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TESTIMONY OF OUCC WITNESS  

BRADLEY E. LORTON, CRRA  

CAUSE NO. 44891 

OHIO VALLEY GAS CORPORATION AND OHIO VALLEY GAS, INC. 

 

 

I. INTRODUCTION 

 
Q: Please state your name and business address. 1 
A: My name is Bradley E. Lorton, and my business address is 115 W. Washington 2 

Street, Suite 1500 South, Indianapolis, Indiana, 46204. 3 

Q: By whom are you currently employed and in what capacity? 4 
A: I am a Utility Analyst in the Natural Gas Division of the Indiana Office of Utility 5 

Consumer Counselor (“OUCC”).  For a summary of my education and 6 

professional experience, and general preparation for this case, please see 7 

Appendix BEL-1 attached to my testimony. 8 

Q: What is the purpose of your testimony? 9 
A: I testify on the cost of common equity capital, sometimes referred to as the 10 

authorized return on equity (“ROE”).  Ohio Valley Gas Corporation and Ohio 11 

Valley Gas, Inc., (jointly “OVG” or “Petitioner”) have recommended an 11.1% 12 

cost of equity.  Based on the results of the Discounted Cash Flow (“DCF”) 13 

method, Capital Asset Pricing Model (“CAPM”), and macroeconomic analysis, I 14 

conclude that a cost of equity of 9.0% would be a reasonable and appropriate 15 

ROE for OVG.  16 
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II. PETITIONER’S PROPOSED COST OF EQUITY IS TOO HIGH 

Q: What is Petitioner’s current authorized ROE? 1 
A: Petitioner’s current ROE of 10.1% was approved by the Commission’s Order in 2 

Cause No. 44147 on December 5, 2012. 3 

Q: What is Petitioner’s proposed ROE? 4 
A: Petitioner’s witness Mr. Adrien M. McKenzie recommends a return on equity of 5 

11.1%.      6 

Q: Do you agree with Mr. McKenzie’s recommendation? 7 
A: No. 8 

Q: What level of ROE do you recommend? 9 
A: I recommend an ROE of 9.0%. 10 

Q: Why do you recommend a lower authorized ROE at this time?  11 
 A: Neither my DCF nor my CAPM analyses yield a return as high as OVG’s current 12 

10.1%, let alone Mr. McKenzie’s proposed 11.1% cost of equity.  The current 13 

economic condition, both nationally and in the State of Indiana, is best described 14 

as a maturing recovery. Data on bond yields, dividend yields, inflation and 15 

economic growth do not support projections of double-digit rates of return.  16 

Moreover, regulated public utilities tend to be less risky than the market as a 17 

whole.   18 

  Lower ROEs have become more common, and less threatening to public 19 

utilities, over the past decades.  Graph 1 clearly illustrates the long term 20 

downward trend of ROE.  Each bar represents the average of authorized ROE 21 

from each calendar year between 1990 and 2016, as published by Regulatory 22 
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Research Associates (S&P Global Market Intelligence) (Attachment BEL-1). The 1 

average for 2016 was 9.5%.   2 

GRAPH 1 

12.67%

9.50%

0.00%

2.00%

4.00%

6.00%

8.00%

10.00%

12.00%

14.00%

R
et

u
rn

 o
n

 E
q

u
it

y 
(%

)

Calendar Year

AVERAGE AUTHORIZED RETURN ON EQUITY
Annually, 1990 through 2016

Source: Regulatory Research Associates, "Regulatory Focus," January 18, 2017, p. 4 

 

  Not only has the annual average of authorized ROE been below 10% 3 

every year since 2011, but in the past four calendar years the average authorized 4 

ROE has been above 10% in only one quarter, (Fourth Quarter, 2014).  Graph 2 5 

illustrates the quarterly averages from calendar year 2013 through 2016. 6 
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GRAPH 2 
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Moreover, investors are not unaware of the trend toward lower ROE.  In 1 

March 2015, Moody’s Investors Service issued an in-depth report titled, “Lower 2 

Authorized Equity Returns Will Not Hurt Near-Term Credit Profiles,” 3 

(Attachment BEL-2) in which Moody’s posited that lowering authorized ROE’s 4 

will not inhibit the flow of cash to the utility: 5 
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The credit profiles of US regulated utilities will remain intact over 1 
the next few years despite our expectation that regulators will 2 
continue to trim the sector’s profitability by lowering its authorized 3 
returns on equity (ROE). Persistently low interest rates and a 4 
comprehensive suite of cost recovery mechanisms ensure a low 5 
business risk profile for utilities, prompting regulators to scrutinize 6 
their profitability, which is defined as the ratio of net income to 7 
book equity. We view cash flow measures as a more important 8 
rating driver than authorized ROEs, and we note that regulators 9 
can lower authorized ROEs without hurting cash flow, for instance 10 
by targeting depreciation, or through special rate structures. 11 
Regulators can also adjust a utility’s equity capitalization in its rate 12 
base. All else being equal, we think most utilities would prefer a 13 
thicker equity base and a lower authorized ROE over a small 14 
equity layer and a high authorized ROE.   15 
 
(Moody’s Investors Service, “Lower Authorized Equity Returns 16 
Will Not Hurt Near-Term Credit Profiles,” Sector In-Depth, March 17 
10, 2015, p. 1.) (Emphasis added.) 18 
 

Moody’s goes on to point out that local distribution companies’ financial 19 

performance has remained stable, even with declining authorized ROEs: 20 

Utilities’ actual financial performance remains stable. Earned 21 
ROEs, which typically lag authorized ROEs, have not fallen as 22 
much as authorized returns in recent years. Since 2007, vertically 23 
integrated utilities, transmission and distribution only utilities, and 24 
natural gas local distribution companies have maintained steady 25 
earned ROEs in the 9% - 10% range.  26 

(Id.) (Emphasis added.) 27 

  With my DCF and CAPM results for OVG both below 9%, and with OVG 28 

carrying no long term debt, I recommend 9.0% as a reasonable cost of common 29 

equity in OVG’s capital structure. 30 

Q: Do you agree with Mr. McKenzie’s observation that if ROE is too low, 31 
“investors will become unwilling to supply capital to the utility on reasonable 32 
terms”? 33 

A: Yes. However, I do not believe that my recommendation would have that result.  34 

As I have noted, the long term trend, nationally, has been toward lower ROEs, 35 
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and specifically ROEs below 10%. OVG’s lack of debt financing in its capital 1 

structure pre-empts any financial risk to the company.  As I elaborate in Section 2 

III of my testimony, I use the same proxy group as Mr. McKenzie.  Graph 3 3 

compares the proportion of long term debt in the capital structures of each 4 

company in Mr. McKenzie’s proxy group to that of OVG.  Every company in the 5 

proxy group has considerably more financial risk than OVG. 6 

GRAPH 3 
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Q: Why is an ROE of 9.0% or below reasonable? 7 
A: Neither my CAPM analysis nor my DCF model analysis supports an ROE higher 8 

than 9.0%.  In fact, my analyses and calculations could justify a lower rate of 9 

return, as an 8.7% ROE is the higher end of the range of results in my DCF and 10 
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CAPM analyses.  While my DCF model indicated an ROE of 8.7%, my CAPM 1 

results indicated an ROE of 7.87%.   2 

As bond yields have remained in a historically low range, my review of 5-3 

year, 10-year, 20-year and 30-year constant maturity Treasury bonds to arrive at a 4 

CAPM risk free rate produced nothing above 3.0%.  Therefore, I am using the 5 

same 4.0% normalized risk free rate that Mr. McKenzie used, based on 6 

calculations by Duff & Phelps.  In my DCF analysis, I use a growth rate 7 

considerably above Value Line’s forecasted growth rates in Earnings Per Share, 8 

Dividends Per Share and Book Value Per Share.  To do this, I considered long 9 

term growth rates in the U.S. economy, in order to produce as reasonable a 10 

growth rate as possible for the company.  Even with these considerations, 11 

economic and financial trends do not justify a higher ROE. 12 

  Considerations in the macro-economy, in Federal Reserve policy, and in 13 

utility regulation suggest a gradual increase of important variables in the DCF and 14 

CAPM calculations.  However, with the Federal Reserve committed to gradual 15 

increases in interest rates and a target of 2% inflation, with the broader economy 16 

still sluggish, and with regulatory commissions consistently averaging ROE 17 

decisions in the 9.0% range for the past four years, only a small increment above 18 

my 8.7% DCF result appears to be justified. 19 

While the stock market has made significant gains in the recent short term, 20 

other macroeconomic variables do not support the return of an inflationary 21 

economy.  The Consumer Price Index rose only 4.9 index points during calendar 22 

year 2016, a 2.1% increase. (https://data.bls.gov/cgi-bin/surveymost)  Even with 23 

https://data.bls.gov/cgi-bin/surveymost
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some tightening by the Federal Reserve, interest rates remain well below those of 1 

previous inflationary periods.  Expectations of significantly higher rates of return 2 

have not accelerated.  The Duke University CFO Magazine Business Outlook 3 

Survey for the first quarter of 2017 reveals expectations of an average 6.1% return 4 

on S&P 500 stocks over the next year and 6.6% over the next ten years.  The 5 

survey revealed only a 1-in-10 chance that the return to S&P 500 stocks would be 6 

greater than 9.8% over the same period.  (Attachment BEL-3.) 7 

Finally, I would point out that 9.0% is much more in line with recent 8 

ROEs authorized for investor owned companies around the nation than Mr. 9 

McKenzie’s 11.1%.  According to Regulatory Research Associates (RRA), four 10 

companies whose rate cases they track were authorized 9.0% cost of equity in 11 

calendar 2016.  Only two were authorized 10% or above.  Graph 4 illustrates the 12 

results of all the cases reported by RRA for 2016 to the ROE proposed by OVG. 13 
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GRAPH 4 
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  Based on this comparison, I conclude that Mr. McKenzie’s recommended 1 

11.1% ROE for OVG is not consistent with recent trends.  It is too high, 2 

particularly considering the fact that OVG has no financial risk.  3 
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III.  THE PROXY GROUP USED FOR DCF AND CAPM ANALYSES 

Q: Please describe your approach to establish a cost of equity estimate for 1 
Petitioner. 2 

A: I relied primarily on the DCF model and CAPM to estimate Petitioner’s cost of 3 

equity.   4 

Q: Can you apply the DCF model and CAPM directly to Petitioner? 5 
A: No.  Petitioner is not publicly traded.  Consequently, much of the data that would 6 

be available for publicly traded companies is not available for Petitioner.  This 7 

fact makes it impractical to apply the DCF and CAPM directly to Petitioner.  8 

Therefore, I calculated cost of equity for Petitioner based on a proxy group of 9 

publicly traded companies.   10 

Q: Please describe how you derived the proxy group for your DCF and CAPM 11 
studies. 12 

A: I used the same proxy group as Mr. McKenzie.  These companies are included 13 

among natural gas utility companies listed in the latest Standard Edition of the 14 

Value Line Investment Survey (March 3, 2017). 15 

Q: What companies are in this proxy group? 16 
A: There are nine companies in Mr. McKenzie’s proxy group. They are:  Atmos 17 

Energy Corporation, Chesapeake Utilities, NiSource, Incorporated, New Jersey 18 

Resources Corporation; Northwest Natural Gas Company; South Jersey 19 

Industries, Incorporated; Southwest Gas Corporation; Spire, Incorporated; and 20 

WGL Holdings, Incorporated.  (Attachment BEL-4.) 21 
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IV. DISCOUNTED CASH FLOW ANALYSIS 

Q: Please describe DCF Analysis. 1 
A: DCF analysis helps investors determine the appropriate price to pay for particular 2 

assets, such as utility stocks.  The model has been adapted for regulatory 3 

proceedings in order to determine the cost of utility equity capital.  The DCF 4 

model holds that the price of an asset today should equal the sum of all the cash 5 

flows that the asset will generate, discounted by the appropriate rate back to the 6 

present.  This discount rate equals the cost of capital.  With utility stocks, 7 

dividends are the relevant cash flows.   8 

Q: Please describe the “Constant Growth” DCF Model. 9 
A: The underlying principle of the “Constant Growth” DCF Model is that the price 10 

of a firm's stock reflects the expected cash flows (i.e., dividends) associated with 11 

that stock, discounted at a rate equal to the cost of equity capital.  This can be 12 

expressed mathematically with the following equation: 13 

P0  =  D1/(K - g) 14 

 In this equation, the current price, P0, can be calculated by dividing the expected 15 

annual dividend for the next year, D1, by the term K - g, where K represents the 16 

cost of equity capital and g equals the expected, long-run annual growth rate in 17 

dividends per share (“DPS”).  This model relies on the assumption that investors 18 

expect earnings per share (“EPS”), book value per share (“BPS”), and stock price 19 

per share to also grow at a constant long-run rate (g). 20 
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  By rearranging the algebraic terms, it becomes possible to solve for the 1 

cost of equity capital.  The resulting formula is the DCF model most familiar in 2 

utility regulation: 3 

K  =  (D1/P0)  +  g 4 

  Here, the cost of equity capital, K, equals the “forward dividend yield,” 5 

D1/P0, plus the expected growth rate in dividends per share, g.  The DCF model, 6 

therefore, requires estimates of the forward dividend yield and the expected 7 

growth rate.     8 

Q: Is the “Constant Growth” DCF Model considered a reliable method for 9 
estimating cost of equity for public utilities? 10 

A: Yes.  When combined with reasonable judgment, this model provides a realistic 11 

and reliable method of estimating a utility's cost of equity.  It also formulates the 12 

cost of equity as “yield plus growth,” which accurately defines the incentive for 13 

investors to purchase stocks. 14 

  The DCF model is also relatively simple in that it states cost of equity in 15 

terms of just two components; and only one of these involves any significant 16 

controversy.  The calculation of dividend yield generally involves few disputes.  17 

Most of the controversy in DCF calculations focuses on the growth rate, g.  This 18 

should not be surprising since the growth rate projects into the future, and 19 

disagreements will always arise regarding such projections.  However, a 20 

reasonable estimate for g can be developed by evaluating variables such as 21 

dividends, earnings, and book value per share.  (Note: for the balance of my 22 

testimony, the “Constant Growth DCF Model” will simply be referred to as the 23 

“DCF model.”) 24 
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Q: What is the difference between current and forward dividend yields? 1 
A: The current yield, D0/P0, equals the current annual dividend rate, D0, divided by 2 

the current stock price, P0.  The current annual dividend rate, D0, equals the most 3 

recent quarterly dividend multiplied by four -- it does not include any projection 4 

into the next year.  Dividend yields published by The Wall Street Journal are 5 

current dividend yields, D0/P0.    6 

  The forward yield, D1/P0, adjusts the current yield D0/P0 to reflect likely 7 

dividend growth in the subsequent year.  The forward yield replaces the current 8 

dividend rate, D0, with a prospective dividend rate, D1.  D1 is the rate expected 9 

during the following year, and the forward yield will then be calculated by 10 

dividing D1 by the current price, P0.  This adjustment is frequently accomplished 11 

by increasing the current dividend yield for one-half of a year’s growth in 12 

dividends.  This method is often referred to as the “half-year method,” and is 13 

recognized as valid and reasonable by the Commission.  I use this method in my 14 

DCF analysis to convert current dividend yields (D0/P0) into forward dividend 15 

yields (D1/P0).    16 

Q: What is the result of your forward dividend yield calculation? 17 
A: My calculation resulted in a 2.8% forward dividend yield for the Gas Utility 18 

Proxy Group.  This calculation applies the “half year method” to the data from 19 

Value Line. Attachment BEL-5 p. 2 shows my calculation.  In Petitioner’s Exhibit 20 

AMM-4 Mr. McKenzie also arrived at an average 2.8% dividend yield for the 21 

proxy group. 22 
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Q: Did you compare your forward dividend yield calculation with any other 1 
published data?  2 

A: Yes.  I compared the results to an average of the Value Line dividend yields for 3 

the Gas Utility Proxy Group.  Value Line publishes forward dividend yield 4 

estimates that reflect anticipated dividend growth in the coming year.  My 5 

calculations and the Value Line forward yields are shown in Attachment BEL-5, 6 

p. 2.  In the past I have also used AUS Utility Reports data to arrive at my 7 

dividend yield estimate.  However, AUS Utility Reports ceased publication in the 8 

Fall of 2016.  Therefore, I added dividend yield data from Market Watch, 9 

NASDAQ, Yahoo Finance and Zack’s to supplement Value Line data.  In each 10 

case, the average dividend yield was the same. 11 

Q: What did you conclude with respect to the Dividend Yield of the DCF model? 12 
A: I concluded that a 2.8% dividend yield is reasonable for my DCF calculations. 13 

This is equal to the Value Line average dividend yields for the proxy group.   14 

Q: Please describe the results of your growth calculations. 15 
A: I concluded that 5.9% is a reasonable growth rate for the Gas Utility Proxy Group.  16 

(See page 3 of Attachment BEL-5 for Value Line Growth Rate data and averages). 17 

This rate results from analyzing both historical and projected EPS, DPS, and BPS 18 

growth rates for the proxy group.  My projected growth rate of 5.9% is well above 19 

the projected growth rates for the proxy group companies of 5.1% for EPS and 20 

4.3% for DPS.  It is also above the 5.4% projected BPS for the proxy group. 21 

Q: Do you agree with Mr. McKenzie’s elimination of low growth rates from his 22 
DCF analysis? 23 

A: No.  I have eliminated negative growth rates from my analysis.  However, I do not 24 

agree with Mr. McKenzie’s elimination of low end estimates based on a 100 basis 25 
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point premium over Baa utility bond yields. Investors do not ignore low growth 1 

rates.  Low historical or forecasted growth rates are relevant to investors when 2 

considering a company’s future growth.   3 

Q: Do you agree with Mr. McKenzie’s reliance on forecasted growth rates in 4 
EPS in his DCF analysis? 5 

 A: No.  Mr. McKenzie’s reliance on forecasted EPS growth rates does not conform 6 

to the long standing and well established practice in Indiana of considering both 7 

historical and projected growth rates in the DCF Model.  Consideration of growth 8 

in EPS, DPS, and BPS has also long been standard in Indiana. 9 

 Although we agree that historical and projected dividend data are 10 
important considerations when estimating future rates of growth for 11 
use in the DCF model, we do not believe that book value and 12 
earnings data should be ignored. It is clear that dividend growth 13 
cannot exceed earnings or book value growth in the long run. To 14 
derive growth rate estimates in the past, this Commission has 15 
sanctioned the use of per share data for dividends, earnings, and book 16 
values. We continue to view the use of these data as a legitimate 17 
method for estimating future growth when judiciously employed. See 18 
generally In re Indiana Gas Co Inc. (Ind. URC September 18, 1987) 19 
Cause No. 38080, 86 P.U.R. 4th 241 at 285-286. In re Indiana 20 
Michigan Power Co., (Ind. URC August 24, 1990) Cause No. 38728, 21 
116 P.U.R. 4th 1 at 19-20. We conclude that Public’s use of all 22 
available per share data was appropriate for estimating Petitioner’s 23 
growth rate. 24 

 
 Northern Indiana Fuel and Light, Cause No. 39145, Final Order at 25. 25 

  Mr. McKenzie further contends that the accuracy and bias of analysts’ 26 

forecast are irrelevant so long as investors share the expectations of those 27 

analysts. (Pet. Exh. AMM, p. 38, lines 3 to 17).  While I agree that projections 28 

should not be held up to hindsight review, I believe that analysis of historical data 29 

is an important check on analysts’ projections.  Moreover, the upward bias in 30 

securities analysts’ forecasts is very high. 31 
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 The other problem with using analyst forecasts at the long-term 1 
growth rate in the DCF model is such forecasts are biased to the 2 
upside.  The evidence on this issue is overwhelming.  The forecast 3 
bias persists year after year in large part due to the incentive structures 4 
in place at many Wall Street firms that tend to reward more optimistic 5 
projections and to discourage the incorporation of potential negative 6 
views in analysts’ forecasts.  (Emphasis by author). 7 

 Steven G. Kihm, How Improper Risk Assessment Leads To Overstated Required 8 
Returns for Utility Stocks, NRRI Journal of Applied Regulation, Volume 1, June 9 
2003, p. 98. 10 

  Further observations of the upside bias of analysts’ forecasts come from 11 

several sources.  For example, an article in the Wall Street Journal in 2003 12 

observed: 13 

 Those overly optimistic growth estimates also show that, even with 14 
all regulatory forces on too-bullish analysts allegedly influenced by 15 
their firms’ investment-banking relationships, a lot of things haven’t 16 
changed:  Research remains rosy and many believe it always will. 17 

 The Wall Street Journal, Analysts: Still Coming Up Rosy, January 27, 2003 18 

 Also: 19 

 No executive would dispute that analysts’ forecasts serve as an 20 
important benchmark of the current and future health of companies.  21 
To better understand their accuracy, we undertook research nearly a 22 
decade ago that produced sobering results.  Analysts we found, were 23 
typical overoptimistic, slow to revise their forecasts to reflect new 24 
economic conditions, and prone to making increasingly inaccurate 25 
forecasts when economic growth declined. 26 

 Alas, a recently completed update of our work only reinforces this 27 
view – despite a series of rules and regulations, dating to the last 28 
decade, that were intended to improve the quality of the analysts’ 29 
long-term earnings forecasts, restore investor confidence in them and 30 
prevent conflicts of interest.  For executives, many of whom go to 31 
great lengths to satisfy Wall Street’s expectation in their financial 32 
reporting and long-term strategic moves, this is a cautionary tale 33 
worth remembering. 34 

 Marc H. Goedhart, Rishi Raj and Abhishek Saxena, Equity Analysts: Still Too 35 
Bullish, McKinsey Quarterly – April 2010 36 
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  While I do not contend that analysts’ forecasts are not important 1 

considerations, I believe that historical benchmarks and analyses are not to be 2 

excluded.  A reasonable rate of return that allows the utility to meet its obligations 3 

and attract capital is not exclusively defined by the forecasts of Wall Street 4 

analysts with incentives for upward bias.  Nor should rate payers be required to 5 

pay rates of return based on exaggerated projections. 6 

Q: What have you concluded based on your DCF analysis? 7 
A: My DCF calculations result in a cost of equity of 8.7%.  This combines the 2.8% 8 

forward yield and the 5.9% growth rate.  (Attachment BEL-5, p. 1). 9 

V. CAPITAL ASSET PRICING MODEL 

Q: Please describe the CAPM. 10 
A: The underlying assumption of CAPM is that the stock market compensates 11 

investors for risk that cannot be eliminated by means of a diversified stock 12 

portfolio. In CAPM, the required return on a stock equals the sum of a risk free 13 

rate of return (Rf) plus a risk premium [*(Rm- Rf)], which is proportional to the 14 

level of market risk.  Market risk cannot be eliminated through diversification.   15 

 The CAPM formula is: 16 

  K = Rf + *(Rm - Rf) 17 

 where, 18 

  = Beta, a measure of risk for the company, 19 

 K = Required return (i.e., cost of equity) on the stock of the company, 20 

 Rf  = Risk-free rate of return, 21 

 Rm  = Market equity return, and  22 
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  (Rm - Rf) = Market equity risk premium. 1 

  The “beta” is considered the measure of risk most relevant in CAPM. A 2 

stock with a beta below 1.0 is considered less volatile and less risky than the stock 3 

market.  If beta exceeds 1.0, the stock is considered more volatile and more risky 4 

than the stock market as a whole.  By definition, the stock market has a beta of 5 

1.0.  The market is usually represented by a large and highly diversified portfolio 6 

of stocks such as the Standard & Poor’s 500.  7 

Q: Were you able to perform a CAPM analysis directly for Petitioner? 8 
A: No.  Petitioner is not a publicly traded company.  Consequently, the necessary 9 

data does not exist to perform a CAPM analysis directly for Petitioner.  Therefore, 10 

I have used Mr. McKenzie’s proxy group to perform a CAPM analysis.   11 

Q: How did you determine beta for purpose of your analysis? 12 
A: I used betas from the Value Line Investment Survey. (Attachment BEL-6, p. 3.) 13 

For this analysis I used the average of the Value Line adjusted betas for the proxy 14 

group, 0.74, as the beta estimate in my CAPM analysis.   15 

Q: What risk free rate (Rf) did you use for your CAPM calculations? 16 
A: I used 4.0% for my risk free rate. 17 

Q: Please describe how you determined the risk free rate of 4.0%.   18 
A: I used the Duff & Phelps normalized risk free rate, as described in a Client Alert 19 

on March 16, 2016. (See Attachment BEL-7.)  I reviewed bond yield performance 20 

for calendar year 2016, and could justify a risk free rate no higher than 2.82% 21 

based on the average 30 year bond yields of the last quarter of 2016.  I examined 22 

recent term trends in yields on 5-year, 10-year, 20-year, and 30-year Treasury 23 

Bonds from data available from the Federal Reserve (www.federalreserve.gov).  I 24 

http://www.federalreserve.gov/
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calculated averages for the 3 month, 6 month and 12 month periods ending in 1 

February 2017.   2 

  Twenty-year treasury yields averaged 2.76% in February 2017, slightly 3 

below 2.84% in December 2016, the month of the Fed’s previous rate action.  Since 4 

the Fed’s latest action of March 15, 2017, the yield on the 20 year bond has declined 5 

from 2.87% to 2.79% on March 21, 2017. The 30 year Treasury stood at 3.04% on 6 

March 21, 2017 as compared to its March 15, 2017 level of 3.11%. As in the 7 

December 2016 rate action, the increase in the Federal Funds rate was followed by 8 

some retrenchment in the long term constant maturity Treasury bond yields.  While 9 

trends show improvement over the past year, these yields remain well below 10 

historical normal.  I believe that it is fair and reasonable to adopt the 4.0% 11 

normalized risk free rate recommend by Duff & Phelps.   12 

  I also examined the economic projections from the Congressional Budget 13 

Office (“CBO”) in The Budget and Economic Outlook: Fiscal Years 2017-2027, 14 

published in January, 2017.  The latest CBO projection for 10-year Treasuries in 15 

2017 is 2.3%, and 2.5% in 2018.  (Congressional Budget Office, The Budget and 16 

Economic Outlook: Fiscal Years 2017-2027, January, 2017. www.cbo.gov.)  17 

(Attachment BEL-8.) 18 

  The above research and analysis leads me to conclude that 4.0% is a 19 

reasonable risk-free rate to use in my CAPM analysis, considering both recent 20 

experience and future projections.  21 

 

 

http://www.cbo.gov/
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Q: How did you estimate the Market Risk Premium (Rm - Rf)? 1 
A: I calculated long-term market risk premiums based on historical data from the 2 

Preview Version of Stocks, Bonds, Bills and Inflation (SBBI), 2017 Yearbook, by 3 

Duff & Phelps / John Wiley and Sons. Previously published by Morningstar, Inc. 4 

(Attachment BEL-9.) These data points are directly comparable with previous 5 

Morningstar and Ibbotson Associates publications.  With the hard bound version 6 

not yet available, Duff & Phelps issued the preview for current subscribers.  The 7 

SBBI database covers the period between 1926 and 2016.   8 

  There are two methods of calculating historical holding period returns:  9 

the geometric mean (or compound annual return) and the arithmetic mean, which 10 

is a simple average of one year holding period returns.  The geometric mean 11 

return measures the average compound annual rate of return from an investment 12 

over a period of more than one year.  The arithmetic mean measures the average 13 

of one year holding period returns.  Unless the investment provides a constant 14 

return year after year, the arithmetic mean rate of return always exceeds the 15 

geometric mean rate of return.  The arithmetic mean approach also produces 16 

higher estimates of the market risk premium, and higher overall CAPM results.  17 

  The Commission has consistently expressed its preference for considering 18 

both the geometric mean and arithmetic mean approaches.  For instance, in its 19 

final order in the Indiana-American Water rate case (Cause No. 42520), the 20 

Commission once again expressed this preference: 21 
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In past rate cases this Commission has given weight to both the 1 
arithmetic and the geometric mean risk premiums. This position was 2 
reaffirmed in our 1996 Rate Order, when we stated “[t]he debate 3 
over the proper use of the arithmetic and geometric means is one we 4 
consider resolved. As we stated in Indianapolis Water Company, 5 
Cause No. 39713-39843 [sic], each method has its strengths and 6 
weaknesses, and neither is so clearly appropriate as to exclude 7 
consideration of the other.”  (1996 Rate Order, Cause No. 40103, p. 8 
41.)  Also, in the 2002 Rate Order, we stated “. . . that, while the 9 
debate over the proposed use of the arithmetic and geometric means 10 
continues, however, each method has its strengths and weaknesses, 11 
neither is so clearly appropriate as to exclude consideration of the 12 
other. (2002 Rate Order, Cause No. 42029, p. 32.) . . . 13 
 
 . . . We will continue to give both the geometric and arithmetic 14 
mean risk premiums substantial weight. Neither the arithmetic nor 15 
geometric mean risk premiums should be excluded in favor of the 16 
other.  17 

   
  (November 18, 2004 Order, Cause No. 42520, p. 59.)  18 

  Following this well-established directive, I calculated market risk 19 

premiums giving equal weight to both the geometric and arithmetic mean 20 

approaches.  I used the resulting market risk premium of 5.25% in my CAPM 21 

calculations.  (See Attachment BEL-6, p. 4.) 22 

Q: Please describe the results of your CAPM analysis. 23 
A: Here again, I emphasize that my CAPM analysis results in an estimate that is 24 

higher than it might otherwise be.  I used the Duff & Phelps normalized risk free 25 

rate of 4.0%, which is almost 100 basis points above the average of recent 30-year 26 

bond yields.  I used only the adjusted betas from Value Line, and balanced the 27 

weight given to the geometric mean and arithmetic mean approaches. This results 28 

in a CAPM estimate of 7.87%.  (Attachment BEL-6, p. 1.)  29 
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Q: Mr. McKenzie states that size adjustment in the range of 170 to 360 basis 1 
points to ROE is needed to reflect OVG’s risk.  Do you believe that a small 2 
stock adjustment is justified? 3 

A: No. The applicability of a small stock adjustment to regulated public utilities is 4 

questionable.  Regulation reduces the financial risks faced by Petitioner. Annie 5 

Wong of Western Connecticut State University writes that business and financial 6 

risks are very similar among utilities regardless of size in Utility Stock and the 7 

Size Effect: An Empirical Analysis: 8 

 The fact that the two samples show different, though weak results 9 
indicates that utility and industrial stocks do not share the same 10 
characteristics. First, given firm size, utility stocks are consistently 11 
less risky than industrial stocks. Second, industrial betas tend to 12 
decrease with firm size, but utility betas do not. These findings 13 
may be attributed to the fact that all public utilities operate in an 14 
environment with regional monopolistic power and regulated 15 
financial structure. As a result, the business and financial risks are 16 
very similar among the utilities regardless of their size. Therefore, 17 
utility betas would not necessarily be related to firm size. 18 

 
 The object of this study is to examine if the size effect exists in the 19 

utility industry. After controlling for equity values, there is some 20 
weak evidence that firm size is a missing factor from the CAPM 21 
for industrial but not utility stocks. This implies that although the 22 
size phenomenon has been strongly documented for industrials, 23 
findings suggest that there is no need to adjust for the firm size 24 
in utility regulation. (Emphasis added.) 25 

 
 (Annie Wong, “Utility Stock and the Size Effect: An Empirical 26 

Analysis,” Journal of the Midwest Finance Association, 1993, p. 27 
98.)   28 

 
  Further, Michael Paschall and George B. Hawkins, authors of Do Smaller 29 

Companies Warrant a Higher Discount Rate for Risk?: The “Size Effect” Debate,  30 

state that privately held companies should be analyzed individually to determine 31 

if a size premium is appropriate: 32 
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A size premium does not automatically apply in every case.  Each 1 
privately held company should be analyzed to determine if a size 2 
premium is appropriate in its particular case.  There can be unusual 3 
circumstances where a small company has risk characteristics that 4 
make it far less risky than the average company, warranting the use 5 
of a very low risk premium.  One possible example of this is a 6 
private water utility (monopoly situation, very low risk, near-7 
guarantee of payments). (Paschall and Hawkins, Do Smaller 8 
Companies Warrant a Higher Discount Rate for Risk?:  The “Size 9 
Effect” Debate, CCH Business Valuation Alert, December, 1999.) 10 
 

  Moreover, the Commission has found that a blind application of 11 

Ibbotson’s small company adjustment ignores the fact that the risk of regulated 12 

utilities is not as great as small companies: 13 

 We are familiar with the Ibbotson-derived 400 basis point small 14 
company risk premium used by Dr. Beatty. The rationale behind 15 
this approach is that, all other things being equal, the smaller the 16 
company, the greater the risk. However, to blindly apply this risk 17 
premium to Petitioner is to ignore the fact that Petitioner is a 18 
regulated utility. The risks from small size for a regulated water 19 
utility are not as great as those small companies facing competition 20 
in the open market. (South Haven Sewer, Cause No. 40398, Final 21 
Order May 28, 1997, pp. 30-31.) 22 

 
Also, more recently in an Indiana-American rate case Order, Cause No. 23 

43680, on April 30, 2010, the Commission stated that the regulated utilities have 24 

different risk than other small companies: 25 

The Commission rejects Petitioner’s equity size premium 26 
adjustment because it cannot be directly applied to regulated 27 
water utilities. Regulated water utilities do not experience the 28 
same risks as other small companies. (Indiana-American Water, 29 
Cause No. 43680, Order, p. 47.) 30 

 
The same principle can be applied to regulated natural gas companies, 31 

particularly those with no long term debt in the capital structure and no financial 32 

risk. 33 
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VI. PROBLEMS ARE INHERENT IN MR. MCKENZIE’S OTHER MODELS 

Q:  Does Mr. McKenzie use any models that you do not? 1 
 A:  Yes. In addition to his DCF and CAPM analyses, Mr. McKenzie developed a Gas 2 

Utility Risk Premium Model (“RP”), an Expected Earnings Model (“EE”), and an 3 

Empirical Capital Asset Pricing Model (“ECAPM”). 4 

Q:  Please describe Mr. McKenzie’s RP approach. 5 
A:  Mr. McKenzie calculates two RP estimates of cost of equity. One estimate uses a 6 

current bond yield for his first risk premium model and a second estimate uses 7 

forecasted bond yields. His RP model is based on calculating the historical spread 8 

(risk premium) between authorized costs of equity and average utility bond yields 9 

from the first quarter of 1980 through the second quarter of 2016.  Mr. 10 

McKenzie’s RP relies on the assumption that the risk premium tends to be lower 11 

when interest rates are high and higher when interest rates are low.  His RP 12 

produces estimated costs of equity of 9.28% when using current bond yields, and 13 

10.30%, when he incorporates forecasted bond yields. 14 

Q:  Please explain how Mr. McKenzie derived an estimated cost of equity for 15 
Risk Premium Models. 16 

A:  When estimating based on current bond yields, Mr. McKenzie used an average 17 

yield for single-A rated public utility bonds for the six month period ending 18 

October 2016.  Adding this average of 3.72% to his implied risk premium of 19 

5.56% resulted in a 9.28% cost of equity.  When using forecasted bond yields, he 20 

averaged Blue Chip forecasts for the years 2017-2021 to arrive at 5.63% which, 21 

when added to his implied equity risk premium of 4.67%, resulted in a 10.30% 22 

cost of equity.  In both calculations, Mr. McKenzie estimated an implied risk 23 
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premium based on the difference between historical average of authorized ROEs 1 

and single-A utility bond yields.  2 

Q:  Do you agree with Mr. McKenzie’s Risk Premium approach. 3 
A:  No.  Mr. McKenzie’s direct use of previously authorized costs of equity creates 4 

circularity in his model.  His implied risk premiums are not appropriate to 5 

estimate a required rate of return.  Authorized returns are the results of a cost of 6 

equity analysis, not inputs.  Moreover, he is not consistent in his forecasted bond 7 

yields estimate, as he used an implied risk premium based on current bond yields, 8 

rather than on forecasted yields.  9 

Q:  Please describe Mr. McKenzie’s Expected Earnings (“EE”) Approach. 10 
A:  Mr. McKenzie’s EE approach estimated costs of equity at 11.0% (average) and 11 

11.1% (midpoint). His EE approach averaged 3-5 year estimated returns on 12 

common equity of nine gas utility companies from his proxy group. In a footnote 13 

at the bottom of AMM Attachment 9, Mr. McKenzie noted he adjusted Value 14 

Line’s Expected Return on Common Equity to convert year-end returns to 15 

average rates of return. 16 

Q:  Do you agree with Mr. McKenzie’s EE approach. 17 
A:  No.  His EE approach amounts to a compilation of Value Line’s 3-5 year 18 

estimated returns on common equity. Value Line’s 3-5 year forecasted return on 19 

common equity is an intermediate forecast, not a required return nor a cost of 20 

equity. Forecasts of companies over-earning or under-earning can distort and 21 

skew expectations and future rates if used in determining an authorized return.  22 

Moreover, as many companies also have unregulated operations, Mr. McKenzie’s 23 
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EE approach would include forecasted returns on those operations. Value Line’s 1 

intermediate forecasted returns should not be used to estimate cost of equity. 2 

Q: Do you agree with Mr. McKenzie’s Empirical CAPM (“ECAPM”) estimate? 3 
A: No.  Mr. McKenzie’s ECAPM produced an estimated cost of equity of 11.1%, 4 

with a midpoint of 11.2%.  The ECAPM is designed to address a theoretical 5 

downward bias in risk by increasing the risk factor, called “beta.”  This is 6 

accomplished by giving a 25% weight to the Market Risk Premium, and a 75% 7 

weight to a traditional CAPM risk premium for the proxy group.  It essentially 8 

limits the impact of the beta calculated for the proxy group.  However, Mr. 9 

McKenzie also uses betas which have already been upwardly adjusted.  His 10 

ECAPM estimate includes an additional upward adjustment, and produces an 11 

artificially inflated result. 12 

Q:  Has the Commission expressed an opinion on the use and results of an 13 
ECAPM approach?  14 

A:  Yes.  The Commission has rejected the use of ECAPM in at least two previous 15 

Causes (Cause Nos. 40003 and 42359).  In its Final Order in Cause No. 42359 the 16 

Commission stated:  17 

With respect to the ECAPM analysis performed by Dr. Morin we 18 
note that the Commission rejected this model in Cause No. 40003, 19 
and found that: “the Empirical CAPM is not sufficiently reliable 20 
for ratemaking purposes.” Cause No. 40003 at 32. We went on to 21 
conclude that the ECAPM “. . . would adjust, in essence, future 22 
expectations with regard to investor perceptions of relative risks 23 
for further change which may occur years hence.” The 24 
Commission concluded that “. . . we do not believe exercises in 25 
approximating future cost of capital are conducive to such precise 26 
estimation as the Empirical CAPM would suggest.” Id. We find 27 
that nothing presented in this Cause has changed our prior 28 
determination that ECAPM is not sufficiently reliable for 29 
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ratemaking purposes and hereby reject the model in this 1 
proceeding. 2 

PSI Energy, Cause No. 42359, p. 56 (Ind. Util. Regulatory Comm’n May 18, 2004.) 3 

VII. MACROECONOMIC TRENDS 

Q: Do macroeconomic factors and trends influence the cost of equity? 4 
A: Yes.  The most noteworthy of these factors are interest rates, economic growth, 5 

and inflation. 6 

Q: Do you have economic forecast data to support 9.0% as a reasonable ROE 7 
for Petitioner? 8 

A: Yes.  The CFO Magazine Business Outlook Survey, published by Duke 9 

University in the First Quarter 2017 (http://www.cfosurvey.org/) (the “CFO 10 

Survey”) states that “[o]n February 20, 2017 the annual yield on 10-yr treasury 11 

bonds was 2.41%,” and asked respondents for their expectations on the rate of 12 

return for S&P 500 companies in the future.  Their responses revealed an average 13 

expected return of 6.1% over the next year and 6.6% over the next 10 years.  My 14 

recommended ROE of 9.0% for Petitioner is 290 basis points above the 15 

expectations of respondents to the CFO Survey for next year, and 240 basis points 16 

above expectations for the next ten years.  Survey respondents expect only a 1-in-17 

10 chance of the annual S&P 500 return being greater than 9.8%.  (Attachment 18 

BEL-3.)  I emphasize that these return estimates apply to companies in the S&P 19 

500, which includes many industrial companies considered more risky than 20 

regulated utilities.      21 

 

 

 

http://www.cfosurvey.org/
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Q: Please discuss bond yields as an influencing factor on the cost of equity. 1 
A: Bond yields are extremely important factors influencing cost of equity.  Yields on 2 

U.S. Treasury Bonds are commonly used to establish the risk-free rate of return in 3 

CAPM and other risk premium analyses.  Moreover, changes in bond yields and 4 

interest rates affect investor expectations.  5 

Q: Please compare current and historical trends in bond yields. 6 
A: The long period of low cost capital has been unchanged in recent years.  Lower 7 

interest rates and bond yields have been the main indicator of this trend.  The 8 

trend toward low cost capital has taken place over two decades; it is a long run 9 

phenomenon, and not simply a result of the recent recession.  Graph 5 below 10 

shows the monthly interest rate trend on 5-year Constant Maturity Treasury 11 

Bonds, reported by the Federal Reserve.  Graphs 5 through 8 indicate the 12 

American economy is in a period with rates well below those of the 1980s and 13 

1990s.   14 

In March, 2017, long term bond yields remained low in comparison to 15 

earlier periods.  On March 21, 2017, the spot yield on the bellwether 10 Year 16 

Treasury bond stood at 2.43%, and the 5 Year Treasury stood at 1.96%.  The 20 17 

Year Treasury closed at 2.79%, and the 30 Year Treasury stood at 3.04%. 18 

(https://www.federalreserve.gov/datadownload/Choose.aspx?rel=H15) 19 

https://www.federalreserve.gov/datadownload/Choose.aspx?rel=H15
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GRAPH 5 
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Graphs 6, 7 and 8 reveal similar trends for 10-year, 20-year and 30-year Treasuries. 1 
 

GRAPH 6 
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GRAPH 7 
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Q: How does economic growth influence cost of equity? 1 
A: Economic growth primarily influences cost of equity through interest rates and 2 

investor expectations.  A booming, high-growth economy tends to put upward 3 

pressure on interest rates.  A lackluster or recessionary economy tends to lead to 4 

stagnant or falling interest rates.   5 

  Data from the U.S. Department of Commerce, Bureau of Economic 6 

Analysis (“BEA”) (www.bea.gov) and from the CBO, provides historical 7 

perspectives.  The CBO, using BEA data, projects 4.1% nominal growth (growth 8 

measure in current dollars – not adjusted for inflation) in 2017, and 3.8% nominal 9 

growth in 2018.  CBO projections indicate a 3.5% rate of nominal growth in the 10 

period 2019-2020 and 4.0% in the period 2021-2027 (Attachment BEL-8). 11 

Real economic growth is growth measured in constant (i.e., inflation 12 

adjusted) dollars.  Moreover, CBO forecasts 2.3% real growth in 2017, 2.0% in 13 

2018, 1.6% in the period 2019-2020, and 1.9% in 2021-2027. (Id.)  Graph 9 14 

shows annual percent changes in real GDP in the period 1930 through 2015, as 15 

published by BEA.   (https://www.bea.gov/national/index.htm#gdp) 16 

 

 

 

 

 

 

 

http://intranet.oucc.in.gov/gas/Gas%20Division%20Template%20Library/www.bea.gov
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GRAPH 9 

-15.0

-10.0

-5.0

0.0

5.0

10.0

15.0

20.0

25.0

%
 C

ha
ng

e i
n 

G
D

P 
(C

Y-
20

00
 C

ha
in

ed
 D

ol
la

rs
)

Annual Percent Change in Real GDP, 1930-2015 

Source: U.S. Bureau of Economic Analysis

 

Prior to the 1990’s, economic expansion periods included at least one or 1 

more years above 5% real growth. The U.S. economy has not experienced that 2 

level of real GDP growth on an annual basis since 1984.   3 

Thus, recent data indicates the U.S. economy is in a mature, but slow 4 

recovery, and still struggling to achieve robust growth.  The fourth quarter of 5 

2016 saw a real annual growth rate of 1.9%. (U.S. Department of Commerce, 6 

Bureau of Economic Analysis, http://www.bea.gov.) Such a growth rate is modest 7 

even for a mature recovery. 8 

Q: In your analysis, have you taken into account current and projected 9 
inflation? 10 

A: Yes.  I examined historical and projected rates of inflation from both government 11 

and private sector sources, including the Bureau of Labor Statistics, the 12 

Congressional Budget Office, and Morningstar, Inc.  Spikes or long-term 13 

http://www.bea.gov/
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increases in inflation can affect the prospective real return, but I found no reason 1 

to believe that inflation will experience such increases in the near term. 2 

Q: Please describe the trends in the rate of inflation. 3 
A: The U.S. economy remains in a relatively low inflation period.  In her February 4 

15, 2017 testimony on the outlook of the economy before the U.S. Congressional 5 

Joint Economic Committee, Federal Reserve Chairperson Janet L. Yellen 6 

explained that inflation is moving consistent with the Federal Open Market 7 

Committee’s (“FOMC”) expectations.  She also indicated that the FOMC expects 8 

only gradual increases in future interest rates:  9 

Incoming data suggest that labor market conditions continue to 10 
strengthen and inflation is moving up to 2 percent, consistent with 11 
the Committee's expectations. At our upcoming meetings, the 12 
Committee will evaluate whether employment and inflation are 13 
continuing to evolve in line with these expectations, in which case 14 
a further adjustment of the federal funds rate would likely be 15 
appropriate. 16 

The Committee's view that gradual increases in the federal funds 17 
rate will likely be appropriate reflects the expectation that the 18 
neutral federal funds rate--that is, the interest rate that is neither 19 
expansionary nor contractionary and that keeps the economy 20 
operating on an even keel--will rise somewhat over time. Current 21 
estimates of the neutral rate are well below pre-crisis levels--a 22 
phenomenon that may reflect slow productivity growth, subdued 23 
economic growth abroad, strong demand for safe longer-term 24 
assets, and other factors. The Committee anticipates that the 25 
depressing effect of these factors will diminish somewhat over 26 
time, raising the neutral funds rate, albeit to levels that are still low 27 
by historical standards. 28 

That said, the economic outlook is uncertain, and monetary policy 29 
is not on a preset course. FOMC participants will adjust their 30 
assessments of the appropriate path for the federal funds rate in 31 
response to changes to the economic outlook and associated risks 32 
as informed by incoming data. 33 
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https://www.federalreserve.gov/newsevents/testimony/yellen201701 
214a.htm 2 

  The overall (also called “headline”) Consumer Price Index (“CPI”) has 3 

fluctuated over the past two years, but has remained relatively low in spite of the 4 

high volatility of energy prices. (CPI data from U.S. Department of Labor, Bureau 5 

of Labor Statistics, www.bls.gov.)  As of the end of December 2016, the 6 

unadjusted CPI for “All Urban Consumers” was 2.1% higher than its December 7 

2015 level (https://www.bls.gov/news.release/cpi.t01.htm).  Core inflation, which 8 

removes the impact of energy and food price volatility, remains low.  The CBO 9 

estimates core inflation in 2017 at 2.2% and 2.3% in 2018 (Attachment BEL-8). 10 

  Annual inflation rates from 1976 through 2014 indicate that the United 11 

States remains subject to low inflation, despite recent volatile energy costs. 12 

Current inflation is nowhere near levels experienced in earlier decades.  Data 13 

from Morningstar, Inc., which I have recreated below in Graph 10, indicates that 14 

inflation evaporated in 2008, falling from 4.1% in 2007 to 0.1%.  Inflation 15 

rebounded slightly in 2009 to 2.7%, retreated to 1.4% in 2010, and was 3.0% in 16 

2011.  However, inflation fell to 1.7% in 2012, 1.5% in 2013 and 1.3% in 2014.  17 

This compares to an annual average of 3.0% between 1990 and 2000, and 5.2% 18 

between 1980 and 1990. (Morningstar Inc., 2015 Classic Ibbotson SBBI 19 

Yearbook, Table C-7.)   (Attachment BEL-10.) 20 

 

 

 

https://www.federalreserve.gov/newsevents/testimony/yellen20170214a.htm
https://www.federalreserve.gov/newsevents/testimony/yellen20170214a.htm
../../blorton/Causes/Cause%20No%2044678%20Community%20NG%20Rate%20Case/www.bls.gov
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GRAPH 10 
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  Moreover, the latest forecast from the CBO projects modest increases in 1 

both the overall CPI and the Core CPI (which excludes highly volatile 2 

commodities such as energy) over the next decade.  The CBO projects a 2.4% 3 

increase in the overall CPI for 2017, followed by 2.3% in 2018, with increases in 4 

the period 2019-2020 averaging only 2.3%, and increases from 2021-2027 5 

averaging 2.4% per year (Attachment BEL-8). The Federal Reserve Bank of 6 

Philadelphia projects core inflation at 2.2% in 2017 and 2.3% in 2018.  7 

Philadelphia Fed also projected continued low headline inflation:  “Measured on a 8 

fourth-quarter over fourth-quarter basis, headline CPI inflation is expected to 9 

average 2.4 percent in 2017, 2.3 percent in 2018, up from 2.2 in both 2017 and 10 
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2018 in the last survey.” (Federal Reserve Bank of Philadelphia, Survey of 1 

Professional Forecasters, First Quarter 2017, February 10, 2017, p. 4).  2 

Even with the slight increase in core inflation, my research and analysis 3 

shows inflation remains low by historical standards.  Low inflation rates tend to 4 

support lower interest rates and lower costs of financing capital investment, 5 

including investments in utility plant. 6 

Q: Are you arguing there should be a decrease to ROE because of low levels of 7 
headline and core inflation? 8 

A: No.  I have made no reduction to my ROE recommendation due to inflation.  I use 9 

inflation data projections merely to illustrate that inflation, which remains low and 10 

stable, is not likely to put pressure on interest rates and ROE in the near future.     11 

Q: What conclusions have you reached about the macroeconomic trends that 12 
influence cost of equity? 13 

A: Recent trends in interest rates, inflation, and economic growth do not reveal an 14 

inflationary economy.  Instead, recent trends point to a continuing, but maturing, 15 

recovery from the financial crisis and recession that started in 2008.  There is no 16 

indication that macroeconomic trends are fueling any significant increase in 17 

capital costs.  Petitioner’s proposed 11.1% cost of equity far exceeds market 18 

expectations, even for a more risky stock portfolio like the S&P 500 containing 19 

many industrial companies.  Consequently, my recommended ROE of 9.0% is 20 

much more in line with current economic conditions. 21 
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VIII. SUMMARY AND RECOMMENDATIONS ON COST OF EQUITY 

Q: Please summarize your testimony on DCF calculations for the proxy group. 1 
A: Using the same proxy group as Mr. McKenzie, I calculated a 2.8% forward 2 

dividend yield.  I also calculated a DCF growth rate, g, of 5.9%.  This estimate 3 

was made using historical and projected growth rates from Value Line, and 4 

economic growth data from the Federal Reserve Bank of St. Louis.  I considered 5 

both projected and historical data.  Overall, my DCF calculations resulted in an 6 

8.7% cost of equity.  7 

Q: Please summarize your testimony on CAPM calculations for the proxy 8 
group. 9 

A: Based on Value Line betas and using the same proxy group, I calculated an 10 

average beta for the proxy group of 0.74.  As the beta is less than 1.0, it also 11 

describes a relatively low-risk industry.  I used the Duff & Phelps normalized 12 

risk-free rate of 4.0%.  I reviewed 5 Year, 10 Year, 20 Year, and 30 Year bond 13 

yield data ending calendar year 2016 in arriving at this estimate.  Giving equal 14 

weight to both the geometric mean and arithmetic mean approaches, I calculated a 15 

market risk premium of 5.25%.  This results in a CAPM cost of equity for the 16 

proxy group of 7.87%.    17 

Q: Please summarize your testimony on macroeconomic and capital market 18 
trends influencing cost of equity. 19 

A: In contrast to the market expectations described in CFO Magazine of a 6.1% 20 

anticipated return on the S&P 500 over the next year and 6.6% for the next ten 21 

years, Petitioner proposes a rate of return of 11.1% for a regulated public utility.  22 
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In today’s capital market, a proposal that high is simply not in accord with current 1 

conditions. 2 

  I examined three macroeconomic variables that can influence the cost of 3 

equity capital. First, I examined interest rates. Interest rates on 5-year, 10-year, 4 

20-year and 30-year bonds remain low by historical standards, and recent 5 

increases have been modest.  Second, CBO forecasts real GDP growth over the 6 

next 10 years to range from 2.3% in 2017, declining to 2.0% in 2018, 1.6% in the 7 

period 2019-2020, and 1.9% in the period 2021-2027.  Growth in this range is not 8 

likely to drive up interest rates.  9 

  Third, the United States is currently experiencing an extended period of 10 

low inflation.  Even with energy price volatility in recent years, both “headline” 11 

inflation and core inflation remain low compared to earlier periods.  While 12 

inflation fears are always a policy consideration for the Federal Reserve, recent 13 

experience and projections by the CBO tend to indicate that inflation is under 14 

control in spite of volatility in energy prices.   15 

Q: Please summarize your recommendation for Petitioner’s ROE. 16 
A: I recommend the Commission authorize a 9.0% cost of equity for Petitioner. This 17 

recommendation reflects a risk premium close to 600 basis points over recent 18 

yields on 30-year Treasury bonds, which currently hovers near 3.0%. This 19 

recommendation is above both my DCF and CAPM calculations.  With the 20 

Federal Reserve clearly on a long term gradual course to higher interest rates, 21 

prospects of continued economic growth, gradual increases in inflation and recent 22 

trends in utility rate cases towards the 9.0% level, I believe that a 23 
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recommendation above the results of my DCF model and CAPM are justified.  1 

However, I have found no evidence that would lead me to believe that dramatic 2 

changes in economic trends are likely in the foreseeable future.  Therefore, I do 3 

not believe a larger adjustment to my ROE recommendation is justified.  Given 4 

these economic conditions, and my DCF and CAPM calculations, I believe that 5 

my recommendation is both fair and reasonable.   6 

Q: Does this conclude your testimony? 7 
A: Yes.  8 
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APPENDIX BEL-1 TO THE TESTIMONY OF 

OUCC WITNESS BRADLEY E. LORTON 
 

Q: Please describe your educational background and experience. 1 
A: My expertise is in economics and public utility regulation. I hold Bachelor of 2 

Science and Master of Science degrees in Economics from Indiana State 3 

University.  I also completed additional courses in Economics, Mathematics and 4 

Labor Studies at Indiana University-Purdue University at Indianapolis.  I have 5 

completed the Regulatory Studies Program sponsored by the National Association 6 

of Regulatory Utility Commissioners (“NARUC”) at Michigan State University.  7 

I also completed NARUC’s Advanced Regulatory Studies Program:  Ratemaking, 8 

Accounting and Economics. 9 

I have over thirty-five years of experience in government and private 10 

industry.  My career in public utility regulation began in 2001 when I accepted 11 

my current position with the OUCC.  Prior to that, I served in management and 12 

business analyst positions with the U.S. Department of the Navy at the Naval Air 13 

Warfare Center in Indianapolis, and its privatized successor organizations.  I also 14 

served as an Economist at the Bureau of Labor Statistics, United States 15 

Department of Labor, and as a Statistician for the Indiana Division of Labor.   16 

I have been awarded the professional designation Certified Rate of Return 17 

Analyst (“CRRA”) by the Society of Utility and Regulatory Financial Analysts.  18 

This designation is awarded based upon experience and successful completion of 19 

a written examination.   20 
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Q: Have you previously testified before the Indiana Utility Regulatory 1 
Commission? 2 

A: Yes.  I have previously testified before this Commission addressing economic and 3 

financial issues over the past fifteen years, including rate cases in which I testified 4 

on cost of common equity.  5 

Q: Please describe the review and analysis you conducted in order to prepare 6 
your testimony. 7 

A:  I reviewed OVG’s Petition, Case-in-Chief and exhibits, prepared data requests, 8 

and reviewed Petitioner’s responses.  I researched Petitioner’s previous rate case 9 

from 2012.  I participated in several meetings of the OUCC Case Team in this 10 

Cause.  I also researched economic data and analysis from government and 11 

authoritative private sector sources.  I used the results of this research to run my 12 

cost of equity models and support my analyses. 13 
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MAJOR RATE CASE DECISIONS — JANUARY-DECEMBER 2016 
 

The average ROE authorized electric utilities was 9.77% in rate cases decided in 2016, compared to 9.85% 
in 2015. There were 42 electric ROE determinations in 2016, versus 30 in 2015. This data includes several limited 
issue rider cases; excluding these cases from the data, the average authorized ROE was 9.6% in rate cases 
decided in 2016, the same as in 2015. RRA notes that this differential in electric authorized ROEs is largely driven 
by Virginia statutes that authorize the State Corporation Commission to approve ROE premiums of up to 200 basis 

points for certain generation projects (see the Virginia Commission Profile). The average ROE authorized gas 
utilities was 9.5% in 2016 versus 9.6% in 2015. There were 24 gas cases that included an ROE determination in 
2016, versus 16 in 2015. 

 

 
 

As shown in Graph 2 below, after reaching a low in the early-2000s, the number of rate case decisions for 
energy companies has generally increased over the last several years, peaking in 2010 at more than 125 cases. 

 
 

 

Graph 1: Average authorized ROEs — electric and gas rate decisions
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Graph 2: Volume of electric and gas rate case decisions
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Since 2010, the number of rate cases has moderated somewhat but has been 90 or more in the last five 

calendar years. There were 111 electric and gas rate cases resolved in 2016, 92 in 2015, 99 in both 2014 and 
2013, and 110 in 2012, and this level of rate case activity remains robust compared to the late 1990s/early 2000s. 
Increased costs associated with environmental compliance, including possible CO2 reduction mandates, generation 
and delivery infrastructure upgrades and expansion, renewable generation mandates and employee benefits argue 

for the continuation of an active rate case agenda over the next few years. In addition, if the Federal Reserve 
continues its policy initiated in December 2015 to gradually raise the federal funds rate, utilities eventually would 

face higher capital costs and would need to initiate rate cases to reflect the higher capital costs in rates. However, 
the magnitude and pace of any additional Federal Reserve action to raise the federal funds rate is quite uncertain. 

 
Included in tables on pages 6 and 7 of this report are comparisons, since 2006, of average authorized ROEs 

by settled versus fully litigated cases, general rate cases versus limited issues rider proceedings and vertically 
integrated cases versus delivery only cases. For both electric and gas cases, no pattern exists in average annual 
authorized ROEs in cases that were settled versus those that were fully litigated. In some years, the average 

authorized ROE was higher for fully litigated cases, in others it was higher for settled cases, and in a few years the 
authorized ROE was similar for fully litigated versus settled cases. Regarding electric cases that involve limited 
issue riders, over the last several years the annual average authorized ROEs in these cases was typically at least 
100 basis points higher than in general rate cases, driven by the ROE premiums authorized in Virginia. Limited 
issue rider cases in which an ROE is determined have had extremely limited use in the gas industry. Comparing 
electric vertically integrated cases versus delivery only proceedings, RRA finds that the annual average authorized 
ROEs in vertically integrated cases are from roughly 40 to 70 basis points higher than in delivery only cases, 

arguably reflecting the increased risk associated with generation assets. 
 

 
 

We note that this report utilizes the simple mean for the return averages. In addition, the average equity 
returns indicated in this report reflect the cases decided in the specified time periods and are not necessarily 
representative of the returns actually earned by utilities industry wide. 
 

As a result of electric industry restructuring, certain states unbundled electric rates and implemented retail 

competition for generation. Commissions in those states now have jurisdiction only over the revenue requirement 
and return parameters for delivery operations, which we footnote in our chronology beginning on page 8, thus 

complicating historical data comparability. We note that from 2008 through 2015, interest rates declined 
significantly, and average authorized ROEs have declined modestly. We also note the increased utilization of limited 
issue rider proceedings that allow utilities to recover certain costs outside of a general rate case and typically 
incorporate previously-determined return parameters. 

 
The table on page 4 shows the average ROE authorized in major electric and gas rate decisions annually 

since 1990, and by quarter since 2013, followed by the number of observations in each period. The tables on 
page 5 indicate the composite electric and gas industry data for all major cases summarized annually since 2002 
and by quarter for the past eight quarters. The individual electric and gas cases decided in 2016 are listed on 
pages 8-13, with the decision date shown first, followed by the company name, the abbreviation for the state 

Graph 3: Average authorized electric ROEs
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issuing the decision, the authorized rate of return, or ROR, ROE, and percentage of common equity in the adopted 

capital structure. Next we indicate the month and year in which the adopted test year ended, whether the 
commission utilized an average or a year-end rate base, and the amount of the permanent rate change authorized. 
The dollar amounts represent the permanent rate change ordered at the time decisions were rendered. Fuel 
adjustment clause rate changes are not reflected in this study. 

 
The table below tracks the average equity return authorized for all electric and gas rate cases combined, 

by year, for the last 27 years. As the table indicates, since 1990 authorized ROEs have generally trended 
downward, reflecting the significant decline in interest rates and capital costs that has occurred over this time 
frame. The combined average equity returns authorized for electric and gas utilities in each of the years 1990 
through 2016, and the number of observations for each year are as follows: 
 

 
 

Please Note: Historical data provided in this report may not match data provided on RRA's website due to certain 
differences in presentation, including the treatment of cases that were withdrawn or dismissed. 
 
Dennis Sperduto 
 
©2017, Regulatory Research Associates, Inc., an offering of S&P Global Market Intelligence. All Rights Reserved. Confidential Subject Matter. WARNING!  This 

report contains copyrighted subject matter and confidential information owned solely by Regulatory Research Associates, Inc. ("RRA"). Reproduction, 

distribution or use of this report in violation of this license constitutes copyright infringement in violation of federal and state law. RRA hereby provides consent 

to use the "email this story" feature to redistribute articles within the subscriber's company. Although the information in this report has been obtained from 

sources that RRA believes to be reliable, RRA does not guarantee its accuracy. 

Average Average

Year ROE (%) Year ROE (%) Observations

1990 12.69 (75) 2004 10.67 (39)

1991 12.51 (80) 2005 10.50 (55)

1992 12.06 (77) 2006 10.39 (42)

1993 11.37 (77) 2007 10.30 (76)

1994 11.34 (59) 2008 10.42 (67)

1995 11.51 (49) 2009 10.36 (68)

1996 11.29 (42) 2010 10.28 (100)

1997 11.34 (24) 2011 10.21 (59)

1998 11.59 (20) 2012 10.08 (93)

1999 10.74 (29) 2013 9.92 (71)

2000 11.41 (24) 2014 9.86 (63)

2001 11.05 (25) 2015 9.76 (46)

2002 11.10 (43) 2016 9.67 (66)

2003 10.98 (47)

Composite Electric and Gas Average Annual Authorized ROEs: 1990 — 2016

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence

Observations
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RRA-REGULATORY FOCUS -4-

Year Period ROE % (# Cases) ROE % (# Cases)

1990 Full Year 12.70 (44) 12.67 (31)

1991 Full Year 12.55 (45) 12.46 (35)

1992 Full Year 12.09 (48) 12.01 (29)

1993 Full Year 11.41 (32) 11.35 (45)

1994 Full Year 11.34 (31) 11.35 (28)

1995 Full Year 11.55 (33) 11.43 (16)

1996 Full Year 11.39 (22) 11.19 (20)

1997 Full Year 11.40 (11) 11.29 (13)

1998 Full Year 11.66 (10) 11.51 (10)

1999 Full Year 10.77 (20) 10.66 (9)

2000 Full Year 11.43 (12) 11.39 (12)

2001 Full Year 11.09 (18) 10.95 (7)

2002 Full Year 11.16 (22) 11.03 (21)

2003 Full Year 10.97 (22) 10.99 (25)

2004 Full Year 10.75 (19) 10.59 (20)

2005 Full Year 10.54 (29) 10.46 (26)

2006 Full Year 10.32 (26) 10.40 (15)

2007 Full Year 10.30 (38) 10.22 (35)

2008 Full Year 10.41 (37) 10.39 (32)

2009 Full Year 10.52 (40) 10.22 (30)

2010 Full Year 10.37 (61) 10.15 (39)

2011 Full Year 10.29 (42) 9.92 (16)

2012 Full Year 10.17 (58) 9.94 (35)

1st Quarter 10.28 (14) 9.57 (3)

2nd Quarter 9.84 (7) 9.47 (6)

3rd Quarter 10.06 (7) 9.60 (1)

4th Quarter 9.91 (21) 9.83 (11)

2013 Full Year 10.03 (49) 9.68 (21)

1st Quarter 10.23 (8) 9.54 (6)

2nd Quarter 9.83 (5) 9.84 (8)

3rd Quarter 9.87 (12) 9.45 (6)

4th Quarter 9.78 (13) 10.28 (6)

2014 Full Year 9.91 (38) 9.78 (26)

1st Quarter 10.37 (9) 9.47 (3)

2nd Quarter 9.73 (7) 9.43 (3)

3rd Quarter 9.40 (2) 9.75 (1)

4th Quarter 9.62 (12) 9.68 (9)

2015 Full Year 9.85 (30) 9.60 (16)

1st Quarter 10.29 (9) 9.48 (6)

2nd Quarter 9.60 (7) 9.42 (6)

3rd Quarter 9.76 (8) 9.47 (4)

4th Quarter 9.57 (18) 9.60 (8)

2016 Full Year 9.77 (42) 9.50 (24)

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence

Average Equity Returns Authorized January 1990 - December 2016
Electric Utilities Gas Utilities

January 18, 2017
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Period ROR % (# Cases) ROE % (# Cases) Cap. Struc. (# Cases) $ Mil. (# Cases)

2002 Full Year 8.72 (20) 11.16 (22) 46.27 (19) -475.4 (24)

2003 Full Year 8.86 (20) 10.97 (22) 49.41 (19) 313.8 (12)

2004 Full Year 8.44 (18) 10.75 (19) 46.84 (17) 1,091.5 (30)

2005 Full Year 8.30 (26) 10.54 (29) 46.73 (27) 1,373.7 (36)

2006 Full Year 8.32 (26) 10.32 (26) 48.54 (25) 1,318.1 (39)

2007 Full Year 8.18 (37) 10.30 (38) 47.88 (36) 1,405.7 (43)

2008 Full Year 8.21 (39) 10.41 (37) 47.94 (36) 2,823.2 (44)

2009 Full Year 8.24 (40) 10.52 (40) 48.57 (39) 4,191.7 (58)

2010 Full Year 8.01 (62) 10.37 (61) 48.63 (57) 4,921.9 (78)

2011 Full Year 8.00 (43) 10.29 (42) 48.26 (42) 2,595.1 (56)

2012 Full Year 7.95 (51) 10.17 (58) 50.69 (52) 3,080.7 (69)

2013 Full Year 7.66 (45) 10.03 (49) 49.25 (43) 3,328.6 (61)

2014 Full Year 7.60 (32) 9.91 (38) 50.28 (35) 2,053.7 (51)

1st Quarter 7.74 (10) 10.37 (9) 51.91 (9) 203.6 (11)

2nd Quarter 7.04 (9) 9.73 (7) 47.83 (6) 819.5 (17)

3rd Quarter 7.85 (3) 9.40 (2) 51.08 (3) 379.6 (5)

4th Quarter 7.22 (13) 9.62 (12) 48.24 (12) 488.7 (19)

2015 Full Year 7.38 (35) 9.85 (30) 49.54 (30) 1,891.5 (52)

1st Quarter 7.03 (9) 10.29 (9) 46.06 (9) 311.2 (12)

2nd Quarter 7.42 (7) 9.60 (7) 49.91 (7) 117.7 (9)

3rd Quarter 7.23 (8) 9.76 (8) 49.11 (8) 499.1 (13)

4th Quarter 7.38 (17) 9.57 (18) 49.93 (17) 1,421.4 (23)

2016 Full Year 7.28 (41) 9.77 (42) 48.91 (41) 2,349.4 (57)

Period ROR % (# Cases) ROE % (# Cases) Cap. Struc. (# Cases) $ Mil. (# Cases)

2002 Full Year 8.80 (20) 11.03 (21) 48.29 (18) 303.6 (26)

2003 Full Year 8.75 (22) 10.99 (25) 49.93 (22) 260.1 (30)

2004 Full Year 8.34 (21)  10.59 (20) 45.90 (20) 303.5 (31)

2005 Full Year 8.25 (29) 10.46 (26) 48.66 (24) 458.4 (34)

2006 Full Year 8.44 (17)  10.40 (15) 47.24 (16) 392.5 (23)

2007 Full Year 8.11 (31)  10.22 (35) 48.47 (28) 645.3 (43)

2008 Full Year 8.49 (33) 10.39 (32) 50.35 (32) 700.0 (40)

2009 Full Year 8.15 (29) 10.22 (30) 48.49 (29) 438.6 (36)

2010 Full Year 7.99 (40) 10.15 (39) 48.70 (40) 776.5 (50)

2011 Full Year 8.09 (18) 9.92 (16) 52.49 (14) 367.0 (31)

2012 Full Year 7.98 (30) 9.94 (35) 51.13 (32) 264.0 (41)

2013 Full Year 7.39 (20) 9.68 (21) 50.60 (20) 494.9 (38)

2014 Full Year 7.65 (27) 9.78 (26) 51.11 (28) 529.2 (48)

1st Quarter 6.41 (2) 9.47 (3) 50.41 (2) 168.9 (9)

2nd Quarter 7.29 (3) 9.43 (3) 50.71 (3) 34.9 (8)

3rd Quarter 7.35 (1) 9.75 (1) 42.01 (1) 103.9 (8)

4th Quarter 7.54 (10) 9.68 (9) 50.40 (10) 186.5 (15)

2015 Full Year 7.34 (16) 9.60 (16) 49.93 (16) 494.1 (40)

1st Quarter 7.12 (6) 9.48 (6) 50.83 (6) 120.2 (11)

2nd Quarter 7.38 (6) 9.42 (6) 50.01 (6) 276.3 (16)

3rd Quarter 6.59 (5) 9.47 (4) 48.44 (4) 106.3 (8)

4th Quarter 6.71 (7) 9.60 (8) 48.74 (7) 733.1 (19)

2016 Full Year 6.95 (24) 9.50 (24) 49.56 (23) 1,235.9 (54)

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence
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Year ROE % (# Cases) ROE % (# Cases) ROE % (# Cases)

2006 10.32 (26) 10.26 (11) 10.37 (15)

2007 10.30 (38) 10.42 (14) 10.23 (24)

2008 10.41 (37) 10.43 (17) 10.39 (20)

2009 10.52 (40) 10.64 (16) 10.45 (24)

2010 10.37 (61) 10.39 (34) 10.35 (27)

2011 10.29 (42) 10.12 (16) 10.39 (26)

2012 10.17 (58) 10.06 (29) 10.28 (29)

2013 10.03 (49) 10.12 (32) 9.85 (17)

2014 9.91 (38) 9.73 (17) 10.05 (21)

2015 9.85 (30) 10.07 (14) 9.66 (16)

2016 9.77 (42) 9.80 (17) 9.74 (25)

Year ROE % (# Cases) ROE % (# Cases) ROE % (# Cases)

2006 10.32 (26) 10.34 (25) 9.80 (1)

2007 10.30 (38) 10.31 (37) 9.90 (1)

2008 10.41 (37) 10.37 (35) 11.11 (2)

2009 10.52 (40) 10.52 (38) 10.55 (2)

2010 10.37 (61) 10.29 (58) 11.87 (3)

2011 10.29 (42) 10.19 (40) 12.30 (2)

2012 10.17 (58) 10.01 (52) 11.57 (6)

2013 10.03 (49) 9.81 (42) 11.34 (7)

2014 9.91 (38) 9.75 (33) 10.96 (5)

2015 9.85 (30) 9.60 (24) 10.87 (6)

2016 9.77 (42) 9.60 (32) 10.31 (10)

Year ROE % (# Cases) ROE % (# Cases) ROE % (# Cases)

2006 10.32 (26) 10.63 (15) 9.91 (10)

2007 10.30 (38) 10.50 (26) 9.86 (11)

2008 10.41 (37) 10.48 (26) 10.04 (9)

2009 10.52 (40) 10.66 (28) 10.15 (10)

2010 10.37 (61) 10.42 (41) 9.98 (17)

2011 10.29 (42) 10.33 (28) 9.85 (12)

2012 10.17 (58) 10.10 (39) 9.73 (13)

2013 10.03 (49) 9.95 (31) 9.41 (11)

2014 9.91 (38) 9.94 (19) 9.50 (14)

2015 9.85 (30) 9.75 (17) 9.23 (7)

2016 9.77 (42) 9.77 (20) 9.31 (12)

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence

January 18, 2017

Electric Average Authorized ROEs: 2006 — 2016 

Settled versus Fully Litigated Cases
All Cases                         Settled Cases                     Fully Litigated Cases
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Year ROE % (# Cases) ROE % (# Cases) ROE % (# Cases)

2006 10.40 (15) 10.26 (7) 10.53 (8)

2007 10.22 (35) 10.24 (22) 10.20 (13)

2008 10.39 (32) 10.34 (20) 10.47 (12)

2009 10.22 (30) 10.43 (13) 10.05 (17)

2010 10.15 (39) 10.30 (12) 10.08 (27)

2011 9.92 (16) 10.08 (8) 9.76 (8)

2012 9.94 (35) 9.99 (14) 9.92 (21)

2013 9.68 (21) 9.80 (9) 9.59 (12)

2014 9.78 (26) 9.51 (11) 9.98 (15)

2015 9.60 (16) 9.60 (11) 9.58 (5)

2016 9.50 (24) 9.43 (14) 9.61 (10)

Year ROE % (# Cases) ROE % (# Cases) ROE % (# Cases)

2006 10.40 (15) 10.40 (15) — (0)

2007 10.22 (35) 10.22 (35) — (0)

2008 10.39 (32) 10.39 (32) — (0)

2009 10.22 (30) 10.22 (30) — (0)

2010 10.15 (39) 10.15 (39) — (0)

2011 9.92 (16) 9.91 (15) 10.00 (1)

2012 9.94 (35) 9.93 (34) 10.40 (1)

2013 9.68 (21) 9.68 (21) — (0)

2014 9.78 (26) 9.78 (26) — (0)

2015 9.60 (16) 9.60 (16) — (0)

2016 9.50 (24) 9.49 (23) 9.70 (1)

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence

Gas Average Authorized ROEs: 2006 — 2016

January 18, 2017

All Cases  General Rate Cases Limited Issue Riders

Settled versus Fully Litigated Cases
All Cases                         Settled Cases                          Fully Litigated Cases

General Rate Cases versus Limited Issue Riders
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Date Company State

ROR 

% ROE %

Common 

Equity as % 

of Capital 

Test 

Year Rate Base

Amt.

$ Mil. Footnotes

1/5/16 MDU Resources Group ND 7.95 10.50 50.27 12/16 — 15.1 (B,LIR,1)

1/6/16 Avista Corporation WA 7.29 9.50 48.50 9/14 — -8.1 (B)

1/28/16 Northern India-- Public Service Co. IN — — — — — 0.0 (LIR,2)

2/2/16 Kentucky Utilities Company VA — — — 12/14 — 5.5 (B)

2/23/16 Entergy Arkansas AR 4.52 9.75 28.46 3/15 — 219.7 (B,*)

2/29/16 Virginia Electric and Power Company VA 7.90 11.60 49.99 3/17 Average 21.0 (LIR,3)

2/29/16 Virginia Electric and Power Company VA 7.40 10.60 49.99 3/17 Average -9.3 (LIR,4)

2/29/16 Virginia Electric and Power Company VA 7.40 10.60 49.99 3/17 Average 6.6 (LIR,5)

2/29/16 Virginia Electric and Power Company VA 7.40 10.60 49.99 3/17 Average -16.8 (LIR,6)

3/16/16 Indianapolis Power & Light Company IN 6.51 9.85 37.33 6/14 Year-end 29.6 (*)

3/25/16 MDU Resources Group MT — — — 12/14 — 7.4 (B,Z)

3/29/16 Virginia Electric and Power Company VA 6.90 9.60 49.99 3/17 Average 40.4 (LIR,7)

2016 1ST QUARTER: AVERAGES/TOTAL 7.03 10.29 46.06 311.2

OBSERVATIONS 9 9 9 12

4/29/16 Fitchburg Gas and Electric Light Co. MA 8.46 9.80 52.17 12/14 Year-end 2.1 (D)

6/3/16 Baltimore Gas and Electric Company MD 7.28 9.75 51.90 11/15 Average 44.1 (D,R)

6/8/16 El Paso Electric Company NM 7.67 9.48 49.29 12/14 Year-end 1.1

6/15/16 New York State Electric & Gas Corp. NY 6.68 9.00 48.00 4/17 Average 29.6 (B,D,Z,8)

6/15/16 Rochester Gas and Electric Corp. NY 7.55 9.00 48.00 4/17 Average 3.0 (B,D,Z,8)

6/23/16 San Diego Gas & Electric Co. CA — — — 12/16 Average 3.0 (B,Z,9)

6/30/16 Appalachian Power Company WV — — — — — 55.1 (B,LIR,10)

6/30/16 Virginia Electric and Power Company VA 7.40 10.60 49.99 8/17 Average -25.7 (LIR,11)

6/30/16 Virginia Electric and Power Company VA 6.90 9.60 49.99 8/17 Average 5.4 (LIR,12)

2016 2ND QUARTER: AVERAGES/TOTAL 7.42 9.60 49.91 117.7

OBSERVATIONS 7 7 7 9

7/18/16 Northern Indiana Public Service Co. IN 6.74 9.98 47.42 3/15 Year-end 72.5 (B,*)

8/9/16 Kingsport Power Company TN 6.18 9.85 40.25 12/17 Average 8.6 (B)

8/10/16 Southwestern Public Service Co. NM — — — — — 23.5 (B)

8/10/16 Empire District Electric Company MO — — — 6/15 — 20.4 (B)

8/18/16 El Paso Electric Company TX — — — 3/15 — 40.7 (I,B)

8/18/16 UNS Electric, Inc. AZ 7.22 9.50 52.83 12/14 Year-end 15.1

8/22/16 Virginia Electric and Power Company VA — — — 8/17 — 21.3 (LIR, B,13)

8/24/16 Atlantic City Electric Company NJ 7.64 9.75 49.48 12/15 Year-end 45.0 (D,B)

January  18, 2017

Electric Utility Decisions 
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Date Company State

ROR 

% ROE %

Common 

Equity as % 

of Capital

Test 

Year Rate Base

Amt.

$ Mil. Footnotes

9/1/16 PacifiCorp WA 7.30 9.50 49.10 6/15 Year-end 13.7 (Z)

9/8/16 Upper Peninsula Power Company MI 7.47 10.00 53.49 12/16 Average 4.6 (I,*)

9/28/16 Public Service Co. of New Mexico NM 7.71 9.58 49.61 9/16 Average 61.2

9/28/16 KCP&L Greater Missouri Operations MO — — — — — 3.0 (B)

9/30/16 Massachusetts Electric Company MA 7.58 9.90 50.70 6/15 Year-end 169.7 (D)

2016 3RD QUARTER: AVERAGES/TOTAL 7.23 9.76 49.11 499.3

OBSERVATIONS 8 8 8 13

10/6/16 Appalachian Power Company VA — 9.40 — — — — (LIR)

10/19/16 South Carolina Electric & Gas Co. SC 8.24 — 51.35 6/16 Year-end 64.4 (LIR, 14)

10/26/16 Northern States Power Company - WI WI — — — 12/17 — 24.5 (15)

11/9/16 Madison Gas and Electric Company WI 7.89 9.80 57.16 12/17 Average -3.3

11/10/16 Public Service Company of Oklahoma OK 6.94 9.50 44.00 1/15 Year-end 14.5

11/15/16 Potomac Electric Power Company MD 7.49 9.55 49.55 12/15 Average 52.5 (D)

11/18/16 Wisconsin Power and Light Company WI 7.91 10.00 52.20 12/18 Average 9.4 (B,Z)

11/29/16 Florida Power & Light Company FL — 10.55 — 12/18 — 811.0 (B,Z)

12/1/16 Liberty Utilities (CalPeco Electric) LLC CA 7.51 10.00 52.50 12/16 Average 8.3 (B)

12/6/16 Commonwealth Edison Company IL 6.71 8.64 45.62 12/15 Year-end 130.9 (D)

12/6/16 Ameren Illinois Company IL 7.28 8.64 50.00 12/15 Year-end -8.8 (D)

12/6/16 Entergy Arkansas, Inc. AR — — — 12/17 — 54.4 (B)

12/7/16 Duke Energy Progress, LLC SC 7.21 10.10 53.00 12/15 Year-end 56.2 (B,Z)

12/9/16 Monongahela Power Company WV — — — 6/16 — 25.0 (B,LIR,16)

12/12/16 Jersey Central Power & Light Co. NJ 7.47 9.60 45.00 6/16 Year-end 80.0 (B,D)

12/14/16 United Illuminating Company CT 7.08 9.10 50.00 12/15 Average 57.4 (D,Z)

12/15/16 Avista Corporation WA — — — — — 0.0 (17)

12/19/16 Black Hills Colorado Electric Utility Co. CO 7.43 9.37 52.39 12/15 Average 0.6

12/19/16 Emera Maine ME 7.45 9.00 49.00 12/14 Average 3.0 (D,Hy)

12/20/16 Georgia Power Company GA — — — 12/17 — — (LIR,W,18)

12/22/16 Sierra Pacific Power Company NV 6.65 9.60 48.03 12/15 — -2.9 (B)

12/22/16 Virginia Electric and Power Company NC 7.37 9.90 51.75 12/15 Year-end 34.7 (B,I)

12/23/16 Hawaiian Electric Company, Inc. HI — — — — — 0.0 (19)

12/28/16 Avista Corporation ID 7.58 9.50 50.00 12/15 Average 6.3 (B)

12/30/16 Appalachian Power Company VA 7.30 10.00 47.22 12/17 Average 3.3 (B,LIR,20)

2016 4TH QUARTER: AVERAGES/TOTAL 7.38 9.57 49.93 1,421.4

OBSERVATIONS 17 18 17 23

2016 FULL YEAR: AVERAGES/TOTAL 7.28 9.77 48.91 2,349.6

OBSERVATIONS 41 42 41 57

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence

January 18, 2017
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Date Company State

ROR 

% ROE %

Common 

Equity as % 

of Capital

Test 

Year Rate Base

Amt. 

$ Mil. Footnotes

1/6/16 Oklahoma Natural Gas Company OK 7.31 9.50 60.50 3/15 Year-end 30.0 (B)

1/6/16 Avista Corporation WA 7.29 9.50 48.50 09/14 — 10.8 (B)

1/28/16 SourceGas Arkansas AR 5.33 9.40 39.46 3/15 Year-end 8.0 (B,*)

2/10/16 Liberty Utilities (New England Nat. Gas) MA 7.99 9.60 50.00 12/14 Year-end 7.8 (B)

2/16/16 Public Service Company of Colorado CO 7.33 9.50 56.51 12/14 Average 39.2 (I,Z,R)

2/25/16 Black Hills Kansas Gas Utility Company KS — — — 10/15 Year-end 0.8 (LIR,21)

2/29/16 Avista Corporation OR 7.46 9.40 50.00 12/16 Average 4.5

3/17/16 Atmos Energy Corporation KS — — — 3/15 — 2.2 (B)

3/30/16 Indiana Gas Company, Inc. IN — — — 6/15 Year-end 7.0 (LIR,22)

3/30/16 Northern Indiana Public Service Co. IN — — — 6/15 Year-end 7.6 (LIR,23)

3/30/16 Southern Indiana Gas and Electric Co. IN — — — 6/15 Year-end 2.3 (LIR,22)

2016 1ST QUARTER: AVERAGES/TOTAL 7.12 9.48 50.83 120.2

OBSERVATIONS 6 6 6 11

4/21/16 Consumers Energy Company MI — — — 12/16 — 40.0 (I,B)

4/29/16 Fitchburg Gas and Electric Light Company MA 8.46 9.80 52.17 12/14 Year-end 1.6

5/5/16 CenterPoint Energy Resources Corp. MN 7.07 9.49 50.00 9/16 Average 27.5 (I)

5/11/16 Liberty Utilities (Midstates Nat. Gas) MO — — — 1/16 — 0.2 (LIR,24)

5/19/16 Delta Natural Gas Company KY — — — 12/15 Year-end 1.4 (LIR)

5/19/16 Laclede Gas Company MO — — — 2/16 Year-end 5.4 (LIR,25)

5/19/16 Missouri Gas Energy MO — — — 2/16 Year-end 3.6 (LIR,25)

6/1/16 Maine Natural Gas ME 7.28 9.55 50.00 9/14 Average 2.5 (B,Z)

6/3/16 Baltimore Gas and Electric Company MD 7.23 9.65 51.90 11/15 Average 47.9 (R)

6/15/16 New York State Electric & Gas Corporation NY 6.68 9.00 48.00 4/17 Average 13.1 (B,Z,7)

6/15/16 Rochester Gas and Electric Corp. NY 7.55 9.00 48.00 4/17 Average 8.8 (B,Z,7)

6/22/16 Northern Indiana Public Service Co. IN — — — 12/15 Year-end 6.7 (LIR,E,26)

6/23/16 San Diego Gas & Electric Co. CA — — — 12/16 Average -1.6 (B,Z,27)

6/23/16 Southern California Gas Company CA — — — 12/16 Average 106.9 (B,Z,9)

6/29/16 Indiana Gas Company, Inc. IN — — — 12/15 Year-end 10.2 (LIR,28)

6/29/16 Southern Indiana Gas and Electric Co. IN — — — 12/15 Year-end 2.1 (LIR,28)

2016 2ND QUARTER: AVERAGES/TOTAL 7.38 9.42 50.01 276.3

OBSERVATIONS 6 6 6 16

January 18, 2017
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Date Company State

ROR 

% ROE %

Common 

Equity as % 

of Capital

Test 

Year Rate Base

Amt. 

$ Mil. Footnotes

7/7/16 Cascade Natural Gas Corporation WA 7.35 — — — — 4.0 (B)

7/19/16 CenterPoint Energy Resources Corp. OK — — — 12/15 — 0.0 (B,29)

8/4/16 Atmos Energy Corporation KY — — — 5/17 — 0.5 (B)

8/22/16 Questar Gas Company UT — — — — — — (30)

9/1/16 UGI Utilities, Inc. PA — — — 9/17 — 27.0 (B)

9/2/16 CenterPoint Energy Resources Corp. AR 4.53 9.50 30.85 9/15 Year-end 14.2 (B,*)

9/23/16 New Jersey Natural Gas Company NJ 6.90 9.75 52.50 6/16 Year-end 45.0 (B)

9/27/16 Texas Gas Service Company TX 7.28 9.50 60.10 9/15 Year-end 8.8

9/29/16 Minnesota Energy Resources Corp. MN 6.88 9.11 50.32 12/16 Average 6.8 (I,E)

2016 3RD QUARTER: AVERAGES/TOTAL 6.59 9.47 48.44 106.3

OBSERVATIONS 5 4 4 8

10/26/16 Northern States Power Company - WI WI — — — 12/17 — 4.8 (15)

10/27/16 Columbia Gas of Maryland, Inc. MD — — — 4/16 — 3.7 (B)

10/27/16 Columbia Gas of Pennsylvania, Inc. PA — — — 12/17 — 35.0 (B)

10/28/16 Public Service Co. of North Carolina NC 7.53 9.70 52.00 12/15 Year-end 19.1 (B)

11/9/16 Madison Gas and Electric Company WI — 9.80 — 12/17 — 3.1

11/14/16 Atmos Energy Corporation KY — — — 9/17 Year-end 5.0 (LIR,31)

11/15/16 Texas Gas Service Company TX — — — 12/15 — 6.8 (B)

11/18/16 Wisconsin Power and Light Company WI 7.84 10.00 52.20 12/18 Average 9.4 (B,Z)

11/23/16 Baltimore Gas and Electric Company MD — — — 12/18 Average 6.1 (B,Z,LIR,32)

11/29/16 Kansas Gas Service Company KS — — — — — 15.5 (B)

12/1/16 Pacific Gas and Electric Company CA — — — 12/15 Average 100.0 (Tr,I, 33)

12/9/16 DTE Gas Company MI 5.76 10.10 38.65 10/17 Average 122.3 (I,*)

12/14/16 Columbia Gas of Maryland, Inc. MD 7.53 9.70 54.29 12/17 Average 1.2 (LIR,32)

12/15/16 KeySpan Gas East Corporation NY 6.42 9.00 48.00 12/17 Average 112.0 (B,34)

12/15/16 Brooklyn Union Gas Company NY 6.15 9.00 48.00 12/17 Average 272.1 (B,35)

12/15/16 Avista Corporation WA — — — — — 0.0 (17)

12/20/16 Columbia Gas of Virginia, Inc. VA — — — 12/17 Average 1.3 (LIR,36)

12/22/16 Columbia Gas of Kentucky, Inc. KY — — — — — 18.1 (B)

12/22/16 Sierra Pacific Power Company NV 5.75 9.50 48.03 12/15 — -2.4 (B)

2016 4TH QUARTER: AVERAGES/TOTAL 6.71 9.60 48.74 733.1

OBSERVATIONS 7 8 7 19

2016 FULL YEAR: AVERAGES/TOTAL 6.95 9.50 49.56 1,235.9

OBSERVATIONS 24 24 23 54

Source: Regulatory Research Associates, an offering of S&P Global Market Intelligence

Gas Utility Decisions (continued) 
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FOOTNOTES

A- Average

B- Order followed stipulation or settlement by the parties. Decision particulars not necessarily precedent-setting or 

specifically adopted by the regulatory body.

CWIP- Construction work in progress

D- Applies to electric delivery only

DCt Date certain rate base valuation

E- Estimated

F- Return on fair value rate base

Hy- Hypothetical capital structure utilized

I- Interim rates implemented prior to the issuance of final order, normally under bond and subject to refund.

LIR Limited-issue rider proceeding

M- "Make-whole" rate change based on return on equity or overall return authorized in previous case.

R- Revised

Te- Temporary rates implemented prior to the issuance of final order.

Tr- Applies to transmission service 

U- Double leverage capital structure utilized.

W- Case withdrawn

YE- Year-end

Z- Rate change implemented in multiple steps.

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

(1) Rate increase approved in renewable resource cost recovery rider.

(2) Case represents the company's transmission, distribution, and storage system improvement charge, or TDSIC rate 

adjutment mechanism. The case was dismissed by the Commission, with no rate change authorized.

(3) Proceeding determines the revenue requirement for Rider B, which is the mechanism through which the company 

recovers costs associated with its plan to convert the Altavista, Hopewell, and Southampton Power Stations to burn 

biomass fuels.

(4) Represents rate decrease associated with the company's Rider R proceeding, which is the mechanism through which   

the company recovers the investment in the Bear Garden generating facility.

(5) This proceeding determines the revenue requirement for Rider S, which recognizes in rates the company's investment    

in the Virginia City Hybrid Energy Center.

(6) Decrease authorized through a surcharge, Rider W, which reflects in rates investment in the Warren County Power 

Station.

(7) Proceeding involves a new gas-fired generation facility, the Greensville County project, and creation of a new rider

mechanism, Rider GV, to reflect the related revenue requirement in rates.

(8)

(9)

1/1/17 and 1/1/18.

(10) Represents the company's joint expanded net energy cost, or ENEC, proceeding.

(11) Represents rate decrease associated with the company's Rider BW proceeding, which is the mechanism through which  

the company recovers the investment in its Brunswick County Power Station.

(12) Represents the rate increase associated with the company's Rider US-2, which is the mechanism through which the  

company recovers the revenue requirement associated with three new solar generation facilities.

(13) Case involves the company's request to establish Rider U for recovery of investment and costs associated with a project

to underground certain distribution lines.

(14) The present case involves South Carolina Electric & Gas' request for a cash return on incremental V.C. Summer Units 2  

and 3 construction work in progress (CWIP) and incorporates the 10.5% return on equity that was authorized in  

September 2015 for use in the Summer CWIP-related proceedings beginning in 2016.

(15) The rate case is for the limited purpose of recovering anticipated increases in: generation and transmission fixed 

charges and fuel and purchased power expenses related to the interchange agreement with affiliate NSP-Minnesota;

and, rate base investment.

Settlement adopted with modifications. Rate increase effective retroactive to 1/1/16; additional increases to be effective 

Rate increase effective 5/1/16; additional increases to be effective 5/1/17 and 5/1/18.

January 18, 2017
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FOOTNOTES (continued)

(16) Case is a consolidated expanded net energy cost proceeding for Monongahela Power and affiliate Potomac Edison.

(17) Rate increase rejected by commission.

(18) As a result of the commission's adoption of a settlement in another proceeding, the company withrew its rate increase

request in this proceeding, and no rate change was implemented.

(19) No change in base rates was sought by the company, and on 12/23/16, the commission issued an order closing this 

docket.

(20) Case involves the company's G-RAC rider mechanism that addresses its investment in the Dresden Generating Plant, 

and establishes the revenue requirement for the rider to become effective 1/1/17.

(21) Case involves the company's gas system reliabillity surcharge, or GSRS, rider and reflects investments made from  

July 1, 2014 through Oct. 31, 2015.

(22) Case involves company's "compliance and system improvement adjustment" mechanism, and includes compliance- 

related investments made between Jan. 1 and June 30, 2015, and certain other investments made between July 1, 2014 

and June 30, 2015.

(23) Case establishes the rates to be charged to customers under the company's transmission, distribution and storage   

system improvement charge rate adjustment mechanism, and reflects investments made between July 1, 2014 and

June 30, 2015.

(24) Case involves the company's infrastructure system replacement surcharge rider and reflects incremental 

investments made from 6/1/15 through 1/31/16. 

(25) Case involves the company's infrastructure system replacement surcharge rider and reflects incremental 

investments made from 9/1/15 through 2/29/16. 

(26) Case establishes the rates to be charged to customers under the company's transmission, distribution and storage  

system improvement charge rate adjustment mechanism, and reflects investments made between 7/1/15 and 12/31/15.

(27)

1/1/17 and 1/1/18.

(28) Case involves company's "compliance and system improvement adjustment" mechanism, and includes compliance-

related investments made between 7/1/15 and 12/31/15. 

(29) Case involves the company's performance based ratemaking plan.

(30) On 8/22/16, the PSC approved the company's petition to withdraw the rate increase request, effectively closing the case.

The request to withdraw the filing comported with provisions of a settlement filed in the Questar/Dominion Resources

merger proceeding.

(31) Case is an annual update to the company's pipe replacement program rider.

(32) Case involves the company's strategic infrastrucure development and enhancement, or STRIDE, rider. 

(33) Case involves the company's gas transmission and storage operations. The decision also authorized attrition rate   

increases of $246 million for 2016, $64 million for 2017 and $105 million for 2018.

(34) Adopted joint proposal provides for the company to implement a $112 million rate increase effective 1/1/17, a

$19.6 million rate increase effective 1/1/18, and a $27 million rate increase effective 1/1/19.

(35) Adopted joint proposal provides for the company to implement a $272.1 million rate increase effective 1/1/17, a

$41 million rate increase effective 1/1/18, and a $48.9 million rate increase effective 1/1/19.

(36) Case involves the company's investments under the Steps to Advance Virginia's Energy Plan.

Dennis Sperduto

Settlement adopted with modifications. Rate decrease effective retroactive to 1/1/16; rate increases to be effective 

blorton@oucc.in.gov;printed 4/11/2017
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US Regulated Utilities

Lower Authorized Equity Returns Will
Not Hurt Near-Term Credit Profiles
The credit profiles of US regulated utilities will remain intact over the next few years despite
our expectation that regulators will continue to trim the sector’s profitability by lowering
its authorized returns on equity (ROE). Persistently low interest rates and a comprehensive
suite of cost recovery mechanisms ensure a low business risk profile for utilities, prompting
regulators to scrutinise their profitability, which is defined as the ratio of net income to
book equity. We view cash flow measures as a more important rating driver than authorized
ROEs, and we note that regulators can lower authorized ROEs without hurting cash flow,
for instance by targeting depreciation, or through special rate structures. Regulators can
also adjust a utility's equity capitalization in its rate base. All else being equal, we think most
utilities would prefer a thicker equity base and a lower authorized ROE over a small equity
layer and a high authorized ROE.

» More timely cost recovery helps offset falling ROEs. Regulators continue to permit
a robust suite of mechanisms that enable utilities to recoup prudently incurred operating
costs, including capital investments such as environment related or infrastructure
hardening expenditures. Strong cost recovery is credit positive because it ensures a stable
financial profile. Despite lower authorized ROEs, we see the sector maintaining a ratio of
Funds From Operations (FFO) to debt near 20%, a level that continues to support strong
investment-grade ratings.

» Utilities’ cash flow is somewhat insulated from lower ROEs. Net income represents
about 30% - 40% of utilities’ cash flow, so lower authorized returns won’t necessarily
affect cash flow or key financial credit ratios, especially when the denominator (equity)
is rising. Regulators set the equity layer when capitalizing rate base, and the equity layer
multiplied by the authorized ROE drives the annual revenue requirements. Across the
sector, the ratio of equity to total assets has remained flat in the 30% range since 2007.

» Utilities’ actual financial performance remains stable. Earned ROEs, which typically
lag authorized ROEs, have not fallen as much as authorized returns in recent years.
Since 2007, vertically integrated utilities, transmission and distribution only utilities, and
natural gas local distribution companies have maintained steady earned ROE’s in the 9%
- 10% range. Holding companies with primarily regulated businesses also earned ROEs
of around 9% - 10%, while returns for holding companies with diversified operations,
namely unregulated generation, have fallen from 11% (over the past seven year average)
to around 9% today.
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Robust Suite of Cost Recovery Mechanisms Is Credit Positive

Over the past few years, the US regulatory environment has been very supportive of utilities. We think this is partly because regulators
acknowledge that utility infrastructure needs a material amount of ongoing investment for maintenance, refurbishment and
renovation. Utilities have also been able to garner support from both politicians and regulators for prudent investment in these critical
assets because it helps create jobs, spurring economic growth. We also think regulators prefer to regulate financially healthy utilities.

Across the US, we continue to see regulators approving mechanisms that allow for more timely recovery of costs, a material credit
positive. These mechanisms, which keep utilities' business risk profile low compared to most industrial corporate sectors, include:
formulaic rate structures; special purpose trackers or riders; decoupling programs (which delink volumes from revenue); the use of
future test years or other pre-approval arrangements. We also see a sustained increase in the frequency of rate case filings.

A supportive regulatory environment translates into a more transparent and stable financial profile, which in turn results in reasonably
unfettered access to capital markets - for both debt and equity. Today, we think utilities enjoy an attractive set of market conditions
that will remain in place over the next few years. By themselves, neither a slow (but steady) decline in authorized profitability, nor a
material revision in equity market valuation multiples, will derail the stable credit profile of US regulated utilities.

Cost recovery will help offset falling ROEs
Robust cost recovery mechanisms will help ensure that US regulated utilities’ credit quality remains intact over the next few years. As
a result, falling authorized ROEs are not a material credit driver at this time, but rather reflect regulators' struggle to justify the cost of
capital gap between the industry’s authorized ROEs and persistently low interest rates. We also see utilities struggling to defend this
gap, while at the same time recovering the vast majority of their costs and investments through a variety of rate mechanisms.

In the table below, we show the US Treasury 10-year yield, which has steadily fallen from the 5% range in the summer of 2007 to the
2% range today. US utilities benefit from these lower interest rates because they borrow approximately $50 billion a year. For some
utilities, a lower cost of debt translates directly into a higher return on equity, as long as their rate structure includes an embedded
weighted average cost of capital (and the utilities can stay out of a general rate case proceeding).

Exhibit 1

Regulators hold up their end of the bargain by limiting reduction in return on equity (ROE) and overall rate of return (ROR) when compared
with the decline in US Treasury 10-year yields

SOURCE: SNL Financial, LP, Moody's
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As utilities increasingly secure more up-front assurance for cost recovery in their rate proceedings, we think regulators will increasingly
view the sector as less risky. The combination of low capital costs, high equity market valuation multiples (which are better than or
on par with the broader market despite the regulated utilities' low risk profile), and a transparent assurance of cost recovery tend to
support the case for lower authorized returns, although because utilities will argue they should rise, or at least stay unchanged.

One of the arguments for keeping authorized ROEs steady is that lowering them would make utilities less attractive to providers of
capital. Utility holding companies assert that they would rather invest in higher risk-adjusted opportunities than in a regulated utility
with sub-par return prospects. We see a risk that this argument could lead to a more contentious regulatory environment, a material
credit negative. We do not think this scenario will develop over the next few years.

Our default and recovery data provides strong evidence that regulated utilities are indeed less risky (from the perspective of a
probability of default and expected loss given default, as defined by Moody's) than their non-financial corporate peers. On a global
basis, we nonetheless see a material amount of capital looking for regulated utility investment opportunities, and the same is true in
the US despite, despite a lower authorized return. This is partly because investors can use holding company leverage to increase their
actual equity returns, by borrowing capital at today's low interest rates and investing in the equity of a regulated utility.

Despite the reduction in authorized ROEs, US utilities are thankful to their regulators for the robust suite of timely cost recovery
mechanisms which allow them to recoup prudently incurred operating costs such as fuel, as well as some investment expenses. These
recovery mechanisms drive a stable and transparent dividend policy, which translates into historically very high equity multiples.
Moreover, cost recovery helps keep the sector’s overall financial profile stable, thereby supporting strong investment-grade ratings.

Exhibit 2

With better recovery mechanisms, the ratio of debt-to-EBITDA can rise, modestly, without negatively impacting credit profiles

SOURCE: Company filings; Moody's
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Exhibit 3

The ratio of Funds From Operations to debt is rising, a material credit positive,
but the rise is partly funded by bonus depreciation and deferred taxes, which will eventually reverse

SOURCE: Company filings; Moody's

Utilities’ cash flow is somewhat insulated from declining ROEs
Across all our utility group sub-sectors (see Appendix), net income - the numerator in the calculation of ROE – accounts for between
30% - 40% of cash flow. While net income is important, cash flow exerts a much greater influence over creditworthiness. This is
primarily because cash flow takes into account depreciation and amortization expenses, along with other deferred tax adjustments.
We note that deferred taxes have risen over the past few years, in part due to bonus depreciation elections, which will eventually
reverse. From a credit perspective, there is a difference between the nominal amount of net income, which goes into cash flow, and the
relationship of net income to book equity (a measure of profitability).

In the chart below, we highlight the ratio of net income to cash flow from operations (CFO) for our selected peer groups. Across all of
the sectors, the longer term historical average of net income to CFO has fallen compared with the late 2000s, but has been rising over
the more recent past. This is partly a function of deferred taxes, which have become a larger component of CFO over the past decade.

Exhibit 4

Net income as a % of cash flow from operations has been steadily rising (since 2011)

SOURCE: Company filings, Moody's
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We can also envisage scenarios where regulators seek to achieve a reduction in authorized ROEs without harming credit profiles by
focusing on utilities’ equity layer. In the chart below, we illustrate median equity as a percentage of total assets for our selected peer
groups. In our illustration, utilities will benefit from acquisition related goodwill on one hand, and impairments on the other.

Exhibit 5

Equity as a % of total assets, not capitalization, includes both goodwill and impairments

SOURCE: Company filings; Moody's

Utilities’ actual financial performance remains stable
Earned ROE’s, as reported by utilities and adjusted by Moody’s, have been relatively flat over the past few years, despite the decline
in authorized ROEs. This means utilities are closer to earning their authorized equity returns, which is positive from an equity market
valuation perspective.

The authorized ROE is a popular focal point in many regulatory rate case proceedings. In addition, many regulatory jurisdictions look to
established precedents that rely on various methodologies to determine an appropriate ROE, such as the capital asset pricing model or
discounted cash flow analysis. In some jurisdictions where formulaic based rate structures point to lower ROEs for a longer projected
period of time, regulators are incorporating a view that today's interest rate environment is “artificially” being held low.

Regardless, we think interest rates will go up, eventually. When they do, we also think authorized ROEs will trend up as well. However,
just as authorized ROEs declined in a lagging fashion when compared to falling interest rates, we expect authorized ROEs to rise in a
lagging fashion when interest rates rise.

Depending on alternative sources of risk-adjusted capital investment opportunities, this could spell trouble for utilities. For now,
utilities can enjoy their (historically) high equity valuations, in terms of dividend yield and price-earnings ratios.
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Exhibit 6

GAAP adjusted earned ROE’s are relatively flat across all sub-sectors except Holding Companies with Diversified Operations, while the
lower-risk LDC sector is outperforming

NOTE: GAAP adjusted ROE, not regulated ROE, does not adjust for goodwill or impairments.

Source: Company filings; Moody's
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Appendix

Exhibit 7

Utilities with the highest earned ROEs (ranked by 7-year average)

Company Name Sector Rating

1-year
average

(2013) ROE

3-year
average (2013

- 2011) ROE

5-year
average
(2013 -

2009) ROE

7-year average
(2013 -

2007) ROE
CenterPoint Energy Houston Electric, LLC T&D A3 33% 32% 25% 23%
Questar Corporation Holdco - Primarily Regulated A2 14% 18% 20% 20%
AEP Texas Central Company T&D Baa1 14% 28% 22% 20%
Exelon Corporation Holdco - Diversified Baa2 7% 10% 14% 17%
CenterPoint Energy, Inc. Holdco - Primarily Regulated Baa1 7% 16% 15% 17%
Ohio Edison Company T&D Baa1 23% 18% 17% 16%
Public Service Enterprise Group Holdco - Diversified Baa2 11% 12% 14% 15%
Dayton Power & Light Company T&D Baa3 7% 9% 13% 15%
Dominion Resources Inc. Holdco - Diversified Baa2 13% 9% 12% 15%
Southern California Gas Company LDC A1 14% 13% 14% 15%
PECO Energy Company T&D A2 12% 12% 12% 14%
PPL Corporation Holdco - Diversified Baa3 9% 12% 11% 14%
UGI Utilities, Inc. LDC A2 15% 13% 13% 13%
Entergy Corporation Holdco - Diversified Baa3 7% 11% 12% 13%
Cleco Corporation Holdco - Primarily Regulated Baa1 10% 12% 13% 13%
Alabama Gas Corporation LDC A2 4% 11% 12% 13%
Entergy New Orleans, Inc. Vertically Integrated Utility Ba2 5% 10% 11% 12%
Entergy Gulf States Louisiana, LLC Vertically Integrated Utility Baa1 11% 13% 12% 12%
Piedmont Natural Gas Company, Inc. LDC A2 11% 11% 12% 12%
Ohio Power Company T&D Baa1 25% 14% 13% 12%
Southern Company (The) Holdco - Primarily Regulated Baa1 9% 11% 11% 12%
Georgia Power Company Vertically Integrated Utility A3 12% 12% 12% 12%
Alabama Power Company Vertically Integrated Utility A1 12% 12% 12% 12%
Southern California Edison Company Vertically Integrated Utility A2 8% 12% 12% 12%
NextEra Energy, Inc. Holdco - Diversified Baa1 10% 11% 11% 12%
Wisconsin Energy Corporation Holdco - Primarily Regulated A2 13% 13% 12% 12%
West Penn Power Company T&D Baa1 17% 13% 12% 12%
San Diego Gas & Electric Company Vertically Integrated Utility A1 9% 10% 11% 12%
Interstate Power and Light Company Vertically Integrated Utility A3 10% 9% 9% 12%

NOTE: GAAP adjusted ROE, not regulated ROE, does not adjust for goodwill or impairments.

SOURCE: Moody's; company filings
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Exhibit 8

Highest (over 30%) and lowest (less than 20%) equity level as a % of total assets (ranked by 7-year average) [NOTE: Book equity is not
adjusted for goodwill or impairments]

Company Name Sector Rating

1-year
average
(2013)

3-year average
(2013 - 2011)

5-year
average

(2013 - 2009)

7-year
average

(2013 - 2007)
Duke Energy Ohio, Inc. T&D Baa1 48% 47% 48% 50%
Yankee Gas Services Company LDC Baa1 41% 42% 43% 43%
Texas-New Mexico Power Company T&D Baa1 43% 43% 43% 43%
Oncor Electric Delivery Company LLC T&D Baa1 40% 41% 41% 43%
Dayton Power & Light Company T&D Baa3 37% 38% 39% 40%
Pennsylvania Power Company T&D Baa1 25% 30% 34% 40%
Black Hills Power, Inc. Vertically Integrated Utility A3 38% 38% 37% 38%
ALLETE, Inc. Vertically Integrated Utility A3 38% 37% 37% 38%
Central Maine Power Company T&D A3 39% 38% 38% 38%
MGE Energy, Inc. Holdco - Primarily Regulated NR 39% 37% 38% 38%
Duke Energy Corporation Holdco - Primarily Regulated A3 36% 36% 37% 38%
Jersey Central Power & Light Company T&D Baa2 32% 33% 36% 38%
Oklahoma Gas & Electric Company Vertically Integrated Utility A1 36% 37% 37% 37%
Public Service Company of Colorado Vertically Integrated Utility A3 37% 37% 37% 37%
Virginia Electric and Power Company Vertically Integrated Utility A2 37% 37% 37% 35%
Wisconsin Public Service Corporation Vertically Integrated Utility A1 34% 34% 34% 35%
PacifiCorp Vertically Integrated Utility A3 36% 35% 35% 35%
UGI Utilities, Inc. LDC A2 35% 34% 34% 34%
Cleco Corporation Holdco - Primarily Regulated Baa1 37% 36% 34% 34%
Empire District Electric Company (The) Vertically Integrated Utility Baa1 35% 34% 34% 34%
Great Plains Energy Incorporated Holdco - Primarily Regulated Baa2 35% 35% 34% 34%
Nevada Power Company Vertically Integrated Utility Baa1 32% 33% 33% 33%
Tampa Electric Company Vertically Integrated Utility A2 34% 33% 33% 33%
Wisconsin Power and Light Company Vertically Integrated Utility A1 34% 33% 32% 33%
Questar Corporation Holdco - Primarily Regulated A2 29% 28% 31% 33%
Duke Energy Kentucky, Inc. Vertically Integrated Utility Baa1 31% 30% 33% 33%
Florida Power & Light Company Vertically Integrated Utility A1 36% 35% 34% 33%
Alabama Gas Corporation LDC A2 59% 40% 35% 33%
El Paso Electric Company Vertically Integrated Utility Baa1 34% 32% 32% 33%
IDACORP, Inc. Holdco - Primarily Regulated Baa1 34% 33% 33% 33%
PPL Electric Utilities Corporation Vertically Integrated Utility Baa1 34% 34% 34% 33%
Commonwealth Edison Company T&D Baa1 31% 32% 32% 33%
Georgia Power Company Vertically Integrated Utility A3 33% 33% 33% 33%
CMS Energy Corporation Holdco - Primarily Regulated Baa2 20% 19% 18% 18%
Hawaiian Electric Industries, Inc. Holdco - Diversified  17% 16% 16% 16%
CenterPoint Energy, Inc. Holdco - Primarily Regulated Baa1 20% 19% 17% 15%
CenterPoint Energy Houston Electric, LLCT&D A3 9% 15% 15% 15%
AEP Texas Central Company T&D Baa1 13% 15% 14% 13%

SOURCE: Moody's; company filings
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Exhibit 9

Highest (over 30%) and lowest (less than 15%) ratio of FFO to debt (ranked by 7-year average)

Company Name Sector Rating

1-year
average
(2013)

3-year
average

(2013
- 2011)

5-year
average
(2013 -
2009)

7-year
average
(2013 -
2007)

Dayton Power & Light Company T&D Baa3 32% 34% 42% 42%
Questar Corporation Holdco - Primarily Regulated A2 29% 30% 31% 42%
Pennsylvania Power Company T&D Baa1 30% 34% 32% 37%
Exelon Corporation Holdco - Diversified Baa2 28% 34% 37% 37%
Alabama Gas Corporation LDC A2 23% 27% 32% 36%
Florida Power & Light Company Vertically Integrated Utility A1 34% 35% 35% 35%
Southern California Gas Company LDC A1 42% 37% 35% 34%
Southern California Edison Company Vertically Integrated Utility A2 32% 33% 35% 32%
Madison Gas and Electric Company Vertically Integrated Utility A1 39% 35% 34% 31%
PECO Energy Company T&D A2 29% 31% 33% 31%
Dominion Resources Inc. Holdco - Diversified Baa2 16% 17% 16% 14%
Entergy Texas, Inc. Vertically Integrated Utility Baa3 15% 14% 12% 14%
Monongahela Power Company T&D Baa2 13% 16% 15% 14%
CMS Energy Corporation Holdco - Primarily Regulated Baa2 18% 16% 15% 14%
Appalachian Power Company Vertically Integrated Utility Baa1 15% 13% 14% 14%
Pennsylvania Electric Company T&D Baa2 15% 14% 12% 13%
NiSource Inc. Holdco - Diversified Baa2 15% 14% 14% 13%
Puget Energy, Inc. Vertically Integrated Utility Baa3 14% 12% 12% 13%
Toledo Edison Company T&D Baa3 10% 10% 8% 13%
Cleveland Electric Illuminating Company T&D Baa3 11% 11% 12% 13%
AEP Texas Central Company T&D Baa1 14% 15% 13% 12%

SOURCE: Moody's; company filings
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Exhibit 10

Highest (over 4.5x) and lowest (less than 3.0x) ratio of debt to EBITDA (ranked by 1-year average, 2013, to focus on more recent
performance)

Company Name Sector Rating

 1-year
average
(2013)  

 3-year
average

(2013 - 2011)  

 5-year
average

(2013 - 2009)  

 7-year
average

(2013 - 2007)
Berkshire Hathaway Energy Company Holdco - Diversified A3 7.1  5.8  5.6  5.3
FirstEnergy Corp. Holdco - Diversified Baa3 6.0  5.2  4.8  4.4
Wisconsin Electric Power Company Vertically Integrated Utility A1 5.9  6.1  5.6  5.0
Entergy Texas, Inc. Vertically Integrated Utility Baa3 5.8  6.1  6.2  6.1
Monongahela Power Company T&D Baa2 5.6  5.2  5.7  6.0
NiSource Inc. Holdco - Diversified Baa2 5.2  5.5  5.4  5.5
PPL Corporation Holdco - Diversified Baa3 5.1  4.9  5.1  4.6
Appalachian Power Company Vertically Integrated Utility Baa1 5.0  5.0  5.2  5.4
Progress Energy, Inc. Holdco - Primarily Regulated Baa1 4.9  5.6   5.1  4.9
Puget Energy, Inc. Vertically Integrated Utility Baa3 4.9  5.6  5.9  5.6
Cleveland Electric Illuminating Company T&D Baa3 4.9  5.2  4.7  4.2
Northwest Natural Gas Company LDC A3 4.8  4.8  4.5  4.2
Jersey Central Power & Light Company T&D Baa2 4.7  5.5  4.2  3.6
NorthWestern Corporation Vertically Integrated Utility A3 4.7  4.5  4.4  4.3
Pepco Holdings, Inc. Holdco - Primarily Regulated Baa3 4.7  5.1  5.2  5.2
Laclede Gas Company LDC A3 4.7  5.5  5.3  5.6
Atlantic City Electric Company T&D Baa2 4.7  4.9  4.8  4.7
Nevada Power Company Vertically Integrated Utility Baa1 4.6  4.6  4.9  5.0
Black Hills Power, Inc. Vertically Integrated Utility A3 2.9  3.2  3.8  3.6
Virginia Electric and Power Company Vertically Integrated Utility A2 2.9  3.1  3.4  3.4
Duke Energy Kentucky, Inc. Vertically Integrated Utility Baa1 2.9  3.3  3.3  3.4
Texas-New Mexico Power Company T&D Baa1 2.9  2.9  3.2  3.3
Oklahoma Gas & Electric Company Vertically Integrated Utility A1 2.9  2.9  2.9  3.0
Cleco Power LLC Vertically Integrated Utility A3 2.9  3.2  3.6  3.7
Consumers Energy Company Vertically Integrated Utility A1 2.9  3.1  3.3  3.5
Alabama Power Company Vertically Integrated Utility A1 2.8  2.9  3.0  3.1
Public Service Electric and Gas Company T&D A2 2.8  3.0  3.2  3.3
Alabama Gas Corporation LDC A2 2.8  2.7  2.5  2.4
Pinnacle West Capital Corporation Holdco - Primarily Regulated Baa1 2.8  3.1  3.3  3.6
Cleco Corporation Holdco - Primarily Regulated Baa1 2.8  2.9  3.4  3.6
PECO Energy Company T&D A2 2.8  3.0  2.6  2.6
Northern States Power Company (Wisconsin) Vertically Integrated Utility A2 2.8  2.9  2.8  2.8
Duke Energy Carolinas, LLC Vertically Integrated Utility A1 2.8  3.1  3.2  3.1
UGI Utilities, Inc. LDC A2 2.7  3.0  3.1  3.3
Exelon Corporation Holdco - Diversified Baa2 2.7  2.8  2.5  2.5
West Penn Power Company T&D Baa1 2.7  3.3  3.3  3.4
Questar Corporation Holdco - Primarily Regulated A2 2.7  2.8  2.7  2.3
Tampa Electric Company Vertically Integrated Utility A2 2.6  2.7  2.8  2.9
Arizona Public Service Company Vertically Integrated Utility A3 2.6  2.9  3.1  3.3
New York State Electric and Gas Corporation T&D A3 2.6  2.9  3.2  4.3
Dayton Power & Light Company T&D Baa3 2.5  2.2  2.0  1.9
Florida Power & Light Company Vertically Integrated Utility A1 2.4  2.7  2.6  2.6
Ohio Power Company T&D Baa1 2.4  2.8  3.1  3.3
Madison Gas and Electric Company Vertically Integrated Utility A1 2.4  2.8  2.8  2.9
Pennsylvania Power Company T&D Baa1 2.4  2.3  2.4  2.2
MGE Energy, Inc. Holdco - Primarily Regulated NR 2.3  2.7  2.9  3.1
Rochester Gas & Electric Corporation T&D Baa1 2.3  2.9  3.0  3.5
Public Service Enterprise Group Incorporated Holdco - Diversified Baa2 2.3  2.3  2.3  2.4
NSTAR Electric Company T&D A2 2.2  2.6  2.7  2.8
Southern California Gas Company LDC A1 2.2  2.5  2.4  2.5
Mississippi Power Company Vertically Integrated Utility Baa1 (3.2)  3.5  3.4  3.1
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Exhibit 11

List of Companies (NOTE: in our appendix tables, we exclude utilities with private ratings)

Company Name Sector Rating
Berkshire Hathaway Energy Company Holdco - Diversified A3
Black Hills Corporation Holdco - Diversified Baa1
Dominion Resources Inc. Holdco - Diversified Baa2
DTE Energy Company Holdco - Diversified A3
Entergy Corporation Holdco - Diversified Baa3
Exelon Corporation Holdco - Diversified Baa2
FirstEnergy Corp. Holdco - Diversified Baa3
Hawaiian Electric Industries, Inc. Holdco - Diversified  NR
Integrys Energy Group, Inc. Holdco - Diversified A3
NextEra Energy, Inc. Holdco - Diversified Baa1
NiSource Inc. Holdco - Diversified Baa2
PPL Corporation Holdco - Diversified Baa3
Public Service Enterprise Group Incorporated Holdco - Diversified Baa2
Sempra Energy Holdco - Diversified Baa1
 
Alliant Energy Corporation Holdco - Primarily Regulated A3
Ameren Corporation Holdco - Primarily Regulated Baa2
American Electric Power Company, Inc. Holdco - Primarily Regulated Baa1
CenterPoint Energy, Inc. Holdco - Primarily Regulated Baa1
Cleco Corporation Holdco - Primarily Regulated Baa1
CMS Energy Corporation Holdco - Primarily Regulated Baa2
Consolidated Edison, Inc. Holdco - Primarily Regulated A3
Duke Energy Corporation Holdco - Primarily Regulated A3
Edison International Holdco - Primarily Regulated A3
Great Plains Energy Incorporated Holdco - Primarily Regulated Baa2
IDACORP, Inc. Holdco - Primarily Regulated Baa1
MGE Energy, Inc. Holdco - Primarily Regulated  NR
Northeast Utilities Holdco - Primarily Regulated Baa1
Pepco Holdings, Inc. Holdco - Primarily Regulated Baa3
PG&E Corporation Holdco - Primarily Regulated Baa1
Pinnacle West Capital Corporation Holdco - Primarily Regulated Baa1
PNM Resources, Inc. Holdco - Primarily Regulated Baa3
Progress Energy, Inc. Holdco - Primarily Regulated Baa1
Questar Corporation Holdco - Primarily Regulated A2
SCANA Corporation Holdco - Primarily Regulated Baa3
Southern Company (The) Holdco - Primarily Regulated Baa1
Wisconsin Energy Corporation Holdco - Primarily Regulated A2
Xcel Energy Inc. Holdco - Primarily Regulated A3
   
Alabama Gas Corporation LDC A2
Atmos Energy Corporation LDC A2
DTE Gas Company LDC Aa3
Laclede Gas Company LDC A3
New Jersey Natural Gas Company LDC Aa2
Northern Natural Gas Company [Private] LDC A2
Northwest Natural Gas Company LDC A3
Piedmont Natural Gas Company, Inc. LDC A2
South Jersey Gas Company LDC A2
Southern California Gas Company LDC A1
Southwest Gas Corporation LDC A3
UGI Utilities, Inc. LDC A2
Washington Gas Light Company LDC A1
Wisconsin Gas LLC [Private] LDC A1
Yankee Gas Services Company LDC Baa1
   
AEP Texas Central Company T&D Baa1
AEP Texas North Company T&D Baa1
Atlantic City Electric Company T&D Baa2
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Baltimore Gas and Electric Company T&D A3
CenterPoint Energy Houston Electric, LLC T&D A3
Central Hudson Gas & Electric Corporation T&D A2
Central Maine Power Company T&D A3
Cleveland Electric Illuminating Company (The) T&D Baa3
Commonwealth Edison Company T&D Baa1
Connecticut Light and Power Company T&D Baa1
Consolidated Edison Company of New York, Inc. T&D A2
Dayton Power & Light Company T&D Baa3
Delmarva Power & Light Company T&D Baa1
Duke Energy Ohio, Inc. T&D Baa1
Jersey Central Power & Light Company T&D Baa2
Metropolitan Edison Company T&D Baa1
Monongahela Power Company T&D Baa2
New York State Electric and Gas Corporation T&D A3
NSTAR Electric Company T&D A2
Ohio Edison Company T&D Baa1
Ohio Power Company T&D Baa1
Oncor Electric Delivery Company LLC T&D Baa1
Orange and Rockland Utilities, Inc. T&D A3
PECO Energy Company T&D A2
Pennsylvania Electric Company T&D Baa2
Pennsylvania Power Company T&D Baa1
Potomac Edison Company (The) T&D Baa2
Potomac Electric Power Company T&D Baa1
Public Service Electric and Gas Company T&D A2
Rochester Gas & Electric Corporation T&D Baa1
Texas-New Mexico Power Company T&D Baa1
Toledo Edison Company T&D Baa3
West Penn Power Company T&D Baa1
Western Massachusetts Electric Company T&D A3
Alabama Power Company Vertically Integrated Utility A1
ALLETE, Inc. Vertically Integrated Utility A3
Appalachian Power Company Vertically Integrated Utility Baa1
Arizona Public Service Company Vertically Integrated Utility A3
Avista Corp. Vertically Integrated Utility Baa1
Black Hills Power, Inc. Vertically Integrated Utility A3
Cleco Power LLC Vertically Integrated Utility A3
Consumers Energy Company Vertically Integrated Utility A1
DTE Electric Company Vertically Integrated Utility A2
Duke Energy Carolinas, LLC Vertically Integrated Utility A1
Duke Energy Florida, Inc. Vertically Integrated Utility A3
Duke Energy Kentucky, Inc. Vertically Integrated Utility Baa1
Duke Energy Progress, Inc. Vertically Integrated Utility A1
El Paso Electric Company Vertically Integrated Utility Baa1
Empire District Electric Company (The) Vertically Integrated Utility Baa1
Entergy Arkansas, Inc. Vertically Integrated Utility Baa2
Entergy Gulf States Louisiana, LLC Vertically Integrated Utility Baa1
Entergy Louisiana, LLC Vertically Integrated Utility Baa1
Entergy Mississippi, Inc. Vertically Integrated Utility Baa2
Entergy New Orleans, Inc. Vertically Integrated Utility Ba2
Entergy Texas, Inc. Vertically Integrated Utility Baa3
Florida Power & Light Company Vertically Integrated Utility A1
Georgia Power Company Vertically Integrated Utility A3
Gulf Power Company Vertically Integrated Utility A2
Hawaiian Electric Company, Inc. Vertically Integrated Utility Baa1
Idaho Power Company Vertically Integrated Utility A3
Indiana Michigan Power Company Vertically Integrated Utility Baa1
Interstate Power and Light Company Vertically Integrated Utility A3
Kansas City Power & Light Company Vertically Integrated Utility Baa1
Kentucky Power Company Vertically Integrated Utility Baa2
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Madison Gas and Electric Company Vertically Integrated Utility A1
MidAmerican Energy Company Vertically Integrated Utility A1
Mississippi Power Company Vertically Integrated Utility Baa1
Nevada Power Company Vertically Integrated Utility Baa1
Northern States Power Company (Minnesota) Vertically Integrated Utility A2
Northern States Power Company (Wisconsin) Vertically Integrated Utility A2
NorthWestern Corporation Vertically Integrated Utility A3
Oklahoma Gas & Electric Company Vertically Integrated Utility A1
Pacific Gas & Electric Company Vertically Integrated Utility A3
PacifiCorp Vertically Integrated Utility A3
Portland General Electric Company Vertically Integrated Utility A3
PPL Electric Utilities Corporation Vertically Integrated Utility Baa1
Public Service Company of Colorado Vertically Integrated Utility A3
Public Service Company of New Hampshire Vertically Integrated Utility Baa1
Public Service Company of New Mexico Vertically Integrated Utility Baa2
Public Service Company of Oklahoma Vertically Integrated Utility A3
Puget Energy, Inc. Vertically Integrated Utility Baa3
Puget Sound Energy, Inc. Vertically Integrated Utility Baa1
San Diego Gas & Electric Company Vertically Integrated Utility A1
Sierra Pacific Power Company Vertically Integrated Utility Baa1
South Carolina Electric & Gas Company Vertically Integrated Utility Baa2
Southern California Edison Company Vertically Integrated Utility A2
Southwestern Electric Power Company Vertically Integrated Utility Baa2
Southwestern Public Service Company Vertically Integrated Utility Baa1
Tampa Electric Company Vertically Integrated Utility A2
Tucson Electric Power Company Vertically Integrated Utility Baa1
Union Electric Company Vertically Integrated Utility Baa1
Virginia Electric and Power Company Vertically Integrated Utility A2
Wisconsin Electric Power Company Vertically Integrated Utility A1
Wisconsin Power and Light Company Vertically Integrated Utility A1
Wisconsin Public Service Corporation Vertically Integrated Utility A1
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35  

 

Duke CFO magazine Global Business Outlook survey - U.S. - First Quarter, 2017 

 

On February 20, 2017 the annual yield on 10-yr treasury bonds was 2.41%. Please complete the following:  

(Winsorized) 

 
 Mean SD 95% CI Median Minimum Maximum Total 

 

Over the next 10 years, I expect the average annual S&P 

500 return will be: There is a 1-in-10 chance it will be 

less than: 2.0 4.0 1.6 - 2.4 2 -9.5 13.5 322 

 

Over the next 10 years, I expect the average annual S&P 

500 return will be: Expected return: 6.6 4.2 6.1 - 7.1 6 -5 21.3 327 

 

Over the next 10 years, I expect the average annual S&P 

500 return will be: There is a 1-in-10 chance it will be 

greater than: 9.8 5.8 9.2 - 10.4 9 -7 28.7 326 

 

Over the next year, I expect the average annual S&P 500 

return will be: There is a 1-in-10 chance it will be less 

than: -0.5 7.1 -1.3 - 0.2 1 -17.3 15.5 324 

 

Over the next year, I expect the average annual S&P 500 

return will be: Expected return: 6.1 4.3 5.7 - 6.6 5 -6.1 19.2 330 

 

Over the next year, I expect the average annual S&P 500 

return will be: There is a 1-in-10 chance it will be 

greater than: 10.8 5.9 10.2 - 11.4 10 -2.5 25 328 
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Atmos Energy began fiscal 2017 (endsSeptember 30th) in decent shape. Par-ticularly, first-quarter earnings per shareclimbed 8%, to $1.08, relative to the year-earlier total of $1.00. One contributor wasthe core natural gas distribution unit,which benefited from increased rates, pri-marily in the Mid-Tex, Louisiana, andWest Texas divisions. Another positivethere was customer growth across theMid-Tex, Louisiana, and Tennessee serviceareas. Elsewhere, results of the pipelineand storage business were lifted by higherrevenue from the Gas Reliability Infra-structure Program (GRIP) filings approvedin fiscal 2016. Total operating expensesrose roughly 7% for the period, but that’sto be expected as the company expands. Atthis point in time, full-year profits maywell advance around 5%, to $3.55 a share.Regarding fiscal 2018, we think the bot-tom line can grow at a similar percentagerate, to $3.75 a share, assuming furtherexpansion of operating margins.Atmos Energy Marketing (AEM) wasjust sold to a subsidiary of Center-Point Energy. The deal involved thetransfer of 800 delivered gas customers

and AEM’s related asset optimizationbusiness at an all-cash price of $38.3 mil-lion plus estimated working capital of$103.2 million. Proceeds are being used forinfrastructure investment in the regulatedsegments. Since Atmos has now complete-ly exited the nonregulated gas marketingbusiness (treated as a discontinued opera-tion for accounting purposes), its perform-ance ought to be more stable. Note that weestimate the divestiture’s impact on sharenet will not be substantial.The stock, although neutrally rankedfor Timeliness, has several things inits favor. For a start, long-term capitalappreciation potential appears worthwhile,compared to the Value Line median, at therecent quotation. Moreover, the dividend issolid, and we see continued, steady hikesout to 2020-2022. Also, the payout ratioover that horizon should be in the 50%range, which is manageable. Other plusesinclude the 1 (Highest) Safety rank andgood score for Price Stability. In all, wesuggest those seeking decent, risk-adjusted long-term total return potentialtake a look.Frederick L. Harris, III March 3, 2017
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Value Line looks for a stronger profitadvance for Chesapeake Utilities in2017. That should be made possible par-tially by incremental benefits from theApril, 2015 acquisition of Aspire Energy.Another plus is new projects, which in-clude Eight Flags’ CHP plant; continuednatural gas infrastructure improvementinitiatives; and additional expansions ofthe company’s natural gas distributionand transmission systems. Generally fa-vorable weather conditions would help,too. As a result, share net may well risearound 7%, to $2.95, relative to ouranticipated 2016 tally of $2.75. (Please beaware that fourth-quarter earnings wereexpected to be released when we went topress.) Assuming further widening of oper-ating margins, we think the bottom linecan increase at a similar percentage rate,to $3.15 a share, in 2018.The Financial Strength rating isdecent, at B++. Through the first ninemonths of 2016, cash and equivalentsstood at $1.5 million. Meanwhile, long-term debt was only 25% of total capital,and short-term commitments did not seemto pose a major obstacle. Also, Chesapeake

possessed four unsecured bank creditfacilities totaling $170 million. Lastly, it isable to issue more equity and debt, if theneed arises. All things considered, ValueLine believes the Delaware-headquarteredfirm is positioned to meet, for the timebeing, its capital requirements, such as in-vestments in new plants and equipmentand dividends.Our 2020-2022 projections indicatethat steady dividend hikes will takeplace. Too, the payout ratio over thatspan should be in the 35% to 40% range,which is reasonable. It’s worth mention-ing, however, that the current yield is notspectacular, when stacked against theother nine equities within our Natural GasUtility Industry.The stock has some notable character-istics. It holds a 2 (Above Average) ratingfor Safety. Furthermore, the Beta coeffi-cient lies below the market average andthe Price Stability score is relatively high,at 80 out of 100. Meanwhile, these shares’Timeliness rank now sits at 3 (Average),up one notch since our last full-page reportin December.Frederick L. Harris, III March 3, 2017
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1.00 x Dividends p shdivided by Interest Rate. . . . Relative Price Strength3-for-2 split 9/14Options: YesShaded area indicates recession
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NiSource had decent fourth-quarterresults. Revenues expanded to $1.297 bil-lion, thanks to better rates cases acrossthe company’s coverage area, and im-proved infrastructure spending. Indeed,better rates were settled in Kentucky,while an interim rate was hiked in Vir-ginia. Too, NiSource had several jurisdic-tions awaiting approvals for higher rates.Cooler weather across the midwesternstates boosted consumption of natural gas,as well. However, an increase inmaintenance and other operating expensesoffset some of the gross profit expansion.Lower interest costs, due to earlier debtrepayments, were a help, though. In all,earnings per share rose 35% to $0.27, yearover year.The company should benefit from in-frastructure spending in the yearsahead. New electric rates were enacted inIndiana, while NIPSCO submitted its re-source plan for approval. This would allowfor higher recoverable revenues, if ap-proved. Too, the company ought to benefitfrom its system modernization efforts,which should allow it to invest $800 mil-lion on its improvement efforts over the

next several years, while populationgrowth in the coverage area should boostrevenues. Profits ought to benefit sig-nificantly from the expected top-line ex-pansion. Interest-rate increases could be aheadwind, however, as several rate hikesare expected over the course of 2017, andpossibly thereafter. Together with the ex-tra debt load taken on to fund capital ex-penditures, this could cause a considerableincrease in interest-related expense. Still,we think that the company will be able toearn $1.15 a share in 2017, and $1.50 bythe end of the decade.Shares of NiSource may appeal toincome-seeking accounts. The dividendyield is above average and remains wellcovered by earnings. These shares offerlittle in terms of long-term appreciationpotential, and are trading at an elevatedprice-to-earnings ratio when compared toothers in the Survey. Thus, most long-termaccounts would be best served waiting fora dip in price before making new equitycommitments. Note that the Timelinessrank remains suspended due to the spinoffof its pipeline business in 2015.John E. Seibert III March 3, 2017

` a b a c d e
1.20 x Dividends p shdivided by Interest Rate. . . . Relative Price StrengthOptions: YesShaded area indicates recession
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Since our December review, shares ofNew Jersey Resources have advancednicely. Indeed, the stock’s price climbedapproximately 15.0% over that time frame.In comparison, the S&P 500 ticked a moremodest 7.5% higher.Meanwhile, the company registeredmixed results for the fiscal firstquarter (ended December 31, 2016).On the upside, NJR’s top line increased al-most 22%, thanks to similar upticks inboth utility and nonutility volumes. Thiswas bolstered by additional customer ac-counts at the New Jersey Natural Gas(NJNG) regulated utility division. In fact,that unit added 1,866 new customers inthe first quarter of this year. At the sametime, completed capital expansion projectsare helping to drive the NJR Midstreamand Clean Energy Venture segments. Onthe profitability front, overall operatingexpenses increased 570 basis points as apercentage of the top line. As a result ofthe margin compression the bottom linedeclined more than 30%, to $0.40 a share.This was below our earlier call of $0.60 ashare.Consequently, we have reduced our

fiscal 2017 earnings outlook to $1.55 ashare. This would equate to an annualprofit downturn of roughly 3.5%. The pri-mary factors driving the lower-than-expected results are overruns for gas ex-penses on both the utility and nonutilityarms, as well as higher operation &maintenance, regulatory, and depreciationcosts.We have introduced our fiscal 2018top and bottom lines at $2.42 billionand $1.75 a share, respectively. Man-agement anticipates 24,000 to 27,000 newcustomer accounts to hit the books be-tween 2017 and 2019. At the same time,recently completed capital projects like thenew Ringer Hill Wind Farm, which shouldgenerate almost 40 megawatts of power,and the PennEast Pipeline, which is stillin the works and is anticipated to be inservice in the first quarter of 2019, augurwell for prospects.At this juncture, these neutrallyranked shares are not overly compell-ing. NJR lacks long-term upside potentialbased on our projections. And the dividendyield is only average for a utility.Bryan J. Fong March 3, 2017
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1.00 x Dividends p shdivided by Interest Rate. . . . Relative Price Strength3-for-2 split 3/082-for-1 split 3/15Options: YesShaded area indicates recession
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Northwest Natural Gas likelyreported mixed year-end results. Notethat earnings were to be reported after ourpress date. The company probablybenefited from cooler temperatures thanthe in the prior year. Too, a higher netcustomer base likely allowed revenues toincrease during the quarter. However,earnings per share likely fell, hurt byhigher interest expense and an increasedshare count. Still, we think full-year prof-its improved.The company should benefit from afew near-term factors. Growth in thePortland area population is expanding thecustomer base, while new housing con-struction remains robust. Also, usage ofnatural gas for other household tasks, in-cluding water heating, should help to fur-ther lift revenues. Combined, these ele-ments ought to push earnings upward in2017, to $2.35 a share.Longer-term results should beboosted by the Mist Expansion plant.The company has taken a few steps to fi-nance the project, including the sale of$150 million worth of medium- and long-term notes. It sold 1.012 million shares,

helping to raise the equity portion of theearly financing. This project is currentlyexpected to cost $128 million, and ought togenerate sales of 120 million cubic feet ofnatural gas per day. The expanded plant isexpected to be in service by the 2018-2019winter season, and stands to add nicely tothe top line. Over the long haul, we expectearnings per share can reach $3.15 by the2020-2022 period.The dividend remains the top draw.The yield is above the Value Line medianand remains well covered by earnings.Too, the company has raised the payoutannually over the past 61 years, and ap-pears likely to continue this trend. How-ever, recent increases have been small,and future increases will likely be modestuntil the Mist facility expansion is put intoservice.Shares of Northwest Natural Gas areranked 2 (Above Average) for Timeli-ness. Too, these shares offer a decentyield, and are top-ranked for Safety. How-ever, this issue does not offer much interms of appreciation potential over thelong haul.John E. Seibert III March 3, 2017
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South Jersey Industries reportedmixed results for the fourth quarter.Revenues increased roughly 28% on ayear-to-year basis, to $330 million. How-ever, earnings per share of $0.42 were nomatch for the prior-year tally. Stablebottom-line performance by South JerseyGas was more than offset by lower earn-ings from the company’s nonutility opera-tions. Full-year earnings increased moder-ately, though the per share figure declinedsomewhat due to a greater share count.The company completed a public offeringof common stock last May, the proceeds ofwhich were intended to be used for capitalexpenditures for its regulated businesses.We expect a measure of share net im-provement this year. Bottom-linegrowth may well pick up in 2018. UtilitySouth Jersey Gas will likely continue togain from investment in infrastructureand customer additions. Natural gasremains the fuel of choice within its serv-ice territory, and this business will proba-bly further benefit from customer conver-sions. Spending on infrastructure, and theability to recover these investmentsthrough annual rate adjustments, should

also benefit performance here. Meanwhile,SJ Energy Services ought to gain from thehealthy performance of its energy prod-uction assets. In particular, we are opti-mistic about prospects for its solar port-folio. Elsewhere, SJ Energy Group shouldexperience greater volumes and marginsgoing forward. Five fuel management con-tracts contributed to earnings in 2016, andfive more were expected to become opera-tional within the next three years.This stock does not stand out rightnow. The shares are ranked to perform inline with the broader market for the com-ing six to 12 months. Long-term total re-turn potential is nothing to write homeabout, either. This issue presently tradesat a price-to-earnings multiple that issomewhat greater than its historical aver-age. But a pullback in the share price mayoffer patient investors a more attractiveentry point. Moderate dividend growth willlikely continue in the coming years. SouthJersey earns good marks for Safety, Finan-cial Strength, Price Stability, and Earn-ings Predictability. Volatility is belowaverage, as well (Beta: 0.80).Michael Napoli, CFA March 3, 2017

+ , - , . / 0
0.80 x Dividends p shdivided by Interest Rate. . . . Relative Price Strength2-for-1 split 7/052-for-1 split 5/15Options: YesShaded area indicates recession
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Southwest Gas Holdings has com-pleted its previously announcedreorganization. Effective January 1st,Southwest has been reorganized into aholding company structure. Southwest GasHoldings is now the parent company ofSouthwest, Centuri Construction Group,and their respective subsidiaries. Thismove provides further separation betweenthe regulated and unregulated businesses,and additional financing flexibility.The shares have continued to advancein price over the past three months.This is part of a considerable run-up in thestock price that began in December of2015. The company reported healthy oper-ating performance during 2016, supportedby rate relief and customer additions.Southwest was scheduled to announcefourth-quarter earnings as this Issue wentto press.We anticipate healthy growth from2017 onward. Long-term prospects lookfairly solid here. The natural gas operationought to continue to gain from customergrowth, expansion projects, and infrastruc-ture tracker mechanisms. Moreover, high-er rates should provide support. The com-

pany has been active in seeking rate reliefin the service territories that it operates.Such approved revenue increases providecompensation for greater costs and invest-ment in infrastructure. Elsewhere,Centuri should benefit from the need to re-place aging infrastructure. This businessis a full-service underground piping con-tractor that has a robust base of large util-ity clients to sustain and grow its opera-tion. Efforts by the company to controlcosts should also pay off.This stock is neutrally ranked foryear-ahead relative price perform-ance. Appreciation potential is limited fol-lowing the aforementioned run-up in theshare price. Moreover, the dividend yieldis below average for a utility, althoughgrowth in the payout has been solid. Top-line growth over the past decade has beenunderwhelming, though share earningshave advanced at a good pace during thattime frame. Meantime, Southwest Gasearns favorable marks for Price Stability,Growth Persistence, and Earnings Predic-tability. A selloff may offer conservativeinvestors a more attractive entry point.Michael Napoli, CFA March 3, 2017
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Spire reported lackluster fiscal first-quarter results (ended December 31,2016). Revenues rose to $495.1 million,aided by contributions of the MobileGasand Willmut Gas acquisitions. Winterweather was a bit cooler than the year-prior period, but costs ran higher, owing tocommodity price increases. Also, the com-pany had higher operating andmaintenance expenses. These factors,alongside an increase in the share count,caused earnings per share to fall a bit to$0.99. The company should benefit fromsynergies in the second quarter, thoughhigher interest rates and a greater totalshare count may harm earnings.The company should have much-better results in the year ahead. Reve-nues ought to grow, thanks to the acquisi-tions of MobileGas and Willmut Gas, andsynergies should be achieved by the backhalf of the year. Also, legislative changesin Missouri may allow for better regu-latory outcomes, including the reduction ofregulatory lag and better rate-makingcases. The potential exists for a much-lower tax rate, too. Still, some factors,such as higher debt, an increased net

share count, and costs of achievingsynergies could keep a lid on fiscal 2017income. Too, higher interest expense maybe incurred due to a somewhat increasedcost of funds. Still, we think the companywill earn $3.50 per share in 2017.Longer-term results will be helped bythe construction of the Spire STLpipeline. The company has filed for FERCapproval, which we expect will be received.This would allow for lower natural gascosts across the coverage area, and theproject has higher allowable returns. Capi-tal expenditures ought to be around $190million-$210 million, funded with debt andequity sales. It is currently expected to beput into service by fiscal 2019.Shares of Spire offer some appeal forincome-seekers. The well-covered payoutshould grow at a decent rate over the com-ing years. However, these shares do notstand out for Timeliness (3) and are trad-ing within our long-term Target PriceRange. Some near-term uncertainty withinterest expense and the integration of itsacquisitions could weigh on results. Mostinvestors should wait for a dip in price.John E. Seibert III March 3, 2017
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1.00 x Dividends p shdivided by Interest Rate. . . . Relative Price StrengthOptions: YesShaded area indicates recession
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Since our December review, shares ofWGL Holdings have advanced nicely.The stock’s price ticked almost 25% higherover that interim. The bulk of this movecame from the announcement of a pendingacquisition (see below). In comparison, theS&P 500 climbed a more modest 7.5%.The company has agreed to be pur-chased by AltaGas Ltd. for $88.25 ashare in cash, or roughly $6.4 billion.The newly combined entity is expected tobe valued at about $17 billion with approx-imately $3.4 billion in natural gas rate-based assets. The tender offer pricerepresents a premium of almost 28%,when viewed against the closing price onNovember 28, 2016, the day prior to newsreports of a potential acquisition of WGL.At this point, the boards of both companieshave unanimously passed the deal. As-suming shareholder and regulatory ap-provals are achieved, the deal isanticipated to close during the secondquarter of 2018. WGL stock is tradingabout $6.00 below the tender offer price.We feel this is due to the relatively ex-tended closing date. That said, the equitywill no longer be trading on earnings or

fundamentals, but rather on news sur-rounding the pending transaction. Thus,we have suspended its Timeliness rank.WGL Holdings posted mixed resultsfor the fiscal first quarter (ended De-cember 31st). On the downside, the topline fell just under 1%, to $609.5 million.This reflected a 13.5% rise in Utilityvolumes offset by a 13.2% decline in Non-Utility volumes. However, we view thisdownturn as more of a technicality owingto the year-over-year decline in naturalgas prices. After accounting for increasedcustomer growth, new base rates in Vir-ginia, higher realized margins associatedwith its asset optimization plans, andhigher recovery related to its acceleratedpipe replacement program, non-GAAP op-erating earnings increased 5%, to $1.24 ashare. This was modestly higher than ourcall. As a result, we have raised our 2017share-net estimate by a nickel, to $3.45.The stock is trading well above our2020-2022 Target Price Range. Conse-quently, we think shareholders may wantto lock in gains now and redeploy capitalelsewhere, rather than wait this out.Bryan J. Fong March 3, 2017

7 8 9 8 : ; <
0.90 x Dividends p shdivided by Interest Rate. . . . Relative Price StrengthOptions: YesShaded area indicates recession
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Gas Utility Proxy Group:

    Dividend Yield (D1/P0): 2.8%   see page 2 and 3

    Dividend Growth (g): 5.9%   see page 4 and 5

DCF Cost of Equity (K): 8.7%

Summary of

Discounted Cash Flow Analysis (DCF)

DCF formula:  K = (D 1 /P 0 ) + g
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Gas Utility Group:

From Standard Edition Value Line:

Average of Value Line forecasted growth rates 4.8%

Average of 5 year historical growth 5.3%

Average 10 year historical growth: 5.5%

Earnings Per Share (Average) 5.4%

Dividends Per Share (Average) 4.6%

Book Value Per Share (Average) 5.9%

Earnings Per Share (Forecasted Only) 5.1%

Dividends Per Share (Forecasted Only) 4.3%

Book Value Per Share (Forecasted Only) 5.4%

Nominal GDP Growth

From Federal Reserve Bank of St. Louis

Average % Growth in Nominal GDP (1948 to 2016) 6.5%

Average % Growth in Nominal GDP (1980 to 2016) 5.4%

Use DCF Growth Rate 5.9%

Summary of

Discounted Cash Flow Analysis (DCF)

Growth Estimates
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Growth in Nominal Gross Domestic Product, 1948 to 2016

Year

% Change 

in Nominal 

GDP Year

% Change 

in Nominal 

GDP

1948 7.90% 1980 9.90%

1949 -3.40% 1981 9.90%

1950 18.30% 1982 3.80%

1951 11.50% 1983 11.40%

1952 7.10% 1984 9.30%

1953 1.50% 1985 7.40%

1954 3.60% 1986 4.90%

1955 9.40% 1987 7.60%

1956 5.40% 1988 7.80%

1957 3.20% 1989 6.50%

1958 5.50% 1990 4.60%

1959 5.90% 1991 4.30%

1960 2.40% 1992 6.70%

1961 7.60% 1993 5.00%

1962 5.50% 1994 6.30%

1963 6.80% 1995 4.30%

1964 6.70% 1996 6.30%

1965 10.70% 1997 6.10%

1966 8.00% 1998 6.10%

1967 5.80% 1999 6.50%

1968 9.90% 2000 5.50%

1969 7.30% 2001 2.20%

1970 4.90% 2002 3.80%

1971 9.50% 2003 6.50%

1972 11.60% 2004 6.30%

1973 11.10% 2005 6.50%

1974 8.40% 2006 5.10%

1975 10.20% 2007 4.40%

1976 9.80% 2008 -0.90%

1977 11.90% 2009 0.20%

1978 14.60% 2010 4.60%

1979 10.00% 2011 3.70%

2012 3.30%

2013 4.30%

2014 4.10%

2015 3.00%

2016 3.50%

Avg. % 

Change 1948 

to 2016 6.51%

Avg. % 

Change 1980 

to 2016 5.43%

Source: Federal Reserve Economic Data, https://fred.stlouisfed.org, 

Federal Reserve Bank of St. Louis, Economic Research Division
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Risk Free Rate (Rf) 4.00%

Beta (b) 0.74

Risk Premium (Geometric Approach - 
Long Term Bonds) 4.50%
Risk Premium (Arithmetic Approach - 
Long Term Bonds) 6.00%

Risk Premium (Long Term Bonds) 5.25%

Required Return (K) (Long Term 
Bonds) 7.87%

CAPM Cost of Equity Summary

CAPM Formula:  K = Rf + b(Rm - Rf)
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Month

5 Year 

Treasury 

Bonds

10 Year Treasury 

Bonds

20 Year Treasury 

Bonds

30 Year Treasury 

Bonds

March 2016 1.38% 1.89% 2.28% 2.68%

April 2016 1.26% 1.81% 2.21% 2.62%

May 2016 1.30% 1.81% 2.22% 2.63%

June 2016 1.17% 1.64% 2.02% 2.45%
July 2016 1.07% 1.50% 1.82% 2.23%
August 2016 1.13% 1.56% 1.89% 2.26%
September 2016 1.18% 1.63% 2.02% 2.35%
Octobert 2016 1.27% 1.76% 2.17% 2.50%
November 2016 1.60% 2.14% 2.54% 2.86%
December 2016 1.96% 2.49% 2.84% 3.11%
January 2017 1.92% 2.43% 2.75% 3.02%
February 2017 1.90% 2.42% 2.76% 3.03%
Average Last 3 months 1.93% 2.45% 2.78% 3.05%

Average Last 6 months 1.64% 2.15% 2.51% 2.81%

Average Last 12 months 1.43% 1.92% 2.29% 2.65%

Source: www.federalreserve.gov.

Duff and Phelps Normalized Risk Free Rate = 4.00%

Range
Risk Free Rate (Rf) 4.00%

Yield Calculations

Risk Free Rate (Rf) Range and Estimate

2.65% to 4.00%

Yields on U.S. Treasury Securities

Recent Months

Attachment BEL-6 
Cause No 44891 

Page 2 of 4



Company Name

Value Line 

Forward Betas 
(March 3, 2017)

Atmos Energy Corp. (ATO) 0.70
Chesapeake Utilities (CPK) 0.70
NiSource, Inc. (NI) N/A
New Jersey Resources (NJR) 0.80
Northwest Natural Gas (NWN) 0.65
South Jersey Industries (SJI) 0.80
Southwest Gas (SWX) 0.75
Spire, Inc. (SR) 0.70
WGL Holdings (WGL) 0.80
Group Average 0.74

Beta for Proxy Group
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Stocks Long-term Bonds

Geometric Mean 10.00% 5.50%
Arithmetic Mean 12.00% 6.00%

 Long-term Bonds

Geometric Mean  4.50%
Arithmetic Mean  6.00%
Average Market 

Risk Premium 5.25%

Market Risk Premiums

Total Returns, 1926-2016

Market Risk Premiums (Rm - Rf)

Source:  Wiley & Sons, Duff & Phelps, 2017 SBBI Classic 
Ibbotson Yearbook Preview, Exhibit 8
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40 THE BUDGET AND ECONOMIC OUTLOOK: 2017 TO 2027 JANUARY 2017

CBO

Table 2-1. 

CBO’s Economic Projections for Calendar Years 2017 to 2027

Sources: Congressional Budget Office; Bureau of Economic Analysis; Bureau of Labor Statistics; Federal Reserve.

Economic projections for each year from 2017 to 2027 appear in Appendix C. 

GDP = gross domestic product; PCE = personal consumption expenditures.

a. Values for 2016 do not reflect the values for GDP and related series released by the Bureau of Economic Analysis since early December 2016.

b. Nominal GDP adjusted to remove the effects of inflation.

c. Excludes prices for food and energy.

d. The consumer price index for all urban consumers.

e. Actual value for 2016.

f. The employment cost index for wages and salaries of workers in private industries.

g. Value for the fourth quarter of 2020.

h. Value for the fourth quarter of 2027.

i. Calculated as the monthly average of the fourth-quarter-to-fourth-quarter change in payroll employment.

Gross Domestic Product

Realb 1.9 1.8 2.3 1.9 1.6 1.9

Nominal 3.0 3.5 4.1 3.8 3.5 4.0

Inflation

PCE price index 0.4 1.5 1.9 2.0 2.0 2.0

Core PCE price indexc 1.4 1.8 1.9 2.0 2.0 2.0

Consumer price indexd 0.4 1.8 e 2.3 2.3 2.4 2.4

Core consumer price indexc 2.0 2.2 e 2.2 2.3 2.3 2.3

GDP price index 1.1 1.6 1.8 1.9 1.9 2.0

Employment Cost Indexf 2.1 2.5 3.0 3.2 3.2 3.1

5.0 4.7 e 4.5 4.4 5.0 g 4.9 h

Gross Domestic Product

Realb 2.6 1.6 2.3 2.0 1.6 1.9

Nominal 3.7 2.9 4.2 3.9 3.5 3.9

Inflation

PCE price index 0.3 1.1 1.9 2.0 2.0 2.0

Core PCE price indexc 1.4 1.7 1.8 1.9 2.0 2.0

Consumer price indexd 0.1 1.3 e 2.4 2.3 2.3 2.4

Core consumer price indexc 1.8 2.2 e 2.2 2.3 2.3 2.3

GDP price index 1.1 1.3 1.9 1.9 1.9 2.0

Employment Cost Indexf 2.3 2.4 2.7 3.1 3.2 3.1

5.3 4.9 e 4.6 4.4 4.7 4.9

Payroll Employment (Monthly change, in thousands)i 231 188 e 138 94 37 64

Interest Rates (Percent)

Three-month Treasury bills 0.1 0.3 e 0.7 1.1 2.0 2.8

Ten-year Treasury notes 2.1 1.8 e 2.3 2.5 3.0 3.6

Wages and salaries 43.5 44.1 44.2 44.3 44.4 44.3

Domestic economic profits 9.4 9.1 8.9 8.4 8.0 7.5

Tax Bases (Percentage of GDP)

Unemployment Rate (Percent)

Forecast

Percentage Change From Fourth Quarter to Fourth Quarter

Fourth-Quarter Level

Unemployment Rate (Percent)

Percentage Change From Year to Year

Annual Average

Actual,

2015 2021-2027

Projected Annual AverageEstimated,

2016a 2017 2018 2019-2020
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About the Data 
 
The information and data presented in the 2017 Stocks, Bonds, Bills, and Inflation® (SBBI®) Yearbook (“2017 
SBBI Yearbook”) has been obtained with the greatest of care from sources believed to be reliable, but is not 
guaranteed to be complete, accurate, or timely. Duff & Phelps, LLC (www.duffandphelps.com) and/or its data 
providers expressly disclaim any liability, including incidental or consequential damages, arising from the use of 
the 2017 SBBI Yearbook or any errors or omissions that may be contained in the 2017 SBBI Yearbook, or any 
other product (existing or to be developed) based upon the methodology and/or data published herein. One of 
the primary sources of raw data used to produce the derived data and information herein is Morningstar, Inc. 
Use of raw data from Morningstar, Inc. to produce the information herein does not necessarily constitute 
agreement by Morningstar, Inc. of any investment philosophy or strategy presented in this publication. “Stocks, 
Bonds, Bills, and Inflation” and “SBBI” are registered trademarks of Morningstar, Inc. All rights reserved. Used 
with permission. 
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About Duff and Phelps 
 
Duff & Phelps is the premier global valuation and corporate finance advisor with expertise in complex valuation, 
disputes and investigations, M&A, real estate, restructuring, and compliance and regulatory consulting. The 
firm’s more than 2,000 employees serve a diverse range of clients from offices around the world. For more 
information, visit www.duffandphelps.com. 
 
M&A advisory, capital raising and secondary market advisory services in the United States are provided by Duff 
& Phelps Securities, LLC. Member FINRA/SIPC. Pagemill Partners is a Division of Duff & Phelps Securities, LLC. 
M&A advisory and capital raising advisory services are provided in a number of European countries through Duff 
& Phelps Securities Ltd, UK, which includes branches in Ireland and Germany. Duff & Phelps Securities Ltd, UK, is 
regulated by the Financial Conduct Authority. 
  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

Attachment BEL-9 
Cause No. 44891 

Page 4 of 23



 

2017 SBBI Yearbook (Preview Version)    5 

Additional Resources 
 
Duff & Phelps authors five books that focus on U.S. and international valuation theory, data, and risk premia 
(e.g., equity risk premia, risk-free rates, size premia, industry risk premia, betas, industry multiples and other 
statistics, etc.) for use in valuation models. 
 
Duff & Phelps produces one book that focuses on U.S. capital markets performance data (i.e., the history of 
returns of the capital markets in the U.S. from 1926 to the present). This resource, the Stocks, Bonds, Bills, and 
Inflation® (SBBI®) Yearbook, has been published for over 30 years.1 The SBBI Yearbook does not provide 
extensive valuation data or methodology.2  
 
The six books are:3 

 

All six Duff & Phelps books are published by John Wiley & Sons (Hoboken, NJ). Each of the six books is 
summarized in the following sections.  

 

 

 

 

 

                                                            
1  “Stocks, Bonds, Bills, and Inflation” and “SBBI” are registered trademarks of Morningstar, Inc. All rights reserved. Used with permission.  
2  Morningstar previously published two “Ibbotson SBBI” yearbooks: (i) The SBBI “Classic” Yearbook, which is now produced by Duff & Phelps and 

published by John Wiley & Sons as the “SBBI Yearbook” starting in 2016 (the word “Classic” was dropped from the title), and (ii) the SBBI “Valuation” 
Yearbook, which was discontinued by Morningstar in 2013. The former SBBI Valuation Yearbook was replaced by the Valuation Handbook – U.S. 
Guide to Cost of Capital, also produced by Duff & Phelps and published by John Wiley & Sons, starting in 2014. 

3  In years 2014 through 2016, the four books comprising the Valuation Handbook series were named as follows:  Valuation Handbook – Guide to Cost 
of Capital, Valuation Handbook – Industry Cost of Capital, International Valuation Handbook – Guide to Cost of Capital, and International Valuation 
Handbook – Industry Cost of Capital. Starting with the 2017 Valuation Handbook editions, the names of the four books were changed to: Valuation 
Handbook – U.S. Guide to Cost of Capital, Valuation Handbook – U.S. Industry Cost of Capital, Valuation Handbook – International Guide to Cost of 
Capital, and Valuation Handbook – International Industry Cost of Capital, respectively. For simplicity, in all 2017 books, intra-year updates, marketing 
materials, online tools, etc., the new names are used (even when referring to pre-2017 editions).   

 

U.S. and International Valuation Theory and Data

• Cost of Capital: Applications and Examples (5th edition)
• Valuation Handbook – U.S. Guide to Cost of Capital 
• Valuation Handbook – U.S. Industry Cost of Capital 
• Valuation Handbook – International Guide to Cost of Capital 
• Valuation Handbook – International Industry Cost of Capital 

U.S. Capital Markets Performance Data

• Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook
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Cost of Capital: Applications and Examples 5th edition  

To learn more about the latest theory and practice in cost of capital estimation, see Cost of Capital: Applications 
and Examples 5th edition, by Shannon P. Pratt and Roger J. Grabowski (John Wiley & Sons, Inc., 2014).  
 
The Cost of Capital: Examples and Applications, 5th Edition is the authoritative, comprehensive overview of 
valuation theory, best practices, and proper use of data. This book puts an emphasis on practical application. 
 
The Cost of Capital: Applications and Examples 5th edition is a one-stop shop for background and current 
thinking on the development and uses of rates of return on capital. This book contains expanded materials on 
estimating the basic building blocks of the cost of equity capital, the risk-free rate, and equity risk premium, plus 
in-depth discussion of the volatility created by the 2008 financial crisis, the subsequent recession and uncertain 
recovery, and how those events have fundamentally changed how we need to interpret the inputs to the models 
we use to develop these estimates.  
 
The Cost of Capital: Applications and Examples 5th edition includes case studies providing comprehensive 
discussion of cost of capital estimates for valuing a business and damages calculations for small and medium-
sized businesses, cross-referenced to the chapters covering the theory and data. This book puts an emphasis 
on practical application. To that end, this updated edition provides readers with exclusive access to a 
companion website filled with supplementary materials, allowing you to continue to learn in a hands-on fashion 
long after closing the book.  
 
The Cost of Capital: Applications and Examples has been published since 1998, and is updated every three to 
four years. The 6th edition of this book is scheduled to be available in early 2018.  
 

“Shannon Pratt and Roger Grabowski have produced a remarkably comprehensive review of the 
subject…it is a work that valuation practitioners, CFOs, and others will find an invaluable reference.”  

 
– Professor Richard Brealey, Emeritus Professor of Finance, London Business School (from the 
Foreword)  

“Estimating the cost of capital is critical in determining the valuation of assets, in evaluating the capital 
structure of corporations, and in estimating the long-run expected return of investments. Shannon Pratt 
and Roger Grabowski have the most thorough text on the subject, not only providing various estimation 
methods, but also numerous ways to use the cost of capital.” 

 
 – Professor Roger G. Ibbotson, Professor Emeritus of Finance at the Yale School of Management, 
Chairman and Chief Investment Officer of Zebra Capital LLC, and former Chairman and founder of 
Ibbotson Associates, now part of Morningstar, Inc.  
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Valuation Handbook – U.S. Guide to Cost of Capital 

This annual book includes the U.S. cost of capital data inputs (equity risk premia, size premia, industry risk 
premia, risk premia over the risk-free rate, risk-free rates) that were previously published in the 
Morningstar/Ibbotson Stocks, Bonds, Bills, and Inflation (SBBI) Valuation Yearbook and the Duff & Phelps Risk 
Premium Report.  
 
The Valuation Handbook – U.S. Guide to Cost of Capital can be used to develop cost of equity capital estimates 
(using both the build-up method and CAPM) for an individual business, business ownership interest, security, or 
intangible asset. Includes many examples for using the data properly.  
 
The Valuation Handbook – U.S. Guide to Cost of Capital has been published since 2014, and is updated annually 
with data through December 31 of the previous year (e.g., the 2014 Valuation Handbook – U.S. Guide to Cost of 
Capital is “data through” December 31, 2013; the 2015 Valuation Handbook – U.S. Guide to Cost of Capital is 
“data through” December 31, 2014. etc.). This book includes three optional intra-year quarterly updates (March, 
June, and September).  
 
Valuation Handbook – U.S. Industry Cost of Capital 
 
This annual book provides industry-level cost of capital estimates (cost of equity capital, cost of debt capital, 
and weighted average cost of capital, or WACC), plus detailed industry-level statistics for sales, market 
capitalization, capital structure, various levered and unlevered beta estimates (e.g., ordinary-least squares (OLS) 
beta, sum beta, peer group beta, downside beta, etc.), valuation (trading) multiples, financial and profitability 
ratios, equity returns, aggregate forward-looking earnings-per share (EPS) growth rates, and more. Over 300 
critical industry-level data points are calculated for approximately 180 U.S. industries (depending on data 
availability). Industries are organized by standard industrial classification (SIC) code.  
 
The Valuation Handbook – U.S. Industry Cost of Capital can be used to benchmark, augment, and support the 
analyst's own custom analysis of the industry in which a subject business, business ownership interest, 
security, or intangible asset resides.  
 
The Valuation Handbook – U.S. Industry Cost of Capital has been published since 2014, and is updated annually 
with data through March 31 of the current year (e.g., the 2014 Valuation Handbook – U.S. Industry Cost of 
Capital is “data through” March 31, 2014; the 2015 Valuation Handbook – U.S. Industry Cost of Capital is “data 
through” March 31, 2015, etc.). This book includes three optional intra-year quarterly updates (June, September, 
and December).  
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 Valuation Handbook – International Guide to Cost of Capital 
 
This annual book provides country-level equity risk premia (ERPs), relative volatility (RV) factors, and country 
risk premia (CRPs).  
 
This book can be used to estimate country-level cost of equity capital globally, for up to 188 countries, from the 
perspective of investors based in any one of up to 56 countries (depending on data availability).  
 
The Valuation Handbook – International Guide to Cost of Capital has been published since 2014, and is updated 
annually with data through December of the previous year and March of the current year (e.g., the 2014 
Valuation Handbook – International Guide to Cost of Capital is “data through” December 31, 2013 and March 31, 
2014; the 2015 Valuation Handbook – International Guide to Cost of Capital is “data through” December 31, 
2014 and March 31, 2015 etc.). This book includes one optional semi-annual update with data through June and 
September.  
 

“Measuring the impact of country risk in determining the international cost of capital is one of the most 
vexing issues in finance. Any company doing international cost of capital estimation must, at minimum, 
consult the International Valuation Handbook – Guide to Cost of Capital”. 
 
– Campbell R. Harvey, Professor of International Business at the Fuqua School of Business, Duke 
University 

 
Valuation Handbook – International Industry Cost of Capital 
 
This annual book provides the same type of rigorous industry-level analysis published in the U.S.-centric 
Valuation Handbook – U.S. Industry Cost of Capital, on a global scale.  
 
This book includes industry-level analyses for four global economic areas: (i) the “World,” (ii) the European 
Union, (iii) the Eurozone, and (iv) the United Kingdom.4 Industries in the book are identified by their Global 
Industry Classification Standard (GICS) code. Each of the four global economic area’s industry analyses are 
presented in three currencies: (i) the euro (€ or EUR), (ii) the British pound (£ or GBP), and (iii) the U.S. dollar ($ or 
USD).  
 
This annual book provides industry level cost of capital estimates (cost of equity capital, cost of debt capital, 
and weighted average cost of capital, or WACC), plus detailed industry-level statistics for sales, market 
capitalization, capital structure, various levered and unlevered beta estimates (e.g., ordinary-least squares (OLS) 
beta, sum beta, peer group beta, downside beta, etc.), valuation (trading) multiples, financial and profitability 
ratios, equity returns, aggregate forward-looking earnings-per share (EPS) growth rates, and more. Over 300 
critical industry-level data points are calculated for each industry (depending on data availability). Industries are 
organized by global industry classification standard (GICS) code.  
 

                                                            
4  In the Valuation Handbook – International Industry Cost of Capital, “World” companies are defined as companies that (i) are components of the MSCI 

ACWI IMI, and (ii) satisfy the rigorous screening requirements that are employed to define the company sets used therein. 
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The Valuation Handbook – International Industry Cost of Capital can be used to benchmark, augment, and 
support the analyst's own custom analysis of the industry in which a subject business, business ownership 
interest, security, or intangible asset resides.  
 
The Valuation Handbook – International Industry Cost of Capital has been published since 2015, and is updated 
annually with data through March 31 of the current year (e.g., the 2015 Valuation Handbook – International 
Industry Cost of Capital is “data through” March 31, 2015; the 2016 Valuation Handbook – International Industry 
Cost of Capital is “data through” March 31, 2016, etc.). This book includes one optional semi-annual update with 
data through September.  
 
To learn more about cost of capital issues, and to ensure that you are using the most recent Duff & Phelps 
Recommended ERP, visit www.duffandphelps.com/CostofCapital.  
 
Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook  
 
This annual book has been the definitive annual resource for historical U.S. capital markets performance data 
for over 30 years. 
 
Starting with the 2016 edition, the Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook is now produced by Duff & 
Phelps and published by John Wiley & Sons. The SBBI Yearbook was previously published by Morningstar, Inc. 
under the name “Ibbotson Stocks, Bonds, Bills, and Inflation (SBBI) Classic Yearbook”.5 
 
This book includes returns, index values, and statistical analyses of U.S. large company stocks, small company 
stocks, long-term corporate bonds, long-term government bonds, intermediate-term government bonds, U.S. 
Treasury bills, and inflation from January 1926 to present (monthly). 
 
Anyone serious about investments or investing needs an appreciation of capital market history. Such an 
appreciation, which can be gained from this book, is equally valuable to the individual and institutional investor, 
practitioners and scholars in finance, economics, and business; portfolio strategists; and security analysts 
seeking to benchmark their own investment performance. The SBBI Yearbook is a thinking person’s guide to 
using historical data to understand the financial markets and make decisions. 
 
 

 
 
 
 
 

                                                            
5  The SBBI Yearbook was published by Morningstar, Inc. from 2007 through 2015, and by Ibbotson Associates in years prior to 2007.   
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Purchasing Information 
 

 
 
To order Duff & Phelps valuation data resources published by John Wiley & Sons, please visit 
www.wiley.com/go/ValuationHandbooks, or call:  
U.S. (800) 762-2974 International (317) 572-3993 or fax (317) 572-4002.  
 

 
 
To order additional copies of the SBBI Yearbook, please visit www.wiley.com/go/sbbiyearbook, or call:  
U.S. (800) 762-2974 International (317) 572-3993 or fax (317) 572-4002.  
 

 
 
 
 
 
 
 
 
 
 
 

U.S. and International Valuation Theory and Data

• Cost of Capital: Applications and Examples (5th edition)
• Valuation Handbook – U.S. Guide to Cost of Capital 
• Valuation Handbook – U.S. Industry Cost of Capital 
• Valuation Handbook – International Guide to Cost of Capital 
• Valuation Handbook – International Industry Cost of Capital 

U.S. Capital Markets Performance Data

• Stocks, Bonds, Bills, and Inflation (SBBI) Yearbook
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Results for 2016 Capital Markets 
 
Large-Cap Stocks  

The market for U.S. large-capitalization stocks is represented herein by the S&P 500 Total Return Index (“total 
return” includes the reinvestment of dividends).  

U.S. Large-cap stocks posted a total return of 11.96% in 2016, up from 1.38% in 2015. Nine months of 2016 
produced positive returns; March delivered the highest return at 6.78%, while January’s -4.96% was the lowest. 
An index of large-cap stock total returns, started at $1.00 on December 31, 1925, increased to $6,035.12 by the 
end of 2016, up from $5,390.43 at the end of 2015.  

Small-Cap Stocks  

U.S. small-cap stocks posted a total return of 25.65% in 2016, up from -3.60% in 2015. Nine months of 2016 
produced positive returns; November delivered the highest return at 13.19%, while January’s -6.80% was the 
lowest. An index of small-cap stocks total returns, started at $1.00 on December 31, 1925, increased to 
$33,212.31 by the end of 2016, up from $26,433.35 at the end of 2015.  

Long-term Corporate Bonds 

U.S. long-term corporate bonds posted a total return of 6.70% in 2016, up from -1.02% in 2015. Nine months of 
2016 produced positive returns; March delivered the highest return at 4.23%, while November’s -5.10% was the 
lowest. An index of long-term corporate bonds total returns, started at $1.00 on December 31, 1925, increased 
to $200.40 by the end of 2016, up from $187.82 at the end of 2015.  

The bond default premium, or net return from investing in long-term corporate bonds rather than investing in 
long-term government bonds of equal maturity, was 4.86% in 2016, compared with -0.37% in 2015. 

Long-term Government Bonds 

U.S. long-term government bonds posted a total return of 1.75% in 2016, up from -0.65% in 2015. Five months 
of 2016 produced positive returns; June delivered the highest return at 5.90%, while November’s -5.99% was the 
lowest. An index of long-term government bonds total returns, started at $1.00 on December 31, 1925, 
increased to $134.35 by the end of 2016, up from $132.03 at the end of 2015. 

Intermediate-term Government Bonds 

U.S. intermediate-term government bonds posted a total return of 1.92% in 2016, up from 1.79% in 2015. Six 
months of 2016 produced positive returns; January delivered the highest return at 2.33%, while November’s              
-1.89% was the lowest. An index of intermediate-term government bonds total returns, started at $1.00 on 
December 31, 1925, increased to $95.78 by the end of 2016, up from $93.97 at the end of 2015. 
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Treasury Bills 

U.S. Treasury bills posted a total return of 0.20% in 2016, up from the 0.02% posted in 2015. All 12 months of 
2016 produced positive returns; December delivered the highest return at 0.02534%, while January’s 0.00604% 
was the lowest. An index of Treasury Bills total returns, started at $1.00 on December 31, 1925, increased to 
$20.63 by the end of 2016, up from $20.59 at the end of 2015. 

 
Inflation6 
 
Inflation increased to 2.07% in 2016, compared to 0.73% in 2015. The result is lower than the long-term 
historical annual average (1926–2016) of 3.0%. Inflation has remained below 5% for 34 of the last 35 years (the 
exception was the 6.11% rate in 1990). A cumulative inflation index, beginning at $1.00 at year-end 1925, 
finished 2016 at $13.47, up from $13.20 at year-end 2015. That is, a “basket” of consumer goods and services 
that cost $1.00 in 1925 would cost $13.47 today. The two baskets are not identical, but are intended to be 
comparable. 
  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                            
6  The inflation rate used for the single month of December 2015 in last year’s 2016 SBBI Yearbook (0.00105760) was an estimate in the data provider’s 

database. The value has been revised to -0.00341710, representing a difference of -0.00447470, or -0.4%. We use the revised December 2015 value in 
all calculations in the 2017 SBBI Yearbook; this may cause slight differences in year-end 2015 inflation calculations as appeared in the 2016 SBBI 
Yearbook when compared to year-end 2015 inflation calculations as appear in the 2017 SBBI Yearbook. For example, the annual inflation rate reported 
for calendar year (January–December) 2015 in last year’s 2016 SBBI Yearbook was 1.18% using the estimated December 2015 value, but the annual 
inflation rate reported for calendar year (January–December) 2015 is reported as 0.73% in the 2017 SBBI Yearbook using the revised December 2015 
value. Longer-term statistics are unaffected (e.g., the long-term 1926–2015 average annual inflation rate (2.98%) is identical using both the estimated 
and the revised December 2015 monthly value). This issue does not recur in the 2017 SBBI Yearbook; the inflation rate used for the single month of 
December 2016 herein is not an estimate; it is taken directly from the United States Department of Labor, Bureau of Labor Statistics, Consumer Price 
Index for All Urban Consumers, or CPI-U, not seasonally adjusted, at https://www.bls.gov/cpi/. 
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Exhibit 1: Wealth Indexes of Investments in the U.S. Capital Markets Index  
(Year-end 1925 = $1.00) 
1926–2016 
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Exhibit 2: Basic Series: Annual Total Returns in Percent (%) 
2007–2016 
 

  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Large-Cap 
Stocks

Small-Cap 
Stocks

Long-term 
Corp 
Bonds

Long-term 
Gov't 
Bonds

Inter-term 
Gov't Bonds

U.S. 
Treasury 
Bills Inflation

2007 5.49 -5.22 2.60 9.88 10.05 4.66 4.08
2008 -37.00 -36.72 8.78 25.87 13.11 1.60 0.09
2009 26.46 28.09 3.02 -14.90 -2.40 0.10 2.72
2010 15.06 31.26 12.44 10.14 7.12 0.12 1.50
2011 2.11 -3.26 17.95 27.10 8.81 0.04 2.96
2012 16.00 18.24 10.68 3.43 1.66 0.06 1.74
2013 32.39 45.07 -7.07 -12.78 -3.68 0.02 1.51
2014 13.69 2.92 17.28 24.71 3.00 0.02 0.76
2015 1.38 -3.60 -1.02 -0.65 1.79 0.02 0.73
2016 11.96 25.65 6.70 1.75 1.92 0.20 2.07
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Exhibit 3: Portfolios: Annual Total Returns in Percent (%) 
2007–2016  
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

100% Large 
Stocks 90/10 70/30 50/50 30/70 10/90

100% Long-
term Gov't 

Bonds
2007 5.49 6.03 7.03 7.95 8.79 9.54 9.88
2008 -37.00 -32.14 -21.55 -9.72 3.43 18.02 25.87
2009 26.46 21.86 12.97 4.49 -3.58 -11.23 -14.90
2010 15.06 14.97 14.52 13.70 12.53 11.02 10.14
2011 2.11 4.69 9.81 14.88 19.85 24.72 27.10
2012 16.00 14.86 12.48 10.00 7.43 4.78 3.43
2013 32.39 27.14 17.16 7.85 -0.84 -8.94 -12.78
2014 13.69 14.80 17.03 19.24 21.44 23.62 24.71
2015 1.38 1.35 1.18 0.84 0.36 -0.28 -0.65
2016 11.96 11.04 9.13 7.13 5.04 2.87 1.75
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Exhibit 5: Portfolios: Monthly and Quarterly Returns in Percent (%) 
 

 
 
 
 
 
 
 
 

2016
Monthly 
Returns

100% Large 
Stocks 90/10 70/30 50/50 30/70 10/90

100% Long-
term Gov't 

Bonds
Dec-15 -1.58 -1.44 -1.17 -0.90 -0.63 -0.35 -0.22
Jan-16 -4.96 -3.99 -2.05 -0.10 1.84 3.78 4.76
Feb-16 -0.13 0.17 0.79 1.40 2.02 2.64 2.94
Mar-16 6.78 6.10 4.74 3.38 2.01 0.65 -0.03
Apr-16 0.39 0.30 0.11 -0.07 -0.25 -0.44 -0.53
May-16 1.80 1.70 1.50 1.31 1.12 0.92 0.82
Jun-16 0.26 0.82 1.95 3.08 4.21 5.34 5.90
Jul-16 3.69 3.40 2.82 2.25 1.67 1.09 0.81
Aug-16 0.14 -0.01 -0.32 -0.63 -0.94 -1.25 -1.40
Sep-16 0.02 -0.11 -0.36 -0.61 -0.87 -1.12 -1.24
Oct-16 -1.82 -1.96 -2.22 -2.48 -2.75 -3.01 -3.14
Nov-16 3.70 2.73 0.80 -1.14 -3.08 -5.02 -5.99
Dec-16 1.98 1.72 1.21 0.70 0.19 -0.32 -0.57

2016
Annual 
Returns
2016 11.96 11.04 9.13 7.13 5.04 2.87 1.75

2016
Quarterly 
Returns
Q1-16 1.35 2.04 3.40 4.72 5.99 7.21 7.80
Q2-16 2.46 2.84 3.60 4.36 5.10 5.84 6.21
Q3-16 3.85 3.27 2.12 0.98 -0.16 -1.29 -1.85
Q4-16 3.82 2.46 -0.25 -2.92 -5.56 -8.17 -9.46

Attachment BEL-9 
Cause No. 44891 

Page 18 of 23



  20
17

 S
B

B
I Y

ea
rb

oo
k 

(P
re

vi
ew

 V
er

si
on

) 
 

 
 

19
 

Ex
hi

bi
t 

6:
 B

as
ic

 S
er

ie
s:

 M
on

th
ly

 In
de

x 
V

al
ue

s 
 

(Y
ea

r-
en

d 
19

25
 =

 $
1.

00
) 

19
26

–
20

16
 

 

 
       

S
m

al
l-

ca
p

S
to

ck
s

Lo
ng

-t
er

m
C

or
p 

B
on

ds

U
.S

. 
T

re
as

ur
y 

B
ill

s
In

fl
at

io
n

T
ot

al
R

et
ur

n
C

ap
it

al
 A

pp
R

et
ur

n
T

ot
al

R
et

ur
n

T
ot

al
R

et
ur

n
T

ot
al

R
et

ur
n

C
ap

it
al

 A
pp

R
et

ur
n

T
ot

al
R

et
ur

n
C

ap
it

al
 A

pp
R

et
ur

n
T

ot
al

R
et

ur
n

R
at

e
D

ec
-1

5
5,

39
0.

42
5

16
0.

18
0

26
,4

33
.3

49
18

7.
82

2
13

2.
03

2
1.

37
5

93
.9

70
1.

67
3

20
.5

86
13

.1
95

Ja
n-

16
5,

12
2.

93
0

15
2.

05
3

24
,6

35
.8

81
18

9.
07

3
13

8.
31

0
1.

43
7

96
.1

62
1.

70
9

20
.5

88
13

.2
17

Fe
b-

16
5,

11
6.

01
8

15
1.

42
5

24
,9

06
.8

76
19

3.
45

4
14

2.
38

3
1.

47
7

96
.7

12
1.

71
7

20
.5

92
13

.2
28

M
ar

-1
6

5,
46

3.
07

9
16

1.
41

9
26

,6
70

.2
83

20
1.

64
0

14
2.

33
5

1.
47

4
97

.1
46

1.
72

3
20

.5
96

13
.2

85
A

pr
-1

6
5,

48
4.

25
8

16
1.

85
4

26
,9

58
.3

22
20

4.
58

1
14

1.
58

3
1.

46
3

97
.0

49
1.

71
9

20
.5

98
13

.3
48

M
ay

-1
6

5,
58

2.
74

5
16

4.
33

6
27

,2
46

.7
76

20
4.

91
5

14
2.

75
1

1.
47

2
96

.8
42

1.
71

4
20

.6
00

13
.4

02
Ju

n-
16

5,
59

7.
21

1
16

4.
48

4
27

,2
00

.4
56

21
2.

64
0

15
1.

17
5

1.
55

7
98

.5
34

1.
74

2
20

.6
04

13
.4

46
Ju

l-
16

5,
80

3.
57

3
17

0.
34

2
28

,5
65

.9
19

21
7.

84
8

15
2.

39
3

1.
56

7
98

.5
73

1.
74

1
20

.6
08

13
.4

24
A

ug
-1

6
5,

81
1.

72
1

17
0.

13
4

29
,0

20
.1

17
21

8.
20

7
15

0.
25

3
1.

54
3

97
.9

37
1.

72
8

20
.6

12
13

.4
36

S
ep

-1
6

5,
81

2.
82

0
16

9.
92

4
29

,2
29

.0
62

21
5.

60
5

14
8.

38
3

1.
52

1
98

.1
99

1.
73

1
20

.6
16

13
.4

69
O

ct
-1

6
5,

70
6.

78
7

16
6.

62
3

28
,1

97
.2

76
20

9.
93

8
14

3.
72

2
1.

47
1

97
.6

88
1.

72
1

20
.6

20
13

.4
86

N
ov

-1
6

5,
91

8.
13

7
17

2.
31

7
31

,9
16

.4
97

19
9.

23
5

13
5.

12
0

1.
38

0
95

.8
46

1.
68

6
20

.6
22

13
.4

65
D

ec
-1

6
6,

03
5.

11
6

17
5.

45
3

33
,2

12
.3

07
20

0.
40

4
13

4.
34

9
1.

36
9

95
.7

77
1.

68
3

20
.6

28
13

.4
69

La
rg

e-
ca

p
S

to
ck

s
Lo

ng
-t

er
m

G
ov

't 
bo

nd
s

In
te

rm
ed

ia
te

-t
er

m
G

ov
't 

bo
nd

s

Attachment BEL-9 
Cause No. 44891 

Page 19 of 23



 

2017 SBBI Yearbook (Preview Version)    20 

Exhibit 7: Portfolios: Monthly Index Values 
(Year-end 1925 = $1.00) 
1926–2016 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

100% Large 
Stocks 90/10 70/30 50/50 30/70 10/90

100% Long-
term Gov't 

Bonds
Dec-15 5,390.425 4,372.613 2,579.192 1,317.611 583.874 224.548 132.032
Jan-16 5,122.930 4,198.116 2,526.392 1,316.245 594.616 233.044 138.310
Feb-16 5,116.018 4,205.381 2,546.325 1,334.738 606.633 239.189 142.383
Mar-16 5,463.079 4,461.997 2,666.985 1,379.786 618.836 240.739 142.335
Apr-16 5,484.258 4,475.208 2,669.997 1,378.817 617.268 239.688 141.583
May-16 5,582.745 4,551.229 2,710.166 1,396.884 624.157 241.897 142.751
Jun-16 5,597.211 4,588.700 2,763.060 1,439.909 650.424 254.807 151.175
Jul-16 5,803.573 4,744.659 2,841.049 1,472.254 661.287 257.594 152.393
Aug-16 5,811.721 4,743.992 2,831.874 1,462.951 655.066 254.375 150.253
Sep-16 5,812.820 4,738.896 2,821.676 1,453.987 649.396 251.531 148.383
Oct-16 5,706.787 4,646.209 2,759.054 1,417.887 631.562 243.960 143.722
Nov-16 5,918.137 4,773.266 2,781.041 1,401.711 612.119 231.723 135.120
Dec-16 6,035.116 4,855.456 2,814.759 1,411.565 613.304 230.991 134.349
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Exhibit 8: Basic Series and Portfolios: Summary Statistics of Annual Total Returns in Percent (%) 
1926–2016 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Asset Class
Geometric 
Mean

Arithmetic 
Mean

Standard 
Deviation

Large-cap Stocks 10.0 12.0 19.9
Small-cap Stocks 12.1 16.6 31.9
Long-term Corp Bonds 6.0 6.3 8.4
Long-term Gov't Bonds 5.5 6.0 9.9
Inter-term Gov't bonds 5.1 5.3 5.6
U.S. Treasury Bills 3.4 3.4 3.1
Inflation 2.9 3.0 4.1
90% Stocks, 10% Bonds 9.8 11.3 17.9
70% Stocks, 30% Bonds 9.1 10.1 14.2
50% Stocks, 50% Bonds 8.3 8.9 11.1
30% Stocks, 70% Bonds 7.3 7.7 9.2
10% Stocks, 90% Bonds 6.2 6.5 9.2
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Exhibit 10: Derived Series: Monthly Index Values 
(Year-end 1925 = $1.00) 
1926–2016 
 

 

Large-cap
Stocks

Small-cap
Stocks

Long-term 
Corp Bonds

Long-term 
Gov't bonds

Inter-term 
Gov't bonds

U.S. 
Treasury 

Bills
Dec-15 408.513 2,003.251 14.234 10.006 7.122 1.560
Jan-16 387.600 1,863.949 14.305 10.465 7.276 1.558
Feb-16 386.759 1,882.903 14.625 10.764 7.311 1.557
Mar-16 411.226 2,007.568 15.178 10.714 7.313 1.550
Apr-16 410.872 2,019.674 15.327 10.607 7.271 1.543
May-16 416.565 2,033.059 15.290 10.652 7.226 1.537
Jun-16 416.277 2,022.959 15.815 11.243 7.328 1.532
Jul-16 432.324 2,127.954 16.228 11.352 7.343 1.535
Aug-16 432.534 2,159.805 16.240 11.182 7.289 1.534
Sep-16 431.578 2,170.139 16.008 11.017 7.291 1.531
Oct-16 423.178 2,090.926 15.568 10.657 7.244 1.529
Nov-16 439.534 2,370.407 14.797 10.035 7.118 1.532
Dec-16 448.075 2,465.838 14.879 9.975 7.111 1.531

Inflation-Adjusted Total Returns (%)
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CERTIFICATE OF SERVICE 

This is to certify that a copy of the foregoing Indiana Office of Utility Consumer 

Counselor Public's Exhibit No. 4 Testimony of Bradley E. Lorton has been served upon the 

following counsel ofrecord in the captioned proceeding by electronic service on April 20, 2017. 

Clayton C. Miller S. Mark Kerney 
Bamberger, Foreman, Oswald & Hahn, LLP 
201 N. Illinois Street, Suite 1225 

Ohio Valley Gas Corporation 
111 Energy Park Drive 

Indianapolis, IN 46204 
cmiller@bamberger.com 

P. 0. Box 469 
Winchester, IN 47394-0469 
mkemey@ovgc.com 

Scott Franson 
Deputy Consumer Counselor 

INDIANA OFFICE OF UTILITY CONSUMER COUNSELOR 
115 West Washington Street 
Suite 1500 South 
Indianapolis, IN 46204 
infomgt@oucc.in.gov 
317 /232-2494 - Phone 
317 /232-5923 - Facsimile 
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