APPENDIX C

ADJUSTMENT FOR FINANCING FLEXIBILITY

The equity risk premium test result represents a return which conceptually, if applied to the book value of equity, would cause the utility market/book ratio to equal 1.0.  This  cost needs to be adjusted to permit the utility a certain degree of financing flexibility and integrity.

The adjustment for financing flexibility, or alternatively the flotation cost allowance, is intended to serve two distinct but related purposes:  first, to permit a company to recover all costs associated with issuing additional stock as required to meet its obligation to serve, at not less than book value per share, and thus without harming (diluting) the investment of existing shareholders, and second, to position the company at all times such that if it needs to issue additional equity to meet its obligation to serve, it can do so without harm to its existing shareholders.

The adjustment should at a minimum include:

(1)
Financing costs, or out-of-pocket issue expenses.  These comprise primarily administrative costs and the underwriters' fee.  In 2001, Ameren issued 5 million common shares to the public at $39.50, and incurred an underwriting discount of $1.38/share, plus out-of-pocket expenses for printing, legal expenses, etc. of $0.10/share, for a total of $1.48 per share.  In relation to net proceeds per share of approximately $38.02, the resulting pre-tax out-of-pocket financing cost is 3.9%.  An analysis of electric utility issues covered by EBASCO from 1991-1994 indicated an identical average. 
  A more recent survey of issues during 2001-2002 (12 electric utility issues) shows an average cost per share of 3.85%.  On balance, the after-tax cost (at a 38% tax rate) is approximately 2.4%.

(2)
An allowance for market pressure, i.e., the tendency for the price of the stock to fall as an additional supply of stock is introduced into the market, of approximately 2-3 percent of the market price.

The article entitled "Total Flotation Costs for Electric Company Equity Issues", by Victor M. Borun and Susan L. Malley, Public Utilities Fortnightly,  (February 20, 1986), summarizes various studies which were performed using utility data, as well as presents the results, of a study covering 641 electric utility issues.  The various studies provide support for a market pressure adjustment of 2-3%.  

Further estimates of market pressure were made by reference to the Ameren issue and the sample of 12 electric issues in 2001-2002.  The market pressure was estimated as follows:

(a)
The percentage change in the price of the utility shares was calculated between the time of the announcement of the issue and the pricing of the issue.

(b)
The percentage change in the S&P price index was calculated between the time of the announcement of the issue and the pricing of the issue.

(c)
The expected change in the issuing utility’s stock price absent an equity issue was then calculated.  The expected change (absent an equity issue)  from date of announcement to the date of pricing was estimated as 70% of the change in the S&P index, based on a representative electric utility beta factor of 0.70.

(d)
The market pressure was then estimated as the actual percentage change in the utility stock price from date of announcement to pricing date less 70% of the change in S&P 500 index over the same period.

The market pressure for the Ameren issue was 5.7%; the average market pressure for the sample of 12 electric utility issues was 3.4% (median of 3.9%).

Conceptually, the measurement of market pressure should be made by reference to the change in market price from the time of the announcement of the sale of additional equity to the time of the sale of this equity, with due regard to the trend of market prices in this period.  However, the anticipation of raising equity may precede the announcement, particularly for utilities, so that the market may already reflect (partly, or entirely) the impact of dilution at the time of the announcement.  It may then appear that there is no market pressure, when in fact it is merely not statistically measurable.  To capture the impact of market pressure, it is therefore necessary to rely on a large number of observations.  Moreover, since the flotation cost allowance is essentially a composite figure which is designed to recover flotation costs associated with past and future issues of various sizes, measurement of the market pressure component by reference to a large sample of issues of many relative sizes is appropriate.  Based on the data above, a reasonable estimate of market pressure is in the range of 3-4%.

The sum of the first two elements (approximately 6%) comprises an estimate of the minimum allowance required to afford a utility some financing flexibility.  Specifically, it is the minimum amount required which will permit a company to recover all costs associated with issuing additional stock as required to meet its obligation to serve, at not less than book value per share, and thus without harming (diluting) the investment of existing shareholders, as well as, to position the company at all times such that if it needs to issue additional equity to meet its obligation to serve, it can do so without harm to its existing shareholders.

This total gives no consideration to the fairness principle, which would recognize that competitive industrials have, in periods of moderate inflation, consistently been able to maintain the real value of their assets, as evidenced by market/book ratios significantly in excess of 1.0.  Utilities should not be precluded from achieving a level of financial integrity that gives some recognition to the tendency for industrial market values to equate to replacement costs and thus produce market/original cost book values significantly in excess of 1.0.  This is not only a fairness argument, but an economic argument, inasmuch as it is the role of regulation to simulate competition, under which long-run market value should equate to the replacement cost of the productive capacity.  The argument is even stronger when regulated utilities are also exposed to competition with other regulated utilities or alternative energy service providers.  Hence, an adjustment of 6.0% in the context of original cost regulation is conservative.

A 6.0% flotation cost adjustment is approximately equivalent to an adjustment sufficient to permit a utility to maintain a market/book ratio of 1.06.  The DCF formula provides a means of adjusting the market-derived cost to arrive at the book return required for a market/book ratio of 1.06 (see Schedule 10 for derivation):

Return on
=
Market/Book Ratio x Market-Derived Cost
Book Equity

  1 + [earnings retention rate (M/B - 1)]

To achieve a market/book ratio of 1.06, based on the electric utilities’ historic dividend payout ratio of 75% (retention rate of 25%) and a market-derived DCF cost of capital of 11.25%, the required return is 11.75%.

11.75%
=
     1.06 (11.25%)     
1 + [.25 (1.06 - 1.0)]

Hence, a minimum adjustment for financing flexibility, equal to the difference between 11.75% and 11.25%, is approximately 50 basis points.

�EBASCO Services, Inc., Analysis of Public Utility Financing, various issues, 1991-1994; series discontinued subsequent to 1994.
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