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DIRECT TESTIMONY 
OF 

ROBERT B. HEVERT 

 

I. INTRODUCTION AND QUALIFICATIONS 1 

Q. PLEASE STATE YOUR NAME, AFFILIATION, AND BUSINESS ADDRESS. 2 

A. My name is Robert B. Hevert.  I am Managing Partner of Sussex Economic Advisors, 3 

LLC. (“Sussex”).  My business address is 161 Worcester Road, Suite 503, Framingham, 4 

Massachusetts 01701. 5 

Q. ON WHOSE BEHALF ARE YOU SUBMITTING THIS TESTIMONY? 6 

A. I am submitting this testimony on behalf of Public Service Company of New Mexico 7 

(“PNM,” or the “Company”). 8 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND. 9 

A. I hold a Bachelor’s degree in Business and Economics from the University of Delaware, 10 

and an MBA with a concentration in Finance from the University of Massachusetts.  I 11 

also hold the Chartered Financial Analyst designation. 12 

Q. PLEASE DESCRIBE YOUR EXPERIENCE IN THE ENERGY AND UTILITY 13 

INDUSTRIES. 14 

A. I have worked in regulated industries for over twenty five years, having served as an 15 

executive and manager with consulting firms, a financial officer of a publicly-traded 16 

natural gas utility (at the time, Bay State Gas Company), and an analyst at a 17 

telecommunications utility.  In my role as a consultant, I have advised numerous energy 18 

and utility clients on a wide range of financial and economic issues, including corporate 19 
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and asset-based transactions, asset and enterprise valuation, transaction due diligence, 1 

and strategic matters.  As an expert witness, I have provided testimony in approximately 2 

100 proceedings regarding various financial and regulatory matters before numerous state 3 

utility regulatory agencies and the Federal Energy Regulatory Commission.  A summary 4 

of my professional and educational background, including a list of my testimony in prior 5 

proceedings, is included in Exhibit No. PNM-26.  6 

II. PURPOSE AND OVERVIEW OF TESTIMONY 7 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 8 

A. The purpose of my testimony is to present evidence and provide a recommendation 9 

concerning a fair rate of return on equity (“ROE”)1 for the FERC-jurisdictional wholesale 10 

electric utility operations of PNM.  As discussed throughout the balance of my testimony, 11 

my assessments and recommendation consider the Commission’s established precedent, 12 

operating and financial data relating specifically to PNM, an assessment of industry and 13 

capital market conditions, and analytical results relating to a group of comparable 14 

companies.  My analyses and conclusions are supported by the data presented in Exhibit 15 

Nos. PNM-27 through PNM-31, which have been prepared by me or under my direction. 16 

Q. WHAT IS YOUR CONCLUSION REGARDING THE APPROPRIATE COST OF 17 

EQUITY FOR THE COMPANY? 18 

A. Based on the Commission’s preferred form of the Discounted Cash Flow (“DCF”) model, 19 

and in light of the current capital market conditions and the effect of those conditions on 20 

the Cost of Equity, I recommend an ROE of 10.81 percent.  That ROE, which is the 21 

midpoint of the zone of reasonableness and above the median of the range of results, 22 
                                                 
1  Throughout my testimony, I interchangeably use the terms “ROE” and “Cost of Equity”. 
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reasonably reflects the business and financial risks faced by PNM in the wholesale 1 

electric market. 2 

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE ANALYSES THAT LED TO 3 

YOUR CONCLUSIONS ON THE APPROPRIATE ROE FOR PNM. 4 

A. As discussed in more detail in Section VI, it is important to consider analytical results 5 

within the context of recent market conditions in determining the range of reasonableness 6 

for the Company’s ROE.  In preparing my testimony, I therefore considered and relied 7 

upon data from a variety of sources, including corporate disclosures, rating agency 8 

reviews, and publicly available financial reports and other published information relating 9 

to PNM and the comparable companies.  I also reviewed and analyzed both quantitative 10 

and qualitative data relating to current and expected capital market conditions, especially 11 

as those expectations relate to the risks and prospects associated with investments in the 12 

wholesale electric power market.   13 

As also noted later in my testimony, notwithstanding the care taken to select risk-14 

comparable proxy companies, DCF analyses often produce a seemingly wide range of 15 

results.  It is important, therefore, to give due consideration to the business and financial 16 

risks to which PNM is exposed relative to the proxy companies in determining where the 17 

Company’s ROE falls within that range.  My review of company-specific and market-18 

related data and analyses, together with my experience in the areas of corporate finance 19 

and utility regulation, therefore were important factors in arriving at my recommended 20 

ROE from within the range of analytical results. 21 

In addition to company-specific and market-related data, I also have reviewed 22 

prior orders issued by the Commission as they relate to the selection of proxy companies, 23 
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and the methods by which the DCF model is implemented.  Regarding methodological 1 

issues, I recognize that the Commission has established its preference regarding various 2 

aspects of the application of the DCF model and, as such, the analyses included in my 3 

testimony are consistent with the Commission’s preferred approach as established in 4 

Southern California Edison, Opinion No. 445, 92 FERC ¶ 61,070 (2000), and 5 

subsequently refined or modified in more recent orders.  As to the selection of proxy 6 

companies, the process and criteria by which the proxy group was developed is consistent 7 

with precedent recently established by the Commission, and appropriately reflects the 8 

operating business risks to which PNM is exposed.2 9 

Q. HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 10 

A. The remainder of my testimony is organized into five sections.   11 

Section III – Discusses the regulatory guidelines and financial considerations 12 

pertinent to the development of the cost of capital;  13 

Section IV –  Explains my selection of the proxy group of electric utilities used 14 

to develop my analytical results;  15 

Section V –  Explains my analyses and the analytical bases for my ROE 16 

recommendation;  17 

Section VI – Highlights the current capital market conditions and their effect on 18 

the Company’s Cost of Equity;   and 19 

Section VII – Summarizes my conclusions and recommendations. 20 

  21 

                                                 
2  As discussed below, I have modified the credit rating screen by eliminating the upper limit on credit rating. 



Exhibit No. PNM-25 
Docket No. ER13-____-000 

Page 7 of 55 
 

 

III. REGULATORY GUIDELINES AND FINANCIAL CONSIDERATIONS 1 

Q. PLEASE PROVIDE A BRIEF SUMMARY OF THE GUIDELINES 2 

ESTABLISHED BY THE UNITED STATES SUPREME COURT (“THE 3 

COURT”) FOR THE PURPOSE OF DETERMINING THE RETURN ON 4 

EQUITY. 5 

A. The Court established the guiding principles for establishing a fair return for capital in 6 

two cases: (1) Bluefield Water Works and Improvement Co. v. Public Service Comm’n. 7 

(“Bluefield”);3 and (2) Federal Power Comm’n v. Hope Natural Gas Co. (“Hope”).4  In 8 

Bluefield, the Court stated: 9 

A public utility is entitled to such rates as will permit it to earn a return 10 
upon the value of the property which it employs for the convenience of the 11 
public equal to that generally being made at the same time and in the same 12 
general part of the country on investments in other business undertakings 13 
which are attended by corresponding risks and uncertainties; but it has no 14 
constitutional right to profits such as are realized or anticipated in highly 15 
profitable enterprises or speculative ventures.  The return should be 16 
reasonably sufficient to assure confidence in the financial soundness of the 17 
utility, and should be adequate, under efficient and economical 18 
management, to maintain and support its credit and enable it to raise the 19 
money necessary for the proper discharge of its public duties.5   20 

 While I am not an attorney and am not offering a legal opinion, a plain reading of the 21 

Court’s decision in these cases suggests that: (1) a regulated public utility cannot remain 22 

financially sound unless the return it is allowed to earn on its invested capital is at least 23 

equal to the cost of capital (the principle relating to the demand for capital); and (2) a 24 

regulated public utility will not be able to attract capital if it does not offer investors an 25 

                                                 
3  See, Bluefield Water Works and Improvement Co. v. Public Service Comm’n. 262 U.S. 679, 692 (1923). 
4  See, Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944). 
5  Bluefield Water Works and Improvement Co. v. Public Service Comm’n. 262 U.S. 679, 692 (1923). 
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opportunity to earn a return on their investment equal to the return they expect to earn on 1 

other investments of similar risk (the principle relating to the supply of capital). 2 

  In Hope, the Court reiterates the financial integrity and capital attraction 3 

principles of the Bluefield case: 4 

From the investor or company point of view it is important that there be 5 
enough revenue not only for operating expenses but also for the capital 6 
costs of the business.  These include service on the debt and dividends on 7 
the stock...  By that standard the return to the equity owner should be 8 
commensurate with returns on investments in other enterprises having 9 
corresponding risks.  That return, moreover, should be sufficient to assure 10 
confidence in the financial integrity of the enterprise, so as to maintain its 11 
credit and to attract capital.6 12 

 In summary, the Court clearly has recognized that the fair rate of return on equity should 13 

be: (1) comparable to returns investors expect to earn on other investments of similar 14 

risk; (2) sufficient to assure confidence in the company’s financial integrity; and (3) 15 

adequate to maintain and support the company’s credit and to attract capital. 16 

Q. ASIDE FROM THE STANDARDS ESTABLISHED BY THE COURT, IS IT 17 

IMPORTANT FOR A PUBLIC UTILITY TO BE ALLOWED THE 18 

OPPORTUNITY TO EARN A RETURN THAT IS ADEQUATE TO ATTRACT 19 

EQUITY CAPITAL AT REASONABLE TERMS? 20 

A. Yes, it is.  A return that is adequate to attract capital at reasonable terms, under varying 21 

market conditions, will enable the subject utility to provide safe, reliable electric service 22 

while maintaining its financial integrity.  While the “capital attraction” and “financial 23 

integrity” standards are important principles in normal economic conditions, the practical 24 

implications of those standards are even more pronounced for capital intensive 25 

                                                 
6  Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944). 
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companies, such as PNM, in the current financial environment.  As discussed in more 1 

detail in Section VI, sustained increases in the incremental spread on utility debt (i.e., the 2 

difference in debt yields of utilities varying credit ratings) has intensified the importance 3 

of maintaining a strong financial profile; the incremental cost of a downgrade in bond 4 

rating is more expensive now than it historically has been.7  Consequently, preserving 5 

and supporting PNM’s current credit profile is an important factor in enabling the 6 

Company’s access to capital markets, as needed and at reasonable cost rates. 7 

Q. HAS THE COMMISSION RECOGNIZED THE IMPORTANCE OF 8 

ESTABLISHING A RATE OF RETURN THAT IS COMMENSURATE WITH 9 

THE RISKS INCURRED BY EQUITY INVESTORS? 10 

A. Yes, it has.  In Opinion No. 486-B involving Kern River Gas Transmission Company, the 11 

Commission refers to the U.S. Supreme Court ruling in Hope as the appropriate guidance 12 

on this issue: 13 

[T]he return to the equity owner should be commensurate with the return 14 
on investment in other enterprises having corresponding risks.  That 15 
return, moreover, should be sufficient to assure confidence in the financial 16 
integrity of the enterprise, so as to maintain its credit and to attract capital.  17 
In order to attract capital, a utility must offer a risk-adjusted expected rate 18 
of return sufficient to attract investors.8 19 

Thus, the Commission observed that the Court has long held that equity returns must be 20 

commensurate with returns on investments of comparable risk, and that returns must be 21 

sufficient to enable the subject company to attract capital at reasonable rates.  As 22 

discussed later in my testimony, the “risk comparability” standard is an important 23 

                                                 
7  See Section VI, Chart 3. 
8  Opinion No. 486-B at P 45, quoting Hope, 320 U.S. at 603 and Canadian Ass’n of Petroleum Producers v. 

FERC, 254 F.3d 289, 293 (2001). 
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consideration in the selection of proxy companies and in the selection of the appropriate 1 

ROE from within the range of results.   2 

Q. WHAT IS THE BASIS OF YOUR RECOMMENDED ROE? 3 

A. Consistent with Commission precedent, my testimony and recommendation are based on 4 

the results of the Constant Growth DCF model for electric utilities, and relies on the 5 

underlying data from a proxy group of publicly-traded electric utilities with business 6 

characteristics and operating risk profiles fundamentally comparable to PNM.  By 7 

considering the Company’s business and financial risks relative to the proxy companies, 8 

the analyses and recommendations presented in the balance of my testimony are 9 

consistent with the Hope and Bluefield standards, as well as the standards established by 10 

the Commission, and result in an ROE that is commensurate with the Company’s risks, 11 

will support PNM’s financial integrity, and is sufficient to attract capital at reasonable 12 

terms.   13 

IV. PROXY GROUP COMPANIES 14 

Q. PLEASE EXPLAIN WHY YOU HAVE USED PROXY COMPANIES TO 15 

DETERMINE THE COST OF EQUITY FOR PNM. 16 

A. First, it is important to bear in mind that the Cost of Equity for a given enterprise depends 17 

on the risks attendant to the business in which the company is engaged.  According to 18 

financial theory, the value of a given company is equal to the aggregate market value of 19 

its constituent business units.  The value of the individual business units reflects the risks 20 

and opportunities inherent in the business sectors in which those units operate.  In this 21 

proceeding, we are focused on estimating the Cost of Equity for PNM, which is a wholly-22 

owned subsidiary of PNM Resources, Inc (“PNM Resources”).  Since the ROE is a 23 
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market-based concept and PNM is not a publicly traded entity, it is necessary to establish 1 

a group of companies that are both publicly traded and comparable to the Company in 2 

certain fundamental respects to serve as its “proxy” in the ROE estimation process. 3 

  Even if PNM were a publicly traded entity, it is possible that short-term events 4 

could bias its market value in one way or another during a given period of time.  A 5 

significant benefit of using a proxy group, therefore, is that it serves to moderate the 6 

effects of anomalous, temporary events that may be associated with any one company. 7 

Q. ARE YOU AWARE OF ANY RECENT COURT DECISIONS THAT 8 

HIGHLIGHT THE IMPORTANCE OF DEVELOPING A PROXY GROUP OF 9 

COMPANIES THAT IS OF COMPARABLE RISK TO THE SUBJECT 10 

COMPANY? 11 

A. Yes, the United States Court of Appeals for the District of Columbia Circuit (the “D.C. 12 

Court”) re-emphasized the importance of developing a proxy group that is of comparable 13 

risk to the subject company in the Petal Gas Storage decision, citing the Hope decision:  14 

What matters is that the overall proxy group arrangement makes sense in 15 
terms of relative risk and, even more importantly, in terms of the statutory 16 
command to set “just and reasonable” rates, 15 U.S.C. § 717c, that are 17 
“commensurate with returns on investments in other enterprises having 18 
corresponding risks” and “sufficient to assure confidence in the financial 19 
integrity of the enterprise . . . [and] maintain its credit and . . . attract 20 
capital,” Hope Natural Gas Co., 320 U.S. at 603.9 21 

In the Petal Gas Storage decision, the D.C. Court vacated FERC’s decision with 22 

respect to the proxy group stating that they did not “find adequate support for the 23 

contention that the Commission’s proxy group arrangements were risk-appropriate.”10 24 

                                                 
9  United States Court of Appeals for the District of Columbia Circuit, Decision No. 04-1166, Petal Gas 

Storage, L.L.C., at 7. 
10   Ibid., at 5.  
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Q. DOES THE SELECTION OF A PROXY GROUP SUGGEST THAT 1 

ANALYTICAL RESULTS WILL BE TIGHTLY CLUSTERED AROUND 2 

AVERAGE (I.E., MEAN) RESULTS? 3 

A. Not necessarily.  The DCF approach is based on the theory that a stock’s current price 4 

represents the present value of its future expected cash flows.  The Constant Growth form 5 

of the DCF model is defined as the sum of the expected dividend yield and projected 6 

long-term growth.  Notwithstanding the care taken to ensure risk comparability, market 7 

expectations with respect to future risks and growth opportunities will vary from 8 

company to company.  Therefore, even within a group of similarly situated companies, it 9 

is common for analytical results to reflect a seemingly wide range.  At issue, then, is how 10 

to estimate a Company’s ROE from within that range. That determination necessarily 11 

must be based on the informed judgment and experience of the analyst. 12 

Q. PLEASE PROVIDE A BRIEF PROFILE OF PNM. 13 

A. PNM is a wholly-owned subsidiary of PNM Resources, which primarily provides electric 14 

generation, transmission and distribution services to retail customers in New Mexico.  15 

PNM also provides wholesale electric transmission services, which are regulated by the 16 

FERC, and which are the subject of the instant filing.  Since April 2012, PNM has 17 

maintained investment grade credit ratings from both Moody’s Investors Service (Baa3, 18 

Outlook - Stable), and Standard & Poor’s (BBB-, Outlook - Stable).11 19 

                                                 
11  Source: SNL Financial. 
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Q. HOW DID YOU SELECT THE COMPANIES INCLUDED IN YOUR PROXY 1 

GROUP? 2 

A. I began with the companies that Value Line classifies as “Electric Utilities”, which 3 

comprise a group of 49 domestic U.S. utilities, and simultaneously applied the following 4 

screening criteria12: 5 

1. I excluded companies that do not pay consistent quarterly cash dividends; 6 

2. I selected companies that have long-term earnings per share growth estimates 7 

from at least two utility industry equity analysts; 8 

3. I selected companies that had senior bond and/or corporate credit ratings BB+ or 9 

higher by S&P as of October 31, 2012; 10 

4. I selected companies that have a consensus earnings growth rate from Thomson 11 

Reuters First Call and are covered by Value Line; and 12 

5. I eliminated companies that are currently known to be party to a merger or 13 

significant transaction during the six-month period used to calculate the dividend 14 

yields for the purposes of the DCF analysis. 15 

Q. DID YOU INCLUDE PNM RESOURCES IN YOUR ANALYSIS? 16 

A. No, in order to avoid the circular logic that otherwise would occur, it has been my 17 

consistent practice to exclude the subject company (or its parent) from the proxy group. 18 

                                                 
12  In the April 2012 order for Southern California Edison Company, 139 FERC ¶ 61,042, the Commission 

reiterated support for proxy group selection criteria that included the requirement that companies have at 
least $1.00 billion in revenue.  Given PNM’s significantly smaller size, I did not apply that minimum 
revenue requirement in this proceeding. 
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Q. HAS THE COMMISSION DETERMINED THAT IT IS APPROPRIATE TO 1 

RELY ON A NATIONAL PROXY GROUP RATHER THAN TO APPLY A 2 

GEOGRAPHIC SCREENING CRITERION? 3 

A. Yes.  The Commission addressed this issue in its April 2010 order in Southern California 4 

Edison as follows13: 5 

However, the record developed by the parties to this proceeding 6 
supporting a national proxy group is sufficient to render a decision 7 
consistent with the requisites of the U.S. Supreme Court standard 8 
enunciated in Federal Power Comm’n v. Hope Natural Gas Co. that a 9 
proxy group should consist of companies “of commensurate returns on 10 
investments in other enterprises having corresponding risks.  We are 11 
persuaded by the parties that using a national proxy group in this case 12 
complies with the Hope standard of risk that is necessary “to assure 13 
confidence in the financial integrity of the enterprise, so as to maintain its 14 
credit and to attract capital.”  We are also persuaded by the arguments of 15 
the parties that limiting the composition of the proxy group, as we 16 
proposed in the February 2008 Order, may not adequately reflect SoCal 17 
Edison’s business risks.  Therefore, in keeping with the Consumers 18 
Energy standard that the proxy group reflects comparable risk, and in 19 
consideration of the record developed in this proceeding, we will accept 20 
SoCal Edison’s national proxy group, with modifications explained herein, 21 
as an appropriate proxy group to determine its ROE.14           22 

Q. SHOULD THE COMMISSION USE GEOGRAPHICAL LOCATION AS A 23 

SCREENING CRITERION IN DEVELOPING A PROXY GROUP FOR PNM IN 24 

THIS PROCEEDING? 25 

A. I do not believe so.  As discussed in the Petal Gas Storage decision, the primary factor in 26 

assessing a potential proxy group member is risk comparability.  In my view, geographic 27 

proximity or participation in a common regional reliability network, such as the Western 28 

Electricity Coordinating Council, does not necessarily demonstrate comparable financial 29 

                                                 
13  The Commission’s acceptance of a national proxy group was reiterated in Southern California Edison 

Company, 139 FERC ¶ 61,042 at P 34 (2012).   
14 Southern California Edison Co., 131 FERC ¶ 61,020 at P 29 (2010). 
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or business risk, since there can be significant disparities in regulation, market 1 

circumstances, and other important factors within regional boundaries. 2 

Moreover, I am not aware of any analyst reports or literature from the financial 3 

community indicating that investors now perceive a connection between the geographic 4 

location of regulated utilities and the underlying risks associated with providing electric 5 

transmission service.  The breadth of my electric utility proxy group helps to ensure that 6 

the resulting DCF range reflects the risks and return required by investors to commit 7 

equity capital to electric transmission companies.  The use of a proxy group based on 8 

objective risk criteria, such as those used to define my electric utility proxy group, 9 

supports the conclusion that the proxy group is comparable in terms of financial, business 10 

and regulatory risk.  11 

Q. ARE YOU AWARE THAT THE COMMISSION PREVIOUSLY HAS RELIED 12 

ON A CREDIT RATING CRITERION THAT WOULD EXCLUDE COMPANIES 13 

MORE THAN ONE RATINGS “NOTCH” ABOVE OR BELOW THE SUBJECT 14 

COMPANY’S CREDIT RATING? 15 

A. Yes.  I also recognize that the Commission previously has found that corporate credit 16 

ratings are a good measure of investment risk, since the rating considers both business 17 

and financial risks.15  However, credit ratings are intended to assess a company’s ability 18 

to meet financial obligations as they come due and, as such, are of primary importance to 19 

debt holders.  Equity holders face additional risks that are not fully accounted for in credit 20 

ratings, and I am not aware of any theoretical basis for the proposition that market-21 

required equity returns and credit ratings, by credit notch, are directly related. 22 

                                                 
15 See, e.g., Potomac-Appalachian Transmission Highline, LLC, 122 FERC ¶ 61,188 at P 97 (2008).  
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 In my view, equity investors draw the critical distinction in terms of risk between 1 

investment grade (BBB- and above) and non-investment grade companies (below BBB-).  2 

Consequently, my credit rating criterion only requires a minimum credit rating of BB+ 3 

(one notch below PNM’s current BBB- rating).  By eliminating the upper bound of the 4 

credit rating screen, I have included a much broader sample of companies in the proxy 5 

group.  In any event, if the premise that required equity returns are directly related to 6 

credit ratings were true, use of higher rated proxy companies would render a more 7 

conservative proxy group. 8 

Q. WHAT COMPANIES MET THOSE SCREENING CRITERIA? 9 

A. The criteria discussed above resulted in an initial proxy group of the following 43 10 

companies: 11 

Table 1: Initial Screening Results 12 

Company Ticker 
ALLETE, Inc. ALE 
Alliant Energy Corporation LNT 
Ameren Corporation AEE 
American Electric Power Company, Inc. AEP 
Avista Corporation AVA 
Black Hills Corporation BKH 
CenterPoint Energy, Inc. CNP 
Cleco Corporation CNL 
CMS Energy Corporation CMS 
Consolidated Edison, Inc. ED 
Dominion Resources, Inc. D 
DTE Energy Company DTE 
Edison International EIX 
Empire District Electric Company EDE 
Exelon Corporation EXC 
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FirstEnergy Corp. FE 
Great Plains Energy Inc. GXP 
Hawaiian Electric Industries, Inc. HE 
IDACORP, Inc. IDA 
Integrys Energy Group, Inc. TEG 
MGE Energy, Inc. MGEE 
NextEra Energy, Inc. NEE 
Northeast Utilities NU 
NorthWestern Corporation NWE 
NV Energy, Inc. NVE 
OGE Energy Corp. OGE 
Otter Tail Corporation OTTR 
Pepco Holdings, Inc. POM 
PG&E Corporation PCG 
Pinnacle West Capital Corporation PNW 
Portland General Electric Company POR 
PPL Corporation PPL 
Public Service Enterprise Group Inc. PEG 
SCANA Corporation SCG 
Sempra Energy SRE 
Southern Company SO 
TECO Energy, Inc. TE 
UIL Holdings Corporation UIL 
UniSource Energy Corporation UNS 
Vectren Corporation VVC 
Westar Energy, Inc. WR 
Wisconsin Energy Corporation WEC 
Xcel Energy Inc. XEL 

Q. IS THIS YOUR FINAL PROXY GROUP? 1 

A. No, it is not.  I examined the operating profile of each of the 43 companies that met my 2 

initial screens to be certain that none displayed characteristics that were inconsistent with 3 

my intent to produce a proxy group that is fundamentally similar to the Company.  As a 4 

result, I excluded three companies based on recent financial and operational information.  5 
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  First, Edison International (“EIX”) experienced significant unregulated operating 1 

losses in 2009 and 2011.  In 2009, those operating losses were the result of a global tax 2 

settlement and payment to the Internal Revenue Service (“IRS”), which caused the 3 

company’s unregulated marketing and trading segment to incur over $1.00 billion in 4 

payments to settle a claim with the IRS.16  In 2011, EIX recorded a loss of $1.09 billion 5 

in its competitive power generation segment17 resulting from an after-tax earnings charge 6 

(recorded in the fourth quarter of 2011) relating to the impairment of its Homer City, 7 

Fisk, Crawford, and Waukegan power plants, wind related charges, and other expenses.18  8 

In a Securities and Exchange Commission (“SEC”) 8-K filing dated October 5, 2012, 9 

EIX noted its plan to commence a chapter 11 case and restructure Homer City Funding 10 

LLC.19   Given the extent of those losses and the ongoing restructuring plans in its 11 

competitive market business, EIX’s current stock price and growth projections may 12 

substantially reflect business operations unrelated to the regulated electric utility 13 

operations portion of the business.  Consequently, I have excluded EIX from my final 14 

proxy group.   15 

  In addition, Integrys Energy Group, Inc. (“Integrys”) experienced a 2009 16 

operating loss of $114.6 million in its Natural Gas Utility Segment due primarily to a 17 

non-cash goodwill impairment loss of $284.6 million. 20   Given that (1) Integrys’ 18 

operating results since 2009 indicate that its gas utility operations consistently comprise 19 

approximately 50.00 percent of total regulated income, and (2) the company’s 2009 20 

                                                 
16  See Edison International, 2009 SEC Form 10-K, at 129. 
17  See Edison International, 2011 SEC Form 10-K, at 53. 
18  Ibid., at 53, 54. 
19  See Edison International, SEC Form 8-K, Filed October 5, 2012 at 2. 
20  See Integrys, 2009 SEC Form 10-K, at 35. 
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results may not necessarily reflect its current and future operations, I have excluded 1 

Integrys from the proxy group. 2 

 I also have excluded Hawaiian Electric Industries, Inc. from the proxy group 3 

because it does not own electric transmission assets that are subject to FERC regulation.  4 

Finally, given that ITC Holding Corporation (“ITC”) is the only publically traded 5 

FERC regulated transmission-only company, I have included ITC even though the 6 

company is currently engaged in an asset transaction with Entergy Corporation.   7 

Q. BASED ON THESE SCREENING CRITERIA, WHAT IS THE COMPOSITION 8 

OF YOUR PROXY GROUP? 9 

A. As shown in Table 2 (below), my proxy group is comprised of the following 41 10 

companies. 11 

Table 2: Proxy Group 12 

Company Ticker 
ALLETE, Inc. ALE 
Alliant Energy Corporation LNT 
Ameren Corporation AEE 
American Electric Power Company, Inc. AEP 
Avista Corporation AVA 
Black Hills Corporation BKH 
CenterPoint Energy, Inc. CNP 
Cleco Corporation CNL 
CMS Energy Corporation CMS 
Consolidated Edison, Inc. ED 
Dominion Resources, Inc. D 
DTE Energy Company DTE 
Empire District Electric Company EDE 
Exelon Corporation EXC 
FirstEnergy Corp. FE 
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Great Plains Energy Inc. GXP 
IDACORP, Inc. IDA 
ITC Holding Corp. ITC 
MGE Energy, Inc. MGEE 
NextEra Energy, Inc. NEE 
Northeast Utilities NU 
NorthWestern Corporation NWE 
NV Energy, Inc. NVE 
OGE Energy Corp. OGE 
Otter Tail Corporation OTTR 
Pepco Holdings, Inc. POM 
PG&E Corporation PCG 
Pinnacle West Capital Corporation PNW 
Portland General Electric Company POR 
PPL Corporation PPL 
Public Service Enterprise Group Inc. PEG 
SCANA Corporation SCG 
Sempra Energy SRE 
Southern Company SO 
TECO Energy, Inc. TE 
UIL Holdings Corporation UIL 
UniSource Energy Corporation UNS 
Vectren Corporation VVC 
Westar Energy, Inc. WR 
Wisconsin Energy Corporation WEC 
Xcel Energy Inc. XEL 

 1 

V. DISCOUNTED CASH FLOW ANALYSISS 2 

Q. PLEASE BRIEFLY DISCUSS THE COST OF EQUITY IN THE CONTEXT OF 3 

THE REGULATED RATE OF RETURN. 4 

A. Regulated utilities primarily use common stock, preferred stock and long-term debt to 5 

finance their permanent property, plant and equipment.  The overall rate of return 6 
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(“ROR”) for a regulated utility is based on its weighted average cost of capital, in which 1 

the cost rates of the individual sources of capital are weighted by their respective book 2 

values.  While the costs of preferred stock and long-term debt can be directly observed, 3 

the Cost of Equity is market-based and, therefore, must be estimated based on observable 4 

market information. 5 

Q. HOW IS COST OF EQUITY ESTIMATED? 6 

A. The required ROE is estimated by using one or more analytical techniques that rely on 7 

market-based data to quantify investor expectations regarding required equity returns, 8 

adjusted for certain incremental costs and risks.  By their very nature, quantitative models 9 

produce a range of results from which the market required ROE must be estimated.  As 10 

discussed throughout my testimony, that estimation must be based on a comprehensive 11 

review of relevant data and information, and does not necessarily lend itself to a strict 12 

mathematical solution.  Consequently, the key consideration in determining the Cost of 13 

Equity is to ensure that the methodologies employed reasonably reflect investors’ view of 14 

the financial markets in general, and the subject company (in the context of the proxy 15 

group) in particular.  While there are several models used by both the financial and 16 

regulatory communities to estimate the Cost of Equity, consistent with Commission 17 

precedent for electric utilities, I have relied on the Constant Growth form of the DCF 18 

model.   19 

Q. PLEASE DESCRIBE THE DCF APPROACH. 20 

A. The DCF approach is based on the theory that a stock’s current price represents the 21 

present value of all expected future cash flows.  In its most general form, the DCF model 22 
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expresses the Cost of Equity as the sum of the expected dividend yield and long-term 1 

growth rate, and is expressed as follows:  2 

1

1
2

1 2
∞

1 ∞ 1

 3 

where P represents the current stock price, D1 … D∞ represent expected future dividends, 4 

and k is the discount rate, or required ROE.  Equation [1] is a standard present value 5 

calculation that can be simplified and rearranged into the familiar form: 6 

0 1
2

 7 

Equation [2] is often referred to as the “Constant Growth DCF” model in which the first 8 

term is the expected dividend yield and the second term is the expected long-term annual 9 

growth rate.  10 

Q. WHAT ASSUMPTIONS ARE REQUIRED FOR THE CONSTANT GROWTH 11 

DCF MODEL? 12 

A. The Constant Growth DCF model requires the following assumptions: (1) a constant 13 

average annual growth rate for earnings and dividends; (2) a stable dividend payout ratio; 14 

(3) a constant price-to-earnings multiple; and (4) a discount rate greater than the expected 15 

growth rate.  To the extent that any of these assumptions is violated, it increases the need 16 

to apply considered judgment and/or specific adjustments to the model’s results. 17 

A. Dividend Yield 18 

Q. HOW DID YOU DETERMINE THE DIVIDEND YIELD? 19 

A. In keeping with Commission precedent, I calculated the high and low dividend yield for 20 

each proxy group company by dividing the annualized dividend at the end of each month 21 



Exhibit No. PNM-25 
Docket No. ER13-____-000 

Page 23 of 55 
 

 

by the high and low share price during that month.21  This calculation was performed for 1 

the period from May 1, 2012 through October 31, 2012, which was the most currently 2 

available data at the time my testimony was prepared. 3 

Q.  DID YOU ADJUST THE DIVIDEND YIELD TO ACCOUNT FOR PERIODIC 4 

GROWTH IN DIVIDENDS? 5 

A. Yes.  Since utility companies tend to increase their quarterly dividends at different times 6 

throughout the year, it is reasonable to assume that dividend increases will be evenly 7 

distributed over calendar quarters.  It also is reasonable to calculate the expected dividend 8 

yield by applying one-half of the long-term growth rate to the current dividend yield.  9 

That adjustment, which is consistent with Commission precedent, ensures that the 10 

expected dividend yield is, on average, representative of the coming twelve-month 11 

period, and does not overstate the dividends to be paid during that time.  Accordingly, the 12 

dividend yield component of the DCF estimates provided in Exhibit No. PNM-27 reflects 13 

one-half of the expected growth rate. 14 

B. Growth Estimates 15 

Q. PLEASE DESCRIBE THE IMPORTANCE OF GROWTH ESTIMATES IN 16 

APPLYING THE DCF MODEL. 17 

A. In its Constant Growth form, the DCF model (i.e., as presented in Equation [2] above) 18 

assumes a single growth estimate in perpetuity.  In order to reduce the long-term growth 19 

rate to a single measure, one must assume a constant payout ratio, and that earnings per 20 

share, dividends per share and book value per share all grow at the same constant rate.  21 

Over the long term, however, dividend growth can only be sustained by earnings growth.  22 
                                                 
21 Opinion No. 299, Boston Edison Company, 42 FERC ¶ 61,374 (1988), at 6.  
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Consequently, it is important to focus on measures of long-term earnings growth from 1 

credible sources as an appropriate measure of long-term growth.   2 

Q. WHAT SOURCES OF GROWTH HAVE YOU USED IN YOUR DCF ANALYSIS? 3 

A. I have used the consensus analyst five-year growth estimates in earnings per share 4 

published by Thomson Reuters’ First Call.  In addition, I have computed estimates of 5 

Sustainable Growth (which was adopted by the Commission in its Generic Rate of Return 6 

rulemakings in the 1980s) using the company-specific, implicit components of growth 7 

published by Value Line.  Those components include the retention ratio, average Return 8 

on Common Equity (“ROCE”), growth in common shares outstanding, and price-to-book 9 

(sometimes referred to as the “market-to-book”) ratio.   10 

Q. WHY HAVE YOU USED ANALYSTS’ PROJECTIONS OF EARNINGS 11 

GROWTH RATES IN YOUR DCF ANALYSIS? 12 

A. The Commission has expressed a preference for the use of analysts’ near-term earnings 13 

growth rates for the purpose of establishing the ROE for electric utilities.22  In Southern 14 

California Edison Company, Opinion No. 445, 92 FERC 61,070, as well as System 15 

Energy Resources, Inc., Opinion No. 446, 92 FERC ¶ 61,119, (2000), and New York 16 

State Electric & Gas Corporation, Opinion No. 447, 92 FERC ¶ 61,169 (2000), the 17 

FERC rejected the use of long-term growth rates in a DCF analysis of electric utility 18 

companies.  The Commission affirmed that approach in Midwest Independent 19 

Transmission System Operator, Inc., 100 FERC ¶ 61,292 (2002) (“MISO”); Northern 20 

Indiana Public Service Company, Inc., Opinion No. 462, 101 FERC ¶ 61,394 (2002); and 21 

in City of Vernon, California, 111 FERC ¶ 61,092 (2005).  Consistent with Commission 22 

                                                 
22  Analyst’s projections typically cover a five-year horizon. 
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precedent, therefore, I have included near-term analysts’ projected earnings per share 1 

growth rates, as well as an estimate of Sustainable Growth in my DCF models. 2 

Q. PLEASE DESCRIBE YOUR CALCULATION OF THE SUSTAINABLE 3 

GROWTH RATE. 4 

A. The Sustainable Growth rate is expressed as follows: 5 

3
 6 

 where “b” is the expected retention ratio (i.e., the percentage of earnings not paid out as 7 

dividends), “r” is the expected earned return on book equity, “s” is the percentage of 8 

existing common equity expected to be issued to the public annually in the form of new 9 

common stock, and “v” is the share of earnings and dividends due to the sale of stock that 10 

accrues to the existing stockholders (i.e., “v” is an accretion or dilution factor that is 11 

produced by stock issuances at a market price different from book value).  Each of those 12 

factors is derived from data provided by Value Line. 13 

  The “br + sv” form of the Sustainable Growth estimate is meant to reflect growth 14 

from both internally generated funds (i.e., the “br” term) and from issuances of equity 15 

(i.e., the “sv” term).  The first term, which is the product of the retention ratio (i.e., “b”) 16 

and the expected Return on Equity (i.e., “r”) represents the portion of net income that is 17 

“plowed back” into the Company as a means of funding growth.  The “sv” term can be 18 

represented as: 19 

1    4  

 20 

 Where  is the market-to-book ratio.  21 



Exhibit No. PNM-25 
Docket No. ER13-____-000 

Page 26 of 55 
 

 

  In this form, the “sv” term reflects an element of growth as the product of (a) the 1 

growth in shares outstanding, and (b) that portion of the market-to-book ratio that 2 

exceeds unity.  As shown in Exhibit No. PNM-28, all of the components of the 3 

Sustainable Growth model can be derived from data provided by Value Line. 4 

Q. HOW DID YOU CALCULATE THE “B X R” COMPONENT OF THE 5 

SUSTAINABLE GROWTH RATE CALCULATION? 6 

 Since the retention ratio, “b,” is equal to one minus the payout ratio, I calculated the 7 

payout ratios for the proxy companies based on projected dividends and earnings per 8 

share for the three most forward-looking estimates (i.e., 2012, 2013, and the 2015-2017 9 

forecasting horizon). 23   I then computed the average retention ratio for the proxy 10 

companies among those three estimates by subtracting the resulting average payout ratio 11 

from the number one.  The average of the Value Line projections of the Return on 12 

Common Equity for the three most forward-looking years was used for “r”.  I also note 13 

that in Southern California Edison, the Commission recognized that because common 14 

equity typically grows during the course of the year, the “r” component of the Sustainable 15 

Growth rate will understate actual if it is based on year-end common equity estimates 16 

(such as those reported by Value Line).  Accordingly (and consistent with the 17 

Commission’s practice), I performed the required adjustment to the annual average 18 

return.24    19 

                                                 
23  In MISO, the Commission noted that “[t]he judge found that using three estimates or a five-year estimation 

period provides a more adequate and reliable estimate of the Sustainable Growth rate to be used as the “br” 
element of the formula.”  The Commission went on to affirm the judge’s use of three Value Line estimates 
stating that such use was appropriate and consistent with Opinion No. 445. 

24  The adjustment is as follows:  2(1+G)/(2+G), where G represents the geometric average growth in common 
equity over the five year period, covered by the three forward most estimates by Value Line.  See Opinion 
No. 445, at 21. 
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Q.  HOW DID YOU CALCULATE THE “S X V” EXTERNAL GROWTH RATE? 1 

A. Exhibit No. PNM-28 provides the Sustainable Growth rate calculation for each proxy 2 

company.  As that Exhibit demonstrates, I relied on Value Line estimates of common 3 

shares outstanding to calculate an annual growth rate in shares, and multiplied that figure 4 

by each company’s projected average price-to-book ratio.  I calculated the “v” term of 5 

external growth as one minus the reciprocal of the projected average price-to-book ratio. 6 

Q. DO YOU HAVE ANY CONCERNS WITH THE USE OF THE SUSTAINABLE 7 

GROWTH RATE IN THE DCF ANALYSES FOR ELECTRIC UTILITIES IN 8 

PARTICULAR? 9 

A. Yes.  To the extent that retention growth is used as a measure of long-term growth, the 10 

determinants of the expected earned Return on Common Equity, including the projected 11 

level of sales efficiency, profitability, and capitalization ratios, should remain constant 12 

over the projection period, and beyond. 25   If that is not the case, the model is an 13 

unreliable measure of the subject company’s future growth.  In order to assess the 14 

stability of those factors, I applied the “DuPont” formula, which decomposes the Return 15 

on Common Equity (that is, the “r” component of the model) into three factors: the Profit 16 

Margin (net income/revenues), Asset Turnover (revenues/net plant), and the Equity 17 

Multiplier (net plant/equity).  18 

  As Exhibit No. PNM-29 demonstrates (using my proxy group), the product of 19 

those three factors is approximately equal (but for rounding) to Value Line’s reported 20 

                                                 
25  As discussed below, the ROE can be defined using the DuPont Equation in which ROE = Tax Burden x 

Interest Burden x Operating Profit Margin x Asset Turnover x Leverage Ratio or ROE = [Net Profit/Pretax 
Profit] x [Pretax Profit/EBIT] x [EBIT/Sales] x [Sales/Assets] x [Assets/Equity], where EBIT is earnings 
before interest and taxes.  I use the terms sales efficiency and asset turnover interchangeably.  See, for 
example, R. Brealey, S. Myers, J. Marcus, Fundamentals of Corporate Finance, Fourth Edition, at 459. 
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Return on Common Equity, both historical and projected.  That analysis also shows that 1 

while all three components are expected to change over time, the Equity Multiplier (i.e., 2 

the ratio of assets to equity) is expected to decrease, indicating the expectation that the 3 

proxy companies will finance an increasing amount of their net plant with common 4 

equity.  That finding is consistent with the general observation that since the 2008 capital 5 

market dislocation, capital-intensive companies, such as utilities, have been focused on 6 

financial integrity and the ability to access the capital markets during turbulent 7 

conditions.  Similarly, the ratio of revenues to assets is expected to decrease, suggesting 8 

that the increase in capital expenditures will out-pace revenue growth during Value 9 

Line’s three to five year projection period.  Given that fundamental elements of the “r” 10 

component of the retention growth model are expected to change over time, I believe it is 11 

inappropriate to rely on that model as an estimate of long-term (that is, perpetual) growth. 12 

  Lastly, it is important to realize that for the purpose of setting utility rates, the 13 

retention growth method of estimating long-term growth requires an estimate of the 14 

Return on Equity.  In that regard, the Sustainable Growth rate analysis pre-supposes the 15 

Return on Common Equity projected by Value Line for all of the proxy group companies.  16 

In the event that DCF results calculated using the Sustainable Growth rate significantly 17 

deviate from the long-term ROCE reported by Value Line for the proxy group, the 18 

reasonableness of the Sustainable Growth calculation is called into question and the 19 

corresponding DCF results should be assessed with due caution.26    20 

                                                 
26  The longest-term projections available from Value Line are for the period 2015 to 2017.  
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Q.  PLEASE SUMMARIZE YOUR APPLICATION OF THE CONSTANT GROWTH 1 

DCF MODEL.  2 

A. I calculated high and low DCF results using the DCF model for the proxy group of 41 3 

companies using the following inputs: 4 

1. The monthly low and monthly high stock prices for the period May 1, 2012 5 

through October 31, 2012; 6 

2. The annualized dividend per share at the end of each of the six months for the 7 

period May 1, 2012 through October 31, 2012; and 8 

3. The high and low growth rates, using the Thomson Reuters First Call consensus 9 

earnings growth forecast and the calculated Sustainable Growth rate based upon 10 

Value Line data as of October 31, 2012. 11 

Q. HOW DID YOU CALCULATE THE HIGH AND LOW DCF RESULTS? 12 

A. I calculated the high DCF result using the maximum growth rate (i.e., the maximum of 13 

the Thomson Reuters’ First Call and the Sustainable Growth rate) plus the high dividend 14 

yield for each proxy company.  I used a corresponding approach to calculate the low DCF 15 

results.  The range of results was established by taking the high DCF result and the low 16 

DCF result for the group of proxy companies.  Please see Exhibit No. PNM-27. 17 

Q. HAS THE COMMISSION RECOGNIZED THAT IT MAY BE NECESSARY TO 18 

EXCLUDE CERTAIN RESULTS FROM THE DCF ANALYSIS? 19 

A. Yes.  The Commission has an established convention of excluding results that are too low 20 

to be credible by reference to long-term bond yields.  In Opinion No. 445, the 21 

Commission recognized that “investors generally cannot be expected to purchase stock if 22 
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debt, which has less risk than stock, yields essentially the same return.”27  In Pioneer 1 

Transmission, the Commission excluded companies whose low-end ROE results were 2 

within 100 basis points of the cost of long-term debt.28  In Kern River Gas Transmission 3 

Company, the Commission found that results 110 and 122 basis points above the average 4 

yield for public utility debt were too low to be credible.29  Similarly, the Commission has 5 

eliminated high DCF results that it considers to not be sustainable.  For example, in RTO 6 

Rehearing Order (November 2004), the Commission determined that a Cost of Equity 7 

estimate of 17.7 percent for PPL Corporation was “extreme” and that including that result 8 

would “skew the results.” 30   Consistent with the Commission’s recent Southern 9 

California Edison order, if for a given company either the high-end or low-end DCF 10 

result was determined to be an outlier, I eliminated both.31  11 

Q. BASED ON COMMISSION PRECEDENT WHICH PROXY COMPANIES DID 12 

YOU EXCLUDE BECAUSE THE DCF RESULTS WERE EITHER TOO LOW 13 

OR TOO HIGH? 14 

A. As to my review of the low DCF results, I note that the median Standard & Poor’s credit 15 

rating for the proxy group is BBB, which is equivalent to a Moody’s credit rating of Baa.  16 

According to Moody’s, for the period May through October 2012 the average yield on 17 

long-term Baa-rated utility bonds was approximately 4.83 percent.32  In consideration of 18 

the Commission’s previous practice, I eliminated DCF results below 6.03 percent, which 19 

                                                 
27  Opinion No. 445, at 26. 
28 See, Pioneer Transmission, LLC, 126 FERC ¶ 61,281 P 94 (2009). 
29  See, Kern River Gas Transmission Company, Opinion No. 486, 117 FERC ¶ 61,077 P135 (2006). 
30 RTO Rehearing Order, 109 FERC ¶ 61,147 at P 205 (2004).  
31 See, Southern California Edison Company, 139 FERC ¶ 61,042 (2012).  The Commission noted the base 

ROEs would be established following the methodology applied in Southern California Edison Co., 131 
FERC ¶ 61,020 (2010) (2010 Paper Hearing Order). 

32  Source:  Bloomberg.   
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is 120 basis points above the average Moody’s Baa-rated utility bond yield of 4.83 1 

percent.  As a result, the following companies were eliminated:  Ameren Corporation, 2 

Exelon Corporation, PG&E Corporation, and PPL Corporation. 3 

  On the upper end of the range, ITC Holdings Corporation had an estimated 4 

earnings growth rate 17.66 percent from Thomson Reuters First Call; that estimate is 5 

above the 13.30 percent maximum growth rate criteria applied in the recent Southern 6 

California Edison order.  Given the uniquely comparable nature of ITC’s business 7 

operations (within the proxy group), I did not remove the company’s DCF results from 8 

my analysis.  Rather, I reduced the earnings growth rate estimate to the 13.30 percent 9 

maximum rate specified in Southern California Edison. I also note that growth rate is 10 

very close to ITC’s calculated Sustainable Growth rate estimate of 12.76 percent. 11 

C. DCF Results 12 

Q. WHAT WERE THE RESULTS OF YOUR DCF ANALYSIS? 13 

A. Based on my DCF analysis, the range of reasonableness for PNM is between 6.09 percent 14 

and 15.54 percent.  The midpoint of this range is 10.81 percent, and the median of the 15 

range is 8.67 percent.  Please see Exhibit No. PNM-27. 16 

Q. HAS THE COMMISSION RECENTLY RELIED ON THE MEDIAN OF THE 17 

PROXY GROUP DCF RESULTS AS THE BASIS FOR ALLOWED ROES? 18 

A. Yes, it has.  The stated rationale for relying on the median result was that “[w]hen 19 

deriving the ROE for an individual utility facing average risk, the Commission has held 20 

that the median best represents the central tendency in a proxy group with a skewed 21 
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distribution of returns.”33  The Commission also has noted that “the median also has the 1 

advantage of taking into account more of the companies in a proxy group rather than only 2 

those at the top and bottom.”34   3 

  However, until recently, the Commission has consistently used the midpoint of 4 

the zone of reasonableness as the basis for allowed ROEs for electric utilities.  This long-5 

held policy is reflected in Commission Orders in Southern California Edison, Bangor 6 

Hydro, Midwest ISO, and a number of other electric cases.  For example, in Consumers 7 

Energy, the Commission reversed an initial decision in which the Presiding Judge had 8 

relied on the median of the zone of reasonableness, rather than the midpoint.  The 9 

Commission concluded that: 10 

The precedent upon which the judge and Staff rely in this instance was 11 
developed in the context of setting the rate of return for gas pipelines.  In 12 
this case, there has been no reason provided to depart from our precedent 13 
in Opinion Nos. 445 and 446, setting the return at the midpoint of the zone 14 
of reasonableness.35 15 

Q. IN YOUR VIEW, IS THE MEDIAN DCF RESULT A REASONABLE MEASURE 16 

OF THE REQUIRED ROE IN THIS PROCEEDING? 17 

A. No.  From a practical perspective, the median DCF result for my proxy group is 8.67 18 

percent, which is significantly below the low end of the range (9.25 percent to 10.50 19 

percent) of authorized ROEs for electric utilities serving retail customers in 2012, 20 

according to Regulatory Research Associates.36  There is no factor of which I am aware 21 

that would suggest that wholesale electric transmission assets are so less risky than retail 22 

                                                 
33 Golden Spread Electric Cooperative, 123 FERC ¶ 61,047 P63 (2008). 
34 Virginia Electric and Power Company, 123 FERC ¶ 61.098 P66 (2008), citing Opinion No. 501. 
35 Consumers Energy Co., 98 FERC ¶ 61,333 at 11 (2002). 
36 Source:  SNL Financial. 
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operations that investors would require a materially lower return.  If anything, the 1 

converse likely is true. 2 

Q. HAVE YOU PERFORMED ANY OTHER ANALYSES TO DETERMINE 3 

WHETHER THE MEDIAN DCF RESULT REFLECTS A REASONABLE 4 

MARKET REQUIRED RETURN IN THE CURRENT MARKET 5 

ENVIRONMENT? 6 

A. Yes, I also considered the median DCF result in the context of a Risk Premium analysis.  7 

In general, the Risk Premium approach is based on the fundamental principle that equity 8 

investors bear the residual risk associated with ownership and therefore require a 9 

premium over the return they would have earned as a bondholder.  That is, since returns 10 

to equity holders are more risky than returns to bondholders, equity investors must be 11 

compensated for bearing that risk.  Risk premium approaches, therefore, estimate the 12 

Cost of Equity as the sum of the Equity Risk Premium37 and the yield on a particular 13 

class of bonds. In that regard, the fundamental theory underlying the Risk Premium 14 

approach is generally consistent with the Commission’s practice of excluding DCF 15 

results that do not provide a sufficient premium over debt yields.   16 

  Since the Equity Risk Premium is not directly observable, it typically is estimated 17 

using a variety of approaches, some of which incorporate ex-ante, or forward-looking 18 

estimates of the Cost of Equity, and others that consider historical, or ex-post, estimates.  19 

An alternative approach is to use actual authorized returns for electric utilities, such as 20 

those included in the proxy group discussed earlier, to estimate the Equity Risk Premium.   21 

                                                 
37  The Equity Risk Premium is defined as the incremental return that an equity investment provides over a 

risk-free rate. 
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Q.  PLEASE EXPLAIN HOW YOU PERFORMED YOUR BOND YIELD PLUS RISK 1 

PREMIUM ANALYSIS. 2 

A.  As discussed above, I first defined the Risk Premium as the difference between the 3 

authorized ROE and the then-prevailing level of long-term (i.e., 30-year) Treasury yield.  4 

I then gathered data from 1,364 electric utility rate proceedings between January 1, 1980 5 

and October 31, 2012.  In addition to the authorized ROE, I calculated the average period 6 

between the filing of the case and the date of the final order (the “lag period”).  In order 7 

to reflect the prevailing level of interest rates during the pendency of the proceedings, I 8 

calculated the average 30-year Treasury yield over the average lag period (approximately 9 

202 days). 10 

  Because the data covers a number of economic cycles,38 the analysis also may be 11 

used to assess the stability of the Equity Risk Premium.  Prior research, for example, has 12 

shown that the Equity Risk Premium is inversely related to the level of interest rates.39  13 

That analysis is particularly relevant given the historically low level of current Treasury 14 

yields.  15 

Q.  HOW DID YOU MODEL THE RELATIONSHIP BETWEEN INTEREST RATES 16 

AND THE EQUITY RISK PREMIUM? 17 

A.  The basic method used was regression analysis, in which the observed Equity Risk 18 

Premium is the dependent variable, and the average 30-year Treasury yield is the 19 

                                                 
38   See, National Bureau of Economic Research, U.S. Business Cycle Expansion and Contractions. 
39   See, e.g., Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’ 

Growth Forecasts, Financial Management, Summer 1992, at 63-70; Eugene F. Brigham, Dilip K. Shome, 
and Steve R. Vinson, The Risk Premium Approach to Measuring a Utility’s Cost of Equity, Financial 
Management, Spring 1985, at 33-45; and Farris M. Maddox, Donna T. Pippert, and Rodney N. Sullivan, An 
Empirical Study of Ex Ante Risk Premiums for the Electric Utility Industry, Financial Management, 
Autumn 1995, at 89-95. 
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independent variable.  Relative to the long-term historical average,  the analytical period 1 

includes interest rates and authorized ROEs that are quite high during one period (i.e., the 2 

1980s) and that are quite low during another (the post-Lehman bankruptcy period).  3 

Therefore, to account for this variability I used the semi-log regression, in which the 4 

Equity Risk Premium is expressed as a function of the natural log of the 30-year Treasury 5 

yield: 6 

30 5
 7 

  As shown on Chart 1 (below), the semi-log form is useful when measuring an 8 

absolute change in the dependent variable (in this case, the Risk Premium) relative to a 9 

proportional change in the independent variable (the 30-year Treasury yield).   10 

Chart 1: Equity Risk Premium 

   

  As Chart 1 illustrates, over time there has been a statistically significant, negative 11 

relationship between the 30-year Treasury yield and the Equity Risk Premium.  12 
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Consequently, simply applying the long-term average Equity Risk Premium of 4.34 1 

percent (see Exhibit No. PNM-30) would significantly understate the Cost of Equity and 2 

produce results well below any reasonable estimate.  Based on the regression coefficients 3 

in Chart 1, however, the implied ROE is between 10.25 percent and 10.87 percent (see 4 

Exhibit No. PNM-30).  In any event, the analysis demonstrates that there has been a 5 

significant inverse relationship between the 30-year Treasury yield and the Equity Risk 6 

Premium. 7 

Q. WHAT IS YOUR CONCLUSION REGARDING THE REASONABLENESS OF 8 

YOUR MEDIAN DCF RESULT AS A MEASURE OF INVESTORS REQUIRED 9 

ROE IN THIS PROCEEDING? 10 

A.  First, I recognize that the source of data used in my Risk Premium analysis is based on 11 

retail, not wholesale electric operations.  Nonetheless, the purpose of the analysis is to 12 

assess the reasonableness of the 8.67 percent median DCF result. Moreover, the 13 

authorized returns relate to companies such as those used in the proxy groups previously 14 

accepted by the Commission.   From that perspective, the analysis demonstrates that the 15 

median DCF result is well below the range of authorized returns for comparable electric 16 

utilities in 2012, and provides an insufficient premium over current debt yields.  Equally 17 

important, the analysis demonstrates that the threshold for establishing the low-end DCF 18 

results should take into consideration the current level of interest rates.  That is, because 19 

the Equity Risk Premium increases as interest rates decrease, given the historically low 20 

level of interest rates it is likely that the minimum risk premium now exceeds the 122 21 

basis points established in 2006, when interest rates were considerably higher.  As of 22 

October 31, 2012, the six month average yield on Moody’s Baa utility bond index was 23 
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4.83 percent, which is 138 basis points below the 6.21 percent six month average yield 1 

referenced in Kern River Gas Transmission Company when applying the 110 and 122 2 

thresholds referenced above.  3 

  Since the purpose of the Commission’s DCF analysis is (at least in part) to 4 

produce a zone of reasonableness, the primary objective in choosing a measure of central 5 

tendency is to ensure that the end result meets the capital attraction and financial integrity 6 

standards established in Hope and Bluefield.  By relying on the midpoint of the DCF 7 

range of results noted earlier, the resulting ROE would better reflect required returns for 8 

similarly situated utilities with commensurate risk, and would enable the Company to 9 

maintain its financial integrity.  Conversely, ROE estimates based on the median result 10 

fail to recognize the inverse relationship between interest rates and the Equity Risk 11 

Premium, are well below returns authorized for retail electric utilities, and, as discussed 12 

below, would put substantial downward pressure on key measures of the Company’s 13 

creditworthiness and financial integrity.   14 

Q. HAVE YOU CONSIDERED HOW A 10.81 PERCENT ROE, IF ADOPTED, 15 

WOULD AFFECT THE COMPANY’S CREDIT RATING? 16 

A. Yes, I have.  While there are other qualitative factors considered by rating agencies when 17 

arriving at rating determinations, I considered whether an ROE of 10.81 percent would 18 

produce pro forma credit metrics that support the Company’s investment grade credit 19 

rating.  An ROE that adequately supports the Company’s investment grade credit rating is 20 

particularly important considering PNM’s long-term corporate issuer rating was upgraded 21 

from BB (below investment grade) to BBB- (investment grade) on April 13, 2012.   22 



Exhibit No. PNM-25 
Docket No. ER13-____-000 

Page 38 of 55 
 

 

  From the perspective of fixed income investors, Funds From Operations (FFO) is 1 

one of the most important metrics used to assess credit quality; companies with higher 2 

levels of FFO as a ratio of interest or debt tend to have higher credit ratings. 40  3 

Consequently, I reviewed two cash flow coverage metrics relied upon by Moody’s: (1) 4 

the ratio of Cash From Operations (“CFO”) to Debt; and (2) the ratio of CFO plus interest 5 

expense, to interest expense.  To do so, I first calculated the pro forma ratios based on the 6 

midpoint DCF result of 10.81 percent, together with the Company’s capital structure 7 

recommendation and certain elements of its filing.  I then compared those results to the 8 

range of values which, according to Moody’s, is generally required to achieve and 9 

maintain a Baa credit rating level (the minimum credit rating level that is considered 10 

investment grade).41  Table 3 (below; see also Exhibit No. PNM-31) summarizes the 11 

results of those calculations. As Table 3 suggests, my ROE recommendation produces 12 

pro forma credit metrics supportive of an investment grade credit rating. 13 

Table 3: Pro Forma Coverage Ratios 14 
 

RATIO 
PRO FORMA 

RESULT 
Moody’s Criteria 

Range for Baa  
CFO/Debt 19.85% 13% - 22% 
(CFO+ Interest)/Interest 4.43 2.7 – 4.5 

 15 

                                                 
40 See, for example, Moody’s Investor Services, Ratings Methodology: Regulated Electric and Gas Utilities, 

August 2009. 

41  Ibid. 
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VI. CAPITAL MARKET ENVIRONMENT 1 

Q. AS A PRELIMINARY MATTER, HOW DO CAPITAL MARKET CONDITIONS 2 

INFLUENCE THE REQUIRED RETURN ON EQUITY? 3 

A. The required cost of capital, including the ROE, is a function of prevailing and expected 4 

economic and capital market conditions.  During times of capital market uncertainty, risk 5 

aversion increases, which causes investors to seek the relative safety of U.S. Treasury 6 

debt, resulting in lower Treasury yields.  To the extent that observable measures of risk 7 

aversion, such as credit spreads and dividend yield spreads, remain elevated relative to 8 

historical norms, it would be incorrect to conclude that the Cost of Equity has materially 9 

decreased.   10 

  As to the analyses used to estimate the Cost of Equity, it is important to assess the 11 

reasonableness of any financial model’s results in the context of observable market data.  12 

To the extent that certain ROE estimates are incompatible with such data or inconsistent 13 

with basic financial principles, it is appropriate to consider whether alternative estimation 14 

techniques are likely to provide more meaningful and reliable results.  15 

Q. PLEASE BRIEFLY DESCRIBE THE CURRENT LEVEL OF LONG-TERM 16 

INTEREST RATES. 17 

A. Long-term interest rates, in particular long-term Treasury yields, are near the lowest level 18 

in at least 35 years.  Because they generally are priced by reference to Treasury yields, 19 

utility bond yields also remain at historically low levels.  It is important to recognize, 20 

however, that credit spreads, or the difference between Treasury yields and utility bond 21 

yields, have increased.  Moreover (as discussed below), long-term Treasury yields are 22 

projected to substantially increase during the next few years.   23 
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Q. DOES THE LEVEL OF INTEREST RATES AFFECT THE DCF ANALYSIS 1 

USED TO ESTIMATE THE COMPANY’S COST OF EQUITY? 2 

A. Yes, it does.  Lower interest rates tend to be associated with lower dividend yields and, 3 

therefore, lower ROE estimates.  Expectations for higher interest rates in the coming 4 

years (the 30-year Treasury yield is expected to increase from approximately 2.90 5 

percent42 to 3.40 percent in 2014,43 and over 5.00 percent during the 2014 – 2018 time 6 

frame44) suggest that current estimates of the Cost of Equity using the DCF analysis may 7 

be conservative. 8 

Q. HAVE CAPITAL MARKET CONDITIONS CHANGED SINCE THE TIME OF 9 

THE COMPANY’S LAST RATE CASE?     10 

A. Yes.  As I will demonstrate and explain in this section of my testimony, the equity risk 11 

premium has increased significantly with the continuing decline in U.S. Treasury yields.  12 

This reflects a departure from the historical relationships between Treasury yields, utility 13 

interest rates, and the Cost of Equity for utilities.   14 

Q. HAVE YOU REVIEWED ANY SPECIFIC INDICES TO ASSESS THE 15 

RELATIONSHIP BETWEEN CURRENT MARKET CONDITIONS AND 16 

INVESTOR RETURN REQUIREMENTS? 17 

A Yes, I considered several measures of capital market risk, including: (1) the relationship 18 

between treasury yields and the Cost of Equity; (2) incremental credit spreads on 19 

investment grade utility debt; (3) the relationship between electric utility dividend yields 20 

and long-term Treasury yields; and (4) equity market correlations.  As discussed below, 21 

                                                 
42  2.90 percent is the 30-day average of the 30-year Treasury yield as of October 31, 2012. 
43  See Blue Chip Financial Forecasts, Vol. 31, No. 10, October 1, 2012, at 2.   
44  See Blue Chip Financial Forecasts, Vol. 31, No. 6, June 1, 2012, at 14.   
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each of those measures provide information that is relevant to the implementation of 1 

models used to estimate the Cost of Equity and in the interpretation of the model results. 2 

Relationship Between Historically Low Treasury Yields and the Cost of Equity 

Q. AS A PRELIMINARY MATTER, HAS THE COST OF EQUITY FALLEN IN 3 

TANDEM WITH THE RECENT DECLINE IN LONG-TERM TREASURY 4 

YIELDS? 5 

A. No, it has not.  The fear of taking the risks of equity ownership, for example, has 6 

motivated many investors to move their capital into the relative safety of Treasury 7 

securities.  In doing so, investors have bid down yields to the point that they currently are 8 

receiving yields on ten-year Treasury bonds that are below the rate of inflation.45  In 9 

effect, those investors are willing to accept a negative real return on Treasury bonds 10 

rather than be subject to the risk of owning equity securities.     11 

  At the same time, the Federal Reserve’s policy of buying longer-dated Treasury 12 

securities and selling short-term securities also may have had the effect of lowering long-13 

term Treasury yields.  That is, of course, the objective of the Federal Reserve’s “maturity 14 

extension program” which began in September 2011.46  As the Federal Reserve noted: 15 

 Under the maturity extension program, the Federal Reserve intends to sell 16 
or redeem a total of $667 billion of shorter-term Treasury securities by the 17 
end of 2012 and use the proceeds to buy longer-term Treasury securities.  18 
This will extend the average maturity of the securities in the Federal 19 
Reserve’s portfolio.  20 

                                                 
45  See, for example, Treasurys Slide After Lackluster Sale, The Wall Street Journal, August 8, 2012. 
46  On September 13, 2012 the Federal Reserve announced that, in addition to continuing the maturity 

extension program announced in June, they would also begin buying mortgage-backed securities at a pace 
of $40 billion per month.  See Federal Reserve Press Release, dated September 13, 2012.  On December 12, 
2012 the Federal Reserve re-affirmed its ongoing commitment to the purchase of mortgage-backed 
securities and longer-term treasuries with a stated goal of maintaining “downward pressure on longer-term 
interest rates”.  See Federal Reserve Press Release, dated December 12, 2012. 
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 1 
 By reducing the supply of longer-term Treasury securities in the market, 2 

this action should put downward pressure on longer-term interest rates, 3 
including rates on financial assets that investors consider to be close 4 
substitutes for longer-term Treasury securities.  The reduction in longer-5 
term interest rates, in turn, will contribute to a broad easing in financial 6 
market conditions that will provide additional stimulus to support the 7 
economic recovery.47 8 

  Consequently, two factors are at work: (1) the continued focus on capital 9 

preservation on the part of investors has caused them to reallocate capital to the relative 10 

safety of Treasury securities, thereby bidding up the price and bidding down the yield; 11 

and (2) the Federal Reserve’s continued policy of buying long-term Treasury securities in 12 

order to lower the yield.  As the Federal Reserve noted in its June 2012 Open Market 13 

Committee meeting minutes, the effect of those two factors has been a continued decline 14 

in Treasury yields: 15 

Yields on longer-dated nominal and inflation-protected Treasury securities 16 
moved down substantially, on net, over the intermeeting period.  The yield 17 
on nominal 10-year Treasury securities reached a historically low level 18 
immediately following the release of the May employment report.  A 19 
sizable portion of the decline in longer-term Treasury rates over the period 20 
appeared to reflect greater safe-haven demands by investors, along with 21 
some increase in market participants’ expectations of further Federal 22 
Reserve balance sheet actions.48  23 

  At issue, then, is whether those two factors – the continuing tendency of investors 24 

to seek the relative safety of long-term Treasury securities and the Federal Reserve’s 25 

policy of lowering long-term Treasury yields – have caused the required return on equity 26 

to fall in a fashion similar to the recent decline in interest rates.  In large measure, that 27 

issue becomes a question of whether the premium required by debt and equity investors 28 

also has remained constant as Treasury yields have decreased.  To the extent that the risk 29 
                                                 
47  http://www.federalreserve.gov/monetarypolicy/maturityextensionprogram.htm 
48  Minutes of the Federal Open Market Committee June 19–20, 2012, at 4. 
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premium has increased, the higher premium has offset, at least to some degree, the 1 

decline in Treasury yields, indicating that the Cost of Equity has not fallen in lock step 2 

with the decline in interest rates. 3 

  One method of performing that analysis is to analyze the implied required market 4 

return of the S&P 500 companies on a “build-up” basis.  From that perspective, the 5 

required market return represents the sum of:  (1) long-term Treasury yields; (2) the 6 

credit spread (i.e., the incremental return required by debt investors over Treasury yields; 7 

and (3) the Equity Risk Premium (i.e., the incremental return required by equity investors 8 

over the cost of debt).  As shown on Chart 2 (below), that has been the case: both debt 9 

and equity investors have required increased risk premiums as long-term Treasury yields 10 

have fallen.  In fact, this analysis demonstrates that despite Treasury yields decreasing in 11 

recent years, the overall expected market return for the S&P 500 has actually increased. 12 
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Chart 2: Components of S&P 500 Market Risk Premium (2010 – 2012)49 1 

 2 

  As discussed above, the proposition that the risk premium has increased even as 3 

Treasury yields have declined makes practical sense: as investors seek the safety of 4 

Treasury securities they require higher equity returns to overcome the currently perceived 5 

risk of equity markets vis-à-vis Treasury securities.  Even if the decrease in Treasury 6 

yields is driven by investors’ expectations of continued buying on the part of the Federal 7 

Reserve, that expectation does not affect the fundamental assessment of risks associated 8 

with equity investments in utility companies.  If anything, the uncertainty surrounding the 9 

timing and degree of continued Federal intervention introduces an additional element of 10 

uncertainty, which increases investment risk and, therefore, the required return. 11 

                                                 
49  Source: Bloomberg Professional. 
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Q. HAVE YOU REVIEWED SPECIFIC MARKET INDICES THAT ALSO 1 

SUPPORT THE POSITION THAT COST OF EQUITY HAS NOT FALLEN IN 2 

TANDEM WITH LONG-TERM INTEREST RATES? 3 

A. Yes.  As noted above, I have considered Incremental Credit Spreads, the relationship 4 

between dividend yields and Treasury yields (that is, the “Yield Spread”), and measures 5 

of correlation in returns between utility stocks and the broad market.  Each of those 6 

measures, which are discussed below, supports the position that the Cost of Equity has 7 

not fallen in lock step with the decrease in Treasury yields.   8 

Incremental Credit Spreads 

Q. HOW HAVE CREDIT SPREADS BEEN AFFECTED BY CURRENT MARKET 9 

CONDITIONS?   10 

A.  The “credit spread” is the return required by debt investors to take on the default risk 11 

associated with securities of differing credit quality.  For a given credit rating, the credit 12 

spread is measured by reference to a Treasury security of similar tenure.  That is, the 13 

credit spread on A-rated utility bonds may be measured by reference to the 30-year 14 

Treasury Bond yield; the same would be true of Baa-rated securities.50  Because lower 15 

credit ratings reflect higher levels of risk, credit spreads typically are higher for lower-16 

rated securities.  In that regard, the incremental credit spread (e.g., the difference between 17 

the credit spreads associated with A and Baa-rated securities, respectively) is an 18 
                                                 
50  The minimum maturity for the bonds in this index is 20 years, with an average of 30 years.  Moody’s Long-

Term Corporate Bond Yield Averages are derived from pricing data on a regularly replenished population 
of nearly 100 seasoned corporate bonds in the U.S. market, each with current outstandings over $100 
million.  The bonds have maturities as close as possible to 30 years and are dropped from the list if their 
remaining life falls below 20 years, if they are susceptible to redemption, or if their ratings change.  All 
yields are yield-to-maturity calculated on a semi-annual basis.  Each observation is an unweighted average, 
with Average Corporate yields representing the unweighted average of the corresponding Average 
Industrial and Average Public Utility observations.  See Bloomberg.com. 
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indication of incremental return required by investors to take on additional levels of risk.  1 

As Chart 3 demonstrates, since the beginning of 2010, the Moody’s Utility Bond Index 2 

Baa/A credit spread has steadily increased, indicating that debt investors have increased 3 

their marginal return requirements.  4 

Chart 3:  Moody’s Utility Bond Index Baa-A Credit Spread51 5 

 

 It is also interesting to note that the incremental credit spread has increased as long-term 6 

Treasury yields have decreased.  In fact, as Chart 4 demonstrates, even since January 7 

2010, changes in the incremental credit spread are negatively correlated with changes in 8 

the 30-year Treasury yield. 9 

                                                 
51  Source: Bloomberg Professional. 
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Chart 4:  Moody’s Utility Bond Index Baa-A Credit Spread 1 

 2 

Q. WHAT ARE THE IMPLICATIONS OF THOSE FINDINGS IN ASSESSING THE 3 

COMPANY’S COST OF EQUITY? 4 

A. The implications are twofold.  First, the recent decline in long-term Treasury yields has 5 

been accompanied by an increase in the premium required by investors to accept 6 

incremental levels of credit risk.  That is, the incremental credit spread has increased as 7 

the level of Treasury yields have decreased.  While that inverse relationship applies to the 8 

cost of debt, prior academic research has demonstrated that the Equity Risk Premium 9 

likewise is inversely related to interest rates.52  Consequently, neither the Cost of Equity 10 

nor the cost of debt has decreased in lock step with Treasury yields. 11 

                                                 
52  See Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth 

Forecasts, Financial Management, Summer 1992 at 63-70; Eugene F. Brigham, Dilip K. Shome, and Steve 
R. Vinson, The Risk Premium Approach to Measuring a Utility’s Cost of Equity,  Financial Management,  
Spring 1985, at 33-45; and Farris M. Maddox, Donna T. Pippert, and Rodney N. Sullivan, An Empirical 
Study of Ex Ante Risk Premiums for the Electric Utility Industry, Financial Management, Autumn 1995, at 
89-95. 
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  Those results also demonstrate the importance of maintaining a financial and 1 

credit profile that supports the Company’s current BBB- rating.  Because incremental 2 

credit spreads have steadily increased, the benefit of maintaining a BBB- rating is greater 3 

in the current market than it has been, even over the past two years.  That conclusion is 4 

consistent with recent findings by Fitch, which noted that: 5 

While it appears that the credit spread differential between the rating 6 
categories has a relatively small impact during times of economic stability, 7 
during recent periods of economic stress, a higher credit rating produces a 8 
meaningful difference in credit spreads … and provides more assured 9 
access to capital.53 10 

  Since regulatory actions affect credit ratings in several, often significant ways, the 11 

Commission’s decision in this proceeding will directly affect the Company’s credit 12 

profile and influence its ability to maintain a credit profile that enables continued access 13 

to capital at reasonable costs.  Given the Company’s substantial capital investment plans 14 

and external funding needs, the benefits of reliable and cost-effective capital access are 15 

significant. 16 

Yield Spreads 

Q. PLEASE BRIEFLY DEFINE THE TERM “YIELD SPREAD” AND EXPLAIN ITS 17 

MEANING IN ASSESSING CAPITAL MARKET CONDITIONS.  18 

A. The “yield spread” is the difference between the yield on long-term Treasury securities 19 

on the one hand, and common stock dividend yields on the other.  Investors often 20 

consider yield spreads in their assessment of security valuation and capital market 21 

conditions.  As explained below, to the extent that yield spreads materially deviate from 22 

                                                 
53  Fitch’s Review of Utility ROE Trends, FitchRatings, March 22, 2010, at 3. 
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long-term relationships, it may be an indication of continuing dislocations within the 1 

capital market. 2 

Q. HAVE YOU REVIEWED THE CURRENT AND HISTORICAL YIELD SPREAD 3 

FOR ELECTRIC UTILITY COMPANIES? 4 

A. Yes, I have.  As shown in Chart 5, for much of the period from January 2000 through 5 

October 31, 2012, the 30-year Treasury yield has exceeded the dividend yield on electric 6 

utility stocks (as measured by the SNL Electric Company Index).  In fact, over that time, 7 

the yield spread averaged approximately 62 basis points. 54   That period, however, 8 

includes the 2002 – 2003 credit contraction, during which period the Treasury yields and 9 

utility dividend yields were essentially equal, and the post-Lehman Brothers bankruptcy 10 

period, during which the yields inverted, such that the electric utility index dividend yield 11 

exceeded the 30-year Treasury yield.  Excluding those two periods, the average yield 12 

spread was 129 basis points (that is, on average, the 30-year Treasury yield exceeded the 13 

dividend yield by 129 basis points). 14 

                                                 
54  That is to say that on average, the 30-year Treasury yield exceeded the electric utility dividend yield by 62 

basis points. 
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Chart 5: Treasury/Dividend Yield Spread55  

 1 

  As Chart 5 also demonstrates, the yield spread inverted shortly after the 2 

September 15, 2008 Lehman Brothers bankruptcy, and has essentially remained inverted 3 

since that time.  In fact, since August 2011, the yields have remained inverted, such that 4 

the SNL Electric Company Index average dividend yield exceeded the 30-year Treasury 5 

yield by 96 basis points.  The continuing instability in the yield spread also has been 6 

observed by The Wall Street Journal, which noted that historically, “dividend yields have 7 

tended to track the yield on 10-year Treasurys closely.”56  The article went on to note 8 

that: 9 

Regulated utilities’ dividend yields decoupled from Treasury yields in 10 
December 2007, as the U.S. recession began.  After the initial flight to 11 
quality cut yields on Treasurys, particularly after Lehman Brothers 12 

                                                 
55  Source: SNL Financial. 
56   Denning, Liam, A Short Circuit in the Stock Market, The Wall Street Journal, October 23, 2009, at C10.  I 

note that while this article referred to ten-year Treasury yields, the fundamental conclusion, that the utility 
yield spread has deviated from its long-term relationship, remains. 
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collapsed in September 2008, the Federal Reserve’s policy of buying up 1 
government debt has helped keep them low.57 2 

Q. HOW DOES SUCH DATA ENTER INTO YOUR ASSESSMENT OF THE 3 

COMPANY’S COST OF EQUITY? 4 

A. As noted above, investors often look to the relationships among financial metrics to 5 

assess current and expected levels of market stability.  As also noted above, to the extent 6 

that current relationships among such indices materially deviate from long-term norms, it 7 

may be an indication of continuing or expected market instability.  Moreover, such data 8 

provide market-based methods by which to assess the implications of the currently low 9 

Treasury yields for the Company’s Cost of Equity.  If, for example, the currently low 10 

level Treasury yields indicated a correspondingly low Cost of Equity, the average 11 

dividend yield would be approximately 2.28 percent, or lower.58  As shown on Exhibit 12 

No. PNM-27, however, the current (proxy group) average low dividend yield is 13 

approximately 4.03 percent and the proxy group average high dividend yield is 14 

approximately 4.27 percent.  Again, low Treasury yields are not necessarily indicative of 15 

correspondingly low equity return requirements.  16 

                                                 
57  Ibid. 
58  2.28 percent equals 2.90 percent, less the long-term average yield spread of 62 basis points.  Excluding the 

post-Lehman Brothers bankruptcy period, and the 2002 – 2003 credit contraction, implies a yield spread of 
129 basis points, suggesting an implied dividend yield of less than 1.61 percent (assumes a constant growth 
rate). 
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Equity Market Return Correlations 

Q. PLEASE DEFINE THE TERM “CORRELATION” AND EXPLAIN ITS 1 

RELEVANCE TO DETERMINING THE COST OF EQUITY. 2 

A. “Correlation” is a measure of the extent to which two variables tend to move in relation 3 

to each other.  By definition, correlation (as measured by correlation coefficients) ranges 4 

from -1.00 to 1.00; a negative correlation indicates that the returns on two securities 5 

move in opposite directions, while a positive correlation suggests that they move 6 

together.  The closer the correlation coefficient is to -1.00 or 1.00, the stronger that 7 

relationship.   8 

  Because securities with low or negative correlations are less likely to move in 9 

tandem, investors consider such investments to offer certain diversification benefits; 10 

highly correlated securities do not.  Consequently, stocks with high correlations to the 11 

broad market tend to represent greater risk (and therefore require higher returns) than 12 

stocks with lower market correlations.  13 

Q. HAVE YOU REVIEWED THE RECENT AND HISTORICAL DEGREES OF 14 

CORRELATION FOR ELECTRIC UTILITY STOCKS? 15 

A. Yes, I have.  The purpose of my analysis was to examine the current level of correlation 16 

between the broad market (as measured by the S&P 500 Index) and electric utilities (as 17 

measured by the SNL Electric Company Index) relative to historical averages.  As 18 

discussed in more detail below, electric utility stocks have become increasingly 19 

correlated with the broad market; those correlations tend to increase during periods of 20 

market volatility.  Consequently, during such periods, investors return requirements 21 

would be higher still. 22 
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Q. HOW HAVE SNL ELECTRIC COMPANY INDEX RETURNS MOVED 1 

RELATIVE TO THE S&P 500? 2 

A. Since 2000, the correlation between SNL Electric Company returns and the S&P 500 3 

returns have been trending upward, as shown by the linear trend in Chart 6, below.  4 

Despite correlations moderating in the near term, the prevailing long-term trend remains 5 

toward increased correlation between the two indices. 6 

Chart 6: Daily Return Correlations59  7 

  8 

Q. HAS THE INCREASED CORRELATION OF RETURNS BEEN NOTED BY THE 9 

FINANCIAL COMMUNITY? 10 

A. Yes, it has.  A January 4, 2012 article in The Wall Street Journal, for example, noted that 11 

“[a] fact of life for investors in recent years, especially in the stock market, has been the 12 

dramatic rise in correlations.  One surprise of 2011 was the degree to which correlations 13 

                                                 
59  Correlation of daily returns calculated over a 90-day period.  Source: SNL Financial. 
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within and across financial markets returned with a vengeance.”60  Citing a study by BCA 1 

Research, the article concluded by noting that: 2 

…in order for correlations to decline dramatically to pre-Lehman levels, 3 
investors will likely need some sense that the headwinds facing the U.S. 4 
economy have largely dissipated, and that the expansion has successfully 5 
transitioned to a sustainable, self-reinforcing phase (i.e. the recovery will 6 
not fall apart in the absence of continual shots of monetary or fiscal 7 
stimulus).  It may be years before such a realization occurs, suggesting 8 
that the “high vol/high correlation” world is likely to persist, even if we 9 
have seen the worst for this cycle.61 10 

  My findings, that electric utility stocks remain somewhat more volatile than their 11 

historical average but are far more correlated with the broad market than they historically 12 

have been, are consistent with the observations noted by The Wall Street Journal. 13 

Q. WHAT CONCLUSIONS DO YOU DRAW FROM THOSE ANALYSES? 14 

A. First, it is important to recognize the relationships among financial measures relied upon 15 

by investors and to reflect those relationships in Cost of Equity estimates.  Simply 16 

observing, for example, that long-term Treasury rates are at historically low levels is not 17 

a sufficient level of analysis to conclude that the Cost of Equity is at a commensurately 18 

low level.  As noted above, for example, if investors believed that the current level of 19 

long-term Treasury yields is indicative of the Cost of Equity, electric utility dividend 20 

yields would be almost 200 basis points below their current levels.  Similarly, 21 

correlations between electric utility companies and the broad market remain high relative 22 

to historical averages, reducing the diversification benefit that they otherwise may 23 

provide.  Recognizing such factors provides a more complete perspective on investor risk 24 

and enables a more reasonable determination of the Company’s Cost of Equity. 25 

                                                 
60  High Correlations Could Be Here To Stay, The Wall Street Journal, January 4, 2012. 
61  Ibid. 
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 1 

VII. SUMMARY AND CONCLUSIONS 2 

Q. WHAT ARE YOUR CONCLUSIONS REGARDING A FAIR AND 3 

REASONABLE COST OF EQUITY FOR PNM? 4 

A. The DCF analysis presented herein establishes the zone of reasonableness based upon the 5 

highest and lowest DCF results for the proxy group of companies, which ranges from 6 

6.09 percent to 15.54 percent.  As noted above, the midpoint of this range is 10.81 7 

percent and the median of the range is 8.67 percent.  My recommended ROE for PNM in 8 

this proceeding is 10.81 percent.  This ROE is sufficient to maintain investor interest in 9 

providing wholesale electric transmission services, as well as compensate the Company 10 

and its shareholders for the attendant risks.   11 

Q. DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY? 12 

A. Yes, it does. 13 


