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Introduction 1 

Q. Please state your name and business address. 2 

A. My name is Rochelle M. Phipps.  My business address is 527 East Capitol 3 

Avenue, Springfield, Illinois  62701. 4 

Q. Are you the same Rochelle M. Phipps that previously submitted direct 5 

testimony in this proceeding? 6 

A. Yes, I am. 7 

Q. What is the purpose of your testimony in this proceeding? 8 

A. I present my updated cost of capital analysis, including the cost of common 9 

equity, for Ameren Illinois Company‟s (“AIC” or “Company”) gas delivery service 10 

operations.  Additionally, I respond to the rebuttal testimony of Company 11 

witnesses Mr. Craig D. Nelson (Ameren Ex. 16.0), Mr. Ronald D. Stafford 12 

(Ameren Ex. 17.0), Mr. Ryan J. Martin (Ameren Ex. 19.0), and Mr. Robert B. 13 

Hevert (Ameren Ex. 20.0).  I also respond to the direct testimony of Illinois 14 

Industrial Energy Consumers (“IIEC”) witness Mr. Michael P. Gorman (IIEC Ex. 15 

1.0). 16 

Q. Please summarize your cost of capital findings. 17 

A. The overall cost of capital for the Company‟s gas delivery services equals 7.56%, 18 

which reflects an 8.81% cost of common equity, as presented on Schedule 19 

14.01. 20 
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Balance and Embedded Cost of Long-Term Debt 21 

Q. Did you make any adjustments to your calculation of the Company’s 22 

embedded cost of long-term debt? 23 

A. Yes.  To reduce the number of contested issues, I am withdrawing my 24 

adjustment to the coupon rates for the 10-year and 30-year bonds that AIC 25 

expects to issue during December 2013.  That adjustment raises the embedded 26 

cost of long-term debt from 6.22% to 6.28%, as shown on Schedule 14.02. 27 

Updated Analysis 28 

Cost of Short-Term Debt, Including Credit Facility Fees 29 

Q. Does updating the LIBOR rate result in a new cost of short-term debt for 30 

the Company? 31 

A. No.  The bank loan rate remains 1.27%, which equals the 0.19003% one-month 32 

LIBOR rate on July 23, 2013 (the date of my updated cost of common equity 33 

analysis) (Wall Street Journal, Money Rates, July 23, 2012), plus the applicable 34 

margin of 1.075%.  (Staff Ex. 5.0R, 13-14:239-241.) 35 

Cost of Common Equity 36 

Q. What is your estimate of the Company’s cost of common equity for natural 37 

gas distribution operations? 38 

A. My analysis indicates that the cost of common equity for AIC‟s natural gas 39 

distribution operations is 8.81%. 40 



Docket No. 13-0192 
ICC Staff Exhibit 14.0C 
 

3 

 

Q. Did you update your estimate of the investor-required rate of return on 41 

common equity for the Company using the same methodology as 42 

presented in direct testimony? 43 

A. Yes.  I measured the investor-required rate of return on common equity for the 44 

Company‟s natural gas distribution operations with the discounted cash flow 45 

(“DCF”) and risk premium models.  Since the Company does not have market-46 

traded common stock, DCF and risk premium models cannot be applied directly 47 

to the Company.  Thus, I applied both models to a sample of public utilities 48 

comparable in risk to the natural gas distribution operations of the Company. 49 

Q. Do you rely upon the same proxy group as you used in direct testimony? 50 

A. No, I have eliminated Laclede Group from the proxy group because of its 51 

pending $975 million acquisition of Missouri Gas Energy, which is expected to 52 

close by September 30, 2013, and will essentially double the company‟s size.  53 

(Standard & Poor‟s, “Research Update: Laclede Gas Co. „A‟ Corporate Credit 54 

Rating Remains on Watch Negative Pending Missouri Gas Energy Acquisition,” 55 

July 2, 2013.)  Thus, I have removed Laclede Group from the proxy group given 56 

that the pending acquisition is likely influencing the Company‟s market data, 57 

while its immediate effect on analyst growth expectations is unclear. 58 

Discounted Cash Flow (“DCF”) Analysis 59 

Q. Based on your DCF analysis, what is the estimated required rate of return 60 

on common equity for the gas sample? 61 
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A. My DCF analysis estimates that the required rate of return on common equity for 62 

the gas sample averages 8.60%, excluding Laclede Group, and 8.56% including 63 

Laclede Group, as shown on Schedule 14.06.  That result was derived from the 64 

growth rates presented on Schedule 14.03, the stock prices and dividend 65 

payment dates presented on Schedule 14.04, and the expected quarterly 66 

dividends presented on Schedule 14.05. 67 

Q. Please summarize the Non-Constant Discounted Cash Flow (“NCDCF”) 68 

analysis that you performed on the gas sample. 69 

A. As explained in my direct testimony, I modeled three stages of dividend growth.  70 

For the near-term growth stage, assumed to last five years, I used the average of 71 

Zacks and Reuters growth rate estimates as of July 23, 2013, which were also 72 

used in my constant growth DCF analysis.  The growth rate employed in the 73 

second stage equals the average of the Zacks and Reuters growth rates used for 74 

the first stage and the third stage growth rate.  For the third, or “steady-state,” 75 

growth stage, which is assumed to begin after the tenth year and continue into 76 

perpetuity, I calculated a nominal overall economic growth rate of 4.55%, which 77 

is the midpoint of the range 4.3% - 4.8%, beginning in 2023, to estimate the long-78 

term growth expectations of investors, as shown on Schedule 14.07.  My NCDCF 79 

analysis produced an investor-required rate of return of 8.28%, excluding 80 

Laclede Group, and 8.29% including Laclede Group, as shown on Schedule 81 

14.08. 82 
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Q. Does your recommendation for the Company reflect the results of a NCDCF 83 

model? 84 

A. No.  Given the 4.92% average 3-5 year earnings growth forecasts from Zacks 85 

and Reuters fall outside of the range of the forecasted long-term growth of the 86 

overall economy (4.3% - 4.8%), I assessed the sustainability of the proxy group‟s 87 

growth rates by calculating the return on equity (“ROE”) implied by the 3-5 year 88 

earnings growth rates, based on dividend payout and other data published by 89 

Value Line for each company in the proxy group.1  That calculation produced an 90 

average implied ROE of 13.3% for the gas sample.  In comparison, Value Line 91 

data suggests an average ROE for the gas sample of 10.8% for the 2016-2018 92 

period.2  The implication that investors expect those companies to sustain a 93 

13.3% rate of return on equity indefinitely is questionable.  Nevertheless, 94 

averaging the results of my non-constant DCF (8.28%) and my constant DCF 95 

(8.60%) would produce a DCF-derived cost of equity estimate of 8.44%.  When 96 

averaged with my updated risk premium estimate of 9.02%, my cost of equity 97 

recommendation would fall from 8.81% to 8.73%.  Given this small difference, I 98 

continue to recommend a return on equity for AIC‟s gas operations that reflects 99 

the average of my constant growth DCF and risk premium analyses (i.e., 8.81%), 100 

which were the basis for my recommendation as set forth in my direct testimony.  101 

                                                           
1
 The retention ratio was derived from the dividends per share and earnings per share published by Value 

Line.  The implied ROE for each of the sample companies was then calculated by dividing the growth rate 
by the retention ratio, which is a rearrangement of the sustainable growth rate formula: growth rate = 
earnings retention x ROE. 

2
 The published Value Line ROE forecasts for the sample companies average 10.56%.  However, those 

forecasts reflect return on end of year equity.  Therefore, I adjusted the Value Line published forecasts to 
reflect the return on average 2017 common equity.  
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Risk Premium Analysis 102 

Q. How did you estimate the risk-free rate of return? 103 

A. As explained in my direct testimony, I examined the suitability of the yields on 104 

four-week U.S. Treasury bills and thirty-year U.S. Treasury bonds as estimates of 105 

the risk-free rate of return.  Four-week U.S. Treasury bills are currently yielding 106 

0.02%.  Thirty-year U.S. Treasury bonds are currently yielding 3.61%.  Both 107 

estimates are derived from quotes for July 23, 2013.  (The Federal Reserve 108 

Board, “Federal Reserve Statistical Release: Selected Interest Rates H.15 Daily 109 

Update,” May 28, 2013.)  Schedule 14.09 presents the published quotes and 110 

effective yields. 111 

Q. Of the U.S. Treasury bill and bond yields, which is currently a better proxy 112 

for the long-term risk-free rate? 113 

A. The only forecast referenced in my direct testimony that has been updated since 114 

May 22, 2013 is the Global Insight forecast; however, the results have not 115 

changed.  That is the updated Global Insight forecast predicts annual GDP price 116 

inflation will average 1.8% and real GDP growth will average 2.5% during the 117 

2013-2043 period.  (Global Insight, The U.S. Economy: The 30-Year Focus, 118 

Second Quarter 2013, “Table 1: Summary of the U.S. Economy.)  Those 119 

forecasts (i.e., the updated Global Insight forecast and the other forecasts 120 

described in my direct testimony) imply a long-term, nominal risk-free rate 121 

between 4.3% and 4.7%.  Therefore, Energy Information Administration (“EIA”), 122 

Global Insight, and Survey forecasts of inflation and real GDP growth 123 
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expectations suggest that, currently, the U.S. Treasury bond yield of 3.61% more 124 

closely approximates the long-term risk-free rate. 125 

Q. How was the expected rate of return on the market portfolio estimated? 126 

A. The expected rate of return on the market was estimated by conducting a DCF 127 

analysis on the firms composing the S&P 500 Index (“S&P 500”) as of June 30, 128 

2013.  That analysis used dividend information and closing market prices reports 129 

by Zacks Research Wizard and Morningstar.  July 1, 2013 growth rate estimates 130 

were also obtained primarily from Zacks and secondarily from Reuters.3  Firms 131 

not paying a dividend as of June 30, 2013, or for which neither Zacks nor 132 

Reuters growth rates were available, were eliminated from the analysis.  The 133 

resulting company-specific estimates of the expected rate of return on common 134 

equity were then weighted using market value data from Zacks Research Wizard.  135 

The estimated weighted average expected rate of return for the remaining 406 136 

firms, composing 86.24% of the market capitalization of the S&P 500, equals 137 

12.33%. 138 

Q. How did you measure market risk on a security-specific basis? 139 

A. As explained in my direct testimony, I used Value Line betas, Zacks betas, and 140 

regression analysis to estimate beta for the gas sample.  Specifically, I averaged 141 

the Zacks and regression betas to avoid over-weighting the monthly return-based 142 

betas.  I then averaged that result with the Value Line beta to obtain a single 143 

                                                           
3
 Growth rates were obtained from Reuters only if unavailable from Zacks. 
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estimate of beta for the sample.  For the gas sample, the regression beta 144 

estimate is 0.54 and the Value Line beta and Zacks beta average 0.68 and 0.57, 145 

respectively, as shown in Table 1 below.  (Value Line Investment Survey, 146 

“Summary & Index,” July 19, 2013; Zacks Research Wizard (ran on July 23, 147 

2013.) 148 

Table One: Value Line and Zacks Beta Estimates for Gas Sample 

Company  
Value Line 
Estimate  

Zacks 
Estimate* 

AGL Resources  0.75  0.61 

Atmos Energy  0.70  0.66 

New Jersey Resources  0.65  0.48 

Northwest Natural Gas  0.60  0.50 

Piedmont Natural Gas  0.65  0.53 

South Jersey Industries  0.65  0.54 

Southwest Gas  0.75  0.79 

WGL Holdings  0.65  0.48 

Average   0.68  0.57 

Laclede Group (LG)  0.60  0.39 

Average including LG  0.67  0.55 

*after adjustment     

     

The average of the Zacks and regression betas is 0.56.  Averaging this monthly 149 

beta with the weekly Value Line beta (0.68), produces a beta for the gas sample 150 

of 0.62.  If Laclede Group is included in the gas sample, the regression beta 151 

equals 0.52, the average of the Zacks and regression betas equals 0.54 and the 152 

average of the Value Line beta with the monthly beta equals 0.60. 153 
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Q. What required rate of return on common equity does the risk premium 154 

model estimate for the sample? 155 

A. The risk premium model estimates a required rate of return on common equity of 156 

9.02% for the gas sample, excluding Laclede Group, and 8.84% including 157 

Laclede Group.  These computations appear on Schedule 14.09. 158 

Cost of Common Equity Recommendation 159 

Q. Based on your entire analysis, what is your estimate of the required rate of 160 

return on common equity for the Company? 161 

A. Based on my analysis, in my judgment, the investor-required rate of return on 162 

common equity for natural gas distribution operations equals 8.81%.4 163 

Q. What is your estimate of the investor-required rate of return on common 164 

equity for the natural gas distribution operations of the Company? 165 

A. The investor-required rate of return on common equity is 8.81% for the natural 166 

gas distribution operations of AIC, which equals the simple average of the DCF-167 

derived results (8.60%) and risk-premium-derived results (9.02%) for the gas 168 

sample.5 169 

                                                           
4
 Along with DCF and risk premium analyses, I considered the observable 4.60% rate of return the market 

currently requires on less risky A-rated long-term debt.  (Moody‟s Analytics, “Daily Bond Yields and Key 
Indicators,” July 24, 2013 (credittrends.moodys.com).) 

5
 Including Laclede Group would result in an 8.70% cost of equity, which equals the simple average of the 

DCF-derived results (8.56%) and the risk premium-derived results (8.84%).  
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Response to Mr. Stafford 170 

Q. Has AIC reversed the net income related purchase accounting adjustments 171 

for ratemaking purposes? 172 

A. No.  As a condition of approval in Docket No. 04-0294, the Commission required 173 

the Company to reverse the effects of purchase accounting for ratemaking 174 

purposes and reflect in Account 114 the impacts of all push down accounting for 175 

all Illinois regulatory purposes.  Illinois Power Company and Ameren Corporation, 176 

Order, Docket No. 04-0294, Appendix A, 3 (Sept. 22, 2004).  However, AIC 177 

admits that neither AIC (nor Illinois Power) ever reversed the net income-related 178 

purchase accounting adjustments for ratemaking purposes.  (AIC Resp. to Staff 179 

DR 4.01 in Docket No. 12-0001, provided herein as Attachment A.)  Furthermore, 180 

the Company‟s Account 114 balance does not include $105.5 million of net 181 

income-related purchase accounting adjustments, which flowed through retained 182 

earnings.  (AIC Resp. to Staff DR 5.04R, provided herein as Attachment B.)  The 183 

Company asserts that the income statement purchase accounting adjustments 184 

were “initially retained within retained earnings related to common equity, but 185 

have since been paid out in cash through dividend payments.”  (AIC Resp. to 186 

Staff DR RMP 13.01.)  To the contrary, income statement purchase accounting 187 

adjustments will be included in retained earnings until the Company reverses 188 

them for ratemaking purposes.  That is: 189 

  190 
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RE2014 = RE2004 + NI + PA – DIV. 191 

Where: RE2014 ≡ Balance of retained earnings as of December 31, 2014; 

 RE2004 ≡ Balance of retained earnings as of September 30, 2004; 

 NI ≡ Non-purchase accounting net income from October 1, 
2004 through December 31, 2014; 

 PA ≡ Net income-related purchase accounting from October 1, 
2004 through December 31, 2014; and 

 DIV ≡ Cumulative dividends from October 1, 2004 through 
December 31, 2014. 

Note that the end of period balance of retained earnings will always reflect net 192 

income-related purchase accounting regardless of any other increments (e.g., 193 

non-purchase accounting-related net income) or other decrements (e.g., 194 

dividends).  In other words, dividends do not cancel out net income related 195 

purchase accounting. 196 

Response to Mr. Martin 197 

Q. Does the Company present any compelling arguments against your 198 

adjustment to remove a portion of the cost of redeeming the 9.75% bonds? 199 

A. No.  First, Mr. Martin takes issue with characterizing the redemption cost as a 200 

„loss‟.  (Ameren Ex. 19.0, 3:62-63.)  Yet, the Company‟s 2012 Form 21 ILCC 201 

annual report identifies the redemption cost as a loss.6  Second, Mr. Martin errs 202 

                                                           
6
 Ameren Illinois Company 2012 Form 21 ILCC annual report, p. 27.1, which states, “The unamortized 

debt expense and discount related to the tender offer was transferred to Account 189, Unamortized Loss 
on Reacquired Debt, and will be amortized over the term of the newly issued $400,000,000, 2.7% senior 
secured notes due 2022.” 
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when he argues that a disallowance of $50 million of 9.75% bonds in prior cases 203 

does not automatically warrant an adjustment in this case because AmerenIP, 204 

AmerenCILCO and Ameren CIPS have merged to become AIC.  (Ameren Ex. 205 

19.0, 5:99-105.)  The October 2010 merger of the Ameren Illinois utilities has no 206 

bearing on the disallowance in question because the disallowance is based on 207 

the facts and circumstances at the time of the transaction in question and the 208 

consequences of the disallowed costs, not on subsequent events.  In a prior 209 

case, the Commission disallowed $50 million of the $400 million, 9.75% bond 210 

issuance.  Ameren Illinois Co., ICC Order Docket No. 11-0282, 64-65, 75-76 211 

(Jan. 10, 2012).  In this case, AIC proposes to recover the losses it incurred in 212 

redeeming the $50 million 9.75% bonds that the Commission previously 213 

disallowed.  Thus, the Company‟s proposal is akin to a utility asking to recover 214 

the cost of demolishing plant that the Commission previously disallowed from 215 

rate base because such plant was not required for providing utility service.  In 216 

summary, the Company‟s proposal would contravene the Commission‟s prior 217 

determination that AIC improperly issued $50 million more of long-term debt than 218 

required for its utility operations. 219 

Q. Please respond to Mr. Martin’s objection to your reliance upon the 220 

guidance provided in the March 14, 2013 rating report regarding the 221 

likelihood that S&P will upgrade AIC and its affiliates following divestiture 222 

of Ameren Corp.’s merchant generation assets. 223 
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A. According to Standard & Poor‟s (“S&P”), AIC‟s affiliation with Ameren Corp. 224 

subsidiaries has caused the Company to be rated lower than it would absent the 225 

effects of Ameren Corp.‟s merchant generating business.  (Standard & Poor‟s, 226 

“Research Update: Ameren Corp. and Subsidiary Corporate Credit Ratings 227 

Raised to „BBB‟, Placed on CreditWatch Positive, March 14, 2013.)  The credit 228 

facility fee that AIC pays is directly based on the ratings assigned by Moody‟s 229 

Investors Service (“Moody‟s”) and S&P.  Therefore, AIC‟s argument that “an 230 

upgrade from S&P resulting specifically from Ameren‟s divestiture of its merchant 231 

generation segment is unlikely to have any significant impact on AIC‟s cost of 232 

debt” contradicts the facts and is unfounded.   (Ameren Ex. 19.0, 9:191-193.) 233 

Response to Messrs. Nelson and Hevert 234 

Q. Please respond to the claims of Messrs. Nelson and Hevert that Staff’s cost 235 

of equity recommendation is too low given the recent rise in U.S. Treasury 236 

bond yields. 237 

A. Mr. Hevert notes long-term Treasury yields have increased since January 2013, 238 

and argues, “Because there historically has been a strong relationship between 239 

long-term Treasury yields and utility dividend yields, it follows that measures of 240 

the cost of equity would increase along with the upward-shifting yield curve.”  241 

(Ameren Ex. 20.0, 3:69-71.)  Historically, the tendency in the relationship 242 

between utility dividend yields and long-term U.S. Treasury bond yields has been 243 

positive; however, that relationship is not always positive, let alone fixed.  As 244 

shown in the graph below, between November 9, 2012, and May 22, 2013, the 245 
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S&P 500 rose approximately 20%, the 30-year U.S. Treasury bond yield 246 

increased almost 17%, and utility stock prices, as depicted by the Dow Jones 247 

Utility Average Index, rose approximately 13%. 248 

90

95

100

105

110

115

120

125

11/9/2012 12/9/2012 1/9/2013 2/9/2013 3/9/2013 4/9/2013 5/9/2013

DJU Index UST30 Yield S&P 500

 249 

Since stock price is the denominator in the dividend yield calculation, rising stock 250 

prices result in falling dividend yields, all else equal.  This recent trend illustrates 251 

the importance of updating all the components of the cost of equity analysis as of 252 

the same date, as I have done, to properly reflect the movement in all of the 253 

inputs into the calculation of a utility‟s cost of equity because the actual relative 254 

movement of securities prices will deviate from expectations. 255 
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Furthermore, Mr. Hevert questions the basis for concluding AIC‟s cost of equity is 256 

81 basis points below the 9.28% cost of equity authorized for People‟s Gas and 257 

North Shore Gas in Docket Nos. 12-0511/0512 (Cons.).  (Ameren Ex. 20.0, 258 

8:133-136.)  Staff‟s cost of equity analysis in Docket Nos. 12-0511/0512 (Cons.) 259 

was performed during November 2012 and was based on the same 260 

methodologies used in the instant case.  The results were different due to 261 

changes in the average dividend yield, growth rates, risk-free rate, beta and rate 262 

of return on the market.  Notably, the dividend yield for Staff‟s sample group in 263 

Docket Nos. 12-0511/0512 (Cons.) was higher than the dividend yield for my 264 

sample companies (i.e., 4.17% vs. 3.53%).  Further, market volatility, as 265 

measured by VIX and VXV,7 fell from 18.61 to 13.82 (VIX) and 20.07 to 15.82 266 

(VXV) between the date the cost of equity analysis was performed in Docket 267 

Nos. 12-0511/0512 (Cons.) (November 9, 2012) and the date of my cost of equity 268 

analysis that I presented in my direct testimony (May 22, 2013).  Therefore, the 269 

resulting lower cost of equity estimates in my analyses are due to changes that 270 

have occurred in the market as opposed to a change in Staff‟s methodology. 271 

Q. Please respond to Mr. Nelson’s statement regarding the importance of the 272 

Commission considering the real-world implications of Staff’s return on 273 

equity recommendations.  (Ameren Ex. 16.0, 2:37-38.) 274 

A. In his critique, Mr. Nelson quotes the June 13, 2013 Moody‟s credit opinion that 275 

refers to the Commission‟s “history of authorizing punitive rates of return and 276 

                                                           
7
 VIX measures the one-month implied volatility of the S&P 500 and VXV measures the three-month 

implied volatility of the S&P 500. 
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disallowances…,” a statement which, on its face, is not indicative of a balanced 277 

and unbiased assessment.  For example, the same Moody‟s report cites the 278 

passage of EIMA and SB 9 as positive developments from a credit ratings 279 

standpoint.  Nonetheless, the report also contradictorily states that the 280 

Company‟s Cash Flow to Operations pre-Working Capital/Debt ratio declined in 281 

2012, which “decline in 2012 can be partly attributed to the 8.8% allowed return 282 

on equity (ROE) calculated under EIMA‟s formula rate in 2012, which is 283 

substantially lower than the ICC‟s 2010 electric rate order, which had established 284 

the allowed ROE at 10.2%.”8  In other words, the so-called “punitive” 285 

Commission-established rate of return, 10.2%, is higher than that currently 286 

permitted under the recent EIMA.  Further, Moody‟s states: 287 

Our primary concern about the trend toward lower industry ROEs is 288 

the eventual return of higher interest rates without the benefit of 289 
timely and commensurate adjustments toward higher allowed 290 

ROEs. That is, when the relationship between interest rates and 291 
ROEs starts to converge (identified by the green columns in Figure 292 
2), there is risk for credit deterioration and negative rating impacts. 293 

(Moody‟s Investors Service, “Industry Outlook: U.S. Regulated Utilities,” February 294 

6, 2013, 5.) 295 

Staff‟s cost of common equity estimation procedures, which rely on the most 296 

recently available market data, will reflect any increase in that cost and more 297 

quickly than Mr. Hevert‟s reliance on historical averages, which unavoidably will 298 

                                                           
8
 Moody‟s Investors Service, “Credit Opinion: Ameren Illinois Company,” June 13, 2013, provided in the 

Company‟s response to Staff DR RMP 11.01. 
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lag any changes in capital market costs.  Also, the reference to 299 

“punitive…disallowances” makes no reference to the responsibility of Illinois 300 

utilities for proving the prudence and reasonableness of their actions.  Finally, the 301 

latest Moody‟s credit opinion for Commonwealth Edison, dated March 5, 2013, 302 

makes no reference to any ICC “history of authorizing punitive rates of return and 303 

disallowances.” 304 

Q. Please respond to Mr. Hevert’s claim that your recommendation “diverges 305 

so far from the range of reasonableness that it should be considered an 306 

outlier.”  (Ameren Ex. 20.0, 3:57-58.) 307 

A. To the contrary, in a document prepared for Ameren, which is dated February 25, 308 

2013, Duff & Phelps estimated that Ameren Illinois‟ cost of common equity is 309 

[**begin confidential**] xxxx [**end confidential**].  (AIC Resp. to Staff DR AP 310 

1.01, Attach. 3, provided herein as Attachment C (Confidential).)  There is only a 311 

minor conceptual difference between Duff & Phelps‟ cost of common equity 312 

estimate, which was prepared for a goodwill impairment test, and the cost of 313 

common equity in this rate case.  The former estimates the cost of common 314 

equity for AIC as a whole, whereas the latter estimates the cost of common 315 

equity for AIC‟s gas operations.  Nonetheless, the difference in risk between gas 316 

and electric distribution operations cannot account for the [**begin confidential**] 317 

xxxx [**end confidential**] basis point difference between the cost of common 318 

equity estimates of Mr. Hevert and Duff and Phelps.  To the contrary, Mr. Hevert 319 
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estimated that the cost of common equity of Ameren Illinois‟ gas operations was 320 

lower than the cost of common equity for its electric operations.9 321 

Q. Please respond to Mr. Hevert’s criticisms regarding the use of price data as 322 

of a single date. 323 

A. Mr. Hevert argues that using a single day spot price “fails to account for aberrant 324 

behavior in stock prices.  Stock prices tend to fluctuate from day-to-day based on 325 

changes not only in investors‟ assessments of fundamental factors such as 326 

earnings growth rates and projected interest rates, but also due to anomalous 327 

events that may affect stock prices on any given trading day.”  (Ameren Ex. 20.0, 328 

12:190-194.)  To the extent investors deem historical data relevant, it is already 329 

incorporated into the most recent prices those investors pay for securities.  Use 330 

of an historical average requires the analyst to subjectively determine what data 331 

is no longer relevant, needlessly and inappropriately replacing the collective 332 

judgment of all investors with his own.  Moreover, Mr. Hevert‟s use of historical 333 

data includes the added flaw of inappropriately mixing and matching data from 334 

different points in time.  For example, Mr. Hevert‟s DCF analysis mixes growth 335 

rates that were not published until after the dates of his historical stock prices.  In 336 

other words, his approach implies that investors making buy and sell decisions in 337 

September 2012 had the same set of information regarding future growth that 338 

                                                           
9
 Mr. Hevert recommended an 11.00% ROE for AIC‟s gas delivery services in Docket No. 11-0282 and an 

11.25% ROE for AIC‟s electric delivery services in Docket No. 11-0279.  In the gas case, Mr. Hevert‟s 
average DCF estimate was 10.20% and his average CAPM estimate was 11.26%.  In the electric case, 
Mr. Hevert‟s average DCF estimate was 10.74% and his average CAPM estimate was 11.29%.  (Docket 
No. 11-0282, Ameren Ex. 3.0G, pp. 6-7; and Docket No. 11-0279, Ameren Ex. 3.0E, pp. 6-7.) 



Docket No. 13-0192 
ICC Staff Exhibit 14.0C 
 

19 

 

was available only in June 2013.  (Ameren Ex. 20.1.)  Only the most recently 339 

available stock price will reflect all information that is available and relevant to the 340 

market. 341 

Further, research has found that the last observed security price is the best 342 

estimator of future security prices.  (Malkiel, A Random Walk Down Wall Street, 343 

2007, Norton, p. 132; Foster, Financial Statement Analysis, 1978, Prentice Hall, 344 

215.) 345 

As to the “aberrant behavior of stock prices,” I employed a sample to minimize 346 

the effects of any such unusual changes in stock prices, as estimates for a 347 

sample as a whole are subject to less measurement error than individual 348 

company estimates.  To demonstrate the limited impact of “aberrant” stock prices 349 

on the sample cost of common equity estimates, I updated my original analysis 350 

several times since filing direct testimony, as shown in the table below: 351 

Table Two: Results of Interim Cost of Equity Analyses 352 

Date DCF CAPM Average 

7-23-2013 8.56% 8.84% 8.70% 

7-16-2013 8.62% 8.84% 8.73% 

7-9-2013 8.67% 8.87% 8.77% 

7-2-2013 8.76% 8.80% 8.78% 

6-25-2013 8.78% 8.68% 8.73% 

6-18-2013 8.62% 8.57% 8.60% 

5-22-2013 8.42% 8.52% 8.47% 
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As can be seen from the table, from May 22 to June 25, 2013, each DCF 353 

estimate was higher than the one before it.10   From June 25 to July 23, 2013, 354 

each DCF estimate was lower than the one before it.  The CAPM estimates have 355 

a similar pattern except that they peaked two weeks later, on July 9, before 356 

beginning their decline.  Hence, the fact that stock prices changed over the 357 

course of two months merely demonstrates that market prices are dynamic and 358 

that investors are constantly re-evaluating their expectations and rate of return 359 

requirements.  During that period, not only did prices change, but also ex-360 

dividend dates passed,11 growth rates changed, betas changed, and interest 361 

rates changed.  In any case, the cost of equity estimates in the table above do 362 

not reveal anything unusual occurring in the markets on any of those 363 

measurement dates. 364 

Q. Is Mr. Hevert’s analysis of quarterly DCF results over time valid? 365 

A. No.  Mr. Hevert calculates a DCF result based on the spot price and the rolling 366 

30-day average price for the proxy group, as summarized in Ameren Ex. 20.7 367 

and depicted in Chart 4.  However, the analysis is flawed because Mr. Hevert 368 

changes the stock prices while using May 22, 2013 data for all other inputs in the 369 

analysis, which is a misapplication of DCF analysis.  In other words, he performs 370 

                                                           
10

 These results are for the original proxy group (i.e., including Laclede Group) to facilitate comparison 
with the analysis presented in my direct testimony (i.e., the analyses dated May 22, 2013). 

11
 An ex-dividend date is the date, on or after which, the right to a declared dividend payment belongs to 

the seller of a share of stock.  Thus, on the ex-dividend date, the stock would drop in price by the amount 
of the expected dividend, all else equal. 
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hypothetical analyses of the cost of common equity as of May 22, 2013 assuming 371 

that gas sample stock prices had closed at various levels. 372 

Q. Mr. Hevert claims to have undertaken “analyses to assess the 373 

reasonableness” of your 4.6% nominal long-term GDP growth estimate.  374 

(Ameren Ex. 20.0, 19:320-322.)  Please comment. 375 

A. Mr. Hevert‟s analysis calculates the growth rate for overlapping periods (i.e., 376 

1929 – 1939, 1930-1940, etc.), which skews the results of his analysis given one 377 

or two years can greatly affect many observations and distort results.  (Ameren 378 

Ex. 20.0, 19-20:322-337.)  Importantly, during the 1941 – 1943 period growth 379 

rates ranged from 22.7% - 27.8%.12  This is not surprising given growth rates 380 

following depressions and recessions are usually higher than the long-term 381 

average growth rate.  Moreover, the 1929-2012 measurement period includes 382 

periods of high inflation during the 1940s and the 1970s.  For example, growth 383 

rates were between 11.3% - 13.0% for six of the nine years between 1973 – 384 

1981 when inflation averaged 9.25% and ranged from 4.81% to 13.31%.  Fifty of 385 

the 84 observations for annual inflation exceed Mr. Hevert‟s forecasted 2.39% 386 

inflation rate.  (Morningstar, 2013 Ibbotson SBBI Valuation Yearbook, 210-211.) 387 

Q. Mr. Hevert claims that projections of the 30-year Treasury yield do not 388 

support your 4.6% long-term growth rate.  (Ameren Ex. 20.0, 22:362: 364.)  389 

Please respond. 390 

                                                           
12

 Company witness Hevert‟s work papers for Charts 6 and 7, provided in Ameren Ex. 20.0. 
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A. The Blue Chip Financial Forecast, upon which Mr. Hevert relied to make his 391 

argument, projected growth of 2.5% for real GDP and 2.2% for inflation, as 392 

measured by the GDP price index for the 2020-2024 period.13  Hence, these 393 

projections indicate a long-term growth projection for nominal GDP of 4.8%, 394 

which supports my long-term growth estimate.  Instead of comparing my long-395 

term growth rate to Blue Chip‟s GDP growth projections, Mr. Hevert compares it 396 

to the higher 30-year Treasury yield as of 2023.  It is nonsensical to use a proxy 397 

for forecasted nominal GDP growth when the same source actually provides a 398 

nominal GDP growth forecast directly.  In addition, U.S. Treasury bond yields 399 

should be higher than GDP growth because U.S. Treasury bonds contain an 400 

interest rate risk premium.  Therefore, the forecast that Mr. Hevert relies upon 401 

indicates that his long-term growth rate estimates are overstated. 402 

Q. Mr. Hevert suggests that your analysis of the sustainability of growth rates 403 

for the sample companies should not be considered because it is premised 404 

on the “b times r” approach, which has been rejected by the Commission.  405 

(Ameren Ex. 20.0, 24:388-392.)  Please respond. 406 

A. The problem with the “b times r” formula is not its validity – to the contrary, it is an 407 

accurate mathematical expression of the growth in earnings per share as a 408 

product of its two components.  Thus, the “b times r” formula provides insight as 409 

to what level of growth is sustainable because it can be used to estimate the 410 

expected rate of return on new common equity investment for a given growth 411 

                                                           
13

 Blue Chip Financial Forecasts, Vol. 32, No. 6, June 1, 2013, p. 14, provided to Staff in the work papers 
of Mr. Hevert. 
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rate, which is necessary for assessing sustainable growth on a company-specific 412 

basis.  Rather, the difficulty in the “b times r” formula lies in obtaining estimates of 413 

the investor-expected rate of return on new common equity investment “r.”  I did 414 

not use the “b times r” formula to directly estimate growth.  Therefore, I do not 415 

need an estimate of the investor-expected rate of return on new common equity 416 

investment. 417 

Q. Mr. Hevert disagrees with the assumption of a constant payout ratio in all 418 

stages of the non-constant DCF model.  (Ameren Ex. 20.0, 24:397-399.)  419 

Please respond. 420 

A. Mr. Hevert argues that assuming payout ratios will remain constant in perpetuity 421 

is inconsistent with historical experience.  (Ameren Ex. 20.0, 24:403-404.)  422 

Foremost, it is not problematic to assume a constant payout ratio.  Financial 423 

theory recognizes that investors are indifferent as to whether they receive their 424 

return on an investment in the form of dividends or through capital appreciation.  425 

(Brigham, Eugene F. and Louis C. Gapenski, Financial Management Theory and 426 

Practice, 7th edition, 611.)  This implies that the dividend payout ratio does not 427 

affect common stock prices or the cost of capital.  Nonetheless, dividend policy 428 

does involve a trade-off between present and future dividends: a declining 429 

dividend payout ratio results in a temporary slowing in near-term dividend growth, 430 

which is exactly offset by higher long-term sustainable growth because more 431 

earnings are being retained for reinvestment.  Conversely, an increasing dividend 432 

payout ratio results in a temporary acceleration of near term dividend growth that 433 
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is exactly offset by a reduction in long-term sustainable growth because less 434 

earnings are being retained for reinvestment.  In contrast, Mr. Hevert models an 435 

increasing payout ratio with accelerating sustainable growth.  Mr. Hevert‟s model 436 

assumes a sample average 55% dividend payout ratio in 2017, which increases 437 

to 69% by 2023, and a sample average 5.1% growth rate in 2017, which 438 

increases to 5.7% in 2023.  Notably, if Mr. Hevert‟s model held the dividend 439 

payout ratio at Value Line‟s forecasted 2017 level (instead of creating his own 440 

forecasted increase equal to an ad hoc historical industry average payout ratio by 441 

2023), his non-constant DCF analysis would have produced a return on equity 442 

estimate of 9.05% (i.e., 8.95% for the 30-day average stock price NCDCF, 9.03% 443 

for the 90-day average NCDCF and 9.16% for the 180-day average NCDCF) 444 

even while retaining his 5.7% long-term growth rate. 445 

Q. Mr. Hevert used average forecasted and historical U.S. Treasury bond 446 

yields as proxies for the risk-free rate (Ameren Ex. 20.4) and he criticizes 447 

your analysis for using spot U.S. Treasury bond yields.  (Ameren Ex. 20.0, 448 

28:461-464.)  Is he correct? 449 

A. No.  Interest rates are constantly adjusting, and accurately forecasting the 450 

movements of interest rates is problematic.  In contrast, the current U.S. 451 

Treasury yields I used to estimate the risk-free rate reflect all relevant, available 452 

information, including investor expectations regarding future interest rates.  453 

Consequently, investor appraisals of the value of forecasts are also reflected in 454 

current interest rates.  Therefore, if investors believe that the forecasts are 455 
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valuable, that belief would be reflected in current market interest rates.  Likewise, 456 

if investors believe that the forecasts are not valuable, that belief would be 457 

reflected in current market interest rates.  In summary, if one uses current market 458 

interest rates in a risk premium analysis, speculation of whether investor 459 

expectations of future interest rates equals those from a particular forecast 460 

reporting service is unnecessary.  Further, it is important to note that U.S. 461 

Treasury bond yields reflect market forces, while forecasts do not.  The true risk-462 

free rate is reflected in the return investors are willing to accept in the market.  As 463 

of July 23, 2013, investors were willing to accept 3.61% return on U.S. Treasury 464 

bonds, which includes an interest rate risk premium associated with its relatively 465 

long term to maturity.   466 

Q. Please respond to the Mr. Hevert’s arguments against your use of five-year 467 

beta estimates. 468 

A. Mr. Hevert opposes five-year beta estimates because it “includes the period of 469 

the 2008-2009 credit crisis and financial market dislocation.”  He argues “[t]he 470 

calculation of Beta coefficients based on more current data therefore is 471 

consistent with the actual practice of analysts and investors and is analogous to 472 

the use of current stock prices in the DCF model.”  (Ameren Ex. 20.0, 30:489-473 

491.)  Mr. Hevert is wrong for the reasons explained by Ibbotson Associates: 474 

Ideally, a beta should be measured over the longest time period 475 
possible.  With a large number of data points, the statistical 476 

precision of the regression equation should be high… The amount 477 
of history included in beta calculations done by commercial beta 478 

services is fairly consistent at five years.  Using five years of data is 479 
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a rather arbitrary decision that attempts to use as much data as 480 
possible without including irrelevant historical data.  Using five 481 
years of data would ideally cover a number of different economic 482 
scenarios such as expansion and contraction in the economy. 483 

(Morningstar, 2013 Ibbotson SBBI Valuation Yearbook, 73.) 484 

Q. Please explain why betas calculated using monthly returns can be more 485 

accurate than betas calculated using weekly returns. 486 

A. Studies have shown that the major cause of significant differences in beta was 487 

the use of monthly versus weekly return intervals.  (Statman, Meir, “Betas 488 

Compared: Merrill Lynch vs. Value Line,” Journal of Portfolio Management, 489 

Winter 1981; Reilly, Frank K. and David J. Wright, “A Comparison of Published 490 

Betas,” Journal of Portfolio Management, Spring 1988, 64-69.)  Time interval 491 

differences do not necessarily mean one beta estimate is statistically superior to 492 

another beta estimate.  The difference in beta estimates may be the effect of 493 

non-synchronous trading, which occurs when a stock‟s price does not yet reflect 494 

information that is reflected in the market as a whole.  The problem of non-495 

synchronous trading increases as the time interval decreases.  To account for 496 

the lag in stock price reaction to economic events that affect the market, the 497 

returns of the market in prior periods is added as a second independent variable.  498 

The coefficients for the current and lagged market returns are then summed 499 

together to derive a beta estimate.14  If non-synchronous trading was not a 500 

significant factor, the lag beta would not be significantly different from zero.  501 

                                                           
14

 Hereafter, the beta for a lagged market return will be referred to as a “lag beta.”  The beta calculated 
from the sum of the beta and the lag beta will be referred to as a “sum beta.”  These betas are presented 
in Tables Three and Four below. 
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Calculating Mr. Hevert‟s weekly betas with the addition of the market rate of 502 

return lagged by one week results in a lag beta that is significantly different from 503 

zero at the 95% confidence level15 for at least 6 of the 9 companies, as shown in 504 

Table Three below.  This indicates that non-synchronous trading has a significant 505 

presence in Mr. Hevert‟s weekly data. 506 

To investigate whether non-synchronous trading was a significant effect on my 507 

regression beta, I also calculated the lag beta for the monthly regression beta for 508 

the gas sample.  The lag beta was statistically significant for only 2 of the 9 509 

companies, as shown in Table Four below.  The longer time interval (i.e., monthly 510 

vs. weekly) diminished the effect of non-synchronous trading. 511 

Further, I compared the coefficient of variation using Mr. Hevert‟s weekly data 512 

and my monthly data.  The coefficient of variation (“C.V.”) measures the risk per 513 

unit of expected return, or relative variability, of returns.  The C.V. was much 514 

higher for the weekly data than the monthly data, which indicates the shorter 515 

return interval leads to an increase in random error (the amount of variation in 516 

stock returns that is not due to changes in the market return).  The results of 517 

these analyses are summarized in Tables Three and Four below. 518 

                                                           
15

 The confidence level signifies the degree to which one can be confident the estimate is different from 
zero. 
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Table Three: Statistics for Company witness Hevert‟s Beta  

 GAS ATO LG NJR NWN PNY SJI SWX WGL 

C.V. (%) -6,414 1,888 1,403 -1,675 -14,194 11,596 -1,824 1,390 44,339 

Beta 0.75 0.67 0.55 0.69 0.50 0.72 0.79 0.70 0.65 

Lag Beta -0.10 -0.04 -0.07 -0.08 -0.09 -0.10 -0.05 -0.04 -0.10 

Sum Beta 0.65 0.63 0.48 0.60 0.41 0.62 0.74 0.66 0.55 

T-Statistic16 
for Lag Beta 

-3.08 -1.06 -2.07 -2.21 -2.39 -2.56 -1.24 -1.03 -3.24 

 519 

Table Four: Statistics for Staff‟s Regression Beta  

 GAS ATO LG NJR NWN PNY SJI SWX WGL 

C.V. (%) 910 496  1,567 953 -5,124 940 551 469 989 

Beta 0.38 0.43 0.03 0.18 0.20 0.26 0.34 0.58 0.23 

Lag Beta 0.05 -0.01 -0.09 -0.06 -0.06 -0.20 -0.24 0.04 -0.19 

Sum Beta 0.42 0.42 -0.06 0.12 0.14 0.06 0.10 0.62 0.04 

T-Statistic17 
for Lag Beta 

0.50 -0.15 -0.81 -0.54 -0.73 -1.76 -2.48 0.43 -1.95 

In summary, monthly betas result in lower relative variability than weekly betas 520 

(as measured by the lower C.V. values vis-à-vis weekly betas) and mitigate the 521 

effects of non-synchronous trading (as denoted by fewer monthly lag betas that 522 

should be statistically different from zero).   Thus, Mr. Hevert‟s CAPM analysis, 523 

which relies exclusively on weekly betas, should be rejected. 524 

                                                           
16

 T-statistics that are significant at the 95% level are in bold. 

17
 T-statistics that are significant at the 95% level are in bold. 



Docket No. 13-0192 
ICC Staff Exhibit 14.0C 
 

29 

 

Q. Mr. Hevert asserts each of the proxy company beta coefficients he 525 

calculates reveal a statistically significant relationship.  (Ameren Ex. 20.0, 526 

31:513-515.)  Please respond. 527 

A. Specifically, Mr. Hevert asserts the t-statistics for each company beta he used 528 

indicated the independent variable is statistically significant.   (Ameren Ex. 20.0, 529 

55:973-974.)  He implies by this statement that his beta estimates are accurate.  530 

He is incorrect.  The t-statistic does not test the predictive ability of the model 531 

(i.e., the ability of market stock returns to predict gas sample stock returns).  The 532 

t-statistic measures the extent to which an estimate differs from zero; hence, the 533 

higher the beta, the higher the t-statistic.  Therefore, the statistical information he 534 

provides does not indicate the validity or accuracy of his beta estimate. 535 

Q. Mr. Hevert asserts that it is appropriate to include as many companies as 536 

possible for which growth rates are available, whether or not the company 537 

pays dividends, in a constant growth DCF analysis of the market.  (Ameren 538 

Ex. 20.0, 32:532-534.)  Is Mr. Hevert correct? 539 

A. No.  Including the non-dividend paying companies in a DCF analysis of the 540 

market overstates the resulting estimated required rate of return on the market 541 

and the implied market risk premium.  The weighted average growth rate for the 542 
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dividend paying companies is 10-11% whereas the weighted average growth rate 543 

for the non-dividend paying companies is 13-14%.18   544 

Q. Is Mr. Hevert’s market risk premium calculation using all 1,677 companies 545 

in the Value Line universe an appropriate “check of reasonableness” of his 546 

Bloomberg-derived Market Risk Premium? 547 

A. No.  Mr. Hevert‟s market risk premium calculation is problematic for including 548 

non-dividend paying companies in the market risk premium calculation, as 549 

explained previously.  His Value Line-based estimate suffers from the same 550 

deficiency.  In addition, his methodology relies upon the use of normalized 551 

earnings per share forecasts, which are flawed in that they employ simplistic and 552 

mechanistic models.  Another “check of reasonableness” that avoids those 553 

problems would be a published source, such as Duff and Phelps, which currently 554 

estimates a 9.0% required rate of return on the market (i.e., 4% risk-free rate, 555 

plus 5% market risk premium).  (Duff and Phelps Client Alert, “Duff & Phelps 556 

Decreases U.S. Equity Risk Premium Recommendation to 5.0%, Effective 557 

February 28, 2013,” March 20, 2013, 4.)  Duff and Phelps‟ 9.0% market return 558 

estimate is far below the required rate of return on the market that Mr. Hevert 559 

estimates for the Value Line universe (i.e., 13.48%) and using Bloomberg data 560 

(i.e., 13.56%).  (Ameren Ex. 20.2.) 561 

                                                           
18

 For the Bloomberg analysis, the weighted average growth rates for dividend-paying and non-dividend-
paying companies were 10.92% and 12.62%, respectively.  For the Value Line analysis, the weighted 
average growth rates for dividend-paying and non-dividend-paying companies were 9.96% and 13.61%. 
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Q. Did Mr. Hevert’s alternative bond yield plus risk premium analysis address 562 

your concerns regarding his market risk premium analysis? 563 

A. No.  Mr. Hevert‟s alternative bond yield plus risk premium analysis employs a 564 

shorter measurement period (2011 to the present) and includes credit spreads as 565 

an additional independent variable.  Based on his analysis, Mr. Hevert concludes 566 

the implied return on equity for a Baa-rated utility is between 9.85% and 9.89%.  567 

(Ameren Ex. 20.0, 33-34: 553-574.)19  However, the alternative model is no 568 

better than Mr. Hevert‟s original analysis in that it predicts the cost of equity is 569 

inversely related to the 30-year U.S. Treasury bond yield.  Mr. Hevert‟s non-linear 570 

model predicts a similar, negative relationship when the U.S. Treasury bond yield 571 

is 3.58% or lower (vs. a 2.92% inflection point in his original analysis).  This is not 572 

consistent with the positive relationship that one would reasonably expect to exist 573 

between the cost of equity and U.S. Treasury bond yields – i.e., the cost of equity 574 

would increase as the 30-year Treasury bond yield increases.   575 

Moreover, Mr. Hevert‟s linear model suggests that risk premiums implied in 576 

authorized rates of return move in an equal and opposite direction of U.S. 577 

Treasury bond yields, as indicated by a coefficient that is very close to negative 578 

one.  Regressing authorized rates of return against U.S. Treasury bond yields 579 

produce very low R2 values of 0.02627 when credit spread is included as an 580 

independent variable and 0.00608 when the credit spread is not included.  In 581 

                                                           
19

 The two analyses Mr. Hevert presents in rebuttal testimony differ in that one assumes a linear 
relationship between the independent variables (i.e., U.S. Treasury bond yield and credit spread) and the 
equity risk premium and the other uses a natural log of the independent variables. 
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other words, interest rates explain less than 3% of the variation in authorized 582 

rates of return on common equity.  Further, the t-statistics indicate that there is 583 

no statistically significant relationship between 30-year U.S. Treasury bond yields 584 

and authorized rates of return on common equity.    585 

In summary, the counter-intuitive relationship between bond yields and implied 586 

risk premiums and the statistically insignificant relationship between U.S. 587 

Treasury bond yields and authorized rates of return on common equity all 588 

indicate that Mr. Hevert‟s risk premium model is not useful for checking, let alone 589 

estimating, the cost of common equity for gas utilities. 590 

Response to Mr. Gorman 591 

Q. Do you agree with Mr. Gorman’s estimate of the sustainable growth rate? 592 

A. No.  Mr. Gorman‟s sustainable growth rate includes an external growth rate 593 

factor, SV, which assumes that a company raises all external capital at the 594 

market price.  This assumption does not hold true for the sample companies.  595 

Thus, the SV factor should be excluded from Mr. Gorman‟s sustainable growth 596 

rate estimates. 597 

Q. Does this conclude your prepared rebuttal testimony? 598 

A. Yes, it does. 599 


