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Witness Identification 

Q. Please state your name and business address.  1 

A. My name is Janis Freetly.  My business address is 527 East Capitol Avenue, 2 

Springfield, Illinois 62701.  3 

Q. Are you the same Janis Freetly who previously testified in this proceeding? 4 

A. Yes, I am.  5 

Q. What is the purpose of your rebuttal testimony in this proceeding? 6 

A. The purpose of my rebuttal testimony is to respond to the rebuttal testimony of 7 

Apple Canyon Utility Company (“Apple Canyon”) and Lake Wildwood Utilities 8 

Corporation (“Lake Wildwood”) (together, the Companies) witness Pauline M. 9 

Ahern.   10 

Rate of Return on Rate Base Conclusion 

Q. What is your recommended rate of return on rate base for the Companies? 11 

A. I recommend a 7.79% rate of return on rate base for the Companies, which 12 

incorporates my 9.82% rate of return on common equity for the Companies.  My 13 

rate of return recommendation is presented on ICC Staff Exhibit No. 3.0, 14 

Schedule 1. 15 

Response to Ms. Ahern 

Q. Please respond to Ms. Ahern’s concerns with your cost of equity analysis. 16 
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A. Ms. Ahern’s rebuttal testimony contained nothing to change my opinion of the 17 

Companies’ costs of common equity.  In my judgment, the investor-required rate 18 

of return on common equity for the Companies equals 9.82%. 19 

Non-Constant Growth DCF 20 

Q. Ms. Ahern states that a multi-stage DCF analysis is inappropriate for 21 

determining the cost of common equity for utility companies because the 22 

constant growth DCF is the most widely utilized version of the DCF in 23 

public utility rate regulation.1

A. Just because one version of the DCF model might be used more frequently than 25 

another does not mean its use is appropriate in all circumstances.  Just as each 26 

case needs to be judged on its own merits, the decision regarding which version 27 

of the DCF is most suitable depends on the facts and circumstances at the time 28 

of the particular analysis.  29 

  Please respond.  24 

 Ms. Ahern further states that the constant growth DCF is appropriate for water 30 

utilities because the stability and maturity of the water utility industry has 31 

rendered its growth constant.  That is demonstrably untrue.  For example, the 32 

analyst growth rates for Connecticut Water Service and Middlesex Water were 33 

3.00% in 2000, while the current analyst growth rates for those two companies in 34 

my Water Sample are 9.00%.2

                                            
1 ACUC-LWUC 3.00, pp. 4-5. 

  Adoption of a single, steady-state growth rate is 35 

merely a simplifying assumption made in a DCF analysis because the alternative, 36 

2 Docket Nos. 00-0337/00-0338/00-0339 Consol., ICC Staff Exhibit 7.00, Schedule 7.05. 
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forecasting an infinite number of discrete periodic growth rates, would be 37 

impossible.  Growth cannot truly be expected to remain at an absolutely fixed 38 

rate.  While a mature industry might not experience the extreme growth of a 39 

burgeoning industry, its growth can certainly vary over time with cyclical 40 

economic activity.  Further, a water utility might experience a build-out period 41 

from time to time during which it expands its service territory into a newly 42 

developed area.  As new customers come on-line, new plant is added to a 43 

utility’s rate base.  As a result, earnings enter a period of abnormal growth.  If an 44 

analyst’s 3-5 year growth rate is estimated during such an expansionary time, it 45 

would likely overstate the typical growth for a water utility. 46 

 I used the non-constant DCF model because it is, in my opinion, highly unlikely 47 

that the 3-5 year growth rates for the companies in my Water and Utility samples 48 

will be sustained over the long-term. Hence, the results of a constant growth DCF 49 

analysis are not reasonable since the growth rates are not sustainable.   50 

Q. Why did you conclude that the 3-5 year growth rates for your Water and 51 

Utility samples are not sustainable over the long-term? 52 

A. The average Zacks growth rate is 7.12% for my Water sample and 5.47% for my 53 

Utility sample.  As I discussed in my direct testimony, the current expectations of 54 

growth for the economy, as measured by gross domestic product (“GDP”), is only 55 

approximately 4.3%.3

                                            
3 ICC Staff Exhibit No. 3.0, p. 14. 

  Thus, the utility growth rates for my Water sample average 56 
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over 65% (7.12/4.3) greater than the long-term economic growth rate and the 57 

utility growth rates for my Utility sample average approximately 27% (5.47/4.3) 58 

greater than the long-term economic growth rate.  In theory, no company could 59 

sustain into infinity a growth rate any greater than that of the overall economy, or 60 

it would eventually grow to become the entire economy.  Moreover, since utilities 61 

in particular are generally below-average growth companies, it is highly unlikely 62 

investors expect the companies in my samples to be able to sustain above 63 

average growth.  Given the difference between the growth rates for my Water 64 

and Utility sample companies and the overall growth of the economy, the 65 

continuous sustainability of the Zacks growth rates for my Water and Utility 66 

samples is highly unlikely.  Thus, I used a non-constant growth DCF model that 67 

employs distinct growth rate estimates for each of three discrete time periods. 68 

 I calculated the implied return on equity (“ROE”) using the Zacks growth rates 69 

and the retention ratio using Value Line data.4

                                            
4 The retention ratio was calculated by using Value Line projections of dividends per share (DPS) 

and earnings per share (EPS) for 2010 (1 - DPS/EPS).  For the Water sample companies not covered by 
Value Line, I used the payout ratios from Zacks as of Feb. 2, 2010.  The implied return on equity for each 
of the sample companies was then calculated by dividing the Zacks growth rate by the 2010 retention 
ratio. 

  At the current payout ratios, the 70 

average implied ROE is 22.29%for my Water sample and 26.41% for my Utility 71 

sample.  Using the constant growth DCF to estimate the investor required rate of 72 

return on common equity implies that the sample companies will earn returns in 73 

excess of 20% indefinitely, which is not reasonable.  Since the year 2000, the 74 
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ROE averaged 9.75% for the Water sample and 11.13% for the Utility sample.5  75 

In addition, Value Line forecasts the ROE for the Water sample will average 76 

12.00% for the 2012-2014 period,6

Q. Has the Commission set the investor required rate of return on common 81 

equity for water utilities using the non-constant growth DCF model? 82 

 while the ROE for the Utility sample will 77 

average 11.21% during the same time frame.  Hence, the Commission should 78 

set the investor required rate of return on common equity for the Companies 79 

using the non-constant DCF.    80 

A. Yes, most recently in Docket No. 09-0319, a rate proceeding for Illinois-American 83 

Water Company (“IAWC”), in which Ms. Ahern presented the same arguments in 84 

favor of using the constant growth DCF model.7   In addition, Staff’s non-constant 85 

DCF analysis was accepted in Docket No. 07-0507 and Docket Nos. 07-0620/07-86 

0621/08-0067 (Cons.), in setting the investor-required rate of return on common 87 

equity for IAWC and Aqua Illinois, respectively.8,9

The record seems to support a conclusion that, at least in 90 
the near-term, growth in EPS for water utilities may be 91 
unusually high as water utilities upgrade facilities and 92 

  The Order in Docket No. 07-88 

0507 states: 89 

                                            
5 Standard & Poor’s Utility Compustat. 
6 The Value Line service to which the Commission subscribes does not provide data for Artesian 

Resources, Connecticut Water Service, Middlesex Water Company, or York Water Company.  Hence the 
12% forecasted ROE is the average for American States Water, Aqua America and California Water 
Service only.  

7 Order, Docket No. 09-0319, April 13, 2010, pp. 89-113. 
8 Order, Docket No. 07-0507, July 30, 2008, pp. 89-90 and 92; Interim Order, Docket Nos. 07-

0620/07-0621/08-0067 (Cons.), August 27, 2008, p. 10.  
9 The Commission set the investor required rate of return on common equity using the non-

constant DCF analysis and rejecting the constant growth DCF analysis in eight of nine cases involving 
fifteen of seventeen different utilities/service areas over the last two years. 
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replace aging infrastructure.  The Commission, however, has 93 
a much more difficult time accepting the proposition that 94 
EPS growth for water utilities will exceed the growth rate for 95 
the U.S. economy into perpetuity.  Instead, the argument 96 
that the high growth for water companies will, at some point 97 
in the future, slow to something approximating the growth 98 
rate for the U.S. economy is simply more logical and 99 
convincing.10

GDP Growth Rate and Risk-free Rate 101 

 100 

Q. Ms. Ahern suggests that your use of the most recently available U.S. 102 

Treasury spot rates to measure GDP growth expectations and the risk-free 103 

rate is not consistent with the prospective nature of the cost of capital, 104 

ratemaking, and the Efficient Market Hypothesis (“EMH”).11

A. No.  A U.S. Treasury yield 

  Is she correct? 105 

is

Q. Ms. Ahern suggests that, rather than using current U.S. Treasury security 115 

yields as you propose, the estimation of GDP growth should be based on 116 

 the cost of capital for that U.S. Treasury security.  106 

Thus, Ms. Ahern is arguing that the cost of capital of a U.S. Treasury security is 107 

inconsistent with the prospective nature of the cost of capital.  That is 108 

nonsensical.  In fact, U.S. Treasury yields are the investor-required returns for an 109 

investment in U.S. Treasury securities, just as the cost of common equity 110 

represents the investor-required return on a share of common stock.  Both reflect 111 

investors’ expectations for the future.  Thus, my use of the most recently 112 

available U.S. Treasury spot rates is perfectly consistent with the prospective 113 

nature of the cost of capital, ratemaking, and the EMH. 114 

                                            
10 Order, Docket No. 07-0507, July 30, 2008, p. 90. 
11 ACUC-LWUC 3.00, pp. 6-8. 
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forecasts from Blue Chip Financial Forecasts (“Blue Chip”) and the Energy 117 

Information Agency (“EIA”) and the estimation of the risk-free rate should 118 

be based on Blue Chip Treasury bond forecasts.12

A. Published forecasts of economic growth such as those of EIA and Global Insight 120 

have both positive and negative attributes.  On the positive side, published 121 

economic forecasts present direct assessments of future growth in GDP.  I do not 122 

object to incorporating both EIA and Global Insight forecasts of GDP into the 123 

long-term growth rate.  However, in this case, including those GDP growth 124 

forecasts would actually decrease the long-term growth rate, not increase it.

  Please respond. 119 

13

 Moreover, the Blue Chip forecasts have an additional defect as estimates of the 135 

GDP growth and the risk-free rate.  A current cost of equity must reflect investors’ 136 

  125 

On the negative side, unlike actual U.S. Treasury yields, published economic 126 

forecasts do not directly measure investor expectations.  In contrast, U.S. 127 

Treasury investors directly demonstrate their expectations through the prices 128 

they pay for U.S. Treasury securities.  Furthermore, the current U.S. Treasury 129 

yields I used to measure GDP growth and the risk-free rate reflect all publicly 130 

available information.  Consequently, any influence EIA and Blue Chip forecasts 131 

might have on investor expectations is already reflected in the current, 132 

observable market interest rates rather than the projected rates that Ms. Ahern 133 

proposes. 134 

                                            
12 ACUC-LWUC 3.00, pp. 6-8. 
13 The EIA forecasts nominal GDP growth of 4.7% for 2019–2035, and Global Insight forecasts 

nominal GDP growth of 4.3% for 2019-2039, which average 4.5%, in contrast to my long-term growth rate 
of 5.05% based on the implied 20-year forward U.S. Treasury rate in ten years. 
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current expectations of the future.  However, Blue Chip forecasts do not 137 

represent current investor expectations.  Rather, they are predictions of future 138 

investor expectations.14

Further, like all proxies, Blue Chip Forecasts will be inaccurate to a degree that 145 

cannot be known at present.  Consequently, its use would increase error in the 146 

cost of common equity estimates.  Since many inputs into cost of common equity 147 

models are not observable, proxies cannot be avoided entirely.  Nevertheless, 148 

because one must use proxies for unobservable inputs, it does not follow that 149 

proxies should be used for observable inputs.  To the contrary, unnecessary 150 

increases in measurement error, which result from the substitution of a proxy 151 

such as Blue Chip Forecasts, for its observable input, such as U.S. Treasury 152 

yields, should be avoided.  153 

  In contrast, the other data inputs used in my analysis, 139 

including stock prices, dividends, beta and market return, reflect current 140 

expectations.  Thus, the GDP growth rate and the risk-free rate inputs would not 141 

be consistent with the other data inputs used in the analysis.  Consequently, the 142 

result would not represent a true cost of capital at a single time period, but an 143 

uninformative amalgamation of mismatched data from different time periods. 144 

 In brief, the return investors are willing to accept today for an investment in 154 

common equity cannot be based on the growth rate expectations or the return 155 

that will be acceptable for a risk-free investment some time in the future

                                            
14 Significantly, the farther removed one’s proxy is from a direct measure of investors’ current 

expectations, the less likely that proxy is to accurately reflect investors’ current expectations. 

. 156 



                                                                                    Docket Nos. 09-0548 and 09-0549 
                                                                          Consolidated                                                         
                                                                          ICC Staff Exhibit No. 9.0 
 

9 

Q. Do you have any other comments with regard to Ms. Ahern’s suggestion 157 

that forecasts from Blue Chip and EIA should be used to estimate GDP 158 

growth? 159 

A. Yes.  Ms. Ahern claims that using the formula presented on line 253, page 14 of 160 

my direct testimony, the implied 20-year forward U.S. Treasury rate in ten years 161 

based on the Blue Chip forecasts is 5.97%.15

 In addition, as I pointed out in my direct testimony, Global insight forecasts a 166 

4.3% nominal GDP growth rate for the 2019-2039 period.  Ms. Ahern failed to 167 

include this in her analysis, instead choosing only the higher 4.71% forecast from 168 

EIA.  Averaging the 5.55% corrected 20-year forward U.S. Treasury yield in ten 169 

years implicit in the Blue Chip forecasts, with the 4.51% average of the direct 170 

forecasts of economic growth (i.e., the EIA forecast of 4.71% for year 11 onward 171 

presented by Ms. Ahern, and the 4.3% Global Insight forecast), produces a long-172 

term growth rate of 5.03%, which is very close to the 5.05% long-term growth 173 

rate that I used in my non-constant DCF analysis.   174 

  Her calculation is incorrect.  Using 162 

the formula presented on page 14 of my direct testimony, the correct 20-year 163 

forward U.S. Treasury yield in ten years implied by the Blue Chip forecasts would 164 

be 5.55%.   165 

                                            
15 ACUC-LWUC 3.00, p. 6. 
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Empirical Capital Asset Pricing Model 175 

Q. Ms. Ahern argues that you should have performed an Empirical Capital 176 

Asset Pricing Model (“ECAPM”) as part of your cost of common equity 177 

analysis.16

A. The Commission has consistently rejected the use of the ECAPM.  The 179 

Commission rejected Ms. Ahern’s ECAPM analysis in two rate proceedings for 180 

Aqua Illinois, Docket Nos. 03-0403 and 04-0442. 

  Please respond. 178 

17

The Commission also rejects the empirical CAPM model as 183 
implemented by the Company. …Furthermore, the Commission 184 
continues to be of the opinion that the use of adjusted betas in the 185 
ECAPM is improper and leads to unreliable results.

  The Docket No. 03-0403 181 

Order states:  182 

18

Q. Describe the errors in Ms. Ahern’s empirical CAPM (“ECAPM”) analysis. 187 

 186 

A. Some quantitative research suggests the relationship between risk and return is 188 

flatter than the CAPM predicts.  The ECAPM attempts to reproduce the observed 189 

relationship between risk and realized returns.19

                                            
16 ACUC-LWUC 3.00, pp.8-10. 

  Since the adjustments to the 190 

CAPM that result in the ECAPM are based on empirical testing rather than 191 

financial theory, the ECAPM should be applied in a manner that is consistent with 192 

the conditions under which it was developed.  Specifically, the measure of risk 193 

used within the ECAPM must be consistent with that used in the empirical 194 

studies from which the model was developed.  Ms. Ahern failed in that regard.  195 

17 Order, Docket No. 04-0442, April 20, 2005, p. 43. 
18 Order, Docket No. 03-0403, April 13, 2004, pp. 41-42. 
19 ACUC-LWUC 3.00, pp. 8-10. 
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The basis of Ms. Ahern’s ECAPM is a book entitled New Regulatory Finance by 196 

Roger A. Morin.  That text, in turn, cites another study by Litzenberger, et. al.20  197 

Litzenberger et. al. adopts raw beta as the measure of risk in its tests of the 198 

relationship between risk and realized returns.  In contrast, Ms. Ahern applies my 199 

adjusted betas to her Empirical CAPM model,21 rather than the raw betas used in 200 

accordance with Litzenberger et al.  Importantly, Litzenberger et al. suggests that 201 

globally adjusted betas22 are a solution to the discrepancy between the 202 

theoretically predicted and empirically observed relationship between risk and 203 

return.23

Q. Ms. Ahern claims that it is appropriate to apply both the traditional CAPM 207 

and the ECAPM and average the results.  Is she correct? 208 

  In other words, by using adjusted betas, Ms. Ahern inflated my 204 

estimates of the cost of common equity derived using the traditional CAPM with 205 

adjusted betas. 206 

A. No.  Ms. Ahern’s claim is based on the misguided notion that an adjustment to 209 

beta and an adjustment to the CAPM model are discrete, unrelated adjustments. 210 

Her only support for this claim comes from Dr. Roger Morin, who incorrectly 211 

argued that the difference between an adjustment to beta and an adjustment to 212 

the CAPM model is that the Empirical Capital Pricing Model (“ECAPM”) is a 213 

                                            
20 Litzenberger, Ramaswamy and Sosin, “On the CAPM Approach to the Estimation of a Public 

Utility’s Cost of Equity Capital,” Journal of Finance, May 1980, pp. 369-383. 
21 ACUC-LWUC No. 3.00, p. 11. 
22 Litzenberger et al. refers to betas adjusted in the manner of Merrill Lynch and Value Line as 

“globally adjusted.” 
23 Litzenberger, Ramaswamy and Sosin, “On the CAPM Approach to the Estimation of a Public 

Utility’s Cost of Equity Capital,” Journal of Finance, May 1980, pp. 375-376. 
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required return (Y-axis) adjustment and the beta adjustment is a risk (X-axis) 214 

adjustment.24

The Security Market Line (“SML”) shows the linear relationship between the 220 

required rate of return on a security (Rj, on the Y-axis) and beta (on the X-axis).  221 

Theoretically, the intercept of the SML is the risk-free rate, Rf, and the slope is 222 

the market risk premium (RM - Rf). 223 

  However, as I will demonstrate below, the mathematical effect of 215 

either adjustment is identical.  As such, any adjustment to beta along the X-axis 216 

results in a corresponding change to the return along the Y-axis.  Thus, the beta 217 

adjustment does correct the observed flatness in the linear relationship between 218 

risk (as measured by beta before adjustment) and return. 219 

Ms. Ahern’s ECAPM adjusts the CAPM as follows: 224 

Rj = Rf + 0.25 × (Rm - Rf) + 0.75 × βj × (Rm - Rf) 225 

This adjustment results in a higher intercept (i.e., Rf + 0.25 × (Rm - Rf) for the 226 

ECAPM in comparison to Rf in the CAPM ) and a flatter slope (i.e., 0.75 × (Rm - 227 

Rf) for the ECAPM in comparison to Rm - Rf in the CAPM).  The Value Line beta 228 

adjustment also flattens the slope of the SML, only more so:25

 Rj = Rf + (0.35 + 0.67 × βj) × (Rm - Rf) (1) 230 

 229 

                                            
24  ACUC-LWUC Ex. 3.00, Schedule 3.05, p. 5. 
25  The two beta adjustment I employ are very similar. Merrill Lynch beta adjustment : βadjusted = 0.33743 

+ 0.66257 × βj ; Value Line beta adjustment of βadjusted = 0.35 + 0.67 × βj. 
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Rearranging the terms in Equation (1) above produces: 231 

 Rj = Rf + 0.35 × (Rm - Rf) + 0.67 × βj  × (Rm - Rf) (2) 232 

 As Equation (2) shows, the CAPM, incorporating the Value Line beta adjustment, 233 

increases the intercept of the SML from Rf to Rf + 0.35 × (Rm - Rf) and reduces 234 

the slope from Rm - Rf  to 0.67 × (Rm - Rf).  Except for a difference in the 235 

magnitude of the adjustment to the slope and intercept, the above 236 

mathematically demonstrates that adjusting a beta is mathematically identical to 237 

the adjustment behind the empirical CAPM.  Therefore, a second adjustment to 238 

the CAPM above and beyond the adjustment to beta is neither necessary nor 239 

warranted.  I do not dispute the necessity of either the ECAPM type or beta 240 

adjustment in isolation.  I dispute the appropriateness of combining the two 241 

together.  242 

Business Risk Adjustment 243 

Q. Ms. Ahern claims that the cost of common equity for Apple Canyon and 244 

Lake Wildwood must be adjusted upward to reflect the greater relative 245 

business risk of the Companies due to their small size.26

A. No.  The only basis Ms. Ahern presented for the quantification of her business 247 

risk adjustment is application of the findings of an Ibbotson study to the 248 

  Is she correct? 246 

                                            
26 ACUC-VWUC 3.00, pp. 12-16. 
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difference in size between the market values of her sample companies and a 249 

hypothetical estimate of what the Companies’ market value would allegedly be if 250 

it were traded.  A size-based risk premium for a utility is contrary to financial 251 

theory and unsupported by empirical studies.    252 

 Ms. Ahern presented nothing to support her conclusion that a size premium is 253 

warranted for utility companies specifically.  The Ibbotson study, which forms the 254 

basis for Ms. Ahern’s business risk adjustment, is not restricted to utilities.  255 

Rather, it is based on the entire population of New York Stock Exchange, 256 

American Stock Exchange and Nasdaq-listed securities, which are heavily 257 

weighted with industrial stocks.27

Q. Has the Commission ruled on a size based risk premium before? 262 

  Thus, the entire quantitative basis of Ms. 258 

Ahern’s business risk calculation is unfounded.  Ms. Ahern failed to establish that 259 

the Companies’ business risk is any higher than that of the companies in her 260 

samples. 261 

A. Yes.  A size based risk premium was presented in Consumers Illinois Water rate 263 

case, Docket No. 97-0351, and was rejected on the basis that the company 264 

witness failed to demonstrate that there is a direct relationship between the size 265 

of a utility and its risk.28

                                            
27 ACUC-LWUC 3.00, Schedule 3.06, pp. 4 and 6. 

  Importantly, in Docket No. 03-0403, an Aqua rate 266 

proceeding in which Ms. Ahern was the Company cost of equity witness, the 267 

Commission Order stated: 268 

  28 Amended Order, Docket No. 97-0351, June 17, 1998, p. 39. 
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The Commission does not conclude that the size of [Aqua] 269 
warrants a risk premium.  [Aqua] is a wholly-owned 270 
subsidiary within a much larger organization, and in that 271 
sense is distinguishable from an independent utility of the 272 
same size as [Aqua].29

 Ms. Ahern’s proposed size adjustment was also rejected by the Commission in 274 

two recent rate cases for Illinois-American Water Company, Docket Nos. 07-275 

0507 and 09-0319.

   273 

30

Having reviewed the evidence, the Commission concludes 277 
that theoretically, a size based premium might be 278 
appropriate if the utility in question were so small that its 279 
access to common equity was adversely affected.  In this 280 
case, however, the common stock of IAWC is owned by 281 
American Water and American Water raises any necessary 282 
common equity for IAWC.  In the Commission’s view, the 283 
proposition that ratepayers should pay a “premium” due to 284 
IAWC’s small size when there has been no showing , or 285 
even suggestion, that the shareholders of American  286 
Water, who essentially own the assets of IAWC, require a 287 
premium is unjustifiable.

  The Order in Docket No. 07-0507 stated: 276 

31

 Like IAWC, Apple Canyon and Lake Wildwood are also wholly-owned 289 

subsidiaries within a much larger organization, Utilities, Inc.  Therefore, Ms. 290 

Ahern’s inclusion of a business risk adjustment based on the size of Apple 291 

Canyon and Lake Wildwood is unwarranted. 292 

  288 

Q. Does this conclude your rebuttal testimony? 293 

A. Yes, it does. 294 

                                            
  29 Order, Docket No. 03-0403, April 13, 2004, p. 43. 

30 Order, Docket No. 07-0507, July 30, 2008, pp. 91-92; Order, Docket No. 09-0319, April 13, 
2010, pp. 112-113. 

31 Order, Docket No. 07-0507, July 30, 2008, pp. 91-92. 
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