
 
 

STATE OF ILLINOIS 
ILLINOIS COMMERCE COMMISSION 

 
 

ILLINOIS-AMERICAN WATER COMPANY  ) 
        ) Docket No. 09-0319 
Proposed general increase in water and    ) 
Sewer rates.       ) 
 
 
 
 

BRIEF ON EXCEPTIONS OF THE CITIZENS UTILITY BOARD 
 
 
 
 
 
 
 

 
Julie Soderna, Director of Litigation 
Kristin Munsch, Attorney 
Citizens Utility Board 
309 W. Washington St., Ste. 800 
Chicago, IL 60606 
Telephone (312) 263-4282 
jsoderna@citizensutilityboard.org 
kmunsch@citizensutilityboard.org 
 

 
 
 
 
 
Dated:  March 8, 2010 

 



 
 

STATE OF ILLINOIS 
ILLINOIS COMMERCE COMMISSION 

 
ILLINOIS-AMERICAN WATER COMPANY  ) 
        ) Docket No. 09-0319 
Proposed general increase in water and    ) 
Sewer rates.       ) 
 
 
 

BRIEF ON EXCEPTIONS  
OF THE CITIZENS UTILITY BOARD 

 
 

Pursuant to the Rules of Practice of the Illinois Commerce Commission (the 

“Commission” or “ICC”), 83 Ill. Admin. Code 200.830, and the briefing schedule set by the 

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

submits this Brief on Exceptions to the Proposed Order issued in this case on February 22, 2010 

(“Proposed Order” or “PO”).  This Brief on Exceptions addresses errors of law or fact in the 

Proposed Order and proposes language modifications to correct omissions or to provide needed 

clarifications.  In particular, CUB disputes the evidentiary support and reasoning underlying the 

Proposed Order’s determination of an appropriate cost of common equity and approved rate of 

return for Illinois American Water Company (“IAWC” or the “Company”).  CUB takes 

exceptions to the Proposed Order’s conclusions on these points, and recommends the ICC adopt 

the modifications proposed herein.   

ARGUMENT 
 

Exception No. 1:  IAWC’s cost of common equity should be set at 6.67% 
 

The Proposed Order rejects the conclusion of CUB witness Chris Thomas regarding the 

Company’s cost of common equity, characterizing his analyses as overly dependent on historic 

data, particularly with respect to the Discounted Cash Flow (“DCF”) model he presented.  PO at 

109.  The Proposed Order also concludes that adjusting the betas used in the Capital Asset 
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Pricing Model (“CAPM”) “properly reflects the effect of systematic or market risk on a forward 

looking basis.”  Id.  Mr. Thomas’ analysis is dismissed as “less reliable than those presented by 

other parties” because the Commission has previously rejected a model that includes unadjusted 

betas.  Id.   

These conclusions ignore the record evidence of dramatically changing market 

circumstances, circumstances which require the ICC to reexamine the financial analyses it uses 

to determine a company’s cost of capital.  The Public Utilities Act directs the Commission to (1) 

ensure that the cost of equity used to develop rates fairly compensates investors for their risk, 

and (2) assure that customers do not pay an excessive or unreasonable return in the utility’s rates.  

220 ILCS 5/9-211, 5/9-230.  The Commission must weigh the relative riskiness of the regulated 

company against the relative riskiness of other investments, a task complicated by the fact that 

the measure of a “fair” return changes over time as the debt and equity markets change.  CUB 

Initial Brief at 5.  In just the past two years, the relevant market changes include a fall in stock 

prices (as measured by the S&P 500) of more than 50% from the fall of 2007 through March 

2009.  CUB Ex. 1.0 at 5.  Though stocks have rebounded to some extent, as of September 2009 

they were still down 33%.  Id.  At the same time, investor demand for shares of low-risk 

companies such as utilities has increased.  Id.  Yields on risk-free investments, such as ten-year 

Treasury Bonds, were below 3% for most of 2009.  Id.  This financial climate – the worst since 

the Great Depression – requires the Commission to return to basics instead of simply repeating 

past approaches that ignore very different market circumstances.   

Mr. Thomas employed historical growth rates in his DCF analysis for one simple reason: 

past growth is the best proxy for future growth.  CUB Initial Brief at 10; CUB Ex. 2.0 at 5.  

Many researchers have found that analysts tend to be optimistic about future growth and produce 
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forecasts that are upwardly biased.  CUB Initial Brief at 8-10.1  The simple fact is the analysts’ 

forecasts that Ms. Ahern relied upon are significantly greater than historic internal growth 

actually experienced by the companies in the water sample.   

 Historic Internal Growth (b x r)  

2004  2005  2006  2007  2008 
Average 
by Co.  IAWC* 

American States Water  1.01%  2.70%  2.56%  3.79%  3.05%  2.62%  11.00% 

Aqua America Inc.   4.51%  4.89%  3.71%  3.14%  2.80%  3.81%  8.00% 

California Water Service Group   2.03%  2.15%  0.96%  1.84%  3.80%  2.16%  8.40% 

Middlesex Water Co.   0.82%  0.46%  1.28%  ‐0.26%  1.91%  0.84%  8.00% 

SJW Corp.   3.60%  4.64%  4.24%  3.39%  1.92%  3.56%  12.50% 

York Water Company   2.04%  2.90%  2.08%  2.69%  2.12%  2.37%  8.00% 

2.34%  2.96%  2.47%  2.43%  2.60%  2.56%  9.32% 

 

CUB Ex. 2.0 at 4, citing IAWC Ex. 8.09 at 1. 

The dramatic difference between historic growth and the forecasts made by analysts 

further supports the use of historic internal growth in the DCF model.  Id.  Ms. Ahern has failed 

to demonstrate how the Commission can possibly accept an analysis which anticipates that 

companies in the sample of comparable companies will grow at a rate that is 260% greater than 

they have in the past.  Id.  Financial information from typical financial industry sources, such as 

rating agencies, can be dramatically wrong and strongly biased – the Commission need only look 

to the example of Lehman Brothers’ “A” bond rating just before the largest collapse in financial 

history.  CUB Ex. 1.0 at 6.  To put it simply, there is no evidence to suggest that such a radical 

change in growth is sustainable or that it is a reasonable expectation to use when setting rates for 

regulated water utilities. 

Moreover, both Mr. Thomas and Staff witness Michael McNally agreed that the single-

stage, constant growth DCF analysis used by IAWC witness Pauline Ahern produced 

                                                            
1 A discussion of the financial literature can be found in CUB Ex. 1.0 at 13-14. 
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unreasonable results.  Mr. Thomas concluded the growth rates used by IAWC witness Ahern in 

her constant growth DCF analysis were significantly greater than what utilities have achieved in 

the past.  CUB Initial Brief at 9.  Mr. McNally concluded that a constant growth DCF would 

produce levels of growth beyond what could reasonably be expected.  Mr. McNally testified, the 

expected near-term growth levels for the Water Group (8.08%) and the Utility Group (5.18%) 

were, respectively, approximately 80% and 15% greater than the expected long-term growth of 

the overall economy, as measured by GDP growth (approximately 4.5%).  Staff Initial Brief at 

22.  Applying a single stage DCF model as Ms. Ahern did would be accepting the idea that one 

company could sustain a growth rate greater than that of the overall economy.  Id.  Since utilities 

in particular are generally below-average growth companies, the sustainability of an above 

average growth rate is particularly dubious.  Id.   

The Proposed Order further erred in adopting an adjusted beta in the CAPM analysis.  As 

Mr. Thomas testified, Ms. Ahern’s use of raw beta estimates, adjusted for mean reversion, as 

valid CAPM inputs (the Value Line estimates) results in an inflated overall CAPM cost of 

equity.  CUB Initial Brief at 13.  The record demonstrates that the risk (beta) of utility companies 

has not been shown to move towards the risk (beta) of other non-utility companies, nor have 

utility betas trended towards 1.0.  CUB Initial Brief at 14; CUB Ex. 1.0 at 29.  The Company’s 

and Staff’s unwarranted adjustments, adopted by the Proposed Order, improperly increase betas 

and the overall CAPM cost of equity.  Id.  This error is compounded by the Expected Market 

Risk Premium (“EMRP”) used in the Company’s and Staff’s, which used analysts’ forecasts to 

compute an EMRP of 10.32%.  As discussed above and in CUB’s Initial and Reply Briefs, the 

use of analysts’ growth forecasts in determining investors’ growth expectations is an unreliable 

method, and as a result, Ms. Ahern’s EMRP is grossly overstated.  Mr. Thomas testified that the 
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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%, far lower than the 8% return projected by analysts.  CUB Ex. 1.0 at 34.  

The Proposed Order erred in adopting the DCF and CAPM analyses which incorporated 

growth rates based on analyst forecasts and adjusted beta coefficients.  The Commission should 

adopt a 6.62% overall rate of return based on the weighted cost of common equity of 7.44% as 

determined by Mr. Thomas.  CUB Reply Brief (Corrected) at 11.  CUB requests that the 

Commission modify pages 108-110 of the Proposed Order as follows:  

 
7. Commission Conclusion 

Through their respective witnesses, IAWC, Staff, IIWC, CUB, and the 
AG/Joint Municipalities presented recommendations on IAWC’s cost of common 
equity.  IAWC, Staff, IIWC, and CUB witnesses estimated IAWC’s cost of equity 
using both discounted cash flow (“DCF”) and capital asset pricing model 
(“CAPM”) analyses.  These analyses were applied to sample groups deemed 
comparable to IAWC, since IAWC’s stock is not publicly traded. 

 
IAWC’s initial recommendation was 12.25%. After reviewing the 

testimony of Staff and Intervenor witnesses, however, Ms. Ahern testified in 
support of a range of common equity cost rates of 10.70% to 11.10%, and IAWC 
has selected the midpoint of this range, 10.90%, as an appropriate common 
equity cost rate for this proceeding.  The IAWC recommendation contains 
upward adjustments, also referred to as “adders” for business and financial risk, 
which are opposed by all other parties who commented on this issue. 

 
The Staff witness recommended a cost rate of 10.38%, which is the 

midpoint of his DCF estimate of 10.72% and CAPM estimate of 10.04% for the 
sample group viewed as most comparable to IAWC. 

 
After performing DCF and CAPM analyses, the IIWC witness testified that 

the Company’s cost of equity is 10.0%. 
 
The CUB witness recommends that the Commission adopt a 7.44% cost 

of equity capital based on the averaged results of his CAPM, 8.03%, and DCF, 
6.85%, analyses. 

 
The AG witness testified that the cost of equity should be the average of 

the Staff and IIWC proposals, which is 10.19%. In its Initial Brief, the AG instead 
argues that the Commission should approve the return on equity proposed by 
CUB witness Mr. Thomas. 
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Having reviewed the positions of the parties, and putting aside the 

question of adjustments for business and financial risk, discussed below, the 
Commission observes that the CUB, Staff and IIWC recommendations are 
somewhat similar and both appear to be generally sound.  Of the three, two, the 
Staff proposal seems better suited for use in this proceeding, in part due to the 
Staff witness’ explanation of his reasons for not accepting the IAWC “corrections” 
to the Staff DCF and CAPM analyses. 

 
One such example is Staff’s reasons for using then-current 30-year 

Treasury-bond yields rather than the average analysts’ Blue Chip forecasts of 
Treasury-bond yields.  The Staff witness testified that the most-recent spot rate 
at the time of his analysis is not inconsistent with the prospective nature of the 
cost of capital, since a U.S. Treasury yield is the cost of capital for that U.S. 
Treasury security.  While experts may disagree over which data is most 
appropriate for use in these complicated analyses, as they have here, the 
Commission does not believe the record in this case requires that corrections be 
made to the Staff’s DCF and CAPM determinations. 

 
Based on the evidence, the Commission believes that Staff's analyses 

are supported in the record, produce reasonable results and should be utilized. 
 

CUB witness Mr. Thomas’ proposal, based on his DCF and CAPM analyses, will 
not be adopted.  Compared to all the other DCF and CAPM analyses presented, 
his use of historic growth rates more accurately reflects the likely growth rate of 
IAWC.  are overly dependent on historic data, particularly in the calculation of 
growth rates in the DCF study and market risk premium in the CAPM analysis.  
The Commission agrees with CUB that using historic growth rates of return on 
common equity as a proxy for the expected rate of growth is consistent with the 
academic evidence and an appropriate measure of the market realities facing 
IAWC. Also, inclusion of an accurately calculated beta adjustment in the CAPM 
properly reflects the effect of systematic or market risk on a forward-looking 
basis, and proposals to rely on unadjusted betas have been previously rejected 
by the Commission.  As a consequence, the results of Mr. Thomas' analyses are 
less reliable than those presented by other parties for purposes of this 
proceeding.  With respect to the inclusion of an adjustment to the betas used in 
the CAPM analyses, the Commission agrees with Mr. Thomas that the historical 
record has shown utility investments are in fact less risky than other investments.  
As such, there is no evidence that over time, utility investment risks have grown 
greater to match overall market risk.  The fact that this would be the first time the 
Commission would adopt Mr. Thomas’ methods of calculation does not dissuade 
this Commission from recognizing the compelling evidence that the an adjusted 
beta used in the CAPM should not provide the basis for our cost of equity 
calculation.  

 
As discussed above, IAWC's proposal includes adjustments or adders of 

15 (0.15%) and 30 (0.30%) basis points to reflect business and financial risk. 
These adjustments are opposed by Staff, IIWC and CUB witnesses.  Based on 
the record, the Commission finds that these adjustments should not be made.  
As the other parties have asserted, the Company witness has not demonstrated 
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that IAWC’s business or financial risk is higher than that in the groups of 
comparable companies in the samples. 

 
In that regard, Staff and Intervenor witnesses have testified that a 

business risk premium based on the relative market value size of utilities has not 
been shown to be consistent with financial theory. Those parties also indicate 
that somewhat similar adjustments have been rejected by the Commission. 

 
The IAWC witness’ financial risk adjustment is based on a comparison of 

the actual credit ratings for Mr. McNally’s sample, which are derived from S&P’s 
assessments of financial risk profile, to her estimate of IAWC’s credit rating 
derived from her assessment of the financial risk profile that focuses on three 
financial ratios.  Mr. McNally’s analysis of this comparison, summarized above, 
supports his conclusion that the purported difference in credit ratings has not 
been demonstrated.  As a result, the Commission concludes that IAWC's 
proposals to make upward adjustments to the results estimated for the 
comparable samples are not warranted. 

 
In conclusion, the Commission finds that IAWC’s cost of common equity 

is in the range of 10.04% to 10.72%, and that a mid-point cost rate of 10.38% 
would be appropriate for purposes of calculating IAWC’s cost of capital and 
setting rates in this proceeding.  In conclusion, the Commission finds that CUB’s 
recommended weighted average cost of common equity, 7.44%, is reasonable 
as based on the results of Mr. Thomas’ CAPM analysis and DCF analysis and is 
hereby adopted.   

 

Exception No. 2:  The Company’s overall rate of return should be adjusted to incorporate a 
7.44% cost of common equity, resulting in an overall rate of return on rate 
base of 6.62%. 

 
The Proposed Order recommends the ICC authorize IAWC to earn a rate of return of 

8.05% on its approved rate base.  This recommendation should be modified to incorporate the 

adjustments discussed above, with the result that the Proposed Order should be modified on page 

110 to recommend a rate of return of 6.66% as shown below. 

 
D. Approved Cost of Capital and Rate of Return on Rate Base 

 
Taking into consideration the Commission’s conclusions regarding capital 

structure, cost of short-term debt, cost of long-term debt, and cost of common 

equity the Commission finds that IAWC should be authorized to earn a rate of 
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return of 8.05 6.66% on its rate base.  The table below shows the development of 

that authorized rate of return: 

 

Component Percentage Cost   Weighted Cost 

Short-term debt 2.83% 1.00%  0.03% 

Long-term debt 49.84% 6.24%  3.11% 

Common equity 47.33% 10.38 % 7.44%  3.52% 4.91% 

Total 100%    8.05% 6.66% 

 

 CONCLUSION 

 For the reasons discussed in this Brief on Exceptions, CUB respectfully requests that the 

Commission modify the Proposed Order as specified in the above Exceptions and the associated 

replacement language. 
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