In fact, the CAPM would support an ROE of 11.75%, even if the market expects a DJIA rate of growth of only about 15.8%, which is less than the annual growth rate in the DJIA in six of the last ten years.  In fact, 15.8% is lower than all of the "up" year increases since year 1995.  As I discuss below, the Beta for the target group of utilities that PSE should seek to match is considerably higher, at about .78, than PSE's Beta, at about .63.  Therefore, the market expectation using the .78 Beta for the target utilities could be even lower at about 13.7% and still justify setting PSE's ROE at 11.75%.  See Exhibit No. ___(CJC-5).  

Q.
Did you test the effect of omitted variables and how these missing factors could affect beta?

A.
Yes.  In the analysis that I performed for this case, I used the same approach for a group of 55 utilities that I used to measure Beta for PSE.  In this analysis, I added additional factors or variables.  I found that applying the missing values to a sample of 55 utility companies over the same time period would not cause estimated Betas to increase significantly.  Here, I find that Beta should be about .78 for the target utility group.  PSE needs to improve its financial health to reach this target group's performance.  Therefore, an ROE higher than 11.75% could be justified as a target for PSE.  This is based on my analysis of Beta for 55 utility companies, adjusting for other explanatory factors or variables to make this sample comparable to PSE.  See Exhibit No. ___(CJC-5).  
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