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5.0 RETURN ON EQUITY

5.1 Key Issues

The Commission Panel is of the view that an important consideration in this proceeding is the
determination of a return that provides investors with the opportunity cost of their investments.

The Brattle Report recognizes and elaborates on this fundamental principle:

“[The cost of capital is] Defined as the expected rate of return in capital markets
on alternative investments of equivalent risk, it is the expected rate of return
investors require based on the risk-return alternatives available in competitive
capital markets. Stated differently, the cost of capital is a type of opportunity
cost:...” (Exhibit A2-3, pp. 2-3)

However, even if one accepts the concept of the opportunity cost as a foundation of a Return on
Equity determination, a remaining challenge is that risk and expected return of the relevant
‘alternative investments of equivalent risk’ are in the eyes of investors who have access to well
functioning capital markets. These expectations are not directly observable to Panel members or to
parties in this proceeding who provide evidence for the Panel to consider. Instead, estimates of
investors’ expectations are based on data that are interpreted through models of competitive

capital markets. The Panel finds an observation offered in the Brattle Report to be instructive:

“It is useful to recognize explicitly at the outset that models are imperfect. All are
simplifications of reality and this is especially true of financial models.
Simplification, however, is also what makes them useful. By filtering out various
complexities, a mode! can illuminate the underlying relationships and structures
that are otherwise obscured.” (Exhibit A2-3, pp. 3, 5-6)

The evidence presented to the Panel was based on a large variety of specific models that fall into
four broad classes: (i) DCF models; (ii) CAPM (iii) ERP models and (iv) CE models. Within these four
classes are numerous specific implementations that vary in structure, assumptions, and the data
from which they were estimated. For instance, there are multiple DCF models with multiple
estimates of the appropriate opportunity cost of an equity investment in the Benchmark Utility FEI.
The estimates of the investor’s opportunity cost of equity, summarized in Appendix F to this
Decision, range from 6.15 percent (Dr. Safir CAPM) to 11.50 percent (Dr. Vander Weide’s FRP model.
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The models and approaches used by the expert witnesses in this proceeding to estimate the ROE are

summarized in Tables included in Appendix F of this Decision.

The key issue then in the determination of the appropriate ROE is assessing how much weight to
give to each of these models and their estimates. In turn, the weight given to each estimate
depends on a judgment of the validity of the conceptual base of the four broad mode! classes and a
judgment of how reasonable the model inputs are. The Panel has based this judgment, as much as

possible, on the objective of determining the opportunity cost of equity.

The Panel finds that the two most compelling frameworks for assessing the cost of equity are the
DCF model and the CAPM. These models have well understood theoretical bases and explicitly
recognize the opportunity cost of capital. Accordingly, these two models are given equal weight in
determining the allowed ROE. As discussed in Sections 5.4 and 5.5, the ERP models (with the
exception of Ms. McShane’s CAPM based equity risk premium) and comparable earnings model are
not based on compelling foundations. Furthermore, model inputs and estimates are largely ad hoc
and assessments of the validity of these inputs and estimates are based on subjective evaluations
with minimal logical guidance. Consequently, both the ERP and CE approaches are given no weight

in the Panel’s determination of the appropriate ROE for the benchmark utility.

5.2  The Capital Asset Pricing Model

The CAPM is based on consideration of individual investors making portfolio decisions in a well
functioning capital market. Assuch, it is a model of the shareholders who own the shares of the
firm. Of all the models used to present evidence to the Panel, we consider that the CAPM provides

the underpinnings of investor choice in greatest detail.

The CAPM is based on portfolio theory, a theory that answers the question: If an investor wishes to
achieve a particular rate of return and is able to invest in a large set of securities, what investment
strategy will deliver the target expected return at lowest possible risk? (Exhibit B1-9-6, McShane
Evidence, Appendix F, p. 78) The somewhat surprising answer given by portfolio theory is that all
investors will hold a combination of two mutual funds; one made up of all risky securities available,
referred to as ‘the market portfolio’ and the second made up of risk free securities. In contrast to

intuition, individual risk aversion will not determine which specific securities to invest in but will
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determine how much of an investor’s wealth will go in the market portfolio and how much will go
into risk-free securities. A more risk-averse individual will hold less of their wealth in the market

portfolio and more in treasury bills than a less risk-averse individual.

The result that investors will hold well diversified portfolios instead of individual stocks provides
great guidance in elaborating on the seminal Supreme Court of Canada decision of Northwestern
Utilities that the allowed return on capital is to be comparable to the return that would be earned
on “... the same amount in other securities possessing an attractiveness, stability and certainty
equal to that of the company’s enterprise.” (Exhibit A2-3, p. 2) The CAPM tells us that these ‘other
securities’ are not other comparable firms but are instead comparable portfolios that combine the

market and the risk free rate.

The Commission Panel notes that the reason investors are better off holding a mutual fund instead
of picking individual stocks is diversification. Diversification builds on another bit of intuition: don’t

put all your eggs in one basket. As The Brattle Report states:

“..when security returns are positively correlated (i.e., have a tendency to move
in the same direction, to some degree), trade in capital markets allows investors
to reduce their total risk exposure by holding portfolios, which serve to diversify
the risk of the individual securities. Diversification permits investors to obtain
lower variance for a given expected return or a higher expected return for a given
level of variance, where variance of returns over time is a measure of risk.”
(Exhibit A2-3, pp. 6-7)

Since diversification is a driving force in investor’s decisions, leading them to hold broadly diversified
portfolios, when they consider the value of an individual stock they do not consider the total risk of
the stock in isolation. They instead consider the amount of risk the stock will add to the risk of the
mutual fund, recognizing the effect the stock has on the total diversification achieved. The amount
of risk that remains after the benefits of diversification is referred to as non-diversifiable or
systematic risk. The measure of the systematic risk is called beta. (Exhibit A2-3, pp. 6-7; Exhibit
C4-9, p. 9; Exhibit B1-9-6, Appendix F, p. 88)

The CAPM builds on portfolio theory by providing a risk return relationship that recognizes beta as
the risk measure. The theoretical foundation and the formulation of the CAPM is discussed in the

evidence of Dr. Safir (Exhibit C4-9, pp. 8-11) and in the Brattle Report, which states:

































