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______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

III...      IIInnntttrrroooddduuuccctttiiiooonnn...   1 

 2 
Q_1.  Please state your name. 3 
 4 
A_1.  Dr. Stephen N. Brown 5 
 6 
Q_2.  Where do you work? 7 
 8 
A_2.  I work in the Office of the Attorney 9 

General. 10 
 11 
Q_3.  What is your job title? 12 
 13 
A_3.  I am the Economist in the Consumer 14 

Advocate and Protection Division 15 
(CAPD). A statement of my credentials 16 
appears later. 17 

 18 
IIIIII...      SSSuuummmmmmaaarrryyy...   19 

 20 
 21 
Q_4.  Please give your summary of your 22 

opinions on the cost-of-capital issues 23 
in this docket. 24 

 25 
A_4.  American Water Works (AWW) is now a 26 

publicly traded company in the United 27 
States. In my opinion it and its 28 
subsidiary, Tennessee American (TAW), 29 
have presented to the Tennessee 30 
Regulatory Authority (TRA) a rate-31 
increase which is not justified and 32 
contrary to prevailing economic and 33 
regulatory conditions in two respects: 34 

 35 
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1. AWW seeks an extreme equity return 1 
of 11.75 percent at a time when a 6.50 2 
percent long-term return to investors 3 
in the overall market is the normal 4 
and prevailing expectation. If AWW has 5 
a dividend policy like the eight water 6 
companies I discuss, then the 11.75 7 
equity return will have a capital-8 
attraction portion about equal to a 9 
7.5 percent return for dividend 10 
payments to AWW’s stockholders. The 11 
additional 4.25 percent, if granted, 12 
is surplus cash for the company, not 13 
necessarily the owners.  14 

 15 
2. AWW made itself a less attractive 16 
investment when it deferred until 2010 17 
an auditor’s certification that AWW 18 
has met the requirements for Section 19 
404 of the Sarbanes-Oxley Act. An 20 
auditor certifies that a company’s 21 
internal control is preventing errors 22 
that cause misleading financial 23 
reporting. A publicly traded company 24 
without certification is telling 25 
potential investors that “there is a 26 
greater than remote chance that a 27 
material misstatement will not be 28 
prevented or detected in a company’s 29 
financial statements.” 1 AWW cannot 30 
attract equity capital on reasonable 31 
terms because it is not comparable to 32 
companies which have certification. 33 

                                                 
1 Glass, Lewis & Co. report referred to in this testimony, pages 53-55.  
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 1 
The 11.75 percent equity return and the 2 
8.514 percent overall return which TAW 3 
want, are after forecasted taxes and 4 
expenses are built into the prices paid by 5 
TAW’s customers. Regulatory returns are 6 
not the same as a lending rate. A bank 7 
lending money at 8.514 percent will get 8 
revenue from loan payments and then deduct 9 
expenses and taxes. Thus water companies 10 
are considered “safe havens” for 11 
investors. The image below from Barron’s 12 
shows the general perception is that water 13 
companies are “safe” companies, as the 14 
Barron’s article noted: 2 15 

 16 

 17 

                                                 
2 The Images In This Testimony Are Clearer When This Testimony Is Read On A Computer Screen. 
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______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

IIIIIIIII...   CCCaaapppiiitttaaalll   SSStttrrruuuccctttuuurrreee   aaannnddd   CCCaaapppiiitttaaalll   1 

CCCooosssttt...   2 

 3 
In my opinion TAW’s overall cost of 4 
capital is 6.65%. This is the result of 5 
applying the Tennessee Regulatory 6 
Authority’s (TRA) practice of double-7 
leverage to AWW’s and TAW’s financial 8 
information. The TRA has used this 9 
practice since 1984. The parent’s weighted 10 
capital cost is 6.51 percent. TAW’s 11 
weighted capital cost for capital received 12 
from outside AWW is .14 percent. These two 13 
weighted capital costs sum to 6.65 percent 14 

 15 
The parent’s capital structure is: 16 
$4,888,930 billion in Long-Term Debt, 17 
$168,137 million in Short-Term Debt, and 18 
$3,809,423 billion in Common Equity, for 19 
Total Capital of $8,866,490. In terms of 20 
Total Capital, the Long-Term Debt Ratio is 21 
55.14 percent, the Short-Term Debt Ratio 22 
is 1.90 percent, and the Common Equity 23 
Ratio is 42.96 percent. I calculate the 24 
parent’s Long-Term Debt Cost as 5.86 25 
percent and the Short-Term Debt Cost as 26 
2.87 percent. In my opinion the parent’s 27 
Cost Of Equity is 7.50 percent. My 28 
calculation of the Long-Term Debt Cost is 29 
displayed in the next image on page 5 of 30 
this testimony. The parent’s capital 31 
structure and each component’s cost are 32 
displayed in the image on page 6 of this 33 
testimony. 34 

 35 
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Calculation of AWW’s Long-Term Debt Cost: 1 

 2 
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______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

AWW’s Capital Structure: 1 

 2 
 3 

TAW’s claims its total capital is 4 
$119,552,007 million. Of that amount, 5 
$9,102,161 million is from sources other 6 
than AWW. The remaining amount, 7 
$110,449,846 million, is supplied from the 8 
parent. TAW admitted in discovery that it 9 
has no credit rating. This means the 10 
parent, AWW, bears all liability for debt 11 
capital loaned to TAW from sources other 12 
than the parent. Therefore, the capital 13 
structure proposed by TAW witness Mr. Mike 14 
Miller is not appropriate for setting 15 
rates. The next image on page 7 of this 16 
testimony displays the double leverage 17 
calculations which lead to an overall 18 
capital cost of 6.66 percent, which is 19 
rounded down to 6.65 percent for all 20 
calculations by Mr. Buckner of CAPD. 21 

 22 
 23 
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 1 
 2 
Q_5.  Is your capital structure in this docket 3 

different from the one you testified to in 4 
TAW’s most recent rate case, docket 06-5 
00290? 6 

 7 
A_5.  Yes. It is different. In the last docket 8 

my opinion was that the parent’s common 9 
equity ratio was likely to be 30 percent 10 
because 30 percent fit the parent’s 11 
history of having a very low common equity 12 
ratio. The TRA did not accept my opinion 13 
and accepted the company’s promise that 14 
the common equity ratio would be 45 15 
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______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

percent after AWW’s Initial Public 1 
Offering of common stock. However, AWW’s 2 
unaudited SEC form 10-Q filed in May of 3 
this year shows AWW having near $1.6 4 
billion of good-will on its books. If that 5 
amount were excluded from AWW’s common 6 
equity, its common equity ratio would fall 7 
to 30 percent. Given the Authority’s most 8 
recent decision, I did not pursue a 30 9 
percent equity ratio. 10 

 11 
However, I did make one additional change. 12 
AWW engaged in a $200 million off-book 13 
loan transaction. According to the company 14 
this amount was to be used to pay down 15 
short-term debt. Off-book transactions are 16 
like any other obligation. Therefore, I 17 
reduced the short-term debt from $368 18 
million to $168 million and raised the 19 
long-terms debt by $200 million. This 20 
slightly increased the company’s capital 21 
costs. AWW’s SEC forms say the company 22 
pays LIBOR rates for its short-term debt. 23 
Therefore, I calculated AWW’s short-term 24 
debt cost as the average of LIBOR rates 25 
30-day, three-month, and six-months 26 
respectively: 2.40 percent, 2.79 percent 27 
and 3.42 percent as of July 2008. 28 
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 1 
IIIVVV...      CCCaaapppiiitttaaalll   MMMaaarrrkkkeeettt   EEExxxpppeeeccctttaaatttiiiooonnnsss...   2 

 3 
In December 2000, the SEC Chairman Arthur 4 
Levitt gave a speech where he addressed an 5 
issue that is important in this docket: 6 
how do we know if today’s conditions 7 
represent the short-term or the long-term 8 
situation? 9 

 10 
 ”As you well know, capital markets, in the long run, place 11 
a premium on well-run companies. But in the shorter term, 12 
markets aren't always as rationale – and that's where a 13 
large part of the challenge lies for management, auditors 14 
and boards of directors. The question arises: How do you 15 
reconcile short-term market expectations with 16 
sustainability over the longer term?” 17 

 18 
The general understanding of return to 19 
capital is that it is composed of a 20 
stock’s capital gains and capital losses 21 
plus a dividend if it is being paid. The 22 
following definition is a typical 23 
definition from Morningstar. It is 24 
aninvestment-adviser company which 25 
provides information for over 7,000 stocks 26 
and over 1,500 mutual funds: 27 

 28 
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 1 
 2 

As of July 1, 2008, the American economy 3 
has experienced a huge decline in stock 4 
prices:  5 
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 1 
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______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

VVV...      WWWaaattteeerrr   CCCooommmpppaaannniiieeesss   HHHaaavvveee   FFFooollllllooowwweeeddd   1 

TTThhheee   DDDooowwwnnnwwwaaarrrddd   TTTrrreeennnddd   IIInnn   RRReeetttuuurrrnnn...   2 

 3 
I use the same water companies in this 4 
docket 08-00039, as I used in TAW’s last 5 
rate case, docket 06-00290: American 6 
States, Connecticut Water Service, 7 
California Water Service Group, Middlesex 8 
Water, Southwest Water, Aqua America, SJW, 9 
and York Water.  10 

 11 

 12 
 13 
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CAPD Witness Brown - Direct: Docket 08-00039 

TAW’s cost-of-capital expert, Dr. Vilbert, 1 
uses the same companies. It is no secret 2 
how the companies fared from the date of 3 
TAW’s last rate-increase petition, 4 
November 22, 2006 to the date of the 5 
current petition, March 14, 2008. Just one 6 
brought its stockholders a double-digit 7 
return, as shown in the image above. 8 

 9 
At least one water company’s CEO has 10 
admitted that returns have declined. The 11 
next image shows how the CEO of York Water 12 
explained things to stockholders:  13 

 14 

 15 
 16 

(Chattanooga is currently paying TAW an equity 

return of 10.2 percent.) 
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The CEO calculated the shareholder’s 1 
return in the standard way. He added the 2 
annual dividend return per share to the 3 
annual per share price change (a decline) 4 
to raise the equity return from minus 5 
13.3% to minus 9.8%. This shows the limits 6 
of a reasonable regulatory return, it 7 
cannot account for changes in share price. 8 
If regulatory returns were supposed to 9 
track capital gains and losses of the 10 
stockholders, then many water utilities 11 
would be lowering their prices now.  12 

 13 
VVVIII...      TTThhheee   TTTwwwooo   GGGeeennneeerrraaalll   MMMeeettthhhooodddsss   UUUssseeeddd   14 

IIInnn   SSSeeettttttiiinnnggg   TTThhheee   EEEqqquuuiiitttyyy   RRReeetttuuurrrnnn,,,   15 

DDDCCCFFF   aaannnddd   CCCAAAPPPMMM...   16 

 17 
The decline in market returns should 18 
affect the return which TAW’s customers 19 
have to pay, but how? 20 

 21 
•   should TAW’s customers have to 22 

shoulder a rate of return of only 2 23 
percent, for example, to reflect a 24 
continuation of capital losses in the 25 
market? 26 

  27 
•   should capital losses be ignored so 28 

the rate of return can be set at 10 29 
percent, for example, so that TAW’s 30 
customers pay prices which assume that 31 
TAW’s ultimate shareholders will enjoy 32 
capital gains and dividends? 33 

 34 
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______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

•   should the rate of return be set to 1 
exclude both capital gains and capital 2 
losses so that TAW’s customers pay TAW 3 
as if TAW is making normal dividend 4 
payments to stockholders? 5 

 6 
There are two general methods used in 7 
setting the equity return: The Discounted 8 
Cash Flow (DCF) method and Capital Asset 9 
Pricing Model (CAPM). 10 

 11 
The DCF method relies on dividend yield 12 
(payments) and dividend growth to set the 13 
return. This method does not assume there 14 
are capital gains or capital losses. For 15 
example, if a company has a dividend yield 16 
of 3 percent and a dividend growth rate of 17 
3 percent, the DCF return is 6 percent. 18 

 19 
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The CAPM assumes there are capital gains 1 
in the overall market. The CAPM also 2 
assumes that the equity return has a 3 
minimum level, such as a company’s debt 4 
cost, and that the equity return exceeds 5 
the minimum level by an overall market 6 
premium. For example, if a company has a 7 
debt cost of 5.25 percent and the overall 8 
market premium is 8 percent, the company’s 9 
CAPM return would be 13 percent. The CAPM 10 
is considered an attractive method for 11 
setting returns because the overall market 12 
premium can be raised or lowered by a 13 
“beta”, which is supposed to measure an 14 
individual company’s risk as a percentage 15 
of, or relative to, the market’s overall 16 
risk. If a company’s beta were .8 or 80 17 
percent of the market’s overall risk, then 18 
in this example the company’s CAPM return 19 
would be 11.75 percent. For example, 20 
11.75% =5.35% + 8.00% X (.80). 21 

 22 
Of the two general methods, DCF and CAPM, 23 
my opinion is that the DCF is more 24 
appropriate because it tracks the actual 25 
flow of a company’s payments to 26 
shareholders. 27 
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 1 
VVVIIIIII...      TTTAAAWWW’’’sss   RRReeeggguuulllaaatttooorrryyy   EEEqqquuuiiitttyyy   2 

RRReeetttuuurrrnnn   SSShhhooouuulllddd   BBBeee   AAA   DDDCCCFFF   RRReeetttuuurrrnnn   3 

OOOfff   777...555%%%...      4 

 5 
In my opinion TAW’s equity return should 6 
be no more than 7.5% because this return 7 
represents the normal dividend-payment 8 
behavior of water companies in good times 9 
and bad and is not tied to equity gains or 10 
losses caused by per share price changes. 11 
In my opinion 7.5% is the limit of a 12 
reasonable regulatory return 13 

  14 
If Chattanooga’s ratepayers were to pay an 15 
11.75 percent equity return, as the 16 
company requests, then they would be 17 
paying AWW and TAW for: 18 

 19 
•   the capital-attraction return of 20 

about 7.5 percent for dividend 21 
payments to stockholders, 22 

 23 
•   an assumed 4.25 percent per share 24 

price increase in the value of AWW’s 25 
stock, but 26 

 27 
•   because the stockholders do not get 28 

paid by the company for per share 29 
price changes, the assumed 4.25 30 
percent per share price increase gives 31 
the company a cash flow which is put 32 
to the company’s use not the 33 
stockholders’.  34 

 35 
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•   The problem is self-evident. By 1 
assuming there will be capital gains 2 
of 4.25 percent, TAW’s approach 3 
ignores the obvious clash between 4 
theory and real downturns in the 5 
economy. 6 

 7 
If investors buy stock to make a capital 8 
gain they face a reckoning when actual 9 
returns do not meet expectations. However, 10 
when TAW’s regulatory return is set via an 11 
expected market return that proves not to 12 
represent the market (10.2 percent in the 13 
last case) the reckoning that stockholders 14 
must or would face is avoided by TAW 15 
itself because TAW’s ratepayers continue 16 
to pay TAW as if a 10.2 percent equity 17 
return were the norm.  18 

 19 
The next image displays dividend data for 20 
the water companies from 2003 to 2008 and 21 
shows that 7.53 percent is the return that 22 
can be expected from them as a group when 23 
capital gains and losses are excluded. The 24 
method I use is the DCF method, which is 25 
the sum of the current dividend yield, 26 
which I took from the NASDAQ web site and 27 
the dividend growth rates of the water 28 
companies as whole for the past five 29 
years. I compiled the dividends from the 30 
water companies SEC 10-K filings. After 31 
addressing other concerns related to SOX, 32 
which I discuss later, a 7.5 percent 33 
equity return as attractive an investment 34 
as any other water company. 35 
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 1 
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Available evidence shows that my DCF 1 
return is consistent with expectations for 2 
the sustainable long-term capital-return 3 
of 6 percent to 7 percent. I rely on the 4 
Federal Reserve Bank Of Philadelphia 5 
Survey Of Professional Forecasters as a 6 
measure of reasonable expectations because 7 
it is the only forecast survey I know of 8 
where major companies identify themselves 9 
and their representatives as being 10 
participants. The Survey is the oldest 11 
such survey in the country, being 12 
conducted since 1968.  13 

 14 
 15 
VVVIIIIIIIII...      CCCrrreeedddiiibbbllleee   TTThhhiiirrrddd---PPPaaarrrtttyyy   16 

IIInnnfffooorrrmmmaaatttiiiooonnn:::   LLLooonnnggg---TTTeeerrrmmm   EEEqqquuuiiitttyyy   17 

RRReeetttuuurrrnnnsss   AAArrreee   EEExxxpppeeecccttteeeddd   TTTooo   BBBeee   18 

666...555%%%,,,   SSSaaayyy   TTThhheee   PPPrrrooofffeeessssssiiiooonnnaaalllsss   19 

AAAttt   BBBaaannnkkk   OOOfff   AAAmmmeeerrriiicccaaa,,,   BBBaaannnkkk   ooofff   20 

TTToookkkyyyooo,,,   GGGeeennneeerrraaalll   MMMoootttooorrrsss,,,   21 

GGGooollldddmmmaaannn   SSSaaaccchhhsss,,,   MMMeeerrrrrriiillllll   LLLyyynnnccchhh,,,   22 

WWWeeellllllsss   FFFaaarrrgggooo,,,   VVVeeerrriiizzzooonnn   AAAnnnddd   23 

OOOttthhheeerrr   MMMaaajjjooorrr   OOOrrrgggaaannniiizzzaaatttiiiooonnnsss...   24 

 25 
The next image is provided by the Federal 26 
Reserve Bank Of Philadelphia. 27 
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 1 
 2 

The professional forecasters’ 10-year 3 
forecast for the equity return is 6.5 4 
percent, where the equity return is 5 
measured as returns to the S&P 500 6 
companies. The professional forecasters 7 
include four of the underwriters of AWW’s 8 
IPO: Goldman Sachs, JP Morgan Chase & Co., 9 
Lehman Brothers, and Merrill Lynch. A 10 
complete list of organizations appears in 11 
the next image. 12 



             Page 22 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

Name Company
Edward F. McKelvey Goldman Sachs (AWW IPO Underwriter)
James Glassman JP Morgan Chase & Co. (AWW IPO Underwriter)
Drew Matus Lehman Brothers (AWW IPO Underwriter)
David Rosenberg Merrill Lynch (AWW IPO Underwriter)
Michael R. Englund Action Economics, LLC
Joseph Carson Alliance Capital Management
Thomas Kevin Swift American Chemistry Council
Albert M. Wojnilower; Richard Yamarone Argus Research Group
Mickey D. Levy Bank of America
Ellen Beeson Zentner Bank of Tokyo-Mitsubishi UFJ, Ltd.
Dean Maki Barclays Capital
John Ryding Bear, Stearns, and Company, Inc.

Fred Joutz
Benchmark Forecasts and Research Program on 
Forecasting, George Washington University

Xiaobing Shuai, Ph.D. Chmura Economics & Analytics
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The Survey in 2008 also shows the change 1 
from the Survey in 2007:  2 

 3 
•   In the first quarter of 2008 the 4 

expected equity returns for 10 years 5 
into the future are 6.50%, declining 6 
from 7.50% in the first quarter of 7 
2007. 8 

 9 
•   In the first quarter of 2008 the 10 

expected returns to 10 year-bonds are 11 
5.00%, unchanged from 5.00% in the 12 
first quarter of 2007. 13 

 14 
•   The spread between equity returns 15 

and debt returns has narrowed from 16 
2.5% in the first quarter of 2007 to 17 
1.5% in the first quarter of 2008. 18 

 19 
TAW’s request for an equity 11.75 percent 20 
return in the current docket is 21 
unreasonable in view of the Survey. 22 

 23 
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 1 

IIIXXX...      MMMooorrreee   CCCrrreeedddiiibbbllleee   TTThhhiiirrrddd---PPPaaarrrtttyyy   2 

IIInnnfffooorrrmmmaaatttiiiooonnn   TTThhhaaattt   777...555000%%%   IIIsss   AAA   3 

RRReeeaaasssooonnnaaabbbllleee   EEExxxpppeeecccttteeeddd   RRReeetttuuurrrnnn:::   4 

MMMooorrrnnniiinnngggssstttaaarrr   SSShhhooowwwsss   AAAvvveeerrraaagggeee   5 

RRReeetttuuurrrnnnsss   HHHaaavvveee   BBBeeeeeennn   AAAttt   ooorrr   NNNeeeaaarrr   6 

ZZZeeerrrooo   fffooorrr   555   YYYeeeaaarrrsss...   7 

 8 
Besides the Survey of Forecasters, I 9 
turned to another investment-adviser 10 
company, Morningstar, which I have already 11 
mentioned. It tracks over 7,000 stocks and 12 
over 1,500 mutual funds in the United 13 
State. Morningstar is a publicly traded 14 
company. This status means the company 15 
files 10-K forms with the SEC. 16 
Morningstar’s 10-K for the fiscal year 17 
ended December 31, 2007, shows that the 18 
company is growing rapidly and has an 19 
expansive future. 20 

 21 
Morningstar’s total revenues increased 22 
from $109.6 million in 2002 to $435.1 23 
million in 2007. Assets increased from 24 
$152.7 million in 2002 to $649.3 million 25 
in 2006.  26 

 27 
In its 10-K Morningstar provides ample 28 
detail of its activities: 29 

 30 
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 ”Morningstar is a leading provider of independent 1 
investment research to investors around the world. Since 2 
our founding in 1984, our mission has been to create great 3 
products that help investors reach their financial goals. We 4 
offer an extensive line of Internet, software, and print-5 
based products for individual investors, financial advisors, 6 
and institutional clients. Our company also provides asset 7 
management services for advisors, institutions, and 8 
retirement plan participants. In addition to our U.S.-based 9 
products and services, we offer local versions of our 10 
products designed for investors in Asia, Australia, Canada, 11 
and Europe. Morningstar serves more than 5.2 million 12 
individual investors, 210,000 financial advisors, and 1,700 13 
institutional clients. We have operations in 15 countries 14 
and hold minority ownership positions in companies 15 
located in three other countries. 16 
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 1 
 2 

  3 
 "We also reach individuals who want to learn more about 4 
investing and investors who seek out third-party sources to 5 
validate the advice they receive from brokers or financial 6 
planners. Our client base in this segment consists of more 7 
than 280,000 paying customers, including 180,366 8 
Premium members of Morningstar.com and 100,000 9 
subscribers who purchase our investment newsletters 10 
designed for individual investors.” 11 

 12 
The next four images are from 13 
MorningStar’s internet site as of July 10, 14 
2008. The four images show returns to 15 
stockholders across more than 7,000 16 
companies for four periods: “YTD Return” 17 
(Year To Date), “12 Month Return,” “3 Year 18 
Return”,and “5 Year Return.”  19 

 20 
The results show a cascade of losses, from 21 
an average negative return of -0.54 22 
percent five years ago to average negative 23 
return of -22.32 percent in the last 12 24 
months. 25 

 26 
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 1 
Year To Date Returns – Average and 2 
Distribution By Quartiles: 3 

 4 
 5 

  6 
 7 
 8 
 9 
 10 
 11 



             Page 28 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

 1 
Twelve Month Returns – Average and 2 
Distribution By Quartiles: 3 

 4 
 5 

 6 
 7 
 8 
 9 
 10 
 11 
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 1 
Three Year Returns – Average and 2 
Distribution By Quartiles: 3 

 4 
 5 

 6 
 7 
 8 
 9 
 10 
 11 
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 1 
Five Year Returns – Average and 2 
Distribution By Quartiles: 3 

 4 
 5 

 6 
 7 

The five year returns show that on average 8 
the overall return to the market for the 9 
past five years has been zero. 10 



             Page 31 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

 1 
XXX...      CCCAAAPPPDDD’’’sss   CCCAAAPPPMMM   MMMooodddeeelll...   2 

 3 
 4 
Q_18.  Do you use the CAPM model? 5 
 6 
A_18.  Yes, but recent scholarly articles suggest 7 

the CAPM is more of a method in search of 8 
an application than a reasonable predictor 9 
of equity returns and that the CAPM has 10 
very limited value. The next five page 11 
display excerpts from two scholarly 12 
articles dealing with the CAPM. The first 13 
one has two authors, Eugene Fama and 14 
Kenneth French and was published in the 15 
summer of 2004. The second article was 16 
published in May 2005 in the Quarterly 17 
Journal Of Economics and has three authors 18 
and confirms the findings of Fama and 19 
French. The essence of each article is 20 
that the CAPM approach to equity returns 21 
is no longer accepted by the scholarly 22 
community that created the theory. In my 23 
opinion the DCF model is the reliable 24 
method to produce just and reasonable 25 
rates. 26 

 27 
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 1 
 2 
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 1 
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 1 
 2 
Q_19.  How do you implement the CAPM model? 3 
 4 
A_19.  I implement the CAPM model by taking into 5 

account the current situation -- that 6 
there is no longer a continuity between 7 
past and present equity costs, that 8 
equity’s premium over debt is very low, in 9 
the two percent range, and that the 10 
relative risk of water companies is low. 11 
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 1 
XXXIII...      CCCAAAPPPDDD’’’sss   CCCAAAPPPMMM   PPPrrreeemmmiiiuuummm   IIIsss   LLLeeessssss   2 

TTThhhaaannn   111   PPPeeerrrccceeennnttt...   3 

 4 
According to the influential findings of 5 
Robert D. Arnott and Peter L. Bernstein, 6 
who wrote ‘What Risk Premium “Normal?” and 7 
which was published in the Financial 8 
Analysts Journal, March-April 2002, the 9 
current equity premium may be negative. 10 
The article has affected writings in the 11 
pension and insurance fields. The next 12 
image displays the article’s abstract: 13 

 14 

 15 
 16 

At one point in the article the authors 17 
tout dividends as the reliable aspect of 18 
shareholders’ equity returns: 19 

 20 
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 1 
 2 

Two years after Arnott’s and Bernstein’s 3 
article was published  a Canadian firm 4 
wrote this article about Canadian pension 5 
plans: 6 

 7 

 8 
 9 

They noted that the frame when Arnott’s 10 
and Bernstein’s discovery would take hold 11 
was from about 2008 through 2012: 12 

 13 
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 1 
 2 

The next image on page 40 of this 3 
testimony displays a portion of an article 4 
published in the October 2005 issue of the 5 
California Broker Magazine, where the 6 
author clearly says that offering variable 7 
universal life policies with a lure of a 8 
10% return was a mistake because such 9 
long-tem returns are not possible.  10 

 11 
 12 
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 1 
Of course, dividends and equity returns 2 
per share cannot outrun earnings, which 3 
can be viewed as the upper limit on 4 
sustainable return. But even earnings per 5 
share have a history of overestimation. 6 
The Chairman of the Federal Reserve 7 
Board,Alan Greenspan, said in 2002:  8 

 9 
 "...long-term earnings forecasts of brokerage-based 10 
securities analysts, on average, have been persistently 11 
overly optimistic. Three-to five-year earnings forecasts for 12 
each of the S&P 500 corporations…, compiled from 13 
projections of securities analysts… averaged almost 12 14 
percent per year between 1985 and 2001. Actual earnings 15 
growth over that period averaged about 7 percent." 16 
[Remarks by Chairman Alan Greenspan "Corporate 17 
Governance" At the Stern School of Business, New York 18 
University, New York, New York March 26, 2002] 19 

 20 
XXXIIIIII...   CCCAAAPPPDDD’’’sss   BBBeeetttaaasss   TTTrrraaaccckkk   TTThhheee   SSS&&&PPP555000000   21 

IIInnndddeeexxx,,,   AAAvvveeerrraaagggiiinnnggg   OOOnnnlllyyy   ...555   ooorrr   22 

555000%%%   OOOfff   TTThhheee   MMMaaarrrkkkeeettt’’’sss   OOOvvveeerrraaallllll   23 

RRRiiissskkk...      24 

 25 
To implement the relative risk aspect, or 26 
the “beta” aspect of the CAPM model, I use 27 
betas from the NASDAQ web site because 28 
publishes its betas for companies based on 29 
how a company’s stock tracks S&P500 Index. 30 
Here is an example of NASDAQ’s report on 31 
Aqua America: 32 
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 1 
The next seven images were compiled from 2 
the water companies SEC Form 10-Ks or the 3 
companies’ annual reports. Six of the 4 
water companies explicitly compare their 5 
performance to the S&P500 index. Middlesex 6 
compares itself to the Wilshire5000, which 7 
very closely tracks the S&P500 I could not 8 
find any reference where York Water’s 9 
performance was compared to any index.  10 

 11 
American States: 12 

 13 
 14 
 15 
 16 
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Aqua America: 1 
 2 

 3 
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California Water Services: 1 

 2 
 3 

Connecticut Water: 4 

 5 
 6 
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 1 
Middlesex: 2 

 3 
 4 
SJW: 5 

 6 
 7 
 8 
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 1 
 2 

Southwest Water: 3 

 4 
 5 
Because these companies compare themselves 6 
to the S&P500 Index, this is the index to 7 
use as the basis for “relative risk. The 8 
next image shows a comparison of the 9 
NASDAQ betas with those used by Dr. 10 
Vilbert which are from Value Line. 11 



             Page 48 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

 1 
 2 
 3 
The next image is from Value Line’s web 4 
site, showing that its betas track the 5 
NYSE index, an index that the water 6 
companies do not use. 7 

 8 

9 

 10 
 11 
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The next image is from NASDAQ’s web site 1 
showing it uses the S&P500 index. 2 

 3 

 4 
 5 
 6 
My CAPM result shows an equity return 7 
of 6.17%, where I treat the minimum 8 
return as 5.84 percent, which is AWW’s 9 
cost of Long-Term Debt, where the 10 
market return is 6.50 percent, which 11 
is the long-term expected return to 12 
the S&P500 Index, and where the beta 13 
or relative risk is .50, and where the 14 
equity premium is .66 percent, which 15 
is the difference between the market 16 
return of 6.50 percent and the minimum 17 
return as 5.84 percent as shown: 18 
 19 

6.17%=5.84% + (6.50% - 5.84%) * .5
 20 

 21 



             Page 50 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

 1 
XXXIIIIIIIII...      WWWiiittthhhooouuuttt   444000444   CCCeeerrrtttiiifffiiicccaaatttiiiooonnn,,,   2 

AAAWWWWWW’’’sss   FFFiiinnnaaannnccciiiaaalll   SSStttaaattteeemmmeeennntttsss   3 

AAArrreee   JJJuuussstttiiifffiiiaaabbblllyyy   SSSuuussspppeeecccttt,,,   AAAnnnddd   4 

LLLeeessssss   AAAttttttrrraaaccctttiiivvveee   TTTooo   PPPrrruuudddeeennnttt   5 

IIInnnvvveeessstttooorrrsss...   6 

 7 
In my summary I pointed out that AWW 8 
has deferred its SOX certication until 9 
at least 2010. Without certification 10 
AWW’s financial statements are 11 
justifiably suspect and less 12 
attractive to prudent investors. Here 13 
is an example of a certification 14 
appearing in an Securities and 15 
Exchange Commission (SEC) form 10-K  16 
for the fiscal year 2007 of American 17 
States Water, a publicly traded water 18 
company and one of the eight water 19 
companies I discuss: 20 

 21 
  To the Board of Directors and Shareholders of American 22 
States Water Company: 23 

 24 
  Also in our opinion, the Company maintained, in all 25 
material respects, effective internal control over financial 26 
reporting as of December 31, 2007, based on criteria 27 
established in Internal Control - Integrated Framework 28 
issued by the Committee of Sponsoring Organizations of 29 
the Treadway Commission (COSO). 30 

 31 
 PricewaterhouseCoopers LLP 32 

 33 
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The SEC has said many times that 1 
meeting Sarbanes-Oxley requirements is 2 
necessary to attract capital: 3 

 4 
  “As I have mentioned before, good, honest companies 5 
should fear neither Sarbanes-Oxley nor our enforcement 6 
efforts. Rather, they should recognize that the improved 7 
standards that the Act mandates and smart and fair 8 
enforcement of the laws are the right thing to do and help 9 
attract capital and investment.”[ Testimony Concerning 10 
Implementation of the Sarbanes-Oxley Act of 2002 William 11 
H. Donaldson Chairman U.S. Securities and Exchange 12 
Commission Before the Senate Committee on Banking, 13 
Housing and Urban Affairs September 9, 2003] 14 

 15 
More recently in London SEC 16 
Commissioner Campos emphasized that 17 
certification strengthens the U.S. 18 
system and would “continue to attract 19 
capital:”  20 

 21 
  “But back to my main point. That is, capital demands 22 
protection. Nowhere in the world is capital better protected 23 
than in the United States. I am told every day by major 24 
foreign investors that they invest billions of dollars in the 25 
U.S. because they love Sarbanes-Oxley…The most famous - 26 
or infamous - corporate governance rule in the U.S. is 27 
Section 404 of the Sarbanes-Oxley Act. Investors love it. 28 
Companies, perhaps not so much. In my opinion, SOX 404 29 
provides great advantages and protections for capital…But 30 
the SOX 404 bottom line has not and will not change: SOX 31 
404 is the only standard in the world where both the 32 
management of the issuer certifies the effectiveness of, and 33 
the auditor tests and attests to, internal controls….” 34 

 35 
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  “One of the great strengths of the U.S. market is the 1 
system of high standards and protections of capital. This 2 
system will continue to attract capital from all corners of 3 
the world. I submit that investors appreciate and desire this 4 
high level of protection for capital. Indeed, the available 5 
data indicates that savings in the cost of capital for 6 
companies cross-listed on the U.S. are several times 7 
greater than the costs of complying with U.S. regulations.” 8 
[Remarks Before the Governance for Owners Conference, 9 
by Commissioner Roel C. Campos U.S. Securities and 10 
Exchange Commission London, England March 22, 2007] 11 

 12 
In Chicago, the SEC’s Chief Accountant 13 
said in a speech that certification of 14 
internal control “strengthens public 15 
confidence in our markets and 16 
encourages investment:”  17 

 18 
  “However, given the massive financial scandals, decline 19 
in market capitalization and the resulting loss of investor 20 
confidence in our markets, I believe that, of all of the recent 21 
reforms the internal control requirements have the greatest 22 
potential to improve the reliability of financial 23 
reporting….Representing to the world that a company has 24 
in place an appropriate control system, free of material 25 
weaknesses, that gathers, consolidates and presents 26 
financial information strengthens public confidence in our 27 
markets and encourages investment…”.” [Keynote Speech 28 
at 11th Annual Midwestern Financial Reporting Symposium 29 
by Donald T Nicolaisen, Chief Accountant U.S. Securities 30 
and Exchange Commission Chicago October 7, 2004] 31 
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 1 

XXXIIIVVV...      IIInnnvvveeessstttooorrrsss   AAArrreee   DDDeeemmmaaannndddiiinnnggg   444000444   2 

CCCeeerrrtttiiifffiiicccaaatttiiiooonnn:::   “““HHHooowww   CCCaaannn   YYYooouuu   3 

IIInnnvvveeesssttt   IIInnn   AAA   CCCooommmpppaaannnyyy   IIIfff   YYYooouuu   4 

CCCaaannn’’’ttt   RRReeelllyyy   OOOnnn   TTThhheeeiiirrr   FFFiiinnnaaannnccciiiaaalll   5 

SSStttaaattteeemmmeeennntttsss???”””   6 

 7 
AWW has not “represented to the world” 8 
that AWW “has in place an appropriate 9 
control system, free of material 10 
weaknesses.” That lack of 11 
certification has a price because the 12 
investment community is demanding 13 
companies comply with SOX. 14 

 15 
In 2005 the investment research 16 
company of Glass, Lewis & Co. sent a 17 
large report to the SEC regarding 18 
proposed changes to SOX requirements. 19 
Glass supported the certification of 20 
internal control. At one point in the 21 
report, Glass said directly: “How can 22 
you invest in a company if you can’t 23 
rely on their financial statements?” I 24 
have placed the Glass Lewis report in 25 
my supporting documents. The next two 26 
images are excerpts from the Glass 27 
Report. 28 

 29 
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 1 
 2 
 3 
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 1 
  2 
 3 

In 2007 the Council of Institutional 4 
Investors told the SEC, “The Council 5 
believes that the internal control 6 
requirements of Section 404 are a core 7 
element… We believe any company 8 
tapping the public markets to raise 9 
capital…should have appropriate 10 
internal controls in place with 11 
meaningful review by external 12 
auditors:” 13 

 14 
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 1 
 2 
 3 
XXXVVV...      AAAWWWWWW’’’sss   CCCuuurrrrrreeennnttt   AAAuuudddiiitttooorrr,,,   4 

PPPrrriiiccceeewwwaaattteeerrrhhhooouuussseeeCCCoooooopppeeerrrsss   (((PPPWWWCCC))),,,   5 

HHHaaasss   BBBeeeeeennn   AAAWWWWWW’’’sss   AAAuuudddiiitttooorrr   SSSiiinnnccceee   6 

111999999333...   7 

 8 
PWC is AWW’s current auditor and has 9 
been auditing AWW since 1993, as shown 10 
below: 11 

 12 
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 1 
 2 

PWC knows well the workings of AWW. 3 
AWW’s Vice President and Chief 4 
Financial Officer said in AWW’s 10-K 5 
filing with the SEC in early 2003, 6 
just before RWE completed its purchase 7 
of AWW: 8 

 9 
 “The Company’s independent accountants, 10 
PricewaterhouseCoopers LLP, are engaged to conduct an 11 
independent audit of the Company’s financial statements in 12 
accordance with auditing standards generally accepted in 13 
the United States of America. Their audit includes 14 
obtaining a sufficient understanding of the internal control 15 
structure to establish a basis for reliance thereon in 16 
determining the nature, extent and timing of the tests 17 
applied in the audit of the financial statements. Their 18 
opinion on the fairness of the reported operating results, 19 
cash flows and financial condition appears below.”  20 
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 1 
  Ellen C. Wolf, Vice President and Chief Financial 2 
Officer”  3 

 4 
It has been common knowledge since 5 
November 2006 that RWE meant to divest 6 
itself of AWW so AWW would become a 7 
publicly traded company in the United 8 
States. Despite these two years of 9 
planning, and PWC’s long association 10 
with AWW, PWC has not certified AWW’s 11 
internal financial controls. Since 12 
2005 PricewaterhouseCoopers has 13 
certified annually the internal 14 
controls of American States Water, 15 
Aqua America, Connecticut Water 16 
Service, all three being publicly 17 
traded water companies. 18 
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 1 

XXXVVVIII...      TTThhheeerrreee   IIIsss   AAA   OOOnnneee   iiinnn   SSSiiixxx   CCChhhaaannnccceee   2 

TTThhhaaattt   PPPWWWCCC   WWWiiillllll   FFFiiinnnddd   MMMaaattteeerrriiiaaalll   3 

WWWeeeaaakkknnneeessssss   IIInnn   AAAWWWWWW’’’sss   IIInnnttteeerrrnnnaaalll   4 

CCCooonnntttrrrooolll...   5 

 6 
There is about a 16 percent chance that 7 
PWC will find material weakness in AWW’s 8 
internal controls, according to a report 9 
by Audit Analytics.  10 

 11 
This firm has been referenced in SEC 12 
documents as performing reviews of 13 
auditors’ findings regarding internal 14 
controls. I have placed Audit Analytics 15 
2007 report in my supporting documents. I 16 
have also provided a copy of the cover 17 
page for 2007 and page 9 of the report 18 
within the body of this testimony. 19 

 20 
This is the cover page of Audit Analytics’ 21 
April 2007 report: 22 

 23 
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 1 
 2 

The next page, which is easier to see 3 
on a computer screen, is Audit 4 
Analytics analysis of the Auditors’ 5 
findings regarding internal controls.  6 
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 1 
Of the 860 opinions filed by PWC on 2 
Section 404 performance in the first year 3 
of implementation, 16 percent found 4 
material weaknesses. 5 

 6 
 7 
XXXVVVIIIIII...      MMMaaattteeerrriiiaaalll   WWWeeeaaakkknnneeessssss   ---   AAA   GGGrrreeeaaattteeerrr   8 

TTThhhaaannn   RRReeemmmooottteee   CCChhhaaannnccceee   TTThhhaaattt   AAA   9 

MMMaaattteeerrriiiaaalll   MMMiiisssssstttaaattteeemmmeeennnttt   WWWiiillllll   10 

NNNooottt   BBBeee   PPPrrreeevvveeennnttteeeddd   OOOrrr   DDDeeettteeecccttteeeddd   11 

IIInnn   AAA   CCCooommmpppaaannnyyy’’’sss   FFFiiinnnaaannnccciiiaaalll   12 

SSStttaaattteeemmmeeennntttsss...   13 

 14 
The Glass Lewis report which I cited, 15 
makes this statement about “Material 16 
Weakness” at page 20: 17 

 18 
 ”When management discloses their company has a 19 
material weakness in internal control, they are in effect 20 
telling investor: There is a greater than remote chance that 21 
a material misstatement will not be prevented or detected 22 
in their company’s financial statements.” 23 

 24 
The source page is provided, showing 25 
that Glass Lewis was referring to the 26 
Public Company Oversight Board ByLaws 27 
and Rules. 28 

 29 
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 1 
 2 
XXXVVVIIIIIIIII...   AAAWWWWWW   OOOpppttteeeddd   OOOuuuttt   OOOfff   3 

CCCeeerrrtttiiifffiiicccaaatttiiiooonnn   UUUnnntttiiilll   222000111000...   4 

 5 
AWW is not likely to present such 6 
certification until at least 2010. In 7 
2007 the SEC revised its rules so that 8 
a company borne of IPO, such as AWW, 9 
would have the option of avoiding 10 
certification until the second filing 11 
of an SEC 10-K. However, the SEC’s 12 
rules do not prevent or discourage 13 
such certification. PWC or its 14 
predecessor PriceWaterHouse has been 15 
AWW’s auditor since at least 1993.  16 

 17 
 18 
 19 
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Also, AWW said in 2003 that PWC “had 1 
sufficient understanding of [AWW’s] 2 
internal control structure.” Nothing 3 
prevented AWW from having 4 
certification at the outset of 5 
becoming a publicly traded company in 6 
the United States. 7 

 8 
AWW could have proceeded with all due 9 
speed to obtain PWC’s certification by the 10 
time the IPO was issued, instead AWW 11 
exercised its option to avoid 12 
certification until the last possible day. 13 

 14 
Thus AWW’s financial statements are 15 
justifiably suspect until there is an 16 
auditor’s certification of internal 17 
controls. 18 

 19 
XXXIIIXXX...      AAAWWWWWW’’’sss   OOOpppttt---OOOuuuttt:::   NNNooottt   AAA   WWWaaayyy   TTTooo   20 

AAAttttttrrraaacccttt   CCCaaapppiiitttaaalll   AAAnnnddd   NNNooottt   IIInnn   21 

TTThhheee   CCCuuussstttooommmeeerrrsss’’’   BBBeeesssttt   22 

IIInnnttteeerrreeessstttsss,,,   WWWhhhooossseee   FFFuuutttuuurrreee   RRRaaattteeesss   23 

DDDeeepppeeennnddd   OOOnnn   FFFiiinnnaaannnccciiiaaalll   DDDaaatttaaa   TTThhhaaattt   24 

LLLaaaccckkk   AAAuuuttthhheeennntttiiicccaaatttiiiooonnn...   25 

 26 
TAW’s understanding of capital-attraction 27 
is quite different from the capital-28 
attraction standards mentioned the SEC’s 29 
remarks I quoted. TAW’s rate and revenue 30 
expert explained the capital attraction 31 
principle to the Times Free Press in a 32 
recorded meeting as shown in the next 33 
image: 34 
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 1 

 2 
 3 

The recording is 65 minutes long. From 4 
minutes 34 to 36 TAW’s rate and revenue 5 
expert said: 6 

 7 
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  “like any other business we still have to attract capital in 1 
order to do these investments…if… we have two banks on 2 
Broad Street or wherever.. and one is paying 6 and one is 3 
paying 6 and quarter you are likely going to invest at the 6 4 
and a quarter…it is no different than an investor in 5 
American Water Works or an investor in any other 6 
business…we have to be able to provide a return on that 7 
capital that is at least commensurate with companies of 8 
similar risk…I don’t want to limit this to American Water 9 
Works. This is basic business practice. We are not going to 10 
be able attract capital… that is not in our customers’ best 11 
interests…it’s is not in our investors’ best interests…it’s is 12 
not in anybody’s best interest…” 13 

 14 
The statement about 6 percent being a 15 
likely return is accurate, but there is no 16 
mention of the internal controls issue, 17 
even though it is a basic business 18 
practice today to have an auditor certify 19 
the internal controls of a company. AWW’s 20 
decision to opt out of certification until 21 
2010 is clearly not in the interests of 22 
investors. Nor is the opt-out in the 23 
customers’ best interests, whose future 24 
rates depend on financial data that lack 25 
authentication, but this data is the basis 26 
for a rate-increase in Chattanooga. 27 

 28 
AWW could have refrained from filing for 29 
rate increase until such certification was 30 
achieved, but it did not. AWW could 31 
rectify this deficiency by asking PWC to 32 
complete the work necessary for 33 
certification. 34 

 35 
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XXXXXX...      IIInnn   TTTeeennnnnneeesssssseeeeee   EEEvvveeerrryyy   OOOttthhheeerrr   1 

PPPuuubbbllliiiccclllyyy---TTTrrraaadddeeeddd,,,   RRRaaattteee---2 

RRReeeggguuulllaaattteeeddd   UUUtttiiillliiitttyyy   HHHaaasss   3 

AAAccchhhiiieeevvveeeddd   SSSOOOXXX   CCCooommmpppllliiiaaannnccceee...   4 

 5 
SOX compliance has not been an issue in 6 
Tennessee’s regulatory process because 7 
every publicly-traded, rate-regulated 8 
utility in Tennessee has achieved SOX 9 
compliance. But AWW’s rate petition has 10 
placed Tennessee’s regulatory process in a 11 
difficult spot because the AWW’s financial 12 
statements lack the now normal precautions 13 
demanded by investors. 14 

 15 
AWW expected that its IPO in April 2008 16 
would be valued between $24 and $26 a 17 
share. The final price was approximately 18 
$21.50, 10 percent to 20 percent below 19 
expectations for the 58 million shares 20 
which were sold in the IPO. AWW’s majority 21 
stockholder, RWE, still owns over 90 22 
million shares of AWW stock, and RWE has 23 
been clear that it wants to divest itself 24 
of AWW, “as soon as reasonably 25 
practicable” through more public 26 
offerings. To determine how many more 27 
offerings there would be and what 28 
conditions AWW thought were “reasonably 29 
practicable” CAPD made two discovery 30 
requests. The requests and the replies are 31 
provided in the next two images. 32 

 33 
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TENNESSEE AMERICAN WATER COMPANY 
DOCKET NO. 08-00039 

FIRST DISCOVERY REQUEST OF THE  
CONSUMER ADVOCATE AND PROTECTION DIVISION  

 
 
Responsible Witness: Michael Miller/Others 
 
 
PART III:  QUESTIONS & REQUESTS REGARDING COST OF CAPITAL  
& MISCELLANEOUS        
 
Question: 

7. In its S-1 Registration statement filed May 6 with the SEC, American Water

Works stated: “RWE intends to fully divest its ownership of American Water

through the consummation of one or more public offerings of common stock of

American Water as soon as reasonably practicable, subject to market

conditions.”   Provide any study, document, emails and all written material where

RWE or RWE Aqua Holdings GmbH consider what circumstances financial, and

otherwise, constitute conditions that “are reasonably practicable, subject to

market conditions” for the public offerings of common stock. 

 

Response: 
The Company objects to this request on the grounds that it is overbroad, unduly

burdensome, and seeks information that is not relevant to this proceeding, seeks

information that may be subject to attorney/client privilege and work product, and

seeks information that is highly confidential.  Furthermore, this request seeks

information that is not in the possession, custody or control of the TAWC. 

Subject to and without waiving its objections, the Company states that public

information about AWK can be found at the following web sites: www.sec.gov

and www.amwater.com (investor relations). 
 1 

 2 
 3 
 4 
 5 
 6 
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 1 

 2 
 3 

Review of the referenced sites shows that 4 
neither RWE nor AWW has identified an 5 
upper limit on what stock price would 6 
cause RWE to divest itself of AWW, and 7 
that the current rate case is not the end 8 
of TAW’s rate-case cycle in Chattanooga. 9 

 10 
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To the extent that AWW succeeds in 1 
acquiring extreme regulatory returns 2 
without SOX certification, another rate 3 
case is invited in 2009. Also, investors 4 
may be persuaded to purchase stock when 5 
they would have otherwise invested 6 
elsewhere. This could be a financial 7 
mistake if AWW’s share price rises in the 8 
near future and then a material weakness 9 
is found in 2010 causing AWW’s market 10 
price to decline. In my opinion, one 11 
reason AWW is seeking an extreme equity 12 
return is to overcome the negative effect 13 
of not having a SOX certification. 14 

 15 
 16 
XXXXXXIII...      AAAnnn   111111...777555%%%   EEEqqquuuiiitttyyy   RRReeetttuuurrrnnn   IIIsss   17 

NNNooottt   IIInnn   BBBeeesssttt   IIInnnttteeerrreeessstttsss   OOOfff   TTThhheee   18 

CCCuuussstttooommmeeerrrsss   AAAnnnddd   “““SSSoooccciiieeetttyyy   19 

GGGeeennneeerrraaallllllyyy...”””   20 

 21 
In TAW’s last case, Docket 06-00290, AWW’s 22 
cost of capital witness, Dr. Vilbert, 23 
submitted testimony on November 22, 2006. 24 
His testimony was 35 pages in length and 25 
had several appendices. He concluded that 26 
TAW’s needed an equity rate of 11.25%. In 27 
this case his testimony is 35 pages in 28 
length and has several appendices. He 29 
concludes that TAW’s needs an equity rate 30 
of 11.75%. 31 

 32 



             Page 71 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

Besides asking for an even higher return, 1 
Dr. Vilbert added something else new to 2 
his testimony this year. He suggests in 3 
his current testimony that a denial of the 4 
rate increase is bad for everyone, and 5 
even it is denied TAW would come back 6 
soon, “forced” to file for another rate 7 
case: 8 

 9 
 ” More important for customers, however, are the 10 
economic issues an inadequate return raises for them. In 11 
the short run, deviations of the expected rate of return on 12 
the rate base from the cost of capital may seemingly create 13 
a “zero-sum game”-- investors gain if customers are 14 
overcharged, and customers gain if investors are 15 
shortchanged. But in fact, even in the short run, such action 16 
may adversely affect the utility’s ability to provide  17 
stable and favorable rates because some potential 18 
efficiency investments may be delayed or because the 19 
company is forced to file more frequent rate cases. In the 20 
long run, inadequate returns are likely to cost customers -- 21 
and society generally -- far more than may be gained in the 22 
short run. Inadequate returns lead to inadequate 23 
investment, whether for maintenance or for new plant and 24 
equipment…it is in the customers’ interest not only to make 25 
sure the return investors expect does not exceed the cost of 26 
capital, but also to make sure that it does not fall short of 27 
the cost of capital, either…. However, a regulatory 28 
authority that sets rates so investors expect to earn the cost 29 
of capital on average treats both customers and investors 30 
fairly, and acts in the long-run interests of both groups.” 31 
[Dr. Vilbert Direct 08-00039, Pg 7 of 35, lines 6 -26] 32 

 33 
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Dr. Vilbert’s emphasis on “force” and the 1 
“long run” is worth noting because it 2 
signals the Company’s strategy of denial 3 
that the cost of capital is declining. I 4 
paraphrase: “The current economic 5 
situation is just a blip, not normal, and 6 
the cost of equity capital has not really 7 
changed, other than to go up by two-8 
quarters of a point from 11.25 percent to 9 
11.75 percent.”  10 

 11 
TAW’s history of rate-increase filings is 12 
shown in the next table. 13 

 14 

Filing Date 2003 Feb 07 2004 Sep 09 2006 Nov 22 2008 Mar 14

Docket 03-00118 04-00288 06-00290 08-00039

Rate Base (Millions $) 87.270 87.611 100.583 119.810
Company Claimed 

Return At Then-
Current Rates 5.95% 6.77% 4.77% 4.81%

Proposed Overall 
Return 8.55% 8.00% 8.466% 8.514%

Proposed Equity 
Return 11.00% 10.77% 11.25% 11.75%

Regulatory Granted 
Equity Return 9.90 9.90 10.20 ???

Data From TAW Rate-Increase Petitions

 15 
 16 
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 1 
Dr. Vilbert’s concern about TAW getting 2 
“inadequate returns” seems misplaced 3 
because TAW usually receives the lion’s 4 
share of its proposed equity return. 5 
However, the table above shows that no 6 
“long-term” equity return lasts long in 7 
TAW’s hands. It takes TAW just 16 months 8 
or so to cut its regulatory-granted return 9 
in-half. 10 

 11 
TAW’s rate and revenue expert told the 12 
Chattanooga Times Free Press that a “rate 13 
case is the last resort not the first 14 
thought” [minutes 17.54 to 17.59 15 
Chattanooga Times Free Press Audio 16 
Recording]. The sentiment of TAW’s expert 17 
is at odds with the rapid-fire history of 18 
TAW’s rate-increase-petitions. TAW’s idea 19 
of capital attraction may include the 20 
equity return expected from the regulatory 21 
process. I paraphrase: 22 

 23 
 “if… we have two banks on Broad Street or wherever and 24 
one is paying 6 and one is paying 6 and quarter, and we 25 
have a regulatory rate of return of 10 percent, you are 26 
likely going to invest to get that regulatory rate of return… 27 

 28 
If a company invests to get that 29 
“regulatory rate of return” seeing the 30 
future as the past, the company is making 31 
a mistake. Past equity returns such as 32 
11.75%, 10.2%, and even 9% are above 33 
normal market returns expected today and 34 
expected in the future.  35 
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 1 
TAW may have based its current Petition on 2 
the wrong regulatory signal, causing the 3 
company to invest when it would not 4 
otherwise have done so. On the other hand, 5 
to the extent that TAW’s revenue 6 
requirement and rate-base include 7 
forecasted amounts rather than actual 8 
amounts, or amounts that should have been 9 
retired or more quickly depreciated, Dr. 10 
Vilbert would be even more mistaken to 11 
claim that denial of the rate increase is 12 
in best interests of the customers and 13 
“society generally.” 14 
 15 

 16 
XXXXXXIIIIII...      IIIsss   TTTAAAWWW’’’sss   RRRaaattteee---BBBaaassseee   GGGrrrooowwwiiinnnggg   17 

BBBeeecccaaauuussseee   OOOfff   NNNeeeccceeessssssaaarrryyy   OOOrrr   18 

BBBeeecccaaauuussseee   OOOfff   DDDiiissscccrrreeetttiiiooonnnaaarrryyy   19 

IIInnnvvveeessstttmmmeeennnttt???   20 

 21 
TAW’s history of rate-increase filings, 22 
which is shown on page 72 of this 23 
testimony, shows a rapid increase in TAW’s 24 
rate base. Dr. Vilbert’s opinion that . 25 
“inadequate returns lead to inadequate 26 
investment” [Dr. Vilbert Direct Pg 7 of 27 
35] suggests that he considers all of 28 
TAW’s investment as necessary and 29 
unavoidable.  30 
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However, Mr. Mike Miller, TAW’s rate and 1 
revenue expert, has testified in the past 2 
that a water company’s investments can be 3 
separated between necessary and 4 
discretionary investments. He provided 5 
rebuttal testimony in the West Virginia-6 
American Water Company, PSC Case No. 03-7 
0353-W-42T: 8 
 9 

 ”This additional equity capital for growth could be considered 10 
discretionary and will have to meet certain internal criteria for 11 
those investments. A key consideration for any investment of equity 12 
capital is the authorized ROEs of the various states in which 13 
American Water subsidiaries operate…every business considers its 14 
capital investment alternatives and determines to invest its capital 15 
where it believes it will obtain the best return on that investment. A 16 
comparative rate of return on equity will obviously be a 17 
consideration for the Company on future investments if they are 18 
discretionary in nature. The Company will continue to make utility 19 
plant upgrades necessary to meet water quality regulations or 20 
maintain acceptable service levels to existing customers, and 21 
discretionary investments will be reviewed carefully to assure they 22 
meet internal expectations and are economically justified. If the 23 
Company is to compete for discretionary equity investment, it must 24 
have an opportunity to achieve an ROE comparable to that 25 
obtained by other American Water operating subsidiaries in other 26 
jurisdictions.” [Mr. Miller, as cited, Page 20, lines 1-20] 27 

 28 
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Mr. Miller’s testimony offered no criteria 1 
to distinguish discretionary investment 2 
from necessary investment. However, TAW’s 3 
President, Mr. Watson, told the 4 
Chattanooga Times Free Press that a “we 5 
don’t put off capital investment” [minutes 6 
14.59 to 15.02 Chattanooga Times Free 7 
Press Audio Recording]. At this point it 8 
is not clear to me what type of 9 
investment, discretionary or necessary, is 10 
not being “put off.” Nor is it clear to me 11 
what type of investment, discretionary or 12 
necessary is causing TAW to expand its 13 
rate base in Chattanooga. 14 
 15 
It is possible that the DCF return of 7.5 16 
percent would help TAW clarify priorities:  17 
 18 
•   A rate of return consistent with 19 

current and expected conditions may 20 
aid TAW in identifying a necessary 21 
investment and confine future 22 
investment to what is indeed a 23 
necessary investment. 24 

 25 
•   On the other hand a rate of return 26 

inconsistent with current and expected 27 
conditions may call forth 28 
discretionary investment that does not 29 
necessarily have a demonstrated need. 30 

  31 
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 1 
Dr. Vilbert has a negative opinion of 2 
using the dividend stream as a basis for 3 
the regulatory return. In docket 06-00290 4 
Dr. Vilbert testified, “I rely primarily 5 
on risk positioning…I do not believe the 6 
DCF [dividend] is completely reliable at 7 
this time.” In the current docket 08-00039 8 
Dr. Vilbert testifies, “I rely primarily 9 
on risk positioning…I believe that the DCF 10 
[dividend] is generally less reliable …the 11 
conditions necessary for …the DCF 12 
[dividend] method are not met at this 13 
time.” Because the dividend approach does 14 
not include a return based on expected 15 
capital gains, I do not believe that there 16 
are any conditions which will ever satisfy 17 
Dr. Vilbert’s objections. The next image 18 
is a side-by-side comparison of page 2 of 19 
Dr. Vilbert’s testimonies in each docket. 20 
Not only did Dr. Vilbert not change his 21 
opinion from one docket to the next, he 22 
did not change the page where he expressed 23 
the opinion. 24 

 25 
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 1 
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However, the actual returns of the water 1 
companies shows the risk premium approach 2 
is not reliable and not accurate. In 3 
Docket 06-00290 Dr. Vilbert thought the 4 
water companies’ equity returns would be, 5 
between 11.8 percent and 13.6 percent. 6 
 7 
Dr. Vilbert is well aware of what happened 8 
to these companies’ returns, but his 9 
current testimony does not offer an 10 
explanation for why he was so wide of the 11 
mark. 12 
 13 
The image on page 80 of this testimony 14 
displays a table of equity returns he was 15 
expecting to occur after docket 06-00290 16 
was complete.  17 
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 1 
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 1 
The image at page 82 of my testimony shows 2 
page 30 of Dr. Vilbert’s current 3 
testimony, where he displays results from 4 
his current analyses. I have highlighted 5 
his returns and the “mean risk premium” or 6 
MRP, which is as high as 8 percent. There 7 
is little difference between the two 8 
tables. At pages 22 and 23 of his current 9 
testimony he formulates his risk 10 
positioning approach in two ways: 11 

 12 

 13 
 14 

These are variants of the CAPM approach 15 
which I discuss in my testimony from pages 16 
31 to 49. Neither of Dr. Vilbert’s CAPM 17 
formulations has proved accurate or 18 
reliable for setting rates. The risk 19 
premium method may actually cause harm if 20 
it has or is leading TAW to make 21 
discretionary investments.  22 

 23 
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 1 
XXXXXXIIIIIIIII...   GGGaaasss   AAAnnnddd   WWWaaattteeerrr   CCCooommmpppaaannniiieeesss   AAArrreee   2 

NNNooottt   SSSuuubbbssstttiiitttuuuttteeesss   FFFooorrr   EEEaaaccchhh   3 

OOOttthhheeerrr   IIInnn   AAA   RRRaaattteee---CCCaaassseee   4 

PPPrrroooccceeeeeedddiiinnnggg...   5 

 6 
Q_17.  In your opinion are gas and water 7 

companies similar enough to be 8 
substitutes in a rate-case proceeding? 9 

 10 
 11 
A_17.  No. In my opinion they are not. I do 12 

not know of any rate-case for 13 
regulated gas company in Tennessee or 14 
elsewhere where a water company has 15 
been used in the derivation of a gas 16 
company’s ROE. Dr. Vilbert’s use of 17 
gas companies is inappropriate because 18 
there are huge operational differences 19 
between them. 20 

 21 
For example, local gas companies have 22 
to contract with interstate natural 23 
gas pipelines to acquire natural-gas, 24 
the commodity being sold to the end-25 
user. To that end the local companies 26 
have to coordinate their contracts 27 
with storage and peaking facilities as 28 
shown on the next page, as shown in a 29 
slide presentation by the American Gas 30 
Association to the Federal Energy 31 
Regulatory Commission: 32 

 33 
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 1 
 2 

Gas companies have the opportunity to 3 
release or resell the firm capacity 4 
not currently being used by firm 5 
customers as a potential offset to the 6 
revenues required to serve firm 7 
customers.  In response to CAPD 8 
discovery item III, part 15, in the 9 
last rate case, docket 06-00290 TAW 10 
provided a copy of chapters seven and 11 
eight of the “Rates Manual of the 12 
American Water Works Association.” I 13 
found no mention of secondary markets 14 
as a means to offset revenues required 15 
from firm customers. Thus I still have 16 
the same opinion that gas companies 17 
are not financial substitutes for 18 
water companies. 19 
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Also, the products offered by the 1 
water and gas industries are not 2 
substitutes for each other.  In my 3 
opinion Dr. Vilbert has not 4 
established how the industries are 5 
comparable to each other. I have the 6 
same opinion of Mr. Watson’s statement 7 
to the Chattanooga Times Free Press, 8 
where he compares water rates to cable 9 
rates and gas rates: 10 
 11 

“This is still the lowest priced utility here in Hamilton County. 12 
Water is less than sewer, is less than phone, is less than cable, is 13 
less that gas, is less than electricity, and we want to keep it that 14 
way.”[Minutes 30.31 to 30.48 Chattanooga Times Free Press 15 
Audio Recording]. 16 

  17 
This concludes my testimony at this time.  18 

 19 
XXXXXXIIIVVV...   SSStttaaattteeemmmeeennnttt   ooofff   CCCrrreeedddeeennntttiiiaaalllsss   aaannnddd   20 

EEExxxpppeeerrriiieeennnccceee   21 

 22 
Q_20.  What experience do you have regarding 23 

utilities? 24 
 25 
A_20.  In 1995 I began work as an economist 26 

in the Consumer Advocate and 27 
Protection Division (CAPD) of the 28 
Attorney General’s Office. I have also 29 
appeared as a witness for CAPD in 30 
several cases before the Tennessee 31 
Regulatory Authority (TRA). From 1986 32 
to 1995 I was employed by the Iowa 33 
Utilities Board as Chief of the Bureau 34 
of Energy Efficiency, Auditing and 35 
Research, and Utility Specialist and 36 
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State Liaison Officer to the U.S. 1 
Nuclear Regulatory Commission. From 2 
1984 to 1986 I worked for Houston 3 
Lighting & Power as Supervisor of Rate 4 
Design. From 1982 to 1984 I worked for 5 
Arizona Electric Power Cooperative as 6 
a Rate Analyst. From 1979 to 1982 I 7 
worked for Tri-State Generation and 8 
Transmission Association as Power 9 
Requirements Supervisor and Rate 10 
Specialist. Since 1979 my work spanned 11 
many issues including cost of service 12 
studies, rate design issues, 13 
telecommunications issues and matters 14 
related to the disposal of nuclear 15 
waste.  16 

 17 
Q_21.  What is your educational background? 18 
 19 
A_21.  I have an M.S. in Regulatory Economics 20 

from the University of Wyoming, an 21 
M.A. and Ph.D. in International 22 
Relations with a specialty in 23 
International Economics from the 24 
University of Denver, and a B.A. from 25 
Colorado State University. 26 

 27 
Q_22.  Dr. Brown, have you authored any 28 

articles relating to your profession? 29 
 30 
A_22.  Yes, my articles have appeared in 31 

Public Utilities Fortnightly. 32 
 33 
Q_23.  Are you and have you been a member of 34 

any professional organizations? 35 



             Page 87 of  87        

 

______________________________________________________________________________________ 
CAPD Witness Brown - Direct: Docket 08-00039 

 1 
A_23.  Yes, I am a past member of the NARUC 2 

Staff Committee on Management 3 
Analysis, a past trustee of and a 4 
member of the Board for the Automatic 5 
Meter Reading Association, and a 6 
current member of the National 7 
Association of Business Economists.  8 

 9 
Q_24.  Have you studied mathematics and 10 

statistics as part of your education? 11 
 12 
A_24.  Yes. 13 
 14 
Q_25.  Dr. Brown, do you use mathematics and 15 

statistics in combination with 16 
economics as part of your profession? 17 

 18 
A_25.  Yes. 19 
 20 
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