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I. INTRODUCTION 1 

Q. Please state your name, affiliation and business address. 2 

A. My name is Robert B. Hevert.  I am a Partner of ScottMadden, Inc. 3 

(“ScottMadden”).  My business address is 1900 West Park Drive, Suite 250, 4 

Westborough, MA 01581. 5 

Q. On whose behalf are you submitting this testimony? 6 

A. I am submitting this direct testimony (“Direct Testimony”) before the Public 7 

Utilities Regulatory Authority (“PURA”, or the “Authority”) on behalf of The 8 

Connecticut Light & Power Co. (“CL&P” or the “Company”), dba Eversource 9 

Energy (“Eversource”). 10 

Q. Please describe your educational background. 11 

A. I hold a Bachelor’s degree in Business and Economics from the University of 12 

Delaware, and an MBA with a concentration in Finance from the University of 13 

Massachusetts.  I also hold the Chartered Financial Analyst designation. 14 

Q. Please describe your experience in the energy and utility industries. 15 

A. I have worked in regulated industries for over thirty years, having served as an 16 

executive and manager with consulting firms, a financial officer of a publicly-17 
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traded natural gas utility (at the time, Bay State Gas Company), and an analyst at 1 

a telecommunications utility.  In my role as a consultant, I have advised 2 

numerous energy and utility clients on a wide range of financial and economic 3 

issues, including corporate and asset-based transactions, asset and enterprise 4 

valuation, transaction due diligence, and strategic matters.  As an expert witness, 5 

I have provided testimony in approximately 200 proceedings regarding various 6 

financial and regulatory matters before numerous state utility regulatory 7 

agencies, the Federal Energy Regulatory Commission (“FERC”), and the Alberta 8 

Utilities Commission.  A summary of my professional and educational 9 

background, including a list of my testimony in prior proceedings, is included in 10 

Attachment A to my Direct Testimony. 11 

II. PURPOSE AND OVERVIEW OF TESTIMONY 12 

Q. What is the purpose of your Direct Testimony? 13 

A. The purpose of my Direct Testimony is to present evidence and provide a 14 

recommendation regarding the Company’s Return on Equity (“ROE”)1 and to 15 

assess the reasonableness of its proposed capital structure and cost of debt.  My 16 

Direct Testimony also reviews the Company’s existing decoupling mechanism 17 

and Earnings Sharing Mechanism (the “ESM”), the Company’s proposed Multi-18 

Year Plan (“MYP”), the direct costs associated with common equity issuances, 19 

and the implications of those factors on CL&P’s risk profile and Cost of Equity.  20 

The analyses and conclusions contained in my Direct Testimony are supported 21 

                                                
1   Throughout my Direct Testimony, I interchangeably use the terms “ROE” and “Cost of Equity.” 
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by the data presented in Exhibit RBH-1 through Exhibit RBH-14, which have 1 

been prepared by me or under my direction. 2 

Q. What are your conclusions regarding the appropriate Cost of Equity, 3 

capital structure, and cost of debt for the Company? 4 

A. My analyses indicate that the Company’s Cost of Equity currently is in the range 5 

of 10.00 percent to 10.75 percent.  As discussed in Section VIII, because not all 6 

models used to estimate the Cost of Equity adequately reflect changing market 7 

dynamics, it is important to give appropriate weight to each of the methods and to 8 

their results.  For the reasons discussed throughout my testimony, I believe the 9 

Constant Growth DCF-based results should be viewed very carefully, and 10 

somewhat more weight should be afforded to the Risk Premium-based methods.  11 

Based on the quantitative and qualitative analyses discussed throughout my 12 

Direct Testimony, I conclude that an ROE of 10.50 percent is reasonable and 13 

appropriate.   14 

 As discussed in Section VII, the Company’s proposed Multi-Year Plan (“MYP”) is 15 

reasonable and appropriate.   16 

As to the Company’s capital structure, the Company’s goal of an equity ratio of 17 

approximately 53.00 percent to 54.00 percent is consistent with those in place at 18 

comparable operating utility companies. As discussed later in my Direct 19 

Testimony, lower equity ratios (and, therefore, higher debt ratios) tend to be 20 

associated with increased financial risk and, therefore, increased costs of capital.    21 

Lastly, I find the Company’s 4.72 percent embedded cost of debt reflects the 22 
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prevailing level of interest rates at the times of issuance.  As such, I conclude 1 

that the Company’s proposed cost of debt is reasonable and appropriate. 2 

Q. Please provide a brief overview of the analyses that led to your ROE 3 

recommendation. 4 

A. Because all models are subject to various assumptions and constraints, equity 5 

analysts and investors tend to use multiple methods to develop their return 6 

requirements.  I therefore relied on three widely accepted approaches to develop 7 

my ROE recommendation: (1) the Discounted Cash Flow (“DCF”) model, 8 

including the Constant Growth, Quarterly Growth, and Multi-Stage forms; (2) the 9 

Capital Asset Pricing Model (“CAPM”), including both the traditional form of the 10 

CAPM and the Empirical CAPM (“ECAPM”); (3) the Bond Yield Plus Risk 11 

Premium approach; and (4) the Expected Earnings approach2  12 

My recommendation also takes into consideration the Company’s existing 13 

Earnings Sharing Mechanism and its Decoupling Mechanism, along with the 14 

direct costs associated with common equity issuances.  Although I did not make 15 

explicit adjustments to my ROE estimates for those factors, I did take them into 16 

consideration in determining the range in which the Company’s Cost of Equity 17 

likely falls. 18 

Q. How is the remainder of your Direct Testimony organized? 19 

A. The remainder of my Direct Testimony is organized as follows:  20 

                                                
2   The analyses included in my Direct Testimony are based on data up to and including October 13, 

2017. 
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• Section III – Discusses the regulatory guidelines and financial 1 

considerations pertinent to the development of the cost of capital;  2 

• Section IV – Explains my selection of the proxy group used to develop my 3 

analytical results;  4 

• Section V – Explains my analyses and the analytical bases for my ROE 5 

recommendation;  6 

• Section VI – Provides a discussion of specific business risks and other 7 

considerations that have a direct bearing on the Company’s Cost of 8 

Equity;  9 

• Section VII – Provides a discussion of the Company’s Multi-Year Plan; 10 

• Section VIII – Highlights the current capital market conditions and their 11 

effect on the Company’s Cost of Equity; 12 

• Section IX – Addresses the reasonableness of the Company’s capital 13 

structure; 14 

• Section X – Briefly discusses the Company’s cost of debt; and 15 

• Section XI – Summarizes my conclusions and recommendations. 16 

III. REGULATORY GUIDELINES AND FINANCIAL CONSIDERATIONS 17 

Q. Please provide a brief summary of the guidelines established by the United 18 

States Supreme Court (the “Court”) for the purpose of determining the 19 

ROE. 20 

A. The Supreme Court established the guiding principles for establishing a fair 21 

return for capital in two cases: (1) Bluefield Water Works and Improvement Co. v. 22 

Public Service Comm’n of West Virginia (Bluefield); and (2) Federal Power 23 
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Comm’n v. Hope Natural Gas Co. (Hope).  In those cases, the Court recognized 1 

that the fair rate of return on equity should be: (1) comparable to returns 2 

investors expect to earn on other investments of similar risk; (2) sufficient to 3 

assure confidence in the company’s financial integrity; and (3) adequate to 4 

maintain and support the company’s credit and to attract capital. 5 

Q. Do prior Orders by PURA provide similar guidance? 6 

A. Yes.  In Docket No. 13-01-19, PURA stated: 7 

In determining the appropriate cost of capital to allow the 8 

Company, Conn. Gen. Stat. §16-19e (a) requires that: “[t]he 9 

level and structure of rates be sufficient, but no more than 10 

sufficient, to allow public service companies to cover their 11 

operating costs including, but not limited to, appropriate staffing 12 

levels, and capital costs, to attract needed capital and to 13 

maintain their financial integrity, and yet provide appropriate 14 

protection to the relevant public interests, both existing and 15 

foreseeable . . .”3 16 

Based on the guidance provided by the Court and PURA, the authorized ROE 17 

should provide CL&P the opportunity to earn a fair and reasonable return and 18 

should enable efficient access to external capital under a variety of market 19 

conditions. 20 

Q. Why is it important for a utility to be allowed the opportunity to earn a 21 

return adequate to attract equity capital at reasonable terms? 22 

A. A return that is adequate to attract capital at reasonable terms enables the utility 23 

to provide service while maintaining its financial integrity.  In keeping with the 24 

                                                
3   Docket No. 13-01-19, Application of the United Illuminating Company to Increase Rates and 

Charges, August 14, 2013 Decision, at 87. 
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Hope and Bluefield standards, that return should be commensurate with the 1 

returns expected elsewhere in the market for investments of equivalent risk.  The 2 

consequence of PURA’s order in this case, therefore, should be to provide CL&P 3 

with the opportunity to earn a return on equity that is: (1) adequate to attract 4 

capital at reasonable terms; (2) sufficient to ensure its financial integrity; and (3) 5 

commensurate with returns on investments in enterprises having comparable 6 

risks.  To the extent CL&P is provided a reasonable opportunity to earn its 7 

market-based Cost of Equity, neither customers nor shareholders should be 8 

disadvantaged.  In fact, a return that is adequate to attract capital at reasonable 9 

terms enables CL&P to provide safe, reliable electric utility service while 10 

maintaining its financial integrity, which provides important benefits to customers. 11 

 12 

IV. PROXY GROUP SELECTION 13 

Q. As a preliminary matter, why is it necessary to select a group of proxy 14 

companies to determine the Cost of Equity for the Company? 15 

A. Since the ROE is a market-based concept, and given that CL&P’s common 16 

equity is not publicly traded, it is necessary to establish a group of comparable 17 

publicly traded companies to serve as its “proxy.”  Even if CL&P’s equity were 18 

publicly traded, short-term events could bias its market value during any given 19 

period of time.  A significant benefit of using a proxy group is that it serves to 20 

moderate the effects of anomalous, temporary events associated with any one 21 

company. 22 
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Q. Does the selection of a proxy group suggest that analytical results will be 1 

tightly clustered around average (i.e., mean) results? 2 

A. No.  For example, the Constant Growth DCF approach defines the Cost of Equity 3 

as the sum of the expected dividend yield and projected long-term growth.  4 

Despite the care taken to ensure risk comparability, market expectations with 5 

respect to future risks and growth opportunities will vary from company to 6 

company.  Even within a group of similarly situated companies, it is common for 7 

analytical results to reflect a seemingly wide range; at issue is where the ROE 8 

lies within that range.  That determination necessarily must consider both 9 

empirical and qualitative information. 10 

Q. Please provide a summary profile of CL&P. 11 

A. CL&P, which is a wholly owned subsidiary of Eversource, provides electric 12 

distribution service to approximately 1.2 million residential, commercial, and 13 

residential customers in 149 cities and towns in Connecticut.  CL&P’s distribution 14 

business consists primarily of the purchase, delivery, and sale of electricity; 15 

CL&P does not own electric generation facilities.4  Eversource currently has long-16 

term issuer (or corporate) credit ratings of A (outlook: Positive), Baa1 (outlook: 17 

Stable), and BBB+ (outlook: Positive) from Standard & Poor’s (“S&P”), Moody’s 18 

Investors Service (“Moody’s”), and FitchRatings (“Fitch”), respectively.  CL&P 19 

also has long-term issuer credit ratings of A (outlook: Positive), Baa1 (outlook: 20 

                                                
4   See Eversource Energy, SEC Form 10-K for the fiscal year ended December 31, 2016, at 3. 
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Stable), and A- (outlook: Stable), from (respectively) S&P, Moody’s, and Fitch.5 1 

Q. How did you select the companies included in your proxy group? 2 

A. I began with the universe of companies that Value Line classifies as Electric 3 

Utilities, which includes a group of 40 domestic electric utilities, and applied the 4 

following screening criteria:  5 

• I excluded companies that do not consistently pay quarterly cash 6 

dividends; 7 

• I excluded companies not covered by at least two utility industry equity 8 

analysts; 9 

• I excluded companies that do not have investment grade senior bond 10 

and/or corporate credit ratings from Standard and Poor’s;  11 

• I excluded companies whose regulated operating income over the three 12 

most recently reported fiscal years comprised less than 60.00 percent of 13 

the respective totals for that company; 14 

• I excluded companies whose regulated electric operating income over the 15 

three most recently reported fiscal years represented less than 60.00 16 

percent of total regulated operating income;6 and 17 

• I eliminated companies known to be party to a merger, or other significant 18 

transaction as of October 13, 2017. 19 

                                                
5   Source: SNL Financial 
6  In the CL&P’s most recent case (Docket No. 14-05-06), I excluded companies whose regulated 

electric operating income over the three most recently reported fiscal years represented less than 
90.00 percent of total regulated operating income.  However, due to recent consolidation in the 
industry, that threshold would produce a relatively small group of proxy companies.  As such, in 
this proceeding, I have lowered the threshold to 60.00 percent. 
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Q. Did you include Eversource in your proxy group? 1 

A. No.  To avoid the circular logic that would otherwise occur, it has been my 2 

consistent practice to exclude the subject company (or its parent) from the proxy 3 

group. 4 

Q. What companies met those screening criteria? 5 

A. The criteria discussed above produced the following group of 23 companies: 6 

Table 1:  Proxy Group Screening Results 7 

Company Ticker 

ALLETE, Inc. ALE 

Alliant Energy Corporation LNT 

Ameren Corporation AEE 

American Electric Power Company, Inc. AEP 

Black Hills Corporation BKH 

CenterPoint Energy, Inc. CNP 

CMS Energy Corporation CMS 

Consolidated Edison, Inc. ED 

Dominion Energy, Inc. D 

DTE Energy Company DTE 

Duke Energy Corporation DUK 

El Paso Electric Company EE 

Hawaiian Electric Industries, Inc. HE 

IDACORP, Inc. IDA 

NorthWestern Corporation NWE 

OGE Energy Corp. OGE 

Otter Tail Corporation OTTR 

Pinnacle West Capital Corporation PNW 

PNM Resources, Inc. PNM 

Portland General Electric Company POR 

Southern Company SO 

WEC Energy Group, Inc. WEC 

Xcel Energy Inc. XEL 
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Q. Is this your final proxy group? 1 

A. No, it is not.  As explained in Section V, I screened my Mean Constant Growth 2 

DCF results (including the Sustainable Growth estimate) for low and high 3 

outliers, consistent with the Authority’s thresholds in Docket No. 16-06-04.  As a 4 

result, four companies were removed as low outliers, leaving the remaining 19 5 

proxy companies7: 6 

                                                
7  In Docket No. 16-06-04, the Authority’s low outlier screen eliminated six proxy companies, which 

resulted in a final proxy group of 17 companies. I describe my outlier screening process in more 
detail on pages 23-24.  



 
 

12  

Table 2:  Final Proxy Group  1 

Company Ticker 

ALLETE, Inc. ALE 

Alliant Energy Corporation LNT 

Ameren Corporation AEE 

American Electric Power Company, Inc. AEP 

Black Hills Corporation BKH 

CenterPoint Energy, Inc. CNP 

CMS Energy Corporation CMS 

Dominion Energy, Inc. D 

DTE Energy Company DTE 

Duke Energy Corporation DUK 

El Paso Electric Company EE 

OGE Energy Corp. OGE 

Otter Tail Corporation OTTR 

Pinnacle West Capital Corporation PNW 

PNM Resources, Inc. PNM 

Portland General Electric Co. POR 

Southern Company SO 

WEC Energy Group, Inc. WEC 

Xcel Energy, Inc. XEL 

 2 

Q. Why did you include vertically integrated utilities in your proxy group when 3 

CL&P is a transmission and distribution company? 4 

A. Although CL&P is a transmission and distribution (“T&D”) company, there are no 5 

“pure play” state-jurisdictional electric T&D companies that may be used as a 6 

proxy for the Company’s electric distribution operations.  I therefore concluded 7 

that including vertically integrated electric companies in the proxy group is a 8 

reasonable approach for the purpose of estimating the Company’s Cost of 9 

Equity.  10 
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V. COST OF EQUITY ESTIMATION 1 

Q. Please briefly discuss the ROE in the context of the regulated rate of 2 

return. 3 

A. Regulated utilities primarily use common stock and long-term debt to finance 4 

their capital investments.  The Weighted Average Cost of Capital weighs the 5 

costs of the individual sources of capital by their respective book values.  6 

Although the cost of debt can be directly observed, the Cost of Equity is market-7 

based and, therefore, must be estimated based on observable market 8 

information. 9 

Q. How is the required ROE determined? 10 

A. Because the Cost of Equity is not directly observable, it must be estimated based 11 

on both quantitative and qualitative information.  Although a number of empirical 12 

models have been developed for that purpose, all are subject to limiting 13 

assumptions or other constraints.  Consequently, many finance texts recommend 14 

using multiple approaches to estimate the Cost of Equity.8  When faced with the 15 

task of estimating the Cost of Equity, analysts and investors are inclined to 16 

gather and evaluate as much relevant data as reasonably can be analyzed and, 17 

therefore, rely on multiple analytical approaches. 18 

In essence, practitioners and academics recognize that financial models simply 19 

are tools to be used in the ROE estimation process, and that strict adherence to 20 

                                                
8   See, for example, Eugene Brigham, Louis Gapenski, Financial Management: Theory and 

Practice, 7th Ed., 1994, at 341, and Tom Copeland, Tim Koller and Jack Murrin, Valuation: 
Measuring and Managing the Value of Companies, 3rd ed., 2000, at 214. 
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any single approach, or to the specific results of any single approach, can lead to 1 

flawed or misleading conclusions.  That position is consistent with the Hope and 2 

Bluefield principle that it is the analytical result, as opposed to the methodology, 3 

that is controlling in arriving at ROE determinations.  Thus, a reasonable ROE 4 

estimate appropriately considers alternative methodologies and the 5 

reasonableness of their individual and collective results.  6 

As discussed above, the required ROE is estimated by using one or more 7 

analytical techniques that rely on market-based data to quantify investor 8 

expectations regarding required equity returns, adjusted for certain incremental 9 

costs and risks.  By their very nature, quantitative models produce a range of 10 

results from which the market required ROE must be selected.  The key 11 

consideration in determining the Cost of Equity is to ensure that the 12 

methodologies employed reasonably reflect investors’ view of the financial 13 

markets in general, and the subject company (in the context of the proxy group) 14 

in particular. 15 

I also note that as a practical matter, no individual model is more reliable than all 16 

others under all market conditions.   Therefore, it is both prudent and appropriate 17 

to use multiple methodologies to mitigate the effects of assumptions and inputs 18 

associated with any single approach.  Such use, however, must be tempered 19 

with due caution as to the results generated by each individual approach.  As 20 

such, I have considered the results of the Constant Growth, Quarterly Growth, 21 

and Multi-Stage forms of the DCF model; the Capital Asset Pricing Model, both 22 

the traditional form of the CAPM as well as the ECAPM form of that model; the 23 
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Bond Yield Plus Risk Premium approach; and the Expected Earnings approach. 1 

Constant Growth DCF Model  2 

Q. Are DCF models widely used in regulatory proceedings? 3 

A. Yes.  In my experience, the DCF model is widely recognized in regulatory 4 

proceedings, as well as in financial literature.  I also recognize that in prior 5 

proceedings, the Authority has placed more weight on the Constant Growth DCF 6 

approach than other analytical methods.9  As noted below, however, the model is 7 

subject to several assumptions and constraints that may affect the 8 

reasonableness of its results, especially in the current capital market 9 

environment.  The additional forms of the model that I have included (the 10 

Quarterly and Multi-Stage models) are meant to address those concerns. 11 

Nonetheless, neither the DCF nor any other model should be relied on without 12 

applying considerable judgment in the selection of data and the interpretation of 13 

results. 14 

Q. Please describe the DCF approach. 15 

A. The DCF approach is based on the theory that a given stock’s current price 16 

represents the present value of all expected future cash flows.  In its simplest 17 

form, the Constant Growth DCF model expresses the Cost of Equity as the 18 

discount rate that sets the current price equal to expected cash flows: 19 

� = 	 ��
���	


+ ��
���	
�

+⋯+ ��
���	
�

    Equation [1] 20 

                                                
9   See, for example, Docket No. 13-01-19, Application of the United Illuminating Company to  
  Increase Rates and Charges, August 14, 2013 Decision, at 138. 
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 where P represents the current stock price, D1 … D∞ represent expected future 1 

dividends, and k is the discount rate, or required ROE.  Equation [1] is a standard 2 

present value calculation, which can be simplified and rearranged into the 3 

familiar form: 4 

� = 	��		
����


�
+ 	� Equation [2] 5 

 Equation [2] often is referred to as the “Constant Growth DCF” model, in which 6 

the first term is the expected dividend yield and the second term is the expected 7 

long-term annual growth rate. 8 

Q. What assumptions are inherent in the Constant Growth DCF model? 9 

A. The Constant Growth DCF model assumes: (1) a constant average annual 10 

growth rate for earnings and dividends; (2) a stable dividend payout ratio; (3) a 11 

constant price to-earnings multiple; and (4) a discount rate greater than the 12 

expected growth rate. 13 

Q. What market data did you use to calculate the dividend yield component of 14 

the Constant Growth DCF model? 15 

A.   The dividend yield is based on the proxy companies’ current annualized 16 

dividends and average closing stock prices over the 30-, 90-, and 180-trading 17 

day periods ended October 13, 2017. 18 

Q.  Why did you use average prices, rather than spot prices, to calculate the 19 

dividend yield? 20 

A. I did so to ensure that the model’s results are not skewed by anomalous events 21 
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that may affect stock prices on any given trading day.  As the Authority noted in 1 

prior proceedings, average stock prices “smooth out” short-term aberrations that 2 

may not truly reflect investor expectations.10  The averaging period therefore 3 

should be long enough to remove the effect of short-term aberrations, but short 4 

enough to reflect current market conditions.  In my view, using 30-, 90-, and 180-5 

day averaging periods reasonably balances those concerns. 6 

Q. Did you make any adjustments to the dividend yield to account for periodic 7 

growth in dividends? 8 

A. Yes, I did.  Since utility companies tend to increase their quarterly dividends at 9 

different times throughout the year, it is reasonable to assume that those 10 

increases will be evenly distributed over calendar quarters.  Given that 11 

assumption, a common approach is to calculate the expected dividend yield by 12 

applying one-half of the long-term growth rate to the current dividend yield.   That 13 

adjustment ensures that the expected dividend yield is, on average, 14 

representative of the coming twelve-month period, and does not overstate the 15 

dividends to be paid during that time. 16 

Q. Are you aware that in prior proceedings, the Authority has calculated the 17 

expected dividend yield using Value Line’s estimate of dividends to be paid 18 

over the coming twelve months? 19 

A. Yes, I am.  While I do not disagree with that approach, I note that Value Line is 20 

                                                
10  See Docket No. 10-12-02, Application of Yankee Gas Services Company for Amended Rate 

Schedules, June 29, 2011 Decision, at 127. 
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the sole source of those projections, whereas the projected yield using one-half 1 

of the expected growth rate reflects the views of multiple analysts.  As the 2 

Authority noted, however, the difference in results between the two approaches 3 

is not significant.11  4 

Q. Is it important to select appropriate measures of long-term growth in 5 

applying the DCF model? 6 

A. Yes.  In its Constant Growth form, the DCF model (i.e., as presented in Equation 7 

[2] above) assumes a single growth estimate in perpetuity.  To reduce the long-8 

term growth rate to a single measure, one must assume a constant payout ratio, 9 

and that earnings per share, dividends per share, and book value per share all 10 

grow at the same constant rate.  It is important to note, however, that earnings 11 

growth enables both dividend and book value growth.  While dividend growth 12 

may change in the short term as a result of changes in the dividend payout ratio, 13 

over the long term dividend growth is sustained by earnings growth.  Similarly, 14 

book value can increase over time only through the addition of retained earnings, 15 

or with the issuance of new equity.  Both of those factors are derivative of 16 

earnings: Retained earnings increase with the amount of earnings not distributed 17 

as dividends, and the price at which new equity is issued is a function of 18 

Earnings Per Share and the then-current Price/Earnings ratio.  For the purpose 19 

of the DCF model, therefore, both dividend and book value growth are at least 20 

one step removed from the fundamental measure of growth, i.e., earnings. 21 

                                                
11   See, for example, Docket No. 13-01-19, Application of the United Illuminating Company to 

Increase Rates and Charges, August 14, 2013 Decision, at 127. 
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Q. Please summarize the findings of academic research on the appropriate 1 

measure for estimating equity returns using the DCF model. 2 

A. The relationship between various growth rates and stock valuation metrics has 3 

been the subject of much academic research.12  As noted over 40 years ago by 4 

Charles Phillips in The Economics of Regulation: 5 

For many years, it was thought that investors bought utility 6 

stocks largely on the basis of dividends.  More recently, 7 

however, studies indicate that the market is valuing utility stocks 8 

with reference to total per share earnings, so that the earnings-9 

price ratio has assumed increased emphasis in rate cases.13 10 

Philips’ conclusion continues to hold true.  Subsequent academic research has 11 

clearly and consistently indicated that measures of earnings and cash flow are 12 

strongly related to returns, and that analysts’ forecasts of growth are superior to 13 

other measures of growth in predicting stock prices.14  For example, Vander 14 

Weide and Carleton state that, “[our] results…are consistent with the hypothesis 15 

that investors use analysts’ forecasts, rather than historically oriented growth 16 

calculations, in making stock buy-and-sell decisions.”15  Other research 17 

specifically notes the importance of analysts’ growth estimates in determining the 18 

Cost of Equity, and in the valuation of equity securities.  Dr. Robert Harris found 19 

“a growing body of knowledge shows that analysts’ earnings forecast are indeed 20 

                                                
12  See, for example, Harris, Robert, Using Analysts’ Growth Forecasts to Estimate Shareholder 

Required Rate of Return, Financial Management, Spring 1986. 
13  Charles F. Phillips, Jr., The Economics of Regulation, Revised Edition, 1969, Richard D. Irwin, 

Inc., at 285. 
14  See, for example, Christofi, Christofi, Lori and Moliver, Evaluating Common Stocks Using Value 

Line’s Projected Cash Flows and Implied Growth Rate, Journal of Investing (Spring 1999); Harris 
and Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth Forecasts, Financial 
Management, 21 (Summer 1992); and Vander Weide and Carleton, Investor Growth 
Expectations: Analysts vs. History, The Journal of Portfolio Management, Spring 1988. 

15  Vander Weide and Carleton, Investor Growth Expectations: Analysts vs. History, The Journal of 
Portfolio Management, Spring 1988, at 81. 
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reflected in stock prices.”  Citing Cragg and Malkiel, Dr. Harris notes those 1 

authors “found that the evaluations of companies that analysts make are the 2 

sorts of ones on which market valuation is based.”16  Similarly, Brigham, Shome 3 

and Vinson found that “evidence in the current literature indicates that (i) 4 

analysts’ forecasts are superior to forecasts based solely on time series data; 5 

and (ii) investors do rely on analysts’ forecasts.”17 6 

To that point, the research of Carleton and Vander Weide demonstrates that 7 

earnings growth projections have a statistically significant relationship to stock 8 

valuation levels, while dividend growth rates do not.18  Those findings suggest 9 

investors form their investment decisions based on expectations of growth in 10 

earnings, not dividends.  Consequently, earnings growth not dividend growth is 11 

the appropriate estimate for the purpose of the Constant Growth DCF model. 12 

Q. Have you also considered the “Sustainable Growth” method? 13 

A. Yes, I have.  The Sustainable Growth model is premised on the theory that a 14 

firm’s growth is a function of its expected earnings and the extent to which those 15 

earnings are retained and reinvested in the enterprise. In its simplest form, the 16 

model represents long-term growth as the product of the retention ratio (i.e., the 17 

percentage of earnings not paid out as dividends, referred to below as (“b”) and 18 

the expected return on book equity (referred to below as “r”).  Thus, the simple “b 19 

                                                
16  Robert S. Harris, Using Analysts’ Growth Forecasts to Estimate Shareholder Required Rate of 

Return, Financial Management, Spring 1986, at 59. 
17  Eugene F. Brigham, Dilip K. Shome, and Steve R. Vinson, The Risk Premium Approach to 

Measuring a Utility’s Cost of Equity, Financial Management, Spring 1985, at 36. 
18  See Vander Weide and Carleton, Investor Growth Expectations: Analysts vs. History, The Journal 

of Portfolio Management, Spring 1988. 
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x r” form of the model projects growth as a function of internally generated funds. 1 

That form of the model is limiting, however, in that it does not provide for growth 2 

funded from external equity. 3 

The “br + sv” form of the Sustainable Growth estimate is meant to reflect growth 4 

from both internally generated funds (i.e., the “b x r” term) and from issuances of 5 

equity (i.e., the “sv” term). The first term, which is the product of the retention 6 

ratio (i.e., the portion of net income not paid in dividends) and the expected 7 

return on equity (i.e., “r”) represents the portion of net income that is “plowed 8 

back” into the Company as a means of funding growth. The “sv” term is 9 

represented as: 10 

(M/B-1)  x Common Shares Outstanding  Equation [3] 11 

 where M/B is the Market-to-Book ratio. 12 

 In this form, the “sv” term reflects an element of growth as the product of (a) the 13 

growth in shares outstanding, and (b) that portion of the market-to-book ratio that 14 

exceeds unity. As shown in Exhibit RBH-2, all of the components of the 15 

Sustainable Growth model are derived from data provided by Value Line. 16 

Q. Have the Return on Equity and Retention Ratio components of the 17 

Sustainable Growth model been stable over time? 18 

A. No, they have not.  Chart 1 (below) demonstrates the historical fluctuation in the 19 

average Return on Equity, and Retention Ratio for the proxy group.  As Chart 1 20 

indicates, historical experience suggests that neither of those two parameters 21 

has remained constant.   22 
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Chart 1: Return on Equity and Retention Ratio Over Time19 1 

 2 

Q. Are there other reasons why the Sustainable Growth calculation may not 3 

reflect expected long-term growth rates? 4 

A. Yes, there are.  The underlying premise is that future earnings will increase as 5 

the retention ratio increases.  There are practical reasons, however, why that 6 

may not be the case.  Management decisions to conserve cash for capital 7 

investments, to manage the dividend payout for the purpose of minimizing future 8 

dividend reductions or to signal future earnings prospects, can and do influence 9 

dividend payout (and therefore earnings retention) decisions in the near-term.   10 

Q. What are your conclusions regarding the applicability of the Sustainable 11 

Growth model in this proceeding? 12 

A. As discussed above, changes in the underlying components of the model 13 

indicate that Sustainable Growth estimates have been unstable and as such, I do 14 
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not believe it is an appropriate measure of expected growth at this time.  I 1 

recognize, however, that the Authority has included Sustainable Growth as a 2 

measure of expected growth in the DCF approach in prior proceedings.20  In light 3 

of the Authority’s prior decisions, I have produced two sets of DCF analyses, one 4 

including Sustainable Growth rates21 and another excluding those estimates.  5 

Q. Please summarize your inputs to the Constant Growth DCF model. 6 

A. I applied the DCF model to the proxy group of integrated electric utility 7 

companies using the following inputs for the price and dividend terms: 8 

1. The average daily closing prices for the 30-trading days, 90-trading days, 9 

and 180-trading days ended October 13, 2017, for the term P0; and  10 

2. The annualized dividend per share as of October 13, 2017, for the term 11 

D0. 12 

 I then calculated my DCF results using each of the following growth terms: 13 

1. The Zacks consensus long-term earnings growth estimates; 14 

2. The First Call consensus long-term earnings growth estimates;  15 

3. The Value Line long-term earnings growth estimates; and 16 

4. An estimate of Sustainable Growth. 17 

                                                
20  I also recognize that that the Authority has given less weight to the “sv” component of the model.  

See, for example, Docket No. 13-01-19, Application of the United Illuminating Company to 
Increase Rates and Charges, August 14, 2013 Decision, at 128. 

21  Because common equity issuances are projected by Value Line for the proxy companies, and 
given that common equity is needed to finance rate base additions over time, I have included the 
“sv” component of the model. 
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Q. How did you calculate the mean high and low Constant Growth DCF 1 

results? 2 

A. For each proxy company, I calculated the high DCF result by combining the 3 

maximum EPS growth rate estimate as reported by Value Line, Zacks, First Call, 4 

and Sustainable Growth with the subject company’s dividend yield.  The mean 5 

high result simply is the average of those estimates. I used the same approach to 6 

calculate the low DCF result, using instead the minimum of the Value Line, 7 

Zacks, First Call, and Sustainable Growth estimate for each proxy company, and 8 

calculating the average result for those estimates.   9 

Q. Did you eliminate any companies for outliers? 10 

A. Yes, I did.  in Docket No. 16-06-04, the Authority determined that thresholds of 11 

325 basis points and 750 basis points above the Public Utility Bond (“PUB”) yield, 12 

were appropriate screens for low and high DCF outliers, respectively.22   13 

Consistent with the Authority’s Order, I eliminated companies whose Mean DCF 14 

result (including Sustainable Growth estimate) were below the average public 15 

utility bond yield plus 325 basis points. To determine the current PUB yield, I 16 

calculated the average of the 30-day average yield of the Moody’s Utility A Index 17 

and Moody’s Utility Baa Index (i.e., 4.06 percent).  I then eliminated any proxy 18 

company whose mean DCF result was less than 325 basis points above 4.06 19 

percent (i.e., less than 7.31 percent).  That criterion eliminated four companies: 20 

Consolidated Edison, Hawaiian Electric Industries, IDACORP, and NorthWestern 21 

                                                
22  Docket No. 16-06-04, Final Order, at 83-84. 
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Corporation.  Although I also screened for high-end outliers,23  no company met 1 

that threshold for elimination. 2 

Q. What are your Constant Growth DCF analysis results? 3 

A. My Constant Growth DCF results are summarized in Tables 3a and 3b, below 4 

(see also Exhibit RBH-1). 5 

Table 3a:  Constant Growth DCF Results, Including Sustainable Growth  6 

 Mean Low Mean Mean High 

   30-Day Average 7.33% 8.53% 9.62% 

   90-Day Average 7.38% 8.58% 9.67% 

   180-Day Average 7.46% 8.65% 9.75% 

 7 

Table 3b:  Constant Growth DCF Results, Excluding Sustainable Growth  8 

 Mean Low Mean Mean High 

   30-Day Average 7.86% 8.80% 9.60% 

   90-Day Average 7.91% 8.85% 9.64% 

   180-Day Average 7.99% 8.92% 9.72% 

  9 

 As noted earlier, the Constant Growth DCF model is subject to a number of 10 

assumptions that likely are not consistent with current market conditions.  For 11 

example, the model assumes the current payout ratio will remain constant in 12 

perpetuity, even though (on average, across the proxy companies) it has fallen 13 

below long-term levels.  The model further assumes the P/E ratio will remain 14 

constant in perpetuity.  Because the utility sector P/E ratios have expanded to the 15 

                                                
23  The threshold for the high outlier screen was 11.56 percent: 4.06% + 7.50% = 11.56% 
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point that they recently have exceeded both their long-term average and the 1 

market P/E ratio, the Constant Growth DCF model’s results should be viewed 2 

with caution. 3 

 The Constant Growth DCF model also assumes that the return estimated today 4 

will be the same return required in the future, regardless of changing capital 5 

market conditions.  Knowing that the Federal Reserve has only recently begun its 6 

move toward monetary policy normalization, that assumption is particularly 7 

concerning.  The Federal Reserve’s process of policy normalization, including the 8 

uncertainty surrounding the “unwinding” of the approximately $4 trillion of assets 9 

put on its balance sheet during the “Quantitative Easing” initiative, introduce a 10 

degree of risk and a likelihood of increasing interest rates not present in the 11 

current market.24  As discussed later in my testimony, other methods more 12 

directly reflect the risk premium required by investors in response to such risks.  13 

For these reasons, the Constant Growth DCF method should be given less 14 

weight than other methods in establishing the Company’s ROE. 15 

Q. With those points in mind, how did you reflect the Constant Growth DCF 16 

results in your ROE range and recommendation? 17 

A. I first recognized that the model’s mean and mean low results are well below a 18 

reasonable estimate of the Company’s Cost of Equity.  For example, of the 1,522 19 

electric utility rate cases provided by Regulatory Research Associates that 20 

                                                
24  As noted below, options on the TLT (a long-term Government Bond Exchange Traded Fund) also 

suggest the market expects long-term interest rates to increase (see 
http://www.nasdaq.com/symbol/tlt/option-chain?dateindex=7). 
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disclosed the awarded ROE since 1980, only five included an authorized ROE 1 

below 9.00 percent.25  On that basis alone, the mean and mean low results are 2 

highly improbable.   3 

 I then considered why the Constant Growth model is producing such low 4 

estimates of the Company’s Cost of Equity.  In one sense, relatively low dividend 5 

yields should be associated with relatively high growth rates.  That is, low 6 

dividend yields are the result of relatively high stock prices which, in turn, should 7 

be associated with relatively high growth rates.  If those relationships do not hold, 8 

the model’s results should be viewed with some caution.  Further (and as noted 9 

above), the relatively low payout ratios recently observed are not likely to remain 10 

constant; as capital requirements fall in the future, it is quite likely that payout 11 

ratios would increase.  Although the Constant Growth DCF model cannot 12 

accommodate changing payout ratios, the Multi-Stage model can. 13 

 All models used to estimate the Cost of Equity are subject to certain 14 

assumptions, and those assumptions become more or less appropriate as 15 

market conditions, and market data, change.  The reliability of a particular model 16 

is directly correlated to the consistency of each model’s underlying assumptions 17 

with current and expected market conditions, and the reasonableness of its 18 

results relative to observable benchmarks.  For example, P/E ratios recently have 19 

been well in excess of their historical averages.  Those pricing levels, which had 20 

been associated with Federal Reserve monetary policy initiatives, reduced utility 21 

                                                
25  Source: Regulatory Research Associates.  Four of those five were the outcome of Illinois formula 

rate plans.   
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dividend yields and, consequently, DCF-based ROE estimates.  An important 1 

analytical question is whether the increase in P/E ratios represented a 2 

fundamental shift in utility valuation, or a temporary trading position to be 3 

unwound as conditions change.  That question is important because the 4 

Constant Growth DCF model assumes that current underlying relationships will 5 

remain constant; the model does not allow us to incorporate such important 6 

factors, nor does it enable us to reflect the expected risk associated with 7 

changing market conditions (see Section VIII). 8 

 Risk Premium-based methods (such as the Capital Asset Pricing Model 9 

discussed later in this section), on the other hand, provide a measure of risk and 10 

have the benefit of directly considering investors’ expectations regarding future 11 

market returns.  Other Risk Premium approaches (the Bond Yield Plus Risk 12 

Premium approach) reflect the well-documented finding that the Cost of Equity 13 

does not move in lock-step with interest rates.  For example, at times, interest 14 

rates fall because investors are so risk averse that they would rather accept a 15 

very modest return on Treasury securities than take on the risk of equity 16 

ownership.  In such circumstances, low interest rates suggest an increasing, not 17 

a decreasing Cost of Equity.   18 

 On balance, the Constant Growth DCF model results should be viewed 19 

with considerable caution and given less weight than the other approaches.  20 

Because the Multi-Stage DCF analysis enables us to relax some of the strict 21 

assumptions underlying the Constant Growth model, it likely provides a more 22 

realistic estimate of investors’ return requirements and should be given more 23 
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weight than the Constant Growth form.  In addition, because Risk Premium-1 

based methods provide the ability to reflect investors’ views of risk, future market 2 

returns, and the relationship between interest rates and the Cost of Equity, those 3 

methods should also be given more weight than the Constant Growth DCF 4 

method.  5 

 6 

Quarterly Growth DCF Model  7 

Q. Please briefly describe the Quarterly Growth DCF Model. 8 

A. As noted earlier, the Constant Growth DCF model is based on several limiting 9 

assumptions, one of which is that dividends are paid annually.  However, most 10 

dividend-paying companies, including utilities, pay dividends on a quarterly (as 11 

opposed to an annual) basis.  While the adjusted dividend yield discussed earlier 12 

is meant to address that assumption (by increasing the observed dividend yield 13 

by one-half of the expected growth rate), it does not fully reflect the quarterly 14 

receipt and reinvestment of dividends. As a consequence, the Constant Growth 15 

DCF model likely understates the Cost of Equity.  The Quarterly Growth DCF 16 

model specifically incorporates investors’ expectation of the quarterly payment of 17 

dividends, and the associated quarterly compounding of those dividends as they 18 

are reinvested at the required ROE.  As noted by Dr. Roger Morin:  19 

Clearly, given that dividends are paid quarterly and that the 20 

observed stock price reflects the quarterly nature of dividend 21 

payments, the market-required return must recognize quarterly 22 

compounding, for the investor receives dividend checks and 23 

reinvests the proceeds on a quarterly schedule ... The annual 24 

DCF model inherently understates the investors’ true return 25 
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because it assumes all cash flows received by investors are 1 

paid annually26 2 

Q. How is the dividend yield portion of the Quarterly DCF model calculated?  3 

A. To reflect the timing and compounding of quarterly dividends, the model replaces 4 

the D component of the Constant Growth DCF model with the following equation: 5 

D = d1(1 + k).75 + d2(1+k).50 + d3(1+k).25 + d4(1+k)0     Equation [4] 6 

where: 7 

d1, d2, d3, d4 = expected quarterly dividends over the coming year; and 8 

k = the required Return on Equity. 9 

Because the required ROE (k) is a variable in the dividend calculation, the 10 

Quarterly Growth DCF model is solved in an iterative fashion. 11 

To calculate the expected dividends over the coming year for the proxy 12 

companies (i.e., d1, d2, d3, and d4), I obtained the last four paid quarterly 13 

dividends for each company, and multiplied them by one plus the growth rate 14 

(i.e., 1 + g).  For the P0 component of the dividends yield, I obtained the closing 15 

stock prices over the 30-, 90-, and 180-trading days ended October 13, 2017 for 16 

each company in the proxy group. 17 

Q. What are the results of your Quarterly Growth DCF analysis? 18 

A. My Quarterly Growth DCF results are summarized in Tables 4a and 4b, below 19 

(see also Exhibit RBH-3). 20 

                                                
26   Roger A. Morin, New Regulatory Finance, Public Utility Reports, Inc., 2006 at 344. 
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Table 4a:  Quarterly Growth DCF Results, Including Sustainable Growth 1 

 Mean Low Mean Mean High 

   30-Day Average 7.42% 8.65% 9.78% 

   90-Day Average 7.47% 8.71% 9.83% 

   180-Day Average 7.56% 8.79% 9.91% 

 
Table 4b:  Quarterly Growth DCF Results, Excluding Sustainable Growth  2 

 Mean Low Mean Mean High 

   30-Day Average 7.97% 8.93% 9.75% 

   90-Day Average 8.02% 8.98% 9.80% 

   180-Day Average 8.11% 9.07% 9.89% 

 

Multi-Stage DCF Model 3 

Q. What other forms of the DCF model have you used? 4 

A. To address certain limiting assumptions underlying the Constant Growth and 5 

Quarterly Growth forms of the DCF model, I also considered the Multi-Stage 6 

(three-stage) DCF Model.  The Multi-Stage model, which is an extension of the 7 

Constant Growth form, enables the analyst to specify growth rates over three 8 

distinct stages.  As with the Constant Growth form of the DCF model, the Multi-9 

Stage form defines the Cost of Equity as the discount rate that sets the current 10 

price equal to the discounted value of future cash flows.  Unlike the Constant 11 

Growth form, however, the Multi-Stage model must be solved in an iterative 12 

fashion. 13 

Q. Please generally describe the structure of your Multi-Stage model. 14 

A. As noted above, the model sets the subject company’s stock price equal to the 15 
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present value of future cash flows received over three “stages”.  In the first two 1 

stages, “cash flows” are defined as projected dividends.  In the third stage, “cash 2 

flows” equal both dividends and the expected price at which the stock will be sold 3 

at the end of the period (i.e., the “terminal price”).  I calculated the terminal price 4 

based on the Gordon model, which defines the price as the expected dividend 5 

divided by the difference between the Cost of Equity (i.e., the discount rate) and 6 

the long-term expected growth rate.  In essence, the terminal price is defined by 7 

the present value of the remaining “cash flows” in perpetuity.  In each of the three 8 

stages, the dividend is the product of the projected earnings per share and the 9 

expected dividend payout ratio.  A summary description of the model is provided 10 

in Table 5 (below). 11 

 
Table 5:  Multi-Stage DCF Structure 12 

Stage 0 1 2 3 
Cash Flow 
Component 

Initial Stock 
Price 

Expected 
Dividend 

Expected 
Dividend  

Expected 
Dividend + 
Terminal 
Value 

Inputs Stock Price, 
Earnings 
Per Share 
(“EPS”), 
Dividends 
Per Share 
(“DPS”) 

Expected 
EPS 
Expected 
DPS 

Expected 
EPS 
Expected 
DPS 

Expected 
EPS 
Expected 
DPS 
Terminal 
Value 
 

Assumptions  30-, 90-, 
and 180-day  
average 
stock price 

EPS 
Growth 
Rate 
Payout 
Ratio 

Growth 
Rate 
Change 
Payout 
Ratio 
Change 

Long-term 
Growth 
Rate 
Long-term 
Payout 
Ratio 
 

 



 
 

33  

Q. What are the analytical benefits of your three-stage model? 1 

A. The principal benefits relate to the flexibility provided by the model’s formulation.  2 

Since the model provides the ability to specify near, intermediate, and long-term 3 

growth rates, it avoids the sometimes limiting assumption that the subject 4 

company will grow at the same, constant rate in perpetuity.  In addition, by 5 

calculating the dividend as the product of earnings and the payout ratio, the 6 

model enables analysts to reflect assumptions regarding the timing and extent of 7 

changes in the payout ratio to reflect, for example, increases or decreases in 8 

expected capital spending, or transition from current payout levels to long-term 9 

expected levels.  In that regard, because it relies on multiple sources of earnings 10 

growth rate assumptions, the model is not limited to a single source, such as 11 

Value Line, for all inputs, and mitigates the potential bias associated with relying 12 

on a single source of growth estimates.27 13 

The model also enables the analyst to assess the reasonableness of the inputs 14 

and results by reference to certain market-based metrics.  For example, the 15 

terminal value (that is, the estimated stock price in the final stage) can be divided 16 

by the expected earnings per share in the final year to calculate an average Price 17 

to Earnings (“P/E”) ratio.  Similarly, the terminal P/E ratio can be divided by the 18 

terminal growth rate to develop a Price to Earnings Growth (“PEG”) ratio.  To the 19 

extent that either the projected P/E or PEG ratios are inconsistent with either 20 

historical or expected levels, it may indicate incorrect or inconsistent assumptions 21 

                                                
27   See, for example, Harris and Marston, Estimating Shareholder Risk Premia Using Analysts’ 

Growth Forecasts, Financial Management, 21 (Summer 1992). 
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within the balance of the model. 1 

Q. Please summarize your inputs to the Multi-Stage DCF model. 2 

A. I applied the Multi-Stage model to the proxy group described earlier in my Direct 3 

Testimony.  My assumptions with respect to the various model inputs are 4 

described in Table 6 (below). 5 
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Table 6: Multi-Stage DCF Model Assumptions 1 

Stage Initial First Transition Terminal 

Stock Price 30-, 90-, and 
180-day 
average 
stock price 
as of 
October 13,  
2017 

   

Earnings 
Growth 

2016 actual 
EPS 
escalated by 
Period 1 
growth rate 

EPS growth 
as average 
of (1) Value 
Line; (2) 
Zacks; (3) 
First Call; (4) 
Sustainable 
Growth 

Transition to 
Long-term 
GDP growth 

Long-term 
GDP growth 

Payout Ratio Value Line 
company-
specific 

Value Line 
company-
specific 

Transition to 
long-term 
industry 
payout ratio 

Long-term 
expected 
payout ratio 

Terminal 
Value 

   Expected 
dividend in 
final year 
divided by 
solved Cost 
of Equity 
less long-
term growth 
rate 

Q. How did you calculate the long-term GDP growth rate? 2 

A. The long-term growth rate of 5.36 percent is based on the real Gross Domestic 3 

Product (GDP) growth rate of 3.22 percent from 1929 through 2016,28 and an 4 

inflation rate of 2.07 percent.  The GDP growth rate is calculated as the 5 

compound growth rate in the chain-weighted GDP for the period from 1929 6 

                                                
28 Bureau of Economic Analysis, September 28, 2017 update. 
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through 2016.  The rate of inflation of 2.07 percent is an average of two 1 

components: (1) the compound annual forward rate starting in ten years (i.e., 2 

2027, which is the beginning of the terminal period) based on the 30-day average 3 

spread between yields on long-term nominal Treasury Securities and long-term 4 

Treasury Inflation Protected Securities, known as the “TIPS spread” of 1.93 5 

percent;29 and (2) and the projected Blue Chip Financial Forecast of CPI for 2024 6 

– 2028 of 2.20 percent.30 7 

 In essence, the real GDP growth rate projection is based on the assumption that 8 

absent specific knowledge to the contrary, it is reasonable to assume that over 9 

time, real GDP growth will revert to its long-term mean.  Moreover, since 10 

estimating the Cost of Equity is a market-based exercise, it is important to reflect 11 

the sentiments and expectations of investors to the extent possible.  In that 12 

important respect, the TIPS spread represents the collective views of investors 13 

regarding long-term inflation expectations.  Equally important, by using forward 14 

yields we are able to infer the level of long-term inflation expected by investors as 15 

of the terminal period of the Multi-Stage model (that is, ten years in the future). 16 

Q. What were your specific assumptions with respect to the payout ratio? 17 

A. As noted in Table 6, for the first two periods, I relied on the first year and long-18 

term projected payout ratios reported by Value Line.31  I then assumed that by 19 

the end of the second period (i.e., the end of year ten), the payout ratio will 20 

                                                
29   See Board of Governors of the Federal Reserve System, “Table H.15 Selected Interest Rates.” 
30  Blue Chip Financial Forecasts, June 1, 2017, at 14. 
31   As reported in the Value Line Investment Survey as “All Div’ds to Net Prof.”  
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converge to the historical industry average ratio of 65.91 percent.32   1 

Q. What was your principal assumption regarding the terminal value? 2 

A. Although I performed a series of analyses in which the terminal value is 3 

calculated based on the assumed long-term nominal GDP growth rate, I also 4 

performed a series of analyses in which the terminal value is based on the 5 

current P/E ratio.33  The results of those analyses are shown in Tables 7a and 6 

7b, below. 7 

Table 7a: Multi-Stage DCF Model Results, Including Sustainable Growth  8 

 Mean Low Mean Mean High 

   30-Day Average 9.18% 9.89% 10.53% 

   90-Day Average 9.32% 10.03% 10.67% 

   180-Day Average 9.55% 10.26% 10.91% 

 

Table 7b: Multi-Stage DCF Model Results, Excluding Sustainable Growth  9 

 Mean Low Mean Mean High 

   30-Day Average 9.50% 10.05% 10.52% 

   90-Day Average 9.64% 10.19% 10.66% 

   180-Day Average 9.87% 10.42% 10.89% 

Q. Did you undertake any additional analyses to support your 10 

recommendation? 11 

A. Yes.  As noted earlier, I also applied the CAPM and Risk Premium approaches. 12 

                                                
32   Source: Bloomberg Professional 
33   Defined as the 30-day average of the proxy group P/E ratio, calculated as an Index.  
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Capital Asset Pricing Model Analyses  1 

Q. Please briefly describe the general form of the CAPM. 2 

A. The CAPM analysis is a risk premium method that estimates the Cost of Equity 3 

for a given security as a function of a risk-free return plus a risk premium (to 4 

compensate investors for the non-diversifiable or “systematic” risk of that 5 

security).  As shown in Equation [5], the CAPM is defined by four components, 6 

each of which theoretically must be a forward-looking estimate: 7 

� = 	 �� + ���� −	��� Equation [5] 8 

 where: 9 

  k = the required market ROE for a security; 10 

  β = the Beta coefficient of that security; 11 

  rf = the risk-free rate of return; and 12 

  rm = the required return on the market as a whole. 13 

In Equation [5], the term (rm – rf) represents the Market Risk Premium.34  14 

According to the theory underlying the CAPM, since unsystematic risk can be 15 

diversified away by adding securities to their investment portfolio, investors 16 

should be concerned only with systematic or non-diversifiable risk.  Non-17 

diversifiable risk is measured by the Beta coefficient, which is defined as: 18 

�� =	
��
��

	�	 �,�    Equation [6] 19 

 where "� is the standard deviation of returns for company “j”; "� is the standard 20 

                                                
34   The Market Risk Premium is defined as the incremental return of the market over the risk-free 

rate. 
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deviation of returns for the broad market (as measured, for example, by the S&P 1 

500 Index); and  �,� is the correlation of returns between company j and the 2 

broad market.  The Beta coefficient therefore represents both relative volatility 3 

(i.e., the standard deviation) of returns, and the correlation in returns between the 4 

subject company and the overall market.  Intuitively, higher Beta coefficients 5 

indicate that the subject company’s returns have been relatively volatile, and 6 

have moved in tandem with the overall market.  Consequently, if a company has 7 

a Beta coefficient of 1.00, it is as risky as the market taken as a whole.  8 

Q. What assumptions did you include in your CAPM analysis? 9 

A. Because utility equity is a long duration investment, I used two different 10 

measures of the risk-free rate: (1) the current 30-day average yield on 30-year 11 

Treasury bonds (i.e., 2.80 percent); and (2) the projected 30-year Treasury yield 12 

(i.e., 3.30 percent). 13 

Q. Why have you relied on the 30-year Treasury yield as the measure of the 14 

Risk-Free rate?  15 

A. In determining the Treasury security most relevant to the application of the 16 

CAPM, it is important to select the term (or maturity) that best matches the life, or 17 

duration, of the underlying investment.  Because equity valuations assume cash 18 

flows in perpetuity35, the longest-term Treasury bond is the appropriate measure 19 

of the risk-free rate.  Moreover, electric utilities typically are long-duration 20 

                                                
35   See Equation [1], earlier in my Direct Testimony. 
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investments36 and as such, the 30-year Treasury yield is most suited for the 1 

purpose of calculating the Cost of Equity.   2 

Q. What Market Risk Premium did you use in your CAPM analysis? 3 

A. I relied on two forward-looking (ex-ante) estimates of the Market Risk Premium, 4 

both of which are based on the required market return, less the current 30-year 5 

Treasury yield.  To estimate the required market return, I calculated the market 6 

capitalization weighted average Cost of Equity based on the Constant Growth 7 

DCF model.  To do so, I relied on data from two sources: (1) Bloomberg; and (2) 8 

Value Line.  With respect to Bloomberg-derived growth estimates, I calculated 9 

the expected dividend yield (using the same one-half growth rate assumption 10 

described earlier), and combined that amount with the projected earnings growth 11 

rate to arrive at the market capitalization weighted average DCF result.  I 12 

performed that calculation for each of the S&P 500 companies for which 13 

Bloomberg provided consensus growth rates.  I then subtracted the current 30-14 

year Treasury yield from that amount to arrive at the market DCF-derived ex-ante 15 

market risk premium estimate.  In the case of Value Line, I performed the same 16 

calculation, again using all companies for which projected earnings growth rates 17 

were available.  The results of those calculations are provided in Exhibit RBH-5. 18 

                                                
36  In finance, “duration” (whether for bonds or equity) typically refers to the present value weighted 

time to receive the security’s cash flows.  In terms of its practical application, duration is a 
measure of the percentage change in the market price of a given stock in response to a change 
in the implied long-term return of that stock.  A common portfolio strategy is to match the duration 
of investments with the term of the underlying asset in which the funds are being invested, or the 
term of a liability being funded.   
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Q. How did you apply your expected Market Risk Premium and risk-free rate 1 

estimates? 2 

A. I relied on the ex-ante Market Risk Premia discussed above, together with the 3 

current and near-term projected 30-year Treasury yields as inputs to my CAPM 4 

analyses. 5 

Q. What Beta coefficient did you use in your CAPM model? 6 

A. As shown in Exhibit RBH-6, I considered the Beta coefficients reported by two 7 

sources: Bloomberg and Value Line.  Both services adjust their calculated (or 8 

“raw”) Beta coefficients to reflect the tendency of the Beta coefficient to regress 9 

to the market mean of 1.00.  The principal difference between the two is that 10 

Value Line calculates the Beta coefficient over a five-year period, whereas 11 

Bloomberg’s default calculation is based on two years of data.   12 

Q. What are the results of your CAPM analysis? 13 

A. As shown in Table 8 the CAPM analyses suggest an ROE range of 8.91 percent 14 

to 11.47 percent (see also Exhibit RBH-7). 15 
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Table 8: Summary of CAPM Results 1 

 

Bloomberg 
Derived 

Market Risk 
Premium 

Value Line 
Derived 

Market Risk 
Premium 

Average Bloomberg Beta Coefficient 

Current 30-Year Treasury (2.80%) 8.91% 9.12% 

Near Term Projected 30-Year Treasury (3.30%) 9.41% 9.61% 

Average Value Line Beta Coefficient 

Current 30-Year Treasury (2.80%) 10.70% 10.97% 

Near Term Projected 30-Year Treasury (3.30%) 11.20% 11.47% 

Q. Did you consider another form of the CAPM in your analysis? 2 

A. Yes.  I also included the Empirical CAPM.  The ECAPM calculates the product of 3 

the adjusted Beta coefficient and the Market Risk Premium, and applies a weight 4 

of 75.00 percent to that result.  The model then applies a 25.00 percent weight to 5 

the Market Risk Premium, without any effect from the Beta coefficient.37   The 6 

results of the two calculations are summed, along with the risk-free rate, to 7 

produce the Empirical CAPM result, as noted in Equation [7] below:   8 

 ke = rf + 0.75β(rm – rf) + 0.25(rm – rf)  Equation [7] 9 

where: 10 

 ke = the required market ROE 11 

 β = Adjusted Beta coefficient of an individual security 12 

 rf = the risk-free rate of return 13 

 rm = the required return on the market as a whole. 14 

                                                
37  See, for example, Roger A. Morin, New Regulatory Finance, Public Utilities Reports, Inc., 2006, 

at 189-190.   



 
 

43  

The ECAPM addresses the tendency of the CAPM to under-estimate the Cost of 1 

Equity for companies with low Beta coefficients such as regulated utilities.  In that 2 

regard, the ECAPM is not redundant to the use of adjusted Beta coefficients.  3 

Rather, it recognizes the results of academic research indicating that the risk-4 

return relationship is different (in essence, flatter) than estimated by the CAPM, 5 

and that the CAPM under-estimates the “alpha”, or the constant return term.38   6 

As with the CAPM, my application of the ECAPM uses the Market DCF-derived 7 

ex-ante Market Risk Premium estimate, the current yield on 30-year Treasury 8 

securities as the risk-free rate and two estimates of the Beta coefficient.  The 9 

results of my ECAPM analyses are provided in Table 9 (below), (see also Exhibit 10 

RBH-7).  11 

Table 9: Summary of ECAPM Results 12 

 

Bloomberg 
Derived 

Market Risk 
Premium 

Value Line 
Derived 

Market Risk 
Premium 

Average Bloomberg Beta Coefficient 

Current 30-Year Treasury (2.80%) 10.16% 10.41% 

Near Term Projected 30-Year Treasury (3.30%) 10.66% 10.91% 

Average Value Line Beta Coefficient 

Current 30-Year Treasury (2.80%) 11.51% 11.80% 

Near Term Projected 30-Year Treasury (3.30%) 12.00% 12.30% 

                                                
38  Ibid., at 191.  Morin notes “The ECAPM and the use of adjusted betas comprised two separate 

features of asset pricing.  Even if a company’s beta is estimated accurately, the CAPM still 
understates the return for low-beta stocks.” 
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Bond Yield Plus Risk Premium Analysis  1 

Q. Please generally describe the Bond Yield Plus Risk Premium approach. 2 

A. This approach is based on the basic financial principle that because equity 3 

investors bear the residual risk associated with ownership, they require a 4 

premium over the return available to debt investors. That is, because returns to 5 

equity holders are riskier than returns to bondholders, equity investors must be 6 

compensated for bearing that additional risk. Risk premium approaches, 7 

therefore, estimate the Cost of Equity as the sum of the Equity Risk Premium and 8 

the yield on a given class of bonds. As noted in my discussion of the CAPM, 9 

because the Equity Risk Premium is not directly observable, it typically is 10 

estimated using a variety of approaches, some of which incorporate ex-ante, or 11 

forward-looking estimates of the Cost of Equity, and others that consider 12 

historical, or ex-post, estimates. An alternative approach is to use actual 13 

authorized returns for electric utilities to estimate the Equity Risk Premium. 14 

Q. Please explain how you performed your Bond Yield Plus Risk Premium 15 

analysis. 16 

A. I first defined the Risk Premium as the difference between the authorized ROE 17 

and the then-prevailing level of long-term (i.e., 30-year) Treasury yield.  I then 18 

gathered data for the 1,522 electric utility rate proceedings between January 19 

1980 and October 13, 2017 reported by Regulatory Research Associates.  I also 20 

calculated the average period between the filing of the case and the date of the 21 

final order (the “lag period”).  To reflect the prevailing level of interest rates during 22 

the pendency of the proceedings, I calculated the average 30-year Treasury yield 23 
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over the average lag period (approximately 201 days). 1 

 Because the data cover several economic cycles, the analysis also may be used 2 

to assess the stability of the Equity Risk Premium.  Prior research, for example, 3 

has shown that the Equity Risk Premium is inversely related to the level of 4 

interest rates.  That analysis is particularly relevant given the relatively low but 5 

increasing level of current Treasury yields. 6 

Q. How did you model the relationship between interest rates and the Equity 7 

Risk Premium? 8 

A. The basic method used was regression analysis, in which the observed Equity 9 

Risk Premium is the dependent variable, and the average 30-year Treasury yield 10 

is the independent variable.  Relative to the long-term historical average, the 11 

analytical period includes interest rates and authorized ROEs that are quite high 12 

during one period (i.e., the 1980s) and that are quite low during another (i.e., the 13 

post-Lehman bankruptcy period).  To account for that variability, I used the semi-14 

log regression, in which the Equity Risk Premium is expressed as a function of 15 

the natural log of the 30-year Treasury yield: 16 

#� = 	$ + 	��ln�'()

   Equation [8] 17 

As shown on Chart 2 (below), the semi-log form is useful when measuring an 18 

absolute change in the dependent variable (in this case, the Risk Premium) 19 

relative to a proportional change in the independent variable (the 30-year 20 

Treasury yield).   21 
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Chart 2: Equity Risk Premium 1 

 

As Chart 2 illustrates, over time there has been a statistically significant, inverse 2 

relationship between the 30-year Treasury yield and the Equity Risk Premium.  3 

Consequently, simply applying the long-term average Equity Risk Premium of 4 

4.58 percent would significantly understate the Cost of Equity and produce 5 

results well below any reasonable estimate.  Based on the regression coefficients 6 

in Chart 2, however, the implied ROE is between 9.96 percent and 10.33 percent 7 

(see Exhibit RBH-8 and Table 10, below). 8 

Table 10: Bond Yield Plus Risk Premium Results 9 

 
Treasury Yield 

Return on 
Equity 

Current 30-Year Treasury (2.80%) 9.96% 

Near-Term Projected 30-Year Treasury (3.30%) 10.02% 

Long-Term Projected 30-Year Treasury (4.40%) 10.33% 
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Expected Earnings Analysis  1 

Q. Please briefly describe your expected earnings analysis. 2 

A. The expected earnings analysis calculates the projected returns on book value 3 

for the electric industry group as a whole and for the specific firms in the proxy 4 

group individually.  To implement the model, I used the projected return on 5 

common equity for the period 2020-2022 provided in the Value Line electric utility 6 

reports, consistent with the end of the MYP.39  I then adjusted those returns to 7 

account for the fact that they show ROE on the basis of common shares 8 

outstanding at the end of the period, as opposed to ROE on average shares 9 

outstanding.    10 

 In reviewing the results, I first considered the expected returns for all Value Line 11 

electric utilities (note that mergers do not affect book returns on equity as they do 12 

the DCF returns on market value) for which the mean and median expected 13 

returns were 11.17 percent and 10.82 percent.  I then reviewed the mean and 14 

median proxy group returns, which were 11.67 percent and 10.88 percent, 15 

respectively (see Exhibit RBH-9). 16 

Q. What are the advantages of using an expected earnings model? 17 

A. Whereas other Cost of Equity analyses calculate investors’ required return on the 18 

market value of their investment, the expected earnings model is uniquely suited 19 

to the task of determining an appropriate return on book value of equity.  For 20 

example, as noted above, the DCF model depends on market data.  The 21 

                                                
39  As of October 13, 2017. 
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dividend yield, a principal component of the DCF analysis, is a market-derived 1 

parameter.  Because the DCF model calculates the discount rate that equates 2 

the future stream of cash flows to the current market price, it calculates the 3 

required return on the market value of the utility’s stock (rather than the book 4 

value of equity).  Similarly, the CAPM calculates a required return on market 5 

price (e.g., risk is based on movements in stock prices, and required risk 6 

compensation is based on expected returns on a market index).  In practice, 7 

those returns are applied to the book value of the utility’s equity to determine the 8 

revenue requirement.  The market value, except under very rare circumstances, 9 

is not equal to the book value.  Given that mismatch, it is useful to consider a 10 

direct measure of the expected return on the book value, versus market value, of 11 

utility stocks. 12 

 13 

VI. BUSINESS RISKS AND OTHER CONSIDERATIONS 14 

Q. What additional information did you consider in assessing the analytical 15 

results discussed earlier in your Direct Testimony? 16 

A. Because the analytical methods discussed above provide a range of estimates, 17 

there are several additional factors that should be taken into consideration when 18 

establishing a reasonable range for the Company’s Cost of Equity.  Those factors 19 

include: (1) regulatory environment in which the Company operates; (2) the effect 20 

of decoupling and the ESM, if any; and (3) flotation costs.   21 
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Regulatory Environment 1 

Q. How does the regulatory environment in which a utility operates affect its 2 

access to and cost of capital? 3 

A. The regulatory environment can significantly affect both the access to and the 4 

cost of capital in several ways.  First, the proportion and cost of debt capital 5 

available to utility companies are influenced by rating agencies’ assessment of 6 

the regulatory environment.  In addition, it is important to recognize that 7 

regulatory decisions regarding the authorized ROE and capital structure have 8 

direct consequences for the subject utility’s internal cash flow generation 9 

(sometimes referred to as “Funds from Operations” or “FFO”).  Because credit 10 

ratings are intended to reflect the ability to meet financial obligations as they 11 

come due, the ability to generate the cash flows required to meet those 12 

obligations (and to provide an additional amount for unexpected events) is of 13 

critical importance to debt investors.  Two of the most important metrics used to 14 

assess that ability are the ratios of FFO to debt, and FFO to interest expense, 15 

both of which are directly affected by regulatory decisions regarding the 16 

appropriate rate of return and capital structure. 17 

 However, investors recognize that an authorized ROE that is reasonable, but 18 

subject to earnings attrition due to unfavorable regulatory or economic factors, 19 

does not provide any assurance that the utility will have a reasonable opportunity 20 

to recover its costs, or to earn a reasonable return.  The authorized ROE affects 21 

not only the cash flow-related metrics that measure financial strength, but also 22 

provides an indication of the degree of regulatory support, as well as risk 23 
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associated with a given utility and jurisdiction.  Therefore, it is an important 1 

measure of regulatory support and financial integrity from several perspectives. 2 

Q. As a point of reference, how is the Connecticut regulatory environment 3 

perceived by equity investors? 4 

A. On May 11, 2017, Regulatory Research Associates revised its assessment of 5 

regulatory jurisdictions, and the extent to which they are seen as constructive, or 6 

not, from an investor’s perspective.  Connecticut’s rank was revised downward, 7 

such that it is now one of two jurisdictions rated “Below Average/3”. 40   That is, 8 

there is not a single jurisdiction that RRA considers less constructive than 9 

Connecticut; 50 are considered more constructive.  As RRA notes in its 10 

Connecticut Commission Profile report:  11 

Connecticut regulation is relatively restrictive from an investor 12 

perspective. Authorized equity returns have been well below the 13 

average of returns accorded energy utilities nationwide at the 14 

time established. In addition, the PURA has periodically adopted 15 

equity-return penalties, the most recent of which was imposed 16 

for poor storm-related performance. Earnings sharing 17 

mechanisms are in place for most of the state's electric utilities 18 

that require the companies to flow through to ratepayers 50% of 19 

earnings in excess of the authorized equity returns. Under 20 

Connecticut law, an earnings review must be initiated when a 21 

company earns in excess of its authorized return by at least 100 22 

basis points for six consecutive months, and several such 23 

reviews have occurred. In addition, under existing statutes, the 24 

PURA must conduct a financial and operational review of each 25 

major utility at least every four years and a managerial audit of 26 

the utility's operations every six years. In recent years the PURA 27 

has approved two major mergers following the adoption of 28 

                                                
40  Source: Regulatory Research Associates, Regulatory Focus, “State Regulatory Evaluations 

Including an Overview of RRA’s Ranking Process,” May 11, 2017, at 2.  RRA rates regulatory 
jurisdictions from the perspective of investors, and assigns ratings of “Above Average,” 
“Average,” or “Below Average.”  RRA further distinguishes jurisdictions within those respective 
categories by applying ratings of 1, 2 or 3, with a rating of “1” being the strongest.  
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settlements that provided for rate credits and base rate freezes. 1 

In addition, a handful of somewhat more constructive policies 2 

have been implemented following legislation, including the 3 

decoupling mechanisms for all the state's utilities and the 4 

utilization of gas capital-cost-recovery mechanisms. But 5 

Connecticut is well behind the front-runners in implementing 6 

these policies.41  7 

Q. How does regulatory lag increase risk? 8 

A Regulatory lag refers to the length of time between the investment of funds on 9 

the part of a utility and the recovery of those funds through rates.  When a utility 10 

invests in assets needed to provide safe and reliable service, and that investment 11 

is not included in base rates until a subsequent rate proceeding, absent growth in 12 

revenue or reduction of other costs, the utility’s cash flows will be diminished as a 13 

result of regulatory lag.   14 

 As the lag period increases, the utility faces greater risk due to financial 15 

uncertainty.  In that regard, Moody’s has noted that timely cost recovery is also 16 

an important determinant of credit quality, stating that “[t]he ability to recover 17 

prudently incurred costs in a timely manner is perhaps the single most important 18 

credit consideration for regulated utilities as the lack of timely recovery of such 19 

costs has caused financial stress for utilities on several occasions.”42 20 

Q. Are cost recovery mechanisms that limit regulatory lag common among the 21 

proxy companies? 22 

A. Yes.  As discussed below, a substantial number of the proxy companies may use 23 

forecasted test years and have infrastructure riders and other cost recovery 24 
                                                
41  Regulatory Research Associates, Connecticut Commission Profile, updated May 11, 2017. 
42  Moody’s, Global Infrastructure Finance, Rating Methodology: Regulated Electric and Gas Utilities, 

August 2009, at 7. 
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mechanisms in place.   1 

Q. How do credit rating agencies assess the regulatory environment in which 2 

a utility operates? 3 

A. There is little question that rating agencies consider the regulatory environment, 4 

including the extent to which the presiding regulatory commission is supportive of 5 

issues addressing credit quality, to be an important determinant of the subject 6 

company’s credit profile.  As noted by Moody’s, “[a]n over-arching consideration 7 

for regulated utilities is the regulatory environment in which they operate.” 43  8 

Moody’s further noted that: 9 

A utility operating in a regulatory framework that is characterized 10 

by legislation that is credit supportive of utilities and eliminates 11 

doubt by prescribing many of the procedures that the regulators 12 

will use in determining fair rates (which legislation may show 13 

evidence of being responsive to the needs of the utility in 14 

general or specific ways), a long history of transparent rate-15 

setting, and a judiciary that has provided ample precedent by 16 

impartially adjudicating disagreements in a manner that 17 

addresses ambiguities in the laws and rules will receive higher 18 

scores in the Legislative and Judicial Underpinnings sub-factor. 19 

A utility operating in a regulatory framework that, by statute or 20 

practice, allows the regulator to arbitrarily prevent the utility from 21 

recovering its costs or earning a reasonable return on prudently 22 

incurred investments, or where regulatory decisions may be 23 

reversed by politicians seeking to enhance their populist appeal 24 

will receive a much lower score.44 25 

In fact, fully 50.00 percent of Moody’s credit rating determinations (for regulated 26 

utilities) are made based on regulatory factors.  Moody’s notes that its 27 

assessment of the subject company’s regulatory framework reflects 25.00 28 

                                                
43  Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, December 

23, 2013, at 4. 
44 Ibid., at 10. 
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percent of the rating, while the remaining 25.00 percent is determined by the 1 

utility’s “ability to recover costs and earn returns.”45 2 

In arriving at its rating determinations, Standard & Poor’s (“S&P”) includes an 3 

assessment of “capital support during construction to alleviate funding and cash 4 

flow pressure during periods of heavy investments”.46  Moody’s agrees that 5 

timely cost recovery is an important determinant of credit quality: mechanisms 6 

that provide “full and highly timely recovery of all operating costs and essentially 7 

contemporaneous return on all incremental capital investments” allow for 8 

stronger credit ratings. 47 9 

It also is important to recognize that regulatory decisions regarding the ROE and 10 

capital structure have direct consequences for the subject utility’s internal cash 11 

flow generation (sometimes referred to as “Funds from Operations,” or “FFO”).  12 

Because credit ratings are intended to reflect the utility’s ability to meet financial 13 

obligations as they come due, the ability to generate the cash flows required to 14 

meet those obligations (and to provide an additional amount for unexpected 15 

events) is of critical importance to debt investors.  Two of the most important 16 

metrics used to assess that ability are the ratios of FFO to debt and FFO to 17 

interest expense, both of which are directly affected by regulatory decisions 18 

regarding the appropriate rate of return, and capital structure.  19 

                                                
45  Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, December 

23, 2013, at 6. 
46 Standard and Poor’s, Utilities: Key Credit Factors For The Regulated Utilities Industry, November 

19, 2013, at 6.  
47  Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, December 

23, 2013, at 17. 
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Investors recognize, however, that an authorized ROE that is reasonable, but 1 

subject to earnings attrition due to unfavorable regulatory or economic factors 2 

does not provide any assurance that the utility will have a reasonable opportunity 3 

to recover its costs, or to earn a reasonable return.  The authorized ROE affects 4 

not only the cash flow-related metrics that measure financial strength, but also 5 

provides an indication of the degree of regulatory support, and risk, associated 6 

with a given utility and jurisdiction.  It is, therefore, an important measure of 7 

regulatory support and financial integrity from several perspectives. 8 

 Similarly, ratings agencies also recognize the importance of the regulatory 9 

environment when assessing a utility’s business risk profile.  S&P, for example, 10 

states that “[o]ne significant aspect of regulatory risk that influences credit quality 11 

is the regulatory environment in the jurisdictions where a utility operates.”48  S&P 12 

explains “[w]hen we evaluate U.S utility regulatory environments, we consider 13 

financial stability to be of substantial importance.  Cash takes precedence in 14 

credit analysis. A regulatory jurisdiction that recognizes the significance of cash 15 

flow in its decision-making is one that will appeal to creditors.”49 16 

Q. What are your conclusions regarding the regulatory risk faced by the 17 

Company, and how that risk weighs in your ROE recommendation? 18 

A. Although the Company does have some rate mechanisms in place, it is not able 19 

to take advantage of other regulatory lag-reducing mechanisms, such as 20 

                                                
48  S&P Global Ratings, RatingsDirect, Assessing U.S. Investor-Owned Utility Regulatory 

Environments, August 10, 2016, at 2. 
49  Ibid., at 6. 
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infrastructure cost recovery riders, which are available to many of the proxy 1 

companies.  It therefore appears that on balance, the Company faces somewhat 2 

higher regulatory risks than its peers.  Although that risk would suggest a return 3 

toward the upper end of the range of results, for the reasons discussed earlier 4 

my recommended ROE is lower than it otherwise would be.  In my view, 5 

therefore, the regulatory risks discussed above further support the 6 

reasonableness of my recommendation.  7 

Effect of Decoupling and the Earnings Sharing Mechanism on the Company’s 8 

Cost of Equity 9 

Q. Please summarize the Company’s decoupling mechanism. 10 

A. In Docket No. 14-05-06, the Authority approved a decoupling mechanism for the 11 

Company.  The mechanism compares actual revenues to the approved revenue 12 

requirement and excludes any adjustments for weather, conservation, economic 13 

activity, etc.  Any difference is refunded to or collected from ratepayers. 14 

Q. Please summarize the Company’s existing Earnings Sharing Mechanism 15 

(“ESM”). 16 

A. Since 2001, the Company has operated under an ESM whereby earnings in 17 

excess of the allowed ROE are shared equally with ratepayers.  That is, the 18 

Company flows through 50.00 percent of all earnings above its authorized ROE 19 

to ratepayers, although it does not recover any earnings deficiencies from 20 
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ratepayers.50  In that sense, the existing ESM is asymmetric:  Earnings above the 1 

authorized return are shared with ratepayers, but the Company has no ability to 2 

recover a proportional share of earnings that fall below the authorized return.  3 

The existing ESM also does not incorporate a “stretch factor,” which is a margin 4 

of earnings that, if retained, would provide a strong incentive for the Company to 5 

undertake broad-scale efficiency measures that would consume management 6 

focus, institutional resources and, in some cases, costs to achieve, but would 7 

reduce the cost of service for customers in the next rate case and beyond.  8 

Q. How common are revenue stabilization mechanisms such as the 9 

Company’s Decoupling proposal? 10 

A. There is little question that revenue stabilization structures are becoming 11 

increasingly common.  The increased interest in such mechanisms has generally 12 

resulted from the growing cost of maintaining system reliability, coupled with the 13 

flat or declining volume brought on by energy efficiency and relatively slow 14 

economic growth.  A recent report published by Regulatory Research Associates 15 

(“RRA”) indicated that some form of revenue decoupling has been implemented 16 

by electric utilities in 27 jurisdictions.51 Consequently, the implementation of 17 

alternative regulation mechanisms has become an increasingly visible issue to 18 

investors. 19 

                                                
50  Petitions of the Office of Attorney General and Office of Consumer Counsel for an Investigation of 

Over-Earnings by the Connecticut Light and Power Company; DPUC Determination of the 
Connecticut Light and Power Company's Standard Offer - 16-19(G), Docket Nos. 00-12-01 & 99-
03-36RE03, dated June 20, 2001. 

51   Regulatory Research Associates, Adjustment Clauses and Rate Riders: A State-By State 
Overview, September 12, 2017, pages 3-11. 
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Q. Are revenue stabilization mechanisms common among the proxy 1 

companies? 2 

A. Yes, they are. Exhibit RBH-10 provides a summary of revenue stabilization 3 

mechanisms and cost trackers currently in effect at each electric utility subsidiary 4 

of the proxy group companies.  As Exhibit RBH-10 demonstrates, there are a 5 

substantial number of cost recovery mechanisms in place at the proxy 6 

companies.  Exhibit RBH-10 also includes a summary of the alternative 7 

regulation and incentive plans currently in effect at the proxy companies.  Those 8 

regulatory constructs include formula-based rate plans, which provide 9 

comprehensive adjustment mechanisms that automatically adjust rates in the 10 

event that earned return is above or below an authorized range.   11 

Q. Have regulatory commissions recognized the prevalence of decoupling 12 

mechanisms? 13 

A. Yes, for example, in its most recent order regarding Baltimore Gas and Electric, 14 

for example, the Public Service Commission of Maryland, stated that:  15 

We will not further reduce that return as a result of BGE’s 16 

decoupling mechanism.  No party argued that the Company 17 

should have a reduced ROE for its natural gas operations 18 

because of decoupling.  Instead, as the parties testified, 19 

decoupling provisions are common among natural gas 20 

distribution companies.52  21 

 Similarly, in its order regarding Southwest Gas, the Public Utilities Commission of 22 

Nevada also noted that decoupling mechanisms have become common: 23 

                                                
52  Baltimore Gas & Electric, Public Service Commission of Maryland, Case No. 9299, Order No. 

85374, February 22, 2013, at 78. 
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The Commission further finds that an adjustment for SWG’s 1 

revenue decoupling mechanism is unnecessary as all of the 2 

companies in the Proxy Group have some form of a rate 3 

stabilization mechanism in place.53  4 

 Given that decoupling mechanisms are viewed as the “norm”, it is appropriate to 5 

consider the effect that a lack of such mechanisms has on the relative risk of the 6 

Company. 7 

 The finding that the implementation of revenue stabilization structures does not 8 

reduce the Cost of Equity is consistent with the results of two reports by the 9 

Brattle Group (“Brattle”).  In its first report, Brattle explained that: 10 

“[i]In the past, the Brattle authors have testified that in these 11 

regulated, high fixed cost industries, the determinants of the 12 

cost of capital are complicated, [citation omitted] and there 13 

should be no presumption that decoupling automatically lowers 14 

the cost of capital. Adoption of decoupling policies could be 15 

coincident with other influences that may be increasing non-16 

diversifiable risk. Any reduction in the allowed return on equity 17 

should be based upon evidence that decoupling reduces the 18 

cost of capital.”   19 

 The authors concluded that its empirical analyses “do not support the hypothesis 20 

that utilities with decoupling have a lower cost of capital than utilities without 21 

decoupling.” 54    22 

 In an earlier report by the Brattle Group, the authors noted that “The cost of debt 23 

may fall with an effective [Automatic Adjustment Clause], while the cost of equity 24 

                                                
53  Southwest Gas Corporation, Public Utilities Commission of Nevada, Docket No. 12-04005, 

Modified Final Order, December 14, 2012, at 28 
54  See, The Brattle Group, The Impact of Revenue Decoupling on the Cost of Capital for Electric 

Utilities: An Empirical Investigation, March 20, 2014, at 3. 
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is unlikely to be affected.”55  1 

Q. How common are ESMs?  2 

A. According to the Regulatory Research Associates, electric utilities in 18 3 

jurisdictions operate under some form of an ESM.56  RRA considers those 4 

mechanisms to fall under the broader category of “Alternative Regulation Plans,” 5 

which can provide “tangible benefits to all parties – customers are provided long-6 

term benefits from lower cost, more efficient operations, and shareholders are 7 

permitted to retain a portion of the benefits achieved from the operation of the 8 

plan.”57 9 

Q. Have you reviewed the specific components of Earnings Sharing 10 

Mechanisms utilized in other jurisdictions for public utilities?  11 

A. Yes, in addition to reviewing the RRA report, I also reviewed 52 different 12 

mechanisms in place at utilities across the country.  Although the mechanisms 13 

differ in structure, many have “dead bands” in which no sharing occurs, and 14 

many have graduated earnings thresholds wherein the percentage of earnings 15 

shared between ratepayers and shareholders changes as the thresholds are 16 

reached.  In addition, whereas some ESMs are part of comprehensive Formula 17 

Rate Plans (“FRPs”), others are mechanisms that operate under more traditional 18 

rate making constructs.  Whether they are standalone mechanisms or part of 19 

FRPs, ESMs tend to limit upside earnings while exposing the subject company to 20 

                                                
55     Graves, Frank, Hanser, Philip, and Basheda, Greg, Electric Utility Automatic Adjustment Clauses: 

Benefits and Design Considerations, Edison Electric Institute, June 2006 (clarification added).  
56  Regulatory Research Associates, Commission Profiles of the 52 regulatory jurisdictions. 
57  See, Regulatory Research Associates, Alternative Regulation/Incentive Plans; A State-by-State 

Overview, November 19, 2013, at 1. 
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the downside risk of earnings deficiencies.  1 

Q. Have you considered how the Company’s existing ESM affects the volatility 2 

of its returns? 3 

A. Yes, I have.  As discussed above, although the Company is able to share in 4 

earnings above its authorized return, it cannot recover any share of earnings 5 

below the authorized return.  Moreover, the risk of under-earning its return is 6 

magnified by the high degree of operating leverage that is typical of electric 7 

utilities such as CL&P, and the ability to capture returns greater than the 8 

authorized level to compensate for that risk is limited by the sharing percentage.   9 

Q. Please explain what you mean by “operating leverage”. 10 

A. Operating leverage measures the sensitivity of earnings to a given change in 11 

revenue.  Operating leverage is measured by the proportion of a company’s fixed 12 

expenses to its operating margin (that is, revenue less variable expenses).  As a 13 

capital-intensive enterprise, CL&P has a relatively high proportion of fixed costs 14 

to variable costs and, therefore, a relatively high degree of operating leverage.  15 

As such, a given change in revenue would produce a comparatively large change 16 

in the Company’s earnings.58   17 

Q. How does operating leverage affect the Company’s risk under the ESM? 18 

A. As noted above, operating leverage magnifies the variability of income due to 19 

changes in revenue.  Because all earnings above the target return are shared, 20 

                                                
58   See, for example, J. Fred Weston, Eugene F. Brigham, Essentials of Managerial Finance, 9th Ed., 

The Dryden Press, 1990, at 371 – 373. 
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the ESM would offset the beneficial effect of operating leverage; but, deficiencies 1 

due to lower revenue would not be offset.  In that regard, the effect of operating 2 

leverage is to magnify the downside risk, with a limited effect on the upside 3 

potential. 4 

Q. What conclusions do you draw regarding the effect of the ESM and 5 

Decoupling Mechanism on the Company’s Cost of Equity? 6 

A. First, there is little doubt that the existing ESM has the effect of skewing expected 7 

returns downward.  Regarding decoupling mechanisms, as noted above, they 8 

have become increasingly common for electric utility companies.  Consequently, 9 

the Company’s decoupling structure does not fundamentally alter its risk profile 10 

relative to its peers.  Further, there is little question that regulatory commissions 11 

continue to recognize that revenue stabilization and cost recovery mechanisms 12 

are increasingly common and, therefore, already are reflected in current market 13 

valuations.   14 

 As to the combination of the ESM and Decoupling mechanism, the risk 15 

associated with changes in operating expenses again skews the range of 16 

expected returns downward.  On balance, both quantitative and qualitative data 17 

suggest that it would be inappropriate to reduce the Company’s ROE in 18 

connection with its decoupling structure and ESM. 19 

 Consequently, to the extent the Authority continues the Company’s existing ESM 20 

and Decoupling Mechanisms, there should be no downward adjustment to the 21 

ROE. 22 
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Flotation Costs 1 

Q. What are flotation costs? 2 

A. Flotation costs are the costs associated with the sale of new issues of common 3 

stock.  These include out-of-pocket expenditures for preparation, filing, 4 

underwriting, and other costs of issuance. 5 

Q. Why is it important to recognize flotation costs in the allowed return on 6 

equity? 7 

A. In order to attract and retain new investors, a regulated utility must have the 8 

opportunity to earn a return that is both competitive and compensatory.  To the 9 

extent that a given company is denied the opportunity to recover prudently 10 

incurred flotation costs, actual returns will fall short of expected (or required) 11 

returns, thereby diminishing its ability to attract adequate capital on reasonable 12 

terms. 13 

Q. Are flotation costs part of the utility’s invested costs or part of the utility’s 14 

expenses? 15 

A. Flotation costs are part of capital costs, which are properly reflected on the 16 

balance sheet rather than as current expenses on the income statement.  17 

Flotation costs are incurred over time, just as investments in rate base or debt 18 

issuance costs.  As a result, the great majority of flotation costs are incurred prior 19 

to the test year, but remain part of the cost structure during the test year and 20 

beyond.  Therefore, recovery of flotation costs is appropriate even if no new 21 

issuances are planned in the near future because failure to allow such cost 22 

recovery may deny the Company the opportunity to earn its required rate of 23 
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return in the future.   1 

Q. Is the need to consider flotation costs eliminated because the Company is 2 

a subsidiary of Eversource? 3 

A. No.  Although the Company is a wholly owned subsidiary of Eversource, it is 4 

appropriate to consider flotation costs: Wholly owned subsidiaries receive equity 5 

capital from their parents and provide returns on the capital that roll up to the 6 

parent, which is designed to attract and raise capital based on the returns of 7 

those subsidiaries.  To deny recovery of issuance costs associated with the 8 

capital that is invested in the subsidiaries ultimately will penalize the investors 9 

that fund the utility operations and will inhibit the utility’s ability to obtain new 10 

equity capital at a reasonable cost. 11 

Q. Does the DCF model or the CAPM already incorporate investor 12 

expectations of a return that compensates for flotation costs? 13 

A. No.  All the models used to estimate the appropriate ROE assume no “friction” or 14 

transaction costs, as these costs are not reflected in the market price (in the case 15 

of the DCF model) or risk premium (in the case of the CAPM).  Therefore, it is 16 

appropriate to consider flotation costs when determining where within the range 17 

of reasonable results the Company’s return should fall. 18 

Q. Is the need to consider flotation costs recognized by the academic and 19 

financial communities? 20 

A. Yes.  Several economists have recognized that the flotation cost adjustment is 21 

made not to reflect current or future financing costs, but rather to compensate 22 
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investors for costs incurred for all past issuances comprising the total equity 1 

portion of the Company’s capitalization.  An article in The Journal of Finance, for 2 

example, observed that:  3 

Under the conventional approach, in other words, the flotation 4 

cost adjustment is not made to reflect current or future financing 5 

costs….  [I]t is made to compensate investors for costs incurred 6 

in preceding stock issues.59 7 

The need to reimburse for equity issuance costs is justified by the academic and 8 

financial communities in the same spirit that investors are reimbursed for the 9 

costs of issuing debt.  This treatment is consistent with the philosophy of a fair 10 

rate of return.  According to Dr. Shannon Pratt, an expert in the field of business 11 

valuation:  12 

Flotation costs occur when a company issues new stock.  The 13 

business usually incurs several kinds of flotation or transaction 14 

costs, which reduce the actual proceeds received by the 15 

business.  Some of these are direct out-of-pocket outlays, such 16 

as fees paid to underwriters, legal expenses, and prospectus 17 

preparation costs.  Because of this reduction in proceeds, the 18 

business’s required returns must be greater to compensate for 19 

the additional costs.  Flotation costs can be accounted for either 20 

by amortizing the cost, thus reducing the net cash flow to 21 

discount, or by incorporating the cost into the cost of equity 22 

capital.  Since flotation costs typically are not applied to 23 

operating cash flow, they must be incorporated into the cost of 24 

equity capital.60 25 

Q. How did you calculate the effect of flotation cost recovery? 26 

A. I modified the DCF calculation to provide a dividend yield that would reimburse 27 

investors for issuance costs.  My flotation cost adjustment recognizes the costs 28 

                                                
59  Patterson, Cleveland S., Flotation Cost Allowance in Rate of Return Regulation: Comment, The 

Journal of Finance, Vol. XXXVIII, No. 4, September 1983, at 1337 [Clarification added]. 
60  Shannon P. Pratt, Roger J. Grabowski, Cost of Capital: Applications and Examples, 4th ed. (John 

Wiley & Sons, Inc., 2010), at 586. 
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of issuing equity that were incurred by CL&P’s parent company, Eversource, and 1 

the proxy companies in their most recent two issuances.  As shown in Exhibit 2 

RBH-11, an adjustment of 0.11 percent (i.e., 11 basis points) reasonably 3 

represents flotation costs for the Company. 4 

Q. Are you proposing to adjust your recommended ROE by 11 basis points to 5 

reflect the effect of flotation costs on CL&P’s ROE? 6 

A. No.  Rather, I have considered the effect of flotation costs, in addition to the 7 

Company’s other business risks, in determining where the Company’s ROE falls 8 

within the range of results. 9 

VII. MULTI-YEAR PLAN  10 

Q. Could a multi-year rate plan affect the Cost of Equity?  11 

A. Yes, it could.  If a utility cannot seek an adjustment to its rates over the course of 12 

a multi-year period (as the result of a multiple year rate plan), it forgoes the 13 

opportunity to adjust and recover its capital costs even if its capital costs 14 

increase.  That inability to seek recovery of higher costs of capital increases the 15 

utility’s risk, and its Cost of Equity.  Shareholders would require additional 16 

compensation for taking on that additional risk – that is, they would require a 17 

“stay-out” premium. 18 

Q. How would this increased risk apply in the context of the Company’s 19 

proposed MYP? 20 

A. Because forward yields and consensus projections call for increased Treasury 21 

yields over the coming months and years, the Company will be at increased risk 22 
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if it is not able to adjust its rates in response to increasing capital costs during the 1 

pendency of the MYP.   2 

Q. Please further explain the implications of the Company’s proposed MYP for 3 

its Cost of Equity.  4 

A. As discussed below, the Cost of Equity is a positive function of several factors, 5 

including interest rates.  Because forward yields and consensus projections call 6 

for increased Treasury yields over the coming months and years, the Company 7 

would be at risk if it were not able to adjust its rates in response to increasing 8 

capital costs during the pendency of the MYP. Shareholders would require 9 

additional compensation, i.e., a premium, for taking on that additional risk.   10 

 If the Company does not have the opportunity to adjust its rates over the course 11 

of the MYP, it forgoes the option to recover incremental capital costs as market 12 

conditions change.  In that regard, the DCF and CAPM models, and the capital 13 

market data presented earlier show that the Cost of Equity is related to five 14 

factors: long-term Treasury yields; the Beta coefficient; the Market Risk Premium; 15 

dividend yields; and expected growth rates.  If any of those factors increase 16 

during the MYP, the Cost of Equity will rise and the value of its equity, all else 17 

equal, will fall. As discussed earlier, the term structure of interest rates and 18 

economists’ projections suggest that interest rates are expected to increase 19 

during the period in which the MYP would be in effect.  20 

Q. Does this proposal provide appropriate ratepayer protection?  21 

A. Yes.  The Company has proposed that the Earnings Test for 2018 be based on 22 
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10.50 percent, and adjusted up or down if a threshold level of interest rates 1 

increases (the “trigger”) occurs.  Additionally, the company’s proposal is 2 

symmetric, in that if interest rates decrease by more than 50 basis points from 3 

the base year, the ROE would decrease by 30 basis points.  4 

Q. How does your recommendation address the added risk resulting from the 5 

MYP?  6 

A. Because my 10.50 percent ROE recommendation does not include a stay-out 7 

premium, one means of providing at least part of the incremental return required 8 

by equity investors is to allow an increase to the ROE during each year of the 9 

MYP, subject to a “trigger”. 10 

Q. Please describe the proposed trigger.   11 

A. Under the Company’s proposal, if the 30-year Treasury yield changes in any year 12 

of the Multi-Year Plan by at least 50 basis points61 from the base year, the Cost 13 

of Equity will change by 60.00 percent of the basis point change from the base 14 

year in the average Treasury yield.  For example, if the 30-year Treasury yield 15 

increases (decreases) by 50 basis points from the base year, the ROE for 16 

ratemaking purposes would increase (decrease) by 30 basis points.  Changes in 17 

the 30-year Treasury yield of fewer than 50 basis points from the base year 18 

would not trigger a change to the ROE.   19 

                                                
61  Changes in Treasury yields to be measured as a 30-day average; such 30-day measurement 

periods to end 60 days prior to the beginning of each rate year.  The base 30-year Treasury yield 
to be calculated as the 30-day average at the time of the Authority’s Final Order in this 
proceeding. The base 30-year Treasury yield is the benchmark yield upon which the trigger will 
be compared to in each Rate Year.  
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Q. Why do you believe that a trigger equal to a 60.00 percent change in the 30-1 

year Treasury Yield is appropriate?  2 

A. One important consideration in determining the interest rate trigger is that interest 3 

rates and the Equity Risk Premium do not move in lock-step; as discussed 4 

earlier, the two are inversely related.  Just as there is not a basis-point-for-basis-5 

point decrease in the Cost of Equity as interest rates fall, there is not a basis-6 

point-for-basis-point point increase.  Published research has shown that over 7 

time, the Cost of Equity for utilities changes by approximately 60 basis points for 8 

every 100-basis point change in interest rates.  That is, due to the inverse 9 

relationship between interest rates and the Equity Risk Premium, as interest 10 

rates change by 100 basis points, the Equity Risk Premium changes in the 11 

opposite direction by approximately 40 basis points.62  The resulting change in 12 

the Cost of Equity is the difference between the change in interest rates and the 13 

change in the Equity Risk Premium (i.e., 100 basis points – 40 basis points = 60 14 

basis points), since the Cost of Equity can be calculated as the risk-free rate (i.e., 15 

interest rates) plus the Equity Risk Premium.   16 

Q. What is your conclusion regarding the company’s proposed MYP and 17 

interest rate trigger?  18 

A. A typical stay-out premium would be effective in all years of the MYP (2018 19 

through 2020).  In this proceeding, rather than adding a stay-out premium to the 20 

                                                
62  See, e.g., Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using 

Analysts’ Growth Forecasts, Financial Management, Summer 1992, at 63-70; and Farris M. 
Maddox, Donna T. Pippert, and Rodney N. Sullivan, An Empirical Study of Ex Ante Risk 
Premiums for the Electric Utility Industry, Financial Management, Autumn 1995, at 89-95. 
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Company’s ROE, the Company’s proposal compensates for the stay-out 1 

premium only in the event that interest rates increase by more than 50 basis 2 

points.  In that regard, ratepayers are provided the benefit of no change to the 3 

Earnings Test to the extent that the interest rate trigger is not met.  Additionally, if 4 

interest rates decrease by more than 50 basis points from the base year, 5 

customers would benefit from a lower ROE. 6 

 The MYP provides a degree of stability that has been viewed positively by rating 7 

agencies and investors.  By balancing risks and providing greater stability, the 8 

Company will be able to maintain its financial integrity, and continue to deliver the 9 

benefits associated with that integrity to its customers. 10 

VIII. CAPITAL MARKET ENVIRONMENT 11 

Q. Do economic conditions influence the required Cost of Capital and 12 

required Return on Common Equity? 13 

A. Yes.  As discussed in Section V, the models used to estimate the Cost of Equity 14 

are meant to reflect, and therefore are influenced by, current and expected 15 

capital market conditions.  As such, it is important to assess the reasonableness 16 

of any financial model’s results in the context of observable market data.  To the 17 

extent that certain ROE estimates are incompatible with such data or inconsistent 18 

with basic financial principles, it is appropriate to consider whether alternative 19 

estimation techniques are likely to provide more meaningful and reliable results. 20 



 
 

70  

Q. Do you have any general observations regarding the relationship between 1 

current capital market conditions and the Company’s Cost of Equity? 2 

A. Yes, I do.  Much has been reported about the Federal Reserve’s market 3 

intervention since 2007, and its effect on interest rates.  Although the Federal 4 

Reserve completed its Quantitative Easing initiative in October 2014, it was not 5 

until December 2015 that it raised the Federal Funds rate and began the process 6 

of rate normalization.63  Therefore, a significant issue is how investors will react 7 

as that process continues, and eventually is completed.  A viable outcome is that 8 

investors will perceive greater chances for economic growth, which will increase 9 

the growth rates included in the Constant Growth DCF model.  At the same time, 10 

higher growth and the absence of Federal market intervention could provide the 11 

opportunity for interest rates to increase, thereby increasing the dividend yield 12 

portion of the DCF model.  In that case, both terms of the Constant Growth DCF 13 

model would increase, producing higher ROE estimates.  14 

As noted below, market-based data indicate that investors see a probability of 15 

increasing interest rates.  In the equity markets, when interest rates have risen, 16 

sectors that historically have included dividend-paying companies have lost 17 

value, as increasing interest rates have provided investors with other sources of 18 

current yields.  Because those dynamics affect different models in different ways, 19 

it would be inappropriate to rely on a single method to estimate the Company’s 20 

Cost of Equity.  A more reasoned approach is to understand the relationships 21 

among Federal Reserve policies, interest rates, and measures of market risk, 22 

                                                
63   See Federal Reserve Press Release (Dec. 16, 2015). 
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and to assess how those factors may affect different models and their results.  As 1 

discussed throughout my testimony, the current market is one in which it is very 2 

important to consider a broad range of data and models when determining the 3 

Cost of Equity. 4 

Q. Please summarize the effect of recent Federal Reserve policies on interest 5 

rates and the Cost of Capital. 6 

A. Beginning in 2008, the Federal Reserve proceeded on a steady path of initiatives 7 

intended to lower long-term Treasury yields.64  The Federal Reserve policy 8 

actions “were designed to put downward pressure on longer-term interest rates 9 

by having the Federal Reserve take onto its balance sheet some of the duration 10 

and prepayment risks that would otherwise have been borne by private 11 

investors.”65  Under that policy, “Securities held outright” on the Federal 12 

Reserve’s balance sheet increased from approximately $489 billion at the 13 

beginning of October 2008 to $4.25 trillion by mid-October 2017.66  To put that 14 

increase in context, the securities held by the Federal Reserve represented 15 

approximately 3.29 percent of GDP at the end of September 2008, and had risen 16 

to approximately 22.03 percent of GDP in October 2017.67  The Federal Reserve 17 

policy actions therefore have represented a significant source of liquidity and 18 

have had a substantial effect on capital markets. 19 

                                                
64   See Federal Reserve Press Release (June 19, 2013). 
65  Source: Federal Reserve Bank of New York, Domestic Open Market Operations During 2012, at 

29 (April 2013). 
66   Source: Federal Reserve Board Schedule H.4.1. “Securities held outright” include U.S. Treasury 

securities, Federal agency debt securities, and mortgage-backed securities. 
67  Source: Federal Reserve Board Schedule H.4.1; Bureau of Economic Analysis. 
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Q. Does your recommendation also consider the current interest rate 1 

environment? 2 

A. Yes, it does.  From an analytical perspective, it is important that the inputs and 3 

assumptions used to arrive at an ROE recommendation, including assessments 4 

of capital market conditions, are consistent with the recommendation itself.  5 

Although I appreciate that all analyses require an element of judgment, the 6 

application of that judgment must be made in the context of the quantitative and 7 

qualitative information available to the analyst and the capital market 8 

environment in which the analyses were undertaken.  Because the Cost of Equity 9 

is forward-looking, the salient issue is whether investors see the likelihood of 10 

increased interest rates during the period in which the rates set in this proceeding 11 

will be in effect.   12 

The low interest rate environment associated with central bank intervention may 13 

lead some analysts to conclude that current capital costs, including the Cost of 14 

Equity, are low and will remain as such.  However, that conclusion only holds 15 

true under the hypothesis of Perfectly Competitive Capital Markets (“PCCM”) and 16 

the classical valuation framework which, under normal economic and capital 17 

market conditions, underpin the traditional Cost of Equity models.  PCCMs are 18 

those in which no single trader, or market-mover, would have the power to 19 

change the prices of goods or services, including bond and common stock 20 
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securities.68  In other words, under the PCCM hypothesis, no single trader would 1 

have a significant effect on market prices. 2 

 Classic valuation theory assumes that investors trade securities rationally, with 3 

prices reflecting their perceptions of value.69  Although central banks have the 4 

ability to set benchmark interest rates, they have been maintaining below normal 5 

rates to stimulate continued economic and capital market recovery.  It therefore 6 

is reasonable to conclude that the Federal Reserve and other central banks have 7 

been acting as market-movers, thereby having a significant effect on the market 8 

prices of both bonds and stocks.  The presence of market-movers, such as the 9 

Federal Reserve, runs counter to the PCCM hypothesis, which underlies 10 

traditional Cost of Equity models.  Consequently, the results of those models 11 

should be considered in the context of both quantitative and qualitative 12 

information. 13 

 Although the Federal Reserve’s market intervention policies have kept interest 14 

rates historically low, over the past several years, rates have consistently risen 15 

since July 8, 2016 (when the 30-year Treasury yield hit an all-time low).  As the 16 

Federal Reserve increased the Federal Funds target rate by 25 basis points in 17 

December 2016 (from 0.25 percent - 0.50 percent to 0.50 percent - 0.75 18 

percent), March 2017 (to 0.75 percent - 1.00 percent) and June 2017 (to 1.00 19 

percent – 1.25 percent), short-term and long-term interest rates increased by a 20 

                                                
68  See Myron J. Gordon, The Cost of Capital to a Public Utility at 15 (1974); see also 

http://www.nasdaq.com/investing/glossary/p/perfectly-competitive-finanacial-markets. 
69  This is the traditional efficient markets formulation.  See Stowe et al., Equity Asset Valuation at 18 

(2007). 
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corresponding amount70  (see Chart 3 below.) 1 

Chart 3: Treasury Yield Curve: 7/8/2016, 10/13/2017, and Projected Q1 2 

201971 3 

 

 Lastly, on September 20, 2017, the Federal Reserve announced that it will 4 

“initiate the balance sheet normalization program described in the June 2017 5 

Addendum to the Committee’s Policy Normalization Principles and Plans.”72  6 

Those “Principles and Plans” call for reducing the reinvestment of principal 7 

payments received from its holdings of Treasury securities by up to $30 billion 8 

per month, and mortgage-backed securities by up to $20 billion per month.73  At 9 

the same time, the Federal Reserve will continue considering increases to the 10 

                                                
70  Source: Federal Reserve Board Schedule H.15. six-month and one-year Treasury yields 

increased by 90 and 91 basis points, respectively, from July 8, 2016 to October 13, 2017; the ten-
year and 30-year Treasury yield increased by 91 and 70 basis points, respectively.  

71  Sources: Federal Reserve Board Schedule H.15.; Blue Chip Financial Forecasts, Vol. 36, No. 10, 
October 1, 2017, at 2.  3-year, 7-year and 20-year projected Treasury yields are interpolated. 

72  Federal Reserve Press Release, September 20, 2017. 
73  Federal Reserve Addendum to the Policy Normalization Principles and Plans As adopted 

effective June 13, 2017. 
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Federal Funds target rate; as noted below, current market data indicate an 1 

approximately 95.00 percent likelihood of further rate increases by January 2018. 2 

Q. Does market-based data indicate that investors see a probability of 3 

increasing interest rates? 4 

A. Yes.  Forward Treasury yields implied by the slope of the yield curve and 5 

published projections by sources such as Blue Chip Financial Forecasts (which 6 

provides consensus estimates from approximately 50 professional economists) 7 

indicate investors expect long-term interest rates to increase.  Similarly, 8 

investors’ expectations for increased long-term Treasury yields are apparent in 9 

the prices investors are willing to pay today for the option to buy or sell long-term 10 

Government bonds, at today’s price, in the future.  Because the value of bonds 11 

falls as interest rates increase, the option to sell bonds at today’s price becomes 12 

more valuable when interest rates are expected to increase.74  Currently, option 13 

prices show that investors are willing to pay about 50.00 percent more for the 14 

option to sell bonds in the future (at today’s price) than they are willing to pay for 15 

the option to buy those bonds.75  That market-based data tells us that investors 16 

consider an increase in interest rates as likely. 17 

 Looking to short-term interest rates, data compiled by CME Group indicates that 18 

investors see a high likelihood of further Federal Funds rate increases, even after 19 

                                                
74  In other words, if there is a high probability that interest rates will increase and bond prices will 

fall, there is value in the option to sell those bonds in the future at today’s price.  Conversely, if 
there is a strong probability that interest rates will decrease (price of bonds will increase), there is 
value in the option to buy those bonds in the future at today’s price. 

75  The option to sell the TLT index in January 2019 at today’s price is approximately one and a half 
times the value of the option to buy the fund.  See http://www.nasdaq.com/symbol/tlt/option-
chain?dateindex=7.   
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the three increases between December 14, 2016 and June 14, 2017.  As shown 1 

on Table 11 below, the market is now anticipating at least one additional rate 2 

hike (95.10 percent probability) and possibly two or more (64.50 percent) by 3 

September 2018.    Importantly, the potential for rising rates represents risk for 4 

utility investors. 5 

Table 11: Probability of Federal Funds Rate Increases76 6 

Target 
Rate 
(bps) 

Federal Reserve Meeting Date 

11/1/17 12/13/17 1/31/18 3/21/18 5/2/18 6/13/18 8/1/18 9/26/18 

100-125 98.5% 17.1% 16.4% 11.8% 11.3% 7.3% 7.2% 4.9% 

125-150 1.5% 81.7% 79.0% 61.4% 59.3% 42.5% 41.8% 30.6% 

150-175  1.2% 4.6% 25.5% 27.0% 38.3% 38.4% 39.5% 

175-200   0.1% 1.3% 2.3% 11.0% 11.5% 20.2% 

200-225     0.1% 0.9% 1.1% 4.4% 

225-250        0.4% 

 
 Lastly, we can view the market’s expectations of future interest rates based on 7 

the current yield curve.  Those expected rates, often referred to as forward 8 

yields, are derived from the Expectations Theory, which states that (for example) 9 

the current 30-year Treasury yield equals the combination of the current one-year 10 

Treasury yield, and the 29-year Treasury yield expected in one year. That is, an 11 

investor would be indifferent to (1) holding a 30-year Treasury to maturity, or (2) 12 

holding a one-year Treasury to maturity, then a 29-year Treasury bond, also to 13 

                                                
76  See http://www.cmegroup.com/trading/interest-rates/countdown-to-fomc.html (last visited 

May 8, 2017). 
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maturity.77  As Chart 4 below indicates, since 2006 the implied forward 29- and 1 

28- year yields (one and two years hence, respectively) consistently exceeded 2 

the (interpolated) spot yields.  That is, just as economists’ projections implied 3 

increased interest rates, so did observable Treasury yields. 4 

Chart 4: Forward vs. Interpolated Treasury Yields78 5 

  

Q. Have you also reviewed the relationship between credit spreads for A-rated 6 

utility debt relative to A-rated corporate debt?  7 

A. Yes, I have.  Given the historical volatility in the spread between corporate and 8 

utility A-rated debt, there is no reason to conclude that utility yields are different 9 

than those of their corporate counterparts.  That conclusion is consistent with the 10 

                                                
77  In addition to the Expectations theory, there are other theories regarding the term structure of 

interest rates including: the Liquidity Premium Theory, which asserts that investors require a 
premium for holding long term bonds; the Market Segmentation Theory, which states that 
securities of different terms are not substitutable and, as such, the supply of and demand for 
short-term and long-term instruments is developed independently; and the Preferred Habitat 
Theory, which states that in addition to interest rate expectations, certain investors have distinct 
investment horizons and will require a return premium for bonds with maturities outside of that 
preference. 

78  Source: Federal Reserve Schedule H.15.  Spot yields are interpolated. 
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finding that, over time, there has been a nearly one-to-one relationship between 1 

credit spreads on A-rated corporate and utility bonds.  In fact, a regression 2 

analysis in which corporate credit spreads are the explanatory variable and utility 3 

credit spreads are the dependent variable shows that slope is approximately 1.00 4 

and highly significant, as shown on Chart 5 below.  Because the intercept term is 5 

near zero, we can conclude that there has been no material difference between 6 

the two, and there certainly is no meaningful difference in the current market. 7 

Chart 5: Corporate and Utility Credit Spreads (A-Rated)79 8 

  

Q. What do you conclude from those analyses? 9 

A. First, it is clear that interest rates have increased from the low levels experienced 10 

in early 2016.  Second, market-based data clearly indicate investors’ 11 

expectations of rising interest rates in the near- and longer-term.  The 12 

observation that interest rates have increased indicates that the financial 13 

community sees the strong prospect of increased growth throughout the 14 

                                                
79  Source: Federal Reserve Schedule H.15. 
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economy.  As that occurs, and as interest rates continue to rise, it would be 1 

reasonable to expect lower utility valuations, higher dividend yields, and higher 2 

growth rates.  In the context of the Discounted Cash Flow model, those variables 3 

would combine to indicate increases in the Cost of Equity. 4 

 Although the market data discussed above indicate increasing costs of capital, it 5 

is important to keep in mind that estimating the Cost of Equity is an empirical 6 

exercise, but rote application of a specific form of an analysis, or the mechanical 7 

use of specific model inputs, may well produce misleading results.  The methods 8 

used to estimate the Cost of Equity, or the weight given to any one method, may 9 

change from case to case; and that the returns authorized in other jurisdictions 10 

provide a relevant, observable, and verifiable benchmark for assessing the 11 

reasonableness of analytical assumptions, results, and conclusions.  12 

Q. Have there been recent periods when utility valuation levels were high 13 

relative to both their long-term average and the market? 14 

A. Yes.  For example, between July and December 2016, the S&P Electric Utility 15 

Index lost approximately 9.00 percent of its value.  At the same time, the S&P 16 

500 increased by approximately 7.00 percent, indicating that the utility sector 17 

under-performed the market by about 16.00 percent.  Also during that time, the 18 

30-year Treasury yield increased by approximately 95 basis points (an increase 19 

of nearly 45.00 percent).  The point simply is that as interest rates increased, 20 

utility valuations fell.  Because (as noted above) investors see the strong 21 

likelihood of further interest rate increases, there is a continuing risk of losses in 22 

the utility sector. 23 
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Q. What conclusions do you draw from your analyses of the current capital 1 

market environment, and how do those conclusions affect your ROE 2 

recommendation? 3 

A. In my view, we cannot conclude that the recent levels of utility valuations are due 4 

to a fundamental change in the risk perceptions of utility investors.  There is no 5 

measurable difference between credit spreads of A-rated utility debt, and A-rated 6 

corporate debt.  That is, based on analyses of credit spreads, there is no reason 7 

to conclude that investors see utilities as less risky relative to either historical 8 

levels or to their corporate counterparts. 9 

 From an analytical perspective, it is important that the inputs and assumptions 10 

used to arrive at an ROE determination, including assessments of capital market 11 

conditions, are consistent with the conclusion itself.  Although all analyses 12 

require an element of judgment, the application of that judgment must be made in 13 

the context of the quantitative and qualitative information available to the analyst 14 

and the capital market environment in which the analyses were undertaken.  15 

Because the application of financial models and interpretation of their results 16 

often is the subject of differences among analysts in regulatory proceedings, it is 17 

important to review and consider a variety of data points; doing so enables us to 18 

put in context both quantitative analyses and the associated recommendations. 19 

 Because not all models used to estimate the Cost of Equity adequately reflect 20 

those changing market dynamics, it is important to give appropriate weight to the 21 

methods and to their results.  Moreover, because those models produce a range 22 

of results, it is important to consider the type of data discussed above in 23 
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determining where the Company’s ROE falls within that range.  On balance, the 1 

DCF-based results should be viewed very carefully, and that somewhat more 2 

weight should be afforded the Risk Premium-based methods.  I believe that 3 

doing so supports my recommended range of 10.00 percent to 10.75 percent, 4 

and my ROE recommendation of 10.50 percent.  5 

IX. CAPITAL STRUCTURE 6 

Q. What is the Company’s proposed capital structure?  7 

A. Consistent with its position in Docket No. 16-11-25, the Company's objective is to 8 

maintain a target equity ratio in the range of 53.00 percent to 54.00 percent.80  9 

 In practice, the capital structure should enable the Company to maintain or 10 

enhance its financial integrity, thereby enabling access to capital at competitive 11 

rates under a variety of economic and financial market conditions.  As discussed 12 

below, it therefore is important to consider the capital structure in light of industry 13 

practice, investor requirements, and rating agency criteria.  14 

Q. Is there a method that can be used to assess the reasonableness of the 15 

Company’s proposed capital structure? 16 

A. Yes, the Company’s proposed capital structure can be assessed relative to 17 

prevailing industry practice. Industry practice, in turn, generally is viewed by 18 

reference to utility operating companies rather than their consolidated parents.  I 19 

understand that in Docket No. 16-06-04 the Authority argued that, because 20 

                                                
80  The Company’s current rate case model for 2018-2020 reflects an equity ratio ranging from 53.45 

percent to 53.95 percent. 



 
 

82  

equity is raised at the holding company level, it is the holding company capital 1 

structure that matters.  Although Cost of Equity analyses necessarily must be 2 

based on parent company data (the utility subsidiaries are not publicly traded), it 3 

is possible to view the capital structures of those companies that have similar 4 

financing requirements and constraints, and which are subject to comparable 5 

business risks; i.e., the utility operating companies.  In that regard, I believe that 6 

the operating company level is the appropriate comparison.  As shown in Exhibit 7 

RBH-12, the average operating company equity ratio is 52.17 percent, and the 8 

median operating company equity ratio is 52.52 percent. The common equity 9 

ratios range from 45.53 percent to 59.14 percent.  Based on that review, it is 10 

apparent that the Company’s proposed capital structure is generally consistent 11 

with the capital structures of the proxy group companies. 12 

Q. Please explain why industry practice is a meaningful benchmark. 13 

A. Utilities such as CL&P invest in, and therefore must finance, both long-term 14 

assets such as property, plant, and equipment, and short-term assets such as 15 

net working capital requirements. From the perspective of financing long-term 16 

capital assets, the weighted average duration of outstanding long-term capital is 17 

matched with the expected life of the underlying assets, such that the income 18 

produced from the assets over its life can cover the debt service payments used 19 

to finance the asset.  As noted by Brigham and Houston, “[t]his strategy 20 

minimizes the risk that the firm will be unable to pay off its maturing 21 
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obligations.”81   1 

 In my practical experience raising capital for a publicly traded utility company, the 2 

factors that must be considered in making both day-to-day, and long-term 3 

financing decisions include the availability and cost of different forms of financing 4 

at a particular time, existing and expected capital market conditions (including the 5 

availability of capital, the terms at which capital may be acquired, and the ability 6 

to subsequently “roll over” maturing financings), the level of existing and 7 

proposed debt relative to rating agency criteria, cash flow contingencies, planned 8 

and existing capital spending plans, and lead times associated with changing 9 

from short-term to long-term financing. Only by considering all of those factors 10 

can we assess the reasonableness of a given capital structure.  One method of 11 

determining whether the capital structure is reasonable is to view the practice of 12 

firms facing similar market conditions, having similar financing objectives, and 13 

subject to similar financial and operating constraints.   14 

Q. Please now describe your analysis of the Company’s capital structure 15 

relative to industry practice. 16 

A. As a measure of industry practice, I calculated the average capital structure for 17 

each of the proxy companies over the last eight fiscal quarters.  As shown in 18 

Exhibit RBH-12, the proxy group average capital structure over that period 19 

includes 52.17 percent common equity, 0.37 percent preferred equity, and 47.47 20 

percent long-term debt; the average common equity ratios (on a company-21 

                                                
81   Eugene F. Brigham and Joel F. Houston, Fundamentals of Financial Management, Concise 4th 

Ed., Thomson South-Western, 2004, page 574. 
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specific basis) range from 45.53 percent to 59.14 percent.  Based on that review, 1 

it is apparent that the Company’s capital structure target of approximately 53.00 2 

percent to 54.00 percent is consistent with those in place at the proxy 3 

companies. 4 

Q. What is the basis for using average capital components rather than a point-5 

in-time measurement? 6 

A. Measuring the capital components at a particular point in time can skew the 7 

capital structure by the specific circumstances of a particular period. Therefore, it 8 

is more appropriate to normalize the relative relationship between the capital 9 

components over a period of time. 10 

Q. Why is it reasonable to review the capital structures in place at other utility 11 

operating companies to assess the reasonableness of the Company’s 12 

proposed capital structure? 13 

A. In a cost of service-based regulatory environment, in exchange for the obligation 14 

to serve, equity investors expect utilities to have the opportunity to earn a fair 15 

return on prudent investments.  The nature of regulation also provides the ability, 16 

and creates the obligation for utilities to make large, essentially irreversible, 17 

investments that are recovered over decades at a compensatory cost of capital.  18 

Unlike unregulated entities, utilities generally do not have the option to delay, 19 

defer, or reject capital investments.  And because those investments are capital-20 

intensive, utilities generally do not have the option to avoid raising external funds 21 

during periods of capital market distress.   22 
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 From my practical experience managing a utility balance sheet, I can say that 1 

capital-intensive companies are financed in light of the risks and funding 2 

requirements associated with their assets and operations.  As such, companies 3 

operating within a given sector are likely to have comparable financing 4 

requirements, face common financing constraints and, therefore, have 5 

comparable financing practices.  Although no one utility is a perfect substitute for 6 

another, they do share certain characteristics that influence their operations; 7 

proxy companies used to estimate the Cost of Equity are assembled on that 8 

basis.  Because they finance long-lived assets and must do so regardless of 9 

prevailing market conditions, it is reasonable to expect utilities to have similar 10 

financing practices.  Consequently, observing capital structures in place at other 11 

utility operating companies provides a reasonable view of industry practice. 12 

 I note that the Authority has also recognized the appropriateness of comparing 13 

the Company’s equity ratio against its peers.  In Docket No. 16-11-25, the 14 

Authority stated that “CL&P assesses its capital structure by comparing it to other 15 

utilities with similar financing requirements and business risks.  Using that 16 

methodology, an approximate 53.00 percent equity ratio would be in line with its 17 

peer electric utilities.”82   18 

Q. How do changes in capital structure affect the cost of capital? 19 

A. The capital structure relates to financial risk, which is a function of the 20 

percentage of debt relative to equity (that relationship is often referred to as 21 

                                                
82  Docket No. 16-11-25, Order at 6. 
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“financial leverage”).  As the percentage of debt in the capital structure increases, 1 

so do the fixed obligations for the repayment of that debt and, therefore, the risk 2 

that cash flows may not be sufficient to meet those obligations on a timely basis. 3 

Consequently, as the degree of financial leverage increases, the risk of financial 4 

distress (i.e., financial risk) also increases.  The Cost of Equity therefore 5 

increases as additional debt is added to the capital structure. 6 

 The overall Rate of Return (that is, the weighted average cost of capital) is not 7 

constant; it increases with more leverage on the one hand (as financial risk 8 

increases the cost of both debt and equity), and with more equity on the other 9 

(recognizing that equity is more expensive than debt).   At some point in the 10 

range of possible equity ratios, the overall cost of capital will be minimized as the 11 

effect of financial leverage materially increases neither the cost of debt nor 12 

equity.  It is important to note, however, that the relationships among the cost of 13 

debt, the Cost of Equity, and the capital structure are complex and must be 14 

estimated based on various financial models.  The process of estimating capital 15 

structure optimization, therefore, also is complex.  As noted above, however, we 16 

can look to prevailing industry practice a measure of reasonableness.   17 

Q. Has the Authority previously recognized the Company’s capital structure 18 

goal? 19 

A. Yes.  In its Order in Docket No. 16-11-25, the Authority noted that the Company’s 20 

capital structure goal was to have an equity ratio of approximately 53.00 percent 21 

because it would enable the Company to maintain or enhance its financial 22 

integrity and was in line with its peer electric utilities.  The Authority stated it was 23 
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“in agreement with CL&P’s capital structure goals.”83 1 

Q. What is your conclusion regarding an appropriate capital structure for 2 

CL&P? 3 

A. Considering the proxy company average common equity ratio of 52.17 percent 4 

and median operating company equity ratio of 52.52 percent, I believe that 5 

CL&P’s target common equity ratio of approximately 53.00 percent to 54.00 6 

percent is consistent with industry practice.  Additionally, the Company’s target 7 

capital structure is consistent with its stated goals, which the Authority has 8 

previously agreed with.  9 

X. COST OF DEBT 10 

Q. What is the Company’s proposed cost of debt?  11 

A. As shown in Schedule D-3.0, the Company’s proposed cost of debt of is 4.72 12 

percent, consistent with its 2020 forecasted cost of debt of 4.72 percent. 13 

Q. Please briefly describe your assessment of the Company’s proposed cost 14 

of debt. 15 

A. I performed two assessments.  The intent of my review was to determine whether 16 

the terms at which the Company issued its debt were consistent with prevailing 17 

market conditions.   18 

 In the first assessment, I calculated the embedded cost of debt for all authorized 19 

electric utility returns over the January 1, 2015 to October 13, 2017 period (See 20 

                                                
83  Ibid. at 6.  
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Exhibit RBH-13).  The mean of the authorized cost of debt is 5.04 percent, and 1 

the median is 5.20 percent. The embedded cost of debt authorized range from 2 

2.44 percent to 7.13 percent.   3 

 In the second assessment, I reviewed the prevailing Bloomberg Fair Value 4 

Curves for A-rated and BBB-rated utility debt concurrent with the date of 5 

issuance of the Company’s debt instruments.  As shown Exhibit RBH-14, the 6 

Company’s weighted average coupon rate is consistent with the prevailing yields 7 

at the times of issuance.   8 

Q. What are your conclusions regarding the Company’s proposed cost of 9 

debt? 10 

A. First, the Company’s proposed cost of debt is below the level recently authorized 11 

in other electric utilities.  Second, the Company’s weighted average coupon rate 12 

is consistent with the prevailing yields at the times of issuance.  Therefore, I 13 

conclude that the Company’s proposed cost of debt is reasonable and 14 

appropriate. 15 

XI. CONCLUSIONS AND RECOMMENDATION 16 

Q. What is your conclusion regarding the Company’s Cost of Equity? 17 

A. As discussed earlier in my Direct Testimony, I have performed several analyses 18 

to estimate the Company’s Cost of Equity, and have considered several market-19 

wide and Company-specific issues.  In light of those considerations, I believe that 20 

a rate of return on common equity in the range of 10.00 percent to 10.75 percent 21 

represents the range of equity investors’ required rate of return for investment in 22 
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electric utilities similar to CL&P in today’s capital markets.  Within that range, it is 1 

my view that an ROE of 10.50 percent is a reasonable, if not conservative 2 

estimate of the Company’s Cost of Equity. 3 

As discussed earlier in my testimony, my recommendation reflects analytical 4 

results based on a proxy group of electric utilities.  My recommendation also 5 

takes into consideration the Authority’s prior practice regarding certain analytical 6 

approaches, the effect of certain rate mechanisms on the Company’s risk profile, 7 

and the effect of my recommendation on the Company’s financial integrity.  My 8 

recommendation also considers the direct costs associated with equity 9 

issuances, although I do not make a specific adjustment for those costs.  10 

I also conclude that the Company’s capital structure goal of an equity ratio of 11 

approximately 53.00 percent to 54.00 percent is consistent with industry practice.  12 

Lastly, I conclude that the Company’s 4.72 percent cost of debt reflects prevailing 13 

market conditions at the times of issuance, and is reasonable and appropriate. 14 
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Table 12a: Summary of DCF Results, Including Sustainable Growth  1 

Constant Growth DCF Low Mean High 

   30-Day Average 7.33% 8.53% 9.62% 

   90-Day Average 7.38% 8.58% 9.67% 

   180-Day Average 7.46% 8.65% 9.75% 

Quarterly Growth DCF Low Mean High 

   30-Day Average 7.42% 8.65% 9.78% 

   90-Day Average 7.47% 8.71% 9.83% 

   180-Day Average 7.56% 8.79% 9.91% 

Multi-Stage DCF – Gordon 
Method 

Low Mean High 

   30-Day Average 8.38% 8.63% 8.87% 

   90-Day Average 8.43% 8.68% 8.92% 

   180-Day Average 8.51% 8.76% 9.01% 

Multi-Stage DCF –  
Terminal P/E Method 

Low Mean High 

   30-Day Average 9.18% 9.89% 10.53% 

   90-Day Average 9.32% 10.03% 10.67% 

   180-Day Average 9.55% 10.26% 10.91% 
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Table 12b: Summary of DCF Results, Excluding Sustainable Growth 1 

Constant Growth DCF Low Mean High 

   30-Day Average 7.86% 8.80% 9.60% 

   90-Day Average 7.91% 8.85% 9.64% 

   180-Day Average 7.99% 8.92% 9.72% 

Quarterly Growth DCF Low Mean High 

   30-Day Average 7.97% 8.93% 9.75% 

   90-Day Average 8.02% 8.98% 9.80% 

   180-Day Average 8.11% 9.07% 9.89% 

Multi-Stage DCF – Gordon 
Method 

Low Mean High 

   30-Day Average 8.49% 8.69% 8.86% 

   90-Day Average 8.54% 8.74% 8.92% 

   180-Day Average 8.62% 8.82% 9.01% 

Multi-Stage DCF –  
Terminal P/E Method 

Low Mean High 

   30-Day Average 9.50% 10.05% 10.52% 

   90-Day Average 9.64% 10.19% 10.66% 

   180-Day Average 9.87% 10.42% 10.89% 
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Table 12c: Summary of Risk Premium and Other Analytical Results 1 

CAPM Results 

Bloomberg 
Derived 

Market Risk 
Premium 

 
Value Line 

Derived 
Market Risk 

Premium 

Average Bloomberg Beta Coefficient 

Current 30-Year Treasury (2.80%) 8.91% 9.12% 

Near Term Projected 30-Year Treasury 
(3.30%) 

9.41% 9.61% 

Average Value Line Beta Coefficient 

Current 30-Year Treasury (2.80%) 10.70% 10.97% 

Near Term Projected 30-Year Treasury 
(3.30%) 

11.20% 11.47% 

ECAPM Results 

Bloomberg 
Derived 

Market Risk 
Premium 

 
Value Line 

Derived 
Market Risk 

Premium 

Average Bloomberg Beta Coefficient 

Current 30-Year Treasury (2.80%) 10.16% 10.41% 

Near Term Projected 30-Year Treasury 
(3.30%) 

10.66% 10.91% 

Average Value Line Beta Coefficient 

Current 30-Year Treasury (2.80%) 11.51% 11.80% 

Near Term Projected 30-Year Treasury 
(3.30%) 

12.00% 12.30% 

 

 Proxy Mean Proxy Median 

Expected Earnings 11.67% 10.88% 

 

 Low Mid High 

Bond Yield Plus Risk Premium 9.96% 10.02% 10.33% 

Flotation Cost 0.11% 

  2 

Q. Does this conclude your Direct Testimony? 3 

A. Yes, it does. 4 


