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INTRODUCTION

Please state your name addressaddres and occupation

My name is Dr Roger Morin My businessbusines addressaddres is Georgia State

University Robinson College of BusinessBusines University Plaza Atlanta Georgia

30303 am EmeritusEmeritu Professor of Finance at the Robinson College of BusinessBusines

Georgia State University and Professor of Finance for Regulated Industry at the

Center for the Study of Regulated Industry at Georgia State University am also

principal in Utility Research International an enterprise engaged in regulatory

finance and economicseconomic consulting to businessbusines and government

10 Please describe your educational background

11 hold Bachelor of Engineering degree and an MBA in Finance from McGill

12 University Montreal Canada received my Ph.D in Finance and EconometricsEconometric

13 at the Wharton School of Finance University of Pennsylvania

14 Please summarize your academic and businessbusines career

15 have taught at the Wharton School of Finance University of Pennsylvania

16 AmosAmo Tuck School of BusinessBusines at Dartmouth College Drexel University

17 University of Montreal McGill University and Georgia State University was

18 faculty member of Advanced Management Research International and am

19 currently faculty member of The ManagementExchange Inc and Exnet where

20 continue to conduct frequent national executive-level education seminarsseminar

21 throughout the United StatesState and Canada In the last thirty yearsyear have

22 conducted numerousnumerou national seminarsseminar on Utility Finance Utility Cost of

23 Capital Alternative Regulatory FrameworksFramework and on Utility Capital

24 Allocation which have developed on behalf of The Management Exchange Inc



in conjunction with Public UtilitiesUtilitie ReportsReport Inc

have authored or co-authored several booksbook monographsmonograph and articlesarticle in

academic scientific journalsjournal on the subject of finance They have appearedin

variety of journalsjournal including The Journal of Finance The Journal of BusinessBusines

Administration International Management Review and Public Utility

Fortnightly published widely-used treatise on regulatory finance UtilitiesUtilitie

Cost of Capital Public UtilitiesUtilitie ReportsReport Inc Arlington Va 1984 My second

book on regulatory mattersmatter Regulatory Finance is voluminousvoluminou treatise on the

application of finance to regulated utilitiesutilitie and was released by the same publisher

10 in late 1994 revised and expanded edition The New Regulatory Finance was

11 published in 2006 have engaged in extensive consulting activitiesactivitie on behalf of

12 numerousnumerou corporationscorporation legal firmsfirm and regulatory bodiesbodie in mattersmatter of financial

13 management and corporate litigation Exhibit RAM- describesdescribe my professional

14 credentialscredential in more detail

15 Have you previously testified on cost of capital before regulatory bodiesbodie

16 Yes have been cost of capital witnesswitnes before nearly fifty 50 regulatory

17 bodiesbodie in North America including the New York State Public Service

18 Commission NYPSC the Federal Energy Regulatory Commission and the

19 Federal CommunicationsCommunication Commission have testified before regulatory bodiesbodie

20 in the following statesstate



Alabama Hawaii Montana Ontario

Alaska IllinoisIllinoi Nevada Oregon
Alberta Indiana New Brunswick Pennsylvania
Arizona Iowa New Hampshire Quebec
ArkansasArkansa Kentucky New Jersey South Carolina

British Columbia Louisiana New York South Dakota

California Maine Newfoundland Tennessee

Colorado Manitoba North Carolina TexasTexa

Delaware Michigan North Dakota Utah

District of Columbia Minnesota Nova Scotia Vermont

Florida Mississippi Ohio Washington
Georgia Missouri Oklahoma West Virginia

The detailsdetail of my participation in regulatory proceedingsproceeding are provided in Exhibit

RAM-i

What is the purpose of your testimony in thisthi proceeding

The purpose of my testimony in thisthi proceeding is to present an independent

appraisal of the fair and reasonable rate of return on the common equity capital

invested in Consolidated Edison Company of New YorksYork CE or the

Company electric delivery operationsoperation in the State of New York Based upon

thisthi appraisal have formed my professional judgment as to return on such

capital that would be fair to customerscustomer allow the Company to attract

10 equity capital on reasonable termsterm maintain the CompanysCompany financial

11 integrity and be comparable to returnsreturn offered on comparable risk

12 investmentsinvestment will testify in thisthi proceeding as to the basisbasi for that opinion

13 ThisThi testimony and accompanying schedulesschedule were prepared by me or

14 under my direct supervision and control The source documentsdocument for my testimony

15 are Company recordsrecord public documentsdocument and my personal knowledge and

16 experience

17 Please briefly identify the schedulesschedule and appendicesappendice accompanying your



testimony

have attached to my testimony Exhibit RAM-i through Exhibit RAM-8 and

AppendicesAppendice and These ExhibitsExhibit and AppendicesAppendice relate directly to pointspoint in

my testimony and are described in further detail in connection with the

discussion of those pointspoint in my testimony

Please summarize your findingsfinding and recommendation

recommend the adoption of rate of return on common equity of 11.0 on CEs

electricity delivery operationsoperation My recommendation is derived from studiesstudie that

performed using the Capital Asset Pricing Model CAPM Risk Premium and

10 Discounted Cash Flow DCF methodologiesmethodologie performed two CAPM

11 analysesanalyse one using the plain vanilla CAPM and another using an empirical

12 approximation of the CAPM ECAPM performed two risk premium

13 analysesanalyse historical risk premium analysisanalysi on the electric utility industry and

14 study of the risk premiumspremium allowed in the electric utility industry also

15 performed DCF analysesanalyse on two surrogatessurrogate for the CompanysCompany electricity delivery

16 businessbusines They are group of investment-gradeelectricity delivery utilitiesutilitie and

17 group consisting of the companiescompanie that make up MoodysMoody Electric Utility Index

18 My recommended rate of return reflectsreflect the application of my professional

19 judgment to the indicated returnsreturn from my CAPM Risk Premium and DCF

20 analysesanalyse

21 Dr Morin please describe how your testimony is organized

22 The remainder of my testimony is divided into three sectionssection

23

24 Regulatory Framework and Rate of Return



II Cost of Equity EstimatesEstimate and

III Summary and Cost of Equity Recommendation

The first section discussesdiscusse the rudimentsrudiment of rate of return regulation and

the basic notionsnotion underlying rate of return The second section containscontain the

application of CAPM Risk Premium and DCF teststest The third section

summarizessummarize the resultsresult from the variousvariou approachesapproache used in determining fair

return

REGULATORY FRAMEWORK AND RATE OF RETURN

What economic and financial conceptsconcept have guided your assessment of CE cost

10 of common equity

11 Two fundamental economic principlesprinciple underlie the appraisal of the CompanysCompany

12 cost of equity one relating to the supply side of capital marketsmarket the other to the

13 demand side According to the first principle rational investor maximizesmaximize the

14 performance of his or her portfolio only if he or she expectsexpect the returnsreturn earned on

15 investmentsinvestment of comparable risk to be the same If not the rational investor will

16 switch out of those investmentsinvestment yielding lower returnsreturn at given risk level in

17 favor of those investment activitiesactivitie offering higher returnsreturn for the same degreeof

18 risk ThisThi principle impliesimplie that company will be unable to attract the capital

19 fundsfund it needsneed to meet its service demandsdemand and to maintain financial integrity

20 unlessunles it can offer returnsreturn to capital supplierssupplier that are comparable to those

21 achieved on competing investmentsinvestment of similar risk On the demand side the

22 second principle assertsassert that company will continue to invest in real physical

23 assetsasset if the return on these investmentsinvestment exceedsexceed or equalsequal the companyscompany marginal

24 cost of capital ThisThi concept suggestssuggest that regulatory commission should set



ratesrate at level sufficient to create at least equality between the return on physical

asset investmentsinvestment and the companyscompany cost of capital

How doesdoe CEs cost of capital relate to that of its parent company Consolidated

Edison Inc ConEd

am treating CEs electric delivery operationsoperation as separate stand-alone entity

distinct from its holding company ConEd because it is the cost of capital for

CEs electric utility businessbusines that we are attempting to measure and not the cost of

capital for ConEdsConEd consolidated activitiesactivitie Financial theory establishesestablishe that the

true cost of capital dependsdepend on the use to which the capital is put in thisthi case

10 electric delivery operationsoperation in the State of New York The specific source of

11 funding an investment and the cost of fundsfund to the investor are irrelevant

12 considerationsconsideration

13 For example if an individual investor borrowsborrow money at the bank at an

14 after-tax cost of 8 and investsinvest the fundsfund in speculative oil extraction venture

15 the required return on the investment is not the 8 cost but rather the return

16 foregone in speculative projectsproject of similar risk say 20 Similarly the required

17 return on CE is the return foregone in comparable risk electric delivery

18 operationsoperation and is unrelated to the parentsparent cost of capital The cost of capital is

19 governed by the risk to which the capital is exposed and not by the source of

20 fundsfund The identity of the shareholdersshareholder has no bearing on the cost of equity be it

21 either individual investorsinvestor or parent holding company

22 Just as individual investorsinvestor require different returnsreturn from different assetsasset

23 in managing their personal affairsaffair corporationscorporation behave in the same manner

24 parent company normally investsinvest money in many operating companiescompanie of varying



sizessize and varying risksrisk These operating subsidiariessubsidiarie pay different ratesrate for the

use of investor capital such as for long-term debt capital because investorsinvestor

recognize the differencesdifference in capital structure risk and prospectsprospect between

subsidiariessubsidiarie ThusThu the cost of investing fundsfund in an operating utility company

such as CE is the return foregone on investmentsinvestment of similar risk and is unrelated

to the investorsinvestor identity

Under traditional cost of service regulation please explain how regulated

companyscompany ratesrate should be set

Under the traditional regulatory processproces regulated companyscompany ratesrate should be set

10 so that the company recoversrecover its costscost including taxestaxe and depreciation plusplu

11 fair and reasonable return on its invested capital The allowed rate of return must

12 necessarily reflect the cost of the fundsfund obtained that is investorsinvestor return

13 requirementsrequirement In determining companyscompany rate of return the starting point is

14 investorsinvestor return requirementsrequirement in financial marketsmarket rate of return can then be

15 set at level sufficient to enable the company to earn return commensurate with

16 the cost of those fundsfund

17 FundsFund can be obtained in two general formsform debt capital and equity

18 capital The cost of debt fundsfund can be easily ascertained from an examination of

19 the contractual interest paymentspayment The cost of common equity fundsfund that is

20 investorsinvestor required rate of return is more difficult to estimate It is the purpose of

21 the next section of my testimony to estimate CEs cost of common equity capital

22

23

24 Dr Morin what must be considered in estimating fair rate of return on common



equity capital ROE

The legal requirement is that the allowable ROE should be commensurate with

returnsreturn on investmentsinvestment in other firmsfirm having corresponding risksrisk The allowed

return should be sufficient to assure confidence in the financial integrity of the

firm in order to maintain creditworthinesscreditworthines and ability to attract capital on

reasonable termsterm The attraction of capital standard focusesfocuse on investorsinvestor return

requirementsrequirement that are generally determined using market value methodsmethod such as

the Risk Premium CAPM or DCF methodsmethod These market value teststest define fair

return as the return that investorsinvestor anticipate when they purchaseequity sharesshare of

10 comparable risk in the financial marketplace ThisThi return is market rate of

11 return defined in termsterm of anticipated dividendsdividend and capital gainsgain as determined

12 by expectedchangeschange in stock pricesprice and reflectsreflect the opportunity cost of capital

13 The economic basisbasi for market value teststest is that new capital will be attracted to

14 firm only if the return expected by the supplierssupplier of fundsfund is commensurate with

15 that available from alternative investmentsinvestment of comparablerisk

16 What fundamental principlesprinciple underlie the determination of fair and reasonable

17 ROE

18 The heart of utility regulation is the setting of just and reasonable ratesrate by way of

19 fair and reasonable return There are two landmark United StatesState Supreme Court

20 casescase that define the legal principlesprinciple underlying the regulation of public utilitysutility

21 rate of return and provide the foundationsfoundation for the notion of fair return

22 Bluefield Water WorksWork Improvement Co Public Service
23 Commission of West Virginia 262 U.S 679 1923

24 Federal Power Commission Hope Natural Gas Company 320 U.S

25 591 1944

10



The Bluefield case set the standard against which just and reasonable ratesrate

of return are measured

public utility is entitled to such ratesrate as will permit it to earn return on

the value of the property which it employsemploy for the convenience of the public equal
to that generally being made at the same time and in the same general part of the

country on investmentsinvestment in other businessbusines undertakingsundertaking which are attended by
corresponding risksrisk and uncertaintiesuncertaintie

..

The return should be reasonable
sufficient to assure confidence in the financial soundnesssoundnes of the utility and should

be adequate under efficient and economical management to maintain and support

10 its credit and enable it to raise money necessary for the proper discharge of its

11 public dutiesdutie EmphasisEmphasi added

12 The Hope case expanded on the guidelinesguideline to be used to assessasses the

13 reasonablenessreasonablenes of the allowed return The Court reemphasized its statementsstatement in

14 the Bluefield case and recognized that revenuesrevenue must cover capital costscost The

15 Court stated

16 From the investor or company point of view it is important that there be

17 enough revenue not only for operating expensesexpense but also for the capital costscost of

18 the businessbusines These include service on the debt and dividendsdividend on the stock
.. By

19 that standard the return to the equity owner should be commensurate with returnsreturn

20 on investmentsinvestment in other enterprisesenterprise having corresponding risksrisk That return
21 moreover should be sufficient to assure confidence in the financial integrity of
22 the enterprise so as to maintain its credit and attract capital EmphasisEmphasi added

23 The United StatesState Supreme Court reiterated the criteria set forth in Hope in

24 Federal Power Commission MemphisMemphi Light Gas Water Division 411 U.S

25 458 1973 in Permian Basin Rate CasesCase 390 U.S 747 1968 and most recently

26 in Duquesne Light Co vs Barasch 488 U.S 299 1989 In the Permian casescase

27 the SupremeCourt stressed that regulatory agencysagency rate of return order should

28 ...reasonably be expected to maintain financial integrity attract necessary capital
29 and fairly compensate investorsinvestor for the risksrisk they have assumed..

30 Therefore the end result of the CommissionsCommission decision should be to allow

II



CE the opportunity to earn return on equity that is commensurate with

returnsreturn on investmentsinvestment in other firmsfirm having corresponding risksrisk sufficient to

assure confidence in the CompanysCompany financial integrity and sufficient to

maintain the CompanysCompany creditworthinesscreditworthines and ability to attract capital on

reasonable termsterm

Flow is the fair rate of return determined

The aggregate return required by investorsinvestor is called the cost of capital The cost

of capital is the opportunity cost expressedin percentage termsterm of the total pool

of capital employed by the utility It is the composite weighted cost of the variousvariou

10 classesclasse of capital i.e bondsbond preferred stock common stock used by the utility

11 with the weightsweight reflecting the proportionsproportion of the total capital that each classclas of

12 capital representsrepresent The fair return in dollarsdollar is obtained by multiplying the rate of

13 return set by the regulator by the utilitysutility rate base The rate base is essentially

14 the net book value of the utilitysutility plant and other assetsasset used to provide utility

15 service in particular jurisdiction

16 While utilitiesutilitie like CE enjoy varying degreesdegree of monopoly in the sale of

17 public utility servicesservice they must compete with everyone else in the free open

18 market for the input factorsfactor of production whether they be labor materialsmaterial

19 machinesmachine or capital The pricesprice of these inputsinput are set in the competitive

20 marketplace by supply and demand and it is these input pricesprice that are

21 incorporated in the cost of service computation ThisThi item is just as true for

22 capital as for any other factor of production Since utilitiesutilitie and other investor

23 owned businessesbusinesse must go to the open capital marketsmarket and sell their securitiessecuritie in

24 competition with every other issuer there is obviously market price to pay for

12



the capital they require for example the interest on debt capital or the expected

market return on common and/or preferred equity

How doesdoe the concept of fair return relate to the concept of opportunity cost

The concept of fair return is intimately related to the economic concept of

opportunity cost When investorsinvestor supply fundsfund to utility by buying its stocksstock

or bondsbond they are not only postponing consumption giving up the alternative of

spending their dollarsdollar in some other way they also are exposing their fundsfund to

risk and forgoing returnsreturn from investing their money in alternative comparable-

risk investmentsinvestment The compensation that they require is the price of capital If

10 there are differencesdifference in the risk of the investmentsinvestment competition among firmsfirm for

11 limited supply of capital will bring different pricesprice These differencesdifference in risk are

12 translated by the capital marketsmarket into price differencesdifference in much the same way that

13 differencesdifference in the characteristicscharacteristic of commoditiescommoditie are reflected in different pricesprice

14 The important point is that market pricesprice of debt capital and equity capital

15 are set by supply and demand and both are influenced by the relationship

16 between the risk and return expected for the respective securitiessecuritie and the risksrisk

17 expectedfrom the overall menu of available securitiessecuritie

18 How doesdoe the Company obtain its capital and how is its overall cost of capital

19 determined

20 The fundsfund employed by the Company are obtained in two general formsform debt

21 capital and equity capital The latter consistsconsist of preferred equity capital and

22 common equity capital The cost of debt fundsfund and preferred stock fundsfund can be

23 ascertained easily from an examination of the contractual termsterm for the interest

24 paymentspayment and preferred dividendsdividend The cost of common equity fundsfund that is

13



equity investorsinvestor required rate of return is more difficult to estimate because the

dividend paymentspayment received from common stock are not contractual or guaranteed

in nature They are uneven and risky unlike interest paymentspayment Once cost of

common equity estimate has been developed it can then easily be combined with

the embedded cost of debt and preferred stock based on the utilitysutility capital

structure in order to arrive at the overall cost of capital

What is the market required rate of return on equity capital

The market required rate of return on common equity or cost of equity is the

return demanded by the equity investor InvestorsInvestor establish the price for equity

10 capital through their buying and selling decisionsdecision InvestorsInvestor set return

11 requirementsrequirement according to their perception of the risksrisk inherent in the investment

12 recognizing the opportunity cost of forgone investmentsinvestment and the returnsreturn available

13 from other investmentsinvestment of comparable risk

14 II COST OF EQUITY ESTIMATESESTIMATE

15 Dr Morin how did you estimate the fair rate of return on common equity for CE

16 employed three methodologiesmethodologie the CAPM the Risk Premium and

17 the DCF All three itemsitem are market-based methodologiesmethodologie and are designed to

18 estimate the return required by investorsinvestor on the common equity capital committed

19 to CE

20 Why did you use more than one approach for estimating the cost of equity

21 No one individual method providesprovide the necessary level of precision for

22 determining fair return but each method providesprovide useful evidence to facilitate

23 the exercise of an informed judgment Reliance on any single method or preset

24 formula is inappropriate when dealing with investor expectationsexpectation because of

14



possible measurement difficultiesdifficultie and vagariesvagarie in individual companiescompanie market

data ExamplesExample of such vagariesvagarie include dividend suspension insufficient or

unrepresentative historical data due to recent merger impending merger or

acquisition and new corporate identity due to restructuring activitiesactivitie The

advantageof using several different approachesapproache is that the resultsresult of each one can

be used to check the othersother

As general proposition it is extremely dangerousdangerou to rely on only one

generic methodology to estimate equity costscost The difficulty is compounded

when only one variant of that methodology is employed It is compounded even

10 further when that one methodology is applied to single company Hence

11 several methodologiesmethodologie applied to several comparable risk companiescompanie should be

12 employed to estimate the cost of common equity

13 Dr Morin are you aware that some regulatory commissionscommission and some analystsanalyst

14 have placed principal reliance on DCF-based analysesanalyse to detennine the cost of

15 equity for public utilitiesutilitie

16 YesJam

17 Do you agree with thisthi approach

18 While agree that it is certainly appropriate to use the DCF methodology to

19 estimate the cost of equity and myself do rely on such evidence there is no

20 proof that the DCF producesproduce more accurate estimate of the cost of equity than

21 other methodologiesmethodologie As have stated there are three broad generic

22 methodologiesmethodologie available to measure the cost of equity DCF Risk Premium and

23 CAPM All three of these methodologiesmethodologie are acceptedand used by the financial

24 community and firmly supported in the financial literature

15



When measuring the cost of common equity which essentially dealsdeal with

the measurement of investor expectationsexpectation no one single methodology providesprovide

foolproof panacea Each methodology requiresrequire the exercise of considerable

judgment on the reasonablenessreasonablenes of the assumptionsassumption underlying the methodology

and on the reasonablenessreasonablenes of the proxiesproxie used to validate the theory and apply the

methodology The failure of the traditional infinite growth DCF model to account

for changeschange in relative market valuation and the practical difficultiesdifficultie of

specifying the expected growth component are vivid examplesexample of the potential

shortcomingsshortcoming of the DCF model It followsfollow that more than one methodology

10 should be employed in arriving at judgment on the cost of equity and that all of

11 these methodologiesmethodologie should be applied to multiple groupsgroup of comparable risk

12 companiescompanie

13 There is no single model that conclusively determinesdetermine or estimatesestimate the

14 expected return for an individual firm Each methodology has its own way of

15 examining investor behavior its own premisespremise and its own set of simplificationssimplification

16 of reality InvestorsInvestor do not necessarily subscribe to any one method nor doesdoe the

17 market price of share reflect the application of any one single method by the

18 price-setting investor Absent any hard evidence as to which method outperformsoutperform

19 the other all relevant evidence should be used without discounting the value of

20 any resultsresult in order to minimize judgmental error measurement error and

21 conceptual infirmitiesinfirmitie submit that regulatory body should rely on the resultsresult

22 of variety of methodsmethod applied to variety of comparable groupsgroup There is no

23 guarantee that single DCF result is necessarily the ideal predictor of the market

24 price of share and of the market cost of equity reflected in that price just as

16



there is no guarantee that single CAPM or Risk Premium result constitutesconstitute the

perfect explanation of stocksstock price or the cost of equity

DoesDoe the financial literature support the use of more than single method

Yes Authoritative financial literature strongly supportssupport the use of multiple

methodsmethod For example Professor Eugene Brigham widely respected scholar

and finance academician discussesdiscusse the variousvariou methodsmethod used in estimating the

cost of common equity capital and statesstate see Brigham and Ehrhardt

Financial Management Theory and Practice 311 11thed Thomson South-

Western 2005

10 Three methodsmethod typically are used the Capital Asset Pricing Model CAPM
11 the discounted cash flow DCF model and the bond-yield-plus-risk-
12 premium approach These methodsmethod are not mutually exclusive no method
13 dominatesdominate the othersother and all are subject to error when used in practice
14 Therefore when faced with the task of estimating company cost of equity we

15 generally use all three methods...

16 Another prominent finance scholar Professor Stewart MyersMyer pointspoint out

17 see MyersMyer On the Use of Modern Portfolio Theory in Public Utility Rate

18 CasesCase Comment Financial Management 67 Autumn 1978

19 Use more than one model when you can Because estimating the opportunity cost

20 of capital is difficult only fool throwsthrow away useful information That meansmean you
21 should not use any one model or measure mechanically and exclusively Beta is

22 helpful as one tool in kit to be used in parallel with DCF modelsmodel or other

23 techniquestechnique for interpreting capital market data

24 DoesDoe the broad use of the DCF methodology in past regulatory proceedingsproceeding

25 indicate that it is superior to other methodsmethod

26 No it doesdoe not Uncritical acceptance of the standard DCF equation vestsvest the

27 model with degree of reliability that is simply not justified One of the leading

28 expertsexpert on regulation Dr CharlesCharle PhillipsPhillip discussesdiscusse the dangersdanger of relying

17



solely on the DCF model

of the DCF model for regulatory purposespurpose involvesinvolve both theoretical and

practical difficultiesdifficultie The theoretical issuesissue include the assumption of constant

retention ratio i.e fixed payout ratio and the assumption that dividendsdividend will

continue to grow at rate in perpetuity Neither of these assumptionsassumption has any

validity particularly in recent yearsyear Further the investorsinvestor capitalization rate

and the cost of equity capital to utility for application to book value i.e an

original cost rate base are identical only when market price is equal to book

value Indeed DCF advocatesadvocate assume that if the market price of utilitysutility
10 common stock exceedsexceed its book value the allowable rate of return on common

11 equity is too high and should be lowered and vice versa Many question the

12 assumption that market price should equal book value believing that the earningsearning
13 of utilitiesutilitie should be sufficiently high to achieve market-to-book ratiosratio which are

14 consistent with those prevailing for stocksstock of unregulated companiescompanie
15

16 .. remainsremain the circularity problem Since regulation establishesestablishe level of
17 authorized earningsearning which in turn implicitly influencesinfluence dividendsdividend per share

18 estimation of the growth rate from such data is an inherently circular processproces

19 For all of these reasonsreason the DCF model suggestssuggest degree of precision which is

20 in fact not present and leavesleave wide room Jbr controversy about the level of
21 of equity
22

23 Sole reliance on any one model whether it is DCF CAPM or Risk

24 Premium simply ignoresignore the capital market evidence and investorsinvestor use of the

25 other theoretical frameworksframework The DCF model is only one of many toolstool to be

26 employed in conjunction with other methodsmethod to estimate the cost of equity It is

27 not superior methodology that should supplant other financial theory and market

28 evidence The same is true of the CAPM

29 DoesDoe the manner in which the regulator appliesapplie the DCF model understate the

30 cost of equity

31 Applying the market rate of return to the book value of equity understatesunderstate the

32 required return on book equity under current capital market conditionscondition

PhillipsPhillip The Regulation of Public UtilitiesUtilitie Theory and Practice Public UtilitiesUtilitie ReportsReport Inc

18



Application of the DCF model producesproduce estimatesestimate of common equity cost that are

consistent with investorsinvestor expected return only when stock price and book value

are reasonably similar that is when the Market-to-Book M/B ratio is close to

unity As shown below application of the standard DCF model doesdoe not account

for the investorsinvestor expected return when the M/B ratio of given stock deviatesdeviate

from unity ThisThi item is particularly relevant in the current capital market

environment where stocksstock in general and utility stocksstock in particular are trading at

M/B ratiosratio well above unity and have been for two decadesdecade The converse is also

true that is the DCF model overstatesoverstate the investorsinvestor return when the stocksstock M/B

10 ratio is lessles than unity The reason for the distortion is that the DCF market return

11 is applied to book value rate base by the regulator that is utilitysutility earningsearning are

12 limited to earningsearning on book value rate base

13 What are the resultsresult of thisthi distortion

14 The return given to equity investorsinvestor is lower than what they actually require when

15 M/B ratiosratio exceed unity ThisThi is neither equitable for the existing stockholdersstockholder

16 nor efficient from the point of view of attracting capital to cover the significant

17 capital expendituresexpenditure that need to be undertaken

18 Can you illustrate the effect of the M/B ratio on the applicability of the DCF

19 model by meansmean of simple example

20 Yes The simple numerical illustration shown in the table below demonstratesdemonstrate the

21 result of applying market value cost rate to book value rate base under three

22 different M/B scenariosscenario The three columnscolumn correspond to three M/B situationssituation

23 the stock tradestrade below equal to and above book value respectively The last

1988 pp 376-77 omitted

19



situation third column of numbersnumber is noteworthy and representative of the

current capital market environment The DCF cost rate of 10 made up of 5

dividend yield and 5 growth rate is applied to the book value rate base of $50

to produce $5.00 of earningsearning Of the $5.00 of earningsearning the full $5.00 are required

for dividendsdividend to produce dividend yield of 5 on stock price of $100.00 and

no dollarsdollar are available for growth The investorsinvestor return is therefore only 5

versusversu his required return of 10 DCF cost rate of 10 which impliesimplie $10.00

of earningsearning translatestranslate to only $5.00 of earningsearning on book value 5 return

The situation is reversed in the first column whenthe stock tradestrade below

10 book value The $5.00 of earningsearning is more than enough to satisfy the investorsinvestor

11 dividend requirementsrequirement of $1.25 leaving $3.75 for growth for total return of

12 20 ThisThi item occursoccur when the DCF cost rate is applied to book value rate

13 base well above the market price

14 Therefore the DCF cost rate significantly understatesunderstate the investorsinvestor

15 required return when stock pricesprice are well above book as is the case presently

EFFECT OF MARKET-TO-BOOK RATIO ON MARKET RETURN

Situation
Initial purchaseprice $25 $50 $100
Initialbookvalue $50 $50 $50

Initial M/B 0.50 1.00 2.00

DCFReturnlO55 10 10 10

Dollar Return $5.00 $5.00 $5.00
Dollar DividendsDividend 5 Yield $1.25 $2.50 $5.00
Dollar Growth 5 Growth $3.75 $2.50 $0.00
Market Return 20 10 5

20



DoesDoe the annual version of the DCF model understate the cost of equity

Yes it doesdoe Another reason why the DCF methodology understatesunderstate the cost of

equity is that the annual DCF model usually employed in regulatory settingssetting

assumesassume that dividend paymentspayment are made annually at the end of the year while

most utilitiesutilitie in fact pay dividendsdividend on quarterly basisbasi Failure to recognize the

quarterly nature of dividend paymentspayment understatesunderstate the cost of equity capital by

about 30 basisbasi pointspoint By analogy bank rate on deposit that doesdoe not take into

consideration the timing of the interest paymentspayment understatesunderstate the true yield of your

investment if you receive the interest paymentspayment more than once year Since the

10 stock price employed in the DCF model already reflectsreflect the quarterly stream of

11 dividendsdividend to be received consistency therefore requiresrequire explicit recognition of the

12 quarterly nature of dividend paymentspayment One only has to think of what would

13 happen to companyscompany stock price if the company was to suddenly announce that

14 it is from now on paying dividendsdividend once year at the end of the year instead of

15 four timestime year each quarter Clearly the stock price would decline by an

16 amount reflecting the lost time value of money

17 Do regulatorsregulator rely primarily on the DCF model

18 majority of regulatory commissionscommission including the NYPSC do not as matter

19 of practice rely solely on the DCF model resultsresult in setting the allowed rate of

20 return on common equity According to the survey resultsresult posted in the Utility

21 Regulatory Policy in the United StatesState and Canada 1994-1995 Compilation

22 which was conducted by the National Association of Regulatory Utility

23 CommissionersCommissioner NARUC regulatorsregulator employ variety of methodsmethod and rely on

24 all the evidence submitted
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Do regulatorsregulator share your reservationsreservation on the reliability of the DCF model

Yes believe they do While majority of regulatory commissionscommission do not as

matter of practice rely solely on the DCF model resultsresult in setting the allowed

ROE some regulatory commissionscommission have explicitly recognized the need to avoid

exclusive reliance upon the DCF model and have acknowledged the need to adjust

the DCF result when M/B ratiosratio exceed one2 In recent case involving Pacific

Bell Telephone Company the California Commission Application No 01-02-

024 Joint Application of ATT CommunicationsCommunication Opinion Establishing Revised

Unbundled Network Element RatesRate at VI.N October 2004 declined to place any

10 reliance on the DCF method finding that it was too dependenton one forecasted

11 input

12 My sentimentssentiment on the DCF model were echoed in decision by the

13 Indiana Utility Regulatory Commission IURC The TURC recognized its

14 concernsconcern with the DCF model and that the model understatesunderstate the cost of equity

15 In Cause No 39871 Final Order the IURC statesstate on page 24

16 ....the DCF model heavily relied upon by the Public understatesunderstate the cost of
17 common equity The Commission has recognized thisthi fact before In Indiana

18 Mich Power Co IURC 8/24/90 Cause No 38728 116 FUR 4th 17-18 we

19 found

20 The unadjusted DCF result is almost alwaysalway well below what any informed
21 financial analyst would regard as defensible and therefore requiresrequire an upward
22 adjustmentbased largely on the expert witnesswitnes judgment
23

24 The Commission also expressed its concern with witnesswitnes relying solely

See the Indiana Utility Regulatory Commission decision in Indiana Mich Power Co IURC
8/24/90 Cause No 38728 116 PUR4th 17-18 See also the Iowa UtilitiesUtilitie Board decision in U.S
West CommunicationsCommunication Inc Docket No RPR-93-9 152 PUR4th 446 459 Iowa 1994 See also the
Hawaii Public UtilitiesUtilitie Commission decision in Hawaiian Electric Company Inc 134 PUR4th 418
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on one methodology

the Commission has had concernsconcern in our past ordersorder with witnesswitnes relying

solely on one methodology in reaching an opinion on proper return on equity

figure page 25

Even more convincing evidence that regulatorsregulator have in fact not relied on

the DCF model exclusively is the fact that M/B ratiosratio have exceeded unity for

over two decadesdecade Had regulatorsregulator relied exclusively on the DCF model utility

10 stocksstock would have traded at or near book value RegulatorsRegulator have corrected for

11 thisthi M/B problem by considering other methodsmethod for estimating capital cost

12 Is the usage of the DCF model prevalent in corporate practicespractice

13 No not really The CAPM continuescontinue to be widely used by analystsanalyst investorsinvestor and

14 corporationscorporation Bruner EadesEade HarrisHarri and HigginsHiggin 1998 in comprehensivesurvey3

15 of current practicespractice for estimating the cost of capital found that 81 of companiescompanie

16 used the CAPM to estimate the cost of equity 4 used modified CAPM and 15

17 were uncertain In another comprehensive survey conducted by Graham and

18 Harvey 2001 the managersmanager surveyedreported using more than one methodology

19 to estimate the cost of equity and 73 used the CAPM.4 Since its introduction by

20 Professor William Sharpe in 1964 the CAPM has gained immense popularity

21 as the practitionerspractitioner method of choice when estimating cost of capital under

22 conditionscondition of risk.5 The intuitive simplicity of its basic concept that investorsinvestor

479 1992 More recently see the Pennsylvania Public Utility Commission decision in

Pennsylvania-American Water Co Docket R-000 16339

Bruner EadesEade HarrisHarri and HigginsHiggin Best PracticesPractice in Estimating the Cost
of Capital Survey and SynthesisSynthesi Financial Practice and Education Vol Number

Spring/Summer 1998 page 18

Graham and Harvey The Theory and Practice of Corporate Finance Evidence from the

Field Journal of Financial EconomicsEconomic Vol 61 2001 pp 187-243

See practitioner surveyssurvey by Graham Harvey 2001 and Bruner et al 1988
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must get compensated for the risk they assume and the relatively easy

application of the CAPM are the main reasonsreason behind its popularity

Do the assumptionsassumption underlying the DCF model require that the model be treated

with caution

Yes particularly in todaystoday rapidly changing electric utility industry Even

ignoring the fundamental thesisthesi that several methodsmethod and/or variantsvariant of such

methodsmethod should be used in measuring equity costscost the DCF methodology as

those familiar with the industry and the acceptednormsnorm for estimating the cost of

equity are aware is problematic for use in estimating cost of equity at thisthi time

10 Several fundamental structural changeschange have transformed the energy

11 utility industry since the standard DCF model and its assumptionsassumption were

12 developed For example deregulation accounting rule changeschange changeschange in

13 customer attitudesattitude regarding utility servicesservice the evolution of alternative energy

14 sourcessource highly volatile fuel pricesprice and mergers-acquisitionsmergers-acquisition have all influenced

15 stock pricesprice in waysway that have deviated substantially from the assumptionsassumption of the

16 DCF model which was first formulated in the mid-1970smid-1970 These changeschange suggest

17 that some of the fundamental assumptionsassumption underlying the standard DCF

18 model particularly that of constant growth and constant relative market valuation

19 for example price/earningsprice/earning P/E ratiosratio and M/B ratiosratio are problematic at thisthi

20 point in time for utility stocksstock and therefore alternate methodologiesmethodologie to

21 estimate the cost of common equity should be accorded at least as much weight as

22 the DCF method

23

24
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Is the constant relative market valuation assumption inherent in the DCF model

alwaysalway reasonable

No not alwaysalway Caution must be exercised when implementing the standard DCF

model in mechanistic fashion for it may fail to recognize changeschange in relative

market valuationsvaluation over time The traditional DCF model is not equipped to deal

with surgessurge in PIE ratiosratio and M/B multiplesmultiple The standard DCF model assumesassume

constant market valuation multiple that is constant PIE ratio and MIB ratio

Stated another way the model assumesassume that investorsinvestor expect the ratio of market

price to dividendsdividend or earningsearning in any given year to be the same as the current

10 ratio of market price to dividend or earningsearning ThisThi item is necessary result of

11 the infinite growth assumption ThisThi assumption is unrealistic under current

12 conditionscondition

13 What is your recommendation given such market conditionscondition

14 in short caution and judgment are required in interpreting the resultsresult of the

15 standard DCF model because of the effect of changeschange in risk and growth on

16 electric utilitiesutilitie the fragile applicability of the DCF model to electric utilitiesutilitie

17 stocksstock in the current capital market environment and the practical difficultiesdifficultie

18 associated with the growth component of the standard DCF model Hence there

19 is clear need to go beyond the standard DCF resultsresult and take into account the

20 resultsresult produced by alternate methodologiesmethodologie in arriving at common equity

21 recommendation

22 What weight would you give the DCF model in determining utility companyscompany

23 cost of common equity capital

24 As stated earlier there is no single model that conclusively determinesdetermine or
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estimatesestimate the expected return for an individual firm Absent any hard evidence as

to which method outperformsoutperform the other all relevant evidence should be used

without discounting the value of any resultsresult in order to minimize judgmental

error measurement error and conceptual infirmitiesinfirmitie submit that regulatory

body should rely on the resultsresult of variety of methodsmethod applied to variety of

comparable groupsgroup would therefore ascribe equal weight to the variousvariou

methodologiesmethodologie do note that the DCF model has more questionableunderlying

assumptionsassumption than do other modelsmodel at thisthi time

Dr Morin can you please comment on the NYPSC StaffsStaff persistent claim that

10 the particular approach used is by Staff is consistent with the Generic Financing

11 Case6and therefore must be used to calculate utilitysutility ROE in New York base

12 rate casescase

13 Yes First more than two decadesdecade have passedsince the Generic Financing Case

14 Reliance on analytical methodsmethod developed some twenty yearsyear ago without

15 reviewing their validity under current industry circumstancescircumstance and current capital

16 market conditionscondition is problematic Second it is my understanding that the

17 Commission has never applied the three methodsmethod approach developed by Staff

18 and the other partiespartie in that proceeding whereby utilitysutility ROE would be

19 calculated by assigning equal weight to the DCF CAPM and Comparable

20 EarningsEarning methodologiesmethodologie Alternative methodologiesmethodologie including the Arbitrage

21 Pricing and Fama-French modelsmodel that were supposed to be investigatedwere

22 ignored Furthermore the Commission has never issued formal Order in the

Case 91-M-0509 Proceeding on Motion of the Commission to Consider Financial Regulatory PoliciesPolicie for
New York State UtilitiesUtilitie
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Generic Financing case formally adopting an ROE methodology

Do the assumptionsassumption underlying the CAPM require that the model be treated with

caution

Yes as was the case with the DCF model the assumptionsassumption underlying any model

in the social sciencesscience including the CAPM are stringent Moreover the

empirical validity of the CAPM has been the subject of intense research in recent

yearsyear Although the CAPM providesprovide useful evidence it must be complemented

by other methodologiesmethodologie as well

As theoretical matter why should the CAPM be used as tool to estimate utility

10 capital costscost in regulatoryproceedingsproceeding

11 As tool in the regulatory arena the CAPM is rigorousrigorou conceptualframework

12 and is logical insofar as it is not subject to circularity problemsproblem since its inputsinput are

13 objective market-based quantitiesquantitie largely immune to regulatory decisionsdecision The

14 data requirementsrequirement of the model are not prohibitive The CAPM is one of several

15 toolstool in the arsenal of techniquestechnique to determine the cost of equity capital Caution

16 appropriate training in finance and econometricseconometric and judgment are required for its

17 successful execution as is the case with the DCF and Risk Premium methodologiesmethodologie

18 RISK PREMIUM ANALYSESANALYSE

19 Dr Morin pleaseprovide an overview of your risk premium analysesanalyse

20 In order to quantify the risk premium for CE have performed four risk premium

21 studiesstudie The first two studiesstudie deal with aggregate stock market risk premium

22 evidence using two versionsversion of the CAPM methodology and the other two studiesstudie

23 deal directly with the electric utility industry

24
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CAPM ESTIMATESESTIMATE

Please describe your application of the CAPM risk premium approach

My first two risk premium estimatesestimate are based on the CAPM and on an empirical

approximation to the CAPM ECAPM The CAPM is fundamental paradigm

of finance Simply put the fundamental idea underlying the CAPM is that risk-

averse investorsinvestor demand higher returnsreturn for assuming additional risk and higher-

risk securitiessecuritie are priced to yield higher expected returnsreturn than lower-risk

securitiessecuritie The CAPM quantifiesquantifie the additional return or risk premium required

for bearing incremental risk It providesprovide formal risk-return relationship

10 anchored on the basic idea that only market risk mattersmatter as measured by beta

11 According to the CAPM securitiessecuritie are priced such that their

12 EXPECTED RETURI4 RISK-FREE RATE RISK PREMIUM

13 Denoting the risk-free rate by RF and the return on the market as whole

14 by RM the CAPM is

15 KRF13RM-RF

16 ThisThi is the seminal CAPM expression which statesstate that the return required

17 by investorsinvestor is made up of risk-free component RF plusplu risk premium

18 determined by 3RM RF To derive the CAPM risk premium estimate three

19 quantitiesquantitie are required the risk-free rate RF beta f3 and the market risk

20 premium RM RF For the risk-free rate used 4.5 based on the current level

21 of long-term Treasury interest ratesrate For beta used 0.82 and for the market risk

22 premium MRP used 7.6 These inputsinput to the CAPM are explainedbelow

23 What risk-free rate did you use in your CAPM and risk premium analysesanalyse

24 To implement the CAPM and Risk Premium methodsmethod an estimate of the risk-free
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return is required as benchmark As proxy for the risk-free rate have relied

on the current level of 30-year Treasury bond yieldsyield

The appropriate proxy for the risk-free rate in the CAPM is the return on

the longest term Treasury bond possible ThisThi is because common stocksstock are very

long-term instrumentsinstrument more akin to very long-term bondsbond rather than to short-

term or intermediate-term Treasury notesnote In risk premium model the ideal

estimate for the risk-free rate has term to maturity equal to the security being

analyzed Since common stock is very long-term investment because the cash

flowsflow to investorsinvestor in the form of dividendsdividend last indefinitely the yield on the

10 longest-term possible government bondsbond that is the yield on 30-year Treasury

11 bondsbond is the best measure of the risk-free rate for use in the CAPM The

12 expected common stock return is based on very long-term cash flowsflow regardlessregardles

13 of an individualsindividual holding time period Moreover utility asset investmentsinvestment

14 generally have very long-term useful liveslive and should correspondingly be

15 matched with very long-term maturity financing instrumentsinstrument

16 While long-term Treasury bondsbond are potentially subject to interest rate

17 risk thisthi is only true if the bondsbond are sold prior to maturity substantial fraction

18 of bond market participantsparticipant usually institutional investorsinvestor with long-term

19 liabilitiesliabilitie pension fundsfund insurance companiescompanie in fact hold bondsbond until they

20 mature and therefore are not subject to interest rate risk Moreover institutional

21 bondholdersbondholder neutralize the impact of interest rate changeschange by matching the

22 maturity of bond portfolio with the investment planning period or by engaging

23 in hedging transactionstransaction in the financial futuresfuture marketsmarket The meritsmerit and

24 mechanicsmechanic of such immunization strategiesstrategie are well documented by both
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academiciansacademician and practitionerspractitioner

Another reason for using the longest maturity Treasury bond possible is

that common equity has an infinite life span and the inflation expectationsexpectation

embodied in its market-required rate of return will therefore be equal to the

inflation rate anticipated to prevail over the very long-term The same

expectation should be embodied in the risk-free rate used in applying the CAPM

model It standsstand to reason that the yieldsyield on 30-year Treasury bondsbond will more

closely incorporate within their yield the inflation expectationsexpectation that influence the

pricesprice of common stocksstock than do short-term or intermediate-term U.S Treasury

10 notesnote

11 Among U.S Treasury securitiessecuritie 30-year Treasury bondsbond have the longest

12 term to maturity and the yield on such securitiessecuritie should be used as proxiesproxie for the

13 risk-free rate in applying the CAPM provided there are no anomalousanomalou conditionscondition

14 existing in the 30-year Treasury market In the absence of such conditionscondition have

15 relied on the yield on 30-year Treasury bondsbond in implementing the CAPM and

16 risk premium methodsmethod

Dr Morin why did you reject short-term interest ratesrate as proxiesproxie for the risk-free

rate in implementing the CAPM

17 Short-term ratesrate are volatile fluctuate widely and are subject to more random

18 disturbancesdisturbance than are long-term ratesrate Short-term ratesrate are largely administered

19 ratesrate For example Treasury billsbill are used by the Federal Reserve as policy

20 vehicle to stimulate the economy and to control the money supply and are used

21 by foreign governmentsgovernment companiescompanie and individualsindividual as temporary safe-house

22 for money
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As practical matter it makesmake no sense to match the return on common

stock to the yield on 90-day Treasury BillsBill ThisThi is because short-term ratesrate such

as the yield on 90-day Treasury BillsBill fluctuate widely leading to volatile and

unreliable equity return estimatesestimate Moreover yieldsyield on 90-day Treasury BillsBill

typically do not match the equity investorsinvestor planning horizon Equity investorsinvestor

generally have an investment horizon far in excessexces of 90 daysday

As conceptual matter short-term Treasury bill yieldsyield reflect the impact

of factorsfactor different from those influencing the yieldsyield on long-term securitiessecuritie such

as common stock For example the premium for expected inflation embedded

10 into 90-day Treasury BillsBill is likely to be far different than the inflationary

11 premium embedded into long-term securitiessecuritie yieldsyield On groundsground of stability and

12 consistency the yieldsyield on long-term Treasury bondsbond match more closely with

13 common stock returnsreturn

14 What is the current level of U.S Treasury 30-year bondsbond

15 The yield on U.S Treasury 30-year bondsbond prevailing in April 2008 as reported in

16 Value Line and the Federal Reserve Bank Web site was 4.5 Accordingly

17 use 4.5 as my estimate of the risk-free rate component of the CAPM

18 note that long-term yieldsyield are projected to be higher in 2009 discussdiscus

19 the impact of the forecast increase in interest ratesrate on my ROE recommendation

20 later in my testimony

21 How did you select the beta for your CAPM analysisanalysi

22 major thrust of modern financial theory as embodied in the CAPM is that

23 perfectly diversified investorsinvestor can eliminate the company-specific component of

24 risk and that only market risk remainsremain The latter is technically known as beta
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or systematic risk The beta coefficient measuresmeasure the change in securityssecurity

return relative to that of the market The beta coefficient statesstate the extent and

direction of movement in the rate of return on stock relative to the movement in

the rate of return on the market as whole The beta coefficient indicatesindicate the

change in the rate of return on stock associated with one percentage point

change in the rate of return on the market and thusthu measuresmeasure the degree to which

particular stock sharesshare the risk of the market as whole Modern financial

theory has established that beta incorporatesincorporate several economic characteristicscharacteristic of

corporation which are reflected in investorsinvestor return requirementsrequirement

10 Technically the beta of stock is measure of the covariance of the

11 returnsreturn of stock with the returnsreturn of the market as whole Accordingly it

12 measuresmeasure dispersion in stocksstock return that cannot be reduced through

13 diversification For large diversified portfolio dispersion in the market rate of

14 return on the entire portfolio is the weighted sum of the beta coefficientscoefficient of its

15 constituent stocksstock

16 CE is not publicly-traded and therefore proxiesproxie must be used for CE As

17 first proxy for the CompanysCompany beta have examined the betasbeta of sample of

18 widely-traded investment-grade dividend-paying electric utilitiesutilitie designated as

19 distribution utilitiesutilitie by SP covered by Value Line and with at least 50 of their

20 revenuesrevenue from electric utility operationsoperation ThisThi group is examined in more detail

21 later in my testimony in connection with the DCF estimatesestimate of the cost of

22 common equity As displayed on page of Exhibit RAM-2 the average beta for

23 the group is currently 0.83

24
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also examined the average beta of the companiescompanie that make up MoodysMoody

Electric Utility Index as second proxy for the Company As shown on page of

Exhibit RAM-2 the average beta of the MoodysMoody group is 0.82 If those

companiescompanie with lessles than 50 of their revenuesrevenue from electric utility operationsoperation are

removed from the group the average beta of the remaining companiescompanie is 0.81 as

shown on page of Exhibit RAM-2 Based on these resultsresult shall use 0.82 as

beta estimate for CEs electricity delivery operationsoperation

What MRP estimate did you use in your CAPM analysisanalysi

For the MRP used 7.6 ThisThi estimate was based on the resultsresult of both

10 forward-looking and historical studiesstudie of long-term risk premiumspremium First the

11 Ibbotson AssociatesAssociate study StocksStock BondsBond BillsBill and Inflation 2008 Yearbook

12 compiling historical returnsreturn from 1926 to 2007 showsshow that broad market sample

13 of common stocksstock outperformed long-term Treasury bondsbond by 6.5 The

14 historical MRP over the income component of long-term Treasury bondsbond rather

15 than over the total return is 7.1 Ibbotson AssociatesAssociate recommend the use of the

16 latter as more reliable estimate of the historical MRP and concur with thisthi

17 viewpoint The historical MRP should be computed using the income component

18 of bond returnsreturn because the intent even using historical data is to identify an

19 expected MRP The more accurate way to estimate the MRP from historic data is

20 to use the income return not total returnsreturn on government bondsbond as explained at

21 pagespage 75-77 of Ibbotson AssociatesAssociate StocksStock BondsBond BillsBill and Inflation Valuation

22 Edition 2007 Yearbook ThisThi is because the income component of total bond

23 return i.e the coupon rate is far better estimate of expectedmarket return than

24 the total return i.e the coupon rate capital gain as realized capital
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gains/lossesgains/losse are largely unanticipated by bond investorsinvestor The long-horizon 1926-

2007 MRP based on income returnsreturn as required is specifically calculated to be

7.1 rather than 6.5

Second DCF analysisanalysi applied to the aggregate equity market using

Value LinesLine aggregate stock market index and growth forecastsforecast indicatesindicate

prospective MRP of 8.1 The average of the historical 7.1 and prospective

estimatesestimate 8.1 which is 7.6 providesprovide reasonable estimate of the MRP

Historical Market Risk Premium

On what maturity bond doesdoe the Ibbotson historical risk premium data rely on

10 Because 30-year bondsbond were not alwaysalway traded or even available throughout the

11 entire 1926-2007 period covered in the Ibbotson Associate Study of historical

12 returnsreturn the latter study relied on bond return data based on 20-year Treasury

13 bondsbond To the extent that the normal yield curve is virtually flat above maturitiesmaturitie

14 of 20 yearsyear over most of the period covered in the Ibbotson study the difference

15 in yield is not material In fact the difference in yield between 30-year and 20-

16 year bondsbond is actually negative The average difference in yield over the 1977-

17 2007 period is approximately 13 basisbasi pointspoint that is the yield on 20-year bondsbond is

18 slightly higher than the yield on 30-year bondsbond

19 Why did you use long time periodsperiod in arriving at your historical MRP estimate

20 Because realized returnsreturn can be substantially different from prospective returnsreturn

21 anticipated by investorsinvestor when measured over short time periodsperiod it is important to

22 employ returnsreturn realized over long time periodsperiod rather than returnsreturn realized over

23 more recent time periodsperiod when estimating the MRP with historical returnsreturn

24 Therefore risk premium study should consider the longest possible period for
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which data are available Short-run periodsperiod during which investorsinvestor earned

lower risk premium than they expected are offset by short-run periodsperiod during

which investorsinvestor earned higher risk premium than they expected Only over long

time periodsperiod will investor return expectationsexpectation and realizationsrealization converge

have therefore ignored realized risk premiumspremium measured over short time

periodsperiod since they are heavily dependent on short-term market movementsmovement

Instead relied on resultsresult over periodsperiod of enoughlength to smooth out short-term

aberrationsaberration and to encompassencompas several businessbusines and interest rate cyclescycle The use

of the entire study period in estimating the appropriate MRP minimizesminimize subjective

10 judgment and encompassesencompasse many diverse regimesregime of inflation interest rate cyclescycle

11 and economic cyclescycle

12 To the extent that the estimated historical equity risk premium followsfollow

13 what is known in statisticsstatistic as random walk the best estimate of the future risk

14 premium is the historical mean Since found no evidence that the MRP in

15 common stocksstock has changed over time that is no significant serial correlation in

16 the Ibbotson study it is reasonable to assume that these quantitiesquantitie will remain

17 stable in the future

18 Prospective Market Risk Premium

19 Please describe your prospective approach in deriving the MRP in the CAPM

20 analysisanalysi

21 For my prospective estimate of the MRP applied DCF analysisanalysi to the

22 aggregate equity market using Value LinesLine VLIA software The dividend yield

23 on the dividend-paying stocksstock that make up the Value Line Composite Index

24 made up of over 7000 stocksstock is currently 1.68 YLIA 04/2008 edition and the
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average projected long-term growth rate is 10.53 Adding the dividend yield to

the growth component producesproduce an expected market return on aggregate equitiesequitie

of 12.21 Following the tenetstenet of the DCF model the spot dividend yield must

be converted into an expected dividend yield by multiplying it by one plusplu the

growth rate ThisThi bringsbring the expected return on the aggregate equity market to

12.39 Recognition of the quarterly timing of dividend paymentspayment rather than the

annual timing of dividendsdividend assumed in the annual DCF model bringsbring the MRP

estimate to approximately 12.59 Subtracting the risk-free rate of 4.50 from

the latter the implied risk premium is 8.1 over long-term U.S Treasury bondsbond

10 The average of the historical 7.1 and prospective MRP 8.1 is 7.6

11 As check on the MRP estimate examined 2003 comprehensive

12 article published in Financial Management see HarrisHarri Marston

13 Mishra and OBrien Ex Ante Cost of Equity EstimatesEstimate of SP 500

14 FirmsFirm The Choice Between Global and Domestic CAPM Financial

15 Management Autumn 2003 pp 1-66

16 These authorsauthor provide estimatesestimate of the prospective expected market

17 returnsreturn for SP 500 companiescompanie over the period 1983-1998 They measure the

18 expected market rate of return of each dividend-paying stock in the SP 500 for

19 each month from January 1983 to August 1998 by using the constant growth DCF

20 model The prevailing risk-free rate for each year was then subtracted from the

21 expectedrate of return for the overall market to arrive at the market risk premium

22 for that year The table below drawn from Table of the aforementioned study

23 displaysdisplay the average prospective MRP estimate Column for each year from

24 1983 to 1998 The average MRP estimate for the overall period is 7.2 which is
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reasonably close to my own estimate of 7.6

DCF Market

Year Risk Premium

1983 6.6

1984 5.3

1985 5.7

1986 7.4

1987 6.1

1988 6.4

10 1989 6.6

11 1990 7.1

12 1991 7.5

13 1992 7.8

14 1993 8.2

15 1994 7.3

16 1995 7.7

17 1996 7.8

18 1997 8.2

19 1998 9.2

20 MEAN 7.2

21

22 What is your estimate of CEs cost of equity using the CAPM approach

23 Inserting those input valuesvalue in the CAPM equation namely risk-free rate of

24 4.5 beta of 0.82 and MRP of 7.6 the CAPM estimate of the cost of

25 common equity for CE is 4.5 0.82 7.6 10.7 ThisThi estimate becomesbecome

26 11.0 with flotation costscost The need for flotation cost allowance is discussed

27 later in my testimony

28 What is your estimate of CEs cost of equity using the ECAPM

29 There have been countlesscountles empirical teststest of the CAPM in the finance literature

30 in order to determine to what extent security returnsreturn and betasbeta are related in the

31 maimer predicted by the CAPM ThisThi literature is summarized in Chapter 13 of

32 my 1994 book Regulatory Finance and Chapter of my most recent book The

33 New Regulatory Finance both published by Public UtilitiesUtilitie Report Inc The
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resultsresult of the teststest support the idea that beta is related to security returnsreturn that the

risk-return tradeoff is positive and that the relationship is linear The

contradictory finding is that the risk-return tradeoff is not as steeply sloped as the

predicted CAPM That is empirical research has long shown that low-beta

securitiessecuritie earn returnsreturn somewhat higher than the CAPM would predict and high-

beta securitiessecuritie earn lessles than predicted CAPM-based estimate of cost of

capital underestimatesunderestimate the return required from low-beta securitiessecuritie and overstatesoverstate

the return required from high-beta securitiessecuritie based on the empirical evidence

ThisThi is one of the most well-known resultsresult in finance and it is displayed

10 graphically below

CAPM Predicted vs Observed ReturnsReturn

Return

Rf Low beta assetsasset High beta assetsasset

________

1.0
Beta

11 number of variationsvariation on the original CAPM theory have been proposed

12 to explain thisthi finding The ECAPM makesmake use of these empirical findingsfinding

13 The ECAPM estimatesestimate the cost of capital with the equation

14 RF 13 MRP
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where is the alpha of the risk-return line constant MRP is the market

risk premium RM RF and the other symbolssymbol are defined as usual Inserting

the long-term risk-free rate as proxy for the risk-free rate an alpha in the

range of 1 2 and reasonable valuesvalue of beta and the MRP in the above

equation producesproduce resultsresult that are indistinguishable from the following more

tractable ECAPM expression

KRFO.25RM-RFO.7513RM-RF

An alpha range of 1 2 is somewhat lower than that estimated

empirically The use of lower value for alpha leadslead to lower estimate of the

10 cost of capital for low-beta stocksstock such as regulated utilitiesutilitie ThisThi is because

11 the use of long-term risk-free rate rather than short-term risk-free rate already

12 incorporatesincorporate some of the desired effect of using the ECAPM That is the long-

13 term risk-free rate version of the CAPM has higher intercept and flatter

14 slope than the short-term risk-free version which has been tested ThisThi is also

15 because the use of adjusted betasbeta rather than the use of raw betasbeta also

16 incorporatesincorporate some of the desired effect of using the ECAPM ThusThu it is

17 reasonable to apply conservative alpha adjustment

18 Is the use of the ECAPM consistent with the use of adjustedbetasbeta

19 Yes it is Some have argued that the use of the ECAPM is inconsistent with the

20 use of adjusted betasbeta such as those supplied by Value Line ThisThi is because the

21 reason for using the ECAPM is to allow for the tendency of betasbeta to regressregres

22 toward the mean value of 1.00 over time and since Value L.ine betasbeta are already

23 adjusted for such trend an ECAPM analysisanalysi resultsresult in double-counting ThisThi
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argument is erroneouserroneou Fundamentally the ECAPM is not an adjustment

increase or decrease in beta ThisThi is obviousobviou from the fact that the observed

return on high beta securitiessecuritie is actually lower than that produced by the CAPM

estimate The ECAPM is formal recognition that the observed risk-return

tradeoff is flatter than predicted by the CAPM based on myriad empirical

evidence The ECAPM and the use of adjusted betasbeta comprised two separate

featuresfeature of asset pricing Even if companyscompany beta is estimated accurately the

CAPM still understatesunderstate the return for low-beta stocksstock Even if the ECAPM is

used the return for low-beta securitiessecuritie is understated if the betasbeta are understated

10 Referring back to the previouspreviou graph the ECAPM is return vertical axisaxi

11 adjustment and not beta horizontal axisaxi adjustment Both adjustmentsadjustment are

12 necessary Moreover the use of adjusted betasbeta compensatescompensate for interest rate

13 sensitivity of utility stocksstock not captured by unadjusted betasbeta as explained in

14 Appendix

15 Appendix containscontain full discussion of the ECAPM including its

16 theoretical and empirical underpinningsunderpinning In short the following equation providesprovide

17 viable approximation to the observed relationship between risk and return and

18 providesprovide the following cost of equity capital estimate

19 RF 0.25 RM-RF O.7513RM-RF

20 Inserting 4.5 for the risk-free rate RF MRP of 7.6 for RM RF and

21 beta of 0.82 in the above equation the ROE is 11.1 without flotation costscost and

22 11.4 with flotation costscost

23
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Dr Morin pleasesummarize your CAPM estimatesestimate

The table below summarizessummarize the common equity estimatesestimate obtained from my

CAPM studiesstudie The average CAPM result is 11.2

CAPM ROE

CAPM plain 11.0

Empirical CAPM 11.4

AVERAGE 11.2

hISTORICAL RISK PREMIUM

Please describe your historical risk premium analysisanalysi of the electric utility

industry

As proxy for the risk premium applicable to the Company estimated the

historical risk premium for the electric utility industry with an annual time seriesserie

10 analysisanalysi applied to the industry as whole using MoodysMoody Electric Utility Index as

11 an industry proxy The analysisanalysi is depicted on Exhibit RAM-3 The risk

12 premium was estimated by computing the actual realized return on equity capital

13 for MoodysMoody Index for each year using the actual stock pricesprice and dividendsdividend of

14 the index and then subtracting the long-term government bond return for that

15 year

16 As shown on Exhibit RAM-3 the average risk premium over the period

17 was 5.7 over historical long-term Treasury bond returnsreturn and 5.8 over long

18 term Treasury bond yieldsyield Given that the risk-free rate is 4.5 and using the

19 historical estimate of 5.7 the implied cost of equity for the average electric

20 utility from thisthi particular method is 4.5 5.7 10.2 without flotation costscost

21 and 10.5 with flotation costscost
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Dr Morin are risk premium studiesstudie widely used

Yes they are Risk Premium analysesanalyse are widely used by analystsanalyst investorsinvestor and

expert witnesseswitnesse Most college-level corporate finance and/or investment

management textstext including InvestmentsInvestment by Bodie Kane and MarcusMarcu McGraw-

Hill Irwin 2002 which is recommended textbook for CFA Chartered Financial

Analyst certification and examination contain detailed conceptual and empirical

discussion of the risk premium approach The latter is typically recommended as

one of the three leading methodsmethod of estimating the cost of capital Professor

10 BrighamsBrigham best-selling corporate finance textbook Financial Management

11 Theory and Practice 1thed South-Western 2005 recommendsrecommend the use of risk

12 premium studiesstudie among othersother TechniquesTechnique of risk premium analysisanalysi are

13 widespread in investment community reportsreport Professional certified financial

14 analystsanalyst are certainly well versed in the use of thisthi method

15 Are you concerned about the realism of the assumptionsassumption that underlie the historical

16 risk premium method

17 No am not for they are no more restrictive than the assumptionsassumption that underlie

18 the DCF model or the CAPM While it is true that the method lookslook backward in

19 time and assumesassume that the risk premium is constant over time these assumptionsassumption

20 are not necessarily restrictive By employing returnsreturn realized over long time

21 periodsperiod rather than returnsreturn realized over more recent time periodsperiod investor return

22 expectationsexpectation and realizationsrealization converge Realized returnsreturn can be substantially

23 different from prospective returnsreturn anticipated by investorsinvestor especially when

24 measured over short time periodsperiod By ensuring that the risk premium study
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encompassesencompasse the longest possible period for which data are available short-run

periodsperiod during which investorsinvestor earned lower risk premium than they expected

are offset by short-run periodsperiod during which investorsinvestor earned higher risk

premium than they expected Only over long time periodsperiod will investor return

expectationsexpectation and realizationsrealization converge or else investorsinvestor would never invest any

money

ALLOWED RISK PREMIUMSPREMIUM

Please describe your analysisanalysi of allowed risk premiumspremium in the electric utility

industry

10 To estimate the CompanysCompany cost of common equity also examined the historical

11 risk premiumspremium implied in the ROEsROE allowed by regulatory commissionscommission for

12 electric utilitiesutilitie over the last decade relative to the contemporaneouscontemporaneou level of the

13 long-term Treasury bond yield ThisThi variation of the risk premium approach is

14 reasonable because allowed risk premiumspremium are presumably based on the resultsresult of

15 market-based methodologiesmethodologie DCF Risk Premium CAPM etc presented to

16 regulatorsregulator in rate hearingshearing and on the actionsaction of objective unbiased investorsinvestor in

17 competitive marketplace Historical allowed ROE data are readily available over

18 long periodsperiod on quarterly basisbasi from SNL Regulatory Research

19 AssociatesAssociate RRA and easily verifiable from RRA publicationspublication and past

20 commission decision archivesarchive The average ROE spread over long-term Treasury

21 yieldsyield was 5.6 for the 1999-2008 time period as shown in the graph below

22 note that thisthi estimate is nearly identical to the one obtained from the historical

23 risk premium study of the electric utility industry
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Given the current long-term Treasury bond yield of 4.5 and risk

premium of 5.6 the implied allowed ROE for the average risk electric utility is

10.1 No flotation cost adjustment is required here since the return figuresfigure are

allowed book returnsreturn on common equity capital

Why did you rely on the last decade to conduct your allowed risk premium

analysisanalysi

Because allowed returnsreturn already reflect investor expectationsexpectation that is are forward-

looking in nature the need for relying on long historical periodsperiod is minimized

The last decade is reasonable period of analysisanalysi in the case of allowed returnsreturn in

view of the stability of the inflation rate experiencedover the last decade

Do investorsinvestor take into account allowed returnsreturn in formulating their return

expectationsexpectation

10 Yes they do InvestorsInvestor do take into account returnsreturn grantedby variousvariou regulatorsregulator

11 in formulating their risk and return expectationsexpectation as evidenced by the availability

12 of commercial publicationspublication disseminatingsuch data including Value Line and
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RRA Allowed returnsreturn while certainly not precise indication of particular

companyscompany cost of equity capital are an important determinant of investor growth

perceptionsperception and investor expectedreturnsreturn

Please summarize your risk premium estimatesestimate

The table below summarizessummarize the ROE estimatesestimate obtained from the three risk

premium studiesstudie The average risk premium result is 10.3

Risk Premium Method ROE

Historical Risk Premium Electric 10.5

Allowed Risk Premium 10.1

10 DCF ESTIMATESESTIMATE

11 Please describe the DCF approach to estimating the cost of equity capital

12 According to DCF theory the value of any security to an investor is the expected

13 discounted value of the future stream of dividendsdividend or other benefitsbenefit One widely

14 used method to measure these anticipated benefitsbenefit in the case of non-static

15 company is to examine the current dividend plusplu the increasesincrease in future dividend

16 paymentspayment expectedby investorsinvestor ThisThi valuation processproces can be representedby the

17 following formula which is the standard DCF model

18 KeD1/Pog

19 where Ke investorsinvestor expectedreturn on equity

20 D1 expected dividend at the end of the coming year

21 P0 current stock price

22 expected growth rate of dividendsdividend earningsearning stock price book value

23 The standard DCF formula statesstate that under certain assumptionsassumption which

24 are described in the next paragraph the equity investorsinvestor expected return Ke can
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be viewed as the sum of an expected dividend yield D1/P plusplu the expected

growth rate of future dividendsdividend earningsearning and book value The returnsreturn

anticipated at given stock price are not directly observable and must be

estimated from statistical information The idea of the market value approach is

to infer from the observed stock price the observed dividend and an estimate

of investorsinvestor expectationsexpectation of future growth

The assumptionsassumption underlying thisthi valuation formulation are well known

and are discussed in detail in Chapter of my reference book Regulatory

Finance and Chapter of my latest textbook New Regulatory Finance The

10 standard DCF model requiresrequire the following main assumptionsassumption constant average

11 growth trend for both dividendsdividend and earningsearning stable dividend payout policy

12 discount rate in excessexces of the expected growth rate and constant price-earningsprice-earning

13 multiple which impliesimplie that growth in price is synonymoussynonymou with growth in

14 earningsearning and dividendsdividend The standard DCF model also assumesassume that dividendsdividend are

15 paid at the end of each year when in fact dividend paymentspayment are normally made

16 on quarterly basisbasi

17 I-low did you estimate CEs cost of equity with the DCF model

18 applied the DCF model to two proxiesproxie for CEs electric delivery operationsoperation

19 group consisting of investment-grade dividend-paying electric distribution

20 utilitiesutilitie with at least 50 of their revenuesrevenue from regulated operationsoperation and group

21 consisting of those electric utilitiesutilitie that make up MoodysMoody Electric Utility Index

22 In order to apply the DCF model two componentscomponent are required the

23 expected dividend yield D1/P0 and the expected long-term growth The

24 expected dividend in the annual DCF model can be obtained by multiplying
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the current indicated annual dividend rate by the growth factor

From conceptual viewpoint the stock price to employ in calculating the

dividend yield is the current price of the security at the time of estimating the cost

of equity The reason is that current stock price providesprovide better indication of

expected future pricesprice than any other price in an efficient market An efficient

market impliesimplie that pricesprice adjust rapidly to the arrival of new information

Therefore the current price reflectsreflect the fundamental economic value of security

considerable body of empirical evidence indicatesindicate that capital marketsmarket are

efficient with respect to broad set of information ThisThi evidence impliesimplie that

10 observed current pricesprice represent the fundamental value of security and that

11 cost of capital estimate should be based on current pricesprice

12 In implementing the DCF model have used the current dividend yieldsyield

13 reported in the latest edition of Value LinesLine VLIA software Basing dividend

14 yieldsyield on average resultsresult from large group of companiescompanie reducesreduce the concern

15 that idiosyncrasiesidiosyncrasie of individual company stock pricesprice will result in an

16 unrepresentativedividend yield

17 I-low did you estimate the growth component of the DCF model

18 The principal difficulty in calculating the required return by the DCF approach is

19 in ascertaining the growth rate that investorsinvestor currently expect Since no explicit

20 estimate of expectedgrowth is observable proxiesproxie must be employed

21 As proxiesproxie for expected growth examined growth estimatesestimate developed

22 by professional analystsanalyst employed by large investment brokerage institutionsinstitution

23 Projected long-term growth ratesrate actually used by institutional investorsinvestor to

24 determine the desirability of investing in different securitiessecuritie influence investorsinvestor
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growth anticipationsanticipation These forecastsforecast are made by large reputable organizationsorganization

and the data are readily available to investorsinvestor and are representative of the

consensusconsensu view of investorsinvestor Because of the dominance of institutional investorsinvestor

in investment management and security selection and their influence on

individual investment decisionsdecision analystsanalyst growth forecastsforecast influence investor

growth expectationsexpectation and provide sound basisbasi for estimating the cost of equity

with the DCF model Growth rate forecastsforecast of analystsanalyst are available from

published investment newslettersnewsletter and from systematic compilationscompilation of analystsanalyst

forecastsforecast such as those tabulated by ZacksZack Investment Research Inc ZacksZack

10 used analystsanalyst long-term growth forecastsforecast contained in ZacksZack as proxiesproxie for

11 investorsinvestor growth expectationsexpectation in applying the DCF model also used Value

12 LinesLine growth forecast as an additional proxy

13 Why did you reject the use of historical growth ratesrate in applying the DCF model

14 to utilitiesutilitie

15 have rejected historical growth ratesrate as proxiesproxie for expectedgrowth in the DCF

16 calculation because historical growth patternspattern are already incorporated in

17 analystsanalyst growth forecastsforecast that should be used in the DCF model and are

18 therefore somewhat redundant

19 Did you consider any other method of estimating expected growth in the DCF

20 model

21 Yes did considered using the so-called sustainable growth method also

22 referred to as the retention growth method According to thisthi method future

23 growth is estimated by multiplying the fraction of earningsearning expected to be

24 retained by the company by the expected return on book equity ROE That
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is

gbxROE

where expectedgrowth rate in earnings/dividendsearnings/dividend

expected retention ratio

ROE expected return on book equity

However do not generally subscribe to the growth resultsresult produced by

thisthi particular method for several reasonsreason First the sustainable method of

predicting growth is only accurate under the assumptionsassumption that the ROE is constant

over time and that no new common stock is issued by the company or if so it is

10 sold at book value Second and more importantly the sustainable growth method

11 containscontain logic trap the method requiresrequire an estimate of ROE to be implemented

12 But if the ROE input required by the model differsdiffer from the recommended return

13 on equity fundamental contradiction in logic followsfollow Third the empirical

14 finance literature demonstratesdemonstrate that the sustainable growth method of determining

15 growth is not as significantly correlated to measuresmeasure of value such as stock pricesprice

16 and price/earningsprice/earning ratiosratio as analystsanalyst growth forecasts7 therefore placed no

17 reliance on thisthi method

18 Did you consider dividend growth in applying the DCF model

19 No not at thisthi time ThisThi reason is that it is widely expected that utilitiesutilitie will

20 continue to lower their dividend payout ratio over the next several yearsyear In other

21 wordsword earningsearning are expected to grow faster than dividendsdividend in the future

22

See Vander Weide Carleton Investor Growth ExpectationsExpectation AnalystsAnalyst vs Histoiy Jrnl of
Portfolio Mgt Spring 1988 Timme Eiseman On the Use of ConsensusConsensu ForecastsForecast of Growth
in the Constant Growth Model The Case of Electric UtilitiesUtilitie Financial Mgt Winter 1989
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Whenever the dividend payout ratio is expected to change the

intermediate growth rate in dividendsdividend cannot equal the long-term growth rate

because dividend/earningsdividend/earning growth must adjust to the changing payout ratio The

assumptionsassumption of constant perpetual growth and constant payout ratio are clearly not

met ThusThu the implementation of the standard DCF model is of questionable

relevance in thisthi circumstance

Dividend growth ratesrate are unlikely to provide meaningful guide to

investorsinvestor growth expectationsexpectation for utilitiesutilitie in general ThisThi result is because

utilitiesutilitie dividend policiespolicie have become increasing conservative as businessbusines risksrisk

10 in the industry have intensified steadily Dividend growth has remained largely

11 stagnant in past yearsyear as utilitiesutilitie are increasingly conserving financial resourcesresource in

12 order to hedge against rising businessbusines risksrisk As result investorsinvestor attention has

13 shifted from dividendsdividend to earningsearning Therefore earningsearning growth providesprovide more

14 meaningful guide to investorsinvestor long-term growth expectationsexpectation Indeed it is

15 growth in earningsearning that will support future dividendsdividend and share pricesprice

16 Is there any empirical evidence documenting the importance of earningsearning in

17 evaluating investorsinvestor expectationsexpectation in the investment community

18 Yes there is an abundance of evidence attesting to the importance of earningsearning in

19 assessinginvestorsinvestor expectationsexpectation First the sheer volume of earningsearning forecastsforecast

20 available from the investment community relative to the scarcity of dividend

21 forecastsforecast attestsattest to their importance To illustrate Value Line ZacksZack Investment

22 First Call Thompson Yahoo Finance and Multex provide comprehensive

23 compilationscompilation of investorsinvestor earningsearning forecastsforecast to name some The fact that these

24 investment information providersprovider focusfocu on growth in earningsearning rather than growth
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in dividendsdividend indicatesindicate that the investment community regardsregard earningsearning growth as

superior indicator of future long-term growth Second Value LinesLine principal

investment rating assigned to individual stocksstock TimelinessTimelines Rank is based

primarily on earningsearning which account for 65 of the ranking

Please describe your first proxy group for the CompanysCompany electric distribution

businessbusines

As first proxy for the CompanysCompany electric distribution businessbusines examined

group of investment-grade publicly-traded utilitiesutilitie designated as electricity

distribution utilitiesutilitie by SP in recent comprehensiveanalysisanalysi of utility businessbusines

10 risksrisk The original group is shown on PagesPage of Exhibit RAM-4 and includesinclude

11 electricity distribution and natural gas distribution companiescompanie engaged in

12 predominantly monopolistic distribution activitiesactivitie Foreign companiescompanie and

13 companiescompanie below investment-grade that is companiescompanie with bond rating below

14 BBB- were eliminated as well as those companiescompanie without Value Line coverage

15 Page of Exhibit RAM-4 narrowsnarrow the group down to only include electricity

16 distribution operating utilitiesutilitie The final sample of 12 companiescompanie is made up of

17 the parent company of these investment-grade operating electricity distribution

18 companiescompanie with at least 50 of their revenuesrevenue from regulated operationsoperation as

19 shown on Page of Exhibit RAM-4 The initial group was utilized earlier in

20 connection with beta estimatesestimate The same group was retained for the DCF

21 analysisanalysi

22 What DCF resultsresult did you obtain for the electricity distribution utilitiesutilitie group

23 using the Value Line growth

24 As shown on Column of Exhibit RAM-5 the average long-term growth forecast
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obtained from Value Line is 7.6 for thisthi group Combining thisthi growth rate

with the average expected dividend yield of 4.5 shown in Column producesproduce

an estimate of equity costscost of 12.2 for the group unadjusted for flotation costscost

Adding an allowance for flotation costscost to the resultsresult of Column bringsbring the cost

of equity estimate to 12.4 shown in Column Removing Northeast UtilitiesUtilitie

from the group on account of its unsustainable growth rate the average ROE is

11.4

What DCF resultsresult did you obtain for the electricity distribution utilitiesutilitie group

using the analystsanalyst consensusconsensu growth forecast

10 From the original sample of 12 companiescompanie shown on page of Exhibit RAM-6

11 CH Energy and Energy East were eliminated as no analystsanalyst growth forecastsforecast was

12 available from ZacksZack For the remaining 10 companiescompanie using the consensusconsensu

13 analystsanalyst earningsearning growth forecast published by ZacksZack of 8.5 instead of the

14 Value Line forecast the cost of equity for the group is 12.8 Allowance for

15 flotation costscost bringsbring the cost of equity estimate to 13.1 ThisThi analysisanalysi is shown

16 on page of Exhibit RAM-6 Eliminating the Public Service Enterprise estimate

17 of 18.2 and in order to palliate the influence of the three companiescompanie with high

18 growth estimatesestimate Northeast UtilitiesUtilitie PPL Corp and Pepco the median estimate

19 of 11.6 is more reasonable estimate

20 What DCF resultsresult did you obtain for MoodysMoody electric utilitiesutilitie group

21 Page of Exhibit RAM-7 displaysdisplay the electric utilitiesutilitie that make up MoodysMoody

22 Electric Utility Index No growth forecast was available for Duke Energy and

23 that company was therefore eliminated from the group As shown on Column

24 of page of Exhibit RAM-7 the average long-term growth forecast obtained
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from Value Line is 6.5 for thisthi group Coupling thisthi growth rate with the

average expected dividend yield of 4.6 shown in Column producesproduce an

estimate of equity costscost of 11.1 for the group Allowance for flotation costscost

bringsbring the cost of equity estimate to 11.3 Eliminating the companiescompanie with lessles

than 50 of their revenuesrevenue from regulated electricity operationsoperation the average DCF

result for the remaining fifteen companiescompanie is 11.0 as shown on page of

Exhibit RAM-7

Using the consensusconsensu analystsanalyst earningsearning growth forecast of 6.8 from

ZacksZack instead of the Value Line growth forecast the cost of equity for the

10 MoodysMoody group is 12.1 Allowance for flotation costscost bringsbring the cost of equity

11 estimate to 12.4 ThisThi analysisanalysi is displayed on PagesPage and of Exhibit RAM-

12 No growth projectionsprojection were available for CH Energy and Energy East and

13 these two companiescompanie were therefore eliminated from the group As shown on

14 page of Exhibit RAM-8 eliminating utility companiescompanie with lessles than 50 of

15 their revenuesrevenue from utility operationsoperation from the MoodysMoody group the estimate for

16 the group is 11.6 sanssan Public Service Enterprise

17 Please summarize your DCF estimatesestimate

18 The table below summarizessummarize the DCF estimatesestimate The average DCF result is 11.4

DCF STUDY ROE

Electricity Distribution UtilitiesUtilitie Value Line Growth 11.4

Electricity Distribution UtilitiesUtilitie ZacksZack Growth 11.6

MoodysMoody Electric UtilitiesUtilitie Value Line Growth 11.0

MoodysMoody Electric UtilitiesUtilitie ZacksZack Growth 11.6

19

20 Dr Morin please now turn to the need for flotation cost allowance

21 All the market-based estimatesestimate reported above include an adjustment for flotation
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costscost The simple fact of the matter is that common equity capital is not free

Flotation costscost associated with stock issuesissue are exactly like the flotation costscost

associated with bondsbond and preferred stocksstock Flotation costscost are incurred they are

not expensedat the time of issue and therefore must be recovered via rate of

return adjustment ThisThi treatment is done routinely for bond and preferred stock

issuesissue by most regulatory commissionscommission Clearly the common equity capital

accumulated by the Company is not cost-free The flotation cost allowance to the

cost of common equity capital is discussed and applied in most corporate finance

textbookstextbook it is unreasonable to ignore the need for such an adjustment

10 Flotation costscost are very similar to the closing costscost on home mortgage

11 In the case of issuesissue of new equity flotation costscost represent the discountsdiscount that

12 must be provided to place the new securitiessecuritie Flotation costscost have direct and an

13 indirect component The direct component is the compensation to the security

14 underwriter for his marketing/consulting servicesservice for the risksrisk involved in

15 distributing the issue and for any operating expensesexpense associated with the issue

16 printing legal prospectusprospectu etc. The indirect component representsrepresent the

17 downward pressure on the stock price as result of the increased supply of stock

18 from the new issue The latter component is frequently referred to as market

19 pressure

20 InvestorsInvestor must be compensated for flotation costscost on an ongoing basisbasi to

21 the extent that such costscost have not been expensedin the past and therefore the

22 adjustment must continue for the entire time that these initial fundsfund are retained in

23 the firm Appendix to my testimony discussesdiscusse flotation costscost in detail and

24 showsshow why it is necessary to apply an allowance of 5 to the dividend yield
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component of equity cost by dividing that yield by 0.95 100 5 to obtain the

fair return on equity capital why the flotation adjustment is permanently

required to avoid confiscation even if no further stock issuesissue are contemplated

and that flotation costscost are only recovered if the rate of return is applied to

total equity including retained earningsearning in all future yearsyear

By analogy in the case of bond issue flotation costscost are not expensed

but are amortized over the life of the bond and the annual amortization charge is

embedded in the cost of service The flotation adjustment is also analogousanalogou to the

processproces of depreciation which allowsallow the recovery of fundsfund invested in utility

10 plant The recovery of bond flotation expense continuescontinue year after year

11 irrespective of whether the Company issuesissue new debt capital in the future until

12 recovery is complete in the same way that the recovery of past investmentsinvestment in

13 plant and equipment through depreciation allowancesallowance continuescontinue in the future even

14 if no new construction is contemplated In the case of common stock that has no

15 finite life flotation costscost are not amortized ThusThu the recovery of flotation cost

16 requiresrequire an upward adjustment to the allowed return on equity

17 simple example will illustrate the concept stock is sold for $100 and

18 investorsinvestor require 10 return that is $10 of earningsearning But if flotation costscost are

19 5 the Company netsnet $95 from the issue and its common equity account is

20 credited by $95 In order to generate the same $10 of earningsearning to the

21 shareholdersshareholder from reduced equity base it is clear that return in excessexces of 10

22 must be allowed on thisthi reduced equity base here 10.52

23 According to the empirical finance literature discussed in Appendix

24 total flotation costscost amount to 4 for the direct component and 1 for the market
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pressure component for total of 5 of grossgros proceedsproceed ThisThi in turn amountsamount to

approximately 30 basisbasi pointspoint depending on the magnitude of the dividend yield

component To illustrate dividing the average expected dividend yield of

approximately 5.0 for utility stocksstock by 0.95 yieldsyield 5.3 which is 30 basisbasi

pointspoint higher

SometimesSometime the argument is made that flotation costscost are real and should

be recognized in calculating the fair return on equity but only at the time when

the expensesexpense are incurred In other wordsword the flotation cost allowance should not

continue indefinitely but should be made in the year in which the sale of

10 securitiessecuritie occursoccur with no need for continuing compensation in future yearsyear ThisThi

11 argument is valid only if the Company has already been compensatedfor these

12 costscost If not the argument is without merit My own recommendation is that

13 investorsinvestor be compensated for flotation costscost on an on-going basisbasi rather than

14 through expensing and that the flotation cost adjustment continue for the entire

15 time that these initial fundsfund are retained in the firm

16 There are several sourcessource of equity capital available to firm including

17 common equity issuesissue conversionsconversion of convertible preferred stock dividend

18 reinvestment plan employeesemployee savingssaving plan warrantswarrant and stock dividend

19 programsprogram Each item carriescarrie its own set of administrative costscost and flotation cost

20 componentscomponent including discountsdiscount commissionscommission corporate expensesexpense offering

21 spread and market pressure The flotation cost allowance is composite factor

22 that reflectsreflect the historical mix of sourcessource of equity The allowance factor is

23 build-up of historical flotation cost adjustmentsadjustment associated and traceable to each

24 component of equity at its source It is impractical and prohibitively costly to
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start from the inception of company and determine the source of all present

equity practical solution is to identify generalcategoriescategorie and assign one factor

to each category My recommended flotation cost allowance is weighted

average cost factor designed to capture the average cost of variousvariou equity vintagesvintage

and typestype of equity capital raised by the Company

Is flotation cost adjustment required for an operating subsidiary like CE that

doesdoe not trade publicly

Yes it is It is sometimessometime alleged that flotation cost allowance is inappropriate

if the utility is subsidiary whose equity capital is obtained from its parent in thisthi

10 case ConEd ThisThi objection is unfounded since the parent-subsidiary relationship

11 doesdoe not eliminate the costscost of new issue but merely transferstransfer them to the

12 parent It would be unfair and discriminatory to subject parent shareholdersshareholder to

13 dilution while individual shareholdersshareholder are absolved from such dilution Fair

14 treatment must consider that if the utility-subsidiary had gone to the capital

15 marketsmarket directly flotation costscost would have been incurred

16 III SUMMARY OF COST OF EQUITY RECOMMENDATION

17 Please summarize your resultsresult and recommendation

18 To arrive at my final recommendation performed four risk premium analysesanalyse

19 For the first two risk premium studiesstudie applied the CAPM and an empirical

20 approximation of the CAPM using current market data The other two risk

21 premium analysesanalyse were performed on historical and allowed risk premium data

22 from electric utility industry aggregate data also performed DCF analysesanalyse on

23 two surrogatessurrogate for CE group of investment-gradeelectricity distribution utilitiesutilitie

24 and group representative of the electric utility industry namely MoodysMoody

57



Electric Utility Index The resultsresult from all the variousvariou teststest are summarized in the

table below

METHODOLOGY ROE

CAPM 11.0

Empirical CAPM 11.4

Historical Risk Premium Elec Utility Industry 10.5

Allowed Risk Premium 10.1

DCF SP Elec Distribution UtilitiesUtilitie Value Line Growth 11.4

CF SP Elec Distribution UtilitiesUtilitie ZacksZack Growth 11.6

DCF MoodysMoody Elec UtilitiesUtilitie Value Line Growth 11.0

CF MoodysMoody Elec UtilitiesUtilitie ZacksZack Growth 11.6

The average result from all the teststest is 11.0 The average resultsresult from each of

the three principal methodologiesmethodologie is as followsfollow

CAPM 11.2

10 Risk Premium 10.3

11 DCF 11.4

12 AVERAGE 11.0

13 note that all three methodsmethod including DCF are equally weighted and that

14 the DCF resultsresult are based on four different estimatesestimate

15 Did you adjust these resultsresult to account for the fact that CEs risk profile differsdiffer

16 from the average electric utility

17 No did not In my view CEs lower businessbusines risk on account of its statusstatu as

18 pure wireswire utility unencumbered with the riskier power production function

19 offsetsoffset its higher financial risk on account of its aggressivecapital program weak
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financial metricsmetric for its current credit ratingsrating and high regulatory risk do note

that the companyscompany risk profile has risen relative to historical level as discussed

below

Dr Morin have there been any specific referencesreference to regulatory risk as an

important element in CEs risk

Yes Standard PoorsPoor in its recent March 2008 report Consolidated Edison

Inc Downgraded to A- From on Rate Decision made the following

comment

The rating action reflectsreflect our expectationsexpectation that the firm financial
10 measuresmeasure will be commensurate with A- after the recent New York

11 Public Service Commission $425 million rate order for CECONY

12 becomesbecome effective... The firm ability to manage its regulatory relationsrelation

13 effectively will likely be key determinant at current rating levelslevel

14

15 MoodysMoody in its Credit Opinion of March 21 2008 has made the following

16 commentscomment

17 Moody affirmed the ratingsrating of CEI CECONY and OR but revised the

18 rating outlook for all three companiescompanie to negativefrom stable ThisThi action

19 reflected our growing concern with regard to the ability of the three

20 companiescompanie to achieve materially stronger financial profile given the

21 persistent weaknessweaknes in key credit metricsmetric for the companiescompanie relative to

22 what we typically see for companiescompanie in the rating category coupled
23 with the decision by the NYPSC with respect to CECONYsCECONY latest rate

24 case... The change to negative rating outlooksoutlook for the companiescompanie also

25 takestake into account our more guarded view than we have had in the past
26 about the extent to which the New York regulatory environment will be

27 supportive in future rate case decisionsdecision for CECONY and OR In

28 particular we note the 9.1 allowed return on equity ROE used by the

29 NYPSC in late 2007 for OR rate investigation... And the recent fully
30 litigated decision in CECONYsCECONY electric rate case which granted only
31 about 35 of the $1.2 billion rate increase requested.. also based on

32 9.1 allowed ROE reportedly the lowest ROE granted to an electric

33 utility in over 30 yearsyear

34

35 Dr Morin have you taken into account the added risk of company operating
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under temporary ratesrate as is the case for CE pursuant to the CommissionsCommission recent

order in thisthi case

No My recommended return doesdoe not take into account the higher risksrisk

associated with company operating under temporary ratesrate which essentially

strip regulated company from investor protectionsprotection against retroactive

ratemaking These risksrisk almost certainly result in higher cost of capital because

investorsinvestor necessarily have lessles clear understandingof the financial fundamentalsfundamental

and prospectsprospect of company whose revenuesrevenue are subject to refund As result

my recommended return on equity is conservative

10 Dr Morin what is your final conclusion regarding CEs cost of common equity

11 capital

12 Based on the resultsresult of all my analysesanalyse the application of my professional

13 judgment and the risk circumstancescircumstance of CE it is my opinion that just and

14 reasonable return on the market value of the common equity capital of CEs

15 electric distribution operationsoperation in the state of New York is 11.0

16 Would you now discussdiscus the implicationsimplication for the allowed return on equity of

17 stayout for CE

18 The Company has informed me that it will be proposing three-year rate plan

19 ThisThi exposesexpose CE to the risk that the cost of equity may go up during the course of

20 the rate plan without the Company having an opportunity to reset the allowed

21 return to reflect such an increase It seemsseem likely that upward changeschange in interest

22 ratesrate may be more likely than downward changeschange am informed that in the past

23 the Commission has used the differential between 3-year and 1-year Treasury

24 securitiessecuritie to provide guidance as to what the stayout premium in such
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circumstancescircumstance should be More specifically am informed that the Commission

has used one-half of the five-year average differential between Treasury

security reflecting the length of the rate plan and 1-year Treasury security

The five-year average differential through the end of 2007 between 3-year and 1-

year Treasury securitiessecuritie is approximately 50 basisbasi pointspoint Half of thisthi differential

rounded is about 30 basisbasi pointspoint ThusThu stayout premium in the neighborhood

of 30 basisbasi pointspoint would be reasonable for CE

Dr Morin what capital structure assumption underliesunderlie your recommended return

on CEs common equity capital

10 My recommended ROE for CE is predicated on the adoption of test year capital

11 structure consisting of approximately 48 common equity capital

12 Is there relationship between financial risk and the authorized ROE

13 There certainly is low authorized ROE increasesincrease the likelihood the utility will

14 have to rely increasingly on debt financing for its capital needsneed ThisThi createscreate the

15 specter of spiraling cycle that further increasesincrease risksrisk to both equity and debt

16 investorsinvestor the resulting increase in financing costscost is ultimately borne by the

17 utilitysutility customerscustomer through higher capital costscost and ratesrate of returnsreturn

18 We have seen vivid example of thisthi phenomenon with the recent

19 downgrade of the CompanysCompany bondsbond following the unreasonably low ROE

20 allowed in CEs last rate order the lowest allowed ROE for major electric utility

21 in the country The net result of which is that ratepayersratepayer will have to pay

22 hundredshundred of millionsmillion of dollarsdollar more on the much needed debt and equity capital

23 to be raised over the next decadesdecade To place the additional ratepayer burden in

24 perspective for every $100 million of 20-year debt capital to be raised by the
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Company the additional interest burden from 25 basisbasi pointspoint increase in debt

costscost is $5 million per $100 million of new debt or $50 million per $1 billion of

new debt Given that CEI plansplan for capital expendituresexpenditure of about $7 billion in the

next three yearsyear and assuming that approximately one half of that amount will be

raised by debt that is about $3.5 billion the incremental cost of the downgradeto

ratepayersratepayer is of the order of $175 million in extra interest cost to New York

ratepayersratepayer over the next two decadesdecade And that estimate doesdoe not even account

for the increased cost of common equity capital or other costscost tied to lower

credit rating

10 Is CEs financial risk impactedby the authorized ROE

11 Yes it is low ROE increasesincrease the likelihood that CE will have to rely on debt

12 financing for its capital needsneed As the Company reliesrelie more on debt financing its

13 capital structure becomesbecome more leveraged Since debt paymentspayment are fixed

14 financial obligation to the utility thisthi decreasesdecrease net income If instead the

15 Company attemptsattempt to maintain its capitalization ratiosratio by issuing more stock

16 lower operating income and more sharesshare outstandingmean lessles income per share

17 available for dividend growth In either case equity investorsinvestor face greater

18 uncertainty about the future dividend potential of the firm As result the

19 CompanysCompany equity becomesbecome riskier investment The risk of default on the

20 CompanysCompany bondsbond also increasesincrease making the utilitysutility debt riskier investment

21 ThisThi increasesincrease the cost to the utility from both debt and equity financing and

22 increasesincrease the possibility the Company will not have accessacces to the capital marketsmarket

23 for its outside financing needsneed or if so at prohibitive costscost

24 Finally Dr Morin if capital market conditionscondition change significantly between the
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date of filing your prepared testimony and the date your oral testimony is

presented would thisthi cause you to revise your estimated cost of equity

Yes Interest ratesrate and security pricesprice do change over time and risk premiumspremium

changealso although much more sluggishly If substantial changeschange were to occur

between the filing date and the time my oral testimony is presented will update

my testimony accordingly

DoesDoe thisthi conclude your direct testimony

Yes it doesdoe
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APPENDIX

CAPM EMPIRICAL CAPM

The Capital Asset Pricing Model CAPM is fundamental paradigm of finance

Simply put the fundamental idea underlying the CAPM is that risk-averse investorsinvestor

demand higher returnsreturn for assuming additional risk and higher-risk securitiessecuritie are priced

to yield higher expected returnsreturn than lower-risk securitiessecuritie The CAPM quantifiesquantifie the

additional return or risk premium required for bearing incremental risk It providesprovide

formal risk-return relationship anchored on the basic idea that only market risk mattersmatter

as measured by beta According to the CAPM securitiessecuritie are priced such that their

EXPECTED RETURN RISK-FREE RATE RISK PREMIUM

Denoting the risk-free rate by RF and the return on the market as whole by RM

the CAPM is

RF 3RM-RF

Equation is the CAPM expression which assertsassert that an investor expectsexpect to earn

return that could be gained on risk-free investment plusplu risk premium for

assuming risk proportional to the securityssecurity market risk also known as beta and the

market risk premium RM RF where RlvI is the market return The market risk

premium RM RF can be abbreviated MRP so that the CAPM becomesbecome

RF pxMRP

The CAPM risk-return relationship is depicted in the figure below and is typically labeled

as the Security Market Line SML by the investment community
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myriad empirical teststest of the CAPM have shown that the risk-return tradeoff is

not as steeply sloped as that predicted by the CAPM however That is low-beta

securitiessecuritie earn returnsreturn somewhat higher than the CAPM would predict and high-beta

securitiessecuritie earn lessles than predicted In other wordsword the CAPM tendstend to overstate the

actual sensitivity of the cost of capital to beta low-beta stocksstock tend to have higher

returnsreturn and high-beta stocksstock tend to have lower risk returnsreturn than predicted by the

CAPM The difference between the CAPM and the type of relationship observed in

the empirical studiesstudie is depicted in the figure below ThisThi is one of the most widely

known empirical findingsfinding of the finance literature ThisThi extensive literature is

summarized in Chapter 13 of Dr MorinsMorin book jegu1atory Finance Public UtilitiesUtilitie

Report Inc Arlington VA 1994



Risk vs Return

Theory vs Practice
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number of refinementsrefinement and expandedversionsversion of the original CAPM theory

have been proposedto explain the empirical findingsfinding These revised CAPMsCAPM typically

produce risk-return relationship that is flatter than the standard CAPM prediction The

following equationmakesmake use of these empirical fmdingsfmding by flattening the slopeof the

risk-return relationship and increasingthe intercept

RF MRP-

where is the alpha of the risk-return line constant determined empirically and

the other symbolssymbol are defmed as before Alternatively Equation can be written as

followsfollow

RF MRP l-a3MRP

where is fraction to be determined empirically ComparingEquationsEquation and it is

easy to see that alphaequalsequal timestime MRP that is



Theoretical UnderpinningsUnderpinning

The obviousobviou question becomesbecome what would produce risk return relationship

which is flatter than the CAPM prediction or in other wordsword how do you explain the

presence of alpha in the above equation The exclusion of variablesvariable aside from beta

would produce thisthi result Three such variablesvariable are noteworthy dividend yield

skewnessskewnes and hedging potential

The dividend yield effectseffect stem from the differential taxation on corporate

dividendsdividend and capital gainsgain The standard CAPM doesdoe not consider the regularity of

dividendsdividend received by investorsinvestor UtilitiesUtilitie generally maintain high dividend payout ratiosratio

relative to the market and by ignoring dividend yield the CAPM providesprovide biased cost of

capital estimatesestimate To the extent that dividend income is taxed at higher rate than capital

gainsgain investorsinvestor will require higher pre-tax returnsreturn in order to equalize the after-tax

returnsreturn provided by high-yielding stocksstock e.g utility stocksstock with those of low-yielding

stocksstock In other wordsword high-yielding stocksstock must offer investorsinvestor higher pre-tax returnsreturn

Even if dividendsdividend and capital gainsgain are undifferentiated for tax purposespurpose there is still

tax biasbia in favor of earningsearning retention lower dividend payout as capital gainsgain taxestaxe are

paid only when gainsgain are realized

Empirical studiesstudie by Litzenberger and Ramaswarny 1979 and Litzenberger et al

1980 find that security returnsreturn are positively related to dividend yield as well as to beta

These resultsresult are consistent with after-tax extensionsextension of the CAPM developed by Breenan

1973 and Litzenberger and Ramaswamy 1979 and suggest that the relationship

between return beta and dividend yield should be estimated and employed to calculate

the cost of equity capital

As far as skewnessskewnes is concerned investorsinvestor are more concerned with losing money

than with total variability of return If risk is defined as the probability of losslos it appearsappear

more logical to measure risk as the probability of achieving return which is below the

expected return The traditional CAPM providesprovide downward-biased estimatesestimate of cost of

capital to the extent that these skewnessskewnes effectseffect are significant As shown by KrausKrau and

Litzenberger 1976 expected return dependsdepend on both on stocksstock systematic risk beta

and the systematic skewnessskewnes Empirical studiesstudie by KrausKrau and Litzenberger1976

Friend Westerfield and Granito 1978 and Morin 1981 found that in addition to beta

skewnessskewnes of returnsreturn has significant negative relationship with security returnsreturn ThisThi



result is consistent with the skewnessskewnes version of the CAPM developed by Rubinstein

1973 and KrausKrau and Litzenberger 1976

ThisThi is particularly relevant for public utilitiesutilitie whose future profitability is

constrained by the regulatory processproces on the upside and relatively unconstrained on the

downside in the face of socio-political realitiesrealitie of public utility regulation The processproces

ofregulation by restricting the upward potential for returnsreturn and responding sluggishly on

the downward side may impart some asymmetry to the distribution of returnsreturn and is

more likely to result in utilitiesutilitie earning lessles rather than more than their cost of capital

The traditional CAPM providesprovide downward-biased estimatesestimate of cost of capital to the

extent that these skewnessskewnes effectseffect are significant

As far as hedging potential is concerned investorsinvestor are exposed to another kind of

risk namely the risk of unfavorable shiftsshift in the investment opportunity set Merton

1973 showsshow that investorsinvestor will hold portfoliosportfolio consisting of three fundsfund the risk-free

asset the market portfolio and portfolio whose returnsreturn are perfectly negatively

correlated with the risklessriskles asset so as to hedge against unforeseen changeschange in the future

risk-free rate The higher the degree of protection offered by an asset against unforeseen

changeschange in interest ratesrate the lower the required return and conversely Merton arguesargue

that low beta assetsasset like utility stocksstock offer little protection against changeschange in interest

ratesrate and require higher returnsreturn than suggestedby the standard CAPM

Another explanation for the CAPMsCAPM inability to filly explain the processproces

determining security returnsreturn involvesinvolve the use of an inadequate or incomplete market

index Empirical studiesstudie to validate the CAPM invariably rely on some stock market

index as proxy for the true market portfolio The exclusion of several asset categoriescategorie

from the definition of market index mis-specifiesmis-specifie the CAPM and biasesbiase the resultsresult found

using only stock market data Kolbe and Read 1983 illustrate the biasesbiase in beta

estimatesestimate which result from applying the CAPM to public utilitiesutilitie Unfortunately no

comprehensive and easily accessible data exist for several classesclasse of assetsasset such as

mortgagesmortgage and businessbusines investmentsinvestment so that the exact relation between return and stock

betasbeta predicted by the CAPM doesdoe not exist ThisThi suggestssuggest that the empirical relationship

between returnsreturn and stock betasbeta is best estimated empirically ECAPM rather than by

relying on theoretical and elegant CAPM modelsmodel expanded to include missing assetsasset



effectseffect In any event stock betasbeta may be highly correlated with the true beta measured

with the true market index

Yet another explanation for the CAPMsCAPM inability to fully explain the observed

risk-return tradeoff involvesinvolve the possibility of constraintsconstraint on investor borrowing that run

counter to the assumptionsassumption of the CAPM In response to thisthi inadequacy several

versionsversion of the CAPM have been developed by researchersresearcher One of these versionsversion is the

so-called zero-beta or two-factor CAPM which providesprovide for risk-free return in

market where borrowing and lending ratesrate are divergent If borrowing ratesrate and lending

ratesrate differ or there is no risk-free borrowing or lending or there is risk-free lending but

no risk-free borrowing then the CAPM has the following form

R7 j3R -Rj

The model christened the zero-beta model is analogousanalogou to the standard CAPM

but with the return on minimum risk portfolio which is unrelated to market returnsreturn

replacing the risk-free rate The model has been empirically tested by Black Jensen

and ScholesSchole 1972 who found flatter than predicted CAPM consistent with the model

and other researchersresearcher findingsfinding

The zero-beta CAPM cannot be literally employed in cost of capital projectionsprojection

since the zero-beta portfolio is statistical construct difficult to replicate

Empirical Evidence

suimnary of the empirical evidence on the magnitude of alpha is provided in

the table below



Empirical Evidence on the Alpha Factor

Author Range of alpha Period relied

Black 1993 -3.6 to 3.6 193 1-1991

Black Jensen and ScholesSchole 1972 -9.61 to 12.24 1931-1965

Fama and McBeth 1972 4.08 to 9.36 1935-1968

Fama and French 1992 10.08 to 13.56 1941-1990

Litzenberger and Ramaswamy 1979 5.32 to 8.17

Litzenberger Ramaswamy and Sosin 1980 1.63 to 5.04 1926-1978

Pettengill Sundaram and Mathur 1995 4.6

Morin1994 2.0 1926-1984

HarrisHarri Marston Mishra and OBrien 2.0 1983-1998

Given the observed magnitude of alpha the empirical evidence indicatesindicate that the

risk-return relationship is flatter than that predicted by the CAPM Typical of the

empirical evidence is the findingsfinding cited in Morin 1989 over the period 1926-1984

indicating that the observed expected return on security is related to its risk by the

following equation

.0829 .0520

Given that the risk-free rate over the estimation period was approximately

percent thisthi relationship impliesimplie that the intercept of the risk-return relationship is higher

than the percent risk-free rate contrary to the CAPMsCAPM prediction Given that the

average return on an average risk stock exceeded the risk-free rate by about 8.0 percent in

that period that is the market risk premium RM RF percent the intercept of the

observed relationship between return and beta exceedsexceed the risk-free rate by about

percent suggesting an alpha factor of percent

Most of the empirical studiesstudie cited in the above table utilize raw betasbeta rather than

Value Line adjusted betasbeta because the latter were not available over most of the time

periodsperiod covered in these studiesstudie study of the relationship between return and adjusted

beta is reported on Table 6-7 in Ibbotson AssociatesAssociate Valuation Yearbook 2001 If we



exclude the portfolio of very small cap stocksstock from the relationship due to significant size

effectseffect the relationship between the arithmetic mean return and beta for the remaining

portfoliosportfolio is flatter than predicted and the intercept slightly higher than predicted by the

CAPM as shown on the graph below It is noteworthy that the Ibbotson study reliesrelie on

adjustedbetasbeta as stated on page 95 of the aforementioned study

CAPM vs ECAPM

Return vs Risk 2002

NYSE StocksStock
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Another study by Morin in May 2002 providesprovide empirical support for the ECAPM

All the stocksstock covered in the Value Line Investment Survey for WindowsWindow for which betasbeta

and returnsreturn data were available were retained for analysisanalysi There were nearly 2000 such

stocksstock The expected return was measured as the total shareholder return TSR

reported by Value Line over the past ten yearsyear The Value Line adjusted beta was also

retrieved from the same data base The nearly 2000 companiescompanie for which all data were

available were ranked in ascending order of beta from lowest to highest In order to

palliate measurement error the nearly 2000 securitiessecuritie were grouped into ten portfoliosportfolio of

approximately 180 securitiessecuritie for each portfolio The average returnsreturn and betasbeta for each

portfolio were as followsfollow



Portfolio Beta Return

portfolio 0.41 10.87

portfolio 0.54 12.02

portfolio 0.62 13.50

portfolio 0.69 13.30

portfolio 0.77 13.39

portfolio 0.85 13.07

portfolio 0.94 13.75

portfolio 1.06 14.53

portfolio 1.19 14.78

portfolio 10 1.48 20.78

It is clear from the graph below that the observed relationship between DCF

returnsreturn and Value Line adjusted betasbeta is flatter than that predicted by the plain vanilla

CAPM The observed intercept is higher than the prevailing risk-free rate of 5.7 percent

while the slope is lessles than equal to the market risk premium of 7.7 percent predicted by

the plain vanilla CAPM for that period
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In an article published in Financial Management HarrisHarri Marston Mishra and

OBrien HMMO estimate ex ante expected returnsreturn for SP 500 companiescompanie over the

period l983-l998 HMMO measure the expected rate of return cost of equity of each

dividend-paying stock in the SP 500 for each month from January 1983 to August 1998

by using the constant growth DCF model They then investigate the relation between the



risk premium expected return over the 20-year U.S Treasury Bond yield estimatesestimate for

each month to equity betasbeta as of that same month 5_year raw betasbeta

The table below drawn from HMMO Table displaysdisplay the average estimate

prospective risk premium Column by industry and the corresponding beta estimate for

that industry both in raw form Column and adjusted form Column The latter

were calculated with the traditional Value Line Merrill Lynch Bloomberg adjustment

methodology by giving 1/3 weight of to beta estimate of 1.00 and 2/3 weight to the raw

beta estimate

HarrisHarri Marston Mishra and OBrien ExAnte Cost of Equity EstimatesEstimate of SP

500 FirmsFirm The Choice Between Global and Domestic CAPM Financial Management Autumn 2003
pp 51-66



Table A-I Risk Premium and Beta EstimatesEstimate by Industry

Raw Adjusted
Industry DCF Risk Premium Industry Beta Industry Beta

Aero 6.63 1.15 1.10

AutosAuto 5.29 1.15 1.10

BanksBank 7.16 1.21 1.14

Beer 6.60 0.87 0.91

BidMat 6.84 127 1.18

BooksBook 7.64 1.07 1.05

BoxesBoxe 8.39 1.04 1.03

BusSv 8.15 1.07 1.05

ChemsChem 6.49 1.16 1.11

10 ChipsChip 8.11 1.28 1.19

11 ClthsClth 7.74 1.37 1.25

12 Cnstr 7.70 1.54 1.36

13 CompsComp 9.42 1.19 1.13

14 DrugsDrug 8.29 0.99 0.99

15 ElcEq 6.89 1.08 1.05

16 Energy 6.29 0.88 0.92

17 Fin 8.38 1.76 1.51

18 Food 7.02 0.86 0.91

19 Fun 9.98 1.19 1.13

20 Gold 4.59 0.57 0.71

21 HIth 10.40 1.29 1.19

22 HsId 6.77 1.02 1.01

23 Insur 7.46 1.03 1.02

24 LabEq 7.31 1.10 1.07

25 Mach 7.32 1.20 1.13

26 MealsMeal 7.98 1.06 1.04

27 MedEq 8.80 1.03 1.02

28 Pap 6.14 1.13 1.09

29 PerSv 9.12 0.95 0.97

30 Retail 9.27 1.12 1.08

31 Rubber 7.06 1.22 1.15

32 ShipsShip 1.95 0.95 0.97

33 Stee 4.96 1.13 1.09

34 TeIc 6.12 0.83 0.89

35 ToysToy 7.42 124 1.16

36 TransTran 5.70 1.14 1.09

37 TxtlsTxtl 6.52 0.95 0.97

38 Util 4.15 0.57 0.71

39 WhIsI 8.29 0.92 0.95

MEAN 7.19

The observed statistical relationship between expected return and adjusted beta is shown

in the graph below along with the CAPM prediction
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If the plain vanilla version of the CAPM is correct then the intercept of the graph

should be zero recalling that the vertical axisaxi representsrepresent returnsreturn in excessexces of the risk-free

rate Instead the observed intercept is approximately percent that is approximately

equal to 25 percent of the expected market risk premium of 7.2 percent shown at the

bottom of Column over the 1983-1998 period as predicted by the ECAPM The same

is true for the slope of the graph If the plain vanilla version of the CAPM is correct then

the slope of the relationship should equal the market risk premium of 7.2 percent

Instead the observed slope of close to percent is approximately equal to 75 percent of

the expected market risk premium of 7.2 percent as predicted by the ECAPM

In short the HMMO empirical findingsfinding are quite consistent with the predictionsprediction

of the ECAPM

Practical Implementation of the ECAPM

The empirical evidence reviewed above suggestssuggest that the expected return on

security is related to its risk by the following relationship

KRFapMRP-a

or alternatively by the following equivalent relationship



RF aMRP l-apMRP

The empirical findingsfinding support valuesvalue of from approximately percent to

percent If one is using the short-term U.S Treasury BillsBill yield as proxy for the

risk-free rate and given that utility stocksstock have lower than average betasbeta an alpha in

the lower range of the empirical fmdingsfmding percent percent is reasonable albeit

conservative

Using the long-term U.S Treasury yield as proxy for the risk-free rate

lower alpha adjustmentis indicated ThisThi is because the use of the long-term U.S

Treasury yield as proxy for the risk-free rate partially incorporatesincorporate the desired effect

of using the ECAPM2 An alpha in the range of percent percent is therefore

reasonable

To illustrate consider utility with beta of 0.80 The risk-free rate is

percent the IVIRP is percent and the alpha factor is percent The cost of capital is

determined as followsfollow

KRF 3MRP-a

5 2 0.807-2

11

practical alternative is to rely on the second variation of the ECAPM

RF aMRP l-apMRP

With an alpha of percent MRP in the percent percent range the

coefficient is 0.25 and the ECAPM becomes3

0.25 MRP 0.75 MRP

The Secunty Market Line SML using the long-term risk-free rate has higher intercept and
flatter slope than the SML using the short-term risk-free rate

Recall that alpha equalsequal timestime MRP that is alpha MRP and therefore alpha/MRP Ifalpha is

percent then 0.25



Returning to the numerical example the utilitysutility cost of capital is

5 0.25 7 0.75 0.80 7

11

For reasonable valuesvalue of beta and the MRP both renditionsrendition of the ECAPM

produce resultsresult that are virtually identical4

In the Morin 1994 study the value of was actually derived by systematicallyvarying the constant

in equation from to in stepsstep of 0.05 and choosing that value ofa that minimized the mean

square error between the observed relationship between return and beta

0.0829 .05203
The value of that best explained the observed relationship was 0.25
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APPEND IXB

FLOTATION COSTALLOWANCE

To obtain the final cost of equity financing from the investorsinvestor expected rate of return it is

necessary to make allowance for underpricing which is the sum of market pressure costscost of flotation

and underwriting feesfee associated with new issuesissue Allowance for market pressure should be made

because large blocksblock of new stock may cause significant pressure on market pricesprice even in stable

marketsmarket Allowance must also be made for company costscost of flotation including such itemsitem as printing

legal and accounting expensesexpense and for underwriting feesfee

MAGNITUDE OF FLOTATION COSTSCOST

According to empirical studiesstudie underwriting costscost and expensesexpense average at least 4 of grossgros

proceedsproceed for utility stock offeringsoffering in the U.S See Logue Jarrow NegotiationsNegotiation vs Competitive

Bidding in the Sale of SecuritiesSecuritie by Public UtilitiesUtilitie Financial Management Fall 1978 study of

641 coimnon stock issuesissue by 95 electric utilitiesutilitie identified flotation cost allowance of 5.0 See

Borum Malley Total Flotation Cost for Electric Company Equity IssuesIssue Public UtilitiesUtilitie

Fortghtly Feb 20 1986

Empirical studiesstudie suggest an allowance of 1 for market pressure in U.S studiesstudie Logue and

Jarrow found that the absolute magnitude of the relative price decline due to market pressure was lessles

than 1.5 Bowyer and Yawitz examined 278 public utility stock issuesissue and found an average market

pressure of 0.72 See Bowyer Yawitz The Effect of New Equity IssuesIssue on Utility Stock PricesPrice

Public UtilitiesUtilitie Fortnjhtly May 22 1980

Eckbo MasulisMasuli RightsRight vs Underwritten Stock OfferingsOffering An Empirical AnalysisAnalysi

University of British Columbia Working Paper No 1208 Sept 1987 found an average flotation cost

of 4.175 for utility common stock offeringsoffering Moreover flotation costscost increased progressively for

smaller size issuesissue They also found that the relative price decline due to market pressure in the daysday
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surrounding the announcement amounted to slightly more than 1.5 In classic and monumental

study published in the prestigiousprestigiou Journal of Financial EconomicsEconomic by prominent scholar market

pressure effect of 3.14 for industrial stock issuesissue and 0.75 for utility common stock issuesissue was found

see Smith C.W Investment Banking and the Capital Acquisition ProcessProces Journal of Financial

EconomicsEconomic 15 1986 Other studiesstudie of market pressure are reported in Logue On the Pricing of

Unseasoned Equity OfferingsOffering Journal of Financial and Quantitative Anaj1 Jan 1973 Pettway

The EffectsEffect of New Equity SalesSale Upon Utility Share PricesPrice Public UtilitiesUtilitie Fortnightly May 10

1984 and Reilly and Hatfield Investor Experience with New Stock IssuesIssue Financial AnajystsAnajyst

Journal Sept.- Oct 1969 In the Pettway study the market pressure effect for sample of 368 public

utility equity salessale was in the range of 2 to 3 Adding the direct and indirect effectseffect of utility

common stock issuesissue the indicated total flotation cost allowance is above 5.0 corroborating the

resultsresult ofearlier studiesstudie

As shown in the table below comprehensive empirical study by Lee Lochhead Ritter and

Zhao The CostsCost of Raising Capital Journal of Financial Research Vol XIX NO Spring 1996

showsshow average direct flotation costscost for equity offeringsoffering of 3.5 5 for stock issuesissue between $60 and

$500 million Allowing for market pressure costscost raisesraise the flotation cost allowance to well above 5



Appendix Page of

FLOTATION COSTSCOST RAISING EXTERNAL CAPITAL

Percent of Total Capital Raised

Amount Raised Average Flotation Average Flotation

in MillionsMillion Cost Common Stock Cost New Debt

2-9 99 13.28 4.39

10-19.99 8.72 2.76

20 39 99 6.93 2.42

40 59 99 5.87 1.32

60-79.99 5.18 2.34

80-99.99 4.73 2.16

100-199 99 4.22 2.31

200-499 99 3.47 2.19

500 and Up 3.15 1.64

Note Flotation costscost for IPOsIPO are about 17 percent of the value of common stock issued if the amount

raised is lessles than $10 million and about percent if more than $500 million is raised Flotation costscost

are somewhat lower for utilitiesutilitie than othersother

Source Lee Inmoo Scott Lochhead Jay Ritter and Quanshui Zhao The CostsCost of Raising Capital
The Journal of Financial Research Spring 1996

Therefore based on empirical studiesstudie total flotation costscost including market pressure amount to

approximately 5 of grossgros proceedsproceed have therefore assumed 5 grossgros total flotation cost allowance

in my cost of capital analysesanalyse

APPLICATION OF THE FLOTATION COST ADJUSTMENT

The section below showsshow why it is necessary to apply an allowance of 5 to the dividend

yield component of equity cost by dividing that yield by 0.95 100 5 to obtain the fair return on

equity capital and why the flotation adjustment is permanently required to avoid confiscation even if
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no further stock issuesissue are contemplated Flotation costscost are only recovered if the rate of return is

applied to total equity including retained earningsearning in all future yearsyear

Flotation costscost are just as real as costscost incurred to build utility plant Fair regulatory treatment

absolutely must permit the recovery of these costscost An analogy with bond issuesissue is useful to imderstand

the treatment of flotation costscost in the case of common stocksstock

In the case of bond issue flotation costscost are not expensedbut are rather amortized over the life

of the bond and the annual amortization charge is embedded in the cost of service ThisThi is analogousanalogou to

the processproces of depreciation which allowsallow the recovery of fundsfund invested in utility plant The recovery

of bond flotation expense continuescontinue year after year irrespective of whether the company issuesissue new debt

capital in the future until recovery is complete In the case of common stock that has no finite life

flotation costscost are not amortized Therefore the recovery of flotation cost requiresrequire an upward

adjustment to the allowed return on equity Roger Morin Regulatory Finance Public UtilitiesUtilitie

ReportsReport Inc Arlington Va 1994 providesprovide numerical illustrationsillustration that show that even if utility doesdoe

not contemplate any additional common stock issuesissue flotation cost adjustment is still permanently

required ExamplesExample there also demonstrate that the allowance appliesapplie to retained earningsearning as well as to

the original capital

From the standard DCF model the investorsinvestor required return on equity capital is expressedas

DIP0

If P0 is regarded as the proceedsproceed per share actually received by the company from which

dividendsdividend and earningsearning will be generated that is P0 equalsequal BQ the book value per share then the

companyscompany required return is

DIB0

Denoting the percentage flotation costscost proceedsproceed per share B0 are related to market price P0 as

followsfollow

fP B0

Pl-f B0
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Substituting the latter equation into the above expressionfor return on equity we obtain

D/Pl-f

that is the utilitysutility required return adjusted for underpricing For flotation costscost of 5 dividing the

expected dividend yield by 0.95 will produce the adjusted cost of equity capital For dividend yield of

6 for example the magnitude of the adjustment is 32 basisbasi pointspoint .06/.95 .0632

In deriving DCF estimatesestimate of fair return on equity it is therefore necessary to apply

conservative after-tax allowance of 5 to the dividend yield component of equity cost

Even if no further stock issuesissue are contemplated the flotation adjustment is still permanently

required to keep shareholdersshareholder whole Flotation costscost are only recovered if the rate of return is applied to

total equity including retained earningsearning in all future yearsyear even if no future financing is contemplated

ThisThi is demonstrated by the numerical example contained in pagespage 7-9 of thisthi Appendix Moreover

even if the stock price hence the DCF estimate of equity return fully reflected the lack of permanent

allowance the company alwaysalway netsnet lessles than the market price Only the net proceedsproceed from an equity

issue are used to add to the rate base on which the investor earnsearn permanent allowance for flotation

costscost must be authorized in order to insure that in each year the investor earnsearn the required return on the

total amount of capital actually supplied

The example shown on pagespage 7-9 showsshow the flotation cost adjustment processproces using illustrative

yet realistic market data The assumptionsassumption used in the computation are shown on page The stock is

selling in the market for $25 investorsinvestor expect the firm to pay dividend of $2.25 that will grow at rate

of 5 thereafter The traditional DCF cost of equity is thusthu D/P 2.25/25 .05 14 The

firm sellssell one share stock incurring flotation cost of 5 The traditional DCF cost of equity adjusted

for flotation cost is thusthu ROE D/Pl-f .09/95 .05 14.47

The initial book value rate base is the net proceedsproceed from the stock issue which are $23.75 that

is the market price lessles the 5 flotation costscost The example demonstratesdemonstrate that only if the company is

allowed to earn 14.47 on rate base will investorsinvestor earn their cost of equity of 14 On page Column

showsshow the initial common stock account Column the cumulative retained earningsearning balance starting

at zero and steadily increasing from the retention of earningsearning Total equity in Column is the sum of

common stock capital and retained earningsearning The stock price in Column is obtained from the seminal
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DCF formula Dj/k EarningsEarning per share in Column are simply the allowed return of 14.47

timestime the total coninion equity base DividendsDividend start at $2.25 and grow at 5 thereafter which they

must do if investorsinvestor are to earn 14 return The dividend payout ratio remainsremain constant as per the

assumption of the DCF model All quantitiesquantitie stock price book value earningsearning and dividendsdividend grow at

5 rate as shown at the bottom of the relevant columnscolumn Only if the company is allowed to earn

14.47 on equity do investorsinvestor earn 14 For example if the company is allowed only 14 the stock

price dropsdrop from $26.25 to $26.13 in the second year inflicting losslos on shareholdersshareholder ThisThi is shown

on page The growth rate dropsdrop from 5 to 4.53 ThusThu investorsinvestor only earn 9 4.53 13.53

on their investment It is noteworthy that the adjustment is alwaysalway required each and every year whether

or not new stock issuesissue are sold in the future and that the allowed return on equity must be earned on

total equity including retained earningsearning for investorsinvestor to earn the cost of equity
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ASSUMPTIONSASSUMPTION

ISSUE PRICE $25.00

FLOTATION COST 5.00

DIVIDEND YIELD 9.00

GROWTH 5.00

EQUITY RETURN 14.00

D/P
ALLOWED RETURN ON EQUITY 14.47

D/P1-f
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MARKET

COMMON RETAINED TOTAL STOCK BOOK

STOCK EARNINGSEARNING EQUITY PRICE RATIO EPS DPS PAYOUT

Yr

$23.75 $0000 $23750 $25000 1.0526 $3438 $2250 65.45

$23.75 $1188 $24938 $26250 1.0526 $3609 $2363 65.45

$23.75 $2434 $26184 $27563 1.0526 $3790 $2481 65.45

$23.75 $3744 $27494 $28941 1.0526 $3979 $2605 65.45

$23.75 $5118 $28868 $30388 1.0526 $4178 $2735 65.45

$23.75 $6562 $30312 $31907 1.0526 $4387 $2872 65.45

$23.75 $8077 $31827 $33502 1.0526 $4607 $3015 65.45

$23.75 $9669 $33419 $35178 1.0526 $4837 $3166 65.45

$23.75 $11340 $35090 $36936 1.0526 $5079 $3324 65.45

10 $23.75 $13094 $36844 $38783 1.0526 $5333 $3490 65.45

5.00I 5.00F 5.00I 5.00I
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RESUME OF ROGER MORIN

Spring 2008

NAME Roger Morin

ADDRESSADDRES King Ave

Jekyll Island GA 31527 USA

87 PaddysPaddy Head Rd

PeggysPeggy Cove Hway
Nova Scotia Canada B3A 3N6

TELEPHONE 912 635-3233 businessbusines office

912 635-3233 businessbusines fax

404 229-2857 cellular

902 823-0000 summer office

E-MAIL ADDRESSADDRES profmorin@mac.com

DATE OF BIRTH 3/5/1945

PRESENT EMPLOYER Georgia State University
Robinson College of BusinessBusines

Atlanta GA 30303

RANK EmeritusEmeritu Professor of Finance

HONORSHONOR Professor of Finance for Regulated Industry
Director Center for the Study of RegulatedIndustry
Robinson College of BusinessBusines Georgia State University

EDUCATIONAL HISTORY

Bachelor of Electrical Engineering McGill University
Montreal Canada 1967

Master of BusinessBusines Administration McGill University
Montreal Canada 1969

PhD in Finance EconometricsEconometric Wharton School of Finance
University of Pennsylvania 1976
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EMPLOYMENT HISTORY

Lecturer Wharton School of Finance Univ of Pennsylvania 1972-3

Assistant Professor University of Montreal School of

BusinessBusines 1973-1976

Associate Professor University of Montreal School of

BusinessBusines 1976-1979

Professor of Finance Georgia State University 1979-2008

Professor of Finance for Regulated Industry and Director
Center for the Study of Regulated Industry Robinson College
of BusinessBusines Georgia State University 1985-2008

Visiting Professor of Finance AmosAmo Tuck School of BusinessBusines
Dartmouth College Hanover N.H 1986

EmeritusEmeritu Professor of Finance Georgia State University 2007-8

OTHER BUSINESSBUSINES ASSOCIATIONSASSOCIATION

CommunicationsCommunication Engineer Bell Canada 1962-1967

Member of the Board of DirectorsDirector Financial Research

Institute of Canada 1974-1980

Co-founder and Director Canadian Finance Research

Foundation 1977

Vice-President of Research Garmaise-Thomson AssociatesAssociate
Investment Management ConsultantsConsultant 1980-1981

Executive VisionsVision Inc Board of DirectorsDirector Member

Board of External AdvisorsAdvisor College of BusinessBusines
Georgia State University Member 1987-1991
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PROFESSIONAL CLIENTSCLIENT

AGL ResourcesResource

AT CommunicationsCommunication

Alagasco Energen

Alaska Anchorage Municipal Light Power

Alberta Power Ltd

Allete

Ameren

American Water WorksWork Company

Ameritech

ArkansasArkansa Western Gas

Baltimore Gas Electric Constellation Energy

Bangor Hydro-Electric

B.C Telephone

BC GAS

Bell Canada

Beilcore

Bell South Corp

Bruncor New Brunswick Telephone

Burlington-Northern

CSBank

Cajun Electric

Canadian Radio-Television Telecomm Commission

Canadian UtilitiesUtilitie

Canadian Western Natural Gas

Cascade Natural Gas

.Centel

Centra Gas

Central IllinoisIllinoi Light Power Co

Central Telephone
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Central South West Corp

ChattanoogeeGas Company

Cincinnatti Gas Electric

Cinergy Corp

CitizensCitizen UtilitiesUtilitie

City Gas of Florida

CN-CP TelecommunicationsTelecommunication

Commonwealth Telephone Co

Columbia Gas System

Consolidated Natural Gas

Constellation Energy

Delmarva Power Light Co

Deerpath Group

DTE Energy

Edison International

Edmonton Power Company

Elizabethtown Gas Co

Emera

Energen

EngraphCorporation

Entergy Corp

Entergy ArkansasArkansa Inc

Entergy Gulf StatesState Inc

Entergy Louisiana Inc

Entergy Mississippi Power

Entergy New OrleansOrlean Inc

First Energy

Florida Water Association

FortisForti

Garmaise-Thomson Assoc Investment ConsultantsConsultant
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Gaz Metropolitain

General Public UtilitiesUtilitie

Georgia Broadcasting Corp

Georgia Power Company

GTE California Verizon

GTE Northwest Inc Verizon

GTE Service Corp Verizon

GTE Southwest Incorporated Verizon

Gulf Power Company

Havasu Water Inc

Hawaiian Electric Company

Hawaiian Elec Light Co

Heater UtilitiesUtilitie Aqua America

Hope Gas Inc

Hydro-Quebec

ICG UtilitiesUtilitie

IllinoisIllinoi Commerce Commission

Island Telephone

JerseyCentral Power Light

KansasKansa Power Light

Key SpanEnergy

Manitoba Hydro

Maritime Telephone

Maui Electric Co

Metropolitan Edison Co

Minister of Natural ResourcesResource Province of Quebec

Minnesota Power Light

Mississippi Power Company

Missouri Gas Energy

Mountain Bell
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National Grid

Nevada Power Company

New Brunswick Power

Newfoundland Power Inc FortisForti Inc

New Market Hydro

New Tel EnterprisesEnterprise Ltd

New York Telephone Co

Niagara Mohawk Power Corp

Norfolk-Southern

Northeast UtilitiesUtilitie

Northern Telephone Ltd

Northwestern Bell

Northwestern UtilitiesUtilitie Ltd

Nova Scotia Power

Nova Scotia Utility and Review Board

NUT Corp

NYNEX

Oklahoma

Ontario Telephone Service Commission

Orange Rockland

PNM ResourcesResource

Pacific Northwest Bell

PeoplesPeople Gas System Inc

PeoplesPeople Natural Gas

Pennsylvania Electric Co

PepcoHoldingsHolding

Potomac Electric Power Co

Price Waterhouse

PSI Energy

Public Service Electric Gas
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Public Service of New Hampshire

Public Service of New Mexico

Puget Sound Electric Co

QuebecTelephone

Regie de lEnergie du Quebec

Rochester Telephone

San Diego Gas Electric

SaskPower

Sierra Pacific Power Company

Southern Bell

Southern StatesState UtilitiesUtilitie

Southern Union Gas

South Central Bell

Sun City Water Company

TECO Energy

The Southern Company

Touche RossRos and Company

TransEnergie

Trans-Quebec MaritimesMaritime Pipeline

TXU Corp

US WEST CommunicationsCommunication

Union Heat Light Power

Utah Power Light

Vermont Gas SystemsSystem Inc

MANAGEMENT DEVELOPMENT AND PROFESSIONAL EXECUTIVE EDUCATION

Canadian Institute of Marketing Corporate Finance 197 1-73

Hydro-Quebec Capital Budgeting Under Uncertainty 1974-75

Institute of Certified Public AccountantsAccountant MergersMerger
AcquisitionsAcquisition 1975-78
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Investment DealersDealer Association of Canada 1977-78

Financial Research Foundation bi-annual seminar 1975-79

Advanced Management Research AMR faculty member 1977-80

Financial AnalystsAnalyst Federation Educational chapter Financial FuturesFuture ContractsContract seminar

Exnet Inc a.k.a The Management Exchange Inc faculty member 198 1-2008

National SeminarsSeminar

Risk and Return on Capital ProjectsProject
Cost of Capita/for Regulated UtilitiesUtilitie

Capital Allocation for UtilitiesUtilitie

Alternative Regulatory FrameworksFramework

Utility DirectorsDirector Workshop
Shareholder Value Creation for UtilitiesUtilitie

FundamentalsFundamental of Utility Finance in Restructured Environment

Contemporary IssuesIssue in Utility Finance

Georgia State University College of BusinessBusines Management
Development Program faculty member 198 1-1994

EXPERT TESTIMONY UTILITY CONSULTING AREASAREA OF EXPERTISE

CorporateFinance

Rate of Return

Capital Structure

Generic Cost of Capital

Costing Methodology

Depreciation

Flow-Through vs Normalization

Revenue RequirementsRequirement Methodology

Utility Capital ExpendituresExpenditure AnalysisAnalysi

Risk AnalysisAnalysi

Capital Allocation

Divisional Cost of Capital Unbundling

Incentive Regulation Alternative Regulatory PlansPlan

Shareholder Value Creation

Value-Based Management
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REGULATORY BODIESBODIE

Alabama Public Service Commission

Alaska Public Utility Commission

Alberta Public Service Board

Arizona Corporation Commission

ArkansasArkansa Public Service Commission

British Columbia Board of Public UtilitiesUtilitie

California Public Service Commission

Canadian Radio-Television TelecommunicationsTelecommunication Comm

Colorado Public UtilitiesUtilitie Board

Delaware Public Utility Commission

District of Columbia Public Service Commission

Federal CommunicationsCommunication Commission

Federal Energy Regulatory Commission

Florida Public Service Commission

Georgia Public Service Commission

Georgia Senate Committee on Regulated IndustriesIndustrie

Hawaii Public Service Commission

IllinoisIllinoi Commerce Commission

Indiana Utility Regulatory Commission

Iowa Board of Public UtilitiesUtilitie

Louisiana Public Service Commission

Maine Public Service Commission

Manitoba Board of Public UtilitiesUtilitie

Michigan Public Service Commission
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Minnesota Public UtilitiesUtilitie Commission

Mississippi Public Service Commission

Missouri Public Service Commission

Montana Public Service Commission

National Energy Board of Canada

Nevada Public Service Commission

New Brunswick Board of Public CommissionersCommissioner

New Hampshire Public Utility Commission

New JerseyBoard of Public UtilitiesUtilitie

New Mexico Public Regulatory Commission

New York Public Service Commission

Newfoundland Board of CommissionersCommissioner of Public UtilitiesUtilitie

North Carolina UtilitiesUtilitie Commission

Ohio Public UtilitiesUtilitie Commission

Oklahoma State Board of Equalization

Ontario Telephone Service Commission

Ontario Energy Board

Pennsylvania Public Service Commission

QuebecNatural Gas Board

QuebecRegie de 1Energie

QuebecTelephone Service Commission

South Carolina Public Service Commission

Tennessee Regulatory Authority

TexasTexa Public Utility Commission

Utah Public Service Commission

Virginia Public Service Commission

Washington UtilitiesUtilitie Transportation Commission

West Virginia Public Service Commission

SERVICE AS EXPERT WITNESSWITNES



Exhibit RAM-i Page11 of 20

Southern Bell So.Carolina PSC Docket 81-201C

Southern Bell So Carolina PSC Docket 82-294C

Southern Bell North Carolina PSC Docket P-55-816

MetropolitanEdison Pennsylvania PUC Docket R-822249

Pennsylvania Electric Pennsylvania PUC Docket R-822250

Georgia Power Georgia PSC Docket 3270-U 1981

Georgia Power Georgia PSC Docket 3397-U 1983

Georgia Power Georgia PSC Docket 3673-U 1987

Georgia Power F.E.R.C Docket ER 80-326 80-327

Georgia Power F.E.R.C Docket ER 81-730 80-73

Georgia Power F.E.R.C Docket ER 85-730 85-731

Bell Canada CRTC 1987

Northern Telephone Ontario PSC

GTE-Quebec TelephoneQuebec PSC Docket 84-052B

Newtel Nfid Brd of Public Commission PU 11-87

CN-CP TelecommunicationsTelecommunication CRTC

QuebecNorthern TelephoneQuebec PSC

Edmonton Power Company Alberta Public Service Board

KansasKansa Power Light F.E.R.C Docket ER 83-4 18

NYNEX FCC generic cost of capital Docket 84-800

Bell South FCC genericcost of capital Docket 84-800

American Water WorksWork Tennessee Docket 7226

Burlington-Northern Oklahoma State Board of TaxesTaxe

Georgia Power Georgia PSC Docket 3549-U

GTE Service Corp FCC Docket 84-200

MississippiPower Co MissMis PSC Docket U-4761

CitizensCitizen UtilitiesUtilitie Ariz Corp Comm U2334-86020
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QuebecTelephone Quebec PSC 1986 1987 1992

Newfoundland Nfld Brd Pubi Comm 1987 1991

Northwestern Bell Minnesota PSC P-42 /CI-86-3 54

GTE Service Corp FCC Docket 87-463

Anchorage Municipal Power Light Alaska PUC 1988

New Brunswick Telephone N.B PUC 1988

Trans-Quebec Maritime Natl Energy Brd of Cda 88-92

Gulf Power Co Florida PSC Docket 88-1 167-El

Mountain StatesState Bell Montana PSC 88-1.2

Mountain StatesState Bell Arizona CC E-1051-88-146

Georgia Power Georgia PSC Docket 3840-U 1989

Rochester Telephone New York PSC Docket 89-C-022

Noverco Gaz Metro QuebecNatural Gas PSC R-3 164-89

GTE Northwest Washington UTC U-89-303

Orange Rockland New York PSC Case 89-E-175

Central IllinoisIllinoi Light Company ICC Case 90-0 127

PeoplesPeople Natural Gas Pennsylvania PSC Case

Gulf Power Florida PSC Case 89 1345-El

ICG UtilitiesUtilitie Manitoba BPU Case 1989

New Tel EnterprisesEnterprise CRTC Docket 90-15

PeoplesPeople Gas SystemsSystem Florida PSC

Jersey Central Pwr Light N.J PUB Case ER 891 109 12J

Alabama Gas Co Alabama PSC Case 890001

Trans-Quebec Maritime Pipeline Cdn Natl Energy Board

Mountain Bell Utah PSC

Mountain Bell Colorado PUB

South Central Bell Louisiana PS
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Hope Gas West Virginia PSC

Vermont Gas SystemsSystem Vermont PSC

Alberta Power Ltd Alberta PUB

Ohio UtilitiesUtilitie Company Ohio PSC

Georgia Power Company Georgia PSC

Sun City Water Company

Havasu Water Inc

Centra Gas Manitoba Co

Central TelephoneCo Nevada

AGT Ltd CRTC 1992

BC GAS BCPUB 1992

California Water Association California PUC 1992

Maritime Telephone 1993

BCE EnterprisesEnterprise Bell Canada 1993

CitizensCitizen UtilitiesUtilitie Arizona gas division 1993

PSI ResourcesResource 1993-5

CILCORP gas division 1994

GTE Northwest Oregon 1993

Stentor Group 1994-5

Bell Canada 1994-1995

PSI Energy 1993 1994 1995 1999

Cincinnati Gas Electric 1994 1996 1999 2004

Southern StatesState UtilitiesUtilitie 1995

CILCO 1995 1999 2001

Commonwealth Telephone 1996

Edison International 1996 1998

CitizensCitizen UtilitiesUtilitie 1997
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Stentor CompaniesCompanie 1997

Hydro-Quebec 1998

Entergy Gulf StatesState Louisiana 1998 1999 2001 2002 2003

Detroit Edison 1999 2003

Entergy Gulf StatesState TexasTexa 2000 2004

Hydro QuebecTransEnergie 2001 2004

Sierra Pacific Company 2000 2001 2002 207

Nevada Power Company 2001

Mid American Energy 2001 2002

Entergy Louisiana Inc 2001 2002 2004

MississippiPower Company 2001 2002 2007

Oklahoma Gas Electric Company 2002 -2003

Public Service Electric Gas 2001 2002

NIJI Corp Elizabethtown Gas Company 2002

JerseyCentral Power Light 2002

San Diego Gas Electric 2002

New Brunswick Power 2002

Entergy New OrleansOrlean 2002

Hydro-Quebec Distribution 2002

PSI Energy 2003

FortisForti Newfoundland Power Light 2002

Emera Nova Scotia Power 2004

Hydro-Quebec TransEnergie 2004

Hawaiian Electric 2004

Missouri Gas Energy 2004

AGL ResourcesResource 2004

ArkansasArkansa Western Gas 2004
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Public Service of New Hampshire 2005

Hawaiian Electric Company 2005

Delmarva Power Light Company 2005

Union Heat Power Light 2005

Puget Sound Electric Co 2006

Cascade Natural Gas 2006

Entergy ArkansasArkansa 2006-7

Bangor Hydro 2006-7

Delmarva 2006-7

Potomac Electric Power Co 2006 2007

Detroit Edison Co 2007

Nevada Power Co 2007

Hawaiian Electric Co 2006-7

Hawaii Elec Light Co 2007

Maui Electric Co 2007

Ameren Union Electric 2008

Consolidated Edison of New York 2007-2008

Orange Rockland 2007

Niagara Mohawk Power Corp 2008

Allete Minnesota Power 2007-2008

Sierra Pacific Power 2007-2008

PROFESSIONAL AND LEARNED SOCIETIESSOCIETIE

Engineering Institute of Canada 1967-1972

Canada Council Award recipient 1971 and 1972

Canadian Association Administrative SciencesScience 1973-80

American Association of Decision SciencesScience 1974-1978
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American Finance Association 1975-2002

Financial Management Association 1978-2002

ACT VITIESVITIE IN PROFESSIONAL ASSOCIATIONSASSOCIATION AND MEETINGSMEETING

Chairman of meeting on New DevelopmentsDevelopment in Utility Cost of

Capital Southern Finance Association Atlanta Nov 1982

Chairman of meeting on Public Utility Rate of Return
Southeastern Public Utility Conference Atlanta Oct 1982

Chairman of meeting on Current IssuesIssue in Regulatory
Finance Financial Management Association Atlanta
Oct 1983

Chairman of meeting on Utility Cost of Capital Financial

ManagementAssociation Toronto Canada Oct 1984

Committee on New Product Development FMA 1985

Discussant TobinsTobin Ratio paper presentedat Financial

ManagementAssociation New York N.Y Oct 1986

Guest speaker Utility Capital Structure New

DevelopmentsDevelopment National Society of Rate of Return

AnalystsAnalyst 18th Financial Forum Wash D.C Oct 1986

Opening addressaddres Capital ExpendituresExpenditure AnalysisAnalysi Methodology
vs Mythology Belicore Economic AnalysisAnalysi Conference NaplesNaple
Fla 1988

Guest speaker Mythodology in Regulatory Finance
Society of Utility Rate of Return AnalystsAnalyst SURFA Annual Conference
Wash D.C February 2007

PAPERSPAPER PRESENTED

An Empirical Study of Multi-Period Asset Pricing annual meeting of Financial
ManagementAssoc Las VegasVega Nevada 1987

Utility Capital ExpendituresExpenditure AnalysisAnalysi Net Present Value vs Revenue RequirementsRequirement
annual meeting of Financial Management Assoc Denver Colorado October 1985

Intervention AnalysisAnalysi and the DynamicsDynamic of Market Efficiency annual meeting of
Financial Management Assoc San Francisco Oct 1982
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Intertemporal Market-Line Theory An Empirical Study annual meeting of Eastern

Finance Assoc Newport R.I 1981

Option Writing for Financial InstitutionsInstitution Cost-Benefit AnalysisAnalysi 1979 annual

meeting Financial Research Foundation

Free-lunch on the Toronto Stock Exchange annual meeting of Financial Research
Foundation of Canada 1978

Simulation System Computer Software SIMFIN HP International BusinessBusines Computer
UsersUser Group London 1975

Inflation Accounting ImplicationsImplication for Financial AnalysisAnalysi Institute of Certified Public
AccountantsAccountant Symposium 1979

OFFICESOFFICE IN PROFESSIONAL ASSOCIATIONSASSOCIATION

President International Hewlett-Packard BusinessBusines

ComputersComputer UsersUser Group 1977

Chairman Program Committee International HP BusinessBusines

ComputersComputer UsersUser Group London England 1975

Program Coordinator Canadian Assoc of Administrative
SciencesScience 1976

Member New Product Development Committee Financial
ManagementAssociation 1985-1986

Reviewer Journal of Financial Research

Financial Management

Financial Review

Journal of Finance

PUBLICATIONSPUBLICATION

Risk Aversion Revisited Journal of Finance Sept 1983
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Hedging Regulatory Lag with Financial FuturesFuture Journal of Finance May 1983 with
Gay Koib

The Effect of CWIP on Cost of Capital Public UtilitiesUtilitie Fortnightly July 1986

The Effect of CWIP on Revenue RequirementsRequirement Public UtilitiesUtilitie Fortnightly August
1986

Intervention AnalysisAnalysi and the DynamicsDynamic of Market Efficiency Time-SeriesTime-Serie

ApplicationsApplication New York North Holland 1983 with El-Sheshai

Market-Line Theory and the Canadian Equity Maiket Journal of BusinessBusines

Administration Jan 1982 Brennan editor

Efficiency of Canadian Equity MarketsMarket International ManagementReview Feb 1978

Intertemporal Market-Line Theory An Empirical Test Financial Review ProceedingsProceeding
of the Eastern Finance Association 1981

BOOKSBOOK

UtilitiesUtilitie Cost of Capital Public UtilitiesUtilitie ReportsReport Inc Arlington Va 1984

Regulatory Finance Public UtilitiesUtilitie ReportsReport Inc Arlington Va 2004

Driving Shareholder Value McGraw-Hill January 2001

The New Regulatory Finance Public UtilitiesUtilitie ReportsReport Inc Arlington Va 2006

MONOGRAPHSMONOGRAPH

Determining Cost of Capital for Regulated IndustriesIndustrie Public UtilitiesUtilitie ReportsReport Inc and
The ManagementExchange Inc 1982 1993 with V.L AndrewsAndrew

Alternative Regulatory FrameworksFramework Public UtilitiesUtilitie
ReportsReport Inc and The Management Exchange Inc 1993 with V.L AndrewsAndrew

Risk and Return in Capital ProjectsProject The ManagementExchange Inc 1980 with
DeschampsDeschamp
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Utility Capital Expenditure AnalysisAnalysi The Management Exchange Inc 1983

Regulation of Cable Television An Econometric Planning Model QuebecDepartment of

CommunicationsCommunication 1978

An Economic Financial Profile of the Canadian Cablevision Industry Canadian

Radio-Television Telecommunication Commission CRTC 1978

Computer UsersUser Manual Finance and Investment ProgramsProgram University of Montreal

PressPres 1974 revised 1978

Fiber OpticsOptic CommunicationsCommunication Economic CharacteristicsCharacteristic QuebecDepartment of

CommunicationsCommunication 1978

Canadian Equity Market InefficienciesInefficiencie Capital Market Research Memorandum
Garmaise Thomson Investment ConsultantsConsultant 1979

MISCELLANEOUSMISCELLANEOU CONSULTING REPORTSREPORT

Operational Risk AnalysisAnalysi California Water UtilitiesUtilitie Calif Water Association 1993

Cost of Capital MethodologiesMethodologie for Independent TelephoneSystemsSystem Ontario Telephone
Service Commission March 1989

The Effect of CWIP on Cost of Capital and Revenue RequirementsRequirement Georgia Power

Company 1985

Costing Methodology and the Effect of Alternate Depreciation and Costing MethodsMethod on

Revenue RequirementsRequirement and Utility FinancesFinance Gaz Metropolitan Inc 1985

Simulated Capital Structure of CN-CP TelecommunicationsTelecommunication Critique CRTC 1977

TelecommunicationsTelecommunication Cost Inquiry Critique CRTC 1977

Social Rate of Discount in the Public Sector CRTC Policy Statement 1974

Technical ProblemsProblem in Capital ProjectsProject AnalysisAnalysi CRTC Policy Statement 1974
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RESEARCH GRANTSGRANT

Econometric Planning Model of the Cablevision Industry International Institute of

Quantitative EconomicsEconomic CRTC

Application of the Averch-Johnson Model to TelecommunicationsTelecommunication UtilitiesUtilitie Canadian
Radio-Television Commission CRTC

EconomicsEconomic of the Fiber OpticsOptic Industry QuebecDept of CommunicationsCommunication

Intervention AnalysisAnalysi and the DynamicsDynamic of Market Efficiency Georgia State Univ
College of BusinessBusines 1981

Firm Size and Beta Stability Georgia State University College of BusinessBusines 1982

Risk Aversion and the Demand for Risky AssetsAsset Georgia State University College of

BusinessBusines 1981

Chase EconometricsEconometric Interactive Data Corp Research Grant $50000 per annum 1986-
1989
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SP ELECTRIC DISTRIBUTION UTILITIESUTILITIE

BETA ESTIMATESESTIMATE

Company Name Beta

Amer Elec Power 0.85

Ameren Corp 0.80

CII Energy Group 0.90

Consol Edison 0.75

Energy East Corp 0.75

Exelon Corp 0.85

FirstEnergy Corp 0.80

NSTAR 0.75

Northeast UtilitiesUtilitie 0.75

10 PPL Corp 0.90

11 PepcoHoldingsHolding 0.90

12 Public Serv Enterprise 0.90

AVERAGE 0.83

Source VLIA 04/2008
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

BETA ESTIMATESESTIMATE

Company Name Beta

Amer Elec Power 0.85

CH Energy Group 0.90

Consol Edison 0.75

Constellation Energy 0.90

Dominion ResourcesResource 0.75

DPL Inc 0.75

DTE Energy 0.75

Duke Energy
Energy East Corp 0.75

10 Exelon Corp 0.85

11 FirstEnergy Corp 0.80

12 IDACORP Inc 0.90

13 NiSource Inc 0.90

14 OGE Energy 0.80

15 PPL Corp 0.90

16 ProgressProgres Energy 0.80

17 Public Serv Enterprise 0.90

18 Southern Co 0.70

19 TECO Energy 0.85

20 XceI Energy Inc 0.75

AVERAGE 0.82

Source VLIA 04/2008
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

BETA ESTJMATESESTJMATE

Company Name Beta

Amer Elec Power 0.85

CH Energy Group 0.90

Consol Edison 0.75

DPL Inc 0.75

DTE Energy 0.75

Energy East Corp 0.75

Exelon Corp 0.85

FirstEnergy Corp 0.80

IDACORP Inc 0.90

10 PPL Corp 0.90

11 ProgressProgres Energy 0.80

12 Public Serv Enterprise 0.90

13 Southern Co 0.70

14 TECO Energy 0.85

15 XceI Energy Inc 0.75

AVERAGE 0.81

Source VLIA 04/2008



Electric Industry Historical Risk Premium Exhibit RAM-3

10 11

MoodssMoods

Long-Term 20 year Electric Equity Equity

Government Maturity Bond Utility Capitol Stock Risk Risk

Bond Bond Tolol Stock Guin/LorsGuin/Lor Total Premium PromsousPromsou

LisrNo Your Yield Value Goin/Losu Interest Returr Indox Dividend Grossth Ytotd Return User Bond ReturnsReturn Over Bond YieldsYield

1931 407 11010.00 43.23

932 3 1135.75 13575 40.711 17.64 3942 222 -8.81 5.14 -368 -21.32 -683

1933 336 969.60 -3040 31.50 0.11 20.73 1.75 -27.12 444 -22 68 -22.79/s-22.79/ -26.04

1934 293 .06473 6473 33.60 983 2106 1.42 -26.70 4.94 -21 75 -31 59 -24 68

1935 76 1112599 23.99 2930 553 36.06 1.33 71.23 6.32 77 54 7201 7470

1936 299Y 113274 3274 2760 603 41611 70 1536 4.94 20 30 1427 17.75

1937 273 97240 -2769 25.30 -021 24.24 164 -41.73 414 -37.09 -3748 -4042

1938 292 103283 3283 27311 601 27.55 145 1366 98 1904 1362 712

1939 26 104165 4165 2520 668 2055 151 472 548 1020 351 794

10 1940 1.94 105284 5284 2260 754 2222 1.57 -22 98 544 -1794 -25 08 -1948

Il 1941 049 983.64 -1636 1941 030 13.15 127 -39 47 372 -3375 -34 06 -3579

12 1942 46 93397 -6603 2040 -4.56 14.29 28 625 52 15 76 2033 13.30

13 1943 494 99686 -314 2460 15 219 146 4703 1922 5724 5510 54.76

14 1944 246 1003 14 314 24.80 279 21119 139 038 643 681 401 433

15 1945 199 1.07723 7723 24.60 10.18 31.14 37 4765 650 3415 4397 5216

16 1946 212 97890 -2110 1990 -012 3271 49 504 4.75 979 991 767

17 1947 243 95113 -4887 2121 -277 23.61 138 -2174 483 -1691 -1414 -19.34

It 1948 2.37 1009.51 951 2430 338 7620 163 234 637 8.71 333 634

19 1949 209 1.04338 4558 2370 693 31157 168 1668 641 2309 1616 21911

20 1950 2.24 97593 -24 17 2090 -032 31101 195 079 605 684 715 4.00

21 1951 269 93075 -6925 2240 -469 3285 190 987 617 603 20.72 1334

22 1952 279 98475 -1525 2690 1.17 3785 192 11.82 567 1749 1632 1470

23 1933 274 100766 766 2790 3.56 39.61 219 465 592 1017 662 743

24 1954 272 100307 317 2740 305 47.36 214 2007 540 2547 2243 22 75

25 1955 293 96944 -3456 2721 -I 74 40.35 227 376 77 654 927 539

26 1996 45 928 19 -71 81 2950 -4.23 48 96 37 -079 480 401 824 056

27 1937 323 113223 3223 3450 667 51 31 246 274 502 776 109 453

28 1958 39241 918.01 -8199 3230 -497 66.37 257 395 5.11 3706 4203 3324

29 1959 447 91405 -85 35 38 20 -471 65 77 264 -090 398 307 779 -l 40

30 1960 3804 1.09327 9327 4470 1780 7682 274 1680 417 2097 717 1717

1961 4154 99275 -4729 3800 -092 9932 206 29.29 372 3301 3394 2896

32 1962 3959 102748 2748 4150 690 90 49 717 -285 309 024 -666 -371

33 1963 75/ 97135 -2965 39.50 099 10231 333 613 345 948 850 531

34 1964 4.23 99196 -814 4170 337 115.54 360 1293 360 653 1316 1230

35 1965 4995/ 96464 -3336 4230 069 1149 102 -059 348 289 220 -161

36 1966 4.99 99348 -652 450 389 165.99 418 -772 364 -418 -793 -8 63

37 1967 556 879.01 -12099 4930 -755 9819 444 -736 419 -317 4.38 -873

38 1968 398/ 93138 -4862 5561 070 104 438 596 406 1062 992 464

39 1969 687/ 90400 -9600 5980 -362 8462 463 -18 67 445 -14 22 -10 611 -21.09

40 1970 648 114338 4338 68.70 1121 899 473 4.69 559 1028 -193 380

41 1971 597 1.159119 5919 6481 1239 95.96 491 -342 543 201 -10 38 -3.96

42 1972 5594 997.69 -231 9971 574 936 492 -220 975 3475/ -227 -252

43 1973 726 86709 -13291 5990 -7.30 17 314 -27 219 603 -2117 -13 87 -28.43

44 1974 7.147 96333 -3467 7260 379 11.17 4.03 -32.36 7.93 -2443 -28 22 -32 3/s

45 1979 8IL/ 99563 -4437 7609 316 5566 499 3520 1212 4732 4415 3927

46 1976 721 1.08823 8825 8051 1687 16.29 325 1910 943 2853 1.66 232

47 1977 9134 919.03 -8097 7211 -089 6119 5.69 287 997 1143 232 340

48 1978 999 91247 -8753 8030 -072 5079 399 -1238 877 -361 -2 88 -12 59

49 979 II 12 90299 -97.01 8981 -0.72 564 634 -559 11.61 502 5.74 -510

50 1900 .99 85923 -14177 10120 -396 54.42 067 -353 II 82 831 12.25 -3.69

51 1981 334 90645 -9355 11990 263 3729 7.10 511 1516 18.27 1363 493

52 1992 1195 1.19238 19238 13340 3258 7029 764 2263 1330 3619 361 2524



53 1983 97 92312 -7688 10950 326 7203 $19 252 1139 1391 10.64 1.94

54 1984 II 70 102070 20.70 11970 1404 00.16 657 11.29 11.62 2291 887 1121

55 1983 996 1.18927 189.27 11710 3063 9499 071 1849 1087 2935 -1.27 1979

76 1986 781 1.16663 166.63 956 26.22 113.66 097 19.67 944 29.11 289 21.22

57 1987 921 881.17 -118.83 7890 -399 9471 912 -1719 812 -916 -507 -18.26

38 1988 98 1401 02 1.82 9240 9.38 10191 07 7.11 9.24 1635 697 717

59 1989 6 1.09975 9975 91.8 1916 122.32 885 2138 8.77 30.13 10.99 21.99

60 1990 44 973 17 -26.83 81.60 548 117.77 876 -7.88 715 3.27 -2.20 -517

1991 730 1118.94 11894 844 20.33 44.12 902 22.29 766 29.95 9.61 2265

62 1992 7.26 1004.19 419 7310 772 14146 0.02 -206 6.12 4.17 -365 -319

63 1993 654 1079.70 7970 7260 1523 146 904 4.00 6.41 11.41 -4.82 3.87

64 1994 799 856.49 -143 6540 -7.82 115.3 949 -21.27 644 -15.13 -7.31 -23 12

65 1999 13 1225.98 225.98 7990 30.59 117.90 916 23 72 784 57 0.98 2554

66 1996 673 92367 -76.33 6030 -1.60 13606 9.06 -4.83 6.54 1.51 3.11 -722

67 997 02 108192 8192 6730 1492 15373 916 1451 666 21.17 625 15.15

68 1998 542 107271 727 6120 13.29 101 84 801 1677 514 2191 862 1649

69 1999 602 848.41 -15159 5420 -974 137 816 -24 49 443 -2006 -1032 -26 88

70 2908 3.50 1.14830 14830 6020 2165 22709 871 6540 634 71 74 30.09 6616

71 200 5.75 97995 -2005 5580 357 2015 899 -11.71 394 -777 -11.34 -IS 52

72 2002 4.84 1.11577 11577 5750 1733 169 883 -1546 441 -11.06 -2838 -1590

73 2003 511 96642 -3358 4840 148 312 852 1871 503 23.73 22 25 1862

74 2004 484 113435 3435 5110 854 2497 998 240 496 2916 2051 2422

75 2005 461 1.02984 2984 4840 782 205.06 1172 14 48 429 1877 1095 1416

76 2006 49196 90206 -37.94 4610 082 326.19 13 1411 396 1006 1725 1313

78 MessMes 07 0.8

Source Morgont Public Utility Manual December stock pricen and dividendsdividend

Dcc Bond yieldsyield from bbotioo Ausociatou 2007 Valuation Yearbook Table B-9 Long-Toroi Government BondsBond YieldsYield
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Distribution Utility CompaniesCompanie Parent

Atlanta Gas Light Co AGL ResourcesResource Inc

Central IllinoisIllinoi Public Service Co Ameren

AEP TexasTexa North Co American Electric Power

AEP TexasTexa Central Co American Electric Power

Ohio Power Co American Electric Power

ColumbusColumbu Southem Power Co American Electric Power

American StatesState Water Co American SatatesSatate Water Company
Southern California Water Co American SatatesSatate Water Company

American Water Capital Corp merican Water WorksWork Company Inc

10 Aqua Pennsylvania Aqua America Inc

11 Aquarion Water Co of Connecticut Aqaarion
12 California Water Service Co California Water Service Group

13 Cascade Natural Gas Corp Cascade Natural Gas Corp

14
CenterPoint Energy Houston Electric LLc CenterPoint Energy

15
CenterPoint Energy ResourcesResource

CenterPoint Energy

16 Central Hudson Gas Electric Co OH Energy Group
17 Atlantic City Sewerage Co City of Atlantic City
18 Connecticut Water Co Connecticut Waler Service Inc

19 Connecticut Water Service Inc Connecticut Water Service Inc

20 Consolidated Edison Inc Consolidated Edison.

21 Orange and Rockland UtilitiesUtilitie Inc Consolidated Edison

22 Consolidated Edison Co of New YorkDln Consolidated Edison

23 Baltimore Gas Electric Co Constellation Energy
24 Duquesne Light HoldingsHolding Inc Duquesne Light HoldingsHolding Inc
25 Duquesne Light Co Duquesne Light HoldingsHolding Inc

26 Alabama Gas Corp Energe
27 Central Maine Power Co Energy East Corporation
28 Connecticut Natural Gas Corp Energy East Corporation
29 Southern Connecticut Gas Co Energy East Corporation
30 Commonwealth Edison Co EeJpn
31 PECO Energy Co Exelon

32 Jersey Central Power Light Co FirstEnergy
33 Metropolitan Edison Co FirstEnergy
34 Pennsylvania Electric Co FirstEnergy
35 Aquarion Co Kelda Group Plc

36 KeySpan Energy Delivery Long Island KeySpan
37 KeySpan Energy Delivery New York KeySpan
38 Boston Gas CO KeySpan
39 Colonial Gas Co KeySpan
40 Laclede Group Inc Laclede

41 Laclede Gas Co Laclede

42 Middlesex Water Co Middlesex Water Co

43 Niagara Mohawk Power Corp National Grid

44 Narragansett Electric Co National Grid

45 National Grid USA National Grid USA
46 MassachusettsMassachusett Electric Co New England Electric SystemsSystem
47 New Jersey Natural Gas Co New Jersey ResourcesResource

48 Nicor Gas Co Nicor Inc

49 Nicor Inc Nicor Inc

50 Bay State Gas Co NiSource
51 Yankee Gas ServicesService Co Northeast UtilitiesUtilitie
52 Western MassachusettsMassachusett Electric Co Northeast UtilitiesUtilitie System
53 Connecticut Light Power Co Northeast UtilitiesUtilitie System
54 Northwest Natural Gas Co Northwest Natural Gas Co

55 NSTAR S.ThR
56 Boston Edison Co NSTAR

57 Commonwealth Electric Co NSTAR

58 NSTAR Gas Co NSTAR

59 Cambridge Electric Light Co NSTAR

60 ONEOK Inc ONEOK Inc

61 Rockland Electric Co Orange and Rockland UtilitiesUtilitie Inc

62 PeoplesPeople Gas Light Coke Co PeoplesPeople Energy
63 North Shore Gas Co PeoplesPeople Energy
64 Delmarva Power Light Co PEPCO.HoldingsPEPCO.Holding
65 Atlantic City Electric Co PEPCO HoldingsHolding
66 Potomac Electric Power Co PEPCO HoldingsHolding
67 Piedmont Natural Gas Co Inc Piedmont Natural Gas
68 PPL Electric UtilitiesUtilitie Corp PPL Corp
69 Baton Rouge Water WorksWork Co The Private

70 Public Service Electric Gas Co Public Service Enterprise Group
71 Questar Gas Co Questar

72
Public Service Co of North Carolina Inc SCANA Corp

73 Southern California Gas Co Sempra Energy
74 South Jersey Gas Co South Jersey IndustriesIndustrie

75 Southern Union Co Southern Union

76 Southwest Gas Corp Southwest Gas
77 Elizabethtown Water Co ThamesThame Water Co

78 IXU Gas Co TXU
79 Oricor Electric Delivery Co TXU

80 UGI UtilitiesUtilitie Inc UGI
81 United Water New Jersey United Water ResourcesResource

82 United WaterworksWaterwork United Water ResourcesResource

83 Indiana Gas Co Inc Vectren
84 WGL HoldingsHolding Inc WGL HoldingsHolding
85 Washington Gas Light Co WGL HoldingsHolding
86 Wisconsin Gas Co Wisconsin Energy Corp
87 York Water Co The York Water Co The

Saurce Standard PxxrsPxxr New BusinessBusines Profile ScoresScore Assigned for U.S Utility
and Sawer CompaniesCompanie Financial GuidelinesGuideline Revised Jane 2004
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Electricity Distribution CompaniesCompanie Parent

Central IllinoisIllinoi Public Service Co Ameren

AEP TexasTexa North Co American Electric Power

AEP TexasTexa Central Co American Electric Power

Ohio Power Co American Electric Power

ColumbusColumbu Southem Power Co American Electric Power

CenterPoint Energy Houston Electric CenterPoint Energy
CenterPoint Energy ResourcesResource Corp CenterPoint Energy
Central Hudson Gas Electric Co CH Energy Group
Consolidated Edison Inc Consolidated Edison

10 Orange and Rockland UtilitiesUtilitie Inc Consolidated Edison

11 Consoidated Edison Co of New York Consolidated Edison

12 Baltimore Gas Electric Co Constellation Energy
13 Duquesne Light HoldingsHolding Inc Duquesne Light HoldingsHolding Inc

14 Duquesne Light Co Duquesne Light HoldingsHolding Inc

15 Central Maine Power Co Energy East Corporation
16 Connecticut Natural Gas Corp Energy East Corporation
17 Southern Connecticut Gas Co Energy East Corporation
18 Commonwealth Edison Co Exelon

19 PECO Energy Co Exelon

20 Jersey Central Power Light Co FirstEnergy
21 Metropolitan Edison Co FirstEnergy
22 Pennsylvania Electric Co FirstEnergy
23 Western MassachusettsMassachusett Electric Co Northeast UtilitiesUtilitie

24 Connecticut Light Power Co Northeast UtilitiesUtilitie

25 NSTAR NSTAR

26 Boston Edison Co NSTAR

27 Commonwealth Electric Co NSTAR

28 NSTAR Gas Co NSTAR

29 Cambridge Electric Light Co NSTAR

30 Delmarva Power Light Co PEPCO HoldingsHolding
31 Atlantic City Electric Co PEPCO HoldingsHolding
32 Potomac Electric Power Co PEPCO HoldingsHolding
33 PPL Electric UtilitiesUtilitie Corp PPL Corp
34 Public Service Electric Gas Co Public Service Enterprise Group

Public Service Co of North Carolina Inc

SCANA Corp
36 Oncor Electric Delivery Co TXU

Source Standard PoorsPoor New BusinessBusines Profile ScoresScore Assigned for U.S Utility
and Power CompaniesCompanie Financial GuidelinesGuideline Revised June 2004
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Parent of Electricity Distribution CompaniesCompanie Elec Reg

Rev

Ameren 83

American Electric Power 90

CenterPoint Energy 17

CH Energy Group 52

Consolidated Edison 62

Constellation Energy 12

Duquesne Light HoldingsHolding Inc na

Energy East Corporation 57

Exelon 55

10 FirstEnergy 88

11 Northeast UtilitiesUtilitie 85

12 NSTAR 79

13 PEPCO HoldingsHolding 53

14 PPL Corp 62

15 Public Service Enterprise Group 66

16 SCANA Corp 42

17 TXU na
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Parent of Electricity Distribution CompaniesCompanie

Elec

Reg Rev

Ameren 83

American Electric Power 90

CH Energy Group 52

Consolidated Edison 62

Energy East Corporation 57

Exelon 55

FirstEnergy 88

Northeast UtilitiesUtilitie 85

NSTAR 79

10 PEPCO HoldingsHolding 53

11 PPL Corp 62

12 Public Service Enterprise Group 66

AVERAGE 69

CompaniesCompanie 50 Regul Rev

Centerpoint Constellation SCANA

TXU Duquesne n.a
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SP DISTRIBUTION ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI VALUE LINE GROWTh PROJECTIONSPROJECTION

Company Current Proj EPS Expected Cost of ROE

Divid Growth Divid Equity
Yield Yield

Amer Elec Power 4.1 6.0 4.3 10.3 10.6

2AmerenCorp 5.8 3.6 6.0 9.6 9.9

CH Energy Group 5.6 1.5 5.7 7.2 7.5

Consol Edison 5.9 4.5 6.2 10.7 11.0

Energy East Corp 5.2 0.5 5.2 5.7 6.0

6ExelonCorp 2.5 9.0 2.7 11.7 11.9

FirstEnergy Corp 3.3 8.5 3.6 12.1 12.3

NSTAR 4.8 7.5 5.2 12.7 12.9

Northeast UtilitiesUtilitie 3.4 15.0 3.9 18.9 19.1

10 PPL Corp 2.9 14.0 3.3 17.3 17.5

11 Pepco HoldingsHolding 4.4 11.0 4.9 15.9 16.1

12 Public Serv Enterprise 3.2 10.5 3.5 14.0 14.2

AVERAGE 4.3 7.6 4.5 12.2 12.4

AVERAGE w/o Northeast Util 11.4

NotesNote

Column Value Line Investment Analyzer 04/2008

Column Column timestime Column 2/100
Column Column Column

Column Column /0.95 Column
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DCF ANALYSISANALYSI

ANALYSTSANALYST GROWTH PROJECTIONSPROJECTION

Company Current Proj EPS

Divid Growth

Yield

Amer Elec Power 4.1 5.4

Ameren Corp 5.8 5.0

CH Energy Group
Consol Edison 5.9 3.2

Energy East Corp 5.2

Exelon Corp 2.5 11.5

FirstEnergy Corp 3.3 6.5

NSTAR 4.8 6.2

Northeast UtilitiesUtilitie 3.4 10.0

10 PPL Corp 2.9 12.3

11 PepcoHoldingsHolding 4.4 10.5

12 Public Serv EnterprisEnterpri 3.2 14.3

NotesNote

Column Value Line Investment Analyzer 04/2008

Column ZacksZack 04/2008

No growth projection available for CII Energy Energy East
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SPS DISTRIBUTION ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI ANALYSTSANALYST GROWTH FORECASTSFORECAST

Company Current Proj EPS Expected Cost of ROE

Divid Growth Divid Equity
Yield Yield

Amer Elec Power 4.1 5.4 4.3 9.7 9.9

Ameren Corp 5.8 5.0 6.1 11.1 11.4

Consol Edison 5.9 3.2 6.1 9.3 9.6

ExelonCorp 2.5 11.5 2.8 14.3 14.4

FirstEnergy Corp 3.3 6.5 3.5 10.0 10.2

NSTAR 4.8 6.2 5.1 11.3 11.6

Northeast UtilitiesUtilitie 3.4 10.0 3.7 13.7 13.9

PPL Corp 2.9 12.3 3.3 15.6 15.7

Pepco HoldingsHolding 4.4 10.5 4.9 15.4 15.6

10 Public Serv Enterprise 3.2 14.3 3.7 18.0 18.2

AVERAGE 4.0 8.5 4.3 12.8 13.1

MEDIAN w/o Pub Serv Enteprise 11.6

NotesNote

Column Value Line Investment Analyzer 04/2008

Column ZacksZack long-term earningsearning growth forecast 04/2008

Column Column timestime Column 2/100
Column Column Column

Column Column /0.95 Column
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI VALUE LINE GROWTH PROJECTIONSPROJECTION

Company Current Proj EPS

Divid Growth

Yield

Amer Elec Power 4.1 6.0

CH Energy Group 5.6 .5

Consol Edison 5.9 4.5

Constellation Energy 2.2 13.5

DPL Inc 4.3 11.0

DTE Energy 5.4 4.5

Dominion ResourcesResource 4.1 9.5

Duke Energy
Energy East Corp 5.2 0.5

10 Exelon Corp 2.5 9.0

11 FirstEnergy Corp 3.3 8.5

12 IDACORP Inc 3.8 2.0

13 NiSource Inc 5.3 5.0

14 OGE Energy 4.6 4.5

15 PPL Corp 2.9 14.0

16 ProgressProgres Energy 5.9 3.5

17 Public Serv Enterprise 3.2 10.5

18 Southern Co 4.7 5.5

19 TECO Energy 5.1 4.0

20 Xcel Energy Inc 4.8 5.5

NotesNote

Column Value Line investment Analyzer 4/2008

No growth forecast available for Duke Energy
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI VALUE LINE GROWTH PROJECTIONSPROJECTION

Company Current Proj EPS Expected Cost of ROE

Divid Growth Divid Equity
Yield Yield

Amer Elec Power 4.1 6.0 4.3 10.3 10.6

CH Energy Group 5.6 1.5 5.7 7.2 7.5

Consol Edison 5.9 4.5 6.2 10.7 11.0

Constellation Energy 2.2 13.5 2.5 16.0 16.1

DPL Inc 4.3 11.0 4.8 15.8 16.0

DTE Energy 5.4 4.5 5.6 10.1 10.4

Dominion ResourcesResource 4.1 9.5 4.5 14.0 14.2

Energy East Corp 5.2 0.5 5.2 5.7 6.0

Exelon Corp 2.5 9.0 2.7 11.7 11.9

10 FirstEnergy Corp 3.3 8.5 3.6 12.1 12.3

11 IDACORP Inc 3.8 2.0 3.9 5.9 6.1

12 NiSource Inc 5.3 5.0 5.6 10.6 10.9

13 OGE Energy 4.6 4.5 4.8 9.3 9.6

14 PPL Corp 2.9 14.0 3.3 17.3 17.5

15 ProgressProgres Energy 5.9 3.5 6.1 9.6 9.9

16 Public Serv Enterprise 3.2 10.5 3.5 14.0 14.2

17 Southern Co 4.7 5.5 5.0 10.5 10.7

18 TECO Energy 5.1 4.0 5.3 9.3 9.6

19 Xcel Energy Inc 4.8 5.5 5.1 10.6 10.8

AVERAGE 4.4 6.5 4.6 11.1 11.3

NotesNote

Column Value Line Investment Analyzer 4/2008

Column Column timestime Column 2/1 00
Column Column Column

Column Column /0.95 Column
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI VALUE LINE GROWTH PROJECTIONSPROJECTION

Company Current Proj EPS Expected Cost of ROE

Divid Growth Divid Equity
Yield Yield

Amer Elec Power 4.1 6.0 4.3 10.3 10.6

OH Energy Group 5.6 1.5 5.7 7.2 7.5

Consol Edison 5.9 4.5 6.2 10.7 11.0

DPL Inc 4.3 11.0 4.8 15.8 16.0

DTE Energy 5.4 4.5 5.6 10.1 10.4

Energy East Corp 5.2 0.5 5.2 5.7 6.0

Exelon Corp 2.5 9.0 2.7 11.7 11.9

FirstEnergy Corp 3.3 8.5 3.6 12.1 12.3

IDACORP Inc 3.8 2.0 3.9 5.9 6.1
10 PPL Corp 2.9 14.0 3.3 17.3 17.5
11 ProgressProgres Energy 5.9 3.5 6.1 9.6 9.9

12 Public Serv Enterprise 3.2 10.5 3.5 14.0 14.2
13 Southern Co 4.7 5.5 5.0 10.5 10.7
14 TECO Energy 5.1 4.0 5.3 9.3 9.6
15 Xcel Energy Inc 4.8 5.5 5.1 10.6 10.8

AVERAGE 4.4 6.0 4.7 10.7 11.0

NotesNote

Column Value Line Investment Analyzer 4/2008
Column Column timestime Column 2/1 00
Column Column Column
Column Column /0.95 Column
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI ANALYSTSANALYST GROWTH FORECASTSFORECAST

Company Current AnalystsAnalyst
Divid Growth

Yield Forecast

Amer Elec Power 4.1 54

CH Energy Group
Consol Edison 5.9 3.2

Constellation Energy 2.2 18.0

DPL Inc 4.3 8.0

DTE Energy 5.4 6.0

Dominion ResourcesResource 4.1 10.3

Duke Energy 5.1 5.8

Energy East Corp
10 Exelon Corp 2.5 11.5

11 FirstEnergyCorp 3.3 6.5

12 IDACORP Inc 3.8 6.0

13 NiSource Inc 5.3 3.0

14 OGE Energy 4.6 4.0

15 PPL Corp 2.9 12.3

16 ProgressProgres Energy 5.9 4.6

17 Public Serv Enterprise 3.2 14.3

18 Southern Co 4.7 4.7

19 TECO Energy 5.1 7.3

20 XceI Energy Inc 4.8 5.2

NotesNote

Column Value Line Investment Analyzer 4/2008
Column ZacksZack long-term earningsearning growth forecast 04/2008
No growth forecast available for CH Energy Group Energy East
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI ANALYSTSANALYST GROWTH FORECASTSFORECAST

Company Current AnalystsAnalyst Expected Cost of ROE

Divid Growth Divid Equity
Yield Forecast Yield

Amer Elec Power 4.1 5.4 4.3 9.7 9.9

Consol Edison 5.9 3.2 6.1 9.3 9.6

Constellation Energy 2.2 18.0 2.6 20.6 20.7

DPL Inc 4.3 8.0 4.6 12.6 12.9

DTE Energy 5.4 6.0 5.7 11.7 12.0

Dominion ResourcesResource 4.1 10.3 4.5 14.9 15.1

Duke Energy 5.1 5.8 5.4 11.2 11.5

Exelon Corp 2.5 11.5 2.8 14.3 14.4

FirstEnergy Corp 3.3 6.5 3.5 10.0 10.2

10 IDACORP Inc 3.8 6.0 4.0 10.0 10.2

11 NiSource Inc 5.3 3.0 5.5 8.5 8.7

12 OGE Energy 4.6 4.0 4.8 8.8 9.0

13 PPL Corp 2.9 12.3 3.3 15.6 15.7

14 ProgressProgres Energy 5.9 4.6 6.2 10.8 11.1

15 Public Serv Enterprise 3.2 14.3 3.7 18.0 18.2

16 Southern Co 4.7 4.7 4.9 9.6 9.9
17 TECO Energy 5.1 7.3 5.5 12.8 13.1

18 XceI Energy Inc 4.8 5.2 5.0 10.2 10.5

AVERAGE 4.3 7.6 4.6 12.1 12.4

NotesNote

Column Value Line Investment Analyzer 4/2008

Column ZacksZack long-term earningsearning growth forecast 04/2008

Column Column timestime Column 2/1 00
Column Column Column

Column Column /0.95 Column
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MOODYSMOODY ELECTRIC UTILITIESUTILITIE

DCF ANALYSISANALYSI ANALYSTSANALYST GROWTH FORECASTSFORECAST

Company Current AnalystsAnalyst Expected Cost of ROE

Divid Growth Divid Equity
Yield Forecast Yield

Amer Dec Power 4.1 5.4 4.3 9.7 9.9

Consok Edison 5.9 3.2 6.1 9.3 9.6

DPL Inc 4.3 8.0 4.6 12.6 12.9

DTE Energy 5.4 6.0 5.7 11.7 12.0

Exelon Corp 2.5 11.5 2.8 14.3 14.4

FirstEnergy Corp 3.3 6.5 3.5 10.0 10.2

IDACORP Inc 3.8 6.0 4.0 10.0 10.2

PPL Corp 2.9 12.3 3.3 15.6 15.7

ProgressProgres Energy 5.9 4.6 6.2 10.8 11.1

10 Public Serv Enterprise 3.2 14.3 3.7 18.0 18.2

11 Southern Co 4.7 4.7 4.9 9.6 9.9

12 TECO Energy 5.1 7.3 5.5 12.8 13.1

13 XceI Energy Inc 4.8 5.2 5.0 10.2 10.5

AVERAGE 4.3 7.3 4.6 11.9 12.1

AVERAGE wlo PubI Serv Ent 11.6

NotesNote

Column Value Line Investment Analyzer 4/2008

Column ZacksZack long-term earningsearning growth forecast 04/2008

Column Column timestime Column 2/1 00
Column Column Column

Column Column /0.95 Column

No analyst growth forecast available for CH Energy Energy East


	0509
	0510
	0511
	0512
	0513
	0514
	0515
	0516
	0517
	0518
	0519
	0520
	0521
	0522
	0523
	0524
	0525
	0526
	0527
	0528
	0529
	0530
	0531
	0532
	0533
	0534
	0535
	0536
	0537
	0538
	0539
	0540
	0541
	0542
	0543
	0544
	0545
	0546
	0547
	0548
	0549
	0550
	0551
	0552
	0553
	0554
	0555
	0556
	0557
	0558
	0559
	0560
	0561
	0562
	0563
	0564
	0565
	0566
	0567
	0568
	0569
	0570
	0571
	0572
	0573
	0574
	0575
	0576
	0577
	0578
	0579
	0580
	0581
	0582
	0583
	0584
	0585
	0586
	0587
	0588
	0589
	0590
	0591
	0592
	0593
	0594
	0595
	0596
	0597
	0598
	0599
	0600
	0601
	0602
	0603
	0604
	0605
	0606
	0607
	0608
	0609
	0610
	0611
	0612
	0613
	0614
	0615
	0616
	0617
	0618
	0619
	0620
	0621
	0622
	0623
	0624
	0625
	0626
	0627
	0628
	0629
	0630
	0631
	0632
	0633


