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Q. PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 

 

A. My name is Charles W. King.  I am President of the economic consulting firm of Snavely 

King Majoros O'Connor & Lee, Inc. ("Snavely King").  My business address is 1111 14th 

Street, N.W., Suite 300, Washington, D.C.  20005. 

 

Q. PLEASE DESCRIBE SNAVELY KING. 

 

A. Snavely King, formerly Snavely, King & Associates, Inc., was founded by the late Carl 

M. Snavely and myself in 1970 to conduct research on a consulting basis into the rates, 

revenues, costs and economic performance of regulated firms and industries.  The firm 

has a professional staff of 12 economists, accountants, engineers and cost analysts.  Most 

of its work involves the development, preparation and presentation of expert witness 

testimony before federal and state regulatory agencies.  Over the course of its 36-year 

history, members of the firm have participated in over 1000 proceedings before almost all 

of the state commissions and all Federal commissions that regulate utilities or 

transportation industries. 

 

Q. HAVE YOU PREPARED A SUMMARY OF YOUR QUALIFICATIONS AND 

EXPERIENCE? 

 

A. Yes.   Attachment A is a summary of my qualifications and experience. 
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Q. HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN REGULATORY 

PROCEEDINGS? 

 

A. Yes.  Attachment B is a tabulation of my appearances as an expert witness before state 

and federal regulatory agencies. 

 

Q. FOR WHOM ARE YOU APPEARING IN THIS PROCEEDING? 

 

A.   I am appearing on behalf of the Office of the Public Counsel for the State of Missouri. 

 

Q.   WHAT IS THE OBJECTIVE OF YOUR TESTIMONY? 

 

A. The objective of my testimony is to recommend the appropriate rates of return to capital 

devoted to the retail electric utility services of the Union Electric Company d/b/a 

AmerenUE (“AmerenUE” or “the Company”).  
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Q. WHAT HAVE YOU FOUND TO BE THE APPROPRIATE RATE OF RETURN 

TO AMERENUE’S ELECTRIC UTILITY RATE BASE? 

 

A. Based on the analyses presented in this testimony, I find that the appropriate after-tax 

return to the AmerenUE’s electric utility rate base is 7.55 percent.  This recommendation 

reflects the application of a 9.65 percent return to AmerenUE’s equity capital within the 

Company’s June 30, 2006 capital structure, inclusive of an attribution of parent company 

debt.  
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Q. DO YOU HAVE A SCHEDULE THAT DISPLAYS THE DEVELOPMENT OF 

THIS RECOMMENDED RATE OF RETURN? 

 

A. Yes.  Schedule CWK-1 of my exhibit presents the calculation of my recommended rate 

of return.  Columns B and C show AmerenUE’s capital structure as of June 30, 2006 as 

presented in Schedule LRN-G5-1 attached to AmerenUE witness Lee R. Nickloy’s 

Supplemental Direct Testimony.  Columns D and E present the parent company’s 

unconsolidated capital structure as shown in the Company’s response to Bible 

(Commission Staff) Data Request No. 001, and column E shows AmerenUE’s capital 

structure adjusted for the “double leverage” effect of parent debt, which I will discuss in 

this testimony.   

 

Columns F of Schedule CWK-1 shows the cost rates for each component of the capital 

structure as of June 30, 2006, and Column G shows the weighted return.   The bottom 

line at column F shows the overall return to capital for AmerenUE’s electric service. 
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Q. WHAT IS MEANT BY “CAPITAL STRUCTURE?” 

 

A. Capital structure refers to the mix of the various forms of investor-supplied capital: long-

term debt, short-term debt, preferred stock and common equity. 

 

Q. WHAT IS THE RELEVANCE OF CAPITAL STRUCTURE TO THE OVERALL 

RATE OF RETURN? 

 

A Capital structure is highly relevant to the overall rate of return because the cost of the 

respective forms of capital varies considerably.  In general, debt capital is much less 

costly than equity capital, not only because it requires a lower return, but because it is 
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tax-deductible.  Equity capital is more costly because it bears more risk.  Since the return 

to equity – dividends and retained earnings – are not tax deductible, equity capital also 

affects ratemaking by requiring a gross-up for income taxes. 

 

 Standing alone, these considerations would suggest that debt capital is always preferable 

to equity, but debt has limits.  As the proportion of debt increases, the financial risk that 

the Company might not be able to honor its debt instruments increases.  At some point, 

that risk overwhelms the benefit of lower debt costs, and the capital structure becomes 

too “leveraged,” that is, it has too much debt for the earnings to sustain.  In theory, there 

is an ideal mix of debt and equity that minimizes the composite cost of capital.  Finding 

that ideal is a major challenge to most companies, and particularly to companies in 

capital-intensive industries such as electric utilities. 

 

Q. WHAT IS AMERENUE’S CAPITAL STRUCTURE? 

 

A. AmerenUE’s capital structure is shown in columns B and C of Schedule CWK-1.   I have 

taken the values in these columns directly from Schedule LRN-G5-1 attached to the 

Supplemental Direct Testimony of Company witness Lee R. Nickloy. 

 

Q. IS THIS THE APPROPRIATE CAPITAL STRUCTURE TO USE IN 

CALCULATING THE COST OF AMERENUE’S CAPITAL DEVOTED TO 

UTILITY SERVICE? 

 

A. No.  This capital structure reflects the implicit assumption that the equity component is 

the proportion of capital that is held by the shareholders of AmerenUE’s parent, the 

Ameren Corporation.  That is not the case.  A small proportion – 5.2 percent -- of 

AmerenUE’s “equity” takes the form of long-term debt at the parent company level. And 

an even smaller portion – 0.5 percent – takes the form of parent company short-term debt.  

The effect is to overstate the equity portion of AmerenUE’s capital as it ultimately 
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reaches Ameren Corporation’s shareholders. To correct for this “double leverage” effect, 

I adjust AmerenUE’s capital structure in columns D and E of Schedule CWK-1. 

 

Q. CAN YOU CITE ANY REGULATORY PRECEDENT FOR THIS “DOUBLE 

LEVERAGE” ADJUSTMENT? 

 

A. Yes.  There is extensive precedent for double leverage adjustments in telephone company 

regulation.  Most telephone operating companies have debt in their own name.  Their 

parent companies, such as AT&T (prior to 1984), General Telephone, Continental 

Telephone, United Telephone, also issued debt in their name.  The parent company debt 

provided funds that were then invested as “equity” capital into the operating companies.  

The FCC1 and most state commissions2 recognized that these “equity” infusions were not 

equity at all, but debt capital taken out by the parent company.  Accordingly, they made 

double leverage adjustments very similar to the adjustment I am proposing for 

AmerenUE. 

 

Q. HOW CAN YOU DETERMINE WHETHER THE CAPITAL STRUCTURE YOU 

HAVE IDENTIFIED IN YOUR SCHEDULE CWK-1 IS REASONABLE? 

 

A. The appropriate capital structure is a mix of debt and equity that would be employed by 

prudent management in a company devoted exclusively to regulated electric service. 

 

Q. HAVE YOU PERFORMED ANY ANALYSES TO CONFIRM THAT 

AMERENUE’S CAPITAL STRUCTURE IS CONSISTENT WITH THAT OF 

WELL-MANAGED ELECTRIC UTILTIES? 

 
1 86 F.C.C.2d 221 (1981), aff’d United States v. FCC, 707 F.2d 610 (D.C. Cir 1983).  
2 See, for example, Alabama Sup.Ct, Contenental Teleph. Co. of the South-Alabama v. Alabama PSC, 427 So.2d 
981 (1982); rehearing denied Feb. 11, 1983; New Mexico Sup.Ct., General Telephone Co. of the Southwest v. New 
Mexico State Corp. Commission (1982) 98 NM 749, 652 P2d 1200; Texas Ct.App. General Telephone Co. of the 
Southwest v. Texas Public Utility Commission (1982) 928 SW2d 832, rehearing denied March 3, 1982; Arkansas 
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A. Yes.  I have compared AmerenUE’s capital structure with the capital structures of 

comparison groups of electric utility companies. 

 

Q. HOW DID YOU SELECT YOUR COMPARISON GROUP OF ELECTRIC 

UTILITIES? 

 

A. I began with the list of 34 electric companies and 11 gas companies that AmerenUE’s 

rate of return witnesses James VanderWeide and Kathleen McShane used for comparison 

purposes to AmerenUE.  Dr. VanderWeide’s list is found on his Schedule JVW-1-1 in the 

electric case, and Ms. McShane’s list is on her Schedule KCM-G3-1 in the gas case.  

According to Dr. VanderWeide, his list consists of Value Line’s electric utility companies 

that (1) paid dividends during every quarter of the last two years; (2) did not decrease 

dividends during any quarter of the past two years; (3) had at least three analysts included 

in the I/B/E/S mean growth forecast; (4) have an investment grade bond rating and a 

Value Line Safety Rank of 1, 2, or 3; and (5) have not announced a merger.  Ms McShane 

testifies that her list consists of Value Line gas distribution companies with no less than 

80 percent of their assets devoted to gas distribution operations, with Standard & Poor’s 

ratings of BBB- or better, and with both Value line and I/B/E/S forecasts.  To these lists, I 

added two more companies, Constellation Energy and FPL Group, that had been 

excluded from Dr. VanderWeide’s list because they were in merger negotiations.  Those 

negotiations have broken off since Dr. VanderWeide prepared his testimony.   

 

 I present this list on Schedule CWK-2 of my exhibit.   There are 46 companies in all. 

 

 I then examined the 2005 10K reports of these companies to determine how much of their 

revenue was derived from regulated electric and gas utility service.  The results of this 

 
PSC, Re. General Telephone Co. of the Southwest, Docket No. 85-127-U, Order No. 10, March 11, 1986; 
Connecticut DPUC Re Southern New England Telephone Co. 71 PUR4th 446 (1895). 
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analysis are set forth on Schedule CWK-2 of my exhibit.  I found that four companies on 

Dr. VanderWeide’s electric utility list are more heavily involved in gas distribution than 

electric service and that one Company, MDU Resources, is most heavily involved in non-

utility activities, including construction, mining, and gas and oil production.  I eliminated 

OGE Energy because it is predominantly a gas pipeline company, although it does have 

some electric utility operations.  TXU had to be eliminated because it has written down 

its equity to the point that it displays unreasonable financial risk.  One company, SCANA 

Corporation, appears equally involved in electric and gas operations, so I included it in 

both comparison groups. 

 

 I then examined the proportion of revenue of each company that is non-regulated relative 

to that which is subject to regulation.  I found that AmerenUE derives virtually all of its 

revenue from regulated services, both electric and gas.  It is, however, predominantly an 

electric utility.  Many of the companies listed as electric utilities derive very significant 

proportions of their revenue from non-regulated merchant power production and 

marketing.  I therefore established a threshold of 60 percent regulated utility revenue as a 

basis for inclusion in the comparison groups to be used in this analysis. The result of this 

effort is two comparison groups, an electric utility group of 25 companies and a gas 

distribution group of 16 companies.  The electric companies are listed on Schedule 

CWK-3 in my exhibit.  

 

Q. WHY DID YOU ESTABLISH A CRITERION OF 60 PERCENT REGULATED IN 

SELECTING YOUR COMPARISON GROUPS? 

 

A. It is necessary to confine the comparison groups to heavily regulated companies because 

only such regulated companies set their prices in the same manner as AmerenUE.   The 

prices of unregulated companies are established by the market, or more specifically by 

the prices that competitors charge. By contrast, the prices charged by regulated utilities 

are determined by regulation.  Those regulated prices are based on the cost of service, 
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net invested capital is measured by book value, that is, the original cost of the assets used 
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 It is this orientation to book investment value that sets regulated utilities apart from all 

other companies.   For competitive companies, book value of assets (plant, working 

capital) or liabilities (debt and equity) has little relevance.  For regulated utilities, book 

value has great relevance because regulation makes it so.  The prices that regulated 

utilities can charge are constrained by the record of past investments on the companies’ 

books.  Only such regulated companies can be compared to AmerenUE, a totally 

regulated enterprise.  That is why I have limited my comparison groups to companies that 

are subject to rate base/rate-of-return regulation. 

 

Q. RETURNING TO THE ISSUE OF CAPITAL STRUCTURE, HAVE YOU 

COMPARED THE CAPITAL STRUCTURE OF AMERENUE WITH THE 

CAPITAL STRUCTURES OF COMPARABLE UTILITY COMPANIES? 

 

A. Yes. The capital structures of electric comparison group companies are presented on 

Schedule CWK-3.  The schedule reveals that the electric comparison group has an 

average equity percentage of total capital of 45.3 percent and of permanent capital of 47.4 

percent.  These percentages are lower than AmerenUE’s equity percentages of 52.2 

percent and 52.6 percent, respectively, even after the double-leverage adjustment.   

 

Q. WHAT DO YOU CONCLUDE FROM THIS COMPARISON OF CAPITAL 

STRUCTURES? 

 

 Based on this comparison, I believe that AmerenUE’s capital structure, inclusive of the 

double-leverage adjustment, is reasonably comparable to the average capital structure of 
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the comparison group.  AmerenUE has a slightly greater equity proportion than the 

comparison group, which suggests a slightly lower level of financial risk.   

 

Q. WHAT DEFINITION OF EQUITY HAVE YOU USED IN YOUR SCHEDULES, 

BOOK VALUE OR MARKET VALUE? 

 

A. I have used book value consistently. 

 

Q. MIGHT YOU HAVE USED THE MARKET VALUE OF AMEREN’S STOCK IN 

DETERMINING THE CAPITAL STRUCTURE? 

 

A. No.  The reason is circularity.  Market values depend on earnings, and the earnings of a 

regulated enterprise depend on the rate of return set by the regulators.  If that rate of 

return is in turn affected by the level of market value, the whole process becomes 

circular.   

 

This issue was addressed by the Supreme Court when it reviewed the use of book value 

versus “fair value,” which may be measured as market value, in its landmark Hope 

Natural Gas case. 

… “fair value” is the end product of the process of rate-making not 
the starting point as the Circuit Court of Appeals held.  The heart 
of the matter is that rates cannot be made to depend upon “fair 
value” when the value of the going enterprise depends on earnings 
under whatever rates may be anticipated.3  

  

 Were the Commission to use market value in determining the AmerenUE’s capital 

structure, the result would be circular regulation: 

 

 Because of a high authorized rate of return, the utility’s stock value is bid well above 
book value.  

 
3 Federal Power Commission et. al vs. Hope Natural Gas Company, 320 U.S. 592, at 601 (1944) 
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 This inflated market value is then used by the Commission in weighting equity and 

debt capital.  
 

 The much higher equity weighting increases the composite rate of return.  
 

 The higher return increases earnings. 
 

 The increased earnings further inflate the market value of the stock. 
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Q. WHAT COSTS HAVE YOU ASSIGNED TO THE DEBT AND PREFERRED 

STOCK COMPONENTS OF AMERENUE’S CAPITAL STRUCTURE? 

 

A. I have adopted the cost rates shown in Schedule LRN-G5-1, attached to the Supplemental 

Direct Testimony of Ameren witness Lee R Nickloy in the gas case.  These cost rates are 

as of June 30, 2006.  It is my understanding that they may be updated before the hearing 

in this case.  
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Q.  WHAT IS THE BASIS FOR FINDING A RATE OF RETURN TO AMERENUE’S 

COMMON EQUITY SHAREHOLDERS? 

  

A.   In its Hope Natural Gas decision, the United States Supreme Court established the 

following standards for the return to equity that must be allowed a regulated public utility: 

..the return to the equity owner should be commensurate with the 
returns on investments in other enterprises having corresponding 
risks.  That return, moreover, should be sufficient to assure 
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confidence in the financial integrity of the enterprise, so as to 
maintain its credit and to attract capital.4

 
It can be seen from this excerpt that there are essentially three standards for determining 

an appropriate return to equity.  The first is the "comparable earnings" standard, i.e., that 

the earnings must be "commensurate with the returns on investments in other enterprises 

having corresponding risks."  The second is that earnings must be sufficient to assure 

"confidence in the financial integrity of the enterprise," and the third is that they must 

allow the utility to attract capital and maintain credit.   

  

Q.   HOW CAN THE COMPARABLE EARNINGS STANDARD BE APPLIED IN 

ESTIMATING THE RATE OF RETURN TO EQUITY CAPITAL? 

 

A.  There is a certain circularity to the comparable earnings standard because the competitive 

nature of the capital markets virtually ensures that the returns to all enterprises having 

corresponding risks are comparable with each other.  Investors establish the price of each 

traded stock based on that stock's present and prospective earnings in comparison with the 

present and prospective earnings of all other stocks and other investments available to 

them.  If the earnings of a firm are depressed or highly uncertain, then investors will pay 

only a low price for that firm's stock.  As a result, the return on the market value of that 

stock will be comparable to the return on the market value of the stock of other companies 

that are highly profitable but which, as a consequence of their profitability, have been bid 

up to a very high price.  Thus, if "return" is defined as the earnings of an equity investment 

relative to its current market price, then the comparable earnings test becomes a cipher.  

All returns are comparable with all other returns.  
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In public utility regulation the conventional procedure for resolving this circularity is to 

identify the required equity return based on the market value of a utility's stock. That 

 
4 Id. at 603  
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return is combined with the cost of debt and preferred stock, using either the actual or a 

hypothetical minimum-cost capital structure.  The blended return to total capital is then 

applied to a rate base reflective of the book value of the utility's investment.  The book 

value is the accountant's quantification of the original cost of the utility’s assets adjusted 

for ratepayer contributions such as deposits and deferred taxes.  Under this procedure, the 

market price of a stock is used only to determine the return that investors expect from that 

stock.  That expectation is then applied to the book value of the utility's investment to 

identify the level of earnings that regulation will allow the utility's common shareholders 

to recover.  As noted earlier, this procedure is peculiar to regulated public utilities. 

 

Q. HOW CAN THE FINANCIAL INTEGRITY AND CAPITAL ATTRACTION 

STANDARDS BE APPLIED IN ESTIMATING THE RATE OF RETURN TO 

EQUITY CAPITAL? 

 
A. If a utility can earn a return on its investment comparable to that required by enterprises of 

comparable risk, then it should have no difficulty in maintaining financial integrity or 

attracting capital.   Investors would have no reason to shun such a utility in favor of other 

investment opportunities.  Thus, if the comparable earnings test is met, then the financial 

integrity and capital attraction standards are met as well. 

 

Q. HOW DO YOU DEFINE “ENTERPRISES OF COMPARABLE RISK” AS 

REQUIRED BY HOPE NATURAL GAS? 

 

A. I shall use the list of 25 electric companies in Schedule CWK-3.   All of these companies 

derive at least 60 percent of their revenue from regulated utility service. 
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Q. HOW WILL YOU IDENTIFY THE MARKET-DETERMINED RATE OF 

RETURN TO THE EQUITY CAPITAL OF THESE COMPARISON GROUP 

COMPANIES? 

 
A. In developing the equity returns for the comparison groups, I shall apply the Discounted 

Cash Flow ("DCF") procedure.  I consider the DCF procedure to be the most credible test 

of a market return.  I shall present two versions of this test.  The first, which I shall 

describe as the “classic” DCF, employs the forecasts of investment analysts in estimating 

the growth component of the DCF formula.  The other procedure employs both analysts’ 

forecasts and a forecast of the annual growth of Gross Domestic Product in the “out” years 

beyond 2012.  Additionally, I shall consider the Capital Asset Pricing Model (“CAPM”) 

as a check on the DCF results.  Finally, I shall examine the trend in rates of return allowed 

by public utility commissions to electric utilities during the past 16 years.  
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Q. PLEASE DESCRIBE THE DISCOUNTED CASH FLOW PROCEDURE. 
 
A. The basic premise of the Discounted Cash Flow (“ DCF”) procedure is that the market 

price of each stock is the discounted present value of all expected future flows of cash to 

the investor.  The discount rate that equates those future cash flows with the market value 

of the stock is the investor’s required rate of return.  

      
 The DCF approach is usually represented by the following formula: 

 
k = d/P + g 
 

where   k = required rate of return 
             d = dividend in the immediate period 

            p = market price 
             g = expected growth rate in dividends 
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While the DCF method is usually presented in mathematical notation format (as above), it 

can also be described in narrative fashion.  The formula says that the return that any 

investor expects from the purchase of a stock consists of two components.  The first is the 

immediate cash flow in the form of a dividend.  The second is the prospect for future 

growth in dividends.  The sum of the rates of these two flows, present and future, equals 

the return that investors require.  Investors adjust the price they are willing to pay for the 

stock until the sum of the dividend yield and the annual rate of expected future growth in 

dividends equals the rate of return they expect from other investments of comparable risk.  

The DCF test thus determines what the investing community requires from the company 

in terms of present and future dividends relative to the current market price.     

 

Q. DON’T MOST INVESTORS REGARD CAPITAL APPRECIATION AS A 

PORTION OF THEIR EXPECTED RETURN? 

 

A. Yes.  The expectation of capital appreciation is captured in the “g” or growth portion of 

the DCF formula.  If dividends grow, then it follows that the market price of the stock will 

grow as well.  It is this growth that most equity investors seek, at least in part, in 

purchasing shares in a traded company. 

 

Q. HOW DO YOU IDENTIFY THE FIRST TERM, “d/p,” FOR PURPOSES OF THE 

APPLYING DCF PROCEDURE? 

 

A. The “d” is the dividend in the next period, that is, the next year.  There is a somewhat 

mechanical procedure for predicting this value which applies a factor of .5 to the “g” or 

growth factor, on the assumption that dividends will increase in lock step with earnings 

growth.  Alternatively, there are analysts’ predictions of next year’s dividends that 

presumably reflect a fairly close scrutiny of the companies’ cash flow requirements and 

their apparent desire (or lack thereof) to increase dividends to their stockholders.  Because 

the latter procedure takes into account company-specific considerations, I believe it is 
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more appropriate.  For this purpose, I have used Value Line’s forecast of dividends.   For 

the “next period,” I have assumed that the investment horizon at this point is the year 

2007, and so I have used Value Line’s forecast of 2007 dividends. 

  

 The “p” or price denominator of the dividend yield fraction requires the exercise of some 

judgment.  Given the volatility of the stock market, it is inappropriate to use any one 

day’s price, but it is also necessary to reflect the market’s current perception of each 

stock’s value.  For purposes of this analysis, I have used the average of prices for the 

most recent 90 calendar days preceding December 8, 2006 as reported by Yahoo finance.  

 

Columns A, B, and C of Schedule CWK-4 present the dividend yields of each of the 

comparison group companies.  The schedule shows that the average dividend yield of the 

electric group is 3.9 percent. 

 

Q. IS THERE A CONVENTIONAL PROCEDURE FOR CALCULATING THE “g” 

GROWTH COMPONENT OF THE DCF FORMULATION? 

 

A. Yes.  There is a conventional procedure for calculating equity return under the DCF 

formula that is often referred to as the “classic” DCF calculation.  The Federal 

Communications Commission (“FCC”) adopted this method in 1986 and concluded that 

it should be given the greatest weight in determining the rate of return to equity.5  I 

should note also that the Surface Transportation Board6 routinely uses this method each 

year to determine the revenue adequacy of each of the nation’s Class I railroads.7 

 

 
5 Authorized Rates of Return for the Interstate Services of AT&T Communications and Exchange Telephone 
Carriers, Memorandum Opinion and Order on Reconsideration, CC Docket No. 84-800, Phase II, 104 FCC 2d 
1404, at 1407 (1986);  Resubscribing the Authorized Rate of Return for Interstate Services of Local Exchange 
Carriers, Order, CC Docket No. 89-624, 5 FCC Rcd 7507, 7512 (1990); Notice Initiating a Prescription 
Proceeding and Notice of Proposed Rulemaking, CC Docket No. 98-166, October 5, 1998. 
6 Successor agency to the Interstate Commerce Commission. 
7 Comments of the Association of American Railroads and Its Member Railroads, Surface Transportation Board Ex 
Parte No. 558 (Sub-No.9), Railroad Cost of Capital – 2005, pp. 2-3. 
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 According to the DCF theory, the relevant measure of “g” should be the growth in 

dividends.  Dividends, however, are largely a function of management discretion, and in 

the near term they do not necessarily reflect the underlying driver of earnings.  In the long 

run, however, any rate of dividend growth that differs significantly from earnings growth 

is unlikely to be sustainable.  For this reason, it is generally accepted that the growth rate 

of earnings per share (“EPS”) is the most reliable indicator of the “g” factor.  

 

The classic DCF calculation employs predictions of EPS growth, usually in the three to 

five year time horizon. Investment analysts routinely attempt to forecast the future 

earnings of traded companies.  Value Line provides such forecasts based on the research of 

its own and other organizations’ analysts.  Another commonly cited source is the 

Institutional Brokers Estimation System, or I/B/E/S, now part of Thomson Financial’s 

research program.  I/B/E/S does not conduct independent research but surveys investment 

analysts for their predictions of future earnings growth.  I have used the forecasts from 

these two sources for my development of the classic DCF return.   

 

The long-term earnings growth forecasts for AmerenUE and each comparison company 

are presented in columns D and E of Schedule CWK-4 of my exhibit.  Column F shows 

the average of these forecasts for each company.  Schedule CWK-4 shows that the average 

forecast rate of earnings growth for the electric comparison group is 6.0 percent.   

 
Q. WHAT IS THE EQUITY RETURN INDICATION FROM YOUR APPLICATION 

OF THE CLASSIC DCF PROCEDURE? 

 

A. The final column of Schedule CWK-4 presents the results of my classic DCF analysis.  

The schedule reveals that when the average electric company earnings growth rate of 6.0 

percent is added to those companies’ 3.9 percent dividend yield, the result is an average 

DCF return of 9.9 percent to the electric utility comparison group.   
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Q. WHAT IS THE CLASSIC DCF RETURN INDICATION FOR AMERENUE? 

 

A. The top line of Schedule CWK-4 shows that the classic DCF return for AmerenUE is 8.3 

percent.  This very low indication is principally due to Value Line’s prediction that 

Ameren’s earnings will increase only 1.5 percent on average over the coming five years.  

The discussion in Value Line’s report suggests that this forecast is a function of the 

expectation that Ameren’s earnings will decline by four percent in 2006 owing to two 

one-time negatives, poor weather and an unplanned outage at the Calloway nuclear plant.   

For this reason, I do not place much confidence in the AmerenUE result.  

 

 Q. WHAT IS YOUR ASSESSMENT OF THE QUALITY OF THE CLASSIC DCF 

RETURN INDICATIONS? 

 

A. I agree with the FCC (and other commissions) that the “classic” formulation of the DCF 

model is a reliable basis for estimating returns to equity.  That is because it uses market 

data for the dividend yield portion of the formula, and it relies on the informed judgment 

of market analysts for its projection of future growth. 

 

I do not believe, however, that the classic DCF formulation can be considered as 

providing a hard and fast statement of investors’ requirements for earnings from any one 

company, or even groups of companies such as the comparison groups I am using in this 

analysis.  Other approaches must be applied to offer guidance as to whether the classic 

DCF results provide appropriate estimates of the rate of return to equity. 

 

Q. IS THERE ANOTHER DCF FORMULATION BESIDE THE “CLASSIC” FORM 

THAT YOU HAVE JUST DISCUSSED? 

 

A. Yes.  An arguable weakness in the classic DCF formulation is that it assumes that the 

rates of earnings growth predicted by investment analysts will continue indefinitely.  That 
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is not the prediction of the analysts.  They are quite explicit that their forecasts are only to 

a time horizon of about five years.  Beyond that, the companies’ earnings growth rates 

are unknown and unknowable.   

 

 It is not realistic to expect that a growth in earnings that departs significantly from the 

overall growth of the economy can last indefinitely.  Sooner or later, any company’s 

earnings growth must be constrained by the performance of the economy in which it 

operates.   

 

In establishing authorized equity returns for pipeline companies, the Federal Energy 

Regulatory Commission (“FERC”) recognizes this ultimate constraint on earnings 

growth.  Accordingly, it uses a two-step procedure in estimating the “g” factor in the 

DCF formula.  The first step is the same analysts’ forecasts used in the classic 

formulation. The second step is an estimate of long-term nominal rate of growth in Gross 

Domestic Product (“GDP”).8  This procedure acknowledges that disparities between the 

short-term rate of growth and the growth in the overall economy cannot last forever.  

Ultimately, earnings growth will trend toward the rate of increase in the total market.  In 

developing its “g” factor for the DCF formula, FERC assigns two-thirds weighting to the 

analysts’ forecasts and one-third weighting to the GDP growth forecast.9

 

Q. WHAT FORECAST RATE OF GDP GROWTH DO YOU PROPOSE TO USE IN 

IMPLEMENTING THE FERC 2-STEP GROWTH PROCEDURE? 

 

A. The Congressional Budget Office (“CBO”) produces forecasts of most of the major 

economic indicators.  CBO’s current forecast for the years 2010 through 2015 calls for an 

annual rate of increase of 4.5% in nominal GDP.   

  

 
8 See for example, Wilston Basin Interstate Pipeline, FERC Docket No. RP00-107-000, 104 FERC 61,036, 61,099. 
9 Id. 

 18



 Witness: Charles W. King 
 Type of Exhibit: Direct 
 Sponsoring Party: Public Counsel 

Case No.:                                 ER-2007-0002  
Date Testimony Prepared:               December 15, 2006 

 
1 

2 

3 

4 

5 

6 

7 

Q. WHAT IS THE DCF RETURN INDICATION USING THE FERC 2- STEP 

GROWTH FORMULATION FOR THE ELECTRIC COMPARISON GROUP? 

 

A. The calculation of the DCF return using the FERC two-step growth factor is presented in 

Schedule CWK-5.  I calculate a rate of return indication for the electric comparison group 

of 9.4 percent. 
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Q. PLEASE DESCRIBE THE CAPITAL ASSET PRICING MODEL? 

 

A. The Capital Asset Pricing Model (“CAPM”) employs a measure called “beta,” which 

tests the covariance of the stock at issue with that of the overall market, to assess the 

relative risk of any stock against the market.  As conventionally used by rate-of-return 

analysts, the beta is assumed to measure the cost of the company’s equity on a continuum 

between the average required return of the overall equity market and a risk-free return. 

 

The CAPM formula is as follows: 

 k = Rf  + β(Rm – Rf)  

Where 
 k = the prospective market cost of common equity for a specific investment 
 Rf  =  the “risk-free” rate of return 
 β = the company-specific beta 
 Rm =  the overall stock market return on stocks for the prospective period 
 

Q. WHAT IS YOUR ASSESSMENT OF THE CAPM? 

 

A. I believe that CAPM has value in assessing the relative risk of different stocks and 

portfolios of stocks.  It can therefore be useful in checking the results of other, more 

reliable methods of measuring equity return, such as the DCF procedure.  However, 
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because of the extensive requirement for judgment in selecting each of the inputs, I 

question its value in directly estimating a return to equity. 

 

Q. WHAT JUDGMENT IS REQUIRED FOR THE FIRST INPUT, β,OR BETA? 

 

A.  As noted, beta measures the degree of covariance of the stock with that of the market 

overall.  But neither the fluctuations of the stock nor those of the market are constant, or 

even consistent with each other over any extended period of time.  As a result, there are 

as many estimates of beta for a given company as there are analysts making the 

measurement. 

 

 Schedule CWK-6 in my exhibit presents the betas for the electric comparison group as 

derived by Value Line and Thomson Financial, the publishers of I/B/E/S.  Both of these 

sources purport to be reliable and respected.  As can be seen from the exhibit, there is 

little or no consistency among the beta values for the respective companies.  Indeed, there 

is no case where the betas from these two sources match.  

 

Q. WHAT JUDGMENT IS REQUIRED IN SELECTING THE INPUT Rf, THE RISK-

FREE RATE OF RETURN? 

 

A.   There is general consensus that yields to U.S. government securities are risk-free in the 

sense that they are free from the risk of default.  The difficulty is that there are quite a 

number of U.S. government securities of differing maturities that have very different 

yields. Most utility-sponsored rate-of-return witnesses assert that because stocks exist in 

perpetuity, the yield of long-term government bonds is the appropriate risk-free rate.  The 

rationale is that because stocks are held in perpetuity, the corresponding risk-free rate 

should be that of very long-term government bonds. 
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There are two difficulties with this rationale.  The first is that stocks are not held in 

perpetuity.  To the contrary, the New York Stock Exchange has a turnover rate of about 

100 percent annually, suggesting that the average share of stock is held only about a year. 

The second difficulty is that long-term bonds are not free from risk.  To the contrary, they 

carry a substantial risk that inflation will erode their eventual value at maturity.  Stocks 

do not bear this inflation risk because generally the stock market rises when inflation 

rises. 

 

Q. WHAT JUDGMENT IS REQUIRED IN SELECTING THE INPUT Rm, THE 

RETURN TO THE OVERAL MARKET? 

 

A. The complexities and uncertainties associated with measuring the return to equity of an 

individual company are not reduced when the object of the analysis is expanded to the 

entire market for equities.  Generally, CAPM analysts use one of two procedures.  Either 

they perform simplistic DCFs for a wide variety of stocks, in which case why not use the 

same DCF for the stock under study?  Or they use the historical return to market equities, 

which assumes, totally unrealistically, that the investors in the equity markets during the 

period under study actually realized the return that they were expecting.  This approach 

tells us nothing about future expectations from the market. 

 

Q. HAVE YOU DEVELOPED A CAPM APPLICATION? 

  

A. Yes.  In Schedule CWK-7 of my exhibit, I have applied the CAPM approach using 

generally accepted inputs.  To identify the overall market return, I have applied a DCF 

approach using Value Line’s forecasts of the median dividend yield for the coming year 

and the potential for appreciation for 1700 stocks.  The dividend yield is 1.7 percent, and 

Value Line estimates that the potential for market appreciation is 40 percent in the 

coming 3 to 5 years.  Using the mid-point of 4 years, this forecast translates into a growth 
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factor of 8.8 percent per year.  The sum of the dividend yield of 1.7 percent and a growth 

rate of 8.8 percent produces an overall market return of 10.48 percent. 

 

 Although I do not necessarily agree that the 30-year Treasury bond yield is the 

appropriate risk-free rate for purposes of the CAPM, I have accepted it in line 5.  The  

yield on these bonds for the week ending of December 1, 2006 was 4.58 percent.  Based 

on these inputs, I arrive at an overall market risk premium of 5.9 percent.   

 

 As demonstrated in Schedule CWK-6, there is a wide variety of beta measures among the 

companies in the comparison group and between my two sources, Value Line and 

Thomson Financial.  To minimize the effect of these variations, I have used the average 

of the two sources to arrive at a beta of .75 for the electric comparison group. When 

applied to the total market risk premium of 5.9 percent, the risk premium for the electric 

companies is 4.45 percent.  When added to the risk-free rate of 4.58 percent, the indicated 

return to equity is 9.03 percent. 

  

Q. WHAT VALUE DO YOU PLACE ON THESE RESULTS? 

 

A. As I have noted, the principal difficulty with the CAPM calculation is the judgment it 

requires in the selection of critical inputs.  The results that I have shown in Schedule 7 

can be changed dramatically by the use of slightly different inputs for the overall market 

return, the beta factor and the risk-free return.  This observation is borne out by a 

comparison of my CAPM results with those of AmerenUE’s rate-of-return witnesses. 

 

 Additionally, there is the more fundamental conceptual issue relating to the assumption 

implicit in the CAPM that the beta factor is the sufficient to describe not only the relative 

but the absolute degree of risk associated with each company’s stock.  That assumption is 

flatly contradicted by Value Line.  In addition to the beta for each company, Value Line 

produces a “Safety Rank.”  The Safety Rank is computed by averaging two other Value 
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Line indices – the Price Stability Index and the Financial Strength Rating.  Safety Ranks 

range from 1 (highest) to 5 (lowest). 

 

 The final column of Schedule CWK-6 shows the Safety Rank for each of the comparison 

group company.  At the bottom of the schedule I present the average for the group.  The 

electric group’s average Safety Rank is 2.08.  In my accompanying testimony in the gas 

rate case, I calculate a gas group Safety Rank of 2.07, slightly below the electric.  But 

when I compare the betas of the two groups, I find that the gas group’s beta is much 

higher than the electric group, .87 versus .75 (see Schedule CWK-6 attached to my gas 

case testimony).  This relationship is inconsistent with the results of the Safety Rank 

comparison. 

  

 For the foregoing reasons, I am inclined to agree with the Interstate Commerce 

Commission which found that the CAPM is “conceptually and technically flawed.”10  

The best that can be said of the CAPM is that it suggests that the DCF results are, if 

anything, generous to the electric utilities. 
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Q. DO YOU HAVE ANY OTHER TESTS OF EQUITY RETURN? 

 

A. Yes. Another test of equity return is the record of equity return awards given to electric 

utilities by state utility commissions.  The Edison Electric Institute tracks the equity 

return awards granted by state commissions each quarter.  Schedule CWK-8 is a chart 

that shows the averages of these awards each quarter since the first quarter of 1990.  The 

chart demonstrates a clear downward trend: above 12 percent in 1990 and 1992, in the 11 

percent range but trending downward from 1993 through the first quarter of 2004, and 

below 11 percent in 2004, 2005 and the first two quarters of 2006.  The most recent 

 
10 Ex Parte No. 436, 367 I.C.C. at 670 
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observation is for the third quarter of 2006.  In that quarter six commissions granted 

equity return awards to electric utilities averaging 9.98 percent. 

 

Q. WHAT VALUE DO YOU PLACE ON THESE INDICATIONS? 

 

A It is overly simplistic to compare rate of return awards among utilities and commissions. 

Many rate case decisions contain conditions and caveats that make the awards more or 

less generous than the simple percentage values would suggest.  

 

 I am also concerned with the issue of circularity.  To base any return allowance on the 

decisions of other commissions makes the regulatory process self-generating.  The 

finding of an equity return justifies the finding another equity return.  If this process is 

continued, then the equity returns could soon lose contact with any objective and 

independent data.  

 

 For these reasons, I value the information contained in Schedule CWK-8 only as a 

demonstration of two facts: first, that rate-of-return awards have been trending downward 

for the last 16 years, and particularly in the last four years, and second, that a rate-of-

return award below 10 percent would not be inconsistent with recent equity return 

allowances by other state commissions. 
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Q. WHAT IS YOUR CONCLUSION AS TO THE RETURN TO EQUITY CAPITAL 

FOR THE ELECTRIC COMPARISON GROUP? 

 

A. I have discussed the relative value of the DCF results, the CAPM and the EEI record of 

commission awards.  The only results that I find to be reliable indicators of the absolute 

level of required equity return are those derived from the DCF methodology.  As between 
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the two formulations of that methodology, I find the FERC 2-step approach conceptually 

most appropriate.  The classic formulation, however, enjoys the widest level of 

acceptance, so I think it inappropriate to de-weight its result.  For this reason, I 

recommend an average of the classic and 2-step DCF results.  The classic result is 9.9 

percent, the 2-step result is 9.4 percent.  The average is 9.65 percent. 

  

Q. IS THERE ANY REASON TO SET DIFFERENT RETURN FOR AMERENUE’S 

ELECTRIC SERVICE RELATIVE TO THE COMPARISON GROUP? 

 

A. No.   To justify a different return to AmerenUE, it would be necessary to find that 

investment risk associated with AmerenUE’s equity differs from that of the comparison 

groups.  I see no basis for such a finding.  It is true that AmerenUE has a slightly less 

risky capital structure than the electric comparison group companies.  On the other hand, 

one could argue that the absence of a fuel adjustment clause increases AmerenUE’s 

electric business risk relative to the comparison companies, almost all of which have such 

clauses.  The problem with this argument is that the Missouri legislature as recently 

authorized fuel adjustment clauses for Missouri utilities, so that this distinction will 

probably disappear in the near future.   

 

 According to the investment analyst reports I have read, the greatest risk currently 

confronting Ameren is the possibility that the State of Illinois may extend the current 

electric rate freeze applicable to the three Ameren companies there.  This threat, however, 

is discrete to Illinois and does not affect the risk of Ameren’s Missouri operations.   

 

 For the foregoing reasons, I do not believe there is any justification for increasing or 

decreasing the equity return to AmerenUE relative to the comparison groups. 
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Q. WHAT RATE OF RETURN TO EQUITY  DO YOU RECOMMEND FOR 

AMERENUE’S ELECTRIC OPERATIONS? 

 

A. I recommend a return to equity of 9.65 percent for AmerenUE’s electric utility 

operations. 
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Q. WHAT AFTER-TAX RETURN TO OVERALL CAPITAL DO YOU 

RECOMMEND FOR AMERENUE’S ELECTRIC RATE BASE? 

 

A. As shown on Schedule CWK-1 of my exhibit, the application of an electric service equity 

return of 9.65 percent into my recommended capital structure yields after-tax return to 

AmerenUE’s electric rate base of 7.55 percent.  

 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

 

A. Yes. It does. 
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The George Washington University, M.A. in 
Government Economic Policy 
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