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Please state your name, address, and o•c upat ion . 

My name is Dr . Roger A. Mo rin. My permanent re s1de~cP 

:~ 1n Atlanta , Geo r g1a . I am Professor of F1nar.ce a · 

the College of Business Admin1strat10n , Georg:a S~a·n 

·.1n :vers1ty and Professor of F1na nce f'1r Pegu~atr>-! 

::-.c..:s::ry at the Center for the Study of P<?g..::a·· -: 

:n-:..:stry at Georg1a State Un1versity . 

Are you the same Dr. R. A. Morin who has filed rate of 

retur n testimony in this same proceeding ? 

Yes , J ar- . 

What is the purpose of this rebuttal test i mony ? 

Th1s test1mony i s 1n rebutta l t o Mr. Rothschild ' s 

(Off1ce of the Public Counsell , and Mr. Seery' s 

(Florlda Public Service Comm ission Staff) cost o f 

cap i tal testi monie s . 

Have you prepared an Exhibit that contains info rmation 

t o which you will refer in your testimony? 

Docl.v .... •"' •"'u r:-r..I ••J: .. \. ,\ fT1 ..,..,, -
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Co·~nsel: We ask that Dr. Monn's Exh1b~t ! RAM- 2) , 
comprised of four schedules , be marked 
for identification as Exhibit 

How is you r testimony organ ized? 

My testimony is organized 1n two parts deal1ng w1th t he 

testimony of Messrs. Rothschild and Seery. 

COMME NTS ON ~R. ROTHSCHILD'S TEST I MOn' 

Please summarize Mr. Rothschild's rate of return 

recommendation . 

I n determ 1ning the cost of equity appl1ca~ l e t oG~: ~ 

Power's Florida operat1ons , Mr. Rothsch1ld app l :e s D:f 

analys!s to The Southern Company , as a proxy ! o r Gu :~ 

Power , and to a group of non-nuclear elec t ric ut 1l1~ 1e s 

drawn fro~ Moody's 24 Elect r ics. As a check on the D( f 

results , he performs a Comparable Earntngs chec k us : ~g 

the DOW Jones Indust r ials I ndex and an alleged 

market-to-book ratto c heck. Based on the resu l ts o ! 

these analyses , he r ecommends a r eturn of 11.75 percent 

on Gulf ' s common e q ui t y capital. 

Do you have any general comme nts o n Mr . Rot hsch ild ' s 

tes t i mony? 

Yes . Before I engage in specific criticisms of 
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Mr . Rothschild ' s testimony, my general react i on t o h :s 

2 test 1mony is that it is extremely narrow i n scope, 

3 relyi~g solely on the fragile sustainable gro~th DCF 

4 model results applied to Southern Company and t o 

5 Moody ' s 24 Electrics and on a questionable Comparabl e 

6 Earning s test applied t o a composite of i ndu st r i a l 

7 compan i e s . His recommendation of 11.75 per c en t re s t s 

8 e nt1 re l y on one DCF var i ant. Us 1ng thiS part icular 

9 var 1ant o f the DCF metho d, Mr. Rothsc hild wa s f r rced : 0 

10 assu r P t ne ROE answer befo re he even be gan hts 

11 dete r mi nat 1on of Gul f Power' s equity costs uslng t hat 

12 met hod . 

1 3 No ot her DCF re su lts are performed , 1nc1 ud1ng t~e 

14 c on vent i onal h i storical growt h DCF model , no r ar e 

15 usefu l tradit i onal cross-checks on the DCF re s u lts 

16 1 ~pleme nted, such as Risk Premium or Ca p ita l As s P~ 

17 ? r1 c1ng Model methodologies. Mr . Rothsch i l d ha s p~c 

18 a ll h1s eggs i n the DCF sustainable growth basket, a ~~ 

19 thereby has set a very dangerous precedent for th1s 

20 Comm i ssion . Mo reover, not only is his recommendat ior 

2. of 11.75 percent based on f a ulty premises and 

22 method o logies , but it is also highly unreasonab l e, 

23 si nce it is barely above , if at all , the current y1el d 

24 o n Gulf ' s bonds , which is about 10.25 percent. The 

25 impl1ed risk premium is far less than the risk premt ums 

& 
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fo und in the general academic finance literature a nd : ~ 

Mr. Rothschild's own testimony. I also show tha t h>> 

divisional cost of capital allocation as between 

industrial and residential customers is based on 

err oneous conceptual premises, and is inconsistent wit ~ 

modern financial theory . 

What fundamental objection do you have to the cost of 

equity recommendation contained in Mr. Rothschild ' s 

testimony? 

My fu nd amenta l object 1on i s that 1t 1s danger o ~ ~ a~~ 

:nap?ropr 1ate to rely on o n l y one var i an t of the DC F 

nod e l , a s Mr. Rothsc h1ld has done. Tnts van ant 1s the 

mos t fragile conceptually and the least va lid 

e mp1 r ically. By relying s o le l y on a s1ng l e var 1a nt o : 

t he DCF model, the Commissi on greatl y limit s i ts 

flexib 1l1ty and increases the result s of aut ho r : z ~ng 

unreasonable rates of return . The results from one 

method are likely to conta i n a high degree of 

measurement error . The Commission ' s hands shoulc not 

be bound to one methodology of estimating equit y c os t s , 

nor should the Commission ignore relevant ev i de nce an d 

back itself into a corner . 

There are three b road gener1c methodologies 

available to measure the cost of equi t y : DCF, R1sk 
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l Prem1um, which are market-oriented, and Comp ~ rable 

2 Earn1ng s , which is accounting-oriented. Each gener; c 

3 market- based methodology in turn contains several 

4 variants; for example, the CAPM and Empirical CAPM are 

5 sub-species of the Risk Premium methodology. 

6 Mr. Rot hschild has chosen to rely on only one var1an t 

7 o f one method , namely the retention rati o ver s:on of 

8 the ~CF method, although he does perform a perfunct o rv 

9 compar abl e earnings check on his DCF result. 

10 I f1rm1y believe that , when measuring eq u1ty 

ll cos ts, which e sse nt ially deals with the measure~e ~t 0: 

12 !nvesto r expectations, no one single methodolog y 

1 3 provides a foolproof panacea. Each methodology 

14 requires the exercise of cons1 der able judg~ent o n thP 

15 reasonab l eness of the assumpt : ons underlying the 

16 methodol ogy and on the reasonableness of the pr o x :~s 

17 used t o val1date the theory. The failure of the 

18 tradit1onal infinite growth DCF model to account ~ o r 

19 changes in relative market valuation discussed 1n ~Y 

20 or1ginal testimony is a vivid example of the potential 

21 shortcomings of the DCF model when applied to a given 

22 company . It follows that more than one methodology 

23 should be employed in arriving at a judgment on the 

24 cost o f equity and that these methonologies should be 

25 applied across a ser i es of comparable risk companies. 
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Each me t hodology possesses its own way of 

exarr.1n1ng 1nvestor behavior, its own premises, an :ts 

own set of s1mplificat1ons of reality. Each metr. od 

proceeds from d1ffPrent fundamental premises wh 1ch 

cannot be va l1dated empirically. Investors do not 

necessar1ly subscr1be to any method, nor does the st oc , 

pr:ce reflect the applicat ion of any one s1ngle metho~ 

by t!":e pn ce-se• ting 1nvestor. There 1s no Monopo ':' a~ 

to ~~1ch mPthod 1s used by i nvestors. Absent any ra~~ 

ev 1dence as to which method outdoe s the other , all 

re :evant ev1dence should be used an d we1ghted equa: 1·:· · 

1n o rder t o mt,lmi ze judgmental erro r, mea sJ re~ent 

error , and conceptual inf1rm1ties . I subm1t tha t trF 

CommlSSlun should rely on the results of a var1ety o ~ 

methods a?p l1ed to a variety of comparab1e groups, ar.~ 

not, as Mr. Rothschild has done, on one variant o ~ u~ 

one subset of a particular method . There 1s no 

guarantee that a single DCF result 1s necessar1ly the 

1deal predictor of the stock price and of the cost of 

equity reflected 1n that price, just as there is no 

ouarantee that a single CAPM result const1tutes the 

perfect explanation of that stock price. 

Why should you use more than one approach for estimating 

the cost of equity? 
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Mr . Rot hschild relies heavil y and almost excl~s1vely on 

the frag1le "retention growth" DCF mode l appl1ed t o 

Southern Company and to a sample of non-nuc l ear 

electr1c ut1lities. This is a very dangerous 

procedure. As I stated in my or1g1nal testimony, no 

one individual method provides an exclusi ve foolpr oo f 

formula for determining a fair return, but each method 

prov1des use~ul ev1dence so as to fa ctlt tate tte 

exerc1 se of an informed Judgment . Re J 1ance on a ~y 

s:ngle method or preset formula 1s 1nappropr!a~e ~~e~ 

dea:1ng with investor expectat 1ons . Moreo ver, the 

a1vantage of using several different a pp roaches :s t~a· 

t~e resul ts of each one can be used t n check the othPrs . 

Do you have s ome reservations concerning the 

applicability of the standard DCP model to u t ility 

stocks at this time? 

Yes. Notwithstanding my fundamental thes1s tha~ 

several methods and/or var1ants of such methods shou lrl 

be used 1n measuring equity costs , Mr. Rothsch1ld ha s 

selected a methodology which is part i cularly fra g1le at 

this t 1me . Moreover, the particular var1ant of that 

methodology chosen by Mr. Rothschi ld is even more 

fragile, as I will disc us s later. Caution must be 

exer cised when implementing the standard DCF mode l 1n a 
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1 mechanist1c fashion , for it may fail to recog~ize 

cha ng~s in relative market valuations. The trad1 t1o~a. 

3 DCF mode l is not equipped t o dea l wi th surges 1n 

4 market-to-book and price- earnings ratios . The standar: 

5 1nf1nite growth DCF model assumes constancy 1n such 

6 r at1os . 

7 As I st ated 1n my original test1mony , contra y tv 

G the standard DCF as sumpt1on of a constant p r 1ce/ 

9 earn1ngs ratio, stock price may not necessa r ~ly be 

l( expe cted to grow at the s ame rat P as earnings an C 

l • d:v1dends by i~vestors . In other wo r ds , the con~ta~cy 

:2 of the pr1ce/earnings rat 1o requ1red in the st~~dard 

13 DCf model may not be a perfectly accurate assumpt:or. 

:~ a DCF analys1s. To the extent that 1ncreases 1n 

15 relat 1ve market valuation are anti cipa ted by 1nvest o r , , 

16 especially investors with short-term 1n vestme nt 

:1 hor1 zons , the standard DCF model understates the cost 

!8 of equ1 t y . Of course, the converse 1s also true. 

19 Several fundamental and structural changes are 

20 transform1ng the utility industry from the t1mes whe n 

21 the standarc DCF model and its assumpt1ons were 

22 deve loped by Professor Gordon . Increased competit1 on 

23 triggered by national policy, accounting rule changes, 

24 represcription of capital recovery rates, changes in 

25 cust~mer attitudes regarding ut il1 t y services, the 
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evolution of alternative energy sources, deregu lat1on , 

and mergers-acquisitions have all influPnced s tock 

prices 1n ways vastly different from the early 

assumptions of the DCF model. These changes suggest 

that some of the ra~ assumptions underly1ng the 

standard DCP model, particularly that of constant 

growth, are of questionable pertinence at th1s point 1n 

~~me , and that the DCF model should be at least 

c~m~lemented by alternate methodologies to est1mate tr.e 

cost o: com~on equity. 

Please summarize your specific criticisms o f 

Mr . Rothschild's testimony. 

The specific criticisms ~hich I discuss include: 

1 . The quarterly timing of dividend payments. 

Mr. Rothschild's application of the DCF mo~el 

ignores the time value of quarterly d1v1den d 

payments , and thus understates the expected ret u r r. 

on eq ui ty. His comments on the Quarterly DCF 

model ' s lack of validity are erroneous. 

2. The expected g ro~th rate for utilities in the DCF 

model. The evidence is that investors expect 

substantially higher gro~th rates for electric 

utilities than Mr. Rothschild has found. Moreover, 

there are serious logical inconsistencies 1n h1s 
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sole technique employed to est1mate gro~th , an 6 hP 

conveniently omits the most relevant evidence 

underlying investors ' growth formulation s . o: the 

three available proxies for growth, Mr. Rothsc~1lc 

has chosen the least empirica lly and the o ret1 c ally 

val1d and has 1gnored the other two. 

The proper allowance for flotat1on costs. 

A lt hou~h Mr. Rothschild allo~s for flotat :on 

costs, his methodology produces a shortfall 1~ the 

amount recovered, understates the expec~e~ ret~~~ 

on eq u1 ty, and a legitimate stockho l der e xpense . ~ 

left pa r tially unrecovered . 

Unreasonably low r isk prem i um. His f1na l 

recommendation of 11 . 75 percent ret urn on eq u: •; 

imp lies an unreasonably l ow r i sk p r emiuM over thP 

company ' s bond yield incons1stent with the 

empir1cal financial literature and w1th h 1s o~ ~ 

results. 

Comparable Earnings analysis. Mr. Rothsch1ld ' s 

Comparable Earnings analysis is flawed for fa1lure 

to examine the earnings rate of industria l 

companies with the same risk as Gulf , an d the 

expected ROE's of these compan1es are higher tha~ 

Mr. Rothschild's 11.75 percent recommenda ~1on . 

Market - to-book ratio. Mr. Rothsch il d's v~ews on 
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the role of market-to-book rat 1os 1n regulat 1on 

are flawed and assume irrational behavi o r on the 

part of investors. 

The Relative Risks of Customer Classes . 

Mr. Rothschild argues that industrial cust omer 

sales are more risky than residential sa l e s , 

because revenue variability is greater, and t ha t , 

therefore, a higher cost of equ1ty cap1ta l ra• e 

shcul d be ass1gned to the industr1al class. The 

!dea that d1fferences 1n reven ue var 1ab:l!ty ca~~· 

d1fferences 1n cap1tal costs m1sses the crJc1a: 

connection between revenue variability a nd 

earn 1nos variability and 1ts crit1cal r ole 1n 

determ1ning investor risk. 

My comments will show that proper use o f ~:~ 

own Comparable Earnings dat a , recogn it ion o ~ 

rea l1 st 1c growth rates in his DCF methodo l ogy, an~ 

addition of an appropriate all owance for flotat1on 

costs and quarterly timing of dividend payment s 

will p r oduce a cost of equity recommendation wh icr 

is substantially higher than his recommended 11 . 7~ 

percent. I also respond to several of 

Mr. Rothschild's comments on my testimony, and 

show that they are unfounded. 



2 

3 

4 Q. 

5 

6 A. 

i 

6 

9 

: 0 

~ l 

l 2 

13 

l ~ 

1 5 

16 

: 7 

18 

19 

2 0 

2 1 

22 

23 

24 

2 5 

DCF MODEL 

QUARTERLY TIMING 

Docket No . 89 13 4 5-E: 
W1tnes s : Roge r A. Mor1 n 

Pag" l 2 

Please discuss the quarterly timing adjustments to the 

DCF mode 1. 

I disagree w1th Mr. Rothschild ' s div1dend yi el d 

calculat1on in his DCF analys is because he ignores the 

quarte r ly natu re of dividend payments . 

The t rad itional DCF model wh : ch Mr. Rothsch tld 

employs assumes that the dividends rece1ved by 

1nvestors are rece1ved ann ual ly , wh1le in fact , ~os ~ 

u~1l1ties pay c1vidends on a quarterly basis . 

I nvesto rs receive their caeh flow ( d i vldends l on a 

quarterly basis, and not on a n annua l basis. 

It 1s a rudimentary t enet of f1na nce tha t when 

dete rmining i nvestor return requireme nts , the cost of 

equtty 1s the d1scount rate which equates the present 

value of future cash receipts, here a stream of 

,uarterly dividends, to the observed market pr ice wh1c~ 

reflects the quarterly nature of dividend payments . 

Clearly, g i ve n that dividends are paid quarter ly an d 

given t he observed stock pr i ce, the market req u1 red 

return must recognize quarterly compounding, because 

the investor receives dividend checks and reinvests the 

proceeds on a quarter l y schedule, and not annually as 
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l Mr. Rothsch1ld ha s as sume d . 

2 S1nce invest o rs are aware of the q uarterly t:rr:ng 

3 of dividend paymen ts , thi s knowledge is reflected in 

4 stock pr1ces. Since the stock pr1ce already fu!ly 

5 ref lects the quarterly payment of div1dends, 1t 1s 

t essent1al that the DCF model used to estimate equ1~y 

7 costs also reflect the actual tim1ng of q uarte r ly 

8 d1v1dends . As I demonst ra ted in Exhib l t (RAM- ~l o f 

9 my o r.g 1nal test11'10 ny, the use of the annua: ve r s : o -. 0 ~ 

10 the DCF model understates the cost of eq u 1ty by 

!l app r o x :mately 30-40 bas1s po1nts, depend: nq o~ t t ~ 

}2 magn1tude of the d1vidend y1 el d compone~t . By a~a: oq y , 

13 a bank rate on deposits wh 1ch does not take 1~: o 

1~ cons1de rat i on the tim1ng of the inte re st payment s 

:s unde r states the t rue yield 1f yo u rece1ve the ;nteres · 

16 payments nore than once a year. The actual y.e!d w : ~: 

17 exceed the stated nomina l rat e . 

18 It 1s prec1sely bec ause the stock pr1c~ ref l ects 

19 the quarterly timing of d i vidend payments that the 

20 quarterly adjustment must be made to the standard DCF 

21 mode l , wh i ch assumes annual dividend payme nts . It 1 s 

22 inconsistent to use a stock price which reflect s 

23 quarter ly dividends in a model whi ch assumes a nnual 

24 dividend payments. As both a practical and theoretica ! 

25 matte r, 1n the same way that bond yield calculat1 on s 



Docket No. 89134~-E: 

W1tness: Roger A. ~ o r:;. 

Page }4 

are routinely adjusted for the receipts of se;i-an~ua: 

2 1nterest payments, stock y1eld calculat1ons must be 

3 adjusted for the receipt of cash flows on a quarter ly 

4 basis , and not annually as Mr . Rothschild ha s done. 

5 

6 Q. Please comment on the validity of Mr. Rothschild's 

7 objections to your quar t erly DCF model. 

5 A. Mr. Roth~chil d does not present any val1d argument s f or 

9 re ) ecting the quarterly DCF model. Instead, he foc~s~s 

:o o~ t wo a llegedly false contentions in my or'gJnal 

test:nony. To the extent that these content1ons arP 

~2 ~act correct, 1 can only surmise that Mr. Rothsch::d 

13 would otherw1se endorse the quarterly DCF model. 

~ ~ My !1~st false contention, accord1ng t o 

15 Mr. Rothsch1ld , was that a stock that pays four 

!6 quarterly d1v i dends of one dollar would command a 

}7 ~lgher return than a stock tha t pays a four dol lar 

18 d1v1dend a year hence . His conclusion is so obv1 ous:y 

19 transparent that it hardly wa rrants address1ng. Or.e 

20 only has to think of wha t would happen to stock pr1ces 

2 1 1f u.s. corporations were to announce that div1dend s 

22 are paid only once a year from now on instead of 

23 quarterly. Clearly, stock prices would fall because of 

24 the lost time value of money to investors of rece1vJno 

25 money sooner . Mr. Rothschild argues that the compa ny 
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pay1ng the $4 onc e a year instead of $1 every quarter 

2 wou2d nave the use of the funds for a longer per1od an ri 

' .. 

6 

~ould thus benefit from higher earnings, experience 

h1gher gr owth, and presumably would be more valuable . 

The logical extension of Mr. Rothschild's argument 1s 

that companies should never pay dividends s o as t o 

7 max1m1ze earnings and growth~ Th1s is abs u rd, and 

E cont rar] to logic and to the fundamental sig11al1ng anc 

~ va:ue-enhancement aspects of dividends . The a c1d tert 

:c : o r t he relevance of d~vidends is the impact o~ st ~ :~ 

• 1 pr:ce and shareholder value, not on earn1ng s . 

Second , Mr. Rothsch1ld argues that my content1o~ 

13 that the stock pr1ce is higher for the compary pay:~a 

1 4 quarterly d1v1dends is flawed and that the very 

oppos!te 1s the case . In other words, accord1ng to 

16 Mr. Rothsch i ld, a company paying a d1v1dend o: $4 once 

~7 a year would co~mand a higher price than a company 

!8 pay:ng $ 1 per quarter for four q~arters. Th1s i s a 

19 baffl1ng statement, contrary to intuition, com~on 

2 0 sense, and f i nancial theory. Thi s is analogous to 

21 say1ng that investors would rather have their saving s 

22 accuu nt pay interest annually instead of quarterly . 

23 Mr . Rothschild argues instead that the average stock 

2~ price of a company paying an annual dividend is hig he r 

25 than the average stock price of a company paying the 
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same dividend in four quarter ly installments because o f 

the "ex-dividend" behavior of stock pr1 ces . Th:s 

argument is total ly wit hout merit, f o r it ignores t ha t 

the stock price of the company paying the annu al 

d1vidend would start out at a lower level than the 

stock p rice of the same company paying the same 

d1 vidend in f our quarterly installments by an a~ount 

equal to the lost time value of money t o 1nvestors. 

Moreover , a company ' s capital a tt ract1on ah1J:·y 

is d i minished unless its inve sto rs are allowed thP 

qua rterly DCF retu rn. Th1s is s1mply because !~Veste r : 

are ab l e t o earn a larger retur n from compet1ng 

comparable risk i nvestments , and unles s the compa~y can 

earn at the same market-based ra t e of return a s 1ts 

1nvesto:s can earn externally, the company's 

cap1tal -ra 1s 1ng ab1lity 1s endangered . 

Can you illustrate why the quarterly DCF mode l is 

required? 

Yes , I show below that the investor will not rea l1ze 

the req ui red rate of return, unless the quarter ly 

ret urn is allowed. 

Schedu l e 1 shows the numerical illust rat ion . 

page 1 shows the assumptions of the examp le . Paqe 2 

of 3 shows what happens to the investor if the qua r ter~y 
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DCF return is allowed, and page 3 sho ws wha t happens ~0 

2 :nvestors if the annual DCF return 1s allo~~d . 

3 Pnge 2 shows that the utility should be a l lowed to 

4 earn the quarterly rate of 14.04 percent on its equ:ty 

5 rate base 1f the company is to provide shareholders 

6 Wl th the1r 14.04 percent required rate of retur n . The 

7 examp l e shows that the shareholders woul d rece: ve tr.e: r 

8 expected d iv1 dends of $0.70 per quarter and tnat t~P 

9 quantity of earnings over the year 1s $4 . 19 but tha• 

10 t~e a !lowed return must be the quarter l y DCF ret J~r o~ 

-' ! l : ~. 0 4 percent, or 1 .1 0 percen t per nont~. ln t ~e 

12 example, the 1 4. 04 percent market ret urn 1s convPr~e~ 

:3 to an equivalent month l y rate of return of : . 10 

1 4 percent. The requ1red earn1ngs are obta1nec by 

15 mu ltiplying the equivalent monthly requ 1 red equ1t y 

16 retur n by the beginning of the month equ1ty boo ~ va:~e 

17 :or the year . This produces earning s o f $4. 19 . ':'"":P 

18 investor recei ves dividends of $2 . 8 0 for the year , tha: 

19 1s , a d1v1dend yield of 9. 0 8 percent, and a cap:ta: 

2 0 apprec1at1on from $30.85 to $32.24, that is , ex pe~ted 

21 4 . 5 0 percent growth rate. In othe r words, the 

22 i nvestor's 14.04 percent required return is fu lf1lled . 

23 The ann ual DCF rate of 14.04 percent, K kt m , a nn , 
24 is rout i nely c o nverted to an equivale nt monthly rate 

25 Kmkt , 12 by the correct formula: 
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The monthly equivalent return of 14.04 percent 1s 1 . 1n 

percent. 

Page 3 of my Schedule 1 shows that if the 

traditional annual DCF mode l is used in setting r ates 

1nstead of the quarterly DCF model , the investor w:ll 

never r ealize his required return . The annual re turn 

from the traditional DCF model (D/P +G) of 13.5 3 

percent, or 1 . 07 percent on a monthly bas1s , produces a 

sho rtf ll. The total r equired earn1ngs of $4. 05 ar e 

1nsuf!icient to fulfill shareholders' retur n 

r~quirement , as evidenced by the insuff1 cient 

appreciation in stock p r ice f r om $ 30.85 to $3 2 . 10 , 

wr:ch is a gain of only 4.05 percent versus the 4. 5 

percent expected by in vesto r s . 

Only if the quar te r ly DCF rate of 14. 04 per ce~t 1s 

used in setting rates will the investo r r eal1ze h1 s 

r equi red return. Any further adjustment 1s unwarrantec. 

GROWTH 

Can you comment on Mr. Rothschild's growth estimates in 

the DCF model? 

There are three techniques to estimate expected growth 

in ~he DCF model: (1) historical g rowt h rates in 
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Parn1ngs per share, dividends per share, a nd book value 

2 per share, (2) analysts' growth forecasts, an d 

3 (3) sustainable growth method , where the growt h rate ~~ 

4 based on the equation g • b ( ROE), where b 1s tne 

5 percentage of earni~gs retained and ROE 1s the expecter. 

6 earned rate of return on book equity. In his DCf 

7 a~alys1s of The Southern Company and Moody's 24 

6 Electn·s , Mr. Rothsch1ld est1mates the growth 

9 component using only the last method. He re)ect s the 

:c cJs~oma~y a l ternatives of rely 1ng on analyst ~ · g~owt~ 

:1 f o recasts and on hlstorical growth rate 1n earn1nu s, 

12 d1v1de~ds, and book value. 

13 9y re ly1ng sol e ly on a Slngle growth-est1mat1ng 

1~ techn1que in the DCr model as Mr. Rothsch1ld has d o~e . 

15 ~he Comm1ssion would set a very dangerous precedent f o r 

16 future rat emaking procedurts . A s1ngle techn 1que t0 

17 estimate investor growth expectations 1s l1kely t o 

18 conta:n a high degree of measurement error and may be 

19 d1storted by short-term aberrations. The Comm!SSlOn's 

20 hands should not be bound to one s1ngle est1mate o~ 

21 growth in the DCF determination of equ1ty costs. The 

22 advantage o f us1 ng several d1fferent approaches 1n 

23 est1mat1ng growth is that Lhe results of eac h one ca~ 

24 be used to check the others. 

25 
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SUSTAINABLE GROWTH RATE 

3 Q. Do you have any obj~ctions to the sustainable growt 1 

4 estimates used by Mr . Rothschild? 

5 A. S1nce Mr . Rothsch1lc's entire testimony and his 11.75 

6 percent cost of equity recommendation hinge on the 

7 susta1nable g r owth cornerstone, it is important to 

8 po:nt out the dangers and flaws of th1s cornerst o ne 

9 method. ~o appl 1 the retention rat1o growth 1n h1s DCF 

·r ana!··s:s , Mr . Rothschlld mult1plies the ut1l1ty ' s 

retent1on rat10 by the re turn on equ1ty . The latte~ .. 

~~ prox1ed by the actual 1988 and 1989 earned ROE an d by 

:3 Va l_e L1ne's forecast of ROE. To compute the f orrrer , 

1~ 1n a strange turnabout, rather than simply take the 

15 actual retent ion ratio and the retenti on ra tio forecas· 

16 by Value Line as he did for the ROE, Mr. Rothsch1ld 

17 computes the r etention ratio i nd i rectly, as one ~:nu ~ 

18 the book dividend yield divided by the ROE , that 1s , 

19 (1 - D/rB) . In other words, the two components of 

20 growth , ROE a nd retention ratio, are determined 

21 Elmu1taneousl y and are funct ionally interdependent. 

22 ~ hus , any err o r in one component is 1nherently 

23 compounded when applied to the other component. 

2~ Mr . Rothsch1ld correctly recogn izes and adds to 

25 h1s susta1 na ble growth estimate any growth stemming 
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1 from external f1nancing. The growth resul ts are sho~~ 

2 on line 5 1n his Schedules 2 and 3 tor The Souther~ 

3 Company and Moody ' s Non-Nuclear electrics, respect1 vely . 

4 The average growth r ate r ange for The Southern Co~oany 

5 1s 2 . 77 percent- 3.77 percent and 3.68 perc ent- 3 . €~ 

6 percent for the non - nuclear electr1cs. 

7 There are t wo fundamental problems w1th 

S Mr . Rothschi l d ' s susta1nable growth met hodology : 

9 (1) Mr . Rothschild ' s susta1nable grow~h methoc 

! C conta1ns a fatal logical flaw: the method :eq 1:res a~ 

est1mate of ROE to be 1mplemented . In other word~ , ~lS 

l~ method requires h i m t o assume the ROE answer to star· 

l 3 Wlth. But if the ROE 1nput requ~red by the ~odel 

1~ d1ffers from the r ecommended retu r n on eq ui ty, a 

15 fundamental contrad i ction in log1c follows . 

16 Mr . Rothschild ' s r ecommended 11.75 percent r et u r n on 

17 equi t y is far removed f r om the ROE' s he uses 1n the 

18 susta 1nable growth me thod , bot h historically and 

19 prospecti vely. On his Sc hedul e s 2 a nd 3 , he u5~s an 

20 expected retu r n o f 13 . 00 pe r cent f or The Souther n 

21 Company , and 13. 9 percent for the non - nuclear 

22 electrics , which a r e all above Mr . Rothschild's 

23 r ecomme nded 11 .75 pe rcent r ange. The vast majortty o f 

24 the hi s tor1ca l a nd Value Line prospective ROE's f o r 

25 each company repo r ted on Schedules 2 and 3 and used :n 
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1 Mr. Rothschild's sustainable growth computat1on e ~~ee~~ 

2 h1s recommended 11 .75 percent and average 13 . 5 pP •cent . 

3 He is assuming , in effect, that the compan1e s w! !l 

4 earn at a return rate exceeding his recommended equity 

5 range forever, but he is recommend 1ng that a differen t 

6 rate be granted by the CommlSSlOn. While th1s scenar: o 

7 may be imaginable for an unregulated company w1th 

8 substantial market power, it is impl~usible f o r a 

9 re~ulateJ company whose rates are se t so that they w1 1; 

10 earn a return equal to the1r cost of cap ~tal . 

11 thlS log:cal flaw extremely damag1ng an d suff1c1er.~ ~? 

12 reject Mr. Rothsch1ld's results produced by t he metho~ , 

1 3 and hence the crux of his testimony. In essence, 

14 Mr. Ro thschil d 1s using an ROE that d1ffers fro~ ~:s 

15 f1na: reconmended cost of equi ty , and lS request1 nq thP 

16 Commission to adopt two dif f erent returns. 

17 To quote from Mr. Rothsch ild ' s page 39 , l1ne s 

18 15- 18 : 

19 

20 

21 

At this time, the major1ty of investors should be 
expecting that a typica l group of non-nuclear 
electric utility should be able to sustain any 
average earne d return on equity of no more than 

13 . 9 percent on equity in the future . 

22 The only log1cal conclusion to be drawn from that 

23 statement is that Gulf Power's cost of equity 1s 13 .9 

24 percent, since rates must be set to earn 13 . 9 percent. 

25 I a~ extremely perplexed as to why Mr . Rothsch :ld 
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assumes that non-nuclear electrics are ~xpected toea~ :. 

13 .9 percent forever , but yet he recommends 11.7 ~ 

percent . The only way that electr ic util1ties can earn 

13.9 percent is that rates be set so that they will i .. 

fact earn 13 . 9 percent. So, how can the cost cf equ:ty 

be any c.fferent from 13.9 percent? 

(2) The emp1rical finance literature jemonstrates 

that the susta1nable growth method 1s a poor 

explanatory var1able of value, and 1s not S1gn1~1cant l y 

correlated to measures of value, such as st oc k pr:ce-

and pr1ce/earnings ratios. Mr . Rothsch1ld' s chr or. : c 

reJection of the use of both histor1cal growth rates ::. 

several parts of his testimony (page 15, ltnes 20-23 : 

page 16 , lines 9-11; page 21 , lines 16-23; page 66, 

lines 15-16) and analysts' growth forecasts (rage 22 , 

l1nes 1-9) 1n the DCF model 1s in flagrant 

contrad1ction to the scholarly research and academ:c 

literature on the subject. 

HISTORICAL GROWTH 

Can you comment on Mr. Rothschild's historic growth 

rates? 

On page 22 , l1nes 5-9 of his testimony, Mr. Rothschild 

Jismisses the use of histor1cal growth rates 1n 
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1 d1v1dends, earnings, and book value as prox1es for 

2 investor expectations on the general grounds that they 

3 are not sustainable . This is a gratuitous statement , 

4 not substantiated by Mr. Rothschild; he has not 

5 performed or a ll uded to any empirical stud1es that 

6 support such a claim. Surely, investor growth 

7 e xpectations are influenced to some extent ~y 

8 h1storical growth rates in formulat1ng the1r fu• . .He 

9 growtn expectat1ons. It is not perfectl y clear as t o 

10 why M~ . Rothscn1ld ignored th1s relevant data. 

·, !ron1cally, his own est1mates of expected ROE when he 

:2 1mplement s the sustainable growth method are part:a~:y 

1 3 dr1ven by historical ROE's . 

24 On page 22 and elsewhere, he caut1ons the use ~ f 

15 historical growth rates on the grounds that earne~ 

16 ROE ' s and dividend payout rat 1os were not constant ar.d 

17 that dividend growth rates cannot exceed earn 1ngs 

18 growth rates fo rever. I share s1milar concerns , 

19 especially when dealing with the data of a single 

20 company. Yet , Mr. Rothschild himself forecasts an 

21 earned ROE different (Schedule 2 , page 1) from the 

22 sanple companies ' and The Southern Company's current 

23 ROE (page 42 , lines 3 - 9). His use of the b x ROE 

24 procedure to implement a single growth rate DCF mod€ 1 

25 1s tn ternally inconsistent. Whenever the ROE or the 
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r e tention ratio i s expected to chang~ as he has 

inherently assumed, the intermed i ate-term gro~ _ h rat e 

1n d1vidends would not, in genera l, equal the long-ter~ 

gro~o~th rate. Intuitively, this follows from the fa ~ t 

that dlvidend/earnings growth must adjust to th~ 

changing ROE. Given Mr. Rothschild's assumpt1ons 

regard1ng changing ROE's and thus changin; growt h 

rates, the 1nev1table conclusion is that a ~ore 

comple~e two- growth rate DCF model 1s requ1rec , an d 

that a single growth rate DCF model 1s deficie nt . 

I t iS iron1c that Mr. Rothsch1ld crit~c.zes ~Y 

hi st o rica l gro~o~th DCF model for cha ~g ing ROE ' s a r.d 

payout rat10, and that h1s own forward-looklng 

sustainable growt h DCF model des1gned t o c1 r cum vent 

t hese pr obl ems 1s 1tself misspecif1ed for the sare 

rea sJns . 

Do investors rely on historical data? 

On page 15 of his testimony, Mr. Rothsch ild makes the 

astound1ng statement that "sophisticated investors do 

not compute histor ic five or ten year gro~o~th rates and 

use t hat result to determine what growth rates are 

probable . . . " (page 15, lines 21-23). This statement 1s 

startling, counterintuitive and erroneous. 

Historical ind1cators are widely used by analysts , 
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1 1~vesto r s , and expert witnesses. Cohen , ~inbarg , and 

2 Ze1kel (Investment Analysis and Portf ol1o Manageme~t , 

3 5th ed ition , Irwin, 1987 , Part 4 Secur ity Analys1s , 

4 pp. 537-538) which 1s a recommended textbook for CFA 

5 (Cha rtered Financia l Analyst) certification an d 

6 examination , suggest the calculation of historical 

7 growt h rates a s a first step in secur1ty ana ! ys1s. 

8 7echniques of histor1cal growth analysis for 1nd1v1dJ~; 

9 corrpan1 es are describea in Chapter 12. Profess 1ona: 

10 cert1f1ed financ1al analysts are certainly wel l verse~ 

:1 1n tne use of hlstorical growth indicators . 

12 A simple inventory of cost of capital testimon:~~ 

13 over a reasonable t1me period 1n a give n jurisd1c~1 or. 

1 ~ w1ll reveal that DCF is widely used by academ1c ar.c 

15 staff w1tnesses and that historical indicators are 1n 

!6 w1de usage in such testimonies. Such a survey appea re~ 

17 in Appendix c "Summary of Rate of Return Methods 1n 

18 Testimony and Decisions" in Methods Used to Est1mate 

19 the Cost of Equity Capital in Public Ut1lity Rates 

20 Cases: A Guide to Theory and Practice, Charles River 

21 Assoc1 ates Inc ., CRA Report No. 607 , prepared for the 

22 Cal1fornia Public Utilities Commission. The use of 

23 h1storical indicators was clearly indicated in this 

24 survey. 

25 P.isto rical indicators are used extensively 1n 
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scnolarly res earch. There exist s a vast l1te ra ture :n 

e mp1r1 ca l finance designed to evaluate the use J f 

hlstoric r l information as surrogates f o r expected 

quanti t i ~ s. Th is literature is compl i ed in summary 

f orm in Annotated Bibliography of Earnings Expcctat1 or.s 

Research , Lynch, Jones & Ryan, 1988. 

ANALYSTS' GROWTH FORECASTS 

Can you comment on Mr. Rothschild's growth f orecasts? 

Yes . M~ . Rothschild ' s l abo r ious a nd convolutec 

pro ced Lr e for comput1ng sustainabl e (b x ROE) g r o~t ~ 

rat es requi re s several subJective input foreca sts : 

expect ed ROE , market-to-book rat io , d iv1dend yie:~ 0~ 

book , a nd new f 1nanc ing growth. It would appear ~ ar 

more economica l and expeditious to use ava1lable g ro ~~~ 

forecasts d1rectly instead of rely1ng on f ou r 

1nd1v1 dual fo recast s of the determ1nant s of such 

growt h . It only seems logical that the measurement and 

f orecdst i ng errors inherent in using four d i ffere nt 

varia bl e s to predict growth far exceed the fore cast1ng 

error inher ent in a direct forecast of growth itsel~ . 

It is also ironic that Mr. Rothsch ild employs 

analysts' growth forecasts from Zacks, wh ich he earli e r 

d i sm : ssed as inadequate, in order to derive h1s expected 
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l !OE est1mate in the sustai nable growth method, wh 1ch 

2 1tself provides a measure of expected growth . T r .s 

3 procedure is hopelessly circular: he uses "1nadequate" 

4 analysts' growth forecasts to obtain expected ROE to 11. 

5 tu rn obtain growth. Why not s1mply use the growth 

6 forecast? 

7 Mr. Rothschild conveniently re ject~ Val Le L1ne's 

8 grc~th forecast in earnings/div1dends, yet f1nd s that 

9 Val ~e Line's growth forecast of ROE lS adeqJate. H: s 

1 0 re~soning 1s that Value L1ne ' s growth foreca s ts are n~ ~ 

1 1 the average constan~ growth rates which are req ~ :rec 1r. 

12 the simple DCF model. Th1s is curious reason1ng, f o r 

13 the same argument applies to Value Line's ROE fore c a s t; 

14 the latter is a forecast for the specific period 

15 1992-1994 , and not necessarily the forecast req u1red : n 

16 the DCF model . 

17 Sustainable growth rates are poor surrogates f o r 

18 the consensus growth expectations of investors. The 

19 emp1r1cal finance literature demonst rates that the 

20 susta1nable growth method of determin i ng growt • is a 

21 p oor ex p lanatory var1able of market value, and is not 

22 s1gnificantly correlated to measures of value, such ·s 

23 stock price and price/earnings ratios. ~verages of 

24 analysts ' growth fo recasts are more reliable estimates 

25 of the investors' consensus expectations. Stud1es 1n 
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the academic literature also demonstrate that the 

2 consensus growth forecast made by security analys Ls l f 

3 a reasonable indicator of 1nvestor expectations, and 

4 that investors rely on such analysts' forecasts. The 

5 consensus long-term growth forecas t of analysts 

6 pr ov1des a good proxy for investors' growth 

7 expectations when applying the DCF model. 

6 Mr. Rothschlld has chosen not to rely on analys t gr o~· h 

9 f o recas ts in sp1te of the superiority of such f o re casts 

lO 1n representing investor growth expectations. 

;1 Both empirical research and common sense i nd 1cate 

1 2 tha~ 1nvestors rely heavily on analysts' g rowt h rat e 

f o r€-casts. It stands to reason that analysts prod ucP 

14 better forecasts than could be obtained using onl y 

1 5 h1storical data, because analyst s have availab l e no t 

16 on l y past data but also a knowledge of such cruc1a l 

17 fac to rs as current economic trends, rate case 

l8 dec1s1ons , constructi0n programs, new products, co s t 

19 data, impending tax law changes, and so on . The 

20 variations in historical ROE's and payout rat ios wh1ch 

21 conc erned Mr . Rothschild and caused him to quest ion the 

22 elevance of historical growth rates 1n the DCF mode l 

23 are known to investors, and are reflected 1n their 

24 growth forecasts. 

25 Although historical informat i on provides a pr 1mary 



2 

3 

4 

5 

6 

7 

8 

9 

: 0 

l l 

: 2 

l3 

l 4 

1 5 

16 

l7 

18 

19 

20 Q. 

21 

22 A. 

23 

24 

25 

Docket No . 891345-E! 
Witness: Roger A. Mor:n 

Page 30 

foundation of expectations , investors use additi onal 

information to supplement past growth rates in arriv:ng 

at their forecasts. Not only do analysts extrapolate 

past history , but they also consider historical trends 

and anticipated economic events before arriving at a 

growth forecast . 

In view of the above, my Schedule 2 shows Value 

L1 ne' s hlsto rica l and projected growth rates for 

d1v i dends a ~d earnings for the electric utility 

compan1es used by Mr. Rothschild in his DCF analys1s. 

The last column shows the consensus mean long-term 

growth forecast obtained from IBES. For the 

non-nuclear electrics used in Mr. Rothschild's 

analysis , the average growth rates range from 3.5 

percent to 5 . 5 percent with an average close to 4 . 5 

percent. These growth substantially exceed Mr. 

Rothschild 's average sustainable growth estimates for 

non -nuclear electrics by approximately 75 basis points. 

Can you summari ze your comments on Mr. Rothschild's DCF 

growth rates'? 

In s ~mmary, Mr . Rothschild has disregarded both 

histo rica l growth rates and analysts' growth foreca sts , 

two of the most widely used and empirical ly validated 

sources of growth rates. He has ignored the empirical 
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~ind~ngs of the finance literature , poirt1ng to the 

superiority of such forecasts. His sustainable g r owth 

rate methodology contains seriou s theoretical, 

conceptual, empirical, and methodologica l flaws, an rl 

should be disregarded by the Commission. 

My own recommendation to the Comm1ssion w1th 

regards to DCF growth rates is that equal we · ght should 

be accorded to DCF results based on h1story and those 

based on analysts' forecasts, and that very l1ttle 

weight should be accorded to susta1nable growth 

results, in view of the empirica l evidence and the 

conceptual justification discussed above. Each proxy 

for expected growth brings information to the Judgment 

process from a different light. Neither proxy is 

without blemish, each has advan t ages an d shortcorr.irt ~s . 

Historical growth rates are available and eas1ly 

verifiable but may no longer be applicable 1f 

structural shifts have occurred. Analysts' growt h 

forecasts may be more relevant since they encompass 

both history and current changes , but are nevertheles s 

imperfect proxies. 

FLOTATION COST 

Please comment on Mr. Rothschild's flotation cost 
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on the need to ad JUSt 

cost. But we disagr e~ 

on the mode of 

Wit h respec t to size, 

he uses 3.5 percent compared to my 5 percent. I have 

already enumerated and described the resu l t s of s evera: 

emp1rical stuJ1es on the magnitude of f lotat1on cost 

f o r ut1lity stock offerings in my o rigina l test1mo~: . 

These stud1es ind1cate clearly that 5 per cent 1s a 

reasonable and conser vative number. With respect to 

implementatio~ , Mr. Rothschild argues that it 1s only 

necessary to apply the adjustmer.t to the externa l 

com~on equity c omponent , a nd not to the reta 1ned 

ea rn 1ngs portion . He , theref o re, computes a we ightPd 

averag e f lotation cost, with a 3.5 percent cost app:1ec 

to externa l equity and a 0 perc ent cost applied to 

retained earnings , with the weight s based on hist o r1ca ~ 

proportions of equity raised externally and internally. 

I have two disagreements with this procedur e . 

Fi rst, the flo tation cost allowance must be appl 1e d t o 

total equity capital and not t o the external equ 1ty 

component . The numerical examp les in Append ix B of my 

original testimony showed that not only is the 

flotat1on ad j ustment always required each and ever y 
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year, •hether or not new stOCK issues are sold in the 

2 future, but that the allowed return on equ1ty must be 

3 earned on total equity, including reta1ned earn1ngs , 

4 for investors to ea r n the cost of equ ity . 

5 Mr. Rothschild's legitimate concern of no l 

6 apply1ng a flotat1on cost allowance t o retained 

7 ea~~1ngs is already impl1citly embedded and recoon1zed 

8 :n h~s forrnul~ adjustment. The flotation cost 

9 adJustment formula used in my testimony and by 

: o ~:. Rothschild dea ls with the fact that flotat1 on coti·~ 

'1 are incurred only when new stoc k 1s sold, and not ~he~ 

~2 earn1ngs are retained. This lS because the flotat1 o ~ 

:3 adJustment is only applied to the div i dend y1eld of t~e 

:c DCF formula, and not the growth component. Any growt~ 

15 through the re1nvestment of earnings, that is, the 

16 larger the fraction of earnings retained, the higher 

17 the growth rate, the lower the d1v 1dend y1eld 

18 component , and the smaller the flotation cost adjust-

1J ment. Therefore, Mr. Rothschild's blended flotat1 o n 

20 cost allowance double counts the internal financ1n g 

21 component at a zero weight , in effect, understand1ng 

22 the cost of equity by about 10 basis points. 

23 

24 

25 
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MARKET-TO-BOOK RATIOS 

2 

3 Q. Please comment on Mr. Rothschild's views regarding 

4 market-to-book ratios . 

5 A. Mr . Rothschild argues that since current market-to-book 

6 {M/B} ratios for electric utilities are in excess of 

7 1 . 00 , "this is a clear sign that the company is 

8 expected by investors to be able to earn more tha n its 

9 cost of equity" : page 13, l1ne 1 - 2), and tha t the 

10 regulating authority should lower the author 1zen r 0 t Jr~ 

11 o~ equity so that "the stock price will decline t o the 

12 proper level" {page 13, l1ne 7- 8}. Mr. Rothsc h::~ 

l3 would, therefor~ , find it plausible that st ock pr1ces 

1 4 drop from the current 1 . 20 times book t o the desi re d 

15 M/B rat io range of 1.00 to 1.05 times boo~. 

l6 There are several reasons why M/ B ra tios are 

17 largely 1r relevant and why I disagree with 

18 Mr. Rothschild's own view of the role of M/B in 

19 regulation. 

20 1} Mr. Rothschild's inference that M/B ratios are 

21 relevant a nd that regulators should set an ROE so as t o 

22 produce an M/B of 1.0 is erroneous. The s~ock price is 

23 set by the market, not by regulators. The M/B ratio is 

24 the result of regulation, not its starting point. The 

25 regime of regulation envisioned by Mr . Rothsc hild , that 
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1 1s , that the Commission will set an allowed rate of 

2 return so as to produce an M/B of close to 1 . 0 , 

3 presumes that investors are congenital masochists; they 

4 comm1t capital to a utility with an M/B in excess of 

5 1 . 0 , knowing full well that they will be infl1cted a 

6 cap1tal loss by regulators. This is not a realistic o r 

7 accurate view of regulation. 

2) The condition that the M/B will gravitate 

9 t oward 1 .00 if regulators set the allowed return equa l 

! 0 t o c a9 i tal costs will be met only if the actua l ret J r ~ 

, 1 expected t o be earned by investors i s at least equal t u 

the cost of capital on a consistent long-term bas1 s . 

1 3 The cost of capital of a company refers to the expected 

1 4 long-run earnings level of other firms with similar 

1 5 risk. If investo rs expect a utility to earn an ROE 

16 equal to 1ts cost of equity in each period, then i~s 

17 M/B ratio would be approximately 1.00, or about 1 . 05 

1 8 with the proper allowance !or flotat1on cost. 

19 But a company's achieved earnings in any given 

20 year are likely to exceed or be less than their 

21 long-run average. Depressed or inflated M/B rati os are 

22 to a considerable degree a function of forces outside 

23 the control of regulators, such as the general state of 

24 the economy, or general economic or financial 

25 circumstanc~s which may affect the yields on securities 
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1 of unregulated as well as regulated enterprises. I 

2 regard the achievement of a 1.05 M/ 8 rat1o as 

3 appropriate, but only 1n a long-run sense. Por 

4 utilities to exhibit a long-run M/8 ratio of 1.05, 1t 

5 1s clear that during economic upturns and more 

6 favorable capital market conditions, the M/B ratio mu ~ t 

7 exceed 1ts long-run average of 1.05 to compensate fo r 

6 the peri ods during which the M/8 ratio is less thar 1t s 

9 long -run average under less favorable econom1c and 

1 0 cap1tal market conditions. 

11 Histo rically, the M/9 ratio for utilities has 

12 fluctuated above and below 1 .05. This ind ica tes that 

13 earnings below capital costs and M/8 ratios below 1.05 

l ~ d ur1ng less favorable economic and capital market 

:s cond1tions must necessar i ly be accompanied by earning s 

16 1n excess of capital costs and M/8 ratios above 1 . 05 

17 during more favorable economic and cap i tal market 

18 conditions. 

19 It should also be pointed out that M/8 rat1os are 

20 determined by the marketplace, and utilities cannot be 

21 expected t o attract capital in an environment where 

22 industrials are commanding M/8 ratios well in excess of 

23 1 . 00 . Moreover, if r egulators were to currently set 

24 rates so as to produce an M/B ratio of 1.05, not only 

25 would tht long-run target M/8 ratio of 1.05 be 
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l v1olated, but more importantly , the 1nevitable 

2 co~sequence would be to inflict severe capital losse~ 

3 on shareholders. Investors have not committed capi t a l 

4 to utilities with the expectation of incurr1ng capita l 

5 losses from a misguided regulatory process. 

6 The fundamental goal of regulation should be to 

7 set the expected economic profit for a publ1c util1ty 

8 equal to the level of profits expected to be ea rned by 

9 fir~s of comparable risk; in short, to emulate thP 

10 co~petitive result. For unregulated f i rms, the natura~ 

11 forces of competition will ensure that in the long-run 

12 the ratio of the market value of these f1rm's 

13 securities equals the replacement cost of the1r 

l ~ assets . This suggests that a fair and reasonable prlCP 

! 5 for a public utility's common stock is one that 

!6 produces equality between the market price of its 

17 common equity and the replacement cost of 1ts phys1ca: 

18 assets . The latter circumstance will not necessar1ly 

19 occ~r when the M/8 ratio is 1.0; only when the book 

v value of the firm's common equity equals the value of 

21 the firm's equity a t replacement assets will equal1ty 

22 hold . 

23 

24 

25 
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COMPARABLE EARNINGS 

Please discuss Mr. Rothschild's comparable earnings 

test. 

In his implementation of the comparable earn i ngs te s t, 

Mr. Rothschild looks to the realized returns on book 

eq u ity (ROE) achieved by a broad group of ind us tr1a 1s , 

na mely t he DOW Jones Industrial Index, made up of 30 

c ompan i es, as a proper guide for setting Gulf Powe r' s 

cos t of common equity. Mr. Rothsc h i ld' s Compa r able 

Earn i ng s analysis is flawed on three count s : (l) la ck 

o f prope r risk differentiation, (2) logical 

inconsistency, and (3) investors are expecting 

substantially higher ROE's than Mr. Rothschi l d f ind s . 

I wi ll now treat each of the three po1nts 1n tur r. . 

(1) Mr . Rothschild fails to examine the ea r nin~s 

rate of industrials with the same risk as Gu l f Power. 

He simply looks at the overall achieved returns on boo ~ 

equ i ty for a broad and d iverse group of companies 

withou t further differentiation. The major problem 

with this approach is that investors do not d1srega r d 

the relative r1skiness of stocks within this broad 

group . 

The inclusion of a broad market compos 1te is 

1ncons i stent with the seminal Hope-Bluefield doct r1 ne 
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1 of r i sk comparability. The sample of industria ls 

2 should be carefully censored statistically tor ri s~ 

3 comparability. The rate of return standard , as 

4 expounded in Hope and Bluefield, is to allow a n equ1ty 

5 return commensurate with returns on investments 1n 

6 other enterprises hav ing corresponding risks. There 1s 

7 no reason to believe that the 30 industr1a l compan1e s 

8 prov1ded 1n Mr. Rothschlld's sample are comparable 1r. 

9 a:l 1mportant respects relating to ris k . 

1 0 ( 2 ) "1r. Rothschlld goes on t o say that the f: r rr~ 

:1 :n the DOW Jones Industrial Index are r1sk1 er than c~:~ 

12 Power , as evidenced by their much higher average beta , 

13 implyin; that his comparable earnings ROE draw n fro~ 

l4 tha t index of companies is conservative. By re 1atlng 

15 Gulf Power's book rate of ret u r n to t ha t of f i rms o f 

16 comparab le r isk , Mr. Ro thsch . ld is assum i ng that tr.ere 

17 is a f undament al theoretical relations hlp wh1ch ex1sts 

18 in f inanc ial theory between accounting return and r is~ 

19 as a basis for making such an adjustm~nt . There 1s no 

20 theore t 1cal or conceptual relationship in finance w~ ich 

21 exists between accounting rates of return (ROE) and 

22 risk. 

23 (3) Finally, there is a fundamenta l disagreement 

24 between Mr. Rothsch ild 's estimate of actual earned 

25 ROE's by these companies and the expected ROE reported 
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1 1n Value L1ne~ which Mr. Rothschil d uses extens1vely 1n 

2 h1s DCF analysis. Surely, the expected ROE data is 

3 more relevant to the determination of cost of cap1• 1l 

4 than real1zed ROE data. My Schedule 3 report s Value 

5 L1ne ' s est1mate of expected ROE for the 30 companies 1r. 

6 the DOW Jones Index used by Mr. Rothschild . The 

7 averag~ expected ROE for the 30 companies Judged to be 

8 comparable to Gulf Power by ~r. Rothsch1ld 1s 15 . 89 

9 percent . Thus, the evidence is that investors expect 

1n substant1ally h1gher ROE's than Mr. Rothsch1ld ha s 

11 : o~nd for these companies. 

12 I have also shown on that same exh1b1t a rough DCF 

13 calc~lat1on for the 30 indust rials. Ad d1ng the spo t 

14 d1vidend yield of 3.3 percent to the expected growth 1n 

15 d1v1dends or earnings whi ch lies in the 11 per cent t o 

16 14 percent range produces DCF equity costs 1n the 14 

17 percent to 17 percent range. It is not clear as to wh y 

18 Mr . Rothschild chose not to repo rt any DCF results at 

19 all for those industrials wh1ch he conside r s comparab:e 

20 to Gulf Power. 

21 He correctly argues that these companies are 

22 riskier than Gulf Power, as evidenced by their average 

23 beta of approximately 1 . 00 compared to Gulf Power's 

24 0.70. But since his comparable earnings analysis of 

25 the DOW Jones Industrial Index companies ~nd1cates 
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earned ROE's in the 11 percent - 12 percent range, and 

since these compan i es are substantially r1~kier than 

Gulf Power, it logically follows from Mr. Rothschi l d's 

analysis that Gulf Power's own return should be 

considerably below the 11 percent - 12 percent range , 

and even below the company's own yield. This is 

clearly an absurd result, and demonstrates the 

iradequacy of his so-called comparable earni ngs chec~. 

Mr. Rothschild al fo alleges that he has checked 

his equity cost recommendat ion for reasonableness by 

reviewing the relat1onsh1p between M/B rat1os and the 

earned return on equity (page 10, lines 14-17 ) . I was 

unable to locate such a formal empir ical check or study 

in his testimony. The only reference to M/ B ratios 1n 

his testimony is that the DOW Jones Industrials Index 

companies have M/B ratios well above 1.00. No further 

analysis or formal connection between these results and 

his recommended 11.75 percent cost of equ 1ty are 

offered. 

RISK PREMIUM 

Please diacuas Mr. Rothachil~'a criticism of your risk 

premium analysis. 

Although Mr. Rothschild did not perform a specif1c r1sk 
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1 premium study to estimate a specif1c cost of cap1tal 

2 e stimate , he briefly discusses the limitations of ~I 

3 risk premium approach en page 78, lines 13 - 20 of his 

4 testimony. Mr. Rothschild argues that 1) my risk 

5 premium study is unreliable to the extent that it is 

6 based on DCF, which Mr. Rothschild claims 1s 

7 unreliable , 2) the risk premium is unstable, and 3 l 

8 changes in tax laws have altered the debt-equ 1ty r1sk 

9 prem1um relationship. 

10 With regard to the first arguMent, I have a~rP.ady 

11 shown that Mr. Rothschild's cr1t1que of my DCF analys i s 

12 is without foundation. My eq u1 ty ret u rn est1mates 1n 

13 my risk premium study are based on the DCF model, which 

14 Mr. Rothsch1ld himself labels as the most accurate 

15 method. While I certainly do not disagree that return 

16 estimates are subject to error, the DCF estimates on 

17 which my risk premium study is based contain f3r les s 

18 measurement error than Mr. Rothschild's own DCF 

19 estimates, I have already shown that Mr. Rothschild's 

20 critique of my DCF analysis is without foundation, and 

21 have also discussed the serious limitations anc 

22 omiss ions of his own DCF estimates. My risk premium 

23 study is a month-by-month study of the cost of equity 

24 over the cost of debt. In contrast to the tra ditional 

25 DCF, which is a point-in-time cross-sectional estimate, 
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1 the risk premium approach takes a time-series view. 

2 Surely , the recent past re lationshlp between equi y 

3 costs and debt costs is relevant as a cross-chec k of 

4 the DCF estimate. I f the DCF method which both 

5 Mr. Rothschild and I use at a spec if lc point in time is 

6 a pertinent exercise, it lS all the more so at several 

7 po1nts in time. 

8 Mr. Rothschlld's second critic1sm is that the r1sk 

9 prem 1um is unstable in time. I agree that the r1sk 

10 pre~:um is not constant in time . But surely th is 

11 criticism can be directed at any cost of equity 

12 measurement technique, and is not endemic to the ri s k 

13 premium methodology. Mr. Rothsc hi ld ' s DCF analys1s is 

14 marred by similar instabilities; for example, d1v1dend 

15 yields, ROE's, payout r a tios , and DCF growth rates are 

16 certain ly not constant in time . This is not a 

17 sufficie nt reason for re jecti on . I have indeed allowed 

18 for the instabillty of the risk prem1um over the 

19 bu~i ness and interest rate cycle ~Y statistically 

20 relating the risk premium to interest rates in my r i sr 

21 premium studies. 

22 Mr. Rothschi l d's th i rd comment revol ved a round the 

23 e ! fect of tax law changes on the risk premium. 

24 ~lt hough investors max imize their after-tax returns on 

25 a risk-adjusted basis , I have not adjust ed the ret ~ rns 
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1 for taxes for two reasons . First, it is important that 

2 the cost of equity to Gulf Power not be confused with 

3 the return to the equity investor . Only from a r.eturn 

4 view is taxability a cons ide ration. From a utility 

5 cost of capital viewpoint, the investor's tax bracket 

6 makes no difference in the cost of capital. The cost 

7 of equity is viewed correctly from the market place. 

8 Second, if a regulatory commission were to seek to 

9 enable the utility to compensate investors for their 

10 after-tax returns, we could have as many returns as 

11 there are tax bracket var1ations , and they would defy 

12 analysis. Several institutional investors such as 

13 pension funds are tax-exempt, others are fully 

14 taxable. Even 1f tax adjustments were warranted , it 1s 

15 impractical to determine the constellation of tax 

16 brackets for all the company's shareholders, anc to 

17 determine the identity and tax bracket of the marginal 

18 price-setting investor. 

19 One also has to be careful not to double-count any 

20 tax effects. Security pr1ces already reflect the 

21 security's tax treatment. The returns implied in those 

22 prices already allow for the taxation burden. This is 

23 why, for example , tax-exempt municipal bonds are traded 

24 on the basis of much lower returns compared to 

25 risk-equi valent corporate bonds. Another example is 
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the lowe r return offered by preferred stock c ompared to 

that of a corporate bond issued by the sam~ company, 

because of the more generous tax treatment of preferred 

dividend income. Any further tax adjustment procedure 

would result in double counting. 

What are your comm~nts on Mr. Rothschild's Imp li ed Risk 

Premium? 

Mr. Rothschild's final recommendation as to the c ost or 

common equity is 11.75 percent. I find this est 1mate 

implausible, since it is barely above the current y!e:d 

on Gulf Power bonds, which is of Lhe order of 10 . 25 

percent currently. The risk premium between common 

stocks and bonds implied in Mr. Rothschild's 

recommendation is about 1.5 per cent The empirical ri sk 

premium literature indicates much higher ris k premiums. 

His own risk premium results shown on Schedule 11 

indicate risk premiums of 3.25 percent over Treasury 

bonds, which would in turn imply equity costs above 12 

percent for Gulf Power using current Treasury yields. 

It is not clear why Mr. Rothschild has chosen to omit 

these results from his analysis. 
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What do you conclude from Mr. Rothschild's DCF 

analysis? 

My general conclusions are: ll his DCF ana lysis hinges 

solely on the "sustainable growth" method, only one of 

several methods traditionally used in regulatory 

proceedings, and certainly the most fragile met ~od , 2) 

his application of the method is questionab le anc 

conta1ns a serious logical trap, 3) he has ignored 

historical dividend/earnings growth rates and analysts ' 

growth forecasts for dubious reasons, and 4) I have 

already alluded to the absence of a reasonable 

stock-bond ris~ premium in his recommendation. It is 

difficult not to conclude t hat Mr. Rothschild's cost of 

capital testimony from which Ris k Premium Tests, 

historical Dividend/Earnings Growth DCF, ~nd analysts' 

growth forecasts DCF are absent is grossly incomplete. 

It is also difficult to accept Mr. Rothschild's claim 

that investors are expecting 11.75 percent when: 1) 

his own data indicates that investors are expecting 

more, 2) the company's bonds are yielding about 10 . 25 

percent, implying a grossly deficient risk premium, and 

3) Mr. Rothschild's recommended 11.75 percent is more 

than one standard deviation away from the average 



Docket No. 891345-EI 
Witness: Roger A. Mor1n 

Page 47 

1 authorized equity ret urn in 1989 for utilities. 

2 My specific conclusions are that Mr Rothsch1 ld 

3 has committed several serious conceptual and 

4 methodological errors in his DCF analysis: 

5 (1) insuff i cient flotation cost adjus~ment, about 10 

6 basis points error, (2) omission of quarterly tim1ng of 

7 dividend payments, 30 to 40 basis points error, and 

8 (3) exclus1ve rel1ance on substa1r.~ble growth rates, 

9 and fail ~ re to consider historical d1V1dend s/earn1ngs 

10 growth rates and the analysts' consensus growth 

11 forecasts, at least 75 bacis points. Any rea sonable , 

12 conservative quantif ication of these errors anc 

13 omissions easily increases his cost of equity est 1mate 

14 by a mi nimum of 115 to 125 basis points, from the DCF 

15 method alone, as shown below: 

16 

17 

18 

19 

ITEM 

INSUFFICIENT FLOTATION ADJUSTMENT 
OMISSION OF QUARTERLY TIMING 
DOWNWARD-BIASED GROWTH RATES 

SIZE OF ERROR 
(basis points) 

10 
30 - 40 

minimum 75 

20 TOTAL minimum 115 - 125 

21 In a nutshell, Mr. Rothschild's 11.75 percent cost 

22 of equity recommendation is well below a cred1ble 

23 level, and there are serious problems with his methods 

24 and his concepts. 

25 
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1 INDUSTRIAL CLASS RISK 

2 

3 Q. Do you agree with Mr. Rothschil~'s cost of capital and 

4 risk adjustment for in~ustrial class ver•us residential 

5 class customers? 

6 A. No. I do not. Starting on page 52, line 6 of his 

7 testimony, Mr. Rothschild argues that his cost o f 

a equity capital of 11.75 percent is not equally 

9 applicable to each customer class served by Gulf 

10 Power. He argues that serving industrial customer s 

11 entails a higher degree of risk than serving 

12 residential or commercial customers. 

13 Mr. Rothsch il d argues and shows empirically 

14 (pages 54-58) that the industrial class is more r1sky 

15 to serve than the other classes because o f the higher 

16 volatility of sales of the industrial class. If indeed 

17 industrial sales volatility translates into net 

18 income volatility, then the industr1al class is indeed 

19 riskier than the other classes and should be assigned a 

20 higher return component. 

21 The flaw in Mr. Rothschild's approach is that he 

22 has not demonstrated that differences in sales 

23 variability translate into differences in earnings 

24 variability. He has ignore~ the critical link betwe e n 

25 revenue variability and earnings variability, and the 
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crucial role of the latter in determining ris~. It 1s 

earnings variability rather than sales volatil ity whi ch 

is the determinant cf risk and investor required 

returns. Two classes of customer s can have the same 

sales variability yet vastly different earning 

variability because of the variability in cost 

structure, and more specifically the ratio of f1xed to 

variable costs. Mr. Rothschild has not a ddressed the 

rela tive cost structure of the various cus~omer 

classes. It stands to reason that two customer classes 

with the same sales variability can have vast ly 

different earnings var1ability if the1r cost structJres 

are different. It is therefore inapp ropr iate to 

connect capital costs to sales variability d1rectly, a s 

Mr. Rothschild has done. It is crucial to exam1ne the 

re l ative underlying cost structures. 

II. COMMENTS ON MR. SEERY'S TESTIMONY 

Please summarize Mr. Seery's rate of return 

recommendation. 

In determining the cost of equity applicable to Gulf 

Power's Florida operations, Mr. Seery (1) appl1es DCF 

analysis to a group of high-quality electric utilities, 

and (2) applies a DCF-based risk prem ium ana lysis for 
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the same group of electr ic util it ies over a 10-year 

period. He derives an equity cost range of ,1.00 

percent to 11.50 percent based on the results of thes~ 

analys~s. He then adds 60 basis points to the top of 

the latter ran9e in recognition of Gulf Power's higher 

risk relative to the high-quality group and recommend s 

a cost of equity of 12.1 percent for Gulf Power. 

Please summarize your criticisms of Mr. Seery's 

testimony. 

r.r . See ry's recommended ret urn o~ 12.1 percent 

understa tes Gulf Power's cost of equ1t y capita l becaJse: 

1. The quarterly timing of d1vidend payments. 

Mr. Seery does not use the correct quarterly 

ve rsion of the DCF model. I have demonstrated 

t hat the market-based DCF return prescribed by t he 

quarterly DCF model is the only measure of all o~ed 

r eturn which wil l allow investors to earn the1r 

required return and which is consistent with the 

capital attraction dictates of Bluefield and Hope . 

2. The expected growth rate for utilities in the DCF 

model . The evidence is that investors expect 

higher growth rates for electric utilities than 

Mr. Seery ha s found. Moreover, there is a logical 

inconsistency in his implementation of the 
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two-growth rate DCF model, related to his use of 

the sustainable growth rate method to ~ a l culate 

l ong-term growth. 

3. The proper allowance for flotation costs. 

Although Mr. Seery allows for flotation costs, his 

methodology produces a slight shortfall in the 

amount recovered, understating the expected return 

or equ1ty, and a legitimate stockholder e ~pense is 

le f t p ~ rtially unrecovered. 

My comments will show that recognition of 

realistic growth rates in his DCF methodology a nd 

addition of an appropriate allowance for flotati on 

costs and for the quarterly nature of dividend payments 

will produce a cost of equity recommendat1on whicr. is 

higher than his recommended 12.1 percent and close t o 

my own recommended return. 

QUARTERLY DCF MODEL 

Please comment on Mr.Seery'e annual DCF model results. 

In sharp contrast to past Commission Staff practices in 

recent years, Mr. Seery used the annual version of the 

DCF model rather than the correct quarterl y version . 

The DCF model used by Mr. Seery assumes that dividend 

payments are made annual ly at the end of the year, 
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1 wh1le most utilities in fact pay dividends on a 

2 quarterly basis. This understates the cost of equity 

3 capital by about 40 basis points. Mr. Seery did not 

4 perform the iterative solution techniques required by 

5 the Quarterly DCF model, but relied instead on the 

6 annual form of the DCF model. 

7 Since the stock price fully reflects the quarterly 

8 payment of dividends, it is essential that the DCF 

9 model used to estimate equity costs also reflect t ne 

10 a c tual timing of quarterly dividends, in the same wa y 

11 that bond yield calculations are routinely ad j us t ed to 

12 reflect semiannual interest payments. 

13 The tradltional annual DCF model used by Mr. See'y 

14 is based on the limiting assumptions that d 1v1dends are 

15 paid annually, and that dividends increase once a year 

16 starting exactly one year from the present. These 

17 assumptions are unnecessarily restrictive. The 

18 quarterly DCF model ref ines the an n ual model so as t o 

19 capture the exact timing of cash flows received b t the 

20 investor. 

21 Mr. Seery justifies his omission of the quarterly 

22 nature of dividend payments on the grounds that one 

23 should not recognize the time value to investors of 

24 receiving dividends quarterly rather than annually 

25 because one does not recognize the time value t o the 
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1 company of receiving revenues on a monthly bas 1s. Two 

2 wrongs make a right, according to Mr. Seery's 

3 symmetrical treatment ar9ument. 

4 In other words, the utility itself enjoys the 

5 reinvestment of its earnings more than once a year, and 

6 the use of the quarterly DCF model, therefore, wo ul d 

7 result in a double-counting effect. Not o nl y 1s th1s 

8 argument not peculiar t o the quarterly DCF mode, f o r 1t 

9 can be directed at any DCF model, but i t is 1nv a l1d f o r 

10 several reasons. First, it confounds the 1n vesto r s ' 

11 market return wi th the company's earned retur n . Second , 

12 the frequency of the company ' s reinves tme nt o! ea r n1~gs 

13 is already embedded in investors' forecas t s of earnl ngs 

14 and dividends, which drive the stock price an d th e D:F 

15 estimate . Third, and most impo rtant, if a regul a t e d 

16 firm is only allowed to earr. the annual DCF ret u r n on 

17 the equity component of its rate base, 1t wil l be 

18 unable to attract capital because investors can ea r n 

19 higher return elsewhere . 

2u I have shown earlier in my discussion of 

21 Mr. Rothschild's testimony that the investor wi ll not 

22 : e alize the required rate of return, unless the 

23 effective quarterly return is allowed. I also have 

24 shown that the company's capital attracti on i s i n 

25 jeopardy unless the effective quarterl y DCF re turn ! S 
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5 Q. can you comment on Mr. Seery's growth estimates in the 

6 DCP model? 

7 ~ . In his DCF analysis, Mr. Seery estimates the 

8 1ntermed1ate growth term component of his two-growth 

~ rate DCF model using Value L1ne's forecast d1v1dend s 

10 for the next four years. He estimates the second s t a9e 

11 long-term growth component using the sus t ainable gr o~t ~ 

12 method. 

13 

14 SUST~IN~BLE GROWTH R~TE 

15 

16 Q. Do you have any objections to the sustainable growth 

17 estimates used by Mr. Seery? 

18 ~. To apply the sustainable growth meth~d, he mult1pl1es 

19 the utility's expected retention ratio by the expected 

20 earned return on equity, as forecast by Value Line for 

21 the 1992-1994 period. It should be pointed out that 

22 this sustainable growth estimate exerts a much stronger 

23 influence on the final DCF result than the intermed1ate 

24 growth rate assumed for the first four years, since it 

25 captures the effects of growth from the fourth year 
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1 into perpetuity. It is, therefore, imperative that 1t 

2 be estimated accurately if the DCF results are to be 

3 reliable. 

4 As was the case earlier in Mr. Rothschild's 

5 testimony, Mr. Seery's sustainable growth method 

6 contains a logical trap: the method requires an 

7 estimate of ROE to be implemented. But if the ROE 

8 input req uired by the model d1ffers from the 

9 recommended return on equ1ty, a fundamental 

10 contrad1ction in logic follows. Mr. Seery's 

11 recommended 12.10 percent return on equity is lower 

12 than the ROE's he uses in the sustainable growth 

13 method . Column 6 of his Schedule 9 shows Value L1ne's 

14 expected ROE's used in the sustainable growth 

15 computation for AA-rated electrics; the average 

16 expected ROE for the group is 13.62 percent, wh ich 1s 

17 in excess of his recommended return of 12.10 percent. 

18 He is assuming in effect that the companies as a group 

19 will earn at a return rate exceeding his recommende d 

20 equity range from year 4 forever, and that rates wil l 

21 be set so that these companies earn 13.62 percent, but 

22 he is recommend i ng that a different rate be granted by 

23 the Commission. 

24 Moreover, as I stated earlier when d1scussing 

25 Mr. Rothschild's testimony, the empirical f1nance 
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literature demonstrates that the sustainable growth 

method of determining growth is a poor explana to ry 

variable of market value and is not sign i ficantly 

correlated to measures of value, such as stocr. pri ce 

and price/earnings ratios. 

Do you agree that in?estors are expecting growth rates 

in the range of 3.00 percent - 3 . 68 percent for 

high-quality electric utilities? 

No. The evidence shows that investor s a re expect1nq 

growth rates above Mr. Seery ' s intermedi ate-ter m g ro•H' l 

esti mate of 3.00 percent f o r the nex t f ou r year s a nd 

h1s long-term growth estimate of 3.63 percent f o r 

A'A-rated electric utilities (see his Schedule 9 ) . The 

April 1990 issue of IBES provides consensus growt h 

forecasts for the 'A'A-rated electric ut1l1t 1es employ ed 

in Mr. Seery's comparable group; these are shown in 

Schedule 4. The average consensus long-term growth 

rate for the 13 companies in the group is 4 . 14 percent, 

which is above Mr . Seery's estimate of 3 . 00 percent -

3 . 63 percent. Thus, the evidence indicates that 

investors expect growth rates at least 50 basis po1nts 

higher than Mr . Seery's estimate. 

One related point which Mr . Seery never clarifies 

is why a two-stage two-growth rate DCF mode l was 
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1 selected throughout his testimony as opposed to the 

2 constant growth rate DCF model. It is not at all clear 

3 why Mr . Seery assumes that the electric ut1lities in 

4 his sample will experience an intermediate growth rat ~ 

5 of 3 percent (see Seery's Schedule 9, average d1videnc 

6 growth) over the next four years and an increase in 

7 growth to 3.63 percent thereafter. 

8 

9 Q. Do you see any dangers in relying on Value Line as an 

10 exclusive source of forecasts in applying the DCF 

11 model? 

12 A. Yes. Mr. Seery's exclusive reliance on Value Line ~sa 

13 source of analyst s' growth forecasts in both his DCF 

14 and Risk Prem ium analyses runs the risk of be1ng 

15 unrepresentat i ve of investors' consensus f o recas ts. 

16 One wou ld expect that averages of analys ts' growth 

17 forecasts such as those contained in IBES to be more 

18 reliable estimates of the investors' conse nsus 

19 expectations likely to be impounded in stock prices. 

20 Moreover, the empirical finance literature has shown 

21 that consensus analysts' growth forecasts are reflected 

22 in stock p rices, possess a high explanatory power of 

23 equity values, and are used by investors. 

24 

25 
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Please comment on Mr. Seery's flotation cost 

adjustment. 

Both Mr. Seery and I agree on the need to ad)ust the 

cost of equity for flotation cost, but we disagree 

slightly on the size of the allow~nce. W•th respect to 

s1ze, he uses 3 percent, co~pared to my 5 per ~er.: . 

have a lreaoy enumerated and described the res ults o ~ 

several empirica l studies on the magnitude o~ flota: . ~~ 

cost for utility stock offerings in MY or1g1na: 

testimony . These studies ind1cate clearly tra~ c 

percent is a reasonable and conservative nuMber. ~r . 

Seery thus sl1ghtly underest1mates the cost o! equ1ty 

capital by about 15 bas is points . 

CONCLUSION 

What do you conclude from Mr. Seery's DCP Analys i s ? 

My gene r al conclusions are: 

(1) His DCF analysis hinges solely on the "sus t a lnable 

growth" method, only one of several method s 

traditional ly used in regulatory proceedings, anc 

certa inly the most fragile method. 

(2) His app licati on of the method is questlonable and 
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1 contains a serious l ogical trap. 

2 My specifi~ conclusions are that Mr. Seery h ' s om1tted 

3 the following elements in his DCF analysis: ll 

4 insufficient flotation cost adjustment, about 15 bas1s 

5 points error, 2) omission of quarterly timing of dividend 

6 payments, 30 to 40 basis points error, and 3) fa1lure t o 

7 consider the analysts' consensus growth forecasts, about 50 

8 basis points downward-bias. Any reasonable conser v3tlve 

9 quantif1cation o~ these errors and om1ss1on s ea s1 ly 

10 increases his cost of equ 1ty estimate by about 100 ba s . s 

11 po1nts, from the DCf method alone, as shown below: 

12 

13 

14 

15 

16 

ITEM 

INSUFFICIENT FLOTATION ADJUSTMENT 
OMISSION Of QUARTERLY TIMING 
DOWNWARD-BIASED GROWTH RATES 

TOTAL 

SIZE Of ERROP 
(bas1s po1n~ s l 

15 
30 - 40 

50 

min1mum 95 - 19 ~ 

17 In a nutshell, Mr. Seery's 12.10 percent cost of 

18 equi~y recommendation is downward-biased by about 100 

19 basis points. 

20 It should finally be ~ointed out that Mr. Seery's 

21 risk premium analysis performed on the same companies, 

22 using the same DCF approach for each year in the last 

23 ten years, is vulnerable to the same criticism as h1s 

24 DCF analysis. To the extent that h1s DCF analys1s is 

25 1ownward-biased by about 100 basis po1nts, h1s r 1sk 
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premium e stimate of 3.2 percent, der ived fr om the same 

OCP analys is , is also downward-b i ased by 10 0 ba sis 

points, and lies closer to 4.2 percent. Given current 

Treasury bond yields of 9 percent th1s wo uld suggest 

equity costs of 13.2 percent for Gu l f Power. 

NON - UTILITY INVESTMENTS 

Mr. Seery recomme nds that all non-utility investmer ts 

should be removed directly from equity unless the 

Company can show through competent evidence that to do 

otherwise would result in a more equitable 

determination of the cost of capital for regulatory 

purposes. Do you agree? 

No, I do not agree. Mr. See ry as well as all other 

cost of capita l wi tnesses ha ve used pr ox1es f o r 

determining the cost of capital f or Gul f Power, a nd 

those proxies are based on ut ility investme nts a nd the 

capital structure of Gulf Power. There has been nn 

evidence presented suggesting that the small investment 

Gulf has in non-util i ty operation has impacted the cost 

of c apital calculation of any witness. 

Besides, such exclusion would ignore the 

risk-reduc ing b~n~fits of div~rs i ficati on. Presuma bly , 

Gul f Power's diversified activities into botn ut1l1ty 
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and non-util i ty operations reduces the risk to those 

investors who are not diversified on the1r own. 

Mr. Seery's exclusion of such activities, admittedly 

very sma ll , ignores the potential benef1ts of 

diversif1cation to the investor. 

Mr. Seery appears to be asking the Company t o 

prove a negat1ve, which is difficult if not impos s ib l e 

to do . Gulf's negligible investment in non-utl l l ti 

operation does not affect the cost of capital a s 

included in my recommendation or the recommendat 1o n o~ 

any witness on the subject. Therefore, to allocat e a ~l 

of this investment to equity would be punitive t o the 

Company and would require the non-utility business t o 

support the utility in an inequitabl e manner. 

Does this conclude your rebuttal testimony? 

Yes, it does . 
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QUARTERLY DCF MODEL 

ASSUMPTIONS: 

Stock Price • 
Quarterly Dividend • 
Annual Dividend • 
Growth Rate • 

! 30 .85 
0.70 
2.80 
4.50 percent 
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STEP 1: DETERMINE INVESTORS' REQUIRED RETURN 

Dividend Yield • 
Growth • 

DCF Return • 

9 . 08 percent 
4.50 percent 

14.04 percen t 

STEP 2: CONVERT ANNUAL RETURN ~0 MONTHLY RETURN 

Monthly Market Required Return s 1 . 1009 percent 

STEP 3: DETERMINE INVESTOR RETURN QUARTERLY DCf RATE IS 
ALLOWED 

BOOK MONTHLY QUARTERLY EOM EQUITY 
EQUITY BOOK VALUE EARNINGS DIVIDEND e00K VALUE 

MONTH PER SHARE PER SHARE PER SHARE PER SHARE 

Jan-89 30.850 0.3396 31 .1896 
Feb-89 31 . 190 0 . 3434 31.5330 
Mar - 89 31.533 0.3472 $ 0.7000 31.1802 
Apr-89 31.180 0 . 3433 31.5234 
May - 89 31.523 0.347 0 31.8705 
Jun - 89 31.870 0.3509 $0.7000 31.5214 
Jul-89 31.521 0.3470 31.868~ 
Aug-89 31 . 868 0.3508 32.2192 
Sep- 89 32 . 219 0 . 3547 $ 0.7000 31.8739 
Oct - 89 31.874 0.3509 32.2248 
Nov - 89 32.225 0 . 3548 32.5796 
Dec-89 32.580 0.3587 $0.700 0 32.2383 

---------------------TOTAL $4.1883 $2.8000 

STK PRICE AP $1.39 
GROWTH 4.50 percent 
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STEP 1: DETERMINE INVESTORS ' REQUIRED RETURN 

Dividend Yield • 
Growth • 

DCF Return • 

9.08 percent 
4.50 percent 

13.58 percent 

STEP 2: CCNVERT ANNUAL RETURN TO MONTHLY RETURN 

Monthly Market Required Return • 1 . 0665 percent 

STEP 3 : DETERMINE INVESTOR RETURN ANNUAL DCF RATE IS ALL ~WE) 

BOOK MONTHLY QUARTERLY EOP'. E('UITY 
EQ UITY BOOK VALUE EARNINGS DIVIDEND BOOK VALl!!: 

MONTH PER SHARE PER SHARE PER SHARE PER SHARE 

Jan-89 30.850 0.3290 31.179 0 Feb-89 31.179 0.3325 31.5115 
Mar - 89 31.512 0.3361 $0 .7000 31.147E Apr - 89 31.148 0.3322 31 . 479 8 May-89 31 . 48 0 0 . 3357 31.8155 Jun- 89 31.816 0.3393 $0.7000 31.4549 Jul - 89 31.455 0.3355 31 . 79 0 3 Aug - 89 31.790 0.339 0 32.1294 Sep- 89 32.129 0.3427 $ 0.7000 31.772 0 Oct-89 31.772 0 . 3389 32.1109 
Nov - 89 32.111 0.3425 32.4534 Dec- 89 32.453 0.3461 $0.70 00 32.0995 

-----------------------TOTAL $4.0495 $2. 8000 

STK PRICE AP $ l. 25 
GROWTH 4.05 percent 
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MOODY'S 24 NON-NUCLEAR ELECTRICS : 
GROWTH RATES HISTORICAL AND PROJECTED 

Company Name 

5-Year 
Hist Div 

Growth 

5-Year 
Hist Earn 
Growth 

NON-NUCLEAR CONSTRUCTION COMPANIES 

1 Baltimo re G&E 
2 Boston Ed1son 
3 Carolina P&L 
4 Cen Maine & Pwr 
5 Consol. Edison 
6 Delmarva P&L 
7 Detro1t Edison 
8 Fla Progress 
9 Ioaho Power 

10 !pa lco Ent 
11 Pennsylvania P&L 
12 Public Svc Colo 
13 SCE Corp 
14 TECO Energy 

6.00\ 
4.50\ 
3 . 00\ 
0.00\ 

12 . 00\ 
6 . 00\ 
0 . 00\ 
6.00\ 
5.00\ 
4 . 50\ 
3.00\ 
2.50\ 
7.00\ 
7.00\ 

5 . 54\ 

10 . 50\ 
5.00\ 
4.50\ 
0 . 00\ 
4.50\ 
4.50\ 
6.00\ 
7.50\ 
0.00\ 
5.00\ 
3.00\ 
4.50\ 
4 .50\ 
6.50\ 

5.50\ 

Prj Div 
Growth 

6.00\ 
2.50\ 
3.00\ 
3.00\ 
6.00\ 
3.00\ 
4.50\ 
3.50\ 
2.50\ 
3.50\ 
4. 00\ 
2.00\ 
4.00\ 
6.00\ 

3.82\ 

Prj Earn 
Growth 

3.50\ 
1. 00\ 
3.00\ 
2.00\ 
4.00\ 
3 .50\ 
3.00\ 
4.00\ 
8 . 00% 
2.00\ 
5.00\ 
2.00\ 
3.50\ 
5 . 50\ 

3. 57\ 

SOURCE : IBES 4/19/90 , VALUE LINE 3/2/90 , 3/23/ 90, 4/20/90 

IBES 
Analysts 
Forecast 

5 . 0 0 \ 
3. 00\ 
3. 00 ~ 
4 .00\ 
4. 00 \ 
3. 00 \ 
3. 00\ 
4. 00 \ 
2. 50 \ 
4. 50\ 
2.95\ 
2. 50 \ 
4. 1 5\ 
6.0 0\ 

3. 6 9i 
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DOW JONES INDUSTRIAL INDEX COMPANIE ~ 
PROJECTED RETURNS, YIELD , GROWTH RATES 

Company Name 
Prj 3-5 

Y r Ret 
Current 
Yield 

Price/ 
Bk Val 

Prj DlV 

Growth 
1. Allied Signal 
2. Alum Co of Amer 
3. Arner. Express 
4. Beth lehem Steel 
5. Boe 1ng 
6. Chevron Corp. 
7. Coca-Cola 
8. Du Pont 
9. Eastman Kodak 

10. Exxon Corp. 
12. Gen'1 El ectric 
13. Gen'l Motors 
14. Goodyear Tire 
15. I 9M 
16. Int'1 Paper 
17. McDonald's Corp 
18. Merck & Co. 
19. Minnesota Min~ 
20. Navistar Int'l 
21. Phillip Morri s 
22. Primerica Corp 
23. Proctor & Gamble 
24. Sears, Roebuck 
25. Texaco Inc. 
27. Union carbide 
28. United Techno 
29. USX Corp 
30. Woolworth Corp 

MEAN 

TRUNCATED MEAN 

15.00 
16.00 
21.00 
27.00 
10.00 
8.00 

14.00 
8.00 

34.00 
9.00 

14.00 
2 7. 00 
22.00 
18.00 
19 . 00 
13 .00 
24 . 00 
13.00 
0.00 

16 . 00 
16 . 00 
7.00 

17.00 
10 . 00 
12.00 
12.00 
15.00 
12.00 

15 .8 9 

15.52 

SOURCE: VALUE SCREEN II MAY 1990 

4.90 
4.5 0 
3.50 
2.00 
l. 90 
4.50 
2. 1 0 
4.2 0 
5 . 1 0 
5. 4 0 
~. 00 
6.3 0 
4.9 0 
4.6 0 
3.20 
l. 00 
2.60 
3.50 
0 .0 0 
3.40 
l. 10 
2 . 60 
5 . 50 
5.30 
4.6 0 
3.20 
4. 1 0 
3.40 

3.72 

3.72 

1. 56 
1.14 
2. 3 2 
l. 05 
2.74 
1 . 71 
8 . 8< 
1 . 80 
l. 6 7 
1. 91 
3.17 
0.83 
0.99 
1. 58 
1. 26 
3. 51 
9.98 
3.4 0 
0 . 00 
4. 8 3 
l . 38 
4.2 8 
l . 04 
l. 95 
1. 64 
l. 69 
1. 71 
2.24 

2.61 

2 . 38 

0.00 
17.50 

9.0 0 
0 . 00 

1 4. 00 
-- . sc 

1 7 . 0 r 
. 0 . 00 

9 . 50 
7 . sc 

1 4. 0 c 
l 0 . s ... 

4.5 0 
8. r. 

1 0 . 50 
l 2. 50 
24.5 0 
1 2. 50 

0 . 00 
21 . 0 0 
16 . 50 
11. 50 

6 . 5 0 
10.50 
-5. 50 

7 . 50 
10.50 
14 . 00 

10.87 

10.98 

f-r) EPS 
Gr o••~ !-

11 . 00 
!2 . 012 
l 9 . () c 
33 . 0C 
2 ! . 5 c 
l 4 . .JC 
! 9. sc 
1(1 C.. (l 
....... J""' 

l c. OC 
6. 00 

2~.: c 
l0 .5 v 

5 . 5C 
9.5 C 

l 3. 5 c 
! 5. 5 0 
22 . 0G 
: 2 . 00 
o.oc 

21 . 50 
17 . 5 (1 
l 5. 5 c 

7 .5 0 
13 . 00 

1. 00 
1 2. 50 

0 . 00 
1 2 . 00 

1 4. 08 

1 3. 8 3 



Florida Public Service Commis sion 
Docket No. 891345-EI 
GULF POWER COMPANY 
Witness: R. A. Morin 
Exhibit No. 
Schedule 4 
Page 1 of 1 

HIGH-QUALITY ELECTRICS 
GROWTH RATES 

Company 
( 1 ) 

1. Allegheny Power 
2. Baltimore Gas & Electric 
3. Consolidated Edison NY 
4. Duke Power Company 
5. I ow a I 11 . G & E 
6. !palco Enterprises 
7. Kansas P & L 
8. Northern Sta t es 
9. Oklahoma G & E 

10. Orange & Rockland Util 
11. SCE Corp 
12. Southwestern PS 
13. TECO Energy Inc. 

Average 

SOURCE: COL. l, 2 SEERY SCHEDULE 9 
COL. 3 IBES 4/1990 

Bond 
Rat i ng 

( 2 ) 

Aa/AA 
Aa/ AA 
Aa i AA 
'Aa/AA. 
Aa / AA 
'Aa / 'AA 
Aa / AA 
'Aa / AA. 
Aa / AA 
Aa/AA 
Aa / AA 
'Aa/ AA 
Aa / AA 

I BES 
Growt h 

( 3 ) 

3.2 0% 
5. 00% 
4. 00% 
5. 00 % 
4. 00 % 
4.5 0% 
4. 00% 
3.50% 
4 . 00 % 
3 . 50% 
4 . 1 5 t 
3 . 00 % 
6 . 00t 

4. 14% 
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