
 
 
 
 
 

 
 

Vasiliki Karandrikas 
Direct Dial: 717.237.5274 
Direct Fax: 717.260.1707 
vkarandrikas@mwn.com 

 
 
December 27, 2012 
 
The Honorable Kimberly D. Bose, Secretary 
Federal Energy Regulatory Commission 
Office of the Secretary 
888 First Street, N.E. 
Washington, DC 20426 
 

VIA ELECTRONIC FILING
 
 

RE: ENE (Environment Northeast), et al. v. Bangor Hydro-Electric Company, et al.,  
 Docket No. EL13-______-000 
 
Dear Secretary Bose: 

Pursuant to Sections 206 and 306 of the Federal Power Act ("FPA")1 and Rule 206 of the Rules 
of Practice and Procedure of the Federal Energy Regulatory Commission ("Commission"),2 ENE 
(Environment Northeast), Greater Boston Real Estate Board, National Consumer Law Center, 
and NEPOOL Industrial Customer Coalition (collectively, the "Complainants") hereby file a 
complaint ("Complaint") against Bangor Hydro-Electric Company; Central Maine Power 
Company; New England Power Company d/b/a National Grid; New Hampshire Transmission 
LLC d/b/a NextEra; NSTAR Electric Company; Northeast Utilities Service Company; The 
United Illuminating Company; Unitil Energy Systems, Inc. and Fitchburg Gas and Electric Light 
Company; and Vermont Transco, LLC (collectively, "New England Transmission Owners" or 
"TOs") seeking an order to reduce the 11.14 percent base return on equity ("Base ROE") used in 
calculating formula rates for transmission service under the ISO-NE Open Access Transmission 
Tariff ("OATT") to a just and reasonable level at 8.7 percent. 
 
Please find the following materials attached hereto: 
 

 Complaint; 

 Exhibit C-1:  Testimony of J. Randall Woolridge; 

 Exhibit C-2:  Service List; and 

 Exhibit C-3:  Form of Notice. 

 

                                                 
1 16 U.S.C. §§ 824e and 825e. 
2 18 C.F.R. § 385.206 (2010). 
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Should you have any questions or concerns, please do not hesitate to contact me. 
 
 
Respectfully submitted, 
 
McNEES WALLACE & NURICK LLC 
 
 
 

/s/ Vasiliki Karandrikas 
By 

Vasiliki Karandrikas 
 

Counsel to NEPOOL Industrial Customer Coalition 
and on behalf of ENE (Environment Northeast), 
Greater Boston Real Estate Board, and National 
Consumer Law Center  

 
VK:mas 
Attachments 
cc: Service List 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 
 

ENE (Environment Northeast), 
Greater Boston Real Estate Board, 
National Consumer Law Center, and 
NEPOOL Industrial Customer Coalition, 
 

Complainants, 
 

v. 
 
Bangor Hydro-Electric Co., 
Central Maine Power Co., 
New England Power Co. d/b/a National Grid, 
New Hampshire Transmission LLC d/b/a NextEra,
NSTAR Electric Company, 
Northeast Utilities Service Co., 
The United Illuminating Co., 
Unitil Energy Systems, Inc. and 
Fitchburg Gas and Electric Light Co., and  
Vermont Transco, LLC, 
 

Respondents. 

 
 
 
 
 
 
Docket No. EL13-_________ 
 

 
(filed December 27, 2012) 

 
COMPLAINT OF ENE, ET AL. 

CHALLENGING BASE RETURN ON EQUITY AND MOTION FOR 
CONSOLIDATION 

 
 Pursuant to Sections 206 and 306 of the Federal Power Act ("FPA")1 and Rules 

206 and 212 of the Rules of Practice and Procedure of the Federal Energy Regulatory 

Commission ("Commission" or "FERC"),2 ENE (Environment Northeast), the Greater 

Boston Real Estate Board ("GBREB" or "Board"), the National Consumer Law Center 

("NCLC"), and the NEPOOL Industrial Customer Coalition ("NICC") (collectively, the 

"Complainants") hereby file this complaint against Bangor Hydro-Electric Company 

                                                 
1  16 U.S.C. §§ 824e and 825e. 
2  18 C.F.R. §§ 385.206 and 385.212 (2010). 
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("BHE"); Central Maine Power Company ("CMP"); New England Power Company d/b/a 

National Grid; New Hampshire Transmission LLC d/b/a NextEra ("NHT"); NSTAR 

Electric Company ("NSTAR"); Northeast Utilities Service Company ("NUSCO"), on 

behalf of its operating company affiliates: The Connecticut Light and Power Company 

("CL&P"), Western Massachusetts Electric Company ("WMECO"), and Public Service 

Company of New Hampshire ("PSNH"); The United Illuminating Company ("UI"); 

Unitil Energy Systems, Inc. and Fitchburg Gas and Electric Light Company ("Unitil"); 

and Vermont Transco, LLC ("Vermont Transco") (collectively, "New England 

Transmission Owners," "TOs," or "Respondents") seeking an order to reduce the 11.14 

percent base return on equity ("Base ROE") used in calculating formula rates for 

transmission service under the ISO-NE Open Access Transmission Tariff ("OATT") to a 

just and reasonable level at 8.7 percent.3 

As discussed below and demonstrated in the accompanying testimony, the Base 

ROE currently reflected in the ISO-NE OATT formula rates is unjust and unreasonable.  

That Base ROE is already the subject of ongoing hearing procedures in Docket No. 

EL11-66, instituted upon a Commission finding that whether the Base ROE remained 

reasonable or should be reduced could not be resolved without an evidentiary hearing.  

See Martha Coakley, et al. v. Bangor Hydro-Electric Co., et al. 139 FERC ¶ 61,090 

(2012) ("Bangor").  To the extent this relief is not granted summarily, Complainants ask 

that this matter be set for evidentiary hearing, and that it be consolidated for purposes of 

hearing and decision with Docket No. EL11-66.4 

                                                 
3 The OATT is Section II of ISO-NE Inc. Transmission, Markets and Services Tariff, FERC Tariff No. 3 

("ISO Tariff"). 
4  Complainants ask that the Commission not set the matters at issue for settlement discussions.  It is our 

understanding that such discussions were convened in Docket No. EL11-66, but were unsuccessful.   
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Notwithstanding the existence of the pending proceedings in Docket No. 

EL11-66, the docketing of a further complaint addressing the Base ROE is appropriate 

for at least six reasons: 

One, the Commission has held that the pendency of a Section 206 investigation 

into a public utility's ROE does not immunize that ROE from investigation through a 

second Section 206 complaint proceeding.  Southern Co. Servs., Inc., 83 FERC ¶61,079, 

at p. 61,386 (1998) ("Southern"); Consumer Advocate Div. of the Pub. Serv. Comm'n of 

W.V. et al. v. Allegheny Generating Co., 67 FERC ¶61,288, at p. 62,000 (1994) 

("Allegheny").  The Commission explained that a utility's "[r]eturn on equity will change 

both as an individual public utility's risks change over time and as capital market 

conditions change over time," Allegheny at p. 62,000, and that "a return on equity found 

to be reasonable at one point in time may not be reasonable at another point in time."  Id. 

 A later complaint that "relies on more recent information" therefore amounts to a "new 

claim," not merely the reiteration of "previous allegations."  Id.  The present complaint is 

based upon new information, including information that points to a lower ROE than was 

identified in the complaint initiating Docket No. EL11-66. 

Two, entertaining this further complaint will promote the Congressionally 

directed symmetry of remedies as between Federal Power Act Sections 205 and 206.  As 

the Commission also recited in Southern and Allegheny, Congress amended Section 206 

to add refund provisions in order "to add symmetry between the treatment of utility rate 

increase filings under Section 205 of the FPA, and the treatment of complaints requesting 

rate decreases under Section 206 of the FPA."  Id.  Because utilities "are free to file for 

successively higher rate increases based on later common-equity cost data without regard 
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to the status of their prior requests," a "fair symmetry requires that complainants also be 

free to file complaints requesting further rate decreases based on later common equity 

cost data without regard to the status of their prior complaints."  Id.  TOs retain the right 

to file for Section 205 rate increases, including successive rate increases filed while a 

prior rate increase remains under consideration, and they have availed themselves of that 

right in the past.5  Thus, even if the present Complainants were the same entities that filed 

the Docket No. EL11-66 complaint (and they are not), the Congressionally directed 

symmetry would require that their new complaint be considered on its merits. 

Three, the present new complaint points to a lower ROE than was identified in the 

Docket No. EL11-66 complaint.  Complainants are concerned that TOs will assert in the 

pending proceeding that whatever the evidence may show, the outcome of Docket No. 

EL11-66 should go no lower than the 9.2% ROE identified in the complaint initiating that 

docket, because the complaint itself should be deemed to establish a floor.  If the weight 

of the evidence points to an ROE below 9.2%, Complainants seek to ensure that the 

Commission faces no such technical barrier to following that evidence; the present 

complaint will ensure that the Commission can follow the evidence at least as far down 

as 8.7%.6 

Four, updating the analysis of the proxy group would reset the zone of 

reasonableness for the New England Transmission Owners.  The Commission has used 

                                                 
5  See, e.g., Northeast Utilities Service Company and National Grid USA, 125 FERC ¶ 61,183 (2008), 

reh'g denied, 135 FERC ¶61,270 (2011) (approving ROE adder for the two largest TOs, filed in 
September 2008 prior to the completion of refunds and filing of a refund report in Docket No. ER04-
157, as recited in eLibrary Submittal No. 20090210-5037); Opinion No. 267, Montaup Elec. Co., 38 
FERC ¶61,252 (1987).  

6  To be clear, Complainants do not concede that the Commission's Section 206 authority in Docket No. 
EL11-66 is constrained by a 9.2% floor.  However, an argument for such a constraint would not be 
utterly frivolous, and the Commission should therefore pretermit it by receiving the present complaint 
with a lower identified ROE. 
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the upper end of the zone as the boundary to cap the overall ROE (base ROE plus 

incentives) awarded to the New England Transmission Owners' transmission projects.7  

Reestablishing the zone of reasonableness is imperative to ensure that ROE awards for 

future transmission projects are just and reasonable.  The upper bound of the zone of 

reasonableness may vary even more sensitively with updated Discounted Cash Flow 

("DCF") information than does the Base ROE. 

Five, Complainants wish to be the sponsors of their own Section 206 complaint, 

rather than merely remaining (in the case of NICC) or seeking discretionary and out-of-

time leave to become (in the case of the remaining Complainants) intervenors in an 

existing docket.  As complainants rather than intervenors, they would have greater 

assurance that their consent would be required to complete a settlement.  The 

Commission's precedent calls for a new docket to be established when a new complainant 

comes forward, even if the rate as to which it complains is the subject of another 

complaint.  See, e.g., Opinion No. 513, Richard Blumenthal et al. v. ISO New England 

Inc., et al., 135 FERC ¶ 61,117 (2011) (addressing two consolidated dockets established 

by two separately filed complaints). 

Six, establishing a second complaint docket would aid the Congressionally 

directed symmetry between Sections 205 and 206 by establishing a further 15-month 

refund period.  The legislative history of the 1988 "Regulatory Fairness Act" ("RFA")8 

amendment to Section 206 that provided for refunds on Section 206 complaints indicates 

                                                 
7  See The United Illuminating Company, 119 FERC ¶ 61,182, at P 73 (2007) ("The resulting ROE, 

however, will be capped at the top of the zone of reasonable returns established in Opinion No. 
489."), reh'g denied, 126 FERC ¶ 61,043 (2009); see also NSTAR Electric Company, 125 FERC 
¶ 61,313, at PP 8, 81-82 (2008); Maine v. FERC, 454 F.3d 278, 288 (2006). 

8  P.L. 100-473.   
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that a fifteen-month limitation on the refunds available on the basis of any one complaint 

was adopted because Congress anticipated that, with other elements of the legislation 

promising to expedite Section 206 proceedings, complaint cases would generally be 

resolved within one year.  See S. Rep. No. 100-491, 1988 U.S.C.C.A.N. 2684, 2685 

(noting that "Section 205 proceedings on average require one year for resolution," and 

that while pre-RFA Section 206 proceedings took twice as long on average, the RFA 

would redress the incentive for delay underlying that difference).  The proceedings in 

Docket No. EL11-66 will not be resolved within the fifteen-month period established 

under the RFA.  Considering together the Initial Decision date provided for in the Docket 

No. EL11-66 procedural schedule,9 the 50-day period for briefing of exceptions,10 and the 

six-month period for Commission evaluation following the completion of any such 

briefing as anticipated in Bangor,11 a Commission order on exceptions cannot be 

expected before the end of May, 2014.  A further interval might then follow before tariff 

sheets embodying a changed ROE would take effect.  Consequently, the RFA drafters' 

expectation — that Section 206 procedures to fix a reduced prospective rate would 

normally be completed before RFA retrospective refunds were exhausted — would be 

served here by establishing a 15-month refund period applicable to all TO revenue 

requirements under the ISO-NE tariff that include the subject ROE. 

The Complainants therefore request that the Commission institute a new Section 

206 docket to: (1) investigate the Base ROE and establish a just and reasonable equity 

return to be reflected in rates for transmission service provided by the New England 

                                                 
9  The "Order Adopting Procedural Schedule" issued therein on August 14, 2012 calls for an Initial 

Decision on September 10, 2013. 
10  See 18 C.F.R. § 385.711. 
11  See Bangor at P 27. 
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Transmission Owners under the ISO-NE OATT; (2) establish the earliest possible refund 

effective date (i.e., the date of this complaint), consistent with Commission policy; 

(3) consolidate the new docket with Docket No. EL11-66; and (4) in due course, direct 

ISO-NE to make refunds reflecting the difference between transmission rates reflecting 

an 11.14 percent Base ROE and rates reflecting a just and reasonable Base ROE. 

I. COMMUNICATIONS 

All correspondence and communications to the Complainants in this docket 

should be addressed to the following individuals, whose names should be entered on the 

official service list12 maintained by the Secretary in connection with these proceedings: 

                                                 
12  The Complainants request a waiver of Rule 203(b)(3) to allow the inclusion of more than two persons 

on the official service list on the grounds that the Complainants comprise separate parties, each 
represented by their own counsel. 
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ENE: 

Daniel L. Sosland 
President 
8 Summer Street 
P.O. Box 583 
Rockport, ME 04856 
Tel:  207-236-6470 
Fax: 207-236-6471 
dsosland@env-ne.org 
  
NCLC: 
 
Charles Harak, Esq. 
National Consumer Law Center 
7 Winthrop Sq., 4th Floor 
Boston, MA  02110 
Tel: 617-542-8010 
Fax: 617-542-8028 
charak@nclc.org 
 

GBREB: 

Robert Ruddock 
Smith, Segel & Ruddock 
50 Congress Street, Suite 500 
Boston, MA 02109 
Tel: 617-523-0600 
Fax: 617-523-7171 
rruddock@publicpolicylaw.com 
 

NICC: 

Robert A. Weishaar, Jr.  
McNees Wallace & Nurick LLC  
777 North Capitol Street, N.E.  
Suite 401  
Washington, DC 20002-4292 
Tel:  202.898.5700  
Fax:   717.260.1765  
rweishaa@mwn.com 
 
Vasiliki Karandrikas 
McNees Wallace & Nurick LLC 
100 Pine Street 
P.O. Box 1166 
Harrisburg, PA 17108-1166 
Tel: 717.237.5274 
Fax: 717.260.1707 
vkarandrikas@mwn.com 

II. THE PARTIES 

A. Complainants 

 
1. ENE is a nonprofit organization that researches and advocates innovative 

policies that tackle our environmental challenges while promoting sustainable economies.  

ENE is at the forefront of efforts to combat global warming with solutions that promote 

energy efficiency, clean energy, clean air, and healthy forests.  ENE is an end-user 

member of NEPOOL and advocates for transmission planning and transmission cost 

allocation reforms that promote the development of cleaner energy resources, utilize the 
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existing wires efficiently, and support investments in energy efficiency and demand-side 

energy resources in a fair and equitable way.  Transmission rates in New England directly 

affect ENE's policy work and its interest as an end user in the New England region. 

2. GBREB is the oldest real estate trade association in America founded in 

1889.  The Board is comprised of five commercial and residential divisions, specializing 

in the development, management, and transactional aspects of real estate projects.  

GBREB's members include publicly traded companies, including some of the largest 

developers of commercial and rental properties in the nation, as well as small 

independently owned businesses, including financial institutions and banks.  GBREB has 

over 8,000 members with expertise to finance, construct, broker and manage any type of 

real estate asset imaginable.  The Board's members have been very concerned about the 

cost of reliable electricity in Massachusetts and have aggressively pursued competitive 

supply to manage the cost of the energy portion of their bills.  In addition the Board has 

participated in a number of Massachusetts Department of Public Utility cases to advocate 

for cost reductions in the rates of the regulated distribution companies, a second portion 

of electricity costs.  Transmission costs are the third component the Board is focusing on 

given the rapidity of new transmission projects and the fact that Massachusetts 

consumers, including commercial and industrial properties, will be paying nearly one-

half of the capital and carrying costs of those projects. 

3. NCLC, which has its main office in Boston, Massachusetts, is a nonprofit 

advocacy organization that seeks to build economic security and family wealth for low-

income and other economically disadvantaged Americans.  For over 40 year, NCLC had a 

strong focus on energy and utility issues, with the goal of making sure that low-income 

families obtain the utility services (electric and gas) they need to heat, cool, and light their 
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homes.  NCLC is a customer of NSTAR Electric and its cost of electricity – as well as the 

cost of electricity for New England-area low-income consumers on whose behalf it advocates 

– is directly affected by the transmission rates charged the New England Transmission 

Owners under the ISO-NE Open Access Transmission Tariff.   

4. NICC is an ad hoc coalition of industrial customers with manufacturing 

facilities located in New England.  NICC members consume large quantities of 

electricity, and electricity comprises a substantial part of many NICC members' 

manufacturing costs.  The Base ROE is used to calculate service transmission rates 

charged by New England Transmission Owners.  NICC members purchase transmission 

service from one or more of the Respondents in this proceeding.  As end-use customers 

participating in New England's wholesale power markets, NICC members will be directly 

impacted by the Commission's resolution of the issues in this proceeding.   

B. Respondents 

5. The New England Transmission Owners are owners of transmission 

facilities in the New England region, the operation of which is overseen by ISO-NE 

pursuant to the ISO-NE OATT.  The TOs recover their transmission revenue 

requirements for regional and local service pursuant to provisions of the ISO-NE OATT, 

as described above.  Under Article 3 of the Transmission Operating Agreement ("TOA") 

between the ISO-NE and the TOs, the New England Transmission Owners retain 

authority to make filings relating to their revenue requirements.  ISO-NE collects the TO 

revenue requirements and disburses these monies to the TOs in accordance with the 
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governing tariffs and agreements.  Accordingly, the New England Transmission Owners 

are the real parties in interest for purposes of this Complaint.13 

6. BHE, a Maine corporation, is an electric utility primarily engaged in the 

transmission and distribution of electric energy and related services in Maine.  It is an 

indirect, wholly owned subsidiary of Emera, Inc., a publicly traded utility holding company 

headquartered in Halifax, Nova Scotia, Canada.  BHE has a principal place of business of 

970 Illinois Avenue (P.O. Box 932), Bangor, Maine 04401. 

7. CMP, a Maine corporation, is an electric transmission and distribution 

utility operating in Maine.  CMP has a principal place of business of 83 Edison Drive, 

Augusta, Maine 04336.  CMP is a subsidiary of Iberdrola USA, which in turn is a wholly 

owned subsidiary of Iberdrola S.A., a corporation organized under the laws of the 

Kingdom of Spain. 

8. CL&P, PSNH, and WMECO are public utility subsidiaries of NUSCO, a 

Massachusetts business trust and public utility holding company.  The transmission 

facilities are owned by CL&P, PSNH, and WMECO and are used to provide Regional 

Network Service and Local Network Service under the ISO-NE OATT.  NUSCO has a 

principal place of business at 107 Selden Street, Berlin, Connecticut 06037. 

9. New England Power Company is a transmission operating subsidiary of 

National Grid, a public utility holding company.  National Grid's subsidiaries, 

Narragansett and Massachusetts Electric Company, have entered into Integrated Facilities 

Agreements with NEP pursuant to which costs of all National Grid transmission facilities 

in New England are combined for recovery from transmission customers under the 

                                                 
13  See, e.g., NSTAR Elec. & Gas Corp. v. FERC, 481 F.3d 794, 803-804 (D.C. Cir. 2007); NRG Power 

Marketing, Inc. v. New York Ind. Sys. Operation, Inc., 91 FERC ¶ 61,346 at p. 62,165 (2000). 
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ISO-NE OATT.  National Grid has a principal place of business at 40 Sylvan Road, 

Waltham, Massachusetts 02451.  

10. NSTAR Electric Company is a public utility subsidiary of NSTAR, a 

registered holding company, and owns and operates transmission facilities in the 

Commonwealth of Massachusetts.  NSTAR Electric has a principal place of business at 

800 Boylston Street, Boston, Massachusetts 02199. 

11. UI is a wholly owned subsidiary of UIL Holdings Corporation and is 

engaged in the purchase, transmission, distribution, and sale of electricity for residential, 

commercial, and industrial purposes in Connecticut.  UI has a principal place of business 

at 157 Church Street (P.O. Box 1564), New Haven, Connecticut 06506. 

12. Unitil Energy Systems, Inc. and Fitchburg Gas and Electric Light 

Company are wholly owned subsidiaries of Unitil Corporation, a public utility holding 

company.  Unitil has a principal place of business at 6 Liberty Lane West, Hampton, New 

Hampshire 03842. 

13. NHT, a Delaware limited liability company, is a wholly owned subsidiary 

of U.S. Transmission Holdings, LLC ("USTH"), which in turn is a wholly owned 

subsidiary of FPL Group Resources, LLC ("FPL Group Resources").  FPL Group 

Resources is a wholly owned subsidiary of FPL Group Capital Inc ("FPL Group 

Capital"), which in turn is a wholly owned subsidiary of FPL Group.  FPL Group Capital 

also owns NextEra Energy Resources, LLC ("NextEra") (f/k/a FPL Energy, LLC). 

NextEra was formed in 1998 to aggregate FPL Group's existing merchant power 

businesses.  NextEra owns, develops, constructs, manages and operates independent 

power projects that sell energy, capacity, and ancillary services in a number of domestic 
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electricity markets outside of Florida.  NHT has a principal place of business at 700 

Universe Boulevard, Juno Beach, Florida 33408. 

14. Vermont Transco is a Vermont limited liability corporation that owns high 

voltage electric transmission facilities in Vermont.14  Vermont Transco has a principal 

place of business at 366 Pinnacle Ridge Road, Rutland, VT. 

III. COMPLAINT 

 
15. The New England Transmission Owners recover their transmission 

revenue requirements through formula rates included in the ISO-NE OATT.  The rates 

for Regional Network Service ("RNS") and certain other services are calculated annually 

using a formula rate for all Pool Transmission Facilities ("PTF") in ISO-NE.15  The rates 

for Local Network Service ("LNS") are established through formulas in LNS schedules 

for the individual TOs under Schedule 21 of the ISO-NE OATT.  The RNS and LNS 

revenue requirements for all the New England Transmission Owners are calculated using 

a single Base ROE.16  The Base ROE is fixed and, consistent with Commission policy, 

does not change year-to-year as do most other formula rate inputs.  The fixed ROE may 

                                                 
14  On June 30, 2006, Vermont Electric Power Company, Inc. ("VELCO") contributed substantially all of 

its operating assets to Vermont Transco, in exchange for 2.4 million Class A Membership Units and 
Vermont Transco's assumption of VELCO's debt.  Vermont Transco is governed by an Amended and 
Restated Operating Agreement by and among VELCO, Green Mountain Power Corporation 
("GMP"), Central Vermont Public Service Corporation ("CVPS") and most of Vermont's other 
electric utilities (the "Vermont Transco Operating Agreement."). 

15  See ISO-NE OATT at Attachment F; see also, e.g., Docket No. RT04-2-000, "Annual Informational 
Filing Regarding ISO Tariff Charges in Effect as of June 1, 2010 Pursuant to Docket Nos. RT04-2-
000, et al." (July 30, 2010) (accepted by unreported Letter Order dated October 12, 2010). 

16  See ISO New England Inc., 106 FERC ¶ 61,280 at PP 232-250 (2004); Bangor Hydro-Electric Co., 
Opinion No. 489, 117 FERC ¶ 61,129 (2006) ("Opinion No. 489"), order on reh'g, 122 FERC 
¶ 61,265 (2008), order granting clarification, 124 FERC ¶ 61,136 (2008). 
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only be changed through a filing under FPA Section 205 or Section 206, or by the 

Commission acting sua sponte under FPA Section 206 to order a change.17 

16. The current Base ROE is 11.14 percent, a figure which was established in 

the Bangor Hydro proceeding based on market information from 2004, updated for bond 

yield information through August 2006.18  On top of the Base ROE, the Commission has 

granted a 50 basis point adder in RNS rates for RTO participation, but this adder does not 

extend to LNS rates.19  New ISO-NE-planned PTF facilities completed as of 

December 31, 2008 have been granted a 100 basis point ROE adder.20  Transmission 

owners may seek ROE adders and other incentives for post-2008 transmission projects 

under FERC Order No. 679 on a case-by-case basis, including adders for using 

"advanced technologies" and the potential for inclusion of up to 100% of construction 

work in progress ("CWIP") in rate base.21  This Complaint only challenges the Base ROE 

and does not address any incentive adders applicable to the New England Transmission 

Owners' rates. 

17. Due to changes in the capital markets since the Bangor Hydro proceeding, 

the 11.14 percent Base ROE is no longer just and reasonable.  The attached testimony 

                                                 
17  See Bangor Hydro-Electric Co., 120 FERC ¶ 61,093 at P 4, n.13 (2007).  In originally proposing the 

fixed ROE, the TOs pointed out that the Commission has previously allowed changes to be made to a 
formula rate solely to change ROE.  Bangor Hydro-Electric Co., Docket No. ER04-157-000, "Joint 
ROE Filing of New England Transmission Owners Under the RTO New England Open Access 
Transmission Tariff" at 6, n.8 (November 4, 2003) (citing Arizona Pub. Serv. Co., 78 FERC ¶  61,083 
at p. 61,305 (1997); Ocean State Power, 63 FERC ¶  61,072 (1993); Yankee Atomic Elec. Co., Op. No. 
285, 40 FERC ¶  61,372 (1987)) ("ER04-157 Application"). 

18  See Opinion No. 489 at PP 79-81, reh'g, 122 FERC ¶ 61,265 at PP 30-34. 
19  See ISO New England Inc., 106 FERC ¶ 61,280 at P 247. 
20  See Bangor Hydro, 122 FERC ¶ 61,265 at P 51. 
21  Promoting Transmission Investment through Pricing Reform, Order No. 679, 71 FR 43294 (Jul. 31, 

2006), FERC Stats. & Regs. ¶ 31,222 at P 43 (2006), order on reh'g, Order No. 679-A, 72 FR 1152 
(Jan. 10, 2007), FERC Stats. & Regs. ¶ 31,236, order on reh'g, 119 FERC ¶ 61,062 (2007). 
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and exhibits of J. Randall Woolridge, Ph.D, Professor of Finance at the Pennsylvania 

State University in University Park, Pennsylvania, demonstrate that the current Base 

ROE is excessive and that a just and reasonable Base ROE for the New England 

Transmission Owners under current market conditions does not exceed 8.7 percent. 

18. The analysis performed by the Complainants, at a minimum, provides 

sufficient information to show that the current Base ROE under the ISO-NE OATT is 

unjust and unreasonable.  Accordingly, the Commission should institute a proceeding 

under Section 206 of the FPA to investigate whether the Base ROE is excessive and to 

determine a just and reasonable Base ROE.  

19. In cases where the Commission institutes an investigation on a complaint 

under Section 206 of the FPA, Section 206(b) requires the Commission to establish a 

refund effective date that is no earlier than the date the complaint was filed, but no later 

than five months after the filing date.22  The Commission's general policy is to set the 

refund effective date at the earliest possible date, i.e., the date a complaint is filed.23  

Consistent with its general policy, the Commission should establish the filing date of this 

Complaint as the refund effective date in its investigation of the Base ROE in order to 

provide maximum protection to consumers.24 

                                                 
22  16 U.S.C. § 824e(b). 
23  See, e.g., Old Dominion Electric Cooperative and North Carolina Electric Membership Corporation 

v. Virginia Electric and Power Company, 133 FERC ¶ 61,009 at P 36 (2010) (citing Seminole Elec. 
Coop., Inc. v. Fla. Power & Light Co., 65 FERC ¶ 61,413, at p. 63,139 (1993); Canal Elec. Co., 46 
FERC ¶ 61,153, at p. 61,539, reh'g denied , 47 FERC ¶ 61,275 (1989)). 

24  See id. 
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IV. RULE 206 REQUIREMENTS 

20. The Complainants hereby provide the further information required by 

Rule 206.25 

A. Good Faith Estimate of Financial Impact or Harm (Rule 206(b)(4)). 

21. The Docket No. EL11-66 complaint estimated that reducing the Base ROE 

from 11.14 percent to 9.2 percent would reduce Regional Network Service transmission 

costs in New England by approximately $113 million annually.  As a rough estimate 

(setting aside for simplicity subsequent changes in the rate base to which the Base ROE 

will apply), reducing the Base ROE by a further 50 basis points to 8.7 percent would 

increase that $113 million annual figure by a further $29 million, to $142 million. 

Reducing the Base ROE would also reduce Local Network Service costs. 

B. Operational or Nonfinancial Impacts (Rule 206(b)(5)) 

22. The Complainants are not aware of any specific practical, operational or 

nonfinancial impacts resulting from the excessive Base ROE. 

C. Whether the Matters are Pending in Any Other FERC Proceeding or 
Other Forum (Rule 206(b)(6)) 

 
23. The relationship of this complaint to Docket No. EL11-66 is discussed 

above.  Otherwise, the matters raised in this complaint are not currently pending in any 

other Commission proceeding or in any other proceeding to which any of the 

Complainants is a party. 

D. Documents Supporting the Complaint (Rule 206(b)(8)) 

24. In support of this complaint, the Complainants have included the 

testimony and supporting exhibits and workpapers of J. Randall Woolridge, Ph.D, 

                                                 
25  18 C.F.R. § 385.206 ("Rule 206"). 
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Professor of Finance at The Pennsylvania State University in University Park, 

Pennsylvania.26 

E. Alternative Dispute Resolution (Rule 206(b)(9)) 

25. Because Complainants are aware of the failure of pre-filing and post-filing 

dispute resolution to resolve Docket No. EL11-66, they did not pursue alternative dispute 

resolution prior to the filing of this complaint.  Complainants are prepared to discuss 

settlement in good faith if requested to do so. 

V.  SERVICE AND NOTICE 

 
26. In accordance with Rule 206(c), the Complainants have served a copy of 

this complaint upon each of the Respondents simultaneous with the filing of the 

Complaint.  The Complainants have also served copies of the complaint upon all state 

utility commissions in New England, as well as the New England Conference of Public 

Utilities Commissioners ("NECPUC") and the New England States Committee on 

Electricity ("NESCOE").27  In addition, the Complainants have asked ISO-NE to 

distribute the complaint to the New England Power Pool member e-mail distribution lists.  

Attached hereto as Exhibit C-3 is a Form of Notice suitable for publication in the Federal 

Register in accordance with Rule 206(b)(10). 

VI. MOTION FOR CONSOLIDATION 

 27. Although the present complaint is based upon new, updated evidence, it 

addresses the same existing 11.14% Base ROE that is the subject of Docket No. 

EL11-66.  The two complaint dockets therefore share a common nucleus of operative 

                                                 
26  See Exh. C-1. 
27  The complete list of parties that the Complainants served this Complaint is attached as Exh. C-3. 
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fact, and consolidating the two complaint dockets will therefore promote administrative 

efficiency.  Accordingly, the Commission should consolidate the two dockets. 

28. Complainants have conferred with lead counsel for the Docket No. EL11-

66 State Complainants, and are authorized to state that State Complainants would not 

oppose consolidation.   
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VII. CONCLUSION 

Based on the foregoing, the Complainants request the Commission to: (1) institute 

a new Section 206 docket to investigate the Base ROE used in calculating the 

transmission revenue requirements for the New England Transmission Owners for 

service under the ISO-NE OATT and establish a just and reasonable base return on 

equity; (2) establish the earliest possible refund effective date (i.e., the date of this 

complaint), consistent with Commission policy; and (3) direct ISO-NE to make refunds 

reflecting the difference between transmission rates reflecting an 11.14 Base ROE and 

rates reflecting a just and reasonable Base ROE. 
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Respectfully submitted, 

 
/s/ Vasiliki Karandrikas 
 
Robert A. Weishaar, Jr.  
McNees Wallace & Nurick LLC  
777 North Capitol Street, N.E.  
Suite 401  
Washington, DC 20002-4292 
Tel:  202.898.5700  
Fax:   717.260.1765  
rweishaa@mwn.com 
 
Vasiliki Karandrikas 
McNees Wallace & Nurick LLC 
100 Pine Street 
P.O. Box 1166 
Harrisburg, PA 17108-1166 
Tel: 717.237.5274 
Fax: 717.260.1707 
vkarandrikas@mwn.com 

Counsel to NEPOOL Industrial 
Customer Coalition 
 
 
/s/ Daniel L. Sosland 
 
Daniel L. Sosland 
President 
8 Summer Street 
P.O. Box 583 
Rockport, ME 04856 
Tel:  207-236-6470 
Fax: 207-236-6471 
dsosland@env-ne.org 
 
Counsel to ENE (Environment 
Northeast) 

 
/s/ Robert Ruddock 
 
Robert Ruddock 
Smith, Segel & Ruddock 
50 Congress Street, Suite 500 
Boston, MA 02109 
Tel: 617-523-0600 
Fax: 617-523-7171 
rruddock@publicpolicylaw.com 
 
Counsel to Greater Boston Real Estate 
Board 
 
 
/s/ Charles Harak 
 
Charles Harak, Esq. 
National Consumer Law Center 
7 Winthrop Sq., 4th Floor 
Boston, MA  02110 
Tel: 617-542-8010 
Fax: 617-542-8028 
charak@nclc.org 
 
Counsel to National Consumer Law 
Center 
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BEFORE THE 
FEDERAL ENERGY REGULATORY COMMISSION 

 
ENE (Environment Northeast), 
Greater Boston Real Estate Board, 
National Consumer Law Center, and 
NEPOOL Industrial Customer Coalition, 
 

Complainants, 
 

v. 
 
Bangor Hydro-Electric Co., 
Central Maine Power Co., 
New England Power Co. d/b/a National Grid, 
New Hampshire Transmission LLC d/b/a NextEra,
NSTAR Electric Company, 
Northeast Utilities Service Co., 
The United Illuminating Co., 
Unitil Energy Systems, Inc. and 
Fitchburg Gas and Electric Light Co., and  
Vermont Transco, LLC, 
 

Respondents. 

 
 
 
 
 
 
Docket No. EL13-_________ 
 

 
SUMMARY OF DIRECT TESTIMONY OF 

J. RANDALL WOOLRIDGE, Ph. D 
 

 In 2006, the Federal Energy Regulatory Commission (“Commission”) established a 

base-level ROE for New England Transmission Owners (“NETOs”) of 11.14%.  Since that 

time, the bubble in the housing market and the subsequent financial crisis and economic 

recession have had a profound impact on financial institutions and capital markets.  In 

response, the U.S. government has employed aggressive fiscal and monetary policies.  In the 

capital markets, one impact has been the lower yields on the obligations of the U.S. Treasury.  

Yields on utility bonds have also declined significantly.  Based on current market data and an 

equity cost rate study, Dr. J. Randall Woolridge concludes that the base Return on Equity 

(“ROE”) set in 2006 is no longer just and reasonable, and that the just and reasonable ROE is 
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now lower than the 9.2% that he identified in his testimony that accompanied the complaint 

now pending in Docket No. EL11-66.  

Dr. Woolridge applied the Discounted Cash Flow Model (“DCF”) to a proxy group of 

publicly-held electric utility companies (“Electric Proxy Group”).  The Electric Proxy Group 

started with thirty-three companies.  Consistent with the Commission’s recent precedent, this 

group is comprised of utilities throughout the U.S., and is not limited to the Northeast.  

Eliminating low-end and high-end outliers, pursuant to Commission precedent, yields a final 

proxy group of thirty companies.  Dr. Woolridge presents the DCF results using the 

Commission’s approach and calculates the mean, midpoint, and median of the implied costs 

of equity of this group to arrive at a just and reasonable ROE for the NETOs. 

Based on economic data and Dr. Woolridge’s DCF analysis, the current base ROE of 

11.14% is excessive.  In light of changed economic conditions and his DCF analysis, Dr. 

Woolridge concludes that the just and reasonable base ROE for the NETOs is 8.7%. 
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BEFORE THE 
FEDERAL ENERGY REGULATORY COMMISSION 

 
ENE (Environment Northeast), 
Greater Boston Real Estate Board, 
National Consumer Law Center, and 
NEPOOL Industrial Customer Coalition, 
 

Complainants, 
 

v. 
 
Bangor Hydro-Electric Co., 
Central Maine Power Co., 
New England Power Co. d/b/a National Grid, 
New Hampshire Transmission LLC d/b/a NextEra,
NSTAR Electric Company, 
Northeast Utilities Service Co., 
The United Illuminating Co., 
Unitil Energy Systems, Inc. and 
Fitchburg Gas and Electric Light Co., and  
Vermont Transco, LLC, 
 

Respondents. 
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Q. PLEASE STATE YOUR FULL NAME, ADDRESS, AND OCCUPATION. 1 

A. My name is J. Randall Woolridge, and my business address is 120 Haymaker Circle, 2 

State College, PA 16801.  I am a Professor of Finance and the Goldman, Sachs & Co. 3 

and Frank P. Smeal Endowed University Fellow in Business Administration at the 4 

University Park Campus of the Pennsylvania State University.  I am also the Director of 5 

the Smeal College Trading Room and President of the Nittany Lion Fund, LLC. A 6 

summary of my educational background, research, and related business experience is 7 

provided in Exhibit C-101. 8 

SUBJECT OF TESTIMONY AND SUMMARY OF RECOMMENDATIONS 9 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 10 

A. I have been asked by ENE (Environment Northeast), Greater Boston Real Estate Board, 11 

the National Consumer Law Center, and NEPOOL Industrial Customer Coalition 12 

(collectively, “Complainants”) to prepare a study on the appropriate base-level return on 13 

equity (“ROE”) applicable to the New England Transmission Owners (“TOs” or 14 

"NETOs"). These TOs include Bangor Hydro Electric Company (Emera), Central 15 

Maine Power Company, NSTAR Electric Company, New Hampshire Transmission 16 

LLC (NextEra), Northeast Utilities Service Company, The United Illuminating 17 

Company, New England Power Company (National Grid), Unitil Energy Systems, Inc. 18 

and Fitchburg Gas and Electric Light Company (Unitil), and Vermont Transco 19 

(Vermont Electric Power Company). 20 

Q. HOW IS YOUR TESTIMONY ORGANIZED? 21 

A. First, I provide this overview and summary of my ROE recommendation.  Second, I 22 

provide an overview assessment of capital costs in today’s capital markets.  Third, I 23 

develop an estimate of the cost of common equity capital for the New England 24 

Transmission Owners, by identifying a proxy group of electric utilities to which I apply 25 

a Discounted Cash Flow (“DCF”) analysis.  I have a table of contents just after the title 26 

page for a more detailed outline. 27 



Exh. C-1 
Page 5 of 42 

 

Q. WHAT IS THE EXISTING ROE FOR THE NEW ENGLAND TRANSMISSION 1 

OWNERS?  2 

A. The Federal Energy Regulatory Commission (“FERC” or the “Commission”) initially 3 

established a base-level ROE for New England Transmission Owners through its 4 

Opinion No. 4891  The Commission initially set the base-level ROE at 10.2%, which 5 

represented the midpoint of the range of ROEs which the Commission determined to be 6 

in a zone of reasonableness with a low-end ROE of 7.3% and a high-end ROE of 7 

13.1%. This analysis employed the six-month average dividend yield for the period July 8 

through December 2004. The midpoint of 10.2% was subsequently adjusted upwards to 9 

10.4% to reflect a modified calculation of the Value Line projected earned rate of return 10 

on equity.2 11 

The Commission has traditionally required updated data to reflect changing 12 

market conditions between the time of the financial market data considered at a hearing 13 

and the issuance of the Commission’s Opinion. The Commission has endorsed the use 14 

of the monthly yields on ten-year constant maturity U.S. Treasury Bonds as an indicator 15 

of capital market trends.3  In Opinion No. 489, for the six-month period July 2004 16 

through December 2004, the average monthly yield on these bonds was 4.2%, whereas 17 

the updated bond yield data for the period March 2006 through August 2006 produced 18 

an average monthly yield of 5.0%.  The Commission adjusted the base-level ROE for 19 

the going-forward period by 74 basis points to reflect changing market conditions.  20 

Therefore, the base-level ROE for the TOs, adjusted for changing market conditions, 21 

was set at 11.14% (10.4% + 0.74%). 22 

Q. HOW DO THESE CAPITAL COST INDICATORS COMPARE TO CURRENT 23 

MARKET CONDITIONS?  24 

A. The bubble in the housing market and the subsequent financial crisis and economic 25 

recession has had a profound impact on financial institutions and capital markets. In 26 

                                                 
1 Bangor Hydro-Electric Co., Opinion No. 489, 117 FERC ¶ 61,129 (2006). 
2 Bangor Hydro-Electric Co., order on rehearing, 122 FERC ¶ 61,265 (2008) (Opinion No. 489 Rehearing 
Order).   
3 See, e.g., Union Electric Company, Opinion No. 279, 40 FERC ¶ 61,046 (1987), order on rehearing, Opinion 
No. 279-A, 41 FERC ¶ 61,343 (1987). 
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response, the U.S. government has employed aggressive fiscal and monetary policies. In 1 

the capital markets, one impact has been the lower yields on the obligations of the U.S. 2 

Treasury.  These yields today are somewhat below those at the time of the Opinion No. 3 

489 and the rehearing update noted above.  Panel A of Exhibit C-105 shows the yields 4 

on ten-year Treasury bonds for the periods July 2004–December 2004, March 2006–5 

August 2006, and June 2012 – November 2012.  The average ten-year Treasury yields 6 

for these three periods are 4.2%, 5.0%, and 1.7%, respectively.  These yields indicate 7 

that capital costs are lower by more than 200 basis points than at the time of Opinion 8 

No. 489.  Panel B of Exhibit C-105 shows the yields on long-term, A- rated, public 9 

utility bonds for the same three periods (July 2004–December 2004, March 2006–10 

August 2006, and June 2012 – November 2012).  The average yields for these three 11 

periods are 6.0%, 6.3%, and 4.0%, respectively.  These yields also indicate a similar 12 

decline in utility capital costs as the change indicated by the Treasury data. 13 

Q. BASED ON THESE DATA AND YOUR EQUITY COST RATE STUDY, WHAT 14 

IS YOUR OPINION WITH RESPECT TO THE COMMISSION’S BASE-LEVEL 15 

ROE FOR THE NEW ENGLAND TRANSMISSION OWNERS?  16 

A. Based on these data and my equity cost rate study, it is my opinion that the current base-17 

level ROE of 11.14% is in excess of what the standards set forth by the Supreme Court 18 

in the Bluefield4 and Hope5 deem necessary to: (1) maintain the financial integrity of the 19 

utility, (2) enable the company to attract new capital, and (3) provide a return to 20 

common equity that is commensurate with returns on investments in other utilities of 21 

corresponding risk. 22 

Q. PLEASE REVIEW YOUR RECOMMENDATIONS REGARDING THE 23 

APPROPRIATE ROE FOR THE TRANSMISSION OWNERS.  24 

A. I have applied the Discounted Cash Flow Model (“DCF”) to a proxy group of publicly-25 

held electric utility companies (“Electric Proxy Group”). The Electric Proxy Group 26 

includes thirty-three companies. Consistent with recent Commission’s findings, this 27 

                                                 
4 Bluefield Water Works & Improvement Co. v. Pub. Serv. Comm’n, 262 U.S. 679 (1923). 
5 FPC v. Hope Natural Gas Co., 320 U.S. 591 (1944). 
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group is comprised of utilities throughout the U.S. and is not limited to the Northeast. I 1 

have presented DCF results using the Commission’s approach.  I have concluded that 2 

the appropriate equity cost rate for the TOs is 8.7%.  This is summarized in Exhibit C-3 

104. 4 

Q. IS THE EXISTING ROE FOR THE NEW ENGLAND TRANSMISSION 5 

OWNERS THE SUBJECT OF A PENDING COMPLAINT? 6 

A. Yes.  That complaint has been set for hearing in Docket No. EL11-66.  I gave testimony 7 

that accompanied that complaint, and my direct testimony in the hearing phase of that 8 

proceeding was pre-filed on October 1, 2012.6 9 

Q. HOW DOES THE RECOMMENDATION YOU ARE MAKING TODAY 10 

RELATE TO THE TESTIMONY YOU HAVE PRESENTED IN DOCKET NO. 11 

EL11-66? 12 

A. In all of this testimony, I have applied the same DCF methodology to identify the cost 13 

of equity capital for each member of a proxy group of electric utilities, and the criteria 14 

used to identify the proxy group members have been the same.  However, the DCF 15 

outcomes for the resulting proxy group have continued to decline.  Where my testimony 16 

that accompanied the complaint submitted on October 1, 2011 recommended a 9.2% 17 

ROE, and my October 1, 2012 pre-filed direct testimony recommended a 9.0% ROE, 18 

my present study points to an ROE of 8.7%.  My present testimony takes account of 19 

new information that is material to the ROE determination and has not previously been 20 

available.  For example, it looks to a later six-month period for the stock price and other 21 

inputs to the DCF model, thus taking account of more recent investor expectations and 22 

requirements revealed through those inputs.  Similarly, as I will discuss later, a 23 

December 12, 2012 Federal Reserve announcement provides an important new 24 

indication that interest rates are likely to remain low for several years into the future. 25 

                                                 
6 Later in October 2012, two sets of minor errata were filed and/or circulated to all participants as items to be 
corrected at trial. 
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Q. PLEASE DISCUSS CAPITAL COSTS IN U.S. MARKETS. 1 

A. Long-term capital cost rates for U.S. corporations are a function of the required returns 2 

on risk-free securities plus a risk premium.  The risk-free rate of interest is the yield on 3 

long-term U.S Treasury yields.  The yields on ten-year U.S. Treasury bonds from 1953 4 

to the present are provided on page 1 of Exhibit C-106.  These yields peaked in the 5 

early 1980s and have generally declined since that time.  In the summer of 2003, these 6 

yields hit a 60-year low at 3.33%.  They subsequently increased and fluctuated between 7 

the 4.0% and 5.0% levels over the next four years in response to ebbs and flows in the 8 

economy. Ten-year Treasury yields began to decline in mid-2007 at the beginning of 9 

the financial crisis.  In 2008 Treasury yields declined to below 3.0% as a result of the 10 

expansion of the mortgage and subprime market credit crisis, the turmoil in the financial 11 

sector, the government bailout of financial institutions, the monetary stimulus provided 12 

by the Federal Reserve, and the economic recession. From 2008 until 2011, these rates 13 

fluctuated between 2.5% and 3.5%.  Over the past six months, the yields on ten-year 14 

Treasuries have declined from over 2.0% to below 1.8% as the Federal Reserve has 15 

continued to support a low interest rate environment and economic uncertainties have 16 

persisted. 17 

Panel B on page 1 of Exhibit C-106 shows the differences in yields between ten-18 

year Treasuries and Moody’s Baa rated bonds since the year 2000. This differential 19 

primarily reflects the additional risk required by bond investors for the risk associated 20 

with investing in corporate bonds.  The difference also reflects, to some degree, yield 21 

curve changes over time. The Baa rating is the lowest of the investment grade bond 22 

ratings for corporate bonds.  The yield differential hovered in the 2.0% to 3.0% range 23 

until 2005, declined to 1.5% until late 2007, and then increased significantly in 24 

response to the financial crisis.  This differential peaked at 6.0% at the height of the 25 

financial crisis in early 2009, due to tightening in credit markets, which increased 26 

corporate bond yields and the “flight to quality,” which decreased treasury yields.  The 27 

differential subsequently declined and has been in the 2.5% to 3.5% range over the past 28 

three years. 29 

As previously noted, the risk premium is the return premium required by investors 30 

to purchase riskier securities.  The risk premium required by investors to buy corporate 31 
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bonds is observable based on yield differentials in the markets.  The equity risk 1 

premium is the return premium required to purchase stocks as opposed to bonds.  The 2 

equity risk premium is not readily observable in the markets (as are bond risk 3 

premiums) since expected stock market returns are not readily observable.  As a result, 4 

equity risk premiums must be estimated using market data. There are alternative 5 

methodologies to estimate the equity risk premium, and these alternative approaches 6 

and equity risk premium results are subject to much debate.  One way to estimate the 7 

equity risk premium is to compare the mean returns on bonds and stocks over long 8 

historical periods.  Measured in this manner, the equity risk premium has been in the 9 

5% to 7% range. However, studies by leading academics indicate the forward-looking 10 

equity risk premium is actually in the 4.0% to 5.0% range.  These lower equity risk 11 

premium results are in line with the findings of equity risk premium surveys of CFOs, 12 

academics, analysts, companies, and financial forecasters. 13 

Q. PLEASE REVIEW THE FINANCIAL CRISIS AND THE RESPONSE OF THE 14 

U.S. GOVERNMENT. 15 

A. The mortgage crisis, subprime crisis, credit crisis, economic recession and the 16 

restructuring of financial institutions have had tremendous global economic 17 

implications.  This issue first surfaced in the summer of 2007 as a mortgage crisis.  It 18 

expanded into the subprime area in 2008 and led to the collapse of certain financial 19 

institutions, notably Bear Stearns, in the first quarter of 2008.  Commodity and energy 20 

prices peaked and began to decline in the summer of 2008, as the crisis in the financial 21 

markets spread to the global economy.  The turmoil in the financial sector peaked in 22 

September of 2008 with the failure of several large financial institutions, Bank of 23 

America’s buyout of Merrill Lynch, and the government takeover of Fannie Mae and 24 

Freddie Mac.   25 

In response to the market crisis, the Federal Reserve (“Fed”) took extraordinary 26 

steps in an effort to stabilize capital markets. Most significantly, the Fed opened its 27 

lending facilities to numerous banking and investment firms to promote credit markets.  28 

As a result, the balance sheet of the Federal Reserve grew by hundreds of billions of 29 

dollars in support of the financial system. The federal government took a series of 30 



Exh. C-1 
Page 10 of 42 

 

measures to shore up the economy and the markets.  The Troubled Asset Relief 1 

Program (“TARP”) was aimed at providing over $700 billion in government funds to 2 

the banking system in the form of equity investments. The federal government spent 3 

billions bailing out a number of prominent financial institutions, including AIG, 4 

Citigroup, and Bank of America. The government also bailed out other industries, most 5 

notably the auto industry.  In 2009, President Obama signed into law his $787 billion 6 

economic stimulus, which included significant tax cuts and government spending aimed 7 

at creating jobs and turning around the economy. 8 

The spillover of the financial crisis to the economy has been ongoing.  According 9 

to the National Bureau of Economic Research (“NBER”), the economy slipped into a 10 

recession in the 4th quarter of 2007.  The NBER has indicated that the recession ended 11 

in the 2nd quarter of 2009.  Nonetheless, the recovery of the economy has lagged behind 12 

the recoveries from previous recessions.  Since the 2nd quarter of 2009, economic 13 

growth has only been 2.4% per year, and just 1.8% and 1.5% in the first two quarters of 14 

2012.  Furthermore, the muted economic recovery in the U.S. has been hindered by 15 

global economic concerns, especially the continuing fiscal and monetary issues in 16 

Europe and the slowing economic growth in China.  As a result, the U.S. is still saddled 17 

with relatively high unemployment, large government budget deficits, continued 18 

housing market issues, and uncertainty about future economic growth.   19 

In summary, the Federal Reserve and the U.S. government have taken 20 

extraordinary actions and committed great sums of money to rescue the economy, 21 

certain industries, and the capital markets.  But the economy is still on an uncertain 22 

path. 23 

Q. PLEASE PROVIDE ADDITIONAL INFORMATION ON THE ACTIONS OF 24 

THE GOVERNMENT AND THEIR IMPACT ON U. S. CAPITAL COSTS. 25 

A. The yields on United States Treasury securities have declined to levels not seen since the 26 

1950s. The yields on Treasury securities decreased significantly at the onset of the 27 

financial crisis and have remained at very low levels.  The decline in interest rates 28 

reflects several factors, including: (1) the “flight to quality” in the credit markets as 29 

investors sought out low risk investments during the financial crisis; (2) the very 30 
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aggressive monetary actions of the Federal Reserve, which were aimed at restoring 1 

liquidity and faith in the financial system as well as maintaining low interest rates to 2 

boost economic growth; and (3) the continuing slow recovery from the recession.   3 

The credit market for corporate and utility debt experienced higher rates due to the 4 

credit crisis. The short-term credit markets were initially hit with credit issues, leading 5 

to the demise of several large financial institutions. The primary indicator of the short-6 

term credit market is the 3-month London Interbank Offered Rate (“LIBOR”).  LIBOR 7 

peaked in the third quarter of 2008 at 4.75%.  It has since declined to below 0.5% as the 8 

short-term credit markets opened up and U.S. Treasury rates have remained low.  The 9 

long-term corporate credit markets tightened up during the financial crisis, but have 10 

improved significantly since 2009.  Interest rates on utility and corporate debt have 11 

declined to historically low levels.   12 

Panel A of page 2 of Exhibit C-106 provides the yields on long-term, A and Baa 13 

rated public utility bonds.  These yields peaked in November 2008 and have since 14 

declined by about 400 basis points.  For example, the yields on long-term, ‘A’ rated 15 

utility bonds, which peaked at about 7.5% in November of 2008, have declined to 16 

below 4.00% as of November, 2012.  Panel B of page 2 of Exhibit C-106 provides the 17 

yield spreads on long-term A-rated public utility bonds relative to twenty-year Treasury 18 

bonds. These yield spreads increased dramatically in the third quarter of 2008 during 19 

the peak of the financial crisis and have since decreased significantly.  Specifically, 20 

these yield differentials peaked at 3.4% in November of 2008, declined to 1.5% in the 21 

summer of 2009, and have varied between 1.25% and 1.75% since that time.   22 

In sum, while the economy continues to face significant problems, the actions of 23 

the government and Federal Reserve had a large effect on the credit markets. The 24 

capital costs for utilities, as measured by the yields on 30-year utility bonds, have 25 

declined to below pre-financial crisis levels. 26 
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Q. ARE INTEREST RATES LIKELY LOW FOR SOME TIME? 1 

A. Yes.  On September 13, 2012, the Federal Reserve released its policy statement relating 2 

to Quantitative Easing III (“QE3”).  In the statement, the Federal Reserve announced 3 

the following:7  4 

To support a stronger economic recovery and to help ensure that 5 
inflation, over time, is at the rate most consistent with its dual 6 
mandate, the Committee agreed today to increase policy 7 
accommodation by purchasing additional agency mortgage-backed 8 
securities at a pace of $40 billion per month. The Committee also 9 
will continue through the end of the year its program to extend the 10 
average maturity of its holdings of securities as announced in June, 11 
and it is maintaining its existing policy of reinvesting principal 12 
payments from its holdings of agency debt and agency mortgage-13 
backed securities in agency mortgage-backed securities. These 14 
actions, which together will increase the Committee’s holdings of 15 
longer-term securities by about $85 billion each month through the 16 
end of the year, should put downward pressure on longer-term 17 
interest rates, support mortgage markets, and help to make broader 18 
financial conditions more accommodative. 19 

 20 

The Federal Reserve also indicated that it intends to keep the target rate for the 21 

federal funds rate between 0 to ¼ percent through at least mid-2015.  These monetary 22 

policy actions of the Federal Reserve, coupled with U.S. economic conditions of slow 23 

economic growth, high unemployment, and low inflation, should keep U.S. interest 24 

rates and capital costs low for several years.  The likelihood that these conditions will 25 

keep interest rates and capital costs low for U.S. businesses is reinforced by the 26 

economic and political problems in Europe, as the U.S. is viewed as a safe haven for 27 

investment capital around the world.  28 

 29 

                                                 
7 Board of Governors of the Federal Reserve System, “Statement Regarding Transactions in Agency Mortgage-
Backed Securities and Treasury Securities,” September 13, 2012. 
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Q. PLEASE ALSO DISCUSS THE FED’S DECEMBER 12, 2012 PRESS RELEASE 1 

REGARDING AN EXPANSION OF THE QE3 PROGRAM. 2 

A. On December 12, 2012, the Federal Reserve expanded its bond buying program and 3 

tied future monetary policy moves to unemployment rates and the level of interest rates.  4 

In the release, the Federal Reserve Board indicated the following:8 5 

Consistent with its statutory mandate, the Committee seeks to foster 6 
maximum employment and price stability. The Committee remains concerned 7 
that, without sufficient policy accommodation, economic growth might not be 8 
strong enough to generate sustained improvement in labor market conditions. 9 
Furthermore, strains in global financial markets continue to pose significant 10 
downside risks to the economic outlook. The Committee also anticipates that 11 
inflation over the medium term likely will run at or below its 2 percent 12 
objective.  13 

To support a stronger economic recovery and to help ensure that inflation, 14 
over time, is at the rate most consistent with its dual mandate, the Committee 15 
will continue purchasing additional agency mortgage-backed securities at a 16 
pace of $40 billion per month. The Committee also will purchase longer-term 17 
Treasury securities after its program to extend the average maturity of its 18 
holdings of Treasury securities is completed at the end of the year, initially at 19 
a pace of $45 billion per month. The Committee is maintaining its existing 20 
policy of reinvesting principal payments from its holdings of agency debt and 21 
agency mortgage-backed securities in agency mortgage-backed securities and, 22 
in January, will resume rolling over maturing Treasury securities at auction. 23 
Taken together, these actions should maintain downward pressure on longer-24 
term interest rates, support mortgage markets, and help to make broader 25 
financial conditions more accommodative.  26 

 27 

 With respect to tying monetary policy to interest rates and unemployment, the Fed 28 

indicated the following: 29 

 30 

In particular, the Committee decided to keep the target range for the federal 31 
funds rate at 0 to 1/4 percent and currently anticipates that this exceptionally 32 
low range for the federal funds rate will be appropriate at least as long as the 33 
unemployment rate remains above 6-1/2 percent, inflation between one and 34 
two years ahead is projected to be no more than a half percentage point above 35 
the Committee’s 2 percent longer-run goal, and longer-term inflation 36 

                                                 
8 Board of Governors of the Federal Reserve System, FOMC Statement,” December 12, 2012. 
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expectations continue to be well anchored. The Committee views these 1 
thresholds as consistent with its earlier date-based guidance. 2 

 3 

 Overall, these recent policy announcements of the Federal Reserve Board, in which 4 

the Fed has attempted to clarify its monetary policy stance and tie it to interest and 5 

unemployment rates, indicate that interest rates are likely to remain low for several 6 

years into the future. 7 

 8 

THE COST OF COMMON EQUITY CAPITAL 9 

A. Overview 10 

Q. WHY MUST AN OVERALL COST OF CAPITAL OR FAIR RATE OF 11 

RETURN BE ESTABLISHED FOR A PUBLIC UTILITY? 12 

A. In a competitive industry, the return on a firm’s common equity capital is determined 13 

through the competitive market for its goods and services.  Due to the capital 14 

requirements needed to provide utility services and to the economic benefit to society 15 

from avoiding duplication of these services, some public utilities are monopolies.  It is 16 

not appropriate to permit monopoly utilities to set their own prices because of the lack 17 

of competition and the essential nature of the services.  Thus, regulation seeks to 18 

establish prices that are fair to consumers and, at the same time, are sufficient to meet 19 

the operating and capital costs of the utility (i.e., provide an adequate return on capital 20 

to attract investors). 21 

Q. PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN THE 22 

CONTEXT OF THE THEORY OF THE FIRM. 23 

A. The total cost of operating a business includes the cost of capital.  The cost of common 24 

equity capital is the expected return on a firm’s common stock that the marginal 25 

investor would deem sufficient to compensate for risk and the time value of money.  In 26 

equilibrium, the expected and required rates of return on a company’s common stock 27 

are equal. 28 
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Normative economic models of the firm, developed under very restrictive 1 

assumptions, provide insight into the relationship between firm performance or 2 

profitability, capital costs, and the value of the firm.  Under the economist’s ideal 3 

model of perfect competition where entry and exit is costless, products are 4 

undifferentiated, and there are increasing marginal costs of production, firms produce 5 

up to the point where price equals marginal cost.  Over time, a long-run equilibrium is 6 

established where price equals average cost, including the firm’s capital costs.  In 7 

equilibrium, total revenues equal total costs, and because capital costs represent 8 

investors’ required return on the firm’s capital, actual returns equal required returns, 9 

and the market value and the book value of the firm’s securities must be equal. 10 

In the real world, firms can achieve competitive advantage due to product market 11 

imperfections.  Most notably, companies can gain competitive advantage through 12 

product differentiation (adding real or perceived value to products) and by achieving 13 

economies of scale (decreasing marginal costs of production).  Competitive advantage 14 

allows firms to price products above average cost and thereby earn accounting profits 15 

greater than those required to cover capital costs.  When these profits are in excess of 16 

that required by investors, or when a firm earns a return on equity in excess of its cost 17 

of equity, investors respond by valuing the firm’s equity in excess of its book value. 18 

James M. McTaggart, founder of the international management consulting firm 19 

Marakon Associates, has described this essential relationship between the return on 20 

equity, the cost of equity, and the market-to-book ratio in the following manner:9 21 

Fundamentally, the value of a company is determined by the cash 22 
flow it generates over time for its owners, and the minimum 23 
acceptable rate of return required by capital investors.  This “cost of 24 
equity capital” is used to discount the expected equity cash flow, 25 
converting it to a present value.  The cash flow is, in turn, produced 26 
by the interaction of a company’s return on equity and the annual 27 
rate of equity growth. High return on equity (ROE) companies in 28 
low-growth markets, such as Kellogg, are prodigious generators of 29 
cash flow, while low ROE companies in high-growth markets, such 30 
as Texas Instruments, barely generate enough cash flow to finance 31 
growth. 32 

                                                 
9 James M. McTaggart, “The Ultimate Poison Pill: Closing the Value Gap,” Commentary (Spring 1988), p. 2. 
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A company’s ROE over time, relative to its cost of equity, also 1 
determines whether it is worth more or less than its book value.  If its 2 
ROE is consistently greater than the cost of equity capital (the 3 
investor’s minimum acceptable return), the business is economically 4 
profitable and its market value will exceed book value.  If, however, 5 
the business earns an ROE consistently less than its cost of equity, it 6 
is economically unprofitable and its market value will be less than 7 
book value. 8 

As such, the relationship between a firm’s return on equity, cost of equity, and 9 

market-to-book ratio is relatively straightforward.  A firm that earns a return on equity 10 

above its cost of equity will see its common stock sell at a price above its book value.  11 

Conversely, a firm that earns a return on equity below its cost of equity will see its 12 

common stock sell at a price below its book value. 13 

Q. PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE RELATIONSHIP 14 

BETWEEN RETURN ON EQUITY AND MARKET-TO-BOOK RATIOS. 15 

A. This relationship is discussed in a classic Harvard Business School case study entitled 16 

“A Note on Value Drivers.” On page 2 of that case study, the author describes the 17 

relationship very succinctly:10 18 

For a given industry, more profitable firms – those able to generate 19 
higher returns per dollar of equity – should have higher market-to-20 
book ratios.  Conversely, firms which are unable to generate returns 21 
in excess of their cost of equity should sell for less than book value. 22 

  Profitability   Value    23 

  If ROE > K   then Market/Book > 1 24 

  If ROE = K   then Market/Book =1 25 

  If ROE < K   then Market/Book < 1 26 

To assess the relationship by industry, as suggested above, I have performed a 27 

regression study between estimated return on equity and market-to-book ratios using 28 

natural gas distribution, electric utility and water utility companies.  I used all 29 

companies in these three industries that are covered by Value Line and have estimated 30 

return on equity and market-to-book ratio data.  The results are presented in Panels A-C 31 

                                                 
10 Benjamin Esty, “A Note on Value Drivers,” Harvard Business School, Case No. 9-297-082, April 7, 1997. 
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of Exhibit C-107.  The average R-squares for the electric, gas, and water companies are 1 

0.52, 0.71, and 0.77, respectively.11 This demonstrates the strong positive relationship 2 

between ROEs and market-to-book ratios for public utilities. 3 

Q. WHAT FACTORS DETERMINE INVESTORS’ EXPECTED OR REQUIRED 4 

RATE OF RETURN ON EQUITY? 5 

A. The expected or required rate of return on common stock is a function of market-wide 6 

as well as company-specific factors.  The most important market factor is the time value 7 

of money as indicated by the level of interest rates in the economy.  Common stock 8 

investor requirements generally increase and decrease with like changes in interest 9 

rates.  The perceived risk of a firm is the predominant factor that influences investor 10 

return requirements on a company-specific basis.  A firm’s investment risk is often 11 

separated into business and financial risk.  Business risk encompasses all factors that 12 

affect a firm’s operating revenues and expenses.  Financial risk results from incurring 13 

fixed obligations in the form of debt in financing its assets. 14 

Q. HOW DOES THE INVESTMENT RISK OF UTILITIES COMPARE WITH 15 

THAT OF OTHER INDUSTRIES? 16 

A. Due to the essential nature of their service as well as their regulated status, public 17 

utilities are exposed to a lesser degree of business risk than other, non-regulated 18 

businesses.  The relatively low level of business risk allows public utilities to meet 19 

much of their capital requirements through borrowing in the financial markets, thereby 20 

incurring greater than average financial risk.  Nonetheless, the overall investment risk of 21 

public utilities is below most other industries.   22 

Exhibit C-108 provides an assessment of investment risk for 100 industrial 23 

categories as measured by beta, which according to modern capital market theory, is the 24 

only relevant measure of investment risk.  These betas come from the Value Line 25 

Investment Survey and are compiled annually by Aswath Damodoran of New York 26 

                                                 
11 R-square measures the percent of variation in one variable (e.g., market-to-book ratios) explained by another 
variable (e.g., expected return on equity).  R-squares vary between zero and 1.0, with values closer to 1.0 
indicating a higher relationship between two variables. 
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University.12  Tracking Value Line’s geographic groupings, the study breaks out the 1 

betas for electric utilities into east, central, and west electric utilities.  The study shows 2 

that the investment risk of all five resulting utility categories is very low.  The average 3 

betas for electric utilities (east), electric utilities (central), electric utilities (west), water, 4 

and gas utility companies are 0.70, 0.75, 0.75,  0.66, and 0.66, respectively.  The betas 5 

for utilities are in the lowest ten percent of all industries covered by Value Line.  These 6 

are well below the Value Line average of 1.15.  As such, the cost of equity for utilities 7 

is among the lowest of all industries in the U.S. 8 

Q. HOW CAN THE EXPECTED OR REQUIRED RATE OF RETURN ON 9 

COMMON EQUITY CAPITAL BE DETERMINED? 10 

A. The costs of debt and preferred stock are normally based on historical or book values 11 

and can be determined with a great degree of accuracy.  The cost of common equity 12 

capital, however, cannot be determined precisely and must instead be estimated from 13 

market data and informed judgment.  This return to the stockholder should be 14 

commensurate with returns on investments in other enterprises having comparable risks.  15 

According to valuation principles, the present value of an asset equals the 16 

discounted value of its expected future cash flows.  Investors discount these expected 17 

cash flows at their required rate of return that, as noted above, reflects the time value of 18 

money and the perceived riskiness of the expected future cash flows.  As such, the cost 19 

of common equity is the rate at which investors discount expected cash flows 20 

associated with common stock ownership. 21 

Models have been developed to ascertain the cost of common equity capital for a 22 

firm.  Each model, however, has been developed using restrictive economic 23 

assumptions.  Consequently, judgment is required in selecting appropriate financial 24 

valuation models to estimate a firm’s cost of common equity capital, in determining the 25 

data inputs for these models, and in interpreting the models’ results.  All of these 26 

decisions must take into consideration the firm involved as well as current conditions in 27 

the economy and the financial markets. 28 

                                                 
12 Available at http://www.stern.nyu.edu/~adamodar.   
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Q. HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY CAPITAL FOR 1 

THE COMPANY? 2 

A. I rely primarily on the DCF model to estimate the cost of common equity capital.  3 

Given the investment valuation process and the relative stability of the utility business, I 4 

believe that the DCF model provides the best measure of equity cost rates for public 5 

utilities.  I also undertook a CAPM study, based on the same proxy group as was 6 

examined in my DCF study.  The CAPM study resulted in a 7.5% estimate of the cost 7 

of common equity capital, as shown in my exhibits.  However, I give that CAPM result 8 

no weight because I believe that risk premium studies, of which the CAPM is one form, 9 

provide a less reliable indication of equity cost rates for public utilities.  Because I am 10 

placing no weight on that CAPM study, I do not discuss it further. 11 

B. Discounted Cash Flow Analysis 12 

Q. DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF MODEL. 13 

A. According to the DCF model, the current stock price is equal to the discounted value of 14 

all future dividends that investors expect to receive from investment in the firm.  As 15 

such, stockholders’ returns ultimately result from current as well as future dividends.  16 

As owners of a corporation, common stockholders are entitled to a pro rata share of the 17 

firm’s earnings.  The DCF model presumes that earnings that are not paid out in the 18 

form of dividends are reinvested in the firm so as to provide for future growth in 19 

earnings and dividends.  The rate at which investors discount future dividends, which 20 

reflects the timing and riskiness of the expected cash flows, is interpreted as the 21 

market’s expected or required return on the common stock. Therefore, this discount rate 22 

represents the cost of common equity.  Algebraically, the DCF model can be expressed 23 

as: 24 

     D1      D2         Dn 25 
 P = ------  + ------  + … ------ 26 
   (1+k)1   (1+k)2    (1+k)n 27 
 28 

 where P is the current stock price, Dn is the dividend in year n, and k is the cost of 29 

common equity.  30 
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Q. IS THE DCF MODEL CONSISTENT WITH VALUATION TECHNIQUES 1 

EMPLOYED BY INVESTMENT FIRMS? 2 

A. Yes.  Virtually all investment firms use some form of the DCF model as a valuation 3 

technique.  One common application for investment firms is called the three-stage DCF 4 

or dividend discount model (“DDM”).  The stages in a three-stage DCF model are 5 

presented in Exhibit C-109.  This model presumes that a company’s dividend payout 6 

progresses initially through a growth stage, then proceeds through a transition stage, and 7 

finally assumes a steady-state stage.  The dividend-payment stage of a firm depends on 8 

the profitability of its internal investments, which, in turn, is largely a function of the 9 

life cycle of the product or service.   10 

1. Growth stage:  Characterized by rapidly expanding sales, high profit margins, and 11 
abnormally high growth in earnings per share.  Because of highly profitable 12 
expected investment opportunities, the payout ratio is low.  Competitors are 13 
attracted by the unusually high earnings, leading to a decline in the growth rate. 14 

2. Transition stage:  In later years increased competition reduces profit margins and 15 
earnings growth slows. With fewer new investment opportunities, the company 16 
begins to pay out a larger percentage of earnings. 17 

3. Maturity (steady-state) stage:  Eventually the company reaches a position where 18 
its new investment opportunities offer, on average, only slightly attractive returns 19 
on equity.  At that time its earnings growth rate, payout ratio, and return on equity 20 
stabilize for the remainder of its life.  The constant-growth DCF model is 21 
appropriate when a firm is in the maturity stage of the life cycle. 22 

In using this model to estimate a firm’s cost of equity capital, dividends are 23 

projected into the future using the different growth rates in the alternative stages, and 24 

then the equity cost rate is the discount rate that equates the present value of the future 25 

dividends to the current stock price. 26 

Q. HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR REQUIRED 27 

RATE OF RETURN USING THE DCF MODEL? 28 

A. Under certain assumptions, including a constant and infinite expected growth 29 
rate, and constant dividend/earnings and price/earnings ratios, the DCF model 30 
can be simplified to the following:        D1 31 

      P =     --------- 32 
                  k  -  g 33 
 34 



Exh. C-1 
Page 21 of 42 

 

 where D1 represents the expected dividend over the coming year and g is the expected 1 

growth rate of dividends.  This is known as the constant-growth version of the DCF 2 

model.  To use the constant-growth DCF model to estimate a firm’s cost of equity, one 3 

solves for k in the above expression to obtain the following: 4 

     D1 5 
   k =     --------    + g 6 
     P 7 

 8 

Q. IN YOUR OPINION, IS THE CONSTANT-GROWTH DCF MODEL 9 

APPROPRIATE FOR PUBLIC UTILITIES? 10 

A. Yes.  The economics of the public utility business indicate that the industry is in the 11 

steady-state or constant-growth stage of a three-stage DCF.  The economics include the 12 

relative stability of the utility business, the maturity of the demand for public utility 13 

services, and the regulated status of public utilities (especially the fact that their returns 14 

on investment are effectively set through the ratemaking process). The DCF valuation 15 

procedure for companies in this stage is the constant-growth DCF.  In the constant-16 

growth version of the DCF model, the current dividend payment and stock price are 17 

directly observable.  However, the primary problem and controversy in applying the 18 

DCF model to estimate equity cost rates entails estimating investors’ expected dividend 19 

growth rate. 20 

Q. WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING THE DCF 21 

METHODOLOGY? 22 

A. One should be sensitive to several factors when using the DCF model to estimate a 23 

firm’s cost of equity capital.  In general, one must recognize the assumptions under 24 

which the DCF model was developed in estimating its components (the dividend yield 25 

and expected growth rate).  The dividend yield can be measured precisely at any point 26 

in time, but tends to vary somewhat over time.  Estimation of expected growth is 27 

considerably more difficult.  One must consider recent firm performance, in conjunction 28 

with current economic developments and other information available to investors, to 29 

accurately estimate investors’ expectations. 30 
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C. Proxy Group Selection 1 

Q. PLEASE DESCRIBE YOUR APPROACH TO DEVELOPING A FAIR RATE OF 2 

RETURN RECOMMENDATION FOR THE TOS. 3 

A. To develop a fair rate of return recommendation for the TOs, I evaluated the return 4 

requirements of investors in the common stock of the Electric Proxy Group.   5 

Q. PLEASE DESCRIBE YOUR PROXY GROUP OF COMPANIES.  6 

A. The selection criteria for the proxy group include the following: 7 

1. At least 50% of revenues from regulated electric operations as reported by AUS 8 
Utilities Report; 9 

2. Listed as Electric Utility by Value Line Investment Survey and listed as an Electric 10 
Utility or Combination Electric & Gas Company in AUS Utilities Report; 11 

3. An investment grade corporate credit and bond rating that falls within the 12 
comparable risk band; 13 

4. Has paid a cash dividend for the past three years, with no cuts or omissions; 14 

5. Not involved in an acquisition of another utility, and not the target of an 15 
acquisition, in the past six months; and  16 

6. Analysts’ long-term EPS growth rate forecasts available from Yahoo, Reuters, 17 
and/or Zacks. 18 

The Electric Proxy Group includes thirty-three companies. Summary financial 19 

statistics for the proxy group are listed on page 1 of Exhibit C-110.13  The median 20 

operating revenues and net plant among members of the Electric Proxy Group are 21 

$4,088.8M and $10,071.8M, respectively.  The group’s median receives 81% of 22 

revenues from regulated electric operations, has a BBB+ bond rating from Standard & 23 

Poor’s, has a current common equity ratio of 46.5%, and has an earned return on 24 

common equity of 9.5%. 25 

                                                 
13 In my testimony, I present financial results using both mean and medians as measures of central tendency.  
However, due to outliers among means, I have used the median as a measure of central tendency. 



Exh. C-1 
Page 23 of 42 

 

Q. IS THE SELECTION OF YOUR ELECTRIC PROXY GROUP CONSISTENT 1 

WITH PRIOR COMMISSION GUIDELINES?  2 

A. Yes.  The companies in the group are primarily electric utilities as indicated by the 3 

percent of regulated electric revenue (at least 50%).  The selection process includes a 4 

national group of electric utilities, which is consistent with the Commission’s recent 5 

findings that geographic proximity is not necessarily a determining factor in evaluating 6 

risk.14  Widening the geographic focus allows me to apply relatively stringent screening 7 

criteria, but still wind up with a reliably large group of proxies. 8 

Page 2 of Exhibit C-110 provides the S&P corporate credit ratings of the New 9 

England TOs.  These ratings range from A- on the high end to BBB on the low end.  10 

According to the Commission’s credit rating screen or “comparable risk band” 11 

approach, reference companies may be included with ratings that are one “notch” 12 

higher or lower than the corporate ratings of the utility at issue, within the investment 13 

grade ratings scale.15  Accordingly, the range for the group is A to BBB-.  The median 14 

for the TOs is A-/BBB+.  On page 3 of Exhibit C-110, I have assessed the riskiness of 15 

the TOs and the Electric Proxy Group using three different risk measures published by 16 

Value Line.  These measures include Beta, Safety, and Financial Strength.  These 17 

measures are all very similar for the TOs and the Electric Proxy Group.   18 

Overall, the selection of the Electric Proxy Group is consistent with Commission 19 

proxy group guidelines and is comparable in risk to the TOs. 20 

Q:  WHY HAVE YOU APPLIED A PROXY SELECTION CRITERION 21 

REQUIRING THAT THE COMPANY DERIVE AT LEAST 50% OF ITS 22 

REVENUES FROM REGULATED ELECTRIC OPERATIONS?  23 

A:  This criterion is designed to select proxy group members of comparable risk to the 24 

NETOs.  In a case involving setting the ROE for electric utilities, it is axiomatic that the 25 

proxy group should consist of electric utilities and eliminating companies from the 26 

                                                 
14 Atlantic Path 15, 133 FERC ¶ 61,153, at P 13 (2010); “FERC Clarifies ROE Policy for Electric Transmission 
Projects,” Federal Energy Regulatory Commission News (Nov. 18, 2010); Potomac-Appalachian Transmission 
Highline, L.L.C., 133 FERC ¶ 61,152 (2010) (“PATH Rehearing Order”). 

 
15 Tallgrass Transmission, LLC, 125 FERC ¶ 61,248 at P 77 (2008). 
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proxy group that are not electric utilities is consistent with Commission precedent.  For 1 

example, in Opinion No. 489 where the existing Base ROE was determined, the 2 

Commission agreed with the Initial Decision that UGI should be excluded because it 3 

was primarily a natural gas company, even though Value Line continued to list it as an 4 

electric utility. The companies in my proxy group are primarily electric utilities as 5 

indicated by the percent of revenue that derives from regulated electric operations. 6 

Dr. Avera’s proxy group from Exh. NETO-104 included companies for which the 7 

percentage of regulated electric revenue is relatively small.  His rationale for including 8 

such disparate companies seemed to be that Value Line continues to include those 9 

companies in its electric utility industry reporting.  However, the frequency with which 10 

Value Line reclassifies companies and the criteria by which it does so are not known, 11 

and in any case the classification applied by any one publication is much less 12 

significant in characterizing a firm’s industry category than is the question where it gets 13 

most of its revenues.  The Commission appears to agree with that view.  For example, 14 

in the most recent hearing on NETOs’ ROE, a major issue concerned whether UGI was 15 

properly included in the proxy group, given its extensive non-electric operations.  The 16 

Presiding Judge and the Commission found that UGI was not an appropriate proxy, and 17 

the basis for that finding was the fact that electric operations represented a small share 18 

of UGI’s customer base and revenues, not any labeling by Value Line.16 19 

Q:  WHY HAVE YOU APPLIED A PROXY SELECTION CRITERION 20 

REQUIRING THAT THE COMPANY BE LISTED AS AN ELECTRIC 21 

UTILITY OR COMBINATION ELECTRIC AND GAS COMPANY IN AUS 22 

UTILITIES REPORT? 23 

A:  This criterion provides a quick way to ensure that the proxies all have some substantial 24 

level of traditional electric utility operations, and therefore share that relevant 25 

characteristic with the NETOs.  However, it is not as useful or as precise a criterion as 26 

is my separate criterion requiring that electric utility operations provide 50% of 27 

revenues.  In its application here, the AUS Utilities Report classification criterion 28 

excludes only ITC Holdings, which in any case would be screened out by other criteria. 29 

                                                 
16 Bangor Hydro-Electric Company, et. al., 111 FERC ¶ 63,048 at P 58-61 (2005). 
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Q. WHY HAVE YOU APPLIED A PROXY SELECTION CRITERION 1 

REQUIRING AN INVESTMENT GRADE CORPORATE CREDIT AND BOND 2 

RATING? 3 

A. This test screens directly for comparable risk, as graded in corporate credit and bond 4 

ratings.  As I discussed above, this “comparable risk band” is well established in 5 

Commission precedent. 6 

Q WHY HAVE YOU APPLIED A PROXY SELECTION CRITERION 7 

REQUIRING THAT THE COMPANY CONSISTENTLY HAS PAID A CASH 8 

DIVIDEND FOR THE PAST THREE YEARS? 9 

A. Application of the DCF model to measure an equity cost rate requires that investors 10 

expect to receive a dividend in the future.  Such expectations may change if a company 11 

has recently cut or omitted a dividend. 12 

 13 

Q WHY HAVE YOU APPLIED A PROXY SELECTION CRITERION 14 

REQUIRING THAT IN THE PAST SIX MONTHS, THE COMPANY NOT 15 

HAVE BEEN INVOLVED IN AN ACQUISITION OF ANOTHER UTILITY 16 

NOR THE TARGET OF AN ACQUISITION? 17 

A. Merger activity tends to distort the inputs on which the DCF model relies.  For example, 18 

expectations that an acquiring company will pay a premium may inflate the target’s 19 

share prices, and deflate those of the acquiring company.  These distortions would 20 

depress the target’s study-period dividend yield, and inflate the acquiring company’s 21 

study-period dividend yield.  Also, whether analysts’ EPS growth rate forecasts relate to 22 

the pre-merger or anticipated post-merger entity is not always known.  In the post-23 

merger period, expectations can change regarding the integration and long-term 24 

prospects of the merging companies.   25 
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Q WHY HAVE YOU APPLIED A PROXY SELECTION CRITERION 1 

REQUIRING THAT ANALYSTS’LONG-TERM EPS GROWTH RATE 2 

FORECASTS BE AVAILABLE FROM YAHOO, REUTERS, AND/OR ZACKS? 3 

A. Long-term analyst forecasts of growth in earnings per share are a required input for the 4 

Commission’s standard DCF methodology.  All three of these sources are reputable and 5 

are relied upon by investors.  Moreover, in the prior proceeding to set the NETOs’ base 6 

return on equity, the Commission stated that comparable growth projections from other 7 

sources could be considered along with Value Line projections and what was then 8 

I/B/E/S.   9 

Q:  THE PROXY GROUP DEVELOPED BY DR. AVERA IN HIS TESTIMONY 10 

FILED WITH THE NETO’S ANSWER IN DOCKET NO. EL11-66 INCLUDED 11 

NINE COMPANIES NOT INCLUDED IN YOUR PROXY GROUP IN EXH. 12 

JRW-8: CENTER POINT ENERGY, ENTERGY CORP., INTEGRYS ENERGY 13 

GROUP, ITC HOLDINGS, OTTER TAIL CORP., PPL CORP., PUBLIC 14 

SERVICE ENTERPRISE GROUP, SEMPRA ENERGY, AND VECTREN CORP.  15 

PLEASE EXPLAIN WHY THESE COMPANIES SHOULD NOT BE INCLUDED 16 

IN THE PROXY GROUP. 17 

A:  Each of these nine companies fails to meet one or more of the proxy selection criteria, 18 

according to recent AUS Utility Reports (October 2012) and other information for each 19 

of these companies.  Center Point Energy derives only 31% of its revenues from 20 

regulated electric operations.  Entergy Corp. is currently involved in merger activity.  21 

Integrys Energy Group derives only 31% of its revenues from regulated electric 22 

operations.  ITC Holdings is currently involved in merger activity and is not listed as an 23 

Electric Utility or Combination Electric and Gas Company in AUS Utility Reports.  24 

Otter Tail Corp. derives only 33% of its revenues from regulated electric operations and 25 

has a split corporate rating, one of which is “junk.”  PPL Corp. derives only 45% of its 26 

revenues from regulated electric operations.  Public Service Enterprise Group derives 27 

only 44% of its revenues from regulated electric operations.  Sempra Energy derives 28 

only 30% of its revenues from regulated electric operations.  And Vectren Corp. derives 29 

only 28% of its revenues from regulated electric operations.   30 
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Q. DO THE OVERALL RISK LEVELS OF THE PROXY GROUP THAT 1 

RESULTS FROM YOUR CRITERIA PROVIDE ADDITIONAL ASSURANCE 2 

THAT THOSE CRITERIA ARE SOUND? 3 

A. Yes.  As I noted earlier, on page 3 of Exhibit C-110, I have assessed the riskiness of the 4 

TOs and the Electric Proxy Group using three different risk measures.  Again, these 5 

measures are all very similar for the TOs and the Electric Proxy Group.   6 

D. Application of FERC DCF Model 7 

Q. PLEASE DISCUSS YOUR APPLICATION OF THE COMMISSION’S DCF 8 

MODEL. 9 

A. I have performed a DCF analysis using the Commission’s DCF approach.  The detailed 10 

results of my DCF analysis are presented in Exhibit C-111. The DCF summary is on 11 

page 1 of this Exhibit, and the supporting data and analysis for the dividend yield and 12 

expected growth rate are provided on the following pages of the Exhibit. In this 13 

application, the dividend yield is computed as the average low and high indicated 14 

dividend yields for each utility during the six months ending December 2012.   15 

Q. PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE SPOT 16 

DIVIDEND YIELD. 17 

A. According to the traditional DCF model, the dividend yield term relates to the dividend 18 

yield over the coming period.  As indicated by Professor Myron Gordon, who is 19 

commonly associated with the development of the DCF model for popular use, this is 20 

obtained by (1) multiplying the expected dividend over the coming quarter by 4 and (2) 21 

dividing this dividend by the current stock price to determine the appropriate dividend 22 

yield for a firm, that pays dividends on a quarterly basis.17 23 

In applying the DCF model, some analysts adjust the current dividend for growth 24 

over the coming year as opposed to the coming quarter.  This can be complicated 25 

because firms tend to announce changes in dividends at different times during the year.  26 

As such, the dividend yield computed based on presumed growth over the coming 27 

                                                 
17 Petition for Modification of Prescribed Rate of Return, Federal Communications Commission, Docket No. 
79-05, Direct Testimony of Myron J. Gordon and Lawrence I. Gould at 62 (April 1980). 



Exh. C-1 
Page 28 of 42 

 

quarter as opposed to the coming year can be quite different.  Consequently, it is 1 

common for analysts to adjust the dividend yield by some fraction of the long-term 2 

expected growth rate. 3 

Q. GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR WILL YOU USE 4 

FOR YOUR DIVIDEND YIELD? 5 

A. I will adjust the dividend yield by one-half (1/2) the expected growth so as to reflect 6 

growth over the coming year.  This is consistent with the Commission’s approach.18  7 

The DCF equity cost rate (K) is computed as: 8 

      D 9 
    k =     -------- ( 1 + 0.5g)   +   g 10 
      P 11 

Q. PLEASE DISCUSS THE COMMISSION’S COMPUTATION OF THE DCF 12 

GROWTH RATE COMPONENT. 13 

A. The Commission’s DCF approach uses two measures of projected growth.  These 14 

include: (1) the projected EPS growth as forecasted by Wall Street analysts; and (2) 15 

sustainable growth, as measured by the sum of internal growth (the retention rate times 16 

expected ROE) and external growth (the percent of equity expected to be issued times 17 

the equity accretion ratio). 18 

Q. PLEASE DISCUSS THE SERVICES THAT PROVDE ANALYSTS’ EPS 19 

FORECASTS. 20 

A. Analysts’ EPS forecasts for companies are collected and published by a number of 21 

different investment information services, including Institutional Brokers Estimate 22 

System (“I/B/E/S”), Bloomberg, FactSet, Zacks, First Call and Reuters, among others. 23 

Thompson Reuters publishes analysts’ EPS forecasts under different product names, 24 

including I/B/E/S, First Call, and Reuters.  Bloomberg, FactSet, and Zacks publish their 25 

own set of analysts’ EPS forecasts for companies.  These services do not reveal: (1) the 26 

analysts who are solicited for forecasts; or (2) the actual analysts who provide the EPS 27 

                                                 
18 Opinion No. 414-A, Transcontinental Gas Pipe Line Corp., 84 FERC ¶ 61,084 (1998) 
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forecasts that are used in the compilations published by the services.  I/B/E/S, 1 

Bloomberg, FactSet, and First Call are fee-based services.  These services usually 2 

provide detailed reports and other data in addition to analysts’ EPS forecasts.  3 

Thompson Reuters and Zacks do provide limited EPS forecasts data free-of-charge on 4 

the internet. Yahoo finance (http://finance.yahoo.com) lists Thompson Reuters as the 5 

source of its summary EPS forecasts.  The Reuters website (www.reuters.com) also 6 

publishes EPS forecasts from Thompson Reuters, but with more detail.  Zacks 7 

(www.zacks.com) publishes its summary forecasts on its website. Zack’s estimates are 8 

also available on other websites, such as msn.money (http://money.msn.com).   9 

Q. PLEASE PROVIDE AN EXAMPLE OF THESE EPS FORECASTS. 10 

A. The following example provides the EPS forecasts compiled by Reuters for 11 
American Electric Power (stock symbol “AEP”).  Consensus Earnings 12 

Estimates 13 
American Electric Power (AEP) 14 

www.reuters.com 15 
December 2, 2012 16 

 17 

 18 
 19 

   20 
                               21 

 These figures can be interpreted as follows. The top line shows that eight analysts have 22 

provided EPS estimates for the quarter ending December 31, 2012. The mean, high and 23 

low estimates are $0.45, $0.47, and $0.39, respectively.  The second line shows the 24 

quarterly EPS estimates for the quarter ending March 31, 2012.  Lines three and four 25 

show the annual EPS estimates for the fiscal years ending December 2012 and 26 

December 2013, respectively. The quarterly and annual EPS forecasts in lines 1-4 are 27 
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expressed in dollars and cents.  As in the AEP case shown here, it is common for more 1 

analysts to provide estimates of annual EPS as opposed to quarterly EPS. The bottom 2 

line shows the projected long-term EPS growth rate which is expressed as a percentage. 3 

For AEP, five analysts have provided long-term EPS growth rate forecasts, with mean, 4 

high and low growth rates of 3.36%, 5.00%, and 1.40%, respectively. 5 

Q. WHICH OF THESE EPS FORECASTS IS USED IN DEVELOPING A DCF 6 

GROWTH RATE? 7 

A. The DCF growth rate is the long-term projected growth rate in EPS, DPS, and BVPS.  8 

Therefore, in developing an equity cost rate using the DCF model, the projected long-9 

term growth rate is the projection used in the DCF model. 10 

Q. WHAT ARE YOUR OBSERVATIONS ON THE ALTERNATIVE SOURCES OF 11 

ANALYSTS’ LONG-TERM EPS GROWTH RATE FORECASTS? 12 

A. Based on my review of previous cases, it appears that the Commission has accepted 13 

analyses that use the long-term EPS growth rate forecasts as published by I/B/E/S in 14 

developing a DCF equity cost rate.  The Commission appears to believe that the I/B/E/S 15 

growth rate projections are published on the Yahoo Finance website.19  This contention 16 

cannot be verified on either the Yahoo Finance or the Thompson Reuters websites.  17 

Regardless, it is my experience that there is not one single figure that represents 18 

analysts’ projected long-term EPS growth rate for a company.  Page 2 of Exhibit C-111 19 

provides analysts’ projected long-term EPS growth rates for the proxy group companies 20 

as published by Reuters, Yahoo, and Zacks. These are the primary providers of 21 

analysts’ EPS growth rate forecasts available free-of-charge on the internet.  As 22 

previously indicated, I/B/E/S is not a free service.  These data were collected on 23 

December 2, 2012.  Of the thirty-three companies, only three have the same growth rate 24 

forecast from the three services (Cleco, IDACORP, and Southern). Black Hills has the 25 

same growth rate forecast from two providers, but is not covered by a third.  In addition, 26 

only eight of the companies have the same growth rate forecasts from Yahoo and 27 

                                                 
19 B.P. Pipelines (Alaska) Inc. et. al., 134 FERC ¶ 63,020 at P 566 (2011). 
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Reuters, both of which have Thompson Reuters as the source of projected long-term 1 

earnings growth rate forecasts.   2 

All of these sources of analyst growth rate forecasts are available to investors, either 3 

by subscription or publicly.  Consequently, all of them have the potential to influence 4 

investor expectations and share prices. 5 

 6 

Q. DO YOU BELIEVE THAT THERE ARE ANY ISSUES WITH RELYING ON THE 7 

LONG-TERM EPS FORECASTS OF WALL STREET ANALYSTS IN ARRIVING 8 

AT A DCF GROWTH RATE FOR THE PROXY GROUP? 9 

A. Yes.  There are several issues with using the EPS growth rate forecasts of Wall Street 10 

analysts as DCF growth rates.  First, the appropriate growth rate in the DCF model is the 11 

dividend growth rate, not the earnings growth rate.  Nonetheless, over the very long-term, 12 

dividend and earnings will have to grow at a similar growth rate.    Second, a recent study 13 

by Lacina, Lee, and Xu (2011) has shown that analysts’ long-term earnings growth rate 14 

forecasts are not more accurate at forecasting future earnings than naïve random walk 15 

forecasts of future earnings.20  Employing data over a twenty year period, these authors 16 

demonstrate that using the most recent year’s EPS figure to forecast EPS in the next 3-5 17 

years proved to be just as accurate as using the EPS estimates from analysts’ long-term 18 

earnings growth rate forecasts.  In the authors’ opinion, these results indicate that that 19 

analysts’ long-term earnings growth rate forecasts should be used with caution as inputs 20 

for valuation and cost of capital purposes.   Finally, and most significantly, it is well-21 

known that the long-term EPS growth rate forecasts of Wall Street securities analysts are 22 

overly optimistic and upwardly biased.  This has been demonstrated in a number of 23 
                                                 
20 M. Lacina, B. Lee & Z. Xu, Advances in Business and Management Forecasting (Vol. 8), Kenneth D. 
Lawrence, Ronald K. Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101.  
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academic studies over the years.  This issue is discussed at length in Exhibit C-102 of this 1 

testimony.  Hence, using these growth rates as a DCF growth rate will provide an 2 

overstated equity cost rate.  On this issue, a study by Easton and Sommers (2007) found 3 

that optimism in analysts’ growth rate forecasts leads to an upward bias in estimates of 4 

the cost of equity capital of almost 3.0 percentage points.21  5 

 6 

Q. IN THIS PROCEEDING, WHAT MEASURE OF ANALYSTS’ LONG-TERM 7 

EPS GROWTH RATE FORECASTS ARE YOU USING? 8 

A. Notwithstanding my issues with analysts’ long-term EPS growth rate forecasts outlined 9 

above and in Exhibit C-102, I will follow the Commission’s precedent and use analysts’ 10 

long-term EPS growth rate forecasts.  And, following the Commission’s precedent, I 11 

will use the Yahoo Finance long-term EPS growth rate estimates even though it cannot 12 

be verified that these growth rates are I/B/E/S growth rates. 13 

Q. PLEAE REVIEW THE SUSTAINABLE GROWTH RATE. 14 

A. The second growth rate is FERC’s measure of sustainable growth.  The sustainable 15 

growth rate is calculated as:  16 

g = br + sv 17 
where:    18 

b = expected retention ratio; 19 
r = expected earned rate of return; 20 
s = percent of equity expected to be issued on an annual 21 
      basis as new common stock; 22 
v = equity accretion ratio. 23 

 24 
The calculation of the sustainable growth (“g”) rate is provided on pages 3 and 4 25 

of Exhibit C-111.  On page 3 of Exhibit C-111, the expected retention ratio (“b”) and 26 

the expected return on equity (“r”) are calculated and then averaged using Value Line 27 

data for 2012, 2013, and 2015-2017 period. The expected retention ratio is based on 28 

Value Line’s projected EPS and DPS.  The average values for r are then adjusted by the 29 

                                                 
21 Peter D. Easton & Gregory A. Sommers, Effect of Analysts’ Optimism on Estimates of the Expected Rate of 
Return Implied by Earnings Forecasts, 45 J. ACCT. RES. 983–1015 (2007). 
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‘Adjustment Factor’ since Value Line’s expected earned rate of return on equity is 1 

based on end-of-year figure equity.22  The Adjustment Factor is calculated as ((2*(1+5-2 

yr Change in Equity)/(2+5-yr Change in Equity)).  The 5-Year Change in Equity is 3 

computed using Value Line’s actual 2011 and projected 2016 equity ratios and total 4 

capital figures (see page 4 of Exhibit C-111).   5 

The computation of the sv growth factor is shown on page 4 of Exhibit C-111.  6 

The percent of common equity expected to be issued annually as new common stock 7 

(“s”) is computed as the product of the projected market-to-book ratio and Value Line’s 8 

projected growth in common shares.  The equity accretion rate (“v”) is computed as 1 9 

minus the inverse of the projected market-to-book ratio (1-B/M). 10 

Q. WHAT ARE THE RESULTS OF YOUR APPLICATION OF THE 11 

COMMISSION’S DCF MODEL? 12 

A. The DCF results employing the Commission’s DCF approach are presented in Exhibit 13 

C-111.  Page 1 of Exhibit C-111 provides the summary results.  The projected EPS 14 

growth rates from Yahoo, Reuters, and Zacks are shown on page 2 of Exhibit C-111.  15 

As noted above, only the long-term EPS growth rate projections published on the 16 

Yahoo website are used in the analysis.  Pages 3 and 4 show the data and calculations 17 

used to compute the br + sv sustainable growth rate.   18 

Q. PLEASE DISCUSS YOUR UNDERSTANDING OF THE COMMISSION’S 19 

POLICY OF ELIMINATING EXTREME OUTLIERS IN THE DCF RESULTS. 20 

A. It is my understanding that the Commission has a policy of applying a test of economic 21 

logic and eliminating extreme DCF equity cost rate outliers. 22 

The Low and High DCF equity cost rates from page 1 Exhibit C-111 are shown as 23 

a histogram on page 5 of Exhibit C-111. A visual review of the Low and High DCF 24 

equity cost rates suggest that there may be several low-end outliers and one or two 25 

high-end outliers.   26 

                                                 
22 Bangor Hydro Electric Company, 122 FERC ¶ 61,265 (2008). 
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Q. WHAT EXCLUSIONS RESULT FROM APPLYING THE COMMISSION’S 1 

TESTS FOR EXCLUDING LOW-END OUTLIERS? 2 

A. The Commission’s policy on low-end outliers was indicated in its April 15, 2010 3 

decision involving SoCal Edison.  In SoCal Edison, FERC indicated that, “it is 4 

reasonable to exclude any company whose low-end ROE fails to exceed the average 5 

bond yield by about 100 basis points or more.”23  FERC also further provided guidance 6 

on applying this methodology: “As we stated in Opinion No. 489, the use of only one 7 

end of the DCF calculation would skew the Commission's DCF method.  Therefore, 8 

when we eliminate either the high-end or low-end ROE outlier of a company, we have 9 

also eliminated the corresponding low-end or high-end ROE of that company.”24 10 

The Table below provides recent past yields on long-term, A and Baa rated utility 11 

bonds.  These data suggest that yield on utility bonds with a rating similar to the proxy 12 

group (A3/Baa) over the 6-month study period have been in the 3.8% to 4.9% range.  I 13 

will use the midpoint of this range, 4.5%, as the benchmark base interest rate.  This 14 

figure, and FERC’s bond yield plus 100 basis point threshold for the low-end outliers, 15 

results in a 5.50% low-end threshold for the DCF results for proxy companies. 16 

 17 

Applying the low-end screen would eliminate the low-end and high-end DCF 18 

results for Ameren and PG&E.  19 

                                                 
23 So. Cal. Ed., 131 FERC ¶ 61,020 at P 56 (2010). 
24 Southern Cal. Edison, 131 FERC ¶ 61,020 at P 59. 
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Q. WHAT EXCLUSIONS RESULT FROM APPLYING THE COMMISSION’S 1 

TESTS FOR EXCLUDING HIGH-END OUTLIERS? 2 

A. With respect to high-end outliers, Commission policy likewise calls for excluding DCF 3 

results from companies for which the high-end DCF result is illogically high.  However, 4 

unlike the bond yield plus 100 basis points test for excluding low-end outliers, I am not 5 

aware of any specific Commission policy for quantifying how the exclusion level for 6 

high-end outliers varies with current economic conditions.  But symmetry and economic 7 

logic require that some such exclusion level be identified.  In the case that I have 8 

already discussed where the TOs’ existing 11.14% ROE was established, the 9 

Commission found, based on capital market conditions at that time, that a DCF result 10 

for which the growth component was 13.3% was unsustainable and should be 11 

excluded.  The total DCF result for that company was 17.7%, and the Commission has 12 

indicated that the excessiveness of that total was an additional reason to exclude that 13 

result.  Given that the average yield for thirty-year public utility bonds at that time was 14 

5.67% (as discussed earlier), the growth component and total DCF result for the 15 

excluded company amounted to that average bond yield multiplied by 2.35 and by 3.12, 16 

respectively.  Applying the same ratios to the comparable current average bond yield of 17 

4.50% suggests that under current financial market conditions, DCF results should be 18 

excluded if they include a growth component of 10.58% or more, or if the total DCF 19 

result is 14.04% or more.  Consistent with Commission precedent which states that any 20 

“natural break” in the distribution of DCF results should also be considered, I have also 21 

examined the visual evidence on page 5 of Exhibit C-111. 22 

Based on these considerations, I conclude that the DCF result of 14.9% for Great 23 

Plains Energy is a high-end outlier.  This figure exceeds the 14.04% threshold 24 

discussed earlier, and is 220 basis points above the next-highest DCF observation.  As 25 

such, it is a high-end outlier, and the low-end and high-end DCF results for this 26 

company should therefore be excluded from consideration.   27 

I would also note, however, that retaining the results for Great Plains Energy 28 

would have no material effect on the median ROE result for the Electric Proxy Group.  29 

When those results are ranked from lowest to highest and rounded to one-tenth of a 30 

percent, the middle three all-round to 8.7%, and are surrounded by other results that 31 
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round to 8.6% and 8.8%.  Decisions as to whether to eliminate or retain Great Plains 1 

Energy, and for that matter whether to retain Ameren and PG&E or eliminate them 2 

from the low end as I have done, would merely move the median to a different position 3 

within this tight cluster.  In particular, if Great Plain Energy were retained, the rounded 4 

median would not change at all. 5 

Q. WHAT ARE THE RESULTS OF YOUR APPLICATION OF THE 6 

COMMISSION’S DCF MODEL? 7 

A. The summary results of the FERC DCF model are provided on page 1 of Exhibit C-111.  8 

The median, mean, and midpoint of the array of the ROE values for the Electric Proxy 9 

Group as identified through the FERC DCF model are 8.7%, 8.7%, and 8.5%, 10 

respectively.  Given these results, I believe that an ROE of no more than 8.7% is 11 

appropriate, and because I believe that the median provides a reliable indicator of the 12 

cost of common equity capital in the circumstances presented here, I recommend an 13 

ROE of 8.7%. 14 

Q.  WHEN YOU SAY THAT THE MEDIAN OF YOUR DCF RESULTS FOR THE 15 

PROXY GROUP COMPANIES IS 8.7%, HOW ARE YOU CALCULATING 16 

THE MEDIAN? 17 

A. After eliminating proxy companies for which either of its two preliminary DCF results 18 

is a low or a high outlier, I obtain one blended DCF result for each remaining proxy 19 

company by averaging the high and low preliminary DCF result for that company.  That 20 

sequence produces an array of 30 DCF results, one per company.  The median of an 21 

array containing an even number of results is defined as the average of the two middle 22 

results, so in this case the median is the average of the 15th and 16th highest among the 23 

30 DCF results.  I identify the median by applying the “MEDIAN” function in 24 

Microsoft Excel.  25 
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Q. WHY DO YOU FOLLOW THAT SEQUENCE, INSTEAD OF FINDING THE 1 

MEDIAN AMONG THE 60 UNBLENDED DCF RESULTS (TWO PER 2 

COMPANY, ONE HIGH AND ONE LOW)? 3 

A. For two reasons.  One, recent Commission decisions clearly specify that that the 4 

sequence I followed is the correct one, and reject the alternative sequence about which 5 

you’re asking.  For example, in Docket No. EL11-13, the applicant transmission owners 6 

sponsored direct testimony that applied that alternative sequence, and the Commission 7 

explained that the correct sequence was the one that I have followed: 8 

[W]e find that AWC Companies did not calculate the median of the 9 
zone of reasonableness in a manner consistent with Commission 10 
precedent. The Commission has stated that the median is calculated 11 
by first averaging the low end ROE and high end ROE results for 12 
each member of the proxy group, and then sorting those averages 13 
from lowest value to highest value, and selecting the central value in 14 
the sequence. Where there is an even number of results, the median 15 
is the average of the two central numbers. Instead, AWC Companies 16 
calculate the median as the average of the two central numbers in the 17 
range, sorted from the lowest value to the highest value that includes 18 
the low end ROE result and the high end ROE result for each 19 
member of the proxy group. We find that the correct median value 20 
based upon AWC Companies’ proxy group and DCF data is 10.09 21 
percent. 22 

 Atlantic Grid Operations A LLC, 135 FERC ¶61,144 P 90 (2011).  Potomac-23 

Appalachian Transmission Highline, 133 FERC ¶61,152 n.95 (2010) (“PATH”) 24 

likewise finds the central value by first blending the low and high results for each 25 

member of the proxy group, and then sorting those blended results from lowest value to 26 

highest value, and selecting the central value in the sequence. 27 

The second reason arises from the sequence by which each of the low and high 28 

results for each proxy company are calculated (a sequence that is well established in 29 

Commission precedent, and followed in my analysis). That sequence pairs each 30 

company’s higher dividend yields with the higher of its two growth projections.  That 31 

is, the higher growth factor is applied to the higher preliminary dividend yield to 32 

compute the higher growth-adjusted dividend yield, and that higher growth-adjusted 33 

dividend yield is then added to the higher growth projection to compute the high result 34 

for that proxy.  Likewise, the standard computational sequence pairs the lower growth 35 
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projection with the lower dividend yield.  In this way, the computational sequence for 1 

finding the low and high results for each proxy company automatically maximizes the 2 

difference between those results.  In reality, however, the analyst forecasts and other 3 

inputs to each of the two growth projections are forecasts for the entire company, not 4 

forecasts for a company that had only the past high share prices that produced the low-5 

end dividend yields, nor forecasts for a company that had only the past low share prices 6 

that produced the high-end dividend yields.  Likewise, the past lower dividend yields 7 

reflect past higher prices that in turn reflect relatively optimistic growth expectations, 8 

and vice-versa.  Consequently, it makes sense to first blend the DCF results within each 9 

proxy company before proceeding to find their central value.  Skipping that step, and 10 

instead relying on the alternative sequence that was rejected in Atlantic Grid, would 11 

tend to introduce distortion and statistical “noise” that would make the resulting central 12 

value a less reliable indicator of the required rate of return on common equity. 13 

Q. WHEN YOU SAY THAT THE MEAN OF YOUR DCF RESULTS FOR THE 14 

PROXY GROUP COMPANIES IS 8.7%, ARE YOU REPORTING THE MEAN 15 

OF THE 60 RESULTS (REPRESENTING TWO UNBLENDED RESULTS PER 16 

COMPANY), OR THE MEAN OF THE 30 RESULTS (ONE BLENDED RESULT 17 

PER COMPANY)? 18 

A. As with the median, I am reporting the central value that is calculated by first blending 19 

(i.e., averaging) the low and high DCF results for each non-outlier proxy company, and 20 

finding the central value from the resulting array. That is, I apply the same computation 21 

as I did for the median, except that I substitute the “AVERAGE” for the “MEDIAN” 22 

function in Microsoft Excel.  The reasons I have given above as to the sequence for 23 

computing the median apply here as well.  In any case, both sequences for calculating 24 

the mean lead to the same rounded result in this case, namely 8.7%. 25 

Q. WHEN YOU SAY THAT THE MIDPOINT OF YOUR DCF RESULTS FOR 26 

THE PROXY GROUP COMPANIES IS 8.5%, HOW ARE YOU 27 

CALCULATING THE MIDPOINT — IS IT THE MIDPOINT FROM 60 28 

RESULTS (REPRESENTING TWO UNBLENDED RESULTS PER COMPANY) 29 
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OR THE MIDPOINT FROM 30 RESULTS (ONE BLENDED RESULT PER 1 

COMPANY)? 2 

A. As with the median and mean, I am reporting the central value that is calculated by first 3 

blending (i.e., averaging) the low end ROE and high end ROE results for each non-4 

outlier proxy company, and finding the central value from the resulting array.  In this 5 

case, because “midpoint” is not a commonly recognized or applied statistical function, 6 

there is no “MIDPOINT” function in Microsoft Excel that could be applied.  Instead, I 7 

use the “MIN” and “MAX” functions to identify the single highest and single lowest 8 

values in the array of 30 blended results, and then average those two outside values. 9 

Q. IF YOU HAD SKIPPED THE STEP OF BLENDING THE LOW AND HIGH 10 

DCF RESULT FOR PROXY COMPANY, WOULD THE MIDPOINT AMONG 11 

THE 60 RESULTS (REPRESENTING TWO UNBLENDED RESULTS PER 12 

COMPANY) HAVE BEEN HIGHER OR LOWER THAN THE MIDPOINT OF 13 

THE 30 RESULTS (REPRESENTING ONE BLENDED RESULT PER 14 

COMPANY)? 15 

A.  Unlike the median and the mean, the midpoint of the 60 unblended results would have 16 

been higher than the midpoint of the 30 blended results.  Specifically, it would have 17 

been 9.3% rather than 8.5%. 18 

Q.  IN YOUR OPINION, WOULD IT BE APPROPRIATE TO RELY ON THE 19 

HIGHER OF THESE TWO MIDPOINTS, NAMELY THE MIDPOINT 20 

DERIVED FROM 60 UNBLENDED RESULTS, IN IDENTIFYING THE 21 

REQUIRED RATE OF RETURN ON COMMON EQUITY? 22 

A.  No.  23 

Q.  WHY NOT? 24 

A. The reasons I have given above as to the sequence for computing the median and mean 25 

apply here as well.  The Commission’s discussion in Atlantic Grid of the proper 26 

sequence for identifying the “central value” should be followed whether the “central 27 

value” is determined by looking to the median, mean, or midpoint, or any combination 28 

of those central values.  Skipping the step of blending the DCF results within each 29 
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proxy company before proceeding to find the central value among all proxy companies’ 1 

DCF results, and instead relying on the alternative sequence that was rejected in 2 

Atlantic Grid, would tend to introduce distortion and statistical “noise” that would make 3 

the resulting midpoint a less reliable indicator of the required rate of return on common 4 

equity.  Although I make these observations based on generally-applicable principles of 5 

central tendency, I note that they are corroborated by the odd-man-out status of that 6 

9.3% result.  Of the six computationally feasible ways of finding a central value that we 7 

have discussed (median-of-30, median-of-60, mean-of-30, mean-of-60, midpoint-of-30, 8 

and midpoint-of-60), the first four ways yield results that are all clustered within about 9 

20 basis points of each other, whereas the fifth way yields a result that lies 20 basis 10 

points below any of the others and the sixth way yields a result that lies about 50 basis 11 

points above any of the others.  Consequently, to the extent any reference is made to the 12 

midpoint, it should be to the version of the midpoint that lies closer to the four clustered 13 

results, namely the midpoint of the 30 results that represent one blended result per 14 

company. 15 

Q. BUT IN THE MIDWEST ISO CASE THAT WAS FILED IN 2002, AND THE 16 

NEW ENGLAND CASE THAT WAS FILED IN 2004, THE COMMISSION 17 

RELIED ON THE MIDPOINT OF ALL DCF RESULTS, WITHOUT FIRST 18 

BLENDING THE DCF RESULTS WITHIN EACH PROXY COMPANY.  DOES 19 

COMMISSION PRECEDENT REQUIRE THAT THE BLENDING STEP BE 20 

SKIPPED HERE? 21 

A. No.  First, those cases were decided before Atlantic Grid and PATH, in which the 22 

Commission refined its approach to identifying the final set of DCF results from which 23 

the central value should be derived.  Those more recent decisions should take 24 

precedence.  Second, the proxy groups that were relied upon in the Midwest ISO and 25 

New England cases were regional, not national.  In the 2002 Midwest ISO case, the 26 

proxies were restricted to publicly-traded parents of the Midwest ISO transmission 27 

owners themselves.  In the 2004 New England case, the proxies were restricted to 28 

publicly-traded parents of the transmission owners in New England and adjacent 29 

northeastern RTO regions.  In those cases, the Commission may have viewed reliance 30 
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on the midpoint as a way to minimize divergence between the region-wide ROE and the 1 

cost of common equity capital for any one existing or prospective RTO member.  But 2 

that consideration does not apply here, where the proxy group is national rather than 3 

regional.  Here, the highest DCF result among the 60 unblended DCF results is a 12.7% 4 

result for UNS Energy Corp.  That company is the parent of Tucson Electric.  Neither 5 

Tucson Electric nor any other UNS Energy Corp. entity owns transmission facilities in 6 

New England or the adjacent regions.  The outcome of this proceeding therefore will 7 

not determine the transmission ROE applicable to those facilities in any event, and there 8 

is no reason to consider whether applying an 8.7% transmission ROE to those facilities 9 

will result in under-recovery of capital costs.  Accordingly, little or no reliance should 10 

be placed on a midpoint result that is out of line with the median and mean results. 11 

Q. PLEASE SUMMARIZE YOUR RECOMMENDATION THAT AN 8.7% 12 

RETURN IS APPROPRIATE FOR THE NEW ENGLAND TRANSMISSION 13 

OWNERS AT THIS TIME. 14 

A. Based on the capital market data I have reviewed and my equity cost rate study, it is my 15 

opinion that a base-level ROE of 8.7% is adequate to meet the standards set forth by the 16 

Supreme Court in the Bluefield and Hope which indicate that the ROE should allow a 17 

utility to: (1) maintain the financial integrity of the utility, (2) enable the company to 18 

attract new capital, and (3) provide a return to common equity that is commensurate 19 

with returns on investments in other utilities of corresponding risk.  There are several 20 

indicators supporting this observation.  First, as shown on in Exhibit C-108, the electric 21 

utility industry is one of the lowest risk industries as measured by Value Line’s beta. As 22 

such, this industry has the lowest cost of equity capital in the U.S.  Second, as shown in 23 

Exhibit C-106, capital costs for utilities, as indicated by long-term bond yields, have 24 

declined to historical low levels. Third, the 8.7% figure is supported by the application 25 

of the FERC DCF model to the proxy group of electric utilities.  As such, the 8.7% 26 

figure is consistent with FERC ROE standards.  Finally, while the financial markets 27 

have recovered somewhat in the past three years, the economy has not.  The economic 28 

times are still viewed as being difficult, with unemployment high by historical 29 

standards.  As a result, interest rates and inflation are at relatively low levels, and the 30 
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expected returns on financial assets — from savings accounts to Treasury bills to 1 

common stocks — are low. Therefore, in my opinion, the cost of common equity capital 2 

invested in NETOs’ transmission investments is low, and an 8.7% return is an 3 

appropriate base-level ROE. 4 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 5 

A. Yes. 6 
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Exhibit C-101 
 Educational Background, Research, and Related Business Experience 
 J. Randall Woolridge 
 
 J. Randall Woolridge is a Professor of Finance and the Goldman, Sachs & Co. and Frank P. 
Smeal Endowed Faculty Fellow in Business Administration in the College of Business Administration 
of the Pennsylvania State University in University Park, PA.  In addition, Professor Woolridge is 
Director of the Smeal College Trading Room and President and CEO of the Nittany Lion Fund, LLC.   
 
 Professor Woolridge received a Bachelor of Arts degree in Economics from the University of 
North Carolina, a Master of Business Administration degree from the Pennsylvania State University, 
and a Doctor of Philosophy degree in Business Administration (major area-finance, minor 
area-statistics) from the University of Iowa.  He has taught Finance courses including corporation 
finance, commercial and investment banking, and investments at the undergraduate, graduate, and 
executive MBA levels. 
 
 Professor Woolridge’s research has centered on empirical issues in corporation finance and 
financial markets.  He has published over 35 articles in the best academic and professional journals in 
the field, including the Journal of Finance, the Journal of Financial Economics, and the Harvard 
Business Review.  His research has been cited extensively in the business press. His work has been 
featured in the New York Times, Forbes, Fortune, The Economist, Barron's, Wall Street Journal, 
Business Week, Investors' Business Daily,  USA Today, and other publications.  In addition, Dr. 
Woolridge has appeared as a guest to discuss the implications of his research on CNN's Money 
Line, CNBC's Morning Call and Business Today, and Bloomberg’s Morning Call. 
 

Professor Woolridge’s stock valuation book, The StreetSmart Guide to Valuing a Stock 
(McGraw-Hill, 2003), was released in its second edition. He has also co-authored Spinoffs and 
Equity Carve-Outs: Achieving Faster Growth and Better Performance (Financial Executives 
Research Foundation, 1999) as well as a textbook entitled Basic Principles of Finance (Kendall 
Hunt, 2011).   
 
 Professor Woolridge has also consulted with corporations, financial institutions, and 
government agencies.  In addition, he has directed and participated in university- and company- 
sponsored professional development programs for executives in 25 countries in North and South 
America, Europe, Asia, and Africa.   
 
 Over the past twenty-five years Dr. Woolridge has prepared testimony and/or provided 
consultation services in regulatory rate cases in the rate of return area in following states: Alaska, 
Arizona, California, Colorado, Connecticut, Delaware, Florida, Hawaii, Indiana, Kansas,  Kentucky, 
Massachusetts, Missouri, Nebraska, New Jersey, New York, Ohio, Oklahoma, Pennsylvania, South 
Carolina, Texas, Utah, Vermont, Washington, and Washington, D.C.  He has also prepared testimony 
which was submitted to the Federal Energy Regulatory Commission. 
















































































































































