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 1 
I. INTRODUCTION 2 

Q1. Please state your name, occupation and business address. 3 

A. My name is Pauline M. Ahern. I am a Principal of AUS Consultants.  My business 4 

address is 155 Gaither Drive, Suite A, Mt. Laurel, New Jersey 08054. 5 

Q2. Please summarize your professional experience and educational 6 

background. 7 

A. I have offered expert testimony on behalf of investor-owned utilities before 8 

twenty-seven state regulatory commissions on rate of return issues, including but 9 

not limited to common equity cost rate, fair rate of return, capital structure issues, 10 

credit quality issues and the like.  I am a graduate of Clark University, Worcester, 11 

MA, where I received a Bachelor of Arts degree with honors in Economics in 12 

1973.  In 1991, I received a Master of Business Administration with high honors 13 

and a concentration in finance from Rutgers University. The details of these 14 

appearances, my educational background, presentations I have given and 15 

articles I have co-authored are shown in Appendix A supplementing this 16 

testimony. 17 

  On behalf of the American Gas Association (A.G.A.), I calculate the A.G.A 18 

Gas Index, which serves as the benchmark against which the performance of the 19 

American Gas Index Fund (AGIF) is measured monthly.  The A.G.A. Gas Index 20 

and AGIF are a market capitalization weighted index and fund, respectively, 21 
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comprised of the common stocks of the publicly traded corporate 22 

members of the A.G.A. 23 

  I am also the Publisher of AUS Utility Reports, responsible for 24 

supervising the production, publication, distribution and marketing of its 25 

various reports.   26 

  I am a member of the Society of Utility and Regulatory Financial 27 

Analysts (SURFA) where I serve on its Board of Directors, having served 28 

two terms as President, from 2006 – 2008 and 2008 – 2010.  Previously, I 29 

held the position of Secretary/Treasurer from 2004 – 2006.  In 1992, I was 30 

awarded the professional designation "Certified Rate of Return Analyst" 31 

(CRRA) by SURFA, which is based upon education, experience and the 32 

successful completion of a comprehensive written examination. 33 

  I am also an associate member of the National Association of 34 

Water Companies, serving on its Finance/Accounting/Taxation 35 

Committee; a member of the Energy Association of Pennsylvania, 36 

formerly the Pennsylvania Gas Association; and a member of the 37 

American Finance and Financial Management Associations. 38 

Q3. What is the purpose of your testimony in this proceeding? 39 

A. The purpose of my Direct Testimony is to recommend to the Illinois 40 

Commerce Commission (“ICC” or the “Commission”) the appropriate 41 

investor-required common equity cost rate which Illinois-American Water 42 

Company (“IAWC” or the “Company”) should be afforded the opportunity 43 

to earn on the common equity financed portion of its jurisdictional rate 44 
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base.   45 

Q4. What is your recommended common equity cost rate?   46 

A. I recommend that the Commission authorize the Company the opportunity 47 

to earn a common equity cost rate of 11.40% on the common equity 48 

financed portion of its jurisdictional rate base.  A common equity cost rate 49 

of 11.40% results in an overall rate of return of 8.77% when applied to a 50 

common equity ratio of 50.84% developed by Company Witness Mr. 51 

Rungren (IAWC Ex. 6.00) as summarized in Table 1 below:   52 

Table 1 53 

 Type of Capital Ratios Cost Rate Weighted Cost 54 
Rate 55 
 56 
 Long-Term Debt 48.90%  6.07%  2.97% 57 
 Short-Term Debt  0.26  0.76  0.00 58 
    Total Debt 49.16    2.97 59 
 Common Equity  50.84  11.40  6.02 60 
 61 
   Total 100.00%    8.77% 62 
 63 

Q5. Have you prepared Exhibits which support your recommended 64 

common equity cost rate?  65 

A. Yes.  They are included with my Direct Testimony as IAWC Exhibits 10.01 66 

through 10.17.   67 

II. SUMMARY 68 

Q6. Please summarize your recommended common equity cost rate.  69 

A. My recommended common equity cost rate of 11.40% is summarized on 70 

IAWC Exhibit 10.01, page 2.  As a wholly-owned subsidiary of American 71 

Water Works Company, Inc. (“AWK” or the “Parent”), IAWC’s common 72 
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stock is not publicly traded.  Thus, a market-based common equity cost 73 

rate cannot be directly observed for the Company.  Consequently, in 74 

arriving at my recommended common equity cost rate of 11.40%, I have 75 

assessed the market-based common equity cost rates of companies of 76 

relatively similar, but not necessarily identical risk, i.e., proxy group(s) for 77 

insight into a recommended common equity cost rate applicable to IAWC.  78 

Using companies of relatively comparable similar risk as proxies is 79 

consistent with the principles of fair rate of return established in the Hope1 80 

and Bluefield2 cases, adding reliability to the informed expert judgment 81 

necessary to arrive at a recommended common equity cost rate.  82 

However, no proxy group(s) can be selected to be identical in risk to 83 

IAWC.  Therefore, the proxy group(s)’ results must be adjusted, if 84 

necessary, to reflect the unique relative financial and/or business risk of 85 

the Company, as will be discussed in detail subsequently. 86 

 Consistent with the Efficient Market Hypothesis (EMH), which will 87 

be discussed in more detail below, my recommendation results from the 88 

application of market-based cost of common equity models, the 89 

Discounted Cash Flow (DCF) approach, the Risk Premium Model (RPM) 90 

and the Capital Asset Pricing Model (CAPM) for the proxy group of nine 91 

water companies whose selection will be discussed subsequently.  In 92 

addition, I also selected a group of domestic, non-price regulated 93 

companies comparable in total risk to the nine water companies, applying 94 

                                            
1      Federal Power Commission  v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
2      Bluefield Water Works Improvement Co. v. Public Serv. Comm'n, 262 U.S. 679 (1922). 
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the DCF, RPM and CAPM to them as well as assessing projected returns 95 

on book common equity or partner’s capital in accordance with the 96 

opportunity cost standards encapsulated in Hope and Bluefield.   97 

   The results derived from each are as follows: 98 

Table 2 99 
    Proxy Group   100 
        of Nine    101 
          Water   102 
      Companies  103 
  104 
  Discounted Cash Flow Model    9.96%   105 
  Risk Premium Model    10.41    106 
  Capital Asset Pricing Model    10.73    107 
  Cost of Equity Models Applied to 108 
    Comparable Risk, Non-Price 109 
    Regulated Companies    13.30   110 
 111 
 Indicated Common Equity Cost 112 
   Rate Before Adjustment for 113 
   Financial Risk, Flotation Costs 114 
   and Business Risks  11.00% 115 
 116 
  Flotation Cost Adjustment  0.16 117 
 118 
  Investment Risk Adjustment  0.25 119 
 120 
  Indicated Common Equity 121 
   Cost Rate   11.41% 122 
 123 
 Recommended Common Equity  124 
     Cost Rate   11.40% 125 
 126 

 After reviewing the cost rates based upon these models, I conclude 127 

that a common equity cost rate of 11.00% is indicated, before any 128 

adjustment for flotation costs and risk related to IAWC’s unique financial 129 

and business risks relative to the proxy group of nine water companies.  A 130 

common equity cost rate of 11.00% is reasonable given the current 131 
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unstable economic and volatile capital market conditions, notwithstanding 132 

recent declines in interest rates which will be discussed later in this 133 

testimony. 134 

The indicated common equity cost rate based upon the nine water 135 

companies was adjusted upward by 0.16% for flotation costs and by 136 

0.25% to reflect IAWC’s unique financial and business risks.  These 137 

adjustments are discussed below.  After adjustment for flotation costs and 138 

unique investment risks, the adjusted common equity cost rate is 11.41%, 139 

which, when rounded to 11.40%, is also my recommended common equity 140 

cost rate for IAWC.   141 

III. GENERAL PRINCIPLES 142 

Q7. What general principles have you considered in arriving at your 143 

recommended common equity cost rate of 11.40%? 144 

A. In unregulated industries, the competition of the marketplace is the 145 

principal determinant of the price of products or services.  For regulated 146 

public utilities, regulation must act as a substitute for marketplace 147 

competition.  Assuring that the utility can fulfill its obligations to the public 148 

while providing safe and adequate service at all times requires a level of 149 

earnings sufficient to maintain the integrity of presently invested capital as 150 

well as permitting the attraction of needed new capital at a reasonable 151 

cost in competition with other firms of comparable risk, consistent with the 152 

fair rate of return standards established by the U.S. Supreme Court in the 153 

previously cited Hope and Bluefield cases.  Consequently, marketplace 154 
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data must be relied upon in assessing a common equity cost rate 155 

appropriate for ratemaking purposes.  Therefore, my recommended 156 

common equity cost rate is based upon marketplace data for a proxy 157 

group of utilities as similar in risk as possible to IAWC, based upon 158 

selection criteria which will be discussed subsequently.  Just as the use of 159 

the market data for the proxy group(s) adds reliability to the informed 160 

expert judgment used in arriving at a recommended common equity cost 161 

rate, the ability to use multiple common equity cost rate models also adds 162 

reliability when arriving at a company-specific common equity cost rate.   163 

Q8. What principles and methods have you applied to determine IAWC’s 164 

cost of common equity? 165 

A. I am employ four market-based common equity cost rate models, 166 

because, as noted above and will be discussed in detail below, the use of 167 

multiple models is consistent with the EMH which provides the foundation 168 

for market-based common equity cost rate models.  I use the CAPM and 169 

DCF model for reasons which will also be discussed below.  In my 170 

analysis, I develop the market equity risk premium in my CAPM analysis 171 

based, in part, upon an observation of the actual historical outcome of 172 

actual investor decisions rather than a proxy for those decisions based 173 

upon a DCF analysis.  I also use a Risk Premium Model which is a valid 174 

and reliable model to be used in conjunction with other cost of common 175 

equity cost rate models.  In addition, I undertake an analysis of the 176 

projected returns on common equity or partners’ capital plus apply the 177 
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DCF, RPM and CAPM to a proxy group of non-price regulated, i.e., non-178 

utility, companies selected on the basis of total comparable risk as 179 

discussed in detail below.  Finally, I have not utilized a non-water utility 180 

proxy group for two reasons.  First, because I have not limited my 181 

earnings per share (EPS) growth estimates to a single source, my proxy 182 

group consists of nine water companies, which essentially is the universe 183 

(with the exception of Pennichuck Water Corporation) of publicly traded 184 

water companies.  Second, based upon an analysis of relative risk 185 

between the water, electric, combination electric and gas and natural gas 186 

distribution utility industries, discussed in detail below, it is clear the water 187 

utility industry is becoming and continues to be more risky than any of the 188 

other utility industry subgroups. 189 

IV. BUSINESS AND FINANCIAL RISK 190 

Q9. Please define business risk and explain why it is important to the 191 

determination of a fair rate of return. 192 

A. Business risk is the riskiness of a company’s common stock without the 193 

use of debt and/or preferred capital.  Examples of such general business 194 

risk to all utilities, i.e., water, electric and natural gas distribution, include 195 

the quality of management, the regulatory environment, customer mix and 196 

concentration of customers, service territory growth, capital intensity, size, 197 

and the like, which have a direct bearing on earnings. 198 

  Business risk is important to the determination of a fair rate of 199 

return because the greater the level of risk, the greater the rate of return 200 
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investors demand, consistent with the basic financial precept of risk and 201 

return. 202 

Q10. What business risks face the water industry in general?  203 

A. Water is essential to life and unlike electricity or natural gas, water is the 204 

only utility product which is ingested.  Consequently, water quality is of 205 

paramount importance to the health and well-being of customers and 206 

subject to additional health and safety regulations.  In addition, unlike 207 

many electric and natural gas utilities, water utilities serve a production 208 

function in addition to the delivery functions served by electric and gas 209 

utilities.   210 

  Water utilities obtain supply from wells, aquifers, surface water 211 

reservoirs, streams and rivers, or through water rights.  Throughout the 212 

years, well supplies and aquifers have been environmentally threatened, 213 

with historically minor purification treatment having given way to major well 214 

rehabilitation, treatment or replacement.  Simultaneously, environmental 215 

water quality standards have tightened considerably, requiring multiple 216 

treatments.  In addition, drought, water source overuse, runoff, threatened 217 

species/habitat protection and other factors are limiting supply availability.  218 

As for water rights, their lives are typically finite with renewability 219 

uncertain.  In the course of procuring water supplies and treating water so 220 

that it meets Safe Drinking Water Act standards, water utilities have an 221 

ever-increasing responsibility to be stewards of the environment from 222 

which supplies are drawn, in order to preserve and protect the natural 223 
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resources of the United States. 224 

  Moreover, electric and natural gas companies, where transmission 225 

and distribution is separate from generation, generally do not produce the 226 

electricity or natural gas which they transmit and distribute.  In contrast, 227 

water utilities are typically vertically engaged in the entire process of 228 

acquiring supply, production (treatment) and distribution of water.  Hence, 229 

water utilities require significant capital investment in sources of supply 230 

and production (wells and treatment facilities), in addition to transmission 231 

and distribution systems, both to serve additional customers and to 232 

replace aging systems, creating a major risk facing the water and 233 

wastewater utility industry. 234 

  Value Line Investment Survey3 (Value Line) observes the following 235 

about the water utility industry:   236 

 Some stocks here have gained momentum since our April 237 
report, as many in the investment community appear to be 238 
seeking shelter from looming global economic issues. 239 

 240 
 Still, water utility stocks, for the most part, remain uninspiring 241 

at this time.  Not a single one, sans American Water Works, 242 
is ranked favorably for Timeliness. Earnings growth was 243 
hard to come by in the first quarter, and burgeoning 244 
operating costs are likely to continue outpacing the revenue 245 
gains being generated by an improving regulatory 246 
environment. 247 

 248 
 The long-term outlook is not much rosier, and growth 249 

prospects appear daunting.  True, as discussed below, the 250 
safe and timely delivery of water is undeniable.  However, 251 
many of the country’s water systems are aging, increasing 252 

                                            
3  Value Line Investment Survey, July 22, 2011.  
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the need for repairs and maintenance.  Most providers, 253 
meanwhile, are strapped for cash, and the financing activity 254 
required to maintain infrastructures will only dilute future 255 
earnings gains. 256 

 257 
*   *   * 258 

 259 
 But while the demand picture painted above would have you 260 

rushing out to buy Water Utility stocks, the industry does 261 
have its warts.  Infrastructures are old, and many are 262 
decrepit.  They require significant maintenance and 263 
investment is unavoidable.  These costs have escalated into 264 
the hundreds of millions of dollars and are not likely to 265 
subside anytime soon.  Unfortunately, most of the 266 
companies operating in this space are starved for cash.  267 
Balance sheets are debt-laden and meek on assets.  268 
Outside financing has become commonplace and will 269 
probably remain the only viable option for those looking to 270 
bring cash into the fold.  That said, the increased share 271 
count and higher interest expense associated with these 272 
initiatives thwarts share-earnings and shareholder gains.  273 
The lack of cash also precludes most from growing their 274 
businesses via acquisitions, such as Aqua America has 275 
become known for.  The industry is consolidating at a red-276 
hot pace, and the bigger players are the ones that are 277 
benefiting.  Although the capital constraints have yet to 278 
influence dividends, some companies may have to rethink 279 
the current payout ratios if the costs of doing business 280 
cannot be curbed. 281 

 282 
 This industry is probably not for most.  Share-price growth 283 

potential is not something that comes to mind when we think 284 
of water utility stocks because of its capital-intensive nature 285 
and financial constraints of most companies of its players. 286 

 287 
 In addition, because the water and wastewater industry is much more 288 

capital-intensive than the electric, and natural gas industries, the 289 

investment required to produce a dollar of revenue is greater.  For 290 

example, as shown on page 1 of IAWC Exhibit 10.02, it took $3.82 of net 291 

utility plant on average to produce $1.00 in operating revenues in 2010 for 292 

the water utility industry as a whole.  For IAWC specifically, it took $3.70 of 293 
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net utility plant to produce $1.00 in operating revenues in 2010.  In 294 

contrast, for the electric, combination electric and gas and natural gas 295 

utility industries, on average it took only $2.16, $1.70 and $1.27, 296 

respectively, to produce $1.00 in operating revenues in 2010.  The greater 297 

capital intensity of water utilities is not a new phenomenon, as water 298 

utilities have exhibited a consistently and significantly greater capital 299 

intensity relative to electric, combination electric and gas and natural gas 300 

utilities during the ten years ended 2010, as shown on page 2 of IAWC 301 

Exhibit 10.02.  As financing needs have increased over the last decade, 302 

the competition for capital from traditional sources has increased, making 303 

the need to maintain financial integrity and the ability to attract needed 304 

new capital increasingly important.  Because investor-owned water utilities 305 

typically do not receive federal funds for infrastructure replacement, the 306 

challenge to investor-owned water utilities is exacerbated and their access 307 

to financing is restricted, thus increasing risk.   308 

  The National Association of Regulatory Commissioners (“NARUC”) 309 

has also highlighted the challenges facing the water and wastewater 310 

industry stemming from its capital intensity.  NARUC’s Board of Directors 311 

adopted the following resolution in July 2006:4 312 

  WHEREAS, To meet the challenges of the water and wastewater 313 
industry which may face a combined capital investment requirement 314 
nearing one trillion dollars over a 20-year period, the following policies and 315 
mechanisms were identified to help ensure sustainable practices in 316 

                                            
4  “Resolution Supporting Consideration of Regulatory Policies Deemed as ‘Best 
Practices’”, Sponsored by the Committee on Water.   Adopted by the NARUC Board of Directors, 
July 27, 2005. 
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promoting needed capital investment and cost-effective rates:  a) the use 317 
of prospectively relevant test years; b) the distribution system 318 
improvement charge; c) construction work in progress; d) pass-through 319 
adjustments; e) staff-assisted rate cases; f) consolidation to achieve 320 
economies of scale; g) acquisition adjustment policies to promote 321 
consolidation and elimination of non-viable systems; h) a streamlined rate 322 
case process; i) mediation and settlement procedures; j) defined 323 
timeframes for rate cases; k) integrated water resource management; l) a 324 
fair return on capital investment; and m) improved communications with 325 
ratepayers and stakeholders; and 326 

 327 
  WHEREAS, Due to the massive capital investment required to 328 

meet current and future water quality and infrastructure requirements, 329 
adequately adjusting allowed equity returns to recognize industry risk in 330 
order to provide a fair return on invested capital was recognized as 331 
crucial… 332 

 333 
  RESOLVED, That the National Association of Regulatory Utility 334 

Commissions (NARUC), convened in its July 2006 Summer Meetings in 335 
Austin, Texas, conceptually supports review and consideration of the 336 
innovative regulatory policies and practices identified herein as “best 337 
practices;” and be it further 338 

 339 
  RESOLVED, That NARUC recommends that economic regulators 340 

consider and adopt as many as appropriate of the regulatory mechanisms 341 
identified herein as best practices… 342 

 343 
  IAWC itself is facing expected significant capital investment as it 344 

projects net capital expenditures of $459,803,571 for 2011 through 2016, 345 

representing an increase of approximately 53.14% over 2010 net utility 346 

plant of $865,312,387. 347 

  The water utility industry also experiences lower relative 348 

depreciation rates.  Lower depreciation rates, as one of the principal 349 

sources of internal cash flows for all utilities, mean that water utility 350 

depreciation as a source of internally-generated cash is far less than for 351 

electric and natural gas utilities.  Water utilities’ assets have longer lives 352 

and, hence, longer capital recovery periods.  As such, water utilities face 353 
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greater risk due to inflation which results in a higher replacement cost per 354 

dollar of net plant than for other types of utilities.  As shown on page 3 of 355 

Exhibit 10.02, water utilities experienced an average depreciation rate of 356 

3.0% for 2010 with IAWC experiencing a rate of 3.4%.  In contrast, in 357 

2010, the electric, combination electric and gas, natural gas or telephone 358 

industries, experienced average depreciation rates of 3.7%, 3.7% and 359 

3.4%, respectively.   360 

  As with capital intensity, the lower relative depreciation rates of 361 

water and wastewater utilities is not a new phenomenon.  As shown on 362 

page 4 of IAWC Exhibit 10.02, water utility depreciation rates have been 363 

consistently and much lower than those of the electric, combination 364 

electric and gas and natural gas utilities.  Such low depreciation rates 365 

signify that the pressure on cash flows remains significantly greater for 366 

water utilities than for other types of utilities. 367 

  In addition, not only is the water utility industry historically capital 368 

intensive, it is expected to incur significant capital expenditure needs over 369 

the next 20 years.  Prior to the recent economic and capital market 370 

turmoil, Standard & Poor’s (“S&P”) noted5: 371 

 Standard & Poor’s expects the already capital-intensive 372 
water utility industry to become even more so over the next 373 
several years.  Due to the aging pipeline infrastructure and 374 
more stringent quality standards, the U.S. Environmental 375 
Protection Agency’s (EPA) foresees a need for $277 billion 376 
to upgrade and maintain U.S. water utilities through 2022, 377 

                                            
5  Standard & Poor’s, Credit Outlook For U.S. Investor-Owned Water Utilities Should 
Remain Stable in 2008 (January 31, 2008) 2, 4. 
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with about $185 billion going toward infrastructure 378 
improvements.  In addition, about $200 billion will be needed 379 
for wastewater applications, which suggests increased 380 
capital spending to be a long-term trend in this industry. 381 

 382 
 In line with these trends, many companies have announced 383 

aggressive capital spending programs.  Forecast capital 384 
spending primarily focuses on infrastructure replacements 385 
and growth initiatives.  Over the past five years, capital 386 
spending has been equivalent to about three times its 387 
depreciation expense.  However, companies are now 388 
forecasting spending to be at or above four times 389 
depreciation expense over the intermediate term.  For 390 
companies in regulatory jurisdictions that provide timely cost 391 
recovery for capital expenditures, the increased spending is 392 
likely to have a minimal effect on financial metrics and 393 
ratings.  However, companies in areas without these 394 
mechanisms, earnings, and cash flow could be negatively 395 
affected by the increased spending levels, which over the 396 
longer term could harm a company’s overall credit profile. 397 

 398 
 Due to the high level of capital spending, U.S. investor-399 

owned water utilities do not generate positive free cash flow.  400 
This, coupled with the forecast increase in capital spending 401 
over the intermediate term, will require additional access to 402 
capital markets.  We expect rated water companies to have 403 
enough financial flexibility to gain that access.  Ratings 404 
actions shouldn’t result from this increased market activity 405 
because we expect companies to use a balanced financing 406 
approach, which should maintain debt near existing levels. 407 

 408 
  Specifically, the EPA states the following6: 409 

 The survey found that the total nationwide infrastructure 410 
need is $334.8 billion for the 20-year period from January 411 
2007 through December 2026.  With $200.8 billion in needs 412 
over the next 20 years, transmission and distribution projects 413 
represent the largest category of need.  This result is 414 
consistent with the fact that transmission and distribution 415 
mains account for most of the nation’s water infrastructure.  416 
The other categories, in descending order of need are: 417 
treatment, storage, source and a miscellaneous category of 418 
needs called “other”. The large magnitude of the national 419 

                                            
6  “Fact Sheet:  “EPA’s 2007 Drinking Water Infrastructure Needs Survey and Assessment”, 
United States Environmental Protection Agency, Office of Water, February 2009, 1. 
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need reflects the challenges confronting water systems as 420 
they deal with an infrastructure network that has aged 421 
considerably since these systems were constructed, in many 422 
cases, 50 to 100 years ago. 423 

 424 
  In its 2009 infrastructure Fact Sheet7 published by the American 425 

Society of Civil Engineers (“ASCE”) they state: 426 

 America’s drinking water systems face an annual shortfall of 427 
at least $11 billion to replace aging facilities that are near the 428 
end of their useful lives and to comply with existing and 429 
future federal water regulations. This does not account for 430 
growth in the demand for drinking water over the next 20 431 
years. Leaking pipes lose an estimated 7 billion gallons of 432 
clean drinking water a day. 433 

 434 
  Water utility capital expenditures as large as projected by the EPA 435 

and ASCE will require significant financing.  The three sources typically 436 

used for financing are debt, equity (common and preferred) and cash flow.  437 

All three are intricately linked to the opportunity to earn a sufficient rate of 438 

return as well as the ability to achieve that return.  Consistent with the 439 

Bluefield and Hope decisions discussed above, the return must be 440 

sufficient enough to maintain credit quality as well as enable the attraction 441 

of necessary new capital, be it debt or equity capital.  If unable to raise 442 

debt or equity capital, the utility must turn to either retained earnings or 443 

free cash flow, both of which are directly linked to earning a sufficient rate 444 

of return.  If either is inadequate, it will be nearly impossible for the utility 445 

to invest in needed infrastructure.  Since all utilities typically experience 446 

negative free cash flows, it is clear that an insufficient rate of return can be 447 

                                            
7  2009 American Society of Civil Engineers, Report Card for America’s Infrastructure 2009. 
 



IAWC Exhibit 10.00 (Rev.) 
 

-17- 
 

financially devastating for utilities and for their customers, the ratepayers.  448 

Page 5 of IAWC Exhibit 10.02 demonstrates that the free cash flows 449 

(funds from operations minus capital expenditures) of water utilities as a 450 

percent of total operating revenues has been consistently more negative 451 

than that of the electric, combination electric and gas and natural gas 452 

utilities for the ten years ended 2010.  Magnifying the impact of water 453 

utilities’ negative free cash flow position is a continued inability to achieve 454 

what may already be an insufficient authorized rate of return on common 455 

equity, as will be discussed subsequently. 456 

  Consequently, as with the previously discussed capital intensity 457 

and depreciation rates, significant capital expenditures relative to net plant 458 

as well as the consistently and more significantly negative free cash flow 459 

relative to operating revenues of water utilities indicates greater 460 

investment risk for water utilities relative to electric, combination electric 461 

and gas and natural gas utilities. 462 

  In view of the foregoing, it is clear that the water utility industry’s 463 

high degree of capital intensity, low depreciation rates and significant 464 

negative free cash flow, coupled with the need for substantial 465 

infrastructure capital spending, requires regulatory support in the form of 466 

adequate and timely rate relief, as recognized by NARUC, so water 467 

utilities will be able to successfully meet the challenges they face. 468 
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Q11. Are there other indications that the water utility industry exhibits 469 

more investment risk than the electric, combination electric and gas 470 

and natural gas utility industries? 471 

A. Yes.  IAWC Exhibit 10.03 presents several such indications: total debt / 472 

earnings before interest, taxes, depreciation and amortization (EBITDA); 473 

funds from operations (FFO) / total debt; funds from operations / interest 474 

coverage; before-income tax / interest coverage; earned returns on 475 

common equity (ROEs) and earned v. authorized ROEs for each utility 476 

industry for the ten years ended 2010.  The increasing proportion of total 477 

debt to EBITDA for the water utilities indicates significantly increasing and 478 

greater financial risk for water utilities, which began the most recent ten 479 

years below that of electric, combination electric and gas and natural gas 480 

utilities. 481 

  As noted below, S&P evaluates total debt as a percentage of 482 

EBITDA and FFO as a percentage of debt in the bond / credit rating 483 

process.   Page 1 of IAWC Exhibit 10.03 shows that total debt / EBITDA 484 

has risen steadily for water utilities for the ten years ended 2010, dropping 485 

only slightly for 2010.  Notwithstanding the decline in 2010, total debt / 486 

EBITDA is now higher than that for electric, combination electric and gas 487 

and natural gas utilities.  Page 2 shows that FFO / total debt has steadily 488 

declined for water utilities over the decade ending 2010, while rising for 489 

the other utility groups.  The consistently low level of FFO / total debt for 490 

the water utilities is a further indication of the pressures upon water utility 491 



IAWC Exhibit 10.00 (Rev.) 
 

-19- 
 

cash flows and the increased relative investment risk which the water 492 

utility industry faces. 493 

  Pages 3 and 4 of IAWC Exhibit 10.03 confirm the pressures upon 494 

both cash flows and income faced by water utilities.  Page 3 shows that 495 

FFO / interest coverage for water, electric, combination electric and gas 496 

and natural gas utilities followed a similar pattern to FFO interest coverage 497 

for the ten years ended 2010.  FFO interest coverage remained relatively 498 

consistent for water utilities, rising and falling between 2.0 and 3.0 times 499 

during the period.  A similar pattern was exhibited by electric utilities.  500 

However, FFO / total debt for combination electric and gas as well as 501 

natural gas utilities rose during the ten  years, exceeding that of water 502 

utilities significantly in 2009 and dropping back somewhat in 2010. Page 4 503 

shows that before-income tax interest coverage for water utilities also 504 

remained relatively stable, falling below that of gas utilities in 2002 and 505 

below that of electric and combination electric and gas utilities between 506 

2005 and 2006, where it remained for the remainder of the ten years.  In 507 

2010, in all likelihood due to the “Great Recession” and the economy’s 508 

currently nascent, fragile recovery from it, before-income tax interest 509 

coverage for water, electric and combination electric and gas utilities has 510 

converged at slightly lower than 3.0 times, while natural gas utilities 511 

continue to enjoy a significantly greater before-income tax interest 512 

coverage of approximately 4.25 times in 2010.  Once again, the 513 

consistency and relatively low level of interest coverage ratios for water 514 
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utilities are further indications of the pressures upon cash flow which water 515 

utilities face, confirming greater investment risk for water utilities relative to 516 

electric, combination electric and gas and natural gas utilities. 517 

  A final indication of the relative investment risk of water utilities 518 

compared with electric, combination electric and gas and natural gas 519 

utilities, are trends in earned and authorized ROEs.  As shown on page 6 520 

of IAWC Exhibit 10.03, earned ROEs, on average, for water utilities have 521 

generally been below those of electric, combination electric and gas and 522 

natural gas utilities during the ten years ended 2010.  They have 523 

consistently been lower for the last five years.  However, such a 524 

comparison would not be complete without a comparison of earned ROEs 525 

with authorized ROEs, as shown on pages 7 through 10 of IAWC Exhibit 526 

10.03.  The authorized ROEs are those reported in AUS Utility Reports for 527 

the last month of each year representing the authorized ROEs in effect 528 

during the previous year, rather than the outcomes of rate cases decided 529 

during the year.  Hence, these authorized ROEs represent the revenue 530 

requirements of each year which give rise to the earned ROEs in each 531 

year.  Water utilities generally, consistently and dramatically earned far 532 

below their authorized ROEs, while electric and combination electric and 533 

gas utilities earned above their authorized ROEs in some years and below 534 

in others.  In contrast, natural gas utilities generally, consistently and 535 

dramatically earned above their authorized ROEs.  Notwithstanding the 536 

closing of the gap between the average authorized ROEs for the various 537 
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utility groups over the ten year period, for the  majority of the period, water 538 

utilities have failed to earn their average authorized ROE with earned 539 

ROEs significantly lower than authorized, a likely contributing factor to the 540 

greater risk indicated by the previously discussed coverage metrics. 541 

  In view of all of the foregoing, it is clear that the investment risk of 542 

water utilities has increased over the most recent ten years and that water 543 

utilities currently face greater investment risk relative to electric, 544 

combination electric and gas and natural gas utilities.  Therefore, I have 545 

limited my analysis to a proxy group of nine water utilities whose selection 546 

criteria are discussed in detail below. 547 

Q12. Does IAWC face additional extraordinary business risk? 548 

A. Yes.  IAWC Witness Mr. Suits (IAWC Ex. 2.00) prepared a discussion of 549 

the unique business risks faced by IAWC, which is set forth in IAWC 550 

Exhibit 2.02 which he sponsors.  These risks include regulatory risks, risks 551 

related to the availability and quality of supply, flooding risks, 552 

environmental risks and risks related to the nature of certain significant 553 

customers.  I will comment upon each of these risks.   554 

Q13. Please discuss IAWC’s increased relative business risk due to 555 

environmental regulations specific to the Illinois water industry. 556 

A. As IAWC Exhibit 2.02 indicates, IAWC’s operations are geographically 557 

spread throughout Illinois with varying operational parameters.  Therefore, 558 

IAWC must comply with a wide range of regulatory requirements in 559 

multiple, non-contiguous locations.  These regulatory variations include 560 
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groundwater and surface water sources, expansive water main distribution 561 

systems and multiple discharge points.  Given that the nature of regulated 562 

water utilities, including IAWC, which, in part, involves supplying potable 563 

water for human consumption, any potential non-compliance with 564 

environmental laws or regulations, in or out of the control of IAWC, 565 

represents a greater risk for IAWC relative to other firms, regulated or not, 566 

which do not operate in the regulated water utility industry, such as natural 567 

gas distribution companies. 568 

  Illinois specific environmental regulations impose more stringent 569 

requirements than other states, e.g., the issuance of “boil orders” based 570 

upon minor fluctuations in system pressure, regardless of the duration of 571 

the pressure variance, even if only for a few seconds.  Consequently, “boil 572 

orders” can occur more frequently in Illinois than in neighboring states 573 

where such requirements do not exist.  While such stringent regulations 574 

provide additional protection for ratepayers, the cost of meeting such 575 

requirements and avoiding, if possible, the need to issue “boil orders” is 576 

higher.  In addition, a relatively higher number of “boil orders” may result in 577 

the inaccurate perception that IAWC’s service is inadequate.   578 

Q14. Please discuss IAWC’s increased relative business risk due to the 579 

availability and quality of its source of supply. 580 

A. As IAWC Exhibit 2.02 explains, source water availability and quality 581 

impacts IAWC’s ability to serve the current and future water needs of its 582 

customers.  Typically, IAWC does not own the water used in its 583 
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operations, with the availability of water supply established through 584 

allocation rights, requirements set by governmental entities and other 585 

provisions of law.  While allocation rights are imposed to ensure the 586 

sustainability of major water sources, they can change from time to time 587 

and adversely impact IAWC’s water supply.  Drought, overuse of water 588 

sources, the protection of threatened species or their habitats and other 589 

factors may limit the availability of ground and surface water supplies.  590 

Allocation rights and groundwater availability are of concern in the areas 591 

served by Lake Michigan and the Mahomet aquifer which include IAWC’s 592 

Chicago Metro and Champaign districts. 593 

  In addition, surface water supplies from major commercial 594 

waterways such as the Mississippi, Ohio, and Illinois Rivers are exposed 595 

to increased treatment costs and potential interruption of water supplies 596 

from river transportation related accidents.  Surface water supply facilities 597 

from these rivers, i.e., the Alton, Granite City, East St. Louis, Cairo and 598 

Peoria Main Station Water Treatment Plants, make up more than 50% of 599 

IAWC’s water supply capacity. 600 

  Also, Mr. Suits cites “A Plan to Improve the Planning and 601 

Management of Water Supplies in East-Central Illinois” which identifies 602 

several central Illinois communities which will have increasing water 603 

supply deficits during droughts of record in the future, unless additional 604 

supply sources are developed and /or demand is reduced, possibly 605 

increasing use of water from the Mahomet aquifer, the primary source for 606 
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Champaign. 607 

Q15. Please discuss how IAWC’s exposure to flooding increases its 608 

business risk relative to that of the proxy group. 609 

A. At Mr. Suits explains in his direct testimony, surface water supplies, such 610 

as those from rivers, are at risk of flood damage, unlike groundwater 611 

supplies or surface water supplies from impoundments, such as 612 

reservoirs.  As Mr. Suits notes, several of IAWC’s pumping and treatment 613 

facilities are located within the flood plains of the Mississippi, Ohio, Illinois 614 

and Vermillion Rivers.  Although protected against 100 year flood levels, 615 

potential flooding impacts range from interruption of service to structural 616 

and electrical damage from severe flood events.  The facilities subject to 617 

flood threat represent more than 50% of IAWC’s combined water supply 618 

and treatment capacity. 619 

Q16. Please discuss how IAWC’s concentration of sale for resale 620 

customers increase its business risk relative to that of the proxy 621 

group. 622 

A. As explained in IAWC Exhibit 2.02, IAWC’s sale for resale customers in its 623 

Champaign and Interurban Districts consume approximately 55 million 624 

gallons per day of potable water, or more than 20% of IAWC’s average 625 

day demand for the entire state.  Given the significant portion of total 626 

IAWC water demand represented by these customers and because these 627 

customers have the option of discontinuing service at the end of their 628 

contracts, the loss of these customers could have a substantial impact on 629 
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the total IAWC demand and revenues throughout the state, thus 630 

increasing IAWC’s business risk. 631 

Q17. Please explain why size has a bearing on business risk and how 632 

IAWC’s smaller size increases its business risk relative to the proxy 633 

group. 634 

A. It is conventional wisdom, supported by actual returns over time, that 635 

smaller companies tend to be more risky causing investors to expect 636 

greater returns as compensation for that risk.  Smaller companies are 637 

simply less able to cope with significant events which affect sales, 638 

revenues and earnings.  For example, in general, the loss of revenues 639 

from a few larger customers would have a greater effect on a small 640 

company than on a much larger company with a larger, more diverse, 641 

customer base.  Moreover, smaller companies are generally less diverse 642 

in their operations as well as experiencing less financial flexibility.  In 643 

addition, the effect of extreme weather conditions, i.e., prolonged droughts 644 

or extremely wet weather, will have a greater affect upon a small operating 645 

water utility than upon the much larger, more geographically diverse 646 

holding companies. 647 

  Further evidence of the risk effects of size include the fact that 648 

investors demand greater returns to compensate for the lack of 649 

marketability and liquidity of the securities of smaller firms.  That it is the 650 

use of funds invested and not the source of those funds which gives rise 651 
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to the risk of any investment is a basic financial principle.8  Therefore, 652 

because IAWC is the regulated utility to whose jurisdictional rate base the 653 

overall cost of capital allowed by the Commission will be applied, the 654 

relevant risk reflected in the cost of capital must be that of IAWC, including 655 

the impact of its small size on common equity cost rate.  As noted above, 656 

IAWC is smaller than the average proxy group company based upon the 657 

results of a study of the market capitalization of the nine water companies 658 

as shown on IAWC Exhibit 10.15.   659 

  In addition, Brigham9 states: 660 

 A number of researchers have observed that portfolios of 661 
small-firms have earned consistently higher average returns 662 
than those of large-firms stocks; this is called “small-firm 663 
effect.”  On the surface, it would seem to be advantageous 664 
to the small firms to provide average returns in a stock 665 
market that are higher than those of larger firms.  In reality, it 666 
is bad news for the small firm; what the small-firm effect 667 
means is that the capital market demands higher returns on 668 
stocks of small firms than on otherwise similar stocks of the 669 
large firms.  (italics added) 670 

 671 
  Specifically, IAWC’s smaller size, $660.719 million in estimated 672 

market capitalization relative to the average market capitalization of 673 

$1.174 billion for the nine water companies or approximately 1.8 times the 674 

size of IAWC, shown on page 1 of IAWC Exhibit 10.15, indicates greater 675 

relative business risk because, all else equal, size has a bearing on risk.   676 

It is clear, too, that on a relative basis, water utilities on average are 677 
                                            
8  Brealey, Richard A. and Myers, Stewart C., Principles of Corporate Finance (McGraw-Hill 
Book Company, 1996) 204-205, 229. 
 
9  Brigham, Eugene F., Fundamentals of Financial Management, Fifth Edition (The Dryden 
Press, 1989) 623. 
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smaller in terms of market capitalization than electric, combination electric 678 

and gas and natural gas utilities, as demonstrated on page 5 of IAWC 679 

Exhibit 10.03, which shows the market capitalization of each utility for the 680 

ten years ended 2010. 681 

Q18. Is IAWC’s smaller size relative to the proxy group its only unique risk 682 

factor? 683 

A. No.  In addition to IAWC’s smaller relative size, and the areas of IAWC’s 684 

unique risk discussed in Mr. Suits’ direct testimony, for the five years 685 

ended 2010, IAWC achieved an average 2.41% ROE as shown on IAWC 686 

Exhibit 10.05.  An average ROE of 2.41% is significantly and obviously 687 

below IAWC’s average authorized ROE for the period.  As discussed 688 

above, an inability to earn the authorized ROE puts great pressure on 689 

cash flow coverage relative to debt metrics, increasing relative risk.  690 

Consistent with the previously discussed financial principle of risk and 691 

return, IAWC’s greater investment risk must be reflected in the 692 

recommended common equity cost rate. 693 

Q19. Please define financial risk and explain why it is important to the 694 

determination of a fair rate of return. 695 

Financial risk is the additional risk created by the introduction of senior 696 

capital, i.e., debt and preferred stock, into the capital structure.  The higher 697 

the proportion of senior capital in the capital structure, the higher the 698 

financial risk which must be factored into the common equity cost rate, 699 

consistent with the previously mentioned basic financial principle of risk 700 
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and return, i.e., investors demand a higher common equity return as 701 

compensation for bearing higher investment risk. 702 

  In May 2009, S&P expanded its Business Risk / Financial Risk 703 

Matrix in an effort to augment its independence, strengthen the rating 704 

process and increase S&P’s transparency to better serve its markets (see 705 

page 4 of IAWC Exhibit 10.04).  S&P initially published its electric, gas, 706 

and water utility ratings rankings in a framework consistent with the 707 

manner in which it presents its rating conclusions across all other 708 

corporate sectors in November 2007.  S&P then stated10:   709 

 Incorporating utility ratings into a shared framework to 710 
communicate the fundamental credit analysis of a company 711 
furthers the goals of transparency and comparability in the 712 
ratings process. 713 

 714 
*  *  * 715 

 716 
 The utilities rating methodology remains unchanged, and the 717 

use of the corporate risk matrix has not resulted in any 718 
changes to ratings or outlooks.  The same five factors that 719 
we analyzed to produce a business risk score in the familiar 720 
10-point scale are used in determining whether a utility 721 
possesses an “Excellent,” “Strong,” “Satisfactory,” “Weak,” or 722 
“Vulnerable” business risk profile.  723 

 724 
  In May 2009, S&P revised its Business Risk / Financial Risk Matrix 725 

with the new business risk/financial risk matrix shown in Table 1 on page 2 726 

of IAWC Exhibit 10.04 and financial risk indicative ratios for utilities shown 727 

in Table 2 on page 4.  Notwithstanding the metrics published in Table 2, 728 

S&P stated:  729 

                                            
 
10  Standard & Poor’s – Ratings Direct – “U.S. Utilities Ratings Analysis Now Portrayed In 
The S&P Corporate Ratings Matrix” (November, 30, 2007) 2. 
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 The rating matrix indicative outcomes are what we typically 730 
observe – but are not meant to be precise indications or 731 
guarantees of future rating opinions.  Positive and negative 732 
nuances in our analysis may lead to a notch higher or lower 733 
than the outcomes indicated in the various cells of the 734 
matrix. 735 

 736 
  As shown on IAWC Exhibit 10.10, page 2, the average S&P bond 737 

rating (issuer credit rating), business risk profile and financial risk profile of 738 

the nine water companies are split A+ (A), Excellent and Intermediate. 739 

Q20. Please describe IAWC’s degree of financial risk relative to the proxy 740 

group. 741 

A. Although IAWC’s ratemaking capital structure ratios and hence, financial 742 

risk are similar to the nine water companies on average, IAWC’s total debt 743 

(including short-term debt) ratio at December 30, 2010, of 51.67% is lower 744 

than the average total debt ratio of the nine water companies, 53.49%, at 745 

December 31, 2010.  Therefore, IAWC’s financial risk, although similar, is 746 

slightly lower than that of the nine water companies.  Consistent with the 747 

previously discussed financial principle of risk and return, the somewhat 748 

lower financial risk of IAWC must be reflected in the recommended 749 

common equity cost rate.   750 

Q21. Nevertheless, can the combined business risks, i.e., investment risk 751 

of an enterprise, be proxied by bond and credit ratings? 752 

A. Yes, similar bond ratings/issuer credit (bond/credit) ratings reflect and are 753 

representative of similar combined business and financial risks, i.e., total 754 

risk faced by bond investors.  Although specific business or financial risks 755 

may differ between companies, the same bond/credit rating indicates that 756 



IAWC Exhibit 10.00 (Rev.) 
 

-30- 
 

the combined risks are similar, albeit not necessarily equal, as the 757 

purpose of the bond/credit rating process is to assess credit quality or 758 

credit risk and not common equity risk. Risk distinctions within S&P’s bond 759 

rating categories are recognized by a plus or minus, i.e., within the A 760 

category, an S&P rating can be at A+, A, or A-.  Similarly, risk distinctions 761 

for Moody’s ratings are distinguished by numerical rating gradations, i.e., 762 

within the A category, a Moody’s rating can be A1, A2 and A3.  For S&P, 763 

additional risk distinctions are reflected in the assignment of one of the six 764 

business risk profiles and six financial risk profiles, shown in Tables 1 and 765 

2 on pages 2 and 4 of IAWC Exhibit 10.04.   766 

  In summary, it is clear that S&P’s bond/credit rating process 767 

encompasses a qualitative analysis of business and financial risks (see 768 

page 3 of IAWC Exhibit 10.04).  While not a means by which one can 769 

specifically quantify the differential in common equity risk between 770 

companies, bond/credit ratings provide a useful means with which to 771 

compare/differentiate investment risk between companies because they 772 

are the result of a thorough and comprehensive analysis of all diversifiable 773 

business risks, i.e., investment risk. 774 

V. ILLINOIS-AMERICAN WATER COMPANY  775 

Q22. Have you reviewed the rate filing of IAWC? 776 

A. Yes.  IAWC provides water service to approximately 279,400 customers 777 

and wastewater service to approximately 31,600 customers in 125 778 

communities in 21 counties throughout Illinois.  As a wholly-owned 779 
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subsidiary of AWK, IAWC’s common stock is not publicly traded.   780 

  As shown on IAWC Exhibit 10.05, during the five-year period 781 

ending 2010, the achieved average earnings on book common equity for 782 

IAWC was 2.41%, ranging from a 0.50% in 2008 to a 5.13% in 2010.  The 783 

five-year ending 2010 average common equity ratio based upon total 784 

capital (including short-term debt) was 45.42%, while the five-year 785 

average dividend payout ratio was 60.49%. 786 

  Total debt as a percentage of earnings before interest, taxes, 787 

depreciation and amortization (EBITDA) for the years 2006-2010 ranged 788 

between 4.21 and 7.69 times, averaging 5.66 times during the period. 789 

VI. PROXY GROUP 790 

Q23. Please explain how you chose the proxy group of nine water 791 

companies.   792 

A. The basis of selection for the proxy group was to select those companies 793 

which meet the following criteria: 1) they are included in the Water 794 

Company Group of AUS Utility Reports (August 2011); 2) they have Value 795 

Line, Reuters, Zacks or Yahoo! Finance, consensus five-year earnings per 796 

share (EPS) growth rate projections; 3) they have a positive Value Line 797 

five-year dividends per share (DPS) growth rate projection: 4) they have a 798 

Value Line adjusted beta; 5) they have not cut or omitted their common 799 

dividends during the five years ending 2010 or through the time of the 800 

preparation of this testimony; 6) they have 70% or greater of 2010 total 801 

operating income derived from and 70% or greater of 2010 total assets 802 
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devoted to regulated water operations; and 7) at the time of the 803 

preparation of this testimony, they had not publicly announced that they 804 

were involved in any major merger or acquisition activity, e.g., one 805 

publicly-traded utility merging with or acquiring another.  By expanding the 806 

selection criteria to include EPS growth rate projections from multiple 807 

sources, the proxy group is not prone to more measurement error as 808 

noted by the ICC11 relative to Staff’s five company Water Sample Group in 809 

Aqua Illinois, Inc.’s last rate case, Docket No. 10-0194. 810 

  The following nine companies met these criteria: American States 811 

Water Co., American Water Works Co., Inc., Aqua America, Inc., Artesian 812 

Resources Corp., California Water Service Corp., Connecticut Water 813 

Service, Inc., Middlesex Water Company, SJW Corporation and York 814 

Water Company.  Note that Staff’s Utility Sample Group in Docket No. 10-815 

0194 also consisted of nine companies. 816 

Q24. Please describe IAWC Exhibit 10.06. 817 

A. IAWC Exhibit 10.06 contains comparative capitalization and financial 818 

statistics for the nine water companies for the years 2006-2010.   819 

     During the five-year period ending 2010, the historically achieved 820 

average earnings rate on book common equity for the group averaged 821 

7.51%.  The average common equity ratio based upon total capital 822 

(including short-term debt) was 47.50%, and the average dividend payout 823 

ratio was 63.57%. 824 

                                            
11      ICC Order in Docket No. 10-0194 re:  Aqua Illinois, Inc., December 2, 2010, p. 22. 
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    Total debt as a percent of EBITDA for the years 2006-2010 ranged 825 

between 4.56 and 9.07 times, averaging 5.90 times, while funds from 826 

operations relative to total debt ranged from 15.04% to 17.10%, averaging 827 

16.25%. 828 

VII. COMMON EQUITY COST RATE MODELS 829 

The Efficient Market Hypothesis (EMH) 830 
 831 
Q25. Please describe the conceptual basis of the EMH. 832 

A. The EMH, which is the foundation of modern investment theory, was 833 

pioneered by Eugene F. Fama12 in 1970.  An efficient market is one in 834 

which security prices reflect all relevant information all the time, with the 835 

implication that prices adjust instantaneously to new information, thus 836 

reflecting the intrinsic fundamental economic value of a security.13 837 

    The generally-accepted “semistrong” form of the EMH asserts that 838 

all publicly available information is fully reflected in securities prices, i.e., 839 

that fundamental analysis cannot enable an investor to “out-perform the 840 

market” in the long-run as noted by Brealey and Myers.14  The 841 

“semistrong” form of the EMH is generally held to be true because the use 842 

of insider information often enables investors to earn excessive returns by 843 

“outperforming the market” in the short-run.  This means that all perceived 844 

risks and publicly-available information are taken into account by investors 845 

in the prices they pay for securities, such as bond/credit ratings, 846 
                                            
12 Fama, Eugene F., “Efficient Capital Markets: A Review of Theory and Empirical Work” 
(Journal of Finance, May 1970) 383-417.   
13 Morin, Roger A., New Regulatory Finance (Public Utility Reports, Inc., 2006) 279-281.   
14 Brealey, Richard A. and Myers, Stewart C., Principles of Corporate Finance First Edition, 
(McGraw-Hill, 1996) 329. 
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discussions about companies by bond/credit rating agencies and 847 

investment analysts as well as the discussions of the various common 848 

equity cost rate methodologies (models) in the financial literature.  In an 849 

attempt to emulate investor behavior, a limited number of common equity 850 

cost rate models, such as one or two, should not be relied upon 851 

exclusively in determining a cost rate of common equity and the results of 852 

multiple cost of common equity models should be taken into account.  In 853 

addition, the academic literature provides substantial support for the need 854 

to rely upon multiple cost of common equity models in arriving at a 855 

recommended common equity cost rate.15 856 

Q26. Are the cost of common equity models you use market-based 857 

models, and hence based upon the EMH? 858 

A. Yes.  The DCF model is market-based in that market prices are utilized in 859 

developing the dividend yield component of the model.  The RPM is 860 

market-based in that the bond ratings and expected bond yields used in 861 

the application of the RPM reflect the market’s assessment of bond/credit 862 

risk.  In addition, the use of betas to determine the equity risk premium 863 

also reflects the market’s assessment of market/systematic risk as betas 864 

are derived from regression analyses of market prices.  The CAPM is 865 

market-based for many of the same reasons that the RPM is market-866 

based, i.e., the use of expected bond (Treasury bond) yields and betas.  867 
                                            
15  Morin 428-431.  Brigham, Eugene F. and Gapenski, Louis C., Financial Management – 

Theory and Practice Fourth Edition, (The Dryden Press, 1985) 256.  Brigham, Eugene F. 
and Daves, Phillip R., Intermediate Financial Management, (Thomson-Southwestern, 
2007) 332-333. 
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The process of selecting the comparable risk non-utility companies is 868 

market-based in that it is based upon statistics which result from 869 

regression analyses of market prices and reflect the market’s assessment 870 

of total risk.  Therefore, all the cost of common equity models I utilize are 871 

market-based models, and hence based upon the EMH. 872 

Q27. Is there academic support for the use of multiple cost of common 873 

equity models? 874 

A. Yes.  Brigham and Daves16 provide such support.  They state: 875 

 876 

Three methods typically are used:  (1) Capital Asset Pricing 877 
Model (CAPM), (2) the discounted cash flow (DCF) method, 878 
and (3) the bond-yield-risk-premium approach.  These 879 
methods are not mutually exclusive – no method dominates 880 
the others, and all are subject to error when used in practice.  881 
Therefore, when faced with the task of estimating a 882 
company’s cost of equity, we generally use all three methods 883 
and then choose among them on the basis of our confidence 884 
in the data used for each in the specific case at hand. 885 
 886 

 *  *  * 887 
 888 

Recent surveys found that the CAPM approach is by far the 889 
most widely used method.  Although most firms use more 890 
than one method, almost 74 percent of respondents in one 891 
survey, and 85 percent in the other, used the CAPM.12 (footnote 892 
omitted) This is in sharp contrast to a 1982 survey, which found 893 
that only 30 percent of respondents used the CAPM.13 (footnote 894 
omitted) Approximately 16 percent now use the DCF approach, 895 
down from 31 percent in 1982.  The bond-yield-plus-risk-896 
premium is used primarily by companies that are not publicly 897 
traded. 898 
 899 
People experienced in estimating the cost of equity 900 
recognize that both careful analysis and sound judgment are 901 
required.  It would be nice to pretend that judgment is 902 

                                            
16  Brigham and Daves, 322, 332-333 
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unnecessary and to specify an easy, precise way of 903 
determining the exact cost of equity capital.  Unfortunately, 904 
this is not possible –finance is in large part a matter of 905 
judgment, and we simply must fact that fact. 906 
 907 

Discounted Cash Flow Model (DCF) 908 
 909 
Q28. What is the theoretical basis of the DCF model? 910 

A. The theory underlying the DCF model is that the present value of an 911 

expected future stream of net cash flows during the investment holding 912 

period can be determined by discounting those cash flows at the cost of 913 

capital, or the investors’ capitalization rate.  DCF theory indicates that an 914 

investor buys a stock for an expected total return rate which is derived 915 

from cash flows received in the form of dividends plus appreciation in 916 

market price (the expected growth rate).  Mathematically, the dividend 917 

yield on market price plus a growth rate equals the capitalization rate, i.e., 918 

the total common equity return rate expected by investors.  919 

Q29. Which version of the DCF model do you use? 920 

A. I utilize the single-stage constant growth DCF model because, in my 921 

experience, it is the most widely utilized version of the DCF used in public 922 

utility rate regulation.  In my opinion, it is widely utilized because utilities 923 

are generally in the mature stage of their lifecycles and not transitioning 924 

from one growth stage to another.  This is especially true for water utilities.   925 

  All companies, including utilities, go through typical life cycles in 926 

their development, initially progressing through a growth stage, moving 927 

onto a transition stage and finally assuming a steady-state or constant 928 

growth state.  However, the U.S. public utility industry is a long-standing 929 
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industry, dating back to approximately 1882.  The standards of rate of 930 

return regulation of public utilities date back to the previously discussed 931 

principles of fair rate of return established in the Hope and Bluefield 932 

decisions of 1944 and 1923, respectively.  Hence, the public utility industry 933 

in the U.S. is a stable and mature industry characterized by the steady-934 

state or constant-growth stage of a multi-stage DCF model.  The regulated 935 

economics of the utility industry further reflect the features of this relative 936 

stability and demand maturity.  Their returns on capital investment, i.e., 937 

rate base, are set through a ratemaking process and not determined in the 938 

competitive markets.  This characteristic, taken together with the longevity 939 

of the public utility industry at large, all contribute to the stability and 940 

maturity of the industry, including the water utility industry. 941 

  In addition, although I am aware that IAWC’s currently authorized 942 

ROE was based in part upon a non-constant growth DCF, the ICC does 943 

not require use of a non-constant growth DCF in all cases.  Rather, the 944 

Commission has recently indicated that the type of DCF model used 945 

should be determined in each case.  In Docket Nos. 09-0166 and 09-0167 946 

(Consolidated) re: North Shore Gas Company and The Peoples Gas Light 947 

and Coke Company, the ICC relied, in part, upon the average of the result 948 

of the companies’ rate of return witness’ constant growth DCF model and 949 

the result of a Staff non-constant growth DCF model as supported by the 950 

evidentiary record in determining the final authorized ROE in that 951 
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proceeding.  Regarding the non-constant DCF, the ICC17 stated: 952 

The constant growth model has been favored by the 953 
Commission for years, and it figured rather prominently in 954 
the Companies’ last rate case that we decided in 2008.  955 
Since then, however, we observe that Staff used the non-956 
constant DCF model in a number of instances and that this 957 
also met with our approval.  We believe that each case must 958 
be decided on the basis of its own merits.  In the case at 959 
hand, however, we find Staff’s use of the non-constant DCF 960 
model to be unsupported by the evidentiary record. 961 
 962 
Given the numerous unanswered questions concerning 963 
Staff’s conversion to the non-constant growth model, we are 964 
not persuaded by Staff’s explanation of what appears to be a 965 
fundamental change in its cost of equity methodology. 966 
 967 

  Consequently, there is no basis for applying multi-stage growth 968 

versions of the DCF model to determine the common equity cost rates of 969 

mature public utility companies, such as water utilities.  Therefore, the 970 

constant growth model is most appropriate. 971 

Q30. Please describe the dividend yield you used in your application of 972 

the DCF model. 973 

A. The unadjusted dividend yields are based upon a recent (August 12, 974 

2011) indicated dividend divided by the average of closing market prices 975 

for the 60 days ending August 12, 2011 as shown in Column 1 on page 1 976 

of IAWC Exhibit 10.07.   977 

Q31. Please explain the adjusted dividend yield shown on page 1 of IAWC 978 

Exhibit 10.07, Column 7. 979 

A. Because dividends are paid quarterly, or periodically, as opposed to 980 

                                            
17  Illinois Commerce Commission, Docket Nos. 09-0166 and 09-0167 (Consolidated) re: 
North Shore Gas Company and The Peoples Gas Light and Coke Company, Order, January 21, 
1010, pp. 124-125. 
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continuously (daily), an adjustment must be made to the dividend yield.  981 

This is often referred to as the discrete, or the Gordon Periodic, version of 982 

the DCF model.  983 

   DCF theory calls for the use of the full growth rate, or D1, in 984 

calculating the dividend yield component of the model.  However, since 985 

the various companies in the proxy group increase their quarterly dividend 986 

at various times during the year, a reasonable assumption is to reflect 987 

one-half the annual dividend growth rate in the dividend yield component, 988 

or D1/2.  This is a conservative approach which does not overstate the 989 

dividend yield which should be representative of the next twelve-month 990 

period.  Therefore, the actual average dividend yields in Column 1 on 991 

page 1 of IAWC Exhibit 10.07 have been adjusted upward to reflect one-992 

half the average projected growth rate shown in Column 6. 993 

Q32. Please explain the basis of the growth rates of the proxy group 994 

which you use in your application of the DCF model.  995 

A. IAWC Exhibit 10.08 shows that 54% of the common shares of the nine 996 

water companies are held by individuals as opposed to institutional 997 

investors.  Institutional investors tend to have more extensive 998 

informational resources than most individual investors.  Individual 999 

investors, with more limited resources, are therefore likely to place great 1000 

significance on the opinions expressed by financial information services, 1001 

such as Value Line, Reuters, Zacks and Yahoo! Finance, which are easily 1002 

accessible and/or available on the Internet and through public libraries.  1003 
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Investors realize that analysts have significant insight into the dynamics of 1004 

the industries and individual companies they analyze, as well as 1005 

companies’ abilities to effectively manage the effects of changing laws and 1006 

regulations and ever changing economic and market conditions.   1007 

  Over the long run, there can be no growth in DPS without growth in 1008 

EPS.  Security analysts’ earnings expectations have a more significant, 1009 

but not sole, influence on market prices than dividend expectations.  Thus, 1010 

the use of earnings growth rates in a DCF analysis provides a better 1011 

matching between investors’ market price appreciation expectations and 1012 

the growth rate component of the DCF.  Earnings expectations have a 1013 

significant influence on market prices and their appreciation or “growth” 1014 

experienced by investors.18   This should be evident even to relatively 1015 

unsophisticated investors just by listening to financial news reports on 1016 

radio, TV or reading the newspapers.   1017 

  In addition, Myron Gordon, the “father” of the standard regulatory 1018 

version of the DCF model widely utilized throughout the United States in 1019 

rate base/rate of return regulation has recognized the significance of 1020 

analysts’ forecasts of growth in EPS in a speech he gave in March 1990 1021 

before the Institute for Quantitative Research and Finance.  He said: 1022 

 We have seen that earnings and growth estimates by 1023 
security analysts were found by Malkiel and Cragg to be 1024 
superior to data obtained from financial statements for the 1025 
explanation of variation in price among common stocks.  .  .  1026 
estimates by security analysts available from sources such 1027 

                                            
18  Morin 298 - 303.   
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as IBES are far superior to the data available to Malkiel and 1028 
Cragg.  Eq (7) is not as elegant as Eq (4), but it has a good 1029 
deal more intuitive appeal.  It says that investors buy 1030 
earnings, but what they will pay for a dollar of earnings 1031 
increases with the extent to which the earnings are reflected 1032 
in the dividend or in appreciation through growth. 1033 

   1034 
 Professor Gordon recognized that total return is largely affected by the 1035 

terminal price which is mostly affected by earnings (hence price / earnings 1036 

multiples).  However, while EPS is the most significant factor influencing 1037 

market prices, it is by no means the only factor that affects market prices, 1038 

as recognized by Bonbright19: 1039 

 In the first place, commissions cannot forecast, except within 1040 
wide limits, the effect their rate orders will have on the 1041 
market prices of the stocks of the companies they regulate.  1042 
In the second place, whatever the initial market prices may 1043 
be, they are sure to change not only with the changing 1044 
prospects for earnings, but with the changing outlook of an 1045 
inherently volatile stock market.  In short, market prices are 1046 
beyond the control, though not beyond the influence of rate 1047 
regulation.  Moreover, even if a commission did possess the 1048 
power of control, any attempt to exercise it ... would result in 1049 
harmful, uneconomic shifts in public utility rate levels.  (italics 1050 
added) 1051 

 1052 
  Studies performed by Cragg and Malkiel20 demonstrate that 1053 

analysts’ forecasts are superior to historical growth rate extrapolations.  1054 

Some question the accuracy of analysts’ forecast of EPS growth, 1055 

however, it does not really matter what the level of accuracy of those 1056 

analysts’ forecasts is well after the fact.  What is important is that they 1057 

reflect widely held expectations influencing investors at the time they 1058 

                                            
19 Bonbright, James C., Danielsen, Albert L., Kamerschen, David R., Principles of Public 
Utility Rates (Public Utilities Reports, Inc., 1988) 334. 
20  Cragg, John G. and Malkiel, Burton G., Expectations and the Structure of Share Prices 
(University of Chicago Press, 1982) Chapter 4. 
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make their pricing decisions and hence the market prices they pay.  1059 

  In addition, Jeremy J Siegel also supports the use of security 1060 

analysts’ EPS growth forecasts when he states21: 1061 

For the equity holder, the source of future cash flows is the 1062 
earnings of firms. (p. 90) 1063 
 1064 

*  *  * 1065 
 1066 
Some people argue that shareholders most value stocks’ cash 1067 
dividends.  But this is not necessarily true. (p. 91) 1068 
 1069 

*  *  * 1070 
 1071 
Since the price of a stock depends primarily on the present 1072 
discounted value of all expected future dividends, it appears that 1073 
dividend policy is crucial to determining the value of the stock.  1074 
However this is not generally true. (p. 92) 1075 
 1076 

*  *  * 1077 
 1078 
Since stock prices are the present value of future dividends, it 1079 
would seem natural to assume that economic growth would be an 1080 
important factor influencing future dividends and hence stock 1081 
prices.  However, this is not necessarily so.  The determinants of 1082 
stock prices are earnings and dividends on a per-share basis.  1083 
Although economic growth may influence aggregate earnings and 1084 
dividends favorably, economic growth does not necessarily 1085 
increase the growth of per-share earnings of dividends.  It is 1086 
earnings per share (EPS) that is important to Wall Street because 1087 
per-share data, not aggregate earnings or dividends, are the basis 1088 
of investor returns. (italics in original) (pp. 93-94) 1089 
 1090 
Moreover, there is no empirical evidence that investors, consistent 1091 

                                            
21  Jeremy J. Siegel, Stocks for the Long Run – The Definitive Guide to Financial Market 
Returns and Long-Term Investment Strategies, McGraw-Hill 2002 90-94. 
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with the EMH, would disregard analysts’ estimates of growth in earnings 1092 

per share. “Do Analyst Conflicts Matter? Evidence From Stock 1093 

Recommendations”22 by Anup Agrawal and Mark A. Chen examined 1094 

whether conflicts of interest with investment banking [IB] and brokerage 1095 

businesses induced sell-side analysts to issue optimistic stock 1096 

recommendations and whether investors were misled by such biases.  1097 

They conclude: 1098 

Overall, our findings do not support the view that conflicted 1099 
analysts are able to systematically mislead investors with 1100 
optimistic stock recommendations. 1101 
 1102 

Agrawal and Anup state further: 1103 

Overall, our empirical findings suggest that while analysts do 1104 
respond to IB and brokerage conflicts by inflating their stock 1105 
recommendations, the market discounts these 1106 
recommendations after taking analysts’ conflicts into 1107 
account.  These findings are reminiscent of the story of the 1108 
nail soup told by Brealey and Myers (1991), except that here 1109 
analysts (rather than accountants) are the ones who put the 1110 
nail in the soup and investors (rather than analysts) are the 1111 
ones to take it out.  Our finding that the market is not fooled 1112 
by biases stemming from conflicts of interest echoes similar 1113 
findings in the literature on conflicts of interest in universal 1114 
banking (for example, Kroszner and Rajan, 1994, 1997; 1115 
Gompers and Lerner 1999) and on bias in the financial 1116 
media (for examples, Bhattacharya et al. forthcoming; 1117 
Reuter and Zitzewitz 2006).  Finally, while we cannot rule out 1118 
the possibility that some investors may have been naïve, our 1119 
findings do not support the notion that the marginal investor 1120 
was systematically misled over the last decade by analysts’ 1121 
recommendations. 1122 
  1123 

                                            
22  Agrawal, Anup and Chen, Mark A., “Do Analysts’ Conflicts Matter?  Evidence from Stock 
Recommendations”, (Journal of Law and Economics, August 2008), Vol. 51. 
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  As stated above, the “semistrong” form of the EMH, which is 1124 

generally held to be true, indicates investors are aware of all publicly-1125 

available information, including the many security analysts’ earnings 1126 

growth rate forecasts available.  Investors are also aware of the accuracy 1127 

of past forecasts, whether for EPS or DPS growth or for interest rates 1128 

levels.  Investors have no prior knowledge of the accuracy of any 1129 

forecasts available at the time they make their investment decisions, as 1130 

that accuracy only becomes known after some future period of time has 1131 

elapsed.  Therefore, given the overwhelming academic/empirical support 1132 

regarding the superiority of security analysts’ EPS growth rate forecasts, 1133 

such EPS growth rate projections should be relied upon in a cost of 1134 

common equity analysis.  1135 

  In response to recent concern about the use of security analysts’ 1136 

EPS growth rate forecasts, Malkiel23 affirmed his belief in the superiority of 1137 

analysts’ earnings forecasts when he testified before the Public Service 1138 

Commission of South Carolina, in November 2002: 1139 

 With all the publicity given to tainted analysts’ forecasts and 1140 
investigations instituted by the New York Attorney General, 1141 
the National Association of Securities Dealers, and the 1142 
Securities & Exchange Commission, I believe the upward 1143 
bias that existed in the late 1990s has indeed diminished.  In 1144 
summary, I believe that current analysts’ forecasts are more 1145 
reliable than they were during the late 1990s.  Therefore, 1146 
analysts’ forecasts remain the proper tool to use in 1147 
performing a Gordon Model DCF analysis.  1148 

                                            
23  Burton A. Malkiel, the Chemical Bank Chairman’s Professor of Economics at Princeton 
University and author of the widely-read national bestselling book on investing entitled, “A 
Random Walk Down Wall Street:  The Time-Tested Strategy for Successful Investing (Completely 
Revised and Updated)” (W.W. Norton & Co. 2011).  
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   Consequently, I have reviewed security analysts' projected growth 1149 

rates in EPS, as well as Value Line’s projected five-year compound growth 1150 

rates in EPS for each company in the proxy group as shown in Columns 2 1151 

through 5, on page 1 of IAWC Exhibit 10.07.   1152 

Q33. Please summarize the DCF model results. 1153 

A. As shown on page 1 of Exhibit 10.07, the median result of the application 1154 

of the single-stage DCF model is 9.96% for the nine water companies.  In 1155 

arriving at a conclusion of a DCF-indicated common equity cost rate for 1156 

the proxy group, I have relied upon the median of the results of the DCF, 1157 

due to the wide range of DCF results as well as the continuing volatile 1158 

capital market conditions and to not give undue weight to outliers on either 1159 

the high or the low side.  In my opinion, the median is a more accurate 1160 

and reliable measure of central tendency, and provides recognition of all 1161 

the DCF results. 1162 

The Risk Premium Model (RPM) 1163 

Q34. Please describe the theoretical basis of the RPM.  1164 

A. The RPM is based upon the basic financial principle of risk and return, 1165 

namely, that investors require greater returns for bearing greater risk.  The 1166 

RPM recognizes that common equity capital has greater investment risk 1167 

than debt capital, as common equity shareholders are last in line in any 1168 

claim on a company’s assets and earnings, with debt holders being first in 1169 

line.  Therefore, investors require higher returns from common stocks than 1170 

from investment in bonds, to compensate them for bearing the additional 1171 
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risk.  1172 

  While the investors’ required common equity return cannot be 1173 

directly determined or observed, it is possible to directly observe bond 1174 

returns and yields.  According to RPM theory, one can assess a common 1175 

equity risk premium over bonds, either historically or prospectively, and 1176 

then use that premium to derive a cost rate of common equity.  1177 

  In summary, according to RPM theory, the cost of common equity 1178 

equals the expected cost rate for long-term debt capital plus a risk 1179 

premium over that cost rate to compensate common shareholders for the 1180 

added risk of being unsecured and last-in-line for any claim on the 1181 

corporation's assets and earnings. 1182 

Q35. Does the RPM provide relevant information concerning IAWC’s cost 1183 

of common equity? 1184 

A. Yes. The RPM is both consistent with the underlying principles of the EMH 1185 

and supported in the academic literature as a valid and reliable method for 1186 

determining the cost of common equity.  Hence, it is a valid model to be 1187 

used in the estimation of the cost rate of common equity, along with other 1188 

models. 1189 

Q36. Some analysts state that the RPM is another form of the CAPM.  Do 1190 

you agree? 1191 

A. While there are some similarities, there is a very significant distinction 1192 

between the two models.  The RPM and CAPM both add a "risk premium" 1193 

to an interest rate.  However, the beta approach to the determination of an 1194 
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equity risk premium in the RPM should not be confused with the CAPM.  1195 

Beta is a measure of systematic, or market, risk, a relatively small 1196 

percentage of total risk (the sum of both non-diversifiable systematic and 1197 

diversifiable unsystematic risk).  Unsystematic risk is fully captured in the 1198 

RPM through the use of the long-term public utility bond yield as can be 1199 

shown by reference to page 3 of IAWC Exhibit 10.04 which confirms that 1200 

the bond/credit rating process involves a comprehensive assessment of 1201 

both business and financial risks.  In contrast, the use of a risk-free rate of 1202 

return in the CAPM does not, and by definition cannot, reflect a company's 1203 

specific, i.e., unsystematic, risk.  Consequently, a much larger portion of 1204 

the total common equity cost rate is reflected in the company- or proxy 1205 

group-specific bond yield (a product of the bond rating) than is reflected in 1206 

the risk-free rate in the CAPM, or even by the dividend yield employed in 1207 

the DCF model.  Moreover, the financial literature recognizes the RPM 1208 

and CAPM as two separate and distinct cost of common equity models. 1209 

Q37.  Please explain the basis of the expected bond yield of 5.74% 1210 

applicable to the proxy group of nine water companies shown on 1211 

page 1 of IAWC Exhibit 10.09.   1212 

A.  The first step in the RPM analysis is to determine the expected bond 1213 

yield.  Because both ratemaking and the cost of capital, including common 1214 

equity cost rate, are prospective in nature, a prospective yield on similarly-1215 

rated long-term debt is essential.  Hence, I rely upon a consensus forecast 1216 

of about 50 economists of the expected yield on Aaa rated corporate 1217 
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bonds for the six calendar quarters ending with the fourth calendar quarter 1218 

of 2012 as derived from the August 1, 2011 Blue Chip Financial Forecasts 1219 

(shown on page 7 of IAWC Exhibit 10.09).  As shown on Line No. 1 of 1220 

page 1 of IAWC Exhibit 10.09, the average expected yield on Moody’s 1221 

Aaa rated corporate bonds is 5.28%.  An adjustment of 0.32% is 1222 

necessary to adjust that average Aaa corporate bond yield to be 1223 

equivalent to a Moody’s A2 rated public utility bond as shown on Line No. 1224 

2 and explained in Note 2 resulting in an expected bond yield applicable to 1225 

a Moody’s A rated public utility bond of 5.60% as shown on Line No. 3. 1226 

  Since the nine water companies average Moody’s bond rating is 1227 

A3, an adjustment of 0.14% is necessary to make the prospective bond 1228 

yield applicable to an A3 public utility bond, as detailed in Note 3 on page 1229 

1 of IAWC Exhibit 10.09.  Therefore, the expected specific bond yield is 1230 

5.74% for the nine water companies as shown on Line No. 5. 1231 

Q38. Please explain the method utilized to estimate the equity risk 1232 

premium. 1233 

A. I evaluated the results of two different historical equity risk premium 1234 

studies, as well as Value Line's forecasted total annual market return in 1235 

excess of the prospective yield on Moody’s Aaa corporate bonds, as 1236 

detailed on pages 5, 6 and 8 of IAWC Exhibit 10.09.  As shown on Line 1237 

No. 3, page 5, the mean equity risk premium is 4.67% applicable to the 1238 

nine water companies.  This estimate is the result of an average of a beta-1239 

derived equity risk premium as well as the mean historical equity risk 1240 
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premium applicable to public utilities with bonds rated A based upon 1241 

holding period returns.  The basis of the beta-derived equity risk premium 1242 

applicable to the proxy group is shown on page 6 of IAWC Exhibit 10.09.  1243 

The beta-determined equity risk premium should receive substantial 1244 

weight because betas are derived from the market prices of common 1245 

stocks over a recent five-year period.  Beta is a meaningful measure of 1246 

prospective relative risk to the market as a whole and a logical means by 1247 

which to allocate a company’s/proxy group’s share of the market's total 1248 

equity risk premium relative to corporate bond yields. 1249 

  The total market equity risk premium utilized is 7.46% and is based 1250 

upon an average of the long-term historical market risk premium and 1251 

forecasted market risk premium.  To derive the historical market equity 1252 

risk premium, I used the most recent Morningstar24 data on holding period 1253 

returns for the S&P 500 Composite Index from the Ibbotson® SBBI® – 1254 

2011 Valuation Yearbook – Market Results for Stocks, Bonds, Bills and 1255 

Inflation – 1926-2010 (SBBI – 2011) and the average historical yield on 1256 

Moody’s Aaa and Aa rated corporate bonds for the period 1926-2010.  1257 

The use of holding period returns over a very long period of time is useful 1258 

because it is consistent with the long-term investment horizon presumed 1259 

by the DCF model.  As the SBBI – 2011 states25: 1260 

 The estimate of the equity risk premium depends on the 1261 
length of the data series studied.  A proper estimate of the 1262 

                                            
24  Morningstar, Inc. acquired Ibbotson Associates in 2006. 
25  Ibbotson® SBBI® – 2011 Valuation Yearbook – Market Results for Stocks, Bonds, Bills 
and Inflation – 1926 – 2010 (SBBI 2011) (Morningstar, Inc., 2010) 59.   
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equity risk premium requires a data series long enough to 1263 
give a reliable average without being unduly influenced by 1264 
very good and very poor short-term returns.  When 1265 
calculated using a long data series, the historical equity risk 1266 
premium is relatively stable.5  Furthermore, because an 1267 
average of the realized equity risk premium is quite volatile 1268 
when calculated using a short history, using a long series 1269 
makes it less likely that the analyst can justify any number 1270 
he or she wants.  The magnitude of how shorter periods can 1271 
affect the result will be explored later in this chapter.   1272 

 1273 
 Some analysts estimate the expected equity risk premium 1274 

using a shorter, more recent time period on the basis that 1275 
recent events are more likely to be repeated in the near 1276 
future; furthermore, they believe that the 1920s, 1930s and 1277 
1940s contain too many unusual events.  This view is 1278 
suspect because all periods contain '‘unusual” events.  1279 
Some of the most unusual events of the last hundred years 1280 
took place quite recently, including the inflation of the late 1281 
1970s and early 1980s, the October 1987 stock market 1282 
crash, the collapse of the high-yield bond market, the major 1283 
contraction and consolidation of the thrift industry, the 1284 
collapse of the Soviet Union, the development of the 1285 
European Economic Community, and the attacks of 1286 
September 11, 2001 and the more recent liquidity crisis of 1287 
2008 and 2009. 1288 

 1289 
 It is even difficult for economists to predict the economic 1290 

environment of the future.  For example, if one were 1291 
analyzing the stock market in 1987 before the crash, it would 1292 
be statistically improbable to predict the impending short-1293 
term volatility without considering the stock market crash and 1294 
market volatility of the 1929-1931 period. 1295 

 1296 
 Without an appreciation of the 1920s and 1930s, no one 1297 

would believe that such events could happen.  The 85-year 1298 
period starting with 1926 is representative of what can 1299 
happen:  it includes high and low returns, volatile and quiet 1300 
markets, war and peace, inflation and deflation, and 1301 
prosperity and depression.  Restricting attention to a shorter 1302 
historical period underestimates the amount of change that 1303 
could occur in a long future period.  Finally, because 1304 
historical event-types (not specific events) tend to repeat 1305 
themselves, long-run capital market return studies can 1306 
reveal a great deal about the future.  Investors probably 1307 
expect “unusual” events to occur from time to time, and their 1308 
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return expectations reflect this.  (footnote omitted) 1309 
 1310 
 Consequently, the long-term arithmetic mean total return rate on the 1311 

market as a whole of 11.90% and the long-term arithmetic mean yield on 1312 

corporate bonds of 6.10% were used, as shown at Line Nos. 1 and 2 of 1313 

page 6 of IAWC Exhibit 10.09.  As shown on Line No. 3, the resultant 1314 

long-term historical equity risk premium on the market as a whole is 1315 

5.80%.  1316 

  I used arithmetic mean return rates and yields (income returns) 1317 

because they are appropriate for cost of capital purposes as noted in the 1318 

SBBI – 2011.   Arithmetic mean return rates and yields are appropriate 1319 

because ex-post (historical) total returns and equity risk premiums differ in 1320 

size and direction over time, providing insight into the variance and 1321 

standard deviation of returns.  Because the arithmetic mean captures the 1322 

prospect for variance in returns and equity risk premiums, it provides the 1323 

valuable insight needed by investors in estimating future risk when making 1324 

a current investment.  Absent such valuable insight into the potential 1325 

variance of returns, investors cannot meaningfully evaluate prospective 1326 

risk.  If investors alternatively relied upon the geometric mean of ex-post 1327 

equity risk premiums, they would have no insight into the potential 1328 

variance of future returns because the geometric mean relates the change 1329 

over many periods to a constant rate of change, thereby obviating the 1330 

year-to-year fluctuations, or variance, critical to risk analysis. 1331 

  The financial literature is quite clear on this point, that risk is 1332 
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measured by the variability of expected returns, i.e., the probability 1333 

distribution of returns.26  In addition, Weston and Brigham27 provide the 1334 

standard financial textbook definition of the riskiness of an asset when 1335 

they state: 1336 

  The riskiness of an asset is defined in terms of the likely 1337 
variability of future returns from the asset.  (emphasis added) 1338 

 1339 
    And Morin states28: 1340 

  The geometric mean answers the question of what constant 1341 
return you would have to achieve in each year to have your 1342 
investment growth match the return achieved by the stock 1343 
market.  The arithmetic mean answers the question of what 1344 
growth rate is the best estimate of the future amount of 1345 
money that will be produced by continually reinvesting in the 1346 
stock market. It is the rate of return which, compounded over 1347 
multiple periods, gives the mean of the probability 1348 
distribution of ending wealth.  (emphasis added) 1349 

 1350 
  In addition, Brealey and Myers29 note: 1351 

  The proper uses of arithmetic and compound rates of return 1352 
from past investments are often misunderstood.  .  .  Thus 1353 
the arithmetic average of the returns correctly measures the 1354 
opportunity cost of capital for investments.  .  .  Moral:  If the 1355 
cost of capital is estimated from historical returns or risk 1356 
premiums, use arithmetic averages, not compound annual 1357 
rates of return. (italics in original) 1358 

 1359 
  Also, Giaacchino and Lesser30 state: 1360 

                                            
26  Brigham (1989) 639. 
 
27  Weston, J. Fred and Brigham, Eugene F., Essentials of Managerial Finance Third Edition 
(The Dryden Press, 1974) 272. 
 
28  Morin 133. 
 
29  Brealey and Myers 146-147. 
 
30  Giaacchino, Leonardo R. and Lesser, Jonathan A., Principles of Utility Corporate Finance 
(Public Utilities Reports, Inc., 2011) 38-41 and 233-234. 

 



IAWC Exhibit 10.00 (Rev.) 
 

-53- 
 

 The appropriateness of using either a geometric or 1361 
arithmetic mean depends on the context.12(footnote omitted)  1362 
If you are evaluating the past performance of a stock, the 1363 
geometric mean is appropriate:  it represents the compound 1364 
average return over time. 1365 

 1366 
* * * 1367 

 If, instead, you wish to estimate future growth, you need to 1368 
use an arithmetic mean . . . compounding the stock at the 1369 
arithmetic mean . . . gives us the expected (average) stock 1370 
price . . . compounding at the geometric mean leads to the 1371 
median stock price. 1372 

 1373 
  As previously discussed, investors gain insight into relative 1374 

riskiness by analyzing expected future variability.  This is accomplished by 1375 

the use of the arithmetic mean of a distribution of returns / premiums.  1376 

Only the arithmetic mean takes into account all of the returns / premiums, 1377 

hence, providing meaningful insight into the variance and standard 1378 

deviation of those returns / premiums. 1379 

Q39. Can it be demonstrated that the arithmetic mean takes into account 1380 

all of the returns and therefore, that the arithmetic mean is 1381 

appropriate to use when estimating the opportunity cost of capital in 1382 

contrast to the geometric mean? 1383 

A. Yes.  Pages 1 through 3 of IAWC Exhibit 10.10 graphically demonstrate 1384 

this premise.  It is clear from observing the year-to-year variation (the 1385 

returns on large company stocks for each and every year, 1926 through 1386 

2010 on page 1), that stock market returns, and hence, equity risk 1387 

premiums, vary.   1388 

  There is a clear bell-shaped pattern to the probability distribution of 1389 
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these returns shown on page 2, an indication that they are randomly 1390 

generated and not serially correlated.  The arithmetic mean of this 1391 

distribution of returns considers each and every return in the distribution, 1392 

taking into account the standard deviation or likely variance which may be 1393 

experienced in the future when estimating the rate of return based upon 1394 

such historical returns.  In contrast, page 3 demonstrates that when the 1395 

geometric mean is calculated, only two of the returns are considered, 1396 

namely the initial and terminal years, i.e., 1926 and 2010.  Based upon 1397 

only those two years, a constant rate of return is calculated by the 1398 

geometric average.  That constant return is graphically represented by a 1399 

flat line, showing no year-to-year variation, over the entire 1926 to 2010 1400 

time period, which is obviously far different from reality, based upon the 1401 

probability distribution of returns shown on page 2 and demonstrated on 1402 

page 1. 1403 

  Consequently, only the arithmetic mean takes into account the 1404 

standard deviation of returns which is critical to risk analysis.  The 1405 

geometric mean is appropriate only when measuring historical 1406 

performance and should not be used to estimate the investors required 1407 

rate of return. 1408 

Q40. How did you incorporate Value Line’s forecasted total annual market 1409 

return in excess of the prospective yield on high rated corporate 1410 

bonds in your development of an equity risk premium for your RPM 1411 

analysis? 1412 
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A. Once again, because both ratemaking and the cost of capital, including 1413 

the cost rate of common equity are prospective, a prospective market 1414 

equity risk premium is essential.  The basis of the forecasted or 1415 

prospective market equity risk premium can be found on Line Nos. 4 1416 

through 6 on page 6 of IAWC Exhibit 10.09.  Consistent with the 1417 

development of the dividend yield component of my DCF analysis, it is 1418 

derived from an average of the most recent thirteen weeks ending August 1419 

19, 2011 3-5 year median market price appreciation potentials by Value 1420 

Line plus an average of the median estimated dividend yield for the 1421 

common stocks of the 1,700 firms covered in Value Line’s Standard 1422 

Edition as explained in detail in Note 1 on page 2 of IAWC Exhibit 10.11.   1423 

  The average median expected price appreciation is 60% which 1424 

translates to a 12.40% annual appreciation and, when added to the 1425 

average (similarly calculated) median dividend yield of 1.99%, equates to 1426 

a forecasted annual total return rate on the market as a whole of 14.39%.  1427 

The forecasted total market equity risk premium of 9.11% is derived by 1428 

deducting the August 1, 2011 Blue Chip Financial Forecasts consensus 1429 

estimate of about 50 economists of the expected yield on Moody’s Aaa 1430 

rated corporate bonds for the six calendar quarters ending with the fourth 1431 

calendar quarter 2012 of 5.28% shown on IAWC Exhibit 10.09, page 6, 1432 

Line No. 6 (9.11% = 14.39% - 5.28%). 1433 

  In arriving at my conclusion of equity risk premium of 7.46% on Line 1434 

No. 7 on page 6, I have given equal weight to the historical equity risk 1435 
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premium of 5.80% and the forecasted equity risk premium of 9.11% 1436 

shown on Line Nos. 3 and 6, respectively (7.46% = (5.80% + 9.11%)/2). 1437 

Q41. What is your conclusion of an equity risk premium for use in your 1438 

RPM analysis? 1439 

A. On page 1 of IAWC Exhibit 10.09, the most current Value Line betas for 1440 

the companies in the proxy group are shown.  Applying the median beta of 1441 

the proxy group of 0.70 (consistent with my reliance upon the median DCF 1442 

results as previously discussed), to the market equity risk premium of 1443 

7.46% results in a beta adjusted equity risk premium of 5.22% for the 1444 

proxy group of nine water companies.   1445 

  A mean equity risk premium of 4.12% applicable to utilities with A 1446 

rated public utility bonds such as the proxy group of nine water companies 1447 

was calculated based upon holding period returns from a study using 1448 

public utilities, as shown on Line No. 2, page 5 of IAWC Exhibit 10.09 and 1449 

is detailed on page 8.    1450 

  The equity risk premium applicable to the proxy group of nine water 1451 

companies is the average of the beta-derived premium, 5.22%, and that is 1452 

based upon the holding period returns of public utilities with A rated 1453 

bonds, 4.12%, as summarized on IAWC Exhibit 10.09, page 5, i.e., 4.67% 1454 

(4.67% = (5.22% + 4.12%)/2). 1455 

Q42. What is the indicated RPM common equity cost rate? 1456 

A. It is 10.41% for the nine water companies as shown on IAWC Exhibit 1457 

10.09, page 1. 1458 
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Q43. Is the presumption of a constant equity risk premium in the RPM 1459 

model a weakness in the model? 1460 

A. No.  The equity risk premium varies inversely with interest rate changes, 1461 

although not in tandem with those changes.  However, the presumption of 1462 

a constant equity risk premium is no different than the presumption of a 1463 

constant "g", or growth component, in the DCF model.  If one calculates a 1464 

DCF cost rate today, the absolute result "k", as well as the growth 1465 

component "g", would invariably differ from a calculation made just one or 1466 

several months earlier or later.  This implies that "g" does change, 1467 

although in the application of the standard DCF model, "g" is presumed to 1468 

be constant.  Hence, there is no difference between the RPM and DCF 1469 

models in that both models assume a constant component, but in reality, 1470 

these components, "g" and the equity risk premium both change. 1471 

  As Morin31 states with respect to the DCF model: 1472 

 It is not necessary that g be constant year after year to make 1473 
the model valid.  The growth rate may vary randomly around 1474 
some average expected value.  Random variations around 1475 
trend are perfectly acceptable, as long as the mean 1476 
expected growth is constant.  The growth rate must be 1477 
'expectationally constant' to use formal statistical jargon.  1478 
(italics added) 1479 

 1480 
  The foregoing confirms that the RPM is similar to the DCF model.  1481 

Both assume an "expectationally constant" risk premium and growth rate, 1482 

respectively, but in reality both vary (change) randomly around an 1483 

arithmetic mean.  Consequently, the use of the arithmetic mean, and not 1484 

                                            
31 Morin 256.   
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the geometric mean is confirmed as appropriate in the determination of an 1485 

equity risk premium as discussed above.  1486 

The Capital Asset Pricing Model (CAPM) 1487 
 1488 
Q44. Please explain the theoretical basis of the CAPM. 1489 

A. CAPM theory defines risk as the covariability of a security's returns with 1490 

the market's returns as measured by beta (β).  A beta less than 1.0 1491 

indicates lower variability while a beta greater than 1.0 indicates greater 1492 

variability than the market.   1493 

  The CAPM assumes that all other risk, i.e., all non-market or 1494 

unsystematic risk, can be eliminated through diversification.  The risk that 1495 

cannot be eliminated through diversification is called market, or 1496 

systematic, risk.  In addition, the CAPM presumes that investors require 1497 

compensation only for these systematic risks which are the result of 1498 

macroeconomic and other events that affect the returns on all assets.  The 1499 

model is applied by adding a risk-free rate of return to a market risk 1500 

premium, which is adjusted proportionately to reflect the systematic risk of 1501 

the individual security relative to the total market as measured by beta.  1502 

The traditional CAPM model is expressed as: 1503 

      Rs = Rf + β(Rm - Rf) 1504 
 1505 
  Where: Rs = Return rate on the common stock 1506 
 1507 
    Rf = Risk-free rate of return 1508 
 1509 
    Rm = Return rate on the market as a whole 1510 
 1511 
    β = Adjusted beta (volatility of the security 1512 
      relative to the market as a whole) 1513 



IAWC Exhibit 10.00 (Rev.) 
 

-59- 
 

 1514 
  Numerous tests of the CAPM have measured the extent to which 1515 

security returns and betas are related as predicted by the CAPM 1516 

confirming its validity.  The empirical CAPM (ECAPM) reflects the reality 1517 

that while the results of these tests support the notion that beta is related 1518 

to security returns, the empirical Security Market Line (SML) described by 1519 

the CAPM formula is not as steeply sloped as the predicted SML.  Morin32 1520 

states: 1521 

 With few exceptions, the empirical studies agree that … low-1522 
beta securities earn returns somewhat higher than the 1523 
CAPM would predict, and high-beta securities earn less than 1524 
predicted. 1525 

 1526 
*   *   * 1527 

 1528 
 Therefore, the empirical evidence suggests that the 1529 

expected return on a security is related to its risk by the 1530 
following approximation: 1531 

 1532 
     K = RF + x β(RM - RF) + (1-x)  β(RM - RF) 1533 
 1534 

 where x is a fraction to be determined empirically.  The value 1535 
of x that best explains the observed relationship  Return = 1536 
0.0829 + 0.0520 β is between 0.25 and 0.30.  If x = 0.25, the 1537 
equation becomes: 1538 

 1539 
     K  =  RF + 0.25(RM - RF) + 0.75 β(RM - RF)33 1540 
 1541 
 In view of theory and practical research, I have applied both the traditional 1542 

CAPM and the ECAPM to the companies in the proxy group and averaged 1543 

the results. 1544 

                                            
32 Morin 175.   
33 Morin 190.   
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Q45. Please describe your selection of a risk-free rate of return. 1545 

A. As shown in column 3 on page 1 of IAWC Exhibit 10.11, the risk-free rate 1546 

adopted for both applications of the CAPM is 4.67%.  Again, because both 1547 

ratemaking and the cost of capital, including common equity, are 1548 

prospective, the risk-free rate for my CAPM analysis is based upon the 1549 

average consensus forecast of the reporting economists in the August 1, 1550 

2011 Blue Chip Financial Forecasts as shown in Note 2, page 2, of the 1551 

expected yields on 30-year U.S. Treasury bonds for the six quarters 1552 

ending with the fourth calendar quarter 2012.   1553 

Q46. Why is the prospective yield on long-term U.S. Treasury Bonds 1554 

appropriate for use as the risk-free rate? 1555 

A. The yield on long-term U.S. Treasury T-Bonds is almost risk-free and its 1556 

term is consistent with the long-term cost of capital to public utilities 1557 

measured by the yields on A rated public utility bonds, the long-term 1558 

investment horizon inherent in utilities’ common stocks, the long-term 1559 

investment horizon presumed in the standard DCF model employed in 1560 

regulatory ratemaking, and the long-term life of the jurisdictional rate base 1561 

to which the allowed fair rate of return, i.e., cost of capital will be applied. 1562 

In contrast, short-term U.S. Treasury yields are more volatile and largely a 1563 

function of Federal Reserve monetary policy. 1564 

  In addition, noted in the SBBI - 201134: 1565 

 Although the equity risk premia of several horizons are 1566 
available, the long-horizon equity risk premium is preferable 1567 

                                            
34 SBBI 2011 55.   
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for use in most business-valuation settings, even if an 1568 
investor has a shorter time horizon.  Companies are entities 1569 
that generally have no defined life span; when determining a 1570 
company’s value, it is important to use a long-term discount 1571 
rate because the life of the company is assumed to be 1572 
infinite.  For this reason, it is appropriate in most cases to 1573 
use the long-horizon equity risk premium for business 1574 
valuation.   1575 

 1576 
Q47. Please explain the estimation of the expected equity risk premium for 1577 

the market. 1578 

A. The basis of the market equity risk premium is explained in detail in Note 1 1579 

on page 2 of IAWC Exhibit 10.11.  It is derived from an average of the 1580 

most recent thirteen weeks ending August 19, 2011 3-5 year median total 1581 

market price appreciation projects from Value Line, resulting in a total 1582 

annual return of 14.39% as discussed above, and the long-term historical 1583 

arithmetic mean total returns for the years 1926 – 2010 on large company 1584 

stocks from the SBBI - 2011 of 11.90%.  From these returns, the 1585 

appropriate projected and historical risk-free rates are subtracted to arrive 1586 

at a projected and historical equity risk premium for the market. 1587 

  For example, the forecasted total market equity risk premium is 1588 

derived by deducting the August 1, 2011 Blue Chip Financial Forecasts 1589 

consensus estimate of about 50 economists of the expected yield on U.S. 1590 

Treasury Notes of 4.67% from the Value Line projected total annual 1591 

market return of 14.39%, resulting in a forecasted total market equity risk 1592 

premium of 9.72%.  From SBBI – 2011 historical total market return of 1593 

11.90%, the long-term income return on U.S. Government Securities of 1594 

5.20% was deducted resulting in an historical equity risk premium of 1595 
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6.70% which results in an average total market equity risk premium of 1596 

8.21% (8.21% = (9.72% + 6.70%)/2). 1597 

Q48. What are the results of your application of the traditional and 1598 

empirical CAPM to the proxy group? 1599 

A. As shown on IAWC Exhibit 10.11, page 1, the median traditional CAPM 1600 

cost rate is 10.42% for the nine water companies and the median ECAPM 1601 

cost rate is 11.03%.  Consistent with my reliance upon the median DCF 1602 

results discussed above, I rely upon the median results of the traditional 1603 

CAPM and ECAPM for the proxy group.  Thus, as shown in column 6 on 1604 

page 1, the CAPM cost rate applicable to the proxy group of nine water 1605 

companies is 10.73% based upon an average of the traditional CAPM and 1606 

ECAPM results for the proxy group. 1607 

Q49.  Does the use of adjusted betas in a traditional CAPM model render 1608 

that model the equivalent of the ECAPM model? 1609 

A. No.  Using adjusted betas in a CAPM analysis is not equivalent to the 1610 

ECAPM.  Betas are adjusted because of the general regression tendency 1611 

of betas to converge toward 1.0 over time, i.e., over successive 1612 

calculations of beta.  As noted above, numerous studies have determined 1613 

that the SML described by the CAPM formula at any given moment in time 1614 

is not as steeply sloped as the predicted SML.  Morin35 states: 1615 

 Some have argued that the use of the ECAPM is 1616 
inconsistent with the use of adjusted betas, such as those 1617 
supplied by Value Line and Bloomberg.  This is because the 1618 
reason for using the ECAPM is to allow for the tendency of 1619 

                                            
35  Morin 191. 
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betas to regress toward the mean value of 1.00 over time, 1620 
and, since Value Line betas are already adjusted for such 1621 
trend [sic], an ECAPM analysis results in double-counting.  1622 
This argument is erroneous.  Fundamentally, the ECAPM is 1623 
not an adjustment, increase or decrease, in beta.  This is 1624 
obvious from the fact that the expected return on high beta 1625 
securities is actually lower than that produced by the CAPM 1626 
estimate.  The ECAPM is a formal recognition that the 1627 
observed risk-return tradeoff is flatter than predicted by the 1628 
CAPM based on myriad empirical evidence.  The ECAPM 1629 
and the use of adjusted betas comprised two separate 1630 
features of asset pricing.  Even if a company’s beta is 1631 
estimated accurately, the CAPM still understates the return 1632 
for low-beta stocks.  Even if the ECAPM is used, the return 1633 
for low-beta securities is understated if the betas are 1634 
understated.  Referring back to Figure 6-1, the ECAPM is a 1635 
return (vertical axis) adjustment and not a beta (horizontal 1636 
axis) adjustment.  Both adjustments are necessary. 1637 

 1638 
  Moreover, the slope of the SML should not be confused with beta.  1639 

As Brigham states36 : 1640 

 The slope of the SML reflects the degree of risk aversion in 1641 
the economy – the greater the average investor’s aversion to 1642 
risk, then (1) the steeper is the slope of the line, (2) the 1643 
greater is the risk premium for any risky asset, and (3) the 1644 
higher is the required rate of return on risky assets.12 1645 

 1646 
 12Students sometimes confuse beta with the slope of the 1647 

SML.  This is a mistake.  As we saw earlier in connection 1648 
with Figure 6-8, and as is developed further in Appendix 6A, 1649 
beta does represent the slope of a line, but not the Security 1650 
Market Line.  This confusion arises partly because the SML 1651 
equation is generally written, in this book and throughout the 1652 
finance literature, as ki  = RF + bi(kM – RF), and in this form bi 1653 
looks like the slope coefficient and (kM – RF) the variable.  It 1654 
would perhaps be less confusing if the second term were 1655 
written (kM – RF)bi, but this is not generally done. 1656 

 1657 
  Regulatory support for the ECAPM can be found in the New York 1658 

                                            
36  Brigham and Gapenski 203. 
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Public Service Commission’s Generic Financing Docket, Case 91-M-0509.  1659 

Also, the Regulatory Commission of Alaska has stated37:   1660 

 Although we primarily rely upon Tesoro’s recommendation, 1661 
we are concerned, however, about Tesoro’s CAPM analysis.  1662 
Tesoro averaged the results it obtained from CAPM and 1663 
ECAPM while at the same time providing empirical 1664 
testimony604 that the ECAPM results are more accurate then 1665 
[sic] traditional CAPM results.  The reasonable investor 1666 
would be aware of these empirical results.  Therefore, we 1667 
adjust Tesoro’s recommendation to reflect only the ECAPM 1668 
result.  (footnote omitted) 1669 

 1670 
  Thus, using adjusted betas in an ECAPM analysis is not incorrect 1671 

or inconsistent with either their financial literature or regulatory precedent.  1672 

Notwithstanding empirical and regulatory support for the use of only the 1673 

ECAPM, my CAPM analysis, which includes both the traditional CAPM 1674 

and the ECAPM, is a conservative approach resulting in a reasonable 1675 

estimate of the cost of common equity. 1676 

VIII. COMMON EQUITY COST RATE MODELS APPLIED TO 1677 
COMPARABLE, DOMESTIC, NON-PRICE REGULATED COMPANIES 1678 

Q50. Please describe the basis of applying cost of common equity models 1679 

to comparable risk, non-price regulated companies.   1680 

A. Applying cost of common equity models to non-price regulated 1681 

companies, comparable in total risk, is derived from the "corresponding 1682 

risk" standard of the landmark cases of the U.S. Supreme Court, i.e., 1683 

Hope and Bluefield, previously discussed.  Therefore, it is consistent with 1684 

the Hope doctrine that the return to the equity investor should be 1685 
                                            
37  In the Matter of the Correct Calculation and Use of Acceptable Input Data to Calculate 
the 1997, 1998, 1999, 2000, 2001 and 2002 Tariff Rates for the Intrastate Transportation of 
Petroleum over the TransAlaska Pipeline System, Docket No P-97-4, Order No. 151, p. 146 (Reg. 
Comm’n AK 11/27/02). 
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commensurate with returns on investments in other firms having 1686 

corresponding risks based upon the fundamental economic concept of 1687 

opportunity cost which maintains that the true cost of an investment is 1688 

equal to the cost of the best available alternative use of the funds to be 1689 

invested.  The opportunity cost principle is also consistent with one of the 1690 

fundamental principles upon which regulation rests: that regulation is 1691 

intended to act as a surrogate for competition and to provide a fair rate of 1692 

return to investors. 1693 

  The first step in determining such an opportunity cost of common 1694 

equity based upon the non-price regulated companies comparable in total 1695 

risk to the nine water companies is to choose an appropriate proxy 1696 

group(s) of non-price regulated firms comparable in total risk to the proxy 1697 

group(s) of price-regulated utilities.  The proxy group(s) should be broad-1698 

based in order to obviate any company-specific aberrations and should 1699 

exclude utilities to avoid circularity since the achieved returns on book 1700 

common equity of utilities, being a function of the regulatory process, are 1701 

substantially influenced by regulatory awards.   1702 

  As stated above, my selection criteria for the non-price regulated 1703 

firms of comparable risk are based upon statistics derived from the market 1704 

prices paid by investors.  Value Line betas were used as a measure of 1705 

systematic risk.  The standard error of the regression was used as a 1706 

measure of each firm's unsystematic or specific risk with the standard 1707 

error of the regression reflecting the extent to which events specific to a 1708 
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company's operations affect its stock price.  In essence, companies which 1709 

have similar betas and standard errors of the regressions, have similar 1710 

total investment risk, i.e., the sum of systematic (market) risk as reflected 1711 

by beta and unsystematic (business and financial) risk, as reflected by the 1712 

standard error of the regression.  These statistics are derived from 1713 

regression analyses using market prices which, under the EMH, reflect all 1714 

relevant risks.  An additional criterion used in the selection of these proxy 1715 

companies is that they be domestic non-utility companies.  The application 1716 

of this criterion results in a proxy group of non-price regulated firms 1717 

comparable in total risk to the average utility in the proxy group of water 1718 

companies.  The proxy group of thirty-nine non-utility companies 1719 

comparable in total investment risk to the nine water companies is listed 1720 

on page 3 of IAWC Exhibit 10.12.   1721 

  Using a Value Line, Inc. proprietary database dated June 15, 2011, 1722 

a proxy group of thirty-nine non-price regulated companies was chosen 1723 

based upon ranges of unadjusted beta and standard error of the 1724 

regression shown on page 2 of IAWC Exhibit 10.12.  The ranges were 1725 

based upon the standard deviations of the unadjusted beta and the 1726 

average standard error of the regression for the proxy group of nine water 1727 

companies as explained on page 4 of IAWC Exhibit 10.12.   1728 

  These selection criteria are meaningful and effectively respond to 1729 

the criticisms normally associated with the selection of non-regulated firms 1730 

presumed to be comparable in total risk.  The criteria do so because the 1731 
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selection of non-price regulated companies comparable in total risk is 1732 

based upon regression analyses of market prices which reflect investors' 1733 

assessment of all risks, diversifiable and non-diversifiable, and is thus 1734 

market-based.   1735 

  The first method of measuring such an opportunity cost is shown in 1736 

IAWC Exhibit 10.13.  It measures the returns expected to be earned on 1737 

the book common equity, net worth, or partner’s capital of non-price 1738 

regulated enterprises of comparable total risk as the nine water 1739 

companies.  The second method is to apply the DCF, RPM and CAPM to 1740 

the same non-price regulated companies comparable in total risk to the 1741 

nine water companies as shown on IAWC Exhibit 10.14.   1742 

Expected return on book equity for the proxy group of domestic, non-price 1743 
regulated companies 1744 

Q51. Did you evaluate the expected return on book common equity, net 1745 

worth, or partner’s capital for the proxy group of domestic, non-price 1746 

regulated companies that are comparable in total risk to the utility 1747 

proxy group? 1748 

A. Yes.  Measuring the expected return on book common equity, net worth, 1749 

or partner’s capital provides a direct measure of return, since it translates 1750 

into practice the competitive principle upon which regulation rests. Morin38 1751 

notes: 1752 

If the basic purpose of comparable earnings is to set a fair 1753 
return rather than determine the true economic return, then 1754 
the argument is academic.  If regulators consider a fair 1755 

                                            
38  Morin 394 
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return as one that equals the book rates of return earned by 1756 
comparable-risk firms rather than one that is equal to the 1757 
cost of capital of such firms, the Comparable Earnings test is 1758 
relevant.  This notion of fairness, rooted in the traditional 1759 
legalistic interpretation of the Hope language, validates the 1760 
Comparable Earnings test. 1761 
 1762 
In my opinion, it is inappropriate to use the achieved returns of 1763 

regulated utilities of similar risk because to do so would be circular, as 1764 

achieved returns are a function of authorized ROEs, i.e., the regulatory 1765 

process itself, and inconsistent with the principle of equality of risk with non-1766 

price regulated firms.  As shown on IAWC Exhibit 10.13, the expected rate 1767 

of return on book equity, net worth, or partner’s capital was gathered from 1768 

Value Line’s Standard Edition (various issues).  After applying a test of 1769 

significance (Student’s t-statistic) to determine whether any of the projected 1770 

returns are significantly different from the mean at the 95% confidence 1771 

level, the projected return of two companies has been excluded.  After 1772 

excluding these outliers, my conclusion of the expected return on book 1773 

common equity net worth or partner’s capital is 15.00%.    1774 

Common equity cost rates for the proxy group of domestic, non-price 1775 
regulated companies based upon the DCF, RPM and CAPM 1776 

Q52. Did you calculate common equity cost rates using the DCF, RPM and 1777 

CAPM for the proxy group of domestic, non-price regulated 1778 

companies that are comparable in total risk to the utility proxy 1779 

group? 1780 

A. Yes.  Because the DCF, RPM and CAPM have been applied in an 1781 

identical manner as described above relative to the market data of the 1782 
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nine water companies, I will not repeat the details of the rationale and 1783 

application of each model shown in IAWC Exhibit 10.14.  The only 1784 

exception is that, in the application of the RPM, I did not use public utility-1785 

specific equity risk premiums. 1786 

   Page 1 of IAWC Exhibit 10.14 contains the derivation of the DCF 1787 

cost rates.  As shown, the median DCF cost rate for the proxy group of 1788 

thirty-nine non-price regulated companies comparable in total risk to the 1789 

proxy group of nine water companies, is 11.95%.   1790 

   Pages 2 through 4 contain information relating to the 11.73% RPM 1791 

cost rate for the proxy group of thirty-nine non-price regulated companies 1792 

summarized on page 2.  As shown on Line 1 of page 2 of IAWC Exhibit 1793 

10.14, the consensus prospective yield on Moody’s Baa rated corporate 1794 

bonds for the six quarters ending with the fourth quarter of 2012 from the 1795 

August 1, 2011 Blue Chip Financial Forecasts is 6.13%, which is 1796 

appropriate since the average Moody’s bond rating of the proxy group of 1797 

thirty-nine non-price regulated companies is Baa2 as shown on page 3 of 1798 

IAWC Exhibit 10.14.  When the risk premium of 5.60% derived on page 4 is 1799 

added to the prospective Baa rated corporate bond yield of 6.13%, the 1800 

indicated RPM cost rate is 11.73%.  The average estimated equity risk 1801 

premium is based upon the average of the historical and projected market 1802 

risk premiums of 7.46%, adjusted by the group’s median beta of 0.75, 1803 

resulting in an equity risk premium of 5.60% as shown on Line 9, page 4 of 1804 

IAWC Exhibit 10.14. 1805 
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   Page 5 contains the details of the application of the traditional CAPM 1806 

and ECAPM to the thirty-nine non-price regulated companies comparable 1807 

in total risk to the nine water companies.  As shown, the median cost rates 1808 

are 10.83% and 11.34%, respectively, which, when averaged, results in an 1809 

indicated CAPM cost rate of 11.09%.  1810 

Q53. What are the cost rates, based upon the DCF, RPM and CAPM, 1811 

related to the domestic, non-price regulated proxy group comparable 1812 

in total risk to the utility proxy group? 1813 

A. The cost rates based upon application of the DCF, RPM and 1814 

CAPM/ECAPM models to the non-utility group are 11.95%, 11.73% and 1815 

11.09%, respectively, averaging 11.59% as summarized on page 1 of 1816 

IAWC Exhibit 10.12. 1817 

Q54. What is your conclusion of the cost rate of common equity based 1818 

upon the proxy group of thirty-nine non-price regulated companies 1819 

comparable in total risk to the nine water companies? 1820 

A. As shown on page 1 of IAWC Exhibit 10.12, my conclusion of the 1821 

projected return on book equity, partner’s capital or net worth of the 1822 

comparable group is 15.00% and my conclusion is 11.59% for the results 1823 

of the DCF, RPM and CAPM applied to the comparable group.  Based 1824 

upon these results, I conclude a cost of common equity of 13.30% for the 1825 

non-price regulated companies.   1826 

IX. CONCLUSION OF COMMON EQUITY COST RATE  1827 

Q55. What is your recommended common equity cost rate? 1828 
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A. It is 11.40% based upon the common equity cost rates resulting from the 1829 

application of cost of common equity models to the nine water companies 1830 

as well as a proxy group of non-utility companies comparable in total risk 1831 

to the nine water companies, as adjusted for financial and business risks 1832 

due to IAWC’s greater investment risk, as well as flotation costs.  1833 

 1834 
  As discussed above, reliance upon multiple models is consistent 1835 

with the EMH, upon which all of my models are premised.  I employ all of 1836 

my cost of common equity models as primary tools in arriving at my 1837 

recommended common equity cost rate because; 1) no single model is so 1838 

inherently precise that it can be relied upon solely to the exclusion of other 1839 

theoretically sound models; 2) all of my models are based upon the 1840 

Efficient Market Hypothesis (EMH); and 3) as demonstrated above, the 1841 

prudence of using multiple cost of common equity models is supported in 1842 

both the financial literature and regulatory precedent.  Therefore, none 1843 

should be relied upon exclusively to estimate investors’ required rate of 1844 

return on common equity.  1845 

  The results of my cost of common equity models applied to the nine 1846 

water companies are shown on IAWC Exhibit 10.01, page 2 and 1847 

summarized below: 1848 
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Table 3 1849 

    Proxy Group   1850 
        of Nine    1851 
          Water   1852 
      Companies  1853 
  1854 
  Discounted Cash Flow Model    9.96%   1855 
  Risk Premium Model    10.41    1856 
  Capital Asset Pricing Model    10.73    1857 
  Cost of Equity Models Applied to 1858 
    Comparable Risk, Non-Price 1859 
    Regulated Companies    13.30   1860 
 1861 
 Indicated Common Equity Cost 1862 
   Rate Before Adjustment for 1863 
   Financial Risk, Flotation Costs 1864 
   and Business Risks  11.00% 1865 
 1866 
  Flotation Cost Adjustment  0.16 1867 
 1868 
  Investment Risk Adjustment  0.25 1869 
 1870 
  Indicated Common Equity 1871 
   Cost Rate   11.41% 1872 
 1873 
 Recommended Common Equity  1874 
     Cost Rate   11.40% 1875 
 1876 
   Based upon these common equity cost rate results, I conclude that 1877 

a common equity cost rate of 11.00% is indicated for the nine water 1878 

companies before reflection of flotation costs and IAWC’s greater 1879 

investment risk as previously discussed, shown on Line Nos. 6 and 7 on 1880 

page 2 of Exhibit 10.01.   1881 

X. CURRENT ECONOMIC AND CAPITAL MARKET CONDITIONS 1882 

Q56. Please describe current economic and capital market conditions. 1883 

A. The U.S. is recovering from the Great Recession of 2008 and 2009.  The 1884 

recovery is slow and uncertain, not yet recovering to pre-crisis levels 1885 
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resulting in extremely volatile and reactive capital markets, especially the 1886 

stock market.  Interest rates continue to fall in response to the Board of 1887 

the Federal Reserve System’s (the Fed) vow to keep the fed funds rate at 1888 

its current level of 0.00% - 0.25% through 2013.  U.S. Treasury and 1889 

Moody’s public utility bond yields have subsequently fallen dramatically. 1890 

  As shown on page 1 of IAWC Exhibit 10.16, actual yields on 30 1891 

year U.S. Treasury Bonds have fallen 151 basis points from 4.69% in April 1892 

2010, the month in which IAWC’s current authorized common equity cost 1893 

rate of 10.38% was ordered, to 3.18% in September 2011. On a 1894 

forecasted basis, as shown on page 3, Blue Chip Financial Forecasts 1895 

reports that the consensus forecast yields on 30 year U.S. Treasury 1896 

Bonds have fallen 140 basis points from 5.30% on April 1, 2010 to 3.90% 1897 

on October 1, 2011, both for the furthest quarter forecasted each month.  1898 

Similarly, the yields on Moody’s A-rated and Baa-rated public utility bonds 1899 

fell during the period from 5.84% to 4.48% (136 basis points) and from 1900 

6.22% to 5.11% (111 basis points), respectively, as shown on page 2.  1901 

  The Fed’s Federal Open Market Committee (FOMC) noted in the 1902 

minutes of its September 20-21, 201139 meeting that: 1903 

Participants noted that financial markets were volatile over 1904 
the intermeeting period and that financial conditions were 1905 
strained at times, as investors reacted to the incoming 1906 
economic data and to news about European fiscal and 1907 
financial developments.  Several participants argued that 1908 
broader financial conditions had become less 1909 
accommodative over the intermeeting period:  Risk spreads 1910 
had widened appreciably, likely reflecting a reduced 1911 

                                            
39  Minutes of the Federal Open Market Committee, September 20-21, 2011, p 8. 



IAWC Exhibit 10.00 (Rev.) 
 

-74- 
 

willingness of investors to bear risk, a weaker outlook for 1912 
growth in the United Stated and globally, and greater 1913 
uncertainty about economic prospects. 1914 
 1915 
More recently, the Vice Chair of the Board of Governors of the 1916 

Federal Reserve System, Janet L. Yellen stated in remarks on October 1917 

18, 201140: 1918 

Turning to financial markets, I noted that conditions have 1919 
improved since the depths of the crisis, but obvious strains 1920 
remain, some of which have intensified in recent months.  1921 
Since the early summer, financial markets have been 1922 
experiencing an unusual amount of volatility, and investors 1923 
have pulled back from risky assets on balance.  The result 1924 
has been lower equity prices, wider risk spreads on 1925 
corporate bonds and many other debt instruments, and 1926 
greater pressures on financial institutions.  1927 
 1928 

 *  *  * 1929 
At this time, it is difficult to know just how much these 1930 
developments in global financial markets have affected U.S. 1931 
economic activity thus far. But, looking forward, particularly 1932 
worrisome is the possibility that U.S. financial institutions 1933 
facing earnings or funding pressures, in part as a result of 1934 
the problems in Europe, could cut back on lending, tighten 1935 
credit terms, or attempt to delever by rapidly selling off 1936 
assets.  Indeed, recent surveys suggest that the trend we 1937 
had been seeing of increased availability of credit and 1938 
easing of terms among dealers may have been interrupted.  1939 
A significant deterioration of the U.S. economic outlook, of 1940 
course, would place financial institutions under additional 1941 
stress.  The potential for such adverse financial 1942 
developments to derail the recovery creates, in my view, 1943 
significant downside risks to the outlook.  1944 

   1945 

The decrease in bond yields has been coupled with an increase in 1946 

                                            
40  “The Outlook for the U.S. Economy and Economic Policy”, Janet L. Yellen, Vice Chair, 
Board of Governors of the Federal Reserve System, 2011 Annual Meeting of the Financial 
Management Association International, Denver, CO, October 21, 2011. 
 



IAWC Exhibit 10.00 (Rev.) 
 

-75- 
 

the volatility of the stock market as measured by the VIX Index41 which 1947 

measures the implied volatility of S&P 500 index options, most notably 1948 

since June 2011, representing investors’ expectation of stock market 1949 

volatility over the next month.  As shown on page 4 of IAWC Exhibit 10.16, 1950 

on April 1, 2010, the VIX stood at 22.05 rising more than 42% to 31.32 on 1951 

October 21, 2011.  Although the overall market is higher now than in April 1952 

2010, investors’ expectation of stock market volatility, and hence risk, is 1953 

currently substantially higher, pointing to an increasing market equity risk 1954 

premium.  As noted by George M. Constantinides42: 1955 

In economic recessions, investors are exposed to the double 1956 
hazard of stock market losses and job loss.  Investment in 1957 
equities not only fails to hedge the risk of job loss but also 1958 
accentuates it implications.  Investors require a hefty equity 1959 
premium in order to be induced to hold equities. 1960 
 1961 

This is evident in Value Line’s expected total return 3-5 years 1962 

hence, described previously in this testimony.  In early April 2010, the 1963 

expected total return was 12.57%, rising 484 basis points to 17.41% in 1964 

early October 2011, as shown on page 5 of IAWC Exhibit 10.16.  As noted 1965 

above, the Blue Chip Financial Forecasts’ consensus forecasted yields on 1966 

30 year U.S. Treasury Bonds have fallen 140 basis points from 5.30% on 1967 

April 1, 2010 to 3.90% on October 1, 2011, implying an expected market 1968 

equity risk premium in early April 2010 of 7.27%, rising to an expected 1969 

market equity risk premium of 13.51% in early October 2011, as shown on 1970 

                                            
41  VIX is the ticker symbol for the Chicago Board Options Exchange Market Volatility Index. 
42  George M. Constantinides, “Understanding the Equity Risk Premium Puzzle”, in Rajnish. 
Mehra, Ed. Handbook of the Equity Risk Premium Puzzle, Elsevier, Amsterdam, 2008, p. 349. 
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page 6. 1971 

Hence, notwithstanding the apparent decrease in the cost of capital 1972 

as evidenced by lower interest rates, the cost of common equity has 1973 

actually risen as the equity risk premium has risen. 1974 

XI. INVESTMENT RISK ADJUSTMENT 1975 

Q57. Is there a way to quantify a risk adjustment due to IAWC’s combined 1976 

financial risk unique business risks relative to the proxy group? 1977 

A. No.  There is no way to directly quantify the combined impact on the cost 1978 

rate of common equity of IAWC’s somewhat lower financial risk and 1979 

greater unique business risks as described in Mr. Suit’s direct testimony 1980 

and above.  However, in my informed expert judgment, an upward 1981 

adjustment of 0.25% is warranted.  1982 

XII. FLOTATION COST ADJUSTMENT 1983 

Q58. What are flotation costs? 1984 

A. Flotation costs are those costs associated with the sale of new issuances 1985 

of common stock.  They include market pressure and the essential costs 1986 

of issuance, e.g., underwriting fees and out-of-pocket costs for printing, 1987 

legal, registration, etc. 1988 

Q59. Why is it important to recognize flotation costs in the allowed 1989 

common equity cost rate? 1990 

A. It is important because there is no other mechanism in the ratemaking 1991 

paradigm with which such costs can be recovered.  Because these costs 1992 

are real and legitimate, recovery of these costs should be permitted.  As 1993 
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noted by Morin:  1994 

  The costs of issuing these securities are just as real as 1995 
operating and maintenance expenses or costs incurred to 1996 
build utility plants, and fair regulatory treatment must permit 1997 
recovery of these costs…. 1998 

 The simple fact of the matter is that common equity capital is 1999 
not free….[Flotation costs] must be recovered through a rate 2000 
of return adjustment43 2001 

Q60. Should flotation costs be recognized only when there are issuances 2002 

whose timing coincides with a rate case or test year? 2003 

A. No.  As noted above, there is no mechanism to recapture such costs in 2004 

the ratemaking paradigm other than an adjustment to the allowed common 2005 

equity cost rate.  Flotation costs are charged to capital accounts and are 2006 

not expensed on a utility’s income statement.  As such, flotation costs are 2007 

analogous to capital investments reflected on the balance sheet.  2008 

Recovery of capital investments relates to the expected useful lives of the 2009 

investment.  Since common equity has a very long and indefinite life 2010 

(assumed to be infinity in the standard regulatory DCF model), flotation 2011 

costs should be recovered through an adjustment to common equity cost 2012 

rate even when there has not been an issuance during the test year or in 2013 

the absence of an expected imminent issuance of additional shares of 2014 

common stock. 2015 

                                            
43  Morin 321.   
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Q61. IAWC is a wholly-owned subsidiary of American Water Works 2016 

Company, Inc.  Is there a need to reflect flotation costs in this 2017 

situation? 2018 

A. Yes.  With the exception of retained earnings, IAWC receives common 2019 

equity capital from American Water, which raises in the capital markets 2020 

through public offerings of its common stock, incurring issuance costs to 2021 

do so.  Denying recovery of the issuance costs associated with the 2022 

common equity capital that is invested in IAWC would penalize investors, 2023 

making it more difficult to raise new equity capital at a reasonable cost.   2024 

Q62. Do the common equity cost rate models you have used already 2025 

reflect investors’ anticipation of flotation costs? 2026 

A. No.  All of these models assume no transaction costs.  The literature is 2027 

quite clear that these costs are not reflected in market prices paid for 2028 

common stocks.  For example, Brigham and Daves confirm this and 2029 

provide the methodology utilized to calculate the flotation adjustment 2030 

which will be discussed subsequently44 and shown on pages 1 and 2 of 2031 

IAWC Exhibit 10.17.  In addition, Morin confirms this as well including the 2032 

need for such an adjustment even when no new issue is imminent, as 2033 

previously noted.45  Consequently, it is proper to include a flotation cost 2034 

adjustment when using cost of common equity models to estimate the 2035 

common equity cost rate. 2036 

                                            
 
44  Brigham and Daves 342. 
45  Morin 327-30.  
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Q63. How did you calculate the flotation cost allowance?  2037 

A. I modified the DCF calculation to provide a dividend yield that would 2038 

reimburse investors for issuance costs in accordance with the previously 2039 

cited literature by Brigham and Daves as well as Morin.  The flotation cost 2040 

adjustment recognizes the costs of issuing equity that were incurred by 2041 

IAWC since 2008.  Based upon the issuance costs shown on page 1 of 2042 

IAWC Exhibit 10.17, an adjustment of 0.16%, is required to reflect the 2043 

flotation costs applicable to the proxy group as shown on Line No. 7 on 2044 

IAWC Exhibit 10.1, page 1.   2045 

  In view of the foregoing, a flotation cost adjustment of 0.16% 2046 

coupled with an investment risk adjustment of 0.25%, when added to the 2047 

11.00% indicated common equity cost rate based upon the nine water 2048 

companies before adjustment, results in a flotation cost and investment 2049 

risk-adjusted common equity cost rate of 11.41%, which when rounded to 2050 

11.40%, is my recommendation.   2051 

  A common equity cost rate of 11.40%, when applied to the 2052 

consolidated common equity ratio of 50.84% at September 30, 2013, 2053 

results in an overall rate of return of 8.77%.  In my opinion, this overall rate 2054 

of return is both reasonable and conservative, providing IAWC with 2055 

sufficient earnings to enable it to attract necessary new capital on 2056 

reasonable terms.   2057 

Q64. Does that conclude your direct testimony? 2058 

A. Yes. 2059 


