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I.  INTRODUCTION / SUMMARY

Q.
Please state your name, occupation and address.
A.
My name is Stephen G. Hill. I am self-employed as a financial consultant, and principal of Hill Associates, a consulting firm specializing in financial and economic issues in regulated industries. My business address is P.O. Box 587, Hurricane, West Virginia, 25526 (e-mail: sghill@compuserve.com). 

Q.
Briefly, what is you educational background?
A.
After graduating with a Bachelor of Science degree in Chemical Engineering from Auburn University in Auburn, Alabama, I was awarded a scholarship to attend Tulane Graduate School of Business Administration at Tulane University in New Orleans, Louisiana. There I received a Master’s Degree in Business Administration. More recently, I have been awarded the professional designation, “Certified Rate of Return Analyst” by the Society of Utility and Regulatory Financial Analysts.  This designation is based upon education, experience and the successful completion of a comprehensive examination. I have also been elected to the Board of Directors of that national organization. A detailed account of my educational background and occupational experience appears in Exhibit No.__(SGH-2), attached to this testimony.

Q.
Have you testified before this or other regulatory commissions?  

A.
Yes, I have appeared previously before this Commission. In addition, I have testified on cost of capital, corporate finance and capital market issues in more than 225 regulatory proceedings before the following regulatory bodies: the West Virginia Public Service Commission, the Texas Public Utilities Commission, the Arizona Corporation Commission, the Oklahoma State Corporation Commission, the Public Utilities Commission of the State of California, the Pennsylvania Public Utilities Commission, the Maryland Public Service Commission, the Public Utilities Commission of the State of Minnesota, the Ohio Public Utilities Commission, the Insurance Commissioner of the State of Texas, the North Carolina Insurance Commissioner, the Rhode Island Public Utilities Commission, the City Council of Austin, Texas, the Texas Railroad Commission, the Missouri Public Service Commission, the South Carolina Public Service Commission, the Public Utilities Commission of the State of Hawaii, the New Mexico Corporation Commission, the State of Maine Public Utilities Commission, the Georgia Public Service Commission, the Public Service Commission of Utah, the Illinois Commerce Commission, the Kansas Corporation Commission, the Indiana Utility Regulatory Commission, the Virginia Corporation Commission, the Montana Public Service Commission, the Public Service Commission of Wisconsin, the Vermont Public Service Board, the Federal Communications Commission and the Federal Energy Regulatory Commission. I have also testified before the West Virginia Air Pollution Control Commission regarding appropriate pollution control technology and its financial impact on the company under review and have been an advisor to the Arizona Corporation Commission on matters of utility finance.

Q.
On behalf of whom are you testifying in this proceeding?
A.
I am testifying on behalf of the Staff of the Washington Utilities and Transportation Commission (Staff). 

Q.
What is the purpose of your testimony?
A.
In this testimony, I present the results of studies I have performed related to the appropriate return on equity and capital structure to be applied to the electric and gas distribution utility operations of Puget Sound Energy, Inc. (PSE, Puget, or the Company), a subsidiary of Puget Energy, Inc. (the Parent). In addition to my testimony regarding the Company’s current cost of equity capital for its electric and gas utility operations, I review the cost of capital testimony provided by Company witness Dr. Roger Morin and discuss the shortcomings contained in that testimony. 

Q.
Have you prepared exhibits in support of your testimony?
A.
Yes, my narrative testimony is presented as Exhibit No. __(SGH-1T). Exhibit Nos. __(SGH-2) through (SGH-6) contain additional narrative detail regarding certain aspects of my testimony in this proceeding. Exhibit No. __(SGH-7) through Exhibit No. __(SGH-20) SSG19 provide the analytical support for the conclusions reached regarding the overall cost of capital for the integrated electric utility and gas distribution operations of Puget presented in the body of the testimony. These Exhibits were prepared by me and are correct to the best of my knowledge and belief. 

Q.
Please summarize your testimony and findings concerning the rate of return that should be utilized in setting rates for Puget’s utility operations in this proceeding.
A.
My testimony is organized into five additional sections. First, I discuss recent findings in the field of financial economics that are germane to the determination of the cost of capital as well as other factors that support the reasonableness of single-digit cost of capital estimates. Second, I review the current economic environment in which the equity return estimate is made. Third, I review the capital structure requested by Puget for ratemaking purposes in comparison to capital structures employed by the Company and its parent company historically. From that review, I develop a capital structure appropriate for ratemaking purposes. 



Fourth, I evaluate the cost of equity capital for similar-risk utility operations using Discounted Cash Flow (DCF), Capital Asset Pricing Model (CAPM), Modified Earnings-Price Ratio (MEPR), and Market-to-Book Ratio (MTB) analyses. Fifth, I comment on the pre-filed cost of capital testimony submitted by Company witness, Dr. Roger Morin.



I have estimated the equity capital cost of electric and gas distribution companies to fall in a range of 9.25% to 9.75%. Within that range, I estimate the equity cost of the Company’s electric and gas utility operations to be in the lower half of a reasonable range of equity costs for electric and gas distribution utilities—9.375% and, if the Company’s gas decoupling proposal is implemented by the Commission, an allowed return at the low end of the current cost of equity—9.25%—would be appropriate for Puget’s gas utility operations.



Applying that 9.375% equity capital cost to a capital structure that is reasonable for ratemaking purposes produces an overall cost of capital of 7.84% (Exhibit No. __(SGH-19)). That overall cost of capital affords the Company an opportunity to achieve a pre-tax interest coverage level of 2.85 times. That level of pre-tax coverage is well above the level of interest coverage actually achieved by Puget over the past five years, which has ranged from 1.4x to 2.32x.
 Therefore, the equity return I recommend is sufficient to support and improve the Company’s financial position and fulfills the requirement of providing the Company the opportunity to earn a return which is commensurate with the risk of the operation while maintaining the Company’s ability to attract capital.

Q.
Why should the cost of capital serve as a basis for the proper allowed rate of return for a regulated firm?
A.
The Supreme Court of the United States has established, as a guide to assessing an appropriate level of profitability for regulated operations, that investors in such firms are to be given an opportunity to earn returns that are sufficient to attract capital and are comparable to returns investors would expect in the unregulated sector for assuming the same degree of risk. The Bluefield and Hope cases provide the seminal decisions [Bluefield Water Works v. PSC, 262 U.S. 679 (1923); FPC v. Hope Natural Gas Company, 320 U.S. 591 (1944)]. These criteria were restated in the Permian Basin Area Rate Cases, 390 U.S. 747 (1968). However, the Court also makes quite clear in Hope that regulation does not guarantee profitability and, in Permian Basin, that, while investor interests (profitability) are certainly pertinent to setting adequate rates, those interests do not exhaust the relevant considerations. 



As a starting point in the rate-setting process, then, the cost of capital of a regulated firm represents the return investors could expect from other investments, while assuming no more and no less risk. Since financial theory holds that investors will not provide capital for a particular investment unless that investment is expected to yield their opportunity cost of capital, the correspondence of the cost of capital with the Court’s guidelines for appropriate earnings is clear.

II.  INVESTOR RETURN EXPECTATIONS

Q.
Utility equity return awards in the U.S. over the past year have averaged about 10.5%. Your equity return recommendation for Puget is below recent allowed return averages. Are there objective indicators that show your estimate is reasonable?
A.
Yes, there is both theoretical and practical evidence, which shows that an equity return of 9.375% for a combination gas and electric utility operation is not only reasonable, but may, in fact, be generous.

Q.
What objective practical evidence can you cite that indicates your equity return recommendation in this proceeding is reasonable?
A.
The most compelling evidence that investor equity return expectations are likely to be below my estimate of the current cost of equity in this proceeding and far below average allowed returns for utilities is provided by the Company, itself. In its 2005 S.E.C. Form 10-K, at pages 113 through 115, Puget Energy published data regarding the Company’s pension plan and the expected return on the invested assets in that portfolio. The Company’s published data indicate that its target investment mix in its pension fund portfolio is 70% equities and 30% debt. Also, the Company informs investors that it expects to earn an 8.25% return on its pension fund portfolio.



Assuming that the debt component of its pension fund earns a 5% return approximating the current yield on Treasury bonds, we can estimate that a total portfolio return of 8.25% implies an expectation of a 9.6% return on its equity investments [8.25% = 5% bond return x 30% + X% equity return x 70%; X = 9.6%]. Of course, if Puget’s return expectation on its bond portfolio is higher than the risk-free yield from Treasury bonds, the algebra would produce a lower equity return estimate.



In fact, the equity return expectation of Puget’s pension fund portfolio is lower than the back-of-the-envelope estimate set out above. In response to Staff Data Request No. 215, the Company provided support from its pension fund managers regarding the long-term equity return expectation. The Company’s pension plan administrator, RV Kuhns & Associates, projects a long-term return for a diversified portfolio of common equities ranging from XXXXXXXXX. That equity return expectation is for common stocks, generally, not for utility stocks, which would have a lower equity return expectation due to their lower risk. That long-term equity return expectation for the common stocks in Puget’s own pension fund is below the equity return I recommend in this proceeding, providing evidence that my 9.375% recommendation is conservative.

Q.
Isn’t it possible that the equity return projections for the company’s pension fund are conservative in order not to exaggerate the future value of that fund?
A.
Yes. It is reasonable to believe that the Company would not want to use return expectations that are too high for its pension fund assets because that would exaggerate the expected future value of that fund. Moreover, if the assumed returns are continually over-estimated and are not ultimately realized, the Company would be left with unfunded pension liabilities that could add unnecessarily to the Company’s financial risk profile. 



However, a high estimate of future pension portfolio returns also causes a reduction in annual pension fund expense (i.e., a lower annual contribution would be necessary to reach the future targeted amount of funds required if the expected return on those assets is higher) and a lower expense would result in a concomitant increase in the Company’s bottom line. That increase in profitability provides positive incentive to over-estimate the return. Prudent management, then, would seek to balance the positive and negative aspects of over-estimating the return on pension fund assets.



It is also reasonable to believe that the Company would not want to “low-ball” the pension fund return estimates either, because that would call for an unnecessarily high annual contribution every year to reach the future targeted amount of pension funds. An unnecessarily large pension expense would reduce the Company’s earnings. In addition, if ultimate returns turn out to be higher than predicted, the Company will, effectively, have pre-funded its pension requirements, using funds that could have been put to other, more economically beneficial uses such as production or transmission facilities. 



Therefore, because there are negatives associated with either over- or under-stating expected pension portfolio returns, we must assume the Company and its pension fund managers actually believe that, over the long-term, its common equity return expectations for its pension fund investments are XXXXXXX.
Q.
Expected equity returns in that range seem to be low.  Are there other examples of investor-expected equity returns similar to those used in the company’s pension fund planning?
A.
Yes.  There are examples in the capital marketplace and the financial media indicating that investor return requirements are quite modest. For example, a recent A.G. Edwards report on the gas utility industry, shows that market return expectations for gas utility stocks are well below 10%.
  The report states that, for a sample of 16 large and small gas distributors, the median total return expectation (dividend yield plus expected growth—a DCF-type calculation) is 8.1%. 



Value Line publishes similar expected returns for gas distribution utilities. As part of the data array published for each of the companies it follows, Value Line publishes its expectations for a three- to five-year total return (dividends plus stock price change). For the gas distributors that I use to estimate the cost of equity, Value Line currently projects an average three- to five-year total return expectation of 9.125%. The return expectations for gas distributors published by A.G. Edwards and Value Line are representative of the equity return expectations presented to investors today and are below my recommended return on common equity in this proceeding.  


In addition, in a letter recently published in late 2004 by Public Utilities Fortnightly, a prominent electric industry analyst confirms that single-digit return expectations are reasonable for utility investments, and those expectations comport with recent economic research:

Finally, let’s get real about investor expectations, now that investors have begun to get real. Articles on the topic fill the financial journals. They feature variants on this theme: Over time the average equity investment produces an annual total return (dividends plus stock price appreciation) of 6.5 per cent per year in real terms, the bulk of which comes from the dividend component. Add inflation expectations to that number, and you get an 8.5 to 9.5 percent return in nominal terms. The average back-to-basics utility yields about 5 to 6 percent and might grow 3 to 4 percent per year, which adds up to produce a total return expectation of 8 to 10 percent per year, not far from the return the journals posit for the market. (Hyman, Leonard, Senior Consultant, R.J. Rudden Associates, Letters to the Editor, Public Utilities Fortnightly, August 2004, p. 10)



The “articles [in] the financial journals,” to which the author of the preceding quote refers, relate to recent research involving the market risk premium. The market risk premium is the additional return above the risk-free rate of interest that investors expect to earn by investing in stocks rather than risk-free U.S. Treasury securities. This recent research indicates that the market risk premium based on the often-cited Ibbotson historical data substantially overstates investor expectations for returns in the future.



Finally, the expectation of lower equity returns and lower risk premiums is not confined to academic journals. It has been published in the popular financial media. As the excerpt from a 2003 article in Fortune cited below notes, double-digit returns on the stock market are not a reasonable expectation for investors today:


For the real story, we turned to some top quantitative scholars. This cabal of quants follows the market’s most fundamental math, and it’s telling them that investors should downsize their expectations. Yes, some individual stocks will return 10% or better. And yes, even we at FORTUNE think we can identify a few of the winners—as you’ll see in the stories throughout this special issue. But the best the market as a whole can pull off is 6% to 8% annual returns….


[Cliff] Asness is not the only scholar urging caution. He’s joined by such heavyweights as Kenneth French of Dartmouth, who wrote some of the most important stock market studies of the past two decades with Eugene Fama of the University of Chicago. Also in this pack is Jeremy Siegel of Wharton, whose book, Stocks for the Long Run, helped mold academic thinking on how equities perform over long periods. They have all come to the same cautious predictions about the markets because a crucial number in investing—their Holy Grail— is pointing toward lower returns. That number is the ‘equity risk premium.’ Since the mid-1980s the risk premium has been one of the key concepts in academic work on the stock market. ‘It’s the core number,’ says French. ‘If anything exercises a gravitational pull on stocks, it’s the risk premium.’ (Greif, G., “Can Stocks Defy Gravity?”, Fortune, June 16, 2003, pp. 44-50.)

Q.
Please explain how the current research related to the market risk premium supports your estimate of the cost of equity capital.
A.
As noted above, the market risk premium is the difference between the return investors expect on stocks and the return they expect on bonds (often a risk-free rate of return like a U.S. Treasury bond). The “traditional” view, supported primarily by the earned return data over the past 80 years published by Ibbotson Associates,
 is based on the historical difference between the returns on stocks and the returns on bonds. That view assumes that the returns actually earned by investors over a long period of time are representative of the returns they expect to earn in the future. 



For example, the Ibbotson data show that investors have earned a return of 12.3% on stocks and 5.8% on long-term Treasury bonds since 1926.
 Therefore, based on those historical data, it is often assumed that investors require a risk premium of about 6.5% above the long-term risk-free rate to invest in stocks [12.3% - 5.8% = 6.5%]. With a current long-term T-Bond yield of approximately 5%, that assumption indicates an investor expectation of an 11.5% return for the stock market in general [5.0% + 6.5% = 11.5%]. Of course, expected utility returns would be marginally lower, because utilities have less investment risk than the stock market generally. 



However, in addition to the fact that past experience (even long term experience) may not necessarily be representative of current expectations for future returns, there are aspects of the Ibbotson data that, when examined, point not only to lower historical risk premiums than those reported by Ibbotson but also expected risk premiums that are even lower. 




In response to Staff Data Request No. 102, Company witness Dr. Morin was asked if he was aware of the current research regarding the market risk premium. In his response he cited a few of the many articles on the topic. One of those articles (provided in response to Staff Data Request No. 208), is “Risk and Return in the 20th and 21st Centuries,” by Dimson, March and Staunton. Those researchers summarize their findings this way:

The single most important contemporary issue in finance is the equity risk premium. This drives future equity returns, and is the key determinant of the cost of capital. The risk premium—the expected reward for bearing the risk of investing in equities, rather than in low-risk investments such as bills or bonds—is usually estimated from historical data….The authors show that the historical equity risk premium has been lower than previously believed, and argue that the future risk premium is likely to be lower still. (Dimson, March, Staunton, “Risk and Return in the 20th and 21st Centuries,” Business Strategy Review, 2000, Volume 11, Issue 2, pp. 1-18.)



Dimson, et al., show that the Ibbotson historical data set, which measures return data from 1926 forward, suffers from survivor bias. Simply put, Ibbotson’s data is based on the stock market results of only the successful stocks, i.e., those that were successful enough to be listed on a major exchange. The return data of the stocks that did not grow large enough to be listed on a stock exchange or data from markets that were difficult to measure are simply not included in the Ibbotson data. Dimson also measures returns over a longer period—100 years of data—and includes an analysis of the returns of stock markets in other countries (Ibbotson’s data is limited to the US equity markets).



Researching more data over a longer period of time, Dimson et al., come to the conclusion that over the past 100 years common stocks have earned an average arithmetic return that is 5.0% above Treasury bonds.
 Ibbotson’s return difference between stock and long-term bonds is 6.5%. However, Dimson argues that historical results, alone, are not accurate measures of future returns expectations unless the abnormalities in the historical record are removed in order to project for the future. Taking those facts into account, the authors conclude that, “the key qualitative point is that [the expected risk premium] is lower than the raw historical risk premium.”



There is other research on historical returns that uses even longer time periods than the 100-year span used by Dimson. In Stocks for the Long Run, a Guide to Selecting Markets for Long-term Growth (Irwin Professional Publishing, Chicago, IL, 1994, pp. 11-15), Professor Jeremy Siegel concludes that between 1802 and 1992, the return differential between stocks and long-term Treasuries ranged from 3.4% to 5.1%.



Therefore, other academic research on the historical market risk premium, using longer time periods than the Ibbotson data, show that the Ibbotson data risk premiums overstate long-term market risk premiums. Moreover, that other research indicates that the risk premium investors expect for the future—the prime determinant of today’s equity return requirements—is lower than even long-term historical experience would indicate.

Q.
Is there additional recent research regarding the market risk premium that is not based purely on historical earned returns, and which shows the risk premium to be substantially lower than that published by Ibbotson?
A.
Yes, there is new research regarding the risk premium, which is not based on historical earned returns. That research indicates the Ibbotson data is skewed upward and that the forward-looking market risk premium is much lower. In 2003, widely respected researchers Eugene Fama and Kenneth French published an article in The Journal of Finance focusing on the equity risk premium and measured (instead of the realized return) the expected return on the market less the expected return on bonds (the yield) over a long-term period as well as several sub-periods. Their research based on long-term historical expected returns indicates that the expected risk premium is in the range of 2.6% to 4.3%.
 
 

More recently, Graham and Harvey (Duke University), in conjunction with CFO Magazine polled corporate financial officers regarding their expectations regarding the expected market risk premium. The most recent result of the quarterly poll (January 2006) indicates that the financial executives polled expect stock returns over the next ten years to be only 2.4% higher than bond returns. Since the survey was initiated (2000), the forward-looking market risk premium has ranged from about 2.5% to 4.5%. That means that corporate financial officers expect equity returns to range from 2.5% to 4.5% above ten-year US Treasury bonds. With current Treasury yields of approximately 5%, the Duke survey pegs investor equity return expectations ranging from 7.5% to 9.5%. In comparison to that expected range of returns for the stock market in general, my 9.375% equity return recommendation for Puget’s electric and gas utility operations can only be characterized as generous.



In his response to Staff Data Request No. 102, Dr. Morin also cited another survey approach to determining the market risk premium, published by Ivo Welch in the Journal of Business. The survey polled more that 500 finance and economic professors regarding their expectations about the long-term market risk premium and stock market return. That survey indicated that the median risk premium expectation was 5%, and the median geometric long-term stock market return expectation was 9% (implying an arithmetic stock market return expectation of 10%).



Finally, even Roger Ibbotson, whose firm (Ibbotson Associates) is the largest purveyor of historical market return data, recently published a paper confirming that risk premium expectations for the future are below what they were in the past.
 Ibbotson’s projected risk premium of 3.97% to 5.90% is lower than pure historical return averages indicate, and the long-term market return he projects using those risk premiums is 9.37%. Even though Ibbotson’s projected return for the stock market is below my equity return estimate for Puget in this case, it is important to understand that his estimates are at the uppermost end of the spectrum produced by the current research on the market risk premium. That information shows, again, that my 9.375% equity return recommendation for Puget in this proceeding is certainly reasonable and, if the new research regarding risk premiums is correct, may be too high.

Q.
If the current equity return investors actually expect is well below 10%, how do you explain the fact that regulators have been allowing utilities to earn equity returns of about 10.5%, on average?
A.
I believe that regulatory commissioners are generally not aware of the significant new research regarding the market risk premium and the reduction of long-term investor return expectations. As that information becomes more widely known, I would expect allowed returns to decline. In addition, DCF cost of equity estimates have tracked actual capital costs quite well (DCF results have been below 10% for some time now), however other evidence considered by regulators is based primarily on historical risk premium information, which, as noted above, substantially overstates current investor expectations. In that way, I believe those equity return awards are based on inaccurate risk premium information that tends to overstate the cost of capital. 
III.  ECONOMIC ENVIRONMENT

Q.
Why is it important to review the economic environment in which an equity cost estimate is made?
A.
The cost of equity capital is an expectational, or ex ante, concept. In seeking to estimate the cost of equity capital of a firm, it is necessary to gauge investor expectations with regard to the relative risk and return of that firm, as well as that for the particular risk-class of investments in which that firm resides. Because this exercise is, necessarily, based on understanding and accurately assessing investor expectations, a review of the larger economic environment within which the investor makes his or her decision is most important. Investor expectations regarding the strength of the U.S. economy, the direction of interest rates and the level of inflation (factors that are determinative of capital costs) are key building blocks in the investment decision. Those factors should be reviewed by the analyst and the regulatory body in order to assess accurately investors’ required return—the cost of equity capital to the regulated firm.

Q.
Does the objective evidence available in the current economic environment indicate that capital costs continue to be low?
A.
Yes. First, the overall level of fixed-income capital costs has been relatively low for several years, and continues to be low at the current time.  Although, as shown in the chart below, there has been steady upward movement in short-term interest rate levels over the past year as the Federal Reserve (the Fed) has raised the Federal Funds rate, long-term interest rates have remained in a range of 4.5% to 5.5% over the past two years. This indicates that even though the Fed has raised short-term interest rates and the spread between long-term and short-term treasuries is well below the historical average, investors are not convinced that the overall level of economic growth will be sufficient to warrant an increase in long-term interest rates and long-term capital cost rates. As a result long-term capital costs have not increased to any substantial extent even though the Federal Reserve has drastically increased short-term rates.
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Another indication of the reason investors are willing to buy and hold stocks that offer what seem to be relatively low returns is shown in Exhibit No. __(SGH-7), page 1, which depicts Moody’s Baa-rated bond yields from 1984 through April 2006. Page 1 of that Exhibit shows that interest rates over the past couple of years are very low relative to the interest rate levels that existed in the mid-1980s, and have continued a downward trend begun in 2000.



Also, page 2 of Exhibit No. __(SGH-7), which presents the year-average Moody’s Baa-rated bond yields for each year over the past 37 years (1968-2006), shows that Baa-rated bond yields thus far in 2006, even with a slight increase from 2005 levels, were below the bond yield levels seen in the U.S. in the late 1960s. Also, the most recent average Baa-rated utility bond yield, 6.4%,
 falls at the lower end of the range of interest rates that have existed over the past 30 years. Simply put, a fundamental reason that the current cost of common equity capital for electric utility operations of 9.25% to 9.75% is reasonable is that long-term capital cost rates are as low as they have been in more than thirty years.



The above data indicate that capital costs, even with the recent credit tightening by the Fed, remain at low levels and generally support the reasonableness of relatively low equity capital costs. 

Q.
What is the current expectation with regard to the economy and interest rates?
A.
As Value Line notes in its most recent Quarterly Review the current expectation is that the economy will continue to expand at a moderate pace during 2006 and 2007, and inflation and interest rates will continue to be moderate. The following excerpts from Value Line explain how a relatively low interest rate environment will be preserved:

Economic Growth: We think that further moderate growth will be the rule for the rest of 2006. Leading the way should be the industrial and capital goods areas. Retail spending is likely to press forward at a solid pace, while we would expect reduced housing activity. Our current forecast assumes that oil prices remain in the area of $60 a barrel, the Federal Reserve will stop raising interest rates by the middle of the year, and there will be no major deterioration on the global front. The latter expectation is always a risky assumption.

Inflation: Our sense is that “core” inflation (that is, inflation, excluding food and energy from the pricing mix) will remain under control at the producer and consumer levels, especially if our forecast of slowing GDP growth in 2006 and 2007 is on the mark. Aggregate inflation, which includes food and energy, may prove more volatile on a month-to-month basis, given the short-term swings in oil prices [Chart omitted].

Interest Rates: Moderating growth and benign inflation would probably be the combination needed for the Federal Reserve Board to abandon its nearly two-year-long program of measured interest-rate increases in the next few months….The series of data issued between now and early May, when the Fed meeting will be held, will then probably dictate the future course of action. Should our economic growth and inflation scenarios prove close to the mark, the Fed might soon after be inclined to halt its credit tightening. We think the Fed will move toward a neutral stance by midyear, keeping rates fairly level, or even pushing them down a little by early 2007.[Chart omitted]. (The Value Line Investment Survey, Selection & Opinion, February 24, 2006, pp. 1258-60.)



In that most recent Quarterly Economic Review, cited above, Value Line projects long-term Treasury bond rates will average 5.3% through 2007 and 5.6% through 2008. The recent six-week average 30-year T-bond yield is 4.97% (data from Value Line, Selection & Opinion, six weekly editions, March 13, 2006, through May 5, 2006). Therefore, the indicated expectation with regard to interest rates is that they are likely to move somewhat higher, but remain within a range near current levels.

Q.
Is it reasonable to conclude that utility investors are aware of the expectations for somewhat higher interest rates in the future, and have reacted to that news?
A.
Yes. A widely accepted tenet of modern finance is that U.S. capital markets are efficient in quickly assimilating into stock prices news that impacts stock valuation. Higher interest rates have been forecast for some time and, it is reasonable to believe, utility investors have incorporated that expectation into the stock prices they are willing to provide for utility stocks. Therefore, when estimating the cost of equity capital it is necessary to consider current interest rate levels, not projected levels, because current interest rates best represent investors’ current expectations for the future. Just as it is standard procedure to use current market prices rather than prices projected sometime in the future in order to determine DCF-type equity cost estimates, the use of current bond yields rather than projected yields provides the best indication of investors’ return expectations.  
Q.
Does the current level of market-to-book ratios existing in the electric industry, along with investors’ expectations regarding the return on equity that electric utilities are expected to earn, support your equity cost estimate in this proceeding?
A.
Yes. It is a long-held and widely-understood tenet of regulatory finance that when investors are providing market prices above the book value of utility stocks, the return investors expect (the cost of capital) is below the return the utility will earn on that book value. In other words, 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.



In the current market environment, the market price of electric utility stocks used in my testimony to estimate the cost of equity is 66% higher than their book value (i.e., M/B = 1.66).
 Moreover, Value Line reports that those electric utilities are expected to earn returns on the book value of their equity capital over the next three to five years of 10.46%.
 Those data indicate that it is unreasonable to believe the cost of equity capital for electric utilities is even near, much less above 11% (e.g. 11.25%, as Dr. Morin indicates), and that the lower cost of equity that I recommend, is more representative of investor expectations.

Q.
What is the difference between the expected return and the cost of capital?
A.
The expected return is the return on book equity (ROE) that the utility is expected to earn. That return is an accounting return. It is based, in part, on the return allowed by the regulator, the company’s operating efficiency and on other income available to the firm (if the firm has unregulated operations). The cost of equity capital is the return investors require to commit equity capital to a particular enterprise. That is the cost of equity capital to the firm—the minimum return investors require in order to invest in a particular type of company. That return is a market-based return, because whatever return the investor receives (yield + dividend growth) will be measured against the market price the investor provided to purchase the stock.



Regulators seek to set the allowed return equal to the cost of equity capital for the same reason they set the return allowed on utility debt equal to the cost of that type of capital. Utility rates should be cost-based. That includes the cost of money—equity and debt. Investors understand that utility returns are allowed and earned on the book value (original cost less depreciation) of the utility’s plant investment. That long-standing regulatory paradigm has been in existence for many, many years and, through informationally-efficient markets, utility investors are aware of that fact. 

Q.
Please explain in more detail why a utility’s market-to-book ratio is indicative of the relationship between the expected return and the cost of equity capital.
A.
A simple example will illustrate this important point. Assume that a utility has a book value of equity capital equal to $10 per share. Let’s also assume, for simplicity of exposition, this utility pays out all its earnings in dividends. If regulators allow the utility a 12% return on that equity, investors will expect the company to earn (and pay out) $1.20 per share. If investors require a 12% return on this investment, they will be willing to provide a market price of $10 per share for this stock ($1.20 dividends/$10 market price = 12% required return). In that case, the allowed/expected return (12%) is equal to the cost of capital (investors’ required return, 12%), and the per-share market price is equal to the book value (M=B, or M/B=1.0).



To conform our example to the market situation that presently exists with electric utilities, let’s assume that investors’ required return (the utility’s cost of equity capital) falls to 10%, but the utility continues to be allowed a 12% return on the equity portion of its rate base investment. Investors would be drawn to a utility stock in a risk class for which they require a 10% return but which was expected to pay out a 12% return. This increased demand by investors would result in an increase in the market price of the stock until the total share yield equaled the investors’ required return. In our example, that point would be $12 per share ($1.20 dividends/$12 market price = 10% required return). In that case, the allowed/expected return (12%) is greater than the required return (10% - the cost of equity capital) and the per-share market price ($12/share) exceeds the book value ($10/share), producing a market-to-book ratio greater than one ($12/$10 = 1.20).



Therefore, the market-to-book / expected return relationship that actually exists today in the market for utility stocks indicates that investors expect that those companies will earn a return on the book value of their equity (ROE) which exceeds the cost of equity capital. 

Q.
How can electric utilities have a projected book equity return of 10.5% and a cost of equity of 9.50%?
A.
If investors were providing stock prices (market prices) that approximated the book value of electric utilities, that is if M/B ≈ 1.0, and those companies were expected to earn a 10.5% return on book value, then it would be reasonable to believe that the cost of capital (investors’ market-required return) would approximate 10.5%. However, if investors are willing to provide a stock price that is considerably more than book value for a group of stocks that is expected to earn a 10.5% return on book value, their expected return on that stock price (the cost of equity capital to the firm) must be less than the expected return on book value—i.e., less than 10.5%. Currently, investors are paying about 165% of book value for their electric utility investments. Therefore, they must require a return below the 10.5% expected to be earned on book value. In that regard, the range of cost of equity estimates I provide in this proceeding (between 9.25% and 9.75%) is reasonable.



Finally, the market price/book value data cited above provides dramatic evidence that Dr. Morin’s equity return estimate of 11.25% cannot represent investor’s expectations. If an investor required an 11.25% return on a stock that she expected to earn 10.5% on book value, would she pay more than book value for that stock? Clearly, the answer is no. Therefore, Dr. Morin’s cost of equity estimate cannot be accurate.

Q.
Is the relationship between a utility’s market-to-book ratio, the expected book return, and the cost of equity capital you have just outlined well documented in the regulatory financial literature?
A.
Yes. The DCF model is often referred to as the “Gordon model” because of the definitive work Professor Myron Gordon has done regarding the DCF model and the cost of equity capital of utilities. Professor Gordon has explained that the market-to-book value ratio is greater than (equal to, less than) one when the ratio of the allowed (or expected) rate of return to the cost of capital is greater than (equal to, less than) one. Gordon, M.J., The Cost of Capital to a Public Utility, 63-64 (1974). There is additional support in the financial literature for the value of market-to-book ratios in regulation.
 


Dr. Morin also has recognized the theoretical relationship between utility market price, book value, ROE and the cost of equity capital. With “P” representing the stock price, “B” the per share book value, “r” the expected return on equity (the ROE), and “K” the cost of equity capital, Dr. Morin states:
From Equation 10-6, it is clear that the market-to-book, or P0/B, will be unity [1.0] if r = K, greater than unity if r > K, and less than unity if r < K:

                                        
>              >

  P/B = 1.0 as r = K.
                                       
<              <

(Morin, R. Regulatory Finance, Utilities’ Cost of Capital, Public Utilities Reports, Inc., Arlington VA, 1994, p. 248)



It is important to realize that the relationship between market price and book value for a utility operation is not a linear or one-for-one relationship. That is, just because the stock price of a particular utility is, say, 50% above its book value does not indicate that its cost of equity is 50% below the utility’s expected book return. Also, there are differences between book value and rate base, which means that, even if a utility is allowed and expected to earn its cost of equity capital, the market price may not exactly equal book value. For utility operations, it will approximate book value, however, as supported in the financial literature noted above. Therefore, while market-to-book ratios do not provide a definitive answer with regard to a utility’s cost of equity capital, when they are reviewed in conjunction with expected returns on book equity, market-to-book ratios provide valuable information regarding the proper range of equity capital costs for utilities.

Q.
Mr. Hill, are you indicating that utility stock prices should equal book value?
A.
No. Regulation is not designed to be a stock price setting mechanism, and regulators should not target any particular stock price in the rate-setting process. Investors set the market price, depending on the risk/return matrix presented to them in the current and expected market environment. However, the relationship among utility market price, book value, expected ROE and the cost of capital is well known and offers valuable information regarding the reasonableness of a cost of equity estimate. Without making any determination of what electric utility stock prices ought to be, we can observe these facts: utility market prices are about 65% higher than book value. Utilities are projected to earn a return on book value of 10.5%. Because utility investors are paying substantially more than book value for a share of utility stock, their required market return (the cost of equity capital to the utility) must be well below that expected return on book value.

IV.  CAPITAL STRUCTURE

Q.
What is the capital structure requested by the company in this proceeding?
A.
The Company’s requested capital structure is shown on page 1 of Company witness Gaines’ Exhibit No. __(DEG-6C) attached to his Direct Testimony in this proceeding. That capital structure consists of 45.00% common equity, 3.75% preferred stock, 0.70% trust preferred securities, 47.87% long-term debt, and 2.68% short-term debt.



That capital structure is the average of monthly capital balances projected for the 13-month period December 2006 through December 2007. Included in that capital structure are the following assumptions regarding transactions that have not yet occurred: the recall of XXX Million of Trust Preferred Securities, the issuance of XXX Million of Preferred Stock, the issuance of three long-term bond issues totaling XXX Million as well as the maturity of XXX Million of long-term debt, and the issuance of approximately XXX Million of common equity.

Q.
Is that capital structure similar to the manner that Puget has been capitalized over the past several quarters?
A.
No. The Company’s requested capital structure contains a higher percentage of common equity and a lower percentage of debt capital than the Company has actually utilized over the most recent five quarters. As shown on page 1 of Exhibit No. __(SGH-8), the equity capital portion of Puget’s capital structure has increased from about 39% of total capital at the end of 2004 to 42% at year-end 2005, but at no time was the Company’s common equity ratio as high as that which it requests in this proceeding. 



In response to Staff Data Request No. 49, the Company indicates that its capital structure at year-end 2005 consisted of 40.06% common equity, 0.04% preferred stock and the remainder various forms of debt (Trust Preferred, Long-term and Short-term Debt). Those averages included in the Company’s “capital reports” provided with that data response are based on the capital averages during the 13-month period ending in December 2005. 

Q.
The Company reports that, with its common equity issuance in late 2005, it has reached the 45% common equity ratio it requests in this proceeding. Why is your year-end 2005 equity ratio different?
A.
In calculating its common equity ratio, the Company excludes the retained earnings attributable to unregulated operations that are part of Puget. Those retained earnings, in the aggregate are negative (e.g., in December 2005, the negative retained earnings equaled negative $46.9 Million). When negative earnings are eliminated (subtracted) they add to the total equity and produce what the Company calls “regulated” common equity balances that are higher than those published in their S.E.C. Form filings. However, what the Company has not accounted for is the fact that there are unregulated long-term assets on the balance sheet that are financed with the capital appearing on the liability side of the balance sheet. Also, there is no debt attributable to those operations on Puget’s balance sheet (see Company response to Staff Data Request No. 56). Therefore, the only capital supporting those unregulated investments that does appear on Puget’s balance sheet is common equity. When the approximately $50 Million of unregulated negative retained earnings are added back to common equity balances and the approximately $150 Million investment in unregulated assets is removed, the utility-only common equity balances appear as shown on page 1 of Exhibit No. __(SGH-8). 

Q.
Does your removal of non-utility assets assume that those assets are financed 100% with common equity?
A.
No. I do not know how those unregulated assets are financed. The Company has provided the information that there is no debt capital associated with those assets on Puget’s books of account. If there is debt supporting those investments, I assume it has been eliminated in consolidation. The salient point is that the only type of capital associated with those assets that does appear on Puget’s books is common equity. Therefore, when the non-utility assets are removed it can only affect common equity balances. No assumptions are being made with regard to the manner in which Puget management has elected to finance those assets.

Q.
The Company indicates in its response to Staff Data Request No. 49 that its average common equity ratio in 2005 was approximately 40% of total capital. How much would an additional 5% of common equity cost Puget’s Washington ratepayers?
A.
Because common equity, on a pre-tax ratemaking basis is about twice as costly as debt capital, the Company’s requested capital structure will be substantially more costly than the capital structure with which it has been capitalized in the recent past. For example, Puget estimates its jurisdictional rate base to be approximately $4.2 Billion.
 Assuming the Company were awarded its requested 11.25% ROE, the additional 5% common equity Puget is requesting in this proceeding over the average amount outstanding during 2005 would cost Washington ratepayers an additional $35.8 Million per year. [$4.2 Billion Rate Base x 5% x 11.25% ÷ (1-34% tax rate) = $35.795 Million]



In its last rate case, the Company was awarded a return to be applied to a capital structure containing 43% common equity. Using the same assumptions as above, the additional 2% of common equity capital, if approved in this proceeding, will cost the Company’s Washington ratepayers an additional $14.3 Million every year rates set in this case are in effect. [$4.2 Billion Rate Base x 2% x 11.25% ÷ (1-34% tax rate) = $14.32 Million]

Q.
Is the capital structure requested by the Company in this proceeding similar to the average capital structure in the combination gas-electric utility industry today?
A.
No. The capital structure requested by Puget in this proceeding contains more common equity and less total debt (long- and short-term debt) than is used on average in the electric industry today. Exhibit No. __(SGH-8), page 2 shows common equity ratio as a percent of total capital (i.e., including short-term debt) for the combination gas-electric industry as published in the April 2006 edition of AUS Utility Reports.



The average common equity ratio in the combination gas and electric industry is 42%. Considering only companies that have a “BBB” bond rating from at least one major rating agency, the average common equity ratio for the combination electric and gas industry is 38%. That common equity ratio, for companies that have similar bond ratings to Puget is substantially below the level of common equity requested by the Company in this proceeding.

Q.
Doesn’t the Company testify that it needs a higher common equity ratio because its purchased power contracts are treated as additional debt by the bond rating agencies?
A.
Yes, that is the Company’s position; and it is true that purchased power expenses are considered by rating agencies as debt-like obligations. In response to Staff Data Request No. 59, Company witness Valdman supplied the data supporting a graph showing the purchased power expense as a percentage of electric plant for a group of electric utilities. The average for the sample of 76 utilities was 12.1% (the median, or middle value was 7.5%), while Puget’s ratio of purchased power expense to electric plant was 13.1%. However, the electric companies selected in my sample group spend considerably more on purchased power expenses per dollar of plant than Puget. According to data available in the Company’s response to Staff Data Request No. 59 (some of the utilities shown in that data response are also in my sample group) and S.E.C. reports, the purchased power expense of the companies selected for my cost of equity analysis is 23% of utility plant—75% higher than the amount spent by Puget. Also Puget’s business rank, as published by Standard & Poor’s is “4”, with “1” being the lowest risk and “10” being the highest. The average business rank of the electric companies in my sample group is “6”—Puget has less business risk than those companies.
 Finally, the other companies in the sample group maintain a similar bond rating to Puget’s with an average common equity ratio of 45.7%. Puget has lower operational risk, and it should have a lower common equity ratio.

Q.
Puget forecasts XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX a common equity ratio of 45%, according to their projections. Should that, alone, provide rationale for this Commission to set rates using a 45% common equity ratio?
A.
No. First, the XXXXXXXXXXXXXXX included in the Company’s ratemaking common equity ratio request in this proceeding has not yet occurred, and whether or not it will occur is a matter of speculation. The Company projected a common equity issuance in its most recent rate proceeding (Docket Nos. UE-040640/UG-040641), which was also designed to average a common equity ratio of 45% in the rate year. However, for the most part, during the time following the decision in that proceeding, the Company was capitalized with about 40% common equity, not 45%. Only in the eleventh hour, just before the filing of the instant proceeding, did the common equity ratio approach 45%, according to the Company’s calculations.



Second, Company witness Gaines shows quite clearly in his Exhibit No. __(DEG-6C) that although Puget has a higher equity ratio currently than it had, on average, in 2005, by the end of 2006, the Company will again be capitalized with about XXX common equity. The Company made the same prediction to rating agencies in December 2005. These data show that a company’s capital structure is not static, and, in fact, operates within a range over time. Therefore, if the intent of the Commission in setting rates is to attempt to target the capital structure that will exist during the rate year it should not target the upper end of a range that might exist at a point in time. Rather, the Commission should adopt a middle-ground approach, using a capital structure around which the actual capitalization is likely to fluctuate over time. Over the past couple of years (including the Company’s prior rate case), that range would be from 38% to 45% common equity, the mid-point of which would be 41.5%.



Third, on this point of whether or not the Company’s projected 45% represents a reasonable average capitalization for ratemaking purposes, the Company’s most recent financing request in Docket Nos. UE-060822/UG-060823, provides some guidance. In those dockets, filed with the Commission on May 19, 2006, the Company confirms the XXX year-end 2006 common equity ratio cited above, discusses the issuance of new securities and the creation of an inter-company short-term debt arrangement between Puget Energy, Inc. (the parent) and Puget Sound Energy. It is the latter that provides some guidance with regard to the Company’s willingness to permanently increase its common equity ratio.



Puget Energy has recently sold its unregulated subsidiary, Infrastrux. While the parent company’s stated intent for the use of the funds from the sale of Infrastrux is to invest them in the utility operation, it has elected to lend those monies to Puget rather than making a capital contribution to the regulated company’s common equity. According to the filings, while Puget Energy expects to have after-tax net proceeds from the sale of Infrastrux of XXX Million, it currently has XXX Million from the transaction, because not all payments related to the sale have been made. The filings indicate the parent company wants to lend the utility approximately XXX Million on a short-term debt basis.



Those monies represent capital that the parent could use to increase its equity investment in Puget and permanently raise the Company’s common equity ratio. However, it has chosen, instead, to retain most of the monies from the sale and lend a portion to Puget—increasing its short-term debt. In my view this recent action runs counter to the Company’s claim that it wants to increase its common equity ratio.



Fourth, the Company is adding other equity capacity in its capital structure in addition to its request for a 45% common equity ratio. As I noted above, the Company’s projected capital structure assumes the recall of a XXX Million Trust Preferred Stock issue, using a long-term debt issue to finance that recall, as well as the issuance of XXX Million of traditional standard preferred stock.
 Although the cost rate of the preferred stock is expected to be lower than the cost rate of the redeemed Trust Preferred Securities, the preferred stock dividends are taxable, and the cost to the Company’s customers (i.e., the rates that will be necessary to produce the monies to pay the cost of that new capital) will be higher. 



The trade-off in the process is that the projected issuance preferred stock carries additional “equity credit.” That is, some percentage of the securities will be counted as equity by the bond rating agencies when they determine leverage for Puget. The Preferred Trust securities that are to be redeemed received no equity credit and were, in fact, treated as debt. Therefore, the Company’s decision to issue traditional preferred stock effectively adds common equity to the Company’s capital structure, no matter what ratemaking equity ratio is determined to be appropriate.

Q.
Taking into account the factors you have discussed in this section of your testimony, what common equity ratio do you believe is appropriate for setting rates for Puget at this time?
A.
The average common equity ratio employed by Puget over the last five quarters, 39.5%, is higher than the average common equity ratio for BBB-rated combination gas and electric companies. The year-end 2005 common equity ratio for Puget, eliminating unregulated investment, is approximately 42%, which is average for the combination gas and electric utility industry. The average common equity ratio of the companies in my electric utility sample group is 45.7%, but Puget has considerably less operational risk than the sample group with its S&P business position of “4”, rather than the average “6” for the group. Also, Puget’s purchased power expenses relative to net plant investment are just over half of the average for the group. Those data indicate a lower common equity ratio for Puget would be appropriate.



Considering those factors, in addition to the fluctuations shown in Puget’s projected capital structure during the projected rate year period, I believe the 43% common equity ratio selected as reasonable by the Commission in the Company’s last case remains a reasonable basis for ratemaking. Page 3 of Exhibit No. __(SGH-8) shows that reducing the Company’s projected average common equity balances by approximately $100 Million and replacing that capital with short-term debt produces a capital structure of 43.0% common equity, 3.75% preferred stock, 0.70% preferred trust securities, 47.88% long-term debt and 4.67% short-term debt. Due to the addition of preferred stock in place of trust preferred securities, that capital structure contains more equity than the ratemaking capitalization the Commission approved in Puget’s most recent rate proceeding, lowering financial risk for the Company.

Q.
What fixed-income capital cost rates have you used for ratesetting purposes?
A.
I have reviewed the Company’s projected cost rates for preferred stock, preferred trust securities, long-term debt and short-term debt, have found them to be reasonable and will use them for the purpose of determining an overall return.

V. METHODS OF EQUITY COST EVALUATION

A. 
DISCOUNTED CASH FLOW MODEL

Q.
Please describe the discounted cash flow (DCF) model you used to arrive at an estimate of the cost rate of common equity capital for Puget Sound Energy in this proceeding.
A.
The DCF model relies on the equivalence of the market price of the stock (P) with the present value of the cash flows investors expect from the stock, providing the discount rate equals the cost of capital. The total return to the investor, which equals the required return according to this theory, is the sum of the dividend yield and the expected growth rate in the dividend.



The theory is represented by the equation,




k = D/P + g,                                  
(1)


where “k” is the equity capitalization rate (cost of equity, required return), “D/P” is the dividend yield (dividend divided by the stock price) and “g” is the expected sustainable growth rate.

Q.
What growth rate (g) did you adopt in developing your DCF cost of common equity for the company in this proceeding?
A.
The growth rate variable in the traditional DCF model is quantified theoretically as the dividend growth rate investors expect to continue into the indefinite future. The DCF model is actually derived by 1) considering the dividend a growing perpetuity, that is, a payment to the stockholder which grows at a constant rate indefinitely, and 2) calculating the present value (the current stock price) of that perpetuity. The model also assumes that the company whose equity cost is to be measured exists in a steady state environment, i.e., the payout ratio and the expected return are constant and the earnings, dividends, book value and stock price all grow at the same rate, forever. As with all mathematical models of real-world phenomena, the DCF theory does not exactly “track” reality. Payout ratios and expected equity returns do change over time. Therefore, in order to properly apply the DCF model to any real-world situation and, in this case, to find the long-term sustainable growth rate called for in the DCF theory, it is essential to understand the determinants of long-run expected dividend growth.

Q.
Can you provide an example to illustrate the determinants of long-run expected dividend growth?
A.
Yes, in Exhibit No. __(SGH-3), I provide an example of the determinants of a sustainable growth rate on which to base a reliable DCF estimate. In addition, in Exhibit No. __(SGH-3), I show how reliance on earnings or dividend growth rates alone, absent an examination of the underlying determinants of long-run dividend growth, can produce inaccurate DCF results.

Q.
Did you use a sustainable growth rate approach to develop an estimate of the expected growth rate for the DCF model?  
A.
Yes. I have calculated both the historical and projected sustainable growth rate for a sample of utility firms with similar-risk operations. However, I have not relied solely on that type of growth rate analysis. In addition to the sustainable growth rate analysis, I have also analyzed published data regarding both historical and projected growth rates in earnings, dividends, and book value for the sample group of utility companies. Through an examination of those data, which are available to and used by investors, I am able to estimate investors’ long-term growth rate expectations. To that long-term growth rate estimate, I add any additional growth that is attributable to investors’ expectations regarding the on-going sale of stock for each of the companies under review.

Q.
Why have you used the technique of analyzing the market data of several companies?
A.
I have used the “similar sample group” approach to cost of capital analysis because it yields a more accurate determination of the cost of equity capital than does the analysis of the data of one individual company. Any form of analysis, in which the result is an estimate, such as growth in the DCF model, is subject to measurement error, i.e., error induced by the measurement of a particular parameter or by variations in the estimate of the technique chosen. When the technique is applied to only one observation (e.g., estimating the DCF growth rate for a single company) the estimate is referred to, statistically, as having “zero degrees of freedom.” This means, simply, that there is no way of knowing if any observed change in the growth rate estimate is due to measurement error or to an actual change in the cost of capital. The degrees of freedom can be increased and exposure to measurement error reduced by applying any given estimation technique to a sample of companies rather than one single company. Therefore, by analyzing a group of firms with similar characteristics, the estimated value (the growth rate and the resultant cost of capital) is more likely to equal the “true” value for that type of operation.

Q.
How were the firms selected for your analysis?
A.
In selecting a sample of utility firms to analyze, I screened all the electric utilities followed by Value Line, because that investor service, in addition to providing a wealth of historical data, provides projected information, which is important in gauging investor expectations. I selected electric companies that had at least 70% of revenues from electric operations, did not have a large price increase due to a pending merger, did not have a recent dividend cut, had stable book values and a bond rating between “A-” and “BBB-”. The screening process for the electric companies is shown on Exhibit No. __(SGH-9) attached to my testimony. The Companies selected for analysis are: Central Vermont Public Service (CV), FirstEnergy Corp. (FE), Green Mountain Power (GMP), Progress Energy (PGN), Ameren Corp. (AEE), Cleco Corp. (CNL), DPL, Inc. (DPL), Empire District Electric (DPL), Entergy Corp. (ETR), Hawaiian Electric (HE), PNM Resources (PNM), Pinnacle West Capital Corp. (PNW), and Unisource Energy (UNS).
 Puget Energy (PSD) did not pass the screen because the parent company produced less than 70% of its revenues from electric operations.  However, that company was included in the electric utility sample. 



I also elected to analyze a group of gas distribution utilities to estimate the cost of equity of Puget, because the Company has gas utility operations as well as electric utility operations. In selecting a sample of gas distribution firms to analyze, I screened all the gas distribution firms followed by Value Line. I selected companies from that group that had a continuous financial history and had at least 70% of revenues generated by gas distribution operations. In addition, I eliminated companies that were in the process of merging or being acquired and had realized an upward stock price shift due to that activity, or companies that had omitted dividends. The data for the sample group regarding the percent of revenues generated by gas distribution operations were obtained from A. G. Edwards Gas Utilities Quarterly Review, April 6, 2006, the Value Line Investment Survey, Ratings and Reports, March 17, 2006, and A.U.S. Utility Reports, April 2006.



The companies included in the similar-risk sample group in this proceeding are AGL Resources (ATG), Atmos Energy Corporation (ATO), Cascade Natural Gas Corporation (CGC), Laclede Group (LG), New Jersey Resources (NJR), Nicor, Inc. (GAS), Northwest Natural Gas (NWNG), Peoples Energy Corp. (PGL), Piedmont Natural Gas Company (PNY), and South Jersey Industries (SJI), Southwest Gas (SWX) and WGL Holdings (WGL). 

Q. 
How have you calculated the DCF growth rates for the sample of comparable companies?
A.
Exhibit No. __(SGH-10) pages 1 through 9, shows the retention ratios, equity returns, sustainable growth rates, book values per share, and number of shares outstanding for the comparable gas and electric companies for the past five years. Also included in the information presented in Exhibit No. __(SGH-10), are Value Line’s projected 2006, 2007 and 2009-2011 values for equity return, retention ratio, book value growth rates, and number of shares outstanding. 



In evaluating these data, I first calculate the five-year average sustainable growth rate, which is the product of the earned return on equity (r) and the ratio of earnings retained within the firm (b). For example, Exhibit No. __(SGH-10), page 8, shows that the five-year average sustainable growth rate for Piedmont Natural Gas (PNY) is 2.96%. The simple five-year average sustainable growth value is used as a benchmark against which I measure the company’s most recent growth rate trends. Recent growth rate trends are more investor-influencing than are simple historical averages. Continuing to focus on PNY, we see that sustainable growth in 2005 was about 3.6%—above the average growth for the five-year period. The historical data indicate an increasing growth rate trend. By the 2009-2011 period, Value Line projects PNY’s sustainable growth will reach a level above the recent five-year average—about 4%. These forward-looking data indicate that investors expect PNY to grow at a rate in the future above the growth rate that has existed, on average, over the past five years. 



At this point I should note that, while the five-year projections are given consideration in estimating a proper growth rate because they are available to and are used by investors, they are not given sole consideration. Without reviewing all the data available to investors, both projected and historic, sole reliance on projected information may be misleading. Value Line readily acknowledges to its subscribers the subjectivity necessarily present in estimates of the future:

We have greater confidence in our year-ahead ranking system, which is based on proven price and earnings momentum, than in 3- to 5-year projections. (Value Line Investment Survey, Selection and Opinion, June 7, 1991, p.854).



Another factor to consider is that PNY’s book value growth is expected to increase at a 3.5% level over the next three to five years, after increasing at a 6.5% rate historically. This information would tend to moderate growth rate expectations. Also, as shown on Exhibit No. __(SGH-11), page 4, that company’s dividend growth rate, which was 5% historically, is expected to increase slightly to a 5.5% rate of growth in the future—higher than the sustainable growth rate projections. That information would tend to confirm investor expectations regarding higher growth in the future. Earnings growth rate data available from Value Line indicate that investors can expect a higher growth rate in the future (6%) than has existed over the past five years (5%). However, Reuters and Zack’s (investor advisory services that poll institutional analysts for growth earnings rate projections) project earnings growth rate for PNY of 4.87% and 5.2%, respectively, over the next five years. 



PNY’s projected sustainable growth, as well as Value Line’s projected earnings growth, indicates that investors can expect higher growth than has occurred, on average, in the past. Those projections are moderated by an expectation of stable dividend growth similar to the level of earnings growth projections. A long-term sustainable growth rate of 5.0% is a reasonable expectation for PNY.

Q.
Is the internal (b x r) growth rate the final growth rate you use in your DCF analysis?
A.
No. An investor’s sustainable growth rate analysis does not end upon the determination of an internal growth rate from earnings retention. Investor expectations regarding growth from external sources (sales of stock) must also be considered and examined. For PNY, page 8 of Exhibit No. __(SGH-10) shows that the number of outstanding shares increased at a 4.25% rate over the most recent five-year period. However, Value Line expects the number of shares outstanding to decline through the 2009-20011 period, bringing the share growth rate down to –0.45% rate by that time. An expectation of share growth of 0.5% is reasonable for this company. As shown on page 3 of Exhibit No. __(SGH-11), because PNY is currently trading at a market price that is slightly more than twice book value, issuing additional shares will increase investors’ growth rate expectations. Multiplying the expected growth rate in shares outstanding (0.5%) by (1-B/M),
 increases the growth rate by 0.69%, and the combined internal and external DCF growth rate for PNY is 5.26%.



I have included the details of my growth rate analyses for PNY as an example of the methodology I use in determining the DCF growth rate for each company in both the electric and gas industry samples. A description of the growth rate analyses of each of the companies included in my sample groups is set out in Exhibit No. __(SGH-4). Exhibit No. __(SGH-11), page 1 attached to this testimony shows the internal, external and resultant overall growth rates for the electric utility companies analyzed, and page 3 of Exhibit No. __(SGH-11) shows the same data for the gas distributors under study.

Q.
Have you checked the reasonableness of your growth rate estimates against other, publicly available, growth rate data?
A.
Yes. Pages 2 (electric) and 4 (gas) of Exhibit No. __(SGH-11) show the results of my DCF sustainable growth rate analysis as well as 5-year historic and projected earnings, dividends and book value growth rates from Value Line, earnings growth rate projections from Reuters, the average of Value Line and Reuters growth rates and the 5-year historical compound growth rates for earnings, dividends and book value for each company under study.



My DCF growth rate estimate for all the electric utility companies included in my analysis is 5.08%. This figure is higher than Value Line’s projected average growth rate in earnings, dividends and book value for those same companies (4.22%), and is well above the five-year historical average earnings, dividend and book value growth rate reported by Value Line for those companies (2.57%). My growth rate estimate for the electric companies under review is bracketed by the consensus analysts’ growth rate projections—below Reuters and Zack’s earnings growth projection for those companies, 5.4% and 6.5%, respectively; and above the projected average earnings growth for those companies published by Value Line, 4.82%. My growth rate estimate is above the projected dividend growth rate of the sample companies, 3.96%. 



For the gas distribution sample group, Exhibit No. __(SGH-11) page 4 shows that my DCF growth rate estimate for those companies is 5.19%. That long-term growth rate estimate is higher than Value Line’s projected average earnings, dividend and book value growth rate, 4.39%, and higher than the historical average of those same parameters, 3.90%. In addition, my DCF growth rate estimate for the gas distributors is also higher than Reuters earnings growth rate projections (4.45%) and roughly equivalent to earnings growth projections by Zack’s (4.97%), but below Value Line’s average earnings projections 5.50% for the group. My DCF growth rates for the gas distribution companies are reasonable when compared to available published information. 

Q.
Does this conclude the growth rate portion of your DCF analysis?
A.
Yes, it does.

Q.
How have you calculated the dividend yields?
A.
I have estimated the next quarterly dividend payment of each firm analyzed and annualized them for use in determining the dividend yield. If the quarterly dividend of any company was expected to be raised in the next quarter (3rd quarter 2006) I increased the current quarterly dividend by (1+g). For the utility companies in the sample groups, a dividend adjustment was unnecessary for most of the companies under study because they either recently raised their dividend or were not projected to raise the dividend in 2006. A dividend adjustment was required only for South Jersey Industries and WGL Holdings.



The next quarter annualized dividends were divided by a recent daily closing average stock price to obtain the DCF dividend yields. I use the most recent six-week period to determine an average stock price in a DCF cost of equity determination because that period of time is long enough to avoid daily fluctuations and recent enough so that the stock price captured during the study period is representative of current investor expectations.



Exhibit No. __(SGH-12) contains the market prices, annualized dividends and dividend yields of the utility companies under study. Exhibit No. __(SGH-12), page 1, indicates that the average dividend yield for the sample group of electric companies is 4.29%. The year-ahead dividend yield projection for the electric utility sample group published by Value Line is 4.32% (Value Line, Summary & Index, May 5, 2006). By that measure, my dividend yield calculation is representative of investor expectations.



 Page 2 of Exhibit No. __(SGH-11) shows that my DCF dividend yield calculation for the gas distribution companies is 4.25%. Again, Value Line’s year-ahead dividend yield projection for the gas utility sample group, 4.28%, indicates my DCF dividend yield fairly represents investor expectations.

Q.
What is your cost of equity capital estimate for the electric and gas utility companies, utilizing the DCF model?
A.
Exhibit No. __(SGH-13) shows that the average DCF cost of equity capital for the entire group of electric utilities is 9.37% and for the gas utilities studied is 9.44%.

B. 
CORROBORATIVE EQUITY COST ESTIMATION METHODS

Q.
In addition to the DCF, what other methods have you used to estimate the cost of equity capital for Puget Sound Energy?
A.
To support and temper the results of my DCF analysis, I have used three additional econometric methods to estimate the cost of equity capital for a group of firms similar in investment risk to Puget. The three methodologies are: 1) the Capital Asset Pricing Model (CAPM), 2) the Modified Earnings-Price Ratio (MEPR) analysis, and 3) the Market-to-Book Ratio (MTB) analysis. The similar risk sample group of firms analyzed with these three methods is the same as that selected for the DCF analysis, discussed previously. The theoretical details of each of those analyses are contained in Exhibit No.__(SGH-5), attached to this testimony. The actual calculations and data supporting the results of each of these models are shown in the attached exhibits. 



Exhibit No. __(SGH-14) shows the detail regarding the CAPM analysis. Exhibit No. __(SGH-14) shows a CAPM cost of capital for the electric companies ranging from 8.99% to 10.30%. The CAPM cost of equity estimate for the gas distributors, 8.94% to 10.24%, is slightly lower because the average beta coefficients for the gas group is lower.



Exhibit No. __(SGH-15) and Exhibit No. __(SGH-16) show the theoretical basis and the data and calculations regarding the Modified Earnings Price Ratio (MEPR) analysis, respectively. The MEPR analysis on page 1 of Exhibit No.__(SGH-16) indicates a current cost of equity capital for electric companies in a narrow range from 8.93% to 9.00%. For the gas sample group, the MEPR analysis shown on page 2 of Exhibit No. __(SGH-16) indicates a current cost of equity in a narrow range, from 8.94% to 9.29%. Finally, pages 1 and 2 of Exhibit No. __(SGH-17) attached to this testimony contain the supporting detail for the Market-to-Book Ratio (MTB) analysis, which indicates a current cost of equity capital for the electric utility companies of 9.45% (near-term) to 9.35% (long-term). For the gas utility sample group, pages 3 and 4 of Exhibit No. __(SGH-17) show a cost of equity ranging from 9.41% to 9.16%.

C. 
SUMMARY AND REMAINING ISSUES
Q.
Please summarize the results of your equity capital cost analyses for the sample groups of similar-risk utility companies.
A.
My analysis of the cost of common equity capital for the sample group of electric utility and gas distribution utility companies is summarized in the table below.

	
	
	Electric Utility
	Gas

	
	METHOD
	Companies
	Distributors

	
	
	
	

	
	DCF
	9.37%
	9.44%

	
	CAPM
	8.99%/10.30%
	8.94%/10.24%

	
	MEPR
	8.93%/9.00%
	8.94%/9.29%

	
	MTB
	9.45%/9.35%
	9.41%/9.16%




For the electric utility sample group, the DCF result, 9.37%, is similar to that for the gas distributors, 9.44%. In addition, the corroborating cost of equity analyses (MEPR, MTB, and CAPM) show that DCF result is accurate. Averaging the lowest and highest results of all the corroborative analyses for the electric companies produces an equity cost range of 9.09% to 9.58%, with a mid-point of 9.34%, only 3 basis points below the DCF result. 



The DCF result for the gas distributors is 9.44%. The corroborating methodologies indicate a cost of equity range for the gas distributors of 9.01%-9.65%. That range of equity costs brackets the DCF estimate for the gas distribution utility companies.



Therefore, weighing all the evidence presented herein, my best estimate of the cost of equity capital for a company facing similar risks as this group of electric utilities and gas distribution companies, ranges from 9.25% to 9.75%, with a mid-point of 9.50%.

Q.
Does your equity cost estimate include an increment for flotation costs?
A.
No, it does not.

Q.
Can you please explain why an explicit adjustment to the cost of equity capital for flotation costs is unnecessary?
A. 
An explicit adjustment to “account for” flotation costs is unnecessary for several reasons. First, Dr. Morin notes at page 52 of his Direct Testimony that flotation costs associated with common stock issues are “exactly” like flotation costs associated with bonds. As a preliminary matter, that is not a correct statement because bonds have a fixed cost and common stock does not. Moreover, even if it were true, the current relationship between the electric utility sample group’s stock price and its book value would indicate a reduction to the market-based cost of equity, not an increase. 



When a bond is issued at a price that exceeds its face (book) value, and that difference between market price and the book value is greater than the flotation costs incurred during the issuance, the embedded cost of that debt (the cost to the company) is lower than the coupon rate of that debt. For example, page 6, line 33 of Company Exhibit No. __(DEG-6C) shows that Puget expected to issue debt in June of this year at a market price well above the face (book) value of that debt. As a result of the market price exceeding the book value by an amount that is greater than the issuance costs related to that debt, the embedded cost to the company—the cost of that debt capital—is lower than the coupon rate of the debt. 



In the current economic environment for the electric utility common stocks studied to determine the cost of equity in this proceeding, those stocks are selling at a market price 66% above book value. (Exhibit No. __(SGH-11), page 1). The difference between the market price of electric utility stock and book value dwarfs any issuance expense the companies might incur. Therefore, if common equity flotation costs are, as Dr. Morin testifies, “exactly like flotation costs with bonds,” then, if an explicit adjustment to the cost of common equity were necessary, it should be downward, not upward.



Second, flotation cost adjustments are usually predicated on the prevention of the dilution of stockholder investment. However, the reduction of the book value of stockholder investment due to issuance expenses can occur only when the utility’s stock is selling at a market price at to or below its book value. As noted, the companies under review are selling at a substantial premium to book value. Therefore, every time a new share of that stock is sold, existing shareholders realize an increase in the per share book value of their investment. No dilution occurs, even without any explicit flotation cost allowance.



Third, the vast majority of the issuance expenses incurred in any public stock offering are “underwriter’s fees” or “discounts”. Underwriter’s discounts are not out-of-pocket expenses for the issuing company. On a per share basis, they represent only the difference between the price the underwriter receives from the public and the price the utility receives from the underwriter for its stock. As a result, underwriter's fees are not an expense incurred by the issuing utility and recovery of such “costs” should not be included in rates. 



In addition, the amount of the underwriter’s fees are prominently displayed on the front page of every stock offering prospectus and, as a result, the investors who participate in those offerings (e.g., brokerage firms) are quite aware that a portion of the price they pay does not go to the company but goes, instead, to the underwriters.  By electing to buy the stock with that understanding, those investors have effectively accounted for those issuance costs in their risk-return framework by paying the offering price. Therefore, they do not need any additional adjustments to the allowed return of the regulated firm to “account” for those costs.  



Fourth, my DCF growth rate analysis includes an upward adjustment to equity capital costs which accounts for investor expectations regarding stock sales at market prices in excess of book value, and any further explicit adjustment for issuance expenses related to increases in stock outstanding is unnecessary.



Fifth, research has shown that a specific adjustment for issuance expenses is unnecessary.
 There are other transaction costs which, when properly considered, eliminate the need for an explicit issuance expense adjustment to equity capital costs. The transaction cost that is improperly ignored by the advocates of issuance expense adjustments is brokerage fees. Issuance expenses occur with an initial issue of stock in a primary market offering. Brokerage fees occur in the much larger secondary market where pre-existing shares are traded daily. Brokerage fees tend to increase the price of the stock to the investor to levels above that reported in the Wall Street Journal, i.e., the market price analysts use in a DCF analysis. Therefore, if brokerage fees were included in a DCF cost of capital estimate they would raise the effective market price, lower the dividend yield and lower the investors’ required return. If one considers transaction costs that, supposedly, raise the required return (issuance expenses), then a symmetrical treatment would require that costs that lower the required return (brokerage fees) should also be considered. As shown by the research noted above, those transaction costs essentially offset each other and no specific equity capital cost adjustment is warranted.

Q.
Are there other factors to be considered before determining a point-estimate for Puget within a reasonable range for similar-risk firms?
A.
Yes. First, as I discussed in Section IV of my testimony, the sample group companies have higher operating risk than Puget. The electric utilities have purchased power risk and overall business risk that exceeds that of the combination gas and electric utility operations of Puget. 



However, as I also noted in Section IV of this testimony, the ratemaking capital structure I recommend for Puget contains a level of common equity capital that is slightly lower than that of the sample group of utility companies I used to estimate the 9.25% to 9.75% range of cost of equity capital (43% vs. 45.7%). That lower common equity ratio is appropriate for the lower business risk of Puget, and tends to mitigate, somewhat, Puget’s lower operating risk compared to the sample group. 



Also, Puget has in place several regulatory mechanisms that tend to reduce operating risk. Given the fact that Puget serves an economically healthy and growing region of the country and, for that reason, must add generation and/or supply sources to its current mix over the next few years, a primary risk reducing mechanism is the PCORC (Power Cost Only Rate Case). That one-issue rate case mechanism sets a new power cost baseline rate and includes recovery of current and new production assets (about 55% of Puget's ratebase) and all fixed and variable fuel supply and purchased power costs.  The rate of return from last general rate case is used in setting a new baseline.  Therefore, the issue of recovering rates on new plant investments—a large risk factor with electric utilities—is substantially mitigated by this mechanism. Also, in my experience, one-issue rate cases, such as allowed by the PCORC, are rare and I am unaware of other utilities that have such a ratemaking mechanism.



The Company also has in place a PCA (Power Cost Adjustment) mechanism, which allows for deferral and sharing of deviations from all power costs included in PCORC.  Through this mechanism the Company is protected from weather-related risk regarding the recovery of all fixed cost elements in its baseline rate. The Staff informs me that through the PCA mechanism, a majority of Puget’s electric revenue requirement is weather protected. In addition on the electric side, the Company enjoys tariff riders and trackers (true-up mechanisms) for DSM (Demand Side Management) expenditures and low-income assistance tariffs in order that its investment in conservation and support of low-income customers is assured of recovery.



With regard to the gas utility operations of Puget, the Company has a PGA (Purchased Gas Adjustment), which sets new annual prospective upstream fixed (storage and pipeline) costs and commodity costs. When gas costs deviate from expectations, the Company has the Deferred Gas Cost Tracker, which provides a true-up and pass-through of fixed and variable gas supply cost deviations from the PGA baseline. This mechanism ensures 100% recovery of both fixed and variable gas supply costs (above 50% of gas revenue requirements) for Puget. Finally, like the electric operations, Puget’s gas operations also enjoy tariff riders and true-up mechanisms for DSM investment and low-income tariffs.



Regulation is designed, in theory, to be a substitute for the strictures imposed by competition, in the absence of competition. Competitive firms certainly do not enjoy automatic recovery of any costs, “true-up” price adjustments for any expenses that might fluctuate over time, or earn any return whatsoever on plant investment until that plant is operational and producing product that sells in the marketplace. Of course, utilities are imbued with a social responsibility to provide a necessary service, that widget-makers are not, and deserve some consideration in order to have the opportunity (not the guarantee) to operate profitably under efficient management. In seeking that end, care must be taken by regulators to ensure that automatic adjustment clauses do not separate utility management from its ultimate responsibility to operate efficiently. 



In my view, these regulatory mechanisms in place in Washington for Puget’s utility operations, in combination with the economically robust service territory, work to lower the operational risk of the Company, compared to the other companies under review in my testimony. Therefore, even with a slightly lower common equity ratio, an equity return in the lower half of the range of current equity capital costs would be appropriate for Puget.

Q.
What new regulatory, risk-reducing mechanism is the Company requesting in this proceeding?
A.
In this proceeding the Company is proposing additional automatic recovery of utility costs and investments. For example, for its electric operations, Puget is requesting a transmission and distribution depreciation tracker, which would provide, through a rate surcharge, a true-up to actual depreciation expense related to new T&D construction. The Company requests a deferral in PCA costs associated with an additional line of credit related to power purchases.
 In addition, the Company requests a Conservation Incentive Mechanism, which allows for a tracker, surcharge and “shareholder incentives” (i.e., higher return) for certain electric conservation investments. All of the mechanisms requested would allow automatic recovery of operating costs and would further reduce the Company’s operating risks.



On the gas side, in addition to a transmission and distribution depreciation tracker (similar to that requested for its electric operations), the Company requests a decoupling mechanism. The decoupling mechanism, dubbed the GRNA (Gas Revenue Normalization Adjustment), would ensure that Puget recovers 100% of the gas margin set in the most recent rate case. As noted in the Company’s response to Staff Data Request No. 130 (b), Company witness Harris stated:

If the Washington Utilities and Transportation Commission (the “Commission”) were to adopt PSE’s Gas Revenue Normalization Adjustment (“GRNA”) as proposed, PSE envisions no events that would allow margin revenues collected per customer from those eligible rate classes to differ from those deemed appropriate in this proceeding. Due to the annual reconciliation methodology proposed in this proceeding, there would be a difference in timing of the revenues to be collected but the overall level, on a per-customer basis, would be that approved in this proceeding.



With regard to the gas utilities under study, some of the companies have weather normalization (i.e., a true-up to bring revenues to normal weather levels) and some do not. On average for the group, about 60% of margin is protected from the impact of weather being either colder or warmer than normal. The decoupling adjustment requested by the Company ensures 100% margin recovery no matter what the cause of the impact on actual realized margins (e.g., not only weather but also economic or conservation reasons for lower margins). The decoupling mechanism requested by Puget, therefore, would lower the risk of the Company’s gas utility operations below that of the other distributors analyzed in my cost of equity analysis.

Q.
Have you been able to estimate the cost of capital impact of the company’s requested decoupling mechanism?
A.
Yes. While any such estimate of the impact of one particular factor on the market-based cost of capital must be undertaken with the understanding that it is subject to error, I have used the information provided by the Company relative to the historical volatility in the Company’s revenue margin to provide what I believe to be a conservative estimate of the impact of Puget’s decoupling proposal. My analysis indicates that Puget’s gas decoupling mechanism could reduce the gas utility’s cost of common equity capital by 50 basis points.



Attached as Exhibit No. __(SGH-6) to this testimony is a copy of a paper I presented in a National Association of Regulatory Commissioners conference in 1992 addressing the cost of capital impact of decoupling. The paper discusses in detail how volatility is related to the cost of capital. Simply stated, reducing the volatility of an earnings stream, as decoupling is designed to do, will reduce the probability of a significant negative outcome for investors and, thereby, reduce the investment risk. A reduced investment risk means that the return investors require for that type of operation will decline and so, too, will the cost of capital.



As discussed in the paper, under the assumption that a firm’s earnings are normally distributed around a linear trend (a reasonable assumption for a utility operation), the historical volatility of the income or revenue stream of a firm can be viewed as a normal distribution around a mean—a “bell-shaped” distribution. The outcome of primary concern for investors, of course, is an outcome under the lower part of the left-hand tail of the curve (an extreme negative outcome). In my analysis I assume that “area of concern” for investors exists beyond three standard deviation units lower than the mean, which is an extreme negative outcome that would occur only 1/2% of the time. Investors, of course, are not concerned about an outcome at the upper end of the bell curve, which would signal an extraordinarily high income level.



When income volatility is reduced by a regulatory mechanism such as the GRNA decoupling proposed by Puget in this case, the effect of that reduction in volatility would be to re-shape the normal distribution around the mean income level. That reduction in volatility would describe a new bell curve that is taller and thinner than that which would result from operation without the decoupling mechanism. The impact of importance to investors with regard to the decoupling mechanism and the new thinner bell curve it describes is the difference in the area under the left-hand tail of the original (no-decoupling) bell curve and the area under the left-hand tail of the new curve. That probability difference, multiplied by the average income metric, provides an estimate of the amount by which the equity return can be reduced. In Exhibit No. __(SGH-6), the graphical representation of the differences I have just discussed is shown below:


[image: image2]
Q.
What information have you used to estimate the cost of capital impact of the company’s decoupling proposal?
A.
Company witness Amen has reviewed Puget’s gas utility revenue margin over the 1995 through 2005 period. Page 1 of Exhibit No. __(SGH-18) graphically represents Puget’s gas utility revenue margin over that time period. Also shown on page 1 of that Exhibit is the linear trend line as well as the trend lines that are three standard deviation units above and three standard deviation units below that historical trend.



Page 2 of Exhibit No. __(SGH-18) provides numerical support for the calculation of that trend line as well as the determination of both the variance and standard deviations about that line. Page 2 also shows what the variance and standard deviations would be if, following decoupling, the Company’s revenue margin variance was only 25% of what it was prior to decoupling. The Company’s plan appears to assume that 100% of the variance in revenue margin would be eliminated by its decoupling proposal. However, my analysis assumes that some volatility in gas revenue margins will remain, even with decoupling and is, therefore, a conservative estimate.



Page 3 of Exhibit No. __(SGH-18) shows that, under the assumption that revenue margin variance will be 25% of what it was prior to decoupling, the probability of an extreme negative occurrence declines by about 6.5%. That probability of a revenue margin reduction represents approximately $14 Million annually. In other words, investors would be indifferent between a “traditional” regulatory regime and a decoupling regime that produced a revenue margin that was 6.5% ($14 Million) less annually. 



Finally, page 3 of Exhibit No. __(SGH-18) also shows that given the Company’s requested rate base, and Staff’s recommended 43% common equity, a 1% (100 basis point) reduction in ROE would reduce revenues by approximately $27 Million annually. Therefore, the decoupling mechanism requested by the Company would have approximately a 50 basis point impact on the cost of capital ($14/$27 = 0.5185).

Q.
Within the range of common equity cost you have determined to be appropriate for electric and gas utility operations, what is the appropriate point-estimate for Puget’s utility operations?
A.
The electric companies in my sample group have higher purchased power risk compared to Puget, but have a slightly higher common equity ratio. The gas distributors have an average common equity ratio very similar to that recommended for Puget in this case, but have somewhat lower operational risk (because they do not have generation operations). Weighing the risk elements, an appropriate return for Puget should be below the mid-point of that appropriate for the sample group of companies. The mid-point of my equity cost range for utilities similar in risk to Puget is 9.50%. In this instance, a return of 9.375% for Puget is reasonable. 



As I noted above, if the Company’s gas decoupling proposal is adopted by the Commission, its cost of equity capital will be lower than that for the Company’s electric utility operations. My estimate of that decrement is 50 basis points, however, I am reluctant to recommend a return outside the boundaries of what I believe is a reasonable range of equity capital costs (9.25% to 9.50% in this case). Therefore, if decoupling as proposed is adopted for the Company’s gas operations, the return on common equity used to set rates for those operations should be at the lowest end of a reasonable range. In this case, that would be 9.25%.

Q.
What would be the overall cost of capital for Puget’s electric and gas utility operations, based on an allowed equity return of 9.375%?
A.
Exhibit No. __(SGH-19) attached to my testimony shows that an equity return of 9.375%, operating through a reasonable ratemaking capital structure and the Company’s forward-looking capital cost rates, produces an overall return of 7.84% for Puget. That Exhibit also shows that a 7.84% overall cost of capital affords the Company an opportunity to achieve a pre-tax interest coverage level of 2.85 times. 



According to the Company’s March 2006 S.E.C. Form 10-Q (Exhibit 12.2 to the 10-Q), the pre-tax interest coverage for Puget Sound Energy has been as shown below:
	
	Pre-tax Interest Coverage
	
	

	12 Mo. Ending
	
	
	
	
	

	March 31,
	
	
	
	
	

	2006
	2005
	2004
	2003
	2002
	2001

	
	
	
	
	
	

	2.26x
	2.32x
	2.15x
	2.02x
	1.84x
	2.04x



The equity return and capital structure I recommend offers the Company an opportunity to realize a pre-tax interest coverage that substantially exceeds that which the Company has realized over the past six years. Also, the equity return I recommend fulfills the legal requirement of Hope and Bluefield of providing the Company the opportunity to earn a return which is commensurate with the risk of the operation and serves to support and maintain the Company’s ability to attract capital.

VI.  COMPANY COST OF CAPITAL TESTIMONY

Q.
How has Dr. Morin estimated the cost of equity in this proceeding?
A.
Dr. Morin has analyzed the cost of equity capital for Puget using ten risk premium analyses (four CAPM analyses, and six Risk Premium analyses)
 and six DCF analyses. The results of those two types of methodologies are very different. The average equity cost estimate of his ten risk premium analyses is 11.2%. The average DCF equity cost estimate reported by Dr. Morin in this proceeding is 10.4%.



Because there are ten risk premium analyses and six DCF analyses, and because Dr. Morin bases his recommendation on an average of all the methods, his recommendation is skewed upward toward the higher risk premium results. Moreover, as I discussed in Section II of this testimony, there is considerable recent research that indicates historical realized risk premiums overstate investors’ current expectations, and equity cost estimates based on the CAPM are simply not reliable as primary indicators of the cost of capital. 



Dr. Morin acknowledges in his Direct Testimony in this proceeding that the DCF is “appropriate,” enjoys “broad usage,” and that some regulatory bodies place exclusive reliance on the DCF to estimate equity capital costs. (Morin Direct, pp. 14-18)  For example, during the 1980s and early 1990s the Federal Energy Regulatory Commission instituted a generic determination of the cost of equity capital for the electric utility industry. Following literally years of comments and reply comments from many participants regarding different equity cost estimation methods, the FERC selected the constant growth DCF model as the single best method with which to estimate the cost of equity capital.
  Also, a study of regulatory commission equity cost estimation methods by the National Association of Regulatory Utility Commissioners, found that while nearly every regulatory body in the U.S. and Canada listed DCF as a methodology on which it relied, only 11 listed CAPM.
 During cross-examination in a recent rate gas in Georgia, Dr. Morin referenced that study and noted that DCF use was “almost unanimous,” while no Commission relied solely on the CAPM. (Atlanta Gas Light Company, Georgia Public Service Commission Docket No. 18638-U, Tr. 500-501).


However, in his testimony in this proceeding, Dr. Morin de-emphasizes his reliance on the DCF and places his primary reliance on risk premium methods. While acknowledging that all cost of equity methodologies are undertaken with theoretical assumptions that do not mirror reality, Dr. Morin elects to provide considerable detail regarding the enabling assumptions only for the DCF, making the claim that those assumptions, somehow, conflict with the current investment environment for utilities. While devoting considerable testimony to the DCF assumptions and criticisms, Dr. Morin neglects to discuss in detail the theoretical assumptions and application problems of risk premium methods, which are substantial. The difficulties with risk premium models that Dr. Morin elects not to discuss are the very reason why those methodologies tend to be less reliable indicators of the cost of equity capital than the DCF. Dr. Morin’s testimony de-emphasizes the most widely-used equity cost estimation technique, the DCF, which provides the lower results, and emphasizes the results of more unreliable risk premium methods, which provide higher equity cost estimates.

Q.
Please explain why, contrary to Dr. Morin’s testimony, it is reasonable to believe that the DCF is a reliable indicator of equity capital costs in the current capital market environment.
A.
At page 20 of his Direct Testimony, Dr. Morin opines that “several fundamental and structural changes have transformed the energy utility industry since the standard DCF model and its assumptions were developed.” While that is certainly true, it is also true for all other market-based equity cost estimation methods such as the CAPM, which was developed about the same time as the DCF (1960s and 1970s). Therefore, Dr. Morin cannot credibly claim the DCF is flawed because it was developed during another economic era, while simultaneously placing more weight on an econometric model developed at the same time. Moreover, cost of equity methods do not model particular economic conditions, rather they model the manner in which investors make decisions. Therefore, unless Dr. Morin can show that the DCF is no longer a reasonable proxy for the manner in which investors value stocks (i.e., if investors do not believe that the current stock price is the present value of the future income stream generated by that stock)—and he has made no attempt to do so—his claim that the DCF is unreliable is not supported.



Dr. Morin’s claim of DCF ineffectiveness fails on other grounds as well. The energy industry has been in some sort of “turmoil” consistently for the past thirty years. Just hitting the high points, we recall the oil embargo of the mid-1970s, a 21% prime rate in the early 1980s, the enormous nuclear building program for electric utilities—made doubly costly by the incident at Three Mile Island, the stock market crash of 1987, the gas “bubble,” force majeure with the pipeline industry, stock prices well below book value, dividend cuts, mergers and acquisitions, poorly performing unregulated investment, and the beginnings of policy discussions regarding deregulation of the generation function. That list of problems brings us only up through the mid-1990s. The DCF model was the pre-eminent cost of equity estimation method used all during that time to set utility rates, and Dr. Morin relied on that model during that time. The current changes in the utility industry are simply a continuation of the evolution of the industry and, in no way, signal the unreliability of the DCF, as Dr. Morin suggests.



Regarding Dr. Morin’s logic that the DCF doesn’t fit the current regulatory/investment environment for energy utilities, two other points should be noted. First, the “sea changes” in the gas utility industry occurred some time ago with allowing customers to transport gas in the mid-1980s (FERC Order 436) and the separation of the merchant function from the pipeline function occurring in the early 1990s (FERC Order 636). Therefore, the gas distribution industry is structurally stable and has been so for some time. I mention this only because Dr. Morin has elected to use gas distributors as similar-risk proxies to Puget in this proceeding.  



Second, it was certainly true, at some point in the late 1990s prior to the advent of the deregulation of electric utility generation in some jurisdictions, that there was uncertainty as to the direction of a portion of the industry that was subject to de-regulatory pressures. However, following the California “experiment” and confessions of energy trading malfeasance, the uncertainties pertaining to the deregulation of the electric utility industry have been greatly reduced. The deregulation juggernaut has effectively ground to a halt with some jurisdictions embracing that paradigm, while most have not. 



Those jurisdictions that have deregulated have done so successfully, without the attendant turmoil that occurred in California and have lowered uncertainty-related risks in that regard. It is important to note that, at this point, the “structural changes” afoot in that industry have been discounted in current stock prices by an efficient market and serve no impediment to the accurate estimate of the cost of equity capital by the DCF. Certainly, the current level of uncertainty regarding electric utilities is no worse than that which existed, for example, during the extremely high interest rates and nuclear building programs of the early 1980s. Therefore, if the DCF provided accurate equity cost estimates in the 1970s, 1980s and 1990s, and Dr. Morin’s prior focus on that model indicates that he believed it did, it does so today.

Q.
Has Dr. Morin testified recently that the DCF understates the cost of equity when market prices are above book value and overstates the cost of equity when market prices are below book value?
A.
Yes. While he has not provided that opinion thus far in this proceeding, he has testified to that effect recently in his rebuttal testimony before the Georgia Public Service Commission (Atlanta Gas Light, Docket No. 18638-U) and in direct testimony before the New Hampshire Public Utilities Commission (Public Service Company of New Hampshire, Docket No. DE-04-177).

Q.
Has this always been his position?
A.
No. Dr. Morin’s first text on the cost of capital, Utilities’ Cost of Capital, was published in 1984, and was conceived and written during a difficult time period for electric utilities in which interest rates were very high and market prices were generally below book value. There is not one word in that text criticizing the ability of the DCF to accurately estimate the cost of equity depending on the market-to-book ratio of utilities. There is certainly nothing in that text that indicates that when market prices are below book value (as they were at that time), the DCF overstates the cost of equity (as is now Dr. Morin’s claim). At the end of four chapters in that 1984 text that discuss the DCF model in detail, in a section entitled “Closing Comments On DCF,” Dr. Morin states:

The DCF method is firmly established as the standard method of measuring the cost of capital in the vast majority of corporate finance and investment textbooks, and is deeply entrenched in regulatory practice. The method is widely used by all parties in regulatory proceedings in most jurisdictions. The method is solid conceptually, and controversy regarding the method generally centers on implementation and execution rather than on theoretical soundness.

*    *    *

The DCF model produces a cost of equity predicated on current conditions. Alternate conditions may produce higher or lower growth rates, hence different equity cost estimates, depending on investor reaction to the change in conditions as manifested by the market price. Fortunately, the DCF model possesses a built-in compensatory mechanism which mitigates this problem; investor reactions to changes in expected growth are accompanied by changes in market prices which in turn alter the dividend yield in a direction opposite to that of the revised growth rate. In other words, the impact of any change in conditions on the dual components of the DCF model are at least partially self-correcting. (Morin, R. Utilities’ Cost of Capital, Public Utilities Reports, Inc., Arlington VA,  1984, pp. 167-168)



The DCF, as we know it today, was first introduced by Professor Myron Gordon in the early 1960s and was not used in regulation prior to that time. Following its introduction, it quickly became, as Dr. Morin noted above, “the standard method of measuring the cost of capital.” The theories and assumptions on which the model is based have not changed. The magnitude of the economic “turmoil” faced by electric utilities today is arguably no worse than that faced in the early 1980s with short-term debt cost rates at 20%, enormous nuclear plant construction costs and a sluggish economy. Moreover, during that time period in which utility market prices were below book value on average, Dr. Morin found no structural problems with the DCF related to market price and book value. Yet, as market prices have climbed above book value and DCF equity cost results have, appropriately, declined along with the general level of capital costs, the DCF has developed a structural flaw, according to Dr. Morin. This theoretical inconsistency regarding the fundamentals of the DCF, in my view, makes Dr. Morin’s current testimony on that topic suspect. 

Q.
Is there an example Dr. Morin uses to support his logic against reliance on his DCF results?
A.
Yes. Dr. Morin, at pages 236 and 237 of his text, Regulatory Finance (Public Utilities Reports, Arlington, VA, 1994), sets out the following numerical example he sometimes uses in his testimony:

Dr. Morin’s Market-to-Book Example

	
	
	
	
	

	
	
	Situation 1
	Situation 2
	Situation 3

	1
	Initial Purchase Price
	$25.00
	$50.00
	$100.00

	2
	Initial Book Value
	$50.00
	$50.00
	$50.00

	3
	Initial M/B
	0.50
	1.00
	2.00

	4
	DCF Return 10% = 5% + 5%
	10.00%
	10.00%
	10.00%

	5
	Dollar Return
	$5.00
	$5.00
	$5.00

	6
	Dollar Dividends 5% Yield
	$1.25
	$2.50
	$5.00

	7
	Dollar Growth 5% Growth
	$3.75
	$2.50
	$0.00

	8
	Market Return
	20.00%
	10.00%
	5.00%



His explanation of the “impact” of market-to-book ratios on the DCF cost of equity in “Situation 3”(when market prices are above book value, as they are now) proceeds as follows:

The DCF cost rate of 10%, made up of a 5% dividend yield and a 5% growth rate, is applied to the book value rate base of $50 to produce $5.00 of earnings. Of the $5.00 of earnings, the full $5.00 are required for dividends to produce a dividend yield of 5% on a stock price of $100.00, and no dollars are available for growth. The investor’s return is therefore only 5% versus his required return of 10%. A DCF cost rate of 10%, which implies $10.00 of earnings, translates to only $5.00 of earnings on book value, or a 5% return. (Morin, R., Regulatory Finance, Utilities’ Cost of Capital, Public Utilities Reports, Arlington VA, 1994, p. 236)


Dr. Morin continues in his text to discuss “Situation 1” in which market prices are below book value and the DCF, supposedly, overstates the cost of equity. Of course, as I noted previously, during the time period when market prices were actually below book value, Dr. Morin expressed no concerns that the DCF was inaccurate or overstated due to differences in market price and book value.

Q.
Aside from the logical inconsistencies inherent in Dr. Morin’s published position regarding the DCF and market-to-book ratios, do you have any comments regarding the numerical example set out above?
A.
Yes. In attempting to show that the DCF estimates the cost of equity incorrectly when market prices are different from book value, Dr. Morin has created a hypothetical situation that cannot exist in reality and is contrary to one of the most fundamental precepts in finance. For example, in attempting to show that the DCF understates the cost of capital when market prices are above book value, Dr. Morin posits a firm that has an allowed return of 10% (which is supposedly determined by the DCF), a book value of $50 and for which investors are paying a stock price equal to twice book value ($100). That company will earn $5 on its rate base investment (10% allowed return x $50 rate base/book value), and that $5 return represents only a 5% return to the investors that paid $100 for the stock. Dr. Morin, through this example, ostensibly concludes that the DCF does not provide the investors’ required 10% return (the DCF-determined return) when it is applied to a rate base (book value) that is smaller than the market price. This is wrong for two reasons.



First, referring to Dr. Morin’s “Situation 3” numerical example, if the investor’s required return is actually 10% (which appears to be Dr. Morin’s assumption) and the utility is expected to earn a 10% return on its book value of $50, then no investor would pay twice book value for that stock. Imagine a broker trying to sell a stock to an investor who requires a 10% return. “I’ve got a stock for you that’s going to pay a 10% return on a $50 per share book value—in other words one share will get you $5, but each share will cost you $100. What do you say?” Any rational investor that required a 10% return to commit funds to that type of investment would flatly refuse that offer. No investor would knowingly pay $100 for a stock that will earn $5 when he or she requires a 10% return for that type of stock. Dr. Morin’s “example” defies fundamental financial logic.



Second, the only reason for an investor to pay $100 for a stock that will provide a $5 income stream is if that investor requires a 5% return for that type of stock. In Dr. Morin’s example if we take the 10% number to be the allowed return (the expected return on the $50 rate base), and the investor’s cost of capital to be 5% (a DCF result derived from a 5% dividend yield and 0% growth), then his “Situation 3” numerical example makes economic sense. If the investor’s required return is 5% and the stock in question is expected to pay a 10% return on a $50 book value, then, and only then, is the $100 stock price rational. 



Therefore, the only situation under which the numerical conditions set out in Dr. Morin’s example can exist is one that conforms to the widely accepted relationship between market price, book value, ROE and the cost of capital discussed previously in my testimony. Namely, when the expected return (r = 10% in “Situation 3,” above) exceeds the investors’ required return (K = 5% in “Situation 3,” above) the market price (P = $100) will exceed the book value (B = $50). 



In summary, Dr. Morin’s numerical example that purports to show that the DCF understates the cost of equity when market prices are different from book value does not do so. Instead, under the only circumstance that makes economic sense, his example shows that when utility market prices are significantly above book value, the investors’ required return (the cost of equity capital) is below the ROE expected to be earned by those companies. As I’ve noted previously that long-standing truism indicates that Dr. Morin’s recommended equity return of 11.25% cannot be an accurate estimate of Puget’s cost of equity capital.

Q.
Did the originator of the DCF, Professor Myron Gordon, indicate that the DCF would provide equity cost estimates that were skewed downward (upward) if the market price was above (below) book value?
A.
No, he did not. Professor Gordon was certainly aware that utility market prices could differ from book value. However, there is no discussion in his text regarding differences between market price and book value having any impact on the ability of the DCF to estimate investors’ expected return on common equity (the cost of equity capital). Professor Gordon does note, however, that if market prices are well above book value, that situation indicates that the expected accounting return (the return on book value) exceeds the cost of common equity. The combination electric and gas utilities shown in Dr. Morin’s Exhibit No.__(RAM-8) have an expected return on book equity of 10.7% during the 2009-2011 period, according to Value Line’s most recent editions of Ratings & Reports. AUS Utilities Reports indicates that those companies have a current average market-to-book ratio of 1.70. While those relationships do not pinpoint the cost of capital, according to the originator of the DCF, they indicate that a current cost of equity capital of 11.25% (the cost of equity recommended in this proceeding by Dr. Morin) is not plausible.

Q.
Doesn’t Dr. Morin provide a quote from “one of the leading experts on regulation” that discusses the “dangers” of relying solely on the DCF? 
A.
Yes, he does. However, Dr. Morin failed to provide the Commission the opinion of that same “leading expert” regarding the CAPM, which follows immediately after the quote he chose to cite in his testimony. At page 18 of his Direct Testimony, Dr. Morin quotes from Dr. Charles Phillips’ text The Regulation of Public Utilities Theory and Practice. The very next paragraph following the text provided by Dr. Morin reads as follows:
The CAPM holds that the cost of equity capital or expected return on a utility’s common equity is equivalent to that on a riskless security plus a risk premium related to the risk inherent in a particular utility’s stock; that is, the model combines risk and return in a single measure.

*  *  *

Despite its appeal, the CAPM also has both theoretical and practical problems. The theoretical issues include the reliability of the model’s basic assumptions and the static nature of the model. The practical problems surround the beta coefficient, “the only variable in the CAPM equation that is unique to the particular firm for which the cost of equity capital is being determined.” They include: How should beta be measured—stock market price alone or total return on investment (i.e., dividends plus capital gains)? What period of time should be used for such measurement? What is the proper measure of stock market performance (e.g., Dow Jones index, Standard & Poor’s index, etc.)? What is the proper measure of the risk-free return (e.g. Treasury notes or Treasury bonds)? Finally, the evidence suggests that betas are unstable over time and that they move in the opposite direction from investors’ perceptions of risk. These issues have led some to conclude that the CAPM, at least at this stage in its development, “is inaccurate, incomplete, and unreliable as a measure of a firm’s equity cost of capital.”(Phillips, C.F., The Regulation of Public Utilities Theory and Practice, Public Utilities Reports, Arlington VA, 1993, 396, 397, footnotes omitted)

Q.
Are the enabling assumptions of risk premium analyses restrictive?
A.
Yes. The assumptions that enable the existence of the CAPM analysis are far more restrictive than those that support the DCF. At page 16 of his Direct Testimony, Dr. Morin references Dr. Eugene Brigham as a “widely respected scholar of finance academician.” Dr. Brigham provides a concise list of the assumptions that underlie the Capital Asset Pricing Model:

1. All investors think in terms of a single period, and they choose among alternative portfolio’s expected return and standard deviation over that period.

2. All investors can borrow or lend an unlimited amount of money at a given risk-free rate of interest, kRF, and there are no restrictions on short sales of any asset.

3. All investors have identical estimates of the expected values, standard deviations, and correlations of returns among all assets; that is, investors have “homogeneous expectations.”

4. All assets are perfectly divisible and are perfectly marketable at the going price.

5. There are no transaction costs.

6. There are no taxes.

7. All investors are price takers (that is, all investors assume that their own buying and selling activity will not affect market prices).

8. The quantities of all assets are given and fixed. (Brigham, E, Gapenski, L., Intermediate Financial Management, 5th Ed., Dryden Press, Fort Worth TX, 1994, p. 68). 


Those restrictive CAPM assumptions are also shown at page 319 of Dr. Morin’s Regulatory Finance, Utilities’ Cost of Capital.
 



It should be clear, even to the most casual observer, that many of the assumptions on which the CAPM is predicated are violated in applying the CAPM to the determination of the cost of capital of a particular type of security. All investors are not single-period investors; all investors can’t borrow and lend unlimited amounts of money at the risk-free rate; all investors do not have identical return expectations. Furthermore, all assets are not perfectly divisible; there are taxes; there are transaction costs; and many large institutional investors are acutely aware that buying and selling large amounts of any particular stock may affect stock prices. Each of these everyday stock market realities violates at least one of the assumptions on which the CAPM is grounded.



There are broader theoretical questions regarding the CAPM that I discuss in some detail in Exhibit No. __(SGH-5) attached to this testimony. For example, while analysts commonly use a broad market index (S&P 500 or NYSE) to represent “the market” in the CAPM, the model is actually designed to consider all capital investments (bonds, art, real estate, human capital) not just stocks. Moreover, since there is no “index” for all capital investments, the “true” CAPM cost of equity is unknowable, technically speaking.



The CAPM also has problems with its primary risk measure beta, which are discussed briefly in Exhibit No. __(SGH-5). Although he fails to do so in his testimony in this proceeding, Dr. Morin discussed many of the problems with beta in his 1994 text:
Practical and Conceptual Difficulties

Computational Issues. Absolute estimates of beta may vary over a wide range when different computational methods are used. The return data, the time period used, its duration, the choice of market index, and whether annual, monthly, or weekly return figures are used will influence the final result.

*  *  *

Beta Stability. Several empirical studies of beta coefficients, notably by Blume (1975) and Levy (1971), have revealed the market instability of betas over time.

*  *  *

Historical versus True Beta.  The true beta of a security can never be observed.

*  *  *

Relevance of Beta. According to both financial theory and empirical evidence, betas are critical and sufficient measures of risk. For diversified investors, beta is the only relevant measure of risk….But the basic issue of the relevance of beta as the only measure of risk remains controversial. (Morin, R. Regulatory Finance, Utilities’ Cost of Capital, Public Utilities Reports, Arlington VA, 1994, pp. 65-71)



Two researchers that Dr. Morin cites for authority, Eugene Fama and Kenneth French, published findings in the early 1990s regarding beta that show the primary risk measure in the CAPM to be essentially meaningless.
 As Value Line noted in its Industry Review, March 13, 1992, Fama and French established in dramatic fashion the lack of a statistical relationship between return and beta. That finding was important because Fama’s early econometric work in the 1970s on the CAPM and beta had lent credibility to the model. 



A graphical summary of the findings published in the 1992 Fama and French article regarding the efficacy of beta in the CAPM is shown below:


[image: image3]


Graphing monthly returns against the average beta for the different stock groupings presented by Fama and French shows that the actual risk/return relationship that has existed over the 1963-1990 period (labeled “actual” in Chart I) is vastly different from that predicted by the CAPM theory. For example, Fama and French found that there was little difference in the average monthly returns of stocks with high betas (beta = 1.73, monthly return = 1.18%) and stocks with low betas (beta = 0.81, monthly return = 1.20%), while the assumption embodied in the CAPM is that the returns for those types of stocks should be substantially different. These findings led the researchers to conclude:

In short, our tests do not support the most basic prediction of the SLB [Sharpe-Litner-Black, CAPM] model, that average returns are positively related to market ßs. (Id., p. 428)



Fama and French have continued their investigation of the CAPM since their 1992 article and have postulated that a more accurate CAPM would use two additional risk measures in addition to beta. However, it is important to note that while those authors tout the superiority of their three-factor CAPM to the single-beta CAPM on theoretical grounds, they recognize that there are significant problems with any type of asset pricing model when it comes to using the model to estimate the cost of equity capital. Even in reference to their three-factor CAPM, Fama and French indicate the equity cost estimates produced are “woefully imprecise.”
 In 2004, those authors stated in the Journal of Economic Perspectives, that the CAPM’s structural problems render the model “invalid”.
The attraction of the CAPM is that is offers powerful and intuitively pleasing predictions about how to measure risk and the relation between expected return and risk. Unfortunately, the empirical record of the model is poor—poor enough to invalidate the way it is used in applications. The CAPM’s empirical problems may reflect theoretical failings, the result of many simplifying assumptions. But they may also be caused by difficulties in implementing valid tests of the model….In the end, we argue that whether the model’s problems reflect weaknesses in the theory or in its empirical implementation, the failure of the CAPM in empirical tests implies that most applications of the model are invalid. (Fama, E., French, K., “The Capital Asset Pricing Model: Theory and Evidence,” Journal of Economic Perspectives, Vol. 18, No. 3, Summer 2004, pp. 25-46)



In summary, the CAPM analysis used by Dr. Morin as a primary indicator of the current cost of common equity has very strong assumptions that violate real-world financial market conditions. Also, the fundamental risk measure on which CAPM is based (beta) has many problems—a fact discussed in detail by Dr. Morin in his text as well as by others on whom Dr. Morin relies for authority. While the CAPM remains an elegant description of capital market behavior that is widely used in academia as a theoretical framework, that model has significant application problems. While those problems do not negate its use, they do call for the use of the CAPM as a second-tier equity cost estimation procedure. Unfortunately, Dr. Morin places primary emphasis on risk premium-type models in his equity cost analysis in this proceeding.

Q.
Do you use the CAPM in determining your recommendation in this proceeding? 
A.
Yes, I do.

Q.
Please explain how your approach differs from that of Dr. Morin. 
A.
Unlike Dr. Morin in this proceeding, I do not place primary reliance on the CAPM because of both the theoretical and practical implementation problems associated with the CAPM. Moreover, it is important to understand that the same “leading expert” Dr. Morin elects to quote in his attempt to downplay the importance of DCF equity cost estimates, also indicates the CAPM is “unreliable.” 

Q.
Are there other problems related to risk-premium analyses that you have not discussed in this portion of your testimony?
A.
Yes, there are other important concerns regarding the risk premium-type analysis on which Dr. Morin elects to rely. However, I have discussed those problems in Section II of my testimony. Simply put, historical risk premiums (the Ibbotson historical return data) and the electric and gas industry risk premium data presented in Exhibit Nos.__(RAM-5) and __(RAM-6), overstate current investor expectations. There has been much research on this issue in the financial economic literature over the past decade, which indicates that investors’ current risk premium expectations are considerably lower than that indicated by historical return data.

Q.
Prior to addressing the infirmaties of each of Dr. Morin’s equity cost methods, please explain whether there are technical aspects of his analyses that cause all the methods to be overstated. 
A.
Dr. Morin’s equity cost estimate results for fully-integrated electric utilities and natural gas distributors averages 10.9%. He recommends an 11.25% cost rate for Puget to account for what he believes to be the Company’s higher risk. There are technical flaws in each of his equity cost analyses which cause the results to be overstated to varying degrees and which I will discuss in detail below. However, there are two unnecessary adjustments applied to each equity cost estimate which cause Dr. Morin’s average ROE results to be overstated by approximately 39 basis points (0.39%): the dividend yield adjustment and the flotation cost adjustment.



 Dr. Morin’s Direct Testimony and Exhibits indicate that he has added flotation costs to the equity cost estimates he presents. His flotation cost increases his recommended return on equity by 30 basis points. As I have explained in Section V of my testimony, an explicit adjustment for flotation costs is unnecessary. Removing that unnecessary 30 basis point adjustment from Dr. Morin’s average equity cost estimate for Puget indicates an average equity cost estimate of 10.6%, not 10.9%.

Q.
You indicated there were two unnecessary adjustments to Dr. Morin’s equity cost estimates. What is the other adjustment?
A.
In all of his DCF analyses, as well as four of his Risk Premium analyses that depend in part on the DCF, Dr. Morin overstates his cost of capital estimates by increasing the current dividend by the full amount of one plus the DCF growth rate, of (1+g). That adjustment effectively assumes that the dividend of each of the companies he analyzed with a DCF analysis increases immediately by (1+g) and remains at that level for four quarters. That circumstance is most unlikely to exist. The more standard assumption used in large sample mechanistic analyses such as those presented in this testimony by Dr. Morin is to assume that dividend increases occur throughout the year for the sample of companies and, on average, the dividend should be increased by one half the DCF growth rate, not the full growth rate. The Federal Energy Regulatory Commission in its generic equity cost rulemaking proceedings in the 1980s and early 1990s determined that increasing the current dividend by (1+0.5g) was appropriate. Dr. Morin’s use of (1+g), therefore, overstates his DCF result. 



As shown on Dr. Morin’s Exhibit Nos.__(RAM-8) through __(RAM-13), his dividend growth adjustment (1+g) increases the cost of equity capital from 22 to 30 basis points. This represents an overstatement of the overall cost of equity of approximately 9 basis points because DCF analyses that include dividend increases represent 6 of Dr. Morin’s 16 equity estimation methods. [25 basis points x 6 ÷ 16 = 9.375]



That 9 basis point overstatement caused by assuming that all dividends increase immediately, combined with the inclusion of an unnecessary 30 basis flotation cost adjustment causes Dr. Morin’s equity cost estimates to be overstated by approximately 39 basis points. Therefore Dr. Morin’s equity cost analyses actually indicate an average cost of equity capital for Puget of 10.51%, not the 10.9% he reports in his Direct Testimony.

Q.
How is your discussion of Dr. Morin’s individual equity cost estimation methods organized? 
A.
I will discuss Dr. Morin’s equity cost analyses in the order they are presented in his testimony: CAPM, ECAPM, Risk Premium and the DCF.

A. 
CAPITAL ASSET PRICING MODEL

Q.
What are your comments on Dr. Morin’s CAPM analysis?
A.
There are three factors in any CAPM cost of equity estimate: the risk-free rate, the market risk premium and the beta coefficient. Each of these elements in Dr. Morin’s CAPM analysis serves to overstate the cost of equity capital. 



With regard to the risk-free rate, Dr. Morin uses only long-term Treasury Bonds. At page 17 of his Direct Testimony Dr. Morin references the author of the “best selling corporate finance textbook,” Professor Steward Meyers. When using the CAPM to estimate the cost of common equity, Professor Meyers recommends the use of current long-term T-Bond yields less the long-term difference between T-Bond and T-Bill yields.
 Dr. Morin did not make the risk-free rate adjustment recommended by Meyers.  


Currently, long-term T-Bonds are yielding about 5.0% and, according to Ibbotson Associates 2006 Yearbook, the long-term difference between the yields of T-Bonds and T-Bills has been 2.0%. Therefore, according to a source he believes to be “a prominent finance scholar,” Dr. Morin’s risk-free rate for the CAPM should be no higher than 3% (5% current long-term T-Bond yield less the 2% average difference between long-term and short-term U.S. Treasury bond yields). However, Dr. Morin’s CAPM risk free rates in this proceeding, 4.7% and 5.3%, are 170 to 230 basis points higher than that called for by an authoritative source he, himself, cites.



Finally, regarding the issue of the risk-free rate in the CAPM, Dr. Morin has also provided estimates based on implied long-term T-bond yields in December 2006, based on an interest rate forecast for 10-year US Treasury notes. That adds an unnecessary 60 basis points to his CAPM estimates. Current bond yields are the best indicator of investor expectations regarding the future, just as current stock prices provide the best indication of the cost of common equity. Dr. Morin uses current stock prices to estimate the cost of equity using the DCF model and should also use only the current bond yield in his risk premium analyses.



For several years now, some investor services have been forecasting that long-term Treasury bond yields were going to rise due to the economic recovery and credit tightening by the Federal Reserve. As shown previously in my testimony, long-term T-Bond rates have fluctuated within a relatively narrow range while short-term rates increased dramatically. The current bond yield is the most accurate measure of investors’ return expectations and should be the measure used in a CAPM cost of equity estimate, not what the bond yield might or might not be sometime in the future.

Q.
What are your comments regarding the beta coefficient in Dr. Morin’s standard CAPM analysis? 
A.
My concern with Dr. Morin’s beta is not related to the source of the beta or the manner in which it is calculated (we both use betas published by Value Line). Rather it is related to Dr. Morin’s inter-jurisdictional inconsistency in the manner in which he elects to treat the data. In recent testimony on behalf of Atlanta Gas Light, Dr. Morin used the average beta coefficient of integrated electric utilities (0.80) as a proxy for gas distributors, which actually had a lower average beta (0.75). In that testimony, he argued that gas distribution investment risk was similar to that of electrics, and produced a higher CAPM equity cost in that testimony because of that assumption.



In this case, Dr. Morin testifies at page 28 of his Direct that gas distributors have a beta of 0.81 (although he does not report that number in his Exhibits). Value Line indicates that the average beta coefficient of his gas distributor sample group is 0.79.
  Dr. Morin also reports that the average beta of his electric sample group is 0.85; however, his Exhibit No.__(RAM-3) shows the average to be 0.83. In calculating his CAPM equity cost estimates, he uses a beta of 0.83—equal to that of his electric sample group. 



While I don’t disagree with Dr. Morin’s position regarding the relative risk of electric and gas utilities in this proceeding, I do take issue with the “flexibility” with which he elects to interpret the same data.



Q.
What are your comments regarding Dr. Morin’s calculation of the market risk premium in his CAPM analysis? 
A.
Dr. Morin averages a long-term historical market premium provided by Ibbotson Associates and a forward-looking market premium calculated by applying a DCF analysis to a group of stocks followed by Value Line. With regard to Dr. Morin’s market risk premium, there are two points of issue. 



First, when using the historical Ibbotson data, Dr. Morin elects to rely only on the difference between the earned return of stock and the yields of bonds. His rationale is that there have been unanticipated gains with bond investments and the historical yields (which are lower) better represent investor expectations. However, there is no analogue for stocks and the metric used by Ibbotson Associates is the earned return on either the S&P 500 or the NYSE index. The return series are better balanced and have more meaning for determining expectations if earned returns are used for both series. As Dr. Morin notes at page 28 of his Direct, the difference between the earned return series is 6.6% (i.e., the average historical return on stocks has been 6.6% higher than the average historical return on bonds). Dr. Morin has elected to use 7.2% based on historical bond yields, because, as he notes in his Direct Testimony at page 29, “Ibboston Associates recommend” its use.



However, a recent paper published by Ibbotson in the Financial Analysts’ Journal indicates that the maximum expected market risk premium (the return equity investors expect over bond yields) is 6%, not the 7.2% used by Dr. Morin in his testimony.
 In that recently published paper, Dr. Ibboston discusses the current theoretical debate over the market risk premium, which I summarized in Section II of this testimony. As Ibbotson notes the current research indicates that the market risk premium going forward ranges from 0% to a maximum of about 5% (op cit., pp. 88, 89). Ibbotson disagrees with that current research and provides his analysis of the issue, which shows a prospective market risk premium to range from 3.97% (based on a geometric average) to 5.90% (based on an arithmetic average). 



The point here is simple. Dr. Morin has selected a particular historical market risk premium for his CAPM because Ibbotson recommended it, but in a more current publication, Dr. Ibbotson indicates the prospective market risk premium is 5.9% (at the upper end), not the 7.5% Dr. Morin ultimately uses in his CAPM analysis. The use of a 7.5% risk premium instead of Ibbotson’s forward-looking 5.9% maximum, given the use of a 0.83 beta coefficient, would cause an overstatement in Dr. Morin’s CAPM of 133 basis points. That would reduce Dr. Morin’s current-yield CAPM from 11.2% to 9.87%.



Second, Dr. Morin also constructed a forward-based market risk premium based on a DCF analysis of the universe of stocks followed by Value Line. Dr. Morin advises the Commission to be cautious about relying on DCF estimates, yet, he bases his preferred risk premium methodology, in part, on a DCF analysis. If the DCF provides a reasonable estimate of the expected return for the entire Value Line universe of stocks, it is reasonable to believe it would provide an accurate estimate of the cost of equity for utilities. This presents a conflict of logic in Dr. Morin’s testimony.

Q.
Given the infirmities cited above, what do you believe would provide a more accurate estimate of the CAPM cost of equity for Puget? 
A.
The current long-term T-bond rate is 4.97% (see Exhibit No. __SGH-14)). Weighing Dr. Morin’s electric sample group beta (0.83) by two-thirds and his gas distribution utility average beta (0.79) by one-third would produce an average sample group beta of 0.817. Ibbotson’s current projection regarding the market risk premium of 5.9% based on T-bonds as a risk-free rate is probably on the high end, according to current research. Putting these factors together provides a CAPM equity capital cost estimate for Puget of 9.79% [k = 4.97% + 0.817(5.9%) = 9.79%]. That equity cost estimate also gives no consideration to geometric average market risk premiums and, as such, even though that result is far below the CAPM results reported by Dr. Morin, 9.79% overstates the current cost of equity capital for electric utilities similar in risk to Puget.

Q.
What are your comments on Dr. Morin’s use of the empirical CAPM—the ECAPM? 

A.
As Dr. Morin notes at page 34 of his Direct, the “empirical” CAPM (ECAPM) is designed to account for the fact that the security market line is believed to have a lower slope than postulated theoretically. A lower slope for the capital market line implies that the CAPM understates equity costs for low beta stocks like utilities and over-estimates the equity cost rate for high beta stocks like “dot-com” companies. The flaw in Dr. Morin’s “empirical” CAPM analysis and the reason (in addition to the other reasons outlined above for the standard CAPM) that his ECAPM equity cost estimate overstates the actual cost of capital is that he uses “adjusted” betas in his ECAPM analysis while all the research on which the “low slope” theory is predicated uses betas that are not adjusted.  



Beta estimates published by Value Line are adjusted for the theoretical tendency for beta coefficient to migrate toward the market average of 1.0. “Adjusted” betas are higher for low-beta stocks like utilities and lower for high-beta stocks like “dot-com” companies. In other words, when low betas are adjusted upward and high betas are adjusted downward, that has the same effect as lowering the slope of the capital market line. Using “adjusted” betas along with an ECAPM analysis double-counts the effect of changing the slope of the capital market line. All of the theoretical research Dr. Morin cites regarding the support for the ECAPM (except his own) is based on studies using “raw” or “unadjusted” betas.




Except for the anomalies cited in the discussion above regarding risk-free rate, beta and the market risk premium, Dr. Morin’s ECAPM analysis would not be problematic on theoretical grounds if he used “raw” betas rather than “adjusted” betas. Value Line has a standard formula for adjusting “raw” betas to the adjusted betas that are published by that investor service, and Dr. Morin has published that formula in his book, Regulatory Finance. It is possible, therefore, to calculate what “raw” beta supports the reported Value Line beta.



For a reported weighted-average Value Line beta coefficient of 0.817 for the utility groups studied by Dr. Morin, the average “raw” beta would have been 0.72. Using that “raw” beta in Dr. Morin’s ECAPM formula shown on page 35 of his Direct Testimony, a current long-term T-bond risk-free rate (4.97%) and Ibbotson’s projected maximum market risk premium (5.9%), the equity cost estimate would be 9.63% [k = 4.97% + 0.25(5.9%) + 0.75(0.72)(5.9%) = 9.63%]. Again, that estimate should be considered to be a high estimate of the current cost of common equity capital.

B. 
RISK PREMIUM

Q.
Please describe the risk premium analyses undertaken by Dr. Morin in his direct testimony in this proceeding. 
A.
Dr. Morin has performed six separate risk premium analyses based on historical data. The risk premium analyses Dr. Morin utilizes include an examination of the historical return difference between earned returns of electric and gas companies and the yield on long-term treasury bonds. Company witness Morin performs this analysis over a period beginning in 1931 for electric utilities and 1954 for gas utilities. The time period difference, he notes, is due to the availability of data. In the final risk premium analysis, Dr. Morin compares the allowed returns for electric and gas utilities with then-current T-Bond yields from 1996 through 2005. Each of those risk premium analyses is calculated using current and projected bond yields.

Q. 
Prior to discussing the details of each of those risk premium analyses, do you have any comments of a general nature regarding risk premium-type analyses? 
A.
Yes. A fundamental precept on which the risk premium methodology is based holds that the higher risk of stocks over bonds requires an incrementally higher return for those stocks in order for investors to be compensated for assuming the higher risk. Although that is generally true, it is most important to realize that, given a current bond yield of about 6.4% for BBB-rated utilities, an equity return of 8%, 10%, 13% or even 50% would fulfill the requirement of providing a “premium” over debt costs. The real issue with a risk premium analysis is determining that premium with any precision. It is not a directly observable phenomenon. 



There are two other fundamental tenets upon which risk premium-type analyses are grounded which, when examined, indicate that this equity cost estimation methodology should not be given primary consideration in setting allowed rates of return. First, since risk premium analyses look backward in time, they assume “past is prologue.” In other words, the investors’ expectations for the future are assumed to mirror the average results they have experienced in the past. As I have noted, current research indicates that such is not the case. Second, implicit in the use of an average historical return premium of equities over debt is the assumption that the risk premium is constant over time. Neither of these assumptions upon which the risk premium analysis rests is true. 



That the risk premium varies significantly from period to period is shown most clearly in Dr. Morin’s Exhibit__(RAM-5), which shows the data on which his risk premium results are based. The common stock annual returns on which Company witness Morin relied have ranged from +77% to -37%, while bond annual returns have ranged from +33% to –10%. Therefore, the assumption in the Risk Premium analysis that historical average results are constant does not provide a sound basis on which to estimate current equity capital cost rates. 



The practical impact of the volatility of historical risk premium data is that, with the selection of any particular period over which to average the historical data, virtually any risk premium result can be produced. In addition, the use of historical earned return data to estimate current equity capital costs has been questioned in the financial literature, by  authorities on which Dr. Morin has elected to rely:

There are both conceptual and measurement problems with using I&S [Ibbotson and Sinquefield] data for purposes of estimating the cost of capital. Conceptually, there is no compelling reason to think that investors expect the same relative returns that were earned in the past. Indeed, evidence presented in the following sections indicates that relative expected returns should, and do, vary significantly over time. Empirically, the measured historic premium is sensitive both to the choice of estimation horizon and to the end points. These choices are essentially arbitrary, yet they can result in significant differences in the final outcome. (“The Risk Premium Approach to Measuring a Utility’s Cost of Equity,” Brigham, Shome and Vinson, Financial Management, Spring 1985, p. 34)

Other Methods. Several other approaches have been used to estimate the cost of common equity. Two of these should be noted. First there is the risk premium method, which is based upon the premise that common equity carries a higher risk than debt. This approach is relatively straightforward: (1) determine the historic spread between the return on debt and the return on common equity, and (2) add this risk premium to the current debt yield to derive an approximation of current equity return requirements….

Like other methods, however, there are a number of specific problems. Over what historic period of time should the spread be established? Does the spread between the return on debt and the return on equity remain constant over time and at all interest levels? Should the spread be expressed on a before- or after-tax basis to the investor? What debt instruments should be used (e.g., government securities versus corporate or utility bonds)? What equity securities should be used? How should the resulting return requirement be adjusted for the risk that corresponds to a given utility? In light of these problems, many use the risk premium approach as a subsidiary method to test the results of other approaches.” (Phillips, C. F., The Regulation of Public Utilities, Public Utilities Reports, Arlington, VA, 1993, p. 399)


The type of data described in the quote above as both conceptually and empirically problematic forms the basis of Dr. Morin’s Risk Premium methodology.

Q.
What are your comments regarding Dr. Morin’s historical risk premium analysis? 
A.
This form of the risk premium analysis measures the earned return on common stocks and subtracts from that the yield on long-term Treasury bonds to produce a risk premium.



There have been fundamental changes in the nature of the relationship between stock returns and bond returns over the past sixty or seventy years. The data in Dr. Morin’s Exhibit No.__(RAM-5), indicate that from about 1930 through 1960 stock returns were quite volatile showing very wide swings while bond returns were less volatile. However, in more recent years (since 1960), stocks have actually become less volatile while bonds have become more volatile, showing much wider swings in returns. Those data indicate that the current relationship between the returns of bonds and stock is different than it has been over the longer time frame. Exhibit No. __(SGH-20) shows the change in the relative volatility of bonds and utility stocks evidenced by Dr. Morin’s data.



The table below, also taken from Dr. Morin’s Exhibit__(RAM-5) data, confirms that the return difference between bonds and stocks has declined from the long-term average levels reported by Dr. Morin.

	
	Years
	Risk Premium

	
	31-01
	5.55%

	
	71-01
	4.49%

	
	81-01
	4.08%

	
	91-01
	3.74%



These data indicate that over the most recent 30 years, risk premiums between electric utility stock returns and Treasury bonds have averaged about 4.1% rather than the 5.6% Dr. Morin reports in his testimony. If current T-bond yields are 4.97%, these more recent data indicate that an appropriate return on common equity for electric utilities would be 9.07% (4.97% + 4.1% = 9.07%), rather than the 11.2% result produced in the Dr. Morin’s analysis of the same data.



Also, Dr. Morin provides other evidence in his testimony that underscores the shrinking nature of risk premiums. His Exhibit No.__(RAM-6) contains his analysis of the return difference between Moody’s gas utility index and Treasury bonds. That analysis begins in 1954 due to a more limited data set. If we look at the total time period as well as the twenty, thirty and forty-year time periods cited above, the results confirm that more current risk premium are smaller. The table below shows the values for gas utility returns and bond returns extracted from Dr. Morin’s Exhibit No.__(RAM-6).

	
	Years
	Risk Premium

	
	54-01
	5.66%

	
	71-01
	4.50%

	
	81-01
	1.89%

	
	91-01
	1.45%


Q.
What are your comments regarding Dr. Morin’s other risk premium analysis—the “allowed return” risk premium? 
A.
Dr. Morin’s other risk premium analysis is one that compares historical allowed equity returns to annual average bond yields. That study indicates that the average risk premium between allowed returns for electric utilities and bond yields over the past 10 years is 5.5%. However, Dr. Morin concludes that a negative correlation exists between current bond yields and risk premiums and, due to that relationship, imputes a larger risk premium to reach an equity cost estimate of 11.0%. 



It is important to understand at the outset that the annual cost rate differences between the allowed returns and utility bond yields are not necessarily reliable indicators of investor-required risk premiums. First, the allowed returns are simply averaged over all the available rate case decisions during a calendar year. That means that the capital market data that the regulatory body considered was drawn from a time prior to the decision rendered and the allowed return might not correlate with decision-time-specific macro-economic events. In some cases, that period of time between the hearing and the decision can be substantial. 



Second, the relative risk of the utility for which the equity return was determined is not a factor in Dr. Morin’s analysis. For example, the allowed return on equity for a “BB”-rated firm would simply be averaged in with the other returns allowed during a calendar year. Third, while the inclusion of an outlier may not be problematic in years in which there are many rate case decisions, that would not be the case in years in which the number of decisions is small. Moreover, regulatory rate case decision data with which I am familiar shows that the number of regulatory decisions has decreased in recent years (e.g., 7 decisions in 2004).
 That source of Dr. Morin’s data also notes that “[a]s the number of equity return determinations has declined, the average authorized return now has less of a relationship to the return than the typical electric, gas, or telecommunications company has an opportunity to earn.”

Q.
You noted that Dr. Morin places emphasis on a negative correlation between interest rates and risk premiums in reaching his equity cost estimate. Please comment on that issue. 
A.
Dr. Morin subtracts average bond yields for utilities from the equity returns allowed utility companies over the past 10 years. Then, through a regression analysis, the Company witness describes a relationship between bond yields and risk premiums and uses that relationship, with the current cost of debt, to estimate the Company’s cost of equity. Aside from the problems that exist generally with the data used in the analysis, noted above, there are additional problems with this particular approach. Further, those problems illustrate that Dr. Morin’s adjustments to historically-derived risk premiums are not reliable for equity cost estimation purposes.



Although Dr. Morin’s regression analysis shows a relatively strong correlation between risk premium and bond yields (r2 = 0.69), that is not surprising because the resultant risk premium is a direct arithmetic function of the prevailing bond yield. A high correlation coefficient is not meaningful if the dependent and independent variables are said to be “auto-correlated.” 



If regression variables are auto-correlated, the differences between the actual values and the regression equation (the residuals) have a lagged correlation with their own past values (i.e., they are not independent of each other). Therefore, the regression equation will not necessarily serve as an accurate predictor of the relationship between the variables because the residual error will continue to increase over time. This can be especially problematic in time-series studies of the type included in Dr. Morin’s risk premium analysis.



Dr. Morin does not offer the Commission any information regarding whether his data are auto-correlated. However, in the absence of any showing otherwise, it is reasonable to conclude that those data series are auto-correlated based on the inclusion of the risk premium as a variable. The risk premium is an arithmetic function of the bond yield, which is the other parameter in the regression.
 Therefore, results of Dr. Morin’s risk premium regression analysis may not be a reliable indicator of the cost of equity capital and should be given little weight by this Commission.

Q.
Are there other studies that examine the relationship between risk premiums and interest rate levels? 
A.
Yes. Members of the Virginia Corporation Commission Staff published a study of that relationship in 1995.
  That paper is interesting in that it shows that within certain shorter-term sub-periods an inverse relationship appears to exist, but over the entire 1980 through 1993 study period—as interest rates declined from the very high levels of the early 1980s—absolute risk premium levels fell. Moreover, this study was based on electric utility market return data and estimated rather than allowed equity cost rates.



The average risk premium between electric utility cost of equity and long-term Treasury bond yields averaged 3.21% over the 1980-1993 study period and the average T-bond yield was 9.77%. Given that the most recent six-week average T-Bond yield is 4.97%, the difference between the current T-Bond yield and that which existed, on average, during the study period (9.77%), is 4.80%. Multiplying that yield difference by the relationship found in the Virginia Commission Staff study produces a current risk premium of 4.99% (4.80% x 0.37 = 1.78% + 3.21% = 4.99%). That “adjusted” risk premium, added to the current T-Bond rate (4.97%) produces a cost of equity capital indication of 9.96% (4.97% + 4.99%).

 

Therefore, if one elects to believe such data are reliable (which I do not), there are studies of the relationship between interest rates and risk premiums in the literature which: 1) show a declining trend in risk premiums over the 1980s and early 1990s, 2) are based on the cost of equity of electric utilities, not unregulated firms and 3) produce equity cost estimates which are substantially below those presented by Dr. Morin and tend to corroborate the equity cost estimates I provide in this testimony.

Q.
Is there other, more recent evidence that counters the assumption that expected risk premiums vary inversely with interest rates?
A.
Yes. In Section II of my testimony, I mentioned an on-going survey by professors at Duke University. Drs. John Graham and Campbell Harvey, in conjunction with CFO Magazine have, since 1999, polled corporate financial officers regarding their expectations regarding the expected market risk premium. In addition to the fact that found risk premiums to range from 2.5% to 4.5% (well below the historical risk premiums used by Dr. Morin), they also found that the expected risk premium varies directly with interest rates. That is, as interest rates decline, so too do expected risk premiums. Therefore, there is recently published evidence in the financial literature that directly counters Dr. Morin’s historical analysis that indicates risk premiums increase when interest rates decline. 

C. 
DISCOUNTED CASH FLOW

Q.
Have you reviewed the details of Dr. Morin’s DCF analyses? 
A.
Yes, I have.

Q.
What are your comments regarding Dr. Morin’s DCF analysis? 
A.
Dr. Morin’s standard DCF analysis relies on dividend yields published in Value Line. I have no concerns with the use of that source of information. As I have noted previously, Dr. Morin increases the current dividend by one plus the DCF growth rate, which tends to overstate the dividend yield if applied to all companies in the sample group. Also, as Value Line explains to its subscribers in “A Subscribers’ Guide,” the dividend yield published by Value Line in its Ratings & Reports, is based on the “cash dividends estimated to be declared in the next 12 months divided by the recent [stock] price.” Therefore, in adjusting the dividend yield published by Value Line for one year’s expected growth, Dr. Morin is double counting that growth. His dividend yields are overstated for that reason.



The growth rate portion of Dr. Morin’s DCF analysis is also problematic. First, Dr. Morin’s growth rate analysis is mechanistic in that it simply plugs selected projected data into a formula to produce a growth rate with no underlying analysis of either the historical or projected growth rate fundamentals. Dr. Morin, in his own published work, warns against this type of analysis.



Second, Dr. Morin’s growth rate analysis relies exclusively on earnings growth rate projections. As I discussed in detail in Exhibit No. __(SGH-3) attached to this testimony, exclusive reliance on earnings growth, absent any examination of the underlying fundamentals of long-run growth, can lead to inaccurate equity cost estimates. For example, reliance on projected earnings growth in a situation in which projected earnings were expected to recover from reduced levels would include in any DCF result the assumption that equity returns will increase at the same exaggerated rate every five years into the indefinite future. That, of course, would not be a reasonable expectation, and any DCF analysis based on a mechanistic analysis that automatically includes such data would not produce a reasonable result. Therefore, while I have no problem with the consideration of earnings growth rate projections in determining DCF growth, they should not be afforded the exclusive weighting allowed by Dr. Morin, especially absent consideration of the underlying factors.



Third, as I noted above, Dr. Morin uses both Zack’s and Value Line earnings projections in determining his standard DCF growth rate. Earnings growth projections are the only growth rate that Zack’s publishes, so the use of that parameter is reasonable, although there are other providers of analysts’ projected earnings growth. However, in addition to and right along side of its earnings projections, Value Line also publishes 3- to 5-year dividend and book value growth rate projections for each company it follows. In his Exhibit No.__(RAM-7), showing why historical growth is not appropriate for the companies in his sample group, Dr. Morin references all three types of growth published by Value Line. Investors have equal access to all three growth rates (earnings, dividends and book value) and, it would be reasonable to assume, utilize all three when making a determination of long-term sustainable growth. Moreover, in theory, the DCF assumes that earnings, dividends and book value all grow at the same rate. Therefore, the use of the average of those three projected growth rate parameters published in Value Line would provide a more balanced growth rate analysis in Dr. Morin’s mechanistic standard DCF model.



For example, Dr. Morin’s Exhibit No.__(RAM-13) contains his DCF analysis of his gas distribution sample group, based only on Value Line’s earnings projections. The table below replicates Dr. Morin’s analysis using the projected earnings, dividends and book value as well as the year-ahead dividend yield published in the May 5, 2006 edition of Value Line (Summary & Index):

	
	Company
	Value Line Projected Growth
	Dividend

	
	
	Earnings
	Dividends
	Book Value
	Yield

	
	AGL Resources
	4.00%
	6.50%
	6.00%
	4.30%

	
	Atmos Energy
	7.00%
	2.00%
	5.00%
	4.80%

	
	KeySpan
	1.50%
	2.50%
	4.00%
	4.70%

	
	Laclede Group
	7.00%
	2.00%
	5.00%
	4.20%

	
	New Jersey Res.
	4.50%
	4.50%
	8.00%
	3.30%

	
	Northwest NG
	7.00%
	4.00%
	3.50%
	4.10%

	
	Peoples Energy
	0.50%
	1.00%
	-1.50%
	6.10%

	
	Piedmont NG
	6.00%
	5.50%
	3.50%
	3.90%

	
	South Jersey Industries
	7.00%
	6.00%
	6.00%
	3.50%

	
	Southwest Gas
	8.50%
	0.00%
	3.00%
	3.00%

	
	UGI Corp.
	5.50%
	5.00%
	10.00%
	3.20%

	
	WGL Holdings
	2.00%
	2.00%
	4.00%
	4.60%

	
	Average
	5.04%
	3.42%
	4.71%
	

	
	
	
	
	
	

	
	Overall Average
	
	4.39%
	
	4.14%

	
	
	
	
	
	

	
	DCF Cost of Equity
	
	
	8.53%
	



With his sample of gas distributors, even if Dr. Morin relied only on earnings growth rates by Value Line, a current DCF estimate of the cost of equity would be 9.18%.



Recent data for his combination gas and electric utility sample group also provides evidence that the 9.25% to 9.75% equity return range I recommend in this proceeding is conservative:

	
	Company
	Value Line Projected Growth
	Dividend

	
	
	Earnings
	Dividends
	Book Value
	Yield

	
	Alliant Energy
	6.00%
	1.50%
	3.00%
	3.70%

	
	Ameren Corp.
	2.50%
	0.00%
	4.50%
	5.10%

	
	Avista Corp.
	12.00%
	7.50%
	5.00%
	2.80%

	
	CH Energy Group
	3.50%
	0.50%
	2.00%
	4.60%

	
	Cinergy Corp.
	3.50%
	2.00%
	5.00%
	4.20%

	
	Consol. Edison
	2.50%
	1.00%
	3.00%
	5.50%

	
	Energy East Corp.
	4.00%
	5.00%
	2.50%
	5.00%

	
	Entergy Corp.
	5.00%
	8.00%
	4.50%
	3.20%

	
	Exelon Corp.
	6.00%
	8.00%
	7.00%
	3.10%

	
	MGE Energy
	6.00%
	0.50%
	7.00%
	4.50%

	
	Northeast Utilities
	11.00%
	9.00%
	2.50%
	3.60%

	
	NSTAR
	3.50%
	4.00%
	5.50%
	4.50%

	
	Pepco Holdings
	5.50%
	6.00%
	2.50%
	4.60%

	
	PNM Resources
	5.50%
	8.50%
	4.00%
	3.50%

	
	PPL Corp.
	8.00%
	10.00%
	10.00%
	3.90%

	
	Puget Energy Inc.
	5.00%
	1.50%
	4.00%
	4.90%

	
	UniSource Energy
	7.00%
	9.50%
	5.00%
	2.80%

	
	Wisconsin Energy
	5.00%
	4.50%
	6.00%
	2.40%

	
	Xcel Energy Inc.
	6.00%
	5.50%
	3.00%
	4.90%

	
	Average
	5.66%
	4.87%
	4.53%
	

	
	
	
	
	
	

	
	Overall Average
	
	5.02%
	
	4.04%

	
	
	
	
	
	

	
	DCF Cost of Equity
	
	
	9.06%
	



These data show that the average of Value Line’s projected earnings, dividends and book value (all of which are available to investors) is 5.02%, roughly 70 basis points below the 5.74% earnings-only Value Line growth rate selected by Dr. Morin. The above table also shows Value Line’s recently published dividend yield for Dr. Morin’s companies (4.04%), which is below the 4.14% he derives in Exhibit No.__(RAM-8) by multiplying that dividend by (1+g) to determine the “expected dividend yield.” Moreover, simply by using all the projected growth rate data available in Value Line instead of just some of it, the DCF equity cost estimate for the combination electric utilities is 9.06%. That equity cost estimate, is roughly 170 basis points below the 10.74% DCF result Dr. Morin provides in his Exhibit No.__(RAM-8).

Q.
Do you have any summary comments regarding Dr. Morin’s equity cost estimate in this proceeding, Mr. Hill?
A.
Dr. Morin has emphasized the results of risk premium analyses, which are less reliable as primary indicators of the cost of equity capital than a DCF analysis. While Dr. Morin’s DCF analyses provide equity cost results that are closer to the current cost of capital for companies like Puget, those results are overstated due to three factors. First, Dr. Morin has relied on only one growth rate measure, ignoring other data available to investors that indicate lower expected returns. Second, Dr. Morin has added unnecessarily 30 basis points to his recommendations in this case for flotation costs associated with common equity issuance that are already accounted for in the stock price investors are willing to provide. Third, Dr. Morin has increased dividend yields for one year’s projected dividend growth when that growth is already included in the published yield.



Dr. Morin’s historical risk premium analyses are overstated, in the main, due to the fact that historical results do not replicate investors’ current expectations as well as due to the general inaccuracy of those methods. His DCF results also include factors that cause them to be overstated by more than 150 basis points. A thorough examination of the evidence provided by Company witness Morin indicates that the cost of equity capital estimated by Staff in this proceeding is reasonable, and, if used to determine rates in this case, will provide the Company an opportunity to earn the return investors require while maintaining Puget’s financial position and its ability to attract capital.

Q.
Does this conclude your direct testimony, Mr. Hill?
A.
Yes, it does. 
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� Puget Sound Energy, SEC form 10-Q, March 31, 2006, Exhibit 12.2.


� A.G. Edwards, “Gas Utilities Quarterly Review,” April 6, 2006.


� Ibbotson Associates is an investor service firm that publishes historical data related to the stock and bond markets from 1926 through the most recent year. The publications are updated each year.


� Ibbotson Associates, SBBI Valuation Edition, 2006 Yearbook, p. 28.


� A market risk premium of 5% added to a current T-Bond yield of 5% would indicate an equity return expectation for common stocks of 10% (expected utility stock returns would be lower).


� Fama, E., French, K., “The Equity Premium,” The Journal of Finance, Vol. LVII, No. 2, April 2003, pp. 637-659.


� Ibbotson, R, Chen, P., “Long-Run Stock Returns: Participating in the Real Economy,” Financial Analysts Journal, January/February 2003, pp. 88-89.


� Value Line Selection & Opinion, most recent six weekly editions (3/31/06-5/5/06, inclusive), 20/30-year Baa-rated utility bond yield averages.


� See Exhibit No.__(SGH-11), p. 1.


� See Exhibit No.__(SGH-16), p. 1.


�   Kolbe, Read, Hall, The Cost of Capital, Estimating the Rate of Return for Public Utilities, 25-33 (1986); Lawrence Booth, "The Importance of Market-to-Book Ratios in Regulation," NRRI Quarterly Bulletin, Vol. 18, No. 4, at 415-16 (Winter 1997)


� Exhibit No.__(JHS-4) and Exhibit No.__(KRK-4).


� Data from S&P Ratings Direct, April 12, 2006, p. 41.


� Trust Preferred stock is a hybrid security that is treated in ratemaking as debt. A special purpose entity is created to issue debt to the utility and preferred stock to the public. The payment of the debt by the utility to the special purpose entity secures the payment of preferred dividends to the public. In this way, the cost to the utility of the security is not taxable. With traditional preferred stock, the utility pays preferred dividends directly to the public. Those dividends are taxable.


� Interestingly, during the last rate case, Puget redeemed preferred stock and issued Trust Preferred Securities, effectively lowering its equity ratio. Now it is reversing that decision.


� In the Schedules accompanying this testimony, the sample group companies are referred to by their stock ticker symbols.


� This is Gordon’s formula for “v” the accretion rate related to new stock issues. B=book value, M=market value.


� “A Note on Transaction Costs and the Cost of Common Equity for a Public Utility,” Habr, D., National Regulatory Research Institute Quarterly Bulletin, January 1988, pp. 95-103.


� This additional line of credit would, of course, add to the leverage of the Company and works against the Company’s stated intent to improve its financial position.


� At page 22, lines 10-14 of his Direct Testimony, Dr. Morin refers to his CAPM and Risk Premium studies as “the Risk Premium Method.”


� In his reported DCF results, Dr. Morin has included unnecessary additions to the market-based cost of equity. Absent flotation costs and an unnecessary adjustment to dividend yields, Dr. Morin’s DCF results average 9.9% [(10.32%+10.15%+9.67%+9.70%+9.20%+10.5%)/6].


� FERC anticipated that an administrative determination of an appropriate industry-wide cost of equity would limit debate on that issue in rate proceedings. It did not. Because FERC staff was devoting resources to producing a generic cost of equity estimate and continuing to litigate the issue in every rate proceeding, the Commission ultimately discontinued the generic rulemaking proceeding.
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