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I. INTRODUCTION AND PURPOSE OF TESTIMONY 1 

Q.  Please state your name and business address. 2 

A. My name is Christopher C. Thomas.  My business address is 309 W. Washington Street, 3 

Suite 800, Chicago, IL 60610. 4 

 5 

Q.  What is your present occupation? 6 

A. I am employed by the Citizens Utility Board (“CUB”) as the Director of Policy.  My 7 

duties include filing expert testimony before the Illinois Commerce Commission (“ICC” 8 

or “Commission”) on CUB’s behalf, oversight of the testimony filed by external expert 9 

witnesses on CUB’s behalf, and management of the Policy Department. 10 

 11 

Q.  On whose behalf are you testifying in this case? 12 

A. I am testifying on behalf of CUB and the People of the State of Illinois, by and through 13 

the Illinois Attorney General’s Office (“AG”). 14 

 15 

Q.  Please summarize your professional experience. 16 

A. My professional career includes more than eleven years as a utility regulatory economist.  17 

I started my career as a regulatory economist in the Telecommunications Department of 18 

the Missouri Public Service Commission.  I became a CUB employee in September 2004, 19 

and have filed testimony before the ICC in numerous dockets.  AG/CUB Ex. 3.1, 20 

attached to this testimony, is a list of the dockets in which I have filed testimony and a 21 

brief description of the nature of each docket.   22 

 23 
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Q.  Please describe your educational background. 24 

A. I have a Bachelor's degree in Business Administration with a concentration in Finance 25 

and a minor in Economics from Truman State University, and a Master’s degree in 26 

Economics and Finance from Southern Illinois University, Edwardsville. 27 

 28 

Q.  What is the purpose of your testimony?  29 

A. The purpose of my testimony is to present my analysis of the evidence offered by the 30 

Ameren Illinois Company (“Ameren,” “AIC” or the “Company”) respecting the 31 

appropriate cost of capital (also known as a “return on equity”) and to make a 32 

recommendation based on my analysis of the evidence and market indicators.  33 

 34 

Q.  What has been your experience in reviewing utility cost of capital 35 

recommendations? 36 

A.   I have testified a number of times on cost of equity before this Commission, as detailed 37 

in AG/CUB Ex. 3.1, and presented analyses of market data as the bases for my 38 

recommended cost of equity capital.  Among the issues I have previously addressed are 39 

analyses showing that risk premiums of 6-7% are excessive in relation to the riskiness of 40 

the public utility business; application of the discounted cash flow model with growth 41 

rates that are reasonable for the low growth utility industry; and, application of the 42 

Capital Asset Pricing Model in a manner consistent with the way the model is used by 43 

financial professionals outside the rate setting process.  Based on my studies of financial 44 

markets, the academic literature related to utility financial issues, and the fundamentals of 45 

utility regulation, I have found objective evidence that returns on equity near or in excess 46 
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of 10% are far higher than the true cost of equity capital for regulated monopoly utilities.  47 

In this case, Ameren is proposing clearly unreasonable returns of 11.0% for their gas 48 

operations and 11.25% for their electric operations. 49 

  In this case, I have taken a different approach from some of my prior testimony.  50 

Rather than presenting my own separate analysis, I have examined the analyses and data 51 

presented in the testimony of AIC witness Robert Hevert and suggested corrections based 52 

on prior Commission orders, the governing legal precedents and the evidence presented 53 

by the Company.  In particular, I have: 54 

• Corrected Mr. Hevert’s Discounted Cash Flow (“DCF”) analyses to set 55 

the long-term sustainable growth rate in a manner that is consistent 56 

with the Commission’s Final Order in the Company’s last rate case, 57 

Docket No. 09-0306 (consolidated). 58 

• Corrected Mr. Hevert’s DCF analysis to remove his inappropriate and 59 

unsupported assumption that dividend payout ratios will increase. 60 

• Corrected the beta estimates used in the Capital Asset Pricing Model 61 

(“CAPM”) to reflect observations from multiple sources.  62 

• Corrected the CAPM market risk premium to be reflective of a balance 63 

of the historic risk premiums and projections presented by Mr. Hevert.  64 

 My testimony describes each of these issues in detail and in turn below.  I also address 65 

Mr. Hevert’s additional proposed analysis, his “Bond Yield Plus” risk premium analysis, 66 

and his proposed flotation cost adjustment.  The Commission has previously rejected 67 

consideration of such analyses, and it should here as well. 68 

 69 
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Q.  Please summarize your findings. 70 

A.  The result of my analysis of and corrections to Mr. Hevert’s estimates is a range of cost 71 

of equity capital estimates for the Company.  Following the same structure of Mr. 72 

Hevert’s analysis, I have calculated separate ranges for Ameren’s natural gas and electric 73 

distribution operations.  For the AIC Gas operations, reasonable results range from 7.41% 74 

to 9.02% with an average 0f 8.22%.  For the AIC Electric operations, reasonable results 75 

range from 8.47% to 9.65% with an average of 9.06%.  The Commission has typically 76 

relied on averages of the DCF and CAPM, and it would be appropriate to do so here, with 77 

the caveat that the DCF result should represent the upper boundary of reasonable results, 78 

as I discuss.  These recommendations are shown in Table 1 below. 79 

Table 1 ‐ Corrected Hevert Results 

DCF 
30‐DAY AVG. 

PRICE 
90‐DAY AVG. 

PRICE 
180 ‐DAY AVG. 

PRICE 
Low  High 

Electric Group  9.51%  9.51%  9.65%  9.51%  9.65% 
Gas Group  8.80%  8.87%  9.02%  8.80%  9.02% 

CAPM  Historic 
Sharpe Ratio 

Derived 
Market DCF 
Derived 

Low  High 

Electric Group  8.47%  9.35%  10.16%  8.47%  10.16%
Gas Group  7.41%  8.07%  8.68%  7.41%  8.68% 

Range of Reasonable ROEs (DCF is the Upper Boundary) 

Low  High  Average 
Electric Group  8.47%  9.65%  9.06% 
Gas Group  7.41%  9.02%  8.22% 

 80 

 81 
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II. COST OF EQUITY 82 

Q.  What is the cost of equity? 83 

A. The cost of equity is the return that investors demand to choose one investment over 84 

another available investment options.  Ameren would need to generate fair returns for 85 

their investors in order to maintain access to capital on reasonable terms.  In other words, 86 

this return is a cost of doing business.  This is why the terms “cost of equity” and “return 87 

on equity” (or “ROE”) are often used interchangeably by analysts.     88 

 89 

Q. What criteria should the Commission use to determine an appropriate cost of 90 

equity? 91 

A. The U.S. Supreme Court established the framework that all regulatory commissions use 92 

to determine an appropriate and fair cost of equity for regulated companies.  In two 93 

landmark cases, Bluefield Water Works & Improvement Co. v. Public Service 94 

Commission of West Virginia1 and Federal Power Commission et. al. v. Hope Natural 95 

Gas Co.2, the Supreme Court established that utilities are entitled to the opportunity to 96 

earn a fair return on their prudent and reasonable utility investment that is commensurate 97 

with the returns earned by other firms of comparable risk.   98 

The ICC’s task is to ensure that the cost of equity capital used to develop rates 99 

compensates investors for their investment risk, while assuring that customers do not pay 100 

an excessive or unreasonable return in those rates.  The Commission should base its 101 

determination of a fair return on the relative riskiness of the regulated company.  The 102 

                                                 
1 262 U.S. 679, 692 (1923). 
2 320 U.S. 591 (1944). 
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Commission must also recognize that the measure of a fair return will change over time, 103 

as the fundamentals of the equity markets change and evolve.  104 

 105 

Q. What cost of equity did the Commission grant the Ameren in their last rate cases? 106 

A. The Commission granted a return of 9.54% for the AIC gas operations, and 10.46% for 107 

the AIC electric operations in Docket No. 09-0306. 108 

 109 

Q. What cost of equity has Ameren requested in this case? 110 

A. AIC has requested a cost of equity capital of 11.25% for their electric operations and 111 

11.0% for their gas operations based on the testimony and analyses of Mr. Hevert.  Mr. 112 

Hevert’s analyses use two separate groups of utilities as proxies for Ameren’s gas and 113 

electric operations.  One sample comprises only gas utilities (the “Gas Group”), and the 114 

other comprises electric utilities (the “Electric Group”).  I do not take issues with the 115 

sample groups that Mr. Hevert chose in this testimony. 116 

As shown in Table 2 below, Mr. Hevert used three basic models to develop and 117 

support his cost of equity estimate. The results of his DCF, CAPM and Bond Yield Plus 118 

Risk Premium (“Risk Premium”) analyses were used in calculating and supporting his 119 

estimate.  As I will discuss, Mr. Hevert has grossly overestimated the cost of equity in 120 

these analyses.   121 

 122 

 123 

 124 

 125 



ICC Docket No. 11-0279, 11-0282 (Consolidated) 
Direct Testimony of Christopher C. Thomas 

AG/CUB Ex. 3.0 
 

  7  

Table 2 ‐ Summary of Hevert Results 

Electric Group 
Multi‐Stage DCF  Low  Mean  High 
30‐Day Average  10.04% 10.69% 11.70% 
90‐Day Average  10.00% 10.69% 11.63% 
180‐Day Average  9.95% 10.84% 11.67% 

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  11.07%  11.34% 

Market DCF Derived 
Market Risk Premium  12.00%  12.27% 

Average Historical Beta 

Sharpe Ratio Derived 
Market Risk Premium  10.35%  10.62% 

Market DCF Derived 
Market Risk Premium  11.18%  11.45% 

Treasury Yield Plus Risk Premium 
Low  Mid  High 

Risk Premium  10.56% 10.77% 10.99% 
Flotation Cost  0.14% 

   126 
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Table 2 ‐ Summary of Hevert Results  

Gas Group 
Multi‐Stage DCF  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% 

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% 

 127 

Mr. Hevert’s estimation process incorporates unnecessary adjustments and 128 

inappropriate inputs – which serve to increase Ameren’s proposed cost of equity estimate 129 

and overstate their actual cost of equity.  In the following sections of my testimony, I 130 

begin with some general observations about Mr. Hevert’s approach to cost of equity 131 

estimations.  Then I discuss more specific issues with his application of each model.   132 

   133 
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Q.   Are there aspects of Mr. Hevert’s approach to estimating the utilities cost of equity 134 

that affect the accuracy of his results? 135 

A.   Yes, there are several that stand out.  Mr. Hevert’s testimony incorporates several 136 

adjustments that serve mainly to increase the cost of capital, without any theoretical or 137 

factual support for this distortion of the DCF and CAPM models.  His results are 138 

unreliable because they reflect a bias in the selection of input factors (like long-term 139 

sustainable growth rates or beta estimates) for both models.  Each of these elements of 140 

Mr. Hevert’s analyses has the effect of increasing his cost of equity estimate.  I address 141 

each issue in turn below.   142 

 143 

A. DISCOUNTED CASH FLOW (“DCF”) ANALYSIS 144 

Q. How does a discounted cash flow analysis estimate the market required cost of 145 

equity? 146 

A. The DCF model estimates the cost of equity capital by assuming that investors who 147 

purchase stock are paying a price that reflects the present value of the cash flows they 148 

expect to receive from the stock in the future.  Using information about the current stock 149 

price and expected future cash flows from dividend payments and earnings growth, the 150 

model estimates the return that investors expect to receive on their investment.  It rests on 151 

two basic principles: 152 

• First, the current market price of a financial asset, such as a share of 153 

common stock or equity, is equal to the present value of all future cash 154 

flows that investors expect to receive from the asset.  Future cash 155 

flows to investors come from either future dividend payments or the 156 
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sale of the stock.  This means that the rate of return investors require 157 

for the risk they take in their investment is the discount rate at which 158 

the present value of all future cash flows from an asset are equivalent 159 

to the current market price of the asset.   160 

• Second, the DCF model recognizes that a dollar received today is more 161 

valuable than a dollar received at some point in the future because an 162 

investor could realize a return in future periods by investing that same 163 

dollar today.  If the investor receives that dollar in the future, she will 164 

have missed the opportunity to invest today.  The investor’s required 165 

rate of return, or a company’s cost of capital, is the return on the 166 

deferred payment that would induce the investor to wait.   167 

 168 

Q.  Please describe the DCF model. 169 

A. In its most basic form, the DCF model can be represented by the following equation: 170 

k = D0(1+g)/ P0 + g where 171 

 k  =  Investors required “rate of return”, or the “cost of equity capital” 172 

 D0 =  The current dividend payment 173 

P0  =  The current stock price 174 

D0(1+g)/ P0 = The expected dividend yield 175 

g =  The expected sustainable growth rate 176 

 177 

Q. Is applying the DCF a purely mathematical exercise? 178 

A. No.  The actual return required to induce investors to make a particular investment is not 179 

a directly observable number – that is why estimates are necessary.  Similarly, investors’ 180 
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requirements for future dividends and rates of growth cannot be found in the pages of the 181 

Wall Street Journal and plugged into the model.  In this case, the analysis is further 182 

complicated by the current market upheaval and by the fact that the Ameren Illinois 183 

Utilities do not have publicly traded stock that would provide current, objective dividend 184 

and price information.   185 

 186 

Q.  Is this the form of the DCF model that Mr. Hevert Uses? 187 

A. No, Mr. Hevert relies on a multi-stage DCF Model, which is essentially the same model 188 

expanded to reflect changes in the growth rate over time.  The multistage DCF model 189 

assumes that growth in the short-term (typically years 1 to 5) will transition (in years 5 to 190 

10) to long-term sustainable growth rate (typically beginning in year 10).   The basic 191 

formula is the same one that I have identified, but is run in several iterations to capture 192 

the change in growth rates, typically from current or forecasted growth to growth that can 193 

be expected to be sustained over the long-run.  The Commission has previously accepted 194 

multi-stage DCF models using analysts’ growth forecasts in the short-term, and 195 

transitioning to the long-term growth rate in GDP over time. 196 

 197 

1. Long Term Sustainable Growth Input 198 

Q. What does the growth component of the DCF model represent? 199 

A. The growth assumption enters the model through the specification of “g”, the expected 200 

sustainable growth rate input.  That term represents the sustainable growth that investors 201 

expect in their investment due to increases in a company’s earnings.  That growth rate 202 

must be consistent with, and supported by, the economic conditions and dividend payout 203 
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policies expected to occur.  There are two variations of the DCF model used by analysts.  204 

The single stage growth model is called the constant growth DCF model because it 205 

ignores the likely changes in the firm’s rate of growth over the infinite evaluation period 206 

of a DCF model.  The second variation is the multi-stage model, which was relied upon 207 

by Mr. Hevert, is the combination of repeated calculations of the basic form of the DCF 208 

using distinct growth rates over discrete periods of time. The multistage (or non-constant 209 

growth) model assumes that growth changes over time. 210 

 211 

Q.    How was the growth component of DCF analyses developed in AIU’s last rate case? 212 

A. The Commission accepted analyses that relied heavily on analysts’ forecasts of growth 213 

for the short-term transitioning to long-term growth in GDP.     214 

 215 

Q.  Is it appropriate for the Commission to do the same thing in this case? 216 

A. No, it isn’t.  Empirical reviews of analyst growth rates, the short-term growth rate 217 

previously relied on by the Commission, shows a pattern of upwardly biased analyst 218 

growth rate forecasts in comparison to the actual requirements of investors as reflected in 219 

stock prices.  Academic researchers have found that “analyst forecasts focus on the short 220 

term and are severely upward biased:”3   221 

…over the period 1982 to 1998, the median of the distribution of IBES 222 
[consensus analysts] growth forecasts is about 14.5 percent, a far cry from 223 
the median realized five-year growth rate of about 9 percent for income 224 
before extraordinary items.4 225 

 226 

                                                 
3 Tim Koller et al., Valuation: Measuring and Managing the Value of Companies 305 (2005).. 
4 Louis K. C. Chan et al., The Level and Persistence of Growth Rates, 58 J. Finance 672 (2003). 
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A number of empirical studies have documented optimistic bias in analysts’ 227 

earnings forecasts to the extent that “it seems reasonable to conclude that [the DCF 228 

equation] yields an upper bound to the equity premium”.5  Others have concluded that 229 

earnings and dividend growth rates traditionally used for the DCF model “exhibit 230 

substantial optimism bias and need to be adjusted downward.”6  The evidence is that 231 

“beyond two years, the best forecast of earnings growth is the historical average growth 232 

rate.”7 233 

In this case, the investor required equity returns the Commission is trying to 234 

determine should reflect unbiased growth estimates as indicated by market prices, rather 235 

than upwardly biased analyst forecasts that diverge from the growth rates underlying 236 

current stock prices.  Using analyst forecasts as short-term estimates of growth will result 237 

in an upward bias in DCF results.  Based on the evidence, it’s clear that the 238 

Commission’s usual applications of the DCF methodology have a tendency to overstate 239 

the actual cost of equity and must be considered as the upper boundary of the range of 240 

reasonable ROE results.  241 

I support the Commission’s determination that over the long-term GDP Growth 242 

will be the upper boundary of sustainable growth for utility companies.  Utility 243 

companies can’t reasonably be expected to grow faster than the overall economy; in fact 244 

they should grow more slowly, given the risk profile and characteristics of the business.   245 

 246 

                                                 
5 I.,, 44. 
6 James Claus and Jacob Thomas, Equity Premia as Low as Three Percent?, 56 J. Finance 1662 (Oct. 
2001). 
7 Eugene F. Fama and Kenneth R. French, The Equity Premium, 57 J. Finance 651 (April 2002). 
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Q. What is your conclusion regarding the DCF estimate resulting from Mr. Hevert’s 247 

selection of growth rate inputs? 248 

A. Mr. Hevert’s DCF analyses relies on analyst forecasts in precisely the manner academic 249 

research has shown to be inaccurate, in the short-term.  There is an upward bias in his 250 

short-term growth rate DCF growth rate inputs.  Additionally, Mr. Hevert’s long-term 251 

sustainable growth rate is also overstated.   252 

 253 

Q. Please describe Mr. Hevert’s long term sustainable growth rate. 254 

A. Mr. Hevert relies on a long-term growth rate of 5.72% based on real chain weighted GDP 255 

growth of 3.28% and a 2.37% estimate of inflation based on Blue Chip Financial 256 

Forecasts and the Energy Information Administration’s (“EIA”) projected growth in 257 

compound annually Consumer Price Index (“CPI”) Growth.  Hevert Direct at 549-555.   258 

 259 

Q. How does this estimate compare with the long-term Gross Domestic Product 260 

(“GDP”) growth rates that the Commission has traditionally accepted?   261 

A. Mr. Hevert’s estimate relies on growth rates that are much higher than those produced by 262 

the Commission’s traditionally accepted methodologies, which imply a long-term 263 

sustainable growth rate of approximately 4.825%. 264 

 265 

Q. Please describe the methodology that the Commission has accepted for calculating 266 

long-term sustainable growth? 267 
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A. In AIU’s last rate case, the Commission relied on both Staff’s estimate of the implied 20 268 

year forward US Treasury rate in 10 years and the Illinois Industrial Energy Consumers’ 269 

(“IIEC”) use of Blue Chip economic growth forecasts.  270 

 271 

Q. Please describe the implied 20-year forward US Treasury rate in 10 years put forth 272 

by Staff the Commission adopted in the prior case.   273 

A. The DCF incorporates a “risk free” rate which is used a baseline for comparison with 274 

another, riskier investment.  In general, the risk free rate is based on U.S. treasury 275 

securities. The implied 20-year forward US Treasury rate in 10-years Staff proposed and 276 

the Commission ultimately adopted in Ameren’s last rate case is a measure of the future 277 

risk free rate of growth that is implied by current US Treasury bond prices.  This implied 278 

future risk free rate is a measure of investor expectations of long-term growth and is a 279 

reasonable estimate of what investors today are actually expecting.  This measure of 280 

growth can be calculated with the following formula: 281 

20f10 = [(1+30r0) 30 / (1+10r0) 10] 1/20 – 1 282 

Where 20f10 = the implied 20-year forward U.S. Treasury rate in ten years; 283 

30r0 = the current 30-year U.S. Treasury rate; and 284 

10r0 = the current 10-year U.S. Treasury rate 285 

 286 

 For the week ending June 17th, the current 30-year treasury rate was 4.21% and the 287 

current 10-year treasury rate was 2.99%.  Using these current rates, in the formula above, 288 

produces an implied 20 year forward rate 4.825%. 289 

 290 

 291 
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Q. Please describe current Blue Chip forecasts of GDP Growth 292 

A. The consensus forecast published in the Blue Chip Economic Indicators, which is a 293 

survey of various economists’ forecasts, vary significantly over time.  On February 10th, 294 

2011, the forecast for real GDP growth was 3.2% in 2011 (up from the 2.5% forecast 295 

made in December 2010) and 3.3% in 20128.  The Consumer Price Index was predicted 296 

to rise by 1.9% in 2011 (up from 1.5% in December) and by 2.0% in 2012.9  Adding real 297 

GDP growth to inflation, as measured by the CPI, implies growth of 5.1% and 5.3% 298 

being forecasted in February.  This was a significant increase from the 4% being forecast 299 

in December 2010.  The chart below demonstrates that there is large short-term volatility 300 

in Blue Chip forecasts: 301 

 302 

 (Taken from:  http://blogs.wsj.com/marketbeat/2011/05/31/34980/ on June 23, 2011.)   303 

 304 
                                                 
8 http://tippie.uiowa.edu/economics/institute/forecasts.cfm Taken on June 23, 2011 
9 Ibid 
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 As the above chart demonstrates, Blue Chip Forecasts fell from a high of 3.2% in 305 

February back to 2.7% by May.    This wide variability is troubling, as it has a large 306 

influence on the final DCF results, but it clearly supports the current 4.825% 20-year 307 

forward implied growth rate in 10 years, calculated above. 308 

 309 

2. Increasing Dividend Payout Ratios 310 

Q. What is a Dividend Payout Ratio? 311 

A. The dividend payout ratio is the ratio of dividends paid out by a company to the total 312 

earnings of the company.  Stated differently, it is the percentage of earnings that the 313 

company pays to investors as dividends. 314 

 315 

Q. How does Mr. Hevert’s testimony use Dividend Payout Ratios? 316 

A. Mr. Hevert’s analysis explicitly incorporates changes in the dividend payout ratios of the 317 

sample companies over time.  Theoretically, incorporating changes in the dividend 318 

payout ratio, is not an unreasonable inclusion; in fact I’ve addresses this issue in prior 319 

testimony before the Commission.  I’ve argued that growth must be matched with 320 

expected changes in the dividend payout ratio to maintain the accuracy of DCF results.  321 

However, Mr. Hevert’s analysis incorrectly and inexplicably assumes that dividend 322 

payout ratios for the sample companies will increase dramatically from their current 323 

levels.  Dividend Payout ratios for the gas and electrics samples are currently at 59.25% 324 

and 59.82% respectively.  These ratios are forecast to decline to 56.25%(G) and 325 

58.09%(E).  However, Mr. Hevert assumes that they will increase to 71.18%(G) and 326 

67.5%(E).  These levels are between 16 and 27% above the forecast .  This assumption 327 
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simply increases the DCF results with no real support for that increase.  Mr. Hevert’s 328 

assumption is based only on an “industry average” with no substantive analysis, or 329 

support, for his contention.  To correct this error the Commission should either hold the 330 

dividend payout ratio constant, or assume that dividend payout ratios, which are currently 331 

forecasted to decline, will decline and revert back to their current levels.  There is no 332 

support for dividend payout ratios that are above current levels.  333 

 334 

Q.   After examining Mr. Hevert’s DCF analysis, what are your conclusions? 335 

A. The Commission must correct the long term growth rate that Mr. Hevert used in his 336 

analysis to conform with prior practice, and to be consistent with current implied growth 337 

rates in GDP.  Additionally, the Commission must also remove the inappropriate and 338 

unsupported adjustment that Mr. Hevert made to the Compnay’s dividend payout ratios.  339 

Through his applications of DCF financial models to selected financial data, Mr. 340 

Hevert derives DCF estimates of Ameren’s cost of capital that range from of 9.95% to 341 

11.70% for AIC’s electric operations and from 9.51% to 11.24% for AIC’s gas 342 

operations.  I have used the same sample groups and analysis used by Mr. Hevert, 343 

corrected for both an appropriate long term growth rate 4.825% and to remove the 344 

assumption that dividend payout ratios will revert to anything other than their current 345 

levels.  These corrections result in DCF Results for the Electric Sample that range from 346 

9.51% to 9.65%, and DCF Results for the Gas Sample that range from 8.80% to 9.02%, 347 

as shown below: 348 

 349 
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Table 3 ‐ Corrected Havert DCF Results 

Electric Group 

Company  Ticker 

30‐DAY 
AVERAGE 
PRICE 

90‐DAY 
AVERAGE 
PRICE 

180 ‐DAY 
AVERAGE 
PRICE 

American Electric Power  AEP  9.97%  9.92%  10.09%
Cleco Corp.   CNL  8.31%  8.36%  8.55%
DPL, Inc.  DPL  9.87%  9.80%  9.84%
Great Plains Energy Inc.  GXP  10.31%  10.37%  10.52%
Hawaiian Electric  HE  10.11%  10.03%  9.98%
IDACORP, Inc.  IDA  8.25%  8.32%  8.41%
NextEra Energy, Inc.  NEE  9.47%  9.30%  9.39%
Pinnacle West Capital  PNW  9.50%  9.50%  9.72%
Portland General  POR  9.16%  9.32%  9.51%
Southern Co.  SO  10.03%  10.07%  10.31%
Westar Energy   WR  9.59%  9.67%  9.85%

MEAN:  9.51%  9.51%  9.65%

Gas Group 

Company  Ticker 

30‐DAY 
AVERAGE 
PRICE 

90‐DAY 
AVERAGE 
PRICE 

180 ‐DAY 
AVERAGE 
PRICE 

Atmos Energy  ATO  8.85% 9.01%  9.11%
Laclede Group  LG  9.80% 9.96%  10.05%
New Jersey Resources  NJR  8.03% 8.22%  8.40%
Northwest Nat. Gas  NWN  8.70% 8.66%  8.75%
Piedmont Natural Gas  PNY  9.18% 9.22%  9.41%
South Jersey Industries  SJI  7.86% 7.99%  8.17%
Southwest Gas  SWX  7.87% 7.99%  8.16%
WGL Holdings Inc.  WGL  10.10% 9.96%  10.11%

MEAN:  8.80% 8.87%  9.02%
 350 

As I have discussed, these estimates are very conservative and should serve as the upper 351 

boundary of any range of reasonable results. 352 

 353 

 354 
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Q.   Why do you say that your corrected DCF results are very conservative?  355 

A.   There are other flaws in Mr. Hevert's DCF analysis for which I have not proposed a 356 

quantitative adjustment.  Even without quantifying and proposing explicit corrections, the 357 

issues and conclusions I have discussed strongly support the use of a cost of equity at the 358 

lower end of any range of reasonable estimates developed in this record.   359 

 360 

B. CAPITAL ASSET PRICING MODEL (“CAPM”) 361 

Q.  Please describe the Capital Asset Pricing Model. 362 

A. The key assumptions of the CAPM are (1) that in the market, investors are compensated 363 

only for non-diversifiable risk, quantifiable as a uniform EMRP, and (2) that beta is an 364 

accurate measure of the relative risk of an individual security when compared with the 365 

overall market.  The CAPM is an alternative analytical tool commonly used in regulatory 366 

proceedings to estimate investors’ required rate of return, or the cost of equity capital for 367 

the firm.  The CAPM can be represented by the following equation: 368 

 k =  Rf + B(Rm-Rf)   where 369 

k  =   Investors’ required rate of return, or the cost of equity capital 370 

Rf =   The risk-free rate of return 371 

B =  Beta, a representation of the relative correlation between the 372 
market and the security or industry being analyzed, where 1.0 373 
is perfect correlation  374 

Rm =  The market return 375 

(Rm-Rf) = The expected market risk premium (“EMRP”) or the market 376 
return in excess of the risk-free rate. 377 

 378 
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 For a utility, the investors’ required rate of return is the risk-free rate, or the return 379 

investors expect from government securities (typically 30 years) plus the value of the 380 

“non-diversifiable risk”, that is, the risk inherent in the marketplace.  The inherent risk is 381 

represented by what is known as the “beta coefficient.”  The beta coefficient measures 382 

the amount of that non-diversifiable, or market risk that investors are exposed to through 383 

their investment in a particular firm’s shares.   384 

 385 

Q. Are there problems with the CAPM?   386 

A. Although the CAPM is widely used and relatively simple, there are several well-known 387 

problems with both the theory and the practical application of the model.  Economists 388 

have studied the relationship between actual market behavior and the CAPM model for a 389 

number of years, in particular, how to evaluate the risk of a company as compared to that 390 

of the marketplace overall.  One such study concluded that “the CAPM as a model has 391 

been seriously challenged in the academic literature,” noting that business schools across 392 

the country may in fact be teaching a tool that “may not be of much value when it comes 393 

to estimating the cost of capital for a project.”10    394 

 395 

Q. Does this mean that the CAPM should not be used at all in determining the cost of 396 

equity for regulated utility? 397 

A. No, but it should be used with an understanding of its limitations.  The problems with the 398 

inputs and theory of the CAPM raise serious questions about the validity of the results 399 

                                                 
10 Ravi Jagannathan and Iwan Meier, Do We Need CAPM For Capital Budgeting?, Financial 
Management, 5, 7, 10 (Winter 2002). 
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generated by the model.  With those limitations, the CAPM is best only employed as a 400 

check on the results of the DCF model.  Even in that limited role, however, the regulator 401 

must recognize the deficiencies of the CAPM, require appropriate inputs, and use the 402 

results judiciously.   403 

 404 

1. The Beta Coefficient 405 

Q. What does the beta represent in the CAPM? 406 

A. The beta coefficient (B) represents the degree to which the price of a stock moves with 407 

the overall market, or the volatility of an individual stock compared to the volatility of the 408 

market.  A beta of 1.0 represents a stock that moves in complete unison with the overall 409 

market – a stock that has exactly the same risk as the overall market.  If the beta is less 410 

than 1.0, then the stock is less volatile than the overall market, indicating that returns are 411 

more stable and less risky.  If the beta is greater than 1.0, then the stock is more volatile 412 

than the overall market, which indicates the stock is riskier than the market.   413 

 414 

Q. How has the Commission traditionally treated experts incorporation of beta factors 415 

into the CAPM? 416 

A. The Commission has traditionally accepted beta coefficients that are adjusted for mean 417 

reversion, or a supposed tendency to revert to the market mean (1.0), as valid CAPM 418 

inputs.  This is the method commonly relied on by Value Line, one source used by Mr. 419 

Hevert’s in his analysis.  The Value Line beta is upwardly biased in comparison to a 420 

broader sample of the published estimates of that critical input.   421 

 422 
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Q. What beta should the Commission use in the CAPM? 423 

A. The Commission should use a beta that is derived from betas reported by a variety of 424 

financial reporting sources, as shown below.   425 

Table 4 ‐ Published Beta Estimates 

Electric Group 
Value Line Bloomberg Yahoo  Google  Zacks

American Electric Power  AEP  0.700 0.772 0.54  0.58  0.58 
Cleco Corp.   CNL  0.650 0.655 0.44  0.5  0.5 
DPL, Inc.  DPL  0.600 0.742 0.6  0.6  0.6 
Great Plains Energy Inc.  GXP  0.750 0.935 0.76  0.75  0.75 
Hawaiian Electric  HE  0.700 0.977 0.6  0.55  0.55 
IDACORP, Inc.  IDA  0.700 0.798 0.43  0.44  0.44 
NextEra Energy, Inc.  NEE  0.750 0.766 0.57  0.6  0.6 
Pinnacle West Capital  PNW  0.700 0.886 0.56  0.57  0.57 
Portland General  POR  0.750 0.729 0.65  0.69  0.69 
Southern Co.  SO  0.550 0.594 0.32  0.35  0.35 
Westar Energy   WR  0.750 0.825 0.62  0.66  0.66 
Average Beta     0.691 0.789 0.554  0.572  0.572 

Average  0.635

Gas Group 
Value Line  Bloomberg  Yahoo  Google  Zacks

Atmos Energy  ATO  0.65  0.80  0.51  0.53  0.53 

Laclede Group  LG  0.60  0.69  na  0.08  0.08 

New Jersey Resources  NJR  0.65  0.70  0.13  0.19  0.19 
Northwest Nat. Gas  NWN  0.60  0.76  0.22  0.31  0.31 

Piedmont Natural Gas  PNY  0.65  0.76  0.22  0.26  0.26 

South Jersey Industries  SJI  0.65  0.69  0.22  0.3  0.3 

Southwest Gas  SWX  0.75  0.94  0.73  0.74  0.75 

WGL Holdings Inc.  WGL  0.65  0.70  0.17  0.25  0.25 

Average Beta  0.650  0.756  0.314  0.333  0.334 

Average  0.477

 426 
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As shown here, betas from different sources exhibit wide variability.  Because of this 427 

variability it makes sense to consider betas from more than one source.  Taken together, 428 

beta estimates from a variety of sources provide a more reasonable estimate of the true 429 

utility betas.   430 

 431 

Q. What is the problem with the betas that Mr. Hevert used in his CAPM analysis?  432 

A. Mr. Hevert calculated betas two different ways.  His first approach simply employs the 433 

average reported Beta from Bloomberg and Value Line for the proxy group companies.  434 

His second method is to calculate short-term betas.  His betas estimates range from .74 to 435 

.829 for the electric group and from .703 to .862 for the gas sample.     436 

Comparing Mr. Hevert’s results to the published betas clearly demonstrates his upwards 437 

bias.  Mr. Hevert’s use of current and historic betas is upwardly biased.  To be complete, 438 

the Commission should consider a range of betas reported by the various reputable 439 

financial data reporting sites.  This will help the Commission to avoid unintended bias in 440 

various estimates used in a cost of equity determination.   441 

 442 

2.  Equity Market Risk Premium (“EMRP”) 443 

Q. What does the expected market risk premium represent in the CAPM? 444 

A. The EMRP represents the premium, above the risk-free rate, that investors expect when 445 

they take on the risk of an investment in the market portfolio, or the universe of potential 446 

investment opportunities available to investors.   447 

 448 

 449 



ICC Docket No. 11-0279, 11-0282 (Consolidated) 
Direct Testimony of Christopher C. Thomas 

AG/CUB Ex. 3.0 
 

  25  

Q. What EMRP does Mr. Hevert use in his CAPM analysis?   450 

A. Mr. Hevert uses EMRP values ranging from 8.09% to 9.36% in his analysis.   451 

 452 

Q. Is there more than one approach for calculating the EMRP variable?  453 

A. Yes.  There are two main approaches to specifying the EMRP input to CAPM analyses – 454 

using EMRP estimates derived from the academic studies of market performance or using 455 

EMRP estimates calculated for particular situations or cases.  Mr. Hevert uses the latter 456 

approach, which has also been used by the Commission in prior cases.   457 

 458 

Q.  Is one approach superior to the other? 459 

A. Questions concerning the appropriate EMRP have been called “the most debated issue in 460 

finance”11 and “the premier question relating to the cost of capital, for theorists and 461 

practitioners alike.”12  These comments alone suggest strongly that an ad hoc calculation 462 

for a particular rate case is unlikely to produce a result superior to one drawn from years 463 

of research by the financial and academic communities.  In my opinion, the research and 464 

analysis performed by unbiased academics over many years is to be preferred over the 465 

assertions or ad hoc calculations of interested participants in economic contests.  The 466 

same is true of a choice between an approach determined by relevant financial theory and 467 

research and one that is attributable to regulatory habit and has not been rigorously and 468 

regularly re-examined.  Given the volume of this research, I have not attempted to present 469 

a comprehensive summary.  However, I highlight below some of the broad conclusions 470 

                                                 
11 Tim Koller et al., Valuation:  Measuring and Managing the Value of Companies 297 (2005). 
12 Seth Armitage, The Cost of Capital:  Intermediate Theory 87 (2005). 
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that can be drawn from the literature.  The overwhelming conclusion from current 471 

research on the EMRP is that the return expected by investors and appropriate for use in 472 

the CAPM is far lower than returns calculated from selective samples of historic 473 

information.  For example, Enrique Arzac recaps a wide body of research by stating; 474 

We show that both the historic record, financial theory, and 475 
prospective estimates based on stock prices and growth 476 
expectations, all indicate that the future equity premium in 477 
developed capital markets is likely to be between 3 and 5%...13 478 
 479 

Consultants in the industry have also recognized that the actual risk premium is far lower 480 

than historic returns calculated from selective historic data would indicate: 481 

Our 2005 Capital Market Assumptions resulted in an expected 482 
stock market return of 7.9% on the S&P 500 for the next ten years. 483 
Subtracting a starting Treasury bond yield results in a ten-year 484 
equity risk premium of 3.3% - landing in the Middle of the Road 485 
with a slight lean towards the pessimistic viewpoint.14 486 
 487 

Consider, in contrast, the following comment on EMRP estimates calculated from 488 

selective historic data.  Koller, et al. describe the general biases in EMRP:  489 

Historical estimates found in most textbooks (and locked in the minds of many), which 490 

often report numbers near 8%, are too high for valuation purposes because they compare 491 

the market risk premium versus short-term bonds, use only 75 years of data, and are 492 

biased by the historical strength of the U.S. market.”15     493 

 494 

Q. Has the research more thoroughly analyzed the bias found in the historic stock 495 

market data? 496 

                                                 
13 Enrique Arzac, Valuation for Mergers, Buyouts, and Restructuring, John Wiley and Sons, 35 (2005). 
14 John M. West, CFA.  Equity Risk Premium, Wurts & Associates Topics of Interest 5 (April 2005). 
15 Tim Koller et al., Valuation:  Measuring and Managing the Value of Companies 306 (2005). 
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A. Yes.  While this information is quite complex, there are a number of analyses of relevant 497 

market factors that explain the upward bias in historic stock market data.  For example:  498 

Koller, et.al., state that: 499 

…the general consensus is that the aggregate stock market exhibits 500 
negative autocorrelation.  In this case, the arithmetic mean is 501 
biased upward… 502 
 503 

They also discuss survivorship bias:  504 
 505 
…If we subtract a 1% to 2% survivorship bias from the long-term 506 
arithmetic average of 5.5%, the difference implies the future range 507 
of U.S. market risk premium should be 3.5% to 4.5%.16 508 
 509 

Enrique Arzac presents data from Sigel (2002) that the nominal arithmetic risk premium 510 

was 5.9% from 1926-2002 while it was only .2% from 1982-2002.  In explaining the 511 

historic risk premium data, Arzac states that:  512 

…recent data for estimating the equity premium are not difficult to 513 
construct.  For example, investors seem to have underestimated the 514 
effect of inflation on bond returns prior to 1980 and demanded low 515 
returns on bonds, which may have resulted in an exaggerated risk 516 
premium.17 517 

 518 

Q. Given the wealth of information in the financial literature, what EMRP should the 519 

Commission use in the CAPM? 520 

A. To be complete, the Commission should consider an EMRP analysis that relies on a 521 

reasonable range of EMRPs.  The EMRP literature safely justifies an EMRP in the range 522 

of 3.0 to 5.0%, with some research indicating that the actual EMRP is much lower.  523 

However, recognizing that the Commission has typically adopted an EMRP estimate that 524 

is calculated for a specific case, I have calculated the CAPM using the end points of a 525 

                                                 
16 Tim Koller et al., Valuation:  Measuring and Managing the Value of Companies 303 (2005). 
17 Enrique Arzac, Valuation for Mergers, Buyouts, and Restructuring, John Wiley and Sons, 38-9 (2005). 
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spectrum of EMRP estimates.  At one end of the spectrum is the historic EMRP  of 526 

6.70%, as reported in Mr. Hevert work papers, but not used in his testimony, and at the 527 

other end is the 9.36% estimate calculated by Mr. Hevert, which is clearly outside the 528 

estimates provided by  the academic research. 529 

 530 

3. CAPM Results 531 

Q. What are the results of adjusting Mr. Hevert’s CAPM analysis? 532 

A. As shown in Table 5 below, the CAPM model is very sensitive changes to the selected 533 

beta – that is, small changes in the beta coefficient produce large changes in the overall 534 

CAPM result.  If the Commission believes that the CAPM is a valuable tool, it should use 535 

these results to find that the cost of equity for Ameren should be at the lower end of any 536 

range of valid estimates.  For my own recommendations, I chose to use an average of 537 

multiple sources, other than just one which is disproportionately high.  In order to 538 

demonstrate this clearly, I have adjusted Mr. Hevert’s CAPM analyses with a variety of 539 

reported betas and  expanded the EMRP using inputs identified in Mr. Hevert’s 540 

testimony. 541 

 542 

 543 

Table 5 ‐ Corrected Hevert CAPM Results 

Market Risk Premium  Return on Equity 
Risk 
Free 
Rate 

Avg. 
Publish. 
Beta  Historic 

Sharpe 
Ratio 

Derived 

Market 
DCF 

Derived Historic 

Sharpe 
Ratio 

Derived 

Market 
DCF 

Derived
Electric  4.21%  0.635  6.70%  8.09%  9.36%  8.47%  9.35%  10.16% 

Gas   4.21% 0.477 6.70% 8.09% 9.36% 7.41% 8.07% 8.68% 
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Q. How should the Commission use CAPM results? 544 

A. The Commission should look to the lower end of any range of reasonable estimates this 545 

record defines when it determines the appropriate equity return for Ameren.  Accepting 546 

expected market risk premium inputs that have been calculated specifically for a 547 

particular regulatory litigation case will tend to produce inflated cost of equity estimates.  548 

Since the Commission is not using in this case academic research assessing empirical 549 

data on the premium that the market has established for equity investments in stock 550 

prices, the Commission should give little weight to the estimates of financial analysts, 551 

whose familiarity with market expectations is driven by their own interests in creating 552 

those expectations. 553 

 554 

C. RISK PREMIUM ANALYSIS 555 

Q.  Please describe the risk premium analysis performed by Mr. Hevert. 556 

A. In general terms, the “Bond Yield Plus” Risk Premium approach is based on the 557 

fundamental principle that equity investors bear the residual risk associated with 558 

ownership and therefore require a premium over the return they would have earned as a 559 

bondholder.  That is, since returns to equity holders are more risky than returns to 560 

bondholders, equity investors must be compensated for bearing that risk.  Risk premium 561 

approaches, therefore, estimate the cost of equity as the sum of the equity risk premium 562 

and the yield on a particular class of bonds.   563 

As with other forms of financial modeling, since the equity risk premium is not 564 

directly observable, it typically is estimated using a variety of approaches, some of which 565 

incorporate ex-ante estimates of the cost of equity, and others that consider historical, or 566 
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ex-post, estimates.  In the case of the CAPM, those estimates are with respect to the 567 

return on the broad market.  An alternative approach is to use actual authorized returns 568 

for electric utilities as the measure of the cost of equity to determine the EMRP. 569 

The risk premium method that Mr. Hevert uses is another measure of capital costs 570 

based on the same principle of evaluating the relative riskiness of a security to the 571 

market.  The analysis he presents is similar to other risk premium analyses presented to 572 

the Commission in past cases.  573 

 574 

Q. Has the Commission previously addressed the risk premium methodology? 575 

A. Yes.  In the a recent rate case for Peoples Gas Light and Coke Co. and the North Shore 576 

Gas Company, ICC Docket Nos. 07-0241/07-0242 (Cons) (“Peoples/North Shore Rate 577 

Case”), the Commission found:   578 

The Commission understands that the CAPM is similar to a risk 579 
premium model.  However, the risk premium model that the 580 
Utilities used in addition to their CAPM is unhelpful.  The primary 581 
reason that the Commission has repeatedly rejected that type of 582 
risk premium analysis is the difficulty in establishing the “correct” 583 
risk premium.  The risk premium for common equity relative to 584 
debt changes over time and, in the Commission’s view, there is no 585 
objective mechanism for establishing that risk premium.  While all 586 
cost of equity analyses require the application of judgment, this 587 
particular approach is primarily a matter of judgment and we are 588 
unwilling to rely on such a subjective analysis.   589 

 590 
The Utilities acknowledge that this Commission “has in the past 591 
rejected the [Risk Premium] model as a valid basis on which to set 592 
[ROE].”  NS-PGL BOE at 29 (citing CILCO, Docket No. 02-0837, 593 
Order (Oct. 17, 2003)).  Despite that, the Utilities contend that the 594 
risk premium should still be utilized, in conjunction with the 595 
Utilities’ other models, to determine ROE in the instant dockets.  596 
The Utilities assert that the Commission ratified that viewpoint in 597 
Commonwealth Edison, Docket No. 05-0597, Order (June 26, 598 
2006), when we relied, in part, on an intervenor witness whose 599 
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ROE recommendation was derived from three models, including 600 
the risk premium.  Staff responds that the witness did not give risk 601 
premium equal weight with his other models, that the Commission 602 
also used Staff’s recommendations (without risk premium) to set 603 
ROE, and that the issue was not analyzed as it has been here.  Staff 604 
RBOE at 23-24.  The Commission again rejects the risk premium 605 
model.  Insofar as it crept into decision-making in Docket No. 05-606 
0597, that was an anomaly we will not repeat.18   607 

 608 

Furthermore, In AIU’s last rate case, the Commission rejected the risk premium approach 609 

stating: 610 

Mr. Gorman and Ms. McShane also presented the Commission 611 
with a risk premium analysis in addition to the DCF models and 612 
CAPM models. Although it does not appear to the Commission 613 
that a great deal of discussion occurred in the parties briefs on this 614 
model, other than footnotes by AIU and IIEC, the Commission 615 
notes it has traditionally rejected risk premium analyses. The 616 
Commission finds no reason to deviate from past practice wherein 617 
it has relied on the DCF and CAPM models to estimate cost of 618 
common equity. The Commission declines to consider either AIU's 619 
or IIEC's risk premium analysis.19   620 
 621 

Because of the similarities between Mr. Hevert’s analysis and the past analyses rejected 622 

by the Commission, the Commission should make the same finding here.  There is no 623 

reason to depart from past practice in this instance.  The Risk Premium model does not 624 

add any useful information to the record. 625 

 626 

D.  FLOTATION COSTS 627 

                                                 
18 ICC Dockets 07-0241/07-0242 (cons.), Order at 93-94, February 5, 2008.   
19 ICC Docket 09-0306c, Final Order of April 29, 2010 at 216. 
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Q. Mr. Hevert proposes to consider 13 and 14 basis point adjustment to recognize 628 

“flotation costs” for AIC’s gas and electric operations respectively.  Are such 629 

adjustments appropriate?  630 

A. No.  Flotation costs are the costs the company incurs when it issues securities.  631 

Essentially, when the company issues a $50 million bond, it pays fees to the underwriters 632 

and others involved in offering the bonds to the financial markets, also known as 633 

“floating” the bond.  Mr. Hevert’s proposal to include adjustments to recover flotation 634 

costs is based upon estimates of other utilities flotation costs, not in relation to any 635 

specific costs incurred by Ameren.  This is an inappropriate and unnecessary adjustment.,   636 

 637 

Q. Has the Commission addressed the recovery of flotation costs through cost of equity 638 

adjustments, similar to what Mr. Hevert is proposing here? 639 

A. Yes.  In the Peoples/North Shore rate case, the Commission denied a request to recover 640 

flotation costs, stating:  641 

[T]here is no flotation in the test year, and no specific flotation 642 
planned, nor do the Utilities address how the cost of stock issuance 643 
by their parent corporation is allocated to their regulated activities.   644 
 645 
As for the Companies’ allegedly unrecovered prior flotation costs, 646 
the record does not support recovery now.....  Even if this request 647 
would not violate the prohibition on retroactive ratemaking, there 648 
is no adequate evidence connecting old stock issuances to these 649 
Utilities or negating prior recovery.20   650 
 651 

The Commission should reach the same conclusion here, both because Ameren has not 652 

proven that the costs are actually unrecovered, and because it is fundamentally 653 

inappropriate to recover “costs” that the Company has not actually incurred. 654 

                                                 
20 ICC Dockets 07-0241/07-0242 (cons.), Order at 102, February 5, 2008. 
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  655 

III.  SUMMARY AND CONCLUSION 656 

 657 

Q.  Please summarize your findings. 658 

A. The result of my analysis as follows:  659 

Range of Reasonable ROEs (DCF is the Upper Boundary) 

Low  High  Average 

Electric Group  8.47%  9.65% 9.06% 
Gas Group  7.41%  9.02% 8.22% 

 660 

This recommendation reflects corrected estimates of both Mr. Hevert’s DCF and CAPM, 661 

with the DCF results representing the upper boundary, as I have discussed.  Consistent 662 

with expressed Commission policy, I have not used his Mr. Hevert’s Bond Yield Plus 663 

Risk Premium model or incorporated his floatation cost adjustment.   664 

 665 

Q.   Do you believe that this estimate range represents the true cost of equity capital for 666 

the Company? 667 

A.    No.  For reasons I have discussed, I believe that it is actually above AIU’s actual cost of 668 

equity capital. Lower cost of capital estimates than the range provided are supported by 669 

the evidence, including the results of undistorted financial model analyses I have 670 

presented.   671 

Q. Do your estimates incorporate any other rate-making adjustments or cost recovery 672 

mechanisms beyond what Ameren already has in place? 673 
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A. No, they do not.  I understand that Ameren has proposed a new rider, Rider PBR, for 674 

Commission approval.  Should that rider be approved, it would be necessary to reduce the 675 

ROE. 676 

 677 

Q.  What is the Pension Benefits Rider (“Rider PBR”) that Ameren has proposed? 678 

A. AIU proposed that its pension expense be recovered through a rider.  AIU witness Mr. 679 

Jones explains that it would “provide a true-up of the difference between pension expense 680 

allowed in rates [in this case] and actual pension expense recorded on the AIC’s books” 681 

annually.  AIU witness Mr. Nelson explains that AIU believes that pension expense is 682 

“volatile” and “uncontrollable,” making it appropriate for rider recovery. 683 

 It is unclear to me whether this rider is intended to apply to both gas and electric 684 

operations, as Mr. Nelson describes the rider in his testimony for both cases but Mr. 685 

Jones’s supporting testimony, and the tariff itself, appear only in the electric case.  For 686 

the purposes of my testimony, I assume that AIU intended to propose the rider for both 687 

gas and electric operations.  688 

 689 

Q. Do you take a position on the appropriateness of recovery of pension expense in a 690 

rider? 691 

A. I have not taken a position here.  I refer instead to the testimony of Mr. Effron for the AG 692 

and CUB positions, in so far as Mr. Effron can address the non-legal aspects of the 693 

proposed rider. 694 

Q. Would a rider to recover pension expense affect the Company’s required ROE? 695 
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A. Yes.  If the Commission were to conclude that a rider would be appropriate to recover 696 

pension expense, then the Commission should choose an ROE from the lower end of the 697 

ROE results presented in this case. 698 

 699 

Q. Has the Commission done anything similar in the past? 700 

A. Yes.  I am not a lawyer, but I understand that in the Company’s last rate case, 09-0306 701 

(cons.), the Commission adjusted the Company’s ROE to reflect the risk-mitigating effect 702 

of the statutory rider to recover uncollectibles expenses.21  The Commission stated,  703 

The Commission agrees with Staff that the adoption of the 704 
uncollectible riders ensure more timely and certain collection of 705 
bad debt expense and should provide AIU with greater assurance 706 
that they will earn their authorized rates of return.  Due to this 707 
reduction in uncertainty, the Commission finds it appropriate to 708 
adopt a reduction to the approved cost of common equity.”22 709 

  710 

I understand that the Commission made similar findings in ICC Docket 09-0166 (cons.), 711 

adopting adjustments to reduce the utilities’ ROE for Rider VBA (which recovered 712 

differences in estimated and actual revenues per customer), Rider UEA (uncollectibles), 713 

and Rider ICR (recovery of expenses related to an accelerated main replacement 714 

program).23 715 

 716 

Q.  Are you recommending that the Commission adopt a cost of equity in this case 717 

below the range you have identified? 718 

A.  I am not, even though such a cost of equity might be appropriate, given the bias that 719 

                                                 
21 ICC Docket No. 09-0306c Final Order of April 29, 2010 at 219-219 
22 Id. at 219. 
23 ICC Docket No. 09-0166c Final order of January 21, 2010 at 129. 
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remains in Mr. Hevert’s analysis, as I discuss in this testimony.  In previous cases I have 720 

presented academic evidence that argues against the theoretical underpinnings of the 721 

inputs used by utility witnesses like Mr. Hevert’s and the analysis of the Commission 722 

Staff.  However, given the Commission’s reluctance to change the way it has historically 723 

performed ROE analysis, I have determined that I can be most helpful to the Commission 724 

by simply identifying and correcting the most egregious errors in the analyses the 725 

Commission has elected to prefer in past cases.   726 

  727 

Q. Does this conclude your testimony? 728 

A. Yes. 729 


