

Page 1
Page 31

Introduction

Q.
Are you the same Samuel C. Hadaway who previously filed direct testimony in this proceeding?
A.
Yes.
Q.
What is the purpose of your rebuttal testimony?

A.
The purpose of my rebuttal testimony is to respond to the return on equity (ROE) recommendations of Commission Staff witness James A. Rothschild, Attorney General of Washington, Public Counsel (PC) witness Stephen G. Hill, and Industrial Customers of Northwest Utilities (ICNU) witness Michael P. Gorman.  I also update my equity cost estimates.  

Recommendations of the Parties
Q.
What are the parties' positions with respect to the rate of return on equity?

A.
The parties' ROE recommendations are as follows:


1.
The Company is requesting an ROE of 11.125 percent.


2.
Staff witness Rothschild recommends an ROE of 8.95 percent.


3.
PC witness Hill offers an ROE range of 8.75 percent to 9.50 percent, with a midpoint recommendation of 9.125 percent.


4.
ICNU witness Gorman recommends an ROE of 9.8 percent.

Q.
How do Mr. Rothschild's, Mr. Hill's, and Mr. Gorman's ROE recommendations compare with the appropriate returns for electric utilities being determined throughout the United States?

A.
I have prepared as Exhibit No.___(SCH-7) a summary of electric utility ROEs allowed by state commissions during the past two years.  The average allowed ROE during 2004 was 10.73 percent.  For the first three quarters of 2005, the average ROE was 10.41 percent.  For the third quarter of 2005, the average allowed ROE was 10.84 percent.  These results show that the ROEs recommended by the other parties are well below the mainstream of recent ROEs allowed by other regulatory commissions around the country.

Q.
Do the other parties give any weight to such comparisons to modify their low ROE recommendations?

A.
No.  The other witnesses give no consideration to the large differences between their current ROE recommendations and the returns recently granted by other commissions.  Mr. Gorman does include state commission "authorized electric returns" in his equity risk premium analysis, but his use of the data is not complete, as I will discuss later in this testimony.

Standards for Judging the Adequacy of Equity Returns

Q.
What standards do you propose to apply in determining which ROE recommendations to accept?

A.
I would turn back to the standards from the Hope and Bluefield decisions that I cited in my direct testimony.  Looking to those standards, I ask (1) whether the returns to PacifiCorp would be commensurate with returns on investments in other enterprises having corresponding risks and (2) whether the returns to PacifiCorp would be sufficient to ensure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.  I would not consider an ROE or overall rate of return recommendation to be adequate unless it met both of those standards.

Q.
How have the other parties addressed these two standards?

A.
All three witnesses have presented analyses that they claim respond to the first standard – whether their recommended ROE would be commensurate with returns on investments in other enterprises having corresponding risks.  As to whether the second required standard is met—that is, whether their recommended ROEs would be sufficient to ensure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital—Mr. Rothschild briefly referenced a single coverage ratio on page 12 of his testimony and, likewise, Mr. Hill performed only a cursory review of a hypothetical coverage ratio in a footnote to his Exhibit No.___(SGH-17).  Although Mr. Gorman claims to evaluate the financial ratios produced by his recommendations relative to the metrics provided by Standard & Poor's, his own results show plainly that his recommendations do not support PacifiCorp's existing single-A bond rating.  As I will point out, had the other parties performed more reasonable financial integrity analyses, they would have found that their recommendations are inadequate.

The Comparable Return Standard

Q.
The first standard you cite is whether the recommended ROE would be commensurate with returns on investments in other enterprises having corresponding risks.  Why are the conclusions of the witnesses so far apart with respect to this standard?
A.
The main disagreements relate to (1) the growth rates in our respective discounted cash flow (DCF) models and (2) the role that higher projected interest rates should play in estimating ROE.  In their DCF models, the other witnesses use growth rates that produce unreasonably low DCF estimates.  They generally rely on analysts' low near-term forecasts and historical growth rates that have been diminished by the electric industry's recent turmoil and restructuring, which likely bear no relationship to investors' long-term expectations.  

Q.
Please continue.

A.
My higher DCF estimates result from more reasonable estimates of investors' expected long-term growth.  In my initial testimony, I supported a DCF range for my reference group of 10.7 percent to 11.2 percent.  I also included forecasted interest rates from Standard & Poor's (S&P) and provided a bond-yield-plus- risk premium analysis based on those interest rates, which confirmed my DCF results.  My risk premium analysis indicated an ROE of 11.0 percent, with the results from other more aggressive risk premium methods ranging from 11.2 percent to 11.8 percent.  As I will demonstrate in more detail below, had the other witnesses more reasonably considered longer-term growth rates and had they considered consensus forecasts for much higher interest rates during the coming year, they would have seen that their ROE estimates are too low.

Q.
Why are the parties' growth rate estimates so far apart?

A.
Our growth rates are far apart because Mr. Rothschild, Mr. Hill, and Mr. Gorman give no weight to overall economic growth or to any other long-term growth rate forecasts.  This oversight is particularly problematic since their DCF analyses rely on the constant growth version of the DCF model and multi-stage versions that require long-term growth rate estimates.  In the DCF model a basic assumption is that the growth term "g" must equal investors' expectations for the very long-term future.  Rather than attempt to meet this requirement, however, the other witnesses use only 3-to-5-year analysts' earnings projections and, worse, in some cases develop growth rates from historical electric utility industry data that are negatively influenced by industry events over the past decade or more.  Under current market conditions, these methods produce incorrect estimates of long-term growth.

The other parties low growth rates also stem, in part, from recent market conditions that typically have had a large negative effect on the utility industry.  Expected rising interest rates and recently high utility stock prices have caused utility analysts to become extremely pessimistic.  As I will demonstrate later, analysts' 3-to-5-year growth forecasts are now 150 to 200 basis points (1.5% to 2.0%) lower than they were four to five years ago.  While it is true that recent inflation and interest rates have been historically low, these near-term market conditions should not be extrapolated to long-term utility growth rates as Mr. Rothschild, Mr. Hill, and Mr. Gorman have done.

Q.
Are the DCF growth rate estimates usually this far apart?

A.
No.  Although it is typical for ROE witnesses to argue about DCF growth rates, I think the other witnesses are missing a key point:  long-term growth expectations as required in the DCF model should not change greatly from year to year.  Short of a fundamental change in the nature of utility services, there is no reason to believe that average utility growth rates expected into perpetuity will fluctuate widely in projections obtained on a year-to-year basis.  The other witnesses seem to have missed this point because they have imputed data from the recent low inflation environment and the very large drop in analysts' three-to-five-year growth estimates directly into their longer-term DCF perpetual growth rates.



If they employed a more reasonable assumption that long-term growth rates will be more stable than the short-term growth projections, they would derive a significantly higher ROE than they have recommended.  The stability of long-term growth rates recognizes that absent major structural changes in the electric utility industry, major changes in long-term (as opposed to short-term) electric utility growth rates should not be expected.  

The Attraction of Capital and Maintenance of Credit Standard

Q.
The second required standard you cite is whether the recommended ROE would be sufficient to ensure confidence in the financial integrity of the enterprise, so as to maintain its credit and attract capital.  How does this standard apply to the witnesses' ROE recommendations?

A.
Regardless of the technical merits of the various ROE analyses, Mr. Rothschild's  8.95 percent ROE, Mr. Hill's 9.125 percent ROE, and Mr. Gorman's 9.8 percent ROE, if adopted, would weaken rather than support PacifiCorp's financial condition.  Such adverse consequences would be particularly inappropriate given the Company's efforts to improve its capital structure and maintain its financial condition in the face of difficult industry conditions and while financing major construction expenditures.  Sound financial condition is essential if PacifiCorp is to finance its large construction commitments on reasonable financial terms.
Q.
If the financial ratios stated by Standard & Poor's are calculated with Mr. Rothschild's 8.95 percent ROE and recommended capital structure, would that analysis demonstrate results consistent with the stated metrics for a single-A rating?

 A.
No.  In the following table (and in my Exhibit No.___(SCH-8)), I set forth the stated metrics for a single-A rating, along with the metrics produced by Mr. Rothschild's recommended 8.95 percent ROE.


Financial Metrics Resulting from Mr. Rothschild's Recommendations


Business
Requirement
8.95% ROE


Position 5
for Single-A
43.5% Equity
Target Met


FFO/Interest:
3.8x – 4.5x
3.9x
A-


FFO/Total Debt:
22% – 30%
19.4%
BBB


Debt/Capitalization:
42% – 50%
58.5%
BBB-

As this table shows, with Mr. Rothschild's proposed ROE and capital structure percentages, the financial metrics are not adequate to support PacifiCorp's single-A bond rating.  Such results are not adequate to demonstrate that there is reasonable support for PacifiCorp's financial integrity.

Q.
What are the financial ratios calculated with Mr. Hill's 9.125 percent ROE and his recommended capital structure with only 44.0 percent equity? 

A.
The financial indicators from Mr. Hill's recommendations are shown in the following table (and in my Exhibit No.___(SCH-9)). 


Financial Metrics Resulting from Mr. Hill's Recommendations


Business
Requirement
9.125% ROE


Position 5
for Single-A
44.0% Equity
Target Met


FFO/Interest:
3.8x – 4.5x
3.9x
A-


FFO/Total Debt:
22% – 30%
19.7%
BBB


Debt/Capitalization:
42% – 50%
58.2%
BBB-

As this table shows, with Mr. Hill's proposed capital structure and ROE, only one of the required financial metrics for an investment grade rating would barely be met.

Q.
What are the financial ratios calculated with Mr. Gorman's 9.8 percent ROE and his recommended capital structure with 47.1 percent equity?

A.
The financial indicators from Mr. Gorman's recommendations are shown in the following table (and in my Exhibit No.___(SCH-10)). 


Financial Metrics Resulting from Mr. Gorman's Recommendations


Business
Requirement
9.8% ROE


Position 5
for single-A
47.1% Equity
Target Met


FFO/Interest:
3.8x – 4.5x
4.1x
A


FFO/Total Debt:
22% – 30%
21.0%
BBB+


Debt/Capitalization:
42% – 50%
56.0%
BBB

As this table shows, with Mr. Gorman's proposed capital structure and ROE, the required financial metrics for a single-A rating would not be met.  These ratios are different than those shown in Exhibit MPG-15 as Mr. Gorman improperly calculated the impact of debt equivalence on the credit ratios.
Rebuttal to the Analysis and Recommendations of Staff Witness James A. Rothschild

Q.
Please begin by briefly summarizing Mr. Rothschild's analysis and recommendations.

A.
Mr. Rothschild presents DCF and risk premium/CAPM results.  His constant growth DCF range is between 7.77 percent and 7.87 percent.  His multi-stage DCF range is 8.52 percent to 8.66 percent.  He also presents CAPM results of 7.66 percent for electric utilities and 9.15 percent to 9.55 percent for average companies.  Based on these results and a small subjective adjustment, he recommends an ROE of 8.95 percent. 

Q.
How is Mr. Rothschild's DCF analysis structured?

A.
He applies the DCF model to the same sample of 17 integrated electric utilities that I used to estimate ROE in my initial testimony.

Q.
How does Mr. Rothschild estimate the DCF model growth rate "g"?

A.
He appears to rely exclusively on the "br + sv" methodology for determining growth in his constant growth DCF approach.  As underlying data in this approach, he uses short-term analyst's expectations as reported by Value Line and Zacks.

Q.
Does Mr. Rothschild give any consideration to other more broadly based sources for estimating investors' long-term growth rate expectations?

A.
No.
Q.
Does Mr. Rothschild provide any analysis to show whether growth rate projections from the "br + sv" methodology are stable over time or that such growth rate projections are indicative of investors' very long-term expectations as required in the constant growth DCF model?

A.
No.

Q.
What are the principal areas of disagreement between Mr. Rothschild and yourself with respect to the DCF model?

A.
Mr. Rothschild's growth projections are not adequate because such near-term growth projections are not good estimates of investors' long-term growth rate expectations.  This fact is supported by sound academic research as well as simple, common sense observation of available economic data.

Q.
Please describe the academic research that you are referring to.

A.
For long time periods, such as those required in the constant growth DCF model, the general growth rate in the U.S. economy as measured by nominal growth in gross domestic product ("GDP") has averaged between 6 percent and 8 percent per year.  From this observation, Professors Brigham, Gapenski, and Ehrhardt offer the following statement concerning the appropriate long-term growth rate in the DCF Model:

Expected growth rates vary from company to company, but dividend growth on average is expected to continue in the foreseeable future at about the same rate as that of the nominal gross domestic product (real GDP plus inflation).  On this basis, one might expect the dividend of an average, or "normal," company to grow at a rate of 6 to 8 percent a year. (Brigham, Gapenski, and Ehrhardt, Financial Management, 9th Ed., page 335.)

Q.
How have analysts' three-to-five year growth projections changed in recent years?

A.
Current analysts' growth projections are much lower than they were just four years ago.  In Exhibit No.___(SCH-11), I compare analysts' current growth projections for the 14 companies in my updated comparable group to growth rates that were projected for those same companies in 2001.  In its editions covering electric utilities during 2001, Value Line projected three-to-five year earnings per share growth of 6.7 percent per year.  In the 2005 editions, Value Line projects three-to-five year earnings growth of only 4.6 percent per year.  Results are similar for the sustainable growth "b" times "r" estimation method where the average growth rate in 2001 was 5.3 percent as compared to 3.3 percent in 2005.  Such dramatic changes in growth rates seem unlikely in estimates that might be used to measure the long-term growth rate as required in the DCF model.  These results strongly support using more general long-term economic growth rates, such as GDP, in the DCF model.

Q.
Would it have been difficult for Mr. Rothschild to consider a broader based estimate of longer-term investor growth rate expectations?

A.
No.  Long-term growth rate data are readily available as I pointed out in my direct testimony.

Q.
How did you estimate the expected long-run GDP growth rate?

A.
I developed my long-term GDP growth forecast from nominal GDP data contained in the St. Louis Federal Reserve Bank data base.  That data for the period 1947 through 2004 is summarized in my Exhibit No.___(SCH-12).  As shown at the bottom of that exhibit, the average growth rate for the entire period was 7.1 percent.  The data also show, however, that in the more recent years since 1980, lower inflation has resulted in lower overall GDP growth.  For this reason I gave more weight to the more recent years in my GDP forecast.  This approach is consistent with the concept that more recent data should have a greater effect on expectations and with generally lower near- and intermediate-term growth rate forecasts that presently exist.  Based on this approach, my overall forecast for long-term GDP growth is 6.6 percent.

Q.
If Mr. Rothschild had used a 6.6 percent growth rate in his DCF analysis, what would his results have been?

A.
Mr. Rothschild summarizes his constant growth DCF analysis in Exhibit No.___(JAR-7).  I have taken the data from that exhibit and substituted a 6.6 percent growth rate for his growth rate range.  With an average dividend yield of 4.12 percent to 4.43 percent for Mr. Rothschild's comparable group, the estimated ROE range is 10.72 percent to 11.03 percent (4.12% dividend yield plus 6.6% growth = 10.72% ROE and 4.43% dividend yield plus 6.6% growth = 11.03% ROE).

Rebuttal to the Analysis and Recommendations of Public Counsel Witness Stephen G. Hill

Q.
Please summarize Mr. Hill's ROE recommendations.

A.
The results of Mr. Hill's ROE analyses are summarized in the following table:



Method 

Cost of Equity




DCF


9.23%




CAPM


8.21% - 10.02%




MEPR


8.45% - 8.52%




MTB


9.00% - 9.30%


Discounted Cash Flow; Capital Asset Pricing Model; Modified Earnings-Price Ratio; Market-to-Book Ratio analysis, respectively.


From these results, Mr. Hill determines a cost of equity range for PacifiCorp of 8.75 percent to 9.50 percent, with a midpoint recommendation of 9.125 percent.

Q.
What comments do you have concerning Mr. Hill's ROE recommendation?

A.
It is extremely important to note that Mr. Hill's analysis is based on data from the very bottom of the lowest long-term interest rate cycle in 40 years.  This is evidenced by Mr. Hill's own data as shown in his Exhibit No.___(SGH-6) and his statement at page 33 that "the general level of capital costs, as evidenced by current interest rate levels, remains near 40-year lows."  However, consensus economic projections call for much higher capital costs over the next 12 to 18 months, the same time that rates from this case will be in effect (see my Exhibit No.___(SCH-13)).

Although projections like these were available to Mr. Hill when he prepared his testimony, in his analysis and recommendation he essentially ignores these basic economic facts.  For example, at pages 15-33, Mr. Hill provides a section titled "Economic Environment."  Here he quotes various opinions about economic activity and interest rates.  He acknowledges (at page 23) that interest rates on long-term Treasury bonds are expected to rise from 4.41 percent (August 19-September 23, 2005 average) to 5.3 percent by next year.  However, Mr. Hill makes no meaningful effort elsewhere in his testimony to incorporate these projections or to adjust his bare quantitative results.  In forming his ROE recommendation, he does say (at page 51), that "over the next year or two capital costs may increase to some degree if the U.S. economy continues to advance" but his final ROE result (at 9.125 percent) is actually lower than the result of his main ROE indicator (the DCF method at 9.23 percent).  While paying some lip service to expected higher capital costs, Mr. Hill effectively ignores such information in reaching his ROE conclusion.



Also, Mr. Hill would have the Commission believe that his recommendation is reasonable since other regulatory bodies have "determined single-digit equity returns to be appropriate over the last year" (page 5).  Mr. Hill's comparison of PacifiCorp's required return to those ordered in selected transmission and distribution (T&D) cases in the Northeast and for smaller telephone, water, and gas companies elsewhere is not on point.  And, even in those cases, the lowest ROEs for the lower risk T&D electric companies were considerably higher than Mr. Hill's recommendation for PacifiCorp (Rochester Gas & Electric, 9.96%; Rockland Electric Co., 9.75%; and Connecticut Light & Power, 9.85% (footnote 2, page 5)).  
Q.
At page 4, Mr. Hill states that his rate of return recommendations would offer the Company an opportunity to "improve its current bond rating."  Do you agree?

A.
No.  Mr. Hill bases his opinion on the hypothetical calculation of a "pre-tax interest coverage" which is not a standard currently used by rating agencies for measuring a firm's financial condition.  As I noted above, according to the three ratios now used by S&P as its financial integrity guidelines, Mr. Hill's recommendations are consistent with a rating downgrade to triple-B.



It is inappropriate for Mr. Hill to claim adequate financial condition for PacifiCorp at triple-B standards when PacifiCorp's actual bond rating is single-A.  While Mr. Hill accepts the Company's low cost rates for preferred stock and long-term debt (page 40) that result from the Company's single-A bond rating, he does not support capital structure parameters or a rate of return consistent with this rating.  This one-sided approach is especially inappropriate given the large capital requirements and recent efforts by PacifiCorp and ScottishPower to maintain the Company's credit ratings.



During the Western energy crisis, PacifiCorp absorbed over $700 million in excess power costs, including $91 million in Washington.  To restore the financial damage to the Company's balance sheet caused by these losses, PacifiCorp suspended its dividend to ScottishPower in the first quarter of 2002.  In 2002, ScottishPower also infused $150 of new equity to shore up PacifiCorp's balance sheet and to prevent a potential credit rating downgrade.

Since then, ScottishPower has committed to infuse even more equity into PacifiCorp.  Mr. Hill acknowledges this point at page 35 of his testimony.  He states:

PacifiCorp's parent company has committed to increasing its equity investment in the Company by $500 Million over the next year in $125 Million quarterly installments. Moreover, in the pending sale of PacifiCorp to Mid-American Energy, that pledge of increased common equity capital is explicitly protected so that Mid-American cannot block that increased common equity investment in PacifiCorp. Therefore, it is reasonable to believe that PacifiCorp will receive the additional common equity infusion over the next year.

For Mr. Hill to provide no recognition for these efforts and to target a minimal BBB bond rating is unreasonable and inappropriate.

Q.
At pages 22-23, Mr. Hill provides a lengthy quote from the August 26, 2005 Value Line Selection & Opinion, and from this Mr. Hill concludes that interest rates are likely to move somewhat higher in coming years "but will remain at relatively low levels for some time to come."  Is Mr. Hill's conclusion consistent with Value Line's current opinions? 

A.
Not entirely.  While Value Line has maintained a moderate view on expected economic growth, in its most recent edition covering electric utilities in the Western U.S., it offered the following opinion:

The Value Line Utility Average is down 7% since reaching a recent peak in early October.  We think this is due partly to investors' concerns about rising interest rates and partly to a correction.  (Value Line Investment Survey, November 11, 2005, p. 1776.)


Similar to the S&P Trends & Projections data presented in Exhibit No.___(SCH-13) and discussed previously, Value Line's outlook is for significantly higher interest rates.  With the benefit of more recent opinions, it appears that Mr. Hill's conclusions about future interest rates, relative to consensus projections, is a further understatement.
Q.
On pages 25 and 26, Mr. Hill discusses the reduction in Federal income tax rates on dividends and states that this is an additional reason for lower required returns for utilities.  Do you agree with Mr. Hill's assessment of this issue?

A.
Again, not entirely.  Mr. Hill's discussion and example are at best an exaggeration, and they are potentially misleading.  First, his position and his "brokerage-house tout" focusing on the lower tax rate might be more nearly correct if most utility shareholders were in the 30 percent tax bracket he cites in his testimony.  In fact, they are not.  A large percentage of utility shares are held by institutional investors, such as pension funds, that pay no taxes at all.  And, for many other institutional investors, and for "widows and orphans" and retiree type investors who hold utility stocks for their dividends, taxes are not a significant issue.  

Q.
At pages 26-33, Mr. Hill offers an extended argument that utility investors will pay more than book value for utility shares only if they expect utilities to earn a higher return on book value than the investors' required return.  Is Mr. Hill's position correct?

A.
No.  Mr. Hill's position is something of a tautology, but it is based on an entirely false premise.  If one were to accept the premise that investors expect to earn in the market only the same return as utilities earn on book value, then, and only then, might Mr. Hill's argument have some merit.  In reality, investors set their return requirements and their price expectations on what they expect to earn on their investment.  While the utility's earned return is important, numerous other factors often dominate investor expectations and utility market-to-book ratios.

For example, if investors expect further industry consolidation with potential stock price merger premiums and additional operating efficiencies, they may pay stock prices significantly above book value.  Similarly, if investors expect further deregulation and higher unregulated returns, they may pay more that book value.  If, as noted by Mr. Hill from Value Line's projections, investors expect utilities to earn 10.5 percent to 11 percent on book value, this is more likely because investors reasonably expect regulators to authorize returns of about 10.5 percent to 11 percent, and that utilities are more likely to earn their authorized return than some other number.  In fact, it seems entirely unlikely that investment services like Value Line would project earned utility returns on book value near 11 percent if they expected utility commissions to grant only single-digit returns as Mr. Hill recommends.



Mr. Hill's position is also inconsistent with actual capital market behavior.  His statement at page 27, lines 3-5, "…when market prices are above book value, investors expect utilities to earn accounting returns (ROEs, returns on book value) that are greater than the market-based cost of equity capital for those companies…." can be, and currently is, entirely wrong.  Investors pay the market prices they pay for utility stocks based on what they expect to earn on their investment.

Q.
Can you provide an example to illustrate this point?

A.
Mr. Hill's circular example (pages 28-29) can be used to demonstrate this point.  As he did, let us assume that a utility has a book value of equity equal to $10 per share.  Let us also assume that regulators correctly assess the cost of equity at 11 percent, and for consistency with Mr. Hill's example, that utilities earn the allowed return and pay out all earnings as dividends.  Under this most extreme payout assumption, the investor's total return is a dividend of $1.10 per year ($10 book value times 11% return = $1.10 dividend).  If shareholders could buy utility shares at book value, and if their only expected source of return were the $1.10 dividend, their total rate of return would be the same 11 percent earned by the utility on book value.



On the other hand, if investors (1) recognize that utility mergers in the past 5 years have often occurred at market-to-book ratios of two times or more, (2) recognize that hundreds of millions of dollars in merger synergies have occurred, (3) recognize that potential returns in unregulated areas may be higher than 11 percent, or (4) expect any scenario other than Mr. Hill's 100 percent dividend payout, they will realistically pay more than book value, without any expectation that the utility will earn more than its allowed return on book value.



To continue with Mr. Hill's example, let us assume that investors do recognize and expect utility mergers to continue at market-to-book ratios of 2.0 times.  If the utility stock could be bought for its $10 book value, in a merger investors who had bought the stock at $10 would make an 100 percent capital gain (a price increase from $10 to $20 = 100% gain), plus Mr. Hill's 11 percent dividend.  Clearly, under such circumstances, utility stocks will sell for more than book value.  Even if investors paid the current 1.78 market-to-book ratio noted by Mr. Hill ($17.80 per share in our example), a further increase to $20 per share in a merger would provide an 12.4 percent capital gain (a price increase from $17.80 to $20 = 12.4% gain), plus Mr. Hill's 11 percent dividend.  This total return of over 23 percent (12.4% capital gain plus 11% dividend yield = 23.4%) easily explains why investors pay more than book value for utility shares.  And, contrary to Mr. Hill's assertions, their motives have nothing to do with the utility's being allowed an excessive ROE.  Mr. Hill's market-to-book ratio discussion is a further example of his one-sided approach to the ROE issue.

Q.
Has there been any recent events that might in fact cause investors to bid up utility stocks not because of projected stand-alone company earnings, but because of increased potential for merger and acquisition premiums?

A.
Yes.  Mr. Hill tries to make much of legislation reducing taxes on dividends, despite the fact that a large percentage of utility stocks are held by tax-deferred or low-tax-rate entities or individuals.  However, he fails to discuss a much more dramatic legislative action that was predicted to occur and then did occur in 2005.  In the Energy Policy Act of 2005, the Public Utility Holding Company Act of 1935, or “PUHCA”, was repealed.  This repeal opens the door for vastly-expanded merger and acquisition activity involving utility companies.  A rational investor should have been expected to bid up the price of utility stocks generally in recognition of the capital gain opportunities created by  PUHCA repeal.

Q.
At pages 41-49, and in his Exhibit No.___(SGH-4)), Mr. Hill discusses his estimate of growth, or the "g" term, for the DCF model.  Is there a shorter version that explains Mr. Hill's growth rates?

A.
Yes.  In fact, it is clear that the growth rates in Mr. Hill's DCF estimates do not rely on the nine pages of discussion in the text of his testimony, and are largely based on his subjective discussion in Exhibit No.___(SGH-4) with reference to the calculations in Exhibit No.___(SGH-9).  In fact, had Mr. Hill applied the results he calculated in his exhibit, the ROE estimates for several of his companies would have been well below 8 percent, and for several of the companies the results would have been much higher.



For example, for Empire District Electric (EDE), Mr. Hill calculates a dividend yield of 5.76 percent and adds a 4.86 percent growth rate to produce an ROE of 10.62 percent.  In Mr. Hill's Exhibit No.___(SGH-9), however, there is only one growth rate for EDE above 2.0 percent, and the average rate is -0.42 percent.  In Exhibit No.___(SGH-4), Mr. Hill acknowledges the company's poor recent history, its projected zero dividend growth rate, and a 2.0 percent projected earnings growth rate from First Call.  He then arbitrarily determines that investors should expect a 4.0 percent "sustainable" growth rate.  Similarly, even though the company's outstanding shares are projected to grow at just over 1 percent, he uses a 3.0 percent "shares growth times market-to-book ratio" (sv term) in his sustainable growth equation.  Mr. Hill takes similar, although less extreme, liberties with each company in his DCF analysis.  With these kinds of adjustments, Mr. Hill's DCF analysis might produce almost any level of ROE.  Such subjectivity in DCF calculations raises serious questions about the entire exercise.
Q.
If Mr. Hill had used your GDP-based growth forecast of 6.6 percent growth rate in his DCF analysis, what would his results have been?

A.
The average dividend yield for Mr. Hill's comparable group is 4.13 percent (Exhibit No.___(SGH-11)).  Adding to this a 6.6 percent growth rate, the estimated DCF ROE becomes 10.73 percent (4.13% dividend yield plus 6.6% growth = 10.73% ROE).

Response to Hill Criticisms of Direct Testimony

Q.
Beginning at page 56, Mr. Hill criticizes your DCF analyses.  How do you respond to that criticism?

A.
In my constant growth DCF analysis, I average four methods for estimating the growth rate: sustainable "b times r" growth (without upward adjustment for possible share issuance), 5-year projected earnings growth from Zack's survey of professional analysts, Value Line's 3-to-5 year growth projections, and average long-term growth in nominal GDP.  Since the required growth rate in the DCF model is the very long-term growth rate expected by investors, it seems unlikely that Mr. Hill's approach, with widely varying results across companies, is appropriate.  



In the single-stage model, I use the four-part average described above to estimate growth, and I apply the average without adjustment.  This approach avoids the obvious potential for subjectivity bias that exists in Mr. Hill's estimates.  While it is arguably true that the traditional single-stage DCF model currently produces low ROE estimates, I explained in my initial testimony and I have reinforced in this testimony why projected economic conditions and much higher expected interest rates should also be considered.  In the DCF format, the multistage versions of the model and alternative growth rate methods may capture present economic conditions and forecasts better than the single-stage model.  Under any circumstances, it seems more reasonable to present the models for what they are, without subjective adjustments that determine the models' results.

Q.
At pages 59-60, Mr. Hill discusses and criticizes you multistage DCF analysis.  How do you respond to these criticisms?

A.
Mr. Hill's general criticism of my multistage analysis is that it is more complicated and requires more explicit assumptions than the single-stage approach.  Since I explained these features in my initial testimony, I do not disagree with Mr. Hill's restatement of these issues.  I do disagree, however, with his position that such complexities make the model inappropriate.  During a period of industry transition toward a more competitive environment or a period of restructuring caused by either consolidation or other events, such as the Western energy crisis, many believe that the traditional single-stage DCF model is not reliable.  Many brokerage houses, rate of return economists, and state regulatory commissions have relied on the multistage DCF approach in recent years.  They have chosen the more complex route because they have recognized that the single-stage model's assumptions simply are not met during a period of flux.  Under these circumstances, Mr. Hill's sole reliance on the single-stage model and his subjective inputs to that model are serious deficiencies in his analysis.  This context provides a useful background for Mr. Hill's criticisms of the multistage approach.

Q.
At pages 57-59, Mr. Hill criticizes your DCF models, questioning your use of long-term GDP growth.  Is there support for your approach?

A.
Yes.  Since the long-term growth expectations required in the DCF model cannot be measured directly, economists tend to rely on several alternatives for estimating growth.  Particularly in proceedings before the FERC, estimates of long-term growth (as opposed to analysts' five-year forecasts) have been used routinely.  Such estimates have been based on long-term projected profits and more general long-term economic growth estimates.  I offer even more support for using long-term GDP growth earlier in this testimony in my response to Mr. Rothschild.

Q.
At pages 61-67, Mr. Hill criticizes your risk premium analysis.  How do you respond to these criticisms?

A.
Mr. Hill begins at page 61 by criticizing the regulatory allowed rates of return I use as the cost of equity in my analysis.  Mr. Hill's criticism is misplaced.  The Regulatory Research Associates (RRA) data I use covers all major rate cases since 1980.  I use the annual averages of these data along with contemporaneous annual average utility bond interest rates to calculate risk premiums for each year.  This is the appropriate approach because it compares average ROE results for the entire electric industry to the same company's average bond interest rates.  Mr. Hill's concern about potential "outliers" skewing the data in a sample of this size is unrealistic.  The RRA data are by far the most widely followed and widely used data in regulatory proceedings.



At pages 71-74, Mr. Hill criticizes technical and statistical issues in my analysis.  Although I use the same technical and statistical methods used by the authors he quotes (e.g., Harris and Marston and Brigham, et al (page 75)), he would have the Commission believe that these methods are deficient.  In fact, generally no statistical method is perfect for analyzing economic data.  However, my approach is a standard methodology used by regulatory economists and in the academic studies Mr. Hill references.  



Finally, at page 76, Mr. Hill cites my testimony before the Texas Public Utility Commission in 1982, as evidence that my present findings of low risk premiums during periods of high interest rates and higher risk premiums when interest rates are low are incorrect.  He argues that higher risks in long-term bonds in the early 1980s created an "abnormal relationship between debt and equity returns."  I do not take issue with the cause for low risk premiums when interest rates are high, or higher risk premiums when interest rates are low.  The point is that interest rates are presently low by historical standards, which implies from my studies and from the studies Mr. Hill cites, that current equity risk premiums are wider than a simple average of risk premiums since the early 1980s.  This relationship is borne out in every published academic study that I am aware of.

Rebuttal To The Analysis And Recommendations of ICNU Witness Michael P. Gorman.

Q.
Please summarize Mr. Gorman's ROE recommendation.

A.
As shown in the table on page 29 of his testimony, Mr. Gorman uses three models to estimate PacifiCorp's cost of common equity.  His constant growth DCF model returns an ROE result of 8.9 percent.  The midpoint of his risk premium range is 9.9 percent.  Finally, his CAPM approach produces an ROE of 10.3 percent.  He averages the DCF and risk premium results to develop the low end of his recommended range at 9.3 percent (although the real average of 8.9 percent and 9.9 percent is 9.4 percent).  He then takes the midpoint of this average and his CAPM result, to arrive at his final ROE recommendation of 9.8 percent.

Q.
What disagreements do you have with Mr. Gorman's ROE analyses?

A.
From his constant growth DCF analysis, he derives an 8.9 percent ROE.  On its face, this result is below the range of reasonableness.  With single-A interest rates expected to reach 6.6 percent over the next year, his constant growth result implies an equity risk premium of only 2.3 percent (8.9%-6.6%=2.3%).  This result is below any reasonable equity risk premium level.  I believe he should have rejected such low constant growth results out of hand.

Q.
Why are his DCF results so low?

A.
The primary reason that Mr. Gorman achieved such low DCF results can be traced to his sole reliance on analysts' estimates in determining the growth rate component of the DCF model.  He gave no weight to overall economic growth or to any other long-term growth rate forecasts.  As I stated earlier, this oversight is particularly problematic since his DCF analyses is entirely restricted to the constant growth version of the DCF model.  In that model a basic assumption is that the growth term "g" must equal investors' expectations for the very long-term future.  Rather than attempt to meet this requirement, however, Mr. Gorman uses only 3-to-5-year analysts' earnings projections.  Under current market conditions, these methods produce incorrect estimates of long-term growth.  Again, as stated previously, rising interest rates and recently high utility stock prices have caused utility analysts to become extremely pessimistic.  These near-term market conditions should not be extrapolated to long-term utility growth rates as Mr. Gorman has done.  


Q.
If Mr. Gorman had used your GDP-based growth forecast of 6.6 percent in his DCF analysis, what would his results have been?

A.
In Exhibit No.___(SCH-14), I have reproduced Mr. Gorman's summary DCF exhibit (Exhibit No.__(MPG-8)) with the 6.6 percent growth rate substituted for his growth rate range.  With an average dividend yield of 4.6 percent for Mr. Gorman's comparable group, the estimated ROE is 11.2 percent (4.59% dividend yield plus 6.6% growth = 11.19% ROE).

Q.
Please comment on Mr. Gorman's risk premium ROE analysis.

A.
His risk premium analysis contains a serious inconsistency that, when corrected, produces higher results.

Q.
Please elaborate.

A.
Mr. Gorman's risk premium analysis consists of two parts.  In one approach he adds an equity risk premium range of 4.4 percent to 5.7 percent to a projected 20-year Treasury bond yield of 5.2 percent.  This results in a risk premium estimate of 9.6 percent to 10.9 percent, with a midpoint estimate at 10.3 percent.  In his second approach, he adds a risk premium range of 3.0 percent to 4.5 percent to a current single-A utility bond yield of 5.57 percent.  This produces an equity return estimate in the range of 8.6 percent to 10.1 percent, with a midpoint of 9.4 percent.



The inconsistency in Mr. Gorman's risk premium analysis is obvious.  He uses projected rates in one part, and current rates in the other.  That his 20-year Treasury bond yield of 5.2 percent is relatively close to his single-A utility bond yield of 5.57 percent, when the spread between very low risk Treasury bonds and higher risk utility bonds is typically at least 1.0 percent, highlights the mismatch in his analysis.

 Q.
What results do you obtain when you correct the inconsistency in Mr. Gorman's risk premium analysis?

A.
To match his projected Treasury bond rate, I have redone his risk premium analysis using currently projected utility bond rates.  In my updated risk premium analysis, I use projected single-A utility bond rates of 6.6 percent.  Combining this rate with his risk premium of 3.0 percent to 4.5 percent yields a cost of equity range of 9.6 percent to 11.1 percent, with a midpoint of 10.4 percent.  His overall range now becomes 10.3 percent to 10.4 percent (from the Treasury bond risk premium analysis discussed above), with a midpoint ROE of 10.35 percent.

Q.
In his risk premium analysis, Mr. Gorman fails to make an adjustment to account for the inverse relationship between equity risk premiums and interest rate levels.  How do you respond?

A.
I am surprised that Mr. Gorman's did not make this adjustment because he has recognized the validity of such an adjustment in previous cases in which he has testified.  On page 15, lines 10-13 of Public Utility of Commission of Texas Docket No. 14965 Mr. Gorman states:

The results of my study indicate an inverse relationship between a bond's real return and the equity risk premium.  This result is consistent with the findings of published studies which indicate equity risk premiums move inversely with interest rates.


Had Mr. Gorman made a similar adjustment in this case, his risk premium results would have indicated much higher ROEs than what he obtained.

Q.
Mr. Gorman criticizes you for using projected interest rate data in your analyses.  How do you respond?

A.
I find Mr. Gorman's criticisms on this point to be questionable.  He, of course, also used projected interest rate data in his risk premium analysis.  I think we both recognize that interest rates are projected to increase over the time that rates from this case will be in effect and that this important trend should be factored into our ROE analyses.

In addition, he used security analyst growth projections in his DCF analysis.  In fact, he makes the following statements on page 20 of his testimony:


Security analyst growth estimates have been shown to be more accurate predictors of future returns than growth rates derived from historical data because they are more reliable estimates, and assuming the market generally makes rational investment decisions, analysts' growth projections are the most likely growth estimates that are built into stock prices.

Q.
Please summarize the adjustments that you have made to Mr. Gorman's ROE analyses.

A.
The following table, like the one presented by Mr. Gorman on page 29 of his direct testimony summarizes my adjustments to his ROE analyses.
Table 3 (Revised)

Return on Common Equity Summary

Description



Percent




Constant Growth DCF

11.2%



Risk Premium



10.35%



CAPM




10.3%





ROE Range



10.3%-11.2%



Midpoint



10.75%

Q.
What are your comments concerning Mr. Gorman's financial integrity analysis?

A.
Mr. Gorman's financial integrity analysis (see Exhibit No.___(SCH-10)) yields metrics which are more suitable to a triple-B utility than to a single-A utility.  Only the Funds from Operations (FFO) Interest Coverage metric is in the single-A range provided by Standard & Poor's.  The Total Debt Ratio, at 56 percent is clearly within the triple-B range of 50 percent to 60 percent, while the FFO to Total Debt ratio is at the top of the triple-B benchmark range.

ROE Update

Q.
Has your ROE recommendation changed since the original filing of this case?

A.
No.  In Exhibit No.___(SCH-15) and Exhibit No.___(SCH-16), I present an update to the DCF and risk premium analyses that I first presented in my prefiled testimony in this case.  These schedules confirm that my original ROE recommendation of 11.125% is still appropriate for the Company at the present time.
Q.
Why does the comparable group used in your current DCF analysis include only 14 companies while there were 17 companies in your original analysis?

A.
Since the original analysis was performed, the characteristics of several of the companies have changed and they do not now fit the criteria for inclusion in my comparable group.  Cleco Corporation is now rated below single-A by both major rating agencies, Moody's and S&P.  Due to the effects of Hurricane Katrina, the data for Entergy in Value Line is not meaningful.  Finally, Exelon is in advanced merger negotiations with Public Service Enterprise Group and its current financial data is also not considered reliable.

Q.
What are the updated capital structure ratios for your comparable group?

A.
As shown in Exhibit No.___(SCH-17), at year-end 2004 the comparable group had a common equity ratio of 48.6 percent, long-term debt ratio of 50.1 percent, and a preferred stock ratio of 1.3 percent.  Over the next five years or so, Value Line is projecting an average capital structure for the sample group consisting of 51.8 percent common equity, 47.0 percent long-term debt, and 1.2 percent preferred stock.

Q.
Does this conclude your rebuttal testimony?
A.
Yes, it does.

Rebuttal Testimony of Samuel C. Hadaway

Exhibit No.___(SCH-6T)
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