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Q. PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND 1 

PRESENT POSITION. 2 

A. My name is John R. Hinton.  I am the Director of the Economic 3 

Research Division of the Public Staff of the North Carolina Utilities 4 

Commission, representing the using and consuming public.  My 5 

business address is 430 North Salisbury Street, Raleigh, North 6 

Carolina 27603.  My qualifications and experience are provided in 7 

Appendix A. 8 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS 9 

PROCEEDING? 10 

A. The purpose of my testimony in this proceeding is to present to the 11 

Commission my findings and recommendation regarding the cost of 12 

capital for rates and charges applicable to electric service in New 13 

River Light and Power Company (NRLP or Company). 14 
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Q. HOW IS YOUR TESTIMONY STRUCTURED? 1 

A. The remainder of my testimony is structured as follows: 2 

I. Introduction and Background; 3 

II. Present Financial Market Conditions 4 

III. Appropriate Capital Structure for Ratemaking 5 

IV. Cost of Long-Term Debt 6 

V. Cost of Common Equity 7 

VI. Impact of Changing Economic Conditions on 8 
Customers 9 

VII. Recommended Overall Cost of Capital 10 

VIII. Weather Normalization 11 

I. INTRODUCTION AND BACKGROUND 12 

Q. WHAT IS THE CURRENTLY APPROVED COST OF CAPITAL FOR 13 

NRLP? 14 

A. On May 1, 1997, the Commission approved 10.65% as the overall 15 

cost of capital in Docket No. E-34, Sub 32, the Company’s last 16 

general rate case.  The components of the Company’s currently 17 

approved cost of capital are shown below, along with the cost of 18 

capital components from the preceding case.  19 



 

4 
 

Docket No. E-34, Sub 32 1 

         Weighted 2 
  Item              Ratio% Cost Rate      Cost Rate 3 
  Long-Term Debt    6.42%   5.62%   0.36% 4 

Common Equity  93.58%  11.00% 10.29% 5 

  Total           100.00%    10.65% 6 

Q. WHAT IS THE COST OF CAPITAL REQUESTED BY THE 7 

COMPANY? 8 

A. According to page 14 of Company witness Randall E. Halley’s 9 

testimony, the Company is proposing an authorized overall return of 10 

6.97%.  The recommendation is based on a hypothetical 50% debt 11 

and 50% common equity capital structure, a 4.23% cost rate of long-12 

term debt, along with a recommended rate of return on common 13 

equity of 9.70%, as shown below: 14 

Docket No. E-34, Sub 46 15 

          Weighted 16 
  Item              Ratio% Cost Rate      Cost Rate 17 
  Long-Term Debt  50.00%   4.23%    2.12% 18 

Common Equity  50.00%   9.70%    4.85% 19 

  Total           100.00%      6.97% 20 

Q. WHAT IS YOUR RECOMMENDED COST OF CAPITAL FOR 21 

NRLP? 22 

A. I determined that 6.45% is an appropriate overall cost of capital.  This 23 

recommendation is based on a hypothetical capital structure 24 
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consisting of 50.00% common equity and 50.00% long-term debt.  I 1 

have incorporated a cost rate of long-term debt of 3.80% and a cost 2 

rate of common equity of 9.10%. 3 

Q. ARE THERE ANY LEGAL AND ECONOMIC GUIDELINES TO 4 

FOLLOW WHEN DETERMINING THE COST OF CAPITAL TO A 5 

PUBLIC UTILITY? 6 

A.  Yes.  The appropriate legal and economic guidelines are thoroughly 7 

addressed in the Commission’s July 23, 2015, Order on Remand in 8 

Dominion Energy North Carolina Power’s (DNCP’s) previous general 9 

rate case, Docket No. E-22, Sub 479.  Rather than repeat that 10 

discussion, I will summarize the two cases that established the basic 11 

principles for determining rate of return on equity (ROE).   12 

In Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 13 

(1944), the U.S. Supreme Court stated: 14 

[T]he return to the equity owner should be 15 
commensurate with returns on investments in other 16 
enterprises having corresponding risks.  That return, 17 
moreover, should be sufficient to assure confidence in 18 
the financial integrity of the enterprise, so as to 19 
maintain its credit and to attract capital.  20 

Id. at 603. 21 

In Bluefield Water Works & Improvement Co. v. Public Serv. Comm’n 22 

of West Virginia, 262 U.S. 679 (1923), the U. S. Supreme Court 23 

stated: 24 
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A public utility is entitled to such rates as will permit it 1 
to earn a return on the value of the property which it 2 
employs for the convenience of the public equal to that 3 
generally being made at the same time and in the same 4 
general part of the country on investments in other 5 
business undertakings which are attended by 6 
corresponding risks and uncertainties; but it has no 7 
constitutional right to profits such as are realized or 8 
anticipated in highly profitable enterprises or 9 
speculative ventures.  The return should be reasonably 10 
sufficient to assure confidence in the financial 11 
soundness of the utility and should be adequate, under 12 
efficient and economical management, to maintain and 13 
support its credit and enable it to raise the money 14 
necessary for the proper discharge of its public duties.  15 
A rate of return may be reasonable at one time and 16 
become too high or too low by changes affecting 17 
opportunities for investment, the money market and 18 
business conditions generally. 19 

Id. at 692-93. 20 

These two decisions recognize that utilities are competing for the 21 

capital of investors and provide legal guidelines as to how the 22 

allowed rate of return should be set.  The decisions specifically speak 23 

to the standards or criteria of capital attraction, financial integrity, and 24 

comparable earnings.  The Hope decision, in particular, recognizes 25 

that the cost of common equity is commensurate with risk relative to 26 

investments in other enterprises.  In competitive capital markets, the 27 

required return on common equity will be the expected return 28 

foregone by not investing in alternative investments of comparable 29 

risk.  For the utility to attract capital, possess financial integrity, and 30 

exhibit comparable earnings, the return allowed on a utility’s 31 

common equity should be that return required by investors for stocks 32 
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with comparable risk. 1 

It is widely recognized that a public utility should be allowed a rate of 2 

return on capital which, under prudent management, will allow the 3 

utility to meet the criteria or standards referenced by the Hope and 4 

Bluefield decisions.  If the allowed rate of return is set too high, 5 

consumers are burdened with excessive costs, current investors 6 

receive a windfall, and the utility has an incentive to overinvest.  If 7 

the return is set too low, and the utility is not able to attract capital on 8 

reasonable terms to invest in capital improvements for its service 9 

area, then its ability to meet its future service obligations may be 10 

impaired.  Because a public utility is capital intensive, the cost of 11 

capital is a very large part of its overall revenue requirement and is a 12 

crucial issue for a company and its ratepayers. 13 

Q. HOW DID YOU DETERMINE THE COST OF CAPITAL THAT YOU 14 

RECOMMEND IN THIS PROCEEDING? 15 

A. To determine the cost of capital, I performed a study consisting of 16 

three steps.  First, I determined the appropriate capital structure.  17 

Firms normally finance assets with a combination of debt capital and 18 

equity capital.  Because each form of capital has a different cost, 19 

especially after income tax considerations, the relative amounts of 20 

each form that are employed to finance the assets can have a 21 

significant influence on the overall cost of capital.  Second, I 22 
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determined the cost rates for both forms of financial capital.   Third, 1 

by combining the capital structure ratios with the associated cost 2 

rates, I calculated an overall weighted cost of capital. 3 

II. PRESENT FINANCIAL MARKET CONDITIONS 4 

Q. CAN YOU BRIEFLY DESCRIBE CURRENT FINANCIAL MARKET 5 

CONDITIONS? 6 

A. Yes.  The cost of debt capital is lower today relative to more inflationary 7 

periods of the past.  The continued low rates of inflation, and 8 

expectations of future low inflation rates, have contributed to lower 9 

interest rates as illustrated in the graph of Moody’s A-rated utility bond 10 

yields starting in 1997.  In addition, the second graph shows lower 11 

yields from 2012 for both the Moody’s bond yields, which are taxed, 12 

as well as the municipal bond yields, which are generally nontaxed, 13 

compiled by The Bond Buyer1.  14 

                                                 
1 Bond Buyer Index, Bond Reporter, North Carolina Department of State Treasurer, various 
issues from December 2012.  The yields reflect General Obligation municipal bonds that are 
rated Aa2 by Moody’s Investor Services. 
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Q. HOW DO THESE LOWER INTEREST RATES AFFECT THE 1 

FINANCING COSTS OF A COMPANY? 2 

A. In simple terms, the lower interest rates on borrowed funds combined 3 

with a relatively stable inflationary environment of today indicate that 4 

the cost have decreased for debt capital.  This finding is significant 5 

since utility stocks and utility cost of capital are highly interest rate-6 

sensitive relative to most industries within the securities markets.  7 

Over the last several years, there have been numerous articles that 8 

note how economists’ forecasts have been predicting actions by the 9 

Federal Reserve of higher interest rates2.  Given the difficulty in 10 

forecasting market conditions and the record of economists of late, I 11 

tend to temper my judgment with interest rate predictions by analysts 12 

while giving primary weight on current interest rates as reasonable 13 

predictors of future rates.  In that, I believe the bond prices that 14 

investors are willing to pay reflect investor expectations of future 15 

economic conditions and future interest rates. 16 

III. APPROPRIATE CAPITAL STRUCTURE FOR RATEMAKING 17 

Q. PLEASE EXPLAIN THE TERM “CAPITAL STRUCTURE” AND 18 

HOW THE CAPITAL STRUCTURE APPROVED FOR 19 

RATEMAKING PURPOSES AFFECTS RATES. 20 

                                                 
2 Jared Bernstein, “We Keep Flunking Forecasts on Interest Rates, Distorting the Budget 
Outlook,” The New York Times, February 23, 2015. 
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A. The typical electric power utility obtains external capital from investors 1 

by borrowing debt and issuing common equity.  The capital obtained 2 

from investors, in addition to retained earnings, is utilized to finance its 3 

assets.  The capital structure is simply a representation of how a 4 

utility's assets are financed.  It is the relative proportions or ratios of 5 

debt capital and equity capital to the total of these capital accounts.  A 6 

goal for ratemaking is to use a reasonable mix of debt and equity 7 

capital that allows the opportunity to attract capital and maintain the 8 

utilities financial integrity while also maintaining the cost of capital at 9 

the lowest reasonable overall rate that is fair to the utility investor and 10 

the utility rate payer.   11 

Q. FOR THE DETEMINATION OF THE COST OF CAPITAL COST, IS 12 

NRLP A TYPICAL ELECTRIC UTILITY? 13 

A. No. First, NRLP is a wholly-owned operation of Appalachian State 14 

University (ASU).  Second, very little of the Company’s assets are 15 

financed with debt capital.  According to its E-1 filing, the Company’s 16 

capital structure contains 14% debt and 86% common equity, which 17 

in my opinion is unreasonable.  While the goal of my investigation is 18 

to determine the cost of debt capital and opportunity cost equity capital 19 

for an electric utility that competes with other securities in the 20 

marketplace, it is incumbent to recognize the unique ownership aspect 21 

of this utility as compared to other investor-owned utilities (IOUs). 22 
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Q. IS THE REQUESTED CAPITAL STRUCTURE IDENTIFIED IN 1 

COMPANY WITNESS HALLEY’S TESTIMONY APPROPRIATE 2 

FOR RATEMAKING PURPOSES IN THIS PROCEEDING? 3 

A. Yes.  NRLP has requested the use of a 50% debt ratio and a 50% 4 

common equity ratio.  The reasonableness of this position is 5 

supported by the average3 of twenty-six Commission approved 6 

common equity ratios for distribution and vertically integrated electric 7 

utilities.  The approved equity ratios for 2017 electric distribution cases 8 

is 49.52% and the 50.00% median approved equity ratio; while the 9 

average vertically integrated equity ratio is 51.88% and the median 10 

ratio is 52.00% equity.  Given that NRLP has no generation assets, 11 

the equity ratios for rate cases involving distribution utilities of 50.00% 12 

is supportive of the proposed equity ratio for NRLP, as shown in Exhibit 13 

JRH-1. 14 

IV.   COST OF LONG-TERM DEBT 15 

Q. IS THE REQUESTED COST OF LONG-TERM DEBT 16 

APPROPRIATE FOR RATEMAKING PURPOSES IN THIS 17 

PROCEEDING? 18 

                                                 
3 Due to the inclusion of deferred taxes and other accounting credits, the average common 
equity ratio excludes public utilities commission decisions in Arkansas, Florida, Indiana, 
and Michigan jurisdictions.  Furthermore, the recommended ratio reflects fully litigated and 
settled cases from January 1, 2017 through December 7, 2017 for vertically integrated and 
distribution electric utilities and cases while excluding cases for limited issue riders and 
transmission services. 
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A. No.  NRLP has requested a cost rate of 4.23%, which is based on the 1 

approved cost of debt in the 2016 general rate case for Western 2 

Carolina University (WCU), Docket No. E-35, Sub 45.  The Company 3 

maintains it is a reasonable going forward cost of debt.  Company 4 

witness Halley acknowledges its embedded cost rate of debt is 2.52%, 5 

while noting that NRLP’s capital structure has very little debt at 14% 6 

of its total capitalization.   7 

Q. WHY IS THE RECOMMENDED 4.23% COST OF DEBT NOT 8 

APPROPRIATE? 9 

A. The cost rate of debt approved in the WCU case was a stipulated 10 

issue. Given that I was involved in the previous cited WCU general 11 

rate case, I am aware that there were different positions by the parties 12 

with regard to the appropriate cost of long-term debt.  The cost rate 13 

for debt as well as the cost rate for common equity agreed upon by 14 

the Public Staff in that case reflected a settlement position that was 15 

made in consideration of certain factors and, in my opinion, are not 16 

relevant to this proceeding.   17 

As such, it is questionable whether one should apply any weight to the 18 

Company’s reliance on WCU’s cost rate for debt.  The income from 19 

municipal bonds issued by ASU is untaxed.  Given that interest 20 

income with IOU long-term debt is taxed, a similar question exists how 21 

much weight should be afforded to recent cost rates for long-term debt 22 
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of other electric utilities identified in the Commission’s June 2016 1 

edition of its “Quarterly Review.”  Financial textbooks4 cite the below 2 

formula which enables investors to compare the promised yield on a 3 

municipal bond to a yield on a taxable bond: 4 

  Equivalent taxable yield    =   (Municipal bond yield) 5 
                                                 (1-Marginal tax rate)   6 

Q. WHAT IS YOUR RECOMMEDED COST OF LONG-TERM DEBT? 7 

A. Given that NRLP is an operating unit of ASU, I believe that a 8 

reasonable estimate of the current cost of long-term debt is 9 

represented by the 20-year general obligation bond index as 10 

published in the Bond Buyer Index.  The municipal bonds in this index 11 

are rated Aa2 by Moody’s Investor Services, which is close to the Aa3 12 

rating for ASU, as shown in Exhibit JRH-2.  In an effort to determine 13 

the current cost of debt along with a hypothetical capital structure, I 14 

recommend a 13-week average calculation of September 7, 2017 15 

through November 30, 2017 producing a 3.58% cost of debt, as 16 

shown in Exhibit JRH-3.  I believe this is a reasonable proxy for the 17 

cost rate of long-term debt for NRLP and it is appropriate for this 18 

proceeding.    19 

                                                 
4  Fabozzi, Frank J. and T. Dessa Fabozzi, The Handbook of Fixed Income Securities, 4th 
ed., Burr Ridge, Ill: Irwin Publishing, 1995, p. 176. 
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V.   COST OF COMMON EQUITY 1 

Q. HOW DID YOU DETERMINE THE COST OF COMMON EQUITY? 2 

A. Even though NRLP does not have to compete in the equity market 3 

with other comparable risk utility and non-utility companies, I believe 4 

it is appropriate to determine the cost rate of common equity as if 5 

NRLP had to obtain external capital from the market place.  As such, 6 

I used the Discounted Cash Flow (DCF) model, the Regression 7 

Analysis of Allowed Returns on Equity for electric utilities to determine 8 

the appropriate cost of common equity.   9 

Because the cost of capital results from the use of a Capital Asset 10 

Pricing model (CAPM) continue to be unreasonably low, in part due to 11 

the monetary policies of the Federal Reserve, I do not support the use 12 

of the model at this time.  I also do not support the use of the 13 

Comparable Earnings method for this proceeding.  The current level 14 

of earned returns for many electric utilities is above their regulated 15 

returns on equity.  It is believed that these above average earnings 16 

are partially due to the unregulated operations of many IOUs.  17 

Because NRLP has little, if any, unregulated operations, the Company 18 

represents a pure-play electric utility.  It is common place that IOUs 19 

have unregulated operations or own all or portions of subsidiary 20 

companies that often carry higher risks and often generate higher 21 

earnings.  As such, it becomes increasing difficult to find comparable 22 
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earnings for an electric utility whose revenues are a 100% from 1 

regulated operations when the Value Line Investment Survey (Value 2 

Line) universe of electric utility companies are involved in diverse and 3 

unregulated activities that may be unrelated to the delivery of electric 4 

service.  In addition, given that the Company is wholly-owned by a 5 

state supported university there is an inherent reduction in risk that is 6 

difficult to quantify.  Thereby, the use of the comparable earning 7 

approach to estimate the cost of common equity for NRLP is 8 

questionable without making adjustments to the method that could be 9 

seen as arbitrary and unsubstantiated.   10 

Q. WOULD YOU PLEASE DESCRIBE THE DCF MODEL? 11 

A. The Discounted Cash Flow model is a method of evaluating the 12 

expected cash flows from an investment by giving appropriate 13 

consideration to the time value of money.  Theory dictates that the 14 

price of the investment will equal the discounted cash flows of 15 

returns.  The return to an equity investor comes in the form of 16 

expected future dividends and price appreciation.  However, as the 17 

new price will again be the sum of the discounted cash flows, price 18 

appreciation can be ignored and attention focused on the expected 19 

stream of dividends.  Mathematically, this relationship may be 20 

expressed as follows:  21 
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Let D1 = expected dividends per share over the next twelve 1 

months; 2 

g = expected growth rate of dividends; 3 

k = cost of equity capital; and 4 

P = price of stock or present value of the future income    5 

stream. 6 

 Then, 7 

                                   D1  +  D1(1+g) + D1(1+g)2  +...+ D1(1+g)t-1  8 
                P =   ───     ────       ────            ────   9 
                                 1+k       (1+k)2       (1+k)3             (1+k)t     10 

This equation represents the amount an investor would be willing to 11 

pay for a share of common equity with a dividend stream over the 12 

future periods.  Using the formula for a sum of an infinite geometric 13 

series, this equation may be reduced to: 14 

                         D1 15 
                                                    P  =   ──   16 
                     k-g 17 
 18 
      Solving for K yields the DCF equation: 19 
 20 
                      D1  21 
                                               K  =   ── + g 22 

                      P 23 

Therefore, the rate of return on equity capital required by investors 24 

is the sum of the dividend yield (D1/P) plus the expected long-term 25 

growth rate in dividends (g).  26 
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Q. HOW DID YOU IDENTIFY A GROUP OF COMPANIES 1 

COMPARABLE IN RISK TO NRLP? 2 

A. While no two companies are exactly alike, I have identified 3 

companies that exhibit investment-related risk measures common 4 

with the electric utility industry.  I started with over 1,700 companies 5 

analyzed in Value Line that are traded in domestic stock exchanges. 6 

From this initial group, I selected electric utility companies with Safety 7 

Ranks of “2” or less, beta coefficients of 0.75 or less, and Price 8 

Stability Ranks of 0.95 or higher.  These screens produced a group 9 

of 23 utility companies.  I then screened the remaining companies 10 

that had an S&P Corporate Bond Rating below BBB+ which removed 11 

four additional companies and above.  Furthermore, I eliminated 12 

companies that Value Line had reported to be involved in mergers 13 

with other utility companies and companies that had cut their 14 

dividends during the last ten years, which removed two additional 15 

companies.  The risk measures for the comparable group of electric 16 

utility companies is shown in Exhibit JRH-4. 17 

Q. HOW DID YOU DETERMINE THE DIVIDEND YIELD COMPONENT 18 

OF THE DCF? 19 

A. I calculated the dividend yield by using the Value Line estimate of 20 

dividends to be declared over the next 12 months divided by the price 21 

of the stock as reported in the Value Line Summary and Index 22 
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sections for each week of the 13-week period from September 15, 1 

2016, through December 8, 2017.  The averaging period tends to 2 

smooth out short-term variations in the share prices and yields.  This 3 

process resulted in an average dividend yield of 3.4% for my 4 

comparable group. 5 

Q. HOW DID YOU DETERMINE THE EXPECTED GROWTH RATE 6 

COMPONENT OF THE DCF? 7 

A. It is reasonable to assume that investors develop their expected 8 

long-term growth in dividends by examining actual, known past 9 

performance and stock analysts’ forecasts.  I have reviewed 10 

historical growth rates and forecasted growth rates to determine an 11 

expected growth rate. 12 

First, I employed the growth rates of the comparable group in 13 

earnings per share (EPS), dividends per share (DPS), and book 14 

value per share (BPS) as reported in Value Line over the past five to 15 

ten years.  Value Line applies a smoothing process in an attempt to 16 

avoid the distortion that may be associated with choosing an 17 

unrepresentative high or low beginning or ending point. 18 

Second, I employed the forecasts of growth rates of the comparable 19 

group in EPS, DPS, and BPS as also reported in Value Line.  These 20 

forecasts are prepared by analysts of an independent advisory 21 

service.  This service is widely available to investors and should also 22 
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provide an estimate of investor expectations.  Third, I incorporated 1 

the consensus of various analysts’ five year earnings forecasts of 2 

EPS growth rates as published by the Yahoo Finance website.  3 

In Exhibit JRH-5, I have presented the dividend yields and various 4 

growth rates as described above for the comparable group.  That 5 

exhibit also shows the  estimated cost rates for common equity. 6 

Q. WHAT IS YOUR CONCLUSION OF THE COST OF COMMON 7 

EQUITY BASED ON THE DCF METHOD? 8 

A. Based upon the DCF method and giving primary weight to the DCF 9 

results that rely on the predicted growth rates of EPS and DPS, I 10 

determined that the cost of common equity is within the range of 11 

8.60% to 9.20%.  This range is based on a dividend yield of 3.4% 12 

and an expected growth rate of 5.2% to 5.8%. 13 

Q. PLEASE DESCRIBE THE REGRESSION ANALYSIS METHOD 14 

YOU APPLIED TO ELECTRIC UTILITY RATE CASE DECISIONS. 15 

A. I used a regression analysis to analyze the relationship between 16 

allowed returns on equity for electric utilities and Moody’s index yields 17 

for A-rated utility bonds. This is a form of risk premium analysis.  I first 18 

presented a similar method (developed by Federal Energy Regulatory 19 

Commission staff) to this Commission in DNCP’s 1993 rate case, 20 

Docket No. E-22, Sub 333.  In determining rate of return on equity in 21 
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the 1993 proceeding, the Commission placed slightly greater weight 1 

and emphasis on the risk premium approach than the constant growth 2 

DCF results.  3 

Q. PLEASE CONTINUE.  4 

A. This variation of the risk premium model is distinct in that it attempts 5 

to quantify the risk premium that equity investors require to invest in a 6 

utility’s stock instead of its bonds. The regression analysis 7 

incorporates the annual average allowed returns on equity5 for electric 8 

utilities as the dependent variable and the average “A” rated Moody’s 9 

bond yield as the independent variable.  The use of utility bond yields 10 

is preferred to the use of US treasury yields so as to focus on the 11 

added risk premium associated with an investment in electric utility 12 

stocks over a lower risk investment in utility bonds.  The R squared 13 

value from this analysis shows a strong correlation between the 14 

utilities’ allowed returns on equity and the bond yields.  Page 1 of 15 

Exhibit JRH-6 presents the allowed ROEs and public utility yield data, 16 

while page 2 presents the results of the regression analysis that 17 

provides an estimate of the current cost of common equity.  18 

                                                 
5  Because the Virginia State Corporation Commission’s incentive regulation provides a 100 
to 200 basis point premium above capital market requirements for certain utility investments, 
I have excluded those cases. 



 

22 
 

Q. WHAT DID YOU CONCLUDE FROM YOUR REGRESSION 1 

ANALYSIS OF ALLOWED EQUITY RETURNS? 2 

A. The regression equation quantifies the historical relationship (1988-3 

2017) of allowed returns and yields on Moody’s public utility bonds.  4 

I applied this historical relationship to a recent six-month average 5 

bond yield to generate a predicted estimate for the current cost of 6 

equity of 9.48%, as shown on page 2 of Exhibit JRH-6.  7 

Q. WILL YOU SUMMARIZE YOUR CONCLUSIONS ON THE COST 8 

OF EQUITY FOR NRLP? 9 

A. Yes.  I employed the DCF method on a comparable risk group of 10 

electric utilities and determined that a reasonable range is 8.60% to 11 

9.20%.  The Regression Analysis of Allowed ROEs method provided 12 

a single estimate of 9.48%.  In my judgment, a reasonable cost of 13 

equity for NRLP is 9.10%, which is the average of the three 14 

estimates, as shown in Exhibit JRH-7.   15 

VI. IMPACT OF CHANGING ECONOMIC CONDITIONS ON 16 
CUSTOMERS 17 

Q. TO WHAT EXTENT DOES YOUR RECOMMENDED RATE OF 18 

RETURN ON EQUITY TAKE INTO CONSIDERATION THE IMPACT 19 

OF CHANGING ECONOMIC CONDITIONS ON THE NRLP 20 

CUSTOMERS? 21 
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A. The determination of the rate of return for purposes of compensating 1 

investors must be based on the requirements of capital markets.  2 

However, as noted by the North Carolina Supreme Court in recent 3 

decisions, it is also necessary to consider the impact of changing 4 

economic conditions on consumers when determining the ROE.   5 

In this case, I have made no quantitative adjustment to my 6 

recommended rate of return to reflect the impact of economic 7 

conditions on customers.  Rather, it is a qualitative consideration in 8 

my review.  It should further be noted that under North Carolina law 9 

the rate of return on common equity should be set as low as possible 10 

without impairing the Company’s reasonable access to capital, as set 11 

forth in the Hope and Bluefield cases discussed previously. 12 

I am aware of no clear numerical basis for quantifying the impact of 13 

changing economic conditions on customers in determining an 14 

appropriate rate of return on equity in setting rates for a public utility.  15 

Rather, the impact of changing economic conditions nationwide is 16 

inherent in the analytical methods and data I used to determine the 17 

cost of equity for utilities that are comparable in risk to NRLP.   18 

I have also considered the impact of changing economic conditions 19 

on customers from two other perspectives.  First, I reviewed the 20 

transcript from the public hearing in this proceeding.  Second, I 21 

reviewed recent economic data applicable to the Town of Boone, 22 
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North Carolina and Watauga County. 1 

No NRLP customers submitted written statements or testified at the 2 

October 24, 2017, public hearing regarding questions or concerns 3 

with the proposed rate increase.  With regard to economic data for 4 

North Carolina and the Company’s service area, I have had 5 

discussions with the Boone Chamber of Commerce.  Additionally, I 6 

have reviewed county-wide data on total personal income and 7 

income per capita for the years 2009 through 2016 as compiled by 8 

the Bureau of Economic Analysis (BEA)6; data compiled by the North 9 

Carolina Department of Commerce; and data compiled by City-10 

Data.com7.  All of the information gathered indicates that the average 11 

level of per-capita income in Boone is significantly lower than the 12 

State of North Carolina as a whole.  The BEA data indicates that 13 

since 2009 the per-capita income for Watauga County observed is 14 

18% to 22% lower than the State as a whole.  According to the 15 

County Profiles8 published by the North Carolina Department of 16 

Commerce, the June 2017 unemployment rate for Watauga County 17 

is 4.5%, which is better that the 5.1% statewide unemployment rate.  18 

Given that Boone has a higher percentage of workers in the food and 19 

service industry it is not unexpected that the unemployment rate 20 

would be relatively low; however, this positive indicator is somewhat 21 

                                                 
6 https://www.bea.gov/regional/ 
7 http://www.city-data.com/city/Boone-North-Carolina.html 
8 https://www.nccommerce.com/lead/ 
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offset with the significantly lower per-capital income for the Watauga 1 

County.  Unfortunately, there is limited data on the per-capita income 2 

for Boone.  The City-Data website does not stand behind the 3 

accuracy of the data; however, the survey results are supportive of 4 

the lower per-income data of the County.  Furthermore, it is believed 5 

that the distribution of the per-capita incomes is skewed due to high 6 

student population in Boone.  7 

While the ability of customers to afford the increase in NRLP rates is, 8 

arguably, more difficult than normally observed in general rate cases 9 

before the Commission, the fact that the existing residential rates for 10 

Blue Ridge Electric Membership Corporation (BREMCO), whose 11 

service area completely surrounds NRLP, are somewhat higher with 12 

a $24.17 base charge, and high summer energy charges of 10.27 13 

cents per kWh and high winter charges of  9.93 cents per kWh, 14 

provides an indication that NRLP’s customers can afford the 15 

proposed rate increases.  16 

VII. RECOMMENDED OVERALL COST OF CAPITAL 17 

Q. WHAT IS YOUR RECOMMENDED OVERALL RATE OF RETURN? 18 

A. I recommend an overall cost of capital of 6.45% as shown in Exhibit 19 

JRH-8.  This overall cost of capital is comprised of a hypothetical 20 

capital structure comprised of 50% debt capital and 50% equity 21 

capital,  a 3.80% cost rate for long-term debt, and a 9.10% cost rate 22 
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of return on common equity cost rate.  For reasons previously 1 

discussed, I have not adjusted this recommended rate of return on 2 

common equity either up or down for the impact on consumers of 3 

changing economic conditions.  However, because of the lower 4 

income levels in Boone, I want to stress that the Commission adopt 5 

the lowest reasonable cost of equity that is fair to the Company and 6 

the ratepayer.  7 

Q. DID YOU PERFORM ANY TESTS OF REASONABLENESS WITH 8 

YOUR RECOMMENDED RATE OF RETURN ON EQUITY AND 9 

OVERALL COST OF CAPITAL? 10 

A. Yes.  Based on the recommended capital structure and cost rates, 11 

the pre-tax times interest coverage ratio (TIER) is 3.4 times.  The 12 

ultimate decision on rate of return must result in rates that are as low 13 

as constitutionally possible, while still allowing the Company to 14 

maintain its financial integrity and meet its service obligations.  In my 15 

opinion, a pre-tax rating of 3.4 is associated with a financially sound 16 

utility, especially for a pure-play utility that is owned by ASU. 17 

VIII. WEATHER NORMALIZATION 18 

Q. PLEASE EXPLAIN YOUR WEATHER NORMALIZATION 19 

ADJUSTMENT. 20 

A. Because of the large impact weather on electricity sales, the NCUC 21 
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typically supports the use of weather normalized test year energy 1 

sales as a basis in setting rate increases.  Likewise, utilities and 2 

financial analysts often find it useful to quantify the excess or loss of 3 

energy sales generated by unusual weather.   In this investigation, I 4 

employed ordinary least squares regression method to analyze the 5 

impact of weather on residential electricity sales during the test year.  6 

The model normalizes NRLP’s electricity sales per customer to 7 

weighted9 cooling degree days and heating degree days.  In that, I 8 

defined average weather for Boone, NC over the thirty years from 9 

1981 to 2010.  Because of the relatively mild temperatures during the 10 

winter months of 2016, the impact of my adjustment is to increase 11 

test year energy sales by 1,431,331 kWh.  The adjustment is shown 12 

in Exhibit JRH-9. 13 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 14 

A. Yes it does.  15 

                                                 
9 The weighted of weather data is performed to better match monthly weather data to the 
billing cycles for residential customers.   



 

APPENDIX A 

QUALIFICATIONS AND EXPERIENCE 

JOHN ROBERT HINTON 

I received a Bachelor of Science degree in Economics from the University of 

North Carolina at Wilmington in 1980 and a Master of Economics degree from North 

Carolina State University in 1983.  Since joining the Public Staff in May of 1985, I 

have filed testimony on the long-range electrical forecast in Docket No. E-100, Sub 

50.  In 1986, 1989, and 1992, I developed the long range forecasts of peak demand 

for electricity in North Carolina.  I filed testimony on electricity weather normalization 

in Docket Nos. E-7, Sub 620, E-2, Sub 833, and E-7, Sub 989.  I filed testimony on 

customer growth and the level of funding for nuclear decommissioning costs in 

Docket No. E-2, Sub 1023.  I filed testimony on the level of funding for nuclear 

decommissioning costs in Docket No. E-7, Sub 1026.  I have reviewed numerous 

peak demand and energy sales forecasts and the resource expansion plans filed in 

electric utilities’ annual Integrated Resource Plans (IRPs).  I have filed testimony on 

the IRPs filed in Docket No. E-100, Subs 114 and 125. 

I have been the lead analyst for the Public Staff in numerous avoided cost 

proceedings.  I have filed testimony on the avoided cost of electricity in Docket No. 

E-100, Subs 106, 136, 140 and 148; and I have filed a Statement of Position in the 

arbitration case involving EPCOR and Progress Energy Carolinas in Docket No. E-

2, Sub 966 and I have filed avoided cost testimony in Docket No. E-7, Sub 1032, 

Docket E-7, Sub 1130, and Docket No. E-2, Sub 1145. 



 I have filed testimony on the issuance of certificates of public convenience 

and necessity (CPCN) in Docket Nos. E-2, Sub 669, SP-132, Sub 0, E-7, Sub 790,  

Docket  Nos. E-7, Sub 790, Sub 791, 832, and 1145. 

 I have filed testimony on the issue of fair rate of return in Docket Nos. E-22, 

Sub 333; E-22, Sub 412; P-26, Sub 93; P-12, Sub 89; G-21, Sub 293; P-31, Sub 

125; G-5, Sub 327; G-5, Sub 386; G-9, Sub 351; P-100, Sub 133b; ; P-100, Sub 

133d (1997 and 2002); G-21, Sub 442; W-778, Sub 31; and W-218, Sub 319.  I have 

filed affidavits in several smaller water utility rate cases. 

 I have filed testimony on the hedging of natural gas prices in Docket Nos. E-

2, Sub 1001 and E-2, Sub 1018.  I have filed testimony on the expansion of natural 

gas in Docket Nos. G-5, Sub 337 and G-5, Sub 372.  I performed the financial 

analysis in the two audit reports on Mid South Water Systems, Inc., Docket No. W-

100, Sub 21.  I testified in the application to transfer of the CPCN from North Topsail 

Water and Sewer, Inc. to Utilities, Inc., in Docket No. W-754, Sub 19.  I have filed 

testimony on weather normalization of water sales in Docket No. W-274, Sub 160. 

 With regard to the 1996 Safe Drinking Water Act, I was a member of the 

Small Systems Working Group that reported to the National Drinking Water Advisory 

Council of the U.S. Environmental Protection Agency (EPA).  I have published an 

article in the National Regulatory Research Institute’s (NRRI’s) Quarterly Bulletin 

entitled Evaluating Water Utility Financial Capacity. 
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