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DOCKET Nos. 11-0279 / 11-0282 (Cons.) 2 

REBUTTAL TESTIMONY  3 

OF  4 

ROBERT B. HEVERT 5 

CONCENTRIC ENERGY ADVISORS, INC. 6 

Submitted on Behalf of 7 

Ameren Illinois 8 

I. INTRODUCTION 9 

Q. Please state your name and business address. 10 

A. My name is Robert B. Hevert.  I am President of Concentric Energy Advisors, Inc. 11 

(Concentric), located at 293 Boston Post Road West, Suite 500, Marlborough, Massachusetts 12 

01752. 13 

Q. Are you the same Robert B. Hevert who provided direct testimony in this 14 

proceeding? 15 

A. Yes, I provided direct testimony on behalf Ameren Illinois Company (AIC or the 16 

Company) regarding the appropriate Return on Equity (ROE) for AIC’s natural gas and 17 

electric operations, respectively. 18 
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II. PURPOSE OF TESTIMONY 19 

Q. What is the purpose of your rebuttal testimony in this proceeding? 20 

A. The purpose of my rebuttal testimony is to respond to the testimony of Ms. Janis 21 

Freetly on behalf of the Staff of the Illinois Commerce Commission (Commission), Mr. 22 

Michael P. Gorman on behalf of the Illinois Industrial Energy Consumers (IIEC), and Mr. 23 

Christopher C. Thomas on behalf of the People of the State of Illinois and the Citizens Utility 24 

Board (AG/CUB) (collectively, the Opposing ROE Witnesses).  I also provide updated 25 

calculations and analytical results with respect to the Company’s cost of equity.1   26 

Q. Are you sponsoring any exhibits with your rebuttal testimony? 27 

A. Yes, I am.  My analyses and recommendations are supported by the data presented in 28 

Ameren Exhibits 23.1 through 23.21, which have been prepared by me or under my direct 29 

supervision. 30 

Ameren Exhibit 23.1 Filed and Revised Multi-Stage DCF Results 
(Ms. Freetly, Mr. Gorman, and Mr. Hevert)  

Ameren Exhibit 23.2 Multi-Stage DCF 
Ameren Exhibit 23.3 Bloomberg and Value Line Betas 
Ameren Exhibit 23.4 Capital Asset Pricing Model 
Ameren Exhibit 23.5 18-month Beta 

(Hevert Revised Electric Proxy Group) 
Ameren Exhibit 23.6 18-month Beta 

(Combined Electric Proxy Group) 
Ameren Exhibit 23.7 18-month Beta 

(Hevert Revised Gas Proxy Group) 
Ameren Exhibit 23.8 Risk Premium 
Ameren Exhibit 23.9 Flotation Cost Adjustment 
Ameren Exhibit 23.10 Real GDP / Real Risk-Free Rate Regression 
Ameren Exhibit 23.11 Ms. Freetly Mid-Year Multi-Stage DCF 

                                                 
1  Throughout my rebuttal yestimony, I alternatively use the terms “ROE” and “cost of equity” in 

discussing the Return on Equity. 



Ameren Exhibit 23.0 
Page 3 of 125 

Ameren Exhibit 23.12 Value Line Market Risk Premium 
Ameren Exhibit 23.13 Uncollectible Accounts Rider Event Study 
Ameren Exhibit 23.14 Uncollectible Accounts Rider Event Study 
Ameren Exhibit 23.15 A- Rated Senior Unsecured Utility Bonds 
Ameren Exhibit 23.16 Retention Ratio / 5-year Earnings Growth 

Regression 
Ameren Exhibit 23.17 CPI / GDP Price Deflator Regression 
Ameren Exhibit 23.18 Mr. Gorman Financial Integrity 
Ameren Exhibit 23.19 Capital Structure 
Ameren Exhibit 23.20 Growth Rate Regressions 
Ameren Exhibit 23.21 P/E Ratios 

Q. Have you revised the ROE recommendations contained in your direct 31 

testimony? 32 

A. Yes, I have.  As discussed later in my rebuttal testimony, in light of changes in certain 33 

market data since the filing of my direct testimony, in particular proxy company stock prices, 34 

I have revised my ROE ranges and recommendations for the Company’s natural gas and 35 

electric operations.  Regarding AIC’s natural gas operations, I have revised the upper end of 36 

my range from 11.25 percent to 11.00 percent, and have lowered my recommended ROE 37 

from 11.00 percent to 10.75 percent.2  As to the Company’s electric operations, I have 38 

reduced the upper end of my range from 11.50 percent to 11.25 percent, and revised my 39 

recommended ROE from 11.25 percent to 11.00 percent.3  My revised ranges and 40 

recommendations are supported by the data and analyses presented throughout the balance of 41 

my rebuttal testimony. 42 

                                                 
2  The lower end of my recommended range for natural gas operations remains unchanged at 10.50 

percent. 
3  The lower end of my recommended range for electric operations remains unchanged at 10.75 percent. 
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Q. How is the remainder of your rebuttal testimony organized? 43 

A. The remainder of my rebuttal testimony is organized as follows: in Section III, I 44 

provide an overview of my rebuttal testimony, including a summary of my updated analyses.   45 

Sections IV, V, and VI contain my responses to Ms. Freetly, Mr. Gorman, and Mr. Thomas, 46 

respectively.  Section VII provides my updated and revised analyses, and Section VIII 47 

summarizes my conclusions and recommendations. 48 

III. SUMMARY AND OVERVIEW 49 

Q. Please provide a brief overview of your rebuttal testimony. 50 

A.  After reviewing the testimony provided by the Opposing ROE Witnesses, updating 51 

the analyses contained in my direct testimony, and considering other relevant data, my 52 

general observations and conclusions are as follows:  53 

 Based on updated data, I have reduced my recommended ROE for the 54 
Company’s natural gas and electric operations, respectively, by 25 basis 55 
points.  That revision recognizes changes in certain market data since the 56 
filing of my direct testimony, in particular increases in the proxy group stock 57 
prices. 58 

 Even considering the revised market data noted above, there is no basis to 59 
conclude that ROEs of 9.06 percent to 9.85 percent in the case of electric 60 
operations, or 8.22 percent to 9.25 percent for the Company’s natural gas 61 
operations are reasonable estimates of the prevailing cost of equity.  In fact, 62 
observable and practical benchmarks demonstrate that such recommendations 63 
are incompatible with widely-recognized measures of investor return 64 
requirements. 65 

 While there are certain methodological issues on which the Opposing ROE 66 
Witnesses and I agree, I also note a significant number of points of 67 
disagreement.  Of those points of disagreement, the application of the Multi-68 
Stage Discounted Cash Flow (DCF) model, and in particular the long-term 69 
growth rate used in that model, is a principal difference.  Setting aside other 70 
areas of disagreement, simply adjusting the Opposing ROE Witnesses’ long-71 
term growth rate assumptions to reflect the approach recently relied upon by 72 
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the Commission in the recent Commonwealth Edison rate proceeding (Docket 73 
No. 10-0467) substantially reduces the differences in our analytical results. 74 

 In addition to growth rate assumptions, certain analytical approaches used by 75 
the Opposing ROE Witnesses have the effect of significantly reducing their 76 
range of results.  In general, those issues include the determination of the 77 
appropriate market risk premium and Beta coefficient for purposes of the 78 
Capital Asset Pricing Model (CAPM), and the relevance and application of 79 
the Risk Premium approach.  80 

 The Opposing ROE Witnesses fail to consider the effect of certain company-81 
specific business risks relative to the proxy groups on the Company’s cost of 82 
equity, and the effect of their ROE recommendations on the Company’s 83 
financial integrity, credit rating, and ability to attract capital on reasonable 84 
terms. 85 

 The Opposing ROE Witnesses’ recommendations are not consistent with 86 
observable market indicators of the cost of equity, including the average 87 
authorized ROEs for electric utilities and natural gas utilities in other 88 
jurisdictions from January 2008 through June 30, 2011, and the average year-89 
to-date yield on the Moody’s Baa-rated utility bond index of 5.92 percent.  As 90 
such, the Opposing ROE Witnesses’ recommendations do not provide 91 
investors an opportunity to earn returns commensurate with comparable risk 92 
investments, and do not provide adequate compensation for the risks 93 
associated with equity ownership.   94 

 Ms. Freetly’s proposed 16.25 basis point adjustment to the authorized ROE 95 
related to the Uncollectible Accounts Riders is not supported by any evidence 96 
that investors perceive the Company as less risky than the electric and natural 97 
gas proxy group companies.  Moreover, Ms. Freetly’s proposed 16.25 basis 98 
point adjustment assumes a level of precision that is inconsistent with actual 99 
market data.   100 

 Mr. Thomas’ conclusions, which are not based on independent analyses, result 101 
in ROE recommendations that are far below any meaningful estimate of the 102 
Company’s cost of equity.  Moreover, Mr. Thomas’ assertion that my analyses 103 
serve to increase Ameren’s cost of equity estimate and overstate their actual 104 
cost of equity”4 is based on incomplete analyses, fails to consider observable 105 
and relevant data, and relies on methodological approaches that are 106 
inconsistent with capital market practice and Commission precedent.  As such, 107 
Mr. Thomas’ conclusions and recommendations are misplaced. 108 

                                                 
4  Direct testimony of Christopher C. Thomas, at 8. 
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Q. Please summarize the Opposing ROE Witnesses’ recommendations. 109 

A.  As shown in Tables 1a and 1b (below), the Opposing ROE Witnesses have 110 

recommended equity returns ranging from 8.47 percent to 10.32 percent for the Company’s 111 

electric operations, and 7.41 percent to 9.60 percent for its natural gas operations.  Within 112 

those ranges, the ROE recommendations range from 9.06 percent to 9.85 percent for the 113 

Company’s electric operations and from 8.22 percent to 9.25 percent for the Company’s 114 

natural gas operations. 115 

Table 1a: Recommended ROE Ranges and Point Estimates  116 
of the Opposing ROE Witnesses – Electric 117 

Witness Recommended ROE Range Point Estimate 
Ms. Freetly 9.55% - 10.32%5 9.72%6 

Mr. Gorman 9.80% - 9.90% 9.85%7 

Mr. Thomas 8.47% - 9.65% 9.06%8 

 118 

                                                 
5  See ICC Staff Exhibit 8.0, Schedule 8.09.  Figures are prior to adjustment for financial risk and 

uncollectible account rider. 
6  See Direct Testimony of Janis Freetly, at 2. 
7  See Corrected Direct Testimony of Michael P. Gorman, at 2. 
8  See Direct Testimony of Christopher C. Thomas, at 4. 
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Table 1b: Recommended ROE Ranges and Point Estimates  119 
of the Opposing ROE Witnesses – Natural Gas 120 

Witness Recommended ROE Range Point Estimate 
Ms. Freetly 8.63% - 9.31%9 8.90%10 

Mr. Gorman 8.85% - 9.60% 9.25%11 

Mr. Thomas 7.41% - 9.02% 8.22%12 

Q. Are those recommendations reasonable? 121 

A. No, they are not.  In my experience, investors often frame their return requirements 122 

by reference to returns recently authorized in other jurisdictions.  Charts 1a and 1b provide 123 

the authorized Return on Equity for electric utilities and natural gas utilities across the United 124 

States from January 1, 2008 through June 30, 2011.  During that period, only 15 of the 157 125 

rate decisions reported by Regulatory Research Associates (RRA) resulted in ROE awards 126 

below 9.85 percent for electric utilities, while only two of the 110 rate decisions reported by 127 

RRA resulted in ROE awards below 9.25 for natural gas utilities.13   That is, the highest point 128 

estimate by the Opposing ROE witnesses is lower than 90.00 percent of the observed ROE 129 

authorizations for electric utilities and lower than 98.00 percent of the observed ROE 130 

authorizations for natural gas utilities.14   131 

                                                 
9  See ICC Staff Exhibit 8.0, Schedule 8.09.  Figures are prior to adjustment for financial risk and 

uncollectible account rider. 
10  See Direct Testimony of Janis Freetly, at 2. 
11  See Corrected Direct Testimony of Michael P. Gorman, at 2. 
12  See Direct Testimony of Christopher C. Thomas, at 4. 
13  As discussed in my response to Ms. Freetly, while the absolute values of authorized returns are 

important and relevant data points, it also is important to analyze those returns over time, relative to 
fundamental variables such as long-term Treasury yields and utility bond yields.   

14  More recently in Docket No. 10-0467, the Commission authorized Commonwealth Edison Company 
an ROE of 10.50 percent.  See Docket No. 10-0467, Order dated May 24, 2011, at 168. 
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Chart 1a: Mean Authorized ROE for Electric Utilities 132 
(January 2008 – June 2011)15 133 
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15  Source: Regulatory Research Associates.  I also note that since 2008, the average difference between 

authorized electric and natural gas ROEs has been 22 basis points.   While that difference is highly 
consistent with the 25 basis point difference reflected in my 11.00 percent and 10.75 percent 
recommendations for the Company’s electric and natural gas operations, respectively, it is 
considerably less than the differences resulting from the Opposing ROE Witnesses’ recommendations 
(see Tables 1a and 1b). 
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Chart 1b: Mean Authorized ROE for Natural Gas Utilities 136 
(January 2008 – June 2011)16 137 
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 None of the Opposing ROE witnesses, however, have presented any evidence or 139 

otherwise explained how capital market conditions have become so benign that investors 140 

now require returns far below recently authorized levels. 141 

Q.  What are the primary differences between your analytical approach and those 142 

used by the Opposing ROE Witnesses? 143 

A. Our respective analyses differ in several ways, but the key difference is the long-term 144 

growth estimate assumed in the Opposing ROE Witnesses’ Multi-Stage DCF analysis, which 145 

accounts for the vast majority of the differences in our respective analytical results.  Other 146 

differences include:  (1) the criteria upon which we selected our proxy companies; (2) other 147 

inputs and assumptions in our Multi-Stage DCF models17; (3) the application of the CAPM, 148 

                                                 
16  Ibid. 
17  Several witnesses use the term “Non-Constant Growth DCF” model to refer to what I have called the 

Multi-Stage DCF model.   
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(in particular the derivation of the Market Risk Premium and the Beta coefficients); (4) 149 

Staff’s proposed 16.25 basis point downward adjustment to the ROE for continuation of the 150 

Uncollectible Accounts Rider; and (5) the recovery of flotation costs. 151 

Putting aside methodological differences, I also strongly disagree with several of the 152 

Opposing ROE Witnesses regarding the relevance of ROE estimates that are lower than any 153 

ROE authorized by utility commissions since at least 1980.  As I discuss in more detail 154 

throughout my Rebuttal Testimony, there is no reasonable basis to assume that ROE 155 

estimates as low as 7.41 percent,18 for example, should be given any weight in the 156 

determination of the Company’s cost of equity. 157 

While the differences noted above are significant, I also recognize that the 158 

Commission’s recent decisions have placed substantial weight on the results of Multi-Stage 159 

DCF analyses.19  And, although I disagree with certain aspects of the specific Multi-Stage 160 

DCF models provided by the Opposing ROE Witnesses, simply adopting their Multi-Stage 161 

models and employing a long-term growth rate consistent with the Commission’s decision in 162 

Docket No. 10-0467 substantially narrows the differences in our respective results (see 163 

Tables 2a and 2b, below and Ameren Exhibit 23.1).20  The Commission’s preference for the 164 

Multi-Stage DCF approach, and the relative consistency in results among the various ROE 165 

witnesses, when appropriate long-term growth rates are used, further support my revised 166 

ROE range and recommendations. 167 

                                                 
18  See Direct Testimony of Christopher C. Thomas, at 4. 
19  See, for example, Illinois Commerce Commission, Docket No. 09-0306 - 090311 (Cons.), Order, April 

29, 2010, at 215 and Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011. 
20  The Multi-Stage DCF models presented by each witness were updated to reflect projected long-term 

growth in the nominal Gross Domestic Product.   
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Table 2a: Filed and Revised Multi-Stage DCF Results - Electric21 168 

 Range

(Adjusted Long-term Growth) Low High Mean Median
Freetly - Filed 8.10% 10.35% 9.55% 9.65%
Freetly – Adjusted – 5.66% 8.81% 10.99% 10.21% 10.31%
Freetly – Adjusted – 6.00% 9.10% 11.24% 10.47% 10.58%
 
Gorman - Filed 7.90% 11.52% 9.73% 10.12%
Gorman - Adjusted – 5.66% 8.53% 12.04% 10.30% 10.68%
Gorman - Adjusted – 6.00% 8.82% 12.28% 10.56% 10.93%
 
Hevert - Direct22 10.00% 11.63% 10.69% 10.44%
Hevert - Updated – 5.66% 10.17% 11.93% 10.71% 10.45%
Hevert - Adjusted – 6.00% 10.44% 12.17% 10.97% 10.72%

Table 2b: Filed and Revised Multi-Stage DCF Results – Natural Gas23 169 

 
Range

 Low High Mean Median
Freetly - Filed 7.65% 9.32% 8.63% 8.86%
Freetly - Adjusted – 5.66% 8.37% 9.98% 9.31% 9.53%
Freetly - Adjusted – 6.00% 8.66% 10.25% 9.59% 9.81%
 
Gorman - Filed 7.68% 9.21% 8.43% 8.67%
Gorman - Adjusted – 5.66% 8.32% 9.79% 9.04% 9.28%
Gorman - Adjusted – 6.00% 8.61% 10.06% 9.32% 9.55%
 
Hevert - Direct24 9.66% 11.15% 10.18% 10.06%
Hevert - Updated – 5.66% 9.23% 9.90% 9.63% 9.74%
Hevert - Adjusted – 6.00% 9.52% 10.17% 9.90% 10.01%

                                                 
21  The figures in this table reflect the lowest ROE and highest ROE result obtained through the various 

DCF methodologies employed by the witnesses as well as the means and medians of those results. The 
adjusted results reflect my recommended long-term growth rate for the Multi-Stage DCF.  Because Mr. 
Thomas does not perform his own analyses, this table does not reflect his filed or adjusted results. 

22  Hevert Multi-Stage results using 90-day stock price averaging.  
23  The figures in this table reflect the lowest ROE and highest ROE result obtained through the various 

DCF methodologies employed by the witnesses as well as the means and medians of those results. The 
adjusted results reflect my recommended long-term growth rate for the Multi-Stage DCF.  Because Mr. 
Thomas does not perform his own analyses, this table does not reflect his filed or adjusted results. 

24  Hevert Multi-Stage results using 90-day stock price averaging.  
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Q.  Are there differences in proxy group composition between you and the 170 

Opposing ROE witnesses? 171 

A. The only important difference in proxy group composition involves Ms. Freetly’s 172 

electric proxy group.  Otherwise, the Opposing ROE witnesses generally adopt my original 173 

proxy groups for both the electric25 and natural gas utilities.  Mr. Gorman excludes Atmos 174 

Energy (ATO) from his natural gas proxy group due to the sale of a portion of its natural gas 175 

utilities.26  I note, however, that the $124 million transaction represents less than 3.00 percent 176 

of ATO’s net property, plant and equipment,27 and fewer than 3.00 percent of its customer 177 

meters.28  Moreover, there is little effect on the analytical results whether or not ATO is 178 

included in the proxy group.  Nonetheless, in order to narrow the scope of contested issues, 179 

my updated analyses are based on a natural gas proxy group that excludes ATO (i.e., the 180 

Hevert Revised Natural Gas proxy group).  I address the specific differences between Ms. 181 

Freetly’s electric proxy group and mine in Section IV of my Rebuttal Testimony. 182 

Q. Please summarize the analytical updates contained in your rebuttal testimony. 183 

A. As discussed in Section VII, I have updated the Multi-Stage DCF model, the CAPM, 184 

and the Bond Yield Plus Risk Premium analyses contained in my direct testimony for the 185 

Hevert Revised Electric and Hevert Revised Natural Gas proxy groups based on data through 186 

June 30, 2011.  In response to Ms. Freetly, I also present the results for a Combined Electric 187 

proxy group. My updated analyses and recommendations also take into consideration the 188 

                                                 
25  As discussed in my response to Ms. Freetly, DPL, Inc. no longer meets my screening criteria due to its 

acquisition.  Therefore, I have excluded DPL, Inc. from the Hevert Revised Electric proxy group. 
26  See Corrected Direct Testimony of Michael P. Gorman, at 15. 
27  Atmos Energy Corporation, Form 10-Q for the quarterly period ended March 31, 2011, at 2. 
28  Atmos Energy Corporation, Form 10-K for the fiscal year ended September 30, 2010, at 9. 
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need for utilities such as AIC to maintain a level of financial integrity that enables continued 189 

access to capital, at reasonable costs, when and as needed.   190 

Tables 3a through 3c (below) summarize my updated analytical results (see also 191 

Ameren Exhibits 23.2 through 23.9). 192 

Table 3a: Summary of Results – Hevert Revised Electric Proxy Group 193 

 Low Mean High
Multi-Stage DCF    

30-Day Average 10.06% 10.63% 11.78% 

90-Day Average 10.17% 10.71% 11.93% 

180-Day Average 10.22% 10.84% 12.07% 
Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficient
Sharpe Ratio Derived Market 
Risk Premium 10.24% 10.78% 

Market DCF Derived Market 
Risk Premium 11.16% 11.70% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.79% 10.33% 

Market DCF Derived Market 
Risk Premium 10.64% 11.18% 

Treasury Yield Plus Risk Premium 
 Low Mid High 
Risk Premium 10.50% 10.76% 11.06% 
Flotation Cost 0.15% 

 194 
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Table 3b: Summary of Results – Combined Electric Proxy Group 195 

 Low Mean High
Multi-Stage DCF    

30-Day Average 9.56% 10.57% 11.79% 

90-Day Average 9.59% 10.63% 11.93% 

180-Day Average 9.71% 10.75% 12.07% 
Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.35% 10.89% 

Market DCF Derived Market 
Risk Premium 11.28% 11.82% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.83% 10.37% 

Market DCF Derived Market 
Risk Premium 10.69% 11.23% 

Treasury Yield Plus Risk Premium 
 Low Mid High 
Risk Premium 10.50% 10.76% 11.06% 
Flotation Cost 0.15% 

196 
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Table 3c: Summary of Results – Hevert Revised Natural Gas Proxy Group 197 

 Low Mean High
Multi-Stage DCF    

30-Day Average 9.15% 9.67% 9.96% 

90-Day Average 9.23% 9.63% 9.90% 

180-Day Average 9.28% 9.68% 10.01% 
Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficient
Sharpe Ratio Derived Market 
Risk Premium 10.62% 11.17% 

Market DCF Derived Market 
Risk Premium 11.60% 12.14% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.68% 10.22% 

Market DCF Derived Market 
Risk Premium 10.51% 11.06% 

Treasury Yield Plus Risk Premium 
 Low Mid High 
Risk Premium 10.39% 10.65% 10.95% 
Flotation Cost 0.13% 

Finally, as discussed in Section VII, while the Multi-Stage DCF results for my natural 198 

gas proxy group have decreased by nearly 50 basis points since the filing of my Direct 199 

Testimony, other methodologies do not indicate such a substantial decline.  I also note that 200 

capital market indices such as long-term Treasury yields have modestly increased since the 201 

filing of my Direct Testimony.  While I recognize that certain capital market indicators have 202 

moderated somewhat over the past several months, I do not believe they have changed so 203 

substantially that the cost of equity has decreased by as much as 50 basis points.  And, as 204 

noted earlier, there is no reason to believe that market conditions are such that the cost of 205 

equity is at its lowest point in over three years.  Yet, that is what the Opposing ROE 206 
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Witnesses have asserted.  In my view, for the reasons discussed throughout the balance of my 207 

Rebuttal Testimony, the 25 basis point reductions in my recommended ROEs (both gas and 208 

electric) reasonably balance analytical results with observable market data. 209 

IV. RESPONSE TO STAFF WITNESS, MS. FREETLY   210 

Q. Please summarize Ms. Freetly’s cost of equity recommendations. 211 

A.  Ms. Freetly recommends an ROE of 9.72 percent for the Company’s electric 212 

operations, and 8.90 percent for its natural gas operations.29  In support of her 213 

recommendations, Ms. Freetly develops ROE estimates that rely primarily on the results of 214 

her “Non-Constant Growth” DCF, and CAPM analyses.  Ms. Freetly adjusts her base ROE 215 

recommendations to reflect differences between the financial risk (i.e., capital structure) of 216 

AIC and her electric and natural gas proxy groups, respectively.  Finally, Ms. Freetly asserts 217 

that the Commission-approved Uncollectible Accounts Riders for both electric and natural 218 

gas operations (EUA and GUA) reduce the Company’s business risk, and recommends that 219 

the Commission adjust the ROE by 16.25 basis points for both the electric and natural gas 220 

operations.  221 

Q. What are the major areas of disagreement between you and Ms. Freetly? 222 

A.  There are several important areas in which Ms. Freetly and I disagree, including: 223 

 Composition of the Electric Utility Proxy Group; 224 

 Application of the Multi-Stage DCF model, especially as it relates to the long-225 
term growth rate of the U.S. economy; 226 

                                                 
29  See Direct Testimony of Janis Freetly, at 2. 
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 Application of the CAPM, especially as it relates to the Market Risk Premium 227 
and Beta coefficients for electric and natural gas utilities; 228 

 Effect of the Uncollectible Accounts Rider on the Company’s risk profile and 229 
cost of equity;   230 

 Recovery of flotation costs; and 231 

 Whether Ms. Freetly’s ROE recommendations allow the Company to maintain 232 
its financial integrity, are consistent with returns authorized in other 233 
jurisdictions, and compensate equity investors for the risks associated with 234 
ownership.  235 

A. Composition of the Electric Utility Proxy Group  236 

Q. What are the differences between your electric utility proxy group and the one 237 

developed by Ms. Freetly? 238 

A. Table 4 (below) provides the composition of my original and revised proxy groups of 239 

electric utility companies, as well as the electric proxy group relied on by Ms. Freetly in her 240 

ROE analyses.30 241 

                                                 
30  Ms. Freetly adopted my original natural gas proxy group. 
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Table 4: Hevert and Freetly Electric Proxy Groups 242 

Company Ticker

Hevert 
Original 

Proxy 
Group

Hevert 
Revised 
Proxy 
Group

Freetly 
Proxy 
Group 

Combined
Electric 
Proxy 

Group31

Allete ALE   X[2] X 

Alliant Energy Corp. LNT   X[2] X 

Ameren Corp. AEE   X[1], [2]  

American Electric Power AEP X X X X 

Avista Corp. AVA   X[2] X 

Cleco Corp.  CNL X X X X 

CMS Energy CMS   X[1], [2]  

DPL, Inc. DPL X      

DTE Energy, Inc. DTE   X[2] X 

Great Plains Energy GXP X X X X 

Hawaiian Electric HE X X  X 

IDACORP, Inc.  IDA X X X X 

NextEra Energy, Inc.  NEE X X  X 

PG&E Corp. PCG   X[2] X 

Pinnacle West Capital PNW X X X X 

Portland General POR X X X X 

Southern Company SO X X  X 

TECO Energy TE   X[2] X 

Westar Energy WR X X X X 

Wisconsin Energy Corp WEC   X[2] X 

[1] Less than 60.00 percent of total operating income derived from regulated operations 
[2] Less than 90.00 percent of regulated revenue and operating income derived from regulated 

electric operations 

Q, Please briefly summarize Ms. Freetly’s proxy group selection process. 243 

                                                 
31  In my Rebuttal Testimony I have updated the results of the analyses presented in my Direct Testimony 

through June 30, 2011. Based on updated data, DPL, Inc. no longer meets those screens due to its 
acquisition. I also have created a Combined Electric Proxy Group, which includes all of the companies 
in my Hevert Revised Proxy Group, as well as the companies in Ms. Freetly’s electric proxy group 
with the exception of Ameren Corporation and CMS Energy. 
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A.  Ms. Freetly begins with the 38 electric companies which the Edison Electric Institute 244 

(EEI) classified as “Regulated” as of December 31, 2009.32  EEI classifies investor-owned 245 

electric utilities as follows:   246 

 Regulated:  80.00 percent or more of total assets are regulated; 247 

 Mostly Regulated:  50.00 percent to 80.00 percent of total assets are regulated; 248 
and 249 

 Diversified:  Less than 50.00 percent of total assets are regulated. 250 

Ms. Freetly then applies a series of screening criteria, two of which are not discussed 251 

in her direct testimony, to arrive at her final electric proxy group of 16 companies.  Ms. 252 

Freetly’s screening process excludes companies that: (1) are assigned neither an industry 253 

classification code of 4911 (Electric Services) nor 4931 (Electric and Other Services 254 

Combined) within Standard and Poor’s (S&P) Utility Compustat database; (2) have an S&P 255 

long-term issuer rating greater than BBB+ or less than BBB-, or are not rated by S&P; (3) are 256 

or recently have been involved in mergers, acquisitions, or divestitures; (4) have not paid 257 

dividends in the past four quarters; (5) are not covered by Value Line; and (6)  do not have a 258 

long-term earnings growth rate from Zacks.33 259 

Q. Please comment on the differences between Ms. Freetly’s screening criteria and 260 

the criteria you relied on to establish your electric proxy group. 261 

A. While many of our screening criteria are similar, there are several important 262 

differences that affect the risk comparability of our respective electric proxy groups.  First, 263 

                                                 
32  EEI updated the list of “Regulated” electric utilities as of December 31, 2010, to include Entergy and 

Integrys Energy Group.  Those two companies pass Ms. Freetly’s other screening criteria, and 
therefore should have been included in her electric proxy group.  Given Ms. Freetly’s concerns about 
the use of historical information, it is not clear why she did not use the most current list of “Regulated” 
electric utilities available from EEI. 

33  See Direct Testimony of Janis Freetly, at 3.  See also Ms. Freetly’s workpapers. 
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by relying on the EEI classification, Ms. Freetly excludes companies based on percentage of 264 

regulated assets, while I apply screens based on percentage of regulated revenues and 265 

operating income for the past three years.34   Second, Ms. Freetly applies a more restrictive 266 

credit rating screen, which excludes companies that are rated higher than BBB+ or lower 267 

than BBB-, while I include all investment grade utilities with senior, unsecured credit ratings 268 

ranging from BBB- to AAA.35 269 

Q. Why is it more appropriate to screen companies based on the percentage of 270 

regulated operating income and revenues than the percentage of regulated assets? 271 

A.  To the extent that investors consider the percentage of assets used for regulated 272 

services, the purpose is to determine the operating income that those regulated assets might 273 

be expected to produce, which, in turn, would contribute to cash flows and earnings.  Since 274 

equity securities often are valued on the basis of earnings (i.e., the Price/Earnings ratios) and, 275 

as Ms. Freetly points out, many credit metrics are cash flow based, earnings are the more 276 

relevant measure of segment performance. Consequently, I believe that it is more appropriate 277 

to rely on the percentage of operating income and revenues rather than the percentage of 278 

regulated assets. 279 

Q. What is the effect on the proxy group composition of using an asset screen rather 280 

than an operating income and revenue screen? 281 

A. As shown on Table 4 (above), Ms. Freetly’s electric proxy group contains nine 282 

companies that are not included in the Hevert Revised Electric proxy group.  All nine 283 

                                                 
34  See Ameren Exhibit 3.0E, at 23. 
35  Ibid. 
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companies fail to derive at least 90.00 percent of their regulated revenue and operating 284 

income from electric operations; two of those companies also fail to derive at least 60.00 285 

percent of their total operating income from regulated operations.  286 

Q. Are there other screening criteria that Ms. Freetly relies on that exclude 287 

companies that you have included in your proxy group?  288 

A. Yes.  The Hevert Revised Electric proxy group contains two companies that are not 289 

included in Ms. Freetly’s electric proxy group because of their EEI classification:  Hawaiian 290 

Electric Industries, Inc. (categorized as “Diversified” by EEI); and NextEra Energy Inc. 291 

(categorized as “Mostly Regulated” by EEI).  Both companies, however, derive at least 90.00 292 

percent of their regulated revenue and operating income from electric operations and at least 293 

60.00 percent of their total operating income from regulated operations. 294 

Q. Please explain why you believe it is appropriate to apply a less restrictive credit 295 

rating screen than that included in Ms. Freetly’s approach. 296 

A. From my perspective, equity investors differentiate between companies with 297 

investment grade and non-investment grade credit ratings more than between different rating 298 

levels within investment grade, such as BBB as compared to A-.  It is for that reason that my 299 

credit rating screen is designed to distinguish between companies that are investment grade 300 

and those that are not.  Moreover, Ms. Freetly already has taken into consideration the effect 301 

of differences in credit rating by adjusting her base ROE recommendation to account for 302 

differences in equity ratios between AIC and her electric and natural gas proxy groups.36  303 

Since all of the utilities in Ms. Freetly’s electric proxy group have either “Excellent” or 304 
                                                 
36  See Direct Testimony of Janis Freetly, at 29-30. 
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“Strong” business risk profiles (except Ameren Corp. which has a business risk profile of 305 

“Satisfactory”), the difference in credit rating is attributable to their financial risk profile, 306 

which primarily depends on the amount of leverage in the capital structure. 307 

Q. How does Ms. Freetly’s more restrictive credit rating screen affect her final 308 

electric proxy group? 309 

A.  Ms. Freetly excludes Southern Company (SO) from her electric proxy group because 310 

it has an S&P rating of A.  If Ms. Freetly’s assumption is that companies with higher credit 311 

ratings have lower costs of equity, that does not appear to hold true for SO, whose operating 312 

affiliates have among the highest authorized ROEs.37  Further, Ms. Freetly includes CMS 313 

Energy, Inc. (CMS) in her electric proxy group even though it has a long-term issuer credit 314 

rating of BB+ from Fitch Ratings,  senior, unsecured debt ratings of BB+ from both S&P and 315 

Fitch Ratings, and a Moody’s Investors Service (Moody’s) rating of Ba1.38  While Ms. 316 

Freetly included CMS in her electric proxy group given its split long-term issuer credit 317 

rating, and below investment grade senior unsecured rating, it is my view that CMS should 318 

be excluded from the proxy group. 319 

                                                 
37  For example, Georgia Power’s authorized ROE is 11.15 percent (Southern Company 2010 Form 10-K, 

at II-28), Alabama Power’s authorized ROE is 13.75 percent (Southern Company 2010 Form 10-K, at 
II-28), Mississippi Power’s authorized ROE is 10.00 percent (Performance Evaluation Plan filing for 
twelve months ending December 2010), and Gulf Power’s authorized ROE is 12.00 percent 
(Regulatory Research Associates). 

38  CMS has no long-term issuer credit rating from Moody’s. 



Ameren Exhibit 23.0 
Page 23 of 125 

Q. Do you disagree with other companies that Ms. Freetly has included in her 320 

electric utility proxy group? 321 

A. Yes.  I do not believe it is appropriate to include Ameren in the electric proxy group.  322 

As explained in my direct testimony, it has been my consistent practice to exclude the subject 323 

company or its parent holding company from the proxy group due to the circular logic that 324 

would otherwise occur.39  Additionally, Ameren derives less than 60.00 percent of operating 325 

income from regulated operations, and less than 90.00 percent of regulated revenues and 326 

operating income from electric operations.  As such, it does not meet my other screening 327 

criteria, and should not be included in the electric proxy group. 328 

Q. What would be the effect on your Multi-Stage DCF results of relying on Ms. 329 

Freetly’s electric proxy group? 330 

A. As a practical matter, differences in proxy groups do not result in significant 331 

differences in our respective results.  As shown on Table 5, the mean results for the 332 

Combined Electric proxy group are very similar to those for the Hevert Revised Electric 333 

proxy group.  While I continue to disagree with Ms. Freetly’s percentage of regulated asset 334 

screen and her more restrictive credit rating screen, for purposes of narrowing the number of 335 

contested issues, I have presented updated results in my rebuttal testimony for both the 336 

Hevert Revised Electric proxy group and the Combined Electric proxy group. 337 

                                                 
39  See Ameren Exhibit 3.0E, at 23. 
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Table 5: Multi-Stage DCF Results – Electric Proxy Groups40 338 

 Low Mean High
Hevert Revised Group    

30-Day Average 10.06% 10.63% 11.78% 

90-Day Average 10.17% 10.71% 11.93% 

180-Day Average 10.22% 10.84% 12.07% 

Combined Group    
30-Day Average 9.56% 10.57% 11.79% 

90-Day Average 9.59% 10.63% 11.93% 

180-Day Average 9.71% 10.75% 12.07% 

Freetly Group    
30-Day Average 9.56% 10.67% 12.03% 

90-Day Average 9.59% 10.73% 12.12% 

180-Day Average 9.71% 10.84% 12.09% 

B. Application of Multi-Stage DCF Analysis 339 

Q. Please summarize Ms. Freetly’s Discounted Cash Flow analyses. 340 

A. Ms. Freetly applies a “Non-Constant Growth” (or Multi-Stage) DCF analysis, in 341 

which the first stage growth rate (Years 1-5) is derived from consensus earnings per share 342 

estimates from Zacks and Reuters.  The terminal stage growth rate (beginning in Year 11) is 343 

based on projected long-term Gross Domestic Product (GDP) growth for the U.S. economy, 344 

and the second stage growth rate (Years 6-10) is an average of the first and third stage 345 

growth rates.   As discussed below, the terminal stage assumes that the subject security is 346 

valued based on the Gordon Model, which defines the Terminal Value (or price) as the 347 

                                                 
40  Combined Group excludes Ameren Corporation and CMS Energy, Inc. 
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expected dividend divided by the difference between the cost of equity and the expected 348 

long-term growth rate.41   349 

Ms. Freetly develops a quarterly specification of the Multi-Stage DCF model in 350 

which the current (quarterly) dividend remains in effect for at least four calendar quarters, 351 

and would adjust during the same quarter in which it was adjusted in the prior year.  In Ms. 352 

Freetly’s model, the estimated ROE is represented by the discount rate that sets the price 353 

observed at the market close on a single day (June 3, 2011) equal to the present value of the 354 

expected dividends and Terminal Value.42  Since Ms. Freetly’s analysis assumes that 355 

dividends grow at the same rate as earnings, it implicitly assumes a constant dividend payout 356 

ratio. 357 

As discussed throughout my Rebuttal Testimony, one variable, the long-term growth 358 

rate, has a substantial effect on the Multi-Stage DCF model results.  In the case of Ms. 359 

Freetly’s analysis, the Terminal Value estimate, which depends directly on the long-term 360 

growth rate assumption, represents nearly 65.00 percent (on average) of the calculated 361 

price.43  Consequently, the long-term growth estimate represents an important element of Ms. 362 

Freetly’s analytical results and recommendations.  363 

                                                 
41  See also Ameren Exhibit 3.0E, at 29. 
42  See Direct Testimony of Janis Freetly, at 10-12. 
43  Because the second stage growth rate also depends on the long-term growth rate, the entire effect is 

even greater. 
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Q. What is the range of results produced by Ms. Freetly’s Multi-Stage DCF 364 

analysis? 365 

A.  Ms. Freetly’s range of results for the electric proxy group is between 8.10 percent and 366 

10.35 percent, with an average of 9.55 percent;44 her range of results for the natural gas 367 

proxy group is between 7.65 percent and 9.32 percent, with an average of 8.63 percent.45 368 

Q. What are the major areas of disagreement between you and Ms. Freetly 369 

regarding the application of the Multi-Stage DCF analysis? 370 

A. Ms. Freetly and I disagree on several aspects of the application of the Multi-Stage 371 

DCF analysis, including:  (1) the appropriate long-term growth rate to be used in the third (or 372 

terminal) stage of the model; (2) the measurement of the stock price used in our respective 373 

models; and (3) the appropriate dividend payout ratio to be used in the intermediate and long-374 

term periods. 375 

Q. Why do you disagree with the long term growth rate that Ms. Freetly relies on in 376 

the third stage of her Multi-Stage DCF analysis? 377 

A. While I agree that the GDP growth rate is a reasonable surrogate for long-term 378 

earnings growth, I strongly disagree with Ms. Freetly’s estimate of 4.80 percent as a measure 379 

of long-term growth in nominal GDP.  Ms. Freetly’s estimate is based on projections from 380 

the Energy Information Administration (EIA) and Global Insight, both of which forecast that 381 

real GDP growth will average 2.60 percent, and an expected inflation rate of 2.50 percent, 382 

which represents the difference in the yields on U.S. Treasury bonds and U.S. Treasury 383 

                                                 
44  See ICC Staff Exhibit 8.0, Schedule 8.06E. 
45  See ICC Staff Exhibit 8.0, Schedule 8.06G. 
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Inflation Protected Securities,46 resulting in a GDP growth projection of 5.20 percent.  Ms. 384 

Freetly also considers the average nominal GDP growth rate forecast by EIA and Global 385 

Insight of 4.50 percent,47 in arriving at her estimate of 4.80 percent.48      386 

Q. Is Ms. Freetly’s approach consistent with the methodology established by the 387 

Commission in Docket No. 10-0467? 388 

A. No, it is not.  The Commission’s Order in Docket No. 10-0467 states: 389 

The Commission finds problems with how Mr. McNally’s [the Staff 390 
witness] GDP growth rate forecast is calculated because it is based on 391 
assumptions that are inconsistent with actual historical growth for the 392 
U.S. economy.  For example, Mr. McNally’s 2.4% inflation rate 393 
compares to historical GDP inflation rates that have averaged 3.5% and 394 
his real GDP growth rate of 2.5% is much lower than the actual 395 
historical growth rate of 3.4%.  It is reasonable to believe that future 396 
real growth and inflation will both be 3% and therefore a 6% growth 397 
rate is a more reasonable proxy for investor’s long-term expectations.49 398 

Q. How does Ms. Freetly’s estimate of long-term nominal GDP growth compare to 399 

the Commission’s recent Order? 400 

A. Ms. Freetly’s estimate of long-term nominal GDP growth of 4.80 percent is 120 basis 401 

points lower than the Commission’s recent Order, which found that a 6.00 percent growth 402 

rate is a reasonable estimate of long-term growth expectations in the Multi-Stage DCF 403 

model.  Specifically, Ms. Freetly’s estimate of long-term real GDP growth is 2.60 percent, 404 

which is much lower than the historical growth rate of 3.40 percent noted by the 405 

Commission.  Likewise, Ms. Freetly’s estimate of the long-term inflation rate of 2.50 percent 406 

                                                 
46  See Direct Testimony of Janis Freetly, at 7-8. 
47  Ibid., at 9. 
48  Ibid. 
49  Illinois Commerce Commission, Docket No. 10-0467, Order May 24, 2011, at 153.  [Clarification 

added] 



Ameren Exhibit 23.0 
Page 28 of 125 

is substantially lower than the historical inflation rate of 3.50 percent noted by the 407 

Commission.  In contrast, the long-term growth estimates contained in my Direct and 408 

Rebuttal Testimonies are consistent with (albeit somewhat lower than) the 6.00 percent rate 409 

noted by the Commission in Docket No. 10-0467 (see Table 6, below). 410 

Table 6:  Long Term Growth Estimates – Real GDP and Inflation 411 

 Commission 
Order, Docket 

No. 10-0467 
Freetly 

Assumption 
Hevert Direct 

Testimony 
Hevert Rebuttal 

Testimony 
Real GDP 
Growth Rate of 
Inflation 

3.00% 
3.00% 

2.60% 
2.50% 

3.28% 
2.37% 

3.27% 
2.31% 

Nominal GDP 
Growth 

6.00% 4.80% 5.72% 5.66% 

Q. Please briefly describe the method by which Ms. Freetly arrives at her 2.50 412 

percent expected inflation rate. 413 

A. Ms. Freetly relies on spot prices for ten and 30-year nominal Treasury yields, and 414 

Treasury Inflation Protected Securities, respectively, to develop the implied 20-year expected 415 

inflation rate at the terminal growth stage of her Multi-Stage DCF analyses (i.e., ten years 416 

hence).  In general, Ms. Freetly measures expected inflation as the difference between 417 

nominal Treasury yields and the TIPS yield (sometimes referred to as the TIPS spread); in 418 

particular, Ms. Freetly relies on the shape of the nominal Treasury and TIPS yield curves as 419 

of June 3, 2011 to develop the implied long-term inflation rate.50 That is, Ms. Freetly’s 420 

approach also assumes that the shape of the yield curve (also referred to as the Term 421 

                                                 
50  The method by which Ms. Freetly estimated the forward expected inflation rate is discussed on page 8 

of her Direct Testimony. 
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Structure of Interest Rates, or the Term Spread) as of June 3, 2011 will remain constant over 422 

time, and is defined by a single theory, i.e., the Expectations Theory. 423 

Q. Do you agree with Ms. Freetly’s approach in that regard? 424 

A. Not entirely.  While I agree that the TIPS Spread is a reasonable, market-based 425 

measure of expected inflation, I disagree with Ms. Freetly’s use of spot yields, and the related 426 

(and important) assumption that the yield curve, in particular the spread between the 30 and 427 

ten-year Treasury yields over the next 30 years, is best represented by data on June 3, 2011. 428 

Q. Turning first to Ms. Freetly’s reliance on spot yields, please explain why you 429 

disagree with that approach. 430 

A. First, as discussed elsewhere in my rebuttal testimony, the Commission previously 431 

has expressed its concerns with the use of spot data.  Ms. Freetly’s reliance on a single day as 432 

representative of the capital market’s view as to the macroeconomic issues that define the 433 

shape of the yield curve over thirty years (and, therefore, her expected inflation calculation) 434 

runs counter to those concerns. 435 

Second, Ms. Freetly’s calculation is a function of the level and slope of both the 436 

nominal and TIPS yield curves.  To the extent that those parameters change, Ms. Freetly’s 437 

inflation calculation will change, often in a significant manner.  As shown on Chart 2 438 

(below), for example, since May 2011, the Term Spread between the 30 and ten-year 439 

nominal Treasury rate has increased, while the Term Spread between the 30 and ten-year 440 

TIPS yield has remained relatively constant.   441 
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Chart 2: Nominal Treasury Yield and TIPS Term Spreads (30-10 yr) 442 
May – July 15, 2011 443 

 444 

As a consequence, expected inflation (as defined by Ms. Freetly’s calculation) has 445 

increased over that period.  In fact, as shown on Chart 3 (below), Ms. Freetly’s June 3, 2011 446 

calculation represents the near-low point of implied inflation as calculated (on a daily basis) 447 

from May 2, 2011 through July 15, 2011. 448 

 As noted in Chart 3, since early June 2011, the implied inflation rate has increased 449 

substantially.  In fact, the same calculation performed with data as of July 15, 2011 produces 450 

an implied inflation rate of 2.75 percent, approximately 25 basis points higher than Ms. 451 

Freetly’s June 3, 2011 calculation of 2.50 percent. The effect of that 25 basis point difference 452 

on Ms. Freetly’s Multi-Stage DCF results is significant: simply increasing the long-term 453 

growth estimate by that amount increases the average estimated ROE by approximately 20 454 

basis points.  Putting aside the remaining deficiencies in Ms. Freetly’s long-term growth 455 

estimate, the Commission’s concern that data as of a single day may not be representative of 456 

long-term expectations is well-founded. 457 
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Chart 3: Implied Expected (2021) Inflation May-July 15, 2011 458 

 459 

Q. Are there alternative theories that explain why the shape of the yield curve may 460 

change over time? 461 

A. Yes, there are.  Ms. Freetly’s analysis is premised on the Expectations Theory, which 462 

(as Ms. Freetly points out) states that the shape of the yield curve depends on expectations 463 

regarding future interest rates.  The Market Segmentation Theory suggests that the slope of 464 

the yield curve is a function of supply/demand conditions in the short and long-term markets.  465 

Under that theory, for example, the yield curve slope would increase if there was a shortage 466 

of demand relative to supply at the long-end of the yield curve (reducing the price and 467 

increasing the yield).  The Liquidity Preference Theory assumes that because shorter term 468 

securities are more liquid than longer term securities (i.e., they can be converted to cash with 469 

less risk of loss), investors have a preference for short-term securities and as such, are willing 470 

to accept relatively lower yields.  The opposite holds true for borrowers; in order to avoid 471 

interest rate risk, they prefer to issue securities with relatively longer maturities.  Under the 472 
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Liquidity Preference Theory, therefore, the yield curve is normally upward-sloping, but the 473 

slope would depend on then-prevailing investor preferences.51  474 

At issue, then, is the fact that factors other than expected inflation can affect the slope 475 

of the yield curve at any given point in time.  Government intervention (such as the Federal 476 

Reserve’s recent Quantitative Easing), for example, may affect the supply/demand balance at 477 

different segments of the yield curve, thereby affecting the implied inflation calculation.  478 

Similarly, investors’ views of relative risk may affect the extent to which they prefer short-479 

term securities; the yield on three-month Treasury bills briefly fell below 0.00 percent during 480 

December 2008 because of investors’ risk perceptions.52   Because those factors change 481 

daily, (as demonstrated above) the slope of the yield curve also may change on a daily basis.  482 

Those factors, in turn, have a direct effect on Ms. Freetly’s calculation of implied inflation. 483 

Q. Given those concerns, what is your response to Ms. Freetly’s inflation estimate? 484 

A. While I agree that the TIPS Spread is a reasonable measure of inflation expectations, 485 

it is unreasonable to assume that the level and shape of the yield curve on a single day is an 486 

unbiased representation of the capital market’s long-term expectations with respect to the 487 

Term Structure of interest rates, either nominal or inflation-protected.  Consequently, Ms. 488 

Freetly’s implied inflation assumption and, therefore, her long-term growth estimate and 489 

Multi-Stage DCF results are unreliable. 490 

                                                 
51  See Eugene F. Brigham, Louis C. Gapenski, Financial Management Theory and Practice, 6th Ed., 1991, 

at 85. 
52  Investors Buy Debt at Zero Yield, The New York Times, December 10, 2008. 
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Q. What would be the effect on Ms. Freetly’s Multi-Stage DCF results if the long-491 

term growth rate were changed from 4.80 percent to 6.00 percent? 492 

A. Changing the long-term growth rate in the terminal stage from 4.80 percent to 6.00 493 

percent, using Ms. Freetly’s electric and natural gas proxy groups, and holding all else 494 

constant would cause Ms. Freetly’s Multi-Stage DCF results to increase from 9.55 percent to 495 

10.47 percent for electric operations, and from 8.63 percent to 9.59 percent for natural gas 496 

operations.   497 

Q. Do you agree with Ms. Freetly’s position that her long-term growth estimate is 498 

reasonable in the context of projected long-term interest rates? 499 

A. No, I do not.  As a preliminary matter, I note that Ms. Freetly’s discussion of the 500 

relationship between real GDP growth and the real “risk-free” rate of return is made in the 501 

context of her CAPM analysis.53  In that discussion, Ms. Freetly suggests that the 30-year 502 

Treasury yield is a reasonable proxy of the real GDP growth rate, and that the 30-day 503 

Treasury yield as of June 3, 2011 is an appropriate measure of the long-term nominal GDP 504 

growth rate.54  As discussed below, long-term market data does not fully support the position 505 

that long-term Treasury yields are proxies for macroeconomic growth.  Those findings aside, 506 

if Ms. Freetly is correct, the current Blue Chip Financial Forecast estimate of the 30-year 507 

Treasury yield as of 2021 fully supports my long-term growth rate estimate, but substantially 508 

contradicts Ms. Freetly’s 4.80 percent estimate. 509 

                                                 
53  See Direct Testimony of Janis Freetly, at 16-18. 
54  Ibid., at 17. 



Ameren Exhibit 23.0 
Page 34 of 125 

Q. Have you conducted any analysis that demonstrates the relationship between 510 

real GDP and the real risk-free rate?   511 

A. Yes, I have.  As shown in Ameren Exhibit 23.10, I performed a regression analysis to 512 

measure the relationship between real GDP growth and real Treasury yields from 1948 513 

through 2010.  For real GDP growth, I used the year-over-year change in annual real GDP in 514 

chained 2005 dollars, as reported by the Bureau of Economic Analysis.  For the real risk-free 515 

rate, I considered the corresponding annualized yield on the real 90-day Treasury Bill less the 516 

rate of inflation, as measured by the GDP price deflator. As Ms. Freetly points out, the real 517 

risk-free rate is not affected by an “interest rate risk premium”.55  The correlation coefficient 518 

between the 90-day Treasury Bill rate and real GDP growth over that time period was 519 

negative 0.044.  In order to ensure that my results were not biased by the duration of my 520 

regression analysis, I performed the same analysis for the period from 1980 through 2010.  521 

The correlation coefficient using that data set increased to 0.122 which, while somewhat 522 

higher, does not (in my view) represent a strong positive relationship between real GDP 523 

growth and the real risk-free rate.  524 

Q.  Do current projections of the 30-year Treasury yield support Ms. Freetly’s 525 

position that the long-term growth rate included in her Multi-Stage DCF analysis is 526 

reasonable? 527 

A. No, they do not.  First, it is important to recall that the long-term growth rate is used 528 

to calculate the Terminal Value in the tenth year of Ms. Freetly’s Multi-Stage DCF analysis 529 

which, based on her June 3, 2011 stock price valuation date, is June, 2021.  Assuming Ms. 530 

                                                 
55  See Direct Testimony of Janis Freetly, at 18. 
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Freetly’s position that the expected 30-year Treasury yield is a proxy for expected nominal 531 

GDP growth, the projected 30-year Treasury yield as of 2021 would serve as a check on the 532 

reasonableness of her 4.80 percent long-term growth rate assumption. 533 

Q. Do any of the sources of economic projections relied upon by Ms. Freetly 534 

provide the expected 30- year Treasury yield as of 2021? 535 

A. Yes.  The June 2011 edition of the Blue Chip Financial Forecast, which represents a 536 

consensus forecast of approximately 50 economists, projects the 30-year Treasury yield to 537 

average 5.70 percent for the period 2018-2022.56  It is important to note that none of the other 538 

sources cited by Ms. Freetly (i.e., EIA’s Annual Energy Outlook, Global Insights 1st Quarter 539 

2011 projections, or the Survey of Professional Forecasters) provides such projections. 540 

Q. What do you conclude from those data and analyses? 541 

A. I conclude that if Ms. Freetly is correct that the 30-year Treasury yield is a proxy for 542 

expected long-term nominal GDP growth, the Blue Chip Financial Forecast projection of 543 

5.70 percent is only two basis points below the 5.72 percent long-term growth projection 544 

included in my Direct Testimony, and four basis points above my updated 5.66 percent 545 

projection.  In sharp contrast, the Blue Chip projection is 90 basis points above Ms. Freetly’s 546 

4.80 percent long-term growth estimate.  Consequently, Ms. Freetly’s position that long-term 547 

Treasury yields are a proxy for expected macroeconomic growth fully supports my 5.66 548 

percent assumption.   549 

                                                 
56  Blue Chip Financial Forecasts, Vol. 30, No. 6, June 1, 2011, at 14. 



Ameren Exhibit 23.0 
Page 36 of 125 

Q. Ms. Freetly also suggests that your long-term growth estimate is unreasonable 550 

because it implies returns on common equity of 17.60 percent and 19.85 percent for 551 

your electric and natural gas proxy groups, respectively.57  What is your response to 552 

Ms. Freetly on that point? 553 

A. Ms Freetly’s assertion is premised on the “b times r” approach to estimating growth, 554 

which assumes that internal growth is defined as the product of the retention ratio (b) and the 555 

earned return on common equity (r).  As discussed in my response to Messrs. Gorman and 556 

Thomas, in prior orders the Commission has found that approach to be unreliable.58  557 

Consequently, Ms. Freetly’s assertion is premised on a method that the Commission has 558 

rejected. 559 

 Further to that point, Ms. Freetly’s observation only holds if the strict assumptions 560 

underlying the Constant Growth DCF model are met.  That is, the Constant Growth model 561 

assumes that dividends, earnings and book value grow at the same, constant rate in 562 

perpetuity, and that the payout ratio and Price/Earnings ratios also remain constant (again, in 563 

perpetuity).59  As Ms. Freetly explains on page 5 of her Direct Testimony, however, she 564 

explicitly rejected the Constant Growth DCF model because of the nature of its underlying 565 

assumptions.  Ms. Freetly fails to explain, however, why the Constant Growth DCF model 566 

would serve as the basis of her criticism when she rejects that model for the purpose of 567 

estimating the Company’s cost of equity. 568 

                                                 
57  Direct Testimony of Janis Freetly, at 37-38. 
58  My response to Mr. Gorman addresses the “b times r” approach is more detail. 
59  Roger Morin, New Regulatory Finance (Public Utility Reports, Inc. 2006), at 255-256. 
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Q. Please now compare Ms. Freetly’s assumption regarding the timing of cash flows 569 

(i.e., dividend payments) in the Multi-Stage DCF model to your method. 570 

A. Ms. Freetly relies on a quarterly convention in her Multi-Stage DCF model to address 571 

the timing of dividend payments, while I assume that the first dividend distribution (i.e., cash 572 

flow) occurs six months subsequent to the beginning of the analysis to acknowledge the 573 

variance in timing of distributions from company to company.  Because dividends are paid 574 

periodically throughout the year and may change in any quarter, this simple adjustment is a 575 

proxy for assumptions regarding the specific timing of an individual company’s dividend 576 

growth.  That said, I do not disagree with Ms. Freetly’s quarterly convention.  The net effect 577 

of our respective approaches on our DCF results is shown in Table 7 (below).   578 

Table 7: Freetly Multi-Stage DCF Results 579 

 
Freetly 
Electric 
Proxy 
Group 

Freetly 
Natural 

Gas Proxy 
Group 

Quarterly Specification – 
Freetly Method, as filed 

9.55% 8.63% 

Mid-Year Convention – 
Hevert Method 

9.66% 8.70% 

Q. Do you agree with Ms. Freetly’s convention of using a single day spot price in 580 

Multi-Stage DCF analysis?  581 

A. No, I do not.  Ms. Freetly asserts that the most recent stock price reflects the market’s 582 

current perspective on a particular company given all the information that is known by 583 
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investors on that particular date.60  Ms. Freetly further suggests that the use of average 584 

historical stock prices (such as my 30-, 90-, and 180 day average prices) is not appropriate 585 

because it gives weight to information that is no longer relevant to investors.61   The most 586 

important flaw in Ms. Freetly’s approach is that it fails to account for aberrant behavior in 587 

stock prices, which tend to fluctuate from day-to-day based on changes not only in investors’ 588 

assessments of fundamental factors such as earnings growth rates and projected interest rates, 589 

but also due to anomalous events that may affect stock prices on any given trading day.  For 590 

example, on May 6, 2010, the market sustained what has come to be known as the “flash 591 

crash”, in which stock prices moved significantly during the course of the trading day 592 

without any specific information that would support such erratic movement.  While that is an 593 

extreme example, there is little question that events and information affect securities prices 594 

every day; at times, those effects can be due to unusual, extraneous factors.   In order to 595 

alleviate concerns associated with that potential bias, I have continued to rely on average 596 

stock prices over 30, 90, and 180 trading days.  In my view, that approach balances the need 597 

to reflect current information with the need to consider the volatility that may occur in stock 598 

prices on any given day.  599 

As shown below in Charts 4a and 4b, I have applied Ms. Freetly’s Multi-Stage DCF 600 

model to demonstrate the volatility of DCF results when applying spot prices versus average 601 

prices.  For each day, and assuming all other inputs remain constant, I calculated the DCF 602 

result based on the “spot price” and the rolling 30-day average price for both Ms. Freetly’s 603 

electric and natural gas proxy groups.  As demonstrated in Charts 4a and 4b, the use of spot 604 

                                                 
60  See Direct Testimony of Janis Freetly, at 10. 
61  Ibid, at 35. 
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prices on a particular day may cause the DCF results to be susceptible to volatile market 605 

movements that may not reflect the general market trends, whereas average prices are more 606 

insulated from aberrant or anomalous events. 607 

Chart 4a: Multi-Stage Electric DCF Results 608 
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Chart 4b: Multi-Stage Natural Gas DCF Results 610 
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Q. Has the Commission recently addressed the use of spot prices in estimating the 612 

cost of equity? 613 

A. Yes, it has.  In its Order in Docket No. 10-0467, the Commission noted that it had 614 

“recently rejected use of such a pure “spot date” approach in its North Shore decision… and 615 

notes the problems that can result from using such data.”  The Commission went on to note 616 

that the Staff witness “improperly employ[ed] a “spot date” approach in his CAPM 617 

analysis…”   That position is consistent with the Commission’s Order in Docket No. 07-618 

0241, which stated that: 619 

Staff is also concerned about the use of historical data in calculating 620 
forward-looking ROEs, since all historical data is outdated and may 621 
reflect conditions that will not continue in the future. Yet the problems 622 
cited by Staff are compounded by short-term vagaries of the 623 
market…that can affect stock prices and yields on any given trading 624 
day, which Staff proposes as a starting point on its DCF analysis. The 625 
use of price and yield averages, as the utilities propose, will tend to 626 
smooth out any exogenous short term price and yield inefficiencies that 627 
can occur on a single trading day. Thus, Staff‘s single data point for use 628 
in its DCF is unsatisfactory for the intended purpose in these dockets.62  629 

Consequently, I continue to believe that the use of spot data is inappropriate for the 630 

purpose of estimating the Company’s cost of equity. 631 

Q. Do you agree with the assumption in Ms. Freetly’s non-constant DCF analysis 632 

that dividend payout ratios will remain constant in perpetuity? 633 

A. No, I do not.  As discussed in my direct testimony, one of the primary advantages of 634 

the Multi-Stage DCF model is that it allows for flexibility in adjusting the dividend payout 635 

                                                 
62  Illinois Commerce Commission, Docket No. 07-0241 – 07-0242 (Cons.), Order, February 5, 2008, at 

92.  [Clarification added] 
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ratio and growth rates estimates over time to reflect investor expectations.63  As also 636 

discussed in my Direct Testimony, regulated utilities are currently directing a higher than 637 

average percentage of cash flows to capital expenditure projects as they replace aging 638 

infrastructure in order to improve system reliability and safety.64  However, as those capital 639 

spending projects are completed, it is reasonable to expect that dividend payout ratios will 640 

return to long-term historical averages, which suggests that the payout ratio will increase 641 

from current levels over the longer-term.   Because the final stage of my Multi-Stage DCF 642 

analysis assumes cash flows in perpetuity, it is reasonable to assume that the payout ratio will 643 

revert to its long-term average over that period. 644 

Q. How do Ms. Freetly’s assumptions and inputs to the Multi-Stage DCF model 645 

contribute to the difference between her results and yours? 646 

A. Tables 8a and 8b (below) (see also Ameren Exhibit 23.1) present the effect that each 647 

assumption and input has on Ms. Freetly’s ultimate Multi-Stage DCF results for both the 648 

electric and natural gas proxy groups.   649 

                                                 
63  See Ameren Exhibit 3.0E, at 30 and Ameren Exhibit 3.0G, at 31. 
64  See Ameren Exhibit 3.0E, at 33 and Ameren Exhibit 3.0G, at 34. 
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Table 8a:  Corrections to Ms. Freetly’s Multi-Stage DCF Model - Electric 650 

    
As Filed (see ICC Staff Exhibit 8.0, Schedule 8.09):  9.55%  

 Data as of June 3, 2011    
Step 1: Adjust long-term growth rate    

 Long-term growth rate of 5.66 percent  10.21%  
Step 2:  Adjust long-term growth rate    

 Long-term growth rate of 6.00 percent  10.47%  
Step 3:  Adjust dividend yield calculation 30-day 90-day 180-day

 Use average stock prices, not spot stock prices 10.40% 10.54% 10.64%
Step 4:  Update to June 30, 2011 30-day 90-day 180-day

 Use average stock prices, not spot stock prices 10.45% 10.51% 10.61%

TOTAL 0.90% 0.96% 1.06% 

Table 8b:  Corrections to Ms. Freetly’s Multi-Stage DCF Model – Natural Gas 651 

    
As Filed (see ICC Staff Exhibit 8.0, Schedule 8.09):  8.63%  

 Data as of June 3, 2011    
Step 1: Adjust long-term growth rate    

 Long-term growth rate of 5.66 percent  9.31%  
Step 2:  Adjust long-term growth rate    

 Long-term growth rate of 6.00 percent, not 4.80 percent  9.59%  
Step 3:  Adjust dividend yield calculation 30-day 90-day 180-day

 Use average stock prices, not spot stock prices 9.47% 9.51% 9.59%
Step 4:  Update to June 30, 2011 30-day 90-day 180-day

 Use average stock prices, not spot stock prices 9.56% 9.52% 9.57%

TOTAL 0.93% 0.89% 0.94% 

Q. Please explain each step in your analysis to revise Ms. Freetly’s application of 652 

the Multi-Stage DCF model.65 653 

A. I began with Ms. Freetly’s Multi-Stage DCF, which is based on spot stock prices as 654 

of June 3, 2011. 655 

                                                 
65  While I disagree with Ms. Freetly’s decision to hold constant the dividend payout ratio, I have not 

adjusted her payout ratio because it would require an assumption regarding what payout ratio she 
relied upon.  By holding the payout ratio constant, however, Ms. Freetly fails to the take full advantage 
of the flexibility offered by the Multi-Stage DCF model. 
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 In Step 1 of my analysis, I adjusted the long-term growth rate in the third 656 
stage of Ms. Freetly’s analysis from 4.80 percent to my updated projected 657 
growth rate of 5.66 percent; 658 

 In Step 2 of my analysis, I adjusted the long-term growth rate in the terminal 659 
stage from 5.66 percent to 6.00 percent, which is the estimate of long-term 660 
nominal GDP growth that was recently adopted by the Commission in Docket 661 
No. 10-0467; 662 

 In Step 3 of my analysis, I adjusted the dividend yield calculation from Ms. 663 
Freetly’s “spot” dividend yield as of June 3, 2011, to the average dividend 664 
yield for the proxy group companies for the 30-, 90-, and 180 days ending 665 
June 3, 2011; and  666 

 Finally, in Step 4 of my analysis, I updated the average dividend yield for the 667 
proxy group companies for the 30-, 90-, and 180 days ending June 30, 2011. 668 

As a result of those four adjustments to Ms. Freetly’s Multi-Stage DCF model, her 669 

results for the electric proxy group increased from 9.55 percent to a range of 10.45 percent to 670 

10.61 percent, while her results for the natural gas proxy group increased from 8.63 percent 671 

to a range of 9.52 percent to 9.57 percent. As noted earlier in my rebuttal testimony, while 672 

those adjustments have a significant effect on the ROE estimates, the natural gas proxy group 673 

results remain below a reasonable estimate of the Company’s cost of equity. 674 

C. Application of Capital Asset Pricing Model 675 

Q. Please summarize Ms. Freetly’s inputs to her CAPM analysis, and the results 676 

from that analysis.   677 

A. Ms. Freetly’s CAPM estimate is based on a risk-free rate of 4.26 percent, a market 678 

risk premium of 8.41 percent, and average Beta coefficients of 0.72 and 0.60 for her electric 679 

and natural gas proxy groups, respectively.  Based on those assumptions, Ms. Freetly arrives 680 
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at a cost of equity estimate of 10.32 percent for the electric proxy group and 9.31 percent for 681 

the natural gas proxy group.66 682 

Q. Are there similarities between your CAPM analysis and Ms. Freetly’s? 683 

A. Yes, there are.  Ms. Freetly and I agree on the general construct of the CAPM 684 

whereby a risk premium is added to a risk-free rate to determine the required rate of return.  685 

The risk premium is calculated by multiplying the proxy group’s average Beta coefficient by 686 

the overall market risk premium.  Ms. Freetly and I also agree on the use of a prospective or 687 

ex-ante market risk premium, rather than a historical or ex-post risk premium.   688 

Q. What are the major areas of disagreement between you and Ms. Freetly 689 

regarding the application of the CAPM? 690 

A. The major areas of disagreement between Ms. Freetly and me regarding application 691 

of the CAPM are: (1) the use of a “spot” risk-free rate; (2) the appropriate Beta coefficient; 692 

and (3) the calculation of the expected return on the overall market, which is used to 693 

determine the ex-ante market risk premium. 694 

Q. Has the Commission rejected the use of the “spot” risk-free rate in the 695 

application of the CAPM? 696 

A. Yes, as noted above, in prior orders the Commission has rejected the use of spot 697 

prices.  In Docket No. 10-0467, the Commission rejected Staff witness McNally’s use of 698 

“spot” risk-free rates, stating that:  “The Commission has recently rejected use of such a pure 699 

“spot date” approach in its North Shore decision and noted the problems that can result from 700 

                                                 
66  See ICC Staff Exhibit 8.0, Schedule 8.07. 
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using such data.”67  The Commission found that the use of a “spot” risk-free rate was unfair 701 

to the applicant68 and lower than the risk-free rate investors demanded throughout the entire 702 

year (2010).69 703 

Q. What is the basis of your disagreement with the risk-free rate used in Ms. 704 

Freetly’s CAPM analysis? 705 

A. While Ms. Freetly and I agree that the 30-year U.S. Treasury bond is the appropriate 706 

risk-free rate, I disagree with her decision to use a “spot” risk-free rate as of June 3, 2011 for 707 

the same reason that I oppose using “spot” stock prices to calculate the stock price 708 

component of her Multi-Stage DCF analysis.  Here again, the use of a “spot” risk-free rate 709 

fails to attenuate the effects of daily trading behavior and market anomalies.  Chart 5 (below) 710 

shows that the yield on 30-year U.S. Treasury securities ranged from 4.15 percent to 4.76 711 

percent between January 1, 2011 and June 30, 2011.  By using a “spot” interest rate, the 712 

CAPM result during the first six months of 2011 would vary substantially depending on the 713 

specific day the analysis was performed. 714 

                                                 
67  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 152. 
68  Ibid., at 126. 
69  Ibid., at 153. 
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Chart 5:  30-year U.S. Treasury Bond (January – June 2011) 715 
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Q. How does Ms. Freetly derive the Beta coefficients for her CAPM analyses? 717 

A. Ms. Freetly’s Beta coefficients are based on three sources:  (1) Value Line; (2) Zacks; 718 

and (3) her own regression analysis.  Value Line reports an adjusted Beta coefficient, which 719 

is based on five years of weekly returns.  Zacks provides an unadjusted Beta coefficient 720 

(which Ms. Freetly adjusts), based on monthly returns over 60 months regressed against the 721 

S&P 500 Index.  Lastly, Ms. Freetly calculates her own Beta coefficient using three steps: 722 

(1) The U.S. Treasury bill return is subtracted from both the average percentage 723 
change in the sample’s stock prices and the percentage change in the NYSE 724 
index to estimate each portfolio’s return in excess of the risk-free rate; 725 

(2) The excess returns of the sample are regressed against the excess returns of 726 
the NYSE Index to estimate the raw Beta coefficient, using 60 monthly 727 
observations of stock and Treasury bill return data; and 728 

(3) The Beta is adjusted by multiplying the raw Beta coefficient by 0.66257 and 729 
adding 0.33743.70 730 

                                                 
70  See Direct Testimony of Janis Freetly, at 20-21. 
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Q. Why do you disagree with the use of long-term, historical Beta coefficients, such 731 

as the ones relied upon by Ms. Freetly? 732 

A. Value Line and Zack’s both calculate Beta coefficients based on five years of data, 733 

which includes the period of the credit crisis and financial market dislocation.  As explained 734 

in my direct testimony, during the credit crisis, the variance/covariance relationship between 735 

the broader market, as measured by the S&P 500, and utility stock returns were significantly 736 

different than the period prior to the market dislocation.71  By relying on a five-year period, 737 

Value Line and Zack’s Beta coefficients underestimate the “systematic” risk that investors 738 

are compensated for in the CAPM analyses. 739 

Q. What effect do Ms. Freetly’s assumptions have on her Beta coefficient 740 

calculations? 741 

A. As shown in Table 9 (below), I calculated Beta coefficients using a variety of inputs 742 

for Ms. Freetly’s proxy groups.72  I used the Dow Jones Industrial Average (DJIA), the S&P 743 

500 Index (S&P 500), and the New York Stock Exchange Composite Index (NYSE) as the 744 

relative market comparison.  I also considered both weekly and monthly returns in 745 

calculating the Beta coefficients.  As shown on Table 9, for both her electric and natural gas 746 

proxy groups, the NYSE Index and monthly returns, which is the approach Ms. Freetly relies 747 

on, yields the lowest Beta coefficients. 748 

749 

                                                 
71  See Ameren Exhibit 3.0E, at 40 and Ameren Exhibit 3.0G, at 42. 
72  Beta coefficients were calculated using the Bloomberg Professional Service. 
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Table 9: Calculated Beta Coefficients 750 

Freetly Electric Proxy Group - 5-Year Adjusted Betas 
 DJIA S&P 500 NYSE 

Weekly Returns 0.84 0.81 0.77 

Monthly Returns 0.77 0.74 0.70 

 

Freetly Natural Gas Proxy Group - 5-Year Adjusted Betas 
 DJIA S&P 500 NYSE 
Weekly Returns 0.79 0.75 0.72 
Monthly Returns 0.58 0.55 0.51 

The effect on CAPM results also would be substantial.  Assuming Ms. Freetly’s 8.41 751 

percent market risk premium, the difference in Beta coefficients (electric) calculated using 752 

weekly returns with the S&P 500 Index (.81) and monthly returns with the NYSE index (.70) 753 

results in a difference in CAPM estimates of approximately 93 basis points ((.81 - .70) x 754 

.0841 = .00925). 755 

Q. Does Ms. Freetly make any other observations regarding the use of Beta 756 

coefficients calculated over shorter time periods? 757 

A. Yes.  Ms. Freetly appears to be of the view that because risk and stock prices are 758 

inversely related, systematic risk and Beta coefficients may also move in opposite 759 

directions.73 Ms. Freetly suggests that “[i]n a rising stock market, the beta calculated will rise 760 

for a stock that is declining in risk, all else equal.”74  Ms. Freetly also suggests the converse, 761 

i.e., that in a declining market, the Beta coefficient will decline for a stock that is increasing 762 

                                                 
73  See Direct Testimony of Janis Freetly, at 39. 
74  Ibid. 
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in risk.75  Ms. Freetly reasons that such relationships are reasons to avoid calculating Beta 763 

coefficients over “shorter time periods”. 764 

Q. Do you agree with Ms. Freetly’s observation? 765 

A. No, I do not.  First, as discussed in my direct testimony, Beta coefficients are 766 

measures of systematic (or non-diversifiable) risk.  As further discussed in my direct 767 

testimony, the Beta coefficient is calculated as the ratio of the covariance between the subject 768 

security and the overall market, and variance of the market.76  It is, therefore a measure of 769 

relative risk.  As such, contrary to Ms. Freetly’s suggestion, market volatility cannot be held 770 

constant (or remain equal).  Consequently, Ms. Freetly’s position that systematic risk can be 771 

divorced from the calculation of Beta coefficients is misplaced. 772 

I also note that Ms. Freetly does not reconcile her concern for the “measurement 773 

error” associated with using twelve months of weekly returns (i.e., 52 observations) with her 774 

use of spot prices in both her Multi-Stage DCF analysis (in the form of stock prices) or other 775 

aspects of her CAPM analysis (i.e., the risk-free rate).  Further, Ms. Freetly does not explain 776 

why Beta coefficients calculated on 60 observations (five years of monthly returns) are less 777 

prone to measurement error than those calculated on 52 observations (one year of weekly 778 

returns).  Ms. Freetly also fails to explain why it is reasonable to include data from the recent 779 

financial crisis in her calculation of Beta coefficients, when the covariance/variance 780 

relationship noted above was entirely unrepresentative of the current market environment 781 

(see Ameren Exhibit 3.0E, at 40).  As such, I disagree with Ms. Freetly’s position regarding 782 

the calculation of Beta coefficients. 783 
                                                 
75  Ibid. 
76  See Ameren Exhibit 3.0E, at 34-35. 
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Q. How does the methodology that Ms. Freetly used to estimate the forward-looking 784 

market risk premium differ from the approach that you relied upon in your Direct 785 

Testimony? 786 

A. While Ms. Freetly and I agree that it is important to use forward-looking market risk 787 

premia rather than historical risk premia, and that the DCF model is a reasonable means of 788 

calculating the expected market return, in the CAPM, we disagree as to the appropriate 789 

methodology to estimate the expected return for the overall market, which is used to derive 790 

the market risk premium.  Specifically, Ms. Freetly begins with the companies in the S&P 791 

500 and excludes those companies that do not pay dividends.77  While the calculation of the 792 

market risk premium that I rely on is similar to Ms. Freetly’s, I include companies that do not 793 

pay dividends. 794 

Q. Does Ms. Freetly accept your methodology? 795 

A. No, Ms. Freetly states that the “inclusion of non-dividend paying companies in a 796 

constant growth DCF analysis exasperates (sic) the upward bias resulting from the 797 

unsustainable growth rates used to estimate the market return.”78  In my view, the purpose of 798 

that analysis is to estimate the expected return for the overall market.  As such, it is 799 

appropriate to include as many companies as possible for which growth rate estimates are 800 

available, whether or not the company pays dividends.  By doing so, it is possible to gauge 801 

equity investors’ return expectations for the entire universe of large capitalization companies. 802 

Moreover, as discussed earlier in my rebuttal testimony, the Constant Growth DCF model 803 

(relied upon by Ms. Freetly in her calculation of the Market Risk Premium) assumes constant 804 
                                                 
77  See Direct Testimony of Janis Freetly, at 18-19. 
78  Ibid., at 40. 
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payout and Price/Earnings ratios in perpetuity.  Consequently, the return to investors comes 805 

in the form of dividends and/or price appreciation.  In that regard, it makes no difference 806 

whether or not a given company pays dividends.  807 

Q. Those differences aside, is your updated expected market return (based on the 808 

DCF approach) reasonably consistent with Ms. Freetly’s estimate? 809 

A. Yes, it is.  As shown in Schedule 8.07 to Ms. Freetly’s direct testimony, her estimated 810 

market return is 12.67 percent, which is only 10 basis points different than my updated 12.77 811 

percent estimate (see Ameren Exhibit 23.4). 812 

Q. What is the practical effect of the difference in methodology between Ms. 813 

Freetly’s DCF-based Market Risk Premium and yours? 814 

A. Despite our different approaches to calculating the market risk premium, we arrive at 815 

very similar results.  Specifically, Ms. Freetly’s DCF-based market risk premium is 8.41 816 

percent79, which is only 12 basis points different than my updated estimate of 8.53 percent 817 

(see Ameren Exhibit 23.4). 818 

Q. Have you performed any additional analysis in order to check the 819 

reasonableness of your DCF-derived market risk premium? 820 

A. Yes, I also have calculated the market risk premium using all 1,560 companies in the 821 

Value Line universe (which Ms. Freetly relies upon in several aspects of her analyses, such 822 

as Beta coefficients, payout ratios, and the yield on A rated utility debt) for which total return 823 

estimates are available.  As shown in Ameren Exhibit 23.12, the market risk premium for the 824 

                                                 
79  See ICC Staff Exhibit 8.0, Schedule 8.07. 
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Value Line universe of companies ranges from 9.49 percent (simple average) to 10.51 825 

percent (market-capitalization weighted average).  Based on the results of that analysis, I 826 

conclude that our respective 8.41 percent and 8.53 percent estimates are reasonable, if not 827 

conservative. 828 

Q. What is your response to Ms. Freetly’s concern that your Sharpe Ratio 829 

approach to derive the market risk premium should not be accepted because it relies on 830 

historical information? 831 

A. Ms. Freetly fails to recognize that the purpose of my Sharpe Ratio approach is to 832 

adjust the historical market risk premium to reflect expected market volatility.  As explained 833 

in my direct testimony, the Sharpe Ratio approach adjusts the historical MRP (i.e., 6.70 834 

percent) by the ratio of historical market volatility to expected market volatility in order to 835 

determine the ex-ante risk premium.80  If, for example, expected volatility equals historical 836 

volatility, the Sharpe Ratio approach would yield the historical average MRP (i.e., 6.70 837 

percent).  Given that expected volatility remains above historical volatility, it follows that the 838 

forward-looking MRP should exceed the historical MRP.  Consequently, the fact that the ex-839 

ante MRP used in my analysis is greater than the historical average simply reflects the fact 840 

that equity investors expect volatility to remain above the historical average.  As shown on 841 

Ameren Exhibit 23.4, the CAPM results based on my Sharpe Ratio approach are somewhat 842 

lower than those produced by my (and, for that matter, Ms. Freetly’s) market-based DCF 843 

method. 844 

                                                 
80  See Ameren Exhibit 3.0E, at 37-38 and Ameren Exhibit 3.0G, at 38-39. 
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D.  Adjustment for Uncollectible Accounts Rider 845 

Q. Ms. Freetly recommends an adjustment to the ROE for both the electric and 846 

natural gas operations of AIC as a result of the Company’s Uncollectible Accounts 847 

Rider.  Do you agree with her recommended adjustment? 848 

A. No, I do not.  First, as explained in my direct testimony, I do not believe that 849 

investors have reduced their return expectations for AIC compared to the electric and natural 850 

gas proxy groups as a result of the Uncollectible Accounts Rider.81  Second, I strongly 851 

disagree with the method Ms. Freetly uses to calculate her proposed adjustment.  Finally, I 852 

disagree with Ms. Freetly’s concerns regarding the event study in my direct testimony. 853 

Q. Has Ms. Freetly provided any evidence that the market-required cost of equity 854 

has been reduced due to the Commission-approved EUA or GUA riders? 855 

A. No, she has not.   856 

Q. How does Ms. Freetly calculate her proposed 16.25 basis point adjustment to the 857 

Company’s authorized ROE? 858 

A. Ms. Freetly’s proposed adjustment is based on the same methodology adopted by the 859 

Commission in Docket No. 09-0306.  Based on my review of Ms. Freetly’s calculation, 860 

however, I disagree with her proposed adjustment of 16.25 basis points.  In particular, Ms. 861 

Freetly’s calculation is based on the assumption that the approval of the EUA or GUA would 862 

be expected to result in an increase in the Company’s credit rating of one letter grade.  863 

Specifically, Ms. Freetly finds that the difference between the yield on Baa3-rated utility debt 864 

and A3-rated utility debt is 65 basis points, and that the “Cost Recovery” factor accounts for 865 
                                                 
81  See Ameren Exhibit 3.0E, at 61 and Ameren Exhibit 3.0G, at 74. 
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25.00 percent of the overall credit rating assigned by Moody’s.  Ms. Freetly multiplies 65 866 

basis points by 25.00 percent to arrive at her proposed adjustment of 16.25 basis points. 867 

Q. What factors does Moody’s consider when it assigns the Cost Recovery score? 868 

A. According to the Moody’s credit rating methodology,82 the factors include: 869 

 Automatic adjustment clauses:  the most prevalent types of such clauses are 870 
fuel adjustment clauses in the electric sector and purchased natural gas 871 
adjustments in the gas sector; 872 

 Other pass-through mechanisms:  cost recovery for transmission, new 873 
generation, renewable energy, environmental compliance, demand side 874 
management and energy efficiency, pensions, bad debt expenses, and 875 
extraordinary costs related to storms; 876 

 Test Year:  historical vs. forecasted test year is an important consideration in 877 
the degree of regulatory lag and the level of rate adjustments that may be 878 
necessary; 879 

 Regulatory pre-approvals:  costs for specific construction projects are pre-880 
approved in order to reduce regulatory uncertainty and maintain utility credit 881 
quality; 882 

 Construction Work in Progress:  Whether utility is allowed to include CWIP 883 
in rate base, and earn a cash return on the project while it is under 884 
construction;  885 

 Interim Rate Relief:  Whether utility is allowed to implement interim rates, 886 
subject to refund, while rate case request is pending; 887 

 Volume Risk and Decoupling:  Whether utility is allowed to delink cost 888 
recovery of fixed costs from volume of electricity or natural gas sold; and 889 

 Cost Recovery Bonds:  Whether utility may issue bonds for costs related to 890 
deregulation, hurricanes, environmental compliance, and energy supply. 891 

                                                 
82  Cost Recovery Provisions Key to Investor Owned Utility Ratings and Credit Quality, Moody’s 

Investors Service, June 18, 2010. 
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Q. Do you believe it is reasonable to assume that approval of the EUA or GUA 892 

would cause Moody’s to upgrade the credit rating of AIC by one full rating level? 893 

A. No, I do not.  While I agree that Moody’s places 25.00 percent weight on the Cost 894 

Recovery factor, as discussed above, there are many elements that influence the score 895 

assigned by Moody’s for the Cost Recovery factor.  It is not reasonable to assume that 896 

approval of the EUA or GUA (or similar mechanisms at other utilities) would result in an 897 

upgrade in the utility’s credit rating from Baa3 to A3, as Ms. Freetly has done.  While 898 

improving the certainty of cash flows is a consideration from the perspective of credit rating 899 

agencies, Ms. Freetly has provided no evidence that the approval of a single rider, such as the 900 

EUA or GUA, would cause Moody’s to increase its rating by a full letter grade. 901 

Q. Are you aware of any instances in which credit rating agencies increased a 902 

utility’s credit rating as a result of the implementation of an uncollectible accounts or 903 

bad debt expense rider? 904 

A. No, I am not.  As noted in my direct testimony, the Company’s 2009 rating 905 

adjustment by Moody’s was due to a variety of factors.  As also noted in my direct 906 

testimony, S&P’s more recent credit report noted rising regulatory risk, which “could harm 907 

[the Company’s] credit profile”, notwithstanding the riders.83  908 

                                                 
83  See Ameren Exhibit 3.0E, at 58-59 and Ameren Exhibit 3.0G at 70-72.  [clarification added] 
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Q. Have other utilities in Illinois also implemented uncollectible account riders after 909 

the passage of legislation84 in July 2009? 910 

A. Yes, Commonwealth Edison Company (ComEd), People’s Gas Light and Coke 911 

Company, North Shore Gas Company, and Northern Illinois Gas Company all received 912 

Commission orders authorizing their respective bad debt riders on February 2, 2010. 913 

Q. Did Moody’s upgrade the credit rating of any of those other Illinois utilities 914 

between July 2009, when the legislation was approved, and June 30, 2011? 915 

A. No, there have been no changes to the Moody’s credit ratings of those other Illinois 916 

utilities during that period.  However, Moody’s placed Northern Illinois Gas Company on 917 

“outlook negative” on December 7, 2010. 918 

Q. Why does Ms. Freetly disagree with your event studies, which show that 919 

investors did not reduce their return expectations for Detroit Edison or Michigan 920 

Consolidated Gas after those companies implemented uncollectible account riders 921 

similar to the ones approved for AIC? 922 

A. Ms. Freetly disagrees with the construction of the event studies, and asserts that:  (1) 923 

the studies do not examine the effect of a single event on the stock price, but rather compare 924 

the cumulative effect of all events during a 180-day period; (2) the event date was set 925 

“arbitrarily”; (3) returns calculated on a 30-day moving average basis cause the stock return 926 

to straddle the event date and reflect both pre and post event date influences; and (4) the 927 

event studies end more than five months before the final order was issued for Michigan 928 

                                                 
84  220 ILCS 5/16-111.8 and 220 ILCS 5/19-145 
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Consolidated Gas (MichCon) and more than six weeks before the final order was issued for 929 

Detroit Edison.85 930 

Q. What is your response to Ms. Freetly’s criticisms of the event studies presented 931 

in your direct testimony? 932 

A. As noted in my direct testimony the purpose of my analysis was to determine whether 933 

investors knowingly and meaningfully reduced their return requirements as a specific result 934 

of the uncollectible riders.86  To do so, I constructed event studies to test Ms. Freetly’s 935 

hypothesis concerning the effect of the EUA and GUA riders on investors’ return 936 

requirements, relative to the proxy groups. In particular, I analyzed the returns of DTE 937 

Energy Co. (DTE), the parent company of Detroit Edison and MichCon, relative to industry-938 

specific indices.87  For Detroit Edison, I regressed returns of its parent company on returns of 939 

the SNL Electric Utilities index.  Similarly for MichCon, I regressed returns of its parent 940 

company, DTE, on returns of the SNL Gas Utility index.  Analyzing DTE’s returns relative 941 

to industry-specific indices controls for industry-wide volatility and isolates the effect of rate 942 

design changes on investors’ return requirements. 943 

In addition, Ms. Freetly’s concern regarding the effect of a single event on the stock 944 

price also can be applied to her assumption that the approval of the EUA and GUA riders 945 

would cause Moody’s to upgrade the Company’s credit rating from Baa3 to A3.  Ms. Freetly 946 

disregards the possibility that other factors might influence the Cost Recovery factor score.  947 

More importantly, Ms. Freetly assumes that the specific rate treatment for AIC, relative to 948 

                                                 
85  See Direct Testimony of Janis Freetly, at 44-45. 
86  See Ameren Exhibit 3.0E, at 60 and Ameren Exhibit 3.0G, at 72. 
87  See Ameren Exhibit 3.0E, at 60-61. 
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the proxy groups, is so much more risk mitigating that it warrants an adjustment of 16.25 949 

basis points to the Company’s authorized ROE. 950 

Q. Do you agree with Ms. Freetly that the event date in the studies is “arbitrary”? 951 

A. No, I do not.  The event date used in those analyses is the midpoint between the filing 952 

date and the order date.  For example, Detroit Edison petitioned for its uncollectible expense 953 

rider on January 26, 2009 and received approval from the Michigan Public Service 954 

Commission on January 11, 2010.  The midpoint of those two dates is July 20, 2009.  While 955 

Ms. Freetly states that this date is arbitrary, she does not suggest what date would be more 956 

appropriate.  While it is not possible to know with certainty when investors would begin to 957 

reflect any effect of a proposed rate design in their return requirements (if at all), it is 958 

reasonable to assume that investors are aware of the elements of a rate case at some point 959 

between the filing date and the order date. Therefore, the midpoint between filing and order 960 

is a reasonable proxy for the point in time when investors would adjust their return 961 

requirements for the petitioning utility.  962 

Q. How have you addressed Ms. Freetly’s concern that the event studies ended 963 

before the final orders were issued? 964 

A. I modified the ending dates for both studies to extend 30 days beyond the issuance of 965 

the final order in each proceeding.  That is, I maintained the pre-event date period of 90 days 966 

of returns, but extended the post-event date period to begin with the midpoint of the filing 967 

and order dates and extend through 30 days after the order was issued.  As shown in Ameren 968 

Exhibit 23.13 and Table 10 (below), the results of my empirical analyses continue to support 969 
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the conclusion that investors’ return requirements did not materially change due to filing for 970 

and approval of the uncollectible accounts riders. 971 

Table 10:  Modified Event Studies (Midpoint through 30 days Post Order Date) 972 

 
Filing 
Date 

Order 
Date 

Prior to 
Event Date 

(t-stat) 

Post Event 
Date 

(t-stat) 

Detroit Edison Co. 1/26/2009 1/11/2010 
0.949191 
(12.49) 

1.033438 
(15.26) 

Michigan Consolidated Gas Co. 9/30/2003 4/28/2005 
0.472561 

(6.29) 
0.502427 
(11.25) 

Q. How have you addressed Ms. Freetly’s concern that returns calculated on a 30-973 

day moving average basis cause the stock return to straddle the event date and reflect 974 

both pre- and post-event date influences? 975 

A. As shown in Ameren Exhibit 23.14 and Table 11 (below), I also modified the two 976 

event studies presented in Ameren Exhibit 23.13 to include daily returns, rather than 30-day 977 

moving average returns.  As such, the post-event date period does not extend into the pre-978 

event date period.  The results of this modified analysis continue to support the conclusion 979 

that investors’ return requirements did not materially change with the filing for and approval 980 

of an uncollectible accounts rider. 981 
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Table 11:  Modified Event Studies (Daily Returns) 982 

 

Filing 
Date 

Order 
Date 

Prior to 
Event Date 

(t-stat) 

Post Event 
Date 

(t-stat) 

Detroit Edison Co. 1/26/2009 1/11/2010 
0.998152 
(13.31) 

1.006127 
(14.47) 

Michigan Consolidated Gas Co. 9/30/2003 4/28/2005 
0.529771 

(6.97) 
0.526514 
(10.61) 

Q. Does Ms. Freetly provide any empirical justification for the adjustment to her 983 

recommended ROE for the Company’s uncollectible accounts rider? 984 

A. No, she does not.  Ms. Freetly notes that she is “unaware of any established approach 985 

for precisely gauging the effect the adoption of the uncollectible accounts riders would have 986 

on investors’ perceptions of the Company’s operating risk and the resulting effect on cost of 987 

equity. Thus, any adjustment will inevitably be inexact.”88  For that reason, Ms. Freetly relies 988 

on the Commission’s Order in the Company’s prior rate proceeding, in which the 989 

Commission accepted her adjustment methodology as the basis for the proposed adjustment. 990 

Q. What is your response to Ms. Freetly’s characterization of her uncollectible 991 

accounts rider ROE adjustment? 992 

A. I agree that Ms. Freetly’s proposed adjustment necessarily will be inexact, given that 993 

yields to maturity of utility debt issuances are highly variable, even after controlling for 994 

credit rating, collateral type and approximate years to maturity.  As shown in Ameren Exhibit 995 

23.15, I conducted a search using the Bloomberg Professional Service for senior, unsecured 996 

utility bonds carrying an A- rating by one of the three major ratings agencies.  I then 997 

calculated the approximate years to maturity of those utility bond issuances.  Based on that 998 

                                                 
88  See Direct Testimony of Janis Freetly, at 31. 
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analysis, unsecured utility bonds show a wide variation in yields as of the most recent pricing 999 

date, even at the same credit rating.  For example, for bonds that have approximately five 1000 

years remaining to maturity, from a group of 15 individual bond issuances, the minimum 1001 

yield to maturity was approximately 2.03 percent and the maximum yield was approximately 1002 

3.25 percent, a difference of approximately 122 basis points.  Similarly, that range is between 1003 

3.77 percent and 5.11 percent (134 basis points) for the five bonds with approximately 10 1004 

years to maturity, while 30-year bond yields diverge by approximately 84 basis points.  1005 

Given that Ms. Freetly’s adjustment attributes 65 basis points to the difference between two 1006 

letter grades, the fact that greater variation exists within one ratings notch demonstrates the 1007 

imprecision inherent in her approach.  Equally important is the fact that issues other than 1008 

credit rating maturity and underlying security can affect the observed yield. 1009 

Q. What are your conclusions regarding Ms. Freetly’s proposed adjustment of 1010 

16.25 basis points for the Uncollectible Accounts Riders? 1011 

A. Ms. Freetly’s proposed adjustment assumes that the implementation of the 1012 

Uncollectible Accounts Riders would result in an upgrade in the Company’s credit rating of 1013 

one rating level (or three rating notches). As discussed earlier in my rebuttal testimony, while 1014 

rate design issues are considered by Moody’s, I am not aware of any company that has been 1015 

upgraded by Moody’s as a result of the implementation of such a tracking mechanism. 1016 

Moreover, while other Illinois companies have recently implemented uncollectible trackers, 1017 

none of those companies has been upgraded by Moody’s.  Therefore, Ms. Freetly’s proposed 1018 

adjustment of 16.25 basis points, which assumes that the implementation of a tracker would 1019 

result in a multiple notch credit upgrade, is unsubstantiated by Moody’s ratings actions in the 1020 
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cases of the Illinois companies that have already implemented similar tracking mechanisms 1021 

and is not supported by current utility bond market information.  1022 

Finally, it is counter-intuitive to penalize AIC for implementing a tariff rider that 1023 

allows the Company the opportunity to recover its legitimate cost of service.  The 1024 

Commission, through the EUA and GUA, has provided AIC with a mechanism to recover 1025 

bad debt expenses and earn its authorized ROE.  However, this opportunity should not be 1026 

reason to simultaneously reduce the authorized ROE simply because there is a better chance 1027 

that the Company will actually earn its market-based cost of equity.  1028 

E. Recovery of Flotation Costs 1029 

Q. What is Ms. Freetly’s position with regard to recovery of flotation costs? 1030 

A. Ms. Freetly opposes recovery of flotation costs, citing a 1994 Commission Order in 1031 

Docket No. 94-0065, which states that “the Commission has traditionally approved [flotation 1032 

cost] adjustments only when the utility anticipates that it will issue stock in the test year or 1033 

when it has been demonstrated that costs incurred prior to the test year have not been 1034 

recovered previously through rates.”89  In addition, Ms. Freetly is concerned that my 1035 

calculation of flotation costs is not based on actual issuance costs that the Company has 1036 

incurred but not previously recovered through rates, but on the average costs of issuing 1037 

equity that were incurred by Ameren Corporation (Ameren) and the proxy group companies 1038 

in their two most recent equity issuances. 1039 

                                                 
89  Ibid., at 42. 
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Q. Has Ameren Corporation recently issued common stock? 1040 

A. Yes.  As shown on Ameren Exhibit 3.7E, Ameren issued 21.85 million shares of 1041 

common stock priced at $25.25 per share on September 15, 2009.  That offering raised net 1042 

proceeds of slightly more than $534.7 million, and the Company incurred flotation costs of 1043 

$17,001,375 (or 3.082 percent of gross proceeds) associated with the issuance, which have 1044 

not been recovered through rates. 1045 

Q. Do you agree with Ms. Freetly that AIC has failed to demonstrate that it has 1046 

incurred flotation costs prior to the test year, which have not been recovered through 1047 

rates? 1048 

A. No, I do not.  As explained in my direct testimony, flotation costs are part of the 1049 

invested costs of the utility, which are properly reflected on the balance sheet under “paid in 1050 

capital.”  They are not current expenses, and therefore are not reflected on the income 1051 

statement.  Rather, like investments in rate base or issuance costs of long-term debt, flotation 1052 

costs are incurred over time, but remain part of the cost structure that exists during the test 1053 

year and beyond.90  Although AIC does not issue common stock, it still must compete for 1054 

equity capital with other Ameren affiliates.  The common stock which has been issued by 1055 

Ameren, the parent holding company, includes flotation costs, which are passed through to 1056 

AIC.  My calculation of flotation costs includes the last two equity issuances for Ameren, 1057 

and as such the Company has met it burden of proof to demonstrate that it has incurred actual 1058 

                                                 
90  See Ameren Exhibit 3.0E, at 51-52 and Ameren Exhibit 3.0G, at 57. 
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flotation costs that have not been previously recovered through rates.91  For that reason, I 1059 

continue to believe it is appropriate to consider flotation costs in the determination of where 1060 

the Company’s ROE falls within the range of results. 1061 

F. Reasonableness of ROE Recommendations 1062 

Q. Does Ms. Freetly assess the reasonableness of her ROE recommendations 1063 

compared to other observable market indicators? 1064 

A. Yes, Ms. Freetly states:  “Along with DCF and risk premium analyses, I have 1065 

considered the observable 5.30% rate of return the market currently requires on less risky A- 1066 

rated utility long-term debt.”92   1067 

Q. Do you agree with Ms. Freetly’s comparison of her ROE recommendations to 1068 

the yield on A- rated utility debt? 1069 

A. No, I do not.  Ms. Freetly assesses the reasonableness of her ROE recommendations 1070 

of 9.72 percent (electric) and 8.90 percent (natural gas) by comparison to the yield on A- 1071 

rated utility debt, even though AIC has long-term issuer ratings of BBB- (S&P) and Baa3 1072 

(Moody’s), and Ms. Freetly’s own credit rating screen excludes companies that are rated 1073 

higher than BBB+ and lower than BBB-.  It is not clear why Ms. Freetly’s comparison is 1074 

based on utilities that are rated three notches higher than AIC. 1075 

 Moreover, as discussed in more detail in my response to Mr. Thomas, Ms. Freetly 1076 

fails to consider the inverse relationship between interest rates and the equity risk premium; 1077 

                                                 
91  Furthermore, as discussed in my response to Mr. Gorman, relying only on the flotation cost percentage 

related to Ameren Corporation’s 2009 equity issuance in the calculation of the flotation cost reduces 
my estimated flotation cost by one basis point for both the electric and natural gas proxy groups. 

92  See Direct Testimony of Janis Freetly, at 25. 
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that is, as interest rates decline, the equity risk premium would be expected to increase.  1078 

Finally, it is not possible to reconcile Ms. Freetly’s recommendations with the Commission’s 1079 

recent 10.50 percent ROE award for ComEd in light of the fact that ComEd has a higher 1080 

long-term issuer rating from S&P (BBB) and the same rating from Moody’s (Baa3).  1081 

Q. How do Ms. Freetly’s ROE recommendations compare to the average yield on 1082 

Baa rated utility debt? 1083 

A. Compared to the Moody’s Baa-rated utility bond index, which is more representative 1084 

of the Company’s actual credit rating, Ms. Freetly’s ROE recommendations provide 1085 

investors with an inadequate equity risk premium.  The average year-to-date yield on the 1086 

Moody’s Baa-rated utility bond index through June 30, 2011, was 5.92 percent.  Citigroup 1087 

published a report containing equity risk premia for both electric and natural gas utilities 1088 

relative to both Treasury yields, and the Moody’s utility index yields.93  As noted in that 1089 

report, during years in which the Moody’s Baa Utility Index yield averaged approximately 1090 

6.00 percent, the average equity risk premium was 446 basis points for electric utilities.  1091 

Applying that risk premium to the Moody’s Baa-rated utility debt cost of 5.92 percent yields 1092 

an ROE estimate of 10.38 percent,  which is 66 basis points higher than Ms. Freetly’s 9.72 1093 

percent ROE recommendation for the electric operations.  Similarly, the Citigroup report 1094 

noted an average equity risk premium of 440 basis points for natural gas utilities (again, 1095 

when the Moody’s Baa yield averaged approximately 6.00 percent); that equity premium is 1096 

142 basis points above the premium implied by Ms. Freetly’s 8.90 percent ROE 1097 

recommendation. 1098 

                                                 
93  See Citigroup Global Markets, Inc., Utility ROEs:  An Overview, April 2008. 
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Q. Does Ms. Freetly consider any company-specific business risks which suggest 1099 

that AIC is more risky than the electric and natural gas proxy groups? 1100 

A. No, Ms. Freetly fails to consider company-specific business risks, including the 1101 

weather-related risk for the Company’s natural gas operations due to the lack of a weather 1102 

normalization adjustment clause, as well as the higher level of regulatory risk which has 1103 

characterized the operating environment for utilities in the State of Illinois, as noted by S&P, 1104 

Moody’s and RRA.  Both of those risks serve to decrease the stability and predictability of 1105 

cash flows for AIC, and therefore support a cost of equity toward the upper end of the range 1106 

of results.   1107 

V. RESPONSE TO IIEC WITNESS, MR. GORMAN  1108 

Q. Please summarize Mr. Gorman’s recommendations regarding the Company’s 1109 

cost of equity in this proceeding. 1110 

A. Mr. Gorman recommends an ROE of 9.85 percent for AIC’s electric operations, 1111 

based on an estimated range of results from 9.80 percent to 9.90 percent, and an ROE of 9.25 1112 

percent for the Company’s natural gas operations, based on an estimated range of results 1113 

from 8.85 percent to 9.60 percent.94  Mr. Gorman establishes the upper end of his estimated 1114 

range (i.e., 9.90 percent) for electric operations by reference to his CAPM analysis, and the 1115 

lower end (i.e., 9.80 percent) by reference to his DCF estimate.95  Similarly, Mr. Gorman 1116 

establishes the upper end of his estimated range (i.e., 9.60 percent) for natural gas operations 1117 

                                                 
94  See Corrected Direct Testimony of Michael P. Gorman, at 2. 
95  Ibid., at 41. 
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based on his CAPM analysis, and the lower end (i.e., 8.85 percent) by reference to his DCF 1118 

estimate.96 1119 

 For both his electric and natural gas proxy groups, Mr. Gorman’s DCF estimate is an 1120 

average of the results produced by three separate DCF calculations:  (1) a Constant Growth 1121 

analysis based on analysts’ three-to-five year earnings growth projections; (2) a Constant 1122 

Growth analysis based on “Sustainable Growth” rates; and (3) a Multi-Stage analysis based 1123 

on an estimate of nominal GDP growth in the terminal stage.97  Mr. Gorman has accepted the 1124 

electric proxy group contained in my direct testimony, but, as discussed earlier in my rebuttal 1125 

testimony, has excluded Atmos Energy from his natural gas proxy group.  As discussed in 1126 

my response to Ms. Freetly, my revised electric proxy group now excludes DPL. 1127 

Q. What are the major areas of disagreement between you and Mr. Gorman? 1128 

A. There are several important areas in which Mr. Gorman and I disagree, including: 1129 

 Application of the Constant Growth DCF model and the relevance of the 1130 
results produced by that approach, especially for natural gas utilities; 1131 

 Application of the Multi-Stage DCF model, particularly as it relates to 1132 
assumptions concerning long-term growth rates; 1133 

 Application of the CAPM, especially the appropriate Market Risk Premium 1134 
and Beta coefficients; 1135 

 Relevance and Application of the Bond Yield Plus Risk Premium approach; 1136 

 Recovery of flotation costs;  1137 

 Whether Mr. Gorman’s ROE recommendations are consistent with returns 1138 
authorized in other jurisdictions, and compensate investors for the risks 1139 
associated with equity ownership; 1140 

                                                 
96  Ibid. 
97  Ibid., at 32. 
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 Whether Mr. Gorman’s cost of equity recommendations are supportive of 1141 
AIC’s financial integrity and credit quality; and 1142 

 Mr. Gorman’s assertion that the proposed equity ratio is not required to 1143 
support the Company’s credit rating.  1144 

A. Relevance and Application of Constant Growth DCF Model 1145 

Q. What are your primary concerns regarding Mr. Gorman’s use of the Constant 1146 

Growth DCF Model? 1147 

A. As a preliminary matter, in light of the Commission’s stated preference for the Multi-1148 

Stage DCF approach, I have not included the Constant Growth form of the DCF model in my 1149 

analytical approaches.  Nonetheless, there are several areas in which I disagree with Mr. 1150 

Gorman’s application of the Constant Growth DCF model, including: (1) the appropriate 1151 

growth rate to be used in the model; and (2) the relevance of results produced by the 1152 

Constant Growth model, especially for natural gas utilities, under current market conditions. 1153 

Q. What growth rates does Mr. Gorman use in his Constant Growth DCF analyses? 1154 

A. Mr. Gorman considers two measures of growth: (1) analyst consensus earnings 1155 

growth estimates;98 and (2) a measure of “Sustainable Growth.”99  For the electric proxy 1156 

group, Mr. Gorman presents both the median Earnings Per Share (EPS) growth rate of 5.51 1157 

percent and the average EPS growth rate of 5.76 percent.  Mr. Gorman concludes that those 1158 

analyst consensus growth rates are not sustainable, based on projections that U.S. GDP will 1159 

grow at a nominal rate of no more than 5.10 percent over the next five years and 4.70 percent 1160 

                                                 
98  Ibid., at 21. 
99  Ibid., at 26-27. 
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over the next ten years.100  Mr. Gorman also presents a measure of “Sustainable Growth” that 1161 

is estimated based on measures of his “internal growth rate model.”  Mr. Gorman’s 1162 

sustainable growth rate estimates in the range of 4.65 percent (median) and 4.69 percent 1163 

(average) for the electric proxy group.101  Mr. Gorman’s Constant Growth DCF produces 1164 

results of 9.32 percent (median) and 9.25 percent (average) for his electric proxy group.102 1165 

For his natural gas proxy group, Mr. Gorman presents both the median EPS growth 1166 

rate of 4.28 percent and the average EPS growth rate of 4.60 percent.  Mr. Gorman states that 1167 

those growth rates appear to be reasonable sustainable growth rates and as such, the Constant 1168 

Growth DCF return for the natural gas proxy group of 8.27 percent (median) and 8.21 1169 

percent (average) is a more rational assessment of investors’ current return expectations.103  1170 

Mr. Gorman also presents the “sustainable” growth rate for the natural gas proxy group, 1171 

which he estimates to be in the range of 5.79 percent (median) and 6.26 percent (average).  1172 

The DCF returns for the natural gas proxy group, using Mr. Gorman’s internal growth 1173 

calculation, are 9.39 percent (median) and 9.92 percent (average).  While Mr. Gorman 1174 

expresses certain preferences regarding the use of EPS growth rates for the natural gas proxy 1175 

group, his average DCF result places equal weight on the results of the Constant Growth 1176 

DCF using average EPS growth rates, sustainable growth rates, and the results of the Multi-1177 

Stage DCF model.104 1178 

                                                 
100  Ibid., at 23. 
101  See IIEC Exhibit 3.8-C. 
102  See Corrected Direct Testimony of Michael P. Gorman, at 28. 
103  Ibid., at 23. 
104  Ibid., at 32. 
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Q. Do you agree with Mr. Gorman’s growth rate estimates in his Constant Growth 1179 

DCF analysis? 1180 

A. While I generally agree that it is appropriate to use analyst consensus earnings growth 1181 

projections in the Constant Growth DCF model, I have not relied on that model in my direct 1182 

or rebuttal testimony.  As shown on Exhibit IIEC 3-4C, Mr. Gorman’s Constant Growth DCF 1183 

analyses produce results as low as 7.41 percent for electric utilities, and 7.31 percent for 1184 

natural gas utilities.  Neither of those estimates is reasonable under prevailing economic or 1185 

capital market conditions.  Therefore, I have relied on the Multi-Stage DCF model, which 1186 

addresses many of the shortcomings of the Constant Growth DCF model by providing more 1187 

flexibility to adjust assumptions regarding changes in growth rates and dividend payout ratios 1188 

over time.  Further, the Commission recently has placed weight on the results of the Multi-1189 

Stage DCF model, while rejecting the sustainable growth rate estimate, which Mr. Gorman 1190 

relies on for both his electric and natural gas proxy groups.105   1191 

Q. What is the basis for Mr. Gorman’s position that DCF results based on analysts’ 1192 

consensus EPS growth projections are not reliable for the electric proxy group? 1193 

A. Mr. Gorman assesses the relevance of analysts’ consensus EPS growth projections in 1194 

the context of five and ten year forecasts of nominal GDP growth from the EIA, the 1195 

Congressional Budget Office (CBO), and the Blue Chip Economic Forecasts.  He also notes 1196 

that the EIA has observed that utility sales growth is less than U.S. GDP growth, and, as 1197 

such, sets an upper boundary on the earnings growth potential for the electric proxy group.106 1198 

                                                 
105  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 152 and 153. 
106  See Corrected Direct Testimony of Michael P. Gorman, at 24. 
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Q. Does Mr. Gorman express similar reservations about DCF results based on 1199 

analysts’ consensus EPS growth projections for the natural gas proxy group?   1200 

A. No, he does not. 1201 

Q. How does Mr. Gorman derive his “Sustainable Growth” estimate?   1202 

A. Mr. Gorman calculates his “Sustainable Growth” DCF result by adding the product of 1203 

the earnings retention ratio (B) and the expected return on common equity (R) for each 1204 

company in the proxy group107 to the product of the Market-to-Book Ratio, the expected 1205 

growth in shares outstanding (together, referred to by Mr. Gorman as the “S Factor”) and one 1206 

minus one divided by the Market-to-Book Ratio (referred to by Mr. Gorman as the “V 1207 

Factor”).108 1208 

Q. Has the Commission previously rejected the use of Sustainable Growth estimates 1209 

based on the “b times r” methodology proposed by Mr. Gorman? 1210 

A.  Yes, it has.  As noted earlier, in Docket No. 10-0467, the Commission rejected the 1211 

use of the “b times r” approach.109 1212 

Q. Why do you disagree with Mr. Gorman’s “Sustainable Growth” estimate for the 1213 

electric proxy companies?   1214 

A. I disagree with Mr. Gorman’s Sustainable Growth estimate for several reasons.  First, 1215 

the underlying premise of Mr. Gorman’s calculation is that future earnings will increase as 1216 

                                                 
107  As noted previously, Mr. Gorman’s analyses are based on the proxy group that I relied upon in my 

Direct Testimony with the exception of Atmos Energy. In my Rebuttal Testimony, I have revised my 
electric proxy group to exclude DPL, which is party to an acquisition and no longer meets my stated 
screening criteria.   

108  See IIEC Exhibit 3.7-C.  
109  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 152. 
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the retention ratio (i.e., the portion of earnings not paid out in dividends) increases.  That is, 1217 

if future growth is modeled as “B x R”, growth will increase as the retention ratio increases.  1218 

There are, however, several reasons why that may not be the case.  Management decisions to 1219 

conserve cash for capital investments, to manage the dividend payout for the purpose of 1220 

minimizing future dividend reductions, or to signal future earnings prospects can and do 1221 

influence dividend payout (and therefore earnings retention) decisions in the near-term.  1222 

Consequently, it is appropriate to determine whether the data relied upon by Mr. Gorman 1223 

supports the assumption that higher earnings retention ratios necessarily are associated with 1224 

higher future earnings growth rates. 1225 

Q. Did you perform any analysis to test that assumption?   1226 

A. Yes, I did.  Based on Value Line data as of June 30, 2011 for the companies in the 1227 

Combined Electric Proxy Group, I calculated (in each year of the historical periods) the 1228 

dividend payout ratio, the retention ratio, and the subsequent five-year earnings growth rate.  1229 

I then performed a regression analysis in which the dependent variable was the five-year 1230 

earnings growth rate, and the explanatory variable was the earnings retention ratio.  The 1231 

purpose of that analysis was to determine whether the data source relied upon by Mr. 1232 

Gorman for his “Sustainable Growth” estimate empirically supports the assumption that 1233 

higher retention ratios necessarily produce higher earnings growth rates. 1234 

Q. What did that analysis reveal?   1235 

A. As shown in Table 12 (below, see also Ameren Exhibit 23.16),  there was a 1236 

statistically significant negative relationship between the earnings retention ratio and the 1237 

five-year earnings growth rate.  That is, based on Value Line (i.e., the source of the majority 1238 
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of the data in Mr. Gorman’s analysis), using historical data, earnings growth actually 1239 

decreased as the retention ratio increased.   1240 

Table 12: Regression Results 1241 

 Coefficient
Standard 

Error t-Statistic 

Intercept 0.247 0.040 6.155 

Retention Ratio -0.441 0.084 -5.220 

Q. Is there academic research that supports your findings?   1242 

A. Yes, there is.  In 2006, two articles appeared in Financial Analysts Journal, which 1243 

addressed the theory that high dividend payouts (i.e., low retention ratios) are associated with 1244 

low future earnings growth.110  Both of those articles cite a 2003 study by Arnott and 1245 

Asness111 who found that, over the course of 130 years of data, future earnings growth is 1246 

associated with high, rather than low payout ratios.112  In essence, the findings of all three 1247 

studies are consistent with my findings regarding the relationship between retention ratios 1248 

and future earnings growth for Mr. Gorman’s comparable companies: there is a negative, not 1249 

a positive relationship between the two.  In light of those articles, it appears that my findings 1250 

are not anomalous.  Given the strong statistical results of my analyses, and the corroborating 1251 

research discussed above, I continue to believe that Mr. Gorman’s substantial reliance on the 1252 

“Sustainable Growth” DCF for electric utilities is inappropriate. 1253 

                                                 
110  Ping Zhou, William Ruland, Dividend Payout and Future Earnings Growth, Financial Analysts 

Journal, Vol. 62, No. 3, 2006.  See also Owain ap Gwilym, James Seaton, Karina Suddason, Stephen 
Thomas, International Evidence on the Payout Ratio, Earnings, Dividends and Returns, Financial 
Analysts Journal, Vol. 62, No. 1, 2006. 

111  Robert Arnott, Clifford Asness, Surprise: Higher Dividends = Higher Earnings Growth, Financial 
Analysts Journal, Vol. 59, No. 1, January/February 2003. 

112  Since the payout ratio is the inverse of the retention ratio, the authors found that future earnings growth 
is negatively related to the retention ratio. 
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Q. Does Mr. Gorman compare his “Sustainable Growth” estimate to other 1254 

benchmarks? 1255 

A. Yes.  Mr. Gorman observes that analyst growth rate projections for the electric proxy 1256 

group exceed the projected five and ten-year nominal GDP growth rate estimates of 5.10 1257 

percent and 4.70 percent, respectively,113 and suggests that nominal GDP growth is the 1258 

maximum sustainable rate of growth to be used in the Constant Growth DCF model.114  Mr. 1259 

Gorman further reasons that since utility sales volume growth is less than GDP growth, 1260 

nominal GDP growth “is a very conservative, that is, overstated proxy for electric utility 1261 

sales growth, rate base growth, and earnings growth.”115 1262 

Q. Do you agree with Mr. Gorman’s use of projected nominal GDP growth rates as 1263 

a benchmark for assessing his earnings growth rates in the Constant Growth DCF 1264 

model?  1265 

A. While I agree that in the long-run companies’ earnings may grow at a rate 1266 

approximating that of the general economy, I do not agree that the Constant Growth DCF 1267 

model should be constrained by the use of nominal GDP growth rate estimates.  As discussed 1268 

throughout my rebuttal testimony, to the extent GDP growth rates are used in DCF analyses, 1269 

they should be used as an input to the terminal stage of the Multi-Stage DCF approach.  As to 1270 

Mr. Gorman’s position that expected growth should be bounded by electricity sales, there is 1271 

no evidence to support the position that there is a direct relationship between national 1272 

                                                 
113  See Corrected Direct Testimony of Michael P. Gorman, at 23. 
114  Ibid., at 25.  Notwithstanding that assessment, Mr. Gorman continues to rely on his Sustainable 

Growth Rate estimate for the Natural Gas Proxy Group of 6.26 percent. 
115  Ibid., at 24. 
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electricity sales volumes, the electric proxy group companies’ cash flows, and the 1273 

Company’s cost of equity. 1274 

B. Application of the Multi-Stage DCF Model 1275 

Q. What is the range of results produced by Mr. Gorman’s Multi-Stage DCF 1276 

analyses? 1277 

A. Mr. Gorman’s range of results for the electric proxy group is between 7.90 percent 1278 

and 11.52 percent, with an average of 9.73 percent, and his range of results for the natural 1279 

gas proxy group is between 7.68 percent and 9.21 percent, with an average of 8.43 percent.116 1280 

Q. What are the major areas of disagreement between you and Mr. Gorman 1281 

regarding the application of the Multi-Stage DCF analysis? 1282 

A. The major areas of disagreement between Mr. Gorman and me regarding application 1283 

of the Multi-Stage DCF model are:  (1) the appropriate long-term growth rate to be used in 1284 

the third (or terminal) stage of the model; (2) the measurement of the stock price used in our 1285 

respective models; and (3) the appropriate dividend payout ratio to be used in the 1286 

intermediate and long-term periods. 1287 

Q. What source does Mr. Gorman rely on for the long-term growth rate in his 1288 

application of the Multi-Stage DCF model? 1289 

A. Mr. Gorman relies on a long-term growth rate of 4.90 percent, which is the average of 1290 

the five and ten year GDP growth rate estimates, as reported by Blue Chip Economic 1291 

                                                 
116  See IIEC Exhibit 3.9-C. 
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Indicators (Blue Chip).117  Mr. Gorman also considers the projected long-term GDP growth 1292 

rates from the EIA and the CBO, both of which, he asserts, support the consensus growth rate 1293 

reported by Blue Chip.118 1294 

Q. Why do you disagree with Mr. Gorman’s projected long-term growth rate for 1295 

nominal GDP? 1296 

A. I disagree with Mr. Gorman’s long-term GDP growth rate because the Blue Chip 1297 

forecast covers periods of five years and ten years, while the terminal growth rate in the 1298 

Multi-Stage DCF is applied beginning in year eleven.   That is, the end of the Blue Chip 1299 

forecast horizon coincides with the beginning of the period in which Mr. Gorman applies that 1300 

forecast. 1301 

Q. Is Mr. Gorman’s long-term growth rate in the Multi-Stage DCF model 1302 

consistent with the Commission’s Order in Docket No. 10-0467?  1303 

A. No, it is not.  As noted in my response to Ms. Freetly, the Commission determined 1304 

recently that a long-term GDP growth rate of 6.00 percent is the appropriate growth rate for 1305 

the terminal stage of the Multi-Stage DCF analysis.  Mr. Gorman’s long-term growth rate of 1306 

4.90 percent is 110 basis points lower than that adopted by the Commission.  As a result, Mr. 1307 

Gorman’s Multi-Stage DCF model produces substantially lower results than would be 1308 

expected based on historical trends for both real economic growth rates and long-term 1309 

inflation rates.  If Mr. Gorman had used a long-term growth rate of 6.00 percent rather than 1310 

4.90 percent, using his electric and natural gas proxy groups, and holding all else constant, 1311 

                                                 
117  See Corrected Direct Testimony of Michael P. Gorman, at 29-30, and IIEC Exhibit 3.9-C.  
118  Ibid, at 30-31. 
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his Multi-Stage DCF results would increase from 9.73 percent to 10.56 percent for electric 1312 

operations and from 8.43 percent to 9.32 percent for natural gas operations. 1313 

Q. What is Mr. Gorman’s position regarding the use of the CPI as the measure of 1314 

projected inflation in your real GDP growth rate calculation? 1315 

A. Mr. Gorman states that “in order to accurately measure the GDP nominal growth, one 1316 

must combine the GDP real return with a projection of the GDP price inflation.”119  Mr. 1317 

Gorman reasons that “CPI inflation is not based on GDP but rather is based on a subgroup of 1318 

the U.S. economy that reflects a consumer basket of goods.”120 1319 

Q. Do you agree with Mr. Gorman’s concern regarding the use of the CPI as a 1320 

measure of inflation? 1321 

A. No, I do not.  In response to Mr. Gorman’s concern, I analyzed the statistical 1322 

relationship between the two measures of inflation from 1930 through 2010.  As shown in 1323 

Chart 6 (below; see also Ameren Exhibit 23.17), my analysis is based on a simple linear 1324 

regression in which the GDP price deflator is the explanatory variable, and the CPI is the 1325 

dependent variable.  As Chart 6 demonstrates, there is a strong, linear relationship between 1326 

the two variables.  In fact, the slope coefficient of approximately 1.0275 (t-statistic:  27.04) 1327 

and the statistically insignificant intercept term indicate that over time, there has been 1328 

essentially a one-to-one relationship between the CPI and the GDP price deflator.  That is 1329 

over time, the two measures of inflation are essentially equal.  Since the TIPS spread 1330 

discussed in my response to Ms. Freetly is a market-based measure of inflation that extends 1331 

                                                 
119  See Corrected Direct Testimony of Michael P. Gorman, at 54. 
120  Ibid. 
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into the third stage of our Multi-Stage DCF analyses, it is reasonable and appropriate to 1332 

consider measures other than the GDP deflator in arriving at the long-term nominal growth 1333 

rate. 1334 

Chart 6:  CPI and GDP Price Deflator Analysis 1335 
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Table 13: CPI-GDP Price Deflator Regression Results  1337 

 
Coefficient 

Standard 
Error t-Statistic 

Intercept 0.0018 0.0018 1.0138 

GDP Deflator 1.0275 0.0380 27.0406 

Q. How does Mr. Gorman’s assumption regarding the dividend payout ratio differ 1338 

from the assumption in your Multi-Stage DCF Model? 1339 

A. While my Multi-Stage DCF model allows for dividend payout ratios to change over 1340 

time, Mr. Gorman assumes that the current level of payout ratios for the proxy groups will 1341 

remain unchanged over the entire study period.  As explained in my direct testimony, it is 1342 

reasonable to assume that the near-term dividend payout ratios of the proxy group companies 1343 

may reflect additional downward pressure due to increased utility capital requirements, but 1344 

over the long-term will revert to the median of the historical payout ratio for each 1345 

company.121   1346 

Q. How do Mr. Gorman’s assumptions and inputs to the Multi-Stage DCF model 1347 

contribute to the difference between his results and yours? 1348 

A. Tables 14a and 14b (below) (see also Ameren Exhibit 23.1) present the effect that 1349 

each assumption and input has on Mr. Gorman’s ultimate Multi-Stage DCF results for both 1350 

the electric and natural gas proxy groups.   1351 

                                                 
121  See Ameren Exhibit 3.0E, at 33 and Ameren Exhibit 3.0G, at 34. 
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Table 14a:  Corrections to Mr. Gorman’s Electric Multi-Stage DCF Model 1352 

As Filed (see Exhibit IIEC 3.9C):  9.73%  
 Data as of May 23, 2011    

Step 1: Adjust long-term growth rate  10.30%  
 Long-term growth rate of 5.66 percent 

rather than 4.90 percent    

Step 2:  Adjust long-term growth rate  10.56%  
 Long-term growth rate of 6.00 percent    

Step 3:  Adjust dividend yield calculation 30-day 90-day 180-day
 Use 30, 90, 180-day average stock prices 10.47% 10.59% 10.71%

Step 4:  Update to June 30, 2011 30-day 90-day 180-day
 Use 30, 90, 180-day average stock prices 10.46% 10.53% 10.64%

TOTAL 0.73% 0.80% 0.91% 

Table 14b:  Corrections to Mr. Gorman’s Natural Gas Multi-Stage DCF Model 1353 

As Filed (see Exhibit IIEC 3.9C):  8.43%  

 Data as of May 23, 2011    
Step 1: Adjust long-term growth rate  9.04%  

 Long-term growth rate of 5.66 percent rather 
than 4.90 percent    

Step 2:  Adjust long-term growth rate  9.32%  
 Long-term growth rate of 6.00 percent    

Step 3:  Adjust dividend yield calculation 30-day 90-day 180-day
 Use 30, 90, 180-day average stock prices 9.30% 9.34% 9.41%

Step 4:  Update to June 30, 2011 30-day 90-day 180-day
 Use 30, 90, 180-day average stock prices 9.37% 9.34% 9.38%

TOTAL 0.94% 0.91% 0.95% 

Q. Please explain each step in your analysis to revise Mr. Gorman’s application of 1354 

the Multi-Stage DCF model.122 1355 

A. I began with Mr. Gorman’s Multi-Stage DCF model, which is based on 13-week 1356 

average stock prices as of May 23, 2011. 1357 

                                                 
122  While I disagree with Mr. Gorman’s decision to hold constant the dividend payout ratio, I have not 

adjusted his payout ratio because it would require an assumption regarding what payout ratio he relied 
upon.  By holding the payout ratio constant, however, Mr. Gorman fails to the take full advantage of 
the flexibility offered by the Multi-Stage DCF model. 
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 In Step 1 of my analysis, I adjusted Mr. Gorman’s 4.90 percent long-term 1358 
growth rate to 5.66 percent. 1359 

 In Step 2 of my analysis, I adjusted the long-term growth rate in the terminal 1360 
stage from 5.66 percent to 6.00 percent, which is the estimate of long-term 1361 
nominal GDP growth that was recently adopted by the Commission in Docket 1362 
No. 10-0467; 1363 

 In Step 3 of my analysis, I adjusted the dividend yield calculation from Mr. 1364 
Gorman’s 13-week average dividend yield as of May 23, 2011, to the average 1365 
dividend yield for the proxy group companies for the 30-, 90-, and 180 days 1366 
ending May 23, 2011; and 1367 

 Finally, in Step 4 of my analysis, I updated the average dividend yield for the 1368 
proxy group companies for the 30-, 90-, and 180 days ending June 30, 2011. 1369 

As a result of those four adjustments, Mr. Gorman’s results for his electric proxy 1370 

group would increase from 9.73 percent to a range of 10.46 percent to 10.64 percent, while 1371 

his results for the natural gas proxy group would increase from 8.43 percent to a range of 1372 

9.34 percent to 9.38 percent. That analysis demonstrates that reasonable adjustments to Mr. 1373 

Gorman’s assumptions result in ROE estimates for the electric proxy group that are within 1374 

my range of results.  While the ROE estimates for Mr. Gorman’s natural gas proxy group 1375 

also increase with modest adjustments to his assumptions, as noted previously in my Rebuttal 1376 

Testimony, there is no evidence that suggests that the results of that adjusted analysis are 1377 

reasonable estimates of the prevailing cost of equity.   1378 

C. Application of the Capital Asset Pricing Model  1379 

Q. Please summarize Mr. Gorman’s inputs for his CAPM analysis, and the results 1380 

produced by that analysis.   1381 

A. Mr. Gorman’s CAPM estimate is based on a risk-free rate of 5.20 percent, a market 1382 

risk premium of either 6.00 percent or 6.70 percent, and a Beta coefficient of 0.70 for the 1383 

electric proxy group and 0.65 for the natural gas proxy group.  Based on those inputs, Mr. 1384 
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Gorman arrives at a cost of equity estimate of 9.89 percent for the electric proxy group and 1385 

9.56 percent for the natural gas proxy group.123   1386 

Q. What are the major areas of disagreement between you and Mr. Gorman 1387 

regarding the application of the CAPM? 1388 

A. The major areas of disagreement between Mr. Gorman and me regarding application 1389 

of the CAPM are:  (1) the appropriate Market Risk Premium; and (2) whether it is 1390 

appropriate to rely on Beta coefficients solely from Value Line. 1391 

Q. Please summarize the various Market Risk Premiums that Mr. Gorman 1392 

discusses in his Direct Testimony. 1393 

A. While Mr. Gorman discusses several different methods for calculating the market risk 1394 

premium (MRP) that range from 5.80 percent to 6.70 percent, his CAPM estimate relies on a 1395 

historical (or ex-post) MRP based on the difference between the total return on the S&P 500 1396 

and the income return on long-term government bonds.  Mr. Gorman selects the 6.70 percent 1397 

historical market risk premium because he is “concerned about the low estimates produced 1398 

by the CAPM at this time.”124  1399 

Q. Does Mr. Gorman’s estimate of the MRP reflect current and expected market 1400 

conditions? 1401 

A. No, it does not.    There is a well-established relationship between market volatility 1402 

and the market risk premium.  Specifically, during periods when market volatility increases, 1403 

the market risk premium also increases to reflect investors’ increased risk aversion.  By 1404 

                                                 
123  See Corrected Direct Testimony of Michael P. Gorman, at 40. 
124  Ibid. 
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relying on the Morningstar historical MRP, Mr. Gorman has assumed that the long-term 1405 

historical market risk premium represents the required ex-ante market risk premium, without 1406 

considering market volatility.  As shown in Table 15 (below), from 2007-2010 the historical 1407 

market risk premium decreased even as market volatility (the primary statistical measure of 1408 

risk) significantly increased. 1409 

Table 15: Historical Market Risk Premium and Market Volatility125 1410 

 Market Volatility
Historical Market 

Risk Premium 
2010 22.58 6.70% 

2009 31.55 6.70% 

2008 32.49 6.50% 

2007 17.48 7.10% 

The assumption that investors would require a lower risk premium during periods of 1411 

increasing volatility is counter-intuitive,126 and leads to unreliable analytical results. 1412 

Q. Do you agree with Mr. Gorman’s reliance on Value Line as his sole source of 1413 

Beta coefficients? 1414 

A. No, I do not.  As discussed in my direct testimony and in my response to Ms. Freetly, 1415 

current and expected market conditions are such that Beta coefficients calculated over a five-1416 

year period are not representative of current market conditions or investor expectations.  1417 

While I have included historical Beta coefficients from Value Line and Bloomberg in my 1418 

CAPM analysis, I continue to believe that it is appropriate to place more weight on Beta 1419 

                                                 
125  Morningstar, Ibbotson SBBI, 2011 Valuation Yearbook, at 123, and Bloomberg Professional Service.  

Historical market risk premium equals total return on large company stocks less income only return on 
long-term government securities. 

126  Minutes of the Federal Open Market Committee, June 22-23, 2010, at 6. 
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coefficients calculated over a shorter holding period, such as eighteen months, in order to 1420 

reflect current and expected market conditions rather than conditions during the credit crisis 1421 

and financial market dislocation. 1422 

D. Relevance and Application of Bond Yield Plus Risk Premium Approach 1423 

Q. What is your response to Mr. Gorman’s claim that the equity risk premium in 1424 

your bond yield plus risk premium analysis for electric and natural gas utilities is 1425 

overstated? 1426 

A. Mr. Gorman fails to recognize the well-documented principle that over time, equity 1427 

risk premia are inversely related to interest rates.  As demonstrated in my direct testimony, 1428 

regression results empirically show that equity risk premia increase as interest rates 1429 

decrease.127  Assuming the current 4.24 percent average yield on the 30-Year U.S. Treasury, 1430 

and based on the regression coefficients for the analysis of equity risk premia over 30-year 1431 

Treasury bond yields in Ameren Exhibit 23.8, the implied risk premium is 6.26 percent for 1432 

electric utilities and 6.15 percent for natural gas utilities, resulting in implied ROEs of 10.50 1433 

percent for electric utilities and 10.39 percent for natural gas utilities, respectively.  Under 1434 

this methodology, Mr. Gorman’s final ROE estimate of 9.85 percent for electric operations 1435 

and 9.25 percent for natural gas operations understate the implied ROE by approximately 65 1436 

basis points for electric operations and 114 basis points for natural gas operations.  In 1437 

addition (as discussed in my response to Mr. Thomas), there is little question that investors 1438 

consider such data in forming their return requirements. 1439 

                                                 
127  See Ameren Exhibit 3.0E, at 44 and Ameren Exhibit 3.0G, at 46. 
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E. Recovery of Flotation Costs 1440 

Q. What is Mr. Gorman’s position with regard to recovery of flotation costs? 1441 

A. Mr. Gorman acknowledges that flotation costs are a legitimate cost of doing business, 1442 

but suggests that the Commission only allow recovery if the actual costs are demonstrated 1443 

and proven to be reasonable. Mr. Gorman further asserts that because AIC does not issue 1444 

common stock that it does not incur flotation costs.128   1445 

Q. What is your response to Mr. Gorman’s position? 1446 

A. As discussed in my response to Ms. Freetly, my calculation of flotation costs includes 1447 

the September 2009 equity issuance for Ameren.  As such, the Company has demonstrated 1448 

that it has incurred actual flotation costs that have not been previously recovered through 1449 

rates.  As shown in Ameren Exhibit 3.7E, the flotation cost percentage associated with that 1450 

issuance was 3.082 percent, which is within the range of flotation cost percentages for recent 1451 

equity issuances of the electric proxy group companies.  As suggested by Mr. Gorman, 1452 

relying on Ameren’s actual flotation cost percentage instead of the proxy group average, 1453 

results in a flotation cost of 14 basis points for the electric operations and 12 basis points for 1454 

the natural gas operations.129 1455 

Q. Why should AIC be allowed to recover flotation costs when it does not directly 1456 

issue common stock? 1457 

A. Mr. Gorman’s assertion that AIC should not be allowed to recover flotation costs 1458 

because it does not issue common stock ignores the fact that AIC still must compete for 1459 

                                                 
128  See Corrected Direct Testimony of Michael P. Gorman, at 67. 
129  See Ameren Exhibit 23.9. 
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equity capital with other Ameren affiliates.  The common stock which has been issued by 1460 

Ameren, the parent holding company, includes flotation costs, which are passed through to 1461 

AIC.    If AIC is not allowed to recover those costs, then investors in Ameren will not have 1462 

been compensated for actual, legitimate costs associated with issuing equity.  Consequently, I 1463 

continue to believe it is appropriate to consider flotation costs in the determination of where 1464 

the Company’s ROE falls within the range of analytical results. 1465 

F. Reasonableness of ROE recommendation 1466 

Q. Does Mr. Gorman assess the reasonableness of his ROE recommendations in the 1467 

context of other observable market indicators? 1468 

A. No, Mr. Gorman does not compare his ROE recommendations to other observable 1469 

market indicators such as utility bond yields, or recent authorized returns in other 1470 

jurisdictions.  As noted in my response to Ms. Freetly, the average year-to-date yield on the 1471 

Moody’s Baa-rated utility bond index through June 30, 2011 has been 5.92 percent.  As also 1472 

noted in my response to Ms. Freetly, Citigroup has found that during years in which the 1473 

Moody’s Baa Utility Index yield averaged approximately 6.00 percent, the average equity 1474 

risk premium for electric utilities was 446 basis points.  Applying that risk premium to the 1475 

Moody’s Baa-rated utility debt cost of 5.92 percent yields an ROE estimate of 10.38 percent, 1476 

which is 53 basis points higher than Mr. Gorman’s 9.85 percent ROE recommendation for 1477 

the electric operations.  Similarly, the Citigroup report noted an average equity risk premium 1478 

of 440 basis points for natural gas utilities (again, when the Moody’s Baa yield averaged 1479 

approximately 6.00 percent); that equity premium is 107 basis points above the premium 1480 

implied by Mr. Gorman’s 9.25 percent ROE recommendation. 1481 
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Q. Does Mr. Gorman consider any other company-specific information which 1482 

suggests that AIC is more risky than the electric and natural gas proxy groups? 1483 

A. No, Mr. Gorman fails to consider company-specific business risks, including the 1484 

weather-related risk for the Company’s natural gas operations due to the lack of a weather 1485 

normalization adjustment clause, as well as the higher level of regulatory risk which has 1486 

characterized the operating environment for utilities in the State of Illinois.  1487 

G. Financial Integrity  1488 

Q. Does Mr. Gorman attempt to assess the effect of his ROE recommendations on 1489 

the Company’s financial integrity? 1490 

A. Yes, Mr. Gorman estimates the pro forma effect of his ROE recommendations on the 1491 

percentage of FFO to total debt, the ratio of debt to EBITDA, and the percentage of total debt 1492 

to total capital based on AIC’s forecasted test year ending December 31, 2012.  Based on that 1493 

analysis, Mr. Gorman concludes that his recommendations would support AIC’s “current 1494 

investment grade bond rating.”130 1495 

Q. Do you agree with Mr. Gorman’s analysis and conclusion? 1496 

A. No, I do not.  The fact that Mr. Gorman’s recommendations produce credit metrics 1497 

that fall within a certain ratings category does not mean that the Company necessarily would 1498 

achieve or maintain those ratings.  As shown on Ameren Exhibit 23.18, for example, an ROE 1499 

as low as 5.00 percent would produce credit metrics in the same ratings categories as Mr. 1500 

Gorman’s 9.85 percent recommendation for electric operations and 9.25 percent 1501 

recommendation for natural gas operations.  It is difficult to imagine, however, that rating 1502 
                                                 
130  See Corrected Direct Testimony of Michael P. Gorman, at 47. 
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agencies would not consider the implications of such a low allowed return in arriving at their 1503 

ratings actions, notwithstanding that the pro forma credit metrics would continue to support 1504 

the Company’s current rating.  Consequently, Mr. Gorman’s pro forma analysis does not 1505 

demonstrate that his ROE recommendations provide reasonable support for the Company’s 1506 

financial integrity. 1507 

H. Common Equity Ratio 1508 

Q. What is Mr. Gorman’s position with regard to the Company’s proposed equity 1509 

ratio in this proceeding? 1510 

A. While Mr. Gorman does not propose any specific adjustment to AIC’s authorized 1511 

ROE in this proceeding due to an increase in the Company’s equity ratio, he does state that 1512 

the Commission should “carefully consider the substantial increase in Ameren Illinois’ 1513 

Electric common equity ratio in establishing a fair return on equity in this proceeding,”131 1514 

and recommends “setting a return on equity at the low end of my recommended range to 1515 

recognize the very high common equity component at Ameren Illinois…”132  As support for 1516 

that position, Mr. Gorman cites the authorized equity ratios for electric and natural gas 1517 

utilities in 2010 and the first quarter of 2011, as reported by RRA.  Mr. Gorman has not 1518 

considered, however, whether the Company’s equity ratio is consistent with those in place at 1519 

the proxy companies. 1520 

                                                 
131  Ibid., at 13. 
132  Ibid. 
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Q. Have you considered whether the Company’s proposed equity ratio is consistent 1521 

with those in place at the proxy companies? 1522 

A. Yes, I have.  Since Mr. Gorman focuses on the equity ratio for the Company’s electric 1523 

operations, I reviewed the average quarterly common equity ratio for each operating 1524 

company held within the electric proxy group for the eight fiscal quarters ending March 31, 1525 

2011.  As shown on Ameren Exhibit 23.19, the average common equity ratio for the electric 1526 

proxy group is 52.11 percent, and the range of equity ratios is from 47.44 percent to 58.98 1527 

percent.  Based on that analysis, I conclude that AIC’s proposed common equity ratio of 1528 

52.98 percent falls within the range for the electric proxy group over the past two years, and 1529 

therefore is consistent with industry norms. 1530 

Q. Do you have any further observations regarding Mr. Gorman’s use of RRA data 1531 

in support of his position regarding the Company’s proposed equity ratio? 1532 

A. Yes, I do.  On page 12 of his Corrected direct testimony, Mr. Gorman states that 1533 

“Ameren Illinois’ capital structure contains more common equity than needed by a low-risk 1534 

regulated electric and gas utility to support an investment grade bond rating.”  In support of 1535 

that position, Mr. Gorman points to the authorized equity ratios for electric and natural gas 1536 

utilities as reported by RRA.  Mr. Gorman fails to note, however, that same period the 1537 

average authorized ROE for electric and natural gas utilities was 10.34 percent and 10.08 1538 

percent, respectively.  Those estimates, of course, are approximately 50 basis points above 1539 

Mr. Gorman’s 9.85 percent recommendation for the Company’s electric operations, and over 1540 

80 basis points above his 9.25 percent recommended ROE for the Company’s natural gas 1541 

operations. 1542 
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VI. RESPONSE TO AG/CUB WITNESS, MR. THOMAS 1543 

Q. Please summarize Mr. Thomas’ recommendations regarding the Company’s 1544 

cost of equity. 1545 

A. Mr. Thomas recommends an ROE of 9.06 percent for AIC’s electric operations, 1546 

based on an estimated range of results from 8.47 percent to 9.65 percent, and an ROE of 8.22 1547 

percent for natural gas operations, based on an estimated range of results from 7.41 percent 1548 

to 9.02 percent.133  Mr. Thomas does not perform his own independent analyses; rather, he 1549 

accepts the electric and natural gas proxy groups contained in my direct testimony and makes 1550 

adjustments to my Multi-Stage DCF and CAPM analyses.134  Mr. Thomas establishes the 1551 

upper end of his estimated range (i.e., 9.65 percent) for electric operations by modifying the 1552 

long-term growth rate and dividend payout ratios used in my Multi-Stage DCF analysis, and 1553 

the lower end (i.e., 8.47 percent) by adjusting the Market Risk Premium and Beta coefficients 1554 

used in my CAPM analysis.135  Mr. Thomas establishes his range for the natural gas 1555 

operations by making the same adjustments to the Multi-Stage DCF and CAPM analyses for 1556 

the natural gas proxy group.136  As discussed in my response to Ms. Freetly, my revised 1557 

electric proxy group now excludes DPL, and my revised natural gas proxy group now 1558 

excludes ATO. 1559 

Q. What are the major areas of disagreement between you and Mr. Thomas? 1560 

A. There are several important areas in which Mr. Thomas and I disagree, including: 1561 

                                                 
133  See Direct Testimony of Christopher C. Thomas, at 4. 
134  Ibid., at 3. 
135  Ibid., at 18, 28. 
136  Ibid. 
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 Application of the Multi-Stage DCF model, especially as it relates to the 1562 
appropriate long-term growth rate and the dividend payout ratio; 1563 

 Application of the Capital Asset Pricing Model, particularly the appropriate 1564 
market risk premium and Beta coefficients; 1565 

 The usefulness of the Bond Yield Plus Risk Premium approach in developing 1566 
AIC’s required ROE; 1567 

 Whether the approval of the Pension Benefit Rider reduces the Company’s 1568 
risk and warrants an adjustment to the ROE; and 1569 

 The reasonableness of ROE results as low as 7.41 percent under any economic 1570 
and financial market conditions, as well as the reasonableness of his ROE 1571 
recommendations in the context of authorized returns in other jurisdictions 1572 
and the average yield on Baa-rated utility bonds.  1573 

Q. What is your response to Mr. Thomas’s criticism that your “testimony 1574 

incorporates several adjustments that serve mainly to increase the cost of capital, 1575 

without any theoretical or factual support for this distortion of the DCF and CAPM 1576 

models.”137   1577 

A. Contrary to Mr. Thomas’ assertions, the assumptions and inputs to the DCF and 1578 

CAPM analyses contained in my direct and rebuttal testimonies are supported by both 1579 

academic theory and financial market practice.  With regard to the Multi-Stage DCF model, 1580 

as discussed throughout my Rebuttal Testimony, the Commission recently adopted a long-1581 

term nominal GDP growth rate of 6.00 percent, which is 34 basis points higher than the 1582 

updated growth rate of 5.66 percent used in the third stage of my Multi-Stage DCF model.  1583 

Similarly, with regard to the Beta coefficient used in the CAPM, as explained in my Direct 1584 

Testimony, it is not appropriate to use Beta coefficients which include periods during the 1585 

                                                 
137  See Direct Testimony of Christopher C. Thomas, at 9. 
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credit crisis and financial market dislocation because those Betas coefficients do not reflect 1586 

current market conditions.138   1587 

I also note that while Mr. Thomas refers to Beta coefficients published by 1588 

Bloomberg,139 he fails to recognize that the Bloomberg Professional Service enables the 1589 

analyst to specify the index upon which Beta coefficients are calculated, the holding period 1590 

of the returns used in the calculation (e.g., daily, weekly, monthly), and the horizon captured 1591 

in the calculation (e.g., 12, 18, 24 months).  That is, Bloomberg recognizes that the analytical 1592 

relevance of Beta calculations depends on a number of factors and provides the ability to 1593 

calculate Beta coefficients based on the analysts’ view regarding those factors.  In that 1594 

important respect, my method is consistent with industry practice.  I disagree, therefore, with 1595 

Mr. Thomas’ suggestion that the inputs that are relied on in my analyses are biased and that 1596 

my results are unreliable. To the contrary, my inputs reflect current market conditions, and in 1597 

the case of the long-term GDP growth rate, my proposed long-term growth rate is lower than 1598 

that adopted by the Commission in May 2011. 1599 

A.  Application of the Multi-Stage DCF Model 1600 

Q. Please summarize Mr. Thomas’ concerns regarding the use of analysts’ earnings 1601 

growth rate forecasts as the growth rate in the first stage of the Multi-Stage DCF 1602 

model.  1603 

A. Although Mr. Thomas acknowledges that the Commission previously has accepted 1604 

DCF analyses that relied heavily on analysts’ forecasts of growth for the short-term 1605 

transitioning to long-term growth in GDP, he asserts that it would not be appropriate for the 1606 
                                                 
138  See Ameren Exhibit 3.0E, at 40-41 and Ameren Exhibit 3.0E, at 41-42. 
139  See Direct Testimony of Christopher C. Thomas, at 23. 
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Commission to do the same in this proceeding.140  As support for his position, Mr. Thomas 1607 

suggests that empirical reviews have found “a pattern of upwardly biased analyst growth rate 1608 

forecasts in comparison to the actual requirements of investors as reflected in stock 1609 

prices.”141  Mr. Thomas cites certain academic articles to support his conclusion that 1610 

analysts’ earnings growth rate forecasts “focus on the short term and are severely upward 1611 

biased,”142 and concludes that “[b]ased on the evidence, it’s clear that the Commission’s 1612 

usual applications of the DCF methodology have a tendency to overstate the actual cost of 1613 

equity and must be considered as the upper boundary of the range of reasonable ROE 1614 

results.”143 1615 

Q. What is your response to Mr. Thomas regarding his assertion that the growth 1616 

rates used in your DCF analysis are biased? 1617 

A. First, it is important to note that while Mr. Thomas asserts that analyst earnings 1618 

growth rate estimates are biased, he has provided no evidence that any of the growth rates 1619 

used in my DCF analysis are the result of consistent and pervasive analyst bias.  That is, 1620 

while Mr. Thomas makes a broad assertion as to the bias of analysts in general, he has 1621 

provided absolutely no evidence that the analysts that provide the consensus growth rates 1622 

used in the first stage of my Multi-Stage DCF analyses are “severely upward biased.”144   1623 

Moreover, Mr. Thomas cites articles from the period prior to the Global Settlement, 1624 

which addressed the incentives faced by investment analysts and the bias that potentially 1625 

                                                 
140  Ibid., at 12. 
141  Ibid.  
142  Ibid. 
143  Ibid., at 13. 
144  Ibid., at 12. 
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caused.  In fact, recent research reaches the opposite conclusion.  A 2010 article in Financial 1626 

Analyst Journal found that analyst forecast bias has declined significantly or disappeared 1627 

entirely since the Global Settlement in 2002:   1628 

Introduced in 2002, the Global Settlement and related regulations had 1629 
an even bigger impact than Reg FD on analyst behavior.  After the 1630 
Global Settlement, the mean forecast bias declined significantly, 1631 
whereas the median forecast bias essentially disappeared.  Although 1632 
disentangling the impact of the Global Settlement from that or related 1633 
rules and regulations aimed at mitigating analysts’ conflicts of interest 1634 
is impossible, forecast bias clearly declined around the time the Global 1635 
Settlement was announced.  These results suggest that the recent efforts 1636 
of regulators have helped neutralize analysts’ conflicts of interest.145  1637 

In addition, while Mr. Thomas suggest that there is a “documented optimistic bias in 1638 

analysts’ earnings forecasts”,146 he fails to point out that as a result of Regulation AC, which 1639 

became effective in 2003, analysts now certify that their analyses and recommendations are 1640 

not related, either directly or indirectly, to their compensation.147 1641 

Regardless of whether Mr. Thomas believes that analysts’ growth rate projections are 1642 

systemically biased, the relevant analytical question is whether investors rely on those 1643 

estimates in making their investment decisions.  As noted below, there is, in fact, a 1644 

substantial body of academic research supporting that conclusion.  Moreover, certain of those 1645 

articles conclude that the use of analysts’ forecasts is superior to measures of historical 1646 

growth when using the DCF model to estimate the cost of equity.148    1647 

                                                 
145  Armen Hovakimian and Ekkachai Saenyasiri, Conflicts of Interest and Analyst Behavior:  Evidence 

from Recent Changes in Regulation, Financial Analysts Journal, Volume 66, Number 4, July/August 
2010, at 105. 

146  See Direct Testimony of Christopher C. Thomas, at 13. 
147  See, http://www.sec.gov/rules/final/33-8193.htm. 
148  Harris and Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth Forecasts, Financial 

Management, at 63 (Summer 1992). 
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Q. Is there academic research supporting the use of analysts’ forecasted earnings 1648 

growth rates as the appropriate growth rate to be used in the DCF model? 1649 

A. Yes, there have been many published articles that specifically support the use of 1650 

analysts’ earnings growth projections in the DCF model.149  A 1986 article entitled Using 1651 

Analysts’ Growth Forecasts to Estimate Shareholders Required Rates of Return by Dr. 1652 

Robert Harris, for example, demonstrated that financial analysts’ earnings forecasts (referred 1653 

to in the article as “FAF”) in a Constant Growth DCF formula is an appropriate method of 1654 

calculating the expected market risk premium.150  In that regard, Dr. Harris noted that “…a 1655 

growing body of knowledge shows that analysts’ earnings forecasts are indeed reflected in 1656 

stock prices.  Such studies typically employ a consensus measure of FAF calculated as a 1657 

simple average of forecasts by individual analysts.”151  Dr. Harris further noted that “[g]iven 1658 

the demonstrated relationship of FAF to equity prices and the direct theoretical appeal of 1659 

expectational data, it is no surprise that FAF have been used in conjunction with DCF models 1660 

to estimate equity return requirements.”152   1661 

In a somewhat later article, Professors Carleton and Vander Weide performed a study 1662 

to determine whether projected earnings growth rates are superior to historical measures of 1663 

growth in the implementation of the DCF model.153  Although the purpose of that study was 1664 

                                                 
149  See also Corrected Direct Testimony of Michael P. Gorman, at 21. 
150  Robert S. Harris, Using Analysts’ Growth Forecasts to Estimate Shareholder Required Rates of 

Return, Financial Management, 1986, at 66. 
151  Ibid., at 59.  Emphasis added.  As noted in my Direct Testimony, Zacks and First Call, the sources of 

earnings growth projections that I use in addition to Value Line, are consensus forecasts.  As noted 
earlier, Ms. Freetly and I both use analyst growth rates in developing the market risk premium 
component of the CAPM. 

152  Ibid., at 60. 
153  James H. Vander Weide, Willard T. Carleton, Investor growth expectations: Analysts vs. history, The 

Journal of Portfolio Management, Spring, 1988. 
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to “investigate what growth expectation is embodied in the firm’s current stock price”,154 the 1665 

authors clearly indicate the importance of earnings projections in the context of the DCF 1666 

model.  Professors Carleton and Vander Weide concluded that “…our studies affirm the 1667 

superiority of analysts’ forecasts over simple historical growth extrapolations in the stock 1668 

price formation process.  Indirectly, that finding lends support to the use of valuation models 1669 

whose input includes expected growth rates.”155 1670 

Similarly, in an article entitled Estimating Shareholder Risk Premia Using Analysts 1671 

Growth Forecasts, Harris and Marston presented “estimates of shareholder required rates of 1672 

return and risk premia which are derived using forward-looking analysts’ growth 1673 

forecasts.”156  In addition to other findings, Harris and Marston reported that “…in addition 1674 

to fitting the theoretical requirement of being forward-looking, the utilization of analysts’ 1675 

forecasts in estimating return requirements provides reasonable empirical results that can be 1676 

useful in practical applications.”157   1677 

More recently (2004), the Carleton and Vander Weide study was updated to 1678 

determine whether the finding still holds that analysts’ earnings growth forecasts are relevant 1679 

in the stock valuation process.  The results of that updated study continued to demonstrate the 1680 

importance of analysts’ earnings forecasts, including the application of those forecasts to 1681 

utility companies, and found that consensus analysts’ earnings growth forecasts are a better 1682 

predictor of utility Price/Earnings (P/E) ratios than historical measures of growth.158  Here 1683 

                                                 
154  Ibid., at 78. 
155  Ibid., at 82. 
156  Robert S. Harris, Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth 

Forecasts, Financial Management, Summer 1992, at 63. 
157  Ibid. 
158  Advanced Research Center, Investor Growth Expectations, Summer, 2004. 
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again, the finding was clear: analysts’ earnings forecasts are highly related to stock price 1684 

valuations and, therefore, are appropriate inputs to stock valuation and ROE estimation 1685 

models. 1686 

Q. Have you performed your own analysis of the relationship between earnings 1687 

growth rates and stock valuation levels? 1688 

A. Yes, I have.  I recognize that while the articles noted above are clear in their findings, 1689 

it would be instructive to determine whether earnings growth projections are statistically 1690 

related to the stock valuation levels of the companies used in Mr. Thomas’ DCF analysis.  To 1691 

the extent that is the case, then, as each of the articles summarized above concluded, 1692 

analysts’ earnings projections are appropriate measures of growth to be used in DCF models. 1693 

My analysis was structured based on the approach used by Professors Carleton and 1694 

Vander Weide, who (as noted above) conducted a comparison of the predictive capability of 1695 

historical earnings growth estimates and analysts’ consensus forecast of five-year earnings 1696 

growth on the stock prices of sixty-five utility companies.  In particular, I conducted a series 1697 

of regression analyses to determine whether historical or projected measures of growth were 1698 

statistically related to the market valuation multiples and forward P/E ratios of the electric 1699 

and natural gas utilities covered by the Value Line Investment Survey.  In that analysis, I 1700 

relied on the five-year and ten-year historical earnings per share growth as reported by Value 1701 

Line, and the average of the Value Line, Zack’s and First Call projected earnings per share 1702 

growth rates.  1703 
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Q. What did that analysis reveal?  1704 

A. As shown in Table 16 below (see also Ameren Exhibit 23.20), projected earnings 1705 

growth estimates had a strong statistical relationship; the relationship between earnings 1706 

growth estimates and both relative P/E ratios and forward P/E ratios was statistically 1707 

significant at a greater than 95.00 percent confidence level.  While the relationship between 1708 

the historical measures of earnings growth (five and ten years) and market valuation 1709 

multiples is also statistically significant,159 were negative under Mr. Thomas’ position (i.e., 1710 

that historical growth is the more appropriate measure) valuations would decrease as growth 1711 

increases.  That result is at best counter-intuitive. 1712 

Table 16: Regression Results  1713 

Valuation 
Multiple 

Explanatory 
Variable Coefficient

Standard 
Error t-Statistic

Relative PE Projected EPS Growth  1.943 0.721 2.694 

Forward PE Projected EPS Growth 32.615 11.223 2.906 

Relative PE 10-yr. Historical EPS growth -0.824 0.422 -1.955 

Forward PE 10-yr. Historical EPS growth -13.526 6.755 -2.002 

Relative PE 5-yr. Historical EPS growth -0.574 0.266 -2.154 

Forward PE 5-yr. Historical EPS growth -9.313 4.223 -2.205 

Q. What conclusions do you draw from that analysis? 1714 

A. As noted above, the regression equation that describes the relationship between 1715 

projected earnings growth and market valuation multiples indicates a positive, statistically 1716 

significant relationship between earnings growth and valuation multiples, whereas the 1717 

relationship identified between historical growth rates and market valuation multiples is 1718 

                                                 
159  I note that the relationship between the 10-year historical EPS growth rate and both relative and 

forward PE ratios was not significant at the 95.00 percent confidence interval.  
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negative.  Those results, which are consistent with the academic research noted earlier, 1719 

indicate that analyst earnings growth estimates are a better predictor of both relative and 1720 

absolute valuations of utility company common equity securities than the historical measures 1721 

of earnings growth.  Consequently, Mr. Thomas’ conclusions regarding the use of earnings 1722 

growth projections are without empirical foundation. 1723 

Q. What is your response to Mr. Thomas’ assertion that there is an upward bias in 1724 

your short term growth rates? 1725 

A. Mr. Thomas does not consider that the Multi-Stage form of the DCF model presented 1726 

in my direct and rebuttal testimonies calculates the proxy companies’ required ROEs as a 1727 

function of cash flows, as represented by dividends.  To that point, the growth rates 1728 

employed in my Multi-Stage DCF analysis are combined with projected payout ratios to 1729 

create the dividend projections deriving the ROE for each proxy company.  By focusing 1730 

solely on analyst growth rate projections and not the growth in projected dividends, Mr. 1731 

Thomas has ignored half of the derivation of projected dividends.  Notwithstanding that he 1732 

ignores payout ratios in the calculation of projected dividends in the first stage of the Multi-1733 

Stage DCF model, he changes the model’s payout ratio assumptions in the final stage of the 1734 

analysis, as discussed below.   1735 

For example, using the Multi-Stage DCF results for the Combined Electric proxy 1736 

group, based on the average analyst earnings growth rate of 6.06 percent in the first stage, 1737 

and an average payout ratio of 61.26 percent, the average dividend growth rate relied upon in 1738 

the first Stage of my Multi-Stage DCF model is 4.77 percent.  That average dividend growth 1739 
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rate is less than the long-term growth rate that Mr. Thomas deems to be sustainable over the 1740 

long-term. 1741 

Q. What growth rate has Mr. Thomas used as the long-term sustainable growth 1742 

rate in the third stage of the Multi-Stage DCF model? 1743 

A. Mr. Thomas has replaced my long-term nominal GDP growth rate with the implied 1744 

20-year Treasury bond rate in ten years as a proxy for the long-term sustainable growth rate.  1745 

Specifically, Mr. Thomas used the implied 20-year forward Treasury bond yield in ten years 1746 

of 4.825 percent for the week ending June 17, 2011.  As support for his long-term growth 1747 

estimate, Mr. Thomas cites the Blue Chip Economic Indicators monthly estimates for year-1748 

over-year GDP growth from January 2010 through May 2011, noting that those monthly one 1749 

year estimates are troubling because they are variable but that they clearly support his 1750 

calculated 4.825 percent estimate.160  He also cites the 2011 and 2012 estimates of real GDP 1751 

growth published by Blue Chip in February 2011, relative to the same forecast published in 1752 

December 2010, and contemporary estimates of CPI growth to demonstrate that his ten-year 1753 

estimate of 20-year long-term growth is reasonable.161 1754 

Q. Do you agree that Mr. Thomas’ long-term growth estimate is supported by Blue 1755 

Chip’s near-term GDP growth projections? 1756 

A. No, I do not.   The estimates cited by Mr. Thomas are for one year periods starting in 1757 

January 2010 and extending to May 2011.  None of those estimates is representative of the 1758 

period for which Mr. Thomas is providing a long-term growth estimate.  As noted in my 1759 

                                                 
160  See Direct Testimony of Christopher C. Thomas, at 17. 
161  Ibid., at 16. 
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response to Ms. Freetly, as of June 2011, the Blue Chip forecast of the yield on 30-year 1760 

Treasury securities for the period 2018 through 2022 was 5.70 percent,162 which is 87.50 1761 

basis points higher than Mr. Thomas’ estimate and very similar to my revised long-term 1762 

growth estimate of 5.66 percent. 1763 

Q. Is Mr. Thomas’ adjustment consistent with the Commission’s previous decisions 1764 

regarding the appropriate growth rate for the third (or terminal) stage of the Multi-1765 

Stage DCF model? 1766 

A. No, it is not.  As noted in my responses to Ms. Freetly and Mr. Gorman, the 1767 

Commission recently indicated in Docket No. 10-0467 that “it is reasonable to believe that 1768 

future real growth and inflation will both be 3% and therefore a 6% growth rate is a more 1769 

reasonable proxy for investors’ long-term expectations.”163 1770 

Q. Please summarize Mr. Thomas’ criticism of the long-term dividend payout 1771 

ratios in your Multi-Stage DCF model. 1772 

A. Mr. Thomas states that my analyses “incorrectly and inexplicably assume that 1773 

dividend payout ratios for the sample companies will increase dramatically from their current 1774 

levels.”164 Mr. Thomas notes that the current dividend payout ratios for the electric and 1775 

natural gas proxy groups are 59.25 percent and 59.82 percent respectively, and assumes that 1776 

long-term dividend payout ratios will decline or remain constant.165  Based on that 1777 

                                                 
162  Blue Chip Financial Forecasts, Vol. 30, No. 6, June 1, 2011, at 14. 
163  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 153. 
164  See Direct Testimony of Christopher C. Thomas, at 17. 
165  Ibid., at 17-18. 
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assumption, he estimates the dividend payout ratios for the electric and natural gas proxy 1778 

groups will decline in the second stage and revert to current levels over the long term.166    1779 

Q. What is your response to Mr. Thomas on that issue? 1780 

A.   First, as discussed in my direct testimony, the current and near term payout ratios 1781 

reflect the elevated level of capital expenditures that the industry is facing over the coming 1782 

three to five years. Therefore, it is reasonable to assume that in general, payout ratios will 1783 

decline in the near term but revert to the long-term industry median in the long-term.167 As 1784 

also discussed in my direct testimony, I estimated the long-term payout ratios for the electric 1785 

and natural gas proxy groups based on the median of the historical payout ratios for the 1786 

electric and natural gas companies from 1990 through 2010 for electric utilities and from 1787 

1987 through 2010 for natural gas utilities.168   In contrast, Mr. Thomas’ proposed adjustment 1788 

assumes that in the second stage, as the current capital spending cycle for electric and natural 1789 

gas utilities moderates, the dividend payout ratios will decline and in the long-term, the 1790 

payout ratios will revert to the Value Line 2011 estimates, which reflect the current capital 1791 

spending plans.  Consequently, Mr. Thomas’ proposed adjustment understates the dividend 1792 

payout ratios that investors expect over the longer term, and is not consistent with observable 1793 

industry trends.  Thus, Mr. Thomas’ assertion that my analysis “inexplicably”169 assumes 1794 

increases in the average payout ratio is entirely misplaced. 1795 

                                                 
166  Ibid., at 18. 
167  See Ameren Exhibit 3.0E, at 33 and Ameren Exhibit 3.0G, at 34. 
168  Ibid. 
169  See Direct Testimony of Christopher C. Thomas, at 17. 
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B.  Application of Capital Asset Pricing Model 1796 

Q. What adjustments does Mr. Thomas propose to your application of the CAPM? 1797 

A. Mr. Thomas proposes adjustments to the Beta coefficients for the electric and natural 1798 

gas proxy groups, and presents a brief survey of academic literature supporting a market risk 1799 

premium of between 3.00 and 5.00 percent.  While Mr. Thomas acknowledges the debate 1800 

surrounding the appropriate estimate of the Equity Market Risk Premium (EMRP) as “the 1801 

most debated issue in finance” and the “premier question relating to the cost of capital”, he 1802 

suggests that the “overwhelming conclusion from current research on the EMRP is that the 1803 

return expected by investors and appropriate for use in the CAPM is far lower than returns 1804 

calculated from selective samples of historic information”.170  Mr. Thomas suggests that the 1805 

literature on this issue “safely justifies an EMRP in the range of 3.0% to 5.0%, with some 1806 

research indicating that it is much lower”.171   His analyses, however, adopt the historical risk 1807 

premium of 6.70 percent reported by Morningstar, as well as my Sharpe Ratio derived and 1808 

Market DCF derived MRPs.172  Mr. Thomas then selects the lowest CAPM result in his 1809 

analyses (i.e., 7.41 percent for natural gas operations and 8.47 percent for electric operations) 1810 

to establish the low end of his range of results.  1811 

Q. Considering first the issue of Beta coefficients, how has Mr. Thomas proposed to 1812 

revise your Beta coefficients? 1813 

A. Mr. Thomas considers five sources for his Beta coefficients, including Value Line, 1814 

Bloomberg, Yahoo! Finance, Zacks, and Google.  The first two sources report adjusted Beta 1815 

                                                 
170  Ibid., at 25-26. 
171  Ibid, at 27. 
172  See Workpapers of Christopher C. Thomas, Ameren Exhibit 3.4E and Ameren Exhibit 3.4G, adjusted. 
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coefficients, while the last three sources report raw (or unadjusted) Beta coefficients.  As 1816 

shown in Table 4 of Ms. Thomas’ direct testimony, the unadjusted Beta coefficients are 1817 

significantly lower than the adjusted Beta coefficients.  Mr. Thomas proposes to rely on the 1818 

average of the five Beta coefficients, which results in a Beta coefficient for the electric proxy 1819 

group of 0.635 and for the natural gas proxy group of 0.477.  1820 

Q. Has the Commission accepted the use of adjusted Beta coefficients? 1821 

A. Yes, it has.  The Commission accepted the use of adjusted Beta coefficients in several 1822 

cases and specifically rejected the use of unadjusted Beta coefficients.  In Docket No. 09-1823 

0306 (cons.), Mr. Thomas was the only witness who proposed the use of unadjusted Beta 1824 

coefficients in his CAPM analysis. In its final order in Docket No. 09-0306 (cons.), the 1825 

Commission rejected the use of unadjusted Beta coefficients and confirmed that the use of 1826 

adjusted Beta coefficients is appropriate:  1827 

The Commission has reviewed the testimony and arguments of the 1828 
parties on this issue, and does not find AG/CUB’s arguments regarding 1829 
betas convincing. The Commission is of the opinion that the continued 1830 
use of adjusted betas, when combined with appropriate proxy groups, is 1831 
appropriate and should continue.  1832 
 1833 
*** 1834 
The Commission finds that Mr. Thomas’ use of unadjusted betas is 1835 
inconsistent with the determination of an appropriate return on common 1836 
equity; therefore his CAPM analysis will be rejected and will not be 1837 
considered.173  1838 

In Docket No. 07-0241, the Commission stated: 1839 

The Commission rejects City-Cub’s suggestion that unadjusted, or raw, 1840 
betas should be used as inputs to the CAPM. As both the Utilities and 1841 

                                                 
173  Illinois Commerce Commission, Docket Nos. 09-0306 – 09-0311 (Cons.), Order, April 29, 2010, at 

213.  
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Staff point out, the financial literature and empirical studies support the 1842 
use of adjusted betas as better forward-looking measures of systematic 1843 
risk. We have regularly relied upon adjusted betas in establishing 1844 
authorized returns on common equity and the arguments of City-CUB 1845 
have not convinced us to change this practice.174  1846 

Q. What is your conclusion with regard to Mr. Thomas’ proposed adjustment to 1847 

your Beta coefficients? 1848 

A. Mr. Thomas’ proposed Beta coefficients of 0.635 for electric companies and 0.477 1849 

for natural gas utilities are not reliable because they represent an average of adjusted and 1850 

unadjusted Beta coefficients.  As noted above, in Docket No. 09-0306, the Commission 1851 

specifically rejected the use of unadjusted Beta coefficients. As shown in Table 4 of Mr. 1852 

Thomas’ Direct Testimony, the unadjusted Beta coefficients that he relies on for the electric 1853 

proxy group range from 0.554 to 0.572, whereas the adjusted Beta coefficients range from 1854 

0.691 to 0.789. By averaging the adjusted Beta coefficients with the unadjusted Beta 1855 

coefficients, Mr. Thomas understates the Beta coefficient for the electric proxy group by 1856 

approximately 0.105.175 Using the same methodology, Mr. Thomas understates the Beta 1857 

coefficient for the natural gas proxy group by approximately 0.226.   1858 

Finally, for the reasons stated in my responses to Ms. Freetly and Mr. Gorman, the 1859 

use of historical Beta coefficients calculated over five years places significant weight on a 1860 

period during which Beta coefficients were distorted by the credit crisis and the financial 1861 

market dislocation.  As such, Mr. Thomas’ proposed adjustment to my Beta coefficients 1862 

should be rejected.  1863 

                                                 
174  Illinois Commerce Commission, Docket Nos. 07-0241 - 07-0242 (Cons.), Order, February 5, 2008, at 

93. 
175   The average of the Value Line and Bloomberg adjusted Beta coefficients is 0.74. The difference 

between that average and Mr. Thomas’ proposed Beta coefficient is 0.105. (0.74-0.635). 
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Q. Please summarize Mr. Thomas’ position with respect to the equity market risk 1864 

premium.  1865 

A. Mr. Thomas cites certain academic articles regarding the estimation of the equity risk 1866 

premium. Based on those articles, Mr. Thomas reasons that the “overwhelming conclusion 1867 

from current research on the EMRP is that the return expected by investors and appropriate 1868 

for use in the CAPM is far lower than returns calculated from selective samples of historic 1869 

information.”176  Mr. Thomas further concludes that “the EMRP literature safely justifies an 1870 

EMRP in the range of 3.0 to 5.0%, with some research indicating that the actual EMRP is 1871 

much lower.”177 Mr. Thomas recognizes, however, that the Commission has typically 1872 

adopted an MRP that is calculated for a specific case rather than relying on historical 1873 

academic research.  Therefore, Mr. Thomas’ CAPM analysis ultimately relies on the 6.70 1874 

percent historical MRP reported by Morningstar.178 1875 

Q. Do you agree with Mr. Thomas’ conclusions regarding the MRP? 1876 

A. No, I do not.  As Mr. Thomas points out, estimation of the MRP has been the subject 1877 

of considerable academic debate. While Mr. Thomas presents the conclusions of certain 1878 

studies, he fails to consider other academic research, such as that by Harris and Marston, 1879 

which found that the forward-looking equity risk premium is a function of several factors, 1880 

including the level of interest rates and market volatility.179  Similarly, Dimson, Marsh and 1881 

Staunton’s 2002 article refers to the need to develop “estimates of expected future risk 1882 

                                                 
176  See Direct Testimony of Christopher C. Thomas, at 26.   
177  Ibid., at 27. 
178  See Direct Testimony of Christopher C. Thomas, at 28. 
179  Robert S. Harris and Felicia C. Marston, The Market Risk Premium: Expectational Estimates Using 

Analysts’ Forecasts, Journal of Applied Finance, 2001. 
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premia that are conditional on current predictions of future market volatility.”180 Therefore, 1883 

Mr. Thomas’ assertion that the “overwhelming conclusion”181 on the estimation of the EMRP 1884 

is that “the return expected by investors and appropriate for use in the CAPM is far lower 1885 

than returns calculated from selective samples of historic information”182 is simply false.  1886 

It is also interesting to note that in a 2007 study, Zhiyi Song, CFA, published an 1887 

annotated bibliography of equity risk premium studies, which far surpasses in number the 1888 

studies cited by Mr. Thomas.183  While Mr. Thomas does not claim to have conducted an 1889 

exhaustive survey of studies related to market risk premium, he does omit a large number of 1890 

articles when compared to Song’s review of the literature.  In my view, the mere breadth of 1891 

the articles written on that topic is telling.  Given the lack of consensus as to the means of 1892 

measuring or estimating the historical MRP, it is my view that the use of market-based, ex-1893 

ante data is the appropriate methodology. 1894 

Moreover, as discussed in my response to Mr. Gorman, by relying on the Morningstar 1895 

historical MRP, Mr. Thomas has assumed that the long-term historical risk premium 1896 

represents the required ex-ante market risk premium, without considering market volatility.  1897 

The assumption that investors would require a lower risk premium during periods of 1898 

increasing volatility is counter-intuitive,184 and leads to unreliable analytical results.  As 1899 

                                                 
180  Elroy Dimson, Paul Marsh, Mike Staunton, Global Evidence on the Equity Risk Premium, September 

2002 as Forthcoming in the Journal of Applied Corporate Finance, at 10. 
181  See Direct Testimony of Christopher C. Thomas, at 26. 
182  Ibid. 
183  The Equity Risk Premium: An Annotated Bibliography, Zhiyi Song, CFA, The Research Foundation of 

the CFA Institute, 2007 
184  Minutes of the Federal Open Market Committee, June 22-23, 2010, at 6. 
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such, I have relied on ex-ante Market Risk Premium estimates in my CAPM analysis to 1900 

address that concern.185   1901 

C. Bond Yield Plus Risk Premium Analysis 1902 

Q. What is Mr. Thomas’ response to your Bond Yield Plus Risk Premium Analysis? 1903 

A. Mr. Thomas notes that in recent cases, the Commission has not relied upon similar 1904 

approaches in determining the required ROE for utilities under its jurisdiction, noting that 1905 

“[t]he Risk Premium model does not add any useful information to the record.” 186 1906 

Q. Are you aware that the Commission has criticized the use of authorized returns 1907 

in other jurisdictions as a means for determining a reasonable ROE for a regulated 1908 

utility in Illinois? 1909 

A. Yes, I am aware that the Commission has expressed its concern with the use of a 1910 

survey of authorized returns in other jurisdictions absent a full understanding of the specific 1911 

elements of each case.  More specifically, the Commission indicated that survey results from 1912 

other jurisdictions are not meaningful unless there is evidence regarding the specific 1913 

circumstances behind the ROE awarded in those cases, including the risks, market 1914 

conditions, regulatory factors, and reasoning behind the ROE awards.187   1915 

                                                 
185  See Ameren Exhibit 3.0E, at 36-37 and Ameren Exhibit 3.0G, at 38-39. 
186  See Direct Testimony of Christopher C. Thomas, at 31. 
187  See Illinois Commerce Commission, Docket Nos. 07-0241 - 07-0242 (Cons.), Order, February 5, 2008, 

at 89-91. 
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Q. Please describe the bond yield plus risk premium approach included in your 1916 

direct testimony. 1917 

A. As noted in my direct testimony, in general terms, that approach is based on the 1918 

fundamental principal that equity investors bear the residual risk associated with ownership 1919 

and therefore require a premium over the return they would have earned as a bondholder.188  1920 

That is, since returns to equity holders are more risky than returns to bondholders, equity 1921 

investors must be compensated to bear that risk.  Risk premium approaches, therefore, 1922 

estimate the cost of equity as the sum of the equity risk premium and the yield on a particular 1923 

class of bonds.  As noted in my discussion of the CAPM, since the equity risk premium is not 1924 

directly observable, it typically is estimated using a variety of approaches, some of which 1925 

incorporate ex-ante, or forward-looking estimates of the cost of equity, and others that 1926 

consider historical, or ex-post, estimates.  In the case of the CAPM, those estimates are with 1927 

respect to the return on the broad market.  An alternative approach is to use actual authorized 1928 

returns for electric and natural gas utilities as the measure of the cost of equity to determine 1929 

the Equity Risk Premium.  An important consideration in the application of the Bond Yield 1930 

Plus Risk Premium approach is that it incorporates the inverse relationship between interest 1931 

rates and the risk premium into the calculation of the ROE.  As noted in my direct testimony, 1932 

                                                 
188  See Ameren Exhibit 3.0E, at 43 and Ameren Exhibit 3.0G, at 44. 



Ameren Exhibit 23.0 
Page 110 of 125 

that relationship is highly statistically significant. 189  Moreover, those findings are consistent 1933 

with substantial academic research. 190 1934 

Q. Do you agree with Mr. Thomas that the Risk Premium approach “does not add 1935 

any useful information to the record”? 1936 

A. No, I do not.  To be clear, I am not using selected authorized returns in isolation as a 1937 

benchmark for assessing the reasonableness of my DCF or CAPM results.  Rather, my Risk 1938 

Premium model uses the results of hundreds of returns authorized since 1992 relative to the 1939 

then-current level of interest rates to determine the long-term relationship between authorized 1940 

ROEs and interest rates.  In that specific regard, I am using authorized returns as a historical 1941 

measure of the market-required ROE.  While I agree that the returns authorized in a given 1942 

case may be affected by the particular circumstances of that proceeding, the use of averages 1943 

over hundreds of cases largely mitigates that concern.  Given the quantity of data used in my 1944 

analysis, and the fact that the financial community also relies on such analyses, I believe that 1945 

my Risk Premium analysis is a valid and useful measure of the reasonableness of ROE 1946 

estimates derived from other methodologies. 1947 

While I understand the Commission’s concern with placing too much weight on 1948 

individual decisions, it is important to recognize that investors continue to review and rely on 1949 

the authorized returns in other jurisdictions as a means of assessing risk comparability, and as 1950 

a basis for forming their return expectations.  Barclays Capital, for example, considers the 1951 
                                                 
189  See, Ameren Exhibit 3.0E, at 44.   
190  Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth 

Forecasts, Financial Management, Summer 1992, at 63-70; Eugene F. Brigham, Dilip K. Shome, and 
Steve R. Vinson, The Risk Premium Approach to Measuring a Utility’s Cost of Equity, Financial 
Management, Spring 1985, at 33-45; and Farris M. Maddox, Donna T. Pippert, and Rodney N. 
Sullivan, An Empirical Study of Ex Ante Risk Premiums for the Electric Utility Industry, Financial 
Management, Autumn 1995, at 89-95. 
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relative differences in authorized returns as one of the measures for establishing the relative 1952 

risk of regulatory jurisdictions.  Barclays also reports the authorized returns and the “spread” 1953 

between those returns and the concurrent Moody’s Baa Index Yield.191  Similarly, in an April 1954 

2008 report, Citigroup Global Markets reported (among other data points) the average 1955 

authorized ROE for natural gas and electric utilities, respectively, the average annual 1956 

Moody’s Baa Utilities Index yield, and the “spread” between those two rates from 1993 1957 

through the year-to-date 2008.192  It is clear, therefore, that the financial community views 1958 

authorized returns across jurisdictions to be a meaningful point of information in determining 1959 

return requirements and in arriving at investment decisions.  As such, while I understand and 1960 

respect the Commission’s perspective, I also recognize that such data is used by the financial 1961 

community, and therefore can provide useful information to the ROE determination process. 1962 

D. Pension Benefit Rider 1963 

Q. Please summarize Mr. Thomas’ position regarding the Company’s proposed 1964 

Pension Benefits Rider. 1965 

A. Mr. Thomas states that the implementation of the proposed Pension Benefits Rider 1966 

(PBR) would have an effect on the Company’s ROE. While Mr. Thomas does not propose a 1967 

specific adjustment to the ROE, he recommends that “the Commission should choose from 1968 

the lower end of the ROE results presented in this case.”193   1969 

                                                 
191  Barclays’ Capital, U.S. Utilities: Capital Appreciation, June 24, 2010. 
192  Citigroup Global Markets, Utility ROEs: An Overview, April 2008. 
193  See Direct Testimony of Christopher C. Thomas, at 35. 
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Q. Has Mr. Thomas provided any evidence that the market-required ROE would 1970 

be reduced if the Commission approves the Company’s proposed PBR? 1971 

A. No, he has not.   Rather, Mr. Thomas simply asserts that approval of the PBR would 1972 

reduce the risk profile of AIC, and would justify approval of an ROE from the lower end of 1973 

the ROE results presented in this case.194 Mr. Thomas provides no assessment of the relative 1974 

risk of AIC with the PBR as compared to the proxy group companies to determine whether 1975 

such a risk reduction would be evident, nor does he attempt to quantify the reduction in the 1976 

ROE which would coincide with approval of the proposed PBR.  Because the ROE results 1977 

are derived from those proxy companies’ market data, Mr. Thomas’ recommendation that the 1978 

lower end of ROE results reflects a risk reduction from implementing the PBR does not have 1979 

analytical support. 1980 

E. Reasonableness of ROE recommendation 1981 

Q. Does Mr. Thomas assess the reasonableness of his ROE recommendations in the 1982 

context of other observable market indicators? 1983 

A. No, Mr. Thomas does not compare his ROE recommendations to other observable 1984 

market indicators such as government bond yields, utility bond yields, or recent authorized 1985 

returns in other jurisdictions.  As noted in my response to Ms. Freetly, the average year-to-1986 

date yield on the Moody’s Baa-rated utility bond index through June 30, 2011 has been 5.92 1987 

percent.  As also noted in my response to Ms. Freetly, Citigroup has found that during years 1988 

in which the Moody’s Baa Utility Index yield averaged approximately 6.00 percent, the 1989 

average equity risk premium for electric utilities was 446 basis points.  Applying that risk 1990 

                                                 
194  Ibid., at 34-35. 
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premium to the Moody’s Baa-rated utility debt cost of 5.92 percent yields an ROE estimate 1991 

of 10.38 percent, which is 132 basis points higher than Mr. Thomas’ 9.06 percent ROE 1992 

recommendation for the electric operations.  Similarly, the Citigroup report noted an average 1993 

equity risk premium of 440 basis points for natural gas utilities (again, when the Moody’s 1994 

Baa yield averaged approximately 6.00 percent); that equity premium is 210 basis points 1995 

above the premium implied by Mr. Thomas’ 8.22 percent ROE recommendation. 1996 

Q. Does Mr. Thomas consider any other company-specific information which 1997 

suggests that AIC is more risky than the electric and natural gas proxy groups? 1998 

A. No, Mr. Thomas fails to consider company-specific business risks, including the 1999 

weather-related risk for the Company’s natural gas operations due to the lack of a weather 2000 

normalization adjustment clause, as well as the higher level of regulatory risk which has 2001 

characterized the operating environment for utilities in the State of Illinois.  2002 

Q. Does Mr. Thomas consider whether his ROE recommendations maintain the 2003 

financial integrity of AIC and support its credit rating? 2004 

A. No, Mr. Thomas does not offer any testimony regarding the effect of his ROE 2005 

recommendations on the financial integrity or credit rating of AIC. 2006 

VII. UPDATED AND REVISED ANALYSES 2007 

Q. Have you updated the analyses presented in your direct testimony? 2008 

A. Yes.  I have updated all of the analyses presented in my direct testimony for the 2009 

Hevert Revised Electric and Revised Natural Gas proxy groups and the Combined Electric 2010 

proxy group based on data through June 30, 2011.   2011 
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Q. Please explain your updated and revised Multi-Stage DCF analyses.    2012 

A. Similar to the analyses presented in my direct testimony, the first-stage earnings 2013 

growth rate was based upon analyst projections.  The long-term earnings growth rate was 2014 

assumed to converge to the long-term GDP growth rate.  I continue to calculate the terminal 2015 

stock price based on the Gordon Model, assuming nominal long-term GDP growth as the 2016 

relevant growth rate.  I also have updated my estimate for long-term GDP growth to reflect 2017 

the most current information available, which results in a terminal growth rate of 5.66 2018 

percent, rather than the 5.72 percent used in my Direct Testimony. 2019 

Q. What were your specific assumptions with respect to the payout ratio? 2020 

A. As noted in my direct testimony, for the first two periods I relied on the first year and 2021 

long-term projected payout ratios reported by Value Line for each of the proxy group 2022 

companies.195  I then assumed that by the end of the second period (i.e., the end of year 10), 2023 

the payout ratio will converge to the long-term average for each proxy group company.  2024 

Given the elevated level of capital expenditures that the industry is facing over the coming 2025 

three to five years, it is reasonable to assume that payout ratios will generally decline in the 2026 

near term, but eventually revert to the long-term average over time.196  I estimated the long-2027 

term payout ratio to be the median of the historical payout ratio since 1990, as available, for 2028 

all 53 companies included in the Value Line electric utility universe and since 1987 for all 12 2029 

companies included in the Value Line natural gas utility universe. 2030 

                                                 
195  See Ameren Exhibit 3.0E, at 33, and Ameren Exhibit 3.0G, at 34. 
196  KeyBanc Capital Markets Inc. Equity Research, Electric Utilities Quarterly 1Q10, June 2010, at 7. 
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Q. Please summarize your updated Multi-Stage DCF results. 2031 

A. As shown in Table 17 (below) and Ameren Exhibit 23.2, the results produced by my 2032 

updated and revised Multi-Stage DCF analyses are consistent with the Multi-Stage DCF 2033 

results presented in my direct testimony for the Hevert Revised Electric proxy group, but are 2034 

somewhat lower for the Hevert Revised Natural Gas proxy group.  Moreover, as shown in 2035 

Ameren Exhibit 23.21, the calculated terminal value P/E ratios derived from the Multi-Stage 2036 

DCF analyses employing the Gordon Growth Terminal Value methodology continue to 2037 

produce reasonable results when considered in the context of the range of historical P/E 2038 

ratios attributable to the proxy group companies.197 2039 

                                                 
197  The P/E estimates reflect no expansion over the forecast period and, as such, are somewhat 

conservative. 
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Table 17: Updated Multi-Stage DCF Results  2040 

  Low Mean High
Hevert Revised Proxy Group - 
Electric    

30-Day Average 10.06% 10.63% 11.78%
90-Day Average 10.17% 10.71% 11.93%
180-Day Average 10.22% 10.84% 12.07%

Combined Electric Proxy Group    
          30-Day Average 9.56% 10.57% 11.79%
          90-Day Average 9.59% 10.63% 11.93%
         180-Day Average 9.71% 10.75% 12.07%
Hevert Revised Proxy Group – 
Natural Gas    

30-Day Average 9.15% 9.67% 9.96%
90-Day Average 9.23% 9.63% 9.90%
180-Day Average 9.28% 9.68% 10.01%

Q. Please summarize your updated CAPM analysis.    2041 

A. I have continued to use the same inputs used in my direct testimony, updated through 2042 

June 30, 2011.  For the risk-free rate, I continue to refer alternately to (1) the 30-day average 2043 

of the 30-year Treasury yield; and (2) a consensus forecast of the average 30-year Treasury 2044 

yield for the coming six quarters.  For the MRP, I continue to refer to the two forms of ex-2045 

ante market risk premia that I described in my direct testimony: (1) the expected return on 2046 

the S&P 500 Index less the current 30-year Treasury yield; and (2) an expected risk premium 2047 

derived from the long-term historical Sharpe Ratio and expected market volatility. 2048 

As discussed below, however, while I continue to rely on three estimates of the Beta 2049 

coefficient (i.e., Value Line and Bloomberg published results and a shorter term calculation), 2050 

I have extended my calculation of the 12 month Beta coefficients for the proxy group 2051 

companies to include the six months following the December 31, 2010 cutoff date that was 2052 

used in my direct testimony.  In order to develop a cost of equity estimate that reflects current 2053 
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investor expectations, it is reasonable to rely on a near-term calculation of Beta coefficients 2054 

to reflect the current relationship between the proxy group companies and the S&P 500.  To 2055 

capture a more current period than the Bloomberg two-year calculation period, I based my 2056 

analysis on an 18-month period.  Charts 7a and 7b (below) illustrates the relationship 2057 

between the covariance of average weekly returns for the electric and natural gas proxy 2058 

groups, respectively, and the variance in the returns of the S&P 500, the two components of 2059 

the Beta calculation.   2060 
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Chart 7a: Revised Electric Proxy Group 2061 
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Chart 8a: Revised Natural Gas Proxy Group 2065 
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The charts above demonstrate that since September 2009, the difference between the 2069 

average covariance for the proxy group weekly returns and the variance in the S&P 500 2070 

weekly returns, calculated on a moving eighteen-month basis, has narrowed significantly. 2071 

Since Beta is the ratio of the covariance to the variance, that increasingly small difference 2072 

indicates that the proxy group stock prices have become increasingly volatile relative to the 2073 

broad market.  Consequently, over the past 18 months, the proxy groups’ average Beta 2074 

coefficients have increased.  2075 

Q. Are your calculated Beta coefficients consistent with levels that were observed 2076 

prior to the financial market crisis? 2077 

A. Yes.  As shown on Table 18 (below), the 18-month calculated Beta coefficients for 2078 

both the electric and natural gas proxy groups are consistent with Beta coefficients reported 2079 

by Value Line prior to the financial crisis. 2080 

Table 18: Beta Coefficient Comparisons  2081 

  

Hevert 
Revised 
Electric 
Group

Combined 
Electric 
Group

Hevert 
Revised 

Natural Gas 
Group

September 2007 0.96 0.95 0.81 
September 2008 – Lehman bankruptcy 0.81 0.81 0.80 
18 month calculated 0.81 0.83 0.86 

Q. What are your updated CAPM results? 2082 

A. My updated CAPM results are shown on Tables 19a through 19c (below), (also see 2083 

Ameren Exhibit 23.4). 2084 
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 Table 19a: Summary of CAPM Results – Hevert Revised Electric Proxy Group 2085 

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.24% 10.78% 

Market DCF Derived Market 
Risk Premium 11.16% 11.70% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.79% 10.33% 

Market DCF Derived Market 
Risk Premium 10.64% 11.18% 

Table 19b: Summary of CAPM Results – Combined Electric Proxy Group 2086 

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.35% 10.89% 

Market DCF Derived Market 
Risk Premium 11.28% 11.82% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.83% 10.37% 

Market DCF Derived Market 
Risk Premium 10.69% 11.23% 

Table 19c: Summary of Results – Hevert Natural Gas Proxy Group 2087 

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Current Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.62% 11.17% 

Market DCF Derived Market 
Risk Premium 11.60% 12.14% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.68% 10.22% 

Market DCF Derived Market 
Risk Premium 10.51% 11.06% 



Ameren Exhibit 23.0 
Page 121 of 125 

Q. How are your CAPM results reflected in your ROE recommendations? 2088 

A. As noted in my Direct Testimony, I rely on my CAPM analyses as a means of 2089 

assessing the results of my Multi-Stage DCF analyses.198   2090 

Q. Please summarize your updated Risk Premium analysis.    2091 

A. My updated Risk Premium analysis includes authorized ROEs as reported by RRA 2092 

through June 30, 2011.  For the purpose of calculating the expected risk premium and ROE, I 2093 

have continued to use projections of the 30-year Treasury yield.  As shown in Ameren 2094 

Exhibit 23.8, using the 30-Year Treasury yield, my updated results for electric utilities range 2095 

from 10.50 percent to 11.06 percent, with an average of 10.76 percent, while the updated 2096 

results for natural gas utilities range from 10.39 percent to 10.95 percent, with an average of 2097 

10.65 percent.   2098 

Q. Have you considered whether your recommended returns meet the standard of a 2099 

fair rate of return? 2100 

A. Yes.  As I noted in my Direct Testimony, my recommendation is based upon my 2101 

understanding of the Hope and Bluefield standards, wherein:  2102 

…the authorized ROE for a public utility should allow the company to 2103 
attract investor capital at reasonable cost under a variety of economic 2104 
and financial market conditions.  The ability to attract capital on 2105 
reasonable terms is especially important for capital-intensive businesses 2106 
such as utilities.199 2107 

My assessment also reflects the Company’s need to attract capital at terms similar to 2108 

those offered to companies of comparable risk.  A recommendation that diminishes the 2109 

                                                 
198  See Ameren Exhibit No. 3.0E, at 42 and Ameren Exhibit No. 3.0G, at 44. 
199  Ibid., at 6. 
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Company’s ability to compete for capital in the open market does not meet the “comparable 2110 

company” standard. 2111 

VIII. CONCLUSIONS AND RECOMMENDATIONS 2112 

Q. What are your overall conclusions and recommendations? 2113 

A. My updated analytical results are provided in Tables 20a through 20c (below).  As 2114 

discussed throughout my rebuttal testimony, the Commission has placed certain weight on 2115 

the results of Multi-Stage DCF analyses.  I have viewed the CAPM results as a means of 2116 

informing the range of analytical results, and, based on the conclusion that the 18-month Beta 2117 

coefficients more accurately reflect market conditions than longer-term Beta coefficients, I 2118 

view the upper end of the CAPM results as more informative. 2119 

Taking into consideration the fact that my Multi-Stage DCF results for natural gas 2120 

utilities have fallen since the filing of my direct testimony, and the fact that stock prices for 2121 

the electric and natural gas proxy group companies have risen, I have revised my ROE 2122 

recommendation for AIC’s electric operations from 11.25 percent to 11.00 percent, based on 2123 

a reasonable ROE range from 10.75 percent to 11.25 percent, and for natural gas operations 2124 

from 11.00 percent to 10.75 percent, based on a reasonable ROE range from 10.50 percent to 2125 

11.00 percent.  My recommendations are consistent with the decline in 30-year Treasury 2126 

yields which has occurred between January 2011 and May 2011, when the Commission 2127 

awarded an ROE of 10.50 percent to Commonwealth Edison Company in Docket No. 10-2128 

0467.  I also note that the decline in DCF results for the natural gas proxy group since the 2129 

filing of my direct testimony is disproportionate to the change in observable capital market 2130 

indices, such as long-term Treasury yields.  Taking into consideration the risk premium-2131 
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based approaches, especially with respect to the Company’s natural gas operations, I believe 2132 

that my 25 basis point reduction to my recommended ROE for the Company’s natural gas 2133 

operations is reasonable and appropriate. 2134 

Table 20a: Summary of Results – Hevert Revised Electric Proxy Group 2135 

 Low Mean High
Multi-Stage DCF    

30-Day Average 10.06% 10.63% 11.78% 

90-Day Average 10.17% 10.71% 11.93% 

180-Day Average 10.22% 10.84% 12.07% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.24% 10.78% 

Market DCF Derived Market 
Risk Premium 11.16% 11.70% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.79% 10.33% 

Market DCF Derived Market 
Risk Premium 10.64% 11.18% 

Treasury Yield Plus Risk Premium 

 Low Mid High 

Risk Premium 10.50% 10.76% 11.06% 

Flotation Cost 0.15% 

2136 
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Table 20b: Summary of Results – Combined Electric Proxy Group 2137 

 Low Mean High
Multi-Stage DCF    

30-Day Average 9.56% 10.57% 11.79% 

90-Day Average 9.59% 10.63% 11.93% 

180-Day Average 9.71% 10.75% 12.07% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.35% 10.89% 

Market DCF Derived Market 
Risk Premium 11.28% 11.82% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.83% 10.37% 

Market DCF Derived Market 
Risk Premium 10.69% 11.23% 

Treasury Yield Plus Risk Premium 

 Low Mid High 

Risk Premium 10.50% 10.76% 11.06% 

Flotation Cost 0.15% 

2138 



Ameren Exhibit 23.0 
Page 125 of 125 

Table 20c: Summary of Results – Hevert Revised Natural Gas Proxy Group 2139 

 Low Mean High
Multi-Stage DCF    

30-Day Average 9.15% 9.67% 9.96% 

90-Day Average 9.23% 9.63% 9.90% 

180-Day Average 9.28% 9.68% 10.01% 

Supporting Methodologies 

   

CAPM Results 
Current 30-Year Treasury 

(4.24%)
Near Term Projected 30-
Year Treasury (4.78%)

18-month Beta Coefficients
Sharpe Ratio Derived Market 
Risk Premium 10.62% 11.17% 

Market DCF Derived Market 
Risk Premium 11.60% 12.14% 

Average Bloomberg and Value Line Beta Coefficients 
Sharpe Ratio Derived Market 
Risk Premium 9.68% 10.22% 

Market DCF Derived Market 
Risk Premium 10.51% 11.06% 

Treasury Yield Plus Risk Premium 

 Low Mid High 

Risk Premium 10.39% 10.65% 10.95% 

Flotation Cost 0.13% 

Q. Does this conclude your rebuttal testimony? 2140 

A. Yes, it does. 2141 


