


· · · · · PUBLIC HEARING DOCKET NO. 20-035-04

· · · · · · · · ·STATE CONTRACT #MA2908

· APPLICATION OF ROCKY MOUNTAIN POWER FOR AUTHORITY TO

·INCREASE ITS RETAIL ELECTRIC UTILITY SERVICE RATES IN

·UTAH AND FOR APPROVAL OF ITS PROPOSED ELECTRIC SERVICE

· · · ·SCHEDULES AND ELECTRIC SERVICE REGULATIONS

· · · · · · VIDEO CONFERENCED PUBLIC HEARING

· · · · · · · · Taken on October 29, 2020

· · · · · · · From 9:01 a.m. to 4:30 p.m.

Reported by:· Deirdre Rand, RPR, CSR, CCR



· · · · · · · · · A P P E A R A N C E S

Public Service Commission:

CHAIR THAD LEVAR
COMMISSIONER DAVID CLARK
COMMISSIONER RONALD ALLEN
MELISSA PASCHAL

Rocky Mountain Power:
D. MATTHEW MOSCON
CAMERON L. SABIN
ROBERT SWANSON

Division of Public Utilities:
PATRICIA SCHMID

Office of Consumer Services:
ROBERT MOORE
ALEX WARE

Utah Association of Energy Users:
PHILLIP J. RUSSELL

Walmart:
VICKI M. BALDWIN
STEPHEN W. CHRISS

Kroger:
KURT BOEHM

Stadium:
IRION SANGER

· · · · · · · · · · · · -ooOoo-



· · · · · · · · · · · · I N D E X

WITNESS· · · · · · · · · · · · · · · · · · · · · · ·PAGE

GARY HOOGEVEEN
Direct Examination by Mr. Moscon................... 15

NIKKI KOBLIHA
Direct Examination by Mr. Sabin.................... 27
Cross-Examination by Mr. Moore..................... 35
Redirect Examination by Mr. Sabin.................. 57
ReCross-Examination by Mr. Moore................... 65

ANN BULKLEY
Direct Examination by Mr. Moscon................... 67
Cross-Examination by Ms. Schmid.................... 85
Cross-Examination by Mr. Moore..................... 106
Cross-Examination by Ms. Baldwin................... 145
Redirect Examination by Mr. Moscon................. 151
ReCross-Examination by Mr. Moore................... 156

CASEY JAY COLEMAN
Direct Examination by Ms. Schmid................... 161
Cross-Examination by Mr. Moscon.................... 170
Redirect Examination by Ms. Schmid................. 203

J. RANDALL WOOLRIDGE
Direct Examination by Mr. Moore.................... 209
Cross-Examination by Mr. Sabin..................... 221
Redirect Examination by Mr. Moore.................. 247

· · · · · · · · · · · · -ooOoo-



· · · · · · · · · · ·E X H I B I T S

EXHIBIT· · · ·DESCRIPTION· · · · · · · · · · · · ·PAGE

1 DPU Cross· ·RRA Regulatory Focus Major Rate· · · 105
· · · · · · · Case Decisions --
· · · · · · · January-September 2020

1 OCS Cross· ·Woolridge Surrebuttal for OCS· · · · ·37
· · · · · · · 10-8-2020, page 11

1 OCS Direct· Direct Testimony of J. Randall· · · ·210
· · · · · · · Woolridge with Exhibits JRW 1 to
· · · · · · · 10, and Attachment 1 and
· · · · · · · Workpapers 1 to 3

1 RMP Direct· Gary Hoogeveen Testimony· · · · · · · 18

1 RMP Cross· ·(Coleman) Green Mountain Power· · · ·203
· · · · · · · decision

1 RMP· · · · ·RRA Regulatory Focus "Rankings of· · 155
Redirect· · · 6 states revised as regulatory
· · · · · · · risk for energy utilities
· · · · · · · assessed" dated 3/26/2020

2 OCS Cross· ·RRA - Average Utility Equity· · · · · 43
· · · · · · · Ratio Declines in 2020 amid
· · · · · · · COVID-19 Pandemic

2 OCS· · · · ·Surrebuttal Testimony of· · · · · · ·210
Direct· · · · J. Randall Woolridge

2 RMP· · · · ·Direct testimony of Nikki Kobliha· · ·29
Direct· · · · with attached exhibits NLK-1
· · · · · · · through NLK; Rebuttal testimony
· · · · · · · of Nikki Kobliha with exhibits
· · · · · · · NLK-1R through NLK-2R

2 RMP Cross· ·(Coleman) 2020 Authorized ROEs· · · ·203

2 RMP· · · · ·Federal funds target rate,· · · · · ·155
Redirect· · · upper limit %



2.0 DIR SR· · Prefiled surrebuttal testimony of· · 164
· · · · · · · Casey Jay Coleman with Exhibits
· · · · · · · 2.01 SR through 2.08 SR

2.0 DPU DIR· ·Prefiled direct testimony of· · · · ·164
· · · · · · · Casey Jay Coleman, with Exhibits
· · · · · · · 2.01 DR through 2.08 DR

3 RMP· · · · ·Direct testimony of Ann Bulkley· · · ·69
Direct· · · · with Exhibits AEB-1 through
· · · · · · · AEB-11, Rebuttal testimony of Ann
· · · · · · · Bulkley with Exhibits AEB-1R
· · · · · · · through AEB-11R

3 RMP Cross· ·Woolridge - Gas & Electric Cases· · ·225
· · · · · · · 2012-2020

3 RMP· · · · ·Treasury Bond Yield 30 Years· · · · ·155
Redirect

4 OCS Cross· ·RRA Regulatory Focus, "Water· · · · ·250
· · · · · · · utility ROE average declines
· · · · · · · steeper than electric and gas
· · · · · · · utilities"

4 RMP Cross· ·Delmarva Woolridge Testimony and· · ·241
· · · · · · · Exhibits dated 2/21/2020

5 RMP Cross· ·Woolridge Average Recommended ROE· · 230
· · · · · · · Compared to Commission Authorized
· · · · · · · ROE - 2012-2020

5A OCS· · · · Footnote 17 (partial) of· · · · · · ·144
Cross· · · · ·Woolridge Surrebuttal - McKinsey
· · · · · · · on Finance Issue 35, Spring 2010,
· · · · · · · "Equity analysts: Still too
· · · · · · · bullish"

5B OCS· · · · Footnote 17 (full) of Woolridge· · · 144
Cross· · · · ·Surrebuttal - McKinsey on Finance
· · · · · · · Issue 35, Spring 2010

7 RMP Cross· ·S&P Utilities vs. S&P 500· · · · · · 245

8 RMP Cross· ·Woolridge Recommended ROE as· · · · ·241
· · · · · · · Compared to Federal Funds Rate

· · · · · · · · · · · · -ooOoo-



· · · · · · · · · P R O C E E D I N G S

· · · · · CHAIR LEVAR:· Good morning.· We're here for

public service commission cost of capital hearing in

Docket 20-035-04, Application of Rocky Mountain Power

for Authority to Increase its Retail Electric Utility

Service Rates in Utah and for Approval of its Proposed

Electric Service Schedules and Electric Service

regulations.

· · · · · I'm Thad LeVar.· We also have Commissioner Ron

Allen and Commissioner David Clark.

· · · · · And with that, why don't we move to

appearances.· So for Rocky Mountain Power, if you'd like

to make your appearance.

· · · · · And I'm not hearing you, Mr. Sabin, if you're

speaking.· You're still muted.

· · · · · Okay.· Why don't we -- we'll come back to

Rocky Mountain Power.

· · · · · Would anyone like to make an appearance for

the Division of Public Utilities?

· · · · · MS. SCHMID:· Yes, I would.· I am Patricia E.

Schmid with the Utah Attorney General's Office,

appearing on behalf of the Utah Division of Public

Utilities.

· · · · · CHAIR LEVAR:· Thank you, Ms. Schmid.



· · · · · How about the Office of Consumer Services?

· · · · · MR. MOORE:· Yes.· My name is Robert Moore,

with the AG's office.· I'm representing the Office of

Consumer Services.· Later on today or tomorrow I'll be

joined by Randall Woolridge, the OCS's witness.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moore.

· · · · · Ms. Baldwin?

· · · · · MS. BALDWIN:· Yes, this is Vicki Baldwin,

appearing on behalf of Walmart.· And --

· · · · · CHAIR LEVAR:· We're getting some --

Ms. Baldwin, maybe --

· · · · · MS. BALDWIN:· -- I was just going to say, my

witness, Steve Chriss, will be appearing later today or

tomorrow.

· · · · · CHAIR LEVAR:· Okay.· Thank you, Ms. Baldwin.

We're getting a little feedback.· Maybe if you turn your

volume down a little bit on your speakers, that might

help.

· · · · · Okay.· Thank you.

· · · · · Mr. Sabin?

· · · · · MR. SABIN:· Cameron Sabin and Matt Moscon are

here on behalf of Rocky Mountain Power.· We have with us

all of the company witnesses who will be testifying

today, as well as in-house counsel.

· · · · · CHAIR LEVAR:· Okay.· Thank you, Mr. Sabin.



· · · · · Mr. Russell?

· · · · · MR. RUSSELL:· Phillip Russell appearing on

behalf of the Utah Association of Energy Users.

· · · · · CHAIR LEVAR:· Okay.· Thank you.· Just for

clarification, are you also, in this particular portion

of the hearing, representing the University of Utah and

US Mag?

· · · · · MR. RUSSELL:· Yes, I am.· None of those

parties have any witnesses in this part of the hearing.

But yes, thank you for clarifying.· I do represent the

University of Utah and US Magnesium in these

proceedings.

· · · · · CHAIR LEVAR:· For today you'll be

participating on behalf of UAE, right?

· · · · · MR. RUSSELL:· Yes.

· · · · · CHAIR LEVAR:· Okay.

· · · · · Mr. Sanger?

· · · · · MR. SANGER:· Good morning.· Irion Sanger here

representing Stadium.· My witness, Brian Dickman, is

testifying in the second phase of the proceeding -- or

not the second phase -- in the revenue requirement

portion of the proceeding, so he will not be attending

the cost of capital part of the proceeding this morning.

· · · · · CHAIR LEVAR:· Thank you, Mr. Sanger.

· · · · · Mr. Boehm?



· · · · · MR. BOEHM:· Good morning, your Honor.· Kurt

Boehm appearing on behalf of the Kroger Company.· And we

do not have a witness in this phase of the hearing.

· · · · · CHAIR LEVAR:· Thank you, Mr. Boehm.

· · · · · There's a few other parties who are -- have

intervened but have not filed testimony in this portion

of the docket, and I'm not seeing anyone on the list.

· · · · · If there's anyone else to make an appearance

who I've missed, please let me know.

· · · · · MR. SABIN:· Mr. Chairman, this is Mr. Sabin.

I'm not -- I've obviously made my appearance.· There are

a number of individuals over here, including Matt

Moscon, my partner, who are not -- who are waiting in

the -- they've clicked on the Google Meet link and

they're waiting but are not being allowed in.· I'm not

sure if that's something on our end or your end.· I'm

wondering if somebody who's managing that could check

that.

· · · · · CHAIR LEVAR:· That should be on my end.  I

usually get a notification when there's people waiting

to join, and I am not seeing any notifications of

individuals trying to join.· I usually get a popup that

I just have to admit.

· · · · · MR. SABIN:· We'll try and have them do it

again and see if it pops up.



· · · · · CHAIR LEVAR:· Yeah, we'll wait a few moments.

· · · · · MR. SABIN:· Give us one second.· We'll try

that.

· · · · · CHAIR LEVAR:· We have not encountered that

issue before in any of our other hearings; that's new to

me.· So we may have to take a moment to --

· · · · · MR. SABIN:· Yeah, it's showing on -- it's

showing on their screen -- just spinning, saying,

"Waiting for the" -- "to be admitted."

· · · · · MR. CLARK:· Are we sure they've used the same

link that counsel used?

· · · · · MR. SABIN:· We're going to check the link.

We'll double-check that.· Give us one second.

· · · · · CHAIR LEVAR:· While we're waiting for that,

Ms. Baldwin sent a message to the Public Service

Commission this morning asking about order of witnesses.

· · · · · Ms. Baldwin, do you have a particular time

consideration for your witness?

· · · · · MS. BALDWIN:· No.· We were just wondering

if -- what the order was going to be, and wondering if

it looked like it would be tomorrow or today or later

today.· So, yeah, we were just wondering.

· · · · · CHAIR LEVAR:· Okay.· I don't know how much

clarity I can give you on that.· Typically, the

applicant's witnesses go first, followed by the state



agency witnesses, and then we move to the others.· If

anyone wants to make a motion to deviate -- you know,

that's just the typical practice.

· · · · · In terms of today or this afternoon or

tomorrow, I could -- there's no -- probably more clarity

on that later today, but --

· · · · · MS. BALDWIN:· Okay.

· · · · · CHAIR LEVAR:· -- I don't know that I can give

any additional clarity at this point.

· · · · · MS. BALDWIN:· Thank you very much.

· · · · · CHAIR LEVAR:· I wonder if a five-minute recess

would be appropriate to deal with connection issues.

· · · · · I just added one of your witnesses, Mr. Sabin.

· · · · · MR. SABIN:· Yeah, I think they're adding --

the others are going through the link again.· So maybe

give us just minute.· And we're happy to have a recess

if that makes sense, but the others are joining -- going

back in to the same link to see if they can get back in.

· · · · · CHAIR LEVAR:· Okay.· Why don't we stay on.

Maybe a recess won't be necessary.· We'll just stay on

for another moment or two.

· · · · · So we have Mr. Moscon and Mr. Hoogeveen.· Is

anyone aware of others who are trying to get on?

· · · · · Mr. Sabin, do you have more who are still

trying to get on?



· · · · · MR. SABIN:· I think we're getting there.  I

think that's it for now.· Mr. Hoogeveen is a witness,

and then Mr. Moscon is here.· So I think we're good for

now.· Thank you, Mr. Chairman.

· · · · · THE REPORTER:· Just a moment.· This is the

reporter.· I am noticing that we are getting feedback

when Mr. Sabin is talking.· I don't know if he needs to

reduce the sound of his speakers or something, or if

anyone else has noticed that.

· · · · · CHAIR LEVAR:· Thank you, Ms. Rand.

· · · · · So, again, if you're not participating, please

mute yourself.· There's a few that are not muted right

now.· The feedback could be coming from any one of them.

But yes, generally, turning your volume down helps.· If

it doesn't help, using some kind of earphones can become

necessary if the volume controls don't.

· · · · · And before we go any further, I'll just remind

everyone, since we're on this platform and not in

person, it's a little more important than usual to speak

slowly for the court reporter and to make sure we're not

interrupting each other and speaking over each other.

· · · · · Do we have any other preliminary matters

before we go to Rocky Mountain Power's first witness?

· · · · · MR. SABIN:· We don't have any.

· · · · · CHAIR LEVAR:· Okay.· I'm not hearing anything



from anyone.· So, Mr. Sabin, if you want to move forward

with your witness.

· · · · · MR. SABIN:· Mr. Moscon will go first and

introduce Rocky Mountain Power's first witness.

· · · · · Sorry.· We're having technical difficulties on

this end.· For some reason the computers are

disconnecting.· Let us try it one more time.

· · · · · CHAIR LEVAR:· Okay.· I just readmitted

Mr. Moscon again.

· · · · · MR. SABIN:· There we go.

· · · · · MR. MOSCON:· Okay.· Can you hear me now,

Mr. Chairman?

· · · · · CHAIR LEVAR:· I can see and hear you clearly.

So we're ready for you to move forward with your first

witness if you are.

· · · · · MR. MOSCON:· Mr. Chairman and commissioners --

· · · · · CHAIR LEVAR:· Mr. Moscon, I think you muted

yourself after you started.· We heard you for a moment,

and then we lost you.· So we're not hearing you right

now.· You're indicated as being muted.

· · · · · MR. MOSCON:· Is there feedback if I talk now?

· · · · · CHAIR LEVAR:· I'm not hearing feedback now,

no.· There was some before, but I don't hear anything

now.

· · · · · MR. MOSCON:· Okay.· Can you hear me now?



· · · · · CHAIR LEVAR:· Yes.· Yes.

· · · · · MR. MOSCON:· I'm so sorry about all this.

We're trying to coordinate multiple parties, witnesses,

and attorneys in one room, but without the feedback

loop.

· · · · · So, for today, just to clarify order of

witnesses and what we intend to do today, it is the

power company's understanding that today is the cost of

capital hearing.· We intend on presenting three

witnesses today.· The order that the company will

proceed in is, first, Mr. Gary Hoogeveen.· Next is

Ms. Nikki Kobliha.· Third is Ms. Ann Bulkley.· That is

the order of witnesses that we intend to present today,

if that helps road map for the Commission and the

parties how we intend to proceed.

· · · · · As far as preliminary matters go, I have seen

this morning some parties have been sending around some

cross exhibits, some have not.· I'm wondering, for the

Commission, if there is a particular email address or if

that group email is reaching the commissioners?· If we

need to send some cross exhibit or have a witness look

at something, does the Commission prefer to get those by

email?· To have split screens used and to just view it

live?· How would the Commission have us proceed in that

fashion?



· · · · · CHAIR LEVAR:· If you are able to use the

"share screen" function, that works well on this

platform, but we're always happy if parties email

exhibits to psc@utah.gov.· Then we will distribute them

to all of the attorneys who have made an appearance on

the docket.· So we have that list of attorneys.· But if

you're comfortable using the "share screen" function,

that works well also.

· · · · · MR. MOSCON:· Okay.

· · · · · That was the question I had.· I didn't want to

speak for any of the other parties.· If the Commission

has other matters or if it wants us to proceed, we'll go

at the Commission's direction.

· · · · · CHAIR LEVAR:· Okay.· I think at this point you

can go forward with your first witness, then,

Mr. Moscon.

· · · · · · · · · ·DIRECT EXAMINATION

BY MR. MOSCON:

· · · Q.· Okay.· Again, the company's first witness is

going to be the company president, Mr. Gary Hoogeveen,

who, unlike in a typical case introduces the entire

case, he will today introduce the cost of capital

component for the case.

· · · · · So with that, I will turn and I will ask

Mr. Hoogeveen, Mr. Hoogeveen, would you please, for the



record, state and spell your name?

· · · A.· My name is Gary -- you also have to turn that

down.· I'll turn on my volume.

· · · · · Apologies.· My name is Gary Hoogeveen.

Spelled G-a-r-y, Hoogeveen spelled H-o-o-g-e-v-e-e-n.

· · · Q.· And would you please identify your position

with the company?

· · · A.· President and CEO of Rocky Mountain Power.

· · · · · CHAIR LEVAR:· Mr. Moscon, I'll just briefly

swear in Mr. Hoogeveen.

· · · · · MR. MOSCON:· Great.

· · · · · CHAIR LEVAR:· Mr. Hoogeveen, do you swear to

tell the truth?

· · · · · THE WITNESS:· I do.

· · · · · CHAIR LEVAR:· Okay.· Thank you.· Thanks for

being with us this morning.

· · · · · THE WITNESS:· Good morning, Chairman LeVar,

Commissioner Clark and Commissioner Allen.· I appreciate

the opportunity to address you in this case.

· · · · · Today, I'm here to support the company's

commitment to its customers and communities by providing

further details regarding our request for return

on equity.· I will also introduce the --

· · · · · THE REPORTER:· I'm sorry.· Wait.· This is the

court reporter.· You are coming -- clicking in and out.



I'm losing words.· I don't know what's happening, but I

didn't hear a couple of words in that.

· · · · · THE WITNESS:· Okay.

· · · · · I wonder if we should just take a break and

see if we can --

· · · · · MR. MOSCON:· Can we take that five-minute

recess and try a phone bridge, Mr. Chairman?

· · · · · CHAIR LEVAR:· Thank you.· That's a good idea.

The telephone connection usually solves these problems.

So why don't we recess until 9:20 a.m.

· · · · · MR. MOSCON:· Thank you.

· · · · · THE REPORTER:· Thank you.

· · · (Whereupon a short recess was taken.)

· · · · · CHAIR LEVAR:· Why don't we go on the record

and return to Mr. Moscon and Mr. Hoogeveen to continue

your presentation.· Thank you.

BY MR. MOSCON:

· · · Q.· All right.· So, Mr. Hoogeveen, you introduced

yourself.· You gave us your name.

· · · · · Did you cause testimony to be filed in this

proceeding?

· · · A.· I did.

· · · Q.· And was that direct and rebuttal testimony?

· · · A.· That's correct.

· · · Q.· If I were to ask you the questions that are



set forth in your testimony today, would your answers be

the same as they are on the testimony as you previously

filed it?

· · · A.· It would be the same.

· · · · · MR. MOSCON:· All right.· I would move for the

admission of Mr. Hoogeveen's testimony as Rocky Mountain

Power's first exhibit, together with the one attachment

exhibit to Mr. Hoogeveen's testimony.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moscon.

· · · · · If anyone objects to that motion, please

unmute yourself and indicate your objection.

· · · · · I'm not seeing or hearing any objections, so

the motion is granted.· Thank you.

· · · · · MR. MOSCON:· Thank you.

BY MR. MOSCON:

· · · Q.· Mr. Hoogeveen, have you had an opportunity to

prepare a summary of your testimony?

· · · A.· I have.

· · · Q.· Would you please share that with us?

· · · A.· Good morning, Chairman LeVar, Commissioner

Clark and Commissioner Allen.· I appreciate the

opportunity to address you in this case.

· · · · · Today, I am here to support the company's

commitment to its customers and communities by providing

further details regarding our request for return.



· · · · · I will also introduce the company's other

witnesses in this cost of capital phase proceeding.

· · · · · THE REPORTER:· I'm sorry, it's still -- I'm

still having words missing.· I don't know if it's your

microphone...

· · · · · MR. CLARK:· Yeah, I can confirm I'm having the

same issue.· It's like words are dropping out.

· · · · · MR. MOSCON:· I've got my last suggestion, and

that is, Mr. Hoogeveen, since I've done my part, let's

play musical chairs and -- it must be a speaker thing on

your computer.· Let's just have you come speak from this

computer, and I'll move out of the way.

· · · · · MR. CLARK:· Because Mr. Moscon, you're

extremely clear.

· · · · · MR. MOSCON:· All right.· Thanks again,

everyone, for allowing us to work through this.· So I'm

just going to let Mr. Hoogeveen do his summary from

there.

· · · · · THE WITNESS:· Apologies.· Should I start over?

Okay.

· · · · · CHAIR LEVAR:· Yeah, why don't you do that.

· · · · · Thank you for your patience and flexibility,

to everyone.· None of this is anyone's fault.· So we'll

keep participating, and we'll keep moving forward.

· · · · · Go ahead.



· · · · · THE WITNESS:· Thank you, Chairman.

· · · · · Good morning, Chairman LeVar, Commissioner

Clark, and Commissioner Allen.· I appreciate the

opportunity to address you in this case.

· · · · · I'm going to pause.· Is this okay?· Are we

okay?

· · · · · THE REPORTER:· Yes, that's great.· Thank you.

· · · · · THE WITNESS:· Okay.

· · · · · Today, I'm here to support the company's

commitment to its customers and communities by providing

further details regarding our requested return on

equity.· I will also introduce the company's other

witnesses in this cost of capital phase of this

proceeding.

· · · · · Rocky Mountain Power has had the privilege of

providing safe, reliable, and affordable electric

service to customers in Utah for over a century.· We

continually strive to remain one of the lowest cost

utilities in the country, and remain actively engaged in

finding ways to leverage our vast integrated system for

the benefit of customers.

· · · · · Since the company's last rate case six years

ago, we have undertaken several major capital projects,

including new wind resources, repowering our existing

wind resources, and adding new transmission and



distribution projects.

· · · · · In this proceeding, the company is seeking

approval of new rates that will allow us to recover our

prudently incurred investments since the last rate case,

and enable us to move forward to continue meeting the

company's desire of providing energy solutions for

customers.

· · · · · However, the company recognizes that the

backdrop of our rate case is the COVID-19 pandemic,

which is not only impacting the health and safety of our

customers, but also impacting the economies of the

communities we serve.

· · · · · To that end, the company has made a number of

proposals that mitigate the impacts of the company's

requested rate increase, most of which will be further

explained by Joelle Steward in the hearings next week,

but I will address the company's updated requested

return on equity, or ROE, here.

· · · · · Before I talk about the ROE, it is first

important to address the health and economic impacts of

the COVID-19 pandemic on our Utah customers and

communities.

· · · · · The company stands with its customers and

communities to face the challenges presented by the

pandemic, and is supporting them in many ways.· The



company is working to keep the lights on, which is

important now more than ever, to support families that

stay and work from home during the pandemic, and to

provide electricity to essential services such as

hospitals.

· · · · · Also, the company suspended residential

disconnections for nonpayments beginning in March, and

began to resume normal billing practices in late June,

with a provision of flexible payment plans, and waived

late fees to help customers through these challenging

times.

· · · · · Finally, through the Rocky Mountain Power

Foundation, which is funded with shareholder funds, the

company has contributed over $200,000 to local food

banks and other critical organizations in Utah,

specifically for COVID-19 community support.

· · · · · The company has been monitoring the impacts of

COVID-19 on the economy since it filed its direct case,

and as a result, in rebuttal, the company updated its

ROE request, decreasing it from 10.2 percent to

9.8 percent, which is the current authorized ROE.

· · · · · While the company continues to believe the

10.2 percent ROE proposed in its direct case fairly

reflects the company's risks, we recognize that, in

light of current circumstances, it is reasonable to make



no change to the ROE of 9.8 percent.

· · · · · A reasonable ROE, such as 9.8 percent, and a

strong equity position sends an important signal to the

capital markets and ratings agencies as the company

invests in the system.· An unreasonably low ROE and

capital structure, as proposed by certain parties in

this proceeding, has the potential to make the company's

investments in cost-effective and necessary generation,

transmission, and distribution investments more costly

for customers.

· · · · · Further, the company has made a concerted

effort to proactively and aggressively control the costs

that it can, which is demonstrated by the fact that the

company last filed a general rate case in Utah in 2014.

· · · · · During this stay-out period, the company

continued to invest in its power system, transform its

generation resource portfolio, pioneer new energy market

that saves customers money and reduces emissions, and

adhere to its core mission of providing safe, reliable,

and affordable service to customers.

· · · · · In fact, the company's cost control measures

have not impacted reliability, as evidenced by the key

reliability indices trending downwards, or favorable,

since 2013.· Allowing the company to maintain its

currently authorized ROE will provide it the opportunity



to continue this trend to stay out of rate cases and

allow it to make necessary investments.

· · · · · In summary, the company recommends that the

Commission approve the company's requested ROE and

capital structure as set forth in rebuttal testimony.

· · · · · The company's cost of capital request is

supported by two other witnesses.· Ms. Kobliha,

PacifiCorp's vice-president, chief financial officer,

and treasurer, provides the company's overall cost of

capital recommendation, including a capital structure to

maximize value and minimize risk.· Ms. Kobliha will also

testify on the company's implementation of the Tax Cuts

and Jobs Act and pension costs in the revenue

requirement hearing next week in this proceeding.

· · · · · Ms. Bulkley, senior vice president of

Concentric Energy Advisors, provides a comparison of the

company's business and financial risk compared to peer

utilities, recommends a cost of equity, and provides

supporting analyses.

· · · · · Again, I appreciate the opportunity to appear

before you this morning.· As supported by all the

company witnesses, the company's request in this case,

as reflected in its rebuttal testimony, are reasonable

and consistent with the company's core mission of

providing safe, reliable, and affordable service for our



nearly 950,000 customers in Utah, and therefore, I

request that the Commission approve our proposed new

rates and programs in this proceeding.

· · · · · Thank you.· That concludes my summary.

· · · · · MR. MOSCON:· Thank you, Mr. Hoogeveen.

· · · · · Mr. Chairman and commissioners, Mr. Hoogeveen

is available for any questions or cross-examination.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moscon and

Mr. Hoogeveen.· I'll go to Ms. Schmid first.

· · · · · Ms. Schmid, do you have any questions for

Mr. Hoogeveen from the Division of Public Utilities?

· · · · · MS. SCHMID:· The Division has no questions.

Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Mr. Moore, do you have any questions for

Mr. Hoogeveen from the Office of Consumer Services?

· · · · · MR. MOORE:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you, Mr. Moore.

· · · · · Ms. Baldwin, do you have any questions for

this witness?

· · · · · MS. BALDWIN:· No questions from Walmart.

Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Russell?

· · · · · MR. RUSSELL:· No questions.· Thank you.



· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Sanger?

· · · · · MR. SANGER:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Mr. Boehm?

· · · · · MR. BOEHM:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Commissioner Clark, do you have any questions

for Mr. Hoogeveen?

· · · · · MR. CLARK:· I have no questions.· Thank you,

Mr. Hoogeveen.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Commissioner Allen, do you have any questions

for Mr. Hoogeveen?

· · · · · MR. ALLEN:· Thank you.· I have no questions.

· · · · · CHAIR LEVAR:· Well, thank you.· I don't

either.· So thank you for your testimony this morning,

and thank you for your flexibility on trying to find the

technological solutions.

· · · · · And we'll go back to Mr. Moscon or Mr. Sabin

for your next witness.

· · · · · MR. MOSCON:· Thank you, Chairman.

· · · · · MR. SABIN:· Okay.· Can you hear me okay,

hopefully?

· · · · · CHAIR LEVAR:· Yes.· There's a little

background noise, but I think it may have been while you



were moving.

· · · · · MR. SABIN:· Let's try that again.

· · · · · Does that sound okay?

· · · · · CHAIR LEVAR:· I'd say it's pretty good.

There's still some background noise somewhere, but --

and I'm hearing myself in the background.

· · · · · MR. SABIN:· Okay.· Well -- all right.· I'm

going to slide into Mr. Moscon's chair.· Maybe that will

solve the problem.

· · · · · All right --

· · · · · THE REPORTER:· You probably need to mute the

other one.

· · · · · Great.

· · · · · MR. SABIN:· Okay.· Is that working?· Yes.

Okay.

· · · · · CHAIR LEVAR:· At this moment, we can see and

hear you clearly.

· · · · · MR. SABIN:· Okay.· This is so much fun.

· · · · · All right.· Mr. Chairman, our next witness for

the company is Nikki Kobliha.

· · · · · · · · · ·DIRECT EXAMINATION

BY MR. SABIN:

· · · Q.· Ms. Kobliha, would you please state your full

name for the record?

· · · A.· Nikki Kobliha.



· · · Q.· And what is your --

· · · A.· I can spell it if you want.

· · · Q.· Yeah, would you please spell it for the court

reporter?· Thanks.

· · · A.· N-i-k-k-i.· Last name, K-o-b-l-i-h-a.

· · · Q.· Okay.· Thank you.

· · · · · Would you please state your title with the

company, and just give a brief description of your

duties?

· · · · · CHAIR LEVAR:· Mr. Sabin --

· · · · · THE WITNESS:· I'm the chief financial --

· · · · · CHAIR LEVAR:· I'm sorry, Ms. Kobliha.· How

about if I swear you in quickly?

· · · · · MR. SABIN:· Oh.· All right.· Yes.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Ms. Kobliha, do you swear to tell the truth?

· · · · · THE WITNESS:· Yes, I do.

· · · · · CHAIR LEVAR:· Okay, thank you for -- sorry for

the interruption.

· · · · · MR. SABIN:· No, no, no.· That was my fault.

BY MR. SABIN:

· · · Q.· Ms. Kobliha, would you please state your title

and give a brief description of your duties?

· · · A.· I am chief financial officer for PacifiCorp,

and I deal with all aspects of the finances of the



company.

· · · Q.· Ms. Kobliha, Have you submitted both direct

and rebuttal testimony in this proceeding?

· · · A.· Yes, I have.

· · · Q.· And I have that as you submitting direct

testimony with attached exhibits NLK-1 through NLK-6,

and then rebuttal testimony with exhibits NLK-1R through

NLK-2R.· Is that correct?

· · · A.· Yes.

· · · Q.· Do you have any corrections to any of that

testimony you've submitted?

· · · A.· No, I do not.

· · · Q.· And if you were asked the same questions set

forth in that testimony, would you respond in the same

way today?

· · · A.· Yes, I would.

· · · · · MR. SABIN:· Okay.· Mr. Chairman, I move for

the admission of Ms. Kobliha's direct and rebuttal

testimony, with the exhibits I referenced.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · If anyone objects to this motion, please

unmute yourself and indicate your objection.

· · · · · I am not seeing or hearing any objections, so

the motion is granted.· Thank you.

· · · · · MR. SABIN:· Thank you.



BY MR. SABIN:

· · · Q.· Ms. Kobliha, have you prepared a summary of

your testimony for today's hearing?

· · · A.· Yes, I have.

· · · Q.· Would you please go ahead and share that now?

· · · A.· Yes.· Thank you.

· · · · · Good morning, Commissioners.· Thank you for

the opportunity to be here today to provide a summary of

my direct and rebuttal testimony related to the cost of

capital position of this case.

· · · · · I will also be here during the revenue

requirement phase to discuss pension issues, so will not

be addressing those items today.

· · · · · My testimony discusses the cost of debt, cost

of preferred stock, the company's proposed capital

structure, and the overall cost of capital.

· · · · · Ms. Bulkley is testifying on the cost of

equity, and I used her recommendation in determining the

company's overall cost of capital at 7.48 percent.

· · · · · As I discuss in my direct and rebuttal

testimony, I calculated the cost of debt using the

methodology relied on in the company's previous Utah

rate cases, which calculates a bond yield to maturity on

all currently held debt, and any debt forecast to be

issued during the test period, and removes the impact of



any debt schedules to mature.

· · · · · The cost of debt also looks at the cost

associated with the company's variable-rate long-term

debt, which were updated in my rebuttal testimony

refecting the recent decline in rates.· There is no

disagreement among parties about the company's cost of

debt or cost of preferred stock.

· · · · · As it relates to the capital structure, the

company generally finances its regulated utility

operations using a mix of debt and equity of around 48

and 52 percent, respectively.· However, during periods

of significant capital expenditure, as expected now

through at least 2023, the company will need to maintain

an average common equity level in excess of 52 percent.

· · · · · In this rate case, I am recommending an equity

level of 53.67 percent, which I expect will enable the

company to maintain its current credit rating.· A solid

credit rating directly benefits customers by reducing

the immediate and future borrowing costs relating to the

financing needed to support continued investment and

infrastructure that provides safe and reliable service.

· · · · · Lower rating equates to higher risk and a

higher cost of debt.· My direct testimony provides

examples of lower-rated entities who had challenges

accessing the debt capital markets during the Great



Recession, and how those who could access the market

paid higher rates for their borrowing than the company

did at the same time.

· · · · · The calculation of the 53.67 percent common

equity is based on a five-quarter average of the capital

balances through December 31, 2021, the end of a test

period in this case.· This method has been accepted by

the Commission in the last several rate cases.

· · · · · I believe the averaging of quarter-end

balances smoothes volatility in the capital structure,

which will fluctuate as the company issues debt or pays

dividends.· The average provides the best view of the

company's capital structure over time.

· · · · · Office of Consumer Services' witness,

Dr. Woolridge, is the only party who opposes the

company's proposed capital structure, and instead

recommends a hypothetical capital structure with an

equity component of 50 percent.· I disagree with this

recommendation for several reasons.

· · · · · First, a 50 percent hypothetical capital

structure is contrary to the five-quarter average

balanced approach that has been utilized in the

company's past rate cases.

· · · · · Second, it does not consider the company's

significant capital expenditure cycle, which will



continue at least through 2023, and require thicker

equity levels in order to maintain strong credit ratings

and have consistent access to capital markets at a

reasonable cost.· As explained in detail in my rebuttal

testimony, weakened credit metrics and increased risk of

credit downgrade will occur if the company is financed

with 50 percent equity.

· · · · · Third, it does not consider the impact that

the Tax Cuts and Jobs Act has on the company's credit

measure, which have not been fully realized and are

being considered as part of this case.

· · · · · Fourth, it is not comparable to the capital

structures of the utility operating company proxy group

presented in Exhibit RMP AEB-11 prepared by Ms. Bulkley,

the mean of which is 52.73 percent, a level comparable

to the company's proposed 53.67 percent.

· · · · · Dr. Woolridge instead suggests the capital

structure of the holding companies included in the proxy

group are a better comparison, to which I disagree,

given holding companies often have nonutility

investments that influence their financing practices and

objectives.

· · · · · Fifth, the 50 percent hypothetical level

contemplates short-term debt, which the company believes

is inappropriate, as it double counts short-term debt as



financing both rate base and construction work in

progress.· Short-term debt is not a permanent source of

financing in the company's rate base, and instead the

company seeks to match the funding source duration with

the long-life nature of its assets.

· · · · · Finally, the 50 percent hypothetical equity

level assumes some amount of debt held at PacifiCorp's

parent company, Birkshire Hathaway Energy, is used to

finance the equity in PacifiCorp.· PacifiCorp finances

its own operations through issuance of long-term debts

and cash from operations, not through regular equity

contributions from its parent company.

· · · · · For those reasons, I disagree with the use of

a 50 percent hypothetical capital structure.

· · · · · In conclusion, I recommend a cost of debt of

4.79 percent, a cost of preferred stock of 6.75 percent,

and an equity component of a capital structure at 53.67

percent, all, when combined with Ms. Bulkley's cost of

equity, results in an overall cost of capital of

7.48 percent.

· · · · · That concludes my summary.

· · · · · MR. SABIN:· Thank you very much, Ms. Kobliha.

· · · · · Mr. Chairman, Ms. Kobliha is now available for

questions or cross-examination.

· · · · · CHAIR LEVAR:· Thank you, Mr. Sabin.



· · · · · Ms. Schmid, do you have any questions for

Ms. Kobliha?

· · · · · MS. SCHMID:· The Division has no questions for

Ms. Kobliha.· Thank you.

· · · · · CHAIR LEVAR:· Ms. Schmid.

· · · · · Mr. Moore?

· · · · · MR. MOORE:· Yes, I have some questions.

· · · · · · · · · · CROSS-EXAMINATION

BY MR. MOORE:

· · · Q.· First, Ms. Kobliha, do you have the copy of

the exhibits that the OCS sent out this morning?

· · · A.· I believe I do.· I have a stack over here that

someone handed to me.

· · · Q.· All right.· Thank you.

· · · · · Isn't it true that since your direct testimony

in April of 2020, PacifiCorp has issued approximately

$1 billion worth of long-term bonds?

· · · A.· The company issued that in April.

· · · Q.· Sorry.

· · · · · Does the company -- does this affect the

company's actual capital structure?

· · · A.· Yes, it does.

· · · Q.· It's true that the credit rating considers the

actual capital structure in granting credit ratings;

that's consistent with your testimony, correct?



· · · A.· Yeah, the rating agencies will look at our

published financial statements, look at actual data or

whatever the latest information is that's available,

when they issue their rating in order to do their

calculation of their metrics and determine our rating.

· · · Q.· What is the actual capital structure at the

time of this hearing?

· · · A.· The percentage, I believe, is somewhere in the

51 percent.· I think the point, though, with this rate

case is we actually are forecasting through a 2021 time

period, and the 2021 time period has us going up to that

53 percent in order to maintain our credit metrics.· And

I have some good data in my rebuttal testimony that

talks about the impacts of a lower threshold that we can

go to, and it gets into some confidential issues if we

need to go there.

· · · Q.· Just asking what your capital structure is

today.

· · · · · Is it true that the timing of the issue of the

$1 billion worth of bonds was influenced, to some

degree, by the low interest rate environment existing at

the present time?

· · · A.· The timing of it actually was influenced by

what was happening with the pandemic.· You know, low

rates, of course, are something that we're always



looking for.· But, you know, with the concern -- if you

recall, back in that March time period, you know, the

volatile market, and not all parties being able to issue

debt, we opted to go to the market and issue the billion

dollars, which we are needing as we look at the capital

spend that we have for our significant wind investments

here for the course of this year.

· · · · · So the timing -- I think the bigger issue

really was around the concern of liquidity for the

company.

· · · Q.· In preparing for your testimony, have you

reviewed the surrebuttal testimony of Professor

Woolridge, who is testifying for the OSC in this matter?

· · · A.· Yes.

· · · Q.· I'm going to direct your attention to OCS

Cross Exhibit 1, which is a copy of page 11 of Professor

Woolridge's surrebuttal testimony.

· · · · · CHAIR LEVAR:· Okay.· Why don't we --

· · · · · THE WITNESS:· I have that.

· · · · · CHAIR LEVAR:· Why don't we take just a moment

so we can all have that in front of us.

· · · · · Let me ask if anyone needs more time before we

go forward.

· · · · · Okay, go ahead, Mr. Moore.

BY MR. MOORE:



· · · Q.· Figure 2 shows the amount of capital raised in

debt and equity in capital markets from 2016 to 2020.

· · · · · Looking at this -- looking at the graphs,

isn't it true that the utility industry in general has

increased their debt ratio -- or their -- maybe not the

debt ratio, but the amount of debt that they are

procuring?

· · · A.· Yeah, I would agree with that qualification

that, you know, this doesn't tell us what the debt ratio

is, because, of course, some of those issuance could be

associated with maturities, which would have a zero

impact to the ratio.

· · · · · But yes, I think all companies, not just

utilities, is true, trying to have the most

cost-effective debt that they have available, and with

rates low, you know, we are trying to keep costs low and

issue debt when it's necessary and when it will keep us

in a good place for our ratings.

· · · Q.· This actually -- this should actually show a

downward pressure on the equity portion of the capital

securities and utilities nationwide, shouldn't it?

· · · A.· I guess I don't agree with that, because the

point that we have in terms of what I'm doing to balance

my capital structure is relevant to what that could do

to my credit rating.



· · · · · So as a company, I wouldn't necessarily go out

and increase our leverage if that was going to put

significant pressure on my credit ratings, which I said

I -- you know, I have some of that in my rebuttal

testimony -- which would result in a downgrade.· That

downgrade would ultimately cause higher costs for the

customers.

· · · Q.· Yes, but the utility market as a whole, the

graph indicates that they are purchasing more debt.· So

as a utility market as a whole, would -- it would affect

the downward pressure on the equity portion of their

portfolio.· Isn't that just almost axiomatic from the

graph?

· · · A.· I don't agree with that, just because of --

new issuances aren't necessarily an increase to the

outstanding debt.· You know, in our case, we're looking,

of course, at maturities.· So a maturity will have the

opposite effect of that new issuance.

· · · · · So I'm not willing to just say, yes, that

means overall the leverage of utility companies is

increasing.

· · · Q.· Okay.

· · · · · On page 16 of Dr. Woolridge's testimony citing

Global Market Intelligence, he reports that the average

common-equity ratio of electric utilities in 2019 was



51.15 percent, which is lower than the 53.6 percent that

PacifiCorp is requesting.· Isn't that true?

· · · A.· I don't have that particular page here in

front of me, but if that's what it says, then that's

what his view was.

· · · · · I think I've talked about the use of operating

utility versus the holding company.· So I don't know if

you're referencing the holding company, but my position

has been Ms. Bulkley's exhibit, which talks about the

average equity component for the utility operating

companies, which is the mean of the 52.73 percent.

· · · Q.· I think you made a mistake there.· You stated

that the proxy companies were the holding -- were the

operating companies, when in fact, the proxy companies

are the holding companies.

· · · A.· Yeah, my reference to Ms. Bulkley's exhibit is

she actually presents the utility companies in her

chart, Exhibit AEB-11, and the equity component of the

operating companies, which the mean is the 52.73

percent.· And Dr. Woolridge, I believe, went at the

equity at the holding company level.

· · · Q.· And the holding company level are the proxy

companies, because in order to run the models, you need

financial information, and there are no financial

information about the electric -- you need market



information -- there's no market information about the

operating companies, which are not sold in the market.

Isn't that correct?

· · · A.· Ms. Bulkley can provide the detail of the

gathering of that entire exhibit, but my understanding

is she does make adjustments to get us to the operating

holding company level.· But I would defer that question

to her.· The schedule that I look at, though, does show

the equity level of the operating companies, which the

mean is the 52.73 percent.

· · · Q.· And there's a -- there's a low mean in the

holding companies, which is the proxy group; isn't that

true?

· · · A.· The exhibit shows the low, the high, and the

mean.· I believe the high is in the 60 percent.· I'd

have to look that up here.· I have it in my testimony.

· · · Q.· The mean is lower that the 53 percent of --

that you're requesting; isn't that correct?

· · · A.· I would say the mean is comparable to our

53.67 percent that we are requesting.

· · · Q.· Are you referring to the holding -- you're

referring to the operating companies not the holding

companies?

· · · A.· The operating companies, yes.

· · · Q.· All right.



· · · · · Can I direct your attention to Cross

Exhibit 2, which is a copy of the S&P Global Market

Intelligence dated October 19, 2020, entitled Average

Utility Equity Ratio Declines in 2020 Amid COVID

Pandemic?

· · · · · There's a table on the first page.· What does

that table indicate the electricity average equity ratio

is of June 30, 2020?

· · · · · MR. MOORE:· Do we want to wait for a minute,

Commissioner, for everyone to get hold of the exhibit?

· · · · · CHAIR LEVAR:· Thank you, Mr. Moore.

· · · · · Does anyone need a moment before he moves

forward?

· · · · · MR. SABIN:· I do, Mr. Chairman.· Give me one

second.· I'm just trying to open up his exhibit.

· · · · · THE REPORTER:· I'm sorry.· This is the

reporter.· For clarification, was that Mr. Moscon or

Mr. Sabin?

· · · · · CHAIR LEVAR:· It says on the screen it was

Mr. Moscon, but that was Mr. Sabin's voice.

· · · · · THE REPORTER:· Thank you.

· · · · · MR. SABIN:· Yeah, it was Mr. Sabin.· Thank you

for asking.

· · · · · Okay, go ahead.

BY MR. MOORE:



· · · Q.· Again, on that table on page No. 1, it has the

electric company's equity ratio at 42.5 percent.· Do you

see that?

· · · A.· Yes, I do.

· · · Q.· I'm going to ask you a hypothetical

question -- oh, hold on.

· · · · · I would move to admit the article OCS Cross

Exhibit No. 2.

· · · · · CHAIR LEVAR:· If anyone objects to that

motion, please unmute yourself and indicate your

objection.

· · · · · I'm not seeing or hearing any objection, so

the motion is granted.

BY MR. MOORE:

· · · Q.· Ms. Kobliha, I'm going to ask you a

hypothetical question.· It should be easily answered.

· · · · · Assume a hypothetical commission that has a

predisposition to set capital structure and ROE at the

industry average.· Also assume as a hypothetical an

industry average capital structure of 50 percent equity

and an average ROE of 9.5 percent.

· · · · · Are you with me?

· · · A.· Sure.

· · · Q.· Under this hypothetical, utility requests and

equity percentage is higher than the industry average.



If the commission agrees to grant them a higher than 50

percent equity capital structure on the condition that

the higher capital structure does not increase the

revenue climate, the utility would have to accept a

lower ROE below 9.5.· Isn't that correct?

· · · A.· The -- I guess your question appears to be

asking the balance of the ROE associated with your level

of equity or debt in the capital structure, and as a

company leverages their position, taking on more debt,

then their return should increase.

· · · · · So I'm unclear what you're asking me to say,

because, of course, there's lots of other factors to

consider, just dynamics that don't necessarily make the

hypothetical a straightforward issue.

· · · Q.· Well, all things being equal, wouldn't you say

that to keep a hypothetical revenue requirement common

when the cost of -- when the equity percentage increase,

the ROE has to decrease?· That's how mathematically they

work so you can keep the revenue requirement constant;

isn't that correct?

· · · A.· You cut out a little bit there.· I'm sorry.

· · · Q.· I'm sorry.· Let me try again.

· · · · · Can you hear me now?

· · · A.· Yes.

· · · Q.· Okay.



· · · · · To keep the revenue requirement constant, if a

utility wants a higher-than-average capital structure,

more equity, they'd have to set a lower-than-average

ROE.· If it's at .5, then it would have to be below 0.5.

Isn't that true?

· · · A.· I would say in this case, when Ms. Bulkley

established the ROE for the company, she considered our

53.67 percent along with the mean that we have for the

operating companies of the proxy group.· So all those

dynamics have been considered in the establishment of

both those numbers in the case of the company.

· · · Q.· Well, I'm asking a very simple question.· And

I think the Commission is aware of this, I think

everybody is aware of this.· There's a relationship

between the ROE, the revenue requirement, and the

capital structure, such that if the capital structure

goes up and the revenue requirement stays the same, the

ROE has to go down.

· · · · · Wouldn't you believe that that is generally a

correct statement?

· · · A.· The company and Ms. Bulkley considered all of

that when establishing the 53.67 and then her,

ultimately, 10.2, which has been changed to the 9.8 out

of, you know, consideration to keep it flat from what

we're currently in rates today.



· · · Q.· You're not answering my question.· It's a

hypothetical question.· I'm going to ask it one more

time.

· · · · · To keep a revenue requirement equal, and you

have a higher-than-average equity ratio, the ROE would

have to go down.

· · · · · Do you understand that question?

· · · A.· I understand the math behind your question --

· · · Q.· Okay.

· · · A.· -- and I'm saying that the company has

considered all of those factors when establishing its

revenue requirement at the 53.67 and the 9.8/10.2 that

was originally submitted in our case.

· · · Q.· You're not going to answer my question, then?

· · · A.· I guess I'm providing the position that the

company has considered all of those components when

establishing this capital structure and, ultimately,

cost of capital.

· · · Q.· I don't want to ask you what the company

considered.· I'm asking you a hypothetical about the

mathematical relationship with the -- cost of -- the

rate of equity, the cost of ROE, and the revenue

requirement.

· · · · · I'm not going to keep going onto this.· You're

just not going to answer the question, are you?



· · · A.· I believe I've answered the question, yes.

· · · Q.· All right.· Let's move on.

· · · · · CHAIR LEVAR:· I'm going to interject,

Mr. Moore.· I think her answer of, "I understand the

math," was pretty close to an affirmative answer to your

hypothetical.

· · · · · MR. MOORE:· All right.· Thank you very much,

Commissioner.

BY MR. MOORE:

· · · Q.· Thank you, Ms. Kobliha.

· · · · · Ms. Kobliha, I want to turn your attention --

testimony on the pension and relating costs, but I don't

want to discuss the portion of your testimony -- I only

want to discuss the portion of your testimony that

overlaps the capital structure, and that is the interest

rates you use and the return on the stock in the pension

portfolio.· The remainder of your testimony will wait

until the revenue requirement.

· · · · · Not getting into how or why, but isn't it true

that the interest rate and projected interest rates are

important components of your analysis related to the

pension?

· · · A.· In terms of the return in our plan?· Is that

your question?

· · · Q.· Yes.



· · · A.· Yeah, we, the company, does an assessment

based on the investments that it has made in the trust

that we have established for our pension, and estimates

using -- you know, with feedback from our consultants,

what we believe the long-term rate of return will be on

the pension plan.

· · · Q.· Right.

· · · · · And you also project interest rates that will

exist in 2021; isn't that correct?

· · · A.· Our interest rate that we established for the

pension has more of a long-term view; it's not

indicative of next year or the year after.· If you look

at our history, there's years, of course, where the

markets returned 20 percent, when we had projected seven

percent, or where it's returned negative 20 percent and

we've projected the same thing.

· · · · · So it's not really a projecting next year,

it's more of a long-term position.

· · · Q.· And you projected low interest rates; isn't

that correct?

· · · A.· Low interest rates -- again, we looked at the

mix of our investments that we have in the trust, and

said, here is what we think our -- the return will be,

the fund manager alpha that we'll achieve in order to

come up with the return for those assets.



· · · · · I don't know if I would say it was declining.

It was using that mix of data, and investments, and

market information at the time, under advice from our

consultants.

· · · Q.· Isn't it -- did you base your conclusion about

the interest rates at the time the rates will be in

effect, which will be the 2021 test year?

· · · A.· So are we talking still about the pension

plan?

· · · Q.· We're talking about the pension plan.· I'll

talk about your return on investments later.· But I want

to talk about your interest rates.

· · · · · You used an interest rate for the discounted

rate; isn't that true?

· · · A.· For our pension plan, the expected return on

assets --

· · · Q.· No --

· · · A.· -- we used that long-term --

· · · Q.· -- to determine if you're going to have a

pension loss.

· · · A.· Yeah, so if we're talking about settlement

loss --

· · · Q.· Settlement loss.· Thank you.

· · · A.· -- which -- yeah -- which is sort of the other

piece of the testimony, then yeah, there's several



factors that we did, and we actually have a discount

rate -- as you noted, there's a table in my testimony

that shows the 2021 discount rate, and we actually held

it flat.

· · · Q.· That's correct.

· · · A.· So the discount rate assumption was three a

quarter for the year-end measurement that we received

last year, and we forecasted it would stay at three and

a quarter, just because we didn't know what was going to

happen.

· · · Q.· Okay.· So you used the interest rate

environment as it exists today?

· · · A.· Yeah, we held it flat.· Correct.

· · · Q.· Okay.

· · · · · Now we'll go into the -- what is the long-term

projected growth of the assets in your professional

portfolio?· Do you know?

· · · A.· In the pension -- I don't have it off the top

of my head.· I believe it's six and a half or six and

three-quarters, but I -- that would be subject to check.

I would want to refresh.· I didn't come prepped to give

all the details on pension today.· Apologies.

· · · Q.· Okay.· Let me direct you to Cross Exhibit OCS

No. 10.

· · · A.· Okay.· I'm there.



· · · Q.· All right.

· · · · · MR. MOORE:· Does everybody else need more

time?

· · · · · CHAIR LEVAR:· I'm not hearing anyone else need

any more time, so go ahead, Mr. Moore.

BY MR. MOORE:

· · · Q.· This is a response to information that must be

filed with a rate case pursuant to Rule 746-700-20.

· · · · · On the second page of the exhibit it shows

expected long-term growth rate at seven percent; isn't

that right?

· · · A.· You said on the first page that it shows the

2018 and 2019 expected long-term rate of return -- those

are both seven percent?

· · · Q.· Yes.

· · · A.· Is that your question?

· · · · · Correct.

· · · Q.· All right.

· · · · · Seven percent growth rate is significantly

lower than a 12.12 percent long-term growth rate; isn't

that true?

· · · A.· A 12.12 percent expected long-term rate of

return?

· · · Q.· Yeah.· That's much higher than a seven

percent.



· · · A.· Yes, six and seven is lower than 12.

· · · Q.· Okay.

· · · A.· I agree with that math.

· · · Q.· Thank you.

· · · · · Isn't it true, Ms. Kobliha, that a central

point of your capital structure testimony is that

PacifiCorp needs a high equity ratio, 53.6 percent, in

order to maintain the company's high credit rating of A

according to S&P, and A3 according to Moody's?· Did I

get those numbers correct?

· · · A.· Yes, those are the Moody's and S&P ratings.

· · · Q.· Now, it's also true that the rating agents

look at a host of factors in addition to capital

structure in making the determination regarding credit

ratings?

· · · A.· I have a paragraph in my testimony that

discusses the key indicators that Moody's and S&P look

to of which the cash flow -- you have CFOs, FFO to debt,

I can define all that ratio.· You know, in excess of 20

percent is one of the key measures that they look to,

along with things such as, you know, regulatory support

and continuing to finance the company at the level that

currently exists.

· · · · · So I do have all that in the testimony, if you

want to look to it.



· · · Q.· That's right.

· · · · · The credit agency, as you say, consider the

regulatory environment in making their determinations,

correct?· I believe you just said that.

· · · A.· Yep.· There's a paragraph in there that says

that it considers regulatory support.

· · · Q.· Isn't it true that credit agencies consider

current planned capital expenditures in making the

determination of a credit rating?

· · · A.· The typical look is they're looking at our

actual position at a point in time.· So the -- I'll use

Moody's.· And I'm only talking of Moody's, because

Moody's is the lower rated of our two entities.· So I'd

like to stick to that -- or the lower ratings.· So I'll

stick to that.

· · · · · But yeah, they consider our financials at a

point in time, and then they're looking at what does our

projection look like for capital expenditure, which we

disclosed in our 10-K, with -- the primary factor there

is them calculating our CFO-to-debt ratio, and as long

as it's on, you know, a -- for a period of time, in

excess of the amount that they see, which that -- we

didn't call confidential, 20 percent, then that is a key

driver for them to not downgrade the company.

· · · Q.· Isn't it true that at present -- isn't it true



that at present, your credit agencies consider the

regulatory environment in Utah, PacifiCorp's current

planned capital expenditure, and the current equity

ratio at 51.79 percent, and has given PacifiCorp

superior credit ratings for the past three years?

· · · A.· The issue there is the past versus the future.

So if you look on my rebuttal testimony, page 7, I do

some calculations that show if we use our 51.76

percent -- or it actually is calc'd on a 51.6 percent

equity level -- that are -- the FFO-to-debt, which is

the important metric, will decline below the threshold

that Moody's has indicated.· Again, we start to get a

little bit into some confidential items.

· · · · · So in order for --

· · · Q.· I don't want you to say any confidential

stuff.

· · · A.· Yeah, I'm trying not to.

· · · · · So in order to, you know, negate that impact,

then, you know, an improvement or a favorable regulatory

support, which would support a return on equity and

funding of a company operation on a reasonable basis,

would help boost that calculation.

· · · · · That's sort of where the regulatory support

comes into play, is its impact that it would have on the

metrics that I refer to for Moody's.



· · · Q.· But it's true, isn't it, that you have a

superior credit rating, and that the credit rating

agencies have looked at your regulatory environment and

your capital expenditures, and given you that high

credit rating?· And isn't it also true that that high

credit rating makes -- is a determination from the

credit rating agencies that Rocky Mountain Power is less

risky than a company or utility or group of utilities

with a lower credit rating?

· · · A.· Our historical ratings have been, as you know,

the A3 from Moody's and the A1 from S&P, and it doesn't

fully reflect what we're seeing here in the future with

this significant growth cycle, which is why we're

requesting the thicker equity in order to shore up and

maintain that strong credit metric calculation, which is

weakened in this time period because of the capital

spend and because of the impact of tax reform.

· · · Q.· As a general statement -- and this should be

easy again -- a high credit rating means you're less

risky than a company with a lower credit rating, or a

group of companies with a lower credit rating,

correct?

· · · A.· The credit rating is associated with the

position of your debt.· So the risk on the default, or

debt, is less risky for a higher-rated company than the



lower-rated company.

· · · · · MR. MOORE:· Thank you very much.· I have no

further questions.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moore.

· · · · · I'll go to Ms. Baldwin next.· Do you have any

questions for Ms. Kobliha?

· · · · · MS. BALDWIN:· I have no questions on behalf of

Walmart.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Russell, do you have any questions?

· · · · · MR. RUSSELL:· No questions for this witness in

this stage of the proceedings.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Sanger?

· · · · · MR. SANGER:· No witness -- no questions, your

Honor.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Mr. Boehm?

· · · · · MR. BOEHM:· No questions, your Honor.

· · · · · CHAIR LEVAR:· Commissioner Allen, do you have

any questions for Ms. Kobliha?

· · · · · Oh, wait.· Sorry.· I'm a little premature.

Let me go back to Mr. Sabin for any redirect.

· · · · · MR. SABIN:· Thank you, Mr. Chairman.· I have

just a couple of questions.



· · · · · · · · · REDIRECT EXAMINATION

BY MR. SABIN:

· · · Q.· Ms. Kobliha, could you turn back to OCS Cross

Exhibit No. 2, that S&P Global Market Intelligence

document that you had?

· · · A.· Yes.

· · · Q.· Could you look at the second full paragraph on

page 1, where the -- it starts with the capital

structure data.· Would you just read that paragraph --

or the first couple of lines of that paragraph into the

record?

· · · A.· Yes, I will.

· · · · · "The capital structure data contained in this

analysis is derived from an October 2nd study of utility

parent company financials."

· · · Q.· Okay.· And so you made a distinction with

Mr. Moore when he was asking you questions about your

capital -- proposed capital structure versus

Mr. Woolridge's proposed capital structure.

· · · · · Could you please explain for the Commission

the figures that we're looking at in this S&P Global

Market Intelligence -- what is the significant of the

fact that the study is based on utility parent company

financials rather than operating company financials?

· · · A.· Yes, great distinction.· As I've noted, the



comparable capital structure that we've been looking at

for our proxy group is at the operating company level

versus the parent company level.· And there's actually

some quotes in my rebuttal testimony that refer to, at

the parent company level, those entities could have

nonutility investments, you know, nonregulated entities

or some other arm of their company, which will influence

their overall financing decisions, and ultimately could

be reflected in a capital structure that is lower than

what would be for an operating utility company, which

is, of course, PacifiCorp in this case, and the several

that we note in that proxy group we display in

Ms. Bulkley's exhibit.

· · · Q.· So, for example, if an operating -- if a

holding company or a parent corporation has business

entities, subsidiaries, or affiliates that are not

utility in nature, what impact do you -- are you

suggesting that that somehow impacts the accuracy of

that comparison?

· · · A.· Yes, I believe that the parent company level,

the holding company level, could grab in other factors

that aren't comparable to the operating utility

companies.

· · · Q.· Okay.· And the data that you and Ms. Bulkley

reviewed for purposes of calculating your capital



structure, or your proposed capital structure, did it

only include operating companies that were utility

companies, and excluded all other nonutility-like

relationships?

· · · A.· Yeah, the comparison I referred to makes

adjustments to get to the operating utility company

level, so that it is comparable to PacifiCorp.

· · · Q.· Okay.

· · · · · Would you now read the second line of that

second paragraph in OCS Cross Exhibit 2?

· · · A.· The one starting, "We note"?

· · · Q.· Yes.

· · · A.· "We note that the overall equity ratio decline

is consistent with the general slippage in parent

company financial measures that are detailed in the

October 2nd study."

· · · Q.· So the equity ratio decline they're reflecting

in this document, do you have an understanding of --

that it is related to the slippage in parent company

financials or operating company financials?

· · · A.· As it says here, parent company financials.

· · · Q.· Now if I could have you look at the second

page of this document, under the chart that is -- the

chart is called "Utilities with largest equity ratio

decreases and increases."· There's a paragraph right



below that, that starts with "Regarding."· Do you see

that?

· · · A.· Yes.

· · · Q.· Could you read that paragraph, please, into

the record?

· · · A.· "Regarding those companies that posted the

largest declines in their common-equity ratios, OGE

Energy Corp. recorded an impairment charge in the second

quarter related to its investment in Enable Midstream

Partners LP.· OGE holds a 25.5% limited partner interest

and a 50% general partner interest in Enable Midstream

Partners."

· · · · · Do you want me to keep going?

· · · Q.· Let's just stop there for a minute.

· · · A.· Okay.

· · · Q.· I'm going to seize on the -- on this question

of impairment charges.· Do you have an understanding of

what impairment charges are?

· · · A.· Yes.

· · · Q.· Could you please explain for the Commission

what this is -- paragraph is referring to when it's

discussing impairment charges incurred by these -- some

of these entities during the second quarter?

· · · A.· Sure.· An impairment charge is typically if a

company has an investment or an asset on its financial



statement and it has lost value, the accounting rules

require assessment of that, and it looks like they took

a hit to their income statement, a loss on their income

statement, for this investment in this partnership.

· · · Q.· So if those impairment charges -- because

there are impairment charges that are included in the

figures that are reported in this S&P Global Market

Intelligence report, what impact would that have had or

could that have had on the numbers that Mr. Moore was

asking you about, these equity ratios?

· · · A.· The impairment charge ultimately makes its way

to the common equity.· You know, as I referred to the

company's equity of the 53.67 percent, it ultimately

hits that component of the balance sheet and would

reduce it or drag it down.· So that could be, you know,

a factor, or should be a factor in the math that would

cause their -- the capital structure to decline, the

equity component to decline.

· · · Q.· Do you see anything in this document that

would reflect the equity ratios of these entities

without the impairment -- with the impairment charges

removed or factored out of the analysis?

· · · A.· It does not appear to make any adjustments.

· · · Q.· Okay.· Without those adjustments, is the

equity ratio figure -- are the equity ratio figures --



could you compare them on an apples-to-apples basis with

anything you or Ms. Bulkley has done in this matter?

· · · A.· No, because it does, as we've said, a couple

things.· It's grabbing that parent company level, which

includes investments, as we note, that are not operating

utility company related.· So it would be challenging for

us to compare that to PacifiCorp.

· · · Q.· Okay.

· · · · · I want to move on to just another topic

briefly.· Mr. Moore asked you about the debt equity

structure you've proposed, and at one point he asked you

about the impact that the debt and equity ratio could

have on your credit ratings with the credit ratings

agencies.

· · · · · I would just ask you if you could explain, if

your debt and equity ratio ends up being too low -- as

you look forward into what the company is going to be

doing in the coming years, in the test period and out

into 2021 and 2022, if it's too low, what is the impact

or what could be the impact of that on your business

operations going forward?

· · · A.· Yeah.· Ultimately, if it's too low and the

company is unable to meet the metrics as outlined by the

rating agencies, that would -- it's very possible that

we could see a downgrade in our ratings from, you know,



Moody's and S&P.· Like I said, I'll focus on Moody's,

since it's already the lower-rated -- lower rating for

the company.

· · · · · It just ultimately causes costs to go up.· The

best position -- you want a strong utility with high

ratings, because when we go out into the market and

purchase a billion dollars in bonds, like we did here in

April, we obviously want it to be the least cost debt

that we can procure, and if we have a lower rating,

those costs are going to go up.

· · · · · My direct testimony actually does cite some

examples where, in a time period that the company was in

the market -- the Great Recession, great example -- that

we were able to issue debt, and actually issue it

cheaper than other lower-rated entities at that point in

time, so that we can continue to fund our operations,

you know, that -- maintaining that reliable and safe

power for -- safety for the company and customers.

· · · Q.· Okay.· And you used the quote -- in response

to one of Mr. Moore's questions, you talked about -- and

this is your phrase.· It was -- you used the word that

you'll be in a "significant growth cycle," in your

estimate.

· · · · · Could you please describe what you mean by a

"significant growth cycle," and what that has to do with



your capital -- proposed capital structure?

· · · A.· Yeah, the significant growth cycle is

referring to the capital expenditures that we're

having -- that we've had since about the 2019 period.

· · · · · If you look at our past capital expenditures

from about the 2013 time period, or when we were last in

a case, our capital -- our annual capital expenditures

were only about a billion dollars.· I say "only," only

because it is significant now, here in 2019, 2020, 2021,

and through the future.

· · · · · So that added capital expense means that we'll

be going to the debt market more regularly in order to

continue to fund that growth, which is why the -- those

ratings are so important to us.· We want to make sure

that we are higher rated, that we can continue to access

the market and get the cheapest debt possible.

· · · Q.· Okay.

· · · · · And then finally, your anticipated increase in

capital spend, is that -- are you going through a period

that you would describe as an average capital spend, a

higher-than-normal capital spend, or a lower-than-normal

capital spend?

· · · A.· Looking at our past number of years, I would

say we are in a higher growth cycle than what we would

typically see, because of the, you know, transformation



of our system for the renewables.· You know, the

repowering project, the new wind, the associated

transmission.· And all of that you can see depicted also

in the IRP that's been issued here in the last couple of

years, with the additional capital build cycle that

we're expecting to occur.

· · · · · MR. SABIN:· Okay.· Thank you, Ms. Kobliha.

· · · · · I don't have any further questions,

Mr. Chairman.

· · · · · CHAIR LEVAR:· Thanks, Mr. Sabin.

· · · · · I'll go back to Mr. Moore now.· Mr. Moore, do

you have any recross?

· · · · · MR. MOORE:· Just real quickly.

· · · · · · · · · RECROSS-EXAMINATION

BY MR. MOORE:

· · · Q.· I have to apologize, Ms. Kobliha, I don't

remember your testimony.· You mentioned apples-to-apples

comparison.· I asked you before, is it an

apples-to-apples comparison to use the holding companies

to determine your ROE and the operating companies to

determine your capital structure, and I believe you

pushed that question off to Ms. Bulkley.· Is that

correct?

· · · A.· I think when it comes to the relationship of

the capital structure and how that translates into



establishing the risks, Ms. Bulkley has more detail and

could address that.

· · · · · My point is as I look at the capital structure

and its comparison, the comparable entities, from my

perspective, really are the operating companies.· And

then, like I said, she'll be able to make the further

connections with the ROE itself.

· · · · · MR. MOORE:· All right.· Thank you.

· · · · · I have no further questions.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moore.

· · · · · If any of the other attorneys in this hearing

have any recross questions, please indicate to me that

you do.

· · · · · I'm not seeing any, so I'll go to Commissioner

Allen.· Do you have any questions for Ms. Kobliha?

· · · · · MR. ALLEN:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Commissioner Clark?

· · · · · MR. CLARK:· I have no questions.· Thank you

very much.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · And I do not either.· So thank you for your

testimony Ms. Kobliha.

· · · · · THE WITNESS:· Thank you.

· · · · · CHAIR LEVAR:· Mr. Sabin or Mr. Moscon, you can



call your next witness.

· · · · · MR. SABIN:· Mr. Chairman, I'm going to let

Mr. Moscon slide back into his seat, and he'll call

Ms. Bulkley.

· · · · · MR. MOSCON:· Thank you.· As you may have

deduced by now, we have one computer that, for whatever

reason, seems to be synced up to the proceeding, and so

we're playing a little bit of musical chairs here.· So I

appreciate the patience of the Commission and the

parties.

· · · · · · · · · ·DIRECT EXAMINATION

BY MR. MOSCON:

· · · Q.· As indicated, our next witness is Ms. Ann

Bulkley.· I see that she's there.· So I will turn and

ask Ms. Bulkley to please, for the record, state your

name and spell the last name for the court reporter, if

you could.

· · · A.· Sure.· My name is Ann Bulkley.· The last name

is spelled B-u-l-k-l-e-y.

· · · Q.· Okay.· And Ms. Bulkley, have you previously

testified before this Commission?

· · · A.· No, I have not.

· · · · · CHAIR LEVAR:· Excuse me, Mr. Moscon.· Sorry.

Why don't I swear in the witness briefly?

· · · · · MR. MOSCON:· Sure.· Thank you.



· · · · · CHAIR LEVAR:· Thank you.

· · · · · Ms. Bulkley, do you swear to tell the truth?

· · · · · THE WITNESS:· I do.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Sorry for the interruption.

· · · · · MR. MOSCON:· No, and I -- in fact, I

appreciate that, and I apologize you have to keep

reminding me.· Thank you.

BY MR. MOSCON:

· · · Q.· Ms. Bulkley, because you have not testified,

before we get to a summary, could you please just

briefly identify for the Commission a little bit of your

background and your experience generally in this field?

· · · A.· Sure.· My educational background is an

undergraduate degree in economics and finance, and a

graduate degree in economics from Boston University.

· · · · · I've spent about 25 years in consulting to the

utilities industry, and about -- probably 15 of those

years related to the development of the cost of capital.

And I have testified on this topic approximately 50

times.

· · · Q.· Okay.

· · · · · Now, Ms. Bulkley, you prepared testimony to be

filed in this proceeding; is that correct?

· · · A.· Yes, that's correct.



· · · Q.· That was both direct and rebuttal?

· · · A.· Yes.

· · · Q.· Are you aware of any corrections that would

need to be made to your testimony, as you sit here?

· · · A.· No, I'm not.

· · · Q.· If I were to ask you the same questions as

contained in that, would your answers be the same as

contained in your testimony?

· · · A.· Yes, they would.

· · · Q.· Okay.

· · · · · And with your testimony, you had some

attachments and exhibits that -- in your direct, it was

AEB-1 through AEB-11, and in your rebuttal we had AEB-1R

through AEB-11R.· Do you agree that reflects the exhibit

that were attached to your testimony?

· · · A.· Yes, I believe that's correct.

· · · · · MR. MOSCON:· Mr. Chairman, I would move for

the admission of the direct and rebuttal testimony of

Ms. Bulkley, together with the exhibits annexed thereto.

· · · · · CHAIR LEVAR:· If anyone objects to that

motion, please unmute yourself and indicate your

objection.

· · · · · I am not seeing or hearing any objections, so

the motion is granted.· Thank you.

· · · · · MR. MOSCON:· Thank you.



BY MR. MOSCON:

· · · Q.· Now, Ms. Bulkley, I know that the testimony

that you prepared is somewhat complicated, and so I'm

going to ask you to prepare a -- or to give a summary of

your testimony to the Commission, and invite you, if you

need to refer to any specific charts or diagrams, to do

so, if that's of use to you.· But I'll -- please share a

summary of your testimony, if you have one.

· · · A.· I do, yes.· And I'll see if I can work this to

include a presentation as well.· Just one moment.

· · · · · Let's see.· Sorry for the delay.

· · · · · Hopefully, that's -- can folks see that

presentation screen yet?

· · · · · CHAIR LEVAR:· I can see it.· I don't know if

everyone can --

· · · · · MR. CLARK:· This is Commissioner Clark.· I can

see it.

· · · · · THE WITNESS:· Just to make sure that the

correct thing is showing, because I can't see the screen

that's being presented -- so what I am intending to

present -- at least this first slide says DT, which is

intending to represent "direct testimony," Figure 2:

S&P 500 Index - Daily Price Change - January through

March 2020.

BY MR. MOSCON:



· · · Q.· Yeah, I'll represent that it is up and that's

what we're seeing.

· · · A.· Okay.· Excellent.· That's helpful.· Thank you.

· · · · · Mr. Chairman and commissioners, thank you for

the opportunity to provide you with a summary of my

direct and rebuttal testimonies in this proceeding.

· · · · · My testimony addresses the appropriate return

on equity and capital structure for Rocky Mountain

Power.· In my direct and rebuttal testimonies, I

consider many factors in the development of the range of

returns and my recommendation for the appropriate ROE

for Rocky Mountain Power.· Those factors include:

Current and expected market conditions, credit and

equity analyst expectations, the appropriate comparison

and proxy group to be used in the analytical models used

to develop cost estimates, multiple ROE estimation

models, and business risk factors that are unique to

Rocky Mountain Power in this jurisdiction as compared

with the proxy companies.

· · · · · My testimony discusses the importance of

considering all of these factors, and in particular, the

results of multiple ROE estimation models.· Market

conditions affect the assumptions used in the ROE

estimation models.· In some market conditions, certain

models performed well, while in others, different models



may be more robust.· Therefore, as I have discussed in

my testimony, it's important to review the results of a

number of models to develop the range of the cost of

equity.

· · · · · As noted in my testimony, one factor that's

important to consider is capital market conditions, and

to understand the impact of changes in these conditions

on the industrial required return on equity.

Consideration of these factors is consistent with the

Commission's views in the recent DEU general rate case.

· · · · · My direct and rebuttal testimonies provide an

overview of current capital market conditions, and how

those conditions have changed from the time my direct

and rebuttal testimonies were prepared.· In addition, my

rebuttal testimony provides some context for how current

market conditions differ from the conditions when the

company's last case was decided in 2014.

· · · · · The analyses presented in Attachment 1 to

Mr. Coleman's surrebuttal testimony, which was prepared

by Duff & Phelps, supports the issues that I've

addressed in my direct and rebuttal testimony with

respect to recent market conditions.

· · · · · Figure 2 of my direct testimony -- which I'm

showing currently -- demonstrates the volatility that

occurred in the market in February and March, and which



was embedded in the data that was relied upon in the

model that I used in my direct testimony.· Furthermore,

this chart also demonstrates how abruptly the market can

change, without warning, and the risk that this creates

for equity investors.

· · · · · Hopefully you've seen the picture change on

the presentation.

· · · Q.· We have.

· · · A.· Excellent.

· · · · · Figure 3 in my direct testimony shows that the

Chicago Board Options Exchange mixed index, which is a

measure of the market's expectations with respect to

volatility and is often referred to as the fear index,

surpassed the level that was seen in 2008 and 2009's

financial market collapse.

· · · · · Again, it's noteworthy that this spike

occurred without warning, after the VIX had maintained a

relatively moderate level for a period of years.

· · · · · Figure 4, which I'll show briefly, from my

direct testimony, and also Figure 5 in my direct

testimony, summarize changes in the market sentiment

with respect to economic policy uncertainty and equity

market volatility.· In each case, these indices were

either at all-time highs or remarkably high levels.

· · · · · Finally, from my direct testimony, Figure 6



shows the yield on the ten-year Treasury bond.· While

the fed has already been managing the ten-year Treasury

bond yield in response to international commerce

concerns -- which were sort of noted throughout this

chart -- during the period from late February to late

March, the yield on the ten-year Treasury demonstrated

significant volatility, which is shown in red in this

chart.

· · · · · Each of these indicators demonstrates that

market conditions have been unstable, and that the risks

to holding equity have been higher than in periods prior

to the pandemic.

· · · · · At the time that I prepared my rebuttal

testimony, I updated some of the market conditions

charts.

· · · · · Looking at Figure 4 from my rebuttal

testimony, which hopefully you're seeing, demonstrates

how -- the changes in the VIX over time, and

demonstrates that in 2014, the VIX was at an average of

about 15 to 19 -- this is at the time of the company's

last rate decision -- where the historical average for

the VIX is typically about 20.

· · · · · The VIX in the current period was 80 in March,

and at the time of my rebuttal testimony, was in the 30

to 40 range when that testimony was prepared, which was



following unprecedented intervention in the markets by

the Federal Reserve and the U.S. Treasury.

· · · · · The relevance of these conditions appears not

to be disputed by Mr. Coleman.· In his surrebuttal

testimony, Mr. Coleman references a Duff & Phelps report

which recognizes the importance of all of these same

indicators.

· · · · · Credit rating agencies have also weighed in on

the utilities industry and its performance over current

market conditions.· In April 2020, S&P downgraded its

outlook for the industry as a whole.· S&P noted that

prior to the COVID-19 outbreak, 25 percent of utilities

had negative outlooks or ratings that were on credit

watch, with negative implications.· Furthermore, S&P

noted that many utilities with a stable outlook had

minimal financial cushion at the current rating level,

and S&P expected the pandemic to weaken the industry's

FFO-to-debt ratios.

· · · · · Dr. Woolridge notes that utilities accessed

the capital markets in the pandemic, including both debt

and equity markets.· While Dr. Woolridge notes that

utilities took advantage of low-cost debt, which is

undoubtedly brought about through the unprecedented

federal intervention that occurred in March, he

neglected to mention that the equity markets were not



nearly as beneficial.

· · · · · As is shown on the current chart that I'm

presenting, this chart compares the S&P Utilities Index

to the S&P 500.· The S&P Utilities Index experienced the

same market correction in February and March that the

overall markets saw, but has not rebounded as the

overall market has.· In fact, the S&P Utilities Index is

down 16 percent for the year as of September.

· · · · · In my direct and rebuttal testimony, as I

mentioned earlier, I relied on many ROE estimation

models:· The DCF, the CAPM, the bond yield risk premium,

and an expected earnings model.

· · · · · Figure 1 in my testimony, which I'm showing

now, summarizes the results of those models.· As shown

in the figure, the range of results was about eight and

a half percent, to a high of about 12.3, and within that

range I concluded that the appropriate range for the

cost of equity would be 9.75 to 10 and a quarter

percent.· Within that range, I selected 10.2 percent as

a reasonable return for Rocky Mountain Power.

· · · · · In my rebuttal testimony, I updated those

results.· The higher end of the range of the DCF

increased.· The most significant increases that we saw

were in the CAPM, due to the fact that the betas for the

proxy groups -- companies were -- had increased



significantly due to the volatility experienced in the

market and that I showed in a couple -- the slide prior.

This slide here.

· · · · · The reasons why these results change is an

important consideration.· Beta is a measure of the

relative volatility of the individual stock as compared

to the overall market.· This increase in beta estimates,

which was provided and confirmed by multiple sources,

indicate that utility stocks began to trade more like

the overall market in current market conditions than

they had in recent history.· This data is quantitative

support of the viewpoints of equity analysts and

utility -- of the viewpoint of equity analysts that

utilities are not behaving as traditional safe haven

investments in the current market conditions, but rather

have been subject to volatility and have underperformed

relative to the broader market.

· · · · · This is a point on which Dr. Woolridge and I

agree.· Dr. Woolridge also notes in his current market

conditions discussion that utilities have not been safe

haven investments in this market.

· · · · · The range of results from updating my

analytical models and rebuttal was between 8.54 percent

and 12.92 percent, and within that range I concluded it

was not necessary to change either the range or the



point estimate determined from my direct testimony.

· · · · · The company, nevertheless, elected to reduce

its requested ROE in its rebuttal testimony to

9.8 percent, which is at the lower end of the range that

I've established.

· · · · · In response to Dr. Woolridge's testimony, it

is remarkable that he protests so strongly the use of

earnings growth rates in the DCF model, when he states

in both his direct and surrebuttal testimonies that his

recommended ROE is based primarily on the models that he

developed using earnings growth rates as the assumptions

in the DCF model, and that he's relied almost

exclusively on his DCF model.

· · · · · Likewise, it's notable that, while

Dr. Woolridge devotes pages in his surrebuttal testimony

to his concerns regarding projected interest rates, in

his own CAPM analysis he relies on a normalized interest

rate that is higher than the short-term projected yield

on the 30-year Treasury bond that I've used in my CAPM.

· · · · · Furthermore, the projected interest rates that

I've relied on are within the normalized risk-free rate

range established by the Duff & Phelps report provided

in Mr. Coleman's surrebuttal testimony.

· · · · · Finally, it's important to note that

Dr. Woolridge doesn't even rely on his CAPM analysis.



· · · · · Reviewing the totality of the case, the

Commission will see that the witnesses in this

proceeding have relied on different models with

differing assumptions, to develop ranges of ROEs and

final point estimates.

· · · · · Reviewing the rebuttal and surrebuttal

testimony is evidence that each of the witnesses firmly

believes the ROE modeling that they have performed is

reasonable.· Benchmarking the results of that modeling

against recently authorized returns from other

jurisdictions can provide a broader framework for the

Commission to consider as it determines what a just and

reasonable ROE is for Rocky Mountain Power, given recent

and current market conditions.

· · · · · Figure 2 from my rebuttal testimony provides

recently authorized ROE data through August 31, 2020,

for vertically integrated electric utility companies.

· · · · · As is shown on this scatter plot, the

company's requested ROE of 9.8 percent is well within

the range of the recently authorized ROEs since 2018,

including the first eight months of 2020.

· · · · · Mr. Coleman and Dr. Woolridge's

recommendations are also provided on this chart, and as

you can see, the recommendations offered by these

witnesses are at the very low end of the returns that



were authorized at the time my rebuttal testimony was

prepared.

· · · · · Mr. Coleman provided what he considered to be

updated information on recently authorized ROEs in

Attachment 6 to his surrebuttal testimony.· While the

data that is presented there represents the broad range

of information that's available from S&P rate case

databases, the data cannot be relied upon in the format

provided by Mr. Coleman, because the averages don't

reflect Commission determinations of the ROE in

base-rate proceedings.· Instead, that data included

multiyear formula rate adjustments, penalties for

management performance -- and penalties for management

performance that can't be included in a review of trends

of capital costs.

· · · · · Mr. Coleman's summary includes in his averages

authorized ROEs for limited-issue rider cases.· It's

common practice to remove these data points from

analysis of authorized ROEs conducted in a base-rate

case, because limited-issue riders are not comprehensive

cases and they don't consider the same level of review

of models and proxy groups that are considered in

base-rate proceedings.· Therefore, the averages that

Mr. Coleman relied on that include these data should be

disregarded.



· · · · · Mr. Coleman's data also includes a data point

for Central Maine Power, which suggests that the ROE

that was determined was eight and a quarter percent.

This was not the base ROE determination for that case.

Rather, in that proceeding, the company was authorized a

nine and a quarter percent return, and was issued a

penalty of a hundred basis points that was applied for

18 months for management performance related issues.· As

a result, it is not appropriate to use this data point

in any of the averages, as Mr. Coleman has done.

· · · · · Mr. Coleman's data also includes an 8.2

percent ROE for Green Mountain Power.· In the decision

in that case, the commission specifically indicated that

the adjustments to the ROE down to 8.2 percent was based

upon an agreed-upon formula and a multiyear rate plan.

The commission did not make an independent determination

of the ROE, based on market data, in that case.

Therefore, this data point should also not be considered

in the analysis of trends of market-determined ROEs,

much the same way that the Illinois cases are typically

removed from a review of ROEs because of the use of a

formula to set ROEs in that jurisdiction.

· · · · · Finally, Mr. Coleman's analysis of vertically

integrated utility ROEs include settlements.· While

settlement data sometimes will specify ROE, it does not



reflect Commission's views of the market-required ROE,

given that settlements incorporate negotiations between

the parties on all aspects of the case and there are

tradeoffs that are made as part of those settlements.

· · · · · Correcting for all of these issues in

Mr. Coleman's schedule, I conclude that the average

authorized ROE for vertically integrated electric

utilities in 2020 would be 9.66 percent, and the maximum

was 10.· The company's request of 9.8 falls within that

range.

· · · · · Considering settlements, the intervening

witnesses in this case suggest that the company should

be requesting a lower ROE based on the fact that there

was a settlement in Washington -- its Washington

jurisdiction at 9.5 percent.

· · · · · As I just discussed, it's well-recognized that

settlements represent compromise between the parties in

a case, and no one element can be evaluated in

isolation.

· · · · · The Washington settlement is no different than

any other settlement in that regard, and it is not

possible to identify that one element of the settlement

to compare to the relative return for other

jurisdictions.

· · · · · Similarly, it's not reasonable to conduct an



analysis of the company's request in another

jurisdiction.· Other witnesses in this proceeding

suggest that the Utah ROE should be lower because there

are more rate mechanisms in Utah than in Wyoming,

another jurisdiction, where the company is seeking rate

relief.

· · · · · The ROEs are established based on a proxy

group of companies and the relative risk profile of the

subject company in that group.· In each jurisdiction

that analysis is performed and considers the relative

risk of the proxy group and the company to determine

range and the recommended ROE.· That's the comparison

that should be used to establish the ROE, not an

analysis of an individual operating company's requested

ROE.

· · · · · At no point in any rate proceeding am I aware

of any witness submitting as evidence the requested ROEs

in any rate case to demonstrate the market-expected ROE.

The suggestion to rely on the company's request in

Wyoming is similar to that, requesting that -- relying

on ROEs that are requested in other jurisdictions across

the country as a benchmark for the investor-required

return on, and it is inappropriate.

· · · · · Taking into consideration all of the factors

discussed in my direct and rebuttal testimony, and



summarized here, I conclude that the company's requested

ROE of 9.8 percent is reasonable and appropriate and at

the low end of the ROE range that I've calculated based

on relevant factors.

· · · · · Furthermore, as discussed in my direct and

rebuttal testimony, I have considered the company's

proposed capital structure as compared with the capital

structures of the utility operating companies of the

proxy group.

· · · · · Consistent with my review of regulatory risk

factors and other business risks, all of which have been

performed by comparison to other utility operating

companies, I believe that it is the appropriate

benchmark for the capital structure to rely on utility

operating companies for the analysis.

· · · · · As shown in my Exhibit AEB-11 that was

referenced earlier today to my direct testimony, the

average equity ratio for the proxy companies was 52.73

percent, within a range that the maximum of which was

61.54 percent.· Based on that range, the company's

requested equity ratio of 53.67 is reasonable and

appropriate.

· · · · · Thank you for the opportunity to present my

summary.

· · · · · MR. MOSCON:· Thank you, Ms. Bulkley.



· · · · · Mr. Chairman, Ms. Bulkley is available for any

questions or cross-examination.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moscon.

· · · · · Why don't we take a short break and then we'll

return and resume with any cross-examination.· Why don't

we recess for about 15 minutes.· We'll return at 11:00

Mountain Time.

· · · · · MR. MOSCON:· Thank you.

· · · (Whereupon a short recess was taken.)

· · · · · CHAIR LEVAR:· Thank you.

· · · · · I will go to Ms. Schmid next.· Ms. Schmid, do

you have any questions for Ms. Bulkley?

· · · · · MS. SCHMID:· I do.· Thank you.· Can you hear

me?· Can you hear me?

· · · · · CHAIR LEVAR:· You're coming through very

clearly.· Thank you.

· · · · · MS. SCHMID:· Thank you.

· · · · · · · · · ·CROSS-EXAMINATION

BY MS. SCHMID:

· · · Q.· Ms. Bulkley, thank you for your summary this

morning.· I have a few questions from that, so I'll

start with those.

· · · · · Your summary contained references to many

numbers, and I'd like some help finding at least one set

of those numbers in your prefiled testimony.



· · · · · In your summary, I believe that you said the

average ROE for vertically integrated utilities is 9.66,

with a max of 10.· Did I recall that correctly?

· · · A.· What I said was that when you adjust the

analysis Mr. Coleman presented, that's what you get.

Yes, that's correct.

· · · Q.· And so is that in your rebuttal testimony?

· · · A.· No, it is not.

· · · Q.· So this is new information that you're

providing just today?

· · · A.· No, I wouldn't characterize it as new

information that I'm providing.· I would characterize it

as information Mr. Coleman provided that I corrected.

· · · Q.· But you didn't do that until today; is that

correct?

· · · A.· Well, it was provided in his surrebuttal, so

this would have been my first opportunity to reference

it.· That's correct.

· · · Q.· And his information was not provided in his

direct testimony?

· · · A.· That's correct.· Exhibit 6 to his surrebuttal

testimony included an update of authorized ROEs through

2020, and that information in that exhibit was what I

was referring to, and it was not correct.

· · · Q.· Okay.· So if we review your summary, we can



look for things where you make adjustments to his file

testimony; is that right?

· · · A.· I'm sorry.· Say that again.

· · · Q.· If we review your summary, we can look for

instances where you made adjustments to his prefiled

testimony, his direct and his surrebuttal; is that

correct?

· · · A.· I don't think my summary includes any

adjustments to Mr. Coleman's direct testimony,

specifically.· No, I don't think that's here at all.

· · · Q.· So they are adjustments to his surrebuttal

testimony?

· · · A.· It would be adjustments to Attachment 6 to his

surrebuttal testimony, correct.

· · · Q.· Okay.

· · · · · Moving on.· In your summary, you talked a

little bit about settlements, and you mentioned the

Washington settlement.· If I recall correctly, you said

you can't look at a settlement item in isolation.

· · · · · Is that a fair characterization of one thing

that you said?

· · · A.· Yep, that's correct.· I did say that.

· · · Q.· Okay.· So let's look at a couple of things.

And I'm going to use a hypothetical, and it's following

up on Mr. Moore's hypothetical.· So let me set the



stage.

· · · · · So we have a settlement in Washington, with an

ROE of 9.5 and a capital structure that has less equity

than the capital structure in Utah.· We have a situation

in Utah where there -- the company is asking for a

higher ROE, and a more equity-rich capital structure.

· · · · · Do you follow me?

· · · A.· I'm just writing this down to follow you with

your hypothetical.· So I think I have it, yes.

· · · Q.· Mr. Moore went through a series of questions

asking you about a mathematical result.

· · · A.· No.· Mr. Moore hasn't asked me any questions.

· · · Q.· I thought Mr. Moore did some -- no, I'm sorry.

Sorry.

· · · A.· No.

· · · Q.· He asked Ms. Kobliha.· Kobliha.· I forgot.

Okay.· So let's follow up on that.

· · · · · If we have the same revenue requirement in the

Washington case, with the lower ROE and lower capital

structure, as we have in the Utah case, with the higher

ROE and higher -- and more equity-rich capital

structure, where will the rate payers pay more?

· · · A.· I'm sorry.· If the revenue requirements are

equal, the rate payers will pay the same amount.

· · · · · The premise of your argument was if we have



the same revenue requirements in Washington and in Utah.

And so regardless of how you move the parts for ROE and

capital structure, if the revenue requirement is the

same, the customers would pay the same.

· · · Q.· So what would it take to get a lower revenue

requirement or a lower rate in Washington?

· · · A.· Well, in a revenue requirement, there are a

whole bunch of variables.· So there could be all kinds

of things that would cause the revenue requirements to

differ from one jurisdiction to the next.· The revenue

requirement isn't set solely based on the ROE and the

capital structure.

· · · Q.· I may come back to that and I may not.· I have

a few questions concerning equity risk premiums.

· · · · · Do you agree that the testimony of the various

parties demonstrated there are a number of methods and

inputs to calculate the equity risk premium?

· · · A.· There are a number of methodologies considered

by the parties, that's true.

· · · Q.· Okay.· Let's look at the ERP from Duff &

Phelps, which is the one Mr. Coleman used here.

· · · · · If --

· · · A.· Can you -- I'm sorry.· Can you provide me a

document so I can be looking at the same thing as you?

· · · Q.· Yes, I am.· I'm just getting there.



· · · A.· Okay.

· · · Q.· If we look at DPU Exhibit 2.05 Direct, we

should see that.

· · · · · And the top of the page that I'm looking at

says, Capital Asset Pricing Model Results, Duff & Phelps

Market Risk Premium.

· · · · · Do you see that?

· · · A.· Well, I didn't have the -- DPU's exhibits

here, so I'm trying to pull them up electronically.· So

can you just bear with me for a second?

· · · Q.· I can.· Thank you.

· · · A.· Thank you.

· · · Q.· Obviously, I need to up my hearing-via-video

game, and I apologize for that.· I should have thought

of that before.

· · · A.· Well --

· · · · · MR. MOSCON:· Can I ask just a question to

clarify?· And I think this might help.· This is, by the

way, Matt Moscon.· I think you said "direct."· If it

helps, I think what we're all looking for -- and correct

me, Ms. Schmid, if I'm wrong -- is the DPU SRO2

Attachment 1, which is the surrebuttal exhibit to

Mr. Coleman.

· · · · · Is that what we're looking for?

· · · · · MS. SCHMID:· I am looking at the Direct



Exhibit No. 2.05.· But let me turn to his --

· · · · · THE WITNESS:· I don't have that handy,

actually.

BY MS. SCHMID:

· · · Q.· Okay.· Well, I will represent to you, then,

that this exhibit, the risk-free rate presented by Duff

& Phelps, the average beta for all analysts, average

Value Line beta, average Zacks beta, average Yahoo!

Finance beta, and average Ned Davis beta, is 2.5.

· · · A.· The beta is 2.5?· I don't --

· · · Q.· The risk-free rate --

· · · A.· I --

· · · Q.· The risk-free rate is 2.5.

· · · A.· Okay.· I don't have that exhibit in front of

me to verify that or to put that into context, but --

· · · · · MS. SCHMID:· Chair LeVar, if we can take a

brief break, I will go and scan this so I can share it.

And I apologize for not doing that before.

· · · · · CHAIR LEVAR:· How about if I try to share it

right now and see if that works?

· · · · · MS. SCHMID:· Okay.· Thank you.

· · · · · CHAIR LEVAR:· Is that showing enough of the

screen for the current discussion?

· · · · · MS. SCHMID:· It is.· Thank you.

BY MS. SCHMID:



· · · Q.· Ms. Bulkley, do you see the exhibit that Chair

LeVar has kindly put up on the screen?

· · · A.· Yes, I do see -- this is -- it says it's Duff

& Phelps Market Risk Premium?

· · · Q.· Yes.

· · · A.· Yes, I see that.

· · · Q.· If we look at the risk-free rate, do we see

that the risk-free rate is 2.5 all the way down under

column one?

· · · A.· Yes, we do see that --

· · · Q.· Okay.

· · · A.· -- so -- but I'm not sure what that actually

means, because --

· · · Q.· I'm getting there.· I'm getting there.

· · · A.· Okay.

· · · Q.· And then if you look at column three, the ERP,

you'll see that it is 6.0 all the way down.· Right?

· · · A.· Yes, I do see that.

· · · Q.· Okay.· So according to Duff & Phelps, the

total market return for the stock market should be

approximately 8.5 percent, the sum of the ERP and the

risk-free rate.· Is that correct?· According to Duff &

Phelps.

· · · A.· That would be correct, presumably.

· · · Q.· Okay.



· · · A.· According to the exhibit.

· · · Q.· Again, I'm not asking if you agree; I'm just

asking if I did the math right.

· · · · · Is it correct that you are suggesting that a

12.49 MRP is appropriate for the Commission to use here,

and that's a figure that is more than 50 percent higher

than the total market return calculated by Duff &

Phelps, and over 100 percent higher than the ERP

calculated by Duff & Phelps?

· · · A.· Yes, that's correct, based on the S&P earnings

and estimates report, I believe, that's discussed in my

rebuttal testimony.· So it would be using Standard and

Poor's own estimate of the market return of the expected

growth rates and the dividend yields for the S&P 500.

So that would be based on Standard and Poor's itself --

its estimate for the S&P 500.

· · · Q.· But when I look at the Duff & Phelps numbers,

I get the 8.5; is that correct?

· · · A.· Yes, Duff & Phelps does have a different

number.

· · · Q.· Okay.

· · · A.· S&P's number is for its -- for the overall

market as a whole.· I don't exactly have the basis for

the Duff & Phelps information for you.

· · · Q.· Okay.



· · · · · It was discussed in Casey's testimony, and

presented there.· But let's move on.

· · · · · I'm going to ask you a few questions about

your testimony in the tax reform legislation.· You may

find it helpful to turn to your direct testimony.

· · · · · Do you have that with you?

· · · A.· I do.

· · · Q.· Okay.

· · · · · Lines -- let's start with lines 126 and 128.

· · · · · And is it a fair characterization of your

testimony in lines 126 to 128 that you say -- or even

perhaps an exact quote -- that moreover, Rocky Mountain

Power's proposed common-equity ratio is reasonable

considering that federal tax reform legislation has had

a negative effect on the cash flows and credit matrices

of regulated utilities?

· · · · · Did I read that correctly?

· · · A.· Just one word was incorrect.· It's credit

metrics --

· · · Q.· Thank you.

· · · A.· -- of regulated utilities.

· · · Q.· Then let's turn to what effect the federal tax

reform legislation has had on Rocky Mountain Power,

specifically.· And I'm just going to state -- everybody

knows this, but I'm going to state it anyway.



· · · · · So Rocky Mountain Power is not traded on its

own; credit agencies look at PacifiCorp.· And so I'm

going to start by using some information from Moody's

and data for PacifiCorp.

· · · · · Around lines 599 to 607 of your direct

testimony, you discuss Moody's reaction to the tax

changes.

· · · · · Are you there?

· · · A.· I'm there, yes.

· · · Q.· Thank you.

· · · · · Your testimony notes how Moody's has responded

to the increased risk for utilities resulting from the

tax changes.

· · · · · I can read what is in there verbatim, or else

I can just use a reference to those lines in your

testimony.· Which would you prefer?

· · · A.· I think it's fine to use the reference.

· · · Q.· Okay.· Thank you.

· · · A.· I can see down here.

· · · Q.· Just one second.

· · · · · So using your testimony on those lines as a

background, let's turn to what Moody's has said

specifically about PacifiCorp.· And this is getting into

a confidential exhibit that was provided, I believe,

with Mrs. -- with Ms. Kobliha's testimony as a work



paper, and in response to an OCS data request, but I

think what I'm going to say is not confidential.· The

whole -- often, whole reports are marked confidential,

and not everything in it is truly confidential.

· · · A.· I don't have a copy of anything from

Ms. Kobliha's testimony here.

· · · · · MR. MOSCON:· This is Mr. Moscon.· Before we go

forward, we're not sure what we're looking at to follow

along.· What are we looking for?

· · · · · MS. SCHMID:· Okay.· If we turn to line 602 and

605 of Ms. Bulkley's testimony, you will reference a

June 2008 Moody's report; is that correct?

· · · · · THE WITNESS:· No.· I reference a June 2018

Moody's report.

BY MS. SCHMID:

· · · Q.· Sorry.· Thank you.· I couldn't read my own

writing.· That was embarrassing.

· · · · · And now, would it surprise you that in

June two thousand and -- June 27, 2019, Moody's gave

PacifiCorp a long-term rating of A3?· And I believe that

has been discussed already by Ms. Kobliha.

· · · · · Do you recall that?

· · · A.· I don't recall that specifically, no.

· · · · · But is there a document that could be -- if

you're going to focus on a document from the rating



agency, is it possible to send that document to

counsel --

· · · Q.· I can scan it and send it --

· · · A.· -- who can send it to me?· Yeah.

· · · Q.· -- or I can refer your counsel to the exhibit

on Ms. Kobliha's testimony, where it is.

· · · A.· Either works for me.

· · · · · MR. MOSCON:· Yeah, what -- if you can tell us

what specific exhibit you want us to turn to, we're

happy to try that.

· · · · · MS. SCHMID:· Okay.· Thank you guys for helping

me with this.

· · · · · It is, I believe, work paper number NCK-1 from

Ms. Kobliha's direct testimony.· It is a confidential

exhibit.· The title of the article is PacifiCorp Update

to Credit Analysis, and the date is June 27, 2019.

· · · · · MR. MOSCON:· Is that part of an exhibit?

· · · · · MS. SCHMID:· It's part of her work papers that

was filed with the commission.

· · · · · MR. MOSCON:· Okay.· So...

· · · · · CHAIR LEVAR:· Let me -- this is Thad LeVar.

Did you mean NLK with --

· · · · · MS. SCHMID:· Yes, I did.· Thank you.

· · · · · CHAIR LEVAR:· NLK-1, right?· RMP work papers

NLK-1?



· · · · · MS. SCHMID:· Yes.· Thank you.

· · · · · THE REPORTER:· I'm sorry.· I'm not hearing

anyone.· Are we okay?

· · · · · MS. SCHMID:· I think we're waiting for your

counsel to find this.

· · · · · THE REPORTER:· Okay.· Sorry.· This is the

reporter.· I worry when everything freezes and I don't

hear anything.· So as long as we're still okay.

· · · · · MR. MOSCON:· Right.

· · · · · So we're at NLK-1, the exhibit of -- from

NLK-1.· I don't know if Ms. Bulkley is, but at least

I've found it so far.

· · · · · So then from that, specifically, what are we

looking for?

· · · · · MS. SCHMID:· The credit opinion dated June 27,

2019.· And the article title is PacifiCorp Update to

Credit Analysis.

· · · · · And I apologize for this.· I should have

scanned it, but I did not.

· · · · · MR. MOSCON:· Okay.· So that --

· · · · · THE WITNESS:· Others may have access to that.

I do not have access to Ms. Kobliha's work papers here.

I apologize for that.

· · · · · MS. SCHMID:· In that instance, Chair LeVar --

I hate to do this, but could I ask for a break, and I



will --

· · · · · MR. MOSCON:· Can I confirm, if this helps, is

Exhibit 4 to Ms. Kobliha's direct, which is NLK-4, is

the Ratings Direct Key Credit Factors for Regulated

Utilities Industry, is that what you're looking for?

· · · · · MS. SCHMID:· What is the date of that report?

· · · · · MR. MOSCON:· November 19, 2013.

· · · · · MS. SCHMID:· Okay.· It is not the same thing

I'm looking at.

· · · · · So I hate to do this, Chair LeVar, but could

we have a break?· And I will scan the article to which I

am referring, and I will send it to Mr. Sabin, who can

share it with his counsel and then their witness.· And I

truly apologize.

· · · · · CHAIR LEVAR:· Sure, we can take a ten-minute

break.· And I will just verify that I have NLK-1 in

front of me, and it is the document that Ms. Schmid was

describing.· So that's the correct work papers to Ms. --

it's the first confidential exhibit to Ms. Kobliha's

direct testimony.

· · · · · So with that, if we still need a few minutes

to make sure that's in front of Ms. Bulkley -- do we

need ten, just to make sure?

· · · · · MR. MOSCON:· I don't know that we need --

· · · · · CHAIR LEVAR:· Is five -- okay.· Why don't we



recess for five minutes.

· · · · · MS. SCHMID:· Five sounds good.· Thank you.

· · · (Whereupon a short recess was taken.)

· · · · · CHAIR LEVAR:· Okay.· Why don't we go back on

the record.

· · · · · Ms. Schmid, why don't you continue.

· · · · · MS. SCHMID:· Okay.· I have provided a

confidential document to Rocky Mountain Power's counsel,

Mr. Sabin, and Mr. Moscon.· Could they please send that

to Ms. Bulkley?

· · · · · MR. MOSCON:· Yes, we have forwarded that.

· · · · · MS. SCHMID:· Okay.

BY MS. SCHMID:

· · · Q.· Mr. Bulkley, can you pull that up?

· · · A.· Yes, I have it.

· · · Q.· Okay.

· · · · · So you're looking at what should be a credit

opinion dated June -- dated 27 June, 2019, with the

title PacifiCorp Update to Credit Analysis.· Is that

right?

· · · A.· Yes.· From Moody's Investor Services, yes.

· · · Q.· And so if you look on the left-hand side,

there is a box titled Ratings, and then underneath it,

PacifiCorp.

· · · A.· I see that, yes.



· · · Q.· Okay.· Can you read what the long-term rating

is, as presented in that box?

· · · A.· Yes.· It's A3.

· · · Q.· Thank you.· That was sort of a long way to get

there.

· · · · · So is it fair to say that PacifiCorp, unlike

many regulated utilities that have been and still are

downgraded by Moody's -- PacifiCorp has a -- what we

could generally term a good rating?

· · · A.· That's sort of a relative term.· It's a

reasonable rating.

· · · Q.· A reasonable rating.· Okay.

· · · · · And if -- and then let's go now -- and I

apologize.· That was an awful lot of time to get that

simple question and answer in, but I learned a lot.

Thank you for your indulgence.

· · · · · Let's turn now to around -- pardon me -- 538

or 589 or so of your testimony where you discuss

Standard and Poor's assessment of weakened credit

metrics for some utilities.

· · · A.· I'm there.

· · · Q.· Okay.· I believe that you state, in essence,

utilities with minimal financial cushion will look at

issuing equity.

· · · · · Is that a fair characterization or would you



like the group of sentences read into the record?

· · · A.· Well, I think it would be better to read it

into the record, actually.· That's not entirely what it

says, but --

· · · Q.· Okay.· Could you read the whole thing into the

record, then, please?

· · · A.· Sure.· Do you want me to start at 583 or are

you most interested in 585, which I think is where your

paraphrase may have started?

· · · Q.· I believe I'm interested in 585.

· · · A.· 584.

· · · Q.· Yes.· And 585 to 588, I believe.

· · · A.· Okay.· Excellent.

· · · · · "In addition, S&P expects that weaker credit

metrics will continue for those utilities operating with

minimal financial cushion.· S&P further expects that

these utilities will look to offset the revenue

reductions from tax reform with equity issuances."

· · · · · I think that's what you're looking to say.

· · · Q.· Yes.

· · · A.· Yes.

· · · Q.· Would you agree that PacifiCorp has not issued

equity during the time from the passing of the TCJA to

today?

· · · A.· That's really a question for Ms. Kobliha.  I



can't say that I know that for sure.

· · · Q.· Okay.

· · · · · Let's turn now to electric industry ROEs.· And

I did circulate this to all the parties, I believe, as

DPU -- and the Commission -- as DPU Cross Exhibit No. 1.

And what it is, is it is a report and charts from RRA.

· · · A.· And the date on that document, can you just

confirm for me so I make sure I have the right thing?

· · · Q.· Yes.· It is October 20, 2020.

· · · A.· Yes, I have that document.

· · · Q.· Okay.

· · · · · Have you seen this document before?

· · · A.· Yes, I have.

· · · Q.· What period of time does the article discuss?

· · · A.· The article says it discusses January through

September 2020.

· · · Q.· And if we look at the bottom of the first

paragraph, the second sentence from the bottom, we see

that it states, "Based on data gathered by Regulatory

Research Associates, a group within S&P Global Market

Intelligence, the average return on equity authorized

electric utilities was 9.50% in all rates cases decided

in the first three quarters of 2020, below the 9.65

average for cases in full-year 2019."

· · · · · Did I read that correctly?



· · · A.· You did.· I believe I addressed this very data

in my summary, however.

· · · Q.· Yes.

· · · A.· And this article goes on to discuss certain of

the specific cases I referenced that are part of that

average.

· · · Q.· Yes.· And I was going to get there, but thank

you for getting there all on your own.

· · · · · With that in mind, you criticized, including

some of those ROEs in Mr. Coleman's figures -- however,

isn't it true that those ROEs are what the customer is

paying through rates in the listed company areas?

· · · A.· Well, for example, the Central Maine Power,

for an 18-month period, they would pay 8.25 percent,

after which time it would revert to nine and a quarter

percent.

· · · · · So I -- it depends on which time period you're

referring to, I guess.· However, that is a penalty based

on management performance, and it's not a measure of the

market cost of equity; it's a penalty to shareholders

for management performance.

· · · · · So, yes, 8.25 percent would be paid for a

period of time, and then it would revert to nine and a

quarter.

· · · · · Similarly, in the Green Mountain Power case,



this is a multiyear rate plan that did adjust for a

period of time.· I'm not certain what the length of the

multiyear plan is and how many steps are in that plan,

but for some period of time, the rate adjusts to

8.2 percent.· Again, it is not a market determination,

however, it's stipulated as part of a multiyear rate

plan.

· · · · · MS. SCHMID:· What I'd like to do is move for

the admission of DPU Cross Exhibit 1 so the Commission

can read this exhibit and take all comments made into

account.

· · · · · May this DPU Cross Exhibit 1 please be

admitted?

· · · · · CHAIR LEVAR:· Ms. Schmid, I don't know that we

have that in our possession.· I was looking for it while

you were discussing it with Ms. Bulkley, and I don't

have it in my possession.· If you could direct me where

I should, or could, or...

· · · · · MR. CLARK:· Chair LeVar, I'm seeing it as

having been sent to our email earlier today.

· · · · · CHAIR LEVAR:· Okay.· I was looking through

that and didn't find it.· I found the Office's but not

the Division's.

· · · · · MR. CLARK:· It came through at about 8 -- at

8:47.



· · · · · CHAIR LEVAR:· Oh, okay.· Cross Exhibit 2.

· · · · · MS. SCHMID:· No, it should be Cross Exhibit 1.

· · · · · CHAIR LEVAR:· Exhibit 1.· Okay.· Yes.· Okay.

I have that one.· So, sorry.

· · · · · So with that, I'll go to the parties.· Does

anyone object to that motion?

· · · · · MR. MOSCON:· No objection.

· · · · · CHAIR LEVAR:· Okay.· I'm not seeing or hearing

any objection from anyone, so the motion is granted.

· · · · · MS. SCHMID:· With that, I conclude my

cross-examination of Ms. Bulkley.· And again, I

appreciate the indulgence of the Commission and of the

parties.· I will become more adept with electronic

trials soon.· Thank you.

· · · · · CHAIR LEVAR:· Thank you, Ms. Schmid.· We've

all had to adjust our practices a little bit this year.

Thank you for your participation.

· · · · · Mr. Moore, do you have any questions for

Mr. Bulkley?

· · · · · MR. MOORE:· Yes, I do.

· · · · · CHAIR LEVAR:· Okay.· Go ahead.

· · · · · · · · · ·CROSS-EXAMINATION

BY MR. MOORE:

· · · Q.· Ms. Bulkley, you've testified in direct

testimony that RPM is riskier than your proxy group of



companies; isn't that correct?

· · · A.· I'm sorry, I'm having -- could you speak up a

little bit?· I have a hard time hearing you.

· · · Q.· I'll speak slower as well.

· · · · · Ms. Bulkley, you've testified in your direct

testimony that Rocky Mountain Power is riskier than your

proxy groups of companies; isn't that correct?

· · · A.· I have done a comparison of Rocky Mountain

Power to the proxy group in my direct testimony, and

included on certain bases, yes, there was greater risk.

· · · Q.· What is RPM's current credit rating -- RMP's

current credit rating?

· · · A.· I'm sorry, I don't have that at my -- I don't

have that handy.

· · · Q.· Do you have Ms. Kobliha's direct testimony?

· · · A.· I do not have her direct testimony, no.

· · · Q.· I'll represent that it is an A from S&P, and

an A3 from Moody's.· Do you have any reason to question

that?

· · · A.· Well, we've just looked at the Moody's report,

so I'll agree to that.· And I -- subject to check, I

guess I can agree to the S&P, rather than going through

that process again.

· · · Q.· Do you know what the average rating is of your

proxy group of companies' credit rating?



· · · A.· I don't have that, no.

· · · Q.· Do you have Professor Woolridge's testimony

available to you?

· · · A.· In electronic form, yes.

· · · Q.· Could you go to page 25 of his rebuttal?

· · · A.· His -- let me make sure --

· · · Q.· His rebuttal testimony.

· · · A.· Or his surrebuttal testimony?· I don't have a

rebuttal, I have direct and surrebuttal.

· · · Q.· Oh, I'm sorry.· Direct testimony.

· · · A.· Okay.· So it's page 25 of direct.

· · · Q.· Yes.· He states there that your proxy group

company has a credit rating of BBB+.· Isn't that -- from

S&P, and from Moody's, BAA1.

· · · · · Isn't that -- is -- do you see that?

· · · A.· That is what he states there.· I don't have

the work paper to support that, but that is stated there

on that page, that's correct.

· · · Q.· Okay.

· · · · · In your testimony regarding Rocky Mountain

Power's business risk, you identified capital

expenditures, regulatory environment, and the generation

profile as factors credit ratings agencies examine in

making credit ratings, and claim that all these factors,

including -- indicate that Rocky Mountain Power is



riskier than your proxy group.· Isn't that correct?

· · · A.· I'm sorry to ask you to restate that.· I just

didn't hear the whole thing.· I apologize.

· · · Q.· I -- this -- I've had problems before.· Let me

go slower here.

· · · · · Specifically, in your testimony concerning

Rocky Mountain Power's business risk, you identified

capital expenditures, the regulatory environment in

Utah, the generation profile, as factors credit agencies

examine in making credit ratings, and claim that all

these factors indicate that Rocky Mountain Power is

riskier than your proxy group.

· · · · · Did I say that correctly?

· · · A.· That's kind of a general characterization.

We could take them one by one, if you'd like.

· · · Q.· Let's take regulatory risks first.

· · · A.· Okay.

· · · Q.· Now, there's a lot of discussion on this topic

in testimony, but I want to focus on an issue I believe

we're in agreement with, and that is, in establishing

your testimony, credit ratings examined the regulatory

environment in the setting of -- setting rates for

utilities.· Isn't that correct?

· · · A.· Credit rating agencies consider the regulatory

environment.· Is that what you said?



· · · Q.· That's what I said.

· · · A.· Yes, I would agree with that.

· · · Q.· And would you agree that the credit rating

agencies looked at Rocky Mountain Power's regulatory

environment, and have given Rocky Mountain Power an A

and A3 credit rating?· Isn't that correct?

· · · A.· That's correct.· We -- that's what their

credit ratings -- well, subject to check on S&P, but

certainly the Moody's we've verified that PacifiCorp had

an A3.

· · · Q.· The same is true with capital factors -- with

the factors of capital expenditures in generation

profile.· You testified that credit agencies examined

these factors in issuing credit ratings for utilities.

Isn't that correct?

· · · A.· That's correct.

· · · Q.· Therefore, the credit rating agencies examined

Rocky Mountain Power's regulatory environment, capital

expenditure, and generation profile.· Incorporating all

these factors, you determined -- that you determined

made Rocky Mountain Power riskier than your proxy

groups, and determined that Rocky Mountain Power

qualified for a credit rating of, subject to check, A,

and A3.· Isn't that correct?

· · · A.· I'm sorry to ask you to say that again.



· · · Q.· All right.

· · · A.· You're --

· · · Q.· Am I breaking up or am I going too fast?

· · · A.· I think it's a little bit of both.· So -- it's

not breaking up, but it's quiet and fast.· So I'm trying

to hear, and it makes it a little bit difficult.  I

apologize.

· · · Q.· No.· I'll see if I can help you out.

· · · · · The credit rating agencies examine Rocky

Mountain Power's regulatory environment, capital

expenditures, and generation profile, and determined

that Rocky Mountain Power qualified for a credit rating

of A, as you say for the S&P, subject to check, and A3

per Moody's.· Isn't that correct?

· · · A.· Generally speaking, yes, that's correct.

· · · Q.· Now, the credit rating agencies presumably

looked at similar factors for your proxy group, and

determined that the proxy companies should have an

inferior credit rating, according to the testimony of --

we talked about before, of S&P, BB+, and Moody's BAA1.

Isn't that correct?

· · · A.· Well, so here's the issue with that.· There's

no matrix of factors that have been considered and how

they've been considered in developing the ratings for an

individual company.



· · · · · So they're considering each of these things in

total, with the overall business risk, which is why in

my testimony I've relied on an analysis of each of those

individual mechanisms to assess the overall risk.

Because when you're looking at the rating agencies,

there's not a lot of transparency on how they have

considered each of those factors.

· · · · · So they are there to some extent.· To what

extent, I can't say.· So I've relied on the S&P data

that indicates for each jurisdiction that all of the

proxy companies are operating in, what specific

mechanisms they might have, what their capital

expenditures look like through Value Line data for that

analysis.· But I've looked at each of these things

individually and very transparently.· The ratings are

not very transparent with respect to how these

particular issues are addressed.

· · · Q.· Okay.· Thank you.

· · · · · Would you agree with me that credit agencies

that give utilities a higher credit rating are putting a

signal to the market that they're less risky than credit

ratings -- than utilities that the credit rating

agencies give a lower rating?

· · · A.· Again, I think that's a general

characterization.· So there's the rating, there's the



outlook, there's a whole bunch of factors that go into

that.

· · · Q.· But generally that would be correct?

· · · A.· Well, again, like I said, all of the factors,

right?· So you have the ratings, you have the outlooks.

Certainly, when S&P downgraded its outlook on the entire

industry, that's one factor that overhangs the entire

industry, right?· It doesn't necessarily affect an

individual company's ratings, but it affects the

industry in its entirety, right?

· · · · · So there are outlooks and there are ratings

that all need to be taken into consideration.· It's sort

of -- I don't think you can take just the letter grade

into account.

· · · Q.· I see.

· · · · · So if I want to -- if a utilities company, to

borrow to -- from a lender, the lender would consider

their utility ratings as one factor in how risky the

environment is, and if that is true, the lower credit

rating would be a riskier -- would be a factor that

would be -- indicate that it would be riskier than a

higher credit rating?

· · · A.· That individual element by itself, yes.· But

again, like I said, the overall factors would make a

difference as well.· Is there a negative outlook?· What



do the coverage ratios like look?· What are the

prospects?· So I think there's a bigger picture than

just the rating itself.

· · · Q.· Ms. Bulkley, I'd like to turn now to your

projected DCF approach.

· · · A.· Yes.

· · · Q.· Isn't it true this is a unique approach

developed and used by you?

· · · A.· Yeah, I think I've discussed this, actually,

in my rebuttal testimony.· The purpose of this analysis

was to show what happens when the market were to

correct, as it has done.· So I think -- I know

Dr. Woolridge's testimony suggests that this is some

unique methodology, but it is simply an analysis to

demonstrate that as analysts expected the utility stock

prices to decline, how would that affect the DCF.

· · · Q.· Has your approach been published and has it

been subject to peer review?

· · · A.· No.· This was not an academic pursuit; this

was an estimate to demonstrate, as I said, what happens

when the prices for utility stocks decline, as they

have.

· · · Q.· Can your approach be empirically tested?

· · · A.· Again, same answer.

· · · Q.· All right.



· · · · · And then again, your approach wouldn't be

generally accepted in the scientific community?

· · · A.· It's not a scientific study, as I said.

· · · Q.· Okay.

· · · A.· No.· Illustrative example, as discussed in my

rebuttal testimony.

· · · Q.· Ms. Bulkley, I'd like you to turn to your

direct testimony on page 81, line 1616.

· · · · · Referring to your model's results, you stated,

"I believe the ranges between 9.75 and 10.5 is

reasonable."

· · · · · Is that correct?

· · · A.· Yes, that's correct.

· · · Q.· Now I'd like to turn to your table on page 82.

· · · · · None of your constant gross DCF results are as

high as 9.75.· Isn't that correct?

· · · A.· Yes, that's correct.· My testimony places a

lot of discussion on the concerns about the constant

growth DCF.· That's true.

· · · Q.· In fact, your low means for the 30, 90, and

180 day average ranged from 8.53, 8.53, to 8.52,

respectively.· Your means go from 9.01, 8.89, and 8.7,

respectively.· And your high means on the hundred-day

average is 9.75, and only your high means for the 30-day

average come close to 9.75 as -- at the result of 9.69.



· · · · · Did I read that chart correctly?

· · · A.· I'm not exactly sure where you were reading

from in that chart.· I followed you on the lows, but --

· · · Q.· Did I jump wrong in the highs?

· · · · · Could you read what your high means are for

your DCF analysis?

· · · A.· So in my direct, they were 9.69, 9.45, and

9.45.· And in my rebuttal they were 9.89, 9.86, 9.54.

· · · Q.· And your rebuttal is on RMP Exhibit AEB-1R?

· · · A.· Correct.

· · · Q.· Okay.· And again, your low means average go

from 8.45 to 8.45 to 8.43?

· · · A.· Yes, that's correct.

· · · Q.· And your means go to 9.00, 8.89, and 8.76.

And you've already discussed your high means.

· · · A.· Yes.

· · · Q.· Is that correct?

· · · A.· Yes, that's correct.· And if you sort of

looked at the projected DCF that you talked about

earlier in my direct, the high ratings would be 9.9, and

as prices dropped off, the highs in my constant growth

DCF were 9.89.· So it kind of demonstrates directionally

that that wasn't so far off, huh?

· · · Q.· Well, good point.

· · · · · It is apparent that you put very little weight



in these models, isn't it?· You almost totally

disregarded them to get to your recommendation of 10.20.

· · · A.· So, again, I did consider all of the models

that are here.· My testimony discusses, at length, the

concerns that I have with the constant growth DCF.

· · · · · I think I would say each analyst in this case

has considered their models and how much weight to place

on every one of those models.· So, for example,

Dr. Woolridge places no emphasis on his CAPM, which is

at 7.6.

· · · · · So I think the process has been that each

person has developed their models and considered the

appropriate weight to place on the results of those

models.

· · · · · I have placed -- I have had -- demonstrated

concerns with the constant growth DCF.· Certainly in

direct, my concern was that utility stock prices were

high, driving the dividend yields to be low.· In

rebuttal, as we see, markets corrected and the DCF

results came back higher, and analysts were expecting

that they were still too high at that point, so again,

causing concern that the results of that -- that that

model might still be underpredicting.

· · · Q.· Okay.· We'll get to that.

· · · · · Isn't it true that your prediction of low



utility stock prices is directly tied to your prediction

that long-term interest rates will go up in the near

term when rates will be in effect?· Isn't that correct?

· · · A.· I don't think there's a direct tie there.  I

think that's actually been fairly loose over time.

· · · Q.· May I direct your attention to page 50 and 51,

I believe, of your... of your direct testimony?

· · · A.· Fifty is the capital asset pricing model.

· · · Q.· I think so.· Maybe I have your -- let me try

your surrebuttal testimony.· I apologize.

· · · A.· I did not file surrebuttal testimony.· I have

rebuttal testimony.

· · · Q.· Your rebuttal testimony.

· · · A.· Page 50 of my rebuttal testimony.

· · · Q.· Yes.· Could you read line -- the first

sentence in -- on line 1027?

· · · A.· Yes.· "An increase in long-term interest rates

will cause utility investors to move back into long-term

government bonds, as the yields on those bonds become

more competitive with the dividend yields of utilities."

· · · Q.· Keep going.

· · · A.· Oh.· "A decrease in the stock price of

utilities resulting from such a shift will increase the

dividend yields of utilities."

· · · · · That's, I think, what we saw.· We were just



looking at that in our comparison of the direct versus

rebuttal DCF results.

· · · Q.· So there is a -- you would call it an indirect

or loose connection between the -- your testimony, the

prediction of long-term interest rates and the DCF

model?· From what you just read.

· · · A.· Yes, there is a relation there.· I would say

that -- as I said, I would say that it's loose.

· · · · · Maybe it's sort of useful to demonstrate...

Oh.· I have a chart that might be helpful here.

· · · · · I'm not sure if this is the point you're

trying to address.· Let me see if I can be helpful.

· · · Q.· All right.· We'll wait.

· · · A.· Let's see.· I'm not -- maybe it's presenting.

· · · · · Are you seeing anything presented yet?· Oh,

here it is.

· · · Q.· Here you go.

· · · A.· Okay.· So the relationships, like I said, are

fairly loose.· I'm going to show you two different

charts.· So the first is the -- this chart here is the

federal funds rate that has shown over time some

decreases, you know, in the -- as a result of the

financial market collapse.· It stayed low for a period

of time, was on its way back up, and then most recently

has been low as a result of the pandemic.



· · · · · But what happens in the marketplace is that

doesn't really translate the same way.· This is the

30-year Treasury bond yield, showing quite a bit of

fluctuation in the market overall, and not at all really

related to that interest rate.

· · · · · So that's what I mean when I say a sort of

loose -- there's a loose relationship here.· Because,

you know, obviously, this chart doesn't look anything

like this chart.

· · · Q.· Right.

· · · A.· Right?· So the relationship for interest rates

doesn't really translate perfectly.· That's where I

was -- what I was trying to say.

· · · Q.· All right.

· · · A.· If you have a federal funds rate and the

discussion from the fed that they're going to hold

interest rates constant forever, that's not necessarily

going to -- or for a period of time, that doesn't really

affect the 30-year Treasury as one might think it does.

And that, then, would be the more appropriate thing to

think about in terms of the DCF, right, would be the

risk-free rate that investors could actually get.

· · · · · Is that where you were headed?

· · · Q.· No, but that's a good point.· We'll get back

to that.



· · · · · Let's talk about your CAPM model.· Your

projection that interest rates will go up in the near

term is essential to your CAPM model because they

directly affect the projected free-risk interest rates

which are a component of the equation.· Isn't that

correct?

· · · A.· Yes, that's the concept here that I'm talking

about.· Maybe we got to it too early.

· · · Q.· Yeah.

· · · · · Now, can I have you go to your rebuttal

testimony, page 26?

· · · A.· Page 26.· I'm there, yes.

· · · Q.· Could you read the first full sentence of

that -- of line -- that starts in line 482?

· · · A.· 482...

· · · · · "As shown," is that where you would like me to

start?

· · · Q.· Yes, please.

· · · A.· Okay.· "As shown in Figure 8, while the share

prices of utilities declined in 2020, as investors

rotated from utilities to Treasury Bonds due to the

economic effects of COVID-19, the P/E ratios for my

proxy group companies in 2020 are still well above the

historical average levels over the past decade."

· · · · · Is that the only sentence you need?



· · · Q.· Yes.

· · · A.· Okay.

· · · Q.· Now can I direct your attention to page 37 of

your direct testimony?

· · · A.· Yes, I'm there.

· · · Q.· You know, I had that misquoted.· I'll just

skip that.· You covered that.

· · · · · On page 50 and 51 of your rebuttal

testimony --

· · · A.· Yes, Im there.

· · · Q.· On line 1023 to 1034, may I have you read

that?

· · · A.· 1023 to where?· We've read portions of this

already into the record, I think.

· · · Q.· That's right.

· · · · · Yes.· Could you just read it again, starting

with, "Investors" -- it's in the middle of 1023, where

it says, "Investors continue to expect an increase in

long-term interest rates over the intermediate to

long-term," and continue reading until you get to the

end of your question.

· · · A.· The end of my question?· Okay, so we're going

to reread the section that we already read into the

record?

· · · Q.· Yes, please.



· · · A.· Okay.· So I will just start at the beginning

of that sentence on 1023 so that it makes sense.

· · · · · "Section V of my rebuttal testimony notes that

investors continue to expect an increase in long-term

interest rates over the intermediate to long-term

despite the recent decline in yields on long-term

government bonds due in large part to the Federal

Reserve's effort to stimulate the economy and stabilize

financial markets during the COVID-19 pandemic."

· · · · · I think this section we've already read, but

I'll read it again.

· · · Q.· Right.

· · · A.· "An increase in long-term interest rates will

cause utility investors to move back into long-term

government bonds, as the yields on those bonds become

more competitive with the dividend yields of utilities.

A decrease in the stock price of utilities resulting

from such a shift will increase the dividend yield of

utilities."

· · · · · Is that where you want me to stop?

· · · Q.· No.· Keep going until you get to "decrease

over time."

· · · A.· Okay.

· · · · · "Thus, the forward-looking cost of equity

using the DCF model will increase.· The projected stock



prices developed by the Value Line reflect this

relationship.· Consistent with market expectations,

Value Line projects that the valuations of the companies

in my proxy group will decrease over the near-term."

· · · Q.· And it seems to me that you're making the

point that is -- the decrease of the value of utility

companies is tied to the interest rate's environment at

the time.· Is that correct?· Because the investors are

rotating out of government bonds as interest rates goes

up, into utility stocks --

· · · A.· Yes, the --

· · · Q.· -- then out of utility stocks, into bonds,

when the interest rate goes up, driving the price down.

Is that correct?

· · · A.· That is a sector rotation, yes.

· · · Q.· Now, interest rates are essential to all of

the models you use, isn't that correct, either directly

or indirectly?

· · · A.· They are related to the models, yes.· Central

is strong, but they are related to all the models.

· · · Q.· All right.

· · · A.· As I pointed out in the charts that I've been

presenting.· So it depends on which rates you're

referring to as well, right?· The federal funds rate

that we're looking at here is not used in the model, but



the 30-year Treasury that's shown here is used in the

model.

· · · Q.· All right.

· · · A.· So it sort of depends on which rates you're

referring to.

· · · Q.· We'll get to that right now, actually.

· · · · · Are you aware that on page 8 and 9 of

Professor Woolridge's surrebuttal, he states the Federal

Reserve chair, Jerome Powell, stated in a September 4th

interview with NPR that, "We think that the economy is

going to need low interest rates to support economic

activity for an extended period of time; this will be

measured in years"?

· · · A.· So I don't necessarily know that portion of

Dr. Woolridge's testimony, but I am familiar with

Chairman Powell's testimony on that topic.

· · · · · I think two days prior to that, Vice Chair

Richard Clarida had some comments as well that provided

a little bit more color on this.· And this goes back to

these two charts that I keep referring to here.

· · · · · Where the Federal Reserve is addressing the

federal funds target rate, which is shown in this chart,

the yield curve, the 30-year Treasury, for example, is

separate and apart from that.· And the Vice Chair

Clarida's comments -- I think it was August 30th --



suggested that they did not intend to touch the yield

curve.

· · · · · So they're focused on this chart here, not

this chart here.· And you can see that from the chart,

right?· Obviously, they've held this federal funds rate

low in 2020.· The federal funds rate is the interbank

lending rate, right?· So that's --

· · · Q.· Right.

· · · A.· -- for banking.· And then the 30-year Treasury

is what one might get if they were to invest in the

30-year Treasury.· And so you can see that that yield

has moved completely independent from the Federal

Reserve's decision to maintain the federal funds rate at

a low level.

· · · Q.· May I direct your attention to OCS Cross

Exhibit No. 3?

· · · A.· Sure.

· · · Q.· Do you have --

· · · A.· I do have it.

· · · Q.· -- access to the OCS cross exhibits?

· · · A.· I do.· They're in electronic form, so if you'd

just give me a second to open them, that would be great.

· · · · · Yes, I have that open.· This is an article

titled, "Fed expects to keep rates near zero through

2023."



· · · · · Is that correct?

· · · Q.· That's correct.

· · · A.· Yep, that's this rate that we're talking

about, the federal funds rate, in my chart.

· · · Q.· In your chart.

· · · · · Isn't it true that the federal reserve has

mechanisms in their disposal to keep interest rates low,

long-term interest rates as well?

· · · A.· Yes.· As I just mentioned, though, I think the

comments from Vice Chair Clarida that were a couple of

days prior to the quote that was provided -- that you

provided to me from Dr. Woolridge's surrebuttal,

indicated that yield curve wasn't something that they

were going to be addressing.· And I think that's fairly

evident from this other chart that I have, right?

· · · · · So if you look at -- again, this is the near

zero.· Here we are at the federal funds rate at 0.25

percent being held.· And so that's what we're referring

to here when we talk about the rates would be held near

zero.· Obviously, that has not been the case.· As I

recall, you said that Chairman Powell's comment was

early September.

· · · · · So if you look at this particular chart of the

30-year Treasury, and you look at September on this

chart, it's obvious that this is not being kept near



zero by the Federal Reserve, right?· It's floating very

freely.

· · · Q.· And when does that chart end?

· · · A.· This chart ends October of -- the end of the

month.· So October 28th I think was the data that I had

available to me.

· · · · · So you could see at the bottom, September

is -- if you're going from the right, it's one, two --

it's the second white section of the chart.· That's sort

of where September starts, and then October starts at

the rightmost white bar on the chart.· And so obviously,

you can see that since September, the 30-year Treasury

has increased, even though Chair Powell's comments with

respect to interest rates in September -- again, those

were related to these interest rates, the federal funds

rates --

· · · Q.· Could you give me a cite -- excuse me, I

didn't mean to interrupt you.

· · · A.· No, no, that's fine.

· · · Q.· Could you give me a cite to vice chair's

comments?

· · · A.· Yeah.· It was August 30th.· I believe it's

August 30th.· I could, maybe at a break, pull up the --

and provide a proper citation.· I know when you go to

the Federal Reserve web page, you can get all the



speeches listed by date.

· · · Q.· All right.

· · · A.· I believe it was August 30th.

· · · Q.· Do you dispute Professor Woolridge's

contention on page 19 and 20 of his direct testimony

that -- as his rebuttal testimony, that several academic

articles have proven that over the last decade Wall

Street economists have been consistently predicting high

interest rates, and these economists have been

consistently wrong?

· · · A.· I'm sorry, what page of the testimony is that?

· · · Q.· Page 19 and 20.

· · · A.· This is of his surrebuttal, you say?

· · · Q.· No, no.· This is of his direct testimony.

· · · A.· His direct testimony.· I'm sorry.· Let me pull

that up.

· · · · · I see his testimony on those pages, yep.

· · · Q.· There are several articles referenced in his

footnotes.· Footnote 10, 11, and 12.

· · · A.· Ten, 11, and 12.· I see those articles, yes.

· · · Q.· They include an article entitled, "Economists

got it wrong for a decade, and they're trying to figure

out why."· That's a 2015 article.

· · · A.· I do see that title.· That's -- I see that.

· · · Q.· And there's another one saying, "Interest



rates forecasters are shockingly wrong almost all the

time."

· · · A.· I do see that article title, yes, that's true.

· · · Q.· And another one, "How interest rates keep

making people on Wall Street look like fools."

· · · A.· I see that title as well, yep.

· · · Q.· Do you have any reason to dispute the

conclusion or -- Mr. -- Professor Woolridge's contention

that these articles stand for the proposition that

economists have been predicting higher interest rates

for the last decade, and they've been wrong?

· · · A.· Well, I think they have actually ebbed and

flowed.· If you're sort of looking at this particular

excerpt right here, you can see in my chart that

interest rates are higher and lower at periods of time.

· · · · · So I'm not entirely sure, just by the catchy

titles of those articles, specifically what they entail,

but the actual yields do move, as evidenced here.

· · · · · I would also note that the normalized rate

that Dr. Woolridge used is actually higher than the

projections that I relied on in the short term.· So in

his CAPM, he's relying on -- I believe it's two and a

half percent at his risk free rate as a normalized

risk-free rate, where in the short term I think I relied

on a number that was about 1.81 maybe.



· · · · · So --

· · · Q.· What was your -- what was your long-term

number?

· · · A.· So I was getting to that.· The long-term

number I think was 320, and that is actually within the

range that Duff & Phelps established when -- in their --

Duff & Phelps didn't just pick a point estimate for a

normalized return.· Their analysis includes a range.

The range goes over four.

· · · · · So my long-term view is actually within the

range that was established by Duff & Phelps.· And that

is actually in -- let's see.· In the surrebuttal

testimony provided by Mr. Coleman, there is a Duff &

Phelps article there.· I think it is Attachment 1 to his

surrebuttal.

· · · · · And there is -- on page 50, actually, of that

document, there's a discussion of how they've developed

their risk-free rate.· So the range goes up to 4.3

percent.· So I'm within that rate.

· · · Q.· What is the risk-free long-term rate?

· · · A.· Well, as I said, there's a range that they

establish.· So it's from 1.4 to 4.3.

· · · Q.· Okay.· Would you agree with me that if someone

is able to predict interest rates, they could make a

good living as a hedge fund manager in Wall Street?



· · · A.· You know, I'm not really sure what it takes to

be a hedge fund manager, so I'm not going to opine on

that.

· · · Q.· All right.

· · · A.· I don't think -- I think that's outside of my

scope in this case.

· · · Q.· That's outside of your scope?

· · · · · But you -- but is your testimony that people

can actually predict what will happen with interest

rates three to five years out?

· · · A.· Well, no.· Let's be clear about what I'm

relying on and what we're doing in this exercise in

setting the cost of capital.· What we're looking for is

the investor-required return on equity.· So what I'm

relying on is what investors' expectations are, and that

should feed into what their expectations are for a

return on a forward-looking basis.

· · · · · So I think that's an important consideration.

If investors are expecting that to occur, that's an

important factor to consider.

· · · · · All of my analyses also considered the 30-day

average of the Treasury bond yield as well, but I do

think it's important to look -- when we're setting a

return that is meant to satisfy investors' expectations,

that's a forward look, and so it's important to consider



what investors are thinking about all of the

assumptions.

· · · Q.· And you're making the assumption that

investors are thinking that interest rates will be

higher three to five years out?

· · · A.· Oh, I'm not making that assessment by myself,

no.

· · · Q.· Okay.

· · · A.· I'm relying on a consensus estimate of 50

economists in the publication that I relied on.

· · · Q.· That would go back to the articles that

Professor Woolridge cited talking about the economists

being wrong consistently.

· · · · · If those -- hypothetically -- let's ask

this -- because you haven't had a chance to read through

them.· They were in the testimony.· But hypothetically,

wouldn't you expect articles talking about the accuracy

of economic -- well, my point is -- let me start over.

· · · · · These articles deal with objectual projections

-- with objectual facts, not ranges or judgment.· What

they do is they look at the projections of a higher

interest rates at one time, and they compare them to

what interest rates actually occurred.

· · · · · Would that make sense to you?

· · · A.· That's true, I'm assuming; I haven't read the



articles.· But if you were to be trying to validate,

that would be one way to validate.· I'll give you that.

· · · Q.· Okay.

· · · A.· I don't know what the article has done.

· · · · · I do think that -- one thing that I do think

is interesting is that this is the subject of tremendous

scrutiny for Dr. Woolridge, the production -- or the

expectation of interest rates, yet the expectation of

growth that's used in the DCF model has not entered any

concern in his analysis.· They are both expectations,

and they are both approximately three to five years in

the future.

· · · Q.· Right.

· · · A.· So I think it's important to recognize that

each of these models has -- in order to be considering a

forward-looking cost of equity, each one of these models

has some expectational information that's been relied

on.· And so I think that's an important factor to

consider.

· · · · · Certainly, Dr. Woolridge has relied, I think

his testimony says, primarily on his DCF results using

the projected earnings-per-share growth rates.· Which he

has pages in his testimony that he says he has concerns

about those growth rates, but he's relied primarily on

those in the development of his final recommendation.



And again, they are projected, they're not --

· · · Q.· Right.· We'll let your lawyers do --

· · · · · THE REPORTER:· I'm sorry, I didn't hear the

last word.· "They are projected, they're not..."

· · · · · THE WITNESS:· Known.

· · · · · THE REPORTER:· Thank you.

· · · · · THE WITNESS:· Sure.

· · · · · THE REPORTER:· Go ahead.

BY MR. MOORE:

· · · Q.· All right.· Well, I'll let your lawyers deal

with Dr. Woolridge's testimony, his turn.

· · · · · May I direct your attention to page 114 of

your rebuttal testimony?

· · · A.· Yes, I'm there.

· · · Q.· I think you were stating, in response to

Professor Woolridge's testimony, that academic articles

demonstrate an upward bias of Wall Street's analyst

reports of EPS growth.

· · · · · When you say that you discussed -- well, why

don't you -- could you read what you said, starting at,

"As discussed previously in my rebuttal"?

· · · A.· Sure.· So you want me to read at line 2325,

the first -- the sentence that starts "As"?· Is that

what you're looking to do?

· · · Q.· Please.



· · · A.· Sure.

· · · · · "As discussed previously in my rebuttal

testimony, recent academic research has found that

analyst bias has been reduced or eliminated, if it ever

existed, after the financial market reforms of early

2000s."

· · · Q.· Were you --

· · · A.· Do you want me to -- just this?

· · · Q.· Yes, that's great.

· · · · · Were you referring to page 94 and 95 of your

rebuttal testimony when you addressed a quote from a

McKinsey article?

· · · A.· I'm sorry.· The pages that -- can you refer me

back to the pages so I can be sure?

· · · Q.· Yes, 94 and 95.

· · · A.· Yes, that does reference the same topic.

· · · Q.· Okay.· Let me get there.

· · · · · Could you read into the record the quote that

you have excerpts there from the McKinsey article?

· · · A.· Sure.

· · · · · "Exceptions to the long pattern of excessively

optimistic forecasts are rare, as a progression of

consensus earning estimates for the S&P 500 shows

(Exhibit 1).· Only in years such as 2003 to 2006, when

strong economic growth generated actual earnings that



caught up with earlier predictions, do forecasts

actually hit the mark.· This pattern confirms our

earlier findings that analysts typically lag behind

events in revising their forecasts to reflect new

economic conditions.· When economic growth accelerates,

the size the forecast error declines; when economic

growth slows, it increases.· So as economic growth

cycles up and down, the actual earnings S&P 500

companies report occasionally coincide with the

analysts' forecasts, as they did, for example, in 1988,

and from 1994 to 1997, and from 2003 to 2006."

· · · Q.· Yes.

· · · · · Now, I'm going to have you turn to OCS's

Exhibit No. 8, which is a page from Dr. -- from

Professor Woolridge's testimony, quoting the same

article.

· · · · · He has an emphasized -- he has a -- are you

there?

· · · A.· I'm sorry, no.· I've lost you.· Where are you?

· · · Q.· I'm on -- I didn't know if you would have

Dr. Woolridge's testimony, so I made it into an exhibit

for reference.

· · · A.· Okay.

· · · Q.· That would be Exhibit 8.

· · · A.· Okay.· Hold on one second.· Let me just get



that.· Exhibit 8, you said?

· · · Q.· I believe so.· If not, if you have

Dr. Woolridge's testimony, it's page 23.

· · · A.· I'm just waiting for it to pull up.

· · · Q.· All right.

· · · A.· Okay, I have that.

· · · Q.· Okay.· You see the long quote that's separated

from the text?

· · · A.· I do see that, yes.

· · · Q.· And this is the same article that you were

referring to?

· · · A.· Um...

· · · Q.· It's in the footnote 17, "Equity analysts:

Still too bullish."

· · · A.· Let me go back and check.

· · · · · Yes, that's the same article.· That's correct.

· · · Q.· Could you read the concluding sentence that's

been emphasized?

· · · A.· Sure.· The sentence -- the underlined

sentence, yes.· It says, "Moreover, analysts have been

persistently overoptimistic for the past 25 years, with

estimates ranging from the 10 percent" -- "from 10 to 12

per" -- ah, try that again -- "10 to 12 percent a year,

compared to the actual earnings growth of 6 percent.

Over this timeframe, actual earnings growth surpassed



forecasts in only two instances, both during earnings

recovery following a recession.· On average, analysts'

forecasts have been almost 100 percent too high."

· · · Q.· Now I would like to direct your attention to

OCS Cross Exhibit 5A.

· · · A.· I would note this entire article is addressed

in my rebuttal testimony.· And as I said in my rebuttal

testimony, the period that was analyzed in this article

extends through 2008 and includes the financial market

collapse.· So very difficult to expect the analysts

would have been able to predict the severity and

magnitude of that financial crisis.

· · · Q.· Well, they didn't, did they?

· · · A.· Well, I'm not sure anyone could.· So the

concept that you could, you know, predict the onset of

that crisis, and the magnitude of it and how much it

would disrupt markets overall on a three- to five-year

look forward, would be unfathomable.

· · · Q.· So the answer is no, they couldn't predict it?

· · · A.· No.

· · · Q.· I mean, obviously.

· · · A.· No one could.

· · · Q.· All right.

· · · · · Can I direct your attention --

· · · A.· That doesn't make their forecast inherently



wrong.· It does say that you can't possibly expect that

an analysis will predict a major market collapse.

· · · Q.· Could you look at --

· · · · · CHAIR LEVAR:· Mr. Moore, this is Thad LeVar.

Before you go to this next exhibit, I think it's

probably a good time to take a recess.· I don't know if

this is a good stopping point for you or if you'd like

to go a little bit further.

· · · · · MR. MOORE:· I'm almost done.

· · · · · CHAIR LEVAR:· Okay.

· · · · · MR. MOORE:· And I have no problem stopping

here --

· · · · · CHAIR LEVAR:· For a break?

· · · · · MR. MOORE:· -- for a break.· I just have a few

more questions.· If you feel that -- I see that it's

12:30.· It's a little bit late.· We can stop here.

· · · · · CHAIR LEVAR:· Yeah, why don't we do that.· Why

don't we come back in one hour, and then you can

continue at that point.

· · · · · MR. MOORE:· All right.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.· We're in recess for

one hour.

· · · (Whereupon a lunch recess was taken.)

· · · · · CHAIR LEVAR:· We'll go back on the record and

we will continue with Mr. Moore's cross-examination of



Ms. Bulkley.

· · · · · Go ahead.

BY MR. MOORE:

· · · Q.· Ms. Bulkley, may I direct your attention to

OCS Exhibit 5A?

· · · A.· Yes.· I'm there.

· · · Q.· This is an excerpt of the McKinsey study we've

been referring to; is that correct?

· · · A.· It is -- yes.· I don't know if it's an

excerpt, but it is the McKinsey study.· I haven't been

through the entirety of it.

· · · Q.· Can you turn to page 2, the second page of the

exhibit?

· · · A.· So page 15 of the study?

· · · Q.· Yes.

· · · A.· Yes, I'm there.

· · · Q.· The graph on the bottom of the page, do you

see that?

· · · A.· I do.

· · · Q.· Yeah, that graph is a graph of the last

25 years of the analyst predictions, and the average --

and it comes out to about -- the predictions, about to

12.2 -- to 12 percent you have for earnings per share.

· · · · · Would that be a rough -- I know we can't tell

by looking at that, but that's just about right,



correct?· The dotted line that's actually 13.

· · · A.· The dotted line that says 13.· I'll agree to

that.

· · · Q.· And the --

· · · A.· I don't know what it actually is supposed to

represent, but --

· · · Q.· Long-term average forecast.· Where the blue

line is right -- is representing the actual -- what

actually happened to the earnings per share.

· · · · · MR. MOSCON:· Mr. Moore, I'm sorry to belatedly

do this, but we've been trying to find it.· Could you

restate which exhibit you're looking at?· I realize I'm

the only one that hasn't found it, but I haven't.

· · · · · MR. MOORE:· It's 5B -- 5A.· I have two

exhibits, 5A and 5B.· 5A has the excerpt that I'm

talking about.· 5B is the entire study.

· · · · · MR. MOSCON:· Okay.· And 5A you sent -- you

took to the second page, and that's where we're at?

Okay.· Sorry --

· · · · · MR. MOORE:· This would be page 15.

· · · · · MR. MOSCON:· Thank you.· Sorry to interpret.

· · · · · MR. MOORE:· Are you with me?

· · · · · MR. MOSCON:· I'm seeing lines, so I think I'm

there.

· · · · · MR. MOORE:· All right.



BY MR. MOORE:

· · · Q.· And in the corner of the page, over the term

"overly optimistic," there's a little excerpt that says,

"Actual growth surpassed forecasts only twice in 25

years -- both times during the recovery following a

recession."

· · · · · Do you see that?

· · · A.· I do see that.· I'm missing pages 2 through

14, though, in this document.

· · · Q.· Well, could I direct your attention to

Exhibit 5B?· Which is the whole study, if you want to

look at that.

· · · A.· That would probably be helpful.· Let me just

that a minute to open that.

· · · · · Okay.· Yep.

· · · Q.· All right.· Getting back to page 15, or the

second page on Exhibit 5A, the graph on the bottom of

the page.

· · · · · Doesn't this depict that as -- the authors of

the study state that estimated -- long-term estimated

forecasts generally are widely higher than the actual

forecast?

· · · A.· I'm not entirely sure what this suggests,

without having read the entirety of the document.· But

certainly, it looks like the 7 percent is less than 13.



I'll say that.

· · · Q.· All right.

· · · A.· That's about what I can tell you.  I

haven't -- you know, obviously, I just skipped briefly

from page 1 to 15 in less than a minute.· So...

· · · Q.· Well, you quoted from this article in your

testimony.

· · · A.· Yes.· I just haven't committed it to memory,

so I would need to --

· · · Q.· All right.

· · · A.· -- review that.· So...

· · · · · MR. MOORE:· I will move to admit both Exhibits

A -- 5A and 5B.

· · · · · CHAIR LEVAR:· If anyone objects to that

motion, please unmute yourself and state your objection.

· · · · · I'm not hearing or seeing any objection, so

the motion is granted.

· · · · · MR. MOORE:· With that, I'll end my

cross-examination.

· · · · · CHAIR LEVAR:· Okay.· Thank you, Mr. Moore.

· · · · · Ms. Baldwin, do you have any questions for

Ms. Bulkley?

· · · · · MS. BALDWIN:· Yes, thank you.· I just have a

few.

· · · · · CHAIR LEVAR:· Okay.· Go ahead.



· · · · · · · · · · CROSS-EXAMINATION

BY MS. BALDWIN:

· · · Q.· Good afternoon, Ms. Bulkley.

· · · A.· Good afternoon.

· · · Q.· Do you recall this morning I think you were

discussing with Mr. Moore the business risk factors that

rating agencies look at when they award credit rating to

public utilities, in addition to other companies?

· · · A.· Yes, I do recall that discussion.

· · · Q.· Did you look at the business risk factors for

the companies that you used in your comparables in this

case?

· · · A.· I did look at some risk factors, yes, on

Exhibit AEB-10, and also I looked at CAPX in comparison

to the proxy group on AEB-9.

· · · Q.· Do you feel you have a fair understanding of

the -- those risk factors for why PacifiCorp is awarded

the rating that it is?

· · · A.· So I think we should talk a little bit about

ratings first, because there's a little bit of a

misconception here about what ratings are offering.

· · · · · So the ratings are looking at a risk of

default, first of all, and when you're looking at

that -- so this is on the debt side, not the equity

side, which I think is an important factor to recognize.



So this does not necessarily affect the ROE.· This is

not investor expectations, but a default risk.· That's

what the ratings are measuring.· So I think that's an

important consideration, number one.

· · · · · Number two, this is looking at PacifiCorp as a

whole, not any one individual subsidiary operation.

Whereas, when we're setting the return in this case,

we're looking at what is the appropriate return for

Rocky Mountain Power in this state.

· · · · · And so that level of information is not -- at

least not transparent in a ratings report, that they

have looked at the individual subsidiary level analysis,

and as I said, it's for credit default purposes.

· · · Q.· So what is it that they look at for something

like Rocky Mountain Power?· Or what is it you take into

consideration for Rocky Mountain Power?

· · · A.· As I noted in my testimony, I've looked at a

variety of risk factors.· I've looked at what's the --

whether there's a fuel cost recovery mechanism, what the

test year is, what the rate base is, is there

decoupling, capital cost recovery.· I've looked at the

overall CAPX for the company as compared to the

operating companies -- the subsidiary operating

companies of the proxy group.· So all of their

individual utility operating companies, as compared to



this utility operating company.

· · · Q.· So are you aware that NV Energy is a sister

company to PacifiCorp?

· · · A.· Yes.

· · · Q.· And are you aware that it has subsidiary

operating companies as well?

· · · A.· Not specifically, but that's -- excuse me.

Pardon me.· That's probably the case.

· · · Q.· So you -- but you never even considered taking

into consideration what NV Energy's operating companies

-- how they compare -- being also Birkshire

Hathaway-owned companies, how they compare to PacifiCorp

or Rocky Mountain Power?

· · · A.· No, I would not do this -- that in this

analysis.

· · · Q.· Okay.

· · · A.· This analysis is looking at what the return on

equity should be for this individual operating

subsidiary as compared to the proxy group.

· · · · · So we're using public market data for a set of

utility companies, which is the best public information

that we have.· Within those companies there are many

utility operating companies.· Would it be more ideal if

there were market data on each of those individual

utility operating companies?· It would.· But what we



have is market data on the parent company level.

· · · · · So we're using the parent company-level

information, but then in order to assess the risk

associated with this individual subsidiary, we're

looking at the relative risks of the utility

subsidiaries of the parent companies -- not of Rocky

Mountain Power's parent company, but the companies

that we're using in our data set -- to calculate the

returns.

· · · Q.· But in that data set, you never considered to

use NV Energy, only MidAmerican?

· · · A.· Well, I wouldn't be able to do that, because

they don't have any public pricing data to run through

our model.· So --

· · · Q.· NV Energy -- you're claiming -- so I'm sorry

to interrupt, but -- so -- is your testimony that

NV Energy does not have public market data?· The parent

company, NV Energy.

· · · A.· My -- I would have to verify that, but I'm

pretty sure that NV Energy no longer has a stock price,

that it's not traded publicly anymore.

· · · Q.· Okay.

· · · · · Subject to check, I think that you are wrong

on that point.

· · · · · Is it also your position that MidAmerican does



not have -- is not publicly traded?

· · · A.· Yes, it is.· My understanding is that they

would all be under the parent company -- that they are

at the operating-company level, that they are not traded

independently anymore.

· · · Q.· That MidAmerican and NV Energy are not traded

publicly?

· · · A.· I don't believe so.

· · · Q.· Okay.

· · · · · Would you accept, subject to check, that

Nevada Power Company, who is a sister company to Rocky

Mountain Power, has just recently settled their rate

case for an ROE of 9.4 percent?

· · · A.· I'm unaware of that.

· · · Q.· Okay.

· · · · · MS. BALDWIN:· I have no further questions.

· · · · · THE WITNESS:· Again, it's a settlement, but --

I'm unaware of it --

· · · · · MS. BALDWIN:· I have no further questions.

· · · · · THE REPORTER:· I'm sorry.· You're talking at

the same time.· Could I hear that again?

· · · · · THE WITNESS:· Sorry.

· · · · · MS. BALDWIN:· I have no further questions.

· · · · · THE REPORTER:· And then what you were saying,

Ms. Bulkley?



· · · · · THE WITNESS:· Oh, that I was unaware.· But it

was a settlement.· I'm sorry.

· · · · · THE REPORTER:· Thank you.

· · · · · THE WITNESS:· We spoke at the same time.

· · · · · CHAIR LEVAR:· Thank you, Ms. Baldwin.

· · · · · Mr. Russell, do you have any questions for

Ms. Bulkley?

· · · · · MR. RUSSELL:· No, I do not.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Sanger?

· · · · · MR. SANGER:· No, I do not.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Mr. Boehm?

· · · · · MR. BOEHM:· No questions, your Honor.· Thank

you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Moscon, any redirect?

· · · · · MR. MOSCON:· Yes, just a couple of questions.

And I'm going to ask Mr. Sabin to send to everyone an

e-mail, because if I did it myself, I'm sure I would

disconnect from the proceeding and cause a feedback loop

and other giant issues.

· · · · · But this a -- there should just be two pieces

of information here.· Well, there's three pages, two of,

you've -- everyone's seen before.· But just so it's all

in one place.



· · · · · · · · · REDIRECT EXAMINATION

BY MR. MOSCON:

· · · Q.· Ms. Bulkley, you just went through a little

bit of discussion with Ms. Baldwin, as you had

previously with both Mr. Moore and Ms. Schmid, on the A3

rating that PacifiCorp has, and an implication that if

it's got such a strong rating, there should be no

investor risk.

· · · · · Do you recall generally these questions by all

those parties?

· · · A.· Yes, I do.

· · · Q.· Okay.

· · · · · One of the items that was just emailed

around -- and I'm -- I don't know if everyone has had a

chance to see their inbox, so maybe I should ask you to

share your screen, to pull it up -- is going to go to a

risk factor on the regulatory environment that Rocky

Mountain Power operates in.

· · · · · While -- are you -- do you have that document

there handy that you could pull that up and put on a

screen?

· · · A.· I do.· Let me see if I can be as good at it as

earlier.

· · · Q.· It's called Redirect No. 1, if that helps.

· · · A.· So I believe that I'm sharing the documents --



well, maybe it hasn't come through yet.

· · · · · Is this the document that you are referring

to?

· · · Q.· Okay.· Scroll down in that document.· Keep

going.· Keep going to the page with the pie chart.· Stop

right there.· You'll see there's something that's

highlighted.

· · · · · Now, do you recall in your testimony

referencing the fact that Rocky Mountain Power was in a

jurisdiction in which its regulatory environment posed

some risks that investors would consider, and it was one

of the factors making Rocky Mountain Power risky

compared to the proxy group?· Do you remember that part

of your testimony?

· · · A.· Yes.· Yes, I do.

· · · Q.· With -- is the data that's here on this

Exhibit -- or Redirect Exhibit 1 information that you

had reviewed or relied upon in making that reference?

· · · A.· Yes, it is.· So this document is a summary

from Regulatory Research Associates, which is a

subsidiary of S&P.· It's part of S&P's Global Market

Intelligence -- maybe it's -- yeah, I think it's Global

Market Intelligence division.· And they review the

regulatory jurisdictions and rank them.· And so this

information was what I relied on with respect to the



Utah jurisdiction, and I made those comments in my

rebuttal testimony.

· · · Q.· Okay.· So if you look specifically at the

highlighted paragraph that's in yellow -- will you just

read for us that highlighted paragraph?

· · · A.· Certainly.

· · · · · "RRA is reducing the rating of Utah regulation

to Average/2 from Average/1.· This is driven primarily

by a recent restrictive Public Service Commission of

Utah decision for Dominion Energy, Inc. subsidiary

Questar Gas Company, in which the commission adopted a

below industry average equity return and directed the

company to phase-in a relatively modest rate increase.

This in conjunction with constructive developments in

certain other jurisdictions caused a shift in Utah's

relative position within the RRA rankings framework."

· · · Q.· Okay.· Thank you.

· · · · · Could you put on -- as long as you're doing

this far bettor than I would -- share on your screen the

other two documents, which are the charts that have been

referred to several times during your cross-examination.

· · · A.· Sure.

· · · Q.· One, I believe, is the fed rate.· So it's 2

and 3, Redirect 2 and 3.· Although, I don't expect you

to put both on at the same time.· Let's start with 2.



· · · A.· Just one minute.

· · · · · Okay.· I have it pulled up.· Let me try to

present it.· It should be coming.

· · · Q.· All right.· And I don't know if it's possible

to get the -- No. 3 in the queue, or if it's not, the

way that they've been separated.

· · · · · But do you recognize this chart?

· · · A.· I do.

· · · Q.· And then you had, from time to time, been

drawing comparisons between that and the yield curve,

which is -- there we are.· You have it perfect.· That

one right there.

· · · · · So would you describe for the Commission the

interplay between the Cross Exhibit 2 and the Cross

Exhibit 3 -- or the Redirect -- excuse me, Redirect 2

and Redirect 3?

· · · A.· Well, so Redirect 2 is the federal funds rate.

So this is the interbank lending rate, and this is a

rate that is set by the Federal Reserve for the --

borrowing between banks.· And that is the rate that the

Federal Reserve is setting pretty close to -- it's .25

percent at this time.· 0.25 is their target range for

this rate.

· · · · · Redirect Exhibit 3 is the 30-year Treasury

bond, and this is the yield that -- this is the yield --



the current yield on the 30-year Treasury bond.· So if

you were to buy that bond today, this would be the yield

that you would be -- you would get on that bond.

· · · · · They are different instruments.· One is a

yield curve, the other one is the interbank lending

rate.· That are different instruments.· In the past, the

Federal Reserve has -- in the 2008-2009 market collapse,

they did use a cap on the yield -- on the 30-year

Treasury yields as a mechanism, as I mentioned earlier

in my testimony.

· · · · · Based on Vice Chair Clarida's comments back in

August, that doesn't sound like an instruct that the

Federal Reserve is intending to use currently.· And

certainly, as you can see when you compare the two

charts, at least currently, that has not been -- they

have not employed caps on the 30-year Treasury.· So --

and they don't relate at all to the federal funds rate.

So the federal funds rate has remained flat.· And then

if you look at the 30-year Treasury yield, it has,

obviously, had considerable volatility over the last

eight months or so.

· · · · · MR. MOSCON:· Chairman LeVar, I would move for

the admission of Bulkley Redirect Exhibits 1, 2, and 3

in the record.

· · · · · CHAIR LEVAR:· If anyone objects to that



motion, please unmute yourself and state your objection.

· · · · · I'm not seeing or hearing any objection, so

the motion is granted.· Thank you.

· · · · · MR. MOSCON:· All right.· Thank you.· That's

all the redirect that we have.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you, Mr. Moscon.

· · · · · Ms. Schmid, do you have any recross questions

for Ms. Bulkley?

· · · · · MS. SCHMID:· I do not.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Moore?

· · · · · MR. MOORE:· I do.

· · · · · CHAIR LEVAR:· Okay, go ahead.

· · · · · · · · · ·RECROSS-EXAMINATION

BY MR. MOORE:

· · · Q.· Ms. Bulkley, that first exhibit -- oh, there

you are.· That first exhibit you had talking about the

Dominion case granting a lower ROE than industry

average, what was that again?· Was it an -- who put out

that publication?

· · · A.· Yes, I understand your question.· So the

publication is -- let me just open it to get the

correct -- it's S&P's Global Market Intelligence, and it

is the same -- it's Regulatory Research Associates,

which was purchased by S&P many years back.· It's the



same service that I think all of the witnesses in this

case have relied on for authorized ROE data.

· · · Q.· What is the date?

· · · A.· The date on this was March 26, 2020.

· · · Q.· All right.

· · · · · May I direct your attention to OCS Cross

Exhibit No. 4?

· · · A.· Four.· This is a --

· · · Q.· Well, it's also -- do you have it up?

· · · A.· I do.· I think I have the right exhibit.· This

is a summary of water ROEs -- water utility ROEs?

· · · Q.· Well, that's what it's titled, but it's the

S&P Global Market Intelligence again, isn't it?

· · · A.· Yes, it is.· Same service.· Correct.

· · · Q.· But it's from a later date, July 20, 2020.

· · · A.· Yes, and a different analyst who covers the

water sector, Heike Doerr.

· · · Q.· Right.

· · · · · And then we look to the third page of the

exhibit, and there's a chart.

· · · A.· I see that chart.

· · · Q.· And it has ROEs for water, electricity, and

gas utilities, correct?

· · · A.· It does have them as quarterly averages,

that's true.· I am suspicious of these, though.· As I



noted in my earlier testimony, that I think it's

important to look at all of the individual data,

because, as I noted in the electric cases, there were

several observations that shouldn't be included in the

averages.· That being said, these are quarterly average.

· · · Q.· Let's look at the gas utilities, 2020, the

last -- the bottom of the table.· It has there ROEs at,

the first quarter, 9.35, and the second quarter, 9.55.

· · · · · That would average out to 9.4, correct?

· · · A.· That would be the average of those, correct.

Again, with my reservations about not seeing the

underlying data.· But that would be the mathematical

average of those two points, correct.

· · · Q.· Now, you are aware that the ROE in the Questar

Gas Company -- or the Dominion gas company was

9.5 percent; isn't that correct?

· · · A.· Yes, it is.

· · · Q.· So that's higher than the industry average.

· · · A.· Well, again, so there's a difference in time

period, and I don't know what the underlying data is

here.· So I'm not sure what else to say about that.

· · · Q.· All right.

· · · · · Well --

· · · A.· As I pointed out earlier, there can be quite a

few things that you need to correct for in the data



sets.

· · · Q.· But didn't you just testify that this was the

organization where the witnesses are getting their ROE

recitations from?

· · · A.· Absolutely, but that doesn't mean that you

shouldn't verify the data you're using.

· · · Q.· Right.

· · · · · But on this analysis, it has the Dominion case

coming in at a higher ROE than industry average.

· · · A.· Well, again, it's higher than the quarterly

averages that are reported here.· And as I said, with

the caveat that you would need to understand all of the

underlying data points, just like I mentioned on the

electrics to start my testimony today.· And it would be

important to vet that data.

· · · · · MR. MOORE:· All right.· Thank you.· I have no

further questions.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moore.

· · · · · Ms. Baldwin, do you have any recross for

Ms. Bulkley?

· · · · · MS. BALDWIN:· No recross.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Russell?

· · · · · I don't know if you're -- I'm not hearing

anything from you, Mr. Russell.· You're still muted on



my screen.

· · · · · MR. RUSSELL:· Yeah, sorry.· I was -- I had a

hard time finding my microphone button there.

· · · · · No, I don't have any questions for this

witness.· Thank you.

· · · · · CHAIR LEVAR:· Great.· Thank you.

· · · · · Mr. Sanger?

· · · · · MR. SANGER:· I have no questions.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Mr. Boehm?· Mr. Boehm?

· · · · · I'm going to assume he doesn't have any.· He

didn't have any cross-examination questions.

· · · · · So I'll go to Commissioner Clark.· Do you have

any questions for Ms. Bulkley?

· · · · · MR. CLARK:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Commissioner Allen?

· · · · · MR. ALLEN:· No questions.· Thanks.

· · · · · CHAIR LEVAR:· Okay.· And I don't have any

questions either.· So thank you for your testimony

today, Ms. Bulkley.

· · · · · THE WITNESS:· Thank you very much.

· · · · · CHAIR LEVAR:· Mr. Moscon or Mr. Sabin,

anything further from Rocky Mountain Power?

· · · · · MR. MOSCON:· No, Mr. Chairman.· This -- that



concludes, for cost of capital, the company's witnesses.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · I'll go to Ms. Schmid next.· Do you have --

would you like to call the Division of Public Utilities'

witness?

· · · · · MS. SCHMID:· I would.· Thank you.

· · · · · The Division would like to call Mr. Casey Jay

Coleman as its witness.

· · · · · May he please be sworn?

· · · · · CHAIR LEVAR:· Good afternoon, Mr. Coleman.· Do

you swear to tell the truth?

· · · · · THE WITNESS:· Yes.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Go ahead.

· · · · · · · · · ·DIRECT EXAMINATION

BY MS. SCHMID:

· · · Q.· Mr. Coleman, could you please state your full

name and spell it for the court reporter?

· · · A.· My name is Casey Jay Coleman.· C-a-s-e-y,

J-a-y, C-o-l-e-m-a-n.

· · · Q.· By whom are you employed, and in what

capacity?

· · · A.· I work for the Division of Public Utilities

for the State of Utah, as a utility technical

consultant.



· · · Q.· In conjunction with your employment with the

Division, have you participated in this case on behalf

of the Division?

· · · A.· Yes.

· · · Q.· Specifically, did you prepare and cause to be

prefiled testimony and exhibits in this docket?

· · · A.· Yes, I did.

· · · Q.· Were those filed as DPU Direct -- DPU DIR

2.0/DIR on August 20th, with accompanying exhibits 2.1

DIR through 2.08 DIR?

· · · A.· Yes.

· · · Q.· And did you prepare and cause to be filed your

surrebuttal testimony on October 8th, which has been

identified as the prefiled surrebuttal testimony of

Casey Jay Coleman, and its certificate of service, as

DPU Exhibit 2, SR -- 2.0 SR?

· · · A.· Yes.

· · · Q.· And did that prefiled surrebuttal testimony

have exhibits accompanying it labeled 2.1 SR through

2.8 SR?

· · · A.· Yes.

· · · Q.· Do you have any changes or corrections to that

prefiled testimony?

· · · A.· I have a couple minor changes.· It will be on

the surrebuttal testimony.



· · · Q.· Okay.· If you could present those.

· · · A.· Sure.

· · · · · The first one will be on line 46 of the

surrebuttal testimony.· And it's right there in the

paragraph.· It says, "In DPU 1.0 SR."· 1.0 should be

changed to 2.0.

· · · · · And then --

· · · · · MR. MOSCON:· Sorry to interrupt.· I thought

you said in your surrebuttal at line 46.

· · · · · THE WITNESS:· Correct.

· · · · · MR. MOSCON:· Is that where you're at?

· · · · · THE WITNESS:· Yes.

· · · · · MR. MOSCON:· So my line 46 says "DPU SR 02

Attachment 6."· Is that what you're talking about?

· · · · · THE WITNESS:· Oh, okay.· Maybe I was reading

an earlier version that had the 1 in there.· It should

be 2.0.· So good to know that I changed the correct

one.

· · · · · MR. MOSCON:· Well, and it's not -- mine says

DPU SR 02 Attachment 6."· I just want to make sure I'm

looking at what you're looking at.

· · · · · THE WITNESS:· Let's see.· My line 46 says,

"DPU 1.0 SR Attachment 6."

BY MS. SCHMID:

· · · Q.· Casey, I believe that that was not the filed



version of your surrebuttal.

· · · A.· Okay.· All right.

· · · Q.· What I have in front of me is the same as

Mr. Moscon has in front of him in DPU SR-02

Attachment 6.

· · · A.· Okay.· That's fine, then.· I just wanted to

make sure that -- I was the one that filed testimony,

and we had done it as Number 2.· So I just wanted to

make sure that the surrebuttal had shown that.

· · · Q.· Okay.· Anything else?

· · · A.· The only other one was on line 102.

· · · Q.· Also of your surrebuttal?

· · · A.· Surrebuttal testimony.

· · · · · I believe what I was looking at -- that

should say "analyze," and it looks like an A was not

put in there.· So that would just need to reflect

"analyze."

· · · Q.· With those corrections, if we were to ask

you -- if I were to ask you the same questions today

that are contained in your prefiled direct and

surrebuttal, would your answers be the same?

· · · A.· They would, yes.

· · · · · MS. SCHMID:· With that, I'd like to move for

the admission of DPU 2.0 DIR, with Exhibits 2.01 through

2.08 DR, and DPU 2.0 SR, with its exhibits 2.01 through



2.08 SR.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · If anyone objects to that motion, please

unmute yourself and state your objection.

· · · · · I'm not seeing or hearing any objections, so

the motion is granted.· Thank you.

BY MS. SCHMID:

· · · Q.· Mr. Coleman, have you had the opportunity to

prepare a summary of your testimony?

· · · A.· Yes, I have.

· · · Q.· Could you please share that with us?

· · · A.· Yes.

· · · · · Good morning, Chairman LeVar, Commissioner

Clark, and Commission Allen.· I appreciate the

opportunity to discuss the cost of capital for Rocky

Mountain Power on behalf of the Division in this docket.

· · · · · In previous dockets, the Commission has

discussed its responsibility to determine the

appropriate cost of equity for a regulated utility,

indicating how applying the different financial models

requires judgment at each important step.

· · · · · The Commission has been candid about how each

financial model analysis will provide a good framework

for analysis and a useful means of organizing relevant

information.



· · · · · Using this framework of financial models, the

Commission can use judgment, experience, and other

necessary qualitative information to determine a fair

and reasonable rate for a regulated utility.

· · · · · The purpose of my testimony is to provide the

data and analysis that provides a reasonable framework

for ratemaking purposes.· I present evidence using

generally accepted evaluation methods, including the

Capital Asset Pricing Model, the Constant Growth

Discounted Cash Flow Model, and a risk premium method.

· · · · · Throughout my direct and surrebuttal

testimony, I discuss the financial principles stated by

Dr. James C. Bonbright.· The calculated rate should act

as a minimum cost when determining the fair rate of

return.· According to Dr. Bonbright, the minimum cost,

or floor, for regulated utility would be the cost of

equity.· Cost of equity is the -- is a starting point

for regulatory commissions to set rates and from there

make adjustments according to other policy

considerations.

· · · · · Using generally accepted evaluation methods, I

was able to calculate the reasonable range of the

company's ROE estimates, or return on equity estimates,

at 7.24 percent to 9.17 percent.· This range constitutes

the floor the party should use to begin the evaluation



of a fair rate of return for Rocky Mountain Power.

· · · · · In my surrebuttal testimony using data from

Regulatory Research Associates, a group within S&P

Global Market Intelligence, I calculate the average

allowed rate of return for electric utilities at

9.5 percent for the period of January 2020 through

September of 2020.

· · · · · Following the principles outlined in Hope and

Bluefield that investors are generally given the

opportunity to earn equal returns earned by other

companies of similar risks, I would suggest the maximum

return on equity for Rocky Mountain Power would be the

average allowed rate of return of 9.5 percent, unless

Rocky Mountain Power can be shown to have significantly

greater risk than a comparable group of companies.

· · · · · As my testimony shows, Rocky Mountain Power

does not have significantly greater risk than a

comparable group of companies.· Therefore, it follows

that the average allowed rate of return for the electric

industry would establish the upper limit that would be

considered a fair rate of return for investors and

customers of Rocky Mountain Power.

· · · · · From my reasonable range of return on equities

from 7.14 percent to 9.17 percent for the company, the

average allowed rate of return for regulated utilities



is 9.5 percent.· And using the principle of gradualism,

the Division recommends the Commission set the cost of

equity for Rocky Mountain Power at 9.25 percent.

· · · · · The Division does not take issue with the

company's proposed capital structure, and using the

actual capital structure suggested by Rocky Mountain

Power of 5.367 percent equity, a .01 percent preferred

stock and 46.32 percent debt, the Division calculates a

weighted average cost of capital for Rocky Mountain

Power as 7.18 percent.

· · · · · The Division's recommended return on equity of

9.25 percent and a weighted average cost of capital of

7.18 percent balances the competing forces of customers

and investors, while recognizing the need for gradualism

in the current market and the Utah-specific regulatory

climate.· It allows just and reasonable rates.

· · · · · The Commission should adopt the 9.25 percent

recommended return on equity for Rocky Mountain Power.

· · · · · MS. SCHMID:· Thank you, Mr. Coleman.

· · · · · Mr. Coleman is now available for questions

from the parties and from the Commission.

· · · · · CHAIR LEVAR:· Thank you, Ms. Schmid.

· · · · · I'll go to Mr. Moore first.· Do you have any

questions for Mr. Coleman?

· · · · · MR. MOORE:· No questions.· Thank you.



· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Ms. Baldwin?

· · · · · MS. BALDWIN:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Russell?

· · · · · MR. RUSSELL:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Mr. Sanger?

· · · · · MR. SANGER:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Mr. Boehm?· And I'm not

sure he's still with us.· I don't see him on the list of

people connected to the -- oh, no, I do see --

· · · · · Mr. Boehm, you're muted.· Do you have any

questions for Mr. Coleman?· You're still muted, but I'm

going to assume that's a no.

· · · · · Mr. Moscon or Mr. Sabin, do you have any

questions for Mr. Coleman?

· · · · · MR. MOSCON:· We do have a few.

· · · · · CHAIR LEVAR:· Go ahead.

· · · · · MR. BOEHM:· I'm sorry, your Honor.· This is

Kurt Boehm.· I was having trouble finding the mute

buttons.· But I have no questions.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Moscon, go ahead.

· · · · · MR. MOSCON:· Thank you.



· · · · · · · · · · CROSS-EXAMINATION

BY MR. MOSCON:

· · · Q.· And good afternoon, Mr. Coleman.· To make it

easier for the parties and the Commission -- and I may

even ask the Commission a question on what is easiest --

we have just sent an email around that has

cross-examination exhibits, but I'll note that but for

one document, they're all contained in -- or all but

two -- they are all contained in the exhibit attached to

Mr. Coleman's surrebuttal, which is the Attachment 1 --

DPU SR 02 Attachment 1, which is the Duff & Phelps

report.

· · · · · So if it's easier for parties to simply find

that attachment and to go through that, or to look

directly at the exhibits that were just emailed --

whatever is easiest for the parties.

· · · · · Mr. Coleman --

· · · · · CHAIR LEVAR:· Mr. Moscon, would you -- I'm

sorry.· Would you repeat the exhibit number again for --

· · · · · MR. MOSCON:· Yes.

· · · · · CHAIR LEVAR:· We're in Mr. Coleman's

surrebuttal, correct, from October 8th?

· · · · · MR. MOSCON:· Correct.· So it is -- make sure

that's right.· It is the DPU Exhibit 2.0 SR,

Attachment 1.· So in my copy, it's, I believe, the first



exhibit after his surrebuttal.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · MR. MOSCON:· Okay.· And as long as --

Mr. Chairman, as long as I'm having a dialogue with you,

I may ask if it's easier -- if the commissioners and

parties all have their own copies, I won't ask anyone to

share a screen and to put it up as a visual, but -- we

can do that.· But if the commissioners and parties all

have this Duff & Phelps report, then I'm just going to

assume that if I ask Mr. Coleman to turn to a certain

page, that that's available to the commissioners and

parties; is that the way you'd prefer?

· · · · · CHAIR LEVAR:· I think the best way for me to

respond to that is, it's on the website and it's not

confidential.· So it's pretty easy for any of us to

access just from the docket website without having to go

into our confidential database.· So I think it should be

pretty accessible to everyone.

· · · · · MR. MOSCON:· All right.· Then we're going to

go forward without putting it up on the screen.

BY MR. MOSCON:

· · · Q.· Mr. Coleman, do you have accessible to you

both your surrebuttal testimony as well as this Duff &

Phelps report that we've just been talking about?

· · · A.· Yes, I do.



· · · Q.· Okay.

· · · · · And you recall generally in your testimony --

and I'll characterize it this way, but it's really not

important, though -- but I'll call it a dispute between

you and Ms. Bulkley about who was or wasn't

understanding or processing or interpreting the Duff &

Phelps data correctly.

· · · · · Is that -- are you familiar, generally, with

that dispute between the two witnesses?

· · · A.· I think the dispute was different, but I will

agree that we had a disagreement.

· · · Q.· Okay.

· · · · · Would you go ahead and turn to your Attachment

No. 1, which is this Duff & Phelps report?

· · · A.· Okay.

· · · Q.· The first thing I want you to do is to turn to

page 5 in it, if you would.

· · · · · Are you there?

· · · A.· I'm getting there.· Just a second.· Hold on.

· · · · · MS. SCHMID:· Mr. Moscon, what is the first

word on that page?

· · · · · MR. MOSCON:· "Disclaimer."

· · · · · MS. SCHMID:· Thank you.

· · · · · THE WITNESS:· Okay.

BY MR. MOSCON:



· · · Q.· Are we there?

· · · A.· Yeah.

· · · Q.· So you agree -- in fact, as noted, this report

comes with a disclaimer -- and what I'm about to read is

in the second paragraph -- that -- well, actually, let's

start at the first paragraph.

· · · · · Doesn't the first paragraph tell us that

this -- these materials that you've attached as an

exhibit do not represent the official position of Duff &

Phelps, LLC?· Is that a correct statement?

· · · A.· That's what the disclaimer says.

· · · Q.· And doesn't that disclaimer further go on to

state that it is not guaranteed to be complete,

accurate, or timely?

· · · A.· Well, what it says is the information

presented in this session has been obtained with the

greatest care from sources believed to be reliable, but

is not guaranteed to be complete, accurate, or timely.

· · · Q.· Right.· Okay.· And the timely is one of the

things we're going to focus on.

· · · · · If you would turn to page 10 of this same

report.· And to make sure that we're on the same chart,

I'm looking at something that is entitled, A COVID-19

Brief Timeline.

· · · A.· Okay.· Yeah, I have it in front of me.



· · · Q.· Okay.

· · · · · Now, you indicated that you received this

information in April of this year; is that correct?

· · · A.· That's when the webinar was held by Duff &

Phelps, yes.

· · · Q.· And in fact, their timeline ends in April of

this year; is that correct?

· · · A.· Correct.

· · · Q.· And so would you agree with me it's a fair

assumption to make that if this is already published in

April of 2020, that the data that was being relied on,

even the most recent data that was being relied on in

this, was from the March to early April timeframe?

· · · A.· No.· And the reason why that is, is because --

the reason that this was provided was to basically

reinforce that the Division had looked at COVID and a

variety of other factors that Ms. Bulkley was saying we

hadn't looked at.

· · · · · And what we were trying to get at was the

point that Duff & Phelps had looked at a variety of

those elements, and so us, as the Division, reviewed

those elements as well.· And so to characterize that we

hadn't looked or taken into consideration any of those

elements was an error.· I didn't portray that Duff &

Phelps had done an in-depth and a complete analysis



there, but what it was, was to show that we had done a

good faith approach of trying to determine what the

impact would be with the market.

· · · · · And also, having said this, this is when the

webinar happened, but I think it would be an error to

suggest that Duff & Phelps hasn't continued to monitor

the market, because they do make changes to their

risk-free rate and their equity risk premium according

to what's happening in the market, and will put that

information out to investors.

· · · · · And so to suggest that Duff & Phelps, on

April 20th, decided not to look at what was happening in

the market anymore, to me, would be erroneous.

· · · Q.· Okay.· Well, thank you for that, but my

question is really going to your exhibit that's in the

record.

· · · · · And so would you agree with me that your

exhibit that's in the record, of Duff & Phelps, is

limited insomuch as the data that it's providing and

relying on is limited to information that was available

from April and prior to April?· Is that correct?

· · · A.· Yes, but again, I don't see the relevance,

because earlier today Ms. Bulkley and also Ms. Kobliha

had looked at credit reports for 2018.· So does that

mean that the credit reports were only good as of 2018



and they shouldn't be used today?

· · · Q.· Well, Mr. Coleman, let me simply ask this:

Insofar as we are going to talk about the impact that

COVID had, and to the extent that we are going to rely

on this exhibit to support the fact that COVID has been

examined, you would agree with me, wouldn't you, that

the impacts that COVID has had, and continues to have,

on the economy and on investors was not fully known or

realized as of April of this year?· Wouldn't you agree

with that?

· · · A.· That's what this information is showing.

That's true, yes.

· · · Q.· Would you turn to page 55 in this same report?

And again, to make sure that we're all looking at the

same page, it is entitled Summary Table of Factors.

· · · A.· Okay.

· · · Q.· And you would agree with me, wouldn't you,

that what this chart is showing us is how certain

factors, which are listed on the left-hand side -- how

-- whether they go up or down or they have a change,

what the effect is on ERP, which stands for equity risk

premium?· Is that your understanding of this chart?

· · · A.· Yes.

· · · Q.· So just a couple of examples.· The second line

down, implied equity volatility.· If the change is that



equity volatility goes up, that -- the effect on the ERP

is that EPR also goes up, correct?

· · · A.· If you're looking at that specifically, then

yes, that would be one of the elements it would

consider, with the equity risk premium going up.

· · · Q.· And the same would also be true of the equity

uncertainty, which is two lines down from that, and two

lines up from the bottom, the default spread model.· As

each of those go up, the realized effect on ERP is ERP

also moving up.· Is that what this chart summarizes?

· · · A.· That's what it's showing, yes.

· · · Q.· Okay.

· · · · · If you'd turn with me to the very next page,

page 56 of this report.· This is a graphic showing the

Volatility Index from the Chicago Board Options

Exchange; is that right?

· · · A.· Yes.

· · · Q.· And the graphic notes that there's a new

record high for the VIX, which is this index, as of

March 16, 2020; is that correct?

· · · A.· Yes.

· · · Q.· And in fact, that high is significantly

greater than the Great Recession of 2008, which is also

pointed out on the chart; is that correct?

· · · A.· I don't know that I would characterize it as



significantly higher.· 80.9 and 82.7 is not

significantly higher.

· · · Q.· Would you agree it's as high or higher than

the Great Recession --

· · · A.· Yes.

· · · Q.· -- of 2008?

· · · A.· Yes.

· · · Q.· Okay.

· · · · · Now, one thing I didn't have you have handy,

but I'm going to ask you to do anyways -- do you have

Ms. Bulkley's rebuttal handy anywhere near you?

· · · A.· Let me see if I can find that.· Hold on a

second.

· · · Q.· And I apologize I didn't, up front, tell you

to have that.· That's my fault.

· · · · · MS. SCHMID:· Mr. Moscon -- or Mr. Chair, if I

may ask Mr. Moscon a question?

· · · · · CHAIR LEVAR:· Go ahead.

· · · · · MS. SCHMID:· Would it be possible for you to

put the references up on the screen?

· · · · · MR. MOSCON:· The references -- when you say

"the references," do you mean --

· · · · · MS. SCHMID:· To Ms. Bulkley's testimony.

· · · · · MR. MOSCON:· Okay.· So what I'm going to do is

to put page 17 of her rebuttal on the screen, and I'll



ask someone -- I'm going to see if people that know this

system better than I do can get there.

· · · · · Both Saba and Stewart get frustrated with me

when I refer to this computer as the magic black box.

So I'm not going to touch it myself.

· · · · · MS. SCHMID:· I sympathize with -- and agree

with your characterization of the computer.

· · · · · MR. MOSCON:· So Mr. Sabin is going to share a

screen.· So I don't -- is that visible to everyone?

· · · · · THE WITNESS:· I can see it.

BY MR. MOSCON:

· · · Q.· Okay.

· · · · · So we had just looked in the Duff & Phelps

report.· That had a VIX index; that's what we were

looking at on their page 56.· And on page 17 of

Ms. Bulkley's rebuttal, she also has a VIX index.

· · · · · And that's what you're seeing there; is that

correct?

· · · A.· Yes.

· · · Q.· The difference being that Ms. Bulkley's VIX

index continues farther -- we already talked about the

fact that Duff & Phelps was already published in April,

and this seems to go until approximately September of

this year.

· · · · · Do you see how it extends every four months



from 9 to 1 to 5, and the next line would be 9 of 2020?

· · · A.· Sure.

· · · Q.· And so you would agree, would you not, looking

at this graphic and Ms. Bulkley's testimony, that the

volatility, although it's dropped from March of this

year, still remains higher than it has been in the

previous five years?· Do you agree with that?

· · · A.· The market right now is uncertain, and there's

more volatility than there has been previously, yes.

· · · Q.· Okay.

· · · · · So you would agree that if you looked at the

line of August of 2014, which was when the last rate

case setting the company's current ROE was handled, that

the volatility in the market was lower -- demonstrably

lower than it is currently; is that correct?

· · · A.· "Demonstrably" is not a word that I would use.

That is relative.· I would say that you could look and

see that there -- it is lower in 2014 than it is now.

· · · Q.· Okay.

· · · · · Would you turn with me to page 61, back on the

Duff & Phelps report?· I call it a report.· I don't know

if that's the right word.· But page 61.

· · · A.· Hold on.· Let me get there.· You said page 61?

· · · Q.· Yes.

· · · A.· Okay.



· · · Q.· Are you there?

· · · · · This is a document that is entitled U.S.

Monthly Economic Policy Uncertainty Index, to make sure

we're looking at the same thing.

· · · A.· Yes.

· · · Q.· And similarly, you would agree with me that

the economic policy uncertainty, as demonstrated by Duff

& Phelps data, makes clear that uncertainty is much

higher, at least when this was published, compared to in

the summer of 2014, when the last ROE was set in this

matter.· Is that correct?

· · · A.· There is differences there, yes.

· · · Q.· Okay.· If you turn just one page in the Duff &

Phelps report, you're going to get a new table called

Default Spread Model.

· · · A.· Okay.

· · · Q.· Would you agree, similarly, that the Default

Spread Model shows greater risk of default in the 2020

timeframe than when the Commission decided this

company's last rate case in 2014?

· · · A.· Yes.

· · · Q.· Okay.

· · · · · Let's turn to your surrebuttal.· And I'm going

to ask you to turn to page 6 of your own testimony.

· · · A.· Okay.



· · · · · MR. MOSCON:· And Ms. Schmid, do you -- is it

easier for you if we put this on the screen?

· · · · · MS. SCHMID:· I do have his in front of me.

Thank you, though.

· · · · · MR. MOSCON:· Okay.

BY MR. MOSCON:

· · · Q.· You agree with me, Mr. Coleman, don't you -- I

think, in fact, you may have led with this -- when I

first referenced this Duff & Phelps report, that what

brought this up was that Ms. Bulkley had criticized the

Division for not mentioning or referring to the Federal

Reserve's monetary policy, and in response, you

indicated that -- in fact, I'm just going to have you

read that sentence that's on line 110 that starts, "When

the Division analysis uses."

· · · · · Will you read that sentence for us?

· · · A.· "When the Division analysis uses Duff and

Phelps' risk-free rate and equity risk premium as a key

metric, by association, the Division is just as

meticulous in its determination of an appropriate cost

of capital."

· · · Q.· Okay.

· · · · · So you would agree with me that, essentially,

the Division has incorporated the Duff & Phelps analysis

in its work, because its response was, "Oh, we didn't



ignore it; we looked at Duff & Phelps, and Duff & Phelps

looked at it."

· · · · · Is that correct?

· · · A.· I think when you look at the models that I

used, we used the equity risk premium from Duff &

Phelps, we also used the risk-free rate, and we also

analyzed what Duff & Phelps was doing to determine those

rates.· And so we were comfortable in using their equity

risk premium and risk-free rates, because we felt that

that had -- they had -- as you saw from what we had

provided, they had done an extensive job of looking at a

variety of market factors to determine those amounts.

· · · Q.· Okay.

· · · · · Would you turn with me to your attachment --

well, it's called the DPU SR 02 Attachment 3, but it's

easiest for me to think of it as the second exhibit

behind your surrebuttal.

· · · A.· Is that the one Cost of Capital in the Current

Environment?

· · · Q.· Yes.· That -- yep.

· · · A.· Okay.

· · · Q.· Now, the cost of capital in Duff & Phelps that

you attach when you refer to this, this itself does not

reference -- this page right here, itself, doesn't

reference the Federal Reserve monetary policy that



Ms. Bulkley had criticized the Division for leaving out,

does it?

· · · A.· I think you need to look at Attachment 2 to

have a better understanding of that.· Let me make sure

that I have the number right.

· · · · · So Attachment 2 in my surrebuttal testimony

shows -- and I will put in here that it's the most

recent information that Duff & Phelps has.· I checked

twice to make sure that they had a 2020 report out, and

they didn't.· So this is what is considered their 2019

report from their yearbook, which is using 2018

information.

· · · · · But what this shows is what Duff & Phelps goes

through as far as the process to determine their equity

risk premium.· So when that infographic that I showed

you shows Duff & Phelps is using the 6.0 equity risk

premium, by default they are following what is that

entire chapter three, as far as analyzing that.

· · · · · And so they are looking at all of those things

that I included in my Attachment 1, plus all of the

other elements that is included in this -- and I don't

know the exact -- and I don't know the exact -- it looks

like 67 pages in just this chapter when they do the

equity risk premium.

· · · · · So I would say yes, when -- what -- that



information graphic doesn't show that, but anyone that's

familiar with Duff & Phelps and the process they're

going through is going to have an understanding that

that's included in what they're saying their equity risk

premium should be as of that date that incorporates all

of those things.

· · · Q.· Would you -- one of the things that's a

specific issue is going to be the impact and any

adjustment or analysis that should be triggered by the

Tax Cut and Jobs Act, or it's referred to as the TCJA in

testimony.

· · · · · So if I just call it the TCJA, are you --

· · · A.· Yes.

· · · Q.· You know what I'm referring to?

· · · A.· Yes, that's fine.· Yes.

· · · Q.· Okay.

· · · · · If you'd go to page 22 of your surrebuttal.

· · · A.· Sorry.· I'm getting there.

· · · Q.· It takes me a minute, too, so no rush.

· · · A.· Okay.· So surrebuttal page 22.

· · · Q.· Okay.· You see on line 451 there's a sentence

right after "Yes."

· · · · · Will you -- actually, two sentences.· Will you

read those two sentences starting with, "The Division"?

· · · A.· Sure.



· · · · · "The Division did not explicitly discuss the

overall risk related to the TCJA because it did not

believe this will be a significant risk faced by Rocky

Mountain Power in 2021.· Investors have had time to

understand and evaluate the cash flow implications to

Rocky Mountain Power."

· · · Q.· So it's fair to say that the Division did not,

in addressing any reasonable ROE for the company,

consider or make an adjustment for any uncertainty or

volatility that could be attributed by virtue of the

TCJA; is that correct?

· · · A.· Yes.· Because as I said there, we don't

believe it's a risk that's going to be impacting

investors in 2021, because they will have the ability --

three or four years of time will allow them to see

what's going to happen with that.

· · · · · Plus, the other element is the tax credits are

being dealt with right now in this rate case, as far as

how Rocky Mountain Power is going to deal with them, and

so we believe that that risk is going to be mitigated or

reduced because of results that come out of this rate

case.

· · · Q.· Would you turn to page 32 of Ms. Bulkley's

direct?

· · · · · MR. MOSCON:· And I'm going to ask Mr. Sabin,



if he can, to go ahead and put that up on the screen, 32

of her direct, just so that anyone that doesn't have

Ms. Bulkley's testimony handy...

· · · · · And specifically, we're going to be looking

for Figure 10.

· · · · · MR. SABIN:· Sorry, what page was it?

· · · · · MR. MOSCON:· Page 32 of direct of Ms. Bulkley.

· · · · · THE WITNESS:· Okay.· Figure 10.· "Credit

Rating Downgrades Resulting from TCJA."

BY MR. MOSCON:

· · · Q.· That's the one that we're at.

· · · A.· Okay.

· · · Q.· You would -- even though -- and -- your

understanding is that TCJA was passed when?· When was

that act passed?

· · · A.· I believe it was in 2018, as a result of tax

cuts by President Trump.

· · · Q.· So even though it had been passed in 2018 or

earlier, you would agree with me, would you not, that

this data that is taken from a Moody's report indicates

that at least nine utilities have had credit downgrades

that Moody's tied to the TCJA from 2018 through 2020?

Is that correct?

· · · A.· It looks like it's more than nine, but --

unless you're excluding gas companies from that.· There



is a list of companies in 2019 and 2020 that did get a

downgrade.

· · · Q.· Yeah.· Okay.

· · · · · Well, in fact, what I was really looking at is

Q4 2019 and Q1 2020.· But you're correct, if you go back

earlier, there is even more than that.· So it's my fault

for --

· · · A.· Correct.· I was just looking at 2019 and 2020.

· · · Q.· All right.

· · · · · But the point being is that Moody's has

demonstrated -- or Moody's is showing and reporting that

even as far as spring of this year, when this was

published, that it was continuing to have an impact on

utilities.· Isn't that correct?

· · · A.· It's all relative.· Because what I don't know

from looking at those lists of companies is the

underlying factors that also caused this downgrade.  I

haven't been able to look at the report that was out

there by Moody's, and the different things, to know that

it was exactly because of the TCJA.· I don't know if

those downgrades and ratings happened as they were said

there.· And there -- as was discussed in the hearing

today, the credit -- there's a lot of elements that go

involved with that, as far as what's going to make a

rating go up or down.



· · · · · If you want me to say over the time period has

some ratings gone down, sure, but I don't know if those

companies were as strong as Rocky Mountain Power in

2018, 2019, and 2020.· I don't know what their metrics

were, I don't know what their CFO rates were and the

other parts that go into that, to be able to have this

be a valuable evaluation, other than there were -- are

companies that have been downgraded.

· · · Q.· Okay.

· · · A.· But I think it's important to recognize that

we're talking specifically Rocky Mountain Power, and if

they're going to be downgraded, not what -- not all of

the other companies that are out there as well.· And I

believe Ms. Bulkley said the same thing earlier today in

her testimony.

· · · Q.· Okay.· Fair enough.

· · · · · Mr. Coleman, I understand you to be saying you

haven't had a chance to study this, you don't know what

all Moody's was looking at when they published their

report.· But is it fair to say that coming into this

proceeding, you don't have any evidence at your

fingertips that would dispute the report that Moody's

tied these downgrades -- downgraded credit ratings to

TCJA, do you?

· · · A.· No, I don't have any reason to dispute that,



but I don't know why that's relevant to Rocky Mountain

Power's specific situation in this rate case.

· · · Q.· Okay.

· · · · · Will you turn to page 3 of your surrebuttal?

· · · A.· Maybe.· Okay.· Page 3.

· · · Q.· Okay.· Now, here on page 3, in the middle, on

line 47, you indicate -- and you're referring to

Attachment 6 -- that the average cost of equity for 2020

is 9.5 percent.· Is that right?

· · · A.· I updated a calculation, and what I calculated

was at 9.5 percent.

· · · Q.· Okay.

· · · · · And you go on to assert that, based on

Dr. Bonbright's principle, that the actual cost of

equity may have been lower but, you know, the

Commission's added to that to get to the 9.5.

· · · · · Is that a fair paraphrase of this line?

· · · A.· What I believe my testimony was is there is a

floor and a maximum, and when you're looking at the

allowed rate of return, which is what it's reported by,

our -- most of the commissions would have calculated a

return on equity, and then they would have adjusted for

whatever risk premiums or other elements in the market

they felt was appropriate, to come up with the settled

or allowed rate of return for a company.



· · · Q.· Okay.

· · · · · And would you turn to the Attachment 6 that

was referenced by you on that page?· So this is, for the

record, DPU SR 02 Attachment 6.· And while everyone is

turning to it, to make sure we're all on the same page,

it's S&P Global Market Intelligence Rate Case History

(Past Rate Cases).

· · · A.· Yeah, give me just a minute.

· · · · · Okay.

· · · · · MS. SCHMID:· And just to make sure I'm in the

right place, with the right attachment, is this an

attachment that has two pages?· The first page --

· · · · · MR. MOSCON:· Yeah.

· · · · · MS. SCHMID:· -- beginning with Iowa and the

second page beginning with Virginia?

· · · · · MR. MOSCON:· Well, mine, the first page begins

Iowa and the second page begins Indiana.· But it is a

two-page document, and it's DPU document Attachment

No. 6 to Mr. Coleman surrebuttal, and it's just a list

of the litigated return on equities from various states.

· · · · · MS. SCHMID:· Thank you.· Sometimes things

shift around when we print.· But I'm on the same

attachment.· So thank you.

· · · · · THE WITNESS:· Okay.

BY MR. MOSCON:



· · · Q.· Are you there, Mr. Coleman?

· · · A.· Yes.

· · · Q.· Okay.

· · · · · And so just, again, making sure, this is a

listing of ROE decisions from the year 2020; is that

correct?

· · · A.· Yes.· We tried to take all of the ones from --

starting in January, up until where the report was

created, which looks like the last date was

September 24th of 2020.

· · · Q.· Okay.· And in decision type, which is the

column right before the ROE, there is -- it's

distinguished between a settled case or a fully

litigated case.· Do you see that?

· · · A.· Yes.

· · · Q.· And you don't dispute, do you, what I think

several parties have already discussed today, which is

that a settled case, whether it's high or low, that

number may or may not be as reflective of what a

commission really thought, because one party may have

given up some revenue for something or there may have

been some other process going on?· But you would

distinguish settled cases from fully litigated cases,

wouldn't you?

· · · A.· Distinguish in which way?



· · · Q.· Meaning that they may or may not reflect what

the commission itself thought the appropriate ROE based

on all the evidence would have been.

· · · A.· Because it is a settled case, the commission

didn't have the opportunity or didn't have the

requirement to set a rate of return for utilities; they

just accepted the settlement, is how my understanding of

the regulatory process works.

· · · Q.· Okay.

· · · · · Now, I want to make sure I understand.· This

document that we're looking at, it says S&P Global

Market Intelligence, but you talked about "we."· Is this

a document that the Division prepared or S&P prepared?

· · · A.· Well, I got the data from S&P Global Market

Intelligence, but I did the calculations and I put

together the information using what was available from

S&P or RRA, which is the same thing.

· · · Q.· Okay.

· · · · · I want to have you look at what I think is

going to be on everybody's page 2, which is the Vermont

case.

· · · · · Do you see that?· It's the Green Mountain

Power Corp.

· · · A.· Correct.

· · · Q.· And it's listed as a fully litigated case from



August that resulted in a 8.2 ROE.· Do you see that?

· · · A.· I do.

· · · Q.· Now, when you put this together, did you turn

to that case to determine whether that was a settlement

versus a litigated case?

· · · A.· I trusted the information that was provided in

S&P.· So I didn't go look at each of these individual

cases to determine if what they were putting out there

was accurate or not.

· · · Q.· There should have been emailed to you, and to

everyone, just before we began, a list of exhibits, and

one of which is the actual order in the Vermont case.  I

don't know if you have your email handy.· If it's going

to cause too much trouble, I'm happy to read what I'm

getting at, but I don't want you to feel like you

haven't had a chance to see the document.

· · · · · So do you see the exhibit that's been sent to

you that is a State of Vermont decision in this case?

· · · · · I'm going to ask Mr. Sabin to put it on the

screen for everyone to just make it easier.

· · · A.· I have it in front me, but having it on the

screen could be helpful.

· · · Q.· Okay.

· · · · · I'm going to -- I've highlighted a portion on

the second page.· I'm going to have Mr. Sabin go down to



that.· And this is in the case where the commission is

indicating why it landed on an 8.2 ROE.

· · · · · And would you read the highlighted portion out

loud?

· · · A.· Yeah.· Yeah, just one second here.· I'm just

trying to make sure I'm in the -- okay.

· · · · · "Under the MYRP" -- I'm not sure what that

stands for, but -- "Under the MYRP, the authorized

return on equity is calculated based on fluctuations in

the yield on 10-year Treasury Notes, which has dropped

precipitously as a result of disruptions to financial

markets caused by the COVID-19 pandemic.· The Commission

emphasizes that the reduction of GMP's ROE from 9.06 to

8.20 is based exclusively on the results of the ROE

formula set forth in the MYRP."

· · · Q.· Would you -- and let me represent to you --

and you're able to check, if you want, on page 1 -- that

MYRP is actually a multiyear plan, and so that -- rather

than basing its decision on evidence, the commission

simply ruled that, under this plan, a multiyear plan

that had been entered into prior to this rate case, the

commission was required to set the ROE at that rate, and

it was not based on any other factor.· Would you agree

with that?

· · · A.· That's what that order is suggesting, yes.



· · · Q.· Okay.

· · · · · Now, if we go back to the list of -- which is

your exhibit that -- the Attachment 6 that had all the

other reports listed, one of the other cases that was

listed as fully litigated is the Maine case, the Central

Maine Power Case, and it also ended up at an 8.25 ROE.

· · · · · Do you see that?· It's on my page 1.· I'm not

sure what page it is on yours.

· · · A.· You said it was Maine?

· · · Q.· Uh-huh.· Maine.

· · · A.· Central Maine Power Company.· It's a

distribution company, fully litigated, 8.25 percent.

· · · Q.· And were you here when Ms. Bulkley stated that

that ruling was based on essentially assessing a penalty

against the shareholders of a utility for reasons

unrelated to actual economic circumstances?

· · · A.· I'm not sure if it's this case, but I did

review some of the Maine -- Central Maine, and I am

aware that because of management and other issues, they

were having a reduction in the ROE because of that.

· · · Q.· Okay.

· · · · · Would you agree with this, if you just take

your chart, Attachment 6, that there's really two

outliers drawing the average down?· This is the chart

that you've looked at, that, according to your



conclusions, says that vertically integrated utilities

have a 9.54 average, but there are two outliers at 8.2,

which are the Vermont case and the Maine case.

· · · · · And I know you haven't done the math, or at

least I suspect you haven't, but would you agree with

me, just looking at it, that if you were to remove those

two outliers, that the actual average would be well

above 9.6 percent?

· · · A.· So here's my answer to this.· And this has

been a pretty consistent position with the Division.  I

don't know if Rocky Mountain Power has gone and looked

at all of the ones that were higher, say like a 10.2

percent, to see if they also had formulas that would

cause them to need to be excluded.

· · · · · What we did is we provided the information to

the Commission so that they can be able to make an

evaluation.

· · · · · There are a couple that are lower.· We believe

that ratepayers are paying those rates in those states,

and so it's some information that's valuable and helpful

to the Commission.· But if you cut off the low part of

it, shouldn't you do the same to the high part?· There

might be outliers as well.

· · · · · What we did is we provided the information and

then created an average that was calculated with this,



and I don't think it's that far outside of what would be

acceptable.

· · · · · And Ms. Schmid may have to help me with this,

because I know we've been bouncing around, but I believe

earlier today she shared an exhibit that showed RRA had

recently calculated what the allowed rate of return was,

and had Ms. Bulkley look at that.· That was as of

October 2020, with the most updated information, and RRA

had calculated the 9.5 percent, similar to what I had

calculated here from information.

· · · · · So when they're putting that out there, they

didn't say, "Well, these are two outliers that should be

excluded."· They calculated an average and a rate that

is applicable and should be there.

· · · · · And so what we did is provide the information

for the Commission, allow them to be able to make the

determination, and the calculation was that it was at

9.5 percent.

· · · Q.· I appreciate that, Mr. Coleman, but -- and

maybe I haven't been clear.· I didn't want you to remove

the two 8.2s because they were just so outrageously low

compared to the rest, though they were.· Wasn't -- the

distinction that we were making is that they, in fact,

weren't actually fully litigated cases, meaning that the

results in those cases were based on things other than a



weighing of the evidence by commissions, right?

· · · · · Isn't that the point we were making?

· · · A.· My analysis didn't do that.· When I take the

average of 9.5 percent, that was of all of the cases;

fully litigated, settled, everything else.· If you take

all of those in there, the 9.5 percent includes all of

those.

· · · · · Now, you could suggest that those need to be

eliminated, but if you look down lower at settled

average and also at the litigated average, and then I

also did the vertically integrated at 9.54, some of

those exclude some of those things, and they're -- like

vertically integrated was only the ones that said

vertically integrated in there.

· · · · · So the average that's there is of everything.

It's not just of settled ones or fully litigated.· That

includes all the information that was there showing what

the average was, and then I tried to break it out if the

Commission wanted to get a little more detail as far as

what would be applicable and how to look at it.· That's

what was included in there.

· · · Q.· Let's do this, then.· This might be the

easiest way to make sure we're talking about the same

thing.· I'm going to ask Mr. Sabin to put up the next

cross exhibit slide that we've sent over, but -- and put



it on the screen.· But, again, everyone has had this

emailed.

· · · · · Do you see in front of you a chart that says

"2020 Authorized ROEs"?

· · · A.· Yes, I see that.

· · · Q.· So let me represent to you that what this is,

is it takes the diagram that had all of them, it removes

the settled cases, it -- and it puts forward only the

fully litigated cases from 2020.· And that's the

results, and there are some, as you will see and note,

in that 9.25 range, and then there are some as high as

the 10.0 range.

· · · · · So do you see that scattering?

· · · A.· I can see dots on a graph.· I don't know what

any of those dots tie to, but I can see that some were

below 9.25 percent and some were higher than 10. -- but

I don't know which dot ties back to what was on the

attachment here, if they're accurate or not.· I could

look at it and try to determine that quickly from what's

here.· But I got this today, and I have no way to verify

the information is accurate or correct, or what it ties

back to.

· · · Q.· I get that, so I won't ask you to vouch for

the accuracy of this chart.

· · · · · But would you agree with me that if the



Commission were to, itself, decide that, yes, those dots

are in the right place, and that's where the fully

litigated cases for 2020 have turned out thus far --

would you agree with me that the company's request of

the 9.8, which is shown by the dashed line, seems to go

through the two, four -- five top cases, and that there

are only three cases that have resulted below a 9.5?

Would you at least agree that this chart shows only

three dots below the 9.5 level?

· · · A.· The chart simply shows that, but there's too

many other factors involved with this.· I mean, how do I

know if those companies are lower risk, what their

business risks are, what their tax implications are,

what is their credit rating?· There are so many other

elements, which is what we've talked about the whole

time, as far as the framework that's being developed

with that.

· · · · · Sure, that line goes between three or four

dots.· What are those three or four companies, and what

makes up all those elements of it?· I believe that's

what the Commission is here to determine, is to say,

"Okay, are those companies as risky, more risky or less

risky than Rocky Mountain Power in determining what the

appropriate rate of return should be?"

· · · · · And that's what I think I said in the



testimony, is when you look at the elaborative returns,

those are basically what should be the ceiling, or the

top part, of what the Commission should consider,

because that's what is required by the Hope and

Bluefield standards, and somewhere in between that is

what's probably the appropriate return on equity for

Rocky Mountain Power because of their risk position,

that they're a lower risk than the other utilities that

are out there.

· · · · · THE REPORTER:· Mr. Moscon, if you're talking,

I think you're muted.

· · · · · CHAIR LEVAR:· We're not hearing you.

· · · · · And why don't we --

· · · · · MR. MOSCON:· -- same speech.· Go ahead.

Sorry.

· · · · · CHAIR LEVAR:· Is this an appropriate place to

take a quick break, or are you in the middle of a train

of thought on your next question?

· · · · · MR. MOSCON:· No.· That's fine.· I'm happy to

-- whatever is better for the Commission.

· · · · · CHAIR LEVAR:· Why don't we take a ten-minute

break right now, and then we'll return and resume your

cross-examination.

· · · · · MR. MOSCON:· Thank you.

· · · (Whereupon a short recess was taken.)



· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Moscon, you can continue.

· · · · · MR. MOSCON:· Thank you.

· · · · · Mr. Chairman, I'd like to move for the

admission of Coleman Cross Exhibits 1 and 2.· There were

only two again that weren't already exhibits previously

admitted.

· · · · · And after that, then I'll be concluded with my

cross-examination of Mr. Coleman.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · If anyone objects to that motion, please

unmute yourself and state your objection.

· · · · · I'm not seeing or hearing any objections, so

the motion is granted.

· · · · · Mr. Moscon, you said that concludes your

cross-examination?

· · · · · MR. MOSCON:· Yes.

· · · · · CHAIR LEVAR:· Ms. Schmid, any redirect?

· · · · · MS. SCHMID:· Very, very limited.· Thank you.

· · · · · · · · · REDIRECT EXAMINATION

BY MS. SCHMID:

· · · Q.· Good afternoon, Mr. Coleman.

· · · A.· Hello.

· · · Q.· At the beginning of your cross-examination by

Rocky Mountain Power, you were asked a series of



questions about the DPU -- sorry -- about the Duff &

Phelps report that was DPU SR 02 Attachment 1,

Exhibit 1.

· · · · · Do you recall that attachment and those

questions?

· · · A.· Yes.

· · · Q.· Can you clarify for us what the purpose of

having that document attached to your prefiled testimony

was?

· · · A.· Yes, thank you.· So the purpose in including

that information was to try to give a little more

breadth and understanding as far as Duff & Phelps and

the equity risk premium and the risk-free rate, and what

that company goes through in determining those elements

of it, so that -- we were criticized by Rocky Mountain

Power that we didn't look at a certain number of factors

when we were doing our analysis, and it was to show that

Duff & Phelps did, in fact, look at those things and a

variety of other elements to come up with this

determination.

· · · · · So it was mischaracterized that we hadn't

looked at those things.· Because we were using Duff &

Phelps' published information meant that we had looked

at and had considered the impacts of COVID and some of

the elements with it as well.



· · · Q.· Thank you.

· · · · · Next, were you listening or reading what was

presented earlier in the hearing when the ratings

downgrade for the regulation of Utah was discussed as a

route of the Dominion Energy Utah rate case?

· · · A.· Yes.

· · · Q.· If you know, did Dominion and Rocky Mountain

Power treat the effects of the Tax Cut Jobs Act the same

in their rate cases?

· · · A.· So I can give you a very broad overview.· I'm

honestly not the expert on that topic, but in

discussions with the Division and within our

organization, I can give you what my broad

understanding is.

· · · · · I believe that Dominion Energy, when they were

dealing with the tax credits, made the decision to

refund back what was due to customers on bills basically

at that time, where Rocky Mountain Power, because of the

amounts that were there and the tax credits, instead

were able to defer or to keep those credits, which is

part of what we're discussing now in this rate case, to

be able to offset potential increases by customers or

other elements, and so they didn't refund the money

directly back to customers.

· · · · · And so I believe that the way that Dominion



Energy and Rocky Mountain Power handled the situation

was different, and could have had some credit impacts

because of that.

· · · Q.· Thank you.

· · · · · Various lists of states, ROEs, whether or not

a case was litigated or settled, have been presented in

this rate case, especially today.

· · · · · Do you believe that if the Commission

determines certain states, such as Maine or Vermont or

New Hampshire, or the one that has the rider should be

kicked out, do you believe that information contained in

DPU Cross Exhibit 1, the RRA report for September, would

assist the Commission in calculating its own base

number?

· · · A.· Yes.

· · · Q.· Do you know if a settlement just goes into

effect automatically or if it is reviewed by a

commission?

· · · A.· I can only say specifically what happens here

in Utah.· I don't know if each state is going to have

the same regulatory climate and environment.· Here in

Utah, a commission -- the Commission has the ability to

accept or reject the settlement according to what the

parties have put forward.

· · · · · So I believe we have the ability to review,



and I wouldn't think that we're going to be vastly

different than other places, but I don't know every

other state and what their regulatory environment is as

far as a stipulation.

· · · Q.· And when the Commission in Utah makes that

judgment, does the Commission -- is the Commission --

I'll strike that question.

· · · · · So you calculated a range of 7.24 to

9.17 percent as -- I'm just going to call it your base

layer.· Is that fair?

· · · A.· Yeah.· Framework would be a good

characterization; that's a word we've used a lot.· But

that's the framework that I used to calculate an

appropriate rate of return.

· · · Q.· That's a much better word.· Thank you.

· · · · · So is the 7.24 to 9.17 your final

recommendation or do you adjust that for some things?

· · · A.· No, we do adjust the final recommendation

according to a variety of different factors.· One that

we've specifically talked about was gradualism, and also

the business risks there, and come with our final

recommendation -- or my final recommendation of 9.25

percent.

· · · Q.· And it's that 9.25 percent that you recommend

the Commission adopt; is that correct?



· · · A.· That is correct, yes.

· · · · · MS. SCHMID:· Thank you very much.· Those are

all my redirect questions.

· · · · · CHAIR LEVAR:· Thank you, Ms. Schmid.

· · · · · I'll first ask all the attorneys in this

hearing not named Moscon, if any of you have recross

questions for Mr. Coleman, please unmute yourself and

let me know that you do.

· · · · · Okay.· I'm not seeing or hearing any.· So

Mr. Moscon, do you have any recross for Mr. Coleman?

· · · · · MR. MOSCON:· No.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Commissioner Allen, do you have any questions

for Mr. Coleman?

· · · · · MR. ALLEN:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Commissioner Clark?

· · · · · MR. CLARK:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.· And I don't

have any questions.

· · · · · So thank you for your testimony today,

Mr. Coleman.

· · · · · THE WITNESS:· You're welcome.

· · · · · MS. SCHMID:· The Division has no other

witnesses in this portion of the hearing.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you, Ms. Schmid.



· · · · · Okay, Mr. Moore, we're to you now.

· · · · · MR. MOORE:· Yes, the Office of Consumer

Services calls Professor Randall Woolridge, and asks

that he be sworn.

· · · · · CHAIR LEVAR:· Okay.· Good afternoon

Dr. Woolridge -- sorry -- Woolridge.

· · · · · Do you swear to tell the truth?

· · · · · THE WITNESS:· I do.· Sorry.· I didn't know if

I was on or not.

· · · · · CHAIR LEVAR:· Yes.· Okay.· Thank you.

· · · · · Mr. Moore, go ahead.

· · · · · · · · · ·DIRECT EXAMINATION

BY MR. MOORE:

· · · Q.· Could you state and spell your name for the

record, and state how you are employed?

· · · A.· Yes.· My name is the initial J. Randall

Woolridge.· That's spelled W-o-o-l-r-i-d-g-e.

· · · · · I am a professor of finance at the

Pennsylvania State University.

· · · Q.· Who are you testifying for today?

· · · A.· I'm testifying for OCS.

· · · Q.· Did you file, or cause to be filed, on

August 20, 2020, direct testimony, together with

exhibits RW -- JWR 1.1 to JWR 10.6, Attachment 1,

together with your work papers?



· · · A.· Yes.· Exhibits JRW 1 through 10, yes.

· · · Q.· Did you file surrebuttal testimony on October

8, 2020?

· · · A.· I did.

· · · Q.· Do you have any changes you'd like to make to

your testimony at this time?

· · · A.· I have two changes in my direct testimony.

First of all, on page -- on page 46, line number 990,

the 5.5 percent should be 5.6 percent.· So 5.5 percent

should be 5.6 percent.

· · · · · And then if you go to my exhibits, go to page

1 of JRW 8 -- and somehow there was an Excel thing left

out.· There's a panel C that should not be there.· So

that should just be eliminated.

· · · Q.· Are those all your changes?

· · · A.· Yes.

· · · Q.· Other than those two changes, if I asked you

the same questions today, would your answers be the

same?

· · · A.· Yes.

· · · · · MR. MOORE:· The Office moves to admit his

testimony and exhibits.

· · · · · CHAIR LEVAR:· If anyone objects to that

motion, please unmute yourself and state your objection.

· · · · · I'm not hearing or seeing any objections, so



the motion is granted.· Thank you.

· · · · · Go ahead, Mr. Moore.

BY MR. MOORE:

· · · Q.· Have you presented -- have you prepared a

summary to present to the Commission at this time?

· · · A.· I have.

· · · Q.· Please proceed.

· · · A.· Okay.

· · · · · Good afternoon, Commissioners.· I am here to

testify on behalf of OCS on the cost of capital rate of

return.

· · · · · The company has proposed a capital structure

with a common-equity ratio of 53.67 percent.

Ms. Bulkley has recommended a ROE of 10.2 percent.· The

company's overall rate of return request is 7.70

percent.

· · · · · In rebuttal, Ms. Bulkley updated her ROE

studies and concluded that 10.2 percent is still her

recommendation, however, the company has reduced its ROE

request to 9.8 percent.

· · · · · Now, I've reviewed the company's proposed

capital structure and overall cost of capital.· The

proposed capitalization has more common equity and less

financial risk than other electric utility companies.

Therefore, my primary recommendation, I am using a



capital structure that is more reflective of the capital

structures of electric utilities.· I'm using a capital

structure of 50 percent -- that 50 percent equity

makeup.

· · · · · To estimate the cost of equity, I have applied

a discounted cash flow, or DCF, and the Capital Asset

Pricing Model, or CAPM models, to two proxy groups of

electric utilities.· I have my own electric proxy group.

I also used Ms. Bulkley's proxy group.· In the end, I

find my range for an ROE is 7.6 percent to 8.95 percent.

· · · · · I believe this accurately reflects the current

market cost of equity capital.· However, to recognize

the fact that authorized returns were above my numbers,

and the Commission's traditional view of gradualism, in

my primary recommendation I'm recommending an ROE of 9

percent.· Given my recommendation and capitalization and

ROE, my primary recommendation is an overall rate of

return of 6.91 percent.

· · · · · My alternative recommendation uses RMP's

proposed capital structure with a common-equity ratio of

9. -- 53.67 percent.· However, in that recommendation,

since I'm using a higher common-equity ratio than --

with less finance risk, I'm lowering my ROE to 8.75

percent, which is still at the high end of my range of

ROEs.· My alternative rate of return position is at



6.92 percent.

· · · · · Now, there's a number of issues in this case,

I think, that differ between my position and

Ms. Bulkley.· First of all, in terms of the capital

structure, as I said, the cap structure has a high

common-equity ratio.· And one of the things I do, I do a

capital structure study in there, and I show that, you

know, they're proposing 53.67 percent, while the average

of the two proxy groups -- the average common-equity

ratios are 43.6 percent and 44.0 percent.

· · · · · Much more, if you look at Rocky Mountain

Power's parent, Birkshire Hathaway Energy, they have a

common-equity ratio of 42.4 percent.

· · · · · So the common-equity ratio in the capital

structure proposed by the company is much higher than

other electric utilities, and obviously much higher than

Rocky Mountain -- than Birkshire Hathaway Electric --

Birkshire Hathaway Energy.

· · · · · Second thing is capital market conditions.

Ms. Bulkley's analysis is based on projections of higher

interest rates.· As I talk in my testimony, interest

rates are low, and obviously with the coronavirus,

they've gone to be even lower.· Economists have been

forecasting higher interest rates for ten years, and

interest rates have continued to go down over time.



· · · · · Another third issue is the risk of Rocky

Mountain Power.· I use credit ratings.· Their credit

rating -- S&P of A, Moody's of A3 -- show that they are

clearly less risky than other electric utilities.

· · · · · Number four.· There's a disconnect between

Ms. Bulkley's 10.2 percent ROE recommendation and her

equity cost rate studies.· The average of her mean DCF

studies is 8.9 percent.· If you look at her risk premium

study, and you just look at the current rates, not the

projections, it's at 9.33 percent.· The only thing that

really supports her 10.2 percent is her CAPM studies,

her CAPX pricing model studies, and there's a big flaw

in those, which I'll get to in a little bit.

· · · · · But, I mean, she has numbers from 8.5 to

12.3 percent.· So she has a very broad range, but

there's a disconnect there between her equity cost-rate

studies and her 10.2 recommendation.

· · · · · With respect to the DCF approach, another

issue.· Number one, she's selectively eliminated low-end

DCF results.· If you look at what happens if you include

the low-end numbers, her DCF result goes from

8.93 percent, to 8.59 percent.

· · · · · She's also -- you know, there's other things.

I talk about she's exclusively used analysts' growth

rate forecasts.· She's created her own DCF model --



projected DCF model, which you don't see anywhere.· And

finally, obviously, she says the DCF doesn't work, the

dividend -- you know, the utility stock price is too

high and that sort of thing.· She's been saying this for

a number of years in her testimonies and, you know, the

S&P -- you know, the utilities have continued to do

rather well.

· · · · · With her CAPM approach, that's where the

big -- we have a big problem.· Number one, she uses a

projected 30-year Treasury rate of 3.3 percent, which is

a lot higher than current rates.

· · · · · Big issue was -- she also uses this thing

called ECAPM, which is an Empirical Capital Asset

Pricing Model, which is kind of a -- just a -- an ad hoc

model some consultant has come up with.

· · · · · But the big issue is her market risk premium.

She has a market risk premium of 12.49 percent.· I mean,

this is higher than any market -- I mean, the market

risk premium is one of the biggest mysteries of finance.

There's lots of studies on the market risk premium.

There's no study that comes with a market risk premium

nearly as high as 12.49 percent.· It's just -- nobody

comes up -- and this is her own study for this -- you

know, for this consulting engagement, that sort of

thing, you know.



· · · · · You look at -- around, and there's lots of

studies of the market risk premium.· And I looked at

30-some in developing my market risk premium, and

there's nothing that comes close to 12.49 percent.· When

you dig into it, her 12.49 percent market risk premium

is based on the expected stock market return of 14.05

percent.

· · · · · I mean, historically, the stock market has

produced a 10 percent annual return.· I can guarantee if

you look at the company's pension application, they

don't have a return on U.S. stocks of 12 -- of 14.05

percent.· If they did, obviously, that would change the

pension issue a lot in this case.

· · · · · But anyhow -- and the key ingredient to this

is she used -- she applies the DCF model to the S&P 500,

she uses analysts' growth rate forecasts as the growth

component of that, and she uses a growth rate of

11.6 percent.· Well, you know, the fact is, companies

aren't going to grow their earnings 11.6 percent,

especially when -- in my testimony, I go through the tie

between earnings growth rates and GDP growth rates.

· · · · · Now, the long-term U.S. economy is only

forecasted to grow between 4 and 4.4 percent.· Well,

she's using an earnings growth rate that's basically

almost three times that.· There's no way that can



happen.· There's a direct tie between how fast the

economy can grow and how fast earnings can grow.· And

her study assumes that corporate earnings can grow at

three times the GDP growth rate.· It can't happen.

· · · · · By the way, it's not -- this isn't just my

opinion.· I cite, you know, Milton Friedman, Warren

Buffet, Jeremy Siegel about -- there's a tie between

this.

· · · · · So her DCF results should really be ignored

because of this huge market risk premium which is tied

to these -- this expected earnings growth rate.

· · · · · Anyhow, a couple more things.· Obviously, she

has a risk premium model.· I know there's a lot of

discussion about authorized ROEs.· Well, she directly

uses ROEs in her risk premium model.· Again, using

current interest rates, her number is 9.33 percent,

which isn't that far from where I am.

· · · · · But anyhow, this is all based on commission

behavior, not on investor behavior.· You know, usually

you use estimated equity cost rate, you look at numbers

in the marketplace, where are investors, you look at

risks and that sort of thing.· This is just looking to

see what other commissions are doing, and then running

regression on those.

· · · · · One of the things -- she also throws in the



expected earnings approach.· This is not a measure --

way to measure the market cost of capital.· You know,

it's an accounting-based issue.· It's independent of

market data.· It really doesn't capture capital market

indicators with the cost of equity.

· · · · · And you know, even Dr. Moren (phonetic), who

is pretty -- he cites this in his book, but you look --

when he testifies, he doesn't use the expected earnings

model.

· · · · · Several other things.· Ms. Bulkley brought

up -- said RMP is riskier because, and she cites the

company's capital expenditures, she cites the Utah

regulatory climate, and she cites the electric, fuel,

and generation.· These are all factors that are captured

in their credit ratings; that's all there is to it.

· · · · · And so, given that they have better credit

ratings than other electric utilities, they're less

risky.

· · · · · One other factor, she also cites flotation

costs.· We've -- she -- the company hasn't paid any

flotation costs.· They don't need revenues in the type

of -- in the form of a higher ROE to get -- for costs

they don't incur.

· · · · · So other than that, in my surrebuttal

testimony, I pretty much reiterate a lot of this stuff.



I show that utilities are taking advantage of this

low-cost environment to raise lots of capital.· In 2020,

they've raised -- they're going to raise a record amount

of capital.· So it's not like the capital markets --

they're using the capital markets and getting low-cost

capital.

· · · · · And I mention, for example, fed shares said

the interest rates are going to be near zero for --

until 2023.· I talk, again, about Rocky Mountain's risk,

and I talk about the capital structure issue.

· · · · · And finally, once again, we go back and deal

with this CAPM model, and the -- having earnings growing

at three times GDP growth rate.

· · · · · In summary, again, my recommendation -- my

primary recommendation is an equity ratio of 50 percent,

and an ROE of nine percent, recognizing gradualism.· My

alternative is to go to a -- the company's proposed

capital structure, with a higher common-equity ratio,

less financial risk.· As a result, you use a lower ROE

if you're going to use a higher common-equity ratio.

· · · · · And again, part of all this -- remember, these

proxy companies are -- these are the utility-holding

companies.· This came up earlier.· They're not the

operating companies that lie below them.· The ones that

have stock that are -- you know, you look at



Ms. Bulkley's exhibits.· The proxy companies are the

holding companies.· They're not the operating companies.

So that's who we use to estimate an equity cost rate.

· · · · · And overall, you know, Rocky Mountain is less

risky than these other electric utilities, as and by

their S&P and Moody's credit ratings.

· · · Q.· Does that complete your summary?

· · · A.· I'm sorry.· Yes, that does.

· · · · · MR. MOORE:· Professor Woolridge is available

for cross of questions from the Commission.

· · · · · CHAIR LEVAR:· Thank you, Mr. Moore.

· · · · · Ms. Schmid, do you have any questions for

Professor Woolridge?

· · · · · MS. SCHMID:· I do not.· Thank you.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Ms. Baldwin?

· · · · · MS. BALDWIN:· I have no questions for

Mr. Woolridge.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Russell?

· · · · · I'm not hearing any response from Mr. Russell.

I think you're on mute.

· · · · · Okay.· I'll assume there's no questions from

Mr. Russell.

· · · · · Mr. Sanger, any questions from you?



· · · · · MR. SANGER:· No, thank you, I do not.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Mr. Boehm?

· · · · · Okay.· I'll go to Mr. Sabin or Mr. Moscon.· Do

you have -- Mr. Sabin, do you have questions for

Professor Woolridge?

· · · · · MR. SABIN:· I do.· Thank you.· Can you hear me

okay?

· · · · · CHAIR LEVAR:· I'm hearing you clearly, yes.

· · · · · Mr. Woolridge, can you hear him?

· · · · · THE WITNESS:· Yes, I can.

· · · · · CHAIR LEVAR:· Okay.· Go ahead.

· · · · · · · · · · CROSS-EXAMINATION

BY MR. SABIN:

· · · Q.· Professor Woolridge, in your opening statement

you noted that the range -- your calculated range for

ROE in this matter is from -- runs from a low of

7.60 percent to a high of 8.95 percent.· Is that

correct?

· · · A.· Yes.

· · · Q.· And I think I -- if I wrote this quote down

correctly, I think you said authorized -- quote,

"Authorized returns are above your range."

· · · · · Is that correct?

· · · A.· That is correct.· Yes, that's correct.



· · · Q.· And that's true across the board, right, that

the authorized returns you're seeing are -- fall above

what you are recommending here?

· · · A.· Yeah.· And I think utility commissions have

been slow to lower ROEs to reflect capital costs.· Why,

I don't know.· I mean, where you really see that is now

utility market-to-book ratios are above -- they were

above -- they were around two.· That tells you one

thing.· The returns these companies are earning are

above their equity cost rates.

· · · · · And so I think commissions -- I don't know if

commissions are believing these forecasted interest

rates or what, but they've been very slow to lower ROEs

to reflect what's happened to interest rates over the

last decade.

· · · Q.· Mr. -- or Professor Woolridge, in her rebuttal

testimony -- and I don't know if you have that -- if you

have Ms. Bulkley's rebuttal testimony there.

· · · A.· No, I do not.

· · · Q.· Okay.· Well, I'm going to refer to Figure 13

of her rebuttal testimony.· I'll try and bring it up for

you.· Give me one second.

· · · · · Okay.· I'm going to ask you to tell me when

you see that, and I will proceed with my questions.

· · · A.· Yes.



· · · Q.· You can see it okay?· All right.

· · · · · I'm going to refer to Figure 13, which is on

page -- here on page 83 of her rebuttal testimony.· She

has plotted out the average authorized ROEs in the cases

in which you've testified, versus your recommendations.

· · · · · Do you see that chart?

· · · A.· I do.

· · · Q.· Okay.

· · · · · Do you have any reason to disagree with the

data or the representation she has provided in

Figure 13?

· · · A.· No.· I kind of wish, though, that she'd gone

ahead and plotted what her recommendations are on that

graph, because you're going to see her recommendations

have all been above 10 percent consistently for the last

four or five years, higher than that if you keep going

backward.

· · · · · So, I mean, if she'd plotted hers with this,

you could see -- just like mine are below the averages,

hers are well above the averages.

· · · Q.· I just think my question was, does this

accurately represent your recommended ROEs versus the

authorized ROEs that have been ordered by commission?

· · · A.· Oh, yes, I agreed with that, but I just made

that additional comment.



· · · Q.· That's all I --

· · · A.· I agreed with that, yes.

· · · Q.· That's all I needed to know.· Thank you.

· · · · · I have sent some exhibits that -- if you could

look in the exhibits that I have sent.· You should see

that there were four or five exhibits.· And I'm going to

share this with you.

· · · A.· I don't have those exhibits.· I did not get

them.· You didn't send them to me.

· · · Q.· I think I sent them to your counsel.· Just

trying to make sure that they went the right route.

· · · · · I'm going to put up -- this is Rocky Mountain

Power Cross Exhibit 3.· This is a document that

represents all of the rate cases in which you've

testified from 2012 through 2020.· And in each case it

has the type of utility, the docket number, your final

recommendation, and the authorized ROE.

· · · · · Would you just look through that and tell me

if you have any -- if you believe that all to be

accurate?

· · · A.· I really don't know.· I'd have to go back and

look at those.· So I have no -- I can't say whether it's

accurate or not.· I mean, I don't -- I don't know why --

I would say subject to check, it -- subject to check, I

could agree.· I don't -- I'm sure that Ms. Bulkley



wouldn't put false information in there.· So I'm not

blaming her, I just -- I have no reason not to believe

that she did correctly, but can I verify it by looking

at this screen?· No.

· · · Q.· Okay.

· · · · · MR. SABIN:· Mr. Chairman, I would move the

admission of Rocky Mountain Power Cross Exhibit No. 3.

· · · · · CHAIR LEVAR:· If anyone objects to that

motion, please indicate your objection.

· · · · · I'm not seeing or hearing any objections, so

the motion is granted.· Thank you.

BY MR. SABIN:

· · · Q.· Okay.· And I'm just going to point out, in

your column for your final recommendation, it's true,

isn't it, on this chart that there is not a single ROE

you've ever recommended above nine percent?

· · · A.· I --

· · · Q.· In eight years.

· · · A.· At least -- I would say -- generally, I would

say that's probably true.· So I'm not going to disagree

with that.

· · · Q.· Okay.· And would you accept, subject to check,

that your average is approximately 8.75 percent?

· · · A.· Probably, yes.

· · · Q.· Okay.



· · · · · I'm going to put up another exhibit here.

Give me one second.

· · · · · All right.· Tell me when you see that

document.

· · · A.· I do see that.

· · · Q.· Okay.· I'm going to represent this is Rocky

Mountain Power Cross Exhibit No. 4.· You can -- the

figure on the right should look familiar to you.· That

is Figure 13 from Ms. Bulkley's rebuttal testimony.

· · · · · On the left-hand side, what that is, is --

that is -- we've taken the quarterly average of your

recommended ROEs from all of your cases from 2012 to

2020, and compared it to the authorized ROEs in those

same cases.

· · · · · So you can see that your recommendation is

here in the first column, the authorized ROE is in the

second column, and then the average authorized ROE is in

the third column, meaning the average nationwide.

· · · · · Do you have any -- I note your prior statement

about not being able to verify every line item on the

fly, but subject to check, would you accept that these

figures are accurate?

· · · A.· Again, I have no idea.

· · · Q.· Okay.

· · · · · Well, let me represent to that you that



these -- this data comes from a -- comes from data

responses that you have provided -- or that the OC --

that the Office provided with your cases, and we've

taken those cases and plotted them here.

· · · · · Do you have any reason to disagree that this

is accurate?

· · · A.· I don't know, but I can't verify.· I can't

even read the numbers.

· · · Q.· Okay.· Let me -- I'm sorry.· I didn't know

that.· Let me make it bigger.· Is that helpful?

· · · A.· That is.

· · · Q.· Okay.

· · · A.· I -- yeah, I can read the numbers now.

· · · Q.· Okay.· I'm going to apologize again.· I didn't

know you couldn't read them.· So... It's hard to know

when it's displaying, how big it is.· I can't see what

you're seeing.· So please let me know if that happens

again.

· · · A.· Okay.· No, no.· I appreciate it.· Thank you.

· · · Q.· Okay.

· · · · · And here, what I want to demonstrate is, the

percentages you are recommending are, in every case,

below the recommend -- below the authorized ROE, and

also, in every case it is below the average authorized

ROE nationwide.



· · · · · Do you agree with that?

· · · A.· I agree.· And I -- my bet is if you did the

same thing with Ms. Bulkley's recommendations, they're

all above where the Commission came in and they're above

the average authorized ROEs.· I mean, the ROEs, for how

many years, have been in the nines, and I haven't seen

her in a case where she's been below ten in -- since

I've seen her testify.

· · · · · So, I mean -- yeah, I mean, if you completed

this graph and put hers above it, it would look a lot

like mine below it.

· · · Q.· Well, I'll press you on that just a minute.

You agree with me that her range runs from 9.7 to 10.2,

right?

· · · A.· I believe so, yes.

· · · Q.· And I actually see authorized ROEs in both

columns, some above 10.2; there's a 10.25 here.· But I

see lots of 9.7s, 9.8s, 9.9s.· I don't see any that fall

within your range.

· · · A.· Yeah.· Again, I -- again, there's two things.

One thing, these are, you know, her recommendations.· As

I said at the outset, if you look at her numbers in this

case, her DCF is 8.9 percent, or it goes down to 8.6

percent if you take care of her outliers.· She doesn't

even consider that.



· · · · · So, really, it's her professional judgment.

"Well, I'm going to ignore those low numbers.· I'm going

to ignore this risk premium number, which is

9.33 percent.· I'm going to ignore everything on this

CAPM number."

· · · · · So, again, yeah, I mean, you're right.· If you

look at her numbers, they're higher, but it's also --

she's at 10.2.· The numbers don't support it.· I mean,

the DCF model is used in every jurisdiction around the

country.· She ignores it.· I mean -- and so it's all

based on one thing, her CAPM numbers.

· · · Q.· Let me represent to you that we did the math

on -- just taking the average of the authorized ROEs in

the cases in which you've testified, and those -- that

average is 9.65 percent.

· · · · · I don't expect you to be able to know that,

but that compared to the authorized -- or to the

recommended ROEs from you from the prior exhibit, means

there's about a 90 basis-point difference between the

average you recommend and the average that the

commissions approve.· A 90 basis-point difference.

· · · · · Do you have any reason to dispute that?

· · · A.· I really don't know.· Again, I can't verify

this.· But my bet is if you had another column with

Ms. Bulkley's recommendations, there would be about a



90 basis-point difference there.

· · · Q.· Well, I'll just note, there's nothing in the

record that demonstrates what you're saying.

· · · · · That's right, isn't it?· You don't have an

exhibit that shows what you're saying?

· · · A.· No, I don't, but I have a lot of experience,

and so I -- I've seen her testimony a lot.

· · · Q.· Okay.

· · · · · MR. SABIN:· I can't remember, Mr. Chairman --

I'd like to move for the admission of Rocky Mountain

Cross Exhibit -- I think this is 5.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · If anyone objects to that motion, please state

your objection.

· · · · · I'm not seeing or hearing any objection, so

the motion is granted.

BY MR. SABIN:

· · · Q.· Okay.· Professor, I'd like to take you to a

different topic.· I'm going to show you -- this is a --

the case in which you testified, which -- you testified

in February in a case in Maryland.· It's for the

application of Delmarva Power & Light Company for an

increase in its retail rates for the distribution of

electric energy.· And I'm going to pull that up here.

Give me one second.



· · · · · Let me know, Professor, when you see that.

· · · A.· I can see that, yes.

· · · Q.· Okay.· I'm going to go down.· This is the --

your testimony from that -- from -- your direct

testimony from that proceeding.· And I'm going to go

down to page 17.· I don't mean to give anybody a

headache from moving through it fast.· I just wanted to

show you the opening page.

· · · · · The question you asked yourself here is, "Do

authorized ROEs for electric delivery companies like BGE

differ from authorized ROEs for integrated electric

utilities?"· And you answer, "Yes."

· · · · · And then would you just read the remainder of

that paragraph into the record, please?

· · · A.· [As read] "One consistent factor in electric

utility authorized ROEs is the ROEs for electric or

distribution-like companies have consistently been below

those of vertically integrated utilities.· This is shown

in Figure 4.· The lower authorized ROEs are usually

attributed to the fact that delivery or distribution

companies do not own or operate electric generation

which is presumed to be riskier part of electric utility

operations.· I believe Commissions in states who have

deregulated recognize the lesser risk and award lower

ROEs.· The ROE" -- "authorized ROEs for electric



delivery companies have been 30 to 50 basis points below

those of vertically-integrated electric utilities in

recent years.· In 2018, the average authorized ROE for

electric delivery companies was 9.37%."

· · · Q.· Okay.· And this testimony you filed -- by my

records, it was filed in February of 2020.· Right?· You

agree with that?

· · · A.· It sounds -- yeah, that sounds right.

· · · Q.· Okay.· That was prior to the pandemic?

· · · A.· Yes.

· · · Q.· And in that case, you recommended that

Delmarva should receive a nine percent ROE, correct?

· · · A.· I think I recognized gradualism in that case

as well, but I don't remember the details.

· · · Q.· Okay.

· · · · · Delmarva is a delivery -- it's an electric

delivery company only; it's not a fully integrated -- or

it's not a vertically integrated electric utility,

right?

· · · A.· No, it's not.· And -- but again, Rocky

Mountain has better credit ratings, and so you would

think Rocky Mountain, in the view of S&P and Moody's, is

less risky than other utilities.· So they account for --

they account for their generation, they account for

their fuel supplies and that sort of thing.



· · · Q.· Yeah.· And you say, though, that authorized

ROEs for electric delivery companies have been about --

between 30 and 50 basis points below those of vertically

integrated utilities, right?

· · · A.· Historically, they have been, yes.

· · · Q.· And you say that -- at the bottom sentence

there, that the average ROE for electric delivery

companies is approximately 9.37 percent as of the --

sometime in 2018.

· · · A.· That was in 2018, yeah.

· · · Q.· Right.· So -- and you're providing this

information in a February 2020 case, right?

· · · A.· I do -- well, hold on.· I don't know what the

date was of this testimony.· I don't remember.· It's

probably on the first page.· I don't remember.

· · · Q.· I'm happy to -- right there.· February 21,

2020, right?

· · · A.· Very good.· Okay.

· · · Q.· So let me ask my question again.· This

testimony you were providing was being provided in a

case when -- you filed this on February 20 -- 21, which,

presumably, the case was heard after that date, right?

· · · A.· No.· This was a settlement.· I think it was a

settlement.

· · · Q.· Okay.



· · · A.· I'm pretty sure it was a settlement.

· · · Q.· But in any event, the case -- you filed your

direct testimony before any settlement or proceeding was

done, right?

· · · A.· Yes, I did.

· · · Q.· Okay.

· · · · · So if I take -- and you're providing this 9.37

percent in a 2020 case.· I assume you thought that was

relevant.· And I add to it the 30 to 50 basis points on

top of the 9.37 percent, that gets us a range of between

9.67 to 9.87 percent that would normally, you would say,

be the expected electric -- the ROE for a vertically

integrated electric utility in that time period.· Right?

· · · A.· Yeah.· And I think that if you look at the

data -- but you have to look at the data for 2020.

First of all, you don't compare 2018 to 2020.· Those are

two different timeframes.

· · · Q.· I don't think I was.· I think I was telling

you that, for that timeframe, it should have been

between 9.67 and 9.87 percent.· Right?

· · · A.· Well, and we have data.· We know right now, in

2020 -- if you really focus -- want to focus on, you

know, the authorized returns for -- obviously,

vertically integrated utilities, the number year-to-date

is like 9.67 percent.· I mean, if you want to look at



other utilities and pick your ROEs that way, that's one

way to do it.

· · · · · When I -- I don't use other ROEs.· I present

them so the Commission knows where they are, but I don't

use them in my determinations.

· · · Q.· I understand that.

· · · A.· Ms. Bulkley does.· She uses a risk premium

model with authorized ROEs.· I don't do that.

· · · Q.· Okay.· Understood.

· · · · · So, you believe, though, as you sit here, that

an electric service only company, just a few months ago,

before COVID-19, should be getting a nine percent ROE,

and Rocky Mountain Power, a fully integrated utility six

or seven months into the pandemic, should be getting

exactly the same ROE as that entity?· I just want to be

clear.· That's what you're telling us?

· · · A.· First of all, I don't know what my range was

in that case.· The nine percent had gradualism built

into it.· There's no doubt about that.

· · · · · So I don't know what my range was.· My -- I

know my range was below where it is in this case, but

again, I used gradualism in that case as well.

· · · · · But anyhow, so that's one thing.· But in the

end, obviously, interest rates are a lot lower now than

they were, things like that.· Other factors have come



into play, and that's why, you know, the numbers still

have worked out to about nine percent.

· · · · · And again, Rocky Mountain is less risky than

these other utilities, judged by their credit ratings.

· · · Q.· Okay.

· · · · · You brought up interest rates.· I want to

shift to that topic.· On -- if I could get you to turn

to page 8 of your surrebuttal.

· · · A.· Yes.

· · · Q.· Tell me when you're there.

· · · A.· I'm there.

· · · Q.· Okay.

· · · · · Do you see in the middle of page, line 146?

· · · A.· Yes.

· · · Q.· I'm going to ask you to read your question

there on line 146, and then go down to line 152.· If you

could read that into the record, I'd appreciate it.

· · · A.· "Has Ms. Bulkley recognized that interest

rates and capital costs have declined?"

· · · Q.· Go ahead, continue reading.

· · · A.· Oh, the whole paragraph?

· · · Q.· Yep.

· · · A.· Oh.· "No.· She clearly ignores the impact of

interest rates which seems to suggest that she believes

that the lower level of interest rates has nothing to do



with the return on equity investors require.

Ms. Bulkley's direct and rebuttal testimonies and the

results of her analyses indicate that the decline in

interest rates does not matter to capital costs.· This

ignores the direct relationship between lower interest

rates and lower capital costs."

· · · Q.· Okay.

· · · · · So you're critical of Ms. Bulkley because you

say her analysis does not properly take into account

interest rate adjustments; is that correct?

· · · A.· No.· I said she -- in the end, she didn't talk

about a lot of things.· She didn't focus on what's

happening to interest rates.

· · · Q.· Your position is that interest rates have a

direct relationship with the return on equity.· That's

what this paragraph you read just said; is that right?

· · · A.· Generally, it does, yes.· It's going to vary

over time.· It's not one for one, it's going to vary.

But generally, over time, interest rates go down, RO --

you know, equity cost rates go down.· Likewise, interest

rates go up, generally.· Not a one-for-one relationship.

· · · Q.· Okay.

· · · · · I'm going to bring up another exhibit here.

Just write myself a note.· Okay.

· · · · · Not that one.



· · · · · Okay.· Tell me when -- this will look

familiar.· And actually, this is already in the record

as a different exhibit, but I will -- I also have it in

my exhibits.

· · · · · So I -- tell me when you see that.· That

should look familiar from an exhibit Mr. Moscon talked

with Ms. Bulkley about earlier.

· · · A.· Yes.

· · · Q.· Do you agree with me that this -- I mean, take

your time and look at it -- that this is

representative -- I'll just represent this comes from

the Federal Reserve, October 15, 2020.· We plotted the

federal funds target rate from 2008 through the present.

· · · · · Do you have any reason to dispute that this is

accurate?

· · · A.· I have no reason to dispute that, yes.

· · · Q.· Okay.

· · · · · And it's already been admitted, so I'm going

to shift now to another exhibit.· Okay.· And I'm going

to show you this document.· Tell me when that comes up.

· · · A.· Yes.

· · · Q.· Okay.

· · · · · I'm going to -- let me represent to you we've

taken that same data from the earlier -- from your

recommended ROEs in the cases in which you've testified,



and we've plotted that against the average federal funds

rate over the same period, from 2012 to the third

quarter of 2020.· Okay?

· · · · · And let me just represent to you that -- so

this is a compilation of the earlier exhibits I showed

you, both the federal funds rate -- we've just averaged

it over the same period we averaged your recommended

ROEs.

· · · · · And I'll just ask you, subject to check, do

you have any reason to dispute that this would be an

accurate reflection of those averages?

· · · A.· No.· It could be, yeah.· I don't have any

reason to dispute that.· That's correct.· And --

· · · Q.· Okay.

· · · A.· -- the results don't surprise me, because ROEs

are -- you know, the federal funds rate is a one-day

rate.· We look at long-term rates when we're looking at

ROEs.· We don't look at one-day rates.

· · · Q.· My point is that you just -- you criticized

Ms. Bulkley for saying that her analysis does not

properly account for the, quote, direct relationship

between interest rates and the return on equity, but as

I look at the recommended ROEs that you have put forward

in cases, it doesn't appear to me that it follows in any

regard what's going on with the federal funds changes in



the interest rates.

· · · A.· Well, that's because this exhibit doesn't

relate to ROEs.· The fed -- the overnight fed funds rate

doesn't relate to ROEs.· It can -- you know, the fed

adjusted rate is a one-day rate.· You know, we look at

30-year rates, not one-day rates, when we set this.· And

obviously, the fed directly controls this, and they can

manipulate it, but long-term rates are going to reflect

other factors as well.

· · · · · They're going to reflect, primarily, two

things:· expected growth and expected inflation.· Those

are the primary drivers of long-term rates, and those

are what we look at when we compare it -- make our -- we

use our ROEs.· But neither Ms. Bulkley or myself look at

the feds fund rates and use it in any way to estimate an

ROE.

· · · Q.· Okay.· So you agree with her earlier testimony

today, then, that the interest rates that she was

looking at are the appropriate ones to consider in a --

in your ROE analysis?

· · · A.· I don't understand what your question is.

Which ones are you talking about?

· · · Q.· Let me pull those up.· Give me one second, and

I will go grab the earlier exhibit that...

· · · · · So let me pull this up.



· · · · · Do you recall earlier -- well, let me know

when you see this, and then we'll talk about that.

· · · A.· Yes.

· · · Q.· This is -- let me represent this is, again,

Bulkley Redirect Exhibit 3.· So you agree with her,

then, that this -- these are the kind of rates -- these

30-year Treasury yields are the ones that you're looking

at when you're doing an ROE analysis properly?

· · · A.· Generally, yes, that's what -- I mean,

obviously, in our CAPM models and things like that, as a

base rate, you use that interest rate.· And --

· · · Q.· Okay.· Okay.· Thank you.

· · · · · I'm going to stop sharing that.

· · · · · MR. SABIN:· Mr. Chairman, I would like to move

for the admission of Rocky Mountain Power Cross Exhibits

No. 4 and 8.

· · · · · CHAIR LEVAR:· Okay.· If anyone objects to that

motion, please indicate your objection.

· · · · · I'm not seeing or hearing any objections, so

the motion is granted.

· · · · · MR. SABIN:· Okay.· Thank you.

BY MR. SABIN:

· · · Q.· I just want to cover one more topic with you,

Professor, and that is, Ms. Bulkley earlier testified

that -- I think there's a -- let me just represent I



think there's a significant disagreement between you and

Ms. Bulkley about the health of the utility industry at

present.· And that's not my -- that's not your words,

those are mine.

· · · · · Do you agree that that's an area of

disagreement between the two of you?

· · · A.· I don't know what her opinion is.

· · · Q.· Well, I think she testified earlier that the

utility sector has not recovered in the current

pandemic, as the remainder of the S&P 500 has recovered.

And I -- if I heard you correctly in your statement

earlier, I think you're representing that it's never

been a better time for the equity markets, utilities are

going to set records on the amount of equity that

they're able to obtain in this timeframe, and that

it's -- things are going quite well for the utility

sector.· And again, those are my words, not yours, so --

· · · · · Have I understood you correctly?

· · · A.· Well, let's put it this way:· Utilities are

raising a record amount of capital.· I mean, over a

hundred billion dollars a year for the last three years.

2020 was bigger than the last two years.

· · · · · So their ability -- because they all --

investment grade bond ratings, they have access to

capital, and they're raising capital.· And it's cheap,



so it's good.· But, you know, if things were so bad,

they couldn't be out there raising capital on a

day-to-day basis.· The markets have been good; they've

been able to raise capital.

· · · Q.· Okay.· So I think the answer, then, is yes,

you believe the industry is very healthy, and she

disagrees and believes that there are -- it's lagging

behind the remainder of the S&P.

· · · A.· In my testimony, I do say they haven't

recovered as well as the rest of the market, in terms of

the -- from the stock -- you know, the Dow Jones Utility

Index hasn't performed as well, but, you know, over

time, utilities usually underperform in the market

because they're less risky.· Historically, you can you

track that.

· · · · · But they haven't recovered as well -- they got

hit harder than usual during March and April; they

haven't recovered as well.· But that still hasn't

stopped them from raising capital, that sort of thing.

· · · Q.· Yeah.· So I just want to confirm with you,

then -- I'm going to show you -- I'm putting up another

exhibit.· This is Rocky Mountain Power Cross Exhibit

No. 7.

· · · · · You saw this in Ms. Bulkley's presentation

earlier this morning.· You can see that the bottom line



represents the S&P 500 Utilities, versus the top number,

which is the S&P 500, right?· See that?

· · · A.· Yes.

· · · Q.· And you can see that the S&P during the period

from January until basically September, October, has

pretty well recovered.· Would you agree?

· · · A.· It pretty much has.· This week hasn't been a

good week.

· · · Q.· Yeah.

· · · · · And then if you look at the utility line, it

was running higher than the S&P in January, February,

and early March, but then took a deep dive in middle of

March, and really has never gotten back -- it's running

quite a bit below where it was, say, in, you know,

January or February?· Wouldn't you agree?

· · · A.· Yeah, that's true.· I agree.· And I think one

of the ironies here is, of course, Ms. Bulkley -- the

only way that we really directly use utility stock

prices is in the DCF approach, and Ms. Bulkley has

ignored her DCF results, so -- because they're too low.

· · · · · And so the irony is, even though they have

underperformed, their DCF numbers are still low, and

they're so low that she refuses to use them.

· · · Q.· Well, I mean, it's true, though, isn't it,

that the S&P Utilities Index is a reflection of what



investors think about the utility stocks at present?

Right?· If they had a high opinion of those stocks,

they -- it would have recovered.

· · · A.· Well, in the end, they have recovered to some

degree.· The dividend yields are not back to where they

were, but they're getting closer.· They're at like 3.6,

not 3.1 or 3.2.· But again, Ms. Bulkley didn't use

utility stock prices, because she doesn't -- because the

numbers are too low for her.

· · · Q.· I'm just asking you about the disagreement

between you and her about the health of the utilities

industry.· And investors seem to agree with her, not

with you.· Isn't that true?

· · · A.· No.· I -- if you look at my testimony, I

recognize they've underperformed.· I talk about that,

but I said that hasn't stopped them from raising record

amounts of capital.

· · · · · So it's not like the capital -- I mean,

they -- it's still an attractive place.· The markets

have been very kind to utilities.· And they have

underperformed, but historically, utilities do

underperform because they're less risky.

· · · · · MR. SABIN:· Okay.· Mr. Chairman, I'd like to

move to admit Rocky Mountain Power Cross Exhibit No. 7.

· · · · · CHAIR LEVAR:· Okay.· If anyone objects to the



motion, please indicate your objection.

· · · · · I'm not seeing or hearing anything, so the

motion is granted.· Thank you.

· · · · · MR. SABIN:· So I just want to confirm,

Mr. Chairman.· I believe I've admitted Exhibits 3, 4, 5,

7, and 8.· I think that's correct.· I want to just make

sure that you have the same.

· · · · · CHAIR LEVAR:· If we have not covered those

specific exhibit numbers, then I will grant this motion

to submit those exhibits.

· · · · · MR. SABIN:· Okay.

· · · · · Could I ask for just one moment to confer with

my client to make sure that we've covered everything we

need to with this witness?

· · · · · CHAIR LEVAR:· Yeah.· Well, in fact, why don't

we take a ten-minute break, and then we'll come back to

you and then to Mr. Moore, if he has any redirect.

· · · · · MR. SABIN:· That's fine.· Thank you very much.

· · · · · CHAIR LEVAR:· Why don't we come back in ten

minutes.

· · · (Whereupon a short recess was taken.)

· · · · · CHAIR LEVAR:· We'll go back to Mr. Sabin.· Do

you have any further questions for Mr. Woolridge?

· · · · · MR. SABIN:· I do not have any further

questions at this time.· Thank you.



· · · · · CHAIR LEVAR:· Thank you.

· · · · · Mr. Moore, do you have any redirect for

Mr. Woolridge?

· · · · · MR. MOORE:· Yes, I do.

· · · · · CHAIR LEVAR:· Okay.· Go ahead.

· · · · · · · · · REDIRECT EXAMINATION

BY MR. MOORE:

· · · Q.· Professor, do you have Ms. Bulkley's testimony

on hand?

· · · · · I'm missing my witness.

· · · · · MR. MOSCON:· I note that he's not even on the

screen anymore.

· · · · · CHAIR LEVAR:· I probably should have checked

that before I started the hearing back.

· · · · · MR. MOORE:· I know he's planning on coming

back in.

· · · · · There he is.

· · · · · THE WITNESS:· Sorry about that.· I got knocked

off.

· · · · · CHAIR LEVAR:· Okay, Mr. Moore.

BY MR. MOORE:

· · · Q.· Professor, do you have access to Ms. Bulkley's

rebuttal testimony?

· · · A.· I do not.

· · · Q.· I will represent that on page 26 of her



rebuttal testimony, Ms. Bulkley testified in connection

with the DCF mode, that utility prices are still too

high.

· · · · · Could you respond to that?

· · · A.· Yeah.· I mean, obviously, we saw that they've

underperformed since the -- March and April of this

year, and yet she still says they're too high, and

therefore, the dividend yields are too low, and that's

why she refuses to use the DCF model.

· · · · · So, yeah, I mean, she still says -- I mean,

she's forecasting -- apparently, you know, she knows

more than the market, and thinks that utility stock

prices should be lower.· But, I mean, she's been saying

this for three or four years, so this is not a new

observation on her part.

· · · · · MR. MOORE:· Thank you.· I have no further

questions.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · Did those questions from Mr. Moore raise any

recross from anyone?· If you do have any recross, please

unmute yourself and tell me that you do.

· · · · · MR. SABIN:· None from Rocky Mountain Power,

Chairman.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · And I'm not seeing any recross from anyone



else, so I'll go to Commissioner Allen next.

· · · · · Commissioner Allen, do you have any questions

for Professor Woolridge?

· · · · · MR. ALLEN:· No questions.· Thank you.

· · · · · CHAIR LEVAR:· Okay.· Commissioner Clark?

You're muted, Commissioner Clark.

· · · · · MR. CLARK:· Yeah, I -- that mute button is

elusive on this -- under this program.· Sometimes it's

there, sometimes I can't find it.

· · · · · But anyway, I have no questions.· Thank you.

Thank you, Professor.

· · · · · CHAIR LEVAR:· Thank you.

· · · · · And I don't have any other questions either,

so thank you for your testimony this afternoon,

Professor Woolridge.

· · · · · THE WITNESS:· Great.· Thank you.

· · · · · CHAIR LEVAR:· Mr. Moore, anything else from

the Office of Consumer Services?

· · · · · MR. MOORE:· The Office has nothing else.

Thank you.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Ms. Baldwin?

· · · · · MS. BALDWIN:· Commissioner, I'm very sorry.

My witness was available -- I didn't realize -- he told

me about an hour ago that he was only available until



about 4:00 our time.· So, if possible, we'd like to be

able to put our witness on tomorrow.

· · · · · CHAIR LEVAR:· Okay.· Does anyone else have

anything else?· I don't think there were any other

witnesses from any parties for this phase of the

hearing.· Does any participant in this hearing have any

other issue?

· · · · · MR. MOORE:· I have one issue, Commissioner.

· · · · · CHAIR LEVAR:· Mr. Moore?

· · · · · MR. MOORE:· I neglected to move to admit OCS

Cross Exhibit No. 4.· I wonder if there would be any

objection if I could move to have it admitted now?

· · · · · CHAIR LEVAR:· If anyone objects to that

motion, please indicate your objection.

· · · · · MR. SABIN:· Can you give me one moment?  I

just can't -- I don't think there's an objection, but I

can't remember what Cross Exhibit 4 is.· Let me go back

and find that.

· · · · · CHAIR LEVAR:· Sure.· We'll wait a few moments

for everyone to have that opportunity.

· · · · · MR. SABIN:· Sorry.· It's coming up.· Give me

one second.

· · · · · Sorry.· My computer is stuck.· Give me one

second.· I'm not sure what's going on.

· · · · · There it is.· Okay.· I've got it up.· Just one



second.

· · · · · Sorry.· It's just alluding me.· Give me one

second.

· · · · · Okay, here they are.

· · · · · So you said it was No. 4?

· · · · · MR. MOORE:· Yes.

· · · · · MR. SABIN:· I don't think we have any

objection to that.· I think it's fine.

· · · · · CHAIR LEVAR:· Okay.· Does anyone else need any

more time to see if you had any objections to the

motion?

· · · · · Okay, with that, the motion is granted.

· · · · · Anything else from any party before we recess

until tomorrow morning?

· · · · · MR. SANGER:· Yes.· This is Irion Sanger.· Just

one minor item.· Just wanted to let you know that my

associate, Joni Sliger, will be appearing for me

tomorrow.· She is -- she made an appearance in the

intervention.· Just wanted to let you know.

· · · · · CHAIR LEVAR:· Okay.· Thank you.

· · · · · Anything else?

· · · · · Thank you to everyone for your participation

today.· We are in recess until 9:00 a.m. Friday morning.

Thank you.

· · · (Hearing in recess at 4:30 p.m.)
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Q. HAVE UTILITIES TAKEN ADVANTAGE OF THE LOWER BOND YIELDS 178 


TO RAISE CAPITAL? 179 


A. Yes.  Figure 2 shows the amount of capital raised in debt (Panel A) and equity capital 180 


markets from 2016-2020.  Utilities have especially taken advantage of the low interest 181 


rates; as of October 2, 2020, they have already raised a record amount of capital in the 182 


debt markets this year. The amount of equity raised by utilities is shown in Panel B.  183 


For 2020 year-to-date, the amount of equity is down a little relative to 2019, but this 184 


figure is only for the first nine months of 2020. 185 


 186 
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Q. PLEASE STATE YOUR FULL NAME, ADDRESS, AND OCCUPATION. 1 


A. My name is J. Randall Woolridge, and my business address is 120 Haymaker Circle, 2 


State College, PA 16801.  I am a Professor of Finance and the Goldman, Sachs & Co. 3 


and Frank P. Smeal Endowed University Fellow in Business Administration at the 4 


University Park Campus of Pennsylvania State University.  I am also the Director of 5 


the Smeal College Trading Room and President of the Nittany Lion Fund, LLC. A 6 


summary of my educational background, research, and related business experience is 7 


provided in Appendix A. 8 


 9 


I.  INTRODUCTION AND SUMMARY OF TESTIMONY  10 


 11 


Q. WHAT IS THE SCOPE OF YOUR TESTIMONY IN THIS PROCEEDING? 12 


A. I have been asked by the Utah Office of Consumer Services (OCS) to provide an opinion 13 


as to the fair rate of return or cost of capital for PacifiCorp d/b/a Rocky Mountain Power 14 


(“RMP” or the “Company”), including the market cost of equity capital.   15 


Q. HOW IS YOUR TESTIMONY ORGANIZED? 16 


A. First, I summarize my cost of capital recommendation for the Company, and review the 17 


primary areas of contention on the Company’s position.  Second, I provide an overview 18 


of capital market conditions and utility authorized ROEs.  Third, I discuss the proxy 19 


groups that I have used to estimate an equity cost rate for RMP.  Fourth, I provide my 20 


recommendations on the Company’s appropriate capital structure and senior capital cost 21 


rates.   Fifth, I estimate the equity cost rate for the Company.  Finally, I critique RMP’s 22 


rate of return analysis and testimony.  In Appendix A, I provide a summary of my 23 
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educational and professional background.   24 


 25 


A.  Utility Rate of Return 26 


 27 


Q. WHAT COMPRISES A UTILITY’S “RATE OF RETURN”? 28 


A. A company’s overall rate of return consists of three main categories: (1) capital 29 


structure (i.e., ratios of short-term debt, long-term debt, preferred stock and common 30 


equity); (2) cost rates for short-term debt, long-term debt, and preferred stock; and 31 


(3) common equity cost, otherwise known as ROE.   32 


Q. WHAT IS A UTILITY’S ROE INTENDED TO REFLECT?   33 


A. An ROE is most simply described as the allowed rate of profit for a regulated 34 


company.  In a competitive market, a company’s profit level is determined by a variety 35 


of factors, including the state of the economy, the degree of competition a company 36 


faces, the ease of entry into its markets, the existence of substitute or complementary 37 


products/services, the company’s cost structure, the impact of technological changes, 38 


and the supply and demand for its services and/or products.  For a regulated monopoly, 39 


the regulator determines the level of profit available to the utility.  The United States 40 


Supreme Court established the guiding principles for establishing an appropriate level 41 


of profitability for regulated public utilities in two cases: (1) Bluefield1 and (2) Hope.2 42 


In those cases, the Court recognized that the fair rate of return on equity should be: 43 


(1) comparable to returns investors expect to earn on investments with similar risk; 44 


                                                 
1     Bluefield Water Works and Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 


(1923) (“Bluefield”). 


2     Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944) (“Hope”).  
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(2) sufficient to assure confidence in the company’s financial integrity; and 45 


(3) adequate to maintain the company’s credit and to attract capital. 46 


Thus, the appropriate ROE for a regulated utility requires determining the 47 


market-based cost of capital.  The market-based cost of capital for a regulated firm 48 


represents the return investors could expect from other investments, while assuming 49 


no more and no less risk.  The purpose of all of the economic models and formulas in 50 


cost of capital testimony (including those presented later in my testimony) is to 51 


estimate, using market data of similar-risk firms, the rate of return equity investors 52 


require for that risk-class of firms in order to set an appropriate ROE for a regulated 53 


firm.   54 


 55 


B. Summary of Positions 56 


 57 


Q. PLEASE REVIEW THE COMPANY’S PROPOSED RATE OF RETURN OR 58 


COST OF CAPITAL.   59 


A. RMP witness Ms. Nikki L. Kobliha recommends a capital structure consisting of  60 


46.32% long-term debt, 0.01% preferred stock and 53.67% common equity, and long-61 


term debt and preferred stock cost rates of 4.81% and 6.75%.  RMP witness Ms. Ann 62 


E. Bulkley has recommended a common equity cost rate of 10.20% for RMP. The 63 


Company’s overall proposed rate of return is 7.70%. 64 


  Q. PLEASE REVIEW YOUR RECOMMENDATIONS REGARDING THE 65 


APPROPRIATE MARKET-BASED RATE OF RETURN FOR RMP.  66 
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A. I have reviewed the Company’s proposed capital structure and overall cost of capital. 67 


RMP’s proposed capitalization has more equity and less financial risk than the average 68 


current capitalizations of electric utilities.  I am using a capital structure that is more 69 


reflective of the capital structures of electric utility companies.  I am using a capital 70 


structure consisting of 50.0% debt/preferred stock and 50.00% common equity. To 71 


estimate an equity cost rate for the Company, I have applied the Discounted Cash Flow 72 


Model (“DCF”) and the Capital Asset Pricing Model (“CAPM”) to my proxy group 73 


of electric utility companies (“Electric Proxy Group”).  I have also applied my analysis 74 


to Ms. Bulkley’s Proxy Group (“Bulkley Proxy Group”).  My DCF and CAPM  75 


analyses indicate an equity cost rate range of 7.60% to 8.95%.   76 


Q. WHAT IS YOUR PRIMARY RATE OF RETURN RECOMMENDATION FOR 77 


RMP?  78 


A. As noted, my equity cost rate studies indicate of ROE between 7.60% and 8.95%. I 79 


believe that this range accurately reflects current capital market data. However, I 80 


recognize that this range is below the authorized ROEs for electric utility companies 81 


nationally. Therefore, as a primary ROE for RMP, I am recommending 9.0%.  This 82 


recommendation: (1) gives weight to the higher authorized ROEs for electric utility 83 


companies; and (2) recognizes the concept of ‘gradualism’ in which authorized ROEs 84 


are adjusted on a gradual basis to reflect capital market data.  Given my recommended 85 


capitalization ratios and senior capital cost rates and using RMP’s proposed long-term 86 


debt and preferred stock rates (4.81% and 6.75%), my primary rate of return or cost 87 


of capital recommendation for the Company is 6.91% and is summarized in Table 1 88 


and Panel A of Exhibit JRW-1.  89 
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 90 


Table 1 91 


OCS’ Primary Rate of Return Recommendation 92 


  Capitalization Cost Weighted 


    Capital Source Ratios Rate Cost Rate 


Long-Term Debt 49.99% 4.81% 2.40% 


Preferred Stock 0.01% 6.75% 0.00% 


Common Equity 50.00% 9.00% 4.50% 


Total Capital 100.00%   6.91% 


 93 


Q ARE YOU ALSO PROVIDING AN ALTERNATIVE RATE OF RETURN 94 


RECOMMENDATION FOR RMP? 95 


A. Yes.  My alternative rate of return recommendation uses RMP’s proposed capital 96 


structure of 46.32% long-term debt, 0.01% preferred stock, and 53.67% common 97 


equity as well as RMP’s proposed long-term debt cost and preferred stock cost rates 98 


of 4.81% and 6.75%. With respect to the equity component of my recommendation 99 


for rate of return, my alternative ROE recommendation is 8.75%, which is at the high 100 


end of my equity cost rate range of 7.60% to 8.95%. Given my alternative 101 


capitalization ratios and senior capital cost rates, based on the Company’s proposed 102 


capital structure, my alternative rate of return or cost of capital recommendation for 103 


the Company is 6.92% and is summarized in Table 2 and Panel B of Exhibit JRW-1.  104 


   Table 2 105 


            OCS’ Alternative Rate of Return Recommendation 106 


  Capitalization Cost Weighted 


    Capital Source Ratios Rate Cost Rate 


Long-Term Debt 46.32% 4.81% 2.23% 


Preferred Stock 0.01% 6.75% 0.00% 


Common Equity 53.67% 8.75% 4.70% 


Total Capital 100.00%  6.92% 
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Q. PLEASE REVIEW THE COMMISSION’S ORDER IN RMP’S LAST ROE 107 


CASE. 108 


A. On August 29, 2014, the Commission approved a settlement between the Company 109 


and intervenors in Docket No, 13-035-184.  The settlement included a capital structure 110 


of 48.55% long-term debt, 0.02% preferred stock, and 51.43% common stock equity, debt 111 


and preferred cost rates of 5.20% and 6.75%, and a ROE of 9.80%.  The overall rate of 112 


return on rate base was 7.57%.3 113 


Q. HAVE CAPITAL COSTS INCREASED OR DECREASED SINCE THE 114 


COMPANY’S LAST RATE CASE?   115 


A. Interest rates and capital costs have declined since the last case. Figure 1 shows the 116 


authorized electric and gas ROEs in Utah and the 30-year Treasury yield.  The 30-year 117 


Treasury yield averaged about 3.0% between 2012 and 2018. During that time, the 118 


authorized ROEs in Utah were in the 9.80% range.  However, the economy slowed in 119 


2019, and interest rates began to decline.  Eventually, the 30-year Treasury yield 120 


traded at a record low level below 2.0% in August of 2019, and the Federal Reserve 121 


was forced to cut the federal funds rate three times by year-end.  These yields 122 


continued to decline in 2020, and then the novel coronavirus hit in late February, 123 


significantly impacting the world’s population and economy.  The coronavirus has  124 


had a huge impact on the financial markets, with lower interest rates, highly volatile 125 


stock prices, and uncertainty about future economic growth. This issue is addressed 126 


below. The only recent ROE determination in Utah was for the gas distribution service 127 


                                                 
3  In the Matter of the Application of Rocky Mountain Power Company for authority to Increase its Retail 


Electric Utility Service Rates in Utah and for Approval for its Proposed Electric Service Schedules and  
Electric Service Regulations, August 29, 2014. 
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of Dominion Energy Utah, which was awarded a 9.5% ROE in a fully-litigated case.  128 


The Order in that case was dated February 25, 2020, which is effectively pre-129 


coronavirus.       130 


Figure 1 131 


Utah Authorized ROEs and 30-Year Treasury Yields 132 


2010-2020 133 


 134 
 135 


 136 


C. Primary Rate of Return Issues in this Case 137 


 138 


Q. PLEASE PROVIDE AN OVERVIEW OF THE PRIMARY ISSUES 139 


REGARDING RATE OF RETURN IN THIS PROCEEDING.   140 


A. The primary issues related to the Company’s rate of return include the following: 141 


 Capital Structure - The Company has proposed a capital structure that includes a 142 


common equity ratio of 53.67%.  This capital structure includes a higher common 143 


equity ratio and therefore lower financial risk than the Company’s parent, Berkshire 144 
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Hathaway Energy (“BHE”), and the average common equity ratios employed by the 145 


two proxy groups (mine and Ms. Bulkley’s); 146 


 Capital Market Conditions – Ms. Bulkley’s analyses, ROE results, and 147 


recommendations are based on assumptions of higher interest rates and capital costs. 148 


However, interest rates and capital costs have remained at low levels in recent years.  149 


In 2019, interest rates fell due to slow economic growth and low inflation and, as 150 


discussed below, interest rates have fallen even further to record low levels in 2020 151 


due to the impact of the novel coronavirus on the world’s population and economy. 152 


RMP’s Investment Risk is Below the Averages of the Two Proxy Groups –RMP’s 153 


S&P and Moody’s credit ratings of A and A3 are better that the averages of the proxy 154 


groups, which indicates the Company’s investment risk is less than that of the two 155 


proxy groups.  156 


 DCF Approach – Ms. Bulkley and I have both employed the traditional constant-157 


growth DCF model.  Ms. Bulkley’s has seriously overstated her reported DCF results 158 


in four ways: (1) she selectively eliminated low-end DCF results; (2) she has exclusively 159 


used the overly optimistic and upwardly biased EPS growth rate forecasts of Wall 160 


Street analysts and Value Line; (3) she has created her own new version of the DCF 161 


model – the projected constant-growth DCF model - in which she projects DCF inputs 162 


into the future; and (4) she has claimed that the DCF results underestimate the market-163 


determined cost of equity capital due to high utility stock valuations and low dividend 164 


yields.  On the other hand, when developing the DCF growth rate that I have used in my 165 


analysis, I have reviewed thirteen growth rate measures including historical and 166 


projected growth rate measures and have evaluated growth in dividends, book value, 167 
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and earnings per share.  In addition, Ms. Bulkley’s errors are magnified by the fact 168 


that she has used a small proxy group. 169 


 CAPM Approach – The CAPM approach requires an estimate of the risk-free interest 170 


rate, beta, and the market or risk premium. There are three issues with Ms. Bulkley’s 171 


CAPM analysis: (1) her long-term projected (3.20%) 30-year Treasury yields are well 172 


in excess of current market yields; (2) she has employed the Empirical CAPM 173 


(“ECAPM”) version of the CAPM, which makes inappropriate adjustments to the risk-174 


free rate and the market risk premium; and (3) most significantly, she has computed a 175 


market risk premium of 12.49%.  The 12.49% market risk premium is much larger 176 


than: (1) indicated by historic stock and bond return data; and (2) found in the 177 


published studies and surveys of the market risk premium.  In addition, I demonstrate 178 


that the 12.49% market risk premium is based on totally unrealistic assumptions of 179 


future economic and earnings growth and stock returns.  To compute her market risk 180 


premium, Ms. Bulkley has applied the DCF to the S&P 500 and employed analysts’ 181 


three-to-five-year earnings per share (“EPS”) growth-rate projections as a growth rate 182 


to compute an expected market return and market risk premium.  As I demonstrate 183 


later in my testimony, the EPS growth-rate projection used for the S&P 500 and the 184 


resulting expected market return and market risk premium include totally unrealistic 185 


assumptions regarding future economic and earnings growth and stock returns.   186 


  As I highlight in my testimony, there are three commonly-used procedures for 187 


estimating a market risk premium – historic returns, surveys, and expected return 188 


models.  I have used a market risk premium of 6.00%, which: (1) factors in all three 189 


approaches – historic returns, surveys, and expected return models – to estimate a 190 
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market premium; and (2) employs the results of many studies of the market risk 191 


premium.  As I note, the 6.00% figure reflects the market risk premiums: (1) 192 


determined in recent academic studies by leading finance scholars; (2) employed by 193 


leading investment banks and management consulting firms; and (3) found in surveys 194 


of companies, financial forecasters, financial analysts, and corporate CFOs.   195 


 Alternative Risk Premium Model - Ms. Bulkley also estimates an equity cost rate 196 


using an alternative risks premium model which she calls the Bond Yield Risk 197 


Premium (“BYRP”) approach.  There are two issues with this approach: (1) the base 198 


interest rates; and (2) the risk premium.  With respect to the base rates, her long-term 199 


projected (3.20%) 30-year Treasury rates yield is well in excess of current market yields.  200 


The risk premium in her BYRP method is based on the historical relationship between 201 


the yields on long-term Treasury yields and authorized ROEs for electric utility 202 


companies.  There are several issues with this approach: (1) This approach is a gauge 203 


of commission behavior and not investor behavior. Capital costs are determined in the 204 


market place through the financial decisions of investors and are reflected in such 205 


fundamental factors as dividend yields, expected growth rates, interest rates, and 206 


investors’ assessment of the risk and expected return of different investments; (2) Ms. 207 


Bulkley’s methodology produces an inflated measure of the risk premium because her 208 


approach uses historical authorized ROEs and Treasury yields, and the resulting risk 209 


premium is applied to projected Treasury yields; and (3) the risk premium is inflated as 210 


a measure of investor’s required risk premium, because electric utility companies have 211 
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been selling at market-to-book ratios in excess of 1.0.4  This indicates that the 212 


authorized rates of return have been greater than the return that investors require. 213 


 Expected Earnings Approach - Ms. Bulkley also uses the Expected Earnings approach 214 


to estimate an equity cost rate for the Company.  Ms. Bulkley computes the expected 215 


ROE as forecasted by Value Line for her proxy group of electric utilities.  As I discuss 216 


in my critique of Ms. Bulkley’s presentation, the so-called “Expected Earnings” 217 


approach does not measure the market cost of equity capital, is independent of most 218 


cost of capital indicators, ignores the research on the upward bias in Value Line’s 219 


earnings projections, and has several other empirical issues. Therefore, the 220 


Commission should ignore Ms. Bulkley’s “Expected Earnings” approach in 221 


determining the appropriate ROE for RMP. 222 


 Regulatory and Business Risk Factors - Ms. Bulkley also considers several other risk 223 


factors in arriving at her 10.20% ROE recommendation. She claims that (1) RMP’s 224 


higher than average capital expenditures increase its risk relative to the proxy utility 225 


companies: (2) RMP’s regulatory risk is high due to operating in Utah; (3) RMP’s 226 


generation ownership and fuel sources makes it riskier than other utilities.  Ms. 227 


Bulkley’s conclusion that these factors make RMP riskier are erroneous.  Each of these 228 


three factors are risk factors that are already considered in the credit-rating process 229 


used by major rating agencies. As I noted above, the S&P and Moody’s issuer credit 230 


ratings for RMP of A and A3 indicate that the Company is less risky than the electric 231 


utilities in the proxy groups. In addition, in terms of Utah regulatory risk, Ms. Bulkley 232 


                                                 
4  As discussed later in my testimony, a market-to-book ratio in excess of 1.0 indicates that a utility’s earned 


ROE is above its cost of equity capital.  
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claims that Utah ROEs are below those of other states.  This is erroneous.  For 233 


example, consider the Commission approved a ROE of 9.50% for the gas distribution 234 


operations of Dominion Energy Utah in February of this year.  This compares to a 235 


national average gas distribution ROE of 9.40% in 2020.5  In addition, Ms.  Bulkley 236 


also performs a study which she says supports the Company’s proposed capital 237 


structure with a common equity ratio of 53.67%.  I show that her study is erroneous 238 


since she uses the subsidiary operating electric utilities in her study and not the parent 239 


holding companies who are the proxy utilities since they have common stock that is 240 


traded in the markets. 241 


 242 


II. CAPITAL MARKET CONDITIONS AND UTILITY AUTHORIZED ROES 243 


 244 


A. Capital Market Conditions 245 


  246 


Q. PLEASE PROVIDE A SUMMARY OF THE UTILITY CAPITAL MARKET 247 


INDICATORS IN EXHIBIT JRW-5 248 


A. Page 1 of Exhibit JRW-5 shows the yields on A rated public utility bonds.  These 249 


yields declined with interest rates in general in the year 2019, falling from 4.25% to 250 


3.25%. They bounced around during the months of March and April, and are currently 251 


at 2.90%. 252 


  Page 2 of Exhibit JRW-5 shows that the average dividend yield for publicly-253 


held electric utilities is just above 3.0% as of year-end 2019.  The average earned ROE 254 


                                                 
5  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. 
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and market-to-book ratio for publicly-held electric utilities as of year-end 2019, as 255 


shown on page 3 of Exhibit JRW-5, were 10.2% and 2.02X. 256 


  Page 4 of Exhibit JRW-5 is an updated study of industry betas. I update this 257 


study each year, and in my January 2020 update, the average electric, gas and water 258 


utility betas were 0.58, 0.67, and 0.70 respectively. However, as discussed below, 259 


utility stocks were more volatile than the overall market during March and April 2020 260 


when the financial markets were especially volatile.  Value Line updates betas for 261 


companies on a quarterly basis.  After their most recent study following the market 262 


volatility, I updated my industry beta study and now the average electric, gas and water 263 


utility betas were 0.86, 0.85, and 0.78, respectively.  As such, this short period when 264 


utility stocks were more volatile than the market resulted in a significant increase in 265 


utility betas as published by Value Line.  In fact, the betas of most of the low beta 266 


industries increased in the update.  Nonetheless, utilities are still among the lowest 267 


risk industries as measured by beta.  In addition, this issue is discussed later in this 268 


testimony, as there are some measurement problems with Value Line betas.     269 


Q. PLEASE REVIEW THE FINANCIAL MARKETS IN 2020. 270 


A. The financial markets began the year in good form – stock prices rose about five 271 


percent in the first six weeks of the year and interest rates declined.  Then came weeks 272 


of chaos.  In the middle of February, the spread of the coronavirus went global and the 273 


virus became a major risk factor for the world’s population and global economy. The 274 


coronavirus disease 2019 (COVID-19), has spread to over 180 countries around the 275 


world and was officially identified by the World Health Organization as a global 276 


pandemic in mid-March.  277 
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  Investors around the world began to focus on the potential economic 278 


consequences of the coronavirus in the middle of January.6  However, the markets 279 


largely ignored the impact of the virus until the third week of February. In the 280 


following month, the S&P 500 market declined 35% and investors fled to low risk 281 


financial assets, most notably long-term Treasury bonds.  The yield on the benchmark 282 


30-year Treasury bond declined from 2.0% to 1.3%, but even traded as low as 0.9%, 283 


an all-time low.  Furthermore, the day-to-day volatility of prices in financial markets 284 


has been at extremes. The VIX, which is the CBOE volatility index and is known as 285 


Wall Street’s Fear Index, increased from 15 and traded over 50, a level which has not 286 


been seen since the financial crisis in 2008. 287 


Figure 2 288 


S&P 500, 30-Year Treasury Yields, 289 


The VIX, and Dow Jones Utilities (DJU 290 


YTD-2020 291 


 292 
 293 


The stock market began its recovery in the third week of March.  Despite the 294 


ongoing spread of COVID-19 and an economic crisis created by the virus that includes 295 


                                                 


6  Akane Otane, “Coronavirus Tests Market’s Faith in Global Economy” Wall Street Journal, January 28, 


2020. 
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record unemployment, the S&P 500 has come back strong and is within 5% of its 296 


previous all-time high in February.  The 30-year Treasury yield, which was about 2.0% 297 


in mid-February, dropped to record low levels below 1.0% and now has come back to 298 


about 1.4%.  The VIX, which topped out over 50, is now in the 20-25 range.  And 299 


utility stocks, which declined with the market by about 35% from Mid-February to 300 


mid-March, have come back, but less so than the overall market.   301 


Q. HOW HAVE UTILITY STOCKS FARED IN THIS MARKET? 302 


A. Given their regulated nature, utility stocks have traditionally been very low risk and 303 


would be expected to outperform the overall market in a downturn.  However, these 304 


stocks lost that identity in March and April of this year due to the economic crisis 305 


brought on by the novel coronavirus. This was recently highlighted in the Wall Street 306 


Journal.7 The article noted that utility stocks were more volatile than the overall  307 


market in March and April, a rare occurrence. The only other time this has happened 308 


in the past two years is during a bout of market volatility in February 2018.  Investors’ 309 


concerns appear to be related to several factors unique to public utilities: (1) the 310 


potential falling power demand; (2) with the loss of jobs, customers may not be able 311 


to pay their bills; (3) a slower economy will result in lower power demand for 312 


commercial and industrial customers; and (4) perhaps reflecting the lower demand, 313 


wholesale power prices fell 20% in March. The bottom line is that utility investors are 314 


not used to the uncertainty associated with events like the coronavirus.  The article 315 


also noted that, despite these issues, nearly all major U.S. utilities have reaffirmed 316 


                                                 
7  Anna Hirtenstein – “Safe Utilities Have Been More Volatile Than Broader Stock Market,” Wall Street 


Journal, June 14, 2020. 
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their full-year guidance, only CenterPoint has reduced its dividend, and to date, there 317 


have not been any credit downgrades from S&P or Moody’s.  Along these lines, the 318 


article also noted that the stability of the earnings is not really an issue with utilities, 319 


but that may be hurting utilities now as investors, in the market bounce back, are 320 


looking for companies and industries that will recover when the economy rebounds. 321 


Q.  HOW HAVE THESE MARKET DEVELOPMENTS IMPACTED 322 


ESTIMATING THE COST OF EQUITY CAPITAL FOR A PUBLIC 323 


UTILITY? 324 


A. Traditionally, there are three models used to estimate an equity cost rate for a public 325 


utility – the DCF, CAPM, and risk premium models.  The issues with using these 326 


models in the markets today are summarized below: 327 


1. DCF Model – The ROE from the DCF model is the sum of the dividend yield and 328 


expected long-term growth rate. The dividend yield is observable, and dividend yields 329 


have increased due to the declined in utility stock prices.  However, day-to-day stock 330 


prices are volatile, and dividend levels may change.  But the big factor is the long-331 


term growth rate.  The long-term growth rate is usually based, in part, on analysts’ 332 


three-to-five-year EPS growth rate estimates. It is likely that these projected growth 333 


rates will be lowered at some point due to the significant slowdown in economic 334 


growth associated with the coronavirus. 335 


2. CAPM Approach – The CAPM has three components – the risk-free interest rate, beta, 336 


and the market risk premium (“MRP”).  The impact of the decrease in the risk-free 337 


interest rate yield is directly observable, but it can be volatile on a daily basis.  Betas 338 


are measured using historical returns and, with the inclusion of the recent volatility in 339 
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utility stocks, utility betas have increased.  The highly uncertain element of the CPAM 340 


is the impact of the current environment on the market risk premium.  The market risk 341 


premium is measured as the expected return on the stock market (E(RM)) minus the 342 


risk-free rate of interest (RF).  The market risk premium increases due to the lower 343 


level of the risk-free interest rate.  However, the impact of the current environment on 344 


the expected stock market return (E(RM)) is uncertain.  Historical return and survey 345 


approaches to estimating the MRP would not capture the changes over the past several 346 


months.  And the expected return models would suffer from the same issue as the DCF 347 


model.  Namely, estimates of the E(R) are uncertain, since these models normally rely, 348 


in large part, on analysts’ forecasts of three-to-five-year EPS growth rates and, these 349 


forecasts would appear to be very difficult to make given the uncertain economic 350 


environment.  I believe that this is even more true for the S&P 500 as opposed to 351 


regulated utilities given the huge impact of the virus on such industries as travel, 352 


restaurants, hotels, aviation, autos, and other sectors tied to retail spending.  353 


3. Risk Premium Approach – The ROE from a risk premium approach is the sum of the 354 


risk-free interest rate and a risk premium.  As noted, the risk-free rate component is 355 


directly observable, and is lower in the current environment. The risk premium 356 


component of the model is usually computed using historical utility stock and bond 357 


returns or historical authorized utility ROEs minus the risk-free interest rate.  Since 358 


both the stock and bond returns and the authorized ROEs approaches to estimating the 359 


risk premium component use historical data and hence do not change with the current 360 


environment, the risk premium is not impacted by the current environment. But, 361 
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whether a risk premium model produces a high or a lower equity cost rate rests on the 362 


relationship between the lower level on interest rates relative to the risk premium.   363 


Q. PLEASE SUMMARIZE YOUR OBSERVATIONS ON THE APPLICATION 364 


OF THE DCF, CAPM, AND RISK PREMIUM MODELS TO ESTIMATE THE 365 


COST OF EQUITY CAPITAL IN THE CURRENT FINANCIAL MARKET. 366 


A. The changes in the financial markets due to the coronavirus have resulted in different 367 


signals concerning a utility’s equity cost rate.  A lower equity cost rate is indicated by 368 


lower interest rates (CAPM and risk premium) and lower economic growth (DCF and 369 


CAPM).  A higher equity cost rate is suggested by lower stock prices (higher dividend 370 


yield in DCF).  But also the great level of uncertainty about economic growth provides 371 


mixed signals for the DCF and CAPM models.  In the end, the developments in the 372 


markets in recent months have some positive and some negative effects on the DCF, 373 


CAPM, and risk premium equity cost rate results. 374 


Q. CAN YOU ADDRESS THE FORECASTS OF HIGHER INTEREST RATES 375 


AND CAPITAL COSTS USED BY MS BULKLEY? 376 


A. As noted, Ms. Bulkley has used the interest rates forecasts of economists in her CAPM 377 


and BYRP equity cost rate approaches and in her discussion of capital market 378 


conditions.  On this topic, it is important to note that economists have consistently 379 


forecast higher interest rates over the past decade, and they have consistently been 380 


wrong.  This is supported by the following: (1) After the announcement of the end of 381 


Quantitative Easing III (“QEIII”) program in 2014, all the economists in Bloomberg’s 382 


interest rate survey forecasted interest rates would increase in 2014, and 100% of the 383 
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economists were wrong;8 (2) Bloomberg reported that the Federal Reserve Bank of 384 


New York has gone as far as stopping the use of interest rate estimates of professional 385 


forecasters in its interest rate model;9 (3) A study entitled “How Interest Rates Keep 386 


Making People on Wall Street Look Like Fools,” which evaluated economists’ 387 


forecasts for the yield on ten-year Treasury bonds at the beginning of the year for the 388 


last ten years,10 demonstrated that economists consistently predict that interest rates 389 


will go higher, and interest rates have not fulfilled the predictions; and (4) A study that 390 


tracked economists’ forecasts for the yield on ten-year Treasury bonds on an ongoing 391 


basis from 2010 until 2015.11  The results of this study, which was entitled “Interest 392 


Rate Forecasters Are Shockingly Wrong Almost All of the Time,” demonstrate how 393 


economists continually forecast that interest rates are going up, and they do not.  394 


 More recently, in an end-of-decade financial markets review series in the Wall 395 


Street Journal, Gregory Ip highlighted how economists’ forecasts of higher interest 396 


rates over the 2010s continued to be erroneous. He provided evidence that economists 397 


forecast that short-term and long-term interest rates would go up, and these forecasts 398 


were consistently wrong. The article provides insights as to why the longest economic 399 


expansion on record that has resulted in a record-breaking stock market run and a 50-400 


year low unemployment rate, was coupled with inflation that consistently ran below 401 


                                                 
8   Ben Eisen, “Yes, 100% of economists were dead wrong about yields, Market Watch,” October 22, 2014.   


9  Susanne Walker and Liz Capo McCormick, “Unstoppable $100 Trillion Bond Market Renders Models 


Useless,” Bloomberg.com (June 2, 2014). http://www.bloomberg.com/news/2014-06-01/the-unstoppable-


100-trillion-bond-market-renders-models-useless.html.    


10  Joe Weisenthal, “How Interest Rates Keep Making People on Wall Street Look Like Fools,” 


Bloomberg.com, March 16, 2015. http://www.bloomberg.com/news/articles/2015-03-16/how-interest-


rates-keep-making-people-on-wall-street-look-like-fools. 
11  Akin Oyedele, “Interest Rate Forecasters Are Shockingly Wrong Almost All of the Time,” Business Insider, 


July 18, 2015. http://www.businessinsider.com/interest-rate-forecasts-are-wrong-most-of-the-time-2015-7. 
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the Fed’s 2% target and record low interest rates.12 The bottom line – over the past 402 


decade - economists have consistently forecasted higher interest rates, and they have 403 


consistently been wrong! 404 


Q. WHAT DO YOU RECOMMEND THE COMMISSION DO REGARDING THE 405 


FORECASTS OF HIGHER INTEREST RATES AND CAPITAL COSTS? 406 


A. I suggest that the Commission set an equity cost rate based on current market cost rate 407 


indicators and not speculate on the future direction of interest rates.  As the studies 408 


discussed above indicate, economists are always predicting that interest rates are going 409 


up, and yet they are almost always wrong.  Obviously, investors are well aware of the 410 


consistently wrong forecasts of higher interest rates, and therefore place little weight on 411 


such forecasts.  Investors would not be buying long-term Treasury bonds or utility stocks 412 


at their current yields if they expected interest rates to suddenly increase, thereby 413 


producing higher yields and negative returns. For example, consider a utility that pays a 414 


dividend of $2.00 with a stock price of $50.00.  The current dividend yield is 4.0%.  If, 415 


as Ms. Bulkley suggests, interest rates and required utility yields increase, the price of 416 


the utility stock would decline.  In the example above, if higher return requirements led 417 


the dividend yield to increase from 4.0% to 5.0% in the next year, the stock price would 418 


have to decline to $40, which would be a -20% return on the stock.  Obviously, investors 419 


would not buy the utility stock with an expected return of -20% due to higher dividend 420 


yield requirements. 421 


   In sum, it is practically impossible to accurately forecast rates and prices of 422 


                                                 
12  Gregory Ip, “Economists Got it Wrong for a Decade. They’re Trying to Figure Out Why,” Wall Street 


Journal, (December 14, 2019). P. C1. 
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investments that are determined in the financial markets, such as interest rates, and prices 423 


for stocks and commodities.  For interest rates, I have never seen a study that suggests 424 


one forecasting service is consistently better than others or that interest rate forecasts are 425 


consistently better than just assuming the current interest rate will be the rate in the future.  426 


As discussed above, investors would not be buying long-term Treasury bonds or utility 427 


stocks at their current yields if they expected interest rates to suddenly increase, thereby 428 


producing higher yields and negative returns. 429 


 430 


B. Authorized ROEs 431 


 432 


Q. PLEASE DISCUSS THE TREND IN AUTHORIZED ROES FOR ELECTRIC 433 


AND GAS COMPANIES. 434 


A. Over the past five years, a period during which we have witnessed historically low 435 


interest rates, authorized ROEs for electric utility and gas distribution companies have 436 


slowly declined to reflect the low capital cost environment.  In Figure 3, I have 437 


graphed the quarterly authorized ROEs for electric and gas companies from 2000 to 438 


2020.  There is clearly a downward trend in the data.  On an annual basis, these 439 


authorized ROEs for electric utilities have declined from an average of 10.01% in 440 


2012, 9.8% in 2013, 9.76% in 2014, 9.58% in 2015, 9.60% in 2016, 9.68% in 2017, 441 


9.56% in 2018, 9.64% in of 2019, and 9.47% in the first half of 2020, according to 442 


Regulatory Research Associates.13  443 


 444 


 445 


                                                 
13  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. 
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Figure 3 446 


Authorized ROEs for Electric Utility and Gas Distribution Companies 447 


2000-2020 448 


 449 
 450 


Q. DO YOU BELIEVE THAT YOUR ROE RECOMMENDATION MEETS HOPE 451 


AND BLUEFIELD STANDARDS? 452 


A. Yes, I do. As previously noted, according to the Hope and Bluefield decisions, returns 453 


on capital should be: (1) comparable to returns investors expect to earn on other 454 


investments of similar risk; (2) sufficient to assure confidence in the company’s 455 


financial integrity; and (3) adequate to maintain and support the company’s credit and 456 


to attract capital. As provided in response to OCS 2.28, the Company has earned an 457 


average ROE over the past three fiscal years of just over 9.00% in UT, ID, WY, and 458 


OR.14 The Company’s S&P and Moody’s credit ratings of A and A3 are two notches  459 


and one notch above the average of my Electric Proxy Group and Ms. Bulkley’s Proxy 460 


Group.  While my recommendation is below the average authorized ROEs for electric 461 


utility companies, it reflects the downward trend in authorized and earned ROEs of 462 


electric utility companies.  Therefore, I do believe that my ROE recommendation 463 


                                                 
14  The Company does not have separate reporting for its CA operations.  See Company response to OCS 2.28.  
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meets the criteria established in the Hope and Bluefield decisions. 464 


Q. ARE UTILITIES ABLE TO ATTRACT CAPITAL WITH THE LOWER 465 


ROES? 466 


A. Yes.  Figure 4 shows the annual amounts of debt and equity capital raised by public 467 


utility companies over the past decade.  Electric utility and gas distribution companies 468 


have taken advantage of the low interest rate and capital cost environment of recent 469 


years and raised records amount of capital in the markets.  In fact, in each of 2018 and 470 


2019, public utilities have raised a total of over $100 billion in debt and equity.  471 


Clearly, even with lower ROEs, utilities are able to attract record amounts of capital. 472 


Figure 4 


Debt and Equity Capital Raised by Public Utilities 


2010-2019 


 
           Source: S&P Global Market Intelligence, S&P Cap IQ, 2020. 


 473 


III.  PROXY GROUP SELECTION 474 


 475 


Q. PLEASE DESCRIBE YOUR APPROACH TO DEVELOPING A FAIR RATE 476 


OF RETURN RECOMMENDATION FOR RMP. 477 
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A. To develop a fair rate of return recommendation for the Company (market cost of 478 


equity), I have evaluated the return requirements of investors on the common stock of 479 


a proxy group of publicly-held electric utility companies.  480 


Q. PLEASE DESCRIBE YOUR PROXY GROUP OF ELECTRIC COMPANIES.  481 


A. The selection criteria for my Electric Proxy Group include the following: 482 


 1. At least 50% of revenues from regulated electric operations as indicated in the 483 


most recent SEC 10-K Report; 484 


 2. Listed as an U.S.-based Electric Utility by Value Line Investment Survey; 485 


 3. An investment grade issuer credit rating by Moody’s and/or S&P; 486 


 4. Has paid a cash dividend in the past six months, with no cuts or omissions; 487 


 5. Not involved in an acquisition of another utility, the target of an acquisition, 488 


or in the sale or spin-off of utility assets, in the past six months; and  489 


 6. Analysts’ long-term EPS growth rate forecasts available from Yahoo, Reuters, 490 


and/or Zacks. 491 


  My Electric Proxy Group includes twenty-nine companies. Summary financial 492 


statistics for the proxy group are listed in Panel A of page 1 of Exhibit JRW-2.15  The 493 


median operating revenues and net plant among members of the Electric Proxy Group 494 


are $6,338.0 million and $23,661.5 million, respectively. The group receives 83% of 495 


its revenues from regulated electric operations, has BBB+ and Baa1 issuer credit 496 


ratings from S&P and Moody’s respectively, a current average common equity ratio 497 


of 44.0%, and an earned return on common equity of 10.3%. 498 


                                                 
15  In my testimony, I present financial results using both mean and medians as measures of central tendency.  


However, due to outliers among means, I have used the median as a measure of central tendency. 
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Q. PLEASE DESCRIBE MS. BULKLEY’S PROXY GROUP OF ELECTRIC 499 


UTILITY COMPANIES. 500 


A. The Bulkley Proxy Group consists of twenty electric utility companies.  Summary 501 


financial statistics for the proxy group are listed on Panel B of page 1 of Exhibit JRW-502 


2.  The median operating revenues and net plant among members of the Bulkley Proxy 503 


Group are $4,397.8 million and $16,613.6 million, respectively. The group receives 504 


80% of revenues from regulated electric operations, has an average BBB+ issuer credit 505 


rating from S&P and an average Baa1 long-term rating from Moody’s, a current 506 


common equity ratio of 43.6%, and an earned return on common equity of 10.7%. 507 


Q. HOW DOES THE INVESTMENT RISK OF THE COMPANY COMPARE TO 508 


THAT OF THE TWO PROXY GROUPS?  509 


A. I believe that bond ratings provide a good assessment of the investment risk of a 510 


company.  Page 1 of Exhibit JRW-2 also shows S&P and Moody’s issuer credit ratings 511 


for the companies in the two groups. RMP’s issuer credit rating is A according to S&P 512 


and A3 according to Moody’s.  RMP’s S&P rating (A) is two notches above the 513 


average S&P rating for the Electric and Bulkley Proxy Groups (BBB+).  RMP’s 514 


Moody’s rating of A3 is one notch above the average Moody’s rating for the Electric 515 


and Bulkley Proxy Groups (Baa1).  As such, I believe that RMP is less risky than the 516 


Electric and Bulkley Proxy Groups.     517 
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Q. HOW DOES THE INVESTMENT RISK OF THE TWO PROXY GROUPS 518 


COMPARE BASED ON THE VARIOUS RISK METRICS PUBLISHED BY 519 


VALUE LINE? 520 


A. On page 2 of Exhibit JRW-2, I have assessed the riskiness of the two proxy groups 521 


using five different risk measures from Value Line. These measures include Beta, 522 


Financial Strength, Safety, Earnings Predictability, and Stock Price Stability.16 These 523 


risk measures suggest that the two proxy groups are similar in risk. The comparisons 524 


of the risk measures include Beta (0.86 vs. 0.88), Financial Strength (A vs. A), Safety 525 


(1.8 vs. 1.9), Earnings Predictability (76 vs. 82), and Stock Price Stability (88 vs. 89).   526 


On balance, these measures suggest that the two proxy groups are similar in risk. 527 


 528 


IV.   CAPITAL STRUCTURE RATIOS AND DEBT COST RATES 529 


 530 


Q. PLEASE DESCRIBE RMP’S PROPOSED CAPITAL STRUCTURE. 531 


A. The Company has proposed a capital structure consisting of 46.32% long-term debt, 532 


0.01% preferred stock and 53.67% common equity, and a long-term debt and  533 


preferred stock cost rates of 4.81% and 6.75%.  This is shown in Panel A of page 1 of 534 


Exhibit JRW-3. 535 


Q. WHAT ARE THE COMMON EQUITY RATIOS IN THE 536 


CAPITALIZATIONS OF THE TWO PROXY GROUPS?  537 


A. As shown in page 1 of Exhibit JRW-2, the average common equity ratios of the Electric 538 


and Bulkley Proxy Groups are 44.0% and 43.6%, respectively. As such, RMP’s 539 


                                                 
16  These metrics are defined on page 3 of Exhibit JRW-2. 
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proposed capitalization from investor-provided capital has more equity and a little less 540 


financial risk than the average current capitalizations of the electric utility companies 541 


in the proxy groups. 542 


Q. IS IT APPROPRIATE TO USE THE COMMON EQUITY RATIOS OF THE 543 


PARENT HOLDING COMPANIES OR SUBSIDIARY OPERATING 544 


UTILITIES FOR COMPARISON PURPOSES WITH RMP’S PROPOSED 545 


CAPITALIZATION? 546 


A. It is appropriate to use the common equity ratios of the utility holding companies because 547 


the holding companies are publicly-traded and their stocks are used in the cost of equity 548 


capital studies. The equities of the operating utilities are not publicly-traded and hence 549 


their stocks cannot be used to compute the cost of equity capital for RMP. 550 


Q. IS IT APPROPRIATE TO INCLUDE SHORT-TERM DEBT IN THE 551 


CAPITALIZATION IN COMPARING THE COMMON EQUITY RATIOS OF 552 


THE HOLDING COMPANIES WITH RMP COMPANY’S PROPOSED 553 


CAPITALIZATION? 554 


A. Yes.  In comparing the common equity ratios of the holding companies with RMP’s 555 


recommendation, it is appropriate to include short-term debt when computing the holding 556 


company common equity ratios. That is because short-term debt, like long-term debt, has 557 


a higher claim on the assets and earnings of the company and requires timely payment of 558 


interest and repayment of principal.  In addition, the financial risk of a company is based 559 


on total debt, which includes both short-term and long-term debt. This is why credit 560 


rating agencies use total debt in assessing the leverage and financial risk of companies. 561 
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Q. INCLUDING SHORT-TERM DEBT, HOW DO RMP’S PROPOSED CAPITAL 562 


STRUCTURE RATIOS COMPARE TO ITS RECENT CAPITALIZATION 563 


RATIOS AS WELL AS TO THOSE OF ITS PARENT, BERKSHIRE 564 


HATHEWAY ENERGY?  565 


A. Panel B of page 1 of Exhibit JRW-3 provides RMP’s and BHE’s average quarterly 566 


capitalization ratio over the 2018-20 time period.  The quarterly data are provided on 567 


page 2 of Exhibit JRW-3.  The Company’s and BHE’s average common equity ratio with 568 


short-term debt were 51.79 and 42.40%.  In this case, RMP proposes a 53.67% equity 569 


ratio. 570 


Q. PLEASE DISCUSS THE ISSUE OF PUBLIC UTILITY HOLDING 571 


COMPANIES SUCH AS BHE USING DEBT TO FINANCE THE EQUITY IN 572 


SUBSIDIARIES SUCH AS THE COMPANY.  573 


A. Moody’s published an article on the use of low-cost, debt financing by public utility 574 


holding companies to increase their ROEs. The summary observations included the 575 


following:  576 


U.S. utilities use leverage at the holding-company level to invest in other 577 


businesses, make acquisitions and earn higher returns on equity. In some cases, 578 


an increase in leverage at the parent can hurt the credit profiles of its regulated 579 


subsidiaries.17 580 
 581 


  This financial strategy has traditionally been known as double leverage. 582 


Moody’s defined double leverage in the following way: 583 


Double leverage is a financial strategy whereby the parent raises debt but 584 


downstreams the proceeds to its operating subsidiary, likely in the form of an 585 


equity investment. Therefore, the subsidiary’s operations are financed by debt 586 


raised at the subsidiary level and by debt financed at the holding-company 587 


                                                 
17  Moody’s Investors’ Service, “High Leverage at the Parent Often Hurts the Whole Family,” May 11, 2015, 


p.1. 
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level. In this way, the subsidiary’s equity is leveraged twice, once with the 588 


subsidiary debt and once with the holding-company debt. In a simple 589 


operating-company / holding-company structure, this practice results in a 590 


consolidated debt-to-capitalization ratio that is higher at the parent than at the 591 


subsidiary because of the additional debt at the parent.18 592 


 593 


  Moody’s goes on to discuss the potential risk to utilities of the strategy, and 594 


specifically notes that regulators could take it into consideration in setting authorized 595 


ROEs. 596 


“Double leverage” drives returns for some utilities but could pose risks 597 
down the road. The use of double leverage, a long-standing practice whereby 598 


a holding company takes on debt and downstreams the proceeds to an 599 


operating subsidiary as equity, could pose risks down the road if regulators 600 


were to ascribe the debt at the parent level to the subsidiaries or adjust the 601 


authorized return on capital.19 602 


 603 


Q. PLEASE DISCUSS THE SIGNIFICANCE OF THE AMOUNT OF EQUITY 604 


THAT IS INCLUDED IN A UTILITY’S CAPITAL STRUCTURE.   605 


A.    A utility’s decision as to the amount of equity capital it will incorporate into its capital 606 


structure involves fundamental trade-offs relating to the amount of financial risk the 607 


firm carries, the overall revenue requirements its customers are required to bear 608 


through the rates they pay, and the return on equity that investors will require.   609 


Q.   PLEASE DISCUSS A UTILITY’S DECISION TO USE DEBT VERSUS 610 


EQUITY TO MEET ITS CAPITAL NEEDS. 611 


A.   Utilities satisfy their capital needs through a mix of equity and debt.  Because equity 612 


capital is more expensive than debt, the issuance of debt enables a utility to raise more 613 


capital for a given commitment of dollars than it could raise with just equity. Debt is, 614 


                                                 


18  Ibid. p. 5. 
19  Ibid. p. 1. 
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therefore, a means of “leveraging” capital dollars.  However, as the amount of debt in 615 


the capital structure increases, financial risk increases and the risk of the utility, as 616 


perceived by equity investors also increases.  Significantly for this case, the converse 617 


is also true.  As the amount of debt in the capital structure decreases, the financial risk 618 


decreases.  The required return on equity capital is a function of the amount of overall 619 


risk that investors perceive, including financial risk in the form of debt. 620 


Q. WHY IS THIS RELATIONSHIP IMPORTANT TO THE UTILITY’S 621 


CUSTOMERS? 622 


A. Just as there is a direct correlation between the utility’s authorized return on equity 623 


and the utility’s revenue requirements (the higher the return, the greater the revenue 624 


requirement), there is a direct correlation between the amount of equity in the capital 625 


structure and the revenue requirements that customers are called on to bear.  Again, 626 


equity capital is more expensive than debt.  Not only does equity command a higher 627 


cost rate, it also adds more to the income tax burden that ratepayers are required to 628 


pay through rates.  As the equity ratio increases, the utility’s revenue requirements 629 


increase and the rates paid by customers increase.  If the proportion of equity is too 630 


high, rates will be higher than they need to be.  For this reason, the utility’s 631 


management should pursue a capital acquisition strategy that results in the proper 632 


balance in the capital structure. 633 


Q. HOW HAVE UTILITIES TYPICALLY STRUCK THIS BALANCE? 634 


A. Due to regulation and the essential nature of its output, a regulated utility is exposed 635 


to less business risk than other companies that are not regulated.  This means that a 636 


utility can reasonably carry relatively more debt in its capital structure than can most 637 
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unregulated companies. Thus, a utility should take appropriate advantage of its lower 638 


business risk to employ cheaper debt capital at a level that will benefit its customers 639 


through lower revenue requirements.   640 


Q. GIVEN THAT RMP HAS PROPOSED AN EQUITY RATIO THAT IS 641 


HIGHER THAN (1) THE AVERAGE COMMON EQUITY RATIO OF OTHER 642 


ELECTRIC UTILITY COMPANIES; AND (2) THE COMMON EQUITY 643 


RATIO OF ITS PARENT COMPANY, BHE, WHAT SHOULD THE 644 


COMMISSION DO IN THIS RATEMAKING PROCEEDING? 645 


A. When a regulated utility’s actual capital structure contains a high equity ratio, the 646 


options are: (1) to impute a more reasonable capital structure that is comparable to the 647 


average of the proxy group used to determine the cost of equity and to reflect the 648 


imputed capital structure in revenue requirements; or (2) to recognize the downward 649 


impact that an unusually high equity ratio will have on the financial risk of a utility 650 


and authorize a common equity cost rate lower than that of the proxy group.  651 


Q. PLEASE ELABORATE ON THIS “DOWNWARD IMPACT.” 652 


A. As I stated earlier, there is a direct correlation between the amount of debt in a utility’s 653 


capital structure and the financial risk that an equity investor will associate with that 654 


utility.  A relatively lower proportion of debt translates into a lower required return on 655 


equity, all other things being equal.  Stated differently, a utility cannot expect to “have 656 


it both ways.”  Specifically, a utility cannot propose to maintain an unusually high 657 


equity ratio and not expect to have the resulting lower risk reflected in its authorized 658 


return on equity.  The fundamental relationship between lower risk and the appropriate 659 


authorized return should not be ignored.   660 
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Q. GIVEN THIS DISCUSSION, PLEASE DISCUSS YOUR PRIMARY CAPITAL 661 


STRUCTURE RECOMMENDATION FOR RMP. 662 


A. My primary capital structure recommendation is presented in Panel C of Exhibit JRW-663 


3.  As previously noted, RMP’s proposed capital structure consists of more common 664 


equity and less financial risk than any of the other proxy electric companies.  665 


Therefore, in my primary rate of return recommendation, I am recommending a capital 666 


structure that includes a common equity ratio of 50.0%.  This capital structure includes 667 


a common equity ratio that is about halfway between RMP’s proposed capital 668 


structure of 53.67% and the average 2019 common equity ratio of 44.0% of the 669 


Electric Proxy Group.  As shown in Panel B of Exhibit JRW-5, in this capital structure, 670 


I have grossed up the percentage amounts of long-term debt and preferred stock so 671 


that they collectively total 50.0% and reduced the amount of common equity from 672 


53.67% to 50.0%. 673 


Q. ON PAGES 78-81 OF HER TESTIMONY AND IN EXHIBIT RMP__(AEB-11), 674 


MS. BULKLEY ATTEMPTS TO JUSTIFY THE COMPANY’S PROPOSED 675 


CAPITAL STRUCTURE BY COMPARING RMP’S PROPOSED 53.67% 676 


COMMON EQUITY RATIO TO THE AVERAGE EQUITY RATIO OF THE 677 


OPERATING UTILITIES OWNED BY THE PROXY HOLDING 678 


COMPANIES.  IS THIS THE APPROPRIATE COMPARISON? 679 


A. No.  Contrary to Ms. Bulkley’s assertions, the appropriate comparison when it comes 680 


to common equity ratios is between the common equity ratio as proposed by the 681 


Company and the average common equity ratios for the holding companies in the 682 


proxy groups.  The reason is that both Ms. Bulkley and myself use the holding 683 







OCS-1D Woolridge 20-035-04 Page 33 of 96 


 


 33 


companies to estimate a cost of equity capital for the Company.  That is because the 684 


holding companies have common stock outstanding and so we can apply DCF and 685 


CAPM equity cost rate approaches.  Therefore, it is their common equity ratio that is 686 


appropriate for comparison purposes, since it is their common equity ratio which 687 


reflects their financial risk.  The common equity ratios of the operating utilities are 688 


higher and therefore they are subject to less financial risk. 689 


Q. MS. KOBLIHA SUGGESTS THAT THE COMPANY’S PROPOSED 690 


COMMON EQUITY RATIO IS NEEDED TO SUPPORT THE COMPANY’S 691 


CREDIT RATINGS.  PLEASE  COMMENT. 692 


A. On page 12 of her testimony, Ms. Kobliha makes a very broad statement that the 693 


Company’s proposed capital structure is consistent with the Company’s current credit 694 


ratings. However, she provide no evidence to support the statement.  In addition, she 695 


makes no capital structure and/or credit rating comparisons with other electric utilities or 696 


RMP’s parent, BHE.  I have demonstrated that: (1) RMP’s S&P and Moody’s credit 697 


ratings are superior to the average of the two electric proxy groups; and (2) RMP’s 698 


proposed capital structure includes a much higher common equity ratio and hence lower 699 


financial risk than the average of the two proxy groups and RMP’s parent, BHE. 700 


Q. WHAT IS THE CAPITAL STRUCTURE IN YOUR ALTERNATIVE RATE 701 


OF RETURN RECOMMENDATION? 702 


A. In my alternative rate of return recommendation, I am using the Company’s proposed 703 


capital structure consisting of 46.32% long-term debt, 0.01% preferred stock and 704 


53.67% common equity.  Since this capital structure includes more common equity 705 


and less financial risk than other electric utilities, I am using my calculated estimate 706 
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of the cost of equity capital, 8.75%, as the ROE in my alternative cost of capital 707 


recommendation.  Due to the lower financial risk, my alternative ROE is lower than 708 


my primary recommendation of 9.0%. 709 


Q. ARE YOU USING THE COMPANY’S PROPOSED LONG-TERM DEBT 710 


COST AND PREFERRED STOCK RATES? 711 


A. Yes. 712 


 713 


IV.  THE COST OF COMMON EQUITY CAPITAL 714 


 715 


A. DCF Analysis 716 


 717 


Q. PLEASE DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF 718 


MODEL. 719 


A. According to the DCF model, the current stock price is equal to the discounted value 720 


of all future dividends that investors expect to receive from investment in the firm.  As 721 


such, stockholders’ returns ultimately result from current as well as future dividends.  722 


As owners of a corporation, common stockholders are entitled to a pro rata share of 723 


the firm’s earnings.  The DCF model presumes that earnings that are not paid out in 724 


the form of dividends are reinvested in the firm so as to provide for future growth in 725 


earnings and dividends.  The rate at which investors discount future dividends, which 726 


reflects the timing and riskiness of the expected cash flows, is interpreted as the 727 


market’s expected or required return on the common stock. Therefore, this discount 728 


rate represents the cost of common equity.  Algebraically, the DCF model can be 729 


expressed as: 730 
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     D1      D2         Dn 731 


 P = ------  + ------  + … ------ 732 


   (1+k)1   (1+k)2    (1+k)n 733 


 734 


where P is the current stock price, Dn is the dividend in year n, and k is the cost of 735 


common equity.  736 


Q. IS THE DCF MODEL CONSISTENT WITH VALUATION TECHNIQUES 737 


EMPLOYED BY INVESTMENT FIRMS? 738 


A. Yes.  Virtually all investment firms use some form of the DCF model as a valuation 739 


technique.  One common application for investment firms is called the three-stage 740 


DCF or dividend discount model (“DDM”).  The stages in a three-stage DCF model 741 


are presented in Exhibit JRW-6, Page 1 of 1.  This model presumes that a company’s 742 


dividend payout progresses initially through a growth stage, then proceeds through a 743 


transition stage, and finally assumes a maturity (or steady-state) stage.  The dividend-744 


payment stage of a firm depends on the profitability of its internal investments which, 745 


in turn, is largely a function of the life cycle of the product or service.   746 


 1. Growth stage:  Characterized by rapidly expanding sales, high profit 747 


margins, and an abnormally high growth in earnings per share.  Because of 748 


highly profitable expected investment opportunities, the payout ratio is low.  749 


Competitors are attracted by the unusually high earnings, leading to a decline 750 


in the growth rate. 751 


 2. Transition stage:  In later years, increased competition reduces profit 752 


margins and earnings growth slows.  With fewer new investment 753 


opportunities, the company begins to pay out a larger percentage of earnings. 754 
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 3. Maturity (steady-state) stage:  Eventually, the company reaches a 755 


position where its new investment opportunities offer, on average, only 756 


slightly attractive ROEs.  At that time, its earnings growth rate, payout ratio, 757 


and ROE stabilize for the remainder of its life.  The constant-growth DCF 758 


model is appropriate when a firm is in the maturity stage of the life cycle. 759 


  760 


 In using this model to estimate a firm’s cost of equity capital, dividends are 761 


projected into the future using the different growth rates in the alternative stages, and 762 


then the equity cost rate is the discount rate that equates the present value of the future 763 


dividends to the current stock price. 764 


Q. HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR REQUIRED 765 


RATE OF RETURN USING THE DCF MODEL? 766 


A. Under certain assumptions, including a constant and infinite expected growth rate, and 767 


constant dividend/earnings and price/earnings ratios, the DCF model can be simplified 768 


to the following: 769 


        D1 770 


      P =     --------- 771 


                  k  -  g 772 


 773 


where D1 represents the expected dividend over the coming year and g is the expected 774 


growth rate of dividends.  This is known as the constant-growth version of the DCF 775 


model.  To use the constant-growth DCF model to estimate a firm’s cost of equity, 776 


one solves for “k” in the above expression to obtain the following: 777 


      778 


     D1 779 


   k =     --------    + g 780 


     P 781 
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 782 


Q. IN YOUR OPINION, IS THE CONSTANT-GROWTH VERSION OF THE 783 


DCF MODEL APPROPRIATE FOR PUBLIC UTILITIES? 784 


A. Yes.  The economics of the public utility business indicate that the industry is in the 785 


maturity or constant-growth stage of a three-stage DCF.  The economics include the 786 


relative stability of the utility business, the maturity of the demand for public utility 787 


services, and the regulated status of public utilities (especially the fact that their returns 788 


on investment are effectively set through the ratemaking process).  The appropriate 789 


DCF valuation procedure for companies in this stage is the constant-growth DCF.  In 790 


the constant-growth version of the DCF model, the current dividend payment and 791 


stock price are directly observable.  However, the primary problem and controversy 792 


in applying the DCF model to estimate equity cost rates entails estimating investors’ 793 


expected dividend growth rate. 794 


Q. WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING THE DCF 795 


METHODOLOGY? 796 


A. One should be sensitive to several factors when using the DCF model to estimate a 797 


firm’s cost of equity capital.  In general, one must recognize the assumptions under 798 


which the DCF model was developed in estimating its components (the dividend yield 799 


and the expected growth rate).  The dividend yield can be measured precisely at any 800 


point in time; however, it tends to vary somewhat over time.  Estimation of expected 801 


growth is considerably more difficult.  One must consider recent firm performance, in 802 


conjunction with current economic developments and other information available to 803 


investors, to accurately estimate investors’ expectations. 804 
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Q. WHAT DIVIDEND YIELDS HAVE YOU REVIEWED? 805 


A. I have calculated the dividend yields for the companies in the two proxy groups using 806 


the current annual dividend and the 30-day, 90-day, and 180-day average stock prices.  807 


These dividend yields, as derived from the 30-day, 90-day, and 180-day average stock 808 


prices, are provided in Panel A of page 2 of Exhibit JRW-7.  Due to changing market 809 


conditions in 2020, I am using the dividend yields derived from the 30-day and 90-810 


day average stock prices.  For the Electric Proxy Group, the mean and median dividend 811 


yields using the 30-day and 90-day average stock prices range from 3.5% to 3.7%.  812 


Hence, I am using 3.60%, as the dividend yield for the Electric Proxy Group.  The 813 


dividend yields for the Bulkley Proxy Group are shown in Panel B of page 2 of Exhibit 814 


JRW-7.  The mean and median dividend yields range from 3.5% to 3.7% using the 30-815 


day and 90-day average stock prices.  Therefore, I am using a dividend yield of 3.60% 816 


for the Bulkley Proxy Group. 817 


Q. PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE SPOT 818 


DIVIDEND YIELD. 819 


A. According to the traditional DCF model, the dividend yield term relates to the dividend 820 


yield over the coming period.  As indicated by Professor Myron Gordon, who is 821 


commonly associated with the development of the DCF model for popular use, this is 822 


obtained by:  (1) multiplying the expected dividend over the coming quarter by 4, and 823 


(2) dividing this dividend by the current stock price to determine the appropriate 824 


dividend yield for a firm that pays dividends on a quarterly basis.20 825 


                                                 


20  Petition for Modification of Prescribed Rate of Return, Federal Communications Commission, Docket No. 


79-05, Direct Testimony of Myron J. Gordon and Lawrence I. Gould at 62 (April 1980). 
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 In applying the DCF model, some analysts adjust the current dividend for 826 


growth over the coming year as opposed to the coming quarter. This can be 827 


complicated because firms tend to announce changes in dividends at different times 828 


during the year.  As such, the dividend yield computed based on presumed growth 829 


over the coming quarter as opposed to the coming year can be quite different.  830 


Consequently, it is common for analysts to adjust the dividend yield by some fraction 831 


of the long-term expected growth rate. 832 


Q. GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR DO YOU USE 833 


FOR YOUR DIVIDEND YIELD? 834 


A. I adjust the dividend yield by one-half (1/2) of the expected growth so as to reflect 835 


growth over the coming year. This is the approach employed by the Federal Energy 836 


Regulatory Commission (“FERC”).21 The DCF equity cost rate (“K”) is computed as: 837 


 838 


K = [ (D/P) * (1 + 0.5g) ] + g 839 


 840 


Q. PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE DCF 841 


MODEL. 842 


A. There is debate as to the proper methodology to employ in estimating the growth 843 


component of the DCF model.  By definition, this component is investors’ expectation 844 


of the long-term dividend growth rate.  Presumably, investors use some combination 845 


of historical and/or projected growth rates for earnings and dividends per share and 846 


for internal or book-value growth to assess long-term potential.   847 


                                                 
21  Opinion No. 414-A, Transcontinental Gas Pipe Line Corp., 84 FERC ¶61,084 (1998). 
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Q. WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE PROXY 848 


GROUPS? 849 


A. I have analyzed a number of measures of growth for companies in the proxy groups.  850 


I reviewed Value Line’s historical and projected growth rate estimates for earnings per 851 


share (“EPS”), dividends per share (“DPS”), and book value per share (“BVPS”).  In 852 


addition, I utilized the average EPS growth rate forecasts of Wall Street analysts as 853 


provided by Yahoo, Reuters, and Zacks. These services solicit five-year earnings 854 


growth rate projections from securities analysts and compile and publish the means 855 


and medians of these forecasts.  Finally, I also assessed prospective growth as 856 


measured by prospective earnings retention rates and earned returns on common 857 


equity. 858 


Q. PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND 859 


DIVIDENDS AS WELL AS INTERNAL GROWTH. 860 


A. Historical growth rates for EPS, DPS, and BVPS are readily available to investors and 861 


are presumably an important ingredient in forming expectations concerning future 862 


growth.  However, one must use historical growth numbers as measures of investors’ 863 


expectations with caution.  In some cases, past growth may not reflect future growth 864 


potential.  Also, employing a single growth rate number (for example, for five or ten 865 


years) is unlikely to accurately measure investors’ expectations, due to the sensitivity 866 


of a single growth rate figure to fluctuations in individual firm performance as well as 867 


overall economic fluctuations (i.e., business cycles).  However, one must appraise the 868 


context in which the growth rate is being employed.  According to the conventional 869 


DCF model, the expected return on a security is equal to the sum of the dividend yield 870 
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and the expected long-term growth in dividends.  Therefore, to best estimate the cost 871 


of common equity capital using the conventional DCF model, one must look to long-872 


term growth rate expectations. 873 


 Internally generated growth is a function of the percentage of earnings retained 874 


within the firm (the earnings retention rate) and the rate of return earned on those 875 


earnings (the return on equity).  The internal growth rate is computed as the retention 876 


rate times the return on equity.  Internal growth is significant in determining long-term 877 


earnings and, therefore, dividends.  Investors recognize the importance of internally 878 


generated growth and pay premiums for stocks of companies that retain earnings and 879 


earn high returns on internal investments. 880 


Q. PLEASE DISCUSS THE SERVICES THAT PROVIDE ANALYSTS’ EPS 881 


FORECASTS. 882 


A. Analysts’ EPS forecasts for companies are collected and published by several different 883 


investment information services, including Institutional Brokers Estimate System 884 


(“I/B/E/S”), Bloomberg, FactSet, Zacks, First Call, and Reuters, among others. 885 


Reuters publishes analysts’ EPS forecasts under different product names, including 886 


I/B/E/S, First Call, and Reuters.  Bloomberg, FactSet, and Zacks each publish their 887 


own set of analysts’ EPS forecasts for companies.  These services do not reveal (1) 888 


the analysts who are solicited for forecasts or (2) the identity of the analysts who 889 


actually provide the EPS forecasts that are used in the compilations published by the 890 


services.  I/B/E/S, Bloomberg, FactSet, and First Call are fee-based services.  These 891 


services usually provide detailed reports and other data in addition to analysts’ EPS 892 


forecasts.  In contrast, Reuters and Zacks do provide limited EPS forecast data free-893 
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of-charge on the Internet.  Yahoo finance (http://finance.yahoo.com) lists Reuters as 894 


the source of its summary EPS forecasts. Zacks (www.zacks.com) publishes its 895 


summary forecasts on its website.  Zacks estimates are also available on other 896 


websites, such as MSN.money (http://money.msn.com).   897 


Q. ARE YOU RELYING EXCLUSIVELY ON THE EPS FORECASTS OF WALL 898 


STREET ANALYSTS IN ARRIVING AT A DCF GROWTH RATE FOR THE 899 


PROXY GROUP? 900 


A. No.  There are several issues with using the EPS growth rate forecasts of Wall Street 901 


analysts as DCF growth rates.  First, the appropriate growth rate in the DCF model is 902 


the dividend growth rate, not the earnings growth rate.  Nonetheless, over the very 903 


long term, dividend and earnings will have to grow at a similar growth rate.  Therefore, 904 


consideration must be given to other indicators of growth, including prospective 905 


dividend growth, internal growth, as well as projected earnings growth.  Second, a 906 


study by Lacina, Lee, and Xu (2011) has shown that analysts’ three-to-five year EPS 907 


growth rate forecasts are not more accurate at forecasting future earnings than naïve 908 


random walk forecasts of future earnings.22  Employing data over a twenty-year 909 


period, these authors demonstrate that using the most recent year’s actual EPS figure 910 


to forecast EPS in the next 3-5 years proved to be just as accurate as using the EPS 911 


estimates from analysts’ three-to-five year EPS growth rate forecasts.  In the authors’ 912 


opinion, these results indicate that analysts’ long-term earnings growth-rate forecasts 913 


should be used with caution as inputs for valuation and cost of capital purposes.  914 


                                                 
22  M. Lacina, B. Lee & Z. Xu, Advances in Business and Management Forecasting (Vol. 8), Kenneth D. 


Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101.   



http://finance.yahoo.com/

http://www.zacks.com/

http://money.msn.com/
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Finally, and most significantly, it is well known that the long-term EPS growth-rate 915 


forecasts of Wall Street securities analysts are overly optimistic and upwardly biased.  916 


This has been demonstrated in a number of academic studies over the years.23  Hence, 917 


using these growth rates as a DCF growth rate will provide an overstated equity cost 918 


rate.  On this issue, a study by Easton and Sommers (2007) found that optimism in 919 


analysts’ growth rate forecasts leads to an upward bias in estimates of the cost of 920 


equity capital of almost 3.0 percentage points.24  921 


Q. ARE THE PROJECTED EPS GROWTH RATES OF VALUE LINE ALSO 922 


OVERLY OPTIMISTIC AND UPWARDLY BIASED? 923 


A. Yes.  A study by Szakmary, Conover, and Lancaster (2008) evaluated the accuracy of 924 


Value Line’s three-to-five-year EPS growth rate forecasts using companies in the Dow 925 


Jones Industrial Average over a thirty-year time period and found these forecasted 926 


EPS growth rates to be significantly higher than the EPS growth rates that these 927 


companies subsequently achieved.25 928 


  Szakmary, Conover, and Lancaster (SCL) studied the predicted versus the 929 


projected stock returns, sales, profit margins, and earnings per share made by Value 930 


                                                 
23  The studies that demonstrate analysts’ long-term EPS forecasts are overly-optimistic and upwardly biased 


include: R.D. Harris, “The Accuracy, Bias, and Efficiency of Analysts’ Long Run Earnings Growth 


Forecasts,” Journal of Business Finance & Accounting, pp. 725-55 (June/July 1999); P. DeChow, A. 


Hutton, and R. Sloan, “The Relation Between Analysts’ Forecasts of Long-Term Earnings Growth and 


Stock Price Performance Following Equity Offerings,” Contemporary Accounting Research (2000); K. 


Chan, L., Karceski, J., & Lakonishok, J., “The Level and Persistence of Growth Rates,” Journal of Finance, 


pp. 643−684, (2003); M. Lacina, B. Lee, and Z. Xu, Advances in Business and Management Forecasting 


(Vol. 8), Kenneth D. Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101; 


and Marc H. Goedhart, Rishi Raj, and Abhishek Saxena, “Equity Analysts, Still Too Bullish,” McKinsey on 


Finance, pp. 14-17, (Spring 2010). 


24  Peter D. Easton & Gregory A. Sommers, Effect of Analysts’ Optimism on Estimates of the Expected Rate of 


Return Implied by Earnings Forecasts, 45 J. ACCT. RES. 983–1015 (2007). 


25       Szakmary, A., Conover, C., & Lancaster, C. (2008). “An Examination of Value Line’s Long-Term Projections,” 


Journal of Banking & Finance, May 2008, pp. 820-833. 
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Line over the 1969 to 2001 time period. Value Line projects variables from a three-931 


year base period (e.g., 2012-2014) to a future three-year projected period (e.g., 2016-932 


18). SCL used the sixty-five stocks included in the Dow Jones Indexes (30 Industrials, 933 


20 Transports and 15 Utilities).  SCL found that the projected annual stock returns for 934 


the Dow Jones stocks were “incredibly overoptimistic” and of no predictive value. 935 


The mean annual stock return of 20% for the Dow Jones’ stocks Value Line’s forecasts 936 


was nearly double the realized annual stock return. The authors also found that Value 937 


Line’s forecasts of earnings per share and profit margins were termed “strikingly 938 


overoptimistic.” Value Line’s forecasts of annual sales were higher than achieved 939 


levels, but not statistically significant.  SCL concluded that the overly-optimistic 940 


projected annual stock returns were attributable to Value Line’s upwardly-biased 941 


forecasts of earnings per share and profit margins 942 


Q. IS IT YOUR OPINION THAT STOCK PRICES REFLECT THE UPWARD 943 


BIAS IN THE EPS GROWTH RATE FORECASTS? 944 


A. Yes, I do believe that investors are well aware of the bias in analysts’ EPS growth-rate 945 


forecasts, and therefore stock prices reflect the upward bias. 946 


Q. HOW DOES THAT AFFECT THE USE OF THESE FORECASTS IN A DCF 947 


EQUITY COST RATE STUDY? 948 


A. According to the DCF model, the equity cost rate is a function of the dividend yield 949 


and expected growth rate.  Because I believe that investors are aware of the upward 950 


bias in analysts’ long-term EPS growth rate forecasts, stock prices reflect the bias.  But 951 


the DCF growth rate needs to be adjusted downward from the projected EPS growth 952 


rate to reflect the upward bias in the DCF model.   953 
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Q. PLEASE DISCUSS THE HISTORICAL GROWTH OF THE COMPANIES IN 954 


THE PROXY GROUPS, AS PROVIDED BY VALUE LINE. 955 


A. Page 3 of Exhibit JRW-7 provides the 5- and 10-year historical growth rates for EPS, 956 


DPS, and BVPS for the companies in the three proxy groups, as published in the Value 957 


Line Investment Survey.  The median historical growth measures for EPS, DPS, and 958 


BVPS for the Electric Proxy Group, as provided in Panel A, range from 4.0% to 5.5%, 959 


with an average of the medians of 4.5%.  For the Bulkley Proxy Group, as shown in 960 


Panel B of page 3 of Exhibit JRW-7, the historical growth measures in EPS, DPS, and 961 


BVPS, as measured by the medians, range from 4.0% to 5.5%, with an average of the 962 


medians of 4.9%.   963 


Q. PLEASE SUMMARIZE VALUE LINE’S PROJECTED GROWTH RATES 964 


FOR THE COMPANIES IN THE PROXY GROUPS. 965 


A. Value Line’s projections of EPS, DPS, and BVPS growth for the companies in the 966 


proxy groups are shown on page 4 of Exhibit JRW-7.  As stated above, due to the 967 


presence of outliers, the medians are used in the analysis.  For the Electric Proxy 968 


Group, as shown in Panel A of page 4 of Exhibit JRW-7, the medians range from 4.0% 969 


to 5.5%, with an average of the medians of 4.8%. The range of the medians for the 970 


Bulkley Proxy Group, shown in Panel B of page 4 of Exhibit JRW-7, is from 4.0% to 971 


5.5%, with an average of the medians of 4.6%.   972 


  Also provided on page 4 of Exhibit JRW-7 are the prospective sustainable 973 


growth rates for the companies in the two proxy groups as measured by Value Line’s 974 


average projected return on shareholders’ equity and retention rate.  As noted above, 975 


sustainable growth is a significant and a primary driver of long-run earnings growth. 976 







OCS-1D Woolridge 20-035-04 Page 46 of 96 


 


 46 


For the Electric Proxy Group and Bulkley Proxy Group, the median prospective 977 


sustainable growth rates are 3.4% and 3.4%, respectively.   978 


Q. PLEASE ASSESS GROWTH FOR THE PROXY GROUPS AS MEASURED 979 


BY ANALYSTS’ FORECASTS OF EXPECTED 5-YEAR EPS GROWTH. 980 


A. Yahoo and Zacks collect, summarize, and publish Wall Street analysts’ long-term EPS 981 


growth rate forecasts for the companies in the proxy groups. These forecasts are 982 


provided for the companies in the proxy groups on page 5 of Exhibit JRW-7.  I have 983 


reported both the mean and median growth rates for the groups.  Because there is 984 


considerable overlap in analyst coverage between the two services, and not all of the 985 


companies have forecasts from the different services, I have averaged the expected five-986 


year EPS growth rates from the two services for each company to arrive at an expected 987 


EPS growth rate for each company. The mean/median of analysts’ projected EPS 988 


growth rates for the Electric Proxy Group and Bulkley Proxy Group are 4.9%/5.3% 989 


and 5.4%/5.5%, respectively.26 990 


Q. PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL AND 991 


PROSPECTIVE GROWTH OF THE PROXY GROUPS. 992 


A. Page 6 of Exhibit JRW-7 shows the summary DCF growth rate indicators for the proxy 993 


groups.   994 


 The historical growth rate indicators for my Electric Proxy Group imply a 995 


baseline growth rate of 4.5%.  The average of the projected EPS, DPS, and BVPS 996 


growth rates from Value Line is 4.8%, and Value Line’s projected sustainable growth 997 


                                                 
26  Given the variation in the measures of central tendency of analysts’ projected EPS growth rates for the 


proxy groups, I have considered both the means and medians figures in the growth rate analysis. 
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rate is 3.4%.  The projected EPS growth rates of Wall Street analysts for the Electric 998 


Proxy Group are 4.0% and 5.0% as measured by the mean and median growth rates. 999 


The overall range for the projected growth rate indicators (ignoring historical growth) 1000 


is 3.4% to 5.3%.  Giving primary weight to the projected EPS growth rate of Wall 1001 


Street analysts, I believe that 5.0% is the appropriate growth rate for the Electric Proxy 1002 


Group.  This growth rate figure is at the upper end of the range of historic and projected 1003 


growth rates for the Electric Proxy Group.  1004 


 For the Bulkley Proxy Group, the historical growth rate indicators indicate a 1005 


growth rate of 4.9%.  The average of the projected EPS, DPS, and BVPS growth rates 1006 


from Value Line is 4.6%, and Value Line’s projected sustainable growth rate is 3.4%.  1007 


The projected EPS growth rates of Wall Street analysts are 5.4% and 5.6% as 1008 


measured by the mean and median growth rates. The overall range for the projected 1009 


growth rate indicators is 3.4% to 5.6%. Again, giving primary weight to the projected 1010 


EPS growth rate of Wall Street analysts, I believe that the appropriate DCF growth 1011 


rate is in the 5.0% to 5.5% range.  I will use the midpoint of this range, 5.25%, as the 1012 


DCF growth rate for the Bulkley Proxy Group. Similar to the Electric Proxy Group, 1013 


this growth rate figure is clearly in the upper end of the range of historic and projected 1014 


growth rates for the Bulkley Proxy Group.   1015 


Q. BASED ON THE ABOVE ANALYSIS, WHAT ARE YOUR INDICATED 1016 


COMMON EQUITY COST RATES FROM THE DCF MODEL FOR THE 1017 


PROXY GROUPS? 1018 


A. My DCF-derived equity cost rates for the groups are summarized on page 1 of Exhibit 1019 


JRW-7 and in Table 3 below.   1020 
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Table 3 1021 


DCF-derived Equity Cost Rate/ROE 1022 


 Dividend 


Yield 


1 + ½ 


Growth 


Adjustment 


DCF 


Growth 


Rate 


Equity  


Cost Rate 


Electric Proxy Group     3.60% 1.02500 5.00% 8.70% 


Bulkley Proxy Group     3.60% 1.02625 5.25% 8.95% 


 1023 


  The result for my Electric Proxy Group is the 3.60% dividend yield, times the 1024 


one and one-half growth adjustment of 1.0250, plus the DCF growth rate of 5.00%, 1025 


which results in an equity cost rate of 8.70%.  The result for the Bulkley Proxy Group 1026 


is 8.95%, which includes a dividend yield of 3.60%, an adjustment factor of 1.02625, 1027 


and a DCF growth rate of 5.25%.  1028 


 1029 


C. Capital Asset Pricing Model 1030 


 1031 


Q. PLEASE DISCUSS THE CAPM. 1032 


A. The CAPM is a risk premium approach to gauging a firm’s cost of equity capital. 1033 


According to the risk premium approach, the cost of equity is the sum of the interest 1034 


rate on a risk-free bond (Rf) and a risk premium (RP), as in the following: 1035 


   k = Rf + RP 1036 


 The yield on long-term U.S. Treasury securities is normally used as Rf. Risk premiums 1037 


are measured in different ways. The CAPM is a theory of the risk and expected returns 1038 


of common stocks. In the CAPM, two types of risk are associated with a stock: firm-1039 


specific risk or unsystematic risk, and market or systematic risk, which is measured 1040 


by a firm’s beta. The only risk that investors receive a return for bearing is systematic 1041 


risk. 1042 
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  According to the CAPM, the expected return on a company’s stock, which is 1043 


also the equity cost rate (K), is expressed as: 1044 


   K = (Rf) + ß * [E(Rm) - (Rf)] 1045 


Where: 1046 


 K represents the estimated rate of return on the stock; 1047 


 E(Rm) represents the expected rate of return on the overall stock market. 1048 


Frequently, the S&P 500 is used as a proxy for the “market”; 1049 


 (Rf) represents the risk-free rate of interest; 1050 


 [E(Rm) - (Rf)] represents the expected equity or market risk premium—the 1051 


excess rate of return that an investor expects to receive above the risk-free rate 1052 


for investing in risky stocks; and 1053 


 Beta—(ß) is a measure of the systematic risk of an asset. 1054 


  To estimate the required return or cost of equity using the CAPM requires three 1055 


inputs: the risk-free rate of interest (Rf), the beta (ß), and the expected equity or market 1056 


risk premium [E(Rm) - (Rf)]. Rf is the easiest of the inputs to measure – it is represented 1057 


by the yield on long-term U.S. Treasury bonds. ß, the measure of systematic risk, is a 1058 


little more difficult to measure because there are different opinions about what 1059 


adjustments, if any, should be made to historical betas due to their tendency to regress 1060 


to 1.0 over time. And finally, the most difficult input to measure is the expected equity 1061 


or market risk premium (E(Rm) - (Rf)). I will discuss each of these inputs below. 1062 


Q. PLEASE DISCUSS EXHIBIT JRW-8. 1063 


A. Exhibit JRW-8 provides the summary results for my CAPM study. Page 1 shows the 1064 


results, and the following pages contain the supporting data. 1065 


Q. PLEASE DISCUSS THE RISK-FREE INTEREST RATE. 1066 
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A. The yield on long-term U.S. Treasury bonds has usually been viewed as the risk-free 1067 


rate of interest in the CAPM. The yield on long-term U.S. Treasury bonds, in turn, has 1068 


been considered to be the yield on U.S. Treasury bonds with 30-year maturities.  1069 


Q. WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR CAPM? 1070 


A. As shown on page 2 of Exhibit JRW-8, the yield on 30-year U.S. Treasury bonds has 1071 


been in the 1.3% to 4.0% range over the 2013–2020 time period.  The current 30-year 1072 


Treasury yield is near the bottom of this range.  Given the recent range of yields, I 1073 


have chosen to use a yield toward the middle of the range as my risk-free interest rate.  1074 


Therefore, I am using 2.50% as the risk-free rate, or Rf, in my CAPM.  This rate is 1075 


consistent with Duff & Phelps, who are also using 2.50% (see page 7 of Exhibit JRW-1076 


8.)27. 1077 


Q. DOES YOUR 2.50% RISK-FREE INTEREST RATE TAKE INTO 1078 


CONSIDERATION FORECASTS OF HIGHER INTEREST RATES? 1079 


A. No; it does not.  As I stated before, forecasts of higher interest rates have been 1080 


notoriously wrong for a decade.  My 2.50% risk-free interest rate takes into account 1081 


the range of interest rates in the past and effectively synchronizes the risk-free rate 1082 


with the market risk premium. The risk-free rate and the market risk premium are 1083 


interrelated in that the market risk premium is developed in relation to the risk-free 1084 


rate.  As discussed below, my market risk premium is based on the results of many 1085 


studies and surveys that have been published over time.  Therefore, my risk-free 1086 


interest rate of 2.50% is effectively a normalized risk-free rate of interest. 1087 


Q. WHAT BETAS ARE YOU EMPLOYING IN YOUR CAPM? 1088 


                                                 
27  https://www.duffandphelps.com/insights/publications/cost-of-capital. 



https://www.duffandphelps.com/insights/publications/cost-of-capital
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A. Beta (ß) is a measure of the systematic risk of a stock. The market, usually taken to be 1089 


the S&P 500, has a beta of 1.0. The beta of a stock with the same price movement as 1090 


the market also has a beta of 1.0. A stock with price movement greater than that of the 1091 


market, such as a technology stock, is riskier than the market and has a beta greater 1092 


than 1.0. A stock with below average price movement, such as that of a regulated 1093 


public utility, is less risky than the market and has a beta less than 1.0. Estimating a 1094 


stock’s beta involves running a linear regression of a stock’s return on the market 1095 


return. 1096 


  As shown on page 3 of Exhibit JRW-8, the slope of the regression line is the 1097 


stock’s ß. A steeper line indicates that the stock is more sensitive to the return on the 1098 


overall market. This means that the stock has a higher ß and greater-than-average 1099 


market risk. A less steep line indicates a lower ß and less market risk. 1100 


  Several online investment information services, such as Yahoo and Reuters, 1101 


provide estimates of stock betas. Usually these services report different betas for the 1102 


same stock. The differences are usually due to: (1) the time period over which ß is 1103 


measured; and (2) any adjustments that are made to reflect the fact that betas tend to 1104 


regress to 1.0 over time.  1105 


Q. PLEASE DISCUSS THE RECENT CHANGE IN BETAS. 1106 


A. I have traditionally used the betas as provided in the Value Line Investment Survey.  1107 


As discussed above, the betas for utilities recently increased significantly as a result 1108 


of the volatility of utility stocks during the stock market meltdown associated with 1109 


the novel coronavirus in March.  Utility betas as measured by Value Line have been 1110 


in the 0.55 to 0.70 range for the past ten years.  But utility stocks were much more 1111 
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volatile relative to the market in March and April of this year, and this resulted in an 1112 


increase of above 0.30 to the average utility beta.  1113 


Value Line defines their computation of beta as:28 1114 


  1115 


Beta - A relative measure of the historical sensitivity of a stock’s price to 1116 


overall fluctuations in the New York Stock Exchange Composite Index. A 1117 


Beta of 1.50 indicates a stock tends to rise (or fall) 50% more than the New 1118 


York Stock Exchange Composite Index. The ‘‘Beta coefficient’’ is derived 1119 


from a regression analysis of the relationship between weekly percent-age 1120 


changes in the price of a stock and weekly percentage changes in the NYSE 1121 


Index over a period of five years. In the case of shorter price histories, a 1122 


smaller time period is used, but two years is the minimum. The Betas are 1123 


adjusted for their long-term tendency to converge toward 1.00.  Value Line 1124 


then adjusts these Betas to account for their long-term tendency to converge 1125 


toward 1.00.  1126 


 1127 


  However, there are several issues with Value Line betas: 1128 


 1. Value Line betas are computed using weekly returns, and the volatility of utility 1129 


stocks during March was impacted by using weekly and not monthly returns.  Yahoo 1130 


Finance uses five years of monthly returns to compute betas, and Yahoo Finance’s 1131 


betas for utilities are lower than Value Line’s’ 1132 


 2. Value Line betas are computed using the New York Stock Exchange Index as the 1133 


market.  While about 3,000 stocks trade on the NYSE, most technology stocks are 1134 


traded on the NASDAQ or over-the-counter market and not the NYSE.  Technology 1135 


stocks, which make up about 25% of the S&P 500, tend to be more volatile. If they 1136 


were traded on the NYSE, they would increase the volatility of the measure of the 1137 


market and thereby lower  utility betas. 1138 


 3. Major vendors of CAPM betas such as Merrill Lynch, Value Line, and Bloomberg 1139 


                                                 


28     www.valueline.com  



http://www.valueline.com/
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publish adjusted betas.  The so-called Blume adjustment cited by Value Line adjusts betas 1140 


calculated using historical returns data to reflect the tendency of stock betas to regress 1141 


toward 1.0 over time, which means that the Betas of typical low beta stocks tend to 1142 


increase toward 1.0, and the betas of typical high beta stocks tend to decrease toward 1143 


1.0.29 1144 


  The Blume adjustment procedure is: 1145 


Regressed Beta = .67 * (Observed Beta) + 0.33 1146 


 For example, suppose a company has an observed past beta of 0.50.  The regressed 1147 


(Blume-adjusted) beta would be: 1148 


Regressed Beta = .67 * (0.50) + 0.33 = 0.67 1149 


 Blume offered two reasons for betas to regress toward 1.0.  First, he suggested it may be 1150 


by-product of management’s efforts to keep the level of firm’s systematic risk close to 1151 


that of the market. He also speculated that it results from the management’s efforts to 1152 


diversify through investment projects.  1153 


However, there is an issue with using regressed betas for utilities.  Specifically, 1154 


a study by Michelfelder and Theodossiou investigated whether regressed Betas are 1155 


appropriate for utilities.30  Conceptually, Michelfelder and Theodossiou suggested that 1156 


utilities are different from unregulated companies in several areas which may result in 1157 


betas not regressing toward 1.0:31 1158 


Being natural monopolies in their own geographic areas, public utilities 1159 


have more influence on the prices of their product (gas and electricity) 1160 


than other firms. The rate setting process provides public utilities with 1161 


                                                 


29  M. Blume, “On the Assessment of Risk,” Journal of Finance, March 1971. 


30  Richard A. Michelfelder and Panayiotis Theodossiou, “Public Utility Beta Adjustment and Biased Costs of 


Capital in Public Utility Rate Proceedings,” The Electricity Journal, November, 2013. 


31  Ibid, p. 61. 
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the opportunity to adjust prices of gas and electricity to recover the 1162 


rising costs of fuel and other materials used in the transmission and 1163 


distribution of electricity and gas.  1164 


To test for a regression toward 1.0, the authors used monthly holding period total 1165 


returns for 57 publicly traded U.S. public utilities for the period from January 1962 to 1166 


December 2007 using 60, 84, 96, and 108 monthly returns over five different non-lapping 1167 


periods. They also used alternative time periods and got similar results.  The authors 1168 


came to the following conclusion from their analysis of the data:32 1169 


Major vendors of CAPM Betas such as Merrill Lynch, Value Line, 1170 


and Bloomberg distribute Blume adjusted betas to investors. We have 1171 


shown empirically that public utility betas do not have a tendency to 1172 


converge to 1. Short-term Betas of public utilities follow a cyclical 1173 


pattern with recent downward trends, then upward structural breaks 1174 


with long-term betas following a downward trend. 1175 


 The authors concluded that utility betas converge to 0.59 as opposed to 1.0.  The 1176 


implication is that using regressed betas such as those from Value Line will result in 1177 


an inflated expected return using the CAPM for electric utilities.    1178 


Q. GIVEN THIS DISCUSSION, WHAT BETAS ARE YOU USING IN YOUR 1179 


CAPM? 1180 


A. As shown on page 3 of Exhibit JRW-8, the median Value Line beta for both the 1181 


Electric and Bulkley Proxy Groups is 0.85.  At this point, until I have studied utility 1182 


betas in more depth, I will continue to use Value Line betas in my CAPM.  I believe 1183 


this is a conservative approach at this time. 1184 


Q. PLEASE DISCUSS THE MARKET RISK PREMIUM. 1185 


                                                 


32  Ibid, p. 67. 
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A. The market risk premium is equal to the expected return on the stock market (e.g., the 1186 


expected return on the S&P 500, E(Rm) minus the risk-free rate of interest (Rf)). The 1187 


market risk premium is the difference in the expected total return between investing 1188 


in equities and investing in “safe” fixed-income assets, such as long-term government 1189 


bonds. However, while the market risk premium is easy to define conceptually, it is 1190 


difficult to measure because it requires an estimate of the expected return on the 1191 


market - E(Rm). As is discussed below, there are different ways to measure E(Rm), and 1192 


studies have come up with significantly different magnitudes for E(Rm). As Merton 1193 


Miller, the 1990 Nobel Prize winner in economics indicated, E(Rm) is very difficult to 1194 


measure and is one of the great mysteries in finance.33  1195 


Q. PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO ESTIMATING 1196 


THE MARKET RISK PREMIUM. 1197 


A. Page 4 of Exhibit JRW-8 highlights the primary approaches to, and issues in, 1198 


estimating the expected market risk premium. The traditional way to measure the 1199 


market risk premium was to use the difference between historical average stock and 1200 


bond returns. In this case, historical stock and bond returns, also called ex post returns, 1201 


were used as the measures of the market’s expected return (known as the ex ante or 1202 


forward-looking expected return). This type of historical evaluation of stock and bond 1203 


returns is often called the “Ibbotson approach” after Professor Roger Ibbotson, who 1204 


popularized this method of using historical financial market returns as measures of 1205 


expected returns. However, this historical evaluation of returns can be a problem 1206 


                                                 
33    Merton Miller, “The History of Finance: An Eyewitness Account,” Journal of Applied Corporate Finance, 


2000, p. 3. 
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because: (1) ex post returns are not the same as ex ante expectations; (2) market risk 1207 


premiums can change over time, increasing when investors become more risk-averse 1208 


and decreasing when investors become less risk-averse; and (3) market conditions can 1209 


change such that ex post historical returns are poor estimates of ex ante expectations. 1210 


  The use of historical returns as market expectations has been criticized in 1211 


numerous academic studies as discussed later in my testimony. The general theme of 1212 


these studies is that the large equity risk premium discovered in historical stock and 1213 


bond returns cannot be justified by the fundamental data. These studies, which fall 1214 


under the category “Ex Ante Models and Market Data,” compute ex ante expected 1215 


returns using market data to arrive at an expected equity risk premium. These studies 1216 


have also been called “Puzzle Research” after the famous study by Mehra and Prescott 1217 


in which the authors first questioned the magnitude of historical equity risk premiums 1218 


relative to fundamentals.34  1219 


  In addition, there are a number of surveys of financial professionals regarding 1220 


the market risk premium, as well as several published surveys of academics on the 1221 


equity risk premium.  Duke University has published a CFO Survey on a quarterly 1222 


basis for over ten years.35 Questions regarding expected stock and bond returns are 1223 


also included in the Federal Reserve Bank of Philadelphia’s annual survey of financial 1224 


forecasters, which is published as the Survey of Professional Forecasters.36 This 1225 


                                                 
34  Rajnish Mehra & Edward C. Prescott, “The Equity Premium: A Puzzle,” Journal of Monetary Economics, 


145 (1985). 


35    The  CFO Survey (https://www.richmondfed.org/cfosurvey). 


36 Federal Reserve Bank of Philadelphia, Survey of Professional Forecasters (February, 2020), 


https://www.philadelphiafed.org/-/media/research-and-data/real-time-center/survey-of-professional-


forecasters/2019/spfq119.pdf?la=en. The Survey of Professional Forecasters was formerly conducted by the 


American Statistical Association (“ASA”) and the National Bureau of Economic Research (“NBER”) and 



https://www.richmondfed.org/cfosurvey
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survey of professional economists has been published for almost 50 years. In addition, 1226 


Pablo Fernandez conducts annual surveys of financial analysts and companies 1227 


regarding the equity risk premiums used in their investment and financial decision-1228 


making.37  1229 


Q. PLEASE PROVIDE A SUMMARY OF THE MARKET RISK PREMIUM 1230 


STUDIES. 1231 


A. Derrig and Orr, Fernandez, and Song completed the most comprehensive reviews of 1232 


the research on the market risk premium.38 Derrig and Orr’s study evaluated the 1233 


various approaches to estimating market risk premiums, discussed the issues with the 1234 


alternative approaches, and summarized the findings of the published research on the 1235 


market risk premium. Fernandez examined four alternative measures of the market 1236 


risk premium – historical, expected, required, and implied. He also reviewed the major 1237 


studies of the market risk premium and presented the summary market risk premium 1238 


results. Song provided an annotated bibliography and highlighted the alternative 1239 


approaches to estimating the market risk premium. 1240 


  Page 5 of Exhibit JRW-8 provides a summary of the results of the primary risk 1241 


premium studies reviewed by Derrig and Orr, Fernandez, and Song, as well as other 1242 


more recent studies of the market risk premium. In developing page 5 of Exhibit JRW-1243 


                                                 
was known as the ASA/NBER survey. The survey, which began in 1968, is conducted each quarter. The 


Federal Reserve Bank of Philadelphia, in cooperation with the NBER, assumed responsibility for the survey 


in June 1990. 


37    Pablo Fernandez, Apellániz, Eduardo & Acín, Javier. (2020). Survey: Market Risk Premium and Risk-Free 


Rate used for 81 countries in 2020. SSRN Electronic Journal. 10.2139/ssrn.3560869. 


38  See Richard Derrig & Elisha Orr, “Equity Risk Premium: Expectations Great and Small,” Working Paper 


(version 3.0), Automobile Insurers Bureau of Massachusetts, (August 28, 2003); Pablo Fernandez, “Equity 


Premium: Historical, Expected, Required, and Implied,” IESE Business School Working Paper, (2007); 


Zhiyi Song, “The Equity Risk Premium: An Annotated Bibliography,” CFA Institute, (2007). 
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8, I have categorized the types of studies as discussed on page 4 of Exhibit JRW-8. I 1244 


have also included the results of studies of the “Building Blocks” approach to 1245 


estimating the equity risk premium. The Building Blocks approach is a hybrid 1246 


approach employing elements of both historical and ex ante models. 1247 


Q. PLEASE DISCUSS PAGE 5 OF EXHIBIT JRW-8. 1248 


A. Page 5 of Exhibit JRW-8 provides a summary of the results of the market risk premium 1249 


studies that I have reviewed. These include the results of: (1) the various studies of the 1250 


historical risk premium, (2) ex ante market risk premium studies, (3) market risk 1251 


premium surveys of CFOs, financial forecasters, analysts, companies and academics, 1252 


and (4) the Building Blocks approach to the market risk premium. There are results 1253 


reported for over 30 studies, and the median market risk premium of these studies is 1254 


4.83%. 1255 


Q. PLEASE HIGHLIGHT THE RESULTS OF MORE RECENT RISK 1256 


PREMIUM STUDIES AND SURVEYS. 1257 


A. The studies cited on page 5 of Exhibit JRW-8 include every market risk premium 1258 


study and survey I could identify that was published over the past 15 years and that 1259 


provided a market risk premium estimate. Many of these studies were published prior 1260 


to the financial crisis that began in 2008. In addition, some of these studies were 1261 


published in the early 2000s at the market peak. It should be noted that many of these 1262 


studies (as indicated) used data over long periods of time (as long as 50 years of data) 1263 


and so were not estimating a market risk premium as of a specific point in time (e.g., 1264 


the year 2001). To assess the effect of the earlier studies on the market risk premium, 1265 


I have reconstructed page 5 of Exhibit JRW-8 on page 6 of Exhibit JRW-8; however, 1266 
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I have eliminated all studies dated before January 2, 2010. The median market risk 1267 


premium estimate for this subset of studies is 5.13%. 1268 


Q. PLEASE SUMMARIZE THE MARKET RISK PREMIUM STUDIES AND 1269 


SURVEYS. 1270 


A. As noted above, there are three approaches to estimating the market risk premium – 1271 


historic stock and bond returns, ex ante or expected returns models, and surveys. The 1272 


studies on page 6 of Exhibit JRW-8 can be summarized in the following manners: 1273 


 Historic Stock and Bond Returns - Historic stock and bond returns suggest a market 1274 


risk premium in the 4.40% to 6.43% range, depending on whether one uses arithmetic 1275 


or geometric mean returns. 1276 


 Ex Ante Models - Market risk premium studies that use expected or ex ante return 1277 


models indicate a market risk premium in the range of 5.24% to 6.75%.  1278 


 Surveys - Market risk premiums developed from surveys of analysts, companies, 1279 


financial professionals, and academics are lower, with a range from 3.36% to 5.70%. 1280 


Q. PLEASE HIGHLIGHT THE EX ANTE MARKET RISK PREMIUM STUDIES 1281 


AND SURVEYS THAT YOU BELIEVE ARE MOST TIMELY AND 1282 


RELEVANT. 1283 


A. I will highlight several studies/surveys. 1284 


  Pablo Fernandez conducts annual surveys of financial analysts and companies 1285 


regarding the equity risk premiums used in their investment and financial decision-1286 


making.39 His survey results are included on pages 5 and 6 of Exhibit JRW-8. The 1287 


                                                 
39  Pablo Fernandez, Vitaly Pershin, and Isabel Fernandez Acín, “Market Risk Premium and Risk-Free Rate 


used for 81 countries in 2020: a survey,” IESE Business School, (Apr. 2020). 
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results of his 2020 survey of academics, financial analysts, and companies, which 1288 


included 4,000 responses, indicated a mean market risk premium employed by U.S. 1289 


analysts and companies of 5.6%.40 His estimated market risk premium for the U.S. has 1290 


been in the 5.00%-5.60% range in recent years. 1291 


  Professor Aswath Damodaran of New York University, a leading expert on 1292 


valuation and the market risk premium, provides a monthly updated market risk 1293 


premium based on projected S&P 500 EPS and stock price level and long-term interest 1294 


rates. His estimated market risk premium, shown graphically in Figure 5, below, for 1295 


the past 20 years, has primarily been in the range of 5.0% to 6.0% since 2010. As of 1296 


July, 2020, his estimate of the  implied market risk premium was 5.65%.41  1297 


Figure 5 


Damodaran Market Risk Premium 


 
     Source: http://pages.stern.nyu.edu/~adamodar/ 


   1298 


                                                 
40  Ibid. p. 3. 


41  http://pages.stern.nyu.edu/~adamodar/. 



http://pages.stern.nyu.edu/~adamodar/
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  Duff & Phelps, an investment advisory firm, provides recommendations for 1299 


the normalized risk-free interest rate and market risk premiums to be used in 1300 


calculating the cost of capital data.  Its recommendations over the 2008-2020 time 1301 


periods are shown on page 7 of Exhibit JRW-8 and are shown graphically in Figure 6.  1302 


Over the past decade, Duff & Phelps’ recommended normalized risk-free interest rates 1303 


have been in the 2.50% to 4.00% and market risk premiums has been in the 5.0% to 1304 


6.0% range.  Most recently, in the wake of the novel coronavirus in 2020, Duff & 1305 


Phelps decreased its recommended normalized risk-free interest rate from 3.0% to 1306 


2.50% and increased its market risk premium from 5.00% to 6.00%.42 1307 


Figure 6 


Duff & Phelps 


Normalized Risk-Free Rate and  Market Risk Premium Recommendations 


2007-2020 


 1308 
Source: https://www.duffandphelps.com/insights/publications/cost-of-capital 1309 


 1310 


                                                 
42  Duff & Phelps, “U.S. Equity Risk Premium Recommendation,” (June 30, 2020, 


https://www.duffandphelps.com/insights/publications/cost-of-capital. 



https://www.duffandphelps.com/insights/publications/cost-of-capital

https://www.duffandphelps.com/insights/publications/cost-of-capital
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  1311 


Q. GIVEN THESE RESULTS, WHAT MARKET RISK PREMIUM ARE YOU 1312 


USING IN YOUR CAPM? 1313 


A. The studies on page 6 of Exhibit JRW-8, and more importantly the more timely and 1314 


relevant studies just cited, suggest that the appropriate market risk premium in the U.S. 1315 


is in the 4.0% to 6.0% range.  I will use an expected market risk premium of 6.00%, 1316 


which is in the upper end of the range, as the market risk premium. I gave most weight 1317 


to the market risk premium estimates of Duff & Phelps, KPMG, the Fernandez survey, 1318 


and Damodaran.  This is a conservatively high estimate of the market risk premium 1319 


considering the many studies and surveys of the market risk premium. 1320 


Q. WHAT EQUITY COST RATE IS INDICATED BY YOUR CAPM ANALYSIS? 1321 


A. The results of my CAPM study for the proxy groups are summarized on page 1 of 1322 


Exhibit JRW-8 and in Table 4 below. 1323 


Table 4 1324 


CAPM-Derived Equity Cost Rate/ROE 1325 


K =  (Rf) + ß *  [E(Rm) - (Rf)] 1326 


 Risk-Free 


Rate 


Beta Equity Risk 


Premium 


Equity  


Cost Rate 


Electric Proxy Group 2.50% 0.85 6.0%     7.6% 


Bulkley Proxy Group 2.50% 0.85 6.0%     7.6% 


 1327 


 For the Electric Proxy Group, the risk-free rate of 2.50% plus the product of the beta 1328 


of 0.85 times the equity risk premium of 6.0% results in a 7.6% equity cost rate.  For 1329 


the Bulkley Proxy Group, the risk-free rate of 2.50% plus the product of the beta of 1330 


0.85 times the equity risk premium of 6.0% results in a 7.6% equity cost rate.   1331 


 1332 


 1333 
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C.     Equity Cost Rate Summary 1334 


 1335 


Q. PLEASE SUMMARIZE THE RESULTS OF YOUR EQUITY COST RATE 1336 


STUDIES. 1337 


A. My DCF analyses for the Electric Proxy Group and Bulkley Proxy Group indicate 1338 


equity cost rates of 8.70% and 8.95%, respectively.  The CAPM equity cost rates for 1339 


the Electric Proxy Group and Bulkley Proxy Group are 7.60% and 7.60%. 1340 


Table 5 1341 


ROEs Derived from DCF and CAPM Models 1342 


 DCF CAPM 


Electric Proxy Group 8.70% 7.60% 


Bulkley Proxy Group 8.95% 7.60% 


 1343 


Q. GIVEN THESE RESULTS, WHAT IS YOUR ESTIMATED EQUITY COST 1344 


RATE FOR THE GROUPS? 1345 


A. Given these results, I conclude that the appropriate equity cost rate for companies in 1346 


the Electric and Bulkley Proxy Groups is in the 7.60% to 8.95% range.  However,  1347 


because I rely primarily on the DCF model and the results for the Electric Proxy 1348 


Group, I am using a figure in the upper end of the range as the equity cost rate.  1349 


Therefore, I conclude that the appropriate equity cost rate for the groups is 8.75%.    1350 


Q. PLEASE INDICATE WHY YOUR EQUITY COST RATE 1351 


RECOMMENDATION IS APPROPRIATE FOR THE ELECTRIC 1352 


OPERATIONS OF RMP? 1353 
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 A. There are a number of reasons why an equity cost rate of 8.75% is appropriate and fair 1354 


for the Company in this case: 1355 


1. I have employed a capital structure that includes more common equity (50.0%) 1356 


than the Company’s parent, BHE, as well as the average of the companies in the 1357 


two proxy groups;  1358 


2. As shown in Exhibits JRW-5, capital costs for utilities, as indicated by long-term 1359 


bond yields, are still at historically low levels.  In addition, given low inflationary 1360 


expectations and slow global economic growth, interest rates are likely to remain 1361 


at low levels for some time; 1362 


3. As shown in Exhibit JRW-5, the electric utility industry is among the lowest risk 1363 


industries in the U.S. as measured by beta.  As such, the cost of equity capital for 1364 


this industry is amongst the lowest in the U.S., according to the CAPM; 1365 


4. The investment risk of RMP, as indicated by the Company’s S&P and Moody’s 1366 


issuer credit ratings of A and A3, is below the average for the companies in the 1367 


Electric and Bulkley Proxy Groups; 1368 


   As shown in Figure 3, the authorized ROEs for electric utility and gas 1369 


distribution companies have declined in recent years.  The authorized ROEs for 1370 


electric utilities have declined from 10.01% in 2012, 9.8% in 2013, 9.76% in 2014, 1371 


9.58% in 2015, 9.60% in 2016, 9.68% in 2017, 9.56% in 2018, 9.64% in of 2019, and 1372 


9.47% in the first half of 2020, according to Regulatory Research Associates.43  In my 1373 


opinion, these authorized ROEs have lagged behind capital market cost rates, or in 1374 


other words, authorized ROEs have been slow to reflect low capital market cost rates.  1375 


                                                 
43  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. 
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This has been especially true in recent years as some state commissions have been 1376 


reluctant to authorize ROEs below 10%.  However, the trend has been towards lower 1377 


ROEs, and the norm now is below ten percent.  Hence, I believe that my recommended 1378 


ROE reflects the low capital cost rates in today’s markets, and these low capital cost 1379 


rates are finally being recognized by state utility commissions. 1380 


 1381 


 1382 


VI.  CRITIQUE OF RMP’S RATE OF RETURN TESTIMONY 1383 


 1384 


Q. PLEASE REVIEW THE COMPANY’S PROPOSED RATE OF RETURN. 1385 


A. RMP witness Ms. Nikki L. Kobliha recommends a capital structure consisting of  1386 


46.32% long-term debt, 0.01% preferred stock and 53.67% common equity, and long-1387 


term debt and  preferred stock cost rates of 4.81% and 6.75%.  RMP witness Ms. Ann 1388 


E. Bulkley has recommended a common equity cost rate of 10.20% for RMP. The 1389 


Company’s overall proposed rate of return is 7.70%. This is summarized on page 1 of 1390 


Exhibit JRW-9. 1391 


Q. WHAT ARE THE PRIMARY AREAS OF DISAGREEMENT IN 1392 


ESTIMATING THE RATE OF RETURN OR COST OF CAPITAL IN THIS 1393 


PROCEEDING?   1394 


A. The primary issues related to the Company’s rate of return include the following: 1395 


 Capital Structure - The Company has proposed a capital structure that includes a 1396 


common equity ratio of 53.67%.  This capital structure includes a higher common 1397 


equity ratio than the Company’s parent, BHE, and the average common equity ratios 1398 


employed by the two proxy groups; 1399 
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 Capital Market Conditions – Ms. Bulkley’s analyses, ROE results, and 1400 


recommendations are based on assumptions of higher interest rates and capital costs. 1401 


However, interest rates and capital costs remained at low levels in recent years.  In 1402 


2019, interest rates fell due to slow economic growth and low inflation and, as 1403 


discussed in above, interest rates have fallen even further to record low levels in 2020 1404 


due to the impact of the novel coronavirus on the world’s population and economy. 1405 


RMP’s Investment Risk is Below the Averages of the Two Proxy Groups –RMP’s 1406 


S&P and Moody’s credit ratings of A and A3 are better that the averages of the proxy 1407 


groups, which indicates the Company is a less risky than the groups.  1408 


 DCF Approach – Ms. Bulkley and I have both employed the traditional constant-1409 


growth DCF model.  Ms. Bulkley’s analysis has seriously overstated her reported DCF 1410 


results in four ways: (1) she selectively eliminated low-end DCF results; (2) she has 1411 


exclusively used the overly optimistic and upwardly biased EPS growth rate forecasts 1412 


of Wall Street analysts and Value Line; and (3) she has created her own new version 1413 


of the DCF model – the projected constant-growth DCF model - in which she projects 1414 


DCF inputs into the future; and (4) she has claimed that the DCF results underestimate 1415 


the market-determined cost of equity capital due to high utility stock valuations and 1416 


low dividend yields. 1417 


 CAPM Approach – The CAPM approach requires an estimate of the risk-free interest 1418 


rate, beta, and the market or risk premium. There are three issues with Ms. Bulkley’s 1419 


CAPM analysis: (1) her long-term projected (3.20%) 30-year Treasury yields are well 1420 


in excess of current market yields; (2) she has employed the Empirical CAPM 1421 


(“ECAPM”) version of the CAPM, which makes inappropriate adjustments to the risk-1422 
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free rate and the market risk premium; and (3) most significantly, she has computed a 1423 


market risk premium of 12.49%. The 12.49% market risk premium is much larger 1424 


than: (1) indicated by historic stock and bond return data; and (2) found in the 1425 


published studies and surveys of the market risk premium.  In addition, I demonstrate 1426 


that the 12.49% market risk premium is based on totally unrealistic assumptions of 1427 


future economic and earnings growth and stock returns.  To compute her market risk 1428 


premium, Ms. Bulkley has applied the DCF to the S&P 500 and employed analysts’ 1429 


three-to-five-year earnings per share (“EPS”) growth-rate projections as a growth rate 1430 


to compute an expected market return and market risk premium.  As I demonstrate 1431 


later in my testimony, the EPS growth-rate projection used for the S&P 500 and the 1432 


resulting expected market return and market risk premium include totally unrealistic 1433 


assumptions regarding future economic and earnings growth and stock returns.   1434 


 Alternative Risk Premium Model - Ms. Bulkley also estimates an equity cost rate 1435 


using an alternative risk premium model which she calls the Bond Yield Risk Premium 1436 


(“BYRP”) approach.  There are two issues with this approach: (1) the base interest 1437 


rates; and (2) the risk premium.  With respect to the base rates, her current long-term 1438 


projected (3.20%) 30-year Treasury rates yields are well in excess of current market 1439 


yields (1.40%).  The risk premium in her BYRP method is based on the historical 1440 


relationship between the yields on long-term Treasury yields and authorized ROEs for 1441 


electric utility companies. There are several issues with this approach: (1) This 1442 


approach is a gauge of commission behavior and not investor behavior. Capital costs 1443 


are determined in the market place through the financial decisions of investors and are 1444 


reflected in such fundamental factors as dividend yields, expected growth rates, 1445 
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interest rates, and investors’ assessment of the risk and expected return of different 1446 


investments; (2) Ms. Bulkley’s methodology produces an inflated measure of the risk 1447 


premium because her approach uses historical authorized ROEs and Treasury yields, and 1448 


the resulting risk premium is applied to projected Treasury yields; and (3) the risk 1449 


premium is inflated as a measure of investor’s required risk premium, because electric 1450 


utility companies have been selling at market-to-book ratios in excess of 1.0.  This 1451 


indicates that the authorized rates of return have been greater than the return that 1452 


investors require. 1453 


 Expected Earnings Approach - Ms. Bulkley also uses the Expected Earnings approach 1454 


to estimate an equity cost rate for the Company.  Ms. Bulkley computes the expected 1455 


ROE as forecasted by Value Line for her proxy group of electric utilities.  As I discuss 1456 


in my critique of Ms. Bulkley’s presentation, the so-called “Expected Earnings” 1457 


approach does not measure the market cost of equity capital, is independent of most 1458 


cost of capital indicators, ignores the research on the upward bias in Value Line’s 1459 


earnings projections, and has several other empirical issues. Therefore, the 1460 


Commission should ignore Ms. Bulkley’s “Expected Earnings” approach in 1461 


determining the appropriate ROE for RMP. 1462 


 Regulatory and Business Risk Factors - Ms. Bulkley also considers several other risk 1463 


factors in arriving at her 10.20% ROE recommendation. She claims that: (1) RMP’s 1464 


higher than average capital expenditures increase its risk relative to the proxy utility 1465 


companies: (2) RMP’s regulatory risk of high due to operating in Utah; (3) RMP’s 1466 


generation ownership and fuel sources make it riskier than other utilities.  Ms. 1467 


Bulkley’s conclusion that these factors make RMP riskier are erroneous.  Each of these 1468 
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three factors are risk factors are already considered in the credit-rating process used 1469 


by major rating agencies. As I noted above, the S&P and Moody’s issuer credit ratings 1470 


for RMP of A and A3 indicate that the Company is less risky than the electric utilities 1471 


in the proxy groups. In addition, in terms of Utah regulatory risk, Ms. Bulkley claims 1472 


that Utah ROEs are below those of other states.  This is erroneous.  For example, the 1473 


Commission approved a ROE of 9.50% for the gas distribution operations of 1474 


Dominion Energy of Utah in February of this year.  This compares to a national 1475 


average gas distribution ROE of 9.40% in 2020.44    1476 


Q. PLEASE REVIEW MS. BULKLEY’S EQUITY COST RATE APPROACHES 1477 


AND RESULTS. 1478 


A. Ms. Bulkley has developed a proxy group of electric utility companies and employs DCF, 1479 


CAPM, and Bond Yield Risk Premium (“BYRP”) equity cost rate approaches.  Ms. 1480 


Bulkley’s equity cost rate estimates for RMP are summarized on page 2 Exhibit JRW-1481 


9. Based on these figures, she concludes that the appropriate equity cost rate is 10.2% 1482 


for RMP’s electric utility operations. 1483 


 1484 


A. DCF Approach 1485 


 1486 


Q. PLEASE SUMMARIZE MS. BULKLEY’S DCF ESTIMATES. 1487 


A. On pages 44-50 of her testimony and in Exhibits RMP__(AEB-4) 4 and 5, Ms. Bulkley 1488 


develops an equity cost rate by applying the DCF model to her electric group. Ms. 1489 


Bulkley’s DCF results are summarized on page 2 of Exhibit JRW-9.  In the traditional 1490 


                                                 
44  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. 
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DCF approach, the equity cost rate is the sum of the dividend yield and expected growth.  1491 


Ms. Bulkley uses three dividend yield measures (30, 90, and 180 days) in her DCF 1492 


models.  In her constant-growth DCF models, Ms. Bulkley has relied on the forecasted 1493 


EPS growth rates of Zacks, Yahoo Finance, and Value Line. The average of the mean 1494 


DCF results, as reported by Ms. Bulkley, is 8.93% for her electric group. She also 1495 


develops and “considers the results” of a new, so-called projected Constant-growth 1496 


DCF model. In this approach, she uses Value Line’s projected stock prices and 1497 


dividends for her proxy group companies, and the five-year forecasted EPS growth 1498 


rates of Zacks, Yahoo, and Value Line.  While she gives no indication what she 1499 


considered in the results or the weight given them, this approach increases her mean 1500 


DCF results by 50 to 75 basis points.   1501 


Q. WHAT ARE THE ERRORS IN MS. BULKLEY’S DCF ANALYSES? 1502 


A.  The primary issues in Ms. Bulkley’s DCF analyses are: (1) she selectively eliminated 1503 


low-end DCF results; (2) she exclusively used the overly optimistic and upwardly 1504 


biased EPS growth rate forecasts of Wall Street analysts and Value Line; (3) she 1505 


created her own new version of the DCF model – the so-called projected constant-1506 


growth DCF model - in which she projects DCF inputs into the future; and (4) she has 1507 


claimed that the DCF results underestimate the market-determined cost of equity 1508 


capital due to high utility stock valuations and low dividend yields.   1509 


 1510 


1. The Asymmetric Elimination of Low End DCF Results 1511 


 1512 


 1513 


Q. HOW HAS MS. BULKLEY ELIMINATED LOW-END DCF RESULTS? 1514 
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A. Ms. Bulkley has eliminated all DCF results below 7.0% because she believes that they 1515 


are too low.  This results in an overstatement of her DCF results.  By eliminating low-1516 


end outliers while keeping the same number of high-end outliers, Ms. Bulkley biases her 1517 


DCF equity cost rate study and reports a higher DCF equity cost rate than the data 1518 


indicate.  This is magnified by her small proxy group.  In addition, selectively eliminating 1519 


individual DCF results creates a statistical problem.  The problem is that the DCF cost of 1520 


equity estimates are measured with error, most likely due to the growth rate estimates.  1521 


In statistics, this is the well-known errors-in-variables (“EIV”) problem.  The EIV 1522 


problem results from incorrectly measured dependent variables (in this case, the DCF 1523 


equity cost rate estimates) in a regression model. Errors in measuring the dependent 1524 


variable (the growth rates) are incorporated in the error term in the regression which 1525 


cause no problems. However, when an independent variable is measured with error, this 1526 


error appears in both the regressor variable and in the error term of the regression 1527 


model.45  The typical way to address this issue is to group the data to mitigate the EIV 1528 


problem.  And that is why, in estimating an equity cost rate, we use a proxy group and 1529 


employ the means or medians for the entire group.  The presumption in using such an 1530 


approach is that the measurement errors for the individual companies in the group will 1531 


average out, and therefore the results of the entire group are a meaningful measure for 1532 


the cost of equity capital, but not the individual company results.  1533 


Q. DOES MS. BULKLEY’S DCF ROE ELIMINATION IMPACT HER REPORTED 1534 


                                                 
45  G.S.Maddala and M.Nimalendran, “Errors-in-Variables Problems in Financial Models,” Handbook of 


Statistics, Volume 14, 1996, Pages 507-528.  
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DCF RESULTS? 1535 


A. Yes.  Beyond the statistical problems discussed above, Ms. Bulkley’s asymmetric 1536 


elimination of low-end DCF results significantly impacts her reported DCF results.  1537 


Table 5 shows Ms. Bulkley’s mean DCF results with and without the low-end 1538 


eliminations.  The reported results, with eliminations, produces an average ROE of 1539 


8.93% as opposed to the actual DCF results, without eliminations, with an average ROE 1540 


of 8.59%, a 34 basis point difference. 1541 


Table 6 1542 


Mean Bulkley DCF Results 1543 


With and Without Low-End Eliminations 1544 


  Mean DCF ROE 


DCF Model W/ Eliminations W/O Eliminations 


30-Day 9.01% 8.75% 


90-Day 8.89% 8.51% 


180-Day 8.89% 8.52% 


Average 8.93% 8.59% 


 1545 


 1546 


2. Analysts’ EPS Growth Rate Forecasts  1547 


 1548 


Q. PLEASE DISCUSS MS. BULKLEY’S EXCLUSIVE RELIANCE ON THE 1549 


PROJECTED GROWTH RATES OF WALL STREET ANALYSTS AND 1550 


VALUE LINE. 1551 


A.  It seems highly unlikely that investors today would rely exclusively on the EPS growth 1552 


rate forecasts of Wall Street analysts and ignore other growth rate measures in arriving 1553 


at their expected growth rates for equity investments.  As I previously indicated, the 1554 


appropriate growth rate in the DCF model is the dividend growth rate, not the earnings 1555 


growth rate.  Hence, consideration must be given to other indicators of growth, 1556 
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including historical prospective dividend growth, internal growth, as well as projected 1557 


earnings growth.  In addition, a recent study by Lacina, Lee, and Xu (2011) has shown 1558 


that analysts’ long-term earnings growth rate forecasts are not more accurate at 1559 


forecasting future earnings than naïve random walk forecasts of future earnings.46  As 1560 


such, the weight given to analysts’ projected EPS growth rates should be limited.  And 1561 


finally, and most significantly, it is well-known that the long-term EPS growth rate 1562 


forecasts of Wall Street securities analysts are overly optimistic and upwardly 1563 


biased.47  Hence, using these growth rates as a DCF growth rate produces an overstated 1564 


equity cost rate.  A recent study by Easton and Sommers (2007) found that optimism 1565 


in analysts’ earnings growth rate forecasts leads to an upward bias in estimates of the 1566 


cost of equity capital of almost 3.0 percentage points.48  Therefore, exclusive reliance 1567 


on these forecasts for a DCF growth rate results in failure of one the basic inputs in 1568 


the equation.  In addition, as noted above, a study by Szakmary, Conover, and 1569 


Lancaster (2008) discovered the three-to-five-year EPS growth rate forecasts of Value 1570 


Line to be significantly higher than the EPS growth rates that these companies 1571 


subsequently achieved.49 1572 


Q.  HAVE CHANGES IN REGULATIONS IMPACTING WALL STREET 1573 


ANALYSTS AND THEIR RESEARCH IMPACTED THE UPWARD BIAS IN 1574 


THEIR PROJECTED EPS GROWTH RATES? 1575 


                                                 


46  M. Lacina, B. Lee and Z. Xu, Advances in Business and Management Forecasting (Vol. 8), Kenneth D. 


Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101  


47  See references in footnote No. 14. 


48  Easton, P., & Sommers, G. (2007). Effect of analysts’ optimism on estimates of the expected rate of return 


implied by earnings forecasts. Journal of Accounting Research, 45(5), 983–1015. 


49     Szakmary, A., Conover, C., & Lancaster, C. (2008). “An Examination of Value Line's Long-Term Projections,” 


Journal of Banking & Finance, May 2008, pp. 820-833. 







OCS-1D Woolridge 20-035-04 Page 74 of 96 


 


 74 


A.  No.  A number of the studies I have cited above demonstrate that the upward bias has 1576 


continued despite changes in regulations and reporting requirements over the past two 1577 


decades.  This observation is highlighted by a 2010 McKinsey study entitled “Equity 1578 


Analysts: Still Too Bullish,” which involved a study of the accuracy of analysts’ long-1579 


term EPS growth rate forecasts.  The authors conclude that after a decade of stricter 1580 


regulation, analysts’ long-term earnings forecasts continue to be excessively 1581 


optimistic.  They made the following observation:50 1582 


 Alas, a recently completed update of our work only reinforces 1583 


this view—despite a series of rules and regulations, dating to 1584 


the last decade, that were intended to improve the quality of the 1585 


analysts’ long-term earnings forecasts, restore investor 1586 


confidence in them, and prevent conflicts of interest.  For 1587 


executives, many of whom go to great lengths to satisfy Wall 1588 


Street’s expectations in their financial reporting and long-term 1589 


strategic moves, this is a cautionary tale worth remembering.  1590 


This pattern confirms our earlier findings that analysts typically 1591 


lag behind events in revising their forecasts to reflect new 1592 


economic conditions.  When economic growth accelerates, the 1593 


size of the forecast error declines; when economic growth 1594 


slows, it increases.  So as economic growth cycles up and down, 1595 


the actual earnings S&P 500 companies report occasionally 1596 


coincide with the analysts’ forecasts, as they did, for example, 1597 


in 1988, from 1994 to 1997, and from 2003 to 2006.  Moreover, 1598 


analysts have been persistently overoptimistic for the past 25 1599 


years, with estimates ranging from 10 to 12 percent a year, 1600 


compared with actual earnings growth of 6 percent.  Over this 1601 


time frame, actual earnings growth surpassed forecasts in only 1602 


two instances, both during the earnings recovery following a 1603 


recession.  On average, analysts’ forecasts have been almost 1604 


100 percent too high. 1605 


  1606 


                                                 


50    Marc H. Goedhart, Rishi Raj, and Abhishek Saxena, “Equity Analysts, Still Too Bullish,” McKinsey on 


Finance, pp. 14-17, (Spring 2010) (emphasis added). 
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  This is the same observation made in a Bloomberg Businessweek article.51  The author 1607 


concluded:  1608 


  1609 
 The bottom line: Despite reforms intended to improve Wall 1610 


Street research, stock analysts seem to be promoting an overly 1611 


rosy view of profit prospects.  1612 


 1613 


 1614 


3. Projected DCF Model 1615 


 1616 


Q. PLEASE DISCUSS MS. BULKLEY’S PROJECTED DCF APPROACH. 1617 


A. Ms. Bulkley also has developed and employed an entirely new and novel DCF approach 1618 


- the so-called projected constant-growth DCF model.  In this model, she (1) computes 1619 


a dividend yield using Value Line’s projected stock price and dividends for the proxy 1620 


companies for the three-to-five year period; and (2) adds the current forecasted EPS 1621 


growth rates of Zacks, Yahoo, and Value Line.   1622 


Q. WHAT ARE THE ERRORS WITH MS. BULKLEY’S PROJECTED DCF 1623 


APPROACH? 1624 


A. First, it is a totally new approach, created and used only by Ms. Bulkley.  It is not a 1625 


generally accepted equity cost rate model.  Second, it involves a mismatch of data.  She 1626 


uses the projected stock price and dividends for three-to-five years in the future, and 1627 


then she adds the projected EPS growth rate from 2019.  Her new approach produces 1628 


her highest DCF results. 1629 


 1630 


                                                 


51    Roben Farzad, “For Analysts, Things Are Always Looking Up,” Bloomberg Businessweek (June 10, 2010), 


https://www.bloomberg.com/news/articles/2010-06-10/for-analysts-things-are-always-looking-up. 
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 1631 


4. The DCF Model Understates the Cost of Equity Capital 1632 


 1633 


Q. PLEASE DISCUSS MS. BULKLEY’S CLAIM THAT THE DCF MODEL 1634 


UNDERSTATES THE COST OF EQUITY CAPITAL. 1635 


A. On page 24-8 of her testimony, Ms. Bulkley makes the claim that using current utility 1636 


stock valuations and low dividend yields will underestimate the market-determined 1637 


ROE using the DCF model.   1638 


Q. WHAT IS YOUR RESPONSE TO THIS CLAIM? 1639 


A. Ms. Bulkley’s claim is totally without merit for the following reasons: (1) she is saying 1640 


that utility stocks are overvalued, and their stock prices will decline in the future (and 1641 


therefore their dividend yield will increase).  Hence, Ms. Bulkley presumes that she 1642 


knows more than investors in the stock market.  Actually, if she believes that utility 1643 


stock prices will decline in the future, she should be forecasting negative returns.  (2), 1644 


Ms. Bulkley’s CAPM results are highly dependent on her selection of a market risk 1645 


premium which, as discussed above, is one of the great mysteries in finance. 1646 


 1647 


B. CAPM Approach 1648 


 1649 


Q. PLEASE DISCUSS MS. BULKLEY’S CAPM.  1650 


A. On pages 50-5 of her testimony and in Exhibit RMP__(AEB-4)-6, Ms. Bulkley develops 1651 


an equity cost rate by applying the CAPM model to her electric proxy group. Ms. 1652 


Bulkley’s DCF results are summarized on page 2 of Exhibit JRW-9.  Ms. Bulkley 1653 


develops an equity cost rate by using not only the traditional CAPM, but also the so-1654 
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called Empirical CAPM (“ECAPM”) model for her electric proxy group. The ECAPM 1655 


is a variant of the traditional CAPM. The CAPM/ECAPM approach requires an 1656 


estimate of the risk-free interest rate, Beta, and the equity risk premium.  Ms. Bulkley 1657 


uses: (1) current (1.56%), near-term projected (1.80%), and long-term projected (3.20%) 1658 


30-year Treasury yields;  (2) betas from Value Line and Bloomberg; and (3) a market 1659 


risk premium of 12.49%.  Based on these figures, she finds CAPM/ECAPM equity 1660 


cost rates ranging from 8.49% to 12.30%.  1661 


Q. WHAT ARE THE ERRORS IN MS. BULKLEY’S CAPM/ECAPM ANALYSES? 1662 


A. The primary errors with Ms. Bulkley’s CAPM/ECAPM analyses are: (1) the use of the 1663 


ECAPM version of the CAPM; (2) the projected risk-free interest rate of 3.2%; and 1664 


(3) the expected market risk premium 12.49%.  As I explain below and in Appendix B, 1665 


the use of a 12.49% MRP is a very serious error. 1666 


 1667 


1. ECAPM Approach 1668 


 1669 


Q. WHAT ISSUES DO YOU HAVE WITH MS. BULKLEY’S ECAPM? 1670 


A. In addition to the CAPM, Ms. Bulkley has employed a variation of the CAPM which 1671 


she calls the “ECAPM.”  The ECAPM, as popularized by rate of return consultant Dr. 1672 


Roger Morin, attempts to model the well-known finding of tests of the CAPM that 1673 


have indicated the Security Market Line (“SML”) is not as steep as predicted by the 1674 


CAPM.  As such, the ECAPM is nothing more than an ad hoc version of the CAPM.  1675 


Moreover, the ECAPM has not been theoretically or empirically validated in refereed 1676 


journals.  The ECAPM provides for weights which are used to adjust the risk-free rate 1677 
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and market risk premium in applying the ECAPM.  Ms. Bulkley uses 0.25 and 0.75 1678 


factors to boost the equity risk premium measure, but provides no empirical justification 1679 


for those figures. 1680 


  Beyond the lack of any theoretical or empirical validation of the ECAPM, there 1681 


are two errors in Ms. Bulkley’s version of the ECAPM:  (1) I am not aware of any tests 1682 


of the CAPM that use adjusted betas such as those used by Ms. Bulkley; and (2) 1683 


adjusted betas, which were previously discussed, address the empirical issues with the 1684 


CAPM because adjusting low (high) beta stock increases (decreases) the adjusted beta, 1685 


thereby increasing the expected returns for low beta stocks and decreasing the 1686 


expected returns for high beta stocks.   1687 


 1688 


2.  The Projected Risk-Free Interest Rate 1689 


 1690 


Q. PLEASE DISCUSS THE BASE YIELD OF MS. BULKLEY’S CAPM/ECAPM 1691 


ANALYSIS. 1692 


A. Ms. Bulkley uses a long-term projected risk-free interest rate of 3.2% in her 1693 


CAPM/ECAPM.  This figure is almost 200 basis points above the current yield on 1694 


long-term Treasury bonds of 1.4%.  Investors would not be buying long-term Treasury 1695 


bonds at their current yields if they expected the yields on these bonds to increase from  1696 


100 to 200 basis points in the next year or two.  Such a move in interest rates would 1697 


result in a capital loss of over 20%.  Investors do not buy long-term Treasury bonds 1698 


or any other investment if they expect to receive a negative return. 1699 


 1700 







OCS-1D Woolridge 20-035-04 Page 79 of 96 


 


 79 


3.  Market Risk Premium 1701 


 1702 


Q. PLEASE ASSESS MS. BULKLEY’S MARKET RISK PREMIUMS DERIVED 1703 


FROM APPLYING THE DCF MODEL TO THE S&P 500. 1704 


A. A very serious problem with Ms. Bulkley’s CAPM analysis is the magnitude of the 1705 


market (or equity) risk premium – which she uses to produce very high ROE results, as 1706 


high as 12.30%52.  Ms. Bulkley develops an expected market risk premium by: (1) 1707 


applying the DCF model to the S&P 500 to get an expected market return; and (2) 1708 


subtracting the risk-free rate of interest. Ms. Bulkley’s estimated market return of 1709 


14.05% for the S&P 500 equals the sum of the dividend yield of 2.31% and expected 1710 


EPS growth rate of 11.60%.  The expected EPS growth rate is the average of the 1711 


expected EPS growth rates from IBES, Zacks, and Value Line.  The primary error in 1712 


this approach is Ms. Bulkley’s expected DCF growth rate. As previously discussed, 1713 


the expected EPS growth rates of Wall Street analysts are upwardly biased.  In 1714 


addition, as explained below, the projected growth rate is inconsistent with actual 1715 


economic and earnings growth rates in the U.S. 1716 


Q. INITIALLY, PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE 1717 


EXPECTED STOCK MARKET RETURN OF 14.05%. 1718 


A. Simply put, the assumption of a 14.05% expected stock market return is simply 1719 


excessive and unrealistic. The compounded annual return in the U.S. stock market is 1720 


about 10% (9.71% according to Damodaran between 1928-2019).53  Ms. Bulkley’s 1721 


                                                 
52  See Exhibit AEB-2. 


53  http://pages.stern.nyu.edu/~adamodar/. 
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CAPM results assume that return on the U.S. stock market will be more than 40% 1722 


higher in the future than it has been in the past! The extremely high expected stock 1723 


market return, and the resulting market risk premium and equity cost rate results, is 1724 


directly related to computing the expected stock market return (14.05%) as the sum of 1725 


the adjusted dividend yield (2.45%) plus the expected EPS growth rate (11.60%).  1726 


Q. PLEASE ONCE AGAIN ADDRESS THE ISSUES WITH ANALYSTS’ EPS 1727 


GROWTH RATE FORECASTS. 1728 


A. The key point is that Ms. Bulkley’s CAPM market risk premium methodology is based 1729 


entirely on the concept that analyst projections of companies’ three-to-five EPS 1730 


growth rates reflect investors’ expected long-term EPS growth for those companies.  1731 


However, this seems highly unrealistic given the published research on these 1732 


projections.  As previously noted, numerous studies have shown that the long-term 1733 


EPS growth rate forecasts of Wall Street securities analysts are overly optimistic and 1734 


upwardly biased.54  Moreover, as discussed above, the Lacina, Lee and Xu study 1735 


showed that analysts’ forecasts of EPS growth over the next three-to-five years 1736 


earnings are no more accurate than their forecasts of the next single year’s EPS growth 1737 


(and the single year forecasts are notoriously inaccurate).  The overly-optimistic 1738 


                                                 
54  Such studies include: R.D. Harris, “The Accuracy, Bias, and Efficiency of Analysts’ Long Run Earnings 


Growth Forecasts,” Journal of Business Finance & Accounting, pp. 725-55 (June/July 1999); P. DeChow, 


A. Hutton, and R. Sloan, “The Relation Between Analysts’ Forecasts of Long-Term Earnings Growth and 


Stock Price Performance Following Equity Offerings,” Contemporary Accounting Research (2000); K. 


Chan, L., Karceski, J., & Lakonishok, J., “The Level and Persistence of Growth Rates,” Journal of Finance, 


pp. 643−684, (2003); M. Lacina, B. Lee, and Z. Xu, Advances in Business and Management Forecasting 


(Vol. 8), Kenneth D. Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101 


(2011).  
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inaccuracy of analysts’ growth rate forecasts leads to an upward bias in equity cost 1739 


estimates that has been estimated at about 300 basis points.55  1740 


Q. IS MS. BULKLEY’S MARKET RISK PREMIUM OF 12.49% REFLECTIVE 1741 


OF THE MARKET RISK PREMIUMS FOUND IN STUDIES AND SURVEYS 1742 


OF THE MARKET RISK PREMIUM? 1743 


A. This figure is well in excess of market risk premiums: (1) found in studies of the 1744 


market risk premiums by leading academic scholars; (2) produced by analyses of 1745 


historic stock and bond returns; and (3) found in surveys of financial professionals.  1746 


Page 6 of Exhibit JRW-8 provides the results of over thirty market risk premiums 1747 


studies from the past fifteen years.  Historic stock and bond returns suggest a market 1748 


risk premium in the 4.40-6.43% range, depending on whether one uses arithmetic or 1749 


geometric mean returns.  There have been many studies using expected return (also 1750 


called ex ante) models, and their market risk premiums results vary from as low as 1751 


5.24% to as high as 6.0%.  Finally, the market risk premiums developed from surveys 1752 


of analysts, companies, financial professionals, and academics suggest even 1753 


potentially lower market risk premiums, in a range of from 3.36% to 6.75%.  The 1754 


bottom line is that there is no support in historic return data, surveys, academic studies, 1755 


or reports for investment firms for a market risk premium as high as the 12.49% used 1756 


by Ms. Bulkley.   1757 


Q. IS A PROJECTED EPS GROWTH RATE OF 11.60%, WHICH MS. 1758 


BULKLEY USES TO COMPUTE HER MARKET RISK PREMIUM OF 1759 


                                                 
55  Peter D. Easton & Gregory A. Sommers, “Effect of Analysts’ Optimism on Estimates of the Expected Rate 


of Return Implied by Earnings Forecasts,” 45, Journal of Accounting Research, pp. 983–1015 (2007). 
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12.49%, REASAONABLE GIVEN THE PROJECTED GROWTH IN U.S. 1760 


GDP? 1761 


A. No.  This issue is addressed in depth in Appendix B. But the simple answer is that a 1762 


long-term EPS growth rate of 11.60% is inconsistent with both historic and projected 1763 


economic and earnings growth in the U.S. for several reasons: (1) long-term EPS and 1764 


economic growth is about one-half of Ms. Bulkley’s projected EPS growth rate of 1765 


11.60%; (2) long-term EPS and GDP growth are directly linked; and (3) more recent 1766 


trends in GDP growth, as well as projections of GDP growth, suggest slower economic 1767 


and earnings growth in the near future, during the period when the rates from this case 1768 


will be effective.  1769 


 Long-Term Historic EPS and GDP Growth have been in the 6%-7% Range - By 1770 


comparison, Ms. Bulkley’s long-run growth rate projections of 11.60% is at best 1771 


overstated.  These estimates suggest that companies in the U.S. would be expected to: 1772 


(1) increase their growth rate of EPS by more than 50% in the future, and (2) maintain 1773 


that growth indefinitely in an economy that is currently expected to grow at about one-1774 


third of Ms. Bulkley’s projected growth rates.   1775 


 There is a Direct Link Between Long-Term EPS and GDP Growth - Brad Cornell of 1776 


the California Institute of Technology published a study on GDP growth, earnings 1777 


growth, and equity returns.  He finds that long-term EPS growth in the U.S. is directly 1778 


related to GDP growth, with GDP growth providing an upward limit on EPS growth.  1779 


In addition, he finds that long-term stock returns are determined by long-term earnings 1780 


growth.56 1781 


                                                 
56  Bradford Cornell, “Economic Growth and Equity Investing,” Financial Analysts Journal (January- 
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 The Trend and Projections Indicate Slower GDP Growth in the Future - Whereas the 1782 


long-term compounded GDP growth rate is in the 6.00%-7.00% range, there has been a 1783 


monotonic and significant decline in nominal GDP growth in recent decades.   1784 


 Long-Term GDP Projections also Indicate Slower GDP Growth in the Future - A 1785 


lower range is also consistent with long-term GDP forecasts.  There are several 1786 


forecasts of annual GDP growth that are available from economists and government 1787 


agencies.  These include forecasts from the Energy Information Administration 1788 


(“EIA”), the Congressional Budget Office (“CBO), and the Social Security 1789 


Administration (“SSA”), Overall, these forecasts suggest long-term GDP growth rate 1790 


in the 4.0% - 4.3% range. The trends and projections indicating slower GDP growth 1791 


make Ms. Bulkley’s market risk premium of 12.49%, which is computed by using a 1792 


growth rate of 11.60% from analysts’ EPS growth projections, look even more 1793 


unrealistic.  Simply stated, Ms. Bulkley’s projected EPS growth rate of 11.6% is 1794 


almost three times projected GDP growth. 1795 


 Corporate Profits are Constrained by GDP – Milton Friedman, the noted economist, 1796 


warned investors and others not to expect corporate profit growth to sustainably 1797 


exceed GDP growth, stating, “Beware of predictions that earnings can grow faster 1798 


than the economy for long periods.  When earnings are exceptionally high, they don’t 1799 


just keep booming.”57  Friedman also noted in the same Fortune interview that profits 1800 


must move back down to their traditional share of GDP.   In Appendix B,  I show that 1801 


currently the aggregate net income levels for the S&P 500 companies, using 2019 1802 


                                                 
February 2010), p. 63. 


57  Shaun Tully, “Corporate Profits Are Soaring. Here’s Why It Can’t Last,” Fortune, (Dec. 7, 2017), 


http://fortune.com/2017/12/07/corporate-earnings-profit-boom-end/. 
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figures, represent 6.53% of nominal GDP.  However, if the S&P 500 companies grow 1803 


their earnings at Ms. Bulkley’s projected growth rate of 11.60%, while the U.S. GDP 1804 


grows at 4.09% (the average of  CBO, SSA, and EIA), the S&P 500 profits would 1805 


grow to 56.6% of GDP by the year 2050! 1806 


Q. PLEASE PROVIDE A SUMMARY ANALYSIS ON GDP AND S&P 500 EPS 1807 


GROWTH RATES. 1808 


A. As noted above, the long-term link between corporate profits and GDP is inevitable.  1809 


The short-term differences in growth between the two has been highlighted by some 1810 


notable market observers, including Warren Buffet, who indicated that corporate 1811 


profits as a share of GDP tend to go far higher after periods where they are depressed, 1812 


and then drop sharply after they have been hovering at historically high levels.  In a 1813 


famous 1999 Fortune article, Mr. Buffet made the following observation:58 1814 


You know, someone once told me that New York has more 1815 


lawyers than people. I think that’s the same fellow who thinks 1816 


profits will become larger than GDP. When you begin to expect 1817 


the growth of a component factor to forever outpace that of the 1818 


aggregate, you get into certain mathematical problems. In my 1819 


opinion, you have to be wildly optimistic to believe that 1820 


corporate profits as a percent of GDP can, for any sustained 1821 


period, hold much above 6%. One thing keeping the percentage 1822 


down will be competition, which is alive and well. In addition, 1823 


there’s a public-policy point: If corporate investors, in 1824 


aggregate, are going to eat an ever-growing portion of the 1825 


American economic pie, some other group will have to settle 1826 


for a smaller portion. That would justifiably raise political 1827 


problems – and in my view a major reslicing of the pie just isn’t 1828 


going to happen. 1829 


                                                 
58  Carol Loomis, “Mr. Buffet on the Stock Market,” Fortune, (Nov. 22, 1999), 


https://money.cnn.com/magazines/fortune/fortune_archive/1999/11/22/269071/. 
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  In sum, Ms. Bulkley’s long-term S&P 500 EPS growth rate of 11.60% is 1830 


grossly overstated and has no basis in economic reality.  In the end, the big question 1831 


remains as to whether corporate profits can grow faster than GDP.  Jeremy Siegel, the 1832 


renowned finance professor at the Wharton School of the University of Pennsylvania, 1833 


believes that going forward, earnings per share can grow about half a point faster than 1834 


nominal GDP, or about 5.0%, due to the big gains in the technology sector.  But he 1835 


also believes that sustained EPS growth matching analysts’ near-term projections is 1836 


absurd: “The idea of 8% or 10% or 12% growth is ridiculous.  It will not happen.”59 1837 


 1838 


C.  Bond Yield Risk Premium Approach (“BYRP”) 1839 


 1840 


Q.  PLEASE REVIEW MS. BULKLEY’S BYRP APPROACH. 1841 


A. On pages 55-8 of her testimony and in Exhibit RMP__(AEB-4)-7, Ms. Bulkley estimates 1842 


an equity cost rate using a risk premium (“RP”) model.  She uses the quarterly authorized 1843 


ROEs for all electric utility companies from Q1 1992 until Q1 2020.  Ms. Bulkley 1844 


develops an equity cost rate by: (1) regressing the authorized returns on equity for electric 1845 


utility companies on the thirty-year Treasury yield; and then (2) adding the risk premium 1846 


established in (1) to each of her three different thirty-year Treasury yields: (a) a current 1847 


yield of 1.56%, (b) a near-term projected yield of 1.80%, and (c) a long-term projected 1848 


yield of 3.20%.  Ms. Bulkley’s RP results are provided in page 2 of Exhibit JRW-9.  1849 


She reports RP equity cost rates ranging from 9.33% to 10.04%. 1850 


                                                 
59  Shaun Tully, “Corporate Profits Are Soaring. Here’s Why It Can’t Last,” Fortune, (Dec. 7, 2017), 


http://fortune.com/2017/12/07/corporate-earnings-profit-boom-end/. 
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Q.  WHAT ARE THE ERRORS IN MS. BULKLEY’S BYRP ANALYSIS? 1851 


A.  The two issues are: (1) the long-term projected (3.20%) 30-year Treasury yield; (2) the 1852 


risk premium. 1853 


 1854 


1. Long-Term Projected Risk-Free Interest Rate 1855 


 1856 


Q. WHAT IS THE ISSUE WITH MS. BULKLEY’S RISK FREE INTEREST RATES? 1857 


A. Ms. Bulkley’s long-term projected (3.20%) 30-year Treasury yield is well above the current 1858 


30-year Treasury yield of 1.40%.  As previously discussed, investors would not be buying 1859 


30-year Treasury bonds at current rates if they expected these rate to increase by 200 basis 1860 


points in the next couple years because they would incur significant capital losses.  Also, as 1861 


discussed above, economists have been forecasting high interest rates for a decade, and they 1862 


have been consistently wrong as interest rates have declined and not increased. 1863 


 1864 


2. Risk Premium 1865 


 1866 


Q. WHAT ARE THE ISSUES WITH MS. BULKLEY’S RISK PREMIUM IN THE 1867 


BYRP ANALYSIS? 1868 


A. There are several problems with this approach for calculating risk premium.   1869 


  First, the methodology produces an inflated measure of the risk premium because it 1870 


uses historic authorized ROEs and Treasury yields, and the resulting risk premium is applied 1871 


to projected Treasury Yields.  Since Treasury yields are always forecasted to increase, the 1872 


resulting risk premium would be smaller if done correctly, which would be to use projected 1873 
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Treasury yields in the analysis rather than historic Treasury yields. 1874 


.  Second, Ms. Bulkley’s RP approach is a gauge of commission behavior and not 1875 


investor behavior. Capital costs are determined in the marketplace through the financial 1876 


decisions of investors and are reflected in such fundamental factors as dividend yields, 1877 


expected growth rates, interest rates, and investors’ assessment of the risk and expected 1878 


return of different investments. Regulatory commissions evaluate capital market data in 1879 


setting authorized ROEs, but also consider other utility- and rate case-specific information 1880 


in setting ROEs.  As such, Ms. Bulkley’s approach and results reflect other factors such 1881 


as capital structure, credit ratings and other risk measures, service territory, capital 1882 


expenditures, energy supply issues, rate design, investment and expense trackers, and 1883 


other factors used by utility commissions in determining an appropriate ROE in addition 1884 


to capital costs.  This may especially be true when the authorized ROE data includes the 1885 


results of rate cases that are settled and not fully litigated.   1886 


  Third, since the stocks of electric utilities have been selling above book value for 1887 


the last decade, it is obvious that the authorized ROEs of state utility commissions are 1888 


above the returns that investors require. 1889 


 1890 


D.  Expected Earnings Approach 1891 


 1892 


Q. PLEASE DISCUSS MS. BULKLEY’S EXPECTED EARNINGS ANALYSIS. 1893 


A. On pages 58-60 of her testimony and in Exhibit RMP__(AEB-4)-8, Ms. Bulkley 1894 


estimates an equity cost rates of 10.74% and 10.82% using an approach she calls the 1895 
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Expected Earnings (“EE”) approach.  Her methodology simply involves using the 1896 


expected ROE for the companies in the proxy group as estimated by Value Line.  1897 


Q. PLEASE ADDRESS THE ISSUES WITH MS. BULKLEY’S EXPECTED 1898 


EARNINGS APPROACH. 1899 


A. There are a number of significant issues with this so-called Expected Earnings 1900 


approach.  As such, I strongly suggest that the Commission ignore this approach in 1901 


setting an ROE for RMP.  These issues include: 1902 


 The Expected Earnings Approach Does Not Measure the Market Cost of Equity 1903 


Capital – First and foremost, this is an accounting-based methodology that does not 1904 


measure investor return requirements. As indicated by Professor Roger Morin, a long-1905 


time rate of return witness for utility companies, “More simply, the Comparable 1906 


(Expected) Earnings standard ignores capital markets. If interest rates go up 2% 1907 


for example, investor requirements and the cost of equity should increase 1908 


commensurably, but if regulation is based on accounting returns, no immediate 1909 


change in equity cost results.”60 As such, this method does not measure the market 1910 


cost of equity capital.   1911 


 Changes in ROE Ratios do not Track Capital Market Conditions - As also noted by 1912 


Morin, “The denominator of accounting return, book equity, is a historical cost-based 1913 


concept, which is insensitive to changes in investor return requirements.  Only stock 1914 


market price is sensitive to a change in investor requirements.  Investors can only 1915 


                                                 
60  Roger Morin, New Regulatory Finance (2006), p. 293. 
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purchase new shares of common stock at current market prices and not at book 1916 


value.”61 1917 


 The Expected Earnings Approach is Circular - The ROE ratios for the proxy 1918 


companies are not determined by competitive market forces, but instead are largely 1919 


the result of federal and state rate regulation, including the present proceedings. 1920 


 The Proxies’ ROEs Reflect Earnings on Business Activities that are not 1921 


Representative of RMP’ Rate-Regulated Utility Activities - The numerators of the 1922 


proxy companies’ ROEs include earnings from business activities that are riskier and 1923 


produce more projected earnings per dollar of book investment than does the regulated 1924 


electric business.  These include earnings from unregulated businesses such as 1925 


merchant generation, construction services, and other energy services. 1926 


Q. FINALLY PLEASE DISCUSS THE EXPECTED EARNINGS APPROACH IN 1927 


LIGHT OF A STUDY OF VALUE LINE PROJECTED EARNINGS. 1928 


A. Ms.  Bulkley’s EE approach uses Value Line’s adjusted forecast for proxy utility 1929 


ROEs. Hence, the ROE specified by the EE approach is totally dependent on the 1930 


forecast of one variable (net income/shareholder’s equity) by one analyst firm (Value 1931 


Line), with the same single individual authoring most of the Value Line reports for the 1932 


various proxy companies. Neither the Commission nor other parties have assessed the 1933 


accuracy of these forecasts.  However, there is one study that did evaluate the Value 1934 


Line forecasts.  A study by Szakmary, Conover, and Lancaster evaluated the accuracy 1935 


of Value Line’s three-to-five-year EPS growth rate forecasts using companies in the 1936 


Dow Jones Industrial Average over a 30-year time period and found these forecasted 1937 


                                                 
61  Id. 







OCS-1D Woolridge 20-035-04 Page 90 of 96 


 


 90 


EPS growth rates to be significantly higher than the EPS growth rates that these 1938 


companies subsequently achieved.62   1939 


  Szakmary, Conover, and Lancaster (SCL) studied the predicted versus the 1940 


projected stock returns, sales, profit margins, and earnings per share made by Value 1941 


Line over the 1969 to 2001 time period. Value Line projects variables from a three-1942 


year base period (e.g., 2012-2014) to a future three-year projected period (e.g., 2016-1943 


18). SCL used the sixty-five stocks included in the Dow Jones Indexes (30 Industrials, 1944 


20 Transports and 15 Utilities).  SCL found that the projected annual stock returns for 1945 


the Dow Jones stocks were “incredibly overoptimistic” and of no predictive value. 1946 


The mean annual stock return of 20% for the Dow Jones’ stocks Value Line’s forecasts 1947 


was nearly double the realized annual stock return. The authors also found that Value 1948 


Line’s forecasts of earnings per share and profit margins were termed “strikingly 1949 


overoptimistic.” Value Line’s forecasts of annual sales were higher than achieved 1950 


levels, but not statistically significant. SCL concluded that the overly-optimistic 1951 


projected annual stock returns were attributable to Value Line’s upwardly-biased 1952 


forecasts of earnings per share and profit margins 1953 


  The SCL results suggest that Value Line’s projection of return on equity is 1954 


upwardly biased.  As noted above, the EPS and profit margins as projected by Value 1955 


Line over this 30-year period were termed “strikingly overoptimistic.” This is because 1956 


Value line’s projected earnings is the numerator for their calculation of return on 1957 


equity (net income/book value).  Therefore, the EE approach proposed by Ms. Bulkley 1958 


is based on an upwardly-biased measure forecasted by one analyst.   1959 


                                                 
62 Szakmary, A., Conover, C., & Lancaster, C. (2008). “An Examination of Value Line’s Long-Term Projections,” 


Journal of Banking & Finance, May 2008, pp. 820-833. 
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Q. PLEASE PROVIDE A SUMMARY OF THE SIGNIFICANT ERRORS THAT 1960 


YOU FOUND WITH MS. BULKLEY’S ROE ANALYSES. 1961 


A. There are a number of errors in Ms.  Bulkley’s ROE studies that cause her ROE 1962 


estimates and the Company’s cost of capital to be inaccurate and too high.  These 1963 


include: 1964 


 Capital Structure - The Company has proposed a capital structure that includes a 1965 


common equity ratio of 53.67%.  This capital structure includes a higher common 1966 


equity ratio than the Company’s parent, BHE, and the average common equity ratios 1967 


employed by the two proxy groups; 1968 


 Capital Market Conditions – Ms. Bulkley’s analyses, ROE results, and 1969 


recommendations are based on assumptions of higher interest rates and capital costs. 1970 


However, interest rates and capital costs remained at low levels in recent years.  In 1971 


2019, interest rates fell due to slow economic growth and low inflation and, as 1972 


discussed in above, interest rates have fallen even further to record low levels in 2020 1973 


due to the impact of the novel coronavirus on the world’s population and economy. 1974 


RMP’s Investment Risk is Below the Averages of the Two Proxy Groups –RMP’s 1975 


S&P and Moody’s credit ratings of A and A3 are better than the averages of the proxy 1976 


groups, which indicates the Company is a less risky than the groups.  1977 


 DCF Approach – Ms. Bulkley and I have both employed the traditional constant-1978 


growth DCF model.  Ms. Bulkley’s analysis has seriously overstated her reported DCF 1979 


results in four ways: (1) she selectively eliminated low-end DCF results; (2) she has 1980 


exclusively used the overly optimistic and upwardly biased EPS growth rate forecasts 1981 


of Wall Street analysts and Value Line; and (3) she has created her own new version 1982 
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of the DCF model – the projected constant-growth DCF model - in which she projects 1983 


DCF inputs into the future; and (4) she has claimed that the DCF results underestimate 1984 


the market-determined cost of equity capital due to high utility stock valuations and 1985 


low dividend yields, i.e. Ms. Bulkley claims that she knows more than investors in the 1986 


stock market. 1987 


 CAPM Approach – The CAPM approach requires an estimate of the risk-free interest 1988 


rate, beta, and the market or risk premium. There are three issues with Ms. Bulkley’s 1989 


CAPM analysis: (1) her long-term projected (3.20%) 30-year Treasury yields are well 1990 


in excess of current market yields; (2) she has employed the Empirical CAPM 1991 


(“ECAPM”) version of the CAPM, which makes inappropriate adjustments to the risk-1992 


free rate and the market risk premium; and (3) most significantly, she has computed a 1993 


market risk premium of 12.49%. The 12.49% market risk premium is much larger 1994 


than: (1) indicated by historic stock and bond return data; and (2) found in the 1995 


published studies and surveys of the market risk premium.  In addition, I demonstrate 1996 


that the 12.49% market risk premium is based on totally unrealistic assumptions of 1997 


future economic and earnings growth and stock returns.   1998 


 Alternative Risk Premium Model - Ms. Bulkley also estimates an equity cost rate 1999 


using an alternative risk premium model which she calls the Bond Yield Risk Premium 2000 


(“BYRP”) approach.  There are two issues with this approach: (1) the base interest 2001 


rates; and (2) the risk premium.  With respect to the base rates, her  current long-term 2002 


projected (3.20%) 30-year Treasury rates yields are well in excess of current market 2003 


yields (1.40%).  The risk premium in her BYRP method is based on an unorthodox 2004 


approach using the historical relationship between the yields on long-term Treasury 2005 
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yields and authorized ROEs for electric utility companies.  As the discussion in my 2006 


testimony of market-to-book ratios explains, the authorized ROEs have been greater 2007 


than the return that investors require. 2008 


 Expected Earnings Approach - Ms. Bulkley also uses the Expected Earnings approach 2009 


to estimate an equity cost rate for the Company.  Ms. Bulkley computes the expected 2010 


ROE as forecasted by Value Line for her proxy group of electric utilities.  As I discuss 2011 


in my critique of Ms. Bulkley’s presentation, the so-called “Expected Earnings” 2012 


approach does not measure the market cost of equity capital, is independent of most 2013 


cost of capital indicators, ignores the research on the upward bias in Value Line’s 2014 


earnings projections, and has several other empirical issues. Therefore, the 2015 


Commission should ignore Ms. Bulkley’s “Expected Earnings” approach in 2016 


determining the appropriate ROE for RMP. 2017 


 Regulatory and Business Risk Factors - Ms. Bulkley also considers several other risk 2018 


factors in arriving at her 10.20% ROE recommendation. She claims that: (1) RMP’s 2019 


higher than average capital expenditures increase its risk relative to the proxy utility 2020 


companies: (2) RMP’s regulatory risk of high due to operating in Utah; (3) RMP’s 2021 


generation ownership and fuel sources make it riskier than other utilities.  Ms. 2022 


Bulkley’s conclusion that these factors are making RMP riskier are erroneous.  Each 2023 


of these three factors are risk factors that are already considered in the credit-rating 2024 


process used by major rating agencies. As I noted above, the S&P and Moody’s issuer 2025 


credit ratings for RMP of A and A3 indicate that the Company is less risky than the 2026 


electric utilities in the proxy groups. In addition, in terms of Utah regulatory risk, Ms. 2027 


Bulkley claims that Utah ROEs are below those of other states.  This is erroneous.  For 2028 
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example, the Commission approved a ROE of 9.50% for the gas distribution 2029 


operations of Dominion Energy of Utah in February of this year.  This compares to a 2030 


national average gas distribution ROE of 9.40% in 2020.63    2031 


 2032 


VII.  SUMMARY AND CONCLUSIONS 2033 


 2034 


Q. PLEASE SUMMARIZE THE ISSUES WITH THE COMPANY’S COST OF 2035 


CAPITAL PROPOSAL. 2036 


A. The primary issues related to the Company’s rate of return include the following: 2037 


 Capital Structure - The Company has proposed a capital structure that includes a 2038 


common equity ratio of 53.67%.  This capital structure includes a higher common 2039 


equity ratio than the Company’s parent, BHE, and the average common equity ratios 2040 


employed by the two proxy groups; 2041 


 Capital Market Conditions – Ms. Bulkley’s analyses, ROE results, and 2042 


recommendations are based on assumptions of higher interest rates and capital costs. 2043 


However, interest rates and capital costs have remained at low levels in recent years.  2044 


In 2019, interest rates fell due to slow economic growth and low inflation and, as 2045 


discussed in above, interest rates have fallen even further to record low levels in 2020 2046 


due to the impact of the novel coronavirus on the world’s population and economy. 2047 


GDP and Corporate Earnings Growth – Ms. Bulkley employs excessive growth 2048 


estimates in the models she uses to calculate RMP’s required ROE.  This produces 2049 


erroneous results and ROEs that are much too high. 2050 


                                                 
63  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. 
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RMP’s Investment Risk is Below the Averages of the Two Proxy Groups –RMP’s 2051 


S&P and Moody’s credit ratings of A and A3 are better that the averages of the proxy 2052 


groups, which indicates the Company is a less risky than the groups.  2053 


Q. PLEASE REVIEW YOUR PROPOSED RATE OF RETURN.   2054 


A. I have reviewed the Company’s proposed capital structure and overall cost of capital. 2055 


To estimate an equity cost rate for the Company, I have applied the DCF and CAPM 2056 


to my two proxy groups of electric utility companies.  My DCF and CAPM  analyses 2057 


indicate an equity cost rate range of 7.60% to 8.95%.   2058 


  RMP’s proposed capitalization has more equity and less financial risk than the 2059 


average current capitalizations of electric utilities. Therefore, in my primary rate of 2060 


return recommendation, I am using the capital structure with a common equity ratio 2061 


of 50.0% which is more reflective of the capital structures of electric utility companies.  2062 


I am using RMP’s recommended long-term debt cost and preferred stock cost rates. 2063 


With  respect to the ROE, I recognize that my equity cost rate range, 7.60% to 8.95%, 2064 


is below the average authorized ROEs for electric utility companies nationally. 2065 


Therefore, as a primary ROE for RMP, I am recommending 9.0%.  This 2066 


recommendation: (1) gives weight to the higher authorized ROEs for electric utility 2067 


companies; and (2) recognizes the concept of ‘gradualism’ in which authorized ROEs 2068 


are adjusted on a gradual basis to reflect capital market data.  Given my recommended 2069 


capitalization ratios and senior capital cost rates, my primary rate of return or cost of 2070 


capital recommendation for the Company is 6.91% and is summarized in Table 1 2071 


above and in Panel A of Exhibit JRW-1. 2072 
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  In my alternative rate of return recommendation, I am employing RMP’s 2073 


proposed capital structure of 46.32% long-term debt, 0.01% preferred stock, and 2074 


53.67% common equity and RMP’s recommended long-term debt cost and preferred 2075 


stock cost rates of 4.81% and 6.75%. With respect to the equity component of my 2076 


recommendation regarding rate of return and due to using a much higher 53.67% 2077 


equity ratio, my alternative ROE recommendation is 8.75%, which is still at the high 2078 


end of my equity cost rate range of 7.60% to 8.95%.   Given my alternative 2079 


capitalization ratios and senior capital cost rates, based on the Company’s proposed 2080 


capital structure, my alternative rate of return or cost of capital recommendation for 2081 


the Company is 6.92% and is summarized above in Table 2 and in Panel B of Exhibit 2082 


JRW-1.  2083 


Q. DOES THIS CONCLUDE YOUR TESTIMONY?  2084 


A.  Yes. 2085 


 2086 
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STATE OF VERMONT 
PUBLIC UTILITY COMMISSION 


 
Case No. 20-1407-TF 
 
Tariff filing of Green Mountain Power 
Corporation for approval of its FY21 Base 
Rates, which requests no change to base rates 
for October 1, 2020, to September 30, 2021, 
effective on bills rendered on or after 
October 1, 2020 


 


 
         
 


Order entered:  
 


ORDER SETTING BASE RATES FOR FISCAL YEAR 2021 


In today’s Order, the Vermont Public Utility Commission (“Commission”) approves the 


tariff filing of Green Mountain Power Corporation (“GMP” or the “Company”) reflecting no 


change to GMP’s base rates.  This is the second annual filing1 for base rate adjustments made 


pursuant to GMP’s Multi-Year Regulation Plan (“MYRP”) that the Commission approved in 


case number 18-1633-PET.2  A substantial portion of GMP’s overall cost of service has been 


fixed for ratemaking purposes through formulaic line-item adjustments that were approved under 


the MYRP.  The adjustments associated with this tariff filing would result in a revenue surplus of 


$346,000, equating to a 0.06% decrease in base rates.   


In a separate petition (case number 20-1401-PET), GMP is seeking authorization to 


change how variances in the Company’s power supply and storm costs are collected or returned 


to customers  under the MYRP and to apply any final revenue surplus to offset any power supply 


or storm costs owed by customers..  The Commission is issuing a separate Order that grants 


GMP’s request and allows the $346,000 revenue surplus to be used to offset owed power supply 


and storm costs.  As a result, customers will experience no change in base rates.  


The Commission received two public comments from residential customers on GMP’s 


annual base rate filing.  One customer expressed concern that GMP was not passing the revenue 


 
1 The initial base rate filing was approved by the Commission last year.  See Tariff filing of Green Mountain 


Power Corp., Case No. 19-1932-TF, Order of 8/29/19. 
2 Petition of Green Mountain Power Corp., Case No. 18-1633-PET, Order of 5/24/2019. 
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surplus on to customers through reduced rates.3  The second customer applauded GMP for 


proactively supporting its customers through the economic impacts of the COVID-19 pandemic.  


On July 31, 2020, the Vermont Department of Public Service (“Department”) filed its 


recommendation on GMP’s tariff filing.  The Department states that it conducted an exhaustive 


review of GMP’s filing materials, including a detailed audit of all underlying calculations, 


supporting schedules, and documentation supporting capital investments.   The Department 


explains that it verified that GMP correctly calculated each formulaic adjustment required under 


the MYRP.  The Department also states that it scrutinized GMP’s base rate schedules to ensure 


that GMP’s proposed rate adjustments are consistent with the capital spending limits approved 


by the Commission under the MYRP.  The Department concludes that GMP’s filing does not 


include any calculation errors and that the filing does not include any discretionary spending that 


has not already been subjected to regulatory review.  The Department does not recommend any 


adjustments to GMP’s annual base rate filing.4 


In its recommendation, the Department explains that the calculation prescribed by the 


MYRP has resulted in a substantial reduction to GMP’s authorized rate of return on equity 


investments (“ROE”).  Under the MYRP, the authorized ROE is calculated based on fluctuations 


in the yield on 10-Year Treasury Notes, which has dropped precipitously as a result of 


disruptions to financial markets caused by the COVID-19 pandemic.  The Commission 


emphasizes that the reduction of GMP’s ROE from 9.06% to 8.20% is based exclusively on the 


results of the ROE formula set forth in the MYRP.       


Based on our review of the tariff filing and the Department’s recommendation, we 


approve GMP’s tariff filing for no change in base rates.  We note that the 0.06% revenue 


sufficiency will be used to offset the power supply and storm adjustments authorized by the 


Commission in case number 20-1401-PET. 


  


 
3 We note that the decision on whether to offset the decrease to the base rates is being considered under case 


number 20-1401-PET. 
4 The Department raised concerns because it does not agree that certain costs included in GMP’s preliminary 


project list should be classified under GMP’s proposed Climate Plan.  The Climate Plan is being reviewed by the 
Commission in case number 20-0276-PET.  The Department notes that the issue does not affect the FY 2021 base 
rate filing but may affect its review of the FY 2022 base rate filing should GMP classify the identified costs under 
the Climate Plan. 
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SO ORDERED. 


 


Dated at Montpelier, Vermont, this                                                                                  . 


 
 
         )    
     Anthony Z. Roisman  )    PUBLIC UTILITY 
         )  
         ) 
         )        COMMISSION 
     Margaret Cheney  ) 
         ) 
         )        OF VERMONT 
         ) 
     Sarah Hofmann  ) 


 
   


OFFICE OF THE CLERK 


Filed:  


Attest:         
  Clerk of the Commission 
 
 Notice to Readers:  This decision is subject to revision of technical errors.  Readers are requested to notify 
the Clerk of the Commission (by e-mail, telephone, or in writing) of any apparent errors, in order that any necessary 
corrections may be made.  (E-mail address:  puc.clerk@vermont.gov)  


Appeal of this decision to the Supreme Court of Vermont must be filed with the Clerk of the Commission 
within 30 days.  Appeal will not stay the effect of this Order, absent further order by this Commission or appropriate 
action by the Supreme Court of Vermont.  Motions for reconsideration or stay, if any, must be filed with the Clerk of 
the Commission within 28 days of the date of this decision and Order. 
 
 


27th day of August, 2020


August 27, 2020 



mailto:puc.clerk@vermont.gov
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I. INTRODUCTION 1 


Q. Please state your name, business address, and present position with PacifiCorp 2 


d/b/a Rocky Mountain Power (“Rocky Mountain Power” or the “Company”). 3 


A. My name is Gary W. Hoogeveen. My business address is 1407 West North Temple, 4 


Suite 310, Salt Lake City, Utah 84116. I am the President and Chief Executive Officer 5 


of Rocky Mountain Power. I am testifying for the Company. 6 


II. QUALIFICATIONS 7 


Q. Please summarize your education and business experience. 8 


A. I have a B.S. degree in Physics from the University of Northern Iowa and Masters and 9 


Ph.D. degrees in Space Physics from Rice University. For the last 20 years, I have 10 


worked for the Berkshire Hathaway Energy family of companies. I joined Rocky 11 


Mountain Power in November 2014. Prior to assuming my current position in 12 


November 2018, I was Senior Vice President and Chief Commercial Officer of Rocky 13 


Mountain Power. Prior to joining Rocky Mountain Power, from 2010 until 2014, I 14 


served as President of the Kern River Gas Transmission Company headquartered in 15 


Salt Lake City. 16 


III. PURPOSE OF TESTIMONY 17 


Q. What is the purpose of your direct testimony? 18 


A. My testimony provides an overview of Rocky Mountain Power, its Utah service area, 19 


and the strategies the Company is pursuing to provide its Utah customers with safe, 20 


reliable, and affordable electricity to power their homes, businesses, and communities. 21 


I also discuss why the Company is filing a rate case at this time. Finally, I introduce the 22 
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Company witnesses that provide direct testimony in support of Rocky Mountain 23 


Power’s rate request. 24 


IV. DESCRIPTION OF THE COMPANY AND UTAH SERVICE AREA 25 


Q. Please provide a brief description of the Company. 26 


A. The Company, an Oregon corporation, provides retail electric service as Rocky 27 


Mountain Power in the states of Wyoming, Utah, and Idaho, and as Pacific Power in 28 


the states of Washington, Oregon, and California. As an investor-owned, multi-29 


jurisdictional electric utility, the Company serves nearly two million customers in six 30 


western states: California, Idaho, Oregon, Utah, Washington, and Wyoming. In addition 31 


to its distribution system in the six states, the Company serves its customers with a vast, 32 


integrated system of generation and transmission that spans 10 states and connects 33 


customers and communities across the West. The Company owns or has interests in 34 


thermal, hydroelectric, wind-powered, solar, and geothermal generating facilities, with 35 


a net-owned capacity of 10,894 megawatts (“MW”). The Company buys and sells 36 


electricity in the wholesale market with other utilities, energy marketing companies, 37 


financial institutions, and other market participants to balance and optimize the 38 


economic benefits of electricity generation, retail customer loads, and existing 39 


wholesale transactions. 40 


  The Company provides wholesale transmission service under its open access 41 


transmission tariff approved by the Federal Energy Regulatory Commission and owns 42 


or has interests in approximately 16,500 miles of transmission lines. It operates two 43 


Balancing Authority Areas, PacifiCorp East (“PACE”) and PacifiCorp West 44 
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(“PACW”), that together comprise the largest privately owned and operated grid in the 45 


Western United States. 46 


Q. Please provide a brief description of Rocky Mountain Power’s operations in Utah. 47 


A. Rocky Mountain Power provides retail electric service in the following 26 counties: 48 


Beaver, Box Elder, Cache, Carbon, Davis, Duchesne, Emery, Garfield, Grand, Iron, 49 


Juab, Millard, Morgan, Piute, Rich, Salt Lake, San Juan, Sanpete, Sevier, Summit, 50 


Tooele, Uintah, Utah, Wasatch, Washington, and Weber. 51 


  The Company is a major employer, taxpayer, and energy producer and provider 52 


in the state of Utah. Rocky Mountain Power is the largest electricity provider in the 53 


state, providing service to 76 percent of customers with 80 percent of electricity sales 54 


in the state.1 The Company has the privilege and opportunity of providing safe, reliable, 55 


and reasonably priced electric service to over 948,000 customers in Utah. In doing so, 56 


it employs over 1,800 people in the state to operate and maintain five coal-fueled 57 


generation units comprising 2,067 MW of capacity,2 nine natural gas-fueled plants with 58 


2,098 MW of capacity,3 a 34 MW geothermal plant, and over 29,000 miles of 59 


transmission and distribution lines. The Company also has contracts with a number of 60 


independent power producers in the state of Utah that operate facilities representing 61 


approximately 1,476 MW of installed capacity.4 62 


The Company’s sales and revenues are distributed among residential customers, 63 


small businesses, and large businesses served under retail tariffs subject to the 64 


                                                           
1 U.S. Energy Information Administration - EIA - Independent Statistics and Analysis. (2019, October 1). 
Retrieved April 8, 2020, from https://www.eia.gov/electricity/data/eia861. 
2 PacifiCorp’s Integrated Resource Plan (IRP) for 2019, Docket No. 19-035-02, IRP at Table 5.2 (Oct 18, 
2019).  PacifiCorp power plants located in Utah include Hunter (three units) and Huntington (two units). 
3 Id. at Table 5.3. 
4 Id. at Tables 5.5 and 5.6. 
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jurisdiction of the Public Service Commission of Utah (“Commission”). Table 1 below 65 


provides the December 2019 number of retail customers and usage for each of the 66 


major customer classes that account for the majority of the Company’s customer base. 67 


Table 1: Number of Customers and Usage in Rocky Mountain Power’s Utah Service Area 68 


Class Number of Customers 
Usage 


(megawatt-hours) 
Residential 841,120 7,084,525 
Commercial 95,215 9,098,712 
Industrial 5,100 8,020,863 
Irrigation 3,426 207,317 
Lighting 3,849 62,166 
Total 948,710 24,473,584 


Q. How do the Company’s rates compare to other utilities? 69 


A. PacifiCorp’s integrated system allows it to be one of the lowest cost electric utilities in 70 


Utah and, more broadly, in the Intermountain West. Figure 1 shows Rocky Mountain 71 


Power’s average rate is among the lowest in Utah. Figure 2 shows that Rocky Mountain 72 


Power has the lowest average rate of all the large utilities in the Intermountain West. 73 
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Figure 1 74 


 


Figure 2 75 


 


  On a national scale, the comparison of the Company’s current average rate is 76 


even more dramatic and compelling. Attached to my testimony as Exhibit 77 


RMP___(GWH-1) is a chart that compares Rocky Mountain Power’s rates in Utah to 78 
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national averages. This shows that Rocky Mountain Power’s average rate of 8.09 cents 79 


per kilowatt-hour (“kWh”) was approximately 25 percent lower than the national 80 


average of 10.83 cents per kWh.5 The Company average rate after the increase in this 81 


filing will be 8.30 cents per kWh, and continue to be well below other utilities both 82 


locally and nationally, due in part to the Company’s cost saving initiatives and rate 83 


increase mitigation proposals reflected in this filing. In fact, as I show later in my 84 


testimony, the proposed rates will remain less than rates in 2016, pre-tax reform, and 85 


significantly less than the rate of inflation.  86 


Q. Are there other advantages of the Company’s large regional footprint? 87 


A. Yes. The Company’s integrated system allows it to deliver low-cost generation from a 88 


diverse portfolio of resources, including from some of the best renewable generation 89 


sites in the country to the Company’s customers, reducing power costs and emissions 90 


for customers, and supporting local economies and communities throughout the West. 91 


As the Company looks toward the future, there are even more opportunities for 92 


customers to benefit from the connected west that the Company’s integrated system 93 


creates. These opportunities may come from participation in a regional resource 94 


adequacy program and expansion of markets that allow participants to more efficiently 95 


operate their systems or from the future expansion of the Company's vast transmission 96 


network. The Company is, and will remain, actively engaged in finding additional ways 97 


to leverage our vast, integrated system for the benefit of our customers. It is also 98 


committed to fulfilling the policy goals of the states in which it serves and in a manner 99 


that provides the most cost-effective solutions for customers. 100 


                                                           
5 Edison Electric Institute - EEI - Winter 2019 Typical Bills and Average Rates Report. Published May 2019. 
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V. COMMITMENT TO CUSTOMERS 101 


Q. What is Rocky Mountain Power’s core principle in providing service to 102 


customers? 103 


A. The Company’s core principle is to provide energy solutions in the form of safe, 104 


reliable, and affordable energy to customers in Utah and throughout the West. The 105 


Company has upheld this ideal for close to 110 years and remains steadfast in this 106 


commitment even as the electricity sector transforms through changing economics and 107 


public policies, emerging and maturing technologies, and the rise of a regional energy 108 


market. The Company is meeting the new demands of this transformation without 109 


losing focus on its commitment to deliver safe, reliable, and affordable energy. 110 


  The provision of safe, reliable, and affordable service is important given two 111 


recent events—the COVID-19 pandemic and the earthquake that struck Salt Lake City 112 


on March 18, 2020 (“March 18 earthquake”). The Company recognizes the impact that 113 


these disasters has on its customers and is ready to face the challenges they present with 114 


its Utah customers and communities. The Company has a long history of preparing for 115 


multiple emergencies that could impact our ability to generate or deliver electricity to 116 


our customers and the communities we serve. The Company’s provision of safe and 117 


reliable electric service during the pandemic and restoring service following the 118 


March 18 earthquake are a testament to its preparedness and commitment to the 119 


obligation to serve its customers. Additionally, with the growing threats of wildfires in 120 


the west, the Company has escalated its planning and mitigation efforts, which I discuss 121 


later in my testimony. 122 
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Q. What measures has the Company taken with respect to COVID-19? 123 


A. Not only is COVID-19 threatening the health and safety of the Company’s customers, 124 


but it is also impacting the economy of the Company’s communities as individuals are 125 


asked or ordered to stay at home to help prevent the spread of the virus. The economic 126 


impact is that many businesses are closed resulting in a number of our customers being 127 


temporarily without jobs. In these uncertain times, Rocky Mountain Power is 128 


supporting its customers and communities in a number of ways. 129 


First, the Company is working to keep the lights on. The Company’s provision 130 


of safe and reliable electric service is important now more than ever to support families 131 


that stay at home during the pandemic and important community services, such as 132 


hospitals. While many of its personnel can work remotely, the Company’s essential 133 


employees, such as linemen, generation plant employees, and grid operators continue 134 


to report to work on site with social distancing guidelines and enhanced sanitation 135 


measures to ensure the provision of safe and reliable electric service. Second, the 136 


Company has suspended residential disconnections for non-payments and is helping 137 


accommodate all customers with payment plans. Details of the Company’s response to 138 


the pandemic can be found on its website, which provides important information 139 


regarding disconnections, energy assistance for individuals and businesses, and energy 140 


saving tips.6 141 


 Finally, the Company’s commitment to its customers goes beyond the 142 


provision of safe and reliable electric service as it is a proud member of the Utah 143 


communities that it serves. To that end, through the Rocky Mountain Power 144 


                                                           
6 https://www.rockymountainpower.net/about/newsroom/service-safety-covid-19.html. 







 


Page 9 - Direct Testimony of Gary W. Hoogeveen 


Foundation,7 the Company has contributed over $200,000 to local food banks and other 145 


critical organizations in Utah specifically for COVID-19 community support. 146 


Q. Please explain the Company’s response to the March 18 earthquake. 147 


A. On March 18, 2020 at 7:09 a.m., a 5.7 magnitude earthquake struck near Salt Lake 148 


City.8 At its peak, more than 75,000 customers were affected and the Company lost 149 


250 MW of load. Even though its facilities were evacuated so that they could be 150 


inspected for structural damage, the Company’s response to the earthquake was not 151 


delayed, with not only a focus on restoration of service but also maintaining the safety 152 


of its customers and employees. 153 


When the earthquake struck, in addition to having employees evacuate its 154 


facilities, the Company put in place its incident command structure. Initial actions that 155 


proved to be invaluable to business continuity included a seamless transfer of the 156 


Control Center Operations located in the Company’s North Temple office and calls 157 


from Wasatch Collection Contact Center in West Valley to Pacific Power’s alternate 158 


backup sites in Portland. The transfer of the call center to Portland allowed the 159 


Company to respond to the high call volume from customers despite evacuating our 160 


Utah call center. The majority of the damage to Rocky Mountain Power equipment and 161 


facilities was isolated to 10 substations in the Salt Lake Valley. Restoration response 162 


and repair began immediately and all but a handful of single-customer outages were 163 


restored by 10:30 p.m. on March 18, 2020. The system self-protected itself as designed, 164 


resulting in relatively minimal damage to the electrical network. 165 


                                                           
7 The Rocky Mountain Power Foundation is funded by shareholder funds. 
8 See https://earthquakes.utah.gov/magna-quake/. 
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The Company’s facilities that experienced the brunt of the earthquake were all 166 


inspected by civil structure engineers and deemed safe for work. Employees and 167 


contractors worked to remove debris to allow essential employees return to work 168 


assignments on March 19, 2020. A safety app on employee mobile phones effectively 169 


allowed employees to mark themselves safe and receive updates. 170 


 The quick restoration time in response to a strong earthquake during the 171 


COVID-19 pandemic is a credit to the extensive planning and preparation by Rocky 172 


Mountain Power teams and the coordinated emergency response work between 173 


agencies across the state. 174 


VI. COMMITMENT TO OUR COMMUNITIES 175 


Q. What are some of the ways the Company engages with its communities and 176 


customers within its Utah service area? 177 


A. The Company has a deep connection to its communities through employee 178 


engagement, sponsorship of community events, and donations to organizations 179 


providing services to Utah communities. 180 


Company employees serve communities by providing leadership to and 181 


volunteering for community organizations such as packing food pallets at the Utah 182 


Food Bank, building homes for Habitat for Humanity, and delivering meals to seniors 183 


through Meals on Wheels. 184 


For more than 20 years, the Salt Lake City office has been delivering hot meals 185 


to those neighbors in need through the Meals on Wheels program. The Salt Lake 186 


County Division of Aging and Services brings the hot meals to the Company's North 187 
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Temple Office, and volunteers use their own vehicles to make deliveries. There are 188 


approximately 20 employees that currently participate in this program. 189 


 In 2019, the Company contributed $873,553 to various organizations, programs 190 


and communities throughout Utah.9 These organizations help provide Utahns with 191 


entertainment, community engagement, and personal support in times of need. Some 192 


of the organizations the Company supported are the Utah Sports Commission, Park 193 


City Songwriters Festival, Utah Summer Games, and the Hale Center Theatre. The 194 


Company also donated to customers in need through our Energy Assistance Program, 195 


local food banks, and to educational organizations. 196 


 In addition to the donations listed above, the Company supports the 197 


community through donations from the Rocky Mountain Power Foundation. In 2019, 198 


the Foundation provided $1.4 million in grants to organizations, of which $831,000 199 


were in Utah. For example, in partnership with the Local 57 charter of the 200 


International Brotherhood of Electrical Workers, the Foundation provided a $100,000 201 


grant to fund Child ID kits for all kindergarteners in the state of Utah through the 202 


Safety Blitz Foundation. The Foundation also provided grants to dozens of other 203 


organizations, including the Utah Shakespeare Festival, Junior Achievement of Salt 204 


Lake County and the Salvation Army. 205 


For the ever-increasing engagement with customers who interact with us on our 206 


digital platform, the Company overhauled its website to make customer transactions 207 


faster, easier, and more secure. To increase customer awareness during service 208 


interruptions, the Company improved its outage map and outage status 209 


                                                           
9 Rocky Mountain Power does not recover charitable contributions in rates.   
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communications through multiple channels. With the upcoming deployment of the 210 


Utah Advanced Metering Infrastructure (“AMI”) project, the Company will also be 211 


rolling out new on-line tools to customers that will provide them greater visibility into 212 


their hourly consumption, which will enable them to make informed decisions about 213 


their energy use. 214 


VII. PROVISION OF SAFE, RELIABLE AND AFFORDABLE ELECTRIC SERVICE 215 


Q. Please describe how the Company has been able to maintain safe and reliable 216 


service at affordable rates. 217 


A. The Company has been able to maintain safe and reliable service at affordable rates 218 


through a number of efforts, including (1) cost control measures; (2) investing in cost-219 


effective energy solutions to facilitate improvements to the Company’s system, 220 


including engagement on developing new market opportunities and through 221 


investments made in its system; and (3) taking measures to mitigate the threat to its 222 


facilities from wildfires. 223 


  For example, the Company partnered with the California Independent System 224 


Operator to create the Energy Imbalance Market (“EIM”) and has supported the 225 


successful expansion of the EIM across the West, saving PacifiCorp customers in 226 


excess of $235 million dollars since its inception. Also, the Company has taken 227 


advantage of the declining cost of renewable energy resources and the availability of 228 


federal production tax credits (“PTCs”) to repower the existing fleet of wind resources 229 


and invest in new renewable resources and transmission in the West, including the 230 


Energy Vision 2020 projects nearing completion. 231 
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  Further, as presented in this rate case filing, the Company is preparing a new 232 


wildfire mitigation plan for Utah with measures that meet new industry best practices 233 


to protect its customers, employees, and facilities. 234 


Q. Please describe the Company’s cost control efforts. 235 


 A. The Company proactively and aggressively controls the costs that it can. These efforts 236 


are demonstrated by the Company successfully minimizing the frequency of general 237 


rate cases. The Company filed its last general rate case in Utah, the 2014 Rate Case, 238 


six years ago.10 The Company is attempting to align, as closely as possible, its capital 239 


expenditure levels with its levels of depreciation expense to manage the growth of rate 240 


base levels and the resulting rate impacts it would otherwise have. The Company is 241 


also managing its controllable costs in a prudent manner, which is evident in that they 242 


are not a material driver in this case. In fact, this case reflects only a minimal increase 243 


in operation and maintenance expense since the Company’s 2014 Rate Case. This is 244 


well below the rate of inflation over this 5-year period between rate cases. Please see 245 


Ms. Joelle R. Steward’s direct testimony for a discussion of the major drivers of this 246 


rate case proceeding and the Company’s proposals to minimize the proposed increase. 247 


Q. Have the Company’s cost control measures impacted reliability? 248 


A. No. Even though its last full rate case was in 2014, the Company has continued to make 249 


investments in its system, including transmission and distribution. The impact of the 250 


Company’s investments can be seen in its reliability indices, the system average 251 


interruption duration index (“SAIDI”), the system average interruption frequency index 252 


                                                           
10 In the Matter of the Application of Rocky Mountain Power for Authority to Increase its Retail Electric Utility 
Service Rates in Utah and for Approval of its Proposed Electric Service Schedules and Electric Service 
Regulations, Docket No. 13-035-184 Report and Order Approving the Settlement Stipulation dated June 25, 
2014. (Aug. 29, 2014). 
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(“SAIFI”), and the customer average interruption duration index (“CAIDI”). Each 253 


index, SAIDI, SAIFI, and CAIDI, have been trending downward, or favorable, since 254 


2013 as demonstrated by Figures 3, 4 and 5 below. The Company’s reliability numbers 255 


have improved while distribution operation and maintenance expenses have only 256 


minimally increased. 257 


Figure 3 258 
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Figure 4 259 


 


Figure 5 260 
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Q. Please explain the EIM. 261 


A. The EIM is a real-time bulk power trading market, which uses advanced market 262 


systems to automatically find and deliver the lowest-cost energy to serve customer 263 


demand on a real-time basis across a wide geographic area. Utilities voluntarily 264 


participating in the EIM maintain control over their assets and remain responsible for 265 


balancing requirements while sharing in the benefits the market produces. Additional 266 


benefits of the EIM include improved situational awareness for increased reliability 267 


and more effective integration of renewables and utilization of the transmission system. 268 


  Since the market launched in November 2014, the EIM has produced benefits 269 


of $861.8 million, as of January 30, 2019.11 PacifiCorp customers’ share of the EIM 270 


benefits are an estimated $235.3 million.12 In addition to monetary benefits, 271 


participation in the EIM has enabled the Company to operate its thermal generation 272 


fleet to more closely follow variable-energy resources, such as wind and solar. The EIM 273 


has also resulted in a reduction in regulated air emissions or pollution. Since its 274 


inception, nine utilities have joined the EIM, and 11 more have committed to join by 275 


2022. Together, this represents over 70 percent of the West’s total electricity demand. 276 


PacifiCorp customers and the customers of other market participants will continue to 277 


benefit from market participation. 278 


Q. Please describe Energy Vision 2020. 279 


A. PacifiCorp’s Energy Vision 2020 projects increase the Company’s zero-fuel cost 280 


generation portfolio with new and repowered wind generation resources and new 281 


                                                           
11 Western Energy Imbalance Market - Quarterly Benefits. Retrieved April 23, 2020 from 
https://www.westerneim.com/Pages/About/QuarterlyBenefits.aspx. 
12 Id. 
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transmission, while leveraging federal PTCs to provide savings to customers over the 282 


life of the projects. These projects support an energy future that decreases the amount 283 


of emissions, while providing benefits to customers over the lives of the resources. 284 


Energy Vision 2020 consists of two major components: (1) wind repowering; 285 


and (2) construction of new wind and transmission. These new projects deliver more 286 


generation to the Company’s system along with long-term savings for customers. 287 


Please see the direct testimonies of Mr. Timothy J. Hemstreet and Mr. Richard A. Vail, 288 


who provide construction updates of the new wind generation and wind repowering 289 


projects and transmission projects, respectively, associated with Energy Vision 2020. 290 


Q. Please provide an overview of the wildfire threat the Company faces and the 291 


mitigation plan proposed in this proceeding to combat the threat. 292 


A. While wildfire risk is inherent in operating an electric utility, particularly in the West, 293 


the increasing frequency, severity, and costs of wildfires has heightened the focus on 294 


wildfire risk mitigation plans by electric utilities. The Company has taken this increased 295 


risk seriously and, through detailed modeling, developed a risk-based approach that 296 


allows the Company to target investments and enhanced maintenance efforts where 297 


they will have the most impact to protect customers, employees, and facilities from 298 


catastrophic wildfires. The Company’s plan includes projects related to system 299 


hardening, advanced protection and control, condition corrections, and access roads 300 


and rights-of-way increases. The Company's efforts to mitigate the risk of wildfires is 301 


in the testimony of Mr. Curtis B. Mansfield. Mr. Mansfield also discusses the 302 







 


Page 18 - Direct Testimony of Gary W. Hoogeveen 


Company's efforts regarding the wildland fire mitigation plan required under House 303 


Bill (“HB 66”), to be filed June 1, 2020.13 304 


Q. In addition to the Company's priority to deliver safe, reliable and affordable 305 


energy, has the Company responded to the growing interest of customers to be 306 


able to make choices about the type of service they receive? 307 


A. Yes. The Company has enabled the ability of its customers and communities to choose 308 


additional renewable energy resources beyond those included in the Company's diverse 309 


portfolio of cost-effective resources. The Company offers a number of program options 310 


for customers to take service from renewable energy. 311 


Q. Please explain the options available to customers and communities to choose 312 


renewable energy resources to meet their electric power needs. 313 


A. First, through the Subscriber Solar Program, customers can receive part or all of their 314 


electric energy from solar power, without the installation of solar panels at their homes. 315 


This popular program has been fully subscribed since 2017. As a result, in this 316 


proceeding, the Company is proposing a number of changes to the program in order to 317 


expand the program to new customers. Mr. William J. Comeau provides the details on 318 


the proposed changes in his direct testimony. 319 


  Next, with the support of the state legislature, the Company has been able to 320 


provide a number of customer choice options with respect to renewable energy. In 321 


2012, the legislature unanimously passed Senate Bill (“SB”) 12.14 SB 12 enables a 322 


customer of an electric utility to receive electricity directly from a renewable energy 323 


                                                           
13 HB 66 3rd Sub, signed by Governor Herbert Mar. 28, 2020. See 
https://le.utah.gov/~2020/bills/static/HB0066.html. 
14 See https://le.utah.gov/~2018/bills/static/SB0012.html, codified as Utah Code Title 54, Chapter 17, Part 8, §§ 
54-17-801 through 805. 



https://le.utah.gov/%7E2018/bills/static/SB0012.html





 


Page 19 - Direct Testimony of Gary W. Hoogeveen 


facility under certain conditions. Pursuant to SB 12, the Company’s Electric Service 324 


Schedule No. 32 (“Schedule 32”), which was approved by the Commission in Docket 325 


No. 14-035-T02,15 allows the Company to enter into a contract with a specific 326 


renewable energy facility on behalf of a customer. The renewable energy facility must 327 


be over two megawatts and can be located within Utah or outside Utah, if it is a 328 


baseload resource. Schedule 32 establishes pricing for the delivery of electricity from 329 


the renewable energy facility. The Company currently has one contract approved under 330 


Schedule 32. 331 


In 2016, the legislature passed SB 115,16 which codified section 54-17-806 of 332 


the Public Utilities Code.17 SB 115 enables another option for electric utilities to 333 


provide qualifying customers the ability to contract with the utility to have renewable 334 


energy purchased on their behalf. Pursuant to SB 115, the Company filed Electric 335 


Service Schedule No. 34 (“Schedule 34”), which the Commission approved in Docket 336 


No. 16-035-T09.18 Schedule 34 establishes the terms and conditions for Commission 337 


approval of a contract with a customer. The Company currently has contracts with 338 


seven customers approved under Schedule 34. 339 


Most recently, in 2019, the legislature passed HB 411,19 the Community 340 


Renewable Energy Act, which allows Utah communities that are served by Rocky 341 


                                                           
15 In the Matter of Rocky Mountain Power’s Proposed Electric Service Schedule No. 32, Service from 
Renewable Energy Facilities, Docket No. 14-035-T02, Report and Order (Mar. 20, 2015); Rocky Mountain’s 
Power’s Proposed Tariff Revisions to Electric Service Schedule No. 32, Service from Renewable Energy 
Facilities, Docket No. 17-035-T11, Tariff Approval Letter (Sept. 19, 2017). 
16 See https://le.utah.gov/~2016/bills/static/SB0115.html. 
17 Utah Code Title 54, Chapter 17, Part 8, §54-17-806. 
18 In the Matter of Rocky Mountain Power’s Proposed Electric Service Schedule No. 34, Renewable Energy 
Tariff, Docket No. 16-035-T09, Order Memorializing Bench Ruling Approving Settlement Stipulation (Aug. 18, 
2016); Tariff Approval Letter for Advice Letter No. 18-05 (Oct. 9, 2018) for revisions to Schedule 34 to 
incorporate changes recommended by the Division of Public Utilities in its August 1, 2018 filing. 
19 See https://le.utah.gov/~2019/bills/static/HB0411.html. 
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Mountain Power to develop a Community Renewable Energy Program to achieve a 342 


net-100 percent renewable20 energy portfolio by 2030. Under HB 411, communities 343 


interested in participating were required to adopt a resolution committing to a net-100 344 


percent renewable goal by 2030 by December 31, 2019. Twenty-three communities 345 


adopted a resolution and can collaborate to negotiate an agreement with the Company 346 


for the terms and conditions of the renewable program to be available for the 347 


communities’ citizens. Development of this program is on-going. 348 


With these options, the Company can provide electric service with incremental 349 


renewable resources for those customers and communities that choose to be served by 350 


renewable energy resources. All of these program offerings are designed to address 351 


customer desire for more renewable energy while minimizing any potential cost 352 


impacts on other non-participating customers. 353 


To that end and in addition to these renewable programs, over the last few years 354 


the Company has been actively engaged on the development of a sustainable program 355 


that enables customer on-site generation (e.g., rooftop solar) in a manner that fairly 356 


compensates customers without shifting costs to other customers. In 2017, the 357 


Company was part of a landmark settlement that closed net metering and established a 358 


transition program for new customer generation, to be concluded in three years.21 359 


2020 is the final year of that transition program. In February, the Company filed for 360 


approval of a new program for customers newly considering onsite generation.22 The 361 


                                                           
20 “Net-100 percent renewable” means that the total electricity needs (MWh) of the community are met by an 
equal amount of renewable energy generation (MWh). 
21 Investigation of the Costs and Benefits of PacifiCorp's Net Metering Program, Docket No. 14-035-114, Order 
Approving Settlement Stipulation (Sept. 29, 2017). 
22 See In the matter of the Application of Rocky Mountain Power to Establish Export Credits for Customer 
Generated Electricity, Docket No. 17-035-61. 
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Company is hopeful that this new proposed program will enable a more sustainable 362 


program structure that provides more certainty, transparency, and fairness for all 363 


stakeholders. 364 


VIII. THE COMPANY'S CURRENT RATE FILING 365 


Q. Why is the Company filing a rate case at this time? 366 


A. Since the Company's last rate case in 2014, the Company has either completed or begun 367 


a number of major capital projects, such as Energy Vision 2020. The rates set in this 368 


proceeding will allow us to recover the prudently-incurred investments that we have 369 


made since the last rate case and enable us to move forward to continue meeting the 370 


Company’s core principle of providing energy solutions in the form of safe, reliable, 371 


and affordable energy to customers. 372 


  This rate case filing also brings a number of benefits to the Company’s 373 


customers. First, the rates set in this proceeding will reflect the full benefits to 374 


customers of the 2017 Tax Cut and Jobs Act. Ms. Steward discusses how the Company 375 


has proposed to pass back these benefits to customers. Second, the rates set in this 376 


proceeding will reflect updated depreciation rates already agreed to by a diverse group 377 


of stakeholders. Finally, the Company is proposing a number of rate design proposals 378 


to modernize rates and provide customers the opportunity to participate in new pilot 379 


programs that may save them money while providing benefits to the system. Mr. Robert 380 


M. Meredith testifies regarding the Company’s rate design and customer class cost 381 


allocation proposals. 382 


 As I mentioned early in my testimony, the Company's rates have actually 383 


decreased since 2016 and will remain below the 2016 average rates after this case, as 384 
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shown on Figure 6 below. Furthermore, after adjusting for inflation, which has trended 385 


up over this same time period, the proposed rates demonstrate a significant reduction 386 


in real costs. 387 


Figure 6 388 


 


IV. INTRODUCTION OF WITNESSES 389 


Q. Please identify the witnesses supporting the Company’s application and the 390 


subject of their testimony. 391 


A. In addition to myself, the Company witnesses filing direct testimony in support of the 392 


application and the subjects of their testimony are as follows: 393 


Joelle R. Steward, Vice President, Regulation, Rocky Mountain Power, will describe 394 


PacifiCorp’s request in this proceeding in more detail. 395 


Nikki L. Kobliha, Vice President, Chief Financial Officer and Treasurer, will provide 396 


the Company’s overall cost of capital recommendation, including a capital structure to 397 


maximize value and minimize risk. Ms. Kobliha also describes implementation of the 398 


effects of the Tax Cuts and Jobs Act consistent with recent Commission decisions. 399 


Finally, she supports the Company’s projected pension costs. 400 
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Ann E. Bulkley, economist and principal at Concentric Energy Advisors, provides a 401 


comparison of the Company’s business and financial risk compared to peer utilities, 402 


recommends a cost of equity, and provides supporting analyses. 403 


Rick T. Link, Vice President of Resource Planning and Acquisition, provides the 404 


economic analyses of repowering Foote Creek I and Leaning Juniper wind facilities, 405 


the Pryor Mountain Wind Project, the retirement of Cholla Unit 4, and the conversion 406 


of Naughton Unit 3 to natural gas. Finally, he presents the Company’s load forecast. 407 


Timothy J. Hemstreet, Managing Director of Renewable Energy Development, 408 


provides an update on the implementation and costs of the new wind and repowering 409 


projects included in Energy Vision 2020, and an overview of the Foote Creek I and 410 


Leaning Juniper repowering projects. 411 


Richard A. Vail, Vice President of Transmission Services, discusses important 412 


transmission system upgrades that will be completed to serve customers and provides 413 


and update on the implementation and costs of the transmission projects included in 414 


Energy Vision 2020. 415 


Robert Van Engelenhoven, Director of Resource Development, provides the details 416 


on the development of the Pryor Mountain Wind Project, and an update on the 417 


conversion of Naughton Unit 3 to natural gas. 418 


James C. Owen, Director – Environmental, supports the installation of selective 419 


catalytic reduction retrofit projects at two of the Company's joint owned coal plants— 420 


Craig Unit 2 and Hayden Unit 2. 421 
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Curtis B. Mansfield, Vice President of Transmission and Distribution Operations, 422 


discusses wildfire risk and the Company’s wildfire mitigation efforts in Utah. He also 423 


supports the Company's AMI project in Utah. 424 


David G. Webb, Manager of Net Power Costs, presents the Company’s proposed net 425 


power costs for the test period. 426 


Melissa S. Nottingham, Manager of Customer Advocacy, proposes updates to certain 427 


customer service fees to reflect prices that are reasonable, fair, and cost-based. 428 


Steven R. McDougal, Director of Revenue Requirements, summarizes the overall test 429 


year revenue requirement, pro forma adjustments, and the rate base calculation 430 


methodology. 431 


William J. Comeau, Vice President of Customer Experience and Innovation, supports 432 


an expansion of the Subscriber Solar program. 433 


Robert M. Meredith, Director of Pricing and Cost of Service, provides the Company’s 434 


allocation and rate design, and discusses how the proposed tariff changes recover the 435 


proposed 2021 revenue requirement to achieve fair, just, and reasonable prices for 436 


customers. 437 


Q. Does this conclude your direct testimony? 438 


A. Yes. 439 
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No executive would dispute that analysts’ forecasts 


serve as an important benchmark of the current  


and future health of companies. To better under-


stand their accuracy, we undertook research  


nearly a decade ago that produced sobering results. 


Analysts, we found, were typically overoptimistic, 


slow to revise their forecasts to reflect new 


economic conditions, and prone to making increas- 


ingly inaccurate forecasts when economic  


growth declined.1


Alas, a recently completed update of our work  


only reinforces this view—despite a series of rules 


and regulations, dating to the last decade,  


that were intended to improve the quality of the 


Marc H. Goedhart, 


Rishi Raj, and 


Abhishek Saxena
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analysts’ long-term earnings forecasts, restore 


investor confidence in them, and prevent conflicts 


of interest.2 For executives, many of whom go 


to great lengths to satisfy Wall Street’s expectations  


in their financial reporting and long-term  


strategic moves, this is a cautionary tale worth 


remembering.


Exceptions to the long pattern of excessively 


optimistic forecasts are rare, as a progression of 


consensus earnings estimates for the S&P 500 


shows (Exhibit 1). Only in years such as 2003 to 


2006, when strong economic growth generated 


actual earnings that caught up with earlier 


predictions, do forecasts actually hit the mark. 


After almost a decade of stricter regulation, analysts’ earnings forecasts continue  


to be excessively optimistic.
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Earnings growth for S&P 500 companies, 
5-year rolling average, %
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Exhibit 2 of 3
Glance: Actual growth surpassed forecasts only twice in 25 years—both times during 
the recovery following a recession. 
Exhibit title: Overoptimistic


1 Analysts’ 5-year forecasts for long-term consensus earnings-per-share (EPS) growth rate. Our conclusions are same for growth 
based on year-over-year earnings estimates for 3 years.


2Actual compound annual growth rate (CAGR) of EPS; 2009 data are not yet available, figures represent consensus estimate 
as of Nov 2009.


 Source: Thomson Reuters I/B/E/S Global Aggregates; McKinsey analysis


Forecast1 Actual2


Exhibit 1 


Off the mark


With few exceptions,  
aggregate earnings  
forecasts exceed realized 
earnings per share.


Exhibit 2 


Overoptimistic


Actual growth surpassed 
forecasts only twice  
in 25 years—both times  
during the recovery  
following a recession. 


Earnings per share (EPS) for 
S&P 500 companies, $
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1 Monthly forecasts.


 Source: Thomson Reuters I/B/E/S Global Aggregates; McKinsey analysis
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Exhibit 3 


Less giddy


Capital market expectations  
are more reasonable.


Actual P/E ratio vs P/E ratio implied by 
analysts’ forecasts, S&P 500 composite index
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Exhibit 3 of 3
Glance: Capital market expectations are more reasonable.
Exhibit title: Less giddy


1 P/E ratio based on 1-year-forward earnings-per-share (EPS) estimate and estimated value of S&P 500. Estimated value 
assumes: for first 5 years, EPS growth rate matches analysts‘ estimates then drops smoothly over next 10 years 
to long-term continuing-value growth rate; continuing value based on growth rate of 6%; return on equity is 13.5% 
(long-term historical median for S&P 500), and cost of equity is 9.5% in all periods.


2Observed P/E ratio based on S&P 500 value and 1-year-forward EPS estimate.
3Based on data as of Nov 2009.


 Source: Thomson Reuters I/B/E/S Global Aggregates; McKinsey analysis


Implied analysts’ expectations1 Actual2


This pattern confirms our earlier findings that 


analysts typically lag behind events in revising their  


forecasts to reflect new economic conditions.  


When economic growth accelerates, the size of the 


forecast error declines; when economic growth 


slows, it increases.3 So as economic growth cycles 


up and down, the actual earnings S&P 500 


companies report occasionally coincide with the 


analysts’ forecasts, as they did, for example, in 


1988, from 1994 to 1997, and from 2003 to 2006.


Moreover, analysts have been persistently overopti- 


mistic for the past 25 years, with estimates  


ranging from 10 to 12 percent a year,4 compared 


with actual earnings growth of 6 percent.5 


Over this time frame, actual earnings growth 


surpassed forecasts in only two instances,  


both during the earnings recovery following a 


recession (Exhibit 2). On average, analysts’ 


forecasts have been almost 100 percent too high.6


Capital markets, on the other hand, are notably 


less giddy in their predictions. Except during the 


market bubble of 1999–2001, actual price-to-


earnings ratios have been 25 percent lower than 


implied P/E ratios based on analyst forecasts  


(Exhibit 3). What’s more, an actual forward P/E 


ratio7 of the S&P 500 as of November 11, 2009—


14—is consistent with long-term earnings  


growth of 5 percent.8 This assessment is more 
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Rishi Raj (Rishi_Raj@McKinsey.com) and Abhishek Saxena (Abhishek_Saxena@McKinsey.com) are consultants 
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1   Marc H. Goedhart, Brendan Russell, and Zane D. Williams, 
“Prophets and profits,” mckinseyquarterly.com, October 2001.


2   US Securities and Exchange Commission (SEC) Regulation Fair 
Disclosure (FD), passed in 2000, prohibits the selective  
disclosure of material information to some people but not others. 
The Sarbanes–Oxley Act of 2002 includes provisions specifically 
intended to help restore investor confidence in the reporting  
of securities’ analysts, including a code of conduct for them and a 
requirement to disclose knowable conflicts of interest. The  
Global Settlement of 2003 between regulators and ten of the 
largest US investment firms aimed to prevent conflicts of interest 
between their analyst and investment businesses.


3  The correlation between the absolute size of the error in forecast 
earnings growth (S&P 500) and GDP growth is –0.55.


4  Our analysis of the distribution of five-year earnings growth (as 
of March 2005) suggests that analysts forecast growth of  
more than 10 percent for 70 percent of S&P 500 companies.


5  Except 1998–2001, when the growth outlook became excessively 
optimistic.


6  We also analyzed trends for three-year earnings-growth 
estimates based on year-on-year earnings estimates provided by 
the analysts, where the sample size of analysts’ coverage is  
bigger. Our conclusions on the trend and the gap vis-à-vis actual 
earnings growth does not change.


7  Market-weighted and forward-looking earnings-per-share 
(EPS) estimate for 2010.


8  Assuming a return on equity (ROE) of 13.5 percent (the long-
term historical average) and a cost of equity of 9.5 percent—the 
long-term real cost of equity (7 percent) and inflation  
(2.5 percent).


9  Real GDP has averaged 3 to 4 percent over past seven or eight 
decades, which would indeed be consistent with nominal growth 
of 5 to 7 percent given current inflation of 2 to 3 percent.


10 Timothy Koller and Zane D. Williams, “What happened to the 
bull market?” mckinseyquarterly.com, November 2001.


reasonable, considering that long-term earnings 


growth for the market as a whole is unlikely  


to differ significantly from growth in GDP,9 as 


prior McKinsey research has shown.10 Executives, 


as the evidence indicates, ought to base their 


strategic decisions on what they see happening in 


their industries rather than respond to the 


pressures of forecasts, since even the market 


doesn’t expect them to do so.
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In response to the economic crisis that began in  


2007,  several serious thinkers have argued  


that our ideas about market economies must change 


fundamentally if we are to avoid similar crises in 


the future. Questioning previously accepted financial  


theory, they promote a new model, with more 


explicit regulation governing what companies and 


investors do, as well as new economic theories.


My view, however, is that neither regulation nor 


new theories will prevent future bubbles or crises. 


This is because past ones have occurred largely 


when companies, investors, and governments have 


forgotten how investments create value, how to 


measure value properly, or both. The result has been  


a misunderstanding about which investments  


Timothy M. Koller


Why value value?


are creating real value—a misunderstanding  


that persists until value-destroying investments 


have triggered a crisis.


Accordingly, I believe that relearning how to create 


and measure value in the tried-and-true fashion  


is an essential step toward creating more secure 


economies and defending ourselves against  


future crises. The guiding principle of value creation  


is that companies create value by using capital  


they raise from investors to generate future cash 


flows at rates of return exceeding the cost  


of capital (the rate investors require as payment). 


The faster companies can increase their revenues 


and deploy more capital at attractive rates of 


return, the more value they create. The combination  


Companies, investors, and governments must relearn the guiding principles of value 


creation if they are to defend against future economic crises.
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of growth and return on invested capital (ROIC) 


relative to its cost is what drives value. Companies 


can sustain strong growth and high returns  


on invested capital only if they have a well-defined 


competitive advantage. This is how competitive 


advantage, the core concept of business strategy, 


links to the guiding principle of value creation.


The corollary of this guiding principle, known as 


the conservation of value, says anything that 


doesn’t increase cash flows doesn’t create value.1 


For example, when a company substitutes debt  


for equity or issues debt to repurchase shares, it 


changes the ownership of claims to its cash flows. 


However, it doesn’t change the total available cash 


flows,2 so in this case value is conserved, not 


created. Similarly, changing accounting techniques  


will change the appearance of cash flows  


without actually affecting cash flows, so it will 


have no effect on the value of a company. 


These principles have stood the test of time. 


Economist Alfred Marshall spoke about the return  


on capital relative to the cost of capital in  


1890.3 When managers, boards of directors, and 


investors have forgotten these simple truths,  


the consequences have been disastrous. The rise 


and fall of business conglomerates in the 1970s, 


hostile takeovers in the United States during the 


1980s, the collapse of Japan’s bubble economy  


in the 1990s, the Southeast Asian crisis in 1998, the  


dot-com bubble in the early 2000s, and the 


economic crisis starting in 2007 can all, to some 


extent, be traced to a misunderstanding or 


misapplication of these principles. Using them to 


create value requires an understanding of both 


the economics of value creation (for instance, how 


competitive advantage enables some companies  


to earn higher ROIC than others) and the process 


of measuring value (for example, how to calcu- 


late ROIC from a company’s accounting statements).  


With this knowledge, companies can make wiser 


strategic and operating decisions, such as what 


businesses to own and how to make trade-offs 


between growth and returns on invested capital—


and investors can more confidently calculate the 


risks and returns of their investments.


Market bubbles 


During the dot-com bubble, managers and investors  


lost sight of what drove ROIC; indeed, many  


forgot the importance of this ratio entirely. When 


Netscape Communications went public in 1995,  


the company saw its market capitalization soar to 


$6 billion on an annual revenue base of just  


$85 million, an astonishing valuation. This phenom- 


enon convinced the financial world that the 


Internet could change the way business was done 


and how value was created in every sector, set- 


ting off a race to create Internet-related companies 


and take them public. Between 1995 and 2000, 


more than 4,700 companies went public in the 


United States and Europe, many with billion-


dollar-plus market capitalizations.


Many of the companies born in this era, including 


Amazon.com, eBay, and Yahoo!, have created  


and are likely to continue creating substantial profits  


and value. But for every solid, innovative, new 


business idea, there were dozens of companies that 


turned out to have virtually no ability to generate 


revenue or value in either the short or the long term.  


The initial stock market success of these flimsy 


companies represented a triumph of hype over 


experience.


Many executives and investors either forgot or 


threw out fundamental rules of economics in the 


rarefied air of the Internet bubble. Consider the 


concept of increasing returns to scale—also known 


as “network effects” or “demand-side economies of 


scale”—an idea that enjoyed great popularity 
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during the 1990s in the wake of Carl Shapiro and 


Hal Varian’s book Information Rules: A Strategic 


Guide to the Network Economy.4


The basic idea is this: in certain situations, as 


companies get bigger, they can earn higher margins  


and returns on capital because their product 


becomes more valuable with each new customer.  


In most industries, competition forces returns  


back to reasonable levels. But in industries with 


increasing returns, competition is kept at bay  


by the low and decreasing unit costs incurred by 


the market leader (hence the “winner takes all”  


tag given to this kind of industry).


Take Microsoft’s Office software, a product  


that provides word processing, spreadsheets, and 


graphics. As the installed base of Office users 


expanded, it became ever more attractive for new 


customers to use Office as well, because they  


could share their documents, calculations, and 


images with so many others. Potential customers 


became increasingly unwilling to purchase and  


use competing products. Because of this advantage, 


in 2009 Microsoft made profit margins of more 


than 60 percent and earned operating profits of 


approximately $12 billion on Office software—


making it one of the most profitable products of  


all time. 


As Microsoft’s experience illustrates, the concept  


of increasing returns to scale is sound economics. 


What was unsound during the Internet era  


was its misapplication to almost every product and 


service related to the Internet. At that time,  


the concept was misinterpreted to mean that merely  


getting big faster than your competitors in a given 


market would result in enormous profits. To 


illustrate, some analysts applied the idea to mobile- 


phone service providers, even though mobile 


customers can and do easily switch providers, 


forcing the providers to compete largely on price. 


With no sustainable competitive advantage, 


mobile-phone service providers were unlikely ever 


to earn the 45 percent ROIC that was projected  


for them. Increasing-returns logic was also applied 


to Internet grocery-delivery services, despite  


these companies having to invest (unsustainably, 


eventually) in more drivers, trucks, warehouses, 


and inventory as their customer bases grew.


The history of innovation shows how difficult it is 


to earn monopoly-sized returns on capital for  


any length of time except in very special circum-


stances. That did not matter to commentators who 


ignored history in their indiscriminate recom-


mendations of Internet stocks. The dot-com bubble 


left a sorry trail of intellectual shortcuts taken  


to justify absurd prices for technology company 


shares. Those who questioned the new eco- 


nomics were branded as simply “not getting it”—


the new-economy equivalent of defenders of 


Ptolemaic astronomy.


When the laws of economics prevailed, as they 


always do, it was clear that many Internet 


businesses, including online pet food sales and 


grocery-delivery companies, did not have the 


unassailable competitive advantages required to 


earn even modest ROIC. The Internet has 


revolutionized the economy, as have other inno- 


vations, but it did not and could not render 


obsolete the rules of economics, competition, and 


value creation.


Financial crises


Behind the more recent financial and economic 


crises beginning in 2007 lies the fact that  


banks and investors forgot the principle of the 


conservation of value. Let’s see how. First, 


individuals and speculators bought homes—


illiquid assets, meaning they take a while to sell. 


They took out mortgages on which the interest  


was set at artificially low teaser rates for the first 
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few years but then rose substantially when the 


teaser rates expired and the required principal pay- 


ments kicked in. In these transactions, the lender 


and buyer knew the buyer couldn’t afford the mort- 


gage payments after the teaser period ended.  


But both assumed either that the buyer’s income 


would grow by enough that he or she could make  


the new payments or that the house’s value would 


increase enough to induce a new lender to refi- 


nance the mortgage at similar, low teaser rates.


Banks packaged these high-risk debts into long-


term securities and sold them to investors.  


The securities too were not very liquid, but the 


investors who bought them—typically hedge funds 


and other banks—used short-term debt to  


finance the purchase, thus creating a long-term 


risk for whoever lent them the money.


When the interest rate on the home buyers’ 


adjustable-rate debt increased, many could no 


longer afford the payments. Reflecting their 


distress, the real-estate market crashed, pushing 


the values of many homes below the values  


of the loans taken out to buy them. At that point, 


homeowners could neither make the required 


payments nor sell their houses. Seeing this, the 


banks that had issued short-term loans to  


investors in securities backed by mortgages became  


unwilling to roll over the loans, prompting  


the investors to sell all such securities at once. The 


value of the securities plummeted. Finally,  


many of the large banks themselves owned these 


securities, which they, of course, had also  


financed with short-term debt that they could  


no longer roll over.


This story reveals two fundamental flaws in the 


decisions made by participants in the securi- 


tized mortgage market. They assumed that secu- 


ritizing risky home loans made the loans more  


valuable because it reduced the risk of the assets.  


This violates the conservation-of-value rule.  


Securitization did not increase the aggregated cash  


flows of the home loans, so no value was created  


and the initial risks remained. Securitizing the  


assets simply enabled their risks to be passed  


on to other owners: some investors, somewhere,  


had to be holding them. Yet the complexity of  


the chain of securities made it impossible to know  


who was holding precisely which risks. After  


the housing market turned, financial-services 


companies feared that any of their counter 


parties could be holding massive risks and almost  


ceased to do business with one another. This  


was the start of the credit crunch that triggered a 


recession in the real economy.


The second flaw was to believe that using leverage 


to make an investment in itself creates value.  


It does not, because—referring once again to the 


conservation of value—it does not increase the 


cash flows from an investment. Many banks used 


large amounts of short-term debt to fund their 


illiquid long-term assets. This debt did not create 


long-term value for shareholders in those banks.  


On the contrary, it increased the risks of holding 


their equity.
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Excessive leverage 


As many economic historians have described, 


aggressive use of leverage is the theme that links 


most major financial crises. The pattern is  


always the same: companies, banks, or investors 


use short-term debt to buy long-lived, illiquid 


assets. Typically, some event triggers unwillingness 


among lenders to refinance the short-term debt 


when it falls due. Since the borrowers don’t have 


enough cash on hand to repay the short-term  


debt, they must sell some of their assets. But because  


the assets are illiquid, and other borrowers are 


trying to do the same, the price each borrower can 


realize is too low to repay the debt. In other  


words, the borrower’s assets and liabilities are 


mismatched.


In the past 30 years, the world has seen at least  


six financial crises that arose largely because com- 


panies and banks were financing illiquid assets 


with short-term debt. During the 1980s, in the 


United States, savings-and-loan institutions funded 


an aggressive expansion with short-term debt  


and deposits. When it became clear that these 


institutions’ investments (typically real estate) were  


worth less than their liabilities, lenders and 


depositors refused to lend more to them. In 1989, 


the US government was forced to bail out the 


industry.


In the mid-1990s, the fast-growing economies in 


East Asia, including Indonesia, South Korea,  


and Thailand, fueled their investments in illiquid 


industrial property, plants, and equipment with 


short-term debt, often denominated in US dollars. 


When global interest rates rose and it became  


clear that the East Asian companies had built too 


much capacity, those companies were unable  


to repay or refinance their debt. The ensuing crisis 


destabilized local economies and damaged  


foreign investors.


Other financial crises fueled by too much short-


term debt have included the Russian-government 


default and the collapse of the US hedge fund 


Long-Term Capital Management, both in 1998; the 


US commercial real-estate crisis of the early  


1990s; and the Japanese financial crisis that began 


in 1990 and, according to some, continues to  


this day.


Market bubbles and crashes are painfully 


disruptive, but we don’t need to rewrite the rules  


of competition and finance to understand and 


In the past 30 years, the world has seen at least  
six financial crises that arose largely because  
companies and banks were financing illiquid assets  
with short-term debt.
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avoid them. Certainly the Internet has changed the 


way we shop and communicate. But it has not 


created a “New Economy,” as the 1990s catchphrase  


went. On the contrary, it has made information, 


especially about prices, transparent in a way that 


intensifies old-style market competition in  


many real markets. Similarly, the financial crisis 


triggered in 2007 will wring out some of the 


economy’s recent excesses, such as people buying 


houses they can’t afford and uncontrolled  


credit-card borrowing by consumers. But the key 


to avoiding the next crisis is to reassert the 


fundamental economic rules, not to revise them.  


If investors and lenders value their investments  


and loans according to the guiding principle of 


value creation and its corollary, prices for both 


kinds of assets will reflect the real risks underlying 


the transactions.


Equity markets 


Contrary to popular opinion, stock markets 


generally continue to reflect a company’s intrinsic 


value during financial crises. For instance,  


after the 2007 crisis had started in the credit  


markets, equity markets too came under  


criticism. In October 2008, a New York Times 


editorial thundered, “What’s been going on  


in the stock market hardly fits canonical notions  


of rationality. In the last month or so, shares in  


Bank of America plunged to $26, bounced to $37, 


slid to $30, rebounded to $38, plummeted to  


$20, sprung above $26 and skidded back to almost 


$24. Evidently, people don’t have a clue what  


Bank of America is worth.”5 Far from showing that 


the equity market was broken, however, this 


example points out the fundamental difference 


between the equity markets and the credit  


markets. The critical difference is that investors 


could easily trade shares of Bank of America  


on the equity markets, whereas credit markets  


(with the possible exception of the government 


bond market) are not nearly as liquid. This is  


why economic crises typically stem from excesses 


in credit rather than equity markets.


The two types of markets operate very differently. 


Equities are highly liquid because they trade on 


organized exchanges with many buyers and sellers 


for a relatively small number of securities. In 


contrast, there are many more debt securities than 


equities because there are often multiple debt 


instruments for each company and even more 


derivatives, many of which are not standardized. 


The result is a proliferation of small, illiquid  


credit markets. Furthermore, much debt doesn’t 


trade at all. For example, short-term loans  


between banks and from banks to hedge funds are 


one-to-one transactions that are difficult to buy  


or sell. Illiquidity leads to frozen markets where no 


one will trade or where prices fall to levels far 


below that which reflect a reasonable economic 


value. Simply put, illiquid markets cease to 


function as markets at all.


During the credit crisis that began in 2007, prices 


on the equity markets became volatile, but for  


the most part they operated normally. The volatility  


reflected the uncertainty hanging over the real 


economy. The S&P 500 index traded between 1,200  


and 1,400 from January 2008 to September  


2008. In October, upon the collapse of US invest-


ment bank Lehman Brothers and the US 


government takeover of the insurance company 


American International Group (AIG), the  


index began its slide to a trading range of 800 to 


900. But that drop of about 30 percent was  


not surprising given the uncertainty about the 


financial system, the availability of credit,  


and its impact on the real economy. Moreover, the 


30 percent drop in the index was equivalent  


to an increase in the cost of equity of only about  


1 percent,6 reflecting investors’ sense of the 


scale of increase in the risk of investing in equities 


generally. 
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There was a brief period of extreme equity market 


activity in March 2009, when the S&P 500  


index dropped from 800 to 700 and rose back to 


800 in less than one month. Many investors  


were apparently sitting on the market sidelines, 


waiting until the market hit bottom. The  


moment the index dropped below 700 seemed to 


trigger their return. From there, the market  


began a steady increase—reaching about 1,100 in 


December 2009. Our research suggests that a 


long-term trend value for the S&P 500 index would 


have been in the 1,100 to 1,300 range at that time,  


a reasonable reflection of the real value of equities.


In hindsight, the behavior of the equity market  


has not been unreasonable. It actually functioned 


quite well in the sense that trading continued  


and price changes were not out of line with what 


was going on in the economy. True, the equity 


markets did not predict the economic crisis. However,  


a look at previous recessions shows that the  


equity markets rarely predict inflection points in 


the economy.7
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What CFO didn’t face a baptism by fire during the 


economic crisis? Wild swings in currency rates, dra- 


matic shifts in supply and demand, and the virtual 


freezing of the financial markets tested the mettle of 


even the most veteran CFO.


Hewlett-Packard’s Cathie Lesjak was no exception. 


She ascended to the CFO role in January 2007,  


after nearly two decades in the treasury and other 


finance leadership positions at the company. As  


the global financial crisis escalated during the second  


half of 2008, the company was integrating its  


$13.9 billion acquisition of Electronic Data Systems 


(now known as HP Enterprise Services). When  


the crisis peaked, Lesjak was suddenly faced with 


Paul Roche


Thinking longer term during  
a crisis: An interview 
with Hewlett Packard’s CFO


severe cost-cutting measures, unprecedented 


uncertainty, and the full spectrum of crisis-related 


management challenges. Yet, a little more than  


a year later, the company announced its $2.7 billion 


acquisition of 3Com, signaling its intention to 


continue investing in future growth even during the 


challenging economic environment.


Lesjak recently sat down with McKinsey’s Paul 


Roche, a partner in the Silicon Valley office, to recall 


the steps she took to ensure that HP could con- 


tinue to meet its commitments to the market and to 


look ahead at the company’s strategy. The inter- 


view took place in Lesjak’s office at the company’s 


headquarters, in Palo Alto, California. 


Cathie Lesjak reflects on the company’s response to the recent global financial crisis—


and the long-term effects it will have on performance. 
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McKinsey on Finance: What was your 


immediate response when the financial crisis hit?


Cathie Lesjak: Our business began to decline 


in late November of 2008, and by early December 


we were looking at a lot of different scenarios.  


The first thing we did was try to ascertain how bad  


the economy might get and how it would affect  


our financial performance. 


The challenge was to pull together a big picture of  


all the moving parts, put in place additional mea- 


sures, and, frankly, get everyone more focused on 


the tough environment. We started modeling  


more “what if” scenarios of what we thought could 


happen and what types of actions we would need  


to take. By mid-February, we had announced sev- 


eral initiatives. Some were short-term actions, 


such as cutting travel by almost 90 percent in all 


but our revenue-generating activities. It’s inter- 


esting to note that a lot of that travel is never going 


to come back, even as things are getting better, 


because people have gotten more comfortable using  


our Halo video-conferencing solutions. So some 


things have changed culturally as a result of  


tough times. 


In addition, most of our employees took a pay cut, 


which gave us an additional cushion. And what we 


ultimately did, which I think is a little unique, is  


we converted that pay cut to a bonus opportunity. 


At the end of the year, when it turned out that we 


didn’t need the extra cushion, we paid bonuses that 


in the aggregate exceeded the total amount of the 


pay cuts. 


McKinsey on Finance: How did the mix of HP’s 


business portfolio play out, in products as well  


as services?


Cathie Lesjak: Service businesses have recur-


ring revenue, which makes them very resilient. In 


this respect, the EDS acquisition couldn’t have 


come at a better time, because it gave us stability 


just when it was most needed. And our technol- 


ogy services business, for example, continued to do 


well through the first half of 2009 and only started 


to feel the impact of the downturn in the second half  


of the year. The printer supplies business is also 


very resilient, and, in fact, if you look at the mix of 


hardware versus supplies in 2009, we had 60 to  


65 percent of our revenue coming from supplies. 


Those are very-high-margin businesses, which  


also provides a certain amount of resiliency. 


On the other hand, our PC, server, and storage busi- 


nesses require a lot of operating leverage, so their 


operating profit was down almost twice as much as 


their revenue was in 2009. Obviously, the good 


news is that in 2010 we have an opportunity for that  


profit to come back as the economy picks up. 


McKinsey on Finance: You mentioned some of the 


modeling that you did. What have you done to the 


planning and budgeting process itself to build in new  


capabilities or new ways of looking at, for exam- 


ple, scenarios? Did you change that, or was this more  


of a crisis, in that you responded and moved on?


Cathie Lesjak: There was a real demand placed on 


the finance function throughout 2009. The chal- 


lenge wasn’t just the recessionary environment; it 


was also the currency volatility. The late November– 


December 2008 period was very challenging because  


we’d get new forecasts showing massive moves  


in revenue, and obviously therefore in profit. Even 


through mid-2009, there were still some pretty  


big month-to-month jumps from a forecasting per- 


spective. Revising the annual plan multiple times  
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to get a sense of what was happening from a currency  


perspective wasn’t something we could put the 


organization through as often as we wanted, so we 


spent a lot of time coming up with new models to 


understand how the different businesses within HP 


would respond under different sets of circum- 


stances. We were in a position to help senior man- 


agement really understand the dynamics that  


were going on—which gave finance a bigger voice at 


the table.


It was a great learning experience for the busi- 


ness folks as well, because the finance people couldn’t  


do it by themselves. They had to go and talk to 


people, and by asking the types of questions that 


the finance function asks they got the business 


guys thinking as well. So it became a much more 


collaborative effort to deliver the new models  


and the new understanding of how businesses 


would respond under a variety of economic conditions. 


McKinsey on Finance: Can you give some 


examples of that? 


Cathie Lesjak: If you go back to some of the 


modeling that I talked about, finance people were 


saying, “OK, what happened in the past, when  


the dollar has either dramatically strengthened or 


weakened? How quickly did you either raise or 


lower prices?” Having those types of discussions 


brings a heightened awareness to everybody  


about how long it has taken to pass increased costs 


or savings through to customers in the form of 


higher or lower prices.  
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2007
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When we first started asking these questions, it 


wasn’t like somebody said, “Oh, you know, for indus- 


try standard servers, it’s three to four months. For 


PCs, it’s a week.” People didn’t have those frames of 


reference. Now, after really thinking it through, 


there is a better understanding of what the “puts and  


takes” are for a business, as well as for the P&L. 


This is helpful to the business folks too. 


McKinsey on Finance: When you do budgeting 


in one of the businesses or in a function, do you 


have a process through the year where spending  


can be ratcheted up and down without having  


to do a complete replan?


Cathie Lesjak: We absolutely do, although it’s 


not as if you start the year with a plan and build in  


the conditions up front. It really happens as the 


quarters evolve and the year unfolds that you start 


to think, “Okay, we’ve got room to make some 


additional investments that are going to be impor- 


tant to HP in the long term.” In 2009, our strat- 


egy was to continue investing in sales coverage and 


R&D to put HP in a stronger position. We wanted  


to build in the confidence and the cushion so that 


we could make these investments and take advan- 


tage of the downturn, as opposed to being on our 


back foot the entire time.


McKinsey on Finance: On another topic, did 


the financial crisis accelerate or change the way 


you viewed the shift of revenue and the shift of 


markets globally?


Cathie Lesjak: Longer term, not really. For quite 


some time, we’ve been focused on the fact that 


emerging markets were going to be a good growth 


opportunity for us—and they have been. In 2009, 


for example, China actually ended up growing. The 


first quarter was a bit tough, and we were con- 


cerned, but if you look at our fourth quarter,  


China grew in excess of 40 percent in PCs and 


more than 20 percent for HP. 


The rest of the BRIC1 countries and the emerging 


markets definitely had a tougher time. But we still 


believe, in the long term, that emerging markets  


are where a lot of the growth will take place. For 


example, if you look at PC penetration rates in  


the emerging markets, they’re a fraction of what 


they are in developed markets. So the opportu- 


nity is definitely there. 


Now, no question, you’ve got to have the right  


products. We have set up R&D facilities in India, 


China, and other locations specifically to do  


development in local markets for local markets. 


We’ve got to design the right set of products, both 


in the premium and value markets, to make sure 


that we’re targeting the overall market correctly. 


McKinsey on Finance: What does expected 


growth in China as well as in some of the other 


emerging markets imply for the size and staff- 


ing of the finance organization, the treasury 


organization, controlling, and so forth in  


those regions?


Cathie Lesjak: Two or three years ago, we con-


cluded that we would need to staff emerging 


markets differently. Some of them are small, but 


complex and growing rapidly. If we used our 


normal rule of thumb in terms of the level and 


amount of resources that we would place in  


those countries, we’d end up with less experience 


than we actually needed there. We realized  


we’d have to staff these markets as if they were 


bigger countries, because of the complexity  


and rapid growth. Folks who are less experienced 


are fine if a market is growing on a predictable, 
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relatively slow basis. But when business grows 


exponentially, you need more skilled, experi- 


enced people who have seen a variety of things. 


So we’ve decided to overhire, from our rule-of-


thumb perspective, so that we’re able to take 


advantage of what each market is going to be, 


rather than what it is today. 


McKinsey on Finance: What effect has the 


financial crisis of 2009 had on the treasury depart- 


ment within HP?


Cathie Lesjak: There was a whole revamping of 


our thought process, especially in late 2008 and 


early 2009. For example, we used to rely heavily on 


S&P and Moody’s and Fitch for their investment 


ratings, but now we need another layer of scrutiny. 


Today, you want to look at a variety of indicators of 


credit strength, as opposed to just relying on a 


rating that comes out. Because, frankly, if you looked  


at asset-backed investments and money markets 


that invested heavily in asset-backed securities, the  


ratings in many instances—not in all—just didn’t 


hold up. I mean, things that we thought were AA 


and AAA, they certainly didn’t act like AA and 


AAA investments. And so, in addition to the ratings,  


we’re looking at other filters, such as the credit-


default-swap spreads, to figure out what we want  


to do. 


There have also been a number of changes in 


treasury as a result of the financial markets in terms  


of what the opportunities are, what the yields  


are, and how much risk we want to take. It doesn’t 


help that the yields are incredibly low right now. 


Almost no matter what you do—unless you go very 


risky—the yields are low, and I think that’s 


impacting a lot of companies. I get a lot of questions  


from treasury organizations on what we’re doing 


about the yields.


McKinsey on Finance: What’s your sense about 


the balance that HP’s looking for between oper- 


ating improvement and growth? Because clearly, 


over the years you’ve achieved some of each,  


but outsiders in the Valley would certainly look at 


HP and say, “Wow, the operational improve- 


ment has been tremendous.” What’s the right mix? 


Cathie Lesjak: Getting your cost structure right 


is the enabler to growth, so we’ll always be focused 


on both cost initiatives and growth. In 2010, we 


are definitely taking additional cost actions because  


we’re always going to do that, but we’re also 


making more significant investments to cover our 


total addressable market. 


So the folks inside HP are going to hear a lot more 


about sales coverage in 2010 than they did in  


2009. For example, we view the 3Com acquisition 


as more of a growth acquisition than a cost  


story, because while there are some synergies—the 


real long-term value of 3Com is to address more  


of the market, which includes both networking and 


data centers. Also, a good chunk of 3Com’s busi- 


ness is in China, including a strong R&D presence 


that we can build on for the future. 


Paul Roche (Paul_Roche@McKinsey.com) is a partner in McKinsey’s Silicon Valley office. Copyright © 2010 


McKinsey & Company. All rights reserved.
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1   Brazil, Russia, India, and China.
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No executive would dispute that analysts’ forecasts 


serve as an important benchmark of the current  


and future health of companies. To better under-


stand their accuracy, we undertook research  


nearly a decade ago that produced sobering results. 


Analysts, we found, were typically overoptimistic, 


slow to revise their forecasts to reflect new 


economic conditions, and prone to making increas- 


ingly inaccurate forecasts when economic  


growth declined.1


Alas, a recently completed update of our work  


only reinforces this view—despite a series of rules 


and regulations, dating to the last decade,  


that were intended to improve the quality of the 


Marc H. Goedhart, 


Rishi Raj, and 


Abhishek Saxena


Equity analysts: Still too bullish


analysts’ long-term earnings forecasts, restore 


investor confidence in them, and prevent conflicts 


of interest.2 For executives, many of whom go 


to great lengths to satisfy Wall Street’s expectations  


in their financial reporting and long-term  


strategic moves, this is a cautionary tale worth 


remembering.


Exceptions to the long pattern of excessively 


optimistic forecasts are rare, as a progression of 


consensus earnings estimates for the S&P 500 


shows (Exhibit 1). Only in years such as 2003 to 


2006, when strong economic growth generated 


actual earnings that caught up with earlier 


predictions, do forecasts actually hit the mark. 


After almost a decade of stricter regulation, analysts’ earnings forecasts continue  


to be excessively optimistic.
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Earnings growth for S&P 500 companies, 
5-year rolling average, %
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Exhibit 2 of 3
Glance: Actual growth surpassed forecasts only twice in 25 years—both times during 
the recovery following a recession. 
Exhibit title: Overoptimistic


1 Analysts’ 5-year forecasts for long-term consensus earnings-per-share (EPS) growth rate. Our conclusions are same for growth 
based on year-over-year earnings estimates for 3 years.


2Actual compound annual growth rate (CAGR) of EPS; 2009 data are not yet available, figures represent consensus estimate 
as of Nov 2009.


 Source: Thomson Reuters I/B/E/S Global Aggregates; McKinsey analysis
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Exhibit 1 


Off the mark


With few exceptions,  
aggregate earnings  
forecasts exceed realized 
earnings per share.


Exhibit 2 


Overoptimistic


Actual growth surpassed 
forecasts only twice  
in 25 years—both times  
during the recovery  
following a recession. 


Earnings per share (EPS) for 
S&P 500 companies, $
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1 Monthly forecasts.
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Exhibit 3 


Less giddy


Capital market expectations  
are more reasonable.


Actual P/E ratio vs P/E ratio implied by 
analysts’ forecasts, S&P 500 composite index
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1 P/E ratio based on 1-year-forward earnings-per-share (EPS) estimate and estimated value of S&P 500. Estimated value 
assumes: for first 5 years, EPS growth rate matches analysts‘ estimates then drops smoothly over next 10 years 
to long-term continuing-value growth rate; continuing value based on growth rate of 6%; return on equity is 13.5% 
(long-term historical median for S&P 500), and cost of equity is 9.5% in all periods.


2Observed P/E ratio based on S&P 500 value and 1-year-forward EPS estimate.
3Based on data as of Nov 2009.


 Source: Thomson Reuters I/B/E/S Global Aggregates; McKinsey analysis


Implied analysts’ expectations1 Actual2


This pattern confirms our earlier findings that 


analysts typically lag behind events in revising their  


forecasts to reflect new economic conditions.  


When economic growth accelerates, the size of the 


forecast error declines; when economic growth 


slows, it increases.3 So as economic growth cycles 


up and down, the actual earnings S&P 500 


companies report occasionally coincide with the 


analysts’ forecasts, as they did, for example, in 


1988, from 1994 to 1997, and from 2003 to 2006.


Moreover, analysts have been persistently overopti- 


mistic for the past 25 years, with estimates  


ranging from 10 to 12 percent a year,4 compared 


with actual earnings growth of 6 percent.5 


Over this time frame, actual earnings growth 


surpassed forecasts in only two instances,  


both during the earnings recovery following a 


recession (Exhibit 2). On average, analysts’ 


forecasts have been almost 100 percent too high.6


Capital markets, on the other hand, are notably 


less giddy in their predictions. Except during the 


market bubble of 1999–2001, actual price-to-


earnings ratios have been 25 percent lower than 


implied P/E ratios based on analyst forecasts  


(Exhibit 3). What’s more, an actual forward P/E 


ratio7 of the S&P 500 as of November 11, 2009—


14—is consistent with long-term earnings  


growth of 5 percent.8 This assessment is more 
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1   Marc H. Goedhart, Brendan Russell, and Zane D. Williams, 
“Prophets and profits,” mckinseyquarterly.com, October 2001.


2   US Securities and Exchange Commission (SEC) Regulation Fair 
Disclosure (FD), passed in 2000, prohibits the selective  
disclosure of material information to some people but not others. 
The Sarbanes–Oxley Act of 2002 includes provisions specifically 
intended to help restore investor confidence in the reporting  
of securities’ analysts, including a code of conduct for them and a 
requirement to disclose knowable conflicts of interest. The  
Global Settlement of 2003 between regulators and ten of the 
largest US investment firms aimed to prevent conflicts of interest 
between their analyst and investment businesses.


3  The correlation between the absolute size of the error in forecast 
earnings growth (S&P 500) and GDP growth is –0.55.


4  Our analysis of the distribution of five-year earnings growth (as 
of March 2005) suggests that analysts forecast growth of  
more than 10 percent for 70 percent of S&P 500 companies.


5  Except 1998–2001, when the growth outlook became excessively 
optimistic.


6  We also analyzed trends for three-year earnings-growth 
estimates based on year-on-year earnings estimates provided by 
the analysts, where the sample size of analysts’ coverage is  
bigger. Our conclusions on the trend and the gap vis-à-vis actual 
earnings growth does not change.


7  Market-weighted and forward-looking earnings-per-share 
(EPS) estimate for 2010.


8  Assuming a return on equity (ROE) of 13.5 percent (the long-
term historical average) and a cost of equity of 9.5 percent—the 
long-term real cost of equity (7 percent) and inflation  
(2.5 percent).


9  Real GDP has averaged 3 to 4 percent over past seven or eight 
decades, which would indeed be consistent with nominal growth 
of 5 to 7 percent given current inflation of 2 to 3 percent.


10 Timothy Koller and Zane D. Williams, “What happened to the 
bull market?” mckinseyquarterly.com, November 2001.


reasonable, considering that long-term earnings 


growth for the market as a whole is unlikely  


to differ significantly from growth in GDP,9 as 


prior McKinsey research has shown.10 Executives, 


as the evidence indicates, ought to base their 


strategic decisions on what they see happening in 


their industries rather than respond to the 


pressures of forecasts, since even the market 


doesn’t expect them to do so.


Equity analysts: Still too bullish
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Independent directors are very much in fashion. 


Many companies, particularly in Europe, are 


looking to fill openings on their boards with profes- 


sionals they hope will bring close oversight, 


renewed enthusiasm, and broader perspectives  


on strategy.


Similar attributes—such as independence and deep 


engagement in setting strategy and managing 


performance—are often cited as the primary reasons  


for the success of the better private-equity  


firms. Indeed, our own past analyses have found 


that these firms persistently outperform the  


S&P 500 because their partners are active directors  


of the businesses in their funds. They are more 


engaged with setting strategy and managing per- 


Viral V. Acharya  


and Conor Kehoe


Board directors and 
experience: A lesson from 
private equity


formance as their own interests are tied to the 


success of a business.1


Yet greater involvement is apparently not the whole 


story. Our new research on private-equity firms 


shows that deals generate the greatest value when 


the skills of the lead partner are directly relevant  


to the business strategy of the portfolio companies 


to which they are assigned.2 Partners with a 


finance background, for example, do best when 


acquisitions are central to a value creation strategy, 


and partners with managerial backgrounds do 


better with companies whose chosen route to value 


is organic development (exhibit). And both 


strategies led to outperformance: companies that 


developed organically grew sales in line with  


Independent directors contribute an outside perspective to governance, but analysis  


of private-equity firms suggests they need relevant managerial expertise too.
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their public-company peers but improved their 


margins more rapidly through faster improvements  


in productivity. Companies that grew through 


acquisitions improved their value by increasing 


expected future profits3 more than quoted 


peers did—for example, because of higher expected 


margins once acquisitions are properly integrated.4


For public companies, these findings raise inter-


esting questions about the expertise and experience  


they should be seeking even from independent 


directors—and their ability to match the strengths 


of a board to their overall strategies. The chal-


lenge goes beyond finding directors who will dedi- 


cate enough time to the company and who 


understand it (perhaps as the result of experience 


in its industry). The findings suggest that direc- 


tors might also be chosen for their experience in 


having executed similar strategies elsewhere—


perhaps in industries that have evolved further.


For private-equity firms, our findings raise 


questions about how they assign partners to deals. 


Do these firms consider the way value will be 


added to an acquired company? Should they deploy 


small teams of partners with different back-


grounds for deals requiring more complex strategies?  


Are the firms doing enough to develop and  


expand the skills of partners beyond what they 


learned before entering private equity?


Viral Acharya is a professor of finance at NYU’s Stern School of Business; Conor Kehoe (Conor_Kehoe@McKinsey.com) 


is a partner in McKinsey’s London office. Copyright © 2010 McKinsey & Company. All rights reserved.


Exhibit 


A good match


The deals that generated  
the greatest value involved  
deal partners whose  
skills were directly relevant  
to the business strategy  
for the acquired company.


Outperformance1 for 110 of the largest European deals from 1996 to 2005, simple average, %


MoF 2010
Skill matching
Exhibit 1 of 1
Glance: Matching the skills and experience of the deal partner with the growth strategy for the acquired 
company enhances the deal’s performance.
Exhibit title: A good match


Background of deal partner 


Finance


Organic


Inorganic/M&A


Growth strategy 
for acquired 
company


Operations 


1.6


n = 45


12.1 
median


4.1 
median


1.8 
median


13.5 
median


n = 22


16.0


13.0


n = 30 n = 5


6.5


1Rate of return on equity (ROE) of a deal minus that of quoted peers and excluding the effect of debt.


1   See Andreas Beroutsos, Andrew Freeman, and Conor F. Kehoe, 
“What public companies can learn from private equity,” 
mckinseyquarterly.com, January 2007; and Viral Acharya, Conor 
Kehoe, and Michael Reyner, “The voice of experience: Public versus 
private equity,” mckinseyquarterly.com, December 2008.


2   We looked at 110 of the largest European deals in the decade from 
1996 to 2005.


3   Expressed as the multiple of current profits at which they were 
valued.


4   The companies in our sample typically started out with average 
margins—so they were not turnarounds.
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In response to the global banking crisis, regulators 


and policy makers worldwide have united  


behind efforts to increase financial institutions’ 


minimum capital requirements and to limit 


leverage, hoping to reduce the likelihood of future 


bank distress.1 As of this writing, the debate over 


proper capital requirements continues, with major 


implications for the industry and the economy— 


yet there have been few specifics on which ratios 


should be targeted or at what levels. 


To shed some light on the discussions, we analyzed 


the global banking crisis of 2007 through  


20092 to identify relationships that different types 


of capital and capital ratios have to bank 


distress.3 Our analysis is observational, based 


Kevin S. Buehler, 


Christopher J. 


Mazingo, and Hamid 


H. Samandari


A better way to measure 
bank risk


on historical data, and not a real-world experiment, 


which would have required randomly selected 


financial institutions to hold different capital levels 


to gauge their effects. As a result, the findings  


do not definitively establish how institutions might 


perform in the future if minimum capital ratios 


were changed, but we believe that the evidence we 


provide is a valuable input for current policy 


discussions.


We found that one capital ratio—the ratio of 


tangible common equity (TCE)4 to risk-weighted 


assets—outperforms all others as a predictor  


of future bank distress. We also found that requiring  


a minimum leverage ratio would not have  


offered any insights that couldn’t have been found 


One capital ratio tops others in foreshadowing distress—and it’s not the one that’s 


traditionally been regulated.
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by studying the right capital ratio. And, not 


surprising, we found that a higher bar on capital 


requirements, while reducing the likelihood  


of bank distress, comes at an increasing cost. 


One capital ratio outperforms the rest 


Among the various ratios, the one that offers the 


greatest clarity into the likelihood of bank distress 


actually measures TCE (the portion of equity  


that is neither preferred equity nor intangible assets)  


against risk-weighted assets, or RWA (Exhibit 1). 


TCE, like Tier 15 capital, can absorb losses because 


it offers banks the contractual flexibility either  


to eliminate repayments entirely or to defer them 


for extended periods of time. It can also absorb  


losses whether or not a bank remains a going 


concern. Moreover, our analysis found that the 


measures most commonly regulated currently—


those based on the combined Tier 1 plus Tier 26 


capital levels—are the least useful, in part because 


banks can seldom use Tier 2 capital to absorb  


a loss if they are to continue operating. For example, 


unrealized gains on securities may be unavailable  


in times of severe economic stress, and sub-


ordinated debt may trigger default if payments are 


deferred.


In addition, banks have successfully arbitraged 


capital ratios traditionally watched by regulators 


through the banks’ increasing use of non-common-


equity instruments, such as cumulative preferred 


stock and trust-preferred securities, that qualify  


for treatment as Tier 1 capital but could be issued 


at lower cost than common equity. This prac- 


tice weakens the ability of an institution to absorb 


losses and the ability of regulations to limit  


its riskiness. 


Leverage ratios add little benefit 


Our analysis also found that an additional leverage 


ratio would not have offered any insight into the 


likelihood of bank distress beyond that provided  


by the TCE/RWA ratio. The same number of  


banks are affected (and the same amount of distress  


avoided) whether or not limits are placed on 


leverage. 


Exhibit 1 


From the analysis


The TCE/RWA capital ratio 
outperformed every  
other metric in predicting  
how many banks were  
likely to become distressed.


When a random sample predicted this 
percentage of distressed banks . . . 


Tier 1 + Tier 2 Capital/RWA ratio predicted 33% (matching 
TCE/RWA here, but less predictive at every other level)


. . . the TCE/RWA1 
ratio predicted this:


The next-best predictor 
of distress was . . .


MoF 2010
Capital ratios
Exhibit 1 of 2
Glance: The TCE/RWA capital ratio outperformed every other metric in predicting how many banks were 
likely to become distressed.
Exhibit title: From the analysis


1 TCE, or tangible common equity, is shareholders’ equity, less preferred shares, goodwill, and other intangibles; 
RWA is risk-weighted assets. 


20% 33%


Tier 1 Capital/RWA predicted 54%40% 67%


Tier 1 Capital/RWA predicted 96%80% 100%
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This finding does not prove that regulating leverage  


ratios is a bad idea. It does suggest, however,  


that the rationale must be based on other consid-


erations. For example, leverage ratios might  


protect the liability side of the balance sheet against  


greater-than-expected haircuts on repurchase  


(or repo) financing, which could precipitate a sys- 


temic crisis. They also might help prevent future 


errors in risk weighting and regulatory arbitrage of 


risk weightings. But the use of leverage ratios  


has also arguably created an incentive for the growth  


of off-balance-sheet activities, which remove 


certain assets from the leverage ratio calculation 


and increase risk while circumventing additional 


capital requirements. 


Lowering risk has a cost 


While it is possible to lower a bank’s level of risk by 


increasing its TCE/RWA ratio, the trade-off is 


higher costs. Reducing the number of banks at risk 


through a higher capital base decreases the returns 


on equity (ROE) for the industry (Exhibit 2). For 


instance, a TCE/RWA ratio of 10 percent would have  


affected all of the banks that became distressed  


Exhibit 2 


Costly security


Higher capital ratios leave  
fewer banks at risk of  
distress but also come with  
a higher price tag—and  
lower returns for banks. 


% Basis points


MoF 2010
Capital ratios
Exhibit 2 of 2
Glance: Higher capital ratios leave fewer banks at risk of distress, but also come with a higher price 
tag—and lower returns for banks.
Exhibit title: Costly security


1 TCE, or tangible common equity, is shareholders’ equity, less preferred shares, goodwill, and other intangibles; 
RWA is risk-weighted assets. 


7.50–10.0 100 1,450 –560


6.50–7.49 83 540 –260


5.50–6.49 58 280 –140


<5.5 29 110 –60


+ =. . . predicts this percentage 
of distressed banks . . .


 . . . but requires this much 
capital industry-wide . . .


. . . leading to this reduction in returns 
on equity (ROE) industry-wide. 


The TCE/RWA ratio1 . . . 


$ billion


during the recent crisis but would have required  


an incremental $1.45 trillion in capital7 and 


reduced industry-wide average ROEs by an extraor- 


dinarily high 560 basis points. In addition to the 


impact on ROEs, increasing the required capital 


levels would likely have macroeconomic costs, 


including the effects of a short-term contraction in 


the availability of credit and the potential long-


term effects of reduced lending levels, which result 


in lower GDP growth.8


One test for regulators is wisely balancing the 


incremental benefits of higher capital requirements 


against the costs that they impose on financial 


institutions, borrowers, and society more broadly. 


For example, our analysis indicates that  


requiring banks to hold a TCE/RWA ratio in the 


range of 6.5 to 7.5 percent would have affected  


83 percent of banks that became distressed while 


requiring $540 billion in incremental capital  


and a decrease in ROE of 260 basis points. 
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In the effort to prevent future banking crises, 


regulators would do well to set minimum  


capital requirements by balancing the benefits of 


reduced distress with the costs that come from 


higher capital requirements.


A better way to measure bank risk


Kevin Buehler (Kevin_Buehler@McKinsey.com) is a partner in McKinsey’s New York office, where 


Christopher Mazingo (Christopher_Mazingo@McKinsey.com) is an associate principal and Hamid Samandari 


(Hamid_Samandari@McKinsey.com) is a partner. Copyright © 2010 McKinsey & Company. All rights reserved.


1   For example, the Basel Committee on Banking Supervision 
(an international consortium of banking regulators) proposed a 
major series of revisions to minimum capital standards in 
December 2009. The committee proposed regulating ratios that 
had not previously been regulated internationally, such as the 
ratio of tangible common equity (TCE) to risk-weighted assets 
(RWA) and the leverage ratio.


2   Our approach was simply to take a snapshot of global bank 
balance sheets, including capital position as of December 31, 
2007, and to estimate the relationship between initial  
capital and leverage ratios and subsequent bank performance  
in 2008–09. We analyzed 115 large global banks (minimum 
asset size, $30 billion) representing $62.2 trillion in total 
assets—about 85 percent of developed-market banking assets 
and 65 percent of global banking assets.


3   We deemed a bank to be in distress if it met any of four 
conditions: (1) it had declared bankruptcy, (2) it had been taken 
over by the government or placed into government receiver- 
ship, (3) it had merged with another bank under duress, or (4) it 
had received a government bailout of more than 30 percent of its 
Tier 1 capital as of December 31, 2007. Using this definition,  
24 banks with $18.5 trillion in assets were considered distressed.


4   TCE is shareholders’ equity, less preferred shares, goodwill, and 
other intangibles (for instance, deferred-tax assets and mortgage-
servicing rights).


5   Tier 1 capital includes issued and fully paid common stock, 
perpetual noncumulative preferred shares, reserves created out 
of retained earnings or surpluses related to share issuance,  
and minority interests in consolidated subsidiaries, less disallowed 
intangibles (for instance, goodwill).


6   Tier 2 capital includes undisclosed reserves, unrealized gains on 
securities, asset revaluation reserves, general provisions and 
loan-loss reserves, hybrid capital instruments, and an allowable 
portion of subordinated debt.


7   Incremental capital required is the estimated amount of 
additional capital required for all global banks below the max-
imum capital ratio in the range to reach that level. It is  
measured by the banks’ capital position as of December 31, 2007.


8  See, for example, Tamim Bayoumi and Ola Melander, “Credit 
matters: Empirical evidence on U.S. macro-financial linkages,” 
International Monetary Fund working paper 08/169,  
July 2008; and David Greenlaw, Jan Hatzius, Anil K. Kashyap, 
and Hyun Song Shin, “Leveraged losses: Lessons from the 
mortgage market meltdown,” US Monetary Policy Forum report 
number 2, Rosenberg Institute at the Brandeis International 
Business School and the Initiative on Global Markets, University 
of Chicago Booth School of Business, 2008.
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The CFOs of any company that uses or produces 


energy were naturally interested in the outcome of 


December 2009’s Copenhagen round of global 


climate negotiations, for both the potential new 


costs and new opportunities. Although the 


conference did not lead to the legally binding global  


carbon reduction treaty that a lot of climate 


watchers had hoped for, many are still watching 


closely as regional (rather than global) carbon 


markets continue to evolve. For despite the uncer- 


tainty in Copenhagen, current global carbon  


market arrangements will probably survive. The 


pricing that these markets set for carbon emission 


allowances will continue to be increasingly 


important for businesses—in particular, those 


facing the cost of buying allowances (so-called 


Marcel Brinkman


A new look at carbon offsets


carbon credits) or developing projects for which 


carbon credits are anticipated sources of revenue.


Emission caps and related carbon trading in devel- 


oped nations are a very effective way to reduce 


carbon emissions if supported by other forms of 


regulation, such as energy-efficiency standards. 


Moreover, developed nations will continue to be 


bound by domestically defined emission caps  


and can trade their carbon allocations among each 


other and through the offset market for devel- 


oping nations.


However, the role of carbon markets in developing 


nations (through offset financing) is still unclear 


and might be relatively limited compared with their  


Carbon markets will continue to play a role in pricing—and limiting—emissions, but the 


opportunity in developing markets may be less promising than once expected.
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role in developed nations. The difference is a  


result of both the large potential of and require-


ments for emission reduction in developing 


countries and the limited demand for offsets from 


developed nations, given the current proposals 


on the table. This imbalance may limit the ability 


of companies in developed markets to benefit  


from offset credits for investments in developing 


nations. Indeed, if carbon markets do not  


take off in developed nations in a major way, com- 


panies could be left holding credits for which  


there is no demand.


The economics of offset markets 


Even though a global deal remains elusive, domestic  


and regional carbon markets will continue to 


grow—from slightly less than €100 billion in 2008 


to around €800 billion in 2020, according to 


recent McKinsey estimates. The European Union, 


for example, already has a domestic carbon 


market—currently the only one of its size, with 


trading volumes expected to increase as the  


market matures and liquidity increases. The United  


States is poised to establish one, with climate 


change legislation awaiting action this year. And a 


number of other countries, including Australia, 


Canada, Japan, and New Zealand, are considering 


the introduction of domestic carbon markets.  


At the same time, multiple regional markets exist 


(within the United States, for example) or are  


being considered (as in China), mostly voluntary  


in nature.


Companies in these markets have a choice of 


reducing their own emissions to stay within their 


caps, buying credits from other companies, or 


buying international offsets. Abatement achieved 


through domestic carbon markets counts toward  


the economy-wide targets, as do purchased inter- 


national offset credits. Without a mechanism 


linking the various domestic carbon markets, prices,  


driven by local market conditions, will probably 


vary significantly.


The offset market plays a key role, as it is the de 


facto international carbon price mechanism, in the 


absence of direct market linkage. In theory, an 


originator of offset credits—say, an offset project 


developer—can sell its credits to a government  


in an Annex I country1 (which will use these credits 


to offset its carbon reduction commitments) or  


to a company in a domestic carbon market. These 


activities can create price arbitrage between 


various domestic carbon markets and the inter-


national carbon market.


Two factors hamper price equalization among  


the offset market, domestic carbon markets, and 


the global market as envisioned by the assigned 


amount units (AAU) established in the 1997 Kyoto 


Protocol on climate change.


•   On the one hand, countries have limited 


the amount of offsets that can be imported into 


domestic carbon markets. For instance, the 


European Union will allow only 1.6 metric giga- 


tons2 (GT) of offset credits to be imported 


into its market from 2008 to 2020, or on average 


0.1–0.2 GT per annum. As this quota will 


probably be exhausted by 2015, prices on the 


European carbon market might start to  


deviate from offset market prices.


•   On the other hand, the demand for offsets 


from Annex I countries is less certain, as the global 


market is oversupplied with “hot air,”3 which 


limits the need to buy offset credits. Therefore, 


national demand for offset credits is typically 


seen as “soft.”


Offset market supply also plays a key role in offset 


market prices. Initially, offsets were based on 
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relatively cheap sources; for instance, many 


reductions in levels of greenhouse gases other than 


carbon dioxide require little upfront investment.  


As the market matures, more expensive sources of 


abatement, often requiring an upfront investment, 


will be pursued. Supply will also be determined by 


the offset market’s future structure. Currently, 


carbon offsets are project based, which requires 


independent verification of projects—a slow  


and bureaucratic process. There are also concerns 


about the so-called additionality of project- 


based offsets.4


Multiple proposals have been put on the table to 


scale up offset markets. Key options include  


a reformed project-based mechanism, a program-


matic mechanism that would award policies  


with credits, a sector no-lose mechanism that would  


reward abatements but not punish their absence, 


outright sector caps, or any combination of the above.  


The eventual supply of credits and their relative 


cost will be determined by the choice of mechanism,  


as well as the type of offset credits allowed (for 


example, whether they include carbon capture and 


storage, nuclear power, or efforts to cut emissions 


by reducing deforestation and the degradation  


of forests).


McKinsey has developed a carbon market model 


based on the firm’s most recent greenhouse- 


gas-abatement cost curve.5 This tool models all 


domestic and international carbon markets  


over time and estimates emission reductions and 


long-term fundamental carbon price levels by 


markets, as well as the flows among them. The 


model is not a price-forecasting tool but does  


help users understand relative price differences 


between markets and the fundamental factors  


that explain those differences. The “hard” demand 


for offsets is expected to be around 1.4 GT by 


2020—adding up demand from domestic carbon 


markets, including the European carbon market 


and the expected US one. Additional soft demand 


from Annex I countries, arising from their 


reduction commitments, could add a further 0.5 


GT of demand but depends critically on the 


resolution of the hot-air overhang from the 2008–12  


Kyoto period and the absence of hot air after 2012.


The model calculates that 2020 carbon prices in 


the EU emission-trading system (around €29 a ton) 


will be well above the price in the offset market 


(around €13 a ton, which reflects the exhaustion of 


the system’s offset quota). The US carbon market 


price (€16 a ton) is much closer to the offset market 


price. The difference results from the offset 


discount factor proposed in the American Clean 


Energy and Security Act of 2009.6 


Abatement: A modest role in developing 


countries 


The Intergovernmental Panel on Climate Change 


(IPCC) suggests that the global community needs 


to limit emissions to 44 GT in 2020 in order  


to limit global warming to two degrees.7 That goal 


would require global cuts of up to 17 GT of 


emissions by 2020. A large share of this decline 


will have to take place in developed nations,  


but their potential is limited to 5 GT by 2020. Faster- 


growing developing nations have more room to 


make low-carbon choices in energy efficiency and 


power (6 GT by 2020), as well as most of the 


emission reduction potential of preserved forests 


(roughly another 6 GT by 2020).


McKinsey’s carbon market model offers a view on 


the likely outcomes of the global regulatory  


debate, and in particular the role played by carbon 


markets. To do so, the model assesses the 


effectiveness of existing and proposed climate 


change regulations, including those outside  


the emissions directly capped by carbon markets. 


Emission reductions of all kinds influence  


carbon market outcomes. As an example, energy 
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efficiency in European buildings (not covered by the  


EU Emission Trading System) will reduce demand  


for power and thereby the power sector’s emissions 


(which are covered). In a similar fashion, climate 


change regulation in developing nations can 


influence the availability of offset supply, particu-


larly in sectorwide offset programs.


A detailed assessment of all proposals from Annex  


I and non–Annex I countries currently on the 


table8 shows that the world will be able to realize 


only about half of the emission reduction  


potential required to limit global warming to two 


degrees (exhibit). Of this emission potential,  


three GT of reductions will be achieved as domestic  


abatements in Annex I countries, up to two GT  


will be international offsets (which count toward 


the domestic abatement of Annex I countries),  


and a further three GT will be achieved by autono-


mous action from developing nations, poten- 


tially with financial support from Annex II nations.9


Actions currently envisioned by developing 


countries include a 70 percent reduction of defor- 


estation in the Amazon rainforest by 2017  


(which Brazil has proposed) and the increase of 


renewable power in China to 15 percent of its 


energy mix in 2020. In reality, most developing 


nations are unwilling to make stringent 


commitments before that year, while some have 


proposed quantified caps thereafter. South  


Africa, for instance, proposes to let its emissions 


peak in 2025 before reducing them after 2035.


Offset demand of up to 2 GT represents significant 


growth compared with 2008, when 140 megatons  


of offset credits were issued. Yet 2 GT is a relatively 


modest amount in light of the up to 17 GT of 


abatement required to limit global warming to  


two degrees.


We need to be critical of this assessment, however, 


as the scenario modeled is only one possible 


Exhibit 


Only halfway


Based on current proposals,  
the world will achieve  
only half of the emission 
reduction required to  
limit global warming to  
2 degrees Celsius by 2020. 


McKinsey on Finance 2010
Carbon Offsets
Exhibit 1 of 1
Glance: Based on current proposals, the world will achieve only half of the emission reduction 
required to limit global warming to 2 degrees.
Exhibit title: Only halfway
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1From Annex I and developing countries. Under the Kyoto Protocol, Annex I countries are those 37 industrialized nations 
that committed themselves to a reduction of greenhouse gases. 


2Intergovernmental Panel on Climate Change.
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outcome of ongoing discussions. In coming years, 


countries could markedly improve their proposals 


for domestic emission caps. The Europena Union 


has offered to reduce emissions to 30 percent below  


1990 levels if other countries make similar com- 


mitments. Japan has already announced a target of 


reducing emissions 25 percent below 1990 levels  


by 2020. Although that goal is conditioned on the 


willingness of other countries to take similarly  


bold action, it is much more ambitious than the 


country’s previous goal. 


Furthermore, developed nations proposed 


substantial financial support for developing ones 


in the nonbinding political Copenhagen Accord:  


$30 billion in the period from 2010 to 2012 and up 


to $100 billion a year by 2020. This money might 


make developing nations more willing to reduce 


emissions and could therefore raise global 


performance. However, it might not be possible to 


achieve the recommended environmental out-


come even given a more ambitious scenario with 


stricter national targets.


As a result of this uncertainty, companies are  


likely to move away from projects—such as  


the capture of gases other than carbon dioxide and 


the reduction of emissions from cooking stoves,10 


which are responsible for up to 18 percent of global 


warming—that rely completely on offsets as  


their income stream. Instead, they will look for 


projects that also have other income streams,  


such as power market revenues and government 


subsidies, even if these projects require signifi-


cantly more investment.11


Marcel Brinkman (Marcel_Brinkman@McKinsey.com) is an associate principal in McKinsey’s London office. 


Copyright © 2010 McKinsey & Company. All rights reserved.


1   Under the Kyoto Protocol, Annex I countries are those 37 indus-
trialized nations that committed themselves to a reduction  
of greenhouse gases.


2   Metric tons: 1 metric ton = 2,205 pounds. 
3   Russia, Ukraine, and various other Eastern European nations 


have emission caps above their current emission levels,  
because of the 1989 collapse of the Soviet Union. The result is  
a significant overhang of credits. 


4   In other words, some projects might have been undertaken 
without any revenue from carbon credits and therefore may not 
have any “additional” environmental advantages.


5   McKinsey’s global greenhouse-gas-abatement cost curve assesses 
the technical potential to reduce carbon emissions and the  
cost by country, industry, and lever. For a full description, see 


“Pathways to a low-carbon economy,” available free of charge  
on mckinsey.com.


6   Sponsored by US Representatives Henry Waxman and Edward 
Markey, the act includes provisions on clean energy (and the 
transition to an economy based on it), energy efficiency, global 
warming, and agriculture- and forestry-related offsets.


7   This scenario assumes that carbon content in the atmosphere 
is reduced to 450 parts per million (ppm) by 2100, with an 
overshoot to 510 ppm in the intermediate period.


8   The proposals in the assessment include the recent submissions 
to the United Nations Framework Convention on Climate 
Change (January 31, 2010), the European Union’s commitment 
to reduce carbon emissions to 20 percent below the 1990  
level by 2020, and the targets in the American Clean Energy 
and Security Act of 2009, passed by the US House of Represen-
tatives in 2009 and awaiting consideration by the Senate.


9  An Annex I subset of nations that have made a commitment 
to pay the incremental cost of mitigation and adaptation for 
developing (non–Annex I) nations. Annex II nations are 
Australia, Austria, Belgium, Canada, Denmark, the European 
Union, Finland, France, Germany, Greece, Iceland, Ireland, 
Italy, Japan, Luxembourg, the Netherlands, New Zealand, 
Norway, Portugal, Spain, Sweden, Switzerland, the United 
Kingdom, and the United States.


10 See Elisabeth Rosenthal, “Third-world stove soot is target in 
climate fight,” New York Times, April 15, 2009.


11 A company can claim offset income, however, only if a project 
is not otherwise expected to make a hurdle rate of return.  
The upside of such investments is therefore capped.
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RRA REGULATORY FOCUS


Rankings of 6 states revised as regulatory risk for energy 
utilities assessed
 


Thursday, March 26, 2020 8:49 AM ET 
 


By Lillian Federico 
Market Intelligence


 


In a review of its State Regulatory Evaluations conducted over recent weeks, 
Regulatory Research Associates, a group within S&P Global Market 
Intelligence, revised the ranking of six jurisdictions. RRA's rankings are 
designed to reflect the relative level of investor risk associated with owning the 
securities of the utilities regulated by the 53 state-level jurisdictions RRA 
covers. 


RRA monitors state-level regulatory developments on an ongoing basis and 
ranking changes for an individual jurisdiction may occur at any time in response 
to an event or a series of events. The team also performs a comprehensive 
review of the rankings on a quarterly basis to ensure that they remain 
appropriately synchronized and balanced. 


At this time, RRA is changing the rankings in six jurisdictions — the team is 
raising the rankings of Connecticut, Iowa and Louisiana, indicating that these 
jurisdictions have become relatively more constructive, or less risky, from an 
investor standpoint and is lowering the rankings of Maine, Utah and Virginia, as 
these jurisdictions have become less constructive, or more risky from an 
investor standpoint in RRA's view.  Image


State Regulatory Evaluations—
Energy
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The ranking of Connecticut regulation is moving to Average/3 from Below Average/1. The ranking shift accounts for 
modestly constructive ratemaking actions the Connecticut Public Utilities Regulatory Authority, or PURA, has taken in 
recent years, including a focus on grid modernization. Although the authorized ROEs in recent years for both the electric 
and gas utilities have been considerably below national averages, the PURA has adopted these returns as part of multi-
year rate plans that streamline the regulatory process and provide an enhanced degree of certainty with respect to the 
rate recognition of planned investments. 


RRA is also raising the ranking of Iowa regulation to Above Average/3 from Average/1, as constructive measures 
stemming from the state's omnibus energy legislation enacted in 2018 materialized in 2019. Key to moving the needle in 
the ranking was the use of forward-looking test years in rate cases, as allowed by that 2018 legislation, in two separate 
2019 rate case proceedings. 


In addition, RRA is raising the ranking of Louisiana regulation to Average/1 from Average/2, recognizing the impact of 
the state's use of alternative regulation plans. For many years Louisiana's utilities have operated under these 
mechanisms that provide for periodic rate adjustments outside of base rate cases. Many of the plans contain earnings-
sharing provisions and include other constructive provisions that address various utility costs and investments in a 
timely manner, including new generation capacity additions. The plans also have generally incorporated benchmark 
equity returns that were in line with or above prevailing industry averages at the time they were established. 


At this time, RRA is lowering the ranking of Maine regulation to Average/3 from Average/2 due to recent restrictive 
developments related to mergers and rate case activity. Legislation was enacted in 2019 that amends the Maine Public 
Utilities Commission's standard of approval for public utility corporate reorganizations to a "net benefits" standard from a 
"no net harm" standard. While the PUC ultimately approved the proposed sale of Emera Inc. subsidiary Emera Maine to 
ENMAX Corp. under the new stricter test, it did so only after a revised settlement was reached outlining more stringent 
conditions, including extending a rate freeze for Emera Maine by an additional six months and restricting the level of 
dividend payments. The transaction closed on March 24, 2020.  
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In a recent rate case for Central Maine Power Co., or CMP, the PUC imposed a penalty to reflect "imprudent" 
management decisions with respect to a new billing system. The penalty reduced the utility's authorized ROE by 100 
basis points to 8.25%. This ROE is significantly below the average of ROEs authorized by state commission in cases 
decided in 2019, and is the lowest equity return authorization for an electric utility nationwide since RRA began tracking 
equity returns in the 1980s. CMP is subsidiary of Avangrid Inc., which is owned by Iberdrola SA. 


RRA is reducing the rating of Utah regulation to Average/2 from Average/1. This is driven primarily by a recent 
restrictive Public Service Commission of Utah decision for Dominion Energy Inc. subsidiary Questar Gas Co., in which 
the commission adopted a below industry average equity return and directed the company to phase-in a relatively 
modest rate increase. This in conjunction with constructive developments in certain other jurisdictions caused a shift in 
Utah's relative position within the RRA rankings framework. 


RRA is lowering the ranking of Virginia regulation to Average/1 from Above Average/3. This is the second ranking 
reduction RRA has made for Virginia in the last 12 months — the ranking was lowered to Above Average/3 from Above 
Average/2 in August 2019. These rankings actions indicate that while RRA perceives an increase in the level of 
regulatory risk for the utilities operating in the state, the Virginia regulatory climate remains somewhat more constructive 
than average from an investor viewpoint. 


These changes were precipitated by several factors including a declining trend in authorized ROEs, backlash 
concerning the use of rider mechanisms for new investment, as evidenced by commercial customer initiatives to 
aggregate load to qualify to procure power from a source other than the utility, legislative initiatives to implement broad-
based retail competition for electric generation and the failure of the General Assembly to either re-elect a sitting 
commissioner or elect a replacement in a timely manner. 


RRA's previous comprehensive review of its rankings was conducted in the fourth quarter of 2019, when RRA reported 
that the team had made no rankings changes. Subsequent to that report, RRA released State Regulatory Reviews 
affirming the rankings of the North Carolina and South Carolina jurisdictions.  


In a review published Jan. 6, RRA affirmed its Average/3 ranking of South Carolina regulation indicating that while 
generally balanced, the environment in the state is somewhat more restrictive than average from an investor viewpoint. 


In a review published March 10, RRA affirmed the Average/1 ranking of the North Carolina regulatory climate. In RRA's 
view, North Carolina is also generally balanced from an investor viewpoint, but is a bit more constructive than average. 


RRA State Regulatory Reviews are issued periodically and are static in nature, but the information provided in these 
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reviews is updated on a real-time basis in RRA's Commission Profiles. 


Overview of RRA rankings process 


RRA evaluates the regulatory climates for energy utilities of the jurisdictions within the 50 states and the District of 
Columbia, a total of 53 jurisdictions, on an ongoing basis. The evaluations are assigned from an investor perspective 
and indicate the relative regulatory risk associated with the ownership of securities issued by each jurisdiction's electric 
and gas utilities. 


The rankings look at various state commission policies but also take into account actions by state governors, 
legislatures, courts and intervening parties in major proceedings before the commissions. 


RRA maintains three principal rating categories: Above Average, Average and Below Average. 


 


An Above Average designation indicates that, in RRA's view, the regulatory climate in the jurisdiction is relatively more 
constructive than average, representing lower risk for investors that hold or are considering acquiring the securities 
issued by the utilities operating in that jurisdiction. 


At the opposite end of the spectrum, a Below Average ranking would indicate a less constructive, higher-risk regulatory 
climate from an investor viewpoint. 


A rating in the Average category would imply a relatively balanced approach on the part of the governor, the legislature, 
the courts and the commission when it comes to adopting policies that impact investor and consumer interests. 


Within the three principal rating categories, the designations 1, 2 and 3 indicate relative position, with a 1 implying a 
more constructive relative ranking within the category, a 2 indicating a midrange ranking within the category and a 3 
indicating a less constructive ranking within the category. 


RRA attempts to maintain a "normal distribution" of the rankings, with the majority of the states classified in one of the 
three Average-range categories. The remaining states are the split relatively evenly between the Above Average and 
Below Average classifications. 


For a more in-depth discussion of the factors RRA reviews as part of its ratings process, see the March 25 report, State 
Regulatory Evaluations — Energy. 


Regulatory Research Associates is a group within S&P Global Market Intelligence. 
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For a discussion of the regulatory climate in each jurisdiction, refer to RRA's Commission Profiles. 


For a complete, searchable listing of RRA's in-depth research and analysis, please go to the S&P Global Market 
Intelligence Energy Research Library. 
 


Ciaralou Palicpic contributed to this article.
 


This article was published by S&P Global Market Intelligence and not by S&P Global Ratings, which is a separately 
managed division of S&P Global.
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I.  Introduction 1 


Q. PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND OCCUPATION. 2 


A. My name is Steve W. Chriss.  My business address is 2608 SE J St., Bentonville, AR 3 


72716.  I am employed by Walmart Inc. (“Walmart”) as Director, Energy Services. 4 


Q. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS DOCKET? 5 


A. I am testifying on behalf of Walmart. 6 


Q.  PLEASE DESCRIBE YOUR EDUCATION AND EXPERIENCE. 7 


A.  In 2001, I completed a Master of Science in Agricultural Economics at Louisiana State 8 


University.  From 2001 to 2003, I was an Analyst and later a Senior Analyst at the 9 


Houston office of Econ One Research, Inc., a Los Angeles-based consulting firm.  My 10 


duties included research and analysis on domestic and international energy and 11 


regulatory issues.  From 2003 to 2007, I was an Economist and later a Senior Utility 12 


Analyst at the Public Utility Commission of Oregon (“PUC”) in Salem, Oregon.  My 13 


duties included appearing as a witness for PUC Staff in electric, natural gas, and 14 


telecommunications dockets.  I joined the energy department at Walmart in July 2007 15 


as Manager, State Rate Proceedings.  I was promoted to Senior Manager, Energy 16 


Regulatory Analysis, in June 2011.  I was promoted to my current position in October 17 


2016 and the position was re-titled in October 2018.  My Witness Qualifications 18 


Statement is attached as Exhibit SWC-1.  19 
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Q.  HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY BEFORE THE PUBLIC SERVICE 20 


COMMISSION OF UTAH (“COMMISSION”)? 21 


A.  Yes.  I submitted testimony in Docket Nos. 07-035-93, 09-035-15, 09-035-23, 10-035-22 


124, 11-035-200, 13-035-184, 14-035-T02, and 16-035-T09. 23 


Q.  HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY BEFORE OTHER STATE 24 


REGULATORY COMMISSIONS? 25 


A.  Yes.  I have submitted testimony in over 230 proceedings before 40 other utility 26 


regulatory commissions.  I have also submitted testimony before legislative 27 


committees in Kansas, Missouri, North Carolina, and South Carolina.  My testimony 28 


has addressed topics including, but not limited to, cost of service and rate design, 29 


return on equity (“ROE”), revenue requirements, ratemaking policy, large customer 30 


renewable programs, qualifying facility rates, telecommunications deregulation, 31 


resource certification, energy efficiency/demand side management, fuel cost 32 


adjustment mechanisms, decoupling, and the collection of cash earnings on 33 


construction work in progress. 34 


Q.  ARE YOU SPONSORING EXHIBITS IN YOUR TESTIMONY? 35 


A.  Yes.  I am sponsoring the exhibits listed in the Table of Contents. 36 


Q.  PLEASE BRIEFLY DESCRIBE WALMART'S OPERATIONS IN UTAH. 37 


A.  As shown on Walmart’s website, Walmart operates 59 retail units and three 38 


distribution centers and employs over 18,000 associates in Utah.  In fiscal year ending 39 
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2020, Walmart purchased $1.96 billion worth of goods and services from Utah-based 40 


suppliers, supporting over 32,000 supplier jobs.1 41 


Q.  PLEASE BRIEFLY DESCRIBE WALMART’S OPERATIONS WITHIN THE COMPANY’S 42 


SERVICE TERRITORY.  43 


A.  Walmart has 46 stores and three distribution centers that take electric service from 44 


PacifiCorp d/b/a Rocky Mountain Power (“RMP” or “Company”), primarily on the 45 


Company’s Schedule 6, General Service Distribution Voltage (“Schedule 6”) rate 46 


schedule.  47 


 48 


II.  Purpose of Testimony and Summary of Recommendations 49 


Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 50 


A.  The purpose of my testimony is to respond to RMP’s rate case filing and to provide 51 


recommendations to assist the Commission in its thorough and careful consideration 52 


of the customer impact of the Company’s proposed rate increase. 53 


Q. IN SETTING THE REVENUE REQUIREMENT, ROE, ALLOCATION, AND RATE DESIGN 54 


CHANGES FOR THE COMPANY, SHOULD THE COMMISSION CONSIDER THE IMPACT 55 


OF THE PROPOSED RATE INCREASE ON BUSINESS CUSTOMERS? 56 


A. Yes.  Electricity is a significant operating cost for retailers such as Walmart.  When 57 


electric rates increase, the increased cost to retailers can put pressure on consumer 58 


prices and on the other expenses required by a business to operate.  The Commission 59 


 


1 http://corporate.walmart.com/our-story/locations/united-states#/united-states/utah 
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should thoroughly and carefully consider the impact on customers in examining the 60 


requested revenue requirement and ROE, in addition to all other facets of this case, 61 


to ensure that any increase in the Company’s rates is the minimum amount necessary 62 


to provide safe, adequate, and reliable service, while also providing RMP the 63 


opportunity to recover its reasonable and prudent costs and earn a reasonable return 64 


on its investment.  65 


Q.   PLEASE SUMMARIZE WALMART’S RECOMMENDATIONS TO THE COMMISSION IN 66 


THIS PHASE OF THE DOCKET. 67 


A.   Walmart’s recommendations to the Commission are as follows: 68 


1) The Commission should closely examine the Company’s proposed revenue 69 


requirement increase and the associated proposed increase in ROE, especially 70 


when viewed in light of:  71 


a. The customer impact of the resulting revenue requirement increase as 72 


discussed later in my Testimony;  73 


b. The use of a future test year, which reduces regulatory lag and, therefore 74 


utility risk, by allowing the utility to include projected cost increases in its rates 75 


at the time they will be in effect; and 76 


c. Recent rate case ROEs approved by commissions nationwide.  77 


Q. DOES THE FACT THAT YOU MAY NOT ADDRESS AN ISSUE OR POSITION ADVOCATED 78 


BY THE COMPANY INDICATE WALMART’S SUPPORT? 79 


A. No.  The fact that an issue is not addressed herein or in related filings should not be 80 


construed as an endorsement of, agreement with, or consent to any filed position. 81 
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 82 


III.  Revenue Requirement and Return on Equity 83 


Q. WHAT REVENUE REQUIREMENT INCREASE DOES THE COMPANY PROPOSE IN ITS 84 


FILING? 85 


A. The Company proposes a total revenue requirement increase for the forecast test 86 


year ending December 31, 2021, of approximately $95.8 million, or 4.8 percent.  87 


However, the Company proposes to phase in the increase through the application of 88 


a deferred tax savings credit, resulting in a proposed increase of $51.5 million in 2021, 89 


$73.6 million in 2022, and the full $95.8 million in 2023.  See Direct Testimony of Joelle 90 


R. Steward, line 46 to line 52 and Direct Testimony of Steven R. McDougal, line 33 to 91 


line 34.  92 


Q. WHAT IS THE COMPANY’S PROPOSED ROE IN THIS DOCKET? 93 


A. The Company presents testimony to support a ROE of 10.2 percent, based on a range 94 


of 9.75 percent to 10.25 percent.  See Direct Testimony of Ann E. Bulkley, line 59 to 95 


line 66.  The requested ROE at the Company’s proposed capital structure of 53.52 96 


percent equity results in a proposed overall rate of return of 7.7 percent.  See Direct 97 


Testimony of Nikki L. Kobliha, line 41. 98 


Q. WHAT ARE THE CURRENTLY APPROVED ROE AND EQUITY RATIO FOR RMP? 99 


A. The currently effective ROE approved by the Commission for the Company is 9.8 100 


percent and the currently effective equity ratio is 51.43 percent.  See Report and 101 


Order, Docket No. 13-035-184, page 8.  As such, the proposed ROE represents an 102 
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increase of 40 basis points from the Company’s currently approved ROE and has a 103 


significant impact to customers.   104 


Q. IS WALMART CONCERNED THAT THE COMPANY’S PROPOSED ROE IS EXCESSIVE? 105 


A. Walmart is concerned that the Company’s proposed ROE of 10.2 percent is excessive, 106 


especially in light of:  107 


1) The customer impact of the resulting revenue requirement increase as discussed 108 


above;  109 


2) The use of a future test year, which reduces regulatory lag and, therefore utility 110 


risk, by allowing the utility to include projected cost increases in its rates at the 111 


time they will be in effect; and 112 


3) Recent rate case ROEs approved by commissions nationwide.  113 


   114 


 A. Customer Impact of the Proposed Increase in ROE 115 


Q. WHAT IS THE REVENUE REQUIREMENT IMPACT OF THE COMPANY’S PROPOSED 116 


INCREASE IN ROE? 117 


A. Using the Company’s proposed capital structure, the revenue requirement impact of 118 


the Company’s proposed increase in ROE from that approved in the Company’s last 119 


rate case is approximately $23.3 million, or 24 percent of the Company’s proposed 120 


unmitigated revenue requirement increase.  See Exhibit SWC-2. 121 


 122 


B.  National Utility Industry ROE Trends 123 


Q. IS THE COMPANY’S PROPOSED ROE SIGNIFICANTLY HIGHER THAN THE ROES 124 
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APPROVED BY OTHER UTILITY REGULATORY COMMISSIONS IN 2017, 2018, 2019, 125 


AND SO FAR IN 2020? 126 


A. Yes.  According to data from S&P Global Market Intelligence, a financial news and 127 


reporting company, the average of the 133 reported electric utility rate case ROEs 128 


authorized by commissions to investor-owned utilities in 2017, 2018, 2019, and so far 129 


in 2020, is 9.6 percent.  The range of reported authorized ROEs for the period is 8.25 130 


percent to 11.95 percent, and the median authorized ROE is 9.6 percent.  The average 131 


and median values are significantly below the Company’s proposed ROE of 10.2 132 


percent.  See Exhibit SWC-3.  As such, the Company’s proposed 10.2 percent ROE is 133 


counter to broader electric industry trends. 134 


Q. SEVERAL OF THE REPORTED AUTHORIZED ROES ARE FOR DISTRIBUTION-ONLY 135 


UTILITIES OR FOR ONLY A UTILITY'S DISTRIBUTION SERVICE RATES.  WHAT IS THE 136 


AVERAGE AUTHORIZED ROE IN THE REPORTED GROUP FOR VERTICALLY 137 


INTEGRATED UTILITIES? 138 


A. In the group reported by S&P Global, the average ROE for vertically integrated utilities 139 


authorized from 2017 through present is 9.73 percent, and the trend in these 140 


averages has been relatively stable.  The average ROE authorized for vertically 141 


integrated utilities in 2017 was 9.80 percent; in 2018 it was 9.68 percent; in 2019 it 142 


was 9.73 percent; and thus far in 2020 it was 9.64 percent.  Id.  As such, the Company’s 143 


proposed 10.2 percent ROE is counter to broader electric industry trends and, in fact, 144 


as shown in Figure 1, would be equal to the fifth highest approved ROE for a vertically 145 


integrated utility from 2017 to present if approved by the Commission. 146 
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 147 


Figure 1.  Rocky Mountain Power Proposed ROE Versus Authorized ROEs for Vertically Integrated Utilities, 148 
2017 to present.  Source: Exhibit SWC-3. 149 


Q. WHAT IS THE REVENUE REQUIREMENT IMPACT IF THE COMMISSION WERE TO 150 


AWARD AN ROE OF 9.73 PERCENT, THE AVERAGE ROE AWARDED FOR VERTICALLY 151 


INTEGRATED UTILITIES FROM 2017 TO PRESENT? 152 


A. Assuming Company’s proposed cost of debt, preferred stock, and equity ratio, 153 


authorizing RMP an ROE of 9.73 percent instead of the requested 10.2 percent would 154 


result in a reduction to the requested revenue requirement increase of about $27.3 155 


million, or 28 percent.  See Exhibit SWC-4. 156 


Q. IS WALMART RECOMMENDING THAT THE COMMISSION BE BOUND BY ROEs 157 


AUTHORIZED BY OTHER STATE REGULATORY AGENCIES? 158 
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A. No.  Decisions of other state regulatory commissions are not binding on the 159 


Commission.  Additionally, each commission considers the specific circumstances in 160 


each case in its determination of the proper ROE.  Walmart is providing this 161 


information to illustrate a national customer perspective on industry trends in 162 


authorized ROE.  163 


 164 


E.  Conclusion 165 


Q. WHAT IS YOUR RECOMMENDATION TO THE COMMISSION IN REGARDS TO THE 166 


COMPANY’S PROPOSED ROE? 167 


A. The Commission should closely examine the Company’s proposed revenue 168 


requirement increase and the associated proposed increase in ROE, especially when 169 


viewed in light of:  170 


1) The customer impact of the resulting revenue requirement increase as discussed 171 


above;  172 


2) The use of a future test year, which reduces regulatory lag and, therefore utility 173 


risk, by allowing the utility to include projected cost increases in its rates at the 174 


time they will be in effect; and 175 


3) Recent rate case ROEs approved by commissions nationwide.  176 


In summary, unless the Commission determines that RMP has sufficiently and 177 


substantially demonstrated that the Company requires an ROE greater than its 178 


currently approved ROE of 9.5 percent, which is generally consistent with recent 179 
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Commission decisions and national trends, the Commission should approve an ROE 180 


no higher than 9.5 percent in this docket.      181 


Q. DOES THIS CONCLUDE YOUR TESTIMONY? 182 


A. Yes. 183 








 


FINANCIAL FOCUS


Average utility equity ratio declines in 2020 amid COVID-19 
pandemic
 


Monday, October 19, 2020 7:49 AM ET 
 


By Dennis Sperduto 
Market Intelligence


 


It can be reasonably argued that the increased uncertainty and economic dislocation engendered by COVID-19 should 
have caused utilities to increase their common equity ratios, and thus financial strength, but the opposite occurred in the 
first half of 2020. As of June 30, the average common equity ratio for the energy and water companies followed by 
Financial Focus had declined by 1.3 percentage points, or pps, to 42.9% versus 44.2% at year-end 2019. Roughly 
three-fourths of the followed companies posted a decline in their common equity ratio in the first half of 2020. 


The capital structure data contained in this analysis is derived from an Oct. 2 study of utility parent company financials. 
We note that the overall equity ratio decline is consistent with the general slippage in parent company financial 
measures that are detailed in the Oct. 2 study. In addition, while these measures of financial strength declined, average 
energy and water utility EPS during the first two quarters were 6.1% higher year over year. 


Individual company and summary data is provided in the table at the conclusion of this report.  


As indicated in the above table, although there were modest differences, the equity ratio decline occurred in all four 
utility subgroups. Among the three energy subgroups, the electric posted the largest decline, at 1.5 pps, followed by the 
gas and multi-utility subgroups with declines of 1.0 pps and 0.9 pps, respectively. The two energy subgroups with 
significant gas utility operations posted the lowest equity ratio declines. For the four subgroups, water posted the largest 
equity ratio decline at 2.4 pps. We note, however, that as of June 30, the water subgroup maintained the highest equity 
ratio, 46.8%, compared with 45.6% for the gas, 42.5% for the electric and 40.6% for the multi-utility subgroups. 


Looking at the percentage point change in equity ratio and the percentage change in EPS for the six months ended 
June 30, 2020, versus June 30, 2019, no consistent pattern exists across the four subgroups. The water subgroup did 
have the highest, by a wide margin, increase in EPS, at 16.1%, along with the largest percentage point decline in the 
equity ratio. The gas subgroup, however, posted the second-lowest percentage point equity ratio decline, but gas EPS 
decreased in the first six months of 2020. 


READ MORE: Sign up for our weekly coronavirus newsletter here, and read our latest coverage on the 
crisis here. 


Powered by S&P Global | Page 1 of 4


Li
ce


ns
ed


 to
 jr


w
oo


lri
dg


e@
gm


ai
l.c


om







Regarding first-half utility EPS, in a recently issue report, Financial Focus noted that although the broader economic 
effects of the coronavirus pandemic were in full force during the period, most utilities' results did not reflect significant 
negative pandemic-related impacts. Adjusted first-half 2020 earnings for the companies in the energy universe were up 
an average of 4.6% year over year, although individual company results varied widely. Regarding the energy subgroup 
results, electric EPS were up 5.5%, gas EPS were down 2.6%, and the multi-utility EPS increased 7.0%. Despite many 
companies reporting that commercial and industrial sales fell in the second quarter, most management teams affirmed 
existing earnings guidance ranges for 2020. First-half 2020 EPS for the water companies increased 16.1%. 


Regarding those companies that posted the largest declines in their common equity ratios, OGE Energy Corp. recorded 
an impairment charge in the second quarter related to its investment in Enable Midstream Partners LP. OGE holds a 
25.5% limited partner interest and a 50% general partner interest in Enable Midstream Partners. For Northwest Natural 
Holding Company, several debt financings that increased interest expense were undertaken in March as a 
precautionary measure to strengthen the company's liquidity position because of the pandemic. 


For the water subgroup, California Water Service Group experienced a 4.1-pps decrease in its equity ratio and a 
decline in EPS for the first six months of 2020 to -$0.31 from $0.19 in the year-ago period. The decline is related to a 
drag due to a delay in the resolution of a rate case at the company's largest subsidiary that lowered its's ROE to 5.17% 
for the last 12 months. Higher customer rates in that case had been expected to take effect Jan. 1. A settlement 
between the company and the California Public Advocates Office was filed in October 2019. A long-awaited proposed 
decision from the California Public Utilities Commission is expected in mid-October, with a final written decision expected 
by Nov 20. 


South Jersey Industries Inc. in July 2018 completed the acquisition of New Jersey-based Elizabethtown Gas Co. and the 
extremely small Maryland utility Elkton Gas Co., and the increase in South Jersey's equity ratio may reflect the unwinding 
of some debt that the company used to finance the acquisition. We note, however, that the company's June 30 equity 
ratio is still well below the gas subgroup and total energy utility company averages. 


Sempra Energy completed the sales of its South American businesses in June, marking the conclusion of its broad, two-
year "capital rotation plan." The company's investments are now focused on transmission and distribution energy 
infrastructure in, according to Sempra, the most attractive markets in North America, including California, Texas and 
Mexico, and on North America's liquefied natural gas export market. In total, including the sales of the company's South 
American businesses and its U.S. renewables businesses and non-utility natural gas storage assets, Sempra has 
generated approximately $8.3 billion in total gross proceeds from these divestitures. Sempra indicates that the proceeds 
from these transactions are being used to further bolster its strong liquidity position, strengthen the balance sheet, 
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support the execution of its robust capital plan and return value to shareholders. The increase in Sempra's equity ratio 
places it slightly below the averages of both the energy utilities and energy and water utilities. 
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Regulatory Research Associates is a group within S&P Global Market Intelligence.  


For a complete, searchable listing of RRA's in-depth research and analysis, please go to the S&P Global Market 
Intelligence Energy Research Library. 
 


Charlotte Cox and Heike Doerr contributed to this article.
 


This article was published by S&P Global Market Intelligence and not by S&P Global Ratings, which is a separately 
managed division of S&P Global.
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Q. PLEASE STATE YOUR FULL NAME, ADDRESS, AND OCCUPATION. 1 


A. My name is J. Randall Woolridge, and my business address is 120 Haymaker Circle, 2 


State College, PA 16801.  I am a Professor of Finance and the Goldman, Sachs & Co. 3 


and Frank P. Smeal Endowed University Fellow in Business Administration at the 4 


University Park Campus of Pennsylvania State University. I previously filed 5 


testimony in this case for the Utah Office of Consumer Services (OCS) to provide an 6 


opinion as to the fair rate of return or cost of capital for PacifiCorp d/b/a Rocky Mountain 7 


Power (“RMP” or the “Company”). 8 


Q. WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY? 9 


A. I will respond to the rebuttal testimony of RMP witnesses Ms. Nikki L. Kobliha and 10 


Ms. Ann Bulkley. 11 


Q. PLEASE OUTLINE THE ISSUES YOU ARE ADDRESSING IN YOUR 12 


SURREBUTTAL TESTIMONY? 13 


A. I am covering the following issues in my surrebuttal testimony: 14 


 I. Summary of Positions 15 


 II. Authorized ROEs and Capital Market Conditions 16 


 III. Capital Structure 17 


 IV. The Riskiness of RMP   18 


 V. Equity Cost Rate Issues 19 


  A. Analysts’ Projected EPS Growth Rates  20 


  B. CAPM Analysis 21 


  C. The Expected Earnings Approach 22 


 23 
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I.     Summary of Positions 24 


 25 


Q. PLEASE REVIEW THE COMPANY’S PROPOSED RATE OF RETURN OR 26 


COST OF CAPITAL.   27 


A. In her rebuttal testimony, RMP witness Ms. Nikki L. Kobliha continues to recommend 28 


a capital structure consisting of 46.32% long-term debt, 0.01% preferred stock and 29 


53.67% common equity.  She has updated her debt cost rate to reflect the issuance of 30 


two new series of long-term debt — $400 million of 2.70% mortgage bonds due 31 


September 2030 and $600 million of 3.30% first mortgage bonds due March 2051. 32 


Her new long-term debt and preferred stock cost rates are 4.79% and 6.75%.  RMP 33 


witness Ms. Ann E. Bulkley has updated her common equity cost rate analysis and has 34 


maintained that her initial 10.20% recommendation for RMP from her direct 35 


testimony is still appropriate.  However, the Company has chosen to lower its 36 


requested ROE to 9.80% in its updated filing. As shown in Table 1, the Company’s 37 


overall proposed rate of return is now 7.48%. 38 


Table 1 39 


RMP’s Rate of Return Recommendation 40 


 41 
 42 


  Q. PLEASE REVIEW YOUR RECOMMENDATIONS REGARDING THE 43 


APPROPRIATE MARKET-BASED RATE OF RETURN FOR RMP.  44 


A. I have reviewed the Company’s proposed capital structure and overall cost of capital. 45 


As I noted in my direct testimony, RMP’s proposed capitalization has more equity and 46 
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less financial risk than the average current capitalizations of electric utilities.  Hence, 47 


I used a capital structure that is more reflective of the capital structures of electric 48 


utility companies.  I am using a capital structure consisting of 50.0% debt/preferred 49 


stock and 50.00% common equity. To estimate an equity cost rate for the Company, I 50 


have applied the Discounted Cash Flow Model (“DCF”) and the Capital Asset Pricing 51 


Model (“CAPM”) to my proxy group of electric utility companies (“Electric Proxy 52 


Group”).  I have also applied my analysis to Ms. Bulkley’s Proxy Group (“Bulkley 53 


Proxy Group”).  My DCF and CAPM analyses indicate an equity cost rate range of 54 


7.60% to 8.95%. 55 


Q. WHAT IS YOUR PRIMARY RATE OF RETURN RECOMMENDATION FOR 56 


RMP?  57 


A. As noted, my equity cost rate studies indicate ROEs between 7.60% and 8.95%. I 58 


believe that this range accurately reflects current capital market data. However, I 59 


recognize that this range is below the authorized ROEs for electric utility companies 60 


nationally. Therefore, my primary ROE recommendation for RMP is 9.0%.  This 61 


recommendation: (1) gives weight to the higher authorized ROEs for electric utility 62 


companies; and (2) recognizes the concept of ‘gradualism’ in which authorized ROEs 63 


are adjusted on a gradual basis to reflect changing trends in capital market data.  Given 64 


my recommended capitalization ratios and RMP’s updated proposed long-term debt 65 


and preferred stock rates (4.79% and 6.75%), my primary rate of return or cost of 66 


capital recommendation for the Company is 6.90% and is summarized in Table 2.  67 


 68 


 69 
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Table 2 70 


OCS’ Updated Primary Rate of Return Recommendation 71 


  Capitalization Cost Weighted 


    Capital Source Ratios Rate Cost Rate 


Long-Term Debt 49.99% 4.79% 2.39% 


Preferred Stock 0.01% 6.75% 0.00% 


Common Equity 50.00% 9.00% 4.50% 


Total Capital 100.00%   6.90% 


 72 


Q DID YOU ALSO PROVIDE AN ALTERNATIVE RATE OF RETURN 73 


RECOMMENDATION FOR RMP? 74 


A. Yes.  My alternative rate of return recommendation uses RMP’s proposed capital 75 


structure of 46.32% long-term debt, 0.01% preferred stock, and 53.67% common 76 


equity as well as RMP’s updated long-term debt cost and preferred stock cost rates of 77 


4.79% and 6.75%. With respect to the equity component of my recommendation for 78 


rate of return, my alternative ROE recommendation is 8.75%, which is at the high end 79 


of my equity cost rate range of 7.60% to 8.95%. Given my alternative capitalization 80 


ratios and senior capital cost rates, based on the Company’s proposed capital structure, 81 


my alternative rate of return or cost of capital recommendation for the Company is 82 


6.92% and is summarized in Table 3. 83 


    84 


Table 3 85 


            OCS’ Updated Alternative Rate of Return Recommendation 86 


  Capitalization Cost Weighted 


    Capital Source Ratios Rate Cost Rate 


Long-Term Debt 46.32% 4.79% 2.22% 


Preferred Stock 0.01% 6.75% 0.00% 


Common Equity 53.67% 8.75% 4.70% 


Total Capital 100.00%  6.92% 
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II. Authorized ROEs and Capital Market Conditions 87 


 88 


Q. PLEASE REVIEW THE COMMISSION’S ORDER ON ROE IN RMP’S LAST 89 


RATE CASE. 90 


A. On August 29, 2014, the Commission approved a settlement between the Company 91 


and intervenors in Docket No, 13-035-184.  The settlement included a capital structure 92 


of 48.55% long-term debt, 0.02% preferred stock, and 51.43% common stock equity, debt 93 


and preferred cost rates of 5.20% and 6.75%, and a ROE of 9.80%.  The overall rate of 94 


return on rate base was 7.57%.1 95 


Q. HAVE CAPITAL COSTS INCREASED OR DECREASED SINCE THE 96 


COMPANY’S LAST RATE CASE?   97 


A. Interest rates and capital costs have declined since the last case. As I showed in my 98 


direct testimony, the 30-year Treasury yield averaged about 3.0% between 2012 and 99 


2018. During that time, the authorized ROEs in Utah were in the 9.80% range.  100 


However, the economy slowed and interest rates declined in 2019, and these yields 101 


continued to decline in 2020 and then dropped significantly when the novel 102 


coronavirus hit, significantly impacting the world’s population, economy, and 103 


financial markets.  This decline in interest rates and capital costs is one reason why 104 


RMP’s authorized ROE must be lower than the 9.80% set in 2014 in RMP’s last rate 105 


case, contrary to RMP’s rebuttal position. 106 


                                                 
1  In the Matter of the Application of Rocky Mountain Power Company for authority to Increase its Retail 


Electric Utility Service Rates in Utah and for Approval for its Proposed Electric Service Schedules and  
Electric Service Regulations, August 29, 2014. 
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Q. WHAT HAS HAPPENED TO AUTHORIZED ROES IN UTAH? 107 


A.  The only recent ROE determination in Utah was for the gas distribution service of 108 


Dominion Energy Utah, which was awarded a 9.5% ROE in a fully-litigated case.  The 109 


Order in that case was dated February 25, 2020, which is effectively pre-coronavirus. 110 


Q. AT PAGE 23 OF HER REBUTTAL TESTIMONY, MS. BULKLEY REFERS 111 


TO THE COMPANY’S RECENT ROE FROM ITS RATE CASE 112 


SETTLEMENT IN WASHINGTON.  PLEASE RESPOND. 113 


A. Ms. Bulkley refers to 2016 and 2020 rate cases in Washington involving PacifiCorp.  114 


She notes that the 9.50% ROE adopted in 2020 is the same ROE authorized in the 115 


2016 case and uses this observation to suggest that: (1) ROEs have not declined despite 116 


the decline in interest rates; and (2) this Commission should keep RMP’s authorized 117 


ROE in Utah at 9.80%, which it was awarded in 2014. There are several issues with 118 


these observations.  First, the 2020 Washington case is a settlement.  As Ms. Bulkley 119 


acknowledges, there are usually give-and-take items in a rate case settlement, which 120 


can include ROE, capital structure, and many different elements in a rate case.  121 


Second, the agreed upon capital structure in the 2020 Washington case included a 122 


common equity ratio of 49.10%,2 which is much lower than RMP’s proposed common 123 


equity ratio of 53.67%.  Because higher equity means less risk, a 9.50% ROE at 124 


49.10% equity means RMP should accept an ROE lower than 9.50% at a much higher 125 


equity ratio, such as at its requested 53.67% in this case. 126 


 127 


                                                 
2  See Washington Utilities and Transportation Commission Docket No. UE-191024, Stipulation dated July 


17, 2020.  The stipulation adopts the capital structure from PacifiCorp’s last rate case in Washington, filed 


in 2015, in which the WUTC authorized a 49.10% equity ratio. 
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Q. WHAT ARE THE REVENUE REQUIREMENT IMPLICATIONS OF THESE 128 


ALTERNATIVE CAPITAL STRUCTURE – AUTHORIZED ROE 129 


SCENARIOS FROM THE WASHINGTON RATE CASE SETTLEMENT? 130 


A. OCS witness Ms. Ramas has provided the revenue requirement implications of the 131 


alternative capital structure – authorized ROEs scenarios discussed above.  They are 132 


provided in Table 4. 133 


Table 4 134 


Utah Revenue Requirement Implications of Alternative  135 


Capital Structure – ROE Scenarios 136 


 137 


 138 
 139 


 140 


OCS Direct Testimony Position on Adjustments Revenue Change*


As filed 50% Equity @ 9.0% ROE (59,285,929)         


49.1% Equity @ 9.50% ROE (WA Settlement) (39,970,796)         


53.67% Equity @ 9.0% ROE (39,964,158)         


RMP Rebuttal Filing - Step 1 Increase (1/1/2021)


Co. Request 53.67% Equity @ 9.80% ROE 49,511,653          


49.1% Equity @ 9.50% ROE (WA Settlement) 5,963,188            


53.67% Equity @ 9.0% ROE 6,039,814            


RMP Rebuttal Filing - Total Increase After Step 2 (7/1/2021)


Co. Request 53.67% Equity @ 9.80% ROE 72,049,907          


49.1% Equity @ 9.50% ROE (WA Settlement) 27,653,609          


53.67% Equity @ 9.0% ROE 27,731,727          


 *This shows JAM model revenue requirement differences from RMP's current 


revenue requirement at each specified ROE and equity percentages. 







OCS-1S Woolridge 20-035-04 Page 8 of 33 


 


 8 


As discussed above, if RMP is authorized a 53.67% equity ratio in Utah, the company 141 


would be less risky than with its 49.1% equity ratio in Washington.  This means that 142 


RMP’s ROE in Utah should be lower than the 9.50% that it recently agreed to in 143 


Washington.   Table 4 above shows that at a 53.67% equity ratio, RMP’s ROE in Utah 144 


should be 9.0%, to be equivalent to its settlement in the Washington case. 145 


Q. HAS MS. BULKLEY RECOGNIZED THAT INTEREST RATES AND 146 


CAPITAL COSTS HAVE DECLINED? 147 


A. No.  She clearly ignores the impact of low interest rates which seems to suggest that 148 


she believes that the level of interest rates has nothing to do with the return the equity 149 


investors require.  Ms. Bulkley’s direct and rebuttal testimonies and the results of her 150 


analyses indicate that the decline in interest rates does not matter to capital costs.  This 151 


ignores the direct relationship between lower interest rates and lower capital costs. 152 


Q. DOES RMP WITNESS BULKLEY HIGHLIGHT THE ACTIONS OF THE 153 


FEDERAL RESERVE IN RESPONSE TO THE CORONAVIRUS 154 


PANDEMIC? 155 


A. Yes.  Ms. Bulkley notes that the Federal Reserve has been active in monetary policy 156 


to support the economy in the wake of the coronavirus pandemic.  Incredibly, she 157 


ignored a recent major pronouncement by Federal Reserve Chair Jerome Powell.  In 158 


an interview on NPR on September 4th, Mr. Powell stated that the Fed would keep 159 


interest rates low for a number of years:  “We think that the economy’s going to need 160 


low interest rates, which support economic activity, for an extended period of time … 161 


It will be measured in years.”3  Subsequently, on September 15, 2020, Federal Reserve 162 


                                                 
3 Jeff Cox, “Powell says duration of low interest rates ‘will be measured in years’,” CNBC, September 4,   
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officials made more specific Mr. Powell’s September 4th comments, projecting 163 


that they would keep interest rates near zero through 2023 to help the economy fully 164 


recover from the pandemic.4  165 


Q. MS BULKLEY DOES NOT DISCUSS HOW THE FED’S ACTIONS HAVE 166 


IMPACTED UTILITY BOND YIELDS.  HAVE UTILITY BONDS YIELDS 167 


DECLINED WITH TREASURY BOND YIELDS? 168 


A. Yes.  Figure 1 shows 30-year Treasury yields (Panel A), long-term ‘A’ rated utility 169 


yields (Panel B), and the yield differentials between these two yields (Panel C) over 170 


the 2000-20 time period. The yield differentials in Panel C shows that the spread 171 


between utility and Treasury yields has increased dramatically during the 2008 172 


financial crisis and during March of this year as a result of the coronavirus. The yield 173 


differential has declined significantly in recent months, and is now back to the 1.0% 174 


to 1.5% range which it has been historically.     175 


 176 


                                                 
2020. 


4     https://www.politico.com/news/2020/09/16/federal-reserve-zero-interest-


rate416202#:~:text=Federal%20Reserve%20officials%20on%20Wednesday,probably%20have%20to%20


do%20more. 



https://www.federalreserve.gov/newsevents/pressreleases/monetary20200916b.htm

https://www.politico.com/news/2020/09/16/federal-reserve-zero-interest-rate-416202#:~:text=Federal%20Reserve%20officials%20on%20Wednesday,probably%20have%20to%20do%20more

https://www.politico.com/news/2020/09/16/federal-reserve-zero-interest-rate-416202#:~:text=Federal%20Reserve%20officials%20on%20Wednesday,probably%20have%20to%20do%20more

https://www.politico.com/news/2020/09/16/federal-reserve-zero-interest-rate-416202#:~:text=Federal%20Reserve%20officials%20on%20Wednesday,probably%20have%20to%20do%20more
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Q. HAVE UTILITIES TAKEN ADVANTAGE OF THE LOWER BOND YIELDS 178 


TO RAISE CAPITAL? 179 


A. Yes.  Figure 2 shows the amount of capital raised in debt (Panel A) and equity capital 180 


markets from 2016-2020.  Utilities have especially taken advantage of the low interest 181 


rates; as of October 2, 2020, they have already raised a record amount of capital in the 182 


debt markets this year. The amount of equity raised by utilities is shown in Panel B.  183 


For 2020 year-to-date, the amount of equity is down a little relative to 2019, but this 184 


figure is only for the first nine months of 2020. 185 


 186 


  187 
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Q. IN HER DIRECT AND REBUTTAL TESTIMONIES, MS. BULKLEY IMPLIES 188 


THAT INTEREST RATES AND CAPITAL COSTS ARE ABOUT TO 189 


INCREASE, AND SHE USES HIGHER PROJECTED INTEREST RATES IN 190 


HER CAPM AND RISK PREMIUM MODELS.  PLEASE RESPOND. 191 


A. Ms. Bulkley argues that my ROE recommendations for RMP are not justified by current 192 


and expected market conditions.  In her discussion of capital market conditions, Ms. 193 


Bulkley points to forecasts of long-term interest rates to imply that capital costs are about 194 


to increase and uses these forecasts in her CAPM and risk premium approaches.   195 


Q. PLEASE DISCUSS THE FORECASTS OF HIGHER INTEREST RATES BY 196 


ECONOMISTS AND OTHER PROFESSIONAL FORECASTERS. 197 


A. In my direct testimony, I highlighted that the consensus forecasts of economists are that 198 


interest rates are going higher and these forecasts are continually wrong.  On this issue, 199 


I highlighted the following: (1) after the announcement of the end of Quantitative 200 


Easing III (“QEIII”) program in 2014, all the economists in Bloomberg’s interest rate 201 


survey forecasted interest rates would increase in 2014, and 100% of the economists 202 


were wrong;5 (2) Bloomberg reported that the Federal Reserve Bank of New York has 203 


gone as far as stopping use of interest rate estimates of professional forecasters in its 204 


interest rate model;6 (3) a study entitled “How Interest Rates Keep Making People on 205 


Wall Street Look Like Fools,” which evaluated economists’ forecasts for the yield on 206 


                                                 
5      Ben Eisen, “Yes, 100% of economists were dead wrong about yields, Market Watch,” October 22, 2014.   


6    Susanne Walker and Liz Capo McCormick, “Unstoppable $100 Trillion Bond Market Renders Models 


Useless,” Bloomberg.com (June 2, 2014). http://www.bloomberg.com/news/2014-06-01/the-unstoppable-


100-trillion-bond-market-renders-models-useless.html.    
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ten-year Treasury bonds at the beginning of the year for the last ten years.7  The results 207 


demonstrated that economists consistently predict that interest rates will go higher, 208 


and interest rates have not fulfilled the predictions; and (4) a study that tracked 209 


economists’ forecasts for the yield on ten-year Treasury bonds on an ongoing basis 210 


from 2010 until 2015, entitled “Interest Rate Forecasters Are Shockingly Wrong 211 


Almost All of the Time,” demonstrate how economists continually forecast that 212 


interest rates are going up, and they do not. 8 213 


Q. PLEASE SUMMARIZE YOUR DISCUSSION OF THE INTEREST RATE 214 


FORECASTS USED BY MS. BULKLEY. 215 


A. I recommend that the Commission ignore these forecasts because, as demonstrated in the 216 


above studies, economists are always predicting that interest rates are going up, and they 217 


have consistently been wrong.  Ms. Bulkley makes a significant error in suggesting that 218 


investors share economists’ views of higher rates and that these views are incorporated 219 


into their decision making.  I highlight that investors would not be buying long-term 220 


Treasury bonds at current yields today if they followed economists’ interest rate forecasts 221 


because a near-term increase in interest rates would result in a negative rate of return on 222 


those bonds.  223 


 224 


 225 


 226 


                                                 


7   Joe Weisenthal, “How Interest Rates Keep Making People on Wall Street Look Like Fools,” 


Bloomberg.com, March 16, 2015. http://www.bloomberg.com/news/articles/2015-03-16/how-interest-


rates-keep-making-people-on-wall-street-look-like-fools. 


8  Akin Oyedele, “Interest Rate Forecasters Are Shockingly Wrong Almost All of the Time,” Business Insider, 


July 18, 2015. http://www.businessinsHider.com/interest-rate-forecasts-are-wrong-most-of-the-time- 2015-


7. 



http://www.businessinsider.com/interest-rate-forecasts-are-wrong-most-of-the-time-
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III. Capital Structure 227 


 228 


Q. PLEASE REVIEW THE CAPITAL STRUCTURE ISSUES IN THIS CASE. 229 


A. The Company has proposed a capital structure consisting of 46.32% long-term debt, 230 


0.01% preferred stock and 53.67% common equity. I demonstrated that this capital 231 


structure has a higher common equity ratio than the Company’s parent company and 232 


other electric utility companies.  As a result, in my primary rate of return 233 


recommendation I have recommended a capital structure with a common equity ratio 234 


of 50.00%.  In my alternative rate of return recommendation, I have used the 235 


Company’s proposed capital structure, but with a lower ROE of 8.75% to reflect the 236 


higher common equity ratio and lower financial risk of RMP’s proposed capital 237 


structure. 238 


Q. IN ITS REBUTTAL TESTIMONY, THE COMPANY CRITICIZES YOUR 239 


PROPOSED CAPITAL STRUCTURE.  PLEASE RESPOND. 240 


A. In their rebuttal testimonies, Ms. Kobliha and Ms. Bulkley make several observations on 241 


my assessment of a proposed capital structure for RMP.  They claim that: (1) it is 242 


appropriate to compare the common equity ratios of the operating electric utilities and 243 


not the holding companies; (2) I should not include short-term debt in assessing common 244 


equity ratios; and (3) there is no double leverage in the Company’s capitalization relative 245 


to its parent, Berkshire Hathaway Energy (BHE). 246 


Q. PLEASE ADDRESS THESE THREE ISSUES. 247 


A. On the first issue, contrary to RMP’s assertions, the appropriate comparison when it 248 


comes to common equity ratios is between the common equity ratio as proposed by 249 
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the Company and the average common equity ratios for the holding companies in the 250 


proxy groups.  The reason is that both Ms. Bulkley and myself use the holding 251 


companies to estimate a cost of equity capital for the Company.  That is because the 252 


holding companies have common stock outstanding, stock that is traded in the market, 253 


which enables us to apply DCF and CAPM equity cost rate modeling approaches.  254 


Without these holding company stock prices and dividends paid, we could not employ 255 


the DCF and CAPM models.  Therefore, it is the holding companies’ common equity 256 


ratios that are appropriate for comparison purposes, since their common equity ratio 257 


is what reflects their financial risk.  The common equity ratios of the operating utilities 258 


are higher and therefore they are subject to less financial risk. 259 


  Second, it is appropriate to include short-term debt for the holding companies 260 


when making assessments regarding common equity ratios.  I have not recommended 261 


the inclusion of short-term debt in the Company’s capital structure.  However, when 262 


assessing the financial leverage and risk associated with debt financing, it is appropriate 263 


to include short-term debt.  And while Ms. Bulkley is correct that short-term debt tends 264 


to vary over time for utilities, that is irrelevant when it comes to evaluating financial risk 265 


when using holding company financial data.  In assessing financial risk, short-term debt 266 


is included because, just like long-term debt, short-term has a higher claim on the assets 267 


and earnings of the company and requires timely payment of interest and repayment of 268 


principal.  This is consistent with the approach used by S&P and Moody’s in evaluating 269 


financial integrity and credit worthiness.9 270 


                                                 
9  For example, see Moody’s June 27, 2019 Credit Opinion on PacifiCorp provided as part of Ms. Kobliha’s 


direct testimony as Confidential Workpaper NLK 1, page 1, where Moody’s uses “Total Debt”.   
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  Third, Ms. Kobliha claims there is no double leverage in assessing the 271 


Company’s proposed capitalization relative to that of its parent, BHE.  However, she 272 


does not directly address the issue. The point that I have made is that BHE is taking 273 


advantage of double leverage in its management of RMP because regulators, such as 274 


the Utah Commission, allow the Company to double leverage if regulators set rates on 275 


RMP’s capital structure and not based on BHE’s consolidated capital structure.  As I 276 


demonstrated in my direct testimony, BHE’s consolidated capital structure has more 277 


leverage than RMP’s.  This is evidence that at least some of the equity in RMP has 278 


been financed by debt from BHE.  The Commission should consider this fact in setting 279 


the capital structure and/or the ROE for RMP. 280 


Q. ON A RELATED ISSUE, HOW DOES RMP’S PROPOSED COMMON 281 


EQUITY RATIO COMPARE TO THE COMMON EQUITY RATIOS 282 


APPROVED FOR ELECTRIC UTILITIES IN THE US? 283 


A. While the Company’s witnesses have discussed authorized ROEs for electric utilities, 284 


they have not made comparisons between their proposed common equity ratio and those 285 


adopted for electric utilities.  According to S&P Global  Market Intelligence – RRA, the  286 


average authorized common equity ratio for electric utilities in 2019-20 in the U.S. was 287 


51.15%.10   As such, RMP’s  proposed capitalization includes a higher common equity 288 


ratio than those approved by other state utility commissions. 289 


 290 


 291 


                                                 
10  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. The 51.14% figure excludes the approved 


common equity ratios for utilities in states which include cost-free capital items such as investment tax 


credits in the approved capitalizations.  
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IV.     The Riskiness  of RMP 292 


 293 


Q. WHAT IS THE COMPANY’S TESTIMONY REGARDING THE RELATIVE 294 


RISK OF RMP? 295 


A. Ms. Bulkley indicated in her direct testimony that she considered several other risk 296 


factors in arriving at her 10.20% ROE recommendation. She claims that (1) RMP’s 297 


higher than average capital expenditures increase its risk relative to the proxy utility 298 


companies; (2) RMP’s regulatory risk is high due to operating in Utah; and (3) RMP’s 299 


generation ownership and fuel sources makes it riskier than other utilities. 300 


Q. DO YOU AGREE WITH MS.  BULKLEY THAT RMP IS RISKIER THAN 301 


OTHER ELECTRIC UTILITIES? 302 


A. No.   Ms. Bulkley’s conclusion that RMP’s capital expenditures and regulatory risk 303 


make RMP riskier than other electric utilities is erroneous.  These two factors are risk 304 


factors that are already considered in the credit-rating process used by major rating 305 


agencies. RMP’s issuer credit rating is A according to S&P and A3 according to 306 


Moody’s.  RMP’s S&P rating (A) is two notches above the average S&P rating for the 307 


Electric and Bulkley Proxy Groups (BBB+).  RMP’s Moody’s rating of A3 is one 308 


notch above the average Moody’s rating for the Electric and Bulkley Proxy Groups 309 


(Baa1).  As such, RMP is less risky than the utilities in the Electric and Bulkley Proxy 310 


Groups.   311 


  In addition, in terms of Utah regulatory risk, Ms. Bulkley claims that Utah 312 


ROEs are below those of other states.  This is erroneous. For example, consider that 313 


the Commission approved a ROE of 9.50% for the gas distribution operations of 314 
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Dominion Energy Utah in February of this year.  This compares to a national average 315 


gas distribution utility ROE of 9.40% in 2020.11   316 


Q. DOES MS. BULKLEY ADDRESS UTAH’S RESOURCE PREAPPROVAL 317 


STATUTES IN MAKING HER CLAIM THAT RMP IS MORE RISKY THAN 318 


THE COMPANIES IN HER PROXY GROUP BECAUSE OF RMP’S RECENT 319 


AND PLANNED LARGE CAPITAL EXPENDITURES? 320 


A. No.  To recap, in her direct testimony Ms. Bulkley argues that RMP is riskier than her 321 


proxy group of companies because of RMP’s recent and planned large capital 322 


expenditures and the fact that RMP does not have a capital tracking mechanism, such 323 


as 52% of her proxy group utilities, to recover large capital costs.12  Ms. Bulkley 324 


repeats this claim in her rebuttal testimony.13  However, Utah has two statutory 325 


mechanisms to receive Commission preapproval of large capital expenditures. 326 


Q. WHAT ARE UTAH’S STATUTORY MECHANISMS THAT LESSEN THE 327 


RISK OF LARGE CAPITAL EXPENDITURES? 328 


A. Utah’s Significant Energy Resource Approval statute, Utah Code §§ 54-17-302 329 


through 54-17-304 and Voluntary Request for Resource Decision Review statute, 330 


Utah Code §§ 54-17-401 through 54-17-404, provide mechanisms for RMP to obtain 331 


preapproval of projected costs of significant capital expenditures.  Once preapproval 332 


is obtained from the Commission, which will occur prior to the expenditure of any 333 


substantial funds, RMP will be guaranteed recovery up to that amount preapproved in 334 


                                                 
11  S&P Global Market Intelligence, RRA Regulatory Focus, 2020. 


12  Direct Testimony of Ann E. Bulkley, p. 60-63. 


13  Rebuttal Testimony of Ann E. Bulkley, p. 76. 
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the next rate case.  RMP has recently utilized these statutes in recent cases involving 335 


large capital expenditures for wind resources and transmission lines to insulate itself 336 


from risk related to the cost recovery for these projects.14 337 


Q. AS A REGULATED UTILITY, DO THESE STATUTES SIGNIFICANTLY 338 


MITGATE THE RISKS ASSOCIATED WITH RMP’S LARGE CAPITAL 339 


INVESTMENTS?  340 


A. Yes, that is one the results of these statutes. 341 


Q. ARE THERE ANY OTHER STATUTES THAT REDUCE RMP’S RISK OF 342 


CAPITAL EXPENDITURE RECOVERY IN RATES? 343 


A. Yes, Utah Code §§ 54-7-13.4, Alternative Cost Recovery for Major Plant Addition, 344 


allows RMP to begin recovery of costs in rates for major capital expenditures in 345 


between rate cases.  This reduces regulatory lag that would otherwise occur due to 346 


waiting until the next rate case and would increase the utility’s cash flow. 347 


Q. DOES MS. BULKLEY ACKNOWLEDGE THE RESOURCE PREAPPROVAL 348 


AND MAJOR PLANT ADDITION STATUTES IN HER ANALYSIS OF 349 


RMP’S BUSINESS RISKS IN UTAH? 350 


A. No she does not.   351 


 352 


                                                 
14  See Voluntary Request of Rocky Mountain Power for Approval of Resource Decision to Repower Wind 


Facilities, Docket 17-035-39; Application of Rocky Mountain Power for Approval of a Significant Energy 


Resource Decision and Voluntary Request for Approval of Resource Decision, Docket 17-035-40. 
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Q. CONSIDERING THIS ISSUE OF REDUCED UTAH-SPECIFIC RISKS, IS 353 


THE COMPANY’S POSITION IN THIS CASE CONSISTENT WITH ITS 354 


POSITION IN ITS CURRENT RATE CASE IN WYOMING? 355 


A. No.     RMP lists some of the same risk factors in its current rate case in Wyoming but 356 


then provides additional Wyoming specific risks.  In the Wyoming case, Ms. Bulkley 357 


is the ROE witness and, as in this case, the Company in rebuttal has moderated its 358 


ROE request to 9.80%.  However, Ms. Bulkley in the Wyoming proceeding argues 359 


that RMP deserves a higher ROE in Wyoming since the state has unique risk factors 360 


associated with limited cost recovery mechanisms.  In addition, RMP witness 361 


Hoogeveen argues that Wyoming’s treatment of coal-fired generation increases 362 


RMP’s risk in that state.15  Because Utah does not have these Wyoming specific issues, 363 


RMP’s ROE in Utah should be lower than in Wyoming. 364 


Q. MS. KOBLIHA STATES THAT RMP’S SUPERIOR CREDIT RATINGS ARE 365 


IN JEOPARDY IF COMMISSIONS DO NOT SUPPORT RMP’S CASH FLOW 366 


AND DEBT RATIOS BY AUTHORIZING A GENEROUS EQUITY RATIO 367 


PERCENTAGE.16 DO YOU AGREE? 368 


A. No.  First, as noted above, RMP’s S&P and Moody’s issuer credit ratings of A and A3 369 


are already significantly better than the average of the two proxy groups.  Second, as 370 


shown on page 2 of my direct testimony Exhibit JRW-3.2, RMP has achieved its superior 371 


credit rating with an average common equity ratio of 51.79% over the past three years.  372 


                                                 
15  See Docket No. 20000-578-ER-20, Wyoming Public Service Commission, Direct testimony of Anne 


Bulkley, pp. 66-73;  Rebuttal testimony of Anne Bulkley, pp. 5, 63;  Rebuttal testimony of Gary Hoogeveen, 


pp. 3.    


16 Kobliha Rebuttal testimony, pages 6 – 7. 
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Third, this is an erroneous conclusion because awarding a generous common equity ratio 373 


only takes money from ratepayers and puts it in the pockets of Pacificorp’s shareholders.  374 


Furthermore, in the Washington rate case settlement referenced earlier, PacifiCorp 375 


accepted a 49.1% equity ratio with a 9.50% ROE. 376 


Q. IN CONCLUSION, WHAT IS THE IMPLICATION OF RMP HAVING LESS 377 


INVESTMENT RISK THAN OTHER ELECTRIC UTILITIES? 378 


A. The clear implication is that the companies in the Electric and Bulkley Proxy Groups are 379 


riskier than RMP and therefore using these firms will produce a higher ROE than RMP 380 


requires.  As a result, the Commission should recognize the lower investment risk of 381 


RMP in setting the ROE in this case. 382 


 383 


V. Equity Cost Rate Issues 384 


1. DCF Approach 385 


 386 


Q. INITIALLY, PLEASE DISCUSS MS. BULKLEY’S COMMENTS ON YOUR 387 


PROXY GROUP. 388 


A. In her rebuttal testimony, Ms. Bulkley criticizes my proxy group because it includes 389 


distribution companies.  However, the proxy group is not an issue, since I also use her 390 


proxy group.  In addition, I use credit ratings as a measure of risk, and RMP is less 391 


risky than either proxy group. 392 


Q. PLEASE HIGHLIGHT THE ISSUES YOU IDENTIFIED WITH MS 393 


BULKLEY’S DCF ANALYSIS. 394 
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A. In my direct testimony, I identified a number of errors in Ms. Bulkley’s DCF analysis.  395 


As I highlighted in my testimony,  Ms. Bulkley has seriously overstated her reported 396 


DCF results in four ways: (1) she selectively eliminated low-end DCF results; (2) she 397 


has exclusively used the overly optimistic and upwardly biased EPS growth rate 398 


forecasts of Wall Street analysts and Value Line; (3) she has created her own new 399 


version of the DCF model – the projected constant-growth DCF model - in which she 400 


projects DCF inputs into the future; and (4) she has claimed that the DCF results 401 


underestimate the market-determined cost of equity capital due to high utility stock 402 


valuations and low dividend yields.   403 


Q. HAS MS. BULKLEY ADDRESSED THESE ISSUES IN HER REBUTTAL 404 


TESTIMONY? 405 


A. No, not in any meaningful way.   406 


  (1) With respect to her asymmetric low-end DCF eliminations, I noted that 407 


without the low-end eliminations, her DCF results go from an average of 8.93% down 408 


to 8.59%. As I indicated in my initial testimony, by eliminating asymmetric low-end 409 


results, she has committed a basic statistics error called errors-in-variables (EIV).  She 410 


has not addressed her statistical error in rebuttal. 411 


  (2) With respect to her exclusively using the overly optimistic and upwardly 412 


biased EPS growth rate forecasts of Wall Street analysts and Value Line, Ms. Bulkley 413 


claims: (1) the Global Analysts Settlement “reduced or eliminated” the upward bias; 414 


and (2) cites the results of a study I cited by Hovakimian and Saenyasiri who report 415 


that the bias declined in response to the Global Analysts Settlement.  There are two 416 


errors here.  First, the Hovakimian and Saenyasiri study did not use or evaluate long-417 
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term EPS growth rates, but instead used short-term EPS growth rate forecasts.  In  418 


addition,  I addressed the “changes in regulation” issue in my initial testimony.  I cited 419 


a number of studies published since that time which highlight the upward bias in analysts’ 420 


EPS growth rate estimates.  In addition, a McKinsey study entitled “Equity Analysts: 421 


Still Too Bullish” evaluated the accuracy on analysts long-term EPS growth rate 422 


forecasts. The authors conclude that after a decade of stricter regulation, analysts’ 423 


long-term earnings forecasts continue to be excessively optimistic.  They made the 424 


following observation: 17 425 


Alas, a recently completed update of our work only reinforces this view—426 


despite a series of rules and regulations, dating to the last decade, that were 427 


intended to improve the quality of the analysts’ long-term earnings forecasts, 428 


restore investor confidence in them, and prevent conflicts of interest. For 429 


executives, many of whom go to great lengths to satisfy Wall Street’s 430 


expectations in their financial reporting and long-term strategic moves, this is 431 


a cautionary tale worth remembering. This pattern confirms our earlier 432 


findings that analysts typically lag behind events in revising their forecasts to 433 


reflect new economic conditions. When economic growth accelerates, the size 434 


of the forecast error declines; when economic growth slows, it increases. So as 435 


economic growth cycles up and down, the actual earnings S&P 500 companies 436 


report occasionally coincide with the analysts’ forecasts, as they did, for 437 


example, in 1988, from 1994 to 1997, and from 2003 to 2006. Moreover, 438 


analysts have been persistently overoptimistic for the past 25 years, with 439 


estimates ranging from 10 to 12 percent a year, compared with actual earnings 440 


growth of 6 percent. Over this time frame, actual earnings growth surpassed 441 


forecasts in only two instances, both during the earnings recovery following a 442 


recession. On average, analysts’ forecasts have been almost 100 percent too 443 


high. (emphasis added). 444 


This is the same observation made in a Bloomberg Businessweek article.18  The 445 


author concluded:  446 


                                                 
17  Marc H. Goedhart, Rishi Raj, and Abhishek Saxena, “Equity Analysts, Still Too Bullish,” McKinsey on 


Finance, pp. 14-17, (Spring 2010). 


18  Roben Farzad, “For Analysts, Things Are Always Looking Up,” BloombergBusinessweek (June 10, 2010). 
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The bottom line: Despite reforms intended to improve Wall Street research, 447 


stock analysts seem to be promoting an overly rosy view of profit prospects.  448 


 449 


  (3) As noted above, given her low DCF results, she has created her own new 450 


version of the DCF model – the projected constant-growth DCF model.  In this case 451 


she projects DCF inputs into the future and then computes a DCF five years in the 452 


future.  Ms. Bulkley has no defense for this approach, since she is using a ROE model 453 


she created which has no foundation in the field of finance. 454 


  (4) As a last ditch effort to defend her results, she has claimed that the DCF 455 


results underestimate the market-determined cost of equity capital due to high utility 456 


stock valuations and low dividend yields.  She does this at several places in her 457 


testimony. She has made similar claims in her testimonies in recent years, to 458 


“discredit” her own low DCF results, even as utility stock prices have continued to 459 


increase.  The bottom line is that she is claiming that she knows more about the 460 


valuation of utility stocks than investors and the markets.    461 


Q. ON PAGES 95-96 0F HER REBUTTAL TESTIMONY, MS. BULKLEY 462 


IMPLIES THAT YOU USE HISTORIC GROWTH RATES IN YOUR DCF 463 


ANALYSIS. IS THIS CORRECT? 464 


A. No. I did review historical growth rates, since most data available to investors is 465 


historical.  However, as discussed in my testimony, in arriving at my DCF growth 466 


rates, I used the overall range of the projected growth rate indicators, and gave primary 467 


weight to the projected EPS growth rate of Wall Street analysts.  In doing so, I 468 


recognized that: (1) analysts’ growth rate forecasts have a significant impact on 469 


investors’ expectations; and (2) the scientific evidence on analysts’ long-term EPS 470 
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growth rate forecasts indicates that these forecasts are overly optimistic and upwardly 471 


biased, therefore one should not solely rely on these forecasts.   472 


Q. ON PAGES 96-97 OF HER REBUTTAL TESTIMONY MS. BULKLEY 473 


CRITICIZES YOUR SUSTAINABLE GROWTH RATE CALCULATION. 474 


PLEASE RESPOND. 475 


A. I have used internal sustainable growth as one of my thirteen measures of growth for both 476 


the Electric and Bulkley Proxy Groups.  Sustainable growth includes: (1) internal growth 477 


which is measured as the retention rate (“B”) times the expected ROE (“R”) and is 478 


referred to as  “B * R”; and (2) external growth which is measured as the growth in the 479 


number of shares (“S”) times the portion of the market-to-book ratio that exceeds 1.0 480 


(“V”) and is referred to as “S * V.”19  I have relied upon internal growth because, of the 481 


two measures, (1) internal growth is the predominant component of sustainable growth 482 


and (2) external growth is speculative in that the calculation includes projections of a 483 


future market-to-book ratio as well as future issues of stock.  Ms. Bulkley’s incorrect 484 


objection is that I only used the B * R form of sustainable growth.   485 


Q. IS MS. BULKLEY CORRECT IN HER ASSERTION THAT YOU DID NOT 486 


INCLUDE S * V GROWTH? 487 


A. No.  Whereas I calculate sustainable growth as B * R as one of my DCF growth rate 488 


measures, I have also used Value Line’s projected book value per share growth rate.   This 489 


growth rate calculation includes Value Line’s explicit estimate of sustainable growth, 490 


which presumably includes B*R and S*V. 491 


                                                 


19  The retention rate is the percent of earnings retained by a company and reinvested in the company’s asset base. 


The market to book ratio is the market value of a company’s equity (i.e., the stock price) dividend by the book 


value (the value on the balance sheet). 
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  492 


2. CAPM Approach 493 


 494 


Q. PLEASE DISCUSS THE ISSUES WITH MS BULKLEY’S CAPM ANALYSIS. 495 


A. In my initial testimony, I identified a number of issues with Ms. Bulkley’s CAPM 496 


analysis.  These issues were: (1) her long-term projected (3.20%) 30-year Treasury 497 


yields are well in excess of current market yields; (2) she has employed the Empirical 498 


CAPM (“ECAPM”) version of the CAPM, which makes inappropriate adjustments to 499 


the risk-free rate and the market risk premium; and (3) most significantly, she has 500 


computed a market risk premium of 12.49%.  The 12.49% market risk premium is 501 


much larger than: (1) indicated by historic stock and bond return data; and (2) found 502 


in the published studies and surveys of the market risk premium.  In addition, I 503 


demonstrate that the 12.49% market risk premium is based on totally unrealistic 504 


assumptions of future economic and earnings growth and stock returns.  To compute 505 


her market risk premium, Ms. Bulkley has applied the DCF to the S&P 500 and 506 


employed analysts’ three-to-five-year earnings per share (“EPS”) growth-rate 507 


projections as a growth rate to compute an expected market return and market risk 508 


premium.  As I demonstrated in my initial testimony, the EPS growth-rate projection 509 


used for the S&P 500 and the resulting expected market return and market risk 510 


premium include totally unrealistic assumptions regarding future economic and 511 


earnings growth and stock returns. 512 


 513 


 514 







OCS-1S Woolridge 20-035-04 Page 27 of 33 


 


 27 


Q. HOW DID MS. BULKLEY RESPOND IN HER REBUTTAL TESTIMONY? 515 


A. She updated her CAPM analysis. She used current/near-term projected/long-term 516 


projected risk-free rates of 1.34%/1.70%/3.00%, a market risk premium of 13.95%, 517 


and betas from both Value Line and Bloomberg.  Her updated CAPM results vary 518 


from 11.63% to 12.58%, and her ECAPM results are 30 to 50 basis points higher. 519 


Q. WHAT ARE THE ERRORS IN MS. BULKLEY UPDATED CAPM? 520 


A. The errors are the same as in her original CAPM and I addressed these issues in my 521 


direct testimony.  They include: (1) the use of the so-called  ECAPM, (2) the projected 522 


risk-free interest rate and, (3) the most significant error, is her market risk premium.  523 


The market risk premium is the primary driver of her highly overstated 524 


CAPM/ECAPM results.  The calculation of Ms. Bulkley’s market risk premium is 525 


shown in Table 5.      526 


Table 5 527 


            Bulkley CAPM Market Risk Premium 528 


 529 


 The primary issue with Ms. Bulkley’s approach is using the overly optimistic, 530 


upwardly biased projected EPS growth rates of Wall Street analysts as the DCF 531 


growth component for the S&P 500.  In my direct testimony, I described in detail 532 


why her risk premium approach is not appropriate for the following reasons: 533 


  1. Ms. Bulkley’s market risk premium of 12.60% is well above market-risk 534 


premiums: (1) found in studies of the market-risk premium by leading 535 
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academic scholars; (2) produced by analyses of historic stock and bond returns; 536 


and (3) found in surveys of financial professionals.  537 


2. Ms. Bulkley’s CAPM market-risk premium methodology is based entirely on 538 


the concept that analysts’ projections of companies’ three-to-five EPS growth 539 


rates reflect investors’ expected long-term EPS growth for those companies.  540 


Numerous studies have shown that the long-term EPS growth rate forecasts of 541 


Wall Street securities analysts are overly optimistic and upwardly biased.20  542 


Moreover, a 2011 study showed that analysts’ forecasts of EPS growth over 543 


the next three-to-five years earnings are no more accurate than their forecasts 544 


of the next single year’s EPS growth.21  The overly-optimistic inaccuracy of 545 


analysts’ growth rate forecasts leads to an upward bias in equity cost estimates 546 


that has been estimated at about 300 basis points.22  547 


3. Changes in regulations and reporting requirements over the past two decades 548 


have not impacted the fact that analysts’ long-term earnings forecasts continue 549 


to be excessively optimistic.   550 


4. Over the long-term, there is a direct link between EPS and GDP growth rates, 551 


and historically they have grown in the 6%-7% range; 552 


                                                 
20  Such studies include: R.D. Harris, “The Accuracy, Bias, and Efficiency of Analysts’ Long Run Earnings 


Growth Forecasts,” Journal of Business Finance & Accounting, pp. 725-55 (June/July 1999); P. DeChow, 


A. Hutton, and R. Sloan, “The Relation Between Analysts’ Forecasts of Long-Term Earnings Growth and 


Stock Price Performance Following Equity Offerings,” Contemporary Accounting Research (2000); K. 


Chan, L., Karceski, J., & Lakonishok, J., “The Level and Persistence of Growth Rates,” Journal of Finance, 


pp. 643−684, (2003); M. Lacina, B. Lee, and Z. Xu, Advances in Business and Management Forecasting 


(Vol. 8), Kenneth D. Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101.  


21  M. Lacina, B. Lee, & Z. Xu, Advances in Business and Management Forecasting, Vol. 8, Kenneth D. 


Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101.  


22  Peter D. Easton & Gregory A. Sommers, “Effect of Analysts’ Optimism on Estimates of the Expected Rate 


of Return Implied by Earnings Forecasts,” 45, Journal of Accounting Research, pp. 983–1015 (2007). 
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5. The trends and projections indicate slower GDP growth in the future, with the 553 


average projected GDP growth rates by such agencies as Social Security 554 


Administration, Energy Information Administration, and the Congressional 555 


Budget Office in the 4.0% to 4.4% range.  A major reason for the projected 556 


slower GDP growth in the future is the slowing growth of the population (and 557 


therefore workforce) in the U.S. 558 


6. On a year-to-year basis, S&P 500 EPS growth rates are much more volatile 559 


than the GDP growth rates because the EPS growth for the S&P 500 companies 560 


can be influenced by factors like labor costs, interest rates, commodity prices, 561 


or the recovery of different sectors.  These short-term factors can make it 562 


appear that there is a disconnect between the economy and corporate profits.  563 


But over time S&P 500 EPS growth rates tie to GDP growth rates. 564 


7. Corporate profits are constrained by GDP.  Milton Friedman, the noted Nobel 565 


Laureate economist, warned investors and others not to expect corporate profit 566 


growth to sustainably exceed GDP growth, stating, “Beware of predictions that 567 


earnings can grow faster than the economy for long periods.  When earnings 568 


are exceptionally high, they don’t just keep booming.”23  Friedman also noted 569 


in the Fortune interview that profits must move back down to their traditional 570 


share of GDP.  Likewise, Warren Buffett noted the following:24   571 


You know, someone once told me that New York has more lawyers 572 


than people. I think that’s the same fellow who thinks profits will 573 


become larger than GDP. When you begin to expect the growth of 574 


                                                 
23  Shaun Tully, “Corporate Profits Are Soaring. Here's Why It Can't Last,” Fortune, (Dec. 7, 2017), 


http://fortune.com/2017/12/07/corporate-earnings-profit-boom-end/. 


24  Carol Loomis, “Mr. Buffet on the Stock Market,” Fortune, (Nov. 22, 1999), 


https://money.cnn.com/magazines/fortune/fortune_archive/1999/11/22/269071/. 
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a component factor to forever outpace that of the aggregate, you 575 


get into certain mathematical problems. In my opinion, you have to 576 


be wildly optimistic to believe that corporate profits as a percent of 577 


GDP can, for any sustained period, hold much above 6%.  578 


And Mr. Buffett goes on to explain what corporate profits will remain 579 


at about 6% of GDP: 580 


One thing keeping the percentage down will be competition, which is 581 


alive and well. In addition, there’s a public-policy point: If corporate 582 


investors, in aggregate, are going to eat an ever-growing portion of the 583 


American economic pie, some other group will have to settle for a 584 


smaller portion. That would justifiably raise political problems – and 585 


in my view a major reslicing of the pie just isn’t going to happen. 586 


In summary, Ms. Bulkley’s long-term S&P 500 EPS growth rate of 12.12%, 587 


which produce her market risk premium of 12.60%, is grossly overstated and is 588 


untethered from economic reality.  In the end, the big question remains as to whether 589 


corporate profits can grow faster than GDP.  Jeremy Siegel, the renowned finance 590 


professor at the Wharton School of the University of Pennsylvania, believes that going 591 


forward, earnings per share can grow about half a point faster than nominal GDP, or 592 


about 5.0%, due to the big gains in the technology sector.  But he also believes that 593 


sustained EPS growth matching analysts’ near-term projections is absurd: “The idea 594 


of 8% or 10% or 12% growth is ridiculous.  It will not happen.”25 595 


Q. WHAT IS THE BOTTOM LINE ON THIS GROWTH RATE AND CAPM 596 


ISSUE? 597 


A. The magnitude of Ms. Bulkley’s CAPM results is driven by the 12.12% projected EPS 598 


growth rate used to derive her 12.60% market risk premium.  Given that long-term 599 


nominal projected GDP growth is in the 4.0% to 4.4% range, she is projecting that the 600 


                                                 
25  Shaun Tully, “Corporate Profits Are Soaring. Here's Why It Can't Last,” Fortune, (Dec. 7, 2017), 


http://fortune.com/2017/12/07/corporate-earnings-profit-boom-end/. 
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EPS for the S&P 500 will grow at three times GDP growth.  This is totally unrealistic.  601 


No trained economist would agree that, over the long-term, companies can grow their 602 


earnings at three times GDP growth.  In reviewing Ms. Bulkley’s dubious claim, I 603 


suggest that the Commission also review the comments of Milton Friedman, Warren 604 


Buffett, and Jeremy Siegel above regarding the long-term tie between EPS and GDP 605 


growth.   Ms. Bulkley’s CAPM approach and results are clearly at odds with their 606 


statements. 607 


Q. IN HER REBUTTAL TESTIMONY, MS. BULKLEY TAKES ISSUE WITH A 608 


COUPLE OF ELEMENTS OF YOUR CAPM MARKET RISK PREMIUM OF 609 


6.0%. PLEASE RESPOND. 610 


A. Between pages 109-115 Ms. Bulkley takes issue with several elements of my market 611 


risk premium.  As I noted in my direct testimony, there are three commonly-used 612 


procedures for estimating a market risk premium – historic returns, surveys, and 613 


expected return models.  I have used a market risk premium of 6.00%, which: (1) 614 


factors in all three approaches – historic returns, surveys, and expected return models 615 


– to estimate a market premium; and (2) employs the results of many studies of the 616 


market risk premium.  As I note, the 6.00% figure reflects the market risk premiums: 617 


(1) determined in recent academic studies by leading finance scholars; (2) employed 618 


by leading investment banks and management consulting firms; and (3) found in 619 


surveys of companies, financial forecasters, financial analysts, and corporate CFOs.   620 


  To assess the credibility of my market risk premium, I suggest that the 621 


Commission do a Google internet search of ‘market risk premium’ and ‘equity risk 622 


premium.’  If you do, you will find many of the studies and sources that I use in 623 
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developing my market risk premium. Those include Duff & Phelps, Damodaran, 624 


Fernandez, KPMG, among others.  In addition, while I did review a number of other 625 


sources, surveys, and studies, I gave primary weight to these sources in arriving at my 626 


6.0% market risk premium.  I guarantee if the Commission does an internet search, it 627 


will not find anyone recommending a market risk premium as high as 12.60%.  628 


 629 


3. Expected Earnings Approach 630 


 631 


Q. BETWEEN PAGES 74-75 AND 123-124 OF HER REBUTTAL TESTIMONY, 632 


MS. BULKLEY ATTEMPTS TO DEFEND HER EXPECTED EARNINGS 633 


APPROACH. HOW DO YOU RESPOND? 634 


A. As I noted in my direct testimony, the Expected Earnings approach does not measure the 635 


cost of equity capital.  I noted several issues with this approach in my direct testimony.  636 


These include: 637 


1. The expected earnings approach is an accounting-based methodology that does 638 


not measure investor return requirements and therefore it does not measure the 639 


market cost of equity capital;  640 


2. The changes in ROE ratios do not track capital market conditions and therefore 641 


are insensitive to changes in interest rates and the returns investor’s require; 642 


3. The expected earnings approach is circular in that the ROEs for the proxy 643 


companies are not determined by competitive market forces, but instead are 644 


largely the result of federal and state rate regulation; and 645 
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4. The ROEs for the proxy utilities reflect earnings on business activities that are 646 


not representative of RMP’s rate-regulated utility activities. 647 


Q. HAVE ANY REGULATORY COMMISSIONS REJECTED THE EXPECTED 648 


EARNINGS APPROACH TO ESTIMATING THE COST OF EQUITY 649 


CAPITAL? 650 


A. Yes.  For essentially the reasons outlined above, in Opinion No. 569 the Federal 651 


Energy Regulatory Commission recently rejected the use of the expected earnings 652 


model because it does not measure the cost of equity capital.26   653 


Q. DO YOU HAVE ANY FINAL THOUGHTS ON USING THE EXPECTED 654 


EARNINGS APPROACH TO ESTIMATE THE COST OF EQUITY 655 


CAPITAL? 656 


A. Yes.  To defend the use of the Expected Earnings approach, at pages 74-75 Ms. 657 


Bulkley quotes a book by Roger Morin, a well-known utility company rate of return 658 


witness.  I recently testified in a case in Washington involving Puget Sound Energy, a 659 


case where Dr. Morin testified. And the real irony here is that while Ms. Bulkley uses 660 


Dr. Morin’s book as justification for using this approach, Dr. Morin himself does not 661 


use the expected earnings approach in estimating the cost of equity capital for a public 662 


utility.27 663 


Q. DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?  664 


A.  Yes. 665 


 666 


                                                 
26  Federal Energy Regulatory Commission, Opinion No. 569, P. 208-212. 


27 See PSE-Exh-RAM-01T-6-20-19, Washington Utilities and    Transportation Commission vs. Puget Sound 


Energy, Docket Nos UE-190529 and UG-190530, June 2019. 
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I.      INTRODUCTION AND QUALIFICATIONS 1 


Q. Please state your name, business address, and present position with PacifiCorp. 2 


A. My name is Nikki L. Kobliha and my business address is 825 NE Multnomah Street, 3 


Suite 1900, Portland, Oregon 97232. I am currently employed as Vice President, Chief 4 


Financial Officer and Treasurer for PacifiCorp. I am testifying for PacifiCorp d/b/a 5 


Rocky Mountain Power (“PacifiCorp” or the “Company”). 6 


Q. Please describe your education and professional experience. 7 


A. I received a Bachelor of Business Administration with a concentration in Accounting 8 


from the University of Portland in 1994. I became a Certified Public Accountant in 9 


1996. I joined PacifiCorp in 1997 and have taken on roles of increasing responsibility 10 


before being appointed Chief Financial Officer in 2015. I am responsible for all aspects 11 


of PacifiCorp’s finance, accounting, income tax, internal audit, Securities and 12 


Exchange Commission reporting, treasury, credit risk management, pension, and other 13 


investment management activities. 14 


II.      SUMMARY AND PURPOSE OF TESTIMONY 15 


Q. Please summarize the purpose of your testimony. 16 


A. My testimony covers three areas: 17 


•  First, I support PacifiCorp’s overall cost of capital recommendation, including 18 


a capital structure with a common equity level of 53.67 percent, the proposed cost of 19 


long-term debt of 4.81 percent, and cost of preferred stock of 6.75 percent. 20 


•  Second, I explain how PacifiCorp is implementing the effects of the Tax Cuts 21 


and Jobs Act (“TCJA”), as outlined in the orders issued by the Public Service 22 
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Commission of Utah (“Commission”).1 Notably, I explain why the Company has 23 


updated the calculation for amortization of Excess Deferred Income Tax (“EDIT”) 24 


balances using the Reverse South Georgia Method (“RSGM”), which results in an 25 


increase in benefits to be amortized in this case than presented in the TCJA proceeding. 26 


•  Lastly, I explain and support the reasonableness of the Company’s projected 27 


pension costs and inclusion of the prepaid pension balance in rate base. 28 


Q. What is the purpose of the cost of capital recommendation? 29 


A. The Company’s proposed capital structure with a common equity level of 53.67 percent 30 


is required to maintain PacifiCorp’s current credit ratings, which provide for a more 31 


competitive cost of debt. The overall cost of capital facilitates continued access by the 32 


Company to the capital markets over the long term to the benefit of customers. This 33 


capital structure enables the Company’s continued investment in infrastructure to 34 


provide safe and reliable service from new cost-effective energy resources at 35 


reasonable costs. 36 


Q. What overall cost of capital do you recommend for PacifiCorp? 37 


A. PacifiCorp proposes an overall cost of capital of 7.70 percent. This cost includes the 38 


  return on equity recommendation of 10.20 percent, supported by the direct testimony 39 


of Ms. Ann E. Bulkley, and the capital structure and costs shown in Table 1. 40 


 


 


 


                                                           
1 Investigation of Revenue Requirement Impacts of the New Federal Tax Legislation Titled: “An act to provide 
for reconciliation pursuant to titles II and V of the concurrent resolution of the budget for fiscal year 
2018,”Docket No. 17-035-69, Order (April 27, 2018) & Order Approving Settlement Stipulation (Nov. 9, 2018). 
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Table 1: Overall Cost of Capital 41 


Component $m  % of Total  Cost %  Weighted 


   Long-Term Debt  $   8,423  46.32%  4.81%  2.23% 
Preferred Stock  $          2  0.01%  6.75%  0.00% 
Common Stock Equity  $   9,759  53.67%  10.20%  5.47% 
  $ 18,184  100.00%    7.70% 


 


Q. What time period does your analysis cover? 42 


A.  The capital structure for the Company is measured over the 12-month period ending 43 


December 31, 2021, the approved test period in this proceeding, using an average of 44 


the five quarter-ending balances, based on known and measurable changes through 45 


December 31, 2021. Similarly, the costs of the long-term debt and preferred stock are 46 


an average of the costs measured for each of the five quarter-ending balances spanning 47 


the calendar 2021 test period, using the Company’s actual costs adjusted for known 48 


and measurable changes through December 31, 2021. 49 


III.      FINANCING OVERVIEW 50 


Q. Please explain PacifiCorp’s need for and sources of new capital. 51 


A. PacifiCorp requires capital to meet its customers’ needs for new cost-effective 52 


transmission and renewable generation, increased reliability, improved power delivery, 53 


and safe operations. PacifiCorp also needs new capital to fund long-term debt 54 


maturities. 55 


  As described in the testimony of Mr. Gary W. Hoogeveen, through the Energy 56 


Vision 2020 project, PacifiCorp is in the process of completing the repowering of its 57 


wind generation fleet and significantly increasing its wind generation and transmission 58 


capacity. PacifiCorp expects to spend approximately $3.6 billion for investments in 59 


renewable energy projects and related transmission through calendar year 2021. This 60 
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capital spending will require PacifiCorp to raise funds by issuing new long-term debt 61 


in the capital markets, retaining earnings, and if needed, obtaining new capital 62 


contributions from its parent company, Berkshire Hathaway Energy Company 63 


(“BHE”). 64 


Q. How does PacifiCorp finance its electric utility operations? 65 


A. Generally, PacifiCorp finances its regulated utility operations using a mix of debt and 66 


common equity capital of approximately 48/52 percent, respectively. During periods 67 


of significant capital expenditures, as expected to continue now through calendar year-68 


end 2023 for potential new investments identified in the 2019 IRP action plan,2 the 69 


Company will need to maintain an average common equity component in excess of 70 


52 percent to maintain its credit rating and finance the debt component of the capital 71 


structure at the lowest reasonable cost to customers. Maintaining the Company’s credit 72 


rating will provide more flexibility on the type and timing of debt financing, better 73 


access to capital markets, a more competitive cost of debt, and over the long-run, more 74 


stable credit ratings. In addition, PacifiCorp needs a greater common equity component 75 


to offset various adjustments that rating agencies make to the debt component of the 76 


Company’s published financial statements and to mitigate the impact the TCJA has had 77 


on the Company’s credit metrics. I discuss these adjustments in greater detail later in 78 


my testimony. 79 


 


 


                                                           
2 PacifiCorp's 2019 Integrated Resource Plan, Docket No. 19-035-02, Chapter 1 – Executive Summary, p. 22 
(Oct. 18, 2019). 
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Q. How does PacifiCorp determine the levels of common equity, debt, and preferred 80 


stock to include in its capital structure? 81 


A. As a regulated public utility, PacifiCorp has a duty and an obligation to provide safe, 82 


adequate, and reliable service to customers in its Utah service area while prudently 83 


balancing cost and risk. Major capital expenditures are required in the near-term for 84 


new plant investment to fulfill its service obligation, including capital expenditures for 85 


repowering wind projects, new wind, and transmission. These capital investments also 86 


have associated operating and maintenance costs. As part of its annual business 87 


planning process, PacifiCorp reviews all of its estimated cash inflows and outflows to 88 


determine the amount, timing, and type of new financing required to support these 89 


activities and provide for financial results and credit ratings that balance the cost of 90 


capital with continued access to the financial markets. 91 


Q. How does PacifiCorp manage its dividends to BHE? 92 


A. PacifiCorp benefits from its affiliation with BHE as there is no dividend requirement. 93 


Historically, PacifiCorp has paid dividends to BHE to manage the common equity 94 


component of the capital structure and keep the Company’s overall cost of capital at a 95 


prudent level. In major capital investment periods, PacifiCorp is able to retain earnings 96 


to help finance capital investments and forgo paying dividends to BHE. For example, 97 


following BHE’s acquisition of PacifiCorp in 2006, PacifiCorp managed the capital 98 


structure through the timing and amount of long-term debt issuances and capital 99 


contributions from BHE, while forgoing any common dividends for nearly five years. 100 


At other times, absent the payment of dividends, retention of earnings could cause the 101 


percentage of common equity to grow beyond the level necessary to support the current 102 
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credit ratings. Accordingly, dividend payments can be necessary, in combination with 103 


debt issuances, to maintain the appropriate percentage of equity in PacifiCorp’s capital 104 


structure. With the increased capital investment required for the Energy Vision 2020 105 


project and other capital expenditures, however, the proposed capital structure in this 106 


case anticipates no additional common dividend payments by PacifiCorp to BHE 107 


through calendar year 2021. 108 


Q. What type of debt does PacifiCorp use in meeting its financing requirements? 109 


A. PacifiCorp has completed the majority of its recent long-term financing using secured 110 


first mortgage bonds issued under the Mortgage Indenture dated January 9, 1989. 111 


Exhibit RMP___(NLK-1), Pro forma Cost of Long-Term Debt, shows that, over the 112 


test period, PacifiCorp is projected to have an average of approximately $8.4 billion of 113 


first mortgage bonds outstanding, with an average cost of 4.81 percent. Presently, all 114 


outstanding first mortgage bonds bear interest at fixed rates. Proceeds from the issuance 115 


of the first mortgage bonds (and other financing instruments) are used to finance utility 116 


operations. 117 


Another important source of financing in the past has been the tax-exempt 118 


financing associated with certain qualifying equipment at power generation plants. 119 


Under arrangements with local counties and other tax-exempt entities, these entities 120 


issue securities, and PacifiCorp borrows the proceeds of these issuances and pledges 121 


its credit quality to repay the debt to take advantage of the tax-exempt status of the 122 


financing. During the test period, PacifiCorp’s tax-exempt portfolio is projected to be 123 


approximately $218 million, with an average cost of 1.61 percent, including the cost of 124 


issuance and remarketing. 125 
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Credit Ratings 126 


Q. What are PacifiCorp’s current credit ratings? 127 


A. PacifiCorp’s current ratings are shown in Table 2. 128 


Table 2: PacifiCorp Credit Ratings 129 


 Moody’s Standard & Poor’s 
Senior Secured Debt A1 A+ 
Senior Unsecured Debt A3 A 
Outlook Stable Stable 


 


Q.  How does the maintenance of PacifiCorp’s current credit rating benefit 130 


customers? 131 


A. First, the credit rating of a utility has a direct impact on the price that a utility pays to 132 


attract the capital necessary to support its current and future operating needs. Many 133 


institutional investors have fiduciary responsibilities to their clients, and are typically 134 


not permitted to purchase non-investment grade (i.e., rated below Baa3/BBB-) 135 


securities or in some cases even securities rated below single A. A solid credit rating 136 


directly benefits customers by reducing the immediate and future borrowing costs 137 


related to the financing needed to support regulatory obligations. 138 


Second, credit ratings are an estimate of the probability of default by the issuer 139 


on each rated security. Lower ratings equate to higher risks and higher costs of debt. 140 


The Great Recession of 2008 to 2009 provides a clear and compelling example of the 141 


benefits of the Company’s credit rating because PacifiCorp was able to issue new long-142 


term debt in the midst of the financial turmoil. Other lower-rated utilities were shut out 143 


of the market and could not obtain new capital. 144 
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Third, PacifiCorp has a near-constant need for short-term liquidity as well as 145 


periodic long-term debt issuances. PacifiCorp pays significant amounts daily to 146 


suppliers whom we count on to provide necessary goods and services, such as fuel, 147 


energy, and inventory. Being unable to access funds can risk the successful completion 148 


of necessary capital infrastructure projects and would increase the chance of outages 149 


and service failures over the long term. 150 


PacifiCorp’s creditworthiness, as reflected in its credit ratings, will strongly 151 


influence its ability to attract capital in the competitive markets and the resulting costs 152 


of that capital. 153 


Q. Please provide examples where poor credit ratings hurt a utility’s flexibility in the 154 


credit markets. 155 


A. During the Great Recession in 2008, Arizona Public Service Company (rated 156 


Baa2/BBB- at that time) filed a letter with the Arizona Corporation Commission in 157 


October 2008 stating that the commercial paper market was completely closed to it and 158 


it likely could not successfully issue long-term debt.3 159 


Further, those issuers who could access the markets paid rates well above the 160 


levels that PacifiCorp was able to obtain. For example, PacifiCorp issued new 10-year 161 


and 30-year long-term debt in January 2009 with 5.50 percent and 6.00 percent coupon 162 


rates, respectively. Subsequently, Puget Sound Energy (rated Baa2/A- at that time) 163 


issued new seven-year debt at a credit spread over Treasuries of 480.3 basis points 164 


resulting in a 6.75 percent coupon. 165 


 


                                                           
3 See Exhibit RMP___(NLK-2). 
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Q. Can regulatory actions or orders affect PacifiCorp’s credit rating? 166 


A. Yes. Regulated utilities such as PacifiCorp are unique in that they cannot unilaterally 167 


set the price for their services. The financial integrity of a regulated utility is largely a 168 


result of the prudence of utility operations and the corresponding prices set by 169 


regulators. Rates are established by regulators to permit the utility to recover prudently 170 


incurred operating expenses and a reasonable opportunity to earn a fair return on the 171 


capital invested. 172 


Rating agencies and investors have a keen understanding of the importance of 173 


regulatory outcomes. For example, Standard & Poor’s (“S&P”) has opined on the 174 


correlation between regulatory outcomes and credit ratings, concluding: 175 


Although not common, rate case outcomes can sometimes lead 176 
directly to a change in our opinion of creditworthiness. Often it’s a 177 
case that takes on greater importance because of the issues being 178 
litigated. For example, in 2010, we downgraded Florida Power & 179 
Light and its affiliates following a Florida Public Service 180 
Commission rate ruling that attracted attention due to drastic 181 
changes to settled practices on rate case particulars like depreciation 182 
rates. More recently, in June 2016, we downgraded Central Hudson 183 
Electric & Gas due to our revised opinion of regulatory risk. While 184 
that reflected the company’s own management of regulatory risk, it 185 
was prompted in part by other rate case decisions in New York that 186 
highlighted the overall risk in the state.4 187 
 


Similarly, Moody’s recently issued a credit opinion for PacifiCorp, concluding: 188 


The stable outlook incorporates our expectation that PacifiCorp will 189 
continue to receive reasonable regulatory treatment, and that 190 
funding requirements will be financed in a manner consistent with 191 
management’s commitment to maintain a healthy financial profile. 192 
 193 
. . . The ratings could be downgraded if PacifiCorp’s capital 194 
expenditures are funded in a manner inconsistent with its current 195 
financial profile, or if adverse regulatory rulings lower its credit 196 


                                                           
4 S&P Ratings Direct, Assessing U.S. Investor-Owned Utility Regulatory Environments (Aug. 10, 2016), at 4. 
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metrics, as demonstrated for example, by a ratio of CFO pre-197 
W/C/Debt sustained below 20%.5 198 
 
As discussed in the testimony of Ms. Bulkley, Section VIII, Regulatory and 199 


Business Risk, the regulatory environment and the rate decisions by utility 200 


commissions have a direct and significant impact on the financial condition of utilities. 201 


Q. How does the maintenance of PacifiCorp’s current credit ratings benefit 202 


customers? 203 


A. PacifiCorp is in the midst of a period of major capital spending and investing in cost-204 


effective infrastructure to provide electric service that is reliable, clean, and affordable. 205 


If PacifiCorp does not have consistent access to the capital markets at reasonable costs, 206 


these borrowings and the resulting costs of building new facilities become more 207 


expensive than they otherwise would be. The inability to access financial markets can 208 


threaten the completion of necessary projects and can impact system reliability and 209 


customer safety. Maintaining the current single A credit rating makes it more likely 210 


PacifiCorp will have access to the capital markets at reasonable costs even during 211 


periods of financial turmoil. 212 


Q. Can you provide an example of how the current ratings have benefited customers? 213 


A. Yes. One example is PacifiCorp’s ability to significantly reduce its cost of long-term 214 


debt primarily through obtaining new financings at very attractive interest rates. The 215 


lower cost of debt benefits customers through a lower overall rate of return and lower 216 


revenue requirement. 217 


To determine the savings realized from maintaining a higher credit rating, in 218 


Exhibit RMP___(NLK-3) New Debt Issue Spreads, I compare the actual effective 219 


                                                           
5 Moody’s Credit Opinion, PacifiCorp Update to Credit Analysis (June 27, 2019), at 2. 
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interest rate on the Company’s existing long-term debt through March 31, 2020, which 220 


was issued since its acquisition by BHE in 2006, comprising 15 series of debt, to what 221 


the effective interest rate would have been with a BBB credit rating. The spread of each 222 


issuance was changed to match what a BBB rated utility achieved at about the same 223 


point in time that PacifiCorp issued the debt. The total result for the 15 series of debt 224 


averaging $6.0 billion, would have been an effective average interest rate of 225 


approximately 5.31 percent or 55 basis points higher than the actual effective interest 226 


rate. Combined with the existing pre-acquisition debt, the resulting overall cost of long-227 


term debt would increase to 5.20 percent if the Company had a BBB rating. PacifiCorp 228 


is currently projecting an overall cost of long-term debt of 4.81 percent, or 229 


approximately 39 basis points lower than it might have otherwise been under the 230 


scenario I described above. 231 


Table 3 below shows the reduction in the Company’s cost of long-term debt 232 


since 2009. 233 


Table 3: PacifiCorp’s Cost of Long-Term Debt 234 


 2020 GRC 
Effective 2021 


13-035-184          
August 2014 


11-035-200 
Sept 2012 


10-035-124 
Sept 2011 


09-035-23                                         
Feb 2010 


08-035-38                                         
April 2009 


Cost of Long-
Term Debt 


4.81% 5.2% 5.37% 5.71% 5.98% 6.02% 


 


PacifiCorp’s customers have benefited from a 121 basis points (1.21 percent) reduction 235 


in the Company’s cost of long-term debt. The Company estimates that this reduction 236 


in the average cost of debt since 2009 results in a decrease of approximately $44 million 237 


in the revenue requirement in the current case. Customers have also benefited from the 238 
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Company’s ability to negotiate lower underwriting fees on long-term debt issuances 239 


through BHE’s global underwriting fee position. 240 


Q. Are there other identifiable advantages to a favorable rating? 241 


A. Yes. Higher-rated companies have greater access to the long-term markets for power 242 


purchases and sales. This access provides these companies with more alternatives to 243 


meet the current and future load requirements of their customers. Additionally, a 244 


company with strong ratings will often avoid having to meet costly collateral 245 


requirements that are typically imposed on lower-rated companies when securing 246 


power in these markets. 247 


In my opinion, maintaining the current single A rating provides the best balance 248 


between costs and continued access to the capital markets, which is necessary to fund 249 


capital projects for the benefit of customers. 250 


Q. Is the proposed capital structure consistent with PacifiCorp’s current credit 251 


rating? 252 


A. Yes. This capital structure is intended to help the Company deliver its required capital 253 


expenditures and achieve financial metrics that will meet rating agency expectations. 254 


Q. Does PacifiCorp’s credit rating benefit because of BHE and its parent Berkshire 255 


Hathaway Inc.? 256 


A. Yes. Although ring-fenced, PacifiCorp’s credit ratios have been weak for its ratings 257 


level. PacifiCorp has been able to sustain its ratings in part through the acquisition by 258 


BHE and its parent, Berkshire Hathaway Inc. S&P was very clear on this point in its 259 


March 2019 assessment of PacifiCorp: 260 


Under our group rating methodology, we consider PacifiCorp to be 261 
a core subsidiary of BHE with a group credit profile of ‘a’. The core 262 
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status reflects our view that PacifiCorp is highly unlikely to be sold, 263 
has strong long-term commitment from senior management, is 264 
successful at what it does, and contributes meaningfully to the 265 
group. At the same time, we consider PacifiCorp as potentially 266 
insulated, with existing insulation measures that would support a 267 
one-notch separation between PacifiCorp and parent BHE. Given its 268 
core subsidiary status and BHE’s group credit profile of ‘a’, the 269 
issuer credit rating on PacifiCorp is ‘A’.6 270 
 


 Moody’s states in their June 2019 credit opinion of PacifiCorp: 271 


PacifiCorp benefits from its affiliation with Berkshire Hathaway 272 
Inc., which requires no regular dividends from PacifiCorp or BHE. 273 
From a credit perspective, the company’s ability to retain its 274 
earnings as an entity that is privately held, particularly by a deep-275 
pocketed sponsor like Berkshire Hathaway Inc., is an advantage 276 
over most other investor owned utilities that are typically held to a 277 
regular dividend to their shareholders. PacifiCorp currently pays 278 
dividends that are sized to manage its equity ratio (as measured by 279 
unadjusted equity to equity plus long term debt) around its allowed 280 
levels of slightly higher than 50% (regulations restrict dividends if 281 
this ratio falls below 44%). As of December 2018, PacifiCorp 282 
reports its actual equity percentage, as calculated under this test, was 283 
54%. Furthermore, BHE has placed PacifiCorp in a ring-fencing 284 
structure that restricts dividends if PacifiCorp’s ratings fall to non-285 
investment grade.7 286 
 


These examples are evidence of the credit rating benefit resulting from BHE’s 287 


ownership of PacifiCorp. 288 


Q. How does the TCJA impact PacifiCorp’s credit rating? 289 


A. The three main rating agencies have issued reports on the impact of tax reform on U.S. 290 


utilities and their holding companies and believe that tax reform will be unfavorable to 291 


utilities in the near term but with regulatory support for a stronger capital structure, 292 


highly rated utilities may retain positive credit ratings. For example, S&P determined: 293 


 


                                                           
6 S&P Ratings Direct, PacifiCorp (Mar. 15, 2019), at 9. 
7 Moody’s Credit Opinion, PacifiCorp Update to Credit Analysis (June 27, 2019), at 6. 
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The impact could be sharpened or softened by regulators depending 294 
on how much they want to lower utility rates immediately instead of 295 
using some of the lower revenue requirement from tax reform to 296 
allow the utility to retain the cash for infrastructure investment or 297 
other expenses. Regulators must also recognize that tax reform is a 298 
strain on utility credit quality, and we expect companies to request 299 
stronger capital structures and other means to offset some of the 300 
negative impact.8 301 
 


  The Company has passed through partial benefits related to tax reform 302 


and is planning to pass through all of the remaining benefits in its jurisdictions; thus 303 


the negative impact to the Company’s key credit metric (Moody’s CFO pre-W/C/Debt) 304 


has not yet been fully realized. Absent regulatory support for a stronger capital 305 


structure, however, the Company’s cash from operations will likely fall below levels 306 


where it can maintain the minimum 20 percent expectation for this credit metric, which 307 


could increase the likelihood of a downgrade. Moody’s states in their January 24, 2018 308 


Sector Comment on Tax Reform: 309 


Tax reform mainly affects companies that already had limited 310 
cushion in their credit profile. The tax reform usually resulted in a 311 
further 150-250 bps drop in CFO pre-W/C/debt. 312 
 313 
Moody’s expects that most utilities will attempt to manage any 314 
negative financial implications of tax reform through regulatory 315 
channels. Corporate financial policies could also change. The 316 
actions taken by utilities will be incorporated into our credit analysis 317 
on a prospective basis. It is conceivable that some companies will 318 
sufficiently defend their credit profiles. 319 
 
In practice, we believe that most companies will actively manage 320 
their cash flow to debt ratios by issuing more equity or obtaining 321 
relief by working through regulatory channels.9 322 
 


                                                           
8 S&P Ratings Direct, U.S. Tax Reform: For Utilities’ Credit Quality, Challenges Abound (Jan. 24, 2018), at 5. 
9 Moody’s, Tax Reform is Credit Negative for Sector, But Impact Varies by Company (Jan. 24, 2018), at 3. 
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Q. Have other public service commissions recognized that the TCJA has had an 323 


adverse impact on utility cash flows and credit ratings? 324 


A. Yes. In a recent decision involving Questar Gas Company dba Dominion Energy 325 


Wyoming (“Dominion”), the Wyoming Public Service Commission (“Wyoming PSC”) 326 


approved a modification to the stipulation in the Questar-Dominion merger case. The 327 


original stipulation required Dominion to maintain an equity ratio in the range of 50-328 


55 percent, and the modification partially lifted the 55 percent cap on the equity ratio. 329 


In approving the modification, the Wyoming PSC found that an “unintended 330 


consequence of the [TCJA] is that it has put pressure on Dominion’s credit metrics,” 331 


by reducing cash flow and negatively affecting the Funds From Operations metric. The 332 


Wyoming PSC explained that “a deterioration of the Company’s credit metrics could 333 


result in a downgrade in Dominion’s credit rating, which would in turn result in a higher 334 


cost of debt for the Company and its customers.” The Wyoming PSC also noted that, 335 


to improve its credit metrics in response to the TCJA and avoid a downgrade, Dominion 336 


believed it was necessary to issue additional equity to replace debt potentially 337 


exceeding the 55 percent equity cap. The Wyoming PSC approved the requested 338 


modification, finding it to be in the public interest. 339 


  Similarly, in February 2019, the Public Utility Commission of Oregon (“Oregon 340 


PUC”) adopted a staff memo recommending approval of an application by Avista Corp. 341 


(Avista) to issue stock.10 Staff’s memo included the following statements about the 342 


TCJA and the importance of maintaining strong credit ratings: 343 


 344 


                                                           
10 In the matter of Avista Corp., dba Avista Util., Application for Authorization to Issue 3,500,000 Shares of 
Common Stock, Docket No. UF 4308, Order No. 19-067 (Feb. 28, 2019). 
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Staff finds that the Tax Cuts and Jobs Act of 2017 created 345 
unanticipated stresses on [Avista’s] credit ratings. The requested 346 
authorization signals to rating agencies that the Company is 347 
committed to the equity portion of its capital structure. However, it 348 
is Staff’s finding that restoring a notch in credit ratings involves 349 
more than just remedying the cause for the downgrade. On 350 
December 21, 2018, Moody’s stated, “Avista’s credit profile reflects 351 
its low-risk vertically integrated electric and gas utility business, 352 
regulatory uncertainty in WA and the expected negative cash flow 353 
impact of tax reform.” Authorization herein as recommended by 354 
Staff starts the process of addressing rating agency concerns and 355 
restoring a positive credit outlook.11 356 
 


In July 2019, the Oregon PUC approved Avista’s application to issue debt securities, 357 


adopting Staff’s memo stating that, as a result of the TCJA, “[r]aising the Company’s 358 


credit ratings back up a notch will require hard work and persistence on the part of 359 


Avista’s finance group as well as a supportive regulatory environment and achieving 360 


target metrics.”12 361 


Rating Agency Debt Imputations 362 


Q. Is PacifiCorp subject to rating agency debt imputation associated with power 363 


purchase agreements (“PPAs”)? 364 


A. Yes. Rating agencies and financial analysts consider PPAs to be debt-like and will 365 


impute debt and related interest when calculating financial ratios. For example, S&P 366 


will adjust PacifiCorp’s published financial results and impute debt balances and 367 


interest expense resulting from PPAs when assessing creditworthiness. They do so to 368 


obtain a more accurate assessment of a Company’s financial commitments and fixed 369 


payments. S&P Ratings Direct November 19, 2013, details its view of the debt aspects 370 


                                                           
11 Id. at Appendix A, p.4; see also In the matter of Portland Gen. Elec. Co., Request for Authority to Extend the 
Maturity of an Existing $500 Million Revolving Credit Agreement, Docket No. UF 4272(3), Order No. 19-025 at 
Appendix A, p.9. (Jan. 23, 2019) (including similar observations regarding an application by Portland General 
Electric). 
12 In the matter of Avista Corp., dba Avista Util., Application for Authorization to Issue and Sell $600,000,000 of 
Debt Securities, Docket No. UF 4313, Order No. 19-249 (July 30, 2019). 
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of PPAs and other debt imputations, and is included as Confidential Exhibit 371 


RMP___(NLK-4). 372 


Q. How does this impact PacifiCorp? 373 


A. In its most recent evaluation of PacifiCorp, S&P added approximately $479 million of 374 


additional debt and $21 million of related interest expense to the Company’s debt and 375 


coverage tests for PPAs and other liabilities of the Company that are considered to be 376 


debt-like by S&P. 377 


Q. How does inclusion of the PPA-related debt and these other adjustments affect 378 


PacifiCorp’s capital structure as S&P reviews the Company’s credit metrics? 379 


A. Negatively. By including the imputed debt resulting from PPAs and these other 380 


adjustments, PacifiCorp’s capital structure has a lower equity component as a corollary 381 


to the higher debt component, lower coverage ratios, and reduced financial flexibility 382 


than what might otherwise appear to be the case from a review of the book value capital 383 


structure. For example, as shown in Table 4, if one were to apply the total $479 million 384 


amount of debt adjustments that S&P most recently made to PacifiCorp’s proposed 385 


capital structure in this case, the resulting common equity percentage would decline 386 


from 53.67 percent to 52.29 percent. The corresponding higher average adjusted debt 387 


percentage of 47.70 percent over the test period reflects an adjusted capital structure 388 


that approximates the 48/52 percent baseline mix of debt and common equity capital 389 


that PacifiCorp targets. 390 
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Table 4: Rating Agency Adjusted Capital 391 


 Proposed    Adjusted 
 Cap Structure  Rating  Cap Structure 


 Book  % of  Agency  Book  % of 
 Values  Total  Adjmts  Values  Total 
Long-Term Debt  $    8,423  46.32%   $        479   $    8,902  47.70% 
Preferred Stock                 


 


 0.01%               (1)                  1  0.01% 
Common Equity        9,759  53.67%  0         9,759  52.29% 
  $  18,184  100.00%   $        478   $  18,662  100.00% 


 


IV.      CAPITAL STRUCTURE DETERMINATION 392 


Q. How did the Company determine its recommended capital structure? 393 


A. The capital structure is based on the actual capital structure at March 31, 2020, and 394 


forecasted capital activity, including known and measurable changes, through 395 


December 31, 2021. PacifiCorp averaged the five quarter-end capital structures 396 


measured beginning at December 31, 2020, and concluding with December 31, 2021, 397 


resulting in a capital structure with an equity component of 53.67 percent. The capital 398 


activity includes known maturities of certain debt issues that were outstanding at March 399 


31, 2020, and subsequent issuances of long-term debt. The known and measurable 400 


changes represent forecasted capital activity since March 31, 2020. 401 


Q. Why does the Company propose a capital structure calculated using a five-quarter 402 


average? 403 


A. This approach smooths volatility in the capital structure, which will fluctuate as the 404 


Company expends capital, issues or retires debt, retains earnings, or declares dividends. 405 


This approach is consistent with the Company's previous general rate cases beginning 406 


with Docket No. 09-035-23. 407 
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Q. How does the Company’s proposed capital structure compare to recent actual 408 


capital structures and to the capital structure authorized in PacifiCorp’s last 409 


general rate case, Docket No. 13-035-184 (“2014 Rate Case”)? 410 


A. The capital structures are compared in Table 5 below. 411 


Table 5: Forecast and Actual Capital Structures 412 


PacifiCorp’s Comparison of % Capital Structures 


 
Dec 31, 


2021 
Forecast* 


Dec 31, 
2020 


Forecast* 


Dec 31, 
2019 


Actual* 


Dec 31, 
2018 


Actual* 


Dec 31, 
2017 


Actual* 
13-035-184 


Capital Structure 
Long-Term Debt 46.32  % 48.39  % 48.36 % 47.89 % 48.49 % 48.55   % 
Preferred Stock 0.01 % 0.01 % 0.02 % 0.02 % 0.02 %       0.02  % 
Common Equity 53.67  % 51.60  % 51.62 % 52.09 % 51.49 % 51.43   % 
Totals 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00  % 
*Five quarter-end average % Capital Structure calculated for trailing 12 month period ending  
  


The percentage increase in the common equity component of the capital structure from 413 


the actual December 31, 2019 five-quarter average to that projected for the 2021 414 


forecast test period is due to earnings offset by debt issuances and the forgoing of any 415 


common dividend payments in 2020 and 2021. Further, both of the Company’s 416 


projected capital structures for 2020 and 2021 contain a higher common equity 417 


component than what was approved by the Commission in the 2014 Rate Case. As 418 


discussed above, PacifiCorp’s increased capital investment requirements and ratings 419 


pressure caused by the TCJA require PacifiCorp to increase the equity in its capital 420 


structure to maintain its current ratings. 421 


Q. How did you calculate the Company’s embedded costs of long-term debt and 422 


preferred stock? 423 


A. Consistent with my determination of the percentage capital structure discussed 424 


previously, I have similarly calculated the embedded costs of debt and preferred stock 425 
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as an average of the five quarter-end cost calculations spanning the test period, 426 


beginning at December 31, 2020, and concluding with December 31, 2021. 427 


Q. Please explain the cost of long-term debt calculation. 428 


A. I calculated the embedded cost of debt using the methodology relied upon in the 429 


Company’s previous rate cases in Utah and other jurisdictions. More specifically, I 430 


calculated the cost of debt by issue, based on each debt series’ interest rate and net 431 


proceeds at the issuance date, to produce a bond yield to maturity for each series of 432 


debt outstanding as of each of the five quarter-ending dates spanning the 12-month 433 


calendar 2021 test period. It should be noted that in the event a bond was issued to 434 


refinance a higher cost bond, the pre-tax premium and unamortized costs, if any, 435 


associated with the refinancing were subtracted from the net proceeds of the bonds that 436 


were issued. Each bond yield was then multiplied by the principal amount outstanding 437 


of each debt issue, resulting in an annualized cost of each debt issue. Aggregating the 438 


annual cost of each debt issue produces the total annualized cost of debt. Dividing the 439 


total annualized cost of debt by the total principal amount of debt outstanding produces 440 


the weighted average cost for all debt issues. 441 


Q. Please describe the changes to the amount of outstanding long-term debt between 442 


December 31, 2019, and December 31, 2021. 443 


A. Approximately $38 million and $420 million of the Company’s variable and fixed rate 444 


long-term debt, respectively, will mature during this period, and I have therefore 445 


removed this debt when appropriate in the determination of the proposed average cost 446 


of debt. Also, as reflected in Exhibit RMP___(NLK-1), Pro forma Cost of Long-Term 447 


Debt, are the new first mortgage bond issuances made by the Company in April 2020, 448 
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consisting of a $400 million 10-year 2.70% series and a $600 million 31-year term 449 


3.30% series. The total issuance costs reflected for each of these two recent new debt 450 


issuances in Exhibit RMP___(NLK-1), Pro forma Cost of Long-Term Debt, are based 451 


both on actual and estimated costs. The Company currently anticipates no further long-452 


term debt issuances will be necessary through December 31, 2021. 453 


Q. A portion of the securities in PacifiCorp’s debt portfolio bears variable rates. 454 


What is the basis for the projected interest rates used by PacifiCorp? 455 


A. The Company’s variable rate long-term debt in this case is in the form of tax-exempt 456 


debt. Exhibit RMP___(NLK-5), Variable Rate Pollution Control Revenue Bonds, 457 


shows that, on average, these securities have been trading at approximately 84 percent 458 


of the 30-day London Inter Bank Offer Rate (“LIBOR”) for the period January 2000 459 


through December 2019. Therefore, the Company has applied a factor of 84 percent to 460 


the forward 30-day LIBOR rate as of each of the five quarter-ending dates spanning 461 


calendar year 2021 and then added the respective credit facility and remarketing fees 462 


for each floating rate tax-exempt bond outstanding during the period. Credit facility 463 


and remarketing fees are included in the interest component because these are costs 464 


which contribute directly to the interest rate on the securities and are charged to interest 465 


expense. This method is consistent with the Company’s past practices when 466 


determining the cost of debt in previous Utah general rate cases as well as in other 467 


states that regulate PacifiCorp. 468 


Q. How did you calculate the embedded cost of preferred stock? 469 


A. The embedded cost of preferred stock was calculated by first determining the cost of 470 


money for each issue. I began by dividing the annual dividend per share by the per 471 







 


Page 22 - Direct Testimony of Nikki L. Kobliha 


share net proceeds for each series of preferred stock. The resulting rate associated with 472 


each series was then multiplied by the total par or stated value outstanding for each 473 


issue to yield the annualized cost for each issue. The sum of annualized costs for each 474 


issue produces the total annual cost for the entire preferred stock portfolio. I then 475 


divided the total annual cost by the total amount of preferred stock outstanding to 476 


produce the weighted average cost for all issues. The result is PacifiCorp’s embedded 477 


cost of preferred stock. 478 


Embedded Cost of Long-Term Debt 479 


Q. What is PacifiCorp’s embedded cost of long-term debt? 480 


A. The cost of long-term debt is 4.81 percent, as shown in Exhibit RMP___(NLK-1), Pro 481 


forma Cost of Long-Term Debt. 482 


Embedded Cost of Preferred Stock 483 


Q. What is PacifiCorp’s embedded cost of preferred stock? 484 


A. Exhibit RMP___(NLK-6), Cost of Preferred Stock, shows the embedded costs of 485 


preferred stock to be 6.75 percent. 486 


VI.      IMPLEMENTATION OF TCJA TAX BENEFITS IN RATES 487 


Q. How does PacifiCorp propose to include the benefits of the TCJA’s lower tax rate 488 


in this proceeding? 489 


A. PacifiCorp included the tax benefits by: (1) embedding the lower tax rate in base rates 490 


as discussed in the testimony of Mr. Steven R. McDougal; (2) including a rate base 491 


deduction for unamortized protected Excess Deferred Income Tax (“EDIT”) and 492 


lowering income tax expense for the annual level of amortization; and (3) returning to 493 


customers the tax benefits deferred as of December 31, 2020. 494 
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 These actions are consistent with the Commission’s decision in Docket No. 17-035-495 


69.13 496 


Q. Please quantify the TCJA balances deferred as of December 31, 2020, that will be 497 


refunded to customers. 498 


A. The total amount of deferred TCJA tax benefits projected to be available as of 499 


December 31, 2020, is $142.6 million. PacifiCorp’s proposal to return this balance to 500 


customers is explained in the direct testimony of Mr. McDougal. 501 


Q. How do the EDIT balances presented in this case differ from the balances in the 502 


November 9, 2018, Order Approving Settlement Stipulation in Docket No. 17-035-503 


69? 504 


A. As discussed in the Company's March 25, 2020 supplemental notice in Docket No. 17-505 


035-69, the Company has made two changes. 506 


First, while total EDIT has not changed, PacifiCorp made a correction in the 507 


classification between protected and non-protected EDIT. The misclassification was 508 


identified during the process of extracting non-protected property EDIT balances from 509 


the Company’s tax fixed asset system so that they could be used in the manner as 510 


described in the Commission-approved stipulation. The correction resulted in more 511 


EDIT classified as non-protected and less classified as protected. 512 


Second, PacifiCorp will be using the RSGM to amortize protected EDIT, 513 


retroactive to January 1, 2018, because the Company’s books and underlying records 514 


do not contain the necessary vintage account data to use the Average Rate Assumption 515 


                                                           
13 Investigation of Revenue Requirement Impacts of the New Federal Tax Legislation Titled: “An act to provide 
for reconciliation pursuant to titles II and V of the concurrent resolution of the budget for fiscal year 2018,” 
Docket No. 17-035-69, Order (April 27, 2018) & Order Approving Settlement Stipulation (Nov. 9, 2018). 
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Method (“ARAM”) as originally contemplated. The amortization of PacifiCorp’s 516 


protected EDIT for 2018, 2019, and 2020 is greater under the RSGM as compared to 517 


the Company’s ARAM projections. 518 


The Reverse South Georgia Method 519 


Q. Please explain why PacifiCorp’s books and underlying records do not contain the 520 


necessary vintage account data to use the ARAM. 521 


A. For some assets and in certain circumstances, PacifiCorp records situs book 522 


depreciation on system-allocated assets. For background, PacifiCorp depreciates 523 


system-allocated assets using a base composite life; this base level of book depreciation 524 


is system-allocated. An incremental amount of book depreciation is calculated for 525 


jurisdictions that approve a composite life different from the base or otherwise approve 526 


accelerated book depreciation for system-allocated assets; this incremental amount of 527 


book depreciation is situs-allocated. 528 


To use the ARAM, book depreciation is required at a jurisdictional level by 529 


vintage and tax class to have the necessary vintage account data. Because book 530 


depreciation is not maintained at this level for book accounting purposes, PacifiCorp 531 


relies on its tax fixed asset system to produce the necessary vintage account data for 532 


tax purposes by performing a procedure to allocate book depreciation. 533 


As presently configured, the book depreciation allocation procedure cannot 534 


process situs book depreciation on system-allocated assets in a manner that impacts 535 


only the vintage account data of the jurisdiction to which the situs book depreciation 536 


inures. As a result, the situs book depreciation must be accounted for separately as a 537 
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tax class of its own, thereby rendering the jurisdictional vintage account data to which 538 


the EDIT is actually attached incomplete for the purposes of using the ARAM. 539 


Q. How are the issues with situs book depreciation addressed by the RSGM? 540 


A. Unlike the ARAM, book depreciation is not required at the jurisdictional level by 541 


vintage and tax class for amortization of EDIT when using the RSGM. The RSGM 542 


requires only the use of a remaining regulatory life for an asset or group of assets to 543 


amortize the EDIT on a straight-line basis. 544 


To implement the RSGM, PacifiCorp categorized Utah-allocated protected 545 


EDIT at the level of detail presented in the Company’s most recently filed depreciation 546 


study. The protected EDIT is then amortized straight-line over Utah’s approved 547 


remaining regulatory life for each respective asset or group of assets. For tax years 548 


2018 to 2020, the remaining lives are based on the 2013 depreciation study.14 549 


Beginning in 2021, the remaining lives will be updated to match those in the Company's 550 


2018 depreciation study in Docket No. 18-035-36, which was approved on April 20, 551 


2020, and then again for each depreciation study approved thereafter.15 If the 552 


Commission approves regulatory lives different from those approved in the 2018 553 


depreciation study or as otherwise proposed in this case, the protected EDIT 554 


amortization included in this case will need to be updated accordingly. 555 


Q. Do PacifiCorp’s facts meet the statutory requirements for using the RSGM? 556 


A. Yes. Although there are uncertainties with respect to the proper application of section 557 


                                                           
14 In the Matter of the Application of Rocky Mountain Power for Authority to Change its Depreciation Rates 
Effective January 1, 2014, Docket No. 13-035-02, Order Confirming Bench Ruling Approving Stipulation on 
Depreciation Rate Changes (Nov. 7, 2013). 
15 Application of Rocky Mountain Power for Authority to Change its Depreciation Rates Effective January 1, 
2021, Docket No. 18-035-36, Report and Order (April 20, 2020). 
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13001(d) of the TCJA, PacifiCorp has carefully considered this matter and, based on 558 


its facts and circumstances, believes that the use of the RSGM is permitted as a 559 


normalization method of accounting. 560 


Q. Does the Internal Revenue Service (“IRS”) recognize the need for clarity with 561 


regard to the EDIT normalization requirements in light of the TCJA? 562 


A. Yes. In Notice 2019-33, the IRS announced its intent to issue guidance to clarify the 563 


EDIT normalization requirements, which may include guidance on the use of the 564 


RSGM; the Company anticipates this guidance will be issued in 2020. In comments 565 


submitted in response to Notice 2019-33, the Edison Electric Institute has requested 566 


that the IRS issue transitional guidance that allows taxpayers to correct potential 567 


normalization violations on a prospective basis and that the violations be forgiven 568 


without penalty. If uncertainties still exist after the guidance is issued, the Company 569 


will evaluate the need to file a private letter ruling request. 570 


VII.      PENSION COSTS 571 


Q. Please describe the status of PacifiCorp’s defined benefit pension plans. 572 


A. To reduce the risk profile of its defined benefit pension plans, PacifiCorp has, over 573 


time, shifted the accrual of new benefits to its defined contribution 401(k) plan. All 574 


non-represented employees hired after January 1, 2008, and all represented employees 575 


hired after June 30, 2013, receive retirement benefits solely through the 401(k) plan. 576 


Retirement plan benefits for represented employees are determined through the 577 


collective bargaining process through which the Company has maintained its focus on 578 


shifting to providing benefits through its 401(k) plan. The Company provided non-579 


represented employees hired before January 1, 2008, the ability to receive their 580 
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retirement through either the pension plan or the 401(k) plan. This choice was offered 581 


in 2008, and 41 percent of the eligible participants migrated to the 401(k) plan. The 582 


remaining non-represented employees in the defined benefit pension plan continued to 583 


receive benefit accruals until accruals were frozen on December 31, 2016. 584 


Q. Does this case reflect costs associated with PacifiCorp’s defined benefit pension 585 


plans? 586 


A. Yes. The Company still incurs net periodic benefit costs for its defined benefit pension 587 


plans. The Company’s net periodic benefit costs generally include interest costs 588 


associated with discounting the projected benefit obligation and amortization of net 589 


unrecognized gains and losses, offset by the expected return on plan investments. The 590 


level of these projected costs is driven by various assumptions, including the interest 591 


rate used to discount the liability, life expectancy and other demographics of the 592 


Company’s plan participants, and the expected long-term rate of return based on the 593 


mix of investments. This filing reflects total-Company pension costs of $8.8 million, 594 


including a projected settlement loss of approximately $11.9 million during the 2021 595 


test period. 596 


Q. What is a settlement loss? 597 


A. Accounting guidance provides for delayed recognition of certain gains and losses. 598 


These unrecognized costs include an accumulation of past actuarial gains and losses 599 


that result from changes in actuarial assumptions, such as the discount rate, and the 600 


difference between expected and actual experience — for example, asset returns that 601 


exceed or underperform the level assumed in determining net periodic benefit cost. 602 


Under the Financial Accounting Standards Board’s Accounting Standards Codification 603 
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(“ASC”) 715, Compensation - Retirement Benefits16 and ASC 980, Regulated 604 


Operations, the majority of the Company’s unrecognized net loss is currently amortized 605 


over approximately 21 years, which represents the average remaining life expectancy 606 


of plan participants. A settlement loss occurs when the aggregate lump sum cash 607 


distributions in a calendar year exceed a defined threshold (service cost plus interest 608 


cost), requiring under ASC 715 immediate recognition in earnings of a portion of the 609 


unrecognized actuarial gains or losses. If not for this requirement, such portion of the 610 


net actuarial loss would eventually flow through expense as part of the ongoing 611 


amortization over the approximately 21-year period. 612 


Q. Why are actuarial gains and losses an important component of on-going pension 613 


expense under ASC 715? 614 


A. Actuarial gains and losses arise annually as remeasurement occurs each year-end under 615 


ASC 715 due to changes in assumptions, differences between expected and actual asset 616 


returns, and actuarial experience. As of December 31, 2019, the Company had 617 


$422 million of unrecognized net actuarial losses recorded as a regulatory asset that 618 


will generally be recognized to expense over the average remaining life of plan 619 


participants (currently approximately 21 years), making it a significant portion of the 620 


Company’s annual pension expense. Recognition of actuarial gains and losses are 621 


amortized over time rather than in the year they occur, which can help minimize 622 


volatility in expense from year to year. However, as I described above, settlement 623 


accounting under ASC 715 can trigger accelerated recognition of a portion of the 624 


unrecognized net actuarial losses. The Company last recognized a settlement loss in 625 


                                                           
16 Formerly known as “FAS 87.” 
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2018 on a total-Company basis of $22 million, approximately $9.5 million of which 626 


was Utah’s share. In Docket No. 18-035-48, the Company requested approval of 627 


deferred accounting treatment related to this settlement loss. The Commission denied 628 


the Company's request, holding that the pension settlement costs were not 629 


unforeseeable or extraordinary sufficient to warrant a deferred accounting order.17 630 


Q.  Does the Company anticipate that settlement losses under ASC 715 will be 631 


triggered during the next few years and if so, what is the driver? 632 


A. Yes. Recent history demonstrates that during periods of low interest rates, a higher 633 


percentage of participants elect lump sum distributions. Thus, with the very low interest 634 


rate environment present at the time the Company’s projections for this filing were 635 


compiled and the knowledge of what the Company experienced in 2018 when interest 636 


rates were similarly low, the Company anticipates that additional settlement losses will 637 


occur. Based on actuarial projections, settlement losses of $18.5 million and 638 


$11.9 million are forecast during 2020 and 2021, respectively, justifying the inclusion 639 


of these costs in base rates. The settlement loss projections were based on market 640 


conditions in early 2020. 641 


  In periods of low interest rates, the Company experiences lower interest cost on 642 


the benefit obligation, which keeps the threshold for determining settlement accounting 643 


at a low level. Table 7 below shows the settlement threshold for the last seven years 644 


along with the projections for 2020 and 2021. The declining threshold is primarily 645 


driven by the low interest rate environment. The Company is likely to be subject to a 646 


settlement charge each year that interest rates are sufficiently low. 647 


                                                           
17 Application of Rocky Mountain Power for an Accounting Order for Settlement Charges Related to its Pension 
Plans, Docket No. 18-035-48, Order at 6-7 (May 22, 2019). 
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Table 7: Recent History and Projections of Settlement Threshold ($ in millions) 648 


 2013 2014 2015 2016 2017 2018 2019 2020 Projected 
2021 


Service cost $5.9 $5.3 $4.7 $4.1 0 0 0 0 0 
Interest cost $51.9 $54.0 $50.6 $51.8 $47.3 $41.1 $42.6 $34.4 $31.9 


Settlement 
threshold 
(service cost + 
interest cost) $57.8 $59.3 $55.3 $55.9 $47.3 $41.1 $42.6 $34.4 $31.9 


 


In addition to a low settlement threshold, the Company has made assumptions about 649 


the number of participants who will take lump sum distributions upon retirement along 650 


with their estimated payout. For purposes of valuing the pension benefit obligation, the 651 


Company’s actuaries generally assume (based on historical experience) that 60 percent 652 


of participants will elect lump sum distributions. However, in performing the annual 653 


remeasurement of the pension benefit obligation at December 31, 2019, the Company’s 654 


actuaries assumed 80 percent of participants would elect lump sum distributions in 655 


2020 in anticipation of an increase in the percentage of retiring participants electing 656 


lump sums due to the unprecedentedly low interest rates. For 2021, 60 percent of 657 


participants are assumed to elect lump sum distributions. In any given year, the actual 658 


percentage of participants electing lump sum distributions will differ from what was 659 


assumed. 660 


  Table 8 below shows the historical number of participants electing lump sum 661 


distributions and the resulting value paid out of the plan along with the projections for 662 


2020 and 2021. 663 


 


 


 







 


Page 31 - Direct Testimony of Nikki L. Kobliha 


Table 8: Historical and Projected Lump Sum Distribution Information ($ in millions) 664 


 2013 2014 2015 2016 2017 2018 2019 Projected 
2020 


Projected 
2021 


Lump Sum 
Distributions $52.2 $22.0 $40.5 $31.9 $40.0 $52.3 $22.7 $50.8 $34.4 


Distributions 
in Excess of 
Threshold 


0  0  0  0  0  $ 11.2  0  $ 16.4  $ 2.5  


Discount Rate 4.05% 4.8% 4% 4.4% 4.05% 3.6% 4.25% 3.25% 3.25% 
Minimum 
Present Value 
Segment 
Rates(1) 


1.02% 
3.71% 
4.67% 


1.40% 
4.66% 
5.62% 


1.40% 
3.98% 
5.04% 


1.69% 
4.11% 
5.07% 


1.47% 
3.34% 
4.30% 


1.96% 
3.58% 
4.35% 


3.21% 
4.26% 
4.55% 


2.13% 
3.07% 
3.65% 


2.04% 
3.09% 
3.68% 


Number of 
Participants 
Electing 
Lump Sums 


204 150 216 224 205 211 114 231 172 


Percentage of 
Participants 
Electing 
Lump Sums 


66.3% 50.2% 64.9% 68.7% 58.4% 73.3% 67.1% 80% 60% 


 
1. Other than for 2021, represents the IRS’s published minimum present value segment rates from 665 


September of the preceding year, which are used to value lump sum distributions taken in the subsequent 666 
year, in accordance with the Company’s pension plan document. For example, the 2.13%/3.07%/3.65% 667 
presented under 2020 are the September 2019 rates applicable to lump sum distributions to be taken in 668 
2020. Rates included for 2021 are based on the November 2019 rates published by the IRS, which were 669 
the most recently available at the time the projections were compiled. The December 2019 rates were 670 
2.03%/3.06%/3.59%. 671 


 
As of December 31, 2019, interest rates decreased significantly, resulting in a 672 


3.25 percent discount rate used to perform the annual remeasurement of the Company’s 673 


benefit obligation and determine the interest cost component of the Company’s net 674 


periodic benefit cost for 2020. This compares to a 4.25 percent discount rate at 675 


December 31, 2018. As presented in Table 7, this decrease results in lower interest cost 676 


and thus a lower settlement loss threshold. As presented in Table 8, the applicable 677 


minimum present value segment rates for 2020 lump sum distributions are very low; 678 


thus, the Company projects higher lump sum distributions and the triggering of a 679 


settlement loss in 2020 of an estimated $18.5 million. Based on the current low interest 680 


rate environment, the Company projects a settlement loss of $11.9 million in 2021 681 
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using the assumptions presented in Table 8. When similar circumstances were present 682 


in 2018, the Company incurred a settlement loss of $22 million. 683 


 VIII.      RATE TREATMENT NET PREPAID PENSION AND OTHER POST-684 


RETIREMENT ASSETS 685 


Q.  What is the Company’s proposed rate treatment for its prepaid pension and other 686 


post-retirement assets, net of accumulated deferred income taxes (“net prepaid 687 


pension and other post-retirement asset” or “net prepaid”)? 688 


A. The Company proposes inclusion of its net prepaid pension and other post-retirement 689 


asset in rate base with a return equal to the Company’s weighted average cost of capital 690 


(“WACC”). Inclusion of the net prepaid in rate base would allow the Company to 691 


recover its prospective financing costs associated with the net prepaid. 692 


Q. Please describe how the net prepaid pension and other post-retirement asset is 693 


computed and what it represents. 694 


A. The prepaid pension and other post-retirement asset represents cumulative 695 


contributions made to the Company’s defined benefit plans in excess of cumulative 696 


expense recognized for accounting purposes. These prepaid assets can also be 697 


computed by taking the Company’s regulatory asset associated with unrecognized net 698 


periodic benefit cost for the plans less the net underfunded status of the plans. The 699 


prepaid assets are then reduced by associated accumulated deferred income tax 700 


liabilities to arrive at the Company’s net prepaid pension and other post-retirement 701 


asset. 702 
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Q. What balance is the Company proposing to include in rate base associated with 703 


its net prepaid pension and other post-retirement asset? 704 


A. The Company proposes to include $252.335 million in rate base based on the 13-month 705 


average of its net prepaid pension and other post-retirement asset reduced for joint 706 


owner cutback for the 13-month period ended December 31, 2021. This amount reflects 707 


PacifiCorp’s prepaid pension asset of $326.557 million plus its other post-retirement 708 


prepaid asset of $7.046 million less associated accumulated deferred income tax 709 


liabilities of $81.268 million. This amount, along with the net prepaid pension and other 710 


post-retirement asset at December 31, 2019, is included in the exhibits to 711 


Mr. McDougal’s direct testimony. 712 


Q. What is the basis for including the net prepaid pension and other post-retirement 713 


asset in rate base? 714 


A. Over the life of a plan, cumulative contributions and expense will be equal. However, 715 


at any point during the life of a plan, cumulative contributions and expense will differ. 716 


The prepaid concept arises from cumulative contributions to the plans exceeding 717 


cumulative pension and other post-retirement expense (also referred to as net periodic 718 


benefit cost). While the Company recovers its net periodic benefit cost through cost of 719 


service, the Company finances any difference between the amounts cumulatively 720 


contributed to the plans and the amounts cumulatively recognized as expense for 721 


accounting purposes with its blended capital. Thus, inclusion of the net prepaid pension 722 


and other post-retirement asset in rate base earning a return at the Company’s 723 


authorized WACC would allow the Company to recover this financing cost. 724 
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Q. What factors contribute to contributions differing from net periodic benefit cost? 725 


A.  Contributions to the pension plans are generally driven by funding requirements under 726 


the Employee Retirement Income Security Act of 1974 (“ERISA”), which encompass 727 


the funding requirements of the federal Pension Protection Act of 2006. Ensuring 728 


minimums under these requirements are met mitigates impairing the tax exempt status 729 


of the plans and avoids triggering of benefit restrictions. Other factors, such as Internal 730 


Revenue Service funding limits and deductibility rules, influence the level of 731 


contributions to other post-retirement plans. 732 


Net periodic benefit cost is computed in accordance with generally accepted 733 


accounting principles under ACS 715. Thus, at any point in time during the life of the 734 


plans, contributions will differ from the amounts recognized as net periodic benefit cost 735 


for accounting purposes. As noted, however, over the life of the plans, contributions 736 


and expense will be equal. 737 


Q.  What is the current and historical rate treatment of pension and other post-738 


retirement net periodic benefit cost? 739 


A. The Company currently recovers its net periodic benefit cost under ASC 715 by 740 


including the amount for the applicable test period in determining revenue requirement 741 


in its general rate case filings. No balancing account is utilized for pension and other 742 


post-retirement costs. Prior to the adoption of Financial Accounting Standards Board 743 


Statement No. 87 (“FAS 87”) in 1987, the Company recovered pension costs based on 744 


contributions. At the time of adoption, the Company began recovering pension costs 745 


based on net periodic benefit cost under FAS 87 (later codified as ASC 715) with the 746 


cumulative difference between the two methods recovered over a five-year period. 747 
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Thus, the Company has effectively recovered pension costs over time on the basis of 748 


Generally Accepted Accounting Principles (“GAAP”) expense leaving it to bear the 749 


costs to finance contributions in excess of expense. Prior to the adoption of the 750 


Financial Accounting Standards Board’s Statement No. 106 (also later codified as ASC 751 


715), other post-retirement costs were expensed and recovered on a pay-as-you-go 752 


basis. Upon adoption of the new guidance, recovery continued to be based on the 753 


Company’s expense. Thus for other post-retirement costs, recovery has also been 754 


aligned to expense over time leaving the Company to finance any differences between 755 


contributions and expense. 756 


Q.  To the extent the net prepaid is in an accrued position, would inclusion in rate base 757 


continue to be appropriate? 758 


A. Yes. As with any other rate base item where the difference between timing of cash 759 


payments and expense recognition differ, the item should be included in rate base 760 


whether in an asset or liability position. To the extent cumulative expense exceeds 761 


cumulative Company contributions to the plans, it would be appropriate to reduce rate 762 


base for the resulting net accrued position in order to pass the benefit to customers for 763 


having provided recovery of the expense in excess of cash outlays by the Company. 764 


Q.  Please clarify why the cumulative net prepaid should be included in rate base 765 


rather than only prospective differences between expense and contributions? 766 


A. The cumulative difference between expense and contributions to date must be included 767 


in rate base in order to avoid skewed outcomes that would arise if only prospective 768 


differences between expense and contributions were to be included. For example, in a 769 


year where contributions to the plans are $0 and expense is $10, a net accrued position 770 
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of $10 would result on a pre-tax basis. If only this new activity is included in rate base 771 


despite a historical net prepaid balance, customers would benefit from a rate base 772 


reduction while the Company would continue to incur financing costs on the historical 773 


difference between cumulative contributions and expense. Including the cumulative net 774 


prepaid in rate base today with a return based on the Company’s WACC provides it the 775 


ability to recover only prospective financing costs associated with the net prepaid. 776 


Q.  How does negative expense impact the net prepaid pension and other post-777 


retirement asset? 778 


A. Negative net periodic benefit cost increases the net prepaid but remains appropriate to 779 


include in rate base. Since the Company recovers pension and other post-retirement 780 


benefits cost through cost of service, negative expense flows through to customers 781 


resulting in a lower cash position for the Company. The Company incurs financing 782 


costs on the difference between cumulative contributions and cumulative net periodic 783 


benefit cost regardless of whether that cost is positive or negative. 784 


Q.  Does historical capitalization of pension and other post-retirement cost impact the 785 


Company’s proposal to include the associated net prepaid in rate base? 786 


A. No. While the capitalized portion of net periodic benefit cost is included in rate base 787 


through in-service plant, there is no doubling up of rate base for this component. This 788 


is because the Company’s net prepaid reflects the difference between cash 789 


contributions and expense under ASC 715 prior to capitalization as if that difference 790 


truly represented the Company’s excess cash outlays. However, the Company only 791 


recovers the portion capitalized to in-service plant as the cost is depreciated over the 792 


plant’s life. Thus, the combined inclusion in rate base of the capitalized portion of net 793 
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periodic benefit cost through in-service plant and the net prepaid pension and other 794 


post-retirement asset would allow the Company to be made whole on its costs to 795 


finance the contributions in excess of expense recognized and recovered in rates. 796 


Q.  Does the fact that actual pension and other post-retirement benefit cost differed 797 


from that included in rates impact the appropriateness of the Company’s 798 


proposal? 799 


A. No. As with any other rate base item where no balancing account exists (e.g., 800 


investment in in-service plant, coal inventory), no adjustments are made for changes in 801 


the balances between general rate cases. 802 


Q.  Why is the Company’s WACC the appropriate rate to apply to the net prepaid 803 


pension and other post-retirement asset? 804 


A. The Company’s blended capital structure of long-term debt and equity financing is the 805 


source of financing for the net prepaid just as it is for other rate base items such as 806 


investment in in-service plant. Thus, to provide a return at something less than the 807 


Company’s WACC would result in the Company not recovering its costs to finance the 808 


difference between its cash outlays and the amounts charged to expense and recovered 809 


from customers. 810 


Q.  Does inclusion of the net prepaid in rate base shift additional risk to customers? 811 


A. No. While much volatility exists with defined benefit plans due to asset returns that are 812 


impacted by market conditions and changes in underlying assumptions, such as the 813 


discount rate, these risks are encompassed in net periodic benefit cost and balanced 814 


with smoothing methods allowed under ASC 715. Including the net prepaid in rate base 815 


does not change these risks or who bears them. Inclusion of the net prepaid in rate base 816 
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simply provides the Company the opportunity to recover its underlying financing costs 817 


associated with the plans. 818 


VIII.      CONCLUSION 819 


Q. Please summarize your recommendations to the Commission. 820 


A. I respectfully request the Commission adopt PacifiCorp’s proposed capital structure 821 


with a common equity level of 53.67 percent. This capital structure balances the 822 


financial integrity of the Company and costs to customers by reflecting the minimum 823 


equity ratio necessary for PacifiCorp to maintain its ratings under current market 824 


conditions, especially given the passage of the TCJA. When combined with 825 


PacifiCorp’s updated cost of long-term debt of 4.81 percent and the cost of equity of 826 


10.20 percent recommended by Ms. Bulkley, this produces a reasonable overall cost of 827 


capital of 7.70 percent. 828 


  In addition, the Company recommends that the Commission acknowledge the 829 


reasonableness of PacifiCorp’s treatment of its TCJA tax benefits in rates, and approve 830 


PacifiCorp’s projected pension costs and prepaid pension balance included in this case. 831 


Q. Does this conclude your direct testimony? 832 


A. Yes. 833 
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Ariz0na C ,':!mission 


L0C·A<ETED 


Re: Docket No. E-01345A-08-0172 (Interim Rate Motion) 


Dear Commissioner Mayes: 


On October 8, 2008, you filed a letter in which you requested Arizona Public Service 
Company ("APS" or "Company") to respond to five specific issues. covering a range of subjects. 
Because several of these issues are germane to the Company's pending Motion for Interim Rates, 
the Company has chosen to submit its response in the above docket. For the convenience of the 
parties to this proceeding, I have attached a copy of your October 8th letter as Appendix A. 


APS Access to Commercial Paper Market and Other Credit-Related Issues 


APS first began experiencing trouble accessing the commercial paper market in August 
of 2007 when the sub-prime credit issues began to impact the capital markets. Access has 
continued to be sporadic throughout 2008, with the amount of commercial paper APS can issue 
often being limited even when access to the market was possible. Beginning September 17, 
2008, the commercial paper market has been completely closed to APS. 


As discussed during the hearing, APS had total lines of credit of $900 million. The first 
line of $400 million expires at the end of 2010, with a second for $500 million expiring at the 
end - of 2011. The purpose of these lines of credit is to provide the Company with liquidity and 
working capital when commercial paper cannot be utilized - not fund capital expenditures. 1 


Indeed, Decision No. 69947 (October 30, 2007)specifically limited the use of the $500 million 
line of credit to fuel/purchased power requirements and thus cannot be used to fund the 
Company's capital requirements. As of September 30, 2008, approximately $270 million had to 
be drawn down due to the problems in the commercial paper market described above. Also, $34 
million of the Company's credit line was with bankrupt Lehman Brothers and thus no longer 


1 Borrowing oil bank Jines of credit is normally 25 to 50 basis points more expensive than commercial paper. 


APS • APS Energy Services • Suncor• El Dorado • 


Law Department, 400 North Fifth Street, Mail Station 8695, Phoenix, AZ. 85004-3992 
Phone: (602) 250-2052 : Facsimile (602) 250-3393 


E-mail: Thomas.Mumaw@pinnaclewest.com 
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exists. Another $36 million was with Wachovia, which is in the process of being acquired by 
Wells Fargo. Whether the new owner of Wachovia will assume the $36 million commitment is 
uncertain, to say the least. Accordingly, APS's previous $900 million lines of credit are now no 
more than $866 million, and may be as low as $830 million. Finally, as a result of recent write
downs of bank assets, there is $2 trillion less credit capacity in the U.S. banking system than 
tllere was before this global financial crisis began. As a result, APS will likely encounter 
difficulty in maintaining its remaining lines of credit in the future, and there is no doubt that 
these lines of credit would, in any case, be insufficient to meet APS's capital expenditure needs 
over the next few years. 


Liquidity is absolutely vital to the financial integrity of an electric utility. APS itself was 
contacted by each of the three rating agencies after the Lehman Brothers bankruptcy and asked 
about the Company's exposure to Lehman, Morgan Stanley, Merrill Lynch and Goldman Sachs, 
as well as its ability to count on its lines of credit given the chaos in the short-term credit 
markets. A recent example of the critical importance of liquidity is Constellation Energy, the 
parent of Baltimore Gas & Electric Company, which began 2008 with a stock price of over $100 
per share. After facing a liquidity crisis driven by threatened credit rating downgrades and the 
resultant cash collateral calls that nearly drove Constellation to the brink of bankruptcy, it was 
forced to sell itself to MidAmerican Energy (the same entity that bought out PacifiCorp) for 
$26.50 per share. 


And the damage has not been limited to the short-term debt market. Despite massive 
efforts by our Federal government and governments in Europe and Asia to pump liquidity into 
the national and international credit markets, access to the corporate debt market is extremely 
strained, with only the most highly-rated corporations being successful in raising long.:term debt 
capital. At present, APS likely could not successfully issue long-term debt. Whether this 
financial market environment will improve by the spring of next year, when APS likely will need 
to issue debt, is unknown. 


GeoSmart.Solar Financing Program 


On Thursday, September 25, 2008 GE Money announced that it will no longer offer 
unsecured installment consumer financing for its energy efficiency and renewable energy 
programs after October 23, 2008 because of the current turmoil in the credit markets. The action 
specifically affected the Electric & Gas Industries Association's ("EGIA") GEOSmart Financing 
Program offered by APS because GE Money provided the financial support for the program. 
Although APS had no prior warning of GE Money's actions, APS remains committed to its 
partnership with EGIA. EGIA, as a non-profit entity implementing similar financing programs 
for utilities around the country, is situated to identify other suitable financial institutions to back 
the GeoSmart program. In recent conversations, EGIA informed APS that a number of financial 
institutions have been identified that may be able to provide funding for GEOSmart. APS 
remains hopeful but cannot offer any assurance that EGIA will secure other financial backing in 
the future. 
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Transactions with Investment Banks or Similar Financial Institutions 


Attached as Appendix B is a list of the banks with which APS has existing lines of credit. 
As noted before, Lehman Brothers and Wachovia are in that group. APS has also submitted a 
$ 1 . 1  million claim against Lehman Brothers in bankruptcy over a hedging transaction. APS has 
conducted numerous transactions with Morgan Stanley and Goldman Sachs, who together are 
major players in the U.S energy markets. Although it would seriously reduce the overall liquidity 
of these energy markets should Morgan Stanley and/or Goldman Sachs bow out of the energy 
market, APS itself had controls in place well before all these problems began that limited its 
exposure to any single trading partner, including those discussed above. However, with chaotic 
and unprecedented market events such as we are presently experiencing, no amount of internal 
controls can provide complete protection against potential losses.2 Finally, AIG is a carrier for 
APS property and casualty insurance. APS believes that these insurance policies will continue to 
be honored. 


Auction Rate Securities 


APS does not have any funds invested in auction rate securities ("ARS"). APS is an 
issuer of ARS, with $343 million outstanding and with maturities in 20 29 and 2034 . The average 
rate of interest paid on these securities has been 3 . 2%, thus providing very attractive financing 
for APS and its customers. 


Palo Verde 


Palo Verde Unit 3 experienced two relatively brief unplanned outages recently. The first 
was from September 16 to September 20 when a failed transmitter in the control circuitry for one 
of the two power supplies to the reactor control rods required the unit to be shut down. That was 
safely accomplished, and after the electronic card that included the failed component was 
replaced, the unit was returned to full power without incident. The second was from September 
27 to 30 when high sulfate levels were detected in the secondary steam system (the system that 
connects the steam generators with the steam turbine). After operators had shut down the unit, 
the secondary system chemistry was returned to normal, the unit again returned to service 
without incident and has been operating at full power since then. APS estimates that the amount 
of additional fuel and purchased power costs def erred for recovery through the PSA to be 
approximately $3 million.3 


Neither outage involved what could be characterized as an unusual event for a nuclear 
power plant and is the sort of occurrence anticipated in the budgeted effective forced outage rate 
("EFOR") for Palo Verde. Palo Verde, like all generators, including all APS generators, has an 


2 Although such transactions are not directly with APS, the APS decommissioning trusts and the Pinnacle West 
retirement funds have relatively small investments in some of the troubled entities identified in your letter, as likely 
do most if not all large investment funds in this country. 


3 As the Commission is aware, APS absorbs 10% of higher fuel costs, and a portion of outage costs are embedded in 
the base fuel cost. In addition, a small amount is allocated to wholesale customers. Thus, the total cost of the 
outages was $4.4 million. 
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anticipated EFOR based primarily on past operations. This is merely an acknowledgement that 
all machines, no matter how well designed, constructed, operated, and maintained, will 
sometimes fail. Electric generators are no exception to that rule. 


To date this year, the overall Palo Verde capacity factor has been 98% (excluding 
refueling outages). This past summer, Palo Verde set an all-time record for generation. 


Throughout both outage events, Palo Verde staff demonstrated their safety-first focus by 
using effective problem identification and resolution behaviors, took proper action during 
troubleshooting (including developing contingency plans) and work planning. They executed all 
needed repairs with a focus on human performance. The NRC was kept fully informed 
throughout these outages and monitored Palo Verde's decision-making process and the actions 
taken. APS does not believe these outages have had any negative impact on APS's substantial 
progress in resolving the NRC's Confirmatory Action Letter. 


Attachments 


cc: Mike Gleason, Chairman 
William A. Mundell 
Jeff Hatch-Miller 
Gary Pierce 
Brian McNeil 
Ernest Johnson 
Lyn A. Farmer 
Janet Wagner 
Rebecca Wilder 
Janice Alward 
Parties of Record 
Docket Control 


Sincerely, 


;;1__✓-� 
Thomas L. MiCw. 


Attorney for Arizona Public 
Service Company 
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Copies of the foregoing emailed or mailed 
This 1 7th day of October 2008 to : 


Ernest G. Johnson 
Director, Utilities Division 
Arizona Corporation Commission 
1 200 West Washington Street 
Phoenix, AZ 85007 
ej ohnson@cc.state.az. us 


Maureen Scott 
Legal Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, AZ 85007 
mscott@azcc.gov 


Janet Wagner 
Legal Division 
Arizona Corporation Commission 
1 200 West Washington Street 
Phoenix, AZ 85007 
jwagner@azcc.gov 


Terri Ford 
Utilities Division 
Arizona Corporation Commission 
1 200 West Washington Street 
Phoenix, AZ 85007 
tford@azcc.gov 


Barbara Keene 
Utilities Division 
Arizona ·Corporation Commission 
1 200 West Washington Street 
Phoenix, AZ 85007 
bKeene@cc.state.az.us 


Daniel Pozefsky 
Chief Counsel 
RUCO 
1 1 1 0 West Washington, Suite 220 
Phoenix, AZ 85007 -
dpozefsky@azruco.com 


William A. Rigsby 
RUCO 
1 1 1 0 West Washington, Suite 220 
Phoenix, AZ 85007 
brigsby@azruco.gov 


Tina Gamble 
RUCO 
1 1 1 0 West Washington, Suite 220 
Phoenix, AZ 85007 
egamble@azruco.gov 


C .  Webb Crockett 
F ennemore Craig 
3003 North Central, Suite 2600 
Phoenix, AZ 850 1 2-29 1 3  
wcrocket@fclaw.com 


Kevin Higgins 
Energy Strategies, LLC 
2 1 5  South State Street, Suite 200 
Salt Lake City, UT 84 1 1 1  
khiggins@energystrat.com 


Michael L. Kurtz 
Boehm, Kurt & Lowry 
36 East Seventh Street, Suite 2 1 1 0  
Cincinnati, OH 45202 
mkurtz@BKLlawfirm.com 


Kurt J. Boehm 
Boehm, Kurt & Lowry 
36 East Seventh Street, Suite 2 1 1 0  
Cincinnati, OH 45202 
kboehm@BKLlawfirm.com 


The Kroger Company 
Dennis George 
Attn: Corporate Energy Manager (G09) · 
1 0 14 Vine Street 
Cincinnati, OH 45202. 
dgeorge@kroger.com 


Stephen J. Baron 
J. Kennedy & Associates 
570 Colonial Park Drive 
Suite 305 
Roswell, GA 30075 
sbaron@jkenn.com 


Theodore Roberts 
Sempra Energy Law Department 
1 0 1  Ash Street, H Q  1 3D 
San Diego, CA 92 1 0 1 -30 1 7  
TRoberts@sempra.com 


Lawrence V. Robertson, Jr. 
224 7 E. Frontage Road 
Tubae, AZ 85646 
tubaclawyer@aol .com 
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Michael A. Curtis 
50 1  East Thomas Road 
Phoenix, AZ 8 50 12 
mcurtis40 l@aol.com 


William P. Sullivan 
50 1 East Thomas Road 
Phoenix, AZ 8 50 12 
wsullivan@cgsuslaw.com 


Larry K. Udall 
50 1 East Thomas Road 
Phoenix, AZ 8 50 12 
ludall@cgsuslaw.com 


Michael Grant 
Gallagher & Kennedy, P.A. 
2575 East Camelback Road 
Phoenix, AZ 850 1 6  
MMG@gknet.com 


Gary Yaquinto 
Arizona Investment Council 
2 100 North Central, Suite 2 10 
Phoenix, AZ 8 5004 
gyaguinto@arizonaic.org 


David Berry 
Western Resource Advocates 
P.O. Box 1 064 
Scottsdale, AZ 85252- 1 064 
azbluhill@aol.com 


Tim Hogan 
Arizona Center for Law in the Public Interest 
202 East McDowell Road 
Suite 1 53 
Phoenix, AZ 85004 
thogan@aclpi.org 


Jeff Schlegel 
SWEEP Arizona Representative 
1 167 W. Samalayuca Dr. 
Tucson, AZ 8 5704 -32 24 
schlegelj@aol.com 


Jay I. Moyes 
MOYES, SELLERS, & SIMS 
18 50 North Central Avenue, Suite 1 100 
Phoenix, AZ 8 5004 
jimoyes@lawms.com 


Karen Nally 
MOYES, SELLERS, & SIMS 
18 50 North Central A venue, Suite 1 100 
Phoenix, AZ 8 500 4 
kenally@lawms.com 


Jeffrey J. W oner 
K.R. Saline & Assoc., PLC 
1 60 N. Pasadena, Suite 1 0 1  
Mesa, AZ 8520 1 
jjw@krsaline.com 


Scott Canty 
General Counsel the Hopi Tribe 
P.O. Box 1 23 
Kykotsmovi, AZ 86039 
Scanty0856@aol.com 


Cynthia Zwick 
1 940 E. Luke Ave 
Phoenix, AZ 850 1 6  
czwick@azcaa.org 


Nicholas J. �noch 
349 North 4 Ave 
Phoenix, AZ 85003 
nick@lubinandenoch.com 
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COMMISSIONERS 
MIKE GLEASON • Chairman 


WILLIAM A. MUNDELL 
JEFF HATCH-MILLER 


KRISTIN K. MAYES 
GARY PIERCE ARIZO N A  CORP O R AT I O N  C O M M I SSI O N  


October 8 ,  2008 


Mr. Don Brandt 
President and CEO 
Arizona Public Service 
400 No. Fifth Street 
M.S. 9042 
Phoenix, AZ 85004 


APPENDIX A 
Page 1 of 2 


KRISTIN K. MAYES 
Commissioner 


Direct Une: (602) 542-4143 
Fax: (602) 542-0765 


E-mail: kmayes@azcc.gov 


Re: Impact of recent financial crisis on APS' access to commercial paper markets and 
ability to finance capital projects; forced cancellation of GeoSmart Solar Loan 
Program; transactions with investment banks; exposure to auction rate securities ; 
status of outages at Palo Verde Nuclear Generating Station's Unit 3. 


Dear Mr. Brandt: 


As you know, the recent upheaval in America's  financial markets has had an unsettling effect on 
our national and local economies. It has also had serious consequences for individuals and 
companies who need to access financing, as credit tightens and capital markets become less 
fluid. 


In recognition of the current environment, I write to request that you provide the Commission 
with information regarding whether the unfolding events on Wall Street have had an impact on 
Arizona Public Service Company ("APS"), with a particular focus on several areas. 


First, please tell the Commission whether APS has experienced difficulty gaining access to short 
or long term debt markets. In particular, have you seen a decline in the Company's ability to 
issue commercial paper, a practice that has become common among large utilities seeking to 
make payments for short term capital expenditures and operating expenses. If so, please describe 
the ways in which you have responded to this deficiency in order to meet the Company's capital 
needs. Have you experienced additional expenses associated with accessing these markets? 
What is the short-term and long-term impact to .APS ' planned capital projects? 


Second, APS recently reported to my office that it was forced to scuttle its GeoSmart Solar 
Financing Program - the program by which APS was offering loans to customers wishing to 
install solar panels who cou.ld not afford to do so solely using rebates - because General Electric 
pulled its funding due to the credit crisis. Please detail the circumstances surrounding this 
program suspension and whether you believe APS will be able to re-start the program in the 
future. Please also inform the Commission whether any other renewable energy or other capital 
expenditure programs have been threatened or come under pressure as a result of the tightened 
credit markets, and the Company's strategy for addressing these pressures. 


1200 WEST WASHINGTON, PHO l!NIX. AAI Z:ONA .S007,U9l I -l00 WEST CONGRESS STREET, TUCSON, ARIZONA 9'7 01•t:M7 
www.c::c.•tall.az.u• 


Rocky Mountain Power 
Exhibit RMP___(NLK-2) 8 of 11 


Docket No. 20-035-04 
Witness: Nikki L. Kobliha



mailto:kmayes@azcc.gov





Page 2 


APPENDIX A 
, Page 2 of 2 


Third, please tell the Commission whether APS engaged in any significant financial transactions 
with Lehman Brothers, American International Group, Bear Stearns, or any other investment 
firm that has been the subject of recent bankruptcies or governmental takeovers. If so, please 
detail those transactions, and to what extent they have impacted the Company. 


Fourth; it is my understanding that APS has had some exposure to auction rate securities. As 
you know, the auction rate securities market recently collapsed. Please describe the Company's 
auction rate securities holdings, what worth those securities now have, and what the Company 
intends to do with those securities in order to minimize any losses associated with them. 


Finally, as you know, Palo Verde Nuclear Generating Station's ("PVNGS") Unit Three was 
down from September 27m to October 1 st 


- making for a second outage in less than a month. 
Please tel1 the Commission how these Unit Three outages will impact the Company's efforts to 
resolve PVNGS ' Category Four status with the NucJear Regulatory Commission, as well as the 
estimated replacement costs that have been passed through the Company's Purchased Power and 
Fuel Adjustment Clause as a result of these outages. 


Thank you for your attention to these questions. 


Kris Mayes 
Commissioner 


Cc : Chairman Mike Gleason 
Commissioner William A. Mundell 
Commissioner Jeff Hatch-Miller 
Commissioner Gary Pierce 
Ernest Johnson 
Janice Alward 
Brian McNeil 
Rebecca Wilder 
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APS Revolving Lines of Credit 


($K) 


Bank Amount 
1 Bank of America $92 ,857 


2 Bank of New York Mellon 80, 000 


3 Citigroup 76, 572 


4 JPMorgan 76, 572 


5 Keybank 68, 57 1  


6 CSFB 60 ,857 


7 Barclays Bank 52 , 857 


8 Wells Fargo 52 , 857 


9 UBS Warburg 52 ,857 


1 0  Un ion Bank 38 , 57 1  


1 1  Sun Trust 36 , 000 


1 2  Mizuho 28 ,57 1  


1 3  KBC Bank 24 ,000 


1 4  Dresdner 24 ,000 


1 5  U S  Bank 1 7 , 1 43 


1 6  Chang Hwa Commercial Bk 1 5 , 000 


1 7  BOTM 1 1 ,429 


1 8  Northern Trust 1 1 ,429 


1 9  Bank Hapoal im 1 0 , 000 


20 Subtotal $830 , 1 43 


2 1  Wachovia 36 , 000 


22 Lehman Brothers 33 , 857 


23 Total $900,000 


% of 
Total 


APPENDIX B 
Page 1 of l 


1 0 .3% 
8 .9% 
8 .5% 
8 . 5% 
7 .6% 
6 .7% 
5 .9% 
5 .9% 
5 .9% 
4 .3% 
4.0% 
3 .2% 
2 .7% 
2 .7% 
1 .9% 
1 .6% 
1 . 3% 
1 . 3% 
1 . 1 %  


92 .3% 


4 .0% 
3 .7% 


1 00.0% 
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30 Day LIBOR 
Daily Ave


Floating Rate PCRBs 
Daily Ave PCRB / LIBOR


(a) (b) (b)/(a)


Jan-00 5.81% 3.33% 57%
Feb-00 5.89% 3.62% 62%
Mar-00 6.05% 3.68% 61%
Apr-00 6.16% 4.02% 65%


May-00 6.54% 4.89% 75%
Jun-00 6.65% 4.35% 65%
Jul-00 6.63% 3.99% 60%


Aug-00 6.62% 4.09% 62%
Sep-00 6.62% 4.50% 68%
Oct-00 6.62% 4.36% 66%


Nov-00 6.63% 4.33% 65%
Dec-00 6.68% 4.14% 62%
Jan-01 5.88% 3.10% 53%
Feb-01 5.53% 3.59% 65%
Mar-01 5.13% 3.18% 62%
Apr-01 4.82% 3.72% 77%


May-01 4.16% 3.38% 81%
Jun-01 3.92% 3.03% 77%
Jul-01 3.82% 2.65% 69%


Aug-01 3.64% 2.36% 65%
Sep-01 3.17% 2.42% 76%
Oct-01 2.48% 2.18% 88%


Nov-01 2.13% 1.79% 84%
Dec-01 1.96% 1.64% 84%
Jan-02 1.81% 1.49% 82%
Feb-02 1.85% 1.39% 75%
Mar-02 1.89% 1.46% 77%
Apr-02 1.86% 1.58% 85%


May-02 1.84% 1.67% 91%
Jun-02 1.84% 1.58% 86%
Jul-02 1.83% 1.49% 81%


Aug-02 1.80% 1.49% 83%
Sep-02 1.82% 1.69% 93%
Oct-02 1.81% 1.84% 102%


Nov-02 1.44% 1.66% 115%
Dec-02 1.42% 1.57% 110%
Jan-03 1.36% 1.40% 103%
Feb-03 1.34% 1.43% 107%
Mar-03 1.31% 1.45% 111%
Apr-03 1.31% 1.52% 115%


May-03 1.31% 1.56% 119%
Jun-03 1.16% 1.38% 119%
Jul-03 1.11% 1.12% 102%


Aug-03 1.11% 1.16% 104%
Sep-03 1.12% 1.24% 111%
Oct-03 1.12% 1.24% 111%


Nov-03 1.13% 1.36% 121%
Dec-03 1.15% 1.32% 114%
Jan-04 1.11% 1.21% 110%
Feb-04 1.10% 1.17% 107%
Mar-04 1.09% 1.20% 110%
Apr-04 1.10% 1.27% 115%


May-04 1.10% 1.29% 117%
Jun-04 1.25% 1.28% 102%
Jul-04 1.41% 1.26% 89%


Aug-04 1.60% 1.40% 88%
Sep-04 1.78% 1.49% 83%
Oct-04 1.90% 1.72% 91%


Nov-04 2.19% 1.65% 75%
Dec-04 2.39% 1.67% 70%
Jan-05 2.49% 1.78% 72%
Feb-05 2.61% 1.88% 72%
Mar-05 2.81% 1.95% 69%
Apr-05 2.97% 2.50% 84%


May-05 3.09% 2.93% 95%
Jun-05 3.25% 2.39% 74%
Jul-05 3.43% 2.28% 67%


Indicative Forward PCRB Variable Rates
For Quarter End Periods for Year Ending December 31, 2021
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30 Day LIBOR 
Daily Ave


Floating Rate PCRBs 
Daily Ave PCRB / LIBOR


(a) (b) (b)/(a)


Indicative Forward PCRB Variable Rates
For Quarter End Periods for Year Ending December 31, 2021


Aug-05 3.69% 2.44% 66%
Sep-05 3.78% 2.55% 68%
Oct-05 3.99% 2.66% 67%


Nov-05 4.15% 2.93% 71%
Dec-05 4.36% 3.10% 71%
Jan-06 4.48% 3.02% 67%
Feb-06 4.58% 3.13% 68%
Mar-06 4.76% 3.11% 65%
Apr-06 4.92% 3.45% 70%


May-06 5.08% 3.52% 69%
Jun-06 5.24% 3.74% 71%
Jul-06 5.37% 3.60% 67%


Aug-06 5.35% 3.53% 66%
Sep-06 5.33% 3.61% 68%
Oct-06 5.32% 3.57% 67%


Nov-06 5.32% 3.62% 68%
Dec-06 5.35% 3.70% 69%
Jan-07 5.32% 3.64% 68%
Feb-07 5.32% 3.63% 68%
Mar-07 5.32% 3.64% 68%
Apr-07 5.32% 3.79% 71%


May-07 5.32% 3.90% 73%
Jun-07 5.32% 3.76% 71%
Jul-07 5.32% 3.66% 69%


Aug-07 5.52% 3.76% 68%
Sep-07 5.48% 3.84% 70%
Oct-07 4.98% 3.56% 72%


Nov-07 4.75% 3.53% 74%
Dec-07 5.00% 3.25% 65%
Jan-08 3.95% 3.02% 76%
Feb-08 3.14% 2.86% 91%
Mar-08 2.80% 3.79% 135%
Apr-08 2.79% 2.23% 80%


May-08 2.63% 1.93% 73%
Jun-08 2.47% 2.77% 112%
Jul-08 2.46% 4.12% 168%


Aug-08 2.47% 3.03% 123%
Sep-08 2.94% 4.57% 155%
Oct-08 3.87% 4.89% 126%


Nov-08 1.68% 2.34% 139%
Dec-08 1.01% 1.02% 101%
Jan-09 0.39% 0.70% 181%
Feb-09 0.46% 0.68% 147%
Mar-09 0.53% 0.66% 124%
Apr-09 0.45% 0.63% 140%


May-09 0.35% 0.53% 153%
Jun-09 0.32% 0.45% 143%
Jul-09 0.29% 0.41% 142%


Aug-09 0.27% 0.43% 158%
Sep-09 0.25% 0.40% 161%
Oct-09 0.24% 0.39% 159%


Nov-09 0.24% 0.37% 157%
Dec-09 0.23% 0.38% 165%
Jan-10 0.23% 0.32% 138%
Feb-10 0.23% 0.32% 137%
Mar-10 0.24% 0.32% 135%
Apr-10 0.26% 0.35% 134%


May-10 0.33% 0.34% 101%
Jun-10 0.35% 0.33% 93%
Jul-10 0.33% 0.30% 90%


Aug-10 0.27% 0.31% 115%
Sep-10 0.26% 0.31% 119%
Oct-10 0.26% 0.27% 106%


Nov-10 0.25% 0.27% 107%
Dec-10 0.26% 0.29% 110%
Jan-11 0.26% 0.26% 100%
Feb-11 0.26% 0.26% 98%
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30 Day LIBOR 
Daily Ave


Floating Rate PCRBs 
Daily Ave PCRB / LIBOR


(a) (b) (b)/(a)


Indicative Forward PCRB Variable Rates
For Quarter End Periods for Year Ending December 31, 2021


Mar-11 0.25% 0.24% 96%
Apr-11 0.22% 0.24% 106%


May-11 0.20% 0.20% 100%
Jun-11 0.19% 0.12% 62%
Jul-11 0.19% 0.07% 38%


Aug-11 0.21% 0.18% 83%
Sep-11 0.23% 0.18% 78%
Oct-11 0.24% 0.17% 69%


Nov-11 0.25% 0.18% 70%
Dec-11 0.28% 0.18% 62%
Jan-12 0.28% 0.18% 64%
Feb-12 0.25% 0.22% 86%
Mar-12 0.24% 0.20% 84%
Apr-12 0.24% 0.25% 104%


May-12 0.24% 0.22% 90%
Jun-12 0.24% 0.19% 78%
Jul-12 0.25% 0.17% 68%


Aug-12 0.24% 0.16% 68%
Sep-12 0.22% 0.18% 81%
Oct-12 0.21% 0.20% 93%


Nov-12 0.21% 0.20% 95%
Dec-12 0.21% 0.15% 71%
Jan-13 0.21% 0.10% 51%
Feb-13 0.20% 0.13% 63%
Mar-13 0.20% 0.13% 66%
Apr-13 0.20% 0.18% 92%


May-13 0.20% 0.18% 90%
Jun-13 0.19% 0.11% 57%
Jul-13 0.19% 0.08% 43%


Aug-13 0.18% 0.09% 47%
Sep-13 0.18% 0.09% 49%
Oct-13 0.17% 0.10% 61%


Nov-13 0.17% 0.13% 78%
Dec-13 0.17% 0.14% 82%
Jan-14 0.16% 0.12% 74%
Feb-14 0.16% 0.11% 74%
Mar-14 0.15% 0.11% 73%
Apr-14 0.15% 0.13% 87%


May-14 0.15% 0.12% 80%
Jun-14 0.15% 0.10% 67%
Jul-14 0.15% 0.09% 61%


Aug-14 0.16% 0.09% 61%
Sep-14 0.15% 0.09% 55%
Oct-14 0.15% 0.08% 55%


Nov-14 0.15% 0.09% 59%
Dec-14 0.16% 0.08% 50%
Jan-15 0.17% 0.06% 38%
Feb-15 0.17% 0.06% 36%
Mar-15 0.18% 0.06% 35%
Apr-15 0.18% 0.09% 50%


May-15 0.18% 0.15% 79%
Jun-15 0.19% 0.13% 69%
Jul-15 0.19% 0.10% 55%


Aug-15 0.20% 0.09% 46%
Sep-15 0.20% 0.09% 47%
Oct-15 0.19% 0.10% 50%


Nov-15 0.21% 0.09% 45%
Dec-15 0.35% 0.08% 24%
Jan-16 0.43% 0.09% 20%
Feb-16 0.43% 0.08% 20%
Mar-16 0.44% 0.19% 45%
Apr-16 0.44% 0.41% 94%


May-16 0.44% 0.41% 93%
Jun-16 0.45% 0.43% 95%
Jul-16 0.48% 0.43% 89%


Aug-16 0.51% 0.49% 96%
Sep-16 0.53% 0.71% 134%
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30 Day LIBOR 
Daily Ave


Floating Rate PCRBs 
Daily Ave PCRB / LIBOR


(a) (b) (b)/(a)


Indicative Forward PCRB Variable Rates
For Quarter End Periods for Year Ending December 31, 2021


Oct-16 0.53% 0.77% 146%
Nov-16 0.56% 0.58% 103%
Dec-16 0.71% 0.66% 93%
Jan-17 0.77% 0.69% 89%
Feb-17 0.78% 0.66% 84%
Mar-17 0.93% 0.71% 77%
Apr-17 0.99% 0.90% 91%


May-17 1.01% 0.82% 81%
Jun-17 1.17% 0.83% 71%
Jul-17 1.23% 0.85% 69%


Aug-17 1.23% 0.79% 65%
Sep-17 1.23% 0.87% 71%
Oct-17 1.24% 0.93% 75%


Nov-17 1.29% 0.96% 75%
Dec-17 1.49% 1.25% 84%
Jan-18 1.56% 1.35% 86%
Feb-18 1.60% 1.10% 69%
Mar-18 1.80% 1.32% 73%
Apr-18 1.90% 1.75% 92%


May-18 1.95% 1.46% 75%
Jun-18 2.07% 1.33% 64%
Jul-18 2.08% 1.10% 53%


Aug-18 2.07% 1.53% 74%
Sep-18 2.18% 1.56% 72%
Oct-18 2.29% 1.60% 70%


Nov-18 2.32% 1.69% 73%
Dec-18 2.45% 1.70% 69%
Jan-19 2.51% 1.43% 57%
Feb-19 2.49% 1.64% 66%
Mar-19 2.49% 1.67% 67%
Apr-19 2.48% 1.90% 77%


May-19 2.44% 1.72% 70%
Jun-19 2.40% 1.79% 74%
Jul-19 2.31% 1.45% 63%


Aug-19 2.17% 1.45% 67%
Sep-19 2.04% 1.48% 72%
Oct-19 1.88% 1.41% 75%


Nov-19 1.74% 1.18% 68%
Dec-19 1.75% 1.34% 77%


Average 84%


Forward 30 Day 
LIBOR*


Historical Floating 
Rate PCRB / 30 Day 


LIBOR
Forecast Floating 


Rate PCRB
(1) (2) (1) * (2)


12/31/20 1.38% 84% 1.157%
3/31/21 1.34% 84% 1.128%
6/30/21 1.34% 84% 1.128%
9/30/21 1.34% 84% 1.128%


12/31/21 1.34% 84% 1.128%
5QE Ave 1.134%


* Source:  Bloomberg L.P. (2/04/20)
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I. INTRODUCTION 1 


Q. PLEASE STATE YOUR NAME, EMPLOYER, AND BUSINESS ADDRESS. 2 


A. My name is Casey J. Coleman.  I am employed by the Division of Public Utilities (DPU 3 


or Division) for the State of Utah.  My business address is 160 East 300 South Salt Lake 4 


City, UT 84114. 5 


Q. ON WHOSE BEHALF ARE YOU TESTIFYING? 6 


A. I am testifying on the Division’s behalf. 7 


Q. ARE YOU THE SAME CASEY J. COLEMAN WHO FILED DIRECT 8 


TESTIMONY IN THIS PROCEEDING? 9 


A. Yes I am. 10 


Q. WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY? 11 


A. I will respond to the rebuttal testimony and calculations provided by Ms. Ann E. Bulkley 12 


for Rocky Mountain Power (RMP) regarding cost of equity and the fair rate of return. 13 


 Silence on any topic or criticism raised by Ms. Bulkley in her rebuttal testimony should 14 


not be construed to mean agreement with her comments or criticisms.  15 


Q. IN HER REBUTTAL TESTIMONY MS. BULKLEY EXPLAINS SEVERAL 16 


CRITICISMS OF YOUR ANALYSIS DETAILED IN YOUR DIRECT 17 


TESTIMONY.  IS THERE ANY MERIT TO ANY OF THESE CRITICISMS? 18 


A. No. Her concerns are without merit. 19 


Q. DO YOU HAVE ANY GENERAL COMMENTS CONCERNING THE ANALYSIS 20 


YOU PERFORMED IN THIS PROCEEDING? 21 
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A. Yes. I stand by the analysis and recommendations that I made on behalf of the Division 22 


in my direct testimony. My analysis is consistent in the application of the discounted cash 23 


flow (DCF) model, Capital Asset Pricing Model (CAPM), and risk premium models.  24 


Furthermore, a reduction in the authorized rate of return from the current level of 9.8 25 


percent to 9.25 percent is reasonable and provides a fair rate of return for all parties. 26 


II. FAIR RATE OF RETURN 27 


Q. IN YOUR DIRECT TESTIMONY YOU DISCUSSED HOW COST OF EQUITY IS 28 


A FLOOR FOR THE ROE AND THE AUTHORIZED RATE OF RETURN BY 29 


OTHER COMMISSIONS WOULD BE THE CEILING FOR THE ROE.  CAN 30 


YOU EXPLAIN THIS IDEA AGAIN?  31 


A. Yes.  In my direct testimony I explain why the DPU is recommending the 9.25 percent 32 


ROE. 1  The testimony illustrates when setting allowed rates of return, utility 33 


commissions have an upper and lower threshold for rates.  My direct testimony follows 34 


the ideas suggested by Dr. James C. Bonbright that calculated rates should act as a 35 


minimum cost when determining the fair rate of return.2  Dr. Bonbright is even more 36 


direct in his conviction when he writes “calculating the cost of equity for any given 37 


company the only such cost that can be determined with confidence is a minimum cost.”3   38 


                                                 
1 Direct testimony of Casey J. Coleman pages 66 – 67. 
2 James C. Bonbright, Principles of Public Utility Rates (New York: Columbia University Press, 1961), republished 
on the web (July 2005) Page 255: 
http://www.terry.uga.edu/bonbright/publications 
3 James C. Bonbright, Principles of Public Utility Rates (New York: Columbia University Press, 1961), republished 
on the web (July 2005) Page 255: 
http://www.terry.uga.edu/bonbright/publications 



http://www.terry.uga.edu/bonbright/publications

http://www.terry.uga.edu/bonbright/publications
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39 


40 


41 


42 
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44 


45 


46 


47 


48 


49 


50 


51 


52 


53 


According to Dr. Bonbright, the minimum cost or floor for a regulated utility would be 


the cost of equity.  Cost of equity is a starting point for regulatory commissions to set 


rates and then adjustments are made according to other policy considerations.  An 


allowed rate of return by regulators may have some component of the cost of equity in 


addition to some rate to compensate for other policy considerations.  An allowed rate of 


return should capture all elements necessary for just and reasonable rates for a regulated 


utility.   


In DPU SR-02 Attachment 6, the Division updated the calculated regulated electric 


utility average ROE for 2020 at 9.50 percent.  If Dr. Bonbright’s principle is followed 


that the cost of equity is a minimum figure to which Commissions may add, an average 


of 9.50 percent allowed ROE suggests the cost of equity for each of the listed companies 


was below 9.50 percent.  When looking at the just and reasonable rate for each utility, 


presumably the commissions started with some calculated cost of equity. The cost of 


equity would be adjusted according to the appropriate risks and financial constraints 


specific to that company that each commission felt best represented the allowed rate of 


return. 54 


III. ROCKY MOUNTAIN POWER’S REBUTTAL TESTIMONY55 


Q. WHAT GENERAL OBSERVATIONS DO YOU HAVE REGARDING MS. 56 


BULKLEY’S REBUTTAL TESTIMONY? 57 


A. From the criticisms presented in Ms. Bulkley’s rebuttal testimony, it is clear that she does 58 


not understand the process Duff and Phelps uses to calculate its risk-free rate (RFR) as 59 
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well as its equity risk premium (ERP).  Additionally, it appears Ms. Bulkley did not 60 


understand the framework and method the Division employed to determine its 61 


recommendation of an allowed rate of return of 9.25 percent.  62 


Ms. Bulkley is critical of the analysis done by the Division because volatility and 63 


uncertainty4 has increased and the Division is silent on this issue.  Additionally, she 64 


argues the Division has not considered how the market has responded to the 65 


unprecedented intervention by the Federal Reserve.5  Ms. Bulkley is also critical of the 66 


Division for failing to mention in its testimony the Coronavirus Aid, Relief, and 67 


Economic Security (CARES) Act signed into law.6  68 


Each of these criticisms is unfounded and without merit.  When one begins an analysis of 69 


the inputs involved and considered by Duff and Phelps in calculating its RFR and ERP, it 70 


is obvious that careful consideration is given to a number of topics.  On April 16, 2020, 71 


Duff and Phelps initiated a webinar which explained cost of capital considerations in the 72 


current coronavirus environment, which I attended.7 A general summary of the 73 


information considered by Duff and Phelps in this webinar includes:  74 


• COVID-19 Brief Timeline, Real GDP Growth—Sources of Estimates 75 
• U.S. Real GDP (Annualized) Growth Estimates for 2020 Before and After 76 


Enactment of the U.S. Fiscal Stimulus Package (CARES) Act 77 
• S & P 500 Earnings Consensus Estimates—Before and After Coronavirus 78 
• S & P 500 Index October 1, 2019—April 15, 2020 79 
• U.S. Market Crashes 80 
• Using S & P 500 Price Index as Benchmark 81 


                                                 
4 Rocky Mountain Power, Rebuttal Testimony of Ann E. Bulkley lines 288—292 and line 303. 
5 Ibid lines 367—369.   
6 Ibid lines 342—344. 
7 For the complete slides in the presentation see DPU SR-02 Attachment 1. 
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• 10-year Yields for U.S., Germany, U.K., Japan 82 
• Federal Reserve (Fed) A Selection of Monetary Policy Measures 83 
• Federal Reserve Balance Sheet 84 
• Chicago Board Options Exchange (CBOE) VIX Index 85 
• Other Cost of Capital Inputs. 86 


Even though the above list seems exhaustive, it is not all of the factors Duff and Phelps 87 


used to calculate its RFR and ERP.  As the list above shows, each of the specific areas 88 


discussed by Ms. Bulkley were analyzed and carefully considered in the 89 


recommendations provided by Duff and Phelps.  To further reflect the impact to markets 90 


Duff & Phelps publishes a Cost of Capital in the Current Environment.8  This infographic 91 


shows the Duff and Phelps recommended U. S. ERP, normalized U. S. RFR, Real GDP 92 


Growth, VIX Index, and U. S. Corporate Credit Spreads.  This shows the current market 93 


impacts as a result of COVID-19 and how the volatility in the market is impacting the 94 


various metrics used to measure cost of capital. 95 


Clearly, Duff and Phelps has considered the current market situation and how these 96 


unprecedented times are changing the investing landscape.  Ms. Buckley’s criticism is 97 


misplaced. 98 


Q. DUFF AND PHELPS CONSIDERED MANY DIFFERENT IMPACTS TO THE 99 


MARKET.  HOW DOES THAT CORRELATE WITH THE DIVISION AND ITS 100 


ANALYSIS? 101 


A. The Division anlyzed Duff and Phelps’ RFR and ERP when choosing key metrics to 102 


determine if the various financial models were producing accurate results.  Using a U. S. 103 


ERP of 6.0 percent and a normalized U. S. RFR of 2.5 percent, the Division is able to 104 


                                                 
8 For the most recent version of the infographic from Duff and Phelps see DPU SR-02 Attachment 3. 
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quickly determine if the financial models are producing accurate return on equity 105 


calculations.  ROE rates close to 8.50 percent or below would produce results that would 106 


pass the reasonable test.   107 


The Division reviewed the work done by Duff and Phelps to determine if the calculated 108 


results adequately considered the current market conditions.  Duff and Phelps 109 


meticulously evaluated past and current market criteria.  When the Division analysis uses 110 


Duff and Phelps’ RFR and ERP as a key metric, by association, the Division is just as 111 


meticulous in its determination of an appropriate cost of capital. Because the Division 112 


used 8.5 percent (which is Duff and Phelps total market return) as its reasonable test for 113 


the appropriate financial models, the Division has considered the Federal Reserve’s 114 


monetary policy, the impact of quantitative easing on the market, the impact of interest 115 


rates on the cost of capital, how the U. S. GDP rate will impact the rate of return for 116 


investors, how volatility and uncertainty impacts investors, and dozens of other market 117 


considerations.    118 


The criticisms in Ms. Bulkley’s rebuttal testimony regarding the Division’s analysis and 119 


silence on the current market conditions are faulty.  The Division has carefully consider 120 


the current market situation when making its recommendations. 121 


IV. RMP’S UPDATED FINANCIAL ANALYSIS 122 


Q. USING THE UPDATED INFORMATION IN MS. BULKLEY’S REBUTTAL 123 


TESTIMONY AND COMPARING THAT TO DUFF AND PHELPS MARKET 124 


RETURN, HOW WOULD YOU EVALUATE MS. BULKLEY’S RESULTS? 125 
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A. Ms. Bulkley’s calculations significantly overstate the return on equity in the CAPM and 126 


ECAPM models, the Treasury Yield Plus Risk Premium model, Expected Earnings, and 127 


the Mean High for her Constant Growth DCF models.  Each of these models are 128 


producing results higher than the total market return of 8.5 percent. With her CAPM, 129 


ECAPM, and Expected Earnings Analysis, producing results that are higher than the 130 


ceiling of 9.5 percent.  Only two analyses completed by Ms. Bulkley provide a return on 131 


equity the Division would generally be comfortable in using her Mean Low and Mean for 132 


the Constant Growth DCF model.      133 


Q. HOW WOULD YOU EXPLAIN SUCH A DISPARITY IN THE MARKET RATE 134 


CALCULATED BY DUFF AND PHELPS AND MS. BULKLEY’S FINANCIAL 135 


MODELS? 136 


A. From Ms. Bulkley’s rebuttal testimony it is clear that RMP and the Division see the 137 


financial situation of RMP and the ROE the company should be allowed to earn 138 


differently.  Even though the processes Ms. Bulkley and I followed were similar, using a 139 


variety of financial models to calculate an ROE, the results are incongruous.   140 


There may be some general reasons why Ms. Bulkley and I see RMP’s situation so 141 


differently.  Three possible explanations are: (1) The financial models (i.e. discounted 142 


cash flow (DCF), capital asset pricing model (CAPM), and Bond Yield Risk Premium are 143 


inherently flawed and unable to provide reasonable calculations for ROE; (2) the data and 144 


information being used in the models to calculate the ROE are incorrect and inaccurate; 145 


or (3) the perception of the risks faced by RMP.  I address and analyze these reasons 146 


below. 147 
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Given the history and wide use of the financial models used in cost of capital proceedings 148 


before this Commission and others, it seems unlikely that those models’ shortcomings 149 


sufficiently explain the wide difference in recommendations.  Thus, we must look to the 150 


other two explanations to see the differences between Ms. Bulkley’s testimony and mine. 151 


Over the course of my testimony I will show how there has been no evidence provided by 152 


RMP and Ms. Bulkley that supports the premise that RMP has a higher risk profile than 153 


comparable regulated electric utilities or the whole market, therefore requiring the 154 


Commission to order an ROE of 10.2 percent or to leave the ROE of RMP at 9.8 percent. 155 


There is no risk justification for Ms. Bulkley’s recommendation. 156 


If the financial theories are capable of calculating a relatively accurate ROE and RMP is 157 


not riskier than a comparable set of regulated utilities, then the remaining reason for the 158 


substantial differences in ROE between parties could be attributed to incorrect data being 159 


used in the financial models, differing application of judgement, or something else.  Ms. 160 


Bulkley uses 129 pages plus attachments in her rebuttal testimony in an attempt to 161 


illustrate why in her opinion each analysis done by the DPU and other parties is 162 


unacceptable.  What follows is my analysis as to why her recommendation is 163 


fundamentally flawed.   164 


Q. WILL YOU EXPLAIN WHY A MINIMUM COST IS IMPORTANT TO MS. 165 


BULKLEY’S ROE RECOMMENDATION OF 9.8 PERCENT AND WHY THE 166 


DIVISION IS UNCOMFORTABLE WITH HER RECOMMENDATION?  167 
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A. Yes.  In Ms. Bulkley’s rebuttal testimony she argues the ROE should be 10.20 percent 168 


but because of market conditions RMP suggests keeping its ROE at 9.80 percent.9 As 169 


discussed before, the average allowed ROE calculated by the DPU is 9.50 percent.  The 170 


10.2 percent or 9.8 percent of Ms. Bulkley’s cost of equity calculations cannot be 171 


reconciled with the allowed ROE for regulated electric utilities of 9.50 percent based on 172 


the evidence presented.  As discussed previously, cost of equity calculations should be 173 


the minimum or floor for commissions when setting the appropriate ROE.  RMP’s 174 


updated recommendation starts 30-basis points higher than the average allowed ROE by 175 


commissions in other jurisdictions.  Ms. Bulkley provides scant analysis to support a rate 176 


for RMP that begins higher than the average allowed ROE for regulated electric utilities 177 


in recent cases.    178 


Q. EARLIER YOU DESCRIBED HOW YOU AND MS. BULKLEY SEE THE 179 


MARKET DIFFERENTLY. CAN YOU GIVE A PRACTICAL EXAMPLE AND 180 


THE IMPLICATIONS OF THE DIFFERENCES? 181 


A. Yes.  The theory by Dr. Bonbright as discussed above, demonstrates the stark differences 182 


in the market as calculated and observed by Ms. Bulkley and the Division.  Ms. Bulkley’s 183 


recommended range of 9.80 or 10.20 percent appears to flip the regulatory principle 184 


elaborated by Dr. Bonbright.  The constraining floor for Ms. Bulkley has become the 185 


average allowed ROE of regulated electric utilities. Ostensibly, this is related to the 186 


principles outlined in Hope and Bluefield that suggest one factor is whether a utility 187 


should be allowed to earn a return equal to other utilities of similar risk.  Rather than 188 


                                                 
9 Rocky Mountain Power, Rebuttal testimony of Ms. Ann E Bulkley lines 133—135.  
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finding the minimum cost of equity and deviating upward because of risk and other 189 


factors, Ms. Bulkley appears to use other utilities’ allowed ROE as a minimum floor.   190 


In Ms. Bulkley’s rebuttal testimony she argues that the Division’s analysis does not 191 


“reflect the well-known principle that the ERP is inversely related to the risk-free rate.”10 192 


Because the market risk premium estimates, in her opinion, do not reflect this principle, 193 


Ms. Bulkley has concerns with the analysis done by the Division.  However, because Ms. 194 


Bulkley’s recommendations do not fit within the principle that cost of equity represents a 195 


minimum cost, her analysis should cause serious concern to the Commission.  Her ROE 196 


recommendation is significantly higher than warranted given traditional regulatory and 197 


financial principles.  Ms. Bulkley does not provide sufficient discussion and analysis to 198 


justify why RMP’s ROE should be significantly higher than most of the rate cases 199 


completed this year in other jurisdictions.  200 


The Division calculated a ROE range of 7.24 percent to 9.17 percent with a 201 


recommendation of 9.25 percent.  Embedded in this recommendation is the belief that 202 


7.24 percent is the minimum cost.     203 


The Hope and Bluefield cases establish a few principles to be considered: (1) that the 204 


utility be allowed an opportunity to earn a return on its utility property generally equal to 205 


returns earned by other companies of similar risk; (2) this return should assure confidence 206 


in the financial soundness of the utility; (3) this allowed return should maintain and 207 


support the credit of the company and allow it to attract capital; (4) recognition that a 208 


                                                 
10 Rocky Mountain Power, Rebuttal Testimony of Ms. Ann E. Bulkley line 1296. 
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return that is “right” at one time may become high or low by changes in the economy 209 


regarding alternative investments; and (5) particularly in Hope, what is important is that 210 


the “end result” of the rate order be just and reasonable; it is less important how that 211 


result is arrived at.  While the above list reflects the rights of the utility as outlined in 212 


Hope and Bluefield cases, the public interest requires rates to be “just and reasonable,” 213 


introducing a measure of fairness toward the Company’s captive customers.   214 


The Division’s recommendation is consistent with the theory suggested by Dr. Bonbright 215 


and the Hope and Bluefield standards.  The ROE of 9.25 percent is above the floor 216 


calculated in each of the financial calculations done while providing just and reasonable 217 


rates to the company as well as the captive customers of RMP.  As will be illustrated later 218 


in my testimony, the Division’s ROE is lower than the comparable group of companies 219 


because RMP has lower risks than the comparable group of companies.  This lower 220 


recommendation still follows the Hope and Bluefield cases because utilities are generally 221 


given the opportunity to earn equal returns earned by other companies of similar risk. 222 


Because there is no way to reconcile Ms. Bulkley’s recommendations with long practice 223 


and regulatory principles outlined by experts like Dr. Bonbright, and other relevant 224 


principles, Ms. Bulkley’s analysis is not credible. 225 


V. RMP’S JUSTIFICATION FOR ITS ROE RECOMMEDATION 226 


Q. MS. BULKLEY OUTLINES IN HER REBUTTAL TESTIMONY SIX FACTORS11 227 


THAT SUPPORT RMP’S REQUESTED ROE. DO YOU AGREE? 228 


                                                 
11 Rocky Mountain Power, Rebuttal Testimony of Ms. Ann E. Bulkley lines 227—241.  
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A. No.  For ease of discussion Ms. Bulkley’s six factors are listed below: 229 


1. Supported by the analyses contained in my direct testimony and updated 230 
in my rebuttal testimony; 231 


2. Consistent with current and prospective financial market conditions; 232 
3. Supported by the methodologies considered by the Commission as well as 233 


other regulatory jurisdictions; 234 
4. Consistent with the range of ROE awards for integrated electric utilities in 235 


other state jurisdictions; 236 
5. Considers the unique business and operating risks of RMP in Utah; and 237 
6. Will support RMP’s ability to attract capital to finance investments at 238 


reasonable rates, which will provide long-term benefits to ratepayers by 239 
limiting the long-term cost of capital. 240 


The above listed factors do not support RMP’s requested ROE of 9.8 percent. As outlined 241 


before, Ms. Bulkley’s financial analysis does not produce reasonable results.  Although, it 242 


is accurate that Ms. Bulkley’s ROE recommendation fits within the range of ROE awards 243 


for integrated electric utilities in other state jurisdictions, her recommendation is above 244 


the average allowed rate of return for integrated electric utilities.  Later in the Division’s 245 


testimony, analysis will be provided to explain the use of ROEs for integrated electric 246 


utilities and why those averages are inappropriate to use, creating a situation where 247 


investors could be compensated twice for the same risk.  Ms. Bulkley has not provided 248 


compelling evidence to support why the ROE of RMP warrants a premium to the average 249 


allowed ROE for integrated electric utilities.  While RMP’s recommended ROE may 250 


meet capital attraction standards, the Division asserts a return of 9.8 or 10.2 percent does 251 


not provide a long-term benefit to ratepayers that is worth the cost to ratepayers.  The 9.8 252 


percent provides a benefit to the Company but at too high of a cost—ratepayers, the 253 


captive customers of RMP, are paying a higher rate than the regulatory framework 254 


requires.  255 
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VI. GRADUALISM 256 


Q. MS. BULKLEY WAS UNCOMFORTABLE WITH THE DIVISION’S 9.25 257 


PERCENT ROE RECOMMENDATION AND HOW THE DIVISION APPLIED 258 


THE PRINCIPLE OF GRADUALISM.  CAN YOU EXPLAIN HOW THE 9.25 259 


PERCENT IS CONSISTENT WITH THE CONCEPT OF GRADUALISM? 260 


A. Yes.  Part of her reasoning for suggesting why she views the Division’s ROE is incorrect 261 


is because the 55-basis point drop is 20-basis points greater than the 35-basis points the 262 


Commission allowed in Docket No. 13-057-05, a general rate case involving Utah’s 263 


largest regulated gas utility. She misunderstands gradualism, which is a post-hoc 264 


pragmatic tool, not an underlying principle for determining a correct figure.  265 


Additionally, as explained below, Ms. Bulkley does not understand how gradualism 266 


factored into the Division’s recommendation of 9.25 percent, and how the Commission 267 


has viewed gradualism in other rate cases.   268 


It appears part of Ms. Bulkley’s confusion is due to her misinterpreting the Division’s 269 


purposed adoption for gradualism and how that theory factored into the recommendation 270 


of 9.25 percent.  When recommending 9.25 percent, the question is not the relationship 271 


between a past ROE and a new one, as much as it is the relationship between a new ROE 272 


relative to other options for capital investment.   273 


Gradualism can be a practical option, when the financial data and average authorized 274 


ROE for electric utilities are different such as in the current market situation.  However, 275 


the Commission is not charged with setting an ROE for the benefit of investors alone but 276 


must set just and reasonable rates in support of the public interest.  Shareholders have 277 
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enjoyed an authorized return set in a rate case concluded approximately seven years ago, 278 


and rates have remained historically low.  Far from a reasonable application of 279 


gradualism, Ms. Bulkley appears to simply suggest further delays in setting appropriate 280 


rates by keeping RMP’s ROE at 9.8 percent. 281 


The Division’s recommended ROE of 9.25 percent balances the competing forces of 282 


customers and investors while recognizing the need for gradualism in the current market 283 


and the Utah specific regulatory climate.  It allows just and reasonable rates.   284 


In today’s financial market, applying gradualism is probably the area that requires the 285 


most seasoned judgment and analysis to arrive at the correct ROE.  In recommending the 286 


9.25 percent ROE, the Division looked at a past Commission order that lowered the ROE 287 


in that proceeding by 50 basis points.12  This provided a general framework for an 288 


amount that the Commission was comfortable with and seemed reasonable.  Applying the 289 


financial models and theories the Division calculated the cost of equity for RMP roughly 290 


around 7.24 to 9.17 percent. From a ratepayer’s perspective, a rate higher than this 291 


represents a premium on the actual cost of equity.  From an investor’s perspective, an 292 


ROE below the average authorized ROE for electric utilities, which was calculated at 293 


9.50 percent by the Division, represents something of a discount against other options. 294 


Something between the ratepayer- and shareholder-centric numbers represents the 295 


number the public interest requires for just and reasonable rates. 296 


                                                 
12 See Commission Report and Order in Docket 13-057-05 Questar Gas Company 2013 General Rate Case 
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Total market returns are also relevant. Duff and Phelps’ published market cost of equity 297 


is 8.5 percent.13  Because RMP is a regulated electric company with increased stability 298 


and certainty over most market participants, its ROE should be below that of the total 299 


market. Following this well understood financial theory, the ROE for RMP should be 300 


below 8.5 percent or the total market return if there were no competing principles.   301 


Dr. Bonbright discussed investor expectations as well as consumer expectations when he 302 


stated: 303 


“[U]nder systems of private or public ownership that depend entirely on 304 
revenues rather than on taxes for financial support, there is an important 305 
degree of harmony between the interests of consumers and of 306 
investors.  This partial harmony justifies a public service commission in 307 
going far toward the acceptance of the long-run interests of consumers as 308 
its sole responsibility.  With an important qualification, the legitimate 309 
interests of investors may be regarded as amply protected by the allowance 310 
of rates sufficiently high to maintain corporate credit and hence to assure 311 
that maintenance of adequate service.” 14   312 


An ROE for RMP of 8.5 percent or lower – a 130 basis point decrease – would likely not 313 


be just and reasonable when weighing investor expectations.  Therefore, a rate reflecting 314 


a gradual reduction to ROE is necessary. Based on its analysis and experience, the 315 


Division chose a 9.25 percent ROE as the just and reasonable point. The conclusion is 316 


firmly supported for the following reasons.  317 


                                                 
13 DPU SR-02 Attachment 4. 
14 James C. Bonbright, Principles of Public Utility Rates (New York: Columbia University Press, 1961), republished 
on the web (July 2005) Page 39 emphasis added: 
http://www.terry.uga.edu/bonbright/publications 



http://www.terry.uga.edu/bonbright/publications
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When analyzing the total market return as calculated by Duff and Phelps, a 9.25 percent 318 


ROE is higher than the total market return with a 75-basis point difference. This is the 319 


impact to rate payers as a result of gradualism.  From an investor’s standpoint, the ROE 320 


would be decreasing 25-basis points from the calculated average authorized ROE for 321 


electric utilities. A 25-basis point drop for investors is within the range of 50 basis points 322 


the Commission has used in previous rate cases.  The 75-basis point increase for 323 


ratepayers does fall outside the range the Commission has felt comfortable with before.  324 


As stated before, gradualism is a tool that helps to smooth out the rates for all parties 325 


involved.  There are no specific ranges that the Commission must follow.  Instead 326 


judgment and reasoning must be employed to ensure just and reasonable rates are being 327 


set.  This is an appropriate use of gradualism that also provides for just and reasonable 328 


rates. 329 


Another important element to consider is the proposed capital structure in this case.  The 330 


Company has asked to increase the percent of total equity to 53.67 percent.  A 9.25 331 


percent ROE with the higher equity percentage calculates to a weighted average cost of 332 


7.18 percent.  It should be noted that the Company recently signed a settlement 333 


stipulation in the State of Washington and agreed with an overall weighted cost of capital 334 


of 7.17 percent.15  The agreed rate is nearly identical to the Division’s calculated overall 335 


rate of 7.18 percent. 336 


                                                 
15 Dockets UE-191024, UE-190750, UE-190929, UE-190981, UE-180778, Testimony in support of settlement 
stipulation, July 17, 2020, Exh. JT-1T, page 34. 
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VII. BUSINESS RISK 337 


Q. THE DIVISION’S ROE OF 9.25 PERCENT IS LOWER THAN THE AVERAGE 338 


AUTHORIZED ROE FOR ELECTRIC UTILITIES.  CAN YOU EXPLAIN WHY 339 


THE ROE FOR RMP SHOULD BE LOWER THAN THE AVERAGE FOR 340 


ELECTRIC UTILITIES? 341 


A. Yes. The simple answer is that RMP is less risky than other electric utilities. Dr. Roger A 342 


Morin, professor of finance and author of New Regulatory Finance, discusses various 343 


risks that are determinants of required return. 16  Dr. Morin explains that the Risk 344 


Premium is made up of a variety of risks, those risks include; (1) Interest rate risk, (2) 345 


Business Risk, (3) Regulatory Risk, (4) Financial Risk, and (5) Liquidity Risk.  Required 346 


return is the sum of the risk-free rate and the risk premium.    347 


Of the risks listed above, business risk is the area where RMP differs extensively from 348 


the market as a whole and is noticeably different from a comparable list of regulated 349 


electric utilities. To begin the discussion, let’s refer to Dr. Morin’s statement that 350 


“[b]usiness risk encompasses all the operating factors that collectively increase the 351 


probability that expected future income flows accruing to investors may not be 352 


realized.” 17   353 


He continues that “[b]usiness risk is due to sales volatility and operating leverage. Sales 354 


volatility is the uncertainty in the demand for the company’s products due in part to 355 


external non-controllable factors, such as the basic cyclicality of the demand for the 356 


                                                 
16 Morin, Roger A, New Regulator Finance (Public Utilities Reports, 2006) 35-45. 
17 Ibid page 38. 
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company’s products, the products’ income and price elasticity, the degree of competition, 357 


the availability of product substitutes, the risk of technological obsolescence, the degree 358 


and quality of regulation, weather variations, and the conditions of the labor and raw 359 


materials market.   360 


Sales volatility is also related to internal or controllable factors. The reactions of a 361 


company’s management to the business environment, such as adoption of a particular 362 


cost structure, are important dimensions of business risk.”18 363 


Dr. Morin outlines how business risk is assessed “by examining the strength of the long-364 


term demand for utility products and services.  Many factors have an impact on business 365 


risk, including the size and growth rate of the market, the diversity of the customer base 366 


and its economic solidity, the availability of substitutes and degree of competition, and 367 


the utility’s relative competitive standing in its major markets, including residential, 368 


industrial, and commercial markets.”19 369 


Finally, Dr. Morin makes this important observation, “[t]he regional economics of a 370 


utility’s service territory exert a strong influence on the company’s risk.”20 371 


Ms. Bulkley acknowledges company specific risk differences and their effects on ROE in 372 


her direct and rebuttal testimony.  She argues that because “RMP does not have a capital 373 


cost recovery mechanism unlike many electric utilities in the proxy group”21 RMP has a 374 


                                                 
18 Ibid page 38. 
19 Ibid page 39. 
20 Ibid page 39. 
21 Rocky Mountain Power, Rebuttal Testimony of Ms. Ann E. Bulkley lines 1562—1564.    
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higher business risk. Additionally, she argues that because “RMP has fewer cost recovery 375 


mechanisms than the proxy group, it is reasonable to conclude that RMP has great 376 


regulatory risk than the proxy group”22 As discussed in my direct testimony, the Division 377 


does not believe this is a significant business risk to RMP because many of the 378 


companies in the proxy group do not have cost recovery mechanisms.  If RMP was the 379 


only company that did not have cost recovery mechanisms then Ms. Bulkley’s assertion 380 


would be accurate.  The reality is that “52 percent of the operating companies held by the 381 


proxy group have some form of capital cost recovery mechanism in place”23 There is just 382 


slightly less, 48 percent, of the operating companies in the proxy group that do not have 383 


some form of capital cost recovery similar to RMP.  The Division finds it difficult to 384 


conclude that RMP is much riskier than the proxy group when almost half of the 385 


companies do not have any capital cost recovery mechanism. 386 


In all the pages of testimony and rebuttal testimony filed by Ms. Bulkley there is little 387 


compelling evidence to support an ROE higher than the average allowed rate of return for 388 


comparable electric utilities of similar risk. When comparing RMP to the entire market, it 389 


is difficult to accept that RMP has more competition, has a greater risk of technological 390 


obsolescence, and the amount of business risk as a regulated utility is higher than a 391 


software developer or myriad other businesses seeking capital in the market. Rather, 392 


RMP is lower risk because it is a regulated utility with a strong and vibrant regional 393 


economy for its customer base, a growing population in the State of Utah increasing 394 


                                                 
22 Ibid lines 1573—1574.  
23 Rocky Mountain Power, Direct Testimony of Ms. Ann E. Bulkley lines 1336—1339.  
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demand for its products, and a majority of the population using electric as the primary 395 


source to cool their homes in the summer season.   396 


Ms. Bulkley in her rebuttal testimony discusses the regulatory environment addressing 397 


how “the Division did not acknowledge in March 2020 that RRA downgraded regulatory 398 


ranking based in part on the Commission’s decision for DEU in Docket No. 19-057-399 


02.”24 Again, Ms. Bulkley’s argument does not have merit.  It is correct that RRA did 400 


downgrade its rankings in March of 2020, but the information provided by the Division 401 


in its direct testimony was as of May 19, 2020.  Because the report shared by the Division 402 


is after the downgrade discussed by RMP, the attitudes and information presented by the 403 


Division reflecting RRA’s opinion of the regulatory environment in Utah are still 404 


accurate.  RRA has rated the regulatory environment of Utah as balanced.  In the 405 


Division’s direct testimony a second report dealing with credit metrics in Utah was 406 


shared.  This report was published in June 8, 2020.25  In this report RRA claimed the 407 


regulatory environment in Utah as highly credit supportive.  Just as with the previous 408 


report discussed, because the opinion by RRA was after the downgrade outlined by RMP, 409 


the Division’s point is still valid.  The regulatory environment in Utah does not support a 410 


higher ROE as recommended by RMP. 411 


Ms. Bulkley, attempts to dispute the claim made by the Division that RMP is lower risk 412 


than the proxy group of companies because it is affiliated with Berkshire Hathaway 413 


Energy (BHE).  She states the following: “the stand-alone principle of ratemaking holds 414 


                                                 
24 Rocky Mountain Power, Rebuttal Testimony of Ms. Ann E. Bulkley lines 1567—1574.  
25 For the full reports see DPU SR-02 Attachment 7 and Attachment 8. 







Docket No. 20-035-04 
DPU Exhibit 2.0 SR 


Casey J. Coleman 


21 


that regulated rates should be based on the risks and benefits of the regulated utility, not 415 


its investors, parent or affiliates.”26 The Division is curious how the legislation recently 416 


passed in Oregon, Washington, and Wyoming dealing with coal-fired power plants fits 417 


this financial principle?  Ms. Bulkley uses the legislative situation in each of those states 418 


as justification for increased business risks for RMP.  If rates should be based on the risks 419 


and benefits of the regulated utility and not its affiliates, then the business risks discussed 420 


by Ms. Bulkley are not valid because they deal with affiliates in Wyoming, Washington, 421 


and Oregon not the regulated utility in Utah.  422 


Later in Ms. Bulkley’s rebuttal testimony27 she tries to persuade the Commission that the 423 


business risks described by the Division are not valid because no analysis was done to 424 


support the claims by the Division.  Her claims are without merit.  The Division did 425 


analysis whether RMP pays dividends, and found that it does not.  The Division did 426 


analyze the proxy companies and learn that each of the proxy companies do pay 427 


dividends.  Dividend paying stocks is one of the criteria used to screen the proxy 428 


companies.  RMP does not pay dividends regularly to BHE significantly affecting its cash 429 


flow and providing flexibility.  No other proxy company has the same flexibility RMP 430 


does when it comes to dividends.  This makes RMP a lower risk than the proxy group.   431 


Her claims concerning the economic environment and how RMP compares to the proxy 432 


groups asserting that the Division did no analysis, are unsupportable.  On August 12, 433 


2020 the American Legislative Exchange Council published a report Rich States, Poor 434 


                                                 
26 Rocky Mountain Power, Rebuttal Testimony of Ms. Ann E. Bulkley lines 1607—1609.  
27 Ibid lines 1583. 
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States.28  This report details states’ individual performances over the past ten years based 435 


on State Gross Domestic Product, Absolute Domestic Migration, and Non-Farm Payroll 436 


Employment.  In this report Utah is ranked number one.   437 


As part of the research for the direct testimony filed by the Division, this report was 438 


reviewed.  With Utah ranking number one and none of the proxy group companies being 439 


located in the State of Utah, the economic climate for RMP is better than the proxy group 440 


companies.  In an effort to minimize the length of the direct testimony this report was not 441 


included in my direct testimony but has been included as DPU SR-02 Attachment 5.  The 442 


Division did complete an analysis to confirm that the economic environment in Utah was 443 


superior to the economies of the companies in the proxy group, and thus results in lower 444 


risk than the comparable group of companies. 445 


Q. IN HER REBUTTAL TESTIMONY MS. BULKLEY ARGUES THAT THE 446 


RECOMMENDATIONS OF THE OTHER ROE WITNESSES INCLUDING THE 447 


DIVISION FAIL TO CONSIDER THE OVERALL RISK RELATED TO THE 448 


TAX CUTS AND JOBS ACT (TCJA) FOR UTILITIES.  WILL YOU COMMENT 449 


ON THIS CONCERN AS IT PERTAINS TO THE DIVISION? 450 


A. Yes.  The Division did not explicitly discuss the overall risk related to the TCJA because 451 


it did not believe this will be a significant risk faced by RMP in 2021.  Investors have had 452 


time to understand and evaluate the cash flow implications to RMP.  Additionally, RMP 453 


proposes in this Docket to adjust rates because of the credits accrued to customers as a 454 


                                                 
28 The entire report from ALEC is included as DPU SR-02 Attachment 5. 
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result of the TCJA.  By 2021, investors will have a much clearer picture of the impacts 455 


and the associated risks.  No consideration of TCJA is necessary by the Commission.   456 


VIII. ALLOWED ROE FOR INTEGRATED ELECTRIC UTILITIES 457 


Q. MS. BULKLEY IN HER REBUTTAL TESTIMONY PREPARES FIGURE 2 458 


CONSISTING OF AUTHORIZED ROES 2018-PRESENT. CAN YOU DISCUSS 459 


THIS FIGURE AND THE ACCURACY OF THE INFORMATION? 460 


A. Yes.  First let me address the average allowed rate of return (AROR) for integrated 461 


electric utilities.  As stated in the Division’s direct testimony, the correct rates to compare 462 


and analyze is the AROR for all electric utilities.  If a party believes an integrated electric 463 


utility is a higher risk, then the appropriate place to adjust for those perceived risks is in 464 


the capital structure.  If the Commission were to allow a higher equity portion in the 465 


capital structure and allow a higher ROE for an integrated electric utility, it would be 466 


compensating investors twice for the same risks.  Those risks must be accounted in either 467 


the capital structure or the ROE but never both. 468 


 Ms. Bulkley’s use of integrated electric utilities in Figure 229  is incorrect and provides 469 


inaccurate information for the Commission to base its evaluation.  Figure 2 is a graph 470 


showing the authorized returns from 2018 to present.  Ms. Bulkley uses this data to 471 


attempt to undermine the recommendations of the Division and Office of Consumer 472 


Services (OCS) expert witness.  Ms. Bulkley asserts the DPU’s recommendation of 9.25 473 


and OCS’s recommendation of 9.0 percent are well below the majority of authorized 474 


                                                 
29 Rocky Mountain Power, Rebuttal Testimony Ms. Ann E. Bulkley line 191. 
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ROEs over this period.  The Division is having difficulty based upon its own data and 475 


calculation reconciling this point.30     476 


   The average year to date for all regulated utilities is 9.5 percent and the average for 477 


vertically integrated utilities is 9.54 percent.  Both rates are very similar.  Additionally, 478 


there have been other commissions who have ordered rates at or below 9.25 percent.  479 


Green Mountain Power Corp. in Vermont had an AROR of 8.2 percent.  Empire District 480 


Electric Co. in Missouri was awarded an AROR of 9.25 percent.  Duke Energy Kentucky 481 


Inc. had an AROR 9.25 percent.  From this small sampling of integrated electric 482 


companies, it is apparent that other commissions are awarding rates close to the rates 483 


proposed by the Division and OCS.  Ms. Bulkley’s assertion that an ROE of 9.25 percent 484 


is not consistent with current AROR is misleading. 485 


IX. CAPITAL ASSET PRICING MODEL 486 


Q. WILL YOU DISCUSS THE VALIDITY OF MS. BULKLEY’S OBSERVATIONS 487 


REGARDING THE DIVISION’S METHODS FOR DETERMINING ROE USING 488 


THE CAPITAL ASSET PRICING MODEL? 489 


A. Yes.  Ms. Bulkley states in her rebuttal testimony that “Mr. Coleman does not rely on the 490 


results of his CAPM analysis.”31 Her statement is false.  The Division used the CAPM 491 


analysis in establishing the appropriate floor for RMP and its ROE.  Ms. Bulkley again 492 


tries to speak for the Division when she states “it appears Mr. Coleman agrees that the 493 


                                                 
30 DPU SR-02 Attachment 6. 
31 Rocky Mountain Power Rebuttal Testimony Ms. Ann E. Bulkley lines 1076—1077. 
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results of his CAPM analysis are unreasonable.”32  She then follows up this statement 494 


with the conclusion that she “agrees with Mr. Coleman that his CAPM analysis is not 495 


producing reliable results and should not be used to inform the cost of equity estimate for 496 


RMP in this proceeding.”33  Finally she concludes, “[t]he results of Mr. Coleman’s 497 


CAPM analysis are well below the authorized ROE for any U. S. electric utility in the 498 


past 40 years.  As a result, Mr. Coleman’s CAPM analysis does not meet the comparable 499 


return requirement of Hope and Bluefield.”34 500 


 The only statement that has any sliver of truth is when Ms. Bulkley asserts the CAPM 501 


analysis does not meet the comparable requirement of Hope and Bluefield.  What she 502 


fails to add to her statement that would make it completely correct is, if the CAPM 503 


analysis was solely used as the basis for the ROE recommendation, then it would not 504 


meet the comparable return requirement of Hope and Bluefield.  The simple fact is that 505 


the Division never recommended the Commission set rates at the ranges of the CAPM 506 


analysis, instead the range suggested to the Commission was 7.24 percent to 9.17 percent.  507 


To suggest that the Division did not use, accept, or believe the CAPM results is incorrect 508 


and misleading.  As has been discussed previously, setting an accurate floor to begin the 509 


cost of capital analysis is vital for building the necessary framework to arrive at the 510 


appropriate cost of capital calculation.  With current market conditions, the CAPM is a 511 


valuable model in establishing that floor and was used by the Division.  512 


                                                 
32 Ibid lines 1086. 
33 Ibid lines 1088. 
34 Ibid lines 1090—1091. 
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Ms. Bulkley tries to use the RFR used by the Division as justification for projected 513 


interest rates.35  This argument again shows Ms. Bulkley’s ignorance concerning Duff 514 


and Phelps and the data provided by that company.  Duff and Phelps has stated the 515 


following about using its RFRs and ERPs: 516 


Exhibit 3.29 at the end of this chapter provides a summary of both the 517 
Duff & Phelps recommended equity risk premium and the accompanying 518 
risk-free rate (which can be “spot” or “normalized”, depending on 519 
conditions at the time) over the time period of December 2007 through 520 
December 2018. Please note that the Duff & Phelps recommended ERP is 521 
developed in relation to (and should be used in conjunction with) the risk-522 
free rate it was developed in relation to (either “spot” or “normalized”, as 523 
indicated in Exhibit 3.29).36 524 


 The Division’s use of Duff and Phelps RFR says nothing about the direction of interest 525 


rates or where the Division believes interest rates will be in 2021.  The truth is that the 526 


Division is uncertain where rates will be in 2021.  As stated in my direct testimony, we 527 


do know that low rates are being used as a way to provide some stimulus to the economy 528 


and members of the Federal Reserve have indicated rates will remain low for some time.  529 


The Division is not trying to determine the direction of future rates. 530 


 Duff and Phelps continued to describe the important relationship of its RFR and ERP as 531 


stated below: 532 


The risk-free rate and the ERP are interrelated concepts. All ERP 533 
estimates are, by definition, developed in relation to the risk-free rate. 534 
Specifically, the ERP is the extra return investors expect as compensation 535 
for assuming the additional risk associated with an investment in a 536 
diversified portfolio of common stocks, compared to the return they would 537 


                                                 
35 Ibid lines 1099—1105. 
36 Duff and Phelps 2019 Cost of Capital: Annual U.S. Guidance and Examples, Chapter 3: Basic Building Blocks of 
the Cost of Equity Capital—Risk-free Rate & Equity Premium page 36. 
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expect from an investment in risk-free securities. The risk-free rate is 538 
intended to adjust the cost of equity (at least in part) for expected future 539 
inflation.37 540 


  Duff and Phelps further explained: 541 


This brings us to an important concept. When developing cost of capital 542 
estimates, the valuation analyst should match the term of the risk-free rate 543 
used in the CAPM or build-up formulas with the duration of the expected 544 
net cash flows of the business, asset, or project being evaluated.   Further, 545 
the term of the risk-free rate should also match the term of the risk-free 546 
rate used to develop the ERP.38 547 


To keep the analysis as congruent as possible, the Division used the RFR and ERP as 548 


recommended by Duff and Phelps.  This helped to ensure the analysis was accurate and, 549 


as clearly as possible, reflected the appropriate market conditions.  Because the RFR by 550 


Duff and Phelps is at 2.50 does not support the premise by Ms. Bulkley that interest rates 551 


will increase.  My original position opposing the use of projected interest rates is still 552 


valid, and the Commission should not include projected interest rates  553 


 When critiquing the Division’s CAPM results and suggesting the calculation should be 554 


rejected by the Commission, Ms. Bulkley raises questions about the Beta coefficients 555 


applied in the Division’s analysis. 39   556 


 Ms. Bulkley believes that only levered Betas should be used instead of raw or unadjusted 557 


Betas because Beta coefficients tend to regress to 1.00 over time, and the use of “raw” 558 


Beta coefficients will understate the Beta coefficient for companies with Beta coefficients 559 


                                                 
37 Ibid page 1. 
38 Ibid page 2. 
39 Rocky Mountain Power, Rebuttal Testimony Ms. Ann E. Bulkley pages 58—59.   
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less than 1.00.  In Ms. Bulkley’s opinion the use of raw Beta coefficients biases the 560 


Division’s CAPM results downward. 40  561 


 Ms. Bulkley is correct that the Division’s analysis included raw and adjusted Betas. This 562 


choice was made in an effort to provide the most complete data for the Commission. No 563 


adjustment is needed to the CAPM to correct for the perceived “bias” for companies who 564 


have a Beta below 1.0. The Division’s CAPM analysis shows the results of using both 565 


raw Betas as well as adjusted Betas. This allows the Commission and other parties the 566 


opportunity to decide for themselves which is the correct approach and then see the result 567 


of that analysis. 568 


 Ms. Bulkley is concerned that the Division’s analysis and its choice of Betas will skew 569 


the results downward.  Yet, she is not concerned about the use of only adjusted Betas and 570 


how using only adjusted Betas will skew the results upward.  When doing the CAPM 571 


analysis the Division included calculations using raw Betas, adjusted Betas, and an 572 


analysis that blended both raw Betas and adjusted Betas. This provides the Commission 573 


with the most complete information to base its final analysis.  Because Ms. Bulkley does 574 


not provide any CAPM calculations using raw Betas, her ROE results will have an 575 


upwards bias.  This is one of the reasons Ms. Bulkley’s financial models return rates 576 


above the 8.5 percent reasonable threshold and the Division is uncomfortable with her 577 


results.    578 


                                                 
40 Ibid line 1216. 
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X. EQUITY RISK PREMIUM AND TOTAL MARKET RETURNS 579 


Q. CAN YOU DISCUSS THE IMPLICATIONS OF THE DUFF AND PHELPS RISK 580 


PREMIUM AND MS. BULKLEY’S RECOMMENDED ROE OF 9.8 PERCENT? 581 


A. Yes.  First I note that Duff and Phelps is highly respected and recognized sources for a 582 


market risk premium to be used when calculating ROE for companies.  The Division is 583 


comfortable that the results calculated by this source present a reasonably accurate 584 


picture of the overall market.  A total market return of 8.50 percent is acceptable and 585 


reasonable.  What this means is a company with risk comparable to the entire market 586 


should have a total return of 8.50 percent. 587 


 If respected sources calculate an overall market return of 8.50 percent, a conclusion that 588 


RMP is anything other than uniquely risky, suggests a 9.80 percent ROE for RMP is far 589 


too high. According to basic financial theory, allowing a 9.80 percent return on equity as 590 


just and reasonable for RMP, would require concluding that either the Duff and Phelps 591 


numbers are totally wrong, that RMP is far riskier than the average non-regulated 592 


company, or some other fact that does not appear in the record in this case. Another way 593 


to illustrate the point is to calculate the “appropriate” Beta coefficient for RMP that 594 


would be required to derive an ROE of 9.8 percent.  The formula for the CAPM is as 595 


follows: 596 


      k e = RFR0 + β * (MR-RFR) 597 
      Where:  k e  is the cost of common equity 598 
       RFR0 is the current risk free rate 599 
       β is beta, the risk adjustment factor 600 


 (MR-RFR) is the market risk premium which can 601 
be separated into two factors: The overall market 602 
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return, MR, and the RFR that is compatible with 603 
the way the MR was estimated. 604 


   The calculation would be as follows: 605 


9.8 percent = 2.5 percent + 1.217(6.0 percent) 606 


 The risk profile of RMP would have to be significantly higher than a comparable set of 607 


regulated electric utilities in order to justify an ROE of 9.8 percent. Any Beta number 608 


above 1.0 means a stock is riskier than the total stock market.  If a total market return of 609 


8.5 percent exists, as calculated by Duff and Phelps, the Beta coefficient for RMP would 610 


need to be 1.217 to justify a 9.8 percent ROE.  There is no evidence that RMP should 611 


have a Beta coefficient higher than 1.0, therefore Ms. Bulkley’s recommendation of 9.8 612 


percent is incorrect and should be rejected. 613 


XI. DISCOUNTED CASH FLOW MODELS 614 


Q. IN MS. BULKLEY’S REBUTTAL TESTIMONY SHE TAKES ISSUE WITH THE 615 


DIVISION’S USES OF DIVIDEND GROWTH RATES AND EARNINGS 616 


GROWTH RATES.  CAN YOU COMMENT WHY THE DIVISION BELIEVES 617 


USE OF BOTH GROWTH RATES IS ACCURATE? 618 


A. Yes. Ms. Bulkley is making the same arguments regarding earnings and dividends that 619 


has been made before the Commission for years.  The Commission was explicit in its 620 


desire to have a weighting between dividend growth and earnings growth.  In its analysis 621 


for this Docket, the Division has followed the same DCF method that it has applied in 622 


numerous other rate cases.   623 







Docket No. 20-035-04 
DPU Exhibit 2.0 SR 


Casey J. Coleman 


31 


Until the Commission determines otherwise, the Division believes the appropriate 624 


method for calculating the ROE using a DCF model must include a weighting between 625 


dividend growth and earnings growth.  Ms. Bulkley does not do this calculation and the 626 


Commission should consider this point when evaluating the analysis done by RMP in 627 


setting its ROE recommendation. 628 


XII. FINANCIAL MODELS AND ALLOWED ROE 629 


Q. IN MS. BULKLEY’S REBUTTAL TESTIMONY SHE ATTEMPTS TO UPDATE 630 


THE DIVISION’S ANALYSIS, ADJUSTING FOR PERCEIVED FLAWS?  DO 631 


YOU BELIEVE THE UPDATES SUGGESTED BY MS. BULKLEY ARE 632 


NECESSARY? 633 


A. No.  Because the financial markets are always changing, it is possible to continually 634 


adjust any completed analysis.  When an outside party begins to adjust the analysis done 635 


by another, there is a real risk that the conclusions supplied are incorrect and inaccurate.  636 


In Figure 9 of Ms. Bulkley’s rebuttal testimony she provides a list of “corrected 637 


analytical results” for the Division’s ROE calculations.41  She uses this table as a basis to 638 


confirm her recommended ROE for RMP at 9.8 percent.  As explained below these 639 


adjustments are just as flawed and incorrect as the calculations Ms. Bulkley proposes in 640 


her rebuttal testimony.   641 


 As stated previously, Ms. Bulkley sees the financial marketplace differently than I do.  642 


Each of her “corrected analytical results” would be above the base total market return of 643 


8.5 percent calculated by Duff and Phelps.  While Ms. Bulkley is comfortable with those 644 


                                                 
41 Rocky Mountain Power, Rebuttal Testimony Ms. Ann E. Bulkley line 915. 
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“calculated” results, I would be leery of those calculations and how they seem to 645 


contradict the well know financial principle that regulated utilities are less risky than the 646 


entire market. The ROE for utility companies should generally be lower than the entire 647 


market.  Because the “corrected” analytical results by Ms. Bulkley cannot be reconciled 648 


with this basic financial principle, they should be rejected and the Commission should put 649 


no weight on the analysis. 650 


 The Division’s direct testimony included calculations of ROE using a variety of financial 651 


models.  Those different calculations were provided to illustrate the appropriate range or 652 


“ballpark” for RMP’s ROE.  Ms. Bulkley showed some discrepancies in the analysis 653 


done by the Division, which could lead to some adjustments in the calculated ROE for 654 


RMP.  None of the discrepancies shown by Ms. Bulkley are of a material nature that 655 


would substantially adjust the calculated ROE.  Even if some minor adjustments to the 656 


calculated ROE were accepted, the Division’s original recommendation does not change.  657 


The calculated ROE would remain below 8.5 percent, a likely uncomfortable drop for 658 


regulatory commissions and investors.  Because of gradualism and other policy 659 


considerations, the Division’s recommended ROE for RMP is 9.25 percent, which softens 660 


the drop in the calculated ROE from existing rates.   661 


Additionally, because the original ROE calculation by the Division provided information 662 


to the Commission that was “in the ballpark” for an acceptable ROE, no updating or 663 


adjusting of the Division’s original analysis is necessary at this time. 664 
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XIII. CONCLUSION 665 


Q. WHAT IS YOUR CONCLUSION REGARDING THE COMPANY’S COST OF 666 


EQUITY? 667 


A. Based on the reasons presented in my direct and surrebuttal testimony the reasonable 668 


range of ROE estimates is 7.24 percent to 9.17 percent.  The Division’s recommended 669 


ROE of 9.25 percent is a just and reasonable outcome for investors, customers, and other 670 


interested parties.  The Commission should adopt the 9.25 recommended ROE for RMP. 671 


Q. DOES THIS CONCLUDE YOUR TESTIMONY? 672 


A. Yes. 673 
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I.  INTRODUCTION 1 


Q. PLEASE STATE YOUR NAME, EMPLOYER, AND BUSINESS ADDRESS. 2 


A. My name is Casey J. Coleman.  I am employed by the Division of Public Utilities 3 


(Division) for the State of Utah.  My business address is 160 East 300 South Salt Lake 4 


City, UT 84114. 5 


Q. BRIEFLY OUTLINE YOUR EMPLOYMENT BACKGROUND. 6 


A. I have worked for the Division for almost nineteen years working as both a Utility 7 


Analyst and Utility Technical Consultant.  One of my primary responsibilities as Utility 8 


Technical Consultant for the Division has been testifying before the Public Service 9 


Commission of Utah (Commission) as the Cost of Equity expert for the natural gas, 10 


water, and telecommunications rate cases. 11 


Q. WHAT IS YOUR EDUCATIONAL BACKGROUND? 12 


A. I received a Bachelor of Science degree in Finance from Weber State University in 1996 13 


and a Masters of Business Administration from Utah State University in 2001. 14 


Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE COMMISSION? 15 


A. Yes.  I testified before the Commission as an expert witness in Docket Nos. 02-049-82, 16 


03-049-49, 03-049-50, 05-053-01, 05-2302-01, 07-2476-01, 08-2469-01, 10-049-16, 10-17 


2521-01, 10-2526-01, 08-046-01, 15-042-01, 15-2302-01, 17-098-01, and 19-057-02.  18 
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Q. WERE THESE ELECTRIC UTILITY RATE CASES? 19 


A. No.  However, the ratemaking principles I applied in those cases and address in this 20 


testimony are applicable to any cost of equity analysis.  21 


II. SUMMARY 22 


Q. PLEASE BRIEFLY SUMMARIZE THE WORK AND INVESTIGATIONS THAT 23 


YOU HAVE PERFORMED IN THIS MATTER. 24 


A. I have reviewed and analyzed the testimonies of Rocky Mountain Power (RMP or the 25 


Company) witnesses Ms. Nikki L. Kobilha and Ms. Ann E. Bulkley.  Ms. Kobilha 26 


provided testimony regarding the cost of debt, and the capital structure of RMP.  Ms. 27 


Bulkley’s testimony presents her analysis regarding the appropriate return on equity 28 


(ROE) for RMP’s electric utility operations in Utah as well as an assessment of its 29 


proposed capital structure to be used for ratemaking purposes.   30 


 I have also performed my own independent estimation of cost of capital, particularly 31 


with respect to the cost of equity1 and an appropriate capital structure for RMP. 32 


Q. PLEASE SUMMARIZE AND DESCRIBE THE PURPOSE OF YOUR 33 


TESTIMONY. 34 


A. In a cost of equity order, the Commission, discussed how “applying models requires 35 


judgment at each important step.” 2  The Commission continued stating each “financial 36 


model analysis will provide a good framework for analysis and a useful means of 37 


                                            
1 Throughout my direct testimony, I interchangeably use the terms “ROE” and “cost of equity”. 


2 See Utah Public Service Commission Report and Order Docket No. 02-057-02 page 19 
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organizing relevant information, but not objective cost-of-equity estimates.  38 


Assessments of other, including qualitative information is necessary.”3 In a Cost of 39 


Capital primer prepared by National Association of Regulatory Commissions 40 


(NARUC) for United States Agency for International Development (USAID) offered 41 


the same point.   42 


 An ROE recommendation by a witness or an ROE decision by a regulator 43 
requires both the application of financial models and the use of informed 44 
judgment. An ROE based solely on judgment would be inappropriate, as 45 
would be an ROE that relied solely on the mechanistic and arbitrary 46 
application of financial models. In my opinion, it is common for 47 
regulatory commissions to acknowledge that any financial model, no 48 
matter how conceptually appealing and well-supported, needs to be 49 
supplemented with informed judgment. Commissions are on a constant 50 
quest to balance the theoretical with the practical.4 51 


 The purpose of my testimony is to provide the data and analysis that provides a 52 


reasonable framework for rate making purposes.  I present evidence using generally 53 


accepted evaluation methods including: the Capital Asset Pricing Model (CAPM), the 54 


Constant Growth Discounted Cash Flow (DCF) model, and a Risk Premium method. 55 


 My direct testimony also provides additional information, including a review of the 56 


Return on Equity trend for electric utilities and a discussion on the appropriate cost of 57 


debt, and the appropriate capital structure for RMP.  58 


                                            
3 See Utah Public Service Commission Report and Order Docket No. 02-057-02 page 19. 


4 National Association of Regulatory Utility Commissioners, A Cost of Capital and Capital Markets 
Primer for Utility Regulators, April 2020 page 20. 
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 Finally, I take the data and analysis I completed and discuss how that information 59 


should be applied in The Company’s rate making proceeding in this docket.  My 60 


testimony recommends an appropriate capital structure, an overall rate of return, and a 61 


return on equity, that RMP should be allowed the opportunity to earn.  62 


Q. PLEASE SUMMARIZE YOUR CONCLUSIONS. 63 


A.  I have concluded that the appropriate cost of equity for RMP is 9.25 percent. The current 64 


market conditions support a reasonable range for cost of equity between 7.24 percent and 65 


9.17 percent.  66 


 The Division supports the Company’s requested capital structure.  To compensate RMP 67 


as a vertically integrated electric utility, the Commission should approve the proposed 68 


capital structure which has a higher equity portion than RMP has used in the past.   69 


 Generally, the Company’s long-term cost of debt calculations as presented in Ms. 70 


Kobliha’s direct testimony RMP Exhibit NLK-1, of 4.81 percent is reasonable for RMP. 71 


Q. WHAT IS THE COMPANY’S FILED POSITION REGARDING COST OF 72 


CAPITAL? 73 


A. In its filing dated May 8, 2020, the Company asked for the cost of capital rates of return 74 


listed on the next page.5 75 


                                            
5 Rocky Mountain Power, Direct Testimony of Nikki L. Kobliha line 41. 
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Table 1 76 


  Capital Weighted 
 Rate Structure Rate 
       
Common Stock 10.20% 53.67% 5.47% 
Preferred Stock 6.75% 0.01% 0.00% 
Long-term Debt 4.81% 46.32% 2.23% 
       
WACC  100.0% 7.70% 
    


The 10.20 percent cost of equity recommendation by RMP is outside the reasonable 77 


range, on the high side.  The reasonable range for RMP’s cost of equity is currently 7.24 78 


percent to 9.17 percent.  I recommend that RMP’s authorized cost of equity be set at 9.25 79 


percent.   80 


DPU Exhibit 2.02 DIR summarizes the capital structure and cost of capital point 81 


estimates supported by the Division.  The final weighted average cost of capital is 7.19 82 


percent.  The following table summarizes the capital structure and cost of capital point 83 


estimates supported by the Division.  84 


Table 2 85 


  Capital Weighted 
 Rate Structure Rate 
       
Common Stock 9.25% 53.67% 4.96% 
Preferred Stock 6.75% 0.01% 0.00% 
Long-term Debt 4.81% 46.32% 2.23% 
       


WACC  100.0% 7.19% 


III. PRINCIPLES OF RATE REGULATION 86 


Q. WHAT ARE THE PRINCIPLES GUIDING FAIR RATES OF RETURN IN THE 87 


CONTEXT OF RATE REGULATION? 88 
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A. In a market system, competition generally determines the price for goods and services.  89 


Public utilities are permitted to operate as monopolies or near monopolies because: (1) 90 


the services provided by utilities are considered necessities by society; and (2) capital-91 


intensive and long-lived facilities are necessary to provide utility service and the 92 


construction of multiple, competitive networks of facilities would cost customers more.  93 


Generally, utilities are required to serve all customers in their service territory at 94 


reasonable rates determined by regulators.  As a result, regulators act as something of a 95 


substitute for a competitive free-market system when they authorize rates for utility 96 


service. 97 


 Although utilities operate in varying degrees as regulated monopolies, they must 98 


compete with governmental bodies, non-regulated industries, and other utilities for 99 


labor, materials, and capital.  Capital is provided by investors who seek the highest 100 


return commensurate with the perceived level of risk; the greater the perceived risk, the 101 


higher the required return rate.  In order for utilities to attract the capital required to 102 


provide service, a fair rate of return should roughly equal an investor required, market-103 


determined rate of return. 104 


Q. WHAT CONSTITUTES A FAIR RATE OF RETURN? 105 


A. Two noted Supreme Court cases define the benchmarks of fair rate of return.  In 106 


Bluefield,6 a fair rate of return is defined as: (1) equal to the return on investments in 107 


other business undertakings with the same level of risks (the comparable earnings 108 


                                            
6 Bluefield Water Works & Improvement Company v P.S.C. of West Virginia, 262 U.S. 679 (1923). 
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standard); (2) sufficient to assure confidence in the financial soundness of a utility (the 109 


financial integrity standard); or (3) adequate to permit a public utility to maintain and 110 


support a reasonable credit rating, enabling the utility to raise or attract additional 111 


capital necessary to provide reliable service (the capital attraction standard).  The 112 


second case, Hope,7 determined a fair rate of return to be based upon guidelines found 113 


in Bluefield as well as stating that: (1) allowed revenues must cover capital costs, 114 


including service on debt and dividends on stock; and (2) the Federal Power 115 


Commission was not bound to use any single formula or combination of formulae in 116 


determining rates.  Utilities are not entitled to a guaranteed return.  However, the 117 


regulatory-determined price for service must allow the utility a fair opportunity to 118 


recover all costs associated with providing service, including a fair rate of return. 119 


Q. GENERALLY, HOW HAVE REGULATORY COMMISSIONS DETERMINED 120 


A FAIR RATE OF RETURN FOR A REGULATED UTILITY? 121 


A. Recently, Regulatory Research Associates (RRA), a group within S&P Global Market 122 


Intelligence, gave a succinct overview of the regulatory process and how various 123 


commissions have calculated a fair rate of return. The report states: 124 


Historically, there have been two approaches in calculating ROE in 125 
regulatory proceedings, a comparable earnings approach and a market 126 
analysis. In a comparable earnings approach, similar investments with 127 
similar risks are analyzed to determine an appropriate ROE. The firms 128 
selected and the time period selected for comparison purposes are 129 
subjective elements of this analysis. By contrast, the market analysis 130 
involves more detailed calculations and assumptions and relies on data 131 
from the broader securities market. 132 


                                            
7 Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 602-603, (1944). 
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Two market-based methodologies favored in utility rate case testimony are 133 
the discounted cash flow, or DCF, analysis, and the capital asset pricing 134 
model, or CAPM, approach. These techniques are among the select few 135 
consistently recognized by utility commissions. 136 


Similar to the CAPM, the risk premium method, or RPM, measures a 137 
company’s cost of equity capital by adding a risk premium to a risk-free 138 
long-term Treasury bond or yield on a utility bond similarly rated by credit 139 
ratings agencies. The risk premium is typically estimated using a variety 140 
of approaches, some of which incorporate forward-looking estimates of 141 
the cost of equity, and others that consider historical estimates.8  142 


Q. DID RRA HAVE AN OPINION ABOUT THE TREND OF AUTHORIZED 143 


RETURNS? 144 


A. Yes.  RRA created the chart showing the trend for average authorized ROE and stated: 145 


Equity returns authorized in electric and gas utility rate cases have 146 
generally trended downwards over the past 15 years consistent with 147 
declining interest rates. In addition, the proliferation of automatic 148 


                                            
8 S & P Global Market Intelligence RRA Regulatory Focus, The rate case process: establishing a fair rate 
of return for regulated utilities.  June 29, 2020. 
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adjustment and investment recovery mechanisms that reduce utility 149 
business risk have been cited, at times, as a contributing factor by 150 
commissions in authorizing lower ROEs.9 151 


The table above excludes ROEs determined in limited issue proceedings 152 
and certain rate cases decided in the state of Alaska, which represent 153 
outliers from the general sample. The Regulatory Commission of Alaska 154 
typically awards much higher than average ROEs to compensate utilities 155 
for the difficult terrain and environmental conditions they face as well as 156 
regulatory lag associated with lengthy rate case proceedings.10  157 


Q. WHAT HAS RRA OBSERVED FROM ITS DATA CONCERNING INDUSTRY 158 


ROE AVERAGES AND THE VARIANCE IN THOSE AVERAGES? 159 


A. In the same report dated June 29, 2020 RRA explained: 160 


RRA tracks trends in industry ROE averages and compares commission 161 
authorized-ROEs to the industry average in the time period it was 162 
established. In some cases, authorized ROEs have been significantly 163 
above or below prevailing industry averages at the time established.  164 


The variance in authorized ROEs over the years has remained fairly 165 
consistent, with the one standard deviation amounting to a range of 166 
roughly 40-50 basis points above and below the industry average. 167 
Statistically speaking, 68% of a sample population should occur within 168 
one standard deviation of a normal distribution; returns above and below 169 
one standard deviation could be viewed more significantly different than 170 
the RRA average. For example, the majority of ROE authorizations during 171 
a year when the average ROE was 9.5% would roughly fall into the range 172 
of 9.0%-10.0%.11 173 


Q. WHAT IS THE AVERAGE ROE FOR ELECTRIC UTILITIES AS OF  174 


 JULY 1, 2020?  175 


                                            
9 Id. 


10 Id. 


11 Id. 
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A. As DPU Exhibit 2.07 demonstrates, S&P Global Market Intelligence calculated the 176 


average ROE for electric utilities as of July 1, 2020.  The information provided by RRA 177 


shows each allowed rate of return decided by different state commissions in 2020.  The 178 


average rate of return for each docket is as follows: 179 


Category 
Average Return 


on Equity 
Average Year-to-Date 9.55% 
Settled Average 9.53% 
Litigated Average 9.58% 
Vertically Integrated  9.67% 
Exclude Limited Use Rider 9.33% 


Q. WHAT IS THE VALUE IN KNOWING THE AVERAGE ROE FOR ELECTRIC 180 


UTILITIES AS OF JULY 1, 2020?  181 


A. Knowing the average return on equity for electricity companies along with the variance 182 


analysis done by RRA enables parties to calculate a reasonable range of ROE for RMP.  183 


Using the average year-to-date ROE of 9.55 percent and the 40-50 basis points in 184 


variance as determined by RRA, the reasonable range for an electric utility would be 9.05 185 


percent on the low end to 10.05 percent on the high end.  Even when looking at the 186 


vertically integrated electric utilities the range would be 9.17 percent on the low end to 187 


10.17 on the high end.  Similarly, the range for electric utilities after excluding the returns 188 


for limited use riders would be 8.83 percent on the low end and 9.83 percent on the high 189 


end. 190 


Q. MS. BULKLEY RECOMMENDED A ROE OF 10.2 PERCENT FOR ROCKY 191 


MOUNTAIN POWER.  WHAT DOES THAT RECOMMENDATION MEAN? 192 
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A. Ms. Bulkley and I have a fundamental disagreement about the relative riskiness of RMP 193 


in relation to the other utility companies in the market.  The cost of equity approved by 194 


other commissions for regulated electric utility companies has been trending downward, 195 


over the last few of years. In the last rate case, the Commission approved a cost of equity 196 


of 9.80 percent for RMP. 197 


 Ms. Bulkley’s conclusion that RMP’s cost of equity should be in the range of 9.75 198 


percent to 10.20 percent requires that investors would have to believe RMP is a risky 199 


investment relative to other utilities.  Generally, a rate increase to 10.2 percent would 200 


mean either market conditions have significantly changed or RMP’s risks have increased 201 


since the last general rate case in 2014 and investors are requiring a higher return because 202 


of the additional risks encountered by the Company.   203 


As stated by Ms. Bulkley, “investors are considering the authorized returns across the 204 


U.S. and are likely to invest in those utilities with the highest returns”.12 Additionally, to 205 


accept the proposed range suggested by Ms. Bulkley, implicitly, one must conclude that 206 


RMP is a higher risk than the other subsidiaries of PacifiCorp and riskier than a 207 


comparable group of regulated electric utilities.  Ms. Bulkley states this point in her 208 


testimony when she concludes “authorizing an ROE for RMP that is equivalent to the 209 


average authorized ROE for other vertically integrated electric utilities is not sufficient to 210 


compensate investors for the added risk of RMP.”13  211 


                                            
12 Rocky Mountain Power, Direct Testimony of Ms. Ann E. Bulkley lines 1416—1417. 


13 Id, lines 1420-1421. 
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Continuing with this point Ms. Bulkley suggested, “it is important that the Commission 212 


consider, as I have in my recommendation, the additional risk of RMP and place the 213 


authorized ROE for RMP towards the high end of authorized ROEs for other vertically 214 


integrated electric utilities.”14  To support her premise, Ms. Bulkley discusses Capital 215 


Expenditures, Regulatory Risk, and Generation Ownership, and how those specific risks, 216 


in her opinion, make RMP a riskier investment supporting a higher ROE.   217 


RMP is not riskier than other PacifiCorp subsidiaries or comparable regulated electric 218 


utilities.  Later in my testimony I will show how the specific risks detailed by Ms. 219 


Bulkley, (Capital Expenditures, Regulatory Risk, and Generation Ownership) do not 220 


make RMP a riskier investment. Therefore, the proposed range or rates suggested by Ms. 221 


Bulkley are not supported by comparison of known rates of return for comparable 222 


alternative investments, and are not in the public interest.      223 


Furthermore, the cost of equity ranges proposed by Ms. Bulkley for RMP are not 224 


consistent with published market returns.  For example, the Company’s proposal is 225 


significantly higher than the 8.50 percent Duff and Phelps has calculated for the returns 226 


of the total stock market. 15  A rate of return above 8.50 percent suggests that RMP has a 227 


higher risk than average market investments. It is not reasonable to conclude that RMP 228 


has greater investment risk than the stock market and should require a higher return.  I 229 


would instead submit that a regulated utility is considerably less risky than the average 230 


                                            
14 Id, lines 1422-1425. 


15 See DPU Exhibit 3.06 DIR. 
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stock in the market because of the benefits of utility regulation. 231 


My testimony shows that RMP, as a regulated utility, is less risky than the entire stock 232 


market and does not have a higher risk than any comparable set of utility companies.  233 


Nevertheless, we recommend a return of 9.25 percent consistent with our analysis and 234 


comparisons to a proxy group of companies.  235 


IV.  CONCERNS WITH ROCKY MOUNTAIN POWER’S ANALYSIS 236 


Q. DO YOU HAVE ANY CONCERNS OR DISAGREEMENTS WITH THE 237 


COMPANY’S INFORMATION RELATED TO ITS COST OF CAPITAL 238 


CALCULATION? 239 


A. Yes.  Although the approaches used by Ms. Bulkley to estimate the cost of equity in this 240 


case are generally consistent with previous general rate cases filed by RMP and some are 241 


similar to the approaches used in my analysis, I have identified the following areas of 242 


concern and disagreement with Ms. Bulkley’s analysis and testimony.     243 


1.  According to Ms. Bulkley, “[r]ecent market conditions reflect short-term exogenous 244 


shocks that are not expected to persist over the long term.  As a result, the recent 245 


atypical market conditions do not reflect the market conditions that should be expected 246 


to be present when the rates for RMP will be in effect.”16 247 


To adjust for these “atypical” market conditions, Ms. Bulkley feels it is critical to use 248 


“forward looking assumptions to estimate the cost of equity.”17 The Division is highly 249 


                                            
16 See Rocky Mountain Power, Direct Testimony of Ann E. Bulkley, lines 727 – 730. 


17 Id, lines 733—735. 
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uncomfortable with the use of “forward looking assumptions” to calculate the ROE for 250 


RMP.  Calculating an appropriate ROE for a company is already difficult and requires a 251 


solid framework of analysis from a variety of ROE estimation models and judgment at 252 


each important step.  Although ratemaking is both an art and a science, if the inputs or 253 


assumptions of the model are flawed then the analysis and judgment will be equally 254 


flawed. 255 


The biggest concern the Division has, is the significant potential for flawed data when 256 


using forward-looking assumptions to estimate the cost of equity.  In a rate making 257 


proceeding where even small percentages can have significant impacts, there should be 258 


caution in the use of forward looking projections.  The longer the horizon with the 259 


projections the greater the likelihood of flawed assumptions and judgment which would 260 


over of understate the correct ROE for RMP. The Division is not comfortable trying to 261 


project that far into the future to set the appropriate return on equity for RMP. 262 


The Commission in past rate cases has generally avoided using data points that 263 


included projected calculations or assumptions and used the best data available at the 264 


time of the general rate case.  The Commission should place little if any weight or merit 265 


to models that are using forward-looking18 assumptions when there is current data 266 


available.    267 


                                            
18 The Division recognizes that at times the Commission has used “forward-looking” information.  An 
excellent example is using a forward-looking test year.  The major difference is that a forward-looking 
test year is allowed by statute, reviewed by the parties and agreed upon as part of the general rate case.  
Additionally, the future projections are being made by RMP on its business.  There is a higher level of 
comfort with this type of projection where costs, rate base, and other items are easier to control by the 
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2.  The DCF model calculation in RMP AEB-4 Constant Growth DCF Model does not 268 


use the 75 percent earnings growth and 25 percent dividend growth calculation as 269 


ordered in the 2002 Questar General Rate Case.   270 


This is inconsistent with the Commission’s order in that case.  Using the 75 percent 271 


earnings growth and 25 percent dividend growth calculation, as ordered by the 272 


Commission, considers the fact that while the model is theoretically about dividends 273 


and not earnings, it also reflects that dividend growth is related to earnings growth.  274 


Implicit, is the concept that differences between dividend growth and earnings growth 275 


rates in the near-term have a greater effect on the cost of equity than any such 276 


differentials in the far future. Therefore, in addition to being ordered by the 277 


Commission, this weighting scheme is reasonable and has been used as part of my 278 


analysis. 279 


3.  Regarding her Constant DCF Model Ms. Bulkley stated “it is appropriate to exclude 280 


Constant Growth DCF results below a specified threshold at which equity investors 281 


would consider such returns to provide an insufficient return increment above long-282 


term debt costs.”19  283 


                                                                                                                                             
company.  RMP has zero control of the risk-free-rate, future stock prices, future dividend yield, etc.  Each 
of those items are controlled by the financial markets.  


19 See Rocky Mountain Power, Direct Testimony of Ann E. Bulkley, lines 944-951. 
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The analysis shows that 7.0 percent was the minimum threshold at which Ms. Bulkley 284 


eliminated the results of comparable companies.20  Although the Division understands 285 


the rationale given by Ms. Bulkley, it does not seem like a prudent adjustment to 286 


arbitrarily eliminate DCF results below 7.0 percent.   287 


4.  Ms. Bulkley’s Projected DCF Model analysis in RMP Exhibit AEB-5 includes 288 


Value Line projected growth rates for years 2023 - 2025.  The two data points projected 289 


in Ms. Bulkley’s Projected DCF Model are stock price and annualized dividend from a 290 


time frame past the 2021 test year.  Using these projected analyst estimates undermines 291 


a major premise of the DCF models, which is only one assumption or calculation must 292 


be made, the appropriate dividend or earnings growth rate.  Each point of data is 293 


projected which increases the possibility that the results of the model will be inaccurate.  294 


As stated earlier, projected growth rates are not in the public interest and should not be 295 


included in the analysis for the ROE of RMP.  The Commission should give no weight 296 


to these calculations. 297 


5.  Ms. Bulkley’s CAPM model calculation includes an Equity Risk Premium however 298 


the calculated Equity Risk Premium does not appear to be using a generally accepted 299 


methodology that has been published and peer reviewed like other financial theories.  300 


As I will discuss in detail later, the Equity Risk Premium calculated by Ms. Bulkley 301 


over-estimates the market risk premium leading to a higher CAPM cost of equity result 302 


                                            
20 See Rocky Mountain Power, Direct Testimony of Ann E. Bulkley, footnote 74. 
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for RMP.  The Division believes the Commission should use an Equity Risk Premium 303 


from established, and well known sources.   304 


6.  Ms. Bulkley’s CAPM analysis uses projected risk-free-rates.   Later, evidence will 305 


be provided that shows the error in projecting risk-free-rates and why those projected 306 


risk-free-rates should not be considered. 307 


7. In her attachment AEB-7 Risk Premium Analysis, Ms. Bulkley uses the Blue Chip 308 


Near-Term Projected Forecast (Q3 2020 – Q3 2021) and Blue Chip Long-Term 309 


Projected Forecast (2021-2025) to calculate the ROE for RMP.  As stated before, 310 


forward-looking interest projections are not in the public interest and should be 311 


excluded from the analysis.  The primary model point the Commission should use in its 312 


measured judgment of ROE is the analysis that uses the current 30-day average of 30-313 


year U.S. Treasury bond yield. 314 


8.  In Ms. Bulkley’s direct testimony at line 196 she states “[t]o the extent the utility is 315 


provided the opportunity to earn its market-based cost of capital, neither customers nor 316 


shareholders are disadvantaged.”21    317 


The Division agrees that models using a market-based cost of capital are appropriate 318 


and should be the only models considered.  Ms. Bulkley includes in her analysis an 319 


ROE calculation using the Expected Earnings (EE) Analysis.  As will be shown later in 320 


my testimony, the EE is not a market based model.  Additionally, there are some 321 


                                            
21 See Direct Testimony of Ann E. Bulkley lines 196 - 197 
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inherent flaws with the model that has caused this method to lose favor in regulatory 322 


proceedings.  Because of these flaws and the model not being market based, the 323 


Commission should not include the results of the model in RMP’s ROE calculation.  As 324 


stated by Ms. Bulkley, if the Commission were to include an ROE analysis that was not 325 


market based, either shareholders or customers would be disadvantaged, and this is not 326 


in the public interest. 22 327 


Q. DOES MS. BULKLEY’S ANALYSIS SUPPORT A 10.2 PERCENT ROE WHEN 328 


ADJUSTED FOR THE ABOVE STATED ISSUES? 329 


A. No.  I performed an analysis adjusting for each item the Division was uncomfortable 330 


with in Ms. Bulkley’s testimony. Using the information provided by Ms. Bulkley and 331 


adjusting each calculation results in a ROE range of 5.83 percent to 9.53 percent.  332 


Below is a chart similar to what Ms. Bulkley used in her testimony showing the new 333 


calculated rates with the suggested adjustments. 334 


                                            
22 Id. 
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Figure 1: Summary of Cost of Equity Analytical Results 335 


  336 


V. CAPITAL STRUCTURE 337 


Q. WHAT IS REQUIRED TO DEVELOP AN OVERALL RATE OF RETURN FOR 338 


A PUBLIC UTILITY?  339 


A. The first step in developing an overall rate of return is to select the capital structure 340 


ratios.  Next, the cost or rate for each capital component, debt and equity, is 341 


determined.  The overall rate of return is the product of weighting each capital 342 


component by its respective cost of capital.  This procedure results in RMP’s overall 343 


rate of return, weighted average cost of capital (WACC), being weighted properly to 344 


reflect the amount of capital and cost of capital for both debt and equity.  345 


Q. WHAT CAPITAL STRUCTURE RATIO IS APPROPRIATE TO USE TO 346 


DEVELOP RMP’S OVERALL RATE OF RETURN? 347 


A. The Division recommends using the capital structure proposed by RMP witness Ms. 348 


Nikki L. Kobliha.  The Division recognizes the proposed equity portion is higher than 349 


other electric utilities and higher than the ratios followed by RMP in the past.  Because 350 
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RMP is a vertically integrated electricity utility with increased capital expenses, using a 351 


higher equity portion now to mitigate possible financing risks is reasonable.  352 


Q. IS THERE A SET OF REGULATORY AND FINANCIAL PRINCIPLES USED 353 


TO DETERMINE THE APPROPRIATE CAPITAL STRUCTURE FOR COST 354 


OF CAPITAL PURPOSES?  355 


A. Yes.  There is a general set of regulatory and financial principles used in deciding the 356 


capital structure issue for cost of capital purposes that are consistent with both 357 


regulatory and financial theories:23 358 


1. It is generally preferable to use a utility’s actual capital structure in developing its 359 


rate of return.  However, in deciding whether a departure from this general 360 


preference is warranted in a particular case, it is appropriate to first look to the 361 


issue of whether the utility is a financially independent entity.24  In determining 362 


whether a utility is a financially independent entity or self-financing, it is important 363 


to look to whether the utility: (1) has its own bond rating; (2) provides its own debt 364 


financing; and (3) debt financing is not guaranteed by a parent company. 365 


2. When a utility issues its own debt that is not guaranteed by the public or private 366 


parent and has its own bond rating, regulatory and financial principles indicate to 367 


use a utility’s own capital structure, unless the utility’s capital structure is not 368 


representative of the utility’s risk profile or where use of the actual capital structure 369 


                                            
23 See generally Roger A. Morin Ph.D., Utilities Cost of Capital, 14-18 (1984). 


24 See generally Fundamentals of Financial Management, 7th Edition, chapters 5, 8, 9, and 12.  
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would create atypical results.  Regulatory and financial principles require the 370 


analyst to determine whether the actual capital structure is atypical when compared 371 


with the capital structure approved by the Commission for other utilities that 372 


operate in the same industry (i.e., water utility, gas distribution utility, 373 


telecommunications company, etc.), as well as those of proxy utility companies that 374 


operate in the same industry. 25 375 


3. If a utility does not provide its own financing, public utility commissions often look 376 


to another entity.  Generally, public utility commissions use the actual capital 377 


structure of the entity that does the financing for the regulated utility as long as it 378 


results in just and reasonable rates.  This generally means using a parent company. 379 


 Once the cost of equity for the proxy companies is determined, public utility 380 


commissions should determine where to set the utility’s return based upon how the 381 


utility’s risk compares with that of other utilities that operate in the same industry (i.e. 382 


water utility, gas distribution utility, etc.).  The risk analysis begins with the assumption 383 


that the utility generally falls within a broad range of average risk, absent highly 384 


unusual circumstances that indicate an inconsistently high or low risk as compared to 385 


other utilities that operate in the same industry.  Generally, financial risk is the function 386 


                                            
25 For a comprehensive overview of the regulatory process and the issues involved, see Howe, K.M. and 
Rasmussen, E.F. Public Utility Economics and Finance, Englewood Cliffs, N.J.: Prentice-Hall, Inc., 
(1982).  
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of the amount of debt in an entity’s capital structure used for the cost of capital 387 


purposes.  When there is more debt, there is more risk everything else being equal.26  388 


 Q. CAN YOU DISCUSS HOW THE FINANCIAL PRINCIPLES OUTLINED 389 


ABOVE APPLY TO RMP? 390 


A. Yes.  RMP is wholly owned subsidiary of Berkshire Hathaway Energy Company 391 


(BHE).  Even though RMP is wholly owned by BHE, RMP has obtained debt 392 


independent of the parent company.27  Using these guiding principles, it would seem 393 


reasonable at first glance to use the actual capital structure of RMP in this proceeding.  394 


As discussed in Ms. Kobliha’s testimony, RMP has a number of capital expenditures 395 


that will require new sources of capital.  To help fund these capital expenditures RMP 396 


is requesting a 46.32 percent debt and 53.67 percent equity capital structure.  This is a 397 


higher equity position than RMP has been authorized to use in the past.  RMP is a 398 


vertically integrated electric company and a higher equity portion seems reasonable in 399 


order to help fund the additional capital expenditures.  The higher equity portion will 400 


allow RMP to maintain its favorable credit ratings and allow RMP to reasonably 401 


manage its financing costs.  402 


VI. COST OF DEBT 403 


Q. DO YOU HAVE A COMMENT ABOUT THE COST OF DEBT INCLUDED IN 404 


THE APPLICATION?  405 


                                            
26 See generally Kahn, Alfred E. The Economics of Regulation Principles and Institutions Volume 1 and 
Volume II, The MIT Press (1988). 


27 Rocky Mountain Power Direct Testimony of Nikki L. Kobilha Exhibit NLK-1. 
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A. Yes.  The original application provided specific interest rates for the existing debt 406 


obligations.  Using the information provided,28 the Division has reviewed the debt and 407 


agrees that the cost of debt for RMP should be 4.81 percent.   408 


VII. COST OF COMMON EQUITY 409 


Q. WILL YOU SUMMARIZE THE RETURN ON EQUITY AMOUNT THE 410 


DIVISION IS RECOMMENDING FOR THIS CASE? 411 


A. Yes. I have completed and included the calculations for the various models and 412 


recommend that the appropriate cost of equity for RMP is 9.25 percent.  The Division’s 413 


recommendation is higher than the calculated range of 7.24 percent to 9.17 and is based 414 


on an evaluation of the DCF, CAPM, and Risk Premium Method.  The reason for this 415 


recommendation will be addressed later in my testimony.  The recommended range is 416 


just and reasonable to the ratepayers and to RMP and is comparable with the 9.55 417 


average authorized rate of return for electric companies in 2020.29  The results of the 418 


Division’s calculations are summarized in DPU Exhibit 2.01 DIR.   419 


 VIII. DIVISION ANALYSIS 420 


A. AN OVERVIEW OF COST OF COMMON EQUITY MODELS 421 


Q. WHAT METHODS DID YOU LOOK AT TO ESTIMATE THE CURRENT 422 


MARKET COST OF EQUITY FOR RMP? 423 


A. I used similar models to those used in previous rate cases before the Commission and 424 


similar to those used in Ms. Bulkley’s analysis.  I have included a Constant Growth 425 


                                            
28 Direct Testimony of Nikki L. Kobilha for RMP Exhibit NLK-1. 


29 Please see DPU Exhibit 2.07 Past Allowed ROR. 
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Discounted Cash Flow or DCF model. Within the model I have considered the growth 426 


rates from multiple sources.  I have included multiple risk premium models (RPM), 427 


including the capital asset pricing model (CAPM), and the Bond-Yield-Risk-Premium 428 


approach.  Later in this section, I will discuss the issues with the Expected Earnings (EE) 429 


approach, why it is not considered a market based ROE estimation tool and why this 430 


model is falling out of favor with regulatory commissions. 431 


Q. PLEASE BRIEFLY DESCRIBE THE DCF MODEL. 432 


A. The DCF model assumes that the value of ownership in a common stock is based upon 433 


the returns the stockholder expects to receive into perpetuity.  It incorporates the current 434 


dividend and the prospects for growth in that dividend over time.  Among other things, 435 


the model assumes that the expected price-to-earnings ratio for the company’s stock will 436 


remain constant at the current level.  In the DCF model it is assumed that there exists a 437 


growth rate “g” that is constant. That is, this “g” will adequately serve as a surrogate for 438 


the growth in dividends for all periods of time in the future.  The formula used is:   439 


     k e = D0*(1+g)/P0  + g 440 


    Where:  k e  is the cost of common equity 441 
       D0 is the current dividend 442 
       P0 is the current stock price 443 
       g  is the (constant) growth rate 444 
 445 


Q. WHAT ARE THE STRENGTHS AND WEAKNESSES OF THE DCF MODELS? 446 


A.    Briefly, the strengths of the models are their simplicity and ease of application, 447 


particularly in the single-stage version of the model.  DCF models are derived directly 448 
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from the financial theory that the price of a common stock is equal to the present value 449 


of the expected future cash flow to stockholders.  Two of the three principal 450 


components of the model are directly observable in the market: the dividend and the 451 


stock price.  The future growth rate is necessarily an estimate, and thus can be 452 


controversial.  The single-stage model can be faulted because of its assumption that 453 


there is a single growth rate, usually derived from relatively short-term growth 454 


forecasts that will apply to the company into the indefinite future (theoretically 455 


forever).  Non-constant and multi-stage DCF models use changing growth rates in 456 


future periods and sometimes changing discount rates, but they are increasingly 457 


complex.  Moreover, without knowledge of future events there is no reason to conclude 458 


that multi-stage DCF models are more accurate than single stage models unless there is 459 


a known anomaly in the short term. 460 


Q. AS YOU MENTIONED EARLIER, IN THE 2002 QUESTAR GAS GENERAL 461 


RATE CASE, THE COMMISSION ADOPTED A 75 PERCENT WEIGHTING ON 462 


EARNINGS GROWTH ESTIMATES AND 25 PERCENT WEIGHTING ON A 463 


DIVIDEND GROWTH ESTIMATE.  DO YOU HAVE ANY COMMENTS ON 464 


THIS WEIGHTING? 465 


A.    Yes.  For a DCF model, this weighting appears reasonable.  It gives consideration to the 466 


fact that the model is theoretically about dividends and not earnings, but also reflects 467 


that dividend growth is related to earnings growth.  Also implicit is the concept that 468 


differences between dividend growth and earnings growth rates in the near-term have a 469 


greater effect on the cost of equity than any such differentials in the long-term.  I 470 


believe the current weighting is reasonable and should continue to be used. 471 
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Q. PLEASE BRIEFLY DESCRIBE THE CAPITAL ASSET PRICING MODEL. 472 


A.    The CAPM is a type of risk premium model.  CAPM grew out of theoretical work in 473 


modern portfolio theory in the 1960s.  Modern portfolio theory has shown that diversified 474 


portfolios could reduce the variability in the value of those portfolios and that a risk 475 


factor called “beta” could be used to estimate the relative variability of a portfolio to the 476 


market portfolio.  The theory of CAPM is that the cost of equity is equal to the risk free 477 


rate plus a market risk premium adjusted by the beta risk factor.  The market risk 478 


premium is the additional return over the risk free rate that a portfolio of all risky 479 


investments, i.e. the “market,” would expect to earn.  One of the theoretical 480 


underpinnings of CAPM is that investors through a diversified portfolio could virtually 481 


eliminate risk specific to a particular investment such that if the investor were sufficiently 482 


diversified, he would only face the risk of the market, which is also called systematic 483 


risk.  Beta is a measure of the volatility of an investment’s value compared to the market 484 


as a whole and will indicate to an investor how a given investment will affect the 485 


systematic risk of his portfolio.  Under CAPM theory investors are not rewarded for the 486 


specific risks of a particular investment because these risks can be diversified away.  The 487 


only reward the investor receives is the systematic risk, represented by the beta that an 488 


investment brings with it to the portfolio. 489 
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 The calculation of the CAPM cost of equity for a company is straight forward and is 490 


based upon readily available information.  This model is widely taught in the academic 491 


literature and is widely used in industry.30 492 


 The formula for the CAPM is as follows: 493 


      k e = RFR0 + β * (MS-RFR) 494 


    Where:  k e  is the cost of common equity 495 
       RFR0 is the current risk free rate 496 
       β is beta, the risk adjustment factor 497 
  (MS-RFR) is the market risk premium which can be 498 


decomposed into two factors: The overall market return, 499 
MS, and the RFR that is compatible with the way the MS 500 
was estimated. 501 


Q. PLEASE BRIEFLY DISCUSS THE STRENGTHS AND WEAKNESSES OF THE 502 


CAPITAL ASSET PRICING MODEL. 503 


A.    The strengths include a firm theoretical basis for the model, its relative simplicity, and 504 


intuitive appeal.  The model is widely taught and widely used in corporate America.  The 505 


downside of the model is that there is little consensus on how each of the factors are 506 


developed and how the model is implemented. 507 


                                            
30 Modern portfolio theory and the capital asset pricing model are discussed in detail in texts on corporate 
finance and investment valuation. See, for example: 


 Brealey, Richard A., Stewart C Myers and Franklin Allen. (2006). Principles of Corporate 
Finance 8th ed. New York: McGraw-Hill Irwin.  


 Brigham, Eugene F. and Joel F. Houston. (2007). Fundamentals of Financial Management 5th ed. 
Mason, Ohio: Thomson South-Western. 


 Damodaran, Aswath. (2002). Investment Valuation. New York: John Wiley & Sons, Inc. 


 Parcell, David C. (1997). The Cost of Capital – A Practitioners Guide. 
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 Different analysts will likely choose different risk free rates, which will affect the 508 


outcome.  Academics sometimes favor using a Treasury Bill rate as the most nearly true 509 


risk free security, while practitioners favor longer-term bond rates to match the apparent 510 


holding period of the asset.  Beta is calculated in various ways using different base 511 


periods, market proxies, and other measurement differences, such as the frequency of the 512 


observations and even the day of the week the observations are made.  Some services 513 


offer “adjusted” betas that “correct” the calculated or “raw” beta to account for the 514 


apparent tendency of betas to revert to a mean over time.  The available services assume 515 


that the mean that the betas revert to is the market beta, which is 1.0.  516 


 Perhaps the most hotly debated factor is the market risk premium, that is, the premium 517 


return investors demand from stocks over the risk free rate.  Some practitioners support 518 


the use of the arithmetic average of the difference between historical stock market returns 519 


(with the Standard & Poor’s 500 Index as a proxy) and long-term (approximately 20 520 


years) treasury bond returns since 1926 as popularized by Ibbotson Associates over the 521 


last 30 years or so.31  This approach has been criticized by academics and others on a 522 


number of grounds.  Some say the historical time period is too long, reaching back to a 523 


much different economy than we have today.  Others have cited technical problems with 524 


the data Ibbotson compiled. One technical problem is referred to as “survivor bias.” 525 


Survivor bias refers to the fact that the underlying Ibbotson data is composed of 526 


companies that were successful, losers are not included. Studies indicate that this bias 527 


                                            
31 Stocks, Bonds, Bills, and Inflation (SBBI), any edition, published annually by Ibbotson Associates.    
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inflates the Ibbotson-based market risk premiums by about 1 to 2 percentage points.32  528 


Another issue is the use of arithmetic averages versus geometric averages.  Ibbotson 529 


Associates, Brealey, Myers, and Allen among others, argue that arithmetic averages 530 


produce the appropriate unbiased estimates of returns.  The use of arithmetic averages 531 


significantly overstates the actual returns an investor would have actually received over a 532 


long historical period of time, a time period in which the geometric average accurately 533 


reflects the actual experiences of investors.  For this reason and others, some experts 534 


advocate geometric returns.33  In short, there is great dispute about how the market risk 535 


premium should be estimated.  For my analysis, I have used the Duff and Phelps data 536 


because it is readily available and widely used.   537 


 Empirical studies of stock returns have turned up anomalies that have suggested flaws 538 


in the CAPM.  In order to correct for these anomalies (and save the basic theoretical 539 


construction) additional factors have been specified for the model such as the Fama-540 


French five-factor model or add-ons to the model such as adjustments for size or 541 


industry.  None of these adjustments have avoided controversy.  The practical 542 


implementation of the CAPM has resulted in controversy and disagreement.  Despite 543 


these problems the CAPM is widely used and has an established theoretical basis.  The 544 


                                            
32 Brigham, Eugene F. and Joel F. Houston. (2007). Fundamentals of Financial Management 5th ed. 
Mason, Ohio: Thomson South-Western. p. 272. 


33 For a discussion of geometric versus arithmetic averages, see Damodaran Aswath. (2002). Investment 
Valuation. New York: John Wiley & Sons, Inc. pp. 161-162 and PPC’s Guide to Business Valuations, 
Volume 1, paragraph 502.8, Practitioners Publishing Company, Fort Worth Texas, February 2006. 
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fact of its widespread use necessitates that an analyst at least consider the CAPM in 545 


evaluating a cost of equity problem. 546 


Q. PLEASE BRIEFLY DESCRIBE THE COMPARABLE EARNINGS MODEL. 547 


A. The CE Model is the oldest of ROE methods, is simple and straightforward, but has 548 


generally fallen out of use in the United States.34  The basic premise of the CE 549 


approach is that the model uses the return earned on book equity investment by 550 


enterprises of comparable risks as the measure of fair return.  The CE approach stems 551 


from a particular interpretation of the Hope language that states returns are to be 552 


defined as book rates of return on equity of other comparable firms. Book return on 553 


common equity is computed by dividing the earnings available to common 554 


shareholders by the average book common equity.  ROE should be measured using 555 


“normalized” earnings, that is, earnings before extraordinary items and unusual 556 


charges.  To implement the approach, a group of companies comparable in risk to a 557 


specified utility is defined, the book return on equity is computed for each company 558 


and the allowed return is set equal to the average return on book value for the sample.  559 


The reference group of companies is usually made up of unregulated industrial 560 


companies of similar risk.35 561 


                                            
34 National Association of Regulatory Commissioners: A Cost of Capital and Capital Markets Primer for 
Utility Regulators April 2020, page 18. 


35 Roger A. Morin, New Regulatory Finance 381 (Public Utilities Reports, Inc. 2006) (Morin) at 381 
emphasis added. 
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 The rationale of the method is that regulation is a duplicate of competition.  The 562 


profitability of unregulated firms is set by the free forces of competition.  In the long 563 


run, the free entry of competitors would limit the profits earned by the unregulated 564 


companies, and conversely, unprofitable ventures and product lines would be 565 


abandoned by the unregulated companies.  In other words, the free entry and exit of 566 


competitors should ensure that the profits earned by non-regulated firms are normal in 567 


the economic sense of the term.  Aggregating book rates of return over a large number 568 


of comparable risk unregulated companies would even out any abnormal short-run 569 


profit aberrations, while averaging over time would dampen any cyclical aberrations.  570 


Thus, by averaging the book profitability of a large number of unregulated companies 571 


over time, an appropriate measure of the fair return on equity for a public utility is 572 


obtained.36 573 


Q. PLEASE BRIEFLY DISCUSS THE STRENGTHS AND WEAKNESSES OF THE 574 


COMPARATIVE EARNINGS MODEL. 575 


A.    One of the positives of the CE Model is that it requires two inputs: recently reported 576 


earnings per share from the income statement and recently reported book value of 577 


common equity per share from the balance sheet.  Some additional positives are that the 578 


method is easily understood, and is firmly anchored in regulatory tradition.  Because 579 


the model aggregates book rates of return over a large number of comparable risk 580 


unregulated companies, it avoids the problem of overstating or understating investor 581 


return requirements when prices and book values are materially different from unity. 582 
                                            
36 Id, at 381. 
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 The major drawback of the CE approach is that the method is not market-based since 583 


the calculation relies only on historical accounting data from financial statements, this 584 


approach does not technically measure the cost of equity because no market 585 


information is utilized.  Dr. Morin explains this issue when he states:  586 


[m]ore simply, the CE standard ignores capital markets.  If interest rates 587 
go up 2 percent for example, investor requirements and the cost of equity 588 
should increase commensurably, but if regulation is based on accounting 589 
returns, no immediate change in equity costs results.  Investors capitalize 590 
expected future cash flows and not current earnings, and what was earned 591 
on book value is not directly related to current market rates.37 592 


 When regulated utilities are utilized in the proxy group the problem of circularity 593 


surfaces.  The market return on equity for regulated firms is determined by competitive 594 


forces, unlike the book return on equity which instead reflects past actions of regulatory 595 


commissions.  It would indeed be circular to set a fair return based solely on the past 596 


actions of other regulators.  But to the extent that regulators set the allowed rate of 597 


return based on market-based methodologies, rather than accounting-based methods or 598 


the allowed returns of other regulators, the circularity problem is mitigated.38 599 


 Other issues with the CE discussed by Dr. Morin include: 600 


 [W]hen the utility’s current book rate of return is compared to that of 601 
firms of comparable risk, it is assumed that there is a fundamental 602 
theoretical relationship between accounting returns and risk.  But no such 603 
relationship exists in financial theory.  The risk-return tradeoff found in 604 
financial theory is expressed in terms of market values rather than in terms 605 


                                            
37 Roger A. Morin, New Regulatory Finance 393 (Public Utilities Reports, Inc. 2006) (Morin) at 393 


38 Id. at 125  
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of accounting values.  Only if long time periods are examined and broad 606 
aggregates are used can an empirical relationship between risk and 607 
accounting return be found. 608 


Dr. Morin continues: 609 


 Another blemish of the Comparable Earnings method is that comparisons 610 
of book rates of return among companies are computationally misleading 611 
because of differences among companies in their accounting procedures.  612 
Despite the umbrella of generally acceptable accounting principles, areas 613 
of difference include the treatment of inventory valuation, depreciation, 614 
investment tax credits, deferred taxes, and extraordinary items.  The lack 615 
of accounting homogeneity is exacerbated by the necessity of studying 616 
nonregulated companies, which are likely to exhibit greater accounting 617 
differences.39 618 


Q. YOU JUST DISCUSSED CHALLENGES WITH A COMPARATIVE EARNINGS 619 


MODEL BUT DIDN’T MS. BULKLEY DO AN EXPECTED EARNINGS 620 


ANALYSIS?  ARE THERE SIMILARITIES BETWEEN A COMPARATIVE 621 


EARNINGS MODEL AND AN EXPECTED EARNINGS ANALYSIS? 622 


A.    Yes.  Ms. Bulkley performed an EE analysis.  The EE method shares some similarities 623 


to the CE method, but its primary distinguishing characteristic is that it is forward-624 


looking.  The EE methodology provides an accounting-based approach that uses 625 


investment analysts estimates of return (net earnings) on book value (the equity portion 626 


of a company’s overall capital, excluding long-term debt.)  Thus, the two data 627 


components needed to implement the EE methodology are: 1) a measure of expected 628 


earnings (or earnings per share); and 2) book value of equity (or book value per share).  629 


Due to its forward-looking nature, the EE method does not suffer from circularity 630 


concerns. 631 


                                            
39 Id, at 393. 
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 Because there are similarities between the EE and CE method many of the same 632 


challenges discussed with the CE model would also be applicable in an EE analysis.  633 


The biggest concern is that the method is not market-based and instead relies on an 634 


accounting-based approach.  As previously quoted by Dr. Morin, this approach would 635 


“ignore the capital markets” just like the CE method. 636 


Q. DO YOU BELIEVE IT IS APPROPRIATE TO USE THE EXPECTED 637 


EARNINGS MODEL FOR DETERMING THE COST OF CAPITAL? CAN YOU 638 


EXPLAIN THE REASONS WHY? 639 


A.    No.  The first reason is that an EE model is not market-based.  When determining ROE 640 


for RMP the Commission is establishing a utility’s ROE to equal the estimated return 641 


investors would require in order to purchase stock in the utility at its current market 642 


price.  As discussed previously, in Hope, the Supreme Court explained that “the return 643 


to the equity owner should be commensurate with returns on investments in other 644 


enterprises having corresponding risks.”  In order to determine this, parties must 645 


analyze the returns that are earned on investments in other enterprises having 646 


corresponding risks, but investors cannot invest in an enterprise at book value and must 647 


instead pay the prevailing market price for an enterprise’s equity.  As a result, the 648 


expected return on a utility’s book value does not reflect “returns on investments in 649 


other enterprises” because book value does not reflect the value of any investment that 650 


is available to an investor in the market, outside of the unlikely situation in which 651 


market value and book value are exactly equal.    652 
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 The second reason is that an EE model requires only two data points to calculate.  653 


Although admittedly this does simplify the calculation for each of the parties involved, 654 


unfortunately, the simplicity of the calculation is a result of the model not reflecting a 655 


utility’s cost of equity.  The Federal Energy Regulatory Commission (FERC) stated the 656 


following regarding an EE model:   657 


 While it may be true that the Expected Earnings model does not involve 658 
the same complexities as the market-based approaches, we find that this is 659 
because it does not reflect a utility’s cost of equity. It is simpler because it 660 
does not consider the market price that an investor must pay to make its 661 
investment and other factors such as projected growth rates for the subject 662 
utility. Factors such as these—in particular the market price that an 663 
investor must pay for an investment, which is the basis for determining the 664 
return on that investment—are critical to determining a utility’s cost of 665 
equity. While it may be simpler to use a model that does not consider such 666 
factors, doing so renders that model unable to effectively estimate the rate 667 
of return that investors require to invest in the market-priced common 668 
equity capital of a utility, which is the utility's cost of equity capital. We 669 
find that it is not appropriate to use a model that does not accurately 670 
measure the “return to the equity owner” as required by Hope merely 671 
because it may be simpler to administer. We are cognizant of the 672 
administrative burden that is placed on parties to evaluate models that are 673 
used in analyzing ROEs, but the mere simplicity of one model as 674 
compared to others does not justify using that model if it does not assist us 675 
in ensuring that returns to equity owners are just and reasonable.40   676 


Because the EE model is not market-based and does not reflect a utility’s cost of equity 677 


the Commission should exclude any analysis that uses an EE model. 678 


Q. HAS FERC SAID MORE ABOUT EE MODELS? 679 


A.    Yes.  In FERC’s Opinion 569 quoted above, FERC dealt with the appropriate ROE for 680 


companies and the methodologies FERC would consider when setting an ROE for 681 
                                            
40 Federal Energy Regulatory Commission Opinion NO. 569 Order on Briefs, Rehearing and Initial 
Decision, November 21, 2019 paragraph 204. 
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utilities.  A considerable part of the order issued by FERC dealt with an EE method.  682 


Quoted below are some pertinent statements from FERC regarding an EE method in 683 


determining a fair ROE for a regulated utility. 684 


We find that the record does not support departing from our traditional use 685 
of market-based approaches to determine base ROE. Under the market-686 
based approach, the Commission sets a utility’s ROE to equal the 687 
estimated return that investors would require in order to purchase stock in 688 
the utility at its current market price. In Hope, the Supreme Court 689 
explained that “the return to the equity owner should be commensurate 690 
with returns on investments in other enterprises having corresponding 691 
risks. In order to determine this, we must analyze the returns that are 692 
earned on “investments in other enterprises having corresponding risks,” 693 
but investors cannot invest in an enterprise at book value and must instead 694 
pay the prevailing market price for an enterprise’s equity. As a result, the 695 
expected return on a utility’s book value does not reflect “returns on 696 
investments in other enterprises” because book value does not reflect the 697 
value of any investment that is available to an investor in the market, 698 
outside of the unlikely situation in which market value and book value are 699 
exactly equal. Accordingly, we find that relying on the Expected Earnings 700 
model would not satisfy the requirements of Hope. 41 701 


The FERC Commission continued to explain its position regarding an EE methodology 702 


stating: 703 


The return on book value is also not indicative of what return an investor 704 
requires to invest in the utility’s equity or what return an investor receives 705 
on the equity.  Because an investor cannot purchase a utility’s common 706 
stock at book value and must instead pay the prevailing market price for 707 
common equity, the utility’s expected earned return on book value is 708 
indicative of neither what an investor can expect to earn on an investment 709 
in the utility’s common stock nor what return an investor requires to invest 710 
in the utility’s common stock. Accordingly, return on book value does not 711 
reflect ‘the return to the equity owner’ that we must ensure is 712 
‘commensurate with returns on investments in other enterprises’; therefore 713 


                                            
41 Id. 
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we find that this model is not useful in ensuring that the standards of Hope 714 
are satisfied. 42 715 


Finally the FERC concluded: 716 


The return on book value is also not indicative of what return an investor 717 
requires to invest in the utility’s equity or what return an investor receives 718 
on the equity.  Because an investor cannot purchase a utility’s common 719 
stock at book value and must instead pay the prevailing market price for 720 
common equity, the utility’s expected earned return on book value is 721 
indicative of neither what an investor can expect to earn on an investment 722 
in the utility’s common stock nor what return an investor requires to invest 723 
in the utility’s common stock. Accordingly, return on book value does not 724 
reflect ‘the return to the equity owner’ that we must ensure is 725 
‘commensurate with returns on investments in other enterprises’; therefore 726 
we find that this model is not useful in ensuring that the standards of Hope 727 
are satisfied.43 728 


And that: 729 


[T]he question before the Commission is whether to adopt the proposal in 730 
the Briefing Order to directly use the results of the Expected Earnings 731 
model in the ROE estimate calculations that are the foundation of our 732 
ROE analysis…We find that stronger evidence is required to support a 733 
decision to include the Expected Earnings model as a direct input in our 734 
ROE methodology than is required to merely use it as corroborative 735 
evidence for placing an ROE within the zone of reasonableness. We have 736 
directed the parties in these proceedings to address the Briefing Order’s 737 
proposal to use the Expected Earnings model as a direct input in our ROE 738 
methodology and, in light of the evidence that they have provided, we find 739 
that there is not sufficient support to use the Expected Earnings model as a 740 
direct input in our ROE methodology.44 741 


On May 21, 2020, FERC issued an Order on Rehearing of Opinion No. 569-A.  In that 742 


order FERC “denied the requests for rehearing of [FERC]’s decision to exclude the 743 


                                            
42 Id. 


43 Id. 


44 Federal Energy Regulatory Commission Opinion NO. 569 Order on Briefs, Rehearing and Initial 
Decision, November 21, 2019 paragraph 226. 
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Expected Earnings model from its base ROE analysis.”45  FERC shared that “that the 744 


requests for rehearing largely repeat arguments parties previously made and which 745 


[FERC] addressed in Opinion No. 569. Nothing in the rehearing requests persuades us 746 


to alter our decision here.”46 747 


The Commission should exclude the use of an EE analysis similar to what the FERC 748 


has done with its ROE calculations. 749 


B. COMPARABLE (PROXY) COMPANIES 750 


Q. WHAT ARE THE “COMPARABLE COMPANIES” YOU REFERRED TO AND 751 


HOW WERE THEY CHOSEN? 752 


A.    One of the first steps in the estimate of cost of equity is the selection of publicly traded 753 


“comparable,” or “proxy” companies.  These proxy companies’ market returns and 754 


characteristics would be studied in order to infer from them what the appropriate cost of 755 


equity should be for RMP.  The selection and use of comparable companies is obviously 756 


critical since RMP itself is not an independent, publicly traded company.  Even if RMP 757 


were publicly traded it would be advisable to compare it with closely related companies 758 


in its industry.   759 


                                            
45 Federal Energy Regulatory Commission Opinion NO. 569-A Order on Rehearing, May 21, 2020 
paragraph 125. 


46 Id. 
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 The Company’s witness, Ms. Bulkley, chose twenty-four companies as cited in her 760 


testimony.47  The proxy companies selected by Ms. Bulkley seem reasonable and the 761 


same companies were used by the Division in its analysis. 762 


C. APPLICATION OF COST OF EQUITY MODELS 763 


1. DCF Models 764 


Q. PLEASE DESCRIBE HOW YOU DEVELOPED THE DCF MODELS. 765 


A.    First, I calculated the current dividend yield for each of the comparable companies. The 766 


dividend was based upon information provided by Value Line.  I used a 30-trading day 767 


average closing price from July 1, 2020 to July 31, 2020.48 The 30-trading day average 768 


closing price was used to smooth out random fluctuations that might exist in the stock 769 


price data. The historical price information was obtained from Yahoo! Finance.  Next, I 770 


took earnings and dividend growth rates from the latest Value Line reports for each 771 


comparable company as well as the latest updates on Value Line’s web site accessed July 772 


16, 2020.  This information was combined with the consensus earnings growth estimates 773 


reported by Zack’s, Yahoo, and Value Line. 774 


 Second, I considered several different growth rate estimates for the DCF models. First I 775 


calculated  growth rates based upon a weighted-average method by applying a 75 percent 776 


weight to the average earnings growth rate from Value Line, Zack’s, and Yahoo!, and a 777 


25 percent weight to the dividend growth rate (from Value Line) in compliance with the 778 
                                            
47 Direct Testimony of Anne E. Bulkley Lines 273 – 318. 


48 Casey J. Coleman Direct Testimony Exhibit 2.03 DIR. 
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Commission’s decision in the 2002 Questar Gas General Rate Case.  DPU Exhibit 2.03 779 


DIR provides the calculation of the DCF model using the Value Line earnings and 780 


dividend growth rates and the 30-day average stock price.  This calculation results in an 781 


estimated cost of capital range for all the proxy group companies of 3.27 percent to 14.79 782 


percent with an average of all the proxy group companies at 9.17 percent.     783 


 DPU Exhibit 2.03 DIR provides the same calculation of the DCF model using the 784 


average of Zacks, Yahoo, and Value Line reported earnings growth rates and the 30-785 


day average stock price.  The DCF model using the 30-day average stock price and the 786 


average earnings and dividend growth rates calculates an estimated cost of capital range 787 


for the proxy group of companies of 5.55 percent to 11.42 percent with an average of 788 


all the proxy group of companies at 8.91 percent.  The results from the DCF models 789 


along with the other models are summarized on DPU Exhibit 2.01 DIR. 790 


2. CAPM Results 791 


Q. HOW DID YOU DEVELOP YOUR CAPM MODELS? 792 


A.    I looked at the CAPM model using different risk free rates, time periods, betas, and 793 


market risk premiums. I did this to look at how the variable factors affect the outcome of 794 


the CAPM estimate.  As stated earlier, there is no consensus on precisely how the 795 


components of the CAPM should be estimated. 796 


Q. PLEASE DESCRIBE THE MARKET RISK PREMIUM YOU USED. 797 


A.    The primary source of the risk premiums used was from Duff and Phelps 798 


Recommended U.S. Equity Risk Premium (ERP) and Corresponding Risk-free Rate 799 







Docket No. 20-035-04 
DPU Exhibit 2.0 DIR 


Casey J. Coleman 


Page 41 of 69 
 


(R1); The ERP was updated March 27, 2020, and the (R1) was updated June 30, 2020.  800 


The current guidance was for a normalized 20-year U.S. Treasury yield (R1) of 2.50 801 


percent, with a recommend ERP of 6.00 percent.  802 


Q. WHAT BETA ESTIMATE DID YOU USE? 803 


A.    I have calculated the CAPM using the beta from Value Line and the average beta as 804 


reported by Zacks, Yahoo! Finance, and Ned Davis Research.  The Value Line beta is 805 


adjusted to converge toward 1.0 whereas the other betas are not adjusted.  The Value 806 


Line formula is (adj beta) = .66*(raw beta) + .34.  The individual beta estimates for 807 


each company can be seen in DPU Exhibit 2.04 DIR.  Using each of these estimates, 808 


the mean beta is 0.45. 809 


Q. AS PART OF YOUR CAPM ANALYSIS YOU USE A MARKET RISK PREMIUM 810 


CALCULATED BY DR. ASWATH DAMODARAN.  CAN YOU EXPLAIN THE 811 


USE OF THIS MARKET RISK PREMIUM? 812 


A.    Yes.  Dr. Damodaran is a Professor of Finance at the Stern School of Business at New 813 


York University.  His research interests are in valuation, portfolio management, and 814 


applied corporate finance.  His papers have been published in the Journal of Financial 815 


and Quantitative Analysis, the Journal of Finance, the Journal of Financial Economics, 816 


and the Review of Financial Studies.  He has written four books on equity valuation 817 


(Damodaran on Valuation, Investment Valuation, The Dark Side of Valuation, The Little 818 


Book of Valuation), and two on corporate finance: (Corporate Finance: Theory and 819 


Practice, Applied Corporate Finance: A User’s Manual). 820 
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 Dr. Damodoran has calculated the average historical equity risk premium for stocks 821 


minus the U. S. Treasury Bonds at 5.43 percent for a trailing 12-month period with 822 


adjusted payout or 5.10 percent trailing 12-month cash yield.49   823 


Q. WHAT WERE THE RESULTS FOR YOUR CAPM CALCULATION? 824 


A.    As seen in DPU Exhibit 2.05 DIR, I calculated a variety of different returns.  First I 825 


used the Duff and Phelps (R1) of 2.50 percent and ERP of 6.00 percent.  Following the 826 


CAPM inputs as described earlier, I used a number of different Beta estimates to 827 


determine a return on equity for RMP.  The first calculation was a return on equity 828 


using the average beta for all analysts, then the average beta for the specific calculated 829 


betas for Value Line, Zacks, Yahoo Finance, and Ned Davis.  Using this procedure, I 830 


calculated a range of returns from 5.09 percent to 5.90 percent and an average of 5.33 831 


percent. 832 


 The same methodology was used replacing the Duff and Phelps ERP with those 833 


calculated by Dr. Damodaran.  The results of this effort are a range of returns starting at 834 


4.84 percent and going to 5.58 percent.  The average of all rates resulting from my 835 


CAPM analysis is 5.06 percent.  836 


Q. YOUR CALCULATION OF THE CAPM IS SIGNIFICANTLY DIFFERENT 837 


FROM THE CALCULATION USED BY THE COMPANY.  CAN YOU EXPLAIN 838 


THE DIFFERENCES? 839 


                                            
49 Damodaran, Aswath, Equity Risk Premiums (ERP): Determinants, Estimation and Implications – The 
2019 Edition (April 14, 2019). Available at: 
SSRN: https://ssrn.com/abstract=3378246 or http://dx.doi.org/10.2139/ssrn.3378246. 



https://ssrn.com/abstract=3378246

https://dx.doi.org/10.2139/ssrn.3378246
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A.    Yes.  The major differences in the CAPM model between the Division and Ms. Bulkley 840 


are a result of a different Market Risk Premium50 or Equity Risk Premium (ERP).  Ms. 841 


Bulkley performs her own risk premium calculation.  Her calculation arrives at an 842 


estimated required market return of 14.05 percent using S&P Earnings and Estimate 843 


Report dated March 31, 2020.  The range of the market risk premiums calculated by 844 


Ms. Bulkley is 10.85 percent to 12.49 percent.  Both of the market risk premiums are 845 


significantly higher than the Duff and Phelps or Damodaran estimates.  The difference 846 


is 485 basis points for the current risk-free-rate and 649 basis points for the long-term 847 


projected risk-free rate.   848 


 The calculation done by Ms. Bulkley for her ERP is higher than the total return for the 849 


market as calculated by Duff and Phelps or Damodaran.  A total market return for Duff 850 


and Phelps would be 8.50 percent, while the total market return for Dr. Damodaran 851 


would be 7.93 percent.   852 


 As stated previously, I believe using the calculated risk premiums, as shown in Ms. 853 


Bulkley’s Direct Testimony RMP Exhibit AEB-6, is unsupported.  The analysis done 854 


by Ms. Bulkley has not been accepted by the Commission in any other rate case.  855 


Additionally, to my knowledge this has not been published in any journal or academic 856 


publication that would allow the results to be vetted and reviewed for accuracy.  857 


Because of these two facts, the Division believes the Commission should not give any 858 


weight to the CAPM analysis done by Ms. Bulkley.   859 


                                            
50 Direct Testimony of Anne E. Bulkley RMP Exhibit AEB-6 CAPM.  
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 Additionally, the bulk of the analysis done by Ms. Bulkley in her CAPM model, uses 860 


projected rates for the risk-free rate.  The Commission has not used projected rates 861 


when determining the appropriate risk-free rate, subsequently, any analysis done by 862 


Ms. Bulkley using projected rates should not be considered.   863 


Q. WHY ARE YOU SO STRONGLY OPPOSED TO PROJECTED INTEREST 864 


RATES WHEN CALCULATING AN ROE? 865 


A.    The current market situation does not support higher interest rates in 2020 and 866 


historically analysts have seldom been right when projecting interest rates.  Analysts 867 


seldom project decreasing interest rates, so the projections are biased to begin with. 868 


Additionally, analysts tend to have much more optimistic predictions of the future that 869 


seldom happens.   870 


 Recently, the Federal Reserve indicated where interest rates might be set over the next 871 


couple of years.  In an article in the Wall Street Journal dated June 11, 2020, Mr. 872 


Jerome Powell is quoted as saying "[w]e’re not thinking about raising rates. We’re not 873 


even thinking about thinking about raising rates.”51  Ms. Bulkley projects rates that are 874 


higher than the current rates today.  According to Chairman Powell, this would be 875 


incorrect. 876 


 Additionally, analysts have seldom been accurate when trying to project and determine 877 


future interest rates.  A quick search into the information available on how accurate 878 


                                            
51 Timiraos, N. (June 11, 2020) Fed Officials Project No Rate Increases Through 2022. Wall Street 
Journal Retrieved from http://online.wsj.com 
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analysts have been when predicting interest rates shows they are woefully incorrect.  In 879 


one article, Mr. Eisen states “[y]es, 100 percent of economists were dead wrong about 880 


yields.”52 In a report published by the Wall Street Journal Mr. Ip explains that 881 


“[e]conomists got the decade all wrong and they are trying to figure out why.”53 As the 882 


information shows, economists and analysts have rarely got the future interest rate 883 


projections right.  If the Commission were to accept projected interest rates, it would 884 


begin its framework of analysis with flawed and erroneous data, causing the ROE 885 


analysis to be flawed and erroneous.  Because of this fact, the Commission should not 886 


use projected interest rates as recommended by Ms. Bulkley.  887 


Q. WOULD THE MAJORITY OF PUBLISHED METHODS TO CALCULATE AN 888 


EQUITY RISK PREMIUM SUPPORT MS. BULKLEY’S CALCULATED RISK 889 


PREMIUM? 890 


A.    No.  In the financial literature, there are a variety of different ways to calculate the ERP 891 


or market risk premium.  When looking at these studies, a general consensus is that the 892 


appropriate ERP would be in the range of three percent to six percent depending on 893 


which risk-free-rate was used by analysts.  Below is a list of opinions of an appropriate 894 


ERP. 895 


                                            
52 Ben Eisen, “Yes, 100% of economists were dead wrong about yields" Market Watch, October 22, 
2014. https://www.marketwatch.com/story/yes-100-of-economists-were-dead-wrong-about-
yields-2014-10-21 


53 Ip, G. (December 14, 2019) Economists Got the Decade All Wrong.  They’re Trying to Figure Out 
Why. Wall Street Journal Retrieved from https://www.wsj.com/articles/economists-got-the-decade-all-
wrong-theyre-trying-to-figure-out-why-11576346400?mod=searchresults&page=1&pos=3 



https://www.marketwatch.com/story/yes-100-of-economists-were-dead-wrong-about-yields-2014-10-21

https://www.marketwatch.com/story/yes-100-of-economists-were-dead-wrong-about-yields-2014-10-21

https://www.wsj.com/articles/economists-got-the-decade-all-wrong-theyre-trying-to-figure-out-why-11576346400?mod=searchresults&page=1&pos=3

https://www.wsj.com/articles/economists-got-the-decade-all-wrong-theyre-trying-to-figure-out-why-11576346400?mod=searchresults&page=1&pos=3
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Principles of Corporate Finance, 11th ed., takes no official position on the 896 
exact ERP.  But the authors believe that a range of 5 percent to 8 percent 897 
premium over T-Bills is reasonable for the United States (equivalent to a 898 
premium over long-term government bonds of approximately 3.5 percent 899 
to 6.5 percent).54 900 


Valuation: Measuring and Managing the Value of Companies, 6th ed., note 901 
that “Although many in the finance profession disagree about how to 902 
measure the market risk premium, we believe a range around 5 percent is 903 
appropriate. Historical estimates found in most textbooks (and locked in 904 
the minds of many),which often report numbers near 8 percent, are too 905 
high for valuation purposes, because they compare the market risk 906 
premium versus Treasury bills (very short-term bonds) and are biased by 907 
the historical strength of the U.S. market.55 908 


Statista an investment data portal states: “[t]he average market risk 909 
premium in the United States remained at 5.6 percent in 2020. This 910 
premium has hovered between 5.3 and 5.7 percent since 2011.56 911 


Q. WHAT CONCLUSION CAN BE GAINED FROM REVIEWING THESE EQUITY 912 


RISK PREMIUM MODELS? 913 


A.    Even though there are a number of methods used in the financial literature to determine 914 


an ERP, the methods of the individual authors conclude the appropriate ERP is close to 915 


5 percent.  That is important for this case because Ms. Bulkley’s ERP calculation 916 


ranges from 10.85 percent to 12.49 percent.  Ms. Bulkley’s ERP calculation is 217 917 


percent to 250 percent higher than the general consensus of finance professionals.  Ms. 918 


Bulkley’s ERP calculation does not appear to be reasonable or in the public interest.   919 


                                            
54Richard A Brealey, Stewart C. Meyers, and Franklin Allen, Principles of Corporate Finance, 11th ed.,    


(New York: McGraw-Hill/Irwin, 2014), pg: 167. 


55 McKinsey & Company Inc., Tim Koller, Marc Goedhart, and David Wessels, op. cit, pg.: 292. 


56 See https://www.statista.com/statistics/664840/average-market-risk-premium-usa/. 


 







Docket No. 20-035-04 
DPU Exhibit 2.0 DIR 


Casey J. Coleman 


Page 47 of 69 
 


3. Risk Premium Method 920 


Q. CAN YOU PLEASE DESCRIBE THE RISK PREMIUM MODEL USED BY THE 921 


DIVISION? 922 


A.    We can estimate the value of a company’s equity by adding its risk premium to the 923 


yield-to-maturity on the company’s long-term debt.  The equity risk premium is 924 


essentially the return that stocks are expected to receive in excess of the risk-free 925 


interest rate.  The normal historical equity risk premium for all equities has been just 926 


over 6 percent.  In general, an equity’s risk premium will be between 5 percent and 7 927 


percent.57  The RPM Equation states that the required return on an equity equals the 928 


yield of the company’s long-term debt plus the equity’s risk premium. 929 


 As DPU Exhibit 2.06 shows, the Division used the ERP and (R1) as calculated by Duff 930 


and Phelps as a baseline for the total market risk premium of 8.50 percent.  Because 931 


RMP has a bond rating of A, the DPU looked at both Moody’s Aaa and Baa Bond 932 


Yield to establish a range for an A-rated bond.  The Aaa Bond Yield was 2.44 percent 933 


and the Baa Bond Yield was 3.46 percent.  Each of these bond yields were subtracted 934 


from the total market return of 8.50 percent to Estimate the Market Risk Premium of 935 


6.06 percent to 5.04 percent for RMP.  To determine the cost of equity, I added the 936 


appropriate premium to RMP’s current long-term borrowing Rate of 3.30 percent to 937 


arrive at a cost of equity of 8.34 to 9.36 percent. 938 


                                            
57 See https://courses.lumenlearning.com/boundless-finance/chapter/approaches-to-calculating-the-
cost-of-capital/. 



https://courses.lumenlearning.com/boundless-finance/chapter/approaches-to-calculating-the-cost-of-capital/

https://courses.lumenlearning.com/boundless-finance/chapter/approaches-to-calculating-the-cost-of-capital/
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 Exhibit 2.06 includes the same calculation but uses the ERP identified by Dr. 939 


Damodaran of 5.43 percent.  Following the same construct as described above, the 940 


Division calculated a return on equity range of 8.75 percent to 9.77 percent.  Because 941 


no reports showed the rate for an A rated bond similar to RMP, the mid-point between 942 


the two rates was used to calculate the Bond Yield Premium of 9.06 percent.   943 


Q. WHAT ARE THE DRAWBACKS OF USING THE RPM APPROACH? 944 


A.    Estimating the value of an equity using the RPM approach has its drawbacks.  To 945 


utilize this method, a company has to have publicly traded debt.  Another drawback is 946 


that it does not produce as accurate an estimate as the CAPM or DCF analysis.  Finally, 947 


equity risk premium estimates can be highly inaccurate, and vary wildly depending on 948 


which model is used.  It can be very difficult to get an accurate estimate of the risk 949 


premium on an equity, having a duration of roughly 50 years, using a risk-free rate of 950 


such short duration as a 10-year Treasury Bond. 951 


Q. WHAT ARE THE RESULTS OF THE DIVISION’S CALCULATION USING 952 


THE BOND YIELD RISK APPROACH? 953 


A.    This approach estimated higher cost of equity rates than the CAPM model but lower 954 


than the DCF model.  This result is not entirely surprising because the CAPM model, 955 


with the lower beta values and risk free rates, generally calculates the lowest cost of 956 


equity.  Because the RPM approach is looking at corporate bond rates, the model will 957 


calculate a higher cost of equity than the CAPM model. 958 


4. Risk Premium Results 959 
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Q. WHAT DO THE RISK PREMIUM RESULTS SUGGEST TO YOU? 960 


A.    The risk premium results are low compared to the other models used and to recent 961 


commission orders.  I believe the CAPM model is returning low values due to the 962 


favorable low interest rate environment caused by the current monetary policy, a 963 


situation faced by all investors in the marketplace. 964 


Q. YOU DID NOT INCLUDE ANY ADJUSTMENTS TO YOUR CAPM 965 


CALCULATION. CAN YOU EXPLAIN WHY? 966 


A.    Yes.  The main reason is for simplicity. My analysis provides the return on equity 967 


following basic CAPM theory.  There are a number of ways to adjust the CAPM, (i.e., 968 


Empirical CAPM, adjustments for size premiums, etc.).  However, to provide the 969 


greatest level of clarity for the Commission to consider, no adjustments to CAPM were 970 


made.   971 


 Another reason I did not include any adjustments is that each approach is filled with its 972 


own set of issues and controversies.  The existence of the small cap effect is disputed 973 


by some researchers, such as Dr. John Kania.58  Others, like Brigham and Houston, 974 


suggest that the effect might be less than one finds in Ibbotson Associates’ 975 


publications.59   976 


                                            
58 Kania, John J. “The small firm risk premium remains largely a myth,” Shannon Pratt’s Business 
Valuation Update, Vol. 9, No. 11, November 2003.  The essence of Dr. Kania’s argument is that 
“smallness” is incorrectly specified as market capitalization, i.e. the market value of a company’s stock.  
When other measures of size such as revenues or total assets are used, the size effect vanishes. 


59 Brigham, Eugene F. and Joel F. Houston, Fundamentals of Financial Management Concise 3rd Ed., 
Harcourt College Publishers, Orlando FL, 2002.  Brigham and Houston conclude (p. 491) “In general, the 
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Q. YOU DO NOT BELIEVE ANY ADJUSTMENTS ARE NECESSARY TO THE 977 


CAPM CALCULATION, YET MS. BULKLEY INCLUDES AN EMPIRICAL 978 


CAPM CALCULATION.  LET’S SUPPOSE YOU DID FEEL ADJUSTMENTS TO 979 


THE CAPM MODEL WERE WARRANTED. WOULD YOU THEN ACCEPT MS. 980 


BULKLEY’S ANALYSIS REGARDING THE EMPIRICAL CAPM? 981 


A.    Simply, no.  Ms. Bulkley uses an ERP that she calculated.  As described above, the 982 


Division does not agree with this approach.  The Empirical CAPM used returns that 983 


were based on the CAPM formula followed by Ms. Bulkley.  If the ERP results are 984 


flawed for the CAPM calculation, then the same ERP results will be flawed for the 985 


Empirical CAPM results.  Due to this fundamental flaw, the Division cannot accept the 986 


Empirical CAPM rates recommended by Ms. Bulkley. 987 


IX. RATE CASE HISTORY IN OTHER STATES 988 


Q. WHAT HAS BEEN THE GENERAL TREND IN OTHER STATES REGARDING 989 


THE ALLOWED RATE OF RETURN FOR REGULATED ELECTRIC 990 


UTILITIES? 991 


A.    For years, the Division has testified the fact that allowed rates of return have been 992 


declining.60  As presented earlier in my testimony, research done by RRA clearly 993 


shows a declining trend for average authorized ROE since 2005.   994 


                                                                                                                                             
cost of equity appears to be one or two percentage points higher for small firms (those with market values 
less than $20 million) than for large NYSE firms with similar risk characteristics.” 


60 See Douglas D. Wheelwright Surrebuttal Testimony Docket No. 13-057-05 Lines 92 – 98. 
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Q. WHAT IS THE CURRENT APPROVED RATE OF RETURN BY OTHER STATE 995 


COMMISSIONS FOR EACH OF THE REGULATED UTILITIES UNDER THE 996 


PACIFICORP OWNERSHIP? 997 


A.    As provided by RMP61 here is the following information on allowed rate of return.   998 


State AROR 
California 10.60% 
Wyoming 9.50% 
Idaho 9.90% 
Oregon 
 


9.80% 
Washington 9.50% 


   
 In the states of Oregon, and Wyoming, RMP is in the process of adjusting the allowed 999 


rate of return (AROR) for each state.  Washington just recently agreed to keep the rates 1000 


for RMP in its state at 9.50 percent.62  Excluding California, which has a different 1001 


regulatory construct than the rest of the states, AROR for each state has not been adjusted 1002 


for at least five years. 63  Because of this fact, the AROR, in each state has not followed 1003 


the observed lowering trend in rates over the last few years.   1004 


Q. CAN YOU EXPLAIN THE IMPLICATIONS OF THE 9.50 PERCENT AROR IN 1005 


THE WASHINGTON STATE STIPULATION? 1006 


A.    Yes.  Even though the ROE for PacifiCorp in the State of Washington was a stipulated 1007 


amount, a couple inferences can be made.  First, the 9.50 percent was not an increase 1008 


                                            
61 See Rocky Mountain Power’s response to Office of Consumer Services Data Request No. 2.28.  


62 Washington Utilities and Transportation Commission, Settlement Stipulation, Docket No. UE-191024, 
July 20, 2020, page 5. 


63 See Rocky Mountain Power’s response to Office of Consumer Services Data Request No. 2.28.  
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over the existing rate.  Despite many of the current unknowns in the market, i.e. impacts 1009 


from COVID-19, changing loads, interest rate changes, etc. the company, regulators, and 1010 


other interested parties did not feel it was in the public interest to raise the ROE.  Second, 1011 


despite the 9.50 ROE being the lowest ROE for any PacifiCorp subsidiary, the Company 1012 


agreed to the terms outlined in the stipulation. 1013 


 This stipulation goes contrary to the arguments being made by Ms. Bulkley that RMP is 1014 


riskier and therefore needs a premium to adequately compensate investors for the 1015 


additional risk of investing in RMP.   1016 


Q. WHY DO YOU BELIEVE THE COMMISSION SHOULD AUTHORIZE A 9.25 1017 


PERCENT RETURN ON EQUITY FOR RMP WHEN IT RECENTLY 1018 


AWARDED DOMINION ENERGY UTAH A 9.50 PERCENT RETURN ON 1019 


EQUITY? 1020 


A.    I was the Division’s witness for the 2019 Dominion Energy case and recommended a 1021 


9.25 percent cost of equity in that case as well. 64  The Division believes that the 1022 


Commission may have been implicitly invoking the principle of gradualism in the 1023 


Dominion Energy Utah case.65  1024 


Q. PLEASE DESCRIBE THE REGULATORY PRINCIPLE OF GRADUALISM? 1025 


A. In December 2013, the Washington Commission specifically invoked the regulatory 1026 


principle of gradualism in awarding PacifiCorp a 9.50 percent authorized return on 1027 


                                            
64 See Casey J. Coleman Direct Testimony Docket No. 19-057-02 Line 50. 


65 See Utah Public Service Commission Order, Docket No. 19-057-02, February 25, 2020, page 1. 
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equity.66 The implication is that absent the application of that principle, the authorized 1028 


return would have been lower; perhaps in the 9.00 to 9.25 percent range advocated by 1029 


non-Company witnesses. Charles F. Phillips, Jr. discusses gradualism in the relevant 1030 


context of rate of return.67 Writing in the early 1990s, Mr. Phillips quotes from a Virginia 1031 


commission decision that describes the principle of gradually adjusting rates in the face 1032 


of changing market conditions.68 Mr. Phillips concludes that “[g]iven volatile markets, 1033 


combined with a trend toward greater reliance upon market forces, the issue of 1034 


gradualism cannot be ignored.” 1035 


Q. HOW WOULD THE PRINCIPLE OF GRADUALISM APPLY IN THIS CASE? 1036 


A. The Division’s recommendation of 9.25 percent is in part based on the principle of 1037 


gradualism.  It is higher than the reasonable range calculated by the Division and is 1038 


higher than many publication’s calculations of the broader market return expectations 1039 


that are based on a greater risk than RMP.  However, the Division believes that 1040 


reducing RMP’s authorized ROE from 9.80 to a mid-point rate within the calculated 1041 


                                            
66 Washington Utilities and Transportation Commission,  op.cit.; for example see page 27, paragraph 70.         


67 Charles F. Phillips, Jr., The Regulation of Public Utilities  Arlington, Virginia: Public Utilities Reports, 
Inc., 1993, pp. 408-409. 


68 Mr. Phillips quoted the Virginia commission which said “The commission has no control over a rapidly 
changing economy or volatile interest rates. We do, however, have the power to regulate authorized 
returns on equity. The commission feels that stability in the cost of equity is in the interest of utilities, 
ratepayers and the economic environment of the commonwealth. When interest rates soared and the prime 
rate exceeded 20%, we did not allow exorbitant authorized returns which would have exacerbated the 
situation. We allowed returns to gradually increase, recognizing the trends of the day but avoiding 
extreme reaction. Recently interest rates have plummeted. Our appropriate reaction should not be to cut 
authorized equity returns drastically, but to once again gradually move in the direction of the trend. Our 
goal is a fair and stable environment which will allow Virginia’s utilities to better plan for the future and 
continue to provide economical, reliable service.” Ibid., page 409. 
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range of 7.24 percent to 9.17 is a significant adjustment to the allowed rate of return.  1042 


Instead, reducing RMP’s AROR to 9.25 percent is a reasonable move under the 1043 


principle of gradualism.  This avoids the volatility that can happen with extreme 1044 


adjustments in rates. 1045 


 Additionally, given the relative length of time since the last general rate case, the 1046 


Commission should determine an amount that is appropriate with minimal reliance on 1047 


the principle of gradualism.  To the extent gradualism is employed, it should have a 1048 


defined ending.  1049 


X. COMMENTS ON COST OF EQUITY RESULTS 1050 


Q. DO YOU HAVE ANY OTHER COMMENTS ABOUT MS. BULKLEY’S 1051 


TESTIMONY? 1052 


A.    Yes.  As discussed earlier, inherent in the proposed range of rates for RMP, is the belief 1053 


that the Company has risks greater than a comparable set of companies or for the entire 1054 


market.  Ms. Bulkley uses the following points to try and argue that RMP is a higher risk 1055 


than a comparable set of companies.  Those items are capital expenditures, regulatory 1056 


risk, and generation ownership.  Each point will be discussed in further detail below. 1057 


 Capital Expenditures 1058 


 The first thing to point out regarding RMP’s capital expenditures is that these 1059 


expenditures are being voluntarily made by the Company.  The Commission has not had 1060 


any proceedings that required a minimum amount of capital expenditures for RMP. 1061 


Instead the Commission has allowed projects that RMP has determined to be beneficial 1062 
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for the Company because of market conditions. 1063 


 Additionally, capital expenditures become risky if the Company has difficulty in raising 1064 


capital to finance those capital additions.  Generally, investors expect a certain level of 1065 


equity to be invested into the regulated utility to maintain the company’s rate base.  1066 


While capital expenditures could be a risk (if a company is not able to raise capital to 1067 


economically finance those capital additions), discontinuing capital expenditures could be 1068 


just as damaging to a regulated utility. 1069 


 With the capital costs of a utility at attractive rates, compared to historical rates, a prudent 1070 


choice for a regulated utility is to continue raising capital when it is relatively 1071 


inexpensive and invest the proceeds from that capital into long term projects.  Because 1072 


this is a shrewd management choice, as shown in Ms. Bulkley’s testimony, a 1.10 capital 1073 


expenditure ratio compared to the proxy group of companies does not make RMP 1074 


riskier.69     1075 


 On lines 1234-1236 of Ms. Bulkley’s testimony, she discusses a capital tracking 1076 


mechanism and that RMP does not utilizes a capital tracking mechanism.  She then 1077 


explains that because RMP does not have a tracking mechanism, that makes RMP more 1078 


risky than a comparable set of regulated utilities.  Her data point to support this claim is 1079 


that 52 percent of the proxy group utilities have such a tracking mechanism.  The flip side 1080 


of that argument is that 48 percent of the proxy group utilities do not have a tracking 1081 


mechanism.  With a 52 percent to 48 percent split between proxy utilities having a 1082 


                                            
69 See Direct Testimony of Ann E. Bulkley lines 1228 – 1232. 
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tracking mechanism or not, there does not seem to be a clear choice by the utilities.  1083 


Therefore, RMP is not that much riskier than a comparable group of companies, but 1084 


instead is able to recover its capital expenditures in a similar manner to 48 percent of the 1085 


proxy utilities.   1086 


 Regulatory Risk 1087 


 The DPU agrees with Ms. Bulkley when she illustrates the idea that the regulatory 1088 


environment is a key component when considering the risks of a company: 1089 


The ratemaking process is premised on the principle that, for investors and 1090 
companies to commit the capital needed to provide safe and reliable utility 1091 
service, the subject utility must have the opportunity to recover the return 1092 
of, and the market-required return on, invested capital.  1093 


 1094 
Regulatory authorities recognize that because utility operations are capital 1095 
intensive, regulatory decisions should enable the utility to attract capital at 1096 
reasonable terms; doing so balances the long-term interests of investors 1097 
and customers. Utilities must finance their operations and require the 1098 
opportunity to earn a reasonable return on their invested capital to 1099 
maintain their financial profiles. RMP is no exception. In that respect, the 1100 
regulatory environment is one of the most important factors considered in 1101 
both debt and equity investors’ risk assessments.70 1102 


 In evaluating the regulatory risk faced by RMP, Ms. Bulkley looks at specific 1103 


mechanisms used by utilities to construct an image of the regulatory environment in 1104 


Utah.  She argues that RMP is riskier because it does not have many of the mechanisms 1105 


other utility companies have in her proxy group.  Generally, this argument again does not 1106 


have merit.  Looking at the percentages provided in each case, except Fuel and Energy 1107 


Cost Recovery, the analysis shows numbers grouped very close to 50 percent.  For the 1108 


                                            
70 See Direct Testimony of Ann E. Bulkley lines 1253 – 1262. 
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Fuel and Energy Cost Recovery metric Ms. Bulkley shows 90 percent of companies have 1109 


a cost recovery metric just like RMP.  While RMP is neither way above or way below the 1110 


industry results, it is difficult to draw a conclusion that RMP has a greater regulatory risk 1111 


and therefore requires a higher ROE. Listed below is a quick summary of the percentages 1112 


for each category.71 1113 


 Fuel and Energy Cost Recovery  90% 1114 
 Test Year Convention  49% 1115 
 Rate Base  49% 1116 
 Volumetric Risk  52% 1117 
 Capital Cost Recovery  52% 1118 


 The list of comparable regulatory mechanisms demonstrates that RMP has very similar 1119 


risks when compared to other utilities. 1120 


Q. HOW DOES RRA RATE THE UTAH PUBLIC SERVICE COMMMISSION? 1121 


A.    On May 19, 2020, the RRA Regulatory Focus published updated information regarding 1122 


each state and how the RRA rates the regulatory environment for each utility.  RRA’s 1123 


evaluations are assigned from an investor perspective and indicate the relative regulatory 1124 


risk associated with the ownership of securities issued by each jurisdiction’s energy 1125 


utilities.  Each evaluation is based upon consideration of the numerous factors affecting 1126 


the regulatory process including gubernatorial involvement, legislation, and court 1127 


activity, and may be adjusted as events occur that cause RRA to modify its view of the 1128 


regulatory risk for a given jurisdiction.  1129 


 According to RRA, “[a] rating in the average category would imply a relatively balanced 1130 


                                            
71 See Direct Testimony of Ann E. Bulkley lines 1307–1339. 
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approach on the part of the governor, the legislature, the courts, and the commission 1131 


when it comes to adopting policies that impact investor and consumer interests.”72  In 1132 


RRA’s report, the Commission receives a rating of Average 2. 1133 


 A June 8, 2020, report published by RRA, discussed the regulatory environment when 1134 


dealing with credit metrics.  The report stated that: 1135 


S&P Global Ratings conducts periodic assessments of each regulatory 1136 
jurisdiction in the U.S. and Canada where a rated utility operates as a 1137 
reference when determining a utility’s regulatory advantage or regulatory 1138 
risk.  S&P Global Ratings’ analysis covers quantitative and qualitative 1139 
factors, focusing on regulatory stability, tariff-setting procedures and 1140 
design, financial stability, and regulatory independence and insulation.  1141 
The presence of utility regulation, no matter where in the spectrum of 1142 
[S&P Global]’s assessments, strengthens the business risk profile and 1143 
generally supports utility ratings. 73   1144 


 The report claims the regulatory environment in the State of Utah as Highly Credit 1145 


Supportive. 1146 


 RMP has not provided any compelling evidence that the regulatory environment in Utah 1147 


is risky or unfavorable to its utility operations.  Instead, the utility benefits from a 1148 


balanced regulatory approach in Utah.  The balanced, or lower risk regulatory 1149 


environment, does not merit a risk premium to the ROE of RMP. 1150 


 Generation Ownership 1151 


 Ms. Bulkley uses the fuel mix of a vertically integrated electric utility and the transition 1152 
                                            
72 See S&P Global Market Intelligence RRA Regulatory Focus: State Regulatory Evaluations May 19, 
2020. 


73 See S&P Global Ratings Credit Research U.S. and Canadian Utility Regulatory Updates and Insights: 
June 2020. 
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in the electric industry from coal-fired plants to renewable resources as part of her basis 1153 


for increased risk to RMP.  The Division agrees that a vertically integrated electric utility 1154 


could have higher business risk than other regulated utilities.  Ms. Bulkley explains “[a]s 1155 


a result of this higher business risk, integrated electric utilities typically require a higher 1156 


ROE or percentage of equity in the capital structure than other electric or gas utilities.”74 1157 


 It is interesting to note that Ms. Bulkley suggests an appropriate step for the Commission 1158 


to take to mitigate the additional risk would be a “higher ROE or a higher percentage of 1159 


equity in the capital structure”.  If the Commission were to allow a higher ROE and a 1160 


higher percentage of equity in the capital structure, then the Commission would be over-1161 


compensating investors for the risks of RMP being a vertically integrated electric utility.  1162 


To ensure that this overcompensation for the business risks of a vertically integrated 1163 


electric utility does not happen, the Commission should not consider a higher ROE for 1164 


RMP and instead consider the equity portion in the capital structure as the appropriate 1165 


setting to adjust for these business risks. 1166 


 RMP could have additional risks as a result of legislation in Oregon, Wyoming, and other 1167 


states dealing with coal-fired power plants. 75  While there might be costs and challenges 1168 


inherent in the transition from coal-fired power plants to renewable energy resources, 1169 


increasing the ROE of the utility is not the appropriate place to deal with those issues.  1170 


RMP has an integrated resource plan (IRP) where each of the various issues dealing with 1171 


this transition is being addressed.  The IRP is the appropriate venue to deal with these 1172 
                                            
74 Direct Testimony of Ms. Ann E. Bulkley lines 1443-1445. 


75 Direct Testimony of Ann E Bulkley lines 1482-1495. 
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regulatory issues and pressures.  Additionally, increasing the ROE to Utah customers, for 1173 


a decision made in Oregon or Wyoming, is not in the interest of Utah rate payers.  If there 1174 


are additional risks because of those legislative results, customers in Oregon, Wyoming, 1175 


California, or any of those jurisdictions, should bear those costs or risks—not Utah 1176 


ratepayers.  It is a simple matter, cost responsibility should follow cost causation.  The 1177 


Commission should not increase RMP’s ROE because of these items. 1178 


 Finally, Ms. Bulkley discusses how Utah House Bill (HB) 411, the Community 1179 


Renewable Energy Act, was signed into law.  This bill allowed municipalities and 1180 


counties in Utah to achieve a net-100 percent renewable electric portfolio by 2030.  1181 


According to Ms. Bulkley, a community was required to adopt a local resolution by the 1182 


end of 2019 stating the goal to be net-100 percent renewable by 2030. 76  While this 1183 


legislation could impact RMP, it is too early to know the direct impact.  Additionally, no 1184 


analysis was done to show the impact to revenues or cash flow by a community adopting 1185 


a future renewable goal.  Because no data or evidence was given to support this as a 1186 


material issue facing RMP now, the Commission should not determine the risk to RMP 1187 


as material enough to support a premium to investors to compensate for the potential risk.    1188 


Q. DO YOU BELIEVE RMP IS LESS RISKY THAN THE COMPARABLE PROXY 1189 


GROUP COMPANIES? AND, IF SO, CAN YOU EXPLAIN WHY? 1190 


A.    Yes.  RMP is less risky for a number of reasons.  These reasons include being a wholly 1191 


owned subsidiary of BHE, the ability to pay flexible dividends, and a historically strong 1192 


                                            
76 Direct Testimony of Ann E Bulkley lines 1470-1474. 
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and growing local economy.  How each of these reasons lowers the risk to RMP in 1193 


comparison to the proxy group of companies is discussed below. 1194 


Wholly Owned Subsidiary of BHE 1195 


 In the direct testimony of Ms. Kobliha at lines 255 -275 she discusses how RMP receives 1196 


a favorable credit rating from Moody’s and S&P because RMP is a wholly owned 1197 


subsidiary of BHE. 77  Additionally, investors know and respect Berkshire Hathaway.  1198 


Being affiliated with BHE is seen as a positive to investors and credit agencies because of 1199 


the stability of the parent company. 1200 


 Both Ms. Bulkley’s and Ms. Kobliha’s direct testimony explicitly addresses this point. 1201 


Ms. Kobliha’s indicates RMP had issued both 10 year notes and 30 year notes from 2006 1202 


to the most recent bond in 2020.78  Also Figure 17 of Ms. Bulkley’s testimony, compares 1203 


the Authorized Electric Returns for Utah and the U.S.79 Ms. Bulkley’s testimony shows 1204 


that from 2011 to 2013, the Authorized ROR for RMP was below the average.  Despite 1205 


having a lower ROR, RMP was able to issue bonds and had access to the credit markets 1206 


for any of its capital expenditures and projects from 2011 until today.   1207 


 Because RMP did not have a downgrade in its credit ratings, restricted access to the 1208 


capital markets, or other capital market challenges, the inference is that investors did not 1209 


require a premium from RMP to offset any risks. Instead, they accepted a lower rate of 1210 


                                            
77 Direct Testimony of Ms. Nikki L. Kobliha lines 255 – 275. 


78 Direct Testimony of Ms. Nikki L. Kobliha RMP Exhibit NLK-1. 


79 Direct Testimony of Ms. Ann E. Bulkley line 1382. 
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return.  If a rational investor is accepting a lower rate of return than other comparable 1211 


investments then the perception in the market is that the company with the lower return, 1212 


has a lower risk than a comparable company.   1213 


Flexible Dividends 1214 


 Ms. Kobliha also points out the benefit of flexible dividends in her testimony.80  Because 1215 


RMP is going to have higher capital expenditures over the next few years, RMP’s 1216 


management is suggesting using retained earnings and debt to finance those capital 1217 


expenditures.  BHE is not going to require RMP to pay any dividends during this period 1218 


of higher capital expenditures.  Every one of the proxy companies selected by Ms. 1219 


Bulkley pays a dividend.  Publicly traded companies generally do not decrease or 1220 


eliminate the amount of its dividend to investors year-over-year and do all that they 1221 


reasonably can to avoid lowering a dividend payment.  RMP has the flexibility to adjust 1222 


its dividend payments which is a huge benefit.  Management is better able to manage 1223 


cash flow, capital expenditures, and other expenses by being able to pay a flexible 1224 


amount of dividend.   1225 


Healthy and Growing Economy 1226 


 Before the pandemic hit the United States, Utah had one of the most vibrant and healthy 1227 


economies in the United States.  Because RMP was in a healthy economy, the prospects 1228 


for growth are greater than other regulated electric utilities located in declining 1229 


economies.  In a recent article, Forbes magazine noted that “[c]ities that were fast-1230 


                                            
80 Direct Testimony of Ms. Nikki L. Kobliha lines 92 – 108. 
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growing pre-coronavirus will continue their rise.  Denver and Salt Lake City are well-1231 


positioned to retake their crown as two of the fastest-rising metro areas in the US.”81 1232 


Q. DOES YOUR ANALYSIS IMPLY THAT RMP DESERVES A PREMIUM COST 1233 


OF EQUITY COMPARED WITH THE AVERAGE OF COMPARABLE 1234 


COMPAPNIES? 1235 


A.    No, there is no such indication.  When looking at the rates for Rocky Mountain Power, 1236 


the appropriate cost of equity would be lower than the average allowed rate of return 1237 


for other electric utilities because of the lower risks of RMP.  There is no factual reason 1238 


that would push RMP into a premium cost of equity environment.  1239 


XI. FAIR RATE OF RETURN 1240 


Q. WILL YOU DISCUSS HOW A COST OF EQUITY OF 9.25 PERCENT IS 1241 


REASONABLE GIVEN YOUR ANALYSIS? 1242 


A. Yes.  Over numerous pages of my testimony I have provided results from different 1243 


financial models that attempt to estimate the appropriate cost of equity for RMP.  This 1244 


is what I would term as the “framework” aspect of rate making.  Careful consideration 1245 


has been taken to follow each model and theory as accurately as possible.  In this 1246 


process, inherent warts and flaws will trickle into the theories.  No method is perfect 1247 


and each evaluation provides its own set of results.  After extensive analysis, my 1248 


research comes up with a cost of equity in the range of 7.24 percent to 9.17 percent. 1249 


                                            
81 Forbes, Ranked: The 10 US Cities Best Positioned To Recover From Coronavirus (And The 10 Worst), 
May 12, 2020. 
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That is a very significant range of rates from each of the different models.  My 1250 


suggested rate of 9.25 percent falls just outside the top end of the calculated ranges.  1251 


 Rate making, is not a simple process of observing the results calculated by the models 1252 


and determining the appropriate cost of equity for a utility.  A well thought out 1253 


approach weighing the appropriate shortfalls of each model and the specific risks of the 1254 


company is necessary to determine an acceptable rate of return.  I have attempted to 1255 


blend the data calculated to determine a fair and reasonable rate that will allow for 1256 


additional investment capital for RMP while balancing the costs consumers must pay to 1257 


cover those costs.  The reasoning behind my recommendation is as follows.   1258 


 The financial model that calculated the lowest return on equity was the CAPM.  The 1259 


range of rates varied from 5.06 percent 5.90 percent.  Looking at the lower data points 1260 


calculated using this model makes me a bit uncomfortable using CAPM rates 1261 


exclusively.  It is not surprising that the CAPM analysis calculates the lowest cost of 1262 


equity for RMP.  One of the important inputs in the model is the risk free rate.  With 1263 


interest rates considerably lower than in the past, a model that uses the risk free rate as 1264 


a major component of the calculation will have a lower result than other models.  1265 


Because of this weakness, I place some value on the results of CAPM with the 1266 


understanding that the risk-free rate might be skewing the returns downward. 1267 


 The average market return using the Bond Yield plus Risk Premium method was a 9.06 1268 


percent return on equity.  Of all the models, this model is the one that I put the least 1269 


amount of credibility and weight.  It is acceptable as an additional point of reference, 1270 
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however, with so many variables and assumptions, it is optimistic to feel entirely 1271 


confident that the model is providing accurate results. 1272 


 The model I place the most weight on for calculating the return on equity is the DCF 1273 


model.  Because two of the three inputs are easy to calculate from the market, this 1274 


model has the least number of assumptions and calculations.  Also, there are a number 1275 


of reputable agencies that are calculating growth rates that can be used in the model.  1276 


My results using the DCF model provided a range of 3.27 percent to 14.79 percent with 1277 


an average of a 9.17 percent return on equity.  The disparity of the range with the DCF 1278 


is a reflection of calculating the ROE for 24 different companies and each company’s 1279 


different financial position.  To minimize the disparity in rates the average of all 1280 


companies is analyzed and used. 1281 


Q. SINCE A ROE OF 9.25 PERCENT IS HIGHER THAN MANY OF YOUR 1282 


CALCULATIONS, HOW CAN YOU BE COMFORTABLE WITH THAT 1283 


RECOMMENDATION? 1284 


A.    There are a number of factors that go into this recommendation.  There has been a long 1285 


standing discussion dealing with the fair rate of return versus the cost of equity for utility 1286 


companies.  Steven G. Kihm argues that “determining a reasonable return on equity is a 1287 


judgment call, one that reflects the regulator’s broad perspective on public policy matters.  1288 


That requires one to look beyond economic concepts, such as the cost of equity, to find 1289 


proper returns.” 82 1290 


                                            
82 Steven G. Kihm, “The Proper Role of the Cost-of-Equity Concept in Pragmatic Utility Regulation” The 
Electricity Journal Volume 20 Issue 10(2007): 26. 
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 NARUC explained the balancing of interests regulators deal with each day when 1291 


making ROE decisions.  It stated:  1292 


it is typical for regulatory commissions to be confronted with the perpetual 1293 
challenge of having a record consisting of multiple ROE methodologies 1294 
from multiple ROE witnesses representing multiple parties.  Amid the 1295 
plethora of evidence before it, the regulatory commission is charged with 1296 
considering and weighing all the evidence and determining a specific 1297 
authorized ROE for use in developing tariffs.  The ‘weighing’ part is 1298 
challenging and can be different in each commissioner’s reasoning, but the 1299 
task at hand for commissioners is to agree to an authorized ROE that is 1300 
within the range or zone defined by the evidence.83   1301 


As a utility regulator, the recommendation must take into consideration the data, but 1302 


also, blend public policy matters.  In previous rate cases, the Commission appears to be 1303 


using the concept of gradualism in setting the allowed rate of return for regulated 1304 


utilities.  Recommending a significant drop in rates could be detrimental for a regulated 1305 


utility.  The Division has attempted to blend the market constraints with the appropriate 1306 


policy decisions. 1307 


Q. WAS THERE ANYTHING ELSE GUIDING THE DIVISION’S 1308 


RECOMMENDATION OF 9.25 PERCENT? 1309 


A.    Yes.  Dr. John C. Bonbright discusses his conviction that when calculating the cost of 1310 


equity capital for any given company the only such cost that can be determined with 1311 


confidence is a minimum or partial cost.84  He continues, explaining “[h]ence, if the 1312 


                                            
83 National Association of Regulatory Utility Commissioners, A Cost of Capital and Capital Markets 
Primer for Utility Regulators, April 2020 page 20. 


84 James C. Bonbright, Principles of Public Utility Rates (New York: Columbia University Press, 1961), 
republished on the web (July 2005) Page 255: 
http://www.terry.uga.edu/bonbright/publications 



http://www.terry.uga.edu/bonbright/publications
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minimum estimated cost is to be used in the determination of a computed ‘overall cost of 1313 


capital,’ the resulting computation should be subject to a material, ‘judgement-reached’ 1314 


enhancement in order to give reasonable assurance of full-cost coverage.”85     1315 


 Dr. Bonbright believes the calculated rates should act as a minimum or partial cost 1316 


when determining the fair rate of return.  If there is a logical minimum threshold of 1317 


allowed rates of return, then there would also be a maximum level for utility 1318 


companies. 1319 


 In the Hope and Bluefield cases, in the Division’s opinion, the courts established an 1320 


upper threshold for a fair rate of return for utility companies.  In those cases, utility 1321 


regulators are required to provide returns that must be equal to that currently earned on 1322 


investments in other equally risky business enterprises.  For a regulated electric utility, 1323 


that would mean the fair rate of return would be very similar to allowed rates of return 1324 


in other states.  As shown earlier in my testimony, the average rate of return for similar 1325 


companies with a similar risk to RMP, is 9.55 percent.  Using these two theories as a 1326 


guiding principle, I was able to determine the appropriate range for RMP’s cost of 1327 


capital at 7.24 percent to 9.17 percent.  Because of policy considerations, the Division’s 1328 


own evaluation of current market risks and RMP’s individual risk profile, the Division 1329 


recommends a cost of equity for RMP of 9.25 percent.  1330 


                                            
85 James C. Bonbright, Principles of Public Utility Rates (New York: Columbia University Press, 1961), 
republished on the web (July 2005) Page 255: 
http://www.terry.uga.edu/bonbright/publications 



http://www.terry.uga.edu/bonbright/publications
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XII. CONCLUSIONS AND RECOMMENDATIONS 1331 


Q. DO YOU BELIEVE YOUR CONCLUSIONS AND RECOMMENDATIONS 1332 


ARRIVE AT JUST AND REASONABLE RESULTS THAT ARE IN THE PUBLIC 1333 


INTEREST? 1334 


A.    Yes.   1335 


Q. CAN YOU SUMMARIZE YOUR FINAL CONCLUSIONS AND 1336 


RECOMMENDATIONS? 1337 


A.    Based on my analysis, the appropriate cost of equity for RMP is 9.25 percent with an 1338 


overall weighted average cost of capital of 7.19 percent.  The Division’s recommended 1339 


ROE and its cost of capital estimate is just and reasonable and in the public interest.  For 1340 


all the reasons stated herein, the Commission should reject RMP’s proposed cost of 1341 


equity and weighted average cost of capital, which is not in the public interest. 1342 


Q. DOES THIS CONCLUDE YOUR TESTIMONY? 1343 


A. Yes it does. 1344 
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Date of 
filing Quarter Company Name Docket No. Utility (gas, electric, 


water, other?)
Final 


Recommendation
Authorized 


ROE
6/29/2012 2012.2 Bay State Gas Company DPU 12-25 Gas 8.50% 9.45%
4/3/2013 2013.2 Kentucky-American Water Company 2012-000520 Water 8.50%


7/15/2013 2013.3 Tampa Electric Company D-130040-EI Electric 8.75% 10.25%
3/10/2014 2014.1 Pepco C-9336 Electric 9.00% 9.62%
5/20/2014 2014.2 Atmos Energy D-14-ATMG-320-RTS Gas 8.50% 9.10%
5/11/2015 2015.2 Kansas City Power & Light Company D-15-KCPE-116-RTS Electric 8.55% 9.30%
9/15/2015 2015.3 Fitchburg Gas & Electric Company DPU 15-80 Electric 8.75% 9.80%
9/15/2015 2015.3 Fitchburg Gas & Electric Company DPU 15-81 Gas 8.75% 9.80%
9/29/2015 2015.3 Entergy Arkansas D-15-015-U Electric 8.90% 9.75%
10/1/2015 2015.4 Northern States Power D-4220-UR-121 (Elec) Electric 8.75% 10.00%
10/1/2015 2015.4 Northern States Power D-4220-UR-121 (Gas) Gas 8.75% 10.00%
11/6/2015 2015.4 UNS Electric D-E-04204A-15-0142 Electric 8.75% 9.50%
2/8/2016 2016.1 Baltimore Gas and Electric Company C-9406 (elec) Electric 8.70% 9.75%
2/8/2016 2016.1 Baltimore Gas and Electric Company C-9406 (gas) Gas 8.60% 9.65%


3/18/2016 2016.1 Massachusetts Electric Company DPU-15-155 Electric 8.80% 9.90%
8/2/2016 2016.3 Appalachian Power Company C-PUE-2016-00038 Electric 8.60% NA


8/17/2016 2016.3 United Illuminating D-16-06-04 Electric 8.50% 9.10%
9/7/2016 2016.3 Dominion North Carolina Power D-E-22, Sub 532 Electric 8.60% 9.90%


1/13/2017 2017.1 Gulf Power Company D-160186-EI Electric 8.88% 10.25%
3/3/2017 2017.1 Kentucky Utilities, Inc. C-2016-00370 Electric 8.75% 9.70%


3/14/2017 2017.1 Atmos Pipeline Texas GUD No. 10580 Gas 8.75%
4/5/2017 2017.2 Southwest Public Service Company C-16-00269-UT Electric 8.88% NA


4/28/2017 2017.2 Eversource (WMECO, NSTAR) DPU 17-05 (NSTAR) Electric 8.88% 10.00%
4/28/2017 2017.2 Eversource (WMECO, NSTAR) DPU 17-05 (WMECO) Electric 8.88% 10.00%
6/9/2017 2017.2 Oncor Electric Delivery LLC D-46957 Electric 8.85% 9.80%


6/30/2017 2017.2 Puget Sound Energy D-UE-170033 Electric 8.85% 9.50%
6/30/2017 2017.2 Puget Sound Energy D-UG-170034 Gas 8.85% 9.50%
6/30/2017 2017.2 Potomac Electric Power Company C-9443 Electric 8.75% 9.50%
7/26/2017 2017.3 Virginia Electric and Power Company PUR-2017-00038 Electric 8.75%
9/12/2017 2017.3 Northern States Power Co. D-4220-UR-123 (Elec) Electric 8.60% 9.80%
9/12/2017 2017.3 Northern States Power Co. D-4220-UR-123 (Gas) Gas 8.60% 9.80%
10/3/2017 2017.4 Kentucky Power Company C-2017-00179 Electric 8.60% 9.70%


11/30/2017 2017.4 Liberty Utilities D-DG-17-048 Gas 8.55% 9.30%
12/20/2017 2017.4 Northern Utilities, Inc. D-DG-17-070 Gas 8.55% 9.50%
1/23/2018 2018.1 Duke Energy Carolinas D-E-7, SUB 1146 Electric 8.40% 9.90%
2/1/2018 2018.1 Aquarion Water Company of Massachusetts Inc. DPU 17-90 Water 8.40%


3/22/2018 2018.1 National Grid (Boston Gas, Colonial Gas) DPU-17-170 (Boston Gas) Gas 8.90% 9.50%
3/22/2018 2018.1 National Grid (Boston Gas, Colonial Gas) DPU-17-170 (Colonial Gas) Gas 8.90% 9.50%
4/25/2018 2018.2 Southwestern Public Service Company D-47527 Electric 8.85% NA
5/14/2018 2018.2 Indianapolis Power & Light Company Ca-45029 Electric 8.65% 9.99%
8/3/2018 2018.3 Yankee Gas Services Company D-18-05-10 Gas 8.75% 9.30%


10/26/2018 2018.4 Kansas Gas Services D-18-KGSG-560-RTS Gas 9.00% NA
10/31/2018 2018.4 Texas Gas Services GUD-10766 Gas 9.00% 9.75%
1/14/2019 2019.1 Atmos Gas Corporation D-GUD-10779 (Mid-Tex Division)Gas 8.75% 9.80%
2/13/2019 2019.1 Northern Indiana Public Service Company Ca-45159 Electric 8.75% 9.75%
3/22/2019 2019.1 National Grid Electric DPU-18-150 Electric 8.75% 9.60%
5/13/2019 2019.2 Empire District Electric D-19-EPDE-223-RTS Electric 8.80% NA
6/6/2019 2019.2 CenterPoint Houston Energy Electric D-49421 Electric 9.00% 9.40%


7/18/2019 2019.3 Washington Gas Light Co. C-9605 Gas 9.00% 9.70%
7/19/2019 2019.3 Piedmont Gas G-9, Sub 743 Gas 9.00% 9.70%
8/23/2019 2019.3 Dominion Energy North Carolina E-22, Sub 562 Electric 8.75% 9.75%
9/10/2019 2019.3 Baltimore Gas & Electric Company C-9610 (EL) Electric 9.00% 9.70%
9/10/2019 2019.3 Baltimore Gas & Electric Company C-9610 (GAS) Gas 9.00% 9.75%


10/31/2019 2019.4 Atmos Gas Corporation D-19-ATMG-525-RTS Gas 8.70% 9.10%
12/4/2019 2019.4 Granite State Electric D-DE-19-064 Electric 8.25% 9.10%


12/20/2019 2019.4 PSNH D-DE-19-057 Electric 8.25% Pending
2/10/2020 2020.1 Southwestern Public Service Company D-49831 Electric 9.00% 9.45%
2/21/2020 2020.1 Delmarva Power & Light Company C-9630 Electric 9.00% 9.60%
3/20/2020 2020.1 NSTAR Gas Company DPU-19-120 Gas 8.50% Pending
4/13/2020 2020.2 Duke Energy Progress D-E-2, Sub 1219 Electric 9.00% Pending
8/20/2020 2020.3 Rocky Mountain Power D-20-035-04 Electric 9.00% Pending


Excludes:
Indiana Michigan Power Company (44967)
Artesian Water Company (PCS 14-132)
Bay State Gas Company (13-75)
Appalachian Power Company (PUR-2018-00048) - ROE for rate adjustment clauses
Virginia Electric and Power Company (PUR-2019-00050) - ROE for rate adjustment clauses


Woolridge - Gas & Electric Cases 2012-2020





		Combined

		Woolridge Recommendations










  Rocky Mountain Power 
 Docket No. 20-035-04 
 Witness:  Ann E. Bulkley 
 
 
 
 
 
 
 
 
 
 
 


 
BEFORE THE PUBLIC SERVICE COMMISSION 


OF THE STATE OF UTAH 
 
 
 
 
 


ROCKY MOUNTAIN POWER 
 


____________________________________________ 
 


 
Direct Testimony of Ann E. Bulkley 


 
 
 
 
 
 
 
 
 
 
 


 
 
 
 


May 2020 
 







 


Page 1 - Direct Testimony of Ann E. Bulkley 


I. INTRODUCTION AND QUALIFICATIONS 1 


Q. Please state your name and business address. 2 


A. My name is Ann E. Bulkley. My business address is 293 Boston Post Road West, Suite 3 


500, Marlborough, Massachusetts 01752. 4 


Q. What is your position with Concentric Energy Advisors, Inc. (“Concentric”)? 5 


A. I am employed by Concentric as a Senior Vice President. 6 


Q. On whose behalf are you submitting this direct testimony? 7 


A. I am submitting this direct testimony before the Utah Public Service Commission 8 


(“Commission”) on behalf of PacifiCorp d/b/a Rocky Mountain Power (“RMP” or the 9 


“Company”), which is an indirect wholly owned subsidiary of Berkshire Hathaway 10 


Energy (“BHE”). 11 


Q. Please describe your education and experience. 12 


A. I hold a Bachelor’s degree in Economics and Finance from Simmons College and a 13 


Master’s degree in Economics from Boston University, with more than 20 years of 14 


experience consulting to the energy industry. I have advised numerous energy and 15 


utility clients on a wide range of financial and economic issues with primary 16 


concentrations in valuation and utility rate matters. Many of these assignments have 17 


included the determination of the cost of capital for valuation and ratemaking purposes. 18 


I have included my resume and a summary of testimony that I have filed in other 19 


proceedings as Exhibit RMP___(AEB-1) to this testimony. 20 
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Q. Have you previously testified before the Commission or other regulatory 21 


authorities? 22 


A. Yes. A list of proceedings in which I have provided testimony is also provided in 23 


Exhibit RMP___(AEB-1) to this testimony. 24 


II. PURPOSE AND OVERVIEW OF DIRECT TESTIMONY 25 


Q. What is the purpose of your direct testimony? 26 


A. The purpose of my direct testimony is to present evidence and provide a 27 


recommendation regarding the appropriate Return on Equity (“ROE”) for RMP’s 28 


electric utility operations in Utah and to provide an assessment of its proposed capital 29 


structure to be used for ratemaking purposes.1 My analyses and recommendations are 30 


supported by the data presented in Exhibit RMP___(AEB-2) through Exhibit 31 


RMP___(AEB-11), which were prepared by me or under my direction. 32 


Q. Please provide a brief overview of the analyses that led to your ROE 33 


recommendation. 34 


A. As discussed in more detail in Section VII, I applied the Constant Growth and Projected 35 


forms of the Discounted Cash Flow (“DCF”) model, the Capital Asset Pricing Model 36 


(“CAPM”), the Empirical Capital Asset Pricing Model (“ECAPM”), the Risk Premium 37 


Approach, and the Expected Earnings Analysis. My recommendation also takes into 38 


consideration: (1) RMP’s capital expenditure requirements; (2) the regulatory 39 


environment in which RMP operates; and (3) RMP’s planned investments in renewable 40 


generation assets compared to its current generation portfolio. Finally, I considered 41 


RMP’s proposed capital structure as compared to the capital structures of the proxy 42 


                                                           
1 Throughout my direct testimony, I interchangeably use the terms “ROE” and “cost of equity”. 
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companies.2 While I did not make any specific adjustments to my ROE estimates for 43 


any of these factors, I did take them into consideration in aggregate when determining 44 


where RMP’s ROE falls within the range of analytical results. 45 


Q. How is the remainder of your direct testimony organized? 46 


A. Section III provides a summary of my analyses and conclusions. Section IV reviews 47 


the regulatory guidelines pertinent to the development of the cost of capital. Section V 48 


discusses current and projected capital market conditions and the effect of those 49 


conditions on RMP’s cost of equity in Utah. Section VI explains my selection of a 50 


proxy group of electric utilities. Section VII describes my analyses and the analytical 51 


basis for the recommendation of the appropriate ROE for RMP. Section VIII provides 52 


a discussion of specific regulatory, business, and financial risks that have a direct 53 


bearing on the ROE to be authorized for RMP in this case. Section IX assesses the 54 


proposed capital structure of RMP as compared with the capital structures of the utility 55 


operating subsidiaries of the proxy group companies. Section X presents my 56 


conclusions and recommendations for the market cost of equity. 57 


III. SUMMARY OF ANALYSES AND CONCLUSIONS 58 


Q. What is your recommended ROE for RMP? 59 


A. Based on the analytical results presented in Figure 1 below, and considering the level 60 


of regulatory, business, and financial risk faced by RMP’s electric operations in Utah 61 


relative to the proxy group, I believe a range from 9.75 percent to 10.25 percent is 62 


reasonable. This recommendation reflects the range of results for the proxy group 63 


companies, the relative risk of RMP’s electric operations in Utah as compared to the 64 


                                                           
2 The selection and purpose of developing a group of comparable companies will be discussed in detail in 
Section VI of my direct testimony. 
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proxy group, and current capital market conditions. Within that range, a return of 10.20 65 


percent is reasonable. 66 


Q. Please summarize the key factors considered in your analyses and upon which you 67 


base your recommended ROE. 68 


A. In developing my recommended ROE for RMP, I considered the following: 69 


•  The Hope and Bluefield decisions that established the standards for determining 70 


a fair and reasonable allowed ROE, including consistency of the allowed return 71 


with other businesses having similar risk, adequacy of the return to provide 72 


access to capital and support credit quality, and the capacity of the result to lead 73 


to just and reasonable rates.3 74 


•  The effect of current and projected capital market conditions on investors’ 75 


return requirements. 76 


•  The results of several analytical approaches that provide a range of estimates of 77 


the cost of equity for RMP. 78 


•  RMP’s regulatory, business, and financial risks relative to the proxy group of 79 


comparable companies and the implications of those risks. 80 


Q. Please explain how you considered those factors. 81 


A. I relied on several analytical approaches to estimate RMP’s cost of equity based on a 82 


proxy group of publicly traded companies. As shown in Figure 1, those ROE estimation 83 


models produce a wide range of results. My conclusion about where within that range 84 


of results RMP’s ROE falls is based on RMP’s business and financial risk relative to 85 


the proxy group. Although the companies in my proxy group are generally comparable 86 


                                                           
3 Fed. Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944); Bluefield Waterworks & Improvement 
Co. v. Public Serv. Comm’n of W. Virginia, 262 U.S. 679 (1923). 
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to RMP, each company is unique, and no two companies have the exact business and 87 


financial risk profiles. Accordingly, I selected a proxy group with similar, but not 88 


identical risk profiles; and I adjusted the results of my analysis either upward or 89 


downward within the reasonable range of results to account for any residual differences 90 


in risk. 91 


Q. Please summarize the results of the ROE estimation models that you considered 92 


to establish the range of ROEs for RMP. 93 


A. Figure 1 summarizes the range of results produced by the Constant Growth DCF, 94 


Projected DCF, CAPM, ECAPM, Risk Premium, and Expected Earnings analyses. 95 


Figure 1: Summary of Cost of Equity Analytical results4 96 


 


 As shown in Figure 1 (and in Exhibit RMP___(AEB-4)), the range of the DCF model 97 


results is below the results of the other methodologies. While it is common to consider 98 


                                                           
4 The analytical results reflect the results of the Constant Growth and Projected DCF analyses excluding the 
results for individual companies that did not meet the minimum threshold of 7.00 percent. 
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multiple models to estimate the cost of equity, it is particularly important when the 99 


range of results for the DCF diverges from the results of other prominent cost of equity 100 


estimation models. 101 


  Furthermore, as shown in Exhibit RMP___(AEB-4), the mean low Constant 102 


Growth DCF results (prior to exclusions for outliers) for the proxy group, range from 103 


7.72 percent to 7.96 percent for the 30-, 90-, and 180-day assumption.5 Thus, the mean 104 


low Constant Growth DCF results are below any authorized ROE for an electric utility 105 


or natural gas utility in the U.S. since at least 1980.6 Therefore, I conclude that the mean 106 


low DCF results do not provide a sufficient risk premium to compensate equity 107 


investors for the residual risks of ownership, including the risk that they have the lowest 108 


claim on the assets and income of RMP. 109 


  Although I have concerns about the results produced by the DCF models, my 110 


ROE recommendation considers the range between the mean and mean-high results of 111 


the DCF models. In addition, I consider the results of forward-looking CAPM and 112 


ECAPM analyses, a Bond Yield plus Risk Premium analysis, and an Expected Earnings 113 


analysis. I also consider company-specific risk factors, and current and prospective 114 


capital market conditions. 115 


Q. Please summarize the analysis you conducted in determining that RMP’s 116 


requested capital structure is reasonable and appropriate. 117 


A. Based on the analysis presented in Section IX of my testimony, I conclude that RMP’s 118 


proposed 53.67 percent common equity is reasonable. To make this determination, I 119 


                                                           
5 My DCF models generated a mean low, mean, and mean high result. The mean low result is the mean of the 
proxy group DCF results calculated using the lowest earnings growth rate for each company from Value Line, 
Yahoo! Finance or Zacks. 
6 Source: Regulatory Research Associates, Rate Case History, January 1, 1980 - March 31, 2020. 
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reviewed the capital structures of the utility subsidiaries of the proxy companies. As 120 


shown in Exhibit RMP___(AEB-11), the results of that analysis demonstrate that the 121 


average equity ratios for the utility operating companies of the proxy group range from 122 


47.49 percent to 61.54 percent with an average of 52.73 percent. RMP’s proposed 123 


common equity ratio of 53.67 percent closely approximates the average equity ratio for 124 


the utility operating subsidiaries of the proxy group companies and is well below the 125 


high-end of the range. Moreover, RMP’s proposed common equity ratio is reasonable 126 


considering that federal tax reform legislation has had a negative effect on the cash 127 


flows and credit metrics of regulated utilities.  128 


  Furthermore, a fundamental aspect of the financial regulation of utilities is 129 


 the assurance that the subject utility has a reasonable opportunity to earn a return on 130 


capital consistent with the return available on investments of similar risk. While this 131 


principle is most often discussed in terms of the allowed ROE, it is equally applicable 132 


to all aspects of the overall Rate of Return (“ROR”). The equity return, which is the 133 


product of the ROE and the equity ratio, (i.e., the Weighted Return on Equity 134 


(“WROE”)), ultimately defines the return to shareholders, and the product of the cost 135 


of debt and the debt ratio ensures that a company’s debt obligations are met. 136 


Therefore, it is necessary to consider both the rates that are applied to debt and equity 137 


and the composition of the capital structure to determine the reasonableness of the 138 


ROR. Taken together, RMP’s proposed common equity ratio of 53.67 percent and its 139 


requested ROE of 10.20 percent, result in a WROE of 5.47 percent. This return 140 


reasonably balances the interests of customers and shareholders by enabling RMP to 141 







 


Page 8 - Direct Testimony of Ann E. Bulkley 


maintain its financial integrity and therefore its ability to attract capital at reasonable 142 


terms and conditions under a variety of economic and financial market conditions. 143 


IV. REGULATORY GUIDELINES 144 


Q. Please describe the guiding principles used in establishing the cost of capital for a 145 


regulated utility. 146 


A. The United States Supreme Court’s precedent-setting Hope and Bluefield cases 147 


established the standards for determining the fairness or reasonableness of a utility’s 148 


allowed ROE. Among the standards established by the Court in those cases are: 149 


(1) consistency with other businesses having similar or comparable risks; (2) adequacy 150 


of the return to support credit quality and access to capital; and (3) that the result, as 151 


opposed to the methodology employed, is the controlling factor in arriving at just and 152 


reasonable rates.7 153 


Q. Has the Commission provided similar guidance in establishing the appropriate 154 


return on common equity? 155 


A. Yes. In a 2002 Questar Gas Company rate case, the Commission stated that: 156 


We are guided by U. S. Supreme Court decisions in the Hope (FPC v. 157 
Hope Natural Gas Company, 320 US 591 (1944)) and the Bluefield 158 
(Bluefield Water Works v. PSC, 262 US 659 (1923)) cases. From them, 159 
we learn that our rate-of-return decision should give investors the 160 
opportunity to earn a return on an investment in the Company 161 
comparable to the return the investor might earn in other investments 162 
of similar risk, and it should be a return sufficient to attract capital on 163 
reasonable terms and to maintain a financially viable utility. This 164 
points to the importance of an analysis of risk, and to the selection of 165 
comparable companies for that purpose. Investors’ required return, the 166 
opportunity cost of capital, is thus the utility’s cost of capital. 167 
 
In prior rate-of-return decisions, this Commission has been concerned 168 
to state that rate-of-return analysis is a subjective exercise, even 169 
though use of financial models conveys an appearance of objectivity. 170 


                                                           
7 Hope, 320 U.S. 591; Bluefield, 262 U.S. 679. 
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Applying these models requires judgment at each important step and 171 
with this role for judgment comes the possibility of bias. We repeat 172 
this here not as criticism but to indicate how important it is for us to 173 
ascertain that each witness’s judgments are finely and carefully made. 174 
Considered in this light, financial model analysis will provide a good 175 
framework for analysis and a useful means of organizing relevant 176 
information, but not objective cost-of-equity estimates. Assessment of 177 
other, including qualitative, information is necessary. (Bluefield, 178 
directing the Commission to “exercise. . . fair and enlightened 179 
judgment, having regard to all relevant facts. . . ,” and stating that, “A 180 
rate of return may be reasonable at one time, and become too high or 181 
too low by changes affecting opportunities for investment, the money 182 
market, and business conditions generally.”)8 183 


  This guidance is in accordance with the Hope and Bluefield decisions and the 184 


principles that I employed to estimate the ROE for RMP, including the principle that 185 


an allowed rate of return must be sufficient to enable regulated companies like RMP to 186 


attract capital on reasonable terms. Furthermore, the methodologies that I have 187 


employed are consistent with the Commission’s recognition that it is important to 188 


consider other information beyond the results of the financial model analysis to 189 


establish a rate of return on equity that is reasonable and reflects the investor-required 190 


return. 191 


Q. Why is it important for a utility to be allowed the opportunity to earn an ROE 192 


that is adequate to attract capital at reasonable terms? 193 


A. An ROE that is adequate to attract capital at reasonable terms enables a utility to 194 


continue to provide safe, reliable service while maintaining its financial integrity. 195 


To the extent the utility is provided the opportunity to earn its market-based cost of 196 


capital, neither customers nor shareholders are disadvantaged. 197 


                                                           
8 In the Matter of the Application of Questar Gas Company for a General Increase in Rates and Charges, 
Docket No. 02-057-02, Report and Order, at 20-21 (December 30, 2002). 
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Q. Is a utility’s ability to attract capital also affected by the ROEs that are authorized 198 


for other utilities? 199 


A. Yes. Utilities compete directly for capital with other investments of similar risk, which 200 


include other natural gas and electric utilities. Therefore, the ROE awarded to a utility 201 


sends an important signal to investors regarding the level of regulatory support for 202 


financial integrity, dividends, growth, and fair compensation for business and financial 203 


risk. The cost of capital represents an opportunity cost to investors. If higher returns 204 


are available for other investments of comparable risk, investors have an incentive to 205 


direct their capital to those investments. Thus, an authorized ROE significantly below 206 


authorized ROEs for other natural gas and electric utilities can inhibit RMP’s ability to 207 


attract capital for investment. 208 


Q. Has the Commission considered the authorized ROEs in other jurisdictions? 209 


A. Yes. In its Order in Docket No. 13-057-05 for Questar Gas Company, the Commission 210 


referenced authorized ROEs by other jurisdictions as support for an authorized ROE 211 


that was greater than the proposals recommended by the Office of Consumer Services 212 


and the Division of Public Utilities: 213 


In light of the evidence discussed above, we find that Questar’s request 214 
for continuation of its currently authorized 10.35 percent return on 215 
equity is not justified. While we decline to grant Questar’s request to 216 
maintain a 10.35 percent return on equity, we also find the evidence of 217 
record shows a 9.25 or 9.45 return on equity is too low to support 218 
properly Questar’s operations. In surrebuttal testimony, the Division’s 219 
witness provides 2013 authorized returns on equity for natural gas 220 
distribution companies through December 27, 2013, resulting in a 221 
range from 9.08 percent to 10.25 percent, with a mean of 9.66 percent. 222 
When looking at authorized returns on equity for the last quarter of 223 
2013, there appears to be an upward trend in authorized returns on 224 
equity with an average authorized return on equity of 9.81 percent. 225 
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These data support a return on equity that is meaningfully higher than 226 
the proposals of the Office and the Division. Moreover, this conclusion 227 
is consistent with the range of model results presented by the various 228 
expert witnesses.9 229 


 Thus, the Commission has considered the returns that have been authorized nationally 230 


in prior rate cases and should continue to consider nationally authorized returns in the 231 


current case for RMP. 232 


Q. What are your conclusions regarding regulatory guidelines? 233 


A. The ratemaking process is premised on the principle that, for investors and companies 234 


to commit the capital needed to provide safe and reliable utility services, a utility must 235 


have the opportunity to recover the return of, and the market-required return on, its 236 


invested capital. Because utility operations are capital-intensive, regulatory decisions 237 


should enable the utility to attract capital at reasonable terms under a variety of 238 


economic and financial market conditions; doing so balances the long-term interests of 239 


the utility and its customers. 240 


  The financial community carefully monitors the current and expected financial 241 


condition of utility companies and the regulatory framework in which they operate. In 242 


that respect, the regulatory framework is one of the most important factors in both debt 243 


and equity investors’ assessments of risk. The Commission’s order in this proceeding, 244 


therefore, should establish rates that provide RMP with the opportunity to earn an ROE 245 


that is: (1) adequate to attract capital at reasonable terms under a variety of economic 246 


and financial market conditions; (2) sufficient to ensure good financial management 247 


and firm integrity; and (3) commensurate with returns on investments in enterprises 248 


                                                           
9 In the Matter of the Application of Questar Gas Company to Increase Distribution Rates and Charges and to 
Make Tariff Modifications, Docket No. 13-057-05, Report and Order, at 34 (February 21, 2014).  
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with similar risk. To the extent RMP is authorized to earn its market-based cost of 249 


capital, the proper balance is achieved between customers’ and shareholders’ interests. 250 


V. CAPITAL MARKET CONDITIONS 251 


Q. Why is it important to analyze capital market conditions? 252 


A. ROE estimation models rely on market data that are either specific to the proxy group, 253 


in the case of the DCF model, or to the expectations of market risk, in the case of the 254 


CAPM. The results of ROE estimation models can be affected by prevailing market 255 


conditions at the time the analysis is performed. While the ROE established in a rate 256 


proceeding is intended to be forward-looking, analysts use current and projected market 257 


data, specifically stock prices, dividends, growth rates and interest rates in ROE 258 


estimation models to estimate the required return for the subject company. 259 


  As discussed in the remainder of this section, analysts and regulatory 260 


commissions have concluded that current market conditions affect the results of ROE 261 


estimation models. As a result, it is important to consider the effect of these conditions 262 


on ROE estimation models when determining the appropriate range and recommended 263 


ROE for a future period. If investors do not expect current market conditions to be 264 


sustained in the future, it is possible that ROE estimation models will not provide an 265 


accurate estimate of investors’ required return during that rate period. Therefore, it is 266 


very important to consider projected market data to estimate the return for that forward-267 


looking period. 268 
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Q. What factors are affecting the cost of equity for regulated utilities in the current 269 


and prospective capital markets? 270 


A. The cost of equity for regulated utility companies is being affected by several factors 271 


in the current and prospective capital markets, including: (1) the current market 272 


volatility has created a short-term aberration in the market which must be carefully 273 


considered when selecting the inputs for the ROE estimation models; 2) utility stock 274 


valuations, which are inversely related to dividend yields, are currently unsustainably 275 


high given investors demand for defensive sectors during the short-term market 276 


dislocation; and (3) recent Federal tax reform. In this section, I discuss each of these 277 


factors and how it affects the models used to estimate the cost of equity for regulated 278 


utilities. 279 


A.  Current Market Conditions 280 


Q. Please summarize current market conditions. 281 


A. In 2020, market conditions have been extremely volatile. In January and early February 282 


2020, major market indices were generally increasing, many reaching new threshold 283 


levels. By mid-February, as the global health pandemic became more apparent, market 284 


conditions became increasingly more volatile. In mid-February utility stock prices 285 


reached an all-time high, followed by a significant decline in the overall market and 286 


utility stocks. Market conditions in March 2020 were more volatile than the last half of 287 


February. As shown in Figure 2 below, the Standard & Poor’s (“S&P”) 500 Index 288 


swung more than 3 percent in 16 of the 22 trading days in the month of March. 289 
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Figure 2: S&P 500 Index - Daily Price Change - January-March 2020 290 


 


Q. Have you reviewed any other indicators that measure volatility in the financial 291 


markets? 292 


A. Yes, I reviewed two other measures of volatility in financial markets, which are the 293 


Chicago Board Options Exchange (“CBOE”) Volatility Index (“VIX”) and the U.S. 294 


Treasury Note Volatility Index (“TYVIX”). The VIX measures investors’ expectation 295 


of volatility in the S&P 500 over the next 30 days. The TYVIX, also published by 296 


CBOE, measures investors’ expectation of volatility in the 10-year Treasury Bond over 297 


the next 30 days. As shown in Figure 3, the VIX and TYVIX have recently reached 298 


levels not seen since the Great Recession of 2008/09. For example, the VIX was 82.69 299 


on March 16, 2020. The VIX has not reached 80.00 since November of 2008; however, 300 


it is important to note that the highest level reached during the Great Recession of 301 


2008/09 was 80.86. Similarly, the TYVIX was 16.39 on March 19, 2020. Since at least 302 


January 2003, the TYVIX has never exceeded 15.00, including during the Great 303 
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Recession of 2008/09. These indicators show that COVID-19 has caused an increase 304 


in the level of uncertainty in the market even greater than in the Great Recession of 305 


2008/09. 306 


Figure 3: CBOE VIX and TYVIX - January 2003 - March 2020 307 


 


Q. Have you reviewed any indicators that measure the uncertainty in the global 308 


economy related to COVID-19? 309 


A. Yes, I have. I reviewed the global economic policy uncertainty index developed by 310 


economists Scott Baker, Nicholas Bloom, and Steven Davis. The index is a GDP-311 


weighted average of the economic policy uncertainty index of 21 countries. The 312 


economic policy uncertainty index measures the frequency that articles in publications 313 


of a country discuss economic policy uncertainty.10 As shown in Figure 4, uncertainty 314 


regarding global economic policy is at its highest level since at least 1997, with the 315 


                                                           
10 Source: Economic Policy Uncertainty: https://www.policyuncertainty.com/index.html. 
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largest increase occurring in the last two years as a result of the escalating trade dispute 316 


between the U.S. and China and the spread of COVID-19. 317 


Figure 4: Global Economic Policy Uncertainty Index 318 


 


Q. Has the increased global economic uncertainty resulted in increased volatility in 319 


financial markets? 320 


A. Yes, it has. As shown in Figure 3 above, the VIX is currently at levels exceeding the 321 


Great Recession of 2008/09. However, in addition to the VIX, I also reviewed the U.S. 322 


equity market volatility index which similar to the global economic policy uncertainty 323 


index is an index developed by Scott Baker, Nicholas Bloom and Steven Davis from 324 


the National Bureau of Economic Research. The U.S. equity market volatility index 325 


measures the frequency that articles in U.S. publications discuss equity market 326 


volatility. In addition, this index tracks VIX and realized volatility of returns on the 327 


S&P 500. As shown in Figure 5, the U.S. equity market volatility index has recently 328 


increased to its highest level since at least 2011. The increase in the index between 2017 329 


and 2020 can be attributed to recent external events, such as the trade war between the 330 
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U.S. and China and COVID-19 as investors have become increasingly concerned 331 


regarding the short-term effects that these events may have on the U.S. economy. 332 


Figure 5: US Equity Market Volatility Index 333 


 


Q. Have rating agencies commented on the effects of current market conditions on 334 


regulated utilities? 335 


A. Yes. S&P recently downgraded the outlook on the entire North American utilities sector 336 


indicating that 25 percent of the industry was previously on a negative outlook or 337 


CreditWatch with negative implications and that S&P expected that COVID-19 would 338 


create incremental pressure and that a recession would lead to an increasing number of 339 


downgrades and negative outlooks.11 340 


Q. How has the recent uncertainty in the market affected the yields on long-term 341 


government bonds? 342 


A. The uncertainty surrounding the trade dispute between the U.S. and China and the 343 


                                                           
11 Standard & Poor’s Ratings Direct, COVID-19: The Outlook for North American Regulated Utilities Turns 
Negative, April 2, 2020. 
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spread of COVID-19 has resulted in a flight-to-quality as investors have purchased 344 


safer assets such as U.S. Treasuries due to increased fears of a possible recession. This 345 


has been increasingly evident over the past few months as investors responded to news 346 


of increases in tariffs by both China and the U.S. and the number of coronavirus cases 347 


outside of China as the effects of the virus spread globally. 348 


  To illustrate the recent reactions of investors, I conducted an event study of the 349 


yield on the 10-year U.S. Treasury bond between July 1, 2019, and March 31, 2020. As 350 


shown in Figure 6, investors responded to both positive and negative developments 351 


regarding the trade dispute with China as well as policy announcements from the 352 


Federal Reserve. As a result, the yield on the 10-year Treasury Bond has fluctuated 353 


between 1.50 percent and 2.00 percent between July and December 2019. However, 354 


recently investors have become increasingly concerned with the economic effects of 355 


the spread of COVID-19. As a result, the yield on the 10-year Treasury Bond fell to a 356 


low of 0.54 percent as of March 9, 2020. Since March 9th, the 10-year Treasury Bond 357 


yield has experienced extreme volatility as it has ranged from 0.70 percent to 358 


1.18 percent as investors respond to both positive and negative news regarding the 359 


spread of COVID-19 and its economic effects. Therefore, the emergence of COVID-19 360 


in China and subsequent spread across the globe has resulted in unprecedented 361 


volatility in the markets. 362 
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Figure 6: 10-year U.S. Treasury Bond Yield 363 


 


Q. What are your conclusions regarding the recent market volatility and its effect on 364 


the cost of equity for RMP? 365 


A. As discussed above, investors have responded to the recent escalation in the trade war 366 


between the U.S. and China and more recently the spread of COVID-19 by divesting 367 


higher-risk assets and purchasing lower-risk assets such as U.S. Treasury bonds or 368 


defensive sector equites such as utilities. Furthermore, the constant news regarding the 369 


spread of COVID-19 and its economic effects has resulted in an abundance of 370 


information for investors to consider. This has resulted in unprecedented volatility in 371 


financial markets as investors have rotated in and out of various asset classes 372 


responding to both positive and negative developments. Therefore, ROE estimation 373 


models which rely on recent market data must be interpreted with extreme caution. For 374 


example, the Constant Growth DCF model relies on the average share prices for the 375 


proxy companies, which have been extremely volatile in the last several months and 376 


are not likely representative of what should be expected during the period that RMP’s 377 
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rates will be in effect. This highlights two key factors that must be considered when 378 


determining the ROE for RMP: (1) current and prospective market conditions should 379 


be considered when determining where among the range of results RMP’s ROE should 380 


fall, and (2) where possible it is necessary to consider projected market data in each of 381 


the models which reflect economists’ expectations for the market conditions that will 382 


exists during the period that RMP’s rates will be in effect. 383 


B. The Effect of Market Conditions on Valuations 384 


Q. Please provide a brief summary of the recent monetary policy actions of the 385 


Federal Reserve. 386 


A. The Federal Reserve held a meeting on March 15, 2020, and acknowledged that the 387 


recent spread of COVID-19 poses increased risks to economic activity in the U.S. and 388 


therefore lowered the federal funds rate by 100 basis points, which resulted in a range 389 


of 0.00 percent to 0.25 percent.12 This is the second unscheduled meeting to occur in 390 


March with the first occurring on March 3rd when the Federal Reserve decreased the 391 


federal funds rate by 50 basis points. In addition to the reduction in the federal funds 392 


rate, the Federal Reserve also announced plans to increase its holdings of both Treasury 393 


and mortgage-backed securities.13 It is important to view the recent Fed policy 394 


decisions in the context of the reactions to global exogenous events in particular 395 


COVID-19. The recent spread of COVID-19 has affected the global economy and 396 


caused a rise in volatility in the financial markets; thus, the Federal Reserve reacted by 397 


reducing the federal funds rate to minimize the effect of COVID-19 on the U.S. 398 


                                                           
12 FOMC, Federal Reserve Press Release, March 15, 2020, at 1. 
13 Id., at 2. 
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economy. During a recent webinar for the Brookings Institute, Chairman Powell noted 399 


the following regarding the length of the effects of COVID-19: 400 


When the virus does run its course and it’s safe to go back to work and 401 
it’s safe for businesses to open, then we would expect there to be a 402 
fairly quick rebound. I think most people expect that to happen in the 403 
second half of this year after the second quarter. To try to be precise 404 
about where that will be, I don’t think that would be appropriate.14 405 


Q. How has the Federal Reserve’s monetary policy affected capital markets in recent 406 


years? 407 


A. Extraordinary and persistent federal intervention in capital markets artificially lowered 408 


government bond yields after the Great Recession of 2008-2009, as the Federal Open 409 


Market Committee (“FOMC”) used monetary policy (both reductions in short-term 410 


interest rates and purchases of Treasury bonds and mortgage-backed securities) to 411 


stimulate the U.S. economy. As a result of very low or zero returns on short-term 412 


government bonds, yield-seeking investors have been forced into longer-term 413 


instruments, bidding up prices and reducing yields on those investments. As investors 414 


have moved along the risk spectrum in search of yields that meet their return 415 


requirements, there has been increased demand for dividend-paying equities, such as 416 


natural gas and electric utility stocks. 417 


Q. How have recent market conditions affected the valuations and dividend yields of 418 


utility shares? 419 


A. The Federal Reserve’s accommodative monetary policy has caused investors to seek 420 


alternatives to the historically low interest rates available on Treasury bonds. A result 421 


                                                           
14 Cox, Jeff. “Powell Says the Economic Recovery Can Be ‘Robust’ after the Coronavirus Is Contained.” 
CNBC, CNBC, 9 Apr. 2020, www.cnbc.com/2020/04/09/fed-chair-powell-says-the-economic-recovery-can-be-
robust-after-coronavirus.html. 
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of this search for higher yield is that share prices for many common stocks, especially 422 


dividend-paying stocks such as utilities, have been driven higher while the dividend 423 


yields (which are computed by dividing the dividend payment by the stock price) have 424 


decreased to levels well below the historical average. As shown in Figure 7, over the 425 


period from 2009 through February 18, 2020 (i.e., the peak of the market prior to the 426 


recent decline resulting from the effects of COVID-19), Treasury bond yields and 427 


utility dividend yields had declined. While investors have responded to the economic 428 


effects of COVID-19 resulting heightened volatility and in a recent decline in the 429 


market, it is important to highlight the relative performance of electric utilities during 430 


this time period. As shown in Figure 7, while the stock prices of electric utilities have 431 


declined, which has resulted in an increase in dividend yields, the average dividend 432 


yield for electric utilities over the period of February 19, 2020 through March 31, 2020 433 


was 3.53 percent which is still unreasonably low when compared to historical dividend 434 


yields. 435 
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Figure 7: Dividend Yields for Electric Utility Stocks15 436 


 


Q. Have equity analysts commented on the valuations of utility stocks? 437 


A. Yes. Several equity analysts have recognized that utility stock valuations are very high 438 


relative to historical levels even after the decline in share prices that occurred as a result 439 


of the economic effects of COVID-19. In the electric utilities industry report, Value 440 


Line noted the following: 441 


  Utilities are usually seen as a safe haven when the markets are in 442 
turmoil. Most of these stocks have declined far less than the broader 443 
market averages, but have been much more volatile than their high 444 
Price Stability Indexes suggest. Even a Safety rank of 1 (Highest) does 445 
not necessarily mean that a sharp decline cannot occur. Additionally, 446 
there has been a wide variance in the performance of these equities. 447 
The stock of Xcel Energy has advanced modestly in price this year, 448 
but the stock of Edison International has fallen more than 20% in price. 449 
The average dividend yield of stocks in this industry has risen to 3.55% 450 
after having fallen below 3% before the market tumbled in late 451 
February. Because the broader market has declined far more than the 452 
Electric Utility Industry, the median yield of dividend-paying stocks 453 
in The Value Line Investment Survey is not considerably lower than 454 
the median of the equities in this group.16  455 


 


                                                           
15 Source: Bloomberg Professional. Figure 7 includes 2020 data through March 31, 2020. 
16 Value Line Investment Survey, Electric Utility (West) Industry, April 24, 2020, at 2214. 
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 This is further supported by a recent Edward Jones report on the utility sector: 456 


Utility valuations have become more attractive as shares have fallen 457 
from recent highs. On a price-to-earnings basis, shares are now trading 458 
closer to their historical averages, after trading near all-time highs. 459 
Until early this year, we have seen utility valuations moving with 460 
interest rate movements, although there have been exceptions to this. 461 
Overall, however, we believe the low-interest-rate environment has 462 
been the biggest factor in pushing utilities higher since many investors 463 
buy them for their dividend yield.17 464 
 


As noted by equity analysts, utility stocks have experienced high valuations and low 465 


dividend yields, driven by investors moving into dividend paying stocks. This has 466 


occurred as a result of (a) the low interest rates in the bond market and (b) as discussed 467 


above, the increased economic uncertainty in the market which has resulted in equity 468 


investors rotating into defensive sectors such as utilities from cyclical sectors which 469 


are more likely to be affected by economic downturns. Conversely, if economic 470 


conditions improve and interest rates increase, bonds become a substitute for utility 471 


stocks and equity investors are more likely to rotate back to cyclical sectors, which 472 


results in an increase in dividend yields. As noted in the prior section of my testimony, 473 


this change in market conditions that is expected over the long-term implies that the 474 


ROE calculated using historical market data in the DCF model may understate the 475 


forward-looking cost of equity.  476 


Q. What is the effect of high valuations on utility stocks on the DCF model? 477 


A. High valuations have had the effect of depressing the dividend yields, which results in 478 


overall lower estimates of the cost of equity resulting from the DCF model. 479 


 


 


                                                           
17 Andy Smith. Edward Jones, Utilities Sector Outlook (March 24, 2020), at 2. 
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Q. How do the valuations of public utilities compare to the historical average? 480 


A. Figure 8 summarizes the average historical and projected Price-to-Earnings (“P/E”) 481 


ratios for the proxy companies calculated using data from Bloomberg Professional and 482 


Value Line.18 As shown in Figure 8, the average P/E ratio for the proxy companies 483 


increased from 2018 to 2019 as a result of uncertainty in market surrounding the trade 484 


dispute between the U.S. and China and the spread of COVID-19. The uncertainty 485 


resulted in investors shifting to defensive sectors such as utilities and consumer staples. 486 


However, the P/E ratios for the proxy companies have declined slightly in 2020 as 487 


investors have rotated from utilities to Treasury Bonds due to the economic effects of 488 


COVID-19. Although, as of March 31, 2020, the prices of utility stocks and thus the 489 


P/E ratios are still at unsustainable levels. For example, the average P/E ratio for the 490 


proxy group from February 19, 2020 through March 31, 2020 (i.e., the period since the 491 


decline in the market as a result of COVID-19) was 20.18 which is well above the 492 


average for the period of 2000-2020 of 15.89. It is not reasonable to expect the proxy 493 


companies to maintain P/E ratios that are well above long-term averages. As shown in 494 


Figure 8, Value Line is projecting that P/E ratios will decline over the period of 2020 495 


through 2023. All else equal, if P/E ratios for the proxy companies decline, as Value 496 


Line projects, the ROE results from the DCF model would be higher. Therefore, the 497 


DCF model using historical market data is likely understating the forward-looking cost 498 


of equity for the proxy group companies. 499 


 


 


                                                           
18 Selection of the Proxy Companies is discussed in detail in Section VI of my direct testimony. 
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Figure 8: Average Historical Proxy Group P/E Ratios19 500 


 


Q. Have you reviewed any other market indicators that compare the current 501 


valuation of utilities to the historical average? 502 


A. Yes. To further assess how the current low interest rate environment has affected the 503 


valuations of the companies in my proxy group, I reviewed the price/earnings to growth 504 


(“PEG”) ratio for the S&P Utilities Index. The PEG ratio is commonly used by 505 


investors to determine if a company is considered over- or under-valued. The ratio 506 


compares the P/E ratio of a company to the expected growth rate of future earnings. 507 


This allows investors to compare companies with similar P/E ratios but different 508 


earnings growth projections. If two companies have a P/E ratio of 20, but company A 509 


                                                           
19 Bloomberg Professional, Data through March 31, 2020, and Value Line Investment Survey January 24, 2020, 
February 14, 2020, and March 13, 2020. 
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is growing at a rate of 6 percent and company B is growing at a rate of 15 percent, then 510 


on a relative valuation basis company B is the better investment. 511 


  As shown in a report published by Yardeni Research, Inc., the PEG ratio for the 512 


S&P Utilities Index is significantly higher than it has historically been because of the 513 


accommodative monetary policy pursued by the Federal Reserve following the Great 514 


Recession of 2008-2009.20 While the PEG ratio has slightly declined recently as 515 


investors have rotated out of defensive sectors and into Treasury Bonds due to the short-516 


term economic effect of COVID-19, the PEG ratio for the S&P Utilities Index is still 517 


above the historical average. In general, stocks with lower long-term PEG ratios are 518 


considered better values. As the PEG ratio increases above the long-term historical 519 


average, as has been the case with the S&P Utilities Index, then the stocks are 520 


considered relatively over-valued unless the growth rate increases to support the higher 521 


valuation. As of April 2020, the PEG ratio for the S&P Utilities Index is close to 4.0, 522 


which indicates that many of the stocks in the index are currently trading at levels well 523 


above the historical average. This analysis supports Value Line’s expectation that the 524 


P/E ratios of utilities will decline over the near to intermediate term. 525 


Q. How do equity investors view the utilities sector based on these recent market 526 


conditions? 527 


A. Investment advisors have suggested that defensive sectors such as utility stocks 528 


perform well in periods of uncertainty, but underperform in periods of economic 529 


expansion. Barron’s recently noted the following regarding the recent performance of 530 


                                                           
20 Yardeni Research, Inc. S&P 500 Industry Briefing: Utilities at 5 (April 17, 2020). 
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utilities considering the increased uncertainty associated with the spread of COVID-531 


19: 532 


The outperformance of low-volatility stocks goes further back as well. 533 
The group has been holding up relatively well since the stock market 534 
stumbled into its current highly volatile phase two weeks ago. As of 535 
Tuesday, the S&P 500 had gained or lost at least 3% over nine of the 536 
past 12 trading days and declined 13.6% through the entire period. 537 
During the same period, the Invesco Low Volatility ETF has lost only 538 
10.7%. 539 
 
That’s not surprising. Low-volatility is historically a risk-off strategy, 540 
with large exposure to defensive sectors such as utilities and real 541 
estate. Nine out of the top 10 holdings in the Invesco fund are utility 542 
stocks, including Eversource Energy (ES), Duke Energy Corp. (DUK), 543 
and Consolidated Edison (ED). The group is therefore less affected by 544 
the ups and downs of the business cycle, and tends to beat the market 545 
during downturns, while underperforming during rallies.21 546 
 


 Moreover, to show the current high valuations of defensive sector stocks, I compared 547 


the forward P/E ratio of defensive sector stocks in the S&P 500 to the forward P/E ratio 548 


of cyclical sector stocks in the S&P 500. This comparison is shown in Figure 9 below. 549 


As shown this figure, the defensive stock premium is currently approximately 550 


7.80 percent, above the long-term average (i.e., a cyclical stock premium) from 1990 551 


to 2020 of -2.09 percent. Thus, defensive sector stocks are currently trading at a 552 


premium over cyclical sectors stocks, indicating that the valuations of defensive sectors 553 


such as utilities are currently too high. 554 


                                                           
21 Liu, Evie. “Low-Volatility Stocks Are Winning as the Market Swings. Thank Falling Interest Rates.” 
Barron’s, 11 Mar. 2020, www.barrons.com/articles/low-volatility-stocks-win-as-market-swings-51583876123. 
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Figure 9: Forward P/E Ratio Comparison of the S&P 500 defensive sector to the 555 
S&P 500 cyclical sector22 556 


 


C. Effect of Tax Reform on the ROE and Capital Structure 557 


Q. Are there other factors that should be considered in determining the cost of equity 558 


for RMP? 559 


A. Yes. The effect of the Tax Cuts and Jobs Act (“TCJA”) should also be considered in the 560 


determination of the cost of equity. It is also relevant to setting the equity ratio in the 561 


capital structure, which I address in Section IX of my testimony. The credit rating 562 


agencies have commented on the effect of the TCJA on regulated utilities. In summary, 563 


the TCJA is expected to reduce utility revenues due to the lower federal income taxes, 564 


the end of bonus depreciation, and the requirement to return excess Accumulated 565 


Deferred Income Taxes (“ADIT”). This change in revenue is expected to reduce Funds 566 


From Operations (“FFO”) metrics across the sector, and absent regulatory mitigation 567 


                                                           
22 Bloomberg Professional, Data through March 31, 2020. 
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strategies, is expected to lead to weaker credit metrics and possibly ratings downgrades 568 


for some utilities.23 569 


Q. Have credit or equity analysts commented on the effect of the TCJA on utilities? 570 


A. Yes. Each of the credit rating agencies has indicated that the TCJA would have an 571 


overall negative credit impact on regulated operating companies of utilities and their 572 


holding companies due to the reduction in cash flow that results from the change in the 573 


federal tax rate and the loss of bonus depreciation. 574 


  Moody’s noted that regulated utility rates are based on a cost-plus model, with 575 


tax expense being one of the pass-through items. Utilities will collect less income tax 576 


at a lower rate, reducing revenue. In addition, with the loss of bonus depreciation, the 577 


timing of future cash tax payments will be accelerated. Therefore, utilities will collect 578 


less tax revenue as a result of the lower tax rate and retain less of the collected taxes as 579 


a result of the loss of bonus depreciation. All else being equal, the changes will have a 580 


negative effect on utility cash flows and will, ultimately, negatively impact the utilities’ 581 


ability to fund ongoing operations and capital improvement programs. 582 


  In S&P’s 2019 trends report, the rating agency explains how the utility 583 


industry’s financial measures weakened in 2018 due to tax reform, capital spending, 584 


and negative load growth. In addition, S&P expects that weaker credit metrics will 585 


continue for those utilities operating with minimal financial cushion. S&P further 586 


expects that these utilities will look to offset the revenue reductions from tax reform 587 


with equity issuances. That rating agency reported that in 2018, regulated utilities 588 


                                                           
23 Fitchratings, Special Report, What Investors Want to Know, Tax Reform Impact on the U.S. Utilities, Power 
& Gas Sector (Jan. 24, 2018). 
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issued nearly $35 billion in equity, which is more than twice the equity issuances in 589 


either 2016 or 2017.24 590 


  FitchRatings (“Fitch”) also indicated that any ratings actions will be guided by 591 


the response of regulators and the management of the utilities. Fitch notes that the 592 


solution will depend on the ability of utility management to manage the cash flow 593 


implications of the TCJA. Fitch offered several solutions to provide rate stability and 594 


to moderate changes to cash flow in the near term, including increasing the authorized 595 


ROE and/or equity ratio.25 596 


Q. How has Moody’s responded to the increased risk for utilities resulting from the 597 


TCJA? 598 


A. In January 2018, Moody’s issued a report changing the rating outlook for several 599 


regulated utilities from Stable to Negative.26 At that time, Moody’s noted that the rating 600 


change affected companies with limited cushion in their ratings for deterioration in 601 


financial performance. In June 2018, Moody’s issued a report that downgraded the 602 


outlook for the entire regulated utility industry from Stable to Negative for the first 603 


time ever, citing ongoing concerns about the negative effect of the TCJA on cash flows 604 


of regulated utilities. Since mid-2018, Moody’s has downgraded the credit ratings of 605 


several utilities based in part on the effects of tax reform on financial metrics. As shown 606 


in Figure 10, the downgrades have continued in recent months. 607 


 


                                                           
24 Standard & Poor’s Ratings, Industry Top Trends 2019, North America Regulated Utilities, November 8, 
2018. 
25 FITCHRATINGS, Special Report, What Investors Want to Know, Tax Reform Impact on the U.S. Utilities, 
Power & Gas Sector (Jan. 24, 2018). 
26 MOODY’S INVESTOR SERVICE, Global Credit Research, Rating Action: Moody’s changes outlooks on 25 
US regulated utilities primarily impacted by tax reform (Jan. 19, 2018). 
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Figure 10: Credit Rating Downgrades Resulting from TCJA 608 


Utility 
Rating 
Agency 


Credit 
Rating 
before 
TCJA 


Credit 
Rating 
after 


TCJA 


Downgrade 
Date 


Consolidated Edison Company of New York Moody’s A3 Baa1 3/17/2020 


Consolidated Edison, Inc. Moody’s Baa1 Baa2 3/17/2020 


Washington Gas Light Company Moody’s A2 A3 1/30/2020 


Public Service Co. of North Carolina, Inc. Moody’s A3 Baa1 1/30/2020 


Wisconsin Power and Light Company Moody’s A2 A3 12/11/2019 


Wisconsin Gas LLC Moody’s A2 A3 11/20/2019 


Vectren Utility Holdings Moody’s A2 A3 10/25/2019 


Southern Indiana Gas & Electric Company Moody’s A2 A3 10/25/2019 


Indiana Gas Company Moody’s A2 A3 10/25/2019 


El Paso Electric Company Moody’s Baa1 Baa2 9/17/2019 


Questar Gas Company Moody’s A2 A3 8/15/2019 


DTE Gas Company Moody’s A2 A3 7/22/2019 


South Jersey Gas Company Moody’s A2 A3 7/17/2019 


Central Hudson Gas & Electric Moody’s A2 A3 7/12/2019 


Oklahoma Gas & Electric Company Moody’s A2 A3 5/31/2019 


American Water Works Moody’s A3 Baa1 4/1/2019 


Niagara Mohawk Power Corporation Moody’s A2 A3 3/29/2019 


KeySpan Gas East Corporation (“KEDLI”) Moody’s A2 A3 3/29/2019 


Xcel Energy Moody’s A3 Baa1 3/28/2019 


ALLETE, Inc. Moody’s A3 Baa1 3/26/2019 


Brooklyn Union Gas Company (“KEDNY”) Moody’s A2 A3 2/22/2019 


Avista Corp. Moody’s Baa1 Baa2 12/30/2018 


Consolidated Edison Company of New York Moody’s A2 A3 10/30/2018 


Consolidated Edison, Inc. Moody’s A3 Baa1 10/30/2018 


Orange and Rockland Utilities Moody’s A3 Baa1 10/30/2018 


Southwestern Public Service Company Moody’s Baa1 Baa2 10/19/2018 


Dominion Energy Gas Holdings Moody’s A2 A3 9/20/2018 


Piedmont Natural Gas Company, Inc. Moody’s A2 A3 8/1/2018 


WEC Energy Group, Inc. Moody’s A3 Baa1 7/12/2018 


Wisconsin Energy Capital Moody’s A3 Baa1 7/12/2018 


Integrys Holdings Inc. Moody’s A3 Baa1 7/12/2018 


OGE Energy Corp. Moody’s A3 Baa1 7/5/2018 


Oklahoma Gas & Electric Company Moody’s A1 A2 7/5/2018 


Q. Is it reasonable to expect that investors have included the negative effects of the 609 


TCJA on the cash flows of utilities in their valuation models? 610 


A. Not entirely. It is reasonable to expect that investors have reviewed the reports 611 
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published by the credit rating agencies such as Moody’s, S&P, and Fitch and are 612 


therefore considering the effects of the TCJA. However, utilities are still managing the 613 


negative effects of the TCJA and are working with regulators to determine appropriate 614 


solutions to mitigate the effect of the TCJA on cash flows. As Moody’s noted in its 615 


November 2018 report, the TCJA is expected to continue to have a near-term effect on 616 


the cash flows of utilities, which resulted in Moody’s negative outlook on the industry 617 


for 2019. 27 Furthermore, as shown in Figure 10, Moody’s is continuing to evaluate the 618 


effect of the TCJA on the cash flows of individual utilities. As part of the credit 619 


evaluation, rating agencies are specifically considering the recent rate case decisions of 620 


utilities to determine if the results of these cases help to mitigate the effect of the TCJA 621 


on cash flows. Therefore, the credit rating agencies appear to be continuing to monitor 622 


the effects of the TCJA on utilities. 623 


Q. Has the Commission recognized that the TCJA has had an adverse impact on 624 


utility cash flows and credit ratings? 625 


A. Yes. In a recent decision involving Dominion Energy Utah (“DEU”, formerly Questar 626 


Gas Company), the Commission considered factors that had changed since DEU’s prior 627 


rate case to determine if the Company’s authorized ROE should be increased or 628 


decreased. One of the issues considered by the Commission was the TCJA. 629 


Specifically, the Commission stated that: 630 


Issues that can be viewed as “credit negative” for DEU, potentially 631 
leading to an increase in its authorized ROE, include the federal tax 632 
reform enacted in late 2017 and the Federal Reserve’s cessation of 633 
injecting capital into the market.28 634 


                                                           
27 MOODY’S INVESTORS SERVICE, Research Announcement: Moody's: US regulated utilities sector 
outlook for 2019 remains negative, November 8, 2018. 
28 Report and Order, Docket No. 19-057-02, Dominion Energy Utah, February 25, 2020, at 6. 
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Q. Have state regulatory commissions considered market events and the utility’s 635 


ability to attract capital in determining the equity return? 636 


A. Yes. In a recent rate case for Consumers Energy Company in Michigan, Case No. U-637 


18322, the Michigan Public Service Commission (“Michigan PSC”) Staff (“Michigan 638 


PSC Staff”) recommended a 9.80 percent ROE based on the results of the DCF, CAPM, 639 


and Risk Premium approaches, which was supported by the Administrative Law Judge 640 


(“ALJ”).29 In its Order issued on March 29, 2018, however, the Michigan PSC partly 641 


disagreed with the ALJ and Michigan PSC Staff regarding expected market conditions 642 


and authorized a 10.00 percent ROE for Consumers Energy Company. The Michigan 643 


PSC noted that: 644 


[i]n setting the ROE at 10.00%, the Commission believes there is an opportunity 645 
for the company to earn a fair return during this period of atypical market 646 
conditions. This decision also reinforces the Commission’s belief that 647 
customers do not benefit from a lower ROE if it means the utility has difficulty 648 
accessing capital at attractive terms and in a timely manner. The fact that other 649 
utilities have been able to access capital despite lower ROEs, as argued by many 650 
intervenors, is also a relevant consideration. It is also important to consider how 651 
extreme market reactions to singular events, as have occurred in the recent past, 652 
may impact how easily capital will be able to be accessed during the future test 653 
period should an unforeseen market shock occur. The Commission will 654 
continue to monitor a variety of market factors in future rate cases to gauge 655 
whether volatility and uncertainty continue to be prevalent issues that merit 656 
more consideration in setting the ROE.30 657 
 658 


  The Michigan PSC references “singular events” and the overall effect the events 659 


could have on the ability of a utility to access capital. Consistent with the Michigan 660 


PSC’s views, it is important to consider that the TCJA has had a negative effect on the 661 


cash flows of utilities. In addition, it is important to consider this reduced cash flow in 662 


                                                           
29 In the matter of the Application of Consumers Energy Company for Authority to Increase Its Rates for the 
Generation and Distribution of Electricity and for Other Relief, Case No. U-18322, Order at 37 (March 29, 
2018). 
30 Id., at 43. 
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the context of overall market conditions when determining the appropriate ROE and 663 


equity ratio to enable RMP the ability to attract capital at reasonable terms during the 664 


period that rates will be in effect. 665 


Q. Have other utility commissions recognized that the TCJA has had an adverse 666 


impact on utility cash flows? 667 


A. Yes. The Oregon Public Utilities Commission (“Oregon PUC”) and the Wyoming 668 


Public Service Commission (“Wyoming PSC”) have acknowledged the negative effect 669 


of the TCJA on the cash flow of utilities. In February 2019, the Oregon PUC adopted 670 


Oregon PUC Staff's memo recommending approval of an application by Avista Corp. 671 


(“Avista”) to issue stock. Oregon PUC Staff's memo included the following statements 672 


about the TCJA and the importance of maintaining strong credit ratings: 673 


Staff finds that the Tax Cuts and Jobs Act of 2017 created unanticipated stresses 674 
on the Company's credit ratings. The requested authorization signals to rating 675 
agencies that the Company is committed to the equity portion of its capital 676 
structure. However, it is Staff's finding that restoring a notch in credit ratings 677 
involves more than just remedying the cause for the downgrade. On December 678 
21, 2018, Moody's stated, “Avista's credit profile reflects its low-risk vertically 679 
integrated electric and gas utility business, regulatory uncertainty in WA and 680 
the expected negative cash flow impact of tax reform.” Authorization herein as 681 
recommended by Staff starts the process of addressing rating agency concerns 682 
and restoring a positive credit outlook.31 683 
 
In July 2019, the Oregon PUC approved Avista’s application to issue debt 684 


securities, adopting Oregon PUC Staff's memo stating that “Raising the Company's 685 


credit ratings back up a notch will require hard work and persistence on the part of 686 


                                                           
31 In the Matter of Avista Corporation, dba Avista Utilities, Application for Authorization to Issue 3,500,000 
Shares of Common Stock, Docket UF 4308, Order No. 19-067 (Feb. 23, 2019). 
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Avista’s finance group as well as a supportive regulatory environment and achieving 687 


target metrics.”32 688 


In January 2019, the Oregon PUC adopted Oregon PUC Staff’s memo 689 


recommending approval of Portland General Electric Company’s (“PGE”) application 690 


to refresh a revolving credit facility. Staff’s memo contained similar observations about 691 


the TCJA and credit ratings: 692 


Of concern to Staff is Moody's approach to the impacts of the Tax 693 
Reform and Jobs Act of 2017. While one might expect lower taxes 694 
would be inherently positive news for utilities, Moody's has focused 695 
in on cash flow metrics that are stressed by the recent tax reform. 696 
Timely refreshment of this credit facility while PGE is under no heavy 697 
time or market pressure is consistent with provision for ongoing 698 
liquidity in support of current credit ratings. While approval of this 699 
Application does not by itself answer all of Moody's concerns 700 
regarding tax reform impacts on the utility sector, the proposed 701 
replacement credit facility is consistent with prudent financial 702 
management by the Company and will likely be seen as credit positive 703 
by both Standard and Poor's and Moody's. As the spreads over 704 
benchmark interest rates applicable to PGE depend on the level of the 705 
Company's credit ratings, this will be an area for the Commission to 706 
continue to monitor.33 707 


 
  Additionally, in a recent decision involving Questar Gas Company dba 708 


Dominion Energy Wyoming (“DEW”), the Wyoming PSC approved a modification to 709 


the stipulation in the Questar-Dominion merger case.34 The original stipulation required 710 


DEW to maintain an equity ratio in the range of 50-55 percent, and the modification 711 


partially lifted the 55 percent cap on the equity ratio. In approving the modification, the 712 


                                                           
32 In the Matter of Avista Corporation, dba Avista Utilities, Application for Authorization to Issue and Sell 
$600,000,000 of Debt Securities, UF 4313, Order No. 19-249 (July 30, 2019). 
33 In the Matter of Portland General Electric Company, Request for Authority to Extend the Maturity of an 
Existing $500 Million Revolving Credit Agreement, Docket UF 4272(3), Order No. 19-025 (Jan. 23, 2019). 
34 In the Matter of Questar Gas Company dba Dominion Energy Wyoming's Application for Approval of 
Amended Stipulation Previously Approved in Docket No. 30010-150-GA-16, Docket No. 30010-180-GA-18 
(Record No. 15138) (Aug. 20, 2019). 
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Wyoming PSC found that an “unintended consequence of the [TCJA] is that it has put 713 


pressure on Dominion’s credit metrics,” by reducing cash flow and negatively affecting 714 


the Funds From Operations (FFO) metric. The Wyoming PSC explained that “a 715 


deterioration of the Company’s credit metrics could result in a downgrade in 716 


Dominion’s credit rating, which would in turn result in a higher cost of debt for the 717 


Company and its customers.” The Wyoming PSC also noted that, to improve its credit 718 


metrics in response to the TCJA and avoid a downgrade, DEW believed it was 719 


necessary to issue additional equity to replace debt potentially exceeding the 55 percent 720 


equity cap. The Wyoming PSC approved the requested modification, finding it to be in 721 


the public interest. 722 


Q. What conclusions do you draw from your analysis of capital market conditions? 723 


A. The important conclusions resulting from capital market conditions are: 724 


•  The assumptions used in the ROE estimation models have been affected by 725 


recent historical, atypical market conditions. 726 


•  Recent market conditions reflect short-term exogenous shocks that are not 727 


expected to persist over the long-term. As a result, the recent atypical market 728 


conditions do not reflect the market conditions that should be expected to be 729 


present when the rates for RMP will be in effect. 730 


•  Recent market conditions demonstrate significant volatility and risk to equity 731 


that would be reflected as higher expected returns for investors to take on 732 


incremental equity risk. As a result, it is critical to consider the results of a 733 


variety of ROE estimation models, using forward-looking assumptions to 734 


estimate the cost of equity. 735 
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•  Without adequate regulatory support, the TCJA will have a negative effect on 736 


utility cash flows, which increases investor risk expectations for utilities. 737 


Therefore, it is increasingly important to consider a rate of return and capital 738 


structure that support the Company’s cash flow metrics to enable RMP the 739 


ability to attract capital at reasonable terms during the period that rates will be 740 


in effect. 741 


VI. PROXY GROUP SELECTION 742 


Q. Why have you used a group of proxy companies to estimate the cost of equity for 743 


RMP? 744 


A. In this proceeding, I am estimating the cost of equity for an electric utility company 745 


that is not itself publicly traded. Because the cost of equity is a market-based concept 746 


and given that RMP’s electric operations in Utah do not make up the entirety of a 747 


publicly traded entity, it is necessary to establish a group of companies that is both 748 


publicly traded and comparable to RMP in certain fundamental business and financial 749 


respects to serve as its “proxy” in the ROE estimation process. 750 


  Even if RMP were a publicly traded entity, it is possible that transitory events 751 


could bias its market value over a given period. A significant benefit of using a proxy 752 


group is that it moderates the effects of unusual events that may be associated with any 753 


one company. The proxy companies used in my analyses all possess a set of operating 754 


and risk characteristics that are substantially comparable to RMP, and thus provide a 755 


reasonable basis to derive an estimate of the appropriate ROE for RMP. 756 


Q. Please provide a brief profile of RMP. 757 


A. PacifiCorp d/b/a RMP is an electric utility, which is an indirect, wholly owned 758 
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subsidiary of Berkshire Hathaway Energy Company. PacifiCorp provides electric 759 


utility service to approximately 1.9 million residential, commercial, and industrial 760 


customers in California, Idaho, Oregon, Utah, Washington, and Wyoming.35 In Utah, 761 


RMP provides electric service to approximately 948,710 residential, commercial, and 762 


industrial customers.36 As of December 31, 2019, RMP had a net utility electric plant 763 


allocated to Utah of $7.735 billion.37 RMP’s electric operations in Utah represented 764 


43 percent of PacifiCorp’s electric sales in 2019.38 RMP currently has an investment 765 


grade long-term rating of A (Outlook: Stable) from S&P and A3 (Outlook: Stable) from 766 


Moody’s.39 767 


Q. How did you select the companies included in your proxy group? 768 


A. I began with the group of 37 companies that Value Line classifies as Electric Utilities 769 


and applied the following screening criteria to select companies that: 770 


•  pay consistent quarterly cash dividends, because companies that do not cannot 771 


be analyzed using the Constant Growth DCF model; 772 


•  have investment grade long-term issuer ratings from S&P and/or Moody’s; 773 


•  are covered by at least two utility industry analysts; 774 


•  have positive long-term earnings growth forecasts from at least two utility 775 


industry equity analysts; 776 


•  own regulated generation assets that are in rate base; 777 


                                                           
35 PacifiCorp website. 
36 Data provided by PacifiCorp. 
37 Data provided by PacifiCorp. 
38 Data provided by PacifiCorp. 
39 SNL Financial, April 21, 2020. 
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•  have more than 5 percent of owned regulated generation capacity come from 778 


regulated coal-fired power plants; 779 


•  derive more than 60.00 percent of their total operating income from regulated 780 


operations; 781 


•  derive more than 60.00 percent of regulated operating income from regulated 782 


electric operations; and 783 


•  were not parties to a merger or transformative transaction during the analytical 784 


periods relied on. 785 


Q. What is the composition of your proxy group? 786 


A. The screening criteria discussed above is shown in Exhibit RMP___(AEB-3) and 787 


 resulted in a proxy group consisting of the 22 companies shown in Figure 11 below. 788 


Figure 11: Proxy Group 789 


Company Ticker 
ALLETE, Inc. ALE


Alliant Energy Corporation LNT


Ameren Corporation AEE


American Electric Power Company, Inc. AEP


Avista Corporation AVA


CMS Energy Corporation CMS


Dominion Resources, Inc. D


DTE Energy Company DTE


Duke Energy Corporation DUK


Entergy Corporation ETR


Evergy, Inc. EVRG


IDACORP, Inc. IDA


NextEra Energy, Inc. NEE


NorthWestern Corporation NWE


OGE Energy Corporation OGE


Otter Tail Corporation OTTR


Pinnacle West Capital Corporation PNW


PNM Resources, Inc. PNM


Portland General Electric Company POR


PPL Corporation PPL


Southern Company SO


Xcel Energy Inc. XEL
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VII. COST OF EQUITY ESTIMATION 790 


Q. Please briefly discuss the ROE in the context of the regulated rate of return. 791 


A. The overall ROR for a regulated utility is based on its weighted average cost of capital, 792 


in which the cost rates of the individual sources of capital are weighted by their 793 


respective book values. While the costs of debt and preferred stock can be directly 794 


observed, the cost of equity is market-based and, therefore, must be estimated based on 795 


observable market data. 796 


Q. How is the required ROE determined? 797 


A. The required ROE is estimated by using one or more analytical techniques that rely on 798 


market-based data to quantify investor expectations regarding required equity returns, 799 


adjusted for certain incremental costs and risks. Informed judgment is then applied to 800 


determine where the company’s cost of equity falls within the range of results. The key 801 


consideration in determining the cost of equity is to ensure that the methodologies 802 


employed reasonably reflect investors’ views of the financial markets in general, as 803 


well as the subject company (in the context of the proxy group), in particular. 804 


Q. What methods did you use to determine RMP’s ROE? 805 


A. I considered the results of the Constant Growth DCF model, a Projected Constant 806 


Growth DCF model, the CAPM approach, the ECAPM approach, the Bond Yield Plus 807 


Risk Premium methodology, and an Expected Earnings analysis. As discussed in more 808 


detail below, a reasonable ROE estimate appropriately considers alternative 809 


methodologies and the reasonableness of their individual and collective results. 810 
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A. Importance of Multiple Analytical Approaches 811 


Q. Why is it important to use more than one analytical approach? 812 


A. Because the cost of equity is not directly observable, it must be estimated based on both 813 


quantitative and qualitative information. When faced with the task of estimating the 814 


cost of equity, analysts and investors are inclined to gather and evaluate as much 815 


relevant data as reasonably can be analyzed. Several models have been developed to 816 


estimate the cost of equity, and I use multiple approaches to estimate the cost of equity. 817 


As a practical matter, however, all the models available for estimating the cost of equity 818 


are subject to limiting assumptions or other methodological constraints. Consequently, 819 


many well-regarded finance texts recommend using multiple approaches when 820 


estimating the cost of equity. For example, Copeland, Koller, and Murrin suggest using 821 


the CAPM and Arbitrage Pricing Theory model,40 while Brigham and Gapenski 822 


recommend the CAPM, DCF, and Bond Yield Plus Risk Premium approaches.41 823 


Q. Is it important given the current market conditions to use more than one 824 


analytical approach? 825 


A. Yes. Low interest rates and the effects of the investor “flight to quality” can be seen in 826 


high utility share valuations, relative to historical levels and relative to the broader 827 


market. Higher utility stock valuations produce lower dividend yields and result in 828 


lower cost of equity estimates from a DCF analysis. Low interest rates also affect the 829 


CAPM in two ways: (1) the risk-free rate is lower, and (2) because the market risk 830 


premium is a function of interest rates, (i.e., it is the return on the broad stock market 831 


                                                           
40 Tom Copeland, Tim Koller and Jack Murrin, Valuation: Measuring and Managing the Value of Companies, 
3rd Ed. (New York: McKinsey & Company, Inc., 2000), at 214. 
41 Eugene Brigham, Louis Gapenski, Financial Management: Theory and Practice, 7th Ed. (Orlando: Dryden 
Press, 1994), at 341. 
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less the risk-free interest rate), the risk premium should move higher when interest rates 832 


are lower. Therefore, it is important to use multiple analytical approaches to moderate 833 


the impact that the current low interest rate environment is having on the ROE estimates 834 


for the proxy group and, where possible, consider using projected market data in the 835 


models to estimate the return for the forward-looking period. 836 


Q. Has the Commission recognized that it is important to consider the results of 837 


multiple ROE estimation models? 838 


A. Yes. It is my understanding that the Commission has emphasized that: 839 


[a]s we consider the various ROE recommendations, we conclude 840 
that all the evidence supporting those recommendations is relevant to 841 
our task to determine a just and reasonable ROE. To some extent, this 842 
task is a delegated legislative function that requires us to consider the 843 
evidence and make an ultimate decision exercising judgment and 844 
discretion.42  845 
 


Moreover, in Docket No. 13-057-05, the Commission concluded that: 846 
 


  As the testimony in this case demonstrates, there is no single 847 
financial model or set of data inputs on which experts conclusively 848 
agree for identifying a specific utility’s return on equity. Moreover, 849 
there is no consensus on the specific weighting to be assigned to the 850 
results obtained from any of the financial models. In this context, we 851 
address the evidence and considerations that inform our judgment 852 
and discretion to arrive at an authorized return on equity of 9.85 853 
percent for Questar.43 854 


 855 
Q. What are your conclusions about the results of the DCF and CAPM approaches? 856 


A. Recent market data that is used as the basis for the assumptions for both models have 857 


been affected by market conditions. As a result, relying exclusively on historical 858 


                                                           
42 Application of Dominion Energy Utah to Increase Distribution Rates and Charges and Make Tariff 
Modifications, Docket No. 19-057-02, Report and Order dated February 25, 2020, at 6 (July 1, 2019). 
43 In the Matter of the Application of Questar Gas Company to Increase Distribution Rates and Charges and to 
Make Tariff Modifications, Docket No. 13-057-05, Report and Order Approving the Settlement Stipulation 
dated February 21, 2014, at 29. (July 1, 2013). 
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assumptions in these models, without considering whether these assumptions are 859 


consistent with investors’ future expectations, will underestimate the cost of equity that 860 


investors would require over the period that the rates in this case are to be in effect. In 861 


this instance, relying on the historically low dividend yields that are not expected to 862 


continue over the period that the new rates will be in effect will underestimate the ROE 863 


for RMP. 864 


Furthermore, as discussed in Section V above, Treasury bond yields have 865 


experienced unprecedented volatility in recent months due to the economic effects of 866 


COVID-19. Therefore, the use of current averages of Treasury bond yields as the 867 


estimate of the risk-free rate in the CAPM is not appropriate since recent market 868 


conditions are not expected to continue over the long-term. Instead, analysts should 869 


rely on projected yields of Treasury Bonds in the CAPM. The projected Treasury Bond 870 


yields results in CAPM estimates that are more reflective of the market conditions that 871 


investors expect during the period that the Company’s rates will be in effect. 872 


B. Constant Growth DCF Model 873 


Q. Please describe the DCF approach. 874 


A. The DCF approach is based on the theory that a stock’s current price represents the 875 


present value of all expected future cash flows. In its most general form, the DCF model 876 


is expressed as follows: 877 
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Where P0 represents the current stock price, D1…D∞ are all expected future 878 


dividends, and k is the discount rate, or required ROE. Equation [1] is a standard present 879 


value calculation that can be simplified and rearranged into the following form: 880 


 
Equation [2] is often referred to as the Constant Growth DCF model in which 881 


the first term is the expected dividend yield and the second term is the expected long-882 


term growth rate. 883 


Q. What assumptions are required for the Constant Growth DCF model? 884 


A. The Constant Growth DCF model requires the following four assumptions: (1) a 885 


constant growth rate for earnings and dividends; (2) a stable dividend payout ratio; (3) a 886 


constant price-to-earnings ratio; and (4) a discount rate greater than the expected 887 


growth rate. To the extent that any of these assumptions is violated, considered 888 


judgment and/or specific adjustments should be applied to the results. 889 


Q. What market data did you use to calculate the dividend yield in your Constant 890 


Growth DCF model? 891 


A. The dividend yield in my Constant Growth DCF model is based on the proxy 892 


companies’ current annualized dividend and average closing stock prices over the 30-, 893 


90-, and 180-trading days ended March 31, 2020. 894 


Q. Why did you use 30-, 90-, and 180-day averaging periods? 895 


A. In my Constant Growth DCF model, I use an average of recent trading days to calculate 896 


the term P0 in the DCF model to ensure that the ROE is not skewed by anomalous 897 
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events that may affect stock prices on any given trading day. The averaging period 898 


should also be reasonably representative of expected capital market conditions over the 899 


long-term. However, by necessity, analysts rely on historical prices which, as discussed 900 


above, have been volatile and are currently at unsustainably high levels. Under these 901 


circumstances, where current market conditions cannot be expected to continue 902 


throughout the rate period, it is important to recognize that current average prices in the 903 


Constant Growth DCF model are not consistent with forward-looking market 904 


expectations. Therefore, the results of my Constant Growth DCF model using historical 905 


data may underestimate the forward-looking cost of equity. As a result, I place more 906 


weight on the mean to mean-high results produced by my Constant Growth DCF 907 


model. I also calculate an additional Constant Growth DCF analysis which relies on 908 


projected market data from Value Line to more reasonably approximate future market 909 


conditions. 910 


Q. Did you make any adjustments to the dividend yield to account for periodic 911 


growth in dividends? 912 


A. Yes, I did. Because utility companies tend to increase their quarterly dividends at 913 


different times throughout the year, it is reasonable to assume that dividend increases 914 


will be evenly distributed over calendar quarters. Given that assumption, I applied one-915 


half of the expected annual dividend growth rate for purposes of calculating the 916 


expected dividend yield component of the DCF model. This adjustment ensures that 917 


the expected first year dividend yield is, on average, representative of the coming 918 


twelve-month period, and does not overstate the aggregated dividends to be paid during 919 


that time. 920 
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Q. Why is it important to select appropriate measures of long-term growth in 921 


applying the DCF model? 922 


A. In its Constant Growth form, the DCF model (i.e., Equation [2]) assumes a single 923 


growth estimate in perpetuity. To reduce the long-term growth rate to a single measure, 924 


one must assume that the payout ratio remains constant and that earnings per share, 925 


dividends per share and book value per share all grow at the same constant rate. Over 926 


the long run, however, dividend growth can only be sustained by earnings growth. 927 


Therefore, it is important to incorporate a variety of sources of long-term earnings 928 


growth rates into the Constant Growth DCF model. 929 


Q. Which sources of long-term earnings growth rates did you use? 930 


A. My Constant Growth DCF model incorporates three sources of long-term earnings 931 


growth rates: (1) Zacks Investment Research; (2) Thomson First Call (provided by 932 


Yahoo! Finance); and (3) Value Line Investment Survey. 933 


C. Discounted Cash Flow Model Results 934 


Q. How did you calculate the range of results for the Constant Growth DCF Model? 935 


A. I calculated the low result for my DCF models using the minimum growth rate (i.e., the 936 


lowest of the First Call, Zacks, and Value Line earnings growth rates) for each of the 937 


proxy group companies. Thus, the low result reflects the minimum DCF result for the 938 


proxy group. I used a similar approach to calculate the high results, using the highest 939 


growth rate for each proxy group company. The mean results were calculated using the 940 


average growth rates from all sources. 941 
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Q. Have you excluded any of the Constant Growth DCF results for individual 942 


companies in your proxy group? 943 


A. Yes, I have. It is appropriate to exclude Constant Growth DCF results below a specified 944 


threshold at which equity investors would consider such returns to provide an 945 


insufficient return increment above long-term debt costs. The average credit rating for 946 


the companies in my proxy group is BBB+/Baa1. The average yield on Moody’s Baa-947 


rated utility bonds for the 30 trading days ending March 31, 2020, was 3.80 percent.44 948 


As shown on Exhibit RMP___(AEB-4), I have eliminated Constant Growth DCF 949 


results lower than 7.00 percent because such returns would provide equity investors a 950 


risk premium only 320 basis points above Baa-rated utility bonds. 951 


Q. Have you considered the results of any other DCF model? 952 


A. Yes. Because of analysts’ views that utility stocks may currently be at unsustainably 953 


high prices, I have also considered the results of a projected Constant Growth DCF 954 


model. The projected DCF analysis relies on Value Line’s projected average stock 955 


prices and dividends for the period from 2023 through 2025 and the five-year projected 956 


EPS growth rates. As shown in Exhibit RMP___(AEB-5), my analysis demonstrates 957 


that using the Value Line projected assumptions in the DCF model increases the ROE 958 


by 64 basis points (i.e., 9.57 percent vs. 8.93 percent) from the average DCF mean 959 


result for all three dividend measurement periods as shown in Exhibit 960 


RMP___(AEB-4). 961 


 


 


                                                           
44 Source: Bloomberg Professional. 
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Q. What were the results of your DCF analyses? 962 


A. Figure 12 summarizes the results of my DCF analyses. As shown in Figure 12, the 963 


mean DCF results range from 8.89 percent to 9.57 percent and the mean high results 964 


are in the range of 9.45 percent to 9.93 percent. While I also summarize the mean low 965 


DCF results, I do not believe that the low DCF results provide a reasonable spread over 966 


the expected yields on Treasury bonds to compensate investors for the incremental risk 967 


related to an equity investment. 968 


Figure 12: Discounted Cash Flow Results45,46 969 


 Mean Low Mean Mean High 
Constant Growth DCF


30-Day Average 8.53% 9.01% 9.69% 


90-Day Average 8.53% 8.89% 9.45% 


180-Day Average 8.52% 8.89% 9.45% 


Projected DCF
 Mean Low Mean Mean High 
2023-2025 Projection 9.00% 9.57% 9.93% 


Q. What are your conclusions about the results of the DCF models? 970 


A. As discussed previously, one primary assumption of the DCF models is a constant P/E 971 


ratio. That assumption is heavily influenced by the market price of utility stocks. 972 


Because current utility stock valuations are relatively high and are likely not 973 


sustainable, the results of the DCF models must be considered with caution. The 974 


dividend yield on the 30-day average DCF analysis was 3.47 percent, lower than the 975 


average dividend yield for electric utilities over the last 10 years. These data points 976 


demonstrate that the results of the current DCF models are significantly below more 977 


normal market conditions. Therefore, while I have given weight to the results of the 978 


                                                           
45 See Exhibit RMP___(AEB-4). 
46 See Exhibit RMP___(AEB-5) 
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DCF models, my recommendation also gives weight to the results of other ROE 979 


estimation models. 980 


D. Capital Asset Pricing Model Analysis 981 


Q. Please briefly describe the Capital Asset Pricing Model. 982 


A. The CAPM is a risk premium approach that estimates the cost of equity for a given 983 


security as a function of a risk-free return plus a risk premium to compensate investors 984 


for the non-diversifiable or “systematic” risk of that security. This second component 985 


is the product of the market risk premium and the Beta coefficient, which measures the 986 


relative riskiness of the security being evaluated. 987 


The CAPM is defined by four components, each of which must theoretically be 988 


a forward-looking estimate: 989 


 


Where: 990 


Ke = the required market ROE; 991 


â = Beta coefficient of an individual security; 992 


rf = the risk-free rate of return; and 993 


rm = the required return on the market. 994 


 In this specification, the term (rm - rf) represents the market risk premium. 995 


According to the theory underlying the CAPM, because unsystematic risk can be 996 


diversified away, investors should only be concerned with systematic or non-997 


diversifiable risk. Non-diversifiable risk is measured by Beta, which is defined as: 998 
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The variance of the market return (i.e., Variance (rm)) is a measure of the 999 


uncertainty of the general market, and the covariance between the return on a specific 1000 


security and the general market (i.e., Covariance (re, rm)) reflects the extent to which 1001 


the return on that security will respond to a given change in the general market return. 1002 


Thus, Beta represents the risk of the security relative to the general market. 1003 


Q. What risk-free rate did you use in your CAPM analysis? 1004 


A. I relied on three sources for my estimate of the risk-free rate: (1) the current 30-day 1005 


average yield on 30-year U.S. Treasury bonds of 1.56 percent;47 (2) the average 1006 


projected 30-year U.S. Treasury bond yield for Q3 2020 through Q3 2021 of 1007 


1.80 percent;48and (3) the average projected 30-year U.S. Treasury bond yield for 2021 1008 


through 2025 of 3.20 percent.49 1009 


Q. Would you place more weight on one of these scenarios? 1010 


A. Yes. Based on current market conditions, I place more weight on the results of the 1011 


projected yields on the 30-year Treasury bonds. As discussed previously, the estimation 1012 


of the cost of equity in this case should be forward looking because it is the return that 1013 


investors would receive over the future rate period. Therefore, the inputs and 1014 


assumptions used in the CAPM analysis should reflect the expectations of the market 1015 


at that time. While I have included the results of a CAPM analysis that relies on the 1016 


current average risk-free rate, as discussed with respect to the DCF analysis, recent 1017 


                                                           
47 Bloomberg Professional, as of March 31, 2020. 
48 Blue Chip Financial Forecasts, Vol. 39, No. 4, April 1, 2020, at 2. 
49 Blue Chip Financial Forecasts, Vol. 38, No. 12, December 1, 2019, at 14. 
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market conditions may not be representative of the market’s expectations for future 1018 


interest rates. 1019 


Q. What Beta coefficients did you use in your CAPM analysis? 1020 


A. As shown on Exhibit RMP___(AEB-6), I used the Beta coefficients for the proxy group 1021 


companies as reported by Bloomberg and Value Line. The Beta coefficients reported 1022 


by Bloomberg were calculated using ten years of weekly returns relative to the S&P 1023 


500 Index. Value Line’s calculation is based on five years of weekly returns relative to 1024 


the New York Stock Exchange Composite Index. 1025 


Q. How did you estimate the market risk premium in the CAPM? 1026 


A. I estimated the market risk premium based on the expected return on the S&P 500 Index 1027 


less the yield on the 30-year Treasury bond. I calculated the expected return on the S&P 1028 


500 Index using S&P’s published dividend yield and five-year projected growth rate 1029 


for the entire S&P 500 Index. As shown in Exhibit RMP___(AEB-6), based on S&P’s 1030 


five-year growth rate for the S&P 500 of 11.60 percent and dividend yield of 1031 


2.31 percent, the estimated required market return for the S&P 500 Index is 1032 


14.05 percent. The implied Market Risk Premiums over the current and projected 1033 


yields on the 30-year U.S. Treasury bond range from 10.85 percent to 12.49 percent. 1034 


Q.  Have other regulators endorsed the use of a forward-looking market risk 1035 


premium? 1036 


A.  Yes. The Staff of the Maine Public Utilities Commission (“Maine PUC”) has supported 1037 


the forward-looking market risk premium. In the Bench Analysis in Docket No. 2018-1038 


00194 for Central Maine Power Company, Docket No. 2017-00198 for Emera Maine 1039 


and Docket No. 2017-00065 for Northern Utilities, Maine PUC Staff accepted the 1040 
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forward-looking methodology for calculating the market return that was proposed by 1041 


the companies.50 In each case, the market return was the expected return for the S&P 1042 


500, which was calculated using a Constant Growth DCF model. 1043 


Furthermore, the Maine PUC in Docket No. 2017-00198 used the CAPM 1044 


results calculated by Staff and Emera Maine as a check on the reasonableness of the 1045 


DCF results in the case and did not dispute the use of the forward-looking market risk 1046 


premium by the parties (i.e., Staff and Emera Maine).51 1047 


Q. What are the results of your CAPM analyses? 1048 


A. As shown in Figure 13 (see also Exhibit RMP___(AEB-6)), my CAPM analysis 1049 


produces a range of returns from 8.49 percent to 11.71 percent. 1050 


Figure 13: CAPM Results 1051 


 


Bloomberg 
Beta 


Value Line 
Beta 


Current Risk-Free Rate (1.56%) 11.36% 8.49%


Q3 2020-Q3 2021 Projected Risk-Free Rate (1.80%) 11.41% 8.59%


2021-2025 Projected Risk-Free Rate (3.20%) 11.71% 9.22%


Q. Did you consider another form of the CAPM? 1052 


A. Yes. In addition to the “traditional” form of the CAPM, I have also considered the 1053 


“Empirical CAPM” in estimating the cost of equity for RMP. The ECAPM calculates 1054 


the product of the Beta coefficient and the market risk premium and applies a weight 1055 


of 75 percent to that result. The model then applies a 25 percent weight to the market 1056 


risk premium, without any effect from the Beta coefficient. The results of the two 1057 


                                                           
50 Emera Maine, Request for Approval of a Proposed Rate Increase, Docket No. 2017-00198, Bench Analysis at 
71-72 (December 21, 2017); Northern Utilities, Inc. d/b/a UNITIL, Request for Approval of Rate Change 
Pursuant to Section 307, Docket No. 2017-00065, Bench Analysis, at 15-16 (October 6, 2017). 
51 Emera Maine, Request for Approval of Proposed Rate Increase, Docket No. 2017-00198, June 28, 2018, at 
41. 
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calculations are summed, along with the risk-free rate, to produce the ECAPM result, 1058 


as noted in Equation [5] below: 1059 


 


Where: 1060 


   ke = the required market ROE 1061 


   â = Beta coefficient of an individual security 1062 


   rf = the risk-free rate of return 1063 


   rm = the required return on the market as a whole 1064 


The Empirical form of the CAPM addresses the tendency of the “traditional” 1065 


CAPM to underestimate the cost of equity for companies with low Beta coefficients 1066 


such as regulated utilities. The ECAPM is not redundant to the use of adjusted Betas; 1067 


rather, it recognizes the results of academic research indicating that the risk-return 1068 


relationship is different (in essence, flatter) than estimated by the CAPM, and that the 1069 


CAPM underestimates the “alpha,” or the constant return term.52 1070 


As with the CAPM, my application of the ECAPM uses the forward-looking 1071 


market risk premium estimate, the three yields on 30-year Treasury securities noted 1072 


earlier as the risk-free rate, and the Value Line and Bloomberg beta coefficients. As 1073 


shown in Figure 14 (see also Exhibit RMP___(AEB-6)), my ECAPM analysis produces 1074 


a range of returns from 9.88 percent to 12.30 percent. 1075 


                                                           
52 Roger A. Morin, New Regulatory Finance, Public Utilities Reports, Inc., 2006, at 191. 
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Figure 14: ECAPM Results 1076 


 
Bloomberg 


Beta 
Value Line 


Beta 
Current Risk-Free Rate (1.56%) 12.03% 9.88%


Q3 2020-Q3 2021 Projected Risk-Free Rate (1.80%) 12.07% 9.96%


2021-2025 Projected Risk-Free Rate (3.20%) 12.30% 10.42%


E. Bond Yield Plus Risk Premium Analysis 1077 


Q. Please describe the Bond Yield Plus Risk Premium approach. 1078 


A. In general terms, this approach is based on the fundamental principle that equity 1079 


investors bear the residual risk associated with equity ownership and therefore require 1080 


a premium over the return they would have earned as a bondholder. That is, because 1081 


returns to equity holders have greater risk than returns to bondholders, equity investors 1082 


must be compensated to bear that risk. Risk premium approaches, therefore, estimate 1083 


the cost of equity as the sum of the equity risk premium and the yield on a particular 1084 


class of bonds. In my analysis, I used actual authorized returns for electric utility 1085 


companies as the historical measure of the cost of equity to determine the risk premium. 1086 


Q. Are there other considerations that should be addressed in conducting this 1087 


analysis? 1088 


A. Yes. It is important to recognize both academic literature and market evidence 1089 


indicating that the equity risk premium (as used in this approach) is inversely related 1090 


to the level of interest rates. That is, as interest rates increase (decrease), the equity risk 1091 


premium decreases (increases). Consequently, it is also important to develop an 1092 


analysis that: (1) reflects the inverse relationship between interest rates and the equity 1093 


risk premium; and (2) relies on recent and expected market conditions. Such an analysis 1094 


can be developed based on a regression of the risk premium as a function of U.S. 1095 
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Treasury bond yields. Thus, if authorized ROEs for electric utilities serve as the 1096 


measure of required equity returns and the yield on the long-term U.S. Treasury bond 1097 


serves as the relevant measure of interest rates, the risk premium simply would be the 1098 


difference between those two points.53 1099 


Q. Is the Bond Yield Plus Risk Premium analysis relevant to investors? 1100 


A. Yes. Investors are aware of authorized ROE determinations in other jurisdictions, and 1101 


they consider those returns as a benchmark for a reasonable level of equity return for 1102 


utilities of comparable risk operating in other jurisdictions. Because my Bond Yield 1103 


Plus Risk Premium analysis is based on authorized ROEs for utility companies relative 1104 


to corresponding Treasury yields, it provides relevant information to assess the return 1105 


expectations of investors. 1106 


Q. What did your Bond Yield Plus Risk Premium analysis reveal? 1107 


A. As shown in Figure 15 below, from 1992 through March 31, 2020, there was a strong 1108 


negative relationship between risk premia and interest rates. To estimate that 1109 


relationship, I conducted a regression analysis using the following equation: 1110 


  


Where: 1111 


  RP = Risk Premium (difference between allowed ROEs and the yield on 30-1112 


year U.S. Treasury bonds) 1113 


                                                           
53 See e.g., S. Keith Berry, Interest Rate Risk and Utility Risk Premia during 1982-93, Managerial and Decision 
Economics, Vol. 19, No. 2 (March, 1998), (in which the author used a methodology similar to the regression 
approach described below, including using allowed ROEs as the relevant data source, and came to similar 
conclusions regarding the inverse relationship between risk premia and interest rates);Robert S. Harris, Using 
Analysts’ Growth Forecasts to Estimate Shareholders Required Rates of Return, Financial Management, Spring 
1986, at 66. 
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  a = intercept term 1114 


  b = slope term 1115 


  T = 30-year U.S. Treasury bond yield 1116 


Data regarding allowed ROEs were derived from 633 integrated electric utility 1117 


rate cases from 1992 through March 31, 2020, as reported by Regulatory Research 1118 


Associates (“RRA”).54 This equation’s coefficients were statistically significant at the 1119 


99.00 percent level. 1120 


Figure 15: Risk Premium Results 1121 


 


As shown on Exhibit RMP___(AEB-7), based on the current 30-day average of 1122 


the 30-year U.S. Treasury bond yield (i.e., 1.56 percent), the risk premium would be 1123 


7.77 percent, resulting in an estimated ROE of 9.33 percent. Based on the near-term 1124 


(Q3 2020 to Q3 2021) projections of the 30-year U.S. Treasury bond yield (i.e., 1125 


1.80 percent), the risk premium would be 7.63 percent, resulting in an estimated ROE 1126 


                                                           
54 This analysis began with a total of 1,217 cases and was screened to eliminate limited issue rider cases, 
transmission-only cases, distribution-only cases, and cases that were silent with respect to the authorized ROE. 
After applying those screening criteria, the analysis was based on data for 633 cases. 
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of 9.43 percent. Based on longer-term (2021 to 2025) projections of the 30-year U.S. 1127 


Treasury bond yield (i.e., 3.20 percent), the risk premium would be 6.84 percent, 1128 


resulting in an estimated ROE of 10.04 percent.   1129 


Q. How did the results of the Bond Yield Risk Premium inform your recommended 1130 


ROE for RMP? 1131 


A. I have considered the results of the Bond Yield Risk Premium analysis in setting my 1132 


recommended ROE for RMP. As noted above, investors will consider the authorized 1133 


ROE of a company when assessing the risk of that company as compared to utilities of 1134 


comparable risk operating in other jurisdictions. The risk premium analysis takes into 1135 


account this comparison by estimating the return expectations of investors based on the 1136 


current and past ROE awards of electric utilities across the U.S. 1137 


F. Expected Earnings Analysis 1138 


Q. Have you considered any additional analysis to estimate the cost of equity for 1139 


RMP? 1140 


A. Yes. I have considered an Expected Earnings analysis based on the projected ROEs for 1141 


each of the proxy group companies. 1142 


Q. What is an Expected Earnings Analysis? 1143 


A. The Expected Earnings methodology is a comparable earnings analysis that calculates 1144 


the earnings that an investor expects to receive on the book value of a stock. The 1145 


expected earnings analysis is a forward-looking estimate of investors’ expected returns. 1146 


The use of an Expected Earnings approach based on the proxy companies provides a 1147 


range of the expected returns on a group of risk comparable companies to the subject 1148 
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company. This range is useful in helping to determine the opportunity cost of investing 1149 


in the subject company, which is relevant in determining a company’s ROE. 1150 


Q. Have any regulators considered the use of an Expected Earnings Analysis? 1151 


A. Yes. The Washington Utilities & Transportation Commission (“Washington UTC”), in 1152 


its order in Dockets UE-170485 and UG-170486, considered the results of the 1153 


Comparable Earnings analysis55 in establishing the authorized ROE for Avista 1154 


Corporation. The Washington UTC noted that it tends to place more weight on the 1155 


results of the DCF, CAPM and Risk Premium analyses; however, given the wide range 1156 


of CAPM results presented by the ROE witnesses in the case, the Washington UTC 1157 


decided to apply weight to the results of the Comparable Earnings analysis.56 1158 


Specifically, the Washington UTC stated the following: 1159 


Finally, as additional data points for our consideration of establishing 1160 
Avista’s ROE, we note that two witness, Mr. McKenzie for Avista and 1161 
Mr. Parcell for Staff, employ the CE approach to two proxy groups of 1162 
companies. The respective mid-points of each witnesses’ CE analysis 1163 
are 10.5 and 9.5 percent, respectively, with an average of 10.0 percent. 1164 
Although we generally do not apply material weight to the CE method, 1165 
having stronger reliance on the DCF, CAPM and RP methods, we are 1166 
inclined to include the CE method here given the anomalous CAPM 1167 
results described previously.57 1168 
 


Q. How did you develop the Expected Earnings Approach? 1169 


A. I relied primarily on the projected ROE capital for the proxy companies as reported by 1170 


Value Line for the period from 2023-2025.58 However, I adjusted those projected ROEs 1171 


                                                           
55 The Expected Earnings analysis is a form of the Comparable Earnings analysis that relies exclusively on 
forward-looking projections. 
56 Wash. Utils. & Transp. Comm’n v. Avista Corp., Docket Nos. UE-170485 and UG-170486, Order 07, ¶ 65 
(April 26, 2018). 
57 Ibid. 
58 Value Line projections refer to 2022-2024 for electric utilities included in Value Line’s electric utility west 
group. The difference in the projection period is due to the timing of Value Line's release date for the reports. 
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to account for the fact that the ROEs reported by Value Line are calculated on the basis 1172 


of common shares outstanding at the end of the period, as opposed to average shares 1173 


outstanding over the period. As shown in Exhibit RMP___(AEB-8), the Expected 1174 


Earnings analysis results in a mean of 10.82 percent and a median of 10.74 percent. 1175 


VIII. REGULATORY AND BUSINESS RISKS 1176 


Q. Do the DCF, CAPM, ECAPM, Risk Premium, and Expected Earnings results for 1177 


the proxy group, taken alone, provide an appropriate estimate of the cost of equity 1178 


for RMP? 1179 


A. No. These results provide only a range of the appropriate estimate of RMP’s cost of 1180 


equity. There are several additional factors that must be taken into consideration when 1181 


determining where the Company’s cost of equity falls within the range of results. These 1182 


factors, which are discussed below, should be considered with respect to their overall 1183 


effect on the Company’s risk profile. 1184 


A. Capital Expenditures 1185 


Q. Please summarize PacifiCorp’s capital expenditure requirements. 1186 


A. PacifiCorp’s current projections for 2020 through 2024 include approximately 1187 


$10.8 billion in capital investments for the period.59 Based on PacifiCorp’s net utility 1188 


plant of approximately $18 billion as of December 31, 2018, the $10.8 billion 1189 


anticipated capital expenditures are approximately 60.00 percent.60 1190 


Q. How is PacifiCorp’s risk profile affected by its capital expenditure requirements? 1191 


A. As with any utility facing increased capital expenditure requirements, PacifiCorp’s risk 1192 


profile may be adversely affected in two significant and related ways: (1) the 1193 


                                                           
59 Data provided by PacifiCorp for Capital Expenditures 2020-2024. 
60 Data provided by PacifiCorp. 
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heightened level of investment increases the risk of under recovery or delayed recovery 1194 


of the invested capital; and (2) an inadequate return would put downward pressure on 1195 


key credit metrics. 1196 


Q. Do credit rating agencies recognize the risks associated with elevated levels of 1197 


capital expenditures? 1198 


A. Yes. From a credit perspective, the additional pressure on cash flows associated with 1199 


higher levels of capital expenditures exerts corresponding pressure on credit metrics 1200 


and, therefore, credit ratings. To that point, S&P explains the importance of regulatory 1201 


support for large capital projects: 1202 


When applicable, a jurisdiction’s willingness to support large capital 1203 
projects with cash during construction is an important aspect of our 1204 
analysis. This is especially true when the project represents a major 1205 
addition to rate base and entails long lead times and technological 1206 
risks that make it susceptible to construction delays. Broad support 1207 
for all capital spending is the most credit-sustaining. Support for only 1208 
specific types of capital spending, such as specific environmental 1209 
projects or system integrity plans, is less so, but still favorable for 1210 
creditors. Allowance of a cash return on construction work-in-1211 
progress or similar ratemaking methods historically were 1212 
extraordinary measures for use in unusual circumstances, but when 1213 
construction costs are rising, cash flow support could be crucial to 1214 
maintain credit quality through the spending program. Even more 1215 
favorable are those jurisdictions that present an opportunity for a 1216 
higher return on capital projects as an incentive to investors.61 1217 
 


Therefore, to the extent that RMP’s rates do not permit the opportunity to 1218 


recover its full cost of doing business, RMP will face increased recovery risk and thus 1219 


increased pressure on its credit metrics. 1220 


 


 


                                                           
61 S&P Global Ratings, “Assessing U.S. Investor-Owned Utility Regulatory Environments,” August 10, 2016, 
at 7. 
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Q. How do PacifiCorp’s capital expenditure requirements compare to those of the 1221 


proxy group companies? 1222 


A. As shown in Exhibit RMP___(AEB-9), I calculated the ratio of expected capital 1223 


expenditures to net utility plant for PacifiCorp and each of the companies in the proxy 1224 


group by dividing each company’s projected capital expenditures for the period from 1225 


2020-2024 by its total net utility plant as of December 31, 2018. As shown in Exhibit 1226 


RMP___(AEB-9) (see also Figure 16 below), PacifiCorp’s ratio of capital expenditures 1227 


as a percentage of net utility plant of 60.00 percent is approximately 1.10 times the 1228 


median for the proxy group companies of 54.30 percent. This result indicates slightly 1229 


greater risk relative to the companies in the proxy group. 1230 


Figure 16: Comparison of Capital Expenditures - Proxy Group Companies 1231 
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Q. Does RMP have a capital tracking mechanism to recover the costs associated with 1232 


its capital expenditures plan between rate cases? 1233 


A. No. RMP does not recover capital investment costs between rate cases utilizing a 1234 


capital tracking mechanism. Increased capital expenditure programs like RMP’s often 1235 


receive cost recovery through infrastructure and capital trackers in other jurisdictions. 1236 


As shown in Exhibit RMP___(AEB-10), 52.00 percent of the proxy group utilities 1237 


recover costs through capital tracking mechanisms. Since RMP does not currently have 1238 


a capital tracking mechanism, RMP’s risk relative to the proxy group is significantly 1239 


increased. 1240 


Q. What are your conclusions regarding the effect of the PacifiCorp’s capital 1241 


spending requirements on its risk profile and cost of capital? 1242 


A. PacifiCorp’s capital expenditure requirements as a percentage of net utility plant are 1243 


increasing and will continue over the next few years. Additionally, unlike a number of 1244 


the operating subsidiaries of the proxy group, RMP does not have a comprehensive 1245 


capital tracking mechanism to recover projected capital expenditures. Therefore, 1246 


RMP’s plans for increased capital expenditures and limited ability to recover the capital 1247 


investment on an as-incurred basis results in a risk profile that is greater than that of 1248 


the proxy group and supports an ROE toward the higher end of the reasonable range of 1249 


ROEs. 1250 


B. Regulatory Risk 1251 


Q. Please explain how the regulatory environment affects investors’ risk assessments. 1252 


A. The ratemaking process is premised on the principle that, for investors and companies 1253 


to commit the capital needed to provide safe and reliable utility service, the subject 1254 
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utility must have the opportunity to recover the return of, and the market-required 1255 


return on, invested capital. Regulatory authorities recognize that because utility 1256 


operations are capital intensive, regulatory decisions should enable the utility to attract 1257 


capital at reasonable terms; doing so balances the long-term interests of investors and 1258 


customers. Utilities must finance their operations and require the opportunity to earn a 1259 


reasonable return on their invested capital to maintain their financial profiles. RMP is 1260 


no exception. In that respect, the regulatory environment is one of the most important 1261 


factors considered in both debt and equity investors’ risk assessments. 1262 


From the perspective of debt investors, the authorized return should enable the 1263 


utility to generate the cash flow needed to meet its near-term financial obligations, 1264 


make the capital investments needed to maintain and expand its systems, and maintain 1265 


the necessary levels of liquidity to fund unexpected events. This financial liquidity must 1266 


be derived not only from internally generated funds, but also by efficient access to 1267 


capital markets. Moreover, because fixed income investors have many investment 1268 


alternatives, even within a given market sector, the utility’s financial profile must be 1269 


adequate on a relative basis to ensure its ability to attract capital under a variety of 1270 


economic and financial market conditions. 1271 


Equity investors require the authorized return to adequately provide a risk-1272 


comparable return on the equity portion of the utility’s capital investments. Because 1273 


equity investors are the residual claimants on the utility’s cash flows (which is to say 1274 


that the equity return is subordinate to interest payments), they are particularly 1275 


concerned with the strength of regulatory support and its effect on future cash flows. 1276 
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Q. Please explain how credit rating agencies consider regulatory risk in establishing 1277 


a company’s credit rating. 1278 


A. Both S&P and Moody’s consider the overall regulatory framework in establishing 1279 


credit ratings. Moody’s establishes credit ratings based on four key factors: 1280 


(1) regulatory framework; (2) the ability to recover costs and earn returns; 1281 


(3) diversification; and (4) financial strength, liquidity and key financial metrics. Of 1282 


these criteria, regulatory framework and the ability to recover costs and earn returns 1283 


are each given a broad rating factor of 25.00 percent. Therefore, Moody’s assigns 1284 


regulatory risk a 50.00 percent weighting in the overall assessment of business and 1285 


financial risk for regulated utilities. 62 1286 


S&P also identifies the regulatory framework as an important factor in credit 1287 


ratings for regulated utilities, stating: “One significant aspect of regulatory risk that 1288 


influences credit quality is the regulatory environment in the jurisdictions in which a 1289 


utility operates.”63 S&P identifies four specific factors that it uses to assess the credit 1290 


implications of the regulatory jurisdictions of investor-owned regulated utilities: 1291 


(1) regulatory stability; (2) tariff-setting procedures and design; (3) financial stability; 1292 


and (4) regulatory independence and insulation.64 1293 


Q. How does the regulatory environment in which a utility operates affect its access 1294 


to and cost of capital? 1295 


A. The regulatory environment can significantly affect both the access to, and cost of 1296 


capital in several ways. First, the proportion and cost of debt capital available to utility 1297 


                                                           
62 Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, at 4 (June 23, 2017). 
63 Standard & Poor’s Global Ratings, Ratings Direct, U.S. and Canadian Regulatory Jurisdictions Support 
Utilities’ Credit Quality-But Some More So Than Others, at 2 (June 25, 2018) 


64 Id., at 1. 







 


Page 66 - Direct Testimony of Ann E. Bulkley 


companies are influenced by the rating agencies’ assessment of the regulatory 1298 


environment. As noted by Moody’s, “[f]or rate regulated utilities, which typically 1299 


operate as a monopoly, the regulatory environment and how the utility adapts to that 1300 


environment are the most important credit considerations.”65 Moody’s further 1301 


highlighted the relevance of a stable and predictable regulatory environment to a 1302 


utility’s credit quality, noting: “[b]roadly speaking, the Regulatory Framework is the 1303 


foundation for how all the decisions that affect utilities are made (including the setting 1304 


of rates), as well as the predictability and consistency of decision-making provided by 1305 


that foundation.”66 1306 


Q. Have you conducted any analysis of the regulatory framework in Utah relative to 1307 


the jurisdictions in which the companies in your proxy group operate? 1308 


A. Yes. I have evaluated the regulatory framework in Utah on five factors that are 1309 


important in terms of providing a regulated utility an opportunity to earn its authorized 1310 


ROE. These are: (1) fuel cost recovery; (2) test year convention (i.e., forecast vs. 1311 


historical); (3) method for determining rate base (i.e., average vs. year-end); (4) use of 1312 


revenue decoupling mechanisms or other clauses that mitigate volumetric risk; and 1313 


(5) prevalence of capital cost recovery between rate cases. The results of this regulatory 1314 


risk assessment are shown in Exhibit RMP___(AEB-10) and are summarized below. 1315 


•  Fuel and Energy Cost Recovery: RMP has an Energy Balancing Account 1316 


(“EBA”) which allows the Company to recover (or refund) variations in fuel 1317 


costs from the baseline fuel costs that were determined in the Company’s 1318 


last rate proceeding. Similarly, 90.00 percent of the operating companies 1319 


                                                           
65 Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, at 6 (June 23, 2017). 
66 Ibid. 
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held by my proxy group are allowed to pass through fuel costs and 1320 


purchased power costs directly to customers. 1321 


•  Test year convention: RMP has been able to use a test year containing 1322 


forecasted data, which is generally consistent with the 49.00 percent of the 1323 


operating companies held by the proxy group that provide service in 1324 


jurisdictions that use a fully or partially forecast test year. 1325 


•  Rate Base: RMP’s rate base in Utah is typically determined using an 1326 


average rate base. In contrast, 49.00 percent of the operating subsidiaries 1327 


held by the proxy group are allowed to use year-end rate base, meaning that 1328 


the rate base includes capital additions that occurred in the second half of 1329 


the test year and is more reflective of net utility plant going forward. 1330 


•  Volumetric Risk: RMP does not have protection against volumetric risk in 1331 


Utah. In contrast, 52.00 percent of the operating companies held by the 1332 


proxy group have some form of protection against volumetric risk through 1333 


either a partial or full revenue decoupling mechanism that mitigates the 1334 


effect of fluctuations in volume on revenues. 1335 


•  Capital Cost Recovery: As discussed above, RMP does not have a capital 1336 


tracking mechanism to recover capital investment costs between rate cases. 1337 


However, 52.00 percent of the operating companies held by the proxy group 1338 


have some form of capital cost recovery mechanism in place. 1339 
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Q. Has RRA provided recent commentary regarding its regulatory ranking for 1340 


RMP? 1341 


A. Yes. In March 2020, RRA updated its evaluation of the regulatory environment in Utah 1342 


and noted the following: 1343 


Regulatory Research Associates, a group within S&P Global Market 1344 
Intelligence, had viewed the regulatory environment in Utah as 1345 
somewhat more constructive than average from an investor point of 1346 
view. The state remains traditionally regulated and the PSC has been 1347 
receptive to mergers. There has been little base rate activity in recent 1348 
years; many prior proceedings had been resolved through settlement 1349 
agreements, which had sometimes included multi-year rate 1350 
adjustments. However, in the only recent ROE determination issued 1351 
by the PSC, the commission granted a below industry average equity 1352 
return to Questar Gas [Dominion Energy Utah] in a fully litigated base 1353 
rate proceeding. The PSC also chose to phase-in a relatively modest 1354 
rate increase in that rate case. On a more constructive note, the use of 1355 
test years in base rate proceedings that contain projected data is 1356 
commonplace. A bidding process is utilized to determine utilities' new 1357 
energy resource needs, and, while authorization of a cash return on 1358 
construction work in progress is not commission practice, the PSC has 1359 
previously allowed PacifiCorp to recover costs associated with major 1360 
plant additions through expedited limited-issue rate proceedings. 1361 
PacifiCorp's fuel clause allows the company to recover 100% of its net 1362 
power costs. Questar Gas operates under a purchased gas clause that 1363 
includes a capacity-release related incentive provision, and the utility 1364 
has a full revenue decoupling mechanism in place. In addition, a 1365 
mechanism is in place for Questar Gas through which the company 1366 
recovers costs associated with the replacement of aging infrastructure. 1367 
Based on the foregoing information, particularly the recent rate 1368 
decision for Questar Gas, RRA is lowering the rating of Utah 1369 
regulation to Average/2 from Average/1, reflective of a relatively 1370 
balanced regulatory climate.67 1371 
 


 


 


 


                                                           
67 Regulatory Research Associates, Profile of Public Service Commission of Utah, accessed April 2, 2020. 
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Q. How do recent returns in Utah compare to the authorized returns in other 1372 


jurisdictions? 1373 


A. As noted in RRA’s evaluation above, the authorized ROEs for electric and natural gas 1374 


utilities in Utah, while partially the result of settlement agreements approved by the 1375 


Commission, have been below the average authorized ROEs for electric and natural 1376 


gas utilities across the U.S. Figure 17 below shows the authorized returns for vertically 1377 


integrated electric utilities in other jurisdictions since January 2009, and the returns 1378 


authorized in Utah for RMP. As shown in Figure 17, the authorized returns for RMP in 1379 


Utah have been below the average authorized ROE for vertically integrated electric 1380 


utilities in other jurisdictions since 2011. 1381 


Figure 17: Comparison of Utah and U.S. Authorized Electric Returns 1382 
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Q. Is there any reason that the Commission should be concerned about authorizing 1383 


equity returns that are at the low end of the range established by other state 1384 


regulatory jurisdictions? 1385 


A. Yes. Credit rating agencies take the authorized ROE into consideration in the overall 1386 


risk analysis of a company. Therefore, to the extent that the returns in a jurisdiction are 1387 


lower than the returns that have been authorized more broadly, credit rating agencies 1388 


will consider this in the overall risk assessment of the regulatory jurisdiction in which 1389 


the company operates. For example, Moody’s recently downgraded ALLETE, Inc. 1390 


from A3 to Baa1 for reasons that included the less than favorable outcome in Minnesota 1391 


Power’s last rate case in Minnesota. Moody’s viewed Minnesota Power’s recent rate 1392 


case decision as credit negative for reasons which included: (1) the below average 1393 


authorized ROE of 9.25 percent which resulted in a reduction of approximately 1394 


$20 million between the requested and approved revenue requirement; (2) the 1395 


disallowance of certain expenses such as prepaid pension expenses; and (3) the decision 1396 


to not adopt the annual rate review mechanism (“ARRM”) which if adopted would 1397 


have mitigated the effect of industrial customers scaling back production in response 1398 


to changes in economic conditions.68 1399 


  In addition, FitchRatings recently downgraded CenterPoint Energy Houston 1400 


Electric’s (“CEHE”) Long-Term Issuer Default rating from A- to BBB+ and revised 1401 


the rating outlook from Stable to Negative following the approval of an unfavorable 1402 


outcome in a recent rate case in Texas. FitchRatings indicated that the unfavorable 1403 


outcome signals a more challenging environment in Texas for CEHE and that the 1404 


                                                           
68 Moody’s Investors Service, Credit Opinion: ALLETE, Inc. Update following downgrade, at 3 (April 3, 
2019). 
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authorized ROE and equity ratio, as well as the tax reform refunds will create pressure 1405 


on credit metrics. FitchRatings also indicated that further negative rating action could 1406 


be possible if the company’s FFO leverage remains above 5x.69 1407 


RMP must compete for capital with other utilities and businesses; therefore, 1408 


placing RMP at the low end of authorized ROEs outside Utah over the longer term can 1409 


negatively impact its access to capital.  1410 


Q. How should the Commission use the information regarding authorized ROEs in 1411 


other jurisdictions in determining the ROE for RMP? 1412 


A. As discussed above, the companies in the proxy group operate in multiple jurisdictions 1413 


across the U.S. Since RMP must compete directly for capital with investments of 1414 


similar risk, it is appropriate to review the authorized ROEs in other jurisdictions. The 1415 


comparison is important because investors are considering the authorized returns across 1416 


the U.S. and are likely to invest equity in those utilities with the highest returns. 1417 


Furthermore, investors are also likely to consider business and financial risks for a 1418 


company like RMP which faces increased risk as a result of its capital expenditure plan 1419 


and limited cost recovery mechanisms. Therefore, authorizing an ROE for RMP that is 1420 


equivalent to the average authorized ROE for other vertically integrated electric utilities 1421 


is not sufficient to compensate investors for the added risk of RMP. As such, it is 1422 


important that the Commission consider, as I have in my recommendation, the 1423 


additional risk of RMP and place the authorized ROE for RMP towards the high end of 1424 


authorized ROEs for other vertically integrated electric utilities. 1425 


                                                           
69 FitchRatings, Fitch Downgrades CenterPoint Energy Houston Electric to BBB+; Affirms CNP; Outlooks 
Negative, February 19, 2020. 
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Q. What are your conclusions regarding the perceived risks related to the Utah 1426 


regulatory environment? 1427 


A. As discussed throughout this section of my testimony, both Moody’s and S&P have 1428 


identified the supportiveness of the regulatory environment as an important 1429 


consideration in developing their overall credit ratings for regulated utilities. Many of 1430 


the companies in the proxy group have more timely cost recovery through fuel cost 1431 


recovery mechanisms, fully forecasted test years, year-end rate base in all cases, capital 1432 


cost recovery trackers, and revenue stabilization mechanisms than RMP has in Utah. 1433 


Additionally, authorized ROEs in Utah have been below the average authorized ROEs 1434 


for electric and gas utilities across the U.S. Considering all of the similarities and 1435 


differences, I conclude that the authorized ROE for RMP should be higher than the 1436 


proxy group mean. 1437 


C. Generation Ownership 1438 


Q. How does the business risk of vertically integrated electric utilities compare to the 1439 


business risk of other regulated utilities? 1440 


A. According to Moody’s, generation ownership causes vertically integrated electric 1441 


utilities to have higher business risk than either electric transmission and distribution 1442 


companies, or natural gas distribution or transportation companies.70 As a result of this 1443 


higher business risk, integrated electric utilities typically require a higher ROE or 1444 


percentage of equity in the capital structure than other electric or gas utilities. 1445 


                                                           
70 Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, June 23, 2017, at 21-
22. 
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Q. Are there other risk factors specific to vertically integrated electric utilities that 1446 


the credit rating agencies consider when determining the credit rating of a 1447 


company that owns generation? 1448 


A. Yes. As discussed above, Moody’s establishes credit ratings based on four key factors: 1449 


(1) regulatory framework; (2) the ability to recover costs and earn returns; 1450 


(3) diversification; and (4) financial strength, liquidity and key financial metrics. The 1451 


third factor diversification, which Moody’s assigns a 10.00 percent weighting in the 1452 


overall assessments of a company’s business risk, considers the fuel source diversity 1453 


of a utility with generation. Moody’s notes: 1454 


For utilities with electric generation, fuel source diversity can mitigate 1455 
the impact (to the utility and to its rate-payers) of changes in 1456 
commodity prices, hydrology and water flow, and environmental or 1457 
other regulations affecting plant operations and economics. We have 1458 
observed that utilities’ regulatory environments are most likely to 1459 
become unfavorable during periods of rapid rate increases (which are 1460 
more important than absolute rate levels) and that fuel diversity leads 1461 
to more stable rates over time. 1462 
 
For that reason, fuel diversity can be important even if fuel and 1463 
purchased power expenses are an automatic pass-through to the 1464 
utility’s ratepayers. Changes in environmental, safety and other 1465 
regulations have caused vulnerabilities for certain technologies and 1466 
fuel sources during the past five years. These vulnerabilities have 1467 
varied widely in different countries and have changed over time. 71 1468 


Q. Has Utah enacted legislative requirements related to renewable energy? 1469 


A. Yes. In March 2019, Utah House Bill (HB) 411, the Community Renewable Energy 1470 


Act, was signed into law. HB 411 provides the ability for municipalities and counties 1471 


in Utah to achieve a net-100 percent renewable electric portfolio by 2030. To 1472 


participate, a community was required to adopt a local resolution by the end of 2019 1473 


                                                           
71 Id. at 16. 
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stating the goal to be net-100 percent renewable by 2030. The communities who opted 1474 


into the program will work directly with RMP who will be responsible for contracting 1475 


the renewable energy necessary to achieve the net-100 percent renewable goal for each 1476 


of the communities by 2030. 1477 


Q. Is PacifiCorp subject to legislative mandates regarding renewable generation in 1478 


other jurisdictions? 1479 


A. Yes. In March 2016, Oregon Senate Bill No. 1547-B, the Clean Electricity and Coal 1480 


Transition Plan, was signed into law. Senate Bill No. 1547-B requires that coal-fueled 1481 


resources are eliminated from Oregon's allocation of electricity by January 1, 2030 and 1482 


increases the current RPS target from 25 percent in 2025 to 50 percent by 2040. 1483 


Similarly, the Washington Clean Energy Transformation Act (“CETA”) will require 1484 


PacifiCorp to remove coal-fired generation from rates by 2025, be greenhouse gas 1485 


neutral by 2030, and serve retail customers with 100 percent non-emitting resources by 1486 


2045.72 1487 


Q. Is a transition to renewable resources supported by all regulatory jurisdictions 1488 


where PacifiCorp operates? 1489 


A. No, it is not. I am aware of several bills that were enacted in the 2019 and 2020 1490 


legislative sessions for Wyoming which would not support the transition to renewable 1491 


resources. For example, Wyoming Senate File 159 (“WY SF 159”) in 2019 restricts 1492 


utilities from recovering the costs of new generation assets replacing Wyoming-based 1493 


coal generating plants unless utilities first make “a good faith effort” to sell the closing 1494 


                                                           
72 Washington State, Legislature. Engrossed Second Substitute Senate Bill 5116. Washington State Legislature, 
7 May 2019, https://lawfilesext.leg.wa.gov/biennium/2019-20/Pdf/Bills/Session%20Laws/Senate/5116-
S2.SL.pdf. 
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facilities. While the specific details of the regulatory requirements are still to be 1495 


determined through a rulemaking process, any restrictions that inhibit RMP from 1496 


seeking the optimal, low-cost resources for their customers can impose additional costs 1497 


to customers and risks to investors. That is, if RMP's resource planning process 1498 


concludes that new investments are more cost-effective for customers than continued 1499 


operation of certain Wyoming, coal-based resources, SF 159 will require that RMP 1500 


undergo a potentially protracted and costly sale process for the uneconomic coal plants 1501 


before it may retire them and recover the costs of lower-cost replacement resources. 1502 


Wyoming House Bill 200 passed in 2020 requires a portion of the public utility's 1503 


generation portfolio be met with low carbon generating resources using “carbon 1504 


capture, utilization and storage technologies”. In addition, this bill limits the recovery 1505 


of the costs of new resources to replace retired coal facilities. 1506 


Q.  Do the legislative initiatives in Oregon, Utah, Washington, and Wyoming present 1507 


risk for RMP? 1508 


A. Yes. Utah House Bill 411, Oregon Senate Bill 1547 and Washington's CETA are in 1509 


conflict with the Wyoming legislation, SF159. The Wyoming legislation requires that 1510 


the Company attempt to sell any Wyoming-based coal-fired generating assets that 1511 


would be retired before the Company could recover the cost of a replacement 1512 


generating asset. In addition, SF159 requires that the Company engage in a purchase 1513 


power agreement to buy back the power from the generating asset. This will present 1514 


challenges to PacifiCorp as it diverges from energy policies in other states, such as 1515 


Oregon and Washington legislation mandating that the Company transition from coal 1516 


to renewable resources. While the Company could assign the costs of some amount of 1517 
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coal-fired generation directly to the Wyoming customers, the size of the Company’s 1518 


Wyoming coal fleet exceeds the capacity requirements of its Wyoming customers. 1519 


Therefore, the legislative initiatives of these four states are conflicting and create 1520 


uncertainty and risk surrounding the recovery of the cost of retired generating assets. 1521 


This risk is not uniformly represented in the proxy group companies. 1522 


Q. Have you conducted an analysis to compare the fuel sources for the generation 1523 


portfolio of RMP to the companies in your proxy group? 1524 


A. Yes, I have. Specifically, I calculated for RMP, and each company in the proxy group, 1525 


the percentage of regulated owned generation capacity that was derived from one of 1526 


the following fuel sources: oil/natural gas, coal, nuclear, hydro, and other. As shown in 1527 


Figure 18, approximately 52.47 percent of RMP’s regulated, owned generation came 1528 


from coal-fired power plants with approximately 79.20 percent coming from either oil, 1529 


natural gas, or coal-fired power plants. Therefore, RMP is more reliant on a limited 1530 


number of fuel sources for its regulated generation and overall slightly less diversified 1531 


than the companies in the proxy group. 1532 
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Figure 18: Regulated Owned Generation Capacity - Fuel Mix for PacifiCorp and 1533 
Proxy Group 1534 


Company Oil & Natural 
Gas 


Coal Nuclear Hydro Other Total 
Generation 


Avista Corporation 33.60% 10.41% 0.00% 53.55% 2.43% 100.00%


IDACORP, Inc. 21.36% 26.43% 0.00% 52.20% 0.00% 100.00%


ALLETE, Inc. 5.37% 49.92% 0.00% 7.51% 37.20% 100.00%


NorthWestern Corporation 24.67% 32.54% 0.00% 33.01% 9.78% 100.00%


Dominion Energy, Inc. 49.76% 16.97% 21.47% 10.19% 1.61% 100.00%


Portland General Electric Company 48.74% 20.81% 0.00% 12.14% 18.30% 100.00%


PNM Resources, Inc. 40.19% 34.59% 18.54% 0.00% 6.68% 100.00%


CMS Energy Corporation 52.94% 23.18% 0.00% 19.59% 4.29% 100.00%


Duke Energy Corporation 48.36% 27.95% 16.66% 6.39% 0.64% 100.00%


Xcel Energy Inc. 45.49% 32.85% 8.83% 2.81% 10.03% 100.00%


DTE Energy Company 27.64% 50.70% 9.78% 8.58% 3.30% 100.00%


Southern Company 46.11% 32.58% 11.64% 9.11% 0.57% 100.00%


Pinnacle West Capital Corporation 53.85% 25.20% 17.55% 0.00% 3.40% 100.00%


PacifiCorp 26.71% 52.47% 0.00% 10.71% 10.11% 100.00%
Entergy Corporation 68.26% 13.07% 18.34% 0.33% 0.01% 100.00%


Ameren Corporation 31.36% 49.97% 11.14% 7.35% 0.18% 100.00%


Otter Tail Corporation 15.54% 66.95% 0.00% 0.51% 17.00% 100.00%


Alliant Energy Corporation 50.76% 32.27% 0.00% 0.84% 16.13% 100.00%


NextEra Energy, Inc. 76.20% 8.56% 11.46% 0.00% 3.78% 100.00%


Evergy, Inc. 34.96% 50.00% 10.03% 0.05% 4.96% 100.00%


American Electric Power Company, 
Inc. 


34.84% 51.92% 9.53% 3.61% 0.10% 100.00% 


OGE Energy Corp. 55.16% 37.97% 0.00% 0.00% 6.86% 100.00%


PPL Corporation 36.56% 61.74% 0.00% 1.58% 0.12% 100.00%


Q. Is PacifiCorp’s generation portfolio currently in a state of transition? 1535 


A. Yes. As further discussed in the testimony of Mr. Rick T. Link, the Company is 1536 


responding to changing market conditions and, as indicated by the 2019 Integrated 1537 


Resource Plan (“IRP”) action plan, is taking near term actions to retire certain coal 1538 


units, invest in new renewable generation, and invest in associated transmission. 1539 


Q. How does PacifiCorp’s generation investment plan affect its business risk? 1540 


A. The Company’s 2019 IRP action plan includes significant investment in building 1541 


transmission and adding new wind and solar generation. This significant investment in 1542 


transmission and renewable energy will require continued access to capital markets, 1543 
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which highlights the importance of granting PacifiCorp an allowed ROE and equity 1544 


ratio that is sufficient to attract capital at reasonable terms. 1545 


Q. What are your conclusions regarding the perceived risks related to the fuel mix of 1546 


RMP’s generation portfolio? 1547 


A. RMP generates a significant percentage of its electricity using coal-fired generation. As 1548 


renewable resources have become more economic, PacifiCorp has planned to reduce 1549 


customer costs by making sizable future capital expenditures to become less dependent 1550 


on coal-fired generation. While the Company intends to improve fuel diversity over the 1551 


long-run, the plans will require continued access to capital markets to finance the new 1552 


investments. The Company’s existing generation portfolio and proposed transmission 1553 


and generation investment plans increase the overall risk profile as compared with the 1554 


proxy group. 1555 


IX. CAPITAL STRUCTURE 1556 


Q. Is the capital structure of RMP an important consideration in the determination 1557 


of the appropriate ROE? 1558 


A. Yes, it is. Assuming other factors equal, a higher debt ratio increases the risk to 1559 


investors. For debt holders, higher debt ratios result in a greater portion of the available 1560 


cash flow being required to meet debt service, thereby increasing the risk associated 1561 


with the payments on debt. The result of increased risk is a higher interest rate. The 1562 


incremental risk of a higher debt ratio is more significant for common equity 1563 


shareholders. Common shareholders are the residual claimants on the cash flow of 1564 


RMP. Therefore, the greater the debt service requirement, the less cash flow available 1565 


for common equity holders. 1566 
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Q. What is RMP’s proposed capital structure? 1567 


A. As described in the testimony of Ms. Nikki L. Kobliha, RMP’s proposal is to establish 1568 


a capital structure consisting of 53.67 percent common equity, 46.32 percent long-term 1569 


debt, and 0.01 percent preferred equity. 1570 


Q. Did you conduct any analysis to determine if this requested equity ratio was 1571 


reasonable? 1572 


A. Yes, I did. I reviewed RMP’s proposed capital structure and the capital structures of the 1573 


utility operating subsidiaries of the proxy companies. Because the ROE is set based on 1574 


the return that is derived from the risk-comparable proxy group, it is reasonable to look 1575 


to the proxy group average capital structure to benchmark the equity ratio for RMP. 1576 


Q. Please discuss your analysis of the capital structures of the proxy group 1577 


companies. 1578 


A. I calculated the mean proportions of common equity, long-term debt, and preferred 1579 


equity over the most recent eight quarters73 for each of the companies in the proxy 1580 


group at the operating subsidiary level. My analysis of the capital structures of the 1581 


proxy group companies is provided in Exhibit RMP___(AEB-11). As shown in Exhibit 1582 


RMP___(AEB-11), the equity ratios for the proxy group at the operating utility 1583 


company level ranged from 47.49 percent to 61.54 percent with an average of 1584 


52.73 percent. RMP’s proposed equity ratio of 53.67 percent is well within the range 1585 


of equity ratios for the utility operating subsidiaries of the proxy group companies and 1586 


is therefore reasonable. 1587 


                                                           
73 The source data for this analysis is the operating company data provided in FERC Form 1 reports. Due to the 
timing of those filings, my average capital structure analysis uses the quarterly capital structures reported for the 
proxy group companies for the period from the fourth quarter of 2017 through the third quarter of 2019. 
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Q. Are there other factors to be considered in setting RMP’s capital structure? 1588 


A. Yes. The credit rating agencies’ response to the TCJA must also be considered when 1589 


determining the equity ratio. As discussed previously in my testimony, all three rating 1590 


agencies have noted that the TCJA has negative implications for utility cash flows. S&P 1591 


and FitchRatings have specifically identified increasing the equity ratio as one 1592 


approach to ensure that utilities have sufficient cash flows following the tax cuts and 1593 


the loss of bonus depreciation. Furthermore, Moody’s unprecedented downgrade of the 1594 


rating outlook for the entire utilities sector in June 2018 stresses the importance of 1595 


maintaining adequate cash flow metrics for the industry as a whole and RMP in the 1596 


context of this proceeding. 1597 


Q. Is there a relationship between the equity ratio and the authorized ROE? 1598 


A. Yes. The equity ratio is the primary indicator of financial risk for a regulated utility 1599 


such as RMP. To the extent the equity ratio is reduced, it is necessary to increase the 1600 


authorized ROE to compensate investors for the greater financial risk associated with 1601 


a lower equity ratio. 1602 


Q. What is your conclusion regarding an appropriate capital structure for RMP? 1603 


A. Considering the actual capital structures of the proxy group operating companies, I 1604 


believe that RMP’s proposed common equity ratio of 53.67 percent is reasonable. The 1605 


proposed equity ratio is well within the range established by the capital structures of 1606 


the utility operating subsidiaries of the proxy companies. In addition, it is reasonable 1607 


to rely on a higher equity ratio than RMP may have relied on in prior cases as a result 1608 


of: (1) the cash flow concerns raised by credit rating agencies as a result of the TCJA; 1609 


and (2) RMP’s above average business risk profile as compared to the proxy group. 1610 
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The proposed equity ratio in combination with my recommended ROE are reasonable 1611 


and would be adequate to support capital attraction on reasonable terms. 1612 


X. CONCLUSIONS AND RECOMMENDATION 1613 


Q. What is your conclusion regarding a fair ROE for RMP? 1614 


A. Based on the analytical results discussed throughout my direct testimony and 1615 


summarized in Figure 19 below, I believe a range from 9.75 percent to 10.25 percent is 1616 


reasonable. Within that range, an authorized return of 10.20 percent is reasonable for 1617 


RMP. This recommendation reflects the range of results for the proxy group companies, 1618 


the relative business, financial, and regulatory risk of RMP’s electric operations in Utah 1619 


as compared to the proxy group, and current capital market conditions. This ROE 1620 


would enable the company to maintain its financial integrity and therefore its ability to 1621 


attract capital at reasonable terms under a variety of economic and financial market 1622 


conditions, while continuing to provide safe, reliable, and affordable electric utility 1623 


service to customers in Utah. 1624 
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Figure 19: Summary of Analytical Results74 1625 


Constant Growth DCF
 Mean Low Mean Mean High


30-Day Average 8.53% 9.01% 9.69%


90-Day Average 8.53% 8.89% 9.45%


180-Day Average 8.52% 8.89% 9.45%


Projected DCF
 Mean Low Mean Mean High


2023-2025 Projection 9.00% 9.57% 9.93%


Capital Asset Pricing Model


 
Current Risk-Free Rate 


(1.56%) 


Q3 2020 - Q3 2021 
Projected Risk-Free 


Rate (1.80%) 


2021-2025 Projected 
Risk-Free Rate 


(3.20%) 


Value Line Beta 8.49% 8.59% 9.22%


Bloomberg Beta 11.36% 11.41% 11.71%


Empirical Capital Asset Pricing Model
Value Line Beta 9.88% 9.96% 10.42%


Bloomberg Beta 12.03% 12.07% 12.30%


Treasury Yield Plus Risk Premium


 
Current Risk-Free Rate 


(1.56%) 


Q3 2020 - Q3 2021 
Projected Risk-Free 


Rate (1.80%) 


2021-2025 Projected 
Risk-Free Rate 


(3.20%) 


Risk Premium Analysis 9.33% 9.43% 10.04%


Expected Earnings Analysis
 Mean Median


Expected Earnings Result 10.82% 10.74%


`Q. What is your conclusion with respect to RMP’s proposed capital structure? 1626 


A. My conclusion is that RMP’s proposal to establish a capital structure consisting of 1627 


53.67 percent common equity, 46.32 percent long-term debt, and 0.01 percent preferred 1628 


equity is reasonable when compared to the capital structures of the companies in the 1629 


proxy group and taking in consideration the impact of the TCJA on the cash flows, and 1630 


therefore should be adopted. 1631 


 


                                                           
74 The analytical results included in Figure 19 reflect the results of the Constant Growth and Projected DCF 
analyses excluding the results for individual companies that did not meet the minimum threshold of 7.00 
percent. 
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Q. Does this conclude your direct testimony? 1632 


A. Yes. 1633 
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CONCENTRIC ENERGY ADVISORS | PG. 1 


ANN E. BULKLEY 
Senior Vice President 


REPRESENTATIVE	PROJECT	EXPERIENCE	


Regulatory Analysis and Ratemaking 


Ms. Bulkley has provided a range of advisory services relating to regulatory policy analysis and many 
aspects of utility ratemaking.  Specific services have included: cost of capital and return on equity 
testimony, cost of service and rate design analysis and testimony, development of ratemaking 
strategies; development of merchant function exit strategies; analysis and program development to 
address residual energy supply and/or provider of last resort obligations; stranded costs assessment 
and recovery; performance-based ratemaking analysis and design; and many aspects of traditional 
utility ratemaking (e.g., rate design, rate base valuation).   


Cost	of	Capital		


Ms. Bulkley has provided expert testimony on the cost of capital in more than 30 regulatory 
proceedings before regulatory commissions in Arizona, Arkansas, Colorado, Connecticut, Kansas, 
Massachusetts, Michigan, Minnesota, Missouri, New Jersey, New Mexico, New York, North Dakota, 
Oklahoma, Pennsylvania, Texas, South Dakota, West Virginia, and the Federal Energy Regulatory 
Commission.  In addition, Ms. Bulkley has prepared and provided supporting analysis for at least 
forty Federal and State regulatory proceedings in which she did not testify.  


Ms. Bulkley has more than two decades of management and economic consulting experience 
in the energy industry.  Ms. Bulkley has extensive state and federal regulatory experience on 
both electric and natural gas issues including rate of return, cost of equity and capital structure 
issues. Ms. Bulkley has provided expert testimony on the cost of capital in more than 30 
regulatory proceedings before regulatory commissions in Arizona, Arkansas, Colorado, 
Connecticut, Kansas, Massachusetts, Michigan, Minnesota, Missouri, New Jersey, New Mexico, 
New York, North Dakota, Oklahoma, Pennsylvania, Texas, South Dakota, West Virginia, and the 
Federal Energy Regulatory Commission.  In addition, Ms. Bulkley has prepared and provided 
supporting analysis for at least forty Federal and State regulatory proceedings.  In addition, Ms. 
Bulkley has worked on acquisition teams with investors seeking to acquire utility assets, providing 
valuation services including an understanding of regulation, market expected returns, and the 
assessment of utility risk factors.  Ms. Bulkley has assisted clients with valuations of public utility 
and industrial properties for ratemaking, purchase and sale considerations, ad valorem tax 
assessments, and accounting and financial purposes.   In addition, Ms. Bulkley has experience 
in the areas of contract and business unit valuation, strategic alliances, market restructuring 
and regulatory and litigation support.  Prior to joining Concentric, Ms. Bulkley held senior 
expertise-based consulting positions at several firms, including Reed Consulting Group and 
Navigant Consulting, Inc. where she specialized in valuation.  Ms. Bulkley holds an M.A. in 
economics from Boston University and a B.A. in economics and finance from Simmons College.  
Ms. Bulkley is a Certified General Appraiser licensed in the Commonwealth of Massachusetts 
and the State of New Hampshire. 
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Valuation	


Ms. Bulkley has provided valuation services to utility clients, unregulated generators and private 
equity clients for a variety of purposes including ratemaking, fair value, ad valorem tax, litigation 
and damages, and acquisition.  Ms. Bulkley’s appraisal practices are consistent with the national 
standards established by the Uniform Standards of Professional Appraisal Practice.   


Representative projects/clients have included:  


 Northern Indiana Fuel and Light: Provided expert testimony regarding the fair value of
the company’s natural gas distribution system assets. Valuation relied on cost approach.


 Kokomo Gas: Provided expert testimony regarding the fair value of the company’s natural
gas distribution system assets. Valuation relied on cost approach.


 Prepared fair value rate base analyses for Northern Indiana Public Service Company for
several electric rate proceedings. Valuation approaches used in this project included
income, cost and comparable sales approaches.


 Confidential Utility Client: Prepared valuation of fossil and nuclear generation assets for
financing purposes for regulated utility client.


 Prepared a valuation of a portfolio of generation assets for a large energy utility to be
used for strategic planning purposes.  Valuation approach included an income approach,
a real options analysis and a risk analysis.


 Assisted clients in the restructuring of NUG contracts through the valuation of the
underlying assets.  Performed analysis to determine the option value of a plant in a
competitively priced electricity market following the settlement of the NUG contract.


 Prepared market valuations of several purchase power contracts for large electric
utilities in the sale of purchase power contracts.  Assignment included an assessment of
the regional power market, analysis of the underlying purchase power contracts, a
traditional discounted cash flow valuation approach, as well as a risk analysis.  Analyzed
bids from potential acquirers using income and risk analysis approached.  Prepared an
assessment of the credit issues and value at risk for the selling utility.


 Prepared appraisal of a portfolio of generating facilities for a large electric utility to be
used for financing purposes.


 Prepared an appraisal of a fleet of fossil generating assets for a large electric utility to
establish the value of assets transferred from utility property.


 Conducted due diligence on an electric transmission and distribution system as part of a
buy-side due diligence team.


 Provided analytical support for and prepared appraisal reports of generation assets to be
used in ad valorem tax disputes.


 Provided analytical support and prepared testimony regarding the valuation of electric
distribution system assets in five communities in a condemnation proceeding.


 Valued purchase power agreements in the transfer of assets to a deregulated electric
market.
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Ratemaking	


Ms. Bulkley has assisted several clients with analysis to support investor-owned and municipal 
utility clients in the preparation of rate cases. Sample engagements include: 


 Assisted several investor-owned and municipal clients on cost allocation and rate design
issues including the development of expert testimony supporting recommended rate
alternatives.


Worked with Canadian regulatory staff to establish filing requirements for a rate review of a newly 
regulated electric utility.  Analyzed and evaluated rate application.  Attended hearings and 
conducted investigation of rate application for regulatory staff.  Prepared, supported and defended 
recommendations for revenue requirements and rates for the company.  Developed rates for gas 
utility for transportation program and ancillary services. 


Strategic and Financial Advisory Services 


Ms. Bulkley has assisted several clients across North America with analytically based strategic 
planning, due diligence and financial advisory services.  


Representative projects include: 


 Preparation of feasibility studies for bond issuances for municipal and district steam clients.


 Assisted in the development of a generation strategy for an electric utility.  Analyzed various
NERC regions to identify potential market entry points.  Evaluated potential competitors and
alliance partners.  Assisted in the development of gas and electric price forecasts.  Developed
a framework for the implementation of a risk management program.


 Assisted clients in identifying potential joint venture opportunities and alliance partners.
Contacted interviewed and evaluated potential alliance candidates based on company-
established criteria for several LDCs and marketing companies.  Worked with several LDCs
and unregulated marketing companies to establish alliances to enter into the retail energy
market.  Prepared testimony in support of several merger cases and participated in the
regulatory process to obtain approval for these mergers.


 Assisted clients in several buy-side due diligence efforts, providing regulatory insight and
developing valuation recommendations for acquisitions of both electric and gas properties.


PROFESSIONAL	HISTORY	


Concentric	Energy	Advisors,	Inc.	(2002	–	Present)	
Senior Vice President 
Vice President 
Assistant Vice President 
Project Manager 


Navigant	Consulting,	Inc.	(1995	–	2002)	
Project Manager 


Cahners	Publishing	Company	(1995)	
Economist 
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EDUCATION	


Boston	University	
M.A., Economics, 1995 


Simmons	College	
B.A., Economics and Finance, 1991 


CERTIFICATIONS	


Certified General Appraiser licensed in the Commonwealth of Massachusetts and the State of New 
Hampshire. 
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SPONSOR DATE CASE/APPLICANT DOCKET /CASE NO. SUBJECT 


Arizona	Corporation	Commission 


Arizona Public Service Company 10/19 Arizona Public Service 
Company 


Docket No. E-01345A-
19-0236 


Return on Equity


Tucson Electric Power Company 04/19 Tucson Electric Power 
Company 


Docket No. E-01933A-
19-0028 


Return on Equity


Tucson Electric Power Company 11/15 Tucson Electric Power 
Company 


Docket No. E-01933A-
15-0322 


Return on Equity


UNS Electric 05/15 UNS Electric Docket No. E-04204A-
15-0142 


Return on Equity


UNS Electric 12/12 UNS Electric Docket No. E-04204A-
12-0504  


Return on Equity


Arkansas	Public	Service	Commission 


Arkansas Oklahoma Gas 
Corporation  


10/13 Arkansas Oklahoma Gas 
Corporation 


Docket No. 13-078-U Return on Equity


Colorado	Public	Utilities	Commission 


Public Service Company of 
Colorado 


02/20 Public Service Company of 
Colorado 


20AL-0049G Return on Equity


Public Service Company of 
Colorado 


05/19 Public Service Company of 
Colorado 


19AL-0268E Return on Equity


Public Service Company of 
Colorado 


01/19 Public Service Company of 
Colorado 


19AL-0063ST Return on Equity


Atmos Energy Corporation 05/15 Atmos Energy Corporation Docket No. 15AL-0299G Return on Equity


Atmos Energy Corporation 04/14 Atmos Energy Corporation Docket No. 14AL-0300G Return on Equity


Atmos Energy Corporation 05/13 Atmos Energy Corporation Docket No. 13AL-0496G Return on Equity


Connecticut	Public	Utilities	Regulatory	Authority 


Connecticut Natural Gas 
Corporation 


06/18 Connecticut Natural Gas 
Corporation 


Docket No. 18-05-16 Return on Equity


Yankee Gas Services Co. d/b/a 
Eversource Energy 


06/18 Yankee Gas Services Co. 
d/b/a Eversource Energy 


Docket No. 18-05-10 Return on Equity


The Southern Connecticut Gas 
Company 


06/17 The Southern Connecticut 
Gas Company 


Docket No. 17-05-42 Return on Equity


The United Illuminating 
Company 


07/16 The United Illuminating 
Company 


Docket No. 16-06-04 Return on Equity


Federal	Energy	Regulatory	Commission 


Panhandle Eastern Pipe Line 
Company, LP 


10/19 Panhandle Eastern Pipe 
Line Company, LP 


Docket Nos. 
RP19-78-000 
RP19-78-001 


Return on Equity


Panhandle Eastern Pipe Line 
Company, LP 


08/19 Panhandle Eastern Pipe 
Line Company, LP 


Docket Nos. 
RP19-1523 


Return on Equity
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CONCENTRIC ENERGY ADVISORS | PG. 6 


SPONSOR DATE CASE/APPLICANT DOCKET /CASE NO. SUBJECT 
Sea Robin Pipeline Company 
LLC 


11/18 Sea Robin Pipeline 
Company LLC 


Docket# RP19-352-000 Return on Equity


Tallgrass Interstate Gas 
Transmission 


10/15 Tallgrass Interstate Gas 
Transmission 


RP16-137 Return on Equity


Indiana	Utility	Regulatory	Commission 


Indiana and Michigan American 
Water Company 


09/18 Indiana and Michigan 
American Water Company 


IURC Cause No. 45142 Return on Equity


Northern Indiana Public Service 
Company 


09/17 Northern Indiana Public 
Service Company 


Cause No. 44988 Fair Value


Indianapolis Power and Light 
Company 


12/16 Indianapolis Power and 
Light Company 


Cause No.44893 Fair Value


Northern Indiana Public Service 
Company 


10/15 Northern Indiana Public 
Service Company 


Cause No. 44688 Fair Value


Indianapolis Power and Light 
Company 


09/15 Indianapolis Power and 
Light Company 


Cause No. 44576
Cause No. 44602 


Fair Value


Kokomo Gas and Fuel Company 09/10 Kokomo Gas and Fuel 
Company 


Cause No. 43942 Fair Value 


Northern Indiana Fuel and Light 
Company, Inc. 


09/10 Northern Indiana Fuel and 
Light Company, Inc. 


Cause No. 43943 Fair Value


Kansas	Corporation	Commission 


Atmos Energy Corporation 08/15 Atmos Energy Corporation Docket No. 16-ATMG-
079-RTS 


Return on Equity


Kentucky	Public	Service	Commission	


Kentucky American Water 
Company 


11/18 Kentucky American Water 
Company 


Docket No. 2018-00358 Return on Equity


Maine	Public	Utilities	Commission 


Central Maine Power 10/18 Central Maine Power Docket No. 2018-00194 Return on Equity


Maryland	Public	Service	Commission 


Maryland American Water 
Company 


06/18 Maryland American Water 
Company 


Case No. 9487 Return on Equity


Massachusetts	Appellate	Tax	Board 


Hopkinton LNG Corporation 03/20 Hopkinton LNG 
Corporation 


Docket No. Valuation of LNG 
Facility 


FirstLight Hydro Generating 
Company 


06/17 FirstLight Hydro 
Generating Company 


Docket No. F-325471 
Docket No. F-325472 
Docket No. F-325473 
Docket No. F-325474 


Valuation of Electric 
Generation Assets 
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CONCENTRIC ENERGY ADVISORS | PG. 7 


SPONSOR DATE CASE/APPLICANT DOCKET /CASE NO. SUBJECT 


Massachusetts	Department	of	Public	Utilities 


Berkshire Gas Company 05/18 Berkshire Gas Company DPU 18-40 Rate Case


Unitil Corporation 01/04 Fitchburg Gas and Electric DTE 03-52 Integrated Resource 
Plan; Gas Demand 
Forecast 


Michigan	Public	Service	Commission 


Wisconsin Electric Power 
Company 


12/11 Wisconsin Electric Power 
Company 


Case No. U-16830 Return on Equity


Michigan	Tax	Tribunal 


New Covert Generating Co., LLC. 03/18 The Township of New 
Covert Michigan 


MTT Docket No. 
000248TT and 16-
001888-TT 


Valuation of Electric 
Generation Assets 


Covert Township 07/14 New Covert Generating Co., 
LLC. 


Docket No. 399578 Valuation of Electric 
Generation Assets 


Minnesota	Public	Utilities	Commission 


Allete, Inc. d/b/a Minnesota 
Power 


11/19 Allete, Inc. d/b/a 
Minnesota Power 


E015/GR-19-442 Return on Equity


CenterPoint Energy Resources 
Corporation d/b/a CenterPoint 
Energy Minnesota Gas 


10/19 CenterPoint Energy 
Resources Corporation 
d/b/a CenterPoint Energy 
Minnesota Gas 


G-008/GR-19-524 Return on Equity


Great Plains Natural Gas Co. 09/19 Great Plains Natural Gas 
Co.  


Docket No. G004/GR-19-
511 


Return on Equity


Minnesota Energy Resources 
Corporation 


10/17 Minnesota Energy 
Resources 
Corporation 


Docket No. G011/GR-17-
563 


Return on Equity


Missouri	Public	Service	Commission 


Missouri American Water 
Company 


06/17 Missouri American Water 
Company 


Case No. WR-17-0285 
Case No.  SR-17-0286 


Return on Equity


Montana	Public	Service	Commission 


Montana-Dakota Utilities Co. 09/18 Montana-Dakota Utilities 
Co. 


D2018.9.60 Return on Equity


New	Hampshire	‐	Board	of	Tax	and	Land	Appeals


Public Service Company of New 
Hampshire d/b/a Eversource 
Energy	


11/19
12/19 


Public Service Company of 
New Hampshire d/b/a 
Eversource Energy	


Master Docket No. 
28873-14-15-16-17PT	


Valuation of Utility 
Property and 


Generating Assets	


New	Hampshire	Public	Utilities	Commission 


Public Service Company of New 
Hampshire 


05/19 Public Service Company of 
New Hampshire 


DE-19-057 Return on Equity
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CONCENTRIC ENERGY ADVISORS | PG. 8 


SPONSOR DATE CASE/APPLICANT DOCKET /CASE NO. SUBJECT 


New	Hampshire‐Merrimack	County	Superior	Court 


Northern New England 
Telephone Operations, LLC 
d/b/a FairPoint 
Communications, NNE 


04/18 Northern New England 
Telephone Operations, LLC 
d/b/a FairPoint 
Communications, NNE 


220-2012-CV-1100 Valuation of Utility 
Property 


New	Hampshire‐Rockingham	Superior	Court 


Eversource Energy 05/18 Public Service Commission 
of New Hampshire 


218-2016-CV-00899 
218-2017-CV-00917 


Valuation of Utility 
Property 


New	Jersey	Board	of	Public	Utilities 


New Jersey American Water 
Company, Inc. 


12/19 New Jersey American 
Water Company, Inc. 


WR1912XXXX Return on Equity


Public Service Electric and Gas 
Company 


04/19 Public Service Electric and 
Gas Company 


EO18060629
GO18060630 


Return on Equity


Public Service Electric and Gas 
Company 


02/18 Public Service Electric and 
Gas Company 


GR17070776 Return on Equity


Public Service Electric and Gas 
Company 


01/18 Public Service Electric and 
Gas Company 


ER18010029
GR18010030 


Return on Equity


New	Mexico	Public	Regulation	Commission 


Southwestern Public Service 
Company 


07/19 Southwestern Public 
Service Company 


19-00170-UT Return on Equity


Southwestern Public Service 
Company 


10/17 Southwestern Public 
Service Company 


Case No. 17-00255-UT Return on Equity


Southwestern Public Service 
Company 


12/16 Southwestern Public 
Service Company 


Case No. 16-00269-UT Return on Equity


Southwestern Public Service 
Company 


10/15 Southwestern Public 
Service Company 


Case No. 15-00296-UT Return on Equity


Southwestern Public Service 
Company 


06/15 Southwestern Public 
Service Company 


Case No. 15-00139-UT Return on Equity


New	York	State	Department	of	Public	Service 


Corning Natural Gas 
Corporation 


02/20 Corning Natural Gas 
Corporation 


Case No. 20-G-0101 Return on Equity


New York State Electric and Gas 
Company 


Rochester Gas and Electric 


05/19 New York State Electric 
and Gas Company 


Rochester Gas and Electric 


19-E-0378
19-G-0379 
19-E-0380 
19-G-0381 


Return on Equity


Brooklyn Union Gas Company 
d/b/a National Grid NY 
KeySpan Gas East Corporation 
d/b/a National Grid 


04/19 Brooklyn Union Gas 
Company d/b/a National 
Grid NY 
KeySpan Gas East 
Corporation d/b/a National 
Grid 


19-G-0309
19-G-0310 


Return on Equity
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CONCENTRIC ENERGY ADVISORS | PG. 9 


SPONSOR DATE CASE/APPLICANT DOCKET /CASE NO. SUBJECT 
Central Hudson Gas and Electric 
Corporation 


07/17 Central Hudson Gas and 
Electric Corporation 


Gas          17-G-0460 
Electric   17-E-0459 


Return on Equity


Niagara Mohawk Power 
Corporation 


04/17 National Grid USA Case No. 17-E-0238 
                 17-G-0239 


Return on Equity


Corning Natural Gas 
Corporation 


06/16 Corning Natural Gas 
Corporation 


Case No. 16-G-0369 Return on Equity


National Fuel Gas Company 04/16 National Fuel Gas Company Case No. 16-G-0257 Return on Equity


KeySpan Energy Delivery 01/16 KeySpan Energy Delivery Case No. 15-G-0058 
Case No. 15-G-0059 


Return on Equity


New York State Electric and Gas 
Company 
Rochester Gas and Electric 


05/15 New York State Electric 
and Gas Company 
Rochester Gas and Electric 


Case No. 15-G-0284 
Case No. 15-E-0285 
Case No. 15-G-0286 


Return on Equity


North	Dakota	Public	Service	Commission 


Northern States Power 
Company 


12/12 Northern States Power 
Company 


C-PU-12-813 Return on Equity


Northern States Power 
Company 


12/10 Northern States Power 
Company 


C-PU-10-657 Return on Equity 


Oklahoma	Corporation	Commission  


Arkansas Oklahoma Gas 
Corporation  


01/13 Arkansas Oklahoma Gas 
Corporation 


Cause No. PUD 
201200236 


Return on Equity


Oregon	Public	Service	Commission	


PacifiCorp d/b/a Pacific 
Power & Light 	


02/20	 PacifiCorp d/b/a Pacific
Power & Light	


Docket No. UE-374	 Return on Equity


Pennsylvania	Public	Utility	Commission  


American Water Works 
Company Inc. 


04/17 Pennsylvania-American 
Water Company 


Docket No. R-2017-
2595853 


Return on Equity


South	Dakota	Public	Utilities	Commission  


Northern States Power 
Company 


06/14 Northern States Power 
Company 


Docket No. EL14-058 Return on Equity


Texas	Public	Utility	Commission  


Southwestern Public Service 
Commission 


08/19 Southwestern Public
Service Commission 


Docket No. D-49831 Return on Equity


Southwestern Public Service 
Company 


01/14 Southwestern Public 
Service Company 


Docket No. 42004 Return on Equity


Virginia	State	Corporation	Commission 


Virginia American Water 
Company, Inc. 


11/18 Virginia American Water 
Company, Inc. 


Docket No. PUR-2018-
00175 


Return on Equity


Washington	Utilities	Transportation	Commission 
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CONCENTRIC ENERGY ADVISORS | PG. 10 


SPONSOR DATE CASE/APPLICANT DOCKET /CASE NO. SUBJECT 
PacifiCorp d/b/a Pacific 
Power & Light  


12/19 PacifiCorp d/b/a Pacific
Power & Light 


Docket No. UE-191024 Return on Equity


Cascade Natural Gas 
Corporation 


04/19 Cascade Natural Gas 
Corporation 


Docket No. UG-190210 Return on Equity


West	Virginia	Public	Service	Commission  


West Virginia American Water 
Company 


04/18 West Virginia American 
Water Company 


Case No. 18-0573-W-42T 
Case No. 18-0576-S-42T 


Return on Equity


Wisconsin	Public	Service	Commission 


Wisconsin Electric Power 
Company and Wisconsin Gas 
LLC 


03/19 Wisconsin Electric Power 
Company and Wisconsin 
Gas LLC 


Docket No. 05-UR-109 Return on Equity


Wisconsin Public Service Corp. 03/19 Wisconsin Public Service 
Corp. 


6690-UR-126 Return on Equity


Wyoming	Public	Service	Commission 


PacifiCorp d/b/a Rocky 
Mountain Power  


03/20 PacifiCorp d/b/a Rocky 
Mountain Power 


Docket No. 20000-578-
ER-20 


Return on Equity


Montana-Dakota Utilities Co. 05/19 Montana-Dakota Utilities 
Co. 


30013-351-GR-19 Return on Equity
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Mean Low Mean Mean High
30-Day Average 8.53% 9.01% 9.69%
90-Day Average 8.53% 8.89% 9.45%
180-Day Average 8.52% 8.89% 9.45%


Constant Growth Average 8.52% 8.93% 9.53%


Mean Low Mean Mean High
2023-2025 Projection 9.00% 9.57% 9.93%


Current 30-day 
Average Treasury 


Bond Yield


Near-Term Blue 
Chip Forecast 


Yield


Long-Term Blue 
Chip Forecast 


Yield
Value Line Beta 8.49% 8.59% 9.22%
Bloomberg Beta 11.36% 11.41% 11.71%


Value Line Beta 9.88% 9.96% 10.42%
Bloomberg Beta 12.03% 12.07% 12.30%


Current 30-day 
Average Treasury 


Bond Yield


Near-Term Blue 
Chip Forecast 


Yield


Long-Term Blue 
Chip Forecast 


Yield
Risk Premium Analysis 9.33% 9.43% 10.04%


Risk Premium Mean Result


Median
Expected Earnings Result 10.74%


Notes:


Treasury Yield Plus Risk Premium


9.60%


[1] The analytical results included in the table reflect the results of the Constant Growth and 
Projected DCF analyses excluding the results for individual companies that did not meet the 
minimum threshold of 7 percent.


SUMMARY OF ROE ANALYSES RESULTS1


Constant Growth DCF


CAPM


Expected Earnings Analysis
Mean


10.82%


Projected DCF


ECAPM 
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CAPITAL ASSET PRICING MODEL -- CURRENT RISK-FREE RATE & VL BETA


CAPM: K = Rf + β (Rm − Rf)
ECAPM: K = Rf + ((0.75 x β (Rm − Rf)) + (0.25 x (Rm − Rf)))


[1] [2] [3] [4] [5] [6]


Company Ticker


Current 30-day 
average of 30-year 
U.S. Treasury bond 


yield Beta (β)


Market 
Return 
(Rm)


Market Risk 
Premium 
(Rm − Rf)


CAPM ROE 
(K)


ECAPM 
ROE (K)


ALLETE, Inc. ALE 1.56% 0.60 14.05% 12.49% 9.05% 10.30%
Alliant Energy Corporation LNT 1.56% 0.55 14.05% 12.49% 8.43% 9.83%
Ameren Corporation AEE 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
American Electric Power Company, Inc. AEP 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
Avista Corporation AVA 1.56% 0.60 14.05% 12.49% 9.05% 10.30%
CMS Energy Corporation CMS 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
Dominion Resources, Inc. D 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
DTE Energy Company DTE 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
Duke Energy Corporation DUK 1.56% 0.45 14.05% 12.49% 7.18% 8.90%
Entergy Corporation ETR 1.56% 0.60 14.05% 12.49% 9.05% 10.30%
Evergy, Inc. EVRG 1.56% NMF 14.05% 12.49%
IDACORP, Inc. IDA 1.56% 0.55 14.05% 12.49% 8.43% 9.83%
NextEra Energy, Inc. NEE 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
NorthWestern Corporation NWE 1.56% 0.60 14.05% 12.49% 9.05% 10.30%
OGE Energy Corporation OGE 1.56% 0.70 14.05% 12.49% 10.30% 11.24%
Otter Tail Corporation OTTR 1.56% 0.70 14.05% 12.49% 10.30% 11.24%
Pinnacle West Capital Corporation PNW 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
PNM Resources, Inc. PNM 1.56% 0.60 14.05% 12.49% 9.05% 10.30%
Portland General Electric Company POR 1.56% 0.55 14.05% 12.49% 8.43% 9.83%
PPL Corporation PPL 1.56% 0.65 14.05% 12.49% 9.68% 10.77%
Southern Company SO 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
Xcel Energy Inc. XEL 1.56% 0.50 14.05% 12.49% 7.80% 9.36%
Mean 8.49% 9.88%


Notes:
[1] Source: Bloomberg Professional
[2] Source: Value Line
[3] Source: Exhibit RMP ___ (AEB-6), page 4
[4] Equals [3] - [1]
[5] Equals [1] + [2] x [4]
[6] Equals [1] + 0.25 x ([4]) + 0.75 x ([2] x [4])


CAPITAL ASSET PRICING MODEL -- NEAR-TERM PROJECTED RISK-FREE RATE & VL BETA


CAPM: K = Rf + β (Rm − Rf)
ECAPM: K = Rf + ((0.75 x β (Rm − Rf)) + (0.25 x (Rm − Rf)))


[1] [2] [3] [4] [5] [6]


Company Ticker


Near-term projected 
30-year U.S. Treasury 


bond yield
(Q3 2020 - Q3 2021) Beta (β)


Market 
Return 
(Rm)


Market Risk 
Premium 
(Rm − Rf)


CAPM ROE 
(K)


ECAPM 
ROE (K)


ALLETE, Inc. ALE 1.80% 0.60 14.05% 12.25% 9.15% 10.37%
Alliant Energy Corporation LNT 1.80% 0.55 14.05% 12.25% 8.54% 9.91%
Ameren Corporation AEE 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
American Electric Power Company, Inc. AEP 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
Avista Corporation AVA 1.80% 0.60 14.05% 12.25% 9.15% 10.37%
CMS Energy Corporation CMS 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
Dominion Resources, Inc. D 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
DTE Energy Company DTE 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
Duke Energy Corporation DUK 1.80% 0.45 14.05% 12.25% 7.31% 8.99%
Entergy Corporation ETR 1.80% 0.60 14.05% 12.25% 9.15% 10.37%
Evergy, Inc. EVRG 1.80% NMF 14.05% 12.25%
IDACORP, Inc. IDA 1.80% 0.55 14.05% 12.25% 8.54% 9.91%
NextEra Energy, Inc. NEE 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
NorthWestern Corporation NWE 1.80% 0.60 14.05% 12.25% 9.15% 10.37%
OGE Energy Corporation OGE 1.80% 0.70 14.05% 12.25% 10.37% 11.29%
Otter Tail Corporation OTTR 1.80% 0.70 14.05% 12.25% 10.37% 11.29%
Pinnacle West Capital Corporation PNW 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
PNM Resources, Inc. PNM 1.80% 0.60 14.05% 12.25% 9.15% 10.37%
Portland General Electric Company POR 1.80% 0.55 14.05% 12.25% 8.54% 9.91%
PPL Corporation PPL 1.80% 0.65 14.05% 12.25% 9.76% 10.83%
Southern Company SO 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
Xcel Energy Inc. XEL 1.80% 0.50 14.05% 12.25% 7.92% 9.45%
Mean 8.59% 9.96%


Notes:
[1] Source: Blue Chip Financial Forecasts, Vol. 39, No. 4, April 1, 2019, at 2
[2] Source:  Value Line
[3] Source: Exhibit RMP ___ (AEB-6), page 4
[4] Equals [3] - [1]
[5] Equals [1] + [2] x [4]
[6] Equals [1] + 0.25 x ([4]) + 0.75 x ([2] x [4])
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CAPITAL ASSET PRICING MODEL -- LONG-TERM PROJECTED RISK-FREE RATE & VL BETA


CAPM: K = Rf + β (Rm − Rf)
ECAPM: K = Rf + ((0.75 x β (Rm − Rf)) + (0.25 x (Rm − Rf)))


[1] [2] [3] [4] [5] [6]


Company Ticker


Projected 30-year 
U.S. Treasury bond 
yield (2021 - 2025) Beta (β)


Market 
Return 
(Rm)


Market Risk 
Premium 
(Rm − Rf)


CAPM ROE 
(K)


ECAPM 
ROE (K)


ALLETE, Inc. ALE 3.20% 0.60 14.05% 10.85% 9.71% 10.79%
Alliant Energy Corporation LNT 3.20% 0.55 14.05% 10.85% 9.17% 10.39%
Ameren Corporation AEE 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
American Electric Power Company, Inc. AEP 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
Avista Corporation AVA 3.20% 0.60 14.05% 10.85% 9.71% 10.79%
CMS Energy Corporation CMS 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
Dominion Resources, Inc. D 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
DTE Energy Company DTE 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
Duke Energy Corporation DUK 3.20% 0.45 14.05% 10.85% 8.08% 9.57%
Entergy Corporation ETR 3.20% 0.60 14.05% 10.85% 9.71% 10.79%
Evergy, Inc. EVRG 3.20% NMF 14.05% 10.85%
IDACORP, Inc. IDA 3.20% 0.55 14.05% 10.85% 9.17% 10.39%
NextEra Energy, Inc. NEE 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
NorthWestern Corporation NWE 3.20% 0.60 14.05% 10.85% 9.71% 10.79%
OGE Energy Corporation OGE 3.20% 0.70 14.05% 10.85% 10.79% 11.61%
Otter Tail Corporation OTTR 3.20% 0.70 14.05% 10.85% 10.79% 11.61%
Pinnacle West Capital Corporation PNW 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
PNM Resources, Inc. PNM 3.20% 0.60 14.05% 10.85% 9.71% 10.79%
Portland General Electric Company POR 3.20% 0.55 14.05% 10.85% 9.17% 10.39%
PPL Corporation PPL 3.20% 0.65 14.05% 10.85% 10.25% 11.20%
Southern Company SO 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
Xcel Energy Inc. XEL 3.20% 0.50 14.05% 10.85% 8.62% 9.98%
Mean 9.22% 10.42%


Notes:
[1] Source: Blue Chip Financial Forecasts, Vol. 38, No. 12, December 1, 2019, at 14
[2] Source: Value Line
[3] Source: Exhibit RMP ___ (AEB-6), page 4
[4] Equals [3] - [1]
[5] Equals [1] + [2] x [4]
[6] Equals [1] + 0.25 x ([4]) + 0.75 x ([2] x [4])


CAPITAL ASSET PRICING MODEL -- CURRENT RISK-FREE RATE & BLOOMBERG BETA


CAPM: K = Rf + β (Rm − Rf)
ECAPM: K = Rf + ((0.75 x β (Rm − Rf)) + (0.25 x (Rm − Rf)))


[1] [2] [3] [4] [5] [6]


Company Ticker


Current 30-day 
average of 30-year 
U.S. Treasury bond 


yield Beta (β)


Market 
Return 
(Rm)


Market Risk 
Premium 
(Rm − Rf)


CAPM ROE 
(K)


ECAPM 
ROE (K)


ALLETE, Inc. ALE 1.56% 0.80 14.05% 12.49% 11.51% 12.15%
Alliant Energy Corporation LNT 1.56% 0.79 14.05% 12.49% 11.48% 12.12%
Ameren Corporation AEE 1.56% 0.74 14.05% 12.49% 10.81% 11.62%
American Electric Power Company, Inc. AEP 1.56% 0.74 14.05% 12.49% 10.79% 11.60%
Avista Corporation AVA 1.56% 0.78 14.05% 12.49% 11.36% 12.03%
CMS Energy Corporation CMS 1.56% 0.76 14.05% 12.49% 11.01% 11.77%
Dominion Resources, Inc. D 1.56% 0.67 14.05% 12.49% 9.98% 11.00%
DTE Energy Company DTE 1.56% 0.78 14.05% 12.49% 11.30% 11.99%
Duke Energy Corporation DUK 1.56% 0.68 14.05% 12.49% 10.09% 11.08%
Entergy Corporation ETR 1.56% 0.80 14.05% 12.49% 11.50% 12.14%
Evergy, Inc. EVRG 1.56% 0.77 14.05% 12.49% 11.15% 11.87%
IDACORP, Inc. IDA 1.56% 0.84 14.05% 12.49% 12.03% 12.53%
NextEra Energy, Inc. NEE 1.56% 0.75 14.05% 12.49% 10.94% 11.71%
NorthWestern Corporation NWE 1.56% 0.86 14.05% 12.49% 12.33% 12.76%
OGE Energy Corporation OGE 1.56% 0.89 14.05% 12.49% 12.65% 13.00%
Otter Tail Corporation OTTR 1.56% 0.88 14.05% 12.49% 12.55% 12.92%
Pinnacle West Capital Corporation PNW 1.56% 0.79 14.05% 12.49% 11.42% 12.08%
PNM Resources, Inc. PNM 1.56% 0.93 14.05% 12.49% 13.13% 13.36%
Portland General Electric Company POR 1.56% 0.79 14.05% 12.49% 11.47% 12.11%
PPL Corporation PPL 1.56% 0.83 14.05% 12.49% 11.98% 12.49%
Southern Company SO 1.56% 0.68 14.05% 12.49% 10.06% 11.06%
Xcel Energy Inc. XEL 1.56% 0.71 14.05% 12.49% 10.42% 11.33%
Mean 11.36% 12.03%


Notes:
[1] Source: Bloomberg Professional
[2] Source: Bloomberg Professional
[3] Source: Exhibit RMP ___ (AEB-6), page 4
[4] Equals [3] - [1]
[5] Equals [1] + [2] x [4]
[6] Equals [1] + 0.25 x ([4]) + 0.75 x ([2] x [4])
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CAPITAL ASSET PRICING MODEL -- NEAR-TERM PROJECTED RISK-FREE RATE & BLOOMBERG BETA


CAPM: K = Rf + β (Rm − Rf)
ECAPM: K = Rf + ((0.75 x β (Rm − Rf)) + (0.25 x (Rm − Rf)))


[1] [2] [3] [4] [5] [6]


Company Ticker


Near-term projected 
30-year U.S. Treasury 


bond yield
(Q3 2020 - Q3 2021) Beta (β)


Market 
Return 
(Rm)


Market Risk 
Premium 
(Rm − Rf)


CAPM ROE 
(K)


ECAPM 
ROE (K)


ALLETE, Inc. ALE 1.80% 0.80 14.05% 12.25% 11.56% 12.18%
Alliant Energy Corporation LNT 1.80% 0.79 14.05% 12.25% 11.53% 12.16%
Ameren Corporation AEE 1.80% 0.74 14.05% 12.25% 10.87% 11.67%
American Electric Power Company, Inc. AEP 1.80% 0.74 14.05% 12.25% 10.85% 11.65%
Avista Corporation AVA 1.80% 0.78 14.05% 12.25% 11.41% 12.07%
CMS Energy Corporation CMS 1.80% 0.76 14.05% 12.25% 11.07% 11.82%
Dominion Resources, Inc. D 1.80% 0.67 14.05% 12.25% 10.06% 11.06%
DTE Energy Company DTE 1.80% 0.78 14.05% 12.25% 11.35% 12.03%
Duke Energy Corporation DUK 1.80% 0.68 14.05% 12.25% 10.17% 11.14%
Entergy Corporation ETR 1.80% 0.80 14.05% 12.25% 11.55% 12.18%
Evergy, Inc. EVRG 1.80% 0.77 14.05% 12.25% 11.20% 11.91%
IDACORP, Inc. IDA 1.80% 0.84 14.05% 12.25% 12.07% 12.56%
NextEra Energy, Inc. NEE 1.80% 0.75 14.05% 12.25% 11.00% 11.76%
NorthWestern Corporation NWE 1.80% 0.86 14.05% 12.25% 12.37% 12.79%
OGE Energy Corporation OGE 1.80% 0.89 14.05% 12.25% 12.68% 13.02%
Otter Tail Corporation OTTR 1.80% 0.88 14.05% 12.25% 12.57% 12.94%
Pinnacle West Capital Corporation PNW 1.80% 0.79 14.05% 12.25% 11.47% 12.12%
PNM Resources, Inc. PNM 1.80% 0.93 14.05% 12.25% 13.15% 13.38%
Portland General Electric Company POR 1.80% 0.79 14.05% 12.25% 11.52% 12.15%
PPL Corporation PPL 1.80% 0.83 14.05% 12.25% 12.02% 12.52%
Southern Company SO 1.80% 0.68 14.05% 12.25% 10.14% 11.11%
Xcel Energy Inc. XEL 1.80% 0.71 14.05% 12.25% 10.49% 11.38%
Mean 11.41% 12.07%


Notes:
[1] Source: Blue Chip Financial Forecasts, Vol. 39, No. 4, April 1, 2019, at 2
[2] Source: Bloomberg Professional
[3] Source: Exhibit RMP ___ (AEB-6), page 4
[4] Equals [3] - [1]
[5] Equals [1] + [2] x [4]
[6] Equals [1] + 0.25 x ([4]) + 0.75 x ([2] x [4])


CAPITAL ASSET PRICING MODEL -- LONG-TERM PROJECTED RISK-FREE RATE & BLOOMBERG BETA


CAPM: K = Rf + β (Rm − Rf)
ECAPM: K = Rf + ((0.75 x β (Rm − Rf)) + (0.25 x (Rm − Rf)))


[1] [2] [3] [4] [5] [6]


Company Ticker


Projected 30-year 
U.S. Treasury bond 
yield (2021 - 2025) Beta (β)


Market 
Return 
(Rm)


Market Risk 
Premium 
(Rm − Rf)


CAPM ROE 
(K)


ECAPM 
ROE (K)


ALLETE, Inc. ALE 3.20% 0.80 14.05% 10.85% 11.85% 12.40%
Alliant Energy Corporation LNT 3.20% 0.79 14.05% 10.85% 11.82% 12.37%
Ameren Corporation AEE 3.20% 0.74 14.05% 10.85% 11.24% 11.94%
American Electric Power Company, Inc. AEP 3.20% 0.74 14.05% 10.85% 11.22% 11.93%
Avista Corporation AVA 3.20% 0.78 14.05% 10.85% 11.71% 12.30%
CMS Energy Corporation CMS 3.20% 0.76 14.05% 10.85% 11.41% 12.07%
Dominion Resources, Inc. D 3.20% 0.67 14.05% 10.85% 10.52% 11.40%
DTE Energy Company DTE 3.20% 0.78 14.05% 10.85% 11.66% 12.26%
Duke Energy Corporation DUK 3.20% 0.68 14.05% 10.85% 10.61% 11.47%
Entergy Corporation ETR 3.20% 0.80 14.05% 10.85% 11.84% 12.39%
Evergy, Inc. EVRG 3.20% 0.77 14.05% 10.85% 11.53% 12.16%
IDACORP, Inc. IDA 3.20% 0.84 14.05% 10.85% 12.29% 12.73%
NextEra Energy, Inc. NEE 3.20% 0.75 14.05% 10.85% 11.34% 12.02%
NorthWestern Corporation NWE 3.20% 0.86 14.05% 10.85% 12.56% 12.93%
OGE Energy Corporation OGE 3.20% 0.89 14.05% 10.85% 12.83% 13.14%
Otter Tail Corporation OTTR 3.20% 0.88 14.05% 10.85% 12.74% 13.07%
Pinnacle West Capital Corporation PNW 3.20% 0.79 14.05% 10.85% 11.77% 12.34%
PNM Resources, Inc. PNM 3.20% 0.93 14.05% 10.85% 13.25% 13.45%
Portland General Electric Company POR 3.20% 0.79 14.05% 10.85% 11.81% 12.37%
PPL Corporation PPL 3.20% 0.83 14.05% 10.85% 12.25% 12.70%
Southern Company SO 3.20% 0.68 14.05% 10.85% 10.58% 11.45%
Xcel Energy Inc. XEL 3.20% 0.71 14.05% 10.85% 10.90% 11.68%
Mean 11.71% 12.30%


Notes:
[1] Source: Blue Chip Financial Forecasts, Vol. 38, No. 12, December 1, 2019, at 14
[2] Source: Bloomberg Professional
[3] Source: Exhibit RMP ___ (AEB-6), page 4
[4] Equals [3] - [1]
[5] Equals [1] + [2] x [4]
[6] Equals [1] + 0.25 x ([4]) + 0.75 x ([2] x [4])
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[7] S&P's estimate of the S&P 500 Dividend Yield 2.31%


[8] S&P's estimate of the S&P 500 Growth Rate 11.60%


[9] S&P 500 Estimated Required Market Return 14.05%


Notes:
[7] Source: Standard & Poors,  S&P 500 Earnigns and Estimate Report 3/31/2020
[8] Source: Standard & Poors,  S&P 500 Earnigns and Estimate Report 3/31/2020
[9] Equals ([7] x (1 + (0.5 x [8]))) + [8]


MARKET RISK PREMIUM DERIVED FROM S&P EARNINGS AND ESTIMATE REPORT
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[1] [2] [3]
Average 


Authorized 
Electric 
ROE


U.S. Govt. 
30-year 


Treasury
Risk 


Premium
1992.1 12.38% 7.80% 4.58%
1992.2 11.83% 7.89% 3.93%
1992.3 12.03% 7.45% 4.59%
1992.4 12.14% 7.52% 4.62%
1993.1 11.84% 7.07% 4.77%
1993.2 11.64% 6.86% 4.79%
1993.3 11.15% 6.31% 4.84%
1993.4 11.04% 6.14% 4.90%
1994.1 11.07% 6.57% 4.49%
1994.2 11.13% 7.35% 3.78%
1994.3 12.75% 7.58% 5.17%
1994.4 11.24% 7.96% 3.28%
1995.1 11.96% 7.63% 4.34%
1995.2 11.32% 6.94% 4.37%
1995.3 11.37% 6.71% 4.66%
1995.4 11.58% 6.23% 5.35%
1996.1 11.46% 6.29% 5.17%
1996.2 11.46% 6.92% 4.54%
1996.3 10.70% 6.96% 3.74%
1996.4 11.56% 6.62% 4.94%
1997.1 11.08% 6.81% 4.27%
1997.2 11.62% 6.93% 4.68%
1997.3 12.00% 6.53% 5.47%
1997.4 11.06% 6.14% 4.92%
1998.1 11.31% 5.88% 5.43%
1998.2 12.20% 5.85% 6.35%
1998.3 11.65% 5.47% 6.18%
1998.4 12.30% 5.10% 7.20%
1999.1 10.40% 5.37% 5.03%
1999.2 10.94% 5.79% 5.15%
1999.3 10.75% 6.04% 4.71%
1999.4 11.10% 6.25% 4.85%
2000.1 11.21% 6.29% 4.92%
2000.2 11.00% 5.97% 5.03%
2000.3 11.68% 5.79% 5.89%
2000.4 12.50% 5.69% 6.81%
2001.1 11.38% 5.44% 5.93%
2001.2 11.00% 5.70% 5.30%
2001.3 10.76% 5.52% 5.23%
2001.4 11.99% 5.30% 6.70%
2002.1 10.05% 5.51% 4.54%
2002.2 11.41% 5.61% 5.79%
2002.3 11.65% 5.08% 6.57%
2002.4 11.57% 4.93% 6.64%
2003.1 11.72% 4.85% 6.87%
2003.2 11.16% 4.60% 6.56%
2003.3 10.50% 5.11% 5.39%
2003.4 11.34% 5.11% 6.23%
2004.1 11.00% 4.88% 6.12%
2004.2 10.64% 5.32% 5.32%
2004.3 10.75% 5.06% 5.69%
2004.4 11.24% 4.86% 6.38%
2005.1 10.63% 4.69% 5.93%
2005.2 10.31% 4.47% 5.85%
2005.3 11.08% 4.44% 6.65%
2005.4 10.63% 4.68% 5.95%
2006.1 10.70% 4.63% 6.06%
2006.2 10.79% 5.14% 5.65%
2006.3 10.35% 4.99% 5.35%
2006.4 10.65% 4.74% 5.91%
2007.1 10.59% 4.80% 5.80%
2007.2 10.33% 4.99% 5.34%
2007.3 10.40% 4.95% 5.45%
2007.4 10.65% 4.61% 6.04%
2008.1 10.62% 4.41% 6.21%
2008.2 10.54% 4.57% 5.97%
2008.3 10.43% 4.44% 5.98%
2008.4 10.39% 3.65% 6.74%
2009.1 10.75% 3.44% 7.31%
2009.2 10.75% 4.17% 6.58%
2009.3 10.50% 4.32% 6.18%
2009.4 10.59% 4.34% 6.26%
2010.1 10.59% 4.62% 5.97%
2010.2 10.18% 4.36% 5.82%
2010.3 10.40% 3.86% 6.55%
2010.4 10.38% 4.17% 6.21%
2011.1 10.09% 4.56% 5.53%
2011.2 10.26% 4.34% 5.92%
2011.3 10.57% 3.69% 6.88%


BOND YIELD PLUS RISK PREMIUM
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[1] [2] [3]
Average 


Authorized 
Electric 
ROE


U.S. Govt. 
30-year 


Treasury
Risk 


Premium


BOND YIELD PLUS RISK PREMIUM


2011.4 10.39% 3.04% 7.35%
2012.1 10.30% 3.14% 7.17%
2012.2 9.95% 2.93% 7.02%
2012.3 9.90% 2.74% 7.16%
2012.4 10.16% 2.86% 7.30%
2013.1 9.85% 3.13% 6.72%
2013.2 9.86% 3.14% 6.72%
2013.3 10.12% 3.71% 6.41%
2013.4 9.97% 3.79% 6.18%
2014.1 9.86% 3.69% 6.17%
2014.2 10.10% 3.44% 6.66%
2014.3 9.90% 3.26% 6.64%
2014.4 9.94% 2.96% 6.98%
2015.1 9.64% 2.55% 7.08%
2015.2 9.83% 2.88% 6.94%
2015.3 9.40% 2.96% 6.44%
2015.4 9.86% 2.96% 6.90%
2016.1 9.70% 2.72% 6.98%
2016.2 9.48% 2.57% 6.91%
2016.3 9.74% 2.28% 7.46%
2016.4 9.83% 2.83% 7.00%
2017.1 9.72% 3.04% 6.67%
2017.2 9.64% 2.90% 6.75%
2017.3 10.00% 2.82% 7.18%
2017.4 9.91% 2.82% 7.09%
2018.1 9.69% 3.02% 6.66%
2018.2 9.75% 3.09% 6.66%
2018.3 9.69% 3.06% 6.63%
2018.4 9.52% 3.27% 6.25%
2019.1 9.72% 3.01% 6.71%
2019.2 9.58% 2.78% 6.79%
2019.3 9.53% 2.29% 7.24%
2019.4 9.87% 2.25% 7.62%
2020.1 9.72% 1.89% 7.83%


AVERAGE 10.72% 4.77% 5.94%
MEDIAN 10.63% 4.74% 6.06%
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SUMMARY OUTPUT


Regression Statistics
Multiple R 0.89916
R Square 0.80850
Adjusted R Square 0.80677
Standard Error 0.00430
Observations 113


ANOVA
df SS MS F Significance F


Regression 1 0.008681          0.008681      468.624473     0.000000          
Residual 111 0.002056          0.000019      
Total 112 0.010738        


Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%
Intercept 0.0866           0.00132            65.69            0.000000         0.083944          0.089166    0.083944      0.089166       
U.S. Govt. 30-year Treasury (0.5686)          0.02626          (21.65)        0.000000       (0.620602)      (0.516514)   (0.620602)     (0.516514)   


[7] [8] [9]
U.S. Govt.


30-year Risk
Treasury Premium ROE


Current 30-day average of 30-year U.S. Treasury bond yield [4] 1.56% 7.77% 9.33%
Blue Chip Near-Term Projected Forecast (Q3 2020 - Q3 2021) [5] 1.80% 7.63% 9.43%
Blue Chip Long-Term Projected Forecast (2021-2025) [6] 3.20% 6.84% 10.04%
AVERAGE 9.60%


Notes:
[1] Source: Regulatory Research Associates, rate cases throguh March 31, 2020
[2] Source: Bloomberg Professional, quarterly bond yields are the average of each trading day in the quarter
[3] Equals Column [1] − Column [2]
[4] Source: Bloomberg Professional, 30-day average as of March 30, 2020
[5] Source: Blue Chip Financial Forecasts, Vol. 39, No. 4, April 1, 2019, at 2
[6] Source: Blue Chip Financial Forecasts, Vol. 38, No. 12, December 1, 2019, at 14
[7] See notes [4], [5] & [6] 
[8] Equals 0.086555 + (-0.568558 x Column [7])
[9] Equals Column [7] + Column [8]


y = -0.5686x + 0.0866
R² = 0.8085
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ROCKY MOUNTAIN POWER 
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Exhibit Accompanying Direct Testimony of Ann E. Bulkley 


Capital Expenditure Comparison 


May 2020 







[1] [2] [3] [4] [5] [6] [7]
2020-24


Cap. Ex. /
2018


2018 2020 2021 2022 2023 2024 Net Plant


ALLETE, Inc. ALE
Capital Spending per Share $10.30 $6.40 $4.95 $3.50 $3.50
Common Shares Outstanding 52.00 52.25 52.63 53 53
Capital Expenditures $535.6 $334.4 $260.5 $185.5 $185.5 38.46%
Net Plant $3,904.4


Alliant Energy Corporation LNT
Capital Spending per Share $5.75 $5.95 $6.05 $6.15 $6.15
Common Shares Outstanding 248.00 250 $255.00 260 260
Capital Expenditures $1,426.0 $1,487.5 $1,542.8 $1,599.0 $1,599.0 63.62%
Net Plant $12,031.0


Ameren Corporation AEE
Capital Spending per Share $15.85 $11.55 $11.28 $11.00 $11.00
Common Shares Outstanding 254.00 260 267.50 275 275
Capital Expenditures $4,025.9 $3,003.0 $3,016.1 $3,025.0 $3,025.0 70.56%
Net Plant $22,810.0


American Electric Power Company, Inc. AEP
Capital Spending per Share $13.25 $13.00 $12.75 $12.50 $12.50
Common Shares Outstanding 495.00 496 513.00 530 530
Capital Expenditures $6,558.8 $6,448.0 $6,540.8 $6,625.0 $6,625.0 59.52%
Net Plant $55,099.0


Avista Corporation AVA
Capital Spending per Share $6.05 $6.03 $6.00 $6.00 $6.00
Common Shares Outstanding 68.00 69.5 71.00 71 71
Capital Expenditures $411.4 $418.7 $426.0 $426.0 $426.0 45.35%
Net Plant $4,648.9


CMS Energy Corporation CMS
Capital Spending per Share $7.65 $9.30 $8.65 $8.00 $8.00
Common Shares Outstanding 287.00 290 295.00 300 300
Capital Expenditures $2,195.6 $2,697.0 $2,551.8 $2,400.0 $2,400.0 67.55%
Net Plant $18,126.0


Dominion Resources, Inc. D
Capital Spending per Share $8.35 $8.30 $8.03 $7.75 $7.75
Common Shares Outstanding 828.00 832 848.50 865 865
Capital Expenditures $6,913.8 $6,905.6 $6,809.2 $6,703.8 $6,703.8 62.38%
Net Plant $54,560.0


DTE Energy Company DTE
Capital Spending per Share $20.60 $18.35 $15.43 $12.50 $12.50
Common Shares Outstanding 194.00 196 201.00 206 206
Capital Expenditures $3,996.4 $3,596.6 $3,100.4 $2,575.0 $2,575.0 73.18%
Net Plant $21,650.0


Duke Energy Corporation DUK
Capital Spending per Share $14.00 $12.75 $12.38 $12.00 $12.00
Common Shares Outstanding 754.00 760 $767.50 775 775
Capital Expenditures $10,556.0 $9,690.0 $9,497.8 $9,300.0 $9,300.0 52.72%
Net Plant $91,694.0


Entergy Corporation ETR
Capital Spending per Share $20.75 $19.15 $18.95 $18.75 $18.75
Common Shares Outstanding 200.00 204 208.00 212 212
Capital Expenditures $4,150.0 $3,906.6 $3,941.6 $3,975.0 $3,975.0 62.39%
Net Plant $31,974.0


Evergy, Inc. EVRG
Capital Spending per Share $7.15 $7.00 $6.50 $6.00 $6.00
Common Shares Outstanding 227.00 227 227.00 227 227
Capital Expenditures $1,623.1 $1,589.0 $1,475.5 $1,362.0 $1,362.0 39.11%
Net Plant $18,952.0


IDACORP, Inc. IDA
Capital Spending per Share $6.55 $6.90 $7.25 $7.25 $7.25
Common Shares Outstanding 50.40 50.4 50.40 50.4 50.4
Capital Expenditures $330.1 $347.8 $365.4 $365.4 $365.4 40.36%
Net Plant $4,395.7


2020-2024 CAPITAL EXPENDITURES AS A PERCENT OF 2018 NET PLANT
($ Millions)
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[1] [2] [3] [4] [5] [6] [7]
2020-24


Cap. Ex. /
2018


2018 2020 2021 2022 2023 2024 Net Plant


2020-2024 CAPITAL EXPENDITURES AS A PERCENT OF 2018 NET PLANT
($ Millions)


NextEra Energy, Inc. NEE
Capital Spending per Share $25.55 $26.05 $26.65 $27.25 $27.25
Common Shares Outstanding 489.00 489 492.00 495 495
Capital Expenditures $12,494.0 $12,738.5 $13,111.8 $13,488.8 $13,488.8 92.87%
Net Plant $70,334.0


NorthWestern Corporation NWE
Capital Spending per Share $7.30 $6.53 $5.75 $5.75 $5.75
Common Shares Outstanding 50.90 51.25 51.60 51.6 51.6
Capital Expenditures $371.6 $334.4 $296.7 $296.7 $296.7 35.30%
Net Plant $4,521.3


OGE Energy Corporation OGE
Capital Spending per Share $2.90 $3.65 $3.70 $3.75 $3.75
Common Shares Outstanding 200.00 200 200.00 200 200
Capital Expenditures $580.0 $730.0 $740.0 $750.0 $750.0 41.07%
Net Plant $8,643.8


Otter Tail Corporation OTTR
Capital Spending per Share $9.40 $3.45 $3.10 $2.75 $2.75
Common Shares Outstanding 41.00 41.1 41.30 41.5 41.5
Capital Expenditures $385.4 $141.8 $128.0 $114.1 $114.1 55.88%
Net Plant $1,581.1


Pinnacle West Capital Corporation PNW
Capital Spending per Share $12.15 $11.83 $11.50 $11.50 $11.50
Common Shares Outstanding 113.50 115.75 118.00 118 118
Capital Expenditures $1,379.0 $1,368.7 $1,357.0 $1,357.0 $1,357.0 48.60%
Net Plant $14,030.0


PNM Resources, Inc. PNM
Capital Spending per Share $10.25 $9.38 $8.50 $8.50 $8.50
Common Shares Outstanding 79.65 84.825 90.00 90 90
Capital Expenditures $816.4 $795.2 $765.0 $765.0 $765.0 74.63%
Net Plant $5,234.6


Portland General Electric Company POR
Capital Spending per Share $9.90 $7.83 $5.75 $5.75 $5.75
Common Shares Outstanding 89.55 89.775 90.00 90 90
Capital Expenditures $886.5 $702.5 $517.5 $517.5 $517.5 45.62%
Net Plant $6,887.0


PPL Corporation PPL
Capital Spending per Share $4.05 $3.70 $3.48 $3.25 $3.25
Common Shares Outstanding 773.00 775 777.50 780 780
Capital Expenditures $3,130.7 $2,867.5 $2,701.8 $2,535.0 $2,535.0 39.96%
Net Plant $34,458.0


Southern Company SO
Capital Spending per Share $6.50 $6.00 $5.63 $5.25 $5.25
Common Shares Outstanding 1050.00 1050 1065.00 1080 1080
Capital Expenditures $6,825.0 $6,300.0 $5,990.6 $5,670.0 $5,670.0 37.69%
Net Plant $80,797.0


Xcel Energy Inc. XEL
Capital Spending per Share $6.70 $7.48 $8.25 $8.25 $8.25
Common Shares Outstanding 539.00 542.5 546.00 546 546
Capital Expenditures $3,611.3 $4,055.2 $4,504.5 $4,504.5 $4,504.5 57.33%
Net Plant $36,944.0


PacifiCorp PacifiCorp


PacifiCorp PacifiCorp
Capital Expenditures [8] $2,900.00 $1,400.00 $2,800.00 $2,400.00 $1,300.00 60.00%
Net Plant [9] $18,000.0


PacifiCorp CapEx Total (2020 - 2024) $10,800.0
PacifiCorp CapEx Annual Average $2,160.0
Proxy Group Median 54.30%
PacifiCorp as % Proxy Group Median 1.10           


Notes:
[1] - [6] Source: Value Line, dated January 24, 2020, February 14, 2020 and March 13, 2020.
[7] Equals (Column [2] + [3] + [4] + [5] + [6]) /  Column [1] 
[8] Source: Company Provided Data
[9] Source: Company Provided Data
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2020-2024 CAPITAL EXPENDITURES AS A PERCENT OF 2018 NET PLANT


Projected CAPEX / 2018 Net Plant


Rank Company 2020-2024


1 NorthWestern Corporation NWE 35.30%
2 Southern Company SO 37.69%
3 ALLETE, Inc. ALE 38.46%
4 Evergy, Inc. EVRG 39.11%
5 PPL Corporation PPL 39.96%
6 IDACORP, Inc. IDA 40.36%
7 OGE Energy Corporation OGE 41.07%
8 Avista Corporation AVA 45.35%
9 Portland General Electric Company POR 45.62%


10 Pinnacle West Capital Corporation PNW 48.60%
11 Duke Energy Corporation DUK 52.72%
12 Otter Tail Corporation OTTR 55.88%
13 Xcel Energy Inc. XEL 57.33%
14 American Electric Power Company, Inc. AEP 59.52%
15 PacifiCorp PacifiCorp 60.00%
16 Dominion Resources, Inc. D 62.38%
17 Entergy Corporation ETR 62.39%
18 Alliant Energy Corporation LNT 63.62%
19 CMS Energy Corporation CMS 67.55%
20 Ameren Corporation AEE 70.56%
21 DTE Energy Company DTE 73.18%
22 PNM Resources, Inc. PNM 74.63%
23 NextEra Energy, Inc. NEE 92.87%


Proxy Group Median 54.30%
PacifiCorp/Proxy Group 1.10


Notes:
Source: Exhibit RMP__(AEB-9), pages 1-2 col. [7]
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Proxy Group Company Ticker 2019Q3 2019Q2 2019Q1 2018Q4 2018Q3 2018Q2 2018Q1 2017Q4 Average
ALLETE (Minnesota Power) ALE 59.30% 60.87% 60.80% 61.27% 60.33% 60.26% 60.50% 60.15% 60.43%
Alliant Energy Corporation LNT 50.48% 49.65% 52.17% 52.11% 49.88% 49.85% 48.68% 48.74% 50.19%
Ameren Corporation AEE 53.13% 52.48% 52.27% 52.18% 52.72% 51.43% 52.38% 52.02% 52.33%
American Electric Power Company, Inc. AEP 48.83% 48.04% 48.72% 48.55% 47.52% 47.93% 48.54% 48.88% 48.37%
Avista Corporation AVA 50.33% 51.40% 51.18% 49.89% 49.55% 49.74% 51.16% 50.75% 50.50%
CMS Energy Corporation CMS 51.57% 53.50% 52.38% 50.14% 52.86% 52.71% 52.97% 52.10% 52.28%
Dominion Resources, Inc. D 53.43% 52.20% 51.50% 50.52% 52.45% 51.81% 50.53% 51.07% 51.69%
DTE Energy Company DTE 49.40% 48.76% 48.69% 50.96% 49.97% 49.23% 51.12% 51.02% 49.89%
Duke Energy Corporation DUK 52.62% 53.12% 52.16% 52.71% 52.85% 53.04% 52.88% 53.01% 52.80%
Entergy Corporation ETR 47.64% 46.80% 47.03% 48.73% 48.31% 48.00% 46.00% 47.41% 47.49%
Evergy, Inc. EVRG 59.75% 60.09% 57.72% 59.30% 59.49% 58.46% 58.59% 58.44% 58.98%
IDACORP, Inc. IDA 55.20% 54.58% 54.36% 54.25% 54.25% 53.44% 51.37% 54.22% 53.96%
NextEra Energy, Inc. NEE 59.15% 61.29% 63.51% 63.95% 64.01% 60.34% 60.63% 59.41% 61.54%
NorthWestern Corporation NWE 47.80% 48.07% 48.74% 47.88% 48.36% 48.41% 47.48% 49.89% 48.33%
OGE Energy Corporation OGE 54.96% 53.47% 55.38% 53.20% 53.05% 54.25% 53.59% 53.36% 53.91%
Otter Tail Corporation OTTR 55.43% 53.75% 53.90% 53.58% 53.49% 53.11% 52.67% 57.34% 54.16%
Pinnacle West Capital Corporation PNW 54.25% 54.41% 54.48% 54.36% 53.68% 53.71% 53.18% 53.14% 53.90%
PNM Resources, Inc. PNM 46.31% 46.03% 43.88% 47.91% 49.43% 48.72% 49.00% 48.80% 47.51%
Portland General Electric Company POR 51.78% 51.56% 50.60% 50.19% 50.51% 50.29% 50.14% 49.80% 50.61%
PPL Corporation PPL 53.93% 53.84% 55.18% 54.92% 54.85% 54.51% 54.60% 54.60% 54.55%
Southern Company SO 53.24% 54.15% 54.05% 53.92% 52.64% 50.95% 50.90% 47.76% 52.20%
Xcel Energy Inc. XEL 54.13% 55.25% 54.92% 54.48% 54.29% 53.51% 54.40% 54.23% 54.40%
MEAN 52.85% 52.88% 52.89% 52.95% 52.93% 52.44% 52.33% 52.55% 52.73%
LOW 46.31% 46.03% 43.88% 47.88% 47.52% 47.93% 46.00% 47.41% 47.49%
HIGH 59.75% 61.29% 63.51% 63.95% 64.01% 60.34% 60.63% 60.15% 61.54%


Company Name Ticker 2019Q3 2019Q2 2019Q1 2018Q4 2018Q3 2018Q2 2018Q1 2017Q4 Average
ALLETE (Minnesota Power) ALE 59.33% 60.94% 60.87% 61.39% 60.43% 60.33% 60.38% 60.04% 60.46%
Superior Water, Light and Power Company ALE 58.03% 58.38% 58.19% 56.86% 56.58% 57.34% 65.80% 64.99% 59.52%
Interstate Power and Light Company LNT 48.56% 50.11% 51.59% 51.70% 47.96% 48.62% 48.01% 48.37% 49.37%
Wisconsin Power and Light Company LNT 53.40% 49.01% 53.03% 52.69% 52.62% 51.52% 49.57% 49.23% 51.38%
Ameren Illinois Company AEE 54.01% 53.59% 53.19% 52.40% 52.69% 52.25% 53.71% 52.84% 53.09%
Union Electric Company AEE 52.36% 51.49% 51.45% 51.98% 52.73% 50.77% 51.30% 51.38% 51.68%
AEP Texas, Inc. AEP 46.97% 46.32% 47.54% 45.38% 43.80% 43.20% 46.75% 45.14% 45.64%
Appalachian Power Company AEP 48.74% 48.19% 47.77% 49.51% 49.30% 48.93% 49.35% 48.72% 48.81%
Indiana Michigan Power Company AEP 46.51% 45.83% 45.43% 44.62% 44.53% 44.15% 46.64% 46.33% 45.50%
Kentucky Power Company AEP 46.94% 46.50% 46.42% 45.72% 45.28% 44.89% 44.40% 43.52% 45.46%
Kingsport Power Company AEP 54.24% 50.18% 51.54% 50.79% 50.71% 47.69% 47.28% 46.53% 49.87%
Ohio Power Company AEP 53.63% 52.92% 58.86% 57.80% 56.85% 57.11% 52.91% 58.63% 56.09%
Public Service Company of Oklahoma AEP 49.89% 48.02% 47.19% 49.16% 49.55% 48.59% 48.10% 48.50% 48.62%
Southwestern Electric Power Company AEP 48.63% 47.45% 47.59% 46.97% 43.43% 47.91% 47.72% 48.52% 47.28%
Wheeling Power Company AEP 53.66% 53.83% 54.27% 54.62% 54.70% 54.19% 54.27% 54.26% 54.23%
Avista Corporation AVA 50.33% 51.40% 51.18% 49.89% 49.55% 49.74% 51.16% 50.75% 50.50%
Consumers Energy Company CMS 51.57% 53.50% 52.38% 50.14% 52.86% 52.71% 52.97% 52.10% 52.28%
Virginia Electric and Power Company D 53.33% 53.30% 52.42% 52.62% 53.64% 52.81% 51.03% 51.71% 52.61%
South Carolina Electric & Gas Co. D 53.79% 48.67% 48.52% 44.88% 49.63% 49.44% 49.30% 49.54% 49.22%
DTE Electric Company DTE 49.40% 48.76% 48.69% 50.96% 49.97% 49.23% 51.12% 51.02% 49.89%
Duke Energy Carolinas, LLC DUK 51.80% 52.94% 52.32% 51.78% 52.64% 52.10% 51.70% 52.98% 52.28%
Duke Energy Florida, LLC DUK 52.82% 51.55% 50.56% 50.04% 49.65% 48.79% 49.92% 49.25% 50.32%
Duke Energy Indiana, LLC DUK 51.52% 54.83% 54.29% 53.26% 52.79% 52.64% 52.54% 51.94% 52.98%
Duke Energy Kentucky, Inc. DUK 45.44% 53.04% 52.81% 51.95% 56.58% 55.79% 53.72% 53.11% 52.80%
Duke Energy Ohio, Inc. DUK 64.90% 64.45% 59.29% 68.09% 67.73% 67.10% 66.06% 66.24% 65.48%
Duke Energy Progress, LLC DUK 50.86% 50.09% 49.60% 51.00% 50.76% 53.22% 52.82% 52.27% 51.33%
Entergy Arkansas, Inc. ETR 47.72% 46.49% 47.04% 49.42% 49.13% 48.03% 45.60% 45.67% 47.39%
Entergy Louisiana, LLC ETR 47.13% 46.32% 45.79% 47.37% 46.77% 46.97% 44.58% 47.43% 46.55%
Entergy Mississippi, Inc. ETR 48.35% 44.93% 49.41% 49.11% 49.70% 48.71% 47.93% 47.45% 48.20%
Entergy New Orleans, LLC ETR 50.33% 49.02% 48.00% 47.91% 47.37% 49.91% 49.02% 48.75% 48.79%
Entergy Texas, Inc. ETR 48.13% 50.79% 50.13% 53.46% 52.61% 51.38% 50.79% 50.45% 50.97%
Kansas City Power & Light Company EVRG 50.43% 49.62% 46.04% 49.49% 49.50% 48.88% 49.25% 49.15% 49.05%
Kansas Gas and Electric Company EVRG 81.84% 81.49% 75.13% 74.97% 74.91% 74.45% 74.29% 74.18% 76.41%
KCP&L Greater Missouri Operations Company EVRG 51.18% 51.74% 52.68% 54.71% 55.70% 52.03% 52.63% 52.40% 52.88%
Westar Energy (KPL) EVRG 57.66% 59.18% 58.80% 59.08% 59.34% 58.68% 58.75% 58.74% 58.78%
Idaho Power Co. IDA 55.20% 54.58% 54.36% 54.25% 54.25% 53.44% 51.37% 54.22% 53.96%
Florida Power & Light Company NEE 59.78% 61.30% 64.03% 64.37% 64.78% 60.84% 61.23% 59.93% 62.03%
Gulf Power Company NEE 52.52% 61.15% 58.06% 59.73% 55.34% 54.90% 54.27% 54.19% 56.27%
NorthWestern Corporation NWE 47.80% 48.07% 48.74% 47.88% 48.36% 48.41% 47.48% 49.89% 48.33%
Oklahoma Gas and Electric Company OGE 54.96% 53.47% 55.38% 53.20% 53.05% 54.25% 53.59% 53.36% 53.91%
Otter Tail Corporation OTTR 55.43% 53.75% 53.90% 53.58% 53.49% 53.11% 52.67% 57.34% 54.16%
Arizona Public Service Company PNW 54.25% 54.41% 54.48% 54.36% 53.68% 53.71% 53.18% 53.14% 53.90%
Public Service Company of New Mexico PNM 45.16% 43.69% 43.29% 45.45% 47.83% 46.51% 46.03% 45.89% 45.48%
Texas-New Mexico Power Company PNM 48.89% 51.47% 45.11% 53.95% 53.69% 54.56% 57.21% 56.90% 52.72%
Portland General Electric Company POR 51.78% 51.56% 50.60% 50.19% 50.51% 50.29% 50.14% 49.80% 50.61%
Kentucky Utilities Company PPL 52.97% 52.81% 55.44% 54.85% 54.76% 54.51% 54.08% 54.00% 54.18%
Louisville Gas and Electric Company PPL 54.10% 53.88% 56.16% 55.80% 55.35% 54.97% 54.46% 55.42% 55.02%
PPL Electric Utilities Corporation PPL 54.44% 54.51% 54.52% 54.52% 54.65% 54.28% 55.04% 54.57% 54.57%
Alabama Power Company SO 50.60% 51.63% 51.31% 46.88% 47.24% 46.62% 47.91% 46.12% 48.54%
Georgia Power Company SO 55.38% 56.39% 56.43% 59.02% 57.27% 54.97% 53.81% 50.06% 55.42%
Mississippi Power Company SO 50.23% 49.87% 49.73% 50.35% 44.81% 43.41% 42.54% 38.96% 46.24%
Northern States Power Company - MN XEL 51.79% 53.66% 53.64% 52.81% 52.64% 52.61% 52.59% 52.38% 52.77%
Northern States Power Company - WI XEL 53.56% 53.49% 53.59% 53.60% 48.45% 53.85% 53.79% 53.36% 52.96%
Public Service Company of Colorado XEL 56.35% 57.53% 56.68% 56.31% 56.08% 54.17% 56.67% 56.50% 56.29%
Southwestern Public Service Company XEL 54.21% 54.14% 54.13% 54.17% 56.29% 53.88% 53.54% 53.55% 54.24%


Notes:
[1] Ratios are weighted by actual common capital, preferred capital, and long-term debt of Operating Subsidiaries.
[2] Natural Gas and Electric Operating Subsidiaries with data listed as N/A from SNL Financial have been excluded from the analysis.  
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Proxy Group Company Ticker 2019Q3 2019Q2 2019Q1 2018Q4 2018Q3 2018Q2 2018Q1 2017Q4 Average
ALLETE (Minnesota Power) ALE 40.70% 39.13% 39.20% 38.73% 39.67% 39.74% 39.50% 39.85% 39.57%
Alliant Energy Corporation LNT 47.71% 48.49% 45.88% 45.89% 48.13% 48.04% 49.13% 49.06% 47.79%
Ameren Corporation AEE 45.96% 46.60% 46.81% 46.87% 46.33% 47.61% 46.61% 46.95% 46.72%
American Electric Power Company, Inc. AEP 51.17% 51.96% 51.28% 51.45% 52.48% 52.07% 51.46% 51.12% 51.63%
Avista Corporation AVA 49.67% 48.60% 48.82% 50.11% 50.45% 50.26% 48.84% 49.25% 49.50%
CMS Energy Corporation CMS 48.18% 46.24% 47.35% 49.59% 46.85% 47.01% 46.73% 47.60% 47.44%
Dominion Resources, Inc. D 46.57% 47.80% 48.50% 49.48% 47.55% 48.19% 49.47% 48.93% 48.31%
DTE Energy Company DTE 50.60% 51.24% 51.31% 49.04% 50.03% 50.77% 48.88% 48.98% 50.11%
Duke Energy Corporation DUK 47.38% 46.88% 47.84% 47.29% 47.15% 46.96% 47.12% 46.99% 47.20%
Entergy Corporation ETR 52.23% 53.20% 52.97% 51.27% 51.48% 51.78% 53.77% 52.36% 52.38%
Evergy, Inc. EVRG 40.25% 39.91% 42.28% 40.70% 40.51% 41.54% 41.41% 41.56% 41.02%
IDACORP, Inc. IDA 44.80% 45.42% 45.64% 45.75% 45.75% 46.56% 48.63% 45.78% 46.04%
NextEra Energy, Inc. NEE 40.85% 38.71% 36.49% 36.05% 35.99% 39.66% 39.37% 40.59% 38.46%
NorthWestern Corporation NWE 52.20% 51.93% 51.26% 52.12% 51.64% 51.59% 52.52% 50.11% 51.67%
OGE Energy Corporation OGE 45.04% 46.53% 44.62% 46.80% 46.95% 45.75% 46.41% 46.64% 46.09%
Otter Tail Corporation OTTR 44.57% 46.25% 46.10% 46.42% 46.51% 46.89% 47.33% 42.66% 45.84%
Pinnacle West Capital Corporation PNW 45.75% 45.59% 45.52% 45.64% 46.32% 46.29% 46.82% 46.86% 46.10%
PNM Resources, Inc. PNM 53.43% 53.71% 55.86% 51.82% 50.31% 51.01% 50.73% 50.92% 52.22%
Portland General Electric Company POR 48.22% 48.44% 49.40% 49.81% 49.49% 49.71% 49.86% 50.20% 49.39%
PPL Corporation PPL 46.07% 46.16% 44.82% 45.08% 45.15% 45.49% 45.40% 45.40% 45.45%
Southern Company SO 46.14% 45.20% 45.30% 45.39% 46.60% 48.27% 48.33% 51.45% 47.09%
Xcel Energy Inc. XEL 45.87% 44.75% 45.08% 45.52% 45.71% 46.49% 45.60% 45.77% 45.60%
MEAN 46.97% 46.94% 46.92% 46.86% 46.87% 47.35% 47.45% 47.23% 47.07%
LOW 40.25% 38.71% 36.49% 36.05% 35.99% 39.66% 39.37% 39.85% 38.46%
HIGH 53.43% 53.71% 55.86% 52.12% 52.48% 52.07% 53.77% 52.36% 52.38%


Company Name Ticker 2019Q3 2019Q2 2019Q1 2018Q4 2018Q3 2018Q2 2018Q1 2017Q4 Average
ALLETE (Minnesota Power) ALE 40.67% 39.06% 39.13% 38.61% 39.57% 39.67% 39.62% 39.96% 39.54%
Superior Water, Light and Power Company ALE 41.97% 41.62% 41.81% 43.14% 43.42% 42.66% 34.20% 35.01% 40.48%
Interstate Power and Light Company LNT 48.44% 46.70% 45.13% 44.90% 48.66% 47.72% 48.17% 47.78% 47.19%
Wisconsin Power and Light Company LNT 46.60% 50.99% 46.97% 47.31% 47.38% 48.48% 50.43% 50.77% 48.62%
Ameren Illinois Company AEE 45.15% 45.56% 45.95% 46.73% 46.39% 46.83% 45.31% 46.15% 46.01%
Union Electric Company AEE 46.67% 47.52% 47.56% 47.00% 46.27% 48.24% 47.66% 47.58% 47.31%
AEP Texas, Inc. AEP 53.03% 53.68% 52.46% 54.62% 56.20% 56.80% 53.25% 54.86% 54.36%
Appalachian Power Company AEP 51.26% 51.81% 52.23% 50.49% 50.70% 51.07% 50.65% 51.28% 51.19%
Indiana Michigan Power Company AEP 53.49% 54.17% 54.57% 55.38% 55.47% 55.85% 53.36% 53.67% 54.50%
Kentucky Power Company AEP 53.06% 53.50% 53.58% 54.28% 54.72% 55.11% 55.60% 56.48% 54.54%
Kingsport Power Company AEP 45.76% 49.82% 48.46% 49.21% 49.29% 52.31% 52.72% 53.47% 50.13%
Ohio Power Company AEP 46.37% 47.08% 41.14% 42.20% 43.15% 42.89% 47.09% 41.37% 43.91%
Public Service Company of Oklahoma AEP 50.11% 51.98% 52.81% 50.84% 50.45% 51.41% 51.90% 51.50% 51.38%
Southwestern Electric Power Company AEP 51.37% 52.55% 52.41% 53.03% 56.57% 52.09% 52.28% 51.48% 52.72%
Wheeling Power Company AEP 46.34% 46.17% 45.73% 45.38% 45.30% 45.81% 45.73% 45.74% 45.77%
Avista Corporation AVA 49.67% 48.60% 48.82% 50.11% 50.45% 50.26% 48.84% 49.25% 49.50%
Consumers Energy Company CMS 48.18% 46.24% 47.35% 49.59% 46.85% 47.01% 46.73% 47.60% 47.44%
Virginia Electric and Power Company D 46.67% 46.70% 47.58% 47.38% 46.36% 47.19% 48.97% 48.29% 47.39%
South Carolina Electric & Gas Co. D 46.20% 51.33% 51.48% 55.12% 50.37% 50.56% 50.70% 50.46% 50.78%
DTE Electric Company DTE 50.60% 51.24% 51.31% 49.04% 50.03% 50.77% 48.88% 48.98% 50.11%
Duke Energy Carolinas, LLC DUK 48.20% 47.06% 47.68% 48.22% 47.36% 47.90% 48.30% 47.02% 47.72%
Duke Energy Florida, LLC DUK 47.18% 48.45% 49.44% 49.96% 50.35% 51.21% 50.08% 50.75% 49.68%
Duke Energy Indiana, LLC DUK 48.48% 45.17% 45.71% 46.74% 47.21% 47.36% 47.46% 48.06% 47.02%
Duke Energy Kentucky, Inc. DUK 54.56% 46.96% 47.19% 48.05% 43.42% 44.21% 46.28% 46.89% 47.20%
Duke Energy Ohio, Inc. DUK 35.10% 35.55% 40.71% 31.91% 32.27% 32.90% 33.94% 33.76% 34.52%
Duke Energy Progress, LLC DUK 49.14% 49.91% 50.40% 49.00% 49.24% 46.78% 47.18% 47.73% 48.67%
Entergy Arkansas, Inc. ETR 52.28% 53.51% 52.96% 50.58% 50.35% 51.44% 53.80% 53.73% 52.33%
Entergy Louisiana, LLC ETR 52.87% 53.68% 54.21% 52.63% 53.23% 53.03% 55.42% 52.57% 53.45%
Entergy Mississippi, Inc. ETR 51.65% 55.07% 50.59% 50.89% 49.51% 50.49% 51.26% 51.72% 51.40%
Entergy New Orleans, LLC ETR 49.67% 50.98% 52.00% 52.09% 52.63% 50.09% 50.98% 51.25% 51.21%
Entergy Texas, Inc. ETR 50.84% 49.21% 49.87% 46.54% 47.39% 48.62% 49.21% 49.55% 48.91%
Kansas City Power & Light Company EVRG 49.57% 50.38% 53.96% 50.51% 50.50% 51.12% 50.75% 50.85% 50.95%
Kansas Gas and Electric Company EVRG 18.16% 18.51% 24.87% 25.03% 25.09% 25.55% 25.71% 25.82% 23.59%
KCP&L Greater Missouri Operations Company EVRG 48.82% 48.26% 47.32% 45.29% 44.30% 47.97% 47.37% 47.60% 47.12%
Westar Energy (KPL) EVRG 42.34% 40.82% 41.20% 40.92% 40.66% 41.32% 41.25% 41.26% 41.22%
Idaho Power Co. IDA 44.80% 45.42% 45.64% 45.75% 45.75% 46.56% 48.63% 45.78% 46.04%
Florida Power & Light Company NEE 40.22% 38.70% 35.97% 35.63% 35.22% 39.16% 38.77% 40.07% 37.97%
Gulf Power Company NEE 47.48% 38.85% 41.94% 40.27% 44.66% 45.10% 45.73% 45.81% 43.73%
NorthWestern Corporation NWE 52.20% 51.93% 51.26% 52.12% 51.64% 51.59% 52.52% 50.11% 51.67%
Oklahoma Gas and Electric Company OGE 45.04% 46.53% 44.62% 46.80% 46.95% 45.75% 46.41% 46.64% 46.09%
Otter Tail Corporation OTTR 44.57% 46.25% 46.10% 46.42% 46.51% 46.89% 47.33% 42.66% 45.84%
Arizona Public Service Company PNW 45.75% 45.59% 45.52% 45.64% 46.32% 46.29% 46.82% 46.86% 46.10%
Public Service Company of New Mexico PNM 54.47% 55.93% 56.33% 54.17% 51.81% 53.12% 53.60% 53.74% 54.15%
Texas-New Mexico Power Company PNM 51.11% 48.53% 54.89% 46.05% 46.31% 45.44% 42.79% 43.10% 47.28%
Portland General Electric Company POR 48.22% 48.44% 49.40% 49.81% 49.49% 49.71% 49.86% 50.20% 49.39%
Kentucky Utilities Company PPL 47.03% 47.19% 44.56% 45.15% 45.24% 45.49% 45.92% 46.00% 45.82%
Louisville Gas and Electric Company PPL 45.90% 46.12% 43.84% 44.20% 44.65% 45.03% 45.54% 44.58% 44.98%
PPL Electric Utilities Corporation PPL 45.56% 45.49% 45.48% 45.48% 45.35% 45.72% 44.96% 45.43% 45.43%
Alabama Power Company SO 47.74% 46.63% 46.93% 51.26% 50.91% 51.50% 50.15% 51.86% 49.62%
Georgia Power Company SO 44.62% 43.61% 43.57% 40.98% 42.73% 45.03% 46.19% 49.94% 44.58%
Mississippi Power Company SO 49.77% 50.13% 50.27% 49.65% 54.16% 55.55% 56.40% 60.08% 53.25%
Northern States Power Company - MN XEL 48.21% 46.34% 46.36% 47.19% 47.36% 47.39% 47.41% 47.62% 47.23%
Northern States Power Company - WI XEL 46.44% 46.51% 46.41% 46.40% 51.55% 46.15% 46.21% 46.64% 47.04%
Public Service Company of Colorado XEL 43.65% 42.47% 43.32% 43.69% 43.92% 45.83% 43.33% 43.50% 43.71%
Southwestern Public Service Company XEL 45.79% 45.86% 45.87% 45.83% 43.71% 46.12% 46.46% 46.45% 45.76%


Notes:
[1] Ratios are weighted by actual common capital, preferred capital, and long-term debt of Operating Subsidiaries.
[2] Natural Gas and Electric Operating Subsidiaries with data listed as N/A from SNL Financial have been excluded from the analysis.  
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Proxy Group Company Ticker 2019Q3 2019Q2 2019Q1 2018Q4 2018Q3 2018Q2 2018Q1 2017Q4 Average
ALLETE (Minnesota Power) ALE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Alliant Energy Corporation LNT 1.81% 1.85% 1.95% 2.00% 1.99% 2.11% 2.19% 2.21% 2.01%
Ameren Corporation AEE 0.91% 0.92% 0.93% 0.95% 0.96% 0.96% 1.01% 1.02% 0.96%
American Electric Power Company, Inc. AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Avista Corporation AVA 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
CMS Energy Corporation CMS 0.25% 0.26% 0.27% 0.27% 0.29% 0.29% 0.30% 0.30% 0.28%
Dominion Resources, Inc. D 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
DTE Energy Company DTE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Corporation DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Entergy Corporation ETR 0.13% 0.00% 0.00% 0.00% 0.21% 0.22% 0.22% 0.23% 0.13%
Evergy, Inc. EVRG 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
IDACORP, Inc. IDA 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
NextEra Energy, Inc. NEE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
NorthWestern Corporation NWE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
OGE Energy Corporation OGE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Otter Tail Corporation OTTR 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Pinnacle West Capital Corporation PNW 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
PNM Resources, Inc. PNM 0.25% 0.26% 0.25% 0.27% 0.26% 0.27% 0.27% 0.27% 0.26%
Portland General Electric Company POR 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
PPL Corporation PPL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Southern Company SO 0.62% 0.65% 0.65% 0.69% 0.76% 0.78% 0.76% 0.79% 0.71%
Xcel Energy Inc. XEL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
MEAN 0.18% 0.18% 0.18% 0.19% 0.20% 0.21% 0.22% 0.22% 0.20%
LOW 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
HIGH 1.81% 1.85% 1.95% 2.00% 1.99% 2.11% 2.19% 2.21% 2.01%


Company Name Ticker 2019Q3 2019Q2 2019Q1 2018Q4 2018Q3 2018Q2 2018Q1 2017Q4 Average
ALLETE (Minnesota Power) ALE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Superior Water, Light and Power Company ALE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Interstate Power and Light Company LNT 2.99% 3.18% 3.28% 3.41% 3.37% 3.66% 3.81% 3.85% 3.44%
Wisconsin Power and Light Company LNT 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Ameren Illinois Company AEE 0.84% 0.85% 0.86% 0.87% 0.92% 0.92% 0.98% 1.00% 0.91%
Union Electric Company AEE 0.97% 0.99% 0.99% 1.01% 1.00% 0.99% 1.04% 1.04% 1.00%
AEP Texas, Inc. AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Appalachian Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Indiana Michigan Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Kentucky Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Kingsport Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Ohio Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Public Service Company of Oklahoma AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Southwestern Electric Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Wheeling Power Company AEP 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Avista Corporation AVA 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Consumers Energy Company CMS 0.25% 0.26% 0.27% 0.27% 0.29% 0.29% 0.30% 0.30% 0.28%
Virginia Electric and Power Company D 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
South Carolina Electric & Gas Co. D 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
DTE Electric Company DTE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Carolinas, LLC DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Florida, LLC DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Indiana, LLC DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Kentucky, Inc. DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Ohio, Inc. DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Duke Energy Progress, LLC DUK 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Entergy Arkansas, Inc. ETR 0.00% 0.00% 0.00% 0.00% 0.52% 0.53% 0.59% 0.60% 0.28%
Entergy Louisiana, LLC ETR 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Entergy Mississippi, Inc. ETR 0.00% 0.00% 0.00% 0.00% 0.79% 0.80% 0.81% 0.82% 0.40%
Entergy New Orleans, LLC ETR 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Entergy Texas, Inc. ETR 1.03% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.13%
Kansas City Power & Light Company EVRG 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Kansas Gas and Electric Company EVRG 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
KCP&L Greater Missouri Operations Company EVRG 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Westar Energy (KPL) EVRG 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Idaho Power Co. IDA 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Florida Power & Light Company NEE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Gulf Power Company NEE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
NorthWestern Corporation NWE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Oklahoma Gas and Electric Company OGE 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Otter Tail Corporation OTTR 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Arizona Public Service Company PNW 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Public Service Company of New Mexico PNM 0.37% 0.38% 0.38% 0.38% 0.36% 0.37% 0.37% 0.37% 0.37%
Texas-New Mexico Power Company PNM 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Portland General Electric Company POR 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Kentucky Utilities Company PPL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Louisville Gas and Electric Company PPL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
PPL Electric Utilities Corporation PPL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Alabama Power Company SO 1.66% 1.74% 1.75% 1.87% 1.85% 1.88% 1.94% 2.01% 1.84%
Georgia Power Company SO 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Mississippi Power Company SO 0.00% 0.00% 0.00% 0.00% 1.04% 1.04% 1.05% 0.96% 0.51%
Northern States Power Company - MN XEL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Northern States Power Company - WI XEL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Public Service Company of Colorado XEL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Southwestern Public Service Company XEL 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%


Notes:
[1] Ratios are weighted by actual common capital, preferred capital, and long-term debt of Operating Subsidiaries.
[2] Natural Gas and Electric Operating Subsidiaries with data listed as N/A from SNL Financial have been excluded from the analysis.  
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RRA REGULATORY FOCUS


Water utility ROE average declines steeper than electric and 
gas utilities
 


Monday, July 20, 2020 11:59 AM MT 
 


By Heike Doerr 
Market Intelligence


 


In the first half of 2020, water utility ROEs averaged 8.82%, compared to the 9.63% average ROE in water utility rate 
cases completed in 2019. This downward trend is steeper than the declines in equity returns authorized for electric and 
gas utilities nationwide, during the same period. 


  


The discrepancy between water utility average returns compared to electric and natural gas utilities is largely due to a 
small data set, and one return that includes a punitive return. Only three water utility rate cases were completed through 
June 30. During 2019, 13 water utility rate cases were completed, with traditional cost of capital parameters disclosed in 
just six cases, with an average ROE of 9.63%. 


The 7.46% ROE authorized for Blue Granite Water Co. by the Public Service Commission of South Carolina is the lowest 
authorized ROE as monitored by Regulatory Research Associates, a group within S&P Global Market Intelligence, 
across over 250 water rate proceedings completed between 2007 and present day. Though the order does not explicitly 
quantify how punitive the ruling is, it states, that the ROE has taken into consideration "quality of service issues." Blue 
Granite is a subsidiary of Utilities Inc, owned by Corix Infrastructure Inc.  
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ROE trends compared to electric, gas utilities 


The average ROE authorized gas utilities was 9.40% in cases decided during the first half of 2020 versus 9.71% for 
cases decided during the full year 2019. There were 12 gas cases that included an ROE determination in the first half of 
2020, versus 32 in full year 2019. 


For electric distribution-only utilities, the average ROE authorized during the first half of 2020 was 9.16%, compared to 
9.37% in 2019. There were three distribution-only rate cases completed during the current period, compared to eight in 
2019. 
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RRA evaluates water utility regulation in 25 state jurisdictions and monitors rate proceedings involving rate change 
requests of $0.5 million or greater. 


Regulatory Research Associates is a group within S&P Global Market Intelligence. 


For a complete, searchable listing of RRA's in-depth research and analysis, please go to the S&P Global Market 
Intelligence Energy Research Library. 
 


This article was published by S&P Global Market Intelligence and not by S&P Global Ratings, which is a separately 
managed division of S&P Global.
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Q. PLEASE STATE YOUR FULL NAME, ADDRESS, AND OCCUPATION. 1 


A. My name is J. Randall Woolridge, and my business address is 120 Haymaker Circle, 2 


State College, PA 16801.  I am a Professor of Finance and the Goldman, Sachs & Co. 3 


and Frank P. Smeal Endowed University Fellow in Business Administration at the 4 


University Park Campus of the Pennsylvania State University.  I am also the Director 5 


of the Smeal College Trading Room and President of the Nittany Lion Fund, LLC. A 6 


summary of my educational background, research, and related business experience is 7 


provided in Appendix A. 8 


 9 


I.  SUBJECT OF TESTIMONY AND SUMMARY OF RECOMMENDATIONS 10 


 11 


Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 12 


A: I have been asked by the Maryland Office of People's Counsel (“OPC”) to provide an 13 


overall fair rate of return or cost of capital recommendation for Delmarva Power  & 14 


Light Company ("DPL" or "Company").1   15 


Q. HOW IS YOUR TESTIMONY ORGANIZED? 16 


A. First, I summarize my cost of capital recommendation for the Company, and review my 17 


primary areas of contention with the Company’s position. Second, I discuss the proxy 18 


groups that I have used to estimate an equity cost rate for DPL.  Third, I review the 19 


Company’s proposed capital structure and debt cost rate.  Fourth, I explain my 20 


calculation of my estimate of the appropriate equity cost rate for the Company.  Finally, 21 


                                                      
1     In my testimony, I use the terms "rate of return" and "cost of capital" interchangeably. This is because the 


required rate of return of investors on a company’s capital is the cost of capital. 
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I critique DPL witness Hevert’s rate of return analysis and testimony.  Appendix A is a 1 


summary of my education and business experience.   2 


 3 


A. Overview 4 


 5 


Q. WHAT IS A UTILITY’S ROE INTENDED TO REFLECT?   6 


A. A return on equity (“ROE”) is most simply described as the allowed rate of profit for 7 


a regulated company.  In a competitive market, a company’s profit level is determined 8 


by a variety of factors, including the state of the economy, the degree of competition 9 


a company faces, the ease of entry into its markets, the existence of substitute or 10 


complementary products and services, the company’s cost structure, the impact of 11 


technological changes, and the supply and demand for its services and products.  For 12 


a regulated monopoly, the regulator determines the level of profit available to the 13 


public utility.  The United States Supreme Court established the guiding principles for 14 


determining an appropriate level of profitability for regulated public utilities in two 15 


cases: (1) Hope2 and (2) Bluefield.3  In those cases, the Court recognized that the fair 16 


rate of return on equity should be: (1) comparable to returns investors expect to earn 17 


on other investments of similar risk; (2) sufficient to assure confidence in the 18 


company’s financial integrity; and (3) adequate to maintain and support the company’s 19 


credit and to attract capital. 20 


                                                      
2     Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944) (“Hope”).  


3     Bluefield Water Works and Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 
(1923) (“Bluefield”). 







 


3 
 


Thus, calculating the appropriate ROE for a regulated utility requires 1 


determining the market-based cost of capital.  The market-based cost of capital for a 2 


regulated firm represents the return investors could expect from other investments, 3 


while assuming no more and no less risk.  The purpose of all of the economic models 4 


and formulas in cost of capital testimony (including those presented later in my 5 


testimony) is to estimate, using market data of similar-risk firms, the rate of return on 6 


equity investors require for that risk-class of firms in order to set an appropriate ROE 7 


for a regulated firm.   8 


 9 


B. Summary of Positions 10 


 11 


Q. PLEASE REVIEW THE COMPANY’S PROPOSED RATE OF RETURN.   12 


A. The Company has proposed use of a capital structure of proposed capital structure of 13 


50.53% common equity and 49.47% long-term debt and a long-term debt cost rate of 14 


4.03. Company witness Hevert has recommended a common equity cost rate of 15 


10.30%.  Thus, the Company’s overall proposed rate of return is 7.20%. 16 


Q. HOW HAVE YOU CONDUCTED YOUR RATE OF RETURN STUDIES FOR 17 


THE COMPANY?  18 


A. I reviewed the Company’s proposed capital structure and overall rate of return or cost 19 


of capital.  The Company’s proposed capital structure has a common equity ratio that 20 


is generally in line with the capital structure parent, Exelon Corporation ("Exelon 21 


Corporation"), as well as the averages of my proxy group of electric utilities (“Electric 22 


Proxy Group”) and Mr. Hevert’s proxy group (“Hevert Proxy Group”).   I show that 23 
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the Company’s proposed capital structure of 50.53% common equity and 49.47% 1 


long-term debt is generally in line with the capital structures of comparable electric 2 


utility companies. To estimate an equity cost rate for the Company, I have applied the 3 


Discounted Cash Flow Model (“DCF”) and the Capital Asset Pricing Model 4 


(“CAPM”) to the Electric and Hevert Proxy Groups.   5 


Q. WHAT IS YOUR PRIMARY RATE OF RETURN RECOMMENDATION FOR 6 


THE COMPANY?  7 


A. My equity cost rate studies indicate that an appropriate ROE for the Company is in the 8 


range of 6.90% and 8.40%. I believe that this range accurately reflects current capital 9 


market data and the market cost of equity capital.  Capital costs in the U.S. remain at 10 


historically low levels, with low inflation and interest rates and very modest economic 11 


growth.  However, I recognize that this range is below the authorized ROEs for electric 12 


utility companies nationally. Therefore, as a primary ROE for DPL, I am 13 


recommending 9.0%.  This recommendation: (1) gives weight to the higher authorized 14 


ROEs for electric utility companies; and (2) recognizes the concept of ‘gradualism’ in 15 


which authorized ROEs are adjusted on a gradual basis to reflect capital market data. 16 


Given my recommended capitalization ratios and debt cost rate, my rate of return or 17 


cost of capital recommendation for the Company is 6.54% and is summarized in Table 18 


1 and Panel A of Exhibit JRW-1.  19 
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Table 1 1 
OPC’s Primary Rate of Return Recommendation 2 


  Capitalization Cost Weighted 
    Capital Source Ratios Rate Cost Rate 
Long-Term Debt 49.47% 4.03% 1.99% 


Common Equity 50.53% 9.00% 4.55% 


Total Capitalization 100.00%   6.54% 
 3 


Q. ARE YOU ALSO PROVIDING AN ALTERNATIVE RATE OF RETURN 4 


RECOMMENDATION FOR THE COMPANY? 5 


A. Yes.  My alternative rate of return recommendation also uses DPL’s recommended 6 


capital structure.  With respect to the ROE, as indicated above, I believe that my equity 7 


cost rate range, 6.90% to 8.40%, accurately reflects current capital market data.  To 8 


reflect these low capital costs, my alternative ROE recommendation is 8.40%, which 9 


is at the high end of my equity cost rate range.  Given my recommended capitalization 10 


ratios and debt capital cost rate, my alternative rate of return or cost of capital 11 


recommendation for the Company is 6.24% and is summarized in Table 2 and Panel 12 


B of Exhibit JRW-1.  13 


   Table 2 14 
          OPC’s Alternative Rate of Return Recommendation 15 


  Capitalization Cost Weighted 
    Capital Source Ratios Rate Cost Rate 
Long-Term Debt 49.47% 4.03% 1.99% 
Common Equity 50.53% 8.40% 4.24% 
Total Capitalization 100.00%   6.24% 


 16 


 17 


 18 


 19 
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 1 
C. Primary Rate of Return on Equity Issues 2 


 3 


Q. PLEASE PROVIDE AN OVERVIEW OF THE PRIMARY ISSUES 4 


REGARDING RATE OF RETURN IN THIS PROCEEDING.   5 


A. The primary issues related to the Company’s rate of return include the following: 6 


Capital Market Conditions – Mr. Hevert’s analyses, ROE results, and 7 


recommendations reflect an assumption of higher interest rates and capital costs that 8 


is inconsistent with current trends. Despite the Federal Reserve’s moves to increase 9 


the federal funds rate over the 2015-18 time period, interest rates and capital costs 10 


remained at low levels.  In 2019, interest rates fell dramatically with moderate 11 


economic growth and low inflation.  The Federal Reserve cut the federal fund rate 12 


three times (July, September, and October) and the 30-year yield traded at all-time low 13 


levels.   Interest rates have continued to decline in 2020. 14 


 DPL’s Investment Risk is Below the Averages of the Two Proxy Groups – Mr. Hevert 15 


cites the Company’s capital expenditures to imply that DPL is riskier than his proxy 16 


group.  However, his assessment of DPL’s risk is erroneous.  The assessment of capital 17 


expenditures is part of the credit rating process, and DPL’s Standard & Poor’s 18 


("S&P's") credit rating of A- suggests that the Company’s investment risk is below the 19 


averages of the proxy groups. 20 


 Disconnect Between Mr. Hevert’s Equity Cost Rate Studies and his 10.30% ROE 21 


Recommendation – There is a disconnect between Mr. Hevert’s equity cost rate results 22 


and his 10.30% ROE recommendation.  Simply stated, the vast majority of his equity 23 


cost rate results point to a lower ROE.  In fact, the only results that point to an ROE 24 
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as high as 10.30% are some of his CAPM/Empirical CAPM ("ECAPM") results, 1 


which, as I explain later in my testimony, are derived from seriously flawed analyses.  2 


As a result, Mr. Hevert’s ROE recommendation is based on: (1) the results of only one 3 


model (the CAPM); and, even more narrowly, (2) primarily Value Line data.  4 


Otherwise, Mr. Hevert provides no other equity cost rate studies that support his 5 


10.30% ROE recommendation. 6 


 DCF Equity Cost Rate - The DCF Equity Cost Rate is estimated by summing the 7 


stock’s dividend yield and investors’ expected long-run growth rate in dividends paid 8 


per share.  I have three central issues regarding Mr. Hevert’s DCF analysis: (1) Mr. 9 


Hevert has given very little weight to his constant-growth DCF results in determining 10 


his recommended ROE; (2) He has claimed that the DCF results underestimate the 11 


market-determined cost of equity capital due to high utility stock valuations and low 12 


dividend yields; and (3) he relies exclusively on the overly optimistic and upwardly 13 


biased EPS growth rate forecasts of Wall Street analysts and Value Line. By 14 


comparison, my DCF growth rate is supported by thirteen growth rate measures 15 


including historical and projected growth rate measures and my evaluation of  growth 16 


in dividends, book value, and earnings per share of proxy group  companies. 17 


 CAPM Approach - The CAPM approach requires an estimate of the risk-free interest 18 


rate, the beta, and the market or equity risk premium. There are two primary issues 19 


with Mr. Hevert’s CAPM analyses: (1) The  long-term projected 30-year Treasury 20 


yield of 3.70%; (2) Mr. Hevert has employed an ad hoc version of the CAPM, the 21 


ECAPM; and (3) most significantly, Mr. Hevert’s market risk premiums of 10.63% 22 


and 12.32% include highly unrealistic assumptions regarding future economic and 23 
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earnings growth and stock returns. Mr. Hevert has employed analysts’ three-to-five-1 


year growth-rate projections for EPS to compute an expected market return and market 2 


risk premium.  These EPS growth-rate projections and the resulting expected market 3 


returns and market risk premiums include highly unrealistic assumptions regarding 4 


future economic and earnings growth and stock returns. 5 


 Alternative Risk Premium Model - Mr. Hevert estimates an equity cost rate using an 6 


alternative risk premium model which he calls the Bond Yield Risk Premium 7 


(“BYRP”) approach.  The risk premium in his BYRP method is based on the historical 8 


relationship between the yields on long-term Treasury yields and authorized ROEs for 9 


electric utility companies.  There are several issues with this approach including: (1) 10 


it is a gauge of commission behavior and not investor behavior; (2) Mr. Hevert’s 11 


methodology produces an inflated measure of the risk premium because he uses 12 


historical authorized ROEs and Treasury yields, and applies the resulting risk premium 13 


to projected Treasury yields; and (3) the risk premium is inflated as a measure of 14 


investor’s required risk premium because electric utility companies have been selling 15 


at market-to-book ratios in excess of 1.0.  This indicates that the authorized rates of 16 


return have been greater than the return that investors require. 17 


 Expected Earnings Approach - Mr. Hevert also uses the Expected Earnings approach 18 


to corroborate his recommended equity cost range for the Company.  Mr. Hevert 19 


computes the expected ROE as forecasted by Value Line for his proxy group as well 20 


as for Value Line’s universe of electric utilities. Mr. Hevert's Expected Earnings 21 


approach does not measure the market cost of equity capital, is independent of most 22 


cost of capital indicators, and has several other empirical issues. Therefore, the 23 
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Commission should ignore Mr. Hevert’s Expected Earnings approach in determining 1 


the appropriate ROE for DPL. 2 


 Other Issues - Mr. Hevert also considers two other factors in arriving at his 10.30% 3 


ROE recommendation. Mr. Hevert has cited Company’s high level of capital 4 


expenditures increases its risk relative to  other electric utilities.   However, as I noted 5 


above, DPL’s investment risk as measured by S&P is below the average of the proxy 6 


groups.  Second, Mr. Hevert also considers flotation costs in making his ROE 7 


recommendation of 10.30%.  However, he has not identified any flotation costs for 8 


DPL and in recent Orders the Maryland Commission has only has granted flotation 9 


costs where the utility has demonstrated that it incurred verifiable costs of issuing new 10 


stock during the test year or will incur such flotation costs during the rate effective 11 


period.4 12 


 13 
 14 


II. CAPITAL MARKET CONDITIONS AND AUTHORIZED ROES 15 


 16 


Q. PLEASE REVIEW THE FEDERAL RESERVE’S DECISIONS TO RAISE 17 


THE FEDERAL FUNDS RATE IN RECENT YEARS. 18 


A. On December 16, 2015, the Federal Reserve increased its target rate for federal funds 19 


from 0.25 to 0.50 percent.5  This increase came after the rate was kept in the 0.00 to 20 


0.25 percent range for over five years in order to spur economic growth in the wake 21 


of the financial crisis associated with the Great Recession.  As the economy improved, 22 


                                                      
4  Order No. 89072, In re Potomac Edison Co., Maryland Public Service Commission. p. 76 (Case No. 9490, 


March 22, 2019)   


5  The federal funds rate is set by the Federal Reserve and is the borrowing rate applicable to the most 
creditworthy financial institutions when they borrow and lend funds overnight to each other. 
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with lower unemployment, steady but slow Gross Domestic Product ("GDP") growth, 1 


the Federal Reserve has increased the target federal funds rate on eight additional 2 


occasions: December 2016; March, June, and December of 2017; and March, June, 3 


September, and December of 2018.   4 


Q. HOW HAVE LONG-TERM RATES RESPONDED TO THE ACTIONS OF 5 


THE FEDERAL RESERVE? 6 


A. Figure 1, below, shows the yield on 30-year Treasury bonds over the period of 2015-7 


2019.  I have highlighted the dates when the Federal Reserve increased the federal 8 


funds rate.  The 30-year Treasury yield hit its lowest point in the 2015-2016 timeframe 9 


in the summer of 2016 and subsequently increased with improvements in the 10 


economy.  Financial markets moved significantly in the wake of the results of the 11 


presidential election on November 8, 2016.  The stock market gained more than 10% 12 


and the 30-year Treasury yield increased about 50 basis points to 3.2% by year-end 13 


2016.  However, over the past three years, even as the Federal Reserve has increased 14 


the federal funds rate, the yield on 30-year bonds remained in the 2.8% to 3.4% range 15 


through 2018.  These yields peaked at 3.48% in November of 2018, shortly before the 16 


December 2018 rate increase by the Federal Reserve. 17 


Q. PLEASE REVIEW LONG-TERM TREASURY YIELDS IN 2019. 18 


A. Despite the Federal Reserve’s efforts to stimulate the economy, economic growth and 19 


inflation remained low, even with record low unemployment levels.  The rate increase 20 


in December of 2018 was seen by many as maybe too aggressive.6  Also, with the 21 


imposition of trade tariffs aimed at China, economic growth and inflation in the U.S. 22 


                                                      
6      Patti Domm, “Here’s What Spooked the Market About the Fed Today,” CNBC Market Insider (December 


19, 2018). https://www.cnbc.com/2018/12/19/fed-delivers-.html. 
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remained at low levels.  This led the Federal Reserve to cut the federal fund rate to the 1 


2.0%-2.25% range in July of 2019.  Thirty-year Treasury yields, which began the year 2 


in the 3.0% range, declined significantly in the second quarter and, in August, declined 3 


to record lows and even traded below 2.0%.  As a result, the Federal Reserve cut the 4 


discount rate two more times since the July rate cut – in September and October.  As 5 


of year-end, the 30-Treasury yield settled at 2.30% and has declined since that time.  6 


The irony is, despite the record low levels in 2019, the 30-year Treasury yield in the 7 


U.S. is still somewhat higher than the government bond rates in Japan, the U.K., 8 


Germany, and much of the rest of Europe. 9 


Figure 1 10 
Thirty-Year Treasury Yield and Federal Reserve Fed Funds Rate Increases 11 


2015-2020 12 


 13 







 


12 
 


Q. WHY HAVE LONG-TERM TREASURY YIELDS REMAINED IN THE 2.0%-1 


3.0% RANGE DESPITE THE FEDERAL RESERVE INCREASING THE 2 


FEDERAL FUNDS RATE? 3 


A. While the Federal Reserve can directly affect short-term rates by adjustments to the 4 


federal funds rate, long-term rates are primarily driven by expected economic growth 5 


and inflation.7 The relationship between short- and long-term rates is normally 6 


evaluated using the yield curve.  The yield curve depicts the relationship between the 7 


yield-to-maturity and the time-to-maturity for U.S. Treasury bills, notes, and bonds.  8 


Figure 2, below, shows the yield curve on a semi-annual basis since the Federal 9 


Reserve started increasing the federal funds rate at the end of 2015.  It shows that, 10 


from the time the Federal Reserve began increasing the federal fund rate in 2015 and 11 


until 2018, with the exception of mid-year 2016, the 30-year Treasury yield has 12 


remained in the 2.8%-3.4% range over this time frame despite the fact that short-term 13 


rates have increased from near 0.0% to about 2.50%.  As such, long-term interest rates 14 


and capital costs did not increase in any meaningful way even with the Federal 15 


Reserve’s actions and the increase in short-term rates. 16 


  In 2019, with the large decline in long-term Treasury rates, the concern was an 17 


“inverted yield curve.”  An inverted yield curve occurs when short-term Treasury 18 


yields are above long-term Treasury yields and is commonly associated with a pending 19 


recession.  The yield curve did invert a few times in the third quarter of 2019.  In 20 


Figure 2, the yield curve for December 31, 2019, is shown in dark orange and is not 21 


                                                      
7  While economic growth picked up in 2018, partly in response to the personal and corporate tax cuts, 


projected real GDP growth for 2019 and beyond remains in the 2.0% - 2.5% range.  In addition, inflation 
remains low and is also in the 2.0% - 2.5% range. 
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inverted, due in large part to the three rate cuts. 1 


Figure 2 2 
Semi-Annual Yield Curves 3 


2015-2020 4 


 5 
 Date Source: https://www.treasury.gov/resource-center/data-chart-center/interest-6 


rates/Pages/TextView.aspx?data=yieldYear&year=2019 7 
 8 
 9 
 Q. WHAT DO YOU RECOMMEND THE COMMISSION DO REGARDING MR. 10 


HEVERT’S FORECASTS OF HIGHER INTEREST RATES AND CAPITAL 11 


COSTS? 12 


A. I suggest that the Commission disregard Mr. Hevert's forecasts and set an equity cost rate 13 


based on current indicators of market-cost rates rather than speculating on the future 14 


direction of interest rates.   15 


 Economists have been predicting that interest rates would be going up for a 16 


decade, and they consistently have been wrong.  Several studies in recent years have 17 


highlighted the bias in economists’ forecasts toward higher interest rates: (1) after the 18 


announcement of the end of the Quantitative Easing III (“QEIII”) program in 2014, 19 


all of the economists in Bloomberg’s interest rate survey forecasted interest rates 20 
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would increase in 2014, and 100% of the economists were wrong8; (2) Bloomberg 1 


reported that the Federal Reserve Bank of New York has gone as far as stopping use 2 


of interest rate estimates of professional forecasters in its interest rate model9; (3) a 3 


study entitled “How Interest Rates Keep Making People on Wall Street Look Like 4 


Fools,” which evaluated economists’ forecasts at the beginning of each year of the 5 


yield on ten-year Treasury bonds over the last ten years,10 demonstrated that 6 


economists consistently predict that interest rates will go higher, and interest rates 7 


have not fulfilled the predictions; and (4) a study that tracked economists’ forecasts 8 


for the yield on ten-year Treasury bonds on an ongoing basis from 2010 until 2015.11  9 


The results of this study, which was entitled “Interest Rate Forecasters Are Shockingly 10 


Wrong Almost All of the Time,” demonstrate how economists continually forecast 11 


that interest rates would rise, and they did not.  12 


 More recently, in an end-of-decade financial markets review series in the Wall 13 


Street Journal, Gregory Ip highlighted how economists’ forecasts of higher interest 14 


rates over the 2010s continued to be erroneous. He provided evidence that economists 15 


forecast that short-term and long-term interest rates would go up, and these forecasts 16 


were consistently wrong.  The article provides insights as to why the longest economic 17 


expansion on record that has resulted in a record-breaking stock market run and a 50-18 


                                                      
8  Ben Eisen, “Yes, 100% of economists were dead wrong about yields" Market Watch, October 22, 2014, 


https://www.marketwatch.com/story/yes-100-of-economists-were-dead-wrong-about-yields-2014-10-21 . 


9  Susanne Walker and Liz Capo McCormick, “Unstoppable $100 Trillion Bond Market Renders Models 
Useless,” Bloomberg.com (June 2, 2014). http://www.bloomberg.com/news/2014-06-01/the-unstoppable-
100-trillion-bond-market-renders-models-useless.html.    


10  Joe Weisenthal, “How Interest Rates Keep Making People on Wall Street Look Like Fools,” 
Bloomberg.com, March 16, 2015. http://www.bloomberg.com/news/articles/2015-03-16/how-interest-
rates-keep-making-people-on-wall-street-look-like-fools. 


11  Akin Oyedele, “Interest Rate Forecasters Are Shockingly Wrong Almost All of the Time,” Business Insider, 
July 18, 2015. http://www.businessinsider.com/interest-rate-forecasts-are-wrong-most-of-the-time-2015-7. 
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year low unemployment rate, was coupled with inflation that consistently ran below 1 


the Fed’s 2% target and record low interest rates.12 The bottom line – over the past 2 


decade – is that economists have consistently forecasted higher interest rates, and they 3 


have consistently been wrong! 4 


  Obviously, investors are aware of the consistently wrong forecasts of higher 5 


interest rates, and therefore place little weight on such forecasts.  Investors would not be 6 


buying long-term Treasury bonds or utility stocks at their current yields if they expected 7 


interest rates to suddenly increase, thereby producing higher yields and negative returns.  8 


For example, consider a utility that pays a dividend of $2.00 with a stock price of $50.00.  9 


The current dividend yield in that example is 4.0%.  If, as Mr. Hevert suggests, interest 10 


rates and required utility yields increase, the price of the utility stock would decline.  In 11 


the example above, if higher return requirements led the dividend yield to increase from 12 


4.0% to 5.0% in the next year, the stock price would have to decline to $40, which would 13 


be a -20% return on the stock.  Obviously, investors would not buy the utility stock with 14 


an expected return of -20% due to higher dividend yield requirements. 15 


   In sum, it is practically impossible to accurately forecast interest rates and prices 16 


of investments that are determined in financial markets, such as interest rates and prices 17 


for stocks and commodities.  For interest rates, I am not aware of any study that suggests 18 


one forecasting service is consistently better than others or that interest rate forecasts are 19 


consistently better than just assuming the current interest rate will be the rate in the future.  20 


As discussed above, investors would not be buying long-term Treasury bonds or utility 21 


stocks at their current yields if they expected interest rates to suddenly increase, thereby 22 


                                                      
12  Gregory Ip, “Economists Got it Wrong for a Decade. They’re Trying to Figure Out Why,” Wall Street 


Journal, (December 14, 2019). P. C1. 
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producing higher yields and negative returns.  Thus, I recommend that the Commission 1 


not rely on interest rate forecasts but use current interest rates in estimating the 2 


appropriate ROE for the Company. 3 


Q. PLEASE DISCUSS THE TREND IN AUTHORIZED RETURN ON EQUITY 4 


FOR ELECTRIC AND GAS COMPANIES. 5 


A. Over the past five years, with historically low interest rates and capital costs, 6 


authorized ROEs for electric utility and gas distribution companies have slowly 7 


declined to reflect the low capital cost environment.  In Figure 3, below, I have 8 


graphed the quarterly authorized ROEs for electric and gas companies from 2000 to 9 


2019.  There is a clear downward trend in the data.  On an annual basis, these 10 


authorized ROEs for electric utilities have declined from an average of 10.01% in 11 


2012, 9.8% in 2013, 9.76% in 2014, 9.58% in 2015, 9.60% in 2016, 9.68% in 2017, 12 


9.56% in 2018, and 9.64% in of 2019, according to Regulatory Research Associates.13  13 


Figure 3 14 
Authorized ROEs for Electric Utility and Gas Distribution Companies 15 


2000-2019 16 


 17 
 18 


                                                      
13  S&P Global Market Intelligence, RRA Regulatory Focus, 2019-20.   
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Q. DO AUTHORIZED ROES FOR ELECTRIC DELIVERY COMPANIES LIKE 1 


BGE DIFFER FROM THE AUTHORIZED ROES FOR INTEGRATED 2 


ELECTRIC UTILITIES? 3 


A. Yes.   One consistent factor in electric utility authorized ROEs is that the ROEs for 4 


delivery or distribution companies have consistently been below those of vertically 5 


integrated utilities.  This is shown in Figure 4.  The lower authorized ROEs is usually 6 


attributed to the fact that delivery or distribution companies do not own and operate 7 


electric generation which is presumed to be the riskier part of electric utility 8 


operations. I believe that Commissions in states who have deregulated recognize the 9 


lesser risk and award lower ROEs. The authorized ROEs for electric delivery 10 


companies have been 30-50 basis points below those of vertically-integrated electric 11 


utilities in recent years.  In 2018, the average authorized ROE for electric delivery 12 


companies was 9.37%.14     13 


Figure 4 14 
Authorized ROEs for Vertically Integrated versus 15 


 Delivery Only Electric Utilities 16 
2006-2019 17 


 18 


                                                      
14  S&P Global Market Intelligence, RRA Regulatory Focus, 2020.   
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III.  PROXY GROUP SELECTION 1 


 2 


Q. PLEASE DESCRIBE YOUR APPROACH TO DEVELOPING A FAIR RATE 3 


OF RETURN RECOMMENDATION FOR THE COMPANY. 4 


A. To develop a fair rate of return recommendation for DPL, I have evaluated the return 5 


requirements of investors on the common stock of a proxy group of publicly-held 6 


electric utility companies (“Electric Proxy Group”).  I have also evaluated the group 7 


developed by Mr. Hevert (“Hevert Proxy Group”). 8 


Q. PLEASE DESCRIBE YOUR PROXY GROUP OF COMPANIES.  9 


A. The selection criteria for the companies in Electric Proxy Group include the following: 10 


(1) Received at least 50% of revenues from regulated electric operations as 11 


reported in SEC Form 10-K Report; 12 


(2) Is listed as a U.S.-based Electric Utility by Value Line Investment Survey; 13 


(3) Has an investment-grade corporate credit and bond rating; 14 


(4) Has paid a cash dividend for the past six months, with no cuts or omissions; 15 


(5) Is not involved in an acquisition of another utility, and not the target of an 16 


acquisition; and  17 


(6) Has analysts’ long-term EPS growth rate forecasts available from Yahoo or 18 


Zack’s. 19 


  The Electric Proxy Group includes 30 companies. Summary financial statistics for 20 


the proxy group are listed in Exhibit JRW-2.  The median operating revenues and net 21 


plant among members of the Electric Proxy Group are $6,582.0 million and $22,405.5 22 


million, respectively. The group on average receives 81% of its revenues from 23 
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regulated electric operations, and has a BBB+ bond rating from S&P's and a Baa1 1 


rating from Moody’s, a current average common equity ratio of 46.0%, and an earned 2 


return on common equity of 9.6%. 3 


Q. PLEASE DESCRIBE THE HEVERT PROXY GROUP.  4 


A. Mr. Hevert’s group is smaller (24 companies).  Summary financial statistics for Mr. 5 


Hevert’s proxy group are provided in Panel B of page 1 of Exhibit JRW-2.  The 6 


median operating revenues and net plant for the Hevert Proxy Group are $6,291.0 7 


million and $18,454.3 million, respectively.  The group on average receives 75% of 8 


its revenues from regulated electric operations, and has a BBB+ bond rating from 9 


S&P’s and a Baa1 rating from Moody’s, an average common equity ratio of 47.4%, 10 


and earned return on common equity of 9.2%. 11 


Q. HOW DOES THE INVESTMENT RISK OF THE COMPANY COMPARE TO 12 


THAT OF YOUR ELECTRIC PROXY GROUP AND THE HEVERT PROXY 13 


GROUP?  14 


A. I believe that bond ratings provide a good assessment of the investment risk of a 15 


company. The S&P and Moody’s issuer credit ratings for DPL are A- and Baa1, 16 


respectively.  The average S&P and Moody’s ratings for the Electric and Hevert Proxy 17 


Group are BBB+ and Baa1.  Therefore, DPL’s S&P rating is one notch above the 18 


average of the two groups (A- vs. BBB+), and DPL’s Moody’s rating is the same as 19 


the average of the two groups (Baa1 vs. Baa1). This indicates that the investment risk 20 


of DPL is a little below the average of the electric utilities in the two proxy groups. 21 


  On page 2 of Exhibit JRW-2, I have assessed the riskiness of the two proxy 22 


groups using five different risk measures from Value Line.  These measures are beta, 23 
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Financial Strength, Safety, Earnings Predictability, and Stock Price Stability.15 These 1 


risk measures indicate that the two proxy groups are similar in risk.  The comparisons 2 


of the risk measures of the Electric Proxy Group and the Hevert Proxy Group show 3 


beta (0.57 vs. 0.57), Financial Strength (A vs. A) Safety (1.8 vs. 1.8), Earnings 4 


Predictability (77 vs. 82), and Stock Price Stability (96 vs. 97), respectively.  On 5 


balance, these measures suggest that the two proxy groups are similar in risk. 6 


Q. WHAT DO YOU CONCLUDE FROM YOUR RISK ANALYSIS? 7 


A. First, based on the credit ratings from S&P and Moody’s, I conclude that the Company 8 


is a little less risky than the average of the two proxy groups.  Second, the S&P and 9 


Moody’s credit ratings and the five Value Line risk ratings are very similar for the two 10 


groups, and therefore I conclude that the two groups are similar in risk.  And third, the 11 


five Value Line risk ratings for the two groups suggest that electric utilities are very 12 


low risk.  This is indicated by the low betas as well as the high ratings for safety, 13 


financial strength, earnings predictability, and stock price stability. 14 


 15 


IV.   CAPITAL STRUCTURE RATIOS AND DEBT COST RATES 16 


 17 


Q. PLEASE DESCRIBE DPL’S PROPOSED CAPITAL STRUCTURE AND 18 


SENIOR CAPITAL COST RATE. 19 


A. The Company has proposed a hypothetical capital structure of 49.47% long-term debt 20 


and 50.53% common equity and a long-term debt cost rate of 4.03%. 21 


                                                      
15  These risk metrics are described in detail on Page 3 of Exhibit JRW-2. 
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Q. HOW DO DPL’S PROPOSED CAPITAL STRUCTURE RATIOS COMPARE 1 


TO THE AVERAGE CAPITALIZATION RATIOS FOR COMPANIES IN 2 


THE PROXY GROUPS?  3 


A. DPL’s proposed capital structure ratios include a common equity ratio of 50.53%.  As 4 


shown on Page 1 of Exhibit JRW-2, the average quarterly common equity ratio for the 5 


Electric and Hevert Proxy Groups as of December 31, 2018, was 46.0% and 47.4%, 6 


respectively.  As such,  DPL has proposed a capital structure that includes much more 7 


common equity in financing its utility operations than the average of the proxy group. 8 


Q. IS IT APPROPRIATE TO USE THE COMMON EQUITY RATIOS OF THE 9 


PARENT HOLDING COMPANIES OR SUBSIDIARY OPERATING 10 


UTILITIES FOR COMPARISON PURPOSES WITH DPL’S PROPOSED 11 


CAPITALIZATION? 12 


A. It is appropriate to use the common equity ratios of the utility holding companies because 13 


the holding companies are publicly-traded and their stocks are used in the cost of equity 14 


capital studies.  The equities of the operating utilities are not publicly-traded and hence 15 


their stocks cannot be used to compute the cost of equity capital for DPL. 16 


Q. IS IT APPROPRIATE TO INCLUDE SHORT-TERM DEBT IN THE 17 


CAPITALIZATION IN COMPARING THE COMMON EQUITY RATIOS OF 18 


THE HOLDING COMPANIES WITH DPL’S PROPOSED 19 


CAPITALIZATION? 20 


A. Yes.  In comparing the common equity ratios of the holding companies with DPL’s 21 


recommendation, it is appropriate to include short-term debt when computing the holding 22 


company common equity ratios.  That is because short-term debt, like long-term debt, 23 
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has a higher claim on the assets and earnings of the company and requires timely payment 1 


of interest and repayment of principal.  In addition, the financial risk of a company is 2 


based on total debt, which includes both short-term and long-term debt.  This is why 3 


credit rating agencies use total debt in assessing the leverage and financial risk of 4 


companies. 5 


Q. WHAT IS THE AVERAGE COMMON EQUITY RATIO AUTHORIZED FOR 6 


ELECTRIC UTILITIES BY STATE REGULATORY COMMISSIONS? 7 


A. According to S&P Global Market Intelligence, the average authorized common equity 8 


ratio for electric utilities in calendar years 2018 and 2019 was 50.98%.  This 9 


percentage excludes the common equity ratios of utilities in states which include cost-10 


free capital items in authorized capital structures.16   11 


Q. HOW DO DPL’S PROPOSED CAPITAL STRUCTURE RATIOS COMPARE 12 


TO THE CAPITALIZATION RATIOS OF DPL AND ITS PARENT, EXELON 13 


CORPORATION?  14 


A. DPL’s and Exelon Corporation’s quarterly capital  structure ratios for the eight quarters 15 


ending September 30, 2019 are  provided in Panels B and C on Page 1 of Exhibit JRW-16 


3.  These ratios are summarized in Table 3.   DPL’s average common equity ratios are 17 


49.3% and 51.9% including and excluding short-term debt.  Exelon’s average common 18 


equity ratios are 47.9% and 50.2% including and excluding short-term debt.   19 


 20 
 21 
 22 
 23 
 24 
 25 


                                                      
16    S&P Global Market Intelligence, RRA Regulatory Focus, 2018 and 2019.   
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Table 3 1 
DPL’s and Exelon’s Average Capital Structure Ratios 2 


Including  Short-Term  Debt DPL Exelon 
Short-Term Debt 5.2% 4.6% 
Long-Term Debt 45.6% 47.5% 
Common Equity 49.3% 47.9% 
Total Capital 100.0% 100.0% 
Excluding  Short-Term  Debt     
Long-Term Debt 48.1% 49.8% 
Common Equity 51.9% 50.2% 
Total Capital 100.0% 100.0% 


 3 


Q. WHAT DO YOU CONCLUDE FROM THIS ANALYSIS?  4 


A. I believe these figures indicate that DPL’s proposed capital structure is generally in line 5 


with the historical capitalizations of DPL and Exelon. 6 


Q. GIVEN THIS DISCUSSION, WHAT IS YOUR CONCLUSION ABOUT THE 7 


COMPANY’S PROPOSED CAPITAL STRUCTURE? 8 


A. The Company’s  proposed  capital structure and debt cost rate are provided in Table 9 


4.  Since the Company’s proposed capital structure is generally in line with the  10 


Company’s historical capital structure as well as the capital structures approved for 11 


electric utilities in the U.S., I am adopting the Company’s proposed  capital structure 12 


and debt cost rate.   13 


Table 4 14 
OPC’s Capital Structure Recommendation 15 


 Percent of   
  Total Cost 
Long-Term Debt 49.47% 4.03% 
Common Equity 50.53%   
Total Capital 100.00%   


 16 


 17 
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V.  THE COST OF COMMON EQUITY CAPITAL 1 


 2 


A. Overview 3 


 4 
Q. WHY MUST AN OVERALL COST OF CAPITAL OR FAIR RATE OF 5 


RETURN BE ESTABLISHED FOR A PUBLIC UTILITY? 6 


A. In a competitive industry, the return on a firm’s common equity capital is determined 7 


through the competitive market for its goods and services. Due to the capital 8 


requirements needed to provide utility services and the economic benefit to society 9 


from avoiding duplication of these services and the construction of utility 10 


infrastructure facilities, many public utilities are monopolies.  Because of the lack of 11 


competition and the essential nature of their services, it is not appropriate to permit 12 


monopoly utilities to set their own prices.  Thus, regulation seeks to establish prices 13 


that are fair to consumers and, at the same time, sufficient to meet the operating and 14 


capital costs of the utility, i.e., provide an adequate return on capital to attract 15 


investors. 16 


Q. PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN THE 17 


CONTEXT OF THE THEORY OF THE FIRM. 18 


A. The total cost of operating a business includes the cost of capital.  The cost of common 19 


equity capital is the expected return on a firm’s common stock that the marginal 20 


investor would deem sufficient to compensate for risk and the time value of money.  21 


In equilibrium, the expected and required rates of return on a company’s common 22 


stock are equal. 23 
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  Normative economic models of a company or firm, developed under very 1 


restrictive assumptions, provide insight into the relationship between firm 2 


performance or profitability, capital costs, and the value of the firm.  Under the 3 


economist’s ideal model of perfect competition, where entry and exit are costless, 4 


products are undifferentiated, and there are increasing marginal costs of production, 5 


firms produce up to the point where price equals marginal cost.  Over time, a long-run 6 


equilibrium is established where price equals average cost, including the firm’s capital 7 


costs.  In equilibrium, total revenues equal total costs, and because capital costs 8 


represent investors’ required return on the firm’s capital, actual returns equal required 9 


returns, and the market value must equal the book value of the firm’s securities.  10 


  In a competitive market, firms can achieve competitive advantage due to 11 


product market imperfections.  Most notably, companies can gain competitive 12 


advantage through product differentiation (adding real or perceived value to products) 13 


and by achieving economies of scale (decreasing marginal costs of production).  14 


Competitive advantage allows firms to price products above average cost and thereby 15 


earn accounting profits greater than those required to cover capital costs.  When these 16 


profits are in excess of those required by investors, or when a firm earns a return on 17 


equity in excess of its cost of equity, investors respond by valuing the firm’s equity in 18 


excess of its book value. 19 


  James M. McTaggart, founder of the international management consulting 20 


firm Marakon Associates, described this essential relationship between the return on 21 


equity, the cost of equity, and the market-to-book ratio in the following manner:17 22 


                                                      
17  James M. McTaggart, “The Ultimate Poison Pill: Closing the Value Gap,” Commentary (Spring 1986), p.3. 
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Fundamentally, the value of a company is determined by the cash 1 


flow it generates over time for its owners, and the minimum 2 


acceptable rate of return required by capital investors.  This “cost 3 


of equity capital” is used to discount the expected equity cash flow, 4 


converting it to a present value.  The cash flow is, in turn, produced 5 


by the interaction of a company’s return on equity and the annual 6 


rate of equity growth.  High return on equity (ROE) companies in 7 


low-growth markets, such as Kellogg, are prodigious generators of 8 


cash flow, while low ROE companies in high-growth markets, such 9 


as Texas Instruments, barely generate enough cash flow to finance 10 


growth. 11 


A company’s ROE over time, relative to its cost of equity, also 12 


determines whether it is worth more or less than its book value.  If 13 


its ROE is consistently greater than the cost of equity capital (the 14 


investor’s minimum acceptable return), the business is 15 


economically profitable and its market value will exceed book 16 


value.  If, however, the business earns a ROE consistently less than 17 


its cost of equity, it is economically unprofitable and its market 18 


value will be less than book value. 19 


  As such, the relationship between a firm’s return on equity, cost of equity, and 20 


market-to-book ratio is relatively straightforward.  A firm that earns a return on equity 21 


above its cost of equity will see its common stock sell at a price above its book value.  22 


Conversely, a firm that earns a return on equity below its cost of equity will see its 23 


common stock sell at a price below its book value. 24 


Q. PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE RELATIONSHIP 25 


BETWEEN ROE AND MARKET-TO-BOOK RATIOS. 26 


A. This relationship is discussed in a classic Harvard Business School case study entitled 27 


“Note on Value Drivers.”  On page 2 of that case study, the author describes the 28 


relationship very succinctly:18 29 


                                                      
18  Benjamin Esty, “Note on Value Drivers,” Harvard Business School, Case No. 9-297-082, April 7, 1997. 
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For a given industry, more profitable firms – those able to generate 1 


higher returns per dollar of equity– should have higher market-to-2 


book ratios.  Conversely, firms which are unable to generate returns 3 


in excess of their cost of equity should sell for less than book value. 4 


 Profitability   Value    5 
 If ROE > K   then Market/Book > 1 6 
 If ROE = K   then Market/Book =1 7 
 If ROE < K   then Market/Book < 1 8 


 To assess the relationship by industry, as suggested above, I performed a regression 9 


study between estimated ROE and market-to-book ratios using Value Line’s electric 10 


utilities and gas distribution companies.  I used all electric utility and gas distribution 11 


companies that are covered by Value Line and have estimated ROE and market-to-12 


book ratio data.  The results are presented in Exhibit JRW-4.  The R-square for the 13 


regression of estimated ROEs and market-to-book ratios is 0.50.19  This demonstrates 14 


a statistically significant positive relationship between ROEs and market-to-book 15 


ratios for electric utilities and gas companies.  Given that the market-to-book ratios 16 


have been above 1.0 for a number of years, this also demonstrates that utilities have 17 


been earnings ROEs above the cost of equity capital for many years. 18 


Q. WHAT ECONOMIC FACTORS HAVE AFFECTED THE COST OF EQUITY 19 


CAPITAL FOR PUBLIC UTILITIES? 20 


A. Exhibit JRW-5 provides indicators of public utility equity cost rates.   21 


  Page 1 shows the yields on long-term A-rated public utility bonds.  These 22 


yields decreased from 2000 until 2003, and then hovered in the 5.50%-6.50% range 23 


from mid-2003 until mid-2008.  The yields peaked in November 2008 at 7.75% during 24 


                                                      
19  R-square measures the percent of variation in one variable (e.g., market-to-book ratios) explained by another 


variable (e.g., expected ROE).  R-squares vary between zero and 1.0, with values closer to 1.0 indicating a 
higher relationship between two variables. 
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the Great Recession.  These yields have generally declined since then, dropping below 1 


4.0% on five occasions - in mid-2013, in the first quarter of 2015, in the summer of 2 


2016, in late 2018, and in 2019.  The yields were about 3.5% as of the end of 2019. 3 


  Page 2 of Exhibit JRW-5 provides the average dividend yields for electric 4 


utility companies over the past 16 years.  The dividend yields for the electric group 5 


declined from 5.3% to 3.4% between 2001 to 2007, increased to over 5.0% in 2009, 6 


and have declined since that time.  The average dividend yield was 3.2% in 2018. 7 


  Average earned returns on common equity and market-to-book ratios for 8 


electric utilities are on page 3 of Exhibit JRW-5.  For the electric group, earned returns 9 


on common equity have declined gradually over the years. In the past three years, the 10 


average earned ROE for the group has been in the 9.0% to 10.0% range.  The average 11 


market-to-book ratios for this group declined to about 1.1X in 2009 during the 12 


financial crisis and have increased since that time.  As of 2018, the average market-13 


to-book for the group was 1.80X.  This means that, for at least the last decade, returns 14 


on common equity for electric utilities have been greater than the cost of capital, or 15 


more than necessary to meet investors’ required returns.  This also means that 16 


customers have been paying more than necessary to support an appropriate profit level 17 


for regulated utilities.   18 


Q. WHAT FACTORS DETERMINE INVESTORS’ EXPECTED OR REQUIRED 19 


RATE OF RETURN ON EQUITY? 20 


A. The expected or required rate of return on common stock is a function of market-wide 21 


as well as company-specific factors.  The most important market factor is the time 22 


value of money as indicated by the level of interest rates in the economy.  Common 23 
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stock investor requirements generally increase and decrease with like changes in 1 


interest rates.  The perceived risk of a firm is the predominant factor that influences 2 


investor return requirements on a company-specific basis.  A firm’s investment risk is 3 


often separated into business risk and financial risk.  Business risk encompasses all 4 


factors that affect a firm’s operating revenues and expenses.  Financial risk results 5 


from incurring fixed obligations in the form of debt in financing its assets. 6 


Q. HOW DOES THE INVESTMENT RISK OF PUBLIC UTILITIES COMPARE 7 


WITH THAT OF OTHER INDUSTRIES? 8 


A. Due to the essential nature of their service as well as their regulated status, public 9 


utilities are exposed to a lesser degree of business risk than other, non-regulated 10 


businesses.  The relatively low level of business risk allows public utilities to meet 11 


much of their capital requirements through borrowing in the financial markets, thereby 12 


incurring greater than average financial risk.  Nonetheless, the overall investment risk 13 


of public utilities is below most other industries.   14 


  Page 4 of Exhibit JRW-5 provides an assessment of investment risk for 97 15 


industries as measured by beta, which according to modern capital market theory, is 16 


the only relevant measure of investment risk.  These betas come from the Value Line 17 


Investment Survey.  The study shows that the investment risk of utilities is very low.  18 


The average betas for electric, gas, and water utility companies are 0.58, 0.67, and 19 


0.68, respectively.20  As such, the cost of equity for utilities is among the lowest of all 20 


industries in the U.S. based on modern capital market theory. 21 


                                                      
20  The beta for the Value Line Electric Utilities is the simple average of Value Line’s Electric East (0.56), 


Central (0.61), and West (0.59) group betas.  
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Q. WHAT IS THE COST OF COMMON EQUITY CAPITAL? 1 


A. The costs of debt and preferred stock are normally based on historical or book values 2 


and can be determined with a great degree of accuracy.  The cost of common equity 3 


capital, however, cannot be determined precisely and must instead be estimated from 4 


market data and informed judgment.  This return requirement of the stockholder 5 


should be commensurate with the return requirement on investments in other 6 


enterprises having comparable risks.  7 


  According to valuation principles, the present value of an asset equals the 8 


discounted value of its expected future cash flows.  Investors discount these expected 9 


cash flows at their required rate of return that, as noted above, reflects the time value 10 


of money and the perceived riskiness of the expected future cash flows.  As such, the 11 


cost of common equity is the rate at which investors discount expected cash flows 12 


associated with common stock ownership. 13 


Q. HOW CAN THE EXPECTED OR REQUIRED RATE OF RETURN ON 14 


COMMON EQUITY CAPITAL BE DETERMINED? 15 


A. Models have been developed to ascertain the cost of common equity capital for a firm.  16 


Each model, however, has been developed using restrictive economic assumptions.  17 


Consequently, judgment is required in selecting appropriate financial valuation 18 


models to estimate a firm’s cost of common equity capital, determining the data inputs 19 


for these models, and interpreting the models’ results.  All of these decisions must take 20 


into consideration the firm involved, as well as current conditions in the economy and 21 


the financial markets. 22 
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Q. HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY CAPITAL 1 


FOR THE COMPANY? 2 


A. I rely primarily on the DCF model to estimate the cost of equity capital.  Given the 3 


investment valuation process and the relative stability of the utility business, the DCF 4 


model provides the best measure of equity cost rates for public utilities.  I have also 5 


performed a CAPM study; however, I give these results less weight because I believe 6 


that risk premium studies, of which the CAPM is one form, provide a less reliable 7 


indication of equity cost rates for public utilities. 8 


 9 


B. Discounted Cash Flow Analysis 10 


 11 


Q. PLEASE DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF 12 


MODEL. 13 


A. According to the DCF model, the current stock price is equal to the discounted value 14 


of all future dividends that investors expect to receive from investment in the firm.  As 15 


such, stockholders’ returns ultimately result from current as well as future dividends.  16 


As owners of a corporation, common stockholders are entitled to a pro rata share of 17 


the firm’s earnings.  The DCF model presumes that earnings that are not paid out in 18 


the form of dividends are reinvested in the firm to provide for future growth in 19 


earnings and dividends.  The rate at which investors discount future dividends, which 20 


reflects the timing and riskiness of the expected cash flows, is interpreted as the 21 


market’s expected or required return on the common stock.  Therefore, this discount 22 


rate represents the cost of common equity.  Algebraically, the DCF model can be 23 


expressed as: 24 
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     D1      D2       Dn 1 
 P = ------  + ------ + … ------ 2 
   (1+k)1   (1+k)2   (1+k)n 3 


 where P is the current stock price, D1,  D2, and Dn are the dividends in year 1, 2, and the 4 


future years n, and k is the cost of common equity. 5 


Q. IS THE DCF MODEL CONSISTENT WITH VALUATION TECHNIQUES 6 


EMPLOYED BY INVESTMENT FIRMS? 7 


A. Yes.  Virtually all investment firms use some form of the DCF model as a valuation 8 


technique.  One common application for investment firms is called the three-stage 9 


DCF or dividend discount model (“DDM”).  The stages in a three-stage DCF model 10 


are presented in Exhibit JRW-6.  This model presumes that a company’s dividend 11 


payout progresses initially through a growth stage, then proceeds through a transition 12 


stage, and finally assumes a maturity (or steady-state) stage.  The dividend-payment 13 


stage of a firm depends on the profitability of its internal investments which, in turn, 14 


is largely a function of the life cycle of the product or service.   15 


 1. Growth stage:  Characterized by rapidly expanding sales, high profit margins, 16 


and an abnormally high growth in earnings per share.  Because of highly profitable 17 


expected investment opportunities, the payout ratio is low.  Competitors are attracted 18 


by the unusually high earnings, leading to a decline in the growth rate. 19 


 2. Transition stage:  In later years, increased competition reduces profit margins 20 


and earnings growth slows.  With fewer new investment opportunities, the company 21 


begins to pay out a larger percentage of earnings. 22 


 3. Maturity (steady-state) stage:  Eventually, the company reaches a position 23 


where its new investment opportunities offer, on average, only slightly more attractive 24 


ROEs.  At that time, its earnings growth rate, payout ratio, and ROE stabilize for the 25 
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remainder of its life.  As I will explain below, the constant-growth DCF model is 1 


appropriate when a firm is in the maturity stage of the life cycle. 2 


 In using the 3-stage model to estimate a firm’s cost of equity capital, dividends are 3 


projected into the future using the different growth rates in the alternative stages, and 4 


then the equity cost rate is the discount rate that equates the present value of the future 5 


dividends to the current stock price. 6 


Q. HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR REQUIRED 7 


RATE OF RETURN USING THE DCF MODEL? 8 


A. Under certain assumptions, including a constant and infinite expected growth rate, and 9 


constant dividend/earnings and price/earnings ratios, the DCF model can be simplified 10 


to the following: 11 


        D1 12 
      P =     --------- 13 
                  k  -  g 14 


 where P is the current stock price, D1 represents the expected dividend over the coming 15 


year, k is investor’s required return on equity, and g is the expected growth rate of 16 


dividends.  This is known as the constant-growth version of the DCF model.  To use 17 


the constant-growth DCF model to estimate a firm’s cost of equity, one solves for k 18 


in the above expression to obtain the following: 19 


      20 
     D1 21 
   k =     --------    + g 22 
     P 23 
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Q. IN YOUR OPINION, IS THE CONSTANT-GROWTH DCF MODEL 1 


APPROPRIATE FOR PUBLIC UTILITIES? 2 


A. Yes.  The economics of the public utility business indicate that the industry is in the 3 


steady-state or constant-growth stage of a three-stage DCF.  The economics include 4 


the relative stability of the utility business, the maturity of the demand for public utility 5 


services, and the regulated status of public utilities (especially the fact that their returns 6 


on investment are effectively set through the ratemaking process).  The DCF valuation 7 


procedure for companies in this stage is the constant-growth DCF.  In the constant-8 


growth version of the DCF model, the current dividend payment and stock price are 9 


directly observable.  However, the primary problem and controversy in applying the 10 


DCF model to estimate equity cost rates surrounds estimating investors’ expected 11 


dividend growth rate. 12 


Q. WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING THE DCF 13 


METHODOLOGY? 14 


A. One should be sensitive to several factors when using the DCF model to estimate a 15 


firm’s cost of equity capital.  In general, one must recognize the assumptions under 16 


which the DCF model was developed in estimating its components (the dividend yield 17 


and the expected growth rate).  The dividend yield can be measured precisely at any 18 


point in time; however, it tends to vary somewhat over time.  Estimation of expected 19 


growth is considerably more difficult.  One must consider recent firm performance, in 20 


conjunction with current economic developments and other information available to 21 


investors, to accurately estimate investors’ expectations. 22 
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Q. WHAT DIVIDEND YIELDS HAVE YOU REVIEWED? 1 


A. I have calculated the dividend yields for the companies in the proxy groups using the 2 


current annual dividend and the 30-day, 90-day, and 180-day average stock prices.  3 


These dividend yields are provided in Panels A and B of page 2 of Exhibit JRW-7.  I 4 


have shown the mean and median dividend yields using 30-day, 90-day, and 180-day 5 


average stock prices.  Using both the means and medians, the dividend yields range from 6 


3.1% to 3.2% for the Electric Proxy Group and 2.9% to 3.1% for the Hevert Proxy Group.  7 


Therefore, I will use a dividend yields of 3.15% and 3.00% for the Electric Proxy Group 8 


and the Hevert Proxy Group, respectively. 9 


Q. PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE SPOT 10 


DIVIDEND YIELD. 11 


A. According to the traditional DCF model, the dividend yield term relates the dividend 12 


paid over the coming period to the current stock price.  As indicated by Professor 13 


Myron Gordon, who is commonly associated with the development of the DCF model 14 


for popular use, this is obtained by:  (1) multiplying the expected dividend over the 15 


coming quarter by 4, and (2) dividing this dividend by the current stock price to 16 


determine the appropriate dividend yield for a firm that pays dividends on a quarterly 17 


basis.21 18 


  In applying the DCF model, some analysts adjust the current dividend for 19 


growth over the coming year as opposed to the coming quarter.  This can be 20 


complicated because firms tend to announce changes in dividends at different times 21 


                                                      
21  Petition for Modification of Prescribed Rate of Return, Federal Communications Commission, Docket No. 


79-05, Direct Testimony of Myron J. Gordon and Lawrence I. Gould at 62 (April 1980). 
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during the year.  As such, the dividend yield computed based on presumed growth 1 


over the coming quarter as opposed to the coming year can be quite different.  2 


Consequently, it is common for analysts to adjust the dividend yield by some fraction 3 


of the long-term expected growth rate. 4 


Q. GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR DO YOU USE 5 


FOR YOUR DIVIDEND YIELD? 6 


A. I adjust the dividend yield by one-half (1/2) of the expected growth to reflect growth 7 


over the coming year. The DCF equity cost rate (“K”) is computed as: 8 


 9 
K = [ (D/P) * (1 + 0.5g) ] + g 10 


Q. PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE DCF 11 


MODEL. 12 


A. There is debate as to the proper methodology to employ in estimating the growth 13 


component of the DCF model.  By definition, this component is investors’ expectation 14 


of the long-term dividend growth rate.  Presumably, investors use some combination 15 


of historical and projected growth rates for earnings and dividends per share and 16 


internal or book-value growth to assess long-term potential.   17 


Q. WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE PROXY 18 


GROUPS? 19 


A. I have analyzed a number of measures of growth for companies in the proxy groups.  20 


I reviewed Value Line’s historical and projected growth rate estimates for EPS, 21 


dividends per share (“DPS”), and book value per share (“BVPS”).  In addition, I 22 


utilized the average EPS growth rate forecasts of Wall Street analysts as provided by 23 
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Yahoo, Reuters and Zacks. These services solicit five-year earnings growth rate 1 


projections from securities analysts and compile and publish the means and medians 2 


of these forecasts.  Finally, I also assessed prospective growth as measured by 3 


prospective earnings retention rates and earned returns on common equity. 4 


Q. PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND 5 


DIVIDENDS AS WELL AS INTERNAL GROWTH. 6 


A. Historical growth rates for EPS, DPS, and BVPS are readily available to investors and 7 


are presumably an important ingredient in forming expectations concerning future 8 


growth.  However, one must use historical growth numbers as measures of investors’ 9 


expectations with caution.  In some cases, past growth may not reflect future growth 10 


potential.  Also, employing a single growth rate number (for example, for five or ten 11 


years) is unlikely to accurately measure investors’ expectations, due to the sensitivity 12 


of a single growth rate figure to fluctuations in individual firm performance as well as 13 


overall economic fluctuations (i.e., business cycles).  However, one must appraise the 14 


context in which the growth rate is being employed.  According to the conventional 15 


DCF model, the expected return on a security is equal to the sum of the dividend yield 16 


and the expected long-term growth in dividends.  Therefore, to best estimate the cost 17 


of common equity capital using the conventional DCF model, one must look to long-18 


term growth rate expectations. 19 


  Internally generated growth is a function of the percentage of earnings retained 20 


within the firm (the earnings retention rate) and the rate of return earned on those 21 


earnings (the return on equity).  The internal growth rate is computed as the retention 22 


rate times the return on equity.  Internal growth is significant in determining long-run 23 
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earnings and, therefore, dividends.  Investors recognize the importance of internally 1 


generated growth and pay premiums for stocks of companies that retain earnings and 2 


earn high returns on internal investments. 3 


Q. PLEASE DISCUSS THE SERVICES THAT PROVIDE ANALYSTS’ EPS 4 


FORECASTS. 5 


A. Analysts’ EPS forecasts for companies are collected and published by several different 6 


investment information services, including Institutional Brokers Estimate System 7 


(“I/B/E/S”), Bloomberg, S&L Global Market Intelligence FactSet, Zacks, First Call, 8 


and Reuters, among others. Thompson Reuters publishes analysts’ EPS forecasts 9 


under different product names, including I/B/E/S, First Call, and Reuters.  S&P, 10 


Bloomberg, FactSet, and Zacks each publish their own set of analysts’ EPS forecasts 11 


for companies.  These services do not reveal (1) the analysts who are solicited for 12 


forecasts or (2) the identity of the analysts who actually provide the EPS forecasts that 13 


are used in the compilations published by the services.  S&P, I/B/E/S, Bloomberg, 14 


FactSet, and First Call are fee-based services.  These services usually provide detailed 15 


reports and other data in addition to analysts’ EPS forecasts.  In contrast, Thompson 16 


Reuters and Zacks do provide limited EPS forecast data free-of-charge on the Internet.  17 


Yahoo finance (http://finance.yahoo.com) lists Thompson Reuters as the source of its 18 


summary EPS forecasts. Zacks (www.zacks.com) publishes its summary forecasts on 19 


its website.  Zacks estimates are also available on other websites, such as MSN.money 20 


(http://money.msn.com).   21 
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Q. WHICH OF THE EPS FORECASTS IS USED IN DEVELOPING A DCF 1 


GROWTH RATE? 2 


A. I am using the three-to-five- year EPS growth rate forecasts of analysts, which are 3 


often referred to as the long-term EPS growth rate forecasts. 4 


Q. WHY DO YOU NOT RELY EXCLUSIVELY ON THE EPS FORECASTS OF 5 


WALL STREET ANALYSTS IN ARRIVING AT A DCF GROWTH RATE 6 


FOR THE PROXY GROUP? 7 


A. There are several issues with using the EPS growth rate forecasts of Wall Street 8 


analysts as DCF growth rates.  First, the appropriate growth rate in the DCF model is 9 


the dividend growth rate, not the earnings growth rate.  Nonetheless, over the very 10 


long term, dividend and earnings will grow at a similar growth rate.  Therefore, 11 


consideration must be given to other indicators of growth, including prospective 12 


dividend growth, internal growth, as well as projected earnings growth.  Second, a 13 


study by Lacina, Lee, and Xu has shown that analysts’ three-to-five year EPS growth 14 


rate forecasts are not more accurate at forecasting future earnings than naïve random 15 


walk forecasts of future earnings.22  Employing data over a 20-year period, these 16 


authors demonstrate that using the most recent year’s actual EPS figure to forecast 17 


EPS in the next three-to-five years proved to be just as accurate as using the EPS 18 


estimates from analysts’ three-to-five year EPS growth rate forecasts.  In the authors’ 19 


opinion, these results indicate that analysts’ long-term earnings growth-rate forecasts 20 


should be used with caution as inputs for valuation and cost of capital purposes.  21 


Finally, and most significantly, it is well known that the long-term EPS growth-rate 22 


                                                      
22  M. Lacina, B. Lee & Z. Xu, Advances in Business and Management Forecasting (Vol. 8), Kenneth D. 


Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited (2011), pp.77-101.   
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forecasts of Wall Street securities analysts are overly optimistic and upwardly biased.  1 


This has been demonstrated in a number of academic studies over the years.23  Hence, 2 


using these growth rates as a DCF growth rate will provide an overstated equity cost 3 


rate.  On this issue, a study by Easton and Sommers found that optimism in analysts’ 4 


growth rate forecasts leads to an upward bias in estimates of the cost of equity capital 5 


of almost 3.0 percentage points.24  6 


Q. ARE THE PROJECTED EPS GROWTH RATES OF VALUE LINE ALSO 7 


OVERLY OPTIMISTIC AND UPWARDLY BIASED? 8 


A. Yes.  A study by Szakmary, Conover, and Lancaster evaluated the accuracy of Value 9 


Line’s three-to-five-year EPS growth rate forecasts using companies in the Dow Jones 10 


Industrial Average over a 30-year time period and found these forecasted EPS growth 11 


rates to be significantly higher than the EPS growth rates that these companies 12 


subsequently achieved.25 13 


                                                      
23  The studies that demonstrate analysts’ long-term EPS forecasts are overly-optimistic and upwardly biased 


include: R.D. Harris, “The Accuracy, Bias, and Efficiency of Analysts’ Long Run Earnings Growth 
Forecasts,” Journal of Business Finance & Accounting, pp. 725-55 (June/July 1999); P. DeChow, A. 
Hutton, and R. Sloan, “The Relation Between Analysts’ Forecasts of Long-Term Earnings Growth and 
Stock Price Performance Following Equity Offerings,” Contemporary Accounting Research (2000); K. 
Chan, L., Karceski, J., & Lakonishok, J., “The Level and Persistence of Growth Rates,” Journal of Finance, 
pp. 643−684, (2003); M. Lacina, B. Lee, and Z. Xu, Advances in Business and Management Forecasting 
(Vol. 8), Kenneth D. Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101; 
and Marc H. Goedhart, Rishi Raj, and Abhishek Saxena, “Equity Analysts, Still Too Bullish,” McKinsey on 
Finance, pp. 14-17, (Spring 2010). 


24  Peter D. Easton & Gregory A. Sommers, Effect of Analysts’ Optimism on Estimates of the Expected Rate of 
Return Implied by Earnings Forecasts, 45 J. ACCT. RES. 983–1015 (2007). 


25     Szakmary, A., Conover, C., & Lancaster, C. (2008). “An Examination of Value Line's Long-Term Projections,” 
Journal of Banking & Finance, May 2008, pp. 820-833. 
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Q. IS IT YOUR OPINION THAT STOCK PRICES REFLECT THE UPWARD 1 


BIAS IN THE EPS GROWTH RATE FORECASTS? 2 


A. Yes, I do believe that investors are well aware of the bias in analysts’ EPS growth-rate 3 


forecasts, and therefore stock prices reflect the upward bias. 4 


Q. HOW DOES THAT AFFECT THE USE OF THESE FORECASTS IN A DCF 5 


EQUITY COST RATE STUDY? 6 


A. According to the DCF model, the equity cost rate is a function of the dividend yield 7 


and expected growth rate.  Because I believe that investors are aware of the upward 8 


bias in analysts’ long-term EPS growth rate forecasts, stock prices reflect the bias.  9 


Thus, the DCF growth rate must be adjusted downward from the projected EPS growth 10 


rate to reflect this upward bias.   11 


Q. PLEASE DISCUSS THE HISTORICAL GROWTH OF THE COMPANIES IN 12 


THE PROXY GROUPS, AS PROVIDED BY VALUE LINE. 13 


A. Page 3 of Exhibit JRW-7 provides the five- and ten- year historical growth rates for 14 


EPS, DPS, and BVPS for the companies in the two proxy groups, as published in the 15 


Value Line Investment Survey.  The median historical growth measures for EPS, DPS, 16 


and BVPS for the Electric Proxy Group, as provided in Panel A, range from 4.0% to 17 


5.0%, with an average of the medians of 4.3%.  For the Hevert Proxy Group, as shown 18 


in Panel B of page 3 of Exhibit JRW-7, the historical growth measures in EPS, DPS, 19 


and BVPS, as measured by the medians, range from 4.0% to 6.0%, with an average of 20 


the medians of 4.8%.   21 
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Q. PLEASE SUMMARIZE VALUE LINE’S PROJECTED GROWTH RATES 1 


FOR THE COMPANIES IN THE PROXY GROUPS. 2 


A. Value Line’s projections of EPS, DPS, and BVPS growth for the companies in the 3 


proxy groups are shown on page 4 of Exhibit JRW-7.  As stated above, due to the 4 


presence of outliers, the medians are used in the analysis.  For the Electric Proxy 5 


Group, as shown in Panel A of page 4 of Exhibit JRW-7, the medians range from 4.5% 6 


to 5.8%, with an average of the medians of 5.1%.  The range of the medians for the 7 


Hevert Proxy Group, shown in Panel B of page 4 of Exhibit JRW-7, is from 4.0% to 8 


5.5%, with an average of the medians of 5.0%.   9 


  Also provided on page 4 of Exhibit JRW-7 are the prospective sustainable 10 


growth rates for the companies in the two proxy groups as measured by Value Line’s 11 


average projected retention rate and return on shareholders’ equity.  As noted above, 12 


sustainable growth is a significant and a primary driver of long-run earnings growth.  13 


For the Electric and Hevert Proxy Groups, the median prospective sustainable growth 14 


rates are 3.6% and 3.3%, respectively.   15 


Q. PLEASE ASSESS GROWTH FOR THE PROXY GROUPS AS MEASURED 16 


BY ANALYSTS’ FORECASTS OF EXPECTED FIVE-YEAR EPS GROWTH. 17 


A. Yahoo, Zacks, and Reuters collect, summarize, and publish Wall Street analysts’ five-18 


year EPS growth-rate forecasts for the companies in the proxy groups.  These forecasts 19 


are provided for the companies in the proxy groups on page 5 of Exhibit JRW-7.  I 20 


have reported both the mean and median growth rates for the groups.  Since there is 21 


considerable overlap in analyst coverage between the three services, and not all of the 22 


companies have forecasts from the different services, I have averaged the expected five-23 







 


43 
 


year EPS growth rates from the three services for each company to arrive at an expected 1 


EPS growth rate for each company.  The mean/median of analysts’ projected EPS 2 


growth rates for the Electric and Hevert Proxy Groups are 4.9%/4.7% and 5.3%/5.4%, 3 


respectively.26   4 


Q. PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL AND 5 


PROSPECTIVE GROWTH OF THE PROXY GROUPS. 6 


A. Page 6 of Exhibit JRW-7 shows the summary DCF growth rate indicators for the proxy 7 


groups.   8 


  The historical growth rate indicators for my Electric Proxy Group imply a 9 


baseline growth rate of 4.3%.  The average of the projected EPS, DPS, and BVPS 10 


growth rates from Value Line is 5.1%, and Value Line’s projected sustainable growth 11 


rate is 3.6%.  The projected EPS growth rates of Wall Street analysts for the Electric 12 


Proxy Group are 4.9% and 4.7% as measured by the mean and median growth rates.  13 


The overall range for the projected growth-rate indicators (ignoring historical growth) 14 


is 3.6% to 5.1%.  Giving primary weight to the projected EPS growth rate of Wall 15 


Street analysts, I believe that the appropriate projected growth rate is 5.0%.  This 16 


growth rate figure is in the upper end of the range of historic and projected growth 17 


rates for the Electric Proxy Group.  18 


  For the Hevert Proxy Group, the historical growth rate indicators suggest a 19 


growth rate of 4.8%.  The average of the projected EPS, DPS, and BVPS growth rates 20 


from Value Line is 5.1%, and Value Line’s projected sustainable growth rate is 3.3%.  21 


The projected EPS growth rates of Wall Street analysts are 5.3% and 5.4% as 22 


                                                      
26  Given variation in the measures of central tendency of analysts’ projected EPS growth rates proxy groups, 


I have considered both the means and medians figures in the growth rate analysis. 
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measured by both the mean and median growth rates.  The overall range for the 1 


projected growth rate indicators is 3.3% to 5.4%. Giving primary weight to the 2 


projected EPS growth rate of Wall Street analysts, I believe that the appropriate 3 


projected growth rate is 5.3%.  This growth rate figure is in the upper end of the range 4 


of historic and projected growth rates for the Hevert Proxy Group.  5 


Q. BASED ON THE ABOVE ANALYSIS, WHAT ARE YOUR INDICATED 6 


COMMON EQUITY COST RATES FROM THE DCF MODEL FOR THE 7 


PROXY GROUPS? 8 


A. My DCF-derived equity cost rates for the groups are summarized on page 1 of Exhibit 9 


JRW-7 and in Table 5 below.   10 


Table 5 11 
DCF-Derived Equity Cost Rate/ROE 12 


 Dividend 
Yield 


1 + ½ 
Growth 


Adjustment 


DCF 
Growth Rate 


Equity  
Cost Rate 


Electric Proxy Group    3.15% 1.02500 5.00% 8.25% 
Hevert Proxy Group     3.00% 1.02650 5.30% 8.40% 


   13 


  The result for the Electric Proxy Group is the 3.15% dividend yield, times the 14 


one and one-half growth adjustment factor of 1.02500, plus the DCF growth rate of 15 


5.00%, which results in an equity cost rate of 8.25%.  The result for the Hevert Proxy 16 


Group is 8.40%, which includes a dividend yield of 3.00%, a growth adjustment factor 17 


of 1.02650, and a DCF growth rate of 5.30%.  18 


 19 
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C. Capital Asset Pricing Model 1 


 2 


Q. PLEASE DISCUSS THE CAPM. 3 


A. The CAPM is a risk premium approach to gauging a firm’s cost of equity capital.  4 


According to the risk premium approach, the cost of equity is the sum of the interest 5 


rate on a risk-free bond (Rf) and a risk premium (RP), as in the following: 6 


   k = Rf + RP 7 


  The yield on long-term U.S. Treasury securities is normally used as Rf.  Risk 8 


premiums are measured in different ways.  The CAPM is a theory of the risk and 9 


expected returns of common stocks.  In the CAPM, two types of risk are associated 10 


with a stock:  firm-specific risk or unsystematic risk, and market or systematic risk, 11 


which is measured by a firm’s beta.  The only risk that investors receive a return for 12 


bearing is systematic risk. 13 


 According to the CAPM, the expected return on a company’s stock, which is also the 14 


equity cost rate (K), is expressed as: 15 


   K = (Rf) + ß *  [E(Rm) - (Rf)] 16 


Where: 17 


 K represents the estimated rate of return on the stock; 18 


 E(Rm) represents the expected rate of return on the overall stock market. 19 


Frequently, the S&P 500 is used as a proxy for the “market”; 20 


 (Rf) represents the risk-free rate of interest; 21 


 [E(Rm) - (Rf)] represents the expected equity or market risk premium—the 22 


excess rate of return that an investor expects to receive above the risk-free rate 23 


for investing in risky stocks; and 24 


 Beta—(ß) is a measure of the systematic risk of an asset. 25 


  To estimate the required return or cost of equity using the CAPM requires three 26 


inputs:  the risk-free rate of interest (Rf), the beta (ß), and the expected equity or market 27 
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risk premium [E(Rm) - (Rf)].  Rf is the easiest of the inputs to measure – it is represented 1 


by the yield on long-term U.S. Treasury bonds.  ß, the measure of systematic risk, is a 2 


little more difficult to measure because there are different opinions about what 3 


adjustments, if any, should be made to historical betas due to their tendency to regress 4 


to 1.0 over time.  And finally, the most difficult input to measure is the expected equity 5 


or market risk premium (E(Rm) - (Rf)).  I will discuss each of these inputs below. 6 


Q. PLEASE DISCUSS EXHIBIT JRW-8. 7 


A. Exhibit JRW-8 provides the summary results for my CAPM study.  Page 1 shows the 8 


results, and the following pages contain the supporting data. 9 


Q. PLEASE DISCUSS THE RISK-FREE INTEREST RATE. 10 


A. The yield on long-term U.S. Treasury bonds has usually been viewed as the risk-free 11 


rate of interest in the CAPM.  The yield on long-term U.S. Treasury bonds, in turn, 12 


has been considered to be the yield on U.S. Treasury bonds with 30-year maturities.   13 


Q. WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR CAPM? 14 


A. As shown on page 2 of Exhibit JRW-8, the yield on 30-year U.S. Treasury bonds has 15 


been in the 2.0% to 4.0% range over the 2013–2020 time period.  The current 30-year 16 


Treasury yield is near the bottom of this range.  Given the recent range of yields, I 17 


have chosen to use the top end of the range as my risk-free interest rate.  Therefore, I 18 


am using 3.75% as the risk-free rate, or Rf, in my CAPM.  This is equal to the 19 


normalized risk-free interest rate used by the investment advisory firm Duff & 20 


Phelps.27 21 


                                                      
27  https://www.duffandphelps.com/insights/publications/valuation-insights/valuation-insights-first-quarter-


2019/us-equity-risk-premium-recommendation.  
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Q. DOES YOUR 3.75% RISK-FREE INTEREST RATE TAKE INTO 1 


CONSIDERATION FORECASTS OF HIGHER INTEREST RATES? 2 


A. No, it does not.  As I stated before, forecasts of higher interest rates have been 3 


notoriously wrong for a decade.  My 3.75% risk-free interest rate takes into account 4 


the range of interest rates in the past and effectively synchronizes the risk-free rate 5 


with the market risk premium.  The risk-free rate and the market risk premium are 6 


interrelated in that the market risk premium is developed in relation to the risk-free 7 


rate.  As discussed below, my market risk premium is based on the results of many 8 


studies and surveys that have been published over time.  Therefore, my risk-free 9 


interest rate of 3.75% is effectively a normalized risk-free rate of interest. 10 


Q. WHAT BETAS ARE YOU EMPLOYING IN YOUR CAPM? 11 


A. Beta (ß) is a measure of the systematic risk of a stock.  The market, usually taken to 12 


be the S&P 500, has a beta of 1.0.  The beta of a stock with the same price movement 13 


as the market also has a beta of 1.0.  A stock with price movement greater than that of 14 


the market, such as a technology stock, is riskier than the market and has a beta greater 15 


than 1.0.  A stock with below average price movement, such as that of a regulated 16 


public utility, is less risky than the market and has a beta less than 1.0. Estimating a 17 


stock’s beta involves running a linear regression of a stock’s return on the market 18 


return. 19 


  As shown on page 3 of Exhibit JRW-8, the slope of the regression line is the 20 


stock’s ß.  A steeper line indicates that the stock is more sensitive to the return on the 21 


overall market.  This means that the stock has a higher ß and greater-than-average 22 


market risk.  A less steep line indicates a lower ß and less market risk. 23 
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  Several online investment information services, such as Yahoo and Reuters, 1 


provide estimates of stock betas.  Usually these services report different betas for the 2 


same stock.  The differences are usually due to: (1) the time period over which ß is 3 


measured; and (2) any adjustments that are made to reflect the fact that betas tend to 4 


regress to 1.0 over time.  In estimating an equity cost rate for the proxy groups, I am 5 


using the betas for the companies as provided in the Value Line Investment Survey.  6 


As shown on page 3 of Exhibit JRW-8, the median betas for the companies in both the 7 


Electric and Hevert Proxy Groups are 0.55.  8 


Q. PLEASE DISCUSS THE MARKET RISK PREMIUM. 9 


A. The market risk premium is equal to the expected return on the stock market (e.g., the 10 


expected return on the S&P 500, E(Rm) minus the risk-free rate of interest (Rf)).  The 11 


market risk premium is the difference in the expected total return between investing 12 


in equities and investing in “safe” fixed-income assets, such as long-term government 13 


bonds.  However, while the market risk premium is easy to define conceptually, it is 14 


difficult to measure because it requires an estimate of the expected return on the 15 


market - E(Rm).  As is discussed below, there are different ways to measure E(Rm), and 16 


studies have come up with significantly different magnitudes for E(Rm).  As Merton 17 


Miller, the 1990 Nobel Prize winner in economics indicated, E(Rm) is very difficult to 18 


measure and is one of the great mysteries in finance.28  19 


                                                      
28  Merton Miller, “The History of Finance: An Eyewitness Account,” Journal of Applied Corporate Finance, 


2000, p. 3. 
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Q. PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO ESTIMATING 1 


THE MARKET RISK PREMIUM. 2 


A. Page 4 of Exhibit JRW-8 highlights the primary approaches to, and issues in, 3 


estimating the expected market risk premium.  The traditional way to measure the 4 


market risk premium was to use the difference between historical average stock and 5 


bond returns.  In this case, historical stock and bond returns, also called ex post returns, 6 


were used as the measures of the market’s expected return (known as the ex ante or 7 


forward-looking expected return).  This type of historical evaluation of stock and bond 8 


returns is often called the “Ibbotson approach” after Professor Roger Ibbotson, who 9 


popularized this method of using historical financial market returns as measures of 10 


expected returns.  However, this historical evaluation of returns can be a problem 11 


because:  (1) ex post returns are not the same as ex ante expectations; (2) market risk 12 


premiums can change over time, increasing when investors become more risk-averse 13 


and decreasing when investors become less risk-averse; and (3) market conditions can 14 


change such that ex post historical returns are poor estimates of ex ante expectations. 15 


  The use of historical returns as market expectations has been criticized in 16 


numerous academic studies as discussed later in my testimony.  The general theme of 17 


these studies is that the large equity risk premium discovered in historical stock and 18 


bond returns cannot be justified by the fundamental data.  These studies, which fall 19 


under the category “Ex Ante Models and Market Data,” compute ex ante expected 20 


returns using market data to arrive at an expected equity risk premium.  These studies 21 


have also been called “Puzzle Research” after the famous study by Mehra and Prescott 22 
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in which the authors first questioned the magnitude of historical equity risk premiums 1 


relative to fundamentals.29  2 


  In addition, there are a number of surveys of financial professionals regarding 3 


the market risk premium, as well as several published surveys of academics on the 4 


equity risk premium.  CFO Magazine conducts a quarterly survey of CFOs, which 5 


includes questions regarding their views on the current expected returns on stocks and 6 


bonds.  Usually, over 200 CFOs participate in the survey.30  Questions regarding 7 


expected stock and bond returns are also included in the Federal Reserve Bank of 8 


Philadelphia’s annual survey of financial forecasters, which is published as the Survey 9 


of Professional Forecasters.31  This survey of professional economists has been 10 


published for almost 50 years.  In addition, Pablo Fernandez conducts annual surveys 11 


of financial analysts and companies regarding the equity risk premiums used in their 12 


investment and financial decision-making.32   13 


                                                      
29  Rajnish Mehra & Edward C. Prescott, “The Equity Premium: A Puzzle,” Journal of Monetary Economics, 


145 (1985). 


30  DUKE/CFO Magazine Global Business Outlook Survey (https://www.cfosurvey.org). 


31  Federal Reserve Bank of Philadelphia, Survey of Professional Forecasters (Mar. 22, 2019), 
https://www.philadelphiafed.org/-/media/research-and-data/real-time-center/survey-of-professional-
forecasters/2019/spfq119.pdf?la=en. The Survey of Professional Forecasters was formerly conducted by the 
American Statistical Association (“ASA”) and the National Bureau of Economic Research (“NBER”) and 
was known as the ASA/NBER survey.  The survey, which began in 1968, is conducted each quarter.  The 
Federal Reserve Bank of Philadelphia, in cooperation with the NBER, assumed responsibility for the survey 
in June 1990. 


32  Pablo Fernandez, Vitaly Pershin, and Isabel Fernandez Acín, “Market Risk Premium and Risk-Free Rate 
used for 59 countries in 2019: a survey,” IESE Business School, (Apr. 2019), available at: 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3358901. 
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Q. PLEASE PROVIDE A SUMMARY OF THE MARKET RISK PREMIUM 1 


STUDIES. 2 


A. Derrig and Orr, Fernandez, and Song completed the most comprehensive reviews of 3 


the research on the market risk premium.33  Derrig and Orr’s study evaluated the 4 


various approaches to estimating market risk premiums, discussed the issues with the 5 


alternative approaches, and summarized the findings of the published research on the 6 


market risk premium.  Fernandez examined four alternative measures of the market 7 


risk premium – historical, expected, required, and implied.  He also reviewed the 8 


major studies of the market risk premium and presented the summary market risk 9 


premium results.  Song provided an annotated bibliography and highlighted the 10 


alternative approaches to estimating the market risk premium. 11 


  Page 5 of Exhibit JRW-8 provides a summary of the results of the primary risk 12 


premium studies reviewed by Derrig and Orr, Fernandez, and Song, as well as other 13 


more recent studies of the market risk premium.  In developing page 5 of Exhibit JRW-14 


8, I have categorized the types of studies as discussed on page 4 of Exhibit JRW-8.  I 15 


have also included the results of studies of the “Building Blocks” approach to 16 


estimating the equity risk premium.  The Building Blocks approach is a hybrid 17 


approach employing elements of both historical and ex ante models. 18 


Q. PLEASE DISCUSS PAGE 5 OF EXHIBIT JRW-8. 19 


A. Page 5 of Exhibit JRW-8 provides a summary of the results of the market risk premium 20 


studies that I have reviewed.  These include the results of: (1) the various studies of 21 


                                                      
33  See Richard Derrig & Elisha Orr, “Equity Risk Premium: Expectations Great and Small,” Working Paper 


(version 3.0), Automobile Insurers Bureau of Massachusetts, (August 28, 2003); Pablo Fernandez, “Equity 
Premium: Historical, Expected, Required, and Implied,” IESE Business School Working Paper, (2007); 
Zhiyi Song, “The Equity Risk Premium: An Annotated Bibliography,” CFA Institute, (2007). 
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the historical risk premium, (2) ex ante market risk premium studies, (3) market risk 1 


premium surveys of CFOs, financial forecasters, analysts, companies and academics, 2 


and (4) the Building Blocks approach to the market risk premium.  There are results 3 


reported for over 30 studies, and the median market risk premium of these studies is 4 


4.83%. 5 


Q. PLEASE HIGHLIGHT THE RESULTS OF MORE RECENT RISK 6 


PREMIUM STUDIES AND SURVEYS. 7 


A. The studies cited on page 5 of Exhibit JRW-8 include every market risk premium 8 


study and survey I could identify that was published over the past 15 years and that 9 


provided a market risk premium estimate.  Many of these studies were published prior 10 


to the financial crisis that began in 2008.  In addition, some of these studies were 11 


published in the early 2000s at the market peak.  It should be noted that many of these 12 


studies (as indicated) used data over long periods of time (as long as 50 years of data) 13 


and so were not estimating a market risk premium as of a specific point in time (e.g., 14 


the year 2001).  To assess the effect of the earlier studies on the market risk premium, 15 


I have reconstructed page 5 of Exhibit JRW-8 on page 6 of Exhibit JRW-8; however, 16 


I have eliminated all studies dated before January 2, 2010.  The median market risk 17 


premium estimate for this subset of studies is 5.13%. 18 


Q. PLEASE SUMMARIZE THE MARKET RISK PREMIUM STUDIES AND 19 


SURVEYS. 20 


A. As noted above, there are three approaches to estimating the market risk premium – 21 


historic stock and bond returns, ex ante or expected returns models, and surveys.  The 22 


studies on page 6 of Exhibit JRW-8 can be summarized in the following manners: 23 
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 Historic Stock and Bond Returns - Historic stock and bond returns suggest a market 1 


risk premium in the 4.40% to 6.43% range, depending on whether one uses arithmetic 2 


or geometric mean returns. 3 


 Ex Ante Models - Market risk premium studies that use expected or ex ante return 4 


models indicate a market risk premium in the range of 4.29% to 6.00%.   5 


 Surveys - Market risk premiums developed from surveys of analysts, companies, 6 


financial professionals, and academics are lower, with a range from 1.85% to 5.70%. 7 


Q. PLEASE HIGHLIGHT THE EX ANTE MARKET RISK PREMIUM STUDIES 8 


AND SURVEYS THAT YOU BELIEVE ARE MOST TIMELY AND 9 


RELEVANT. 10 


A. I will highlight several studies/surveys. 11 


  CFO Magazine conducts a quarterly survey of CFOs, which includes questions 12 


regarding their views on the current expected returns on stocks and bonds.  In the 13 


December 2019 CFO survey conducted by CFO Magazine and Duke University, 14 


which included approximately 400 responses, the expected 10-year market risk 15 


premium was 4.99% (with an expected S&P 500 stock return of 6.81% and a current 16 


10-year Treasury yield of 1.82%).34  Figure 4, below, shows the market risk premium 17 


associated with the CFO Survey, which has been in the 4.0% range in recent years.  18 


                                                      
34  DUKE/CFO Magazine Global Business Outlook Survey, at 38, (December), https://www.cfosurvey.org/wp-


content/uploads/2019/12/2019-Q4-US-Toplines.pdf. 
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Figure 4 1 
Market Risk Premium 2 


CFO Survey 3 


 4 
Source:  https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3151162 5 


    6 


  Pablo Fernandez conducts annual surveys of financial analysts and companies 7 


regarding the equity risk premiums used in their investment and financial decision-8 


making.35  His survey results are included on pages 5 and 6 of Exhibit JRW-8.  The 9 


results of his 2019 survey of academics, financial analysts, and companies, which 10 


included 4,000 responses, indicated a mean market risk premium employed by U.S. 11 


analysts and companies of 5.6%.36  His estimated market risk premium for the U.S. 12 


has been in the 5.00%-5.60% range in recent years. 13 


  Professor Aswath Damodaran of New York University, a leading expert on 14 


valuation and the market risk premium, provides a monthly updated market risk 15 


premium based on projected S&P 500 EPS and stock price level and long-term interest 16 


                                                      
35  Pablo Fernandez, Vitaly Pershin, and Isabel Fernandez Acín, “Market Risk Premium and Risk-Free Rate 


used for 59 countries in 2019: a survey,” IESE Business School, (Apr. 2019), available at: 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3358901. 


36  Ibid. p. 3. 
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rates.  His estimated market risk premium, shown graphically in Figure 5, below, for 1 


the past 20 years, has primarily been in the range of 5.0% to 6.0% since 2010.  2 


Figure 5 3 
Damodaran Market Risk Premium 4 


 5 
Source: http://pages.stern.nyu.edu/~adamodar/ 6 


  Duff & Phelps, an investment advisory firm, provides recommendations for 7 


the risk-free interest rate and market risk premiums to be used in calculating the cost 8 


of capital data.  Its recommendations over the 2008-2019 time periods are shown on 9 


page 7 of Exhibit JRW-8.  Duff & Phelps’ recommended market risk premium has 10 


been in the 5.0% to 6.0% range over the past decade.  Most recently, in the third quarter 11 


of 2019, Duff & Phelps increased its recommended market risk premium from 5.0% 12 


to 5.50%.37 13 


  KPMG is one of the largest public accounting firms in the world. Its 14 


recommended market risk premium over the 2013-2019 time period is shown in Panel 15 


A of page 8 of Exhibit JRW-8.  KPMG’s recommended market risk premium has been 16 


                                                      
37  Duff & Phelps, “U.S. Equity Risk Premium Recommendation,” (Feb. 19, 2019), 


https://www.duffandphelps.com/insights/publications/cost-of-capital/recommended-us-equity-risk-
premium-and-corresponding-risk-free-rates. 







 


56 
 


in the 5.50% to 6.50% range over this time period.  In the third quarter of 2019, KPMG 1 


increased its estimated market risk premium from 5.50% to 5.75%.38 2 


  Finally, the website market-risk-premia.com provides risk-free interest rates, 3 


implied market risk premiums, and overall cost of capital for 36 countries around the 4 


world.  These parameters for the U.S. over the 2012-2019 time period are shown in 5 


Panel B of page 8 of Exhibit JRW-8.  As of November 30, 2019, market-risk-6 


premia.com estimated an implied cost of capital for the U.S. of 5.78%, consisting of a 7 


risk-free rate of 1.78% and an implied market risk premium of 4.00.39 8 


Q. GIVEN THESE RESULTS, WHAT MARKET RISK PREMIUM ARE YOU 9 


USING IN YOUR CAPM? 10 


A. The studies on page 6 of Exhibit JRW-8, and more importantly the more recent and 11 


relevant studies just cited, suggest that the appropriate market risk premium in the U.S. 12 


is in the 4.0% to 6.0% range.  I will use an expected market risk premium of 5.75%, 13 


which is in the upper end of the range, as the market risk premium. I gave most weight 14 


to the market risk premium estimates of the KPMG, CFO Survey, Duff & Phelps, the 15 


Fernandez survey, and Damodaran.  This is a conservatively high estimate of the 16 


market risk premium considering the many studies and surveys of the market risk 17 


premium. 18 


                                                      
38  KPMG, “Equity Market Risk Premium Research Summary,” (September, 2019), 


https://assets.kpmg/content/dam/kpmg/nl/pdf/2019/advisory/equity-market-risk-premium-research-
summary-300919.pdf 


39    Market-Risk-Premia.com, “Implied Market-risk-premia (market risk premium): USA,” http://www.market-
risk-premia.com/us.html. 
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Q. WHAT EQUITY COST RATE IS INDICATED BY YOUR CAPM ANALYSIS? 1 


A. The results of my CAPM study for the proxy groups are summarized on page 1 of 2 


Exhibit JRW-8 and in Table 6 below. 3 


Table 6 4 
CAPM-Derived Equity Cost Rate/ROE 5 


K =  (Rf) + ß *  [E(Rm) - (Rf)] 6 


 Risk-Free 
Rate 


Beta Equity Risk 
Premium 


Equity  
Cost Rate 


Electric Proxy Group 3.75% 0.55 5.75%     7.3% 
Hevert Proxy Group 3.75% 0.55 5.75%     7.2% 


  7 


  For the both the Electric and Hevert Proxy Groups, the risk-free rate of 3.75% 8 


plus the product of the beta of 0.55 times the equity risk premium of 5.75% results in 9 


a 6.9% equity cost rate.   10 


Q. THESE CAPM EQUITY COST RATES SEEM LOW. WHY IS THAT? 11 


A. One major factor is that the riskiness of utilities has declined in recent years, and this 12 


lower risk is reflected in their betas.  Utility betas have been in the .70 to .75 range in 13 


recent years.  But they have declined in the past year and are now are primarily in the 14 


0.55 to 0.60 range. 15 


 16 


D. Equity Cost Rate Summary 17 


 18 


Q. PLEASE SUMMARIZE THE RESULTS OF YOUR EQUITY COST RATE 19 


STUDIES. 20 


A. My DCF analyses for the Electric and Hevert Proxy Groups indicate equity cost rates 21 


of 8.25% and 8.40%, respectively.  The CAPM equity cost rates for both groups are 22 


6.90%.  Table 7, below, shows these results. 23 
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 1 
 2 


Table 7 3 
ROEs Derived from DCF and CAPM Models 4 


 DCF CAPM 
Electric Proxy Group 8.25% 6.90% 
Hevert Proxy Group 8.40% 6.90% 


 5 


Q. GIVEN THESE RESULTS, WHAT IS YOUR ESTIMATED EQUITY COST 6 


RATE FOR THE GROUPS? 7 


A. Given these results, I conclude that the appropriate equity cost rate for companies in 8 


the Electric and Hevert Proxy Groups is in the 6.90% to 8.40% range.    9 


Q. WHAT EQUITY COST RATE ARE YOU RECOMMENDING FOR DPL? 10 


A. Given these results, I am recommending an equity cost rate or ROE for  DPL of 8.40%.  11 


I believe that this equity cost rate accurately reflects the market cost of equity capital 12 


currently.  As I previously noted, capital costs in the U.S. remain low, with low 13 


inflation and interest rates, very modest economic growth, and the stock market at an 14 


all-time high. I believe that this range accurately reflects current capital market data. 15 


However, I recognize that this range is below the authorized ROEs for electric utility 16 


companies nationally. Therefore, as a primary ROE for DPL, I am recommending 17 


9.0%.  This recommendation: (1) gives weight to the higher authorized ROEs for 18 


electric utility companies; and (2) recognizes the concept of ‘gradualism’ in which 19 


authorized ROEs are adjusted on a gradual basis to reflect capital market data. 20 


Q. ARE YOU ALSO PROVIDING AN ALTERNATIVE RATE OF RETURN 21 


RECOMMENDATION FOR THE COMPANY? 22 


A. Yes.  As indicated above, I believe that my equity cost rate range, 6.90% to 8.40%, 23 


accurately reflects current capital market data.  To reflect these low capital costs, my 24 
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alternative ROE recommendation is 8.40%, which is at the high end of my equity cost 1 


rate range.   2 


Q. PLEASE INDICATE WHY YOUR EQUITY COST RATE 3 


RECOMMENDATIONS OF 9.0%/8.40% ARE APPROPRIATE FOR DPL. 4 


A. There are a number of reasons why an equity cost rate of 9.0%/8.40% is appropriate 5 


and fair for the Company in this case: 6 


  1. DPL’ s investment risk, as indicated by its S&P credit rating of A-, is a little 7 


below the averages of the Electric and Hevert Proxy Groups; 8 


  2. As shown in Exhibits JRW-5, capital costs for utilities, as indicated by long-9 


term utility bond yields, are still at historically low levels.  In addition, given low 10 


inflationary expectations and slow global economic growth, interest rates are likely to 11 


remain at low levels for some time; 12 


  3. As shown in Exhibit JRW-5, the electric utility industry is among the lowest 13 


risk industries in the U.S. as measured by beta.  Most notably, the betas for electric 14 


utilities have been declining in recent years, which indicates the risk of the industry 15 


has declined.  Overall, the cost of equity capital for this industry is the lowest in the 16 


U.S., according to the CAPM; 17 


  4. I have recommended an equity cost rate at the high end of the range of my 18 


ROE outcomes; 19 


  5. As shown in Figure 3, the authorized ROEs for electric utility and gas 20 


distribution companies have declined in recent years.  On an annual basis, these 21 


authorized ROEs for electric utilities have declined from an average of 10.01% in 22 


2012, 9.8% in 2013, 9.76% in 2014, 9.58% in 2015, 9.60% in 2016, 9.68% in 2017, 23 
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9.56% in 2018, and 9.64% in of 2019, according to Regulatory Research Associates.40  1 


In my opinion, these authorized ROEs have lagged behind capital market cost rates, 2 


or in other words, authorized ROEs have been slow to reflect low capital market cost 3 


rates.  However, the trend has been towards lower ROEs, and the norm now is below 4 


ten percent.  Hence, I believe that my recommended ROE reflects the low capital cost 5 


rates in today’s markets, and these low capital cost rates are finally being recognized 6 


by state utility commissions. 7 


Q. DO YOU BELIEVE THAT YOUR ROE RECOMMENDATION MEETS HOPE 8 


AND BLUEFIELD STANDARDS? 9 


A. Yes, I do.  As previously noted, according to the Hope and Bluefield decisions, returns 10 


on capital should be:  (1) comparable to returns investors expect to earn on other 11 


investments of similar risk; (2) sufficient to assure confidence in the company’s 12 


financial integrity; and (3) adequate to maintain and support the company’s credit and 13 


to attract capital.   14 


Q. PLEASE ALSO DISCUSS YOUR RECOMMENDATION IN LIGHT OF A 15 


MOODY’S PUBLICATION ON ROES AND CREDIT QUALITY. 16 


A. In an article published by Moody’s on utility ROEs and credit quality, Moody’s 17 


recognizes that authorized ROEs for electric and gas companies are declining due to 18 


lower interest rates.  The article explains:41  19 


The credit profiles of US regulated utilities will remain intact over 20 
the next few years despite our expectation that regulators will 21 
continue to trim the sector’s profitability by lowering its authorized 22 
returns on equity (ROE). Persistently low interest rates and a 23 


                                                      
40  S&P Global Market Intelligence, RRA Regulatory Focus, 2020.   


41  Moody’s Investors Service, “Lower Authorized Equity Returns Will Not Hurt Near-Term Credit Profiles,” 
March 10, 2015. 
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comprehensive suite of cost recovery mechanisms ensure a low 1 
business risk profile for utilities, prompting regulators to scrutinize 2 
their profitability, which is defined as the ratio of net income to book 3 
equity. We view cash flow measures as a more important rating 4 
driver than authorized ROEs, and we note that regulators can lower 5 
authorized ROEs without hurting cash flow, for instance by 6 
targeting depreciation, or through special rate structures. 7 


  Moody’s indicates that with the lower authorized ROEs, electric and gas 8 


companies are earning ROEs of 9.0% to 10.0%, yet this is not impairing their credit 9 


profiles and is not deterring them from raising record amounts of capital.   10 


  With respect to authorized ROEs, Moody’s recognizes that utilities and 11 


regulatory commissions are having trouble justifying higher ROEs in the face of lower 12 


interest rates and cost recovery mechanisms:42 13 


Robust cost recovery mechanisms will help ensure that US regulated 14 


utilities’ credit quality remains intact over the next few years. As a 15 


result, falling authorized ROEs are not a material credit driver at 16 


this time, but rather reflect regulators' struggle to justify the cost of 17 


capital gap between the industry’s authorized ROEs and persistently 18 


low interest rates. We also see utilities struggling to defend this gap, 19 


while at the same time recovering the vast majority of their costs 20 


and investments through a variety of rate mechanisms. 21 


 Overall, this article further supports the prevailing/emerging belief that lower 22 


authorized ROEs are unlikely to hurt the financial integrity of utilities or their ability 23 


to attract capital.  24 


Q. ARE UTILITIES ABLE TO ATTRACT CAPITAL WITH THE LOWER 25 


ROES? 26 


A. Moody’s also highlights in the article that utilities are raising about $50 billion a year 27 


in debt capital, despite the lower ROEs. 28 


                                                      
42  Id. 
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 1 
VI.  CRITIQUE OF DPL’ S RATE OF RETURN TESTIMONY 2 


 3 


Q. PLEASE SUMMARIZE THE COMPANY’S COST OF EQUITY CAPITAL 4 


RECOMMENDATION. 5 


A. The Company has proposed a capital structure of 49.47% long-term debt and 50.53% 6 


common equity and a long-term debt cost rate of 4.03%.  Mr. Hevert has 7 


recommended a common equity cost rate of 10.30%.  The Company’s overall 8 


proposed rate of return is 7.20%. 9 


Q. WHAT ISSUES DO YOU HAVE WITH THE COMPANY’S COST OF EQUITY 10 


CAPITAL POSITION? 11 


A. I have a number of issues with the Company’s ROE position: 12 


Capital Market Conditions – Mr. Hevert’s analyses, ROE results, and 13 


recommendations reflect an assumption of higher interest rates and capital costs that 14 


is inconsistent with current trends. Despite the Federal Reserve’s moves to increase 15 


the federal funds rate over the 2015-18 time period, interest rates and capital costs 16 


remained at low levels.  In 2019, interest rates fell dramatically with moderate 17 


economic growth and low inflation.  The Federal Reserve cut the federal fund rate 18 


three times (July, September, and October) and the 30-year yield traded at all-time low 19 


levels.  Interest rates have continued to decline in 2020. 20 


 DPL’s Investment Risk is Below the Averages of the Two Proxy Groups – Mr. Hevert 21 


cites the Company’s capital expenditures to imply that DPL is riskier than his proxy 22 


group.  However, his assessment of DPL’s risk is erroneous.  The assessment of capital 23 


expenditures is part of the credit rating process, and DPL’s Standard & Poor’s 24 
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("S&P's") credit rating of A- suggests that the Company’s investment risk is below the 1 


averages of the proxy groups. 2 


 Disconnect Between Mr. Hevert’s Equity Cost Rate Studies and his 10.30% ROE 3 


Recommendation – There is a disconnect between Mr. Hevert’s equity cost rate results 4 


and his 10.30% ROE recommendation.  Simply stated, the vast majority of his equity 5 


cost rate results point to a lower ROE.  In fact, the only results that point to an ROE 6 


as high as 10.30% are some of his CAPM/Empirical CAPM ("ECAPM") results, 7 


which, as I explain later in my testimony, are derived from seriously flawed analyses.  8 


As a result, Mr. Hevert’s ROE recommendation is based on: (1) the results of only one 9 


model (the CAPM); and, even more narrowly, (2) primarily Value Line data.  10 


Otherwise, Mr. Hevert provides no other equity cost rate studies that support his 11 


10.30% ROE recommendation. 12 


 DCF Equity Cost Rate - The DCF Equity Cost Rate is estimated by summing the 13 


stock’s dividend yield and investors’ expected long-run growth rate in dividends paid 14 


per share.  I have three central issues regarding Mr. Hevert’s DCF analysis: (1) Mr. 15 


Hevert has given very little weight to his constant-growth DCF results in determining 16 


his recommended ROE; (2) He has claimed that the DCF results underestimate the 17 


market-determined cost of equity capital due to high utility stock valuations and low 18 


dividend yields; and (3) he relies exclusively on the overly optimistic and upwardly 19 


biased EPS growth rate forecasts of Wall Street analysts and Value Line.  20 


 CAPM Approach - The CAPM approach requires an estimate of the risk-free interest 21 


rate, the beta, and the market or equity risk premium. There are three primary issues 22 


with Mr. Hevert’s CAPM analyses: (1) The  long-term projected 30-year Treasury 23 
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yield of 3.70%; (2) Mr. Hevert has employed an ad hoc version of the CAPM, the 1 


ECAPM; and (3) most significantly, Mr. Hevert’s market risk premiums of 10.63% 2 


and 12.32% include highly unrealistic assumptions regarding future economic and 3 


earnings growth and stock returns. Mr. Hevert has employed analysts’ three-to-five-4 


year growth-rate projections for EPS to compute an expected market return and market 5 


risk premium.  These EPS growth-rate projections and the resulting expected market 6 


returns and market risk premiums include highly unrealistic assumptions regarding 7 


future economic and earnings growth and stock returns. 8 


 Alternative Risk Premium Model - Mr. Hevert estimates an equity cost rate using an 9 


alternative risk premium model which he calls the Bond Yield Risk Premium 10 


(“BYRP”) approach.  The risk premium in his BYRP method is based on the historical 11 


relationship between the yields on long-term Treasury yields and authorized ROEs for 12 


electric utility companies.  There are several issues with this approach including: (1) 13 


it is a gauge of commission behavior and not investor behavior; (2) Mr. Hevert’s 14 


methodology produces an inflated measure of the risk premium he uses historical 15 


authorized ROEs and Treasury yields, and applies the resulting risk premium to projected 16 


Treasury yields; and (3) the risk premium is inflated as a measure of investor’s required 17 


risk premium because electric utility companies have been selling at market-to-book 18 


ratios in excess of 1.0.  This indicates that the authorized rates of return have been 19 


greater than the return that investors require. 20 


 Expected Earnings Approach - Mr. Hevert also uses the Expected Earnings approach 21 


to corroborate his recommended equity cost range for the Company.  Mr. Hevert 22 


computes the expected ROE as forecasted by Value Line for his proxy group as well 23 
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as for Value Line’s universe of electric utilities. Mr. Hevert's Expected Earnings 1 


approach does not measure the market cost of equity capital, is independent of most 2 


cost of capital indicators, and has several other empirical issues. Therefore, the 3 


Commission should ignore Mr. Hevert’s Expected Earnings approach in determining 4 


the appropriate ROE for DPL. 5 


 Other Issues - Mr. Hevert also considers two other factors in arriving at his 10.30% 6 


ROE recommendation.  Mr. Hevert argues that the Company’s high level of capital 7 


expenditures increases its risk relative to  other electric utilities.   However, as I noted 8 


above, DPL’s investment risk as measured by S&P is below the average of the proxy 9 


groups.  Second, Mr. Hevert also considers flotation costs in making his ROE 10 


recommendation of 10.30. However, he has not identified any flotation costs for DPL 11 


and in recent Orders the Maryland Commission has only has granted flotation costs 12 


where the utility has demonstrated that it incurred verifiable costs of issuing new stock 13 


during the test year or will incur such flotation costs during the rate effective period.43 14 


Capital market conditions and the investment risk of  DPL were previously 15 


discussed.  The other issues are addressed below. 16 


 17 


                                                      
43  Order No. 89072, In re Potomac Edison Co., Maryland Public Service Commission. p. 76 (Case No. 9490, 


March 22, 2019)   
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A. The Disconnect Between Mr. Hevert’s Equity Cost Rate Results 1 
and His 10.30% ROE Recommendation 2 


 3 


Q. PLEASE REVIEW MR. HEVERT’S EQUITY COST RATE RESULTS AND 4 


HIS 10.30% ROE RECOMMENDATION. 5 


A. Page 1 of Exhibit JRW-9 shows Mr. Hevert’s equity cost rate results using the DCF, 6 


CAPM, and BYRP approaches.  There appears to be a disconnect between these 7 


results and his 10.30% ROE recommendation.  First, it is very difficult to see exactly 8 


how he gets to his 10.30% ROE recommendation.  He provides no details on how he 9 


weighted his equity cost rate results to get to 10.30%.    10 


  Second, the vast majority of his equity cost rate results point to a lower ROE.  11 


The average of his DCF results is 8.61%, to which he clearly gave no weight.  His 12 


BYRP results, which are inflated because he has used projected interest rates, average 13 


9.98%.  The average of his CAPM results, calculated using data from Bloomberg and 14 


Value Line, is 8.87%.  These results clearly do not support a ROE of 10.30%.   15 


  Finally, the only results that point to a ROE as high as 10.30% are his ECAPM 16 


results using Value Line betas.  As a result, Mr. Hevert’s ROE recommendation is 17 


based on: (1) the results of only one ad hoc CAPM model (the ECAPM); and, even 18 


more narrowly, (2) only one source of financial information for betas (Value Line).  In 19 


addition, as discussed below, there are a number of empirical issues with the Value 20 


Line projected EPS growth rates which result in an overstated expected market return 21 


and market risk premium.  Otherwise, Mr. Hevert provides no other credible equity 22 


cost rate studies that support his 10.30% ROE recommendation.  Therefore, his ROE 23 


recommendation is based on not only one model (ECAPM), but also on only one 24 
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information source (Value Line).  There are obvious risks to relying on only one 1 


approach and information source to estimate the cost of equity capital. 2 


Q. HAS THE MARYLAND COMMISSION ADDRESSED THE ISSUE OF THE 3 


RELIANCE OF THE RESULTS OF ONLY ONE MODEL TO ESTIMATE 4 


THE COST OF EQUITY CAPITAL FOR A UTILITY? 5 


A. Yes, In an Order issued in 2019 for a rate case involving the Potomac Edison Co., the 6 


Commission noted the drawbacks of reliance on the results of only one model.  7 


Specifically, the Commission noted the following: “The ROE witnesses in this 8 


proceeding used various analyses to estimate the appropriate return on equity for 9 


Potomac Edison’s electric distribution operations, including the DCF model, the 10 


CAPM (including the traditional and empirical versions), risk premium 11 


methodologies, and comparable earnings models. Although the witnesses argued 12 


strongly over the correctness of their competing analyses, the Commission is not 13 


willing to rule that there can be only one correct method for calculating a ROE.”44 14 


 15 


B. DCF Approach 16 


 17 
Q. PLEASE SUMMARIZE MR. HEVERT’S DCF ESTIMATES. 18 


A. On pages 16-22 of his testimony and in Exhibit No. RBH-1, Mr. Hevert develops an 19 


equity cost rate by applying the DCF model to the Hevert Proxy Group.  Mr. Hevert’s 20 


DCF results are summarized on page 2 of my Exhibit JRW-9.  He uses constant-21 


growth and multistage growth DCF models.  Mr. Hevert uses three dividend-yield 22 


                                                      


44  Order No. 89072, In re Potomac Edison Co., Maryland Public Service Commission. p. 72 (Case No. 9490, 
March 22, 2019)   
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measures (30, 90, and 180 days) in his DCF models.  In his constant-growth and 1 


quarterly DCF models, Mr. Hevert has relied on the forecasted EPS growth rates of 2 


Zacks, IBES, and Value Line.  For each model, he reports Mean Low, Mean and Mean 3 


High results. 4 


Q. WHAT ARE THE ERRORS IN MR. HEVERT’S DCF ANALYSES? 5 


A. The primary errors in Mr. Hevert’s DCF analyses are: (1) the low weight he gives to his 6 


constant-growth DCF results, (2) He has claimed that the DCF results underestimate 7 


the market-determined cost of equity capital due to high utility stock valuations and 8 


low dividend yields; and (3) he relies exclusively on the overly optimistic and 9 


upwardly biased EPS growth rate forecasts of Wall Street analysts and Value Line.  10 


 11 
1. The Low Weight Given to the DCF Results 12 


 13 
Q. HOW MUCH WEIGHT HAS MR. HEVERT GIVEN HIS DCF RESULTS IN 14 


ARRIVING AT AN EQUITY COST RATE FOR THE COMPANY? 15 


A. Apparently, very little, if any.  The average of his mean constant-growth DCF equity 16 


cost rates is only 8.87%.  Had he given these results any weight, he would have arrived 17 


at a much lower recommendation for his estimated cost of equity. 18 


 19 
2. The DCF Model Understates the Cost of Equity Capital 20 


 21 
 22 


Q. PLEASE EXPLAIN MR. HEVERT'S CLAIM THAT THE DCF MODEL 23 


UNDERSTATES THE COST OF EQUITY CAPITAL. 24 


A. In his Direct testimony at pp. 5 – 11, Mr. Hevert expresses concern with the constant-25 


growth DCF model results in light of current capital market conditions, which include 26 


high utility stock valuations and low dividend yields. However, Mr. Hevert’s 27 







 


69 
 


arguments on this issue are without merit for the following reasons.  First, he is saying 1 


that utility stocks are overvalued, and their stock prices will decline in the future (and 2 


therefore their dividend yield will increase).  Hence, Mr. Hevert presumes that 3 


investors in the stock market are wrong in valuing utility stocks.  If he believes that 4 


utility stock prices will decline in the future, he should be recommending a negative 5 


expected return because a decline in utility stock prices would produce negative stock 6 


returns in the future.  Second, the DCF approach directly measures the cost of equity 7 


because it uses dividends, stock prices, and expected growth rates; Third, the CAPM 8 


is an indirect method of measuring the cost of equity with the only company-specific 9 


input being beta.  In addition, it is highly dependent on the market risk premium which, 10 


as discussed above, is one of the great mysteries in finance. Fourth, as discussed 11 


below, Mr. Hevert’s CAPM result is grossly inflated due to its unrealistic assumptions 12 


on future earnings, economic growth, and future stock returns. 13 


Q. ARE THERE OTHER REASONS WHY UTILITY STOCK STOCKS HAVE 14 


PERFORMED SO WELL AND HAVE RELATIVELY HIGH VALUATIONS? 15 


A. Yes. As discussed in a Moody’s article, utilities have achieved higher market 16 


valuations due to cost recovery mechanisms that have reduced the risk of the utility 17 


industry, which have led to higher valuation levels. 18 


As utilities increasingly secure more up-front assurance for cost recovery in 19 


their rate proceedings, we think regulators will increasingly view the sector as 20 


less risky. The combination of low capital costs, high equity market valuation 21 


multiples (which are better than or on par with the broader market despite the 22 


regulated utilities' low risk profile), and a transparent assurance of cost 23 
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recovery tend to support the case for lower authorized returns, although 1 


because utilities will argue they should rise, or at least stay unchanged.45 2 


 Therefore, Mr. Hevert’s suggestion that the constant-growth DCF results provide low 3 


equity cost rate results due to current market conditions is incorrect.  As indicated by 4 


Moody’s, the lower risk of utilities has led to higher valuation levels. 5 


 6 
3. Wall Street Analysts’ EPS Growth Rate Forecasts  7 


 8 
Q. PLEASE DISCUSS MR. HEVERT’S EXCLUSIVE RELIANCE ON THE 9 


PROJECTED GROWTH RATES OF WALL STREET ANALYSTS AND 10 


VALUE LINE FOR HIS DCF ANALYSIS. 11 


A. It seems highly unlikely that investors today would rely exclusively on the EPS growth 12 


rate forecasts of Wall Street analysts and ignore other growth rate measure in arriving 13 


at their expected growth rates for equity investments.  As I previously stated, the 14 


appropriate growth rate in the DCF model is the dividend growth rate, not the earnings 15 


growth rate.  Hence, consideration must be given to other indicators of growth, 16 


including historical prospective dividend growth, internal growth, as well as projected 17 


earnings growth.   18 


  Finally, and most significantly, it is well-known that the long-term EPS growth 19 


rate forecasts of Wall Street securities analysts are overly optimistic and upwardly 20 


biased.  In addition, as discussed above, the projected EPS growth rate forecasts have 21 


been shown to be overly-optimistic and upwardly biased. 22 


                                                      
45  Moody’s Investors Service, “Lower Authorized Equity Returns Will Not Hurt Near-Term Credit Profiles,” 


March 10, 2015, p. 3. 
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  Hence, using these growth rates as a DCF growth rate produces an overstated 1 


equity cost rate.  A 2007 study by Easton and Sommers found that optimism in 2 


analysts’ earnings growth rate forecasts leads to an upward bias in estimates of the 3 


cost of equity capital of almost 3.0 percentage points.46  4 


 5 
C. CAPM Approach 6 


 7 
Q. PLEASE DISCUSS MR. HEVERT’S CAPM. 8 


A. On pages 21-6 of his testimony and in Exhibit Nos. RBH-2-RBH-4, Mr. Hevert develops 9 


an equity cost rate by applying the CAPM model to the companies in his proxy group.  10 


The CAPM approach requires an estimate of the risk-free interest rate, beta, and the 11 


market risk premium.  Mr. Hevert uses three different measures of the 30-Year 12 


Treasury bond yield: (a) current yield of 2.18%, a near-term projected yield of 2.28%,  13 


and a long-term projected yield of 3.70%; (b) two different betas (an average 14 


Bloomberg beta of 0.502 and an average Value Line beta of 0.57); and (c) two market 15 


risk premium measures – a Bloomberg, DCF-derived market risk premium of 10.63% 16 


and a Value Line DCF-derived market risk premium of 12.32%.  Based on these 17 


figures, he finds a CAPM equity cost rate range from 7.51% to 10.73%.  Mr. Hevert 18 


also employs an ad hoc version of the CAPM, the ECAPM, which makes inappropriate 19 


adjustments to the risk-free rate and the market risk premium and is an untested model 20 


in academic and profession research.  His ECAPM results range from 8.84% to 21 


12.05%. Mr. Hevert’s CAPM/ECAPM results are summarized on page 2 of Exhibit 22 


JRW-9. 23 


                                                      
46  Easton, P., & Sommers, G. (2007). “Effect of Analysts’ Optimism on Estimates of the Expected Rate of 


Return Implied by Earnings Forecasts.” Journal of Accounting Research, 45(5), 983–1015. 
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Q. WHAT ARE THE ERRORS IN MR. HEVERT’S CAPM ANALYSES? 1 


A. As explained further below, there are three issues with Mr. Hevert’s CAPM analyses: 2 


(1) The  long-term projected 30-year Treasury yield of 3.70%; (2) the employment of  3 


an ad hoc version of the CAPM, i.e. the ECAPM; and (3) most significantly, the 4 


inclusion of highly unrealistic assumptions regarding future economic and earnings 5 


growth and stock returns in his market risk premiums of 10.63% and 12.32%.  6 


 7 


1. The Long-Term Projected Risk-Free Interest Rate 8 


 9 


Q. PLEASE DISCUSS THE RISK-FREE RATE OF INTEREST IN MR. HEVERT'S 10 


CAPM/ECAPM. 11 


A. Mr. Hevert has used a long-term projected risk-free rate of 3.70% in his CAPM/ECAPM 12 


analyses.  The actual yield on 30-year Treasury bonds has been in the 2.10% range in 13 


recent months.  As such, Mr. Hevert’s projected risk-free rate is 160 basis points above 14 


the current yield. This projected yield is excessive for two reasons.  First, as discussed 15 


previously, economists are always predicting that interest rates are going up, and yet they 16 


are almost always wrong.  Obviously, investors are well aware of the consistently wrong 17 


forecasts of higher interest rates, and therefore place little weight on such forecasts.  18 


Second, investors would not be buying long-term Treasury bonds at their current yields 19 


if they expected interest rates to suddenly increase.  If interest rates do increase, the prices 20 


of the bonds investors bought at today’s yields, go down, thereby producing a negative 21 


return.  22 


 23 
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2. The ECAPM Approach 1 


 2 


Q. WHAT ISSUES DO YOU HAVE WITH MR. HEVERT’S ECAPM? 3 


A. Mr. Hevert has employed a variation of the CAPM which he calls the "ECAPM". The 4 


ECAPM, as popularized by rate of return consultant Dr. Roger Morin, attempts to 5 


model the well-known finding of tests of the CAPM that have indicated the Security 6 


Market Line (“SML”) is not as steep as predicted by the CAPM.47 As such, the 7 


ECAPM is nothing more than an ad hoc version of the CAPM and has not been 8 


theoretically or empirically validated in refereed journals. The ECAPM uses weighting 9 


to adjust the risk-free rate and market risk premium in applying the ECAPM. Mr. Hevert 10 


uses 0.25 and 0.75 factors in his ECAPM. 11 


  Besides the fact that the ECAPM is not a recognized equity cost rate model, Mr. 12 


Hevert has already accounted for any empirical issues with the CAPM by using adjusted 13 


betas from Value Line. Adjusted betas address the empirical issues with the CAPM by 14 


increasing the expected returns for low beta stocks and decreasing the returns for high 15 


beta stocks.  16 


 17 


 18 


                                                      
47    In Modern Capital Market theory, the Security Market Line is the relationship between the expected return 


on common stocks and beta.  







 


74 
 


3. Market Risk Premiums 1 


 2 


Q. PLEASE ASSESS MR. HEVERT’S MARKET RISK PREMIUMS DERIVED 3 


FROM APPLYING THE DCF MODEL TO THE S&P 500 AND VALUE LINE 4 


INVESTMENT SURVEY. 5 


A. Table 8 provides the details as to how Mr. Hevert computes his Bloomberg and Value 6 


Line market risk premiums.  Mr. Hevert computes market risk premiums of 10.63% 7 


and 12.32%, respectively, by (a) calculating an expected market return by applying 8 


the DCF model to the S&P 500; and then (b) subtracting the current 30-year Treasury 9 


bond yield of 2.18% from his estimate of the expected market return.  Mr. Hevert also 10 


uses (1) a dividend yield of 1.90% and an expected DCF growth rate of 10.91% for 11 


Bloomberg and (2) a dividend yield of 2.06% and an expected DCF growth rate of 12 


12.44% for Value Line. The resulting expected annual S&P 500 stock market returns 13 


using this approach are 12.81% (using Bloomberg three-to-five-year EPS growth rate 14 


estimates) and 14.50% (using Value Line’s five-year EPS growth rate estimates).  As 15 


discussed below, these expected EPS growth rates and expected stock market returns 16 


and market risk premiums are totally unrealistic. 17 


Table 8 18 
Market Risk Premiums Derived from Expected Market Returns 19 


Using Value Line and Bloomberg Projected EPS Growth Rate 20 
 21 
           VL DCF      BL DCF 22 
                                                           Exp. Ret.     Exp. Ret. 23 


       24 
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Q. ARE MR. HEVERT’S MARKET RISK PREMIUMS OF 10.63% AND 12.32% 1 


REFLECTIVE OF THE MARKET RISK PREMIUMS FOUND IN STUDIES 2 


AND SURVEYS OF THE MARKET RISK PREMIUM? 3 


A. No.  These are well in excess of market risk premiums, whether found in studies of 4 


the market risk premium by leading academic scholars, produced by analyses of 5 


historic stock and bond returns or found in surveys of financial professionals.  Page 5 6 


of Exhibit JRW-8 provides the results of over 30 market risk premium studies from 7 


the past 15 years.  Historic stock and bond returns suggest a market risk premium in 8 


the 4.5% to 7.0% range, depending on whether one uses arithmetic or geometric mean 9 


returns.  There have been many studies using expected return (i.e. ex ante) models, 10 


and their market risk premium results vary from as low as 2.0% to as high as 7.31%.  11 


Finally, the market risk premiums developed from surveys of analysts, companies, 12 


financial professionals, and academics suggest lower market risk premiums, in a range 13 


of 1.91% to 5.70%.  The bottom line is that there is no support in historic return data, 14 


surveys, academic studies, or reports for investment firms for market risk premiums 15 


as high as those used by Mr. Hevert.   16 


Q. PLEASE AGAIN ADDRESS THE ISSUES WITH ANALYSTS’ EPS GROWTH 17 


RATE FORECASTS. 18 


A. The key point is that Mr. Hevert’s CAPM market risk premium methodology is based 19 


entirely on the concept that analyst projections of companies’ three-to-five EPS 20 


growth rates reflect investors’ expected long-term EPS growth for those companies.  21 


However, this seems highly unrealistic given the research on these projections.  As 22 


previously noted, numerous studies have shown that the long-term EPS growth rate 23 







 


76 
 


forecasts of Wall Street securities analysts are overly optimistic and upwardly 1 


biased.48  Moreover, a 2011 study showed that analysts’ forecasts of EPS growth over 2 


the next three-to-five years earnings are no more accurate than their forecasts of the 3 


next single year’s EPS growth.49  The overly-optimistic inaccuracy of analysts’ growth 4 


rate forecasts leads to an upward bias in equity cost estimates that has been estimated 5 


at about 300 basis points.50  6 


Q. HAVE CHANGES IN REGULATIONS IMPACTED THE UPWARD BIAS IN 7 


WALL STREET ANALYSTS' THREE-TO-FIVE YEAR EPS GROWTH RATE 8 


FORECASTS? 9 


A. No. A number of the studies I have cited here demonstrate that the upward bias has 10 


continued despite changes in regulations and reporting requirements over the past two 11 


decades.  This observation is highlighted by a 2010 McKinsey study entitled “Equity 12 


Analysts: Still Too Bullish,” which involved a study of the accuracy of analysts’ long-13 


term EPS growth rate forecasts. The authors conclude that after a decade of stricter 14 


regulation, analysts’ long-term earnings forecasts continue to be excessively 15 


optimistic.  They made the following observation:51 16 


Alas, a recently completed update of our work only reinforces 17 


                                                      
48  Such studies include: R.D. Harris, “The Accuracy, Bias, and Efficiency of Analysts’ Long Run Earnings 


Growth Forecasts,” Journal of Business Finance & Accounting, pp. 725-55 (June/July 1999); P. DeChow, 
A. Hutton, and R. Sloan, “The Relation Between Analysts’ Forecasts of Long-Term Earnings Growth and 
Stock Price Performance Following Equity Offerings,” Contemporary Accounting Research (2000); K. 
Chan, L., Karceski, J., & Lakonishok, J., “The Level and Persistence of Growth Rates,” Journal of Finance, 
pp. 643−684, (2003); M. Lacina, B. Lee, and Z. Xu, Advances in Business and Management Forecasting 
(Vol. 8), Kenneth D. Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101.  


49  M. Lacina, B. Lee, & Z. Xu, Advances in Business and Management Forecasting, (Vol. 8), Kenneth D. 
Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101.  


50  Peter D. Easton & Gregory A. Sommers, “Effect of Analysts’ Optimism on Estimates of the Expected Rate 
of Return Implied by Earnings Forecasts,” 45, Journal of Accounting Research, pp. 983–1015 (2007). 


51    Marc H. Goedhart, Rishi Raj, and Abhishek Saxena, “Equity Analysts, Still Too Bullish,” McKinsey on 
Finance, pp. 14-17, (Spring 2010) (emphasis added). 
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this view—despite a series of rules and regulations, dating to 1 
the last decade, that were intended to improve the quality of the 2 
analysts’ long-term earnings forecasts, restore investor 3 
confidence in them, and prevent conflicts of interest. For 4 
executives, many of whom go to great lengths to satisfy Wall 5 
Street’s expectations in their financial reporting and long-term 6 
strategic moves, this is a cautionary tale worth remembering. 7 
This pattern confirms our earlier findings that analysts typically 8 
lag behind events in revising their forecasts to reflect new 9 
economic conditions. When economic growth accelerates, the 10 
size of the forecast error declines; when economic growth 11 
slows, it increases.  So as economic growth cycles up and down, 12 
the actual earnings S&P 500 companies report occasionally 13 
coincide with the analysts’ forecasts, as they did, for example, 14 
in 1988, from 1994 to 1997, and from 2003 to 2006. Moreover, 15 
analysts have been persistently overoptimistic for the past 25 16 
years, with estimates ranging from 10 to 12 percent a year, 17 
compared with actual earnings growth of 6 percent.  Over this 18 
time frame, actual earnings growth surpassed forecasts in only 19 
two instances, both during the earnings recovery following a 20 
recession.  On average, analysts’ forecasts have been almost 21 
100 percent too high. 22 


This is the same observation made in a Bloomberg Businessweek article.52  The 23 


author concluded:  24 


The bottom line: Despite reforms intended to improve Wall 25 
Street research, stock analysts seem to be promoting an overly 26 
rosy view of profit prospects.  27 


 28 


Q. IS THERE OTHER EVIDENCE THAT INDICATES THAT MR. HEVERT’S 29 


MARKET RISK PREMIUMS COMPUTED USING S&P 500 EPS GROWTH 30 


RATE ARE EXCESSIVE? 31 


A. Beyond my previous discussion of the upwardly biased nature of analysts’ projected 32 


EPS growth rates, the fact is that long-term EPS growth rates of 10.91% and 12.44% 33 


                                                      
52  Roben Farzad, “For Analysts, Things Are Always Looking Up,” Bloomberg Businessweek (June 10, 2010), 


https://www.bloomberg.com/news/articles/2010-06-10/for-analysts-things-are-always-looking-up. 
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are inconsistent with both historic and projected economic and earnings growth in the 1 


U.S for several reasons.  Long-term EPS and economic growth is about one-half of 2 


Mr. Hevert’s projected EPS growth rates of 10.91% and 12.44%. Long-term EPS and 3 


Gross Domestic Product ("GDP") growth are directly linked. More recent trends in 4 


GDP growth, as well as projections of GDP growth, suggest slower economic and 5 


earnings growth in the future. 6 


  Long-Term Historic EPS and GDP Growth have been in the 6%-7% Range - I 7 


performed a study of the growth in nominal GDP, S&P 500 stock price appreciation, 8 


and S&P 500 EPS and DPS growth since 1960.  The results are provided on page 1 of 9 


Exhibit JRW-10, and a summary is shown in Table 9, below. 10 


Table 9 11 
GDP, S&P 500 Stock Price, EPS, and DPS Growth 12 


1960-Present 13 


Nominal GDP 6.46
S&P 500 Stock Price  6.71
S&P 500 EPS 6.89
S&P 500 DPS 5.85
Average 6.48


   14 


  The results show that the historical long-run growth rates for GDP, S&P EPS, 15 


and S&P DPS are in the 6% to 7% range.  By comparison, Mr. Hevert’s long-run 16 


growth rate projections of 10.91% and 12.44% are at best overstated.  For Mr. Hevert's 17 


estimates to come to fruition, companies in the U.S. would be expected to increase 18 


their growth rate of EPS by 100% in the future and, as well, maintain that growth 19 


indefinitely in an economy that is expected to grow at about one-third of his projected 20 


growth rates.   21 
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  There is a Direct Link Between Long-Term EPS and GDP Growth - The results 1 


in Exhibit JRW-10 and Table 8 show that historically there has been a close link 2 


between long-term EPS and GDP growth rates.  Brad Cornell of the California 3 


Institute of Technology published a study on GDP growth, earnings growth, and 4 


equity returns.  He found that long-term EPS growth in the U.S. is directly related to 5 


GDP growth, with GDP growth providing an upward limit on EPS growth.  In 6 


addition, he found that long-term stock returns are determined by long-term earnings 7 


growth.  He concluded with the following observations:53 8 


The long-run performance of equity investments is 9 


fundamentally linked to growth in earnings. Earnings growth, 10 


in turn, depends on growth in real GDP. This article 11 


demonstrates that both theoretical research and empirical 12 


research in development economics suggest relatively strict 13 


limits on future growth. In particular, real GDP growth in 14 


excess of 3 percent in the long run is highly unlikely in the 15 


developed world. In light of ongoing dilution in earnings per 16 


share, this finding implies that investors should anticipate real 17 


returns on U.S. common stocks to average no more than about 18 


4–5 percent in real terms. 19 


  The Trend and Projections Indicate Slower GDP Growth in the Future - The 20 


components of nominal GDP growth are real GDP growth and inflation.  Page 3 of 21 


Exhibit JRW-10 shows annual real GDP growth rate over the 1961 to 2018 time period.  22 


Real GDP growth has gradually declined from the 5.0% to 6.0% range in the 1960s to 23 


the 2.0% to 3.0% range during the most recent five-year period. The second 24 


component of nominal GDP growth is inflation.  Page 4 of Exhibit JRW-10 shows 25 


inflation as measured by the annual growth rate in the Consumer Price Index (CPI) 26 


                                                      
53  Bradford Cornell, “Economic Growth and Equity Investing,” Financial Analysts Journal (January- 


February 2010), p. 63. 
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over the 1961 to 2018 time period.  The large increase in prices from the late 1960s to 1 


the early 1980s is readily evident.  Equally evident is the rapid decline in inflation 2 


during the 1980s as inflation declined from above 10% to about 4%.  Since that time, 3 


inflation has gradually declined and has been in the 2.0% range or below over the past 4 


five years. 5 


  The graphs on pages 2, 3, and 4 of Exhibit JRW-10 provide clear evidence of 6 


the decline in recent decades in nominal GDP as well as its components, real GDP and 7 


inflation.  To gauge the magnitude of the decline in nominal GDP growth, Table 5, 8 


below, provides the compounded GDP growth rates for 10-, 20-, 30-, 40- and 50- 9 


years.54  Whereas the 50-year compounded GDP growth rate is 6.63%, there has been a 10 


monotonic and significant decline in nominal GDP growth over subsequent 10-year 11 


intervals.  These figures strongly suggest that nominal GDP growth in recent decades has 12 


slowed and that a figure in the range of 4.0% to 5.0% is more appropriate today for the 13 


U.S. economy.   14 


Table 10 15 
Historical Nominal GDP Growth Rates 16 


10-Year Average   3.37% 
20-Year Average   4.17% 
30-Year Average   4.65% 
40-Year Average   5.56% 
50-Year Average   6.36% 


  17 


  Long-Term GDP Projections also Indicate Slower GDP Growth in the Future 18 


- A lower range is also consistent with long-term GDP forecasts.  There are several 19 


forecasts of annual GDP growth that are available from economists and government 20 


                                                      
54  Table 5 is also included as Page 5 of Exhibit JRW-10. 
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agencies and are listed in Panel B of on page 5 of Exhibit JRW-10.  The mean 10-year 1 


nominal GDP growth forecast (as of March 2019) by economists in the recent Survey 2 


of Financial Forecasters is 4.25%.55  The Energy Information Administration 3 


(“EIA”), in its projections used in preparing Annual Energy Outlook, forecasts long-4 


term GDP growth of 4.20% for the period 2018-2050.56  The Congressional Budget 5 


Office (“CBO”), in its forecasts for the period 2019 to 2049, projects a nominal GDP 6 


growth rate of 4.40%.57  Finally, the Social Security Administration (“SSA”), in its 7 


Annual OASDI Report, provides a projection of nominal GDP from 2018-2095.58  8 


SSA’s projected growth GDP growth rate over this period is 4.35%.  Overall, these 9 


forecasts suggest long-term GDP growth rate in the 4.0% - 4.4% range.  The trends 10 


and projections indicating slower GDP growth make Mr. Hevert’s market risk 11 


premiums computed using analysts’ projected EPS growth rates look even more 12 


unrealistic.  Simply stated, Mr. Hevert’s projected EPS growth rates of 10.91% and 13 


12.44% are almost three times projected GDP growth. 14 


Q. WHAT ARE THE FUNDAMENTAL FACTORS THAT HAVE LED TO THE 15 


DECLINE IN PROSPECTIVE GDP GROWTH? 16 


A. As addressed in a study by the consulting firm McKinsey & Co., two factors drive real 17 


GDP growth over time: (a) the number of workers in the economy (employment); and 18 


                                                      


55  https://www.philadelphiafed.org/research-and-data/real-time-center/survey-of-professional-forecasters/ 


56    U.S. Energy Information Administration, Annual Energy Outlook 2019, Table: Macroeconomic Indicators, 
https://www.eia.gov/outlooks/aeo/pdf/appa.pdf. 


57  Congressional Budget Office, The 2019 Long-Term Budget Outlook, June 15, 2019 
https://www.eia.gov/outlooks/aeo/pdf/appa.pdf. 


58  Social Security Administration, 2019 Annual Report of the Board of Trustees of the Old-Age, Survivors, 
and Disability Insurance (OASDI) Program, Table VI.G4, p. 211 (June 15, 2019),  
https://www.ssa.gov/oact/TR/2019/VI_G2_OASDHI_GDP.html#200732. The 4.35% represents the 
compounded growth rate in projected GDP from $21,485 trillion in 2019 to $546,311 trillion in 2095. 
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(b) the productivity of those workers (usually defined as output per hour).59  According 1 


to McKinsey, real GDP growth over the past 50 years was driven by population and 2 


productivity growth, which grew at compound annual rates of 1.7% and 1.8%, 3 


respectively.   4 


  However, global economic growth is projected to slow significantly in the 5 


years to come.  The primary factor leading to the decline is slow growth in 6 


employment (working-age population), which results from slower population growth 7 


and longer life expectancy.  McKinsey estimates that employment growth will slow 8 


to 0.3% over the next 50 years. The study concludes that even if productivity remains 9 


at the rapid rate of the past 50 years of 1.8%, real GDP growth will fall by 40% to 10 


2.1%.   11 


Q. PLEASE PROVIDE MORE INSIGHTS INTO THE RELATIONSHIP 12 


BETWEEN S&P 500 EPS AND GDP GROWTH. 13 


A. Figure 6 shows the average annual growth rates for GDP and the S&P 500 EPS since 14 


1960.  The one very apparent difference between the two is that the S&P 500 EPS 15 


growth rates are much more volatile than the GDP growth rates, when compared using 16 


the relatively short, and somewhat arbitrary, annual conventions used in these data.60 17 


Volatility aside, however, it is clear that over the medium to long run, S&P 500 EPS 18 


growth does not outpace GDP growth. 19 


                                                      


59  McKinsey & Co., “Can Long-Term Growth be Saved?,” McKinsey Global Institute, (Jan. 2015). 


60  Timing conventions such as years and quarters are needed for measurement and benchmarking but are 
somewhat arbitrary.  In reality, economic growth and profit accrual occur on continuous bases.  A 2014 
study evaluated the timing relationship between corporate profits and nominal GDP growth.  The authors 
found that aggregate accounting earnings growth is a leading indicator of the GDP growth with a quarter-
ahead forecast horizon.  See Yaniv Konchitchki and Panos N. Patatoukas, “Accounting Earnings and Gross 
Domestic Product,” Journal of Accounting and Economics 57 (2014), pp. 76–88. 
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Figure 6 1 
Average Annual Growth Rates 2 


GDP and S&P 500 EPS 3 
1960-2018 4 


 5 


Data Sources: GDPA - 6 
http://research.stlouisfed.org/fred2/series/GDPA/downloaddata. 7 


S&P EPS - http://pages.stern.nyu.edu/~adamodar/  8 


  A fuller understanding of the relationship between GDP and S&P 500 EPS 9 


growth requires consideration of several other factors.   10 


 Corporate Profits are Constrained by GDP – Milton Friedman, the noted economist, 11 


warned investors and others not to expect corporate profit growth to sustainably 12 


exceed GDP growth, stating, “Beware of predictions that earnings can grow faster 13 


than the economy for long periods.  When earnings are exceptionally high, they don’t 14 


just keep booming.”61  Friedman also noted in the Fortune interview that profits must 15 


move back down to their traditional share of GDP.  In Table 11, below, I show that 16 


                                                      
61  Shaun Tully, “Corporate Profits Are Soaring. Here's Why It Can't Last,” Fortune, (Dec. 7, 2017), 


http://fortune.com/2017/12/07/corporate-earnings-profit-boom-end/. 
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currently the aggregate net income levels for the S&P 500 companies, using 2018 1 


figures, represent 6.73% of nominal GDP. 2 


Table 11 3 
S&P 500 Aggregate Net Income as a Percent of GDP 4 


Aggregate Net Income for S&P 500 Companies ($B)        $1,406,400.00  
2018 Nominal U.S. GDP ($B)  $20,891,000.00  
Net Income/GDP (%) 6.73% 


Data Sources: 2018 Net Income for S&P 500 companies – Value Line (March 12, 2019).  5 
2018 Nominal GDP – Moody’s - https://www.economy.com/united-states/nominal-gross-domestic-6 
product. 7 


 Short-Term Factors Impact S&P 500 EPS – The growth rates in the S&P 500 EPS and 8 


GDP can diverge on a year-to-year basis due to short-term factors that impact S&P 9 


500 EPS in a much greater way than GDP.  As shown above, S&P EPS growth rates 10 


are much more volatile than GDP growth rates.  The EPS growth for the S&P 500 11 


companies has been influenced by low labor costs and interest rates, commodity 12 


prices, the recovery of different sectors such as the energy and financial sectors, the 13 


cut in corporate tax rates, etc.  These short-term factors can make it appear that there 14 


is a disconnect between the economy and corporate profits. 15 


 The Differences Between the S&P 500 EPS and GDP – In the last two years, as the 16 


EPS for the S&P 500 has grown at a faster rate than U.S. nominal GDP, some have 17 


pointed to the differences between the S&P 500 and GDP.62 These differences include 18 


corporate profits are about 2/3 manufacturing driven, while GDP is 2/3 services 19 


driven; consumer discretionary spending accounts for a smaller share of S&P 500 20 


                                                      
62  See the following studies: Burt White and Jeff Buchbinder, “The S&P and GDP are not the Same Thing,” 


LPL Financial, (Nov. 4, 2014), https://www.businessinsider.com/sp-is-not-gdp-2014-11; Matt Comer, 
“How Do We Have 18.4% Earnings Growth In A 2.58% GDP Economy?,” Seeking Alpha, (Apr. 2018), 
https://seekingalpha.com/article/4164052-18_4-percent-earnings-growth-2_58-percent-gdp-economy; 
Shaun Tully, “How on Earth Can Profits Grow at 10% in a 2% Economy?,” Fortune, (July 27, 2017), 
http://fortune.com/2017/07/27/profits-economic-growth/. 







 


85 
 


profits (15%) than of GDP (23%); corporate profits are more international-trade 1 


driven, while exports minus imports tend to be a drag on GDP; and S&P 500 EPS is 2 


impacted, not just by corporate profits, but also by share buybacks on the positive side 3 


(fewer shares boost EPS) and by share dilution on the negative side (new shares dilute 4 


EPS).  While these differences may seem significant, it must be remembered that the 5 


Income Approach to measure GDP includes corporate profits (in addition to employee 6 


compensation and taxes on production and imports) and therefore effectively accounts 7 


for the first three factors.63 8 


  The bottom line is that despite the intertemporal short-term differences 9 


between S&P 500 EPS and nominal GDP growth, the long-term link between 10 


corporate profits and GDP is inevitable.   11 


Q. PLEASE PROVIDE ADDITIONAL EVIDENCE ON HOW UNREALISTIC 12 


THE S&P 500 EPS GROWTH RATES ARE THAT MR. HEVERT USES TO 13 


COMPUTE HIS MARKET RISK PREMIUMS.  14 


A. Beyond my previous discussion, I have performed the following analysis of S&P 500 15 


EPS and GDP growth in Table 12 below.  Specifically, I started with the 2018 16 


aggregate net income for the S&P 500 companies and 2018 nominal GDP for the U.S.  17 


As shown in Table 11, the aggregate profit for the S&P 500 companies represented 18 


6.73% of nominal GDP in 2018.  In Table 12, I then projected the aggregate net 19 


income level for the S&P 500 companies and GDP as of the year 2050.  For the growth 20 


rate for the S&P 500 companies, I used the average of Mr. Hevert’s Bloomberg and 21 


                                                      
63  The Income Approach to measuring GDP includes wages, salaries, and supplementary labor income, 


corporate profits, interest and miscellaneous investment income, farmers' incomes, and income from non-
farm unincorporated businesses. 
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Value Line growth rates, 10.91% and 12.44%, which is 11.68%.  As a growth rate for 1 


nominal GDP, I used the average of the long-term projected GDP growth rates from 2 


CBO, SSA, and EIA (4.0%, 4.4%, and 4.3%), which is 4.23%.  The projected 2050 3 


level for the aggregate net income level for the S&P 500 companies is $48.2 trillion.  4 


However, over the same period GDP grows to $78.7 trillion.  As such, if the aggregate 5 


net income for the S&P 500 grows in accordance with the growth rates used by Mr. 6 


Hevert, and if nominal GDP grows at rates projected by major government agencies, 7 


the net income of the S&P 500 companies will represent growth from 6.73% of GDP 8 


in 2018 to 61.17% of GDP in 2050.  Obviously, it is implausible for the net income of 9 


the S&P 500 to become such a large part of GDP. 10 


Table 12 11 
Projected S&P 500 Earnings and Nominal GDP  12 


2018-2050 13 
S&P 500 Aggregate Net Income as a Percent of GDP 14 


 15 
Data Sources: 2018 Aggregate Net Income for S&P 500 companies – Value Line (March 12, 2019).  16 
2018 Nominal GDP – Moody’s - https://www.economy.com/united-states/nominal-gross-domestic-product. 17 
S&P 500 EPS Growth Rate - Average of Hevert’s Bloomberg and Value Line growth rates - 10.91% and 12.44%; 18 
Nominal GDP Growth Rate – The average of the long-term projected GDP growth rates from CBO, SSA, and EIA 19 
(4.0%, 4.4%, and 4.3%). 20 


 21 


Q. PLEASE STATE YOUR CONCLUSION ON GDP AND S&P 500 EPS 22 


GROWTH RATES. 23 


A. In sum, Mr. Hevert’s long-term S&P 500 EPS growth rates of 10.91% and 12.44% are 24 


grossly overstated and have no basis in economic reality.  In the end, the big question 25 


remains as to whether corporate profits can grow faster than GDP.  Jeremy Siegel, the 26 


renowned finance professor at the Wharton School of the University of Pennsylvania, 27 


believes that going forward, earnings per share can grow about half a point faster than 28 
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nominal GDP, or about 5.0%, due to the big gains in the technology sector.  But he 1 


also believes that sustained EPS growth matching analysts’ near-term projections is 2 


absurd: “The idea of 8% or 10% or 12% growth is ridiculous.  It will not happen.”64 3 


Q. PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE CAPM RESULTS. 4 


A. There are several additional issues with the Value Line results. The compounded 5 


annual return in the U.S. stock market is about 10% (9.49% between 1928-2018 6 


according to Damodaran).65 Mr. Hevert’s Value Line CAPM results assume that return 7 


on the U.S. stock market will be almost 50% higher in the future than it has been in 8 


the past! The extremely high expected stock market returns, and their resulting market 9 


risk premiums and equity cost rate results, are directly related to the 12.69% and 10 


12.28% expected EPS growth rates. Simply put, these projected growth rates do not 11 


reflect economic reality.  Rather, it unrealistically assumes that S&P 500 companies 12 


can grow their earnings in the future at a rate that is triple the expected GDP growth 13 


rate. 14 


 15 
D. Bond Yield Risk Premium Approach 16 


 17 


Q. PLEASE DISCUSS MR. HEVERT’S BYRP APPROACH. 18 


A. On pages 26-30 of his testimony and in Exhibit No. RBH-5, Mr. Hevert develops an 19 


equity cost rate using his BYRP approach.  Mr. Hevert develops an equity cost rate by  20 


regressing the average quarterly authorized returns on equity for electric utility 21 


                                                      


64  Shaun Tully, “Corporate Profits Are Soaring. Here's Why It Can't Last,” Fortune, (Dec. 7, 2017), 
http://fortune.com/2017/12/07/corporate-earnings-profit-boom-end/. 


65  http://pages.stern.nyu.edu/~adamodar/ 
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companies from the January 1, 1992, to October 31, 2019 time period on the 30-year 1 


Treasury Yield, adding the appropriate risk premium established in step (1) to three 2 


different 30-year Treasury yields: (a) the current yield of 2.18%; (b) a near-term 3 


projected yield of 2.28%; and (c) a long-term projected yield of 3.70%.  Mr. Hevert’s 4 


risk premium results are provided on Exhibit JRW-9.  He reports BYRP equity cost 5 


rates ranging from 9.95% to 10.05%. 6 


Q. WHAT ARE THE ERRORS IN MR. HEVERT’S BYRP ANALYSIS? 7 


A. The errors include the base yield as well as the measurement and magnitude of the 8 


risk premium. 9 


 10 


1. Base Yield 11 


 12 


Q. PLEASE DISCUSS THE BASE YIELD OF MR. HEVERT’S BYRP 13 


ANALYSIS. 14 


.A. Mr. Hevert has used a long-term projected risk-free rate of 3.70% in his BYRP analysis, 15 


while the actual yield on 30-year Treasury bonds has been in the 2.10% range. As such, 16 


Mr. Hevert’s projected risk-free rate is 160 basis points above the current yield..  17 


 18 


2. Risk Premium 19 


 20 


Q. WHAT ARE THE ISSUES WITH MR. HEVERT’S RISK PREMIUM? 21 


A. There are several problems with his approach.  First, his BYRP methodology produces 22 


an inflated measure of the risk premium because the approach uses historic authorized 23 
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ROEs and Treasury yields, and the resulting risk premium is applied to projected 1 


Treasury yields.  Since Treasury yields are always forecasted to increase, the resulting 2 


risk premium would be smaller if calculated correctly, which would be to use projected 3 


Treasury yields in the analysis rather than historic Treasury yields. 4 


  Second, Mr. Hevert’s BYRP approach is a gauge of commission behavior and 5 


not investor behavior.  Capital costs are determined in the marketplace through the 6 


financial decisions of investors and are reflected in such fundamental factors as 7 


dividend yields, expected growth rates, interest rates, and investors’ assessment of the 8 


risk and expected return of different investments.  Regulatory commissions evaluate 9 


capital market data in setting authorized ROEs, but also consider other utility- and rate 10 


case-specific information in setting ROEs.  As such, Mr. Hevert’s approach and results 11 


reflect factors such as capital structure, credit ratings and other risk measures, service 12 


territory, capital expenditures, energy supply issues, rate design, investment and 13 


expense trackers, and other factors used by utility commissions in determining an 14 


appropriate ROE in addition to capital costs. This may especially be true when the 15 


authorized ROE data includes the results of rate cases that are settled and not fully 16 


litigated. 17 


  Finally, Mr. Hevert’s methodology produces an inflated required rate of return 18 


because utilities have been selling at market-to-book ratios well in excess of 1.0 for 19 


many years.  This indicates that the authorized and earned rates of return on equity 20 


have been greater than the return that investors require.  Therefore, the risk premium 21 


produced from the study is overstated as a measure of investor return requirements 22 


and produces an inflated equity cost rate. 23 
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 1 


E. Expected Earnings Approach 2 


 3 


Q. PLEASE REVIEW MR. HEVERT’S EXPECTED EARNINGS APPROACH. 4 


A. On pages 30-31 of his testimony and in Exhibit RBH-6, Mr. Hevert develops an equity 5 


cost rate using his Expected Earnings approach, which he uses for comparison 6 


purposes.  Mr. Hevert’s approach involves using Value Line’s projected ROE for the 7 


years 2022-24 for his proxy group and then adjusting this ROE to account for the fact 8 


the Value Line uses year-end equity in computing ROE.  Mr. Hevert reports a mean 9 


Expected Earnings result of 10.13%. 10 


Q. PLEASE ADDRESS THE ISSUES WITH MR. HEVERT’S EXPECTED 11 


EARNINGS APPROACH. 12 


A. There are a number of issues with this so-called Expected Earnings approach.  As 13 


such, I strongly suggest that the Commission ignore this approach in setting a ROE 14 


for DPL.  These issues include: 15 


  The Expected Earnings Approach Does Not Measure the Market Cost of 16 


Equity Capital – First and foremost, this accounting-based methodology does not 17 


measure investor return requirements. As indicated by Professor Roger Morin, a long-18 


time utility rate of return consultant, “More simply, the Comparable (Expected) 19 


Earnings standard ignores capital markets. If interest rates go up 2% for example, 20 


investor requirements and the cost of equity should increase commensurably, but 21 


if regulation is based on accounting returns, no immediate change in equity cost 22 
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results.”66 As such, this method does not measure the market cost of equity because 1 


there is no way to assess whether the earnings are greater than or less than the earnings 2 


investors require, and therefore this approach does not measure the market cost of 3 


equity capital. 4 


  The Expected ROEs are Not Related to Investors’ Market-Priced 5 


Opportunities – The ROE ratios are an accounting measure that do not measure 6 


investor return requirements.  Investors had no opportunity to invest in the proxy 7 


companies at the accounting book value of equity.  In other words, the equity’s book 8 


value to investors is tied to market prices, which means that investors’ required return 9 


on market-priced equity aligns with expected return on book equity only when the 10 


equity’s market price and book value are aligned. Therefore, a market-based 11 


evaluation of the cost of equity to investors in the proxies requires an associated 12 


analysis of the proxies’ market-to-book (“M/B”) ratios.   13 


  Changes in ROE Ratios do not Track Capital Market Conditions - As also 14 


indicated by Professor Morin, “The denominator of accounting return, book equity, is 15 


a historical cost-based concept, which is insensitive to changes in investor return 16 


requirements.  Only stock market price is sensitive to a change in investor 17 


requirements.  Investors can only purchase new shares of common stock at current 18 


market prices and not at book value.”67 19 


                                                      
66  Roger Morin, New Regulatory Finance (2006), p. 293. 


67  Id. 







 


92 
 


  The Expected Earnings Approach is Circular - The proxies’ ROEs ratios are 1 


not determined by competitive market forces, but instead are largely the result of 2 


federal and state rate regulation, including the present proceeding. 3 


  The Proxies’ ROEs Reflect Earnings on Business Activities that are not 4 


Representative of DPL’ s Rate-Regulated Utility Activities - The numerators of the 5 


proxy companies’ ROEs include earnings from business activities that are riskier and 6 


produce more projected earnings per dollar of book investment than does regulated 7 


electric utility service.  These include earnings from: (1) unregulated businesses, 8 


including merchant generation; (2) electric generation; and (3) international 9 


operations. 10 


Q. PLEASE SUMMARIZE YOUR ANALYSIS OF MR. HEVERT’S EXPECTED 11 


EARNINGS APPROACH. 12 


A. In short, Mr. Hevert’s Expected Earnings approach does not measure the market cost 13 


of equity capital, is independent of most cost of capital indicators and has a number of 14 


other empirical issues. Therefore, the Commission should ignore this approach in 15 


determining the appropriate ROE for DPL. 16 


 17 


 18 


F. Other Issues 19 


 20 


1. DPL’s Capital Expenditures 21 


 22 
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Q. PLEASE ADDRESS MR. HEVERT’S CONSIDERATION OF OTHER 1 


UNIQUE RISK FACTORS FACED BY DPL. 2 


A. Mr. Hevert has cited the Company’s high level of capital expenditures as a unique risk 3 


factor for DPL. However, capital expenditures are a risk factor already considered in 4 


the credit-rating process used by major rating agencies.   5 


 6 


2. Flotation Costs 7 


 8 


Q. PLEASE DISCUSS MR. HEVERT’S ADJUSTMENT FOR FLOTATION 9 


COSTS. 10 


A. Mr. Hevert argues that a flotation cost adjustment is appropriate for  DPL and he has 11 


considered flotation costs in arriving at his 10.30% ROE recommendation.   12 


  First and foremost, Mr. Hevert has not identified any flotation cost for DPL.  13 


Therefore, he is asking for higher revenues in the form of a higher ROE for expenses 14 


that he has not identified. 15 


Q. HAS THE MARYLAND COMMISSION ADDRESSED THIS ISSUE? 16 


A. Yes. In the 2019 Potomac Edison Order, the Commission made the following 17 


observations:68 18 


 The Commission also denies Potomac Edison's request for flotation costs. The 19 
Commission has granted flotation costs only where the utility has 20 
demonstrated that it incurred verifiable costs of issuing new stock during the 21 
test year or will incur such flotation costs during the rate effective period. In 22 
Case No. 9336, BGE made a similar argument to that proposed by Potomac 23 
Edison now—namely, that flotation costs should be recovered on a perpetual 24 
basis because the benefits of that capital extend indefinitely. The Commission 25 
held: “BGE has merely presented argument that investors are entitled to an 26 


                                                      
68  Order No. 89072, In re Potomac Edison Co., Maryland Public Service Commission. p. 76 (Case No. 9490, 


March 22, 2019)   
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adjustment for flotation on an ongoing basis whether or not the Company 1 
actually incurs such costs. We reject that argument 2 


 3 


 Therefore, given the absence of DPL incurring flotation costs in this case, the 4 


Commission should once again reject Mr. Hevert’s consideration of flotation cost and 5 


his flotation cost adjustment. 6 


Q. ARE THERE OTHER ISSUES WITH A FLOTATION COST ADJUSTMENT? 7 


A. Yes. It is commonly argued that a flotation cost adjustment (such as that used by the 8 


Company) is necessary to prevent the dilution of the investment of the existing 9 


shareholders.  This is incorrect for several reasons: 10 


 (1)   If an equity flotation cost adjustment is similar to a debt flotation cost 11 


adjustment, the fact that the market-to-book ratios for electric utility 12 


companies are over 1.95X actually suggests that there should be a flotation 13 


cost reduction (and not an increase) to the equity cost rate.  This is because 14 


when a bond is issued at a price in excess of face or book value, and the 15 


difference between market price and the book value is greater than the flotation 16 


or issuance costs, the cost of that debt is lower than the coupon rate of the debt.  17 


The amount by which market values of electric utility companies are in excess 18 


of book values is much greater than flotation costs.  Hence, if common stock 19 


flotation costs were exactly like bond flotation costs, and one was making an 20 


explicit flotation cost adjustment to the cost of common equity, the adjustment 21 


would be downward; 22 


 (2)   If a flotation cost adjustment is needed to prevent dilution of existing 23 


stockholders’ investment, then the reduction of the book value of stockholder 24 
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investment associated with flotation costs can occur only when a company’s 1 


stock is selling at a market price at/or below its book value.  As noted above, 2 


electric utility companies are selling at market prices well in excess of book 3 


value.  Hence, when new shares are sold, existing shareholders realize an 4 


increase in the book value per share of their investment, not a decrease; 5 


 (3)   Flotation costs consist primarily of the underwriting spread or fee and 6 


not out-of-pocket expenses.  On a per-share basis, the underwriting spread is 7 


the difference between the price the investment banker receives from investors 8 


and the price the investment banker pays to the company.  Therefore, these are 9 


not expenses that must be recovered through the regulatory process.  10 


Furthermore, the underwriting spread is known to the investors who are buying 11 


the new issue of stock, and who are well aware of the difference between the 12 


price they are paying to buy the stock and the price that the Company is 13 


receiving.  The offering price they pay is what matters when investors decide 14 


to buy a stock based on its expected return and risk prospects.  Therefore, the 15 


company is not entitled to an adjustment to the allowed return to account for 16 


those costs; and  17 


 (4)   Flotation costs, in the form of the underwriting spread, are a form of a 18 


transaction cost in the market.  They represent the difference between the price 19 


paid by investors and the amount received by the issuing company.  Whereas 20 


the Company believes that it should be compensated for these transaction 21 


costs, it has not accounted for other market transaction costs in determining its 22 


cost of equity. Most notably, brokerage fees that investors pay when they buy 23 
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shares in the open market are another market transaction cost.  Brokerage fees 1 


increase the effective stock price paid by investors to buy shares.  If the 2 


Company had included these brokerage fees or transaction costs in its DCF 3 


analysis, the higher effective stock prices paid for stocks would lead to lower 4 


dividend yields and equity cost rates.  This would result in a downward 5 


adjustment to its DCF equity cost rate. 6 


 7 


 8 


 9 


VII.   CONCLUSION 10 


 11 


Q. DR. WOOLRIDGE, PLEASE SUMMARIZE YOUR TESTIMONY ON THE 12 


APPROPRIATE COST OF CAPITAL FOR DPL. 13 


A. I reviewed the Company’s proposed capital structure and overall rate of return or cost 14 


of capital.  The Company’s proposed capital structure has a common equity ratio that 15 


is generally in line with the capital structure of its parent, Exelon, as well as the 16 


averages of the Electric and Hevert Proxy Groups.   To estimate an equity cost rate for 17 


the Company, I applied the DCF and CAPM approaches to the Electric and Hevert 18 


Proxy Groups. My equity cost rate studies indicate that an appropriate ROE for the 19 


Company is in the range of 6.90% and 8.40%. I believe that this range accurately 20 


reflects current capital market data and the market cost of equity capital.   Capital costs 21 


in the U.S. remain low, with low inflation and interest rates and very modest economic 22 


growth.  However, I recognize that this range is below the authorized ROEs for electric 23 
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utility companies nationally. Therefore, as a primary ROE for DPL, I am 1 


recommending 9.0%.  This recommendation gives weight to the higher authorized 2 


ROEs for electric utility companies, and recognizes the concept of ‘gradualism’ in 3 


which authorized ROEs are adjusted on a gradual basis to reflect capital costs.  As  an 4 


alternative rate of return recommendation,  I recommend a ROE of 8.40%, which is at 5 


the high end of my equity cost rate range. 6 


Q DOES THIS CONCLUDE YOUR TESTIMONY?  7 


A. Yes, it does.  8 
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Appendix A 
Educational Background, Research, and Related Business Experience 


J. Randall Woolridge 
 


 J. Randall Woolridge is a Professor of Finance and the Goldman, Sachs & Co. and Frank P. 
Smeal Endowed Faculty Fellow in Business Administration in the College of Business Administration 
of the Pennsylvania State University in University Park, PA.  In addition, Professor Woolridge is 
Director of the Smeal College Trading Room and President and CEO of the Nittany Lion Fund, LLC.   
 
 Professor Woolridge received a Bachelor of Arts degree in Economics from the University of 
North Carolina, a Master of Business Administration degree from the Pennsylvania State University, 
and a Doctor of Philosophy degree in Business Administration (major area-finance, minor 
area-statistics) from the University of Iowa.  He has taught Finance courses including corporation 
finance, commercial and investment banking, and investments at the undergraduate, graduate, and 
executive MBA levels. 
 
 Professor Woolridge’s research has centered on empirical issues in corporation finance and 
financial markets.  He has published over 35 articles in the best academic and professional journals in 
the field, including the Journal of Finance, the Journal of Financial Economics, and the Harvard 
Business Review.  His research has been cited extensively in the business press. His work has been 
featured in the New York Times, Forbes, Fortune, The Economist, Barron's, Wall Street Journal, 
Business Week, Investors' Business Daily, USA Today, and other publications. In addition, Dr. 
Woolridge has appeared as a guest to discuss the implications of his research on CNN's Money 
Line, CNBC's Morning Call and Business Today, and Bloomberg’s Morning Call. 
 


Professor Woolridge’s stock valuation book, The StreetSmart Guide to Valuing a Stock 
(McGraw-Hill, 2003), was released in its second edition. He has also co-authored Spinoffs and 
Equity Carve-Outs: Achieving Faster Growth and Better Performance (Financial Executives 
Research Foundation, 1999) as well as a textbook entitled Basic Principles of Finance (Kendall 
Hunt, 2011).   
 
 Professor Woolridge has also consulted with corporations, financial institutions, and 
government agencies.  In addition, he has directed and participated in university- and company- 
sponsored professional development programs for executives in 25 countries in North and South 
America, Europe, Asia, and Africa.   
 
 Over the past thirty-five years Dr. Woolridge has prepared testimony and/or provided 
consultation services in regulatory rate cases in the rate of return area in following states: Alaska, 
Arizona, Arkansas, California, Colorado, Connecticut, Delaware, Florida, Hawaii, Indiana, Kansas, 
Kentucky, Maryland, Massachusetts, Missouri, Montana, Nebraska, New Hampshire, New Jersey, 
New Mexico, New York, North Carolina, Ohio, Oklahoma, Pennsylvania, South Carolina, Texas, 
Utah, Vermont, Virginia, Washington, West Virginia, Wisconsin, and Washington, D.C.  He has also 
testified before the Federal Energy Regulatory Commission. 
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J. Randall Woolridge 
Office Address Home Address 
302 Business Building 120 Haymaker Circle 
The Pennsylvania State University State College, PA 16801 
University Park, PA 16802 814-238-9428 
814-865-1160 
 
Academic Experience 
 
Professor of Finance, the Smeal College of Business Administration, the Pennsylvania State 
University (July 1, 1990 to the present). 
 President, Nittany Lion Fund LLC, (January 1, 2005 to the present) 
 Director, the Smeal College Trading Room (January 1, 2001 to the present) 
 Goldman, Sachs & Co. and Frank P. Smeal Endowed University Fellow in Business 


Administration (July 1, 1987 to the present). 
Associate Professor of Finance, College of Business Administration, the Pennsylvania State 
University (July 1, 1984 to June 30, 1990). 
Assistant Professor of Finance, College of Business Administration, the Pennsylvania State 
University (September, 1979 to June 30, 1984). 
 
Education 
 
Doctor of Philosophy in Business Administration, the University of Iowa. Major field: Finance. 
Master of Business Administration, the Pennsylvania State University. 
Bachelor of Arts, the University of North Carolina. Major field: Economics. 
 
Books 
 
James A. Miles and J. Randall Woolridge, Spinoffs and Equity Carve-Outs: Achieving Faster 
Growth and Better Performance (Financial Executives Research Foundation), 1999 
Patrick Cusatis, Gary Gray, and J. Randall Woolridge, The StreetSmart Guide to Valuing a Stock 
(2nd Edition, McGraw-Hill), 2003. 
J. Randall Woolridge and Gary Gray, The New Corporate Finance, Capital Markets, and 
Valuation: An Introductory Text (Kendall Hunt, 2003). 
 
Research 
 
Dr. Woolridge has published over 35 articles in the best academic and professional journals in the 
field, including the Journal of Finance, the Journal of Financial Economics, and the Harvard Business 
Review. 
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Delmarva Power and Light Company
Recommended Cost of Capital


Panel A - Primary Cost of Capital Recommendation
Capitalization Cost Weighted


    Capital Source Ratios* Rate Cost Rate
Long-Term Debt 49.47% 4.03% 1.99%
Common Equity 50.53% 9.00% 4.55%
Total Capitalization 100.00% 6.54%
* Capital Structure Ratios are developed in Exhibit JRW-3.


Panel B - Alternative Cost of Capital Recommendation
Capitalization Cost Weighted


    Capital Source Ratios* Rate Cost Rate
Long-Term Debt 49.47% 4.03% 1.99%
Common Equity 50.53% 8.40% 4.24%
Total Capitalization 100.00% 6.24%
* Capital Structure Ratios are developed in Exhibit JRW-3.
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Delmarva Power and Light Company


Panel A
Electric Proxy Group


Company


Operating 
Revenue 


($mil)
Percent Reg 


Elec Revenue


Percent 
Reg Gas 
Revenue


Net Plant 
($mil)


Market Cap 
($mil)


S&P Issuer 
Credit Rating


Moody's Long 
Term Rating


Pre-Tax 
Interest 


Coverage Primary Service Area


Common 
Equity 
Ratio


Return on 
Equity


Market to 
Book Ratio


ALLETE, Inc. (NYSE-ALE) $1,498.6 71% 0% $3,904.4 $3,993.8 BBB+ Baa1 3.34 MN, WI 59.2% 8.2% 1.85


Alliant  Energy Corporation (NYSE-LNT) $3,534.5 85% 13% $12,462.4 $10,172.3 A- Baa1 3.31 WI,IA,IL,MN 44.6% 11.4% 2.13
Ameren Corporation (NYSE-AEE) $6,291.0 85% 15% $22,810.0 $16,366.8 BBB+ Baa1 3.64 IL,MO 46.2% 10.9% 2.11
American Electric Power Co. (NYSE-AEP) $16,195.7 88% 0% $55,099.1 $37,379.9 A- Baa1 2.99 10 States 42.7% 10.3% 1.96
Avangrid (NYSE-AVG) $6,291.0 56% 23% $22,810.0 $16,366.8 BBB+ Baa1 3.53 NY,CT,ME 70.8% 3.9% 1.06
Avista Corp (NYSE-AVA) $1,396.9 64% 22% $4,648.9 $2,881.1 BBB Baa2 2.61 WA,OR,AK,ID 45.7% 7.80% 1.62
CMS Energy Corporation (NYSE-CMS) $6,873.0 66% 28% $18,126.0 $13,966.2 BBB+ Baa1 2.67 MI 28.9% 14.2% 2.91
Consolidated Edison, Inc. (NYSE-ED) $12,337.0 70% 19% $41,749.0 $25,673.3 BBB+ A3 3.03 NY,PA 44.8% 8.6% 1.52
Dominion Energy, Inc. (NYSE-D) $13,366.0 70% 15% $54,560.0 $51,000.1 BBB+ NA 3.10 VA,NC,SC,OH,WV,UT 38.5% 12.31% 2.31
Duke Energy Corporation (NYSE-DUK) $24,521.0 90% 7% $91,694.0 $63,736.1 A- Baa1 2.47 NC,OH,FL,SC,KY 43.1% 6.2% 1.45
Edison International (NYSE-EIX) $12,657.0 100% 0% $41,348.0 $18,107.4 BBB Baa3 (0.48) CA 45.1% -2.4% 1.43
Entergy Corporation (NYSE-ETR) $11,009.5 85% 1% $31,974.4 $16,448.0 BBB+ Baa2 0.69 LA,AR,MS,TX 32.8% 10.2% 1.86
Evergy (NYSE:EVRG) $4,275.9 100% 0% $18,782.5 $14,840.0 A- Baa1 3.11 KS,MO 54.2% 7.9% 1.49
Eversource Energy (NYSE-ES) $8,448.2 79% 10% $25,610.4 $21,470.9 A- Baa1 3.67 CT,NH,MA 46.7% 9.2% 1.87
Exelon Corporation (NYSE-EXC) $11,009.5 56% 5% $31,974.4 $46,448.0 BBB+ Baa2 2.44 PA,NJ,IL,MD,DCDE 47.8% 6.4% 1.40
FirstEnergy Corporation (NYSE-FE) $11,261.0 91% 0% $29,911.0 $18,851.1 BBB Baa3 2.17 OH,PA,NY,NJ,WV,MD 25.8% 25.1% 2.77
Hawaiian Electric Industries (NYSE-HE) $2,860.8 89% 0% $4,830.1 $4,060.1 BBB- NA 3.87 HI 51.2% 9.6% 1.88
IDACORP, Inc. (NYSE-IDA) $1,370.8 100% 0% $4,395.7 $8,562.5 BBB Baa1 3.85 ID 56.4% 9.8% 3.60
MGE Energy, Inc. (NYSE-MGEE) $559.8 72% 28% $1,509.4 $2,303.7 AA- Aa2 7.69 WI 61.5% 10.6% 2.82
NextEra Energy, Inc. (NYSE-NEE) $16,727.0 71% 0% $70,334.0 $83,224.6 A- Baa1 5.87 FL 49.8% 17.3% 2.22
NorthWestern Corporation (NYSE-NWE) $1,192.0 77% 23% $4,521.3 $2,991.2 BBB NA 2.94 MT,SD,NE 47.8% 10.5% 1.54
OGE Energy Corp. (NYSE-OGE) $2,270.3 100% 0% $8,643.8 $7,899.1 BBB+ Baa1 4.19 OK,AR 56.0% 10.8% 1.97
Pinnacle West Capital Corp. (NYSE-PNW) $3,691.2 95% 0% $14,029.6 $16,260.8 A- A3 4.04 AZ 50.6% 10.1% 3.04
Portland General Electric Company (NYSE-POR) $1,991.0 100% 0% $6,887.0 $4,287.2 BBB+ A3 2.85 OR 50.3% 8.6% 1.71
PNM Resources, Inc. (NYSE-PNM) $1,436.6 100% 0% $5,234.6 $3,360.4 BBB+ Baa3 1.73 NM,TX 37.6% 5.8% 1.92
PPL Corporation (NYSE-PPL) $7,785.0 94% 4% $34,458.0 $20,457.2 A- Baa2 3.37 PA,KY 34.6% 16.3% 1.75
Sempra Energy (NYSE-SRE) $1,991.0 56% 44% $6,887.0 $31,467.5 BBB+ Baa1 2.02 CA,TX 43.1% 6.5% 1.63
Southern Company (NYSE-SO) $23,495.0 65% 14% $80,797.0 $48,493.6 A- Baa2 2.49 GA,FL,NJ,IL,VA,TN,MS 38.3% 8.4% 1.67
WEC Energy Group (NYSE-WEC) $7,679.5 58% 42% $22,000.9 $22,541.0 A- Baa1 3.76 WI,IL,MN,MI 45.3% 3.3% 2.30
Xcel Energy Inc. (NYSE-XEL) $11,537.0 84% 15% $36,944.0 $25,972.7 A- Baa1 3.21 MN,WI,ND,SD,MI 41.5% 10.7% 2.13
Mean $7,851.8 81% 11% $26,964.6 $21,986.1 BBB+ Baa1 3.14 46.0% 9.6% 2.00
Median $6,582.0 85% 6% $22,405.5 $16,407.4 BBB+ Baa1 3.10 45.5% 9.7% 1.87
Data Source:  Company 2018 SEC 10-K filings; Value Line Investment Survey , 2019.


Panel B
Hevert Proxy Group


Company


Operating 
Revenue 


($mil)
Percent Reg 


Elec Revenue


Percent 
Reg Gas 
Revenue


Net Plant 
($mil)


Market Cap 
($mil)


S&P Issuer 
Credit Rating


Moody's Long 
Term Rating


Pre-Tax 
Interest 


Coverage Primary Service Area


Common 
Equity 
Ratio


Return on 
Equity


Market to 
Book Ratio


ALLETE, Inc. (NYSE-ALE) $1,498.6 71% 0% $3,904.4 $3,993.8 BBB+ Baa1 3.34 MN, WI 59.2% 8.2% 1.85


Alliant  Energy Corporation (NYSE-LNT) $3,534.5 85% 13% $12,462.4 $10,172.3 A- Baa1 3.31 WI,IA,IL,MN 44.6% 11.4% 2.13
Ameren Corporation (NYSE-AEE) $6,291.0 85% 15% $22,810.0 $16,366.8 BBB+ Baa1 3.64 IL,MO 46.2% 10.9% 2.11
American Electric Power Co. (NYSE-AEP) $16,195.7 88% 0% $55,099.1 $37,379.9 A- NA 2.99 10 States 42.7% 10.3% 1.96
Avangrid (NYSE-AVG) $6,291.0 56% 23% $22,810.0 $16,366.8 BBB+ Baa1 3.53 NY,CT,ME 70.8% 3.9% 1.06
Avista Corp (NYSE-AVA) $1,396.9 64% 22% $4,648.9 $2,881.1 BBB Baa2 2.61 WA,OR,AK,ID 45.7% 7.80% 1.62
Centerpoint Energy (NYSE-CNP) $10,589.0 31% 28% $14,044.0 $14,219.0 BBB+ Baa2 2.42 TX,MN,AR,LA,OK,IN,OH 44.7% 5.8% 1.76
Consolidated Edison, Inc. (NYSE-ED) $12,337.0 70% 19% $41,749.0 $25,673.3 BBB+ A3 3.03 NY,PA 44.8% 8.6% 1.52
CMS Energy Corporation (NYSE-CMS) $6,873.0 66% 28% $18,126.0 $13,966.2 BBB+ Baa1 2.67 MI 28.9% 14.2% 2.91
Duke Energy Corporation (NYSE-DUK) $24,521.0 90% 7% $91,694.0 $63,736.1 A- Baa1 2.47 NC,OH,FL,SC,KY 43.1% 6.2% 1.45
DTE Energy Company (NYSE-DTE) $14,212.0 37% 39% $21,650.0 $20,066.4 BBB+ Baa1 3.15 MI 42.9% 10.8% 1.87
Evergy (NYSE:EVRG) $4,275.9 100% 0% $18,782.5 $14,840.0 A- Baa1 3.11 KS,MO 54.2% 7.9% 1.49
Eversource Energy (NYSE-ES) $8,448.2 79% 10% $25,610.4 $21,470.9 A- Baa1 3.67 CT,NH,MA 46.7% 9.2% 1.87
Hawaiian Electric Industries (NYSE-HE) $2,860.8 89% 0% $4,830.1 $4,060.1 BBB- NA 3.87 HI 51.2% 9.6% 1.88
NextEra Energy, Inc. (NYSE-NEE) $16,727.0 71% 0% $70,334.0 $83,224.6 A- Baa1 5.87 FL 49.8% 17.3% 2.22
NorthWestern Corporation (NYSE-NWE) $1,192.0 77% 23% $4,521.3 $2,991.2 BBB NA 2.94 MT,SD,NE 47.8% 10.5% 1.54
OGE Energy Corp. (NYSE-OGE) $2,270.3 100% 0% $8,643.8 $7,899.1 BBB+ NA 4.19 OK,AR 56.0% 10.8% 1.97
Otter Tail Corporation (NDQ-OTTR) $916.4 49% 0% $1,581.1 $1,975.3 BBB Baa2 4.19 OK,AR 54.5% 11.6% 2.71
Pinnacle West Capital Corp. (NYSE-PNW) $3,691.2 95% 0% $14,029.6 $16,260.8 A- A3 4.04 AZ 50.6% 10.1% 3.04
Portland General Electric Company (NYSE-POR) $1,991.0 100% 0% $6,887.0 $4,287.2 BBB+ A3 2.85 OR 50.3% 8.6% 1.71
PNM Resources, Inc. (NYSE-PNM) $1,436.6 100% 0% $5,234.6 $3,360.4 BBB+ Baa3 1.73 NM,TX 37.6% 5.8% 1.92
Southern Company (NYSE-SO) $23,495.0 65% 14% $80,797.0 $48,493.6 A- Baa2 2.49 GA,FL,NJ,IL,VA,TN,MS 38.3% 8.4% 1.67
WEC Energy Group (NYSE-WEC) $7,679.5 58% 42% $22,000.9 $22,541.0 A- Baa1 3.76 WI,IL,MN,MI 45.3% 3.3% 2.30
Xcel Energy Inc. (NYSE-XEL) $11,537.0 84% 15% $36,944.0 $25,972.7 A- Baa1 3.21 MN,WI,ND,SD,MI 41.5% 10.7% 2.13
Mean $7,927.5 75% 12% $25,383.1 $20,091.6 BBB+ Baa1 3.30 47.4% 9.2% 1.95
Median $6,291.0 78% 11% $18,454.3 $15,550.4 BBB+ Baa1 3.18 46.0% 9.4% 1.88
Data Source:  Company 2018 SEC 10-K filings; Value Line Investment Survey , 2019.
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Delmarva Power and Light Company


Value Line  Risk Metrics


Panel A
Electric Proxy Group


Company Beta
Financial 
Strength Safety


Earnings 
Predictability


Stock Price 
Stability


ALLETE, Inc. (NYSE-ALE) 0.65 A 2 85 95
Alliant  Energy Corporation (NYSE-LNT) 0.60 A 2 90 95
Ameren Corporation (NYSE-AEE) 0.55 A 2 85 95
American Electric Power Co. (NYSE-AEP) 0.55 A+ 1 85 100
Avangrid (NYSE-AVG) 0.40 B++ 2 NMF 95
Avista Corp (NYSE-AVA) 0.60 A 2 65 90
CMS Energy Corporation (NYSE-CMS) 0.50 B++ 2 85 100
Consolidated Edison, Inc. (NYSE-ED) 0.45 A+ 1 100 100
Dominion Energy Inc. (NYSE-D) 0.55 B++ 2 60 100
Duke Energy Corporation (NYSE-DUK) 0.50 A 2 90 100
Edison International (NYSE-EIX) 0.55 B+ 3 10 85
Entergy Corporation (NYSE-ETR) 0.60 B++ 2 60 95
Evergy (NYSE:EVRG) NMF B++ 2 NMF NMF
Eversource Energy (NYSE-ES) 0.55 A 1 95 100
Exelon Corporation (NYSE-EXC) 0.65 B++ 2 60 95
FirstEnergy Corporation (NYSE-FE) 0.65 B++ 2 40 90
Hawaiian Electric Industries (NYSE-HE) 0.55 A 2 60 100
IDACORP, Inc. (NYSE-IDA) 0.55 A 2 95 100
MGE Energy, Inc. (NYSE-MGEE) 0.55 A 1 95 85
NextEra Energy, Inc. (NYSE-NEE) 0.55 A+ 1 70 100
NorthWestern Corporation (NYSE-NWE) 0.60 B++ 2 85 100
OGE Energy Corp. (NYSE-OGE) 0.75 A 2 80 95
Pinnacle West Capital Corp. (NYSE-PNW) 0.50 A+ 1 95 100
PNM Resources, Inc. (NYSE-PNM) 0.60 B+ 3 75 85
Portland General Electric Company (NYSE-POR) 0.55 B++ 2 85 95
PPL Corporation (NYSE-PPL) 0.70 B++ 2 70 95
Sempra Energy (NYSE-SRE) 0.70 A 2 70 95
Southern Company (NYSE-SO) 0.50 A 2 85 100
WEC Energy Group (NYSE-WEC) 0.50 A+ 1 90 95
Xcel Energy Inc. (NYSE-XEL) 0.50 A+ 1 100 100
Mean 0.57 A 1.8 77 96
Data Source:  Value Line Investment Survey , 2019.


Panel B
Hevert Proxy Group


Company Beta
Financial 
Strength Safety


Earnings 
Predictability


Stock Price 
Stability


ALLETE, Inc. (NYSE-ALE) 0.65 A 2 85 95
Alliant  Energy Corporation (NYSE-LNT) 0.60 A 2 90 95
Ameren Corporation (NYSE-AEE) 0.55 A 2 85 95
American Electric Power Co. (NYSE-AEP) 0.55 A+ 1 85 100
Avangrid (NYSE-AVG) 0.40 B++ 2 NMF 95
Avista Corp (NYSE-AVA) 0.60 A 2 65 90
Centerpoint Energy (NYSE-CNP) 0.80 B+ 3 50 95
Consolidated Edison, Inc. (NYSE-ED) 0.45 A+ 1 100 100
CMS Energy Corporation (NYSE-CMS) 0.50 B++ 2 85 100
Duke Energy Corporation (NYSE-DUK) 0.50 A 2 90 100
DTE Energy Company (NYSE-DTE) 0.55 B++ 2 85 100
Evergy (NYSE:EVRG) NMF B++ 2 NMF NMF
Eversource Energy (NYSE-ES) 0.55 A 1 95 100
Hawaiian Electric Industries (NYSE-HE) 0.55 A 2 60 100
NextEra Energy, Inc. (NYSE-NEE) 0.55 A+ 1 70 100
NorthWestern Corporation (NYSE-NWE) 0.60 B++ 2 85 100
OGE Energy Corp. (NYSE-OGE) 0.80 A 2 80 95
Otter Tail Corporation (NDQ-OTTR) 0.70 A 2 65 90
Pinnacle West Capital Corp. (NYSE-PNW) 0.50 A+ 1 95 100
Portland General Electric Company (NYSE-POR) 0.55 B++ 2 85 95
PNM Resources, Inc. (NYSE-PNM) 0.60 B+ 3 75 85
Southern Company (NYSE-SO) 0.50 A 2 85 100
WEC Energy Group (NYSE-WEC) 0.50 A+ 1 90 95
Xcel Energy Inc. (NYSE-XEL) 0.50 A+ 1 100 100
Mean 0.57 A 1.8 82 97
Data Source:  Value Line Investment Survey , 2019.
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Value Line Risk Metrics


Beta


A relative measure of the historical sensitivity of a stock’s price to overall fluctuations in the 
New York Stock Exchange Composite Index. A beta of 1.50 indicates a stock tends to rise 
(or fall) 50% more than the New York Stock Exchange Composite Index. The ‘‘coefficient’’ 
is derived from a regression analysis of the relationship between weekly percentage changes 
in the price of a stock and weekly percentage changes in the NYSE Index over a period of 
five years. In the case of  shorter price histories, a smaller time period is used, but two years 
is the minimum. Betas are adjusted for their long-term tendency to converge toward 1.00.


Financial Strength


A relative measure of the companies reviewed by Value Line . The relative ratings range from 
A++ (strongest) down to C (weakest).


Safety Rank


A measurement of potential risk associated with individual common stocks. The Safety Rank 
is computed by averaging two other Value Line  indexes the Price Stability Index and the 
Financial strength Rating.  Safety Ranks range from 1 (Highest) to 5 (Lowest). Conservative 
investors should try to limit their purchases to equities ranked 1 (Highest) and 2 (Above 
Average) for Safety.Safety.


Earnings Predictability
A measure of the reliability of an earnings forecast. Earnings Predictability is based upon the 
stability of year-to-year comparisons, with recent years being weighted more heavily than 
earlier ones. The most reliable forecasts tend to be those with the highest rating (100); the 
least reliable, the lowest (5). The earnings stability is derived from the standard deviation of 
percentage changes in quarterly earnings over an eight-year period. Special adjustments are 
made for comparisons around zero and from plus to minus.


Stock Price Stability


A measure of the stability of a stock's price.  It includes sensitivity to the market (see Beta as 
well as the stock's inherent volatility. Value Line's  Stability ratings range from 1 (highest) to 
5 (lowest).


Source: Value Line Investment Analyzer .
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Exhibit JRW-3


Delmarva Power and Light Company
Capital Structure Ratios and Debt Cost Rate


Panel A - DPL's Proposed Capital Structure and Debt Cost Rates
 Percent of


Total Cost
Long-Term Debt 49.47% 4.03%
Common Equity 50.53%
Total Capital 100.00%


Panel B - Delmarva Power & Light Company Capital Structure Ratios
Delmarva Power & Light Co. Average
Short-Term Debt 5.2%
Long-Term Debt 45.6%
Common Equity 49.3%
Total Capital 100.0%


Delmarva Power & Light Co. Average
Long-Term Debt 48.1%
Common Equity 51.9%
Total Capital 100.0%


Panel C- Exelon Capital Structure Ratios
Exelon Corporation Average
Short-Term Debt 4.6%
Long-Term Debt 47.5%
Common Equity 47.9%
Total Capital 100.0%


Exelon Corporation Average
Long-Term Debt 49.8%
Common Equity 50.2%
Total Capital 100.00%
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Delmarva Power and Light Company and Exelon Corporation Capital Structure Ratios
Quarterly - 2017-2019


2017 FQ4 2018 FQ1 2018 FQ2 2018 FQ3 2018 FQ4 2019 FQ1 2019 FQ2 2019 FQ3
Delmarva Power & Light Co. 12/31/2017 3/31/2018 6/30/2018 9/30/2018 12/31/2018 3/31/2019 6/30/2019 9/30/2019 Average
Short-Term Debt 10.49% 10.22% 2.64% 2.62% 3.03% 3.18% 4.22% 4.82% 5.2%
Long-Term Debt 42.69% 42.90% 47.23% 46.99% 46.72% 46.47% 45.96% 45.70% 45.6%
Common Equity 46.83% 46.88% 50.13% 50.38% 50.25% 50.35% 49.82% 49.48% 49.3%
Total Capital 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.0%


2017 FQ4 2018 FQ1 2018 FQ2 2018 FQ3 2018 FQ4 2019 FQ1 2019 FQ2 2019 FQ3
Delmarva Power & Light Co. 12/31/2017 3/31/2018 6/30/2018 9/30/2018 12/31/2018 3/31/2019 6/30/2019 9/30/2019 Average
Long-Term Debt 47.69% 47.78% 48.51% 48.26% 48.18% 48.00% 47.98% 48.02% 48.1%
Common Equity 52.31% 52.22% 51.49% 51.74% 51.82% 52.00% 52.02% 51.98% 51.9%
Total Capital 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.0%


2017 FQ4 2018 FQ1 2018 FQ2 2018 FQ3 2018 FQ4 2019 FQ1 2019 FQ2 2019 FQ3
Exelon Corporation 12/31/2017 3/31/2018 6/30/2018 9/30/2018 12/31/2018 3/31/2019 6/30/2019 9/30/2019 Average
Short-Term Debt 4.48% 4.18% 3.52% 2.31% 2.95% 5.34% 6.84% 7.35% 4.6%
Long-Term Debt 47.75% 48.16% 48.49% 49.66% 49.24% 46.80% 45.16% 44.72% 47.5%
Common Equity 47.77% 47.66% 47.99% 48.03% 47.81% 47.86% 47.99% 47.93% 47.9%
Total Capital 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.0%


2017 FQ4 2018 FQ1 2018 FQ2 2018 FQ3 2018 FQ4 2019 FQ1 2019 FQ2 2019 FQ3
Exelon Corporation 12/31/2017 3/31/2018 6/30/2018 9/30/2018 12/31/2018 3/31/2019 6/30/2019 9/30/2019 Average
Long-Term Debt 49.99% 50.26% 50.26% 50.83% 50.74% 49.44% 48.48% 48.27% 49.8%
Common Equity 50.01% 49.74% 49.74% 49.17% 49.26% 50.56% 51.52% 51.73% 50.2%
Total Capital 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.0%
Source: S&P Global Market Intelligence







Case No. 9630
Exhibit JRW-4


 The Relationship Between Expected ROE and Market-to-Book Ratios
Page 1 of 1


Exhibit JRW-4
Electric Utilities and Gas Distribution Companies


Market-to-Book


Expected Return on Equity
R-Square = .50, N=43
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Exhibit JRW-5
Long-Term 'A' Rated Public Utility Bonds


 Data Source: Mergent Bond Record
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Exhibit JRW-5


Electric Utility Average Dividend Yield


Data Source:  Value Line Investment Survey.
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Exhibit JRW-5


Electric Utility Average Return on Equity and Market-to-Book Ratios


Data Source:  Value Line Investment Survey.
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Exhibit JRW-5
Industry Average Betas*


Value Line Investment Survey  Betas**
20-Jan-20


Rank Industry Beta Rank Industry Beta Rank Industry Beta
1 Petroleum (Producing) 1.81 34 Precision Instrument 1.18 67 Cable TV 1.05
2 Natural Gas (Div.) 1.77 35 Apparel 1.18 68 Funeral Services 1.04
3 Oilfield Svcs/Equip. 1.74 36 Paper/Forest Products 1.18 69 IT Services 1.04
4 Metals & Mining (Div.) 1.58 37 Advertising 1.16 70 Foreign Electronics 1.02
5 Steel 1.58 38 Homebuilding 1.16 71 Retail (Softlines) 1.02
6 Maritime 1.45 39 Retail Building Supply 1.16 72 Pharmacy Services 1.02
7 Metal Fabricating 1.44 40 Bank (Midwest) 1.16 73 Med Supp Non-Invasive 1.00
8 Oil/Gas Distribution 1.43 41 Internet 1.15 74 Healthcare Information 1.00
9 Chemical (Specialty) 1.39 42 Newspaper 1.15 75 Information Services 0.98
10 Petroleum (Integrated) 1.36 43 Entertainment 1.15 76 Retail Store 0.98
11 Chemical (Basic) 1.34 44 Computer Software 1.15 77 Med Supp Invasive 0.98
12 Chemical (Diversified) 1.33 45 Public/Private Equity 1.14 78 Educational Services 0.96
13 Engineering & Const 1.32 46 Drug 1.14 79 Investment Co.(Foreign) 0.94
14 Heavy Truck & Equip 1.31 47 Human Resources 1.14 80 Environmental 0.94
15 Hotel/Gaming 1.31 48 Telecom. Equipment 1.14 81 Thrift 0.93
16 Pipeline MLPs 1.29 49 Shoe 1.14 82 Reinsurance 0.93
17 Auto Parts 1.29 50 Power 1.14 83 Insurance (Prop/Cas.) 0.89
18 Office Equip/Supplies 1.29 51 Retail Automotive 1.14 84 Restaurant 0.88
19 Building Materials 1.28 52 Diversified Co. 1.13 85 Household Products 0.87
20 Electronics 1.28 53 Financial Svcs. (Div.) 1.13 86 Investment Co. 0.86
21 Computers/Peripherals 1.27 54 Packaging & Container 1.13 87 Beverage 0.84
22 Railroad 1.23 55 Bank 1.13 88 R.E.I.T. 0.84
23 Semiconductor 1.23 56 Wireless Networking 1.13 89 Tobacco 0.83
24 Semiconductor Equip 1.23 57 Furn/Home Furnishings 1.12 90 Food Processing 0.80
25 Machinery 1.22 58 Publishing 1.09 91 Retail/Wholesale Food 0.80
26 Electrical Equipment 1.21 59 Telecom. Utility 1.09 92 Water Utility 0.68
27 Air Transport 1.21 60 Medical Services 1.09 93 Natural Gas Utility 0.67
28 E-Commerce 1.20 61 Entertainment Tech 1.08 94 Precious Metals 0.64
29 Insurance (Life) 1.20 62 Industrial Services 1.07 95 Electric Util. (Central) 0.61
30 Automotive 1.20 63 Telecom. Services 1.06 96 Electric Utility (West) 0.59
31 Biotechnology 1.19 64 Toiletries/Cosmetics 1.06 97 Electric Utility (East) 0.56
32 Retail (Hardlines) 1.19 65 Recreation 1.06
33 Trucking 1.19 66 Aerospace/Defense 1.05 Mean 1.12


*    Industry averages for 97 industries using Value Line 's database of 1,706 companies - Updated 1-20-20.


**  Value Line  computes betas using monthly returns regressed against the New York Stock Exchange Index for five years.


      These betas are then adjusted as follows: VL  Beta = [{(2/3) * Regressed Beta} + {(1/3) * (1.0)}] to account to tendency 


      for Betas to regress toward average of 1.0.  See M. Blume, “On the Assessment of Risk,” Journal of Finance , March 1971.
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Exhibit JRW-6
DCF Model
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Faster Than
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$


Earnings Transition Stage
Dividends Grow
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Exhibit JRW-7


Delmarva Power and Light Company
Discounted Cash Flow Analysis


Panel A
Electric Proxy Group


Dividend Yield* 3.15%
Adjustment Factor 1.025


Adjusted Dividend Yield 3.23%
Growth Rate** 5.00%
Equity Cost Rate 8.25%
*   Page 2 of Exhibit JRW-7
** Based on data provided on pages 3, 4, 5, and
     6 of Exhibit JRW-7


Panel B
Hevert Proxy Group


Dividend Yield* 3.00%
Adjustment Factor 1.0265


Adjusted Dividend Yield 3.08%
Growth Rate** 5.30%
Equity Cost Rate 8.40%
*   Page 2 of Exhibit JRW-7
** Based on data provided on pages 3, 4, 5, and
     6 of Exhibit JRW-7
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Delmarva Power and Light Company
Monthly Dividend Yields


Panel A
Electric Proxy Group*


Dividend Dividend Dividend
Annual Yield Yield Yield


Company Dividend 30 Day 90 Day 180 Day
ALLETE, Inc. (NYSE-ALE) $2.35 2.9% 2.8% 2.8%
Alliant  Energy Corporation (NYSE-LNT) $1.42 2.6% 2.7% 2.8%
Ameren Corporation (NYSE-AEE) $1.98 2.6% 2.6% 2.6%
American Electric Power Co. (NYSE-AEP) $2.80 3.0% 3.0% 3.1%
Avangrid (NYSE-AVG) $1.76 3.5% 3.5% 3.5%
Avista Corporation (NYSE-AVA) $1.55 3.3% 3.3% 3.4%
CMS Energy Corporation (NYSE-CMS) $1.53 2.5% 2.5% 2.5%
Consolidated Edison, Inc. (NYSE-ED) $2.96 3.4% 3.3% 3.3%
Dominion Resources, Inc. (NYSE-D) $3.67 4.5% 4.5% 4.7%
Duke Energy Corporation (NYSE-DUK) $3.78 4.2% 4.1% 4.2%
Edison International (NYSE-EIX) $2.55 3.5% 3.6% 3.7%
Entergy Corporation (NYSE-ETR) $3.72 3.1% 3.2% 3.4%
Evergy, Inc. (NYSE-EVRG) $2.02 3.2% 3.2% 3.2%
Eversource Energy (NYSE-ES) $2.14 2.6% 2.6% 2.7%
Exelon Corp. (NYSE-EXC) $1.45 3.2% 3.2% 3.1%
FirstEnergy Corporation (ASE-FE) $1.56 3.2% 3.3% 3.4%
Hawaiian Electric Inductries (NYSE-HE) $1.28 2.8% 2.9% 2.9%
IDACORP, Inc. (NYSE-IDA) $2.68 2.5% 2.5% 2.5%
MGE Energy, Inc. (NYSE-MGEE) $1.41 1.8% 1.8% 1.9%
NextEra Energy Inc. (NYSE-NEE) $5.00 2.1% 2.1% 2.3%
NorthWestern Corporation (NYSE-NWE) $2.30 3.2% 3.2% 3.2%
OGE Energy Corp. (NYSE-OGE) $1.55 3.6% 3.6% 3.6%
Pinnacle West Capital Corp. (NYSE-PNW) $3.13 3.6% 3.4% 3.4%
Portland General Electric Company (NYSE-POR) $1.54 2.8% 2.8% 2.8%
PNM Resources, Inc. (NYSE-PNM) $1.23 2.5% 2.4% 2.5%
PPL Corporation (NYSE-PPL) $1.65 4.7% 5.0% 5.2%
SEMPRA Energy (NYSE-SRE) $3.87 2.6% 2.6% 2.7%
Southern Company (NYSE-SO) $2.48 4.0% 4.0% 4.2%
WEC Energy Group (NYSE-WEC) $2.53 2.8% 2.8% 2.9%
Xcel Energy Inc. (NYSE-XEL) $1.62 2.6% 2.6% 2.6%
Mean 3.1% 3.1% 3.2%
Median 3.1% 3.1% 3.1%
Data Sources:  http://quote.yahoo.com, January, 2020.


Panel B
Hevert Proxy Group


Dividend Dividend Dividend
Annual Yield Yield Yield


Company Dividend 30 Day 90 Day 180 Day
ALLETE, Inc. (NYSE-ALE) $2.35 2.9% 2.8% 2.8%
Alliant  Energy Corporation (NYSE-LNT) $1.42 2.6% 2.7% 2.8%
Ameren Corporation (NYSE-AEE) $1.98 2.6% 2.6% 2.6%
American Electric Power Co. (NYSE-AEP) $2.80 3.0% 3.0% 3.1%
Avangrid (NYSE-AVG) $1.76 3.5% 3.5% 3.5%
Avista Corporation (NYSE-AVA) $1.55 3.3% 3.3% 3.4%
CenterPoint Energy (NYSE-CNP) $1.15 4.4% 4.2% 4.1%
Consolidated Edison, Inc. (NYSE-ED) $2.96 3.4% 3.3% 3.3%
CMS Energy Corporation (NYSE-CMS) $1.53 2.5% 2.5% 2.5%
Duke Energy Corporation (NYSE-DUK) $3.78 4.2% 4.1% 4.2%
DTE Energy Company (NYSE-DTE) $4.05 3.2% 3.2% 3.2%
Evergy, Inc. (NYSE-EVRG) $2.02 3.2% 3.2% 3.2%
Eversource Energy (NYSE-ES) $2.14 2.6% 2.6% 2.7%
Hawaiian Electric Inductries (NYSE-HE) $1.28 2.8% 2.9% 2.9%
NextEra Energy Inc. (NYSE-NEE) $5.00 2.1% 2.1% 2.3%
NorthWestern Corporation (NYSE-NWE) $2.30 3.2% 3.2% 3.2%
OGE Energy Corp. (NYSE-OGE) $1.55 3.6% 3.6% 3.6%
Otter Tail Corporation (NDQ-OTTR) $1.40 2.8% 2.7% 2.7%
Pinnacle West Capital Corp. (NYSE-PNW) $3.13 3.6% 3.4% 3.4%
Portland General Electric Company (NYSE-POR) $1.54 2.8% 2.8% 2.8%
PNM Resources, Inc. (NYSE-PNM) $1.23 2.5% 2.4% 2.5%
Southern Company (NYSE-SO) $2.48 4.0% 4.0% 4.2%
WEC Energy Group (NYSE-WEC) $2.53 2.8% 2.8% 2.9%
Xcel Energy Inc. (NYSE-XEL) $1.62 2.6% 2.6% 2.6%
Mean 3.1% 3.1% 3.1%
Median 3.0% 2.9% 3.0%
Data Sources:  http://quote.yahoo.com, January, 2020.
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Delmarva Power and Light Company
DCF Equity Cost Growth Rate Measures


Value Line  Historic Growth Rates


Panel A
Electric Proxy Group


Value Line Historic Growth


Company Past 10 Years Past 5 Years
Earnings Dividends Book Value Earnings Dividends Book Value


ALLETE, Inc. (NYSE-ALE) 1.0 3.0 5.5 4.0 3.0 5.5
Alliant  Energy Corporation (NYSE-LNT) 4.5 7.5 4.0 4.5 7.0 4.5
Ameren Corporation (NYSE-AEE) 0.5 -3.5 -0.5 4.5 2.5 0.5
American Electric Power Co. (NYSE-AEP) 3.0 4.5 4.0 5.0 5.0 3.5
Avangrid (NYSE-AVG)
Avista Corp (NYSE-AVA) 5.5 8.5 4.0 5.0 4.5 4.5
CMS Energy Corporation (NYSE-CMS) 10.0 21.5 4.5 7.0 7.0 5.5
Consolidated Edison, Inc. (NYSE-ED) 2.5 2.0 4.0 2.0 2.5 4.0
Dominion Energy Inc. (NYSE-D) 3.0 7.5 4.5 3.5 7.5 6.5
Duke Energy Corporation (NYSE-DUK) 2.5 7.0 1.0 0.5 3.0 1.5
Edison International (NYSE-EIX) -3.5 6.5 3.0 -9.0 11.0 3.0
Entergy Corporation (NYSE-ETR) 0.5 3.0 1.0 -0.5 1.0 -2.5
Evergy (NYSE-EVRG)
Eversource Energy (NYSE-ES) 8.0 9.5 6.5 7.0 8.0 5.0
Exelon Corporation (NYSE-EXC) -5.5 -3.5 7.0 -3.5 -7.0 4.5
FirstEnergy Corporation (NYSE-FE) -7.0 -2.5 -8.0 -2.5 -5.0 -17.5
Hawaiian Electric Industries (NYSE-HE) 5.0 3.0 4.0 3.5
IDACORP, Inc. (NYSE-IDA) 7.0 6.5 5.5 4.0 10.0 5.0
MGE Energy, Inc. (NYSE-MGEE) 4.5 3.0 5.5 3.5 4.0 6.0
Nextera Energy, Inc. (NYSE-NEE) 6.0 9.0 8.5 6.0 10.5 9.5
NorthWestern Corporation (NYSE-NWE) 8.5 5.0 5.5 7.0 7.0 8.0
OGE Energy Corp. (NYSE-OGE) 4.0 6.5 7.5 1.0 9.5 6.0
Pinnacle West Capital Corp. (NYSE-PNW) 4.5 2.5 2.5 5.0 3.0 4.5
PNM Resources, Inc. (NYSE-PNM) 7.0 2.5 6.0 11.0 1.0
Portland General Electric Company (NYSE-POR) 3.5 4.5 2.5 4.0 4.5 3.5
PPL Corporation (NYSE-PPL) 2.5 1.0 -0.5 2.0 -4.0
Sempra Energy (NYSE-SRE) 1.0 10.0 5.5 2.0 7.5 4.0
Southern Company (NYSE-SO) 3.0 3.5 4.0 2.5 3.5 3.0
WEC Energy Group (NYSE-WEC) 8.5 15.5 8.5 6.0 11.0 10.5
Xcel Energy Inc. (NYSE-XEL) 5.5 4.5 4.5 5.0 6.0 4.5
Mean 3.4 5.4 3.9 3.0 5.2 3.3
Median 4.0 4.5 4.0 4.0 5.0 4.5
Data Source:  Value Line Investment Survey. Average of Median Figures = 4.3


Panel B
Hevert Proxy Group


Value Line Historic Growth


Company Past 10 Years Past 5 Years
Earnings Dividends Book Value Earnings Dividends Book Value


ALLETE, Inc. (NYSE-ALE) 1.0 3.0 5.5 4.0 3.0 5.5
Alliant  Energy Corporation (NYSE-LNT) 4.5 7.5 4.0 4.5 7.0 4.5
Ameren Corporation (NYSE-AEE) 0.5 -3.5 -0.5 4.5 2.5 0.5
American Electric Power Co. (NYSE-AEP) 3.0 4.5 4.0 5.0 5.0 3.5
Avangrid (NYSE-AVG)
Avista Corp (NYSE-AVA) 5.5 8.5 4.0 5.0 4.5 4.5
Centerpoint Energy (NYSE-CNP) -1.5 5.5 6.5 -3.0 7.5 1.0
Consolidated Edison, Inc. (NYSE-ED) 2.5 2.0 4.0 2.0 2.5 4.0
CMS Energy Corporation (NYSE-CMS) 10.0 21.5 4.5 7.0 7.0 5.5
Duke Energy Corporation (NYSE-DUK) 2.5 7.0 1.0 0.5 3.0 1.5
DTE Energy Company (NYSE-DTE) 8.0 4.5 4.0 8.0 6.5 4.5
Evergy (NYSE-EVRG)
Eversource Energy (NYSE-ES) 8.0 9.5 6.5 7.0 8.0 5.0
Hawaiian Electric Industries (NYSE-HE) 5.0 3.0 4.0 3.5
Nextera Energy, Inc. (NYSE-NEE) 6.0 9.0 8.5 6.0 10.5 9.5
NorthWestern Corporation (NYSE-NWE) 8.5 5.0 5.5 7.0 7.0 8.0
OGE Energy Corp. (NYSE-OGE) 4.0 6.5 7.5 1.0 9.5 6.0
Otter Tail Corporation (NDQ-OTTR) 2.0 1.0 14.0 1.5 3.5
Pinnacle West Capital Corp. (NYSE-PNW) 4.5 2.5 2.5 5.0 3.0 4.5
Portland General Electric Company (NYSE-POR) 3.5 4.5 2.5 4.0 4.5 3.5
PNM Resources, Inc. (NYSE-PNM) 7.0 2.5 6.0 11.0 1.0
Southern Company (NYSE-SO) 3.0 3.5 4.0 2.5 3.5 3.0
WEC Energy Group (NYSE-WEC) 8.5 15.5 8.5 6.0 11.0 10.5
Xcel Energy Inc. (NYSE-XEL) 5.5 4.5 4.5 5.0 6.0 4.5
Mean 4.6 5.9 4.5 4.8 5.9 4.4
Median 4.5 4.5 4.0 5.0 6.0 4.5
Data Source:  Value Line Investment Survey. Average of Median Figures = 4.8
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Delmarva Power and Light Company
DCF Equity Cost Growth Rate Measures


Value Line Projected Growth Rates


Panel A
Electric Proxy Group


 Value Line Value Line 
Projected Growth Sustainable Growth


Company                Est'd. '16-'18 to '22-'24 Return on Retention Internal
Earnings Dividends Book Value Equity Rate Growth


ALLETE, Inc. (NYSE-ALE) 5.0 5.0 3.0 9.0% 34.0% 3.1%
Alliant  Energy Corporation (NYSE-LNT) 6.5 5.5 7.5 10.0% 38.0% 3.8%
Ameren Corporation (NYSE-AEE) 6.5 4.5 5.5 10.5% 44.0% 4.6%
American Electric Power Co. (NYSE-AEP) 4.0 5.5 4.5 10.5% 32.0% 3.4%
Avangrid (NYSE-AVG) 8.5 3.0 1.0 5.5% 30.0% 1.7%
Avista Corp (NYSE-AVA) 3.5 3.5 3.5 8.0% 32.0% 2.6%
CMS Energy Corporation (NYSE-CMS) 7.0 7.0 7.0 13.5% 38.0% 5.1%
Consolidated Edison, Inc. (NYSE-ED) 3.0 3.5 3.5 8.5% 33.0% 2.8%
Dominion Energy Inc. (NYSE-D) 6.5 5.0 7.0 13.0% 21.0% 2.7%
Duke Energy Corporation (NYSE-DUK) 6.0 2.5 2.5 8.5% 30.0% 2.6%
Edison International (NYSE-EIX) NMF 4.5 5.5 11.0% 41.0% 4.5%
Entergy Corporation (NYSE-ETR) 2.0 3.5 4.5 11.5% 36.0% 4.1%
Evergy (NYSE-EVRG) NMF NMF NMF 8.5% 35.0% 3.0%
Eversource Energy (NYSE-ES) 5.5 5.5 4.5 9.0% 38.0% 3.4%
Exelon Corporation (NYSE-EXC) 9.0 5.5 5.0 9.0% 52.0% 4.7%
FirstEnergy Corporation (NYSE-FE) 6.5 3.5 7.0 16.0% 36.0% 5.8%
Hawaiian Electric Industries (NYSE-HE) 2.5 3.0 3.5 9.0% 32.0% 2.9%
IDACORP, Inc. (NYSE-IDA) 3.5 7.0 4.0 9.5% 37.0% 3.5%
MGE Energy, Inc. (NYSE-MGEE) 6.0 5.0 5.0 10.5% 46.0% 4.8%
Nextera Energy, Inc. (NYSE-NEE) 10.5 10.0 7.5 12.5% 40.0% 5.0%
NorthWestern Corporation (NYSE-NWE) 2.0 4.5 3.5 9.0% 31.0% 2.8%
OGE Energy Corp. (NYSE-OGE) 6.5 6.5 4.0 11.5% 33.0% 3.8%
Pinnacle West Capital Corp. (NYSE-PNW) 4.0 6.0 3.5 10.0% 32.0% 3.2%
PNM Resources, Inc. (NYSE-PNM) 7.0 7.0 5.0 9.0% 42.0% 3.8%
Portland General Electric Company (NYSE-POR) 4.5 6.5 3.0 9.0% 34.0% 3.1%
PPL Corporation (NYSE-PPL) 1.5 2.0 5.5 13.0% 36.0% 4.7%
Sempra Energy (NYSE-SRE) 11.0 8.0 6.5 11.5% 42.0% 4.8%
Southern Company (NYSE-SO) 3.5 3.0 3.5 12.5% 27.0% 3.4%
WEC Energy Group (NYSE-WEC) 6.0 6.0 3.5 12.0% 33.0% 4.0%
Xcel Energy Inc. (NYSE-XEL) 5.5 6.0 5.5 10.5% 36.0% 3.8%
Mean 5.5 5.1 4.7 10.4% 35.7% 3.7%
Median 5.8 5.0 4.5 10.3% 35.5% 3.6%
Average of Median Figures = 5.1 Median = 3.6%
* 'Est'd. '16-'17 to '22-'24' is the estimated growth rate from the base period 2016 to 2018 until the future period 2022 to 2024.


Data Source:  Value Line Investment Survey.


Panel B
Hevert Proxy Group


 Value Line Value Line 
Projected Growth Sustainable Growth


Company                Est'd. '16-'18 to '22-'24 Return on Retention Internal
Earnings Dividends Book Value Equity Rate Growth


ALLETE, Inc. (NYSE-ALE) 5.0 5.0 3.0 9.0% 34.0% 3.1%
Alliant  Energy Corporation (NYSE-LNT) 6.5 5.5 7.5 10.0% 38.0% 3.8%
Ameren Corporation (NYSE-AEE) 6.5 4.5 5.5 10.5% 44.0% 4.6%
American Electric Power Co. (NYSE-AEP) 4.0 5.5 4.5 10.5% 32.0% 3.4%
Avangrid (NYSE-AVG) 8.5 3.0 1.0 5.5% 30.0% 1.7%
Avista Corp (NYSE-AVA) 3.5 3.5 3.5 8.0% 32.0% 2.6%
Centerpoint Energy (NYSE-CNP) 10.5 2.5 12.5 9.5% 33.0% 3.1%
Consolidated Edison, Inc. (NYSE-ED) 3.0 3.5 3.5 8.5% 33.0% 2.8%
CMS Energy Corporation (NYSE-CMS) 7.0 7.0 7.0 13.5% 38.0% 5.1%
Duke Energy Corporation (NYSE-DUK) 6.0 2.5 2.5 8.5% 30.0% 2.6%
DTE Energy Company (NYSE-DTE) 4.5 7.0 6.0 9.5% 33.0% 3.1%
Evergy (NYSE-EVRG) NMF NMF NMF 8.5% 35.0% 3.0%
Eversource Energy (NYSE-ES) 5.5 5.5 4.5 9.0% 38.0% 3.4%
Hawaiian Electric Industries (NYSE-HE) 2.5 3.0 3.5 9.0% 32.0% 2.9%
Nextera Energy, Inc. (NYSE-NEE) 10.5 10.0 7.5 12.5% 40.0% 5.0%
NorthWestern Corporation (NYSE-NWE) 2.0 4.5 3.5 9.0% 31.0% 2.8%
OGE Energy Corp. (NYSE-OGE) 6.5 6.5 4.0 11.5% 33.0% 3.8%
Otter Tail Corporation (NDQ-OTTR) 5.0 4.0 4.5 11.0% 34.0% 3.7%
Pinnacle West Capital Corp. (NYSE-PNW) 4.0 6.0 3.5 10.0% 32.0% 3.2%
Portland General Electric Company (NYSE-POR) 4.5 6.5 3.0 9.0% 34.0% 3.1%
PNM Resources, Inc. (NYSE-PNM) 7.0 7.0 5.0 9.0% 42.0% 3.8%
Southern Company (NYSE-SO) 3.5 3.0 3.5 12.5% 27.0% 3.4%
WEC Energy Group (NYSE-WEC) 6.0 6.0 3.5 12.0% 33.0% 4.0%
Xcel Energy Inc. (NYSE-XEL) 5.5 6.0 5.5 10.5% 36.0% 3.8%
Mean 5.5 5.1 4.7 9.9% 34.3% 3.4%
Median 5.5 5.5 4.0 9.5% 33.0% 3.3%
Average of Median Figures = 5.0 Median = 3.3%
* 'Est'd. '16-'17 to '22-'24' is the estimated growth rate from the base period 2016 to 2018 until the future period 2022 to 2024.
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Delmarva Power and Light Company
DCF Equity Cost Growth Rate Measures


Analysts Projected EPS Growth Rate Estimates


Panel A
Electric Proxy Group


Company Yahoo Zacks Mean
ALLETE, Inc. (NYSE-ALE) 7.0% 7.2% 7.1%
Alliant  Energy Corporation (NYSE-LNT) 5.4% 5.5% 5.4%
Ameren Corporation (NYSE-AEE) 6.1% 5.7% 5.9%
American Electric Power Co. (NYSE-AEP) 4.6% 6.2% 5.4%
Avangrid (NYSE-AVG) 3.5% 3.4% 3.4%
Avista Corp (NYSE-AVA) 6.2% 7.4% 6.8%
CMS Energy Corporation (NYSE-CMS) 7.5% 6.4% 7.0%
Consolidated Edison, Inc. (NYSE-ED) 2.4% 2.0% 2.2%
Dominion Energy Inc. (NYSE-D) 4.4% 4.8% 4.6%
Duke Energy Corporation (NYSE-DUK) 4.4% 4.8% 4.6%
Edison International (NYSE-EIX) 3.9% 5.4% 4.7%
Entergy Corporation (NYSE-ETR) -1.5% 7.0%
Evergy (NYSE-EVRG) 6.7% 6.6% 6.6%
Eversource Energy (NYSE-ES) 5.5% 5.6% 5.5%
Exelon Corporation (NYSE-EXC) 0.5% 4.2% 2.3%
FirstEnergy Corporation (NYSE-FE) -6.6% 6.0%
Hawaiian Electric Industries (NYSE-HE) 3.4% 4.2% 3.8%
IDACORP, Inc. (NYSE-IDA) 2.5% 3.9% 3.2%
MGE Energy, Inc. (NYSE-MGEE) 4.0% N/A 4.0%
Nextera Energy, Inc. (NYSE-NEE) 8.0% 8.0% 8.0%
NorthWestern Corporation (NYSE-NWE) 3.2% 2.8% 3.0%
OGE Energy Corp. (NYSE-OGE) 3.5% 4.3% 3.9%
Pinnacle West Capital Corp. (NYSE-PNW) 4.1% 4.9% 4.5%
PNM Resources, Inc. (NYSE-PNM) 6.3% 5.4% 5.8%
Portland General Electric Company (NYSE-POR) 4.8% 4.8% 4.8%
PPL Corporation (NYSE-PPL) 0.5% N/A 0.5%
Sempra Energy (NYSE-SRE) 10.1% 7.7% 8.9%
Southern Company (NYSE-SO) 1.5% 4.5% 3.0%
WEC Energy Group (NYSE-WEC) 6.1% 6.1% 6.1%
Xcel Energy Inc. (NYSE-XEL) 6.1% 5.4% 5.8%
Mean 4.1% 5.4% 4.9%
Median 4.4% 5.4% 4.7%
Data Sources: www.zacks.com, http://quote.yahoo.com, January, 2020.
*  Entergy and FirstEnergy were excluded  from the DCF analysis due to negative projected EPS growth rates.


Panel B
Hevert Proxy Group


Company Yahoo Zacks Mean
ALLETE, Inc. (NYSE-ALE) 7.0% 7.2% 7.1%
Alliant  Energy Corporation (NYSE-LNT) 5.4% 5.5% 5.4%
Ameren Corporation (NYSE-AEE) 6.1% 5.7% 5.9%
American Electric Power Co. (NYSE-AEP) 4.6% 6.2% 5.4%
Avangrid (NYSE-AVG) 3.5% 3.4% 3.4%
Avista Corp (NYSE-AVA) 6.2% 7.4% 6.8%
CenterPoint Energy (NYSE-CNP) 3.6% 4.8% 4.2%
Consolidated Edison, Inc. (NYSE-ED) 2.4% 2.0% 2.2%
CMS Energy Corporation (NYSE-CMS) 7.5% 6.4% 7.0%
Duke Energy Corporation (NYSE-DUK) 4.4% 4.8% 4.6%
DTE Energy Company (NYSE-DTE) 4.8% 6.0% 5.4%
Evergy (NYSE-EVRG) 6.7% 6.6% 6.6%
Eversource Energy (NYSE-ES) 5.5% 5.6% 5.5%
Hawaiian Electric Industries (NYSE-HE) 3.4% 4.2% 3.8%
Nextera Energy, Inc. (NYSE-NEE) 8.0% 8.0% 8.0%
NorthWestern Corporation (NYSE-NWE) 3.2% 2.8% 3.0%
OGE Energy Corp. (NYSE-OGE) 3.5% 4.3% 3.9%
Otter Tail Corporation (NDQ-OTTR) 9.0% 7.0% 8.0%
Pinnacle West Capital Corp. (NYSE-PNW) 4.1% 4.9% 4.5%
Portland General Electric Company (NYSE-POR) 4.8% 4.8% 4.8%
PNM Resources, Inc. (NYSE-PNM) 6.3% 5.4% 5.8%
Southern Company (NYSE-SO) 1.5% 4.5% 3.0%
WEC Energy Group (NYSE-WEC) 6.1% 6.1% 6.1%
Xcel Energy Inc. (NYSE-XEL) 6.1% 5.4% 5.8%
Mean 5.1% 5.4% 5.3%
Median 5.1% 5.5% 5.4%
Data Sources: www.zacks.com, http://quote.yahoo.com, January, 2020.
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Delmarva Power and Light Company
DCF Growth Rate Indicators


Electric and Hevert Proxy Groups
Growth Rate Indicator Electric Proxy Group Hevert Proxy Group
Historic Value Line  Growth 
in EPS, DPS, and BVPS 4.3% 4.8%
Projected Value Line  Growth 
in EPS, DPS, and BVPS 5.1% 5.0%
Sustainable Growth
ROE * Retention Rate 3.6% 3.3%
Projected EPS Growth from Yahoo, Zacks, 
and Reuters - Mean/Median 4.9%/4.7% 5.3%/5.4%
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Delmarva Power and Light Company
Capital Asset Pricing Model


Panel A
Electric Proxy Group


Risk-Free Interest Rate 3.75%
Beta* 0.55
Ex Ante Equity Risk Premium** 5.75%
CAPM Cost of Equity 6.9%
* See page 3 of Exhibit JRW-8


** See pages 5 and 6 of Exhibit JRW-8


Panel B
Hevert Proxy Group


Risk-Free Interest Rate 3.75%
Beta* 0.55
Ex Ante Equity Risk Premium** 5.75%
CAPM Cost of Equity 6.9%
* See page 3 of Exhibit JRW-8


** See pages 5 and 6 of Exhibit JRW-8







Case No. 9630
Exhibit JRW-8


CAPM Study
Page 2 of 8


Exhibit JRW-8


Thirty-Year U.S. Treasury Yields
2013-2020


 Source: Federal Reserve Bank of St. Louis, FRED Database.
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Panel A
Electric Proxy Group


Company Name Beta


ALLETE, Inc. (NYSE-ALE) 0.65
Alliant  Energy Corporation (NYSE-LNT) 0.60
Ameren Corporation (NYSE-AEE) 0.55
American Electric Power Co. (NYSE-AEP) 0.55
Avangrid (NYSE-AVG) 0.40
Avista Corp (NYSE-AVA) 0.60
CMS Energy Corporation (NYSE-CMS) 0.50
Consolidated Edison, Inc. (NYSE-ED) 0.45
Dominion Energy Inc. (NYSE-D) 0.55
Duke Energy Corporation (NYSE-DUK) 0.50
Edison International (NYSE-EIX) 0.55
Entergy Corporation (NYSE-ETR) 0.60
Evergy (NYSE:EVRG) NMF
Eversource Energy (NYSE-ES) 0.55
Exelon Corporation (NYSE-EXC) 0.65
FirstEnergy Corporation (NYSE-FE) 0.65
Hawaiian Electric Industries (NYSE-HE) 0.55
IDACORP, Inc. (NYSE-IDA) 0.55
MGE Energy, Inc. (NYSE-MGEE) 0.55
NextEra Energy, Inc. (NYSE-NEE) 0.55
NorthWestern Corporation (NYSE-NWE) 0.60
OGE Energy Corp. (NYSE-OGE) 0.75
Pinnacle West Capital Corp. (NYSE-PNW) 0.50
PNM Resources, Inc. (NYSE-PNM) 0.60
Portland General Electric Company (NYSE-POR) 0.55
PPL Corporation (NYSE-PPL) 0.70
Sempra Energy (NYSE-SRE) 0.70
Southern Company (NYSE-SO) 0.50
WEC Energy Group (NYSE-WEC) 0.50
Xcel Energy Inc. (NYSE-XEL) 0.50
Mean 0.58
Median 0.55
Data Source:  Value Line Investment Survey , 2019.


Panel B
Hevert Proxy Group
Company Beta


ALLETE, Inc. (NYSE-ALE) 0.65
Alliant  Energy Corporation (NYSE-LNT) 0.60
Ameren Corporation (NYSE-AEE) 0.55
American Electric Power Co. (NYSE-AEP) 0.55
Avangrid (NYSE-AVG) 0.40
Avista Corp (NYSE-AVA) 0.60
Centerpoint Energy (NYSE-CNP) 0.80
Consolidated Edison, Inc. (NYSE-ED) 0.45
CMS Energy Corporation (NYSE-CMS) 0.50
Duke Energy Corporation (NYSE-DUK) 0.50
DTE Energy Company (NYSE-DTE) 0.55
Evergy (NYSE:EVRG) NMF
Eversource Energy (NYSE-ES) 0.55
Hawaiian Electric Industries (NYSE-HE) 0.55
NextEra Energy, Inc. (NYSE-NEE) 0.55
NorthWestern Corporation (NYSE-NWE) 0.60
OGE Energy Corp. (NYSE-OGE) 0.80
Otter Tail Corporation (NDQ-OTTR) 0.70
Pinnacle West Capital Corp. (NYSE-PNW) 0.50
Portland General Electric Company (NYSE-POR) 0.55
PNM Resources, Inc. (NYSE-PNM) 0.60
Southern Company (NYSE-SO) 0.50
WEC Energy Group (NYSE-WEC) 0.50
Xcel Energy Inc. (NYSE-XEL) 0.50
Mean 0.57
Median 0.55
Data Source:  Value Line Investment Survey , 2019.
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Risk Premium Approaches


Historical Ex Post Surveys Expected Return Models
Returns and Market Data


Means of Assessing Historical Average Surveys of CFOs, Use Market Prices and
The Market Risk Stock Minus Financial Forecasters, Market Fundamentals (such as
Premium Bond Returns Companies, Analysts on Growth Rates) to Compute


Expected Returns and Expected Returns and Market
Market Risk Premiums Risk Premiums


Problems/Debated Time Variation in Questions Regarding Survey Assumptions Regarding
Issues Required Returns, Histories, Responses, and Expectations, Especially


Measurement and Representativeness Growth
Time Period Issues,
and Biases such as Surveys may be Subject


Market and Company to Biases, such as 
Survivorship Bias Extrapolation


Source:  Adapted from Antti Ilmanen, Expected Returns on Stocks and Bonds,” Journal of Portfolio Management , (Winter 2003).
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Capital Asset Pricing Model
Market Risk Premium


Publication Time Period Return Range Midpoint Median
Category Study Authors Date Of Study Methodology Measure Low High of Range Mean
Historical Risk Premium


Ibbotson 2016 1928-2015 Historical Stock Returns - Bond Returns Arithmetic 6.00%
Geometric 4.40%


Damodaran 2020 1928-2019 Historical Stock Returns - Bond Returns Arithmetic 6.43%
Geometric 4.83%


Dimson, Marsh, Staunton _Credit Suisse Repor 2019 1900-2018 Historical Stock Returns - Bond Returns Arithmetic 5.50%
Geometric


Bate 2008 1900-2007 Historical Stock Returns - Bond Returns Geometric 4.50%


Shiller 2006 1926-2005 Historical Stock Returns - Bond Returns Arithmetic 7.00%
Geometric 5.50%


Siegel 2005 1926-2005 Historical Stock Returns - Bond Returns Arithmetic 6.10%
Geometric 4.60%


Dimson, Marsh, and Staunton 2006 1900-2005 Historical Stock Returns - Bond Returns Arithmetic 5.50%


Goyal & Welch 2006 1872-2004 Historical Stock Returns - Bond Returns 4.77%


Median 5.50%


Ex Ante Models (Puzzle Research)
Claus Thomas 2001 1985-1998 Abnormal Earnings Model 3.00%
Arnott and Bernstein 2002 1810-2001 Fundamentals - Div Yld + Growth 2.40%
Constantinides 2002 1872-2000 Historical Returns & Fundamentals - P/D & P/E 6.90%


 Cornell 1999 1926-1997 Historical Returns & Fundamental GDP/Earnings 3.50% 5.50% 4.50% 4.50%
Easton, Taylor, et al 2002 1981-1998 Residual Income Model 5.30%
Fama French 2002 1951-2000 Fundamental DCF with EPS and DPS Growth 2.55% 4.32% 3.44%
Harris & Marston 2001 1982-1998 Fundamental DCF with Analysts' EPS Growth 7.14%
McKinsey 2002 1962-2002 Fundamental (P/E, D/P, & Earnings Growth) 3.50% 4.00% 3.75%
Siegel 2005 1802-2001 Historical Earnings Yield Geometric 2.50%
Grabowski 2006 1926-2005 Historical and Projected 3.50% 6.00% 4.75% 4.75%
Maheu & McCurdy 2006 1885-2003 Historical Excess Returns, Structural Breaks, 4.02% 5.10% 4.56% 4.56%
Bostock 2004 1960-2002 Bond Yields, Credit Risk, and Income Volatility 3.90% 1.30% 2.60% 2.60%
Bakshi & Chen 2005 1982-1998 Fundamentals - Interest Rates 7.31%
Donaldson, Kamstra, & Kramer 2006 1952-2004 Fundamental, Dividend yld., Returns,, & Volatility 3.00% 4.00% 3.50% 3.50%
Campbell 2008 1982-2007 Historical & Projections (D/P & Earnings Growth) 4.10% 5.40% 4.75%
Best & Byrne 2001 Projection Fundamentals - Div Yld + Growth 2.00%
Fernandez 2007 Projection Required Equity Risk Premium 4.00%
DeLong & Magin 2008 Projection Earnings Yield - TIPS 3.22%
Siegel - Rethink ERP 2011 Projection Real Stock Returns and Components 5.50%
Duff & Phelps 2019 Projection Normalized with 3.5% Long-Term Treasury Yield 5.50%
Mschchowski - VL - 2014 2014 Projection Fundamentals - Expected Return Minus 10-Year Treasury Rate 5.50%
American Appraisal Quarterly ERP 2015 Projection Fundamental Economic and Market Factors 6.00%
Market Risk Premia 2019 Projection Fundamental Economic and Market Factors 4.29%
KPMG 2019 Projection Fundamental Economic and Market Factors 5.75%
Damodaran - 1-1-20 2020 Projection Fundamentals - Implied from FCF to Equity Model (Trailing 12 month, with adjusted payout) 4.79%
Social Security
Office of Chief Actuary 1900-1995
John Campbell 2001 1860-2000 Historical & Projections (D/P & Earnings Growth) Arithmetic 3.00% 4.00% 3.50% 3.50%


Projected for 75 Years Geometric 1.50% 2.50% 2.00% 2.00%
Peter Diamond 2001 Projected for 75 YearsFundamentals (D/P, GDP Growth) 3.00% 4.80% 3.90% 3.90%
John Shoven 2001 Projected for 75 YearsFundamentals (D/P, P/E, GDP Growth) 3.00% 3.50% 3.25% 3.25%
Median 4.29%


Surveys
New York Fed 2015 Five-Year Survey of Wall Street Firms 5.70%
Survey of Financial Forecasters 2019 10-Year Projection About 20 Financial Forecastsers 1.85%
Duke - CFO Magazine Survey 2019 10-Year Projection Approximately 200 CFOs 4.05%
Welch - Academics 2008 30-Year Projection Random Academics 5.00% 5.74% 5.37% 5.37%
Fernandez - Academics, Analysts, and Compan 2019 Long-Term Survey of Academics, Analysts, and Companies 5.60%
Median 5.37%


Building Block
Ibbotson and Chen 2015 Projection Historical Supply Model (D/P & Earnings Growth) Arithmetic 6.22% 5.21%


Geometric 4.20%
Chen - Rethink ERP 2010 20-Year Projection Combination Supply Model (Historic and Projection) Geometric 4.00%
Ilmanen - Rethink ERP 2010 Projection Current Supply Model (D/P & Earnings Growth) Geometric 3.00%
Grinold, Kroner, Siegel - Rethink ERP 2011 Projection Current Supply Model (D/P & Earnings Growth) Arithmetic 4.63% 4.12%


Geometric 3.60%
Median 4.06%


Mean 4.80%
Median 4.83%
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Capital Asset Pricing Model
Market Risk Premium


Summary of 2010-20 Equity Risk Premium Studies
Publication Time Period Return Range Midpoint Average


Category Study Authors Date Of Study Methodology Measure Low High of Range Mean
Historical Risk Premium


Ibbotson 2016 1928-2015 Historical Stock Returns - Bond Returns Arithmetic 6.00%
Geometric 4.40%


Damodaran 2020 1928-2019 Historical Stock Returns - Bond Returns Arithmetic 6.43%
Geometric 4.83%


Dimson, Marsh, Staunton _Credit Suisse Report 2019 1900-2018 Historical Stock Returns - Bond Returns Arithmetic 5.50%
Geometric


Median 5.43%


Ex Ante Models (Puzzle Research)
Siegel - Rethink ERP 2011 Projection Real Stock Returns and Components 5.50%
Duff & Phelps 2019 Projection Normalized with 3.5% Long-Term Treasury Yield 5.50%
Mschchowski - VL - 2014 2014 Projection Fundamentals - Expected Return Minus 10-Year Treasury Rate 5.50%
American Appraisal Quarterly ERP 2015 Projection Fundamental Economic and Market Factors 6.00%
Market Risk Premia 2019 Projection Fundamental Economic and Market Factors 4.29%
KPMG 2019 Projection Fundamental Economic and Market Factors 5.75%
Damodaran - 1-1-20 2020 Projection Fundamentals - Implied from FCF to Equity Model (Trailing 12 month, with adjusted payout) 4.79%
Median 5.50%


Surveys
New York Fed 2015 Five-Year Survey of Wall Street Firms 5.70%
Survey of Financial Forecasters 2019 10-Year Projection About 20 Financial Forecastsers 1.85%
Duke - CFO Magazine Survey 2019 10-Year Projection Approximately 200 CFOs 4.05%
Fernandez - Academics, Analysts, and Companies 2019 Long-Term Survey of Academics, Analysts, and Companies 5.60%
Median 4.83%


Building Block
Ibbotson and Chen 2015 Projection Historical Supply Model (D/P & Earnings Growth) Arithmetic 6.22% 5.21%


Geometric 4.20%
Chen - Rethink ERP 2010 20-Year Projection Combination Supply Model (Historic and Projection) Geometric 4.00%
Ilmanen - Rethink ERP 2010 Projection Current Supply Model (D/P & Earnings Growth) Geometric 3.00%
Grinold, Kroner, Siegel - Rethink ERP 2011 Projection Current Supply Model (D/P & Earnings Growth) Arithmetic 4.63% 4.12%


Geometric 3.60%
Median 4.06%


Mean 4.95%
Median 5.13%
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   Duff & Phelps Risk-Free Interest Rates and Equity Risk Premium Estimates


Source: https://www.duffandphelps.com/-/media/assets/pdfs/publications/valuation/coc/erp-risk-free-rates-jan-2008-present.ashx?la=en
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Panel A
 KPMG Equity Risk Premium Recommendation


Source: https://assets.kpmg/content/dam/kpmg/nl/pdf/2019/advisory/equity-market-research-summary.pdf


Panel B
 Market-Risk-Premia.com Implied Market Risk Premium


30-Nov-19


Market
Return
5.78%
Risk


Premium
4.00%


Risk-Free
Rate


1.78%


Source: http://www.market-risk-premia.com/us.html
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Capitalization Cost Weighted
    Capital Source Ratios* Rate Cost Rate
Long-Term Debt 49.47% 4.03% 1.99%
Common Equity 50.53% 10.30% 5.20%
Total Capitalization 100.00% 7.20%
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Mr. Hevert's DCF Results


Panel B
Mr. Hevert's CAPM and Risk Premium Results


Mr. Hevert's Expected Earnings Results
Mean - 10.13%
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Source: Attachment AEB-RR-2, Page 1 of 3


30-DAY CONSTANT GROWTH DCF


[1] [2] [3] [4] [5] [6] [7] [8] [9] [10] [11] [12] [13] [14]


Company Ticker
Annualized 
Dividend


Stock
Price


Dividend 
Yield


Expected 
Dividend 


Yield


Value Line 
Earnings 
Growth


Yahoo! 
Finance 
Earnings 
Growth


Zacks 
Earnings 
Growth


Average 
Earnings 
Growth


Low
ROE


Mean
ROE


High
ROE


Low ROE 
with 


Exclusions


Mean ROE 
with 


Exclusions


High ROE 
with 


Exclusions


ALLETE, Inc. ALE $2.35 $81.31 2.89% 2.98% 5.00% 6.00% 7.20% 6.07% 7.96% 9.04% 10.19% 7.96% 9.04% 10.19%
Alliant Energy Corporation LNT $1.42 $47.20 3.01% 3.10% 6.50% 5.85% 5.40% 5.92% 8.49% 9.01% 9.61% 8.49% 9.01% 9.61%
Ameren Corporation AEE $1.90 $73.07 2.60% 2.68% 6.50% 4.90% 6.20% 5.87% 7.56% 8.54% 9.18% 7.56% 8.54% 9.18%
American Electric Power Company, Inc. AEP $2.68 $85.25 3.14% 3.22% 4.00% 5.79% 5.60% 5.13% 7.21% 8.35% 9.02% 7.21% 8.35% 9.02%
DTE Energy Company DTE $3.78 $125.38 3.01% 3.09% 5.00% 4.16% 6.00% 5.05% 7.24% 8.14% 9.11% 7.24% 8.14% 9.11%
Duke Energy Corporation DUK $3.71 $88.29 4.20% 4.31% 6.00% 4.60% 4.80% 5.13% 8.90% 9.44% 10.33% 8.90% 9.44% 10.33%
Exelon Corporation EXC $1.45 $49.35 2.94% 3.01% 10.50% 1.33% 3.80% 5.21% 4.29% 8.22% 13.59% 8.22% 13.59%
Evergy, Inc. EVRG $1.90 $57.85 3.28% 3.39% NA 6.15% 6.60% 6.38% 9.54% 9.76% 9.99% 9.54% 9.76% 9.99%
Hawaiian Electric Industries, Inc. HE $1.28 $41.56 3.08% 3.16% 4.50% 6.10% 5.60% 5.40% 7.65% 8.56% 9.27% 7.65% 8.56% 9.27%
IDACORP, Inc. IDA $2.52 $100.49 2.51% 2.55% 3.50% 2.40% 3.80% 3.23% 4.94% 5.78% 6.36%
NorthWestern Corporation NWE $2.30 $70.39 3.27% 3.31% 3.00% 2.86% 2.80% 2.89% 6.11% 6.20% 6.32%
OGE Energy Corporation OGE $1.46 $41.87 3.49% 3.57% 6.50% 3.80% 4.60% 4.97% 7.35% 8.54% 10.10% 7.35% 8.54% 10.10%
Otter Tail Corporation OTTR $1.40 $50.75 2.76% 2.85% 5.00% 9.00% 7.00% 7.00% 7.83% 9.85% 11.88% 7.83% 9.85% 11.88%
Pinnacle West Capital Corporation PNW $2.95 $94.73 3.11% 3.19% 5.00% 5.01% 5.00% 5.00% 8.19% 8.20% 8.20% 8.19% 8.20% 8.20%
PNM Resources, Inc. PNM $1.16 $46.65 2.49% 2.57% 8.50% 5.70% 5.20% 6.47% 7.75% 9.03% 11.09% 7.75% 9.03% 11.09%
Portland General Electric Company POR $1.45 $52.39 2.77% 2.84% 4.50% 5.20% 4.90% 4.87% 7.33% 7.70% 8.04% 7.33% 7.70% 8.04%
PPL Corporation PPL $1.65 $30.59 5.39% 5.42% 1.50% 0.59% NA 1.05% 6.00% 6.47% 6.93%
MEAN 3.17% 3.25% 5.34% 4.67% 5.28% 5.04% 7.31% 8.29% 9.37% 7.92% 8.74% 9.97%
Flotation Cost #REF! 0.11% 0.11% 0.11% 0.11% 0.11%
Flotation Cost Adjusted DCF Result #REF! 8.39% 9.47% 8.03% 8.85% 10.08%
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Growth Rates
GDP, S&P 500 Price, EPS, and DPS


GDP S&P 500 S&P 500 EPS S&P 500 DPS
1960 542.38 58.11 3.10 1.98


1 1961 562.21 71.55 3.37 2.04
2 1962 603.92 63.10 3.67 2.15
3 1963 637.45 75.02 4.13 2.35
4 1964 684.46 84.75 4.76 2.58
5 1965 742.29 92.43 5.30 2.83
6 1966 813.41 80.33 5.41 2.88
7 1967 859.96 96.47 5.46 2.98
8 1968 940.65 103.86 5.72 3.04
9 1969 1017.62 92.06 6.10 3.24


10 1970 1073.30 92.15 5.51 3.19
11 1971 1164.85 102.09 5.57 3.16
12 1972 1279.11 118.05 6.17 3.19
13 1973 1425.38 97.55 7.96 3.61
14 1974 1545.24 68.56 9.35 3.72
15 1975 1684.90 90.19 7.71 3.73
16 1976 1873.41 107.46 9.75 4.22
17 1977 2081.83 95.10 10.87 4.86
18 1978 2351.60 96.11 11.64 5.18
19 1979 2627.33 107.94 14.55 5.97
20 1980 2857.31 135.76 14.99 6.44
21 1981 3207.04 122.55 15.18 6.83
22 1982 3343.79 140.64 13.82 6.93
23 1983 3634.04 164.93 13.29 7.12
24 1984 4037.61 167.24 16.84 7.83
25 1985 4338.98 211.28 15.68 8.20
26 1986 4579.63 242.17 14.43 8.19
27 1987 4855.22 247.08 16.04 9.17
28 1988 5236.44 277.72 24.12 10.22
29 1989 5641.58 353.40 24.32 11.73
30 1990 5963.14 330.22 22.65 12.35
31 1991 6158.13 417.09 19.30 12.97
32 1992 6520.33 435.71 20.87 12.64
33 1993 6858.56 466.45 26.90 12.69
34 1994 7287.24 459.27 31.75 13.36
35 1995 7639.75 615.93 37.70 14.17
36 1996 8073.12 740.74 40.63 14.89
37 1997 8577.55 970.43 44.09 15.52
38 1998 9062.82 1229.23 44.27 16.20
39 1999 9630.66 1469.25 51.68 16.71
40 2000 10252.35 1320.28 56.13 16.27
41 2001 10581.82 1148.09 38.85 15.74
42 2002 10936.42 879.82 46.04 16.08
43 2003 11458.25 1111.91 54.69 17.88
44 2004 12213.73 1211.92 67.68 19.41
45 2005 13036.64 1248.29 76.45 22.38
46 2006 13814.61 1418.30 87.72 25.05
47 2007 14451.86 1468.36 82.54 27.73
48 2008 14712.85 903.25 65.39 28.05
49 2009 14448.93 1115.10 59.65 22.31
50 2010 14992.05 1257.64 83.66 23.12
51 2011 15542.58 1257.60 97.05 26.02
52 2012 16197.01 1426.19 102.47 30.44
53 2013 16784.85 1848.36 107.45 36.28
54 2014 17521.75 2058.90 113.01 39.44
55 2015 18219.30 2043.94 106.32 43.16
56 2016 18707.19 2238.83 108.86 45.03
57 2017 19485.39 2673.61 124.94 49.73
58 2018 20500.64 2506.85 148.34 53.61 Average


Growth Rates 6.46 6.71 6.89 5.85 6.48
A -http://research.stlouisfed.org/fred2/series/GDPA/downloaddata


, EPS and DPS - http://pages.stern.nyu.edu/~adamodar/
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Nominal GDP Growth Rates
Annual Growth Rates - 1961-2018


Data Sources: GDPA -https://fred.stlouisfed.org/series/GDPA
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Annual Real GDP Growth Rates
1961-2018


Data Sources: GDPC1 - https://fred.stlouisfed.org/series/GDPCA
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Annual Inflation Rates
1961-2018


Data Sources: CPIAUCSL - https://fred.stlouisfed.org/series/CPIAUCSL
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Panel A
Historic GDP Growth Rates


10-Year Average 3.37%
20-Year Average 4.17%
30-Year Average 4.65%
40-Year Average 5.56%
50-Year Average 6.36%
Calculated using GDP data on Page 1 of Exhibit JRW-10


Panel B
Projected GDP Growth Rates


Projected
Nominal GDP


Time Frame Growth Rate
Congressional Budget Office 2018-2048 4.0%
Survey of Financial Forecasters Ten Year 4.3%
Social Security Administration 2018-2095 4.4%
Energy Information Administration 2017-2050 4.3%
Sources:
Congressional Budget Office,The 2018 Long-Term Budget Outlook , June 1, 2018. 
https://www.cbo.gov/system/files?file=2018-06/53919-2018ltbo.pdf
U.S. Energy Information Administration, Annual Energy Outlook 2018 , Table: Macroeconomic Indicators, 
https://www.eia.gov/outlooks/aeo/data/browser/#/?id=18-AEO2018&sourcekey=0.
Social Security Administration, 2018 Annual Report of the Board of Trustees of the Old-Age, 
Survivors, and Disability Insurance (OASDI) Program, Table VI.G4, p. 211(June 15, 2018),  
https://www.ssa.gov/oact/tr/2018/lr6g4.html. The 4.4% represents the compounded growth rate
in projected GDP from $20,307 trillion in 2018 to $548,108 trillion in 2095.
https://www.philadelphiafed.org/research-and-data/real-time-center/survey-of-professional-forecasters/







Case No. 9630
Exhibit JRW-10


GDP and S&P 500 Growth Rates
Page 6 of 6


Long-Term Growth of GDP, S&P 500, S&P 500 EPS, and S&P 500 DPS


GDP S&P 500 S&P 500 EPS S&P 500 DPS
Growth Rates 6.47 6.95 6.70 5.82
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Woolridge Average  Recommended ROE Compared to Commission Authorized ROE -- 2012-2020


Average Authorized ROE - Electric and Natural Gas


[1]
Woolridge 


Recommended 
ROE


Authorized ROE 
of Woolridge 


Cases


Average 
Authorized 


ROE
Average-
Woolridge


2012.1 #N/A #N/A 10.02% #N/A 12
2012.2 8.50% 9.45% 9.88% 1.38% 21
2012.3 #N/A #N/A 9.78% #N/A 9
2012.4 #N/A #N/A 10.06% #N/A 43
2013.1 #N/A #N/A 9.71% #N/A 11
2013.2 8.50% #N/A 9.67% 1.17% 13
2013.3 8.75% 10.25% 9.80% 1.05% 7
2013.4 #N/A #N/A 9.83% #N/A 30
2014.1 9.00% 9.62% 9.53% 0.53% 12
2014.2 8.50% 9.10% 9.83% 1.33% 13
2014.3 #N/A #N/A 9.65% #N/A 15
2014.4 #N/A #N/A 9.94% #N/A 19
2015.1 #N/A #N/A 9.59% #N/A 8
2015.2 8.55% 9.30% 9.47% 0.92% 8
2015.3 8.80% 9.78% 9.52% 0.72% 3
2015.4 8.75% 9.83% 9.66% 0.91% 20
2016.1 8.70% 9.77% 9.56% 0.86% 9
2016.2 #N/A #N/A 9.41% #N/A 11
2016.3 8.57% 9.50% 9.66% 1.09% 12
2016.4 #N/A #N/A 9.60% #N/A 25
2017.1 8.79% 9.98% 9.61% 0.82% 12
2017.2 8.85% 9.72% 9.55% 0.71% 17
2017.3 8.65% 9.80% 9.97% 1.32% 10
2017.4 8.57% 9.50% 9.73% 1.16% 26
2018.1 8.65% 9.63% 9.63% 0.98% 13
2018.2 8.75% 9.99% 9.52% 0.77% 19
2018.3 8.75% 9.30% 9.69% 0.94% 21
2018.4 9.00% 9.75% 9.49% 0.49% 24
2019.1 8.75% 9.72% 9.56% 0.81% 10
2019.2 8.90% 9.40% 9.62% 0.72% 11
2019.3 8.95% 9.72% 9.69% 0.74% 6
2019.4 8.40% 9.10% 9.73% 1.33% 36
2020.1 8.83% 9.53% 9.41% 0.57% 21
2020.2 9.00% #N/A 9.53% 0.53% 9
2020.3 9.00% #N/A 9.57% 0.57% 9


AVERAGE 9.67% 0.90%
MEDIAN 9.65%


[1] Source: SNL Financial, accessed September 8, 2020
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S&P Utilities vs. S&P 500








Woolridge Recommended ROE as Compared to Federal Funds Rate





