYS 115 

THAT YOUR CONCLUSION, THAT AUTHORIZED RETURNS ON EQUITY HAVE 116 

SUPPORTED AMERICAN WATER WORKS’ BOND RATING, IS INACCURATE.  117 

PLEASE RESPOND. 118 

A Ms. Ahern asserts that my conclusion, that the authorized returns on equity have 119 

supported American Water Works’ bond rating, is inaccurate.  She cites to a report 120 

from Standard & Poor’s (“S&P”) that I relied on in my direct testimony.  She states 121 

that in that report, the credit rating agency discussed concerns about the Company’s 122 

weak cash flow metrics, significant good will impairments, and the need for significant 123 

rate relief to recover rising cost and capital expenditures. 124 

 

Q DO THE COMMENTS MS. AHERN IDENTIFIES FROM THAT S&P REPORT 125 

CHANGE YOUR CONCLUSION THAT THE AUTHORIZED RETURNS ON EQUITY 126 

HAVE SUPPORTED AMERICAN WATER WORKS’ CURRENT BOND RATING? 127 

A No.  S&P did not state that the authorized returns on equity awarded to American 128 

Water Works’ utility subsidiaries have not been supportive of its credit rating.  Rather, 129 

S&P cites rising costs in the context of the need for rate relief, as Illinois-American 130 

does in seeking rate relief in this proceeding.   131 

  For example, the direct testimony of Illinois-American witness Karla O. 132 

Teasley, President of Illinois-American, states that the rate increase requested in this 133 

case was necessitated by increased operating expenses and increased capital 134 

investment (IAWC Ex. 1.00 at 10). 135 

  Importantly, Ms. Ahern does not seem to differentiate between increasing cost 136 

structure, and inadequate returns on equity.  While the Company’s cost structure 137 

might be increasing and might justify some level of rate increase, the need for a rate 138 
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increase is not an indication that the authorized returns on equity in recent rate 139 

proceedings have not been supportive of AWW/AWCC credit quality.   140 

 

Q HAVE THERE BEEN DIRECT COMMENTS BY S&P CONCERNING THE 141 

ADEQUACY OF AUTHORIZED RETURNS ON EQUITY FOR AWW AND AWCC 142 

UTILITY OPERATING UTILITY AFFILIATES? 143 

A Yes.  S&P has indeed stated that authorized returns on equity for AWW operating 144 

water utility affiliates have been reasonable and have supported investment grade 145 

bond ratings.  S&P stated the following in a November 14, 2008 report: 146 

AWW’s excellent business risk profile is supported by a favorable 147 
competitive position, a diverse and supportive regulatory environment, 148 
and a stable, above-average service territory.  AWW’s regulatory 149 
framework includes reasonably allowed returns on equity and various 150 
cost-recovery mechanisms, including incentives for infrastructure 151 
improvements.  The company’s geographic diversity provides it with 152 
some market, cash flow, and regulatory diversification.  In addition, we 153 
view AWW’s operating risks associated with its regulated and 154 
nonregulated operations as fairly low.1 155 

  Importantly, this information was available to Ms. Ahern.  To the extent she 156 

overlooked this, or ignored it, speaks to her ability to credibly opine on a fair return on 157 

equity for Illinois-American. 158 

 

Q WHAT IS THE SECOND ISSUE IN MS. AHERN’S REBUTTAL TESTIMONY ON 159 

WHICH YOU WOULD LIKE TO COMMENT? 160 

A Ms. Ahern argues at pages 28-29 that my conclusion, that AWW/Illinois-American has 161 

a comparable total investment risk to my water and gas proxy groups because 162 

                                                 
1Standard & Poor’s Research Update:  “Rating on American Water Works, Capital Corp. 

Affirmed at ‘BBB+’; $50M Sr. Notes Rated ‘BBB+’, November 14, 2008 (emphasis added). 
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AWW/Illinois-American has a credit rating of “BBB+” from S&P, which is lower than 163 

the S&P credit rating of “A” for my water and gas proxy groups, is inaccurate. 164 

 

Q ARE THE WATER AND GAS PROXY GROUPS YOU USED COMPARABLE IN 165 

RISK TO ILLINOIS-AMERICAN? 166 

A Yes.  The ability to identify a proxy group for a water sample is limited due to the 167 

small number of publicly traded water companies, and identifying reasonably 168 

comparable non-water utilities makes the development of a reasonable risk proxy 169 

difficult.  The proxy groups I have relied on are a reasonable risk proxy for Illinois-170 

American.  The bond rating of AWW and AWCC reflect the operating risk of the 171 

operating utility affiliates including Illinois-American, plus the higher operating risk 172 

associated with AWW’s non-regulated utility affiliates.  This is illustrated through 173 

comments by S&P in its bond rating for AWCC.  Consider S&P’s comments: 174 

AWW provides regulated water and wastewater services to more than 175 
3.3 million customers in 20 states.  AWW’s regulated utility 176 
subsidiaries represent almost 90% of total revenues, but have 177 
provided almost 100% of adjusted EBIT for the past three years.  The 178 
company’s nonregulated subsidiaries engage in water and wastewater 179 
facility management and maintenance, as well as design and 180 
construction consulting services related to water and wastewater 181 
plants.  We view these nonregulated segments as having modest 182 
incremental risk to AWW due to their lack of cash flow contribution and 183 
modest expected capital requirements.2 184 

                                                 
2Standard & Poor’s Research Update:  “Rating on American Water Works, Capital Corp. 

Affirmed at ‘BBB+’; $50M Sr. Notes Rated ‘BBB+’,” November 14, 2008 (emphasis added). 
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  Although AWW’s bond rating is modestly lower than that of the proxy group, 185 

this differential in bond rating is characteristic of the moderately higher risk produced 186 

by AWW related to the non-regulated AWW affiliates.  Therefore, my proxy group is a 187 

reasonable risk proxy for AWW’s lower risk regulated utility operations. 188 

  Further, AWW’s credit rating is also impacted by limitations on its capital 189 

structure and liquidity caused by the ongoing public divestiture of AWW stock by its 190 

previous majority shareholder, RWE AG.  Until all these divestiture issues are fully 191 

resolved, I believe that my risk proxy group in particular is appropriate for estimating a 192 

fair return on equity for Illinois-American. 193 

 

Q WHAT IS THE NEXT ISSUE YOU WANT TO RESPOND TO IN MS. AHERN’S 194 

TESTIMONY? 195 

A At pages 34 and 35 of her rebuttal testimony, Ms. Ahern responds to my argument 196 

that a growth rate used in a constant growth rate discounted cash flow (“DCF”) 197 

analysis should be a reasonable reflection of long-term sustainable growth.  She 198 

states that a growth rate does not need to be in line with the long-term nominal 199 

growth of GDP, because the GDP represents an average growth, and some 200 

companies might be growing faster or slower than the GDP growth rate.  She opines 201 

that there is a wealth of empirical evidence that “supports the superiority of analysts’ 202 

forecasts of EPS as measures of investor expectations.”  (IAWC Ex 8.00R2 at 35). 203 

 

Q PLEASE RESPOND TO MS. AHERN’S DCF GROWTH ARGUMENT. 204 

A I agree with Ms. Ahern that analysts’ growth rates are likely reflective of investor 205 

growth outlooks over the next three to five years, the time period they are intended to 206 

represent.  However, she fails to provide any evidence that analysts’ three- to 207 
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five-year growth rates are reasonable estimates of sustainable long-term growth.  The 208 

constant growth DCF model requires a long-term sustainable growth rate. 209 

 

Q ARE THERE ACADEMIC LITERATURE AND PRACTITIONER PUBLICATIONS 210 

THAT SUPPORT THE EVALUATION OF THE SUSTAINABILITY OF THE 211 

GROWTH RATES USED IN THE DCF MODEL? 212 

A Yes.  Indeed, there is significant research in both analysts’ publications and academic 213 

work that the long-term sustainable growth element of a DCF must be reasonable 214 

and rational.  I reference academic support for this principle at 28-29 of my direct 215 

testimony.  Moreover, Morningstar, in its 2009 Valuation Edition, discusses the 216 

various versions of DCF models.  In reviewing the single-stage growth model, which 217 

is referred to as the constant growth model in this case, Morningstar concludes that 218 

the single-stage DCF model may not be appropriate if the growth rate exceeds the 219 

cost of equity, which can be the case for rapidly growing firms.  In such 220 

circumstances, Morningstar finds that a DCF model that allows for the growth rate to 221 

change over time will produce a better estimate of a company’s cost of equity capital.  222 

A multi-stage growth DCF model will accommodate changing growth and produce a 223 

more reliable DCF result.3  There is empirical support, as discussed in my direct 224 

testimony, for use of a multi-stage growth rate when the growth rate used in the 225 

constant growth rate reflects accelerated growth that cannot be sustained indefinitely 226 

or exceeds a company’s cost of equity. 227 

 

                                                 
3Morningstar:  ”Stocks, Bonds, Bills & Inflation,” 2009 Valuation Edition at 49-53. 
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Q AT PAGE 36 OF HER TESTIMONY, MS. AHERN STATES THAT THE 228 

SUSTAINABLE GROWTH LONG-TERM GROWTH RATE IS CIRCULAR AND 229 

UNRELIABLE FOR A DCF STUDY.  PLEASE COMMENT. 230 

A Ms. Ahern’s arguments of circularity are without merit.  While I would agree that this 231 

model should not be relied on by itself, the sustainable growth model is well 232 

recognized and relied upon by academics, and by most cost of capital practitioners.  233 

Indeed, a simple illustration can help demonstrate why the sustainable growth model 234 

has merit. 235 

  Assume a simplified version of this model.  If one has a savings account of 236 

$100 and earns an interest rate of 10%, one can predict with accuracy the level of 237 

growth and earnings dependent upon how much the interest earnings are reinvested 238 

in the account, and how much of those earnings are withdrawn from the account.  For 239 

example, if in Year 0 $100 is deposited, and it earns 10% over the first year, at the 240 

end of the year, the account then would have a $100 balance and $10 of interest 241 

earnings.  If $5 of interest is withdrawn and only $5 of interest is reinvested in the 242 

account, the account balance at the beginning of Year 1 would be $105.  The 243 

earnings over Year 2 would then be 10% applied to the $105 account balance, or 244 

$10.50.  The growth in earnings for this account would then be 5% (earnings Year 2 245 

($10.50) ÷ earnings Year 1 ($10.00).  This growth can also be derived by the 246 

sustainable growth equation:  expected return, 10%, and reinvestment rate of 247 

earnings, 50%, produce sustainable growth of 5% (50% x 10% = 5% growth).  248 

  This model is simple and logical, and can be used to generally assess 249 

sustainable growth rates. 250 
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Q MS. AHERN NOTED THAT THE MISSOURI PUBLIC SERVICE COMMISSION DID 251 

NOT ACCEPT YOUR RECOMMENDATION TO DISREGARD THE RESULT OF 252 

YOUR CONSTANT GROWTH DCF STUDY IN CASE NO. ER-2008-0318.  PLEASE 253 

RESPOND. 254 

A Ms. Ahern is correct, the Missouri Public Service Commission did not adopt my 255 

recommendation to disregard the results of the constant growth DCF analysis in 256 

AmerenUE’s last rate case. More importantly, the Illinois Commission in Illinois-257 

American’s last rate case did accept my recommendation and that of Staff to 258 

disregard the constant growth DCF model when the analysts’ three- to five-year 259 

growth rates are not reasonable estimates of long-term sustainable growth.  Hence, 260 

this logical principle is well established in Illinois rate decisions, and should continue 261 

to be adopted.  Ms. Ahern’s contrary position to disregard an evaluation of whether or 262 

not three- to five-year analysts’ growth rate estimates are reasonable and rational 263 

estimates of long-term sustainable growth (as required for use in the constant growth 264 

model) should continue to be rejected by the Illinois Commission.  265 

  Moreover, it should be noted that the Missouri Commission’s decision in 266 

ER-2008-0318 has been appealed, based in part on the assertion that the Missouri 267 

Commission acted capriciously, and without regard to the evidence of record in 268 

reaching a fair return on equity for AmerenUE in that case.  Therefore, until the Court 269 

rules it will not be known whether or not the Missouri Commission properly 270 

determined AmerenUE’s return on equity in that case. 271 
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Q DO YOU AGREE WITH MS. AHERN THAT THE PERIOD YOU USED IN YOUR 272 

RISK PREMIUM IS TOO SHORT? 273 

A No.  In my direct testimony, I provided significant justification for the time period used 274 

in my risk premium study.  Ms. Ahern did not present any new arguments to support 275 

her contention that the period used in my risk premium analysis is too short. 276 

 

Q WHAT IS THE NEXT ISSUE YOU HAVE WITH MS. AHERN’S REBUTTAL 277 

TESTIMONY? 278 

A The next issue deals with her estimate of a market risk premium used in her CAPM 279 

study.  She states that she developed the market risk premium in accordance with 280 

Staff’s traditional methodology.  I note that at page 40 of her rebuttal testimony her 281 

DCF return on the market of 14.67% included a growth rate of 12.47%, which was far 282 

too high to be a reasonable estimate of long-term sustainable growth for the market.  283 

As such, her 14.67% market return is unreasonable.   284 

  It is not reasonable to expect that the growth rate of the S&P 500 can be 285 

sustained at a growth rate that is more than twice the projected GDP growth over an 286 

indefinite period of time.  Using an inflated growth rate estimate in her market DCF 287 

return, results in a market DCF return that is significantly overstated and unreliable.  288 

This overstated DCF market return produces a market risk premium that is excessive 289 

and unreliable. This in turn produces a CAPM return on common equity that is 290 

excessive. 291 
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Q ISN’T MS. AHERN’S MARKET RISK PREMIUM DEVELOPED IN THE SAME WAY 292 

STAFF DEVELOPS A MARKET RISK PREMIUM FOR ITS CAPM ANALYSIS? 293 

A Yes.  As such, my criticisms of Ms. Ahern’s CAPM analysis are also equally 294 

applicable to the CAPM study offered by Staff witness Michael McNally.  The market 295 

risk premium included in Ms. Ahern’s and Mr. McNally’s CAPM return estimates is 296 

based on the DCF return on the market which reflects an unsustainably high 297 

long-term growth rate.  Hence, the CAPM return estimates offered by Ms. Ahern and 298 

Staff witness McNally are overstated.  Because of the Commission’s consistent use of 299 

this methodology, I offered an alternative market DCF methodology, if used by itself 300 

or in concert with Staff’s traditional CAPM analysis, this method will produce a more 301 

reasonable range of market expected returns based on a DCF study that can be used 302 

to produce a more reliable and accurate estimate of the market risk premium.  303 

Ms. Ahern’s CAPM study by itself, however, produces an excessive market risk 304 

premium, and inflates her CAPM return estimate. 305 

 

Q PLEASE COMMENT ON MS. AHERN’S UPDATE TO THE VALUE LINE MARKET 306 

PROJECTION. 307 

A Ms. Ahern offers, in response to my testimony on the market risk premium in her 308 

CAPM analysis, an updated Value Line projection for the capital appreciation on its 309 

1,700 stock index.  Value Line’s capital appreciation index is based on its unique 310 

methodology, which equates to the current value of the 1,700 stock index based on 311 

Value Line’s three- to five-year projected prices for its index.  This is a growth rate 312 

projection.  When the stock market decreased in value recently, the beginning price 313 

of that growth rate projection decreased without a corresponding change to Value 314 

Line’s projected three- to five-year growth forecast for its index.  This can cause a 315 
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significant increase in its expected three- to five-year growth rate.  The Value Line 316 

market index now contains a problem similar to the problem in the growth rate 317 

projections used by Ms. Ahern.  That is, the expected growth over the next three to 318 

five years is quite robust; however, it is not sustainable.  As a result, these DCF return 319 

estimates are exaggerated and are producing unrealistic long-term market return 320 

estimates for use in the CAPM study. 321 

  Nevertheless, the market risk premiums produced through Ms. Ahern’s DCF 322 

return on the market are not reasonable because the DCF return estimates 323 

themselves reflect unsustainably high long-term growth rates.  These excessive DCF 324 

return estimates result in unreasonable market risk premium estimates, which inflate 325 

her CAPM return estimates.  Therefore, Ms. Ahern’s CAPM return estimates should 326 

be adjusted or rejected in this proceeding.  327 

 

Q DO YOU AGREE WITH MS. AHERN’S STATEMENT THAT YOUR REAL MARKET 328 

RETURN OF 8.5% IS MATHEMATICALLY INCORRECT? 329 

A No.  The inflation-adjusted market return is 8.5% as shown on Table 6-8 of the 2009 330 

SBBI Classic Edition.  I did not calculate this inflation adjusted return; rather, it was 331 

taken out of the SBBI Classic Edition.  Therefore, it is Ms. Ahern who is incorrect, not 332 

my math. 333 

 

Q DO YOU AGREE WITH MS. AHERN’S STATEMENT AT PAGES 39-40 OF HER 334 

REBUTTAL TESTIMONY THAT “IT IS NOT APPROPRIATE TO TRY AND MATCH 335 

A ONE-QUARTER FORECAST OF INFLATION . . . . WITH AN AVERAGE REAL 336 

MARKET RETURN OVER A PERIOD OF 82 YEARS?” 337 

A No.  Ms. Ahern’s assessment of market available information is simply erroneous and 338 
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misleading.  The Blue Chip Financial Forecasts I relied on were the longest inflation 339 

forecasts provided by The Blue Chip Financial publication.  The Blue Chip Financial 340 

Forecasts have a quarter-by-quarter inflation projection, but those numbers are 341 

annualized, and reflect annual inflation outlooks.  The forecast I used was for an 342 

annualized inflation outlook projected for the last quarter of 2010.  Hence, 343 

Ms. Ahern’s characterization that the Blue Chip forecasted inflation projection is a 344 

“one-quarter” forecast, is erroneous and should be disregarded. 345 

 

Q WHAT IS THE FINAL ISSUE YOU HAVE WITH MS. AHERN’S REBUTTAL 346 

TESTIMONY? 347 

A Ms. Ahern continues to assert that Illinois-American should receive a 15 basis point 348 

return on equity add-on to reflect its higher investment risk because it is a small 349 

company.  Ms. Ahern asserts that Illinois-American’s risk is not reduced because of 350 

its affiliation with its larger parent company, American Water Works Company, 351 

despite her recognition that all the equity capital comes from American Water Works 352 

and most of Illinois-American’s debt capital is issued by American Water Capital 353 

Corp.  Further, she apparently does not recognize that Illinois-American receives 354 

many services from its affiliate service company.  External affairs, accounting, legal, 355 

finance, customer support and general corporate services are provided by its parent 356 

company.  Illinois-American does not provide these management services on its own.  357 

(See Illinois-American Direct, Karla Teasley, IAWC Ex. 1.00 at 8). 358 

  The bottom line, contrary to Ms. Ahern’s assertion, is that Illinois-American is 359 

a wholly-owned subsidiary of a larger company, it does not issue stock and debt on 360 

its own, it is not constrained in its ability to attract competent management, and the 361 
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risk traditionally associated with a small company has been mitigated through its 362 

affiliation with AWW.  Therefore, no return on equity business risk add-on is justified. 363 

 

Response to Illinois-American Witness Scott Rungren 364 

Q DID MR. RUNGREN TAKE ISSUE WITH YOUR PROPOSED ADJUSTMENTS TO 365 

THE COMPANY’S REQUESTED CAPITAL STRUCTURE? 366 

A Yes.  Mr. Rungren asserted that the Company’s forecasted 2010 capital structure 367 

should be used because it is the Company’s 2010 forecasted capital structure, and 368 

the capital structure the Company proposes to use to set rates in a forecasted test 369 

year need not be known and measurable.  As such, Mr. Rungren argues that it is 370 

appropriate to include the Company’s planned equity infusions for December 2009, 371 

and May 2010, to develop a forecasted capital structure for ratemaking purposes. 372 

 

Q DO YOU BELIEVE MR. RUNGREN HAS ADEQUATELY SUPPORTED THE 373 

COMPANY’S PROPOSED CAPITAL STRUCTURE IN THIS PROCEEDING? 374 

A No.  First, the Company’s forecasted 2010 capital structure included the two planned 375 

equity infusions in December 2009 and May 2010.  However, these equity infusions 376 

will be provided by affiliate transactions from Illinois-American’s parent company.  As 377 

such, because it is an affiliate transaction, the Company should clearly demonstrate 378 

that its forecasted 2010 capital structure is reasonable.  Importantly, Mr. Rungren has 379 

not demonstrated that Illinois-American’s forecasted 2010 capital structure is 380 

reasonable.   381 
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Q WHY DO YOU BELIEVE THAT THE INCREASE IN ILLINOIS-AMERICAN’S 382 

PROJECTED 2010 CAPITAL STRUCTURE IS PRIMARILY ATTRIBUTABLE TO 383 

AFFILIATE TRANSACTIONS, AND NOT THE BUILDUP IN RETAINED EARNINGS 384 

AT ILLINOIS-AMERICAN? 385 

A This is based on a comparison of Illinois-American’s 2008 actual 12-month average 386 

capital structure, to the 12-month average capital structure for calendar year 2010.  387 

This is shown on IIWC Exhibit 3.1.  As shown on that exhibit, for the common equity 388 

stock components lines 4 through 6, an increase in common equity of $76 million is 389 

derived by a $72.6 million increase in paid-in capital, and only a $3.4 million increase 390 

in retained earnings.  This is significant.  Illinois-American is projecting net income of 391 

$1.38 million in 2008, and projected $10.3 million4 and $19.76 million in 2009 and 392 

2010, respectively.  While it projects strong earnings, Illinois-American is planning to 393 

retain only $3.4 million of its earnings in order to increase Illinois-American’s common 394 

equity component.  The remaining buildup in common equity, $72.6 million, is from 395 

equity contributions from its parent company, AWW.  This is significant because it is 396 

not known how AWW will fund the forecasted equity contributions to Illinois-American. 397 

  Because this growth in common equity will increase Illinois-American’s cost of 398 

service in the 2010 test year (by approximately $3.2 million comparing capital 399 

structure costs in 2008 to the capital structure costs in 2010), this affiliate capital 400 

transaction should be shown to be reasonable and prudent.   401 

                                                 
4Filing Schedule D-11, page 1. 
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  Further, for the reasons set forth below, the parent company’s actual funding 402 

source for this significant buildup in common equity is not known, and could simply be 403 

an effort to increase AWW’s earnings with no benefit to Illinois-American’s ratepayers.   404 

 

Q DO YOU BELIEVE THE COMPANY’S FORECASTED 2010 CAPITAL STRUCTURE 405 

IS REASONABLE? 406 

A No.  The Company’s forecasted 2010 capital structure will result in Illinois-American’s 407 

common equity ratio of total capital being significantly higher than the forecasted 408 

2010 common equity ratio for its parent company, American Water Works.  This is 409 

significant for several reasons.   410 

  First, American Water Works, and its financing subsidiary, AWCC, are 411 

responsible for providing all external capital to Illinois-American, except limited 412 

purpose tax-exempt bonds issued through local government taxing authorities.  As 413 

such, Illinois-American’s bond rating is tied to the financial risk of AWW, its parent 414 

company, and AWCC.  Illinois-American does not have a stand-alone bond rating that 415 

is based on a stand-alone Illinois-American financial risk assessment.  As such, there 416 

is no legitimate reason for Illinois-American’s capital structure to be significantly 417 

different from its parent company’s without specific cause, which should be explained 418 

and justified by the Company.  Mr. Rungren has not provided any justification why 419 

Illinois-American’s capital structure should be different from that of its parent 420 

company.   421 

  Second, the Commission should be concerned because this affiliate 422 

transaction can provide an economic incentive for AWW to unnecessarily inflate 423 

common equity components of Illinois-American’s capital structure in order to unjustly 424 

increase AWW earnings and cash flows.  AWW (or AWCC) can issue debt to fund 425 
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equity contributions in Illinois-American.  This will result in customers paying a much 426 

higher return on AWW capital for the capital AWW infuses in Illinois-American.  By 427 

infusing capital in Illinois-American, and recovering more than its cost of capital, 428 

AWW’s earnings and cash flows will be enhanced to its existing common 429 

shareholders.  Therefore, AWW has an incentive to try to over-recover its cost of 430 

capital used to make infusions of equity capital in its utility subsidiaries including 431 

Illinois-American. 432 

 

Q WOULD INCREASING ILLINOIS-AMERICAN’S COMMON EQUITY RATIO 433 

POTENTIALLY LOWER ITS FINANCIAL RISK, IMPROVE ITS BOND RATING AND 434 

LOWER ITS COST OF DEBT? 435 

A No.  If Illinois-American’s bond rating and cost of debt were tied to its financial risk, 436 

and not that of its parent company and AWCC, then yes, an improved bond rating 437 

and lower debt cost are possible.  Unfortunately, Illinois-American does not have a 438 

stand-alone bond rating, does not issue debt on its own, and therefore it is unlikely 439 

that an increase in the common equity ratio for Illinois-American will lower its cost of 440 

debt, unless AWW’s capital structure and financial risk were comparably reduced.   441 

  Importantly, AWW’s capital structure is not projected to reflect an increased 442 

common equity ratio in 2010, or a decrease in its financial risk.  As such, despite 443 

Mr. Rungren’s projected increased common equity ratio, and lower financial risk for 444 

Illinois-American, the same projections and outlooks are not the same for AWW.  445 

Hence, under Mr. Rungren’s proposal, Illinois-American customers would be 446 

burdened by an increased cost of capital associated with an increased common 447 

equity ratio, with no corresponding expected benefit related to a reduced debt interest 448 

borrowing cost.  As such, Mr. Rungren’s proposal for the Commission to accept his 449 
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forecast, reflecting an affiliate transaction that increases common equity, with no 450 

reasonable expectation of a benefit created through reduced debt cost, is 451 

inappropriate, unjust and unreasonable. 452 

 

Q PLEASE EXPLAIN WHY THE COMPANY’S PROJECTED 2010 CAPITAL 453 

STRUCTURE IS NOT REASONABLE, AND HAS NOT BEEN PROVEN AS 454 

APPROPRIATE BY THE COMPANY. 455 

A The Company’s 2010 projection to increase its common equity ratio from 456 

approximately 45% in 2008 up to approximately 49% in 2010, will increase its cost of 457 

service in this filing.  It will increase its cost of service because common equity is 458 

more expensive than debt capital, and has a higher revenue requirement cost 459 

because common equity is adjusted upward by an income tax factor.  Reflecting a 460 

10% return on equity, and the Company’s current debt cost of approximately 6.28%, 461 

the revenue requirement cost of common equity is approximately 16% (10% times 1.6 462 

tax conversion factor) in comparison to the cost of debt which is about 6.28%.  As 463 

such, common equity has a revenue requirement cost to customers that is almost 464 

three times more expensive than is the cost of debt capital.   465 

  A capital structure should have a reasonable mix of debt and equity, and the 466 

Company’s plan to increase its common equity ratio should be justified on some 467 

basis.  Mr. Rungren has absolutely failed to provide any justification for the 468 

Company’s plan to increase its common equity ratio.   469 
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Q PLEASE EXPLAIN WHY AWW MAY HAVE A CONFLICT OF INTEREST IN 470 

FORECASTING ILLINOIS-AMERICAN’S 2010 CAPITAL STRUCTURE. 471 

A All of the planned equity contributions for Illinois-American will be provided by its 472 

parent company, AWW.  This is significant, because it is not clear how AWW will fund 473 

the projected equity issuances into Illinois-American.  If AWW funds these equity 474 

contributions by issuing additional AWW debt, then AWW will substantially 475 

over-recover its actual cost of the capital contribution.  For example, if AWW issued 476 

debt at a cost of 6.25%, and infuses the proceeds of that debt issue into Illinois-477 

American as an equity contribution, Illinois-American could be allowed to earn a 478 

return of 10% on this capital.  The revenue requirement return customers would pay 479 

would be approximately 16% (10% adjusted for taxes).  As a result, Illinois-480 

American’s customers will be paying substantially more for this capital than this 481 

capital would actually cost AWW.  The difference in capital costs then would improve 482 

the earnings and returns to AWW’s equity capital.  As such, the capital structure of 483 

Illinois-American should be similar to that of its parent company and American Water 484 

Capital Corp. 485 

 

Q IS ILLINOIS-AMERICAN’S PROJECTED 2010 CAPITAL STRUCTURE 486 

COMPARABLE TO THE FORECASTED CAPITAL STRUCTURE OF AMERICAN 487 

WATER WORKS COMPANY? 488 

A No.  Value Line’s projection of American Water Works Company’s capital structure 489 

indicates that its common equity ratio in 2008 was 46.9%, and its common equity 490 
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ratio will decline to approximately 44.5% in 2009, and increase only slightly to 45% in 491 

2010.5   492 

  In significant contrast to Mr. Rungren’s projection for Illinois-American, Value 493 

Line is not projecting a significant increase in the common equity ratio for AWW in 494 

2010.   495 

 

Q DID MR. RUNGREN OBSERVE THAT THE COMPANY’S PROJECTED 2010 496 

CAPITAL STRUCTURE INCLUDED A COMMON EQUITY RATIO THAT WAS 497 

COMPARABLE TO THE PROXY GROUPS USED BY STAFF WITNESS MS. 498 

KIGHT-GARLISCH, AND THE WATER UTILITY INDUSTRY FOLLOWED BY 499 

VALUE LINE? 500 

A Yes, he made this allegation at page 8 of his rebuttal testimony.  However, as I 501 

demonstrated in my direct testimony, Illinois-American’s credit is tied to the credit 502 

rating of its parent company (AWW) and financing affiliate (American Water Capital 503 

Corp.)  The proxy companies used by Staff witness Mr. McNally and referenced by 504 

Ms. Kight-Garlisch are not adequate justification to award Illinois-American a capital 505 

structure that is more heavily weighted with common equity than its parent company, 506 

AWW.    507 

  Further, and probably most importantly, the capital structure ratio of Illinois-508 

American’s parent company, AWW, and AWCC, support the credit rating from which 509 

Illinois-American is able to access external debt markets.  AWW’s  and AWCC’s 510 

credit rating from S&P is “BBB+,” which is reasonably comparable to the water utility 511 

proxy group I used in my direct testimony, with an average bond rating of “A.”  (IIWC 512 

                                                 
5Value Line Investment Survey, October 23, 2009, report on American Water Works 

Company. 
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Ex. 1.3, page 1).  While AWW’s and AWCC’s bond rating is a little lower than that of 513 

the proxy group at this point in time, it is likely attributable to the divestiture AWW is 514 

currently involved in.  Specifically, RWE AG is currently involved in divesting its 515 

ownership of AWCC, and as cited by Value Line, it is not clear what liquidity 516 

constraints this attempt at divestiture will have on AWW during this divestiture period.  517 

Value Line warned investors of the potential positive and negative implications of the 518 

RWE AG divestiture as follows.   519 

Some lingering issues will probably be resolved . . . Majority 520 
shareholder RWE AG announced that it will sell 30 million shares, with 521 
an option for underwriters to purchase an additional five million, on its 522 
way to liquidating its entire stake.  After the transaction, RWE’s stake 523 
will fall from over 45% to just above 25%.  We think that the elimination 524 
of RWE from the picture eases concerns about the company’s true 525 
intentions.6 526 

  Clearly, it is not certain the extent to which AWW’s bond rating is negatively 527 

impacted until after this acquisition has been completed. 528 

 

Q MR. RUNGREN ALSO RESPONDED TO YOUR ARGUMENT CONCERNING 529 

ADDITIONAL DEBT ISSUANCES BY ILLINOIS-AMERICAN, AND THE 530 

RESULTING IMPACT ON ILLINOIS-AMERICAN’S EMBEDDED COST OF DEBT.  531 

PLEASE RESPOND. 532 

A In my direct testimony, I observed that because of the uncertainty in debt issuances 533 

at Illinois-American, I did not include projected debt issuances in the derivation of the 534 

embedded cost of debt.  I reflected only actual debt issuances up through June 2009, 535 

and proposed an embedded debt cost rate for Illinois-American of 6.27%.  I observed 536 

that at this embedded debt interest rate, and considering the current market cost of 537 

                                                 
6Value Line Investment Survey:  “American Water Works Company, Inc.,” October 23, 2009. 
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debt, Illinois-American and AWCC could issue additional debt and could recover the 538 

new debt cost if utility rates were set using an embedded debt rate of 6.27%. 539 

 

Q DID MR. RUNGREN TAKE ISSUE WITH YOUR EMBEDDED DEBT COST 540 

RECOMMENDATION? 541 

A While Mr. Rungren seems to take issue with my position, he nevertheless provided 542 

evidence that my embedded debt cost expectation was reasonable.  Specifically, 543 

Mr. Rungren reflected updated projected debt issuances and recalibrated the 544 

Company’s embedded debt cost rate and now recommends an embedded debt cost 545 

of 6.28%.  This updated embedded cost of debt reflected a new bond issuance on 546 

October 1, 2009, and a planned bond issue for November 2009.   547 

  Mr. Rungren’s updated projection of Illinois-American’s embedded debt cost 548 

corroborates the outlook I took in my direct testimony.  Indeed, an embedded debt 549 

cost rate of approximately 6.27% will reasonably compensate Illinois-American for its 550 

actual embedded debt, and new debt issues made in the current market.   551 

  However, I do not object to Mr. Rungren’s revised embedded debt cost of 552 

6.28%.   553 

 

Q DID MR. RUNGREN ALSO TAKE ISSUE WITH YOUR REVISION TO THE 554 

COMPANY’S ESTIMATE OF SHORT-TERM DEBT COST? 555 

A Yes.  In its filing, the Company included a short-term debt cost of 1.97%.  In its 2009 556 

financial statements, Illinois-American has noted that its actual short-term debt cost is 557 

considerably lower than that which was reflected in its filing.  Indeed, Mr. Rungren 558 

noted that as of September 2009, Illinois-American’s short-term debt borrowing cost 559 

is 0.4634% (IAWC Ex. 4.00R2 at 11). 560 
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Q DO YOU BELIEVE MR. RUNGREN HAS SUPPORTED THE COMPANY’S 561 

ORIGINALLY PROPOSED 1.97% SHORT-TERM DEBT COST? 562 

A No.  All the evidence supplied by Mr. Rungren clearly shows that the Company’s 563 

original short-term debt cost of 1.9% is highly inflated, unreliable and should be 564 

disregarded.  I do not object to Mr. Rungren’s recommendation to adjust the 565 

embedded debt (or “short-term”) cost based on actual numbers as those numbers 566 

become available.  As of September 2009, Illinois-American’s short-term debt cost is 567 

less than 0.5%.   568 

 

Response to Illinois-American 569 
Witnesses Paul. R. Herbert and Rowe McKinley 570 

Q DID ILLINOIS-AMERICAN WITNESS MR. MCKINLEY TAKE ISSUE WITH ANY 571 

ARGUMENTS YOU MADE ABOUT THE COMPANY’S COST OF SERVICE 572 

STUDY? 573 

A Yes.  He stated that my concerns that the demand factors or capacity factors used by 574 

Mr. Herbert in the Company’s cost of service study for Rate Zone 1 with Champaign 575 

were not specifically designed for that district, are of no relevance.  Specifically, 576 

Mr. McKinley suggests that the Company conducted a demand study using actual 577 

historical system and billing data from all of the Company’s service area to develop 578 

capacity factors for each district, which he believes was in accordance with the 579 

Commission-approved methodology.  However, until Mr. McKinley’s rebuttal 580 

testimony, the Company apparently did not specifically develop capacity factors for 581 

the Company’s proposed Rate Zone 1 with Champaign.  Hence, the capacity factors 582 

used by Mr. Herbert, to develop his cost of service study for the newly proposed  Rate 583 
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Zone 1 with Champaign pricing district, are not based on the capacity factors 584 

estimated by Mr. McKinley in his rebuttal testimony.  It is Mr. McKinley’s capacity 585 

factors that reflect load and demand data of the customers in this proposed new 586 

pricing district.  Therefore, the Company’s cost of service study for Rate Zone 1 with 587 

Champaign as presented by Mr. Herbert is still based on capacity factors that were 588 

not specifically designed for the new pricing districts, and thus that study does not 589 

reasonably reflect the load characteristics of the customers in the Rate Zone 1 with 590 

Champaign pricing district. 591 

 

Q WHY DO YOU BELIEVE THAT MR. MCKINLEY’S UPDATED CAPACITY 592 

FACTORS FOR RATE ZONE 1 WITH CHAMPAIGN, ARE NOT THE CAPACITY 593 

FACTORS USED BY MR. HERBERT IN HIS COST OF SERVICE STUDY FOR 594 

THIS PRICING ZONE? 595 

A This is made evident by a simple comparison of the capacity factors provided by 596 

Mr. McKinley in  Table 1 on page 4 of his rebuttal testimony, to the capacity factors 597 

used by Mr. Herbert in his cost of service study for Rate Zone 1 with Champaign.  As 598 

shown in the table below, the factors developed by Mr. McKinley are not the same 599 

factors used by Mr. Herbert.  Indeed, the factors used by Mr. Herbert appear to be 600 

those designed for the SPSPSB combined district included in Black & Veatch’s 601 

original capacity factor study.   602 

  Importantly, Mr. Herbert used the same capacity factors for his Rate Zone 1 603 

cost of service study, and his Rate Zone 1 with Champaign cost of service study.  604 

This suggests that Mr. Herbert made very limited effort to use the capacity factors that 605 

reflect the load characteristics of the customers in the proposed pricing district.  Mr. 606 
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Herbert did not adjust capacity factors to reflect the new proposed Rate Zone 1 with 607 

Champaign pricing district. 608 

 
 

TABLE 1 
 

Comparison of Weighted Average Cost Allocation Factors 
 

  McKinley’s 
Rebuttal1 

 
McKinley’s 

 
        Herbert’s COSS3         

 
Line 

 
            Description                

Zone 1 with 
Champaign 

Direct2 
SPSPSB 

 
Zone 1 

Zone 1 with 
Champaign 

  (1) (2) (3) (4) 
      

1 Max Day/Average Day Ratio 1.489 1.472 1.470 1.470 
2 Max Hour/Average Day Ratio 1.752 1.706 1.710 1.710 
      
 Maximum Day Allocation     

3  Base 67.16% 67.93% 68.03% 68.03% 
4  Maximum Day 32.84% 32.07% 31.97% 31.97% 
      
 Maximum Hour Allocation     

5  Base 57.08% 58.62% 58.48% 58.48% 
6  Maximum Day 27.91% 27.67% 27.49% 27.49% 
7  Maximum Hour 15.01% 13.72% 14.04% 14.04% 

_____________________________ 
Sources: 
1J. Rowe McKinley Rebuttal Testimony, IAWC Ex. 13.00R2, at 4, Table 1. 
2J. Rowe McKinley Direct Testimony, IAWC Ex. 13.00, at 6, Table 2; and at 8, Table 3. 
3P.R. Herbert, Exhibit 9.01, Schedule C-Z-1, at Z-1-9 and Z-1-13; and Schedule C-Z-1 w/CHA, at Z-1. 
 

 
 
 
Q DOES MR. HERBERT TAKE ISSUE WITH YOUR PROPOSED ALLOCATION OF 609 

PURCHASED POWER COST? 610 

A Yes.  Mr. Herbert contends that my recommendation to use Factor 6, which would 611 

allocate purchased power cost on the basis of the use of that pumping equipment and 612 

allocate power cost among customers based on base volume, max day and max 613 

hour, is inappropriate.  He asserts that demand charges represent only about 3% of 614 

the Company’s purchased power cost, and therefore continues to recommend 615 



IIWC Exhibit 3.0 
Michael P. Gorman 

Page 29 
 
 

BRUBAKER & ASSOCIATES, INC. 

Factor 1 be used to allocate purchased power cost.  Factor 1 will allocate purchased 616 

power cost on the basis of average daily usage, and does not assign any purchased 617 

power cost to reflect either seasonal power price/cost variations, or varying customer 618 

demands for max day and max hour cost factors. 619 

 

Q DO YOU AGREE WITH MR. HERBERT’S PROPOSAL TO ALLOCATE POWER ON 620 

FACTOR 1? 621 

A No.  Mr. Herbert’s assessment simply refuses to recognize the reality of variations in 622 

power cost throughout the year, power cost variations during on-peak and off-peak 623 

periods, and the components attributable to fixed portions of power delivery cost such 624 

as demand charges, and those based on variable energy components.  Importantly, 625 

Illinois-American may have revised its power procurement strategy to buy all power at 626 

a stated dollars per MWh price but that does not change the reality that power cost 627 

varies by month, by its on-peak and off-peak periods, and a component of the power 628 

cost should relate to its system demand characteristics, which correspond to 629 

peak-day and peak-hour demands of its customers.   630 

  Further, if Illinois-American has initiated a power procurement contract based 631 

on a levelized cost per MWh, I recommend the Commission conduct a review of 632 

Illinois-American’s power supply contract and power consumption practices, to 633 

investigate whether it is initiating reasonable efforts to manage its power procurement 634 

in an efficient and low-cost manner.  A water utility that may have significant variability 635 

in power demands for on-peak and off-peak periods, may very well pay significantly 636 

more power cost on an average price per kWh, rather than buying power with a price 637 

differential for on-peak and off-peak periods, which would encourage a utility to 638 

change operations to use more power during a low-cost period and less during high-639 
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cost periods.  If Illinois-American is not undertaking such actions, the Commission 640 

should open an investigation and explore whether or not the Company is reasonably 641 

managing its cost of power. 642 

 

Q DID MR. HERBERT RESPOND TO YOUR CRITICISM OF HIS PROPOSED RATE 643 

DESIGN FOR RATE ZONE 1 WITH CHAMPAIGN? 644 

A Yes.  In my direct testimony, I observed that Mr. Herbert’s proposed rate design for 645 

customer classes did not follow his estimated cost of service for many classes of 646 

customers.  Specifically, for Competitive Industrial customers, and Large Sales for 647 

Resale customers, Mr. Herbert’s rates did not move these customer classes closer to 648 

cost of service.  Indeed, he completely ignored his cost of service for these rate 649 

classes. 650 

 

Q DOES MR. HERBERT PROVIDE ANY JUSTIFICATION FOR HIS PROPOSAL TO 651 

CURRENTLY IGNORE THE COST OF SERVICE FOR THE COMPETITIVE 652 

INDUSTRIAL CUSTOMERS AND LARGE SALES FOR RESALE CUSTOMERS? 653 

A Yes.  In his rebuttal testimony, and not in his direct testimony, Mr. Herbert argued that 654 

these customers have competitive alternatives, and that keeping the rates for these 655 

customer classes as low as possible will help retain them on the system.  He asserts, 656 

without support, that retaining these customers on the system will benefit other 657 

customers by attributing a portion of the Company’s fixed costs to these customers 658 

that otherwise would be passed on to Illinois-American’s remaining customers if they 659 

left the system. 660 
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Q DO YOU BELIEVE THAT MR. HERBERT’S PROPOSAL FOR THE COMPETITIVE 661 

INDUSTRIAL AND LARGE SALES FOR RESALE CUSTOMERS IS 662 

REASONABLE? 663 

A If his assertion is found to be accurate, that retaining these customers on the system 664 

benefits other customers at a discount price, then I believe his proposal is 665 

reasonable.  However, Mr. Herbert has not provided any justification for this 666 

conclusion.  Further, he has not specifically taken the cost of service for these specific 667 

customers and proposed a methodology for spreading a discount amongst other 668 

customers.  Therefore, he has neither identified in his direct testimony the reason for 669 

pricing these customers beneath their cost, nor proposed a fair allocation of the 670 

discount, given to these customers, for the remaining customers.  Hence, his 671 

proposed pricing structure still appears to be largely unsupported. 672 

  Because of my strong concerns about the accuracy of his cost of service 673 

study, and his incomplete justification for his proposed pricing structure, I recommend 674 

Mr. Herbert’s proposed cost allocation and rate design be rejected. 675 

 

Response to Illinois-American Witness Rich Kerckhove 676 

Q WOULD YOU LIKE TO RESPOND TO CERTAIN ARGUMENTS IN REBUTTAL 677 

MADE BY ILLINOIS-AMERICAN WITNESS KERCKHOVE? 678 

A Yes.  Mr. Kerckhove takes issue with several adjustments I proposed to Illinois-679 

American’s cash working capital study.  Those adjustments include the following: 680 

1. An adjustment for the revenue lag days to reflect monthly billing in the Champaign 681 
and Lincoln Districts, rather than bimonthly billing that previously took place in 682 
those districts. 683 

2. An adjustment to the collection period to reflect the time period specified in 684 
Illinois-American’s tariff terms and conditions that prescribe the time period within 685 
which customers are expected to pay their bills. 686 
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3. A correction of the cost of service study to properly reflect a balanced amount of 687 
the revenues needed to pay cash operating expenses included in the working 688 
capital study. 689 

4. An adjustment to the payment terms of the affiliate transaction with American 690 
Service Company (“ASC”).  Mr. Kerckhove modeled payments to ASC as a 691 
prepayment of services provided.  Modeling the ASC expense as a prepayment 692 
increased Illinois-American’s cash working capital requirement.  The ASC 693 
expense is an affiliate transaction.  The terms for an affiliate transaction should be 694 
shown to be commercially reasonable.  Mr. Kerckhove has not shown the ASC 695 
expense prepayment is commercially reasonable. 696 

 

Q DO YOU AGREE WITH MR. KERCKHOVE THAT THE COMPANY DID ADJUST 697 

THE REVENUE LAG DAYS FOR THE MONTHLY BILLING CYCLE FOR THE 698 

CHAMPAIGN AND LINCOLN DISTRICTS TO MONTHLY, RATHER THAN MODEL 699 

IT AS A BIMONTHLY BILLING? 700 

A Mr. Kerckhove’s workpapers supporting his cash working capital study, do not 701 

support the revenue lag day he used for the Champaign and Lincoln Districts.  702 

I cannot validate his input revenue lag day nor confirm that they reflect what he 703 

claims they reflect.  Mr. Kerckhove’s cash working capital study should be rejected as 704 

unsupported. 705 

 

Q MR. KERCKHOVE ALSO ASSERTS THAT YOU WERE NOT CORRECT THAT A 706 

COLLECTION PERIOD SHOULD BE STATED AT 21 DAYS, CONSISTENT WITH 707 

THE PAYMENT PROVISIONS INCLUDED IN ILLINOIS-AMERICAN’S TARIFF 708 

TERMS AND CONDITIONS.  PLEASE RESPOND. 709 

A Mr. Kerckhove appears to suggest that the Company’s tariff terms and conditions 710 

payment provisions are irrelevant because the Company is required to waive a late 711 

payment fee once every 12 months for each customer.  Because of this late payment 712 

waiver, Mr. Kerckhove suggests that it is appropriate to reflect a payment collection 713 
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period that is substantially longer than the payment collection period specified in the 714 

Company’s tariff terms and conditions. 715 

 

Q IF THE COMPANY’S TERMS AND CONDITIONS REQUIRE THE COMPANY TO 716 

WAIVE A LATE PAYMENT FEE ONCE EVERY 12 MONTHS, DOES THAT 717 

JUSTIFY THE COMPANY USING A COLLECTION PERIOD SIGNIFICANTLY IN 718 

EXCESS OF THE COLLECTION PERIOD SPECIFIED IN ITS PAYMENT TERMS 719 

AND CONDITIONS? 720 

A No.  The 21-day collection period I recommend be used in the Company’s cash 721 

working capital is specified for residential customers.  The collection period for 722 

non-residential customers is a shorter period of 14 days.  Thus, my recommendation 723 

to adjust the collection period to 21 days, actually provides a much longer collection 724 

period for use in the cash working capital study, than the average collection period 725 

specified in Illinois-American’s tariff terms and rates.   726 

Second, if the Company identified a cost associated with payment of late fees, 727 

then it might be appropriate to allow it to build that late fee waiver cost into its cost of 728 

service.  Unfortunately, the Company made no such effort to try to estimate the cost 729 

for waiving the penalty for one late payment for customers that pay late in the test 730 

year.  Therefore, this cost is not known and measurable and should not be included in 731 

Illinois-American’s cost of service.   732 

Because the collection period I propose based on terms and conditions is very 733 

conservative in relationship to the actual payment obligations of its customers, I 734 

believe it is an appropriate collection period to use in the Company’s cash working 735 

capital study. 736 
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Q MR. KERCKHOVE ALSO SUGGESTS THAT HE USED ACTUAL CUSTOMER 737 

COLLECTION DATA FOR HIS WORKING CAPITAL STUDY.  PLEASE RESPOND. 738 

A Mr. Kerckhove supports this assertion by referring to a workpaper that includes data 739 

from 2005 that measured the collection period for each district using billed revenue, 740 

average daily accounts receivable balances, and the daily billing revenue.  This 741 

information is replicated on my IIWC Exhibit 3.2. 742 

 

Q DO YOU BELIEVE MR. KERCKHOVE’S ACTUAL 2005 COLLECTION DATA 743 

SUPPORTS HIS WORKING CAPITAL COLLECTION DAYS INPUT? 744 

A No.  There are several flaws with Mr. Kerckhove’s collection lag study.  First, he 745 

incorrectly calculated the collection period for the Champaign and Lincoln Districts.  746 

As shown on line 4 of my IIWC Exhibit 3.2, Mr. Kerckhove estimated collection lag of 747 

30.62 days and 35.88 days for the Champaign and Lincoln Districts, respectively.  748 

However, the calculations for the collection lags for these two districts were done 749 

differently than for all other districts.   750 

The collection lag estimate represents the number of days the average daily 751 

revenue will take in order to recover the daily average accounts receivable.  Hence, 752 

line 4 should be the product of line 1 divided by line 3.  The collection lag for 753 

Champaign and Lincoln should be 15.31 days and 17.94 days, respectively, when 754 

calculated in the same way as the other districts.  Mr. Kerckhove overstated the 755 

collection lag for these two districts, and overstated his proposed cash working capital 756 

balance.   757 
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Q DO YOU HAVE ANY OTHER CONCERNS WITH MR. KERCKHOVE’S 758 

COLLECTION LAG STUDY BASED ON 2005 DATA? 759 

A Yes.  I have several other concerns which make me believe that this bill collection 760 

period study is not reliable and should be disregarded.  First, there is another error 761 

that must be corrected in Mr. Kerckhove’s collection lag study.  Specifically, he made 762 

no allowance for uncollectible expense in either the accounts receivable balance, or 763 

in the average revenue collections.  In its filing, Illinois-American assumes a 1% 764 

uncollectible expense in deriving its gross revenue conversion factor on 765 

Schedule A-2.1.  The Company separately collects from customers this uncollectible 766 

expense, and therefore this uncollectible expense should not also be used to 767 

increase the Company’s cash working capital requirement.  The Company will never 768 

recover this revenue, and it will never be available to support its cash obligations, but 769 

importantly, rates are increased from customers who do pay their bill in order to make 770 

the Company whole for this expense.  Therefore, the Company’s accounts receivable 771 

should be adjusted to remove an amount of uncollectible expense that is eventually 772 

written-off, and daily revenue collections should be adjusted to remove the amount of 773 

revenue that is not expected to be recovered and will eventually be booked as 774 

uncollectible expense.   775 

Second, Mr. Kerckhove provided an analysis using only calendar year 2005.  776 

It is not clear whether calendar year 2005 was a normal year that is needed to 777 

support a reliable collection lag.  This year may have been selected by Mr. Kerckhove 778 

to maximize the Company’s cash working capital requested.  Since he has not 779 

provided an analysis to show that 2005 is a normal collection period, the reliability of 780 

Mr. Kerckhove’s study is at best highly problematic. 781 
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  Third, the implication of Mr. Kerckhove’s collection period is that on average 782 

all customers pay their bills late.  This is a very startling revelation, that requires 783 

justification and explanation.  The Company has failed to explain why its customers 784 

are unable to pay their bills in a manner that is consistent with its tariff terms and 785 

conditions.  It is simply not appropriate to allow the Company to charge customers 786 

cost associated with those customers who on a routine basis fail to meet the tariff 787 

payment terms. 788 

 

Q PLEASE DESCRIBE MR. KERCKHOVE’S RESPONSE TO YOUR CRITICISM OF 789 

HIS CASH WORKING CAPITAL ANALYSIS IN WHICH YOU SHOW THE 790 

REVENUE INCLUDED IN THE ANALYSIS IS NOT BALANCED WITH THE 791 

AMOUNT OF EXPENSES INCLUDED IN THE ANALYSIS. 792 

A Mr. Kerckhove simply states that the revenues included in the cash working capital 793 

study need not balance with the cash operating expenses included in that study.  He 794 

states that revenues can be different than expenses for such items as deferred taxes, 795 

certain purchased power expenses, and purchased water expenses. 796 

 

Q DO YOU BELIEVE IT IS APPROPRIATE FOR THE REVENUES AND CASH 797 

OPERATING EXPENSE TO BE IN BALANCE IN THE CASH WORKING CAPITAL 798 

STUDY? 799 

A Yes.  The objective of the study is to measure the lag between collecting revenues to 800 

pay expenses, and the actual date the expense will be paid.  If the revenues do not 801 

balance with the cash operating expense, one cannot reasonably measure the 802 

amount of cash needed on hand in order to pay cash operating expense, that will 803 

ultimately be reimbursed once the revenues are received.  Hence, it is critically 804 
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important that the revenues and the cash operating expense in the cash working 805 

capital study balance.   806 

 

Q DO YOU BELIEVE MR. KERCKHOVE HAS JUSTIFIED THE IMBALANCE IN 807 

REVENUES AND EXPENSES IN HIS CASH WORKING CAPITAL STUDY? 808 

A No.  First, deferred taxes are not a cash obligation of the utility, and therefore should 809 

not be included in the cash working capital study.  Second, the cash working capital 810 

should indeed reflect the lag or lead in the period the Company pays cash operating 811 

expenses, and the time period it receives payment for those expenses from 812 

customers.  Indeed, it is actually the level of expenses and the time period it receives 813 

revenues to cover those expenses which are the need for a cash working capital 814 

allowance.  For example, consider the following statement made by Deloitte & 815 

Touche in a Public Utilities Manual concerning appropriate ratemaking treatments: 816 

Cash Working Capital.  This term refers to the amount of investor-817 
supplied funds needed to finance operations.  A generally accepted 818 
definition is the average amount of capital, over and above the 819 
investment in plant and other separately identified rate-base 820 
components, provided by investors to bridge the gap between the time 821 
expenditures are made to provide service and the time collections are 822 
received for that service.7 823 

  It is necessary for the revenues that cover cash operating expenses to be 824 

balanced in the cash working capital study.  The study is attempting to estimate the 825 

time period or amount of cash that needs to be on hand in order to pay cash 826 

operating expenses and be reimbursed for those payments after revenues are 827 

ultimately collected.  Creating a cash working capital study with an imbalance of 828 

                                                 
7 Public Utilities Manual:  A Service for Public Utilities, Deloitte & Touche, January 1993 at 16. 
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revenues and expenses, does not properly measure this period where investor capital 829 

needs to be relied on in order to pay cash operating expenses before the Company is 830 

reimbursed for those expenses.  Hence, Mr. Kerckhove is simply wrong.  If his cash 831 

working capital study does not have a balance of revenues and expenses, it is fatally 832 

flawed. 833 

 

Q PLEASE DESCRIBE MR. KERCKHOVE’S RESPONSE TO YOU CONCERNING 834 

THE PREPAYMENT PROVISION THE COMPANY INCLUDED FOR ITS SERVICE 835 

COMPANY FEES IN ITS CASH WORKING CAPITAL STUDY. 836 

A I asserted that it is incumbent on the Company to show that its affiliate transactions 837 

with American Water Works Service Company have fees that reflect commercially 838 

reasonable practices.  In response to this assertion, Mr. Kerckhove simply stated that 839 

“The Service Agreement requires prepayment of each month’s Service Company 840 

cost.  Therefore, reflecting this prepayment is reasonable.”  (pp. 15-16). 841 

 

Q DID MR. KERCKHOVE PROVIDE SUPPORT FOR THE PROPOSITION THAT THE 842 

AMERICAN WATER WORKS SERVICE COMPANY AFFILIATE TRANSACTION 843 

FEES REPRESENT COMMERCIALLY REASONABLE TERMS AND 844 

CONDITIONS? 845 

A No.  Since this is an affiliate transaction, the Company should demonstrate that the 846 

terms of these transactions and prices, are consistent and competitive with a 847 

third-party commercially reasonable transaction.  Mr. Kerckhove provided no such 848 

demonstration, and in fact, actually ignored the primary argument in this case.   849 

The Commission should reject Mr. Kerckhove’s cash working capital study 850 

because it reflects a prepayment of ASC expenses, and the assumption of a 851 
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prepayment for an affiliate transaction has not been shown to be consistent with a 852 

commercially reasonable transaction with a non-affiliated third-party supplier.  This 853 

prepayment assumption inflates Illinois-American’s cash working capital allowance 854 

request, and therefore invalidates Mr. Kerckhove’s cash working capital study. 855 

 

Q DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 856 

A Yes, it does. 857 
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