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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 SURREBUTTAL TESTIMONY 13 

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

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

Testimonies submitted in this proceeding by Illinois Commerce Commission 16 

(“ICC”) Staff Witness Michael McNally, Illinois Industrial Water Consumers 17 

(“IIWC”) Witness Michael Gorman and Illinois Citizens Utility Board (“CUB”) 18 

Witness Christopher Thomas.    I will also respond to certain comments made by 19 

all three witnesses to my rebuttal testimony.  Although my comments in this 20 

surrebuttal testimony are limited, my silence by no means indicates or implies my 21 

agreement with any unaddressed comments by Mr. McNally, Mr. Gorman and 22 

Mr. Thomas.  Finally, I will present a reasonable range of common equity cost 23 

rate based upon a review of the testimonies of Mr. McNally, Mr. Gorman, and Mr. 24 

Thomas. 25 
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III. RESPONSE TO REBUTTAL TESTIMONY OF MR. MCNALLY 26 

Q4. Please comment on the Rebuttal Testimony of Mr. McNally. 27 

A. There are three areas in Mr. McNally’s rebuttal testimony to which I will respond. 28 

First I will respond to his comments upon the GDP growth rate and risk-free rate.  29 

Second, I will respond to his comments upon the financial risk of Illinois American 30 

Water Company (“IAWC”). Third, I will respond to his discussion of the relative 31 

financial risk of IAWC. Finally, I will respond to the section entitled “Ms. Ahern’s 32 

Response to My Criticisms.”  33 

Q5. Please comment upon Mr. McNally’s discussion of the GDP growth rate 34 

and risk-free rate. 35 

A. On lines 21 – 23 of ICC Staff Exhibit 11.0, Mr. McNally states that U.S. Treasury 36 

yields are the cost of capital for U.S. Treasury securities and that I am “arguing 37 

that the cost of capital of a U.S. Treasury security is inconsistent with the 38 

prospective nature of the cost of capital.”  I agree that yields on U.S. Treasury 39 

securities are the cost of capital for those securities, as I utilize the consensus 40 

forecasted yield on 30-year U.S. Treasury notes as the risk-free rate in my capital 41 

asset pricing model (CAPM). My comments concerning the inconsistency of 42 

recent spot yields on U.S. Treasury securities with the prospective nature of the 43 

cost of capital and ratemaking as well as the Efficient Market Hypothesis (“EMH”) 44 

were intended to highlight that the use of recent yields is historical in nature. 45 

Forecasts of the yields on U.S. Treasury securities are readily available based 46 

upon a consensus of approximately 50 of the country’s leading economists from 47 

Blue Chip Financial Forecasts.  As soon as those forecasts are publicly available, 48 

under the EMH, they are immediately assimilated by investors.  Consequently, 49 
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their use is preferable for both cost of capital and ratemaking purposes as 50 

discussed at length in both IAWC Exhibit 8.00 and IAWC Exhibit 8.00R1. 51 

  On lines 35 - 36 of ICC Staff Exhibit 11.0, Mr. McNally asserts that 52 

forecasts of U.S. Treasury yields “do not directly reflect investors’ expectations, 53 

but are merely proxies for those expectations.” I emphatically disagree. The use 54 

of those consensus forecasted yields on U.S. Treasury securities immediately 55 

impacts investors’ expectations and therefore the market prices they are willing 56 

to pay for common stocks. Contrary to Mr. McNally’s view, such forecasts are no 57 

more expectations of expectations (“the expectations investors might have at 58 

some point in the future” (lines 49 – 50 of ICC Staff Exhibit 11.0)), than are the 59 

Zacks’ long-term forecasts of earnings per share (“EPS”) growth utilized by both 60 

Mr. McNally and myself in our discounted cash flow (“DCF”) analyses. Hence, 61 

like Zacks’ long-term forecasts of EPS growth, Blue Chip Financial Forecasts 62 

should be used for cost of capital and ratemaking purposes. 63 

Q6. Mr. McNally claims that your calculation of the implied 20-year forward U.S. 64 

Treasury yield of 5.62% is incorrectly calculated. Please comment. 65 

A. Mr. McNally is correct, but not for the reasons he has stated on lines 63 – 71 of 66 

ICC Staff Exhibit 11.0.  The 5.62% was calculated using the following formula: 67 

20f10 = [ ( 1 + 30r0 ) 28.75  / ( 1 + 10ro ) 8.75 ] 1 / 18.75 – 1 68 
 69 

  Where: 20f10 = the implied 20-year forward U.S. Treasury rate in ten 70 
years;   71 

    30r0 =  5.0%, the forecasted 30-year U.S. Treasury rate for the 72 
4th quarter 2010, approximately 1 ¼ years into the future; 73 

    10r0 = 4.4%, the forecasted 10-year U.S. Treasury rate for the 4th 74 
quarter 2010, approximately 1 ¼ years into the future. 75 
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 76 
 In calculating a “corrected” 20-year forward U.S. Treasury yield in ten 77 

years of 5.37%, Mr. McNally ignored the fact that the  5.0% and 4.4% Blue Chip 78 

Financial Forecasts yields were 1 ¼ years into the future.  However, in 79 

corroborating his calculation of the 5.37%, I discovered that my calculation of the 80 

5.62% was incorrect in that I did not adjust the 5.0% or 4.4% upward as indicated 81 

in Mr. McNally’s Forward Treasury Yields Implied.xls file provided as a work 82 

paper to ICC Staff Exhibit 1.0.  When corrected, using Mr. McNally’s work paper, 83 

the 5.0% and 4.4% 30-year and 10-year U.S. Treasury securities forecast for the 84 

4th quarter 2010 by Blue Chip Financial Forecasts imply a 20-year forward U.S. 85 

Treasury security yield of 5.70% using the above formula.  This makes the 86 

corrected DCF result for his Utility Group, upon which he relied exclusively in 87 

formulating his recommended 10.38% common equity cost rate for IAWC, 88 

11.55%. Mr. McNally is indeed correct that the DCF based upon the EIA GDP 89 

forecast is 10.99% for his Utility Group. 90 

 The 11.55% and 10.99% corrected DCF results, when coupled with the 91 

corrected CAPM analysis of Mr. McNally for his Utility Group of 10.21% (IAWC 92 

Exhibit 8.00R1, lines 82 – 96) result in a range of common equity cost rate of 93 

10.88% to 10.60%1 before any adjustment for IAWC’s greater relative financial 94 

and business risks. 95 

                                            
1 10.88% = (11.55% + 10.21%  )/ 2)  and 10.60% =  (10.99% + 10.21% ) / 2. 
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Q7. On lines 81 – 164 of ICC Staff Exhibit 11.0, Mr. McNally criticizes your 96 

opinion that if IAWC had bonds which were rated, they would likely be 97 

rated at the bottom of the Baa / BBB or top of the Ba / BB bond rating 98 

categories by Moody’s and Standard & Poor’s (“S&P”), respectively.  99 

Please comment. 100 

A. Specifically, Mr. McNally states that the credit rating I have “assumed” for his 101 

Utility Group is overstated and that my “conclusion regarding the presumed credit 102 

rating of IAWC is understated.” (lines 90 – 93 of ICC Staff Exhibit 11.0) First, I 103 

have not “assumed” a credit rating for his Utility Group.  Mr. McNally 104 

acknowledges, as do I, that the Utility Group’s credit rating is BBB, which is 105 

shown along with its S&P bond rating of BBB+ on page 1 of Schedule 8.06R1.  106 

Because bond yields are based upon bond ratings and not credit ratings, it is 107 

imperative that any financial risk adjustment based upon those yields be based 108 

upon bond rating differences between IAWC’s likely bond rating and the bond 109 

rating of the Utility Group. 110 

  Mr. McNally’s argument fails on two points.  First, my opinion of the likely 111 

credit rating of IAWC is not understated, especially given S&P’s enhanced 112 

business risk / financial risk matrix and 2004 - 2008 financial data for IAWC 113 

provided in IAWC Exhibit 8.00R2, as discussed at lines 565 – 571 of IAWC 114 

Exhibit 8.00R2: 115 

  After reviewing financial metrics for IAWC updated for 2008 on 116 
page 1 Schedule 8.05R2 and S&P’s expanded business 117 
risk//financial risk matrix on page 5, it is still my opinion that if 118 
IAWC had long-term debt which was rated by Moody’s or S&P, it 119 
would likely be rated at the bottom of the Baa//BBB category or 120 
possibly at the top of the Ba//BB category (the latter being below 121 
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investment grade), with a likely S&P business position of strong 122 
and a financial risk profile of aggressive to highly leveraged.   123 

 Second, since the credit rating and bond rating of American Water Capital Corp. 124 

(“AWCC”) are both BBB+, it is a reasonable assumption that IAWC’s likely bond 125 

rating and credit rating are identical. Therefore, the correct comparison is IAWC’s 126 

likely bond rating of a low Baa / BBB or high Ba / BB, with the Utility Group’s 127 

Baa1 / BBB (Schedule 8.06R, page 1).  In addition, because the 21 basis point 128 

adjustment represents two-thirds (2/3) of the 32 basis point spread between 129 

Moody’s A and Baa rated public utility bonds (lines 158 – 174 of IAWC Exhibit 130 

8.00R1) and there is no meaningful data for the yield differential between Baa 131 

and Ba rated public utility bonds, it conservatively measures the risk differential 132 

between the Utility Group’s Baa1 / BBB+ bond rating and IAWC’s likely low Baa / 133 

BBB or high Ba / BB bond ratings. 134 

  In view of the foregoing, the 21 basis point upward adjustment to Mr. 135 

McNally’s corrected common equity cost rate is indeed necessary to compensate 136 

IAWC for its higher financial risk relative to his Utility Group.  When a 21 basis 137 

point upward adjustment for financial risk is add to the range of common equity 138 

cost rates based upon Mr. McNally’s analysis as corrected above and in IAWC 139 

Exhibit 8.00R1, 10.88% to 10.60%, financially risk-adjusted common equity cost 140 

rates of 11.09% and 10.81% result2 141 

Q8. Do you have any comment regarding Mr. McNally’s comments on lines 166 142 

– 245 of ICC Staff Exhibit 11.0? 143 

                                            
2  11.09% = 10.88% + 0.21% and 10.81% = 10.60% + 0.21%. 
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A. Although I do not necessarily agree with his comments on lines 166 – 245 of ICC 144 

Staff Exhibit 11.0, I do have one comment regarding his citation to the Eugene F. 145 

Fama & Kenneth R. French article, “The Equity Risk Premium” (Journal of 146 

Finance, Vol. 57, No. 2).  Mr. McNally quotes the following from the article on 147 

lines 236 - 237:  “Claus and Thomas find that analyst forecasts are biased; they 148 

tend to be substantially above observed growth rates.” The bias in analyst 149 

forecasts to which Claus and Thomas referred was published in 2001, prior to the 150 

Securities and Exchange Commission’s (“SEC”) actions in 2002 and 2003 to 151 

eliminate and prevent analysts’ conflict of interest and any perceived upward bias 152 

in their growth forecasts as discussed in depth on lines 310 – 351 of IAWC 153 

Exhibit 8.00R1. 154 

Q9. Do you have any comment regarding Mr. McNally’s discussion of your 155 

business and financial risk adjustments on lines 249 – 291 of ICC Staff 156 

Exhibit 11.0? 157 

A. Yes.  I have previously discussed, both in this surrebuttal testimony as well as in 158 

IAWC Exhibit 8.00R1, the necessity for a financial risk adjustment.  Therefore, I 159 

will not repeat it here.  However, I will address Mr. McNally’s comments on a 160 

business risk adjustment for IAWC.  On lines 256 – 258 of ICC Staff Exhibit 11.0, 161 

he states that “any estimate of IAWC’s ‘market capitalization’ is clearly 162 

hypothetical.”  This is incorrect.  To estimate IAWC’s market capitalization based 163 

upon the market-to-book ratios of the proxy group companies is no more 164 

hypothetical than using the market data of that very same proxy group to arrive at 165 

a cost rate of common equity applicable to IAWC because IAWC’s is not directly 166 
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observable because there is no market data for IAWC. In other words, if the 167 

market data of a proxy group or groups is appropriate for cost of capital purposes 168 

for IAWC, that market data is also appropriate to use to estimate a market 169 

capitalization for IAWC. 170 

  Second, as discussed in more detail below, both my direct and rebuttal 171 

testimonies (IAWC Exhibit 8.00 and IAWC Exhibit 8.00R1), the business risk 172 

adjustment is not based exclusively upon IAWC’s small size relative to the proxy 173 

companies.  It also reflects other risk factors, including, regulatory risks specific 174 

to Illinois, the availability and quality of IAWC’s water supply, as well as its 175 

concentration of sales for resale customers (lines 399 – 449 and 1050 – 1052 of 176 

IAWC Exhibit 8.00). 177 

  Third, Mr. McNally’s “criticism” that “researchers have observed a small 178 

size effect, is an empirical finding, not a theory of financial security valuation” 179 

(lines 262 -263 of ICC Staff Exhibit 11.0) demonstrates a misunderstanding of 180 

what a theory is.  The American Heritage Dictionary defines the word “theory” as 181 

the following: 182 

 1. a. Systematically organized knowledge applicable in a relatively 183 
wide variety of circumstances, esp. a system of assumptions, 184 
accepted principles, and rules of procedure devised to analyze, 185 
predict, or otherwise explain the nature or behavior of a specified 186 
set of phenomena. 187 

 b. Such knowledge or such a system distinguished from experiment 188 
or practice. 189 

 2. Abstract reasoning; speculation. 190 
 3. An assumption or guess based on limited information or 191 

knowledge.   192 
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  In other words, a theory is designed to explain a set of empirical 193 

observations, by identifying the observations as a class of phenomena and then 194 

making assertions about the underlying reality which explains the phenomena. In 195 

view of the foregoing, because the small-firm effect is an observable phenomenon 196 

and premiums have been identified with the phenomenon, it is entirely appropriate 197 

and necessary to reflect any added risk due to size in the development of a 198 

common equity cost rate applicable to IAWC. 199 

  Fourth, Mr. McNally himself, while asserting that he “does not ignore that 200 

the use of funds is the pertinent risk factor” has himself ignored the financial 201 

theory discussed in IAWC Exhibit 8.00R1 at lines 449 – 492. To summarize, 202 

IAWC’s position as a “small part” (as acknowledged by Mr. McNally on line 289 of 203 

ICC Staff Exhibit 11.0) of the larger American Water Works Company, Inc. 204 

(“AWW”) holding company mitigates IAWC’s risk through such items as a lower 205 

debt cost rate, but does not eliminate it.  It is the rate base of IAWC, and IAWC 206 

alone, to which the overall rate of return set in this proceeding will be applied.  It is 207 

not AWW’s consolidated rate base.  In addition, the risk of IAWC’s rate base is 208 

independent of the ownership of that rate base. Were AWW to spin-off IAWC in an 209 

initial public offering (IPO), the only thing that would change would be the owners 210 

of the common stock and not the risk of the rate base.  Finally, Mr. McNally is 211 

incorrect in his statement on lines 285 – 286 of ICC Staff Exhibit 11.0 that “IAWC’s 212 

common equity investors and AWW’s common equity investors are one and the 213 

same.” AWW’s common shareholders own stock certificates which bear the name 214 
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of AWW, the consolidated entity, not IAWC.  The sole shareholder of IAWC is 215 

AWW itself. 216 

  In view of all the foregoing, a business risk adjustment to the cost rate of 217 

common equity derived from Mr. McNally’s Utility Group is indeed warranted for 218 

IAWC. 219 

Q10. What would Mc. McNally’s corrected range of common equity cost rate be 220 

when adjusted for both IAWC’s greater financial and business risks are 221 

reflected. 222 

A. Mr. McNally’s corrected range of common equity cost rate when adjusted for both 223 

IAWC’s greater financial and business risks would be 11.24% - 10.96%, with a 224 

midpoint of 11.10%. 225 

IV. RESPONSE TO REBUTTAL TESTIMONY OF MR. GORMAN 226 

Q11. Please comment on the Rebuttal Testimony of Mr. Gorman. 227 

A. There are two areas in Mr. Gorman’s rebuttal testimony to which I will respond.  228 

First I will address his discussion relative to S&P’s Research Update:  “Rating on 229 

American Water Works, Capital Corp. Affirmed at ‘BBB+’; $50M Sr. Notes Rated 230 

‘BBB+’, November 14, 2008.  Second, I will respond to his discussion relative to 231 

IAWC’s “higher investment risk.” 232 

 233 
Q12.  234 

 235 

A.  236 

 237 
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 239 

 240 

 241 

 242 

 243 

 244 

 245 

 246 

 247 

 248 

 249 

 250 

 251 

 252 

 253 

 254 

 255 

 256 

 257 

 258 

 259 

 260 
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 261 

 262 

 263 

 264 

 265 

 266 

 267 

 268 

 269 

Q13.  270 

 271 

 272 

 273 

A.  274 

 275 

 276 

 277 

 278 

 279 

 280 

 281 

 282 



IAWC Ex. 8.00SR (Rev.) 

 -13-  
 

 283 

 284 

 285 

 286 

 287 

 288 

 289 

 290 

 291 

 292 

 293 

Q14. Please comment upon Mr. Gorman’s discussion relative to S&P’s Research 294 

Update:  “Rating on American Water Works, Capital Corp. Affirmed at 295 

‘BBB+’; $50M Sr. Notes Rated ‘BBB+’, November 14, 2008. 296 

A. Mr. Gorman claims that I have “overlooked” or “ignored” certain comments.  I am 297 

fully aware of S&P’s comments relative to AWW and American Water Capital 298 

Corp. (AWCC), including his citation at lines 147 – 155 of IIWC Exhibit 3.0.  The 299 

purpose of my discussion at lines 715 -737 of IAWC Exhibit 8.00R2 was to 300 

emphasize that Mr. Gorman’s citations from S&P in IIWC Exhibit 1.0 only 301 

encompass a discussion of business risk profiles and “overlooks” or “ignores” 302 

S&P’s discussions of AWW’s financial risk profile. Since total risk is the sum of 303 

business and financial risk, any discussion of one without the other is incomplete, 304 

including his citation on lines 147 – 155 of IIWC Exhibit 3.0.  In fact, the 305 
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November 14, 2008 S&P Research Update cited there, as well as the more 306 

recent September 16, 2009 Research Update, states the following after the 307 

citation on lines 147 – 155: 308 

AWW’s aggressive financial profile, uncertainties associated with 309 
planned equity offerings, elevated capital-spending requirements 310 
for infrastructure replacement, increased compliance costs with 311 
water-quality standard, and the company’s reliance on acquisitions 312 
to provide growth partly offset these strengths. 313 

*  *  * 314 
The uncertainties associated with the timing of the company’s rate 315 
cases and the substantially higher capital plans are significant risks 316 
that may prevent adequate improvements to the company’s 317 
financial profile. 318 

      319 

 Regarding AWW’s “Outlook”, S&P states the following in the September 320 

16, 2009 Research Updates, which echoes the November 14, 2008 Research 321 

Update: 322 

The stable outlook on AWCC and AWW reflects our expectation 323 
that the company will receive supportive rate increases over the 324 
next three years to address rising costs and increased capital 325 
spending plans.  .  .  . We could revise the outlook to negative if 326 
financial performance stalls or deteriorates, which could result from 327 
substantial debt-financing of capital expenditures or acquisitions, 328 
such that FFO to debt falls below 9% The outlook would also go to 329 
negative if rate increases of allowed returns are set at levels 330 
substantially below the requested figures and rate cases take 331 
significantly longer to be resolved than currently expected.  We 332 
could revise the outlook to positive if higher-than-expected rate 333 
increases or favorable cost recovery mechanisms allow for 334 
adjusted FFO to total debt of closer to 12% and adjusted leverage 335 
between 50% and 55%. 336 
 337 

   In view of the foregoing, it is not appropriate to selectively cite S&P 338 

regarding business risk profiles and not to recognize S&P’s discussions relative 339 
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to AWW’s financial risk profile.  To do so presents an incomplete perspective and 340 

selective interpretation of S&P’s analysis of AWW’s or AWCC’s  total risk. 341 

  Finally, at lines 189 – 193 of IIWC Exhibit 3.0, Mr. Gorman discusses 342 

“limitations” on AWW’s “capital structure and liquidity caused by the ongoing 343 

public divestiture of AWW stock by its previous majority shareholder, RWE AG.”  344 

On November 16, 2009, AWW announced an offering of 37.4 million shares of 345 

common stock by a subsidiary of RWE AG with a 30-day option granted to the 346 

underwriters to purchase up to 3.7 million additional shares.  Upon the issuance 347 

of these 3.7 million common shares, RWE AG will have completed it divesture of 348 

AWW. On November 17, 2009, S&P announced “that its ratings and outlook on 349 

American Water Works Co., Inc. (AWW; BBB+/Stable/A-2) and its subsidiaries 350 

are not affected following the announced offering of more than 37 million shares 351 

of common stock by RWE A.G.”3 352 

Q15. Do you have any comment regarding Mr. Gorman’s discussion at lines 348 353 

– 363 relative to IAWC’s greater business risk? 354 

A. Yes.  First, to reiterate, my 15 basis point upward adjustment to IAWC’s common 355 

equity cost rate is not based exclusively upon IAWC’s small size relative to the 356 

proxy companies.  As stated previously, it also reflects other risk factors, 357 

including regulatory risks specific to Illinois, the availability and quality of IAWC’s 358 

water supply, as well as its concentration of sales for resale customers (lines 399 359 

– 449 and 1050 – 1052 of IAWC Exhibit 8.00).  Because there is no empirical 360 

way to quantify the added common equity risk due to these factors, I utilized the 361 
                                            
3 Standard & Poor’s Bulletin:  “Rating On American Water Works Co. Inc. Not Affected By Common Stock 
Offering” , November 17, 2009. 
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Ibbotson (Morningstar) size premium study as an indication of the magnitude of a 362 

business risk adjustment.  And, since the Ibbotson size premium study indicates 363 

the risk premiums associated exclusively with size and since I did not reflect the 364 

full magnitude of the premiums from the study, a business risk adjustment of 365 

0.15% is both reasonable and imminently conservative. 366 

  Second, as also discussed previously, IAWC’s status as a wholly-owned 367 

subsidiary of the larger American water Works Company, Inc. (“AWW”) holding 368 

company mitigates IAWC’s risk through such items as a lower debt cost rate, but 369 

does not eliminate it.  It is the rate base of IAWC, and IAWC alone, to which the 370 

overall rate of return set in this proceeding will be applied.  It is not AWW’s 371 

consolidated rate base.  In addition, the risk of IAWC’s rate base is independent 372 

of the ownership of that rate base. 373 

V. RESPONSE TO REBUTTAL TESTIMONY OF MR. THOMAS 374 

Q16. Please comment on the Rebuttal Testimony of Mr. Thomas. 375 

A. There are two areas in Mr. Thomas’ rebuttal testimony to which I will respond.  376 

First I will address his recommendation that the Commission take a long-term 377 

view of the capital markets while ignoring recent short-term fluctuations.  Second, 378 

I will respond to his claim that I suggest that the Commission adjust IAWC’s 379 

common equity return for the “differences in market and book ratios.” 380 

Q17. On lines 58 – 73 of CUB Exhibit 2.0, Mr. Thomas discusses long-term and 381 

short-term capital markets.  Please comment. 382 

A. Specifically, Mr. Thomas states on lines 58 and 59 of CUB Exhibit 2.0, that “the 383 

Commission has to take a long-term view of the capital markets.”  This is true as 384 
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the cost of capital, including common equity cost rate, is a long-term concept. Mr. 385 

Thomas is also correct when he states that “short-term uncertainty might 386 

potentially increase costs” (line 61), with such short-term uncertainty evident 387 

during the recent recession and capital market turmoil as well as going forward 388 

since the length and pace of the emerging economic recovery are uncertain and 389 

not likely to be smooth and continuous.  Mr. Thomas then states on lines 61 – 63 390 

of CUB Exhibit 2.0 that “the Commission’s task is to determine that the allowed 391 

rate of return on common equity for regulated companies like IAWC is sufficient 392 

for the period that rates will be in effect.”  This is also true.  The rates set in 393 

IAWC’s current proceeding are likely to be in effect for two years.  While the cost 394 

of capital is a long-term concept, it must be recognized that IAWC must attract 395 

long-term capital in the short term; during the current, uncertain economic 396 

recovery when, as Mr. Thomas states, the short-term uncertainty might 397 

potentially increase costs.  The Commission needs to be mindful of such 398 

uncertainty related increasing capital costs, as well as the current uncertain 399 

economic environment where IAWC’s capital costs are indeed rising as well as 400 

the previously cited statements of S&P regarding AWW’s outlook as well as 401 

business and financial risk profiles.  Taking a long-term view of capital markets, 402 

while recognizing short-term uncertainty and the resulting increase in capital 403 

costs, will ensure a return on common equity consistent with the principles 404 

established in the Hope4 and Bluefield5 cases regarding the maintenance of 405 

financial integrity and the ability to attract capital. 406 

                                            
4      Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
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Q18. Please respond to Mr. Thomas’ assertion that you have suggested “that the 407 

Commission should deviate from its previous practice of not adjusting 408 

returns for differences in market and book ratios.” (lines 230 – 232 of CUB 409 

Exhibit 2.0) 410 

A. Apparently, Mr. Thomas misunderstands my business risk adjustment which has 411 

been discussed at length in IAWC Exhibit 8.00, IAWC Exhibit 8.00R1 and IAWC 412 

Exhibit 8.00R2 as well as previously in this surrebuttal testimony.  I won’t repeat 413 

the entire discussion here, but will state that the use of market-to-book ratios was 414 

simply to estimate IAWC’s market capitalization if it had common stock which 415 

was traded at the average market-to-book ratios of the proxy groups.  However, I 416 

do need to make it perfectly clear that the business risk adjustment is not an 417 

adjustment for the differences in market to book ratios.  In addition, nowhere in 418 

IAWC Exhibit 8.00, IAWC Exhibit 8.00R1, IAWC Exhibit 8.00R2 or in this 419 

surrebuttal testimony do I suggest that the Commission adjust the return for 420 

market to book ratios. 421 

VI. CONCLUSION 422 

Q19. In view of all the foregoing and your review of Mr. McNally, Mr. Gorman, 423 

and Mr. Thomas, what do you conclude? 424 

A. My original recommendation, based on data as of time of my direct testimony, 425 

was that IAWC’s common equity cost rate was no lower than 12.25%.  Based on 426 

review of the testimonies of the witnesses above, I conclude that a range of 427 

                                                                                                                                             
5      Bluefield Water Works Improvement Co. v. Public Serv. Comm'n, 262 U.S. 679 (1922). 
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common equity cost rates of 10.70% - 11.10%, with a midpoint of 10.90%, is not 428 

in excess of a reasonable rate of return. 429 

Q20. Does that conclude your surrebuttal testimony? 430 

A. Yes. 431 

 432 


