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* * * * * * * * * *

My evidence critiques the opinions offered by the Staff concerning the appropriate return on equity for AmerenUE, shows that the Staff has failed to meet its burden of proof on this critical issue, and provides an independent estimate of a just and reasonable return on equity for AmerenUE.  My conclusions are as follows:

· Estimation of a fair return in a critical task that requires informed judgment and consideration of all facts.

(
The rate of return on common equity is one of the most important elements of the revenue requirement, and should be approached with the high degree of thought and analysis that it merits.

(
The estimation of a fair return is not produced by a simple arithmetic formula, but requires the use of multiple tests applied to samples of comparable companies, followed by the application of expert judgment to the results.

(
A fair and reasonable return falls within a range; the allowed return should be set within that range, based on the application of the multiple criteria that govern what is fair and reasonable.

· Staff’s testimony in this case underestimates the fair return on equity for AmerenUE by approximately 3 percentage points.

(
Staff recommends a return (8.91% to 9.91%, with a mid-point of 9.41%) which is neither fair nor reasonable, and is unsupported by the body of analysis which actually has been presented by Mr. Bible.

(
Mr. Bible’s recommendation is based solely on a discounted cash flow (“DCF”) result applied to Ameren Corp.  No competent analyst would base the cost of equity on a single test applied to a single company.  In addition, application of the DCF test to the subject company, particularly one which is regulated, is entirely circular.  Its results are a function of the return the regulator is expected to allow.  That is the same return the analyst is supposed to be estimating.

(
By averaging historic growth rates with analysts’ consensus forecasts of future growth rates (which already take into account historic rates), Mr. Bible’s DCF test calculation gives excessive weight to historic growth rates in what is supposed to be an effort to estimate future investor growth expectation.  Replacement of Mr. Bible’s average historic and forecast growth rates with only the forecast growth rates increases his DCF return on equity results by between 1.25 to 3 percentage points.

(
Mr. Bible’s risk premium analysis of Ameren erroneously replaces, relative to past Staff practice, utility bond yields with government bond yields.  Correction for this error increases the risk premium return on equity result by 0.7 percentage points.

(
Mr. Bible’s Capital Asset Pricing Model utilizes a risk-free rate, a market risk premium and relative risk factors (betas) which significantly understate AmerenUE’s required equity return.  Replacement of the unreasonably low inputs with appropriate values increases his CAPM return on equity results by 1.9 to 4.5 percentage points.

(
Mr. Bible opted not to apply a risk premium test to his comparable sample.  Inclusion of that analysis adds a further test result that is 2.7 percentage points above his return on equity recommendation.

(
Corrections for these errors and omissions in the Staff’s testimony raises the rate of return on equity to a range of 11.8% to 12.8% when equal weight is given to each of the test results for Ameren Corporation and Mr. Bible’s sample of comparable companies.  That return is 2.2 to 3.4 percentage points higher than the mid-point of the Staff’s recommendation as shown in the table below.

Test
Mr. Bible’s Results
Corrected Results
Correction

DCF – Ameren
8.91% to 9.91%
11.2%
Use analysts’ growth forecasts

Risk Premium – Ameren
11.87%
12.53%
Use utility bond yields

CAPM – Ameren
9.34% to 9.40%
11.2% to 13.9%
Use reasonable risk-free rate, correct market risk premium and beta

DCF – Comparables
9.75%
12.8%
Use analysts’ growth forecasts

Risk Premium – Comparables
--
12.1%
Apply test to sample companies

CAPM - Comparables
9.46% to 9.52%
11.2% to 13.9%
Use reasonable risk-free rate, correct market risk premium and beta

Average


9.9% to 10.1%
11.8% to 12.8%


BIBLE RECOMMENDATION
8.91% to 9.91%


(
My independent analysis of the fair return in this case shows that a fair return for AmerenUE is in the range of 12% to 14%.

(
The analysis is based on the results of multiple tests applied to samples of comparable companies.  Such an approach is required because no single test can be expected to provide the “correct” answer.  More importantly, the ability of any single test applied to one individual company to obtain the “right” answer would be pure happenstance.

(
My DCF test, applied to a sample of eight comparable electric utilities (including Ameren Corporation), using analysts’ consensus growth forecasts, results in an estimated cost of equity (on market value) of 11.0% to 11.3%.

(
My CAPM return on equity results, applied to the same sample of electric utilities, and using a reasonable estimate of the beta, is 11.5% to 11.75%.

(
Both the DCF and CAPM results are market rates, that is, derived from market values and applicable to the market value of investments.  However, regulatory convention applies that return to the book value.  The further the market value of a company’s equity is above its book value, the greater the extent to which a current DCF or CAPM cost of equity understates the fair return on book equity.  Simply put, the application of the market return arising from the DCF and CAPM tests to the book value of equity under current market conditions is wrong.  Unless the market-derived cost of equity estimates recognize the significant deviation between current market value and book value, the application of those tests will, by definition, significantly understate the return (in dollar terms) on original cost book value that investors require.  When the market-value derived expected returns on equity are translated into fair returns on book value, the resulting required returns on equity are:



DCF


11.5% to 13.5%



CAPM


12.0% to 14.0%

(
My comparable earnings test applied to unregulated companies indicates a fair return in the range of 13.75% to 14.0%.  The comparable earnings test estimates the opportunity cost of equity; that is, the returns available from alternative investments of comparable risk.  It is the only test that directly measures the fair return in the same manner in which the allowed return is applied:  to book value.  It is also the only test that explicitly recognizes that utilities do not operate in a utility-only capital market.  Utilities have to compete with other types of companies for capital.  Therefore, their equity returns also need to be comparable, on a risk-adjusted basis, to those of unregulated companies.

(
The sharing grid in AmerenUE’s proposed alternative regulation plan will assure reasonable returns.

(
AmerenUE’s proposed alternative regulation plan includes a sharing grid which assures that shareholder returns will not be excessive.  The proposed grid begins sharing at returns below what would be a fair and reasonable return under traditional cost of service ratemaking.

(
The sharing grid allows for returns in line with those under similar plans approved by other state regulators.

(
The maximum achievable return is compatible with ROEs forecast for other Central U.S. electric utilities.

(
The maximum achievable return is well below the average ROE forecast for competitive industrials.

In summary, Staff has recommended a return on equity for AmerenUE which is clearly inadequate, and, as the testimony of Professor Morin explains, is not based on substantial and competent evidence.  A return on equity of 9.41% does not approach meeting the standards that govern a fair and reasonable return, which is reflected by the fact, as illustrated in Schedule 17 of my testimony, that this proposed return is significantly outside the range of returns that has been allowed in other jurisdictions.  Correction of the Staff’s estimates for various errors and omissions brings the results to a level (11.8% to 12.8%) which lies within the range of reasonableness.  My own analysis, which supports a return on equity in the range of 12.0% to 14.0%, confirms the validity of the Staff’s corrected results.
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