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1                       Hearing Proceedings

2                           May 29, 2014

3                           PROCEEDINGS

4   THE HEARING OFFICER:  On the record.

5   Good morning, ladies and gentlemen.  This is the

6 time and date duly noticed for a hearing in Docket No.

7 13-035-184.  I t 's Rocky Mountain Power's general rate case

8 proceeding.  The formal caption is In the Matter of  the

9 Applicat ion of  Rocky Mountain Power for Authority to Increase

10 its Retai l  Electr ic Uti l i ty Service Rates in Utah and for Approval

11 of its Proposed Electr ic Service Schedules and Electr ic Service

12 Regulations.

13   I 'm Commissioner David Clark.  To my lef t  is

14 Commission Chairman Ron Allen.  And to his lef t  is

15 Commissioner Thad LeVar.  And we'l l  begin this morning by

16 taking the appearances of  counsel.   And if  you would also

17 introduce witnesses that you have present to test i fy today, that

18 would be helpful.  We'l l  begin with the applicant, Mr. Monson.

19   MR. MONSON:  Gregory Monson, Stoel Rives,

20 appearing for Rocky Mountain Power.  And with me today are

21 Bruce W il l iams and Sam--Dr. Samuel Hadaway.  Brought two

22 witnesses.

23   THE HEARING OFFICER:  Thank you.

24   MS. SCHMID:  Patricia E. Schmid and Just in C.

25 Jetter with the Utah Attorney General 's Off ice on behalf  of  the
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1 Division of  Public Uti l i t ies.  The witness today is Mr. Charles E.

2 Peterson.

3   MR. COLEMAN:  Brent Coleman with the Utah

4 Attorney General 's Off ice on behalf  of  the Off ice of  Consumer

5 Services.  And with me at counsel table is Mr. Dan Lawton, who

6 wil l  be sponsoring the Off ice's test imony today.

7   THE HEARING OFFICER:  Thank you.

8   CAPTAIN JERNIGAN:  Captain Tom Jernigan with

9 the Federal Executive Agencies.  I 'm here with Mr. Mike

10 Gorman.

11   MR. DODGE:  Gary Dodge on behalf  of  UAE.  UAE

12 does not have a witness in this phase of  the proceedings.  So, I

13 wil l  primarily be an observer.

14   THE HEARING OFFICER:  Any other appearances?

15   I  know that we have at least one person on the

16 phone.  I f  any on the phone intend to part icipate in any way in

17 the proceeding, we would appreciate i t  i f  you would identify

18 yourselves now by providing your name and the organizat ion or

19 client with whom you're associated.

20   MS. RHOADES:  Yes.  Thank you.  Hi.   This is

21 Meshach Rhoades f rom Greenberg, Traurig on behalf  of

22 Wal-Mart.

23   THE HEARING OFFICER:  Thank you very much.

24   Are there any prel iminary matters before I  describe

25 the process that we propose for our hearing today?
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1   There appear to be none.  What we would intend to

2 do today is to begin the presentat ion of  evidence with the

3 applicant fol lowed by the Division and the Off ice and the federal

4 executive agencies.  And when we have the cross-examination

5 of witnesses, we' l l  have the applicant go last,  as i t  desires to

6 cross-examine witnesses of  the other part ies, at least i f  that 's

7 what you would l ike to do, Mr. Monson.

8   MR. MONSON:  That 's f ine.

9   THE HEARING OFFICER:  Anything else that we

10 should sett le before we proceed?

11   Mr. Monson, please proceed.

12   MR. MONSON:  We'l l  cal l  Bruce W il l iams as our

13 f irst witness.

14   THE HEARING OFFICER:  Al l r ight.

15   Before you're seated, Mr. W il l iams, i f  you'd raise

16 your r ight hand, please.  Do you solemnly swear that the

17 test imony you're about to give shall  be the truth, the whole

18 truth, and nothing but the truth?

19   THE WITNESS:  I  do.

20   THE HEARING OFFICER:  Thank you.  Please be

21 seated.

22   BRUCE WILLIAMS, being f irst duly sworn, was

23 examined and test i f ied as fol lows:

24 DIRECT EXAMINATION

25 BY-MR.MONSON:
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1 Q.   Mr. W il l iams, could you please state your ful l  name

2 for the record?

3 A.   My name is Bruce Wil l iams.

4 Q.   And by whom are you employed?

5 A.   I  am employed by Pacif iCorp, or Rocky Mountain

6 Power.

7 Q.   In what capacity?

8 A.   I  am the vice president and treasurer.

9 Q.   What's your business address?

10 A.   825 NE Multnomah, Port land, Oregon 97232.

11 Q.   Thank you.  Did you prepare direct testimony in this

12 proceeding, which includes Exhibits 1 through 14?

13 A.   Yes, I  did.

14 Q.   And do you have any correct ions that you wish to

15 make to that test imony?

16 A.   No, I  do not.

17 Q.   Did you also prepare and f i le rebuttal test imony,

18 which includes Exhibits 1R through 5R?

19 A.   Yes, I  did.

20 Q.   Do you have any correct ions you wish to make to

21 that test imony?

22 A.   No.  There are no correct ions to that test imony

23 either.

24 Q.   So, i f  I  were to ask you the questions set forth in

25 your direct and rebuttal test imony today, your answers would be
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1 the same as set forth therein?

2 A.   Yes.  They would be the same.

3 Q.   Okay.  And do you have a summary of  your

4 test imony?

5 A.   I  have a brief  summary.

6 Q.   Would you please present that?

7 A.   Certainly.

8   Mr. Chairman and Commissioners, thank you for

9 the opportunity to be here today and discuss the cost of  capital

10 in this case.  My test imony concerns capital structure and the

11 cost of  debt and preferred.  Dr. Hadaway wil l  talk about cost of

12 equity, the other witnesses, as well .

13   The capital structure is relatively noncontroversial

14 in this.  The Company has proposed using the actual capital

15 structure and actual cost of  debt and preferred, which I  bel ieve

16 has generally been accepted by al l  the part ies in this case.  But

17 just to highlight,  the common equity component of  capital

18 structure is 51.43 percent.  That 's a decrease f rom the last

19 order for the Company here in Utah.  And we hope to continue

20 to lower that common equity component, much as Mr. Peterson

21 suggests, but that wil l  depend on f inancial rat ios and results in

22 rate cases here and other States, as well .

23   The cost of  debt has also decl ined dramatical ly

24 over the last four or f ive years.  As recently as 2010, the cost of

25 debt was about 6 percent.  In this case today, it 's--we're
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1 proposing 5.20.  So, we've lowered the cost of  debt

2 approximately 80 basis points in four years or so.  And that 's

3 been possible part ial ly or primari ly through the Company

4 maintaining i ts rat ings, which has al lowed it  to access the

5 markets in favorable terms and rates.  And we think that 's

6 important, because all  those cost savings are passed direct ly to

7 customers in terms of  the revenue requirements.

8   I  think in my direct test imony we estimated the

9 reduction f rom the 6 percent to the 5.24 was in the direct

10 test imony--that 's about--I  think i t  was $20 mil l ion revenue

11 requirement savings for customers in this case.  So, i t  does

12 have a valuable impact on the customers here.

13   Final ly, you'l l  hear a lot about ROEs, I 'm sure, later

14 this morning, this af ternoon.  The point I  want to make is that

15 the ROEs do have an ef fect on f inancial ratios and can impact

16 rat ings both quantitat ively--and I 'm sure there wil l  be some

17 discussion about that.  And of  those rat ios are an important

18 considerat ion by the rat ing agencies, that they provide the

19 rat ings on the Company.  And lower--obviously, lower rat ings

20 wil l  result  in higher debt costs and higher cost to customers.

21   The other impact of  the ROEs is also quali tat ive.

22 And I think i t 's an important signal that the rat ing agencies look

23 at as to how credit 's af forded, commissions and other bodies

24 are as to ut i l i t ies.  So, I  would say i t 's both a combination of  the

25 quantitat ive, the model and results that come out of  those, but



                                                            Hearing Proceedings   05/29/14 13

1 also quali tat ive, especial ly i f  an ROE is signif icantly out of  l ine

2 with averages in other parts of  the country.

3   So, that 's i t  for my summary.

4   MR. MONSON:  Thank you.  So, we would of fer Mr.

5 Will iams's direct and rebuttal test imony with our Company

6 exhibits.

7   THE HEARING OFFICER:  Any object ions?

8   MS. SCHMID:  None.

9   MR. COLEMAN:  Nothing f rom the Off ice.

10   CAPTAIN JERNIGAN:  No object ions.

11   THE HEARING OFFICER:  They're received in

12 evidence.

13   MR. MONSON:  Mr. W il l iams is available for

14 cross-examination.

15   THE HEARING OFFICER:  Ms. Schmid?

16   MS. SCHMID:  Thank you.

17 CROSS-EXAMINATION

18 BY-MS.SCHMID:

19 Q.   Good morning.

20 A.   Good morning.

21 Q.   My questions relate to credit  and credit rat ings. As

22 vice president and treasurer, you are responsible for the

23 Company's risk management and capital structure test imony in

24 rate case f i l ings.  Is that r ight?

25 A.   Yes.  And the testimony, yes, there are-- excuse
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1 me--others who are obviously involved in sett ing capital

2 structure, but in terms of  test imony, yes, I 'm the primary

3 witness.

4 Q.   Are you famil iar with the things that they use in

5 sett ing capital structure?  Does your knowledge extend that far?

6 A.   "They" being the Company when we're--

7 Q.   Yes.

8 A.   Yes.  I 'm very famil iar with that.   I 'm one of  the

9 people that 's heavily involved, but I  didn't  want to mislead you

10 to think I 'm the sole person that does that.

11 Q.   Thank you.

12   Do rat ing agencies such as Fitch, Moody's,

13 Standard & Poor, look at exist ing rate and regulatory treatment

14 by State regulatory agencies?

15 A.   Yes.

16 Q.   When these credit agencies are looking at

17 companies and assigning rat ings, do you know if  they look at

18 return on equity, among other things?

19 A.   They--yes, they wil l  look at return on equity

20 authorized as well  as earned.  There are a number of  cri teria

21 that go into the rat ings.  That is certainly one of them, but there

22 are many others, as well.

23 Q.   When a company such as Moody's is assigning a

24 rate--a rat ing to a company, do they also look at the Company's

25 capital structure?
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1 A.   Yes, that 's certainly one of  their components.

2 Q.   And in combination with the capital structure, does

3 Moody's assign a value or a rating based on the Company's-- let

4 me start again.

5   When Moody's assigns a rat ing to a company and is

6 looking at the Company's capital structure, does--is there a

7 range at which capital structures f i t  into to get a part icular

8 rat ing?  For, l ike, a capital structure of  45 to 55 percent equity

9 would get an A, for example, just hypothetical ly, and something

10 else would get a B or is i t --or is i t  a point thing?

11 A.   I 'm going to answer your question maybe a l i t t le bit

12 dif ferently.  And if  i t 's insuf f icient, please ask follow-up.  But i t 's

13 not quite that simple.  They look at capital structure.  They look

14 at other measures.  They also look at the f inancial results and

15 rat ios that are produced by that capital structure and by the

16 f inancial decisions that the company makes.  They wil l  also look

17 at other kind of  quantitat ive and quali tat ive measures as well--

18 you know, diversity, fuel source, things l ike that.

19   So, i t 's not quite as simple as your capital structure

20 direct ly drives the rat ings.  I t 's certainly an important

21 determinant, but there are other things, as well .  But i t 's--to the

22 extent the capital structure then inf luences the result ing

23 f inancial rat ios and credit  metrics, you know, yes, but i t 's not

24 quite that exact of  a science.

25 Q.   And you may have answered this question
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1 general ly, but I 'd l ike a specif ic answer, please.  Have any of

2 the rating agencies told you that Pacif iCorp would be

3 downgraded if  i ts equity percentage dropped below 50 percent?

4 A.   I  think i f  you read some of  the S&P reports, and

5 Moody's as well ,  there's usually a sect ion about what could lead

6 to rat ings changes, up and down.

7 Q.   Uh-huh (af f irmative).

8 A.   And, typical ly, the downgrade, they wil l  talk

9 about--downgrade scenario, what could lead to that,  they' l l  talk

10 about excess leverage or increase in leverage, things l ike that,

11 that would kind of  correspond to a decrease in equity

12 component.  But to be clear, they haven't  said, I f  you go to 50.1,

13 we're going to downgrade you.  I t  doesn't  quite work quite that

14 way.  I t 's more, again, the quantitat ive assessments.  But

15 certainly, you know, the more leverage, the greater the chance

16 for a downgrade.

17 Q.   So, in conjunction with your role at Pacif iCorp

18 dealing with credit ,  credit  agencies, rat ings, and the l ike, do you

19 know if  Pacif iCorp prepares or uses things l ike a business plan

20 or other l ike documents?

21 A.   Oh, yes.  We have a very extensive business

22 planning process and a very detai led business plan.

23 Q.   And these are for internal review.

24 A.   Internal.   They're also shared with the parent

25 companies, Berkshire Hathaway Energy, and I presume
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1 Berkshire Hathaway, as well .   And, then, port ions of  i t ,  not the

2 ful l ten years, but typical ly the f irst f ive years are presented to

3 the rating agencies.

4 Q.   In these business reports, is there of ten a sect ion

5 on credit  agency rat ings?

6 A.   Yes.

7 Q.   You said that return on equity is one of  the things

8 that is examined when a company is--a rat ing agency is looking

9 at assigning a rat ing to a company.  And I know that Dr.

10 Hadaway is the Company's ROE witness, but I  have some

11 questions relat ing to internal company functions associated with

12 ROE, so I 'm going to ask you those.

13 A.   Okay.  I ' l l  t ry to answer the best I  can.

14 Q.   Do you know if  the business plans that we've

15 previously referenced sometimes contain est imates, forecasts

16 for project ions of  what ROE wil l  be awarded in rate cases?

17 A.   I  bel ieve that 's a component of  that,  yes.

18 Q.   Did you see a business plan or similar document

19 that discussed the ROE that might be awarded in this case?

20 A.   I 've seen the plan.  I  cannot recall  what the ROE

21 that the plan assumed would be awarded in this case is.  I

22 would expect i t 's probably in the l ine of 9.8 to 10 percent, kind

23 of consistent of  where the ROE is today.  But I  can't  tel l  you

24 with certainty what was in the plan for the ROE in this case.

25 Q.   And do the plans general ly just look at,  for
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1 example, this rate case or do they go and project into the next

2 rate case, too?

3 A.   The plan is a ten-year plan.  So, i t ' l l --

4 depending on what the company anticipates for rate cases, i t ' l l

5 have, you know, as many rate cases as a company expects to

6 f i le during that ten-year period.

7   MS. SCHMID:  Thank you.  Those are all  my

8 questions.

9   THE HEARING OFFICER:  Mr. Coleman.

10   MR. COLEMAN:  I  have no questions for Mr.

11 Will iams.

12   THE HEARING OFFICER:  Captain Jernigan.

13   CAPTAIN JERNIGAN:  No questions.

14   MR. DODGE:  No questions.

15   THE HEARING OFFICER:  Redirect?

16   MR. MONSON:  No questions.

17   THE HEARING OFFICER:  Thank you.

18 EXAMINATION

19 BY-THE HEARING OFFICER:

20 Q.   I  have a couple of questions, Mr. W il l iams.  At page

21 .14 of your direct test imony, you describe the recent common

22 stock dividend and the plans for future dividend payments.  And

23 I just wanted your sense--I 'm going to let you turn there.  I

24 wanted your sense of  how much these dividend payments have

25 affected the common equity component of  the capital structure.
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1 A.   Well,  excuse me.  They've certainly had an impact

2 on it .   And the impact of  the dividend payment is to reduce the

3 common equity component.  So, I  can't  quantify i t  exact ly, but

4 it 's--

5 you know, the common equity level we're talking about in this

6 case is 51.43.  And I 'm going to just kind of  est imate.  W ithout

7 the impact of  the dividends, I  would think the common equity

8 component would be 54, 55 percent.  You know, these are the

9 dividends during the test period through June of  2015.  So, i t 's

10 served to lower the common equity component and then the

11 revenue requirements in this case.

12 Q.   And just your bal lpark est imate would be 2 or 300

13 basis points or something l ike that.

14 A.   I  think so, I  mean, subject to check.  Trying to be

15 helpful,  but I  don't  have the exact number.

16 Q.   Thank you.  Then, a question or two about the S&P

17 adjustments for purchase power--

18 A.   Yeah.

19 Q.   --agreements and other i tems that you discuss on

20 page .19.  The PPAs account for about 229 mil l ion of  $843

21 mil l ion in adjustments.  And I just would l ike any general

22 information about the other--

23 A.   Sure.

24 Q.   --components of  the adjustment, i f  you have them--

25 A.   Okay.  I  would say there's probably three or four
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1 big other i tems.  I  think the biggest other one is the underfunded

2 pension and health care benef its.  When S&P and other analysts

3 look at our f inancial statements, they see the present value of

4 the l iabi l i t ies of  the pension plan-- excuse me--and the

5 post-ret irement--the health care plan, and they compare those

6 liabi l i t ies to the assets that are in the trust to fund those.  And I

7 think when S&P did that,  i t  was underfunded by several hundred

8 mil l ion dollars, primari ly in the post-ret irement health care trust.  

9 The pension is pretty well  funded now.

10   The other i tems that are in there accrue interest,

11 which isn't  yet payable.  And that would be interest on our

12 long-term debt and other securit ies.  That's about 100 mil l ion

13 dollars.  There's also an adjustment for operat ing leases. 

14 These are not leases that show up as debt on the balance

15 sheet, but just more normal operat ing leases.

16   The other signif icant adjustment they make is for

17 asset ret irement obl igations, which would be essential ly

18 decommissioning and restoring plant sites at the end of  a

19 plant's l i fe.  And that was, I  think, in the order of  60 or 80

20 mil l ion dollars--60 to 80 mil l ion dollars. So, those are kind of the

21 bigger i tems that they make adjustments for.

22   And the dif ferent agencies wil l  do similar or

23 dif ferent adjustments.  They're al l a l i t t le bit  unique in how they

24 do that,  but they general ly kind of  fol low the same thought

25 process.  They might have dif ferent treatment of  PPAs or
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1 pensions or things l ike that,  but i t 's the general same theory.

2 Q.   So--excuse me--Moody's, for example, do they

3 make similar adjustments for similar categories of  interest

4 obligat ions?

5 A.   They do for certain of  them.  Now, Moody's is not

6 as rigid on their PPA adjustments.  I  think Moody's has the view

7 that if  you're recovering the PPAs in rates, customer rates, they

8 wil l  not make the adjustment.  Moody's does make the

9 adjustments, though, for the pensions, the post- ret irement

10 welfare plans, the leases, and I believe the AROs--asset

11 ret irement obl igat ions, as well .   So, there's some consistency

12 between them.  There's not a perfect overlap, but there are

13 some similari t ies on those items.

14 Q.   Forgive me if  you mentioned this in your previous

15 answer, but can you roughly quantify the unfunded pension

16 liabi l i ty component?

17 A.   The pension is pretty well  funded.  I  don't  think

18 that 's a signif icant amount.  I t 's mostly the health care l iabi l i ty

19 and--

20 Q.   Thank you.

21 A.   I t 's the order of  magnitude of  several hundred

22 mil l ion dollars.

23   THE HEARING OFFICER:  Those are al l  my

24 questions. Any addit ional redirect?

25   MR. MONSON:  I  do have a question based on
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1 those questions.

2 REDIRECT EXAMINATION

3 BY-MR.MONSON:

4 Q.   Mr. W il l iams, are you aware of  whether the

5 adjustments that are made to Pacif iCorp's balance sheet by the

6 rat ing agencies--how they compare in size or, I  guess,

7 percentage or scope with those of  other electr ic uti l i t ies?

8 A.   I  haven't done a detai led or, I  guess, a wide

9 comparison of  other ut i l i t ies.  I  have looked at a few kind of

10 western uti l i t ies.  And, typical ly, in my experience, Pacif iCorp

11 had more adjustments because of  the PPAs than the other

12 uti l i t ies do.  So, based on my, you know, select ion and the

13 analysis of  those companies, Pacif iCorp typical ly had more

14 adjustments than other ut i l i t ies.

15   MR. MONSON:  That 's al l .

16   THE HEARING OFFICER:  Thank you.  You're

17 excused.

18   THE WITNESS:  Thank you.

19   MR. MONSON:  Okay.  We call  as our next witness,

20 Dr. Samuel Hadaway.

21   THE HEARING OFFICER:  Please raise your r ight

22 hand, Dr. Hadaway.  Do you solemnly swear that the test imony

23 you are about to give wil l  be the truth, the whole truth, and

24 nothing but the truth?

25   THE WITNESS:  I  do.
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1   THE HEARING OFFICER:  Thank you.  Please be

2 seated.

3   SAMUEL C. HADAWAY, being f irst duly sworn, was

4 examined and test i f ied as fol lows:

5 DIRECT EXAMINATION

6 BY-MR.MONSON:

7 Q.   Could you please state your ful l  name for the

8 record, Dr. Hadaway?

9 A.   Samuel C. Hadaway.

10 Q.   And by whom are you employed?

11 A.   I 'm employed by Financo, Incorporated, in Austin,

12 Texas.

13 Q.   Okay.  And did you prepare direct test imony that

14 was f i led in this case in January consist ing of  the test imony and

15 six exhibits?

16 A.   Yes, I  did.

17 Q.   Do you have any correct ions you wish to make to

18 that test imony?

19 A.   No, sir.

20 Q.   And did you prepare rebuttal test imony f i led in-- in

21 this month, May of  this year, which also had six exhibits?

22 A.   Yes.

23 Q.   Do you have any correct ions you wish to make to

24 that test imony?

25 A.   No.
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1 Q.   So, i f  I  were to ask up the questions set forth in

2 those test imonies today, would your answers then be the same

3 as they're set forth?

4 A.   Yes.

5   MR. MONSON:  We would of fer Dr. Hadaway's

6 direct and rebuttal test imony with his exhibits.

7   THE HEARING OFFICER:  Any object ions?

8   MS. SCHMID:  None.

9   THE HEARING OFFICER:  They're received in

10 evidence.

11 BY MR. MONSON:

12 Q.   Dr. Hadaway, do you have a summary of  your

13 test imony prepared?

14 A.   Yes.  I  have a brief  summary.

15 Q.   Could you please present that to the Commission?

16 A.   Yes.  Thank you.

17   Mr. Chairman, Commissioners, thank you for the

18 opportunity to be here today.  My testimony addresses the

19 return on equity, or ROE, as we cal l  i t .   And my direct and

20 rebuttal test imony support an ROE of  10.0 percent.  The 10

21 percent ROE for Rocky Mountain Power is appropriate for

22 several reasons.  Most important, the interest rate environment

23 has changed signif icantly since 2012, when the Company's

24 exist ing 9.8 percent ROE was negotiated with the part ies and

25 approved by the Commission.
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1   Addit ionally, the Commission has more recently

2 found an ROE of  9.85 percent for Questar, even though Questar

3 has acknowledged to have a lower r isk prof i le than Rocky

4 Mountain Power.  While i t  is true that interest rates have

5 dropped back somewhat since the beginning of  2014, they

6 remain 50 basis points higher than they were in 2012 when the

7 prior case was considered and f inal ly decided.

8   The much lower ROEs recommended by the other

9 part ies are based on technical models that I  believe are out of

10 sync with current market condit ions.  Back in the 2012 case,

11 interest rates on the 30-year Treasury bond had been pushed

12 down by government--by the government's monetary policies to

13 the lowest levels that ever have existed on that bond.

14   In July of  2012, the average rate on the 30-year

15 Treasury was only 2.59 percent.  At that t ime, I  test i f ied that

16 risk premium estimates of  ROE, based on those art i f ic ial ly low

17 bond yields, did not make sense.  On the other hand, in the

18 2012 case, the DCF models were producing ROEs at 10 percent

19 and sl ight ly above.

20   While interest rates have increased and risk

21 premium estimates are now in the 10 percent range and higher,

22 the DCF models are producing ROEs below 9 1/2 percent.  I t  is

23 my test imony in this case that i t  is the DCF's model that is now

24 out of  sync.  I t  is simply not logical for long-term interest rates

25 to go up substantial ly and at the same t ime quantitat ive DCF
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1 model results to go down just as substantial ly.

2   The other part ies' low ROE estimates are caused

3 by their overrel iance on the DCF and other technical models.

4 Had the other witnesses rel ied less on their low DCF est imates,

5 some of their r isk premium estimates support ROEs at 10

6 percent and higher.  For example, Mr. Peterson's

7 Ibbotson/Morningstar r isk premium model produces an ROE of

8 10.08 percent.  In fairness, he produces other risk premium

9 estimates that are lower than that,  but the Ibbotson data that

10 you have used and other commissions have used show sl ight ly

11 over 10 percent.

12   Similarly, Mr. Lawton's tradit ional r isk premium

13 model produces an ROE of  9.75 to 10.01 percent.  Likewise, Mr.

14 Gorman's risk premium result ,  based on projected Treasury

15 bond rates in his own test imony, is 10.24 percent.  Had Mr.

16 Gorman further adjusted his r isk premium results for the

17 tendency of  risk premiums to expand when interest rates are

18 low, his numbers would have been 10 1/2 percent or higher. I

19 demonstrate that in my rebuttal test imony.

20   These data show that there is a sound support for

21 an ROE well above the other part ies' recommendations.  Their

22 continuing reliance on the DCF model, even though that model

23 is now out of  sync with market condit ions, is the cause for their

24 low ROE estimates.  A more balanced approach, less t ied to the

25 technical models and further considerat ion for economic
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1 condit ions that are improving and interest rates that,  while they

2 have declined somewhat in the past few months, are st i l l  higher

3 than they were in 2012, i t  clearly supports the Company's

4 requested 10 percent.

5   Thank you.  I ' l l  be glad to try to answer any

6 questions you may have.

7   MR. MONSON:  So, Dr. Hadaway's available for

8 cross.

9   THE HEARING OFFICER:  Ms. Schmid.

10 CROSS-EXAMINATION

11 BY-MS.SCHMID:

12 Q.   Here we go.  Good morning, Dr. Hadaway.

13 A.   Good morning, Ms. Schmid.

14 Q.   In general,  is the economy better today than it  was

15 in 2009?

16 A.   Yes.

17 Q.   In your test imony, did you say any specif ic things

18 about the 2013 economy?

19 A.   I  bel ieve that I  did.  I  don't  remember exactly, but I

20 usually do.

21 Q.   And if  we turn to your test imony, we see that what

22 you said is--sorry--on l ine 101 is that the U.S. economy is f inal ly

23 on what appears to be a sustainably improving track. Does

24 that--

25 A.   I 'm with you.
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1 Q.   And, also, later down there, you say that although

2 unemployment remains a concern, most economists now expect

3 the government's monetary policy to become less

4 accommodative over the coming year.  Is that r ight?

5 A.   Yes.

6 Q.   And is that st i l l  your view?

7 A.   Absolutely.

8 Q.   Would you say that the f inancial markets are in less

9 turmoil now than they were in 2013--

10 sorry--2009?

11 A.   Yes.

12 Q.   I  have an exhibit  that I would l ike to present. And if

13 we could label this as DPU Cross Exhibit  1.  I t  is a two-sided

14 exhibit.   And the t i t le is "Financial Market Stress Falls to i ts

15 Lowest Level in Over Seven Years."  You could take just a quick

16 look at that while I  continue to hand these out.

17   Have you had a chance to quickly take a look at

18 this?

19 A.   I 'm just gett ing to the back part.

20 Q.   Okay.

21 A.   Yes, I  have.

22 Q.   I  wi l l  represent that this was downloaded f rom the

23 stlouisfed.org website on May 22 and is a true and correct copy

24 of what this was.

25   Sorry.  I t  was on the 27th.  And the date of  the
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1 art icle is the 22d.  I  downloaded on the 27th.

2   W il l  you look at the top of the page where i t  says,

3 "Financial Market Stress Falls to i ts Lowest Level in Over Seven

4 Years"?  And, then, there is a graph below that.  Is that correct?

5 A.   That's r ight.

6 Q.   Do you agree with the St. Louis Fed's conclusion

7 that the f inancial market stress is at i ts lowest level in seven

8 years?

9 A.   W ith the caveat we have to look at those other two

10 graphs that are down below there.

11 Q.   Okay.

12 A.   You notice they're based on the level of  the stock

13 market, the S&P 500, and various other kinds of  interest rates. 

14 So, it  depends on how you def ine "stress."  But certainly the

15 graph speaks for itself  in terms of  the stock market has come

16 back up to record high levels, interest rates have been low,

17 those kinds of  things.  I f  that 's the indicat ion of  stress that

18 they're talking about here, then those are certainly true facts.

19 Q.   Thank you.  And the St. Louis Fed is one

20 organizat ion that you relied upon for some of  your numbers. Is

21 that correct?

22 A.   For the data, yes.

23   MS. SCHMID:  I 'd l ike to move for the admission of

24 DPU Cross Exhibit  1.

25   THE HEARING OFFICER:  Any object ion?  Any
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1 object ion?

2   MR. MONSON:  No objection.

3   MR. COLEMAN:  No object ion.

4   THE HEARING OFFICER:  I t 's received.

5 BY MS. SCHMID:

6 Q.   In your direct, you talk about signif icant increases

7 in long-term interest rates f rom June 19, 2013, forward.  Does

8 that sound famil iar?  That would be at your direct pages 5 and

9 6.

10 A.   Yes.  I 'm sorry.  I  was looking at page .8 where the

11 table is.  That 's the easiest place to see how they've changed.

12 Q.   I ' l l  reference Table 8, then, too.  So, you st i l l

13 believe that there wil l  be signif icant increases.

14 A.   The next table that we come to is a forward curve,

15 so-called Bloomberg curves.  And, yes, they st i l l  indicate that

16 the interest rates wil l  go up, not f rom where they were in

17 December or November of 2013, but f rom where they are now.

18 Q.   The Federal government has had what i t 's cal led a

19 quantitat ive easing program for quite some t ime.  Have the Feds

20 announced that they wil l  change what they are doing under that

21 program, and if  so, when?

22 A.   Yes.  They started back earl ier in--they announced

23 in June of  2013.  And, then, they delayed the so-cal led tapering

24 of their asset purchases, that they have now had at least four

25 announcements of  where they have reduced those purchases



                                                            Hearing Proceedings   05/29/14 31

1 and have said they can plan to stop those purchases altogether

2 by the end of  2014.

3 Q.   Has the Federal government also announced an

4 intention to raise i ts interest rates r ight away in conjunction with

5 its changes to the quantitat ive easing program?

6 A.   Well,  not the short-term interest rates.  They're

7 tying that more to the level of  unemployment and--with the new

8 chairman, Ms. Yellen, the look at the unemployment rate has

9 become more of  a focus maybe than the inf lat ion rate. And, so,

10 they're saying the short-term rates may be a while out before

11 they reduce--increase those, but they have acknowledged that

12 they're going to do that.   But the quantitat ive easing program is

13 more the long-term Treasury bond rates that we talk about in the

14 cost of  equity.

15 Q.   In conjunction with that, I 'd l ike to pass out

16 something that I 'd l ike to label as DPU Cross Exhibit 2. And it

17 also is a two-sided exhibit .   And the top is ent i t led "Board of

18 Governors of  the Federal Reserve System."

19   Have you had a chance to take just a quick look at

20 this?

21 A.   Yes.  I 've read it  before.

22 Q.   Is i t  correct that this press release, dated Apri l 30,

23 2014, says that economic condit ions--and I ' l l  read the whole

24 sentence--"The Committee currently ant icipates that,  even af ter

25 employment and inf lat ion are [at]  near mandate consistent
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1 levels, economic condit ions may, for some t ime, warrant keeping

2 the Federal"--" the target Federal funds rate below levels the

3 Committee views as normal in the long run."

4 A.   Yes.  Again, that 's the short-term rate.

5 Q.   And, next, I 'd l ike to talk just a l i t t le bit  about ROE

6 trends.

7   THE HEARING OFFICER:  Are you f inished--

8   MS. SCHMID:  Yes.

9   THE HEARING OFFICER:  --are you f inished with

10 the Cross Exhibit  2?

11   MS. SCHMID:  Thank you.  I  would request that i t

12 be admitted.

13   THE HEARING OFFICER:  And just for the record,

14 the copy that I  have really has nothing of substance on the

15 back.  There's just a header.  Is that true?

16   MS. SCHMID:  That is correct.   The only thing of

17 substance on the back page is that i t  says the last update was

18 Apri l 30, 2014.

19   THE HEARING OFFICER:  Al l r ight.

20   MS. SCHMID:  May that be admitted?

21   THE HEARING OFFICER:  Any object ion?

22   MR. MONSON:  (Moves head f rom side to side.)

23   THE HEARING OFFICER:  I t 's received.

24 BY MS. SCHMID:

25 Q.   Next, I 'd l ike to talk just a l i t t le bit  about ROE
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1 trends.  In your test imony, you--and in your test imony today, you

2 say that the regulated ROE returns are in the 10 percent range

3 and higher.  Did I  hear that correctly?

4 A.   No.  I  think in my summary I  said that the risk

5 premium models indicate that.   I  have an exhibit  that shows in

6 my rebuttal test imony--i t 's Exhibit  SCH2-R that shows exactly

7 what the trends and the al lowed rates of  return would be.

8 Q.   And I have something I 'd l ike you to take just a

9 quick look at here.  And I 'd l ike this marked as DPU Cross

10 Exhibit  3, please.  I t  is a mult i-paged document.  And on the

11 f irst page, lef t-hand margin, i t  says, "Rate Case History, Past

12 Rate Cases."  And, then, there's a l ist  of  companies with their

13 ROEs and other f inancial--other stat ist ics of  f inancial interest

14 listed across a table of  each sheet.

15   Have you had a chance just to take a brief  look at

16 this?

17 A.   Yes.  I 've seen this before, too.

18 Q.   That makes my job easier.  Thank you.

19   When we turn to the last page, which talks about

20 the year 2012, and it 's the last page of  a three-page exhibit ,

21 single-sided--for 2012, the average to date was 10.17.  Is that

22 correct?  Return on equity, 10.17.

23 A.   Yes.  I  was just looking at the dates.  They're

24 upside down and go f rom January at the bottom up to

25 December.  But that 's--yes, the ful l  year for 2012, the average
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1 for al l  cases was 10.17.

2 Q.   Are you famil iar with what Virginia r ider decisions

3 are?

4 A.   Yes.

5 Q.   Could you give just a brief  two or three-sentence

6 explanation of  how a--of  what they are and how perhaps they

7 affect return on equity?

8 A.   Right.  And I exclude those in my Exhibit 2-R just

9 for the purpose of  what you're asking.  But in Virginia, they have

10 had commission orders that--for the past several years on

11 preapproved power plant construct ion situat ions that they have

12 adders.  And they have riders and rates that automatical ly

13 adjust the ROE upward, I  think by maybe as much as 100 or 150

14 basis points.  So, RRA and I and most regulatory economists

15 take those cases out of  the averages when we're talking about

16 that.  In fact,  in my Exhibit  2-R, I  certainly do that.   I  must say

17 that we also take out the distr ibut ion-only companies, which is

18 not done in this exhibit .

19 Q.   So, on the 2012 page, the return on equity that I

20 would l ike to focus on is 10-point-- is that 05?

21 A.   I  bel ieve i t 's 06.  10.06.  That 's the one where

22 those power plant cases are taken out f rom Virginia.

23 Q.   Thank you.  Then, i f  we turn to the middle sheet of

24 our three-page exhibit ,  we see that that is for 2013.  Is that

25 correct?
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1 A.   That's r ight.

2 Q.   And what does it  say that the average for 2013 is

3 without the Virginia r ider decisions?

4 A.   9.84.  And again, Ms. Schmid, that does include the

5 T&D-only cases that are about 40 basis--

6   THE REPORTER:  Sorry.  I t  includes the what

7 cases?

8   THE WITNESS:  T&D, transmission and

9 distr ibut ion-only cases.  They are about 40 basis points lower

10 than the average.

11 BY MS. SCHMID:

12 Q.   And I ' l l  get to that in just a minute.  On the f irst

13 page, i t  talks about the average ROE 2014 to date.  Is that

14 correct?

15 A.   That's r ight.

16 Q.   And the average there is 9.62.  Is that correct?

17 A.   That's r ight.

18 Q.   In your exhibits, you have an exhibit  that

19 contains--no.  I ' l l  leave that there.

20   Moving on to some more cost of  equity issues, i f  we

21 can look at your testimony--and what I 've done is, I 've had

22 excerpts f rom your test imony copied.  But before actually we do

23 that, I 'd l ike to request the admission of  DPU Cross Exhibit  3.

24   THE HEARING OFFICER:  Any object ions?

25   MR. MONSON:  (Moves head f rom side to side.)
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1   THE HEARING OFFICER:  Any object ions?  They're

2 received.

3 BY MS. SCHMID:  

4 Q.   What I 'm passing out now I 'd l ike to pre-mark for

5 identif icat ion as DPU Cross Exhibit  4.  And what this is,  is i t  is

6 several excerpts from Dr. Hadaway's testimony in Utah over the

7 years.  And it  starts with excerpts of  your testimony f rom 2013. 

8 Is that r ight?

9 A.   You missed me.

10 Q.   Oh, my apologies.

11 A.   Thank you.  That's al l r ight.

12 Q.   And I wil l  represent that these are true and

13 accurate copies of  your test imonies, but you may wish to use

14 the printed test imonies in your book.  They should be exactly

15 the same.

16   So, in this case, in your direct,  is i t  t rue that you

17 recommended an ROE of  10 percent?

18 A.   Yes.  That 's r ight.

19 Q.   And when I look at something that is not in

20 here--when I look at Table 5 in your direct at pages 28 and 29,

21 which model produces the highest result out of  the models that

22 you have l isted there?

23 A.   On page .29, Table 4?

24 Q.   Yes.

25 A.   The equity r isk premium ROE model.
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1 Q.   And that is a 10.1 percent.  Is that correct?

2 A.   Yes.

3 Q.   And if  we looked at your indicated DCF range in

4 your direct,  i t 's 9.1 to 9.7.

5 A.   That's r ight.

6 Q.   You also say some things in your direct that I  would

7 like to discuss.  I f  we turn to your direct at l ines 438, which are

8 not in our packet either.  I  apologize.

9   And, so, that 's on about page .20 of your direct and

10 continues on to page .21.  Is that correct?

11 A.   I 'm sorry.  I  may have missed the f irst part of  your

12 question.

13 Q.   Okay.  I 'm just trying to get you to a certain place

14 in your test imony right now.

15 A.   I 'm on page .20 right now.

16 Q.   Perfect.   Do you state that a combination of  DCF

17 and the basic r isk premiums method usually provide the most

18 rel iable approach?

19 A.   Well,  that 's the bottom part of  that sentence, but

20 the l ine immediately before i t  says in periods of  reasonable

21 capital market equil ibrium that that 's been the case.

22 Q.   And, then, do you also say that the combination

23 and base risk premium methods usually provide--should be

24 discounted because of  the low ROE results?  More or less.

25 Paraphrasing.
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1 A.   I 'm sorry, Ms. Schmid.  Could you tell  me the l ines

2 you're looking at?

3 Q.   I 'm looking at 447 through 449.  So, you want to

4 discount the low ROE estimates from both the risk premium and

5 the DCF model.  Is that correct?

6 A.   And, again, I  say because of  government's

7 monetary policy in the previous l ine to that.   That 's explaining

8 why I think they're not as rel iable r ight now as they've been in

9 the past.

10 Q.   Then, when we switch to your rebuttal,  what is your

11 recommended range of  your risk premium results?

12 A.   The updated risk premium?

13 Q.   Uh-huh (af f irmative).

14 A.   Is 9.7 to 9.8.

15 Q.   But your recommendation is at 10.

16 A.   Yes.  That 's what I explained in my rebuttal,  my risk

17 premium--in my original testimony, the other part ies' r isk

18 premium results in their own test imony show returns well  above

19 10 percent, as I  explained that in my summary a few minutes

20 ago.

21 Q.   Now, turning to your test imony in the Docket

22 11-035-200 case.  And the excerpts f rom this test imony are in

23 your packet--

24   THE HEARING OFFICER:  So, we're looking--

25   MS. SCHMID:  --the excerpts I 'm going to
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1 reference.

2   THE HEARING OFFICER:  --we're looking at

3 Cross-Examination Exhibit  4.

4   MS. SCHMID:  Yes.  Or actually, why don't  we make

5 it--can we make this Cross Exhibit  5, just for reference?

6   THE HEARING OFFICER:  And what would be 4,

7 then?

8   MS. SCHMID:  No.  This would be--4 would be the

9 2013 packet, which we don't have.  So, this would be 4.  This

10 would be 4.  And that's the 2012 excerpts.

11 BY MS. SCHMID:

12 Q.   Okay.  I f  we look at your table on page .31, what

13 type--or what methods produce the highest range, your DCF or

14 your equity premium?

15 A.   The DCF model did.

16 Q.   And here you recommend the cost of  equity at the

17 highest of  your DCF range.  Is that correct?

18 A.   Yes.

19 Q.   And I 'm going to read a statement.  And, then, I 'm

20 going to ask you if  you have comments on it .   I f  we turn to your

21 direct at page .31--the direct for the docket, the 11 docket,

22 11-035-200--

23   MR. COLEMAN:  (Moves head up and down.)

24 BY MS. SCHMID:

25 Q.   So, I 'm at l ines 627 through 629.  And I ' l l  just read
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1 this.  And, then, I  have some questions.

2   THE HEARING OFFICER:  Ms. Schmid, just so I 'm

3 clear, so you're in the subset of  DPU Cross-Examination Exhibit

4 4 that has the handwritten date 2/15/2012.

5   MS. SCHMID:  Yes.  And I think i t  might be easier i f

6 we make this one 4 and then the 10 docket 5 and the 9 docket

7 6, just so I  can keep track.

8 BY MS. SCHMID:

9 Q.   So, we're looking at what 's been premarked as

10 Cross Exhibit  4 for the DPU.  And we're now looking at l ines 627

11 through 629.  And there you say--I ' l l  paraphrase--that the

12 requested ROE, the ROE that you recommend, which is at the

13 top of  your DCF range, is appropriate given the turmoil in the

14 markets.  Is that correct?

15 A.   Well,  the sentence is there, i f  everybody's at the

16 same place here, and it  speaks for i tself .   I t  says, The fair and

17 reasonable ROE for RMP is 10.2 percent.  The requested ROE

18 at the top of  my DCF range is appropriate, given the ongoing

19 effects of  U.S. and global economic turmoil and the equity

20 market ut i l i ty shares.  And I explained both of  those in a lot

21 more detail  earl ier in this test imony.

22 Q.   In your rebuttal, you change companies and then

23 you have a DCF range of--sorry--you change methods, and you

24 now have a DCF of  9.6 to 10.2.

25 A.   No.  I  don't  think that 's r ight.
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1   MR. MONSON:  I 'm going to object.   That 's very

2 vague.  I 'm not sure what rebuttal we're talking about or where

3 we are.

4   THE HEARING OFFICER:  Ms. Schmid, I  think i t

5 would be helpful i f  you could rephrase your question.

6   MS. SCHMID:  I  think that you're r ight.   I f  we turn to

7 the end of  the packet that we've marked Cross Exhibit  4, the

8 last two pages are from his rebuttal test imony in that docket.

9   THE HEARING OFFICER:  Okay.  So, we're st i l l

10 within the 2/15/2012.

11   MS. SCHMID:  Yes.  And that 's the date on the--

12   THE HEARING OFFICER:  Right.

13   MS. SCHMID:  --f ront of  the packet.

14 BY MS. SCHMID:

15 Q.   What--

16 A.   I 'm sorry, Ms. Schmid.  I 'm not with you.  I 'm trying,

17 but .  .  .

18 Q.   Okay.  So, i f  we take our packet that has the

19 "2/15/2002"--

20 A.   Okay.

21 Q.   --we turn to the last page.

22   THE HEARING OFFICER:  2012, r ight?

23   MS. SCHMID:  2012.  Thank you.

24 BY MS. SCHMID:

25 Q.   And, then, we f l ip it  to the f ront side of  that last
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1 page.

2 A.   Okay.  I 'm with you now.

3 Q.   Here you continue to use the DCF analysis, which

4 gave you the highest result ,  is that correct,  in your

5 recommendation, higher than the risk premium models?

6 A.   Back in that Table 5, i t  did.  This seems to be

7 talking about-- looking in my rebuttal update, I  don't  see a table

8 for that.

9   10.2 was certainly the highest in the direct

10 test imony.  I  don't  recall ,  as I  sit  here, just what the total

11 analysis showed in the update.

12 Q.   I  bel ieve that you--on the last page of  that exhibit ,

13 you say that the Company's init ial rate of 10.2 percent remains

14 reasonable.

15 A.   On the lef t--very back, I  do.

16 Q.   So, that 's using the DCF model.

17   Turning to our third group of--or turning to what I ' l l

18 call  the second group in our packet--

19 and we'l l  mark that DPU Cross Exhibit  5 for identif icat ion .  .  .

20   THE HEARING OFFICER:  And which .  .  .

21   MS. SCHMID:  I t  has--on the f ront,  i t  has a date of

22 1--handwrit ten date of  1/24/2011.

23   THE HEARING OFFICER:  So, we' l l  mark that DPU

24 Cross Exhibit  5.

25 BY MS. SCHMID:
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1 Q.   Here you use--here you say--and I 'm on page .32

2 and 33, which is the second page of  your packet--here you say

3 that you discount the bond yield premium results because the

4 interest rates are art i f ic ial ly depressed by the government--

5 monetary policy and continuing turbulence of the equity capital

6 markets.

7 A.   That 's at the bottom of  page .32--

8 Q.   Yeah.

9 A.   --where you're reading?  Yes.

10 Q.   And here you use--your highest number is a DCF

11 range.  Is that r ight?  And--or your highest numbers are derived

12 from your DCF models.  And that range is 10.1 to 10.7.

13 A.   They're a lot of  dif ferent cases, but we didn't  ask

14 for 10.7 in that case--

15 Q.   Right.

16 A.   -- just so we're clear on that.

17 Q.   And here, you discounted the bond yield premium

18 results.  Is that r ight?

19 A.   Yes.  And go ahead with the sentence that you

20 started to read.  I t  says, "Because interest rates on high-quali ty

21 debt are currently art i f ic ial ly depressed by the government's

22 monetary policy," which I  had, again, discussed in detail  earl ier

23 in this test imony.

24 Q.   I f  we turn to the next page, i t  is-- i t  starts an excerpt

25 on your rebuttal test imony in that docket.



                                                            Hearing Proceedings   05/29/14 44

1 A.   Are you saying that these pages are f rom the

2 rebuttal?

3 Q.   Yes.

4 A.   I 'm having trouble tel l ing that.   Okay.  I f  that 's--

5 Q.   On the bottom of  the page there's a footer, which

6 says "Rebuttal"  or "Direct"?

7 A.   Right.  Mine says "Direct."

8 Q.   Okay.  Keep going.  I ' l l  give you mine.

9 A.   I 'm sorry.  I  had it  folded.  I 'm with you now.

10 Q.   Okay.  Here, instead of  disparaging the risk

11 premium results, you adopted the risk premium results in

12 contrast to what you did in your direct.  Is that correct?

13 A.   In the Docket 10-35-125?

14 Q.   Uh-huh (af f irmative).

15 A.   So, when you say "here," you're talking about . .  .

16 Q.   I t 's 10-035-124.

17 A.   Okay.  And I 'm sorry.  You're saying that in my

18 rebuttal test imony . .  .

19 Q.   In your rebuttal test imony, your r isk--

20 your equity risk premium numbers were higher than your DCF

21 numbers, is that correct,  in your rebuttal?

22 A.   Yes.  Back on page .35?

23 Q.   Uh-huh (af f irmative).  Yes.

24 A.   They are at l ines 723 through 726 that shows what

25 you just said to be true, but we did not reject the DCF numbers
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1 or switch to the risk premium numbers.  We stayed at the 10.5.

2 Q.   But that 's also within the range of  the risk premium,

3 right?

4 A.   And the DCF.

5 Q.   Okay.  Also, in this sect ion of  your test imony, you

6 state that interest forecasts for the coming year indicate

7 signif icant further rate increases.  Do you know what--

8   THE HEARING OFFICER:  Could you give us a l ine

9 number?

10   MS. SCHMID:  I ' l l  give you--yeah.

11   THE HEARING OFFICER:  We're st i l l  in Cross

12 Exhibit  5?

13   MS. SCHMID:  St i l l  in Cross Exhibit  5.  Lines 733

14 and 734.

15   THE HEARING OFFICER:  And that 's the rebuttal.

16   MS. SCHMID:  Of the rebuttal.   Uh-huh

17 (af f irmative).

18   THE HEARING OFFICER:  Thank you.

19 BY MS. SCHMID:

20 Q.   Do you know if  the expected or ant icipated further

21 interest rate increases occurred and if  they were signif icant?

22 A.   They did not occur.  The Federal Reserve system

23 pressed its quantitat ive easing policies during the period that

24 fol lowed this and they pushed interest rates down further.

25   MS. RHOADES:  Hello?
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1   THE HEARING OFFICER:  Hello.  Is someone on

2 the l ine that needs to be recognized or has a question?

3   We assume not, then.

4 BY MS. SCHMID:

5 Q.   And, then, turning to the last set in your packet,

6 which is for the 2009 case, and on the f ront page of  this packet,

7 which I 'd l ike to label DPU Cross Exhibit  6 for identif icat ion,

8 there is a page f rom the Commission's docket index that l ists

9 the docket number and then l ists some documents that were

10 f i led in this docket.  Are we there?

11 A.   I  bel ieve so.

12   THE HEARING OFFICER:  So, this is 09-035-23.

13   MS. SCHMID:  Yes.

14   THE HEARING OFFICER:  And, then, just for

15 clarif icat ion, the excerpts f rom Dr. Hadaway's test imony in this

16 proceeding, those going to be used or are they no longer part of

17 the cross-examination exhibits?

18   MS. SCHMID:  Let 's el iminate them from the

19 cross-examination exhibits and use the test imony that we

20 referenced in his book and in our books that was f i led for

21 reference.  I  apologize for having the wrong pages in the f irst

22 one.

23 BY MS. SCHMID:

24 Q.   Okay.  In Docket No. 09-035-23, which--

25 did you use both the DCF model and the risk premium model
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1 and is that depicted in your chart--

2 your Table No. 4 on page .35?

3 A.   I  haven't  read this in a long t ime, but certainly both

4 models support the requested 11 percent, yes.

5 Q.   Your DCF model there, the "Constant Growth

6 (Analysts'  Growth)" produced the highest result  of  a range

7 ending in 12?

8 A.   Well,  they're higher than the risk premium results,

9 but we didn't  even ask for the number as high as any of  those

10 numbers that you're point ing to.

11 Q.   So, you asked for the 11 there.  And here did you

12 say that the risk premium methods and the DCF methods--I ' l l

13 skip that.

14   You had some interest ing things to say about the

15 DCF results in this case.  And if  we turn to page .35 and we look

16 at l ines 748 through 753, you talk about increased market

17 volati l i ty and investor r isk.  And, then, is i t  t rue that you say that

18 both the DCF and the risk premium models-- and I ' l l  use my

19 word--are useful in this analysis?

20 A.   No.  I  say they're very conservative estimates.

21   Ms. Schmid, this case--and I 'm glad you brought it

22 up, because this shows exactly what 's wrong with what 's going

23 on in the present case.  We don't  rely strict ly on these

24 quantitat ive models; this Commission never has.  And it  should

25 not in the present case.  Currently, DCF numbers are of f  the
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1 chart low.  Here they were a bit  on the high side. We didn't  use

2 them and the Commission didn't  use them.  And that 's what this

3 shows.

4 Q.   But in the cases that we've discussed here today,

5 hasn't the--hasn't  your recommended range been within the

6 range of  your DCF and risk premium model results except for in

7 today's case, where you're requesting a rate that is higher?

8 A.   Absolutely not.   Look at Table 4 r ight there on page

9 .35 of the '09 case.  The 11 percent is below any number in the

10 DCF results up there in that box.  There--only 11

11 percent--there's only one number down in r isk premium at 10.77

12 that 's lower than what we asked for.   We don't  mechanical ly

13 apply these models.  We always have to use judgment and

14 review what's going on in the economy and review what 's going

15 on, not mechanical ly try to say here's the lowest number or the

16 highest number we could present.

17 Q.   Okay.  I ' l l  move on.  You talked about the Questar

18 rate case in your test imony and in your summary.  And is i t  your

19 opinion here today that the Questar rate--Questar Gas decision

20 supports your recommended 10 percent ROE in this case?

21 A.   I t  depends on how you look at the risk nature of  the

22 company.  But you have, in your own test imony, stated that

23 Questar is less r isky than Rocky Mountain Power.  And

24 depending on what sort of  a spread you would put there, then

25 the 10.85 certainly--the 9.85 would certainly support 10.
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1 Q.   Is Questar Gas one of  your proxy companies?

2 A.   No.

3 Q.   Why not?

4 A.   I t 's a gas company.

5 Q.   And gas companies are dif ferent than electr ic

6 companies?

7 A.   They are.

8 Q.   In--

9 A.   They're less r isky, general ly.

10 Q.   Less risky.  In the Questar case, the Commission

11 dropped the awarded ROE by 0.5 basis points.  I f  we--sorry--by

12 50 basis points.  I f  we use that drop here, do we get to a 9.5?

13 A.   We were never at 10.35 l ike Questar was, so I  don't

14 know.  You subtract 50 basis points f rom any number you want

15 to and come up with a dif ferent number but doesn't have

16 anything to do with what Rocky Mountain Power's cost of  equity

17 is.

18 Q.   But you said that gas and electr ic companies are

19 dif ferent.

20 A.   Gas companies are general ly viewed as less r isky.

21 Q.   And, so, you're saying--actually, I 'm not going to

22 ask that question.

23   And, then, I  bel ieve that someone else probably

24 has questions on the Washington case.  Does someone else

25 have questions--I ' l l  let them address those.  Al l  my questions.
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1 Thank you.

2   Oh, I  would l ike to move for the admission of  DPU

3 4, 5, and 6, however, DPU Cross Exhibits 4, 5, and 6?

4   THE HEARING OFFICER:  Object ions?

5   They're received.

6   Mr. Coleman.

7 CROSS-EXAMINATION

8 BY-MR.COLEMAN:

9 Q.   Dr. Hadaway, good morning.

10 A.   Good morning, Mr. Coleman.

11 Q.   My name is Brent Coleman.  I  am counsel for the

12 Off ice of  Consumer Services.  This is the f irst t ime we've had an

13 opportunity to meet, so greetings.  And I have a number of

14 subject matters to talk to you about, hopeful ly relat ively quickly. 

15 I don't mean to make promises perhaps I can't  keep, but I ' l l  do

16 my best.

17   You do have a copy of your direct and rebuttal

18 test imonies with you in f ront of  you.

19 A.   Yes.

20 Q.   I 'm going to ask you to turn--f irst,  I 'd l ike to turn in

21 your direct test imony in this case to l ine 103.

22   THE HEARING OFFICER:  Mr. Coleman, for your

23 planning purposes, we're going to take a break at 10:30. We'l l

24 have a ten-minute break.

25   MR. COLEMAN:  Okay.
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1   THE HEARING OFFICER:  W il l  that be adequate,

2 given the stairs or the elevators and other issues?  Okay. 

3 Thank you.  Please proceed.

4   MR. COLEMAN:  Thank you.

5 BY MR. COLEMAN:

6 Q.   So, l ine 103 of  your direct.

7 A.   Yes. I 'm there.

8 Q.   So, just--this f irst part, just trying to make maybe

9 some discussion about maybe some language correct ions or

10 clarif icat ions, just to be clear, but what I understand.

11   I 'm going to go ahead and read the sentence that

12 you have f rom your test imony that begins on l ine 103.  I f  you go

13 ahead and correct me if  I  misstate, i f  I  insert something that 's

14 not there, omit something that 's there. Beginning, again, l ine

15 103, the sentence reads, "The stock market has largely

16 recovered f rom its losses during the f inancial crisis and

17 consumer conf idence is improving."  Did I  read that correct ly?

18 A.   Yes.

19 Q.   And this test imony was submitted to the

20 Commission early January of  this year, I  presume, probably

21 prepared by you sometime during December of  2013 and

22 draf ted--for draf t ing purposes.

23 A.   That's about r ight.

24 Q.   Would you agree with me that since the preparat ion

25 and presentat ion of  your test imony, that mult iple stock indices
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1 have closed at near or at record highs?

2 A.   Some of  them have.

3 Q.   Would you agree with me that just this week the

4 S&P 500 closed at a record high?

5 A.   I t  came down yesterday, but,  yes, the two days

6 before it  was at a record high.

7 Q.   Two days ago, i t  was at a record high.  And would

8 you agree with me that the S&P closing of two days ago was the

9 12th record-high closing of  this calendar year?

10 A.   I  read that in the paper this morning, yes.

11 Q.   I  assume you would agree that 's correct.

12 A.   That's correct.

13 Q.   So, would you--in the beginning of  your test imony,

14 you had no correct ions.  Would you st i l l  continue to characterize

15 those record-high and near-record-high closings as largely

16 recovered or would you consider the stock market to be fully

17 recovered and stronger?

18 A.   The S&P, which is broadest market--

19 well,  i t 's not the broadest, but i t 's probably the most

20 representat ive of  the overall  market, has certainly ful ly

21 recovered and then some.  But some of  the small cap stocks

22 and others that were pushed down more have not quite

23 recovered.  So, that 's al l  I  had in mind by " large."

24 Q.   The Dow Jones Industrial has also closed at--

25 A.   But those are even larger companies, only 30 of  the
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1 very largest.  And al l  I  meant by " largely," there--simply, that

2 there are some segments of  the small cap and some tech areas

3 that simply haven't  recovered f rom where they went down.

4 Q.   Then just below there, begins--I  guess-- well ,  the

5 very next sentence, l ine 104 through 106 and again, some of

6 these subject matters may overlap with Ms. Schmid, but I  guess

7 I might need a sl ightly dif ferent point.   So, I  apologize for

8 perhaps sounding a bit  redundant. Line--I ' l l  go ahead and read

9 again.  Correct me if  I  misstate.  "Although unemployment

10 remains a concern, most economists now expect the

11 government's monetary policies to become less accommodative

12 over the coming year."   Did I  get that correct?

13 A.   Yes.

14 Q.   And, then, you have a--l ine 143, beginning there,

15 I ' l l  continue to read again--correct me if  I 'm wrong--"This sl ight ly

16 changed stance from the FOMC has led investors"--" to

17 investors' expectat ions for less accommodative monetary policy,

18 which in turn have led to signif icant increases in long-term

19 interest rates."  Did I  read that correct ly?

20 A.   Yes.

21 Q.   And, then, you have a similar reference on l ine 156

22 of your test imony--direct test imony in this case.  And it  reads,

23 "As noted above in i ts June 19, 2013, press release, the FOMC

24 indicated that improving economic condit ions might lead to

25 tapering off  of  i ts st imulus programs."  Did I  read that correct ly?
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1 A.   Yes.

2 Q.   And in conjunction with that test imony, you have a

3 block quote--begins on page .5, l ine 107--or 109 of  your direct

4 test imony--spi l ls over to page .6.  And that is f rom the FOMC

5 press release of  June 19, 2013--

6 A.   Right.

7 Q.   --r ight?  And you represent that that is  the source

8 for your concern of  the less accommodative monetary policies

9 presented by the Fed.

10 A.   Well,  there was also a press release in--

11 then-Chairman Bernanke did a video presentat ion.  I t  was a

12 whole lot of  things that went on that same meeting of  the FOMC.

13 But this is what their of f icial release was that they put on the

14 Fed's website, a port ion of  i t .

15 Q.   Since the presentat ion of  this test imony and the

16 quotation of  this June 19 press release, the Fed has announced

17 the continuation of  those highly accommodative policies,

18 correct?

19 A.   Right.  And in the piece that Ms. Schmid put up

20 here--I  believe i t 's one of her exhibits--that 's f rom the most

21 recent meeting, in Apri l  of  this year.  And if  you look at them,

22 they say the same thing.  There are sl ight tweaks to the words

23 here and there.

24 Q.   Sure.  Correct.   And, actually, you cite in a footnote

25 on page .6 that the concern that you outl ine f rom the June press
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1 release didn't  actually come to pass.  In your footnote 1 on page

2 .6, you cite the October 2013 notes. And your testimony, the

3 footnote reads, "While the FOMC, as of  i ts most recent meeting

4 October 29-October 30, 2013, has not reduced its Treasury

5 bond or mortgage-backed securit ies purchases."

6   And, then, the statement goes on, "Statements

7 fol lowing each meeting have continued to indicate l ikely tapering

8 of accommodative monetary policy as economic and part icularly

9 labor markets' condit ions improve over the coming year."   That 's

10 the footnote.

11 A.   That 's the footnote at that t ime, but they certainly

12 have--as showed in the more recent FOMC announcement, they

13 certainly have started the tapering. They've reduced their bond

14 purchases by about half .   And it  continued to say they're going,

15 by the end of the year, to have entirely el iminated those bond

16 purchases.

17 Q.   But when you presented this test imony, you cited

18 the June comments, the footnote indicates that you understood

19 that those--that the reduction of  those accommodative policies

20 hadn't  actually occurred when you provided--

21 A.   Not by November--

22 Q.   --when you draf ted the test imony.

23 A.   --when we were preparing this test imony, they

24 hadn't ,  but they have now.  And that 's discussed in the rebuttal

25 test imony.
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1 Q.   So, let me turn your attention back to Ms. Schmid's

2 DPU 4 Cross Exhibit--Cross Exam Exhibit  No. 2. Do you have

3 that with you?

4 A.   I  have . .  .

5 Q.   Let 's see.  In the text,  i t  appears to be the third

6 paragraph f rom the bottom, the Paragraph 1 being the

7 paragraph that reads, "Voting for FOMC monetary policy."  So, i f

8 you go up to the paragraph that begins "To support continuing

9 progress," do you have that one?

10 A.   Yes.

11 Q.   So, the last--I 'm going to go ahead and read the

12 last sentence of  that paragraph.  Again, correct me if  I  misstate. 

13 The press release reads, "The committee continues to

14 anticipate, based on its assessment of  these factors, that i t

15 l ikely wil l  be appropriate to maintain the current target range for

16 the Federal funds rate for a considerable t ime after the asset

17 purchase program ends, especial ly i f  projected inf lat ion

18 continues to run below the committee's 2 percent longer run

19 goal and provided that longer-term inf lat ion expectat ions remain

20 well anchored."  Did I  read that correct ly?

21 A.   You read that correct ly, but the relevant paragraph

22 is a bit  above that.

23 Q.   Well,  that--

24 A.   The one you're asking me about--excuse me--the

25 one you're asking me about is what I  explained to Ms. Schmid
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1 and also said, I  bel ieve, in one of  the other questions is about

2 short-term interest rates.  Up at the paragraph that begins with

3 "The committee judges there is suf f icient underlying strength in

4 the broader economy," they explain that they have done what

5 they've done with their asset purchase program and that they

6 intend over the year to complete that program and cease that

7 ef fect on long-term interest rates. So, you're talking about two

8 dif ferent things.

9 Q.   But the larger accommodative monetary policies wil l

10 continue for a considerable amount of  t ime.

11 A.   The short-term interest rate policy of  maintaining

12 the Federal funds rate, which is an overnight rate that banks

13 pay to borrow reserves, is intended to stay low unti l  they're

14 satisf ied that unemployment has--is at a low enough level.

15 Q.   Did you provide test imony to the Washington

16 Uti l i t ies and Transportat ion Commission in Docket UE-130043?

17 A.   I ' l l  accept that docket number, yes, in Pacif iCorp's

18 most recent case there.

19 Q.   January of  2013.

20 A.   That sounds about r ight.

21   MR. COLEMAN:  I f  I  may.

22   THE HEARING OFFICER:  Please.

23 BY MR. COLEMAN:

24 Q.   I  have an excerpt of  test imony f rom your direct.

25 And I have a ful l  copy, i f  you'd l ike to conf irm it 's accurate.  In
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1 the interest of  resources, I  just tr ied to have a couple.  And for

2 purposes of  identif icat ion, i f  we could mark this as OCS Cross

3 No. 1.

4   Do you recognize this test imony?

5 A.   Yes.

6 Q.   And this was, in fact, the test imony that you

7 provided to the Washington commission in January of  2013.

8 A.   Yes.

9 Q.   I f  you would turn to the part of  your exhibit  that

10 contains pages 5 and 6--now I 've got to f ind my notes.

11 Apologies.

12   THE HEARING OFFICER:  Good t ime for a break?

13   MR. COLEMAN:  Sure.  Perfect.

14   THE HEARING OFFICER:  We'l l  be in recess unti l

15 20 minutes to 11:00.

16   Off  the record. 

17             (Recess taken, 10:28-10:42 a.m.)

18   THE HEARING OFFICER:  On the record.

19   Mr. Coleman.

20   MR. COLEMAN:  Thank you.

21 BY MR. COLEMAN:

22 Q.   So, Dr. Hadaway, we are looking at the excerpt of

23 your test imony f rom the Washington docket UE-130043.  And if

24 you could turn to the page that 's identif ied as page No. 5 in

25 OCS Cross Exhibit  No. 1, I 'd l ike to read the answer that you
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1 give at the bottom of  page .5 that spi l ls over to the top of  page

2 .6.  Again, I ' l l  go ahead and read.  And correct me if  I  misstate

3 anything.

4   Your test imony in this--in the Washington docket

5 reads, "Growth for the U.S. economy is improving but is

6 expected to remain slow in the near term. While most

7 economists expect the growth rate to be posit ive, unemployment

8 is also expected to remain stubbornly high near the 8 percent

9 range.  Forecasts for 2013 and beyond indicate continuing

10 recovery, with new job creation a fundamental concern.  Based

11 on these condit ions, the Fed has announced its intent ion to

12 keep interest rates at their current historical ly low levels."  Did I

13 read that correct ly?

14 A.   Yes.

15 Q.   So, to the Washington commission, you test i f ied of

16 the Fed's intention to keep interest rates low, correct?

17 A.   At the t ime, that 's what they said.

18 Q.   And is that the same test imony that you present to

19 the Utah commission here today, that your concern is that in

20 Utah, your test imony is that they're phasing out the

21 accommodative policy, that i t  doesn't  exist any longer?

22 A.   I t  doesn't .   There's a footnote af ter the piece of  the

23 Washington test imony explaining exactly what I  said again with

24 the Fed's press release at the t ime.  Time has passed and the

25 policy has changed.



                                                            Hearing Proceedings   05/29/14 60

1 Q.   Would you turn to your surrebuttal test imony.  And

2 at this point in t ime, I 'm not going to move for the admission of

3 OCS Cross Exhibit  No. 1, because I have some intention to

4 return to i t ,  so I  want to make sure that i t 's complete before I

5 move its admission.  Just to make sure that you're aware, I 'm

6 not forgett ing to do that.

7   In your rebuttal test imony, Table 2, June 13, which

8 was the date of  this--of  the Fed policy statement that you

9 quoted, your--you represent that the single-A ut i l i ty long-term

10 interest rate was 4.53 percent, correct?

11 A.   I  say that,  yes.

12 Q.   And, then, giving a l i t t le bit of  t ime to respond to

13 the concern that you believe exists in the Fed policy statement,

14 July, 4.68 percent, correct?

15 A.   Yeah.

16 Q.   And, then, the most recent number that you have is

17 Apri l of  2014 of  4.41 percent.  So, that 's a decrease.

18 A.   A small one, yes.

19 Q.   Decreasing trend.  And, then, f rom your test imony,

20 the date of  your--

21 A.   I 'm sorry.  Not a decreasing trend, sir.

22 Q.   Okay.  A decrease.

23 A.   Yes.

24 Q.   Okay.  So, i f  we go to the t ime of  your direct

25 test imony, December of 2013 in this table, you have 4.81
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1 percent compared to the Apri l of  2014 of  4.41 percent.  So,

2 that 's also a decrease.

3 A.   I 'm sorry.

4 Q.   4.41 of-- in Apri l  of  '14 is lower than 4.81 in

5 December of  2013.

6 A.   Yes.  And as I  acknowledged in my summary,

7 interest rates have come down since the beginning of  the year.

8 Q.   And, then, you would agree, then, that there is a

9 decreasing trend f rom two thousand--

10 from December of  2013 through Apri l  of  2014, the move is

11 consistently downward in that--

12 A.   Since December--

13 Q.   Okay.

14 A.   --but a trend depends on when you start.   And as I

15 explained relat ive to 2014, we're st i l l  50 basis points higher than

16 we were back at that t ime.

17 Q.   Relat ive to your direct test imony, we're down 40

18 basis points.

19 A.   Relat ive to December of  2013, yes.

20 Q.   Then, looking at the 30-year Treasury rate, the

21 same t ime frames--let 's go with July of  2013--i t  is 3.61 percent

22 in your chart and it  reduces down to 3.52 in Apri l  of  2014,

23 correct?

24 A.   We've switched now from June to July? Because

25 it 's higher than it  was in June that you asked me about before,
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1 but--

2 Q.   No.  Yeah, July of  2013 is 3.61, correct?

3 A.   Okay.  I  see that,  yes.

4 Q.   And, then, Apri l  of  '14 is 3.52, correct?

5 A.   Yeah.

6 Q.   Correct?

7 A.   I  agree.

8 Q.   And do you know what the close was yesterday?

9 A.   About 3.3.

10   MR. COLEMAN:  May I approach?

11   THE HEARING OFFICER:  Yes.

12 BY MR. COLEMAN:

13 Q.   I 'm going to go ahead and hand to you my tablet

14 device, which is connected to the building's wireless.  I t 's at

15 money.cnn.com/data/markets.  I f  you could just look right here

16 (indicat ing), 30-year Treasury previous yield was close of

17 yesterday.

18   MR. MONSON:  I  want a tablet.

19   MR. COLEMAN:  I ' l l  be happy to--

20   THE WITNESS:  3.3.  I t 's 3.29.

21 BY MR. COLEMAN:

22 Q.   3.29.

23   MR. MONSON:  I 'm just kidding.  I  do want a tablet,

24 but I  don't  expect you to give me one.

25 BY MR. COLEMAN:
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1 Q.   So, today's rate--or yesterday's rate at 3.29 is a

2 further reduction f rom the number you have of  Apri l  '14 of  3.52.

3 A.   That's r ight,  but i t 's st i l l  higher than 2012.

4 Q.   Further in your rebuttal test imony, on l ine

5 245--actually, my apologies.  Your direct test imony.  Trying to

6 keep my papers straight.  Direct testimony, l ine 257.

7 A.   Okay.  I  have that.

8 Q.   And, then, we wil l  spi l l  over a l i t t le bit  to the next

9 page.  Your test imony reads, "Over the past f ive years, average

10 allowed ROEs have ranged between 9.9 percent and 10.6

11 percent."   Did I  read that correct ly?

12 A.   Yes.

13 Q.   And, then, you have a Table 3 that,  in a dif ferent

14 manner--I  want to say graphical ly, but I  don't  think that 's the

15 correct term--represents that same piece--bit  of  information,

16 correct.  You have the authorized equity returns for vert ical ly

17 integrated electr ic ut i l i t ies f rom 2009 and up to the then-present

18 time of  third quarter of  2013.  Presents the same information,

19 10.6 to 9.9 range.

20 A.   Yes.  That 's r ight.

21 Q.   So, i t  does range between those, but in your Table

22 3, there's addit ional information that you can read from it  and

23 that would be that there is, in fact,  a downward trend, that the

24 10.6 is 2009, which is fol lowed by a ful l- year average of  10.38

25 in 2010; 10.35 in 2011; 10.10 in 2012; and the then-current
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1 number in 2013 of  9.90.  That 's a downward trend.

2 A.   That is a downward trend.

3 Q.   So, then, i f  we turn to your rebuttal test imony--goes

4 a l i t t le bit further.  The 2009 drops of f  due to simply the scale, I

5 suppose, of  the table.

6   THE HEARING OFFICER:  Can you  give us a page

7 number, please?

8   MR. COLEMAN:  That is page .7 of  the rebuttal

9 test imony, Table 1.

10   THE HEARING OFFICER:  Thank you.

11 BY MR. COLEMAN:

12 Q.   So, to kind of  f l ip back and forth between these

13 two, your--the 2009 ful l-year average was 10.63, and that fal ls

14 off  in this rebuttal table, the then-current number in your direct

15 of the 2003 [sic] ful l-year average was 9.90.  The ful l  year

16 turned out to be 9.93.  And, then, the f irst quarter of  2014, your

17 table indicates 9.86.  So, that would be a further decrease in

18 trend.  That 's another lower number moving f rom 10.63 through

19 the spectrum to 9.86.

20 A.   I t  depends on how you look at those quarterly

21 numbers, obviously.

22 Q.   Well--

23 A.   Some people have said that 2013, when rates

24 popped up in third quarter a bit  was sort of  the bottom of  the

25 trend.  The dif ference between 9.9 or 9.93 and 9.86 is certainly
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1 not a trend.  So, i t 's a very small dif ference. Most people

2 believe that al lowed ROEs--

3   THE REPORTER:  I 'm sorry.  I  missed a word. 

4 "Most people believe" .  .  .

5   THE WITNESS:  --that al lowed rates of  return for

6 integrated electr ic companies have bottomed out.

7 BY MR. COLEMAN:

8 Q.   Okay.  But i f  you plotted on a graph the numbers

9 10.63, 10.38, 10.25, 10.10, 9.93, and 9.86, that would be a l ine

10 moving f rom lef t  to r ight that slopes downward.

11 A.   Slopes downward, but the bottom end of  i t  sort of

12 f lattens out.  That 's al l  I 'm saying.

13 Q.   W ith a downward slope.  I t  may or may not have an

14 asymptote, but the slope is downward.

15 A.   Yes.

16 Q.   Now, staying in your rebuttal test imony, l ine 245,

17 page .13 . .  .

18 A.   Okay.  I 'm there.

19 Q.   Okay.  Again, I ' l l  go ahead and read.  Correct me if

20 I misstate.  Your testimony reads, "The market cost of  equity is

21 not lower today than it  was in 2012 or during the past two years

22 while interest rates were forced by government intervention to

23 historical ly low levels."  Did I  read that correct ly?

24 A.   Yes.

25 Q.   And Ms. Schmid talked to you before, but you did,
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1 in fact,  provide test imony to this Commission on behalf  of  the

2 Company in Docket 11-035-200, correct?

3 A.   Yes.

4   MR. COLEMAN:  I  would ask the Commission to

5 take administrat ive notice of  Dr. Hadaway's test imony in that

6 docket 11-035-200.

7   THE HEARING OFFICER:  Any  object ions?

8 BY MR. COLEMAN:

9 Q.   Do you recall  the cost--your cost of  equity

10 recommendation in that docket?

11   THE HEARING OFFICER:  Mr. Coleman, let me just

12 ref lect--your request is granted.

13   MR. COLEMAN:  Thank you.

14   THE WITNESS:  I 'm afraid I  get al l  the cases mixed

15 up.

16 BY MR. COLEMAN:

17 Q.   Okay.

18 A.   But I  think i t  was 10.2, i f  that 's where you're going.

19 Q.   I  bel ieve i t  was.  And your recommendation today is

20 10.0 percent.

21 A.   Correct.

22 Q.   And, so, 10.0 is less than 10.2, correct?

23 A.   Yes.

24 Q.   So, your opinion is that the cost of  equity is lower

25 today, based upon your recommendation, than it  was in your
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1 recommendation in the Docket 11-035-200.

2 A.   I t  depends on the t ime periods.  Obviously, that

3 docket number has an "11" in f ront of  i t ,  not "12." And my

4 opinion is that--my statement in the test imony that you read is

5 that the cost of  equity has not gone down since 2012.  I t 's

6 certainly was trending downward, as you correct ly pointed out,

7 during the 2011 t ime frame.  In 2012, it  t rended down a l i t t le bit

8 more.  In 2013, the f irst three quarters i t  actually went up a l i t t le

9 bit .   So, i t 's a l i t t le bit  in the eye of  the beholder, but you're

10 using 2011 data to ask me about something I  said about 2012.

11 Q.   That was your test imony about what the rates were

12 going to be during that rate-af fected period, correct?

13 A.   I 'm not sure what you're saying.

14 Q.   The test imony that you provided in that docket was

15 ref lected--ref lect ive of  a test period, a forward-looking test

16 period, correct?

17 A.   I  don't  know.  I t  may have been.

18 Q.   You don't  know whether or not the Company uses a

19 forward-looking test period.

20 A.   I  know it  does in this case.  I  don't  know if  i t  did

21 back then or not.

22 Q.   So, your concern is that the docket has an "11" and

23 we're talking about 2012, and therefore, you think that those

24 are--have a disconnect.

25 A.   Well,  you read a sentence from l ine 245 on page .13



                                                            Hearing Proceedings   05/29/14 68

1 of my current rebuttal test imony that says that I  don't bel ieve

2 the cost of  equity has decl ined since 2012.  And, then, you

3 started asking me about some test imony that has a docket

4 number that begins with "11" and was prepared on data even

5 before that.   So, the two--I 'm just saying they're a l i t t le bit

6 inconsistent.

7 Q.   Do you know the date of  your direct test imony in

8 Docket 11-035-200?

9 A.   No.

10 Q.   Would you agree with me, subject to check, that

11 that was February 15, 2012?

12 A.   Probably was.

13 Q.   Did you provide rebuttal test imony in that docket?

14 A.   Case sett led, but I  bel ieve I did.

15 Q.   Do you know the date that you provided that

16 rebuttal test imony?

17 A.   No.

18 Q.   Would you agree with me, subject to check, that i t

19 was June 27, 2012?

20 A.   Okay.

21 Q.   Do you recall  your recommendation in that rebuttal

22 test imony?

23 A.   I  think we stayed with the 10.2.

24 Q.   So, subject to check, on June 26--excuse me--June

25 27, 2012, you recommended an appropriate ROE of  10.2 in the
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1 year of  2012 was your test imony.

2 A.   During that t ime period, interest rates were trending

3 down because of  the quantitat ive easing program. And I

4 explained in that test imony that I  thought that was an art i f ic ial

5 reduction to the cost of  interest rates and that that shouldn't  be

6 used to push the ROE down further.  The Company and the

7 other part ies ult imately sett led for 9.8.  I  bel ieve i t  was in

8 September of  2012, the Commission approved the 9.8.  So,

9 through that t ime period, interest rates did indeed trend down. 

10 And now they have trended up f rom there. And that 's really--we

11 just have to be careful about the t ime period so we don't  get a

12 mismatch.

13 Q.   Your test imony is that the cost of  equity has not

14 gone down from 2012, but your recommendation has gone down

15 from 2012.

16 A.   But my recommendation has not gone down from

17 the 9.8 to which the part ies agreed.

18 Q.   Your recommendation in 2012-- your test imony was

19 10.2.

20 A.   Yes.

21 Q.   And your recommendation today is 10.0.

22 A.   That's r ight.

23 Q.   And 10.0 is less than 10.2.

24 A.   I t  is.

25 Q.   We can go back to--i f  I  could go back to your
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1 rebuttal test imony in this case, to Table 1.  And, again, the

2 piece of  test imony that I 'm--we're trying to focus on at this point

3 in t ime is your test imony that the market cost of  equity is not

4 lower today than it  was in 2012.  I f  we look at Table 1, the

5 annual average was 10.10, correct?

6 A.   Yes.

7 Q.   And, then, the annual average of  authorized equity

8 returns for vert ical ly integrated electr ic ut i l i t ies in 2013 was

9 9.93, correct?

10 A.   That's r ight.

11 Q.   Which is less than 10.10.

12 A.   That's r ight.

13 Q.   And for the f irst quarter of  2014, you represent the

14 number was 9.86, correct?

15 A.   Yes.

16 Q.   Which is also less than 10.10.

17 A.   Yes.

18 Q.   And according to your chart,  there are 32

19 commissions that have issued authorized equity--that have 

20 authorized equity returns for vert ical ly integrated electr ic

21 uti l i t ies, the majority of  which are less than 10.10.

22   MR. MONSON:  Object ion.  Misstates the

23 test imony.

24 BY MR. COLEMAN:

25 Q.   I  bel ieve the table indicates in 2013 the number of
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1 cases is indicated as 30 and the number of  cases that lead to

2 the 9.86 in 2014 is 2.  And, so, I  bel ieve the table indicates that

3 32 commissions--there have been 32 cases that 

4 result--well ,  let me--okay.  Let me restate i t .   Thirty cases that

5 averaged to 9.93, correct?

6 A.   That's r ight.

7 Q.   And two cases that averaged to 9.86.

8 A.   Yes.

9 Q.   But i t 's your opinion, then, with your testimony that

10 the market cost of  equity is not lower today than it  was in 2012,

11 that the majority of  those 32 commissions got i t  wrong.

12 A.   That's quite a bit an overstatement on your part.

13 The--in September, when this case--the prior case was sett led

14 in 2012, the quarterly average was 9.9.  That 's when the prior

15 case--the part ies sett led for 9.8 here.  Al l  I 'm saying in the

16 test imony that you read a while ago is that the cost of  equity

17 has not gone down since that 9.9 was set--9.8.  Excuse me.

18 Q.   Your test imony reads, "The market cost of  equity is

19 not lower today than it  was in 2012."

20 A.   And the discussion there is about the case that was

21 sett led in 2012, in September, approved by the Commission. 

22 And that 's al l--my test imony may not be very artful ly worded, but

23 that 's al l  I  was saying there.

24 Q.   I f  you could turn to page .13 of  your rebuttal

25 test imony.  And the majority of  page .13 of  your rebuttal



                                                            Hearing Proceedings   05/29/14 72

1 test imony, including the sentence that we've been talking about,

2 is in response a question that reads, "What are your responses

3 to Mr. Peterson's DCF growth rate select ions?"  I  don't  see

4 anywhere in that answer a discussion of  specif ical ly the sett led

5 case in two thousand--the case that was sett led and approved

6 by the Commission in September 2012.

7 A.   Mr. Coleman, on that part icular page, i t 's not there,

8 but i f  you go back earl ier in the test imony, I  explain that the

9 Commission reviewed the Division and the Off ice test imony in

10 the Questar case and said that the numbers that you had in

11 those cases were too low to support that Company's operat ions

12 properly and that your current recommendations are even lower. 

13 That 's what al l  of  this is leading f rom into a statement that since

14 the 9.8 was sett led in the 2012 case, the cost of  equity has not

15 gone down. And I don't  bel ieve it  has.  In fact,  I  think i t 's gone

16 up.

17 Q.   Okay.  I  would submit that your test imony doesn't

18 say that, but--

19 A.   Well,  we have a disagreement.  But, I  mean, you

20 have to look at the whole piece.

21 Q.   I  think your test imony--

22 A.   And you can select pieces out of  i t  l ike this and try

23 to--you know, sort of  l ike 2012 versus 2011.  We have to look at

24 the whole thing to be fair about i t .

25 Q.   I  bel ieve I read your--I read the sentence in total.  
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1 But your test imony is saying that--is that the market cost of

2 equity is not lower than it  was--

3 not lower today than it  was in 2012.  And the 2012 average that

4 you represent in Table 1, annual average, is 1.10.  And there

5 are 30 decisions that average to a number that 's lower than

6 1.10, which was the 2012 average--annual average, and two

7 decisions that averaged to 9.86.  And, so, you believe that the

8 majority of  those 32 decisions should have been higher than

9 what they resulted.

10   MR. MONSON:  I 'm going to object.   I  think i t 's

11 been asked and answered.  I  think i t 's argumentat ive.  And I

12 think i t  also misrepresents the test imony again.  And I ' l l  tel l  you

13 why I think it  misrepresents the test imony so that we don't  have

14 to waste a lot of  t ime.  You keep saying "majority."   I t 's an

15 average, so there's no majority involved.

16   THE HEARING OFFICER:  Dr. Hadaway, would you

17 answer the question, please?

18   THE WITNESS:  Yes.  I ' l l  t ry.

19   THE HEARING OFFICER:  I t 's cross-examination

20 and we've been over the ground a great deal,  but I  think i t 's

21 appropriate to al low--

22   THE WITNESS:  My point,  and I wasn't even trying

23 to be argumentat ive about this, but yes, you read one sentence

24 correct ly.  And so far today you've asked me to conf irm that

25 you've read half  a dozen more sentences correct ly.  But i f  you
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1 go back and read the test imony that leads up to that sentence,

2 you can start on page .1 where I  explain what 's happened since

3 2012.  And if  I  didn't  state that artful ly on that one page where I

4 was rebutt ing Mr. Peterson, then maybe I should have writ ten i t

5 better.  But what you're saying is not what the test imony ref lects

6 is the problem I 'm having.  So, I  disagree with you.

7 BY MR. COLEMAN:

8 Q.   You would agree with me, though, that capital costs

9 are composed of  debt costs and equity costs.

10 A.   Yes.

11 Q.   And you would agree that,  based upon Mr. W il l iams'

12 test imony prior--previously today, that the debt cost component

13 of that formula has decreased for the Company.

14 A.   That 's the embedded cost of  debt, yes.

15 Q.   So, there's a decrease in the debt cost.

16 A.   In the embedded cost of  debt.  There have been

17 increases and decreases in the marginal interest rate--the

18 current market interest rate, which is how we go about trying to

19 set the equity rate of  return.  So, they're two dif ferent things.

20 Q.   The Company's cost of  debt decreased with their

21 current--with their most recent bond issue from their expected--

22 A.   Yes.  That 's what he said.

23 Q.   And your recommendation today of  10.0 is less

24 than your recommendation in 2012 of  10.2.

25 A.   That 's r ight.
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1 Q.   So, the equity component of  that has decreased at

2 least 20 basis points, in your opinion.

3 A.   Not an equity return that the Company was

4 authorized.  They were authorized 9.8.

5 Q.   But your opinion about--your recommendation is

6 lower today for the equity cost component of  the capital cost

7 than it  was in the prior case.

8 A.   The recommendation is lower, but my opinion of  the

9 cost of  equity is i t  has gone up since the 9.8 percent was

10 established.

11 Q.   In your direct test imony, l ine 188, it  reads, " Interest

12 rates are expected to r ise further during the coming year,"

13 correct?

14 A.   That's r ight.

15 Q.   And your Table 2 indicates that the expected

16 30-year Treasury for the close of  2014 was 4.1 percent, correct?

17 A.   Yes.

18 Q.   And we just looked.  I t 's signif icantly lower than

19 that yesterday at close.

20 A.   Yes, i t  certainly is.

21 Q.   And, then, i f  we look at your rebuttal test imony,

22 Table 2--we've already talked about the downward slope f rom

23 the t ime of  the presentat ion of  your direct to presentat ion of

24 your rebuttal testimony, correct?  We did talk about that.   Yes?

25 A.   That interest rates have gone down since?  Yes, of
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1 course.

2 Q.   So, when you claim in your rebuttal test imony on

3 line 20 that interest rates have stabil ized, that might be a

4 conservative characterizat ion of  the events f rom December to

5 the present.

6 A.   Mr. Coleman, you're r ight about that.   And I

7 changed that word in edit ing this test imony, at least in one other

8 place, and I think two, to say "dropped."  So, it 's in this same

9 test imony that I  said interest rates have dropped.

10 Q.   Line 245 of  your rebuttal test imony--go back to this

11 again--we're going to go ahead a l i t t le bit  further f rom where

12 we've read before.  So, we've read 245 through 247, f irst half  of

13 247 a couple t imes.  I ' l l  go ahead and f inish the next sentence. 

14 And, again, the concern here is whether market costs of  equity

15 are lower.

16   Line 247 continues to read, "Unti l  that intervention

17 has ceased and reasonable equil ibrium has returned between

18 debt and equity markets, DCF est imates of  COE, regardless of

19 the growth rate inputs, wil l  remain unrel iable."  Correct?  Did I

20 read that correct ly?

21 A.   Yes.

22 Q.   So, your concern in that sect ion of  245 through 249

23 is the government intervention keeping interest rates at a

24 historical ly low level and the result ing lack of equil ibrium in the

25 equity markets?
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1 A.   We're going to get into i t  again, Mr. Coleman. That

2 one sentence is a summary of  things that I 've explained

3 previously in the other parts of  the test imony.  And it  is true that

4 the tapering of  long-term asset purchases of  the Federal

5 Reserve system wil l  continue on through December. And what

6 we've seen is that as this process is started and interest rates

7 did move up back in parts of  2013, the cost of  equity indicated

8 by the DCF model actually continued to go down.

9   And my explanation here is that that indicates

10 there's something wrong with that model when you have interest

11 rates go up 50 to 100 basis points and your cost of  equity

12 models are saying that the cost of  equity has dropped by 50

13 basis points or more, you need to rethink whether that model is

14 in sync with what 's happening.  And that 's al l  that I 'm explaining

15 here.  In that one sentence that you read, there's--you know,

16 there's not al l  that explanation, but that 's what I  said previously

17 in the test imony.

18 Q.   Okay.  So, just-- in l ine 143 of  your rebuttal

19 test imony--again, I  want to make sure--

20 perhaps I just don't  understand--i t  reads, "The Fed has held

21 interest rates at record low levels in an ef fort  to st imulate the

22 economy. While the Fed has announced or begun ef forts to

23 taper its accommodative monetary policies, the ef fects continue

24 to restrain interest rates and boost stock prices."

25   So, am I correct in understanding that one of  your
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1 concerns about the market--the current market pressures is

2 that-- is the intervention and the imposit ion of  Federal

3 accommodative monetary policies.  Is that correct?

4 A.   I 'm not sure I  understood your question.

5 Q.   You outl ine a number of  concerns that you have

6 with the current market and the reasons that you believe that

7 the discounted cash f low model, for example, doesn't  provide

8 rel iable results.  And one of  those pressures is the government's

9 accommodative monetary policies, correct?

10 A.   Yes.  That 's r ight.

11 Q.   And the resultant,  in your opinion, art i f ic ial ly low

12 interest rates.

13 A.   Which then result  in art i f ic ial ly low dividend yields,

14 because ut i l i ty stock prices have been pushed up by people

15 seeking income.  Again, I  explained al l  of  this in great detai l--

16 Q.   Sure.

17 A.   -- in my direct test imony.

18 Q.   Okay.  And, then, with respect to some of  the

19 equity r isk premium analyses, in your--

20 excuse me--in your rebuttal,  l ine 272, you state, "The

21 government's intervention in the debt markets has produced

22 art if ic ial ly low interest rates. And in this environment, COE

23 models that are af fected by those rates cannot produce

24 market-based est imates of the cost of  equity for the CAPM and

25 most other r isk premium models, the ef fect is direct with low
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1 COE estimates tracking the low interest rates."  Correct?

2 A.   That's r ight.

3 Q.   So, we look--in your--again, I  apologize for f l ipping

4 back and forth--but in your direct test imony, Table 4 of  your

5 direct test imony, which is just a summary of  your cost of  equity

6 estimates--

7 it 's on page .29, the risk premium analysis that you employ is not

8 the CAPM, correct?

9 A.   That 's r ight.

10 Q.   And not the arbitrage pricing theory.

11 A.   No.

12 Q.   But rather a forecasted ut i l i ty debt yield plus equity

13 risk premium.

14 A.   Right.  I t 's exactly the same model that your

15 witness Mr. Lawton uses.

16 Q.   Did you provide test imony to this Commission in

17 Docket 10-035-124?

18 A.   I f  that 's one of  those dockets that we discussed

19 earl ier,  yes, I  did.

20 Q.   I  can't  recall i f  i t 's a docket that Ms. Schmid

21 referenced, but I 'm going to go ahead and hand you what I 'm

22 going to mark as OCS Cross No. 2.

23   THE HEARING OFFICER:  For the record, I  bel ieve

24 DPU Cross Exhibit  5--

25   MR. COLEMAN:  Okay.
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1   THE HEARING OFFICER:  --refers to Docket

2 10-035-124.

3   MR. COLEMAN:  Thank you.  You might have a

4 slight ly dif ferent excerpt,  so .  .  .

5 BY MR. COLEMAN:

6 Q.   Does that test imony look famil iar?

7 A.   Yes.

8 Q.   I f  you' l l  turn to the page that has the footer page

9 .31--so, the second page of the handout I  just gave to you--

10 A.   Yes.  I 'm there.

11 Q.   --I 'm going to begin reading at l ine 655.  And at this

12 point,  I  probably--I  need to apologize.  I  changed the font in

13 these Word documents to a font that uses a l i t t le bit  less toner. 

14 And, so, the l ine numbers may not match the exhibit that was

15 presented by the Division.  So, as I  reference the l ine numbers,

16 those l ine numbers wil l  be--most l ikely wil l  be specif ic to OCS

17 Cross No. 2.

18   THE HEARING OFFICER:  Thank you.

19 BY MR. COLEMAN:

20 Q.   Your testimony, beginning on l ine 655 of  OCS

21 Cross No. 2 reads, " I  conclude that an ROE of  10.5 percent is

22 reasonable for sett ing rates.  This ROE is well  within my DCF

23 range.  Under current market condit ions, I  discount the bond

24 yield plus r isk premium results because interest rates on

25 high-quali ty debt are currently art i f ic ial ly depressed by
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1 government monetary policy and the continuing turbulence of

2 the equity capital markets."  Did I read that correct ly?

3 A.   Yes.

4 Q.   So, in your test imony in this docket, when the

5 government monetary policy art i f ic ial ly depresses interest rates

6 and results in turbulence in the equity capital markets, the bond

7 yield plus risk premium result  is the only one that can see

8 through the noise, but when those same exist ing condit ions

9 existed in--at the t ime you f i led this test imony in Docket

10 10-35-124, the--not only did you ful ly discount the bond yield

11 plus r isk premium results, but you also rel ied upon the DCF to

12 provide your recommendation.

13 A.   Mr. Coleman, again, I 'm sorry, but in the middle of

14 part of  your predicate--and I 'm not sure I  even remember exactly

15 what you said, but what you said was not correct.  These are not

16 exactly the same condit ions that existed back then. The Fed's

17 quantitat ive easing policies were start ing to be in ful l  bore. 

18 Now, the quantitat ive easing policies are half  removed and wil l

19 be ended by the end of  this year, according to their recent

20 statements.  So, i t 's very dif f icult  to agree.  And I can't  sit  here

21 and say yes or no to questions where you put things l ike that

22 into the predicate of  the question.  I 'm sorry.

23 Q.   Okay.  Your testimony read--I read your test imony

24 correct ly.

25 A.   Yes.
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1 Q.   One last exhibit .   You provided test imony to this

2 Commission--rebuttal test imony to this Commission in Docket

3 11-035-200.  Do you remember doing that?

4 A.   Yes.

5 Q.   I 'm going to go ahead and hand you an excerpt

6 from that test imony.

7   MR. COLEMAN:  And I would l ike to have this

8 marked as OCS Cross Exhibit No. 3.

9   THE HEARING OFFICER:  For the record, I  marked

10 the extract f rom 10-035-124 as OCS Cross Exhibit  2.

11   MR. COLEMAN:  Correct.   Yes.  Thank you.

12 BY MR. COLEMAN:

13 Q.   Does this test imony look famil iar?

14 A.   Yes.

15 Q.   I ' l l  have you turn to the second page of  the exhibit ,

16 which was, af ter I  changed the font,  page .18 of  your rebuttal

17 test imony in that docket.  And beginning on l ine 354 of  OCS

18 Cross No. 3, your test imony reads, " I f  an analyst were to

19 recommend an ROE that was outside the range of  al l  models, he

20 or she would clearly be required to provide some reasonable

21 just i f icat ion for doing so." Correct?  Did I  read that correct ly?

22 A.   Yes.

23 Q.   And your recommendation today is 10.0 percent--

24 A.   That 's r ight.

25 Q.   --correct?
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1   And did any of  the models that you ran for your

2 rebuttal test imony include 10.0 percent in their results?

3 A.   Yes.  Mr. Lawton's did.  Mr. Gorman's did.  One of

4 Mr. Peterson's did.  And as I  explained--you said here at the

5 end of this sentence that you need to explain why would make a

6 recommendation out of  that range.  I  did explain that.  And that

7 was in my rebuttal test imony.

8 Q.   That other people's models that you modif ied set

9 those.

10 A.   Yes.  And I said that in my summary earl ier this

11 morning.

12 Q.   So, the reason--just so I  understand--the

13 reasonable support that you provide is that when you modif ied

14 models run by Mr. Lawton, Mr. Peterson, and Mr. Gorman, they

15 came up with more than 10 percent.

16 A.   I  did not modify them.  They're in Mr. Lawton's

17 test imony.  Take a look.  His r isk premium range is 9.75 to 10

18 percent.

19 Q.   So, you rely upon his test imony and not yours.

20 A.   I 'm explaining to you that there are other numbers

21 out there that widen the range.  I  didn't change the way I run my

22 models.  I  simply updated them with the numbers.  And I

23 explained why interest rates have dropped back since the

24 beginning of  the year.  They may go up more by the end of  the

25 year.  But there are clearly models in this record that support



                                                            Hearing Proceedings   05/29/14 84

1 not just 9.8 as the top end of  my risk premium range, but 10

2 percent and more.  And I did not modify those models to get

3 there.

4   I  did, in my rebuttal of  Mr. Gorman, go ahead and

5 show that we have a disagreement about the inverse

6 relat ionship between interest rates and risk premiums--it 's an

7 ongoing disagreement this Commission has had to endure for a

8 long t ime--and that his risk premium model, one of  them, would

9 have produced 10 1/2 percent.  So, in my rebuttal test imony, I

10 continued to support 10.  And I provided all  of  that information

11 about what al l  of  the models showed.

12 Q.   So, you feel l ike you met your--

13   THE REPORTER:  You met your what?

14 BY MR. COLEMAN:

15 Q.   You feel l ike you met your own established

16 threshold for providing a recommendation outside of  the models

17 that you ran.

18 A.   Well,  the last l ine of  the sentence that you read

19 correct ly said i t  would clearly be required to provide a

20 reasonable just i f icat ion for doing so.  And that 's what I 'm

21 providing.

22 Q.   And you believe you met that threshold.

23 A.   I  bel ieve I did.

24 Q.   And you were asked earl ier by the Division about

25 whether Questar was a comparable company, and the answer
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1 was no, in your analysis.

2 A.   I  did not use them in my comparable group, I

3 believe, is what she asked me.

4 Q.   And was there any Questar data

5 presented--incorporated in any analysis--any of  the analyt ical

6 models that you ran that you presented in your test imony?

7 A.   In this case?

8 Q.   In this case.

9 A.   No.

10 Q.   You test i f ied recently in the Entergy Arkansas case,

11 did you not?

12 A.   Yes.

13 Q.   And do you recall  your recommendation in that

14 case?

15 A.   That was sort of  a funny case.  The commission--

16 the company's president said that he selected an ROE of  10.4

17 as the request in that case based on three witnesses' data. And

18 my analyt ical models were lower.  So, while I  said in that

19 test imony that I  understood his reasoning and agreed with i t ,  I

20 did not recommend the 10.4.

21 Q.   What did you recommend?

22 A.   I  don't  remember in rebuttal what the numbers

23 were, but I wasn't  asked to say this is what the number would be

24 without any of  the other considerat ions that the president of  the

25 company discussed.
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1 Q.   Okay.  Do you recall  what the commission ordered

2 in that case?

3 A.   I t 's under review, even as we sit  here.  But they

4 went below their staf f  to a number of  10.3 percent, which I  think

5 was the lowest ROE for an integrated electr ic company other

6 than one unusual,  some people say, penalty case in Hawaii.  

7 So, it  was arguably the lowest ROE set during 2013.

8 Q.   Would that be 9.3 as opposed to--

9 A.   9.3, yes.

10 Q.   So, that 's a data point that 's actually included in

11 your analysis in this--in your rebuttal test imony today.

12 A.   Yes.  I  included it .

13 Q.   Because that 's part of  the fourth-quarter results

14 that lead to the 2013 annual average for authorized equity

15 returns for vert ical ly integrated electr ic companies.

16 A.   That's r ight.

17 Q.   That's a relevant data point.

18 A.   I  don't  think i t 's relevant, because it 's under

19 reconsiderat ion and hopeful ly i t 's going to be raised, so i t 's not

20 such an outl ier.

21 Q.   You included it  in your analysis.

22 A.   RRA included it  in their analysis.  And if  i t  is

23 changed on reconsiderat ion, they' l l  go back and make a

24 correct ion to it .

25 Q.   I t  makes up part of  the number that you include in
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1 Table 1 in your rebuttal for--

2 A.   Yes, no question about i t .   We didn't  exclude it .  We

3 used it ,  because it  was reported by RRA.

4 Q.   And when you provided your direct test imony in this

5 case of  10.0 as the appropriate ROE for Rocky Mountain Power,

6 do you know what the then-exist ing approved Questar rate was

7 approved by this Commission?

8 A.   10.35.

9 Q.   And, so, you felt  i t  was appropriate to recommend a

10 number lower than the exist ing Questar rate.

11 A.   I  didn't  know what i t  was when I wrote the direct

12 test imony.

13 Q.   Okay.  And your recommendation in Docket

14 11-035-200 was 10.2, in your direct test imony.

15 A.   Third t ime, yes.

16 Q.   And your rebuttal test imony stayed at 10.2.

17 A.   Yes.

18 Q.   And do you know the then-exist ing approved

19 Questar rate approved by this Commission when you made

20 those recommendations?

21 A.   When I made my rebuttal recommendations?

22 Q.   When you made both your rebuttal and your direct

23 test imony recommendations in Docket 11-35-200, do you know

24 the then-approved Questar ROE rate?

25 A.   I  do now, because I 've read the Commission's
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1 order. I  did not know that when I prepared my direct test imony. 

2 I did know it  when I prepared my rebuttal test imony.

3 Q.   So, today, you're aware that you have made three

4 recommendations to this Commission for an appropriate ROE for

5 Rocky Mountain Power that were lower than the then-exist ing

6 Questar rate approved by this Commission.

7 A.   The 10.35?

8 Q.   Yes.

9 A.   Numerically, that 's true, but I  never thought about i t

10 unti l  you brought i t  up.

11   MR. COLEMAN:  I  have no further questions.

12   THE HEARING OFFICER:  Captain Jernigan.           

13   CAPTAIN JERNIGAN:  No questions.

14   MR. DODGE:  No questions.

15   MR. COLEMAN:  Oh, my apologies.  At this point in

16 time, I  do need to go back and move for admission of  OCS

17 Cross Exhibits 1, 2, and 3 into the record.

18   THE HEARING OFFICER:  Any object ions?

19   They're received.

20   Redirect, Mr. Monson?

21   MR. MONSON:  Thank you.

22 REDIRECT EXAMINATION

23 BY-MR.MONSON:

24 Q.   Dr. Hadaway, you were asked some questions

25 based on DPU Cross 3 that is the SNL report of  various rates of
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1 return awarded in three years.  And you wanted to explain why

2 you didn't  think the average just excluding the Virginia cases

3 was accurate or rel iable.  Could you now--go ahead and explain

4 that?

5 A.   Yes.  I f  we might look at my rebuttal Exhibit

6 SCH2-R, I  think we can make this very clear.  We talked about

7 these numbers at various places during the cross-examination. 

8 It 's-- in my opinion, sometimes confusing if  we just take the RRA

9 data and look at i t ,  because a lot of  cases a lot of  dif ferent

10 things, and you've heard the cross about whether it 's 30 or 32 or

11 whatever cases.

12   So, what we try to do is to parse out these cases,

13 so we are looking at ROEs al lowed for companies just l ike the

14 subject company.  Rocky Mountain Power is a vert ical ly

15 integrated company.  They have generat ion, so forth.  There are

16 other companies in Virginia that have rate cases that only

17 involve power plants where they have special adders. So, in this

18 exhibit,  we exclude those, and so does RRA when they discuss

19 the average al lowed rate of  return.

20   But we also show on this exhibit  the delivery-only

21 cases, because when I 've test i f ied in the delivery-only cases,

22 I 've been asked many, many t imes, Aren't  these companies

23 operat ionally less r isky?  Rating agencies say that they are. 

24 And we have to agree they are.

25   I f  you look at this exhibit  and you look at the
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1 delivery-only companies and then we compare it--that 's in the

2 second row of  data--and you compare those to the average for

3 the vert ical ly integrated companies, which go right along the

4 bottom, on average there's a 40-basis-point-lower ROE allowed

5 for the T&D companies.  Not everybody agrees that that 's r ight,

6 but that 's what 's ref lected.  Rating agencies say that

7 operat ionally T&D companies are less r isky than integrated

8 companies.  And the arguments go f rom there.

9   But the point is,  the number that 's been mentioned

10 in more than one place here includes those T&D companies in

11 the average, so i t  makes the trend looks l ike i t 's going down

12 more than it  is.   The purpose of  this exhibit  is to provide the

13 data that you've used to parse that out and decide for yourself

14 what the right comparison is.  And I didn't  think that I  got that

15 clearly--that point clearly made back there in the

16 cross-examination.

17 Q.   Thank you.  And, then, one other--well ,  a couple

18 more questions.  And I don't  want to belabor this issue, because

19 we spent a lot of  t ime on it  this morning.  And maybe, i f  you

20 think i t 's clear, Dr. Hadaway, don't-- let me know. But you've

21 been asked a lot of  questions about a supposed change of

22 posit ion where you used to rely on the DCF model in one case

23 and now you rely on the risk premium model more, because you

24 think i t 's more indicative.  I  think you've test i f ied in cross that in

25 response to questions that there's been a change in
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1 circumstances.  Can you just brief ly explain what that is again

2 so that the record's clear?

3 A.   Well,  real ly, there are at least two things there.

4 One, certainly the market 's revolving.  We're moving f rom a very

5 serious f inancial crisis out to hopeful ly a better situat ion.  The

6 f irst quarter of  this year, though, cold weather and other things

7 caused the gross domestic product not to grow.  In fact,  a

8 corrected version now says i t  went down sl ightly.  So, al l  these

9 things contributed to sort of  the hiccup in this--what 's happening

10 with interest rates.

11   The other thing about al l of  these cases is, though,

12 I don't bel ieve many t imes--I 've read your orders or the orders

13 of this Commission--that you've rel ied str ict ly on this is the only

14 kind of  model to use.  In most commissions where I  test i fy, they

15 don't  do that.  So, that 's what I  was trying to explain.

16   And fortunately, the Division, al l  the way back to

17 the 2009 case, where I  didn't  say the DCF model was wrong, but

18 I recommended an ROE that was 100 to 150 basis points lower

19 than the DCF results, because I looked at the other things that

20 were going on at the t ime.

21   And, so, this idea that I 've always recommended

22 the top end of  the range or the top end model is simply not

23 correct i f  you consider the cases that Ms. Schmid put out there

24 before you.  In the last two cases, i t  is true.  I 've discounted the

25 DCF model in this case.  And I discounted the risk premium
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1 model in the prior case when the ful l  force of  the quantitat ive

2 easing policies was in place.  So, I  appreciate the opportunity to

3 make it  clear that i t 's not just models.

4   I  don't  think Mr. Peterson or anyone else should go

5 down to a very low range and offer to reduce this company's

6 ROE when, in fact,  interest rates, even with the reduction that

7 have occurred since the beginning of  the year, are st i l l  higher

8 than they were back when that 9.8 was set.   And that 's been my

9 whole point on this.  But it  is simply not true in the broader

10 context of  things that I 've always picked the ROE from the

11 highest model,  as Mr. Peterson attempted to say in his

12 test imony, in surrebuttal testimony, and as I bel ieve Ms. Schmid

13 intended to say in cross-examination.  But I  appreciate the

14 opportunity to explain that.

15   MR. MONSON:  That 's al l  I  have.

16   THE HEARING OFFICER:  Commissioner LeVar.

17 EXAMINATION

18 BY-COMMISSIONER LeVAR:

19 Q.   Thank you.  I ' l l  apologize to the extent that this

20 might be somewhat repetit ive, but there has been a lot of--there

21 was a lot of  discussion during cross-examination about the

22 20-basis-point dif ference between your recommendation of  2012

23 and your recommendation today.  What would you say are the

24 two or three most signif icant drivers of  that dif ference?

25 A.   Back when we did the analysis for the other case,
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1 the DCF results were higher.  They were l ike--I  don't  remember

2 exactly--they're in some of  these exhibits, but they were above

3 10.2.  And, so, we selected something out of  that range at 10.2

4 back at that t ime, because that 's what those models were

5 saying.  And we rejected or at least discounted the risk premium

6 results, because that 's when the Fed was really laying in on the

7 quantitat ive easing, pushing down interest rates.  So, that 's why

8 they turned out to be dif ferent.

9   Now we have sort of  just the reverse.  The Fed is

10 reducing i ts pol icy.  And the DCF model, because the stock

11 market has gone up, dividend yields have been pushed down,

12 analysts--Value Line and others say they believe ut i l i ty stocks

13 may be overpriced.  And, therefore, analysts have reduced their

14 growth rates, so when you put those yield plus growth numbers

15 together in a DCF model, today you get lower ROE estimates

16 than you got two years ago, substantial ly lower, even though

17 interest rates have gone up f rom that t ime.  So, the model is

18 just out of  sync.  I t  wi l l  catch up whenever we al l get back kind

19 of to an equil ibrium situation.  The model is f ine.  People are

20 going to continue to use it ,  but i t 's out of  sync right now.

21   COMMISSIONER LeVAR:  Thank you.

22 EXAMINATION

23 BY-THE HEARING OFFICER:

24 Q.   I  have a couple of questions, too.  And my

25 question's going to be somewhat l ike Mr. Monson's to you. And I
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1 suppose it  also relates to your characterizat ion of  a model being

2 out of  sync.  I 'm trying to understand what quantitat ively al lows

3 you or any analyst to make that judgment.  I 'm going to set

4 aside the results of  this model,  because they're out of  sync.

5   So, the way I 'd l ike to f rame this for you is i f  we

6 look at the period of  t ime and the proceeding--the Commission

7 proceeding where you favored the results of  the DCF models

8 and discounted the results of  r isk premium models, in relat ion to

9 your posit ion in this proceeding, where the--your preferences

10 are reversed, rather than, i f  you can, using the term "turmoil in

11 the markets," what are the quantitat ive--what are the input

12 changes that are driving those--that reversal in posit ion of  the

13 results of  those models?

14 A.   I f  I  get too much into the textbook mode here, just

15 tel l  me that 's not what you want to hear.  But i f  I  may, i f  we can

16 go back to the 2009 case that Ms. Schmid f inal ly asked me

17 about, we didn't  use the DCF results there, because ut i l i ty stock

18 prices, r ight along with everything else, had been really

19 hammered and pushed down.  By March of  2009, the S&P had

20 fal len by 50 percent and ut i l i t ies had fal len by twice that much.

21   But I  looked at the model results then, and those

22 low prices were caused by just an extraordinary event that had

23 occurred.  And, so, the dividend yields at that t ime were way up

24 and produced ROEs from the DCF model in the 11 and even 12

25 percent range.  So, our requested ROE was not based on that
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1 model, because of  the unusual circumstances.

2   What's happened now, and when I was answering

3 Commissioner LeVar's question, this is what I  was trying to say,

4 is ut i l i ty stock prices, r ight along with the rest of  the market,

5 have been pushed up now, because investors, for whatever

6 reason, are extremely optimist ic.  I  can't  read the tea leaves any

7 better than anyone else.  But many people, analysts, part icularly

8 Value Line, where we get our data, seem to think that we're

9 probably overpriced.  Twelve t imes we've hit  al l-t imes high in

10 the S&P, as I  was asked about earl ier.

11   And in that environment, the analysts that look at

12 uti l i t ies have reduced their expected growth rates in earnings for

13 uti l i t ies, even though the economy is improving. Analysts'

14 growth rates have come down.  Well,  in my experience, that

15 happens when analysts are just not opt imist ic about the

16 industry.  They don't  want to be making recommendations that

17 stock prices are okay or maybe going to go up.  And the way

18 analysts who fol low ut i l i t ies are able to communicate that is they

19 reduce their projected growth rates.  And that 's what we've

20 seen.

21   Well,  gee, the second term in the DCF model

22 comes from those growth rates in some of  my models and in al l

23 of  some of  the other models.  So, that 's gone down.  That 's one

24 quantitat ive factor.

25   Dividend yields have gone down to below 4 percent
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1 for many ut i l i t ies now, which is historically low, because of  this

2 run-up in stock prices.  The argument that markets are ef f icient

3 and that simply ref lects a reduction in the cost of  equity are

4 beyond where most textbooks go now. There are events that

5 occur that say that the market goes to extremes.  And that 's

6 what I 'm trying to explain.

7   The current dividend yields are understated

8 because they've been pushed down because investors don't

9 have any other choices.  And the growth rates have been

10 pushed down because analysts are not opt imist ic.  But i t 's a

11 matter of  opinion about what that all  real ly means.

12   To me, the test is,  did the DCF sort of  track the

13 rest of  the market as ref lected by long-term interest rates. And,

14 no, i t  hasn't .   I t 's actually gone in exactly the opposite direct ion

15 for interest rates.  So, quantitat ively, that 's why I think i t 's

16 appropriate now to place weight on the risk premium but not on

17 the low, low DCF results.

18   THE HEARING OFFICER:  Thank you.  Any

19 questions based on ours?

20   MR. COLEMAN:  No.

21   THE HEARING OFFICER:  Thank you, Dr.

22 Hadaway. You're excused.

23   THE WITNESS:  Thank you.

24   THE HEARING OFFICER:  Anything further, Mr.

25 Monson--
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1   MR. MONSON:  No.

2   THE HEARING OFFICER:  --f rom the Applicant?

3   MR. MONSON:  No.  That's i t .   Thanks.

4   THE HEARING OFFICER:  Ms. Schmid.

5   MS. SCHMID:  Thank you.  The Division would l ike

6 to cal l  Mr. Charles Peterson as i ts witness.  Could Mr. Peterson

7 please be sworn?

8   THE HEARING OFFICER:  Do you solemnly swear

9 that the test imony you are about to give shall  be the truth, the

10 whole truth, and nothing but the truth?

11   THE WITNESS:  Yes.

12   THE HEARING OFFICER:  Thank you.  Please be

13 seated, Mr. Peterson.

14   CHARLES E. PETERSON, being f irst duly sworn,

15 was examined and test i f ied as fol lows:

16 DIRECT EXAMINATION

17 BY-MS.SCHMID:

18 Q.   Mr. Petersen, could you please state your ful l

19 name, employer, and business address for the record?

20 A.   Yes.  My name is Charles E. Peterson, spelled

21 S-O-N.  And I 'm a technical consultant for the Division of  Public

22 Uti l i t ies.  And I 'm employed in this bui lding, which is the Heber

23 Wells Building, on the fourth f loor, 160 East South--300 South in

24 Salt Lake City.

25 Q.   On behalf  of  the Division, have you part icipated in
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1 this docket?

2 A.   Yes.

3 Q.   Did you prepare and cause to be f i led what we have

4 listed here as DPU Exhibit  No. 1.10COC through DPU Exhibit

5 No. 1.15COC, and those pertain to your direct test imony, and

6 then DPU Exhibit No. 1.0SR and 1.1SR, which pertain to your

7 surrebuttal test imony?

8 A.   Yes.

9 Q.   Do you have any substantive changes--

10 A.   No.

11 Q.   --to your answers?

12   The Division would l ike to move for the admission

13 of DPU Exhibits 1.10COC through 1.15COC and 1.0SR and

14 1.1SR at this t ime.

15   THE HEARING OFFICER:  Any object ions?

16   They're received.

17 BY MS. SCHMID:

18 Q.   Do you have a summary you would l ike to give

19 today?

20 A.   Yes.  Do you want me to proceed, then?

21 Q.   Please proceed.  One--before I  do the summary,

22 would l ike to make a correct ion to Dr. Hadaway's statement. I 'm

23 sure i t  was inadvertent,  but I  only, in my test imony, represented

24 that the last two rate cases were--his recommended ROE was at

25 the top of  his range.  I  recognize that in previous cases he had
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1 a much more nuanced approach.

2   Good morning.  I t 's st i l l  morning.  Pacif iCorp, doing

3 business as Rocky Mountain Power, has f i led a general rate

4 case in which i t  is requesting a return on equity of  10.0 percent,

5 which is 0.2 percent, or 20 basis points higher than its currently

6 authorized allowed rate of  return of  9.8 percent.

7   Just to f lesh out some value--or the value of  that to

8 the Commission:  Each 10 basis points results in an

9 approximate change in the Company's revenue requirement in

10 Utah of  $5 mil l ion or so.  So, the 20-basis-point increase the

11 Company is requesting is roughly $10 mil l ion, the increase the

12 Company's requesting in this case.

13   None of  the witnesses that you have heard or wil l

14 hear today has demonstrated or even claimed to have

15 demonstrated that actual investors in actual markets expect to

16 receive a number as high as 10 percent or return on equity for

17 investments similar to Pacif iCorp.  The witnesses for the Off ice,

18 for the Federal Executive Agencies, and I al l  bel ieve that the

19 authorized ROE today should be below 9.5 percent.

20   Arguably, the Company expert,  Dr. Hadaway, who

21 you just heard, in his rebuttal test imony, est imates that the

22 range up to about 9.8 percent is appropriate.  And he has--as

23 you've just heard, he admits that he has to reach outside of  his

24 own calculat ions to continue to recommend a 10 percent ROE

25 for the--for his cl ient.
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1   My point estimate is 9.25 percent, but I  suggested

2 that if  the Commission wishes to invoke the principle of

3 gradualism in this case that i t  may be appropriate to award an

4 ROE for the upper end of a reasonable range, which I  suggest is

5 about 9 1/2 percent.

6   There is general agreement among the part ies for

7 this case that regarding cost of  debt and capital structure, the

8 Company's request to set forth in Mr. W il l iams' test imony should

9 be accepted.  And as Mr. W il l iams mentioned this morning, I 've

10 raised an issue that the Company's relat ively high capital

11 structure with respect to equity may no longer be just i f iable. 

12 And I was encouraged that Mr. W il l iams today said that the

13 Company intends, as circumstances allow, to continue to reduce

14 that equity percentage.

15   In sum, I  recommend a cost of  equity f igure of  9.25

16 percent based upon the capital structure set forth in Mr.

17 Will iams'--and based upon the capital structure set forth in Mr.

18 Will iams' test imony--rebuttal test imony, specif ical ly,  and overal l

19 weighted average cost of  capital of  7.28 percent.

20   This concludes my comments.

21   MS. SCHMID:  Mr. Peterson is now available for

22 cross-examination questions and questions f rom the

23 Commission.

24   THE HEARING OFFICER:  Mr. Coleman.

25   MR. COLEMAN:  I  have no questions for Mr.
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1 Peterson.  Thank you.

2   THE HEARING OFFICER:  Captain Jernigan.

3   CAPTAIN JERNIGAN:  No questions.   Thank you.

4   THE HEARING OFFICER:  Mr. Monson.

5   MR. MONSON:  I  have a few questions.

6 CROSS-EXAMINATION

7 BY-MR.MONSON:

8 Q.   Mr. Peterson, good morning.

9 A.   Hello.

10 Q.   In your summary that you just gave, you said that

11 none of  the witnesses are tel l ing the Commission that investors

12 expect to receive a rate of  return on uti l i ty stocks for a ut i l i ty

13 like Pacif iCorp of  10 percent.  Did I  understand that correct ly?

14 A.   Market condit ions right now do not ref lect or

15 support that--the 10 percent.  And I bel ieve al l  witnesses

16 outside of  Dr. Hadaway would agree with that.   And even Dr.

17 Hadaway just test i f ied, as I  understood his test imony, that he

18 has to reach outside of his own calculat ions.  He cal ls them

19 technical calculat ions now--in order to continue to support the

20 10 percent f igure.

21 Q.   Even in one of  your r isk premium analyses, you got

22 a result  higher than 10 percent, didn't  you?

23 A.   I  did, but I  do not consider that to be rel iable at al l

24 in this case.

25 Q.   And so did Mr. Lawton and Mr. Gorman.
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1 A.   They' l l  have to answer for themselves.

2 Q.   You didn't read their test imony.

3 A.   I  read their test imony, but their conclusions do not

4 support a 10-percent f igure.

5 Q.   But they have risk premium results that were higher

6 than 10 percent, didn't  they?

7 A.   They showed the numbers, but they obviously gave

8 very l i t t le weight to them.

9 Q.   Right.  And, so, when you say that--f irst of  al l,  I

10 wanted to clari fy:  You aren't saying that Dr. Hadaway doesn't

11 say that investors would expect a return of  10 percent, are you?

12 A.   Would you repeat the question?

13 Q.   Yeah.

14 A.   I t  was a l i t t le bit dif ferent than I .  .  .

15 Q.   I 'm sorry.

16 A.   Go ahead.

17 Q.   When you said that none of  the witnesses have told

18 the Commission that investors expect a return of  10 percent, I

19 assume you weren't  including Dr. Hadaway in that statement?

20 A.   I  was including Dr. Hadaway in that statement. Dr.

21 Hadaway just test i f ied that the market condit ions right now do

22 not support what he thinks is a reasonable est imate of  10

23 percent.  His own indicators do not support 10 percent.  His

24 rebuttal test imony indicators, none of them go above 9.8.

25 Q.   I 'm sorry.  Were you--
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1 A.   Go ahead.  No, go ahead.

2 Q.   So, you're basing that statement solely on the

3 results of  the models that you ran as rebuttal test imony, is that

4 right,  or--with regard to Dr. Hadaway?

5 A.   Well,  yes.  The models that you run are supposed

6 to give indicat ions of  what investors are expecting in the

7 marketplace.  That is the intent of  the models.  Dr. Hadaway

8 seems to reject those models entirely and picks and chooses a

9 few isolated numbers that I  and other witnesses have  decided

10 to put in our test imony as support for continuing the

11 ten-point--or the continuing advocacy of  10.0 percent.

12 Q.   Okay.  But isn't ,  by def init ion, his recommendation

13 of a 10 percent ROE an indicat ion that he believes that 's what

14 investors expect f rom--

15 if  there were a common stock at Pacif iCorp, which there isn't ,

16 but--

17 A.   I  don't  bel ieve he said that.   I  may be wrong. I 'd

18 have to review the transcript,  but I  do not think he said that

19 investors today are investing or buying and sel l ing in the market

20 with an expectat ion of  receiving 10 percent or more.

21 Q.   Okay.  Well,  let me just ask you a couple other

22 things.  How many CAPM studies did you do, and how many

23 results did you get in your analysis?

24 A.   Well,  I  run several models with dif ferent

25 assumptions, dif ferent beta assumptions and risk-f ree rates that
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1 are based on dif ferent periods of  t ime, averages of  dif ferent

2 periods of  t ime.  I  would have to add up the exact number, but

3 there are several.

4 Q.   So, I  think on one of  your exhibits you show f ive

5 results, but did you run more than that?  Do you know?

6 A.   I f  my exhibits show f ive, we could go and count

7 them.  And that would be how many I ran.

8 Q.   Okay.  But you didn't  use al l  those in your range of

9 a reasonable ROE, did you?

10 A.   No.

11 Q.   Why not?

12 A.   I  bel ieve that the lower numbers were outside of  a

13 reasonable range that I  wanted to of fer the Commission.

14 Q.   So, just as Commissioner Clark asked Dr. Hadaway

15 as an expert witness, you do exclude the results of  some

16 models when you think that they aren't reasonable.

17 A.   Yes.  And also exclude them when they're on the

18 high range.

19 Q.   Right.  And, in fact,  you did that with the risk

20 premium analyses you did, because one of  those was over 10

21 percent, but you didn't include 10 percent in the high end of

22 your range.

23 A.   That's correct.

24 Q.   But you did include a CAPM result  of  8.65 percent,

25 right?
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1 A.   Yes.  I  bel ieve that was the highest CAPM result .

2 And I included that at the low end of my reasonable range.

3 Q.   But you also considered risk premium results that

4 were below 8.65 percent, didn't  you?  They're on your chart.

5 A.   They may be on my chart, but the reasonable

6 range, i f  they're below the 8.65, then I would have put,

7 basical ly, no weight on them in the f inal considerat ion.

8 Q.   You acknowledge in your test imony that Pacif iCorp

9 has a lower--a higher r isk prof i le than Questar Gas.  Is that

10 right?

11 A.   I  would general ly believe that Questar Gas is a less

12 risky company than Pacif iCorp, yes.

13 Q.   Are you aware that just this week that Barclays has

14 issued a downgrade of  al l  electr ic sector stocks--I mean

15 bonds--I 'm sorry.  Have you heard that news?

16 A.   Barclays?

17 Q.   Barclays.

18 A.   I  haven't heard that.

19 Q.   Okay.  Assuming for a minute that 's correct,  would

20 that further indicate that electrics are more risky than they were

21 a short t ime ago?

22 A.   Well,  in view of--I guess in the opinion--

23 in the published opinion of Barclays, their published opinion I

24 guess is lower or they're more risky.  I 'm making assumptions

25 about what Barclays says.  When we're talking about whether
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1 they're r isky or not r iskier, that they were--the companies in the

2 industry is what i t  is.   And, of  course, at discrete periods of

3 t ime, various analysts and rating agencies wil l  publish their

4 opinions about them, but .  .  .

5 Q.   You refer in your testimony to the Questar Gas rate

6 case order, the recent rate case order in which the Commission

7 found a 9.85 percent ROE just and reasonable.  Is that r ight?

8 A.   That I  referenced it  or--

9 Q.   That you referenced it .

10 A.   I  did reference it ,  yes.  I 'm aware of that decision.

11 Q.   That's what I 'm gett ing to.  So, you're aware of  that

12 decision.

13   And are you aware, also, that the Commission

14 historical ly, over the past several years, has typical ly found a

15 higher ROE for Rocky Mountain Power, for Pacif iCorp, than it

16 has for Questar Gas?

17 A.   That i t  typical ly has?  There's been very few

18 li t igated cases involving both companies at the same t ime.  The

19 most recent was the 2007 case that were--cases that were just

20 about one on top of  the other.  So, I  don't  know what the--

21 Q.   Do you remember the results in that case--those

22 cases?

23 A.   Not of fhand, I  don't .   But based upon the

24 discussion that we just had, i f  you l i t igate Pacif iCorp and

25 Questar Gas at the same t ime with presumably the same
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1 models, then Questar Gas should have a lower ROE than

2 Pacif iCorp, i f  that 's what you're gett ing at.  That would be my

3 general expectat ion in recent years.  As it  came out--as i t 's

4 come out earl ier today, Questar Gas, in fact,  has had a higher

5 ROE than Pacif iCorp.

6 Q.   During the past some years while they had the

7 10.35 and Pacif iCorp agreed to the 9.8, is that what you're

8 referring to?

9 A.   Yes, specif ical ly.

10 Q.   Okay.  You, in your test imony, try to explain this

11 9.85 result  as a step in gradualism.  Is that correct?

12 A.   Since the Division does not understand ful ly the

13 Commission's decision, that 's an interpretat ion--that 's one

14 interpretation that the Commission did not move further in i ts

15 ROE determination.

16 Q.   And you'd agree with me that there's no mention of

17 gradualism in that decision in connection with the ROE decision.

18 A.   I  would agree the word does not appear.

19 Q.   And there's no indicat ion, using other words, that

20 that 's why the Commission did what i t  did.  Is that correct?

21 A.   I--yes, that 's correct.

22   MR. MONSON:  And I 've got a copy of  some

23 excerpts f rom the order.  Maybe it 's more ef f icient i f  I  pass i t

24 out, so may I do that?

25   THE HEARING OFFICER:  Yes.



                                                            Hearing Proceedings   05/29/14 108

1   MR. MONSON:  Thank you.

2   MS. SCHMID:  And while he's doing that,  there was

3 a question raised as to whether or not I  requested admission of

4 DPU Exhibits 1 through 1.5--1 through 1.15.  And if  I  did not,  I

5 would l ike to move for the admission of  those.

6   THE HEARING OFFICER:  They've been received, I

7 believe, but--

8   MS. SCHMID:  Just in case.

9   THE HEARING OFFICER:  They are received.

10   MS. SCHMID:  Thank you.

11   THE HEARING OFFICER:  Mr. Monson, before you

12 continue, do you have a sense of  sort of  how long we're going

13 to--

14   MR. MONSON:  This is about i t .

15   THE HEARING OFFICER:  Okay.  Al l  r ight.   Then,

16 we'l l--

17   MR. MONSON:  Couple more minutes.

18   THE HEARING OFFICER:  --we'l l  keep going.

19 BY MR. MONSON:

20 Q.   Mr. Peterson, this is the order that we've been

21 talking about, r ight?

22 A.   Yes.

23 Q.   And, in fact, the Commission did explain at least

24 why it  rejected the Division's recommendation and the Off ice's

25 recommendation on the bottom of  page .33 and the top of  page
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1 .34.  Isn't that correct?

2 A.   There is one sentence that gives some explanation.

3 Q.   And that sentence reads, "While we decline to grant

4 Questar's request to maintain a 10.35 percent return on equity,

5 we also f ind the evidence of  record shows a 9.25 or 9.45 return

6 on equity is too low to support properly Questar's operat ions." 

7 Is that what the Commission said?

8 A.   You read it  correct ly.

9 Q.   Okay.  And in that case, the Division's

10 recommended ROE was actually 20 basis points higher--20

11 basis points higher than your recommended ROE in this case. 

12 Is that correct?

13 A.   That 's correct.

14   MR. MONSON:  That 's al l  I  have.

15   THE HEARING OFFICER:  Redirect,  Ms. Schmid?

16   MS. SCHMID:  Just one.

17 REDIRECT EXAMINATION

18 BY-MS.SCHMID:

19 Q.   Do you believe that the Questar Gas decision we've

20 discussed mandates or strongly supports an ROE of  10.0 for

21 Rocky Mountain Power now?

22 A.   I  do not.

23   MS. SCHMID:  Thank you.

24   THE HEARING OFFICER:  Commissioner LeVar.

25 .
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1 EXAMINATION

2 BY-COMMISSIONER LeVAR:

3 Q.   First one's a minor one.  Do you have your

4 test imony in front of  you?

5 A.   Yes.

6 Q.   On page .17 of  your direct,  on Table 4, you have

7 a--i t 's authorized return of  equity by State for Pacif iCorp. You

8 have a "Not Applicable" l isted in Cali fornia.  Could you explain

9 that to me?

10 A.   Well,  I  actually intended that to mean not available.

11 Q.   Oh, not available.  Okay.

12 A.   Maybe this is more than you want to know.  We

13 tried cal l ing the Cali fornia commission to f ind out what the

14 authorized rate of  return was.  Ad nobody seemed to know. So,

15 rather than--this was gett ing late in the preparat ion of  this

16 test imony.  So, rather than trying to track it  down through

17 Pacif iCorp, we just lef t  i t  l ike that.

18 Q.   Okay.  Thank you.  That answers that question. And

19 one other question:  I  suppose I ' l l  take the prerogative to take

20 administrat ive notice of  your recommendation in the 2012 rate

21 case where your recommended ROE was 5 basis points higher

22 than what you are recommending in this case.

23 A.   Yes.

24 Q.   What would you describe as the two or three most

25 signif icant drivers behind that change in your recommendation?
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1 A.   Well,  of  course, stock prices f luctuate and analysts

2 forecasts also f luctuate, but the 5-basis-point dif ference is

3 primari ly due to higher--

4 that stock prices are a l i t t le bit higher for electr ic uti l i t ies has

5 forced down--or the result  is the dividend yields are reduced,

6 even though dividends have increased a l i t t le bit .   Since that

7 t ime, stock prices have increased even more for an electr ic

8 uti l i ty.   So, that 's the main driver.  The market ref lects a l i t t le bit

9 higher stock price and lower dividend yields.

10   COMMISSIONER LeVAR:  Thank you.

11   THE WITNESS:  Okay.

12 EXAMINATION

13 BY-THE HEARING OFFICER:

14 Q.   I  have a question or two, Mr. Peterson.  On the

15 subject of  gradualism, rate stabil i ty,  and the start ing points for

16 proceedings l ike this one being the exist ing authorized return on

17 equity, you reference al l  of  those concepts.  Are those

18 appropriate considerat ions, in your mind, as the Commission

19 reviews the recommendations of  the experts that testi fy before

20 it?

21 A.   Yes.  I  think i t 's important.   The Questar Gas case,

22 the various analysts and witnesses in that case were developing

23 their analyses f rom a l i t t le bit  dif ferent market situat ion last

24 summer than I was doing the spring.  So, there have been

25 changes in the market situat ions f rom that t ime period, which at
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1 least part ial ly explains why my ROE is lower than the Division's

2 recommendation in the Questar case.

3   And, you know, with respect to the principle of

4 gradualism, I  think that 's the val id regulatory principle and that

5 has been in ef fect for a long t ime.  And I 've cited, in my

6 test imony, references where that has been specif ical ly invoked

7 by commissions in dealing with rates of  return. It 's-- in years

8 past when you've seen, for example, dramatic shif ts in the

9 market, i t 's appropriate for commissions to not make a knee-jerk

10 reaction and just match the market gyrat ions, but we haven't

11 been in a dramatic shif t  lately.

12   So, I  would disagree with Dr. Hadaway's continuing

13 characterizat ions of the market being in turmoil.   I f  he means

14 that they're always f luctuating and there's always stuf f  going on,

15 I guess that 's true, but they are relat ively stable.  And I would

16 say that they're in equil ibrium, but maybe I have a dif ferent

17 def init ion of  "equil ibrium" from his.

18   But, yes, I--to make a short answer, yes, I  think

19 that those are al l  factors to consider when the Commission

20 deliberates i t 's decision in this case.

21   THE HEARING OFFICER:  That concludes my

22 questioning.

23   MS. SCHMID:  (Moves head f rom side to side.)

24   MR. MONSON:  Could I  ask one more question,

25 based on . .  .
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1   THE HEARING OFFICER:  Do you have an

2 object ion to that,  Ms. Schmid?

3   MS. SCHMID:  I  do not.

4   THE HEARING OFFICER:  Mr. Monson, go ahead.

5   THE WITNESS:  I  thought you might.

6 RECROSS-EXAMINATION

7 BY-MR.MONSON:

8 Q.   I t 's just on this--I  haven't  focused on this Cali fornia

9 thing.  I 'm sorry.  But would you accept, subject to check, that

10 the authorized ROE in Cali fornia is over 10 percent, subject to

11 check?

12 A.   I  would accept that.

13   MR. MONSON:  Thank you.

14   THE HEARING OFFICER:  Any . .  .

15   Thank you, Mr. Peterson.  You're excused.

16   Off  the record. 

17        (A discussion was held of f  the record.)

18   THE HEARING OFFICER:  On the record.  We'l l  be

19 in recess unti l  1:30. 

20      (Luncheon recess taken, 12:14-1:30 p.m.)

21   THE HEARING OFFICER:  Okay.  We'l l  be on the

22 record.

23   Mr. Coleman, you have--you may cal l  your witness.

24   MR. COLEMAN:  Thank you.  The Off ice would cal l

25 Daniel Lawton and ask him to be sworn.
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1   THE HEARING OFFICER:  Please raise your r ight

2 hand.  Do you solemnly swear that the test imony you are about

3 to give shall  be the truth, the whole truth, and nothing but the

4 truth?

5   THE WITNESS:  Yes, I  do.

6   THE HEARING OFFICER:  Please be seated.

7   THE WITNESS:  Thank you.

8   MS. RHOADES:  Hi.   I t 's Meshach Rhoades from

9 Greenberg, Traurig cal l ing back in.

10   THE HEARING OFFICER:  Thank you.  We are just

11 start ing.  Your t iming's perfect.

12   MS. RHOADES:  Fantast ic.

13   THE HEARING OFFICER:  We have Mr. Lawton on

14 the stand.

15   MS. RHOADES:  Okay.  Thank you.  I 'm going to

16 put i t  on mute, then.

17   DANIEL J. LAWTON, being f irst duly sworn, was

18 examined and test i f ied as fol lows:

19 DIRECT EXAMINATION

20 BY-MR.COLEMAN:

21 Q.   Thank you.

22   Mr. Lawton, would you state your name and

23 business address for the record?

24 A.   Sure.  My name is Daniel J. Lawton, L-A-W-T-O-N.

25 And my business address is 12600 Hil l  Country Boulevard, Suite
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1 275, Austin, Texas 78738.

2 Q.   Did you prepare direct testimony identif ied as

3 OCS-1D Lawton submitted to the Commission on Apri l  17, 2014,

4 in this docket?

5 A.   I  did.

6 Q.   And along with that,  did that testimony also

7 encompass Exhibits OCS 1.1D through Exhibit  OCS 1.11D?

8 A.   I t  does.  And they were both--al l  prepared by me or

9 under my direct supervision.

10 Q.   Did you also prepare surrebuttal test imony in this

11 case identif ied as OCS-1SR Lawton f i led with the Commission

12 on May 22, 2014?

13 A.   Yes, I  did.

14 Q.   Do you have any changes or correct ions to any of

15 that test imony or any of  those exhibits that you'd l ike to make at

16 this t ime?

17 A.   None that I 'm aware of  at this t ime.

18 Q.   So, i f  I  asked you the questions contained in both

19 your direct test imony and your surrebuttal test imony today, your

20 answers would be the same as contained therein.

21 A.   Yes, sir.

22   MR. COLEMAN:  At this t ime, I would move for the

23 admission of  Mr. Lawton's direct test imony, the related exhibits,

24 OCS 1.1D through OCS 1.11D, as well  as Mr. Lawton's

25 surrebuttal May 22, 2014, into the record.
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1   THE HEARING OFFICER:  Object ions?

2   MS. SCHMID:  None.

3   THE HEARING OFFICER:  They're received.

4 BY MR. COLEMAN:

5 Q.   Thank you.

6   Mr. Lawton, do you have a brief  summary of  your

7 test imony and posit ion in this case to present?

8 A.   I  do.

9 Q.   Please proceed.

10 A.   Thank you.

11   And good af ternoon, Commissioners.  I  changed my

12 summary already f rom the morning, but we're moving along and

13 it 's nice to be back again.

14   Basical ly, the issues in this case--and I 've outl ined

15 in my direct and surrebuttal test imony--is that on behalf  of  the

16 Off ice, I  am recommending a 9.2 percent cost of  equity for

17 Rocky Mountain Power.  The end result  is a 7.26 percent overal l

18 return to be earned on invested capital.

19   There is no dispute in my test imony between me

20 and Dr. Hadaway or Mr. W il l iams with regard to capital

21 structure.  I  agree and--with the capital structure Mr. W il l iams

22 recommended in his rebuttal test imony.  And I would urge the

23 Commission to adopt the updated capital structure, as well  as

24 cost rates for debt and preferred.

25   Our basic disagreement is the one big issue that
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1 you've heard about quite a bit this morning, is the cost of  equity. 

2 The models I  employ are the same or similar models that Dr.

3 Hadaway employs.  The comparable groups of  companies are

4 quite similar.   There's no major dif ferences there.

5   The end result  is, do we rely upon the

6 DCF--discounted cash f low--risk premium or capital asset

7 pricing models?  I 've outl ined in my test imony what those results

8 produce--what those models produce and to give you a range of

9 results.  The basic models, not only in my analysis but in Dr.

10 Hadaway's updated analysis, none of the models support a

11 return on equity in excess of  10 percent. Moreover, they don't

12 support a return on equity in excess of  your currently authorized

13 9.8 percent.

14   What I  would ask that you look at and I tr ied to

15 outl ine throughout my direct testimony and throughout my

16 surrebuttal test imony are the fol lowing facts: Commissions, l ike

17 this regulatory body that have to make these kinds of decisions

18 all  the t ime l ike you recently made and are making again with

19 regard to return on equity--commissions around the country,

20 regulatory authorit ies are authorizing lower and lower equity

21 returns.  That's in the data of  Dr. Hadaway's test imony, as well

22 as mine.  That data is a fact.

23   Interest rates have been declining since the end of

24 last year, continue to decline.  I f  you want to look at interest

25 rate declines, Treasury rates and al l  interest rates have
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1 declined since the '80s, I  mean.  But recent decl ines are even

2 more pronounced given what--the level they're at as of

3 December 2013.

4   In terms of  the Federal Reserve, I  think there's

5 some confusion--the documents or exhibits and the test imony.

6 The Federal Reserve policy is to be accommodative.  Yes,

7 tapering has ceased, or in terms of  it 's being scaled down, i t 's

8 gone f rom $85 bi l l ion of asset purchases down to 45 mil l ion

9 [sic],  but remember this plan has been in place for a long period

10 of t ime and a lot of  asset purchases have taken place.  A lot of

11 l iquidity has been put into the market.  So--and the end result

12 is, the interest rates you see declining, as well  as the Federal

13 Reserve statements on this matter.

14   So, I  think interest rates are continuing to fal l.

15 They're at very low levels.  And nothing in the evidence in this

16 record supports the return on equity that the Company's

17 requesting.  Rather, a lower return, I  bel ieve, should be

18 authorized.

19   And that 's al l  I  have.  Thank you.

20   MR. COLEMAN:  At this point in t ime, I  would make

21 Mr. Lawton available for cross-examination from the part ies or

22 from the Commission.

23   THE HEARING OFFICER:  Any questions?

24   MS. SCHMID:  No questions.

25   CAPTAIN JERNIGAN:  No questions.
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1   THE HEARING OFFICER:  Mr. Monson.

2   MR. MONSON:  I  have just a few questions.

3   THE WITNESS:  Good af ternoon, Mr. Monson. 

4 Good to see you.

5 CROSS-EXAMINATION

6 BY-MR.MONSON:

7 Q.   Good afternoon.  How are you?

8 A.   Good.

9 Q.   Okay.  First of  al l ,  on this interest rate question

10 that you brought up in your summary--

11 A.   Sure.

12 Q.   --you would agree, however, that interest rates are

13 lower--were lower--I 'm sorry--

14 during Rocky Mountain Power's last case than they are currently

15 on long term.

16 A.   Do you have a specif ic--

17 Q.   Yeah.  Do you have a chart in your--

18 A.   I  do.  I f  you would look at my Schedule DJL3--I

19 mean OCS3.  Excuse me.  I-- in other cases, I  cal l them DJL.

20 OCS 1-3D.

21 Q.   Okay.  So, i f  you look at the interest rates for

22 30-year Treasuries in the fal l  of  2012, what do you get? Let 's

23 see.  Say September.

24 A.   In September, you're seeing about 2.88 percent.

25 Q.   Okay.  And, then, what do you get currently?
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1 A.   About--today it 's 3.28 percent.

2 Q.   Okay.

3 A.   Two basis points dif ference.

4 Q.   And that would essential ly hold the same for any of

5 these 20-year treasuries or corporate bonds, not the same rat io,

6 but the same--they would have been lower in September of  2012

7 than they are today.

8 A.   Right.

9 Q.   Okay.

10 A.   Because the numbers in September or that period

11 in 2012 is the lowest historical number ever for these securit ies. 

12 So, any measure against i t  is obviously going to be higher.

13 Q.   Al l  r ight.   And that was the t ime just before the

14 Commission decided the last case and the part ies negotiated

15 the sett lement in that case, r ight?

16 A.   That was the t ime period that--I  think the

17 Commission order came out September 2012 period, somewhere

18 around there or the sett lement was agreed to.

19 Q.   Okay.  And, then, on the issue--I  think you may

20 have clari f ied this in your summary, but this issue about the

21 Fed's policy.

22 A.   Yes.

23 Q.   I  mean, you agree that they have--they are tapering

24 the amount that they're buying of the longer-term bonds.

25 A.   Yes.  They've tapered that in four dif ferent
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1 instal lments down to roughly 45 bi l l ion per month.

2 Q.   Right.  And at least their announced plan is they're

3 going to taper i t  further.  They may change that,  but r ight now

4 their announced plan is they're going to taper it  down to zero by

5 the end of  the year, r ight?

6 A.   Their announced plan is there's no specif ic

7 schedule of  when the tapering wil l  be completed.  I t  could be

8 adjusted by facts and circumstances.

9 Q.   Okay.

10 A.   The expectat ion of  the markets out there and other

11 analysts are that i t  would be completed by the end of  the year,

12 but I  think Chairman Yellen of  the Federal Reserve has said

13 there is no specif ic hard-and-fast dead day.

14 Q.   So, when you say in your--let 's see--in your direct

15 test imony when you say on l ine 1033--

16 A.   Excuse me.  One-oh what?

17 Q.   1033.

18 A.   Give me a moment.

19 Q.   On page .40.

20 A.   I 'm there.

21 Q.   When you say that Dr. Hadaway is quite incorrect,

22 the OMC has not announced plans to change the course of

23 accommodative monetary policies, you're referring there to the

24 Federal fund rate, I  assume.

25 A.   No.  I 'm referring to the tools in the toolbox of  the



                                                            Hearing Proceedings   05/29/14 122

1 Federal Reserve and the statements by the Federal Reserve

2 that the Federal Reserve's pol icy on monetary policy wil l

3 continue to be accommodative.  And that's set forth in my

4 Exhibit  OCS 2 in my test imony.

5 Q.   Okay.  So, you don't  include, I guess, within that,

6 then, the fact that they are tapering their purchases of  long term

7 bonds.

8 A.   No.  I  think you're incorrect.   You seem to be under

9 the misperception that because we lower the amount of  asset

10 purchases, we're changing the course of  accommodative policy. 

11 That 's not the case at al l .   And as you can see f rom my Exhibit

12 2, is why I included it  here, the language of  the Federal Reserve

13 is:  Our pol icy wil l  continue to be accommodative, both the

14 short-term and long-term rates. Remember, there's a housing

15 problem in this country and they're trying to get that market

16 going.

17 Q.   So, the fact they've gone f rom 85 bi l l ion down to 45

18 bil l ion, in your mind, doesn't  ref lect a change in approach

19 they're taking toward monetary policy.

20 A.   No, not at al l .   I t 's a change in the tools-- in the mix

21 of tools they're using.

22 Q.   Okay.

23 A.   We've got to keep in mind that the Fed, through the

24 policy of  quantitat ive easing, was making asset purchases of

25 $85 bil l ion a month for quite a few months.  Those asset
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1 purchases have been made.  That hasn't  changed.  That

2 l iquidity's st i l l  out there.  That doesn't  mean that the Federal

3 Reserve planned to have $85 bi l l ion a month for f ive years or

4 ten years.  I t  looked at the facts on the ground and determined

5 that they could scale back to about 45 mil l ion [sic] as the new

6 number.

7 Q.   Okay.  Al l  r ight.   Let me just ask you one other

8 thing.

9 A.   Sure.

10 Q.   You were the Off ice's witness in the Questar Gas

11 case, r ight?

12 A.   I  was indeed.

13 Q.   And you recommended a ROE in that case of  9.25,

14 right?

15 A.   I  did.

16 Q.   The Commission ordered 9.85.

17 A.   I  bel ieve that 's correct.

18 Q.   So, you were 60 basis points lower than when the

19 Commission found to be the appropriate authorized ROE.

20 A.   That's correct.

21 Q.   Okay.  And in this case, you're recommending a

22 9.2, but that 's based, at least in part,  on a 20-basis-point

23 adjustment for capital structure.  Is that r ight?

24 A.   For capital structure, or to be clear, f inancial r isk

25 dif ferences.
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1 Q.   Right.  And, so, other than that,  you would

2 have--would you have been recommending 9.4?

3 A.   Absent another adjustment, yes.

4   MR. MONSON:  Okay.  That 's all  my questions.

5   THE HEARING OFFICER:  Thank you.

6   Redirect?

7   MR. COLEMAN:  I  have no redirect questions. 

8 Thank you.

9   COMMISSIONER LeVAR:  I  have one.

10   THE WITNESS:  Good af ternoon.

11 EXAMINATION

12 BY-COMMISSIONER LeVAR:

13 Q.   Mr. Lawton, did--in your opinion in your experience,

14 did you f ind anything anomalous about this year's modeling

15 results?

16 A.   Anomalous?  No.  The modeling results

17 obviously--the yields have been af fected.  We all  know that.  But

18 to say that--and by modeling, I 'm referring to the discounted

19 cash f low.  And by the expected growth rates, the levels that

20 they're at compared to other years, I  don't  see anything

21 anomalous there.  But I do agree with Dr. Hadaway to the extent

22 that the yields have decreased because ut i l i ty prices have

23 increased in recent years.  But overall ,  anomalous results that

24 they cannot be used, the answer would be "No."

25   COMMISSIONER LeVAR:  I  don't  have anything
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1 else.

2   THE HEARING OFFICER:  A couple of  fol low-up

3 questions.

4   THE WITNESS:  Yes, Commissioner.  I 'm sorry.  I

5 didn't  mean . .  .

6 EXAMINATION

7 BY-THE HEARING OFFICER:

8 Q.   That's al l r ight.   So, does that mean that you--the

9 current ut i l i ty stock prices are sustainable, in your view?

10 A.   I  think that there are some sectors of  the market

11 right now that may be subject to the decreases or market

12 correct ion.  I  don't  know that--

13 and I don't  bel ieve that the ut i l i ty sector is going to be subject to

14 such a correct ion unti l  interest rates change substantial ly.   And,

15 so, if --the short answer to your question, i f  you're referring only

16 to ut i l i ty stock prices--

17 Q.   Right.

18 A.   --the answer is "Yes" on the accommodative course

19 of the Federal government, which they plan to have for some

20 time.

21   THE HEARING OFFICER:  Thank you.

22   Any questions based on ours?

23   MR. COLEMAN:  I  have no addit ional questions.

24   THE HEARING OFFICER:  Thank you.

25   THE WITNESS:  Thank you, Commissioners, again.
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1 Thank you for having me.

2   THE HEARING OFFICER:  Thank you very much.

3   Captain Jernigan.

4   CAPTAIN JERNIGAN:  Yes.  The FEA would l ike to

5 call  Mr. Gorman to the stand, please.

6   THE HEARING OFFICER:  Thank you.

7   Do you solemnly swear that the test imony you are

8 about to give wil l  be the truth, the whole truth, and nothing but

9 the truth?

10   THE WITNESS:  I  do.

11   THE HEARING OFFICER:  Thank you, Mr. Gorman.

12 Please be seated.

13   Captain.

14   MICHAEL GORMAN, being f irst duly sworn, was

15 examined and test i f ied as fol lows:

16 DIRECT EXAMINATION

17 BY-CAPTAIN JERNIGAN:

18 Q.   Can you please state your ful l  name and your

19 employer, please?

20 A.   My name is Michael Gorman.  I 'm employed by

21 Brubaker & Associates, Chesterf ield, Missouri.

22 Q.   And did you prepare and f i le direct test imony and

23 surrebuttal along with exhibits for both of  those that have

24 already been f i led?

25 A.   Yes.
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1 Q.   And do you have any changes or corrections you

2 would l ike to make to either of  those?

3 A.   I  do.  Some of  these changes were made on an

4 errata f i led earl ier.   And some of  the changes were found by Dr.

5 Hadaway.  And I agree that some correct ions were needed in my

6 surrebuttal test imony.

7   On page .2, on l ine 25, the number 7.74 percent

8 should be struck.  The number 7.41 percent should be inserted.

9   THE HEARING OFFICER:  Is that in the

10 surrebuttal?

11   THE WITNESS:  In the direct test imony.

12   THE HEARING OFFICER:  In the direct.

13   THE WITNESS:  Thank you.  That was part of  the

14 errata f i led earl ier.

15   On page .12, footnote No. 8 should be changed to

16 footnote No. 5.

17   On page .37, on l ine 737, the number 6.3 percent

18 should be changed to 6.2 percent.  That same page and on that

19 same l ine within the parenthetical,  the number 6.9 percent

20 should be changed to 6.6 percent.

21   On my Exhibit  FEA MPG5, the column t i t led "2012"

22 should be corrected to "2013."  That would be under both

23 dividend per share, earnings per share, and payout per share

24 --or payout rat io.  Excuse me.

25   And on my Exhibit  FEA MPG17, page .1, on l ine 12
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1 under the column reference, l ine 1 should be changed to l ine 4

2 and Column 1 should be changed to Column 2.

3   That completes my correct ions.

4   THE HEARING OFFICER:  Would you mind

5 restat ing those last ones?  I  just got to the right page.

6   THE WITNESS:  I  apologize.  On my Exhibit

7 MPG17--

8   THE HEARING OFFICER:  Right.

9   THE WITNESS:  --page .1, on l ine 12, under the

10 column reference, the l ine that 's-- i t  states page .3, comma, l ine

11 1, i t  should read l ine 4.

12   And it  states Column 1.  I t  should be Column 2.

13 Col. 2 rather than Col.  1.

14   THE HEARING OFFICER:  Thank you.

15   THE WITNESS:  Those complete my correct ions. 

16 BY CAPTAIN JERNIGAN:

17 Q.   W ith those changes, i f  I  ask you the same

18 questions here today, would your answers be the same?

19 A.   Yes.

20   CAPTAIN JERNIGAN:  Move for admission of  Mr.

21 Gorman's .  .  .

22   THE HEARING OFFICER:  Object ions?

23   MS. SCHMID:  None.

24   THE HEARING OFFICER:  They are received. 

25 BY CAPTAIN JERNIGAN:
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1 Q.   Would you l ike to give a brief  summary of  your

2 test imony, please?

3 A.   Yes.  Thank you.

4   Good af ternoon, Commissioners.  In my test imony, I

5 comment on the Company's proposed overal l  rate of return. In

6 my recommendations, I  propose that the Commission adopt a

7 return on equity of  9.4 percent.

8   In arriving at my recommended return on equity, I

9 conducted three versions of  the discounted cash f low analysis, a

10 risk premium study, and a capital asset pricing study.

11   In performing the discounted cash f low analysis, I

12 performed three versions of  that study.  The three versions

13 include a constant growth model ref lect ing analyst projected

14 growth, a sustainable constant growth model ref lect ing the

15 internal growth characterist ics of  the companies included in a

16 proxy group, and a mult istage growth DCF model, which ref lect

17 a long-term transit ion f rom current short-term growth outlooks

18 ref lect ing the analyst three to f ive-year growth project ions

19 trending out to a long-term sustainable growth rate outlook as

20 ref lected by what I  bel ieve to be the maximum sustainable

21 long-term growth rate for a ut i l i ty company.

22   I  also looked at the relat ive fundamental factors

23 underlying DCF components for each of the companies in my

24 proxy group.  And I f ind that the DCF model now produces

25 fundamental ly sound return on equity est imates.  I  did that in
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1 response to Dr. Hadaway where I  showed that the valuation

2 metrics for ut i l i ty stocks are reasonably consistent with

3 long-term historical valuation metrics.  Those include

4 price/earnings rat ios and price-to-cash-f low rat ios.

5   In my sustainable growth rate DCF analysis, I

6 developed a growth rate ref lect ing the internal earnings growth

7 potential of  ut i l i ty stocks.  And that included looking at whether

8 or not the ut i l i ty can afford their dividend and whether or not the

9 uti l i ty can retain enough earnings in order to grow their earnings

10 over t ime.  Those analyses indicate to me that the fundamentals

11 of the DCF model, at this t ime, are producing rel iable results.

12   I-- in my risk premium analysis, I  also ref lected

13 some uncertainty and risk in long-term interest rate markets. 

14 Those uncertaint ies are created by the current Federal Reserve

15 policies and the ult imate impact of  what long-term interest rates

16 wil l  be once quantitat ive easing is terminated.

17   There is some uncertainty in the interest rate

18 markets.  And I tr ied to capture that uncertainty by recognizing

19 risk in the equity markets, which indicated to me an

20 above-average equity r isk premium was appropriate in

21 support ing my recommended return on equity in this case.

22   My capital asset pricing model, I  used the

23 forecasted Treasury bond yield, which was signif icantly higher

24 than current observable Treasury bond yields, which I  felt  was

25 appropriate, given the uncertain outlook for interest rates in the
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1 current environment.

2   Based on that analysis, I  bel ieve that my 9.4

3 percent return on equity is reasonable in considerat ion of  the

4 ful l analysis that I  conducted to measure the current market cost

5 of  equity for Pacif iCorp, or Rocky Mountain Power.

6   That concludes my summary.

7   THE HEARING OFFICER:  Thank you.

8   CAPTAIN JERNIGAN:  Now I submit Mr. Gorman for

9 examination, please.

10   THE HEARING OFFICER:  Questions?

11   MS. SCHMID:  No questions.

12   MR. COLEMAN:  I  have none f rom the Off ice. 

13 Thank you.

14   THE HEARING OFFICER:  Mr. Monson.

15   MR. MONSON:  Thank you.

16 CROSS-EXAMINATION

17 BY-MR.MONSON:

18 Q.   Good afternoon.

19 A.   Good afternoon.

20 Q.   You did an analysis in your test imony that was

21 intended to show that i f  the Commission adopts your

22 recommended ROE of  9.4 percent that the--that i t  won't

23 negatively impact the f inancial integrity of  the Company.  Is that

24 right?

25 A.   Yes.
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1 Q.   And you did this by comparing the results for the

2 Company under certain ratios considered by rat ing agencies in

3 determining the bond rat ings, but using your recommended ROE

4 of 9.4 versus the current authorized ROE of  9.8.  Is that r ight?

5 A.   No.  I  measured with the f inancial metrics under the

6 cost of  service in this case using a 9.4 percent return on equity.

7 Q.   Okay.  Thank you for that clari f ication.

8   And in his rebuttal test imony, Mr. W il l iams noted

9 that you had done that but didn't  use the current S&P metrics. 

10 Is that r ight?

11 A.   That is his test imony.  And he is correct.   S&P did

12 modify their metrics in November of last year.  And I used the

13 metric formula which had been in ef fect since around 2008.  But

14 it  was revised in November of  last year.  So, that is correct.

15 Q.   So, you redid the analysis in your surrebuttal

16 test imony.  Is that r ight?

17 A.   I  compared the benchmarks to the benchmarks in

18 the new methodology, yes.

19 Q.   Okay.  Can you turn to page .2 of  your Exhibit

20 1-SR?  Have you got that?

21 A.   Page .2?

22 Q.   Page .2, yeah.

23 A.   Yes, I 'm there.

24 Q.   Okay.  And this is where you're gett ing your pretax

25 rate of  return that you're going to use in the analysis, correct?
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1 A.   Yes.

2 Q.   Okay.  And I not ice in your f irst-- in column 1, the

3 one that 's numbered 1, you end up with a weighting of  over 100

4 percent--100.17 percent.  Is that r ight?

5 A.   Yes.

6 Q.   That would be an error, r ight?  You can't  have more

7 than 100 percent, can you?

8 A.   Yeah.  There does appear to be a calculat ion error

9 on that schedule, yes.

10 Q.   And, so, this--the number you used, 10.36 percent

11 on that same row 4 would be an error somewhat.  Is that

12 correct?

13 A.   I  would have to review it ,  but it  looks l ike there may

14 be an error on that schedule, yes.

15 Q.   So, then, i f  we take that 10.36 back to page .1 of

16 the same exhibit ,  that 's used in your analysis for al l  these

17 numbers.  Is that correct?

18 A.   I t  is.

19 Q.   So, those would also be an error i f  that 's an error.

20 A.   Error--a correct ion would be necessary, yes.

21 Q.   Okay.  Another issue related to this analysis was a

22 discussion about of f -balance-sheet debt.  And you made a--you

23 did accept an adjustment that 's shown on page .4 of this exhibit

24 of  271 mil l ion, as I  recall .   Is that r ight?

25 A.   Yes.
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1 Q.   Just a l i t t le nitpick point,  but on l ine 2 of  that

2 exhibit,  you got total Utah May 2013 rate base. Would that be

3 total company instead of  total Utah?

4 A.   Which l ine are you looking at?

5 Q.   Line 2, page .4 of Exhibit MPG1-SR.

6 A.   Page .2?

7 Q.   Page .4.

8 A.   I 'm sorry.  Yes.  On l ine 2, that should be total

9 company.

10 Q.   Okay.  Now--but, anyway, the result of  this is  you

11 have--you've made adjustments to the off-balance-sheet debt on

12 line 6 of  271 mil l ion, ef fect ively, r ight?

13 A.   Yes.

14 Q.   And you remember--I  think you understand that Mr.

15 Will iams made an adjustment of  about f ive hundred and

16 some-odd mil l ion?

17 A.   Yes.

18 Q.   Okay.  So, do you understand what the dif ference is

19 between his adjustment and yours, what 's included in his and

20 what's--and not included in yours?

21 A.   Well,  the dif ference is based on total Pacif iCorp

22 investment characterist ics versus the f inancial obl igat ions that

23 are part of  the retai l cost of  service in Utah.  And there's also

24 dif ferences in the way Standard & Poor's treats some of  the

25 f inancial obl igat ions of  the Company versus the regulatory
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1 treatment of  those f inancial obl igat ions. Specif ical ly,  one of  the

2 largest dif ferences deals with pension and other post-ret irement

3 health benef its for the Company.

4   I  believe Mr. W il l iams test i f ied this morning about

5 their health benef it  obl igation being underfunded. S&P

6 recognizes that as a f inancial obl igat ion.  And that f inancial

7 obligat ion is picked up in the cost of  service in this case in a

8 way that is dif ferent than the way S&P treats i t .   So, i f  I

9 recognized it  in my f inancial metrics the same way S&P was

10 treating i t ,  i t  would be double-counted in the cost of  service

11 methodology here.

12   So, the dif ference between what Mr. W il l iams is

13 proposing to do with that part icular of f -balance-sheet debt

14 obligat ion is dif ferent than the way I 'm proposing to treat i t  here,

15 because, again, the way pension benef its and OPEB benef its for

16 regulatory purpose treatment is dif ferent than the way S&P

17 recognizes them in their f inancial obl igat ion development.

18   Another issue deals with curve interest expense.

19 And, again, that 's dif ferent in the way S&P treats i t  versus the

20 way interest expense is recognized in cost of  service. By

21 cost--all  the interest expense that is the obligat ion of  Utah

22 customers is ref lected in a rate of  return--

23   THE REPORTER:  Sorry.  Could you just slow down

24 just a l i t t le bit?  " .  .  .  obligat ion of  Utah customers is ref lected in

25 a" . .  .
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1   THE WITNESS:  --in the rate of  return on rate base

2 and possibly in some CWIP interest obligations.  So, again,

3 there's a dif ference in the regulatory treatment and the S&P

4 treatment.

5   I  tr ied to take just S&P's general f ramework and

6 modify i t  in a way that produces meaningful metrics, recognizing

7 the regulatory treatment of  some of those f inancial obl igat ions.

8   So, I  haven't repl icated S&P's treatment, but I 've

9 been pretty true to the treatment, recognizing the

10 dist inct ion--dist inct ive dif ferences in pension and some interest

11 obligat ions of  the Company.

12 BY MR. MONSON:

13 Q.   So, now, I  take i t  that you're not saying, then, that

14 you have compared the metrics that S&P uses with the current

15 metrics to determine if  there would be a deteriorat ion in credit

16 rat ing or in--even in credit worthiness.  You've done something

17 dif ferent than that.   Is that right?

18 A.   No.  I 've--my--again, the methodology--

19 the regulatory process includes pension obligat ions and it

20 includes OPEB obligat ions.  So, those are in the cost of  service

21 formula being covered by the cash f lows of  the Company.  So, I

22 believe that I  have captured that in my methodology in a way

23 that is comparable to what S&P does. But to also make S&P's

24 adjustment on top of  the regulatory treatment, I  bel ieve would

25 have double-counted those f inancial opt ions.
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1 Q.   But you'd agree with me that when S&P does their

2 analysis, they do include those obligat ions.

3 A.   And I have, also.  I 've just included them in a way

4 that is consistent with the regulatory f ramework.  To do what

5 you're suggesting, I  would need to move the cash f lows out of

6 cost of  service, put them in the funds f rom operat ion, and then

7 recognize them as addit ional cash f low to meet addit ional

8 f inancial obl igat ions.  I  bel ieve that process would have been

9 very dif f icult  and l ikely would not have produced meaningful ly

10 dif ferent results.

11 Q.   And you also mention that you have tr ied to take a

12 Utah rat io and apply that to these numbers so that you're just

13 looking at a Utah cost of  service ef fect of  the change in ROE. 

14 Is that r ight?

15 A.   I t  is,  because I 'm trying to answer the question:  Is

16 my proposed return on equity appropriate for sett ing prices for

17 Utah customers?

18 Q.   Right.

19 A.   Does it  ref lect fair compensation to the investments

20 made in Utah?  Does it  support f inancial metrics that are

21 consistent with investment-grade credit  quality for providing

22 service to Utah customers?  That 's what I 'm attempting to

23 measure with my metrics.

24 Q.   So, when S&P makes its ratings and looks at these

25 metrics, i t  doesn't  look at just Utah, does it?
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1 A.   I t  does not.  I t  looks at total company.

2 Q.   And when investors buy the bonds of the Company,

3 they don't  just buy the Utah--bonds on the Utah operat ions, they

4 buy them on the entire company.

5 A.   Correct.   Yes.

6 Q.   So, i f  you're trying to compare the dif ference

7 between the cost of  service, which I  guess I  misstated as 10

8 percent ROE and you're 9.4 percent and you're trying to do i t  to

9 compare what S&P's rat ings would be to show whether they

10 cause f inancial impairment, you wouldn't  take the Utah port ion,

11 would you?  Because S&P doesn't  take the Utah port ion.

12 A.   Well,  S&P isn't  concerned about just and

13 reasonable rates to retail  customers.  That 's the object ive of

14 what we're examining in this case.  So, in ensuring rates are

15 just and reasonable, the rate of  return has to be fair

16 compensation and has to provide adequate f inancial metrics to

17 support investment-grade bond rat ings for the capital invested in

18 Utah.  That 's the subject of  this proceeding. S&P doesn't  have

19 the same subject in their review.  But this--my subject is to look

20 at whether or not the rate of  return and cost of  service

21 elements, the retai l  service for Utah meets the Hope and

22 Bluef ield standards.

23   So, my object ive--the questions I 'm asking myself

24 are dif ferent than the questions S&P is asking i tself ,  because

25 S&P doesn't  ask whether or not rates are just and reasonable; I
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1 do.

2 Q.   Okay.  But S&P's is one of  the entit ies that

3 determines the bond rat ing of  the Company.  Isn't that r ight?

4 A.   I t 's true.  But i t 's also true that rates in Utah could

5 be adequate to support strong investment-grade credit ,  but

6 other elements of  the Company may not.  So, i f  you don't

7 dist inguish between Utah operat ions and other parts of  the

8 Company, then Utah customers could be asked to pay excessive

9 rates to compensate for other parts of  the Company that aren't

10 covering their f inancial obligat ions.  And I don't  think that would

11 be consistent with sett ing just and reasonable rates.

12 Q.   You performed a risk premium analysis in your

13 test imony, is that correct--

14 A.   I t  is.

15 Q.   -- in your analysis?

16   And your r isk premium analysis does dif fer f rom Dr.

17 Hadaway's in certain respects.  Is that right?

18 A.   One signif icant respect, yes, but otherwise, i t 's

19 fairly similar.

20 Q.   Okay.  I  mean, you use 1986 to 2013.  He used

21 1980 through 2013, for example.  Is that right?

22 A.   Time periods sl ight ly dif ferent, yes.

23 Q.   And you also used dif ferent--you used a dif ferent

24 bond than he uses, but,  of  course, you compare your r isk

25 premium to that bond versus what he compares to his bond.  Is
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1 that right?

2 A.   I t 's very similar,  yes.

3 Q.   Okay.  So, the big dif ference, though, is this

4 inverse relat ionship, r ight?

5 A.   Yes.

6 Q.   And do you not agree there is an inverse

7 relat ionship?

8 A.   I  bel ieve that i f  you look at authorized returns on

9 equity and compare them to contemporary bond yields, you' l l

10 see the equity r isk premium for authorized return expanding

11 when bond yields decrease.  But the academic l i terature doesn't

12 support that as the only factor that explains what an appropriate

13 equity r isk premium is.

14   Academic l i terature is very clear.  Changes in

15 interest rate is one factor, but the true factor that

16 changes--changes in equity r isk premiums is changes in the--

17 the risk of  an equity investment compared to the current r isk of

18 a bond investment.  When equity investments get more risky,

19 the equity r isk premium expands.  Conversely, when bond

20 risks--bond investments get more risky in relat ionship to equity

21 investment, the equity r isk premium contracts.

22   So, interest rates are one factor that helps explain

23 that, but i t 's not the only factor.  And to assume, as Dr.

24 Hadaway does, that i t 's the only factor, he signif icantly distorts

25 what an appropriate r isk premium is when you consider other
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1 risk factors and general ly total r isk factors in measuring an

2 appropriate r isk premium.

3 Q.   So, one of  the sources you cited for your statement

4 that academic l i terature says that there's more factors involved

5 is Harris and Marston, r ight?

6 A.   Yes.

7 Q.   Can you turn to page .321 of  your surrebuttal

8 test imony--l ine 321.  Sorry.

9 A.   I 'm there.

10 Q.   This is a quote f rom Harris and Marston, r ight?

11 A.   Yes.

12 Q.   Okay.  And if  I  read it  correct ly, i t  says, "The

13 market r isk premium changes over t ime and appears

14 inverse"--"and appears inverse"--" inversely related to

15 government interest rates but is posit ively related to the bond

16 yield spread."

17   So, they are saying that i t 's inversely related, aren't

18 they?

19 A.   They say it  appears.

20 Q.   Okay.  And, then, they say--let 's see.  Well,  so

21 even in the source you cite, they're acknowledging that they

22 have--that i t  appears there's an inverse relat ionship between

23 risk premiums and interest rates.

24 A.   Yeah.  As I  said, changes in interest rates are one

25 factor, but they're not the only factor.
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1 Q.   Okay.

2 A.   And to assume, as Dr. Hadaway does, that they're

3 the factor allows for the mis-est imate of  a fair r isk premium in

4 the current market.

5 Q.   Okay.  So, Dr. Hadaway did a regression analysis

6 in which he plugged in, as one of  his factors, interest rates and

7 the other factor, the risk premium, r ight?

8 A.   No.  He plugged in interest rates and

9 commission-authorized returns on equity--

10 Q.   Okay.  Sorry.

11 A.   --to measure risk premiums.

12 Q.   Al l  r ight.   Okay.  And he ran that regression

13 analysis.  And it  showed that there was a correlat ion, an inverse

14 correlation, r ight?

15 A.   Yes.

16 Q.   And was it  a val id regression analysis?  In other

17 words--

18 A.   Stat ist ically,  i t  was val id, yes.

19 Q.   Has stat ist ical result that 's val id that shows that

20 there is an inverse relat ionship, correct?

21 A.   Yes.

22 Q.   So, regardless what the academic l i terature shows,

23 that--those facts show that there's an inverse relat ionship,

24 correct?

25 A.   I  very strongly disagree with that.   Stat ist ical
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1 models are a method of  measuring stat ist ical correlat ions, but

2 they don't  explain the dif ference.  Authorized returns on equity

3 by regulatory commissions have decreased slower than current

4 observable market interest rates.  The market immediately

5 changes interest rates, whereas the commission general ly wil l

6 reduce an authorized return on equity much more slowly than

7 the market.

8   And my perception of  why they do that,  having been

9 in this business for over 25 years, is the commission is very

10 conservative in changing authorized returns on equity, because

11 they have the responsibi l i ty to ensure that that return on equity

12 meets the Hope and Bluef ield standards.  So, the concerns I 've

13 heard expressed by many regulatory commissions is whether or

14 not the decl ine in capital market cost is sustainable or whether

15 or not i t 's going to go back to higher levels when rates are in

16 effect.

17   I 've also heard commissions express concern about

18 if  the authorized return on equity is decreased too fast,  is that

19 going to cause problems with the Company's abil i ty to ref inance

20 its embedded debt to produce the suf f icient earnings in cash

21 coverage of embedded debt obl igat ions.

22   Keep in mind that a ut i l i ty has contractual

23 obligat ions with their embedded debt structure.  So, they can't

24 immediately ref inance that embedded debt when interest rates

25 drop.  They have to wait  unt i l  the terms of  the bond issue al lows
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1 them to ref inance it .   So, there can be a lag between a drop in

2 the interest rate and a reduction in the embedded debt cost

3 structure for the ut i l i ty.

4   So, i f  the authorized return on equity was reduced

5 too fast,  you wouldn't  get the earnings coverage of  debt interest

6 expense.  You wouldn't  have the cash coverage of  debt interest

7 expense, which we just talked about, the system with the S&P

8 benchmarks, that would ensure that the ut i l i ty's f inancial

9 integrity was preserved in the rate-making process.

10   So, i t 's my experience, having been in this business

11 for quite a while, that regulatory commissions are general ly

12 rather conservative in reducing the authorized return on equity

13 in the face of  decl ining capital market costs.

14   I  believe i t  was referred to earl ier by the

15 Department witness as a gradualist ic approach to reducing the

16 authorized return on equity down to current market capital cost.  

17 And I agree with that perspective.  That's my experience.

18 Q.   So, do you have a copy of  Dr. Hadaway's rebuttal

19 test imony?

20 A.   Not with me, no.

21 Q.   I  want to refer you to page .25.  Let me--

22 I 've got an extra copy.

23   Is i t  al l  r ight i f  I --

24   THE HEARING OFFICER:  Yes, please.

25   MR. MONSON:  I 'm already doing i t .   I  hope it 's al l
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1 right.

2   THE HEARING OFFICER:  I t 's al l  r ight.

3 BY MR. MONSON:

4 Q.   So, you can see on page .25 that Dr. Hadaway has

5 a graph that compares authorized returns with--or excuse

6 me--equity r isk premiums with interest rates, r ight?

7 A.   Yes.

8 Q.   And even without running a regression analysis, i t

9 does appear that there's some inverse correlat ion, doesn't  i t?

10 A.   Yeah.  I  bel ieve i t  can be explained for the reasons

11 I just went over.  I  think regulatory commissions adjust

12 authorized return on equity much slower than the market wil l

13 adjust,  which is immediate, market-required debt cost.

14 Q.   So, you did a r isk premium result--a study, and your

15 results varied f rom 9.36 to 10.24 percent, r ight?

16 A.   That sounds correct,  yes.

17 Q.   Okay.  I f  you want to--

18 A.   Can I check that number?

19 Q.   Yeah.  I f  you want to look at i t ,  i t 's on your direct at

20 l ines 658 and 659.

21 A.   Sorry.  You said 9.36 to 10.24.

22 Q.   Right.

23 A.   Yes.

24 Q.   Okay.  And if  you accepted that there was some

25 inverse relat ionship, Dr. Hadaway redid your numbers and found
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1 that your results would have been 10.01 to 10.5.  Is that r ight?

2 A.   I  didn't  conf irm that, but that 's what he found.

3 Q.   And do you have any reason to disagree that that 's

4 what would happen if  you apply his regression analysis and

5 apply that factor?

6 A.   I  dispute the accuracy of  i t ,  but I  don't  dispute the

7 mathematics.

8 Q.   You were a witness, along with Dr. Hadaway, in a

9 case before the I l l inois Commerce Commission in 2011.

10 A.   I  was.

11 Q.   Do you recall  that?

12 A.   Yes.

13 Q.   I t  was Commonwealth Edison case.

14 A.   Yes.

15 Q.   Let me--may I--

16   THE HEARING OFFICER:  Yes.

17   MR. MONSON:  --approach the witness?

18   I  gave you mine, I  think.

19   THE WITNESS:  I 'm not giving i t  back.

20   MR. MONSON:  You--

21   THE WITNESS:  I  thought that was for me.

22   MR. MONSON:  I t  wil l  speed it  up if  I  have it .

23 BY MR. MONSON:

24 Q.   And which party were you a witness for in this

25 case?
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1 A.   The I l l inois Industrial Energy Consumers.

2 Q.   Could you turn--well,  f i rst of  al l ,  does this appear to

3 you to be a correct copy of  at least a port ion of  that order?

4 A.   I t  does.

5 Q.   Could you turn the page .153 of  the order?

6 A.   I 'm there.

7 Q.   Could you read the paragraph third f rom the bottom

8 that starts "The Commission f inds"?

9 A.   "The Commission f inds the test imony of  I IEC and

10 AG/CUB relat ing to ROE as unpersuasive.  The evidence shows

11 that Mr. Gorman's estimated ROE is too low because his model

12 inputs are negatively biased and that under current market

13 condit ions, his CAPM is unreasonable.  In addit ion, the

14 Commission agrees with ComEd that Mr. Gorman incorrect ly

15 believes that the cost of  equity for ut i l i t ies have declined as

16 much as interest rates."

17 Q.   So, at least in the I l l inois Commerce Commission's

18 view, they felt  l ike you used biased inputs in the models.  Is that

19 right?

20 A.   Yes.

21 Q.   And they also felt  l ike that CAPM was

22 unreasonable, given those market condit ions that they observed

23 at that point.   Is that correct?

24 A.   "His CAPM is unreasonable," yes.

25 Q.   And, f inal ly, they felt  l ike you had incorrect ly
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1 determined that the cost of  equity had declined as much as

2 interest rates.  Is that what they said?

3 A.   I t 's what they said.

4 Q.   And that 's what we're talking about in this inverse

5 relat ionship, isn't  i t?

6 A.   No.

7 Q.   Same issue?

8 A.   No.

9 Q.   I t 's not the same issue.

10 A.   The issue is whether or not there's a one-for-one

11 relat ionship with reduction return on equity interest rates. I

12 haven't  asserted in this case that there is.  In fact,  I  proposed a

13 method of  developing an equity r isk premium that is above

14 average in this case ref lect ing the risk of--or the uncertainty of

15 long-term interest rates in this case.  I  didn't  do that in the

16 Commonwealth Edison case.  But in any event, that 's a dif ferent

17 issue than what we were discussing earl ier.

18 Q.   Okay.  But that gives you--when you do that,  i t

19 gives you result  f rom 9.36 to 10.24, r ight?

20 A.   No, sir.   I  just said that 's not the inverse

21 relat ionship argument.

22 Q.   I  thought you said you incorporated it  in your r isk

23 premium.

24 A.   We're talking about the I l l inois Commission orders?

25 Q.   No.  We're talking about this case and you saying
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1 that you did something dif ferent in this case than you did in the

2 Il l inois case.

3 A.   Yeah.  In this case, I  recognized the higher r isk in

4 the long-term interest rate market.  And because of  that r isk, I

5 felt that the equity r isk premium widened.  And I recommended a

6 higher equity r isk premium in this case to ref lect that long-term

7 interest rate uncertainty.

8 Q.   And the result  of  that,  in this case, was that your

9 risk premium results were 9.36 to 10.24 percent.

10 A.   I 'm sorry.  That 's r ight.   Yes.

11 Q.   That's what I  meant.

12 A.   I  apologize.

13   MR. MONSON:  Okay.  Thank you.  That 's al l  I

14 have.

15   THE HEARING OFFICER:  Thank you.  Yes.

16   MR. MONSON:  Can we mark this an exhibit ,  since

17 this isn't  something you would have had ready access to? I 'm

18 sorry.  So, I  guess we should call  i t  RMP Cross 1.

19   THE HEARING OFFICER:  I t ' l l  be marked RMP

20 Cross Exhibit  1.

21   MR. MONSON:  And I would of fer i t .

22   THE HEARING OFFICER:  Any object ion?

23   I t 's received.

24   Any redirect,  Captain Jernigan?

25   CAPTAIN JERNIGAN:  Not at this t ime, no.
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1   THE HEARING OFFICER:  Questions f rom the

2 Commission?

3   Commissioner LeVar.

4 EXAMINATION

5 BY-COMMISSIONER LeVAR:

6 Q.   Mr. Gorman, taking administrat ive notice of  your

7 test imony in the Rocky Mountain Power case two years ago in

8 this Commission--

9 A.   Yes.

10 Q.   --your recommendation today is 15 base points

11 higher than your recommendation two years ago.  What would

12 you say are the most 

13 signif icant--two or three most signif icant drivers that lead to that

14 result?

15 A.   Well,  interest rates have increased since 2012;

16 uti l i ty stock prices have not.  Again, we talked about the DCF

17 fundamentals, or I  talked about them in my summary.  The DCF

18 fundamentals are st i l l  pretty stable in this case. They're fairly

19 stable in the last case, but probably more so now.

20   Uti l i ty payout rat ios are 60 to 70 percent for the

21 proxy group.  That 's in l ine with what the ut i l i ty management are

22 tel l ing the marketplace that their target payout ratios are. 

23 That 's an indicat ion that the dividend is af fordable and that

24 they're retaining enough earnings to reinvest in the ut i l i ty plant

25 to grow rate base and grow earnings, which in turn al lows for
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1 the growth in dividends.

2   The bond yields of ut i l i ty stocks right now are st i l l

3 above Treasury bond yields.  And, historical ly, that 's a measure

4 of whether or not bond yields are ref lect ing current market cost

5 of  equity.  Uti l i ty stocks yields are above Treasury bond yields,

6 which is probably an indicat ion the Treasury bond yields are

7 art if ic ial ly low because of  Federal Reserve interaction in the

8 marketplace, the monetat ive easing--quantitat ive easing

9 pract ices.

10   So, I  think in this case, as well  as the last case, the

11 DCF model results are pretty stable, so I 'd say the increase in

12 the return on equity is largely due to modest increase in ut i l i ty

13 bond yields and more of  a signif icant increase in Treasury bond

14 yields since 2012.

15   COMMISSIONER LeVAR:  Thank you.  I  don't  have

16 anything else.

17   THE HEARING OFFICER:  Thank you.

18 EXAMINATION

19 BY-THE HEARING OFFICER:

20 Q.   A couple of questions, Mr. Gorman.  First--and this

21 is a minor point,  but I  just want to make sure there isn't

22 something going on here that I  don't  understand.  I f  I  look at

23 DPU Cross Exhibit  3--I  don't  know if  you have that in f ront of

24 you, but this was the compilat ion of  rate cases for the f irst

25 quarter of  2014.  And it  adjusted out the Virginia r ider decisions.
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1 A.   Yes.  I  don't  have that--

2 Q.   I f  you'd l ike this in f ront of  you, just let me know,

3 but my question is simply that this exhibit  refers to an average

4 of 9.62 percent.  You seem to have examined, I  think, the same

5 data, and your surrebuttal,  I  think your conclusion is 9.57

6 percent.  And, so, I 'm just wondering:  Are you referring to the

7 same data set there, or do you know, and do you need this

8 cross exhibit  in f ront of  you to--

9 A.   I  don't .   I f  you look at page .2 and 3 of  my

10 test imony, I  actually quoted the Regulatory Research

11 Associates, which is the company that compiles that data and

12 publishes i t ,  whether you get i t  direct ly f rom RRI or the Edison

13 Electric Inst i tute.  And they made the calculat ion that I  rel ied

14 upon.  They stated that i f  you take Virginia decisions out of  the

15 f irst quarter of  this year, the average--industry average electr ic

16 return on equity is 9.57. And, again, that 's in the quote start ing

17 on page .2 and continuing on page .3 and on l ine 38 of  page .2. 

18 It 's where they state what the ROE would be for f irst quarter of

19 this year for electr ic ut i l i t ies, excluding Virginia decisions.

20 Q.   And I ' l l  note that i t  looks l ike this--the cross exhibit

21 that I  referred to has SNL Financial,  LC, as a source, so maybe

22 that 's simply the explanation:  I t 's just two dif ferent sources of

23 data.

24 A.   Yeah.  I  can't--SNL actually owns RRA.  So, I  can't

25 explain the dif ference.  I t 's possible that 's the dif ference, but I
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1 would think that if  SNL was publishing i t ,  they would have rel ied

2 on their subsidiary that is in the business of  tracking that

3 information.  But I  can't  explain the dif ference.

4 Q.   My next question relates to page .12 of  your direct

5 test imony.  And I just would l ike you to elaborate on a sentence. 

6 It 's a sentence that begins on l ine 235.  And it  reads, "RMP's

7 inf lated common equity rat io indicates that the proxy group has

8 less f inancial r isk than RMP."  And I just--

9 again, that 's page .12--

10 A.   Okay.

11 Q.   -- l ine 235.

12 A.   I t 's not a complete analysis of  f inancial r isk. But

13 one general measure of  f inancial r isk is the amount of  debt that

14 is used to f inance the Company.  The more debt, the more

15 f inancial r isk.  The inverse of  that is the more common equity,

16 the less f inancial r isk.

17   As shown on my Exhibit MPG2 with a 51.6 percent

18 common equity ratio, Rocky Mountain Power's amount of  debt is

19 lower than that of  the companies in my proxy group, looking at

20 the group average numbers.

21 Q.   So, would that mean that the proxy group has more

22 f inancial r isk or less f inancial--

23 A.   No.  This is an equity rat io.  So, i t 's one minus the

24 debt rat io.  So, i t  means it  has less f inancial r isk because it  has

25 less debt, less percentage of debt support ing the total capital,
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1 using i t  to invest in the ut i l i ty plant and equipment.  So, one

2 minus the equity rat io is the debt ratio.  And with a higher equity

3 rat io, i f  you take one minus i t ,  you have a lower debt rat io.

4   So, i t 's a l i t t le confusing, because, again, a high

5 equity rat io means lower f inancial r isk.  And conversely, a high

6 debt rat io means greater f inancial r isk.  And the combination of

7 debt rat io and equity rat io equals total capital.

8   MS. SCHMID:  I f  I  may--may I just ask one

9 question?  On l ine 236, should i t  be--indicates that RMP has

10 less f inancial r isk than the proxy group--

11   THE WITNESS:  Yes.

12   MS. SCHMID:  --rather than the way it 's typed?

13   THE WITNESS:  That 's correct,  yes.

14   MS. SCHMID:  Thank you.

15   THE WITNESS:  Thank you. 

16 BY THE HEARING OFFICER:  

17 Q.   So, I  think that 's what was hanging me up a l i t t le

18 bit ,  too.  So, the proxy group has a higher debt ratio than RMP.

19 A.   Correct,  and a lower common equity rat io.

20 Q.   Uh-huh (af f irmative).  And that would mean what

21 with respect to f inancial r isk for the proxy group?

22 A.   I t  means the proxy group has greater f inancial

23 risk--

24 Q.   Okay.

25 A.   --than Rocky Mountain Power.
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1 Q.   Thank you very much.

2   THE HEARING OFFICER:  Any questions based on

3 mine?

4   CAPTAIN JERNIGAN:  No questions, sir.

5   THE HEARING OFFICER:  Thank you, Mr. Gorman.

6 You're excused.

7   MR. MONSON:  May I have just one minute?

8   THE HEARING OFFICER:  We'l l  be of f  the record. 

9                           (Recess taken.)  

10 RECROSS-EXAMINATION

11 BY-MR.MONSON:

12 Q.   I  do have one question, i f  that 's al l r ight.   And I

13 don't  have a copy of this page, so I ' l l  have to come show it  to

14 you.  But in Mr.--Dr. Hadaway's test imony, he has a proxy

15 group--and by the way, you used the same proxy group he did,

16 right?

17 A.   Yes.

18 Q.   And he has the--an exhibit  that shows the capital

19 structure of the proxy group.  Do you recall  that?

20 A.   I 'd have to go back and review his testimony.

21   MR. MONSON:  May I give this to the witness?

22   THE HEARING OFFICER:  Yes.

23   MR. COLEMAN:  Where did that come from, just so

24 I can fol low along?

25   MR. MONSON:  That 's a copy of  Exhibit SCH1 out
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1 of Dr. Hadaway's direct test imony.

2   MR. COLEMAN:  Okay.  Thank you.

3 BY MR. MONSON:

4 Q.   And what does that show the common equity rat io

5 is of  the proxy group?

6 A.   For calendar year 2012, i t  shows 50.1 percent.

7 Q.   Okay.  And, then, what 's Rocky Mountain Power's

8 equity rat io?

9 A.   I  have 51.6 in their direct case.  I t 's closer to 51

10 percent now, but more recent information, as ref lected on my

11 Exhibit  MPG2, is that the proxy group's common equity rat io, on

12 average, is about 49 percent, ref lect ing--

13   THE REPORTER:  I 'm sorry.  You're fading a l i t t le

14 bit .   Ratio average is about 49 percent?

15   THE WITNESS:  Correct,  as reported by Value

16 Line, which is the same source, I  bel ieve, as Dr. Hadaway's.

17 BY MR. MONSON:

18 Q.   So, this is just a t iming--the dif ference in these

19 numbers is t iming, when you got your data.

20 A.   Rocky--or Pacif iCorp's common equity rat io has

21 come down and so has the proxy group's.

22   MR. MONSON:  That 's al l .

23   THE HEARING OFFICER:  Thank you, Mr. Gorman.

24 You're excused.

25   Captain Jernigan, anything further?
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1   CAPTAIN JERNIGAN:  Nothing further.  Thank you.

2   THE HEARING OFFICER:  Is there any other

3 business for the Commission in this subphase of  Phase 1?  That

4 is the cost of  capital subphase.  Anything further?

5   Then, we' l l  be adjourned.  We'l l  reconvene in the

6 revenue requirement phase of Phase 1 on June 30 at 9:00 a.m. 

7 Thank you very much for your part icipation today.

8   MS. RHOADES:  Thank you, everyone, for al lowing

9 me to part icipate telephonical ly.

10   THE HEARING OFFICER:  Thank you. 

11           (Proceedings concluded at 2:32 p.m.)
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