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I. WITNESS INTRODUCTION 1 

Q1. Please state your name and business address. 2 

A. My name is Pauline M. Ahern and I am a Principal of AUS Consultants.  3 

My business address is 155 Gaither Drive, Suite A, Mt. Laurel, New 4 

Jersey 08054. 5 

Q2. Are you the same Pauline M. Ahern who previously filed direct and 6 

rebuttal testimony in this proceeding? 7 

A. Yes, I am. 8 

II. PURPOSE OF SURREBUTTAL TESTIMONY 9 

Q3. What is the purpose of your rebuttal testimony? 10 

A. The purpose of my Surrebuttal Testimony is to respond to ICC Staff 11 

Exhibit 14.0 submitted in this proceeding by Illinois Commerce 12 

Commission (“ICC”) Staff Witness Janis Freetly.  I will also respond to 13 

IIWC/FEA Exhibit 3.0 of the Illinois Industrial Water Consumers and 14 

Federal Executive Agencies (“IIWC/FEA”) Witness Michael P. Gorman. 15 

Specifically, I will address certain of Ms. Freetly’s and Mr. Gorman’s 16 

misrepresentations of or refusals to acknowledge portions of my rebuttal 17 

testimony. 18 

Q4. Have you prepared exhibits which support your recommended 19 

common equity cost rate?   20 

A. Yes, I have.  They have been marked for identification as IAWC Exhibits 21 

10.01SR through 10.08SR.   22 
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 23 
III. RESPONSE TO ICC STAFF WITNESS MS. FREETLY 24 

A. General Response  25 

Q5. Please comment upon Ms. Freetly’s revised recommendations of the 26 

cost of common equity. 27 

A. Ms. Freetly’s financial risk-adjusted recommended cost of common equity 28 

(“ROE”) of 9.42% still violates the economic principle of opportunity cost, 29 

meaning the return given up or foregone by investing in one investment as 30 

opposed to an alternative investment of comparable risk, as discussed in 31 

IAWC Ex. 10.00R at lines 26 - 35.  Ms. Freetly’s revised recommended 32 

9.42% ROE results in an effective authorized return on common equity for 33 

IAWC of only 8.38% based upon a company-provided income tax rate of 34 

37.88% and as derived in IAWC Exhibit 10.01SR.  Likewise, Ms. Freetly’s 35 

revised recommended 9.33% ROE, should the Company’s revised RAC 36 

be adopted, and 9.19%, should ICC Staff’s recommended revised RAC be 37 

adopted, result in effective authorized ROEs for IAWC of 8.30% and 38 

8.19%, respectively. These returns are applied to a capital structure 39 

containing significantly greater financial risk than IAWC’s actual capital 40 

structure.  As discussed in IAWC Ex. 10.00R, my Rebuttal Testimony, 41 

there is thus a lessened incentive for American Water to invest in IAWC if 42 

the parent would have to forego ROEs of 9.42%, 9.33% or 9.19% on 43 

alternative investments with business and financial risks comparable to 44 

the actual business and financial risks which IAWC faces. 45 
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 As for the reductions to ROE of 9 basis points and 23 basis points 46 

recommended by Ms. Freetly relative to the Company’s original RAC and 47 

revised RAC proposals, respectively, it is clearly demonstrated at lines 48 

477 – 495 in IAWC Ex. 10.00R and in IAWC Exhibit 10.11R that such an 49 

adjustment cannot be empirically quantified. In fact, Ms. Freetly admits as 50 

much, stating that a “precise estimate of the magnitude of that change in 51 

risk remains problematic” and acknowledging “the absence of a widely-52 

recognized model for measuring the risk associated with RAC.”  53 

(Response to Data Request IAWC-ICC 5.03).  Although the presence of 54 

such a mechanism is theoretically risk-reducing, there is no empirical 55 

evidence that the magnitude of the impact of such a mechanism on 56 

common equity cost rate, either measured by the volatility of equity risk 57 

premiums or beta (systematic risk), can be empirically quantified.  In 58 

addition, there is no regulatory precedent for an adjustment to a water 59 

utility’s cost of capital due to the presence of a RAC.  Further, her 60 

adjustments are based on estimates derived from historical calculations of 61 

additional revenue IAWC would collect under the hypothetical operation of 62 

the RAC, without analysis of the projected operation and effect of the RAC 63 

in the future test period. Hence, Ms. Freetly’s 9 and 23 basis points 64 

reductions are ad hoc and arbitrary.  Therefore, should either RAC be 65 

adopted in this proceeding, there should be no downward adjustment to 66 

the ultimately authorized ROE. 67 

Q6. Ms. Freetly testifies that “the current U.S. Treasury yields I used to 68 
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estimate the risk free rate reflect all relevant, available information, 69 

including investor expectations regarding future interest rates.”  70 

What is your response to this assertion? 71 

A. If Ms. Freetly believes that it is appropriate to rely on “current, observable” 72 

U.S. Treasury yields, recently enacted legislation in Illinois, Section 16-73 

108.5 of the Illinois Public Utilities Act, 220 ILCS 5/16-108.5 (Public Act 74 

097-0646), indicates that her return on equity recommendation in this case 75 

is unreasonably low.  This legislation establishes a return on equity for 76 

certain electric utilities using a formula based on 30 year Treasury bill 77 

yields.  This formula return on equity provides an additional test of the 78 

reasonableness of Ms. Freetly’s recommended costs of common equity, 79 

by permitting the comparison of the formula return on equity established 80 

using U.S. Treasury yields pursuant to statute with Ms. Freetly’s proposed 81 

return on equity for IAWC.  The comparison indicates that her proposed 82 

return on equity for IAWC is unreasonable.  83 

Q7. Please explain. 84 

A. Although I am not an attorney, I understand Section 16-108.5, enacted on 85 

December 30, 2011, to call for determining the cost rate of common equity 86 

for electric utilities in the State of Illinois through the use of a cost of 87 

common equity formula, as well as providing for the recovery or 88 

amortization of a participating utility’s actual costs, which will afford the 89 

electric utilities an opportunity to earn their authorized return on common 90 

equity under the formula. Section 16-108.5(c)(3) states that the formula for 91 
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determining the cost of equity “shall be calculated as the sum of the 92 

following: (A) the average for the applicable calendar year of the monthly 93 

average yields of 30-year U.S. Treasury bonds published by the Board of 94 

Governors of the Federal Reserve System in its weekly H.15 Statistical 95 

Release or successor publication; and (B) 580 basis points.” 96 

 The monthly yields of 30-year U.S. Treasury Bonds from the H.15 97 

Statistical Release (see IAWC Exhibit 10.02R, WP 1) for most recent 98 

calendar year, 2011, averaged 3.91%.  Adding 580 basis points to 3.91% 99 

results in a cost of equity of 9.71% (9.71% = 3.91% + 5.80%) applicable to 100 

the participating electric utilities in the State of Illinois under Section 16-101 

108.5.  This cost rate is not applicable to water utilities in general, nor to 102 

IAWC, specifically.  As discussed in IAWC Exhibit 10.00 at lines 204 – 681 103 

and demonstrated in IAWC Exhibits 10.02 and 10.03, however, water 104 

utilities in general, and IAWC specifically, currently face greater 105 

investment risk relative to electric, combination electric and gas and 106 

natural gas utilities.  Therefore, when comparing the statutory return on 107 

equity, the 9.71% cost of common equity resulting from application of the 108 

Section 16-108.5 formula must be adjusted upward to reflect this 109 

increased investment risk.  Adding the investment risk adjustment of 110 

0.25% as shown on Line No. 7 on page 2 of IAWC Exhibit 10.021R to the 111 

9.71% cost rate results in a water / IAWC investment risk-adjusted 112 

common equity cost rate of 9.96%.  In addition, for reasons stated in both 113 

IAWC Exhibit 10.00 at lines 1985 – 2057 and in IAWC Exhibit 10.00R at 114 
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lines 663 – 689 and again at 1231 – 1241, a flotation cost adjustment 115 

must also be made.  Adding the flotation cost adjustment of 0.15% from 116 

Line No. 6, also on page 2 of IAWC Exhibit 10.021R to the 9.96% cost 117 

rate results in a water / IAWC investment risk-adjusted and flotation cost 118 

adjusted cost rate of common equity cost rate of 10.11%.  This confirms 119 

that Ms. Freetly’s range of recommended common equity cost rates of 120 

9.19% - 9.42% is not reasonable for IAWC and should be rejected. 121 

B. Constant Growth Discounted Cash Flow Model (DCF) 122 

Q8. Do you have any comment upon Ms. Freetly’s critiques of IAWC Ex. 123 

10.00R relative to the constant growth DCF? 124 

A. Yes.  Ms. Freetly’s entire discussion from lines 195 – 263 of ICC Staff 125 

Exhibit 14.0, misses the point of my discussion on lines 160 – 304 of 126 

IAWC Ex. 10.00R.  Both lines 195 – 196 and lines 199 – 200 of ICC Staff 127 

Exhibit 14.0 mischaracterizes my testimony as will be discussed below. In 128 

addition, lines 212 – 263 completely misrepresent my discussion on lines 129 

281 – 304 of IAWC Ex. 10.00R. My discussion does not just provide 130 

support for the use of security analysts’ EPS growth forecasts in a DCF 131 

model, but provides support for the use of the constant growth single 132 

stage version of the DCF model because security analysts’ EPS growth 133 

forecasts are investor influencing and have been empirically shown to be 134 

the best growth rates to use in a DCF analysis.  In addition, any perceived 135 

“bias” or “optimism” inherent in such forecasts has been shown to not 136 

influence investors in their pricing decisions and return expectations. Also, 137 

there is no empirical evidence that investors utilize growth in Gross 138 
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Domestic Product (“GDP”) in making their pricing decisions and forming 139 

their return expectations for not only any given sector of the economy, but 140 

specifically the utility and water utility sectors.  Therefore, it is neither 141 

necessary nor appropriate to use a non-constant growth version of the 142 

DCF model in determining an ROE for IAWC. 143 

Q9. Please discuss how lines 195 – 196 of ICC Staff Exhibit 14.0 144 

mischaracterize IAWC Exhibit 10.00R. 145 

A. Ms. Freetly states on lines 195 – 196 that “Ms. Ahern argues that the 146 

maturity of the water utility industry has rendered its growth constant.”  147 

This is a mischaracterization of all of my discussions in IAWC Ex. 10.00R, 148 

lines 160 – 191 and 579 – 597, as well as in IAWC Ex. 10.00, lines 921 – 149 

971, where I discuss the mature, stable nature of the utility industry, 150 

specifically the water utility industry.  My testimony is that the stability and 151 

maturity of both the utility industry in general, and the water utility industry 152 

specifically, renders the constant growth DCF model the most appropriate 153 

version of the DCF model to use in determining an ROE for both utilities in 154 

general and water utilities, specifically, in addition to other cost of common 155 

equity models such as the Risk Premium Model (“RPM”), Capital Asset 156 

Pricing Model (“CAPM / ECAPM”), and comparable earnings type models. 157 

Q10. Ms. Freetly states on lines 199 – 200 of ICC Staff Exhibit 14.0 that 158 

“Growth cannot truly be expected to remain at an absolutely fixed 159 

rate.” Please comment. 160 

A. In reality, this statement is true. If one calculates a DCF cost rate today, 161 
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the absolute result “k”, as well as the growth component “g”, would 162 

invariably different from a calculation made just one or several months 163 

earlier or later. This implies that “g” does change, although in the 164 

application of the standard DCF model “g” is assumed to be constant.  For 165 

example, the average “g” in my original DCF analysis on page 1 of IAWC 166 

Exhibit 10.07 was 6.56%, while my updated DCF analysis uses an 167 

average growth rate or 7.10% derived from page 3 of IAWC Exhibit 168 

10.21R.  As Morin states, however: 169 

The dividend growth rate is constant in every year to infinity.  170 
This assumption is not as problematic as it appears.  It is 171 
not necessary that g be constant year after year to make 172 
the model valid.  The growth rate may vary randomly 173 
around some average expected value.  Random variations 174 
around trend are perfectly acceptable, as long as the mean 175 
expected growth is constant.  The growth rate must be 176 
“expectationally constant,” to use formal statistical jargon.  177 
This assumption greatly simplifies the model without 178 
detracting from its usefulness.1 179 

In view of all of the foregoing, it is neither necessary nor 180 

appropriate to utilize a non-constant multi-stage growth version of the DCF 181 

model to determine an ROE for ratemaking purposes for IAWC or any 182 

utility. 183 

C. Empirical Capital Pricing Model (“ECAPM”) 184 

Q11. At lines 306 – 311 of ICC Staff Exhibit 14.0, Ms. Freetly discusses her 185 

belief that a study by Litzenberger et al.2 does not support the use of 186 

the ECAPM.  Do you agree with her belief? 187 
                                            
1 Morin, Roger A., New Regulatory Finance, 251 - 258 (Public Utilities Reports 2006) (IAWC 
Exhibit 10.02SR). 
 
2 Litzenberger, Ramaswamy and Sosin, “On the CAPM Approach to the Estimation of a Public 
Utility’s Cost of Equity Capital,” Journal of Finance, May 1990, 375-376 (IAWC Exhibit 10.03SR). 
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A. No.  Ms. Freetly is incorrect in her interpretation that Litzenberger et al. 188 

“suggests that use of adjusted betas are a solution to the discrepancy 189 

between the theoretically predicted and empirically observed relationship 190 

between risk and return.”  Litzenberger et al. actually conclude that a zero-191 

beta, or ECAPM, better estimates the rate of return than the CAPM.  They 192 

state on page 378 (page 11 of IAWC Exhibit 10.03SR): 193 

Thus, the rate of return on any normal portfolio that has a 194 
zero (true) NYSE beta is an unbiased estimator of ‘α’.  In 195 
any cross-sectional month the best linear unbiased 196 
estimator of ‘α’ would be the rate of return on the minimum 197 
variance zero NYSE beta portfolio, rzst. 198 

The authors also use adjusted betas in their zero-beta, or empirical, 199 

CAPM because adjusted betas are more accurate at projecting the true 200 

beta, not because they “are a solution to the discrepancy between the 201 

theoretically predicted and empirically observed relationship between risk 202 

and return.” 203 

Morin corroborates Litzenberger when he states on page 189 of 204 

New Regulatory Finance (page 3 of IAWC Exhibit 10.04SR): 205 

All the potential vagaries of the CAPM are telescoped into 206 
the constant α, which must be estimated econometrically 207 
from market data. Table 6-2 summarizes the empirical 208 
evidence on the magnitude of alpha. The technique is 209 
formally applied by Litzenberger, Ramaswamy, and Sosin 210 
(1980) to public utilities In order to rectify the CAPM’s basic 211 
shortcomings.  Not only do they summarize the criticisms of 212 
the CAPM insofar as they affect public utilities, but they also 213 
describe the econometric intricacies involved and the 214 
methods of circumventing the statistical problems.  215 
Essentially, the average monthly returns over a lengthy time 216 
period on a large cross-section of securities grouped into 217 
portfolios are related to their corresponding betas by 218 
statistical regression techniques; that is, Equation 6-5 is 219 
estimated from market data.  The utility’s beta value is 220 
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substituted into the equation to produce the cost of equity 221 
figure.  Their own results demonstrate how the standard 222 
CAPM underestimates the cost of equity capital of public 223 
utilities because of utilities’ high dividend yield and return 224 
skewness. 225 

In addition, it is useful to reiterate lines 1610 – 1676 of my Direct 226 

Testimony, “[u]sing adjusted betas in a CAPM analysis is not equivalent to 227 

the ECAPM.  Betas are adjusted because of the general regression 228 

tendency of betas to converge toward 1.0 over time, i.e., over successive 229 

calculations of beta.  As noted above, numerous studies have determined 230 

that the SML described by the CAPM formula at any given moment in time 231 

is not as steeply sloped as the predicted SML.  Morin states: 232 

 Some have argued that the use of the ECAPM is 233 
inconsistent with the use of adjusted betas, such as those 234 
supplied by Value Line and Bloomberg.  This is because the 235 
reason for using the ECAPM is to allow for the tendency of 236 
betas to regress toward the mean value of 1.00 over time, 237 
and, since Value Line betas are already adjusted for such 238 
trend [sic], an ECAPM analysis results in double-counting.  239 
This argument is erroneous.  Fundamentally, the ECAPM is 240 
not an adjustment, increase or decrease, in beta.  This is 241 
obvious from the fact that the expected return on high beta 242 
securities is actually lower than that produced by the CAPM 243 
estimate.  The ECAPM is a formal recognition that the 244 
observed risk-return tradeoff is flatter than predicted by the 245 
CAPM based on myriad empirical evidence.  The ECAPM 246 
and the use of adjusted betas comprised two separate 247 
features of asset pricing.  Even if a company’s beta is 248 
estimated accurately, the CAPM still understates the return 249 
for low-beta stocks.  Even if the ECAPM is used, the return 250 
for low-beta securities is understated if the betas are 251 
understated.  Referring back to Figure 6-1, the ECAPM is a 252 
return (vertical axis) adjustment and not a beta (horizontal 253 
axis) adjustment.  Both adjustments are necessary. 3 254 

 255 

                                            
3 Morin 191 (internal footnotes omitted), (IAWC Exhibit 10.04SR). 
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Moreover, the slope of the SML should not be confused with beta.  256 

As Brigham states: 257 

 The slope of the SML reflects the degree of risk aversion in 258 
the economy – the greater the average investor’s aversion to 259 
risk, then (1) the steeper is the slope of the line, (2) the 260 
greater is the risk premium for any risky asset, and (3) the 261 
higher is the required rate of return on risky assets. 262 

 263 
 Students sometimes confuse beta with the slope of the SML.  264 

This is a mistake.  As we saw earlier in connection with 265 
Figure 6-8, and as is developed further in Appendix 6A, beta 266 
does represent the slope of a line, but not the Security 267 
Market Line.  This confusion arises partly because the SML 268 
equation is generally written, in this book and throughout the 269 
finance literature, as ki  = RF + bi(kM – RF), and in this form bi 270 
looks like the slope coefficient and (kM – RF) the variable.  It 271 
would perhaps be less confusing if the second term were 272 
written (kM – RF)bi, but this is not generally done.” 4 273 

  274 
As I stated in my Direct Testimony at lines 356 – 367, “[t]he SML is 275 

a graphical depiction of the CAPM risk-return relationship, where the 276 

vertical axis depicts increasing returns and the horizontal axis depicts 277 

increase risk as measured by beta.  The intercept of the vertical axis 278 

represents the required return on an asset with zero risk (or a zero-beta 279 

asset), meaning a return equal to the risk-free rate.  The SML slopes 280 

upward as beta (risk), increases.  As beta increases, the required return 281 

increases, consistent with the financial precept of risk and return, i.e., that 282 

investors require a greater return for bearing greater risk.  As discussed in 283 

my Direct Testimony, while numerous tests of the CAPM have confirmed 284 

its validity, these tests have also determined that “the implied intercept 285 

                                            
4 Brigham and Gapenski 203 (internal footnotes omitted), (Ahern Direct Workpaper 11). 
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term exceeds the risk-free rate and the slope term is less than predicted 286 

by the CAPM.”5  In other words, the traditional CAPM does not fully 287 

capture the greater returns required by increased risk.” 288 

In view of the foregoing, Ms. Freetly’s interpretation of Litzenberger 289 

et al. is incorrect and the use of adjusted betas is not a solution to the 290 

discrepancy between the theoretically predicted and empirically observed 291 

relationship between risk and return.  Furthermore, using adjusted betas in 292 

an ECAPM analysis is neither incorrect nor inconsistent with the financial 293 

literature on the CAPM. 294 

IV. RESPONSE TO IIWC/FEA WITNESS MR. GORMAN 295 

A. Proxy Group Selection 296 

Q12. On lines 50 - 106 of IIWC/FEA Exhibit 3.0, Mr. Gorman discusses your 297 

rejection of a gas utility proxy group for determining a rate of return 298 

for IAWC.  Please comment. 299 

A. Mr. Gorman reasoning is flawed in three respects.  First, on lines 60 – 84, 300 

he discusses Standard & Poor’s (“S&P”) “lumping” together the gas and 301 

water industries when forecasting credit quality.  While it is true that S&P 302 

that S&P’s “Industry Report Card:  U.S. Regulated Gas and Water Utilities’ 303 

Credit Quality Should Remain Steady in 2012” does “lump” gas and water 304 

utilities together to discuss credit quality, noting that it should remain 305 

steady in 2012, S&P describes two differences between the gas and water 306 

industries.  Regarding the difference in the factors affecting consumption, 307 

                                            
5 Morin 175 (Ahern Direct Workpaper 10). 
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S&P states: 308 

 Natural gas consumption is generally stable, depending on 309 
the severity of winter weather, with mild customer 310 
conservation typically somewhat offsetting incremental 311 
usage.  Water consumption is generally aligned with 312 
population and household growth and is expected to 313 
increase, but only minimally in 2012. 314 

 315 
*** 316 

 About 85% of the U.S. gas utilities that we rate had stable 317 
outlooks at the end of the first quarter of 2012, unchanged 318 
from the previous quarter and generally the percentage that 319 
prevailed in 2011.   320 

 321 
***  322 

 However, outlooks for the U.S. water utilities we rate have 323 
taken a negative trend.  We maintained negative outlooks on 324 
nearly 20% of the water utilities we rate at the end of the first 325 
quarter of 2012, unchanged from year-end 2011.  This 326 
compares quite negatively to most of 2011 when all water 327 
utilities had stable outlooks.6 328 

 329 

 Clearly, S&P, while “lumping” gas and water utilities together in 330 

stating that credit quality should remain steady in 2012, recognizes 331 

differing factors affecting consumption in each industry and greater credit 332 

risk for water utilities, as evident by the recent, greater trend in negative 333 

outlooks for the water utilities. Moreover, although, as stated at lines 753 – 334 

755 of IAWC Exhibit 10.00, similar bond / credit ratings reflect similar 335 

combined business and financial risks, S&P’s focus is on the risks borne 336 

by debt holders.  The bond / credit rating process is not a means by which 337 

one can specifically quantify the differential in common equity risk 338 

between companies or the gas and water utility industries. 339 

                                            
6 IAWC Ex. 10.05, pp.3-5. 
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 Second, Mr. Gorman’s discussion at line 85 – 96 of IIWC/FEA 340 

Exhibit 3.0 of what he perceives to be similar capital intensity of the gas 341 

and water utility industries actually highlights rate setting mechanisms by 342 

which natural gas utilities are able to mitigate the volatility of revenues, 343 

earnings and cash flow, thus confirming the lower investment risk of gas 344 

utilities.  345 

 Third, while a gas utility’s infrastructure is very similar to that of a 346 

water utility in that both transport a commodity through pipes in the 347 

ground, the nature of that commodity is very different. As discussed at line 348 

204 – 210 of IAWC Exhibit 10.00, water is essential to life and unlike 349 

natural gas, water is the only utility product which is ingested.  350 

Consequently, water quality is of paramount importance to the health and 351 

well-being of customers and subject to additional health and safety 352 

regulations than natural gas.  In addition, water utilities serve a production 353 

function in addition to the delivery functions served by gas utilities.  354 

Moreover, as discussed at line 225 – 234 of IAWC Exhibit 10.00, water 355 

utilities are typically vertically engaged in the entire process of acquiring 356 

supply, production (treatment) and distribution of water, requiring 357 

significant capital investment in sources of supply and production in 358 

addition to transmission and distribution systems, both to meet customer 359 

growth and to repair and replace aging systems. 360 

Q13. Is there any other indication that the water utility industry 361 

experiences greater investment risk than the natural gas utility 362 
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industry? 363 

A. Yes. The Predictive Risk Premium ModelTM (“PRPMTM”), recently 364 

published in the Journal of Regulatory Economics (“JRE”)7, discussed at 365 

lines 92 – 115 of my Rebuttal Testimony, can be used to provide such an 366 

indication.  I used the historical monthly returns on the common shares of 367 

each water and gas company in Mr. Gorman’s two proxy groups through 368 

March 2012 minus the historical monthly yield on long-term U.S. Treasury 369 

securities through March 2012 and the forecasted 30-year U.S. Treasury 370 

Bond (“Note”) yield based upon the consensus forecast derived from May 371 

1, 2012 Blue Chip Financial Forecasts (Blue Chip), or 3.58%, which was 372 

then added to each company’s PRPMTM derived equity risk premium.  373 

IAWC Exhibit 10.06SR presents the results.  For Mr. Gorman’s water 374 

proxy group, the PRPMTM indicated common equity cost rates range from 375 

9.62% to 18.52% with a midpoint of 14.04% and an average of 12.42%.  376 

In contrast, for Mr. Gorman’s gas proxy group, PRPMTM indicated common 377 

equity cost rates range from 9.06% to 13.49% with a midpoint of 11.28% 378 

and an average of 11.62%, all lower than the water proxy group’s results, 379 

indicating the lower investor perceived risk of the gas proxy group. 380 

 In view of all the foregoing as well as the discussion on lines 204 - 381 

547 of IAWC Exhibit 10.00 and shown on IAWC Exhibits 10.02 and 10.03, 382 

the water utility industry faces unique, and greater, investment risks 383 

                                            
7 “A New Approach for Estimating the Equity Risk Premium for Public Utilities”, Pauline M. Ahern, 
Frank J. Hanley and Richard A. Michelfelder, Ph.D. The Journal of Regulatory Economics 
(December 2011), 40:261-278. (IAWC Exhibit 10.04R) 
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relative to the natural gas utility industries.  Thus, to reiterate lines 722 – 384 

725 of my Rebuttal Testimony, using a proxy group of natural gas utilities 385 

for an ROE analysis for a water company, such as IAWC, cannot reflect 386 

specific water industry risk and is therefore inadequate for water utility cost 387 

of capital purposes. 388 

B. Market Equity Risk Premiums 389 

Q14. On lines 113 – 115 of IIWC/FEA Exhibit 3.0, Mr. Gorman claims that 390 

you based your assessment that market equity risk premiums have 391 

risen based upon “Value Line’s three- to five-year average total 392 

market appreciation developed over the period April 2010 to January 393 

2012 relative to the projection of 30-yar Treasury bonds.”  Please 394 

comment. 395 

A. Mr. Gorman implies at lines 113 – 115 that my assessment that market 396 

equity risk premium have risen since April 2012 is based exclusively upon 397 

Value Line. This is not true. Mr. Gorman ignored my discussion on lines 398 

705 – 712 of IAWC Ex. 10.00R, where I noted that the actual monthly 399 

market equity risk premium for the S&P 500 Composite Index (S&P 500) 400 

relative to 30-day U.S. Treasury bill yields increased from 1.64% for April 401 

2010 to 3.94% for February 2012, which in March 2012 was 2.25%, still 402 

higher than in April 2010. He also ignored the PRPMTM derived market 403 

equity risk premiums of 10.10% in April 2010, rising to 10.18% in February 404 

2012 and which have since risen to 10.20% in March 2012. 405 

C. Security Analysts’ Growth Rates in EPS 406 

Q15. Mr. Gorman discusses construction cycles and utility capital 407 
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programs on lines 141 – 188. Please comment. 408 

A. Mr. Gorman’s discussion is “supported” by a hypothetical illustration found 409 

in Table 1 on page 9 of IIWC/FEA Exhibit 3.0.  Table 1 is predicated upon 410 

an escalation or growth rate in capital expenditures of 2.0%, his estimate 411 

of the growth in inflation over the next 10 years, a depreciation rate of 412 

3.0% and an ROE of 10.0%.  Mr. Gorman has not provided any empirical 413 

support that any of these assumptions hold for water utilities.  First, capital 414 

expenditures for the water proxy group have grown at an average annual 415 

rate of 9.48% for the ten years ended 2011.  Second, the water proxy 416 

group’s average annual depreciation rate for the ten years ended 2011 417 

was 2.60%.  Third, the average annual earned ROE for the water proxy 418 

group for the period was 9.60%.  Using these actually experienced rates, 419 

as inputs, it is shown on IAWC Exhibit 10.07SR that depending upon 420 

one’s assumptions, and specifically for the water proxy group, the growth 421 

rate in earnings actually increases over the period, from 7.5% in the first 422 

year to 8.7% in the tenth year. 423 

Q16. At lines 250 – 255 of IIWC/FEA Exhibit 3.0, Mr. Gorman claims that 424 

his “sustainable growth model does not suffer from the flaws” I 425 

described in my Rebuttal Testimony, at lines 826 – 897.  Please 426 

comment. 427 

A. Mr. Gorman is incorrect and has mischaracterized my Rebuttal Testimony.  428 

First, he claims that I cited multiple authors, when in fact I cited only one.  429 

Second, he claims that the “authors” I cited “are describing sustainable 430 
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growth rate parameters developed from historical data” while his 431 

sustainable DCF model is based upon projected data.  Morin is very clear 432 

that he is discussing projected data in the portion of New Regulatory 433 

Finance I cited on lines 856 – 876 of IAWC Ex. 10.00R: 434 

 Second, there is a potential element of circularity in 435 
estimating g by a forecast of b and ROE for the utility being 436 
regulated, since ROE is determined in large part by 437 
regulation.  To estimate what ROE resides in the minds of 438 
investors is equivalent to estimating the market’s 439 
assessment of the outcome of regulatory hearings.  440 
Expected ROE is exactly what regulatory commissions set in 441 
determining an allowed rate of return.  In other words, the 442 
method requires an estimate of return on equity before it can 443 
even be implemented.  Common sense would dictate the 444 
inconsistency of a return on equity recommendation that is 445 
different than the expected ROE that the method assumes 446 
the utility will earn forever.  For example, using an expected 447 
return on equity of 11% to determine the growth rate and 448 
using the growth rate to recommend a return on equity of 9% 449 
is inconsistent.  It is not reasonable to assume that this 450 
regulatory utility company is expected to earn 11% forever, 451 
but recommend a 9% return on equity.  The only way this 452 
utility can earn 11% is that rates be set by the regulator so 453 
that the utility will, in fact, earn 11%....8 454 

 455 
Consequently, Mr. Gorman is incorrect when he states on lines 253 456 

– 255 of IIWC/FEA Exhibit 3.0 that “the assertions and representations 457 

Ms. Ahern makes in criticism of the sustainable growth rate model do not 458 

apply to my sustainable growth rate model.” Moreover, whether one uses 459 

historical or projected ROEs in developing a sustainable growth rate, both 460 

are dependent upon the regulatory process.  Historical ROEs are based 461 

upon actual authorized ROES, while projected ROEs are based upon an 462 

                                            
8 Morin, Roger A., New Regulatory Finance, 251 - 258 (Public Utilities Reports 2006) (See also 
IAWC Exhibit 10.02SR). 
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estimate of the outcomes of future rate cases, i.e., future authorized 463 

ROEs. In both instances, the development of sustainable growth is 464 

circular. 465 

D. Capital Asset Pricing Model 466 

Q17. Please comments upon Mr. Gorman’s response to your criticisms of 467 

his CAPM analysis. 468 

A. I will acknowledge that Mr. Gorman did utilize the Ibbotson Associates 469 

historical arithmetic mean long-term market equity risk premium of 6.7% in 470 

his CAPM analysis. My criticism in lines 906 – 950 were a response to his 471 

lengthy discussion on lines 612 – 668 which discussed several market 472 

equity risk premiums he stated that he evaluated in arriving at a market 473 

equity risk premium for his CAPM analysis. He clearly states at lines 613 – 474 

614 of IIWC/FEA Exhibit 3.0 that he “derived two market risk premium 475 

estimates, a forward-looking estimate and one based on a long-term 476 

historical average.” 477 

By stating on lines 264 – 266 that “[t]he equity risk premium used in 478 

my analysis of 6.7% is in fact the highest forward–looking risk premium 479 

included in the 2011 Morningstar Valuation Yearbook”, Mr. Gorman has 480 

mischaracterized in lines 268 – 275, that my comments relative to his 481 

“forward-looking” equity risk premium on lines 936 – 950 IAWC Ex. 482 

10.00R are relative to the 6.7% market equity risk premium.  They are not.  483 

A review of lines 936 – 950 of IAWC Ex. 10.00R will reveal that my 484 

comments are related on line 268 – 275 of IIWC/FEA Exhibit 3.0 to his use 485 
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of adding a forecasted inflation rate to the historical arithmetic mean real 486 

market return.  487 

 In addition, he has mischaracterized the projected market equity 488 

risk premium based upon Value Line’s 3-5 year market appreciation 489 

potential converted to an annual rate plus the market’s median expected 490 

dividend yield, as a DCF analysis.  It is not.  A DCF analysis estimates a 491 

return on common equity based upon a dividend yield and an accounting 492 

proxy for growth in market value or appreciation, such as earnings per 493 

share, dividends per share, book value per share, and even sustainable 494 

growth.  A forward looking market equity risk premium based upon Value 495 

Line only looks like a DCF analysis, but it differs in that an actual investor 496 

influencing estimate of market appreciation potential, in contrast to using 497 

an accounting proxy, for capital appreciation is added to the estimated 498 

dividend yield. 499 

Q18. On lines 276 – 285, Mr. Gorman claims that his use of an adjusted 500 

beta “already reflects an upward adjustment to betas less than 1 to 501 

reflect an increasing risk/return tradeoff over time.” Do you agree? 502 

A. No.  Mr. Gorman’s statement is incorrect, betas are not adjusted to “reflect 503 

an increasing risk / return tradeoff over time.”  They are adjusted to reflect 504 

the fact “that estimated beta coefficients tend to regress towards the grand 505 

mean of all betas over time.9” Thus, adjusting betas is a beta or horizontal 506 

axis adjustment. This is distinct from the ECAPM which is a return or 507 

                                            
9 Blume, Marshall, “Betas and Their Regression Tendencies,” The Journal of Finance, Vol. 30, 
No. 3 (June, 1975) 785 – 795. (IAWC Exhibit 10.08SR). 
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vertical axis adjustment.  Both adjustments are discussed in IAWC Exhibit 508 

10.00, at lines 1610 – 1656 and previously in this Rebuttal Testimony at 509 

lines 119 - 217. 510 

Hence, I won’t repeat the discussion here. Therefore, Mr. Gorman’s 511 

conclusion that the “[u]se of an adjusted beta in an ECAPM analysis (as 512 

Ms. Ahern proposes) double-counts this characteristic and is therefore 513 

inappropriate” is incorrect. 514 

Q19. Does this conclude your surrebuttal testimony? 515 

A. Yes, it does.  516 


