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1. Preface

2.

3. Q. Please state your name, profession, and employment.

4.

5. A. My name is Stephen F. Sherwin. I am an economist

6. and Executive Vice President of Foster Associates, Inc.,

7. an economic consulting firm whose principal office

8. is located at 1101 Seventeenth Street, Northwest,

9. Wa shir, p ton , D.C. 20036. A summary of my qualifications

10. appears in Appendix A.

11.
12. Q. Have you previously testified before this Commission?

13.
14. A. Yes, on behalf of Houston Lighting & Power Company

15. in Docket No. 2676.

16.
17. Q. What is the purpose of your testimony?

18,

19. A. I have been asked to express an opinion on the

20. equity portion of the fair rate of return, applied

21. to a 3/31/81 net investment - original cost rate

22. base for Houston Lighting & Power.-

23. -

24. Q. Have you prepared an exhibit?
'

25.
26. A. Yes. The statistical support for my opinion is

27. set forth in an exhibit, consisting of 20 schedules,

28. prepared by me or under my supervision.

-

O

't

e

.

*
e



_

1. I. Summary of Guidino Principles and Factual Bases for

1. Conclusions

3. '

4. Q. What are your criteria for measuring the required equity

5. return?

6.
7. A. For legal criteria I have been guided by the decisions of

8. the United States Supreme Court in the 1923 Bluefield,

9. the 1944 Hope, and the 1968 Permian Basin cases, as well

10. as recent decisions of this Commission. I understand

11. these decisions to define a fair return in terms of the

12. triple standards of permitting a company to achieve a

13. level of earnings comparable to those earned by other

14. enterprises of correspondiny risk and uncertainty, main-

15. tain its financial integrity, and attract capital on

16. reasonable terms. These three standards are also the

17. economic guidelines for a fair return encompassed in the

18. opportunity cost principle.

19.
20. O. What are the principal conclusions of your study?

21.
22. A. The combined impact of experienced double-digit infla-
23. tion, the rise in the cost of capital and the inability
24. to achieve the previously authorized 15.8 percent common
25. equity return have resulted in a centinued impairment
26. of the Company's financial integrity.
27.
28. The factors which have raised the cost of capital to new
29. peaks are unlikely to abate significantly in the near-
30. term future so that, even under optimistic assumptions
31. with respect to the success of the Administration's new
32. policies, the prospect is only for a relatively moderate
33.

,
decline in the cost of capital in the next two years.

s
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1, My conclusion is that tl.e fair return on equity for
2. Houston Lighting & Power is 17 percent, reflecting the

i

3. mid-point of a range of 16.5 to 17.5 percent, at a 44

4. percent equity ratio. That conclusion does not rest on

5. present capital market conditions; instead, it assumes

6. that there.will be a further decline in interest rates

7. and dividend yields from the recently attained peak, and

8. a moderation of inflationary forces. If interest rates

9. do not decline from the current (June 1981) level, the

10. cost of attracting capital is above 18 percent.

11.
12. In essence, the 17 percent recommendation reflects a

13. finding that:

14.
15. 1. The prospective level of earnings of industrials of

16. reasonably similar investment risk to the average

17. "Aa" rated utility is in the range of 15.5-16.5

18. percent; however, since HL&P is regarded by inves-
19. tors ;~ riskier than the typical "Aa" rated utility,

20. the retarn requirement to restore the Company's

21. financial integrity lies above that range.

22,

23. 2. The prospective (DCF) cost of att,racting capital
24. for Houston Lighting & Tocar is 16.8-18.15 percent,

25. The lower end of this range rest; an the assumption

26. that the dividend yield in the next 12 to 18 months

27. will decline from the recent level of about 10.5 to

28. an average of 9.25 percent. The upper end of

29. the range assumes no decline in the dividend yield
30. from the recent level of 10.5 percent.

31.
32. A'17'perc nt return reflects a debt / equity spread or risk
33. premium of approximately 3 percentage points above an
34. estimated " normalized" interest rate on long-term "Aa-A"

35. rated utility bonds of approximately 13.75 percent.

-2-
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1, C. Please summarize the conceptual approach underlying your

2. return recommendation.
3.
4. A. My recommendation rests on the application of the

5. opportunity cost theory, which holds that capital

6. devoted to.public use is entitled to compensation

7. commensurate with that prospectively available to

8. capital in alternative employments of similar risks.

9.!

10. The iaeasurement of the cost of equity capital is

11. essentially a process of sifting multiple facets of

12. factual evidence, which serve as constraints on the

13. exercise of judgment. While each of several techniques

14. may provide useful evidence, no measure constitutes

15. an exclusive basis for estimating the fair return.

16.

17. Although judgments enter into the application of

18. every technique of measurement, there is, nevertheless,

19. a fairly narrow range for the lower limit of a reason-

20. able return, which should reflect a minimum risk

21. premium or spread above interest rates.

22.-

! 23. The techniques for measuring the cost of equity

24. capital fall essentially into three broad categories:

25.
26. First, the comparable earnings technique which

seeks to estimate the return requirement in
27* relation to earnings on equity of other com-
28. panies whose risk characteristics ata similar

to those of public utilities.'

29.
30. Second, the capital attraction test, which

seeks to infer investor capitalization rates
3^3 from stock market data, typically by reference*

32. t. the discounted cash flow approach,

33* Third, the risk premium technique which seeks
34. to measure return on equity by reference to a

debt / equity spread.

.

-3-
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1. After periods of prolonged inflation, the cost of

2. attracting capital lies typically below the fn.r

3. return, as measured by the earnings of industrials,

4. because the book value (to which returns are related)
5. reflects vintaged -- not current -- values. However,

6. due to the. expectation of a longer term inflation rate

7. of 8.5 to 10 percent, interest rates will remain at a

8. relatively high level so that the cost of attracting

9. equity capital has risen above the prospective level

10. of inc4at rial returns. )

11.
12. Q. What is your evaluation of risks faced by Houston

13. Lighting & Power?

14.
15. A. I distinguish between business and financial risks,

16. the latter relating to the equity portion of the

17. capital structure.

18.
19. The Company's business risks have continued to

20, increase during the last year due to further escalation

21. of construction expenditures, delays in the scheduled

22. completion of new plants, the prospect of increased

23. reliance on purchased power, and significant attrition

24. in the allowed return. These increased risks have led

25. to the downgrading of HL&P's bonds from "Aa" to "A" by

26. Moody's.
'

27. -

28. HL&P's business risks exceed those of the typical

29. electric utility and are only partially offset by

30. lesser financial risks (compared to other electrics)

31. reflected in the common equity ratio of 44 percent.

32.
'

33. The increased risks of HL&P account only marginally

34. for the increase in my return recommendation, _from the

35. 15.75-16.0 percent in the last proceeding, to 17.0

.
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1. percent in this proceeding. The higher return recom-

2. mendation stems primarily from an increase in the

3. opportunity cost of capita].

4.

5. O. In applying the different tests for estimating the

6. equity return, what assumptions have you made with

7. respect to prospective economic conditions?

8.

9. A. Despite a robust growth in first quarter of 1981, I

10. project little growth in real GNP for 1981, followed

11. by a 2.5-4.0 percent growth rate in 1982.

12.
13. Projections of inflation and interest rates are

14. extremely difficult at present, partly due to the

15. uncertainty with regard to the level and impact of the

16. Administration's proposed tax legislation, and partly

17. due to the extreme volatility of interest rates.

18.
19. These uncertainties prompt me to present two estimates

20. of prospective interest rates on the alternative assump-

21. tions of (a) no diminution of inflationary expectations

22. with interest rates staying at approximately their cur-
23, rent (m'id-June 1981) level, which reflects a one per-

| 24. centage point decline from the peak, and (b) a modera-

25. tion of inflationary expectations with a further decline

1 26. in interest rates to what I call a " normalized" level.

27.
28. The principal purpose of such a " norma 7ized" estimate

29. is to provide a base-point for the addition.of a

30. debt / equity risk premium. I estimate the " normalized"

31. rate for "Aa-A" :ated long-term utility bonds in the

32. range of 13.0 to 14.5 percent, or a mid-point of 13.75

33. percent, based on separate estimates of the three

34. components of interest rates: (1) a risk-free .

-5-
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1. rate of 3.0 percent; (2) an inflation premium

2. of 8.5-10.0 percent; and (3) a " default" premium

3. of 1.5 percent.

4.

5. O. Please summarize your application of the comparable

6. earnings test.

7.

8. A. The starting point is the selection of representative

9. periods for estimating prospective returns of industrials:

10. I regard the three- and five-year periods ending 1980 as

11. providing the most useful benchmarks for the range of

12. prospective returns in 1982-83.

13.
14. The principal focus of the comparable earnings test should

15. be on investment-g. non-regulated industrial.a because.e

16 '. they come closest to measuring the competitive norm. When

17. the comparable earnings test is applied to industrials,

18. the critical operative concept is the determination of

19. similarity of risk. The relevant risks are those per-

20. ceived by investors. While utilities have quite different

21. operating, market and financial characteristics from those

22. of industrials, it is possible to achieve a reasonable

23. degree of balance and comparability by reference to

24. . investment risks. Security analysts have traditionally

25. ranked common equities of utilities as relatively high-

26. grade investments, essentially because they are charac-

27. terized by stability of returns.

28.
29. In selecting samples of industrials of comparable invest-

30. ment risks to Houston Lighting & Power, I selected two

31. groups whose stability of equity returns was', on the

32. ~

equal to that of "Aa" rated electric utilities,average,

33. and one group based on stability of return and stock -

34. rankings. However, to avoid inclusion of both " highly

.

.
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1, profitable' enterprises," viewed askance by the Court of

2. Bluefield, and companies whose earnings are chronically

3. depressed (and thereby not meeting the capital attraction

4. test), I selected only those companies whose earnings fell

5. within plus or minus one standard deviation of the average

6. return. .

7.
8. The returns achieved by my selected industrial samples

9. averaged approximately 15.5 percent in the period 1976-80,

10. and 16.0 percent in the period 1975-80. Giving some

11. recognition to the upward trend in returns, and the

12. prospect of higher returns in the expected recovery, lead

13. me to the conclusion that the prospective returns of

14. industrials of similar risk to "Aa" rated electrics are in

15. the range of 15.5-16.5 percent. In view of HL&P's rela-

16. tively higher business risks, I conclude that the

17, comparable earnings test calls for a return above that

18. range. '

19.
20. O. By what tests did you evaluate relative risks between "Aa"

21. electrics, Houston Industries and your selected groups of
.

22. industrials?

23.
24. A. By an analysis of the relation between return on equity

25. and market-to-book ratios. To draw inferences as to
i 26. relative risks of industrials compared to utilities, I

-27. believe it necessary to examine sufficiently long periods

28. of time to eliminate short-run erratic gyrations of stock

29. prices. For the five-year period ending 1980, the returns

30. of my industrial samples exceeded those of the group of

31. "Aa" rated electrics by about 23 percent, and there was an

32. appr'oximately equal difference in market-to-book ratios.,

33. These comparisons lead me to the conclusion that "Aa"

34. rated utilities were viewed by investors as having approxi-

35. mately similar risks to my selected grcups of industrials.

-7-
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1. A similar analysis for Houston shows that a higher level

2. of earnings, compared to the "Aa" rated electrics, was

3. accompanied by relatively lower market-to-book ratios,

4. which suggests that Houston is viewed as riskier.

5.
6. O. What standard do you suggest for the maintenance of

7. financial integrity?

8.

9. A. At a minimum, the maintenance of financial integrity calls

10. for a IcVel of earnings not only sufficient to provide an

11. appropriate coverage of fixed charges, but also, provided

12. stock markets are reasonably stable to permit a company to

13. raise new equity capital at no less than book value.

14.
15. The price of Houston Industries' stock has sold below book

16. value since 1978, and the discount from book'value averaged

17. 23 percent in the first quarter of 1981. The company's

18. last six common stock issues were sold below book value.

19. Its financial integrity has been seriously impaired.

20.
21. Q. What are your findings by reference to the discounted

22. casn flow approach?

23.
24. A. The dividend yield of Houston Industries rose from

25. 8.0 percent in 1979 to 9.6 percent in 1980 to 10.9

26. percent in the first quarter of 1981 and was about

27. 10.5 percent in dune 1981. I estimate the prospective

28. dividend yield for mid-1981 through 1982 to average

29. approximately 9.25 percent, on the assumption that

30. interest rates will decline, or 10.5 percent il

31. interest rates stay at their current (mid-Ju'ne 1981)

32. level.

.

-8-
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1. I believe investors may reasonably expect a longer
'

term prospective growth rate for houston Industries
,.

3. of about 7.0-7.5 percent, which I adjusted downward

4. to a range of 6.5-7.t percent, or a mid-point of 6.75

5, percent, for utility operations, in recognition of

6. the higher. growth rate associated with Houston
7. Industries' non-utility operations.

8.

9., Assuming a decline in the dividend yield to 9.25

10. percent, the " bare-bones" current cost of attracting
11. capital is therefore 16.0 percent, exe.luding financing
12. and market pressure costs. Adjusted for financing

13. an3 market pre?sure costs of 0.8 percent, the cost of

14. attracting capit 1 is 16.8 percent. ;

15.
16. If it $s assumed that interest rates and dividend
17. yields were not to decline from their recent level,

18. then the sum of the recent yield of about 10.5 percent,

19. a growth rste of.6.75 percent and a flotation cost of

20. 0.9 percent indicates a current cost of 18.16 percent.

21.
22. Q. What are your findings with respect to the debt-

23. equity risk premium?

24.

25. A. I examined two measurements of the debt-equity spread.

26.
2 7.- The first focuse's on measuring the long-term risk
28. premium by reference to the difference between market
29. returns on common stocks and market returns on bonds,

30. in conjunction with the use of beta factors. The

31. practical measurement of these factors is fraught
32. with virt0 ally insuperable limitations: The level of

33. the common stock risk premium varies widely depending
34. on the period selected for its measurement, and the
35. beta factor does not provide a reliable measure of,

36. risks.~
'

:
,

-9-
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1. A better alternative technique measures the risk

2. premiura by reference to the difference between

3. successive DCF studies for each of the last several

4. years and a,nnual yields for "Aa" rated public
~

5. utility bonds. For "Aa" rated electrics, the

6. premium averaged 3.5 percent for the last.five
7. years.

8.
9. I do not regard the latter technique as sufficiently

10. reliable to qualify as an independent standard for

11. qg determining the fair return. Its principal usefal-

12. ness lies in providing a perspective to the risk

13. premium implied in an analyst's return recommenda-

14. tion.

15. *

16. Regulatory awards on equity have traditionally im-

37. plied risk premiums in che range of 3-5 percentage

18. points. My recommended return of 17 percent implies

19. a debt-equity spread of about 3.25 percentage points

20. above the 13.75 percent mid-point of the estimated

21. " normalized" yield on "Aa-A' rated long-term utility

22. bonds, and a less than 1.5 percent risk premium

23. above the current (mid-June 1981) yield on such

24. bonds.
25.
26.
27.
28.

29.
30.

.

31.
32.
33.
34.

-10-
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1. II. Economic Trends Bearina on Return Recuirements
| 2.<

3. Q. What is your appraisal of the prospective economic

4. situation?

5.
,

J

6. A. The national economic scene is dominated by the need to
'

7. adopt a policy framework which will dampen inflationary
8. expectations and raise productivity. While Congress

9. has accepted most of the budgetary cuts proposed by the

10. Administration, there remains considerable uncertainty

11. with respect to the extent and impact of the tax policy

12. framework proposed by the Reagan Administration. This

13. suggests a need for considering alternative scenarios.

14.
15. One scenario is that the tax reductions will stimulate

16. investment and productivity, leading to an expansion of

17. output, a declir.s in inflationary expectations and a

18. reduction in interest rates. The other scenario is

19. that a continuation of a relatively large Federal

20. budgetary deficit will keep inflationary expectatior.c

21. at a high level, forcing a continuation of stringent

22. monetary policy and high interest rates, leading to a

23. relatively low rate of growth.

24.
25. In my opinion, the economy will steer a mid-way course

26. between these two scenarios. However, since there is,

in June 1981, no factual basis for selecting one27. -

28. scenario over the other, both are reflected in the

29. range of my return recommendation.
30.
3J. Q. What are your projections with respect to growth and

,

2.. inflation?'

i

.
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1. A. The long anticipated recession was limited to the first

2. half of 1980; in the second half of 1980 the economy

3. showed signs of a surprisingly strong recovery, so that |

4. the net decline in GNP for all of 1980 was below 1.0
5. percent. Similarly, the first quarter of 1981 showed

<

6. an unusual growth of 8.5 percent in GNP. Nevertheless,

7. the strength of the recovery remains in doubt. The

8. necessity to maintain a restrictive monetary policy

9. contributes to the probability of either a renewed dip

10. or a period of slow growth for the remainder of 1981.

11. Even if ali of the proposed tax reductions are enacted,
|

12. it is unlikely that a substantial impact will be

13. experienced before mid-1982. I expect the growth in

| 14. real GNP for 1982 to be in the range of 2.5 to 4
;

15. percent.'

16.

17. Turning to inflation, the reappearance of annual double

18. digit rates in the Consumer Price Index for 1979-80
19. fanned inflationary expectations, which significantly

,

20. contributed to the deterioration of ccpital markets and

21. the consequent rise in the cost of capital. (Inflation

22. rates are shown on Schedule 1.)
1

23.
24. ine country has experienced sporadic bouts with inflation

25. in the past; the new and most disturbing element is the
! 26. emergence of nearly universal inflationary expectations.

27. Each interest group identifies a different culprit for

28. the inflationary spiral. All of them may be correct

29. because, when inflationary fears become endemic, they
; 30. feed upon themselves, and virtually all segments of the

31. economy contribute to their perpetuation. The crucial

32. question in the present context is: What are the

33. chr4nces of dampening inflationary expectations?

r

-12-
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l. Since the dangers of inflation are widely perceived,

2. the chances of dampening inflationarf forces are now better

3. than before. Fundamentally, once an " equilibrium" has

4. been reached -- in the sense of wages having caught up
'

5, with prices -- there are only three fundamental factors

6. causing inflation: (1) a decline in productivity; (2)

7. an excessive growth in the money supply; and (3) a

8. deterioration in the international terms of trade, e.g.

9. a rise in the imported price of goods. lew economists

10. would contend that the combined impact of the decline
__

~~~

l1. in productivity (if indeed there has been any at all)

12. and the rise in the price of energy have accounted for

13. more than an annual 3-4 percent rise in t! e price level.

14. While the effect of decontrol of domestic oil prices is

15. still working its way through the price structure, a

16. near-term rise in the OPEC cartel price does not appear

17. probable. Hence, if the expansion of the money supply

18. is moderated (through the Federal Reserves' more careful

19. control over the monetary base rather than its continued

20. attention to interest rates) it should be possible to

21. reduce inflationary pressures.
~22.

23. But the~ validity of the preceding analysis rests on the

24. assumption that the economy has reached an " equilibrium"

25. with respect to wages and prices. Whether or not wages

26. have in fact lagged behind prices, and whether labor's

27. standard of living has been reduced is not tae

28. determining factor. Labor believes that its standard

29. of living has been reduced. This persuasion will create

30. strong forces for a " catch-up" of wages, which will act

31. as a " cost-push" to prices, and may perpetuate infla-

32. tionary expectations.

-13-
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1. The longer inflationary expectations prevail, the more

2. difficult becomes their reversal. Expectations have to

3. remain untealized before th y are dampened, losses have

4. to be experienced before expectations are reversed.

5. (The current euphemism for losses is the reintroduction

6. of risks into the economy.) The experience of the

7. Western European countries indicates that a reversal of

8. inflationary expectations is extremely difficult, unless

9. the banking system's ability to extend credit is virtually

10. brought to a halt, and businesses are forced to liquidate

11. inventories. Since such policies invariably cause

12. great social suffering, it is unlikely that they will

13. be adopted.

14.
15. Although Government expectations with respect to moderating

16. inflation have been consistently overly optimistic, in

17. the context of a proceeding that requires the balancing

18. of consumer and investor interests, I believe the public

in the absence of clear and19. interest requires that --

20. compelling evidence -- these policy objectives should

21. be given considerable credence. I shall therefore

22. reflect -- in the lower end of my recommended equity

23. range -- the assumption that the Reagan Administration

24. policies will be successful in bringing about a mode' ration
25. of inflationary expectations, so that the prospective

26. inflation rate (Consumer Price Index) could be reduced
27. to 8-9 percent. ihe upper end of my return recommendation
28. reflects a prospective inflation rate of approximately

29. 10 percent.

30.
'

31. O. Please discuss the trend in interest rates.

-14-
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1. A. There has been a substantial -- and a nearly uninter-

2. rupted -- rise in interest rates since the end of

3. 1378, accompanied by much greater swings in rates

4. and a widening of the spread in yields between high

5. and lower grade bonds.

6.
7. Yields on outstanding long-term Government bonds rose

8. from 10.2 percent in the fourth quarter of 1973 to

9. 13.8 percent in May 1981. The corresponding rise in

10. yields of Moody's "Aa" rated outstanding utility __ -
-

11. bonds was from 11.3 to above 15.5 percent, and on "A"

12. rated bonds from 11.7 to above 16 percent (Schedule 2).

13.
14. Yields on newly issued "Aa" utility bonds rose from

15. 11.8 percent in the fourth quarter of 1979 to above

16. 16 percent in April 1981, and on "A" rated bonds from

17. 12.3 percent to 16.9 percent in May 1981 (Schedule 3).

18. The trend in yields on preferred stock has generally

19. paralleled that of bonds (Schedule 4).

20.
21. The spread in yields between Government bonds and

22. "Aa" rated utilities averaged 90 basis points in

23. 1979, widening to 161 basis points in 1980 (Sched-

24. ule 5). For "Aa-A" rated bonds it exceeded 200

25. basis points in May 1981.

26.

27. In view of their volatility, a reliable projection

28. of interest rates for 1982 is extremely difficult.

29. In the last decade, each peak in interest rates was
" 30. above the. previous peak and each trough above the pre-

31. ceding one. This pattern provides justification for

32. projecting rates at the current (mid-June 1981) les al,

33. particularJy since rates have already declined by about
'

34. 100 basis points from the recent peak. There is, however,

35. also considerable support for the view that interest

-15-
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1. rates will continue to decline, essentially because

2. the current level of interest rates provides a greater

3. risk premium for anticipated inflation thar. indicated

4. by the approximately 8.5-10 percent longer term core-

5. inflation built into the economy for several years

6. to come. Moreover, the probability of a slow growth

7. in GNP for 1981 may produce a considerable dip in interest

8. rates in the second talf of 1981, while the expected

9. acceleration of economic activity in 1982 is likely

10. to cause renewed upward pressure.

11.
12. In my opinion, fluctuations in interest rates need

13. to be " normalized" in the context of return regulation.

14. In that context, a " normalized" estimate of prospective

15. interest rates is crucial, because it constitutes the

16. base point for adding the essential debt / equity risk

17. premium.
18.
19. There are several. techniques for estimating future

20. interest rates. One technique is to survey opinions of

21. investment advisers, institutional investors or econo-

22. mists; another is to build econometric models; a third

23. is to look to the futures market; a fourth is to make

24. estimates of the separate components of interest rates.

! 25.
26. I regard the latter two approaches as more suitable to

27. providing a "normblized" estimate of prospective interest
28. rates. It should be understood, however, that a " normal-

29. ized" estimate does not necessarily coincide with the

30. short-term prospective cost at which HL&P may raise debt.

31.
32. Q. What is your estimate of a prospective " normalized"

33. rate, based on the separate components of interest

34. rates?

.
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1. A. There are three separate components 7f interest rates.

2.

3. Concept Measurement
>

4. 1. A risk-free or real rate of Theoretically,

5* return, reflecting compensa- by yields on long
tion for saving or post- term Governs..ent

6. poning the consumption of bonds if there
resources. were no expectation7*

of inflation.
8.

2. An inflation premium. The expected rate
9. of inflation.

10.
3. A default premium to Differential between

11. compensate for the risks yields on long-term

12. of the company's individual Government bonds and
debt securities. utility bonds.

13.
14. The risk-free rate of interest is generally believed to
15. be approximately 3 percent.1/ The longer-run, built-in
16. or core-inflation appears to be approximately 8.5-10
17. percent. Fcr the "defaalt premium" of "Aa-A" rated
18. bonds, I shall use 150 basis points, compared to the
19. current spread of 200 basis points.
20.
21. The above suggests tht; a " normalized" prospective
22. yield for long-term Government bonds is in the range of
23. 11.5-13.0 percent. Adding a default premium of 150
24' points brings the "Aa-A" prospective rate to a range of
25. 13.0-14.5 percent, er a mid-point of 13.75 percent.
26.
27* 1/ To my knowledge, the only recently available factual
28. evidence with respect to the risk-free rate can be

29. gleaned from interest rates in Switzerland which hovered
around 4 percent when inflationary expectations were at

30. I percent or less. For scholarly approaches to the

31* measurement of the risk-free rate, see: W.P Yohe
and D.S. Karnosky, " Interest Rates and Price Level

32. Changes, 1952-69," Federal Reserve Bank of St. Louis,

33. December 1969; W.E. Gibson, " Interest Rates and Inflationary
Expectations: New Evidence," The American Economic

34. Review, December 1972; P.H. Hendershott and J.C. VanHorne,

35. " Expected Inflation Implied by Capital Market Rates,"
Journal of Finance, May 1973..

.
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1. The above projection of 31.5-13.0 percent for Government

2. bonds lies slightly below the Futures Market expected

3. yield on long-term Treasury Bonds. While the futures

4. market serves as a hedge function, it also plovides an

5. indication of investor expectations. In the last four

6. months, the futures yields for mid-1982 Treasury Bonds

'i . ranged from about 11.8 to 13.0 percent.

8.
9. In appraising the reasonableness of my 33.5-14.5 percent

10. estimate for "Aa-A' rated bonds, it should be recallad

11. that the policy tilt toward so-called " supply side"

12. economics is incompatible with a sharp reduction in

13. interest rates. The improvement in productivity is

14. dependent on incentives provided for savings and a

15. dampening of inflationary expectations. Both are incom-

16. patible with low interest rates.

17.
18. Q. What are the implications of your expectation of a

19. relatively low economic growth on the trend in profits?

20.
21. A. Af ter-tax profits in relatio: to GNF averaged 6.6 percent

22. in 1977-73. The preliminary 1980 data show a decline

23. to 6.2 percent (Schedule 6).

24.

25. While corporate profits typically drop sharply during a

26. recession, the 1980 decline was less pronounced, and

27. the recovery in profits should be mnre rapid, primarily

28. due to the continued-high inflation rete. I expect

29. corporate profits, in relation to GNP, to again approach

30. or exceed'the 6.5 percent level in 1582. Such a d'evelop-
31. ment would be consistent with the recognition that
32, corporate profits (and cash flow) have been inadequeta
33. in relation to the Nation's needs of capital formation,

. 34. and the necessity to improve productivity.

-18-
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1. III. Risks

2.

3. O. What is your approach to the measurement of risk?

4.

5. A. Risk is the probability of failing to achieve the

6. anticipated return or suffering an impairment of

7. capital.

8.
9. I know of no valid formula for the measurement of

10. risks. For analytical purposes, I believe it is

11. useful to distinguish between business risks (encom-,

12. passing market, supply, regulatory, and physical

13. hazards) and financial risks (the degree of leverage
14. to which the common equity is exposed). Nevertheless,

15. in the final analysis, the relevant risks are those

16. perceived by investors, as reflected in a company's
17. securities. However, since invectors' appraisals
18. of risks can only be inferred -- even though the
19. inference may be drawn from a statistical measurement --

'0- a qualitative analysis of the different facets of

21. business and financial risks constitutes a useful
22. point of departure.

23.
24. O. Have there been any changes in business risks of
25. HL&P since the last proceeding?
25.
27. A. In my opinion, there has been some increase in business

i
28. risks arising from the continued escalation of an
29. extraordinarily bl h level of construction expenditures,J
30. delays in the scheduled completien of nuclear facilities,
31. a diminution of the proportion of internally generated
32. funds, a decline in reserve capacity with a concomitant
33. prospective increased reliance on purchased power,
34- and greater attrition in the return. *

s
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1. The necessity to make large capital expenditures

2. in periods of high inflation to meet the service

3. requirements et customers creates significant risks.

! 4. HL&P's growth in Kwh sales during the next 11ve

5. years is e'xpected to bt about 4 percent (compared
6. to 8 percent in the 1970's). But the construction4

7. expenditures in 1981-83 are projected at $2. 4 billion

8. (compared to S1.6 billion in 1978-80), so that L.e

9. net utili y plant should rise f rom $3.9 billion (year-end

10. 1980) to about SS.8 billion. Thus, while the growth

11. in-sales is expected to be only htlf the rate of

12. the 1970's, the growth in plant will continue at

13. approximately the same rate in the next three years
14. as in the last three years, and the expenditures;

15. at a 50 percent higher le'e1.

16.
17. There are two fundamental cruses for this lopsided
18. relation between g owth in sales and growth in plant.

19. Firs *., the expansion of plant procee53 under conditions;

20. of increasing costs (both nominal and real) due to
" 21. Inflationary, environmental, and technological reasons.

22. Second, there is the necessity to increase the Company's
23. inadequate reserve capacity. Both constitute significant

'

24. risks.

25.
! 26. There ars several aspects to the risks of expansion:

27.
28. 1. In periods of inflation and high interest rates,
29. a rising level of capital expenditures. creates
30. risk: of attrition, due to the need to finance
31. capital exp<nditures above the embedded cort
32. of debt and preferred stock. In the twelve
33. months ending 3/31/82, the Company expects to

' ' 34. raise at least S250 million in debt. Projecting
.
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l. the incremental cost at only 14.0 percent, the

2. embedded cost of debt would be raised from 8z78
3. percant to 9.4 percent. At the requested overall

4. return of 12.3 percent, the rffect of the pro-
,

5. jected rise in the embedded cost of debt is to

6. reduce the return on common equity from the

7. requested 17.0 percent to 16.25 percent, assuming

8. no attrition from the "above the line" items.

9.
10. 2. A rising level of capital expenditures diminishes

11. the quality of earnings due to a rising proportion

12. of AFUDC. Houston Lighting & Power's AFUDC es a

13. proportion of net income available for common

14. stock was 24 percent in 1980. While it is still

15. ' considerably below the approximately 45 percent

16. ratio for the industry, the prospects are for a

17. further rise in HL&P's AFUDC ratio, which consti-

18. tutes increasing risk.

19.
I 20. 3. A high rate c: capital expenditures adversely

21. affects investors' appraisal of the stock because

22. it diminishes the proportion of Hous:on's con-

23. struction expent'itures financed internally which

24. has declined from 49 percent in 1976 to 37-

25. percent in 1980 (as per Forr 10-K of company).

26.

27. 4. A rapid rise in utility plant not matched by a

28. corresponding rise in sales inevitably leads to

29. requests for rate increases. Public resistance<

30. to rate increases rises with the frequency'and

31. size of the rate increases. The greater the

32. public resistance, the greater the risk of not

33. achieving returns commensurate with the risks.

.
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1. Q. Would you now discuss the risks arising fren the

2. Company's Liadequate reserve capacity?

3.
4. A. Houston L,ighting & Power's reserve margin has declined
5. from 31.1 percent in 1975 to 19.9 percent in Iv79,

6. and 14.6 pe cent in 1980 (including purchased power).

7. The industry's 1980 reserve capacity was reported a:

8. 33.0 percent (Electrical World, 9/15/80).

9.

10. HL&P's minimum reserve margin (excluding purchased

11. power) is expected to declint to 12.6 percent in 1981

12. and average only 9.4 percent in 1982-85. The Company

13. is therefore forced to rely on a rising. proportion of

14. purchased power. Even including purchased power,

15. HL&P's reserve margin is expected to average only 20

16. percent in 1982-85.

17.
18. Reliance on purchased power always creates some risks

19. that the full costs may not be recoverable. A slim

20. reserve capacity entails the additional, and more

21. serious, risks that an accident may necessitate unex-

22. pected relianc: on further purchased power, the ost

23. of which may nc be immediately or fully recoverable.

24. The accident at Three Mile Island provided a very

25. forceful illustration of the interrelation between

26. reserve capacity, physi 7al risks and economic risks

27. resulting from a high concentration of capital in

28. relatively few plants.

29.

30. The above supply risks are partially mitigated by the

31. high proportion (o"er 80 percent through 1981) of
32. HL&P's fuel requirements met by natural gas purchased

33. under long-term contracts. However, the proportion

34. of generating requirements fueled by natural gas is

.
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1. declining, to 72 percent in 1985 and about 55 percent

2. in 1990. If the Fuel Use Act is amended, the decline

3. in the reliance on natural gas may not be as pronounced.

4, Nevertheless, coil will constitute an increasing

proportio'n of fuel. The supply risks of coal are5.
6. interwoven with labor problems in the coal industry.

7. Moreover, the substitution of coal for natural gas

8. creares risks of attrition due to the Commission's

9, ruling precluding passing on all increased fuel costs.

10. In essence, therefore, the prospects of supply risks

11. are rising.

12.
13. O. To what extent has HL&P experie7ced attrition of thc-

14. allowable r2 turn?
'

15.
16. A. The Company's achieved return on common equity was

17. 13.1 percent in 1979 and 13.4 percent in 1980, compared

18. to the approved return of approximately 13.8 percent
19. and 15.0 percent. For 1981 the return is estimated

20. at 13.4 percent compared to the last approved return

21. of 15.8 percent. HL&P has therefore suffered increasing

22. attrition.

23.
24. Q. In your opinion, are the business risks of HL&P

25. grcater than those of industrial companies?

26.
27. A. No. The market risks of an electric utility are less

28. than those of the typical competitive industrial firm

29. due to the exclusive franchise granted a utility and

30. the_more stable nature of demand for utility services

31. over the course of the business cycle. However,
i

32. these lesser business risks must be balanced against

33. higher financial and regulatory risks of utilities.

-23-
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1. Q. Can the rising business risks be mitigated by regulatory

2. action?

3.
4. A. Yes, they can be mitigated, but not totally eliminated.

5. The risks'of attrition can be mitigated by the use
6. of a forward test year or the acjustment of test

7. year costs for known and probable cost increases.

8. Since the Commission has an obligation to protect

9. the public, it can only be expected to approve conser-

10. vative estimates of probable cost increases. In

11. a period of continued inflation, it is highly likely

12. that conservative cost estimates will fall short

13. of the actual cost increases. Thus, some attrition

14. risks will be unavoidable.

15.
16. Another avenue for mitigating risks is to permit

17. the inclusion of all CWIP in the rate base. It con-

16. stitutes the most direct means of alleviatcag the
19. the increasing difficulties that may reasonably be
20. expected in raising what, by any standard, are very
21. large capital requirements. If all CWIP were included
22. in the rate base, one could be reasonably certain

-

23. that there would be no obstacles to raising all
24. necessary capital at reasonable rates. Moreover,

25. it is highly likely that the premium (above the equity
26. cost of high-grade industrials) now attached to'the
27. utility's cost of raising equity capital (discussed
28. in Chapter IV) would diminish or even disappear.
29. However, to minimize the unavoidable burden of a
30. rate increase on its customers, Houston Lighting &
31. Power has constrained its revenue requirement by
32. seeking the inclusion of only such amounts of CWIP
33, and nuclear fuel in the rate base (73 percent) as
34. to permit the generation of at least 40 percent of.

'

35. its capital expenditures through internally generated
36. funds. *

-24-
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l. The above observations are not intended as critical

2. comments of the Commission's regulatory practice,

3. which is universally viewed as fair and equitable,

4. and ranks among the best in the country. But the
,

5. essence of enlightened regulation is to adapt the

6. regulatory mode to changing economic conditions.

7.

8. Q. Do you have any factual basis to support the propo-

9. sition that no less than 40 percent of capital

10. expenditures should be raised through internally

11. generated funds?

12.

13. A. Yes. I made a study of the proportion of gross plant

14. additions (excluding AFUDC) financed by external

15. sources (net of retirements). The results for the 23

16. "Aa" rated electrics show that, for the five-year

17. period 1976-80,. external sources accounted for 54

18. percent of plant additions. (The corresponding

19. median figure was 61 percent.)
20.

21. Thus, the typical "Aa" rated utility has financed

22. approximately 40 percent of its capital requirements
23. through internal cash generation. Since the growth.

24. in capital expenditures of the typical Aa" rated"

25. utility is less than that of HL&P, I believe the ust
26. of a 40 percent minimum is supported by industry
27. '

practice.
28.<

29. _

30.

31.
32.
33.
34.

-25-
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1. O. How do you evaluate Houston's financial risks asr

2. reflected in capital structure ratios?

3.
4, A. Comparative data on capithi structure are shown for

5. the follo' wing groups of electric utilities in
6. Schedule 7:

7.

The Department of Energy's data for 211 Class8. .

A and B electrics;

85 electric and electric-gas distribution10. .

utilities, representing all such compagies11. listed on the New York Stock Exchange with
12. revenues over S50 million in 1979;

13. A subgroup of 23 electric-gas utilities.

14. (liste6 on the New York Stock Exchange) whose
bonds are rated "Aa" by both Moody's and15. Standard & Poor's as of January 1981;

16.
A subgroup of 31 electric-gas utilities.17. (listed on the New York Stock Exchange) whose

18. bonds are rated "A" by both Moody's and
# # * "" "" "'Y #19.

20. Seven electric utili>:ies operating in Texas..

21.
22. Since HL&P's bonds are now reted "AA" by Standard &
23. Poor's and "A" by Moody' the Company has sene simi-,

24. larity with both the groups of 23 and 31 companies.

25.
7. 6 . My evaluation of HI&P's capital structure starts with

27. the relative debt ratios. The data show that, as of

28. December 31, 1980, the debt ratio of HL&P was 48.0

29. percent compared to a range of 48.4 percent for the

30. 23 "Aa" electric companies,-49.3 percent for the

31. seven Texas electric utili ties, and 50.6 percent for
, .

32. the 31 "A" rated electrics.

.

8
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1. HL&P's preferred stock ratio was 7.5 percent, compared

2. to 12.7 percent for the 23 "Aa" electric electrics

3. and 11.2 percent for the seven Texas utilities, and

12.5 percent for the 31 "A" rated electrics. HL&P's,,

5. common eg'vity ratio was 44.5 pe ent compared to 38.9

6. Percent for the 23 "Aa" electrics, 39.4 percent for

7. the seven Texas utilities, and 36.9 percent for the

8. 31 "A" rated electrics.

9.
10. Although HL&P's common equity ratio is now above the

11. average for other utilities, and in view of its rela-

12. tively thin preferred stock component, the customers

13. have not been burdened with an undue income tax cost.

14. Thus, the Company has maintained a balanced capital

15. structure.

16.
17. In times of financial stringency, the maintenance of

18. an above industry average common equity ratio provides

19. the bc=t assurance for raising capital on reasonable

20. terms. In view of the high level of future capital

21. expenditures and prospective interest rates, there

22. are several reasons for maintaining a higher common

23. equity ratio:

24.

25. 1. The limited market for preferred stock capital;

26.
27. 2. The inability in the past two years to maintain

28. even the nominal integrity of the previously

2S. - committed common equity capital;

30. .

31. 3. The desirability of restoring the "Aa" bond

32. rating.

.
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1. The above factors lead me to the conclusion that the

2. proposed 44 percent equity ratio is reasonable in

3. conjunction with an approximately'48 percent debt

4. ratio.
, .

5.
6.'

7.
'8.

9.'

10.,

i 11.
12.
13.
14.

! 15.
i 16.
' 17.

18.

| 19.
20.

21.
22.

23.
24.

1

J 25.

; 26.
27.

a

28.
29. .

' 30.
31.
32.

} 33.
.

! 34.
'

!
.
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1. IV. The Cost of Common Equity Capital

2.

3. O. By what tests will you determine the cost of common

4. equity to Hoaston Lighting & Power?
,

5.
6. A. I shall consider four separate tests.

_

7.
8. Comparable earnings.

9. Financial integrity.

10. Capital attraction.

11. Debt-equity risk premium.

12.
13. Si ce HL&P is a wholly owned subsidiary of Houston
14. Industries, two of the above standards -- namely,.

15. financial integrity and cost of attracting capital --
16. can be applied only by reference to Houston Industries.

17. When a holding company owns subsidiaries, reliance on
18. the consolidated company's cost of equity as a proxy
19- for the cost of the subsidiaries is dependent on rea-
20. sonably similar risk characteristics of the subsidiaries.
21. If the risk characteristics are different, it becomes

22- important that each subsidiary contributes earnings
23. commens' urate with its risks to avoid cross-subsidization.
24.

25. One of Houston Industries' subsidiaries -- Utility
26. Fuels -- is engaged essentially in providing
27. se. vices to the utility. The other subsidiary --
28. Primary Fuels -- has risk characteristics that are
29. greater than those of the utility operations, which
30. leads me to examine the contribation of this subsidiary
31. to the consolidated earnings.

.
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l. In 1978-80 Primary Fuels accounted for less than 2

2. percent of revenues and 5 percent of net income.

3. The impact on the total operations of Ecuston Industries

4. was therefore small but positive. The average return

5. on equity varied greatly from one year to the next,

6. but has exceeded 30 percent for the last three years.

7. Hence there has been no subsidization of nonregulated

8. activities. However, the more rapid earnings growth

9. of Primary Fuels needs to be considered in the deter-

10. mination of the growth component of the discounted

11. cash flow technique.

12.

13. a. The comparable earninos approach

14,

15. O. Please summarize the rationale of the comparable earnings

16. approach and discuss the appropriate period for measuring

17. earnings.

18.
19. A. The economic rationale is the opportunity cost of

20. capital concept, which holds that capital should not

21. be committed to any venture unless it can earn a return

22. commensurate with that prospectively available in

23. alternative employments of similar risk.
~

24.

25. The time period selected for measuring experienced earnings

26. should be representative of the earnings potential over

27. the next two years for companies whose investment risks

28. (combined business and financial risks) are comparable to

29. those of regulated utilities. No a priori selection of

30. years will meet that condition.

31.
32. Reliance on any recent period captures some inventory
33. profits, which utilities cannot achieve. If inventory
34. profits constituted a*one-time, nonrecurring phenomenon,

.
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1. they should be totally disregarded in estimating future

2. earnings capacity. But since relatively high inflation

3. rates are likely to continue for some time, it is reason-

4, able to expect that some inventory profits will continue

5. to provide a significant part of compensation for

6. inflation achieved by investors in manufacturing concerns.

7.
8. In selecting an appropriate period, consideration should

9. be given to the distinct upward trend in experienced

30. returns of industrials, as well as to the spread between

11. equity returns and interest rates. In periods of rising

12, interest rates, that spread may initially narrow but

13. will, in a competitive economy, tend toward a norm.

14.

15. The preceding considerations led me to select the three-

16. and five-year periods ending 1980 as providing the most

17. useful benchmarks for the range of prospective 1982-83

18. returns. Reliance on the last five years (1976-80) would

19. encompass a virtually complete business cycle: One year

20. of partial recovery (1976) from a severe recession; about

21. 2-1/2 years of upssing (1977-mid 1979); and one year of

22. recession (1980). However, a five-year average does not

23. fully r'eflect th^ upward trend in earnings and is, there-

24. fore, more likely to be representative of a period of

25. " stagflation." This suggests that the last three years

26. constitute the more appropriate period. Moreover, if the

27. Administration is successful in combating inflation,

28. Iowering interes, rates and stimulating investment, then

29. the prospective returns are likely to rise above the

30. experienced returns in the last three years.

31.
32. O. Do you regard it as appropriate to apply the comparable
33. earnings test to utilities or industrials?

-31-
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l. A. The principal focus should be on the earnings of

2. investment-grade, non-regulated industrials, with appro-

3. priate recognition for relative risks.

4.
'

5. To apply the comparable earnings test to utilities would

6. constitute circular reasoning, and be tantamount to

7. letting the earnings of each regulated company be guided

8. by other regulatory awards rather than by alternative

9. opportunity returns available to capital. To break this

10 circular reasoning, the earnings of utilities must be

11. analyzed in terms of the degree to which they permit

12. utilities to maintain an adequate degree of financial

13. integrity (discussed in Section IV[b]).

14. .

15. Q. How do you propose to apply the comparable earnings test-

16. to industrials?

17.

18. A. The critical operative concept in the application of the

19. comparable earnings test by reference to industrials is

20. to find firms of similar investment risk to utilities.

21. There are essentially two approaches to the measurement

22. of similarity of risk: one is to seek a sample of

23. compani'es of reasonably comparable risk; the other is to

24.- infer differences in risks from investor appraisals in

25. the market. I shall rely on both approaches.

26.
27. !?o two companies are precisely alike in physical,
28. operating, and financial characteristics. However, the

29. comparable earnings standard does not rest on finding a
30. group of companies exactly alike, but instead requires
31. that there be a reasonable degree of balance between
32. different kinds of risk encountered by utilities and the
33. group of industrials with which the utilities are com-
34. pared. The differences in physical, operating, and.

.
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1. financial characteristics do not precludi the formu-

2. lation of judgment as to the impact of dif'erences on

3. the degree of risk borne by common stockr tders. Such

4. judgments are continuously mace by the investment

5. community.

6.
7. Most industrials incur greater business risks than HL&P.

8. However, managements of industrials seek to offset

9. higher business risks by reducing financial risks through

10. thicker equity ratios. The result of this policy is a

11. tendency toward equality as between industrials and

12. utilities with respect to the combined businese and

13. financial risks in terms of the investment risks borne

14. by common stockholders.

15.
16. The proolem at hand is to find criteria which will permit

17. the translation of this general tendency toward equality

18. of investment risks into specific groups of companies

19. with a closer degree of comparability to the economic

20. and investment risk characteristics of the regulated

21. utility. I know of no single, all-encompassing formula

22. for the measurement of risks. While the appraisal of

23. risks varies widely among different investors, the

24. investors' composite appraisal tends to be reflected in

25. market valuations. In that sense, the market constitutes
~

26. an " objective" appraisal of risks and the adequacy of

27. earnings levels. This is one of several considerations

28. which warrant attention to market-to-book ratios, with

29. due regard to the fact that market values reflect factors

30. other than experienced or allowable returns.
,

31.
32. Q. Please explain your application of the comparable

33, earnings test with reference to industrials.
.
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1. A. My application of the comparable earnings test is made

2. by reference to two groups of industrials, comprising a

3. total of five samples.

4.
'

5. The first group comprises two samples of industrials

6. selected from six industries which have experienced

7. stable returns.

8.
9. The second group comprises two samples of industrials

10. se3ected from all manufacturing industries, also on the
ll, basis of stability of returns, and a third sample

12. selected on the basis of stock rankings.

13.
14. To place these results in perspective I shall set forth

15. the earnings of Standard & Poor's'400-company industrial

16. composite, reflecting a cross-section of American

17. industrials, widely followed by investors.

18.
19. Q. Please explain the conceptual approach underlying the
20. selection of samples based on stability of returns.

21.
22. A. The three 67minant economic characteristics of utilities
23. are their high capital intensity, a franchise to sell

~

24. to particular customers, and lesser demand variations
25. over the course of the business cycle.
26.
27. Primarily on the basis of the latter two characteristics,
28. security analysts have traditionally ranked the common
29. equities of utilities as high-grade investments essen-
30. tially because they ar,e characterized by stability of
31. earnings. Instability of earnings is, of course, only
32. one of several indicators of risk. Investments in
33. companies which experience stable but low earnings are
34. not as desirable as those whose earnings fluctuate
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1. around a higher level of returns. Thus, in selecting

samples of comparable industrials, it is important to'
..

3. consider both the level and stability of returns.

4.

5. O. Please summarize the selection process of year first

6. group of two samples selected from six " stable industries."

7.
8. A. The selection of these " stable industries" was from the

9. Department of Commerce standard industrial classifi-

10. cation (SIC) of manufacturers into twenty' industry

11. groups. To avoid giving undue weight to industries

12. comprising only a few companies, several industries

13. were combined, e.g. " Tobacco'' was combined with " Food

14. and Kindred Products." This process reduced the number

15. of industries to 16. Six of these industries were

16. selected on the basis of both a high degree of stability

17. of earnings during the last fifteen years (as measured

18. by the coefficient of variation), and a level of earnings

19. that was within plus or minus one standard deviation of

20. the average of the group of sixteen industries.1/ (A
21. more detailed description of the selection of samples

22. is contained in Appendix A.)

23.
24.

25.
26.
27.
28.
29. _

30.
1/ The coefficient of~ variation is the standard devia-31. tion divided by the average. The standard deviation is

32. a measure of the degree of dispersion of observations
fr m the mean. Mathematically, it is the square root33* of t,he average of the squared deviations from the mean

34. of the observed data.

.
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l. Within these six industries, companies (with 1979

2. revenues above $500 million) were selected on the basis
3. of stability of returns during the ten years ending 1979.

4. Companies whose returns exceeded or fell short of

5. the average by more than one standard' deviation were
6. eliminated. This criterion was designed to eliminate

7. those companies which may be viewed as chronically
8. depressed and not meeting the capital attraction stan-
9. dard, as well as companies viewed askance by the Court in

10. Bluefield as highly profitable" enterprises.

11.
12. In applying the stability criteria and eliminating the

13. "high" and " low" earners, one may look to either (a) the
14. universe of companies or (b) one may initially limit the

15. universe to those companies whose stability is within the

16. range of that of the preponderance of utilities, namely
17. thosa whose coefficients of variation range between 0 and

18. 30. Tha two samples selected reflect these two alter-

19. natives.

20.
21. The first sample --' comprising 44 industrials -- was

22. selected from the universe of companies within the six

23. irdustries with annual 1979 revenues exceeding S500 million.

24. After eliminating the "high" and " low" earners, the

25. remaining companies were arrayed by their 10-year coeffi-
26. cients of variation (c.o.v.) of returns on equity; a

27. sample was selected whose c.o.v. averaged 12, corres-

; 28. ponding to that of the group of 23 "Aa" rated electrics
29. as well as that of Houston Industries. -

! 30. .

i

j 31. The second sample -- comprising 43 industrials -- was
.

324 selected from the universe of companies (within the six
|

33. industries) whose c.o.v. ranged from 0 to 30. After

- 34. eliminating the "high" and " low" earners, a sample was
35. selected whose c.o.v. averaged 12.
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1. Q. Please summarize the selection of your second group of

2. samples selected from all manufacturers.

3.
4. A. While companies selected from stable industries are more

,

5. likely to have greater similar ty -- in terms of relativei

6. stability of demand -- with regulated companies than

7. those chosen from all industries, the increasing diversi-

8. fication of many industrials may render the classification

9. of corporate entities into a single industry of ques-

10. tionable validity. This prompted the selection of two

11. additional samples (of 68 and 76 companies) from all

12. manufacturing industries, using essentially the same

13. criteria as for the previously described groups.

14.
15. The sample of 68 companies (with an average c.o.v. of 12)

16. reflects the application of the standard deviation

17. elimination technique for "high" and " low" earners to the

18. universe of companies. The sample of 76 companies (with

19. an average c.o.v. of 12) was selected from the universe
20. of companies whose c.o.v. was between zero and 30.

21.
22. The final sam"ple -- comprising 95 companies -- was
23. selecte'd from all manufacturing companies. It reflects

24. the elimination of "high" and " low" earners, and the

25. subsequent selection of companies whose common stocks
26. were ranked "A " by Standard & Poor's.
27.
28. There are, of course, limitations to the selection of a
29. sample based on stock rankings, arising primarily from
30. the fact that the rankings are partly based on the experi-

31.
,

enced level of earnings, thereby introducing an element
32. of circularity. Nevertheless, since investors are to a
33. large extent guided by relative rankings, the rankings
34. constitute an appropriate criterion for selection of

35. comparable risk samples.
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1. Q. What were the returns of these five samples?

2.
3. A. The returns for the three- and five-year periods ending

4. 1980 are summarized below.

5.

6. 1976-80 1978-80
Samples Selected From:

7,

C. A. Stable Industries
44 Companies 15.4 15.89. 43 Companies * 15.5 16.0

10.
B. All Industries11* 68 Companies 15.2 15.5

12. 76 Companies * 15.4 15.7
95 "A " Ranked companies 15.3 16.013.

14. * Selected from universe of companies with c.o.v. between
O and 3015.

16. Source: Schedule 8.

17.
18.

19. Taking into consideration all of the above results, the

20. data indicate an average of approximately 15.5-16.0

21. percent for the five- and three-year periods ending

22. 1980.
23.
24. The above results may be placed in perspective by

25. reference to the returns indicaced by Standard & Poor's

26. composite 400 series, which is widely followed by the

27. investment community. The Standard & Poor's 400 series

28. shows average returns of 15.3 and 16.0 for the last
29. five- and three-year periods. _

30.
31. Q. In selecting four of the above samples, you introduced
32. a revenue criterion by selecting only those con.panies
33. whose revenues were above S500 million. Did you make

{ 34. any test to ascertain the impact of this criterion?
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1. A. Yes, I tested the results by lowering the revenue cri-

2. terion from S500 million to S250 million, and by dropping
3. the revenue criterion altogether. The tests, described

4. in Appendix A to the statistical exhibit, show that
,

5. lowering the revenue criterion does not significantly
6. affect the results.

7.
8. Q. Having used stability of return as a criterion of invest-

9. ment risk, would it be correct to conclude that greater
10. instability is always associated with higher returns?
11.
12. A. No. Risk is a prospective (ex ante) concept; instability
13. can be measured only by reference to exper2enced (ex
14. post) returns. The economic proposition is that those
15. which have higher risks should have the opportunity to
16. achieve higher returns. It is not that those which have
17. high risks do in fact achieve higher returns. Stated
18. differently, if those which have high risks did in fact
19. achieve high returns, they probably would not be viewed
20. as risky. Thus, it is not surprising that those with
21. greater variability do not always achieve a level of
22. earnings that is commensurate with their risks.
23.
24. O. Having used stability of return as a measure of risk,

' 25. did you consider the use of market fluctuations, as
26. measured by Betas, as a criterion of selection?
27.
28. A. Yes. The Beta factor measures either the relative price

29. stability of a stock or (more correctly) the stability

30. of the investor's total return (change in price plus

31. dividends). The relia' bili *y of the Beta factor as a

32. measure of risk is also questionable. Whether investors

33. prefer stocks with a high or low degree of price stability

34. depends on whether the market is rising or falling.
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1. In the context of the comparacle earnings test, the

2. question arises whether the selection of industrial

3. samples should be constrained by Beta factors. If there

4. were a correlation between Batas and returns on equity,
-

,

5. the absence of a Beta conscraint in the selection of

6. industrial samples might produce an upward bias. My

7. studies indicate no relation between experienced returns

8. and Beta factors.

9.

10. Schedule 9 sets forth the Betas for the five-year periods

11. ending 1979 and 1980 for about 1000 industrials, arrayed

12. in intervals of 10 percentage points from 0.04 to 1.94,

13. and the corresponding returns on equity for 1977-79.

14. The data do not bear out the hypothesis that companies

15. with low Betas experience lower book returns than com-

16. panies with high Betas. Indeed, the median 1977-79

17. returns for companies with Betas below 0.85 were at a

18. slightly higher level than those with Betas of 1.35 - 1.65.

19. It follows that Beta is not an appropriate criterion for

20. the selection of industrial samples.

21.
22. O. What conclusions do you draw from your analysis of the

23. earnings experience of the different samples of indus-

24. trials?

25.
26. A. In my opinion, the prospective 1982-83 returns of indus-

| 27. trials of reasonably similar investment risk to-HL&P
| 28. will be in the range of 15.5 to 16.5 percent. The lower

29. end of this range is close to the average of_the experi-
30. enced returns for the.last five years of the six samples
31. of industrials, and reflects the pessimistic projection
32. of continued " stagflation." The upper end of the range
33. lies about 0.5 percent above the experienced returns in
34. the last three years of the five samples and reflects

35. the more optimistic projection of rising returns with

36. higher economic growth.
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1. The acceptance of the results of the comparable earnings

2. test as a measure of the return requirement for HL&P is

3. dependent on further comparative risk evaluations, made

4. in connection with the financial integrity test.
,

5.
6. b. The financial integrity-test

7.
3. O. What is your definition of financial integrity?

9.
10. A. In the context of regulation, I distinguish between two

11. levels of financial integrity:

12.

13. First, there is a minimum level, which calls for earnings

14. sufficient not only to achieve an appropriate coverage

15. of fixed charges, b;t also -- provided stock markets are

16. reasonably stable and not unduly depressed -- to permit

17. a company to raise new equity capital without diluting

18. the existing stockholders' investments. Nearly every

19. firm -- even one whose capital _is impaired -- can

20. attract equity capital if the integrity of the capital

21. previously committed is disregarded and new equity is

22. sold below book value.

23.
24. Second, there is a level of financial integrity which is

25. consistent with the opportunity cost principle. It is

26. that level of earnings which is sufficient to maintain
27. the value of the property at a level consistent with the
28. values prevailing for industrial stocks of similar
29. investment grade.
30.
31. Under either definition, attention to market-to-book

'

32. ratios becomes an important aspect of determining the
33. required return.

.

.
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1. Q. In the context of your first definition of filiancial

2. integrity, please discuss interest coverage.

3.
4, A. While the relevant interest coverage, at the time of

5. financing,'is computed on a projected pro forma basis,

6. for comparative purposes only experienced interest

7. coverage data are available.

8.
9 The interest coverage (incloding AFUDC) of HL&P has

10. declined from about 4.1 in 1976-77 to 3.5 in 1980;

11. excluding AFUDC the decline was from 3.8 to 3.10

12. (Schedule 10). Although HL&P's interest covetage has

13. been above that of other "Aa" rated electrics in recent

14. years, it did not preclude a downrating of HL&P's bonds

15. to "A" by Moody's.'

36.
17. Given HL&P's large capital budget, it would be desirable

18. to achieve and maintain a coverage of 4.0 times (including

19. AFUDC)- H. :' , interest coverages are a test for

20. avoiding dities in financing rather than a standard

21. for a reasonable return.

22.

23. Q. Would you now elaborate on the two levels of financial

24. integrity?

25.
26. A. The first relates to the necessity of avoiding placing

! 27. a utility in a situation where it is faced with the

28. need to raise new equity capital below book value. The
29. F.econd relates to permitting utilities to achieve a

30. level of financial integrity commensurate with that of

31. comparable risk industrials.
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1. If the market price of a utility remains below book
'

2. value for a long period of time, it constitutes prima

3. facie evidence of the inadequacy of earniigs and the

4. impairment of capital. I believe there is now general

5. agreement among regulators that such a situation is

6. undesirable because the sale of new equity below book

7. value will dilute the earnings per share and render the

8. sale of new equity increasingly more costly.

9.
10. To have reasonable assurance af raising equity at took

11. value, the market price should be about 10 percent

12. above book value, becaule the sale of new stock entails

13. underwriting costs, typically produces downward pressure

14. on the stock, and should allow some leeway for unfore-
'

15. seen market fluctuations.

16.
17. My concern with a standard of regulation whose gcal is

18. a market-to-book ratio slightly in excuss of 100 may

19. appear to be academic in times when the market value of

20. the preponderance of regulated companies lies considerably

21. below book value. However, the adoption of such a

22. standard is partly refponsible for the fact that utilities

23. have not been able to maintain their financial integrity.
2 4. ~ When the attainment of a market-to-book ratio of 100
25. (or slightly above 100) becomes a standard, it also

26. becomes a ceiling, and creates risks in the minds of
27. investors that will typically lead to a valuation of
28. the stock below book value. Specifically, the investor
29. is saddled with the additional risk that he will be
30. precluded from maintaining the value of his capital to
31. the same degree as that achieved by competitive enter-
32. prises of similer risk.

.

9
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1. Regulation was intended to act as a surrogate for

2. competition. To deny a utility a level of return that

3. Permits the achievement of market-to-book ratios enjoyed

4. by industrials of similar risk is to create risks for

5. the utility investor to which investors in competitive

6. industries are not exposed.

7.
8. Q. Has Houston Industries been able to maintain its

9. financial integrity?

10.
13. A. Not since 1977. The market price of Houston's stock

12. has been below book value in every quarter (with one

13. exception) for more than three years. The Company's
14. financial integrity has r.ot only been impaired, but the

15. degree of impairment has increased during the last yar,

16. as indicated by the decline in the market-to-book ratio

17. below 80 percent in the last two quarters (Schedule 11) .

18.
19. The fact that other utilitiec' financial integrity has

20. been impaired to the same or even greater degree than

21. Houston merely attests to a potentially serious national

22. problem.

23.
24. In contrast to the electric utilities, industrial

25. companies (with a similar earnings stability to utilities)

26. have been able to maintain a reasonable degree of

27. financial integrity. The samples of 43 and 68 industrials /l

28. show average market-to-book ratios in the range of

29. 218-124 percent for 1976-80 and in the range of 111-116

30. percent in 1978-80 (Sc,hedule 12).
31.
32.

1/ To avoid an unduly cumbersome statistical presen-33* tation, I have limited the presentation of market-to-
34. book ratios and cost of attracting capital to two of

the five samples previously discussed.
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11. Q. Despite these low market-to-book ratios, have not

2. investor's done quite well over the last twenty years
;
,

3. in Houston Industries' stock? J

4.
5. A. No. I have made a study of investors' experienced

6. returns -- defined as the sum of changes in market

7. value and reinvestment of dividends -- for the period
8. 1961-1980. The results are set forth (Schedule 13)
9. in the form of a " mileage chart," showing the experi-

10. enced returns (before deduction of brokerage costs)

11. from the purchase and sale of 100 shares of HL&P

12. or Houston Industries (at annual average prices) for

13. 190 different holding periods ranging from one to

14. nineteen years.

15. *

16. An ana'ysis of the data for five-year holding periods

17. shows the investors' return exceeded 6 percent in

18. only four out of a possible fifteen perieds, and for

19. ten-year holding periods the highest return achieved

20. out of a possible ten instances was 5.5 percent.

| 21.
22. Q. You stated earlier that you intended to infer differ-

23. ences in risks from investors' market appraisals of

24. utility equities. Would you please explain?

25.
26. A. A comparative analysis of market-to-book ratios in

27. relation to the level of earnings provides, in my

28. opinion, significant insight, though not a precise

29. measure, into investors' appraisals of differential

30. risk. The proposition stems from elementary finan-

31. cial theory, as observed in the bond market. Given
32. identical coupcn rates and dates of maturity, the

33. riskier bonds will sell at lower prices than the

34. higher grade bonds. Thus, differences in market to
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1. face value reflect differences in risks. Translated

2. into the stock market, given identical earnings and

3. expectations as to growth (or a trade-off between

4. current yields and future growth), differences in

5. market-to-book ratios may be said to reflect investor

6. appraisals of differences in risk.

7.
8. The relationship between earnings on book and mcrket-

9. to-book ratios is, of course, equivalent to earnings /

10. price ratios [E/B P/B = E/P]. The cistinction between

11. a comparative analysis of earnings / price ratios and

12. returns on book equity in relation to market-to-book
,

13. ratios is that, while the formcr may provide Ln

14. indication of differences in risks, the latter provides

15. both an indication of relative risks (if all other
3

i 16. factors are equal) and the level of earnings necessaty to

17. achieve different degrees of maintenance of the value of

18. capital assets.

19.
20. The attempt to ascertain differences in risks (or in-

21. vestor capitalination rates) from stock market data is,
i 22. of course, subject to limitations, arising in part from

23. the fact that stock prices may be subject to erratic

24. gyrations, that factors other than earnings influence

: 25. stock prices, and that growth expectations can only be
|

| 26. inferred rather than m(asured. These are quite serious <

27. limitations for an analysis based on spot or quarterly

i 28. stock market data, but they can be large3y overcome by

29. making the analysis over a sufficiently Icng period of

30. time. In.the long run,, it is the level of earnings that

31. supports market prices.

32.
33. Q. Please proceed with such an analysis.

|

| .
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1. A. The principal purpose is to ascertain whether the samples
2. of industrials selected for the purpose of applying the
3. comparable earnings test age in fact viewed by investors
4. as being of similar risk to "Aa" rated electrics. The

,

5. analysis will be made by reference to the five-year perind
6. ending 1980.

7.
8. The five-year average returns of the 23 "Aa" rated

|
19. electrics were 12.5 percent and their average market-to- |

10. book ratio 97 percent (Schedule 11). By comparison, the
11. returns of the 43 and 68 industrials averaged 15.5 and
12. la.2 percent, and their market-to-book ratios 124 and 118
13. percent (Schedule 12). Thus, an approximately 23 percent
14. higher return (15. 35 t 12.5) of the industrials wac
15. accompanied by about 25 percent (121 97) higher market-

'

16. to-book ratios. These data suggest that investors
17. regarded the selected samples of industrials as having
18. either approximately the same or lesser risks than the "Aa"
19. rated electrics.
20.
11. O. Does the fact tha* sverage returns of 12.5 percent for
22. the 23 "Aa" utilities were able to produce average market-
23. to-ncak' ratios of 97 percent indicate that a 12.9 percent
24. return would have been sufficient to maintain a minimum
25. degree of financial integrity?
26.
27. A. No. The preceding analysis concerned relative risks.
28. It was made by reference to a five-year period in order
29. to mitigate the impact of spot conditions and market
30. gyrations, But that a,nalysis cannot be used to draw
31. any conclusion as to the level of the required return,
32. because it masks significant trends, particularly the
33. decline in market-to-book ratios between 1977 and 1980,
34. which is evidence of a rise in the cost of capital.
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1. O. What does a comparative analysis between returns and

2, marivt-co-book ratios show for vousicq Industries?

3.
4, A. While an analysis of the relation between earnings and

5. market >to-book ratios made by reference to fairly large

6. samples permits an appraisal of relative risks, it rarely

7. yields equally reliable results for any individual

8. company (except for very large companies, such cP AT&T),

9. primarily because factors other than earnings have a
,

10. significant impact on market price.

11.

| 12. If one were to compare Housten's experience with that of
'

13. the group of 23 "A3" rated utilities, or.e would find

14. Houston's returns in 1976-80 to have averaged 14.3 percent
15. and the market-to-book ratio 93 percent. Thes, Houston's

.,

16. return exceeded that of the group of 23 utilities (12.5

17. percene) by 11 percent, but its market-to-book ratio was

18. 4 pe r cer. t lower than that of the "Aa" rated group
19. (Schedule 11). This co.tparison suggests that Houston

20. Industries incurred substantially higher risks than the,

21. average of the 23 "Aa" rated o'.ilities.

* 22.

23. In an earlier proceeding, I was hesieant to accept such a,

24. conclusion because I felt that in 1976 and 1977, aouston's

25. relatively low market-to-book ratio in relation to its
'

26. return was influenced by the incertainty with respect to
27. the allowable level of return. But since Houston's market-
28. to-book ratio during the last three years (1973-80) has
29. continued to be below that of the "Aa" rated electrics,

30. despite t.he fact that the Company achieved a higher
31. return on aquity, I believe the evidence now warrants the
32. inference that Houston is regarded as more risky thar. the
3 3e average "Aa" rated electric.

.

48--

-.

---,----o,. .--r, . - . , ,--ry, - - , +- y-- . . * -'s r' r = ' ' - ' - " - ~ - - ~ - - - - - - - - -- *w - - - * - v--'" *--*7 *""-M*-**w' * - - ' - * ~ * --



2 1> - + . . - a -. - ~A 1 .,mL. - u ..

.

1. Thus, neither the difference in common equity ratios

2. (nouston's equity ratio exceeds that of the average

3. of other utilities), nor the quality of earnings

4. (Houston's proportion of AFUDC does not exceed that
'

5. of the other groups), nor the fair regulatory climate-

6. in Texas are sale to offs 9t investor perceptions of

7. Houston's higher risks. If investors' parceptions or
.

8. concerns are irrational, they should be disregarded.

9. But they appear to be based on rational consioerations,

10. arising from the company's declining reserve margin
11. and the concomitant need to raise very large amounts

12. of capital, which cignificantly increase the pros-

13. pective risks.

14.
15. Q. You stated earlier that the comparable earnings test

16. indicated a prospective earnings level for industrials

17. of 15.5-16.5 percent. To what extent does your

18. analysis of f nancial integrity change this' conclusion?

19.
20. A. The analysis of the relation between returns and

21. market-to-book ratios indicates that HL&P incurs
22. relatively g eater risks then the selected saeples of

23. indurtrials; it follows that it should be awarded a'

24. higher return. In my opinion, a return award based

25. on the comparable earnings-financial integrity test

26. (and aisregarding the capital attraction and risk
,

27. premium analysis discussed below) should be no less
28. than 16.5 percent.

29.4

30. .

31. c. The capital attraction standa-d
32.
33. Q. What is the conceptual distinction between the comparable

34. earnings and the capital attraction standards?
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1. A. The capital attraction standard seeks to measure the

2. current cost of capital required by investors to make

3. an investment in plant expressed in today's purchasing

4. power, whereas the comparable earnings test measures
,

5. returns in relation to a vintaged plant.

6.
7. The current cost of capital reflects the prospective

8. rate of inflation, whereas the comparable earnings
,

9. test reflects only the degree to whien companies have

10. achieved compensation for past inflation. For the

11. preponderance of American industrials, the experienced

12. book returns have not kept pace with the declit in

13. purchasing power. While after periods of prolonced

14. inflation the current cost of capital typically lies

15. below the 3xpected book returns on equity, in a

16. period of high inflationary expects. ions, the cost of

17. attracting capital may rise, and in fact has risen,

18. above the level of experienced returns, as measured

19. by the comparable earnings test.
20.
21. Q. How do you propose 'to measure the cost of attracting
22. equity capital?

'

23.
24. A. I shall look to the discounted cash flow technique.|

25.
26. The estimation of the current cost of attracting
27. capital is made, either directly or indirectly, from
28. stock market data. This leads some to view the
29. capital attraction standard as an inherently " objective"

i 30. test, because it rests on direct measures of invester

31. evaluations. But r,o matter how precise the mathematical
32. formulation may be, all techniques of measuring the
33. cost of attracting equity capital rest on inferences
34. with respect to motivations governing investor
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1. expectations. There is no measure of investor

2. expectations. The fact that stock prices are subject

3. to erratic fluctuations, and that the past growth may
.

4. Provide false signals as to future growth, should

5. leave no doubt that all measures of the cost of
6. attracting capital involve the exercise of judgment.

,

7.
a. Q. Please summarize the conceptual underpinnings of the
9. discounted cash flow approach.

10.
11. A. Since the price of a security is the discounted value

12. of its future stream of dividends (or other
13. recoveries of value), the investor capitalization

14. rate may be approximated by the following formula:

15. sum of the dividend yield and thr anticipated rate of

16. growth in dividends or earnings.

17.

18. Since the DCF formula has been so frequently pre-
,

19. sented to the Commission, I shall omit the usual

20. mathematical derivation.

21.
22. Like all techniques for the computation of the cost

.

23. of capital, the DOF technique has some limitations.

! 24. It rests on the propositions that (a) the projected

25. rates of growth will continue to infinity or that the

26. capitalization rates will not change over time and

27. (b) that changes in rates of growth are compensated j

28. by changes in dividend yield, i.e., that the invector
29. values a dollar of dividends as equal to a.. dollar of
30. retained. earnings. These propositions are only

31. partially valid.
i

.
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1. Despite these limitations, the cost of capital for- |

2. mula has gained widespread acceptance among investment

3. and rate of return analysts, and has been used as an

4. aid in determining the cost of equity capital, largely

5. because it represents a theoretically accurate formu-

6. lation of the current cost -- not the fair return --
7. of attracting capital, and because it satisfies the
8. quest for mathematical precision which some believe
9. obviates the need for reliance on judgment. It is

10. perhaps obvious that it cannot be used without the
11. exercise of considerable judgment, particularly with
12. respect to the time period over which growth rates
13. are computed, and the degree to which current
14. dividend yields reflect uncertainties that future
15. earnings growth will exceed or fall short of past
16. growth. -

17.
18. O. Should the cost of capital be measured solely by
19, reference to a particular regulated company?
20.
21. A. In theory it should, because a company's own cost
22. presumably reflects its unique risks. Failure to
23. analyz'e the unique risks of the subject company by
24. focusing solely on data relating to other companies
25. cannot lead to an accurate measure of a company's own
*6*'

cost of capital. However, reliance on a particular
27. company's indicated cost of capital involves a degree
28. of circularity, because it ultimately implies that
29. the regulatory body relies on the investors' hunches
30. about its own actions to set future rates.

.
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1. Because of the possibility of circularity, I shall

2. test the results of the DCF technique for HL&P by

3. reference to the cost of capital for the group of 23

4. "Aa" rated electrics and two samples of stable

5. industries.

6.
7. Q. In applying the DCF formula, how will you estituate

8. prospective growth?

9.
10. A. There are essentially three approaches to estimating

11. investors' growth expectations.

12.
13. 1. By reference to earnings forecasts of security

14. anelysts and invectment advisory services. Their

15. merit arises from the fact that investors are

16. undoubtedly influenced by such forecasts; the

17. drawback is that one can rarely test the validity

18. of the techniques used in making the forecasts

19. and that, particularly in the case of utilities,

20. reliance on such forecasts has the pitfalls of a

21. self-fulfilling prophecy.

22.
23. 2. 'By reference to historical rates of growth, on

24. the assumption that investors are guided by past

25. experience. To this end, I have computed growth

26. rates in per. share earnings, dividends, and book

27. values by reference to either annual or compound

28. rates (least squares) for a series of successive

29. five , seven- and ten-year periods.

30.
.

31. 3. By reference to estimates of future book returns

32. on equity, coupled with payout ratios. To illus-

33. trate, if a company is expected to earn 16 percent

34. on equity, and har a policy of paying 55 percent
1

35. of its earnings in dividends, then its growth in
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1. earnings (excluding any growth [or decline) from

2. sale of new equity Lbove [or below) book value)

.

3. will be 7.2 percent (16% x [1 .55]). I regard
,

4. that technique as providing a useful check on

5. the statistically or judgmentally derived growth

6. rates.,

7.
8. Q. What is your DCF cost estimate for Houston Industries?

j 9.
10. A. Houston's dividend yield rose from 7.0 percent in 1978

11. to 8.0 percent in 1979 to 9.6 percent in 1980, 10.9

12. percent in the first quarter of 1981 (Schedule 14). In

13. June 1981, the yield declined to about 10.5 percent."

14.
,

15. Houston's dividend yield has been below that of other

16. groups of utilities, essentially because it has a lower

17. payout ratio. (At a given level of earnings, lower

18. payout ratios will permit greater growth in earnings,

19. and thus produce lower dividend yields.) Houston's

20. payout ratio averaged 52.0 percent in 1978-80; by

21. comparison, the average payout ratio of the 23 "Aa"

22. rated utilities has been about 70 percent and for the

i 23. industrials about 37 percent (Schedule 15).

.
24.

4

25. With respect to the prospective yield, assuming success

26. of the administration;s program in dampening inflationary

27. expectations and' achieving a decline in interest rates,
28. I believe it reasonable to project a decline in Houston's

29. yield to approximately 9.25 percent. In the absence of-

30. a decline in interest rates, I project no decline from

31. the recent yield of 10.5 percent.
~

32, '

33. I now turn to an analysis of past growth rates: It

34. must start with an awareness that if the level of earnings

35. is insufficient to maintain the financial integrity

.
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l. of a company, then the shortfall will impact on the
1

2. reploughed earnings, so that one can be virtually

3. certain that the growth in earnings and book value will

4. understate reasonable future growth expectations.

5.
6. The DCF theory rests on the proposition that the dividend

7. yield rises to compensate for small or even negative

8. growth rates. There is undoubtedly a tendency in that

9. direction, but it does not fully compensate for the

10. decline in growth rates, because it is not reasonable

11. to assume that investors expect commissions to perpe-

12. tuate the utilities' impairment of financial integrity.

13. Instead, I believe investors expect commissions to

14. recognize the upward trend in the cost of capital and

15. attempt to restore the financial integrity of utilities'

16. through higher return allowances.

17.
,

18. A review of annual growth rates in Houston's earnings,

19. dividends and book value shows such wide fluctuations
20. from one year to the next (Schedule 16) as to permit no

' 21. reasonable inference as to investor expectations.

22.

23. The an'nual growth in retained earnings show a ten-year

24. average of 7.3 percent and a five-year average of 7.5
;

25. percent. The averages for the recent period reflect,

26. of course, the impact of the Commission's allowable
' 27. returns, as well as the impact of the more rapid growth

28. in earnings from non-utility operations. If one were

29. to focus only on Houston Lighting & Power,-the average
4

30. growth in retained earnings for the last ten years was

31. would be 7.0 and for the last five years, it would be;

32. reduced to 6.8 percent.

1 .
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1. I now turn to the compound rates of growth, computed on

2. the basis of least squares for successive periods.

3. Focusing first on earnings and dividends per share, I

4. regard the longer term, particularly the ten-year
,

5. periods, as most significant. The data show growth

6. rater for earnings in the range of 6.4 to 7.1 percent;

7. the 10-year dividend growth rates show a distinct

8. upward trend, from 5.3 to 7.9 percent, and the growth

9. rates in book value show a declining trend from 8.5 to

10, 7.7 percent (Schedule 17). The decline in the book

11. value growth reflects, of course, the sale of stock

12. below book value.

13.
14. I conclude that a longer-term growth rate for. Houston

* 15. Industries' total operations is in the range of 7-7.5

16. percent, but that the growth rate for utility operations

17. is in the range of 6.5 to 7.0 percent, or a midpoint of

18. 6.75 percent. A growth rate of 6.75 percent is consistent

19. with an achieved return of 15.0 percent and a payout

20. ratio of 55 percent.

21.
22. Based on a projected dividend yield of 9.25 to 10.5

23. percent and a growth rate of 6.75 percent, I estimate

24. the current " bare bones" cost of capital at 16.0-17.25

25. percent, excluding financing and market pressure costs.

26. By comparison, my current cost estimate in the 1980

27. proceeding was 15.0 percent.

28.
29. Focusing on the 16.0-17.25 percent " bare-bones" cost, I
30. regard that estimate as conservative, not because of

31. any intention to understate the cost, but rather due
32. to the fact that it incorporates a downward adjustment
33. to the growth rate for the impact of diversification
34. on Houston Industries' total profitability, without

.
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1. making any upward adjustment to the dividend yield

2. portion. Investors are obviously aware of the impact

3. of Houston Industries' diversification, but I have

4. no basis for ascertair.ing the degree to which the

5. prospect of higher earnings from diversification has

6. raised the, price of the stock.

7.
8. Q. How does the " bare-bones" cost of capital for Houston

9. of 16.0-17.25 percent compare to that of the group

10. of 23 "Aa" rated electrics?

11.'

12. A. The dividend yield of 23 "Aa" rated electrics rose

13. from 8.7 percent in 1978 to 11.5 percent in 1980,

14. and was 12.9 percent in the first quarter of 1981

15. (Schedule 14).
16.

17. If the Administration's program is reasonably successful

18. in dampening inflationary expectations, I project a

19. decline in the average dividend yield to about 11.25

20. percent. If interest rates stay at approximately the

21. current (May 1981) levels, I expect only a small decline

22. from the current 1961 yield, i.e. I project the yield

23. at 12.5 percent.

24.
25. Since the level of earnings has been inadequate to

26. maintain the companies' financial integrity and the

27. sale of stock beiow book value has adversely.affected
28. book value, the experienced growth in earnings or book

29. value understates reasonable investor expectations.

30.

31. Turning to growth in dividends, the compound growth

32. data'show'a rising trend to 5.6 percent for five-year

33. periods ending 1980 and 4.5 percent for ten-year periods

34. ending 1980 (Schedule 18). In my opinion, investors

35. may reasonably expect a growth of no less than 4.5 percent.
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l. I therefore estimate the " bare-bones" cost of attracting

2. capital for the group of 23 "Aa" rated electrics at

3. 15.75 to 17.0 percent.

4.

5. O. What is your estimate of the~ cost of attracting capital
6. for the two samples of 43 and 68 industrials based on

7. stability of returns?

8.
9. A. The average dividend yield of the sample industrials

10. has risen from a range of 4.7-4.9 percent in 1978 to

11. 5.7-5.8 percent in 1980, and declined to 5.4-5.6 percent

12. in the first quarter of 1981 (Schedule 14). In light

13. of the relatively small rise in yields in a period of

14. rapid escalation of interest rates, I do not exp.ct a

15. decline in interest rates to significantly affect the

16. dividend yield. I project the average yield at

17. approximately 5.0 percent.

18.

19. Turning to growth rates, investors in industrials are

20. primarily interested in growth in earnings. The

21. statistical data show growth in earnings per share for

22. five-year periods (ending 1978-80) in the range of
23. 10.3 to 13.2 percent, and for ten-year periods in the

24.. range of 10.1 to 11.3 percent (Schedule 18).

25.
26. The growth in dividends shows a rising trend to 11.6-12.4
27. percent for the five-year periods, and 8.6 to 8.9
28. percent for the ten year period ending 1980.
29.
30. The above. data lead me to the conclusion that investors
31. may reasonably expect a growth in the range of 10-10.5
32. percent. That conclusion is consistent with a projection-

33. of industrial returns in the range of 15.5-16.5 percent.

34. At a payout ratio of about 37 percent, a 15.5-16.5
35. return on book equity implies a growth in retained
36, earnings of 9.8 to 10.4 percent.
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1.. At a prospective dividend yield of 5.0 percent and a

2. growt., rate of 10-10.5 percent, the cost of attracting

3. capital of the industrials is about 15.0-15.5 percent

4. (excluding financing and market pressure costs). Thus,

5. the cost of attracting capital is now about 100-150

6. basis points higher for utilities than for high grade

7. industrials. Similarly, the cost of debt capital for

8. utilities, during the last half of 1980, has also been

9. about 100-120 basis points higher for utilities than

10. for industrials with similar debt ratings (Schedule

11. 2).
12.
13. Q. Returning to Houston Industries, what is your estimate

14. of the cost of financing, market pressure, and the

15. allowance for market vola *ility?

16.
17. A. Houston's financing costs for its last three commen

18. stock issues ranged from 2.9 to 3.7 percent. I shall

19. use a 3.5 percent estimate as representative of ,

20. prospective conditions.

21.
22. Market pressure is the impact of a new stock issue on

23. the price of the stock. Market pressure varies widely

2' 4 . over the course of the business cycle. The statisti-

25. cally measurable market pressure 1/ for Houston's last
26. three issues was 4.7, 5.8, and 7.2 percent, respectively.

27. I estimate the prospective market pressure at 4.0

28. percent.

29.
30.
31. 1/ Difference between offering price and average of

the. market price of the stock 7 to 12 weeks before and32. after the offering date, adjusted for trend, measured
33. by reference to the S&P Composite Electric Power Price

Index. For the last issue (April 1981) the 7.2 percent
34' reflects only the indicated pressure before the issue

date.

.
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1. Thus, I estimate the sum of financing costs and market

2. pressure at 7.5 percent. There should also be an

3. allowance for unpredictable market swings of at least

4. 2.5 percent, so that the total cost is about 10

5. percent.

6. .

7. Considerable controversy has arisen in recent years

8. over whether the financing costs and market pressure

9. should be applied to the total cost of ecuity capital.

10. Some conten2 that they should be applied only to the

11. dividend yield portion of the cost; others that they

12. should be applied only to funds raised externally.

13.
14. Since the issue is one on which there may be reasonable

15. differences of opinion, and in the interests of avoiding
'

16. controversy, I shall omit any allowance for market

17. swings and apply a 7.5 percent flotation cost allowance
18.

i only to the dividend yield of 9.5-10.5 percent. Such
19. an allowance amounts to 0.8-0.9 percent.
20.

21. Q. What is your conclusion as to the cost of attracting

22. capital for Houston?

23.
24. A. Based on a dividend yield of 9.25-10.5 percent, a

25. flotation cost allowance of 0.8-0.9 percent and aj

26. growth rate of 6.75 percent, I estimate the prospec-
'

27. tive cost in the range of 16.8-18.15 percent. Thus,

28. the cost of attracting capital has now risen above the
29. retarn indicated by the comparable earnings-financial
30. integrity test.

. .

... i . -
.
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1. d. The debt /ecuity risk premium

i 2.

3. Q. Would you briefly explain the debt-equity risk premium

4. approach?
.

' 5.
6. A. It rests on the common sense view that an investment

7. in equities carries greater risks than an investment

8. in debt, and that when the investor assumes this greater

9. risk he is entit'ed to compensation above the prospec-
10. tive interest rate on the company's securities.

11.
:

12. W.41e the magnitude of the risk premium reflects the
13. essence of the judgmental elements of the reculatory
14. decision-making process, the issue has rarely been
15. addressed f1ontally. It has been implicitly assumed
16. that whatever equity return was awarded would provide
17. more $han a minimal margin above prospective deot
18. rates. The rapid rise in interest rates has invali-

| 19. dated this underlying assumption, and demands that
20. careful attention be now given to the primary economic
21. function of the return: An incentive for channelling
22. scarce capita'l resources into productive employment.
23.
24. To focus attention on the risk premium is, of course,
25. wholly compatible with the use of the DCF technique
26. for estimating the cost of attracting capital. Given

i 27. the inherent imprecision and judgmental nature of
28. estimating investors' expectations, it is perhaps
29. obvious that the DCF technique serves only as a proxy
30. for an appropriate risk prenium above interest rates.
31.
32. O. Is it possible that, in view of the ability of utilities
33,

to obtain annual reviews of their equity returns, the,

34. cost of equity may fall below the cost of debt?
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1. A. In tne short run, the cost of debt may indeed exceed

2. the cost of equity because capital markets een become

3. disrupted. As previously noted, in the context of

4. estimating the equity return requirement, such short-
,

5. run conditions need to be " normalized."

6.
7. In the long run, it is anlikely that the cost of

8. equity will fall below the cost of debt. From a purely

9. theoretical point of view, one can divide the " inflation

10. premium" component of interest rates into an expected

11. rate of inflation plus a premium for the risk that the

12. expected rate of inflation may accelerate over the

13. life of the bond. The latter is sometimes referred to

14. as the " lock-in" premium. Theoretically, this premium

15. could be avoided if the utility's return were annually

16.
]

and automatically adjusted for changes in the prospective

17. rate of inflation.

18.
19. But from a practical point of view, no Commission

20. has accepted such a mode of regulation. Moreover, it

21. is not possible to separate the " lock-in" premium from

22. the premium for anticipated inflation which, to my

23. knowledge, all costs of capital theorists continue to;

24. accept as a component of both the cost of debt and

25. equity.

26.
27. Q. How do you propose to measure the equity risk premium?
28.
29. A. I shall examine two alternatives: -

30. .

31. 1. A review of studies measurina the long-term risk!

32. premium by referenc0 to the difference between
33. market returns on common stocks and market'
34. returns on bonds.

j
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1. 2. An estimate of the risk premium based on the

2. difference between successive DCF studies for

3. the last ten years and annual bond yields.

4.

5. Q. 'Please proceed with a review of the studies showing
6. the longer term risk premium experienced by equity

7. investors.

6.
9. A. Ibbotson and Sinquefieldl/ have conducted comprehensive

10. studies on market returns (dividend yield plus change

11. in price) realized by investors in the stock market,

12. as measured by Standard & Poor's Composite Index.

13. These studies also show the market returns realized on

14. Government bonds, and the debt-equity risk premium.

15.
16. The data show that, for the last fifty-two years (1926-78),

17. the average realized return on common stocks was 8.9

18. percent, on Treasury Bills 2.5 percent, and on long-

19. term corporate bonds 4.0 percent. The equity risk

20. premium, which the authors measure in relation to the

21. Treasury Bill rate, wcs 6.2 percent.2/ The prospective

22.

; 23.
24.

25.
26. -

;

27, 1/ Stocks, Bonds. Bills and Inflation (1926-78), R.G.3

j- Tbbotson and R.A. Sinquefield, Financial Analysts
' 23* Research Foundation, Charlottesville, Va., pp. 12 and

29. 13,

30. 2/ . Separate averaging of the common stock return and
i 31. the risk premium accounts for differences in the risk
; premium that would be obtained if the Treasury Bill

32. returns were deducted from the equity return.

.
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1. return for 1977-2000 was estimated at 12.5 percent

2. for stocks, 5.5 percent for Treasury Bills, and the

3. equity risk premium at 6.8 percent.1/
4.

5. Since the risk premium is computed from the experienced
l 6. market returns of all stocks, and utility stocks are

7. generally regarded as less risky, the argument is

8. f requently raade that tae risk premium should be adjusted
9. for the differential risk of utilities, measured by

10. Beta factors. Since the Betas of the electric utilities

11. have typically averaged between 0.5 and 0.6, the 50-year

12. experienced returns imply a risk premium above Treasury
13. Bill rates of about 3.5 percentage points.

14.
15. A risk premium of 3.5 percentage points may confirm
16. one's predilictions. However, I have serious reservations

17. with respect to the technique, because (1) Beta factors

18. do not provide a reliable measure of risks and (2)

19. the result is quite sensitive to the selected time

20. period.

21.

22. I find it difficult to accept the proposition that

23. an average over the last fifty years provides an appro-

24. priate basis for future projections. If the focus

25. is narrowed to the post-World War II period, or the

26. period 1956-78, the results would be quite different,;

27. as indicated by the table below:

28.
29.
30.
31.
32,

33.
34. ~

1/ Ibbotson, op. cit./ 1977 edition, p. 57.
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1. 1946-1978 1956-1978
2. Common Treasury common Treasury

Holding Stock Bill Risk Stock Bill Risk
3. Pe r iod s Returns Returns Premium Returns Returns Premium
4.

3 years 11.0% 3.4% 7.6% 7.9% 4.4% 3.5%.

5. 5 years 10.9 3.4 7.5 7.c 4.< 2.6

6. 10 years 11.1 3.4 ~.7 7.1 4.5 2.6
15 years 11.0 3.4 7.6 7.1 4.5 2.6

7.

g, Source: Ibbotson and Sinquefield, op. cit., pp. 44-45, 50-51.

9.
10.
11. The above data suggest that there has been a decline

12, in the risk premium from about 7.5 percent to below

13. 3.0 percent. Similar computatior.s for the 1966-1978

14. period would show necative risk premiums. In my
1
~

15. opinion, these data cast doubt on the reliability

16. of ascertaining the risk premium by reference to

17. experienced returns in the stock and bond markets.

18.
Is. The unreliability of the Beta factor as a measure

! 20. of risk is illustrated by the sharp decline in Betas

21. of the electric utilities frem an average of 0.76

22. for the five-year period ending 1979 to 0.42 for
,

23. the corresponding period ending 1980 (Schedule 19).1/
24. This decline in Betas is merely a reflection of

25.
26. 1/ Statistically, Beta is the slope of a regression
27. line between the company's return and the market

returns. How well the line fits the data is expressed
28. by the coefficient of determination, generally referred
29. to as the R2 The R2 measures the degree to which

the variaiblity of the company's return is " explained"
30. by the variability of the market returns. As indicated
31. on Schedule 19, the Betas typically " explain" only

about 25 to 30 percent of the variability. While
-

32. 2 does not mean that the Betasthe absence of a high R
33. are statistically " insignificant," over two-thirds

of the variability of the individual stocks cannot
34. be attributed to the variability of market returns.s .

35. Under these circumstances, it is not surprising
that Betas,do not measure relative risks.
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4

1. the fact that stock prices for utilities have remained

2. relatively stable at low levels, whereas the industrials

3. have fluctuated but risen. No sensible investor

: 4. would regard such a situation as an indication of

. 5. lesser risks of utility stocks.
i

6. .

7. Q. Please describe your study for measuring the ri6k

8. premium, by reference to the difference between each
9. year's DCF determined cost of capital and each year's"

10. bond yield for utilities.

11.
12. A. This technique would measure the required risk premium

13. if one could accurately reconstruct (and measure) the

14. factors which determined investors' expectations each

15. year. An initial limitation of such a study is that

16. the factors governing investor expectations have

17. changed over time. Moreover, since the preponderance

18. of electrics failed to earn their DCF cost of capital,

19. the experienced growth rates tend to understate investor

20. expectations (and hence the cost of capital) because

21. investors do not expect such conditions to be indefi-

, 22. nitely perpetuated.

23.
24. Despite the knowledge that reliance on experienced

25. growth rates has typically understated the cost of

26. capital, I shall illustrate the result of a mechanically

27. consistent application of the DCF technique for past
;

28. years by reference to the group of 23 "Aa" rated

29. electrics. I have computed growth rates based on ten-

30. year average growth in book value, which I then

I 31. combined with the annual dividend yields (for an

32. estimate of each year 's DC" cost); deducting each

33. year's bond yield ("Aa" rated utility bonds) results in

34. the annual risk premiui.
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1. The data (Schedule 20) indicate a risk premium in the

2. range of 2.1 to 5.2 percent from 1970 to 1980, with an

3. average of 3.5 percent for the last five years, and 3.9

4. for the last ten years.

5.
6. A 3.5 percent risk premium for an electric utility may

7. be placed in perspective by reference to the May 1981

8. Federal Communications Commission decision (Docket
9. CC 79-63) for AT&T. The Commission stated that it is

10. "self evident that the cost of AT&T's common stock

11. equity must exceed the cost of AT&T's long-term debt"

12. (page 28). It granted AT&T a common equity return of

13. 17.4 percent based in large measure on a recent AT&T

14. debt issue of 14.9. percent and a risk premium of 2.5

15. percent.

16.
17. Q. What conclusions do you draw as to the usefulness of

18. the risk premium approach?

19.
20. A. I do not view the preceding technique developed for

21. measuring the requir~ed risk premium as sufficiently

22. reliable to qualify as an independent standard to

23. determine a reasonaule return. Instead, I view the

24. technique merely as providing a perspective to the risk

25. premium inherent in an analyst's return recommendation.

j 26.
27. Regulatory awards have traditionally been in the range

,

28. of 3-5 percentage points above current yields on the
29. utility's debt. I know of no measure or data that
30. would invalidate this wide range. My own return recom-
31. mendation of 17.0 percent is close to or below the
32. Iower limit of that range, s".nce it implies a spread
33. of 3.25 percent on the assumption of a decline in
34. interest rates of "Aa-A" rated utility bonds to a'

.
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1.. " normalized" mid-point level of 13.75 percent, and

2. implies less than a 1.5 percent risk premium in relation

3. to current (mid-June 1981) interest rates.

4.
5.
6. .

7.
8.

9.
10.
11.
12.
13.
14.
15.
16.

17

18.
19.
20.

21.
22.
23.
24.
25.
26.

.

27.
28.
29.
30.

.

31.
32.
33,

34.
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APPENDIX A

Summary of Qualifications

of

Stephen F. Sherwin
,

I hold the degrees of Bachelor of Basiness Administration

(1949), Master of Business Administration (1951), and Ph.D. in

Economics (1956), all from the University of Wisconsin. My fields

of study were Accounting, Economics, Finance, and Puclic Utilities.

After compiering my gradua:e studies, I was an instructor in

Economics at New York Universi:y. I have also been a guest lecturer

Penn State Uni'fersity and The George Washington University.at

In 1956 I joined Foster Associates, Inc. During the last

twenty.-four years I have been a consultant to both industry and

government. In the course of :nese consulting activities, I have

made numerous studies on the cost of capital and reasonacle earnings

recuirements for airlines, electric and gas distribution utilities,

natural gas pipelines, telephene companies, and water companies.

I have also made studies of the economics and cost characteristics
'

of the oil and gas industry, on selected aspects of taxation, on

postal economics, and the securities industry.

The results of many of those studies have been presented as

testimony before regulatory agencies in over sixty proceedings in

the United States and Canada.
-

In the United States, I submitted rate of return evidence

before tne Civil Ae; 'nautics Board (Braniff, Continental,

National, and Western Airlines); the Federal Energy Regulatory

| Commission (South Carolina Electric & Gas, Great Lakes Gas
,

Transmission and Duke Power); the Puclic Service Commissions of

.
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'

the District of Columoia (Chesapeake & Potomac Telephone Company),
Flor',da (Tampa Electric and General Telephone of Florida), Maryland
(Baltimore Gas & Electric), Michigan (Michigan Consolidated Gas),

Missouri (Laclede Gas), New Mexico (Gas Company of New Mexico), .

New York (St. Lawrence Gas), North Carolina (Duke Power), Ohio

(Dayton Power & Light), South Carolina (South Carolina Electric &

Gas and Duke Power), Texas (Houston Lighting & Power), Virginia
dnd West Virginia (Chesapeake & Po cmac Telephone Companies, AT&T

..

subsidiaries); before the Securities and Exchange Commission (for
the National Association of Securi:ies Dealers) on t.ie suo]ect of

| reasonacle sales charges for mutual funds; before the Intersta:e

Commerce Commission and the Postal Ra:e Commission (for the C. S.
i

Postal Sertice and two mailers' trade associations) en the cos :ng
and pricing of postal serviers; and cefore :ne Federal Power

Commission (f or Exxon , Gulf, Mobil, Texaco, ans c her oil ocm-

panies) in :welve proceedings (including the Permirn Basin and'

Area kate proceedings) concerned with the costing and pricing of
natural gas at points of production.

In Canada, : have submitted rate of return evidence during
I the last five years in more than :nirty proceedings before the

National Energy Board (TransCanada Pipelines , Trans-Nor:nern Pipe3

Line Co., Westcoast Transmission and Interprovincial Pipe Line
Limited), British Columbia Energy Oc= mission (Pacific Northern

Gas), the Ontario Energy Board (Consumers ' Gas and Union Gas) , tne
Public Utility Boards of Alberta (Alberta Power, Canadian Western

i Natural Gas, and Northwestern Utilities), Manitoba (Greater Winnipeg
Gas), and Quebec (Gacifere de Hull).

4

.
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Puelications

" Monetary Policy in Continental Western Europe (1946-1951),

University of Wisconsin Press (1956).

.

" Cost of Natural Gas", Journal o# Petroleum Technoloov

(Februarv 1965).

" Repor t on Principles of Costing and Rate Making for the U. S.

Postal Service", co-author with E. Herz, President's Commission on

U.S. Postal Oreanization (1968).

"Cos of Finding Hydrocarbons", Bureau of Land Management,

Technical Bulletin 5 (May 1970).

" Economic Criteria for Postal Rate Making", Washincton and Lee

Universitv (March 1977).

.

1
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AFFIDAVIT

City of Washington )
) ss:

District of Columbia )

Stephen F. Sherwin, being duly sworn, deposes and says

that he has read the foregoing testimony, including the

statistical exhibit, knows the contents thereof, and that

the same are true as stated.

.

.

( la JB -
St' phe'n~P.VSKerwin

j

Subscribed and sworn to before
me this 19th day of June, 1981.

j A 1.

Notary Public in and for '

the District of Columbia

My commission expires ,/k o\
-v

.i
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*

{ Before the
i Public Utility Commission of Texas

i

|

:

,

Houston Lighting & Power Company
|

I
;

I

i

.

1

J

Statistical Materials to Accompany

Rate of Return Testimony

i of

Stephen F. Sherwin

:
i

:
?

a

Foster Associates, Inc.'

,

] Washington, D. C. 20036

JULY 1981
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Schtdule 1

INFLATION RATE AS METSUPID BY DIFFERENT INDICES

(1967 = 100)

_Ipplicit Price Consum:-i Pr ice Wholesale Price
Percent Percent Percent

Year Index Increase Index Increase Index Increase
(1) (2) (3) (4) (5) (6)

1964 92.0 92.9 94.7
1965 94.1 2.3% 94.5 1.7% 96.6 2.0%
1966 97.1 3.2 97.2 2.9 99.8 3.3
1967 100.0 3.0 100.0 2.9 100.0 C.2
1968 104.5 4.4 104.2 4.2 102.5 2.5
1969 109.8 5.2 109.8 5.4 IJ6.5 3.9

1970 115.7 5.4 116.3 5.9 110.4 3.7
1971 121.4 4.9 121.3 4.3 113.9 3.2
1972 126.5 4.2 125.3 3.3 ]l9.1 4.6
1973 133.7 5.7 133.1 6.2 134.7 13.1
1974 145.4 8.8 147.7 11.0 160.1 18.9

1975 158.8 9.2 151.2 2.1 174.9 9.2
1976 167.1 5.2 170.5 5.8 183.0 4.6
1977 176.9 5.9 181.6 6.5 194.2 6.1
1978 189.8 7.3 195.3 7.5 209.3 7.8
1979 205.9 8.5 217.6 11.4 235.4 12.'

1980 224.3 8.9 246.9 13.5 268.6 14.1

Source: Busi.nez.s Conditions Digest; Survey of Current Business; Economic
Report cf the President 1981.
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Senedale *

TREICS IN SONO TIM AND :)f7EREST RA!!84

| (Percent Per Annes'

?: elds e* Ntstaadine !ssss
;.5. 3-ma n tr. Mont:apa. Lew Yer.

Gove r r. men t U.S. Indastrial nones Federa;
tan 9.Te& P tressary '*:12tv tonds moed 's' Bords- Aa sStandard Pr me Deserve Sa==

Parted Beds '' 3: S Aa a Aa & *aa oemd 's - . Pw ' s . *std ' 01 s tep t Pate l'
. a ;3A *. 1 i6) r (Oi 9- ..;

a

1960 4.064 2.934 4.47% 4.536 4.784 4.974 4.394 3.736 4.504 a.534
1961 3.92 * 38 4.37 4.46 4.6: 4.83 4.33 3.46 4.50 3.;C.,

1962 3.99 * 78 4.35 4.41 4.54 4.75 4. ?C 3.18 4.5 3.;C.

1963 4.05 3.16 4.27 4.2: 4.39 4.47 4. ;; - 3. 3 4.50 1 ;3
1964 4.19 3.55 4.42 4.44 4.5 4.74 4.41 3.22 4.50 3.55

J

" 1965 . 27 3.95 4.5C 4.52 4.58 4.75 4.5C 3. ' !.C: , ;4
1966 4.77 4.88 5.19 5.25 5.39 5.6C 5.15 3.B* 6.00 4.5C
196? 5.01 4.3: 5.58 5.66 5.87 6.15 5.55 3.s8 6.0c 4.1:
1968 5.45 5.34 6.*: 6.35 6.51 6.87 6.23 4.51 6.75 5.29
1969 6.33 6.68 T.12 7.34 7.54 * 93 .C5 5.81 8.5C 5.88.

*

1970 6.86 6.46 8.31 8.52 8.69 9.18 7.9a 6.51 6.?! 5.94
1971 6.12 4.35 7.72 8.00 8.16 4.63 7. 3 5.70 5. ! 4.85
19?2 6.f! 4.07 * 46 * 67 * 72 4.17 * 11 5.2 6.:C 4.5:. . . .

19*3 7.1 * c4 * 60 * ?: ?.84 6.." * 4; 5.;9 9 *! 4.44. . . .

1974 4.05 ?.89 6.71 9.34 9.50 9.84 E.64 6.C* 1C.5C *8.

1975 1C * 86 5.87 6.87 9.05 10 33 11.:8 8.69 4.!; 8.98 8.!!.

20 8.21 5.4* 9.03 9.44 10.13 10.89 4.92 6.80 * 3* 4.1:.

3C 8.41 6.34 9.15 9.51 1C.11 10.85 6.96 * 06 * 56 6.0. .

4C 6.25 5.68 9.08 9.5C 1C.10 10.3: 6.0 ?.14 * 55 6.0*.

1976 10 8.0 4.95 8.8: 9.;; 9.76 !C.34 8.87 6.86 6.83 6.0:
: 8.01 5.17 8.7 9.34 9.54 9.95 4,76 6.?8 6.90 5.5;

3C 7.9C 5.17 8.66 8.85 9.13 9.6* f 49 6.37 7.09 5.5C
4Q 7.55 4.70 8.35 8.55 8.72 9.31 8.3: 5.95 6.54 5.39

_

1977 10 7.62 4.42 8.21 8.45 8.65 9.19 8.01 5.74 6.25 5.25
2C 7.68 4.83 '8.18 8.46 8.67 9.11 8.C4 5.59 6.47 5.*$
3; 7.4C 5.47 8.10 8.33 8.49 8.91 * 95 5.44 6.9C 5.4.

4; * 79 6.14 8.25 8.49 8.63 9.C5 8.19 5.46 ?.67 !.93.

1978 1; 8.19 6.41 8.55 8.78 8.96 * 9.31 6.48 5.53 ?.96 4.46
20 8.43 6.48 6.81 e.;; 9.24 9.47 6.65 5.94 6.3C 6.7f
30 6.54 7.32 8.91 9.15 9.3? 9.58 8. 81 6.C 9.14 .c
4C 6.78 8.68 9.19 9.43 9.61 9.92 9.; 6.10 1C.81 9.35

4 1979 1; 9.C3 9.35 9.53 9.*7 9.92 10.36 9.:' 6.2C 11.?! 9.5C
2; 9.08 9.37 9.6C 10.C; 10.18 10.6C 9.42 6.C? 11.*. 9.5
30 9.C3 9.63 9.5 9.8: 10.16 1C.58 9.34 6.16 .:.1*
40 10.18 11.8C 10.** 11.09 '1.69 10.29 1C.58 7 08 15.:a .

10.:.

11.9*,

198C ic 11.*8 13.46 1*.47 13.38 13.49 14. : 11.13 8.11 16.4 11.51
2; IC.58 10.05 11.46 13.4C 10.87 13.3C 11.83 * *9 16.3: 1:.45.

37 10.95 9.24 1*.C1 13.52 12.88 13.44 11.4C 4.5; 11.61 1C.35
j 4C 12.23 13.71 13.27 13.89 14.11 14.84 12.64 9.58 16.73 11.76

1981 Jan. 12.29 14.72 13.31 14.C3 14.26 15.30 13.01 9.65 2C.16 13.:t
rec. 12.98 14.90 13.95 14.(? 14.91 15.86 13.13 1C.C3 19.43 13.00
Mar. 12.94 13.48 13.85 14.61 15.14 15.83 13.19 10.12 18.05 13.00
Apr. 13.46 - 13.64 14.41 15.23 15.48 16.14 13.55 10.55 17.15 13.CC
May 13.82 16.3C 14.83 15.61 16.25 16.66 14.14 10.73 19.61 13.87

a/ 20 year constant naturattes. Ser1es represents yields on Ide more actavely traded assues ad}usted to constant
naturittes Oy the U.S. Treasary, based on di11y closaf*g mads,

g/ Rate on new offertags.
e/ Annual Sata represent tne rate in e!!eet at year-endt montaly data are tre averace rates for tne mont.*.
d/ Average rates.

Source Federal Reserve Board. Feder al Deserve Sulletin and Statistical Releases. AaNa! Statistica: Sagestr
Moody's investors Serv 1ce. ;nc. Standard 6 Poor 's Trace 6 Secur Pies $tatist:es: Cu-loca

FA-424043
1
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.Senedule 3
J

TIZ:.DS CN.MOOCY'S NEWLY !S3t|ED
PUBLIC ' IL!YY SCN::ST

(Percent Per Ann'ml.

Perted Aaa Aa A Baaj (1) ;2) '3) (4)

1360 1.77 4.78 5.07 5.131961 4.51 4.59 4.73 5. 0
#

1962 4.36 4.34 4.45 4.751963 4.31 4.34 4.41 4.641964 4.46 4.46 6.55 4.74

1965 4.57 4.62 4.70 4.351 1966 5.44 5.57 5.76 5. 2*
'

j. 1967 5.85 5.98 6.18 ,.2S-

1968 6.57 6.72 6.90 7.11!
1969 7.75 7.38 8.07 * 8.54

j
1970 3.52 3.74 3.15 3.681971 7.58 7.70 7.37 5.331972 7.34 7.42 7.56 ?.391373 7.75 7.32 3.0; 3.131974 ).16 7.47 ) 49 7.14

i
' 1975 10 3.36 7.14 7.76 --

2Q ).09 ).64 10.2* 10.90
3Q 3.24 7.7* 10.66 11.57
4Q 9.38 9.58 10.29 11.54

2376 IQ 3.52 8.31 7.12 7.67
2Q 8.54 8.93 9.18 7.444

3Q 8.12 8.56 9.06 9.78
4Q 8.15 8.31 8.47 8. 90

1977 IQ 8.24 8.24 8.43 8.85
2Q 3.12 8.32 3.56 3.36
3Q 3.34 3.23 0.40 5.53
4Q 5.27 9.41 3.57 1.07

1978 IQ 8.72 8.44 8.74 9.44,

2Q 3.30 3.15 9.28 9.70'.
' 3Q 3.82 7.13 9.16 7.88

4Q 9.18 7.47 9.48 9.75

1979 10 1.54 1.44 1.55 10. 31.| 2Q 9.48 1.32 10.17 10.68
JQ ).76 3.70 10.12 10.19;
4Q 10.33 11.30 12.26 12.76

1980 1; 12.79 13.73 14.23 15.16
20 '.1. 4 0 12.14 12.67 13.52i
3Q 12.36 13.08 13.00 14.18
4Q 13.60 13.44 14 42 14.67

,

1981 Jan. - 14.86 15.30 15.00
fee. 14.40 -- - --
var. 15.23 16.10 16.20

-

Aor. 15.68 -16.35 16.70 17.50
May -- -- 16.34 17.51

j Source: Moody's Investors Service, Inc.
I-
1

FA-323936
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Schedule 4
* RENDS IN PREFERJtED STOCK Y2EL35 M

(Petcent Per Annus)

vedv's helte .tilities e v's indust 'als
Year Mton ;rade Med t ;m Gr ade Miam Grade wediam Grade

(1) (2) (3) (4)

1960 4.45 5.06 4.48 4.801961 4.71 4.90 4.36 4.681962 4.52 4.74 4.21 4.601963 4.J8 4.58 4.04 4.411964 4.49 4.68 4.05 4.38

1965 4.53 4.72 4.07 4.381966 5.19 5.41 4.67 4.951967 5.54 5.77 5.1; 5.391968 6.07 6.28 5.62 5.831969 6.76 6.91 6.15 6.38

1970 7.56 7.78 '.03 7.251971 7.10 7.J6 6.55 6.841972 7.23 7.43 6.56 6.851973 7.56 7.78 6.65 7.01

1974 1Q 3.00 8.41 6.91 7.40
IQ 3.34 9.J1 7.24 1.06
3Q 10.J5 10.61 ?.81 8.44
4Q 10.15 11.21 7.95 8.65

1975 IQ 9.21 10.48 7.64 8.07
2Q 9.52 10.84 7.87 8.06

as a saa
Rated Rated Rated

1975 30 9.$2 10.52 10.33 7.97 8.26
4Q 9.35 10.25 10.68 7.83 8.33

1976 IQ 6.82 1.46 9.69 ' 50 '.90.

2Q 8.86 p.39 9.72 7.47 7.88
3Q 8. 70 9.24 9.62 7.30 7.78
4Q 4.45 8.91 9.25 7.21 7.68

1977 IQ 8.27 8.79 9.00 7.09 7.43
2Q 3.11 8.57 8.99 7.17 7.49
3Q 7.96 8.28 8.74 7.07 7.38
4Q 8.12 8.55 8.99 7.15 7.4"

1978 IQ 3.35 A.74 9.19 7.35 * 61
IQ 8.65 9.11 9.56 7.72 7.87

.

;
JQ 8.60 8.94 9.64 7.80 3.25
4Q 8.77 9.32 10.02 8.18 8.71

1979 IQ 9.09 9.63 10.37 8.12 8.79i
2Q 9.13 9.72 10.58 8.24 9.04'

3Q 9.22 9.89 10.60 8.45 9.00'

4Q 10.71 11.37 12.29 9.34 9.79

1980 10 11.88 13.73 14.01 9.84 10.35
2Q 11.02 11.63 12.49 9.79 10.40
3Q 11.49 12.19 13.04 9.96 10.37
4Q 12.96- 13.34 14.58 10.82 11.36

1981 10 13.30 13.93 14.61 11.26 11.82
Apr. 13.61 14.04 15.12 11.00 12.58

; May 13.71 14.20 15.34 10.94 12.63

a/ Yields are ::ased on prices for tae last Friday of eaca month.
.

Sources . Moody's Investors Service. Inc.

FA-023937
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Sch;dula 5

SPREAD IN BOND YIELDS

(1976-1981)

Between Outstanding
Long-Term Government and Between Moody's

Moody's Public Utility Bonds Aa and A Rated
Year Aaa Rated Aa Rated A Rated Utility Bonds

(1) (2) (3) (4)

1976 IQ 0.80% 1.22% 1.76% 0.54%
2Q 0.71 1.03 1.53 0.50
3Q 0.76 0.95 1.23 0.28
4Q 0.80 1,00 1.17 0.17

Average 0.77 1.05 1.42 0.37

1977 1Q 0.59 0.83 1.03 0.20
2Q 0.50 0.78 0.99 0.21

3Q 0.50 0.73 0.89 0.16
4Q 0.47 0.71 0.85 0.14

Average 0.52 0.76 0.94 0.18

1978 1Q 0.36 0.59 0.77 0.18
2Q 0.38 0.59 0.81 0.22
3Q 0.37 0.61 0.83 0.22
4Q 0.41 0.65 0.83 0.18

Average 0.39 0.62 0.81 0.20

,

1979 1Q 0.50 0.75 0.90 0.15
2Q 0.52 0.94 1.10 0.16
3Q 0.49 0.77 1.13 0.36
4Q 0.60' l.12 1.51 0.40

Average 0.53 0.90 1.16 0.27

1980 IQ 0.69 1.30 1.71 0.41
2Q 0.88 1.82 2.29 0.47
3Q l.06 1.67 1.93 0.26

r 4Q l.04 1.66 1.88 0.22

Average 0.92 1.61 1.95 0.34

1981 lQ 0.96 1.69 2.03 0.34
Apr. 0.95 1.77 2.02 0.25

f May 1.01 1.79 2.43 0.64
..

Source: Moody's Bond Survey, Public Utility Manual; Federal
Reserve Board, Annual Statistical Digest, Fonthly Bulletin.

FA-024528 |
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Sch:dule 6

,

TRENDS IN AFTER-TAX CORPORATE PROFITS

Corporate Profits As

A Percent of
Billicns Gross

of National National
Year Dollars Product Income

(1) (2) (3 )

Annual
1967 S47.1 5.9% 7.1%
1968 49.4 5.7 6.8
1969 47.2 5.0 6.1

1970 - 41.3 4.2 5.1
1971 49.0 4.5 5.6
1972 59.0 5.0 6.1
1973 76.6 5.8 7.1
1974 85.1 5.9 7.3

1975 81.5 5.3 6.6
1976 102.5 6.0 7.4
1977 120.0 6.3 7.8
1978 140.3 6.5 8.0
1979 167.8 7.0 8.5

1980 163.2 6.2 7.7

Quarterly /a

1979 lQ 164.6 7.0 8.6
2Q 164.6 6.9 8.5
3Q 173.6 7.1 8.7
4Q 168.2 6.7 8.3

1980 IQ 182.9 7.1 8.8
2Q 146.5 5.7 7.1
30 159.1 6.0 7.5
4Q 164.3 6.0 7.5

1981 lQ 168.3 5.9 7.4

a/ At annual rates.

Source: U.S. Department of Commerce: Business Statistics,
Survey of Current Business, Commerce News.

,
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Schedule 7

CAPITAL STRUCTURE RATIOS
FOR SELECTED UTILITIES AND INDUSTRIALS

Common
Long-Term Preferred Stock

Year Debt Stock Ecuity /a

(1) (2) (2) t,,

Utilities

Houston Lighting & Power 1980 48.0% 7.5% 44.5%

23 " Aa" Rated Electric and
Electric-Gas Utilities 1980 48.4 12.7 38.9

31 "A" Rated Electric and
Electric-Gas Utilities 1980 50.6 12.5 36.9

85 Electric and
Electric-Gas Utilities 1980 50.0 12.8 37.2

7 Texas Electric Utilities- 1980 49.3 11.2 39.4
Class A and B
Electric Utilities 1979 50.1 12.3 37.5

Industrials

Stable Industries:
43 Industrials 1979 18.1 1.0 80.9

All Manufacturing Industries:
68 Industrials 1979 21.0 0.7 78.3

,

). a/ Includes minority interest in common shares of subsidiary companies.

|
,

Source: Annual Reports to Stockholders; Standard & Poor 's Compustat Services, Inc.;
U.S. Department of Energy, Statistics of Privately Owned Electric Utilities
in the U.S. For description of reference groups, see Appendix.

FA-024530
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( % RATES OF RETURN ON AVERAGE COMMON STOCK EQUITY
FOR SELECTED INDUSTRIAI,S

Stable Industries All Manufacturing Industries
! 44 4' 68 76 95 "A " Ranked Standard & Poor's

Year Industrials Industasals* Industrials Industrials * Industrials 400 Industrials-
(1) (2) (3) (4) (5) (6)

|
l 1970 14.0% 14.0% 13.6% 13.9% 10.3% 10.4%

1971 13.7 13.8 13.3 13.6 10.5 11.1,

| 1972 13.9 14.1 13.8 14.1 11.8 12.0

| 1973 14.6 14.8 14.6 14.9 13.6 14.7
1974 14.9 15.4 14.9 15.5 13.5 14.7

1975 15.0 15.2 13.7 14.8 11.9 12.4
1976 14.7 14.7 14.6 14.8 14.1 14.;

1977 15.0 15.0 14.8 15.2 14.5 14.6
1978 15.9 16.4 15.7 15.9 15.8 15.2
1979 16.4 16.5 16.1 16.3 17.3 17.2

1980 15.0 15.0 14.8 15.0 14.8 15.5

Averages:
.976-80 15.4 15.5 15.2 15.4 15.3 15.4

1978-80 15.8 16.0 15.5 15.7 16.0 16.0

i

* Selected from universe of companies with c.o.v. between 0 and 30.

Source: Standard & Poor's Compustat Services, Inc.; Moody's Investors Service, Inc. For description
of reference groups, see Appendix. 8,

.
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Schedule 9
Sheet 1 of .1

RATES OF RETURN ON AVERAGE COMMON STOCK EQUITY
ARRAYED BY BETA COEFFICIENTS FOR 978 INDUSTRIALS

I

(Medians)

1

Number of 1977-79
'

Companies Range of Beta / 1977 1978 1979 Average
a

39 0.20 - 0.54 13.0 15.1 16.1 14.3
36 0.55 - 0.64 14.3 14.2 14.2 14.2

53 0.65 - 0.74 12.8 13.9 16.7 14.4
51 0.75 - 0.84 15.1 13.9 16.7 16.1
73 0.85 - 0.94 12.3 13.1 15.6 13.2
77 0.95 - 1.04 13.1 13.4 15.9 14.2
94 1.05 - 1.14 14.6 15.1 17.5 15.1
97 1.15 - 1.24 14.7 15.5 15.7 15.5
87 1.25 - 1.34 13.8 14.7 16.6 15.1
82 1.35 - 1.44 14.1 14.3 16.3 14.7,

101 1.45 - 1.54 13.5 14.8 15.6 14.4
63 1.55 -1.64 13.6 14.6 15.5 14.4
53 1.65 - 1.74 14.8 15.4 16.2 15.4
43 1.75 - 1.84 12.9 13.6 14.7 14.6
39 1.85 - 1.94 15.0 16.6 17.0 15.1

! ~

978
7

i

af Betas are computed for five-year periods ending December 31, 1979.,

.

.

Source: Standard & Poor'siCempustat Services, Inc.

|-

'

FA-024481
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Schsdule 9
Sheet 2 of 2

RATES OF RETURN ON AVERAGE COMMON STOCK EQUITY
ARRAYED BY BETA COEFFICIENTS FOR 1,107 INDUSTRIALS

(Medians)

,

i Number of 1977-79
f Companies Range of Beta / 1977 1978 1979 Average

a

1

50 0.04 - 0.54 13.2% 14.9% 14.5% 13.8%j

j 49 0.55 - 0.64 15.0 15.4 '16.7 15.2
3 62 0.65 - 0.74 15.0 14.6 15.0 14.8

'

92 0.75 - 0.84 14.2 14.6 16.1 15.0
,

93 0.85 - 0.94 14.7 15.1 16.4 15.5.

I 109 0.95 - 1.04 14.2 15.1 -15.1 15.4
J 118 1.05 - 1.14 14.1 15.4 16.4 15.2,

117 1.15 - 1.24 '13.4 14.4 15.7 14.4,

134 1.25 - 1.34 13.8 14.7 15.6 15.0
81 1.35 - 1.44 11.8 13.5 15.8 13.4

1
"

59 1.45 - 1.54 12.5 13.6 15.8 14.2
59 1.55 - 1.64 13.6 15.9 16.4 13.0

i 42 1.65 - 1.74 14.4 14.9 18.6 16.2
33 1.75 - 1.84 15.2 16.0 17.2 16.6
39 1.85 - 1.94 10.7 18.2 17.0 16.5

1,107

1

,

a/ Betas are computed for five-year periods ending December 31, 1980.

Source: Standard & Peor's Compustat Services, Inc.

FA-024403
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a
%
$ TIMES INTEREST CilARGES EARNED BEFORE INCOME TAXES
* FOR SELECTED UTILITIES

' Including AFUDC Excluding AFUDC
'

23 "Aa" Rated 23 "Aa" Rated
llouston Seven Electric and liouston Seven Electric and,

Lighting Texas Electric Electric-Gas Lighting Texas Electric Electric-Gas
Year and Power Utilities Utilities , and l'ower Utilities Utilities

(1) (2) (3) (4) (5) (6)

1970 5.19 5.18 4.14 4.97 5.06 3.88
1971 4.93 4.77 3.67 4.78 4.53 3.27;

'

1972 4.73 4.61 3.45 4.53 4.48 3.15
1973 4.65 4.23 3.29 4.40 4.08 3.09
1974 3.53 3.44 2.84 3.36 3.41 2.59

1975 2.79 3.34 3.42 2.66 3.13 3.15<

1976 4.00 3.34 3. 44 3.76 3.08 3.03
1977 4.09 3.32 3.63 3.77 2.91 3,13
1978 3.62 3.13 3.40 3.29 3.08 2.95
1979 3.59 2.65 3.29- 3.09 2.41 2.93

1980 3.50 3.17 3.21 3.10 2.36 2.74

Source: Company Annual Reports; Standard & Poor's Compustat Services, Inc. For identification of
conpanies, see Appendix.

$.
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$ hA'ils OF HETUHN ede AVLHAGE COpeg et S11M'M bg
$ IN HEIATluN 11) MAkm LT-Tt F lei n * kATIOS &UM ht.l.&.CTLis * .. 'T4.
U
ea

21 "Aa* Hated Electric & St "A* Hated Lltetric & MS Electric 6 7 Texas

i lh aus t uee laulust s leaf / Elect s sc-Gas ut & I a t ses L i ec t s ic-Gas. titalitlem Elt.cteac-G.sm utnIetles Eleetsic UtiIatses

Re t us sia un Market- Hetus ns ease Masket- Re t us na oss Mas me t - Hu t us ns un Masket- ketusus t.rs Masket-'

Avesage t o- thsuk Avesage t o - lh as k Average t sa - lh e sh Avesage t o- thm ak AvesaJe t o - th aisk

I'f8 _Ml" 81 Y ._ lig! iou ,,geju l [ y , ,k,a t a t.sg_ .[*).s [ t y_ hat esas 62julty _ k.staus t>}u i t, y_ ._ _ H s t su:.
(l) (2) (3) (4) (5) 16) IFA tot i9t lion

IStu 45.15 2195 14.74 ! )6 4 11.94 1485 12.5% llin 15.4% 1316
1978 15.5 249 12.S I l9 18.8 l in 18.9 ! )$ 14.4 J1J

1972 IS.S J 65 13.4 l it 12.1 12f 12.2 125 IS.6 Jue
19#6 45.9 178 12.1 124 II.4 Itu II.S 108 IS.4 lit

i 1974 31.7 95 10.9 uv 10.5 77 10.8 77 14.5 188

4

197S 10.9 ub 12.2 9B 11.5 el 11.9 u2 13.7 189
1976 15.2 91 12.6 IP6 11.2 98 11.6 94 IJ.9 104

1977 15.0 */ 010 12.7 109 40.9 9es 11.5 tot i s.O autL

j 1918 I ) . I '/ 94 12.5 300 11.8 98 41.6 93 14.0 losI

1919 14. 4 '/ #7 12.5 90 !!.4 e4 II.S e4 13.0 918

isso 15. 6 '/ up IJ.2 uu 10.9 IS II.7 PS 14.0 #98

Avas ejem a
1976 US 14.3 95 12.5 97 14.2 ou 11.6 69 I I.S 96
197W up Il.a el 12.1 vu !!.4 es 18.6 64 11.9 91

1918 10 95 lot we 95 lut

20 94 99 91 95 loi

IQ 100 101 92 94 lut

} 40 us 93 um e6 96

]
1979 10 87 94 ud 68 96

20 88 90 el 85 95
j 20 89 94 6 ') et 93

4Q ul 84 lb 78 84

19du IQ ut 75 70 72 /7

: 20 Si ut 76 7J un

) 30 50 u4 71 77 ut

j 4Q 76 lb Ju 72 #4

in

1981 IQ Ji IS #d 71 16 0
12

E
*.n/ Ik uutinee I.sylit suq b l' m a ps esse tes 4976. Hu t us se:= use sves. eye st seim.se e.gu it y lut Hl.6 P tuo t e 84.88 14.44, 12.75 Ij.ll,*aski IS 46 lese $ 9 th Hu

acupes.tavely. j;
ts/ As a clama t c.8 4.y umpany le..==c.9 a n .nc 6 9 .I et.1 vs s . 9.. cominensu s:.gu a t y .8

Suu s ..e : AnnuaI hsIa.s e a 4o St. kin,liles 3 3 St n.1aa il 6 Paes 'a t'.el4s: t at heevireb, I sic . t . .a a.lenI a i ec.s t a un ut t e op.sn a cu. mee Appethaan.
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! RATES OF RETURN ON AVERAGE COMMON STOCK EQUITY
4 IN RELATION TO MARKET-TO-BOOK RATIOS
'

FOR SELECTED INDUSTRIALS $

,

Standard & Poor's
'

43 Industrials 68 Industrials 400 Industrials
; Returns on Idarket- Returns on Market- Returns on Market-

Average to-Book Average to-Book Average _ to-Book
Year Equity Ra tios Equity Ratios Equity Ra tios

(1) (2) (1) (4) (5) (6)

1970 14.0% 187% 13.6% 181% 10.4% 175%.

1971 13.8 220 13.3 214 11.1 201
1972 14.1 217 13.8 23 2 12.0 214
1973 14.8 194 14.6 188 14.7 199
1974 15.4 137 14.9 129 14.7 .142 '

1975 15.2 135 13.7 122 12.4 139
1976 ~14.7 132 14.6 126 14.5 155
1977 15.0 138 14.8 133 14.6 137
1978 16.4 127 15.7 122 15.2 123

; 1979 16.5 116 16.1 108 17.2 122

: 1980 15.0 106 14.8 102 15.5 130
.

Averages:

1976-80 15.5 124 15.2 118 15.4- 133
1978-80 16.0 116 15.5 111 16.0 125

Source: Standard & Poor's Compustat Services, Inc., Analysts Handbook; Moody's
Investors Service, Inc. For description of reference groups, see,

i Appendix.
;

i

l

1

i FA-024533
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DIVIDEND YIEI.DS
y POR SELECTED UTILITIES AND INDUSTRIAL.S

$
@i 23 "Aa" Rated 31 "A" Rated 85
U Electric & Electric & Electsic & 7 Texas

Houston Electric-Cas Electric-Gas Electric-Gas Electric 43 68
Year Industries / dtilities Utilities Utilities Utilities Industrials Industrialsa

(1) (2) (3) (4) (5) (6) (7)

1970 3.0% 6.2% 6.1% 6.4% 6.0% 3.1% 3.2%
1971 2.8 5.9 5.9 6.0 4.7 2.6 2.7
1972 2.9 6.5 6.2 6.4 5.8 2.4 2.4
1973 3.5 7.0 6.9 7.1 6.2 3.1 2.9
1974 6.3 9.1 9.8 9.4 8.4 4.0 4.2

1975 7.0 9.1 9.4 9.5 9.0 4.6 4.3
1976 6.3 8.3 8.4 8.6 8.3 3.8 3.7
1977 5.7 7.7 R.2 8.1 7.9 4.1 4.1
1978 7.0 8.7 9.0 8.9 8.5 4.7 4.9
1979 8.0 9.8 10.2 10.2 9.5 5.6 5.5

1

1980 9.6 11.5 12.0 11.8 11.S 5.8 5.7

s

19781Q 7.2 8.5 8.8 8.7 8.5 4.8 4.8
20 7.0 8.7 9.1 9.0 8.7 4.7 4.7
3Q 6.6 8.4 3.9 8.9 8.9 4.8 4.8,

4Q 7.3 9.2 9.6 9.5 9.1 5.2 5.2

19791Q 8.2 S.4 9.7 9.6 9.2 5.4 5.3
i 20 7.9 9.8 10.3 10.1 9.4 5.6 5.6

30 7.8 9.5 10.2 10.1 9.4 5.4 5.4
40 8.2 10.7 11.1 11.1 10.3 5.8 5.8,

19801Q 9.5 12.0 12.3 12.2 12.1 6.0 5.7
2Q 9.5 11.2 11.5 11.5 11.2 6.3 6.0 un

30 9.6 11.2 11.5 11.5 10.8 5.4 5.4 S
4Q 10.0 12.1 12.6 12.6 12.5 5.4 5.4 $,

?-.
*198110 10.9 12.9 12.9 12.9 12.3 5.6 5.4

5

a/ Ilouston Lighting & Power prior to '.976.4

! Source: Standard & Poor's Coirpustat Services, Inc. For identification of companies, see Appendix.
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T DIVIDEND PAYOUT RATIOS2

t FOR SELECTED UTILITIES AND II.DUSTRI ALS

i

23 "Aa" Rated 31 "A" Rated 85
Electric & Electric & Electric & 7 Texas

Houston Electric-Gas Elects ic-Gas Electric-Gas Electric 43 68
, Year Industries / Utilities Utilities,_ U t il .i t ie s Utilities Industrials Industrialsa

(I ) (2) (3) (4) (5) (6) (7)
.

1970 46.9% 67.3% 65.8% 67.84 66.7% 44.4% 45.6%
1971 45.4 66.9 65.5 67.5 66.9 43.0 43.8

1972 43.9 66.4 62.9 65.4 64.0 39.1 42.7
1973 45.9 65.7 67.0 67.4 62.8 37.0 37.8

1974 51.1 70.9 72.4 71.4 e6.3 36.7 39.2
,

1975 53.4 70.4 68.6 68.1 69,1 38.6 38.4

1976 40.1 65.7 68.4 67.0 63.6 38.4 37 3

1977 42.2 63.5 72.7 'O . 4 59.1 37.6 37.4

1978 50.4 70.1 68.6 70.1 59.6 37.0 36.9,

1979 48.8 69.4 14.3 73 8 73.8 37.1 37.2

i

1980 56.9 73.2 77.3 76.6 58.8 39.3 39.4

4

| a/ Houston Lighting & Pouer prior.to 1976.
a

,

Source: Annual Reports to Stockholders; Moody's Investors' Service, Inc.; Standard tr Poor's Compustat
Services, Inc. For identification of companies, see Appendix. $
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5 llouston Industries a_/
w
a

ANNUAL GROWTil RATESY
co

Earnings Per Share Dividends Per Share ik)ok Value Per Share Retention Return on Growth in
Annuel Annual Annual Ra tio Average Retained Earning

Year Value Growth Value Growth Value Growth Per Share / Equity Per Share /b c
(1) (2) (3) (4) (5) (6) (7) (8) (9)

1963 $1.54 -- S0.69 -- $10.10 -- -- -- --

1964 1.70 10.39% 0.78 13.04% 11.02 9.11% 54.1% 16.1% 8.71%

1965 1.99 17.06 0.92 17.95 12.09 9.71 53.8 17.2 9.251966 2.01 1.00 1.00 8.70 13.10 8.35 50.2 16.0 8.031967 2.00 (0.50) 1.00 -0- 14.10 7.63 50.0 14.7 7.351968 2.06 3.00 1.09 9.00 15.06 6.81 47.1 14.1 6.641969 2.27 10.19 1.12 2.75 16.21 7.64 50.7 14.5 7.35

1970 2.56 12.78 1.20 7.14 17.57 8.39 53.1 15.1 8.021971 2.84 10.94 1.29 7.50 19.11 8.76 54.6 15.5 8.461972 3.10 9.15 1.36 5.43 20.84 9.05 56.1 15.5 8.701973 3.05 (1.61) 1.40 2.94 24.19 16.07 54.1 13.9 7.521974 2.92 (4.26) 1.50 7.14 25.61 5.87 48.6 11.7 5.69

1975 2.92 -0- 1.56 4.00 26.42 3.16 46.6 10.9 5.081976 4.01 37.33 1.61 3.21 28.27 7.00 59.9 15.2 9.101977 4.41 9.98 1.86 15.53 31.14 10.15 57.8 15.0$/ u.671978 4.21 (4.54) 2.12 13.98 33.03 6.07 49.6 13.3$/ 6.601979 4.84 14.96 2.36 11.32 34.61 4.78 51.2 14.4d/ 7.37

1980 4.71 (2.69) 2.68 13.56 35.14 1.50 43.1 13.6d/ 5.86

a/ Ilouston Lighting and Power prior to 1976.
b/ Retention ratio por share (1 - (dividends per share earnings per share]).

*

c/ Annual growth rates in retained earnings for llL&P were 8.70%, 8.08%, 5.84%, 6.00%, and 5.40% for 1976-1980
respectively. m

Sd/ As reported by company based on weighted average common equity.
E'

bSource: Annual Reports to Stockholders. *

$
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Sch;dulo 17

Houston Industries.a/

RATES OF GROWTH IN PER SHARE
EARNINGS, DIVIDENDS, AND AVERAGE BOOK VALUE

(Least Squares Technique)

Average
Earnings Dividends Book Value
Per Share Per Share Per Share

(1) (2) (3)

For Five-Year Periods
Ending In:

1976 4.4% 4.6% 8.6%
1977 7.7 6.0 7.7
1978 9.5 8.2 6.9
1979 11.2 10.0 6.6
1980 8.7 12.1 6.4

For Seven-Year Periods
Ending In:

1976 5.8a 5.3% 8.8%
1977 6.5 5.7 8.5
1978 6.6 6.8 8.1
1979 7.8 8.2 7.4
1980 8.4 9.8 6.5

For Ten-Year Periods
Ending In:

1976 6.4% 5.3% 8.5%
1977 7.3 5.8 8.5
1978 7.1 6.3 8.4
1973 7.1 7.1 8.2
1990 6.7 7.9 7.7

a/ Houston Lighting and Power prior to 1976.

Source: Annual Reports to Stockholders; Stand.rd & Poor's Compustat
Services, Inc.

FA-024531,
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Schedulo 33

GRCETH 2ATES IN PER 5 HARE
EARNINGS. JIVICENDS. AND AVERACE BOOK VALLT

(Least Squares Technique)

23 * Aa * Aa ted 31 "A" Rated 7

Electric and Electric and Texas
Electric-Gas Elec tr ac-Gas Electric 43 68
Utilities Utilities Utilittes Industrials Ind us tr ials

(1) (2) (3) (4) (5) -

EARNINGS PER SHARE

For Five-Year Periods
Endirt in:

1976 2.3% 1.7% 2.86 10.2% 10.2%
1977 4.3 1.3 3:1 11.7 10.3
1978 5.1 4.2 5.1 12.4 11.2
1979 6.4 3.9 4.9 13.2 12.5
1980 5.1 1.9 6.9 11.4 10.J

For Ttn-Year Periods
End int inr

1976 3.5% 2.3% 6.04 3.9% 8.7%
1977 3.2 1.9 5.6 9.6 9.4
1978 3.0 2.6 5.4 10.3 10.1
1979 3.3 1.9 5.1 11.3 10.5
1980 3.9 2. 2 . 5.3 11.1 10.3

OIV! ENOS PER 3MAAE

for Five-Year Periods
Endi g Int

1976 2.8% 2. .'s 4.0% 7.3% 6.9%
1977 3.1 1.5 3.8 9.2 8.0
1978 3.8 3.5 3.8 9.9 9.5
1979 5.3 3.9 4.0 11.3 11.0
1980 5.6 4.6 5.1 12.4 11.6

for *en-Year Periods
Endi:1 in

1976 3.9% 3.64 4.54 5.7) 5.7%
1977 3.3 3.2 4.5 6.3 6.3
1978 3.5 2.5 4.5 6.3 6.3
1979 4.0 2.8 4.4 S.1 7.3
1980 4.5 3.3 4.5 8.9 8.6

AV! PACE SOCK 7ALLT PER SM.ARE

For'Five-Year Perieds
Inding Int

1976 3.6% 2.9% 5.64 9.2% 9.1%
1977 3.5 2.0 6.0 9.4 9.4
1978 3.1 1. 7 6.2 9.1 9.2
1979 2.7 2.0 5.3 9.6 9.4
1980 3.0 2.6 4.7 10.2 9.7

for Ten-Year Periods
End int in

.976 4.8% 4.64 5.64 3.54 3.64
1977 4.6 4.3 5.6 4.; 3.7
1978 4.3 3.5 5.3 3.9 S.3
1979 3.9 3.1 6.0 9.2 9.2
1980 3.6 2.6 6.1 9.5 9.4

Sources Standard & Poor's Compustat Services. Inc. For descriF*. ion of reference groups.
see Appendix.

FA r24464
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Senedule 19
Sheet 1 or 2

0

85 Electric and Electric-Gas Utilities

8 ETA AND A2 VALUES

For Five-Year Portods Endino !n t
1980 1979 1973

Company Seta R4 Beta Ms 3 eta Rd

(1) (2) (3) (4) (5) (6) (7)

Arizona Puelic Service Co. 3.37 11.67 0.62 27.87 0.71 16.46
Atlantic City Electric 3.69 27.72 1.06 43.32 0.26 5.89
Saltimore Oas 6 Electric 0.44 12.53 0.67 22.71 0.50 18.40
Boston Edison Co. 0.53 24.36 0.A4 31.66 0.51 21.47
CP National Corp. 0.55 18.37 0.66 22.46 0.40 6.48

Carolica Power s Light 3.56 15.65 3.21 36.77 0.55 11.90
Centes. Hudson cas & Elec. 3.46 20.98 0.75 30.44 0.63 37.31
enter 1 Illinois Lignt 3.35 13.16 0.76 30.35 0.39 11.48

Cer t 9 :11tnots Puolic Ser. 3.37 13.36 0.36 29.63 3.52 25.47
Maine Power Co. 0.53 21.54 3.61 25.37 J.20 9.36Ca t. . -

Oinct. nati Gas s Electric 3.47 14.33 3.65 0.15 3.5a 13.31
Clevela.d Electric :11amn. 3.51 15.56 3.77 30.61 3.61 31.47
Calamous & Soutnern onto 0.42 9.13 1.03 33.93 0.58 19.65
Ccmmonwealth Edison .38 11.98 0.64 24.10 0.58 22.14
Cer.munity Puolte Service s.31 7.46 0.66 26.39 0.69 34.33

_

Consolidated EJison of N.Y. 3.39 10.07 1.16 36.47 0.45 19.32
Consumers Power Co. 0.45 14.31 1.04 28.91 0.69 29.79
cayton Power & Lignt 0.40 13.15 0.82 28.61 0.38 14.82
Delmarva Power & Lignt 0.43 16.24 0.85 42.50 0.54 26.42
etroit Edisen Co. 3.36 10.27 3.95 23.65 0.50 29.31

Oase Power Co. 3.10 2.99 3.75 ::.66 3.54 22.30
Duquesne Light Co. 3.J4 14.97 0.33 35.11 3.37 13.36

i Emptre 31 strict Electric 3.46 14.16 0.54 25.50 3 41 22.59
71orida Power & Lt;nt 0.37 9.76 1.35 39.11 1.s; 32.59
riorida Power Corp. 0.39 9.45 0.37 22.13 0.82 22.54

Gulf States Utilities Co. 0.50 21.66 0.62 24.25 0.77 16.90
Hawatian Elt:tric Co. 0.30 9.99 J.62 22.32 0.32 29.38
Xouston ndastries 0.39 ?.63 0.72 16.13 3.31 25.14

'dano Power Co. 3.34 1;.97 3.45 15.31 3.43 12.13
Illinois Power Co. 0.45 12.73 0.93 28.25 0.66 22.29

Indianapolis Power 6 Ligne 0.40 13.05 1.05 29.71 0.62 21.45
Interstate Power Co. 0.24 5.71 0.53 18.45 0.40 20.44
towa Electric Light & Power 0.46 16.13 1.08 31.40 0.38 14.53
Iowa-Illinois cas s Electric 0.49 16.72 1.06 30.97 0.40 18.07j

Iowa Public Service Co. 0.36 10.31 0.42 16.67 0.58 31.30

Iowa Resources 0.54 22.82 0.68 33.31 0.60 32.39
Kansas City Power & Lignt 0.43 19.32 0.71 27.70 0.33 21.41

. Kansas Gas s Electric 0.42 12,18 0.76 24.78 0.60 29.54
i Kansas Power 6 Lignt 3.51 18.63 0.39 13.09 0.56 21.91

Kentucky Uttlities Co. 0.30 9.07 0.69 22.57 0.57 27.63

Long Island Lighting 0.45 21.73 1.01 51.61 0.69 27.33
Louisville Gas & Electric 0.56 19.83 0.64 21.79 0.44 11.06
Minnesota Power s Light 0.23 5.53 0.55 32.72 0.61 20.31
Missourt Pucite Service 0.45 8.99 0.77 17.00 0.51 17.35
Mentana Power Company 3.77 35.73 0.78 32.87 0.57 22.46

FA-24318
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95 Electric and Electric-Gas Utilities
BETA AND R2 VALLTS

|

For Pive-Year Periods Endtna In: ,,,

1980 1979 1973

Cemeany Seta R* Seta R* Seta R*

(1) (2) (3) (4) (5) (6) (7)

Nevada Power Co. 0.71 20.02 0.97 31.77 0.89 25.74
New Yort State Elec. & Gas 0.38 14.38 0.79 33.70 0.45 15.72
Niagara Monawa Power 0.25 6.60 0.62 21.40 0.42 21.92

Northern Indiana Puelle Ser. 0.50 14.34 0.91 39.14 0.59 12.13
Northern States Power 0.41 11.14 1.00 37.88 0.51 23.26

Chao Edison Co. 0.37 12.37 0.70 22.75 0.42 13.05
Cklanoma Gas & Electric 0.48 20.16 3.36 24.91 0.73 17.30
Orange & Rocxland Util4. ties 0.46 16.16 3.91 32.69 0.44 20.90
Pacific Oas 6 Electric 3.20 4.37 0.29 7.31 0.69 21.54

Pscific Pcwer & Li9nt 0.42 17.93 0.80 32.14 0.54 19.30

Pennsylvania Power & Lignt 0.36 23.73 0.56 21.92 0.46 15.92
?htladelpnia Electric Co. 0.38 14.42 0.66 25.34 0.43 21.60
Portland General Electric Co. 0.54 23.73 0.78 33.66 0.45 16.7*
Potomac Elec.ric Power 0.41 12.36 0.66 21.59 0.38 10.46
Pacite Service Co. of Col. 0.31 31.49 0.92 35.99 3.64 15.71

Puelic Service Co. of Ind. 0.45 11.15 0.76 25.88 0.56 12.20
Public Service Co. of N.B. 0.40 14.92 0.84 30.20 0.32 9.79
Public Service Co. of N.M. 0.44 12.20 1.05 44.62 0.78 24.48
Public Service Elec. 6 Gas 0.42 12.33 0.93 30.30 0.58 29.73
Puget Sound Power & Lignt 0.45 14.97 0.38 44.22 0.43 14.37

Roc 9 ester Gas & Electric 3.43 15.26 1.05 33.76 3.60 25.38
5t. Josepn Ligne & Power 0.46 22.78 3.77 23.78 3.39 19.52
San Diego Gas & Electric 0.44 16.69 0.66 24.60 0.79 25.33
3avannan Electric & Power 0.41 7 63 0.56 14.13 3.57 20.28
Sierra Pacific Power Co. 0.48 18.34 0.90 42.59 0.65 20.58

Souta Carolina Elec. & Gas 0.38 10.79 0.30 27.87 0.90 25.91
Southern California Edison 0.35 10.13 0.56 21.65 1.02 31.77

Southern Indiara Gas & Elec. 0.34 10.50 0.63 23.89 0.66 33.27
Southwestern Puelic Ser. Co. 0.30 5.37 0.59 19.64 0.72 33.30
Tampa Electric Co. 0.33 6.69 1.10 33.57 0.33 18 15

Taledo Edison Co. 0.53 17.57 0.77 34.14 0.65 21.70

Tucson Electric Power Co. 0.16 2.08 0.81 24,fA 0.52 14.48
Union Electric Co. 0.42 16.48 0.57 26.11 0.37 15.16
United I11aninating Co. 0.42 13.39 0.55 21.03 0.42 17.94
Utan Power & Light 0.37 10.63 0.52 17.65 0.41 14.16

Virginia Electric & Power 0.38 14.15 0.90 26.89 0.77 22.34
washington wtter Power 0.23 7.32 0.55 26.93 0.36 17.07
Wisconsin Electric Power 0.39 9.86 0.50 16.68 0.52 22.23
Wisconsin Power & Light 0.26 4.80 0.64 27.00 0.45 16.13
wisconsso Public Service 0.39 10.29 0.54 20.12 0.28 14.55

Average 0.42 0.77 0.57
Mealan 0.42 0.76 0.56

Source: Standard 6 Poor's Compustat Services. Inc.

PA-24318
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Sch:dulo 20

|

23 "Aa" Rated Electric and Electric-Gas Utilities |

DEST EQUITY RISK PREMIUM I

_
DETERMINED BY REFERENCE TO DCF COST OF CAPITAL

DCF Moody's
Growth Dividend Cost of "Aa" Rated ._ Risk |
Rate / Yield Capital Bond Yields Premiuma

(1) (2) (3) (4) (5)

Col. (1)+(2) Col. (3)-(4)
I

1970 5.4% 6.2% 11.6% 8.5% 3.1% |

1971 5.2 5.9 11.1 8.0 3.1 !
'

| 1972 5.3 6.5 11.8 7.6 4.2 )
'

1973 5.3 7.0 12.3 7.7 4.6
1974 5.1 9.1 14.2~ 9.0 5.2

1975 4.8 9.1 13.9 9.4 4.5
1976 4.8 8.3 13.1 8.9 4.2
1977 4.6 7.7 12.3 8.4 3.9
1978 4.3 8.7 13.0 9.1 3.9
1979 3.9 9.8 13.7 10.2 3.5

{
1980 3.6 11.5 15.1 13.0 2.1

I

f
i a/ Represents 10-year growth in average book value per share ending in

indicated year.

I

Source: Standard & Poor's Compustat Services, Inc.; Moody's Investors
Service, Inc. For identification of companies, see Appendix.

FA-024532
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APPENDIX A
SELECTION OF SAMPLES OF INDUSTRIAL COMPANIES

I. Selection of Industrial Groups from Stable Industries

,

a. Identification of Stable Industries

The sample celection began with an identification of stable

industries among the manufacturing industries, i.e. SIC codes

2000-3999, identified by two digit SIC codes (excluding " mis-

cellaneous" manufacturers [ SIC Code 39]). When the number of

companies falling in a particular industry was less than 20, |

,
that industry was combined with the preceding two digit SIC.

!

| This process reduced the number of industries to 16. A listing

of the industries appears on Schedule A-1.

Using Standard & Poor's Compusta_t data base -- primary,

supplementary, and tertiary files -- weighted average rates of

return on average common equity were computed for each of the 16

industries for 1965-1979. The tverage annual return of these

industries over the period was 12.89 percent, with a standard

deviation of 2.32. Five industries whose average earnings were

either above 15.21 percent or below 10.57 percent -- i.e., not

within one standard deviation of the average -- were eliminated

from consideration.

The next criterion for selection focused on stability of

earnings over time for the remaining 11 industries, with the

measure of stability made by reference to the standard deviation
-

from each industry's average earnings over the 15-year period

1965-1979. Since the focus here is on relative stability, it is

appropriate to express the standard deviation as a percent of

each industry's average earnings, called the coefficient of
,

variation.

A-1
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These coefficients of variation were then arrayed. The six

industries with the lowest coefficients of variation -- i.e.,

the lower half of the 11 remaining industries'-- were selected

as " stable" industries. The six industries are:-

Coefficient
SIC of Variation

1. Food & Kindred Products 20 8.59
Tobacco Manufacturers 21

2. Other Machinery 35 12.20

3. Othcr Fabricated Metal Products 34 13.43
4. Electrical Machinery, Equipment

and Supplies 36 13.55

5. Printing and Publishing 27 15.18

6. Apparel and Other Finished
Products 2? 18.39

It is of interest to note that while the above selection of

industries was based on earnings over a 15-year period, reliance

on ten-year data (1970-1979) would have produced the same industries,

b. Selection of Group of 44 Industrials

The second stage of the selection procass focused on the

companies within these six industry groups. As of December

1980, there were 624 companies in the six industries on the

C&apustat files. An initia] screening eliminated companies

that: (1) had negative equity in any year 1970-1979; (2) had a

ten-year (1970-1979) average return on common equity greater
than 40 percent or less than -20 percent; (3) did not have data

available for at least the past ten years. Since investors

give some weight to size of operation, all companies with 1979
net sales less than $500 million were also excluded. The companies

remaining numbered 165; their ten-year average return ending
1979 was 14.11 percent, with a standard deviation of 4.37.

A-2
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Following the same procedure as in the identification of

stable industries, companies whose average return on common

equity exceeded or fell short of the average by more than one

standard deviation, i.e., returns above 18.48 percent or below

9.74 percent, were eliminated. This step reduced the number of

companies to 119.

The next criterion for selection focused or, stability of

earnings over the last ten years. The measure of stability used

was agair. the coefficient of variation. The 119 companies were

arrayed by coefficients of variation and companies were selected

starting with the lowest coefficient and adding companies until

the average coefficient for the group was 1,7.0 percent (44

companies).

c. Selection of Group of 43 Industrials

The selection process of this additional group from the

stable industries fcllowed essentially the same procedure as

described above except that the initial screening also eliminated

companies whose coefficients of variation (1970-1979) were less

than zero or greater than 30. This reduced the group to 112

companies. Their average return for the ten-year period ending

1979 was 15.12 percent with a standard deviation 3.51.

After eliminating companies whose average return on equity

fell outside one standard deviation of the average -- above

18.63 percent or below 11.61 percent -- 76 companies remained.

These companies were arrayed by coefficients of variation, and

companies were selected by starting with the lowest coefficient

and adding companies until the average coefficient for the group

was 12.0 percent (43 companies). For a listing of the companies,

see Appendix B.

A-3
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II. Selection of Industrial Grcups From All Manufacturing
Industries

a. Selectica of Group of 68 Industrials

The selection process of the groups of companies from all

manufacturing industries was similar to the above-described

process. The universe for this selection was all companies
falling within the manufacturing classifications, i.e., S IC-

codes 2000-3999. As of December 1980, there were 1,270 such

companies on the Compustat files. The initial screening (des-

cribed on page A-2) and the size constraint (excluding companies
with 1979 net sales less than S500 million) reduced the group
to 397 companies. Their ave? age return for the ten-year period
ending 1979 was 13.34 percent, with a standard deviation of)

4.77.
.

N

Again, companies whose average return on equity fell out-
side one standard deviation of the average -- above 18.11

percent or below 8.57 percent -- were eliminated. This step

reduced the number of compa'nies to 293. These companies were

then arrayed by coefficients of variation based on the ten-year

average returns on common equity. Following the same procedure

as in the selection of the groups in the stable industries,

companies were selected by starting with the low 9st coefficient

and adding companies until the average coefficient for the
'

group was 12.0 percent (68 companies). A listing of the companies

is contained in Appendix B.

b. Selection of group of 76 Industrials

The selection process for this group was essentially the

same as that used for the group of 68 industrials except that

the initial screening also eliminated those companies whose
coefficients of variation were less than zero or greater than'

'

30. The companies remaining numbered 207. Their ten-year

average return was 15.14 percent with a standard deviation of

3.93

A-4.
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As before, companies whose average return on common equity

exceeded or fell short of the average by more than one standard

deviation, i.e., returns above 19.07 percent or below 11.21

percent, were eliminated. The remaining 150 companies were

arrayed by coefficients of variation and companies were selected

by starting with the lowest coefficient and adding companies'

until the average coefficient for the group was 12.0 percent

(76 companies).

c. Selection of Group of 95 "A " Ranked Industrials

In che selection of this sample from all manufacturing

industries, companies were chosen based on Stendard & Poor's-

common stock rankings, regardless of the level of revenues.

After the initial screening (described on page A-2), 1074

companies remained. Their ten-year average return was 11.35
_

percent with a standard deviation of 6.67.

Companies whose average return on equity fell outside

one standard deviation of the average -- above 18.02-percent

or below 4.68 percent -- were eliminated. This step reduced

the number of companies to 801. From this group, companies

were chosen whose common stock was ranked "A " by Standard &
Poor's as of January 1980 and January 1981. This process

i
resulted in a sample of 95 companies. (For a listing of companies,

see Appendix B.)

.

J
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III. Tests for Bias of Selection Process

4

In the sample selection of four of the groups / ascribed

above, a judgmental choice was made insofar as the samples
1

were limited to only those cotapanies whose 1979 net sales

were in excess of $500 million. In order to ascertain the

impact -- on tne end result -- of this judgmenta!. choice,

the results of the selection process were tested by (1) lowering

the revenue criterion from 5500 million to S250 million; and

I (2) dropping the revenue criterion altogether. In each test,

the companies were arrayed by coefficients of variation in

descending order, and the return was computed for the number

of companies at the lower end of each array required to yield

the same average coefficient of variation (11.0 percent) as

that of the selected samples. The resul*s of these tests

are summarized below:

All Manufacturing Industries
Sales Sales
Over Over All

$500 MM S250 MM Companies

1. Total number of companies
whose earnings are within
one standard deviation of
the average 293 409 801

2. Number of companies at
lower end of array with
average coefficient of
variation of 12.0% 68 87 100

3. Average returr 1975-79
of companies te Line 2. 14.99% 15.07% 14.64%

4. Average retur.1 1977-79
of companies on Line 2. 15.40% 15.54% 15.08%

i

i

l

l
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The above taole indicates that the use of size criterion

may result in an upward bias in the measurement of the return

of approximately 0.32 percent. However, by totally disregarding

size, the samples would include many small companies which

do not have an investment stature similar to Houston Industries,

and.would thus not meet the comparable risk criterion. Hence

a size criterion needs to be retained. Whether the size criterion

is set at S250 million or S500 million is a matter of judgment.
,

1

i Based on a size criterion of $250 million, the average reutrn |

| would have been virtually identical. |

!

,

e

4
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Schtdule A-1

RATES OF RETURN PN AVE? AGE COMMON STOCK EQUITY
FOR MANLIACTULING INDUSTRIES

I Standard Average Coefficient

f Industrial Return Standard of

}
Classification Industry 1965-1979 Deviation Variation

(1) (2) (3) (4) (5)

20 Food and Kindred Prooucts, 13.77 1.18 8.59
l 21 Tobacco Manufacturers

22 Textile Mill Products 9.08 2.24 24.63

23 Apparel and Other Finished 12.71 2.34 18.39
Products

24 Lumber and Wood Products, 13.22 3.25 24.57
25 Furniture and Fixtures f

26 Paper and Allied Products 11.35 3.24 28.55

27 Printing and Publishing 15.19 2.31 15.18

28 Chemicals and Allied Products 15.39 1.79 11.62-

29 Petroleum Related Products 13.45 3.74 27.81

70 Rubber and Misc. Plastic 10.17 1.78 17.51
Products

31 Leather and Leather Products

32 Stone, Cla) and Glass
Products 11.03 2.22 20.14

,

33 Primary Metal Industries 8.62 2.90 33.69

34 Other Fabricated Metal
Products 13.01 1.75 13.43

35 Other Machinery 14.86 1.81 12.20

36 Electrical Machinery,
Equipment and Supplies 14.32 1.94 13.55

37 Transportation Equipment 13.28 3.83 28.84

38 Instruments and Related
Products 16.85 2.18 12.93

.

Mean 12.89
i Standard Deviation 2.32

Mean 1 Standard Dev. 10.57 - 15.21

Source: Standard & Poor's Compustat Services, Inc.
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APPENDIX B
DESCRIPTION OF REFEREFCE GROUPS

.

General

The data for the various reference groups are derived directly

from published figures. The various ratios -- such as return on

equity, dividend yield', etc. -- were computed separately for
each company. The data shown on the sc'iedules reflect medians,.

which give equal weight to each company's experience so as to
avoid the effect of variation due to size.

When a company's fiscal year ended between January 1 and
May 31, the data were considered as for the prior calendar year;
when a company's fiscal year ended between June 1 and December
31, the data were considered as for the current calendar year.

Utility Reference Groups

Thirty-one "A" Rated Electric and Electric-Gas Utilities

This reference group is comprised of those companies included
.

in the group of 85 electric and electric-gas utilities whose
bonds are rated "A" by both Moody's and Standard & Poor's as of
January 1981.

Twenty-three "Aa" Rated Electric and Electric-Gas Utilities

This reference group is comprised of those companies included
in the group of 85 electric and electric-gas utilities whose
bonds are rated "Aa" by both Moody's and Standard & Poor's as of
J_nuary 1981.

Eighty-five U.S. Electric and Electric-Gas Utilities

This reference group includes all electric and electric-gas
operating companies with revenues over S50 million in 1979 whose
common stocks were listed on the New York StocY. Exchange:
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Arizona Public Service Missouri Public Service*

Atlantic City Electric Montina Pcwer*

** 3altimore Gas & Ele ctric Nevada Power

Boston Edison New York State Electric s Gas
Carolina Power & Lignt Niagara Mohawk*

Central Hudson Gas & Electri: Northern Indiana Public Service**

**
Central Illinois Light Northern States Power*

Central Illinois Public Service Chio Edisen**

Central Maine Pcwer Oklahoma Gas & Electric
** Cincinnati Gas E Ilectric Orange & Rockland Utilities*

Cleveland Electric Illuminating Pacific Gas & Electric****

Columbus & Southern Chic Electric Pacific Power & Light

Ccmmonwealth Edison Pennsylvania Power & Light*

Community Public Service Philadelphia Electric*

* Censolidated Edison Portland General Electric

Consumers Power Potomac Electric Power

CP Nati0nal Corporation Publi Service of Colorado*

Dayton Power & Lign: Publi: Service of Indiana**

Oel arva Power L Lign Public Service of New Hampshire*

Detroit Edison Public Service of New Mexico**

Public Service Electric s Gas**
* Ouke Power

Ouquesne Lignt Puget Sound P wer E Light*

Empire District Electric Rochester Gas & Electric*
*

* Florida Power St. Joseph Light E Power*

Florida Power & Light San Diego Gas & Electric*

* Gulf States Utilities Savannah Electric
Hawaiian Ile ctri: Sierra .acific Power*

*

Scuth Carolina Electri: s Oas*
Houston Industries

Scuthern California Idison**
* Idaho Power

Scuthern Indtana Oas s Ilectric**
** Tilinois Powir

Indianapolis Power & Light Scuchwestern Public Servi:e****

Tampa Electric*** Interstate Power
Iowa Electri: Lign 5 Power Toledo Edison*

Cucson Electric Power*
Iowa-Illinois "as s-r!ectri:**

Union Electric*** Icwa Public Service
United Illu=inatingIowa Resources

Kansas City P wer & Light Utah Power and Light*

Virginia Electric & Power*Kansas Gas & Electri:
Washington Water Power*** Kansas Power G Light
Wisconsin Electric Power**Kentucky Utilities**

Wisconsin Power & Lignt**
Long Island Lignting

Wisconsin Public Service**Louisville Gas & Electri:
Minnesota Power s Lignt*

Included in group of 31 "A" electric and electric-gas' *

utilities.'

Included in group of 23 "Aa" electric and electra:-gas**

utilities.
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Industrial Reference Groups .

These reference groups are comprised of the following

companies which meet the criteria described in Appendix A.

Stable Industries - 43 Industrials
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All Manufacturing Industries - 68 Industrials
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All Manufacturing Industries - 95 "A " Ranked Industrials
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Common Stock Rankings by Standard & Poor's
(Excerpted f rom Standard & Poor's Corporation Stock Guide)

Standa.:d & Poor's point of departure in arriving at their

rankings is a computerized scoring system based on per-snare

earnings and dividend records of the most recent ten years -- a

period deemed long enough to measure significant time segments

of secular growth, to capture indicators of basic change in

trend as they develop, and to encompass the full peak-to-peak

range of the business cycle. Basic scores are computed for

earnings and dividends, then adjusted as indicated by a set of

predetermined modifiers for growth, stability within long-term

trend, and cyclicality. Adjusted scores for earnings and

dividends are then combined to yield a final score.

Further, the ranking system makes allowance for the fact

that, in general, corporate size imparts certain recognized -

advantages from an investment standpoint. Conversely, minimum

si:e limits (in terms of corporate sales volume) are set for

the rarious rankings, but the system provides for making excep-

tions where One score reflects an outstanding earnings / dividend

record.

The final score for each s:cck is measured against a

scoring matrix determined by analysis of the scores of a large i

and representative sample of stocks. The range of scores in

the array of this sample has been aligned with the following

rankings:

A- Highest B- Average C Lowest
A High 3 Below Average D :n reorganization
A- Above Average 3- Lower

i

i

|

|
|
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METHODS OF-COMPUTATION

Return on Average Common Stock Equity

Rate of return is the ratio of net income less preferred
~

dividends to the average of beginning- and end-of-year common

equity.

Market-to-Book Ratio

Annual market-to-book ratios are annual averages of monthly

high and low market prices per share, adjusted for stock splits

and dividends, related'to the average of beginning'and end-of-year

book equity per share. Quarterly ratios are quarterly averages

of monthly 'righ and low market prices per share, adjusted for

stock splits and dividends, related to the prior year-end book

value for the first gaarter, the average of current and prior

year-end book values for the second and third quarte s, and the

curre.nt year-end book value for the fourth quarter.

Dividend Payout Ratios

Dividend payout ratios are the ratio of dividends per

share to earnings per share for the fiscal (or calendar) year,

adjusted for stock splits and dividend +:.

Dividend Yield

Annual dividend yields are the ratio of dividends per

share for the fiscal (or calendar) year to average market price

:- hare for the same period, adjusted for stock splits and

dividends. Quarterly dividend vields reflect annualized

quarterly dividends per share related to quarterly average
market prices per share.
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