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INTRODUCTION AND SUMMARY

Our names arc R Glenn llubbard and Bruce E Stangle, and we submutted a
Jomnt verified statement on behalf of the Association of Amernican Railroads
(“AAR™) 1n this proceeding on September 27, 2007 We also submutted a joint
reply venfied statement on October 29, 2007. focusing primarily on the
comments of the Western Coal I'raffic Leaguc (*“WCTL") Our backgrounds

and qualifications are described in our September 27, 2007 statement

The Board has invited comments on 1ts proposed methodology for determning
the ratlroad industry's cost of capital and the record developed n this
proceeding to date  The Key issuc 1n the Board's proposed methodology 1s the
proposal to shift from a single-stage Discounted Cash Flow (“DCTF") model to
the Capital Asset Pricing Model (“CAPM") for purposes of determiming the
railroad industry’s cost of equity  After carefully reviewing the details of the
Board’s proposal and the submissions of the interested parties. we believe the
Board should reconsider its proposal and find common ground among the

various submissions

3 We believe common ground can be largely achieved through three steps

LY}

1 The Board should use both a multi-stage DCT model and the
CAPM 1n determining the railroad industry’s cost of equity We
recommend that the Board give equal weight to the results of each

model 1n 1its decision making process

32 In implementing the CAPM, the Board should adopt a market risk
premium mcasured over a much longer period than the 50-ycar
peniod 1t oniginally proposed  Relevant data are available at least
as far back as 1926

33 The rairoad betas used in implementing the CAPM should be
cstimated 1n a way that gives more weight 1o 1ecent developments
in the indusiry and the stoch market generallv I[n place of the

Board's proposal to use 10 vears of monthly data. a good



4

compronuse would be to relv on betas estimated from the most
recent five vears of weekly data. which 1s a widely accepted

practice 1n financial rescarch

Estimatcs of the market nisk premium. railroad industry betas, and the inputs to
the multi-stage DCF model are available from widely respected financial data

providers such as Mormngstar/Ibbotson,’

Bloomberg. and Value Line
Morningstar/Ibbotson also pubhishes cost of equity estimates for the railroad
industry using a multi-stage DCF model Using cstimates from a commercial
data provider should be cost effective and make the process more open and

transparent

II. RATIONALE FOR USING BOTH A MULTI-STAGE DCF MODEL AND THE
CAPM

5

6

While we understand the reluctance of the Board to rely on a single-siage DCIF
model. mulu-stage DCEF models are widely accepted by cconomusts and

regulators, including the FERC

A major point 1n favor of DCF models in general 1s that they are forward-
looking 1n both their nature and implementation, thus focusing on the industry’s
future capital needs As the Board 1s aware. changes have occurred i1n the
cconomic condiions facing the railroad industry n recent years Revenues,
expenses, and capital investments have ncreased. and the mix of traffic and
associated revenues has also changed These changes underscore the value of
the forward-looking approach of DCF models DCF models are implemented
using investors™ expectations of future carnings growth In contrast, thc CAPM

1s implemented using only historical or backward-looking data

! Ibbotson Assoctates was acquired by Mornimgstar. Inc 1in March 2006

b
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7 Professor Mohanram of Columbia University made a strong case for the
continued use of a variant of the PDCF model 1n his submussion.” and we believe
the three-stage DCF model implemented by Morningstar/Ibbotson would be a
responsible way for the Board to incorporate information from DCF modeis mto

its decision making process

8 While the Morningstar/Ibbotson three-stage DCF methodology reflects specific
choices and judgments made by that orgamzation, we belicve these choices are
sensible from an economic perspective  In the Mormingstar/Ibbotson three-stage
model, each firm’s earnings growth ratc during the first five years 1s the
industry analysts’ consensus estimate for that irm  The firm’s growth ratc
during vears 6 through 10 1s the avcrage of the consensus analysts’ estimates for
the eamings growth of the industry as a whole Starting in year 11, the firm’s
growth rate 1s the long-run growth rate of the aggregatc cconomy" These
assumptions effectvely deal with many of the criicisms that were leveled

carlier at the single-stage DCF model by the WCTL and others

9 The recent reply verified statements of the WCTL's experts express qualified
support [or the Board’s usc of a multi-stage DCF model 1n combination with the
CAPM* Similarly, the US Department of Transportation indicates 1n its
recent reply comments that “We also see real valuc 1n the use of a mult-stage

DCF mecthodology 1n tandem with the CAPM for at Jeast some period ™

Partha S Mohanram, “Determining an Appropriate Cost of Capital for Railroads.” In the Matter of
Methodology to be Employed in Determining the Ruilroad Industry's Cost of Capital, STB Ex
Parte No 664, Scptember 13, 2007

Stocks, Bonds, Bills and Inflation, Market Results for 1926-2006, 2007 Yearbook, Valuation
Edinon (*SBBI™), Mormingstar Inc.p 68

“Reply Venflied Statement of Dr James E Hodder.” In the Matter of Methodology to be
Employed in Determining the Ratlroad Industry’s Cost of Capital, STB Ex Parte No 664, October
29 2007 pp 2-3 ("] endorse the suggestion that a multphase DCF model similar to the
procedure outhned in the Crowlev/Fapp Reply VS be used to provide a check on results abtaied
using the CAPM ™)

* Comments of the United States Department of Transportation.” In the Matter ot Methodology to
be Fmpleved m Deternining the Ranlroad Industry's Cost of Capital, $1B Ex Partc No 664,
October 29, 2007 (*U S DOT Reply Comments™), p 11

1
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10 Mr Crowley and Mr Fapp (hercafter “Crowley/Fapp™) present cost of equity

11

estimates from a three-stage model ® While we do not agree with the overly
simphistic way i which Crowley/Fapp implement their three-stage model. their
willingness to discuss this approach 1s encouraging for finding common ground
An mmportant shortcoming of the Ciowley/Tapp three-stage model 15 that the
estimates are bascd only on the actual growth in dividends. and so the model
ignores other cash flows that equity investors might receive such as stock
buybacks The Crowley/Fapp approach represents an older generation cost of
equity model called a dividend discount model (“DDM™) that has been
supplanted by more modern approaches 7 In fact. the single-stage DCF madel

that the Board proposes 1o replace can also be considered a DDM

Morningstar/Ibbotson incorporates a broader set of potential cash flows for
equity mvestors nto 1ts mulu-stage DCF model by applying cxpectations of
earﬁmgs growth 1o the firm’s cash flows. not just the actual dividend payout
While the Crowley/Fapp DDM yields a raillroad industry cost of equity of 8 67
percent for 2006, the modern three-stage DCF model as mmplemented by
Morningstar/Ibbotson yields a median cost of equity for the railroad industry of
11 4 percent, which 1s very closc to thc 11 0 percent median cost of equity
estimated by Morningstar/Ibbotson using the CAPM ® These results illustrate
that, when properly implemented, the multi-stage DCIF model and CAPM may
serve as uscful cross checks without generating an unworkably wide range of

estimates

“Reply Venfied Statement of Thomas D Crowley and Damel 1. Fapp,” In the Matier of
Methodology to be Emploved in Determining the Ranlroad Industry’s Cost of Capital STB Ex
Parte No 664, October 29, 2007, pp 24-28

See. for example, the discussion of DCF models in Aswath Damodaran, Damodaran on Fafuation
2™ ed . Wiley. 2006, Chapter 5

Cust of Caprial Yea book 2007, Momngstar, Inc p 4-4  Results are tor SIC 4011 {Rairoads,
Line Haul Operating) and incorporate data through March 2007

-4-



[II. RECOMMENDED INPUTS FOR TIIE CAPM

12 The Market Risk Premium. The rationale for basing the market risk premium

13

on a very long time series of historical data 1s well established Conceptually.
the market nsk premium 1s the cexcess return over the nsk-free rate that
investors demand for holding a well-diversified portfolio of investments
Because the return on even a well-diversified portfolio can be extremely volatile
in the short-run. a large number of observations are required to obtain a
reasonably precise and stable estimate of the market risk premium To obtamn a
large number of observations 1n this case requires the use a long time series of
historical data While the Board has expressed concern that the usc of a long
time senies may introduce irrelevant information into the estimate of the market
nsk premium. 1t 1s important to rccognmze that many types of historical cvents
tend to repeat themselves over time, and so even events that occurred long ago
may tell us somecthing about the future performance of financial markets as a
whole Morningstar/Ibbotson explans the relevance of including data as far
back as 1926 to estimate the market nisk premium as follows
The 81-year period staring with 1926 1s representative of what can
happen 1t includes high and low returns. volatile and quict markets.
war and peace, nflation and deflaton. and prospenity and
depression  Restricting attention to a shorter historical period
underestimates the amount of change that could occur in a long
future period Finally, because historical event-types (not specitic
events) tend to repeat themselves, long-run capital market return
studics can reveal a great deal about the futurc Investors probably

expect “unusual” events to occur [rom time to trme. and their return
expectations rellect this °

While Crowley/Fapp currently endorse the Board’s use of a 50-year average. it
1Is important to notc that Mr Crowley himsclf used a market nsk premium
estimate of 7 1 percent produced by Morningstar/Ibbotson (which was based on
data beginning in 1926) when implementing the CAPM 1n testmony submitied

to the Board as recently as Apnl 28. 2006 Furthermore. Mr Crowley noted 1n

9

SHBI, pp $2-83



14

15

16

his testimony that “’l he Ibbotson calculation ol the equity nsk premum s

widely considered the best estimate of the cquity risk premium available ~'°

Railroad Betas. In the CAPM, beta measures the incremental nsh that a
particular stock adds to a market portfolio consisting of the entire umiverse of
traded assets'' The specific numerical value of beta depends on the extent to
which changes 1n the price of an individual stock arc statistically related to
changes n the price of the market portfolio While no hard and fast rules exist
for estimating beta. a relatively short time period -- typically 5 vears or less -- 1s
the most common pracuice and 1s usually appropriate  To ensure enough
vbservations are available for a recasonably precise estimate of beta, weekly

price data are ofien used rather than monthly data

Using a long historical time series to estimate beta 1s problematic because beta
depends primanly on how changes in a company’s stock price are tied to
changes 1n the overall cconomy. Such relationships can and do change
substantially over time as a [irm’s mix of business changes. the firm acquires or
divests assets, or the ratio of debt to equity changes. just to name a few factors
Such changes directly affect a firm’s beta and the premium over the risk-free

rate that investors will demand to hold that particular stock mn their portfolio

Using a rclatively short time period to estimate beta may appear to conflict with
the practice of using as much data as possible when estimating the market nsk
premium. but in fact there 1s no contradiction  The relevance of past events to
predicting the future performance of financial markets as a whole 1s
fundamentally different Irom the relevance of past events to predicting the
future performance of a particular firm or industry For cxample. as we
previously indicated in our September 27, 2007 venfied stalement,

Morningstar/Ibbotson maintains that the events of September 11, 2001 may

“Venified Statement of Thomas D Crowley 7 In the Matter of Railroad Cost of Capital 2005, STB
Fx Parte No 558, April 28. 2006 pp 11-12 16 (ciung Shannon P Pratt. Cost of Capudl,
Estmanon and Appheanons 2™ ed  Wiley, 2002, p 116)

In practice equity indices such as the S&P 500 are typically used as proxies” for the universe of
traded assets

-6-



have brought about a fundamental change 1n the nsk associated with particular
companies "2 However. from the perspective of financial markets as a whole,
such cvents are not unlike other major events regarding war and peace that have
occurred n the past. such as the 1941 attack on Pearl Ifarbor But while data
from 1941 may help to define the nisks facing financial markets as a whole
going lorward, such dala have no bearng on how stocks in any industry today
would be expected to respond to changes in the overall marhket. and so should

play no role in estimating beta

17 In previous submissions we have presented clear cvidence that railroad betas

have increased as the five-year estimation period 1s extended into 2007 2 As
railroads have become a more ntegral part of the global supply chain 1n recent
years. railroad stock prices have become more closely tied to factors affecting
the economy as a whole, with the result being that railroad betas have once

agan nereased towards 1 0, and 1n some cases now exceed 10

18 Regarding the esumation of beta, there appears to be sigmificant common

ground amongy the parties The WCTL and its experts essenually agree with our
view regarding the appropriate sample period The WCTIL. has stated that “a
measurement period of as short as 5 years. which 1s the period used by Ibbotson
and some other notable providers (Value Line. Standard & Poor’s, and Mermill

nls

Lynch), would also be reasonable Furthermore, 1n therr reply venfied

SBBL, p 107 (“After September 11, 2001 Southwest Airlines, together with other airhines, was
torced to cope with reduced arlme travel, the implementation of new safety and security
measures, restructuring. and other changes Measuring the beta of Southwest Arrlines using a
longer ime period may not be appropnate due to differences n the risk characteristics of the
company pre- and post-September 11. 2001 7)

See “Venfied Statement of R Glenn Hubbard and Bruce E Stangle.” In the Matter of
Methodology te be Employed in Determiming the Raulroad Industry’s Cost of Capital STB Ex
Parte No 664, September 27, 2007, Txhibits 1a-1d

For evidence on ranlroad betas over time, see written testumony of Bruce E Stangle, * Summary of
the Presenlation of the American Association of Railroads. ™ In the Matter of Methodology 10 be
Employed in Determining the Raviroad Industrs *s Cost of Capital STB Ex Parte 664 I'ebruary 12.
2007 Frgure |

‘Opening Comments of the Western Coal Traffic l.eague.” In the Matter of Mcthodology to be
Employed in Determiming the Railroad Industry’s Cost of Capital S1B kx Parte No 664,
Scptember 27, 2007, p 7

-7-



statement. Crowley/Tapp note that “the STB’s proposed use of a 10 vear
analysis period 1s outside the norm of analvsis periods used by commercial

suppliers of financial data ™'

[V. CONCLUDING OBSERVATIONS

19

21

Our review of the record 1n this proceeding indicates a substantial amount of
consensus on certain key 1ssues, and we urge the Board to reconsider 1ts original
proposal 1n light of the record that has been developed The similanity among
prior expert submissions has also been noted in the reply comments of the U S

Department of Transportation 17

To the extent that the Board may use the CAPM going lorward, we believe it 1s
ertically important that kev mputs 10 the CAPM ot be esiimated 1n the manner
oniginally proposed by the Board All ol the key mputs to the CAPM are
available through highly reputable financial data providers using methodologies
that arc superior to thosc proposed by the Board ‘Lhe use of a commercially
available set of estimates would be a cost-eflective wayv 10 make the process

morc opcn and transparent

In addition, giving results from a mult-stage DCF model equal weight to the
CAPM results would not only serve as useful cross check on the CAPM. 1t
would also help to cnsure a degrec of consistency with prior STB decisions In
regulating an industry. we believe that great care must be taken to avoid
creating 1nefficient nvestment incentives and to avoid abruptly and
significantly changing the regulatory environment that fluenced past

investment decisions

‘Reply Vertfied Statement of Thomas D Crowley and Dansel 1. Fapp,” In the Matter of
Methodology to be Employed 1n Determming the Railroad Industry's Cuost of Capital STB Ex
Parte No 664, October 29, 2007, p 8

U S DOT Reply Comments.p |1
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l My name 1s Stewart C Mycers | am the Robert C Merton (1970)
Professor of Finance at MIT's Sloan School of Management [ submitted verified
statements to the Board on behalf of the Association of American Railroads (AAR) and
its member railroads in this proceeding on September 27 and October 29, 2007 This
written testimony summarizes the points that | pian to make during my cral testimony

before the Board on December 4, 2007

Models for estimating the cost of equity

2 The Capital Assct Pricing Model (CAPM} 1s a usetul model, but the Board
should not take the model as hiterally true and complete or rely on 1t exclusively The
Board should recognize that the CAPM generates a range of cost of equily estimates, not
precise measurements  The Board should not discard other useful information,

particularly from Discounted Cash I low (DCF) models



Reasonable inputs for the CAPM

3 The divergence of CAPM cost of cquity cstlmlatcs in this procceding
comes primarily fiom differences 1in two inputs  the market sk premiwwm (MRP) and
beta

4 The Board’s proposed MRP of 5 2%, based on a 50-year average from
1956 ta 2005, 1s ifl-advised Standard practice averages over longer periods. in order to
isolate investors” underlying cxpectations from shorter-term market volaulity  For
example. the average MRP vs long-term bond 1eturns 1s 6 6% from 1900 to 2006
Ibbotson SBBI reports 7 1% from 1926 to 2005 ' WCTI. witnesses Thomas D Crowley
and Daniel I. Fapp have described the Ibbotson SBBI average as “widely considered the
best estimate of the equity nisk premium avatlable ™

5 The Board's proposed method of estimating betas from ten vears of
monthly returns 1s also 1ll-advised  Standard pracuice uses returns from the most recent
three to five vears to avoid contamination from market conditrons that no longer prevail
The ten-year betas proposed by the Board illustrate this problem A ten-yénr period
reaches back to returns in the dot com and technology boom and bust Railroad betas
were unusually low during that period because the stock market was driven largely by
Muctuations 1n the prices of dot coms and other tech stocks Recent estimates indicate
that rmlroad betas are close to 10 and increasing, as shown by Table 1 from my

Scptember 27 statement and Figure | (Panels A and B) from my October 29 reply

' Sce lable 3 of my September 27 VS  The table 1s reproduced for convenience at the
end of this testimony

* V'S of Thomas D Crowlkey and Danel L Fapp in Cx Parte No 3538 (Sub-No 10), July
25.2007.p 6

tJ



statement 1 have attached this table and figures here, as well as a plot (Panel C) of betas
estimated from three years of weekly returns Pancl C suggests that raillroad betas are
now above | 0

6 The 1diosyncratic inputs and assumptions used by the STB (and endorsed
by the WCTL) produce CAPM cost of equity estimates ranging from 8 4% to 9 0% for
2005 These estimates arc much too low The CAPM. implemented with reasonable
ranges for MRPs and beta, gives cost of equity estimates ranging from 9 1% to 12 2% for
2007. and only shghtly lower estimates for 2005  Although | have not calculated a final

pomt estimate. 11% 1s a good illustration of standard practice >

DCF models

7 The Board has expressed concern that a constant-growth DCF model can
produce upward-biased cost of equity estimates for firms with high near-term projected
earmings growth Two- or three-stage DCF models can correct such biases, but these
models can also introduce downward bias if thewr assumptions are wrong For example,
WCTL witnesses Mr. Crowley and Mr Fapp now propose a three-stage DCF model that
assumes an imtial growth stage of five years and a transition to a terminal growth rate
afler 15 years® Their model assumes that dividend piavout ratios will remain constant
forcver But | understand that the demand for rail transportation 1s likely to continue

growing for several decades ® In addition, average dividend yields for the major railroads

* See my Scptember 27V S atp 11 and my October 29 V'S atpp 7-9
* Reply V S of Thomas D Crowley and Daniel . Fapp, October 29, 2007, pp 25-28

} Cambnidge Systematics, Inc. Nattonal Rad Freight Infrastructure Capacuy and
Investment Study (September 2007). attached to AAR comments filed September 27.
2007



arc now rclauvely low When growth and investment slow down. payout rauos should
rsc® 1 doubt that the DCI model proposed by Mr Crowley and Mr kapp can produce

accurate results, given rallroads’ likely future investment and payout policies

Financing

8 The Board should decline WCTL's invitation to reduce the overall
weighted average cost of capital for the ratlroad industry on the theory that the industry 1s
financed with too much equity and too little debt There 1s no magic n financial
leverage Increasing the percentage ol debt in railroads’ capital structures would increasc
the financial nsk borne by equity investors. and thus increase their required returns The
net result would be a near-wash for reasonable capital structures

9 The WCTL also seems to say that the raillroads must be revenue-adequate
because they have the cash flow to pay dividends, repurchase shares and support
additional borrowing But untapped borrowing capacity does not prove revenue
adequacy Recvenue-inadequate firms can borrow moncy Railroads will borrow to
modernize and cxpand only if they believe that future retumns will justify the investment

10 Paying dividends and repurchasing shares does not prove that railroads
could expect adequate returns if the amounts distnibuted were reinvested instead  But
railroads’ recent cash payouts arc small compared with capital investment and not
unusually high compared to historical payouts See the attachcd Figure 2 from my

verified statement of Oclober 29

® ‘Ihe returns expected by investors also nclude distributions by stock repurchases The

DCF model oftered by Mr Crowley and Mr Fapp only considers dividends

-4-



Setting the cost of equity

I My October 29 reply vertficed statement pre.;enls a range for the cost of
cquity from about 9% 10 about 2% One could call this a “reasonable range.” though nt
relies only on the CAPM and not on other inputs. such as DCF estimates | he bottom ol
a reasonable range 15 nor a reasonable place to be, however Sctting a cost of equity that
falls below the bottom of a reasonable range would be still worse

12 When choosing a point estimate from a reasonable range for the cost of
equity. the Board should operate in the heart of the range and favor the upper side of it
Railroads face heavy capital investment to modernize and cxpand to meet growth n
demand ‘lhe costs to society [rom underesumating the cost of capital and deterring
investment are likely 10 exceed the costs of overestmating the cost of capital and
encouraging investment  [hgher returns on equity would alse help compensate for
asymmetric nisk railroads’ upside profitabuity 1s hmited by regulation and competition.
but there 1s no corresponding downside protection

13 { understand that the Department ol 'l ransportation has proposed adoption
of some form of transitton from the current onc-stage DCI standard to a future CAPM or
CAPM plus DCF standard A phased transitton makes sense. provided that the transttion
goes to the right place, that 1s. to a sensible and well-supported estimate of the cost of

equity
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BEFORE THE
SURFACE TRANSPORTATION BOARD

METHODOLOGY TO BE EMPLOYED IN )
DETERMINING THE RAILROAD INDUSTRY'S ) Ex Parte No 664
COST OF CAPITAL )

WRITTEN TESTIMONY OF
G. PAUL MOATES
ON BEHALF OF THE
ASSOCIATION OF AMERICAN RAILROADS

My name 18 G Paul Moates. | am a Partner with the law firm of Sidley Austin
LLP and an attorney for the Association of American Railroads (“AAR”) The purposc

of this wntten testmony 1s {0 summanize the main points that I intend to cover at the

Dccember 4 hearing on behalf of AAR

I. THE RECORD IN THIS PROCEEDING, AND THE SHIPPERS’ OWN
STATEMENTS IN OTHER FORUMS, CONFIRM THAT THE
RAILROADS’ COST OF EQUITY IS IN THE RANGE OF 11 TO 14
PERCENT--NOT THE 8.4 PERCENT VALUE ADVOCATED BY WCTL
AND ITS ALLIES IN THIS PROCEEDING.

The record in this proceeding offers strong support for a cost of equity in the
range of 11 to 14 pcrcent, not 8 4 percent, as well as strong support for the following

points

¢ Both the CAPM and DCF models should be considered in estimating the cost
of equity

¢ The input values proposed by thc STB and WCTL for the CAPM and the DCF
are unreasonably low, and the resulting range of cost of cquity cstimates
(roughly 8 4 to 9 0 percent) 1s well below the middle of the range produced by
more reasonable inputs (approximatcly 11 0 to 11 5 percent)

¢ Underestimating the cost of capital would lcad to underinvestment at a point
when large new investment 1s crucial to meet growth in demand



Perhaps the most dramatic cvidence for these propositions, however, does not
appecar 1n this procceding It 1s found in the dockets of the state public utihity
commussions that regulate the maximum rates that franchised electric utilities—including
the members of Western Coal Traffic League (“WCTL™)}—may charge their customers
for market dominant services. In those dockets, the clectric utilitics do not have their
rcturns on cquity limited to eight or nine percent. Rather, they arc gencrally allowed
returns on equity 1n the range of 10 or 11 pcrcent  According to a January 2007 report by
Regulatory Research Associatcs, thc average return on equity authonzed for regulated
clectnc utiliics n 2006 was 10 36 percent, down shghtly from the 10 54 percent
authonzed 1n 2005 and the 10 75 percent authonized 1n 2004 '

Morcover, the clectric utilities typically submit sworn testimony arguing that even
higher returns are warranted Attached as Attachment B 1s a summary of some recent
rate case decisions mvolving the cost of capital of several WCTL members The

decisions reveal that

¢ In justifying their proposed returns on cquity, the electnic utility members of
WCTL often rely on the DCF model as well as the CAPM

e Relying on these models, the utihtics routinely seek authonzed rcturns on
equity 1n the range of 10 to 13 pereent, or even more

The discrepancy between what WCTL and its allies are arguing to this Board, and
what WCTL’'s members and other clectnc utihities tesufy under oath to their own
regulators, cannot be explained away on the theory that utilities arc niskier than the
rallroads. The utilities face considerably less nisk overall than do the rallroads Data

submitted by AAR witness Bruce Stanglc to the Board earhier this year indicate that the

! Regulatory Research Associates, Regulatory Focus (Jan 30, 2007) at 3 (reproduced as
Attachment A, infra)



average clectnc utility beta 15 approximately half the median railroad beta? The
magnitude of this differencc imphes that the cost of equity for railroads should be
approximatcly 4-5 percentage points higher than the cost of equity for utilitics
Furthermore, the inconsistencies between WCTL’s posture here and the clectric
utilities’ sworn testimony 1n their own rate cases extend even to the market nsk premium,
a key CAPM 1nput whose valuc by definition does not vary with the nsk of the particular
industry or firm being studied. In one recent Minnesota proceeding, for example, the
witness for Northern States Power—Minnesota (an affiliate of Xcel Energy, a member of
WCTL) uscd Ibbotson data from 1926 to 2003, explaming that “The calculation of the
market nsk premium should be based on the longest period possible in order to avoid
grving undue consideration to unusual market conditions '™ And 1n a rate case before the
Missoun PSC this year, KCP&L’s cost of capital witness used Ibbotson Associates nisk
premium data for the penod 1926-2005, which he descnibed as “the most widely followed

nsk prcmium data™ Direct Testimony of Samuel C Hadaway on Behalf of KCP&L in

? Ex Parte No 664, Summary of Presentation of the AAR (filed Feb. 12, 2007) at 20-21
(Stangle testimony)

31d at21

* Opening Testimony of Robert V. Hevert on Return on Equaty filed September 17, 2004,

in Minnesota PUC Docket No G002/GR-04-1511, In the Matter of the Application of
Northern States Power Company d/b/a Xcel Iinergy For authority to Increase Rates for
Gas Uity Service in Minnesota, at 14 (*Hevert Test ) (emphasis added) Seec also, eg.

Direct Testimony of Kathlecn C McShanc on Behalf of lllinois Power Company d/b/a
Amcren IP, filed December 27, 2005 1n lllinois Commerce Commission Docket Nos 06-
070, et al , at 40-41 & Sch 11 (“McShane Test ) (witness for [lhnois Power, an affiliate
of WCTL member Ameren, calculated “achicved™/"cxperienced” equity nisk premium by
using two periods — 1926-2004 (bccausc 1926 was “the first year for which the seminal

Ibbotson Associatcs nsk premium data are available”) and 1947-2004 (“*becausc the cnd
of World War Il marked sigmficant changes in the economic structure, which remain
rclevant today™))



Missounn PSC Case No ER-2007-0291, filed January 31, 2007, at 37* The electnc
utilities’ rehance on the complete Ibbotson data series—all the way back to 1926—to

calculate the market nsk premium appears to be the rule rather than the exception

5 See also, e g, Dircct Testtmony of Zvi Benderly For Wisconsin Public Service Corp ,
filed March 31, 2006, 1n Wisconsin PSC Docket No 6690-UR-118, at 16 (“Benderly
Test ™) (using Ibbotson Associates’ data for the period 1926-2004 to calculate expected
market nsk premium), Direct Testimony of Frank ] Hanley on Behalf of Interstatc Power
& Light Company in Minncsota PUC Docket No. E001/GR-05-748, filed May 16, 2005,
at 38 (“Hanley Test ") (using Ibbotson Associates’ data for time period of 1926-2004 to
denive historical market cquity nsk premium for “risk premium” modcl, “thc usc of
holding period returns over a very long period of time 1s uscful 1n the application of the
beta approach™ Wisconsin Public Service Corporation 1s a member of WCTL, and
Interstate Power & Light Company 1s a subsidiary of a member of WCTL (Alhant
Encrgy) Id at 2, WCTL Comments, Exhibit A

¢ See, e g. The United Illuminating Co, 246 P U R 357, 442, 449 (Conn DPUC 2006)
(utility proposed, and DPUC approved, use of Ibbotson data from 1926 to
2004), Montana-Dakota Utiiies Co , 222 P U R.4th 36, 51 (N D PSC 2002) (1n his nsk
premium analysis, utility's witness used Ibbotson data going back to 1926 to calculate
historical differences 1n experienced carmngs from stocks and bonds), Fitchburg Gas and
Electric Co, DT E 02-24/25, 2002 WL 39958793, at *98 (Mass D T E, Dec. 2, 2002)
(utility proposed nsk premium based on 1926-2001 Ibbotson data), Consumers Maine
Water Co —Millinocket, 204 P UR 4th 316, 334-335 (Mc PUC 2000) (unlity
used Ibbotson data for period since 1926 to calculate “historical” nsk premium, and
commussion adopted nsk premium adopted risk premium from the pcriod 1926-1998
from Ibbotson's yearbook); San Diego Gas and Flectric Co, 196 P U R 4th 438, 1999
WL 687698 (Cal PUC 1999) (two electric utilitics developed risk premium using 1926-
1997 period or 1947-1997 period data from Ibbotson), PS! Energy, Inc, 173 P UR 4th
393, 414 (Ind UR.C 1996) (utility used markct prcmium based on Ibbotson data for
peniod 1926-1994), Consumers Power Co, 167 P U R 4th 461, 474 (Mich. PSC 1996)
(utihity used market nsk premium bascd on Ibbotson's 1926-1994 histonical data); GTE
Northwest, Inc , Case No UT 113, Order No 94-336, 1994 WL 114354, at *14 (Or, PUC
1994) (utility developed upper end of range of nsk premium by using lbbotson data for
1926-1991), GTE Califorma Inc , 30 CP U C 2d 433 (1988) (utility's witness uscd 1926-
1987 Ibbotson data to calculatc histonical nsk premium), Pennsylvama Public Unhty
Commussion v Philadelphia Suburban Water Co , 61 Pa PUC 328, 370 & n 19 (1986)
(utthity determined nisk premium using data “for a penod of almost 60 years based on the
well-known methods of Ibbotson and Sinquefield™)

-4-



IL UNDERESTIMATING THE COST OF CAPITAL WOULD LEAD TO
UNDERINVESTMENT AT A TIME WHEN MASSIVE ADDITIONAL
INVESTMENT IS CRUCIAL TO MEET ANTICIPATED GROWTII IN
DEMAND.

The record also makes clcar that sctting the rcgulatory cost of equity below the
railroads’ actual cost of equity could discourage nccessary investment 1n cxpanding the
capacity of the rail system just when such increased capacity 1s crucial to mect decades of
anticipated growth 1n demand. The shippers’ responscs are hitlc morc than exercises
demal.

Some parties assert that the debate over the railroads’ cost of cquity 1s academic
because the outcome of this proceceding will have no real effect on the railroads’ actual
rates or carmings See, e g, Reply Comments of the Hon Brian Schweitzer and grain
shippers (Oct 29, 2007) at 3-8, WCTL Reply Comments at 28 Those partics’ claims are
behed by the zeal with which they have pursued this 1ssuc  If they really behieved that
reducing the return on cquity as determined by the Board would have no cffect on
railroad rates or rcvenuc, why have the shippers invested litigation resourccs n this
procceding and rclated cost of capital proceedings? The answer 1s obvious. As AK Steel
has forthrightly stated, changes in the Board’s cost of capital determination could
“dramatically” change the STB’s *junisdictional threshold”—and could have an *“‘cven
greater effect on ‘stand-alone’ cost maximum ratc calculations™ as wcll as on revenue
adequacy determinations AK Steel Reply Comments at 3.

The shippers’ further response—that liftle or no additional investment 1n network
capacity will be nceded to meet the anticipated growth in railroad traffic over the next
scveral decades—is equally fanciful See Arkansas Electric Reply 4-6, WCTL Reply 25
The notion that “growth 1n traffic volume™ or “productivity improvements” would cnablc

the railroads to handle the additional growth in traffic volume without major additional



capital investment 1s frtvolous Growth 1n traffic volume will not matenalize beyond the
capacity of the railroad nctworks to handle 1t; and the capacity will not matenalize unless
the railroads anticipate earming an adequate return on the necessary investment Further,
the $148 billion cstimate of the additional capital investments developed by Cambnidge
Systematics (attached to AAR’s September 27 comments) 1s merely for the expansion of
infrastructurc capacity (track, signals, and structurcs), and docs not includc the on-going
capital investment nceded for infrastructure replacement Morcover, this estimate also
excludes the additional necessary investments 1n additional freight cars, locomotives,
labor and technology. and the related outlays for replacement and maintenance of thesc
assets The finding of the study that Class I ratlroads could fund $96 billion of the
additional capital investment assumes continued growth in the productivity of a given
infrastructurc— e, that more tonnage could be moved over a double track CTC hne by
I runming longer trains with heavier loadings per car—with no additional costs incurrcd
from the nccessary operational changes For these reasons, there 1s (and can be) no

sertous dispute to the assessment offered by DOT

even 1f this precise amount [the $148 billion cstimate] 1s scif-serving, there
18 no dispute from any quarter that massive capital investment 1s required
Still more will be necessary if railroads are to grow their market share and
provide some relief to highway congestion and pollution

DOT Rcply Comments at 6-7

I1l. PROPOSALS FOR TRANSITIONING TO A NEW COST OF EQUITY
STANDARD

The DOT, 1n 1ts reply comments, urges the Board, in “the intercsts of avoiding
untoward consequences for investment decisions 1n an industry in need of substantial

capital investment,” to “implement 1its chosen methodology 1n a gradual manner 1if that



model results 1n a sigmficant difference from the cost of capital as calculated in recent
yecars ” DOT Reply Comments at 2.

AAR agrees with the DOT that adoption of a methodology for determining the
ratlroad industry’s cost of capital would reduce the willingness of investors (and therefore
rallroad managements) to deploy capital in the railroad mmdustry if the revised
methodology produced cost of equity and cost of capital values significantly below those
produced by the Board's long-cstablished DCF model The reduced cost of equity
proposed by the Board and many partics in this procceding would be a radical departurc
from a quarter century of precedent Not once since 1982 has the Board or the 1CC found
the ra1lroad industry cost of equity to be below 12 4 percent 1n any year Morcover, the
harms resulting from such a large reduction in the cost of equity would be real, and
ultimately would be borne by all railroad constituencies—including employces, shmppers
and American consumers But the answer to these concerns 1s not to transition to an
inadequate and erroneous methodology, but to get the methodology night in the first
place To accomplish that, the Board nccds to correct the proposed inputs to the CAPM
model and to give weight to a multi-stage DCF model as well—not as a transitional

remedy, but as a pcrmancnt solution.



ATTACHMENT A

Regulatory Research Associates, Regulatory Focus
(January 30, 2007)



PRl Eiony Resparcl ASSuEREieEs N An SNLEnerey Company

REGULATORY FOCUS

January 30, 2007

MAJOR RATE CASE DECISIONS--JANUARY 2005-DECEMBER 2006
SUPPLEMENTAL STUDY

This Supplemental Study was preparced 1n conjunction with the Regulatory Study entitled Mayor
Rate Case Decisions--January 1990-December 2006 that will be uploaded to our website later today The
Supplemental Study contains chronological histings of all clectric and gas cascs for the years 2005 and
2006 Thesc histings, with key data concerning each case, appear on pages 5 through 10 of this report
Tables summanzing cascs decided n the last 11 ycars appear on pages 2 and 3 The average return on
cquity (ROE) authorized electric utilities in 2006 approximated 10 4%, compared to 10 5% n 2005
There were 25 clectric ROE determinations in 2006, and 29 in 2005 The average ROE authorized gas
utihitics also approximated 10 4% n 2006, comparcd to 10 5% 1n 2005 There were 15 gas cases that
included an ROE determination in 2006, and 26 in 2005 We nole that these ROEs are simple, non-
weighted averages Not included in these averages 1s a September 20, 2006 steam rate casc decision for
Consolidated Edison of New York, in which the New York Public Scrvice Commussion adopted a
sctticment that incorporates a 9 8% return on common equity (48% of capital) and a 7 74% return on rate
basc

After rcaching a low in the late-1990’s and carly-2000's, the number of equity return
determinations for cnergy companics has gencrally increased over the last several years Increased costs
{especially medical imsurance and pension cxpenscs), the need for gencration and delivery system
infrastructure upgrades and expansion at many companics, and the expiration of restructuning-related rate
freezes arguc for a continuation of the increascd level of rate casc activity over the next several years
However, relatively low inflation and interest rates, competitive pressures, technological improvements,
the usc of scttlements that do not specify return parameters, and a reduced number of companies due to
mergers, may prevent the number of rate cases and equity return detcrminations from significantly
mcreasing further We note that electric industry restructuring in many states has led to the unbundling of
rates, with state commissions authonzing revenue requirement and return parameters for distribution
and/or transmission operations only (which we footnote 1n our chronology), thus complicating ustorical
data comparability

The individual clectric and gas cases listed on pages 5 through 10 are presented with the decision
date shown first, followed by the company name, the abbreviation of the state 1ssuing the decision, the
authorized rate of return (ROR) and ROE, and the common cquity component of the adopted capatal
structurc If the capital structure included cost-frec capital or investment tax credit balances at the overall
rate of return, an asterisk (*) follows the number in this column Next we show the month and year in
which the adopted test year ended, whether the commussion utihized an average or a year-cnd ratc basc
valuation, and the amount of the permanent rate change authonzed Fucl adjustment clause rate changes

arc not reflected 1n this study

(Text continued on page 4 )



Average Equity Returns Authorized January 1996 - December 2006
{Return Percent - No of Observations)

Electnc Gas
Rencd _Utilies_ Utlibes
1996  Full Year 11 39 (22) 11 19 (20)
1997  Full Year 1140 (1) 1120(13)
1998  Full Year 11 66 (10) 11 51 {10)
1989  Full Year 10 77 (20) 1088 (9)
2000  1st Quarter 1108 (5) 1071 (1)
2nd Quarter 1111 (2 1108 (4)
3rd Quarter 1168 (2) 133 {5) .
4th Quarter 1208 (3) 1250 (2)
I 2000  Full Year 1143(12) 1139 (12)
2001 1st Quarter 1138 (2) 1116 (4)
2nd Quarter 1088 (2) 075 (1)
3rd Quarter 1078 (8) - O
4th Quarter 1150 {8) 1065 (2)
| 2001  Full Year 1109{18 1095 (7
2002  1stQuarter 1087 (5) 1067 (3)
2nd Quarter 1141 (8) 1164 (4)
3rd Quarter 1106 (4) 1150 (3)
4th Quarter 1120 (7) 1078 (11)
l 2002 Full Year 11 16 (22) 1103 (21)
2003  1st Quarter 1147 (7) 1138 (5)
2nd Quarter 1116 @) 1136 4)
3rd Quarter 095 (5) 1061 (5)
4th Quarter 1109 (6) 1084 (11)
l2003 Full Year 10 97 (22) 10 89 (25) I
. ________________________________________
2004  1st Quarter 1100 (3) 110 (4)
2nd Quarter 10564 (6) 1025 (2)
3rd Quarter 1033 (2) 1037 (8)
4th Quarter 1091 (B) 1066 (6)
IZOM Full Year 1075(19) 10 58 (20)
2005 1st Quarter 1051 (7) 1065 (2)
2nd Quarter 1005 {7) 1054 (5) .
3rd Quarter 1084 (4) 1047 (5)
4th Quarter 1075({11) 1040 (14)
| 2005  Full Year 10 54 {29) 10 46 (26) I
2006  1st Quarter 1038 (3) 1063 (6)
2nd Quarter 1069 (5) 1050 (2)
3rd Quarter 1006 (7) 1045 (3)
4th Quarter 10 39 (10) 1013 {4)

[ 2006  Full Year 10 36 (25) 10 44 (15)

RRA



RRA

Electric_Utilitles--Summary Table*

ROR ROE Eq as % Amt.
Period %__ %_ Cap, Struc, $ Mil,
1996  Full Year 921 (20) 1139 (22) 44 34 (20) 56 (38)
1997  Full Year 916 (12) 1140 (11) 4879 (11) 553 3 (33)
1998  Full Year 944 (9) 11 66 (10) 4614 (8) -429 3 (31)
1999  Full Year 881(18) 10 77 (20) 4508 (17) -1,683 8 (30)
2000  Full Year 920 (12) 1143 (12) 48 85 (12) 291 4 (34)
2001  Full Year 893 (15) 1109 (18) 47 20 (13) 142(21)
2002  Full Year 872(20) 1116 (22) 46 27 (19) 4754 (24)
2003  Full Year 8 86 (20) 1097 (22) 4941 (19) 3138(22)
2004  Full Year 844 (18) 1075 (19) 4684 (17) 1,092 6 (30)
2005  1st Quarter 867 (6) 1051 {7) 4455 (7) 4821 (8)
2nd Quarter 827 (5) 1005 (7) 4830 (5) 1802 (9)
3rd Quarter 778 (4) 1084 (4) 4358 (4) 402 (5)
4th Quarter _837(11) 1075 (11) 4855 (11) _ B7T12(14)
2005  Full Year 8 30 (26) 10 54 (29) 4673 (27) 1,373 7 (36)
2006  1st Quarter 813 (3) 1038 (3) 5025 (3) 4446 (9)
2nd Quarter 802 (5) 1069 ({5) 4540 (4) . 1307 (6)
3rd Quarter 789 (7) 1006 (7) 4686 (6) 2513 (9)
4th Quarter 855 (9) 10 39 (10) 50 59 (10) 638 4 (18)
|2oos Full Year 820 (24) 10 36 (25) 48 67 (23) 1,485 0 {42)
Gas_Utllitles—Summary.Table*
1996  Full Year 925 (23) 11 19 (20) 47 69 (19) 193 4 (34)
1987  Full Year 913 (13) 1129(13) 4778 (11) 825 (21)
1998  Full Year 948 {10) 11 51 {10) 49 50 {10) .93 9 (20)
1999  Full Year 886 (9) 1066 (9) 4906 (9) 5t 0 (14)
2000  Full Year 933 (13) 1139 (12) 4859 (12) 135 9 (20)
2001 Full Year 851 (6) 1085 (7) 4396 (5) 1140 (11)
2002  Full Year 8 80 (20) 1103 (21) 4829 (18) 303 6 (26)
2003  Full Year 875(22) 10 99 (25) 4993 (22) 260 1 (30)
2004  Full Year 834 (21) 10 59 (20) 4590 (20) 303 5 (31)
2005  1st Quarter 819 (3) 1065 (2) 4300 (1) 508 (4)
2nd Quarter 817 (5) 1054 (5) 4769 (4) 995 (6)
3rd Quarter 815 (6) 1047 (5) 4954 (5) 753 (7)
4th Quarter 833(15). 1040 (14) 4903 (14)_ 2328(17)_
2005  Full Year 825 (29) 10 46 (26) 48 66 (24) 458 4 (34)
2006  1st Quarter 862 (6) 1063 (6) 5118 (6) 1387 (6)
2nd Quarter 798 (1) 1050 (2) 4438 {2) 48 (2)
3rd Quarter 815 (3) 1045 (3) 4719 (3) 388 (5)
4th Quarter 782 (5) 1013 (4) 4415 (4) 2685 (11)
2008  Full Year 822 (15) 10 44 {15) 47 60 (15) 4412 (24)

* Number of observations in each penod indicated in parentheses
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The table on page 2 shows the average ROE authonized annually since 1996 and by quarter sincc
2000, 1n major electnic and gas rate decisions, followed by the number of observations 1n cach period
The tablcs on page 3 show thc composite clectric and gas industry data [or all the cases included in the
chronology of this and carlier reports, summarized annually since 1996 and by quarter for the past
cight quarters

The table below tracks the average equity return authorized for all clectric and gas rate cascs
combined, by year, for the last 17 years As the tablc reveals, since 1990 authorized ROEs have generally
trended downward, reflecting the significant decline 1n interest rates that has occurred over this time
frame The combincd average cquity returns authorized for all utilitics m cach of the ycars 1990 through
2006, and the number of observations for each year arc as follows

1990  1269% (75) 1999  1074% (29)
1991 1251  (80) 2000 141 (29
1992 1206  (77) 2001 1105  (25)
1993 1137 (77 2002 1110 (43)
1994 1134  (59) 2003 1098  (47)
1995 1151  (49) 2004 1067 (39)
1996 1129  (42) 2005 1050  (55)
1997 1134  (24) 2006 1039  (40)

1998 1159 (20)

Denmis Sperduto

Copynght £ 2007 Regulatory Research Assuciates, Inc - Reproduction proited without prior authorization
Regulatory Research Associates, Inc 15 un SNL Lnergy company (www snlencrgy com)
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o ELECTRIC UTILITY DECISIONS
Common
ROR ROE Eq as %
Date Company (State) % % Cap. Str.
1/8/05 South Carolina Electng & Gas (SC) 884 1070 50 31
1/28/05 Aquila Networks-WPK (KS) 873 10 50 33863
2/18/05 Puget Sound Energy (WA) 840 1030 4300
2/25/05 PacifiCorp (UT) 837 1050 47 80
3/10/05 Empire Distnct Electnc (MO) 918 11 00 49 14
3/16/05 Domimion North Carolina Power (NC) — — —
3/24/105 Consolidated Edison of New York (NY) 808 1030 48 Q0
3/31/05 Texas-New Mexico Power (TX) —_ 1025 40 00
2005 1ST QUARTER AVERAGES/TOTAL 857 1051 44 55
OBSERVATIONS é 7 7
4/4/05 Cantral Vermont Public Service {VT) 814 1000 5553
4/7/105 Anzona Public Service (AZ) 780 1025 4500 (Hy)
&§/2/05 Public Service Co of Oklahoma (OK) — —_ —
5/18/05 Entergy Louisiana (LA) 876 1025 4873
5M8/05 Wisconsin Electnc Power (WI) - - —_
5/25/05 Savannah Electnc and Power (GA) —_ 1075 —_
5/26/05 Aflantic City Electnc (NJ) 814 975 46 22
5/26/05 Idaho Power (ID) - - -_
6/1/05 Jersaey Central Power & Light (NJ) 850 975 4600
6/8/05 Public Service New Hampshire (NH) — 962 (R, —
Gn)
2005 2ND QUARTER AVERAGES/TOTAL 827 1005 48 30
OBSERVATIONS 5 7 5
7/18/05 Wiscansin Power and Light (W) 941 (G) 1150 8175
7/22/05 PactfiCorp (ID} — — —
8/5/05 Cap Rock Energy (TX) 617 175 2500 {(Hy)
8/15/05 AEP Texas Central (TX) 748 1013 4000
9/28/05 PacdiCorp (OR) 806 1000 47 56
2005 3RD QUARTER AVERAGES/TOTAL A} 1084 4358
OBSERVATIONS 4 4 4
12/9/05 Empire Digtnet Elecing (KS) —_ — e
12/12/05 Madison Gas and Electnc (WI) 888 (G) 1100 56 65
12/13/05 OGE Electne Service{OK) 866 1075 55 69
12/16/05 Pacific Gas and Electnc (CA) 879 1135 5200
12/16/05 San Drego Gas & Electnc (CA) 823 1070 49 00
12/16/05 Southemn California Edison {CA) 877 11680 48 00
12/21/05 Cincinnah Gas & Electne (OH) . 824 1029 47 53
12121105 Avista (WA) 911 10 40 40 00
12/22/05 Consumers Energy (M1) 678 1115 3631
12/22/05 Wisconsin Public Service (W1) 882 (G) 1100 5973
12/28/05 Westar Energy North (KS} T89 1000 44 59
12/28/05 Kansas Gas and Electnc {KS) 789 1000 44 59
12/28/05 Dayton Power & Light (OH) — —_ -
12/30/05 NSTAR Electnc (MA) — — —
2005 4TH QUARTER AVERAGES/TOTAL 83t 1075 4855
OBSERVATIONS 1 1 i}
2005 FULL-YEAR AVERAGES/TOTAL 830 1054 4873
OBSERVATIONS 2 29 {4

Test Year
&
Rate Base

12/04-YE
12/03-YE

9/03-A
306

12/03-YE
12/03
3M06-A

12f03-A
12/02-YE

6/03-YE

12/02-A
12/05-A

12/02-YE

12/02-YE

6/06-A/P

9/03-YE
6/03-YE

12/06-A

12/06-A/P
12/04-YE
12/06
12/06
12/08
6/05-A
12/04-A
12/03-A
12/06-A/P
12/04-YE
12/04-YE

Amt
S Mil.
414

74

566 )
510 (B)

267 (B)
120 (B)
3250 (B.Z,TD)
430 (B.DY)

4821
8

72 (R)
678 (B)

89 (B)
00 (B)
597
96 (B)
-31 (DI,B)
94

511 (Di,B)

180 2
9

188
58 (B)

13
-8 8 (TD.B)

259 (Bp)

22 (B)
359
423
33
00
-26 4
515 (D1,B)
221 (B)
1774
799
242
212
2500 (E.B.2)
300 (B,Di,1)

6712

14
13737
36
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ELECTRIC UTILITY DECISIONS {continued)
Common Test Year
ROR ROE Eq.as % & Amt.
Date Company. (State) —_ —%_ Cap Str Rato_Base $Mil

1/5/06 Northem States Power (WI) 894 (G) 1100 53 66 12/06-A 434
1/25/08 Wisconsin Electnc Power (WI) —_ - —_ - 2297 (2)
1/27/06 United llluminating {CT) 688 (3) 875 48 00 12/04-A 412 (R,D1,2,3)
2/23/06 Aquila Networks-MPS (MO} —_ — —_— -— 22 4 (B)
2/23/06 Aquila Networks-L&P (MO) —_ — —_— —_ 39 (B)

3/3/06 Interstate Power and Light (MN) 858 10 39 49 10 12/04-A 12 (1,B)
3/14/06 Kentucky Power (KY) - — - - 410 (B)
3/24/06 PacifiCorp (WY) - —_ - - 250 (B.2)
3/29/06 Entergy Gulf States (LA) —_ —_ — - 368 (1.B)

2006 1ST QUARTER. AVERAGES/TOTAL 813 * 10.38 5025 444 6
MEDIAN 8.58 10.39 49.10 -
OBSERVATIONS 3 3 3 9

417106 PacifiCorp (WA) 810 1020 46 00 9/04-A 00
4/18/06 MidAmencan Energy (lA) — 1190 (4) —_ - -
4/26/06 Sierra Pacific Power (NV) 896 10 60 40 76 5/05-YE -140
5/12/06 Idaho Power (ID) 810 — —_ 12/05 181 (B)
5/17/06 Southem Califorma Edizon (CA) — - — 12/06-A 1339 (5)

6/6/06 Delmarva Power & Light (DE) 717 1000 4772 3/05-A 111 (DY
&6/27/106 Upper Peruinsula Power (M) 776 1075 4712 * 12/06 38 (B)

2006 2ND QUARTER: AVERAGES/TOTAL 802 1069 4540 T 1307
MEDIAN 8.10 10.60 48.56 -
OBSERVATIONS 5 5 4 ]

7/6/06 Mane Public Service {ME) 845 1020 5000 12/05 18 (B.Dv)
7/24/06 Central Hudson Gas & Elecinc (NY) 705 (6) 960 45 00 3/06-A 537 (B.Z.TD)
7/26/06 Appalachian Power (WV) 760 1050 -_ 12/04-A 1117 (B.2)
7/28/06 Commonwealth Edison (IL) 8o1 1005 42 86 12/04-YE 826 (RTD.7)
8/23/06 New York State Electnc & Gas (NY) 718 955 4160 12007-A -36 3 (TD)
8731706 Detroit Edison (MI) — - —_ — -788 (B.2)

9/1/06 Northern States Power (MN) 881 1054 5167 12/06-A 1315 (1.8)

9/5/06 CenterPoint Energy Houston Electric (TX) -— - ae- 12105 -57 9 (B,TD)
9/14/06 PacifiCorp {OR) 816 1000 50 00 12/07-A 430 (B,7)

2006 3RD QUARTER AVERAGES/TOTAL 7.89 10.06 46 86 2513
MEDIAN 8.01 1005 47.50 —
OBSERVATIONS 7 7 8 9

10/6/06 Unitil Energy Systems (NH) 870 967 4310 6/05-YE 28 (B,DLZ)
10/27/06 Entergy New Orleans (LA) - e - - 39 (B9)
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_ ELECTRIC UTILITY DECISIONS (continued)
Common Test Year
ROR ROE Eq as % & Amt
Date Company._(State) —%_ %_ Cap Str Rate_Base $ Ml
11/21/06 Delmarva Power & Light (DE) —_— —_— —_ —_ -120 (B,L.TN
11/21/06 Central llinois Light {IL) 794 1012 456 57 12/04-YE 207 (TD)
11/21/06 Central llinois Public Service (IL) 806 1008 48 92 12/04-YE 80 (TD)
11/21/06 llinois Power {IL) 833 1008 5156 12/04-YE 840 (TD)
12/1/06 Duquesne Light (PA) — —_ 4500 12/06 1170 (B,Dv)
12/1/06 PacfiCorp (UT) — 1025 - —_ 1150 (B,Z)
12/1/06 Public Service of Colorado (CO) 885 10 50 6000 — 1070 (B)
12/4/06 Kansas City Power & Light (KS) — ——e —_ - 290 (B)
12/7/06 Central Vermont Public Service (VT) 855 1075 5557 12/05-A 108 (B)
12/14/06 Western Massachusstts Electnc (MA) —_ —_ —_ - 40 {B,D1,Z)
12/18/06 PacifiCorp (ID} - - - - 83 (B)
12/21/06 Duke Energy Kentucky (KY) —_ —_ —_ —_ 490 (B)
12/21/06 Empire District Electnc (MO) 907 1090 4974 12/05-YE 294
12/21/06 Kansas City Power & Light (MO) 883 (E) 1125 5369 12/05-YE 506
12/22/06 Grean Mountain Power (VT) B 65 10256 5276 12/05-A 180 (B)
12/28/06 Black Hills Power (SD) - - - - 79 (B)
2006 4TH QUARTER: AVERAGES/TOTAL 8.55 1039 50.59 6384
MEDIAN 865 1025 50 65 —_
OBSERVATIONS 9 10 10 18
20068 FULL YEAR AVERAGES/TOTAL 8.20 1036 48 67 14650
MEDIAN 825 1025 48 92 —_
OBSERVATIONS 24 25 23 42




e GAS UTILITY DECISIONS
Common
ROR ROE Eq. a3 %
Date Company (Stata) % % Cap Str
1/5/05 Avista Corporation (WA) 868 - —_
2/18/05 Puget Sound Energy (WA) 840 1030 4300
3/29/05 SEMCO Energy Gas (M) 749 1100 —
3/30/05 National Fuel Gas Distribution (PA) —_ - —
2005 1ST QUARTER AVERAGES/TOTAL 819 10 65 4300
OBSERVATIONS 3 2 1
4/13/05 Vectren Energy Delivery of Ohio (OH) 894 10 60 48 10 (E)
4/28/05 Michigan Consolidated Gas (M)) 719 1100 3931
5/4/106 Aguila Networks-KGO (KS) - - —
5/17/05 AmerenlP (IL) 818 1000 5309
6/8/05 CenterPoint Energy Minnegasco (MN) 803 1018 5027
6/10/05 Atlanta Gas Light (GA) 853 (R) 1090 {R}) —
2005 2ND QUARTER AVERAGES/TOTAL 817 1054 47 69
OBSERVATIONS 5 5 4
7/6/05 Entergy Gulf States (LA) 811 1050 4752
7119/05 Wisconsin Power and Light (W) 941 (G) 1150 8175
7/22/05 Nahonal Fuel Gas Distribution (NY) —_ —_ —
8/11/05 Northern States Power (MN) 876 1040 50 24
8/24/05 Mountaineer Gas {WV) 843 —_ -
9/19/05 CenterPamt Energy Arkansas Gas (AR) 53 945 3180 "
9/30/05 Northern lllinois Gas (IL) 885 10 51 56 37
2005 J3IRD QUARTER AVERAGES/TOTAL 8.15 10 47 49 54
OBSERVATIONS 6 5 5
10/3/05 Lacleds Gas (MO) - — —_
10/4/05 Oklahoma Natural Gas (OK) 874 990 48 76
10/14/05 Interstate Power & Light (I1A) ges 1040 49 35
10/21/05 Domimion Hope Gas (WV) — — —_
10/31/05 South Carolina Electnc & Gas (SC) 843 1025 5075
11/2/05 Arkansas Westen Gas (AR) 593 970 3303
11/3/05 Piedmont Natural Gas (NC) 2904 - —_
11/30/05 Bay State Gas (MA) 822 1000 53 95
12/9/05 Arkansas Oklahoma Gas (AR) 661 970 41 04 *(E)
12/12/05 Madison Gas and Elecinc (W) 8 88 (G) 1100 56 65
12/16/05 Pacific Gas and Electnc {CA) 879 1135 5200
12/16/05 San Diego Gas & Electnc (CA) 823 1070 49 00
12/21/05 Baltmore Gas & Elactric (MD) 849 1100 48 40
12/21/05 Awvisia (WA) 91 1040 40 00
12/22/05 Union Light, Heat and Power (KY) 810 (G) 1020 54 45
12/22/05 Wisconsin Public Service (W) 682 (G) 1100 5973
12/28/05 Southern Connecticut Gas (CT) 885 1000 5128
2005 4TH QUARTER AVERAGES/TOTAL 8.3 1040 49.03
OBSERVATIONS 15 14 14

Test Year
&
Rate Base

9/03-A

12105
5/04-YE

12/04-A
12/02-A

12/03-YE

9/05-A
11/05-A

9/03-A
6/08-A/P
7/08-A

12/04-A
12/03-YE

4/04-YE
12/05-A

7/04-YE
12/04-A
12/04-YE
12/04-YE

1/05-YE
12/04
12/04-YE

8/04-YE
12/06-A/P
12/06
12/06
7/05-A
12/04-A
9/06-A
12/06-A/P
12/04-YE

RRA

Amt.
$ Ml

54 (B)
263

71 (B)
120 (B)

508
4

167
608 (1)

27 (B)
113 {Bp)

90 {1B)
00 {R,B,10)

58 (B)
20
210 (B)

58 (1,B)
173 (B.2)

-113

347 (11)

T T 753

7

85 (B)
575 (B)
140 (1,B)
40 (B)
229 (B)

486
224 (B)
11

44

2005 FULL-YEAR AVERAGES/TOTAL 825 1046 4866 458 4
OBSERVATIONS 29 26 24 34
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GAS UTILITY DECISIONS (continued)

Teast Year
&
Rate_Base

12/06-A
12/06-A
12/06-AIP

12/04-A
8/04-YE

12/04-A

5/05-YE

3/06-A
3/05-A

6/05-YE
12/05

10/07-A
12/05-YE

12/06-A
9/05-YE
12/06-A
12/06
12/05

Amt
$.Mil.

39
214
87

225 (B)
493

29 (1,B)

1387

6
49

—{B)
97 (B)

48

141 (B.2D)
00 (B,12)

65 (B,13)
08 (B)
174

388

148 (B.Z.Dn)
152 (B)
986 (B.2)

210 ()
400 (B,7)
520 (B)
808 (N
125 (B)

143 (B)
83 (1,B)
00 (B,14)

Common
ROR ROE Eq.as %
Date Company (State) _%_ _%_ Cap Str
1/5/06 Northern States Power (W) 894 (G) 1100 5366
1/25/06 Wisconsin Electnc Power (WI) 852 (G) 120 56 34
1/25/08 Wisconsin Gas (WI) 829 (G) 120 5020
2/3/06 Publc Service of Colorado (CO) 870 1050 55 49
2/23/06 Southwest Gas (AZ) 840 9 50 40 00 (Hy)
3/1/08 Aquila (I1A) 888 1040 {E) 5139
2006 1ST QUARTER: AVERAGES/TOTAL 8.62 " 1083 5118
MEDIAN 861 1075 52.53
OBSERVATIONS 6 8 6
4/26/06 Srerra Pacific Power {(NV) 798 1060 4076
5/25/06 Atmos Energy (LA) - 1040 48 00 (Hy)
5/26/06 Questar Gas (UT) - - —_
2006 2ND QUARTER. AVERAGES/TOTAL 798 1050 44 38
MEDIAN 798 10 50 44 38
OBSERVATIONS 1 2 2
7/24/06 Central Hudson Gas & Electnc (NY) 705 (6) 960 4500
7i24/06 Virgma Natural Gas (VA) — — —_—
8/20/06 Kinder Morgan (WY) 836 1100 43 56
9/26/06 Chesapeake Utiities {MD) 803 1075 5300
9/27/06 South Carolina Elecinc and Gas (SC) - - —_
2006 3IRD QUARTER® AVERAGES/TOTAL 815 1045 47.19
MEDIAN 8.36 10.75 45.00
OBSERVATIONS 3 3 3
10/20/06 Orange & Rockland Utlhties (NY) 799 980 48 00
10/23/06 Public Service Co of North Carolina (NC) 890 — —
10/27/06 Entergy New Orloans (LA) -— —_ —_
11/02/06 CenterPoint Energy Minnesota Gas (MN) 754 971 46 14
11/09/06 Public Service Elecinc & Gas (M.J) 796 1000 47 40
11/16/06 Kansas Gas Service (KS) —_ —_ v
11/21/06 Consumers Energy (M) 869 1100 3506 *
11/30/06 UGI Penn Natural Gas (PA) - - —
12/4/06 Natonal Fuel Gas Distnbution (PA) —_ - —
12/27/06 Kinder Morgan (NE) - - —_
12/26/06 Columbia Gas of Virgimia (VA) —_ —_ —
2008 4TH QUARTER: AVERAGES/TOTAL 782 10.13 AT
MEDIAN 7.96 990 4677
OBSERVATIONS 5 4 4
2008 FULL YEAR: AVERAGES/TOTAL 822 1044 4760
MEDIAN 836 10 50 48 00
OBSERVATIONS 15 15 15
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FOOTNOTES

A-
B-

Bp-

Di-
E-
G-
Gn-
Hy-
I-
P-
PBR-
R-
TD-
Tr-
YE-
2-

(1
@)

3)
@
(5)
(6)
@
8
©
(10)
(11)
(12)

(13)
(14)

Average

Order followed stpulation or settlement by the parhes Decision particulars not necssanly
precedent-setting or specffically adopted by the regulatory body

Order followed partial stipulation or settlement by the parhes Decision particulars not necessanly
precedent-setting or specifically adopted by the regulatory body

Rate change applicable to elecinc distnbution or gas delvery rates only

Estimated

Ratum on capital

Reaturn applicable to generation assets only

Rypothetical capital structure utilized

Intenim rates implemanted pnor to the issuance of final order, normally under bond and subject to refund
Partial nclusion of CWIP in rate base wathout AFUDC offset to iIncome

Performance Based Ratemaking

Revised

Rate change applicable to electnic transmission and distnbution rates only

Rate change applicable to electric transmission rates only

Year-end

Rate change implemented in multiple steps

Capital structure includes cost-free items or tax cradit balances at the overall rate of return

Indicated distnbution rate increase to be effective 5/1/06

The elecine rate ncrease was not supported by a traditional cost-of-service analysis, but reflacted recovery

of certain specific costs

Indicated rate increase io be phasad-in over four years, with a 6 88% ROR authonzed for 2006, 6 89% for 2007,
7 09% for 2008, and 7 48% for 2009

ROE apphes only to a proposed 545-mW wind generation project

Increase 18 net of a $139 6 million one-time reduction resulting from a post-retirement-benefits-other-than-
pensions overcollection  Additional increases of $73 5 million and $104 1 milhion authonzed for 2007 and

2008, respactively

Mult-year rate increase adopted Authonzed ROR for year one 18 7 05%, for year two 15 7 09%, and for year
three 15 7 13%

Rate increase became effective 1/1/07

Rate increase declned to $114 9 million effective 1/1/07

Rate increase to become effective 1/1/08

The stipulation requires the company to freeze rates for five years, and over this time penod, to credit its pipeline
raplacement program a total of $256 million and senior cihizen rates $7 5 million

Indicated rate increase does not include $19 5§ million of revenue previously collected through the purchased
gas adjustment clause

Commussion adopted a stipulated PBR plan, with no eamings restnchons Absent PBR plan, PSC indicated that
it would have ordered a $9 8 million decrease premised upon a 10% ROE (44 96% of capital) and a 7 83% ROR
While the rate increase was voted 9/20/06 and became effactive 10/1/06, a final order was not 1ssued until 12/4/06
Commission adopted a stipulated PBR plan under which 75% of eamings above a 10 5% ROE flow to ratepayers

Dennis Sperduto



ATTACHMENT B

COST OF EQUITY ADVOCATED BY WCTL MEMBERS IN
RECENT REGULATORY LITIGATION
INVOLVING THEIR OWN RATES

A. Ameren (Central Illinois Light Company, Central Illinois Public
Service and Illinois Power Company)

In Central lllinois Light Co d/b/a AmerenCILCO, Nos 06-0070 et al , 2006 WL
3863623 (Il C.C.. Nov 21, 2006), Ameren and thrce of its affiliates argued, 1n a rate
case ansing over proposed rate incrcases for Ameren dchvery services, that it should
receive a return on equity of 11 0 percent, based on a DCF analysis, an equity nsk
premium analysis, a CAPM analysis, and a comparable carnings test Id at *99. For its
CAPM cstimate, Amcren proposed a nsk-free retum of 55 percent, an equity nsk
premium of 5 0 to 6 0 percent, and a beta of 1 0, with a resulting “market-derived” cost of
equity 1n the range of 10 5to 11 5 percent Id at *102 For 1ts DCF estimates, Amcren
rehied on both a one-stage (constant growth) and a two-stage DCF model Id at *101
The DCF analysis, Ameren argued, warranted equity returns in the range of 120to 130
percent Jd at 103. Amecrcn added that “thc nsk-adjusted comparable earnings test
indicates that low risk competitive firms arc able to earn rcturns in a very similar range,
12 75-13.25% " Id The Illinois Commerce Commission ultimately adopted a cost of
cquity of 10 12% for this regulated monopoly Id at *135

B. Ameren (Union Electric)

In Umon Electric Co d/b/a AmerenUE, 257 P U R 4™ 259, modified on other
grounds, 2007 WL 2239245 (Mo P S C 2007), Ameren sponsorcd two expert witnesses
on the company’s cost of equity The witnesses (including Prof James Vander Weide of

Duke University) testified that the cost of equity was 120 or 12 5 percent, despite



acknowledging that *AmerenUE’s nisk 1s about avcrage for the electnic utility industry ™
Id ,257 P U R 4th at 279-283. The Missoun P.S.C. ultimately adopted a cost of cquity of

10 2 percent. Id. at 284

C. Kansas City Power & Light Company
In Kansas City Power & Light Co, 2006 WL 4041675 (Mo. P.S.C 2007), the

primary cost of capital witness sponsored by the utility, Prof. Samuel Hadaway, denved
an equity cost cstimatc of 9 3-9 4 percent based on a “traditional discounted cash flow
(DCF) model.” Id at *8 “However, finding these results unreasonably low, Dr
Hadaway then used recalculated constant growth results with the. growth ratc based on
long-term forecasted growth in GDP,” yielding an estimated cost of cquity of 11 210 11.3
percent /d  Using a multi-stage DCF, Dr. Hadaway arnved at a cost of equity in the
range of 106 to 10 8 percent /d Finally, using a “risk premium model,” he denived an
equity cost cstimatc in the range of 10 6 to 11.3 percent /d He ultimately recommended
a point estimate of 11 5 percent Id The Missoun P S-C ultimately adopted a cost of
cquity of 11 25 percent. /d at *11

D.  Northern States Power Company (Xcel Energy)

In Northern States Power Co d/bla Xcel Energy, 253 P U R 4™ 40 (Minnesota
‘P.U.C., Sept 1, 2006), the utility proposed a cost of equity of 11 percent, based on both
DCF and CAPM analyses Jd at 61-62 The Minnesota PUC ultimatecly adopted a cost
of cquity of 10 54 percent /d at 63

E.  Public Service Company of Colorado (Xcel Energy)

In Pubhc Service Company of Colorado, 258 P.U.R.4"™ 185 (Colorado P U C
2007), the utility, relying on both DCF and CAPM analyses, proposed a cost of equity in

the range of 1025 to 11 25 percent Id, 258 P U R 4™ at 189-190 Most of the parties

B-2 '



ulumately settled on a cost of equity of 10 25 percent, which the PUC found just and
reasonable Id at 190-191

F. Wisconsin Public Service Corporation

In Wisconsin Public Service Corp , 2007 WL 496358 (Wisc. P.S.C. 2007), the
utility requested a return on equity of 11 75 percent, and the Wisconsin PSC authonzed a

return of 10 9 percent /d at 16-17
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