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I.  QUALIFICATIONS 1 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is Matthew I. Kahal. I am employed as an independent consultant retained 3 

in this matter by the Division of Rate Counsel (“Rate Counsel”). My business address 4 

is   1108 Pheasant Xing, Charlottesville, Virginia 22901. 5 

Q. PLEASE STATE YOUR EDUCATIONAL BACKGROUND. 6 

A. I hold B.A. and M.A. degrees in economics from the University of Maryland and 7 

have completed course work and examination requirements for the Ph.D. degree in 8 

economics.  My areas of academic concentration included industrial organization, 9 

economic development and econometrics. 10 

Q. WHAT IS YOUR PROFESSIONAL BACKGROUND? 11 

A. I have been employed in the area of energy, utility and telecommunications 12 

consulting for the past 35 years working on a wide range of topics. Most of my work 13 

has focused on electric utility integrated planning, plant licensing, environmental 14 

issues, mergers and financial issues. I was a co-founder of Exeter Associates, and 15 

from 1981 to 2001, I was employed at Exeter Associates as a Senior Economist and 16 

Principal. During that time, I took the lead role at Exeter in performing cost of capital 17 

and financial studies. In recent years, the focus of much of my professional work has 18 

shifted to electric utility markets, power procurement and industry restructuring.   19 

Prior to entering consulting, I served on the Economics Department faculties 20 

at the University of Maryland (College Park) and Montgomery College teaching 21 

courses on economic principles, development economics and business.   22 

A complete description of my professional background is provided in 23 

Appendix A. 24 
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Q. HAVE YOU PREVIOUSLY TESTIFIED AS AN EXPERT WITNESS 1 

BEFORE UTILITY REGULATORY COMMISSIONS? 2 

A. Yes. I have testified before approximately two-dozen state and federal utility 3 

commissions, federal courts and the U.S. Congress in more than 380 separate 4 

regulatory cases. My testimony has addressed a variety of subjects including fair rate 5 

of return, resource planning, financial assessments, load forecasting, competitive 6 

restructuring, rate design, purchased power contracts, merger economics and other 7 

regulatory policy issues. These cases have involved electric, gas, water and telephone 8 

utilities.  A list of these cases is set forth in Appendix A, with my statement of 9 

qualifications. 10 

Q. WHAT PROFESSIONAL ACTIVITIES HAVE YOU ENGAGED IN SINCE 11 

LEAVING EXETER AS A PRINCIPAL IN 2001? 12 

A. Since 2001, I have worked on a variety of consulting assignments pertaining to 13 

electric restructuring, purchase power contracts, environmental controls, cost of 14 

capital and other regulatory issues. Current and recent clients include the U.S. 15 

Department of Justice, U.S. Air Force, U.S. Department of Energy, the Federal 16 

Energy Regulatory Commission, Connecticut Attorney General, Pennsylvania Office 17 

of Consumer Advocate,  the New Hampshire Consumer Advocate, New Jersey 18 

Division of Rate Counsel, Rhode Island Division of Public Utilities, Louisiana Public 19 

Service Commission, the Ohio Consumers Counsel, Arkansas Public Service 20 

Commission, the Maryland Public Service Commission, the Maine Public Advocate, 21 

Maryland Department of Natural Resources, and the Maryland Energy 22 

Administration. 23 

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE NEW JERSEY 24 

BOARD OF PUBLIC UTILITIES? 25 
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A. Yes.  I have testified on cost of capital and other matters before the Board of Public 1 

Utilities (Board or BPU) in gas, water and electric cases during the past 25 years.  2 

A listing of those cases is provided in my attached Statement of Qualifications.  This 3 

includes the submission of testimony on rate of return issues in the recent electric and 4 

gas service rate cases of New Jersey Natural Gas Company (BPU Docket No. 5 

GR07110889), Elizabethtown Gas (BPU Docket No. GR09030195) and Public 6 

Service Electric and Gas Company (BPU Docket Nos. GR05100845 and 7 

GR09050422), and United Water New Jersey, Inc. (BPU Docket No. WR09120987).  8 

I participated in the previous Atlantic City Electric Company (“ACE” or “the 9 

Company”) rate cases on a rate of return issues, including submitting testimony in 10 

BPU Docket Nos. ER09080664 and ER11080469.  In all of these cases, my testimony 11 

and other work was on behalf of Rate Counsel. 12 

13 
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II.  OVERVIEW 1 

A. Summary of Recommendation 2 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS 3 

PROCEEDING? 4 

A. I have been asked by Rate Counsel in this case to develop a recommendation 5 

concerning the fair rate of return on the jurisdictional electric distribution utility rate 6 

base of ACE.  This includes both a review of the Company’s proposal concerning rate 7 

of return and the preparation of an independent study of the cost of common equity.  8 

I am providing my recommendation to Rate Counsel’s revenue requirement 9 

consultant, Ms. Andrea Crane, for use in calculating the Company’s annual revenue 10 

requirement in this case.  In addition, my testimony briefly addresses the Company’s 11 

proposal in this case for approval of a System Renewal Recovery Charge (“SRRC”), 12 

a proposal discussed in more detail in the testimony of Rate Counsel accounting 13 

witness Crane and engineering panel Chang and Salmone.   14 

Q. WHAT IS THE COMPANY’S RATE OF RETURN PROPOSAL IN THIS 15 

CASE?   16 

A. As presented in the Company’s Petition, the Company requests an authorized overall 17 

rate of return of 7.83 percent.  The proposed capital structure is indicated as being the 18 

Company’s adjusted actual capital structure at December 31, 2016, which includes 19 

50.14 percent common equity and 49.86 percent long-term debt.  This capital 20 

structure is generally similar to or slightly more equity rich than the industry proxy 21 

group that I have used, as discussed later in my testimony.  This proposed capital 22 

structure excludes any recognition of short-term debt.  The Company requests a 23 

return on the common equity component of 10.1 percent.  The overall rate of return, 24 

capital structure and cost of debt recommendations are sponsored by Company 25 
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witness Mr. Kevin M. McGowan, and the cost of equity recommendation is 1 

sponsored by the Company’s consultant, Mr. Robert B. Hevert.  Mr. Hevert’s 10.1 2 

percent return on equity (“ROE”) recommendation is based on the results of his 3 

various studies.  Specifically, he identifies a cost of equity range for ACE of 10.0 to 4 

10.75 percent, with his ultimate ROE recommendation being toward the lower end of 5 

his range. 6 

Q. WHAT IS ACE’S CORPORATE STRUCTURE?   7 

A. ACE is a wholly owned subsidiary of PEPCO Holdings, Inc. (“PHI”), which is a 8 

corporate holding company that owns two other electric utility operating companies.  9 

PHI also has a very limited amount of non-utility operations (Pepco Energy Services), 10 

and it has sold off most of its unregulated generation assets.  ACE is the smallest of 11 

the three PHI utility subsidiaries, with the sister utilities being Potomac Electric 12 

Power Company (“PEPCO”) and Delmarva Power & Light Company (“DP&L”), 13 

which operate in Maryland, Delaware, and the District of Columbia.  PHI, in turn, 14 

was recently acquired by Exelon Corp., one of the nation’s largest electric utility 15 

corporations and the nation’s largest nuclear generation company. 16 

Q. WHAT IS YOUR RECOMMENDATION AT THIS TIME ON RATE OF 17 

RETURN? 18 

A. As summarized on Schedule MIK-1, page 1 of 1, I am recommending at this time a 19 

return on ACE’s jurisdictional electric distribution rate base of 7.28 percent.  This 20 

includes a return on common equity of 9.00 percent and a capital structure and cost of 21 

debt identical to Mr. McGowan’s recommendation.  This capital structure is very 22 

similar to those approved for ACE by the Board in previous rate cases.  It adopts the 23 

Company’s proposal to remove securitization debt and the associated equity.  In 24 

addition, I concur with the Company’s decision to exclude short-term debt from 25 
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capital structure and instead directly assign it to the financing of Construction Work 1 

in Progress (“CWIP”).  This recommendation is conditioned on a commitment by 2 

ACE to continue this accounting practice (sometimes referred to as “the FERC 3 

method”).  The Company reports that it has used no short-term debt during the test 4 

year, but in my opinion it is likely to do so in the future. 5 

Q. WHAT IS YOUR COST OF DEBT RECOMMENDATION? 6 

A. I am using at this time a long-term cost of debt of 5.56 percent, which is identical to 7 

that sponsored by witness McGowan on behalf of the Company in its filed case.  This 8 

cost of debt figure is the actual cost rate at year-end 2016, inclusive of appropriate 9 

recognition of debt-related expenses, including reacquisition costs.  This is a 10 

reduction from the cost of debt used in past cases.  As discussed later in my 11 

testimony, I anticipate that ACE’s embedded cost rate for long-term debt will fall 12 

sharply in late 2018 when a very expensive (7.9 percent) $250 million debt issue 13 

matures and presumably will be refinanced by lower cost debt.  Due to the timing of 14 

this maturity, after the conclusion of the test year and this case, I have excluded this 15 

savings from my rate of return recommendation. 16 

Q. HOW DOES MR. HEVERT DEVELOP HIS 10.00 TO 10.75 PERCENT 17 

ROE RESULTS? 18 

A. Mr. Hevert utilizes three cost of equity methods:  (1) Discounted Cash Flow (DCF); 19 

(2) the Risk Premium; and (3) Capital Asset Pricing Model (CAPM), with each 20 

methodology applied to a proxy group of 22 publicly traded electric companies.  21 

Mr. Hevert’s testimony is rather complex, and he develops ranges and multiple 22 

estimates using each cost of equity methodology.  Focusing on his mean or midpoint 23 

results, he obtains estimates of about 8.9 percent using the standard DCF model, 9.1 24 

to 10.2 percent using the multi-stage DCF, 10.48 percent for the CAPM approach 25 
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(i.e., the average of his twelve CAPM calculations), and 10.00 to 10.30 percent for 1 

the Risk Premium study.  He also calculates a flotation expense adder of 0.12 percent, 2 

but he does not include this adjustment in his cost of equity results.  Based on these 3 

results he identifies a range of 10.0 to 10.75 percent, and he recommends an ROE of 4 

10.1 percent which is near the low end of this range.     5 

Q. HOW HAVE YOU DEVELOPED YOUR 9.00 PERCENT ROE 6 

RECOMMENDATION? 7 

A. I rely primarily on the use of the standard DCF model as applied to a proxy group of 8 

22 electric utility companies.  This produces a range of about 8.3 to 8.8 percent, with 9 

a midpoint of 8.6 percent.  This is the same electric proxy group as used by Mr. 10 

Hevert.  I have used the same proxy group to facilitate a direct comparison of our 11 

respective cost of equity studies and to eliminate controversy over proxy group 12 

selection.  Unfortunately, Mr. Hevert’s proxy group, while not unreasonable, is an 13 

imperfect risk proxy for ACE because it measures (to some degree) the risks incurred 14 

by many companies of the proxy group associated with generation assets and supply, 15 

whereas this case sets rates only for ACE’s distribution service.  ACE ratepayers 16 

already pay for the risks associated with generation supply in the Basic Generation 17 

Service (“BGS”) charges or in competitive service rates and should not have to pay 18 

twice for that generation supply risk.   19 

I also have conducted a cost of equity study using the CAPM method, which 20 

produces even lower results – a cost of equity range of about 7 to 9 percent.  21 

However, I place much less weight on the CAPM results.   22 

In my opinion, these cost of equity study results, taking into account the 23 

recent conditions of extremely low capital costs in financial markets, support the 24 

reasonableness of my 9.00 percent return on equity recommendation for ACE at this 25 
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time, a reduction of 0.75 percent from the 9.75 percent granted by settlement in 1 

ACE’s last rate case.   2 

Q. YOUR ROE RECOMMENDATION DIFFERS GREATLY FROM THAT 3 

OF MR. HEVERT.  HOW DO YOU ACCOUNT FOR THE LARGE 4 

DIFFERENCE? 5 

A. At the outset, please note that our respective “standard” DCF studies are somewhat 6 

similar, both producing estimates of about 9 percent.  Moreover, the cost of capital 7 

has declined slightly since the time period of Mr. Hevert’s studies which explains a 8 

small portion of the difference.   9 

The major difference, however, is attributable to Mr. Hevert’s other studies—10 

multi-stage DCF, CAPM, and Risk Premium.  In those studies he uses inappropriate 11 

and unrealistic data assumptions that unrealistically “drive” the results far above a 12 

realistic estimate of the market cost of equity for ACE.  In particular, he assumes and 13 

incorporates a substantial increase in long-term interest rates, from actual levels, 14 

whereas those interest rates have remained stable or even fallen slightly from the time 15 

he prepared his testimony.  My testimony identifies and corrects his unreasonable 16 

data assumptions. 17 

Q. MR. HEVERT CALCULATES A FLOTATION ADJUSTMENT OF 0.12 18 

PERCENT.  DO YOU INCLUDE A FLOTATION ADJUSTMENT? 19 

A. No, I do not.  Since PHI no longer is publicly traded, ultimate parent Exelon would be 20 

the source of any flotation expenses relevant to ACE.  However, Exelon’s only recent 21 

flotation expenses are those associated with its acquisition of PHI completed last 22 

year.  Those expenses are not eligible for cost recovery from ACE customers.  23 

Consequently, consistent with Witness Hevert, I do not include an adjustment for 24 

flotation expense in the recommended cost of equity and allowed ROE. 25 
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Q. DO YOU CONSIDER ACE TO BE A LOW-RISK UTILITY COMPANY?  1 

A. Yes, very much so.  ACE provides monopoly electric utility delivery service in its 2 

New Jersey service territory, subject to the regulatory oversight of the Board.  There 3 

is no indication of any material increase in business or financial risk relative to other 4 

electric utilities in recent years.  In Section III of my testimony I briefly discuss the 5 

business risk attributes for the Company, including the views of credit rating 6 

agencies.   7 

Q. YOU RECOMMEND AN ROE OF 9.0 PERCENT, AND MR. HEVERT 8 

RECOMMENDS 10.1 PERCENT.  HOW DOES THIS RANGE COMPARE 9 

TO ROES GRANTED TO ACE’S PHI UTILITY AFFILIATES? 10 

A. The Company’s response to RCR-ROR-10 provides the PEPCO and Delmarva Power 11 

most recent electric rate case ROE rulings, which I list below:  12 

 
Delaware 9.70% DP&L 
Maryland 9.55% PEPCO 
Washington, D.C. 9.40% PEPCO 
Maryland 9.61% DP&L 
    Average 9.56%  

 

In addition, the authorized ROEs for Exelon subsidiaries Baltimore Gas and 13 

Electric Company (“BG&E”) and Illinois-based Commonwealth Edison Company 14 

(“ComEd”) are 9.75 percent and 8.59 percent, respectively.  These authorized ROEs 15 

for other PHI and Exelon utilities are well below Mr. Hevert’s cost of equity findings, 16 

and are closer to my recommendation in this case.  Moreover, while the average of 17 

9.56 percent (for the PHI companies) is somewhat higher than my recommendation, 18 

the cost of capital may have declined slightly since these rate cases took place.   19 
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Q. HOW DOES ACE’S ROE REQUEST COMPARE WITH ELECTRIC 1 

UTILITY AWARDS GENERALLY? 2 

A. The requested 10.1 percent ROE is significantly higher than state commission award 3 

trends.  Note that the 10.1 percent request in this case is higher than the 9.75 percent 4 

authorized for ACE in the last base rate case. 5 

The ROE awards trends are provided quarterly by Regulatory Research 6 

Associates (“RRA”) surveys a source relied upon by ACE witness Hevert for his Risk 7 

Premium study.  The RRA survey data (discussed in more detail later in my 8 

testimony) show a generally declining trend in electric utility ROEs in recent years 9 

(particularly for delivery service electrics) to well below 10.0 percent—to the mid-9s.  10 

As I demonstrate later in my testimony, electric utility company stocks have thrived 11 

under this declining capital cost and declining ROE award environment as equity 12 

investors find such stocks to be very attractive. 13 

I believe that the Board should recognize these market and state regulatory 14 

trends and reduce ACE’s 9.75 percent current ROE.  Clearly, it would be 15 

unreasonable to raise the authorized ROE. 16 

Q. WHAT IS YOUR POSITION CONCERNING THE PROPOSED SRRC? 17 

A. The SRRC is intended to provide ACE with a “tracker” mechanism to recover from 18 

customers the majority of its capital expenditures (and as a practical matter virtually 19 

its entire increase in distribution rate base) over the next four years outside of 20 

traditional base rate cases.  Moreover, there is no commitment by ACE to refrain 21 

from filing new base rate cases over this time period along with the tracker filings.   22 

The SRRC is structured in a manner that would greatly reduce ACE’s business risk as 23 

compared to standard regulation.  However, ACE witnesses in their testimony in this 24 

case seem to ignore this fact in setting forth the 10.1 percent ROE request.  In 25 
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particular, there is no mention of the SRRC and its risk reducing attributes in Witness 1 

Hevert’s testimony.  Importantly, ACE witnesses have not shown that this tracker 2 

mechanism is needed to protect the Company’s credit ratings or assure ACE has 3 

access to capital on reasonable terms, one of the stated rationales for this proposal.   4 

I recommend rejection of the proposed tracker as the tracker is not needed by 5 

ACE to attract capital.  In addition the proposed tracker shifts risk from the Company 6 

(where it properly belongs) to ACE customers.  However, if such a proposal is 7 

adopted, I recommend that the Board recognize this reduction in business risk and 8 

appropriately decrement ACE’s ROE award, both in this rate case and in the SRRC 9 

tracker mechanism itself. 10 

B.   Capital Cost Trends in Recent Years 11 

Q. HAVE YOU EXAMINED GENERAL TRENDS IN CAPITAL COSTS IN 12 

RECENT YEARS? 13 

A. Yes.  I show the capital cost trends since 2001, through calendar year 2016, on page 1 14 

of Schedule MIK-2.  Pages 2, 3, 4, 5, 6 and 7 of that Schedule show monthly data for 15 

January 2007 through June 2017.  The indicators provided include the annualized 16 

inflation rate (as measured by the Consumer Price Index), 10-year Treasury yields, 17 

3-month Treasury bill yields and Moody’s single A and triple B yields on long-term 18 

utility bonds.  While there is some fluctuation, these data series show a general 19 

declining trend in capital costs.  For example, in the very early part of this time 20 

period, utility bond yields averaged about 7 to 8 percent, with 10-year Treasury yields 21 

of 4 to 5 percent.  By 2016, single A utility bond yields had fallen to an average of 22 

3.9 percent, with 10-year Treasury yields declining to an average of 1.8 percent.  23 

Within the past year (i.e., calendar 2016 into mid 2017), Treasury and utility long-24 

term bond rates have remained very close to these historically low levels.   25 
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For the past six years, short-term Treasury rates have been close to zero, with 1 

three-month Treasury bills averaging about 0.1 percent.  These extraordinarily low 2 

rates (which are also reflected in non-Treasury debt instruments) were the result of an 3 

intentional policy of the Federal Reserve Board of Governors (the “Fed”) to make 4 

credit and liquidity available to the U.S. economy at low cost in order to promote 5 

economic activity.1  The Fed has also sought to exert downward pressure on long-6 

term interest rates through its policy of “quantitative easing.”  Quantitative easing is a 7 

policy whereby the Fed engages on an ongoing basis in the purchase of financial 8 

assets (such as Treasury bonds or agency mortgage backed debt), both to support the 9 

market prices of financial assets and to increase the U.S. money supply.  The intent of 10 

quantitative easing is to keep the cost of capital low (which increases the value of 11 

financial assets such as utility stocks) and makes credit both cheaper and more 12 

abundant.  Although that program ended in the summer of 2012, the Fed announced 13 

in September 2012 a continuation of its near zero short-term interest rate policy at 14 

least through 2015, and an indefinite continuation of quantitative easing.  In its 15 

December 12, 2012 meeting, the Fed stated that its low interest rate and 16 

accommodative policies would continue at least until a much lower U.S. 17 

unemployment rate is achieved, an endeavor  expected by the Fed to take several 18 

years.  As a result, interest rates have remained low and trended down and, for at least 19 

an extended period of time, this very low short- and long-term interest rate and cost of 20 

capital environment is expected to continue.  In October 2014, the Fed announced the 21 

phase out of its aggressive quantitative easing program due to progress with the U.S. 22 

economic recovery. 23 

                                                 
1 By law, the Fed has a “dual mandate” to pursue policies both to ensure price stability (i.e., low inflation) and 
to promote maximum employment. 
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Q. HAS THE FED ISSUED ANY MORE RECENT INFORMATION ON ITS 1 

POLICY INTENT? 2 

A. Due to positive progress in lowering unemployment and expectations of higher 3 

inflation (from extraordinary low levels) the Federal Open Market Committee 4 

(“FOMC,” the monetary policy decision-making forum for the Fed) in 2015 indicated 5 

an intention to gradually pursue monetary policy “normalization”.  This meant a 6 

policy of gradually increasing short-term interest rates from the near zero level, 7 

depending on further strengthening of U.S. labor markets.  The FOMC began to 8 

implement this policy after its December 2015 meeting resulting in short-term rates 9 

increasing from close to zero to about 0.3 percent—an extremely modest increase.  10 

The FOMC at the time implied that further increases in 2016 were likely to occur. 11 

Due to weaker than expected conditions in the U.S. economy and globally 12 

during most of 2016, the FOMC was unwilling to follow through and further increase 13 

interest rates.  With economic improvement in late 2016, the FOMC at its December 14 

2016 meeting increased the federal funds rate by 0.25 percent to a range of 0.50 to 15 

0.75 percent.  In 2017, the FOMC has voted to increase the federal funds rate further 16 

to its current range of 1.00 to 1.25 percent, most recently at its June 14, 2017 meeting.   17 

In its policy statement following that meeting, the FOMC noted that “monetary policy 18 

remains accommodative” and inflation remains below the Fed’s 2 percent target 19 

level.2  The Fed has emphasized that its policy changes will be quite gradual. 20 

Q. ARE THERE FORCES CONTRIBUTING TO LOW INTEREST RATES 21 

OTHER THAN FED POLICY? 22 

A. Yes.  While the very low short-term rates are largely attributable to Fed policy 23 

decisions, the behavior of long-term rates also reflects more fundamental economic 24 

                                                 
2 See www.federalreserve.gov/newsevents/press/monetary/20170614a.htm. 

http://www.federalreserve.gov/newsevents/press/monetary/20170614a.htm
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forces.  Factors that drive down long-term bond interest rates include the ongoing 1 

modest growth of the U.S. and global macro economy, the inflation outlook and even 2 

international events.  A relatively weakly growing economy (as we have at this time) 3 

exerts downward pressure on interest rates and capital costs generally because the 4 

demand for capital is low and inflationary pressures are contained.  While inflation 5 

measures can fluctuate from month to month, long-term inflation rate expectations 6 

presently remain quite low, as the FOMC has noted.  Europe’s Euro-zone continuing 7 

sovereign debt and banking issues (along with “Brexit”) likely contributes somewhat 8 

to lower U.S. interest rates, as U.S. securities are valued as a relative “safe haven” for 9 

global capital.  Other major industrial nations are experiencing near zero or very low 10 

interest rates on their sovereign debt.  This “safe haven” benefit for U.S. assets clearly 11 

has benefitted utility stocks making them more attractive for investors. 12 

Q. DO LOW LONG-TERM INTEREST RATES IMPLY A LOW COST OF 13 

EQUITY FOR UTILITIES? 14 

A. In a very general sense and over time, that is normally the case, although the utility 15 

cost of equity and cost of debt need not move together precisely in lock step or 16 

necessarily in the short run.  The economic forces mentioned above (and Fed policy) 17 

that lead to lower interest rates also tend to exert downward pressure on the utility 18 

cost of equity.  After all, many investors tend to view utility stocks and bonds as 19 

alternative investment vehicles for portfolio allocation purposes, and in that sense 20 

utility stocks and long-term bonds are closely related by market forces. 21 

Q. ARE RELATIVE ECONOMIC WEAKNESS AND LOW INFLATION 22 

EXPECTED TO CONTINUE? 23 

A. Yes, that appears to be the case.  I have consulted the latest “consensus” forecasts 24 

published by Blue Chip Economic Indicators (“Blue Chip”), June 10, 2017 edition, 25 
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which is a survey compilation of approximately 40 major forecast organizations.  The 1 

“consensus” calls for real GDP growth of 2.2 percent in 2017 and 2.4 percent in 2018 2 

and inflation (GDP deflator) of 1.9 percent and 2.1 percent in 2017 and 2018, 3 

respectively.  The March 2017 edition of Blue Chip publishes a consensus 10-year 4 

inflation forecast of 2.1 percent per year, approximately the same as the near term.  5 

Thus, both the near- and long-term economic outlooks are for modest economic 6 

growth and low inflation, implying low market capital costs.  There has been a 7 

considerable slowing of economic growth globally and a glut of savings and liquidity 8 

seeking a return.  In that regard, the U.S. provides a very favorable capital cost 9 

environment for good quality utilities, such as ACE.    10 

Q. HAVE YOU BEEN ABLE TO INCORPORATE THESE RECENT 11 

CHANGES IN FINANCIAL MARKETS INTO YOUR COST OF CAPITAL 12 

ANALYSIS IN THIS CASE? 13 

A. Yes, to a large extent I have done so.  As a general matter, electric utility stocks have 14 

performed quite well during the first half of 2017 in response to declining capital 15 

costs.  Specifically, I present DCF evidence that relies on utility stock market data 16 

from this recent time period (i.e., January-June 2017).  Such market data directly 17 

incorporate the economic forces and monetary policy choices described above.  The 18 

use of a recent six months of market data is reasonable for assessing ACE’s current 19 

cost of capital as it reflects recent market and economic trends. 20 

C. Overview of Testimony 21 

Q. HOW HAVE YOU ORGANIZED THE REMAINDER OF YOUR 22 

TESTIMONY? 23 

A. Section III of my testimony briefly discusses the capital structure and cost of debt 24 

recommended in this case by the Company.  This section also discusses ACE’s 25 
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business risk profile.  In Section III, I also briefly comment on the cost of capital 1 

aspects of the SRRC proposal.  Section IV presents my cost of equity studies which 2 

are based on the DCF method, with the application of the CAPM providing a 3 

comparison and corroboration.  Section V is my review of Mr. Hevert’s cost of equity 4 

studies, risk adjustments and his 10.1 percent ROE recommendation.  Finally, Section 5 

VI provides a summary of major findings and conclusions.  In particular, that section 6 

explains why it is appropriate to lower at this time the currently authorized 9.75 7 

percent in light of market, regulatory, and industry trends. 8 

9 
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III. CAPITAL STRUCTURE AND ACE’S INVESTMENT RISK 1 

A. Capital Structure 2 

Q. WHAT CAPITAL STRUCTURE IS THE COMPANY USING IN THIS 3 

CASE? 4 

A. The requested capital structure of 50.14 percent common equity and 49.86 percent 5 

long-term debt is the Company’s adjusted actual December 31, 2016 capital structure, 6 

as sponsored by Mr. McGowen (Schedule (KMM-1)).  In developing this capital 7 

structure, the Company makes certain adjustments to the actual year-end debt and 8 

equity balances and excludes short-term debt.   9 

Q. IS THE PROPOSED CAPITAL STRUCTURE CONSISTENT WITH THE 10 

ELECTRIC UTILITY PROXY GROUP COMPANIES?   11 

A. Generally, yes, as I show on Schedule MIK-3 for the two proxy groups.  ACE’s 12 

proposed 50 percent equity ratio compares with an average 48 percent for the electric 13 

proxy group, with about half of the companies having equity rates above 50 percent.  14 

Please note that these are the projected equity ratios for year-end 2017, as reported by 15 

Value Line.  Based on these data, I conclude that ACE’s balance sheet strength is 16 

similar to that or slightly stronger than the electric proxy group.   17 

Q. WHAT ADJUSTMENTS DOES ACE PROPOSE? 18 

A. As shown on Schedule (KMM-1), page 2 of 4, ACE has excluded transition bonds, 19 

along with the common equity ($2.96 million) of its transition bond special purpose 20 

entity (ACE Transition Funding LLC).  For ratemaking capital structure purposes, the 21 

Company removes about $12 million for unamortized debt-related expenses, 22 

principally the unamortized balance of debt reacquisition costs, from its actual 23 

balance of long-term debt outstanding.  This adjustment reduces long-term debt for 24 
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ratemaking purposes from $1,037 million to $1,025 million, about a 1 percent 1 

reduction.  Finally, ACE includes no short-term debt in capital structure.   2 

Q. DO YOU AGREE WITH THESE ADJUSTMENTS?  3 

A. Not entirely.  I agree with the removal from capital structure of transition debt and 4 

equity, as this has been standard practice.  This capital is not directly related to ACE’s 5 

distribution utility service.  However, I do not necessarily support the $12 million 6 

debt balance reduction for the unamortized debt expense.  However, this adjustment 7 

has been employed and accepted in past settlements of ACE cases, and in any event is 8 

a minor adjustment.  Finally, I can accept the Company’s exclusion of short-term debt 9 

from capital structure as long as the Company continues to directly assign it to CWIP, 10 

which is a non-rate base item.  While, ACE normally makes extensive use of short-11 

term debt, in this case the Company reports that there is no short-term debt during the 12 

test year. 13 

As this is ACE’s actual capital structure (subject to removing securitization 14 

capital) and roughly consistent with what has been approved in past ACE cases, I find 15 

this capital structure to be acceptable for rate of return purposes. 16 

Q. WHY IS IT ACCEPTABLE IN THIS CASE TO EXCLUDE SHORT-TERM 17 

DEBT FROM CAPITAL STRUCTURE?   18 

A. It is acceptable in this particular case to do so because the Company directly assigns 19 

its actual short-term debt to CWIP for purposes of calculating the Allowance for 20 

Funds Used During Construction (“AFUDC”) rate.  ACE normally does make use of 21 

short-term debt, and this practice ensures that ratepayers will receive the cost of 22 

capital savings that short-term debt provides.  Given that excluding short-term debt 23 

has been accepted in past cases, the Company should commit to continue its normal 24 

practice of assigning short-term debt to CWIP for AFUDC accrual purposes. 25 
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Q. WHAT IS ACE’S CLAIMED COST RATE FOR LONG-TERM DEBT?   1 

A. ACE claimed its embedded cost of long-term debt to be 5.56 percent, which is the 2 

calculated embedded cost at December 31, 2016 (Schedule (KMM-1), page 3 of 4).  3 

As noted above, this cost rate provides for full cost recovery of all debt expenses, 4 

discounts/premiums and reacquisition costs.  The 5.56 percent is lower than the cost 5 

rate used in previous ACE rate cases, but it is well above ACE’s cost rate for new 6 

debt, which is at least a full percentage point lower.  The relatively high cost rate of 7 

5.56 percent is partially attributable to the fact that in late 2008 ACE issued $250 8 

million of long-term debt at a 7.9 percent cost rate.  This debt was issued at the height 9 

of the financial crisis of 2008. This very large and expensive debt issue is scheduled 10 

to mature in late 2018, which should provide a large cost of capital savings at that 11 

time. I estimate this interest expense savings to be on the order of about $10 million 12 

per year total Company. 13 

B. Discussion of Credit Ratings and Risk 14 

Q. HAVE COMPANY WITNESSES IN THIS CASE THOROUGHLY 15 

EXPLORED BUSINESS RISKS FACED BY ACE? 16 

A. In my opinion, they have not.  Mr. Hevert has very little discussion of ACE’s risks, 17 

and Mr. McGowan provides overview testimony concerning ACE’s operations and 18 

financial needs, as well as the service area economy.  Mr. Hevert’s discussion is even 19 

more limited as he cites to capital structure and credit ratings as his only mention of 20 

risks.   21 

A vital consideration of ACE’s business risk is how it compares to that of 22 

other electric utilities, particularly those in Mr. Hevert’s proxy group.  Neither 23 

witness sheds any light on that question.  While I agree with Mr. McGowan that ACE 24 

needs to access capital markets, has substantial capital requirements and can 25 
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experience regulatory lag, Company witnesses provide no comparison of these and 1 

other factors to the risks faced by Mr. Hevert’s proxy companies.  For example, is 2 

New Jersey regulatory lag more problematic than other states?  These witnesses do 3 

not at any time suggest that New Jersey regulation poses greater risks, on average, 4 

than regulation in other jurisdictions.   5 

Moreover, Mr. Hevert does not acknowledge in his testimony that distribution 6 

(or delivery service) electric utilities are exposed to less risk than the vertically-7 

integrated electric utilities that must cope with generation-related risks.  In response 8 

to RCR-ROR-24, Mr. Hevert appears to recognize that vertically-integrated electric 9 

utilities (the majority of his proxy group) face greater business risks (in an “all else 10 

equal” context) than delivery service electric utilities.  The lower risk of delivery 11 

service certainly is understood by investors and credit rating agencies.   12 

As I discuss further in Section V of my testimony, recent experience indicates 13 

that state Commissions recently have been granting lower equity returns for delivery 14 

service electric utilities than for vertically-integrated electrics. 15 

Q. DO YOU REGARD ACE AS BEING A LOW-RISK UTILITY COMPANY?   16 

A. Yes, very much so.  ACE does, of course, face business risks and has an ongoing 17 

need to access capital markets.  However, it operates in its service territory as a 18 

monopoly provider of a vital service – electric distribution.  It is spared the risks 19 

associated with investing in and operating generation assets and the burdens of 20 

directly providing generation service.  ACE receives dollar-for-dollar recovery of its 21 

Basic Generation Service costs.  While regulatory lag does exist, in general New 22 

Jersey’s regulatory climate is reasonable and fair to the utilities in the state.   23 

Q. WHAT IS THE ASSESSMENT OF CREDIT RATING AGENCIES?   24 
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A. The Company has provided credit rating reports for ACE and its parent in response to 1 

RCR-ROR-5.  Moody’s assigns ACE an issuer rating of Baa2 and rates its secured 2 

bonds as A3 (i.e., low single A).  Standard & Poor’s (“S&P”) assigns ratings to ACE 3 

based on its assessment of the consolidated parent, PHI, which it rates BBB+, and it 4 

assigns ACE’s secured debt an A rating.  FitchRatings assigns ACE a corporate rating 5 

of triple B and its secured bonds a rating of A-.  All three agencies rate ACE (and its 6 

parent) as having a “stable” outlook.  The single A rating on secured debt is 7 

particularly important since the vast majority of ACE’s long-term debt is secured.  It 8 

should be noted that these ratings are the same as the ratings at the time of ACE’s last 9 

several rate cases. 10 

The credit rating reports provide an assessment of Company business risks 11 

and financial metrics.  Both credit rating agencies find that ACE’s regulated 12 

distribution service to be very low risk and New Jersey regulation to be reasonable 13 

and supportive. 14 

Q. HAVE CREDIT RATING AGENCIES RECOGNIZED THE BUSINESS 15 

RISK DIFFERENCES BETWEEN DISTRIBUTION AND GENERATION 16 

UTILITY SERVICE?   17 

A. Yes, they have.  They generally view distribution operations as inherently less risky 18 

than generation.  Moreover, unregulated operations (particularly generation) are 19 

regarded as generally being riskier than either distribution or regulated generation.  20 

S&P has placed electric distribution utility service in the same general business risk 21 

profile category as water and gas distribution.  S&P explicitly acknowledges ACE’s 22 

absence of generating assets and operations as a positive factor for its risk profile and 23 

credit quality. 24 
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C.    The SRRC Proposal 1 

Q. WHAT IS THE COMPANY’S SRRC PROPOSAL? 2 

A. As described in Witness McGowan’s testimony, the Company is proposing a 3 

“tracker” cost recovery mechanism that would begin in 2018 and extend for four 4 

years.  This proposed mechanism would provide contemporaneous cost recovery for 5 

most of the Company’s planned distribution investment over this time period and 6 

would be in addition to this rate case request and other rate case requests that the 7 

Company chooses to file.  The SRRC rate increases would be implemented annually, 8 

based on projected capital spending, and would include a “true up” feature to correct 9 

for forecast error.  The rate increases would reflect the Board’s rate case authorized 10 

rate of return and depreciation expense. 11 

Witness McGowan testifies that this tracker mechanism is needed to protect 12 

the Company from earnings erosion associated with regulatory lag and thereby 13 

enhance ACE’s access to capital to fund capital spending.  He further asserts that the 14 

SRRC is designed to include certain customer safe guards such as a cap on annual 15 

SRRC rate increases and the possibility of refunds in the event that ACE actual 16 

realized earnings exceed its authorized ROE plus 50 basis points over the life of the 17 

SRRC. 18 

Q. WHAT IS YOUR ASSESSMENT OF THIS PROPOSAL FROM A COST 19 

OF CAPITAL AND RATE OF RETURN PERSPECTIVE? 20 

A. At the outset, I note that a more comprehensive assessment of this proposal is 21 

provided in the testimony of Rate Counsel accounting witness Crane, and engineering 22 

panel Chang and Salomone.  While I limit my comments to cost of capital/rate of 23 

return issues, I share their concerns. 24 
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The Company’s proposal unquestionably is a major change to the current base 1 

rate recovery method of regulation, and it will materially change (lower) the 2 

Company’s business risk profile.  The SRRC tracker, with its contemporaneous rate 3 

recovery of forecasted capital investment plus true-up feature, is very low risk – far 4 

lower in risk than conventional rate cases, which is precisely why it is being 5 

proposed.  Moreover, this tracker proposal would not simply cover a certain set of 6 

discrete investments serving a special purpose, but rather it will cover the vast 7 

majority of ACE’s total distribution investment spending.  It is important to note that 8 

ACE witnesses, including Witness Hevert, provide no discussion of the ACE capital 9 

cost implications of this proposal, nor do they recognize that any adjustment to the 10 

ACE ROE request in this case (a request for an increased ROE) is needed or 11 

appropriate for either the rate case or the tracker mechanism itself.  In my opinion, 12 

ignoring the cost of capital reduction is one sided and a fatal flaw in the proposal. 13 

Q. IN THE EVENT THE SRRC PROCEEDS, SHOULD THERE BE AN 14 

ADJUSTMENT TO THE ACE AUTHORIZED RATE OF RETURN? 15 

A. Yes.  In the event the SRRC is approved, the authorized ROE should be lowered both 16 

for this rate case and the annual SRRC filings to recognize this lowered risk.  ACE’s 17 

business risk is not, of course, totally eliminated because ACE would still be subject 18 

to prudence reviews and has “execution risk”.  Nonetheless, the tracker cost recovery 19 

features and the sheer size of the program (covering most of the capital investment in 20 

distribution) greatly mitigate normal and traditional business risk as compared with 21 

current and standard regulation. 22 

While there is no way to accurately and reliably quantify this cost of capital 23 

reduction risk, I believe that the ROE should be decremented by the Board by  a 24 

substantial amount.  In addition, since the SRRC initial rate change is not expected to 25 
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be implemented until sometime in 2018, I further recommend that the 7.9 percent 1 

$250 million debt issue that will mature in late 2018 be excluded from the SRRC 2 

tracker cost of debt.   3 

Q. CAN ACE ACCESS CAPITAL ON REASONABLE TERMS ABSENT 4 

APPROVAL OF THE SRRC? 5 

A. Yes, it can.  ACE’s credit ratings for the past several years have been stable and 6 

solidly investment grade, medium to high triple B on an issuer basis and single A for 7 

secured debt, which is the vast majority of its outstanding debt.  According to 8 

Schedule (KMM-1), page 3 of 4, in December 2015 ACE issued $150 million in 9 

long-term debt at a cost rate (inclusive of issuance expense) of 3.6 percent.  This 10 

demonstrates that under the current regulatory paradigm, based on base rate case 11 

recovery of distribution investments, ACE has access to capital on reasonable terms, 12 

as needed.  13 

14 
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IV.  COST OF COMMON EQUITY 1 

A. Using the DCF Model 2 

Q. WHAT STANDARD ARE YOU USING TO DEVELOP YOUR RETURN 3 

ON EQUITY RECOMMENDATION? 4 

A. As a general matter, the ratemaking process is designed to provide the utility an 5 

opportunity to recover its prudently-incurred costs of providing utility service to its 6 

customers, including the reasonable costs of financing its used and useful investment.  7 

Consistent with this “cost-based” approach, the fair and appropriate return on equity 8 

award for a utility is its cost of equity.  The utility’s cost of equity is the return 9 

required by investors (i.e., the “market return”) to acquire or hold that company’s 10 

common stock.  A return award greater than the market return would be excessive 11 

and would overcharge customers for utility service.  Similarly, an insufficient return 12 

could unduly weaken the utility and impair incentives to invest.   13 

Although the concept of the cost of equity may be precisely stated, its 14 

quantification poses challenges to regulators.  The market cost of equity, unlike most 15 

other utility costs, cannot be directly observed (i.e., investors do not directly, 16 

unambiguously state their return requirements), and it therefore must be estimated 17 

using analytic techniques.  The DCF model is one such prominent technique familiar 18 

to analysts, this Board and other utility regulators. 19 

Q. IS THE COST OF EQUITY A FAIR RETURN AWARD FOR THE 20 

UTILITY AND ITS CUSTOMERS? 21 

A. Generally speaking, I believe it is.  A return award commensurate with the cost of 22 

equity generally provides fair and reasonable compensation to utility equity investors 23 

and normally should allow efficient utility management to successfully finance utility 24 
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operations on reasonable terms.  Setting the authorized return on equity equal to a 1 

reasonable estimate of the cost of equity also is generally fair to ratepayers. 2 

I recognize that there can be exceptions to this general rule.  For example, in 3 

some instances, utilities have obtained rate of return adders as a reward for asserted 4 

good management performance or lowered returns where performance is subpar.  5 

In this case, the Company is making no explicit request to raise ACE’s authorized 6 

equity return above Mr. Hevert’s cost of equity range of results.   7 

Q. WHAT DETERMINES A COMPANY’S COST OF EQUITY? 8 

A. It should be understood that the cost of equity is essentially a market price, and as 9 

such, it is ultimately determined by the forces of supply and demand operating in 10 

financial markets.  In that regard, there are two key factors that determine this price.  11 

First, a company’s cost of equity is determined by the fundamental conditions in 12 

capital markets (e.g., outlook for inflation, monetary policy, changes in investor 13 

behavior, investor asset preferences, the general business environment, etc.).  The 14 

second factor (or set of factors) is the business and financial risks of the company (the 15 

utility in this case) in question.  For example, the fact that a utility company operates 16 

as a regulated monopoly, dedicated to providing an essential service (in this case 17 

electric utility distribution service), typically would imply very low business risk and 18 

therefore a relatively low cost of equity.  ACE’s balance sheet strength and the 19 

favorable (i.e., “excellent”) business risk profile, as assessed by credit rating agencies 20 

(i.e., Moody’s, FitchRatings and S&P), also contribute to its relatively low cost of 21 

equity. 22 

Q. DOES MR. HEVERT INCORPORATE THESE PRINCIPLES IN HIS 23 

TESTIMONY? 24 
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A. By and large, Mr. Hevert does attempt to incorporate these principles.  His studies 1 

purport to estimate the market-based cost of capital.  However, I disagree with certain 2 

of his data inputs, as well as his risk premium study.  While his proxy group, taken as 3 

a whole, seems reasonable, it does likely overstate the cost of equity of ACE due to 4 

ACE’s status as a pure delivery service utility.   5 

Q. WHAT METHODS ARE YOU USING IN THIS CASE? 6 

A. I employ both the DCF and CAPM models, applied to a proxy group of electric utility 7 

companies.  This proxy group is the same as that used by Witness Hevert.  However, 8 

for reasons discussed in my testimony, I emphasize the DCF model results (as applied 9 

to my electric utility proxy group) in formulating my recommendation.  It has been 10 

my experience that most utility regulatory commissions (federal and state), including 11 

New Jersey, heavily emphasize the use of the DCF model to determine the cost of 12 

equity and setting the fair return.  As a check (and partly to respond to Mr. Hevert), I 13 

also perform a CAPM study which also is based on the electric utility proxy group 14 

companies used in my testimony. 15 

Q. PLEASE DESCRIBE THE DCF MODEL. 16 

A. As mentioned, this model has been widely relied upon by the regulatory community, 17 

including this Board.  Its widespread acceptance among regulators is due to the fact 18 

that the model is market-based and is derived from standard economic/financial 19 

theory.  The model, as typically used, is also transparent and generally 20 

understandable.  I do not believe that an obscure or highly arcane model would 21 

receive the same degree of regulatory acceptance. 22 

The theory begins by recognizing that any publicly-traded common stock 23 

(utility or otherwise) will sell at a price reflecting the discounted stream of cash flows 24 

expected by investors.  The objective is to estimate that investor discount rate. 25 
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Using certain simplifying assumptions that I believe are generally reasonable 1 

for stable utility companies, the DCF model for dividend paying stocks can be 2 

distilled down as follows: 3 

Ke = (Do/Po) (1 + 0.5g) + g, where: 4 

Ke = cost of equity; 5 

Do = the current annualized dividend; 6 

Po = stock price at the current time; and 7 

g = the long-term annualized dividend growth rate. 8 

This is referred to as the constant growth DCF model, because for mathematical 9 

simplicity it is assumed that the growth rate is constant for an indefinitely long time 10 

period.  While this assumption may be unrealistic in many cases, for traditional 11 

utilities (which tend to be more stable than most unregulated companies) the 12 

assumption generally is reasonable, particularly when applied to a group of 13 

companies. 14 

Q. HOW HAVE YOU APPLIED THIS MODEL? 15 

A. Strictly speaking, the model can be applied only to publicly-traded companies, 16 

i.e., companies whose market prices (and therefore market valuations) are 17 

transparently revealed.  Consequently, the model cannot be applied to ACE, which 18 

is a wholly-owned subsidiary of PHI parent and ultimately Exelon, and therefore, a 19 

market proxy is needed.  In theory, Exelon parent could serve as that market proxy.  I 20 

have not done so consistent with Witness Hevert’s exclusion.  More importantly, I am 21 

reluctant to rely upon a single-company DCF study (nor does Mr. Hevert), although 22 

in theory that approach could be used.  Moreover, Exelon would be a poor risk proxy 23 

for ACE due to its extensive unregulated nuclear operations. 24 
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In any case, I believe that an appropriately selected proxy group is likely to be 1 

far more reliable than a single company study.  This is because there is “noise” or 2 

fluctuations in stock price or other data that cannot always be readily accounted for in 3 

a simple DCF study.  The use of an appropriate and robust proxy group helps to allow 4 

such “data anomalies” to cancel out in the averaging process.  5 

For the same reason, I prefer to use market data that are relatively current but 6 

averaged over a period of six months rather than purely relying upon “spot” market 7 

data.  It is important to recall that this is not an academic exercise but involves the 8 

setting of “permanent” utility rates that are likely to be in effect for several years.  9 

The practice of averaging market data over a period of several months also can add 10 

stability to the results. 11 

Q. IN EMPLOYING THE DCF MODEL, HOW DID YOU SELECT YOUR 12 

PROXY GROUP? 13 

A. I began by reviewing the electric utility proxy group selected by Mr. Hevert, a group 14 

of 22 companies.  His selection criteria requires that companies pay quarterly cash 15 

dividends; are covered by at least two equity analysis; have investment grade credit 16 

ratings by S&P; have regulated (i.e., utility) income that is at least 60 percent of total 17 

income; have electric income that is at least 60 percent of regulated income; and not 18 

be involved in a merger or similar transaction.  While his criteria and resulting proxy 19 

group certainly are not perfect, I find his selections to be acceptable given the data 20 

limitations. 21 

One of my concerns is that Mr. Hevert’s  criteria permit inclusion of 22 

companies that could have up to 40 percent of their income from unregulated 23 

operations.  As non-regulated operations are far riskier than regulated utility 24 

operations, this could result in an overstatement of ACE’s cost of equity.  While the 25 
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vast majority of his proxy companies are predominantly utility, some do have 1 

significant non-utility operations (e.g., American Electric Power, PNM Resources,  2 

etc.).  I also note that all but three of his proxy companies can be described as 3 

vertically-integrated, which I believe Mr. Hevert concedes is probably riskier than 4 

distribution utility operations, as a broad generalization.  (See his response to RCR-5 

ROR-24.)  Thus, while his proxy group is acceptable, it is not a perfect risk proxy in 6 

this case for ACE. 7 

Q. DID YOU ACCEPT MR. HEVERT’S PROXY GROUP IN ITS ENTIRETY? 8 

A. Yes.  Despite the limitations of the proxy group discussed above, I have accepted his 9 

proxy group without modification.  Doing so eliminates proxy group selection as a 10 

potential issue of dispute in this case.   11 

Q. DID YOU CONSIDER EMPLOYING A PROXY GROUP OF DELIVERY 12 

SERVICE ELECTRIC UTILITIES? 13 

A. Yes, that would be preferable to Mr. Hevert’s primarily vertically-integrated proxy 14 

group, if it were feasible to do so.  Unfortunately, it is not.  While there are numerous 15 

delivery service electric utilities, the vast majority are subsidiaries of companies with 16 

vertically-integrated operations and/or significant merchant generation.  While it was 17 

feasible to use a delivery service proxy group in the past, due to merger and 18 

acquisition activity there are simply too few such publicly-traded companies today to 19 

constitute a robust group.  For example, Mr. Hevert’s relatively comprehensive group 20 

includes only three companies that could be described as being mainly delivery 21 

service. 22 

B. DCF Study Using the Electric Utility Proxy Group 23 

Q. PLEASE IDENTIFY THE 22 COMPANIES INCLUDED IN YOUR 24 

ELECTRIC DISTRIBUTION UTILITY PROXY GROUP.   25 
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A. These 22 proxy companies are listed on Schedule MIK-3, page 1 of 1, along with 1 

several Value Line  risk indicators.  Please note that ACE’s ultimate parent, Exelon, 2 

is not included in this group in all likelihood due to its extensive unregulated nuclear 3 

generation activity.   4 

Q. HAVE EITHER YOU OR MR. HEVERT PROPOSED A SPECIFIC 5 

BUSINESS RISK ADJUSTMENT TO THE DCF COST OF EQUITY 6 

BETWEEN THE PROXY COMPANY AVERAGE COST OF EQUITY 7 

AND ACE? 8 

A. No.  Mr. Hevert does not include a specific risk adjustment in the development of his 9 

final ROE for ACE.  In past rate cases, he has included a consideration of “size” as a 10 

negative factor for setting the recommended ROE.  In addition, Witness Hevert 11 

compares the capital structure of ACE with that of his proxy group.  But he proposes 12 

no specific adjustment factor between the proxy group and ACE. 13 

I also have not incorporated a specific risk adjustment or “adder” or 14 

decrement to reflect risk differences between ACE and the proxy group results. 15 

Q. HOW HAVE YOU APPLIED THE DCF MODEL TO THIS GROUP? 16 

A. I have elected to use a six-month time period to measure the dividend yield 17 

component (Do/Po) of the DCF formula.  Using the Standard & Poor’s Stock Guide, 18 

I compiled the month-ending dividend yields for the six months ending June 2017, 19 

the most recent data available to me as of this writing.  (Please note that due to 20 

publication lags I employed the month ending dividend yields reported by 21 

YahooFinance! for my reported June dividend yields.)  As a general matter, this six 22 

months has been a time period of a moderately improving stock market, both for 23 

utilities as well as the broader markets.  I believe this is due to both the relatively 24 
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stable or declining long-term interest rates and investor “flight to quality” (i.e., risk 1 

avoidance) behavior. 2 

I show these dividend yield data on page 2 of Schedule MIK-4 for each month 3 

and each proxy company, January through June 2017.  Over this six-month period the 4 

proxy group average dividend yields indicate a steady but declining trend from a high 5 

of 3.35 percent in January 2017 to a low of 3.08 percent in May (and 3.09 percent in 6 

June), averaging 3.19 percent for the full six months.  This is a modest decline of 7 

about 0.25 percent during 2017 year to date, demonstrating that there has been a small 8 

cost of equity reduction since the time period of Mr. Hevert’s study (i.e., late 2016 9 

and early 2017). 10 

For DCF purposes and at this time, I am using a proxy group dividend yield of 11 

3.19 percent. 12 

Q. IS 3.19 PERCENT YOUR FINAL DIVIDEND YIELD? 13 

A. Not quite.  Strictly speaking, the dividend yield used in the model should be the 14 

value the investor expects to receive over the next 12 months.  Using the standard 15 

“half-year” growth rate adjustment technique, the DCF adjusted yield becomes 16 

3.3 percent.  This is based on assuming that half of a year growth is 2.75 percent (i.e., 17 

assuming a full year growth is 5.5 percent, i.e., the upper end of the DCF growth rate 18 

range). 19 

Q. DOES MR. HEVERT EMPLOY THE SAME GROWTH RATE 20 

ADJUSTMENT? 21 

A. I understand that Mr. Hevert also employs this standard half-year growth adjustment 22 

to the measured dividend yield.  Mr. Hevert also employs three different time periods 23 

for measuring the dividend yield (and share prices), 30, 90 and 180 days, as compared 24 

with my six-month period.  His market data therefore reflect conditions prevailing in 25 
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very late 2016 and early 2017 i.e., roughly six months ago when capital costs were 1 

slightly higher than currently. 2 

Q. HOW HAVE YOU DEVELOPED YOUR GROWTH RATE COMPONENT? 3 

A. Unlike the dividend yield, the investor growth rate cannot be directly observed but 4 

instead must be inferred through a review of available evidence.  The growth rate in 5 

question is the long-run dividend per share growth rate, but analysts frequently use 6 

earnings growth as a proxy for (long-term) dividend growth.  This is because in the 7 

long-run earnings are the ultimate source of dividend payments to shareholders, and 8 

this is likely to be particularly true for a large group of utility companies. 9 

One possible approach is to examine historical growth as a guide to investor 10 

expected future growth, for example the recent five-year or ten-year growth in 11 

earnings, dividends and book value per share.  However, my experience with utilities 12 

in recent years is that these historic measures have been somewhat volatile and are 13 

not necessarily reliable as prospective measures.  I note that Mr. Hevert does not rely 14 

upon historical growth rates as an indicator of long-term growth for his proxy 15 

companies for DCF purposes.  The DCF growth rate should be prospective, and one 16 

useful source of information on prospective growth is the projections of earnings per 17 

share growth rates (typically five years) prepared by securities analysts and reported 18 

in public surveys.  It appears that Mr. Hevert places exclusive weight on this 19 

information for his standard DCF studies, and while I agree that it warrants 20 

substantial emphasis, it should not be relied upon exclusively.   21 

Q. PLEASE DESCRIBE THE ANALYST EARNINGS GROWTH RATE 22 

EVIDENCE.   23 

A. Schedule MIK-4, page 3 presents five available and well-known public sources of 24 

analyst earnings growth rate projections.  Four of these five sources—YahooFinance, 25 
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Zacks, Reuters and CNNfn—provide averages from securities analyst surveys 1 

conducted by or for these organizations (typically they report the mean or median 2 

value).  The fifth, Value Line, is that organization’s own estimates and is available 3 

publicly on a subscription basis.  Value Line publishes its own projections using 4 

annual average earnings per share for a base period of 2014-2016 compared to the 5 

annual average for the forecast period of 2020-2022.  These are very similar to the 6 

sources used by Mr. Hevert for securities analyst growth rates in his DCF studies, as 7 

he also uses Zacks, Yahoo, and Value Line.   8 

As this schedule shows, the growth rates for individual companies vary 9 

somewhat among the five sources.  These proxy group averages are 5.2 percent for 10 

CNNfn, 5.3 percent for YahooFinance, 5.4 percent for Zacks, 5.4 percent for Reuters 11 

and 5.0 percent for Value Line.  Thus, the range of growth rates among the five 12 

sources is 5.0 to 5.4 percent.  The average of these five sources is 5.3 percent, and I 13 

have used these results (along with other evidence) in obtaining a reasonable growth 14 

rate range for the group of 5.0 to 5.5 percent.  I note that Witness Hevert (using the 15 

same proxy group) employs a mean growth rate figure of 5.4 percent, nearly identical 16 

to my projected earnings growth rate results. 17 

Q. IS THERE ANY OTHER EVIDENCE THAT SHOULD BE CONSIDERED?   18 

A. Yes.  There are a number of reasons why investor expectations of long-run growth 19 

could differ from the limited, five-year earnings growth rate projections prepared by 20 

securities analysts.  Consequently, while securities analyst estimates should be 21 

considered and given significant weight, these growth rates should be subject to a 22 

reasonableness test and corroboration, to the extent feasible.   23 

On Schedule MIK-4, page 4 of 5, I have compiled three other measures of 24 

growth published by Value Line, i.e., growth rates of dividends and book value per 25 
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share and the long-run retained earnings growth.  (Retained earnings growth reflects 1 

the growth over time one would expect from the reinvestment of retained earnings, 2 

i.e., earnings not paid out as dividends.)  As shown on this schedule, these growth 3 

measures for the 22 proxy companies tend to be somewhat less (on average) than 4 

analyst growth projections.  For the 22 proxy companies, projected dividend growth 5 

averages 5.5 percent, book value growth averages 4.1 percent, and earnings retention 6 

growth averages 4.0 percent.   7 

Some analysts and regulators favor the use of earnings retention growth (often 8 

referred to as “sustainable growth”), which Value Line indicates to be 4.0 percent.  9 

However, at least in theory, the sustainable growth rate also should include “an 10 

adder” to reflect potential future earnings growth from issuing new common stock at 11 

prices above book value (referred to as “external growth” or the “s x v” factor).  In 12 

practice, this is difficult to estimate since future stock issuances of companies over 13 

the long-term are an unknown and rarely discussed by analysts.  Nonetheless, I have 14 

estimated this “external growth” factor using Value Line projections for these 22 15 

companies of the growth rate (through 2020-2022) in shares outstanding, along with 16 

the current stock price premium over book value.  This is a common method for 17 

calculating the external growth factor.  For these 22 companies, the external growth 18 

rate calculated in this manner averages about 0.6 percent.  (Note that two of the 22 19 

proxy companies are not expected to issue any new stock in the near term.)  The sum 20 

of “internal” or earnings retention growth (i.e., 4.0 percent) and the “external” growth 21 

rate (i.e., 0.6 percent) is 4.6 percent. 22 

Given this estimate of 4.6 percent for the sustainable growth rate and 23 

5.3 percent for analyst earnings projections, a reasonable though conservatively high 24 

DCF growth rate range is approximately 5.0 to 5.5 percent.  I tend to place more 25 
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weight on the analyst projected growth rates as it is derived from five sources, 1 

whereas the sustainable growth rate analysis relies entirely only on one source, i.e., 2 

Value Line.  I further note that Value Line projections appear to be slightly less 3 

optimistic than the other four sources that I use, which is an additional reason to 4 

emphasize the analyst published earnings growth rates. 5 

Q. ARE THERE ANY OTHER FACTORS TO CONSIDER? 6 

A. Yes.  Witness Hevert estimates a flotation expense adder for ACE of 0.12 percent, but 7 

he has decided not to include this adder in his ROE results.  He develops this 8 

adjustment based on the historic flotation expenses shown on his Schedule RBH-7. 9 

Mr. Hevert’s data indicate that PHI parent has incurred stock flotation 10 

expenses of about $10 million and $12 million in 2008 and 2012, respectively.  PHI 11 

will not be issuing stock to the public in the future as it is now wholly-owned by 12 

Exelon Corp.   13 

Q. HAVE YOU INCLUDED A FLOTATION ADJUSTMENT FOR ACE? 14 

A. No, I have not.  PHI’s last public issuance was five years ago in 2012, and no longer 15 

will incur flotation expense in the future due to its acquisition by Exelon.  According 16 

to the response to RCR-ROR-17, Exelon has incurred flotation expense since the PHI 17 

merger, but those expenses were associated with the financing of the merger and 18 

therefore not recoverable from ACE customers under the Board’s approval order.  For 19 

that reason, I concur with Witness Hevert that a flotation adder need not be included 20 

in the reported cost of equity and authorized ROE in this case. 21 

Q. WHAT IS YOUR DCF CONCLUSION? 22 

A. I summarize my DCF analysis on page 1 of Schedule MIK-4.  The adjusted dividend 23 

yield for the six months ending June 2017 is 3.3 percent for this group.  Available 24 

evidence would support a long-run growth rate in the range of approximately 5.0 to 25 
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5.5 percent, as explained above.  Summing the adjusted yield, growth rate range and 1 

with no flotation adjustment produces a total cost of equity of 8.3 to 8.8 percent, and 2 

a midpoint result of 8.6 percent.  Reliance on analyst earnings projections would tend 3 

to support a result toward the upper end of that range, while the sustainable growth 4 

rate produces a lower end DCF result.  Emphasizing the upper end results, I 5 

recommend an ROE award of 9.0 percent which is somewhat above the DCF upper 6 

end, as I place greater weight on security analyst projections. 7 

Q. HOW DOES YOUR 8.6 PERCENT DCF MIDPOINT COMPARE TO 8 

MR. HEVERT’S DCF ESTIMATE FOR HIS PROXY GROUP? 9 

A. Mr. Hevert reports a series of standard DCF estimates of about 8.9 percent using his 10 

midpoint growth rates (i.e., the average of his three growth rate sources).  His slightly 11 

higher results, based entirely on security analyst earnings growth rates, reflect the 12 

slightly higher market cost of equity that was prevailing roughly six months ago. 13 

C. The CAPM Analysis  14 

Q. PLEASE DESCRIBE THE CAPM MODEL. 15 

A. The CAPM is a form of the “risk premium” approach and is based on modern 16 

portfolio theory.  Based on my experience, the CAPM is the cost of equity method 17 

most often used in rate cases after the DCF method, and it is one of Mr. Hevert’s 18 

three cost of equity methods.   19 

According to this model, the cost of equity (Ke) is equal to the yield on a risk-20 

free asset plus an equity risk premium multiplied by a firm’s “beta” statistic.  “Beta” 21 

is a firm-specific risk measure which is computed as the movements in a company’s 22 

stock price (or market return) relative to contemporaneous movements in the broadly 23 

defined stock market (e.g., the S&P 500 or the New York Stock Exchange 24 

Composite).  This measures the investment risk that cannot be reduced or eliminated 25 
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through asset diversification (i.e., holding a broad portfolio of assets).  The overall 1 

market, by definition, has a beta of 1.0, and a company with lower than average 2 

investment risk (e.g., a utility company) would have a beta below 1.0.  The “risk 3 

premium” is defined as the expected return on the overall stock market minus the 4 

yield or return on a risk-free asset. 5 

The CAPM formula is: 6 

Ke = Rf + β (Rm - Rf), where: 7 

Ke = the firm’s cost of equity 8 

Rm = the expected return on the overall market  9 

Rf = the yield on the risk free asset 10 

β = the firm (or group of firms) risk measure. 11 

Two of the three principal variables in the model are directly observable – the 12 

yield on a risk-free asset (e.g., a Treasury security yield) and the beta.  For example, 13 

Value Line publishes estimated betas for each of the companies that it covers, and 14 

Mr. Hevert uses those betas along with betas published by Bloomberg, with the latter 15 

betas being somewhat lower.  The greatest difficulty, however, is in the measurement 16 

of the expected stock market return (and therefore the equity risk premium), since that 17 

variable cannot be directly observed. 18 

While the beta itself also is “observable,” different investor services provide 19 

differing calculations of betas depending on the specific procedures and methods that 20 

they use.  These differences can potentially have large impacts on the CAPM results.  21 

In this case, the betas that Mr. Hevert and I use are similar, with Mr. Hevert’s ranging 22 

from 0.62 to 0.71, or a midpoint of 0.67.  (See Mr. Hevert’s Schedule (RBH)-4.) 23 

Q. HOW HAVE YOU APPLIED THIS MODEL? 24 
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A. For purposes of my CAPM analysis, I have used a long-term (i.e., 30-year) Treasury 1 

yield as the risk-free return (as has Witness Hevert) along with the average beta for 2 

the electric utility proxy group.  (See Schedule MIK-3 for the company-by-company 3 

betas.)  In the last six months, long-term (i.e., 30-year) Treasury yields have averaged 4 

approximately 3.0 percent, and the recent Value Line betas for my distribution utility 5 

proxy group average 0.71.  As of this writing in late July 2017, the 30-year Treasury 6 

rate is a slightly lower figure of 2.9 percent.  I note that Mr. Hevert has elected to use 7 

a risk-free rate in his studies that range from 3.03 to 4.35 percent, which is includes 8 

figures higher than recent actual Treasury bond yields.  Finally, and as explained 9 

below, I am using an equity risk premium range of 5 to 8 percent, although I also 10 

provide calculations using a higher risk premium as a sensitivity test.   11 

Using these data inputs, the CAPM calculation results are shown on page 1 of 12 

Schedule MIK-5.  My low-end cost of equity estimate uses a risk-free rate of 13 

3.0 percent, a proxy group beta of 0.71 and an equity risk premium of 5 percent. 14 

Ke = 3.0% + 0.71 (5.0%) = 6.6% 15 

The upper-end estimate uses a risk-free rate of 3.0 percent, a proxy 16 

group beta of 0.71 and an equity risk premium of 8.0 percent. 17 

Ke = 3.0% + 0.71 (8.0%) = 8.7% 18 

Thus, with these inputs the CAPM provides a cost of equity range of 6.6 to 19 

8.7 percent, with a midpoint of 7.6 percent.  The CAPM analysis produces a midpoint 20 

result significantly lower than the range of results obtained for my electric utility 21 

group DCF analysis, but I have not placed reliance on the CAPM returns in 22 

formulating my ROE recommendation in this case.  In my opinion, this is due in large 23 

part to the difficulty in measuring the market risk premium and the fact that the DCF 24 

is a more reliable methodology for relatively stable utility companies.  25 
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Q. WHAT RESULT WOULD YOU OBTAIN USING MR. HEVERT’S 1 

MARKET RISK PREMIUM? 2 

A. For his CAPM study, Mr. Hevert has selected a market risk premium range of 9.75 to 3 

10.90 (average of about 10.33 percent) percent.  In conjunction with his two sources 4 

of proxy group betas (which average to 0.67) and a 3.0 percent Treasury bond yield, 5 

the CAPM using his market risk premium estimate produces: 6 

Ke = 3.0% + 0.67 (10.33%) = 9.91% 7 

The 9.91 percent CAPM result, based on the recent six-month average 8 

Treasury yield, is slightly below Mr. Hevert’s 10.1 percent ROE recommendation, 9 

but it is much higher than my CAPM range of results.  I attribute this result to his 10 

unrealistically high 10.33 percent market risk premium estimate, a figure that is 11 

unsupportable as a long-run sustainable market return expected by investors.  I 12 

discuss this further in Section V of my testimony. 13 

Q. IT APPEARS THAT A KEY ELEMENT IN YOUR CAPM STUDY IS 14 

YOUR EQUITY MARKET RETURN RISK PREMIUM OF 5 TO 15 

8 PERCENT.  HOW DID YOU DERIVE THAT RANGE? 16 

A. There is a great deal of disagreement among analysts regarding the reasonably 17 

expected market return on the stock market as a whole and therefore the risk 18 

premium.  In my opinion, a reasonable overall stock market risk premium to use 19 

would be about 6 to 7 percent, which today would imply a stock market return of 20 

about 9 to 10 percent.  Due to uncertainty concerning the true market return value, I 21 

am employing a broad range of 5 to 8 percent as the overall market rate of return, 22 

which would imply a market equity return of roughly 8 to 11 percent for the overall 23 

stock market.   24 

Q. DO YOU HAVE A SOURCE FOR THAT RANGE? 25 
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A. Yes.  The well-known finance textbook by Brealey, Myers and Allen (Principles of 1 

Corporate Finance) reviews a broad range of evidence on the equity risk premium.  2 

The authors of the risk premium literature conclude: 3 
 4 

Brealey, Myers and Allen have no official position 5 
on the issue, but we believe that a range of 5 to 6 
8 percent is reasonable for the risk premium in the 7 
United States.  (Page 154) 8 

I would note that Mr. Hevert’s 10.33 percent risk premium midpoint greatly 9 

exceeds the upper end of that plausible range.  My “midpoint” risk premium of 10 

roughly 6.5 percent falls well within that range.   11 

There is one important caveat to consider here regarding the 5 to 8 percent 12 

range that the authors believe is supported by the literature.  It appears that the 5 to 13 

8 percent range is specified relative to short-term Treasury yields, not relative to long-14 

term (i.e., 30-year) Treasury yields.  At this time, the application of the CAPM using 15 

short-term Treasury yields would not be meaningful because those yields within the 16 

past year have approximated zero.  It therefore could be argued that the 5 to 8 percent 17 

range of Brealey et al. is overstated if a long-term Treasury yield  (i.e., the 30-year 18 

Treasury) is used as the risk-free rate, i.e., the practice followed by both Mr. Hevert 19 

and me.   20 

21 
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V.  REPLY TO WITNESS HEVERT  1 

A. Overview of Mr. Hevert’s Recommendation 2 

Q. MR. HEVERT IDENTIFIES A COST OF EQUITY RANGE OF 10.00 TO 3 

10.75 PERCENT AND AN ROE AWARD OF 10.1 PERCENT.  HOW DID 4 

HE DEVELOP THAT RECOMMENDATION FOR ACE? 5 

A. Mr. Hevert employs three cost of equity estimation methodologies, DCF, CAPM and 6 

Risk Premium, although he is not clear about the weight he attaches to each method 7 

in developing his recommendation.   8 

He presents a number of different cost of equity estimation calculations using 9 

each method.  He presents three proxy group “mean” DCF calculations averaging 10 

about 8.9 percent based on differing time periods for measuring share prices (i.e., the 11 

averages for 30, 90 or 180 days).  Mr. Hevert also employs two sets of “multi-stage” 12 

DCF studies the first of which produces estimates of about 9.1 percent and the second 13 

which produces estimates averaging about 10.2  percent (based on mean growth rate 14 

figures).  He presents twelve CAPM calculations using differing risk-free rates (30-15 

year Treasury bond yields), betas and market risk premium values, with his cost of 16 

equity estimates ranging from 9.08 to 12.10 percent.  The higher end of this range is 17 

due to Witness Hevert’s erroneous use of higher projected instead of actual long-term 18 

interest rates.  Finally, he presents his three Risk Premium cost of equity calculations 19 

which range from 10.00 to 10.30 percent, based on three different interest rate 20 

assumptions (again, one being actual and two being projected). 21 

As noted earlier, Mr. Hevert’s final stated cost of equity range does not 22 

include either a stock flotation adjustment or a risk adjustment.   23 
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B. Mr. Hevert’s DCF Results 1 

Q. DO YOU HAVE ANY OBJECTIONS TO MR. HEVERT’S “STANDARD” 2 

DCF STUDY? 3 

A. No, I do not.  He obtains 8.9 percent, and it would decline slightly upon updating with 4 

2017 market data, producing a result consistent with my ROE recommendation.  5 

Other than a need for updating (which is a minor issue),  I have no further comments 6 

on that study. 7 

Q. DO YOU OBJECT TO HIS MULTI-STAGE DCF STUDIES? 8 

A. I do not object to this approach conceptually as long as reasonable and supportable 9 

data inputs are used.  For his testimony in this case, he employs two variants of this 10 

model with both variants using securities analyst earnings growth rates in the initial 11 

stage and the longer-term growth rate for the U.S. economy (“nominal GDP”) in the 12 

third stage.  For the nominal GDP growth rate, Mr. Hevert selects 5.50 percent.  As I 13 

explain below, this is a key but completely unreasonable assumption which explains 14 

in part why his multi-stage DCF results are higher than his (and my) standard DCF 15 

results. 16 

His results are presented in his Schedule RBH-2, a very complex and opaque 17 

55-page schedule.  The first variant of his multi-stage DCF study obtains cost of 18 

equity results of 9.0 to 9.1 percent for his three market data time periods (30, 60, and 19 

90 days ending February 28, 2017).  If one corrects the overstated nominal GDP 20 

growth rate to a more realistic figure and updates to mid-2017 market conditions, this 21 

multi-stage study would produce results similar to or possibly even lower than my 9.0 22 

percent ROE recommendation. 23 

It appears that this first multi-stage DCF variant is the same methodology used 24 

by Witness Hevert in previous ACE rate cases.  (See his response to RCR-ROR-2.)  25 
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However, Mr. Hevert inexplicably leaves these 9.0 and 9.1 percent DCF results 1 

buried in the 55 page schedule and never reports them in his testimony.  Instead, he 2 

inexplicably only reports his second variant of the multi-stage DCF which produces a 3 

much higher ROE mean estimate of averaging about 10.3 percent. 4 

Q. WHAT IS THE CHANGE DRIVING THIS SECOND VARIANT OF THE 5 

MULTI-STAGE? 6 

A. In this new version of the multi-stage DCF Mr. Hevert arbitrarily assumes that in the 7 

final year of his study the price/earnings ratio (“P/E”) for the proxy group companies 8 

becomes the figure 24.76 in the year 2032.  He has no documentation (e.g., security 9 

analyst projections or authoritative forecasts) demonstrating that this extremely high 10 

P/E ratio is what investors are expecting for the year 2032 (or any year for that 11 

matter).  It is merely an assumption that appeals to him (and also benefits ACE with a 12 

higher ROE).  This unsupported and speculative assumption is apparently what 13 

causes the 9.0 to 9.1 percent results to increase to about 10.2 percent, as he shows on 14 

his Table 5 in his testimony. 15 

Q. WHY IS HIS 5.5 PERCENT LONG-TERM U.S. GDP GROWTH RATE 16 

UNREALISTIC? 17 

A. Once again, this is merely an assumption of his liking unsupported by any investor, 18 

securities analysts or authoritative forecasts.  Instead, he erroneously derives this 19 

figure from historic trend data. 20 

Authoritative forecasts clearly contradict Mr. Hevert’s 5.5 percent as being 21 

wildly optimistic.  In particular, the March 10, 2017 edition of Blue Chip Economic 22 

Indicators publishes a long-term (10-year) forecast of nominal GDP growth rates 23 

compiled from approximately 40 authoritative forecast organizations.  The average or 24 

“consensus” long-term growth rate forecast is 4.2 percent.  Forecasts of nominal GDP 25 
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from governmental sources (the Congressional Budget Office and the Fed) are quite 1 

similar—about 4.0 to 4.5 percent long-term annual growth. 2 

I believe that forecasters (and investors) expect slower growth in the future 3 

than the past for fundamental and well-known economic reasons—slowing 4 

productivity gains in recent years and an observed slowing growth in the U.S. work 5 

force due to an aging population and reduced labor force participation. 6 

I note that the Federal Energy Regulatory Commission (“FERC”) also uses a 7 

multi-stage DCF method for electric utilities and has adopted a long-term nominal 8 

U.S. GDP growth rate of less than 4.5 percent. 9 

Q. HOW WOULD CORRECTING THIS OVERSTATED GROWTH RATE 10 

ALTER MR. HEVERT’S RESULTS? 11 

A. RCR-ROR-26 asked Witness Hevert to change the GDP growth rate in his second 12 

(i.e., new) multi-stage DCF model from 5.5 percent to 4.5 percent (a figure slightly 13 

higher than the Blue Chip consensus).  The response states that this change results in 14 

the DCF model estimates declining to 9.7 to 9.9 percent.  This correction is a 15 

reduction in the cost of equity from this model of about 0.5 percent. 16 

Presumably, this correction here also would provide a similar reduction to his 17 

first multi-stage DCF study, reducing the DCF estimate to approximately 8.6 18 

percent—slightly less than the ROE from his standard DCF study. 19 

Q. WHEN CORRECTED, DOES THE MULTI-STAGE DCF CHALLENGE 20 

YOUR 9.0 PERCENT RECOMMENDATION? 21 

A. No, when corrected only for the overstated nominal GDP growth rate and updated for 22 

2017 market data, I believe it fully supports my 9.0 percent ROE recommendation.  23 

With the GDP growth rate correction, the two multistage models produce a range of 24 

about 8.6 to 9.8 percent, averaging in the low 9s.  As I indicate above, the higher 25 
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figure is highly suspect as it is based on the unsupported assumption that investors in 1 

the year 2032 expect a P/E ratio for all proxy group electric utilities of 24.76. 2 

C. The CAPM Results 3 

Q. WHAT ARE YOUR OBJECTIONS TO MR. HEVERT’S CAPM STUDY? 4 

A. I have two significant difference with Mr. Hevert concerning his CAPM analyses -- 5 

the market risk premium values that he selected and his use of forecasted in place of 6 

actual Treasury yields (with the forecasted figures being higher than actual).  Both he 7 

and I use similar values for the beta and adopt the 30-year Treasury as the measure of 8 

the risk-free rate, and we use essentially the same CAPM formula. 9 

My first objection to his CAPM studies is his use of market risk premium 10 

estimates that seem excessive.  Specifically, he employs risk premium figures 11 

averaging about 10.33 percent.  This 10.33 percent figure is based on his two DCF 12 

studies of the S&P 500. 13 

As noted in Section IV of my testimony, the reasonable range for the equity 14 

market risk premium would be about 5 to 8 percent.  The 10.33 percent value greatly 15 

exceeds the top end of the range and is simply not reasonable.  Specifically, the 16 

10 percent risk premium means that the S&P 500 cost of equity today must be about 17 

13 percent on a long-term basis, a figure that clearly is unreasonably and implausibly 18 

high.   19 

Q. WHAT TREASURY BOND YIELDS DID MR. HEVERT USE? 20 

A. He uses a relatively current value (as of the time of his testimony) of 3.03 percent, a 21 

near-term forecast of 3.40 percent and a long-term forecast of 4.35 percent. 22 

Q. WHAT IS YOUR OBJECTION TO THESE TREASURY YIELDS? 23 
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A. Mr. Hevert’s selection of 3.03 percent at the time of his testimony was reasonable, 1 

and it remains today to be a reasonable value for CAPM purposes.  I do not contest at 2 

this time his “actual” 3.03 percent risk-free rate. 3 

His near-term projection may have been his attempt to reflect cost of equity 4 

conditions as of the completion of this rate case, which is understandable.  The 5 

problem is that such forecasts at best are speculative and in this case to date have 6 

proven to be wrong.  While the 3.40 percent is Mr. Hevert’s expectation of an interest 7 

rate increase from the actual 3.03 percent, instead 30-year Treasury yields have fallen 8 

slightly since the beginning of this year. 9 

Finally, the 4.35 percent figure may reflect forecasters (but clearly not 10 

investors’) views regarding Treasury yields at some time in the future.  Consequently, 11 

this has nothing to do with the cost of equity for this rate case in 2017.  Capital cost 12 

conditions in future years will be addressed in future ACE rate cases.  This is 13 

projection therefore is irrelevant to investor requirements today, as well as being 14 

speculative. 15 

Q. HAVE YOU COMPARED MR. HEVERT’S CLAIMED 13 PERCENT S&P 16 

500 RATE OF RETURN ESTIMATE AGAINST OTHER SOURCES? 17 

A. Yes, and other information suggests that the 13 percent investor rate of 18 

return/10.3 percent risk premium values are excessive and unrealistic.  This investor 19 

return may reflect only short-term earnings growth for the S&P 500 firms, but it 20 

would not be sustainable on a long-term basis as the DCF and CAPM models require.   21 

Witness Hevert’s 13 percent stock market return requires an expected 11 percent 22 

growth rate in earnings.  (This is because the S&P 500 dividend yield is about 23 

2 percent.)  The 11 percent growth rate is not plausible on a long-run sustained basis 24 

since the U.S. economy is expected to grow by only about 4.2 percent (nominally) per 25 
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year long term.  The market return of 13 percent asserted by Witness Hevert is also 1 

inconsistent and far greater than long-term average market returns and market surveys 2 

often cited or relied upon by financial analysts. 3 

D. Mr. Hevert’s Risk Premium Study 4 

Q. HOW DID MR. HEVERT ESTIMATE THE COST OF EQUITY USING 5 

THE RISK PREMIUM METHOD? 6 

A. Mr. Hevert estimated a regression model in which the historic electric utility risk 7 

premium is “explained” by the level of 30-year U.S. Treasury yield.  The risk 8 

premium data series itself is based upon 30 years of historical state commission ROE 9 

awards as reported by Regulatory Research Associates (“RRA”).  His estimated 10 

equation is: 11 

RP = -0.0274 ln (x) – 0.0262    12 

Thus, at Mr. Hevert’s recent Treasury yield of 3.03 percent, his regression model 13 

indicates a risk premium of about 7.0 percent: 14 

RP = -0.0279 ln (0.0296) – 0.0272 = 7.0% 15 

Adding back the 3.03 percent Treasury yield, produces a cost of equity of 16 

10.0 percent. 17 

Mr. Hevert, however, did not only use the actual Treasury yield of 3.03 18 

percent, but he also assumed Treasury bond yields would increase to 3.40 percent 19 

near term and spike to 4.35 percent long term.  Using his assumption of sharply 20 

higher capital costs in the future, he obtains an alternative risk premium cost of equity 21 

estimates of 10.1 and 10.3 percent.  I explained in the last section why such 22 

assumptions about rising interest rates are both factually incorrect and/or irrelevant to 23 

this rate case. 24 

Q. IS THIS MODEL SPECIFICALLY APPLICABLE TO ACE? 25 
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A. No, it is not.  Even if this model is completely valid and accurate (which it is not), at 1 

best, it measures a kind of “generic” or industry-wide cost of capital.  The industry, 2 

however, is largely or mostly made up of vertically-integrated utilities, such as Mr. 3 

Hevert’s proxy companies.  ACE is a much less risky distribution utility, and it 4 

therefore follows that its equity risk premium would be less than the industry average. 5 

I have reviewed the historic return on equity awards for electric utilities as 6 

published in the July 2016 RRA rate case activity survey as well as data employed by 7 

Witness Hevert supplied in response to RCR-ROR-23.  That survey and Mr. Hevert’s 8 

data for the year 2016 indicate that, on average, the delivery service utility awards 9 

(and hence the measured equity award premium over contemporaneous Treasury 10 

yields) are significantly lower than for vertically-integrated electrics.  I show this 11 

below.  Mr. Hevert failed to take this distinction into account by using his 12 

inappropriate “one size fits all” regression model. 13 

The  RRA data provides annual ROE awards in base rate cases for all 14 

electrics, vertically-integrated electrics and delivery service electrics for the time 15 

period 2006-2016 summarized as follows. 16 

 

Year 
All 

Electrics 
Vertically-
Integrated 

Delivery  
Service  

    

2006 10.34% 10.63% 9.91% 
2007 10.31 10.50 9.86 
2008 10.37 10.48 10.04 
2009 10.52 10.66 10.15 
2010 10.29 10.42 9.98 
2011 10.19 10.33 9.85 
2012 10.01 10.10 9.73 
2013 9.81 9.95 9.41 
2014 9.75 9.94 9.50 
2015 9.60 9.75 9.23 
2016   9.60      9.77     9.31   
Average 10.07% 10.23% 9.72% 
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Please note that during this time period single A utility bond yields averaged 1 

about 5.1 percent (as calculated from my Schedule MIK-2, page 1 of 7), implying an 2 

average ROE award premium of about 5.1 percent for vertically-integrated utilities 3 

and 4.6 percent for delivery service utilities.  Given the currently prevailing single A 4 

utility bond yield of about 4.1 percent this implies a Risk Premium-derived cost of 5 

equity of 8.6 percent for delivery service electrics (i.e., 4.1% yield + 4.5% RP).  If we 6 

assume that a 1.0 percent in interest rates causes the risk premium to increase by 0.5 7 

percent, then the delivery service cost of equity under this methodology rises to about 8 

9.1 percent. 9 

I believe that the RRA survey data tends to support the reasonableness of my 10 

9.0 percent recommendation, or at a minimum implies that a significant reduction 11 

from the current 9.75 percent ROE would be appropriate.   12 

Q. SHOULD ANY WEIGHT BE GIVEN TO MR. HEVERT’S RISK 13 

PREMIUM COST OF EQUITY MODEL IN THIS CASE? 14 

A. No.  The model is actually designed to “explain” or predict state utility commission 15 

behavior rather than estimating today’s cost of equity.  A major problem is that the 16 

data base in his analysis extends back 30 years, i.e., to the 1980s and 1990s, time 17 

periods when capital cost conditions were far different than today.  If state 18 

commission ROE awards are to be used in a risk premium study, it makes far more 19 

sense to focus on the past ten years, as I have done.  Moreover, the assumed 20 

4.35 percent Treasury bond yield employed in his application of the model is not in 21 

any way reflective of current capital market conditions.  Witness Hevert’s other major 22 

mistake is in failing to take into account the lower ROEs awarded to delivery service 23 

utilities as compared to all electric utilities. 24 

25 
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VI.  CONCLUSIONS 1 

Q. WHAT ARE YOUR MAJOR FINDINGS AND CONCLUSIONS? 2 

A. Based on my review of the testimony, discovery responses and market information, I 3 

find that ACE is a financially sound and low-risk electric distribution utility company 4 

presently operating in a very low capital cost environment.  In this case, the Company 5 

is proposing to increase its currently authorized return on equity from 9.75 to 6 

10.6 percent despite the clear evidence of stable or declining capital costs during the 7 

past year.  The current 9.75 percent ROE should be reduced, not increased, based on 8 

today’s historically low capital costs and investor requirements.   9 

Q. WOULD A REDUCTION TO THE CURRENT 9.75 PERCENT BE 10 

UNREASONABLE OR PUNITIVE TO SHAREHOLDERS? 11 

A. No, not at all. As I have just shown in the last section, there has been a declining 12 

trend in state commission ROE awards in recent years, albeit a gradual trend.  For the 13 

electric industry as a whole, in state-level base rate cases the average award was 9.60 14 

percent in 2015  and 2016.  The ROE awards for delivery service electrics are even 15 

lower, averaging 9.23 percent in 2015 and 9.31 percent in 2016.   16 

A legitimate question is how have utility stocks performed in this environment 17 

of declining ROE awards.  Do investors find these lowered ROE awards to be 18 

acceptable?  The answer is the stocks have performed extremely well.  On page 5 of 19 

Schedule MIK-4, I show the stock price premiums over book value per share.  Those 20 

premiums range from a low of 52 percent to a high of nearly 243 percent, averaging 21 

about 100 percent for the 22 proxy companies.  This indicates that electric utility 22 

valuations are very strong, and investors find electric utility stocks with the sub 23 

10 percent (or sub 9.75 percent) ROE awards to be very attractive. 24 
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On Schedule MIK-6 I have compiled the annualized market returns (dividends 1 

plus price appreciation) for the one-year, three years and five years ending May 31, 2 

2017, as reported by S&P.  For the 22 proxy companies, these market rates of return 3 

average 20 percent for the most recent one-year period, 16 percent per year for the 4 

most recent three years and 16 percent per year for the most recent five years. 5 

Investors clearly find electric utility stocks to be very attractive and are 6 

bidding up share prices notwithstanding declining trend for ROE awards.  This 7 

undoubtedly is because the cost of capital has been declining by even more than the 8 

ROE awards.  The message from capital markets is clear: the reduction in ROEs to 9 

the low- to mid-9s has not harmed the attractiveness of utility stocks to investors, nor 10 

has it impaired the ability of utilities to attract needed capital.  External capital is 11 

abundantly available on favorable terms to utilities. 12 

Q. HOW DID YOU ARRIVE AT YOUR RATE OF RETURN 13 

RECOMMENDATION? 14 

A. I am recommending at this time a 7.28 percent return on ACE’s distribution rate base, 15 

including a 9.00 percent return on common equity.  This is supported by current 16 

market conditions and the following studies: 17 

(1) DCF Study of Electric Proxy Companies 18 

8.3 to 8.8 percent, with an 8.6 percent midpoint 19 

 (2) CAPM Calculations 20 

6.6 to 8.7 percent, with a 7.6 percent midpoint.  My “high sensitivity” case is  21 

           9.4 percent.   22 

Thus, my recommendation for ACE is consistent with my range of cost of 23 

equity evidence and is conservative. 24 
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I further recommend that the Board reject the proposed SRRC tracker 1 

mechanism as it unfairly and improperly shifts risk from ACE to ratepayers, with the 2 

Company providing no recognition in its ROE request in this case. 3 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 4 

A. Yes, it does. 5 
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ATLANTIC CITY ELECTRIC COMPANY 
 

Cost of Capital Summary 
at December 31, 2016 

 
 
 

   Capital Type    
Balance(1) 

(million $)  % Total  Cost Rate Weighted Cost 
Long-Term Debt $1,025 49.86% 5.56%(2) 2.77% 
Common Equity(3)    $1,030   50.14   9.00(3) 4.51    

Total $2,055 100.0% -- 7.28% 

_________________ 

(1) Schedule (KMM-1), page 2 of 4. 
(2) Schedule (KMM-1), page 3 of 4. 
(3) See Schedules MIK-4 and MIK-5, page 1, and Direct Testimony. 
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ATLANTIC CITY ELECTRIC COMPANY 
 

Trends in Capital Costs 
 

 Annualized 
Inflation (CPI) 

10-Year 
Treasury Yield 

3-Month 
Treasury Yield 

Single A 
Utility Yield 

2001 2.9% 5.0% 3.5% 7.8% 
2002 1.6 4.6 1.6 7.4 
2003 1.9 4.1 1.0 6.6 
2004 2.7 4.3 1.4 6.2 
2005 3.4 4.3 3.0 5.6 
2006 2.5 4.8 4.8 6.1 
2007 2.8 4.6 4.5 6.3 
2008 3.8 3.4 1.6 6.5 
2009 (0.4) 3.2 0.2 6.0 
2010 1.6 3.2 0.1 5.5 
2011 3.1 2.8 0.0 5.1 
2012 2.1 1.8 0.1 4.1 
2013 1.5 2.3 0.1 4.5 
2014 1.7 2.5 0.0 4.3 
2015 
2016 

0.1 
1.3 

2.2 
1.8 

0.0 
0.0 

4.1 
3.9 
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ATLANTIC CITY ELECTRIC COMPANY 
 

U.S. Historic Trends in Capital Costs 
(Continued) 

 Annualized 
Inflation (CPI) 

10-Year 
Treasury   

3-Month 
Treasury   

Single A 
Utility Yield 

2007     
January 2.1% 4.8% 5.1% 6.0% 
February 2.4 4.7 5.2 5.9 
March 2.8 4.6 5.1 5.9 
April 2.6 4.7 5.0 6.0 
May 2.7 4.8 5.0 6.0 
June 2.7 5.1 5.0 6.3 
July 2.4 5.0 5.0 6.3 
August 2.0 4.7 4.3 6.2 
September 2.8 4.5 4.0 6.2 
October 3.5 4.5 4.0 6.1 
November 4.3 4.2 3.4 6.0 
December 4.1 4.1 3.1 6.2 
     
2008     
January 4.3% 3.7% 2.8% 6.0% 
February 4.0 3.7 2.2 6.2 
March 4.0 3.5 1.3 6.2 
April 3.9 3.7 1.3 6.3 
May  4.2 3.9 1.8 6.3 
June 5.0 4.1 1.9 6.4 
July 5.6 4.0 1.7 6.4 
August 5.4 3.9 1.8 6.4 
September 4.9 3.7 1.2 6.5 
October 3.7 3.8 0.7 7.6 
November 1.1 3.5 0.2 7.6 
December 0.1 2.4 0.0 6.5 
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ATLANTIC CITY ELECTRIC COMPANY 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 Annualized 
Inflation (CPI) 

10-Year 
Treasury    

3-Month 
Treasury   

Single A 
Utility Yield 

2009     
January 0.0% 2.5% 0.1% 6.4% 
February 0.2 2.9 0.3 6.3 
March (0.4) 2.8 0.2 6.4 
April (0.7) 2.9 0.2 6.5 
May (1.3) 2.9 0.2 6.5 
June (1.4) 3.7 0.2 6.2 
July (2.1) 3.6 0.2 6.0 
August (1.5) 3.6 0.2 5.7 
September (1.3) 3.4 0.1 5.5 
October (0.2) 3.4 0.1 5.6 
November 1.8 3.4 0.1 5.6 
December 2.5 3.6 0.1 5.8 
     
2010     
January 2.6% 3.7% 0.1% 5.8% 
February 2.1 3.7 0.1 5.9 
March 2.3 3.7 0.2 5.8 
April 2.2 3.9 0.2 5.8 
May 2.0 3.4 0.2 5.5 
June 1.1 3.2 0.1 5.5 
July 1.2 3.0 0.2 5.3 
August 1.1 2.7 0.2 5.0 
September 1.1 2.7 0.2 5.0 
October 1.2 2.5 0.1 5.1 
November 1.1 2.8 0.1 5.4 
December 1.2 3.3 0.1 5.6 
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U.S. Historic Trends in Capital Costs  

(Continued) 

 
Annualized 

Inflation (CPI)  
10-Year 

Treasury Yield 

 
3-Month 

Treasury Yield 

 
Single A 

Utility Yield 
2011 
 

    
January 1.6% 3.4% 0.1% 5.6% 
February 2.1 3.6 0.1 5.7 
March 2.7 3.4 0.1 5.6 
April 2.2 3.5 0.1 5.6 
May 3.6 3.2 0.0 5.3 
June 3.6 3.0 0.0 5.3 
July 3.6 3.0 0.0 5.3 
August 3.8 2.3 0.0 4.7 
September 3.9 2.0 0.0 4.5 
October 3.5 2.2 0.0 4.5 
November 3.0 2.0 0.0 4.3 
December  3.0 2.0 0.0 4.3 
     
2012     

January  2.9% 2.0% 0.0% 4.3% 
February  2.9 2.0 0.0 4.4 
March 2.7 2.2 0.1 4.5 
April 2.3 2.1 0.1 4.4 
May 1.7 1.8 0.1 4.2 
June 1.7 1.6 0.1 4.1 
July 1.4 1.5 0.1 3.9 
August 1.7 1.7 0.1 4.0 
September 2.0 1.7 0.1 4.0 
October 2.2 1.8 0.1 3.9 
November 1.8 1.7 0.1 3.8 
December 1.7 1.7 0.1 4.0 
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ATLANTIC CITY ELECTRIC COMPANY 

 
U.S. Historic Trends in Capital Costs  

(Continued) 

 
Annualized 

Inflation (CPI)  
10-Year 

Treasury Yield 

 
3-Month 
Treasury 

 

 
Single A 

Utility Yield 
2013     
January 1.6% 1.9% 0.1% 4.2% 
February 2.0 2.0 0.1 4.2 
March 1.5 2.0 0.1 4.2 
April 1.1 1.8 0.1 4.0  
May 1.4 1.9 0.0 4.2 
June 1.8 2.3 0.1 4.5 
July 2.0 2.6 0.0 4.7 
August 1.5 2.7 0.0 4.7 
September 1.2 2.8 0.0 4.8 
October 1.0 2.6 0.1 4.7 
November 1.2 2.7 0.1 4.8 
December 1.5 2.9 0.1 4.8 
     

2014     
January 1.6% 2.9% 0.0% 4.6% 
February 1.1 2.7 0.1 4.5 
March 1.5 2.7 0.1 4.5 
April 2.0 2.7 0.0 4.4 
May 2.1 2.6 0.0 4.3 
June 2.1 2.6 0.1 4.3 
July 2.0 2.5 0.0 4.2 
August 1.7 2.4 0.0 4.1 
September 1.7 2.5 0.0 4.2 
October 1.7 2.3 0.0 4.1 
November 1.3 2.3 0.0 4.1 
December 0.8 2.2 0.0 4.0 
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ATLANTIC CITY ELECTRIC COMPANY 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 
Annualized 

Inflation (CPI) 
10-Year 
Treasury 

3-Month 
Treasury  

Single A 
Utility Yield 

2015     
January (0.1)% 1.9% 0.0% 3.6% 
February 0.0 2.0 0.0 3.7 
March (0.1) 2.0 0.0 3.7 
April (0.2) 1.9 0.0 3.8 
May 0.0 2.2 0.0 4.2 
June 0.1 2.4 0.0 4.4 
July 0.2 2.3 0.0 4.4 
August 0.2 2.2 0.1 4.3 
September 0.0 2.3 0.0 4.4 
October 0.2 2.1 0.0 4.3 
November 0.5 2.3 0.1 4.4 
December 0.7 2.2 0.2 4.4 
     

2016     
January 1.4% 2.1% 0.3% 4.3% 
February 1.0 1.8 0.3 4.1 
March 0.9 1.9 0.3 4.2 
April 1.1 1.8 0.2 4.2 
May 1.0 1.8 0.3 4.2 
June 1.0 1.6 0.3 4.1 
July 0.8 1.5 0.3 3.6 
August 1.1 1.6 0.3 3.6 
September 1.5 1.6 0.3 3.7 
October 1.6 1.8 0.3 3.8 
November 1.7 2.1 0.5 4.1 
December 2.1 2.5 0.5 4.3 
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ATLANTIC CITY ELECTRIC COMPANY 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 
Annualized 

Inflation (CPI)  
10-Year 

Treasury Yield 

 
3-Month 
Treasury 

 

 
Single A 

Utility Yield 
2017     
January 2.5% 2.4% 0.5% 4.1% 
February 2.7 2.4 0.5 4.2 
March 2.4 2.5 0.8 4.2 
April 2.2 2.3 0.8 4.1 
May 1.9 2.3 0.9 4.1 
June 1.6 2.2 1.0 4.1(p) 
     
____________________ 
Source: Economic Report of the President, Mergent’s Bond Record, Federal Reserve 
Statistical Release (H.15), Consumer Price Index Summary (BLS). 
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ATLANTIC CITY ELECTRIC COMPANY 
 

List of the Electric Utility Proxy Companies 
 

 
     Company     

Safety 
Rating 

Financial  
Strength  Beta  

2017 Common 
Equity Ratio*  

1. American Electric Power 1  A+  0.65    48.0% 

2. Allete 2 A  0.80 59.0 
3. Alliant Energy 2 A  0.70 48.0 
4. Ameren 2 A  0.65 51.5 
5. Avista 2 A  0.70 53.0 
6. Black Hills 2 A  0.85 33.0 
7. CenterPoint Energy 3 B+ 0.85 32.5 
8. CMS Energy 2 B++ 0.65 33.5 
9. Con. Edison 1 A+ 0.50 50.0 
10. El Paso 2 B++ 0.75 48.5 
11. DTE Energy 2 B++ 0.65 44.0 
12. Eversource Energy 1 A 0.65 53.5 
13. IDACORP 2 A 0.75 56.0 
14. Northwestern 3 B+ 0.65 49.0 
15. OGE Energy 2 A 0.95 55.5 
16. Otter Tail 2 A 0.90 58.0 
17. Pinnacle West 1 A+ 0.70 51.5 
18. PNM Resources 3 B 0.70 45.5 
19. Portland General 2 B++ 0.70 48.5 
20. SCANA 2 B++ 0.60  47.0 
21 WEC Energy 1 A+ 0.60 50.0 
22. Xcel Energy 1 A+ 0.60 44.0 

 Average 1.9 -- 0.71 48.2% 
 
______________________ 

*The common equity ratio excludes short-term debt (and current maturities of long-term debt).  Actual 2017 equity ratio 
including short-term debt and current maturities averages 46.4 percent. 
Source:  Value Line Investment Survey, April 28, 2017; May 19, 2017; and June 16, 2017.  
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ATLANTIC CITY ELECTRIC COMPANY 
 

DCF Summary for the 
 Electric Company Proxy Group 

 
1.   Dividend Yield (January – June 2017)(1) 3.19% 

2.   Adjusted Yield ((1) x 1.0275) 3.3% 

3.   Long-Term Growth Rate(2) 5.0 – 5.5% 

4.   Total Return ((2) + (3)) 8.3 – 8.8% 

5.   Flotation Expense 0.0% 

6.   Cost of Equity ((4) + (5)) 8.3 – 8.8% 

7.   Midpoint 8.6% 
      Recommendation 9.0% 
_______________ 
(1)  Schedule MIK-4, page 2 of 5. 
(2)  Schedule MIK-4, pages 3 of 5, 4 of 5 and 5 of 5. 
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ATLANTIC CITY ELECTRIC COMPANY 
 

Dividend Yields for the Electric Company Proxy Group  
(January 2017 – June 2017) 

 
        Company        January February March April May June Average 

1. American Electric Power   3.7%   3.5%   3.5%   3.5%   3.3%   3.3%   3.54% 
2. Allete 3.3 3.2 3.2 3.0 2.9 3.0 3.10 
3. Alliant Energy 3.4 3.2 3.2 3.2 3.0 3.1 3.19 
4. Ameren 3.4 3.2 3.2 3.2 3.1 3.2 3.22 
5. Avista 3.6 3.6 3.7 3.5 3.4 3.3 3.52 
6. Black Hills 2.9 2.7 2.7 2.6 2.6 2.6 2.68 
7. CenterPoint Energy 4.1 4.0 3.9 3.7 3.8 3.8 3.88 
8. CMS Energy 3.2 3.0 3.0 2.9 2.8 2.8 2.95 
9. Con. Edison 3.8 3.6 3.6 3.5 3.4 3.3 3.53 
10. El Paso 2.8 2.5 2.5 2.4 2.5 2.6 2.55 
11. DTE Energy 3.4 3.3 3.2 3.1 3.0 3.1 3.18 
12. Eversource Energy 3.3 3.2 3.2 3.2 3.1 3.1 3.18 
13. IDACORP 2.8 2.7 2.7 2.6 2.5 2.5 2.64 
14. Northwestern 3.5 3.6 3.6 3.5 3.4 3.3 3.48 
15. OGE Energy 3.6 3.3 3.5 3.5 3.4 3.4 3.45 
16. Otter Tail 3.3 3.3 3.3 3.2 3.2 3.2 3.25 
17. Pinnacle West 3.4 3.2 3.1 3.0 3.0 3.0 3.12 
18. PNM Resources 2.9 2.7 2.6 2.6 2.5 2.5 2.63 
19. Portland General 3.0 2.9 2.9 2.9 2.9 2.9 2.92 
20. SCANA 3.4 3.6 3.7 3.6 3.6 3.6 3.58 
21. WEC Energy 3.6 3.5 3.4 3.4 3.3 3.3 3.42 
22. Xcel Energy 3.3 3.3 3.2 3.2 3.0 3.1 3.18 

         

 Average 3.35% 3.22% 3.22% 3.15% 3.08% 3.09% 3.19% 
 
_______________ 

Source:  S& P Stock Guide, February 2017 – June 2017.  The June dividend yields are from the YahooFinance website as of June 
30, 2017. 
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ATLANTIC CITY ELECTRIC COMPANY 

 
Projection of Earnings Per Share 
Five-Year Growth Rates for the 
Electric Company Proxy Group 

 

 
       Company        Value Line Yahoo Zacks Reuters CNN  Average 

        1. American Electric Power   4.00%   2.39%   5.63%   2.31%   5.30%   3.93% 
2. Allete 5.00 5.00  6.10 5.0 6.10 5.44 
3. Alliant Energy 6.00 6.35 5.50 6.35 5.65 5.97 
4. Ameren 6.00 6.25 6.50 6.05 5.80 6.12 
5. Avista 2.50 5.65 NA NA 5.30 4.48 
6. Black Hills 7.50 12.00 5.00 12.00 5.00 8.30 
7. CenterPoint Energy 6.00 5.89 5.00 5.89 6.33 5.82 
8. CMS Energy 6.50 7.52 6.00 7.52 7.15 6.94 
9. Con. Edison 2.50 3.97 3.60 3.97 3.80 3.57 
10. El Paso 5.00 6.50 7.90 6.50 6.50 6.48 
11. DTE Energy 6.00 4.58 5.93 4.58 5.20 5.26 
12. Eversource Energy 6.50 5.99 6.33 5.99 6.00 6.16 
13. IDACORP 3.50 4.00 4.00 4.00 4.00 3.90 
14. Northwestern 4.50 3.73 3.25 3.37 2.85 3.54 
15. OGE Energy 5.50 6.30 5.33 6.30 5.70 5.83 
16. Otter Tail 6.50 5.20 NA 5.20 5.00 5.48 
17. Pinnacle West 5.50 6.05 5.07 6.05 5.20 5.57 
18. PNM Resources 9.00 7.00 6.53 7.00 6.35 7.18 
19. Portland General 6.00 5.55 5.25 5.55 4.90 5.45 
20. SCANA 4.00 5.80 5.33 5.60 6.00 5.33 
21. WEC Energy 6.00 5.61 6.00 5.61 6.00 5.84 
22. Xcel Energy 4.50 NA 5.43 5.32 5.78 5.26 

        

 Average 5.03% 5.33% 5.41% 5.39% 5.24% 5.27% 
 
_________________ 

Source: Value Line Investment Survey, April 28, 2017, May 19, 2017, and June 16, 2017.  YahooFinance.com, Zacks.com, 
CNNMoney.com, Reuters.com, public websites, May 2017.   
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ATLANTIC CITY ELECTRIC COMPANY 
 

Other Value Line Measures of Growth 
for the Electric Company Proxy Group 

 

  
Dividend Book Value Earnings 

        Company         per Share per Share Retention 
       1. American Electric Power   5.0%   3.5%   4.5% 
 2. Allete 5.0 4.5 3.5 
 3. Alliant Energy 4.5 4.0 5.0 
 4. Ameren 4.5 3.5 4.0 
 5. Avista 4.0 2.5 2.5 
 6. Black Hills 5.0 5.5 5.0  

7. CenterPoint Energy 3.5 2.0 4.0 
 8. CMS Energy 6.5 6.5 5.5 
 9. Con. Edison 3.0 3.5 3.0 
 10. El Paso 7.0 4.0 4.5 
 11. DTE Energy 7.0 4.5 4.0 
 12. Eversource Energy 5.5 4.0 4.5 
 13. IDACORP 7.0 4.0 3.5 
 14. Northwestern 5.0 3.5 3.5 
 15. OGE Energy 9.0 3.5 3.5 
 16. Otter Tail 2.0 6.0 4.0  

17. Pinnacle West 5.0 4.0 4.0  
18. PNM Resources 10.0 3.5 3.5  
19. Portland General 6.0 3.5 4.0  
20. SCANA 5.0 5.0 4.5  
21. WEC Energy 6.0 5.0 3.5  
22. Xcel Energy 6.0 4.0 3.5  

      

 Average 5.48% 4.09% 3.95% 
  

________________ 

Source: Value Line Investment Survey, April 28, 2017, May 19, 2017, and June 16, 2017. The earnings 
retention figures are projections for 2020-2022.  
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ATLANTIC CITY ELECTRIC COMPANY 
 

Fundamental Growth Rate Analysis for  
Electric Company Proxy Group 

 

           Company           
Shares %    2016-2021(1)  Premium(2)          sv(3)          br(4)     sv + br 

       1. American Electric Power 0.0% 96.0% 0.0% 4.5% 4.5% 
2. Allete 1.1 83.6 1.0 3.5 4.5 
3. Alliant Energy 0.7 137.6 1.0 5.0 6.0 
4. Ameren 0.0 87.8 0.0 4.0 4.0 
5. Avista 1.2 52.4 0.6 2.5 3.1 
6. Black Hills 2.7 112.3 3.0 5.0 8.0 
7. CenterPoint Energy 0.2 243.4 0.5 4.0 4.5 
8. CMS Energy 0.7 191.2 1.3 5.5 6.8 
9. Con. Edison 0.6 61.8 0.4 3.0 3.4 
10. El Paso 0.2 86.1 0.2 4.0 4.2 
11. DTE Energy 0.8 109.4 0.9 4.0 4.9 
12. Eversource Energy 0.0 69.6 0.0 4.5 4.5 
13. IDACORP 0.1 92.0 0.1 3.5 3.6 
14. Northwestern 0.3 68.5 0.2 3.5 3.7 
15. OGE Energy 0.2 99.4 0.2 3.5 3.7 
16. Otter Tail 2.3 120.3 2.7 4.0 6.7 
17. Pinnacle West 0.5 93.0 0.4 4.0 4.4 
18. PNM Resources 0.1 61.2 0.1 3.5 3.6 
19. Portland General 0.2 69.4 0.2 4.0 4.2 
20. SCANA 0.8 57.1 0.5 4.5 5.0 
21. WEC Energy 0.0 114.5 0.0 3.5 3.5 
22. Xcel Energy Neg NA 0.0 3.5 3.5 

       

 
Average 

  
0.6% 4.0% 4.6% 

 
 
 
 

________________________ 
 (1) Projected growth rate in shares outstanding; 2016-2021.   
(2) % Premium of share price (“Recent Price”) over 2016 book value per share.  
(3) sv is growth rate in shares x % premium.  
(4) br is Value Line projection as of 2020-2022. 
Source:  Value Line Investment Survey, April 28, 2017, May 19, 2017, and June 16, 2017. 
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ATLANTIC CITY ELECTRIC COMPANY 
 

Capital Asset Pricing Model Study 
Illustrative Calculations 

 
 

A. Model Specification 
 
 Ke = RF + β (Rm - RF), where 

 Ke = cost of equity 

 RF = return on risk free asset 

 Rm = expected stock market return 

 

B. Data Inputs 

 RF  = 3.0% (Long-term Treasury bond yield for the most recent six months) 
 

 Rm = 8.0 – 11.0% (equates to equity risk premium of 5.0 - 8.0%) 

 Beta = 0.71 (See Schedule MIK-3) 

 

C. Model Calculations 

 Low end:   Ke = 3.0% + 0.71 (5.0) = 6.6% 

 Midpoint:   Ke = 3.0% + 0.71 (6.5) = 7.6% 

 Upper End:   Ke = 3.0% + 0.71 (8.0) = 8.7% 

 High Sensitivity:  Ke = 3.0% + 0.71 (9.0) = 9.4% 
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ATLANTIC CITY ELECTRIC COMPANY 
 

Long-Term Treasury Yields 
(January – June 2017) 

 
    Month     30-Year 20-Year 10-Year 
January 2017 3.02% 2.75% 2.43% 
February  3.03     2.76     2.42    
March 3.08    2.83    2.48    
April 2.94 2.67 2.30 
May 2.96 2.70 2.30 
June 2.80    2.54    2.19    

 Average 2.97% 2.71% 2.35% 
__________ 

Source: Federal Reserve, www.federalreserve.gov website, July 2017. 
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ATLANTIC CITY ELECTRIC COMPANY 
 

Investor Market Annualized Rates of Return For The 
Most Recent One, Three, and Five Years Ending May 2017 

 

 Company 
 

One Year 
 

Three Year 
 

Five Year 
        
 1. American Electric Power  14.1%  15.5%  17.6%  

2. Allete  32.8  18.2  18.0  
3. Alliant Energy  16.2  17.1  17.3  
4. Ameren  21.5  17.6  16.6  
5. Avista  10.6  14.5  15.4  
6. Black Hills  20.3  10.3  20.8  
7. CenterPoint Energy  32.3  10.9  11.7  
8. CMS Energy  17.9  21.2  19.5  
9. Con. Edison  17.0  19.4  11.0  
10. El Paso  24.5  16.6  15.2  
11. DTE Energy  25.4  17.3  18.2  
12. Eversource Energy  16.7  14.8  15.1  
13. IDACORP  22.9  20.4  20.8  
14. Northwestern  10.8  13.3  16.0  
15. OGE Energy  19.5  2.8  9.0  
16. Otter Tail  39.8  16.7  18.2  
17. Pinnacle West  23.9  21.1  18.5  
18. PNM Resources  20.1  13.9  18.6  
19. Portland General  19.3  16.3  17.2  
20. SCANA  1.0  14.0  12.1  
21. WEC Energy  8.3  15.4  14.6  
22. Xcel Energy  19.5  20.3  15.4  
         

 Average  19.7%  15.8%  16.2% 
 Source:  Standard & Poor's Stock Guide, December 2016.  Investor market return includes 

dividends plus share price appreciation.   
 



 

 
 
 
 
 
 
 
 
 
 

APPENDIX A 
 
 

QUALIFICATIONS OF 
 

MATTHEW I. KAHAL
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