Christine O. Gregoire

ATTORNEY GENERAL OF WASHINGTON

900 Fourth Avenue #2000 o Seattle WA 98164-1012

July 20, 2000

VIA FEDERAL EXPRESS

Carole Washburn

WUTC

1300 S. Evergreen Pk. Dr. S W.
PO Box 47250

Olympia, WA 98504-7250

RE: UE-991606/UG-991607 Avista Rate Case

Dear Ms. Washburn:

Enclosed please find twenty-four copies of the response of Public Counsel to Bench
Request No. 5.
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cC: All Parties



Response to Bench Réquest by Public Counsel

Request #: 5

Date Received: 7/12/2000

Date Due: 7/21/2000

Answered by: Steve Hill — (304) 562-3645

5) Please provide a copy of “Public Utilities Reports” Advance Sheets dated March 4, 1994,

Response: See attached.
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- Cost of Equity Seterminations —

 State Reguiaiors Turn Back

| Chcilengm to ihe DCF Model
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News & Commentary

higher than the yields on less risky capital investments such as udlity bonds. Dr. ; &
Avera conciuded that the commission should ignore the results of DCF analyses”

in setting authorized ROE. The commission disagreed, finding that the DCF
results were consistent with the “remarkable declines in cost of capital in current
markets." Re Colorado Pub. Service Co., 148 PUR4th 1 (Colo.P.U.C.1993).

RCE and Failing Interesi Rutes

The idea that the reascrabie rate of reurn on equity for a utility might be
holding steady, or even rising, despite deciines in core interest rates has not been
well received by stare reguiatcss. |

Last October. the Flosida Public Service Commission cut the ROE for
Tampa Electric Company :rom 12 percent to 11.35 percent. even though the
commission had found a 12 percent ROE to be reasonable in a rate case decided
only nine months 2ariier.

The single piece of evidence cited by the commission in support of a ROE
cut was that the average vield on 30-vear bonds had declined from 7.43 percent at
the time of the February 1993 rate order to 5.9 percent in October 1993. Re
Tampa Electric Co., Dkt No. 930987-EI, Qrder No. PSC-93-1570-FOF-E], OctL
27, 1993 (Fla.P.S.C.).

More recently, the Florida commission tumed down an offer by Florida
Public Utilities Company to cut its ROE from 13 percent to 11.75 percent. Once
again the commission cited the drop in interest rates. It said that "the bellwether
30 year treasury bond rate” had declined significantly and that its staff believed
that the actual cost of eguity for the utility was significandy lower than the
company’s offer. Re Florida Pub. Utlities Co., 143 PUR4th 355 (Fla.P.S.C.
1993).

The notion that equity investors demand less compensation when interest
rates fall was discussed by the Caiifornia Puplic Utilities Commiission in its latest
annual generic cost of capital review for jurisdictional energy utilities. The low
interest rates and low inflation seen over the past several years have worked
together, the commission expiained. (o make utility equity attractive 0 INVesors
— an attraction that is consirmed v the relatively high market price-to-book
rados currently observed in the uniity industry.

Without focusing cn the workings of the DCF or any other modet for
estimating the cost of equity capiial, the commission noted that all of the analyses
presented in the generic cost of capital review proceeding yielded "remarkably
consistent results.” Even with the many subjective elements involved in running
the financial models, the results consistently pointed to a 100 basis point drop in
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News & Cormmentary

The Department also noied :tiat the LDC had relied too heavily on non-
market based methodologies — the pavout ratio test and book value-based DCF
— to amrive at its ROE recommendation. Such reliance, the commission said,
failed to account for either signiricant deciines in money costs or changes in the
market for long-iemm securities. According to the commission, the July 2, 1993,
issue of Value Line noted that CNC’s original requested 12.8 percent ROE
recommendation "may be somewha: sorimisuc in light of the current low interest
rate environment." Re Connecncw: Var Gas Corp., 148 PUR4th 239 (Conn.
D.P.U.C.199%).

Beyond Methcdelogies arnia Tedies

The ROE debate cnrais mote chan methods and theomes. Utility
reguiators must fairiv palance ifie ‘nierests of raepavers and shareholders under
current economic and social condius

In an eiectric rate order :J_e; .ast summer, the Connecticut department
wrapped up its ROE analysis witn o *?*"ussicn of the sevenity of the current
economic downturn in the staie. ~he depariment cited recent California decisions
that reduced uumv rates. neung nug :\Zumc&.muz and California had experienced
similar economic woes atribusibie o jefense spending cuts and the closing of
militarv bases. The deparmmen: concicded what in seting ROE, it must rely on

"what is" in the state, as weil 15 issessing national trends and averages. Re
Connecticut Light & Power Co.. 44 PUTRsth 161 (1993).

A recent Kentucky ratz case provides a perhiaps more telling example of
whart uglities are up against wiwen regulaiors balance the interests of raepayers
and shareholders to arrive at i suinorized ROE. A ratepayer intervenor had a
simple wayv to counter the rsgues: >v “he uulity for an ROE of 12.75 percent. In
the words Of the Kentucky Pubuic Semvics Cummxss‘on the wimess "expressed
concem’ about the reasonabierness ol the utility’s request "as the best remurmn e is
able 1o obtain on a checking/savings zcsuunt 1§ in the range of 3 10 4 percent.” Re
Eguirable Gas Co.. Inc., 144 $3 5o 17071583,

Continued Relignce on ihe OO viccel — Recent State Rate Orders
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Re Citizens Utilizies Co.. 143 PUR4th 405 (Anz.C.C.1993),
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—— NEWwE & Commentary
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