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I. INTRODUCTION 9 

Q. Please state your name, affiliation and business address. 10 

A. My name is Robert B. Hevert.  I am Managing Partner of Sussex Economic Advisors, 11 

LLC (Sussex).  My business address is 161 Worcester Road, Suite 503, Framingham, 12 

Massachusetts 01701. 13 

Q. Are you the same Robert B. Hevert who previously sponsored direct testimony in 14 

this proceeding? 15 

A. Yes, I am.  I provided direct testimony on behalf Ameren Illinois Company d/b/a Ameren 16 

Illinois (AIC or the Company) regarding the appropriate Return on Equity (ROE) for AIC’s 17 

natural gas operations. 18 

II. PURPOSE AND IDENTIFICATION OF EXHIBITS 19 

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

A. On behalf of AIC, my rebuttal testimony responds to Ms. Rochelle M. Phipps on behalf 21 

of the Staff of the Illinois Commerce Commission (Staff), and Mr. Michael P. Gorman on behalf 22 
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of the Illinois Industrial Energy Consumers (IIEC) as their testimony relates to the Company’s 23 

Return on Equity.  My rebuttal testimony also includes a series of updated calculations and 24 

analytical results regarding the Company’s cost of equity.1 25 

Q. Are you sponsoring any exhibits in support of your testimony? 26 

A. Yes, I am.  My analyses and recommendations are supported by the data presented in 27 

Ameren Exhibits 20.1 through 20.15, which have been prepared by me or under my direct 28 

supervision. 29 

• Ameren Exhibit 20.1 Multi-Stage DCF Results 30 
• Ameren Exhibit 20.2 Market Risk Premium Calculations 31 
• Ameren Exhibit 20.3 Beta Coefficient Estimates 32 
• Ameren Exhibit 20.4 Capital Asset Pricing Model Results 33 
• Ameren Exhibit 20.5 Bond Yield Plus Risk Premium Analysis 34 
• Ameren Exhibit 20.6 Flotation Cost Analysis 35 
• Ameren Exhibit 20.7 DCF Results Over Time 36 
• Ameren Exhibit 20.8 Updated Quarterly DCF Analysis 37 
• Ameren Exhibit 20.9 Adjustments to Ms. Phipps’ Multi-Stage DCF  38 

    Analysis 39 
• Ameren Exhibit 20.10 Alternative Bond Yield Plus Risk Premium   40 

    Analysis 41 
• Ameren Exhibit 20.11 Authorized ROE Components 42 
• Ameren Exhibit 20.12 Adjustments to Mr. Gorman’s Multi-Stage DCF  43 

    Analysis 44 
• Ameren Exhibit 20.13 Beta Coefficient Regressions Analysis 45 
• Ameren Exhibit 20.14 Financial Integrity Analysis 46 
• Ameren Exhibit 20.15 Response to Request AIC-Staff 2.09 47 

   48 
 49 
III. SUMMARY AND OVERVIEW 50 

Q. Please provide a brief overview of your rebuttal testimony. 51 

A. In my direct testimony, I recommended an ROE of 10.40 percent, based on a range of 52 

ROE estimates of 10.00 percent to 10.75 percent.   My updated analyses continue to support my 53 

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

Return on Equity. 
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position that my ROE recommendation of 10.40 percent is within a reasonable range of estimates 54 

of the Company’s cost of equity.  By contrast, Ms. Phipps’ and Mr. Gorman’s recommendations 55 

of 8.47 percent and 9.10 percent, respectively, are unreasonably low, especially in light of the 56 

current economic conditions.  Ms. Phipps recommendation, in particular, diverges so far from 57 

the range of reasonableness that it should be considered an outlier.  As my direct testimony 58 

discussed, my recommendation, and the analytical results on which it was based, considered a 59 

variety of factors including the specific risks faced by AIC and existing and expected capital 60 

market conditions.  That is especially important when conditions have changed significantly over 61 

an abbreviated period of time, as recently has been the case.   62 

Q. Please expand on that last point. 63 

A. There is little question that market conditions have become increasingly volatile, and 64 

fundamental measures of investor return requirements, in particular long-term Treasury yields, 65 

have substantially increased since I filed my Direct Testimony in January 2013.2  As Chart 1 66 

demonstrates, Treasury yields have increased significantly over the past several months, with 67 

long-term interest rates experiencing the greatest increase. That upward shift in the yield curve 68 

has continued, especially in recent weeks.  Because there historically has been a strong 69 

relationship between long-term Treasury yields and utility dividend yields,3 it follows that 70 

measures of the cost of equity would increase along with the upward-shifting yield curve. 71 

                                                 
2  The analyses contained in my direct testimony were based on data updated through November 30, 2012. 
3  See Direct Testimony of Robert B. Hevert, at 55-56. 
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Chart 1: Treasury Yield Curve: 11/30/2012 – 6/21/20134 72 

 73 

While Chart 1 demonstrates that current yields have been steadily rising, the same is true 74 

for expected, or “forward” rates.  To that point, based on the slope of the yield curve I calculated 75 

the forward 27-year Treasury yield expected three years hence, based on the slope of the yield 76 

curve for each trading day from May 2013 through June 21, 2013.  I performed that calculation 77 

based on the “expectations” theory, which states that (for example) the current 30-year Treasury 78 

yield equals the combination of the current three-year Treasury yield, and the 27-year Treasury 79 

yield expected in three years.  That is, an investor would be indifferent to (1) holding a 30-year 80 

Treasury to maturity, or (2) holding a three-year Treasury to maturity, then a Treasury bond with 81 

27 years remaining to maturity.5  As Chart 2 demonstrates, the forward 27-year Treasury yield 82 

also increased markedly over the past several weeks. 83 

                                                 
4  Source: Federal Reserve Board Schedule H.15. 
5  Please note that this method is consistent with that which Staff used to calculate expected inflation for the 

purpose of the non-constant DCF model.  See Direct Testimony of Rochelle M. Phipps, at 23. 
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Chart 2: Forward 27-Year Treasury Yield: 5/1/2013 – 6/21/20136 84 

 85 

Q. Is it also the case that utility dividend yields increased during the period from May 86 

2013 through June 2013? 87 

A. Yes, it is.  To make that assessment, I calculated the average dividend yield for the proxy 88 

group7 during the May 2013 to June 21, 2013 time period.  As Chart 3 (below) indicates, the 89 

dividend yield increased by nearly 25 basis points over that period. 90 

                                                 
6  Source: Federal Reserve Board Schedule H.15. 
7  Staff Witness Rochelle M. Phipps and IIEC Witness Michael P. Gorman relied on the proxy group included in 

my direct testimony. 
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Chart 3: Daily Dividend Yields – Proxy Group: 5/1/2013 – 6/21/20138 91 

  92 

The dramatic increase in current and forward Treasury yields has been accompanied by a 93 

significant under-performance of utility stocks relative to the broad market.  Since the 94 

Company’s last rate case, the S&P 500 gained approximately 25.00 percent, while the proxy 95 

group is at approximately the same level it was in January 2012.  That same under-performance 96 

has continued in the current market.  Since May 1, 2013, the S&P 500 gained approximately 1.00 97 

percent while the proxy group lost approximately 6.00 percent. 98 

Q. Is it your position that the period from May through late-June 2013 should be used 99 

to determine the Company’s ROE?  100 

A. No, it is not.  In fact, the data underlying my analyses reflect the 30-day, 90-day, and 101 

180-day periods ended June 14, 2013.  Nonetheless, I do believe that the recent and concurrent 102 

increases in current and forward Treasury yields, together with the increase in utility dividend 103 

yields and the proxy companies’ significant under-performance relative to the overall market are 104 

                                                 
8  Source: SNL Financial. 
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important considerations in arriving at ROE recommendations.  In my view, relying solely on a 105 

formulaic approach, without considering such recent and substantial market changes, would not 106 

fully capture investors’ return requirements. 107 

Q. In light of that data, what are your principal conclusions regarding the opposing 108 

witnesses’ ROE recommendations? 109 

A. From an analytical perspective, it is important that the inputs and assumptions used to 110 

arrive at an ROE recommendation are consistent with the recommendation itself.  While I 111 

appreciate that every analysis necessarily requires an element of judgment, the application of that 112 

judgment must be made in the context of the quantitative and qualitative information available to 113 

the analyst.  Because the application of financial models and interpretation of their results is 114 

often the subject of differences among analysts in regulatory proceedings, I believe that it is 115 

appropriate to review and consider a variety of data points; doing so enables us to put in context 116 

both quantitative analyses and the associated recommendations. 117 

As discussed throughout my direct testimony, in establishing their return requirements, 118 

investors consider a broad range of current capital market data.  Equity investors have many 119 

options available to them, and will allocate capital based on the expected returns associated with 120 

those alternatives.  While I am not suggesting that the Commission should be bound by decisions 121 

in other regulatory jurisdictions, given that investors consider such data in framing their 122 

investment decisions, return recommendations that materially deviate from observed industry 123 

norms should be supported by clear and unambiguous reasons explaining those deviations.  As 124 

shown in Ameren Exhibit 20.5, since June 2012, the average authorized ROE for natural gas 125 
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utilities has been 9.96 percent, with a range of 9.25 percent to 10.50 percent.9  Ms. Phipps’ 126 

recommendation is nearly 150 basis points below the average authorized ROE, and more than 75 127 

basis points below any authorized ROE observed over that period.  Mr. Gorman’s 128 

recommendation is also outside the range of recently authorized returns.  However, Ms. Phipps 129 

and Mr. Gorman fail to present any evidence or otherwise explain how capital market conditions 130 

have changed such that investors now require returns far below recently authorized levels. 131 

Putting aside the question of whether authorized returns from other jurisdictions provide 132 

a meaningful benchmark, of particular relevance is the question of whether there is any 133 

reasonable basis to conclude that the return required by equity investors is 81 basis points below 134 

the 9.28 percent ROE that the Commission authorized on June 18, 2013 for North Shore Gas 135 

Company and Peoples Gas Light and Coke Company.10  As discussed throughout my rebuttal 136 

testimony, there are a number of methodological, theoretical and practical reasons why 137 

recommendations as low as 8.47 percent, in the case of Ms. Phipps (or, for that matter, a 138 

recommended ROE of 9.10 percent in the case of Mr. Gorman), are unreasonably low.   139 

Q. Please summarize the analytical updates contained in your rebuttal testimony. 140 

A. No one financial model is any more “correct” than any other method in all circumstances, 141 

and as such, it is important to consider the results of a variety of methods.   That observation is 142 

especially important when market conditions are such that financial models produce results that 143 

are widely divergent, and highly sensitive to inputs and assumptions.  My analyses and 144 

recommendations also take into consideration current and expected capital market conditions, 145 

                                                 
9  The Commission recently recognized the average of recently authorized ROEs for natural gas utilities as general 

market data that provides “relevant comparative information as we assess the parties’ various ROE provisions.”  
See Illinois Commerce Commission, Docket No. 12-0511/12-0512, Order, June 18, 2013, at 205. 

10  Illinois Commerce Commission, Docket No. 12-0511/12-0512, Order, June 18, 2013, at 208. The 81 basis point 
difference is based on Staff’s 8.47 percent ROE recommendation. 
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and the need for utilities such as AIC to maintain a level of financial integrity that enables access 146 

to capital, at reasonable costs, under a variety of economic and financial market conditions.  As 147 

noted earlier, the significant market changes that have occurred over the past several weeks 148 

suggest that the results provided above are understated relative to presently prevailing market 149 

conditions.  Taken together, the analyses discussed throughout my rebuttal testimony continue to 150 

support my recommended range of 10.00 percent to 10.75 percent, and my ROE 151 

recommendation of 10.40 percent. 152 

 Table 1 (below) summarizes my updated analytical results (see also Ameren Exhibits 153 

20.1 through 20.6) 154 
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Table 1: Summary of Analytical Results11 155 

 Low Mean High 

Multi-Stage DCF    

   30-Day Average 9.17% 9.66% 10.07% 

   90-Day Average 9.24% 9.75% 10.12% 

   180-Day Average 9.20% 9.91% 10.35% 

Supporting Methodologies 

 

CAPM Results 

Bloomberg Derived 
Market Risk 

Premium 

Value Line Derived 
Market Risk 
Premium12 

Average Calculated Beta Coefficient 

Current 30-Year Treasury (3.20%) 10.54% 10.49% 

Near Term Projected 30-Year Treasury (3.37%) 10.71% 10.66% 

Average Bloomberg Beta Coefficient 

Current 30-Year Treasury (3.20%) 10.89% 10.84% 

Near Term Projected 30-Year Treasury (3.37%) 11.06% 11.01% 
Average Value Line Beta Coefficient 

Current 30-Year Treasury (3.20%) 10.10% 10.05% 

Near Term Projected 30-Year Treasury (3.37%) 10.27% 10.23% 

 

 Low Mid High 

Bond Yield Plus Risk Premium 10.10% 10.12% 10.77% 

Flotation Cost 0.14% 

IV. RESPONSE TO COMMISSION STAFF WITNESS, MS. ROCHELLE M. PHIPPS 156 

Q. Please summarize Ms. Phipps cost of equity recommendation. 157 

A. Ms. Phipps recommends an ROE of 8.47 percent for AIC’s natural gas utility operations.  158 

In determining her ROE recommendation, Ms. Phipps relied on the average of her Quarterly 159 

                                                 
11  See also Ameren Exhibits 20.1 through 20.6 for my updated analytical results. 
12  In my direct testimony, I relied on data from Bloomberg and Capital IQ to calculate the market required return.  

(See Direct Testimony of Robert B. Hevert, at 23). 
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Constant Growth DCF results, and CAPM results; Ms. Phipps did not make further adjustments 160 

to account for the Company’s risks relative to the proxy group.  Ms. Phipps also performed a 161 

“Non-Constant DCF Model”, but did not rely on those results in arriving at her ROE 162 

recommendation.   163 

Q. What are the major points of disagreement between you and Ms. Phipps? 164 

A. There are several areas in which Ms. Phipps and I disagree, including: (1) the application 165 

of the Quarterly Constant Growth DCF analysis, and the weight given to that model in arriving at 166 

our respective ROE recommendations; (2) the application of the Multi-Stage DCF analysis and 167 

its relevance to determining the Company’s ROE; (3) the application of the CAPM, especially as 168 

it relates to the Market Risk Premium and Beta coefficients; (4) the relevance and the application 169 

of the Bond Yield Plus Risk Premium analysis; (5) the effect of revenue stabilization 170 

mechanisms on the Company’s cost of equity; (6) the recovery of flotation costs; and (7) the 171 

reasonableness of Ms. Phipps’ analytical results and recommendation in the context of current 172 

capital market conditions. 173 

A. Relevance and Application of Quarterly DCF Analysis 174 

Q. Do you agree with Ms. Phipps’ application of the Quarterly Constant Growth DCF? 175 

A. Not entirely.  I also disagree with Ms. Phipps’ reliance on that model to the exclusion of 176 

the non-constant (or Multi-Stage) DCF approach.  Ms. Phipps’ dismissal of her non-constant 177 

DCF results is inconsistent with the Commission’s stated preference for the multi-stage DCF 178 

approach.  In the Company’s most recent Order, the Commission affirmed the use of Multi-Stage 179 

models, noting that  that “…Multi-Stage DCF analyses, which, as previously stated, is the 180 
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appropriate model upon which to rely in determining AIC’s cost of equity.”13  As to the 181 

application of the Quarterly DCF model, as discussed below, Ms. Phipps’ reliance on spot prices 182 

for the purpose of calculating the dividend yield portion of the model biases her results due to the 183 

effect of volatile market movements. 184 

Q. Please expand on that last point. 185 

A. Ms. Phipps asserts that the most recent stock price reflects the market’s current 186 

perspective on a particular company, given all the information that is known by investors on that 187 

particular date.14  Ms. Phipps further suggests that the use of average historical stock prices (such 188 

as my 30-, 90-, and 180 day average prices) is not appropriate because it gives weight to 189 

information that is no longer relevant to investors.15  Ms. Phipps’ approach, however, fails to 190 

account for aberrant behavior in stock prices.  Stock prices tend to fluctuate from day-to-day 191 

based on changes not only in investors’ assessments of fundamental factors such as earnings 192 

growth rates and projected interest rates, but also due to anomalous events that may affect stock 193 

prices on any given trading day.   194 

 As shown below in Chart 4, I applied Ms. Phipps’ Quarterly DCF model to demonstrate 195 

the volatility of DCF results when applying spot prices versus average prices.  For each day, and 196 

assuming all other inputs remain constant, I calculated the DCF result based on the “spot price” 197 

and the rolling 30-day average price for Ms. Phipps’ proxy group. As demonstrated in Chart 4, 198 

the use of spot prices on a particular day may cause the DCF results to be susceptible to volatile 199 

market movements that may not reflect general market trends, whereas average prices are more 200 

insulated from aberrant or anomalous events. 201 

                                                 
13  Illinois Commerce Commission, Docket No. 11-0282, Order, January 10, 2012, at 127. 
14  See Direct Testimony of Rochelle M. Phipps, at 20. 
15  Ibid. 
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Chart 4: Quarterly DCF Results Over Time16 202 

  203 

Q. Please explain how market conditions may have influenced Ms. Phipps’ DCF results 204 

by selecting May 22, 2013 to perform her analyses. 205 

A. The dividend yields of the proxy companies were particularly volatile on May 22, 2013 206 

relative to the companies’ performance since 2012.  On May 22, 2013, the proxy companies’ 207 

weighted average dividend yield increased from the previous day’s value of 3.50 percent to 3.58 208 

percent.  This represents a 2.29 percent relative increase.  Of the 347 trading days since January 209 

2012, there were only two days in which the proxy companies’ dividend yields increased or 210 

decreased by more than 2.29 percent between trading days.  In other words, the dividend yields 211 

of the proxy companies were more volatile on May 22, 2013 than 99.00 percent of the trading 212 

days since 2012.  As such, the DCF results were particularly susceptible to volatile market 213 

movements on the date selected by Ms. Phipps to be representative of the Company’s long-term 214 

cost of equity.  215 

                                                 
16  See Ameren Exhibit 20.7. 
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Q. Has the Commission previously addressed the use of spot prices in estimating the 216 

cost of equity? 217 

A. Yes, it has.  In its Order in Docket 11-0282, the Commission noted that it “has also 218 

expressed concerns over spot stock prices, particularly in light of the volatility in the stock 219 

market.”17  Given the volatile market conditions discussed in Section III (above), the use of spot 220 

prices is particular concern for Ms. Phipps’ DCF analysis.  As shown in Ameren Exhibit 20.8, I 221 

updated Ms. Phipps’ DCF analysis based on June 21, 2013 spot prices (and concurrent dividends 222 

and growth rates).  The mean result of that analysis was 8.76 percent, which is 34 basis points 223 

higher than the results filed in Ms. Phipps’ direct testimony.18  While that result remains well 224 

below a reasonable estimate of the Company’s cost of equity, the difference demonstrates Ms. 225 

Phipps’ DCF analysis is heavily dependent upon the particular day selected for the spot prices.   226 

B. Application and Relevance of the Multi-Stage DCF Analysis 227 

Q. Please summarize Ms. Phipps’ Multi-Stage Discounted Cash Flow analyses 228 

A. Ms. Phipps applies a “Non-Constant Growth” (or Multi-Stage) DCF analysis, in which 229 

dividend growth is modeled over three stages.  The first stage growth rate (Years 1-5) is derived 230 

from consensus earnings per share estimates from Zacks and Reuters.  The third, or “terminal 231 

stage” growth rate (which begins in Year 11) is based on projected long-term Gross Domestic 232 

Product (GDP) growth for the U.S. economy; the second stage growth rate (Years 6-10) is the 233 

average of the first and third stage growth rates (that is, it is a “transitional” growth rate).  As 234 

discussed below, the terminal stage assumes that the subject security is valued based on the 235 
                                                 
17  Illinois Commerce Commission, Docket No. 11-0282, Order, January 10, 2012, at 123. 
18  See Ameren Exhibit 20.15, which contains Ms. Phipps’ response to Request AIC-Staff 2.09.  I note that in this 

response, Ms. Phipps indicates that “a DCF analysis and risk premium analysis, which relied on the same 
methodology as Ms. Phipps’s May 22, 2013 analysis with post May 22, 2013 market information, would provide 
a more current assessment of the cost of equity for Ameren Illinois Company’s gas delivery services.”  The DCF 
results were performed applying the same methodology Ms. Phipps applied in her May 22, 2013 analysis. 



Ameren Exhibit 20.0 
Page 15 of 64 

 

Gordon Model, which defines the Terminal Value (or price) as the expected dividend divided by 236 

the difference between the cost of equity and the expected long-term growth rate.19 237 

Ms. Phipps develops a quarterly version of the Multi-Stage DCF model, in which the 238 

current (quarterly) dividend remains in effect for four calendar quarters, and adjusts in the same 239 

quarter each year.  In Ms. Phipps’ model, the estimated ROE is represented by the discount rate 240 

that sets the price observed at the market close on a single day (May 22, 2013) equal to the 241 

present value of (1) the expected dividends, and (2) the Terminal Value.20  Since Ms. Phipps’ 242 

analysis assumes that dividends grow at the same rate as earnings, it implicitly assumes a 243 

constant dividend payout ratio. 244 

One variable, the long-term growth rate, has a substantial effect on the Multi-Stage DCF 245 

model results. In the case of Ms. Phipps’ analysis, the Terminal Value, which depends directly 246 

on the long-term growth rate assumption, represents nearly 67.00 percent (on average) of the 247 

proxy companies’ total value.21  Moreover, because her estimate of long-term growth is in the 248 

range of growth rates used in her Quarterly DCF analysis, Ms. Phipps chose to disregard her 249 

Multi-Stage results.22  Consequently, the long-term growth estimate is an important element of 250 

Ms. Phipps’ analytical results and recommendation. 251 

Q. What were the results of Ms. Phipps’ Multi-Stage DCF analysis? 252 

A. Ms. Phipps’ Multi-Stage DCF analysis produced an average result of 8.36 percent.  253 

Because she views the growth rates applied in her Constant Growth DCF model “are reasonably 254 

                                                 
19  See also Direct Testimony of Robert B. Hevert, at 16 for a discussion of the Gordon Model. 
20  See Direct Testimony of Rochelle M. Phipps, at 22 and the workpapers supporting the Direct Testimony of 

Rochelle M. Phipps. 
21  Because the second stage growth rate also depends on the long-term growth rate, the entire effect is even greater.  

See Ameren Exhibit 20.9. 
22  Direct Testimony of Rochelle M. Phipps, at 18. 
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sustainable,” Ms. Phipps concludes that the Multi-Stage DCF analysis was not necessary.23  As a 255 

consequence, Ms. Phipps did not rely on her Multi-Stage DCF analysis in developing her ROE 256 

recommendation. 257 

Q. What are the major areas of disagreement between you and Ms. Phipps regarding 258 

the applications of the Multi-Stage DCF analysis? 259 

A. Ms. Phipps and I disagree on several important aspects of the Multi-Stage DCF analysis, 260 

including: (1) the appropriate long-term growth rate to be used in the third (or terminal) stage of 261 

the model; (2) the assumption of a constant payout ratio in all stages of the model; and (3) the 262 

measurement of the stock price used in our respective models. 263 

Q. How did Ms. Phipps develop her terminal growth rate? 264 

A.   Ms. Phipps’ estimate is based on projections of real GDP growth from the Energy 265 

Information Administration (EIA) and Global Insight (2.40 percent to 2.50 percent), together 266 

with an expected inflation rate of 2.40 percent, which represents the compound annual difference 267 

in the yields on U.S. Treasury bonds and U.S. Treasury Inflation Protected Securities.24 The 268 

combination of her estimates of real growth and expected inflation produce an expected nominal 269 

GDP growth rate (that is the expected growth rate as of the beginning of the terminal period) of 270 

4.90 percent.  Ms. Phipps also considers the average nominal GDP growth rate forecast by EIA 271 

and Global Insight of 4.30 percent,25 in arriving at her long-term growth estimate of 272 

approximately 4.60 percent.26 273 

                                                 
23  Ibid. 
24  Ibid., at 23. 
25  Ibid., at 23-24. 
26  Ibid., at 24. 
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Q. Please briefly described the method by which Ms. Phipps arrives at her 2.40 percent 274 

expected inflation rate. 275 

A. Ms. Phipps relies on spot prices for ten and 30-year nominal Treasury yields, and 276 

Treasury Inflation Protected Securities, respectively, to develop the implied 20-year expected 277 

inflation rate at the terminal growth stage of her Multi-Stage DCF analyses (i.e., ten years 278 

hence).  In general, Ms. Phipps measures expected inflation as the compound annual difference 279 

between nominal Treasury yields and the TIPS yield (sometimes referred to as the TIPS spread); 280 

in particular, Ms. Phipps relies on the shape of the nominal Treasury and TIPS yield curves as of 281 

May 22, 2013 to develop the implied long-term inflation rate.27   282 

Q. Do you agree with Ms. Phipps’ approach in that regard? 283 

A. Not entirely. While I agree that the TIPS Spread is a reasonable, market-based measure of 284 

expected inflation, I disagree with Ms. Phipps’ use of spot yields, and the related (and important) 285 

assumption that the yield curve, in particular the spread between the 30 and ten-year Treasury 286 

yields over the next 30 years, is best represented by data on May 22, 2013. 287 

Q. Turning first to Ms. Phipps’ reliance on spot yields, please explain why you disagree 288 

with that approach. 289 

A. First, as discussed elsewhere in my rebuttal testimony, the Commission has expressed its 290 

concerns with the use of spot data.  Ms. Phipps’ reliance on a single day as representative of the 291 

capital market’s view as to the macroeconomic issues that define the shape of the yield curve 292 

over 30 years on that particular day. Nowhere in her testimony does Ms. Phipps explain why 293 

                                                 
27  Ibid., at 23. 
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May 22, 2013 is reasonably representative of the market’s view of expected inflation beginning 294 

ten years in the future.    295 

Second, Ms. Phipps’ calculation is a function of both the level and slope of both the 296 

nominal and TIPS yield curves on a given day. To the extent either of those parameters change 297 

from day-to-day, Ms. Phipps’ inflation calculation will change, often in a significant manner. As 298 

shown on Chart 5 (below), for example, since January 2013, the Term Spread between the 30 299 

and ten-year TIPS yield has been quite volatile.  From that perspective, the Commission’s 300 

concern that data as of a single day may not be representative of long-term expectations is well-301 

founded. 302 

Chart 5: Nominal Treasury Yield and TIPS Term Spreads (30-10 year)  303 

 304 

It also is important to note that multiple factors can affect the slope of the yield curve at 305 

any given point in time.  Announcements, or the market’s interpretation of Federal monetary 306 

policy initiatives, for example, may affect the supply/demand balance at different segments of 307 

the yield curve, thereby affecting the implied inflation calculation.  Similarly, investors’ views of 308 

relative risk may affect the extent to which they prefer short-term securities.  Because those 309 
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factors change daily, (as demonstrated above) the slope of the yield curve also may change on a 310 

daily basis.  Those factors, in turn, have a direct effect on Ms. Phipps’ calculation of implied 311 

inflation. 312 

Q. Given those concerns, what is your response to Ms. Phipps’ inflation estimate? 313 

A. While I agree that the TIPS Spread is a reasonable measure of inflation expectations, it is 314 

unreasonable to assume that the level and shape of the yield curve on a single day is an unbiased 315 

representation of the capital market’s long-term expectations with respect to the Term Structure 316 

of interest rates, either nominal or inflation-protected. Consequently, Ms. Phipps’ implied 317 

inflation assumption and, therefore, her long-term growth estimate and Multi-Stage DCF results 318 

are unreliable. 319 

Q. Have you undertaken any analyses to assess the reasonableness of Ms. Phipps’ 4.60 320 

percent nominal long-term GDP growth estimate? 321 

A. Yes, I have.  With respect to nominal GDP growth, I note that the long-term growth 322 

geometric average was 6.23 percent, and the arithmetic average was 6.48 percent. Those 323 

observed growth rates are as much as 188 basis points above the 4.60 percent projection on 324 

which Ms. Phipps relies as a measure of long-term expected growth.   Since the nominal long-325 

term GDP growth is applied beginning in year ten of Ms. Phipps’ Multi-Stage DCF model, I 326 

calculated the average ten year annual growth rates over the 1929 to 2012 period.  I then 327 

arranged that data in histograms to provide a perspective of how frequently various levels of 328 

growth have occurred.  As Chart 6 demonstrates, average annual growth as low as 4.60 percent 329 

has been observed very infrequently; when measured over ten year periods, average annual 330 

growth exceeded 4.60 percent in 68 of 74 periods.  To provide another perspective, I also 331 
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calculated average GDP growth over five year periods. In that case, average annual GDP growth 332 

rate was greater than 4.60 percent in 69 of 79 periods (see Chart 7). 333 

Chart 6: Average Annual GDP Growth Measured over Ten-Year Periods28 334 

 335 

                                                 
28  Source: Bureau of Economic Analysis. 
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Chart 7: Average Annual GDP Growth Measured over Five-Year Periods29 336 

 337 

Q. How did you calculate the long-term GDP growth rate? 338 

A. Consistent with the approach described in my direct testimony,30 my updated long-term 339 

growth rate of 5.70 percent is based on the real GDP growth rate of 3.22 percent from 1929 340 

through 2012,31 and an inflation rate of 2.39 percent.32  The GDP growth rate is calculated as the 341 

compound growth rate in the chain-weighted GDP for the period from 1929 through 2012.  The 342 

rate of inflation of 2.39 percent is a compound annual forward rate starting in ten years (i.e., 343 

2023, which is the beginning of the terminal period) and is based on the 30-day average 344 

projected inflation based on the spread between yields on long-term nominal Treasury Securities 345 

and long-term Treasury Inflation Protected Securities, known as the “TIPS spread”. 346 

                                                 
29  Source: Bureau of Economic Analysis. 
30  See Direct Testimony of Robert B. Hevert, at 19. 
31  See Bureau of Economic Analysis, May 30, 2013 update. 
32  See Board of Governors of the Federal Reserve System, Table H.15 Selected Interest Rates. 



Ameren Exhibit 20.0 
Page 22 of 64 

 

Q. What would be the effect on Ms. Phipps’ Multi-Stage DCF results if the long-term 347 

growth rate were changed from 4.60 percent to 5.70 percent? 348 

A. Changing the long-term growth rate in the terminal stage from 4.60 percent to 5.70 349 

percent, holding all else constant would cause Ms. Phipps’ Multi-Stage DCF results to increase 350 

from 8.36 percent to 9.23 percent.33   351 

Q. Do you agree with Ms. Phipps’ position that her long-term growth estimate is 352 

reasonable in the context of projected long-term interest rates? 353 

A. No, I do not.  As a preliminary matter, I note that Ms. Phipps’ discussion of the 354 

relationship between real GDP growth and the real “risk-free” rate of return is made in the 355 

context of her CAPM analysis.34  In that discussion, Ms. Phipps suggests that the real 30-year 356 

Treasury yield is a reasonable proxy of the real GDP growth rate, and that the 30-day Treasury 357 

yield as of May 22, 2013 is an appropriate measure of the long-term nominal GDP growth rate.35 358 

If Ms. Phipps is correct, the current Blue Chip Financial Forecast estimate of the 30-year 359 

Treasury yield as of 2020-2024 (that is, 5.60 percent) fully supports my long-term growth rate 360 

estimate, but substantially contradicts Ms. Phipps’ 4.60 percent estimate.36 361 

Q. Do current projections of the 30-year Treasury yield support Ms. Phipps’ position 362 

that the long-term growth rate included in her Multi-Stage DCF analysis is reasonable? 363 

A. No, they do not.  First, it is important to recall that the long-term growth rate is used to 364 

calculate the Terminal Value in the tenth year of Ms. Phipps’ Multi-Stage DCF analysis which, 365 

based on her May 22, 2013 stock price valuation date, is May 2023.  Assuming Ms. Phipps’ 366 
                                                 
33  See Ameren Exhibit 20.9.  While still somewhat low, I note that result is five basis points removed from the 9.28 

percent ROE recently authorized by the Illinois Commerce Commission, in Docket No. 12-0511/12-0512. 
34  See Direct Testimony of Rochelle M. Phipps, at 29-31. 
35  Ibid., at 31.  
36  Blue Chip Financial Forecasts, Vol. 32, No. 6, June 1, 2013, at 14. 
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position that the expected 30-year Treasury yield is a proxy for expected nominal GDP growth, 367 

the projected 30-year Treasury yield as of 2023 would serve as a check on the reasonableness of 368 

her 4.60 percent long-term growth rate assumption. 369 

Q. Do any of the sources of economic projections relied upon by Ms. Phipps provide 370 

the expected 30-year Treasury yield as of 2013? 371 

A. Yes. As noted above, the June 2013 edition of the Blue Chip Financial Forecast, which 372 

represents a consensus forecast of approximately 50 economists, projects the 30-year Treasury 373 

yield to average 5.60 percent for the period 2020-2024.  374 

Q. What do you conclude from those data and analyses? 375 

A. If Ms. Phipps is correct that the 30-year Treasury yield is a proxy for expected long-term 376 

nominal GDP growth, the Blue Chip Financial Forecast projection of 5.60 percent is only 20 377 

basis points below the 5.80 percent long-term growth projection included in my direct testimony, 378 

and 10 basis points below my updated 5.70 percent projection.    Consequently, Ms. Phipps’ 379 

position that long-term Treasury yields are a proxy for expected macroeconomic growth supports 380 

my 5.70 percent assumption. 381 

Q. Ms. Phipps also suggests that your long-term growth estimate is unreasonable 382 

because it implies a return on common equity of 19.2037 percent.  What is your response to 383 

Ms. Phipps on that point? 384 

A. As a preliminary matter, Ms. Phipps’ does not reconcile her recommendation of 8.47 385 

percent with the Value Line Return on Equity benchmarks she cites; “Value Line’s projected 386 

11.83% ROE for the proxy group” and the 2002 to 2012 average ROE of 11.07 percent for the 387 

                                                 
37  See Direct Testimony of Rochelle M. Phipps, at 42. 
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proxy group.38  In addition, Ms. Phipps’ assertion is premised on the “b times r” approach to 388 

estimating growth, which assumes that internal growth is defined as the product of the retention 389 

ratio (b) and the earned return on common equity (r).  As discussed in my response to Mr. 390 

Gorman, in prior orders the Commission has found that approach to be unreliable.  Ms. Phipps’ 391 

assertion, therefore, is premised on a method that the Commission has rejected.  Further, Ms. 392 

Phipps’ observation only holds if the strict assumptions underlying the Constant Growth DCF 393 

model are met.  That is, the Constant Growth model assumes that dividends, earnings and book 394 

value grow at the same, constant rate in perpetuity, and that the payout ratio and Price/Earnings 395 

ratios also remain constant (again, in perpetuity).39  396 

Q. To that point, do you agree with the assumption in Ms. Phipps’ non-constant DCF 397 

analysis that dividend payout ratios will remain constant in perpetuity? 398 

A. No, I do not.  As discussed in my direct testimony,40 one of the primary advantages of the 399 

Multi-Stage DCF model is that it allows for flexibility in adjusting the dividend payout ratio and 400 

growth rates estimates over time to reflect investor expectations.  Using Value Line data, Chart 8 401 

(below), illustrates the historical fluctuation in the average payout ratio for the proxy group.  As 402 

shown in Chart 8, Ms. Phipps’ assumption that payout ratios will remain constant in perpetuity is 403 

inconsistent with historical experience. 404 

                                                 
38  Ibid. 
39  Roger Morin, New Regulatory Finance (Public Utility Reports, Inc. 2006), at 255-256. 
40  See Direct Testimony of Robert B. Hevert, at 16-17. 
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Chart 8: Proxy Group Average Payout Ratio Over Time41 405 

 406 

Q. Do you agree with Ms. Phipps’ convention of using a single day spot price in her 407 

Multi-Stage DCF analysis? 408 

A. No, I do not.  As described in my discussion of Ms. Phipps’ application of the Quarterly 409 

Constant Growth DCF model, stock prices can to fluctuate from day-to-day due to sometimes 410 

volatile market movements.  As with the Quarterly Constant Growth DCF model, average prices 411 

better reflect market trends by mitigating the effect of anomalous events. 412 

Q. How do Ms. Phipps’ assumptions and inputs to the Multi-Stage DCF model 413 

contribute to the difference between her results and yours? 414 

A. Table 2 (below) presents the effect that a change in certain assumptions and inputs used 415 

in Ms. Phipps’ Multi-Stage DCF analysis would have on the ultimate results. 416 

                                                 
41  Source: Value Line. 
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Table 2: Multi-Stage DCF Model Results42 417 

  

As Filed (see ICC Staff Exhibit 5.0 and Ameren Exhibit 20.9) 8.36% 
Step 1: Adjust  dividend yield calculation 

Use average stock prices, not spot stock prices 8.35% 

Step 2: Update to June 14, 2013 
Use average stock prices, not spot stock prices 8.29% 

Step 3: Adjust long-term growth rate 
Use long-term growth rate of 5.60 percent 9.20% 

Step 4: Adjust long-term growth rate 
Use long-term growth rate of 5.70 percent 9.28% 

Difference from filed results 0.92% 

Q. Please explain the adjustments to Ms. Phipps’ application of the Multi-Stage DCF 418 

model that are included in Table 2 (above). 419 

A. Table 2 begins with the original results of Ms. Phipps’ Multi-Stage DCF analysis, which 420 

is based on spot stock prices as of May 22, 2013 and a long-term growth rate of approximately 421 

4.60 percent.  Step 1 adjusts the dividend yield calculation from Ms. Phipps “spot” dividend 422 

yield as of May 22, 2013, to the average dividend yield for the proxy group companies for the 423 

30-, 90-, and 180 days ending May 22, 2013.  Next, Step 2 updates the average dividend yield 424 

for the proxy group companies for the 30-, 90-, and 180 days ending June 14, 2013.  Step 3 425 

adjusts the long-term growth rate in the third-stage of Ms. Phipps’ analysis from 4.60 percent to 426 

the 5.60 percent Blue Chip Financial Forecast projection of the 30-year Treasury yield (as a 427 

proxy for expected long-term nominal GDP growth) as cited by Ms. Phipps.  Lastly, Step 4 428 

adjusts the long-term growth rate in the third-stage to my updated projected growth rate of 5.70 429 

percent.  As a result of those four adjustments to Ms. Phipps’ Multi-Stage DCF model, the 430 

average result increased from 8.36 percent to 9.28 percent.   431 

                                                 
42  See Ameren Exhibit 20.9. 
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C. Application of the Capital Asset Pricing Model 432 

Q. Please summarize Ms. Phipps’ inputs to her CAPM analysis, and the results from 433 

that analysis. 434 

A. Ms. Phipps’ CAPM estimate is based on a risk-free rate of 3.24 percent, a Market Risk 435 

Premium of 8.80 percent, and an average Beta coefficient of 0.60. Based on those assumptions, 436 

Ms. Phipps arrives at a cost of equity estimate of 8.52 percent.43 437 

Q. Are there similarities between your CAPM analysis and Ms. Phipps’? 438 

A. Yes, there are. Ms. Phipps and I agree on the general construct of the CAPM whereby a 439 

risk premium is added to a risk-free rate to determine the required rate of return.  The risk 440 

premium is calculated by multiplying the proxy group’s average Beta coefficient by the overall 441 

market risk premium. Ms. Phipps and I also agree on the use of a prospective or ex-ante market 442 

risk premium, rather than a historical or ex-post risk premium. 443 

Q. What are the major areas of disagreement between you and Ms. Phipps regarding 444 

the application of the CAPM? 445 

A. The major areas of disagreement include: (1) the use of a “spot” risk-free rate; (2) the 446 

appropriate Beta coefficient; and (3) the calculation of the expected return on the overall market, 447 

which is used to determine the ex-ante market risk premium. 448 

Q. Has the Commission rejected the use the “spot” risk-free rate in the application of 449 

the CAPM? 450 

A. Yes, as noted above, in prior orders the Commission has rejected the use of spot prices.  451 

In a similar manner, the Commission has rejected the use of spot estimates of the risk-free rates.  452 

                                                 
43  See ICC Staff Exhibit 5.0, Schedule 5.11 
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As noted in its decision in Docket No. 10-0467, the Commission rejected Staff witness 453 

McNally’s use of “spot” risk-free rate estimates, stating that: “The Commission has recently 454 

rejected use of such a pure ‘spot date’ approach in its North Shore decision and noted the 455 

problems that can result from using such data,”44 finding the use of a “spot” risk-free rate as 456 

unfair to the applicant and lower than the risk-free rate investors demanded throughout that entire 457 

year.45 458 

Q. What is the basis of your disagreement with the risk-free rate used in Ms. Phipps’ 459 

CAPM analysis? 460 

A. While Ms. Phipps and I agree that the 30-year U.S. Treasury bond is the appropriate risk-461 

free rate, I disagree with her decision to use a “spot” risk-free rate as of May 22, 2013 for the 462 

same reason that I oppose using “spot” stock prices to calculate the stock price component of her 463 

DCF analysis. Here again, the use of a “spot” risk-free rate fails to attenuate the effects of daily 464 

trading behavior and market anomalies.  Chart 9 (below) shows that the yield on 30-year U.S. 465 

Treasury securities ranged from 2.82 percent to 3.56 percent between January 1, 2013 and June 466 

21, 2013, with the high of 3.56 percent most recently on June 21, 2013.  By using a “spot” 467 

interest rate, the CAPM result during the first six months of 2013 would vary substantially 468 

depending on the specific day the analysis was performed. 469 

                                                 
44  Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 152. 
45  Ibid., at 153. 
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Chart 9: 30-Year U.S. Treasury Bond Yields (January 1, 2013 – June 21, 2013) 470 

  471 

Q. How does Ms. Phipps derive the Beta coefficients for her CAPM analysis? 472 

A. Ms. Phipps’ Beta coefficients are based on three sources: (1) Value Line; (2) Zacks; and 473 

(3) her own regression analysis. Value Line reports an adjusted Beta coefficient, which is based 474 

on five years of weekly returns.  Zacks provides an unadjusted Beta coefficient (which Ms. 475 

Phipps adjusts), based on monthly returns over 60 months regressed against the S&P 500 Index. 476 

Lastly, Ms. Phipps calculates her own Beta coefficient using three steps: 477 

1. The U.S. Treasury bill return is subtracted from both the average percentage 478 
change in the sample’s stock prices and the percentage change in the NYSE index 479 
to estimate each portfolio’s return in excess of the risk-free rate; 480 

2. The excess returns of the sample are regressed against the excess returns of the 481 
NYSE Index to estimate the raw Beta coefficient, using 60 monthly observations 482 
of stock and Treasury bill return data; and 483 

3. The Beta is adjusted by multiplying the raw Beta coefficient by 0.66257 and 484 
adding 0.33743. 46 485 

                                                 
46  See Direct Testimony of Rochelle M. Phipps, at 33-34. 
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Q. Why do you disagree with the use of long-term, historical Beta coefficients, such as 486 

those on which Ms. Phipps relies? 487 

A. As discussed in my direct testimony, the Beta coefficient used to estimate the required 488 

ROE should reflect the level of expected systematic risk.  Value Line and Zacks both calculate 489 

Beta coefficients based on five years of data, which includes the period of the 2008-2009 credit 490 

crisis and financial market dislocation.  As stated in my direct testimony, I used an 18-month 491 

calculated Beta coefficient (in addition to the 60 and 24 month Betas calculated by Value Line 492 

and Bloomberg, respectively) to provide a more current view as to investors’ perspectives with 493 

respect to the systematic risk represented by the proxy group companies.47 494 

Q. Is a five-year period required to estimate a company’s Beta coefficient? 495 

A. No, it is not.  I note that financial data services such as Bloomberg enable analysts to 496 

specify the analytical period (e.g., six, twelve, twenty-four, sixty months), the holding period 497 

(e.g., daily, weekly, monthly), and the index (e.g., S&P 500, Dow Industrial, NYSE Composite 498 

Index) used to calculate Beta coefficients.   It is clear, therefore, that Bloomberg recognizes that 499 

analysts and investors alike consider the nature of the current market environment, determine 500 

when the default calculations published by standard sources such as Value Line are less relevant 501 

than alternative specifications, and develop Beta coefficients in a more meaningful manner when 502 

appropriate.  The calculation of Beta coefficients based on more current data therefore is 503 

consistent with the actual practice of analysts and investors and is analogous to the use of current 504 

stock prices in the DCF model. 505 

                                                 
47  See Direct Testimony of Robert B. Hevert, at 25-26. 
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Q. Does Ms. Phipps make any other observations regarding the use of Beta coefficients 506 

calculated over shorter time periods? 507 

A. Yes.  Ms. Phipps describes an “inherent volatility when calculating beta using only 508 

eighteen months of data,”48 suggesting that Beta coefficients calculated over an 18-month period 509 

are more prone to measurement error.  However, Ms. Phipps’ criticism appears misplaced as she 510 

does not explain why Beta coefficients calculated on 60 observations (five years of monthly 511 

returns) are less prone to measurement error than those calculated on 379 observations (18 512 

months of weekly returns measured daily).  As discussed in my response to Mr. Gorman, each of 513 

the proxy company Beta coefficients calculated in my testimony reveal a statistically significant 514 

relationship.  I also note that Ms. Phipps does not reconcile her concern for the “measurement 515 

error” associated with using 18 months of weekly returns measured daily (i.e., 379 observations) 516 

with her use of spot prices in both her DCF analyses (in the form of stock prices) or other aspects 517 

of her CAPM analysis (i.e., the risk-free rate).     518 

Q. How does the methodology that Ms. Phipps used to estimate the forward-looking 519 

Market Risk Premium differ from the approach that you relied upon in your direct 520 

testimony? 521 

A. While Ms. Phipps and I agree that it is important to use forward-looking market risk 522 

premia rather than historical risk premia in the CAPM, and that the DCF model is a reasonable 523 

means of calculating the expected market return, we disagree as to the appropriate methodology 524 

to estimate the expected return for the overall market, which is used to derive the market risk 525 

premium. Specifically, Ms. Phipps begins with the companies in the S&P 500 and excludes those 526 

                                                 
48  See Direct Testimony of Rochelle M. Phipps, at 44. 
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companies that do not pay dividends.49  While the calculation of the market risk premium that I 527 

rely on is similar to Ms. Phipps’, I include non-dividend paying companies. 528 

Q. Does Ms. Phipps accept your methodology? 529 

A. No, Ms. Phipps states that the “inclusion of the non-dividend paying companies in a 530 

constant growth DCF analysis upwardly biases [my] estimate of market return.”50  In my view, 531 

the purpose of that analysis is to estimate the expected return for the overall market. As such, it is 532 

appropriate to include as many companies as possible for which growth rate estimates are 533 

available, whether or not the company pays dividends. By doing so, it is possible to gauge equity 534 

investors’ return expectations for the entire universe of large-capitalization companies.  535 

Moreover, as discussed earlier in my rebuttal testimony, the Constant Growth DCF model (relied 536 

upon by Ms. Phipps in her calculation of the Market Risk Premium) assumes constant payout 537 

and Price/Earnings ratios in perpetuity; in the case of non-dividend paying companies, the rate of 538 

capital appreciate would equal the rate of dividend growth.  Consequently, the return to investors 539 

comes in the form of dividends and/or price appreciation. In that regard, it makes no difference 540 

whether or not a given company pays dividends. 541 

Q. Have you performed any additional analysis in order to check the reasonableness of 542 

your Bloomberg DCF-derived Market Risk Premium? 543 

A. Yes, I also have calculated the market risk premium using all 1,677 companies in the 544 

Value Line universe (which Ms. Phipps relies upon in several aspects of her analyses, such as 545 

Beta coefficients, and payout ratios) for which estimates are available. As shown in Ameren 546 

Exhibit 20.2, the Market Risk Premium for the Value Line universe ranges from 11.52 percent 547 

                                                 
49  Ibid., at 31. 
50  Ibid., at 45. 
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(simple average) to 10.29 percent (market-capitalization weighted average).  Based on the results 548 

of that analysis, I conclude that my 10.36 percent Market Risk Premium estimate is reasonable.  549 

D. Relevance and Application of Bond Yield Plus Risk Premium Approach 550 

Q. What is your response to Ms. Phipps’ claim that measuring the equity risk premium 551 

over thirty-two years implies the risk of utilities has not changed during that time? 552 

A. My Bond Yield Plus Risk Premium analysis was designed to address that concern.  As 553 

stated in my direct testimony, “the Equity Risk Premium is not constant over time; prior research 554 

has shown that it is directly related to expected market volatility, and inversely related to the 555 

level of interest rates.”51  As such, to perform my regression analysis, I used the semi-log 556 

regression to measure an absolute change in the dependent variable (the Equity Risk Premium) 557 

relative to a proportional change in the independent variable (the 30-year Treasury yield).  558 

Nonetheless, to address Ms. Phipps’ concerns, I performed an alternative approach the Bond 559 

Yield Plus Risk Premium analysis based on authorized ROEs from 2011 to the present.  I also 560 

included credit spreads (a measure of the incremental price of risk) as an additional independent 561 

variable.  This addresses Ms. Phipps’ concern that my analysis assumes that “risk of utilities has 562 

not changed” as well as her concern related to the “heavy reliance on historical data (1992-563 

2010).”52 564 

 As shown in Ameren Exhibit 20.10, I performed two regression analyses in which the 565 

observed Equity Risk Premium is the dependent variable, and measures of the prevailing 30-year 566 

Treasury yield and credit spread (based on each utility’s credit rating and the prevailing long-567 

term utility debt yield for that credit rating) are the independent variables.  In the first analysis, I 568 

                                                 
51  See Direct Testimony of Robert B. Hevert, at 29. 
52  See Direct Testimony of Rochelle M. Phipps, at 46. 



Ameren Exhibit 20.0 
Page 34 of 64 

 

assumed a linear relationship between the independent variables and the Equity Risk Premium.  569 

In the second analysis, I used the natural log of the prevailing Treasury yield and credit spread as 570 

the independent variables to account for the recent variability in interest rates.  Based on the 571 

regression coefficients in Ameren Exhibit 20.10, the implied ROE for a Baa-rated utility is 572 

between 9.85 percent and 9.89 percent.  While those results are below my recommended ROE, 573 

they are within the range of recently authorized returns. 574 

E. Effect of the GUA on the cost of equity 575 

Q. Does Ms. Phipps recommend an adjustment to the ROE as a result of the 576 

Company’s Rider GUA or any other revenue stabilization mechanisms? 577 

A. No, Ms. Phipps does not recommend an adjustment to the Company’s ROE at this point 578 

in time because “each of the Companies included in the gas sample currently have an 579 

uncollectible rider, an infrastructure rider, or both.”53  However, Ms. Phipps indicated that in the 580 

event that the Company would implement both an uncollectible rider and an infrastructure rider, 581 

this “may warrant adjusting the Company’s cost of equity downward to reflect its lower risk 582 

relative to the risk of the companies comprising the gas sample.”54  At this time, the Company 583 

has not implemented or proposed an infrastructure rider.   584 

Q. Do you agree with Ms. Phipps’ position regarding the potential effect of an 585 

“infrastructure rider” on the Company’s cost of equity? 586 

A.  No, I do not.  As I stated in my direct testimony, for the purpose of estimating the cost of 587 

equity, the “the relevant issue is whether the mechanisms proposed by the Company render the 588 

Company so much less risky relative to the proxy companies in the long run that investors 589 

                                                 
53  See Direct Testimony of Rochelle M. Phipps, at 40. 
54  Ibid. 
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knowingly and meaningfully reduce their return requirements as a specific result of the 590 

proposal.”55  While the Company has not proposed an infrastructure cost recovery mechanism, 591 

as shown on Ameren Exhibit 5.9 of my direct testimony, eight of the nine proxy companies have 592 

implemented such structures.  On a relative basis, therefore, implementing an infrastructure cost 593 

recovery mechanism would only improve the comparability of AIC to the proxy companies. 594 

Q. Please describe the other revenue stabilization mechanisms that the proxy 595 

companies have implemented. 596 

A. Ameren Exhibit 5.9 of my direct testimony also includes a summary of other revenue 597 

stabilization mechanisms that the proxy companies employ – some of which AIC does not 598 

currently have in place, including various expense trackers, weather adjustment mechanisms, and 599 

decoupling mechanisms.  The prevalence of revenue stabilization mechanisms in natural gas 600 

utilities, and the relationship between structures and the cost of equity, has been noted by a 601 

number of regulatory commissions.  In its most recent order regarding Baltimore Gas and 602 

Electric, for example, the Public Service Commission of Maryland, stated that: 603 

We will not further reduce that return as a result of BGE’s decoupling 604 
mechanism.  No party argued that the Company should have a reduced 605 
ROE for its natural gas operations because of decoupling.  Instead, as 606 
the parties testified, decoupling provisions are common among natural 607 
gas distribution companies.56 608 

Similarly, in its recent order regarding Southwest Gas, the Public Utilities Commission of 609 

Nevada also noted that revenue stabilization mechanisms have become quite common: 610 

                                                 
55  Direct Testimony of Robert B. Hevert, at 40. 
56  Baltimore Gas & Electric, Public Service Commission of Maryland, Case No. 9299, Order No. 85374, February 

22, 2013, at 78. 
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The Commission further finds that an adjustment for SWG’s revenue 611 
decoupling mechanism is unnecessary as all of the companies in the 612 
Proxy Group have some form of a rate stabilization mechanism in 613 
place.57 614 

The Public Service Commission of Wyoming also provided similar guidance in 615 

approving Questar Gas’ proposed Conservation Enabling Tariff.  Specifically, the Public Service 616 

Commission denied an adjustment to the ROE proposed by the Office of Consumer Advocate 617 

stating: 618 

This suggested reduction in ROE is not appropriate because eight of 619 
the ten utilities in the proxy group Questar used in its DCF analysis 620 
have some sort of decoupling mechanism.  If the decoupled utilities 621 
are part of the proxy group, the risk reduction is already accounted for 622 
when the proxy group financial parameters are used to determine a 623 
ROE for the Company.  The Commission agrees with Questar that 624 
financial analysts now tend to treat revenue stabilization measures as a 625 
norm, rather than an exception, which requires adjustments.58 626 

It appears that regulatory commissions have recognized the widespread use of revenue 627 

stabilization mechanisms.  Given that revenue stabilization mechanisms are viewed as the 628 

“norm”, it is appropriate to consider the effect that a lack of such mechanisms has on the relative 629 

risk of the Company. 630 

Q. What do you conclude regarding the effect of AIC’s cost recovery riders on the 631 

Company’s cost of equity? 632 

A. In my experience, tracking mechanisms are put in place to enable the more timely 633 

recovery of large, variable, and exogenous costs.  Certain costs may meet those criteria for one 634 

company, but not for another.  For example, as shown in Chart 10 (below), relative to the proxy 635 
                                                 
57  Southwest Gas Corporation, Public Utilities Commission of Nevada, Docket No. 12-04005, Modified Final 

Order, December 14, 2012, at 28. 
58  Public Service Commission of Wyoming, Docket No. 30010-94-GR-08, Record No. 11846, Memorandum 

Opinion, Findings and Order, In the Matter of the Application of the Questar Gas Company for Approval to 
Implement an Increase in the Non-Gas Rates and Charges for A General Rate Increase of $482,980 and for 
Approval of a Conservation Enabling Tariff, June 17, 2009, at para. 50. 
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companies AIC has experienced a high level of uncollectible expenses; as a percentage of total 636 

operating revenue AIC’s expenses from uncollectible accounts have been nearly twice as high as 637 

the average proxy companies’ expenses.59  Taken in that context, the fact that AIC has the GUA 638 

in place while other companies do not, may simply reflect the fact that uncollectible costs are not 639 

as material an issue for other companies as they are for AIC.  In that regard, I agree with Ms. 640 

Phipps that the GUA is not incrementally risk-mitigating, and does not require a reduction to the 641 

ROE.  642 

Chart 10: Percent Uncollectible Expenses to Total Operating Revenue60 643 

 644 

To the extent that a given utility’s regulatory framework provides for a degree of 645 

mitigation of such incremental risks and costs, that framework serves to place the utility in the 646 

same position it would be in, absent those risks or costs; they do not necessarily lower the subject 647 

utility’s relative risk profile.  As discussed in my direct testimony, the financial community’s 648 

                                                 
59  AIC’s average ratio of Uncollectible Expenses to Total Operating Revenue has been 1.19 percent, compared to 

the proxy group average of 0.64 percent. 
60  Source: SNL Financial 
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view of regulatory risks faced by AIC is somewhat higher than that of the proxy companies.61  649 

As revenue stabilization mechanisms have become more prevalent in the industry, a lack of 650 

comparable mechanisms for AIC may well increases investors’ perception of the Company’s 651 

relative regulatory risk. 652 

F. Recovery of Flotation Costs 653 

Q. What is Ms. Phipps’ position with regard to recovery of flotation costs? 654 

A. Ms. Phipps opposes recovery of flotation costs, citing Commission precedent.  In 655 

addition, Ms. Phipps is concerned that my calculation of flotation costs is not based on actual 656 

issuance costs that the Company has incurred but not previously recovered through rates, but on 657 

the average costs of issuing equity that were incurred by Ameren Corporation (Ameren) and the 658 

proxy group companies in their two most recent equity issuances. 659 

Q. Do you agree with Ms. Phipps that AIC has failed to demonstrate that it has 660 

incurred flotation costs prior to the test year, which have not been recovered through 661 

rates? 662 

A. No, I do not.  As explained in my direct testimony, flotation costs are part of the invested 663 

costs of the utility, which are properly reflected on the balance sheet under “paid in capital.” 664 

They are not current expenses, and therefore are not reflected on the income statement.  Rather, 665 

like investments in rate base or issuance costs of long-term debt, flotation costs are incurred over 666 

time, but remain part of the cost structure that exists during the test year and beyond.62  Although 667 

AIC does not issue common stock, it still must compete for equity capital with other Ameren 668 
                                                 
61  See Direct Testimony of Robert B. Hevert, at 34-35. 
62  Roger A. Morin, New Regulatory Finance, (Public Utilities Reports, Inc. 2006), at 321-322;  Shannon P. Pratt, 

Cost of Capital Estimation and Applications, Second Edition, at 220-221; and Cleveland S. Patterson, Flotation 
Cost Allowance in Rate of Return Regulation: Comment, The Journal of Finance Vol. XXXVIII, No. 4. 
September 1983, at 1337. 
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affiliates.  The common stock which has been issued by Ameren, the parent holding company, 669 

includes flotation costs, which are passed through to AIC.  My calculation of flotation costs 670 

includes the last two equity issuances for Ameren and as such, the Company has incurred actual 671 

flotation costs that have not been previously recovered through rates.  As such, I continue to 672 

believe it is appropriate to consider flotation costs in the determination of where the Company’s 673 

ROE falls within the range of results. 674 

G. Reasonableness of ROE Recommendations 675 

Q. Does Ms. Phipps assess the reasonableness of her ROE recommendation relative to 676 

other observable market indicators? 677 

A. Yes, Ms. Phipps states: “Along with DCF and risk premium analyses, I have considered 678 

the observable 4.19% rate of return the market currently requires on less risky A-rated long-term 679 

debt.” 63 680 

Q. Do you agree with Ms. Phipps’ comparison of her ROE recommendations to the 681 

yield on A-rated utility debt? 682 

A. No, I do not.  First, Ms. Phipps assesses the reasonableness of her ROE recommendation 683 

of 8.47 percent by comparison to the yield on A-rated utility debt, even though AIC has long-684 

term issuer ratings of BBB (S&P) and Baa2 (Moody’s).  It is not clear why Ms. Phipps’ 685 

comparison is based on utilities that are rated three notches higher than AIC.  Moreover, Ms. 686 

Phipps fails to consider the inverse relationship between interest rates and the equity risk 687 

premium; that is, as interest rates decline, the equity risk premium would be expected to increase.  688 

Finally, it is not possible to reconcile Ms. Phipps’ recommendations with the Commission’s 689 

                                                 
63  See Direct Testimony of Rochelle M. Phipps, at 37. 
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recent 9.28 percent ROE award for North Shore Gas and Peoples Gas in light of the fact that 690 

North Shore Gas and Peoples Gas have a higher long-term issuer rating from both S&P (A-) and 691 

Moody’s (A3). 692 

Q. How does Ms. Phipps’ ROE recommendation compare to the average yield on Baa 693 

rated utility debt? 694 

A. Compared to the Moody’s Baa-rated utility bond index, which is more representative of 695 

the Company’s actual credit rating, Ms. Phipps’ ROE recommendation provides investors with 696 

an inadequate equity risk premium. The average year-to-date yield on the Moody’s Baa-rated 697 

utility bond index through June 14, 2013, was 4.67 percent.  In my direct testimony, I presented 698 

an analysis of recently authorized ROEs for natural gas utilities on a “build-up” basis.64  As 699 

shown in Ameren Exhibit 20.11, I updated that analysis to assess the current equity risk 700 

premium.  Applying the average year-to-date risk premium to the Moody’s Baa-rated utility debt 701 

cost of 4.67 percent yields an ROE estimate of 9.64 percent, which is 117 basis points higher 702 

than Ms. Phipps’ 8.47 percent ROE recommendation. 703 

Q. Does Ms. Phipps consider the effect of her recommendation on the Company’s 704 

overall business and financial risk profile? 705 

A. Ms. Phipps performs an analysis based on the financial guideline ratios applied by 706 

Moody’s in assessing a company’s overall business and profile risk.65  However, these factors 707 

only account for 40.00 percent of Moody’s methodology.  The remaining 60.00 percent is 708 

comprised of an assessment of: (1) regulatory framework; (2) ability to recover costs and earn 709 

                                                 
64  See Direct Testimony of Robert B. Hevert, at 51. 
65  See Direct Testimony of Rochelle M. Phipps, at 38-39. 
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returns; and (3) diversification.66  The Company’s credit rating and outlook depend substantially 710 

on the extent to which rating agencies view the regulatory environment credit supportive, or not.   711 

Moody’s, for example, finds the regulatory environment to be so important that 50.00 percent of 712 

the factors that weigh in the Company’s ratings determination are determined by the nature of 713 

regulation.  Similarly, Standard & Poor’s has noted that: 714 

The assessment of regulatory risk is perhaps the most important factor 715 
in Standard & Poor’s Ratings Services’ analysis of a U.S. regulated, 716 
investor-owned utility’s business risk. Each of the other four factors 717 
we examine--markets, operations, competitiveness, and management--718 
can affect the quality of the regulation a utility experiences, but we 719 
believe the fundamental regulatory environment in the jurisdictions in 720 
which a utility operates often influences credit quality the most.67 721 

Given the weight that both Moody’s and S&P place on the nature of regulatory 722 

environment, I believe it is important to consider the effect of the ROE recommendation in the 723 

context of the Company’s regulatory risk profile.  A recommendation of 8.47 percent is 36 basis 724 

points below the lowest authorized ROE for any natural gas utility since at least 1980.  As 725 

discussed in the rebuttal testimony of Mr. Craig D. Nelson, Moody’s recently observed, “The 726 

ICC has a history of authorizing punitive rates of return and disallowances that led to contentious 727 

relationships with the utilities.  The poor regulatory treatment has been a key negative credit 728 

factor for utilities operating in Illinois.”68  An ROE recommendation of 8.47 percent will only 729 

put further pressure on the Company’s regulatory risk profile, which is a substantial component 730 

in assessing a company’s overall business and risk profile. 731 

                                                 
66  Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, August 2009. 
67  Standard & Poor’s, Utilities: Standard & Poor's Revises Its U.S. Utility Regulatory Assessments, December 28, 

2012. 
68  Moody’s Investor Service, Credit Opinion: Ameren Illinois Company, June 13, 2013. 
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Q. Does Ms. Phipps consider any company-specific business risks indicating that AIC 732 

is more risky than the natural gas proxy group? 733 

A. No, Ms. Phipps fails to consider company-specific business risks, including the weather-734 

related risk for the Company’s natural gas operations due to the lack of a weather normalization 735 

adjustment clause, as well as the higher level of regulatory risk which has characterized the 736 

operating environment for utilities in the State of Illinois, as noted by S&P, Moody’s and RRA. 737 

Both of those risks serve to decrease the stability and predictability of cash flows for AIC, and 738 

therefore supports a cost of equity toward the upper end of the range of results. 739 

V. RESPONSE TO IIEC WITNESS, MR. MICHAEL P. GORMAN 740 

Q. Please summarize Mr. Gorman’s recommendation regarding the Company’s cost of 741 

equity. 742 

A. Mr. Gorman recommends an ROE point estimate of 9.10 percent,69 although he does not 743 

provide a range of recommended returns.  Mr. Gorman’s ROE recommendation is set by 744 

reference to his Constant Growth DCF (based on analysts’ earnings growth estimates), 745 

Sustainable Growth DCF, and Multi-Stage DCF analyses, for which the average of the median 746 

results is 9.06 percent (rounded to 9.10 percent).70  Mr. Gorman’s places little weight on his 747 

CAPM result (8.10 percent) due to his concern regarding the data available for that model.71  748 

Q.  What are the principal areas in which you disagree with Mr. Gorman? 749 

A. The principal areas in which I disagree with Mr. Gorman’s analyses and conclusions 750 

include: (1) the relevance of the Constant Growth DCF model; (2) the application of the Multi-751 

                                                 
69  See, Direct Testimony and Exhibits of Michael P. Gorman, at 2. 
70  Ibid., at 28. 
71  Ibid., at 36. 
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Stage DCF model; (3) the calculation of the Market Risk Premium component of the CAPM and 752 

in particular, the expected market return assumed in our respective analyses; (4) Mr. Gorman’s 753 

assertion that his 9.10 percent ROE recommendation is supportive of the Company’s financial 754 

integrity; (5) the implications of current market conditions for AIC’s cost of equity; and (6) 755 

recovery of flotation costs.   756 

A. Relevance of the Constant Growth DCF Model 757 

Q. What is your concern regarding Mr. Gorman’s use of the Constant Growth DCF 758 

Model? 759 

A. As shown on IIEC Exhibit 1.4, Mr. Gorman’s Quarterly Constant Growth DCF analysis 760 

applying analysts’ growth rates produces mean and median results of 8.83 percent, and 8.76 761 

percent, respectively.  As discussed in my response to Ms. Phipps, it is difficult to reconcile such 762 

results with prevailing and expected market conditions.  Moreover, those results are far removed 763 

from recently authorized returns around the country in general, including in Illinois.72  Mr. 764 

Gorman presents an additional form of the Quarterly Constant Growth DCF model applying a 765 

measure of “Sustainable Growth”.  As shown in IIEC Exhibit 1.7, this analysis produces mean 766 

and median results of 10.01 percent and 9.66 percent, respectively.  767 

Q. How does Mr. Gorman derive his “Sustainable Growth” estimate? 768 

A. Mr. Gorman calculates his “Sustainable Growth” DCF result by adding the product of the 769 

earnings retention ratio (B) and the expected return on common equity (R) for each company in 770 

the proxy group to the product of the Market-to-Book Ratio, the expected growth in shares 771 
                                                 
72  Since 1980, the lowest authorized return in any jurisdiction for a natural gas utility was 8.83 percent.  The 8.83 

percent ROE was authorized for Yankee Gas by the Connecticut Public Utilities Regulatory Authority.  As such, 
Regulatory Research Associates has given the jurisdiction the lowest possible ranking (Below Average / 3) from 
an investor perspective, noting that “the regulatory climate in Connecticut has been particularly restrictive from 
an investor perspective.” 
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outstanding (together, referred to by Mr. Gorman as the “S Factor”) and one minus one divided 772 

by the Market-to-Book Ratio (referred to by Mr. Gorman as the “V Factor”).73  773 

Q. Has the Commission previously rejected the use of Sustainable Growth estimates 774 

based on the “b times r” approach proposed by Mr. Gorman? 775 

A. Yes, it has. As noted earlier, in Docket No. 10-0467, the Commission rejected the use of 776 

the “b times r” approach.74 777 

Q. Why do you disagree with Mr. Gorman’s application of the “Sustainable Growth” 778 

estimate? 779 

A. I disagree with Mr. Gorman’s Sustainable Growth estimate for several reasons. First, the 780 

underlying premise of Mr. Gorman’s calculation is that future earnings will increase as the 781 

retention ratio (i.e., the portion of earnings not paid out in dividends) increases. That is, if future 782 

growth is modeled as “B times R”, growth will increase as the retention ratio increases.  There 783 

are, however, several reasons why that may not be the case.  Management decisions to conserve 784 

cash for capital investments, to manage the dividend payout for the purpose of  minimizing 785 

future dividend reductions, or to signal future earnings prospects can and do influence dividend 786 

payout (and therefore earnings retention) decisions in the near-term.  787 

Q. What are your conclusions with regard to Mr. Gorman’s application of the 788 

Constant Growth DCF model? 789 

A. As discussed above, Mr. Gorman’s Constant Growth DCF analyses produce unreasonable 790 

results and raise methodological concerns that are inconsistent with previously stated 791 

                                                 
73  See IIEC Exhibit 1.6. 
74  See Illinois Commerce Commission, Docket No. 10-0467, Order, May 24, 2011, at 152. 
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Commission preferences.  In any event, as discussed in my response to Ms. Phipps, the 792 

Commission affirmed its preference for the Multi-Stage form of the DCF approach in the 793 

Company’s most recent Order.75  Consequently, I do not believe that Mr. Gorman’s Constant 794 

Growth DCF model results provide meaningful information for the purpose of estimating the 795 

Company’s cost of equity.  796 

B. Application of the Multi-Stage DCF Model 797 

Q. Do you agree with Mr. Gorman’s application of the Multi-Stage DCF model? 798 

A. No, I do not.  Mr. Gorman’s Multi-Stage DCF model contains several assumptions that 799 

produce unreasonably low ROE estimates.  In particular, Mr. Gorman’s model assumes a 800 

constant payout ratio over the model’s 200 year horizon based on the current level of dividends.  801 

In addition, Mr. Gorman’s model assumes a terminal growth rate beginning in the eleventh year 802 

of his model that relies on a GDP growth rate projection that ends in the eleventh year.76    This 803 

assumption has the effect of unreasonably decreasing Mr. Gorman’s Multi-Stage DCF estimates. 804 

Q. Do you agree with the long-term growth rate in Mr. Gorman’s Multi-Stage DCF 805 

model? 806 

A. No, I do not.  Mr. Gorman assumes a long-term growth rate of 4.90 percent, which is the 807 

approximate average of the five and ten-year GDP growth rate estimates, as reported by Blue 808 

Chip.77  As a consequence, the term of even the longest Blue Chip forecast relied on by Mr. 809 

Gorman falls short of the period for which it is used in his model.  810 

                                                 
75  See Illinois Commerce Commission, Docket No. 11-0282, Order, January 10, 2012, at 122. 
76  See Direct Testimony and Exhibits of Michael P. Gorman, at 35. 
77  See Direct Testimony and Exhibits of Michael P. Gorman, at 25-26.  Mr. Gorman calculates his nominal GDP 

growth rates based on separate Blue Chip consensus forecasts for real GDP growth and growth in the GDP 
Chained Price Index for the periods 2015-2019 and 2020-2024. 



Ameren Exhibit 20.0 
Page 46 of 64 

 

Q. Is there another approach to calculating the long-term growth rate that produces 811 

more reasonable results than Mr. Gorman’s 4.90 percent estimate? 812 

A. Yes, there is.  As Mr. Gorman points out in his direct testimony (page 25), nominal GDP 813 

growth is the product of real GDP growth and inflation.  It is possible to use observable market 814 

data regarding nominal and inflation-protected Treasury yields (referred to as Treasury Inflation 815 

Protected Securities or TIPS) to calculate the market’s forward view of inflation (that is, inflation 816 

expected over the long term beginning ten years from now).78  In particular, the difference 817 

between nominal Treasury yields and TIPS yields is commonly considered to be a measure of 818 

expected inflation.  Because the expected rate of inflation is easily calculated, all that is needed is 819 

an estimate of long-term real GDP growth. 820 

Q.  Is there a method that can be used to estimate projected long-term real GDP growth 821 

beginning ten years from now? 822 

A. Yes, there is.  In his response to my CAPM analysis, Mr. Gorman refers to the long-term 823 

average rate of capital appreciation (measured from 1926 through 2012) as a measure of the 824 

market’s expectation of the forward-looking (that is, the expected) rate of growth.  As Mr. 825 

Gorman explains, he uses “this gauge of past actual capital appreciation in the market as an 826 

estimate of future expected growth of the market index going forward…”79  That same approach 827 

can be applied to real GDP growth; historical real GDP growth can be used as a measure of 828 

expected real GDP growth in the terminal period.  According to data provided by the Bureau of 829 

Economic Analysis, over the period 1929 to 2012 the average annual real GDP growth rate was 830 

3.22 percent.  Combining real GDP growth with the expected inflation rate of 2.39 percent 831 

                                                 
78  See, for example, Minutes of the Federal Open Market Committee October 23–24, 2012, at 4.  See also Direct 

Testimony of Rochelle M. Phipps, at 23. 
79  Direct Testimony and Exhibits of Michael P. Gorman, at 48. 
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produces an expected long-term growth rate of 5.70 percent.  By comparison, this estimate of 832 

long-term growth is conservative relative to the 6.48 percent arithmetic average GDP growth rate 833 

experienced from 1929 through 2012 that is discussed in my response to Ms. Phipps. 834 

Q. How does Mr. Gorman’s assumption regarding dividend payout ratios differ from 835 

the assumption in your Multi-Stage DCF model? 836 

A. While my Multi-Stage DCF model allows for dividend payout ratios to change over time, 837 

Mr. Gorman assumes that the current level of payout ratios for the proxy groups will remain 838 

unchanged over the entire study period.  As discussed in my response to Ms. Phipps and 839 

demonstrated in Chart 8, the average payout ratio for the proxy group has fluctuated substantially 840 

over time.  Therefore, as explained in my direct testimony, it is reasonable to incorporate analyst 841 

projected payout ratios for the near term, but over the long-term assume payout ratios will revert 842 

to the median of the historical payout ratio of gas utility companies.80  843 

Q. With those points in mind, did you make adjustments to Mr. Gorman’s analysis? 844 

A. Yes, Table 3 (below) shows the step-by-step results of adjustments that I made to Mr. 845 

Gorman’s Multi-Stage DCF model.  I initially recreated the Multi-Stage DCF Model provided by 846 

Mr. Gorman.  My first step was to update the market data to June 14, 2013.  Next, I revised the 847 

long-term growth rate used in the final stage of Mr. Gorman’s model to the more reasonable 848 

estimate of long-term nominal GDP growth that I described above.  As shown in Table 3, these 849 

adjustments bring his Multi-Stage DCF results within the range of recently authorized ROEs. 850 

                                                 
80  See Direct Testimony of Robert B. Hevert at 19-20. 
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Table 3: Adjustments to Mr. Gorman’s Multi-Stage DCF Model81  851 

Step Mean ROE 
As Filed (see, IIEC Exhibit 1.9): 

• Data as of May 17, 2013 8.74% 

Step 1:  Update market data  
• Data as of June 14, 2013 8.71% 

Step 2:  Change long-term GDP growth rate estimate 
• Projected nominal GDP growth rate of 5.70% 9.35% 

Total increase in ROE estimate 0.61% 

C. Application of Capital Asset Pricing Model 852 

Q. Please summarize Mr. Gorman’s CAPM analysis. 853 

A. Mr. Gorman’s CAPM estimate is based on a risk-free rate of 3.70 percent, a Market Risk 854 

Premium of 6.70 percent, and a Beta coefficient of 0.66 for his proxy group. Based on those 855 

inputs, Mr. Gorman arrives at a CAPM estimate of 8.12 percent.82  As noted earlier, Mr. Gorman 856 

rightly expresses concern that his CAPM does not produce a fair and accurate estimate of the 857 

Company’s cost of equity. 858 

Q. Does Mr. Gorman note any objections to your CAPM analysis? 859 

A. Yes, Mr. Gorman asserts that my DCF-derived MRP estimate is based on a growth rate 860 

component that is “far too high” to be “sustainable”.83  Because Mr. Gorman’s concern with the 861 

“sustainability” of growth rates arises in other aspects of his testimony, I address his specific 862 

                                                 
81  IIEC Exhibit 1.9 and Ameren Exhibit 20.12 
82  See Direct Testimony and Exhibits of Michael P. Gorman, at 36. 
83  Ibid., at 48. 
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concern regarding the expected market growth rate below.  Mr. Gorman also suggests that my 863 

calculated 18-month Beta coefficient is “not reliable.”84 864 

Q. What is the basis of Mr. Gorman’s claim that your DCF-derived market return 865 

estimate is not “sustainable”? 866 

A. Mr. Gorman notes that the earnings growth rate component of my DCF-derived market 867 

return is higher than estimates of long-term nominal GDP growth and on that basis, concludes 868 

that those projections are “far too high to provide a rational outlook for sustainable long-term 869 

market growth.”85  Mr. Gorman supports his position by noting that the rate of capital 870 

appreciation for the “S&P 500 over the period from 1926 to 2012” was 7.50 percent.86  Adding 871 

the market average dividend yield of 2.40 percent to that 7.50 percent rate of growth, Mr. 872 

Gorman concludes that a reasonable expectation of the total market return would be 9.90 percent, 873 

which would translate to a “going-forward expected market risk premium of 7.1%.”87 874 

Q. Turning first to the expected total return on the market, do you agree with Mr. 875 

Gorman’s 9.90 percent estimate? 876 

A. No, I do not.  Since Mr. Gorman supports his position in terms of the historical rate of 877 

capital appreciation, it also is appropriate to consider the expected market return in the context of 878 

historical market returns.  In that regard, from 1926 through 2012, the arithmetic average market 879 

return (including the 7.50 percent capital appreciation rate noted by Mr. Gorman) was 11.80 880 

percent,88 or nearly 200 basis points above Mr. Gorman’s 9.90 percent estimate. 881 

                                                 
84  Ibid., at 47. 
85  Ibid., at 48. 
86  Ibid. 
87  Ibid.  
88  The return on Large Company Stocks, as reported by Morningstar, is the source on which Mr. Gorman relies to 

arrive at his 7.50 percent historical average capital appreciation rate. 
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Because Mr. Gorman concludes that the market return estimates used in my analyses are 882 

“too high” relative to historical levels, it also is instructive to understand how often various 883 

ranges of total returns actually have occurred over the 1926 to 2012 period.  To perform that 884 

analysis, I gathered the annual return on Large Company Stocks reported by Morningstar, 885 

produced a histogram of those observations, and calculated the probability that a given market 886 

return estimate would be observed.  The results of that analysis, which are presented in Chart 11, 887 

demonstrate that returns of 13.00 percent and higher actually occurred quite often. 888 

Chart 11: Frequency Distribution of Observed Market Returns, 1926 - 201289 889 

 890 

In fact, the 12.99 percent and 13.01 percent estimates, which Mr. Gorman asserts are “too 891 

high” by historical standards represent the 49th percentile of the actual returns observed from 892 

1926 to 2012.  In other words, of the 87 annual observations, 44 were 13.01 percent or higher.  893 

By that measure, my estimate is not too high; it is entirely consistent with the historical 894 

experience that Mr. Gorman considers to be relevant.   895 

                                                 
89  See Morningstar, Inc., 2012 Ibbotson Stocks, Bonds, Bills and Inflation Valuation Yearbook, at 168-169. 
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Q. Turning now to Mr. Gorman’s position that your MRP estimate is too high, did you 896 

also consider where your estimates fall within the range of historical observations? 897 

A. Yes, I did.  Similar to my review of observed market returns, I gathered the annual 898 

Market Risk Premia reported by Morningstar and produced a histogram of the observations.  The 899 

results of that analysis, which are presented in Chart 12, demonstrate that MRPs of at least 10.17 900 

percent (generally the range of the MRP estimates in my direct testimony) will occur 901 

approximately half of the time. 902 

Chart 12: MRP Frequency Distribution, 1926 - 201290 903 

 904 

I then considered a different perspective, calculating the cumulative probability of the 905 

same ranges of MRP estimates.  Those results, which are provided in Chart 13 (below) 906 

demonstrate that there is a greater than 45.00 percent likelihood that an MRP of at least 10.00 907 

percent will occur. 908 

                                                 
90  See Morningstar, Inc., 2012 Ibbotson Stocks, Bonds, Bills and Inflation Valuation Yearbook, at 168-169. 
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Chart 13: Cumulative Probability of Market Risk Premia 909 

 910 

Those data present another important point: the annual average MRP of 6.70 percent is 911 

quite heavily influenced by a small number of large, negative observations.  In 2008, for 912 

example, the MRP was negative 41.40 percent and as a result, the average long-term MRP fell.  913 

In other words, in the year during which market risk and uncertainty were at historically high 914 

levels, the historical average MRP suggested that investors required a significantly lower Return 915 

on Equity investments than they did on Treasury securities.  In fact, as shown on Table 4 916 

(below), from 2007-2012 the historical average MRP decreased from 7.10 percent to 6.70 917 

percent, while market volatility increased from 17.54 percent to a high of 32.69 percent in 2008 918 

and eventually fell to 17.80 percent in 2012.  That is, the effect of the 2007 to 2009 financial 919 

dislocation, in which realized returns fell and volatility increased, was to decrease the long-term 920 

average MRP. 921 
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Table 4: Historical MRP and Market Volatility 922 

 Market Volatility91 Historical MRP92 
2012 17.80 6.70% 
2011 24.20 6.60% 
2010 22.55 6.70% 
2009 31.48 6.70% 
2008 32.69 6.50% 
2007 17.54 7.10% 

The assumption that investors would become less risk averse (as manifested in a lower 923 

MRP) during periods of increasing market uncertainty (as measured by the volatility of returns) 924 

is counter-intuitive, and in my view, leads to unreliable analytical results. 925 

Lastly, while we disagree on other aspects of our CAPM analyses, Ms. Phipps and I rely 926 

on forward-looking MRP estimates, and calculate expected market returns that are generally 927 

consistent, and are well above Mr. Gorman’s 9.90 percent estimate. 928 

Q. Does Mr. Gorman’s observation that the historical rate of capital appreciation has 929 

been 7.50 percent relate to other aspects of his ROE analyses and recommendations? 930 

A. Yes, it does.  As noted earlier, Mr. Gorman’s DCF analyses are substantially influenced 931 

by his view as to what may or may not represent a “sustainable” rate of growth.  In fact, Mr. 932 

Gorman relies on that perspective when he replaces the analyst growth rates used in my Constant 933 

Growth DCF analysis with the Blue Chip projection of nominal GDP growth (4.90 percent).93  934 

Similarly, despite the fact that it is disconnected in time from its application in his analysis,94 Mr. 935 

                                                 
91 Bloomberg Professional Service.  Market Volatility equals the average VIX for a given year. 
92 See Morningstar, Inc., 2013 Ibbotson SBBI Risk Premia Over Time Report, at 9.  Historical MRP equals total 

return on large company stocks less income return on long-term government securities. 
93  See Direct Testimony and Exhibits of Michael P. Gorman, at 35. 
94  As noted earlier, the Blue Chip projection period ends in the year in which Mr. Gorman uses it as the estimate of 

expected perpetual GDP growth.   
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Gorman also relies on the Blue Chip nominal GDP growth projection as the terminal growth rate 936 

in his Multi-Stage DCF analysis.  937 

While Mr. Gorman suggests that 4.90 percent represents the upper limit on long-term 938 

growth, he also estimates the long-term forward-looking expected return on the market by 939 

assuming the 7.50 percent historical rate of capital appreciation.95  In other words, Mr. Gorman 940 

suggests that 4.90 percent is a reasonable estimate of long-term growth for the DCF model, and 941 

that 7.50 percent is an appropriate measure of long-term growth to estimate the expected market 942 

return.  The growth component of the constant growth DCF model represents the expected rate 943 

of capital appreciation; the same is true of the terminal growth rate used in his Multi-Stage DCF 944 

analysis.  Consequently, the 7.50 percent rate of capital appreciation that Mr. Gorman assumes 945 

for the purpose of his expected market return also represents a measure of expected long-term 946 

growth. 947 

In essence, Mr. Gorman’s analyses assume long-term growth rates of 4.90 percent to 7.50 948 

percent.  The long-term growth estimate assumed in my Multi-Stage DCF analysis (5.70 percent) 949 

falls within that range.  Consequently, Mr. Gorman’s assertions that my growth rate estimates are 950 

inflated are inconsistent with his own data and assumptions. 951 

Q. What are Mr. Gorman’s concerns with your use of the Beta coefficients calculated 952 

over 18-month periods? 953 

A. First, Mr. Gorman does not believe that 18 months constitutes a sufficiently long time 954 

frame.  In particular, Mr. Gorman suggests the 18-month Beta coefficient is “much less reliable” 955 

due to the fact that the number of observations is reduced relative to a Beta coefficient calculated 956 

                                                 
95  See Direct Testimony and Exhibits of Michael P. Gorman, at 48. 
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over two or five years.96   Mr. Gorman also does not believe that Beta coefficients calculated 957 

over 18 months are relevant metrics for long-term investors.  Rather, he suggests such 958 

calculations are appropriate for short-term or speculative investors, who are more interested in 959 

short-term price movements than the intrinsic long-term value of the subject company.97  Finally, 960 

Mr. Gorman does not agree with the use of an adjustment to reflect the tendency of Beta 961 

coefficients to drift toward the market mean of 1.00 when the Beta coefficients are calculated 962 

over 18 months. 963 

Q. Do you agree with those concerns? 964 

A. No.  First, Mr. Gorman’s concern about statistical relevance overlooks the fact that my 965 

18-month Beta coefficient relies on more observations than Bloomberg’s two-year Beta 966 

coefficient.  Whereas Value Line and Bloomberg compare the weekly returns of a given 967 

company relative to a market index (i.e., two years would result in 104 observations), I compare 968 

the weekly returns of the subject company to the S&P 500 on a daily basis (i.e., the weekly 969 

returns for each trading day in the 18 months, which results in 379 trading days).  In calculating 970 

the Beta coefficients, I performed a regression analysis using the proxy companies’ weekly 971 

returns on a daily basis as the dependent variable, and the same measure of returns for the S&P 972 

500 as the independent variable.  The t-statistics for each company indicate that the independent 973 

variable is statistically significant.98   974 

Mr. Gorman’s concerns regarding the 18-month Beta coefficient also seem to be at odds 975 

with his use of a near-term projection of Treasury bond yields for the risk-free rate in his CAPM 976 

analysis.  That is, Mr. Gorman relies on Blue Chip’s forecast 30-year Treasury yield for the third 977 

                                                 
96  See Direct Testimony and Exhibits of Michael P. Gorman, at 46. 
97  Ibid. 
98  See Ameren Exhibit 20.13. 
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quarter of 2014 (i.e., slightly over one year), yet he expresses concern with a Beta coefficient 978 

calculated over an 18-month period.99  Looking forward, Blue Chip projects the 30-year 979 

Treasury yield to increase to 5.40 percent over the next five years.100 980 

Mr. Gorman’s concern that the 18-month Beta coefficient should not be adjusted also is 981 

unfounded.  Marshall Blume’s 1971 paper, On the Assessment of Risk, reviewed the behavior of 982 

Beta coefficient as a measure of risk over time,101  and concluded that “[t]here was some 983 

tendency for the estimated values of these risk measure to regress towards the mean over 984 

time.”102  The author also found that correcting for this tendency led to “considerably more 985 

accurate assessments of the future values of risk.”103  Blume’s adjustment, which is very similar 986 

to those now used by Bloomberg and Value Line, was based on a regression analysis between an 987 

initial seven year period and the previous seven year period.  That is, Blume’s analysis focused 988 

on differences across successive periods, not differences within a given period.  Put another way, 989 

Blume looked to historical periods to adjust the current Beta coefficient, rather than focus on the 990 

change in the Beta coefficient within the current period.104  I also note that Beta coefficients 991 

calculated by Bloomberg over 18-month periods include the same adjustment formula.  Given 992 

the original premise of Blume’s adjustment, as well as Bloomberg’s continuing use of that 993 

adjustment for Beta coefficients calculated over 18- month periods, I believe that Mr. Gorman’s 994 

concerns are misplaced. 995 

                                                 
99 See Direct Testimony and Exhibits of Michael P. Gorman, at 30. 
100  See Blue Chip Financial Forecast, Vol. 32, No. 6, June 1, 2013, at 14.  5.40 percent equals the average of the 

2015-2019 consensus forecast (5.20 percent) and the 2020-2024 consensus forecast (5.60 percent). 
101  See Direct Testimony of Robert B. Hevert, at 26. 
102  Blume, Marshall E., On the Assessment of Risk, The Journal of Finance, Vol. 26, No. 1, March 1971, at 10. 
103  Ibid. 
104  Ibid., at 8-9.  Instead of running my own regression based on historical data, I relied upon an industry accepted 

practice to adjust the 18-month Beta Coefficient for its tendency toward the mean.   
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D. Financial Integrity 996 

Q. Please briefly summarize Mr. Gorman’s assessment of his recommendation as it 997 

affects measures of the Company’s financial integrity. 998 

A. Mr. Gorman evaluates the reasonableness of his ROE recommendation by evaluating the 999 

pro forma effect that his recommended ROE would have on three of the Company’s key 1000 

financial ratios with the goal of ascertaining whether those ratios would still fall within S&P’s 1001 

guideline ranges sufficient for an investment grade rating.105  In that regard, Mr. Gorman 1002 

develops the following pro forma ratios: (1) Total Debt to Total Capital; (2) Debt to Earnings 1003 

Before Interest, Taxes, Depreciation, and Amortization (EBITDA); and (3) Funds From 1004 

Operations (FFO) to Total Debt.  An obvious but important point is that Mr. Gorman’s analysis 1005 

assumes that the Company actually is able to earn the entirety of its authorized ROE on a going-1006 

forward basis. 1007 

In IIEC Exhibit 1.13, Mr. Gorman develops the pro forma financial ratios noted above 1008 

based on the Company’s retail cost of service, and his recommended ROE of 9.10 percent.  Mr. 1009 

Gorman notes that the Company has a business profile risk of “Excellent” and a financial risk 1010 

profile rating of “Significant” from S&P and assuming all other inputs to his pro forma financial 1011 

analysis remain unchanged, suggests that his recommended ROE of 9.10 percent would be 1012 

sufficient to maintain an investment grade credit rating.106 1013 

Q. Do you agree with Mr. Gorman’s analysis and conclusion? 1014 

A. No, I do not.  First, the fact that Mr. Gorman’s ROE recommendation produces credit 1015 

metrics that fall within a certain ratings category does not mean that rating agencies would assign 1016 

                                                 
105  See Direct Testimony and Exhibits of Michael P. Gorman, at 37-39. 
106  Ibid. 
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those ratings to the Company.  As discussed in my response to Ms. Phipps, of the factors that 1017 

Moody’s considers in arriving at a ratings determination, for example, 50.00 percent are based 1018 

on qualitative issues surrounding the regulatory environment and the ability to earn returns and 1019 

recover costs in a timely manner.107  As shown on Ameren Exhibit 20.14 an ROE as low as 5.97 1020 

percent would produce credit metrics in the same ratings categories as Mr. Gorman’s 9.10 1021 

percent recommendation.  It is difficult to assume, however, that there would be no ratings 1022 

pressure resulting from an authorized ROE of 5.97 percent.  I also note that my 10.40 percent 1023 

recommendation also would produce credit metrics in the same range, as would the 10.00 1024 

percent low end of my recommended range.    1025 

Given the qualitative factors noted above, a 10.40 percent ROE would be less likely to 1026 

put ratings pressure on the Company.  At the same time, even the low end of my recommended 1027 

range (10.00 percent) has the effect of improving the pro forma metrics developed in Mr. 1028 

Gorman’s IIEC Exhibit 1.13 (see Ameren Exhibit 20.14).  The distinction between preserving an 1029 

investment grade rating, as Mr. Gorman suggests, and improving the Company’s credit profile is 1030 

important.  There is little question that the capital market contractions of 2002-2003, and 2008-1031 

2009 severely limited the ability of lower-rated companies to access external capital. 1032 

It also is important to note that Moody’s has expressed the possibility of negative ratings 1033 

actions if authorized ROEs “were to decline to levels near 9.00%”.108  As Moody’s explained, 1034 

authorized ROEs at that level would lead to “declines in cash flow, or turn investor interest 1035 

toward competing utilities in more investor-friendly jurisdictions, or even to different sectors.”109 1036 

                                                 
107  See Moody’s Investors Service, Rating Methodology; Regulated Gas and Electric Utilities, August, 2009, at 4. 
108  Moody’s Investors Services, Industry Outlook, US Regulated Utilities: Regulatory Support, Low Natural Gas 

Prices Maintains Stability, February 6, 2013, at 4. 
109  Ibid. 
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In my view, and as noted by Moody’s, Mr. Gorman’s 9.10 percent ROE recommendation 1037 

would put downward pressure on cash flow-related credit metrics as well as the qualitative 1038 

factors considered in arriving at ratings determinations.  In that important respect, Mr. Gorman’s 1039 

recommendation presents an element of risk, not a source of support for the Company’s credit 1040 

profile. 1041 

E. Capital Market Conditions and Investor Risk Perceptions 1042 

Q. Please briefly summarize Mr. Gorman’s position regarding current capital market 1043 

conditions and their effect on the company’s cost of equity. 1044 

A. Mr. Gorman presents a review of general natural gas utility industry credit outlooks and 1045 

stock price performance, and concludes that the market has again embraced the natural gas utility 1046 

industry as a safe-haven investment, and views utility equity and debt investments as low-risk 1047 

securities.110  Mr. Gorman further states that my discussion “ignores market sentiments toward 1048 

utility companies, and instead lumps utility investments in with general corporate 1049 

investments.”111  The risk metrics discussed in my direct testimony, however, relate specifically 1050 

to the effect of capital market conditions on utility companies generally and the proxy group in 1051 

particular. 1052 

 Moreover, while Mr. Gorman is critical of my use of Beta coefficients calculated over 18 1053 

months,112 he fails to recognize that they reflect the proxy companies’ return volatility relative to 1054 

the volatility of overall market returns.  That is, the calculated Beta coefficient does not “lump” 1055 

those securities in with the broad market.  To the contrary, they specifically recognize each 1056 

proxy company’s risk as a utility relative to the broad market.  Consequently, Mr. Gorman is 1057 

                                                 
110  See Direct Testimony and Exhibits of Michael P. Gorman, at 54. 
111  Ibid., at 53. 
112  Ibid., at 45-47. 
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simply incorrect when he concludes that I somehow have “lumped” utilities together with 1058 

“general corporate investments.” 1059 

Q. Do you agree with Mr. Gorman’s conclusions regarding utility stock valuations and 1060 

their implications for the Company’s cost of equity? 1061 

A. No, I do not.  Mr. Gorman states that certain measures of utility stock valuations, in 1062 

particular P/E ratios and market price to cash flow (MP/CF) ratios, “show that stock valuation 1063 

measures for the proxy group are robust.”113  Mr. Gorman’s IIEC Exhibit 1.16, does not suggest 1064 

that utility stock valuations now are more robust than they historically have been; as Mr. Gorman 1065 

points out, the recent ratios are comparable to their twelve-year average.114  However, Mr. 1066 

Gorman fails to recognize that since the beginning of 2012 through June 21, 2013, natural gas 1067 

utilities were one of the worst performing equity market sectors.  In fact, while the S&P 500 1068 

gained approximately 25.00 percent, the proxy companies gained less than 1.00 percent (see 1069 

Chart 14, below). 1070 

                                                 
113  Ibid., at 54. 
114  Ibid. 
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Chart 14: Natural Gas Utilities, S&P 500 Price Performance115  1071 

   1072 

On an absolute and relative basis, therefore, gas utilities were among the weakest 1073 

industry sectors since the beginning of 2012.  1074 

F. Recovery of Flotation Costs 1075 

Q. What is Mr. Gorman’s position with regard to recovery of flotation costs? 1076 

A. Mr. Gorman acknowledges that flotation costs are a legitimate cost of doing business, but 1077 

suggests that the Commission only allow recovery if the actual costs are demonstrated and 1078 

proven to be reasonable.  Mr. Gorman further asserts that because AIC does not issue common 1079 

stock that it does not incur flotation costs.116 1080 

Q. What is your response to Mr. Gorman’s position? 1081 

A. As discussed in my response to Ms. Phipps, my calculation of flotation costs includes the 1082 

September 2009 equity issuance for Ameren.  As such, the Company has demonstrated that it has 1083 

                                                 
115  Data through June 21, 2013.  Source: SNL Financial. 
116  See Direct Testimony and Exhibits of Michael P. Gorman, at 52. 
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incurred actual flotation costs that have not been previously recovered through rates.  As shown 1084 

in Ameren Exhibit 5.8, the flotation cost percentage associated with that issuance was 3.082 1085 

percent, which is conservative relative to the flotation cost percentages for recent equity 1086 

issuances of the proxy group companies. Therefore, as suggested by Mr. Gorman, relying on 1087 

Ameren Corporation’s actual flotation cost percentage instead of the proxy group average, 1088 

results in a flotation cost of 12 basis points, rather than 14 basis points as observed in my direct 1089 

testimony.117 1090 

Q. Why should AIC be allowed to recover flotation costs when it does not directly issue 1091 

common stock? 1092 

A. Mr. Gorman’s assertion that AIC should not be allowed to recover flotation costs because 1093 

it does not issue common stock ignores the fact that AIC still must compete for equity capital 1094 

with other Ameren affiliates. The common stock which has been issued by Ameren Corporation, 1095 

the parent holding company, includes flotation costs, which are passed through to AIC.  If AIC is 1096 

not allowed to recover those costs, then investors in Ameren will not have been compensated for 1097 

actual, legitimate costs associated with issuing equity.  Consequently, I continue to believe it is 1098 

appropriate to consider flotation costs in the determination of where the Company’s ROE falls 1099 

within the range of analytical results. 1100 

VI. CONCLUSION 1101 

Q. What are your overall conclusions and recommendations? 1102 

A. My updated analytical results are provided in Table 5 (below).  I recognize that in recent 1103 

proceedings, the Commission has been inclined to attribute certain weight to the DCF model and 1104 

                                                 
117  See Direct Testimony of Robert B. Hevert at 39. 
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the CAPM analysis.  In light of those considerations, I continue to believe that a rate of return on 1105 

common equity in the range of 10.00 percent to 10.75 percent represents the range of equity 1106 

investors’ required rate of return for investment in natural gas utilities similar to AIC in today’s 1107 

capital markets.  My updated analyses continue to support my position that an ROE of 10.40 1108 

percent is reasonable and appropriate.  1109 

Table 5: Summary of Analytical Results 1110 

 Low Mean High 

Multi-Stage DCF    

   30-Day Average 9.17% 9.66% 10.07% 

   90-Day Average 9.24% 9.75% 10.12% 

   180-Day Average 9.20% 9.91% 10.35% 

Supporting Methodologies 

 

CAPM Results 

Bloomberg Derived 
Market Risk 

Premium 

Value Line Derived 
Market Risk 

Premium 
Average Calculated Beta Coefficient 

Current 30-Year Treasury (3.20%) 10.54% 10.49% 

Near Term Projected 30-Year Treasury (3.37%) 10.71% 10.66% 

Average Bloomberg Beta Coefficient 

Current 30-Year Treasury (3.20%) 10.89% 10.84% 

Near Term Projected 30-Year Treasury (3.37%) 11.06% 11.01% 
Average Value Line Beta Coefficient 

Current 30-Year Treasury (3.20%) 10.10% 10.05% 

Near Term Projected 30-Year Treasury (3.37%) 10.27% 10.23% 

 

 Low Mid High 

Bond Yield Plus Risk Premium 10.10% 10.12% 10.77% 

Flotation Cost 0.14% 

 1111 
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Q. Does this conclude your rebuttal testimony? 1112 

A. Yes, it does. 1113 
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