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BRUBAKER & ASSOCIATES, INC. 

Rebuttal Testimony of Michael P. Gorman 
 
 

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A My name is Michael P. Gorman and my business address is 16690 Swingley Ridge 2 

Road, Suite 140, Chesterfield, Missouri 63017. 3 

 

Q ARE YOU THE SAME MICHAEL P. GORMAN WHO PREVIOUSLY FILED 4 

TESTIMONY IN THIS PROCEEDING?   5 

A Yes. 6 

 

Q PLEASE DESCRIBE THE PURPOSE OF YOUR REBUTTAL TESTIMONY. 7 

A I will respond to the rebuttal testimony of Illinois-American Water Company (“Illinois-8 

American” or “Company”) witness Pauline M. Ahern’s testimony concerning a fair rate 9 

of return on equity and overall rate of return.   10 

 

Response to Pauline M. Ahern 11 

Q PLEASE SUMMARIZE THE ISSUES YOU WILL ADDRESS CONCERNING 12 

MS. AHERN’S REBUTTAL TESTIMONY. 13 

A My rebuttal testimony will outline the deficiencies and errors Ms. Ahern makes 14 

concerning the estimate of a fair return on equity for Illinois-American.  This rebuttal 15 

concerns the following: 16 

1. Ms. Ahern rejects the use of a gas utility proxy group for estimating a fair 17 
return on equity for Illinois-American.  I disagree.  The use of a gas utility 18 
proxy group provides meaningful information that can help establish an 19 
appropriate and fair return on equity for Illinois-American. 20 

2. Ms. Ahern claims that the observable declining capital cost is not evident 21 
from a decline in bond yields.  She asserts that market risk premiums have 22 
increased, and therefore equity costs have increased despite the fact that 23 
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bond yields have declined.  Ms. Ahern’s assertion that market equity risk 24 
premiums have increased is in error.  Independent market evidence, which 25 
I will highlight below, shows that market risk premiums have held steady or 26 
slightly declined during the recent decline in bond yields.  Therefore, her 27 
belief that equity costs have increased while bond yields have decreased 28 
is erroneous. 29 

3. Ms. Ahern’s comments concerning the development of reliable Discounted 30 
Cash Flow (“DCF”) return on equity estimates are without merit.  Her belief 31 
that three- to five-year growth rate estimates published by consensus 32 
analysts can be used in a constant growth DCF analysis without 33 
reasonable assessment of the sustainability of those short-term growth 34 
rates is erroneous.  Indeed, Ms. Ahern proposes to throw aside both 35 
reasonable judgment and the belief that investors make rational 36 
investment decisions.  She appears to believe that analysts’ short-term 37 
outlooks should be accepted as long-term growth outlooks regardless of 38 
whether it is rational to do so.  Further, the lion’s share of evidence clearly 39 
shows that three- to five-year analysts’ growth estimates reflect 40 
abnormally high investments in utility rate base growth, and reflect a very 41 
robust short-term growth outlook.  However, rational outlooks clearly 42 
support the notion that reasonable and informed investors would not 43 
expect that short-term growth rates can be sustained indefinitely.  Rather, 44 
those growth rates will subside to a lower long-term sustainable level, in 45 
time. 46 

4. Ms. Ahern also disagrees with my market risk premium used in my CAPM 47 
model and she criticizes my studies for not including an Empirical CAPM 48 
(“ECAPM”). 49 

 

Q WHY DOES MS. AHERN BELIEVE THAT A GAS UTILITY PROXY GROUP IS NOT 50 

APPROPRIATE FOR ESTIMATING A FAIR RETURN ON EQUITY FOR ILLINOIS-51 

AMERICAN? 52 

A She believes the water utility industry faces unique investment risk relative to electric 53 

and gas utility companies.  She believes a gas utility proxy group cannot reflect 54 

specific water industry risk and is therefore not adequate for estimating a return for 55 

Illinois-American. 56 
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Q IS MS. AHERN’S PROPOSED REJECTION OF A GAS UTILITY PROXY GROUP 57 

FOR ESTIMATING A FAIR RETURN ON EQUITY FOR ILLINOIS-AMERICAN 58 

REASONABLE? 59 

A No.  Her risk characteristics for the water industry are not so distinct that they fail to 60 

properly reflect similar risk experienced by other types of regulated utility operations.  61 

For example, water companies’ requirement to meet environmental regulations, to 62 

modernize and expand its existing infrastructure, is similar to capital programs 63 

undertaken currently by gas companies.  Indeed, Standard & Poor’s (“S&P”) has 64 

lumped the gas and water industries together when forecasting credit quality as 65 

shown by the following statement: 66 

The 2012 outlook for credit quality in the U.S. gas and water utility 67 
sectors will likely remain stable.  While Standard & Poor's Ratings 68 
Services expects the U.S. economy to remain weak, we see little 69 
movement in regulated gas and water utilities' credit risk profiles during 70 
periods of economic change.  The essential services that both sectors 71 
provide and the rate-regulated nature of their businesses allow them to 72 
generate stable cash flows and recover their costs even when the 73 
economy is weak. 74 

Our 2012 baseline forecast calls for continued slow economic growth 75 
that would support credit quality for many companies in these sectors. 76 
However, we do not expect the impact to be so marked as to positively 77 
impact ratings or outlooks. 78 

* * * 79 

Stable outlook is likely to continue  80 

Our outlook for the gas and water utility industries remains stable 81 
based on gradual economic recovery, generally supportive regulatory 82 
decisions (including mechanisms that allow for timely cost recovery), 83 
and adequate liquidity.1 84 

  Further, while the water utility industry is considered more capital intensive 85 

than the gas industry that is because water utilities’ revenue requirement does not 86 

                                                 
1Standard & Poor’s RatingsDirect on the Global Credit Portal:  “Industry Report Card:  U.S. 

Regulated Gas And Water Utilities’ Credit Quality Should Remain Steady In 2012,” April 12, 2012. 
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include the cost of gas.  Gas companies typically recover their cost of gas through a 87 

purchased cost adjustment clause.  Hence, the sales risk of purchasing and reselling 88 

gas is largely recovered through dedicated rate adjustment mechanisms.  89 

Nevertheless, gas utilities do have risk for recovering natural gas cost due to several 90 

variables including weather and customer usage.  Hence, gas utilities have a 91 

commodity cost recovery risk that water utilities do not.  Aside from a significant 92 

portion of a gas utility’s total revenues being dedicated to gas cost recovery, the other 93 

portion is largely related to fixed cost of distributing natural gas.  A gas utility makes 94 

material investments in gas transmission and distribution mains, and in some cases 95 

has investments in gas storage fields.   96 

  A gas utility infrastructure is very similar to a water utility’s investments in 97 

transmission and distribution water mains.  Therefore, the capital intensive nature of a 98 

water utility is similar to the non-gas portion of a gas utility’s cost structure, although 99 

the gas utility also has the added risk of commodity cost recovery.  Hence, a gas 100 

utility on whole is probably a more risky investment than is a water company simply 101 

because it has a significant amount of commodity cost recovery risk – a risk a water 102 

utility does not have. 103 

  Therefore, using a gas utility proxy group to estimate a reasonable rate of 104 

return is not only appropriate but also conservative and Ms. Ahern’s arguments in 105 

regards to the reasonableness of my proxy group should be disregarded. 106 
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Q MS. AHERN RESPONDS TO YOUR OUTLINE OF OBSERVABLE DECLINING 107 

CAPITAL MARKET COSTS AND CLAIMS THAT UTILITY EQUITY COSTS ARE 108 

NOT DECLINING EVEN THOUGH OBSERVABLE BOND YIELDS ARE.  DOES 109 

MS. AHERN MAKE VALID POINTS?  110 

A No.  She claims at page 30 of her rebuttal testimony (IAWC Ex. 10.00R), that while 111 

observable utility bond yields are declining, market equity risk premiums have risen.  112 

She bases this on her assessment of Value Line’s three- to five-year average total 113 

market appreciation developed over the period April 2010 to January 2012 relative to 114 

the projection of 30-year Treasury bonds. 115 

 

Q DOES MS. AHERN’S BELIEF THAT MARKET RISK PREMIUMS HAVE 116 

INCREASED WHILE OBSERVABLE BOND YIELDS DECREASED SUPPORT HER 117 

NOTION THAT EQUITY COSTS HAVE NOT GONE DOWN WITH BOND YIELDS? 118 

A No.  Indeed, Ms. Ahern’s assessment of market risk premiums is simply not reliable.  119 

Ms. Ahern estimates market-required returns based on three- to five-year growth 120 

projections made by Value Line.  She  has not provided the actual development of the 121 

expected return on that market investment, but it is most likely based on the 122 

assumption that the three- to five-year growth projections made by Value Line are 123 

sustained indefinitely.  I believe this to be the case because it is the only Value Line 124 

data I am aware of that one can use to estimate the market return.  In which case, 125 

like her other DCF estimates, Ms. Ahern has inaccurately calculated the market 126 

expected return on common equity using Value Line data.  More importantly, 127 

independent market evidence shows that Ms. Ahern’s belief that market equity risk 128 

premiums increased is in error.   129 
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  Specifically, as shown on my IIEC Exhibit 3.1, I show the market risk premium 130 

estimates published by Morningstar data over the last eight years.  As clearly shown 131 

on that exhibit, market equity risk premiums published in the Morningstar data show a 132 

relatively stable equity risk premium during this time period.  It is clear from this 133 

independent data that Ms. Ahern’s belief that the market risk premium is increasing is 134 

wrong.   135 

 

Q MS. AHERN ALSO ARGUES THAT THREE- TO FIVE-YEAR ANALYST GROWTH 136 

RATE ESTIMATES ARE REASONABLE DATA FOR USE IN A CONSTANT 137 

GROWTH DCF ANALYSIS APPARENTLY NO MATTER WHAT THE THREE- TO 138 

FIVE-YEAR GROWTH RATE OUTLOOK IS.  PLEASE COMMENT. 139 

A Ms. Ahern’s position is simply to disregard informed investment decisions, and an 140 

efficient market where investors make rational investment decisions.  This simply 141 

should be indisputable that utility companies typically go through cycles in making 142 

investments in their systems.  When utility companies are making large investments, 143 

their rate base grows rapidly, which accelerates their earnings growth during the 144 

major construction period.  Once a major construction cycle is completed or levels off, 145 

growth in the utility rate base slows, and its earnings slow from an abnormally high 146 

short-term growth rate to a lower sustainable growth rate.   147 

  As major construction cycles extend over longer periods of time, even with an 148 

accelerated construction program, the growth rate of the utility will slow simply 149 

because it is adding to a larger rate base, and the utility has limited human and 150 

capital resources to continue to expand its construction program.  Hence, there is no 151 

fundamental or rational support for Ms. Ahern’s belief that a three- to five-year growth 152 

rate projection should be used as a long-term sustainable growth rate without making 153 
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a reasonable informed judgment to determine whether or not the inputs in the DCF 154 

model are rational. 155 

 

Q WHY CAN’T A UTILITY’S ELEVATED SHORT-TERM GROWTH RATE CONTINUE 156 

EVEN IF ITS CAPITAL PROGRAM CONTINUED OVER AN INDEFINITE PERIOD 157 

OF TIME? 158 

A Because the growth rate will slow over time, even if the utility’s capital program 159 

remains at an elevated level.  This is illustrated in Table 1 below.  Consider a 160 

hypothetical company with a beginning plant-in-service of $1 million and an elevated 161 

capital expenditure program of $100,000 (10% of total capital).  Capital expenditures 162 

stay elevated but also grow at the rate of inflation of 2% over the next 10 years.  This 163 

Company has depreciation expense based on a rate of gross plant of 3.0%.   164 

  In this example, the first year, the capital expenditures less depreciation 165 

expense will grow plant-in-service from $1 million up to $1,070,000 – a 7% plant 166 

growth.  In this example, earnings in the year would begin at an assumed 10% rate of 167 

return on investment, or $103,500.  This represents a 10% return on average plant 168 

investment for the year.  Now assume that the capital improvement program 169 

continues, and plant-in-service increases from the initial $1 million up to $1,139,900 170 

by the end of year 2.  In this second year, earnings would increase to $110,495, a 171 

6.8% growth in earnings relative to year 1.  Each year, the embedded plant-in-service 172 

increases by capital improvements less depreciation expense.  As a result, the growth 173 

in earnings slows because a percent change in plant-in-service starts to slow as the 174 

beginning of the year plant-in-service number increases.  That is, the denominator in 175 

the growth equation increases with a relatively flat but elevated level of capital 176 

improvements resulting in a decreasing growth in earnings.  With this continued level 177 



IIWC/FEA Exhibit 3.0 
Michael P. Gorman 

Page 8 
 
 

BRUBAKER & ASSOCIATES, INC. 

of elevated capital improvement offset by depreciation expense, the growth rate of 178 

earnings starts at around 6.8% in the beginning of the growth period, declines to 179 

around 5.3% after five years of growth, and further declines to around 4.2% after 180 

10 years of elevated capital investment spending.  Hence, while the company 181 

maintains an elevated level of capital spending throughout the forecast period, the 182 

earnings growth rate nevertheless declines from 6.8% at the beginning of the 183 

spending period, down to 4.2% after 10 years of elevated capital spending.  Again, 184 

this occurs because the denominator in the growth equation increases as plant 185 

investment is made and plant-in-service increases.  As a result, elevated capital 186 

expenditures have a lower growth impact on a larger capital base after years of 187 

elevated capital spending relative to the beginning of the capital spending program. 188 
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TABLE 1 

 
Growth in Plant In-Service and Earnings 

 
 
 
 

Year 
 

Beginning 
of Year 

Plant-in-
Service 

(1) 

 
 

Capital 
Improvement 

(2) 

 
 

Depreciation 
Expense 

(3) 

End of 
Year 

Plant-in- 
Service 

(4) 

 
Avg 
Year 
Plant 

(5) 

 
 
 

ROE 
(6) 

 
 
 

Earnings
(7) 

Annual 
Earnings 
Growth 

Rate 
(8) 

         
0 $1,000,000 $100,000 $30,000 $1,070,000 $1,035,000 10.0% $103,500  
1 $1,070,000 $102,000 $32,100 $1,139,900 $1,104,950 10.0% $110,495 6.8% 
2 $1,139,900 $104,040 $34,197 $1,209,743 $1,174,822 10.0% $117,482 6.3% 
3 $1,209,743 $106,121 $36,292 $1,279,572 $1,244,657 10.0% $124,466 5.9% 
4 $1,279,572 $108,243 $38,387 $1,349,428 $1,314,500 10.0% $131,450 5.6% 
5 $1,349,428 $110,408 $40,483 $1,419,353 $1,384,390 10.0% $138,439 5.3% 
6 $1,419,353 $112,616 $42,581 $1,489,388 $1,454,371 10.0% $145,437 5.1% 
7 $1,489,388 $114,869 $44,682 $1,559,575 $1,524,482 10.0% $152,448 4.8% 
8 $1,559,575 $117,166 $46,787 $1,629,954 $1,594,765 10.0% $159,476 4.6% 
9 $1,629,954 $119,509 $48,899 $1,700,565 $1,665,259 10.0% $166,526 4.4% 
10 $1,700,565 $121,899 $51,017 $1,771,447 $1,736,006 10.0% $173,601 4.2% 
________________ 

Notes: 
Column 2:  Escalation Rate 2.00%. 
Column 3:  Depr Rate 3.00%. 
Column 4 = Column 1 plus Column 2 less Column 3. 
Column 5 = (Column 1 + Column 4)/2. 
Column 7 = Column 5  Column 6. 
Column 8 = Column 7 N ÷ Column 7 N-1 (N is the Year) less 1. 

 
 
 

Q DOES MS. AHERN CLAIM TO HAVE PROVIDED SUPPORT FOR HER BELIEF 189 

THAT THREE- TO FIVE-YEAR GROWTH RATE ESTIMATES SHOULD BE USED 190 

IN A CONSTANT GROWTH DCF MODEL WITHOUT QUESTION? 191 

A Yes.  At page 33 of her rebuttal testimony (IAWC Ex.10.00R), she cites to articles by 192 

Cragg and Malkiel and Vander Weide and Carleton, and by Myron Gordon in support 193 

of her belief.  I would note these articles simply do not support Ms. Ahern’s position.  194 

First, most of these authors are actually experts on rate of return that testify on behalf 195 

of utility companies and thus advocates for returns sought by the utility.  Hence, they 196 
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should not be considered independent sources of how to develop a balanced DCF 197 

model.     198 

  Second, the articles compare the use of analyst growth rates relative to 199 

growth rates derived from only historical data.  The articles she references do not 200 

specifically address the issue at hand, which is whether or not analyst growth rate 201 

estimates over the next three to five years are reasonable estimates of long-term 202 

sustainable growth.   203 

  In summary,  Ms. Ahern’s arguments are simply not based on the opinions of 204 

independent market participants but rather on the opinion of utility company 205 

advocates.  Furthermore, the articles themselves do not specifically address the issue 206 

being discussed in this case. 207 

 

Q AT PAGES 34 AND 35 OF HER REBUTTAL, MS. AHERN CONCLUDES THAT A 208 

GDP GROWTH RATE SHOULD NOT BE VIEWED AS A MAXIMUM 209 

SUSTAINABLE GROWTH RATE FOR A UTILITY COMPANY.  DOES SHE MAKE 210 

VALID POINTS? 211 

A No.  Ms. Ahern argues that the Morningstar data clearly shows that market 212 

participants use GDP growth forecasts to reflect maximum sustainable growth rates 213 

for companies in the corporate sector.  However, she draws the conclusion that this is 214 

not a rational outlook for water utility companies, only for non-regulated companies 215 

(Ahern Rebuttal, IAWC Ex. 10.00R at 34-35).   216 

  Ms. Ahern’s position is simply baseless.  As I discussed in my direct 217 

testimony, a utility company’s growth is based on its need to make investments to 218 

meet the demands for utility service.  The demand for utility service is largely driven 219 

by the economy in which that utility provides service.  As such, there is a direct 220 
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connection between service area economic growth, demand for utility service, and 221 

then a utility’s need to make investments in utility plant and equipment in order to 222 

serve its service territory’s economy.   223 

  Similarly, a non-regulated company will make investments to serve the 224 

demands in its customer base.  As the customer base grows, and demand for its 225 

products grows, the company will make investments in order to serve that demand.  226 

Demand for utility service and demand for unregulated companies’ products are 227 

driven by economic activity in their markets.  The GDP growth forecast reflects a 228 

reasonable maximum sustainable growth rate estimate for both regulated and non-229 

regulated companies, because it provides a gauge of the company’s market demand 230 

for its products.   231 

 

Q DOES MS. AHERN ALSO TAKE ISSUE WITH YOUR SUSTAINABLE GROWTH 232 

DCF MODEL? 233 

A Yes.  Ms. Ahern suggests that there is no empirical support for the sustainable growth 234 

rate model, and that this model is not as reliable as analyst growth rate projections.  235 

Ms. Ahern’s arguments however are without merit. 236 

  First, it is a fundamental tenet of financial theory that a company fuels growth 237 

by retaining and reinvesting earnings.  Reinvesting earnings grows the company’s 238 

equity, grows the asset base, and grows the company’s earnings.  Ms. Ahern’s 239 

argument that there is no empirical support for the use of a sustainable growth rate 240 

model is simply contrary to generally accepted financial management principles. 241 

  More specifically, the sustainable growth rate model, if it were based on 242 

historical data, would include many of the flaws outlined by many of the authors 243 

Ms. Ahern has cited as support for her positions.  However, my sustainable growth 244 
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DCF model is not based on historical data as Ms. Ahern erroneously asserts.  Rather, 245 

my sustainable growth rate model is based on Value Line’s projections of earnings, 246 

dividends and retention ratios out over the next three to five years.  These are 247 

security analysts’ outlooks for the basic growth drivers of the companies included in 248 

my proxy group, and underlie analysts’ expected growth in security returns.   249 

  My sustainable growth rate model does not suffer from the flaws the quoted  250 

authors note concerning this DCF model.  These authors are describing sustainable 251 

growth rate parameters developed from historical data.  However, my sustainable 252 

DCF model is based on Value Line projected data.  As such, the assertions and 253 

representations Ms. Ahern makes in criticism of the sustainable growth rate model do 254 

not apply to my sustainable growth rate model. 255 

 

Q DOES MS. AHERN TAKE ISSUE WITH YOUR CAPITAL ASSET PRICING 256 

MODEL? 257 

A Yes.  She asserts that my market risk premium is incorrect, that my forward-looking 258 

equity risk premium is not truly a prospective equity risk premium, and she is critical 259 

that I did not include the ECAPM in my analysis. 260 

 

Q ARE THESE CRITICISMS OF YOUR CAPM ANALYSIS VALID? 261 

A No.  A derivation of the equity market risk premium is consistent with actual 262 

observable market evidence as published by Morningstar.  Indeed, the market risk 263 

premium estimate is directly taken from the Morningstar data.  The equity risk 264 

premium used in my analysis of 6.7% is in fact the highest forward-looking risk 265 

premium included in the 2011 Morningstar Valuation Yearbook.  Hence, Ms. Ahern’s 266 

assertion that it is wrong is simply erroneous. 267 
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  Her second argument is my forward-looking equity risk premium is not truly 268 

forward-looking.  This argument again is erroneous.  She believes a forward-looking 269 

market risk premium can only be based on a DCF study.  However, forward-looking 270 

projected returns on the market can also be based on a risk premium analysis.  Mine 271 

is based on a risk premium analysis, not a DCF analysis.  Nevertheless, a risk 272 

premium analysis based on projected interest rates and expected equity risk 273 

premiums is a forward-looking return on the market estimate.  Ms. Ahern’s assertion 274 

to the contrary is without merit. 275 

  Finally, her belief that I should have included the ECAPM analysis is also 276 

without merit.  Ms. Ahern produces an ECAPM analysis that double-counts the 277 

tendencies of the CAPM model to understate a fair return on equity.  The ECAPM 278 

analysis is designed to correct for the understatement of a fair return, by adjusting the 279 

return estimate produced through raw beta estimates to reflect an increasing risk and 280 

return requirement for a company over time.  However, I used an adjusted beta 281 

estimate, which already reflects an upward adjustment to betas less than 1 to reflect 282 

an increasing risk/return tradeoff over time.  Use of an adjusted beta in an ECAPM 283 

analysis (as Ms. Ahern proposes) double-counts this characteristic and is therefore 284 

inappropriate. 285 

 

Q DID MS. AHERN ALSO TAKE ISSUE WITH YOUR FINANCIAL INTEGRITY 286 

STUDY? 287 

A Yes.  She believes that I provided no empirical evidence that American Water Works 288 

is an appropriate risk proxy for Illinois-American.  289 
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Q ARE MS. AHERN’S ARGUMENTS VALID? 290 

A No.  Illinois-American risk is mitigated by its affiliation with its parent company and its 291 

financing subsidiary – American Water Capital Corp.  This affiliation make these 292 

companies risk comparable to one another.  293 

  Further, the risk reduction created by this affiliation, is paid for by customers 294 

and customers are therefore entitled to the benefits of the affiliation.  If Illinois-295 

American does not receive all the benefits it pays for by being a part of American 296 

Water Works Company, then the Illinois Commerce Commission (“Commission”) 297 

should reduce the amount of affiliate transaction costs and service company fees 298 

recovered from Illinois-American in its cost of service.  Illinois-American customers 299 

are entitled to all the benefits of Illinois-American’s affiliation with American Water 300 

Works.  That includes the risk reduction nature of a larger operating company 301 

operating in several jurisdictions relative to an individual water utility operating in only 302 

one jurisdiction.  This reduces operating risk, reduces management risk, and reduces 303 

financial risk.  All of these risk reduction aspects again are being paid for by Illinois-304 

American in affiliate service transaction fees.  Since customers pay for these benefits, 305 

they are entitled to receive them.  As such, Illinois-American’s risk is appropriately 306 

proxied by its parent company and American Water Capital Corp. 307 

 

Q DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 308 

A Yes. 309 
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