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BRUBAKER & ASSOCIATES, INC. 

Rebuttal Testimony of Michael P. Gorman 
 
 
Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A Michael P. Gorman.  My business address is 16690 Swingley Ridge Road, Suite 140, 2 

Chesterfield, MO 63017. 3 

 

Q ARE YOU THE SAME MICHAEL P. GORMAN WHO PREVIOUSLY FILED 4 

TESTIMONY IN THIS PROCEEDING?   5 

A Yes. 6 

 

Q PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE. 7 

A This information was included in Appendix A to my direct testimony (IIEC Ex. 3.0-C).   8 

 

Q WHAT IS THE PURPOSE OF THIS TESTIMONY? 9 

A I will respond to the rebuttal testimony of Ameren Illinois Company (“Ameren 10 

Illinois,” “Ameren” or “Company”) witness Mr. Robert B. Hevert (Ameren Ex. 23.0). 11 

  The fact that I do not address particular issues raised by Ameren Illinois or 12 

any other party should not be interpreted as tacit approval or acceptance by IIEC of 13 

any position taken by Ameren Illinois or any other party, unless I state otherwise in 14 

my testimony. 15 

 

Q PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY TO MR. HEVERT. 16 

A I will respond to Mr. Hevert’s general assessment of the adequacy of my return on 17 

equity recommendations, and those proposed by the Illinois Commerce Commission 18 

(“Commission” or “ICC”) Staff (“Staff”).  Further, I will respond to criticisms Mr. Hevert 19 



IIEC Exhibit 7.0 
Michael P. Gorman 

Page 2 
 
 

BRUBAKER & ASSOCIATES, INC. 

identified as disagreements with specific aspects of my return on equity studies.  Mr. 20 

Hevert outlined those disagreements at pages 67 and 68 of his rebuttal testimony as 21 

follows: 22 

1. Application of the constant growth Discounted Cash Flow (“DCF”) model; 23 

2. Assumptions concerning long-term sustainable growth for the multi-stage 24 
DCF model; 25 

3. Application of the Capital Asset Pricing Model (“CAPM”); 26 

4. Relevance and application of bond yield plus risk premium; 27 

5. Recovery of flotation costs; 28 

6. The adequacy of my recommended return on equity; 29 

7. My test of whether my return on equity will support Ameren Illinois’ 30 
financial integrity; and 31 

8. My comments concerning the appropriateness of Ameren Illinois’ common 32 
equity ratio and a fair return on equity. 33 

 
 
 
Q PLEASE SUMMARIZE MR. HEVERT’S GENERAL COMMENTS RELATED TO THE 34 

ADEQUACY OF YOUR RETURN ON EQUITY AND THAT ADVOCATED BY STAFF 35 

WITNESS JANIS FREETLY. 36 

A At pages 8 through 11 of his rebuttal testimony, Mr. Hevert goes through numerous 37 

comparisons and adjustments to the equity returns recommended by me and Staff 38 

witness Ms. Freetly.  There, he compares our recommended returns on equity to rate 39 

decisions reported by Regulatory Research Associates (“RRA”), and he adjusts our 40 

return on equity findings, to reflect the higher GDP growth rate he proposes in this 41 

proceeding, and to reflect a growth rate consistent with that used by the Commission 42 

in a recent Commonwealth Edison Company (“ComEd”) proceeding. 43 
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Q DO YOU BELIEVE MR. HEVERT’S COMPARISON OF YOUR RECOMMENDED 44 

RETURN ON EQUITY AND THAT OF STAFF WITNESS MS. FREETLY TO 45 

RECENTLY AUTHORIZED EQUITY RETURNS FOR OTHER UTILITIES 46 

SUGGESTS THAT YOUR RECOMMENDATIONS ARE TOO LOW? 47 

A No.  Capital market costs change over time.  The objective of a return on equity study 48 

is to measure the current cost of capital for a specific utility, here, Ameren Illinois.  49 

That current market cost of capital then is used to set rates.  If capital market costs 50 

have declined, then the authorized return on equity in this case should be lower than 51 

that of the industry average over the last several years.  Conversely, if costs of capital 52 

have increased, then Ameren Illinois’ authorized return on equity should be higher 53 

than the average authorized equity returns Mr. Hevert references.  In this case, 54 

capital market costs have declined, particularly since Ameren Illinois’ last rate case 55 

where it was authorized 9.90% and 9.40% returns on equity for Electric and Gas 56 

Operations, respectively.1   57 

 

Q WHY DO YOU BELIEVE THAT CAPITAL MARKET COSTS HAVE DECLINED 58 

SINCE AMEREN ILLINOIS’ LAST RATE CASE? 59 

A In the last case, when I filed my direct and rebuttal testimony, “A” and “Baa” utility 60 

bond yields were around 6.01% and 6.92%, respectively.  Current “A” and “Baa” utility 61 

bond yields are 5.51% and 5.92%, respectively, as outlined in my direct testimony.  62 

Hence, utility capital market costs are lower now than they were in the last Ameren 63 

Illinois rate case. 64 

 

                                                 
1ICC Docket No. 09-0306 et al. Consolidated April 29, 2010, Order at 220. 
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Q PLEASE RESPOND TO MR. HEVERT’S OTHER GENERAL ARGUMENTS 65 

CONCERNING A FAIR RETURN ON EQUITY. 66 

A Mr. Hevert’s revisions of other parties’ DCF studies really relate to fundamental 67 

arguments surrounding proper estimation of reasonable and reliable DCF returns.  68 

Mr. Hevert’s revisions to his own CAPM return estimates continue to include his 69 

highly unusual and flawed adjustments to utility betas and to the market risk 70 

premiums.  Mr. Hevert’s CAPM adjustments (specifically, his beta adjustments and 71 

adjusted market risk premium) are not consistent with a standard CAPM study and 72 

accepted practice in regulatory proceedings.  To my knowledge, Mr. Hevert’s beta 73 

and market risk premium estimate methods have never been adopted by a regulatory 74 

commission.   75 

Mr. Hevert’s revisions of the DCF and CAPM studies listed at pages 11 76 

through 15 of his rebuttal testimony are simply flawed estimates of DCF and CAPM 77 

return estimates for Ameren Illinois.  Mr. Hevert’s DCF and CAPM return estimates, 78 

should be disregarded.  Specific explanations of why these revised estimates are 79 

unreliable and flawed are set forth below and in my direct testimony. 80 

 

Q PLEASE DESCRIBE MR. HEVERT’S POSITION CONCERNING A CONSTANT 81 

GROWTH DCF MODEL. 82 

A While he does not include a constant growth DCF model in this case, Mr. Hevert does 83 

take a position on the construction of such a model.  He agrees that use of an 84 

analysts’ growth rate in a constant growth DCF model is appropriate, but takes 85 

exception to the sustainable growth rate methodology.2   86 

                                                 
2Ameren Ex. 23.0 at lines 1181-1183, 1215-1274. 
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He also appears to reject the general principle that if security analysts’ growth 87 

rate projections, which are made for the next three to five years, exceed a rational 88 

estimate of long-term sustainable growth, then the constant growth DCF model result 89 

would not be reliable.  With respect to a sustainable growth model, Mr. Hevert 90 

believes that growth can be produced in ways other than reinvestment of earnings or 91 

growing book value by selling additional stock at market prices above book value – 92 

i.e., the principles of sustainable growth.  Mr. Hevert has not identified any such 93 

alternative earnings growth source.  Nor has he explained how this unidentified 94 

growth source can be used as a valid sustainable growth rate over a long-term 95 

period.  Rather, Mr. Hevert simply alleges that the sustainable growth rate model 96 

understates future growth.  97 

 

Q PLEASE COMMENT ON MR. HEVERT’S ASSESSMENT OF THE CONSTANT 98 

GROWTH DCF MODEL. 99 

A It is not clear what, if any, information Mr. Hevert proposes to take from the constant 100 

growth DCF model estimates in this case. However, certain general principles 101 

underlying each of the DCF models deserve particular attention and should continue 102 

to be followed by the Commission.  Those principles include the following: 103 

1. The model must reflect realistic expectations. 104 

2. If short-term growth rate estimates are used in a constant growth DCF, 105 
and the growth estimates are not reasonable estimates of long-term 106 
sustainable growth, the constant growth DCF model result is not reliable 107 
as the sole basis for an estimate. 108 

It is surprising that Mr. Hevert takes issue with the sustainable growth model, 109 

because he uses its premise in his multi-growth DCF model.  Despite his criticism of 110 

my recognition of internal growth as a limiting factor on sustainable growth rates, 111 

Mr. Hevert’s own multi-stage growth DCF model is largely built on internal growth.  112 
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Specifically, the terminal stock price he used for the final stage of his model is based 113 

on the Gordon price valuation3 which is the basis of the sustainable growth model.  In 114 

the Gordon Model, a terminal stock price is based on a level dividend payout (earning 115 

retention rate), and a constant and sustainable long-term growth rate.   116 

 

Q DID MR. HEVERT PROVIDE AN ANALYSIS THAT HE BELIEVES SUPPORTS HIS 117 

POSITION ON THE SUSTAINABLE GROWTH DCF MODEL? 118 

A Yes.  However, his analysis does not support his assertion that earnings retention is 119 

not related to future growth.  Specifically, at pages 72 and 73 of his rebuttal testimony 120 

he talks about an analysis where he uses historical dividend to earnings payout ratios 121 

to predict the subsequent five-year earnings growth rate.  From that, he concluded 122 

that there is very little correlation between historical payout ratios and actual five-year 123 

earnings growth rates.   124 

  This method, however, does not support his position.  Rather, this analysis 125 

simply supports the notion that historical data may not be as reliable for forecasting 126 

future earnings as forward-looking analysts’ projections, as I have testified in this 127 

case. 128 

 

Q DOES MR. HEVERT’S HISTORICAL PAYOUT RATIO TO FUTURE EARNINGS 129 

GROWTH STUDY SUPPORT HIS CRITICISMS OF THE SUSTAINABLE GROWTH 130 

MODEL? 131 

A No, for several reasons.  First, my sustainable growth rate analysis is not based on 132 

historical data.  Rather, it is based on projected earnings, dividends, and payout 133 

ratios made by Value Line, a publicly available source to investors.  Value Line’s 134 

                                                 
3Ameren Ex 23.0 at 114:2015-2017. 
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projections of these factors may consider historical data, but also consider forward-135 

looking expectations.  In Mr. Hevert’s study, he considers only historical payout ratios, 136 

and completely ignores the forward-looking payout ratio changes projection by 137 

security analysts.  Hence, his study does nothing more than support the notion, with 138 

which I agree, that earnings growth rate projections based on historical data alone 139 

are not as reliable as growth rate projections based on analysts’ forecasts.  Mr. 140 

Hevert’s study does not support his contention that the sustainable growth rate 141 

parameters are not reliable sources to forecast future earnings growth.   142 

 

Q DO THE ARTICLES IN THE FINANCIAL ANALYSTS JOURNAL CITED BY 143 

MR. HEVERT SUPPORT HIS CRITICISM OF YOUR SUSTAINABLE GROWTH 144 

RATE ANALYSIS? 145 

A No.  The first article he referenced, “International Evidence on the Payout Ratio, 146 

Earnings, Dividends, and Returns,” does not support Mr. Hevert’s position.  The 147 

conclusion of the article is provided below: 148 

Conclusion 149 
We extended the work of Arnott and Asness in the U.S. market to an 150 
additional 10 countries, and this international evidence generally 151 
supports A&A’s findings––despite the very different institutional, tax, 152 
and legal environments of our sample.  In short, substantial 153 
reinvestment of retained earnings does not lead to faster future real 154 
earnings growth, although it does lead to faster real dividend growth.  155 
Investing in countries with higher payout ratios is also observed to 156 
result in higher earnings growth than investing in markets with low 157 
payout ratios. 158 
 
Unfortunately, these findings did not translate to return predictability in 159 
a persuasive fashion:  The results vary for different countries and time 160 
periods.  The notable exception appears to be the U.S. market, where 161 
the payout ratio is significantly related to subsequent 5-year and 162 
10-year returns.  In general, predicting real earnings and dividend 163 
growth is the easy part; valuing them is quite another matter!4 164 

                                                 
4“International Evidence on the Payout Ratio, Earnings, Dividends, and Returns,” Financial 

Analysts Journal, Volume 62, Number 1, January/February 2006 at 52. 
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  As described above, this article’s conclusion that payout ratios and earnings 165 

growth rate may not be correlated was largely based on international companies.  166 

The authors found that for U.S. companies, earnings retention rates (or dividend 167 

payout ratios) correlate with future earnings growth.  Since the subject of this 168 

proceeding is to assess earnings growth outlooks for U.S. utility companies, this 169 

article would support the use of my sustainable growth DCF model and refutes the 170 

accuracy of Mr. Hevert’s assertions.   171 

The second article referenced by Mr. Hevert, “Dividend Payout and Future 172 

Earnings Growth,” also qualifies its findings to companies with “limited growth 173 

opportunities.”5  The findings of this second article also fail to support Mr. Hevert’s 174 

conclusions.   175 

Finally, the third article cited by Mr. Hevert, “Surprise!  Higher Dividends = 176 

Higher Earnings Growth,”6 also provides significant qualifications on the authors’ 177 

findings.  The authors did find that companies with low dividend payout ratios did not 178 

necessarily equate to strong future growth, and conversely companies with higher 179 

payout ratios had more robust future growth.  However, they qualified their 180 

conclusions by observing that low payout ratio companies simply may not have done 181 

a very good job of reinvesting retained earnings.  Therefore, while earnings were 182 

retained, the reinvestment earnings may not have produced expected returns and the 183 

expected growth did not materialize.  Indeed, the authors stated that low earnings 184 

payout companies may retain earnings for empire building, funding less than ideal 185 

projects and investments which may have led to poor subsequent growth. 186 

                                                 
5“Dividend Payout and Future Earnings Growth,” Financial Analysts Journal, Volume 62, 

Number 3, May/June 2006 at 67. 
6“Surprise! Higher Dividends = Higher Earnings Growth,” Financial Analysts Journal, 

January/February 2003. 
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The latter two articles simply confirm the rational outlook that if you retain 187 

earnings, you must reinvest them in investments that will support earnings growth of 188 

the company.  To the extent reinvestment of earnings is not done well, then future 189 

earnings will not meet expectations.   190 

This does not support the notion that retained earnings invested in prudent 191 

utility plant investments, will not support future growth of rate base and earnings.  192 

Hence, while the basic principle of earnings reinvestment may not apply in a 193 

straightforward way to non-regulated companies because reinvestment may not 194 

produce viable growth opportunities, the concept is more sound for utility companies.  195 

That is, as utility companies retain earnings and reinvest in necessary plant and 196 

equipment, and operate their capital programs in a prudent and reasonable manner, 197 

then those reinvested earnings will help fuel future earnings growth. 198 

Nevertheless, Mr. Hevert’s analysis does support a cautionary use of the 199 

sustainable growth DCF model.  That is, I would not recommend the sustainable 200 

growth DCF model used by itself, but rather that it be used with other DCF model 201 

approaches of estimating future growth, as well as risk premium and capital asset 202 

pricing models in order to have a more robust estimate of future earnings and return 203 

requirements of the market.   204 

 

Q PLEASE COMMENT ON MR. HEVERT’S REVISED MULTI-STAGE GROWTH DCF 205 

ANALYSIS AND CAPM RETURN ESTIMATES SHOWN AT PAGES 11 AND 14 OF 206 

HIS REBUTTAL TESTIMONY.   207 

A Mr. Hevert’s revised multi-stage growth DCF studies reflect long-term steady-state 208 

growth rates of 5.66% and 6.00%.  He then updates that revised multi-stage growth 209 

DCF study reflecting a 6.00% long-term growth rate, for various dividend yields 210 
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determined using 30-, 90- and 120-day stock price averages.  The various dividend 211 

yields are a distraction, since he does not alter the fundamental error in his models.  212 

These updated multi-stage growth DCF studies reflect a growth rate that is 213 

substantially higher than that currently expected by the marketplace, and the studies 214 

do not accurately reflect market participants’ current cost of capital for low-risk 215 

regulated utility companies.  The consensus market outlook is for the GDP growth 216 

rate, as well as a long-term sustainable growth rate for utility stock investments, to be 217 

substantially lower than the 6.00% growth rate used by Mr. Hevert in his updated 218 

multi-stage growth DCF studies. 219 

 

Q BUT DIDN’T THE COMMISSION FIND A 6.00% GDP GROWTH RATE, AND 220 

THEREBY A LONG-TERM SUSTAINABLE GROWTH RATE, TO BE 221 

REASONABLE IN A RECENT COMED CASE? 222 

A Yes.  However, that case appears to be an exception to the Commission’s longer-223 

standing approach.  The Commission had rejected a long-term sustainable growth 224 

rate derived from historical GDP growth data (like Mr. Hevert’s) in several cases 225 

preceding that most recent ComEd case.  For example, in a 2005 ComEd rate case, 226 

the ICC rejected historically derived GDP growth rates as sustainable growth stating: 227 

The first is whether ComEd’s use of GDP growth rates to estimate 228 
long-term growth expectations of individual companies in the DCF 229 
model improperly overestimates the model’s results.  ComEd asserts 230 
that GDP growth rates should be used to model long-term growth for 231 
the DCF analysis.  Staff, CCC, and IIEC criticize ComEd’s approach. 232 

… Staff also contends that, even if GDP growth rates were accepted 233 
as a general matter, ComEd’s rate of 6.60% is unsustainable and 234 
overstated compared to published GDP growth expectations cited by 235 
Staff and IIEC.”7  (Emphasis added). 236 

                                                 
7Commonwealth Edison Company, Order, ICC Docket 05-0597, July 26, 2006, at 153. 
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The ICC determined in that case that ComEd’s return on equity proposal, 237 

based on historically derived GDP growth, was excessive. 238 

In light of the determination of the foregoing issues, the Commission 239 
finds that the ComEd proposal is excessively high due to its improper 240 
application of the GDP growth rates, and the CCC proposal is 241 
inadequately low due to its application of the latter two issues just 242 
rejected.  This leaves the proposals of Staff and IIEC.  The 243 
Commission notes that the results of the analyses produced by Staff 244 
and IIEC are relatively close, and that the amount of argument from 245 
either against the other is minimal.  Although the Commission has 246 
rejected the CCC proposal in this case, the Commission finds the 247 
observed equity return requirements of ComEd’s investment banks 248 
compelling.  Therefore, the Commission finds that the CCC analysis 249 
justifies adoption of a cost of equity in the lower portion of the range of 250 
reasonable return levels for ComEd.  Accordingly, the Commission 251 
adopts a 10.045% cost of equity, which is slightly lower than Staff’s 252 
proposal of 10.19%.8  (Emphasis added). 253 

The Commission again rejected a historically derived GDP growth forecasts in 254 

Docket No. 07-0566.  There, Staff continued to argue that the historically derived 255 

GDP growth forecast did not reflect investor expectations.  In that case as in this 256 

case, Staff argued that a historically derived GDP growth forecast does not reflect 257 

investors’ growth outlooks: 258 

Staff witness McNally found ComEd witness Hadaway inappropriately 259 
used unsustainably high growth rates in his DCF analyses, which lead 260 
to an overstated cost of equity estimate.  Staff Ex. 4.0 Corr. at 30. 261 

*** 262 

In Staff’s opinion the Company has not demonstrated that Dr. 263 
Hadaway’s GDP growth rate estimate reflects investors’ current 264 
expectations of future overall economic growth, much less that of the 265 
companies in his sample.  In fact, Dr. Hadaway’s GDP growth rate 266 
does not measure current investor expectations of future economic 267 
growth, but rather, equals the average achieved growth rate over 268 
various historical periods from 1947-2007.  ComEd Ex. 29.05.  The 269 
Company provides no evidence to demonstrate that investors set their 270 

                                                 
8Id. at 155.  



IIEC Exhibit 7.0 
Michael P. Gorman 

Page 12 
 
 

BRUBAKER & ASSOCIATES, INC. 

long-term expectations of future growth on growth achieved over that 271 
past 60 years, much less, in the specific manner Dr. Hadaway did.9 272 

In Case No. 07-0566, the Commission accepted Staff’s argument and rejected 273 

the utility’s recommended return on equity.   274 

Thus, the Company’s assumption that investors expect 6.50% long-275 
term growth for GDP, let alone for utilities, is highly dubious.  Staff Ex. 276 
4.0 Corr. at 31.10   277 

*** 278 

After careful consideration, we find that ComEd’s value of 10.75% is 279 
higher than justified by the record before us.  . . .  We find and 280 
conclude that Staff’s estimate of the cost of common equity of 10.3% is 281 
supported by the evidence and consistent with IIEC’s calculation 282 
(minus the Risk premium analysis).11 283 

  Thus, it appears that the Commission has more consistently rejected historical 284 

GDP growth rate estimates as reflective of investor expectations for future growth.  285 

And it has viewed published GDP growth projections as a reasonable proxy for the 286 

ceiling on growth rates for a utility. 287 

 

Q PLEASE EXPLAIN WHY YOU BELIEVE THE COMMISSION’S USE OF A 6% 288 

LONG-TERM SUSTAINABLE GROWTH RATE FROM THE RECENT COMED 289 

CASE IS NOT REASONABLE FOR USE IN THIS CASE. 290 

A First, a historically derived GDP growth rate is simply inconsistent with independent 291 

economists’ forward-looking estimated outlooks for future GDP growth.  Historically 292 

derived GDP growth rates do not reflect the current more competitive world economy 293 

in which the U.S. now operates.  Hence, the most reliable outlook for future GDP 294 

growth is produced by consensus independent economists, and published for use by 295 

                                                 
9Commonwealth Edison Company, Order, ICC Docket 07-0566, September 10, 2008 

at 82-83.  
10Id. at 83.  
11Id. at 99.  
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market participants.  Mr. Hevert’s proposal to simply derive a GDP projection based 296 

on historical real GDP growth is unreliable and does not consider forward-looking 297 

outlooks.   298 

 

Q IS IT IMPORTANT TO REFLECT INVESTOR EXPECTATIONS AND INVESTMENT 299 

OUTLOOKS TO PROPERLY ESTIMATE A FAIR RETURN ON EQUITY USING A 300 

DCF STUDY? 301 

A Yes.  The growth rate used in a DCF model should reflect rational expectations of 302 

future growth.  It is reasonable to believe that consensus investor outlooks are based 303 

on observable stock prices and reflect rational and competent outlooks for future 304 

security growth.  If growth rates exceed investors’ rational outlooks for future growth, 305 

then the DCF model will not accurately estimate the investors’ current required return 306 

on common equity.  Without an accurate estimate of a fair return on common equity, it 307 

is not possible to set rates that are just and reasonable.  As such, developing a DCF 308 

model that is a reasonable and balanced assessment of future return expectations of 309 

investors is important in establishing fair compensation and in the development of just 310 

and reasonable rates. 311 

 

Q DO YOU AGREE WITH MR. HEVERT’S COMMENTS ON THE CAPM STUDY 312 

USING THE SHARPE RATIO METHODOLOGY, AND THE REVISED MARKET 313 

RISK PREMIUM ADJUSTMENTS HE PROPOSES?   314 

A No.  I already responded to Mr. Hevert’s CAPM return methodologies in my direct 315 

testimony at pages 57 to 63.  Indeed, his market risk premiums are grossly 316 

overstated.  His utility beta adjustments and overstated market risk premium 317 

estimates do not reflect the price volatility of a utility stock and do not accurately 318 
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measure a return requirement that an investor in utility stocks will demand in order to 319 

make an investment in Ameren Illinois’ securities.  For all these reasons, Mr. Hevert’s 320 

CAPM return estimates are unreliable and should be disregarded.   321 

 

Q AT PAGE 83 OF HIS REBUTTAL, MR. HEVERT PROVIDED MARKET 322 

VOLATILITY DATA FOR STOCKS OVER THE LAST FOUR YEARS.  DOES THIS 323 

SUPPORT HIS SHARPE RATIO MARKET RISK PREMIUM ESTIMATE? 324 

A No.  His testimony is flawed for several reasons.  First, the table in this testimony 325 

simply shows annual variations in market volatility as reported in the 2011 SBBI 326 

Valuation Yearbook.  The time period he reviews shows increased market volatility.  327 

That time period largely correlates with the time period where betas were measured 328 

by Value Line.  Hence, to the extent his position that market volatility has increased is 329 

accurate, then that increased market volatility would be fully captured in the beta 330 

estimates by Value Line of the proxy utility groups.  Second, he does not show that 331 

the relative variability between the stock market and the risk-free rate has changed 332 

dramatically over the time period.  This is important in properly estimating a market 333 

risk premium.  It is simply not appropriate to assume, as he has done, that risk-free 334 

rate volatility has not changed, but stock market volatility has increased and, 335 

therefore, a dramatic increase in the measured market risk premium is appropriate.  336 

Mr. Hevert’s analysis is simply incomplete and does not support his position. 337 

 

Q HAS MR. HEVERT PROVIDED ANY ADDITIONAL EVIDENCE SUPPORTING HIS 338 

PROPOSED FLOTATION COST ADJUSTMENT IN THIS PROCEEDING? 339 

A No.  Mr. Hevert is still proposing a flotation cost adjustment he has not shown to be a 340 

known and measurable expense for Ameren Illinois in this case.  Common stock 341 
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flotation expenses can be accounted for, shown to be reasonable, and proven to be a 342 

necessary cost of service.  Indeed, Ameren Illinois can incur flotation costs on its own 343 

or its parent company can incur flotation costs if it sells stock to the market, and uses 344 

the proceeds to invest in Ameren Illinois.  In either case, flotation expenses can be 345 

tracked, accounted for, and shown to be reasonable.  Ameren Illinois has not done so 346 

in this case.   347 

Ameren Illinois can also increase its common equity balance without incurring 348 

common stock flotation expenses.  This can be done by retaining earnings at Ameren 349 

Illinois, or equity infusions from its parent company can be funded by retained 350 

earnings at affiliated companies.  Also, Ameren Corporation can issue debt securities, 351 

and use those debt funds to make equity infusions in Ameren Illinois.  In such cases, 352 

a debt issuance would not result in Ameren Corporation incurring common stock 353 

flotation expenses. 354 

  Because there are numerous options for securing additional common equity 355 

capital at Ameren Illinois, it is critical to accurately account for Ameren Illinois’ 356 

common stock flotation costs and to show they are known and measurable, and 357 

reasonable.  Without such a demonstration, no adjustment to Ameren Illinois’ return 358 

on equity should be allowed for flotation costs.  359 

 

Q IN SUPPORT FOR HIS PROPOSED FLOTATION COST ADJUSTMENT, 360 

MR. HEVERT REFERS TO A 2009 EQUITY ISSUANCE FOR AMEREN.  PLEASE 361 

RESPOND. 362 

A Mr. Hevert uses a 2009 equity flotation cost percentage of 3.082% and states that is 363 

within the range of flotation cost percentages for recent equity issuances of other 364 

electric utility proxy group companies.  He then applies this general estimate of 365 
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flotation costs to his revised proxy groups to derive a 14 basis point flotation cost 366 

adjustment for Ameren’s Electric Operations and a 12 basis point flotation cost 367 

adjustment for Gas Operations.   368 

  Mr. Hevert’s flotation cost adjustment, while recognizing one Ameren equity 369 

issuance, does not accurately identify Ameren’s actual common stock flotation cost.  370 

Rather, he has simply made a general flotation cost adjustment estimate from a past 371 

issuance and argues it is reasonable for Ameren’s future test year case.   372 

  An actual accounting of Ameren’s flotation cost would show all public flotation 373 

cost expense incurred by Ameren since it has been in operation.  It would also show 374 

the historical regulatory treatment of those expenses.  While Mr. Hevert may not 375 

agree, flotation costs can actually be expensed to cost of service.  Alternatively, it can 376 

be carried as a permanent reduction to common equity on the balance sheet.  377 

However, I am aware of no standard regulatory practice for flotation costs.   378 

  Therefore, it is Ameren’s burden to show how its regulators have treated its 379 

historical flotation costs, and prove that its proposed treatment in this case is 380 

consistent with historical cases, and reasonable.  Mr. Hevert has failed to offer this 381 

proof. 382 

 

Q DO YOU HAVE ANY COMMENTS CONCERNING MR. HEVERT’S EQUITY RISK 383 

PREMIUM ARGUMENTS? 384 

A Mr. Hevert continues to endorse his simplistic inverse relationship between equity risk 385 

premiums and interest rates.  While there is some relationship between interest rates 386 

and equity risk premiums, the movement of equity risk premiums in relationship to the 387 

nominal interest rates is far more complex than that suggested by Mr. Hevert.  388 

Academic research clearly indicates that equity risk premiums change based on the 389 
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market’s assessment of equity investment risk versus bond investment risk.  That 390 

relationship cannot be described entirely by simple changes in nominal interest rates.  391 

As such, Mr. Hevert’s methodology is based on a simplistic statement of complex 392 

relationships and should not be relied on. 393 

 

Q DID MR. HEVERT RESPOND TO YOUR FINANCIAL INTEGRITY ASSESSMENT 394 

OF YOUR PROPOSED RATE OF RETURN FOR AMEREN ILLINOIS? 395 

A Mr. Hevert states at page 87-88 of his rebuttal testimony that the credit metrics I 396 

developed would support an investment grade bond rating even at a return on equity 397 

of 5%.  He states this calls into question whether or not this provides meaningful 398 

information on whether or not my return on equity will support Ameren Illinois’s credit 399 

metrics. 400 

 

Q PLEASE RESPOND TO MR. HEVERT’S ASSERTION. 401 

A My credit metric calculations in my financial integrity analysis are done after I perform 402 

market-based studies to estimate a fair return on equity for Ameren Illinois.  Hence, 403 

my return on equity is based on both an assessment of the current market cost of 404 

equity for Ameren Illinois, and an assessment of whether or not my estimated fair 405 

return on equity and capital structure will support credit metrics that support Ameren 406 

Illinois’ financial integrity.   407 

Mr. Hevert’s assertion that a 5% return on equity will support credit metrics 408 

was not supported by any assessment of what a fair return on equity is for Ameren 409 

Illinois.   410 
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Further, Mr. Hevert seems to suggest that the market does not distinguish 411 

among securities or review actual financial ratios, as long as the firms are in the same 412 

ratings category.  That is not true.   413 

A return on equity of 5% simply does not produce a strong credit metric when 414 

compared to my proposed return on equity of 9.85%.  For example, as shown in my 415 

direct testimony, IIEC Exhibit 3.13-C, at a 9.85% return on equity, the debt to EBITDA 416 

of 2.3 times indicates intermediate (or less) financial risk than that of a utility with a 417 

“Significant” bond rating.  In contrast, this ratio at 5% return on equity is eroded to 418 

2.8 times, indicating a lower credit standing.  The same is true to the Funds from 419 

Operations (“FFO”) to total debt.  As shown on my IIEC Exhibit 3.13-C, at a 9.85% 420 

return on equity, Ameren Illinois’ FFO to total debt ratio would be 28%, which 421 

supports (at the high-end) the “Significant” category metric.  In contrast, at a 5% 422 

return on equity, the ratio drops to 23%, which is much weaker for this rated category.   423 

The only meaningful information that is produced by Mr. Hevert’s calculation 424 

of these ratios at a 5% return on equity is that there is some flexibility in maintaining 425 

these financial ratios, proving a point that is inconsistent with Ameren’s insistence 426 

that nothing less than its recommendation will preserve its financial integrity.  427 

Nevertheless, a return on equity of 9.85% provides Ameren Illinois an opportunity for 428 

achieving strong credit metrics, which will strongly support its investment grade bond 429 

rating, and also provide Ameren Illinois fair compensation.  If the return on equity is 430 

set at 5% (which no one has recommended in this case), the ratios might still be 431 

satisfied for that ratings category, but only marginally.  432 
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Q DID MR. HEVERT RESPOND TO YOUR CONCERN ABOUT A FAIR RETURN ON 433 

EQUITY RECOGNIZING AN INCREASING COMMON EQUITY RATIO AT AMEREN 434 

ILLINOIS? 435 

A Yes.  Mr. Hevert commented that the common equity ratio of Ameren Illinois is 436 

comparable to that of the proxy group; therefore, no adjustment to the return on 437 

equity should be made. 438 

 

Q DID MR. HEVERT PROVIDE A COMPLETE ASSESSMENT OF A FAIR RETURN 439 

ON EQUITY CALCULATION FOR AMEREN ILLINOIS CONSIDERING ITS 440 

COMMON EQUITY RATIO CHANGES OVER TIME? 441 

A No.  Ameren Illinois’ common equity ratios in its last rate case were 44.061% for 442 

AmerenIP, 48.693% for AmerenCIPS and 43.622% for AmerenCILCO.  In that case, 443 

it was awarded a return on equity of 9.9% and 9.4% for its Electric and Gas 444 

Operations, respectively.  In this case, Ameren Illinois is proposing a common equity 445 

ratio of 52.95% and also proposes a higher return on equity.   446 

A higher common equity ratio implies a decrease in its financial risk.  This risk 447 

reduction would justify a lower return on equity relative to Ameren Illinois’ last rate 448 

case.   449 

Further, Mr. Hevert points out authorized returns on equity for other utility 450 

companies around the country, but fails to note that the authorized returns on equity 451 

he cites for those other companies typically reflect a common equity ratio of less than 452 

50%.  Ameren’s higher common equity ratio supports a finding that it should have a 453 

lower equity return. 454 
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Q DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 455 

A Yes, it does. 456 
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