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I. INTRODUCTION 1 

Q. Are you the same Harold Walker who previously submitted testimony in this 2 

proceeding? 3 

A. Yes. 4 

Q. What is the purpose of your rebuttal testimony? 5 

A. Aqua Illinois, Inc. (“AQUA” or the “Company”) asked me to review and prepare rebuttal 6 

testimony in response to the direct testimony of Illinois Commerce Commission 7 

(“Commission”) Staff (“Staff”) witness Sheena Kight-Garlisch.  Specifically, I respond 8 

to Ms. Kight-Garlisch’s testimony that addresses the cost of common equity, capital 9 

structure, and fixed capital cost rates.  My rebuttal testimony also is supported by AQUA 10 

Ex. 11.1, which is composed of 7 Schedules. 11 

II. SUMMARY OF CONCLUSIONS 12 

Q. Please summarize your comments on Ms. Kight-Garlisch’s rate of return testimony  13 

A. Staff’s proposed return on equity (“ROE”) of 9.43 % is entirely unreasonable and should 14 

not be accepted by the Commission.1  In fact, in the last 35 years, the Commission only 15 

has adopted a lower ROE for a water or sewer utility on one occasion, under 16 

circumstances dissimilar to those present in this proceeding.  For some reason, Staff’s 17 

proposal for AQUA is a significant departure from recent cases before the Commission 18 

and this departure and break from past precedent negatively penalizes AQUA as 19 

                                                 
1
 Aqua notes that the Company filed data requests seeking the inputs and calculation, and source documents, which 

underlie the conclusions set forth in Ms. Kight-Garlisch’s direct testimony.  The Company has not received all 
responses as of August 29, 2011.  Aqua reserves the right to analyze and address such DR responses in its 
surrebuttal testimony.  
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compared to other water utility companies.  Additionally, I do not believe Ms. Kight-20 

Garlisch’s ROE testimony should be accepted by the Commission because Staff’s ROE 21 

analysis:  22 

1) fails to utilize sample groups that have been applied in recent AQUA rate cases, as 23 
well as the latest Illinois American Water Company (“IAWC”) rate case order 24 
entered on April 13, 2010; 25 

2) abandons the 100% weighting of a Utility Group’s ROE from the last Illinois 26 
American Water Company (“IAWC”)  case and the 2/3 weighting of a Utility 27 
Group’s ROE weighting used in the most recent AQUA case; 28 

3) contains numerous flaws and inconsistencies, including: 29 

 A dramatic change in the number and composition of companies in Staff’s 30 
Water Group 31 

 Undue reliance on Zacks projected growth rates 32 

 Inconsistent weighting of Staff’s Comparison Groups’ cost of equity based 33 
on risk analysis 34 

 Observable changes in stock prices, dividend yields, and growth rates are 35 
inconsistent with Staff’s recommendation 36 

 A dramatic change in the DCF model utilized 37 

 Untested end-result of Staff’s Water Group DCF relative to comparative 38 
benchmarks 39 

 Sole reliance on one model to estimate the cost of equity 40 

 Cost rate estimate inconsistent with risk analysis 41 

4) fails a comparison test of alternative investment opportunities when compared to 42 
common equity cost rate estimated for large companies;  43 

5) fails a comparison test of other Commission authorized returns; and 44 

6) fails to consider that the capital cost rate and measure of risk have increased 45 
substantially.   46 

  I also have examined Ms. Kight-Garlisch’s alleged criticisms of my ROE 47 

analysis.  As I describe later in this testimony, these claims are baseless and should be 48 

rejected. 49 
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Q. How does Staff’s recommended ROE impact AQUA and its customers? 50 

A. Staff’s proposed ROE will have a significant negative impact on AQUA and its 51 

customers.  First, Staff’s ROE would place AQUA at a competitive disadvantage in the 52 

capital markets, making it more difficult and costly to obtain the capital necessary to 53 

finance future infrastructure improvements.  If AQUA is unable to compete to obtain 54 

capital at competitive rates, or unable to obtain capital through the market, AQUA’s 55 

ability to continue to offer reliable service will be put at risk.  Such a result does not 56 

benefit customers or the regional economy.  Second, Staff’s proposal disregards recent 57 

Commission decisions and upends traditional notions of regulatory certainty.  In short, 58 

disregard for regulatory certainty makes it virtually impossible for a small water 59 

company to properly plan for future investments in its infrastructure.  This result benefits 60 

no one, and contradicts long-standing notions of sound regulatory policy.   61 

Q. Given the flaws in Staff’s ROE analysis, what is your proposed solution? 62 

A. I continue to propose that the Commission adopt an ROE of 11.10% for AQUA.  (See 63 

Walker Dir., AQUA Ex. 5.0).  I should note the Company has opted to cap its ROE 64 

request at 10.90% and this is the level of ROE the Company proposes the Commission 65 

adopt.  In my direct testimony, I used several models to help me in formulating my 66 

recommended common equity cost rate including discounted Cash Flow (“DCF”), 67 

Capital Asset Pricing Model (“CAPM”) and Risk Policy (“RP”).  Based upon the results 68 

of my entire analysis, I conclude AQUA’s current common equity cost rate is 11.10% 69 

and the current range of common equity cost for AQUA is 10.9% to 11.2%, which is 70 

close to Ms. Kight-Garlisch’s range of common equity cost rate for her Utility Group of 71 

9.65% to 10.58%. 72 
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  In the event the Commission seeks to apply Staff’s methodology, then it should 73 

correct the following errors: 74 

1) Use a larger sample group that includes American Water Co. based upon Staff’s 75 
stated selection criteria; 76 

2) Give the cost rate results of Staff’s Utility Group a majority of weighting in 77 
authorizing a ROE.  In the latest IAWC rate case, Staff’s Utility Group was given 78 
100% weighting; 79 

3) Recognize that a similar risk, but much larger, water utility, IAWC, was recently 80 
authorized a ROE of 10.38% in April 2010 and AQUA’s Kankakee water division 81 
stipulated to, and was authorized, a ROE of 10.03% in December 2, 2010; 82 

4) Recognize that Staff DCF methodology is not consistent with the DCF model 83 
utilized in other cases; and 84 

5) Recognize that money cost rates have increased since Staff’s analysis was 85 
completed. 86 

  There is ample evidence that Staff’s Water Group cost rates are unreasonable and 87 

not useful.  However, if the Commission is going to give any weight to the results of 88 

Staff’s common equity cost rate estimate, I believe the only reasonable solution is to 89 

follow the weighting used in IAWC2009; where 100% weight was given to the Utility 90 

Groups estimated cost of equity.  Doing so suggests a 10.12% cost of common equity for 91 

AQUA. 92 

  Correcting these errors and applying Staff’s methodology results in an ROE of at 93 

least 10.12%.  As described below, this result falls in line with Commission-approved 94 

ROEs established for other similar water and sewer utilities. 95 

III. ANALYSES OF STAFF’S PROPOSED COST OF COMMON EQUITY 96 

Q. What is Staff’s recommended cost of common equity in this proceeding? 97 
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A. Staff recommends a 9.09% to 10.12% range of return on common equity with a specific 98 

recommendation of 9.43%.  Staff’s recommendation is based on giving two-thirds weight 99 

to the lower end of her cost rate range, 9.09%, and giving one-thirds weight to the upper 100 

end of her cost rate range, 10.12%. 101 

Q. What is IAWC’s most recent authorized return on equity? 102 

A. IAWC was recently authorized a return on equity of 10.38% in Docket No. 09-0319 on 103 

April 13, 2010.  It should be noted that I use the acronym “IAWC2009” to refer to this 104 

rate case. 105 

Q. What is AQUA’s most recent authorized return on equity? 106 

A. On December 2, 2010, AQUA was authorized a return on equity of 10.03% in Docket 107 

No. 10-0194 regarding AQUA’s Kankakee division.  It should be noted that I use the 108 

acronym “AQUA2010” to refer to this rate case. 109 

Q. Did the Commission adopt Staff’s recommended return on equity in the AQUA2010 110 

and the IAWC2009 rate decisions? 111 

A. Yes, the Commission authorized a return on equity based upon the Staff’s 112 

recommendation in both rate decisions.  In AQUA2010, the Staff and the Company 113 

agreed that the evidence demonstrated the sample group of water utilities was small and, 114 

thus, prone to measurement errors.  Consequently, AQUA and Staff agreed that the 115 

evidence showed that a revised weighting of Staff’s Water Sample Group and Utility 116 

Sample Group to the following: 1/3 weighting to Staff’s Water Sample and 2/3 weighting 117 

to Staff’s Utility sample because “Aqua and Staff agree and stipulate that the cost of 118 
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common equity estimates for smaller samples are prone to more measurement error.”2  119 

Despite this agreement on these facts in that proceeding, Staff offers no explanation now 120 

to explain its departure to an admittedly flawed weighting proposal. 121 

Q. Did Ms. Kight-Garlisch use similar cost rate models and risk analysis method as 122 

Staff used in reaching their recommended return on equity in the AQUA2010 case 123 

and the IAWC2009 case? 124 

A. No.  Staff used the same multi-stage DCF model with similar inputs in IAWC2009 and 125 

AQUA2010 cases but switched to a single-stage or constant growth DCF in the current 126 

case.  Staff used the same risk premium model with similar inputs for all three cases.  127 

Additionally the same risk analysis method, or principal component factor scores, was 128 

used by Staff in all three cases.  Furthermore, Staff used two comparable groups to 129 

determine their recommended return on equity; the “Utility Group” and the “Water 130 

Group”. 131 

  In each rate case, the Staff determined their recommended return on equity by 132 

weighting the cost rates determined for the Utility Group and the Water Group based on 133 

the results of their principal component factor scores.  That is, in all three cases, the Staff 134 

determined a range of common equity cost rate based on the Utility Group and the Water 135 

Group; and then, recommended a specific return on equity based on an assigned 136 

weighting given to the results calculated for the Utility Group and the Water Group.  137 

                                                 
2
 Order in Docket No. 10-0194, pg. 20. 
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Q. Is Ms. Kight-Garlisch’s water group comprised of the same water companies that 138 

were used by Staff in reaching their recommended return on equity in the 139 

IAWC2009 case? 140 

A. No.  As stated previously, Staff’s proposal for AQUA is a significant departure from 141 

recent cases before the Commission and this departure and break from past precedent 142 

negatively penalizes AQUA as compared to other water and utility companies.  Table 1 143 

shows the names of the water companies comprising Staff’s Water Group in all three 144 

cases.  Ms. Kight-Garlisch’s Water Group is comprised of only five water companies; 145 

while Staff’s Water Group was comprised of eight water companies in the IAWC2009.  146 

A group of companies used to estimate a cost of common equity is nothing more than a 147 

sample.  A sample, or sampling, is that part of statistical practice concerned with the 148 

selection of an unbiased or random subset of individual observations within a population 149 

of individuals intended to yield some knowledge about the population of concern, 150 

especially for the purposes of making predictions based on statistical inference.3  151 

Ms. Kight-Garlisch’s sampling to determine the cost of equity for AQUA is only about 152 

63% the size of the water company samples used in IAWC2009; and therefore, is prone 153 

to more error and is less reliable. 154 

                                                 
3 

Wikipedia, The Free Encyclopedia, http://en.wikipedia.org/wiki/Sampling_(statistics), August 2011. 
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Table 1 155 
IAWC2009 AQUA2010 Current Case 

      

American States Water American States Water  

Aqua America, Inc. Aqua America, Inc. Aqua America, Inc. 

Artesian Resources  Artesian Resources  Artesian Resources  

California Water Service Group California Water Service Group  

York Water Co. York Water Co. York Water Co. 

Connecticut Water Svc, Inc.   Connecticut Water Svc, Inc. 

Middlesex Water Co.   Middlesex Water Co. 

SJW Corp.     

      

Sample =8 Sample=5 Sample=5 
 156 

  As is evident from reviewing the names of the companies in Table 1, three 157 

companies are a common part of Staff’s Water Group in each case.  However, in the 158 

current case, Ms. Kight-Garlisch’s Water Group is solely comprised of five water 159 

companies.  In IAWC2009, Staff used a total of eight companies; the same five water 160 

companies used by Ms. Kight-Garlisch’, plus three additional companies. 161 

  The reason the composition of Ms. Kight-Garlisch’s Water Group is significant is 162 

because the companies included in Staff’s Water Group have a significant impact on her 163 

cost of common equity estimate and they are not a reliable sample.   164 

Q. How did Ms. Kight-Garlisch select the companies used in the water group? 165 

A. Ms. Kight-Garlisch has criteria listed in her testimony.   166 

I selected my Water Sample based on three criteria. First, I 167 
began with a list of all domestic corporations assigned an 168 
industry number of 4941 (i.e., water utilities) within 169 
S&P’s Utility Compustat. Second, I removed any 170 
company that did not have Zacks Investment Research 171 
(“Zacks”) long-term growth rates.  Third, I eliminated 172 
American Water Works Company, Inc. because it has 173 
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insufficient stock price data to estimate beta.4 (bolding 174 
and underlining added) 175 

  I believe Staff’s selection criteria requiring a projected growth rate from Zacks is 176 

the prime reason why she selected her five companies instead of the eight companies 177 

used in IAWC2009. 178 

Q. Was there sufficient stock price data to estimate beta for American Water Works 179 

Company? 180 

A. Yes, American Water Works Company (“AWK”) had published betas when Staff 181 

selected her Water Group.  Staff’s workpapers that were provided in response to 182 

discovery5 show that AWK had a published beta by both sources (i.e., Zacks and Value 183 

Line) of information utilized by Staff for beta determination.   184 

  Further, AWK had a Zacks growth rate when Staff selected her Water Group and 185 

had an industry number of 4941 (i.e., SIC code for water utilities) within S&P’s Utility 186 

Compustat.  Accordingly, AWK should be included in Staff’s Water Group. 187 

Q. How would inclusion of AWK in Staff’s water group improve her common equity 188 

cost estimation? 189 

A. Inclusion of AWK in Staffs Water Group would improve her common equity cost 190 

estimation because common equity cost estimation is based on samples and the reliability 191 

of those samples.  I believe increasing the sample size would improve the reliability of 192 

Staff’s common equity cost estimation.  In this current case, Staff primarily utilized three 193 

                                                 
4
 Staff Ex. 3.0, pg. 10. 

5
 Staff Data Resp. to Aqua-Staff 1.07 and 1.20. 



 

Docket No. 11-0436 10 Aqua Ex. 11.0 

different samples of companies to estimate the cost of common equity for AQUA 194 

including: 195 

1) the Water Group’s estimated common equity cost rate based on 5 companies; 196 

2) the Utility Group’s estimated common equity cost rate based on 7 companies; and 197 

3) the “market portfolio” estimated common equity cost rate based on 386 companies 198 
form the S&P 500 Index (“S&P 500” or “Market Portfolio”). 199 

  Staff primarily utilized a single-stage or constant growth DCF for each of the 200 

three different samples of companies to estimate the cost of common equity for AQUA.  201 

Staff’s single-stage or constant growth DCF produced common equity cost estimates of 202 

8.36% for the Water Group comprised of 5 companies; 9.65% for the for Utility Group 203 

comprised of 7 companies; and 12.86% for the S&P 500 or “market portfolio” comprised 204 

of 386 companies.  205 

  In the current case, Staff’s estimated common equity cost rate for the Water 206 

Group is based on a sample that is only 62.5% of the sample size of the Water Group 207 

used in IAWC2009 and only 55.6% of the sample size of the Utility Group used in 208 

IAWC2009.  Moreover, Staff’s estimated common equity cost rate for the Water Group 209 

is based on a sample that is only 55.6% of the sample size of the Utility Group used in 210 

the current case and only 1.3% of the sample size of the Market Portfolio used in the 211 

current case. 212 

  Sample size is very important especially in the current case because Staff did not 213 

test the reasonableness of its common equity cost rate estimates against other common 214 

equity cost rate benchmarks.  Rather, Staff’s common equity cost rate estimates are 215 

simply the result of a mechanistic application of a single-stage or constant growth DCF 216 



 

Docket No. 11-0436 11 Aqua Ex. 11.0 

without regard to actual measurable, alternative investment opportunities.  The 217 

inadequacy of these unreasonably low DCF cost rates are especially noticeable when 218 

viewed in the context of the estimated return for the Market Portfolio or Commission 219 

authorized returns on equity for other water and sewer utilities. 220 

  Schedule 1 shows a comparison or test of Staff’s common equity cost rate 221 

estimates based on her single-stage or constant growth DCF compared to: (1) Staff’s 222 

common equity cost rate estimates for 386 companies from the Market Portfolio; (2) the 223 

Commission’s average authorized return on equity for other water and sewer utilities 224 

over the last 30 months of 10.71%; and (3) the Commission’s average authorized return 225 

on equity for other water and sewer utilities for the year 2010 of 10.40%.  As shown on 226 

Schedule 1, Staff’s Water Group common equity cost rate estimates is 450-basis points 227 

below Staff’s common equity cost rate estimates for 386 companies from the Market 228 

Portfolio.  Further, Staff’s Water Group common equity cost rate estimates is 235-basis 229 

points below the Commission’s average authorized return on equity for other water and 230 

sewer utilities over the last 30 months and is 204 basis points below the Commission’s 231 

average authorized return on equity for other water and sewer utilities for the year 2010. 232 

Q. On Schedule 1, Staff’s common equity cost rate estimates for her water group is 233 

shown to be 450-basis points below Staff’s common equity cost rate estimates for 234 

386 companies from the market portfolio.  How comparable is Staff’s water group 235 

to the Staff’s market portfolio? 236 

A. The majority of the companies in Staff’s Market Portfolio are non-regulated and operate 237 

in competitive markets; whereas, Staff’s Water Group are price-regulated and operate 238 

primarily in franchised markets.  Moreover, the companies in Staff’s Market Portfolio are 239 
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some of largest companies in world and although they must compete in their respective 240 

lines of businesses, they have considerable, if not complete control of their respective 241 

markets.  Further, although utilities operate in varying degrees as franchise monopolies, 242 

they must compete with governmental bodies, non-regulated industries, and other utilities 243 

for labor, materials, and capital.  Capital is provided by investors who seek the highest 244 

return commensurate with the perceived level of risk, and the greater the perceived risk, 245 

the higher the required return rate. 246 

  That being said, I believe the companies in Staff’s Market Portfolio are riskier 247 

investments than Staff’s Water Group.  However, they are not 450-basis point riskier 248 

which is what is indicated based upon Staff’s DCF estimates.  A 450-basis point coast 249 

rate differential is not rational or believable.  When given the option of investing, I do not 250 

believe an investor would expect or require a return for a water utility that was 450-basis 251 

point less than the return for the S&P 500. 252 

Q. Are there other indications that Staff’s single-stage DCF common equity cost rate 253 

recommendation is below the zone of reasonableness for AQUA? 254 

A. Yes.  I reviewed a report published by the Commission’s Financial Analysis Division, 255 

updated March 3, 2011, regarding rate case histories of Commission-regulated utilities.  256 

This report includes rate case histories for Illinois regulated water and sewer utilities 257 

from 1975 to date.  This report shows that, since 1975, the Commission only has 258 

authorized one return on common equity lower than staff’s single-stage DCF common 259 

equity cost rate recommendation of 8.36% recommended by Ms. Kight-Garlisch for the 260 

Water Group.  According to this report, Nordic Park Water in Docket No. 95-SF was 261 

authorized a ROE of 5.63% and an overall rate of return, or ROR, of 9.71% in November 262 
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1996.  Therefore, even if Nordic Park Water was authorized a ROE lower than Staff’s 263 

recommendation for AQUA, Nordic Park Water was authorized an overall rate of return 264 

(“ROR”) that was higher than the ROE Staff recommends. 265 

  Additionally, Staff’s common equity cost rate estimates is 235-basis points below 266 

the Commission’s 10.71% average authorized return on equity for other water and sewer 267 

utilities over the last 30 months and is 204 basis points below the Commission’s 10.40% 268 

average authorized return on equity for other water and sewer utilities for the year 2010. 269 

Q. Do you see obvious problems with Ms. Kight-Garlisch’s DCF estimate for her water 270 

group? 271 

A. Yes.  Ms. Kight-Garlisch calculated a single-stage or constant growth DCF based 272 

common equity cost estimates for the Water Group of 8.36% as shown on Schedule 1.  273 

However, her Water Group’s individual company specific DCF cost rates range from a 274 

low estimate of 7.06% to her highest estimate of 9.46%.  Three6 of the five Water 275 

Group’s individual company DCF cost rates are only 7.06%, 7.87% and 8.03%, and only 276 

average 7.65%, far below the zone of reasonableness.  Staff’s Water Group’s DCF are 277 

simply the result of a mechanistic application of the model without regard to actual 278 

measurable, alternative investment opportunities.  The inadequacy of these unreasonably 279 

low DCF cost rates are especially noticeable when viewed in the context of the 280 

Commission’s average 10.40% ROE authorized over the past year (i.e., 2010) for water 281 

and sewer utilities. 282 

                                                 
6
 The three individual companies with the lowest DCF estimate are Artesian Resources, Connecticut Water and 

Middlesex Water.  
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  The three individual companies with the lowest DCF of the of the five companies 283 

comprising the Water Group have a DCF estimate that averages 521-basis points below 284 

Staff’s common equity cost rate estimates for the companies from the S&P 500.  Further, 285 

The three individual companies with the lowest DCF of the of the five companies 286 

comprising the Water Group have a DCF estimate that averages 306-basis points below 287 

the Commission’s average authorized return on equity for other water and sewer utilities 288 

over the last 30 months and is 275-basis points below the Commission’s average 289 

authorized return on equity for other water and sewer utilities for the year 2010. 290 

  Clearly, the DCF estimates for these three companies used by Staff in the instant 291 

proceeding are outright outliers and should not be relied upon.  In Docket No. 04-0442 292 

Staff excluded the DCF results of California Water Service Group from their Water 293 

Group’s average DCF because the resultant DCF was too high.  In Docket No. 04-0442 294 

Staff rationalized California Water Service exclusion as, “there is no low DCF-derived 295 

cost of equity estimate to balance out the high estimate for California Water Service 296 

Group.”7 297 

  For these reasons, I recommend that no weight be given to Staff’s estimated cost 298 

rate for her Water Group. 299 

Q. Are you aware of other problems with Ms. Kight-Garlisch’s DCF estimate for her 300 

water group? 301 

A. Yes.  As explained previously, Ms. Kight-Garlisch Water Group is comprised of a 302 

sample that is too small when combined with a mechanistic application of the constant 303 

                                                 
7
 Docket No. 04-0442, Staff Ex. 3.0, pg. 19 at fn. 19. 
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growth DCF model.  Further, her DCF estimate is impacted from sole use of Zacks 304 

growth rates and suffers from the combined impact of selecting small water utilities that 305 

security analysts thinly cover.  As shown on Schedule 2, four of Staff’s Water Group 306 

companies have only one security analyst providing a growth rate estimate.  On average, 307 

Staff’s Water Group’s DCF reflects a growth rate projection from only 1.2 analysts.  308 

Staff’s Utility Group’s DCF reflects a growth rate projection from twice as many security 309 

analysts per company on average, as cover Staff’s Water Group.  310 

  Ms. Kight-Garlisch could have easily increased the number of companies in her 311 

Water Group, and increased the number of security analyst providing a growth rate 312 

estimate had the her selection criteria not restricted inclusion to having a projected 313 

growth rate from Zacks.  In my direct testimony, I relied upon four sources for projected 314 

growth rates, First Call, Reuters, Zacks, and Value Line. 315 

  Additionally, I believe AWK should be included in Staff’s Water Group for three 316 

reasons: (1) AWK has the require information (i.e., SIC code, Zacks growth rate, and 317 

existing betas) available to pass Staff’s selection criteria; (2) AWK would increase the 318 

size of Staff’s water company sample by 20%; and (3) AWK has three security analyst 319 

providing a growth rate estimate to Zacks, thereby increasing the average the number of 320 

security analyst providing a growth rate estimate for Staff’s Water Group by 25%. 321 

Q. Have you determined the end result of adding AWK to Staff’s water group? 322 

A. Yes.  As shown on Schedule 3, I calculated both a single-stage DCF and CAPM estimate 323 

for AWK based on Staff’s data and methodology.  AWK’s single-stage DCF reflects the 324 

same spot date (i.e., 7/6/11) and growth rate date utilized by Staff.  As shown on 325 
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Schedule 3, the single-stage DCF for the Water Group including AWK is 8.94%, the 326 

CAPM estimate is 9.75%, and indicates a 9.35% common equity cost rate for Staff’s 327 

Water Group. 328 

  In the current case, Staff recommends a 2/3 weighting to Staff’s Water sample 329 

and 1/3 weighting to Staff’s Utility sample.  Replicating the Staff’s weighting 330 

recommendation from the current case indicates a cost of equity of 9.60% when AWK is 331 

included in the Water sample.  In AQUA2010, the Staff and the Company stipulated to, 332 

and the Commission utilized, a revised weighting of Staff’s Water Sample Group and 333 

Utility Sample Group to the following: 1/3 weighting to Staff’s Water Sample and 2/3 334 

weighting to Staff’s Utility sample.  Replicating the AQUA2010 weighting indicates a 335 

cost of equity of 9.87% when AWK is included in the Water sample.  In IAWC2009, the 336 

Staff recommended and the Commission utilized a weighting of 100% given to Staff’s 337 

Utility Sample Group.  As shown on Schedule 3, replicating the IAWC2009 weighting 338 

indicates a cost of equity of 10.12%. 339 

  Although inclusion of AWK in Staff’s Water Group produces a more reasonable 340 

indicated cost of equity for the Water Group, it ultimately fails a comparison test or 341 

opportunity cost test when compared to: (1) Staff’s common equity cost rate estimates for 342 

386 companies from the Market Portfolio of 12.86%; (2) the Commission’s average 343 

authorized return on equity for other water and sewer utilities over the last 30 months of 344 

10.71%; and (3) the Commission’s average authorized return on equity for other water 345 

and sewer utilities for the year 2010 of 10.40%.  Accordingly, if the Commission utilizes 346 

Staff’s cost of equity methodologies, I recommend that they utilize a weighting of 100% 347 

given to Staff’s Utility Group.  Doing so indicates a cost of common equity of 10.12% 348 
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and provides a reasonable opportunity cost rate when compared to the cost rate of the 349 

Market Portfolio and the Commission’s average authorized return on equity for other 350 

water and sewer utilities. 351 

Q. You stated Staff utilized a spot date of 7/06/11 in determining her recommended 352 

cost of equity.  Have the conditions of financial markets changed much since 353 

7/06/11? 354 

A. Yes.  On Schedule 4 I show stock price data from the most recent spot date, 8/18/11, 355 

compared to stock price data from Staff’s spot date of 7/06/11 to further illustrate the 356 

inadequacies of Staff’s recommendation that is based on spot data.  As shown on 357 

Schedule 4, the Staff’s Utility Group experienced an average decline in stock price from 358 

7/06/11 to 8/18/11 of 6.2% and the Staff’s Water Group including AWK experienced an 359 

average decline of 3.9%.  These declines in stock prices produce increases in dividend 360 

yield and an increase in common equity cost rate, all other thing being equal. 361 

  The rapid decline in stocks prices reflect the extraordinary chaos that has existed 362 

in the financial markets since late 2008.  When there is a crisis in the markets, such as a 363 

financial meltdown, market participants usually sell off and move their money to a safer 364 

place; fleeing from illiquid, low quality investments to liquid, high quality investments. 365 

This flight to quality reflects a collapse of confidence in the financial system.  The flight 366 

to quality is most evident in short-term interest rates and Treasury bond yields, both of 367 

which are used by the Federal Reserve to stabilize the capital markets.  Currently and 368 

prospectively, 2011-2013, the capital markets are and will continue to be affected by the 369 

upcoming large residential and commercial real estate refinancings, the unprecedented 370 

large Treasury financings, the downgrading of US credit, and large federal government 371 
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budget deficits.  Additionally, extremely high debt levels in Greece, Spain, Portugal, Italy 372 

and some other European countries could trigger a wave of national defaults, 373 

undermining credit markets revival.  The results of the upcoming real estate refinancings, 374 

the unprecedented large Treasury financings, and sovereign debt defaults impact 375 

AQUA’s cost of capital. 376 

  The spot dividend yields on 7/06/11 utilized by the Staff were generally the 377 

lowest yields the Water Group and the Utility Group have had over the last12-months.  I 378 

do not believe it is appropriate to use a spot date to estimate the cost of common equity 379 

for a utility.  Further, it is my understanding that the Commission has recently rejected 380 

the use of a spot date and prefers a longer approach to measuring cost rates. 381 

The Commission has recently rejected use of such a pure 382 
“spot date” approach in its North Shore decision (Tr. at 383 
1783) and notes the problems that can result from using 384 
such data.  (Id.; North Shore Gas Co., et al, Docket Nos. 385 
07-0241/07-0242 (Cons.), Final Order (Feb. 5, 2008) at 92, 386 
125-126).8 387 

Q. Have you updated Staff’s cost of common equity reflecting more recent data 388 

reflecting the large decline in the overall stock market? 389 

A. Yes.  On Schedule 5 I updated Staff’s single-stage DCF for the Utility Group and the 390 

Water Group using Staff’s data sources and methodology.  The updated single-stage DCF 391 

reflects the spot date of 8/18/11 and updated Zacks growth rate data utilized by Staff.9  392 

Updating the information indicates a 28-basis point increase in the Utility Group 393 

                                                 
8
 Docket No. 10-0467, Order at 126 (May 24, 2011). 
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dividend yield and a 1-basis point increase in growth rate.  Updating the information for 394 

the Water Group indicates a 13-basis point increase in the dividend yield when AWK is 395 

excluded and a 15-basis point increase in the dividend yield when AWK is included.  396 

Updating the growth rates for the Water Group indicates a 54-basis point increase in 397 

growth rate excluding AWK and a 43-basis point increase in the growth rate including 398 

AWK.  399 

  As shown on Schedule 5, the updated single-stage DCF for the Utility Group is 400 

9.76% and their updated average cost of equity is 10.17%.  Similarly, the updated single-401 

stage DCF for the Water Group is 8.92%, excluding AWK, and their updated average 402 

cost of equity is 9.36%, excluding AWK.  When AWK is included in the Water Group, 403 

the updated single-stage DCF for the Water Group is 9.44% and their updated average 404 

cost of equity is 9.59%. 405 

  As stated previously, Staff recommends in the current case a 2/3 weighting to 406 

Staff’s Water sample and 1/3 weighting to Staff’s Utility sample.  Replicating the Staff’s 407 

weighting recommendation from the current case indicates a cost of equity of 9.78% 408 

when AWK is included in the Water sample.  In AQUA2010, the Staff and the Company 409 

stipulated to, and the Commission utilized, a revised weighting of Staff’s Water Sample 410 

Group and Utility Sample Group to the following: 1/3 weighting to Staff’s Water Sample 411 

and 2/3 weighting to Staff’s Utility sample.  Replicating the AQUA2010 weighting 412 

indicates a cost of equity of 9.98% when AWK is included in the Water sample.  In 413 

                                                                                                                                                             
9
 Currently Zacks does not publish a growth rate for Artesian Resources, one of the five companies contained in Ms. 

Kight-Garlisch’s Water Group; and therefore, would, or will, be dropped from Ms. Kight-Garlisch’s Water Group. I 
utilized the recent projected growth rate published by Reuters in place of this company’s Zacks growth rate.  Staff 
used a similar approach when determining the growth rate for the companies in the S&P 500. 
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IAWC2009, the Staff recommended and the Commission utilized a weighting of 100% 414 

given to Staff’s Utility Sample Group.  As shown on Schedule 5, replicating the 415 

IAWC2009 weighting indicates a cost of equity of 10.17%. 416 

Q. Do you agree with Staff’s CAPM estimate? 417 

A. No.  Staff calculated a CAPM after determining the return on the market based on a DCF. 418 

 Accordingly, Staff’s CAPM suffers from the same breakdowns that its DCF does.  419 

However, the results of her CAPM are much more meaningful than the results of her 420 

single-stage DCF. 421 

Q. Has Staff traditionally used a single-stage DCF to determine their common equity 422 

cost rate recommendation? 423 

A. No.  It is my understanding that the Financial Analysis Division of the ICC uses a multi-424 

stage growth or three-stage growth model in most instances. Staff used a multi-stage 425 

growth or three-stage growth model in both IAWC2009 and AQUA2010. On pages 14 426 

and 15 Staff explains her reason for using a single-stage or constant growth DCF. 427 

…in this proceeding, the average 3-5 year growth rate is 428 
4.62% for the Water Sample and 4.88% for the Utility 429 
Sample.  My estimates of the expected long-term overall 430 
rate of growth for the economy range from 4.50% to 431 
5.40%.  Since the near term growth rate estimates fall 432 
within the range of expected long-term overall economic 433 
growth, a constant growth DCF model would be 434 
appropriate to use in this proceeding. 435 

Q. Is Staff correct to assume the expected long-term overall rate of growth for the 436 

economy, or GDP, ranges from 4.50% to 5.40%? 437 
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A. No.  In my direct testimony I explained why investors believe the long-term growth of 438 

the economy is between 6.09% and 6.34%.  Further, it is my understanding the 439 

Commission has recently rejected the methodology utilized by Staff in estimating the 440 

expected long-term overall rate of growth for the economy. 441 

The Commission finds problems with how . . . GDP growth 442 
rate forecast is calculated because it is based on 443 
assumptions that are inconsistent with actual historical 444 
growth for the U.S. economy. . . It is reasonable to believe 445 
that future real growth and inflation will both be 3% and 446 
therefore a 6% growth rate is a more reasonable proxy for 447 
investor’s long-term expectations.10 448 

Q. Can you estimate what Staff’s recommendations would be if she used a multi-stage 449 

growth or three-stage growth model reflecting a “more reasonable proxy for 450 

investor’s long-term expectations” for growth of the economy in her DCF? 451 

A. Yes.  On Schedule 6 I calculated a multi-stage growth or three-stage growth model 452 

reflecting a “more reasonable proxy for investor’s long-term expectations” for growth of 453 

the economy.  Schedule 6 summarizes a sensitivity analysis of the multi-stage DCF 454 

model using long-term expectations for growth of the economy of 6.00%, 6.08% and 455 

6.34% based upon the recent Commission findings and the determination of long-term 456 

growth presented in my direct testimony.  As shown on Schedule 6, I calculated a multi-457 

stage growth DCF for each of Staff’s groups based on spot 7/06/11 data and updated spot 458 

based on 8/18/11 data. 459 

  A comparison of the estimated cost rates based on a multi-stage DCF at spot date 460 

7/06/11 shows it produces a more reasonable indicated cost of equity for the Water 461 

                                                 
10

 Docket No. 10-0467, Order at 153 (May 24, 2011). 



 

Docket No. 11-0436 22 Aqua Ex. 11.0 

Group and is in the range of 9.49% to 9.77%, when AWK is excluded, and is in the range 462 

of 9.55% to 9.82% when AWK is included.  The range of the indicated cost of equity for 463 

the Utility Group is shown to be in the range of 10.52% to 10.78% at spot date 7/06/11.   464 

  Schedule 6 also shows a comparison of the estimated cost rates based on a multi-465 

stage DCF at updated spot date 8/18/11.  As shown, the indicated cost of equity for the 466 

Water Group is in the range of 9.75% to 10.02% when AWK is excluded and is in the 467 

range of 9.80% to 10.07% when AWK is included.  The range of the indicated cost of 468 

equity for the Utility Group is shown to be in the range of 10.82% to 11.08% at updated 469 

spot date 8/18/11. 470 

Q. What information is shown on Schedule 7? 471 

A. Schedule 7 shows the end result of including the results of the multi-stage DCF in Staff’s 472 

recommended cost of common equity based on the weightings recommended by Staff in 473 

the current case, the weightings used in AQUA2010, and the weightings used in 474 

IAWC2009 at 7/06/11 and updated to 8/18/11. 475 

  As stated previously, Staff recommends in the current case a 1/3 weighting to 476 

Staff’s Utility sample and 2/3 weighting to Staff’s Water sample.  In AQUA2010, the 477 

Staff and the Company stipulated to, and the Commission utilized, a revised weighting of 478 

2/3 weighting to Staff’s Utility sample and 1/3 weighting to Water sample.  In 479 

IAWC2009, the Staff recommended and the Commission utilized a weighting of 100% 480 

given to Staff’s Utility sample.  Table 2 shows the range of the indicated cost rates at 481 

7/06/11 and 8/18/11 based on the weighting previously discussed.  482 



 

Docket No. 11-0436 23 Aqua Ex. 11.0 

Table 2 483 
           

   Weighting of Cost Rates  

   Staff's      
   Current Case AQUA2010 IAWC2009  

   33%/67% 67%/33% 100%/0%  
  Spot 7/06/11     

  Weighted Cost Rate Range (excluding AWK) 9.95 to 10.08 10.25 to 10.39 10.55 to 10.68  
       

  Weighted Cost Rate Range (including AWK) 9.94 to 10.08 10.25 to 10.38 10.55 to 10.68  
       
       
  Spot 8/18/11     
  Weighted Cost Rate Range (excluding AWK) 10.08 to 10.22 10.4 to 10.53 10.7 to 10.83  
       
  Weighted Cost Rate Range (including AWK) 10.08 to 10.21 10.39 to 10.53 10.7 to 10.83  
           

 484 

  The range of the estimated costs rates shown in Table 2 indicates that Staff’s 485 

recommendation that AQUA be permitted an opportunity to earn a 9.43% ROE is 486 

unreasonable.  I believe there is ample evidence Staff’s Water Group cost rates are 487 

unreasonable and not useful.  However, if the Commission is going to give any weight to 488 

the results of the Staff’s common equity cost rate estimate, I believe the only reasonable 489 

solution is to follow the weighting used in IAWC2009; where 100% weight was given to 490 

the Utility Group’s estimated cost of equity.  Doing so suggests a 10.12% cost of 491 

common equity for AQUA.  As stated previously, the weighting in Staff’s current 492 

proposal for AQUA is another example of significant departure from recent cases before 493 

the Commission and this departure and break from past precedent negatively penalizes 494 

AQUA as compare to other water and utility companies. 495 

Q. Does Staff’s recommended cost of common equity recognize AQUA’s additional risk 496 

associated with its smaller size? 497 
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A. No.  Staff does not reflect AQUA’s additional risk associated with its smaller size and 498 

therefore, Staff’s recommendation reflects a “financial prejudices” regarding AQUA. 499 

Q. Please explain Staff’s “financial prejudices” concerning the Company. 500 

A. Investors who invest in a risky asset expose themselves to investment risk particular to 501 

that investment.  The greater the risk associated with a risky asset, the higher the required 502 

return.  This is a basic tenet of corporate finance concerning risk and return.  The 503 

investment risk of an asset does not change, no matter who owns the asset.  Whether the 504 

asset is owned by a tall person or a short person, the required return is the same because 505 

the risk of owning that asset is the same.  Likewise, whether the owner or investor of a 506 

risky asset is rich or poor, the risk of owning the asset is unchanged and therefore the 507 

required return is unchanged.  For example, if the U.S. Government auctioned long-term 508 

Treasury Bonds today at 4.5%, the richest man in the world would receive the same 509 

return by purchasing those bonds as would a charitable organization because the return of 510 

this asset, Treasury Bonds, provides the same return no matter the owner.  Every investor 511 

is entitled to equal treatment.  Staff’s recommendation results in “financial prejudice” by 512 

applying a calculated equity cost for Staff’s Comparison Groups and applying it to 513 

AQUA without reflecting the measurable risk differences. 514 

  Staff is penalizing AQUA due to lack of recognition of its small size, because of 515 

who owns its common stock, which violates the basic premise concerning risk and return. 516 

 The composition of the investors who hold utility common stock varies widely.  The 517 

stockholders may include some millionaires and senior citizens living on fixed retirement 518 

income.  However, when a utility commission determines the appropriate ROE for a 519 

utility, all investors, no matter status, should receive identical returns. 520 
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Q. Besides Staff’s common equity cost rate recommendation being below those recently 521 

authorized by the Commission, are there other indications that Staff’s common 522 

equity cost rate recommendation is below the zone of reasonableness for AQUA? 523 

A. Yes.  In Docket No. 09-0427, in October 2009, Ms. Kight-Garlisch submitted testimony 524 

addressing IAWC’s petition for authority to incur $39,000,000 of indebtedness.  In 525 

recommending the approval11 of IAWC’s financing application, Ms. Kight-Garlisch 526 

testified:  527 

interest rates for Taxable Notes will not exceed a rate equal 528 
to the current yield on U.S. Treasury securities, plus 550 529 
basis points…. 530 

 Docket No. 09-0427, ICC Staff Exhibit 1.0, lines 70-72. 531 

  In the current AQUA proceeding, Ms. Kight-Garlisch estimated a risk-free rate, 532 

or “the current yield on U.S. Treasury securities,” of 4.40%.  Adding the 550 basis points 533 

fixed capital premium adopted in the aforementioned IAWC proceeding suggests a 9.9% 534 

cost for IAWC’s debt capital. 535 

  Both AQUA and IAWC face similar risks.  However, IAWC is the largest 536 

investor owned water and sewer utility in the state, based on revenues and total 537 

customers; AQUA is about 20% the size of IAWC.  Ms. Kight-Garlisch’s 9.43% 538 

recommendation for AQUA violates the basic economic proposition regarding risk and 539 

return; since AQUA’s cost of equity, as recommended by Ms. Kight-Garlisch, would be 540 

below the 9.9% cost of debt capital for IAWC. 541 

                                                 
11

 Ms. Kight-Garlisch  testified, “I do not object to IAWC’s proposal to incur up to $39,000,000, of new 
indebtedness . . .” 
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Q. In your opinion, what impact would Staff’s 9.43% ROE have on AQUA should the 542 

Commission adopt this proposal? 543 

A. AQUA would likely experience a credit downgrading because credit rating agencies 544 

consider, as a significant factor in determining creditworthiness, the political and 545 

regulatory environment in which a utility operates.  It may even restrict the Company’s 546 

ability to attract capital. 547 

  AQUA’s ability to access capital is strictly based on its assets, earnings, and cash 548 

flow, not the resources of Aqua America.  The unreasonably low authorized ROE would 549 

(1) jeopardize AQUA’s ability to attract new common equity capital; (2) impair its ability 550 

to maintain its dividend; and (3) impair its ability to maintain its credit rating. 551 

  As the sole shareholder, it is Aqua America’s position that a utility subsidiary 552 

must exhibit the ability to attract the capital it requires as a prerequisite to the initiation to 553 

warrant new common equity investment.  Aqua America is dedicated to providing the 554 

best possible water service at a reasonable cost consistent with adequate compensation 555 

for investors.  The ability to attract needed capital is dependent upon consistently 556 

achieving adequate earnings, which result from providing exceptional quality water and 557 

service for customers.  The business of the Aqua America is the investment in common 558 

stock of water utilities.  The purpose of this business is to protect and enhance the value 559 

of Aqua America’s shareholders’ investment through growth in earnings and dividends 560 

per share. 561 

  The level of an authorized return on equity provides an indication, or lack there 562 

of, of regulatory support for the utilities that a commission regulates.  It provides a 563 
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familiar benchmark that can be judge against from one utility to another.  To retain 564 

existing capital and to attract new capital, the authorized rate of return on common equity 565 

must be high enough to satisfy investors’ requirements at all times; including periods of 566 

economic uncertainty.  567 

  Staff proposes a return on equity of 9.43%, at a time when the average authorized 568 

return on equity for other water utilities in the State is averaging 10.40%.  Staff proposes 569 

a return on equity that is inadequate to attract capital and would send an unmistakable 570 

message that Illinois is not the place for investors to make investments that are not 571 

absolutely required. 572 

  Staff’s proposal disregards recent Commission decisions and upends traditional 573 

notions of regulatory certainty.  In short, disregard for regulatory certainty makes it 574 

virtually impossible for a small water company to properly plan for future investments in 575 

its infrastructure.  This result benefits no one, and contradicts long-standing notions of 576 

sound regulatory policy. 577 

IV. ANALYSIS OF CAPITAL STRUCTURE AND FIXED CAPITAL COST RATES 578 

Q. Is Ms. Kight-Garlisch’s recommended capital structure reasonable to be used in 579 

these proceedings? 580 

A. Yes.  581 

Q. Are Ms. Kight-Garlisch’s recommended fixed capital cost rates reasonable to be 582 

used in these proceedings? 583 

A. Yes.  The Company believes the long-term and preferred stock costs used by Staff are 584 

reasonable.  While Aqua continues to believe its projected short-term debt cost of 2.28% 585 
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as filed is very supportable, the Company does not believe the associated revenue dollars 586 

warrant additional rate case expense to be borne by our customers via litigation on this 587 

issue.  As such, the Company will not oppose Staff’s recommended 2.00% short-term 588 

debt rate. 589 

V. RESPONSE TO CRITIQUES OF MR. WALKER’S DIRECT TESTIMONY 590 

Q. Do investors rely on historical data in making or forming investment decision? 591 

A. Yes.  Historical data is commonly used in making or formatting investment decision. 592 

Q. Is the use of a size premium appropriate? 593 

A. I have analyzed the manner in which a company’s size impacts the cost to issue long term 594 

debt.  The cost to issue long term debt is inversely related to the size of a debt offering.  595 

That is, the smaller the debt offering, the higher the issuance expenses.  Since issuance 596 

expenses are included as part of the cost of debt, a company’s small size increases its cost 597 

of debt.  A company’s size affects both the interest expense (yield or coupon) and the 598 

issuance expenses required to issue debt.  Additionally, the terms of the issuance are 599 

usually more onerous for a smaller issue.  This analysis observation confirms the use of 600 

size premium. 601 

Q. Does the size premium account for lack of marketability risk differences between 602 

AQUA and Staff’s comparable groups? 603 

A. Investors prefer liquidity to lack of liquidity.  Accordingly, a share in a business is worth 604 

more if it is easily marketable or, conversely, worth less if it is not.  Privately held water 605 

utilities such as AQUA are worth less than publicly traded water utilities.  The size 606 

premium used in the CAPM accounts for some of these differences. 607 
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Q. Is a leverage adjustment justified? 608 

A. Yes.  I explain the reason a leverage adjustment should be used in my direct testimony.  609 

Further, Ms. Kight-Garlisch and I agree that capital structure and firm value are related.  610 

Since capital structure and firm value are related, a leverage adjustment is required when 611 

a cost of common equity model is based on market value and if its results are then 612 

applied to book value.  My analysis in this area indicates that Staff’s ROE should be 613 

adjusted upwards by 55-basis points in order to be consistent with financial theory. 614 

VI. CONCLUSION 615 

Q. Does this conclude your rebuttal testimony? 616 

A. Yes. 617 


