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I.
Qualifications

Q.
Please state your name, occupation, and address.

A.
My name is John W. Wilson.  I am President of J.W. Wilson & Associates, Inc.  Our offices are at 1601 North Kent Street, Suite 1104, Arlington, Virginia, 22209.

Q.
On whose behalf are you testifying in this proceeding?

A.
My testimony in this case is sponsored by the Commission Staff.

Q.
Please outline your educational background.

A.
I hold a B.S. degree with senior honors and a Masters Degree in Economics from the University of Wisconsin.  I have also received a Ph.D. in Economics from Cornell University.  My major fields of study were industrial organization and public regulation of business, and my doctoral dissertation was a study of utility pricing and regulation.

Q.
How have you been employed since that time?

A.
After completing my graduate education I was an assistant professor of economics at the United States Military Academy, West Point, New York.  In that capacity, I taught courses in economics and government at the introductory and intermediate levels.  While at West Point, I also served as an economic consultant to the Antitrust Division of the United States Department of Justice.


After leaving West Point, I was employed by the Federal Power Commission, first as a staff economist and then as Chief of FPC's Division of Economic Studies.  In that capacity, I was involved in regulatory matters involving most phases of FPC regulation of electric utilities and the natural gas industry.  Since 1973, I have been employed as an economic consultant by various clients including federal, state and local governments, private enterprise and nonprofit organizations.  This work has pertained to a wide range of issues concerning public utility regulation, insurance rate regulation, antitrust matters and economic and financial analysis.

Q.
Would you please describe some of your additional professional activities?

A.
I have authored a variety of articles and monographs, including a number of studies dealing with utility regulation and cost of capital.  I have consulted on regulatory, financial and competitive market matters with the Federal Communications Commission, the National Academy of Sciences, the Ford Foundation, the National Regulatory Research Institute, the Electric Power Research Institute, the U.S. Department of Justice, the Commerce Department, the Department of the Interior, the Federal Trade Commission, the Department of Energy, the Small Business Administration, the Department of Defense, the Tennessee Valley Authority, the Federal Energy Administration, The Internal Revenue Service and numerous state and provincial agencies and legislative bodies in the United States and Canada.  


Previously, I was a member of the Economics Committee of the U.S. Water Resources Council, the FPC Coordinating Representative for the Task Force on Future Financial Requirements for the National Power Survey, and the Advisory Committee to the National Association of Insurance Commissioners (NAIC) Task Force on Profitability and Investment Income and the NAIC’S Advisory Committee on Nuclear Risks.


In addition, I have testified on numerous occasions as an expert on financial and rate of return matters, and I have participated as a speaker, panelist, or moderator in many professional conferences and programs dealing with business regulation, financial issues, economic policy and antitrust matters.  I am a member of the American Economic Association and an associate member of the American Bar Association and the ABA's Antitrust, Insurance and Regulatory Law Sections.

Q.
Have you testified previously in regulatory proceedings dealing with rate of return requirements?

A.
Yes.  I have presented testimony on rate of return requirements on many occasions.  I have testified in regulatory proceedings before this Commission and in most states as well as before federal agencies and in federal and state court proceedings.  I have also testified before the U.S. Senate and House of Representatives on numerous occasions.  

II.
Introduction & Summary

Q.
What is the subject of your testimony in this case?
A.
I have been asked by the Commission Staff to address the issue of estimating Puget Sound Energy’s (PSE) cost of capital and an appropriate rate of return allowance in this case.  Relatedly, I have been asked to direct particular attention and respond to the testimony and recommendations on this subject presented in this case by PSE witness Dr. Charles Cicchetti.

Q.
Please describe the approach you have used to estimate the cost of common equity capital for PSE.
A.
My analysis focuses upon investor return requirements, measured by means of traditional discounted cash flow (“DCF”) and capital asset pricing models (“CAPM”).



In general, the best estimate of the cost of common equity for a company is one based upon a direct evaluation of investor requirements.  It is necessary to focus upon investor requirements because it is investors who, through their actions in the marketplace, determine the price of securities, or the present value of expected future returns.  Therefore, it is investors who determine the cost of common equity for any particular enterprise.  In this case I have focused my analysis on PSE’s parent (Puget Energy) and the combination electric and gas utilities that PSE has identified as being most comparable to itself.

Q.
Please summarize your recommendation concerning the rate of return on common equity capital (“ROE”) and the overall rate of return allowance that are appropriate for PSE in this case.
A.
My analysis indicates that, at the present time, investors require an 8.0 to 9.0 percent return on common equity for PSE and comparable electric/gas utilities.  My recommendation is that the Commission allow 9.0 percent on the common equity portion of the capital structure used to set PSE’s rates in this Docket.  By granting an allowance at the upper end of the indicated ROE range, the Commission will provide a cushion for potential capital cost increases during the next year and, at the same time, enable PSE to continue to improve its balance sheet and credit ratings.  This ROE allowance, combined with PSE’s embedded debt and preferred stock costs and average projected capital structure for the 12-month period beginning in February 2005, produces an overall rate of return allowance recommendation of 7.8%.  This recommendation is summarized in Exhibit No. ___ (JWW-10).  

Q.
How have recent trends in money market costs affected equity capital return requirements?
A.
Money costs have fallen considerably during the past several years, leaving little doubt that return requirements have been lower in recent years than they were throughout the 1980s and 1990s.


One indicator of this decline in money costs is the trend in interest rates during the past decade.  Exhibit No. ___ (JWW-2) shows a variety of interest rate data for the past twenty-three years.  Although the level of interest rates is not a precise indicator of the change in common equity costs, the trend in these interest rate data indicate that money costs are now lower than they have been for most of the last two decades.



As I explain in my testimony, common equity return requirements can run a course that differs from debt costs.  The relationship between bond yields and common equity cost rates is not constant, but rather it changes with changes in the perceived risk of the two different types of securities.  For this reason, bond yields are not an ideal standard for determining common equity return requirements.  The very broad levels and trends of debt yields do, however, provide good information about changes in the cost of capital in the economy.



The level of stock prices of comparable firms further demonstrates that recent common equity return requirements have been lower than in prior years.  Most comparable common stocks are trading at margins over book value, indicating that investors are expecting returns in excess of capital costs. 

III.
Discounted Cash Flow

Q.
Please explain the discounted cash flow approach to determining the cost of common equity capital.
A.
A general explanation and illustration of the DCF model used to determine the cost of common equity capital is presented in Exhibit ___ (JWW-3). 

Q.
Do you and PSE’s witness, Dr. Cicchetti, disagree with respect to the DCF theory that you describe in Exhibit ___ (JWW-3)?

A.
No.  As in this case, the controversial aspect of DCF analysis is usually measurement of the yield and growth components of the model, rather than the underlying theory.  Dividend yields depend upon growth expectations, and the cost of equity capital is the discount rate, which relates specific market prices to specific cash flows, including the growth in those cash flows.

Q.
What expectations are important in DCF analysis?
A.
Investor expectations are central to the discounted cash flow approach and are the key to establishing the cost of common equity capital.  Investors establish prices for common stocks on the basis of their expectations of future income streams (dividends and capital gains) relative to their return requirement for the level of perceived risk.  It is the consensus of investor expectations that establishes the price of common equities, and those expectations are concerned with the future income stream.  This means that it is the expected future growth in dividends, which is most important.


Although dividend yields are easy to measure with pub​lished data, the growth component is not as easy.  There is no published consensus value for the expectations investors hold.   In seeking an equity cost rate one must determine, on the basis of factual information, what the most reasonable estimate of growth expectations held by investors is at any point in time.  

Q. Does Dr. Cicchetti’s analysis present a reasonable estimate of investors’ dividend growth expectations?
A. No.  Dr. Cicchetti’s analysis assumes that investors’ dividend growth expectations can be inferred simply by reference to the closing price of a company’s common stock in each month during the past year, compared to the closing price in the corresponding month one year earlier.  His DCF analysis for PSE is replicated below: 

	Dr. Cicchetti’s DCF Analysis for PSE

	
	
	
	

	Date
	Growth in Stock Price
	Dividend yield
	DCF Rate of return

	Mar-04
	7.1%
	4.4%
	11.5%

	Feb-04
	10.6%
	4.4%
	15.0%

	Jan-04
	17.6%
	4.2%
	21.9%

	Dec-03
	7.5%
	4.2%
	11.7%

	Nov-03
	7.5%
	4.3%
	11.8%

	Oct-03
	6.5%
	4.4%
	10.9%

	Sep-03
	9.4%
	4.5%
	13.9%

	Aug-03
	0.5%
	4.6%
	5.0%

	Jul-03
	4.2%
	4.6%
	8.7%

	Jun-03
	14.5%
	4.2%
	18.7%

	May-03
	11.7%
	4.3%
	16.0%

	Apr-03
	1.9%
	4.7%
	6.6%

	Mar-03
	2.5%
	4.7%
	7.2%

	AVERAGE
	7.8%
	4.4%
	12.2%

	Source: Exhibit No. ___ (CJC-1T) Page 35 of 50





For each month, the growth in stock price is simply the change in the closing price in that month in relation to the closing price in the same month one year earlier.  This is an unrealistically simplistic method for estimating investor expectations.  Investor expectations are the result of far broader considerations than the percentage change in a company’s stock price over the past year.  Dr. Cicchetti’s approach to estimating investors’ expected dividend growth is also an extremely volatile method of estimation because of the ‘ups and downs’ in stock prices.  In contrast to Dr. Cicchetti’s 12.2% DCF result for PSE five months ago (through March) updating and applying exactly the same methodology through August now produces a DCF result of 8.7 percent:

	Dr. Cicchetti’s DCF Analysis for PSE

	Updated through August 2004

	

	Date
	Growth in Stock Price
	Dividend yield
	DCF Rate of return

	Aug-04
	5.0%
	4.4%
	9.1%

	Jul-04
	-1.2%
	4.6%
	3.4%

	Jun-04
	-8.6%
	4.6%
	-4.0%

	May-04
	-8.8%
	4.7%
	-4.1%

	Apr-04
	3.9%
	4.6%
	8.5%

	Mar-04
	4.9%
	4.5%
	9.4%

	Feb-04
	10.6%
	4.4%
	15.0%

	Jan-04
	17.6%
	4.2%
	21.9%

	Dec-03
	7.5%
	4.2%
	11.7%

	Nov-03
	7.5%
	4.3%
	11.8%

	Oct-03
	6.5%
	4.4%
	10.9%

	Sep-03
	9.4%
	4.5%
	13.9%

	Aug-03
	0.5%
	4.6%
	5.0%

	AVERAGE
	4.2%
	4.5%
	8.7%


Although 8.7 percent may appear to be a more realistic estimate of PSE’s cost of capital at the present time, the methodology remains dubious and is likely to produce wildly volatile and unreliable results in the future as the stock market goes through its ‘ups and downs.’  An indication of this is presented in Dr. Cicchetti’s DCF analysis for the eleven combination electric/gas utilities that are identified as most comparable to PSE.  Of these eleven, Dr. Cicchetti’s analysis produces DCF results in excess of 25 percent for five companies, negative results for three companies and estimates of 19 to 20 percent for the other three.  Not a single one of these results is a reasonable estimate of any company’s cost of equity capital.  Nevertheless, Dr. Cicchetti uses the average of these values as an indication of PSE’s required return on common equity (see Exhibit No. ____(CJC-1T) page 35 of 50).  This is simply not credible evidence of PSE’s equity cost.  

Q.
How do you apply the DCF principles you have discussed in Exhibit ___ (JWW-3) to determine the cost allowance for common equity capital in this case?
A.
To estimate PSE’s cost of equity capital, I have focused on the same combination electric and gas utilities that PSE has identified in its filing as being most comparable to itself.  These are:  

Avista Corporation

MDU Resource Group, Inc.

PNM Resources

Puget Energy, Inc.

Sierra Pacific Resources

Alliant Energy

Aquila, Inc.

MGE Energy, Inc.

WPS Resources Corporation

Wisconsin Energy Corporation

SCANA Corporation

TECO Energy

Q.
How do you estimate the dividend growth that investors expect when they price equity securities?
A.
The DCF equation normally used for regulatory purposes is derived from the more general mathematical statement discussed in Exhibit ___ (JWW-3) that market price is a function of the current dividend (the amount investors expect to receive over the coming year) and the annual growth investors expect for dividend payments thereafter, over the life of the security.  Market price and current dividend are known values that are relatively easy to measure. 


The growth component is different in character, as there is no published consensus value for the dividend growth expectations that investors hold.  As a result, regulators seeking a DCF estimate of a company’s equity cost rate must determine, on the basis of factual information, what the most reasonable estimate of growth expectations held by investors is at any point in time.


DCF cost of equity indications are presented in Exhibit No. ___ (JWW-4).  The reported dividend yields are Standard and Poors’ most recently reported dividend yield for each company as reported in the Monthly S&P Stock Guide (in this case September, 2004).  These reflect the dividends currently declared per share divided by the Company’s recent market price per share.  For each comparable company, I have shown both historic dividend growth and projected earnings growth.  Historic dividend growth is computed over ten years through 2003.  Projected earnings growth is the compound annual rate of dividend growth between 2003 and 2008 as projected by the Value Line Investment Survey as well as IBES growth forecasts.  Combining these growth estimates with dividend yield produces an adjusted DCF range from 6.6% to 8.9% and an average of 7.8% for the comparable companies.  Looking at Puget alone, and ignoring the historic negative dividend growth over the past ten years, the range is 6.7% to 10.4%.  The adjusted DCF indications are somewhat overstated as I have excluded zero and negative values from the adjusted calculation.  While the results of my DCF analyses produce a reasonable common equity cost estimate, it would be highly desirable to have further information as a basis for a rate of return recommendation in this case.

Fundamental DCF

Q.
Have you performed any additional DCF studies?
A.
Yes.  I have also performed a “fundamental” DCF calculation as an alternative means of estimating PSE’s common equity costs. 

Q.
What is a fundamental DCF calculation?

A.
A fundamental DCF calculation uses retained earnings as the measure of ex​pected growth.  Because retained earn​ings provides for growth in equity and growth in equity provides for business growth, the rate of earnings plow-back (i.e., those earnings not paid out in dividends) serves as a basis for estimating future dividend growth.  If the funds that are retained and reinvested earn the allowed return and the allowed return is equal to the cost of capital, retained earn​ings provide a good estimate of future growth.


For example, if a company with a stock price and book value of $50 per share earns $5.00 (10%) and pays out a dividend of $2.50, its dividend yield is 5% (i.e., 2.50/50).  Expected growth will also be 5% because the $2.50 that is retained will permit earnings to increase by that amount (i.e., $2.50 x 10% = $0.25 which is 5% of $5.00).  Likewise, the retention of $2.50 of earnings within the corporation will cause the book value of its stock to increase by 5% (i.e., $2.50 is 5% of $50.00).  In this case, the dividend yield of 5% plus expected growth of 5% equals 10%, which is the cost of capital.

Q.
Please summarize the results of your fundamental DCF analysis.
A.
The results of my fundamental DCF analysis are presented in Exhibit No. ___ (JWW-5).  The average indication in this case is 8.63 percent, with individual company results ranging from 6.7% to 9.5%.  Standing alone, PSE’s indication is 8.3%, which is the sum of the Company’s dividend yield and its fundamental growth rate associated with retained earnings.

IV.
Capital Asset Pricing Model

Q.
Have you also performed capital asset pricing model studies to estimate the appropriate rate of return allowance?
A.
Yes, I have.

Q.
Please describe the capital asset pricing model (“CAPM”).

A.
The CAPM is, like the DCF model, one of the most widely used techniques to estimate the cost of equity capital.  The fundamental principle underlying the CAPM is that investors require compensation for risk when making an investment – that is, a higher return than is required for a riskless investment.  In other words, while the DCF model estimates the cost of equity capital directly by examining expected dividend flows and market prices, the CAPM estimates required returns by evaluating the relative risk of alternative investments. 



In comparison with the expected return on a risk-free investment, a risky investment must provide investors with a risk premium – an expected return higher than the riskless rate.  The most commonly used measure of a risk-free asset is a short term (e.g., 90 day) U.S. Treasury security, which has little or no default or inflation price risk.  

CAPM separates the total risk of an investment into two parts:  systematic and unsystematic risk.  Systematic risk is unavoidable; it affects all assets to a greater or lesser degree.  For example, a sharp rise in inflation would affect all stocks to a greater or lesser degree.  The size of the risk premium for each stock is determined in a proportion to the stock’s co-movement with the market for all stocks.  A stock that is twice as volatile as the average requires a risk premium that is double the average risk premium.  A stock that is half as volatile as the average requires a risk premium that is half the average, etc.  All systematic risk is rewarded with a risk premium, above the risk free rate of return that varies in direct proportion to the stock’s relative volatility.  The relative risk of each stock is measured by a value known as beta (B), which is a measure of the stock’s relative volatility in comparison with the volatility of the entire market.



In contrast, unsystematic risk is that portion of total risk that can be avoided by diversifying.  Unsystematic risk is not rewarded with a risk premium.



The CAPM defines the cost of equity for each company’s stock as equaling the riskless rate plus an increment equal to the amount of systematic risk that goes with the investment:

Kn = Rf + Bn (Rm – Rf)

where,

Kn = the cost of equity for company n

Rf = the riskless rate of return
Bn = the beta for the stock of company n

Rm – Rf = the expected market risk premium

(i.e., the average difference between the expected returns on the diversified market portfolio and the riskless return).

Q.
What are the appropriate values for these variables in this case?
A.
At the present time, riskless treasury bills are yielding approximately 1.7%.  Thus, Rf = 0.017.  With regard to risk premium, recent surveys and academic analyses indicate that the expected market risk premium Rm is in the range of 3% to 7%.  For example, according to Dinson, March and Staunton (“Risks and Returns in the 20th and 21st Centuries,” Business Strategy Review, 2000, Volume 11, Issue 2):

“It has become clear that the current level of the equity risk premium is unlikely to be as high as was considered reasonable in the mid-1990s.  The arithmetic mean of 8½% recommended by Ross, Westerfield and Jaffe (1993), the 8-9% suggested (with caveats) by Bealey and Myers (2000), and the 7½% recommended by Wetson, Chung and Sui (1997), and a similar figure inferred from the Copeland, Koller and Murrin (1995) geometric mean of 5-6%, all look excessive.  The market is almost certainly building lower risk permia than this into stock prices….The cost of capital has thus fallen substantially in recent years.”


Also, according to Eugene F. Fama of the University of Chicago and Kenneth R. French of Massachusetts Institute of Technology, the risk premium over the past half-century was only 4%.  Their calculation is based on going back to the past and analyzing what kinds of returns investors had a reasonable right to expect for the future, given companies’ dividend yields and expected growth rates.  The return they got exceeding 4% was, they say, the result of a series of surprises, such as the end of the cold war and the development of the computer – windfalls that investors do not count on to repeat themselves.  Fama and French expect stocks to outperform risk-free securities by only 3% to 3.5% a year in the long term.  (See E.F. Fama and K.R. French, “Dividend Yields and Expected Stock Returns,” Journal of Financial Economics, 22 (1), 3-25 and “Business Conditions and Expected Returns on Stocks and Bonds,” Journal of Financial Economics, 25 (1), 23-49.)


Among the people who have studied the equity premium closely, most think it is probably no more than 3 to 5 percentage points above treasury bills.  Still, rank-and-file finance professors continue to peg the long-term premium at about 6 to 7%, according to a comprehensive survey published by Ivo Welch, formerly a professor at UCLA’s Anderson School and now of Yale University.  Welch, himself, agrees with the 3-5 percent range.  According to his analysis, it is more accurate to recommend a 3% geometric equity premium estimate and a 5% arithmetic estimate than the 6% to 7% consensus of the profession.  (See Ivo Welch, “Views of Financial Economists on the Equity Premium and on Professional Controversies” (University of California, Los Angeles and Yale University, 2001)).


As shown in Exhibit No. ___ (JWW-7), average beta values in this case are 0.825 for the comparable electric and gas utilities (and 0.75 for PSE).  Using 0.825 as the beta estimate and 7 percent as the market risk premium, the CAPM cost of equity estimate for PSE is:

K = 1.7% + 0.825 (7.0%) = 7.48%


Assuming that the riskless rate of return may be expected to increase from today’s relatively low level during the rate period for this case, CAPM analysis could support an equity return range of 8.0 to 9.0 percent.  For example, assuming a 3.0% risk free rate, the indicated cost of common equity would be approximately 8.78.  CAPM equity return calculations are summarized in Exhibit No. ___ (JWW-6).

V.
Comparable Earnings

Q.
Have you also examined comparable earnings for investors in these comparable companies?
A.
Yes.  I have examined the rates of return that are expected to be earned on common equity capital by the comparable electric and gas utilities as well  as returns that are expected to be earned in relation to the market price of those equity securities.  This latter and most relevant comparison is essentially the return on book value divided by the market/book ratio.

Q.
What is a market/book ratio and why is it relevant in determining a fair common equity return allowance?
A.
A market/book ratio is the relationship that exists at any time between the value that investors place on a firm’s common stock and the stock’s book value.



If regulators allow firms to earn rates of return that equal the cost of obtaining capital in the marketplace, then market forces will tend to drive the prices of stocks toward their book values.  Since an individual investor cannot control either the current dividend rate or the dividend growth rate, investors’ decisions about the adequacy of returns are reflected by their buy, sell and hold actions.  If the expected return exceeds the required return, the price of common stock will be greater than the stock’s book value.  If the expected return is lower than investor requirements, the market price will tend to fall below book value.  If investor expectations and requirements are the same, the stock will tend to trade at a price equal to book value.

Q.
Is this an important consideration in rate regulation?
A.
Yes.  It is an important consideration in rate regulation.  If the market price of common stock rises to and remains at a level that is substantially in excess of book value, that is a clear signal to regulators that investors’ earnings expectations exceed the cost of capital, and that they have capitalized these expected excess earnings by bidding up the price of common stock to a level greater than the stock’s book value.  


Thus, for example, if an investor purchases common shares at a market price equal to 1.5 times the stock’s book value and the company earns a 15 percent rate of return on book value, investors actually realize a smaller return (i.e., 10 percent) on the market value of their investments.  Since 15 percent exceeds the return that is required in the marketplace (we know that because, in this example, with a 15 percent return investors bid the stock price up to 150 percent of its book value), the excessive 15 percent return on book value is capitalized (i.e., built into the discounted present value of the security) by investors, thus inflating the market price of stock.  While this may result in windfalls for original stockholders who paid book value for their holdings, the excessive return is an unnecessary expense for ratepayers if it is reflected in allowed rates.  Since it is both excessive and unnecessary, this condition should typically be prevented by fair and effective rate regulation.  Of course, temporary fluctuations and short-term cycles affect prices, and a stock price varies from its trend over time.  This means that, if common equity costs remain about the same over time, and if investors expect future returns equal to the market cost of equity, the price fluctuates within a reasonably narrow range of book value.

Q.
Is there evidence as to what return on equity capital is expected to produce a market-to-book ratio of 1.0 in the electric utility industry in the future?
A.
Yes.  The Value Line Investment Survey, which is an excellent source of reported historical financial data, has published projected market-to-book ratios for companies for the period 2007-2009 in recent issues.  These are summarized for Puget and its comparable companies in Exhibit No. ___ (JWW-8).  As shown in this Exhibit, it is projected that a 9.46 percent return on the book value for the comparable companies will produce a market-to-book ratio of 1.22.  This, in turn, implies a cost of equity capital for these companies of about 7.75%.  The corresponding result for PSE alone is 7.70%.


A market price equal to book value indicates that investors expect future earnings rates equal to their required return or cost of capital.  To the extent that investors expect that the rate of return earned on book assets will exceed the required return or cost of capital, there will be a tendency to bid up the market value of stocks to the level at which the expected return in relation to market value equals the required return or cost of capital.  Thus, if the required return or cost of capital is 7.75 percent, but investors expect that a 9.46 percent return will be earned on book value, market prices will be bid up to 1.22 times book value so that the realized return equals the cost of capital (i.e., 7.75%).  The implication in this case is that an equity return of 7.75 percent would be sufficient to sustain the stock price at book value,





i.e., 9.46/1.22=7.75

Q.
Why have you examined these expected comparable earnings rates?
A.
Comparable rates of return from alternative investment opportunities determine the return level that investors can expect to obtain in competitive capital markets at any time.  Moreover, comparable returns are generally considered by regulatory commissions and courts in determining “fair earnings” rates in rate proceedings.  Indeed, regulatory standards demand that Commissions make an effort to allow similar profit rates to firms in similar circumstances.  In examining comparable earnings data, it is, of course, important to remember that rates of return earned by other regulated companies are determined in some measure by previous regulatory decisions, and they may be either excessive or inadequate for certain firms at certain times.  Therefore, while comparable earnings data do provide an essential reference point for any cost of capital decision (indeed, comparable earnings opportunities are the foundation on which investors make their capital commitment determinations and they are therefore the foundation of DCF and other cost of capital models) a simple mathematical extrapolation is not always sufficient.

Q.
Should PSE’s rates include a common equity rate of return allowance equal to that earned in recent years by these comparable companies?
A.
No.  Experienced returns may be an approximate benchmark for return authorizations, but there are several reasons why caution should be exercised in simply applying those average rates of return here.  First, there is an obvious element of circularity in allowing a rate of return for a given regulated enterprise equivalent to the rate of return which other regulated enterprises are allowed to earn.  This reflects a significant difference of opinion between my own view and that of PSE witness Cicchetti, who has testified that he gives greater weight to the return that other state regulatory commissions have allowed than he does to statistically based cost of capital analysis.  (See Exhibit No. CJC-IT page 48 line 17 through page 49 line 3).


Second, earned returns are not the same as required returns.  When market to book ratios exceed unity, it means that book return expectations are higher than current equity market return requirements.

VI.
Capital Structure

Q.
Is capital structure an important issue in this case?
A.
Yes.  That is so because each source of capital has associated with it a certain level of risk and corresponding return.  In a competitive market, a firm must be responsive to the interests of both its customers and investors.  Customers are interested in the lowest possible product price; since debt is generally a cheaper source of capital than equity (and short term debt is cheaper than long term debt), consumers would generally prefer to maintain a more leveraged (lower equity %) capital structure.  
Investors, on the other hand, have a prime concern of return commensurate with risk.  They have an interest in balancing the lower cost of debt with the higher financial risk associated with additional leverage.  In an unregulated market, a firm balances these interests to keep both its customers and investors and not to lose them to competitors.  Competitive forces tend to drive a company’s relative usage of debt and equity to the optimal level for that company and that industry.  Ideally, a firm will obtain capital funds through a “mix” that will result in the most economical financing of its assets over the long run.



A regulated enterprise that operates in a monopoly environment does not always have these market forces operating to the same extent to balance its use of debt and equity.  When a regulated firm capitalizes itself in an inappropriate manner, the burden of this inefficiency falls on the customer.  It is a company’s prerogative to obtain its capital funds from any source it chooses, but the Commission has a responsibility to protect consumer interests in determining the allowed rate of return for a regulated enterprise.

Q.
What capital structure does PSE recommend?
A.
PSE recommends establishing a rate of return allowance based on a hypothetical capital structure comprised of 45% common equity, 48.64% debt and 6.36% preferred equity.  (See Exhibit No. ___ (DEG-8C page 1).

Q.
Is that a reasonable capital structure for ratemaking purposes in this case?
A.
While these percentages do not represent an unreasonable capital structure per se, the common equity percentage is higher than the Company’s actual common equity component at the present time and higher than projected common equity throughout 2005.  Conversely, the debt percentage is below actual.  Because common equity has a higher cost rate than debt and because common equity returns are taxable while debt returns are not, the Company’s proposed adjustment to a less leveraged capital structure for ratemaking purposes raises costs to ratepayers.  In my opinion it would be more reasonable to use a capital structure for ratemaking purposes in this case that reflects actual debt and equity amounts at the present time and as reasonably foreseen in 2005.

Q.
What is the cost of maintaining a high common equity ratio?
A.
The cost of maintaining a high common equity ratio is the resulting higher overall return requirement (including actual or imputed income tax costs) attributable to the higher percentage of common equity in the overall capital structure.

Q.
Is there any benefit to maintaining a high common equity ratio?
A.
The benefit derived from maintaining a high common equity ratio is the savings in capital costs at the margin (if any), which are attributable to low debt leverage.  To the extent that the costs of common equity, new debt and preferred stock are reduced as a consequence of a high common equity ratio, the annual savings are the benefits of maintaining high common equity ratios.



It may also be true that, when financial markets are especially risk-averse, companies with high common equity ratios may have greater access to new debt and equity capital.  However, above the BBB bond rating category this advantage is not likely to produce a net benefit to ratepayers as the cost of maintaining a thick equity ratio is likely to exceed debt cost savings.

Q.
Do the benefits of high common equity ratios generally offset the costs?
A.
No, certainly not within the range of common equity ratios generally observed in regulatory proceedings.  Although it is true that low common equity ratios should imply greater risk and higher capital costs, the degree to which an excessive common equity ratio contributes to reductions in risk and capital costs, in comparison with an adequate common equity ratio, is most likely to be minimal.  The reason for this is that investors do not reduce their return requirements by enough as a result of the high common equity ratio to offset the higher cost of an equity rich capital structure.



A second reason that the benefits to ratepayers do not generally offset the costs of high common equity ratios is that the additional costs of new debt and preferred stock issues (when ratings are lower and issue yields are incrementally higher) are generally small in comparison to the large additional overall pre-tax return requirement resulting from a higher common equity ratio.  High common equity ratios are also not cost beneficial because the income tax allowance charged to ratepayers on the extra common equity capital would typically more than cancel out any cost savings that might be realized on new debt issues.  In this case, I recommend that the Commission set PSE’s revenue requirement and rates at a level reflecting the Company’s actual debt ratio and income tax costs rather than the higher costs that would be implied by a higher deemed equity ratio in the capital structure that is adopted for ratemaking.

Q. In requesting that its rate of return allowance be calculated using a target 45% common equity ratio, rather than its actual ratio, PSE has argued that over time, a return allowance based on a higher common equity ratio will be beneficial to ratepayers.  For example, Mr. Reynolds testifies that the allowance of a 45% common equity ratio will help to strengthen the company’s credit rating, thereby allowing access to capital markets on better terms and keep rates low over time for ratepayers.  (see Exhibit No. ___ (SPR-1T) at pages 9-10).  Has PSE presented any evidence in this case that quantifies the savings that it claims ratepayers will enjoy as a result of adopting a higher common equity ratio?
A. No.  PSE has not provided any such quantification.  Moreover, it seems doubtful that the present value of total costs to ratepayers would decline as a result of adopting a 45% common equity ratio for ratemaking purposes, even if that would immediately improve the Company’s debt rating.  For example, if PSE’s debt rating were to rise to BBB+ as the result of such an allowance, and if this improvement were to reduce new debt costs by a full percentage point1/ (100 basis points), PSE’s annual interest cost savings on the $300 million of new debt planned for the next year would be $3 million.  Correspondingly, the adoption of a 45% common equity ratio, rather than a 42% common equity ratio would raise the pre-tax common equity return by $12 million (with a 9.0% ROE).  Assuming a combined marginal income tax rate of 40%, the annual costs to ratepayers would be $20 million.2/  While there may be other factors to consider in addition to the higher equity allowance and lower debt cost, they would have to be very substantial in order to offset this cost-benefit spread.  Given that PSE has presented no quantifiable evidence of such ratepayer benefit, it would appear to be unduly costly to ratepayers for the Commission to allow a 45% common equity ratio in this case.  

Q.
How have you determined the capital structure percentages to be used in developing your overall rate of return recommendation?
A. I have reviewed the Company projected monthly capital balances for the year beginning in February 2005, and I have used the average of the projected end of month balances for the twelve month period February 2005 – January 2006.  This is slightly different from PSE’s calculation, which includes end of month balances from February 2005 through February 2006.  Because PSE includes an assumed short-term debt balance of nearly zero for February 2006, it is my opinion that the Company’s approach unduly understates the low cost, short-term debt component of their capital structure.  Also, because the short-term debt commitment fees remain fixed, understating the amount of short-term debt unduly increases the implied short-term debt cost.  


My result is a capital structure containing 41.84% common equity, 51.69% debt and 6.37% preferred.  This is summarized in Exhibit __ (JWW-10).

Q. How did you determine the cost rates to be applied to this capital structure?
A. As described above, I determined that an appropriate after tax common equity return allowance was 9.0%.  I also used the Company’s calculated cost rates for long term debt and preferred as developed in Exhibit No.____(DEG-8C), pages 8 and 10.  For short term debt I used a 3.2% interest rate for commercial paper and a 3.0% interest rate for the debt of the accounts receivable securitization facility (which are both well above current short term debt rates), and I also included the annual commitment fees and short term debt issue costs amortization as stated in Exhibit No. ____(DEG-8C), page 3.  


Combining these various capital structure and cost rate elements the appropriate rate of return on rate base for PSE in this case is 7.80 percent.  The development of this result is shown in Exhibit No.____ (JWW-10).

VII.
Risk Considerations

Q.
Is there empirical evidence demonstrating that regulated electric and gas utilities are less risky businesses than competitive unregulated enterprises?
A.
Certainly.  Analyses of stock market indices such as Beta coefficients establish the comparatively stable, low-risk nature of common stock investments in regulated industries.

Q.
What are beta coefficients?
A.
As discussed above in the context of the CAPM analysis, the Beta coefficient for the common stock of a particular firm is a measure of the sensitivity of that stock’s price to overall fluctuations in the stock market average.  A Beta coefficient of 1.5, for example, indicates that the price of a stock tends to rise (or fall) 1.5 percent with a 1.0 percent rise (or fall) in the New York Stock Exchange Composite Average.  Beta coefficients, as reported regularly by Value Line, are derived from a least squares regression analysis between weekly percent changes in the price of a stock and weekly percent changes in the New York Stock Exchange Composite Average.

Q.
Have you examined the Beta coefficients for Puget and other comparable companies in reaching your conclusions in this case?
A.
Yes, the Beta coefficients for Puget and its comparable electric/gas utilities are shown on Exhibit No. ___ (JWW-7).  The average Beta coefficient for these companies is less than 1.0.  This means that, on average, common stocks for these comparable enterprises are less volatile (i.e., less risky) than the stock market as a whole.

Q.
Are there also other comprehensive, analytical data to demonstrate that common stock investments in these comparable companies are not exceptionally risky?
A.
Yes.  For example, Value Line also publishes indices of safety, price stability and earnings predictability for a wide variety of firms in all sectors of the economy.  As shown in Exhibit No. ___ (JWW-7), the comparable companies have an average safety index of 2.58 on a scale from 1 to 5, where 1 is the highest safety rating.  Also, price stability ranks toward the upper end of the scale from 5 to 100 where 100 is the highest stability rating.  The average earnings predictability index for these companies is 48.33 on a scale from 5 to 100. 

VIII.
Conclusion

Q.
Please summarize your recommendation concerning the rate of return on common equity capital and the overall rate of return appropriate for PSE in this case.
A.
My analysis indicates that, at the present time, investors require no more than an 8.0 to 9.0 percent return on common equity in Puget Energy and comparable enterprises.  As summarized in Exhibit No. ___ (JWW-9), this conclusion is consistent with the DCF, CAPM and comparable expected market earnings evidence that I have presented in this case.  My recommendation is that the Commission allow 9.0 percent on the common equity portion of the capital structure used to set PSE’s rates in this Docket.  By granting an ROE allowance at the upper end of the indicated range, the Commission will be providing a cushion for potential capital cost increases during the next year and, at the same time, enable Puget to continue to improve its balance sheet and credit ratings.  This 9.0% ROE allowance, combined with the capital structure percentages and senior security cost rates discussed above produces an overall rate of return allowance recommendation of 7.8%.  These recommendations are summarized in Exhibit No. ___ (JWW-10).  

Q.
Does this complete your prepared direct testimony in this case?
A.
Yes it does.

1/         This represents a substantially wider spread than is likely to actually exist.  In 2003, the average monthly spread between S&P A-rated and BBB-rated bonds was 64 basis points and the corresponding Moody’s (Mergent) spread was 26 basis points.


2/           The net difference to ratepayers including the reduced debt ratio, increased equity ratio and reduced debt cost (100 basis points on $300 million) would be a cost increase of $8.757 million per year.  Using PSE-requested ROE (11.75%) and savings of 50 basis points on $300 million of new debt, the annual net difference to ratepayers would be a cost increase of $16.581 million.
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