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                                                    DIRECT TESTIMONY     EXHIBIT NO. 12.00 (Revised) 
OF 

PAULINE M. AHERN 

 

I. INTRODUCTION 1 

Q1. Please state your name, occupation and business address. 2 

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

business address is 155 Gaither Drive, Suite A, Mt. Laurel, New Jersey 08054. 4 

Q2. Please summarize your educational background and professional 5 

experience. 6 

A. I am a graduate of Clark University, Worcester, MA, where I received a Bachelor 7 

of Arts degree with honors in Economics in 1973. In 1991, I received a Master of 8 

Business Administration with high honors from Rutgers University. 9 

In June 1988, I joined AUS Consultants as a Financial Analyst and am 10 

now a Principal.  I am responsible for the preparation of all fair rate of return 11 

and capital structure exhibits for AUS Consultants.  I have offered expert 12 

testimony on behalf of investor-owned utilities before twenty-three state 13 

regulatory commissions.  The details of these appearances, as well as details 14 

of my educational background, are shown in Appendix A supplementing this 15 

testimony. 16 

I also calculate and maintain the A.G.A. Index under contract with the 17 

American Gas Association (A.G.A.).  The A.G.A. Index is a market 18 

capitalization weighted index of the common stocks of about 70 corporate 19 

members of the A.G.A. 20 

I have co-authored an article with Frank J. Hanley, a Principal & 21 

Director of AUS Consultants entitled “Comparable Earnings: New Life for an 22 
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Old Precept” which was published in the American Gas Association’s Financial 23 

Quarterly Review, Summer 1994.  I also assisted in the preparation of an 24 

article authored by Frank J. Hanley and A. Gerald Harris entitled “Does 25 

Diversification Increase the Cost of Equity Capital?” published in the July 15, 26 

1991 issue of Public Utilities Fortnightly. 27 

I am a member of the Society of Utility and Regulatory Financial 28 

Analysts, formerly the National Society of Rate of Return Analysts serving as 29 

President for 2006-2008 and Secretary/Treasurer for 2004-2006.  In 1992, I 30 

was awarded the professional designation “Certified Rate of Return Analyst” 31 

(CRRA) by the National Society of Rate of Return Analysts.  This designation 32 

is based upon education, experience and the successful completion of a 33 

comprehensive written examination. 34 

I am an associate member of the National Association of Water 35 

Companies, serving on its Finance Committee, a member of the Energy 36 

Association of Pennsylvania, formerly the Pennsylvania Gas Association, and 37 

a member of the American Finance and Financial Management Associations. 38 

Q3. What is the purpose of your testimony? 39 

A. The purpose is to provide testimony on behalf of Illinois American Water 40 

Company (“IAWC” or  “Company”) as to the appropriate common equity cost rate 41 

the Illinois Commerce Commission (“ICC” or “Commission”) should afford it 42 

opportunity to earn on the common equity financed portion its jurisdictional rate 43 

base. 44 
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Q4. What is your recommended common equity cost rate? 45 

A. I recommend that the Commission authorize IAWC the opportunity to earn a 46 

common equity cost rate of 11.25%, applicable to a 46.66% average common 47 

equity ratio estimated for the test year ending June 30, 2009. A common equity 48 

cost rate of 11.25% results in an overall rate of return of 8.29% based upon 49 

average capital structure ratios estimated at June 30, 2009 is conservatively 50 

reasonable. The capital structure is comprised of 53.12% long-term debt at a 51 

cost rate of 5.71%, 0.22% short-term debt at a cost rate of 4.81% and 46.66% 52 

common equity as supported by Company Witness James M. Jenkins at my 53 

recommended common equity cost rate of 11.25%. 54 

 IAWC’s requested overall cost of capital is summarized in Table 1 below: 55 

Table 1 

 
Capital Structure 

Ratios Cost Rate Weighted Return 

Long-Term Debt 
Short-Term Debt 

53.12% 
0.22 

5.71% 
4.81 

3.03% 
0.01% 

Total Debt 53.34  3.04 
Preferred Stock 
Common Equity 

0.00 
46.66 

0.00 
11.25 

0.00 
5.25 

Total 100.00%  8.29% 
 56 

Q5. Have you prepared exhibits which support your overall recommended fair 57 

rate of return? 58 

A. Yes, I have.  They have been marked for identification as Schedules 12.01 59 

through 12.09. 60 
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II. SUMMARY 61 

Q6. Please summarize your recommended common equity cost rate. 62 

A. The basis of my recommended common equity cost rate of 11.25% is 63 

summarized on Schedule 12.01, page 2.  Because IAWC’s common stock is not 64 

publicly traded, a market-based common equity cost rate cannot be determined 65 

directly for IAWC.  Therefore, in arriving at my recommended common equity 66 

cost rate of 11.25%, I assessed the market-based cost rates of companies of 67 

relatively similar risk, i.e., proxy group(s), for insight into a recommended 68 

common equity cost rate applicable to IAWC and suitable for cost of capital 69 

purposes.  It is appropriate to look to a proxy group or groups of companies as 70 

similar in risk as possible whose common stocks are actively traded for insight 71 

into an appropriate common equity cost rate applicable to IAWC and then adjust 72 

the results upward to reflect IAWC’s greater business risk (relative to the proxy 73 

group(s)). Using other utilities of relatively comparable risk as proxies is 74 

consistent with the principles of fair rate of return established in the Hope1 and 75 

Bluefield2 cases and adds reliability to the informed expert judgment used in 76 

arriving at a recommended common equity cost rate.  However, no proxy group 77 

can be selected to be identical in risk to IAWC and therefore, the proxy groups’ 78 

results must be adjusted to reflect the greater relative business risk of IAWC as 79 

will be subsequently discussed in detail.  Therefore, I have evaluated the market 80 

data of a proxy group of water companies and a group of utility companies in 81 

                                            
1 Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
2 Bluefield Water Works Improvement Co. v. Public Serv. Comm’n, 262 U.S. 679 (1922). 
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arriving at my recommended common equity cost rate.  The bases of my 82 

selections are described below. 83 

In my expert opinion, in order for a cost of common equity analysis to 84 

most accurately reflect current capital market conditions, it should be based 85 

upon four well-tested market-based cost of common equity models, the 86 

Discounted Cash Flow (“DCF”) Model, the Risk Premium Model (“RPM”), the 87 

Capital Asset Pricing Model (“CAPM”), and the Comparable earnings Model 88 

(“CEM”).  In past cases before the Commission as well as in my testimony 89 

before other regulatory commissions, I have traditionally employed an analysis 90 

that considers all of these established models to arrive at my recommended 91 

common equity cost rate. This approach is consistent with the Efficient Market 92 

Hypothesis (“EMH”), the foundation of modern investment theory, including the 93 

DCF and CAPM models, which provides that an efficient market is one in 94 

which security prices reflect all relevant information all the time. 95 

However, the Commission’s Staff has generally relied upon only two of 96 

these established cost of common equity models, namely the DCF and CAPM 97 

models, in cases in which I have been involved before the Commission, 98 

namely Docket Nos. 03-0403, 04-0442, 05-0071/05-0072 (consolidated) and 99 

06-0285.  Staff witnesses in those Dockets recommended against reliance 100 

upon the RPM and CEM models for various reasons, and the Commission 101 

agreed.  Therefore, in deference to the Commission’s decisions in the named 102 

Dockets, my analysis in this proceeding employs only the DCF and CAPM 103 
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models as applied by the ICC Staff in Docket Nos. 03-0403, 04-0442, 05-104 

0071/05-0072 (consolidated) and 06-0285. 105 

 The results derived from each are as follows: 106 

Table 2 
Including All Results 

 

Proxy 
Group of 

Eight Water 
Cos.  

Proxy Group of 
Thirteen Utils. 

Selected Upon the 
Basis of Least 

Relative Distance 

Discounted Cash Flow Model 
Capital Asset Pricing Model 

11.38% 
11.16  

10.72% 
12.22 

Indicated Common Equity  
Cost Rate Before 
Business Risk Adjustment 11.27%  11.47% 
Business Risk Adjustment  0.10  
Common Equity cost Rate After 
Adjustment for Business Risk 11.37%  11.57% 
Indicated Common Equity  
Cost Rate  11.45%  

Including Results Greater than 8.6% and Less than 12.1%3 

 

Proxy 
Group of 

Eight Water 
Cos.  

Proxy Group of 
Thirteen Utils. 

Selected Upon the 
Basis of Least 

Relative Distance 

Discounted Cash Flow Model 
Capital Asset Pricing Model 

11.51% 
10.97  

9.95% 
11.29 

Indicated Common Equity Cost 
Rate Before Business Risk 
Adjustment 11.24%  10.62% 
Business Risk Adjustment  0.10  

                                            
3 See Note 7 on page 2 of Schedule 12.07 and Note 5 on page 4 of Schedule 12.09.  
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Common Equity cost Rate After 
Adjustment for Business Risk 11.34%  10.72% 
Indicated Common Equity Cost 
Rate  11.13%  

Recommended Common Equity Cost Rate 11.25%  

After reviewing the cost rates based upon the DCF and CAPM models, I 107 

conclude that common equity cost rates, before business risk adjustment 108 

ranging from 11.24% to 11.27% for the eight water companies and 10.62% to 109 

11.47% for the thirteen water companies.  After applying a business risk 110 

adjustment of 10 basis points due to IAWC’s small size relative to the two 111 

proxy groups as will be discussed in detail subsequently, coupled with its need 112 

to replace aging infrastructure, the indicated ranges of common equity cost 113 

rate are 11.34% to 11.37% for the eight water companies and 10.72% to 114 

11.57% for the thirteen utilities.  The indicated common equity cost rates are 115 

11.45%4 including all results and 11.13%4 including those results greater than 116 

8.6% and less than 12.1%.  I recommend a common equity cost rate of 117 

11.25% based upon the midpoint of these cost rates, 11.29%, rounded to the 118 

nearest 25 basis points, 11.25%, applicable to the Company’s proposed 119 

common equity ratio of 46.66%. 120 

                                            
4 11.45% is based upon giving 2/3 weight to the 11.37% common equity cost rate for the 

eight utilities and 1/3 weight to the 11.57% common equity cost rate for the thirteen utilities.  Likewise, 
11.13% is based upon giving 2/3 weight to the 11.34% common equity cost rate for the eight water 
companies and 1/3 weight to the 10.72% common equity cost rate for the thirteen utilities.  
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III. GENERAL PRINCIPLES 121 

Q7. What general principles have you considered in arriving at your 122 

recommended common equity cost rate of 11.25%? 123 

A. In unregulated industries, the competition of the marketplace is the principal 124 

determinant of the price of a product or service.  In the case of regulated public 125 

utilities, regulation must act as a substitute for such marketplace competition.  126 

Consequently, marketplace data must be relied upon to assure that the utility can 127 

fulfill its obligations to the public and provide adequate service at all times.  This 128 

requires a level of earnings sufficient to maintain the integrity of presently 129 

invested capital and permit the attraction of needed new capital at a reasonable 130 

cost in competition with other comparable-risk firms, consistent with the fair rate 131 

of return standards established by the U.S. Supreme Court in the Hope and 132 

Bluefield cases cited previously.  Consequently, in my determination of common 133 

equity cost rate, I have evaluated data gathered from the marketplace for utilities 134 

as similar in risk as possible to IAWC. 135 

IV. BUSINESS RISK 136 

Q8. Please define business risk and explain why it is important to the 137 

determination of a fair rate of return. 138 

A. Business risk incorporates all of the risks of a firm other than financial risk, which 139 

will be discussed subsequently.  Examples of business risk include the quality of 140 

management, the regulatory environment, customer mix, service territory growth 141 

and the like, which have a direct bearing on earnings. 142 
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Business risk is important to the determination of a fair rate of return 143 

because the greater the level of risk, the greater the rate of return investors 144 

demand, consistent with the basic financial precept of risk and return. 145 

Q9. Please discuss the business risks facing the water industry in general. 146 

A. The water utility industry faces significant risks related to replacing aging 147 

transmission and distribution systems.  Value Line Investment Survey5 observes: 148 

…[m]aintenance costs are expected to remain extremely high, as 149 
infrastructure demands grow more stringent.  Many of the current 150 
infrastructures are more than 100 years old and in need of serious 151 
upkeep, or even complete replacement in some cases.  Making 152 
matters worse, the Environmental Protection Agency (EPA) 153 
continues to increase its water purification standards, given the 154 
geopolitical volatility worldwide and the threat of bio-terrorist 155 
actions on U.S. water systems.  In all, infrastructure repair costs 156 
are expected to climb into the hundreds of millions of dollars over 157 
the next two decades. 158 

This puts smaller companies in the industry at a distinct 159 
disadvantage.  Many do not have the resources to meet the higher 160 
burdens and are deciding to merge with larger, more financially 161 
sound enterprises.  As a result, some of the biggest water utility 162 
companies are growing bigger, faster than ever. 163 

*  *  *  * 164 

We recommend that most investors look elsewhere.  Despite the 165 
necessity for water, the capital intensive nature of the industry 166 
washes away any growth appeal. 167 

In addition, because the water industry is much more capital-intensive than the 168 

electric, combination electric and gas, natural gas or telephone industries, the 169 

investment required to produce a dollar of revenue is greater.  For example, 170 

for the water industry, it took $3.48 of net utility plant on average to produce 171 

$1.00 in operating revenues in 2006.  In contrast, for the electric, combination 172 

                                            
5 Value Line Investment Survey, April 27, 2007.   
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electric and gas, natural gas or telephone industries, on average, it took $1.63, 173 

$1.36, $0.83 and $1.15, respectively, to produce $1.00 in operating revenues 174 

in 2006. Specifically for IAWC it took $3.74 of net utility plant to produce $1.00 175 

in operating revenues in 2006. And, because investor-owned water utilities 176 

typically do not receive federal funds for infrastructure replacement, the 177 

challenge to investor-owned water utilities is exacerbated and their access to 178 

financing is restricted, thus increasing risk. 179 

The National Association of Regulatory Commissioners (“NARUC”) very 180 

recently recognized the risks the water industry faces that stem from its capital 181 

intensity when NARUC adopted the following resolution, set forth in relevant 182 

part, on July 27, 2005.6 183 

WHEREAS, To meet the challenges of the water and wastewater 184 
industry which may face a combined capital investment 185 
requirement nearing one trillion dollars over a 20-year period, the 186 
following policies and mechanisms were identified to help ensure 187 
sustainable practices in promoting needed capital investment and 188 
cost-effective rates:  a) the use of prospectively relevant test years; 189 
b) the distribution system improvement charge; c) construction 190 
work in progress; d) pass-through adjustments; e) staff-assisted 191 
rate cases; f) consolidation to achieve economies of scale; g) 192 
acquisition adjustment policies to promote consolidation and 193 
elimination of non-viable systems; h) a streamlined rate case 194 
process; i) mediation and settlement procedures; j) defined 195 
timeframes for rate cases; k) integrated water resource 196 
management; l) a fair return on capital investment; and m) 197 
improved communications with ratepayers and stakeholders; and 198 

WHEREAS, Due to the massive capital investment required to 199 
meet current and future water quality and infrastructure 200 
requirements, adequately adjusting allowed equity returns to 201 

                                            
6 “Resolution Supporting Consideration of Regulatory Policies Deemed as ‘Best 

Practices,’” Sponsored by the Committee on Water.  Adopted by the NARUC Board of Directors, July 27, 
2005. 
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recognize industry risk in order to provide a fair return on invested 202 
capital was recognized as crucial… 203 

RESOLVED, That the National Association of Regulatory Utility 204 
Commissions (NARUC), convened in its July 2005 Summer 205 
Meetings in Austin, Texas, conceptually supports review and 206 
consideration of the innovative regulatory policies and practices 207 
identified herein as “best practices;” and be it further 208 

RESOLVED, That NARUC recommends that economic regulators 209 
consider and adopt as many as appropriate of the regulatory 210 
mechanisms identified herein as best practices… 211 

IAWC itself is facing an expected “massive capital investment” as it 212 

projects company funded capital expenditures of $412.728 million for the years 213 

2007 through 2012, representing an increase of 65% over the December 31, 214 

2006 net plant of $637.654 million. 215 

The water utility industry also experiences lower relative depreciation 216 

rates.  Lower depreciation rates, as one of the principal sources of internal 217 

cash flows for all utilities, mean that water utility depreciation as a source of 218 

internally-generated cash is far less than for electric, natural gas or telephone 219 

companies.  Water utilities’ assets have longer lives and, hence, longer capital 220 

recovery periods.  As such, water utilities face greater risk due to inflation 221 

which results in a higher replacement cost per dollar of net plant than for other 222 

types of utilities. 223 

In addition, as noted by S&P7: 224 

Environmental regulations, which can be particularly stringent for 225 
water utilities, impact credit quality.  Mandatory compliance with 226 
environmental legislation is often quite capital intensive.  This is 227 
particularly so in the areas of wastewater discharge and drinking 228 
water quality.  In most jurisdictions observed by Standard & Poor’s, 229 

                                            
7 Standard & Poor’s, Criteria:  Infrastructure Finance, Water and Wastewater Utilities, 

Projects and Concessions, September 1998, p. 47. 
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pressures from environmental standards is likely to increase.  High 230 
compliance costs can impact a water utility’s creditworthiness if 231 
their financing is up-front and their recovery is over a long period, 232 
potentially putting stress on the financial profile in the short term. 233 

A key rating consideration is the extent of the link between a water 234 
utility’s legislated environmental standards and its rate-setting 235 
mechanism.  Stringent environmental rules requiring expensive 236 
upgrade and compliance costs are not necessarily a negative 237 
rating factor, so long as the utility has a flexible and transparent 238 
process for passing the costs through to consumers, and these 239 
consumers are willing and able to bear these costs.  Standard & 240 
Poor’s considers whether the environmental and economic 241 
regulators are acting in isolation, or perhaps have different 242 
constituencies. 243 

Moody’s8 also notes that: 244 

We expect that the credit quality of the investor-owned U.S. water 245 
utilities will likely deteriorate over the next several years, due to 246 
ongoing large capital spending requirements in the industry.  247 
Larger capital expenditures facing the water utility industry result 248 
from the following factors: 249 

• Continued federal and state environmental compliance 250 
requirements; 251 

• Higher capital investments for constructing modern 252 
water treatment and filtration facilities; 253 

•  Ongoing improvement of maturing distribution and 254 
delivery infrastructure; and 255 

• Heightened security measures for emergency 256 
preparedness designed to prevent potential terrorist 257 
acts. 258 

Given the overwhelming importance of protecting the public health, 259 
the water utility industry remains regulated by the federal and state 260 
regulatory agencies.  As a result of this importance, the level of 261 
state regulators’ responsiveness is critical in enabling the water 262 
utilities to maintain their financial integrity.  In addition, when 263 
utilities are permitted a fair rate of return and timely rate 264 
adjustments to reflect the costs of providing this essential service, 265 
they will be more able to implement the necessary safeguards to 266 
protect the public health. 267 

                                            
8 Moody’s Investors Service, Global Credit Research, “Credit Risks and Increasing for U.S. 

Investor Owned Water Utilities”, Special Comment, January 2004, p. 5. 
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In addition, the water utility industry, as well as the electric and natural 268 

gas utility industries, faces the need for increased funds to finance the 269 

increasing security costs required to protect the water supply and 270 

infrastructure from potential terrorist attacks in the post-September 11, 2001 271 

world, as noted by Value Line above. 272 

In view of the foregoing, it is clear that the water industry’s high degree 273 

of capital intensity coupled with the need for substantial infrastructure capital 274 

spending and increased anti-terrorism security spending, require regulatory 275 

support in the form of adequate and timely rate relief, as recognized by 276 

NARUC, so water utilities will be able to successfully meet the challenges they 277 

face. 278 

Q10. Does IAWC face additional extraordinary business risk? 279 

A. Yes.  IAWC’s smaller size, i.e., total capital of $563.874 million  at December 31, 280 

2006 (see page 3 of Schedule 12.01) relative to average total capital of $555.480 281 

million in 2006 for the proxy group of eight water companies (see page 3 of 282 

Schedule 12.01), and $11.638 billion for the proxy group of thirteen utilities 283 

indicates similar business risk relative to the eight water companies and greater 284 

business risk relative to the thirteen utilities for IAWC, because all else equal, 285 

size has a bearing on risk. 286 

Q11. Please explain why size has a bearing on business risk. 287 

A. Smaller companies are less capable of coping with significant events which affect 288 

sales, revenues and earnings. 289 
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The loss of revenues from a few larger customers, for example, would 290 

have a greater effect on a small company than on a much larger company with 291 

a larger customer base.  Because IAWC is the regulated utility to whose rate 292 

base the ICC’s ultimately allowed overall cost of capital and fair rate of return 293 

will be applied, the relevant risk reflected in the cost of capital must be that of 294 

IAWC, including the impact of its small size on common equity cost rate.  Size 295 

is an important factor which affects common equity cost rate, and IAWC is 296 

slightly smaller than the average company in the water group and significantly 297 

smaller than the average company in the utility group based upon total 298 

investor-provided capital as shown below: 299 

Table 3 

 2006 
Total 

Capital 
($millions) 

Times 
Greater 

Than 
The Division

 
Market 

Capitalization (1) 
($ Millions) 

Times 
Greater Than 
The Division 

Proxy Group of Eight  
Water Companies $555.480 1.0x $729.211 1.3x 

Proxy Group of 
Thirteen Utilities 

 
11,637.958 

 
20.6x 

 
10,122.044 

 
21.2x 

IAWC      563.874           579.569(2)  
            478.157(3)  

(1) From Schedule 12.01, page 3. 300 
(2) Based upon the average market-to-book ratio of the proxy group of 301 

eight water companies. 302 
(3) Based upon the average market-to-book ratio of the proxy group of 303 

thirteen utilities. 304 

I have also done a study of the market capitalization of the proxy groups 305 

of eight water companies and thirteen utilities.  The results are shown on page 306 
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5 of Schedule 12.01, which summarizes the market capitalizations as of July 307 

13, 2007. 308 

IAWC’s common stock is not publicly traded.  Consequently, I have 309 

assumed that if it were publicly traded, its consolidated common shares would 310 

be selling at the same market-to-book ratio as the average market-to-book 311 

ratio for each proxy group, or 232.6% (eight water companies) and 191.9% 312 

(thirteen utilities) at July 13, 2007.  Hence, IAWC’s market capitalization is 313 

estimated at $579.569 million and $478.157 million based upon the average 314 

market-to-book ratios of each proxy group, respectively, as of July 13, 2007.  315 

In contrast, the market capitalization of the average water company was 316 

$729.211 million on July 13, 2007, or 1.3 times larger than IAWC’s estimated 317 

market capitalization.  In addition, the market capitalization of the average 318 

utility was $10.122 billion  at July 13, 2007, or 21.2 times larger than IAWC.  It 319 

is conventional wisdom, supported by actual returns over time, and a general 320 

premise contained in basic finance textbooks, that smaller companies are 321 

more risky which causes investors to expect greater returns as compensation 322 

for the greater risk. 323 

Q12. Does the financial literature affirm a relationship between size and common 324 

equity cost rate? 325 

A. Yes.  Brigham9 states: 326 

A number of researchers have observed that portfolios of small-327 
firms have earned consistently higher average returns than those 328 
of large-firms stocks; this is called “small-firm effect.”  On the 329 

                                            
9 Eugene F. Brigham, Fundamentals of Financial Management, Fifth Edition, The Dryden 

Press, 1989, p. 623. 
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surface, it would seem to be advantageous to the small firms to 330 
provide average returns in a stock market that are higher than 331 
those of larger firms.  In reality, it is bad news for the small firm; 332 
what the small-firm effect means is that the capital market 333 
demands higher returns on stocks of small firms than on otherwise 334 
similar stocks of the large firms.  (italics added) 335 

V. FINANCIAL RISK 336 

Q13. Please define financial risk and explain why it is important to the 337 

determination of a fair rate of return. 338 

A. Financial risk is the additional risk created by the introduction of senior capital, 339 

i.e., debt and preferred stock, into the capital structure.  In other words, the 340 

higher the proportion of senior capital in the capital structure, the higher the 341 

financial risk. 342 

Utilities formerly were considered to have much less business risk 343 

relative to unregulated enterprises, and, as a result, a larger percentage of 344 

debt capital was acceptable to investors.  In June 2004, S&P revised its utility 345 

financial guidelines and assigned new business profile scores to U.S. utility 346 

and power companies to better reflect the relative business risk among 347 

companies in the sector. S&P’s revised financial guidelines for utilities can be 348 

found in Schedule 12.02, page 14, while pages 1 through 9 describe the utility 349 

bond rating process.  As shown on page 14, S&P’s revised financial guidelines 350 

for utilities establishes financial guideline ratios for ten levels of business 351 

position/profile with “1” being considered lowest risk and “10” being highest 352 

risk. 353 

As shown on Schedule 12.03, page 1, the average S&P bond rating 354 

(issuer credit rating) and business profile of the eight water companies is A+ (A) 355 
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and “2.3”, which rounds to “2” and BBB+ (BBB+) and “4.1” (rounded to “4”), for 356 

the thirteen utilities. 357 

Q14. How can one measure the combined business and financial risks, i.e., 358 

investment risk of an enterprise? 359 

A. Similar bond ratings/issue credit ratings reflect similar combined business and 360 

financial risks, i.e., total risk.  Although the specific business or financial risks 361 

may differ between companies, the same bond rating indicates that the combined 362 

risks are similar as the bond rating process reflects acknowledgment of all 363 

diversifiable business and financial risks in order to assess credit quality or credit 364 

risk.  For example, S&P expressly states that the bond rating process 365 

encompasses a qualitative analysis of business and financial risks (see pages 3 366 

through 9 of Schedule 12.02).  While not a means by which one can quantifiably 367 

differentiate common equity risk between companies, the bond (credit) rating 368 

provides a useful means to compare common equity risk between companies 369 

because it is the result of a thorough and comprehensive analysis of all 370 

diversifiable business and financial risks, i.e., investment risk. 371 

VI. ILLINOIS-AMERICAN WATER COMPANY 372 

Q15. Have you reviewed financial data for IAWC? 373 

A. Yes.  IAWC provides water and/or wastewater services to approximately 1.0 374 

million people in 125 communities throughout Illinois.  IAWC is a wholly-owned 375 

subsidiary of American Water, which, in turn, is a subsidiary of RWE AG.  Thus, 376 

the Company’s common stock is not publicly traded. 377 

As shown on page 1 of Schedule 12.04, during the five-year period 378 

ending 2006, the achieved average earnings rate on book common equity for 379 
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IAWC was 4.89% ranging between 1.84% in 2003 and 7.33% in 2004.  The 380 

five-year ending 2006 average common equity ratio based upon total capital 381 

was 44.35%, while the five-year average dividend payout ratio was 80.01%. 382 

Coverage of interest charges, excluding all AFUDC, from funds from 383 

operations for the years 2002-2006 ranged between 3.21 and 5.58 times and 384 

averaged 4.12 times during the period, while funds from operations relative to 385 

total debt ranged from 7.41% to 19.89% and averaged 14.36% for the period. 386 

VII. PROXY GROUPS 387 

Q16. Please explain how you chose the proxy group of eight water companies. 388 

A. The basis of selection for the proxy group of eight water companies were those 389 

companies that meet the following criteria:  1)  they are assigned an S.I.C. Code 390 

of 4941 (water supply systems); 2) they have actively traded common stock; 3)  391 

they have Zacks’ forecasted long-term earnings per share EPS) growth rates; 4) 392 

they derived more than 70% of their 2006 operating revenues from water 393 

operations; and 5) they are included in S&P’s Compustat Services, Inc. PCPlus 394 

Research Insight Database.  Eight companies met all of these criteria. 395 

Q17. Please describe Schedule 12.05. 396 

A. Schedule 12.05 contains comparative capitalization and financial statistics for the 397 

eight water companies for the years 2002 through 2006.  The schedule consists 398 

of three pages.  Page 1 contains a summary of the comparative data for the 399 

years 2002-2006.  Page 2 contains notes relevant to page 1, as well as the basis 400 

of selection and names of the individual companies in the proxy group.  Page 3 401 

contains the capital structure ratios based upon total capital (including short-term 402 

debt) by company and on average for the years 2002-2006. 403 
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During the five-year period ending 2006, the historically achieved 404 

average earnings rate on book common equity for this group ranged between 405 

9.59% in 2003, and 10.56% in 2002, and averaged 10.08%.  The five-year 406 

ending 2006 average common equity ratio based upon total investor-provided 407 

capital was 47.19%, while the five-year average dividend payout ratio was 408 

73.19%. 409 

Coverage of interest charges, excluding all AFUDC from funds from 410 

operations. for the years 2002-2006 ranged between 3.61 and 4.22 times and 411 

averaged 3.94 times during the five-year period, while funds from operations 412 

relative to total debt ranged from 16.43% to 19.60% and averaged 18.01% for 413 

the five-year period. 414 

Q18. Please explain how you chose the proxy group of thirteen utilities selected 415 

on the basis of least relative distance. 416 

A. Investment risk is the sum of business and financial risks.  I chose to examine 417 

eight operating / financial ratios that I believe provide comprehensive insight into 418 

the business and financial risks of utilities, including water companies.  I based 419 

my analyses upon the average results for the years 2004, 2005, and 2006.  As 420 

the benchmark for IAWC, I utilized the three-year average for each of eight ratios 421 

which are described as follows: 1) pretax interest coverage; 2) common equity 422 

ratio based on total capital; 3) fixed asset turnover; 4) the percentage of 423 

allowance for funds used during construction (AFUDC) to net income; 5) cash 424 

flow as a percentage of total capitalization; 6) the ratio of net cash flow to 425 
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expenditures; 7) interest coverage based on funds flow; and 8) operating 426 

earnings stability. 427 

I employed IAWC ratios as described above in order to select 428 

companies similar in risk to IAWC.  I began with all electric, gas, combination 429 

electric and gas and water utilities for which data are available for the entire 430 

time period in the S&P’s Compustat Services, Inc., PC Plus/Research Insight 431 

Database.  I calculated the three-year average ratios for 97 electric, gas, 432 

combination electric and gas and water utilities and rank-ordered them in 433 

terms of the least relative distance to IAWC.  The sum of distance was 434 

obtained by calculating the squared distances between the eight operating / 435 

financial ratios of each firm and those of the Company, summing those 436 

squared distances, and then by calculating the square root of the summation.  437 

Thirteen utilities were selected as: 1)  having the lowest sum of distance from 438 

IAWC; and 2)  having Zacks’ long-term EPS growth rate projections which pay 439 

common dividends and which have investment grade bonds as rated by 440 

Moody’s and S&P. Their financial profile is summarized in Schedule 12.06. 441 

Q19. Please describe Schedule 12.06. 442 

A. Schedule 12.06 contains comparative capitalization and financial statistics for the 443 

thirteen utilities selected upon the basis of least relative distance for the years 444 

2002 through 2006.  The schedule consists of six pages.  Page 1 contains a 445 

summary of the comparative data for the years 2002-2006.  Page 2 contains 446 

notes relevant to page 1, as well as the basis of selection and names of the 447 

individual companies in the proxy group.  Pages 3 and 4 contain the capital 448 
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structure ratios based upon total capital (including short-term debt) by company 449 

and on average for the years 2002-2006.  Page 5 contains the basis for the 450 

selection of the thirteen utilities while page 6 contains notes relative to page 5. 451 

During the five-year period ending 2006, the historically achieved 452 

average earnings rate on book common equity for this group ranged between 453 

5.86% in 2002, and 11.08% in 2003, and averaged 9.76%.  The five-year 454 

ending 2006 average common equity ratio based upon total investor-provided 455 

capital was 41.41%, while the five-year average dividend payout ratio was 456 

125.30%. 457 

Coverage of interest charges, excluding all AFUDC from funds from 458 

operations for the years 2002-2006 ranged between 3.92 and 4.59 times and 459 

averaged 4.24 times during the five-year period, while funds from operations 460 

relative to total debt ranged from 16.33% to 22.83% and averaged 19.46% 461 

during the five-year period. 462 

VIII. COMMON EQUITY COST RATE MODELS 463 

A. The Efficient Market Hypothesis  464 

Q20. Please describe the conceptual basis of the EMH. 465 

A. The EMH, which is the foundation of modern investment theory, was pioneered 466 

by Eugene F. Fama10 in 1970.  An efficient market is one in which security prices 467 

reflect all relevant information all the time.  This implies that prices adjust 468 

                                            
10 Fama, Eugene F., “Efficient Capital Markets: A Review of Theory and Empirical Work”. 

Journal of Finance, May 1970, pp. 383-417. 
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instantaneously to new information, thus reflecting the intrinsic fundamental 469 

economic value of a security.11 470 

The essential components of the EMH are: 471 

A. Investors are rational and invest in assets providing the highest 472 
expected return given a particular level of risk. 473 

B. Current market prices reflect all publicly available information. 474 

C. Returns are independent i.e., today’s market returns are unrelated 475 
to yesterday’s returns. 476 

D. Capital markets follow a random walk i.e., the probability 477 
distribution of expected returns approximates a normal distribution. 478 

Brealey and Myers state:12 479 

When economists say that the security market is ‘efficient’, they 480 
are not talking about whether the filing is up to date or whether 481 
desktops are tidy.  They mean that information is widely and 482 
cheaply available to investors and that all relevant and 483 
ascertainable information is already reflected in security prices. 484 

The three forms of the EMH are: 485 

A. The “weak” form which asserts that all past market prices and data 486 
are fully reflected in securities prices i.e., technical analysis cannot 487 
enable an investor to “outperform the market”. 488 

B. The “semistrong” form which asserts that all publicly available 489 
information is fully reflected in securities prices i.e., fundamental 490 
analysis cannot enable an investor to “outperform the market”. 491 

C. The “strong” form which asserts that all information, both public and 492 
private, is fully reflected in securities prices i.e., even insider 493 
information cannot enable an investor to “outperform the market”. 494 

The “semistrong” form of the EMH is generally held to be true because 495 

the use of insider information often enables investors to “outperform the 496 

                                            
11 Morin, Roger A., New Regulatory Finance, Public Utility Reports, Inc., Arlington, VA, 

2006, p. 279-281.   
12 Brealey, R.A. and Myers, S.C., Principles of Corporate Finance, McGraw-Hill Publications, 

Inc., 1996, pp. 323-324. 
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market” and earn excessive returns.  The generally-accepted “semistrong” 497 

form of the EMH means that all perceived risks are taken into account by 498 

investors in the prices they pay for securities.  Investors are aware of all 499 

publicly-available information, including bond ratings, discussions about 500 

companies by bond rating agencies and investment analysts as well as the 501 

various cost of common equity methodologies (models) discussed in the 502 

financial literature.  In an attempt to emulate investor behavior, it is my opinion 503 

that no single common equity cost rate model should be relied upon in 504 

determining a cost rate of common equity and that the results of multiple cost 505 

of common equity models should be taken into account.  However, as 506 

discussed above, in deference to the Commission’s decisions in Docket Nos. 507 

03-0403, 04-0442 and 05-0071/05-0072 (consolidated), and 06-0285, in the 508 

current docket I utilize only the DCF and CAPM models in arriving at my 509 

recommended common equity cost rate. 510 

B. Discounted Cash Flow Model  511 

Q21. What is the theoretical basis of the DCF model? 512 

A. The theory of the DCF model is that the present value of an expected future 513 

stream of net cash flows during the investment holding period can be determined 514 

by discounting the cash flows at the cost of capital, or the capitalization rate.  515 

DCF theory suggests that an investor buys a stock for an expected total return 516 

rate which is expected to be derived from cash flows received in the form of 517 

dividends plus appreciation in market price (the expected growth rate).  Thus, the 518 

dividend yield on market price plus a growth rate equals the capitalization rate, 519 

i.e., the total return rate expected by investors. 520 
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Q22. Please describe the quarterly version of the DCF model which you use to 521 

calculate the indicated common equity cost rate. 522 

A. The traditional, or annual, single-stage, DCF model is based upon the 523 

assumption that dividends are paid annually.  Virtually every utility pays 524 

dividends on a quarterly basis.  The quarterly DCF model takes into account the 525 

reality of quarterly payments of dividends to investors.  Therefore, I have utilized 526 

two versions of the quarterly DCF model.  The first follows the version of the 527 

quarterly DCF model which ICC Staff utilizes to derive the market return of the 528 

S&P 500 for use in its application of the CAPM.  To distinguish it from the second 529 

version, I will call it the quarterly compounded growth DCF.  This version of the 530 

quarterly DCF measures the annual required rate of return on common equity as 531 

follows: 532 

kquarterly  =  (  Dannual / 4 ) * {1 +[ ( 1 +  g1/4 ) – 1 ] }  +  g 533 
P 534 

kannual  =  (1 + kquarterly
4  -  1 535 

Where: k ≡ the cost of common equity; 536 

P ≡ the current stock price; 537 

Dannual ≡ the current indicated annual dividend per share; 538 

g ≡ the expected dividend growth rate. 539 

The second version follows the quarterly DCF model which ICC Staff utilizes to 540 

derive its DCF cost rate for proxy groups of comparable companies.  It 541 

measures the annual required rate of return on common equity as follows: 542 

4 543 
k  =  ∑D1,q ( 1 + k ) 1 - [ x + 0.25  ( q – 1 ) ] 544 

q-1    +  g 545 
P 546 



 

 -25-  

Where: 547 
k ≡ the cost of common equity; 548 
P ≡ the current stock price; 549 
D1,q ≡ the next dividend paid at the end of quarter q, 550 

where q = 1 to 4; 551 
x ≡ the elapsed time between the stock 552 

observation 553 
and first dividend payment dates, in years; 554 
and 555 

g ≡ the expected dividend growth rate. 556 

The expression ( 1 + k ) 1-[x+0.25 (q-1)] is a future value factor that measures the 557 

value of each expected dividend  ( D1,q ) one year from the stock price 558 

measurement date.  The DCF model above assumes that the dividend growth 559 

rate is constant and that the stock price equals the sum of the discounted 560 

value of each quarterly dividend. 561 

Q23. Please describe the market price you used in your applications of the 562 

quarterly DCF model. 563 

A. The market price is a recent spot date, i.e., July 13, 2007 as reported by Zacks, 564 

at www.zacks.com/research. 565 

b.  Selection of Growth Rates for Use in the Quarterly DCF Model 566 

Q24. Please explain the basis of the growth rates of the proxy group of eight 567 

water companies and the proxy group of thirteen utilities which you use in 568 

your applications of the quarterly DCF model. 569 

A. Consistent with the Commission’s reliance upon ICC Staff’s application of the 570 

DCF model, I have utilized Zacks’ estimated long-term growth in EPS as shown 571 

in Column 4 on page 2 and column 12 on page 3 of Schedule 12.07. 572 
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Q25. Please summarize the DCF model results. 573 

A. As shown on Line No. 1, page 1 of Schedule 12.07, the results of the 574 

applications of the quarterly compounded growth DCF model are 11.30% for the 575 

proxy group of eight water companies and 10.68% for the proxy group of thirteen 576 

utilities.  As shown on Line No. 2, the results of the application of the quarterly 577 

DCF model are 11.46% and 10.75% for the two proxy groups, respectively.  578 

Based upon these two applications of the quarterly DCF model, my conclusion of 579 

DCF common equity cost rates including all indicated common equity cost rates 580 

are 11.38% and 10.72% for the eight water companies and the thirteen utilities, 581 

respectively as shown on Line No. 3. 582 

On the bottom half of page 1 of Schedule 12.07, I have shown the 583 

results of my applications of the two quarterly DCF models including only 584 

those results which are greater than 8.6%, i.e., 200 basis points above the 585 

prospective yield on A rated public utility bonds and less than 12.10%, i.e., 550 586 

basis points above the prospective yield on  rated public utility bonds.  The 587 

average prospective yield on Moody’s A rated public utility bonds of 6.60% is 588 

based upon Blue Chip Financial Forecasts’ July 1, 2007 consensus forecast of 589 

about 50 economists of the expected yield on Aaa rated corporate bonds of 590 

6.07% and derived on page 1 of Schedule 12.08.  It is necessary to adjust the 591 

average Aaa rated corporate bond yield to be equivalent to a Moody’s A2 592 

rated public utility bond.  Thus, an adjustment to the average prospective yield 593 

on Aaa rated corporate bonds of 0.53% was required, as detailed in Note 2 on 594 
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page 1, resulting in a prospective yield on Moody’s A rated public utility bonds 595 

of 6.60%. 596 

In addition, based upon a review of recent authorized returns on 597 

common equity (ROE) throughout the United States relative to concurrent 598 

estimates of the forecasted average yield on A rated public utility bonds, I 599 

determined that the equity risk premium implicit in authorized ROEs for the 600 

twelve months ended June 2007 between 303 and 507 basis points, averaging 601 

398 basis points.  In accordance with the EMH, investors are aware of these 602 

implicit equity risk premia and, in my opinion, would not consider returns 603 

providing an equity risk premium of only 200 basis points or less, or 550 basis 604 

points or more, either reasonable or credible.  Therefore, it is reasonable, if not 605 

conservative, to eliminate DCF results which are 8.60% or less or are 12.10% 606 

or greater. 607 

As shown on page 1 of Schedule 12.07, Line No. 4, the results of the 608 

application of the quarterly compounded growth DCF model are 11.52% and 609 

9.91% for the two proxy groups, respectively, including only those indicated 610 

DCF cost rates greater than 8.6% and less than 12.1%.  In addition, as shown 611 

on Line No. 5, the results of the application of the quarterly version of the DCF 612 

model are 11.50% and 9.99% for the two groups, respectively, including only 613 

those indicated DCF cost rates greater than 8.6% and less than 12.1%.  Line 614 

No. 6 shows my conclusion of DCF common equity cost rates of 11.51% for 615 

the eight water companies and 9.95% for the thirteen utilities, again, including 616 

only those indicated DCF cost rates greater than 8.6% and less than 12.1%. 617 
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C. The Capital Asset Pricing Model 618 

Q26. Please explain the theoretical basis of the CAPM. 619 

A. CAPM theory defines risk as the covariability of a security’s returns with the 620 

market’s returns.  This covariability is measured by beta (“β”), an index measure 621 

of an individual security’s variability relative to the market.  A beta less than 1.0 622 

indicates lower variability while a beta greater than 1.0 indicates greater 623 

variability than the market. 624 

The CAPM assumes that all other risk, i.e., all non-market or 625 

unsystematic risk, can be eliminated through diversification.  The risk that 626 

cannot be eliminated through diversification is called market, or systematic, 627 

risk.  The CAPM presumes that investors require compensation for risks that 628 

cannot be eliminated through diversification.  Systematic risks are caused by 629 

macroeconomic and other events that affect the returns on all assets.  630 

Essentially, the model is applied by adding a risk-free rate of return to a market 631 

risk premium.  This market risk premium is adjusted proportionately to reflect 632 

the systematic risk of the individual security relative to the market as measured 633 

by beta.  The traditional CAPM model is expressed as: 634 

Rs = Rf + β(Rm - Rf) 635 

Where: Rs = Return rate on the common stock 636 

Rf = Risk-free rate of return 637 

Rm = Return rate on the market as a whole 638 

β = Adjusted beta (volatility of the security 639 
relative to the market as a whole) 640 
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Q27. Please describe your selection of a risk-free rate of return. 641 

A. My application of the traditional CAPM is summarized on Schedule 12.09, page 642 

1.  As shown on Line No. 1, the risk-free rate for applications is 5.33%.  It is 643 

based upon the average consensus forecast of the reporting economists in the 644 

July 1, 2007 Blue Chip Financial Forecasts as shown in Note 4, pages 3 and 4, 645 

of the expected yields on long-term U.S. Treasury bonds for the six quarters 646 

ending with the second calendar quarter 2007. 647 

Q28. Why is the prospective yield on long-term U.S. Treasury Bonds appropriate 648 

for use as the risk-free rate? 649 

A. The yield on long-term T-Bonds is almost risk-free and its term is consistent with 650 

the long-term cost of capital to public utilities measured by the yields on A rated 651 

public utility bonds, and is consistent with the long-term investment horizon 652 

inherent in utilities’ common stocks.  Therefore, it is consistent with the long-term 653 

investment horizon presumed in the standard DCF model employed in regulatory 654 

ratemaking.  Moreover, Morin13 states: 655 

As a proxy for the risk-free rate, long-term rates are the relevant 656 
benchmarks when determining the cost of common equity rather 657 
than short-term or intermediate-term interest rates.4(footnote 658 
omitted) There are several reasons for this, both conceptual and 659 
practical. 660 

At the conceptual level, because common stock is a long-term 661 
investment and because the cash flows to investors in the form of 662 
dividends last indefinitely, the yield on very long-term government 663 
bonds, namely, the yield on 30-year Treasury bonds, is the best 664 
measure of the risk-free rate for use in the CAPM5(footnote 665 
omitted) .  .  . .  The expected common stock return is based on 666 
long-term cash flows, regardless of an individual’s holding time 667 
period. 668 

                                            
13 Id., at p. 151. 
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On the grounds of stability and consistency, the yields on long-669 
term Treasury bonds match more closely with expected commons 670 
tock returns.  Finally, yields on 90-day Treasury Bills typically do 671 
not match the investor’s planning horizons.  Equity investors 672 
generally have an investment horizon far in excess of 90 days. 673 

At the practical level, short-term rates are volatile, fluctuate widely, 674 
and are subject to more random disturbances than are long-term 675 
rates, leading to volatile and unreliable equity return estimates.  676 
Short-term rates are also largely administered rates.  For example, 677 
Treasury Bills are used by the Federal Reserve as a policy vehicle 678 
to stimulate the economy and to control the money supply, and are 679 
used by foreign governments, companies, and individuals as a 680 
temporary safe harbor for money. 681 

In addition, as noted in their Valuation Edition 2007 Yearbook14 682 

The horizon of the chosen Treasury security should match the 683 
horizon of whatever is being valued.  When valuing a business 684 
that is being treated as a going concern, the appropriate Treasury 685 
yield should be that of a long-term Treasury bond.  Note that the 686 
horizon is a function of the investment, not the investor.  If an 687 
investor plans to hold stock in a company for only five years, the 688 
yield on a five-year Treasury Note would not be appropriate since 689 
the Company will continue to exist beyond those five years. 690 

The prospective yield is utilized for the same reasoning that an 691 
investor would rely upon estimated long-term growth rates in EPS 692 
in the DCF – namely, the cost of capital is prospective, as is the 693 
ratemaking process, i.e., rates are set to be collected over a future 694 
time period. 695 

In conclusion, the average expected yield on long-term Treasury Bonds 696 

is the appropriate proxy for the risk-free rate in the CAPM because it is less 697 

volatile than yields on Treasury Bills, is almost risk-free as noted by Morin 698 

above and is consistent with the long-term investment horizon implicit in 699 

common stocks. 700 

                                            
14 Id., p. 59.  
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Q29. Please explain the estimation of the expected equity risk premium for the 701 

market. 702 

A. First, I estimate investors’ expected total return rate for the market by conducting 703 

a quarterly compounded growth DCF analysis of the companies in the S&P 500 704 

as of July 13, 2007, consistent with ICC Staff’s methodology of calculating 705 

investors’ expected total return rate for the market.  I utilized dividend, stock 706 

price, market capitalization and estimated long-term EPS growth rate data from 707 

www.zacks.com/research.  Companies not paying a dividend or for whom Zacks 708 

does not report a long-term EPS growth rate were excluded from the analysis.  709 

The individual DCF indicated common equity cost rates were then weighted 710 

using the individual companies’ market capitalizations as reported by Zacks for 711 

July 13, 2007.  The estimated weighed average market return of the remaining 712 

269 companies, representing 86.44% of the market capitalization of the S&P 500 713 

is 13.46%. 714 

Next, I subtract the expected risk-free rate of return of 5.33% which is 715 

the average forecasted yield on 30-year U.S. Treasury notes for the six 716 

quarters ending with the fourth quarter of 2008 as reported in the July 1, 2007 717 

Blue Chips Financial Forecasts shown in Note 4 on pages 3 and 4 of Schedule 718 

12.09.  The result is an expected equity risk premium of 8.13% for the market 719 

as derived in Note 3 on page 3 of Schedule 12.09, some proportion of which 720 

must be allocated to the companies in the proxy group through the use of beta.  721 

As a measure of risk relative to the market as a whole, the beta is an 722 
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appropriate means by which to apportion the market risk premium to a specific 723 

company or group. 724 

Q30. What estimates of beta did you utilize to allocate a proportion of the 725 

expected market equity risk premium to the companies in the two proxy 726 

groups? 727 

A. I used two different betas for each proxy group; the first based upon the Value 728 

Line methodology and the other based upon the Merrill Lynch methodology.  729 

When available, I utilized Value Line adjusted betas for each company in the two 730 

proxy groups.  However, Value Line does not publish a Ratings & Report for 731 

Artesian Resources, Inc. (Artesian).  Therefore, I have calculated a beta estimate 732 

for Artesian using Value Line’s methodology.  Value Line estimates beta using 733 

the following formula, an ordinary least-squares technique:15 734 

Ri,t  =  ai  +  ( βi * Rm,t ) + ei,t 735 

Where: Ri,t  =  the return on security i in period t. 736 
Rm,t  =  the return on the market portfolio (New York 737 
Stock 738 
Exchange (NYSE) Composite Index) in period t; 739 
ai    =   the intercept term for security i; 740 
βi    =  beta, the measure of market risk for security i; 741 
ei,t   =  the residual term in period t for security i. 742 

Once Value Line estimates a “raw”, or unadjusted, beta using the above 743 

methodology, employing 259 weekly observations of stock return data, it then 744 

adjusts its “raw” beta for regression bias using the following equation: 745 

Βadjusted = 0.35 + 0.67 * βraw 746 

                                            
15 Value Line Inc. 
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Consistent with ICC Staff’s methodology, I have also applied Merrill Lynch’s 747 

regression analysis model using total excess return data in place of total price 748 

change data which Merrill Lynch uses and the NYSE Composite Index in place 749 

of the S&P 500 which Merrill Lynch uses.  These betas were calculated using 750 

monthly return data for a period of 60 months, the following formula and an 751 

ordinary least squares regression technique: 752 

 Ri,t – Rf,t  = ai + [ βi *( Rm,t – Rf,t )] + ei,t 753 

Where: Ri,t = the return on security i in period t; 754 

 Rf,t  =  the risk-free rate of return in period t, the 755 
yield on 3-month U. S. Treasury bills; 756 

 Rm,t  =  the return on the market portfolio (New 757 
York 758 
Stock Exchange (NYSE) Composite 759 
Index) 760 
in period t; 761 

ai  =  the intercept term for security i; 762 
βi  = beta, the measure of market risk for 763 

security i; 764 
ei,t  = the residual term in period t for security i. 765 

I then adjusted the “raw” betas using Merrill Lynch’s adjustment formula: 766 

 Βadjusted = 0.33743 + 0.66257 * βraw 767 

I then averaged the Value Line betas and those calculated using the Merrill 768 

Lynch methodology.  The average betas for each company in the two proxy 769 

groups are shown in column 3 on page 2 of Schedule 12.09. 770 

Q31. What are the results of your application of the CAPM to the proxy groups? 771 

A. As shown on Schedule 12.09, Line No. 3 of page 1, the CAPM cost rate is 772 

11.16% for the proxy group of eight water companies and 12.22% for the proxy 773 

group of thirteen utilities including all results.  On Line No. 4, I show the 774 

conclusions of CAPM cost rates including only those CAPM cost rates greater 775 
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than 8.6% and less than 12.1% for reasons discussed previously.  These CAPM 776 

cost rates are 10.97% and 11.29% for each proxy group, respectively. 777 

IX. CONCLUSION OF COMMON EQUITY COST RATE 778 

Q32. What is your recommended common equity cost rate? 779 

A. It is 11.25% based upon the common equity cost rates resulting from application 780 

of the DCF and CAPM models previously relied upon by this Commission, as 781 

summarized below: 782 

 783 

Table 4 
 

Including All Results 

  

 
Proxy Group of 

Eight Water Cos. 

 Proxy Group of 
Thirteen Utils. 

Selected Upon the 
Basis of Least 

Relative Distance 

Discounted Case Flow Model 
Capital Asset Pricing Model 

11.38% 
 11.16  

 10.72% 
 12.22 

Indicated Common Equity 
Cost Rate Before 
Business Risk Adjustment 

 
 

11.27% 

  
 

11.47% 

Business Risk Adjustment  0.10  

Common Equity Cost Rate 
After Adjustment for 
Business Risk 11.37% 

 

11.57% 

Indicated Common Equity  
Cost Rate 

  
11.45% 
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 784 
Including Results Greater than 8.6% and Less than 12.1%16 

  

 
Proxy Group of 

Eight Water Cos. 

 Proxy Group of 
Thirteen Utils. 

Selected Upon the 
Basis of Least 

Relative Distance 

Discounted Case Flow Model 
Capital Asset Pricing Model 

11.51% 
 10.97 

 

 9.95% 
 11.29 

Indicated Common Equity 
Cost Rate Before 
Business Risk Adjustment 

11.24%  10.62% 

Business Risk Adjustment  0.10  

Common Equity Cost  
Rate After 
Adjustment for Business Risk 11.34% 

 

10.72% 

Indicated Common Equity  
Cost Rate 

 
11.13% 

 

Recommended Common Equity Cost Rate 11.25%  

As discussed previously, IAWC has greater business risk than the average 785 

proxy group company because of its small size relative to each proxy group, 786 

whether measured by book capitalization or the market capitalization of 787 

common equity (estimated market value for IAWC whose common stock is not 788 

traded).  Therefore, it is necessary to upwardly adjust the 11.27% and 11.47% 789 

indicated common equity cost rates including all results and the 11.24% and 790 

10.62% common equity cost rates including those results greater than 8.6% 791 

and less than 12.1% for reasons discussed previously based upon each proxy 792 

group, respectively. 793 

                                            
16 See Note 7 on page 2 of Schedule 12.07 and Note 5 on page 4 of Schedule 12.09.   
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Based upon IAWC’s small relative size, an adjustment to reflect IAWC’s 794 

smaller relative size of 0.21% (21 basis points) relative to the indicated 795 

common equity cost rate of the eight water companies and 1.97% (197 basis 796 

points) relative to the thirteen utilities are indicated.  These adjustments are 797 

based upon data contained in Chapter 7 entitled “Firm Size and Return” from 798 

the 2007 Yearbook – Valuation Edition.  The determinations are based on the 799 

size premia for decile portfolios of New York Stock Exchange (“NYSE”), 800 

American Stock Exchange (“AMEX”) and NASDAQ listed companies for the 801 

1926-2006 period and related data shown on pages 3 through 18 of Schedule 802 

12.01.  The average size premia for the deciles in which the proxy groups fall 803 

have been compared to the average size premia for the 8th and 9th deciles 804 

between which IAWC would fall if its stock were traded and sold at the July 13, 805 

2007 average market/book ratio of either 232.6% or 191.9% experienced by 806 

each proxy group, respectively.  As shown on page 3 of Schedule 12.01, the 807 

size premium spread between IAWC and the eight water companies is 0.21% 808 

and 1.97% relative to the thirteen utilities.  Page 4 contains notes relative to 809 

page 3.  Page 5 contains data in support of page 3 while pages 6 through 18 810 

of Schedule 12.01 contain relevant information from the 2007 Yearbook – 811 

Valuation Edition. 812 

Consequently, business risk adjustments of 0.21% and 1.97% are 813 

indicated for the eight water companies and the thirteen utilities, respectively.  814 

However, I will make an extremely conservative business risk adjustment of 815 
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just 0.10% (10 basis points), to the indicated common equity cost rates of 816 

11.27%/11.24% and 11.47%/10.62% for the eight and thirteen utilities. 817 

Therefore, as shown on page 2 of Schedule 12.01 at Line Nos. 5 and 818 

11 and Table 4 above, the indicated common equity cost rates based on each 819 

proxy group, including the business adjustment based upon IAWC’s small size 820 

are 11.37% and 11.57% including all results and 11.34% and 10.72% 821 

including those results greater than 8.6% and less than 12.1%.  The indicated 822 

common equity cost rates of 11.45% including all results and 11.13% including 823 

those results greater than 8.6% and less than 12.1% are based upon giving 824 

two-thirds (2/3) weight and one-third (1/3) weight to the common equity cost 825 

rates after adjustment for business risk of the eight water companies and 826 

thirteen utilities, respectively.  My recommended common equity cost rate of 827 

11.25% is based upon the midpoint of these cost rates ((11.45% + 11.13%) / 2 828 

= 11.29%, rounded to the nearest 25 basis points, or 11.25%).  In my opinion, 829 

such a cost rate is both reasonable and conservative. 830 

Q33. Does that conclude your direct testimony? 831 

A. Yes. 832 
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PROFESSIONAL QUALIFICATIONS 
OF 

PAULINE M. AHERN, CRRA 
PRINCIPAL 

AUS CONSULTANTS 

PROFESSIONAL EXPERIENCE 

1996-Present 

As a Principal, I offer testimony as an expert witness on the subjects of fair rate 
of return and cost of capital before state public utility commissions.  I provide assistance 
and support to clients throughout the entire ratemaking litigation process. 

1994-1996 

As an Assistant Vice President, I prepared fair rate of return and cost of capital 
exhibits which are filed along with expert testimony before various state and federal 
public utility regulatory bodies.  These supporting exhibits include the determination of 
an appropriate ratemaking capital structure and the development of embedded cost 
rates of senior capital.  The exhibits also support the determination of a recommended 
return on common equity through the use of various market models, such as, but not 
limited to, Discounted Cash Flow analysis, Capital Asset Pricing Model and Risk 
Premium Methodology, as well as an assessment of the risk characteristics of the client 
utility.  I also assisted in the preparation of responses to any interrogatories received 
regarding such testimonies filed on behalf of client utilities.  Following the filing of fair 
rate of return testimonies, I assisted in the evaluation of opposition testimony in order to 
prepare interrogatory questions, areas of cross-examination, and rebuttal testimony.  I 
also evaluated and assisted in the preparation of briefs and exceptions following the 
hearing process.  I have submitted testimony before state public utility commissions 
regarding appropriate capital structure ratios and fixed capital cost rates. 

1990-1994 

As a Senior Financial Analyst, I supervised two analysts in the preparation of fair 
rate of return and cost of capital exhibits which are filed along with expert testimony 
before various state and federal public utility regulatory bodies.  The team also assisted 
in the preparation of interrogatory responses. 

I evaluated the final orders and decisions of various commissions to determine 
whether further actions are warranted and to gain insight which may assist in the 
preparation of future rate of return studies. 

I assisted in the preparation of an article authored by Frank J. Hanley and A. 
Gerald Harris entitled “Does Diversification Increase the Cost of Equity Capital?” 
published in the July 15, 1991 issue of Public Utilities Fortnightly. 
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I co-authored an article with Frank J. Hanley entitled “Comparable Earnings:  
New Life for an Old Precept” which was published in the American Gas Association’s 
Financial Quarterly Review, Summer 1994. 

I was awarded the professional designation “Certified Rate of Return Analyst” 
(CRRA) by the National Society of Rate of Return Analysts (now the Society of Utility 
and Regulatory Financial Analysts (SURFA)).  This designation is based upon 
education, experience and the successful completion of a comprehensive examination. 

As Administrator of Financial Analysis for AUS Utility Reports, which reports 
financial data for over 200 utility companies and has approximately 1,000 subscribers, I 
oversee the preparation of this monthly publication, as well as the annual publication, 
Financial Statistics - Public Utilities. 

1988-1990 

As a Financial Analyst, I assisted in the preparation of fair rate of return studies 
including capital structure determination, development of senior capital cost rates, as 
well as the determination of an appropriate rate of return on equity.  I also assisted in 
the preparation of interrogatory responses, interrogatory questions of the opposition, 
areas of cross-examination and rebuttal testimony.  I also assisted in the preparation of 
the annual publication C. A. Turner Utility Reports - Financial Statistics -Public Utilities. 

1973-1975 

As a research assistant in the Research Department of the Regional Economics 
Division of the Federal Reserve Bank of Boston, I was involved in the development and 
maintenance of econometric models to simulate regional economic conditions in New 
England in order to study the effects of, among other things, the energy crisis of the 
early 1970’s and property tax revaluations on the economy of New England.  I was also 
involved in the statistical analysis and preparation of articles for the New England 
Economic Review.  Also, I acted as assistant editor for New England Business 
Indicators. 

1972 

As a research assistant in the Office of the Assistant Secretary for International 
Affairs, U.S. Treasury Department, Washington, D.C., I developed and maintained 
econometric models which simulated the economy of the United States in order to study 
the results of various alternate foreign trade policies so that national trade policy could 
be formulated and recommended. 

I am also a member of the Society of Utility and Regulatory Financial Analysts 
(formerly the National Society of Rate of Return Analysts). 

Clients Served 

I have offered expert testimony before the following commissions: 
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Arkansas Michigan 
California Missouri 
Connecticut Nevada 
Delaware New Jersey 
Florida New York 
Hawaii North Carolina 
Idaho Ohio 
Illinois Pennsylvania 
Indiana South Carolina 
Kentucky Virginia 
Maine Washington 
Maryland  
 

I have sponsored testimony on the rate of return and capital structure effects of 
merger and acquisition issues for: 

California American Water Company New Jersey- American Water Company 
 

I have sponsored testimony on fair rate of return and related issues for: 

Alpena Power Company Spring Creek Utilities, Inc. 
Aqua Illinois, Inc. Sussex Shores Water Company 
Aqua New Jersey, Inc. Tega Cay Water Service, Inc. 
Aqua Virginia, Inc Twin Lakes Water Service, Inc. 
Audubon Water Company Thames Water Americas 
Carolina Pines Utilities, Inc. Tidewater Utilities, Inc. 
Consumers Illinois Water Company Transylvania Utilities, Inc. 
Consumers Maine Water Company Twin Lakes Utilities, Inc. 
Consumers New Jersey Water Company United Utility Companies 
City of DuBois, Pennsylvania United Water Arkansas, Inc. 
Elizabethtown Water Company United Water Connecticut, Inc. 
Emporium Water Company United Water Delaware, Inc. 
GTE Hawaiian Telephone Inc. United Water Idaho, Inc. 
Greenridge Utilities, Inc. United Water Indiana, Inc. 
Borough of Hanover, Pennsylvania United Water New Jersey, Inc. 
Long Neck Water Company United Water New Rochelle, Inc. 
Massanutten Public Service Corp. United Water New York, Inc. 
Middlesex Water Company United Water Owego, Inc/Nichols, Inc. 
Missouri-American Water Company United Water Pennsylvania, Inc. 
Mt. Holly Water Company United Water Virginia, Inc. 
Nero Utility Services, Inc. United Water West Lafayette, Inc. 
New Jersey-American Water Company Utilities, Inc. of Central Nevada 
NRG Energy Center Pittsburgh Utilities, Inc. of Florida 
Ohio-American Water Company Utilities Services of South Carolina 
Penn Estates Valley Energy, Inc. 
Pinelands Waste Water Company Water Service Corp. of Kentucky 
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Pinelands Water Company Wellsboro Electric Company 
Pittsburgh Thermal Western Utilities, Inc. 

 
I have sponsored testimony on capital structure and senior capital cost rates for 

the following clients: 

Alpena Power Company PG Energy Inc. 
Arkansas-Western Gas Company United Water Delaware, Inc. 
Associated Natural Gas Company Washington Natural Gas Company 
 

I have assisted in the preparation of rate of return studies on behalf of the 
following clients: 

Algonquin Gas Transmission Company Pennsylvania-American Water Co. 
Arkansas-Louisiana Gas Company PG Energy Inc. 
Arkansas Western Gas Company Philadelphia Electric Company 
Artesian Water Company South Carolina Pipeline Company 
Associated Natural Gas Company Southwest Gas Corporation 
Atlantic City Electric Company Stamford Water Company 
Bridgeport-Hydraulic Company Tesoro Alaska Petroleum Company 
Cambridge Electric Light Company United Telephone of New Jersey 
Carolina Power & Light Company United Utility Companies 
Citizens Gas and Coke Utility Missouri American Water Company. 
City of Vernon, CA United Water Delaware, Inc. 
Columbia Gas/Gulf Transmission Cos. United Water Idaho, Inc. 
Commonwealth Electric Company United Water Indiana, Inc. 
Commonwealth Telephone Company United Water New Jersey, Inc. 
Conestoga Telephone & Telegraph Co. United Water New York, Inc. 
Connecticut Natural Gas Corporation United Water Pennsylvania, Inc. 
Consolidated Gas Transmission Company United Water Virginia, Inc. 
Consumers Power Company United Water West Lafayette, Inc. 
CWS Systems, Inc. Vista-United Telecommunications Corp. 
Delmarva Power & Light Company Washington Natural Gas Company 
East Honolulu Community Services, Inc. Washington Water Power Corporation 
Equitable Gas Company Waste Management of New Jersey – 
Equitrans, Inc. Transfer Station A 
Florida Power & Light Company Wellsboro Electric Company 
Gary Hobart Water Company Western Reserve Telephone Company 
Gasco, Inc. Western Utilities, Inc. 
GTE Arkansas, Inc. Pennsylvania-American Water Co. 
GTE California, Inc. PG Energy Inc. 
GTE Florida, Inc. Philadelphia Electric Company 
GTE Hawaiian Telephone South Carolina Pipeline Company 
GTE North, Inc. Southwest Gas Corporation 
GTE Northwest, Inc. Stamford Water Company 
GTE Southwest, Inc. Tesoro Alaska Petroleum Company 
Great Lakes Gas Transmission L.P. United Telephone of New Jersey 
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Hawaiian Electric Company United Utility Companies 
Hawaiian Electric Light Company Missouri American Water Company. 
 
Rate of Return Study Clients, Continued 

IES Utilities Inc. Pennsylvania-American Water Co. 
Illinois Power Company PG Energy Inc. 
Interstate Power Company Philadelphia Electric Company 
Iowa Electric Light and Power Company South Carolina Pipeline Company 
Iowa Southern Utilities Company Southwest Gas Corporation 
Kentucky-West Virginia Gas Company Stamford Water Company 
Lockhart Power Company Tesoro Alaska Petroleum Company 
Middlesex Water Company United Telephone of New Jersey 
Milwaukee Metropolitan Sewer District United Utility Companies 
Mountaineer Gas Company Missouri American Water Company. 
National Fuel Gas Distribution Corp. United Water Delaware, Inc. 
National Fuel Gas Supply Corp. United Water Idaho, Inc. 
National Fuel Gas Distribution Corp. United Water Indiana, Inc. 
National Fuel Gas Supply Corp. United Water New Jersey, Inc. 
Newco Waste Systems of NJ, Inc. United Water New York, Inc. 
New Jersey Natural Gas Company United Water Pennsylvania, Inc. 
New Jersey-American Water Company United Water Virginia, Inc. 
New York-American Water Company United Water West Lafayette, Inc. 
North Carolina Natural Gas Corp. Vista-United Telecommunications Corp. 
Northumbrian Water Company Washington Natural Gas Company 
Ohio-American Water Company Washington Water Power Corporation 
Oklahoma Natural Gas Company Waste Management of New Jersey – 
Orange and Rockland Utilities Transfer Station A 
Paiute Pipeline Company Wellsboro Electric Company 
PECO Energy Company Western Reserve Telephone Company 
Penn-York Energy Corporation Western Utilities, Inc. 
 
EDUCATION: 

1973 – Clark University – B.A. – Honors in Economics 
1991 – Rutgers University – M.B.A. – High Honors 
 
PROFESSIONAL AFFILIATIONS: 

American Finance Association 
Financial Management Association 
Society of Utility and Regulatory Financial Analysts 
President – 2006-2008 
Secretary/Treasurer – 2004-2006 
Energy Association of Pennsylvania 
National Association of Water Companies – Member of the Finance Committee 


