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I. 

Q. 

A. 

Q. 

A 

DIRECT TESTIMONY 

OF 

J. RANDALL WOOLRIDGE 

On Behalf of the Office of Public Counsel 

Before the 

Florida Public Service Commission 

Docket No .. 120015-EI 

IDENTIFICATION OF WITNESS AND PURPOSE OF TESTIMONY 

PLEASE STATE YOUR FULL NAME, ADDRESS, AND 

OCCUPATION. 

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

Circle, State College, PA 16801 I am a Professor of Finance and the 

Goldman, Sachs & Co .. and Frank P. Smeal Endowed University Fellow in 

Business Administration at the University Park Campus of the Pennsylvania 

State University. I am also the Director of the Smeal College Trading Room 

and President of the Nittany Lion Fund, LLC. A summary of my educational 

background, research, and related business experience is provided in Exhibit 

TRW-I. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS 

PROCEEDING? 

I have been asked by the Florida Office of Public Counsel ("OPC") to provide 

an opinion as to the appropriate return on equity ("ROE") for Florida Power & 
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A. 

Light Company ("FPL" or "Company") and to evaluate FPL's rate of return 

testimony in this proceeding .. 

HOW IS YOUR TESTIMONY ORGANIZED? 

First, I review my ROE recommendation for FPL Second, I provide an 

assessment of capital costs in today's capital markets. Third, I discuss the 

selection of a proxy group of electric utility companies ("Electric Proxy 

Group") for estimating the cost of capital for FPL Fourth, I discuss the 

relationship between a utility's capital structure and the return on equity that 

should be associated with that capital structure. Fifth, I discuss the concept of 

the cost of equity capital, and then estimate the equity cost rate for FPL Finally, 

I provide a critique ofFPL's rate of return testimony. 

PLEASE SUMMARIZE YOUR RECOMMENDATIONS REGARDING 

THE APPROPRIATE RATE OF RETURN FOR FPL. 

I initially show that capital costs, as measured by interest rates, are at 

historically low levels. With respect to this case, I show that interest rates on 

utility bonds have declined by about 200 basis points since the Company's last 

rate case. To estimate an equity cost rate for FPL, I have applied the 

Discounted Cash Flow ("DCF") Model and the Capital Asset Pricing Model 

("CAPM") to my Electric Proxy Group. My recommended ROE depends on 

the capital structure that is adopted by the Commission. If the Commission 

adopts OPC's recommended capital structure with a 50% common equity ratio 

that is presented in the testimony of OPC witness Kevin O'Donnell, I 

recOImnend an equity cost rate of 9.0% for FPL If the Commission adopts 
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Q. 

the Company's recommended capital structure with a 59.62% common equity 

ratio, I recommend an equity cost rate of 8.50%. These findings are 

summarized in Exhibit JR W -1. 

PLEASE SUMMARIZE THE PRIMARY ISSUES REGARDING RATE 

OF RETURN IN THIS PROCEEDING. 

The Company's recommended capital structure has a common equity ratio of 

59.62%, which is well in excess of the range within which the common equity 

ratios of most electric utility companies fall. OPC's recollli11ended capital 

structure is provided by Mr. Kevin O'Donnell and includes a common equity 

ratio of 50.0%. Dr .. Avera has attempted to justify FPL's proposed capital 

structure by adjusting the capital structure for the Company's purchased power 

contracts and by comparing the 59.62% common equity ratio to the common 

equity ratios for the operating companies (and not the holding companies) for the 

companies in his proxy group. He also compares FPL' s regulatory capital 

structure to the market value capital structures for the companies in his proxy 

group. I demonstrate that these methods represent 'apples' and 'oranges' 

comparisons .. 

FPL witness Avera provides the Company's proposed common equity 

cost rate.. Dr.. Avera's equity cost rate estimate is in the 1025% to 1225% 

range.. I have reconm1ended an equity cost rate of 9.0% for FPL using OPC 

witness O'Donnell's capital structure. Both Dr. Avera and I have applied the 

DCF and the CAPM approaches to groups of publicly-held electric utility 

companies. Dr. Avera has also used Risk Premium ("RPM") and Expected 

Ear11ings ("EE") approaches to estimate an equity cost rate for FPL. Dr. 
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Avera employs a proxy group of fourteen electric utility companies. I show 

that Dr. A vera's group is riskier than FPL and that some of these companies 

have a low percentage of revenues from regulated electric utility operations. 

Dr. Avera also employs the equity cost rate results for an inappropriate proxy 

group of non-utility companies. With respect to the application of the DCF 

model, the major area of disagreement is the expected DCF growth rate. Dr. 

Avera relies exclusively on the earnings per share ("EPS") growth rate 

forecasts of Wall Street analysts and Value Line for his DCF growth rate. I 

demonstrate that there is an upward bias to these growth rate forecasts. 

The CAPM approach requires an estimate of the risk-free interest rate, 

beta, and the equity risk premium. The primary error in Dr. Avera's CAPM is 

his equity risk premium. This equity risk premium is based on an expected 

stock market return of 13.50% over time. I provide evidence that: (1) the 

expected stock market return of 13.5% employed by Dr. Avera in his analysis 

is not reflective of current market fundanlentals; (2) this expected stock 

market return is based on an expected EPS growth rate that is not reasonable 

given prospective economic and earnings growth; and (3) Dr. Avera's equity 

risk premium of 10 . .5% is well above the equity risk premiums used in the real 

world of finance In contrast to Dr. Avera, I use a market risk premium which 

employs (1) alternative approaches to estimating a market premium and (2) 

the results of over thirty studies and surveys of the market risk premium. As I 

will note, my market risk premium of 5.01 % is consistent with the market risk 

premiums: (1) discovered in recent academic studies by leading finance 

scholars; (2) employed by leading investment banks and management 
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II. 

Q. 

A. 

consulting firms; and (3) that result from surveys of financial forecasters and 

corporate chief financial officers ("CFOs"). 

Dr. Avera's EE approach is subject to a number of errors, and does not 

provide a reliable estimate of the Company's cost of equity capital. 

Furthermore, tlns methodology, winch is not market-based, has not been used by 

regulatory commissions for years as an equity cost rate approach. 

In the end, the most significant areas of disagreement in measuring 

FPL's cost of capital are: (1) the Company's capital structure, and the ROE 

that is associated with the capital structure; (2) the appropriate proxy group to 

use in estimating an equity cost rate for FPL, and the riskiness of FPL relative 

to the proxy group; (3) Dr. Avera's excessive reliance on the earnings per 

share growth rate forecasts of Wall Street analysts to measure expected DCF 

growth; (4) the measurement and magnitude of the equity risk premium used 

in a CAPM approach and RPM approaches; (5) the validity of the EE equity 

cost rate approach; and (6) whether or not adjustments are needed to account 

for size and flotation costs, 

CAPITAL COSTS IN TODAY'S MARKETS 

PLEASE DISCUSS CAPITAL COSTS IN U.S. MARKETS. 

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

required returns on risk-free securities plus a risk premium. The risk-free rate 

of interest is the yield on long-term US. Treasury yields. The yields on ten­

year U .s. Treasury bonds from 1953 to the present are provided on page 1 of 

Exhibit JRW-2. These yields peaked in the early 1980s and have generally 
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declined since that time, In the sunm1er of 2003, these yields hit a 60-year 

low at 333%, They subsequently increased and fluctuated between the 4.0% 

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

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

beginning of the financial crisis, In 2008, Treasury yields declined to below 

3,0% as a result of the expansion of the mortgage and subprime market credit 

crisis, the turmoil in the financial sector, the government bailout of financial 

institutions, the monetary stimulus provided by the Federal Reserve, and the 

economic recession, From 2008 until 2011, these rates fluctuated between 

25% ar1d 3.5%. Over the past six months, the yields on ten-year Treasuries 

have declined from 2.5% to below 2 .. 0% as economic uncertainties have 

persisted. 

Par1el B on page 1 of Exhibit JRW-2 shows the differences in yields 

between ten-year Treasuries ar1d Moody's Baa rated bonds since the year 

2000, This differential primarily reflects the additional risk required by bond 

investors for the risk associated with investing in corporate bonds. The 

difference also reflects, to some degree, yield curve changes over time. The 

Baa rating is the lowest of the investment grade bond ratings for corporate 

bonds. The yield differential hovered in the 2 .. 0% to 3.0% area until 2005, 

declined to 1.5% until late 2007, ar1d then increased significar1t1y in response 

to the finar1cial crisis. This differential peaked at 6.0% at the height of the 

financial crisis in ear1y 2009, due to tightening in credit markets, which 

increased corporate bond yields and the "flight to quality," which decreased 

treasury yields .. The differential subsequently declined ar1d has been in the 

2.5% to 3 .. 0% rar1ge over the past three years. 
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Q. 

As previously noted, the risk premium is the return premium required 

by investors to purchase riskier securities. The risk premium required by 

investors to buy corporate bonds is observable based on yield differentials in 

the markets. The equity risk premium is the return premium required to 

purchase stocks as opposed to bonds. The equity risk premium is not readily 

observable in the markets (as are bond risk premiums) since expected stock 

market returns are not readily observable., As a result, equity risk premiums 

must be estimated using market data. There are alternative methodologies to 

estimating the equity risk premium, and the alternative approaches and equity 

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

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

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

been in the 5% to 7% range .. However, studies by leading academics indicate 

that the forward-looking equity risk premium is actually in the 4.0% to 5.0% 

range., These lower equity risk premium results are in line with the findings of 

equity risk premium surveys of CFOs, academics, analysts, companies, and 

financial forecasters. 

PLEASE REVIEW THE FINANCIAL CRISIS THAT BEGAN IN 2007 

AND THE RESPONSE OF THE U.S. GOVERNMENT. 

The mortgage crisis, subprime crisis, credit crisis, economic recession, and the 

restructuring of financial institutions have had tremendous global economic 

implications. This issue first surfaced in the sunm1er of 2007 as a m0I1gage 

crisis. It expanded into the subprime area in late 2008 and led to the collapse 

of certain financial institutions, notably Bear Steams, in the first quarter of 
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2008. Commodity and energy prices peaked and then began to decline in the 

summer of 2008, as the crisis in the financial markets spread to the global 

economy. The turmoil in the financial sector peaked in September of 2008 

with the failure of several large financial institutions, Bank of America's 

buyout of AIG and Merrill Lynch, and the government takeover of Fannie 

Mae and Freddie Mac. 

In response to the market crisis, the Federal Reserve ("Fed") took 

extraordinary steps in an effort to stabilize capital markets. Most 

significantly, the Fed has opened its lending facilities to numerous banking 

and investment finns to promote credit markets. As a result, the balance sheet 

of the Federal Reserve grew by hundreds of billions of dollars in support of 

the financial system. The federal government took a series of measures to 

shore up the economy and the markets. The Troubled Asset Relief Program 

("T ARP") was aimed at providing over $700 billion in government funds to 

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

spent billions bailing out a number of prominent financial institutions, 

including AIG, Citigroup, and Bank of America. The govenunent also bailed 

out other industries, most notably the auto industry.. In 2009, President 

Obama signed into law his $787 billion economic stimulus, which included 

significant tax cuts and government spending aimed at creating jobs and 

turning around the economy. 

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

According to the National Bureau of Economic Research ("NBER"), the 

economy slipped into a recession in the 4th quarter of 2007. The NBER has 

indicated that the recession ended in the 2nd quarter of 2009. Nonetheless, the 
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Q. 

A. 

recovery of the economy has lagged the recoveries from previous recessions" 

Since the 2nd quarter of 2009, economic growth has been only 2.4% per year, 

andjust 1.8% in the first quarter of 2012" Furthermore, the muted economic 

recovery in the U.S. has been hindered by global economic concerns, 

especially continuing fiscal and monetary issues in Europe ar1d the prospect of 

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

relatively high unemployment, large government budget deficits, continued 

housing market issues, ar1d uncertainty about future economic growth" The 

stalled economic recovery is reflected in the stock market The stock market 

bottomed out in March of 2009, and then increased about 100% over the next 

two years" However, since that time, the stock market advar1ce has been 

slowed by the U"S" and global economic uncertainties and concerns" 

In summary, the Federal Reserve and the UB" government have taken 

extraordinary actions and committed great sums of money to rescue the 

economy, certain industries, and the capital markets. But the economy is still 

on an uncertain path, 

PLEASE PROVIDE ADDITIONAL INFORMATION ON THE 

ACTIONS OF THE GOVERNMENT AND THEIR IMP ACT ON U. S. 

CAPITAL COSTS. 

The yields on United States Treasury securities have declined to levels not seen 

since the 1950s. The yields on Treasury bills securities decreased significantly 

at the onset of the financial crisis and have remained at very low levels. The 

decline in interest rates reflects several factors, including: (1) the "flight to 

quality" in the credit markets as investors sought out low-risk investments 
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during the financial crisis; (2) the very aggressive monetary actions of the 

Federal Reserve, which were aimed at restoring liquidity and faith in the 

financial system as well as maintaining low interest rates to boost economic 

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

The credit market for corporate and utility debt experienced higher 

rates due to the credit crisis. The short-term credit markets were initially hit 

with credit issues, leading to the demise of several large financial institutions. 

The primary indicator of the short-term credit market is the .3-month London 

Interbank Offered Rate ("LIBOR"). LIB OR peaked in the third quarter of 

2008 at 4.75%. It has since declined to below 0.5% as the short-term credit 

markets opened up and U.S .. Treasury rates have remained low. The long­

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

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

have declined to historically low levels. These low rates reflect the weak 

economy, as the Federal Reserve has significantly scaled back its aggressive 

monetary policy actions. 

Panel A of page 1 of Exhibit JRW-3 provides the yields on A, BBB+, 

and BBB rated public utility bonds.. These yields peaked in November 2008, 

and have since declined by nearly 400 basis points. For example, the yields 

on 'A' -rated utility bonds, which peaked at about 7.75% in November of 

2008, have declined to 3 .. 76% as of June 1,2012. Panel B of Exhibit JRW-3 

provides the yield spreads on A, BBB+, and BBB rated public utility bonds 

relative to Treasury bonds. These yield spreads increased dramatically in the 

third quarter of 2008 during the peak of the financial crisis and have decreased 

significantly since that time. For example, the yield spreads between 30-year 

10 
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Q. 

U.S. Treasury bonds and 'A' -rated utility bonds peaked at over 3.50% in 

November of 2008, declined to 1.0% in the summer of 2012, and have since 

increased to about I .25%. 

In sum, while the economy continues to face significant problems, the 

actions of the government and Federal Reserve had a large effect on the credit 

markets. The capital costs for utilities, as measured by the yields on 30-year 

utility bonds, have declined to below pre-financial crisis levels. 

PLEASE DISCUSS THE RECENT PERFORMANCE OF UTILITY 

STOCKS. 

Utility stocks have performed quite well during the recent period of 

uncertainty. Page 2 of Exhibit JRW-3 graphs the performance of the Dow 

Jones Utility Index versus the Standard & Poor's 500 index (S&P 500) over 

the past year. When the S&P 500 declined by over 10% in early August of 

201 I, utility stocks declined by much less. As the S&P 500 recovered in the 

fourth quarter of20ll, utility stocks continued to increase in value as well. In 

the first quarter of 20 I 2, the S&P 500 perfonned much better than the stocks 

of utilities. However, utility stocks have outperformed the S&P 500 during 

the second quarter of 2012 as the S&P 500 has declined by about 7.0% while 

utility stocks have appreciated about 2.0%. 

Overall, utility stocks have proven to be safe havens in volatile 

markets since utility stocks have low risk relative to the overall stock market 

Utility stocks did not decline as much as the overall market in the market 

decline of the third quarter of 2011 and second quarter of 2012, and they did 

not increase in value as much as the overall market in the recovery of the 
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Q. 

A 

III. 

Q. 

A 

Q. 

A 

stock market in the first quarter of 2012.. The low relative volatility and risk 

of utility stocks is reflected in their low betas. 

OVERALL, WHAT DOES YOUR REVIEW OF THE CAPITAL 

MARKET CONDITIONS INDICATE ABOUT THE EQUITY COST 

RATE FOR UTILITIES TODAY? 

The market data suggests that capital costs for utilities are at relatively low 

levels. The rates on 30-year utility bonds are at historically low levels. As 

shown on page 2 of Exhibit JRW-3, the yield on long-term 'A'-rated utility 

bonds is only 4.45%. In addition, utility stocks have proven to be steady 

performers over the past year relative to the overall market. As such, equity 

cost rates for utilities are at relatively low leveh As demonstrated later in my 

testimony, this observation is supported by the DCF and CAPM data for 

electric utility companies. 

PROXY GROUP SELECTION 

PLEASE DESCRIBE YOUR APPROACH TO DEVELOPING A FAIR 

RATE OF RETURN RECOMMENDATION FOR FPL. 

To develop a fair rate of return recommendation for FPL, I evaluated the 

return requirements of investors on the common stock of a proxy group of 

publicly-held electric utility companies ("Electric Proxy Group"). 

PLEASE DESCRIBE YOUR PROXY GROUP OF COMPANIES. 

My Electric Proxy Group consists of twenty-eight electric utility companies. 
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The selection criteria include the following: 

1. Listed as Electric Utility by Value Line Investment S1I111eY and listed as 

an Electric Utility or Combination Electric & Gas company in A US Utilities 

Report; 

2. At least 50% of revenues from regulated electric operations as reported 

by A US Utilities Report, 

3. An investment grade bond rating as reported by A US Utilities Report, 

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

omissions; 

5. Not involved in an acquisition of another utility, and/or was not the 

target of an acquisition, in the past six months; and 

6. Analysts' long-ternl EPS growth rate forecasts available from Yall00, 

Reuters, and Zacks. 

The Electric Proxy Group includes thirty-four companies.. Summary 

financial statistics for the proxy group are listed on page 1 of Exhibit JRW-4I 

The median operating revenues and net plant for the Electric Proxy Group are 

$4,075JM and $9,144.0M, respectively. The group receives 77% of revenues 

from regulated electric operations, has an A-/BBB+ bond rating from Standard 

& Poor's, a current common equity ratio of 45..3%, and an earned return on 

common equity over of 9.9%. 

I In my testimony, I present financial results using both mean and medians as measures of central tendency 
However, due to outliers among means, I have used the median as a measure of central tendency 
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IV. CAPITAL STRUCTURE RATIOS AND DEBT COST RATES 

Q . WHAT IS FPL'S CURRENT CAPITAL STRUCTURE FOR 

RATEMAKING PURPOSES? 

A FPL's recommended capital structure from investor capital sources for 

ratemaking purposes includes 222% short-term debt, 38,16% long-term debt, 

and 59 .. 62% COlmnon equity. This is provided in Panel A of Exhibit JRW-5. 

Q. HOW DOES FPL'S RECOMMENDED CAPITAL STRUCTURE 

COMPARE TO THAT OF ITS PARENT, NEXTERA? 

A Panel B of Exhibit JRW-5 shows NextEra's average quarterly capitalization 

over the past year. This average quarterly capital structure includes 8 .. 75% 

short-term debt, 52.33% long-term debt, and 38.92% common equity. These 

ratios highlight the fact that, on a composite basis, NextEra employs much 

more debt and much less equity than its regulated subsidiary, FPL. Hence, 

NextEra has a higher degree of financial risk than FPL. These ratios indicate 

that NextEra finances its other businesses, such as NextEra Energy Resources, 

with more debt and less equity than the capital structure it employs for FPL. 

Q. PLEASE DISCUSS THE CAPITAL STRUCTURES OF THE 

COMPANIES IN THE ELECTRIC PROXY GROUP. 

A Panel C of Exhibit JRW -5 provides the average quarterly capitalization ratios for 

the companies in the Electric Proxy Group. Pages 2-6 of ExJribit JRW-5 provide 

the supporting company data. The average of the quarterly capitalization data 

for the proxy group is 6.55% short-term debt, 48 .. 02% long-term debt, 0.38% 

preferred stock, and 45.01% conm1on equity. These are the capital structure 
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Q. 

A. 

Q. 

A. 

ratios for the holding companies that trade in the markets and are used to 

estimate an equity cost rate for FPL These ratios indicate that: (l) the 

Electric Proxy Group has, on average, a much lower common equity ratio and 

higher financial risk than FPL; and (2) FPL's parent, NextEra, has somewhat 

more debt and financial risk than the Electric Proxy Group. 

YOU HAVE REFERRED SEVERAL TIMES TO THE DIFFERING 

EQUITY RATIOS OF THE ELECTRIC PROXY UTILITY GROUP, 

NEXTERA, AND FPL. PLEASE ELABORATE ON THE 

SIGNIFICANCE OF THE AMOUNT OF EQUITY THAT IS 

INCLUDED IN AN ELECTRIC UTILITY'S CAPITAL STRUCTURE. 

An electric utility's decision as to the an10unt of equity capital it will 

incorporate in its capital structure involves fundamental trade-offs relating to 

the amount of financial risk the firm carries, the overall revenue requirements 

its customers are required to bear through the rates they pay, and the return on 

equity that investors will require. 

PLEASE DISCUSS A UTILITY'S DECISION TO USE DEBT VERSUS 

EQUITY TO MEET ITS CAPITAL NEEDS. 

Utilities satisfy their capital needs through a mix of equity and debt Because 

equity capital is more expensive than debt, the issuance of debt enables a 

utility to raise more capital with a given commitment of dollars than it could 

raise with just equity. Debt is therefore a means of "leveraging" capital 

dollars.. However, as the amount of debt in the capital structure increases, its 

financial risk increases and the risk of the utility perceived by equity investors 
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A 

also increases. Significantly for this case, tlle converse is also true. As the 

amount of debt in tlle capital structure decreases, the financial risk decreases. 

The required return on equity capital is a function of the amount of overall 

risk that investors perceive, including financial risk in the form of debt. 

WHY IS THIS RELATIONSHIP IMPORTANT TO THE UTILITY'S 

CUSTOMERS? 

Just as there is a direct correlation between the utility's authorized return on 

equity and the utility's revenue requirements (the higher the return, the greater 

the revenue requirement), there is a direct correlation between the amount of 

equity in the capital structure and the revenue requirements the customers are 

called on to bear .. Again, equity capital is more expensive than debt. Not only 

does equity command a higher cost rate, it also adds more to the income tax 

burden that ratepayers are required to pay through rates. As the equity ratio 

increases, the utility'S revenue requirements increase and rates paid by 

customers increase. If the proportion of equity is too high, rates will be higher 

than they need to be. For this reason, the utility's management must pursue a 

capital acquisition strategy that results in the proper balance in the capital 

structure. 

HOW HAVE ELECTRIC UTILITIES TYPICALLY STRUCK THIS 

BALANCE? 

Due to regulation and the essential nature of its output, an electric utility is 

exposed to less business risk than other companies that are not regulated. This 

means that an electric utility can reasonably carry relatively more debt in its 
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A. 

capital structure than most unregulated companies, The utility should take 

appropriate advantage of its lower business risk to employ cheaper debt 

capital at a level that will benefit its customers through lower revenue 

requirements, Typically, one may see equity ratios for electric utilities 

ranging from the 40% to 50% range, As I stated earlier, the average amount 

of common equity in the average capital structure of the utilities in my proxy 

group is 45%, In my experience, this value is typical for large electric 

utilities, It is also significant that NextEra has significantly less equity in its 

overall capital structure-i, e., is significantly more leveraged-than its 

subsidiary, FPL In this light, FPL has significantly more equity in its capital 

structure than other electric utilities" 

GIVEN YOUR VIEW THAT FPL'S EQUITY RATIO IS MUCH 

HIGHER THAN THAT OF THE PROXY GROUP, WHAT SHOULD 

THE COMMISSION DO IN THIS RATEMAKING PROCEEDING? 

When a regulated electric utility's actual capital structure contains too high an 

equity ratio, the options are: (1) to impute a more reasonable capital structure 

and reflect the imputed capital structure in revenue requirements; or (2) to 

recognize the downward impact that an unusually high equity ratio will have 

on the financial risk of a utility and authorize a lower common equity cost 

rate, 

PLEASE ELABORATE ON THIS "DOWNWARD IMPACT." 

As I stated earlier, there is a direct correlation between the amount of debt in a 

utility's capital structure and the financial risk that an equity investor will 
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associate with that utility. A relatively lower proportion of debt translates into 

a lower required return on equity, all other things being equaL Stated 

differently, a utility cannot expect to "have it both ways." Specifically, a 

utility cannot maintain an unusually high equity ratio and not expect to have 

the resulting lower risk reflected in its authorized return on equity. The 

fundamental relationship between the lower risk and the appropriate 

authorized return should not be ignored. 

GIVEN THIS DISCUSSION, HOW ARE YOU EVALUATING THE 

CAPITAL STRUCTURE AND EQUITY COST RATE IN THIS 

PROCEEDING? 

I have estimated an equity cost rate in the range of 8.50% to 9.0% based on 

my evaluation of the Electric Proxy Group. The proxy group has a common 

equity ratio of 45%. As such, the financial risk of the proxy group is less than 

that of FPL. OPC witness O'Donnell has recommended a capital structure for 

FPL that includes a common equity ratio of 50.0%. To recognize the risk 

trade-off of the alternative proposed capital structures, I anl recommending an 

equity cost rate of 8.5% if the Commission adopts FPL's requested 59.62% 

equity capital structure. If the Commission adopts OPC's imputed capital 

structure, I recommend an equity cost rate of 9.0% for FPL. 
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A. 

Q. 

A. 

THE COST OF COMMON EQUITY CAPITAL 

A. OVERVIEW 

WHY MUST AN OVERALL COST OF CAPITAL OR FAIR RATE OF 

RETURN BE ESTABLISHED FOR A PUBLIC UTILITY? 

In a competitive industry, the return on a firm's common equity capital is 

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

the capital requirements needed to provide utility services and to the economic 

benefit to society from avoiding duplication of these services, some public 

utilities are monopolies. It is not appropriate to permit monopoly utilities to 

set their own prices because of the lack of competition and the essential nature 

of the services. Thus, regulation seeks to establish prices that are fair to 

consumers and, at the same time, sufficient to meet the operating and capital 

costs of the utility (i.e., provide an adequate return on capital to attract 

investors). 

PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN 

THE CONTEXT OF THE THEORY OF THE FIRM. 

The total cost of operating a business includes the cost of capital. The cost of 

common equity capital is the expected return on a firm's common stock that 

the marginal investor would deem sufficient to compensate for risk and the 

time value of money. In equilibrium, the expected and required rates of return 

on a company's common stock are equal. 

Normative economic models of the film, developed under very 

restrictive assumptions, provide insight into the relationship between firm 
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performance or profitability, capital costs, and the value of the firm" Under 

the economist's ideal model of perfect competition, where entry and exit are 

costless, products are undifferentiated, and there are increasing marginal costs 

of production, firms produce up to the point where price equals marginal cost 

Over time, a long-run equilibrium is established where price equals average 

cost, including the firm's capital costs" In equilibrium, total revenues equal 

total costs, and because capital costs represent investors' required return on 

the firm's capital, actual returns equal required returns, and the market value 

must equal the book value of the finn's securities .. 

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

product market imperfections" Most notably, companies can gain competitive 

advantage through product differentiation (adding real or perceived value to 

products) and by achieving economies of scale (decreasing marginal costs of 

production)" Competitive advantage allows finns to price products above 

average cost and thereby earn accounting profits greater than those required to 

cover capital costs.. When these profits are in excess of that required by 

investors, or when a firm earns a return on equity in excess of its cost of 

equity, investors respond by valuing the firm's equity in excess of its book 

value .. 

James M. McTaggart, founder of the international management 

consulting finn Marakon Associates, described this essential relationship 

between the return on equity, the cost of equity, and the market-to-book ratio 

in the following manner:2 

2 James M McTaggart, "The Ultimate Poison Pill: Closing the Value Gap," Commen(alY (Spring 1988), p" 2 
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Fundamentally, the value of a company is determined 
by the cash flow it generates over time for its owners, 
and the minimum acceptable rate of retum required by 
capital investors_ This "cost of equity capital" is used 
to discount the expected equity cash flow, converting it 
to a present value_ The cash flow is, in turn, produced 
by the interaction of a company's retum on equity and 
the annual rate of equity growth .. High return on equity 
(ROE) companies in low-growth markets, such as 
Kellogg, are prodigious generators of cash flow, while 
low ROE companies in high-growth markets, such as 
Texas Instruments, barely generate enough cash flow to 
finance growth. 

A company's ROE over time, relative to its cost of 
equity, also determines whether it is worth more or less 
than its book value, If its ROE is consistently greater 
than the cost of equity capital (the investor's minimum 
acceptable retum), the business is economically 
profitable and its market value will exceed book value_ 
If, however, the business earns an ROE consistently 
less than its cost of equity, it is economically 
unprofitable and its market value will be less than book 
value. 

As such, the relationship between a firm's retum on equity, cost of 

equity, and market-to-book ratio is relatively straightforward. A finn that 

eams a return on equity above its cost of equity will see its common stock sell 

at a price above its book value. Conversely, a fim1 that eams a return on 

equity below its cost of equity will see its common stock sell at a price below 

its book value_ 

PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE 

RELATIONSHIP BETWEEN RETURN ON EQUITY AND MARKET-

TO-BOOK RATIOS. 
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This relationship is discussed in a classic Harvard Business School case study 

entitled "A Note on Value Drivers." On page 2 of that case study, the author 

describes the relationship very succinctly:3 

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

Profitability 
lfROE> K 
IfROE=K 
ljROE< K 

Value 
then Market/Book> 1 
then Market/Book = 1 
then Market/Book < 1 

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

a regression study between estimated return on equity ("ROE") and market-to-

book ratios using natural gas distribution, electric utility aI1d water utility 

compaI1les I used all compaI1ies in these three industries that are covered by 

Value Line and have estimated ROE and market-to-book ratio data. The 

results are presented in PaI1els A-C of Exhibit JRW-6. The average R-squares 

for the electric, gas, and water companies are 0.52, 0.71, and 0.77, 

respectively4 This demonstrates the strong positive relationship between 

ROEs aI1d market-to-book ratios for public utilities. 

WHAT ECONOMIC FACTORS HAVE AFFECTED THE COST OF 

EQUITY CAPITAL FOR PUBLIC UTILITIES? 

3 Benjamin Esty, "A Note on Value Drivers," Harvard Business School, Case No. 9-297-082, April 7,1997 

., R-square measures the percent of variation in one variable (e.g., market-to-book ratios) explained by another 
variable (e .. g., expected ROE). R-squares vary between zero and I 0, with values closer to LO indicating a 
higher relationship between two variables 
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1 A. Exhibit JR W -7 provides indicators of public utility equity cost rates over the 

2 past decade. Page 1 shows the yields on long-term 'A' rated public utility 

3 bonds. These yields peaked in the early 2000s at over S .0%, declined to about 

4 5.0% in 2005, and rose to 6.0% in 2006 and 2007. They stayed in that 6.0% 

5 range until the third quarter of 200S when they spiked to almost 7.5% during 

6 the financial crisis.. They have since retreated significantly over the past three 

7 years and now are below 4.5%. 

S Page 2 of Exhibit JRW-7 provides the dividend yields for the proxy 

9 group. The dividend yields for the Electric Proxy Group generally declined 

10 slightly over the decade until 2007. They increased in 200S and 2009 in 

11 response to the financial crisis, but declined in 2010 and 2011 and now are 

12 about 4.5%. 

13 Average earned returns on common equity and market-to-book ratios 

14 for the group are on page 3 of Exhibit JRW-7. The average eamed retums on 

15 common equity for the Electric Proxy Group were in the 9.0%-12.0% range 

16 over the past decade, and have hovered in the 10.0% range for the past three 

17 years. The average market-to-book ratio for the group has been in the L20X 

IS to I.S0X during the decade. The average declined to about 1.20X in 2009, but 

19 increased to 130X in 2010 and I AOX in 20 II. 

20 

21 Q. WHAT FACTORS DETERMINE INVESTORS' EXPECTED OR 

22 REQUIRED RATE OF RETURN ON EQUITY? 

23 A The expected or required rate of return on common stock is a function of 

24 market-wide as well as company-specific factors. The most important market 

25 factor is the time value of money as indicated by the level of interest rates in 
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the economy" Conml0n stock investor requirements generally increase and 

decrease with like changes in interest rates.. The perceived risk of a firm is the 

predominant factor that influences investor return requirements on a 

company-specific basis, A firnl's investment risk is often separated into 

business and financial risk. Business risk encompasses all factors that affect a 

firm's operating revenues and expenses. Financial risk results from incurring 

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

HOW DOES THE INVESTMENT RISK OF UTILITIES COMPARE 

WITH THAT OF OTHER INDUSTRIES? 

Due to the essential nature of their service as well as their regulated status, 

public utilities are exposed to a lesser degree of business risk tharl other, non­

regulated businesses, The relatively low level of business risk allows public 

utilities to meet much of their capital requirements through borrowing in the 

financial markets, thereby incurring greater-than-average financial risk. 

Nonetheless, the overall investment risk of public utilities is below most other 

industries. 

Exhibit JRW -8 provides an assessment of investment risk for 100 

industries as measured by beta, which according to modem capital market 

theory, is the only relevant measure of investment risk. These betas come 

from the Value Line Investment Survey and are compiled annually by Aswath 

Damodoran of New York University5 The study shows that the investment 

risk of utilities is very low, The average beta for electric, water, and gas 

utility companies are 0.73, 0,66, and 0.66, respectively. These are well below 

5 Available at http://www.stem.nyu.edu/-adamodaL 
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the Value Line average of L15. As such, the cost of equity for utilities is 

among the lowest of all industries in the U,S. 

HOW CAN THE EXPECTED OR REQUIRED RATE OF RETURN ON 

COMMON EQUITY CAPITAL BE DETERMINED? 

The costs of debt and preferred stock are norn1ally based on historical or book 

values and can be determined with a great degree of accuracy.. The cost of 

common equity capital, however, carmot be determined precisely and must 

instead be estimated from market data and infarn1ed judgment This return to 

the stockholder should be commensurate with returns on investments in other 

enterprises having comparable risks .. 

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

the discounted value of its expected future cash flows. Investors discount 

these expected cash flows at their required rate of return that, as noted above, 

reflects the time value of money and the perceived riskiness of the expected 

future cash flows, As such, the cost of common equity is the rate at which 

investors discount expected cash flows associated with common stock 

ownership .. 

Models have been developed to ascertain the cost of common equity 

capital far a firm.. Each model, however, has been developed using restrictive 

economic assumptions. Consequently, judgment is required in selecting 

appropriate financial valuation models to estimate a firm's cost of common 

equity capital, in determining the data inputs for these models, and in 

interpreting the models' results, All of these decisions must take into 
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consideration the firm involved as well as current conditions in the economy 

and the financial markets. 

HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY 

CAPITAL FOR THE COMPANY? 

I rely primarily on the discounted cash flow ("DCF") model to estimate the 

cost of equity capital. Given the investment valuation process and the relative 

stability of the utility business, I believe that the DCF model provides the best 

measure of equity cost rates for public utilities. It is my experience that this 

Commission has traditionally relied on the DCF method.. I have also 

performed a capital asset pricing model ("CAPM") study, but I give these 

results less weight because I believe that risk premium studies, of which the 

CAPM is one form, provide a less reliable indication of equity cost rates for 

public utilities. 

B. DCF ANALYSIS 

DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF 

MODEL. 

According to the DCF model, the curTent stock price is equal to the discounted 

value of all future dividends that investors expect to receive from investment 

in the firm. As such, stockholders' returns ultimately result from current as 

well as future dividends. As owners of a corporation, common stockholders 

are entitled to a pro rata share of the firm's earnings. The DCF model 

presumes that earnings that are not paid out in the form of dividends are 

reinvested in the firm so as to provide for future growth in earnings and 
26 
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dividends. The rate at which investors discount future dividends, which 

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

the market's expected or required return on the common stock. Therefore, this 

discount rate represents the cost of common equity. Algebraically, the DCF 

model can be expressed as: 

p + + 

(1+ki (1 +k)" 

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

cost of common equity .. 

IS THE DCF MODEL CONSISTENT WITH VALUATION 

TECHNIQUES EMPLOYED BY INVESTMENT FIRMS? 

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

valuation teclmique. One common application for investment firms is called 

the three-stage DCF or dividend discount model ("DDM"). The stages in a 

three-stage DCF model are presented in Exhibit JR W -9. This model presumes 

that a company's dividend payout progresses initially through a growth stage, 

then proceeds through a transition stage, and finally assumes a steady-state 

stage. The dividend-payment stage of a fim1 depends on the profitability of its 

internal investments, which, in turn, is largely a function of the life cycle of 

the product or service. 

I. Growth stage: Characterized by rapidly expanding sales, high profit 

margins, and abnormally high growth in earnings per share. Because of 

highly profitable expected investment opportunities, the payout ratio is low. 
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Competitors are attracted by the unusually high earnings, leading to a decline 

in the growth rate. 

2 Transition stage: In later years, increased competition reduces profit 

margins and earnings growth slows. With fewer new investment 

opportunities, the company begins to payout a larger percentage of earnings. 

3. Maturity (steady-state) stage: Eventually the company reaches a 

position where its new investment opportunities offer, on average, only 

slightly attractive ROEs. At that time, its earnings growth rate, payout ratio, 

and ROE stabilize for the remainder of its life.. The constant-growth DCF 

model is appropriate when a firm is in the maturity stage of the life cycle. 

In using this model to estimate a firm's cost of equity capital, 

dividends are projected into the future using the different growth rates in the 

alternative stages, and then the equity cost rate is the discount rate that equates 

the present value ofthe future dividends to the current stock price. 

HOW DO YOU ESTIMATE STOCKHOLDERS' EXPECTED OR 

REQUIRED RATE OF RETURN USING THE DCF MODEL? 

Under certain assumptions, including a constant and infinite expected growth 

rate, and constant dividend/earnings and price/earnings ratios, the DCF model 

can be simplified to the following: 

p = 

k - g 

where D, represents the expected dividend over the coming year and g is the 

expected growth rate of dividends. This is known as the constant-growth 

version of the DCF model. To use the constant-growth DCF model to 
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estimate a firm's cost of equity, one solves for k in the above expression to 

obtain the following: 

k = + g 
p 

IN YOUR OPINION, IS THE CONSTANT-GROWTH DCF MODEL 

APPROPRIATE FOR PUBLIC UTILITIES? 

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

in the steady-state or constant-growth stage of a three-stage DCF. The 

economics include the relative stability of the utility business, the maturity of 

the demand for public utility services, and the regulated status of public 

utilities (especially the fact that their returns on investment are effectively set 

tluough the ratemaking process). The DCF valuation procedure for 

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

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

directly observable. However, the primary problem and controversy in 

applying the DCF model to estimate equity cost rates entails estimating 

investors' expected dividend growth rate. 

WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING 

THE DCF METHODOLOGY? 

One should be sensitive to several factors when using the DCF model to 

estimate a firm's cost of equity capitaL In general, one must recognize the 

assumptions under which the DCF model was developed in estimating its 

components (the dividend yield and expected growth rate). The dividend 
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1 yield can be measured precisely at any point in time, but tends to vary 

2 somewhat over time. Estimation of expected growth is considerably more 

3 difficult One must consider recent firm perfomlance, in conjunction with 

4 current economic developments and other information available to investors, 

5 to accurately estimate investors' expectations. 

6 

7 Q. PLEASE DISCUSS EXHIBIT JRW-10. 

8 A My DCF analysis is provided in Exhibit JRW-10. The DCF sunmlaIY is on 

9 page I of this Exhibit, and the supporting data and analysis for the dividend 

10 yield and expected growth rate are provided on the following pages of the 

11 Exhibit 

12 

13 Q. WHAT DIVIDEND YIELDS ARE YOU EMPLOYING IN YOUR DCF 

14 ANALYSIS FOR THE PROXY GROUP? 

15 The dividend yields on the common stock for the companies in the proxy 

16 group are provided on page 2 of Exhibit JRW -10 for the six-month period 

17 ending June 2012. For the DCF dividend yields for the Group, I use the 

18 average of the six-month and June 2012 dividend yields. The table below 

19 shows these dividend yields. 

20 
Proxy Group June 2012 6-Month DCF 

Dividend Yield Average Dividend 
Dividend Yield Yield 

Electric Proxy Group 4.3% 4.4% 4.35% 
21 

22 Q. PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE 

23 SPOT DIVIDEND YIELD. 
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According to the traditional DCF model, the dividend yield term relates to the 

dividend yield over the coming period.. As indicated by Professor Myron 

Gordon, who is commonly associated with the development of the DCF model 

for popular use, this is obtained by: (1) multiplying the expected dividend 

over the coming quarter by 4, and (2) dividing this dividend by the current 

stock price to determine the appropriate dividend yield for a firm that pays 

dividends on a quarterly basis6 

In applying the DCF model, some analysts adjust the current dividend 

for growth over the coming year as opposed to the coming quarter. This can 

be complicated because finns tend to announce changes in dividends at 

different times during the year. As such, the dividend yield computed based 

on presumed growth over the coming quarter as opposed to the coming year 

can be quite different Consequently, it is common for analysts to adjust the 

dividend yield by some fraction of the long-tenn expected growth rate. 

Q. GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR WILL 

YOU USE FOR YOUR DIVIDEND YIELD? 

I will adjust the dividend yield by one-half (1/2) the expected growth to reflect 

growth over the coming year. This is the approach employed by the Federal 

Energy Regulatory Commission ("FERC,,)7 The DCF equity cost rate ("K") 

is computed as: 

K = [ (DIP) * (1 + 0.5g) 1 + g 

6 Pelilion (or Modification of Prescribed Rale of ReI 11m, Federal Communications Commission, Docket No. 79-
05, Direct Testimony of Myron J Gordon and Lawrence 1. Gould at 62 (April 1980). 

7 Opinion No. 414-A, Tral1<colltinelllai Go, Pipe Line COlP, 84 FERC ~61,084 (1998) 
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PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE 

DCFMODEL. 

There is much debate as to the proper methodology to employ in estimating 

the growth component of the DCF model. By definition, this component is 

investors' expectation of the long-term dividend growth rate. Presumably, 

investors use some combination of historical anclJor projected growth rates for 

earnings and dividends per share and for internal or book value growth to 

assess long-tenn potential. 

WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE PROXY 

GROUP? 

I have analyzed a number of measures of growth for companies in the Electric 

Proxy Group. I reviewed Value Line's historical and projected growth rate 

estimates for earnings per share ("EPS"), dividends per share ("DPS"), and 

book value per share ("BVPS"). In addition, I utilized the average EPS 

growth rate forecasts of Wall Street analysts as provided by Yahoo, Reuters, 

and Zacks. These services solicit five-year earnings growth rate projections 

from securities analysts and compile and publish the means and medians of 

these forecasts. Finally, I also assessed prospective growth as measured by 

prospective earnings retention rates and earned returns on common equity. 

PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND 

DIVIDENDS AS WELL AS INTERNAL GROWTH. 
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Historical growth rates for EPS, DPS, and BVPS are readily available to 

investors and are presumably an important ingredient in forming expectations 

concerning future growth. However, one must use historical growth numbers 

as measures of investors' expectations with caution. In some cases, past 

growth may not reflect future growth potential, Also, employing a single 

growth rate number (for example, for five or ten years), is unlikely to 

accurately measure investors' expectations due to the sensitivity of a single 

growth rate figure to fluctuations in individual finn performance as well as 

overall economic fluctuations (i.e., bnsiness cycles). However, one must 

appraise the context in which the growth rate is being employed. According 

to the conventional DCF model, the expected return on a security is equal to 

the sum ofthe dividend yield and the expected long-term growth in dividends, 

Therefore, to best estimate the cost of common equity capital using the 

conventional DCF model, one must look to long-tenn growth rate 

expectations. 

Internally generated growth is a function of the percentage of earnings 

retained within the firm (the earnings retention rate) and the rate of return 

eamed on those earnings (the return on equity), The internal growth rate is 

computed as the retention rate times the return on equity. Internal growth is 

significant in detennining long-run earnings and, therefore, dividends. 

Investors recognize the importance of internally generated growth and pay 

premiums for stocks of companies that retain earnings and earn high returns 

on internal investments, 

PLEASE DISCUSS THE SERVICES THAT PROVDE ANALYSTS' EPS 
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FORECASTS. 

Analysts' EPS forecasts for companies are collected and published by a nwnber 

of different investment infonnation services, including Institutional Brokers 

Estimate System ("I/B/E/S"), Bloomberg, FactSet, Zacks, First Call and Reuters, 

among others. Thompson Reuters publishes analysts' EPS forecasts under 

different product names, including IBES, First Call, and Reuters. Bloomberg, 

F actSet, and Zacks publish their own set of analysts' EPS forecasts for 

companies. TIlese services do not reveal: (1) the analysts who are solicited for 

forecasts; or (2) the actual analysts who actually provide the EPS forecasts that 

are used in the compilations published by the services. IBES, Bloomberg, 

FactSet, and First Call are fee-based services. TIlese services usually provide 

detailed reports and other data in addition to analysts' EPS forecasts. Thompson 

Reuters and Zacks do provide limited EPS forecasts data free-of-charge on the 

internet YallOO finance (http://finance.yahoo.com) lists Thompson Reuters as 

the source of its swnmary EPS forecasts. The Reuters website 

(www.reuters.com) also publishes EPS forecasts from Thompson Reuters, but 

with more detaiL Zacks (www.zacks.com) publishes its SUl11lllary forecasts on 

its website.. Zacks estimates are also available on other websites, such as 

msn.money (http://money.msn.com).. 

PLEASE PROVIDE AN EXAMPLE. 

These services solicit the EPS forecasts of analysts of investment and financial 

service firnls and publish the average EPS estimates for future quarterly and 

arumal time periods as well as the average long-term EPS growth rate forecasts .. 

As shown in the figure below, the projected EPS near-term estimates are usually 
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provided for the next quarter, the current fiscal year, and the next fiscal year, 

The long-term projected EPS growth rate is for a three-to-five-year time period. 

Projected EPS Projected EPS 
Estimates in S long-Term Growth in % 

I 
"ext Current :"Iext Three-to-Fi-re 

Quarter Year Year Years 

PLEASE PROVIDE AN EXAMPLE OF THESE EPS FORECASTS. 

The following exan1ple provides the EPS forecasts compiled by Reuters for 

American Electric Power (stock symbol "AEP"). 

Consensus Earnings Estimates 
American Electric Power (AEP) 

www.reutelS.com 
June 1,2012 

# of Estimates 

Earnings {per slilar,,) 

Qua:1er S'lding Jun·12 9 

Qua1:er E!;din~ 8;;;:-12 9 

Year En::ing Dec-12 21 

YEar Ending Dec-13 19 

LT GrO\/i'ttt Ra1e 1:%) B 

35 

Higil 

O,6~ 0.81 

f: .Dei 1.17 

~3.oo 3 .. 18 

31B 3.32 

3,:;}J 5 .. 00 

Low 

0.':4 

0:24 

257 
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These figures can be interpreted as follows. The top line shows that nine 

analysts have provided EPS estimates for the quarter ending June 30, 2012. 

The mean, high, and low estimates are $0.69, $0.81, and $0.64, respectively . 

The second line shows the quarterly EPS estimates for the quarter ending 

September 30, 2012. Lines three and four show the annual EPS estimates for 

the fiscal years ending December 2012 and December 2013. The quarterly and 

annual EPS forecasts in lines 1-4 are expressed in dollars and cents.. As in the 

AEP case shown here, it is common for more analysts to provide estimates of 

annual EPS as opposed to quarterly EPS. The bottom line shows the projected 

long-ternl EPS growth rate which is expressed as a percentage. For AEP, eight 

analysts have provided long-term EPS growth rate forecasts, with mean, high, 

arld low growth rates of 3.90%,6.00%, and 1.40%, respectively. 

WHICH OF THESE EPS FORECASTS IS USED IN DEVELOPING A 

DCF GROWTH RATE? 

The DCF growth rate is the long-term projected growth rate in EPS, DPS, arld 

BVPS. Therefore, in developing an equity cost rate using the DCF model, the 

projected long-term growth rate is the projection used in the DCF modeL 

WHY ARE YOU NOT RELYING EXCLUSIVELY ON THE EPS 

FORECASTS OF WALL STREET ANALYSTS IN ARRIVING AT A 

DCF GROWTH RATE FOR THE PROXY GROUP? 

There are several issues with using the EPS growth rate forecasts of Wall 

Street analysts as DCF growth rates. First, the appropriate growth rate in the 

DCF model is the dividend growth rate, not the earnings growth rate. 
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Nonetheless, over the very long-term, dividends and earnings will have to 

grow at a similar growth rate, Therefore, consideration must be given to other 

indicators of growth, including prospective dividend growth, internal growth, 

as well as projected earnings growth, Second, a new study by Lacina, Lee, 

and Xu (2011) has shown that analysts' long-ternl earnings growth rate 

forecasts are not more accurate at forecasting future earnings than naIve 

random walk forecasts of future earnings, 8 Employing data over a twenty-

year period, these authors demonstrate that using the most recent year's EPS 

figure to forecast EPS in the next 3-5 years proved to be just as accurate as 

using the EPS estimates from analysts' long-term earnings growth rate 

forecasts, In the authors' opinion, these results indicate that analysts' long-

term earnings growth rate forecasts should be used as inputs for valuation and 

cost of capital purposes with caution, Finally, and most significantly, it is 

well known that the long-term EPS growth rate forecasts of Wall Street 

securities analysts are overly optimistic and upwardly biased. This has been 

demonstrated in a number of academic studies over the years, This issue is 

discussed at length in Appendix B of this testimony, Hence, using these 

growth rates as a DCF growth rate will provide an overstated equity cost rate, 

On tlus issue, a study by Easton and Sommers (2007) found that optimism in 

analysts' growth rate forecasts leads to an upward bias in estimates of the cost 

of equity capital of almost 3,0 percentage points9 

8 M. Lacina, R Lee and Z Xu, Advances in Bll~ine-5s and A1anagemen/ Forecasting (Vol. 8), Kenneth D 
Lawrence, Ronald K, Klimberg (cd), Emerald Group Publishing Limited, pp,77·101 

9 Easton, P., & Sommers, G (2007). Effect 01 analysts' optimism on estimates 01 the expected rate of return 
implied by earnings forecasts. Journal of Accounting Research, 45(5), 983-1015 
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A. 

IS IT YOUR OPINION THAT STOCK PRICES REFLECT THE 

UPWARD BIAS IN THE EPS GROWTH RATE FORECASTS? 

Yes, I do believe that investors are well aware of the bias in analysts' EPS 

growth rate forecasts, and therefore, stock prices reflect the upward bias. 

HOW DOES THAT AFFECT THE USE OF THESE FORECASTS IN A 

DCF EQUITY COST RATE STUDY? 

According to the DCF model, the equity cost rate is a function of the dividend 

yield and expected growth rate. Since stock prices reflect the bias, it would 

affect the dividend yield. In addition, the DCF growth rate needs to be adjusted 

downward from the projected EPS growth rate to reflect the upward bias. 

PLEASE DISCUSS THE HISTORICAL GROWTH OF THE 

COMPANIES IN THE ELECTRIC PROXY GROUP AS PROVIDED 

BY VALUE LINE. 

Page 3 of Exhibit JR W -10 provides the 5- and 10-year historical growth rates 

for the companies in the group, as published in the Value Line Investment 

Survey. The historical growth measures in EPS, DPS, and BVPS for the 

Electric Proxy Group, as measured by the mediar1s, range from 1.0% to 4.5%, 

with an average of 3.3% .. 

PLEASE SUMMARIZE VALUE LINE'S PROJECTED GROWTH 

RATES FOR THE COMPANIES IN THE PROXY GROUP. 

Value Line's projections ofEPS, DPS, and BVPS growth for the companies in 

the Electric Proxy Group are shown on page 4 of Exhibit JRW -10. As noted 
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above, due to the presence of outliers, the medians are used in the analysis. 

For the group, the medians range from 3.5% to 5.0%, with an average of 

4..3%. 

Also provided on page 4 of Exhibit .JRW-1O is prospective sustainable 

growth for the proxy group as measured by Vallie Line's average projected 

retention rate and return on shareholders' equity. As noted above, sustainable 

growth is significant as a primary driver of long-run earnings growth. For the 

Electric Proxy Group, the median prospective sustainable growth rate is 4.0%. 

Q. PLEASE ASSESS GROWTH FOR THE PROXY GROUP AS 

MEASURED BY ANALYSTS' FORECASTS OF EXPECTED LONG-

TERM EPS GROWTH. 

A Yahoo, Zacks, and Reuters collect, summarize, and publish Wall Street 

analysts' long-term EPS growth rate forecasts for the companies in the proxy 

group. These forecasts are provided for the companies in the proxy group on 

page 5 of Exhibit .TRW-I0. The median of analysts' projected EPS growth 

rates for the Electric Proxy Group is 4 . .5%.10 

Q. PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL 

AND PROSPECTIVE GROWTH OF THE PROXY GROUP. 

A. Page 6 of Exhibit JRW-1O shows the summary DCF growth rate indicators for 

the proxy group. A growth rate of 3.3% is indicated by the historic growth rate 

measures. Vallie Line's pr()jected growth for EPS, DPS, and BVPS is 4.3%, 

10 Since there is considerable overlap in analyst covemge between tlle tllfee services, and not all of the companies 
have forecasts fi'om the different services, I have averaged the expected five-year EPS growth rates fiom the three 
services for each company to arrive at an expected EPS growth rate by company 
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while prospective sustainable growth rate, measured using Value Line inputs, 

is 4,0%. Analysts' projected EPS growth is 4.5% for the group. Given these 

figures, and giving greater weight to projected growth rate measures, an 

expected DCF growth rate in the range of 4,,0% to 4.5% is reasonable for the 

Electric Proxy Group. I will use the midpoint of the range, 4.25%, as my 

DCF growth rate for the Electric Proxy Group. 

BASED ON THE ABOVE ANALYSIS, WHAT ARE YOUR 

INDICATED COMMON EQUITY COST RATES FROM THE DCF 

MODEL FOR THE GROUP? 

My DCF-derived equity cost rate for the group is summarized on page 1 of 

ExhibitJRW-10. 

D 
DCF Equity Cost Rate (k) = + g 

P 

Dividend 1 + liz DCF Equity 
Yield Growth Growth Rate Cost Rate 

Adjustment 
Electric Proxy 4.35% 1.02125 4.25% 8.70% 

Group 

C. CAPITAL ASSET PRICING MODEL RESULTS 

PLEASE DISCUSS THE CAPITAL ASSET PRICING MODEL 

("CAPM"). 
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The CAPM is a risk premium approach to gauging a firm's cost of equity 

capitaL According to the risk premium approach, the cost of equity is the sum 

of the interest rate on a risk-free bond (Rr) and a risk premium (RP), as in the 

following: 

k Rr + RP 

The yield on long-term Treasury securities is normally used as R[. Risk 

premiums are measured in different ways. The CAPM is a theory of the risk 

and expected returns of common stocks. In the CAPM, two types of risk are 

associated with a stock: finn-specific risk or unsystematic risk, and market or 

systematic risk, which is measured by a firm's beta. The only risk that 

investors receive a return for bearing is systematic risk 

According to the CAPM, the expected return on a company's stock, 

which is also the equity cost rate (K), is equal to: 

K= (Rj + Il * [E(R"J - (RjJ 

Where: 

• K represents the estimated rate of return on the stock; 

• E(R",) represents the expected return on the overall stock market. 
Frequently, the 'market' refers to the S&P 500; 

• (Rf) represents the risk-free rate of interest; 

• [E(RIIJ - (Rjl represents the expected equity or market risk premium­
the excess return that an investor expects to receive above the risk-free rate for 
investing in risky stocks; and 

• Beta-(Il) is a measure ofthe systematic risk of an asset 

To estimate the required return or cost of equity using the CAPM 

requires three inputs: the risk-free rate of interest (Rf), the beta (Il), and the 

expected equity or market risk premium [E(R",} - (RjJ. Rfis the easiest of the 

inputs to measure - it is the yield on long-term Treasury bonds. Il, the 

41 



I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

1.3 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. 

A. 

Q. 

A. 

Q. 

A 

measure of systematic risk, is a little more difficult to measure because there 

are different opinions about what adjustments, if any, should be made to 

historical betas due to their tendency to regress to LO over time. And finally, 

an even more difficult input to measure is the expected equity or market risk 

premium (E(R",) - (R;)), I will discuss each ofthese inputs below.. 

PLEASE DISCUSS EXHIBIT JRW-ll. 

Exhibit JRW-II provides the summary results for my CAPM study. Page I 

shows the results, and the following pages contain the supporting data. 

PLEASE DISCUSS THE RISK-FREE INTEREST RATE. 

The yield on long-term U.S. Treasury bonds has usually been viewed as the 

risk-free rate of interest in the CAPM .. The yield on long-term U.S. Treasury 

bonds, in turn, has been considered to be the yield on U.S. Treasury bonds 

with 30-year maturities. 

WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR 

CAPM? 

The yield on 30-year Treasury bonds has been in the 2.6% to 4.0% range over 

the last six months. These rates are currently at the lower end of this range. 

Given the recent range of yields, and the prospect of higher rates in the future, 

I will use 4 .. 0% as the risk-free rate, or Rj, in my CAPM. 
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WHAT BETAS ARE YOU EMPLOYING IN YOUR CAPM? 

Beta (13) is a measure of the systematic risk of a stock. The market, usually 

taken to be the S&P 500, has a beta of 1,0, The beta of a stock with the same 

price movement as the market also has a beta of 1,0, A stock whose price 

movement is greater than that of the market, such as a teclmology stock, is 

riskier than the market and has a beta greater than 1 .. 0, A stock with below­

average price movement, such as that of a regulated public utility, is less risky 

than the market and has a beta less than 1.0. Estimating a stock's beta involves 

running a linear regression of a stock's return on the market retum, 

As shown on page 3 of Exhibit JR W -II, the slope of the regression 

line is the stock's B" A steeper line indicates the stock is more sensitive to the 

fetum on the overall market. This means that the stock has a higher Band 

greater-than-average market risk. A less steep line indicates a lower Band 

less market risle 

Several online investment information services, such as Yahoo and 

Reuters, provide estimates of stock betas, Usually these services report 

different betas for the same stacie The differences are usually due to: (1) the 

time period over which the B is measured; and (2) any adjustments that are 

made to reflect the fact that betas tend to regress to 1"0 over time" In 

estimating an equity cost rate for the proxy group, I arn using the betas for the 

companies as provided in the Value Line Investment Survey, As shown on 

page .3 of Exhibit JR W - I I, the average beta for the companies in the Electric 

Proxy Group is 0,73" 
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PLEASE DISCUSS THE ALTERNATIVE VIEWS REGARDING THE 

EQUITY RISK PREMIUM. 

The equity or market risk premium - (£(R"J - Rf) - is equal to the expected 

return on the stock market (e.g .. , the expected return on the S&P 500 (E(Rm» 

minus the risk-free rate of interest (Rf). The equity premium is the difference 

in the expected total return between investing in equities and investing in 

"safe" fixed-income assets, such as long-term government bonds.. However, 

while the equity risk premium is easy to define conceptually, it is difficult to 

measure because it requires an estimate of the expected return on the market. 

PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO 

ESTIMATING THE EQUITY RISK PREMIUM. 

Page 4 of Exhibit JRW-II highlights the primary approaches to and issues in 

estimating the expected equity risk premium The traditional way to measure 

the equity risk premium was to use the difference between historical average 

stock and bond returns. In this case, historical stock and bond returns, also 

called ex post returns, were used as the measures of the market's expected 

return (known as the ex ante or forward-looking expected return). This type 

of historical evaluation of stock and bond returns is often called the "Ibbotson 

approach" after Professor Roger Ibbotson, who popularized this method of 

using historical financial market returns as measures of expected returns. 

Most historical assessments of the equity risk premium suggest an equity risk 

premium of 5-7 percent above the rate on long-term U.S. Treasury bonds. 

However, tIllS can be a problem because: (1) ex post returns are not the san1e 

as ex ante expectations, (2) market risk premiums can change over time, 
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increasing when investors become more risk-averse and decreasing when 

investors become less risk-averse, and (3) market conditions can change such 

that ex post historical returns are poor estimates of ex ante expectations. 

The use of historical returns as market expectations has been criticized 

in numerous academic studies. II The general theme of these studies is that the 

large equity risk premium discovered in historical stock and bond returns 

cannot be justified by the fundanlental data. These studies, which fall under 

the category "Ex Ante Models and Market Data," compute ex ante expected 

returns using market data to arrive at an expected equity risk premium, These 

studies have also been called "Puzzle Research" after the famous study by 

Melrra and Prescott in which the authors first questioned the magnitude of 

historical equity risk premiums relative to fundamentals I2 

In addition, there are a number of surveys of financial professionals 

regarding the equity risk premium. There have been several published surveys 

of academics on the equity risk premium. CFO Magazine conducts a quarterly 

survey of CFOs, which includes questions regarding their views on the current 

expected returns on stocks and bonds. Usually over 500 CFOs participate in 

the survey,13 Questions regarding expected stock and bond returns are also 

included in the Federal Reserve Bank of Philadelphia's annual survey of 

financial forecasters, which is published as the Survey of Professional 

Forecaslers I4 This survey of professional economists has been published for 

II The problems with using ex post historical returns as measures of ex ante expectations will be discussed at 
length later in my testimony 

12 R. Mehra and Edward Prescott, "The Equity Premium: A Puzzle," Journal of Monetar)' Economics (1985) 13 . 
See, www.cfosurvey.org. 

14 Federal Reserve Bank of Philadelphia, Sur"e), of Professional Forecas!ers, (February 12,2012).. The Survey 
of Professional Foreca,!ers was formerly conducted by the American Statistical Association ("ASA") and the 
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almost 50 years.. In addition, Pablo Fernandez conducts occasional surveys of 

financial analysts and companies regarding the equity risk premiums they use 

in their investment and financial decision-making. 

Q. PLEASE PROVIDE A SUMMARY OF THE EQUITY RISK PREMIUM 

STUDIES. 

A. Derrig and Orr (2003), Fernandez (2007), and Song (2007) have completed 

the most comprehensive reviews to date of the research on the equity risk 

premiumI5 Derrig and Orr's study evaluated the various approaches to 

estimating equity risk premiums as well as the issues with the alternative 

approaches ar1d summarized the findings of the published research on the 

equity risk premium. Fernandez exan1ined four alternative measures of the 

equity risk premium - historical, expected, required, and implied. He also 

reviewed the major studies of the equity risk premium and presented the 

surnrnary equity risk premium results. Song provides an annotated 

bibliography and highlights the alternative approaches to estimating the equity 

risk summary. 

Page 5 of Exhibit .TRW-II provides a summary of the results of the 

primary risk premium studies reviewed by Derrig and OrT, Fernandez, and 

Song, as well as other more recent studies of the equity risk premium. In 

developing page 5 of Exhibit .TRW-II, I have categorized the studies as 

National Bureau of Economic Research ("NBER") and was known as the ASAINBER survey The survey, 
which began in 1968, is conducted each quarter. The Federal Reserve Bank of Philadelphia, in cooperation 
with the NBER, assumed responsibility for the survey in June 1990 

15 See Richard Derrig and Elisha Orr, "Equity Risk Premium: Expectations Great and Small," Working Paper 
(version 3 0), Automobile Insurers Bureau of Massachusetts, (August 28, 2003); Pablo Fernandez, "Equity 
Premium: Historical, Expected, Required, and Implied," lESE Business School Working Paper, (2007); Zhiyi 
Song, "The Equity Risk Premium: An Annotated Bibliography," CFA Institute, (2007) 
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discussed on page 4 of ExhibitJRW-I L I have also included the results of the 

"Building Blocks" approach to estimating the equity risk premium, including 

a study I performed, which is presented in Appendix C. The Building Blocks 

approach is a hybrid approach employing elements of both historic and ex 

ante models. 

PLEASE DISCUSS PAGE 5 OF EXHIBIT JRW-ll. 

Page 5 of JR W -II provides a swnmary of the results of the equity risk 

premium studies that I have reviewed. These include the results of: (1) the 

various studies of the historical risk premium, (2) ex ante equity risk premium 

studies, (3) equity risk premium surveys of CFOs, Financial Forecasters, 

analysts, compal1ies and academics, and (4) the Building Block approaches to 

the equity risk premium. There are results reported for over thirty studies, and 

the median equity risk premium is 5 .. 06%. 

PLEASE HIGHLIGHT THE RESULTS OF THE MORE RECENT 

RISK PREMIUM STUDIES AND SURVEYS. 

The studies cited on page 5 of Exhibit JRW-II include all equity risk 

premium studies and surveys I could identify that were published over the past 

decade and that provided al1 equity risk premium estimate, Most of these 

studies were published prior to the financial crisis of the past two years, In 

addition, some of these studies were published in the early 2000s at the market 

peak, It should be noted that many of these studies (as indicated) used data 

over long periods of time (as long as fifty years of data) and so they were not 

estimating an equity risk premiW11 as of a point in time (e,g., the year 200 I), 
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To assess the effect of the earlier studies on the equity risk premium, on page 

6 of Exhibit JR W -11, I have reconstructed page 5 of Exhibit JRW -11, but I 

have eliminated all studies dated before January 2, 2010.. The median for this 

subset of studies is 5.01 %. 

GIVEN THESE RESULTS, WHAT EQUITY RISK PREMIUM ARE 

YOU USING IN YOUR CAPM? 

I use the median equity risk premium for the 2010-12 studies and surveys, 

which is 5.01%. 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 

THE EQUITY RISK PREMIUMS USED BY CFOS? 

Yes. In the June 2012 CFO survey conducted by CFO Magazine and Duke 

University, the expected 10-year equity risk premium was 4.5%. 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 

THE EQUITY RISK PREMIUMS OF PROFESSIONAL 

FORECASTERS? 

Yes. The financial forecasters in the previously referenced Federal Reserve 

Bank of Philadelphia survey project both stock and bond retums. As shown 

on Panels D and E of page 8 of Exhibit JR W -11, the mean long-term expected 

stock and bond retums were 6.80% and 4.0%, respectively. This provides an 

ex ante equity risk premium of 2.80%. 
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A 
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A. 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 

THE EQUITY RISK PREMIUMS OF FINANCIAL ANALYSTS AND 

COMPANIES? 

Yes. Pablo Fernandez recently published the results of a 2012 survey of 

financial analysts and companies,. This survey included over 7,000 responses. 

The median equity risk premiums employed by u.s. analysts and companies 

were 5,,0% and 5.5%, respectively. 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 

THE EQUITY RISK PREMIUMS USED BY THE LEADING 

CONSULTING FIRMS? 

Yes. McKinsey & Co. is widely recognized as the leading management 

consulting firm in the world. It published a study entitled "The Real Cost of 

Equity" in which the McKinsey authors developed an ex ante equity risk 

premium for the U.s., In reference to the decline in the equity risk premium, 

as well as what is the appropriate equity risk premium to employ for corporate 

valuation purposes, the McKinsey authors concluded the following: 

We attribute this decline not to equities becoming less 
risky (the inflation-adjusted cost of equity has not 
changed) but to investors demanding higher returns in 
real tern1S on government bonds after the inflation 
shocks of the late 1970s and early 1980s. We believe 
that using an equity risk premium of 3..5 to 4 percent in 
the current environment better reflects the true long­
term opportunity cost of equity capital and hence will 
yield more accurate valuations for companies, 16 

16 Marc H Goedhart, e/ 01, "The Real Cost of Equity," McKime)' on Finance (Autumn 2002), p 15 
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Q. WHAT EQUITY COST RATE IS INDICATED BY YOUR CAPM 

ANALYSIS? 

A. The results of my CAPM study for the proxy group are provided below: 

K = (R.rJ + 6 * {E(RIIJ - (R.rJ) 

Risk-Free Beta Equity Risk Equity 
Rate Premium Cost Rate 

Electric Proxy Group 4.00% 0.73 5.01% 7.7% 

These results are summarized on page 1 of Exhibit JRW-ll. 

VI. EQUITY COST RATE SUMMARY 

Q. PLEASE SUMMARIZE YOUR EQUITY COST RATE STUDY. 

A. The results for my DCF and CAPM analyses for the proxy group are indicated 

below: 

DCF CAPM 
Electric Proxy Group 8.7% 7.7% 

Q. GIVEN THESE RESULTS, WHAT IS YOUR ESTIMATED EQUITY 

COST RATE FOR THE GROUP? 

A. Given these results, I conclude that the appropriate equity cost rate for the 

Electric Proxy Group is in the 7..7% to 8 .. 7% range. However, since I give 

greater weight to the DCF model, I am using the upper end of the range as the 

equity cost rate.. Therefore, I conclude that the appropriate equity cost rate for 

the Electric Proxy Group is in the 8.50% to 9 .. 0% range at this time .. 
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Q. 

A. 

Q. 

A. 

GIVEN THIS RANGE, WHAT IS YOUR RECOMMENDED ROE FOR 

FPL'! 

Given this r811ge, I recommend 811 equity cost rate of 9.0% for FPL using 

OPC's recommended capital structure. If the Commission adopts FPL's 

capital structure with a 59.62% common equity ratio, I recommend a ROE of 

8.50% for FPL. Page 2 of Exhibit .1RW-l shows the average yield 

differentials between long-term, A aJ1d BBB-rated utility bonds. Given these 

differentials, I believe that 50 basis points represents aJ1 appropriate return 

differential to compensate for the large difference in the common equity ratios 

associated with CompaJ1Y's recommended capital structure aJ1d OPC's 

recommended capital structure. 

PLEASE INDICATE WHY A 9.0% RETURN IS APPROPRIATE FOR 

FPL AT THIS TIME. 

There are several reasons why a 9.0% return on equity is appropriate for the 

CompaJ1Y in this case. First, as shown on in Exhibit JRW-8, the electric utility 

industry is one of Value Line's lowest risk industries in the U.S. as measured 

by beta. As such, the cost of equity capital for this industry is amongst the 

lowest in the U.s .. according to the CAPM. Second, as shown in Exhibit 

JRW-.3, capital costs for utilities, as indicated by long-term bond yields, have 

declined to below their pre-finaJ1cial crisis levels. Third, while the financial 

m81kets have recovered significaJ1tly in the past year, the economy has not 

The economic times are still viewed as being difficult, with nearly ten percent 

w1employment As a result, interest rates aJ1d inflation are at relatively low 

levels, aJ1d hence the expected returns on financial assets - from savings 
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VII. 

Q. 

Q. 

A. 

accounts to Treasury bills to common stocks - are low. Therefore, in my 

opinion, a 9.0% return is appropriate for a regulated electric utility. Finally, in 

this economy it seems especially burdensome to consumers to pay higher 

utility rates associated with ROEs in excess of returns that investors require., 

CRITIQUE OF FPL'S RATE OF RETURN TESTIMONY 

PLEASE SUMMARIZE FPL'S OVERALL RATE OF RETURN 

RECOMMENDATION. 

FPL's return on equity recommendation is provided by Dr. William E. Avera. 

FPL's rate of return recommendation is summarized on page 1 of Exhibit 

JRW-12. The Company's recommended capital structure from investor 

sources consists of 2.22% short-term debt, 38.16% long-term debt, and 

59.62% common equity. 

WHAT ISSUES DO YOU HAVE WITH THE COMPANY'S COST OF 

CAPITAL POSITION? 

The primary areas of disagreement in measuring FPL's cost of capital are: (1) 

the appropriate capital structure for FPL; (2) the proxy group to estimate an 

equity cost rate for FPL; (3) the expected DCF growth rate, and in particular 

Dr. Avera's excessive reliance on the projected growth rates of Wall Street 

analysts to measure expected DCF growth; (4) the measurement and 

magnitude of the equity risk premium used in CAPM and RPM approaches; 

(5) the validity of the Expected Earnings equity cost rate approach; and (6) Dr. 
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Q. 

A 

Q. 

Avera's adjustments for size and flotation costs. These issues are addressed 

below. 

A. CAPITAL STRUCTURE 

PLEASE REVIEW THE CAPITAL STRUCTURE ISSUE. 

FPL has recommended a capital structure that includes a COImnon equity ratio of 

59.62%. Such a capital structure includes much more equity and less debt than 

the capital structures of other electric utilities and FPL's parent, NextEra. The 

average cornman equity ratios for the Electric Proxy Group and NextEra are 

45.01 % and 38.92%, respectively. These ratios highlight the fact that proxy 

companies and NextEra have a higher degree of financial risk than FPL 

HOW HAS DR. AVERA ATTEMPTED TO DEFEND THE COMPANY'S 

PROPOSED EQUITY-HEAVY CAPITAL STRUCTURE? 

Dr. Avera has made three attempts to justifY FPL's requested capital s(mc(ure: 

(1) he has adjusted the capital structure for the Company's purchased power 

contracts; (2) he has computed the capital structure ratios for the operating 

companies (and not the holding companies) for the companies in his proxy 

group; and (3) he has computed the market value capital structures for the 

companies in his proxy group. 

PLEASE REVIEW THE COMPANY'S RECOMMENDED CAPITAL 

STRUCTURE AND IMPUTED DEBT. 
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A To make the Company's recOlmnended capital structure appear more reasonable, 

in Exhibit WEA-14, Dr .. Avera has imputed $949 million in debt and included it 

in his "adjusted capital structure." This adjustment effectively increases FPL's 

debt by $949 million to account for the Company's Purchased Power 

Agreements ("PPAs"). The $949 million is computed by multiplying a risk 

factor of 25% to the present value of the Company's capacity contracts. In 

computing credit rating metrics, S&P applies such a risk factor ranging from 0% 

to 100%, which is intended to reflect the risk of recovery of the PP A payments. 

However, S&P does not indicate how the risk factor that ranges from 0% to 

100% is detemlined. Given a recovery mechanism for PP A payments, the 

financial condition of an electric utility company is not impaired by entering into 

these contracts. Hence, providing incremental revenues through a higher equity 

ratio and a higher overall rate of return is urrnecessary and would result in an 

unwarranted revenue benefit to the utility. I have identified several flaws in the 

adjustment 

Risk Factor 

Given the methodology for imputing debt from PPAs, the risk factor is 

extremely important FPL has presumed that a risk factor of 25% is appropriate 

for the Company. However, S&P does not indicate how the risk factor that 

ranges from 0% to 100% is detemlined. Hence, the S&P risk factor for inlPuting 

debt is not well defined and carmot be assessed in tins situation. Given the 

COlmnission's support for the collection of long-term contractual payments, the 

risk of non-recovery appears to be extremely low (perhaps even zero percent). 

Hence, a risk factor as high as 25% seems out of line. However, given tile lack 
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of guidance from S&P, it is impossible to properly assess the risk factor in tills 

situation. 

In addition, as opposed to S&P, Moody's appears to recognize some of 

the benefits of PP As and looks at them in a more positive manner. For example, 

Moody's states: 17 

"If a utility enters into a PP A for the purpose of providing an assured 
supply and tllere is reasonable assurance that regulators will allow tile 
costs to be recovered in regulated rates, Moody's may view ilie PP A as 
being most akin to an operating cost In tills circwTIstance, iliere most 
likely will be no imputed adjustment to tile obligations of the utility." 

In other words, W1der tills scenario Moody's would rate the risk factor at 0% and 

there would be no imputed debt 

S&P Adjustments are Not GAAP AccoW1ting 

Even if debt were imputed by S&P from a PPA (assuming a risk factor greater 

than 0%), no changes would be made to the company's generally accepted 

accowlting principles ("GAAP") financial statements. Hence, investors would 

not see the inlpact of S&P's adjustment In addition, tile Company does not incur 

a liability on its GAAP-based financial statements for the PPAs. Furthermore, 

given a regulatory-mandated recovery method for the payments, investors 

should be indifferent to a utility entering into a PP A. 

From a Regulatory Perspective. PP A Payments are Unlike Debt 

In a regulatory setting, a utility is given the 'opportunity to earn' its cost of debt 

as well as its overall cost of capital through the ratemaking process. Given the 

many W1certainties associated Witll revenues and expenses between rate cases, 

17 Moody's Rating Methodology: Global Regulated Electric Utilities, March 2005, page 10. 
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Q. 

there is no guarantee that the overall cost of debt can be earned. However, with 

long-term PPAs, the timely and certain recovery of fIxed payments is assured. 

That is, PP A costs do not feature the uncertainty associated with the' opportunity 

to earn' as do debt payments. In Sunl, given S&P's lack of guidance on the risk 

factor, the Commission's support for the collection of payments for PP As, the 

notion tilat these are not GAAP adjustments and are not recorded as liabilities on 

the books of the company, and the fact that, from a regulatory perspective, PP A 

payments are unlike debt, tile PPA acijustment to the Company's capital 

structure is inappropriate. 

PLEASE DISCUSS DR. AVERA's ANALYSIS OF THE 

CAPITALIZATIONS OF THE OPERATING COMPANIES OF IDS 

PROXY GROUP. 

In Exhibit WEA-15, Dr. Avera computes tile capitalization ratios for the 

operating subsidiaries of tile companies in his utility group.. He claims timt tills 

analysis supports the Company's proposed capital structure Witil a 59.62% 

common equity ratio. 

The major issue with Dr .. Avera's analysis is that the capital structure 

ratios that he uses are for tile operating subsidiaries and not for the parent 

companies. The stocks of the parent companies trade in tile markets. Dr. A vera 

and I used the data for the parent companies to estimate an equity cost rate for 

the Company. The investment and fInancial risks of the parent companies that 

trade in tile markets are a function of tile overall capitalization of the parent 

comp81lles, not tile subsidiaries. As such, it is their capitalization ratios, which 
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Q. 

A 

Q. 

A. 

are indicative of the financial risk they are exposed to, that are relevant when 

making capitalization comparisons, not the operating subsidiaries. 

DR. AVERA HAS ALSO JUSTIFIED FPL'S PROPOSED CAPITAL 

STRUCTURE TO THE MARKET VALUE CAPITAL STRUCTURE 

RATIOS OF IDS UTILITY GROUP. PLEASE COMMENT. 

In Exhibit WEA-16, Dr. Avera computes the capitalization ratios for the 

companies in his utility group using market values and not book values. He uses 

tillS comparison to support the Company's proposed capital structure with a 

59.62% common equity ratio. 

Dr .. Avera's analysis using market value capital structures represents an 

'apples and oranges' comparison. FPL is setting rates in this proceeding using 

its book value capital structure. Dr Avera's comparison to market value capital 

structures is simply done to make the Company's equity-heavy capital structure 

appear to be more in-line witll the capital structures of other electric utilities. 

PLEASE SUMMARIZE DR. AVERA'S DEFENSE OF FPL'S 

PROPOSED CAPITAL STRUCTURE. 

FPL has proposed a capital structure that is fin out of line with the capital 

structures of its parent company, NextEra, as well as other electric utilities. 

Dr. A vera's defense of the proposed capital structure - by imputing debt 

based on PP As, and by comparing the capital structures of operating 

companies of his utility proxy group to the market value capital structures of 

his utility proxy group - is erroneous arld does not justify the Company's 

proposed capital structure. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

B. EQUITY COST RATE 

1. Proxy Groups 

PLEASE DISCUSS DR. AVERA'S PROXY GROUPS. 

Dr. A vera has used two proxy groups to estimate an equity cost rate for FPL 

These include: (1) Utility Group - a group of fourteen electric utility companies; 

and (2) a Non-Utility Group - a group of thirteen non-utility companies. 

PLEASE DISCUSS DR. AVERA'S UTILITY GROUP. 

Dr. Avera's utility group includes companies that are listed as combination 

electric and gas companies by A US Utilities Reports and as electric utility 

companies by Value Line. Sununary financial statistics for this group are 

provided on page I of Exhibit .TRW-B. These companies receive 69% of 

revenues from regulated electric operations and 17% of their revenues from 

regulated gas operations. The average bond rating is A-. As a result, these 

companies are more combination electric and gas companies as opposed to pure 

electric companies. In addition, certain companies in the group, such as 

Integrys, SEMPRA, and Vectren, receive a much higher percent of revenues 

from regulated gas than electric operations. 

PLEASE DISCUSS THE PROBLEM WITH DR. AVERA'S NON­

UTILITY PROXY GROUP. 

Dr. Avera has estimated an equity cost rate for FPL using a proxy group of 35 

non-utility companies. These companies are listed in Exhibit WEA-6. This 

group includes such companies as Abbott Labs, AT&T, Coca-Cola, General 
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Mills, Jolmson & Jolmson, McDonald's, McKesson, PepsiCo, Pfizer, and 

WaIM81t., While many of these companies are large and successful, their lines 

of business are vastly different from the electric utility business and they do not 

operate in a highly regulated environment In addition, as discussed below, the 

upw81d bias in the EPS growth rate forecasts of Wall Street analysts is 

particularly severe for non-utility companies, thus the DCF equity cost rate 

estimates for tlus group are particularly overstated, As such, tile non-utility 

group is not 811 appropriate proxy for FPL, and therefore the equity cost rate 

results for this group should be ignored, 

2. DCF Approach 

PLEASE SUMMARIZE DR. AVERA'S DCF ESTIMATES. 

On pages 40-55 of his testin10ny and in Exhibit Nos, WEA-4 WEA-8, DL 

Avera develops an equity cost rate by applying a DCF model to Ius two proxy 

groups,. In the traditional DCF approach, the equity cost rate is the sum of the 

dividend yield and expected growth, For the DCF growth rate, Dr. Avera uses 

four measures of projected EPS growth - the projected EPS growth of Wall 

Street analysts as compiled by IBES and Zack's, Vallie Line's projected EPS 

projected growth rate, and a measure of sustainable growth as computed by the 

sum of internal ("br") and external ("sv") growth, 

Dr. Avera's DCF results are summarized in Panel B of page 1 of Exhibit 

JRW-12, The average of tl1e DCF results is lOD% for the utility group and 

II. 95% for tile non-utility group, 
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Q. PLEASE EXPRESS YOUR CONCERNS WITH DR. AVERA'S DCF 

STUDY. 

A. I have several issues with Dr. Avera's DCF equity cost rate: (1) the use of the 

combination utility and non-utility groups to estimate an equity cost rate for 

FPL; (2) the excessive reliance on the EPS growth rate forecasts of Wall Street 

analysts and Value Line as a DCF growth rate; and (3) the flotation cost 

adjustment The errors in the proxy groups were discussed above. The use of 

analysts' EPS growth rate forecasts and flotation costs are addressed below. 

Q. PLEASE DISCUSS DR. AVERA'S RELIANCE ON THE PROJECTED 

GROWTH RATES OF WALL STREET ANALYSTS AND VALUE 

LINE. 

A. It seems highly unlikely that investors today would rely excessively on the 

EPS growth rate forecasts of Wall Street analysts and ignore other growth rate 

measures in arriving at expected growth. As I previously indicated, the 

appropriate growth rate in the DCF model is the dividend growth rate, not the 

eamings growth rate. Hence, consideration must be given to other indicators 

of growth, including historic growth prospective dividend growth, intemal 

growth, as well as projected eamings growth. In addition, a recent study by 

Lacina, Lee, and Xu (2011) has shown that analysts' long-term earnings 

growth rate forecasts are not more accurate at forecasting future earnings than 

naIve random walk forecasts of future earnings 18 As such, the weight given 

to analysts' projected EPS growth rate should be limited.. And finally, and 

18 M. Lacina, B Lee and Z Xu, Advances in Business and Management Forecasting (Vol 8), Kenneth D. 
Lawrence, Ronald K Klimberg (ed.), Emerald Group Publishing Limited, pp.77-1 0 I. 
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most significantly, it is well-known that the long-term EPS growth rate 

forecasts of Wall Street securities analysts are overly optimistic and upwardly 

biased, Hence, using these growth rates as a DCF growth rate produces an 

overstated equity cost rate.. A recent study by Easton and Sommers (2007) 

found that optimism in analysts' growth rate forecasts leads to an upward bias 

in estimates of the cost of equity capital of almost 3,0 percentage pointsI9 

These issues are addressed in more detail in Appendix B. 

Q. PLEASE ALSO DISCUSS DR. AVERA'S SUSTAINABLE GROWTH 

ANALYSIS. 

Dr. Avera's sustainable growth rate is computed as the sum of intemal ("bI") 

and external ("sv") growtll, For the utility group, his calculations indicate a 

median growth rate of 5.6% for the utility proxy group (right-hand column of 

page 1 of WEA-5), The primary erTor with his approach is that these 

sustainable growth rate figures al'e higher than the median Vallie Line's 

projected BVPS growth rate, which is only 5.0% for the utility group (see 

page 2 of Exhibit JRW-IJ), This suggests that his methodology is flawed, in 

that it produces higher sustainable growth rates (using Vallie Line data) than 

the sustainable growth that Vallie Line actually is forecasting. 

Q. WHAT ARE YOUR OBSERVATIONS OF THE DCF RESULTS FOR 

THE NON-UTILITY GROUP? 

A, As I indicated above, I do not believe that tlle non-utility group is an appropriate 

group to estimate an equity cost rate for FPL. The primary issue with the DCF 

19 Easton, P , & Sommers, G. (2007). Effect of analysts' optimism on estimates of the expected rate of return 
implied by earnings forecasts Journal ojAccolll1ling Research, 45(5), 983-1015. 

61 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

1.3 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

Q. 

A 

results for this group is that they are much more impacted by the upward bias in 

the EPS growth rate forecasts of Wall Street analysts than are the DCF results 

for the utility groups. 111is issue is addressed in Appendix B, 

PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. A VERA'S DCF 

EQillTY RATE STUDY. 

Dr. Avera's DCF equity cost rates are overstated because he has relied 

excessively on the upwardly biased EPS growth rate forecasts of Wall Street 

analysts and Value Line. In addition, his sustainable growth rate methodology is 

flawed, since it produces higher sustainable growth rates (using Value Line 

data) than the sustainable growth that Value Line actually is forecasting. The 

issue of flotation costs is addressed below. 

3. CAPM Approach 

PLEASE DISCUSS DR. AVERA'S CAPM. 

On pages 55 to 64 and Exhibit No .. WEA-9, Dr.. Avera applies the CAPM 

method to his utility group. For the group, he calculates a CAPM equity cost 

rate using the current long-term Treasury bond yield of 30% and a projected 

bond yield of 43% .. A market risk premiwn is computed for each risk-free rate, 

and both ar'e based on an expected stock market retum of 1.3 .5%. He uses the 

average beta for the utility group of 0,70. He also adds a size premium of 0.81 % 

to his CAPM equity cost rate. His CAPM equity cost rates using current and 

projected bond yields are 11.2% and 11.6%, His results are swnmarized in 

Panel C of page 1 of Exhibit JR W -12. 
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WHAT ARE THE ERRORS IN DR. AVERA'S CAPM ANALYSIS? 

The primary errors with Dr. Avera's CAPM analysis are: (1) the expected 

market return used to compute the equity risk premium; and (2) the size 

adjustment 

PLEASE REVIEW DR. AVERA'S EQUITY OR MARKET RISK 

PREMIUM IN IDS CAPM APPROACH. 

The primary problem with Dr. Avera's CAPM analysis is the magnitude of the 

market or equity risk premium. Dr. Avera develops an expected market risk 

premium by: (1) applying the DCF model to the S&P 500 to get an expected 

market retum; and (2) subtracting the risk-free rate of interest Dr. Avera's 

estimated market retum of 13.5% for the S&P 500 equals the sum of the 

dividend yield of 2.6% and expected EPS growth rate of 10.9%. The expected 

EPS growth rate is the average of the expected EPS growth rates from IBES. 

The primary error in tins approach is his expected DCF growth rate. As 

previously discussed, the expected EPS growth rates of Wall Street analysts 

are upwardly biased. In addition, as explained below, the projected growth 

rate is inconsistent with economic and earnings growth in the U.S .. 

BEYOND YOUR PREVIOUS DISCUSSION OF THE UPWARD BIAS 

IN WALL STREET ANALYSTS' AND VALUE LINE'S EPS GROWTH 

RATE FORECASTS, WHAT OTHER EVIDENCE CAN YOU 

PROVIDE THAT THE DR. AVERA'S S&P 500 GROWTH RATE IS 

EXCESSIVE? 
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A. A long-term EPS growth rate of 10 . .9% is not consistent with historic as well 

as projected economic and earnings growth in the U.S. for several reasons: 

(l) long-ternl EPS and economic growth, as measured by Gross Domestic 

Product ("GDP"), is about It, of Dr. Avera's projected EPS growth rate of 

10.9%; (2) more recent trends in GDP growth, as well as projections of GDP 

growth, suggest slower economic and earnings growth in the future; and (3) 

over time, EPS growth tends to lag behind GDP growth. 

The long-term economic, earnings, and dividend growth rate in the 

u.s. has only been in the 5% to 7% range. I performed a study of the growth 

in nominal GDP, S&P 500 stock price appreciation, and S&P 500 EPS and 

DPS growth since 1960. The results are provided on page 1 of Exhibit JRW-

15, and a summary is given in the table below. 

GDP, S&P 500 Stock Price, EPS, and DPS Growth 
1960-Present 

Nominal GDP 6.80% 
S&P 500 Stock Price 6.21% 
S&P SOOEPS 6.98% 
S&P SOODPS 5.18% 
Average 6.29% 

The results are presented graphically on page 2 of Exhibit JRW -15. In 

sum, the historical long-run growth rates for GDP, S&P EPS, and S&P DPS 

are in the 5% to 7% range. By comparison, Dr.. Avera's long-run growth rate 

projection of 10.9% is vastly overstated.. These estimates suggest that 

comparlies in the U.S. would be expected to: (l) increase their growth rate of 

EPS by over 50% in the future, and (2) maintain that growth indefinitely in an 

economy that is expected to grow at about one-half of his projected growth 

rates. 
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Q. 

A 

Q. 

DO MORE RECENT DATA SUGGEST THAT THE U.S. ECONOMY 

GROWTH IS FASTER OR SLOWER THAN THE LONG-TERM 

DATA? 

TIle more recent trends suggest lower future economic growth than the long­

teml historic GDP growth. The historic GDP growth rates for 10-, 20-, 30-, 40-

and SO- years are presented in Panel A of page 3 of Exhibit JRW-IS. These 

figures clearly suggest that nominal GDP gTOwth in recent decades has slowed 

and that a figure in the range of 4.0% to S.O% is more appropriate today for the 

US. economy. These figures indicate that Dr. Avera's long-term growth EPS 

growth rate of 10.9% is even more inflated. 

WHAT LEVEL OF GDP GROWTH IS FORECASTED BY 

ECONOMISTS AND VARIOUS GOVERNMENT AGENCIES? 

There are several forecasts of atmual GDP growth that are available from 

economists and government agencies. These at'e listed in Panel B of page 3 of 

Exhibit JRW-IS. The mean IO-year nominal GDP growth forecast (as of 

February 2012) by economists in the recent Survey oj Professional Forecasten 

is 4.9%. The Energy Information Administration (ElA), in its projections used 

in preparing Annual Energy Outlook, forecasts long-term GDP gTOwth of 

4 .. 8% for the period 2009-203S. The Congressional Budget Office, in its 

forecasts for the period 2012 to 2022, pr()jects a nominal GDP growth rate of 

4.8%. As such, projections of nominal GDP growth provide additional 

evidence that Dr. Avera's long-term EPS growth rate of 10.9% is highly 

overstated. 
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PLEASE HIGHLIGHT THE RECENT RESEARCH ON THE LINK 

BETWEEN ECONOMIC AND EARNINGS GROWTH AND EQUITY 

RETURNS. 

Brad Cornell of the California Institute of Teclmology recently published a 

study on GDP growth, earnings growth, and equity returns. He finds that 

long-term EPS growth in the U.S. is directly related to GDP growth, with 

GDP growth providing an upward limit on EPS growth. In addition, he finds 

that long-term stock returns are determined by long-term earnings growth. He 

concludes with the following observations:2o 

The long-run performance of equity investments is fundan1entally linked to 
growth in earnings. Earnings growth, in turn, depends on growth in real GDP. 
This article demonstrates that both theoretical research and empirical research 
in development economics suggest relatively strict limits on future growth. In 
particular, real GDP growth in excess of 3 percent in the long run is highly 
unlikely in the developed world. In light of ongoing dilution in earnings per 
share, this finding implies that investors should anticipate real returns on U.S. 
conm10n stocks to average no more than about 4-5 percent in real terms. 

Given current inflation in the 3% range, the results imply nominal expected 

stock market returns in the 7% to 8% range. As such, Dr. Avera's projected 

earnings growth rates and implied expected stock market returns and equity 

risk premiums are not indicative of the realities of the U.S. economy and stock 

market. As such, his CAPM equity cost rates are vastly overstated and should 

be ignored. 

20 Bradford Cornell, "Economic Gro",h and Equity Investing," Financial Anal),sls J01lrnal (January- February, 
2010), p. 63 
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Q. 

A. 

PLEASE PROVIDE A SUMMARY ASSESSMENT OF DR. AVERA'S 

EQUITY RISK PREMIUMS DERIVED FROM EXPECTED MARKET 

RETURNS. 

Dr Avera's equity risk premium derived from his DCF application to the S&P 

500 is inflated due to errors and bias in his study. Investment banks, 

consulting firms, and CFOs use the equity risk premium concept every day in 

making fmancing, investment, and valuation decisions. On this issue, the 

opinions of CFOs and fmancial forecasters are especially relevant. CFOs deal 

with capital markets on an ongoing basis since they must continually assess 

and evaluate capital costs for their comparlies .. The June 2012 CFO Magazine 

- Duke University Survey of approximately 500 CFOs shows an expected 

return on the S&P 500 of 6.3% over the next ten years. In addition, the 

financial forecasters in the February 2012 Federal Reserve Bank of 

Philadelphia survey expect an annual market return of 6.8% over the next ten 

years. As such, the appropriate equity cost rate for a public utility should be 

in the 8.0% to 9.0% range, and not in the 11.0% range. 

4. Risk Premium Approach 

PLEASE DISCUSS DR. A VERA'S RISK PREMIUM METHOD (RPM) 

APPROACH. 

At pages 64-67 of his testimony and in Exhibit Nos. WEA-IO and WEA-II, 

Dr. Avera estimates equity cost rates ranging from of 9.57% to 10040% using 

the RPM approach. These results are summarized in Panel D of page I of 

Exhibit JRW-12. Dr. Avera's RPM approach is based on the historical 
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Q. 

relationship between the yields on Moody's public utility bond yields and 

authorized ROEs for electric utilities. 

WHAT ARE THE ISSUES WITH DR. AVERA'S RPM APPROACH? 

This approach overstates the equity cost rate for the Company in two ways. 

First, the base yield is in excess of investor return requirements. This is 

because the base yield, the rate on "A" rated utility bonds, is subject to credit 

risk With credit risk, the expected return on the bond is below the yield-to-

maturity.. Hence, the yield-to-maturity of the bond is above the expected 

return. Second, and more importantly, the risk premium is inflated as a 

measure of investor's required risk premium since the utilities have been 

selling at market-to-book ratios in excess of 1.0 for many years. This 

indicates that the authorized rates of return have been greater than the return 

that investors require .. 111erefore, the risk premium produced from the study is 

overstated as a measure of investor return requirements and produced an 

inflated equity cost rate. 

s. Expected Earnings Approach 

PLEASE DISCUSS DR. AVERA'S EXPECTED EARNINGS 

ANALYSIS. 

In pages 67-70 of his testimony and Exhibit WEA-12, D1. Avera estimates an 

equity cost rate of 12.00% for the utility group using an approach he calls the 

Expected Earnings ("EE") approach. These results are summarized in Panel E 

of page 1 of Exhibit JRW-12. His methodology simply involves using the 

expected ROE for the companies in the proxy group as estimated by Value 
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Line,. This approach is fundamentally flawed for several reasons. First, these 

ROE results include the profits associated with the unregulated operations of 

the utility proxy group. More importantly, since Dr. Avera has not evaluated 

the market-to-book ratios for these companies, he cannot indicate whether the 

past and projected returns on common equity are above or below investors' 

requirements. These returns on common equity are excessive if the market-to-

book ratios for these companies are above 1.0. 

6. Size Adjustment and Flotation Costs 

Q. PLEASE DISCUSS DR. A VERA'S SIZE ADJUSTMENT. 

A. Dr. Avera includes a size adjustment of 0.81 % in his CAPM approach for the 

size of the companies in the utility group. This adjustment is based on the 

historical stock market retullls studies as performed by MOlllingstar (formerly 

Ibbotson Associates). There are numerous errors in using historical market 

returns to compute risk premiums,. These erTors provide inflated estimates of 

expected risk premiums. Among the errors are survivorship bias (only 

successful companies survive poor companies do not survive) and 

unattainable return bias (the Ibbotson procedure presumes monthly portfolio 

rebalancing).. The net result is that Ibbotson's size premiums are poor 

measures for risk adjustment to account for the size of the Company. 

In addition, Professor Annie Wong has tested for a size premium in 

utilities and concluded that, unlike industrial stocks, utility stocks do not 

exhibit a significant size premium21 As explained by Professor Wong, there are 

21 Annie Wong, "Utility Stocks and the Size Effect: An Empirical Analysis," Journal oj the Midwest Finance 
A!Sociatiol1, pp 95-101, (1993) 

69 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

several reasons why such a size premium would not be attributable to utilities. 

Utilities are regulated closely by state and federal agencies and commissions, 

and hence, their fmancial performance is monitored on an ongoing basis by both 

the state and federal goverlll1ents. In addition, public utilities must gain 

approval from govenm1ent entities for conm10n financial transactions such as the 

sale of securities. Furthermore, unlike their industrial cOUI1terparts, accoUI1ting 

standards and reporting are fairly standardized for public utilities. Finally, a 

utility's earnings are predetennined to a certain degree through the ratemaking 

process in which perforn1ance is reviewed by state commissions and other 

interested parties. Overall, in terms of regulation, goverlll1ent oversight, 

performance review, accounting standards, and information disclosure, utilities 

are much different than industrials, which could account for the lack of a size 

premium. 

Q. PLEASE DISCUSS RECENT RESEARCH ON THE SIZE PREMIUM 

IN ESTIMATING THE EQUITY COST RATE. 

A. As noted, there are errors in using historical market returns to compute risk 

premiums., With respect to the small firm premium, Richard Roll (1983) found 

that one-half of the historic return premiums for small companies disappear 

once biases are eliminated and historic returns are properly computed. The 

error arises fTOm the assumption of monthly portfolio rebalancing ar1d the 

serial correlation in historic small firm returns22 

21 See Richard Roll, "On Computing Mean Returns and the Small Film Premium," JOllll1ol oj Financial 
Economics, pp 371-86, (1983) 
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A. 

In a more recent paper, Ching-Chih Lu (2009) estimated the size 

premium over the long run. Lu aclmowledges that many studies have 

demonstrated that smaller companies have historically earned higher stock 

market retums. However, Lu highlights that these studies rebalance the size 

portfolios on an annual basis. This means that at the end of each year the 

stocks are sorted based on size, split into deciles, and the retums are computed 

over the next year for each stock decile. This annual rebalancing creates the 

problem. Using a size premium in estimating a CAPM equity cost rate 

requires that a firm carry the extra size premium in its discount factor for an 

extended period of time, not just for one year, which is the presumption with 

annual rebalarlcing. Through an analysis of small firm stock returns for longer 

time periods (and without annual rebalancing), Lu finds that the size premium 

disappears within two years. Lu's conclusion with respect to the size 

. • 23 premIUm IS: 

However, an analysis of the evolution of the size premium 
will show that it is inappropriate to attach a fixed amount of 
premium to the cost of equity of a firm simply because of its 
current market capitalization. For a small stock portfolio 
which does not rebalance since the day it was constructed, its 
arumal return and the size premium are all declining over 
years instead of staying at a relatively stable level. This 
confirms that a small firm should not be expected to have a 
higher size premium going forward sheerly because it is small 
now. 

PLEASE DISCUSS DR. AVERA'S ADJUSTMENT FOR FLOTATION 

COSTS. 

Dr. Avera claims that an upward adjustment to the equity cost rate is 

warranted for flotation costs. This adjustment factor is erroneous for several 

23 Ching-Chih Lu, "The Size Premium in the Long Run," 2009 Working Paper, SSRN abstract no 1368705. 
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reasons_ First, FPL has not identified any actual flotation costs for itself. 

Therefore, FPL is requesting annual revenues in the fonn of a higher return on 

equity for flotation costs that have not been identified_ Second, it is 

commonly argued that a flotation cost adjustment (such as that used by FPL) 

is necessary to prevent the dilution of the existing shareholders_. In this case, a 

flotation cost adjustment is justified by reference to bonds and the mamler in 

which issuance costs are recovered by including the an1Ortization of bond 

flotation costs in annual financing costs. However, this is incorrect for several 

reasons: 

(1) If an equity flotation cost adjustment is similar to a debt flotation cost 

adjustment, the fact that the market-to-book ratios for utility companies are 

over L5X actually suggests that there should be a flotation cost reduction (and 

not increase) to the equity cost rate_ This is because when (a) a bond is issued 

at a price in excess of face or book value, and (b) the difference between 

market price and the book value is greater than the flotation or issuance costs, 

the cost of that debt is lower tharl the coupon rate of the debt The amount by 

which market values of utility comparlies are in excess of book values is much 

greater than flotation costs_ Hence, if common stock flotation costs were 

exactly like bond flotation costs, and one was making an explicit flotation cost 

adjustment to the cost of common equity, the adjustment would be downward_ 

(2) If a flotation cost adjustment is needed to prevent dilution of existing 

stockholders' investment, then the reduction of the book value of stocld1OIder 

investment associated with flotation costs can occur only when a company's 

stock is selling at a market price at/or below its book value. As noted above, 

utility companies are selling at market prices well in excess of book value. 
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Hence, when new shares are sold, existing shareholders realize an increase in 

the book value per share of their investment, not a decrease, 

(.3) Flotation costs consist primarily of the underwriting spread or fee and not 

out-of-pocket expenses. On a per share basis, the underwriting spread is the 

difference between the price the investment banker receives from investors 

and the price the investment banker pays to the company. Hence, these are 

not expenses that must be recovered through the regulatory process. 

Furthermore, the underwriting spread is known to the investors who are 

buying the new issue of stock, who are well aware of the difference between 

the price they are paying to buy the stock and the price that the Company is 

receiving. The offering price which they pay is what matters when investors 

decide to buy a stock based on its expected return and risk prospects. 

Therefore, the company is not entitled to an adjustment to the allowed return 

to account for those costs, 

(4) Lastly, flotation costs, in the form of the underwriting spread, are a form 

of a transaction cost in the market They represent the difference between the 

price paid by investors and the amount received by the issuing company. 

Whereas the Company believes that it should be compensated for these 

transaction costs, they have not accounted for other market transaction costs in 

detern1ining a cost of equity for the Company. Most notably, brokerage fees 

that investors pay when they buy shares in the open market are another market 

transaction cost Brokerage fees increase the effective stock price paid by 

investors to buy shares., If the Company had included these brokerage fees or 

transaction costs in their DCF analysis, the higher effective stock prices paid 

for stocks would lead to lower dividend yields and equity cost rates, This 
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would result in a downward adjustment to their DCF equity cost rate. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes. 
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Educational Background, Research, and Related Business Experience 
J Randall Woolridge 

J Randall Woolridge is a Professor of Finance and the Goldman, Sachs & Co. and Frank P. Smeal 
Endowed Faculty Fellow in Business Administration in the College of Business Administration of the 
PerIDsylvania State University in University Park, P A. In addition, Professor Woolridge is Director of the 
Smeal College Trading Room and President and CEO ofthe Nittany Lion Fund, LLC. 

Professor Woolridge received a Bachelor of Arts degree in Economics from the University of North 
Carolina, a Master of Business Administration degree from the Pennsylvania State University, and a Doctor 
of Philosophy degree in Business Administration (major area-finance, minor area-statistics) from the 
University of Iowa He has taught Finance courses including corporation finance, commercial and 
investment banking, and investments at the wldergraduate, graduate, and executive MBA levels. 

Professor Woolridge's research has centered on empirical issues in corporation finance and 
financial markets. He has published over 35 articles in the best academic and professional journals in the 
field, including the Journal of Finance, the Journal of Financial Economics, and the Harvard Business 
Review. His research has been cited extensively in the business press. His work has been featured in the 
New York Times, Forbes, Fortune, The Economist, Barron's, Wall Street Journal, Business Week, Investors' 
Business Daily, USA Today, and other publications. In addition, Dr. Woolridge has appeared as a guest to 
discuss the implications of his research on CNN's Money Line, CNBC's Morning Call and Business 
Today, and Bloomberg'S Morning Call 

Professor Woolridge's stock valuation book, The StreetSmart Guide to Valuing a Stock 
(McGraw-Hill, 2003), was released in its second edition. He has also co-authored Spinolfs and Equity 
Carve-Outs. Achieving Faster Growth and Better Pel/ormance (Financial Executives Research 
Foundation, 1999) as well as a textbook entitled Basic Principles of Finance (Kendall Hunt, 2011). Dr. 
Woolridge is a founder and a managing director of www.valuepro.net - a stock valuation website. 

Professor Woolridge has also consulted with corporations, financial institutions, and government 
agencies. In addition, he has directed and participated in university- and company- sponsored professional 
development programs for executives in 25 countries in North and South America, Europe, Asia, and 
Africa. 

Over the past twenty-five years Dr. Woolridge has prepared testimony and/or provided consultation 
services in regulatory rate cases in the rate of return area in following states: Alaska, Arizona, California, 
Colorado, Connecticut, Delaware, Florida, Hawaii, Indiana, Kansas, Kentucky, Massachusetts, Missouri, 
Nebraska, New Jersey, New York, Ohio, Okla1lOma, Pennsylvania, South Carolina, Texas, Uta11, Vermont, 
Washington, and Washington, D .. C. He has also prepared testimony which was submitted to the Federal 
Energy Regulatory Commission. 
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The Research on Analysts' Long-Term EPS Growth Rate Forecasts 

PLEASE DISCUSS THE ISSUE REGARDING THE ACCURACY OF 

ANALYSTS' EPS FORECASTS. 

Most of the attention given the accuracy of analysts' EPS forecasts comes from 

media coverage of company's quarterly earnings announcements. When companies 

armounced eamings beat Wall Street's EPS estimates ("a positive surprise"), their 

stock prices usually go up. When a company's EPS figure misses or is below Wall 

Street's forecasted EPS ("A negative surprise"), their stock price usually declines, 

sometimes precipitously so. Wall Street's estimate is the consensus forecast for 

quarterly EPS made by analysts who follow the stock as of the announcement date 

And so Wall Street's estimate is the consensus EPS made in the days leading up to 

the EPS announcement. 

In recent years, it has become more COllTI110n for companies to beat Wall 

Street's quarterly EPS estimate. A recent Wall Street Journal article summarized the 

results for the first quarter of 2012: "While this "positive surprise ratio" of 70% is 

above the 20 year average of 58% and also higher than last quarter's tally, it is just 

middling since the current bull market began in 2009. In the past decade, the ratio 

only dipped below 60% during the financial crisis. Look before 2002, though, and 

70% would have been literally off the chart. From 1993 through 2001, about half 

of companies had positive surpdses l Figure 1 below provides the record for 

I Spencer lakab, "Earnings Surprises Lose Punch," Wall Slreel.Jolirnai (May 7, 2012), p. Cl. 
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companies beating Wall Street's EPS estimate on a quarterly basis over the past 

twenty years, 

Figure 1 
Percent of Companies Beating Wall Street's QuarteI"iy Estimates 

Percentage of S&P 500 stocks 
that beat earnings estimates 
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PLEASE REVIEW THE ACADEMIC RESEARCH ON THE ACCURACY 

OF ANALYSTS' NEAR-TERM EPS ESTIMATES. 

There is a long history of studies that evaluate how well analysts forecast near-term 

EPS estimates and long-term EPS growth rates, Most of these studies have 

evaluated the accuracy of earnings forecasts for the current quruier or year', Many 

of the early studies indicated that analysts make overly optimistic EPS earnings 

forecasts for quarter-to-quarter EPS (Stickel (1990); Brown (1997); Chopra 

(1998»2 More recent studies have shown that the optimistic bias tends to be 

larger for longer-term forecasts and smaller for forecasts made nearer to the EPS 

announcement date. Richardson, Teoh, and Wysocki (2004) report that the 

2 S Stickel, "Predicting Individual Analyst Earnings Forecasts," JOlllllal of Accollnting Research, Vol 2S,409-417, 
1990 Brown, L D" "Analyst Forecasting Errors: Additional Evidence," Financial Analysts JOlllllal, Vol. 53, SI-88, 
1997, and Chopra, V K, "Why So Much Error in Analysts' Earnings Forecasts?" Financial Anal)'sts JOlllllal, Vol 
54,30-37 (199S). 
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upward bias in earnings growth rates declines in the quarters leading up to the 

earnings armouncement date3 They call this result the "walk-down to beatable 

anal yst forecasts!' They hypothesize that the walk-down might be driven by the 

"earning-guidance game," in which analysts give optimistic forecasts at the start 

of a fiscal year, then revise their estimates downwards until the firm can beat the 

forecasts at the earnings aImouncement date. 

However, two regulatory developments over the past decade have 

potentially impacted analysts' EPS growth rate estimates. First, Regulation Fair 

Disclosure ("Reg FD") was introduced by the Securities and Exchange 

Commission ("SEC") in October of 2000 Reg FD prohibits private 

communication between analysts and management so as to level the information 

playing field in the markets. With Reg FD, analysts are less dependent on gaining 

access to management to obtain infonnation and therefore, are not as likely to 

make optimistic forecasts to gain access to management Second, the conflict of 

interest within investment firms with investment banking and analyst operations 

was addressed in the Global Analysts Research Settlements ("GARS"). GARS, 

as agreed upon on April 23, 2003, between the SEC, NASD, NYSE aI1d ten of the 

largest U.S. investment firms, includes a number of regulations that were 

introduced to prevent investment bankers from pressuring analysts to provide 

favorable projections. 

3 S Richardson, S. Teoh, and P Wysocki, "The Walk-Down to Beatable Analyst Forecasts: The Role of Equity 
Issuance and Insider Trading Incentives," Contemporary Accounting Research, pp. 885-924, (2004) 
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The previously cited Wall Street Journal article acknowledged the impact of 

the new regulatory rules in explaining the recent results:4 "What changed? One 

potential reason is the tightening of rules governing analyst contacts with 

management Analysts now must rely on publicly available guidance or, gasp, 

figure things out by themselves. That puts companies, with an incentive to set the 

bar low so that earnings are received positively, in the driver's seat. While that 

makes managers look good short-tenn, there is no lasting benefit for buy-and-hold 

investors. " 

These comments on the impact of regulatory developments on the 

accuracy of short-tenn EPS estimates were addressed in a study by Hovakimian 

and Saenyasiri (2010)$ The authors investigate analysts' forecasts of annual 

earnings for the following time periods: (1) the time prior to Reg FD (1984-2000); 

(2) the time period after Reg FD but prior to GARS (2000-2002);6 and (3) the 

time period after GARS (2002-2006). For the pre-Reg FD period, Hovakimian 

and Saenyasiri find that analysts generally make overly optimistic forecasts of 

aImual earnings. The forecast bias is higher for early forecasts and steadily 

declines in the months leading up to the earnings aI1l10uncement The results are 

similar for the time period after Reg FD but prior to GARS. However, the bias is 

lower in the later forecasts (the forecasts made just prior to the announcement). 

< Spencer Jakab, "Earnings Surprises lose Punch," Wall Street Journal (May 7, 2012), p Cl 

5 A Hovakimian and E Saenyasiri, "Conflicts of Interest and Analysts Behavior: Evidence from Recent Changes in 
Regulation," Financial Analysts Journal (July-August, 2010), pp. 96-107. 
6 Whereas the GARS settlement was signed in 2003, rules addressing analysts' conflict of interest by separating the 
research and investment banking activities of analysts went into effect with the passage ofNYSE and NASD rules in 
July of 2002. 
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For the time period after GARS, the average forecasts declined significantly, but a 

positive bias remains. In sum, Hovakimian and Saenyasir1 find that: (1) analysts 

make overly optimistic short-term forecasts of annual earnings; (2) Reg FD had 

no effect on this bias; and (3) GARS did result in a significant reduction in the 

bias, but analysts' short-tenn forecasts of annual earnings still have a small 

positive bias. 

PLEASE TURN TO THE REVIEW THE ACADEMIC RESEARCH ON THE 

ACCURACY OF ANALYSTS' LONG-TERM EPS GROWTH RATE 

FORECASTS. 

There have been very few studies regarding the accuracy of analysts' long-term EPS 

growth rate forecasts. Cragg and Malkiel (1968) studied analysts' long-tenn EPS 

growth rate forecasts made in 1962 and 196.3 by five brokerage houses for 185 

finns. They concluded find that analysts' long-term earnings growth forecasts are 

on the whole no more accurate than naive forecasts based on past earnings 

growth. HalIis (1999) evaluated the accuracy of analysts' long-term EPS 

forecasts over the 1982-1997 time-period using a sample of 7,002 firm-year 

observations7 He concluded the following: (1) the accuracy of analysts' long-

term EPS forecasts is very low; (2) a superior long-run method to forecast long-

term EPS growth is to assume that all companies will have an earnings growth 

rate equal to historic GDP growth; and (.3) analysts' long-term EPS forecasts are 

7 RD Harris, "The Accuracy, Bias, and Efficiency of Analysts' Long Run Earnings GroWtll Forecasts," 1011111(11 of 
Bllsiness Finance & Accollnting, pp, 725-55 (June/July 1999) 
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significantly upwardly biased, with forecasted earnings growth exceeding actual 

earnings growth by seven percent per rumum Subsequent studies by DeChow, P, 

k Hutton, and K Sloan (2000), and Chan, Karceski, and Lakonishok (2003) also 

conclude that analysts' long-term EPS growth rate forecasts are overly optimistic 

and upwardly biased8 The Chan, Kru'ceski, and Lakonishok (2003) study 

evaluated the accuracy of analysts' long-tenn EPS growth rate forecasts over the 

1982-98 time-period, They reported a median lBES growth forecast of 14.5%, 

versus a median realized five-year growth rate of about 9%, They also found the 

lBES forecasts of EPS beyond two years are not accurate, They concluded the 

following: "Over long horizons, however, there is little forecastability in eamings, 

and analysts' estimates tend to be overly optimistic," 

Lacina, Lee, and Xu (2011) evaluated the accuracy of analysts' long-term 

earnings growth rate forecasts over the 1983-2003 time-peI10d,9 The study 

included 27,081 firm year observations, and compare the accuracy of analysts' 

EPS forecasts to those produced by two naIve forecasting models: (I) a random 

walk model ("RW") where the long-term EPS (t+5) is simply equal to last year's 

EPS figure (t-1); (2) a RW model with drift ("RWGDP"), where the drift or 

growth rate is GDP growth for period t-l, In this model, long-term EPS (t+5) is 

simply equal to last year's EPS figure (t-1) times (1 + GDP growth (t-I)), The 

'p, DeChow, A Hutton, and R Sloan, "The Relation Between Analysts' Forecasts of Long-Term Earnings Growth 
and Stock Price Performance Following Equity Offerings," Contempormy Accounting Research (2000) and K 
Chan, L, Karceski, J, & Lakonishok,L, "The Level and Persistence of Growth Rates," Journal of Finance pp 
643-684, (2003) 
'M Lacina, B Lee and Z. Xu, Advances in Business and Management Forecasting (Vol 8), Kenneth D. Lawrence, 
Ronald K Klimberg (ed.), Emerald Group Publishing Limited, pp.77-101 
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authors conclude that that using the RW model to forecast BPS in the next 3-5 

years proved to be just as accurate as using the BPS estimates fiom analysts' long-

tenn earnings growth rate forecasts. They find that the R WODP model performs 

better than the pure RW model, and that both perfonn as well as analysts; in 

forecasting long-tenn BPS. They also discover an optimistic bias in analysts' 

long-tenn BPS forecasts. In the authors' opinion, these results indicate that that 

analysts' long-term eamings growth rate forecasts should be used with caution as 

inputs for valuation and cost of capital purposes. 

PLEASE ADDRESS THE ISSUE REGARD1NG THE SUPERIORITY OF 

ANALYSTS' EPS FORECASTS OVER mSTORIC AND TIME-SERIES 

ESTIMATES OF EPS GROWTH? 

As highlighted by the classic study by Brown and Rozeff (1976) and the other 

studies that followed, analysts' forecasts of quarterly eml1ings estimates m·e superior 

to the estimates derived from historic ffi1d time-series ffi1alyses. 10 This is often 

attributed to the information and timing advantage that analysts have over historic 

and time-series analyses. These studies relate to m1alysts' forecasts of quarterly 

and/or mmual forecasts, and not to long-term BPS growth rate forecasts. The 

previously cited studies by Harris (1999), Chan, Karceski, and Lakonishok (200.3), 

and Lacina, Lee, and Xu (2011) all conclude that analysts' forecasts are no better 

than time-series models and historic growth rates in forecasting long-term EPS. 

10 L Brown and M Rozeff, "The Superiority of Analyst Forecasts as Measures of Expectations: Evidence from 
Earnings," The Journal oj Finance 33 (I): pp. 1-16 (I 976). 
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Hanis (1999) and Lacina, Lee, and Xu (20 II) concluded that historic GDP 

growth was superior to analysts' forecasts for long run earnings growth. These 

overall results are similar to the findings by Bradshaw, Drake, Myers, and Myers 

(2009) that discovered that time-series estimates of annual earnings are more 

accurate over longer horizons than analysts' forecasts of earnings. As the authors 

state, "TIlese findings suggest an incomplete and misleading generalization about 

the superiority of analysts' forecasts over even simple time-series-based earnings 

forecasts."!! 

PLEASE DISCUSS YOUR STUDY OF THE ACCURACY OF ANALYSTS' 

LONG-TERM EARNINGS GROWTH RATES. 

To evaluate the accuracy of analysts' EPS forecasts, I have compared actual 3-5 

year EPS growth rates with forecasted EPS growth rates on a quarterly basis over 

the past 20 years for all companies covered by the I1B/E/S data base. In Panel A 

of page I of Exhibit JRW-14, I show the average analysts' forecasted 3-5 year 

EPS growth rate with the average actual 3-5 year EPS growth rate for the past 

twenty years. 

The following example shows how the results can be interpreted. For the 

3-5 year period prior to the first quarter of 1999, analysts had projected an EPS 

growth rate of 15.13%, but companies only generated an average annual EPS 

growth rate over the 3-5 years of 9.37%. This projected EPS growth rate figure 

II M. Bradshaw, M Drake, J. Myers, and L Myers, "A Re-examination of Analysts' Superiority Over Time-Series 
Forecas!s," Workings paper, (1999), http://ssm.com/abstract=lS28987. 
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represented the average projected growth rate for over 1,510 companies, with an 

average of 4.88 analysts' forecasts per company. For the entire twenty-year 

period of the study, for each quarter there were on average 5.6 analysts' EPS 

projections for 1,281 companies .. Overall, my findings indicate that forecast errors 

for long-term estimates are predominantly positive, which indicates an upward 

bias in growth rate estimates. The mean and median forecast errors over the 

observation period are 14306% and 75.08%, respectively. The forecasting etTOrs 

are negative for only eleven of the eighty qumierly time periods: five consecutive 

quarters starting at the end of 1995 and six consecutive quarters starting in 2006. 

As shown in Panel A of page 1 of Exhibit JRW-14, the quarters with negative 

forecast errors were for the 3-5 year periods following earnings declines 

associated with the 1991 and 2001 economic recessions in the U.S. Thus, there is 

evidence of a persistent upward bias in long-tenn EPS growth forecasts. 

The average 3-5 year EPS growth rate projections for all compames 

provided in the I1B/E/S database on a quarterly basis from 1988 to 2008 are 

shown in Panel B of page I of Exhibit JRW-14. In this graph, no comparison to 

actual EPS growth rates is made, and hence, there is no follow-up period 

Therefore, since companies are not lost from the sample due to a lack of follow-

up EPS data, these results are for a larger sample offinns. Analysts' forecasts for 

EPS growth were higher for this larger sample of finns, with a more pronounced 

run-up and then decline around the stock market peak in 2000 The average 

projected growth rate hovered in the 14.5%-17.5% range until 1995 and then 
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increased dramatically over the next five years to 233% in the fourth quarter of 

the year 2000, Forecasted EPS growth has since declined to the 15,0% range, 

IS THE UPWARD BIAS IN ANALYSTS' GROWTH RATE FORECASTS 

GENERALLY KNOWN IN THE MARKETS? 

Yes Page 2 of Exhibit JRW-14 provides an article published in the Wall Street 

Journal, dated March 21, 2008, that discusses the upward bias in analysts' EPS 

growth rate forecasts,12 In addition, a recent Bloomberg Businessweek ruticle also 

highlighted the upwru'd bias in ru1alysts' EPS forecasts, citing a study by McKinsey 

Associates, This article is provided on pages 3 and 4 of Exhibit JR W -12, The 

article concludes with the following: I) 

The bottollllille: Despite reforms intended to improve Wall Street research, stock 

analysts seem to be promoting an overly rosy view oj projit prospects, 

HAVE REGULATORY DEVELOPMENTS LIKE REGULATION FD 

IMPACTED THE ACCURACY OF ANALYSTS' LONG-TERM EARNINGS 

GROWTH RATES. 

Whereas Hovakimian and Saenyasiri evaluated the impact of regulations on 

analysts' short-term EPS estimates, there is little research on the impact of Reg 

12 Andrew Edwards, "Study Suggests Bias in Analysts' Rosy Forecasts," Wall Street Journal (March 21, 2008), p. 
C6 
IJ Raben Farzad, 'For Analysts, Things are Always Looking Up,' Bloombelg Businessweek (June 14,2010), pp 39· 
40 
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FD and GARS on the long-term EPS forecasts of Wall Street analysts. My study 

with Patrick Cusatis did find that the long-term EPS growth rate forecasts of 

analysts did not decline significantly and have continued to be overly-optimistic 

in the post Reg FD and GARS period14 Analysts' long-term EPS growth rate 

forecasts before and after GARS are about two times the level of historic GDP 

growth. These observations are supported by a Wall Street Journal article entitled 

"Analysts Still Coming Up Rosy Over-Optimism on Growth Rates is Rampant-

and the Estimates Help to Buoy the Market's Valuation." The following quote 

provides insight into the continuing bias in analysts' forecasts: 

Hope springs eternal, says Mark Donovan, who manages 
Boston Partners Large Cap Value Fund. "You would have 
thought that, given what happened in the last three years, 
people would have given up the ghost But in large measure 
they have not 

These over! y optimistic growth estimates also show that, 
even with all the regulatory focus on too-bullish analysts 
allegedly influenced by their firms' investment-banking 
relationships, a lot of things haven't changed. Research 
remains rosy and many believe it always wilL 15 

ARE THESE OBSERVATIONS CONSISTENT WITH THE FINDINGS OF 

A RECENT MCKINSEY STUDY ON THE IMPACT OF THESE 

REGULATIONS ON THE ACCURACY OF ANALYSTS' EPS GROWTH 

RATE FORECASTS? 

14 P Cusatis and!. R Woolridge, "The Accuracy of Analysts' Long-Tenn EPS Growth Rate Forecasts," Working 
Paper, (July 2008). 
IS Ken Brown, "Analysts Still Coming Up Rosy - Over-Optimism on Growth Rates is Rampant - and tile Estimates 
Help to Buoy tile M.,ket's Valuation," Wall Street JOlllna!, p CI, (January 27, 2003). 
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Yes, McKinsey recently published a study entitled "Equity Analysts: Still too 

Bullish" in which they reported on a study of the accuracy on analysts long-term 

EPS growth rate forecasts. They concluded that after a decade of stricter 

regulation, analysts' long-term earnings forecasts continue to be excessively 

optimistic, 

They made the following observation (emphasis added): 16 

Alas, a recently completed update of our work only reinforces this view­
despite a series of rules and regulations, dating to the last decade, that 
were intended to improve the quality of the analysts' long-term earnings 
forecasts, restore investor confidence in them, and prevent conflicts of 
interest For executives, many of whom go to great lengths to satisfy Wall 
Street's expectations in their financial reporting and long-term strategic 
moves, this is a cautionary tale worth remembering .. This pattern confinns 
our earlier findings that analysts typically lag behind events in revising 
their forecasts to reflect new economic conditions, When economic 
gr'owth accelerates, the size of the forecast error declines; when economic 
growth slows, it increases .. So as economic growth cycles up and down, 
the actual earnings S&P 500 companies report occasionally coincide with 
the analysts' forecasts, as they did, for example, in 1988, from 1994 to 
1997, and from 2003 to 2006, Moreover, analysts have been persistently 
overoptimistic for the past 25 years, with estimates ranging from 10 to 12 
percent a year, compared with actual earnings growth of 6 percent Over 
this time frame, actual earnings growth surpassed forecasts in only two 
instances, both during the earnings recovery following a recession, On 
average, analysts' forecasts have been almost 100 percent too high, 

ARE ANALYSTS' EPS GROWTH RATE FORECASTS LIKEWISE 

UPWARDLY BIASED FOR UTILITY COMPANIES? 

16 Marc H Goedhart, Rishi Raj, and Abhishek Saxena, "Equity Analysts, Still Too Bullish," McKinsey on Finance, 
pp. 14-17, (Spring 2010) 
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Yes. To evaluate whether analysts' EPS growth rate forecasts are upwardly biased 

for utility companies, I conducted a study similar to the one described above using 

a group of electric utility and gas distribution companies. The results are shown 

on Panels A and B of page 5 of Exhibit JR W-1 4. The projected EPS growth rates 

for electric utilities have been in the 4% to 6% range over the last twenty years, 

with the recent figures approximately 5%.. As shown, the achieved EPS growth 

rates have been volatile and on average, below the projected growth rates. Over 

the entire period, the average quarterly 3-5 year projected and actual EPS growth 

rates are 4.59% and 2.90%, respectively. 

For gas distribution companies, the projected EPS growth rates have 

declined from about 6% in the 1990s to about 5% in the 2000s. The achieved 

EPS growth rates have been volatile. Over the entire period, the average quarterly 

3-5 year projected and actual EPS growth rates are 5.15% and 4.53%, 

respectively. 

Overall, the upward bias in EPS growth rate projections for electric utility 

and gas distribution companies is not as pronounced as it is for all companies. 

Nonetheless, the results here are consistent with the results for companies in 

general -- analysts' projected EPS growth rate forecasts are upwardly-biased for 

utility companies. 

ARE VALUE LINE'S GROWTH RATE FORECASTS OVERLY 

OPTIMISTIC? 
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Yes Vallie Line has a decidedly positive bias to its earnings growth rate forecasts 

as well. To assess Vallie Line's earnings growth rate forecasts, I used the Vallie 

Line Investment Analyzer. The results are sUlmnarized in Panel A of Page 6 of 

Exhibit JR W -14. I initially filtered the database and found that Vallie Line has 3-

5 year EPS growth rate forecasts for 2,333 firms. The average projected EPS 

growth rate was 14.70%. This is high given that the average historical EPS 

growth rate in the U ,S, is about 7%. A major factor seems to be that Value Line 

only predicts negative EPS growth for 43 companies, This is less than two 

percent of the companies covered by Vallie Line, Given the ups and downs of 

corporate earnings, this is unreasonable. 

To put this figure in perspective, I screened the Vallie Line companies to 

see what percent of companies covered by Vallie Line had experienced negative 

EPS growth rates over the past five years. Vallie Line reported a five-year historic 

growth rate for 2,219 companies, The results are shown in Panel B of page 6 of 

Exhibit JR W -14 and indicate that the average 5-year historic growth rate was 

3.90%, and Value Line reported negative historic growth for 844 firms which 

represents 38.0% of these companies. 

These results indicate that Value Line's EPS forecasts are excessive and 

unrealistic. It appears that the analysts at Vallie Line are similar to their Wall 

Street brethren in that they are reluctant to forecast negative earnings growth. 
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PLEASE DISCUSS YOUR DEVELOPMENT OF AN EQUITY RISK 

PREMIUM COMPUTED USING THE BUILDING BLOCKS 

METHODOLOGY. 

Ibbotson and Chen (2003) evaluate the ex post historical mean stock and bond 

returns in what is called the Building Blocks approach.' They use 75 years of 

data and relate the compounded historical retums to the different fundamental 

variables employed by different researchers in building ex ante expected equity 

lisk premiums Among the variables included were inflation, real EPS and DPS 

growth, ROE and book value growth, and plice-earnings ("P/E") ratios By 

relating the fundamental factors to the ex post historical returns, the methodology 

bridges the gap between the ex post and ex ante equity risk premiums. Ilmanen 

(2003) illustrates this approach using the geometric returns and five fundamental 

variables - inflation ("CPI"), dividend yield ("DIP"), real earnings growth 

("RG"), repricing gains ("PEGAIN") and return interaction/reinvestment 

("INT,,)2 This is shown on page 7 of Exhibit JRW-I 1. The first column breaks 

the 1926-2000 geometric mean stock return of 10.7% into the different return 

components demanded by investors: the historical U.S. Treasury bond return 

(5.2%), the excess equity return (5.2%), and a small interaction term (03%). This 

10.7% annual stock return over the 1926-2000 period can then be broken down 

I Roger Ibbotson and Peng Chen, "Long Run Returns: Participating in the Real Economy," Financial Analvsts 
JOllrnal, (January 2003) 

2 Antti Ilmanen, Expected Relurns on Stocks and Bonds," JOllrnal oj Portfolio Management, (Winter 2003), p II 
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into the following fundamental elements: inflation (3.1 %), dividend yield (4,3%), 

real earnings growth (1.8%), repricing gains (1..3%) associated with higher PIE 

ratios, and a small interaction term (0,2%), 

HOW ARE YOU USING THIS METHODOLOGY TO DERIVE AN EX 

ANTE EXPECTED EQUITY RISK PREMIUM? 

The third column in the graph on page 7 of Exhibit JRW-II shows current inputs 

to estimate an ex ante expected market return, These inputs include the 

following: 

CPI - To assess expected inflation, I have employed expectations of the short-

term and long-tenn inflation rate, Long term inflation forecasts are available in the 

Federal Reserve Bank of Philadelphia's publication entitled Survey of 

Professional Forecasters, WI1ile this survey is published quarterly, only the first 

quarter survey includes long-term forecasts of gross domestic product ("GOP") 

growth, inflation, and market returns, In the first quarter 2011 survey, published 

on February 10, 2012, the median long-term (lO-year) expected inflation rate as 

measured by the CPI was 2.30% (see Panel A of page 8 of Exhibit .TRW-II), 

The University of Michigan's Survey Research Center surveys consumers 

on their short-term (one-year) inflation expectations on a monthly basis, As 

shown on page 9 of Exhibit JRW-II, the current short-term expected inflation 

rate is 3,2%. 

As a measure of expected inflation, I will use the average of the long-term 

(2.3%) and short-term (3.2%) inflation rate measures, or 2,8%, 
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DIP As shown on page 10 of Exhibit JRW-II, the dividend yield on the S&P 

500 has fluctuated from 1.0% to almost 3 . .5% over the past decade. Ibbotson and 

Chen (2003) report that the long-term average dividend yield of the S&P 500 is 

4...3%. As of May 17, 2012, the indicated S&P 500 dividend yield was 24%. I 

will use this figure in my ex ante risk premium analysis. 

RG - To measure expected real growth in eal11l11gs, I use the historical real 

earnings growth rate S&P 500 and the expected real GDP growth rate. The S&P 

500 was created in 1960 and includes 500 companies which come from ten 

different sectors of the economy. On page II of Exhibit JRW-II, real EPS 

growth is computed using the CPI as a measure of inflation. The real growth 

figure over 1960-2010 period for the S&P 500 is 2.8%. 

The second input for expected real earnings growth is expected real GDP 

growth. The rationale is that over the long-tenn, corporate profits have averaged 

550% of U.S. GDp3 Expected GDP growth, according to the Federal Reserve 

Bank of Philadelphia's Survey of Professional Forecasters, is 2.6% (see Panel B 

of page 8 of Exhibit JRW -II) 

Given these results, I will use 2.70%, for real earnings growth. 

PEGAIN - PEGAIN is the repricing gain associated with an increase in the PIE 

ratio. It accounted for L3% of the 10.7% annual stock return in the 1926-2000 

'Marc. H Goedhart, et aI, "The Real Cost of Equity," McKinsey on Finance (Autumn 2002), p 14 
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period. In estimating an ex ante expected stock market return, one issue is 

whether investors expect PIE ratios to increase from their current levek The PIE 

ratios for the S&P 500 over the past 25 years are shown on page lOaf Exhibit 

JR W -II. The !Un-up and eventual peak in PIEs in the year 2000 is very evident 

in the chart. The average PIE declined until late 2006, and then increased to 

higher high levels, primarily due to the decline in EPS as a result of the financial 

crisis and the recession. As of 3/31/12, the average PIE for the S&P 500 was 

15.97, which is in line with the historic average. Since the current figure is near 

the historic average, a PEGAIN would not be appropriate in estimating an ex ante 

expected stock market return. 

GIVEN THIS DISCUSSION, WHAT IS THE EX ANTE EXPECTED 

MARKET RETURN AND EQUITY RISK PREMIUM USING THE 

"BUILDING BLOCKS METHODOLOGY"? 

My expected market return is represented by the last column on the right in the 

graph entitled "Decomposing Equity Market Returns: The Building Blocks 

Methodology" set forth on page 7 of Exhibit JRW-l L As shown, my expected 

market return of 7.90% is composed of 2.80% expected inflation, 2.40% dividend 

yield, and 2.70% real earnings growth rate. 

IS AN EXPECTED MARKET RETURN OF 7.90% CONSISTENT WITH 

THE FORECASTS OF MARKET PROFESSIONALS? 
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Yes. In the first quarter 2012 Survey of Financial Forecasters, published on 

February 10, 2012 by the Federal Reserve Bank of Philadelphia, the median long-

term expected return on the S&P 500 was 6.8% (see Panel D of page 8 of Exhibit 

JRW-ll).. 

IS AN EXPECTED MARKET RETURN OF 7.90% CONSISTENT WITH 

THE EXPECTED MARKET RETURNS OF CORPORATE CHIEF 

FINANCIAL OFFICERS (CFOs)? 

Yes. John Graham and Campbell Harvey of Duke University conduct a quarterly 

survey of corporate CFOs The survey is a joint project of Duke University and 

CFO Magazine. In the June 2012 survey, the mean expected return on the S&P 

500 over the next ten years was 6.3%4 

GIVEN THIS EXPECTED MARKET RETURN, WHAT IS THE EX ANTE 

EQUITY RISK PREMIUM USING THE BUILDING BLOCKS 

METHODOLOGY? 

The cun·ent 30-year U.s. Treasury yield is 2.80%. This ex ante equity risk 

premium is simply the expected market return from the Building Blocks 

methodology minus this risk-free rate: 

Ex Ante Equity Risk Premium = 7.90% 2.80% 5.10% 

4 The survey results are available at www.cfesurvey erg. 
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HOW ARE YOU USING THIS EQUITY RISK PREMIUM ESTIMATE IN 

YOUR CAPM EQUITY COST RATE STUDY? 

This is only one estimate of the equity risk premium. As shown on page 6 of 

Exhibit JRW-II, I am also using the results of other studies and surveys to 

determine an equity risk premium for my CAPM 
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Exhibit JRW-l 
Florida Power & Light Company 

Return on Equity Recommendation 

Common Equity Ratio Return on Equity 

50.00% 
59.62% 

9.00% 
8.50% 
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Interest Rate Differentials 

Exhibit JRW-l 
Yield Differential- Long-Term Utility Bonds - Ratings A, BBB+ and BBB 

- A-Raled 

- SBBRated 

... ~~'---------------l 
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Average Basis Point Differential A to BBB = 50 BPs 
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Interest Rates 
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Panel A 
Ten-Year Treasury Yields 

2009 and 2012 

2/1/09 2.87 1/1/12 1.97 

3/1/09 2.82 211/12 1.97 

4/1/09 2.93 3/1/12 2.17 

5/1/09 3.29 4/1/12 2.05 

6/1/09 3.72 5/1/12 1.98 
7/1/09 3.56 6/1/12 1.47 

Average 3.20 Average 1.94 

PanelB 
Thirty-Year, A-Rated Public Utility Bonds 

2009 and 2012 

2/6/2009 5.99 1/6/12 4.20 
3/6/2009 5.90 2/3/12 4.1 7 
4/3/2009 6.20 3/2112 4.06 
5/1/2009 6.28 4/6/12 4.23 

6/5/2009 6.16 5/4112 4.10 
7/3/2009 5.79 6/1/12 3.77 

Average 6.05 Average 4.09 
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Panel A 
Ten-Year Treasury Yields 

1953-Present 

Docket No. i20015-El 
Exhibit JRW-3 

Capital Cost Indicators 
Page lof3 

18.0 .,------------------------, 

16.0 +-------------------------1 
1'-" +-----------
12.0 +------------
10.0 +----------­
'.0 +------.... ....., 
'.0 +------
4.0 f--. 
2.0 

0.0 

± ~ ~ = ~ ;: ~ 
,. 

~ .;, <'-

" " " 9 .., 
?i !i! ~ N ~ 

~ 
.. <'-

~ ?< ;;; >; >; ~ 
~ ~ ~ 

" " ~ ~ 
~ ~ ~ 

~ ~ = 
~ ~ ~ 

Source: http://research.stJouisfed.org/fred2ldalafGS10.txt 

Panel B 

~ 

~ ~ 
~ 

~ 
~ 

~ ~ .. 
M 

~ ~ ~ ~ ~ 
., 

" " N 

Long-Term Moody's Baa Yields Minus Ten-Year Treasury Yields 
2000-Present 

" .., 
~ 
N 

7.0.,-- ----------------------, 

6.0 t------------- ---.---------1 
5.0 +----------------
4.0 t------,-----------
3.0 f----." 

2.0 

1.0 

0.0 



, 
• • 

~ a 
" :7. 

-t.:.m.,-A 

... - t.:dU.,· BBS'" 

- t.:d.ll.,· BBB 

'" 

" "'" Ill! "" "JL ~ 
" 
~ 

U 

... 
~ 5 S ~ 

0 @ • ~ @ ! e e 1! ~ e 
i! S • ~ i! ~ ~ S , 
= ~ 

Exhibit JRW·3 
Panel A 
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Thirty-Year Public Utili ty Yield Spread Over Treasuries 
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Dow Jones Utility Index vs. S&P 500 - 12 Months 
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Exhibit JRW-s 
Florida Power & Light Compa ny 

Capital Structure Ratios 

Panel A FPL's Proposed Capitalization Ratios -
Capitalization Capitalization 

Capita l Source Amounts Ratio 

Short-Term Debt 360,542 2.22% 
LOD2-Term Debt 6,199,550 38.16% 
Com mon Equity 9,684,101 59.62% 

Tota l 16,244,193 100.00% 

Panel B Electric Proxy Gro up Cap ita lization Ratios - -
3/3 112012 12/31120 11 

Short-Term Debt 11.68% 8.33% 
Long-Term Debt 50.77% 53.36% 
Preferred Stock 0.00% 0.00% 
Common Equity 37.55% 38.32% 

Tota l Capita l 100.00% 100.00% 

Panel C Electric Proxy Gro up Ca pita lization Ratios -
3/3112012 1213112011 

Shor t-Ter m Debt 6.85% 6.90% 
Lo no-Term Debt 47.78% 47.69% 
Preferred Stock 0.34% 0.31% 
Common Equ ity 45.03% 45.10% 

Total Capital 100.00% 100.00% 

Docket No. 12001 5-£1 
Exhibit JRW-5 

Capita l Structu re Ratios 
Page 10f6 

9/30/2011 6/30/2011 Mean 
7.92% 7.09% 8.75% 

52.83% 52.34% 52.33% 
0.00% 0.00% 0.00% 

39.2S% 40.56% 38.92% 
100.00% 100.00% 100.00% 

9/30/2011 6/30/2011 Mea n 
6.41% 6.04% 6.55% 

48.04% 48.73% 48.06% 
0.39% 0.48% 0.38% 

45.16% 44.75% 45.01% 
100.00% 100.00% 100.00% 



ALE 3/3l/12 121311]] 130111 
Shan Term Debt 7.100 6,$00 18,400 
Long-Tenn Debt 856,500 857,900 "'.400 
Preferred Stock 

Common Equity 1,113,800 1,079,300 1,051,400 
Total 1.977,400 1,943,700 1,9 14,200 

LNT 
Shon Term Debt 120,300 160,100 64,800 
Long-Term Debt 2,728,200 2,703.100 2,703,600 
Preferred Stock 205,100 205,100 205,100 

Common Equity 2,937,500 2,953,000 2,941,600 
Total 5,991,100 6,021,300 5,915,100 

AEE 
Short Term Debt 525,000 488,000 646,000 
Long-Term Debt 6,677,000 6,677,000 6,682,000 

Preferred Stock 
Common Equity 7,432,000 7,919,000 7,997,000 

Total 14,634,000 15,084,000 15,325,000 
AEP 

Shan Term Debt 3,215,000 3,2.33,000 2,659,000 
Long·Term Debt 15,340,000 15,083,000 15,183,000 
Preferred Stock 

Common Equity 14,856,000 14,664,000 14,653,000 
To", 33,411,000 32,980,000 32,495,000 

AVA 
Shon Term Debt 232,396 235,467 221,748 
Long-Term Debt 1,249,356 1,202,629 1,084,661 
Preferred Stock 57,633 51,809 52,070 

Common Equity 1,150,506 1,133,892 1,118,848 
To", 2,689,891 2,623,797 2,477.327 

BKH 
Shon Term Debt 310,336 431,840 491,056 
Long-Teno Debt 1,272,016 1,280,409 1,282,194 
Preferred Stock 

Common Equity 1,224,692 1,209,336 1,088,005 
Total 2,807,044 2,921,585 2,861,255 

Cl\'L 
Shon Term Debt 16,636 29,594 13,108 
Long-Term Debt 1,319,631 1,.331,056 1,370,576 
Prefem:d Stock 

Common Equity 1,436,958 1,419,857 1,406,113 
To,," 2,773,225 2,786,507 2,789,797 

CMS 
Shon T eno Debt 837,000 1,057,000 1,140,000 
Long-Term Debt 6,355,000 6,207,000 6,208,000 
Preferred Stock 

Common Equity 3,049,000 3,028,000 3,043,000 
To,," 10,241,000 10,292,000 10,391,000 

Source: wv.w ·ahoo.com, 10 mdlO-kR ru 

Exhibit JRW-5 

Capital Structure Ratios 
Electric Proxy Group 
&30111 ALE 

13,400 Soon Term Debt 
770,700 Long-Term Debt 

Preferred Stock 
1,029,000 Common Equity 
1,815,100 To", 

WT 
31,700 Shon Term Debt 

2,703,500 Long-Term Debt 
205,100 Preferred Stock 

2,867,200 Common Equity 
5,807,500 Total 

AEE 
477,000 Short Term Debt 

7,054,000 Long-Term Debt 
Preferred Stock 

7,788,000 Common Equity 
15,319,000 To", 

AEP 
2,804,000 Shon Term Debt 

15,564,000 Long-Term Debt 
Preferred Stock 

13,939,000 Common Equity 
32,307,000 To", 

AVA 
162,519 Shon Term Debt 

1,094,978 Long-Term Debt 
52,367 Preferred Stock 

1,]]5,768 Common Equity 
2,425,632 To", 

BKH 
476,162 Shan T crm Debt 

1,183,583 Long-Term Debt 
Preferred Stock 

1,108,069 Common Equity 
2,767,814 To", 

eN" 
18,426 Shon Teno Debt 

1,387,346 Long_Teno Debt 
Pre ferred Stock 

1,387,015 Common Equity 
2,792,847 To", 

CMS 
1.123,000 Shan Term Debt 
6,361,000 Long-Term Debl 

Preferred Stock 
2,958,000 Common Equity 

10,442,000 To", 

3/31/12 

4~:~~ 
0.00010 

56.33% 
100.00% 

2.01% 
45.54% 

3.42% 
49.03% 

100,00010 

3.59% 
45.63% 
0.00% 

50.79% 
100.00010 

9.62% 
45.91% 
0.000/. 

44.46% 
100.000/. 

8.64% 
46.45% 
2.\4% 

42.77% 
100.00010 

11.06% 
45.32% 
0.00% 

43.63% 
100.00010 

D.60% 
47.58% 
0.00% 

51.82% 
100.00010 

8.17% 
62.05% 
0.000/0 

29.77% 
100,00010 

Docket No. 120015-EI 
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Capital Structure Ratios 
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12131111 130111 6/3 !II 

4~::~;' ~.~~:," 
44.Jl% 4~:~;' 

0.00010 0.00% 0.00% 
55.53% 54.93% 56.69% 

100,00010 100.00% 100.00010 

2,66% 1.10% 0.55% 
44.89% 45.71% 46.55% 
3.4 1% 3.47% 3,53% 

49.04% 49.73% 49.37% 
100.00% 100.00% 100.00% 

3.24% 4.22% 3.11% 
44.27% 43.60% 46.05% 

0.00010 0.00% 0.00% 
52.50% 52.18% 50.&4% 

100.00% 100,00% 100.00% 

9.80"10 8.18% 8.68% 
45.73% 46.72% 48.18% 

0.00% 0.00010 0.000/. 
44.46% 45.09% 43.15% 

100.00010 100.000/. 100.00% 

8.97% 8.95% 6.70% 
45.84% 43.78% 45.\4% 

1.97% 2.10% 2.16% 
43.22% 45.16% 46.~ 

100.00% 100.00% 100.00% 

14.78% 17.16% IUOO/< 
43.83% 44.81% 42.760/< 
0.00% 0.00010 0.00"1< 

41.39% 38.03% 40.03% 
100.00% 100.00'A. 100.0001< 

1.06% 0.47% 0.66% 
47.98% 49,13% 49.670/, 

0.00'10 0.00'10 0.00'10 
50.95% 50.40'10 49.67% 

100.00'10 100.00010 100_0001< 

10.27% 10.97% 10.750/< 
60.31% 59.74% 60.92% 
0.00% 0.00010 0.00010 

29.42% 29.28% 28.330/, 
100.00% 10000"10 100.000/0 
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Exh ibit JRW· 5 

C apital Structure Ratios 

Short Term 
Long·Term Deb! 10,145,000 10,371,000 10,673,000 44.02% 

Preferred Stock 213,000 213,000 213,000 O.WA. 
Common Equity 11,545,000 11,436,000 11,454,000 11,251,000 Common Equity 50.60"10 50.84% 51.03% 

To", 22,816,000 22.493,000 22,444,000 22,251.000 To", 100.00% lOO.WA. 100.00% 
0 

Short Term Debt 4,059,000 4,244,000 2,110,000 2,599.000 Short Term Debt 12.28% 12.83% 6.83% 
Long-Term Dt:bt 17,079,000 17,394,000 17,153,000 16,500,000 Long·Term Dt:bl 51.68% 52.58% 55.52% 
Preferred Stock Preferred Stock 0.00% O.WA. 0.00% 

Common Equity 11,909,000 11,446,000 11,632,000 11,680,000 Common Equity 36.04% 34.60% 37.65% 
To", 33,047,000 33,084,000 30,895,000 30,779,000 To", 100.WA. lOO.WA. 100.00% 

OTE 
Short Term Debl 1,081,000 1,103,000 636,000 587,000 Short Term Debt 7.08% 7.21% 4.21% 
Long·Term Debl 7,093,000 7,187,000 7,497,000 7,507,000 Long·Term Debt 46.43% 46,98% 49.64% 
Preferred Stock Prderred Stock 0.00% 0.00% 0.00% 

Common Equity 7,104,000 7,009,000 6,970,000 6,785,000 Common Equity 46.50% 45.81% 46.15% 
To", 15,278,000 15,299,000 15,103,000 14,879,000 To", 100.000.1. 100.00% 100.00% 

EIX 
Short Term Debl 659,000 754,000 90 ],000 679,000 Short Term Debt 2.66% 3.08% 3.6 1% 
Long-Term Debt 14,131,000 13.689,000 13,010,000 12,956,000 Long-T= Dt:bl 57.03% 55.88% 52.19% 
Preferred Stock Preferred Stock 0.00% 0.00% 0.00% 

Common Equity 9,990,000 10,055,000 11,015,000 10,726,000 Common Equity 40.31% 41.04% 44.19% 
To", 24,780,000 24,498,000 24,926,000 24,361,000 To", 100.00% 100,00% 100.00% 

ETR 
Short Term Debt 460,100 2,304,700 2,170,900 262,500 Short Term Debt 2.11% 10.66% 9.99% 
Long-Term Debt 12,158,600 10,082,100 10,281,300 12,097,500 Long-Term Debt 55.74% .;6.61% 47.32% 

Preferred Stock 280,500 280,500 310,700 310,700 Prdemd Stock 1.29% 1.30% 1.43% 
Common Equity 8,914,300 8,961,300 8,965,400 8,597,600 Common Equity 40.87% 41.43% 41 .26% 

To", 21,813,500 21,62MOO 21,728.300 21.268,300 Towl 100.00% 100.00% 100.00% 
EXC 

Short Term Debt 1,299,000 1,216,000 1,701,000 1,413,000 Short Term Debt 3.19% 4.36% 5.92% 
Long-Term Dt:b! 17,458,000 12,189,000 12,565,000 12,154,000 Long-Term Deb! 42.94% 43.72% 43.77% 
Preferred Stock 87,000 87,000 87,000 87,000 Preferred Stock 0.21% 0.31% 0.300/0 

Common Equity 21,816,000 14,385,000 14,356,000 14,112,000 Common Equity 53.65% 51.60% 50.01% 
To", 40,660,000 27,8n,000 28,709,000 27,766,000 To", 100.00% 100.00% 100.000/0 

FE 
Short Term Debt 3.146,000 1,839,000 2,042,000 3,001,000 Short Term Debt 9.69% 5.87% 6.47% 
Long-Term Debt 15,985,000 16,185,000 16,488,000 17,140,000 Long-Term Debt 49.25% SI.7O% 52.22% 
?referred Stock Preferred Stock 0.00% 0.00% 0.00% 

Common Equity 13,323,000 13,280,000 13,046,000 J2,'m,OOO Common Equity 41 ,05% 42.42% 41.32% 
To", 32,454,000 31,304,000 31,576,000 33,139,000 To", 100.00% 100.00% 100.00% 

GXP 
Short Term Debt 1,013,900 1,185,400 1,084,900 U 15,000 Short Term Deb! 14.48% 17.11% 15.82% 
Long-Term Debt 3,021,600 2,742,300 2,750,100 2,860,800 Long-Term Deb! 43.16% 39.59% 40.11% 

Preferred Stock 39,000 39.000 39,000 39,000 Preferred Stock 0.56% 0.56% 0, 57% 
Common Equity 2,925,700 2,959,900 2,982,800 2,879,700 41.79% 42.73% 43.500/0 

I 100.00% 100.00% 



HE 1 III I 1111 , II 
Sbort Term Debt 389,13l jOl,03o z89,lz9 
Long-Term Debt l,2g2,602 1,340,070 1,340,038 

Preferred Sto<:k 34,293 34,293 34,293 
Common Equity 1,519,&05 1,491,656 1,503,465 

To,", 3,225,831 3,174,069 3,166,925 
IDA 

Sbort Term Debt "."" 155,264 53,167 
Long-Term Debt 1.486,568 ],387,550 1,487,468 
Preferred Stock 

Common Equity 1,670,568 1,657,654 1,656,847 
ToW 3,221,200 3,200,468 3,197,482 

MGEE 
Sbort Term Debt 10,865 2,667 2,667 
long-Term Debt 360,249 360,903 361,556 

Preferred Stock 
Common Equity 558,164 550,952 550,433 

Total 929,278 914,522 914,656 
NEE 

Shon Term Debt 4,735,000 3,247,000 3,003,000 
Long·Term Debt 20,582,000 20,810,000 20,039,000 
Preferred Stock 

Common Equity 15,223,000 14,943,000 14,887,000 
ToW 40,540,000 39,000,000 37,929,000 

OGE 
Shon Term Debt 489,800 277,500 295,90:1 
long-Term Deb! 2,737,~ 2,737,100 2,5&6,900 
Preferred Stock 

Common Equity 2,553,100 2,563,300 2,540.900 
To,", 5,780,200 5,577,900 5,423,700 

POM 
Sbort Term Debt 1,108,000 852,000 "'.000 
Long-Term Debt 4,170,000 4,180,000 4,196,000 

Preferred Stock 
Common Equity 4,366,000 4,366,000 4,357,000 

Total 9,644,000 9,398,000 9,219,000 
PCG 

Short Term Debt 1,451,000 1,697,000 1,187.000 
Long-Term Debt 11 ,767,000 11,766,000 11,516,000 

Preferred Stock 
Common Equity 12,560,000 12,101,000 11,959,000 

To,", 25,778,000 25,564,000 24,662,000 
PNW 

Shon Term Deb! 401,515 531,403 937,030 
long-Term Debt 3,341,198 2,953,507 3,046,587 

Pref=ed Stock 
Common Equity 3,744,911 3,821,850 3,894,085 

ToW 7,493,630 7,306,760 7,877,702 
Source: .... v.w.yanoo.COIn. IIJ-I.,lIJ"lCl III-I( Kepons 
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II 
Z~9,1ZZ Shon Tmn Deb! 

1,440,006 Lon8-Tmn Debt 
34,293 fufernd Stock 

1,477,914 Common Equity 
3,191,335 ToW 

IDA 
68,061 Sbort Term Debt 

1,487,387 Long-Term Debt 
Preferred Stock 

1,563,092 Common Equity 
3,118,546 To,", 

MGEE 
2,667 ShGr1 Term Debt 

362,210 Long-Term Debt 
Preferred Stock 

538,312 Common Equity 
903,1&9 To,", 

NEE 
2,607,rnJ Sbort T mn Debt 

19,235,000 Long-Tmn Debt 
Preferred Stock 

14,906,000 Common Equity 
36,748,000 ToW 

OGE 
223,300 Short Term Deb! 

2,586,800 Long-Term Deb! 
Preferted Stock 

2,387,800 Common EqUIty 
5,197,900 ToW 

PO~1 

514,000 Sbort Term Debt 
4,205,000 long-Term Debt 

Preferred Stock 
4,316,000 Common Equity 
9,035,000 To,", 

PCG 
1,260,000 Short Term Debl 

11,466,000 Long-Term Debt 
Preferred Stock 

11,789,000 Common Equity 
24,515,000 To,", 

PNW 
969,500 Short Term Debt 

2,761,695 Long·Tcrrn Debt 
Preferm! Stocle 

3,613,705 Common EqUity 
7,344,900 ToW 

, , 
~~.~~ 

1.06% 
41 11% 

100.000A. 

1.99"A. 
46.1S% 
0.00% 

51.86% 
lOOJ)Oo/O 

1.17% 
38.77'/0 
0.000/0 

60.06% 
100.00"" 

1168% 
SO.77% 
0.00% 

37.55% 
100.000/0 

8.47'/0 
4736% 

OOO'Y. 
44. ]7% 

lOOJ)O% 

11.49% 
43.24% 
0.00% 

45.27% 
10000% 

5.63% 
45.65% 

0.00"/0 
48. n% 

]00.00% 

5.44% 

" '9% 
0._ 

""" 100 00% 
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12131111 130111 II 

4;:~~~ 4;:3~~ 4;:~~~ 
108% 1.0rA. 1.07'Yo 

47.18% 41.47'A. 46.3!..~ 
lOO.OOOA. 100.000/0 100.00'A 

4.85% 1.66% 2:~ 43.35% 46.52% 47.6 
0.000/0 0.00% 0."", 

51.79% 51.82% 50.1~~ 
loo.()()"/O 100.000/0 100.000/0 

0.29% 0.29%, 0.30% 
39.46% 39.53% 40. ]OOA 

O.OOOA. 0.00% 00001< 
60.24% 60.180/. 59.~ 

100.00% 100.000/0 100.00% 

8.33% 7.92% 7.09"1< 
53.36% 52.83% 52.34% 

O.OO"A. 0.00% 0.00% 
38.32% 39.15% 40..56% 

100.00"/0 100.00% 100.00% 

4.97% 
5 '''' ,."" 

49.07% 47.70% 
':~ O.OO'Y. 0.00"" O. 

45.95% 46.85". 45.94'Y< 
100.000A. lOO.OOOA. IOO.~t 

9.07"A. 7.22% 5.69"/0 
44.48% 45.51% 46.54% 
0.00% O.OO"A. 0.00"/0 

46.46% 47.26% 47.77% 
100.00% 100.00% 100.00% 

6.64% 4.81% 5.14% 
46.03% 46.700A. 46.77% 
0.00% O.oo"A. 0.00'10 

47.34% 48.49% 48.09% 
100.00% 100.00"" lOO.OO"/" 

7.27% 11.89"/0 13.2~ 

40.42% 38.67% 37."'" 
000% O.OO"A. 0"" 

52.31% 49.43% 4:~ 100.00% 100.00% 100. 
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Capital Structure Ratios 

11 
Sho" ShonTerm 
Long-Term Debt 1,67],626 ],564,077 ],563,9]6 Long-Term Ocbt 48.90",1, 49.99% 45.2]% 
Preferred Siock 11,500 11,500 11,500 111,500 Preferred Stock 0.34% 0.34% 0.33% 

Common Equity 1,580,900 ],574,000 ],59],300 ],544,500 Common Equity 46.24% 47.07% 45.99% 
To", 3,418,548 3,343,845 3,459,875 3,553,453 To", 100.00% 100.00% 100.00% 

POR 
Soon Term Debt 342,000 346,000 196,000 163,000 Short Term Debt 932% 9.50% 5.37% 
Long-Term Deb! ],635,000 1,635,000 1,798,000 ],798,000 Long-Term Debt 44.56% 44.87% 49.30% 
Preferred Stock Preferred Stock 0.00% 0.00% 0.00% 

Common Equity 1,692,000 1,663,000 1,653,000 ],645,000 Common Equity 46.1 2% 45.64% 45.32% 
To,", 3.669,000 3,644,000 3,647,000 3,606,000 To", 100.00% 100.00010 100.00% 

SCO 
Shon Term Debt 615,000 684.000 866,000 832,000 Shon Term Debt 6.51% 7.44% 9.54% 
Long·Term Debt 4,862,000 4,622,000 4,376,000 4,319,000 Long-Term Debt 5\.43% 50.27% 48.19% 

Preferred Stock Preferred Stock 0.00% 0.00% 0.00% 
Common Equity 3.977,000 3,889,000 3,838,000 3,805,000 Common Equity 42.07% 42.29% 42.27% 

Total 9,454,000 9,195,000 9,080,000 9,016,000 To,", 100.00"/0 100.00% 1003)0% 
SO 

Shon Term Ocbt 3,119,000 2,785,000 1,164,000 2,319,000 Short Term Debt 7.71% 7.01% 5.51% 
Long· T erm Debt ]9,05],000 18,647,000 ]8,733,000 18,554,000 Long-Term Debt 46.94% 46.95% 47.74% 

PrefClTed Stock 707,000 707,000 707,000 Preferred Stock 1.74% 0.00% 1.80% 
Common Equity 17,699,000 ]8,285,000 ]7,633,000 16,982,000 Common Equity 43.6 1% 46.04% 44.94% 

Tow 40,586,000 39,717,000 39,237,000 38,562,000 Tow 100.00% 100.00% 100.00010 
TE 

Shon Term Debt 430,000 386,100 386,100 165.100 Short Term Ocb! 8.11% 7.23% 7.23% 
Long-T em Debt 1,598,700 2,687,300 1,690,000 2,949,]00 Long·TefTfI Debt 49.01% 50.32% 50.39% 
Preferred Stock Preferred Stock 0.00% 0.00",1, 0.00% 

Common Equity 2,274,100 2,266,600 2,261,900 2,215,800 Common Equity 42.88% 42.45% 42.31% 
Tow 5,302,800 5,340,000 5,338,000 5,330,000 To,", 100.00"10 100.00"/. 100.00% 

UJL 
Short Term Debt 257,137 277,600 180,108 130,961 Soon Term Debt 8.78% 9.5]% 6.38% 
Long-Term Debt 1,546,906 1,548,347 1,551,478 1,508,223 Long-Term Debt 52.83% 53.02% 54.92% 
Preferred Slock Preferred Stock 0.00% 0.00% 0.00% 

Common Equity 1,123,966 1,094,361 1,093,436 1,102,362 Common Equity 38.39% 37.47% 38.71% 
To", 2,928,009 2,920,308 2,825,022 2,741,546 To,", 100.00% 100.00% 100.00% 

UNS 
Short Term Debt 236,182 123,949 ]09,755 227,765 Short Term Debt 8.11% 4.30% 3.91% 
Long·Term Deb! 1,721,918 1,870,093 1,805,527 1,735,250 Long-Tenn Debt :59.\3% 64.88% 64.28% 
Preferred Stock Preferred Stock 0,00% 0.000,1, 0.00% 

Common Equity Common Equity 32,76% 30.82% 31.82% 
To", To,", 100.00% 100.00",1, 100.00% 



WR 31~1112 1ll31fll 9130111 
Shon Term Debt 330,061 3\4,414 4W991 
Long·Term Debt 2,894,225 2,740,392 2,141,604 

Preferred Stock 21,436 21 ,436 21,436 
Common Equity 2,758,509 2,769,2]] 2,587,866 

To"" 6,004,231 5,845,453 5,770,897 
WEC 

Soon Term Debt 591,100 702,;00 528,500 
Long-Term Debt 4,602,800 4,614,300 4,618,900 
Preferred Stock 30,400 30,400 30,400 

Common Equity 4,051,500 3,963,300 3,940,700 
Tow 9,275,800 9,310,500 9,118,500 

XEL 
Shon Term Debt 1,704,813 1,436,336 637,928 
Long-Term Debt 8,598,363 8,848,513 9,450,157 

Preferred Slock 104,980 
Common Equity 8,537,671 8,482,198 8,431,303 

Tow 18,840,847 18,767,047 18,624,368 

Exh ibit JRW-S 

Capital Structure Ratios 
Electric Proxy Group 
6130111 WR 

49 1,9§1 Soon Term Debt 
2,161,049 Long-Term Debt 

21,436 Preferred Stock 
2.462,349 Common Equity 
5,742,825 Tow 

WEC 
573,000 Soon Term Debt 

4,334,600 Long-Term Debt 
30,400 Preferred Stock 

3,947,600 Common Equity 
8,885,600 To"" 

XEl 
749,917 Shon Term Debt 

9,263,556 Long-Term Debt 
104,980 ?referred Stock 

8,234,565 Common Equity 
18,353,018 Tow 

Average 
Shon Term Debt 
Long_Term Debt 

Preferred Stock 
Common Equity 

Tow 

1 111_ 
5.50'}o 

48.20% 
0.36% 

45.94% 
100.00% 

6.37% 
49.62% 
0.33% 

43.68% 
100.00% 

9.05% 
45.64% 
0.00% 

45.31% 
100.00% 

3131112 
6.85% 

47.78% 
0.34% 

45.03% 
lOO.OO"~ 
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IlI31111 13 III 61:>0111 
5.3~"'o m% .,," 

46.88% 47.5 1% 48.08% 
0.37"~ 0.31% 0.37"A 

47.37"~ 44.84% 42.88% 
100.00% 100.00% 100.00"10 

7.55% 5.80% 6.45% 
49.56% 50.65% 48.78% 
0.33% 0.33% 0.34% 
42.57"~ 43.22% 44.43% 

100.00% 100.00"~ 100.00% 

7.65% 3.43% 4.09% 
47.15% 50.74% 50.47% 
0.00% 0.56% 0.57% 

45.20% 45.27"10 44.87% 
100.00% lOO.OO"~ 100.00% 

12131 111 9130111 6130111 
6.90% 6.41% 6.04% 

47.69% 48.04% 48.73% 
0.31% 0.39% 0.48% 

45.10% 45,16% 44.75% 
100.00% lOO.OO"~ 100.00% 
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Panel A 
, 

3.5 • 
3 

2.5 

• • 
2 ·,.t .. · • • • 

• 1.5 ·;t· • • *. 1 

0.5 

0 

0 , , , 8 10 12 " 1. 18 

Estim ated ROE 

R-Square ~ .52, N~51. 

Panel B 

3 • • 2.5 

2 •• • • • 1.5 

• • 
1 

0 .5 
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0 2 4 6 8 1 0 12 14 16 

Est imat ed ROE 

R-Square ~ .71, N~l1. 
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Panel C 

• 

• •• 
• 

2 4 6 8 10 12 14 

Estimat ed ROE 

R-Square ~ .77, N~S. 
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Electric Proxy Group Average Return on Equity and Market-to-Book Ratios 

2001 2002 2003 1004 2005 2006 2007 2008 2009 1010 lOll 

1 

1.S 

1.6 

1.4 

1.2 

1 

O.S 

0.6 

0.4 

0.2 

o 

D818 Source: Vlllul! Une b,,~tml!nt Sun·e)'. 



Industry Name N 0_ B eta 
PubliclPrivate Equity 11 2.18 
Advertisina 31 2.02 
Furn/Home Furnishina 35 1.81 
Heavy Truck & Eq ui p 21 1.80 
Semiconductor Equip 12 1.79 
Retail (Hard lines) 75 1.77 
Newspaper 13 1.76 
HoteVGamina 51 1. 74 
Auto Parts 51 1. 70 
Steel 32 1.68 
Entertainment 77 1.63 
Metal FabricatiDa 24 1.59 
Automotive 12 1.59 
Insura nce (Life) 30 1.58 
Oilfield SvcsfEq uip. 93 1.55 
Coal 20 1.53 
Chemica l (Diversified) 31 l.51 
Buildina Materia ls 45 1.50 
Semiconducto r 141 1.50 
RE.I.T. 5 1.47 
Homebuildina 23 1.45 
Rec reation 56 1.45 
Railroad 12 1.44 
Reta il (Softlines) 47 1.44 
Maritime 52 1.40 
Office Equip/Supplies 24 1.38 
Cable TV 21 1.37 
Retail Automotive 20 1.37 
Chemical (Basic) 16 1.36 
Paper/Forest Products 32 1.36 
Power 93 1.35 
Petroleum (producine:) 176 1.34 
Electrica l Equipment 68 1.33 
Metals & Minim:! (Oiv. 73 1.33 

Exhibit JRW-8 

n ustrv ' arne o. 
Industry Average Betas 

Id N N B eta 
Natural Gas (Div.) 29 1.33 
F inancial S\'cs. iv.) 225 1.31 
Toiletries/Cosmetics 15 1.30 
Apparel 57 1.30 
ComputerslPeripherals 87 1.30 
Retail Store 37 1.29 
Chemical Specia lty) 70 1.28 
Precision Instrument 77 1.28 
Wireless Nern'orking 57 1.27 
Restaura nt 63 1.27 
Shoe 19 1.25 
Publish ina 24 1.25 
Truckina 36 1.24 
Human Resources 23 1.24 
Entertainment Tec h 40 1.23 
Enaineerina & Const ,-., 1.22 
Air Transport 36 1.21 
Machinery 100 1.20 
Securities Brokerage 28 1.20 
Petroleum (lntegr3ted) 20 1.1 8 
Hea lthcare Information 25 1.17 
Packaging & Container 26 1.16 
Precio us Metals 84 1.15 
Diversified Co. 107 1.14 
Funeral Sen>ices 6 1.14 
Property Manae:ement 31 1.13 
Pharmacv Sen'ices 19 1.12 
Drua 279 1.12 
Aerospace/Defense 64 1.10 
Foreian Electronics 9 1.09 
Internet 186 1.09 
Information Sen'ices 27 1.07 
Household Products 26 1.07 
Electronics 139 1.07 

Source. Damodaran Online 2012 - http.l/pages.stem.nyu.edul-adamodar/ 
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I d n ustry N arne N o. B eta 
IT Sen'ices 60 1.06 
Retail Buildina Suppl, 8 1.04 
Computer Software 184 1.04 
Med Supp_No n-In\'asi 146 1.03 
Biotechnolol!Y 158 1.03 
E-Commerce 57 1.03 
Telecom. Equipment 99 1.02 
Pipeline MLPs 27 0.98 
Telecom. Sen'ices 74 0.98 
OiVGas Distribution 13 0.96 
Uti lity I Fo reign 4 0.96 
Industrial Sen>ices 137 0.93 
Ba nk Midwest) 45 0.93 
Reinsu rance 13 0.93 
Food Processing 112 0.91 
Medical Sen'ices 122 0.91 
Insurance (prop/Cas.) 49 0.91 
Beveraae 34 0.88 
Telecom. Utility 25 0.88 
Tobacco 11 0.85 
Med Supp Invasive 83 0.85 
Educationa l Services 34 0.83 
Environmental 82 0.81 
Bank 426 0.77 
Electric Uti!. (Centra l) 21 0.75 
Electric Utility (West 14 0.75 
Retail/Wholesa le Food 30 0.75 
T hrift 148 0. 71 
Electric Utili ty (East) 21 0.70 
Natu ral Gas Utility " 0.66 
Water Uti li ty 11 0.66 
Tota l Market 5891 1.15 

. 
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Transition 
Sbge 

Dividends Grow 
F2Ster 

E 

Time 

I 
I IVla tUlity 

Sbge 
Dividends and 
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Tbree-Stage DCF Model 
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Earn:iJtgs Grow 
At Same Rate 

Source: William F. Sharpe, Gordon J. Alexander, and Jeffrey V. Bailey, Investments (Prentice-Hall, 1995), pp . 590 -9 1. 
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Florida Power & Light Company 
Discounted Cash Flow Analysis 

Electric Proxy Group 
Dividend Yield* 

Adjustment Factor 
Adjusted Dividend Yield 
Growth Rate* * 
Equity Cost Rate 
'* Page 2 of Exhibit JRW-IO 

4.35% 
1.02125 

4.4% 
4.25% 

8.7% 

** Based on data provided on pages 3, 4, 5, and 
6 of Exhibit JRW-IO 
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Florida Power & Light Company 
Monthly Dividend Yields 

Electric Proxy Groll l 
Jon F,b M" 

45% 4.3% 4.5% 

~ ~ 
4.2% 
5.1% 

4.7% 4.5% 4.7% 
4.3% 4.4% 4.3% 
4.5 % 4.4% 4.4% 
3.4% 3.4% 3.2% 
4.0% 3.8% 4.5% 
4.0% 4. 1% 4.2% 
3.9% 3.9% 3.9% 
4.6% 4.4% 4.4% 
3.3% 3.2% 3.2% 
4.6% 4.7% 4.9% 
5.0% H*. 5.4% 
.... 9% 5.1% 
4.1% 4.0 % 4.1 % 
4.8 % 4.8% 4.8% 
2.9% H*- 3.2% 
3.4% 3.4% 
3.8% 3.7% 3.7% 
2.8% 2.80/. H*. 
~ 

5.4 0/. 
4.4";' 4.4% 

4.5% 4.4% 4.4% 
2.9% . 2.8% 2.8% 
4.3% 4.3 % 4.3% 
4.5% 4.4% 

:~ 4.2% 4.2% 
4.7% 4.6% 5.0% 
5.1% 5.0% 4.9% 
4.6% 4.6% 4.5% 
4.7% 4.5% 4.6% 
3.1% 3.0% 3.5% 
3.9% 3.9% 4.0% 
4.2% 4.2% 4.3% 
4.4% 4.4% 4.4% 

Ape 
4.6% 4.4% 
4.1 % 4.2% 
5.1% 5.1% 
4.9% 4.9% 
4.5% 4.6% 
4.5% 4.5% 
3.2% H*. 4.4% 
4.2% 4.2 % 
4.2% 1:ffi-4.3% 
3.0% 3.0% 
5.0% 4.9% 

H*. 5.4% 
4.9% 

4.3% 4.2% 
4.9% 4.9% 
1.3% 3.2% 

3.5% 3.4% 
3.8% 4.0% 
3.0% 3.0% 
5.8% 5.6% 
4.2% 4.2% 
4.4% 4.5% 
3.2% 2.7% 
4.2% 4.3% 
4.4% 4.4% 
4.2% 4.3% 
5.0% 5.0% 
5.1 % H*. 4.8% 
4.7% 4.8% 
3.4% 3.5% 
3.9% '.9% 
4.3% 4.3% 
4.4% 4.4% 
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M"n 
4.8% 4.5% 

~ 
4.1% 
5.0% 

H*. 4.8% 
4.5% 

4.7% 4.5% 

!4*. !~ 
4.1% 4.1 % 
4.0% 
~ 4.3% 4. 

3.0% 3.1% 
5.3% 4.9% 
4.0% 5.1% 
4.6% 4.9% 
4.3% 4.2% 
4.7% 4." 
3.4% 3." 
3.4% 3.4' 
3.7% 3.8% 

~ 
!.9% 
5.6% 

4.2 % 4.3% 
4.4 % 4.4% 
3.2% 2.9 % 
4.3% 4.3 % 
4.3% 4.4% 
4.3 % 4.3% 
5.1 % 4.9% 

S.d"'. 5.1% 
4.7% 4.7% 
4.8 % 

~ .Yo 

:~ 
4.2% 
4.4% 
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Florida Power & Light Company 
DCF Eq uity Cost Growth Rate Measures 

Value Lille Histork Growth Rates 

; ~ 
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, :-D rE) 

~1X] 

Elertrk Proxy Group 
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Put 
Book 
Va lue 
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£T--t....::;"";.oo0S'-%%I----7-~~t=)~.5%;tt~ 4'~ .. 'Oo%;t ."~~~ 
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-4.0% 3.0% '.5% -4.0% 2.5% 4.0% 
5.0% .. 5% 8.0% 10.0' 2.0% 10*.-

~ ::: ::~~ 6:~ 
2.0% 0.5% 3.5% 5.0% 1.5% 

7.0% .. 0% 6.0% 5.5% 
9.5% 10.0% 4.5 % 8.5% 9.0% 

4.5% 
3.5% 
4.0 % 
8.5% 
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. Io~ 
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~
' ----;v~_-+....:-"'7' ... 5=%+__'-"'0' .. :5=%+_'_'1. ,0% -8.0% -1.0% 
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1.0% % 4.5% 
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1.5% 
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Return on Retention Internal 
Growth Equity Rate 
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Ana lysts Projected EPS Growth Rate Estimates 

Electric Proxy Group 

Docket No. 120015-EI 
Exhi bit JRW-IO 

DCF Study 
Page 5 of6 

r Ya hoo 7 . , ,,1.> Reuters 

ETE, Inc. ~8L~NI:~====~=~~';-S--+_-;c ~5 •• ';i:;-~~-+_--'<_;~;~7..1~ %:7-+ --' _~~;o-:I.'.: 7;;;;-:% 

n ~dc PO'~EP) 3.5% ~.~~ 3.9% ~.,,, 
• ~ ; VA) 4.0% 4.7% 1.5% 4.4% 

IBI"k RUh" 6.0% 6.0% ;.0% 6.0% 

~ : n (~~,-------j-7:~H.~E-+-7;~ •• ~.;;;;;-h-+-7 ~~ •• ;;;;;-3~~-+--;~~.m'-
HE ~E ~.~~ :.:~ ;.:% ~.~~ 

i(NYsE: -0.5% 1.5% 2.4% 1.1 % 
1.7% ' .0% 1.8% 0.7% 

~ -10.2% 0.0% - 1% -3.8% 
(~E~)---~~3.2~%-+-~11.0~%~~3~.9%~~2~!.. 7~% 

9.8% 5.0% 8.5% 7.8% 
.. Inc. 8.0% 1% 6.4% 7.2% 

~ Inc. ~ 4.0% 5.0% 4.5% 4.5% 
~E ' Inc~~;E~E----j-~44 .. 0~%-+-~41..0~%-+-744 .. ~0%-+~44~ .. 0%~ 

5.4% 5.6% 5.7% 5.6% 

OGE Y C~~~~. (1\'YsE: ~';;7-+--7 ;~.'----f--'; !~.';;7-+- ;~.:~~ 
(NY'""SE-' C< 1.5% 4.6% 3.3% 3.1 % 

, West I Corp. 6.2% 5.3% 6.0% 

, ~ 4. % 4-:8% 4.6% 
IPNM , I:~~. :G) 9 . • % ~ 9.5% 

jg:ANA 4 .• % 4.1 % 4.7% 4.5% 
5.6% 5.1% 5.5% 5.4% 

~
~~ ____ ~-7~-+_~3l~ .. 5%~~4~1 .. 5~%-+~4~ . 

; U~,~~o,~ __ +-~~-r_~44~ .. 0% __ j-~41..~0%-4_~4~.~~ 
""" ;.5 4.5% 5.5% 5.2% 

. Inc. 

, Inc. 5.8% 5.7% 6.0% 5.9% 
5.4% 5.3% 6.2% 5.6 

IXcel , Inc. 5.3% 5. 5. 5. 

IMoan 4 .0~ 4. 4. 
4.7' 4. 4. 

D,ta : www.reuters.com. lune 201 . 
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Growth Rate Indicator Electric Proxy Group 
Historic Value Line Growth 
in EPS, DPS, and BVPS 3.3% 
Projected Value Line Growth 
in EPS, DPS, and BVPS 4.3% 
Sustainable Growth 
ROE * Retention Rate 4.0% 
Projected EPS Growth from 
Yahoo, Zacks, and Reuters 4.5% 

Average of Historic and Projected 
Growth Rates 4.0% 
Average of Sustainable and 
Projected Growth Rates 4.3% 
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Florida Power & Light Company 
Capital Asset Pricing Model 

Electric Pro).), Group 

Risk-Free Interest Rate 
Beta* 
Ex Ante Equity Risk Premium ""'" 
CAPM Cost of Equity 
+ See page 3 of Exhibit JRW-il 
++ See pages 5 aod 6 of Exhibit JRW-ll 

4.00% 
0.73 

5.01% 
7.7% 
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o 
O'"",""'--·Jr~S~I.-p-.-_~b-.-,"-' 

o o 

l\!ru:ke f futnrn 

o 

Elec: tric: Proxy Group 
Com an" Name Bela 
ALLETE, IDC. (NYSE-ALE 0.70 
Alliant Ener~ Corporation (NYSE-LNT 0.75 
Ameren Cor oration I i).'SE-AEE 0.80 
American Electric Power Co. J fYSE-AEP) 0.70 
Al'ista Corporation O''YSE-A VA 0.70 
Black Hills Corporalion (NYSE-BKB) 0.85 
Cleco Corporation 0--'YSE-CNL) 0.70 
CMS Ener~ Corporation (NYSE-C~'IS 0.75 
Consolidated Edison, Inc. (NYSE-ED 0.60 
Dominion Resources, Inc. (NYSE-D) 0.70 
DTE Ener$!)' Company (N\ 'SE-DTE) 0.75 
Edison International 0--'YSE-EL~ 0.80 
Enterln' Corporation (NYSE-ETR 0.70 
Exelon Corporation (I''YSE-EXC 0.80 
FirstEnergy Corporation ASE-FE) 0.80 
Great Plains E ner~ In corporated (NYSE-GXP 0.75 
Hawa iian Electric Industries, I.nc.I1" YSE-HE) 0.70 
lDACORP, Inc. (NYSE-lDA) 0.70 
MGE Ene r , In c. 'YSE-MGEE 0.60 
NextEra Energy (NYSE-NEE 0.75 
OGE EDer~ Corp. (NYSE-OG E) 0.80 
Pepco Holdin.e;s, In c.I1''YSE-POl\' 0.75 
PG& E Co rporation (i"I'YSE-PCG) 0.55 
Pinnacle West Ca ital Cor. (NYSE-PNW) 0.70 
Pi\~ 1 Ruources, Inc. (NYSE-P1'ri~1) 0.95 
Portland General Eltttric O''YSE-POR) 0.75 
SCAIVA Corporation O''YSE-SCG) 0.70 
Soutbern Company (NYSE-SO) 0.55 
TECO Ener~.lnc:. (NYSE-TE) 0.85 
UIL Holdings Co rporation (NYSE-UIL 0.70 
UniSource Ener~ Corporation I1'T'YSE-UNS 0.75 
Westar Energy, Inc:. O"YSE-WR) 0.75 
Wisconsin Ener2'\' Cor oration 0--'YSE-WEQ 0.65 
Xc:el Energy Inc. (NYSE-XEL) 0.65 
Mean 0.73 
Med ian 0.73 
Data Source. Value Lme Investment Survey. 20 12, 
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Risk Premium Approacbes 

Histuriul Ex Pod Sun-e)'J Ex Ante ~fGdeb and MarkdDJ.ta 
wen Returns 

lfutorinll1l't n.,<>eis & Im'tstor a.nd u:put S1ln 'tyt CUlnn! Wwu:iallTlU~tprit-tJ 
popuhrpl'llxymrth.e (tnprovide dine! e~U,nu~' (liiJrqJ~ nlution n..tios or ocr-
uUlepl'tmium - hut of previllin: e~e(~. buedmeuum) eangR.'t molt 
liktJ.y to be mirlndiJIg returnslprtmiwm objectil:e estimab ofiuibJe ex 

ante equity.bllnd riskpre.uwn 

Tune nriationin Limildlun'ty hiltGM and AmurqltioN nctde' for ocr inpUD, 
requirt4 1'ttumJ and questimu of SUIVey nohhlythe moo eamin;J P'O'I1h 
s)'Sternaik seJufuln and IqII'esenb.m-enen. rate, JJUke " 'en tkJe models ' 
otherbims ha\'t OlllpU& l uhjecm-e. 
boosted. l'1IluatloJlJ 0\1:1 Sun't)'S BUy ~ more about 
time, and lm't hoped.for expected retllnu: The ~ ofviewJ OR de growth 
e~ntedl'tmd than about objecm't requirtd nte,;u lI'tD;u!he debe em the 
excess equity returr. pnmiums due ill irnItionaJ. rele\'Ut stock and bond )'~lds, lew 
compard with txane bwuuu;h:u exmpobtion. to a ~~ of premiwn eltim.a~. 
t 1pt cte4pl'tmiums 

Source: Anni Ilmanen, Expected Returns on Stocks and Bonds," Journal of Portfolio 
Management, (Winter 2003). 
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Long-Term Forecasts 

Table Seven 
LONG-TERM (10 YEAR) FORECASTS 
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SERIES, cpr INFLAIIQN RATE SERIES, REAL GDP GRQWTH RATE 
STATISTIC STATISTIC 
MINIMUM 0.99 MINIMUM 1.90 
LOWER QUARTILE 2.10 LOWER QUARTILE 2.50 
MEDIAN 2.30 MEDIAN 2.64 
UPPER QUARTILE 2.70 UPPER QUARTILE 2.90 
MAXIMUM 6.40 MAXIMUM 3.75 

MEAl 2.49 MEAN 2.67 
STD. DEV. 0.84 STD. DEV. 0.41 
N 37 N 37 
MlSSING 8 MlSSING 8 
Panel C Panel D 
SERIES, PROD!.i~TrvlTY GROWTH S&RIES, STOCK RETURNS (S&P 500) 
STATISTIC STATISTIC 
M1NIMUM 1.20 MINIMUM 4.00 
LOWER QUARTILE 1.60 LOWER QUARTILE 5.00 
MEDIAN 1.85 MEDIAN 6.80 
UPPER QUARTILE 2.10 UPPER QUARTILE 7.60 
MAXIMUM 3.10 MAXIMUM 9.20 

MEAN 1.93 MEAN 6.30 
STD. DEV. 0.45 STD. DEV. 1.54 
N 26 N 19 
MlSSING 19 MlSSING 26 
Panel E Panel F 
SERIES, BQND RETURNS (to-YEAR) SERIES, BILL RETURN~ (3 -MONTI!) 
STATISTIC STATISTIC 
MINIMUM -2.00 MINIMUM -2.00 
LOWER QUARTILE 3.40 LOWER QUARTILE 2.75 
MEDIAN 4.00 MEDIAN 3.00 
UPPER QUARTILE 4.50 UPPER QUARTILE 3.31 
MAXIMUM 8.40 MAXIMUM 4.75 

MEAN 3.83 MEAN 2.93 
STD. DEV. 1.72 STD. DEV. 1.13 
N 26 N 30 
MlSSING 19 MlSSING 13 
Source. Ptll ladelphla Federal Reserve Bank, Survey of ProfessIOnal Forecasters, February 10, 2012. 
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Florida Power & Light Company 

University of Michigan Survey Research Center 
Expected Short· Term Inflation Rate 

UnlWr!olty of MichiQ_ InR.lClcn hpacutlon (MIOt) 
SOU'«I Thorn$Gl'l Reutet!tt'VnM:' SIty of Mldnqan 

~~"c---~I~"=OC---~I'='~S----7.I",=O----I='=Hc---~'=O~=----:~=OS--~~=:IOc---~'=O:I' 

FRED "" 
Sh~ .. e.~ tn4M;o1te liS lew_It. 

2011 .ne .. Ch ~DUlJIf.cI oro 

Data Source: http://research.stlouisfed.orglfred2lseritslMlCH?cid=098 



4..!OU 

Exhibit JRW-11 

Docket No. 120015-EI 
Exhibit JRW-ll 

CAPM Study 
Page 10 of 11 

Decomposing Equity Market Returns 
Tbe Building Blocks Metbodology 

S&P 500 Dividend Yield 

Hon +---;-- ------- --------- ------

um l;-tll-~----------------------

3.00" iIl+H-IJ.h-/l,--!t--,--+,-- --------------iIr---
Z.!O\i IHffillHffi 

o..!o,~ IHffillHffi 
..... W,l,l,l,l,I.I.I,I,l,I, 

S&P 500 PIE Ratio 
H .OO 

10.00 +-------------;--- ,,---------- -

: !.OO !-------------;;1-

:0.00 J---

to.M 

.... 

.... 
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Florida Power & Light Com pany 

CAPM 
R~I • r. • • '<h R .. , 

S&P SOO Annual Innation 
EPS e PI 

11960 l,1O 1.48 
3.37 0.07 
3,67 I," 
4.13 1.65 
4.76 ,19 

1971 
1972 
1973 

. I 
1976 9,75 

10. 

II I , 

19841 16.: 
1985 I IS,' 
19861 14.4 

1
'9" 16.0 

I " 

I I-
I 

11 993 *" 
11994 27.05 
11995 35. 
11 996 35. 

it 
20031 ".IS 
20041 67,01 168

.

32 

120101 83:66 
1201 97.05 
10 •• : 

1.36 
l,41 
8.80 

4,81 

9,03 
13.3i 

3, 

3.95 
3,77 
1.13 
4.41 
4A2 

2.75 
2.6' 
254 
3,3, 
I 

',38 
1.88 
3,26 
3.42 

2," 

I.SO 
2.96 

lnnU iOD 
Adjustment 

F",,, 

1.01 
1.02 
1.04 
1.0. 

I 
I 
I 
134 
1.38 
1.43 
.. 55 

1* 
2.08 
',27 

2.57 

3, 

3. 

3" 
3. 
3. 
4.04 

4." 

4.88 
S.OJ 
5.14 
5,31 
5.40 

6.06 
6.17 
6,37 
6.60 
6,17 

,04 

',35 

7.57 

Rea l 
S&P 500 

EPS 
3.10 
1.35 
1.59 

'---­

- ,".y, 

4n 2,89% 
4.04 
4,33 
5.13 

4.99 
5.22 
5.13 
5.66 

I '-- 2.300;. 

3,91 
4. 

4. 

3.' 
4. 

SAO 

-

6.88 
6.74 
'.33 

8.17 
IO,Sl 
10.35 
12,1 

12,;--

IO·Y", 

·0.65% 

. c---
II. ~o;. 
12.83 

IR"I EPS 2,8% 
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Summary or FPL's Proposed Equity Cost Rate 
Paze 1 or l 

Panel A 
Summary oroI'. A"ul's E uit ... Cost Ri te AO ll roacbu I nd Resull$ 

A roach 

ocr 
[ . rnin s G ro" -th 

Value Line 

'8" 
Zack's 
br+f\' 
Ann e 

CAP:'>I - Current Bond Yidd 
Uoad ' usud 
Siu Ad'usted 

CAPM - Pro'eeted Bond Yid d 
Uoad ' usted 
Siu Ad' uu ed 

Utili f'.' Risk Premium 
Cllrrt nt Bond Yit lds 
Pro'feted Bond Yields 

Ex t (fed Earnin!!.s 
Valu t Line 201-1-16 

PaD el C 

Ulilitv GrOIl 

10.20-1. 
10.30% 
9.60% 
.90"1. 

10.00% 

10AO·/. 
11.20·/. 

10.80-;0 
11.60-;. 

9.(iO O/. 
10AO% 

10.50 % 

12.00% 

PandB 

Summl ry of Dr. A" erl ' , CAPM Resullt 
Currut 

I 

' Ii 

Pant l O 
Summary or o I' . .. hen·s RP Results 

C llrrtat Bond Yield 

BBB Bond Yield 
Ad ' usted Risk Premium 
Risk Premium Relnl t 

BBB Bond Yltld 
Ad ' usttd Risk Premium 
Risk Premium RellI lt 

P rojected Bond Yield 

Pand [ 

Utili Grou 
-1.33% 
5.240/0 
9.57% 

Utilitv Grou 
5.71Yo 
4.6so/0 
10.40% 

Summa · ofO I'. AnT. ' s Ex ec tt d [ a rnints A roaclt 
Utilitv GrOll 

Ad ' usted E~ t et t d ROE 12.00% 

Non-Utili Grou 

12.30°/. 
11.50% 
11.80% 
12.2 .;' 
11.95·/0 

N/A 
N/A 



O pcr:.ting 

Rcvenue 
COlllpany (Smil) 

Alliant Encrgy Cor IOnliiOIl (N YS Jt:-LNT) 3,665.3 

Conso lld:.led Edison, Inc. (NYSE-EO) 12,937.0 
Domin ion I{csonrccs Inc. (NYSE·1» 14,379.0 
Inteerys a.; nerey G .·oup (NYSE·TEG 4,708.7 
NuiEra Energ,y (NYSE-NJt: E) 15,342.0 

OGE Energy Corp. (NYSE-OGE) 3,915.9 

I'G&E Cor IOnltio n NYSE·PCG) 14,956.0 
SCANA Corporation (NYSE·SCC 4,408.0 
SEMPRA Encrey (NYSFAi RE 10,036.0 
Southcrn COlli mny {NYSJt:-SO 17,657.0 
Vcclrcn Co_rjloration NYSE·VVC 2,325.2 
Wisconsin Energy Co r loration (N YSE--WEq 4,486.4 
Xcel Enu AY Inc. (NYSE-XEL) 10,654.8 

Mca n 9, 190. 1 
Mcdian 10,036.0 
Data Source: AUS Utility Repo/"ts, May, 2012. 

Exhibit JRW· 13 

"~I orid:. Power & Light COIII I.:IIIY 

SUlll nm ry Fin:mciai St:.tislics 

CombilmtlQn Uti lity Gron I 

I'crcc ll t Pcrccn t 
Electr ic Gas Net 1'1:1111 
Rcvcnue RCVCIHIf: (SIIII I) 

72 13 7,037. 1 

6' 13 25,004.0 
49 12 29,670.0 
28 42 5, 199. 1 

6. 0 42,490.0 

56 10 7,474.0 

78 22 33,655.0 

55 19 10,047.0 

28 55 23,572.0 

95 0 45,010.0 

28 35 3,032.6 

72 26 10,160.4 

82 17 22,353.4 

60 20 20,361.9 

6' 17 22,353.4 

Ma rket 
C:.pital 
(Sbil) 

1,5 11.3 

16,991.1 

28,853.4 
4,0117.4 

26, 124.8 

5,100.2 

17,687.7 

5,1129.2 
15,228.0 
39,423.5 

2,330. 1 
8,196.6 

12,829.0 

14,168.6 

12,829.0 

Moody's 
S& P 601111 nond 

Ibti ng R:lti llg 

i\·/ BBB+ A2/A3 

h- A318l1l1 l 

h 8aa1 / 11:.a2 

A·/UUI1+ AlIA3 
A h,3 

UBB+ Oa;11 

888 Al 
h - Al 
A+ A:13 

h A21A3 

h - A2 
h - Al 
h Al 
h - A21A3 

h - A2/A3 
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Fimlllciu l Sta tist ics fo .· Avera Crou p 

I'age I or2 

Markcl 

Common Rcturn on to 1J0ok 

Eq uity Ratio Eq uity Ibtio 

51.2 9.7 1.53 

5 1.7 9.2 1.46 

35.3 12.0 2.52 

54.9 7.7 1.36 

39.4 13. 1 1.75 

43.9 14. 1 1.99 

46.9 7.2 1.46 

42.3 10.2 1.50 

46.2 14.6 1.56 

47.9 12.5 2. 16 

44.2 9.8 1.59 
42.8 13.4 2.05 

45.6 10. 1 1.51 

45.6 11.0 1.73 
45.6 10.2 1.56 



Docket No. 12-ATMG-564-RTS 

Exhibit JRW-13 

Financial Statistics for Avera Group 

Page 2 of2 

br+sv Growth Versus Va lue Line Projected BVPS Growth 

Company 

Alliant Energy Corporation (NYSE-LNT) 

Conso lidated Edison, Inc. (NYSE-ED) 
Dominion Resources, Inc. IJ''YSE-D) 
Integry, Energy Group (lI'YSE-TEG) 
NextEra Energy (NYSE-NEE) 
OGE Energy Corp. (NYSE-OGE) 
PG&E Corporation (NYSE-PCG) 
SCANA Corporation (NYSE-SCG) 
SEMPRA Energy (NYSE-SRE) 
Soutbern Company (NYSE-SO) 
Vectren Corporation (NYSE-VVC) 
Wisconsin Energy Corporation (NYSE-'VEe) 
Xcel Energy Inc. (NYSE-XEL) 
Mean 

Median 

Avera 
br+sv 

Growth 

5.6% 

3.9% 
5.2% 
3.1% 

13.8% 
6.4% 
7.0% 
6.0% 
5.0% 
6.1 % 
5.6% 
3.9% 
4.7% 

4.3% 
5.61% 

Value Lille 
Projected 

BVPS 
Growth 

3.0% 

8.0% 
5.5% 
2.5% 
6.5% 
7.5% 
4.0% 
5.5% 
5.0% 
5.5% 
3.0% 
3.5% 
4.5% 
4.9% 

5.0% 
.. Data Source: Annos ExhIbit \VEA-2. page 2, and Value Lme Invesnnent Survey, March 9, 2012. 
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Long-Term Forecasted Versus Actual EPS Growtb Rates 
1988-2009 

::'olean Foncasted ' "ersos Actual Lona: Term EPS Growth Rates 

--lrtanAetual Lonl-Term £PS Growth Rate 

--llunF ortfl.ued Loni-T rnn [PS Growtb Rue 

~ 
V\, 

"-' "'. 
j / " - ( \ 

I/~ 
V 

~rI ) 

~ 
V 

1988 1990 1992 1994 U9(i 1998 1000 :002 200", : 006 1008 

Panel B 
Long-Term Forecasted EPS Growth Rates 

1988-2007 
Me .... a nd Medl.-. L o ng..fenn e:~. ~or.c •• r 

~.... r---------------------------------------------------------------, 
1 • • 00'lto 

1 000,", 

,-

-
Source: Patrick J. Cusatis and J. Randall Woolridge, "The Accuracy of Analysts' Long-Term Earnings Per Share 
Growth Rate Forecasts," (July, 2008). 
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THE WALL STREET JOURNAL. 
Study Suggests Bins in Annlysts' Rosy FOI-eC ~lsts 

By ANDREWIDWARDS 
March n 201)8; Pazt C6 

Despite an economy teetering on the brink. of a recession -- ifnot already in one -­
analysts are still painting a rosy picture of earnings growth. according to a study done 
by Penn State's Smeal College of Bus mess. 

The report questions analysts' impartiality five years after then-New York Attorney 
General Eliot Spitzer forced analysts to pay $1.5 billion in damages after finding 
evidence of bias . 

"Wall Street analysts basically do two things: recommend stocks to buy and forecast 
eamings.· said 1. Randall Woolridge. professor offinancc. "Previous studies suggest 
their stock recommendations do not perfonn well, and now we show that their long­
term earnings-per-share growth-rate forecasts are excessive and upwardly biased." 

The report. which examined analysts' long-tenn (three to five years) and one-year per­
share earnings expectations from 1984 through 2006 found that companies' long-term 
earnings growth surpassed analysts' expectations in oo1y two instances, and those came 
right after recessions. 

Over the entire time period. analysts' long-term forecast earnings-per-share growth 
averaged 14.7%. compared with actual growth of9.1%. One-year per-share earnings 
expectations were slightly more accurate: The average forecast was for 13.8% growth 
and the average actual growth rate was 9.8%. 

hA significant factor in the upward bias in long-term earnings-rate forecasts is the 
reluctance of analysts to forecast- profit declines. Mr. Woolridge said. The study found 
that nearly one-third of all companies experienced profit drops over successive three­
to -five-year periods. but analysts projected drops less than 1% of the time. 

The study's authors said •• Analysts are rewarded for biased forecasts by their 
employers. who want them to hype stocks so that the brokerage house can gamer 
trading commissions and win underwriting deals.· 

They also concluded that analysts are under pressure to hype stocks to generate 
trading commissions. and they often don't follow stocks they don't like. 

\Vlite to Andrew Edwards at andrew.edwards@dowjones.com 
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For Analysts, Things AreAlways Looking Up 

They're raising earnings estimates for U.S. companies at a record 
pace 

Fer ~'<'~n:, th~ np on \\"ill Sir!tt :le:uriti.es :..nilym \'\." 43 thn they \\"a-e ;hill~, re:1~i\·.:iy producing 
1,;.p~;;t re;:e~ch ~n ecmpmie; thq ~\'a- to h:lp th!ir !II1ployen \':."in In .. "!,tnl:nt t:.n.k:ing 'bilineH. ThO' 
:hu:omi: w:;.s w~ undtritccd: Let m':; bonl.: ti£e ..-cur ccm!:'in"" 1lul;li::, <:r :;.:1>:15<' it cn mi. :i.~ui;iticn, 
md-winJ.; \'l:ink-: will re::"mm~d ;-::)U! :;todi: through !hid.: Cf thin. A:rtr the :nt.ernet bubl:l .. burn, du.t 
\,"U mp'OC5e:i t,) chm5!'e. :n A'.nil 2003 the SecuritieJi &. E."\cl:.mlZe Ccmruiuion rei.:ht:i :0 :md!Dl::~nt \';ith 
iO Wrlt"Sue.:t rums in whiclt the}' igree:i, :unong other things, tl) ;;ep<.t~te re;e;,rcl! frem in .. · .. ,UUtnl 
billkin.g_ 

S='-"al. ... ~ on. \\"ill Sir",,,t :..n~·;m remtin O! decide:il-.- ct'tirui.ti= l:;It Some -r-onOm1m look it the 21cbl 
e~~n"niy md ~ee troul:les-the- Europem d~t crliis-, ~5il;t~1iy high un~plcyment ,,·cddwi~, md. 
hcusing .... .-oei in th~ c.s. Stock m<..lym :.5 ii group seem unfa.ze:i. Projected 2010 prc!it gro'<'-"til fcr 
~mpanie. in the Sttnthrd &: Pc·d; 500-stc::k index ho.;; dimhd. ;~.1?D. pE1~t;.g! point; thi; qmrrer, to 
.3.i p=r<:'alt, d..;.ti compiled by Bloomberg show. Attcrding to Sm:ord. C. B~m1n (AB), th:;.f3 the f~te;;t 
Di.~e since 19"5O, "hen the Dow _'cnes industri~ n·eril<e w~ ouot~d in the hundre::i3 md ).":i.ll::1-. Reii2m 
\,.;.; getting reidy to era!! n!\"I.' windo' ..... treitmenG fer th~ OnJ. 6ffi~. . -

_.2,.mcng the compmies malym e-..-p!ct to !Xed: :ntel ~ is proj~ed to ?Ost in in~~:i3e in net in:cme 
of lii~ per:.ent this ..... eor. C.m:rcil..lor. ii multin .. ticn.&l. thaI 2#3 mud! of its r~·!llue .. broi:i is t.-.;"!)e~ted 10 
hoesl in nel int'Vme- by -1-7 percent ·this yeor . .-\n~ym hi .... ·! il.so hiked their S&? 5a:> pro:;! estimi!e fer 
~Oll to S9S.53 .i: shite, up from Sg.~.-55 :it the beginning (J.f .imu.ry, 2~Crding to Blocmberg ::i:;.ta. Thi.t 
.... cuid be ii fe~rd., 3urp .... Sing the pt!.".-iCUi high re~±'~ in ~OI)7. 

With mdJ pr:;l:;pe~, it's not 5u..rprisin~ thit more thm ha: of S&P 5C--o-li.;te:i :;t~ bow o ..... =rill tuy 
n.tings. :t 13 t:illin2" th..:;.t th~ \''fCtmrnOD h.:..;; ~Hentiillv h~d CODSnDt 50T bo.th the=ket"! OdOCa- ] OOi hi!ili 
illd ).h rdl :'00 9 -10\', bo"k~d.; of .i: wried tb.:it 5"i~· nod:.:; fi.ll by mer", min hili:. If th~ malq:ts .it.e 
Ntrect, the m&rk~t wc.uld ipp~:r 10, b-e irtr .. -:ti\·~y pri:e:::i right now. t.ing the S95.53 pa- !h:r~ 5iure, the 
pri:e-to-eanmgs f5otiO of tb.<> S&P 500 i.s .i: mo::i~T !! <..! 0: :-uue ;. Ii, howt'"".-a-, m;J.ym 1?D.d up being te-G 
high cy, uy, :'0 p=r:~t, the P E. weuldjump to amOit ! ~. 

:: hi;Tory i; my gui::i~ chmcei :t!: good mit tb.~ :;.u:;lym ite ~"fcng.. Acr-crding to. i f.e:~T ~.i :..l(in~-e:'­
r~rt cy ~.~:t;: 01;!::ih.;rt, Ri:;hi R=:j, .on:!. Abh!~hek S .... -.;ma, ·'Amlym h,,'·-e b~ p!f:iHently eYe!­
ontimisti~ ! I; r ~5 \"e:n," ~ 5trtt±. th..it Sit"<· th~ pe-~ e-:min5':; !rro"<>1h ~t 10 ~:ent to l~ ~:O'Il.t .a Y"'::t 
'<'-:hm the s.::tt!..=l ni:nnber , .... .i! ultimitely 6 p-e:r~t. -"On :;xa-.:.g-e,;" me re~~-ch;'~ n:J.te, ":;.u.:l:,sn' :ore-: ..... '13 

hn hen iliuon : O() ~t 100 high, " :!I.·en &.:.-1=r feguhtioDs W!f!: eni=t!:d to weed out eonilicti :ond 
impre,·", th~ rigor oi meir ;:.:};;UhtiCD5. A3 me chi:"! belew shews, in mest yem ~ym hi\-~ been :C!~::i 
10 l~<:';"ertht"ir -eStimite.; rler it b~;:~e .. pp::rtnt they hd kl thml too, high.. 
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\'\l1il;! ;. !:?'.' .. o.nily;u , lil.:! ~::~!:iith \'\"'b.im~y, h.n m .. :i! th~.r n.m1~~ on be.nsh cills , meH in' 
chroni::illy bulli!h. Put of the probl~ u mil :f!spiU ill the fe:cfDn they r~ t~ ili,!ll!:i ,..,;ith the 
comp~i!;: they cv'"er. ~A.n;ly5ts nill need t;) get me bulk of th.~ ini>lrm;.tion :tClll comp&nies, which 
h4,-! ;.n inC:!:!l~'! to Ce o\"er.optimisti:, ~ ii.y. St~h;!!l 8~bri:ig!, ;. prO:!HCr it eeL\. L.w SthQOl tI:l!.;) 

St:'!ciili;:!l in the J!=urtties w:iustrV. " ~.le&lln·hil!. ;.n;l·;su :kn"t WillI to W!il-m mo.! on20ua .::::!H h ­
COM! t~ n-eg.ti'l."t.. ~ 8&incrid!! 5 .. :.:, th.;t ""ith tht "er; of th onlpild, 5Upa-stz illil:."!t long ~\'er, tc:i&:."·s 
job d!l:ripti::n calls :or teluting the Ul"g! ~ h;.n i~nedi.ll H:(S;' m&tt!l' oibtrd b!h.&\;~,~ hi!! S:iYi. 

So n"hit" ... mC1"! pliuJible estimate 0: comp&ni!3 t iming po""'er? Locking it :~n including the 
Jtrtngilitning do)hr, which hum ~"rn, An::!. hi~!f CO r"':,Ofi.!! borrowing ccm, D;"':l R.c5enb~r.g, chief 
e::oncmi;:t .:o.t Tcrcute.bue:i in"eitlll~t ;:hop Qlu;:l..in Sheff - Ano-."'iite;:, i~"I ':iliipp~intlll!'llt !.::cm;," 
B~te'.n'i ,~d= Parker UTI ~'ery l~ percent drop in the "i!ue of the ~o kncd.:l C ,S, corpcrate 
e&mings down by.:!.5 percent t,:) 3 ~l :ie ses the S&;:P 500 eomin,g SS6:c ih;re ue."t year, 

Ai re;;lities hit heme, ":1'1 onI;.' nitl!nl tha milym will hin t() r~i! e dc~"U their ,i ews ," says Tod.d 
Sihmcn~ ;eD-jor \iCe'preii:ient it Sche=er's :n"estllleut Reseorcll. The maket mi '" be makini' iu OW'll 
downwad ;.d:jtutmtnt, &5 the S&? 5C{} h.u ::lm . .iy :;ll!D 1':' perctnt :rom in high 1n _-\pril :iPrecedtnt 
hoi:il, :n:lym ;:re t."t:nd to curb th~.l' mthmii.lim beiaIed1:-, t:illing us ne:<.."t :;.;ei:f wht 't':'t reilly ueeded t .;) 
J.:nc~· this yea. 

In . borton! b,u: Di:plrJ r -;.ftnr.: ir.til' .. did.:!> !mprq.'J Ua.1 Suur rOJ;;;arci:, .::wc:..r ar.,.2.)-;~ ;.u;n .:!> 6J 
prGm-;;ing ~ C',"W'iy ro:Y"ioN' -;fprafi1 pro:pu~, 

The Earnings Roller Coaster _ ... .... __ ._~_ .......... __ .... h' ........... _ ....... .,... 
"' ... .. -~ .... .-.. - ...... ,.----,-.. ............ -____ -..~_., ._ . , ___ ..... . . _ '~r-'--'""' • 

•• _. -",- ._...,. .... _'_ .. 1' .. __ ._ .. _ •• _<;.._ 

--~- .... .. -. ­,-_._------
r. , - ~ , _ ~ ~ 

-._ ....... -... 

. . 



10.000% 

8.000% 

6.000% 

4.000% 

2.000% 

0.001J'1o 

-2 .001J'1o 

-4.001J'1o 

Docket No. 12001S-EI 
Exhibit JRW-14 

DCF Growth Rate Analysis 
Page 5 of6 

Panel A 
Long-Term Forecasted Versus Actual EPS Growth Rates 

Electric Utility Companies 
19882008 -

- Mean Actual Lonlt' frm EPS Growth Rat" 
--Mean FOleelute Lor;g:.term EPS Growth .• 
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Data Source: mES 
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Value Line 3-5 year EPS Growth Rate Forecasts 

Average Number of Negative Percent of Negative 
Projected EPS EPS Growtb EPS Growtb 
Growth rate Projections Projections 

2r333 Companies 14.70% 43 1.80% 

Value Lme Investment Survey, June, 2012 

Panel B 
Historical Five-Year EPS Growth Rates for Value Line Companies 

Average Number with Negative Percent with 
Historical EPS Historical EPS Growth Negative Historical 
Growth rate EPS Growtb 

2,219 Companies 3.90% 844 38.00% 
Value Lme Inveslment Sun'ey, June, 2012 
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Growth Rates 
Gl\'P, S&P 500 Price, EPS, and DPS 
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Long-Term Growth ofGDP, S&P 500, S&P 500 EPS, and S&P 500 DPS 
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Historic GDP Growth Rates 

IO~Year Average 
20~Year Average 
30~Year Average 
40~Year Average 
50~Year Average 
60· Year Averaoe 
Ave rage of Periods 

Panel B 

4.2% 
4.9% 
5.8% 
6.9% 
6.9% 
6.9% 
6.0% 

Projected GOP G rowth Rates 

Congressional Budget Office 
SUf"\'ey of Financial Forecasters 
Energy Information Administration 

Time Frame 
20I2~2022 

Ten Yea r 
2009~2035 

Projected 
Nominal GOP 
G rowth Rate 

4.8% 
4.9% 
4.8% 
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SOllrces: 
http://w.t.tw.cbo.gov/sites/defauIVfileslcbofileslattachmen!s/02=01·0utlookTestimonyHouse.pdj 




