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Q. Please state your name, affiliation and business address. 

A. My name is Robert B. Hevert, and I am President of Concentric Energy Advisors, 

Inc. (Concentric), located at 293 Boston Post Road West, Suite 500, Marlborough, 

Massachusetts 01752. 

Q. On whose behalf are you submitting this testimony? 

A. I am submitting this testimony on behalf of Ameren Illinois Company d/b/a 

Ameren Illinois (AIC or the Company) in this proceeding before the Illinois Commerce 

Commission (Commission). 

Q. Please describe your educational background and experience in the energy 

and utility industries. 

A. I received my Bachelors of Science degree in Finance from the University of 

Delaware, and a Master’s degree in Business Administration from the University of 

Massachusetts.  In addition, I hold the Chartered Financial Analyst designation.  I have 
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served as an executive and manager with other consulting firms (REED Consulting 

Group and Navigant Consulting, Inc.), and as a financial officer of Bay State Gas 

Company.  I have provided testimony regarding strategic and financial matters, including 

the cost of capital, before several state utility regulatory agencies as well as the Federal 

Energy Regulatory Commission on over 70 occasions.  In addition, I have advised 

numerous energy and utility clients on a wide range of financial and economic issues 

including both asset and corporate-based transactions; many of those assignments have 

included the determination of the cost of capital for valuation or transactional purposes.  

A summary of my professional and educational background is included as an Appendix 

to this testimony. 

Q. Please describe Concentric’s activities in energy and utility engagements. 

A. Concentric provides financial and economic advisory services to a large number 

of energy and utility clients across North America.  Our regulatory economic and market 

analysis services include utility ratemaking and regulatory advisory services; energy 

market assessments; market entry and exit analysis; corporate and business unit strategy 

development; and energy contract negotiations.  Our financial advisory activities include 

merger, acquisition and divestiture assignments; due diligence and valuation assignments; 

project and corporate finance services; and transaction support services.  Concentric also 

provides litigation support services on a wide range of financial and economic issues for 

clients throughout North America. 
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Q. What is the purpose of your direct testimony? 

A. The purpose of my direct testimony is to present evidence and provide a 

recommendation regarding the Company’s Return on Equity (ROE).1  My analyses and 

recommendations are supported by the data presented in Ameren Exhibit 3.1G through 

Ameren Exhibit 3.14G, which have been prepared by me or under my supervision.   

Q. What are your conclusions regarding the appropriate cost of equity and 

overall rate of return for AIC? 

A. My analyses indicate that the Company’s cost of equity is currently within the 

range of 10.50 percent to 11.25 percent.  Based on the quantitative and qualitative 

analyses discussed throughout my direct testimony, and in light of the Commission’s 

traditional reliance on the Discounted Cash Flow model and, in particular, its recent 

reliance on the multi-stage form of that model, I recommend that the Commission 

authorize the Company the opportunity to earn an ROE of 11.00 percent.   

Q. Please provide a brief overview of the analysis that led to your ROE 

recommendation.  

A. As discussed in more detail in Section V, in light of recent and continuing capital 

market conditions, and given the fact that equity analysts and investors tend to use 

multiple methodologies in developing their return requirements, it is extremely important 

to consider the results of several analytical approaches in determining the Company’s 

ROE.  In order to develop my ROE recommendation, I therefore applied the Multi-Stage 

 

1  Throughout my Direct Testimony, I interchangeably use the terms “ROE” and “cost of equity.” 
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Discounted Cash Flow (DCF) model, the Capital Asset Pricing Model (CAPM), and the 

Risk Premium approach.  As discussed more fully in Section VII, my analytical approach 

reflects the preferences expressed by the Commission in Docket Nos. 09-0306-09-
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2

In addition to the methodologies noted above, my recommendation also takes into 

consideration: (1) the regulatory environment in which the Company operates; (2) 

weather variability and (3) flotation costs associated with equity issuances.  In addition, I 

have considered whether the Company’s decoupling (a form of straight-fixed variable 

rate design) or uncollectible recovery mechanisms have any measurable effect on its Cost 

of Equity.  While I did not make any explicit adjustments to my ROE estimates for these 

factors, I did take them into consideration when determining where the Company’s ROE 

reasonably falls within my range of analytical results.   

Q. How is the remainder of your Direct Testimony organized? 

A. The remainder of my Direct Testimony is organized in nine sections.  In Section 

III, I provide a summary of my primary conclusions and recommendations.  In Section 

IV, I discuss the regulatory guidelines and financial considerations pertinent to the 

development of the cost of capital.  Section V briefly discusses current capital market 

conditions and the effect of those conditions on the Company’s cost of equity.  Section 

VI explains my selection of a proxy group of gas distribution utilities used to develop my 

analytical results.  Section VII explains my analyses and the analytical bases for my ROE 

recommendation.  Section VIII provides a discussion of specific regulatory and business 

 

2  Illinois Commerce Commission Order, Docket Nos. 09-0306-09-0311(cons.), April 29, 2010, at 214 
and 220. 
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risks that have a direct bearing on the Company’s cost of equity.  Section IX addresses 

the effect of certain existing rate mechanisms on the Company’s required ROE.  Section 

X addresses the Company’s proposed capital structure and Section XI summarizes my 

conclusions and recommendations.   

III. SUMMARY OF CONCLUSIONS 89 

90 

91 

92 
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Q. What are the key factors considered in your analyses and upon which you 

base your recommended ROE? 

A. My analyses and recommendations considered the following: 

• The Hope and Bluefield decisions that established the standards for 

determining a fair and reasonable allowed return on equity including; 

consistency of the allowed return with other businesses having similar risk; 

adequacy of the return to provide access to capital and support credit quality; 

and that the end result must lead to just and reasonable rates;  

• The effect of the current capital market conditions on investors’ return 

requirements, and in particular, the fact that risk aversion and uncertainty on 

the part of investors remains high in the current market relative to the period 

prior to the recent recession; 

• The Company’s business risks relative to the proxy group of comparable 

companies and the implications of those risks in arriving at the appropriate 

ROE from within the range of results established by the Discounted Cash 

Flow and Risk Premium methods.  
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Q. What are the results of your analyses? 106 
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A. The results of my analyses are summarized in Table 1, below. 

Table 1: Summary of Analytical Results  

 Low Mean High 
Multi-Stage DCF    

30-Day Average 9.51% 10.09% 10.98% 

90-Day Average 9.66% 10.18% 11.15% 

180-Day Average 9.87% 10.34% 11.24% 
Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.36%) 
Near Term Projected 30-
Year Treasury (4.63%) 

Current Beta 
Sharpe Ratio Derived Market 
Risk Premium 11.33% 11.60% 

Market DCF Derived Market 
Risk Premium 12.30% 12.57% 

Average Historical Beta 
Sharpe Ratio Derived Market 
Risk Premium 10.05% 10.31% 

Market DCF Derived Market 
Risk Premium 10.84% 11.10% 

Treasury Yield Plus Risk Premium 
 Low Mid High 
Risk Premium 10.46% 10.67% 10.88% 
Flotation Cost 0.13% 

109 

110 

111 

112 

113 

As shown in Table 1, I have performed several analyses to estimate the 

Company’s cost of equity.  I recognize, however, that in prior decisions the Commission 

has a stated preference for DCF-based methodologies.  I also appreciate that in recent 

proceedings, the Commission has been inclined to attribute certain weight to both the 

multi-stage form of the DCF model and the CAPM approach. In light of those 
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considerations, and given the corroborating nature of the Risk Premium analyses, I 

believe that a reasonable range of results is from 10.50 percent to 11.25 percent. 

Considering the Company’s regulatory and business risks relative to the proxy 

group, and the Commission’s preference for certain methodological approaches, it is my 

view that an ROE of 11.00 percent is reasonable. 

IV. REGULATORY GUIDELINES AND FINANCIAL CONSIDERATIONS 119 
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Q. Please describe the guiding principles to be used in establishing the cost of 

capital for a regulated utility. 

A. The United States Supreme Court’s precedent-setting Hope and Bluefield cases 

established the standards for determining the fairness or reasonableness of a utility’s 

allowed ROE.  Among the standards established by the Court in those cases are: (1) 

consistency with other businesses having similar or comparable risks; (2) adequacy of the 

return to support credit quality and access to capital; and (3) the principle that the specific 

means of arriving at a fair return are not important, only that the end result leads to just 

and reasonable rates.3  

 

3  Bluefield Waterworks & Improvement Co., v. Public Service Commission of West Virginia, 262 U.S. 
679 (1923); Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
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A. Yes.  In its order regarding the Companies’4 recent rate proceeding, the 

Commission acknowledged the guiding principles of the Hope and Bluefield cases, noting 

that: 

[Cost of capital] standards are effectively mandated by the 
landmark U.S. Supreme Court decisions Bluefield Water Works & 
Improvement Co. v. Public Service Commission of West Virginia, 
262 U.S. 679 (1923) (“Bluefield”) and Federal Power Commission 
v. Hope Natural Gas Company, 320 U.S. 391 (1944) (“Hope”).  
Meeting these requirements is necessary in order for a company to 
effectively meet the utility services requirements of its customers 
and provide an adequate and reasonable return to its investors, debt 
holders and equity holders, alike.5

Based on those standards, the consequence of the Commission’s decision in this 

case, therefore, should be to provide the Company with the opportunity to earn an ROE 

that is: (1) adequate to attract capital at reasonable terms, thereby enabling them to 

continue to provide safe and reliable natural gas service; (2) sufficient to ensure their 

financial integrity; and (3) commensurate with returns on investments in enterprises 

having corresponding risks.  The allowed ROE should enable the Company to finance 

capital expenditures at reasonable rates and maintain its financial flexibility over the 

period during which rates are expected to remain in effect.  To the extent the Company is 

 

4  As of October 1, 2010, Ameren Corporation completed the merger of its three Illinois electric and 
natural gas utilities: Central Illinois Public Service Co., Central Illinois Light Co., and Illinois Power 
Co. into a single public utility known as Ameren Illinois Company. References in my direct testimony 
to the “Companies” acknowledge that the April 2010 rate decision in Docket Nos. 09-0306-09-0311 
were for Central Illinois Public Service Co. (“AmerenCIPS”), Central Illinois Light Co. 
(“AmerenCILCO”), and Illinois Power Co. (“AmerenIP”), the three predecessor companies that were 
subsequently consolidated to form AIC.  

5  Illinois Commerce Commission Order, Docket Nos. 09-0306-09-0311(cons.), April 29, 2010, at 136. 
[clarification added] 
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provided the opportunity to earn its market-based cost of capital, neither customers nor 

shareholders are disadvantaged. 

Q. Is it important for a utility to be allowed the opportunity to earn a return 

that is adequate to attract equity capital at reasonable terms?   

A. Yes.  A return that is adequate to attract capital at reasonable terms enables the 

Company to provide safe, reliable natural gas service while maintaining its financial 

integrity.  While the “capital attraction” and “financial integrity” standards are important 

principles in normal economic conditions, the practical implications of those standards 

are even more pronounced in the current financial environment.  As discussed in more 

detail in Section V, continued equity market volatility, together with sustained increases 

in utility debt credit spreads (that is, the difference in debt yields of utilities varying credit 

ratings) have intensified the importance of maintaining a strong financial profile. 

V. CAPITAL MARKET ENVIRONMENT 163 

164 

165 
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170 

171 

172 

Q. Do economic conditions influence the required cost of capital and required 

return on common equity? 

A. Yes.  The required cost of capital, including the ROE and capital structure, is a 

function of prevailing and expected financial market conditions.  During times of capital 

market instability, risk aversion increases, which causes investors to seek the relative 

safety of U.S. Treasury debt, resulting in lower Treasury yields.  At the same time, 

current and expected market volatility, as measured by indicators such as the Chicago 

Board Options Exchange Volatility Index (“VIX”), increase.  A direct result of elevated 

volatility is a corresponding increase in the risk premium required by investors as 
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compensation for taking on the risks associated with equity ownership.  In addition, 

correlations of returns across industry segments increase, indicating that no one sector, 

including utilities, is a reliable “safe haven.”  To the extent that observable measures of 

instability and risk aversion remain elevated relative to historical norms, it would be 

incorrect to conclude that the cost of equity has materially decreased. 
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While there is little question that the capital market dislocation that began in late 

2008 has moderated somewhat over the past year, market instability and investor risk 

aversion remain at comparatively high levels.  That is especially true when viewed 

relative to the conditions that existed prior to the recent financial market dislocation.6  

Q. What analysis have you conducted to assess current capital market 

conditions? 

A. As discussed below, I considered several widely-recognized measures of investor 

risk sentiment, including: (1) credit spreads; (2) equity market volatility; (3) the 

relationship between the proxy companies average dividend yield and Treasury yields; 

and (4) the correlation of returns between the proxy companies and the broad market.  

Except where noted, I compared current market conditions to the two-year period prior to 

the 2007-2009 recession.  A shown on Table 2 (below), those metrics indicate that market 

instability remains measurably higher than the period prior to the recent recession. 

 

6  The National Bureau of Economic Research determined that the recent recession began in December 
2007 and ended in June 2009.  
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Table 2: Risk Sentiment Indicators – December 2010 vs. Long-Term Average7191 

 
December 

20108

Pre-recession 
(January 2006 

through 
November 2007) 

Long-Term 
Average 

Credit Spreads (Moody’s Utility Bond 
Index)    

A-rated bond to 10-year Treasury  2.43% 1.33% 2.19% 
Baa-rated bond to 10-year Treasury 2.94% 1.58% 2.60% 
Baa-rated bond to A rated bond 0.50% 0.25% 0.41% 
Market Volatility    
CBOE VXV and CBOE VIX Futures9 24.61% 14.87%10 20.40%11

Dividend Yield Spreads    
Proxy Group to 10-year Treasury -0.91% 1.12% 0.18% 
Return Correlations    
Utility Index to S&P 500 Index 81.38% 48.81% 59.12% 

A. Credit Spreads. 192 

193 

194 

195 

196 

197 

198 

199 

200 

201 

                                                

Q. How have credit spreads been affected by current market conditions? 

A.  The “credit spread” is the incremental return required by debt investors to take on 

the default risk associated with securities of differing credit quality.  Since U.S. Treasury 

securities are considered to have no default risk, credit spreads typically are measured by 

reference to benchmark Treasury securities.  From January 2000 through December 31, 

2010, the credit spread associated with the Moody’s A-rated utility bond index relative to 

the ten-year Treasury rate averaged approximately 2.19 percent (i.e., 219 basis points), 

and the Moody’s Baa-rated utility bond index credit spread averaged approximately 2.60 

percent (260 basis points).  Both the A and Baa utility bond index credit spreads are 

 

7  Source: Bloomberg Professional Service. 
8  90-trading day average as of December 31, 2010, except as noted otherwise.  
9  30-trading day average pricing of six month forward volatility.  Please note that the VIX is a one-

month measure of volatility, while the VXV is a three-month measure. 
10  Represents the average VIX measured from January 2006 to November 2007. 
11  Represents the long-term average VIX, measured from January 1990 to December 2010. 
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higher for the 90 days ending December 31, 2010 than the long-term average; the 90-day 

average credit spread associated with the Moody’s A-rated utility bond index credit 

spread currently is 2.43 percent, and the 90-day average credit spread for the Moody’s 

Baa-rated utility bond index currently is 2.94 percent.  In fact, as Chart 1 demonstrates, 

the current Baa yield spread is 136 basis points above the average credit spread 

immediately prior to the onset of the recent recession. 

Chart 1: Moody’s A and Baa Utility Bond Index Credit Spreads 

90-Day Moving Average 
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214 

It also is important to note that while credit spreads have moderated somewhat 

since the 2008-2009 financial crisis, the difference between the Baa and A-rated Utility 

Bond Index credit spreads was higher in December 2010 than the long-term average (see 

Chart 2, below).  In addition to the obvious point that maintaining a strong financial 
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215 

216 

217 

218 

219 

profile (resulting in a higher credit rating) helps to minimize the cost of borrowing, that 

finding also indicates that debt investors continue to have a heightened focus on 

incremental deteriorations in credit quality.   

Chart 2: Moody’s Utility Bond Index Baa-A Credit Spread 

90-Day Moving Average 
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Q. What are the implications of higher credit spreads as compared to the long-

term average? 

A. To the extent that credit spreads have increased, it is an observable measure of the 

capital markets’ increased risk aversion; increased risk aversion clearly is associated with 

an increased cost of equity.  In addition, there is a clear and well-established inverse 

relationship between the level of interest rates and the equity risk premium.  

Consequently, lower utility bond yields, which are a function of lower Treasury yields, 

but higher credit spreads, do not necessarily imply a correspondingly lower cost of 

equity.  
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It also is important to recognize that the currently low level of Treasury yields is 

not indicative of historically low levels of investor risk aversion.  Rather, it is the result of 

substantial government intervention in the capital markets.  Importantly, the Federal 

market intervention may itself be creating further uncertainty.  As a recent 
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The Fed’s latest “quantitative easing” program is designed to bring 
down interest rates, but some are moving up instead…Rates, which 
rise as the price falls, have risen lately as investors avoid U.S. 
government debt—including a new 30-year bond auctioned on 
Wednesday.  That has generated market anxiety that the Federal 
Reserve has lost control of rates and inflation expectations.12

Consequently, it would be incorrect to conclude that the current level of long-term 

Treasury yields is indicative of correspondingly low required equity returns. 

B. Equity Market Volatility 

Q. Please discuss changes in equity market volatility. 

A. A directly observable measure of market volatility is the Chicago Board Options 

Exchange Volatility Index (the “VIX”, as previously noted).  The VIX represents the 

implied (one month) volatility on the S&P 500 Index and as such, is an observable 

measure of investors’ expectations of volatility and, therefore, risk.  Since the inception 

of the VIX in 1990, its average has been approximately 20.40.13  During the pre-

recessionary period (i.e., January 2006 to November 2007), the VIX averaged 14.87, 

which is measurably below the long-term average.  In contrast, forward-looking estimates 

of volatility (as measured by futures prices on the VIX and the VXV index, which is a 

 

12  ‘QE2’ in the Dock: Some Yields Are Going Up, The Wall Street Journal, Mark Gongloff, November 
11, 2010.  

13  As discussed in Section VII, the 20.40 percent average volatility is approximately equal to the long run 
(i.e., 1926-2009) volatility of market returns reported by Morningstar, Inc. 
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three-month volatility index) are approximately 24.61, measurably above the long-term 

average.  Since there is a direct relationship between market volatility and the equity risk 

premium, the comparatively high forward-looking volatility measures indicate higher, not 

lower required equity returns. 

C. Yield Spreads 

Q. Please discuss your analysis of the relationship between dividend yields and 

Treasury yields.  

A. As a preliminary matter, the “yield spread” is the difference between dividends 

and long-term Treasury yields.  Investors often consider yield spreads in their assessment 

of security valuation and capital market conditions.  As shown in Chart 3, the 2008 – 

2009 financial dislocation created the first sustained inversion of the yield spread (based 

on the proxy group average dividend yield) in five years.  Prior to that time, the most 

recent period during which these yields were significantly inverted was from mid-2002 

through mid-2003, which itself was a period of credit and equity valuation contraction.   
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Chart 3: Treasury Yield/Dividend Yield Inversion 267 
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A 2009 article in The Wall Street Journal noted this same inverted relationship 

between utility dividend yields and the ten-year Treasury yield, observing that, “dividend 

yields have tended to track the yield on 10-year Treasurys closely.”14  The article went on 

to note that: 

Regulated utilities’ dividend yields decoupled from Treasury 
yields in December 2007, as the U.S. recession began.  After the 
initial flight to quality cut yields on Treasurys, particularly after 
Lehman Brothers collapsed in September 2008, the Federal 
Reserve’s policy of buying up government debt has helped keep 
them low.15

There are several reasons why the continued inversion is relevant in determining 

the Company’s cost of equity.  First, as suggested by the Wall Street Journal, investors 

often look to the relationships among financial metrics to assess current and expected 

280 

281 
                                                 

14  A Short Circuit in the Stock Market, The Wall Street Journal, Liam Denning, October 23, 2009, at 
C10. 

15  Ibid. 
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levels of market stability.  To the extent that such relationships materially and persistently 

deviate from long-term norms, it may be an indication of continuing or expected 

instability.  In the case of the yield spread, the fact that continued Federal intervention in 

the capital markets has been required to maintain relatively low Treasury yields 

introduces yet another significant element of capital market uncertainty.  Again, investors 

require increased returns to be compensated for taking on such risk.  The widened yield 

inversion, which began in late 2008, has continued since the article was published.  From 

January 2000 through September 15, 2008 (the time of the Lehman Brothers bankruptcy 

filing), the average yield on ten-year Treasury securities exceeded the proxy group 

average dividend yield by approximately 41 basis points.
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16  Considering the two-year 

period17 prior to the recession, the average yield on ten-year Treasury securities exceeded 

the proxy group average dividend yield by approximately 112 basis points.  As Chart 4 

indicates, the 90-day average yield spread as of December 31, 2010 was negative 91 basis 

points.     

 

16  It is common for utility stocks to trade such that their dividend yield is less than the ten-year Treasury 
yield.  See, for example, Credit Suisse, A Thought...Regulated Utilities = Investment Opportunity?, 
March 10, 2009, at 30. 

17  This analysis includes the 23 months beginning January 2006 and ending November 30, 2007, just 
prior to the start of the recent recession, as defined by the National Bureau of Economic Research.  
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Chart 4: Proxy Company Yield Spread 296 
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D. Return Correlations 

Q. What does the correlation between various asset classes suggest about 

market conditions? 

A. As equity volatility has continued at a comparatively elevated level, the 

correlation of returns among various asset classes and equity sectors has begun to 

increase, indicating that there are fewer “safe harbor” sectors for investors.  As noted in 

The Wall Street Journal, “stocks are trading in lock-step more than at any time since the 

1987 crash, and the trend has some analysts concerned.”
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18  As with other asset classes 

and equity market segments, utility stocks also have exhibited an increasing correlation 

with the broad market over the past several months.  As shown in Ameren Exhibit 3.1G, 

since January 2000, the average correlation between the proxy group and the S&P 500 

 

18  The Herd Instinct Takes Over, The Wall Street Journal, July 12, 2010.  See also “Macro” Forces in 
Markets Confound Stock Pickers, The Wall Street Journal, September 24, 2010. 
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has been approximately 59.12 percent, for the period from January 2006 through 

November 2007, the average correlation was 48.81 percent, while the average correlation 

for the 90 days ended December 31, 2010 was 81.38 percent.
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19   

There are two practical implications of those findings.  First, as the correlation 

between the proxy group and the broad market increases, it is less likely that investors 

will see natural gas distribution utility shares as “defensive” investments that would 

provide meaningful diversification benefits.  Consequently, market data does not support 

ROE results that are based on the use of long-term historical data.  Second, as the 

correlation increases, it is reasonable to expect that the Beta coefficient (which measures 

the relationship between the return on the broad market and the return on the subject 

security) also will increase.  As discussed later in my Direct Testimony, the increasing 

correlations between asset classes and the resulting increase in Beta coefficients supports 

the use of Beta coefficients (used in the CAPM) calculated over shorter time periods. 

Q. What conclusions do you draw from those analyses? 

A. First, these data clearly demonstrate that the current capital market continues to 

experience levels of risk aversion, volatility and instability that exceed their long-term 

averages.  The result, of course, is an increased, not a decreased cost of equity.  As noted 

in the June 2010 Federal Reserve Open Market Committee (“FOMC”) Minutes, during 

the period from April to June 2010, “[t]he spread between the staff’s estimate of the 

expected real return on equities over the next 10 years and an estimate of the expected 

real return on a 10-year Treasury note—a measure of the equity risk premium—increased 

 

19  Based on monthly returns, excluding dividends.  Correlations are calculated over 90 days. 
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from its already elevated level.”20  The December FOMC minutes noted that “the spread 

between staff’s estimate of the expected real return on equity for S&P 500 firms and the 

real 10-year Treasury yield- a rough measure of the equity risk premium- narrowed a bit, 

although it remained elevated relative to longer-run norms”.
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21   

While there are some modest signs of improvement in recent months, the cost of 

equity is still perceived to be higher than historical norms.  In addition, as shown by the 

increased correlations between the returns of the proxy group companies and the broader 

market, investors do not necessarily perceive utility companies as safe-haven investments 

during periods of financial market instability.  Finally, while certain capital market 

indices have moderated since the height of the financial crisis, both debt and equity 

investors are concerned with the potential that rising interest rates and persistently wide 

credit spreads could result in a diminished financial profile for utility companies.  This 

concern is especially relevant given that interest rates are projected to increase, thereby 

placing additional pressure on cash flow metrics and credit quality for utility companies 

such as AIC.   

VI. PROXY GROUP SELECTION 345 

346 

347 

348 

349 

350 
                                                

Q. Please explain why you have used a group of proxy companies to determine 

the cost of equity for AIC. 

A. First, it is important to bear in mind that the cost of equity for a given enterprise 

depends on the risks attendant to the business in which the company is engaged.  

According to financial theory, the aggregate value of a given company is equal to the 
 

20  Minutes of the Federal Open Market Committee, June 22-23, 2010, at 6.  Emphasis added. 
21  Minutes of the Federal Open Market Committee, December 14, 2010, at 5.  
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market value weighted average of the constituent business units.  The value of the 

individual business units reflects the risks and opportunities inherent in the business 

sectors in which those units operate.  In this proceeding, we are focused on estimating the 

cost of equity for the natural gas operations of AIC, a rate-regulated, wholly-owned 

subsidiary of Ameren Corporation.  Since the ROE is a market-based concept, and given 

that AIC is not publicly traded, it is necessary to establish a group of companies that are 

both publicly traded and comparable to AIC in certain fundamental business and financial 

respects to serve as its “proxy” in the ROE estimation process. 

Even if the Company were a publicly traded entity, it is possible that transitory 

events could bias its market value in one way or another over a given period of time.  A 

significant benefit of using a proxy group, therefore, is that it serves to attenuate the 

effects of anomalous events that may be associated with any one company.  As discussed 

later in my Direct Testimony, the proxy companies used in my analyses all possess a set 

of operating and risk characteristics that are substantially comparable to AIC, and thus 

provide a reasonable basis for the derivation and assessment of ROE estimates. 

The importance of selecting a proxy group that is similar in overall financial and 

business risk to the subject company was endorsed by the United States Court of Appeals 

for the District of Columbia (the “Court of Appeals”) in the Petal Gas Storage decision.  

In that decision, the Court of Appeals acknowledged that in developing a proxy group, 

the goal is to rely on companies that are of similar risk to the subject company: 

That proxy group arrangements must be risk-appropriate is the 
common theme in each argument.  The principle is well-
established.  See Hope Natural Gas Co., 320 U.S. at 603 (“[T]he 
return to the equity owner should be commensurate with returns on 
investments in other enterprises having corresponding risks.”); 
CAPP I, 254 F.3d at 293 (“[A] utility must offer a risk-adjusted 
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expected rate of return sufficient to attract investors.”).  The 
principle captures what proxy groups do, namely, provide market-
determined stock and dividend figures from public companies 
comparable to a target company for which those figures are 
unavailable.  CAPP I, 254 F.3d at 293–94.  Market determined 
stock figures reflect a company’s risk level and, when combined 
with dividend values, permit calculation of the “risk-adjusted 
expected rate of return sufficient to attract investors.”
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*** 

What matters is that the overall proxy group arrangement makes 
sense in terms of relative risk and, even more importantly, in terms 
of the statutory command to set “just and reasonable” rates, 15 
U.S.C. § 717c, that are “commensurate with returns on investments 
in other enterprises having corresponding risks” and “sufficient to 
assure confidence in the financial integrity of the enterprise . . . 
[and] maintain its credit and . . . attract capital,” Hope Natural Gas 
Co., 320 U.S. at 603.23

Thus, regulatory commissions and analysts alike recognize the importance of 

developing a proxy group that adequately represents the ongoing risks and prospects of 

the subject company.  

Q. Does the rigorous selection of a proxy group suggest that analytical results 

will be tightly clustered around average (i.e., mean) results? 

A. Not necessarily.  As discussed in greater detail in Section VII, the DCF approach 

is based on the theory that a stock’s current price represents the present value of its future 

expected cash flows.  Notwithstanding the care taken to ensure risk comparability, market 

expectations with respect to future risks and growth opportunities will vary from 

company to company.  Therefore, even within a group of similarly situated companies, it 

is common for analytical results to reflect a seemingly wide range.  At issue, then, is how 

 

22  Petal Gas Storage v. FERC, 496 F.3d 695, 699 (D.C. Cir. 2007). 
23 Ibid., at 7. 
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to select an ROE estimate in the context of that range.  As discussed throughout my 

Direct Testimony, that determination necessarily must be based on an assessment of the 

company-specific risks relative to the proxy group, together with the informed judgment 

and experience of the analyst. 

Q. Please provide a brief profile of AIC. 

A. AIC is a direct subsidiary of Ameren Corporation, and provides electricity to 

approximately 1,014,000 customers and natural gas distribution service to approximately 

813,000 customers in central and southern Illinois.  The Company’s net income 

accounted for 21.24 percent of its parent company’s total net income in 2009. 

Table 3: AIC Operating and Financial Results  

2007 to 2009 (millions of dollars)24 

 2007 2008 2009
Electric Customers 1,236,000 1,234,000 1,211,000
Gas Customers 830,000 822,000 813,000
Regulated Electric Op. Revenue $2,276 $2,222 $1,933
Regulated Gas Op. Revenue $1,101 $1,255 $1,001
Regulated Electric Margins $759 $817 $886
Regulated Gas Margins $317 $342 $359
Total Net Income $54 $38 $130
Total Net PPE $4,131 $4,295 $4,510

Ameren Corporation currently has Long Term Issuer credit ratings from S&P of 

BBB- (Outlook:  Stable), from Moody’s of Baa3 (Outlook:  Stable) and from Fitch 

Ratings of BBB  (Outlook:  Stable).  AIC, which is separately rated, has Long Term 

416 

417 

418 

                                                 

24  Ameren Corporation, SEC Form 10-K for the fiscal year ended December 31, 2009 at 13-14, 33, 
104, 122; for  the fiscal year ended December 31, 2008 at 112, 127; for the fiscal year ended 
December 31, 2007 at 105.  Please note that the Company’s SEC Form 10-K for the 2010 fiscal 
year was unavailable at the time of preparation of this Direct Testimony. 
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Issuer credit ratings of BBB- (Outlook: Stable) from Standard & Poor’s, and Baa3 

(Outlook: Stable) from Moody’s.
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25

Q. How did you select the companies included in your proxy group? 

A. The proxy group was selected based on the following criteria: 

• I began with the group of 12 companies that currently are classified as Natural 

Gas Utilities by Value Line.  Those companies include: AGL Resources, 

Atmos Energy, Laclede Group, New Jersey Resources, NICOR, Inc., 

NiSource Inc., Northwest Natural Gas, Piedmont Natural Gas, South Jersey 

Industries, Southwest Gas, UGI Corp., and WGL Holdings, Inc.; 

• I eliminated companies that are not covered by at least two utility industry 

equity analysts;   

• I eliminated companies that did not have senior bond and/or corporate credit 

ratings of BBB- to AA by Standard and Poor’s;  

• To incorporate companies that are primarily regulated gas distribution 

utilities, I have only included companies with at least 60.00 percent of 

operating income derived from regulated natural gas utility operations; and 

• I eliminated companies that were involved in mergers or acquisitions. 

Q. Based on those criteria, what was the composition of your proxy group? 

A. The criteria discussed above resulted in a proxy group consisting of the eight 

companies provided in Table 4 (below). 

 

25   The Company is not separately rated by Fitch Ratings. 
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Table 4: Proxy Group 439 

Company Ticker 
Atmos Energy ATO 
Laclede Group LG 
New Jersey  Resources NJR 
Northwest Natural Gas NWN 
Piedmont Natural Gas PNY 
South Jersey Industries SJI 
Southwest Gas Corp. SWX 
WGL Holdings, Inc. WGL 
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Q. Do you believe that a total of eight companies constitutes a sufficiently large 

proxy group? 

A. Yes, I do.  The analyses performed in estimating the ROE are more likely to be 

representative of the subject utility’s cost of equity to the extent that the chosen proxy 

companies are fundamentally comparable to the subject utility.  Because all analysts use 

some form of screening process to arrive at a proxy group, the group, by definition, is not 

randomly drawn from a larger population.  Consequently, there is no reason to place 

more reliance on the quantitative results of a larger proxy group simply by virtue of the 

resulting larger number of observations. 

Moreover, because I am using market-based data, my analytical results will not 

necessarily be tightly clustered around a central point.  Results that may be somewhat 

dispersed, however, do not suggest that the screening approach is inappropriate or the 

results less meaningful.  Further, including companies whose fundamental comparability 

is tenuous at best, simply for the purpose of expanding the number of observations does 

not add relevant information to the analysis.  
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VII. COST OF EQUITY ESTIMATION 456 
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Q. Please briefly discuss the ROE in the context of the regulated rate of return. 

A. Regulated utilities primarily use common stock and long-term debt to finance 

their permanent property, plant and equipment.  The overall rate of return (“ROR”) for a 

regulated utility is based on its weighted average cost of capital, in which the cost rates of 

the individual sources of capital are weighted by their respective book values.  While the 

costs of debt and preferred stock can be directly observed, the cost of equity is market-

based and, therefore, must be inferred from market-based information. 

Q. How is the required ROE determined? 

A. The required ROE is estimated by using one or more analytical techniques that 

rely on market-based data to quantify investor expectations regarding required equity 

returns, adjusted for certain incremental costs and risks.  By their very nature, 

quantitative models produce a range of results from which the market required ROE must 

be selected.  As discussed throughout my Direct Testimony, that selection must be based 

on a comprehensive review of relevant data and information, and does not necessarily 

lend itself to a strict mathematical solution.  As a general proposition, the key 

consideration in determining the cost of equity is to ensure that the methodologies 

employed reasonably reflect investors’ view of the financial markets in general, and the 

subject company (in the context of the proxy group) in particular. 

Q. What methods did you use to determine the Company’s ROE?  

A. Based on the Commission’s decision in Docket Nos. 09-0306-09-0311(cons.), I 

relied on the Multi-Stage DCF model and the CAPM as the primary analytical 
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approaches.26 I also considered an alternative Risk Premium approach as a corroborating 

methodology. 
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Q. Why do you believe it is important to use more than one analytical 

approach? 

A. It is important to use more than one approach because the cost of equity is not 

directly observable, and therefore must be estimated based on both quantitative and 

qualitative information.  When faced with the task of estimating the cost of equity, 

analysts and investors are inclined to gather and evaluate as much relevant data as 

reasonably can be analyzed.  As a result, a number of models have been developed to 

estimate the cost of equity.  

As a practical matter, however, all of the models available for estimating the cost 

of equity are subject to limiting assumptions or other methodological constraints.  

Consequently, many finance texts recommend using multiple approaches when 

estimating the cost of equity.  For example, Copeland, Koller and Murrin, suggest using 

the CAPM and Arbitrage Pricing Theory model, while Brigham and Gapenski, 

recommend the CAPM, DCF and “bond yield plus risk premium” approaches.   

In essence, analysts and academics understand that ROE models are tools to be 

used in the ROE estimation process and that strict adherence to any single approach, or 

the specific results of any single approach, can lead to flawed and irrelevant conclusions.  

 

26  In Docket Nos. 09-0306-09-0311(cons.), the Commission noted that while they have historically 
relied on the Constant Growth DCF model, the Commission relied on Staff’s non-constant DCF 
analysis, using an estimate of U.S. GDP growth as the long-term growth rate.  In addition, the 
Commission relied on the Staff’s CAPM model that used a forward-looking estimate of the market 
risk premium based on a DCF analysis of the S&P 500.  See Illinois Commerce Commission 
Order, Docket Nos. 09-0306-09-0311(cons.), April 29, 2010, at 214, 219. 
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That position is consistent with the Hope and Bluefield finding that it is the analytical 

result, as opposed to the methodology, that is controlling in arriving at ROE 

determinations.  A reasonable ROE estimate therefore considers alternative 

methodologies, observable market data, and the reasonableness of their individual and 

collective results.  
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Consequently, I believe it is both prudent and appropriate to use multiple 

methodologies in order to mitigate the effects of assumptions and inputs associated with 

relying exclusively on any single approach.  Such use, however, must be tempered with 

due caution as to the results generated by each individual approach.  Therefore, in light of 

the capital market conditions discussed above, I have relied on the multi-stage (or “non-

constant”) DCF model, the CAPM and the Risk Premium approaches.  The importance of 

considering multiple approaches was also recognized by the Commission, which noted in 

the Company’s most recent rate case that while the Commission traditionally has relied 

on the Constant Growth DCF model, in recent years it has also relied on and found value 

in the use of multi-stage DCF models and the CAPM approach in determining the 

appropriate ROE.27

A. DCF Model 

Q. Are DCF models widely used to determine the ROE for regulated utilities? 

A. Yes.  DCF models are widely used in regulatory proceedings and have sound 

theoretical bases, although neither the DCF model nor any other model can be applied 

without considerable judgment in the selection of data and the interpretation of results.  

 

27  Illinois Commerce Commission Order, Docket Nos. 09-0306-09-0311(cons.), April 29, 2010, at 
215 and 219. 
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In its simplest form, the DCF model expresses the cost of equity as the sum of the 

expected dividend yield and long-term growth rate. 

Q. Please describe the DCF approach. 

A. The DCF approach is based on the theory that a stock’s current price represents 

the present value of all expected future cash flows.  In its most general form, the DCF 

model is expressed as follows: 
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Where P0 represents the current stock price, D1 … D∞ are all expected future 

dividends, and k is the discount rate, or required ROE.  Equation [1] is a standard present 

value calculation that can be simplified and rearranged into the familiar form: 
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Equation [2] is often referred to as the “Constant Growth DCF” model in which 

the first term is the expected dividend yield and the second term is the expected long-

term growth rate.  The multi-stage model, which is an extension of the Constant Growth 

form, enables the analyst to specify growth rates over three distinct stages.  As with the 

Constant Growth form of the DCF model, the multi-period form defines the cost of 

equity as the discount rate that sets the current price equal to the discounted value of 

future cash flows.  Unlike the Constant Growth form, however, the multi-period model 

must be solved in an iterative fashion. 
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B. Multi-Stage DCF Model 537 
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Q. Please generally describe the structure of your multi-stage model. 

A. As noted above, the model sets the subject company’s stock price equal to the 

present value of future cash flows received over three “stages.”  In the first two stages, 

“cash flows” are defined as projected dividends.  In the third stage, “cash flows” equal 

both dividends and the expected price at which the stock will be sold at the end of the 

period (i.e., the “terminal price”).  I calculated the terminal price based on the Gordon 

model, which defines the price as the expected dividend divided by the difference 

between the cost of equity (i.e., the discount rate) and the long-term expected growth rate.  

In essence, the terminal price is defined by the present value of the remaining “cash 

flows” in perpetuity.  In each of the three stages, the dividend is the product of the 

projected earnings per share and the expected dividend payout ratio.  A summary 

description of the model is provided in Table 5 (below). 

Table 5: Multi-Stage DCF Structure 

Stage 0 1 2 3 

Cash Flow 
Component 

Initial Stock 
Price 

Expected 
Dividend 

Expected 
Dividend  

Expected 
Dividend + 
Terminal Value 

Inputs 

Stock Price 
Earnings Per 
Share (EPS) 
Dividends Per 
Share (DPS) 

Expected EPS 
Expected DPS 

Expected EPS 
Expected DPS 

Expected EPS 
Expected DPS 
Terminal Value 
 

Assumptions  

30, 90, and 
180-day  
Average Stock 
Price 

EPS Growth Rate 
Payout Ratio 

Growth Rate 
Change 
Payout Ratio 
Change 

Long-term 
Growth Rate 
Long-term Payout 
Ratio 

551  
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Q. What are the specific benefits of a three-stage model? 552 
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A. Because the second stage allows for a transition from the first stage growth rate to 

the long-term growth rate, it avoids the often unrealistic assumption that growth will 

change immediately between the first and final stages.  In my view, that additional 

flexibility is very important when, as is the case with natural gas utilities, there is an 

expected period of high capital expenditures in the near and intermediate terms.  

Moreover, because the model projects dividends as the product of earnings and the 

payout ratio, it adds the important ability to recognize that during periods of high capital 

expenditures, payout ratios may be somewhat lower than they otherwise would be. 

It also is very important to note that while the model calculates the cost of equity 

based on expected dividends, it does not rely solely on Value Line for dividend growth 

rate projections.  In my experience, a common and legitimate criticism of DCF models 

that rely on projected dividend growth rates (especially in the Constant Growth form of 

the model) is that Value Line is the sole source of such projections.  While the form of 

the multi-stage model I have used relies on Value Line for projected payout ratios, the 

potential bias resulting from reliance on a single analyst is mitigated by the use of 

consensus earnings forecasts.  The model also enables the analyst to assess the 

reasonableness of the inputs and results by reference to certain market-based metrics.  For 

example, when using the Gordon model approach to estimate the terminal price, the stock 

price estimate can be divided by the expected earnings per share in the final year to 

calculate an average P/E ratio.  To the extent that the projected P/E ratio is inconsistent 
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with either historical or expected levels, it may indicate incorrect or inconsistent 

assumptions within the balance of the model
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28. 

Q. Has the Commission previously relied on a Multi-Stage DCF model?  

A. Yes, it has.  In establishing the authorized ROE in Docket Nos. 09-0306-09-

0311(cons.), the Commission relied in part on the multi-stage DCF model proposed by 

Staff witness Freetly.  In that case, the Commission noted that while it had traditionally 

relied on the Constant Growth DCF model, it recently had begun to rely on the non-

constant growth form of the DCF model since it provides the ability to address concerns 

regarding the use of analysts’ current estimates of future growth in perpetuity (as would 

be the case in the Constant Growth DCF model).  Staff Witness Freetly’s model was a 

three stage model that relied on analysts’ estimates of growth in the first stage, estimated 

proxies of U.S. Gross Domestic Product (“GDP”) growth as the long-term growth rate 

and interpolated an intermediate term growth rate between those two estimates.29

Q. Please summarize your inputs to the Multi-Stage DCF model. 

A. I applied the multi-period model to the proxy group described earlier in my Direct 

Testimony.  My assumptions with respect to the various model inputs are described in 

Table 6 (below). 

 

28  As shown in Ameren Exhibit 3.2, the terminal P/E ratio for each of the proxy group companies is 
within the historical range. 

29  Illinois Commerce Commission Order, Docket Nos. 09-0306-09-0311(cons.), April 29, 2010, at 
215, 219.   
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Table 6: Multi-Stage DCF Model Assumptions 590 

Stage 0 1 2 3 
Stock Price 30, 90, and 180-

day average 
stock price as of 
December 31, 
2010 

   

Earnings Growth 2009 actual 
EPS escalated 
to 2010 by 
period 1 growth 
rate 

EPS growth as 
average of (1) 
Value Line; (2) 
Zacks; and (3) 
First Call 
projected 
growth rates 

Transition to 
Long-term GDP 
growth 

Long-term GDP 
Growth 

Payout Ratio  Value Line 
company-
specific 

Transition to 
long-term 
industry average 
payout ratio 

Long-term 
median historical 
payout ratio for 
the natural gas 
industry 

Terminal Value    Expected 
dividend in final 
year divided by 
solved cost of 
equity less long- 
term growth rate  

 591 

592 

593 

594 

595 

596 

597 

                                                

Q. How did you calculate the long-term GDP growth rate? 

A. The long-term growth rate of 5.72 percent is based on the real GDP growth rate of 

3.28 percent from 1929 through 2009,30 and an inflation rate of 2.37 percent.  The GDP 

growth rate is calculated as the compound growth rate in the chain-weighted GDP for the 

period from 1929 through 2009.  The rate of inflation of 2.37 percent is based on the 

average of the long-term projected growth rate in the Consumer Price Index (“CPI”), as 

 

30  Source: Bureau of Economic Analysis, December 22, 2010 update. 
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reported by Blue Chip Financial Forecast of 2.40 percent31 and the compound annual CPI 

growth rate of 2.34 percent projected by the Energy Information Administration (“EIA”) 

in the 2010 Annual Energy Outlook.
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 32    

Q. What were your specific assumptions with respect to the payout ratio? 

A. As noted in Table 6, for the first two periods I relied on the first year and long-

term projected payout ratios reported by Value Line for each of the proxy group 

companies.  I then assumed that by the end of the second period (i.e., the end of year 10), 

the payout ratio will converge to the long-term industry median payout ratio of 71.18 

percent.  Given the elevated level of capital expenditures that the industry is facing over 

the coming three to five years, I believe that it is reasonable to assume that in general, 

payout ratios will decline in the near term, but revert to the long-term median over the 

long-term.  I estimated the long-term payout ratio to be the average median of the 

historical payout ratio for all twelve companies included in the Value Line natural gas 

utility universe since 1987, as available.  

C. Discounted Cash Flow Model Results 

Q. Please summarize the results of your DCF analyses. 

A. Table 7 (below), (see also Ameren Exhibit 3.2), presents the results of the Multi-

Stage DCF analysis.  Using the Gordon model to calculate the terminal stock price, the 

Multi-Stage DCF analysis produces a range of results from 9.51 percent to 11.24 percent. 

 

31 Blue Chip Financial Forecast, Vol. 29, No. 12, December 1, 2010, at 14.  The long-term average 
growth rate in CPI is for the period from 2017 through 2021.  

32  EIA 2010 Annual Energy Outlook, Table A20.  Macroeconomic Indicators, Update AEO2010 
Reference March 2010.  Please note that 5.72% = [(1+3.28%) x (1+2.37%)]-1. 
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Table 7: Multi-Stage Discounted Cash Flow Analysis Results 617 

 Low Mean High 
30-Day Average 9.51% 10.09% 10.98% 
90-Day Average 9.66% 10.18% 11.15% 
180-Day Average 9.87% 10.34% 11.24% 

Q. Did you undertake any additional analyses to support your DCF model 

results?  
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A. Yes.  As noted earlier, I also used the Capital Asset Pricing Model and the Risk 

emium approach as means of assessing the reasonableness of my DCF results. 

D. CAPM Analysis 

Q. Please briefly describe the general form of the Capital Asset Pricing Model. 

A. The CAPM is a risk premium approach that estimates the cost of equity for a 

given security as a function of a risk-free return plus a risk premium (to compensate 

investors for the non-diversifiable or “systematic” risk of that security).  As shown in 

Equation [3], the CAPM is defined by four components, each of which theoretically must 

be a forward-looking estimate: 

Ke = rf + β(rm – rf)  [3] 

 where:  

 Ke = the required market ROE; 

 β = Beta of an individual security; 

 rf = the risk-free rate of return; and 

 rm = the required return on the market as a whole. 

In this specification, the term (rm – rf) represents the market risk premium.  

According to the theory underlying the CAPM, since unsystematic risk can be diversified 
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away, investors should be concerned only with systematic or non-diversifiable risk.  Non-

diversifiable risk is measured by Beta, which is defined as: 

β = 
)(

),(

m

me

rVariance
rrCovariance

  [4] 639 
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The variance of the market return, noted in Equation [4], is a measure of the 

uncertainty of the general market, and the covariance between the return on a specific 

security and the market reflects the extent to which the return on that security will 

respond to a given change in the market return.  Thus, Beta represents the risk of the 

security relative to the market. 

Q. Has the CAPM been affected by recent economic conditions?  

A. Yes.  Recent market conditions have affected the CAPM model in a number of 

important ways.  First, as noted above, the risk free rate, “rf,” in the CAPM formula is 

represented by the interest rate on long-term U.S. Treasury securities.  During the 

financial dislocation, investors reacted to the extraordinary levels of market volatility 

discussed earlier by investing in low-risk securities such as Treasury bonds.  

Consequently, the first term in the model (i.e., the risk-free rate) is lower than it would 

have been absent the elevated degree of risk aversion that has, at least in part, resulted in 

historically low Treasury yields.  

In addition, as a result of the extraordinary loss in equity values during 2008, the 

Market Risk Premium, when measured on a historical basis, actually decreased from the 

prior year, even though other measures of investor sentiments, including market volatility 

and credit spreads, indicated extremely high levels of risk aversion.  That result is, of 
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course, counter-intuitive.  While the 2009 market rally resulted in a somewhat higher 

historical Market Risk Premium, it still remains below its pre-financial crisis level.   

Finally, Beta estimates reported by Value Line and Bloomberg calculate the Beta 

coefficient for each company over historical periods of 60 and 24 months, respectively.  

As noted earlier, during the recent financial market dislocation, the relationship between 

the returns of the proxy group companies and the S&P 500 was considerably different 

than has been experienced in the current market environment.  Both the Value Line and 

Bloomberg Beta estimates are calculated over longer historical time periods that include 

the effects of the financial market dislocation, resulting in Beta estimates that are much 

lower than what has been experienced historically in markets similar to the current 

market environment.  For example, in September 2008, the period prior to the Lehman 

Brothers bankruptcy filing, the average Beta estimate for my proxy group was 0.800.  As 

shown in Ameren Exhibit 3.3G, the average of the Value Line and Bloomberg Beta 

estimates for the proxy group is currently 0.703, which would suggest a lower CAPM 

estimate notwithstanding the continued volatility in the capital markets.   

Q. With those qualifications in mind, what assumptions did you use in your 

CAPM model? 

A. Since both the DCF and CAPM models assume long-term investment horizons, I 

used the current 30-day average yield on 30-year Treasury bonds (i.e., 4.36 percent) and 

the near-term projected 30-year Treasury yield (i.e., 4.63 percent) as my estimate of the 

risk-free rate.   
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Q. What Market Risk Premia did you use in your CAPM model? 679 
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A. For the reasons discussed above, I did not use a historical average; rather, I 

developed two forward-looking (ex-ante) estimates.   

Q. Please describe your first approach to estimating the market risk premium. 

A. The first approach is based on the required return on the S&P 500 Index, less the 

current 30-year Treasury bond yield.  The required return on the S&P 500 is calculated 

using the constant growth DCF model discussed earlier in my testimony for the 

companies in the S&P 500 index for which long-term earnings projections are available 

(the companies with such projections represent 98.68 percent of the index market 

capitalization). 

Q. Please describe the second approach used to estimate the ex-ante market risk 

premium. 

A. The second approach assumes a constant Sharpe Ratio, which is the ratio of the 

risk premium relative to the risk, or standard deviation of a given security or index of 

securities.  The Sharpe Ratio is relied upon by financial professionals to assess how much 

additional return an investor receives for holding a risky (i.e., more volatile) asset rather 

than a risk-free (i.e., less volatile) asset.  The formula for calculating the Sharpe Ratio is 

expressed as follows: 

S(X) = (Rx – Rf)/Std Dev (X)   [5] 

where: 

 X = the investment; 

 Rx = the average return of X; 

 Rf = the rate of return of a risk free security; and 
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 Std Dev = the standard deviation of rx.702 
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As shown in Ameren Exhibit 3.4G, the constant Sharpe Ratio is the ratio of the 

historical market risk premium of 6.70 percent (the numerator of Equation 5) and the 

historical market volatility of 20.40 percent (the denominator of Equation 5).33 The 

expected market risk premium is then calculated as the product of the Sharpe Ratio and 

the expected market volatility.  For the purpose of that calculation, I used the thirty-day 

average of the Chicago Board Options Exchange’s (“CBOE”) three-month volatility 

index (i.e., the VXV) and the average of settlement prices over the same thirty-day period 

of futures on the CBOE’s one-month volatility index (i.e., the VIX) for April through 

June 2011. 

Q. How did you apply your projected market risk premium estimates? 

A. I relied on each of the projected market risk premia to calculate the CAPM model 

using both the current and near-term projected 30-year Treasury bond yields as the risk 

free rate.  As noted in Ameren Exhibit 3.4G, the use of current and projected market risk 

premia and risk free rates produces a range of results that substantially overlaps the range 

of results produced by the other calculation methodologies. 

Q. What Beta did you use in your CAPM model? 

A. With respect to Beta, I considered two methods of calculation.  My first approach 

simply employs the average reported Beta from Bloomberg and Value Line for the proxy 

group companies.  While both of those services adjust their calculated (or “raw”) Betas to 

 

33  The standard deviation is easily calculated from the Morningstar data.  See also Morningstar Inc., 
2009 Ibbotson, Stocks, Bonds, Bills and Inflation, Valuation Yearbook, Large Company Stocks: 
Total Returns Table B-1, at 166-167.  
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reflect the tendency of Beta to regress to the market mean of 1.00, Value Line calculates 

Beta over a five-year period, while Bloomberg’s calculation is based on two years of 

data.  As discussed earlier, however, current market conditions are such that the volatility 

of the proxy group stock prices has been increasing relative to the broad market.  

Consequently, Betas calculated over a more recent time period provide a more current 

view as to investors’ perspectives with respect to “systematic” risk. 
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Q. Please describe how you calculated the mean adjusted Beta for your proxy 

group. 

A. As noted in Equation [4], Beta is calculated as the ratio of the covariance between 

the individual security returns and the market returns, to the variance of the market 

returns.  To arrive at a single estimate of Beta for the proxy group, I first averaged the 

weekly returns of the eight companies in the proxy group.  Calculating the covariance 

between the proxy group’s mean weekly returns and the weekly returns of the S&P 500 

for the most recent twelve months produces the numerator of the Beta calculation for the 

proxy group.  As noted above, the denominator in the calculation is the variance of 

weekly returns for the S&P 500.34  As shown in Ameren Exhibit 3.5G, this methodology 

results in a proxy group mean raw Beta of 0.793.  Adjusting the raw Beta for the 

tendency to regress toward the market Beta of 1.0 results in an adjusted Beta of 0.862. 

 

34  It is worthwhile noting that averaging eight individual betas for each of the proxy group 
companies would produce the same result as calculating a single beta based on the average of the 
eight companies’ weekly returns. 
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Q. How and why did you adjust the raw Beta? 740 
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A. I adjusted my raw Beta consistent with the methodology used by Bloomberg.  

This approach multiplies the raw Beta by 0.67, and adds 0.33 to that product.  The 

purpose of such an adjustment is to reflect the results of substantial academic research 

indicating that over time raw Betas tend to regress to the market mean of 1.00.35

Q. Please explain why you relied on a twelve-month estimate of the proxy group 

mean adjusted Beta. 

A. As noted earlier, Beta estimates reported by Value Line and Bloomberg calculate 

the Beta for each company over historical periods of 60 and 24 months, respectively.  

During the recent financial market dislocation, the relationship between the returns of the 

proxy group companies and the S&P 500 was considerably different than has been 

experienced in the current market environment.  In order to develop a cost of equity 

estimate that does not reflect an anomalous historical period, it is reasonable to rely on a 

near-term calculation of Beta to reflect the current relationship between the proxy group 

companies and the S&P 500.  In order to capture a more current period than the 

Bloomberg two-year calculation period, I based my analysis on a twelve-month 

calculation period.  Chart 5 (below) illustrates the relationship between the covariance of 

average weekly returns for the proxy group and the variance in the returns of the S&P 

500, the two components of the Beta calculation.   

 

35  The regression tendency of Betas to converge to 1.0 over time is well known and widely discussed 
in financial literature.  See Blume, Marshall E., On the Assessment of Risk, The Journal of 
Finance, Vol. 26, No. 1, March 1971, at 1-10. 
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Chart 5: Proxy Group Average Covariance and S&P 500 Variance 759 
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Chart 5 demonstrates that since September 2009, the difference between the 

average covariance for the proxy group weekly returns and the variance in the S&P 500 

weekly returns, calculated on a moving twelve-month basis, has narrowed significantly.  

Since Beta is the ratio of the covariance to the variance, that increasingly small difference 

indicates that the proxy company stock prices have become increasingly volatile relative 

to the broad market.  Consequently, over the past several months, the proxy group 

average Beta has been steadily increasing.  

Q. Is your calculated Beta of 0.862 consistent with levels that were observed 

prior to the financial market crisis? 

A. Yes.  In September 2007, one year prior to the Lehman Brothers bankruptcy 

filing, the average Beta for my proxy group companies, as reported by Value Line, was 

0.813.  In September 2008, the Beta for this same group was 0.800.  Based on those 
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historical measures, it is my view that the twelve-month average calculated Beta of 0.862 

is reasonable compared to levels before the financial market crisis. 

Q. How did you apply your CAPM? 

A. I relied on the ex-ante risk premium and near-term Beta to calculate the CAPM 

model using both the current 30-day average yield on the 30-year Treasury bond and 

near-term projections of the 30-year Treasury bond yield as the risk-free rate.  As noted 

in Ameren Exhibit 3.4G, the use of ex-ante market risk premia and risk-free rates 

produces a range of results that is generally consistent with the range of results produced 

by the other calculation methodologies.   

Q. What are the results of your CAPM analyses? 

A. As shown in Table 8 (below), (see also Ameren Exhibit 3.4G), the results of my 

CAPM analysis, using the current Beta estimate suggests a mean ROE  range of returns 

from 11.33 percent to 12.57 percent.  My CAPM analysis using the average historical 

Beta produces a range of returns from 10.05 percent to 11.10 percent.  
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Table 8: Forward-Looking CAPM Results 788 

 
Current 30-Year Treasury 

(4.36%) 
Near Term Projected 30-Year 

Treasury (4.63%) 
 Current Beta 
Sharpe Ratio Derived 
Market Risk Premium 11.33% 11.60% 

Market  DCF Derived 
Market Risk Premium 12.30% 12.57% 

 Average Historical Beta 
Sharpe Ratio Derived 
Market Risk Premium 10.05% 10.31% 

Market DCF Derived 
Market Risk Premium 10.84% 11.10% 

Q. Does your ROE recommendation substantially rely on any of the CAPM 

models you presented in Ameren Exhibit 3.4G? 
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A. While I have primarily relied on the results of the DCF model, consistent with the 

Commission’s approach in the Company’s last case, I have considered the CAPM results 

in determining a reasonable recommendation for the Company’s ROE from within the 

range of results established by the DCF model.   

E. Bond Yield Plus Risk Premium Analysis 

Q. Please describe the bond yield plus risk premium approach you employed. 

A. In general terms, this approach is based on the fundamental principal that equity 

investors bear the residual risk associated with ownership and therefore require a 

premium over the return they would have earned as a bondholder.  That is, since returns 

to equity holders are more risky than returns to bondholders, equity investors must be 

compensated to bear that risk.  Risk premium approaches, therefore, estimate the cost of 

equity as the sum of the equity risk premium and the yield on a particular class of bonds.  

As noted in my discussion of the CAPM, since the equity risk premium is not directly 
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observable, it typically is estimated using a variety of approaches, some of which 

incorporate ex-ante estimates of the cost of equity, and others that consider historical, or 

ex-post, estimates.  In the case of the CAPM, those estimates are with respect to the 

return on the broad market.  An alternative approach is to use actual authorized returns 

for natural gas utilities as the measure of the cost of equity to determine the equity risk 

premium.  
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Q. What did your bond yield plus risk premium analysis reveal? 

A. As shown on Chart 6, from 1992 through 2010, there was, in fact, a strong 

negative relationship between risk premia and interest rates.  To estimate that 

relationship, I conducted a regression analysis using the following equation: 

RP = a + b x (T) [6] 

 where: 

  RP = Risk Premium (difference between allowed ROEs and the 30-Year 

Treasury   Yield); 

  a = Intercept term; 

  b = Slope term; and 

  T = 30-Year Treasury Yield. 

Data regarding allowed ROEs was derived from 409 natural gas distribution rate 

cases from 1992 through December 31, 2010 as reported by Regulatory Research 

Associates.  The equation’s coefficients were statistically significant at the 99.00 percent 

level.36

 

36  In order to ensure that the regression coefficients were not biased as a result of serially correlated 
error terms, the equation presented in Ameren Exhibit 3.6 was also estimated using the Prais-
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Chart 6: Risk Premium Results 825 
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As shown in Ameren Exhibit 3.6G, from 1992 through December 31, 2010 the average 

risk premium was approximately 5.36 percent.  Based on the regression coefficients 

shown on Chart 6 (above), however, the current risk premium would be 6.10 percent 

when using the current 30-day average of the 30-year Treasury bond yield, resulting in an 

ROE of 10.46 percent.  As shown in Ameren Exhibit 3.6G, using historical and projected 

measures of the 30-Year Treasury Yield, the ROE would range from 10.46 percent to 

10.88 percent.  It is important to note, however, that this estimate does not include the 

effect of the Company’s specific risk factors, as discussed in the following section of my 

Direct Testimony. 

 

Winsten corrective routine.  That equation continues to produce a negative slope coefficient and a 
range of ROE estimate of approximately from 10.54 percent to 10.89 percent.  
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VIII. REGULATORY AND BUSINESS RISKS 836 
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Q. Do the mean DCF, CAPM, and Risk Premium results for the proxy group 

provide an appropriate estimate of the cost of equity for AIC?  

A. No, the mean results do not necessarily provide an appropriate estimate of the 

Company’s cost of equity.  In my view, there are several additional factors that must be 

taken into consideration when determining where the Company’s cost of equity falls 

within the range of results, including the Company’s regulatory risks relative to the proxy 

group and variable weather risk.  These risk factors, which are discussed below, should 

be considered with respect to their overall effect on the Company’s business risk.  I also 

considered the costs associated with the flotation of common stock when determining 

where, within the range of results, the Company’s ROE falls. 

A. Regulatory Risks 

Q. How does the regulatory environment in which a utility operates affect its 

access to and cost of capital? 

A. The regulatory environment can significantly affect both the access to, and cost 

of, capital in several ways.  First, the proportion and cost of debt capital available to 

utility companies are influenced by the rating agencies’ assessment of the regulatory 

environment.  As noted by Moody’s, “the predictability and supportiveness of the 

regulatory framework in which a regulated utility operates is a key credit consideration 

and the one that differentiates the industry from most other corporate sectors.”37  

Moody’s further noted that: 

 

37  Moody’s Global Infrastructure Finance, Regulated Electric and Gas Utilities, August 2009, at 6. 
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For a regulated utility company, we consider the characteristics of 
the regulatory environment in which it operates.  These include 
how developed the regulatory framework is; its track record for 
predictability and stability in terms of decision making; and the 
strength of the regulator’s authority over utility regulatory issues.  
A utility operating in a stable, reliable, and highly predictable 
regulatory environment will be scored higher on this factor than a 
utility operating in a regulatory environment that exhibits a high 
degree of uncertainty or unpredictability.  Those utilities operating 
in a less developed regulatory framework or one that is 
characterized by a high degree of political intervention in the 
regulatory process will receive the lowest scores on this factor.
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38

S&P notes that regulatory commissions should eliminate, or at least greatly 

reduce, the issue of rate-case lag.39  Moody’s agrees that timely cost recovery is an 

important determinant of credit quality, stating that “[t]he ability to recover prudently 

incurred costs in a timely manner is perhaps the single most important credit 

consideration for regulated utilities, as the lack of timely recovery of such costs has 

caused financial stress for utilities on several occasions.”40  Similarly, Fitch Ratings 

(“Fitch”) notes that in the current environment of rising costs, utilities will require more 

frequent rate increases to maintain financial results, resulting in further exposure to 

regulatory risks.41

It also is important to recognize that regulatory decisions regarding the authorized 

ROE and capital structure have direct consequences for the subject utility’s internal cash 

flow generation (sometimes referred to as “Funds Flow from Operations”, or “FFO”).  

Since credit ratings are intended to reflect a company’s ability to fund financial 

obligations, the ability to internally generate the cash flows required to meet those 
 

38  Ibid. 
39  Standard and Poor’s, Assessing Vertically Integrated Utilities’ Business Risk Drivers, U.S. 

Utilities and Power Commentary, November 2006, at 10. 
40  Moody’s, Global Infrastructure Finance, Regulated Electric and Gas Utilities, August 2009, at 7.  
41  Fitch Ratings, U.S. Utilities, Power, and Gas 2010 Outlook, December 4, 2009, at 1. 
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obligations (and to provide an additional amount for unexpected events) is of critical 

importance to debt investors.  Two of the most important metrics used to assess that 

ability are the ratios of FFO to debt, and FFO to interest expense, both of which are 

directly affected by regulatory decisions regarding the appropriate rate of return and 

capital structure.  
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Q. Please explain how credit rating agencies consider regulatory risk in 

establishing a company’s credit rating.  

A. While both S&P and Moody’s consider regulatory risk in establishing credit 

ratings, Moody’s has published a report quantifying the importance of this metric.  

Moody’s establishes credit ratings based on four key factors: (1) regulatory framework; 

(2) the ability to recover costs and earn returns; (3) diversification; and (4) financial 

strength, liquidity, and key financial metrics.  Of these criteria, regulatory framework and 

the ability to recover costs and earn returns are each given a broad rating factor of 25.00 

percent.  Therefore, Moody’s assigns regulatory risk a 50.00 percent weighting in the 

overall assessment of business and financial risk for regulated utilities.42   

Q. What are your conclusions regarding regulatory guidelines and capital 

market expectations? 

A. The regulatory environment is one of the most important issues considered by 

both debt and equity investors in assessing the risks and prospects of utility companies.  

From the perspective of debt investors, the authorized return should enable the Company 

to generate the cash flow needed to meet its near-term financial obligations, make the 

 

42  Moody’s Global Infrastructure Finance, Regulated Electric and Gas Utilities, August 2009, at 4. 
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capital investments needed to maintain and expand its system, and maintain sufficient 

levels of liquidity to fund unexpected events.  This financial liquidity must be derived not 

only from internally generated funds, but also by efficient access to capital markets. 
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Moreover, because fixed income investors have many investment alternatives, 

even within a given market sector, the Company’s financial profile must be adequate on a 

relative basis to ensure its ability to attract capital under a variety of economic and 

financial market conditions.  From the perspective of equity investors, the authorized 

return must be adequate to provide a risk-comparable return on the equity portion of the 

Company’s capital investments.  In a recent report regarding Ameren Corporation, for 

example, Wells Fargo noted that, “…risks to our valuation include unfavorable 

regulatory outcomes.”43  Because equity investors are the residual claimants on cash 

flows (which is to say that the equity return is subordinate to interest payments), they are 

particularly concerned with regulatory uncertainty and its effect on future cash flows. 

Q. Have you conducted any analysis of investor’s perceptions of the regulatory 

environment in which AIC operates compared to the proxy group companies? 

A. Yes, I have.  In order to assess investors’ view as to the Company’s regulatory 

environment, I considered the jurisdictional rankings developed by both Standard and 

Poor’s44 and Regulatory Research Associates (“RRA”).45  S&P ranks regulatory 

jurisdictions on a five tier scale from least credit supportive to most credit supportive.  To 

compare AIC’s regulatory environment to the proxy group, I used a numerical approach 

that ranks jurisdictions from 5 to 1, with S&P’s ranking convention.  Under that 
 

43  Wells Fargo, Equity Research: Ameren Corp., November 9, 2010, at 1. 
44  Standard and Poor’s, Assessing U.S. Utility Regulatory Environments, updated March 12, 2010, at 1-2. 
45  Regulatory Research Associates, State Regulatory Evaluations, October 8, 2010, at 2. 
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approach, higher values indicate a more credit supportive jurisdiction.  I applied that 

ranking system to the proxy group companies by regulatory jurisdiction.  For each proxy 

group company that operates in multiple jurisdictions, I considered the ranking for each 

regulatory jurisdiction in which they operate.  As shown in Ameren Exhibit 3.7g, S&P’s 

average ranking of the proxy group companies, using the simple average of the 

jurisdictions in which they operate, is 2.71 (i.e., generally credit supportive) whereas 

AIC’s ranking is 2.00 (i.e. less credit supportive).  The Company’s Illinois operations 

have a ranking of 2.00, or “Less Credit Supportive,” which represents an improved 

rating; in March 2010, S&P changed Illinois from “Least Credit Supportive” based on its 

perception that regulation had returned to a stable state. However, credit rating agencies 

recently have raised concerns with the Company’s increasing regulatory risk subsequent 

to that date. 
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Q. With the improvement in the S&P rating for the Illinois regulatory 

environment from “least credit supportive” to “less credit supportive”, and the 

Company’s credit ratings improving from non-investment grade to investment 

grade in 2008 (S&P) and 2009 (Moody’s), does this mean the Company’s risk is less 

than that of the proxy group? 

A. No.  AIC still faces significant regulatory risk.  S&P, in fact, “views the 

[C]ompany’s regulatory risk as rising.”46  In October 2010, Moody’s indicated that “rate 

case outcomes have also renewed our concern about political and regulatory risk for the 

company in Illinois and the stability of AIC’s ratings over the long-term is highly 

 

46  Standard and Poor’s, Global Credit Portal Ratings Direct: Ameren Illinois Co., December 29, 2010, at 
2.  [clarification added]. 
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dependent on future outcomes of future rate cases” 47 and that “the stable outlook is 

contingent on future rate case outcomes being more supportive of credit quality.”
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 48

Q. Have you conducted a similar analysis using the RRA ranking system? 

A. Yes, I have.  RRA rates regulatory jurisdictions from the perspective of investors, 

and assigns ratings of “Above Average,” “Average,” or “Below Average.”  RRA further 

distinguishes jurisdictions within those respective categories by applying ratings of 1, 2 

or 3, with a rating of “1” being the strongest.  In describing its ranking system, RRA 

notes that: 

The evaluations are assigned from an investor perspective and 
indicate the relative regulatory risk associated with the ownership 
of securities issued by each jurisdiction's electric and gas utilities.  
Each evaluation is based upon our consideration of the numerous 
factors affecting the regulatory process in the state, and is changed 
as major events occur that cause us to modify our view of the 
regulatory risk accruing to the ownership of utility securities in that 
individual jurisdiction.49

Illinois (together with one other jurisdiction) currently is rated “Below Average 

2”; only one other jurisdiction received a lower rating.  Regarding Illinois’ regulatory 

environment, RRA notes: 

[R]estrictive rate decisions that were recently issued for the 
Ameren utilities could portend a return to a more restrictive 
regulatory climate in the state in the coming years.  The returns on 
equity (ROEs) accorded the utilities in these proceedings were 
significantly below the average ROE authorized energy utilities 
nationwide over the past 12 months and the equity returns 
authorized in the companies' 2008 rate proceedings.50

 

47  Moody’s Investor Service, Rating Action: Moody’s affirms ratings of Ameren Illinois Company upon 
reorganization, October 5, 2010, at 1. 

48  Ibid. 
49  Ibid., at 1. 
50  Regulatory Research Associates, Illinois Regulatory Review, Updated June 11, 2010, at 2. 
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To compare AIC’s regulatory environment to the proxy group, I used the same 

numerical ranking process that I applied to the S&P jurisdictional ratings above.  As 

shown in Ameren Exhibit 3.7, the simple average of the RRA ranking for each of the 

proxy group companies, in all jurisdictions, is 5.23 (i.e., generally Average/2).  The 

Company’s Illinois operations have a ranking of 2 (i.e., Below Average/2). 

Q. What is your conclusion regarding the effect of the Company’s regulatory 

risk on its ROE? 

A. Rankings such as those provided by S&P and RRA are observable and 

meaningful indicators of the financial community’s view of the regulatory risks faced by 

utilities.  Based on my analysis, using the S&P and RRA ranking structures, the financial 

community appears to attribute somewhat higher regulatory risk to the Company than to 

the proxy group (on average).  This would support an ROE for the Company toward the 

upper end of the range of results. 

B. Weather Risk 

Q. Please summarize the risk posed by yearly weather variations. 

A. Weather risk leads to cash flow and earnings variability from season to season 

and year to year due to variability in temperatures.  Since the demand for natural gas is 

strongly correlated to heating degree days (a count of every individual degree by which 

the average daily temperature is below 65.00 degrees Fahrenheit), gas utility revenues 

and cash flows are highly dependent on weather.  This is certainly the case for AIC 

which, for example, reported significant declines in fiscal year 2009 heating degree days 
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at its former subsidiaries including an 8.00 percent decline at AmerenCIPS and 

AmerenIP and a 5.00 percent decline at AmerenCILCO
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51.  

Q. Do investors recognize the risks associated with weather?   

A. Yes, investors are aware of the relationship between seasonal weather, heating 

degree days and natural gas distributor operations.  For example, in a recent survey of the 

natural gas industry S&P described the above average winter temperatures (and thus 

below average heating degree days) seen in the United States over the past several years:  

According to data from the National Weather Service’s Climate 
Prediction Center (CPC), the US winter heating season (November 
through March; generally, the time of peak demand for natural gas) 
was marked by slightly warmer-than-normal weather in the winter 
of 2009–10.  Using the population-weighted gas home heating 
data, US heating degree days were 1.2% lower than normal in the 
2009–10 season, 0.1% higher than normal in the 2008–09 season, 
1.1% below normal in the 2007–08 season, and 7.8% below 
normal in the 2006–07 season.  US heating degree days totaled 
3,858 in the 2009–10 season (down 1.3% from the previous 
season), 3,910 (up 1.2% from the leap year–adjusted 2007–08 
season) in the 2008–09 season, 3,863 (up 6.6%) in the 2007–08 
leap year adjusted season, and 3,624 (up 2.3%) in the 2006–07 
season.  (One heating degree day is counted for every degree by 
which the daily average temperature falls below 65 degrees 
Fahrenheit.)52

Later in the same publication, S&P noted that:  

Without revenue decoupling, lower usage leads directly to fewer 
revenues with which to cover fixed investment and thus a more 
challenging time in earning the allowed return on equity.  Even 
with revenue decoupling, Standard & Poor’s thinks an increasing 
number of customer disconnects could hurt a utility's ability to 
earn the allowed return on equity.53  

 

51  Ameren Corporation, SEC Form 10-K for the fiscal year ended December 31, 2009 at 37-38. 
52  S&P Industry Survey, Natural Gas Distribution, July 15, 2010, at 2. 
53  Ibid., at 8-9. 
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Q. How does AIC’s weather risk compare to the proxy group companies?  1023 
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A. The effect of weather risk for AIC is more severe than most of the comparable 

companies because the Company does not have a weather normalization clause or other 

form of rate protection against significant weather variation.  To the extent the Company 

experiences a warmer than normal winter heating season, it faces the risk of significant 

under-recovery of its fixed costs since a substantial portion of those costs continue to be 

recovered through volumetric charges.  According to a review of annual SEC Form 10-K 

filings, all of the proxy group companies have existing or pending revenue stabilization 

mechanisms in place to manage the fluctuations in sales volume due to weather for the 

vast majority of their customers (see Ameren Exhibit 3.9G). 

 Chart 8: Weather Normalization Adjustment (or Equivalent) Coverage  
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54  While the Company does not have a weather normalization clause in its tariff structure, 80.00 
percent of the Company’s fixed costs are recovered through its straight fixed variable rate design. 
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As discussed further below, the Company’s partial Straight-Fixed Variable rate 

structure only recovers 80.00 percent of fixed costs through the fixed customer charge.  A 

significant portion of the Company’s fixed costs remain vulnerable to under recovery 

from volumetric uncertainty due to weather. 

Q. What are your conclusions regarding the effect of the weather risk on the 

company’s risk profile relative to the proxy group? 

A. Without some form of a weather normalization adjustment, AIC has a greater risk 

than the proxy group of under recovery of fixed natural gas distribution costs due to 

decreased sales attributable to abnormal weather, which would prevent the company from 

achieving its authorized ROE.  Investors will require additional compensation for the 

higher level of cash flow and earnings variability, which supports the conclusion that 

AIC’s cost of equity should be toward the upper end of the range of analytical results.  

C. Flotation Cost Adjustment 

Q. What are flotation costs? 

A. Flotation costs are the costs associated with the sale of new issues of common 

stock.  These costs include out-of-pocket expenditures for preparation, filing, 

underwriting, and other costs of issuance of common stock. 

Q. Why is it important to recognize flotation costs in the allowed return on 

equity? 

A. In order to attract and retain new investors, a regulated utility must have the 

opportunity to earn a return that is both competitive and compensatory.  To the extent that 

a company is denied the opportunity to recover prudently incurred flotation costs, actual 
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returns will fall short of expected (or required) returns, thereby diminishing its ability to 

attract adequate capital on reasonable terms. 

Q. Are flotation costs part of the utility’s invested costs or part of the utility’s 

expenses? 

A. Flotation costs are part of the invested costs of the utility, which are properly 

reflected on the balance sheet of the utility under “paid in capital.”  They are not current 

expenses, and therefore are not reflected on the income statement.  Rather, like 

investments in rate base or the issuance costs of long-term debt, flotation costs are 

incurred over time.  As a result, the great majority of a utility’s flotation cost is incurred 

prior to the test year, but remain part of the cost structure that exists during the test year 

and beyond, and as such, should be recognized for ratemaking purposes.  Therefore, this 

adjustment is appropriate even if no new issuances were planned in the near future 

because failure to allow such an adjustment may deny the Company the opportunity to 

earn its required rate of return in the future. 

Q. Is the need to consider flotation costs eliminated because the Company is a 

wholly-owned subsidiary of Ameren Corporation? 

A. No.  Although the Company is a wholly-owned subsidiary of Ameren 

Corporation, it is appropriate to consider flotation costs for two reasons.  Wholly-owned 

subsidiaries receive equity capital from their parents and provide returns on the capital 

that roll up to the parent, which is designated to attract and raise capital based upon the 

returns of those subsidiaries.  To deny recovery of issuance costs associated with the 

capital that is invested in the subsidiary ultimately will penalize the investors that fund 
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the utility operations and will inhibit the utility’s ability to obtain new equity capital at a 

reasonable cost.   

Q. Do the DCF and CAPM models already incorporate investor expectations of 

a return that compensates for flotation costs? 

A. No.  All the models used to estimate the appropriate return on equity assume no 

“friction” or transaction costs, as these costs are not reflected in the market price (in the 

case of the DCF model) or risk premium (in the case of the CAPM).  Therefore, it is 

appropriate to consider flotation costs in determining where within the range of 

reasonable returns AIC’s return on equity should fall. 

Q. Is the need for a flotation cost adjustment recognized by the academic and 

financial communities? 

A. Yes.  The need to reimburse investors for equity issuance costs is justified by the 

academic and financial communities in the same spirit that investors are reimbursed for 

the costs of issuing debt.  This treatment is consistent with the philosophy of a fair rate of 

return.  According to Dr. Shannon Pratt: 

Flotation costs occur when new issues of stock or debt are sold to 
the public.  The firm usually incurs several kinds of flotation or 
transaction costs, which reduce the actual proceeds received by the 
firm.  Some of these are direct out-of-pocket outlays, such as fees 
paid to underwriters, legal expenses, and prospectus preparation 
costs.  Because of this reduction in proceeds, the firm’s required 
returns on these proceeds equate to a higher return to compensate 
for the additional costs.  Flotation costs can be accounted for either 
by amortizing the cost, thus reducing the cash flow to discount, or 
by incorporating the cost into the cost of capital.  Because flotation 
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costs are not typically applied to operating cash flow, one must 
incorporate them into the cost of capital.
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Q. Is the need for a flotation cost adjustment recognized by other regulatory 

jurisdictions? 

A. Yes.  The need to recover the cost of issuing equity capital is recognized by a 

number of state regulatory commissions.  For instance, the Minnesota Public Utility 

Commission has stated that:  

Issuance or flotation costs are not simply for use in years when the 
company is issuing common stock.  They represent the difference 
between what the investors paid and the company received during 
public offerings, and, because there is no fixed life, as there is with 
a bond, they must be recovered through a return adjustment...56  

Similarly, the South Carolina Public Service Commission noted that: 

[F]lotation costs are not an expense to be recovered during a 
particular period.  Instead, they represent a difference in the 
amount of funds that investors have invested in the Company 
compared to the amount the Company actually receives. 

*** 

Accordingly, the Commission finds that the reliable, probative and 
substantial evidence on the record establishes that flotation 
adjustments are indeed appropriate in this case to reflect SCE&G’s 
recent issuance of new equity and the fact that these costs are not 
otherwise recovered in setting rates.57

 

55  Shannon P. Pratt, Cost of Capital Estimation and Applications, Second Edition, at 220-221. 
56  See, In the Matter of the Application of Minnesota Power for Authority to Change its Schedule of 

Rates for Retail Electric Service in the State of Minnesota, Findings of Fact, Conclusions of Law, 
and Order, Docket No. E-015/GR-94-001 at 56 (November 22, 1994) and Direct Testimony and 
Exhibit of Marlon F. Griffing, Docket No. G002/GR-04-1511 at 20.  See also, In the Matter of the 
Application of Otter Tail Corporation d/b/a/ Otter Tail Power Company for Authority to Increase 
Rates for Electric Utility Service in Minnesota, Docket No. E-017-GR-07-1178, Findings of Fact, 
Conclusions and Recommendations at 12 (June 17, 2008). 

57  Public Service Commission of South Carolina, Docket No. 2002-223-E-Order No. 2003-38, 
January 31, 2003, at 72-73. 
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A. Several economists have recognized that the flotation cost adjustment is made not 

to reflect current or future financing costs, but rather to compensate investors for costs 

incurred for all past issuances comprising the total equity portion of the Company’s 

capitalization.  An article in The Journal of Finance, for example, observed that: 

Under the conventional approach in other words, the flotation cost 
adjustment is not made to reflect current or future financing costs 
… it is made to compensate investors for costs incurred in 
preceding stock issues.58  

Q. How did you calculate the flotation costs? 

A. I modified the Multi-Stage DCF calculation to calculate the dividend yield that 

would reimburse investors for direct issuance costs.  My flotation cost calculation was 

based on the costs of issuing equity that were incurred by Ameren Corporation and the 

proxy group companies in their two most recent common equity issuances.  Based on the 

issuance costs provided in Ameren Exhibit 3.10G, flotation costs for the Company are 

approximately 0.13 percent (i.e., 13 basis points).  

Q. Are you proposing to adjust your recommended ROE by 13 basis points to 

reflect the effect of flotation costs on the company’s ROE? 

A. No, I am not.  Rather, I have considered the effect of flotation costs, in addition to 

the Company’s other business risks, in determining where the Company’s ROE falls 

within the range of results. 

 

 

58  Cleveland S. Patterson, Flotation Cost Allowance in Rate of Return Regulation: Comment, The Journal 
of Finance, Vol. XXXVIII, No. 4, September 1983, at 1337 (clarification and emphasis added). 
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IX. RATE STRUCTURE CONSIDERATIONS 1150 
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A. Partial Straight-Fixed Variable Rate Design 

Q. Are you aware that in Docket Nos. 07-0585 et al. (cons.) the ICC authorized 

recovery of a higher portion of the Companies’ fixed costs through the customer 

charge?   

A. Yes, I am.  In that proceeding, the Commission instructed the Companies’ to 

increase their fixed customer charges to recover 80.00 percent of the Companies’ fixed 

natural gas distribution costs for GDS-1 and GDS-2 classes of service.  Before the 

increase, the Companies’ proposed customer charges were estimated to recover only 

57.00 percent of fixed costs for those classes.59  The Commission explained the selection 

of 80.00 percent recovery as follows: 

The Commission does not at this time approve recovery of all 
fixed costs in the monthly charges for two reasons.  First, it is 
expected that leaving a portion of fixed costs to be recovered 
through the volumetric rate will encourage AIU to seek ways to 
improve efficiency and otherwise cut costs.  Second, as the number 
of AIU's customers grows, AIU should experience growing 
revenue.  If all of its AIU's fixed costs were recovered through the 
monthly charge, AIU may arguably over-recover its fixed costs 
through the monthly charge.60

Recovery of fixed costs through a fixed customer charge is a form of rate design 

known as Straight-Fixed Variable (“SFV”) that decouples a utilities’ revenue from sales 

volumes.  The 80.00 percent fixed cost recovery serves as a form of rate design 

sometimes referred to as “partial” Straight-Fixed Variable rates. 

 

59 Illinois Commerce Commission Proposed Order, Docket Nos. 07-0585 Et Al. (Cons.), August 11, 
2008, at 232. 

60  Ibid. 
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As a consequence of the change in rate design, the Commission adjusted the 

authorized ROE downward by 10 basis points to reflect the observation that “AIU's risk 

of not recovering its fixed costs will have been reduced“
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61.  The 10 basis point reduction in 

ROE was applied again in the Companies’ most recent rate case.62  

Q. Has the Company experienced natural gas customer growth since the 

commission first authorized the increased customer charge?   

A. No.  As shown in Table 3 (above), the Company reported a customer decline of 

over 1.00 percent from 2008 to 2009.  The total customer decline from 2007 to 2009 was 

3.25 percent (i.e., 27,000 customers).  

Q. Do you agree that the ROE should be adjusted 10 basis points to reflect a 

change in the Company’s risk profile as a result of the increased customer charge? 

A. No, I do not.  As noted above, the Commission made a downward adjustment to 

AIC’s allowed ROE based on the reduced risk of under recovery of fixed costs.  I 

respectfully disagree with the Commission’s use of that criterion.  In my view, for the 

purpose of estimating the Cost of Equity the pertinent analytical issue is whether the 

Company is so less risky than its peers as a direct result of the increased customer charge 

that investors would specifically and measurably reduce their return requirement.63  The 

fact that the Company’s revenues may be affected by the increased customer charge does 

not affect the estimated cost of equity unless it can be demonstrated that (1) the Company 

 

61  Ibid., at 210. 
62  Illinois Commerce Commission Order, Docket Nos. 09-0306-09-0311(cons.), April 29, 2010, at 

217. 
63  Bluefield Waterworks & Improvement Co., v. Public Service Commission of West Virginia, et. al., 

262 U.S. 679 (1923); Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
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is materially less risky than the proxy group by virtue of the increased customer charge, 

and (2) the financial markets react to the incremental effect of the change in rate design.  
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Q. How common are revenue stabilization mechanisms such as the Straight-

Fixed Variable rate design adopted in Docket Nos. 07-0585 et al. (cons.)?   

A. There is little question that revenue stabilization structures are becoming 

increasingly common.  The increased interest in such mechanisms has generally resulted 

from the growing cost of maintaining system reliability, coupled with the flat or declining 

volume brought on by gas efficiency and relatively slow economic growth.  The 

American Gas Association (“AGA”) tracks the status of decoupling initiatives on a state-

by-state basis.  In a June 2010 report, AGA notes that 32 states (with another 4 pending) 

have implemented some form of non-volumetric natural gas rate design such as 

decoupling, flat monthly fees or rate stabilization mechanisms.64   

Q. Are revenue stabilization mechanisms common among the proxy group 

companies?   

A. Yes, they are.  Ameren Exhibit 3.8G provides a summary of revenue stabilization 

mechanisms and cost trackers currently in effect at each natural gas subsidiary of the 

proxy group companies.  As Ameren Exhibit 3.8G demonstrates, the proxy group 

companies have implemented a substantial number of recovery mechanisms (i.e., capital 

cost tracking mechanisms, weather normalization clauses, uncollectible account trackers, 

exogenous costs, etc.).  Furthermore, all of the proxy companies have gas cost recovery 

mechanisms in place.  In addition, since the implementation of revenue stabilization 
 

64  American Gas Association, Innovative Rates, Non-Volumetric Rates, and Tracking Mechanisms: 
Current List, June 2010 at 7. 
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mechanisms has become increasingly common, rating agencies and investors generally 

expect these rate treatments.  Consequently, AIC’s partial Straight-Fixed Variable rate 

design only increases the degree to which the Company is comparable to the proxy group 

in terms of its regulatory treatment. 

Q. Do rating agencies generally expect some form of revenue stabilization 

mechanism for natural gas distribution companies? 

A. Yes, they do.  Based on rating agency commentary, it appears that some form of 

revenue decoupling is expected for gas distribution companies, and those utilities without 

this revenue protection are considered more risky than average.  For example, as noted by 

Moody’s in 2006: 

While [Revenue Decoupling] may have originally begun as a 
regional concept in certain jurisdictions, it has quickly become a 
nationwide phenomenon that will challenge regulators and gas 
utilities alike, as they seek to correct a structural imbalance in their 
rate design that has become increasingly difficult to ignore.     

Moreover, based on actual rating actions, it appears that rating agencies will not 

necessarily upgrade the credit of a utility for the approval of a decoupling mechanism; 

however, a company without full revenue decoupling stands a greater risk of potential 

downgrade.  For example, in its June 2006, Special Report on Revenue Decoupling and 

Local Gas Distribution Companies, Moody’s stated that: 

LDCs that have, or soon expect to have, RD [Revenue Decoupling] 
stand a better chance than others in being able to maintain their 
credit ratings or stabilize their credit outlook in face of adversity.  
This difference between those companies that have RD and those 
that do not will tend to be further accentuated as the credit 
demarcation reflected through rating actions becomes more 
evident. 
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As a case-in-point, in March 2006, Moody’s placed Southwest Gas Corporation 

(“SWX”) under review for a possible downgrade “following the company’s recent 

announcement that the Arizona Corporation Commission issued a final decision not to 

adopt the company’s proposed rate design for balance accounts, thereby exposing it to 

continuing earnings risks associated with weather volatility and declining customer use 

resulting from the effects of gas conservation.”  Upon the conclusion of its review in May 

2006, Moody’s downgraded SWX’s senior unsecured debt.  As Moody’s explained: 

The downgrade reflects the view that the credit measures of SWX 
remain weak when compared with its gas utility peers in light of its 
continued rapid growth and sensitivity to decline in earnings on 
account of warmer than normal weather and the absence of 
revenue decoupling in Arizona (54% of gross margins) and 
Nevada (37% of gross margins) that would serve to protect this 
company from weather variation and customer conservation.   

It is apparent, therefore, that rating agencies view revenue decoupling 

mechanisms in the context of a set of revenue stabilization mechanisms, and the 

implementation of such structures as the status quo for natural gas utilities.  The 

implication is that some form of revenue stabilization is expected, and companies without 

such protection may be susceptible to negative actions from the rating agencies.  

Importantly, while SWX was downgraded partially as a result of the denial of its 

proposed decoupling mechanism, there is no instance of which I am aware in which a 

company’s credit rating was upgraded due to the implementation of a decoupling 

mechanism.  
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Q. Have you performed any empirical analyses to assess investors’ reactions to 

the implementation of decoupling structures? 
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A. Yes.  To the extent that investors perceive significantly lower risk for companies 

that implement revenue stabilization mechanisms, the implementing companies’ stock 

returns should be less volatile with the decoupling mechanism in place than they were 

prior to the implementation of the mechanism.  As discussed in Ameren Exhibit 3.0G, 

Appendix A, that hypothesis was tested by analyzing the relationship between the 

implementing company’s stock returns and an index of gas utility returns prior to the 

implementation of decoupling with the relationship after the implementation of the 

decoupling mechanism.  As part of that analysis, I considered the midpoint of the filing 

date and the order date, the actual date of the Commission order approving decoupling, to 

be the “event date” that defines the prior and post periods. 

As shown in Ameren Exhibit 3.11G, the results of that analysis demonstrate that 

there is no meaningful change in the relationship between the implementing company’s 

stock returns and the market index as a result of the implementation of the revenue 

stabilization mechanism.  Therefore, there is no empirical basis to assume that the 

implementation of revenue stabilization mechanisms would meaningfully reduce 

investors’ return requirements. 

Q. Please summarize your conclusions regarding the effect of AIC partial SFV 

rate design on investors required ROE. 

A. I strongly disagree with the reduction of AIC’s authorized ROE on the basis of the 

Company’s partial SFV rate design.  All of the proxy group companies have some form 

of revenue stabilization mechanisms and as such, any effect of such structures already is 
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reflected in market data.  Since bond investors appear to expect revenue decoupling and 

equity investors do not reduce their return expectations after revenue decoupling is 

implemented, there is no market evidence that would support a downward adjustment in 

the authorized ROE. 

B. Rider GUA 

Q. Are you aware that the Companies were recently granted approval to 

implement a rider that allows for the recovery of uncollectible revenue? 

A.  Yes, I am. Rider GUA, which was established in accordance with Illinois Public 

Act 96-0033, provides for more timely recovery of its actual uncollectible expense than 

would be the case if such expenses were to be recovered in the context of a base rate 

proceeding.  

Q. Have you considered the effect of Rider GUA on the cost of equity? 

A.  Yes, I have. As a preliminary matter, I am aware that in prior cases analysts 

suggested that the implementation of trackers such as Rider GUA necessarily reduce risk 

and, therefore, requires a downward adjustment to the ROE.  As discussed above, 

however, the relevant analytical issue is not whether the Company’s revenue stream may 

be less volatile as a result of the ratemaking proposal than it would be in the absence of 

such a structure, nor is it whether certain elements of regulatory risk may be mitigated or 

deferred in an absolute sense.  Rather, the relevant issue is whether the mechanisms 

proposed by the Company render the Company so much less risky relative to the proxy 

companies in the long run that investors knowingly and meaningfully reduce their return 

requirements as a specific result of the proposal.   
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In considering the effect, if any, of Rider GUA on the Company’s cost of equity, I 

have compared the Company’s overall rate structure, including Rider GUA, with rate 

structures in place at the proxy companies.  Ameren Exhibit 3.8G presents the results of 

my research into the proxy companies’ rate structures.  As shown in that attachment, 

some of the proxy group companies have implemented adjustment mechanisms that are 

similar to the Company’s Rider GUA.  In addition, each of the proxy group companies 

have cost recovery mechanisms for capital replacement programs or other cost trackers 

for exogenous expenses that provide for revenue stabilization that is similar to the effect 

of Rider GUA.  

Q. What do these findings suggest about the relative risk of AIC compared to 

the proxy group? 

A. Many of the proxy group companies have implemented some form of revenue 

stabilization or tracking mechanisms in several jurisdictions. While Rider GUA may 

serve to stabilize a different component of the revenue requirement than the rate 

treatments implemented by the proxy group companies, the effect of this mechanism is 

similar to the rate mechanisms of the proxy group companies.   Consequently, Rider 

GUA does not render the Company less risky than the proxy group, and therefore would 

not require a decrease in the Company’s ROE.  

Q. Does the fact that the company is filing under a projected test year offset that 

comparison?   

A. No, it does not.  In fact, as shown in Ameren Exhibit 3.12G, I examined the most 

recent rate case statistics for the operating utilities owned by the companies in my proxy 

group to determine to what extent they have filed using a projected test year.  As shown 
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in that exhibit, 12 of the 21 reported proxy company rate cases were filed using a 

projected test year, while 5 of 21 were filed using an historical test year.  In four cases, 

the end date of the test year used was not available.  Therefore, AIC’s proposed use of a 

projected test year is clearly reflected in the past rate case filings of the proxy group 

companies. Moreover, as shown in Ameren Exhibit 3.8G, the proxy companies employ a 

variety of rate adjustment mechanisms to recover the cost of capital investments between 

rate cases. 
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Q. Are you aware that the Commission made an adjustment to the Company’s 

ROE for the implementation of Rider GUA in Docket Nos. 09-0306-3011(cons.)? 

A. Yes, the Commission relied on an analysis performed by Staff witness Freetly to 

reduce the AmerenCILCO and AmerenIP cost of equity by 15 basis points and the 

AmerenCIPS return by 10 basis points for the implementation of Rider GUA.65  In her 

analysis, Staff witness Freetly suggested that Rider GUA would reduce uncertainty of 

cash flows and the Company’s risk, and on that basis, Staff witness Freetly recommended 

a downward adjustment to the Company’s ROE.  Staff Witness Freetly’s analysis of the 

appropriate adjustment was based on Moody’s August 2009 upgrade of Ameren’s Illinois 

natural gas distribution companies, and her judgment as to the change in the Moody’s 

financial strength ratings for the Company attributable to the implementation of Rider 

GUA: 

Staff asserts that for the natural gas distribution operations, this 
analysis indicates that the going forward level of financial strength 
is consistent with credit ratings which would change from Baa3 to 
Baa2 for AmerenCILCO and AmerenIP and from A3 to A2 for 

 

65 AmerenCILCO, AmerenCIPS, AmerenIP proposed general increase in gas delivery service rates, 
Illinois Commerce Commission Order, Docket Nos. 09-0306-09-0311 (cons), at 191.  
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AmerenCIPS. Staff opines the returns on common equity would be 
reduced by the 15 basis point spread between credit ratings of 
Baa3 and Baa2 for AmerenCILCO and AmerenIP, and by the 10 
basis point spread between credit ratings of A3 and A2 for 
AmerenCIPS.
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66

In its Order in Docket Nos. 09-0306-09-0311(cons.) the Commission approved a 

15 basis point adjustment to the cost of equity for AmerenCILCO and AmerenIP and a 10 

basis point adjustment for AmerenCIPS based on Ms. Freetly’s analysis.67  

Q. Do you agree with the adjustment methodology that was relied upon in 

arriving at that adjustment? 

A. No, I do not. As noted by Moody’s in its August 2009 credit rating adjustment, 

the AIC utilities’ rating upgrade (from Ba1 to Baa3) was based on a number of factors, 

primarily the companies’ ability to obtain sufficient liquidity and their expected 

continued ability to access the credit markets. In addition, Moody’s noted several 

developments in Illinois regulation, one of which was the passage of legislation that 

allowed for the implementation of Rider GUA:  

The upgrade of Ameren's Illinois utilities is prompted by the recent 
execution of new bank credit facilities and the improved political 
and regulatory environment for utilities in Illinois,’ said Michael 
G. Haggarty, Vice President and Senior Credit Officer. The new 
two year bank facility provides $800 million of credit and liquidity 
support for Ameren, AmerenCIPS, AmerenCILCO, and AmerenIP. 
Although it replaces $1 billion of credit facilities with a longer 
tenor, bank and credit market conditions have made it more 
difficult and expensive for utilities to enter into facilities at 
previous amounts and with longer maturities. Moody's believes 
this new facility provides adequate liquidity support considering 
lower usage of the facility in 2009 and going forward, Ameren's 
anticipated continued ability to access the capital markets for long-
term debt financings. Moody's notes that CILCORP is not a 

 

66  Ibid., at 190 - 191.  
67 Ibid., at 219. 
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borrower under the new facility and will rely on Ameren's money 
pool or other arrangements to maintain adequate liquidity. 
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Moreover, the upgrade also reflects positive developments in 
Illinois since rate freeze legislation was passed by the Illinois 
House of Representatives in 2007. Following a comprehensive 
settlement agreement on electric rates and power procurement 
issues reached in the state in August 2007, Ameren's Illinois 
utilities received a reasonably supportive delivery service rate case 
outcome in September 2008 in their first rate proceeding after the 
settlement. The newly created Illinois Power Agency's first power 
procurement RFP process during the first half of 2009 was 
executed successfully and resulted in somewhat lower electric rates 
for residential customers. In addition, legislation was recently 
passed providing Illinois utilities with a bad debt rider. Although 
the southern Illinois economy continues to face recessionary 
conditions, which could make future regulatory proceedings more 
challenging, Moody's believes the utilities should be able to obtain 
sufficient regulatory relief to maintain their investment grade credit 
quality.68

Moody’s one notch credit upgrade was based on several factors, including the 

resolution of significant liquidity concerns as well as three years of changes in regulatory 

conditions and the expectation that the Company will continue to receive sufficient 

regulatory relief going forward: it was not based solely on the passage of legislation that 

allowed for the recovery of uncollectible expenses. It therefore appears that Moody’s 

already has factored the implementation of Rider GUA into its credit opinion of the 

Company.   

Q. Have any of the rating agencies issued reports on AIC since the 

implementation of Rider GUA? 

A. Yes.  In December 2010, Standard & Poor’s noted that the Commission’s decision 

in Docket Nos. 09-0306-09-0311(cons.) was not viewed as credit supportive.  S&P 

 

68  Moody’s Investors Service Global Credit Research, Rating Action, Moody’s Upgrades Ameren 
Illinois Utilities to Investment Grade, August 13, 2009.  
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further noted that while prior legislative action and regulatory decisions suggested a 

decrease in regulatory risk, the Commission’s decision in these more recent cases suggest 

an increase in regulatory risk that could adversely affect the Company’s credit quality.  
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Ameren Illinois' business risk profile is also affected by its ability 
to manage its regulatory risk. Earlier in 2010, Standard & Poor's 
revised its assessment of the Illinois regulation to 'less credit 
supportive' from 'least credit supportive'. The change reflected our 
view that the Illinois legislative and regulatory environment had 
returned to relative stability following the disruption during the 
state's transition to competition. Our revised assessment was 
partially based on the 13 constructive rate case orders from 2008 
until [the] (sic) early 2010. These developments clearly pointed to 
a decreasing regulatory risk. However, in April 2010, Ameren 
received a $4.7 million rate case order for its Illinois electric and 
gas businesses that we viewed as not conducive to credit quality. 
Since then, based on error corrections and a rehearing, Ameren's 
net rate order was increased to $44 million. Overall, we view the 
company's regulatory risk as rising. Should this persist, it could 
pressure the company's business risk profile, which could harm its 
credit quality.69

Q. Have you perform any empirical analyses to assess investors’ reactions to the 

implementation of uncollectible riders? 

A. Yes. I performed an event study to test whether or not investors perceive lower 

risks for companies that implement uncollectible recovery mechanisms (as implicitly 

assumed by a specific adjustment to the ROE for the implementation of Rider GUA), and 

adjust their return requirements following the implementation of the mechanism.  That 

hypothesis was tested based on the effect of the implementation of Michigan 

Consolidated Gas Company’s (“MichCon’s”) 2005 uncollectible expense recovery 

mechanism on DTE Energy Company’s (“DTE”) stock price.  MichCon’s net operating 

income represented approximately 15.79 percent and 16.50 percent of DTE Energy’s 

 

69  Standard & Poor’s Ratings Direct, Ameren Illinois Co., December 29, 2010, at 2. 
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total net operating income and net regulated operating income, respectively in the year of 

implementation.
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70 In addition, MichCon had experienced high levels of uncollectible 

expense.  Prior to the implementation of the uncollectible tracking mechanism in April 

2005, MichCon’s uncollectible expenses were approximately 80.35 percent of its net 

operating income and 9.94 percent of DTE’s net operating income.71  Since MichCon’s 

uncollectible expense was a significant percentage of DTE’s net utility operating income, 

MichCon represents a reasonable case study to determine whether investors materially 

and measurably reduced their return requirements as a direct result of the implementation 

of a mechanism such as the GUA.  

In order to determine the effect, if any, of the uncollectible tracker on investor 

return requirements, the relationship between DTE’s stock returns and an index of natural 

gas utility returns prior to and following the implementation of the uncollectible recovery 

mechanism was analyzed.  Since MichCon’s uncollectible tracker was approved as part 

of a regulatory process that spanned a several month period, I considered the “event date” 

that defined the prior and post periods of the study as the midpoint of the company’s 

filing date and the Commission’s order approving the uncollectible recovery 

mechanism.72   

As discussed in greater detail in Ameren Exhibit 3.0G, Appendix A and as shown 

in Ameren Exhibit 3.13G, the results of these analyses demonstrate that there is no 

meaningful change in the relationship between the DTE’s stock returns and the market 

index as a result of the implementation of MichCon’s uncollectible mechanism. 
 

70  Source: SNL Financial 
71  Ibid.  
72  The periods were defined as such since it is possible that the market reflected the effect of 

decoupling at an earlier point in the regulatory process than the Commission order date. 
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Therefore, my empirical analyses find no support for the proposition that investors would 

measurably reduce their return requirements as a direct result of the Company’s Rider 

GUA.    

Q.  What are your conclusions with regarding the effect of Rider GUA on the 

cost of equity? 

A. I do not believe that it is appropriate to adjust the Company’s ROE for any 

reduction in risk related to Rider GUA. As discussed above, when viewed in total, the 

proxy companies’ rate mechanisms offer similar levels of risk mitigation as the 

mechanisms that have been implemented by the Company.  Moreover, rating agencies 

have not made specific adjustments to the Company’s credit ratings based only on the 

implementation of Rider GUA. Rather, considering the entire regulatory decision, 

including the implementation of Rider GUA, S&P views the Company’s recent rate 

decision as not supportive from a credit perspective.  In addition, based on the MichCon 

event study, equity investors do not reduce their return requirements based on the 

implementation of uncollectible expense recovery mechanisms.  

X. CAPITAL STRUCTURE 1481 
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Q. What is the Company’s proposed capital structure? 

A. The Company’s proposed capital structure consists of 52.983 percent common 

equity, 1.679 percent preferred equity, 45.161 percent long-term debt and 0.177 percent 

short-term debt.73  As discussed in greater detail in the direct testimony of Mr. Ryan 

 

73  See Direct Testimony of Ryan J. Martin.  
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Martin, the Company’s capital structure finances both its electric and gas utility 

operations. 
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Q. What analyses did you perform to assess the reasonableness of AIC’s 

proposed capital structure from a ratemaking perspective?  

A. I analyzed the capital structures of each of the proxy group companies to assess 

the degree to which AIC’s capital structure falls within the range of those of the 

comparable companies.  My analysis of the actual proxy group capital structures is 

provided in Ameren Exhibit 3.14G.  As shown in that schedule, I calculated the mean of 

the proportions of common equity, preferred equity, long-term debt and short-term debt 

over the most recent eight quarters74 for each of the proxy group companies.   

Q. Please summarize the results of your analysis.  

A. As shown in Ameren Exhibit 3.14G, the Company’s proposed equity ratio of 

52.983 percent is within the range of the equity ratios established by the actual proxy 

group companies’ capital structures.  I also note that, the Company’s long-term debt ratio 

of 45.161 percent is well within the range of the debt ratios of the proxy group 

companies.  Thus, overall, the Company’s proposed capital structure is within the range 

established by my proxy group.  

 

74  In this analysis, I calculated the average capital structure using the quarterly capital structures reported 
for the proxy group companies for the period from fourth quarter of 2008 through the third quarter of 
2010.   
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XI. CONCLUSIONS AND RECOMMENDATION 1503 
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Q. What is your conclusion regarding a fair ROE for AIC? 

A. As discussed earlier in my Direct Testimony, while I have performed several 

analyses to estimate the Company’s cost of equity, I recognize that the Commission has a 

stated preference for DCF-based methodologies.  I also appreciate that in recent 

proceedings, the Commission has been inclined to attribute certain weight to the multi-

stage form of the DCF model and the CAPM model.  In light of those considerations, and 

given the corroborating nature of the Risk Premium analyses, I believe that a reasonable 

range of results is from 10.50 percent to 11.25 percent. 

Given the Company’s regulatory and business risks relative to the proxy group, 

and the Commission’s preference for certain methodological approaches, it is my view 

that an ROE of 11.00 percent is reasonable.  In my view, that ROE should reasonably 

balance the interests of customers and shareholders by enabling the Company to maintain 

its financial integrity and therefore the ability to attract capital at reasonable rates under a 

variety of different economic and financial market conditions.  
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Table 10: Summary of Analytical Results 1518 

 Low Mean High 
Multi-Stage DCF    

30-Day Average 9.51% 10.09% 10.98% 

90-Day Average 9.66% 10.18% 11.15% 

180-Day Average 9.87% 10.34% 11.24% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.36%) 
Near Term Projected 30-
Year Treasury (4.63%) 

Current Beta 
Sharpe Ratio Derived Market 
Risk Premium 11.33% 11.60% 

Market DCF Derived Market 
Risk Premium 12.30% 12.57% 

Average Historical Beta 
Sharpe Ratio Derived Market 
Risk Premium 10.05% 10.31% 

Market DCF Derived Market 
Risk Premium 10.84% 11.10% 

Treasury Yield Plus Risk Premium 
 Low Mid High 
Risk Premium 10.46% 10.67% 10.88% 
Flotation Cost 0.13% 

Q. Does this conclude your Direct Testimony? 1519 

1520 A. Yes, it do
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APPENDIX 

Robert B. Hevert, CFA 
President 

 
 
Mr. Hevert is an economic and financial consultant with broad experience in the energy industry.  
He has an extensive background in the areas of corporate strategic planning, energy market 
assessment, corporate finance, mergers, and acquisitions, asset-based transactions, asset and 
business unit valuation, market entry strategies, strategic alliances, project development, 
feasibility and due diligence analyses.  Mr. Hevert has significant management experience with 
both operating and professional services companies. 
 
 

REPRESENTATIVE PROJECT EXPERIENCE 

FINANCIAL AND ECONOMIC ADVISORY SERVICES 
Retained by numerous leading energy companies and financial institutions throughout North 
America to provide services relating to the strategic evaluation, acquisition, sale or development 
of a variety of regulated and non-regulated enterprises.  Specific services have included: 
developing strategic and financial analyses and managing multi-faceted due diligence reviews of 
proposed corporate M&A counter-parties; developing, screening and recommending potential 
M&A transactions and facilitating discussions between senior utility executives regarding 
transaction strategy and structure; performing valuation analyses and financial due diligence 
reviews of electric generation projects, retail marketing companies, and wholesale trading 
entities in support of significant M&A transactions.   
 
Specific divestiture-related services have included advising both buy and sell-side clients in 
transactions for physical and contractual electric generation resources.  Sell-side services have 
included: development and implementation of key aspects of asset divestiture programs such as 
marketing, offering memorandum development, development of transaction terms and 
conditions, bid process management, bid evaluation, negations, and regulatory approval process.  
Buy-side services have included comprehensive asset screening, selection, valuation and due 
diligence reviews.  Both buy and sell-side services have included the use of sophisticated asset 
valuation techniques, and the development and delivery of fairness opinions. 
 
Specific corporate finance experience while a Vice President with Bay State Gas included: 
negotiation, placement and closing of both private and public long-term debt, preferred and 
common equity; structured and project financing; corporate cash management; financial analysis, 
planning and forecasting; and various aspects of investor relations.   
 
Representative non-confidential clients have included: 

• Conectiv generation asset divestiture 
• Eastern Utilities Associates (prior to acquisition by National Grid, PLC) generation asset 

divestiture 
• Niagara Mohawk – sale of Niagara Mohawk Energy 
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• Potomac Electric Company generation asset divestiture 
 
Representative confidential engagements have included: 

• Buy-side valuation and assessment of merchant generation assets in Midwestern U.S. 
• Buy-side due diligence and valuation of wholesale energy marketing companies in 

Eastern and Midwestern U.S. 
• Buy-side due diligence of natural gas distribution assets in Northeastern U.S. 
• Financial feasibility study of natural gas pipeline in upper Midwestern U.S. 
• Financial valuation of natural gas pipeline in Southwestern U.S. 

REGULATORY ANALYSIS AND RATEMAKING 
On behalf of electric, natural gas and combination utilities throughout North America, provided 
services relating to energy industry restructuring including merchant function exit, residual 
energy supply obligations, and stranded cost assessment and recovery.  Also performed rate of 
return and cost of service analyses for municipally owned gas and electric utilities.  Specific 
services provided include: performing strategic review and development of merchant function 
exit strategies including analysis of provider of last resort obligations in both electric and gas 
markets; and developing value optimizing strategies for physical generation assets.   
 
Representative engagements have included: 

• Performing rate of return analyses for use in cost of service analyses on behalf of 
municipally owned gas and electric utilities in the Southeastern and Midwestern U.S. 

• Developing merchant function exit strategies for Northeastern U.S. natural gas 
distribution companies 

• Developing regulatory and ratemaking strategy for mergers including several 
Northeastern natural gas distribution companies 

LITIGATION SUPPORT AND EXPERT TESTIMONY 
Provided expert testimony and support of litigation in various regulatory proceedings on a 
variety of energy and economic issues including the proposed transfer of power purchase 
agreements, procurement of residual service electric supply, the legal separation of generation 
assets, and specific financing transactions.  Services provided also included collaborating with 
counsel, business and technical staff to develop litigation strategies, preparing and reviewing 
discovery and briefing materials, preparing presentation materials and participating in technical 
sessions with regulators and intervenors.  

ENERGY MARKET ASSESSMENT 
Retained by numerous leading energy companies and financial institutions nationwide to manage 
or provide assessments of regional energy markets throughout the U.S. and Canada.  Such 
assessments have included development of electric and natural gas price forecasts, analysis of 
generation project entry and exit scenarios, assessment of natural gas and electric transmission 
infrastructure, market structure and regulatory situation analysis, and assessment of competitive 
position.  Market assessment engagements typically have been used as integral elements of 
business unit or asset-specific strategic plans or valuation analyses.   
 
Representative engagements have included: 
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• Managing assessments of the NYPOOL, NEPOOL and PJM markets for major North 
American energy companies considering entering or expanding their presence in those 
markets 

• Assessment of ECAR, MAPP, MAIN and SPP markets for a large U.S. integrated utility 
considering acquisition of additional electric generation assets 

• Assessment of natural gas pipeline and storage capacity in the SERC and FRCC markets 
for a major international energy company 

RESOURCE PROCUREMENT, CONTRACTING AND ANALYSIS 
Assisted various clients in evaluating alternatives for acquiring fuel and power supplies, 
including the development and negotiation of energy contracts and tolling agreements.  
Assignments also have included developing generation resource optimization strategies.  
Provided advice and analyses of transition service power supply contracts in the context of both 
physical and contractual generation resource divestiture transactions. 

BUSINESS STRATEGY AND OPERATIONS 
Retained by numerous leading North American energy companies and financial institutions 
nationwide to provide services relating to the development of strategic plans and planning 
processes for both regulated and non-regulated enterprises.  Specific services provided include: 
developing and implementing electric generation strategies and business process redesign 
initiatives; developing market entry strategies for retail and wholesale businesses including 
assessment of asset-based marketing and trading strategies; and facilitating executive level 
strategic planning retreats.  As Vice President, Energy Ventures, of Bay State was responsible 
for the company’s strategic planning and business development processes, played an integral role 
in developing the company’s non-regulated marketing affiliate, EnergyUSA, and managed the 
company’s non-regulated investments, partnerships and strategic alliances. 
 
Representative engagements have included: 

• Developing and facilitating executive level strategic planning retreats for Northeastern 
natural gas distribution companies 

• Developing organization and business process redesign plans for municipally owned 
gas/electric/water utility in the Southeastern U.S. 

• Reviewing and revising corporate merchant generation business plans for Canadian and 
U.S. integrated utilities 

• Advising client personnel in development of business unit level strategic plans for 
various natural gas distribution companies 

 
 

PROFESSIONAL HISTORY 
 
Concentric Energy Advisors, Inc. (2002 – Present) 
President 
 
Navigant Consulting, Inc.  (1997 – 2001) 
Managing Director (2000 – 2001) 
Director (1998 – 2000) 
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Vice President, REED Consulting Group (1997 – 1998) 
 
REED Consulting Group (1997) 
Vice President 
 
Bay State Gas Company (1987 – 1997) 
Vice President, Energy Ventures and Assistant Treasurer 
 
Boston College (1986 – 1987) 
Financial Analyst 
 
General Telephone Company of the South (1984 – 1986) 
Revenue Requirements Analyst 
 

EDUCATION 
 
M.B.A., University of Massachusetts at Amherst, 1984 
B.S., University of Delaware, 1982 
 

DESIGNATIONS AND PROFESSIONAL AFFILIATIONS 
 
Chartered Financial Analyst, 1991 
Association for Investment Management and Research 
Boston Security Analyst Society 
 

PUBLICATIONS/PRESENTATIONS 
 
Has made numerous presentations throughout the United States and Canada on several topics, 
including: 

• Generation Asset Valuation and the Use of Real Options 
• Retail and Wholesale Market Entry Strategies 
• The Use Strategic Alliances in Restructured Energy Markets 
• Gas Supply and Pipeline Infrastructure in the Northeast Energy Markets 
• Nuclear Asset Valuation and the Divestiture Process 

 

AVAILABLE UPON REQUEST 
 
Extensive client and project listings, and specific references. 
 

 

 

 


