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REPLY BRIEF OF THE CITIZENS UTILITY BOARD 
 

Pursuant to Section 200.800 of the Rules of Practice of the Illinois Commerce 

Commission (“Commission” or “ICC”), 83 Ill. Admin. Code 200.800, and the briefing schedule 

set by the Administrative Law Judge (“ALJ”), the CITIZENS UTILITY BOARD (“CUB”), by 

its attorney, submits its Reply Brief on the issue of Illinois American Water Company’s 

(“IAWC” or the “Company”) proposed cost of equity capital in this proceeding. Nothing in the 

briefs of IAWC or Staff of the Illinois Commerce Commission (“Staff”) warrants a deviation 

from CUB’s recommended cost of equity.  Using the capital structure recommended by AG/Joint 

Municipalities witness Ralph Smith, and incorporating the adjustments to cost of equity estimate 

recommended by Mr. Thomas, the Company’s weighted average cost of capital is 6.62%. 

Cost of Equity 

IAWC has proposed a cost of common equity of 10.90% based on the analysis of Ms. 

Pauline Ahern, who used both the Discounted Cash Flow (“DCF”) and Capital Asset Pricing 

Models (“CAPM”) in her analysis.  IAWC Initial Brief at 85.  Ms. Ahern estimated a range of 

common equity cost rates of 10.70 % to 11.10% with a midpoint of 10.90% and concluded that 

midpoint was “not in excess of a reasonable rate of return.”  Id.  

The results of the DCF and CAPM models are only as strong as the assumptions used in 

their calculations.  As IAWC notes, since 2007 America has been in a recession, and since 2008 
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there has been a “market free fall.”  IAWC Initial Brief at 100.  At such a time, the assumptions 

that have traditionally been relied upon must be re-examined.   

The Commission’s task here is not to simply find a midpoint between Company analyses.  

The Commission must determine what would be fair compensation for investors, and balance 

that with the interests of customers in avoiding excessive or unreasonable returns in the utility’s 

rates.  The standard is clear: regulated utilities are entitled to the opportunity to earn a fair return 

on their prudent and reasonable investment that is commensurate with the returns earned by other 

firms of comparable risk.  CUB Initial Brief at 4.  What is at issue in this case is how to evaluate 

that comparable risk, and how to determine what investors would think is a fair return.   

 

i. Economic Growth Projections Should be Based on Historical Data 

CUB witness Chris Thomas performed a multi-stage (three stages) growth analysis that 

relied upon historical retention growth and assumed that, for the short-term at least, companies 

used in IAWC’s sample would grow at their internal average growth rate over the last five years.  

CUB Ex. 1.0 at 9.  This was a change from the DCF analysis he has performed in other rate 

proceedings in recent year, which assumed constant growth.  Id.  The reason for the change was 

to acknowledge that investors were focused on short-term changes in the equity markets while at 

the same time acknowledging that over the long run investors expect the entire economy to grow.  

Id.  IAWC does not challenge these assumptions but instead argues that reliance upon “historical, 

sustainable, fundamental growth is inconsistent with the prospective nature of both ratemaking 

and the cost of capital.”  IAWC Initial Brief at 98.  The Company instead would have the 

Commission look only at investment analyst projections.  IAWC Initial Brief at 98-99 (arguing 

there was no need for the Commission to reconsider use of analyst growth forecasts).   
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Using historic growth to project future growth isn’t inconsistent with ratemaking 

principles as the Company maintains.  Growth rates used in the DCF model should accurately 

reflect the growth investors actually expect to occur.  CUB Ex. 1.0 at 15.  Mr. Thomas’ 

testimony provides the Commission with three simple criteria to judge for itself: 

• Earnings growth rate inputs must be reasonable in light of anticipated growth in GDP; 

• The long-term growth rate must not implicitly require continued earnings above the 

regulated firm’s cost of equity, as derived in the analysis; and  

• The long-term growth rates must not require dividend payout ratios that are not 

consistent with the capital expenditure growth rate and the return on equity. 

CUB Ex. 1.0 at 12. 

One indicator of investor expectation in that area is the dividend payout ratio; that is, the 

ratio of dividends paid out by a company to the total earnings of the company.  Id.  As IAWC 

noted, Mr. Thomas based his analysis of dividend payout ratios on Value Line information, and 

he concluded that the dividend payout ratio for IAWC’s selected proxy group was expected to 

decline.  Id.  Moreover, as Mr. Thomas concluded in his analysis, Ms. Ahern is essentially asking 

the ICC to accept an analysis that anticipates that companies in IAWC’s selected proxy group 

grow at a rate that is 260% greater than they have in the past.  CUB Ex. 2.0 at 4.  Analysts tend 

to be optimistic about future growth and produce forecasts that are upwardly biased.  CUB Ex. 

1.0 at 13.1  This upward bias translates into DCF cost of capital estimates that are above the true 

required cost of capital.  Id.   

                                                            
1 A discussion of the financial literature can be found in CUB Ex. 1.0 at 13-14.   
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The Commission must reject such an analysis.  Mr. Thomas’ analysis, based on how fast 

those companies have actually grown, provides a reasonable alternative the Commission should 

instead adopt.   

IAWC further argues that even nominal growth in gross domestic product (“GDP”) is not 

an appropriate proxy for long-term utility growth because there is no evidence from historical 

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

forward can be expected to converge toward GDP growth as a whole.  IAWC Initial Brief at 99.   

The Company is correct that real GDP growth does not evaluate the effect of inflation on 

GDP.  CUB Ex. 2.0 at 6.  However, Mr. Thomas already assumed that growth for the sample 

companies will increase 35% above its historic level (from 2.56% to 3.47%) by relying on 

historic real GDP growth in the last stage of his analysis.  Id.  Using nominal GDP instead of real 

GDP increases the DCF growth projections by 75%.  CUB Ex. 2.0 at 7.  There is no evidence in 

the record to demonstrate how such growth would be achieved or sustained by IAWC’s selected 

proxies.  Id.  The Commission should not accept this projection without the required evidence 

demonstrating how such growth can be sustained.   

 

ii. Investment Risk Projections Should Be Based on Comparable Risk 

The “beta question” is fundamentally a question of risk: how risky does the Commission 

think an investment in IAWC is as compared to other stock market investments?  It represents 

the degree to which the price of a stock moves with the overall market, or the volatility of an 

individual stock compared to the volatility of the market.  CUB Ex. 1.0 at 28.  The closer to 1.0, 

the more perfect a match between a stock’s risk and overall market risk.  Id.   
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As IAWC notes, Mr. Thomas objects to the use of adjusted betas in CAPM analysis, but 

readily acknowledges that the Commission has traditionally relied upon adjusted betas in 

arriving at a common equity cost rate for utilities under its jurisdiction.  IAWC Initial Brief at 

100.  The present case illustrates exactly why such reliance must be re-examined.  As Mr. 

Thomas testified, relevant market changes in this case include a fall in stock prices of over 50% 

from the fall of 2007 through March 2009 at the same time as investor demand for shares of low-

risk stocks increases.  CUB Initial Brief at 5.  If the Commission accepts Value Line’s adjusted 

beta, as the Company suggests, the Commission is concluding that utility companies over time 

become as risky as other companies – in effect, that a regulated monopoly utility with one parent 

company and stockholder which can modify its earnings through a process just like this rate case 

is as risky as those companies that compete against each other for customers and profits.   The 

facts in this case lead to a different conclusion.  The beta of utility companies has not been 

shown to move towards the beta of other non-utility companies.  CUB Ex. 1.0 at 13.  Similarly, 

utility betas have not been shown to trend to a beta of 1.0.  Id.  The Company’s proposal should 

be rejected, and unadjusted beta measurements should be used to evaluate IAWC’s risk relative 

to other investments. 

Investors’ evaluation of risk can also be judged by the equity market risk premium 

(“EMRP”), the premium investors expect when they take on the risk of an investment in the 

market portfolio.  CUB Ex. 1.0 at 32.  By rejecting Ms. Ahern’s derivation of the EMRP, the 

Company argues that Mr. Thomas “effectively rejects the Commission’s derivation of the 

EMRP, since the Commission relied upon the CAPM analyses of both Ms. Ahern and Staff in 

IAWC’s last rate case, Docket 07-0507.”  IAWC Initial Brief at 100.  The question before this 

Commission is not whether Mr. Thomas agreed with its prior decision, a decision which is not in 
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any event binding upon this case.  The question is whether the record in this proceeding provides 

evidence to back the Company’s assertion that investors would expect an additional 10.32% 

return for an investment in IAWC.  The historic record, financial theory, and prospective 

estimates based on stock prices and growth expectations, all indicate that the future equity 

premium in developed capital markets is likely to be between 3 and 5%.2  Id.; CUB Ex. 1.0 at 34.  

The Commission in this case should reject the Company’s proposal to inflate its cost of common 

equity by inflating its comparable risk. 

 

iii. The Commission Should Reject IAWC’s Business Risk Adjustment Because  

IAWC states that because no proxy group can be found which is identical in risk to 

IAWC, the proxy group results must be adjusted to reflect differences in risk profiles.  IAWC 

Initial Brief at 86.  The proxy group in question are six water utility companies, chosen because 

they “are engaged in the exact same service – provision of water-utility services” as IAWC.  Id.  

While CUB does not challenge the fact that differences in risk profile may be present, CUB also 

agrees with IAWC it would be difficult to predict what those differences might be, since as the 

Company acknowledges IAWC itself has not been rated by a credit rating agency.  The 

Company offers no evidence to demonstrate why IAWC’s risk profile might be different than 

that of its proxy group water utilities.  IAWC offers only conclusions that it has a strong business 

risk profile, and that its financial profile is between “highly-leveraged” and “aggressive,” 

primarily because of its relatively high debt to capitalization ratio.  IAWC Initial Brief at 75.   

IAWC asserts that the water and wastewater companies face significant risks related to 

aging transmission and distribution systems which have low depreciation rates, operate in a 

capital intensive industry, and must spend more on security to protect the water supply and 
                                                            

2 Enrique Arzac, Valuation for Mergers, Buyouts, and Restructuring, John Wiley and Sons, 35 (2005). 
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infrastructure from potential terrorist attacks.  IAWC Initial Brief at 87-88.  The Company goes 

onto characterize itself as facing “extraordinary business risk” due to its geographic location and 

service territory, its small size, the fact it has to comply with environmental regulations at both 

the state and federal level, the source and quality of its water supply and finally the fact its 

customers can discontinue service.  IAWC Initial Brief at 88-89.   

As Staff pointed out, Ms. Ahern failed to establish that IAWC’s business risk is any 

higher than that of the companies in the samples.  Staff Initial Brief at 38. The only basis 

provided for the Commission to consider was an application of an Ibbotson study to the 

difference in size between the market values of her proxy groups and a hypothetical estimate of 

what IAWC’s market value would be if it were traded.  Id.  There is nothing there for the 

Commission to conclude a size premium is warranted for utility companies specifically because 

the Ibbotson study includes the entire population of NYSE, AMEX, and NASDAQ-listed 

securities, which are heavily weighted with industrial stocks.  Staff Initial Brief at 39.  (IAWC 

Ex. 8.00 (Rev.), Schedule 8.01 at 6.)  Accordingly, the Commission has rejected such size-based 

risk adjustments in multiple cases – including the most recent IAWC rate case, which the exact 

same type of “business risk adjustment” was presented.  Id.   

The Company asserts that what was rejected in that case was a “financial leverage 

adjustment” analysis of the perceived difference in the financial risk contained in a market-value 

capital structure relative to a book value capital structure.  IAWC Initial Brief at 102-103.  They 

claim that is not what Ms. Ahern’s adjustment is here.  However, as Mr. Thomas points out, the 

two adjustments look suspiciously alike.  The Ibboston study examines market to book ratios, as 

Staff notes in its Initial Brief.  Staff Initial Brief at 38.  As Mr. Thomas noted, there is no new 
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evidence offered by IAWC to show why the Commission should not reach the same conclusion 

it did as the last time: 

The Commission does not agree that an adjustment to the market 
required return on common equity is necessary to reflect the 
difference in financial risk between book value and market value 
capital structures. Therefore, we reject the Utilities’ financial 
leverage adjustment to their DCF results and their proposal to 
impose a similar leveraging adjustment to the betas used in their 
CAPM analysis.  Feb 5, 1008 Order at 95-96 (footnotes omitted). 

 
CUB Ex. 1.0 at 42-43 (emphasis added), citing Final Order at 95-96, Peoples Gas Light and 

Coke Co. and North Shore Gas Company proposed general increase in natural gas rates, ICC 

Dockets No. 07-0241 and 07-0242, consolidated, February 5, 2008 (PGL-NS Final Order). 

Ms. Ahern has presented no new evidence or financial theory that makes the 

Commission’s analysis in that case inapplicable here.  She has not shown that applying a market-

based cost of equity to the Company’s book value rate base has impeded IAWC’s ability to raise 

capital or to maintain their financial integrity.  CUB Ex. 1.0 at 43.  Nor has she presented any 

evidence that should persuade the Commission to depart from its long-standing practice of 

applying unadjusted market-based cost of equity measures to book value rate base.  The 

Commission is correct to reject attempts to inflate the cost of equity capital to maintain the 

Utilities’ market-to-book ratios above 1.0, and should do so now.  The factors IAWC points to as 

its “business risk” are the result of the fundamental business choices the Company made to offer 

water and wastewater service in Illinois. 

 

iv. The Commission Should Reject Any Financial Risk Adjustment 

Finally, the Company asks the Commission to compensate it for “financial risk” created 

by the introduction of senior capital, i.e., debt and preferred stock, into the capital structure.  
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IAWC Initial Brief at 89.  Ms. Ahern used predicted S&P and Moody’s bond ratings for IAWC’s 

long-term debt as a measure of the financial risk represented by IAWC, and concluded that 

IAWC would be rated at the bottom of the BBB/Baa or the top of the BB/Ba bond rating 

categories.  IAWC Initial Brief at 90.  She also estimated hat IAWC’s likely S&P credit rating 

would be at the bottom of the BBB or top of the BB credit rating category.  Id.  Once she 

compared this to actual average S&P and 1090 Moody’s bond and or credit ratings of the proxy 

groups are in the A bond credit rating category, she found that “IAWC has greater financial risk 

than the average company in either proxy group, and would therefore require an upward 

adjustment to its cost of common equity.”  Id.   

CUB witness Thomas concluded that such an adjustment is unwarranted since there is no 

evidence of what IAWC’s debt would be rated at were it actually to be rated by Moody’s and 

S&P.  CUB Ex. 1.0 at 39.  As Staff witness McNally’s utility peer group found that the average 

S&P corporate (i.e., issuer) credit rating for the companies in his Utility Group is BBB.  Staff 

Initial Brief at 33.  Where an issuer credit rating represents the general risk and overall financial 

condition of a firm, as a whole, a bond rating also considers factors specific to a given issue or 

type of issue, such as guarantees or securitizations enhancing the credit of that particular 

obligation.  Id.  Thus, Mr. McNally concluded, since Ms. Ahern’s adjustment is intended to 

reflect the risk of IAWC as a whole relative to that of the proxy utility group, the BBB issuer 

credit rating would be the appropriate rating to use in this application.  Id.  Moreover, since the 

S&P financial risk profile, the business risk profile, and the ratings matrix that form the basis for 

Ms. Ahern’s hypothetical rating for IAWC, relate to issuer credit ratings, the BBB issuer credit 

rating should also be used for consistency in comparing the credit rating of the Utility Group to 

the hypothetical credit rating for IAWC.  Staff Ex. 11.0 at 5-6.   
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Although S&P has assigned an “Excellent” business risk profile to every single water 

utility that it rates, including six of the eight water utilities in the proxy water samples, Ms. 

Ahern simply assumed a “Strong” business risk profile for IAWC, an assumption she did not 

explain much less support.  The S&P document Ms. Ahern cites as the basis for her adjustment 

explicitly states:  

[O]ur assessment of financial risk is not as simplistic as looking at 
a few ratios. It encompasses:  

  a view of accounting and disclosure practices;  
 a view of corporate governance, financial policies, and risk tolerance;  
 the degree of capital intensity, flexibility regarding capital expenditures 

and other cash needs, including acquisitions and shareholder 
distributions; and  

 various aspects of liquidity – including the risk of refinancing near-term 
securities.  

 
IAWC Schedule 8.05R2 at 6. 

Despite these caveats, Ms. Ahern compares actual credit ratings derived from S&P’s 

assessments of financial risk profiles to an estimated IAWC credit rating.  Even if that approach 

were acceptable, inferring a financial risk profile on a review of those three ratios is still a matter 

of interpretation.  Staff Initial Brief at 34.  To infer what credit rating S&P would ultimately 

assign that utility from the ratings matrix would still be speculative, since, as S&P repeatedly 

warns, “the financial benchmarks are guidelines, neither gospel nor guarantee.”  IAWC Schedule 

8.02 at 12; IAWC Schedule 8.05R2 at 5.  Ms. Ahern admits her estimate of IAWC’s financial 

risk profile and credit rating represents nothing more than her “opinion.”  (IAWC Ex. 8.00R2 at 

21.)  Ms. Ahern did not, and cannot, demonstrate that the “Aggressive” to “Highly Leveraged” 

financial risk profile she assumes is what S&P would likely conclude, much less that S&P would 

assign IAWC an issuer and bond rating of BBB-/BB+.  Staff Initial Brief at 35.  As such the 

Commission must reject any financial risk adjustment. 
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Recommended Overall Rate of Return  

Using the capital structure recommended by Mr. Smith, and incorporating the 

adjustments to cost of equity estimate recommended by Mr. Thomas, CUB continues to 

recommend a weighted average cost of capital is 6.62%, as shown on the table below. 

 
CAPITAL  AMOUNT  WEIGHT  CCOST  WEIGHTED COST 

Long‐Term Debt  $373,182   51.22%  6.28%  3.22% 

Short‐Term Debt  $23,738   3.26%  .46%  .001% 

Common Equity  $331,690   45.52%  7.44%  3.39% 

TOTAL  $728,610       6.62% 

 
CONCLUSION  

WHEREFORE, the Citizens Utility Board respectfully requests that the Commission 

adopt the recommended cost of capital of 6.62%, for the reasons described above. 

 

Respectfully submitted, 
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