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Witness Identification 

Q. Please state your name and business address.  1 

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

Springfield, Illinois 62701.  3 

Q. Did you previously testify in this proceeding? 4 

A. Yes, I filed direct testimony, ICC Staff Exhibit 6.0. 5 

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

A. The purpose of my testimony and accompanying schedules is to respond to the 7 

rebuttal testimony of IAWC witnesses Scott Rungren and Pauline Ahern. 8 

Q. Please summarize your conclusions. 9 

A. The overall cost of capital for the Company is 7.40%, as shown on Schedule 10 

14.1.  This overall cost of capital reflects a slight increase to my investor-required 11 

return on common equity as explained later in this testimony. 12 

Q. What capital structure do you propose for setting rates for IAWC? 13 

A. As discussed in my direct testimony, I propose using an imputed capital structure 14 

that contains 1.30% short-term debt, 56.70% long-term debt, and 42.00% 15 

common equity, as shown on Schedule 14.1.1

                                            
1 ICC Staff Exhibit 6.0, pp. 3-9. 

 16 
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Response to Mr. Rungren 

Q.  Mr. Rungren claims that Section 9-230 does not require any type of risk 17 

analysis of the utility’s capital structure and that you have not proven that 18 

the utility’s capital structure violates Section 9-230. Please respond. 19 

A.  Because I am not an attorney, and on the advice of counsel, I will not respond to 20 

the legal arguments presented by Mr. Rungren regarding the proper 21 

interpretation of Section 9-230.  Therefore, Staff attorneys will be addressing the 22 

legal issues with regard to Section 9-230 in the briefs to be filed in this docket. 23 

Q. Mr. Rungren does not agree with your adjusted balance of short-term debt 24 

and argues that your $8,406,022 adjustment should be added to each 25 

month-end balance included in the test year before adjusting for 26 

construction-work-in-progress (“CWIP”) accruing an allowance for funds 27 

used during construction (“AFUDC”).2

A. No.  The AFUDC rate applied to plant additions in this proceeding does not 29 

reflect my adjusted balance of short-term debt.  Since the adjusted balance is not 30 

reflected in the AFUDC rate, there is no reason for the additional detail, 31 

particularly when the difference is negligible. Hence, my proposal to simply add 32 

the $8,406,022 to the average adjusted balance of short-term debt for October 33 

2012 through September 2013 is appropriate to recognize the amount by which 34 

  Is he correct? 28 

                                            
2 IAWC Exhibit 6.00R, pp. 17-18. 
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IAWC’s actual short-term debt balances have exceeded projections over the May 35 

2009 through December 2011 period.3

Q. Mr. Rungren points out that your analysis of IAWC was not based on your 37 

proposed capital structure.  Please respond. 38 

 36 

A. The comparison of my sample companies to IAWC was based on the three-year 39 

average financial and operating ratios of IAWC, which did not reflect my proposal 40 

to impute 42% equity ratio for IAWC.  Therefore, to ensure that my Water and 41 

Utility samples are comparable to IAWC with my imputed equity ratio, I 42 

recalculated the financial and operating ratios that I used to select my Utility 43 

sample to include pro forma adjustments to reflect a $32.8 million exchange of 44 

long-term debt for common equity.4  This exchange of long-term debt for 45 

common equity would lower IAWC’s 3-year average common equity ratio from 46 

46.50% to 42%.5

                                            
3 ICC Staff Exhibit 6.0, pp. 4-5. 

  I then conducted a principal components analysis using those 47 

pro-forma ratios and compared the four principal components factor scores for 48 

IAWC, my Water sample and my Utility sample to assess their relative risk, which 49 

are presented in Schedule 14.2.  The principal components analysis of IAWC’s 50 

pro forma ratios indicates that the financial risk of IAWC is greater than that of 51 

both samples.  In contrast, the pro forma analysis verifies that increasing 52 

financial leverage does not affect operating risk.  That is, the operating risk of 53 

IAWC remains between that of the Water and Utility Samples.   54 

4 ICC Staff Exhibit 6.0, pp. 11-12. 
5 For the purpose of this analysis, I set the cost of the new long-term debt to 6%, which is 

conservatively higher than the Company’s estimated 5.5% rate for its forecasted November 15, 2012 debt 
issue.   
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Q. How did you assess the degree to which IAWC’s financial risk is greater 55 

than the Water and Utility samples? 56 

A. Although no formula exists for determining an assigned credit rating, Moody’s 57 

provides broad guidelines on the ratio ranges that are typical for different credit 58 

rating levels for regulated utilities.  For the regulated water utility industry, 59 

Moody’s focuses on four ratios to assess the financial strength: (1) funds from 60 

operations (“FFO”) interest coverage; (2) debt to capitalization; (3) FFO to net 61 

debt; and (4) retained cash flow (“RCF”) to capital expenditures (“CapEx”).6  I 62 

compared the pro-forma ratios for IAWC and the three-year average financial 63 

ratios for the Water and Utility samples to Moody’s key credit metrics for global 64 

regulated water utilities.7

 The Moody’s financial guidelines for regulated water utilities, along with the 66 

three-year average scores for IAWC, the Water sample and the Utility sample on 67 

those financial ratios are shown below in Table 1.   68 

    65 

Table 1 – Moody’s Guideline Ratios for Water Utilities 69 

 A (6) Baa (9) Ba (12) B (15) 
Financial Guideline Ratios     

FFO / Interest 4.5 - 7.0X 2.5 – 4.5X 1.8 – 2.5X 1.5 – 1.8X 
Debt / Capitalization  40 - 55% 55 - 70% 70 - 85% 85 - 100% 

FFO / Debt 15 – 25% 10 - 15% 6 - 10% 4 – 6% 
RCF / CapEx 1.5 – 2.5X 1.0 – 1.5X 0.5 – 1.0X 0.25 – 0.5X 

Water sample     
FFO / Interest  4.26X   

Debt / Capitalization  53.56%    
FFO / Debt 18.05%    

RCF / CapEx   0.59X  
                                            
 6 Moody’s Investors Service, Rating Methodology: Global Regulated Water Utilities, December 
2009, pp. 19-22. 
 7 The three-year average was computed using the years 2008, 2009, and 2010. 
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Utility sample     
FFO / Interest  4.01X   

Debt / Capitalization  57.13%   
FFO / Debt 19.14%    

RCF / CapEx   0.67X  
IAWC – pro forma     

FFO / Interest  3.46X   
Debt / Capitalization   58.04%   

FFO / Debt  13.39%   
RCF / CapEx   0.68X  

 The three-year pro-forma ratios, which reflect my proposed 42% equity ratio for 70 

IAWC, indicate financial strength commensurate with a Baa2 credit rating when 71 

weighted in accordance with the Moody’s rating methodology for regulated water 72 

utilities.   In comparison, the three-year financial ratios for the Water Sample 73 

indicate financial strength commensurate with a Baa1 credit rating when 74 

weighted in accordance with the Moody’s rating methodology for regulated water 75 

utilities.   Similarly, the three-year financial ratios for the Utility Sample indicate 76 

financial strength commensurate with a Baa1 credit rating when weighted in 77 

accordance with the Moody’s rating methodology for regulated water utilities.     78 

Financial theory posits that investors require higher returns to accept greater 79 

exposure to risk.  Conversely, the investor-required rate of return is lower for 80 

investments with less exposure to risk.  Since the weaker pro-forma ratios for 81 

IAWC indicate higher financial risk than my Water and Utility samples, my cost of 82 

equity recommendation for IAWC needs to be adjusted upward. 83 

Q. Why did you compare the Utility sample ratios to the benchmarks for 84 

regulated water utilities? 85 
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A. The guidelines for gas and electric utilities set stronger financial ratio targets for a 86 

given credit rating score than those for regulated water utilities, which imply that 87 

gas and electric utilities have more operating risk than water utilities.  Since I 88 

already took into account the difference in operating risk in the two samples, this 89 

stage in the analysis isolates financial risk, holding all other factors equal.  If I 90 

were to compare the Utility sample to a different set of guidelines (i.e., gas and 91 

electric utility guideline ratios) than those to which I compared IAWC and the 92 

Water sample (i.e., regulated water utility guideline ratios), I would be analyzing 93 

financial and operating risk together. 94 

Q. How did you estimate the adjustment to the cost of common equity to 95 

reflect the higher financial risk that results from imputing a 42% common 96 

equity ratio? 97 

A. I began with the 55 basis point spread between 30-year utility debt with credit 98 

ratings of A and BBB.8  Next, I divided that spread by 3 to estimate the spread for 99 

each of the three notches between A and BBB (i.e., A-, BBB+, and BBB).9

                                            
  8 Bond Market Roundup, January 27, 2012, p. 18. 

  I then 100 

multiplied the resulting 18.3 basis points by 40%, which is the percent of the 101 

overall credit rating that Moody’s assigns to the financial ratios for water utilities.  102 

I then added the resulting 7 basis points to the investor-required rate of return for 103 

my Water and Utility samples to reflect the slight increase in risk due to imputing 104 

the common equity ratio at 42%.   105 

9 Standard & Poor's A-, BBB+ and BBB credit ratings correspond to Moody’s A3, Baa1, and Baa2 
credit ratings, respectively.   
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Q. What is your cost of common equity recommendation when the financial 106 

risk associated with a 42% common equity ratio is reflected? 107 

A. Adding 7 basis points to my original 8.88% investor-required rate of return for my 108 

Water sample from Direct, results in a 8.95% cost of common equity for my 109 

Water sample.  Adding 7 basis points to my original 9.82% investor-required rate 110 

of return for my Utility sample from Direct, results in a 9.89% cost of common 111 

equity for my Utility sample.  I then averaged the risk-adjusted cost of common 112 

equity for the Water and Utility samples to derive the 9.42% cost of common 113 

equity recommendation.10

Q. Does your cost of common equity recommendation take the Revenue 115 

Adjustment Clause Rider (“RAC”) into account? 116 

 114 

A. No.   My cost of equity recommendation does not account for the lower risk 117 

associated with the revenue decoupling mechanism proposed by the Company in 118 

this proceeding.  As discussed in my direct testimony, if the Commission 119 

approves the Company’s proposed RAC, then a downward adjustment to my 120 

cost of equity recommendation would be appropriate since it is based on the 121 

Company’s risk without the RAC.11

Q. How should the cost of common equity for IAWC be adjusted if the 123 

Commission approves the RAC as the Company proposes to revise in 124 

IAWC Exhibit 14.00R

 122 

12

                                            
10 ICC Staff Exhibit 6.0, p. 35. 

 (hereafter “Revised RAC”)? 125 

11 ICC Staff Exhibit 6.0, pp. 39-41. 
12 IAWC Exhibit 14.00R, Rebuttal Testimony of Kerry A. Heid, pp. 30-32. 
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A. Revised RAC provides greater assurance that IAWC would earn its authorized 126 

ROR than the original RAC since all over and under collections would eventually 127 

be passed through to customers. Hence, the reduction to IAWC’s cost of 128 

common equity would be greater.  Consequently, I recommend that should 129 

Revised RAC be adopted, the adjustment to IAWC’s cost of equity be increased 130 

from the original RAC’s to 23 basis points.    131 

 As explained in my direct testimony, if the Commission approves the RAC, 132 

IAWC’s cost of capital should be computed by giving slightly more weight to the 133 

cost of equity results for my Water sample.  Applying 60% weighting to the 8.95% 134 

risk-adjusted investor required rate of return on common equity for the Water 135 

sample and a 40% weighting to the 9.89% risk-adjusted investor required rate of 136 

return on common equity for the Utility sample results in a 9.33% investor 137 

required rate of return on common equity for IAWC.13

                                            
13 ICC Staff Exhibit 6.0, p. 41. 

  Hence, my original 138 

adjustment methodology applied to my revised investor-required rate of return 139 

results in a 9 basis point reduction to my cost of common equity recommendation 140 

for IAWC if the Commission approves the RAC with the ±5% limit for recovery as 141 

proposed in the Company’s direct.  Consequently, if the Commission approves 142 

the Company’s original RAC proposal with the ±5% limit for recovery, I 143 

recommend a 9.33% rate of return on common equity for IAWC, which results in 144 

a 7.37% rate of return on rate base for IAWC. 145 
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 However, the adjustment that I proposed in direct reflected the Company’s 146 

estimates of what the RAC surcharges would have been within the ±5% limit for 147 

recovery.  The total amount that would be recovered under the Revised RAC is 148 

2.4x the amount that would be recovered under the ±5% limit in the Company’s 149 

original RAC proposal.14

Q. Mr. Rungren claims that IAWC’s risk profile decreases as the Company 155 

increases its common equity ratio, which will then result in lower debt 156 

financing for IAWC.

  Therefore, the adjustment should be approximately 150 

2.4x my original adjustment, which is a reduction of 23 basis points from my 151 

revised cost of common equity for IAWC.  Hence, if the Commission approves 152 

the Revised RAC, I recommend a 9.19% rate of return on common equity for 153 

IAWC, which results in a 7.31% rate of return on rate base for IAWC. 154 

15

A. No.  The credit ratings for American Water Works Company (“AWW”) and its 158 

subsidiaries reflect the consolidated credit quality of AWW.

  Is he correct? 157 

16

                                            
14 Company Response to Staff Data Request CLH-4.01. 

  Since American 159 

Water Capital Corp. (“AWCC”) raises the debt financing for IAWC and its rating 160 

reflects the consolidated credit quality of AWW, IAWC is paying the debt costs 161 

that reflect the lower equity ratio of AWW. Hence, IAWC does not get the benefit 162 

of lower debt costs as a result of its higher equity ratio. 163 

15 IAWC Exhibit 6.00R, p. 9. 
16 Standard & Poor’s Ratings Direct, Summary: Pennsylvania-American Water Company, January 

30, 2012; Moody’s Investors Service, Credit Opinion: American Water Works Company, Inc., November 
19, 2010. 
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Q. Please respond to Mr. Rungren’s comparison of IAWC’s capital structure to 164 

the 53.31% equity ratio recently authorized for Aqua Illinois in Docket No. 165 

11-0436.17

A. Mr. Rungren applied the results from the Aqua Illinois rate case to this case 167 

without a proper comparison of the facts.  Although I was not the witness in that 168 

case and have not done a complete comparison of the facts myself, I do know 169 

that unlike IAWC, Aqua Illinois raises its own debt capital.  Hence, the debt cost 170 

of Aqua Illinois would reflect the utility’s equity ratio, not that of its parent.  171 

   166 

Response to Ms. Ahern 172 

Q. Ms. Ahern criticizes your Water sample due to your elimination of American 173 

Water Works and SJW Corp.  Why did you exclude American Water Works 174 

(“AWW”) and SJW Corp. (“SJW”) from your Water sample? 175 

A. As I explained in my response to IAWC Data Request IAWC-ICC-Staff 1.62, I 176 

excluded AWW from my Water sample because five years of data was not 177 

available to perform the regression analysis to obtain either a beta or the stability 178 

ratios for comparison with IAWC.  I excluded SJW Corp. because 3-5 year 179 

growth rates were not available from Zacks or Reuters on February 1, 2012, the 180 

date that I used to perform my cost of equity analysis.  Hence, I could not include 181 

those companies in my Water sample because they lacked the necessary data to 182 

perform the cost of common equity analysis. 183 

Q. Ms. Ahern argues the constant growth DCF model should be used because 184 
                                            

17 IAWC Exhibit 6.00R, pp. 11-12. 
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“the stability and maturity of the water industry and the regulated utility 185 

industry at large” warrants its use, and notes that it is “the most widely 186 

utilized version of the DCF used in public utility rate regulation.”  Please 187 

comment. 188 

A. Just because one version of the DCF model might be used more frequently than 189 

another does not mean its use is appropriate in all circumstances.  Just as each 190 

case needs to be judged on its own merits, the decision regarding which version 191 

of the DCF model is most suitable depends on the facts and circumstances at the 192 

time of the particular analysis. 193 

Likewise, the maturity of the water utility industry does not preclude the use of a 194 

non-constant DCF model.  Ms. Ahern argues that the maturity of the water utility 195 

industry has rendered its growth constant.  That is clearly not true.  The idea of a 196 

single, steady-state growth rate is a simplifying assumption made in a DCF 197 

analysis because the alternative, forecasting an infinite number of discrete 198 

periodic growth rates, would be impossible.  Growth cannot truly be expected to 199 

remain at an absolutely fixed rate.  While a mature industry might not experience 200 

the extreme growth of a burgeoning industry, its growth can certainly vary over 201 

time.  This is definitely true of water utilities.  For example, from time to time a 202 

water utility might experience a build-out period when it expands its service 203 

territory into a newly developed area.  As new customers come on-line, new plant 204 

is added to the utility’s rate base.  As a result, earnings enter a period of 205 

abnormal growth.  If an analyst’s 3-5 year growth rate is estimated during such 206 
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an expansionary time, it would likely overstate the typical growth for the water 207 

utility. 208 

Q. Ms. Ahern claims that you did not provide sufficient evidence to support 209 

your opinion that the analyst growth rates for the companies in her Water 210 

sample are not sustainable over the long-term.  Please respond. 211 

A. Using the growth rates used by Ms. Ahern in her rebuttal testimony,18 I calculated 212 

the implied return on equity based on the available dividend payout and other 213 

data published in Value line for each company in Ms. Ahern’s water sample.  214 

That calculation produced an average ROE of 21.91% for the six water 215 

companies in her sample with full Value Line data available.  In comparison, 216 

Value Line forecasts an implied average ROE for the 2014-2016 period of 217 

10.58% for the six water companies in her sample with full Value Line data 218 

available.19

                                            
18 IAWC Ex. 10.21R, pp. 3-12. 

  The implication that investors expect those companies to sustain a 219 

21.91% rate of return on equity indefinitely does more than strain credulity, it 220 

shatters it.  Consequently, Ms. Ahern’s constant growth DCF analysis should be 221 

rejected.   222 

19 Value Line does not provide forecasted data for Artesian Resources, Connecticut Water 
Service or York Water.  The published Value Line ROE forecasts for the companies reflect return on end 
of year equity.  Therefore, I adjusted the Value Line published forecasts to reflect the return on average 
2015 common equity. 
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Q. Ms. Ahern cites various sources to demonstrate “the superiority of 223 

analysts’ forecasts of EPS as measures of investor growth expectations in 224 

a DCF analysis.”20

A. Her citations to Morin, Gordon, and Cragg and Malkiel suggest that analysts’ 3-5 226 

year growth rate forecasts are influential on investors who do not possess the 227 

resources to make their own forecasts, and that those forecasts are superior to 228 

those developed from historical data.  Her citations to Malkiel and the SEC 229 

suggest that new rules have reduced the upward bias in analyst growth rates 230 

arising from the analysts’ conflict of interests.  None of the aforementioned 231 

citations refutes my arguments for the use of a non-constant DCF model.  The 232 

essential argument behind these quotes is summarized nicely by her selection 233 

from Dr. Burton Malkiel, who states “analysts’ forecasts remain the proper tool to 234 

use in performing a Gordon Model DCF analysis.”

  Please comment. 225 

21

To clarify, although many of Ms. Ahern’s arguments suggest otherwise, I did not 239 

criticize the use of analyst growth rates.  Indeed, I used them in my non-constant 240 

DCF analysis.   241 

  While that may be, the 235 

pertinent question is not which growth rate is best suited for use in a constant 236 

growth DCF model, but rather, whether a constant growth model should be used 237 

in the first place. 238 

                                            
20 IAWC Ex. 10.00R, pp. 10-14. 
21 The constant growth DCF model is often referred to as the Gordon model, since, as Ms. Ahern 

notes, Professor Gordon is the “father” of that model.  (IAWC Ex. 10.00R, p. 12) 
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Q. Ms. Ahern suggests that your arguments imply that a DCF analysis utilizing 242 

analysts’ growth rates would be biased upward.22

A. In this instance, the use of analysts’ growth rates in a constant growth DCF 244 

would produce an overstated cost of common equity estimate.  However, her use 245 

of the word “bias” suggests that I believe that analysts’ 3-5 year growth forecasts 246 

are biased estimators of growth over the next 3-5 years.  I do not.  If I did, I would 247 

not use analysts’ 3-5 year growth forecasts as estimates of growth for the 5-year 248 

first stage of my non-constant growth DCF analysis.    249 

  Is she correct? 243 

Q. Ms. Ahern also claims that a study by Fama and French found that the 250 

results from the earnings growth based DCF model are actually biased 251 

downward when compared to achieved returns.23

A. It is curious that Ms. Ahern would cite this finding, since the first quote she 253 

presents from the Morin text disputes the relevancy of that finding.

  Please comment. 252 

24  In fact, Ms. 254 

Ahern, herself, rearticulates Morin’s comment in defense of her use of the 255 

constant growth DCF model, stating “the accuracy of these forecasts in the 256 

sense of whether they turn out to be correct is not at issue here, as long as they 257 

reflect widely held expectations.”25

 The Fama and French finding does not in any way suggest that it is reasonable 259 

to assume that analyst 3-5 year growth rates are always sustainable.  For an 260 

obvious example, if the consensus analyst growth rate for a company were 25%, 261 

 258 

                                            
22 IAWC Ex. 10.00R, p. 26. 
23 IAWC Ex. 10.00R, p. 26. 
24 IAWC Ex. 10.00R, p. 11. 
25 IAWC Ex. 10.00R, p. 11, lines 242-245. 
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even if that was “biased” downward and the actual growth ended up being 30%, 262 

it is clear that even the “downward biased” 25% estimate is not sustainable. 263 

Q. Ms. Ahern testifies that your use of spot 30-year U.S. Treasury bond yields 264 

as the risk-free rate is inconsistent with the prospective nature of the cost 265 

of capital, ratemaking, and the Efficient Market Hypothesis (“EMH”).26

A. No.  A U.S. Treasury yield 

  Is 266 

she correct? 267 

is

Q. Ms. Ahern suggests that investors are more likely to rely on forecasted 30-277 

year U.S Treasury Bond yields from Blue Chip and therefore, the forecasted 278 

yield should be used as the risk-free rate in the risk premium analysis.  Is 279 

she correct? 280 

 the cost of capital for that U.S. Treasury security.  268 

Thus, Ms. Ahern is arguing that the cost of capital of a U.S. Treasury security is 269 

inconsistent with the prospective nature of the cost of capital.  That is 270 

nonsensical.  In fact, U.S. Treasury yields are the investor-required returns for an 271 

investment in U.S. Treasury securities, just as the cost of common equity 272 

represents the investor-required return on a share of common stock.  Both reflect 273 

investors’ expectations for the future.  Thus, my use of the most recently 274 

available U.S. Treasury spot rates is perfectly consistent with the prospective 275 

nature of the cost of capital, ratemaking, and the EMH. 276 

A. No.  Interest rates are constantly adjusting, and accurately forecasting the 281 

movements of interest rates is problematic.  In contrast, the current U.S. 282 

                                            
26 IAWC Ex. 10.00R, pp. 14-15. 
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Treasury yields I used to estimate the risk free rate reflect all relevant, available 283 

information, including investor expectations regarding future interest rates.  284 

Consequently, investor appraisals of the value of forecasts are also reflected in 285 

current interest rates.  Therefore, if investors believe that the forecasts are 286 

valuable, that belief would be reflected in current market interest rates.  Likewise, 287 

if investors believe that the forecasts are not valuable, that belief would be 288 

reflected in current market interest rates.  In summary, if one uses current market 289 

interest rates in a risk premium analysis, speculation of whether investor 290 

expectations of future interest rates equals those from a particular forecast 291 

reporting service is unnecessary.  Further, it is important to note that T-bond 292 

yields reflect market forces, while forecasts do not.  The true risk-free rate is 293 

reflected in the return investors are willing to accept in the market.  As of 294 

February 1, 2012, investors were willing to accept a 3.03%27 return on T-bonds, 295 

which includes an interest rate risk premium associated with its relatively long 296 

term to maturity.  That the T-bond yield includes such a premium indicates that 297 

the true

Q. Ms. Ahern testified that you failed to apply the empirical Capital Asset 301 

Pricing Model (“ECAPM”) to account for the fact that the Security Market 302 

Line (“SML”) as described by the traditional CAPM is not as steeply sloped 303 

 long-term risk-free rate is actually below 3.03%.  Thus, the Commission 298 

should continue to rely on current, observable market interest rates in the risk 299 

premium analysis. 300 

                                            
27 ICC Staff Exhibit 6.0, p. 26. 
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as predicted by the SML.  Do you agree that the ECAPM should be used to 304 

estimate the investor-required rate of return on common equity? 305 

A. No.  A study by Litzenberger et al. suggests that use of adjusted betas are a 306 

solution to the discrepancy between the theoretically predicted and empirically 307 

observed relationship between risk and return.28

Interest Rate for Rider RAC Deferrals 

  In other words, by using 308 

adjusted betas, I have already effectively transformed my Traditional CAPM into 309 

an ECAPM.  Therefore, including an additional beta adjustment in the ECAPM 310 

model would result in inflated estimates of the samples’ cost of common equity. 311 

Q. Is the AFUDC rate the appropriate interest rate to apply to the deferral of 312 

recovery or refund amounts if the surcharge or credit percentage (“SC%”) 313 

in the current year exceeds ±5%?  314 

A. No.  Mr. Heid’s proposal to use the AFUDC rate as the interest rate to be applied 315 

to deferrals of the SC% amount to be refunded or surcharged above or below 316 

five percent is inappropriate. (IAWC Ex. 14.00R, pp. 34-36)  Deferred amounts 317 

are recovered dollar for dollar.    318 

Q. What interest rate do you recommend be applied to the deferral of recovery 319 

or refund amounts if the SC% in the current year exceeds ±5%?  320 

A. Since under-recovered amounts are essentially a loan from the Company to 321 

customers, the interest rate should reflect the credit risk of the customers.  322 

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

Utility’s Cost of Equity Capital,” Journal of Finance, May 1980, pp. 375-376. 
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ComEd and Ameren Illinois affiliates have issued securitized debt whose credit 323 

risk were wholly based on the ability of utility customers’ collective ability to pay.  324 

Those securities were rated AAA/Aaa.  Thus, I conclude that the default risk of 325 

IAWC’s collective obligation to pay under collected revenues would also be rated 326 

AAA/Aaa.  In contrast, IAWC’s financial ratios are more indicative of a BBB/Baa 327 

credit rating.  Unfortunately, I am not aware of any readably available publication 328 

of either one-year AAA/Aaa or BBB/Baa utility bond yields.  Therefore, the 329 

Commission-authorized interest rate on customer deposits, determined in 330 

accordance with 83 Ill. Adm. Code 280.70(e) should be applied to any deferred 331 

amounts under Rider RAC.  Given the ease of administration in connection with 332 

Staff and the Company relying on a rate published annually by the Commission, 333 

and the small difference between the customer deposit rate and current 0.68% 334 

yields on one-year AA financial securities,29

Q. Does this conclude your rebuttal testimony? 341 

 I recommend applying the 335 

Commission-authorized customer deposit rate to under-recovered amounts and 336 

refunds associated with the formula rate, if the Commission disagrees with Staff 337 

witness Harden in ICC Staff Exhibit 13.0 and approves a deferral. This change is 338 

presented as Staff’s alternative language by Staff witness Dianna Hathhorn in 339 

ICC Staff Exhibit 10.0, p. 13. 340 

A. Yes, it does. 342 

                                            
29 Citigroup Global Markets, Bond Market Roundup: Strategy, April 20, 2012, p. 20. I compared 

the Commission-authorized interest rate on customer deposits to the one-year AA-rated corporate bond 
yield because Bond Market Roundup does not publish a one-year AAA bond yield. 
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Schedule 14.1

Illinois-American Water Company

Weighted Average Cost of Capital
Average September 30, 2013

Staff Proposal 

Percent of Weighted
Total Capital Cost Cost

Short-term Debt 1.30% 0.52% 0.01%

Long-term Debt 56.70% 6.07% 3.44%

Common Equity 42.00% 9.42% 3.96%

Total Capital 100.00%

Weighted Average Cost of Capital 7.40%
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Schedule 14.2

Illinois-American Water Company

Principal Component Factor Scores

Factor 1 Factor 2 Factor 3 Factor 4

IAWC -1.329 -0.501 -0.976 1.074

Utility Sample
1 Cleco Corp. -0.796 -0.328 -0.488 0.011
2 Great Plains Energy -1.284 -1.557 -0.231 0.951
3 Idacorp -0.728 -0.266 0.341 0.810
4 Ameren Corp. -0.262 0.038 -0.342 0.266
5 Dominion Resources -0.690 -0.779 -1.292 -0.364
6 Portland General Electric -0.211 -0.940 -1.491 -0.024
7 American Electric Power -0.795 0.033 0.421 0.197
8 Consolidated Edison -0.697 -0.347 0.015 -0.316
9 Sempra Energy -0.003 -0.273 -1.231 -0.184

10 TECO Energy -0.599 -0.017 -0.668 -0.613
11 Westar Energy -0.696 -0.642 0.958 0.809
12 Black Hills Corp -0.262 -1.292 -1.760 -0.297

     Utility Sample Average -0.566 -0.549 -0.480 0.112

Water Sample
1 American States Water -0.123 -0.206 -0.442 0.136
2 Aqua America -0.525 -0.462 1.643 1.439
3 Artesian Resources -1.306 -0.532 1.527 1.319
4 California Water Service -0.354 -0.880 1.591 0.376
5 Connecticut Water Service -0.827 -0.62 0.793 1.707
6 Middlesex Water Company -1.015 -0.045 1.322 0.971
7 York Water -0.952 0.131 1.384 2.61

-0.729 -0.373 1.117 1.223
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