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INTRODUCTION 1 

Q.  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, Mount Laurel, New Jersey  4 

08054. 5 

Q.  Are you the same Pauline M. Ahern who previously submitted direct and 6 

rebuttal testimonies in this proceeding? 7 

A.  Yes, I am. 8 

Q.  What is the purpose of this testimony? 9 

PURPOSE 10 

A.  The purpose of this testimony is to respond to the rebuttal testimonies of 11 

Matthew J. Barnes, witness for the Missouri Public Service Commission Staff 12 

(the Staff); Mr. Michael P. Gorman, Witness for the Missouri Industrial 13 

Energy Consumers (MIEC); and, Ms. Billie Sue LaConte, Witness for BJC 14 

Healthcare (BJC).  Specifically, I will address Staff’s criticisms of Missouri-15 

American Water Company’s (MAWC) requested capital structure ratios, 16 

Staff’s corrected recommended common equity cost rate, as well as 17 

criticisms of my recommended common equity cost rate analysis.   I will also 18 

address criticisms of Mr. Gorman and Ms. LaConte on my recommended 19 

common equity cost rate. 20 

Q.  Have you prepared schedules in support of your surrebuttal testimony? 21 
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A.  Yes, I have.  They have been marked for identification as Schedules PMA-40 1 

and PMA-46.   2 

SUMMARY 3 

Q.  Please briefly summarize your testimony.   4 

A.  The first section of this testimony focuses upon Mr. Barnes’ misplaced 5 

criticisms of my recommended common equity cost rate.   6 

   With regard to Mr. Barnes’ continued recommendation of American 7 

Water Works’ (AWW, the Parent or American Water) consolidated capital 8 

structure ratios, I will demonstrate the inaccuracies of his rationale and 9 

reiterate why MAWC’s requested capital structure ratios are appropriate for 10 

ratemaking purposes. 11 

   With regard to common equity cost rate, I will first demonstrate that 12 

Mr. Barnes’ “corrected” recommended common equity cost rate is more 13 

unreasonable and grossly underestimates MAWC’s common equity cost rate.  14 

Next, I will respond to his comments upon my business risk adjustment, 15 

which he mischaracterizes as a size adjustment.  I will also show that his 16 

criticisms of my Risk Premium Model (RPM) and Capital Asset Pricing Model 17 

(CAPM) specifically: 1) the use of forecasted yields in the RPM and CAPM 18 

and 2) the use of the arithmetic mean equity risk premium in the RPM and 19 

CAPM.  I will also address his criticisms of the use of expected returns on 20 

book common equity, net worth or partners’ capital in my non-price regulated 21 

company analysis are misplaced.   22 
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   The second section of this testimony focuses upon Mr. Gorman’s 1 

misplaced criticisms of my recommended common equity cost rate.  I will first 2 

address why Mr. Gorman’s use of recently authorized returns on equity for 3 

electric and gas utilities as a check on the reasonableness of any common 4 

equity cost rate recommendation.  I will also comment upon his criticisms of 5 

the use of security analysts’ forecasts of earnings per share (EPS) growth in 6 

a single-stage growth Discounted Cash Flow (DCF) analysis as well as his 7 

continued support for the use of a multi-stage growth DCF analysis for stable 8 

and mature public utilities.  Next, I will comment upon Mr. Gorman’s “issues” 9 

with my RPM and CAPM analyses, specifically: 1) my reliance upon 10 

projected bond yields; 2) the use of bond yields and not total returns in the 11 

development of equity risk premiums; and, 3) his characterization of my 12 

market equity risk premium as being overstated. I will also address his 13 

“concern” with my empirical CAPM (ECAPM) analysis, demonstrating that 14 

the use of adjusted betas is not equivalent to the ECAPM.  Then, I will 15 

address his mischaracterization of my non-price regulated utility analysis as 16 

a Comparable Earnings Model (CEM) demonstrating that the use of 17 

expected returns on book common equity, net worth and partners’ capital as 18 

well as the DCF, RPM and CAPM for a group of non-price regulated 19 

companies is indeed relevant and appropriate in the instant proceeding. 20 

Finally, I will address his comments relative to the flotation cost adjustment 21 
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and the business risk adjustment, which he mischaracterizes as a size 1 

adjustment. 2 

   The third section of this testimony focuses upon Ms. LaConte’s 3 

misplaced criticisms of my recommended common equity cost rate.  It 4 

specifically address Ms. LaConte’s issues with my DCF, RPM, CAPM and 5 

non-utility analyses as well as my flotation cost, business risk and financial 6 

risk adjustments. 7 

MoPSC STAFF WITNESS MATTHEW BARNES 8 

CAPITAL STRUCTURE 9 

Q.  In his rebuttal testimony Mr. Barnes provides his rationale for why he 10 

believes MAWC’s capital structure is inappropriate for rate making purposes 11 

in the current proceeding.  Please comment.   12 

A.  As discussed in my direct testimony at page 30, line 9 through page 31, line 13 

16, MAWC’s proposed capital structure ratios are reasonable for ratemaking 14 

purposes for MAWC.  In addition, at page 3, line 21 through page 17, line 18, 15 

I have demonstrated why the use of American Water’s capital structure ratios 16 

are not appropriate for ratemaking purposes.  Furthermore, Mr. Barnes’s 17 

rationale for rejecting MAWC’s capital structure in favor of American Water’s 18 

consolidated capital structure ratios for setting rates in the current proceeding 19 

is illogical and not based upon sound financial theory.  The specific points he 20 

raises to support this position, listed on page 1, line 25 through page 2, line 5 21 

of his rebuttal testimony: 1) relate to the manner in which MAWC is financed; 22 
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2) MAWC’s lack of a stand-alone credit rating, 3) equity infusions by 1 

American Water using debt; 4) the impact of American Water’s 2 

creditworthiness on AWCC debt; and, 5) his characterization of American 3 

Water as a regulated utility.   I will respond to each of these points below. 4 

Q.  Does Mr. Barnes claim that MAWC’s capital structure is unreasonable for 5 

ratemaking purposes? 6 

A.  Significantly, Mr. Barnes does not claim that MAWC’s capital structure is 7 

unreasonable in comparison with the water utility industry capital structures 8 

or Standard & Poor’s (S&P) financial metrics.  9 

Q.  Do Mr. Gorman and Ms. LaConte agree with Mr. Barnes’ position that the 10 

American Water capital structure should be used for ratemaking purposes for 11 

MAWC? 12 

A.  No.  Both Mr. Gorman and Ms. LaConte have adopted MAWC’s proposed 13 

capital structure ratios in developing their recommended returns on common 14 

equity and overall rates of return. 15 

Q.  In an attempt to support his position that MAWC’s capital structure is 16 

inappropriate for ratemaking purposes, Mr. Barnes states that MAWC’s 17 

capital structure “does not reflect the reality of how MAWC is, and will be, 18 

financed” on page 1, line 1 of his rebuttal testimony.  Please comment.   19 

A.  As noted on page 4, line 23 through page 5, line 4 of his rebuttal testimony, 20 

Mr. Barnes incorrectly states that MAWC does not issue its own debt using 21 

its financing affiliate, American Water Capital Corp. (AWCC) which “is 22 
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actually issuing the debt to third parties on a consolidated basis on behalf of 1 

American Water’s subsidiaries.”  He also notes that AWCC acts as the 2 

corporate treasury for American Water, by aggregating all the cash 3 

transactions for MAWC.  The fact that AWCC has been used as one source 4 

of long-term debt financing for MAWC does not call into question the 5 

propriety of using MAWC’s capital structure for rate making purposes.  The 6 

use of AWCC by MAWC is based solely upon whether there is a cost 7 

advantage for MAWC.  That is, MAWC issues long-term debt through AWCC 8 

only if doing so will result in a lower overall cost to MAWC and, thus, its 9 

ratepayers.  The Financial Services Agreement (FSA) between MAWC and 10 

AWCC reserves to MAWC the discretion to issue long-term debt directly to a 11 

non-affiliated third party.  As Company Witness William D. Rogers notes in 12 

his rebuttal testimony, MAWC exercises this right, which it also considers an 13 

obligation, if it is able to issue long-term debt at a lower overall cost than if it 14 

were to issue long-term debt through AWCC.  This is purely an economic 15 

decision made by MAWC, and the ability and potential for using AWCC to 16 

reduce MAWC’s debt cost does not justify the use of American Water’s 17 

capital structure in lieu of MAWC’s capital structure.  In short, the only 18 

relevant consolidated impact of MAWC using AWCC as a debt financing 19 

conduit is on the cost of MAWC’s debt, which is fully accounted for in the 20 

calculation of MAWC’s overall rate of return.  In addition, the fact that AWCC 21 

is handling the cash receipts and disbursements for MAWC and all the other 22 
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American Water operating subsidiaries is irrelevant to the capital structure 1 

decision. 2 

Q. How does MAWC manage its financing function? 3 

A. MAWC, as a separate legal entity, is responsible for making its own financing 4 

decisions regarding its sources of financing and its overall capital structure.  5 

These sources of financing include funds from related entities – such as 6 

long-term and short-term notes issued to AWCC or equity infused by 7 

American Water – and funds from unrelated third parties – such as taxable 8 

debt issued under MAWC’s trust indenture, tax-exempt debt issued under 9 

MAWC’s indenture through a governmental conduit such as the 10 

Environmental Improvement and Energy Resources Authority (EIERA), state 11 

revolving fund loans, and preferred stock. 12 

  As stated in Mr. Rogers’ rebuttal testimony, at page 4, lines 14 - 18, 13 

“MAWC sets its capital structure based upon the operating and financial risks 14 

of MAWC.  MAWC presents its capital structure and financing plant to the 15 

MAWC board for its review and approval” with the assistance of American 16 

Water’s management. When MAWC considers redeeming and refinancing its 17 

long-term debt, “MAWC’s financial management and AWW’s treasury team 18 

work collaboratively to assess opportunities and then to refinance when and 19 

as appropriate.” 20 

  Clearly, then, American Water does not make MAWC’s financing and 21 

refinancing decisions, but rather provides consulting advice and guidance, 22 
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evaluating “the risks, returns, performance and financial structure of each 1 

subsidiary on a distinct and independent basis” as stated by Mr. Rogers on 2 

page 6, lines 19-20 of his rebuttal testimony.  In other words, American 3 

Water evaluates MAWC’s capital structure on a stand-alone basis.  Thus, the 4 

MoPSC should adopt MAWC’s requested stand-alone capital structure for 5 

ratemaking purposes. 6 

Q. Mr. Barnes states on page 1, lines 28-29 of his rebuttal testimony that 7 

MAWC “has centralized most of its financing functions through its affiliate, 8 

American Water Capital Corporation (AWCC)”.  Please comment. 9 

A.  Mr. Barnes has obfuscated the issue.  As discussed above and in Mr. 10 

Rogers’ rebuttal testimony, MAWC is responsible for making all of its own 11 

financing decisions in consultation only with American Water.  AWCC is but 12 

one potential source of financial services that MAWC can use at its 13 

discretion.  Those financial services may include, but are not limited to, short-14 

term notes, long-term notes, and cash management services.  As also noted 15 

previously, MAWC retains the right to obtain these financial services from 16 

other third party sources and is under no obligation to use AWCC. 17 

Q.  On page 6, lines 12 to 19 of his rebuttal testimony, Mr. Barnes notes that 18 

S&P does not issue a credit rating for MAWC, but does so for American 19 

Water.  Mr. Barnes then claims that if S&P were to assign a credit rating to 20 

MAWC it would be based on the consolidated operations of American Water.  21 

Please comment. 22 
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A.  Although this has little, if any, bearing on the ratemaking capital structure 1 

decision for MAWC, Mr. Barnes has overstated the weight that would be 2 

given American Water’s consolidated operations by S&P in a credit rating 3 

analysis on MAWC.  It is S&P’s practice, such as in its recent analyses of 4 

Pennsylvania American Water Company (PAWC) and New Jersey American 5 

Water Company (NJAWC), to base their ratings on the financial statements 6 

of the specific company to which the rating pertains.1  For example, the latest 7 

analyses by S&P regarding PAWC and NJAWC state that their ratings reflect 8 

the consolidated credit quality of American Water, but do not say they are 9 

based upon the credit quality of American Water.  Thus, if MAWC and 10 

American Water have dissimilar financial credit metrics, MAWC would not be 11 

rated similarly to American Water.  In fact, S&P has assigned a bond rating 12 

of “A” to both PAWC’s and NJAWC’s first mortgage bonds (FMB) as shown 13 

on pages 4 and 10 of Schedule PMA-40.  An S&P bond rating of “A” is two 14 

notches above the corporate credit ratings of PAWC, NJAWC and American 15 

Water, based upon S&P’s recovery methodology for regulated utilities, which 16 

has assigned a recovery rating of “1+” to PAWC’s and NJAWC’s FMBs.  As 17 

S&P notes on pages 4 and 10 of Schedule PMA-40, recovery ratings can 18 

“result in issue ratings being notched above the corporate credit rating on a 19 

utility.”  Moreover, as Mr. Rogers states in his surrebuttal testimony, MAWC 20 

                                                 
1  Standard & Poor’s Global Credit Portal – Ratings Direct, August 19, 2011, Pennsylvania- 

American Water Co. and New Jersey-American Water Co. 
 



 

 10 

has never requested a bond/credit rating from S&P, so it is not possible to 1 

determine how S&P would rate MAWC.  Thus, any assertions or implications 2 

that MAWC would be exclusively rated upon the basis of the consolidated 3 

operations of American Water are not justified by the facts.   4 

Q. Mr. Barnes asserts on page 9, lines 13-21 of his rebuttal testimony that the 5 

relative risks of American Water and MAWC are the same.  Please comment. 6 

A. On page 9, lines 16-19, Mr. Barnes states in his rebuttal testimony:  7 

As long as the risk associated with the consolidated 8 
operations is consistent with MAWC’s risk, then it is 9 
appropriate to not only use the consolidated capital 10 
structure, but also the cost of capital associated with this 11 
capital structure for ratemaking purposes. 12 
 13 

And, on page 2, lines 2-5 of his rebuttal testimony, Mr. Barnes states:   14 

Because American Water is predominately a regulated 15 
water utility, it is appropriate to use the parent 16 
company’s capital structure in this case because it is 17 
consistent with the way in which American Water 18 
believes its regulated water utility operations should be 19 
capitalized. 20 
 21 

Since Mr. Barnes concludes that “it is appropriate to use the parent 22 

company’s capital structure .  .  .  [a]s long as the risk associated with the 23 

consolidated operations is consistent with MAWC’s risk”, one can only 24 

assume that Mr. Barnes believes that the risks of American Water and 25 

MAWC are the same, which they are clearly not as will be discussed 26 

subsequently. 27 
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Q. Mr. Barnes asserts on page 1, line 29 through page 2, line 1 that “American 1 

Water Capital Corporation (AWCC), can receive equity infusions through 2 

debt raised at American Water Company” and that on page 6, lines 26 – 27, 3 

the “American Water receives debt from AWCC just as its subsidiaries do 4 

[an] uses this debt to make equity contribution to its subsidiaries.” Please 5 

comment. 6 

A. These statements are incorrect.  Relative to the first statement, AWCC does 7 

not receive any equity from American Water.  As noted by Mr. Rogers in his 8 

rebuttal testimony at page 5, lines 7 – 8, AWCC as the debt financing arm of 9 

American Water “is one mechanism available to MAWC to assist in achieving 10 

its refinancing objectives.” AWCC is not the issuer of American Water’s 11 

common stock and therefore does not make equity infusions into any of 12 

American Water’s subsidiaries. 13 

  Relative to the second statement, American Water does not use debt 14 

to finance equity contribution to any of its regulated subsidiaries, including 15 

MAWC.  In his rebuttal testimony, Mr. Rogers presented a detailed 16 

discussion relative to the history of debt financing at the American Water 17 

holding company level.  He concludes on page 5, lines 27 – 31. 18 

The proceeds of the borrowings by AWW were never used as a 19 
source for equity or debt capital contributions to AWW 20 
subsidiaries, including MAWC.  Excluding the borrowing that 21 
were never used to fund AWW subsidiaries would result in a 22 
restated AWW capital structure that is approximately 50% equity 23 
and 50% debt. 24 

 25 
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Q. Does the fact that both American Water and MAWC are engaged primarily in 1 

the regulated water and wastewater business mean that the risks associated 2 

with the consolidated operations of American Water and MAWC are the 3 

same? 4 

A. No, it does not.  As discussed in detail in my direct testimony at page 18, line 5 

2 through page 22, line 17 and in Company Witness Dennis R. Williams’ 6 

direct testimony, MAWC faces unique MAWC-specific risks related to the 7 

availability/quality of supply; flood exposure; service territory issues; 8 

regulatory risks; and MAWC’s smaller size. 9 

 Furthermore, as stated by Mr. Rogers at page 3, lines 23-31 of his 10 

rebuttal testimony: 11 

Each subsidiary of AWW has its own distinct business risk.  For 12 
example, each subsidiary has differences in sources of water 13 
supply, relations with employees represented under collective 14 
bargaining agreements, density of customers served, state 15 
utility regulation, state environmental and other regulation, 16 
administration of different types of tariffs, state and local 17 
economic conditions and age of infrastructure.  AWW’s 18 
business and financial risk profile, on the other hand, is derived 19 
from the portfolio of risks from its investments in regulated 20 
subsidiaries and market based operations.  As such AWW’s 21 
risk profile does not mirror the risk profile of any one of its 22 
regulated subsidiaries. 23 
 24 

Q. Is it possible for businesses in the same general line of business to have 25 

different credit ratings? 26 



 

 13 

A. Yes, it is.  In fact, the S&P credit ratings for U.S. Investor-Owned Water 1 

Utilities as of January 11, 2012 range from “BBB+“ to “A+”2 with all of the 2 

rated water utilities assigned an identical business risk profile of “Excellent”. 3 

  Although Mr. Barnes attempts to relate MAWC’s lack of an S&P stand-4 

alone credit rating with the notion that MAWC’s costs of capital are driven by 5 

the consolidated operations of American Water, such a relationship simply 6 

does not exist.  The costs of capital at MAWC are driven by the 7 

creditworthiness of MAWC.  Moreover, any S&P bond/credit rating for 8 

MAWC, to the extent it would be available, but a measure of its 9 

creditworthiness being only a proxy for its common equity risk as discussed 10 

in my direct testimony at page 24, line 20 through page 25, line 1.  Similar 11 

bond/credit rating indicates that the combined risks of two entities are similar, 12 

albeit not necessarily equal, as the purpose of the bond/credit rating process 13 

is to assess credit quality or credit risk and not common equity risk.  In any 14 

event, MAWC’s creditworthiness must be evaluated on a stand-alone basis 15 

since it is independent of its parent company.  Moreover, based on the 16 

criteria outlined in the S&P analysis is cited by Mr. Barnes, it is more 17 

appropriate to conclude that MAWC’s and American Water’s investment risks 18 

are different. 19 

 20 

                                                 
2  Standard & Poor’s Global Credit Portal Ratings Direct Issuer Ranking:  U.S. Investor-Owned  

Water Utilities, Strongest to Weakest. 
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CORRECTED RECOMMENDED RETURN ON COMMON EQUITY 1 

Q.  On page 3, line 9 through page 4, line 12, of his rebuttal testimony, Mr. 2 

Barnes updates his recommended rate of return, specifically his 3 

recommended return on equity (ROE). Please comment. 4 

A.  Mr. Barnes has corrected his ROE analysis to include the projected 5 

consensus 3-5 year earnings per share growth rates from Value Line 6 

Investment Survey (Value Line) for Connecticut Water Service Inc. 7 

(Connecticut), Middlesex Water Company (Middlesex) and York Water 8 

Company (York), which he states on page 4, lines 1 and 2 of his rebuttal 9 

testimony “should have been included in the ROR Section of Staff’s Cost of 10 

Service Report.”  This correction results in a reduction in his recommended 11 

range of ROE from 9.40% - 10.40% (mid-point of 9.90%) to 8.95% - 9.95% 12 

(mid-point of 9.45%).  Since Mr. Barnes applied an analysis identical to that 13 

in the Staff Report of November 17, 2011, in arriving at his corrected 14 

recommendation, his corrected analysis is also flawed in several respects, 15 

resulting in a corrected recommended ROE well below any reasonable range 16 

for MAWC, as discussed in my rebuttal testimony, summarized on page 2, 17 

line 2 through page 3, line 7. 18 

Q.  In your rebuttal testimony, you provided corrections to Mr. Barnes’ DCF and 19 

CAPM analyses.  What are the results of applying these same corrections to 20 

Mr. Barnes’ corrected ROE analysis? 21 
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A.  Page 1 of Schedule PMA-40 provides the identical corrected DCF analysis 1 

as shown on Schedule PMA-21 but including Connecticut, Middlesex and 2 

York, as corrected by Mr. Barnes.  Had Staff relied upon security analysts’ 3 

projected growth in EPS in developing its corrected ROE recommendation, 4 

an average DCF cost rate of 10.03% results as shown on page 1 of 5 

Schedule PMA-40. However, Middlesex’s DCF cost rate of 7.04% is grossly 6 

understated relative to Staff’s 6.16% long-term debt cost rate and MAWC’s 7 

requested 6.28% long-term debt cost rate, as it represents an equity risk 8 

premium of only 88 and 76 basis points, respectively. Excluding Middlesex’s 9 

DCF cost rate of 7.04% results in a more appropriate average DCF cost rate 10 

of 10.53%.  11 

   Staff’s corrected projected EPS growth rate now ranges from 3.00% 12 

- 9.75%.  When added to Staff’s corrected dividend yield of 3.46%, an 13 

updated range of DCF cost rate of 6.46% - 13.21%, with a midpoint of 9.83% 14 

result.  However, just as Middlesex’s DCF cost rate is grossly understated, 15 

an ROE of 6.46% is grossly understated relative to either Staff’s corrected 16 

long-term debt cost rate of 6.16% or MAWC’s requested debt cost rate of 17 

6.28%, since it represents equity risk premiums of but 30 basis points and 18 18 

basis points relative to 6.16% and 6.28%, respectively.  Consequently, it is 19 

appropriate to not rely upon the 3.00% low end of the range of growth and to 20 

rely upon the next lowest growth rate of 6.00% which results in a range of 21 

ROE of 9.46% - 13.21%, with a more appropriate midpoint of 11.34%.   22 



 

 16 

   Consistent with my rebuttal testimony on page 21, lines 7-10, DCF 1 

cost rates of 10.53% and 11.34% clearly demonstrate that Staff’s corrected 2 

DCF results, ranging from 8.50% - 9.50% and Staff’s recommended range of 3 

common equity cost rate of 8.95% – 9.9.5% are grossly understated.   4 

   Page 2 of Schedule PMA-40 provides the identical corrected CAPM 5 

analysis as shown on Schedule PMA-23 but including Middlesex as 6 

corrected by Mr. Barnes.  Had Staff relied upon a correctly-derived historical 7 

market equity risk premium, included a forecasted market equity risk 8 

premium, a forecasted risk-free rate as well as the empirical CAPM 9 

(ECAPM), the traditional CAPM derived common equity cost rate would be 10 

11.93% and the ECAPM derived common equity cost  rate would be 12.51%, 11 

which average 12.22%. 12 

   Furthermore, these cost rates are understated because they do not 13 

reflect either MAWC’s greater unique business risks relative to Staff’s proxy 14 

group of now seven water companies, the greater financial risk of Staff’s 15 

recommended capital structure ratios or flotation costs.  16 

   Page 6 of Schedule PMA-40 indicates that when flotation costs, the 17 

greater financial risk inherent in Staff’s recommended capital structure ratios 18 

and MAWC’s greater business risks due to its unique risks are reflected, a 19 

corrected indicated Staff common equity cost rate based upon Staff’s 20 

corrected ROE analysis is 12.64%. 21 

 22 



RESPONSE TO MR. BARNES’ COMMENTS  1 

Business Risk Adjustment 2 

Q.  At page 10, line 12 through page 12, line 19 of his rebuttal testimony, Mr. 3 

Barnes relies upon MAWC’s response to Staff Data Request 0151 as 4 

supporting Staff’s position that no small size risk adjustment to any 5 

recommended ROE for MAWC is warranted.  Please comment. 6 

A.  Mr. Barnes is incorrect for two reasons.  First, the business risk adjustment of 7 

0.40% to which he is referring is not based exclusively on MAWC’s smaller 8 

size relative to the proxy group of water companies.  As summarized on page 9 

67, line 18 through page 69, line 20 of my direct testimony and discussed in 10 

detail on page 18, line 2 through page 22, line 17, the business risk 11 

adjustment also reflects MAWC’s unique business risks as discussed by 12 

MAWC Witness Dennis R. Williams’ direct testimony.  These include 13 

availability / quality of supply; flood exposure; service territory issues; and, 14 

regulatory risk.  In addition, as summarized specifically at lines 18 – 22 on 15 

page 67 of my direct testimony, an indication of an appropriate adjustment to 16 

reflect these risks, as well as MAWC’s smaller relative size, is given by the 17 

Ibbotson® SBBI® – 2011 Valuation Yearbook – Market Results for Stocks, 18 

Bonds, Bills and Inflation – 1926-2010 (2011 SBBI) size premium study 19 

discussed on page 68 and 69 and provided as Workpaper 18.  Second, 20 

while not making a size adjustment to their CAPM analysis for the Reg RU 21 

(Regulated Business) of American Water, D&P recognizes size as a risk 22 

NP



factor when they state the following on page 30 of the February 7, 2011 1 

report (Attachment A-1 to Mr. Barnes rebuttal testimony): 2 

   Premium for Small Size  3 

 Based on its size, the Reg RU would rank in the 3rd decile of all 4 
companies listed on the New York Stock (NYSE), AMEX and 5 
NASDAQ based on total equity value.  Empirical data from 6 
Ibbotson Associates (2010 SBBI Yearbook – “Ibbotson”) have 7 
shown that investors historically have required incremental 8 
returns of approximately .085% above the return indicated by 9 
the CAPM to invest in stocks with a market capitalizations [sic] 10 
implied in such details. 11 

 12 
However, the comparable companies used in our calculations 13 
are significantly smaller, in terms of total equity value, then the 14 
Reg RU and we note that the smaller guideline companies have 15 
had the smallest Betas.  In contrast, Ibbotson data indicates 16 
[sic] that small firms typically have higher betas than larger 17 
firms.  We suspect the risk in such a highly regulated industry 18 
(regardless of size) mitigates the need for a size premium that a 19 
non-regulated firm might otherwise warrant.  Consequently, 20 
consistent with prior period testing, we have included no size 21 
premium in the Reg RU CAPM computation. 22 

 23 
In contrast, the Non-Reg RUs (in aggregate) would rank in the 24 
10th decile as of the Testing Date, which according to Ibbotson 25 
would dictate a 6.28% size premium (italics added). 26 
 27 

   D&P thus did not add a size premium to the consolidated Reg RU cost 28 

of common equity but did add a size premium, the full 6.28%, applicable to 29 

the SBBI 2010 yearbook’s 10th decile for the Non-Reg RUs.  Consequently, 30 

Mr. Barnes is incorrect when he states on page 11, lines 16 – 19 that “it 31 

appears that analysts who are estimating discount rates for valuation 32 

purposes in association with preparation of financial statements to be filed 33 

with the Securities and Exchange Commission have dismissed the need for a 34 

NP



size premium for the same reasons that Staff has opposed such an 1 

adjustment in the past”.  What D&P did was to reject a size premium for the 2 

consolidated regulated operations of American Water, not any one of its 3 

regulated subsidiaries.  Moreover, it should be noted that all of the proxy 4 

companies used by Mr. Barnes, Mr. Gorman, Ms. LaConte and myself in the 5 

current proceeding are traded on either the New York Stock Exchange, the 6 

American Stock Exchange of the NASDAQ National Market as shown on 7 

Schedule PMA-24 and therefore were included in the SBBI 2011 study. 8 

Risk Premium And Capital Asset Pricing Models 9 

Q.  On page 11, line 28 through page 12, line 9 and again on page 14, lines 16 – 10 

21 of his rebuttal testimony, Mr. Barnes discusses his disagreement with 11 

your use of forecasted yields in the RPM and the CAPM.  Please comment. 12 

A.  As discussed in my rebuttal testimony, ratemaking and the cost of capital are 13 

both prospective.  Therefore, the appropriate yields to use in the RPM and 14 

CAPM are forecasted yields.  In addition Roger A. Morin states3: 15 

Because of the dominance of institutional investors and their 16 
influence on individual investors, analysts’ forecasts of long-17 
run growth rates provide a sound basis for estimating 18 
required returns.  Financial analysts exert a strong influence 19 
on the expectations of many investors who do not possess 20 
the resources to make their own forecasts, that is, they are a 21 
cause of g.  The accuracy of these forecasts in the sense of 22 
whether they turn out to be correct is not at issue here, as 23 
long as they reflect widely held expectations.  As long as the 24 
forecasts are typical and/or influential in that they are 25 
consistent with current stock price levels, they are relevant.  26 
The use of analysts’ forecasts in the DCF model is 27 

3  Id., at pp. 298-299. 

NP
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sometimes denounced on the grounds that it is difficult to 1 
forecast earnings and dividends for only one year, let alone 2 
for longer time periods.  This objection is unfounded, 3 
however, because it is present investors expectations that 4 
are being priced; it is the consensus forecast that is 5 
embedded in price and therefore in required return, and not 6 
the future as it will turn out to be.   7 
 8 

*   *   * 9 
 10 

Academic research confirms the superiority of analysts’ 11 
earnings forecasts over univariate time-series forecasts that 12 
rely on history.  This latter category includes many ad hoc 13 
forecasts from statistical models, ranging from the naïve 14 
methods of simple averages, moving averages, etc. to the 15 
sophisticated time-series techniques such as the Box-16 
Jenkins modeling techniques.  The literature suggests that 17 
analysts’ earnings forecasts incorporate all the public 18 
information available to the analysts and the public at the 19 
time the forecasts are released.  This finding implies that 20 
analysts have already factored historical growth trends into 21 
their forecast growth rates, making reliance on historical 22 
growth rates somewhat redundant and, at worst, potentially 23 
double counting growth rates which are irrelevant to future 24 
expectations.  Furthermore, these forecasts are statistically 25 
more accurate than forecasts based solely on historical 26 
earnings, dividends, book value equity, and the like. 27 

 28 

  Although the foregoing quote by Roger A. Morin is relative to analysts’ 29 

growth rate projections, the principles apply equally to interest rate 30 

projections.  Financial analysts do exert a strong influence on the 31 

expectations of investors, whether it be with forecasts of growth for use in the 32 

DCF or forecasts of interest rate levels.  Not only do analysts’ earnings 33 

forecasts incorporate all the public information available to them and the 34 

public at the time of the forecasts, so do analysts’ forecasts of interest rate 35 
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levels.  Therefore, the use of current yields in the RPM and CAPM is not 1 

appropriate.  Forecasts of corporate, public utility and U.S. Treasury bond 2 

yields are appropriate. 3 

Q.  Mr. Barnes states at lines 6 – 7 on page 12 of his rebuttal testimony that 4 

“using projected bond yield is akin to using projected stock prices when 5 

estimating the cost of [common] equity using the DCF methodology.”  Please 6 

comment. 7 

A.  Once again, Mr. Barnes is incorrect.  First, the theory underlying the DCF 8 

model is that the present value of an expected future stream of net cash 9 

flows during the investment holding period can be determined by discounting 10 

the cash flows at the cost of capital, at the investors’ capitalization rate.  DCF 11 

theory indicates that an investor buys a stock for an expected total return rate 12 

which is derived from cash flows received in the form of dividends plus 13 

appreciation in market price, i.e., a future stock price.  Note however, in both 14 

Mr. Barnes and my applications, the investment horizon is infinity and there 15 

is no terminal market price.  16 

   Second, the use of projected bond yields in both the RPM and CAPM 17 

is more “akin” to the use of a future dividend yield, i.e., D1/2 or D1 and the use 18 

of an investor expected growth rate, whether based upon historical and/or 19 

projected growth as a proxy for the investors’ expected growth in dividends.  20 

Moreover, interest rate forecasts are available to investors.  Therefore, the 21 

use of projected bond yields does not violate the underlying premise of the 22 
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EMH.  Rather, the use of projected bond yields is both consistent with and 1 

required by the EMH.  Mr. Barnes comments should be disregarded. 2 

Q.  Mr. Barnes criticizes your use of arithmetic means in your RPM and CAPM 3 

analyses on page 12, line 12 through and page 14, line 14, respectively, of 4 

his rebuttal testimony.  Please comment. 5 

A.  On page 12, line 20 through page 13, line 5 of his rebuttal testimony, Mr. 6 

Barnes provides an example to support his contention that using the 7 

arithmetic mean is questionable.  However, Mr. Barnes mathematical 8 

example is questionable because it does not take into account the probability 9 

of each outcome, i.e., an increase of 50% in one year and a decrease of 50% 10 

in another. As noted in my rebuttal testimony, at page 25, line 13 through 11 

page 26, line 25, the financial literature is quite clear that risk is measured by 12 

the variability of expected returns, i.e., the probability distribution of returns. 13 

The arithmetic mean return and not the geometric mean return provides 14 

insight into the variance and standard deviation of returns, i.e., risk, without 15 

which investors cannot meaningfully evaluate prospective risk.  An example, 16 

similar to Mr. Barnes, is given on page 7 of Schedule PMA-22 which 17 

demonstrates that the proper expected value is predicted by compounding 18 

the arithmetic mean and not the geometric mean.  In other words, it is the 19 

arithmetic mean which must be compounded over a period of time in order to 20 

achieve the terminal wealth value which gives rise to the compound average 21 

or geometric return.  As noted on page 7 of Schedule PMA-22, “[t]he 22 
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arithmetic mean equates the expected future value with the present value; it 1 

is therefore the appropriate discount rate.” 2 

Q.  At page 14, line 24 through page 15, line 4 of his rebuttal testimony, Mr. 3 

Barnes criticizes your use of a non-utility company analysis.  He states at 4 

page 14, lines 25 - 27, “[i]f the allowed returns are set based on expected 5 

returns, then it is possible that these expected returns will not be consistent 6 

with the long-term required returns on common equity, i.e., the cost of 7 

equity.”  Please comment. 8 

A.  This statement by Mr. Barnes indicates a lack of understanding of the market 9 

prices paid by investors.  The DCF and CAPM models upon which he relies 10 

are based entirely upon investor expectations.  Sometimes those 11 

expectations are met; sometimes returns are greater than expected; and 12 

sometimes returns are less than expected.  However, it is the expectations of 13 

those returns that influence the market prices that investors pay. 14 

  Moreover, using future expected ROEs has a long, well-established 15 

history in utility ratemaking and is based upon the premise that regulation is a 16 

substitute for the competition of the marketplace consistent with the 17 

“corresponding risk” standard set forth in the landmark U.S. Supreme Court 18 

cases and consistent with the Hope doctrine that the return to the equity 19 

investor should be commensurate with returns on investment in other firms 20 

having corresponding risks.  It is based upon the fundamental economic 21 

concept of opportunity cost which maintains that the true cost of an 22 
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investment is equal to the cost of the best available alternative use of the 1 

funds to be invested.  This concept is recognized by Mr. Barnes himself 2 

when he notes the “Rate of return witnesses are mindful of the constitutional 3 

parameters that guide the determination of a fair and reasonable rate of 4 

return.  .  .  announced by the United States Supreme Court in two seminal 5 

cases, Bluefield Water Works and Improvement Company v. Public Service 6 

Commission of West Virginia (1923) (Bluefield) and Federal Power 7 

Commission v. Hope Natural Gas Company (1944) (Hope)(footnote omitted)” on 8 

page 6, lines 1 - 16 of his prepared direct testimony.  Thus, the use of 9 

projected ROEs for non-utility companies of comparable total risk is 10 

consistent with one of the fundamental principles upon which regulation 11 

rests: that regulation is intended to act as a surrogate for competition and to 12 

provide a fair rate of return to investors. 13 

  Roger A. Morin4 states (see page 3 of Schedule PMA-41): 14 

The Comparable Earnings standard has a long and rich history 15 
in regulatory proceedings, and finds it origins in the fair return 16 
doctrine enunciated by the U.S. Supreme Court in the landmark 17 
Hope case.  The governing principle for setting a fair return 18 
decreed in Hope is that the allowable return on equity should 19 
be commensurate with returns on investments in other firms 20 
having comparable risks, and that the allowed return should be 21 
sufficient to assure confidence in the financial integrity of the 22 
firm, in order to maintain creditworthiness and ability to attract 23 
capital on reasonable terms.  Two distinct standards emerge 24 
from this basic premise: a standard of Capital Attraction and a 25 
standard of Comparable Earnings.  The Capital Attraction 26 
standard focuses on investors’ return requirements, and is 27 
applied through market value methods described in prior 28 

                                                 
4  Morin 381. 



 

 25 

chapters, such as DCF, CAPM, or Risk Premium.  The 1 
Comparable Earnings standard uses the return earned on book 2 
equity investment by enterprises of comparable risks as the 3 
measure of fair return. 4 
 5 

Roger A. Morin concludes on page 394 (page 16 of Schedule PMA-41): 6 
 7 

More fundamentally, the basic premise of the Comparable 8 
Earnings approach is that regulation should emulate the 9 
competitive result.  It is not clear from this premise which is the 10 
proper level of competition being referenced.  Is the norm the 11 
perfect competition model of economics where no monopolistic 12 
elements exist, or is it the degree of competition actually 13 
prevailing in the economy?  A strong case for the latter can be 14 
made of grounds of fairness alone. 15 
 16 
Although the Comparable Earnings test does not square well 17 
with economic theory, the approach is nevertheless 18 
meritorious.  If the basic purpose of comparable earnings is to 19 
set a fair return rather than determine the true economic return, 20 
then the argument is academic. If regulators consider a fair 21 
return as one that equals the book rates of return earned by 22 
comparable–risk firms rather than one that is equal to the cost 23 
of capital of such firms, the Comparable Earnings test is 24 
relevant.  This notion of fairness, rooted in the traditional 25 
legalistic interpretation of the Hope language, validates the 26 
Comparable Earnings. 27 
 28 
In addition, the selection criteria used to select the non-utility 29 

companies reflect the total risk, i.e., systematic and unsystematic risks, of my 30 

proxy group. As discussed in my prepared direct testimony and in Schedule 31 

PMA-42, a copy of “Comparable Earnings:  New Life for an Old Precept”, co-32 

authored by Frank J. Hanley and myself, Value Line betas were used as a 33 

measure of each firm’s unsystematic or specific risk, and the standard error 34 

of the regression reflects the extent to which events specific to a company’s 35 

operations will affect its stock price.  Therefore, it is a measure of 36 
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diversifiable or unsystematic, company-specific risk.  In essence, companies 1 

which have similar betas and standard errors of the regressions, have similar 2 

investment risk, i.e., the sum of systematic (market) risk as reflected by beta 3 

and unsystematic (business and financial) risk, as reflected by the standard 4 

error of the regression, respectively.  Those statistics are derived from 5 

regression analyses using market prices which, under the EMH, previously 6 

discussed, reflect all relevant risks.  The application of these criteria results in 7 

a proxy group of non-utility companies similar in total risk to the average 8 

company in the proxy group of nine water companies.  Consequently, 9 

because they are comparable in total risk, the projected returns on their book 10 

value of common equity, net worth or partners’ capital are relevant to the 11 

returns on book values of price regulated utilities of comparable total risk and 12 

hence appropriate for setting an authorized return rate on common equity.  13 

Mr. Barnes’ criticisms should be rejected. 14 

RESPONSE TO MR. GORMAN’S COMMENTS 15 

Q.   At page 2, line 19 through page 4, line 5 of his rebuttal testimony, Mr. 16 

Gorman discusses why he believes that recently authorized returns on equity 17 

for electric and gas utilities do not support your recommended common 18 

equity cost rate.  Please comment. 19 

A.  Schedule PMA-43 is a summary of the regulatory awards made to electric 20 

and gas distribution companies during the period January 1, 2010 through 21 

January 10, 2012 derived from Regulatory Research Associates (RRA).  22 
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Although RRA does not report authorized ROEs for water companies, the 1 

authorized ROEs for electric and gas distribution companies are relevant to 2 

the current proceeding as MAWC, indeed, all water utilities, compete in the 3 

same marketplace for capital as do electric and gas distribution utilities.  The 4 

average authorized ROE in all litigated cases shown on Schedule PMA-43 is 5 

10.13% relative to an average 48.96% common equity ratio, slightly lower 6 

than MAWC’s proposed common equity ratio of 50.57%, which has been 7 

accepted by both Mr. Gorman and Ms. LaConte in this proceeding. 8 

   Mr. Gorman also states on page 3, line 10 through page 4, line 3 that 9 

“This decline in capital costs has resulted in regulatory commissions 10 

authorizing returns on equity for electric and gas utilities down near 10% and 11 

lower for most of 2011.  This same trend is evident for water companies, 12 

although there is no public source available that I am aware of to collect 13 

authorized returns on equity awards for water utilities.” However, Schedule 14 

PMA-43 indicates otherwise.  The average spread between the ROEs 15 

awarded in litigated cases from January 2011 through January, 10 2012 and 16 

the average 5.17% yield on Moody’s A rated public utility bonds over the 17 

same period was 4.96%. Currently, the forecasted yield on A rated public 18 

utility bonds is 4.67% as derived on page 15 of Schedule PMA-39.  However, 19 

given that there is an inverse relationship between interest rates and the 20 

equity risk premium, i.e., as interest rates fall, the equity risk premium 21 
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increases5, adding the 4.96% implied equity risk premium based upon 1 

electric and gas utility average 2011 authorized common equity cost rates to 2 

the current prospective yield on Moody’s A rated public utility bonds is not 3 

appropriate.  Empirical research indicates that for every 100 basis point 4 

change in interest rates, the equity risk premium changes approximately 50 5 

basis points in the opposite direction. Since the prospective yield on A rated 6 

public utility bonds is 4.67%, or 50 basis points (0.50%), lower than the 7 

average yield on such bonds of 5.17% from January 2011 through January 8 

2012, the implied equity risk premium of 4.96% must be increased by one-9 

half the 0.50%, or 0.25%, which results in an equity risk premium of 5.21%.  10 

Adding an equity risk premium of 5.21% to the current forecasted yield on A 11 

rated public utility bonds of 4.67% results in an indicated common equity cost 12 

rate of 9.88%, unadjusted for flotation costs, MAWC’s financial and unique 13 

business risks.  If the MoPSC adopts MAWC’s proposed capital structure 14 

ratios, a financial risk adjustment of a negative 0.21% is indicated using the 15 

same Hamada equitation as discussed in detail in my direct testimony on 16 

page 63, line 5 through page 65, line 2 and the average common equity ratio 17 

of 48.96% for the electric and gas utilities shown on page 2 of Schedule 18 

PMA-39.  If the MoPSC adopts Mr. Barnes recommended consolidated 19 

American Water capital structure, an upward financial risk adjustment of 20 

0.84% relative to the average common equity ratio of 48.96% for the electric 21 

                                                 
5  Morin, Roger A., New Regulatory Finance, 128-129 (Public Utilities Reports 2006). 
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and gas utilities is indicated. Coupling these two financial risk adjustments 1 

with the flotation cost adjustment of 0.16% (Schedule PMA-38) and business 2 

risk adjustment of 0.40% (Schedule PMA-38) results in a range of common 3 

equity cost rate based upon the authorized returns for electric and gas 4 

utilities from January 2011 through January 10, 2012 of 10.23%6 to 11.28%7. 5 

Therefore, recent awards for electric and gas utilities do not support the 6 

9.40% return on equity recommended by Mr. Gorman. 7 

Q.   At page 6, line 10 through page 7, line 7 of his rebuttal testimony, Mr. 8 

Gorman criticizes your use of security analysts’ forecasts of EPS growth in 9 

your application of the DCF model.  Please comment. 10 

A.  As previously discussed in my rebuttal testimony on page 16, line 17 through 11 

page 20, line 9 and again at pages 38, line 21 through page 40, line 23, there 12 

is a wealth of empirical and academic literature which supports the 13 

superiority of analyst’s forecasts of EPS as measures of investor 14 

expectations.  I have cited an article by John G. Cragg and Burton G. Malkiel 15 

who note that analyst’s forecasts are more precise than other growth 16 

estimates and whose results support the notion the “analysts’ forecasts are 17 

needed even when calculated growth rates are available.”  Also cited is an 18 

article by James H. Vander Weide and Willard T. Carleton whose studies 19 

affirmed the superiority of analysts’ forecasts for use in cost of capital 20 

                                                 
6  10.23% = 9.88% - 0.21% + 0.16% + 0.40. 
 
7  11.28% = 9.88% + 0.84% + 0.16% + 0.40. 
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studies.  In addition, I cite Dr. Myron Gordon who stated in a speech given 1 

before the Institute of Quantitative Research in Finance held in Palm Beach, 2 

FL, in March 1990 that “estimates by security analysts available from sources 3 

such as IBES are far superior to the data available to Malkiel and Cragg.  4 

Secondly, the estimates by security analysts must be superior to the 5 

estimates derived solely from financial statements.”  Finally, I cite Anup 6 

Agrawal and Mark A. Chen who conclude on page 1 of Schedule PMA-20 7 

that:  8 

Overall, our findings do not support the view that conflicted 9 
analysts are able to systematically mislead investors with 10 
optimistic stock recommendations. 11 

 12 

  Therefore, there is no need to reject the empirical evidence of the proven 13 

reliability of analysts’ forecasts of EPS by turning to a two- and three-stage 14 

DCF model. 15 

   Mr. Gorman has provided no empirical evidence that analysts’ 16 

forecasted growth in EPS for the water group is a temporary phenomenon 17 

which will subside after the next five years or so.  There is also no empirical 18 

evidence that EPS would grow at the average growth of the economy, or 19 

GDP growth.  Mr. Gorman bases his support for the three-stage DCF upon 20 

his belief that analysts’ forecasted growth rates in EPS, especially for water 21 

companies, “exceed reasonable estimates of long-term sustainable growth .  22 

.  .  [which] substantially exceed the expected long-term growth of the U.S. 23 
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economy.” (see pages 6, line 12 and 16-17 of Mr. Gorman’s direct 1 

testimony).  However, based upon the previously cited wealth of empirical 2 

and academic support for the use of security analysts’ growth forecasts of 3 

EPS in the DCF model, current earnings growth forecasts are the appropriate 4 

growth rates to us in a DCF analysis. 5 

Q.   At page 7, lines 11 through 20 of his rebuttal testimony, Mr. Gorman 6 

discusses his application of a three-stage growth DCF model to the market 7 

data and growth rates you relied upon for your water proxy group.  Please 8 

comment. 9 

A.  The results of Mr. Gorman’s three-stage growth DCF model using the market 10 

data and growth rates I relied upon for my water proxy group should be 11 

disregarded by the MoPSC.  It is clear from both my rebuttal testimony (page 12 

40, line 11 through page 42, line 16) and my direct testimony (page 34, line 13 

15 through page 35, line 14) that there is no valid rationale for undertaking a 14 

multi-stage DCF analysis to determine the common equity cost rates of 15 

mature, stable public utility companies.  16 

Q.   At page 8, lines 19 through page 9, line 2 of his rebuttal testimony, Mr. 17 

Gorman discusses his issues with my risk premium analysis.  Please 18 

comment. 19 

A.  Mr. Gorman’s first issue is my reliance upon projected bond yields.  As 20 

discussed in my rebuttal testimony at page 22, lines 3 – 12, both the 21 

determination of the cost of capital and the ratemaking are prospective in 22 
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nature.  Therefore, events that affect the future, impact market activity, 1 

volatility and investor expectations and are relevant to the determination of 2 

the cost of common equity.  Consequently, any comments regarding the fact 3 

that the prospective bond yield exceeds current observable bond yields are 4 

irrelevant.  Market prices are a function of investors’ expectations for the 5 

future, including analysts’ expectations.  Thus, the MoPSC should rely upon 6 

forecasted interest rates in both an RPM and a CAPM analysis. 7 

   Mr. Gorman also takes issue with what he claims is my use of a 8 

corporate bond yield as a risk-free rate.  Nowhere in my direct testimony do I 9 

claim that the corporate bond yield used in the RPM is the risk-free rate.  My 10 

direct testimony is clear on this issue at page 40, line 22 through page 41, 11 

line 15 where it states: 12 

Q. Some analysts state that the RPM is another form of 13 
the CAPM.  Do you agree? 14 

 15 
  A. While there are some similarities, there is a very 16 

significant distinction between the two models.  The 17 
RPM and CAPM both add a "risk premium" to an 18 
interest rate.  However, the beta approach to the 19 
determination of an equity risk premium in the RPM 20 
should not be confused with the CAPM.  Beta is a 21 
measure of systematic, or market, risk, a relatively 22 
small percentage of total risk (the sum of both non-23 
diversifiable systematic and diversifiable unsystematic 24 
risk).  Unsystematic risk is fully captured in the RPM 25 
through the use of the prospective long-term bond yield 26 
as can be shown by reference to pages 3 of Schedule 27 
PMA-4, which confirms that the bond/credit rating 28 
process involves a comprehensive assessment of both 29 
business and financial risks.  In contrast, the use of a 30 
risk-free rate of return in the CAPM does not, and by 31 
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definition cannot, reflect a company's specific i.e., 1 
unsystematic risk.  Consequently, a much larger portion 2 
of the total common equity cost rate is reflected in the 3 
company- or proxy group-specific bond yield (a product 4 
of the bond rating) than is reflected in the risk-free rate 5 
in the CAPM, or indeed even by the dividend yield 6 
employed in the DCF model.  Moreover, the financial 7 
literature recognizes the RPM and CAPM as two 8 
separate and distinct cost of common equity models. 9 

 10 

   Quite possibly, Mr. Gorman believes my use of a corporate / public 11 

utility bond yield “as a risk-free rate” is based upon my use of beta to 12 

apportion the market equity risk premium to reflect the risk of the proxy group 13 

of water companies.  Roger A. Morin provides the rationale for such risk 14 

apportionment when he states8: 15 

 The risk premium estimates derived from a composite 16 
market index must be adjusted for any risk differences 17 
between the equity market index employed in deriving 18 
the risk premium and a specified utility common stock. 19 
Several methods can be used to effect the proper risk 20 
adjustment. 21 

 22 
*  *  * 23 

 24 
 First, the beta risk measure for the subject utility or the 25 

beta of a group of equivalent risk companies can service 26 
as an adjustment device.  The market risk premium, RPM, 27 
is multiplied by the beta of the utility, βi, to find the utility’s 28 
own risk premium, RPi: 29 

 30 
RPi = βiRPM 31 

 32 
 And the beta-adjusted risk premium is added to the bond 33 

yield to arrive at the utility’s own cost of equity capital. 34 
  35 

                                                 
8  Id., at pp. 119-120. 
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  Clearly, Mr. Gorman is mistaken in his recommendation that my “estimated 1 

market risk premium is overstated and based on a faulty premise.”  2 

Q.   At page 9, line 20 through page 10, line 10 of his rebuttal testimony, Mr. 3 

Gorman discusses his second issue with your risk premium analysis.  Please 4 

comment. 5 

A.  Mr. Gorman’s second issue relates to my use of the yield on public utility 6 

bonds as opposed to the total return to derive the equity risk premium in my 7 

RPM analysis.  Because the investment horizon of utilities’ common stock is 8 

presumed to be long-term, i.e., in perpetuity, by the cost of common equity 9 

models used by the witnesses in this proceeding, especially the DCF model, 10 

it is entirely appropriate to use the yield on long-term utility bonds when 11 

deriving an equity risk premium based upon utility bonds.  Using the yield, as 12 

opposed to the total return which reflects annual price appreciation and 13 

depreciation, on utility bonds presumes that the bond will be held to maturity 14 

and thus its yield over the life of the bond is the total return.  In addition, the 15 

academic literature relating to the bond yield plus risk premium approach to 16 

the cost of common equity uses a bond yield, and not the total bond return. 17 

Q.  At page 11, lines 11 - 24 of his rebuttal testimony, Mr. Gorman discusses 18 

why he believes your market equity risk premium is overstated.  Please 19 

comment. 20 

A.  Mr. Gorman states on page 11, lines 13 – 14 of his rebuttal testimony that my 21 

“derived equity risk premium of 8.34% based on Value Line data is inflated 22 
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and unreliable”  because it is based upon an expected market appreciation 1 

which is not sustainable because it is “substantially higher” than the GDP 2 

growth rate.  I have previously addressed why it is inappropriate to compare 3 

projected EPS growth rates with the GDP growth rate, so I will not repeat that 4 

discussion here.  However, while U.S. GDP growth represents growth in the 5 

market value of all goods and services produced in the U.S. in a given 6 

period, it is not equivalent to capital market appreciation.  Growth in GDP is a 7 

measure of economic output, not a measure of growth in the value of a 8 

portion of the capital (the common equity capital) invested to create that 9 

output.  GDP grows due to the capital investment and labor productivity 10 

employed to create that economic output. In contrast, growth in the market 11 

value of common stock is a product of investor expectations. Therefore, Mr. 12 

Gorman’s comparison of capital market appreciation with U.S. GDP growth is 13 

meaningless.   14 

Q.  At page 12, line 3 through page 13, line 10, Mr. Gorman expresses his 15 

“concerns” with your empirical CAPM analysis (ECAPM).  Please comment. 16 

A.  Mr. Gorman’s “concerns” arise from his confusing the adjustment of beta with 17 

the ECAPM.  As previously discussed in my rebuttal testimony and my direct 18 

testimony, there is considerable academic and regulatory support for the use 19 

of the ECAPM.  As explained in my direct testimony at page 54, line 11 20 

through page 56, line 8 and in my rebuttal testimony at page 28, line 6 21 

through page 29, line 24, it is essential to take into account the reality that 22 
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the empirical Security Market Line (SML) described by the traditional CAPM 1 

is not as steeply sloped as the predicted SML.  The ECAPM is thus a return 2 

adjustment which accounts for this reality and is not an adjustment to beta 3 

which is an x-axis adjustment accounting for regression bias. Hence, the use 4 

of adjusted betas is not equivalent to the ECAPM. Mr. Gorman’s “concerns” 5 

are unfounded, unsupported and meaningless. 6 

Q.  At page 13, line 19 through page 14 line 10, Mr. Gorman discusses his 7 

issues with your non-price regulated utility analysis.  Please comment.  8 

A.  First, Mr. Gorman has mischaracterized my non-price regulated utility 9 

analysis as a Comparable Earnings Model or CEM. Nowhere in my direct 10 

testimony have I used the words “Comparable Earnings Model” or the 11 

acronym “CEM.”   That being said, the concept of evaluating projected 12 

earned returns on book common equity, net worth, or partners’ capital, stems 13 

from the comparable earnings concept.  However, I have coupled that 14 

evaluation with the application of the DCF, RPM and CAPM to the non-price 15 

regulated companies comparable in total risk to the proxy group of water 16 

companies.  17 

   Mr. Gorman states, without any substantiation or rationale, at lines 5 18 

through 7 on page 14 of his rebuttal testimony that “[a] comparable earnings 19 

analysis is not a competent method of estimating the current return 20 

requirements of investors who assume the risk of a water utility investment.”  21 

The same can be said for the accounting measures of growth used by rate of 22 
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return analysts such as Mr. Gorman and myself.  As stated previously, 1 

security analysts’ forecasts of EPS growth are based upon their consensus 2 

of accounting based earnings per share.  Such accounting measures are 3 

independent of investor expectations, thus, they do not measure investors’ 4 

return requirements, rather, they serve as a proxy for them.   5 

   In addition, both Mr. Gorman’s statement that the non-price regulated 6 

companies cannot serve as proxies for the water companies and that I have 7 

“not shown that they have comparable business and operating risk to a low-8 

risk regulated utility company” are incorrect, as the selection criteria for the 9 

proxy group of non-price regulated companies are based upon measures of 10 

total risk, i.e., systematic (non-diversifiable) risk as measured by betas and 11 

non-systematic (diversifiable) risk as measured by the standard errors of the 12 

regression giving rise to the betas, as discussed in detail on page 56, line 14 13 

through page 58, line 11 of my direct testimony. 14 

   The selection criteria are derived from the “corresponding risk” 15 

standard of the landmark cases of the U.S. Supreme Court.  Therefore, they 16 

are consistent with the Hope doctrine that the return to the equity investor 17 

should be commensurate with returns on investments in other firms having 18 

corresponding risks.   19 

  Roger A. Morin9 states (see page 3 of Schedule PMA-41): 20 

The Comparable Earnings standard has a long and rich history 21 
in regulatory proceedings, and finds it origins in the fair return 22 

                                                 
9  Morin 381. 
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doctrine enunciated by the U.S. Supreme Court in the landmark 1 
Hope case.  The governing principle for setting a fair return 2 
decreed in Hope is that the allowable return on equity should 3 
be commensurate with returns on investments in other firms 4 
having comparable risks, and that the allowed return should be 5 
sufficient to assure confidence in the financial integrity of the 6 
firm, in order to maintain creditworthiness and ability to attract 7 
capital on reasonable terms.  Two distinct standards emerge 8 
from this basic premise: a standard of Capital Attraction and a 9 
standard of Comparable Earnings.  The Capital Attraction 10 
standard focuses on investors’ return requirements, and is 11 
applied through market value methods described in prior 12 
chapters, such as DCF, CAPM, or Risk Premium.  The 13 
Comparable Earnings standard uses the return earned on book 14 
equity investment by enterprises of comparable risks as the 15 
measure of fair return. 16 
 17 
He concludes on page 394 (page 16 of Schedule PMA-41): 18 

 19 
More fundamentally, the basic premise of the Comparable 20 
Earnings approach is that regulation should emulate the 21 
competitive result.  It is not clear from this premise which is the 22 
proper level of competition being referenced.  Is the norm the 23 
perfect competition model of economics where no monopolistic 24 
elements exist, or is it the degree of competition actually 25 
prevailing in the economy?  A strong case for the latter can be 26 
made of grounds of fairness alone. 27 
 28 
Although the Comparable Earnings test does not square well 29 
with economic theory, the approach is nevertheless 30 
meritorious.  If the basic purpose of comparable earnings is to 31 
set a fair return rather than determine the true economic return, 32 
then the argument is academic. If regulators consider a fair 33 
return as one that equals the book rates of return earned by 34 
comparable–risk firms rather than one that is equal to the cost 35 
of capital of such firms, the Comparable Earnings test is 36 
relevant.  This notion of fairness, rooted in the traditional 37 
legalistic interpretation of the Hope language, validates the 38 
Comparable Earnings. 39 
 40 

   Consequently, because the non-price regulated companies are 41 

comparable in total risk, the returns on their book values and the costs or 42 
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common equity derived from the application of the DCF, RPM, and CAPM 1 

are relevant to the returns on book values of price regulated companies and 2 

hence appropriate for setting an authorized return rate on common equity in 3 

the current proceeding.  Once again, Mr. Gorman’s criticisms are unfounded 4 

and should be disregarded. 5 

Q.  At page 16, line 17 through page 17, line 6, Mr. Gorman discusses why he 6 

believes that your adjustment for flotation costs is not appropriate. Please 7 

comment. 8 

A.  As discussed in my direct testimony at page 65, line 5 through page 67, line 9 

11, there is no other mechanism in the ratemaking paradigm with which 10 

flotation costs can be recovered (see Schedule PMA-44).  The costs 11 

associated with the sale of new issuances of common stock are real and 12 

legitimate.  Therefore, their recovery should be permitted.  As the cost of 13 

common equity cost rate models used all Mr. Barnes, Mr. Gorman, Ms. 14 

LaConte and myself do not reflect flotation costs, an adjustment to the cost 15 

rate of common equity developed from these models as applied to the 16 

market data of proxy group of water companies to reflect such costs is 17 

necessary.  Furthermore, since MAWC is a subsidiary of American Water, it 18 

is reasonable to base such an adjustment on the issuance costs incurred by 19 

American Water.  To that end, since no proceeds from the secondary 20 

offerings of American Water were realized by American, I have limited the 21 

flotation cost adjustment to the single primary issuance of common stock by 22 
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American Water as shown on page 33 of Schedule PM-39. Using the 1 

updated DCF cost rate of the proxy group of water companies, the updated 2 

flotation cost is 0.16% 3 

Q.  At page 17, line 9 through page 19, line 16, Mr. Gorman discusses the 4 

business adjustment of 0.40% you made in recognition of MAWC’s unique 5 

business risk.  Please comment. 6 

A.  Once again, Mr. Gorman has mischaracterized my direct testimony, as Mr. 7 

Barnes has done, relative to my business risk adjustment which is not 8 

exclusively an adjustment to reflect MAWC’s smaller size relative to the 9 

proxy group of water companies.  A review of my rebuttal testimony at page 10 

32, lines 15 – 18, clearly shows that because MAWC “is nearly identical in 11 

size to Staff’s proxy group or six water companies  .  .  .  a business risk 12 

adjustment o[f] 0.35% (slightly less than my recommended adjustment of 13 

0.40%) is warranted.”10  Therefore, it can be surmised that only 0.05% of the 14 

full adjustment of 0.40% is attributable to MAWC’s smaller relative size.  15 

   As discussed in my direct testimony at page 21, line 3 through page 16 

22, line 17, as well as supported by previously cited financial literature, size 17 

is a factor affecting common equity cost rate and must be reflected in any 18 

common equity cost rate derived from proxy group of utilities whose average 19 

market capitalizations differ from that of the regulated jurisdictional utility. 20 

                                                 
10  Note that nowhere on page 69 of my direct testimony or anywhere in the direct testimony, do 

I describe the 0.40% business risk adjustment as “conservative” as Mr. Gorman states on 
page 17, line 12 of his rebuttal testimony. 
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None of the selection criteria used by any of the cost of capital witness in this 1 

proceeding reflect that portion of common equity risk attributable to relative 2 

size.   3 

   Mr. Gorman particularly emphasizes that bond ratings and business 4 

profiles when he states on lines 6 through 9 on page 18:  “if one relies on a 5 

group of companies with bond ratings that are comparable to the proxy 6 

company and business profile scores, in particular, that reasonably compare 7 

to the utility’s business profile score, then the proxy group itself would reflect 8 

these risk factors.”  However, that situation does not exist in the current 9 

proceeding.  S&P has assigned neither a bond rating, credit rating, business 10 

risk profile nor a financial risk profile to MAWC.  In addition, although 11 

ratepayers do benefit from MAWC’s association with American Water 12 

through a reduction in service company fees and a sometimes lower cost of 13 

debt through American Water Capital Corp. (AWCC), such an affiliation does 14 

not eliminate MAWC’s risk due to its smaller size, but rather mitigates it, i.e., 15 

reduces its effect. 16 

   Such a discussion as Mr. Gorman’s cannot eliminate the reality 17 

recognized in the financial literature, including 2011 SBBI, that the size 18 

adjustment is essential because smaller companies earn higher market rates 19 

of return over the long run than do larger, less risky companies. Even if 20 

MAWC were assigned a bond rating, credit rating, business risk profile and 21 

financial risk profile similar to the selected proxy group(s), it is unrealistic to 22 
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suggest that the proxy group’s and MAWC would be identical in risk.  This is 1 

tantamount to saying because puppies come from the same litter, that they 2 

all have the same color coat and temperament. This is, of course, is not so.  3 

Each puppy is distinct.  Hence, Mr. Gorman’s contention on page 18, lines 16 4 

- 19 that “[s]ince my proxy group and Ms. Ahern’s proxy group reasonably 5 

emulate an investment grade bond rating, with a higher than average 6 

integrated water utility business profile, the proxy group reasonably captures 7 

Missouri-American’s small size risk and all other risk factors” is inaccurate 8 

and unreasonable. 9 

RESPONSE TO MS. LACONTE’S COMMENTS  10 

Q.   At page 3, line 11 through page 4, line 10 of her rebuttal testimony, Ms. 11 

LaConte criticizes your use of the prospective yield on Moody’s A rated 12 

public utility bonds in your RPM analysis. Please comment. 13 

A.  Ms. LaConte’s comments stem from my use of the prospective yield on 14 

Moody’s A rated public utility bonds “based on the assumption that the 15 

average rating for the proxy group is A3” (see page 6, lines 14 – 15 of Ms. 16 

LaConte’s rebuttal testimony). She asserts on lines 18 – 19 that “[a]n 17 

average based on two companies is not an accurate representation of the 18 

group.” However, since the other water companies in the group are not rated 19 

by Moody’s, it is all the information available regarding Moody’s bond ratings 20 

for the group. While all but one of the companies in the proxy group has S&P 21 

bond ratings, there is no basis to assume Moody’s would assign those 22 
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companies identical bond ratings to their S&P counterparts.  In fact the two 1 

water companies with Moody’s bond ratings, i.e., American States Water Co. 2 

and American Water are assigned Moody’s bond ratings of ‘A2’ and Baa1’, 3 

respectively, as shown on page 2 of Schedule PMA-10.  In contrast, S&P has 4 

assigned these two companies bond ratings of ‘A+’ and ‘BBB+’.  Hence, 5 

there is no basis for assuming that the companies in the proxy group with 6 

S&P bond ratings would be assigned the equivalent Moody’s bond rating. In 7 

addition, the consensus forecasts of corporate bond yields published by Blue 8 

Chip Financial Forecasts are based upon Moody’s bond yields.   Therefore, it 9 

is the average Moody’s bond yield of any proxy group which must be used on 10 

the basis on consistency. Ms. LaConte’s comments are unfounded, 11 

unsupported and should be disregarded by the MoPSC. 12 

Q.   At page 7, line 4 through page 9, line 5 of her rebuttal testimony, Ms. 13 

LaConte criticizes your averaging the long-term historical, 1928 - 2010 (not 14 

1994 – 2010), market equity risk premium from 2011 SBBI with the 15 

forecasted market equity risk premium based upon Value Line .  Please 16 

comment. 17 

A.  Ms. LaConte’s assertion is incorrect.  While I have averaged the two equity 18 

risk premiums to develop a market equity risk premium to be allocated by 19 

beta on page 6 of Schedule PMA-10, in effect the Value Line derived equity 20 

risk premium is given an effective 25% in the derivation of the final equity risk 21 

premium which is added to the prospective A3 Moody’s bond yield in my 22 
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RPM analysis.  This is evident because the average beta-adjusted equity risk 1 

premium is then averaged with the historical equity risk premium based upon 2 

a study using the holding period returns of public utilities with A rated bonds 3 

shown on page 5 of Schedule PMA-10. 4 

   In addition, it is not appropriate to calculate a weighted average 5 

market equity risk premium as Ms. LaConte asserts on page 8, line 3 through 6 

page 9, line 1.  The 2011 SBBI arithmetic average market equity risk 7 

premium is based upon a single study of the entire period from 1926 – 2010 8 

and is expectational because it is the arithmetic mean of a randomly 9 

generated data series. The Value Line derived equity risk premium is also 10 

expectational, as it is derived from Value Line’s hypothetical economic 11 

environment 3-5 years hence.  Thus, both market equity risk premiums are 12 

expectational and therefore, it is appropriate to average them to derive a 13 

market equity risk premium.  14 

Q.   At page 10, line 2 through page 12, line 20 of her rebuttal testimony, Ms. 15 

LaConte criticizes your CAPM analysis. Please comment. 16 

A.  Ms. LaConte criticizes my CAPM analysis in two ways.  Since her first 17 

criticism is the same as her criticism regarding my estimation of the market 18 

equity risk premium in my RPM analysis, I will not repeat my previous 19 

response here. 20 

   Her second criticism surrounds my use of the ECAPM.  Like Mr. 21 

Gorman, she claims that “no further adjustment is necessary” because the 22 
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betas I used in my CAPM analysis are Value Line adjusted betas. As 1 

previously discussed relative to Mr. Gorman’s concerns with the ECAPM, the 2 

use of adjusted betas is not equivalent to the ECAPM,  Hence, Ms. 3 

LaConte’s criticisms are also unfounded, unsupported and meaningless. 4 

Q.   At page 13, line 3 through page 14, line 20 of her rebuttal testimony, Ms. 5 

LaConte criticizes your comparable risk analysis. Please comment. 6 

A.  Ms. LaConte provides three reasons for criticizing my non-utility company 7 

analysis.  First, she criticizes my evaluation of the expected return on 8 

common equity, net worth or partners’ capital of the non-utility companies.  I 9 

have addressed this criticism relative to both Mr. Barnes’ and Mr. Gorman’s 10 

comments.  Therefore, it is not necessary to repeat it here. 11 

   Second, Ms. LaConte states that “[i]t is not appropriate to compare 12 

regulated companies with those that face market-based competition with 13 

respect to allowed return” on page 14, lines 6 – 7 of her rebuttal testimony.  14 

As discussed previously, relative to Mr. Gorman’s comments, the selection 15 

criteria used to select the non-utility companies reflect the total risk, i.e., 16 

systematic and unsystematic risks, of my proxy group of water companies. 17 

Thus, the selection criteria are derived from the “corresponding risk” standard 18 

of the landmark cases of the U.S. Supreme Court.  Therefore, they are 19 

consistent with the Hope doctrine that the return to the equity investor should 20 

be commensurate with returns on investments in other firms having 21 

corresponding risks as well as with one of the fundamental principles upon 22 
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which regulation rests: that regulation is intended to act as a surrogate for 1 

competition. 2 

   Ms. LaConte’s third criticism, is that my DCF, RPM and CAPM 3 

analyses relative to the non-utility companies “have the same errors as 4 

stated previously.  Since I have already addressed Ms. LaConte’s criticisms 5 

of my DCF, RPM and CAPM analyses, it is not necessary to do so here. 6 

Q.  Ms. LaConte also criticizes your flotation cost, business risk and financial risk 7 

adjustments on page 15, line 3 to page 18, line 13.  Please comment 8 

A.  I have already addressed the necessity for a flotation cost adjustment both 9 

previously in this rebuttal testimony and in my direct testimony, 10 

demonstrating that such an adjustment is necessary even when no common 11 

stock issuance is expected during the test year. 12 

   Relative to the business risk adjustment, like Mr. Barnes and Mr. 13 

Gorman, Ms. LaConte presumes that the 0.40% business risk adjustment is 14 

based exclusively on size.  As discussed previously, it is based upon 15 

MAWC’s unique business risks as well.  However, Ms. LaConte is incorrect 16 

that the median, rather than the average, market value of the proxy group 17 

should be used.  Since the proxy group is selected to be similar, but not 18 

identical, in risk to MAWC, it is appropriate to use the average market value 19 

of the group and not the median.  The average provides a measure of the 20 

average company’s market value, rather than the median which describes 21 

the central tendency of the company’s individual market values. 22 
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   In her criticism of the financial risk adjustment, Ms. LaConte suggests 1 

the use of MAWC’s December 31, 2011 common equity ratio in deriving the 2 

Hamada adjustment.  Such a comparison is incorrect, as the December 31, 3 

2011 capital structure ratios of the proxy companies were not available at the 4 

time of the preparation of my direct testimony and are still not available. 5 

Therefore, to compare MAWC’s 2011 common equity ratio with that of the 6 

proxy group on average for 2010, is timing mis-match.  7 

   In addition, her comparison is a moot point as her recalculated 8 

financial risk adjustment in Table 9 on page 19 of her rebuttal testimony is 9 

calculated incorrectly.  A review of Ms. LaConte’s rebuttal workpapers 10 

indicates that although she used the ROUND function in Excel to calculate 11 

her unlevered beta, she did not use the ROUND function to derive her re-12 

levered beta of 68% (0.68). Schedule PMA-46 corrects Ms. LaConte’s Table 13 

9 using the ROUND function to correctly calculate the re-levered beta of 69% 14 

(0.69) on Line No. 5, which results in a downward financial risk adjustment of 15 

0.07% (Line No. 6) relative to my original CAPM analysis and 0.08% (Line 16 

No. 6) relative to the “BJC Corrected Version.”  Note that my originally 17 

recommended financial risk adjustment was a downward 0.07% as shown on 18 

Line No. 6 on page 2 of Schedule PMA-2 and has been updated to a 19 

downward adjustment of 0.21% as shown on Line No. 6, on page 2 of 20 

Schedule PMA-39. 21 

Q.  Does this conclude your surrebuttal testimony? 22 
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A.  Yes, it does. 1 
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Capital Asset Pricing Model (CAPM) Cost-of-Common-Equity Estimates
for MoPSC Staff's Proxy Group of Four Water Companies Corrected

to Reflect a Projected Risk-Free Rate, a Market Equity Risk Premium which Accounts for
a Properly Derived Historical and projected Market Equity Risk Premium

as well as the Empirical Capital Asset Pricing Model (ECAPM)

1 2 3 4 5 6

MoPSC Staff's Proxy Group of 
Seven Water Companies

Value Line 
Adjusted 
Beta (1)

American States Water Co. 0.75 9.31 % 4.95 % 11.93 % 12.51 % 12.22 %
Aqua American, Inc. 0.65 9.31 4.95 11.00 11.82 11.41
California Water Service 0.70 9.31 4.95 11.47 12.17 11.82
Connecticut Water Service 0.80 9.31 4.95 12.40 12.86 12.63
Middlesex Water Co. 0.75 9.31 4.95 11.93 12.51 12.22
SJW Corp. 0.90 9.31 4.95 13.33 13.56 13.45
York Water Co. 0.70 9.31 4.95 11.47 12.17 11.82

Average 11.93 % 12.51 % 12.22 %

Notes
(1) From Column 2 of Schedule 18 of MoPSC Staff's Direct Exhibit.
(2)

(3)

(4) Calculated as shown on page 22 of Schedule PMA-39, note 3.
(5) Calculated as shown on page 22 of Schedule PMA-39, note 4.
(6) Average of Columns 4 and 5.  

Average of the Ibbotson long-term arithmetic mean risk premium of 6.70% and the projected 3-5 
year return of the market as calculated by the 13 week average market appreciation potential 
published by Value Line ended September 30, 2011 minus MoPSC Staff's projected risk-free 
rate.  The average risk premium is 9.31%. ((6.70% + 11.91%) / 2 = 9.31%)
Average of the projected risk-free rate for the years 2012 and 2013 as shown on Schedule 5 of 
MoPSC Staff's Direct Exhibit. ((4.90% + 5.00%) / 2 = 4.90%)

Missouri-American Water Company

Market Risk 
Premium (2)

Risk-Free 
Rate (3)

Traditional 
CAPM Cost 

Rate (4)

ECAPM 
Cost Rate 

(5)

Indicated 
Common 

Equity Cost 
Rate (6)
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No. Principal Methods

1. Discounted Cash Flow Model (DCF) (1) 10.53              %

2. Capital Asset Pricing Model (CAPM) (2) 12.22

3. Indicated Common Equity Cost Rate before Adjustment 
for Business Risks 11.38 %

4. Flotation Cost Adjustment (3) 0.16

5. Financial Risk Adjustment (4) 0.75

6. Business Risk Adjustment (5) 0.35

7. Indicated Common Equity Cost Rate 12.64             %

 Notes:  (1) From Note 4 on page 1 of this Schedule.
(2) From page 2 of this Schedule.
(3) From page 39 of Schedule PMA-39.
(4)

(5)

Missouri-American Water Company
Brief Summary of MoPSC Staff's Corrected Common Equity Cost Rate

MoPSC Staff's 
Proxy Group of Six 
Water Companies

Financial risk adjustment to reflect the greater financial risk inherent the MoPSC 
Staff's recommended capital structure relative to Staff's proxy group of seven water 
companies.
Business risk adjustment to reflect Missouri-American Water Company's greater 
unique business risks relative to the proxy group as detailed in Ms. Ahern's direct 
testimony.
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Date Company State Spread

1/5/2011 Public Service Co. of OK Electric Oklahoma 10.20 45.84 5.37                      4.83     
1/6/2011 SEMCO Energy Inc. Natural Gas Michigan 10.40 NA 5.37                      5.03     
1/12/2011 Madison Gas and Electric Co. Electric Wisconsin 10.30 58.06 5.56                      4.74     
1/12/2011 Madison Gas and Electric Co. Natural Gas Wisconsin 10.30 58.06 5.56                      4.74     
1/13/2011 Wisconsin Public Service Corp Electric Wisconsin 10.30 51.65 5.56                      4.74     
1/13/2011 Wisconsin Public Service Corp Natural Gas Wisconsin 10.30 51.65 5.56                      4.74     
1/18/2011 Delmarva Power & Light Co. Electric Delaware 10.00 47.52 5.56                      4.44     
1/19/2011 Union Electric Co. Natural Gas Missouri 10.00 (2) 52.92 5.56                       4.44     
1/20/2011 Niagara Mohawk Power Corp. Electric New York 9.30 48.00 5.56                      3.74     
1/20/2011 Texas-New Mexico Power Co Electric Texas 10.10 45.00 5.56                      4.54     
1/31/2011 Western Massachusetts Electric Electric Massachusetts 9.60 50.70 5.56                      4.04     
2/3/2011 CenterPoint Energy Houston Electric Texas 10.00 45.00 5.56                      4.44     
2/25/2011 Hawaiian Electric Co. Electric Hawaii 10.00 55.81 5.57                      4.43     
3/10/2011 EnergyNorth Natural Gas Inc Natural Gas New Hampshire 8.30 NA 5.57                      2.73     
3/10/2011 Avista Corp. Natural Gas Oregon 10.10 50.00 5.57                      4.53     
3/22/2011 Virginia Electric & Power Co Electric Virginia 12.30 49.37 5.68                      6.62     
3/22/2011 Virginia Electric & Power Co Electric Virginia 12.30 49.37 5.68                      6.62     
3/25/2011 PacifiCorp Electric Washington 9.80 49.10 5.68                      4.12     
3/30/2011 Appalachian Power Co. Electric West Virginia 10.00 42.20 5.68                      4.32     
3/31/2011 New England Gas Company Natural Gas Massachusetts 9.50 50.17 5.68                      3.82     
4/12/2011 Kansas City Power & Light Electric Missouri 10.00 46.30 5.56                      4.44     
4/18/2011 CenterPoint Energy Resources Natural Gas Texas 10.10 55.44 5.56                      4.54     
4/21/2011 Washington Gas Light Co. Natural Gas Virginia 10.00 55.70 5.56                      4.44     
4/25/2011 Otter Tail Power Co. Electric Minnesota 10.70 51.70 5.56                      5.14     
4/26/2011 Unitil Energy Systems Inc. Electric New Hampshire 9.70 (2) 45.45 5.56                       4.14     
4/27/2011 Southern Indiana Gas & Elec Co Electric Indiana 10.40 43.46 5.56                      4.84     
5/4/2011 KCP&L Greater Missouri Op Co. Electric Missouri 10.00 46.58 5.56                       4.44     
5/4/2011 KCP&L Greater Missouri Op Co. Electric Missouri 10.00 46.58 5.56                       4.44     
5/13/2011 Pacific Gas and Electric Co. Electric California 11.40 52.00 5.55                      5.85     
5/13/2011 Pacific Gas and Electric Co. Natural Gas California 11.40 52.00 5.55                      5.85     
5/24/2011 Commonwealth Edison Co. Electric Illinois 10.50 47.28 5.55                      4.95     
5/26/2011 Consumers Energy Co. Natural Gas Michigan 10.50 (2) NA 5.55                       4.95     
6/8/2011 MDU Resources Group Inc. Electric North Dakota 10.80 (2) 53.34 5.55                       5.25     
6/16/2011 Orange & Rockland Utlts Inc. Electric New York 9.20 48.00 5.32                      3.88     
6/17/2011 Oklahoma Gas and Electric Co. Electric Arkansas 10.00 34.90 5.32                      4.68     
6/21/2011 Delmarva Power & Light Co. Natural Gas Delaware 10.00 (2) NA 5.32                       4.68     
6/29/2011 Yankee Gas Services Co. Natural Gas Connecticut 8.80 52.20 5.32                      3.48     
7/13/2011 Union Electric Co. Electric Missouri 10.20 52.24 5.26                      4.94     
8/1/2011 Fitchburg Gas & Electric Light Electric Massachusetts 9.20 42.88 5.26                      3.94     
8/1/2011 Fitchburg Gas & Electric Light Natural Gas Massachusetts 9.20 42.88 5.26                      3.94     
8/8/2011 Public Service Co. of NM Electric New Mexico 10.00 (2) 51.28 5.26                       4.74     
8/11/2011 PacifiCorp Electric Utah 10.00 51.90 5.27                      4.73     
8/12/2011 Interstate Power & Light Co. Electric Minnesota 10.40 47.74 5.27                      5.13     
8/19/2011 Oncor Electric Delivery Co Electric Texas 10.30 40.00 5.27                      5.03     
9/1/2011 Public Service Co. of CO Natural Gas Colorado 10.10 (2) 56.00 5.27                       4.83     
9/22/2011 PacifiCorp Electric Wyoming 10.00 (2) 52.30 4.69                       5.31     
9/30/2011 South Carolina Electric & Gas Electric South Carolina 11.00 54.67 4.69                      6.31     
10/12/2011 Kentucky Utilities Co. Electric Virginia 10.30 (2) 53.37 4.48                       5.82     
10/20/2011 Detroit Edison Co. Electric Michigan 10.50 40.26 4.48                      6.02     
11/8/2011 Northern Utilities Inc. Natural Gas Maine 9.99 (2) NA 4.48                       5.51     
11/14/2011 Washington Gas Light Co. Natural Gas Maryland 9.60 57.88 4.52                      5.08     
11/30/2011 Appalachian Power Co. Electric Virginia 10.90 42.69 4.52                      6.38     
12/13/2011 Southwest Gas Corp. Natural Gas Arizona 9.50 52.30 4.25                      5.25     
12/14/2011 Columbus Southern Power Co. Electric Ohio 10.00 (2) 50.64 4.25                       5.75     
12/14/2011 Ohio Power Co. Electric Ohio 10.30 (2) 53.79 4.25                       6.05     
12/20/2011 Upper Peninsula Power Co. Electric Michigan 10.20 (2) 45.74 4.25                       5.95     
12/20/2011 Virginia Natural Gas Inc Natural Gas Virginia 10.00 45.36 4.25                      5.75     
12/21/2011 Northern IN Public Svc Co Electric Indiana 10.20 46.53 4.25                      5.95     
12/22/2011 Black Hills Colorado Electric Electric Colorado 9.90 49.10 4.25                      5.65     
12/22/2011 Northern States Power Co - WI Electric Wisconsin 10.40 52.59 4.25                      6.15     
12/22/2011 Northern States Power Co - WI Natural Gas Wisconsin 10.40 52.59 4.25                      6.15     
12/23/2011 Nevada Power Co. Electric Nevada 10.20 44.38 4.25                      5.95     
12/30/2011 Idaho Power Co. Electric Idaho 7.90 (2) NA 4.25                       3.65     
1/3/2012 Appalachian Power Co. Electric Virginia 11.40 NA 4.25                      7.15     
1/10/2012 Ameren Illinois Natural Gas Illinois 9.10 53.27 4.25                      4.85     
1/10/2012 North Shore Gas Co. Natural Gas Illinois 9.50 50.00 4.25                      5.25     
1/10/2012 Peoples Gas Light & Coke Co. Natural Gas Illinois 9.50 49.00 4.25                      5.25     

Average - All Cases 10.14 % 49.38 % 5.16 % 4.98 %

Average - Litigated Cases 10.13 % 48.96 % 5.17                      % 4.96 %

Prospective Yield on A Rated Public Utility Bonds (3) 4.67     %

5.21     (4)

Indicated Common Equity Cost Rate 9.88     %

NA = Not Available

Notes:  (1)

(2)

(3) From page 15 of Schedule PMA-39.
(4)

Source of Information:

Mergent Bond Record Monthly Update, January 2011, Vol. 79, No. 1.

Missouri-American Water Company
Authorized Returns on Common Equity and

Common Equity Ratios for Electric and Gas Distribution Companies
from January 2011 through January 2012

Order followed full or partial stipulation settlement by the parties. Decision particulars not necessarily precedent- setting or specifically adopted by the 
regulatory body.

Major Rate Case Decisions - January 2011 - January 2012, Published by Regulatory Research Associates, Inc., An SNL Energy Company, January 25, 2011

Type of Utility

Authorized 
Return on 
Common 

Authorized 
Common 

Equity Ratio

Yield on Moody's A 
Rated Public Utility 

Bonds (1) 

Actual A rated yield represents the yield of the previous month if the order was issued on or after the 11th of each month, or the yield of two months prior if 
the order was issued on or before the 10th of each month.  For example, the yield for 1/9/12 is the A rated Public Utility yield for November 2011 and the 
yield for 1/28/12 is the A rated Public Utility yield for December 2011

Average spread between authorized returns on common 
equity and the yields on Moody's A-rated public utility 
bonds for Litigated Cases adjusted  to reflect one-half the 
decline in bond yields (4)

As explained in detail in Ms. Ahern's Surrebuttal testimony.
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Missouri Public Service Commission 

Respond Data Request 

Data Request No. 0287
Company Name Missouri-American Water Company-(Water)
Case/Tracking No. WR-2011-0337
Date Requested 1/12/2012
Issue Rate of Return - Cost of Capital (Equity/Debt)

Requested From John Reichart
Requested By Matthew Barnes
Brief Description Flotation Cost Adjustment
Description 1. In Table 2 on Page 5 of Ms. Ahern’s Direct testimony, she 

makes an upward Flotation Cost Adjustment of 12 basis points 
to her return on equity. Staff understands that flotation costs for 
MAWC have historically been treated as an expense and 
recovered dollar for dollar and amortized over a certain period, 
typically 3 to 5 years. A. Did the Company recommend 
treatment for flotation costs as an expense other than an 
adjustment to ROE in this case? B. If not, why not? C. If so, are 
the flotation costs embedded in FERC Account 406 Amortized 
Intangible Financials on a total company basis? D. Please 
reconcile FERC Account 406 Amortized Intangible Financials 
by expense and dollar amount, i.e. Flotation Costs $XXX,XXX. 
As a reference, The Empire District Electric Company (W. Scott 
Keith, Page 12, Line 3) and Staff treated flotation costs as an 
expense and amortized over 5 years in the Company’s last 
general rate case, File No. ER-2010-0130. 

Response A. No. B. MAWC does not have any unamortized flotation costs 
on its books as flotation costs from issuance of common stock 
by American Water Works are not allocated to its regulated 
subsidiaries. Therefore, they are neither expensed nor 
amortized by MAWC. Nevertheless, as explained in Ms. 
Ahern’s direct testimony at page 65, line 5 through page 67, 
line 11, there is no other mechanism in the ratemaking 
paradigm with which such costs can be recovered. Because 
these costs are real and legitimate, recovery of these costs 
should be permitted. As the cost of common equity cost rate 
models used by Ms. Ahern do not reflect flotation costs, an 
adjustment to the cost rate of common equity developed from 
these models to reflect such costs is necessary. Since MAWC 
is a subsidiary of American Water Works, it is reasonable to 
use the cost of issuing American Water Works common stock 
to develop the flotation cost adjustment C. Not applicable. D. 
Not applicable.

Objections NA

  

The attached information provided to Missouri Public Service Commission Staff in 
response to the above data information request is accurate and complete, and contains 
no material misrepresentations or omissions, based upon present facts of which the 
undersigned has knowledge, information or belief. The undersigned agrees to 
immediately inform the Missouri Public Service Commission if, during the pendency of 
Case No. WR-2011-0337 before the Commission, any matters are discovered which 
would materially affect the accuracy or completeness of the attached information. If these 
data are voluminous, please (1) identify the relevant documents and their location (2) 
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make arrangements with requestor to have documents available for inspection in the 
Missouri-American Water Company-(Water) office, or other location mutually 
agreeable. Where identification of a document is requested, briefly describe the 
document (e.g. book, letter, memorandum, report) and state the following information as 
applicable for the particular document: name, title number, author, date of publication and 
publisher, addresses, date written, and the name and address of the person(s) having 
possession of the document. As used in this data request the term "document(s)" 
includes publication of any format, workpapers, letters, memoranda, notes, reports, 
analyses, computer analyses, test results, studies or data, recordings, transcriptions and 
printed, typed or written materials of every kind in your possession, custody or control or 
within your knowledge. The pronoun "you" or "your" refers to Missouri-American Water 
Company-(Water) and its employees, contractors, agents or others employed by or 
acting in its behalf.  

Security : Public
Rationale : NA
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MAWC Proxy Group

(1) Debt 49.36% Debt 50.97%
(2) Equity 50.64% Equity 49.03%

(3) Beta 0.7
(4) Unlevered beta 42%

(5) Re-levered beta 69% (2)

MAWC Version

(6) RoE using CAPM where, 9.47% 9.53% -0.07%
Beta 0.69       0.7
MRP 6.79% 6.79%
Risk free rate 4.78% 4.78%

BJC Corrected Version
(7) RoE using CAPM where, 9.97% 10.04% -0.08%

Beta 0.69       0.7
MRP 7.52% 7.52%
Risk free rate 4.78% 4.78%

(1)

(2)

Financial 
Adjustment

Notes:

From page 19 of Ms. LaConte's Rebuttal Testimony and BJC Witness 
BSL Rebuttal workpapers.xlsx.
Re-levered beta using the ROUND function in Excel.

Missouri-American Water Company
Table 9 (1)

Calculation of MAWC's Financial Risk Adjustment
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	Furthermore, these cost rates are understated because they do not reflect either MAWC’s greater unique business risks relative to Staff’s proxy group of now seven water companies, the greater financial risk of Staff’s recommended capital structure ...
	Page 6 of Schedule PMA-40 indicates that when flotation costs, the greater financial risk inherent in Staff’s recommended capital structure ratios and MAWC’s greater business risks due to its unique risks are reflected, a corrected indicated Staff ...
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