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A Public Utility Holding Company

Return on Equity is the investors’ 

current opportunity cost of 

investing in the equity of a utility. 

(Source: NARUC “The Interface between Utility Regulation and Financial Markets”, by Branko 

Terzic, November 5, 2018. This is a citation to “Regulatory Finance: Utilities’ Cost of Capital”, by 

Rodger A. Morin.)

Authorized Return on Equity - Background
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A Public Utility Holding Company

Cost of Equity is the 

investors’ current 

opportunity cost of 

investing in any equity 

security of similar risk. 

(Source: Steve Kihm’s Presentation in this course.)

Authorized Return on Equity - Background
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A Public Utility Holding Company

• The Supreme Court said:
“The return should be reasonably sufficient to 
assure confidence in the financial soundness of 
the utility and should be adequate, under efficient 
and economical management, to maintain and 
support the credit and enable it to raise the 
money necessary for the proper discharge of its 
public duties. A rate of return may be reasonable at 
one time and become too high or too low by 
changes affecting opportunities for investment, the 
money market, and business conditions generally.” 

• Bluefield Water Works & 

Improvement Company v. 

Public Service Commission 

of West Virginia
(262 U.S. 679, 693 (1923))

Authorized Return on Equity - Background
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A Public Utility Holding Company

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

• Federal Power Commission 

v. Hope Natural Gas 

Company
(320 U.S. 591, 603 (1944))

Authorized Return on Equity - Background
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A Public Utility Holding Company

Models are based on the “Efficient 

Market Hypothesis” which postulates all 

relevant and knowable information is 

included in the price of a stock.

 1) Discounted Cash Flow Models

 2) Capital Asset Pricing Models

 3) Risk Premium Models

Authorized Return on Equity - Estimation

(Source: NARUC “The Interface between Utility Regulation and Financial 
Markets”, by Branko Terzic, November 5, 2018. Appendix A)
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A Public Utility Holding Company

Discounted Cash Flow Models (“DCF”) are 

based on the “dividend discount model” of 

financial theory where the value (price) of a 

security is the discounted present value of all 

future cash flows. The DCF method inputs 

stock price and future dividends and solves for 

the discount.

Authorized Return on Equity - Estimation

(Source: NARUC “The Interface between Utility Regulation and Financial 
Markets”, by Branko Terzic, November 5, 2018. Appendix A)
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A Public Utility Holding CompanyAuthorized Return on Equity - Estimation

(Source: Berkshire Hathaway Annual Letter to Shareholders for 2005 page 
17)

“The explanation of how this is happening begins with a fundamental truth: With unimportant exceptions, 
such as bankruptcies in which some of a company’s losses are borne by creditors, the most that owners in 
aggregate can earn between now and Judgment Day is what their businesses in aggregate earn (emphasis 
added). True, by buying and selling that is clever or lucky, investor A may take more than his share of the pie at 
the expense of investor B.  And, yes, all investors feel richer when stocks soar.  But an owner can exit only by 
having someone take his place.  If one investor sells high, another must buy high.  For owners as a whole, there 
is simply no magic – no shower of money from outer space – that will enable them to extract wealth from their 
companies beyond that created by the companies themselves.”
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A Public Utility Holding Company

Capital Asset Pricing Models 

(“CAPM”) describe the 

relationship between a security’s 

investment risk and its market 

rate of return to estimate a 

return comparable with market 

returns by securities that have 

similar risk.

Authorized Return on Equity - Estimation

(Source: NARUC “The Interface between Utility Regulation and Financial 
Markets”, by Branko Terzic, November 5, 2018. Appendix A)
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A Public Utility Holding Company

Traditional CAPM

Authorized Return on Equity - Estimation

Fama/French Three Factor CAPM

OR

Source: Fama, Eugene F. and French, Kenneth R., The Capital Asset Pricing 
Model: Theory and Evidence (August 2003). Available at
SSRN: https://ssrn.com/abstract=440920

https://ssrn.com/abstract=440920
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A Public Utility Holding Company

Risk Premium Models (“RPM”) 

Are based on the proposition 

than common stocks are more 

risky than debt and that cost of 

equity is the cost of debt plus a 

risk premium.

Authorized Return on Equity - Estimation

(Source: NARUC “Cost of Capital and Capital Markets: A Primer for Utility 
Regulators , by John D. Quackenbush, December 2019)



Newfoundland Power – Case Study
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Newfoundland Power (“NP”) requested an average increase in customer rates of 
approximately 5.5% effective July 1, 2025, to recover its 2025 and 2026 revenue 
requirements on December 12, 2023. Based on a requested ROE of 9.85%..

Source: NP Application, Section 1, Page 1-4, Lines 3 
and 4 and Page 3-1, Line 14



Newfoundland Power – DCF Model
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Source: NP Cost of Capital Report, Pages 29, 31, and 
32.

Step 1: Select a Proxy Group for DCF Model

Presenter
Presentation Notes
The first proxy group is comprised of
8 publicly-traded, regulated Canadian electric and natural gas utility companies. Recognizing there
9 are few publicly-traded companies in the utility sector in Canada, the only screening criterion
10 was an investment grade credit rating, which all companies in the sector have. Fortis Inc. has
11 been excluded from the Canadian proxy group because it is the parent company of Newfoundland
12 Power

The second proxy group is comprised of U.S. electric utility companies that would be considered
7 by investors as generally comparable in risk to Newfoundland Power. To obtain companies of
8 like-risk, we applied a number of screens to develop a group of companies that is primarily
9 engaged in the provision of regulated electric utility service. Starting with the 36 domestic
10 companies Value Line classifies as Electric Utilities, we further screened for companies that meet
11 the following criteria:
12 a) Credit ratings of at least BBB+ from S&P or Baa1 from Moody’s;
13 b) Consistently pay quarterly cash dividends that have not been reduced in the previous
14 two years;
c) Positive earnings growth rate projections 1 from at least two sources;
2 d) At least 70 percent of operating income derived from regulated operations in the period
3 from 2020-2022;
4 e) At least 80 percent of regulated operating income derived from electric utility service
5 in the period from 2020-2022; and
6 f) Not involved in a merger or other significant transformative transaction during the
7 evaluation period.
The third proxy group is comprised of the four Canadian investor-1 owned utilities that are
2 primarily engaged in the provision of electricity (Algonquin Power & Utilities Corp., Canadian
3 Utilities Limited, Emera Inc. and Hydro One Ltd) plus all ten U.S. electric utilities in Figure 21.
4 This group is referred to as the North American Electric proxy group.



Newfoundland Power – DCF Model
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Source: NP Cost of Capital Report, Exhibit JMC-4, Page 
3 of 3.

Step 2: Calculate Single Stage DCF for Proxies

Presenter
Presentation Notes
Discuss Analyst growth rates and impacts on the DCF outcomes.



Newfoundland Power – DCF Model
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Source: NP Cost of Capital Report, Page 40

Step 4: Determine Nominal GDP Forecast for 
Multistage DCF Model 

Presenter
Presentation Notes
Nominal GDP growth rates for the proxy groups were developed using data for each country as
9 reported by Consensus Economics, Inc. for the period from 2029-2033. These forecasts are based
10 on real (constant dollar) growth rates and estimates for inflation. The inflation estimate was
11 applied to the estimate of real GDP growth to develop the nominal (post-inflation) GDP growth
12 rate. The estimates of nominal GDP growth are summarized in Figure 23.



Newfoundland Power – DCF Model
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Source: NP Cost of Capital Report, Exhibit JMC-5, Page 
3 of 3.

Step 4: Calculate Multi- Stage DCF for Proxies

Presenter
Presentation Notes
Point out growth rates and GDP



Newfoundland Power – DCF Model
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Source: NP Cost of Capital Report, Page 41

Step 5: Compare DCF Model Results

Presenter
Presentation Notes
Point out growth rates and GDP



Newfoundland Power – CAPM Model
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Source: NP Cost of Capital Report, Page 43

Step 1: Calculate the Risk-Free Rate

Presenter
Presentation Notes
Consensus Forecasts by Consensus Economics Inc., Survey Date April 11, 2023, at 28 and 3.
Historical spreads were calculated using daily bond yields for the 10-year period from September 1,
2013, and August 31, 2023. All values are rounded to two decimal places.



Newfoundland Power – CAPM Model
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Source: NP Cost of Capital Report, Page 44

Step 2: Select Beta Coefficients for the Model

Presenter
Presentation Notes
Value Line reports adjusted betas to compensate
10 for the tendency of beta to revert toward the market average of 1.0 over time, and we have used
11 adjusted betas from Bloomberg over a five-year period for consistency.



Newfoundland Power – CAPM Model
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Source: NP Cost of Capital Report, Page 46 and Exhibit 
JMC-7, Page 11 of 11.

Step 3: Calculate Market Risk Premium Estimates

Presenter
Presentation Notes
The historical MRP is based on the arithmetic mean of the equity
6 market returns over the income-only return on long-term government bonds, based on data from
7 Kroll (formerly Duff & Phelps) since 1919 in Canada and since 1926 in the U.S..
 Notes:
[1] Equals sum of Column [11]
[2] Equals [1] x (1 + 0.5 x [3])
[3] Equals sum of Column [12]
[4] Equals [2] + [3]
[5] Source: Bloomberg Finance L.P., as of August 31, 2023
[6] Source: Bloomberg Finance L.P., as of August 31, 2023
[7] Equals Column [5] x Column [6]. Excludes non-dividend paying companies and companies with no long-term growth estimates.
[8] Equals weight in index based on market capitalization. Excludes non-dividend paying companies and companies with no long-term growth estimates.
[9] Source: Bloomberg Finance L.P., as of August 31, 2023
[10] Source: Bloomberg Finance L.P., as of August 31, 2023
[11] Equals Column [8] x Column [9]
[12] Equals Column [8] x Column [10]
[13] Source: Equals average long-term Consensus Forecast of 10-year government bond yields for the period 2024-2026 as of April 11, 2023 (pp. 3, 28),
plus the average spread between 10- and 30-year bond for the past 10 years.
[14] Equals Column [4] - Column [13]



Newfoundland Power – CAPM Model
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Source: NP Cost of Capital Report, JMC-8.1, Page 2 of 2

Step 4: Calculate the CAPM Model for the Proxy Group

Presenter
Presentation Notes
Notes:
[1] Source: Bloomberg Professional as of August 31, 2023; weekly changes in equity stock price against SPX index (U.S.) or SPTSX (Canada) Index for the past five years
[2] Source: Value Line as of August 31, 2023
[3] Equals mean of [1] and [2]
[4] Source: Equals average long-term Consensus Forecast of 10-year government bond yields for the period 2024-2026 as of April 11, 2023 (pp. 3, 28),
plus the average spread between 10- and 30-year bond for the past 10 years.
[5] Source: Average of Bloomberg TSX total return less [4] as of June 30, 2023, the Bloomberg S&P 500 total return less [4] as of August 31, 2023,
the 1919-2022 Canada historical risk premium of 5.62%, and the US historical risk premium of 7.17%, as sourced by Duff and Phelps
[6] Equals [4] + ([3] x [5])
[7] The Board allows 50 bps for flotation costs and financial flexibility.
[8] Equals [6] + [7]



Newfoundland Power – CAPM Model
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Source: NP Cost of Capital Report, Page 47

Step 5: Compare CAPM Model Results

Presenter
Presentation Notes
The results of the CAPM analysis, including an adjustment for flotation costs and financial
3 flexibility, are provided in Figure 29 and in Exhibit JMC-8.



Newfoundland Power – Risk Premium Model
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Source: NP Cost of Capital Report, Page 49

Step 1: Calculate the relationship between historically authorized ROEs and Long-
Term US Treasury Bond Yields.

Presenter
Presentation Notes
Data regarding allowed ROEs were derived from 717 integrated electric u 1 tility company rate
2 cases in the U.S. from January 1992 through August 31, 2023, as reported by Regulatory Research
3 Associates.



Newfoundland Power – Risk Premium Model
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Source: NP Cost of Capital Report, Page 50

Step 2: Use Line Estimate with US Treasury Yield forecasts to derive RPM results

Presenter
Presentation Notes
Data regarding allowed ROEs were derived from 717 integrated electric u 1 tility company rate
2 cases in the U.S. from January 1992 through August 31, 2023, as reported by Regulatory Research
3 Associates.



Newfoundland Power – ROE Recommendation
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Source: NP Cost of Capital Report, Page 85 and 86

NP requested an ROE of 9.85%

Presenter
Presentation Notes
Data regarding allowed ROEs were derived from 717 integrated electric u 1 tility company rate
2 cases in the U.S. from January 1992 through August 31, 2023, as reported by Regulatory Research
3 Associates.



Office of the Consumer Advocate – NP Case Study
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The Office of the Consumer Advocate of Newfoundland and Labrador (“OCA”) 
intervened in NP’s 2025/2026 general rate case proceeding. On April 14, 2024, the 
OCA filed testimony recommending an ROE of 7.70%.

Source: OCA Finance Expert Witness Testimony, 
Appendix E, Page 14



Newfoundland Power – OCA DCF Model
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Source: OCA Finance Expert Witness Testimony, 
Schedule 13 and Appendix A.

Step 1: Select a Proxy Group for DCF Model

Presenter
Presentation Notes
Witness used NP’s proxy group with the addition of Southern Company and Allete Inc.



Newfoundland Power – OCA DCF Model

Regulatory Reserves Network 30
Source: OCA Finance Expert Witness Testimony, 
Schedule 13.

Step 2: Calculate DCF for Proxies

Presenter
Presentation Notes
Discuss Analyst growth rates and impacts on the DCF outcomes.



Newfoundland Power – OCA DCF Model
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Source: OCA Finance Expert Witness Testimony, page 
72 and Appendix D, Page 12

Step 3: Determine DCF Model Results

Presenter
Presentation Notes
Point out growth rates and GDP



Newfoundland Power – OCA CAPM Model
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Source: OCA Finance Expert Witness Testimony, 
Appendix E, Page 14

Step 1: Calculate the Risk-Free Rate

The OCA witness utilized a 3.8% long-
term bond yield as a minimum and the 
RBC forecast was lower than this 
estimate through 2025.

Presenter
Presentation Notes
Consensus Forecasts by Consensus Economics Inc., Survey Date April 11, 2023, at 28 and 3.
Historical spreads were calculated using daily bond yields for the 10-year period from September 1,
2013, and August 31, 2023. All values are rounded to two decimal places.



Newfoundland Power – OCA CAPM Model
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Source: OCA Finance Expert Witness Testimony, 
Appendix C, Page 17 and 18

Step 2: Select Beta Coefficient for the Model

Presenter
Presentation Notes
Value Line reports adjusted betas to compensate
10 for the tendency of beta to revert toward the market average of 1.0 over time, and we have used
11 adjusted betas from Bloomberg over a five-year period for consistency.



Newfoundland Power –  OCA CAPM Model
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Source: OCA Finance Expert Witness Testimony, 
Appendix B, Pages 10 and 14.

Step 3: Calculate Market Risk Premium Estimates

Presenter
Presentation Notes
The historical MRP is based on the arithmetic mean of the equity
6 market returns over the income-only return on long-term government bonds, based on data from
7 Kroll (formerly Duff & Phelps) since 1919 in Canada and since 1926 in the U.S..
 Notes:
[1] Equals sum of Column [11]
[2] Equals [1] x (1 + 0.5 x [3])
[3] Equals sum of Column [12]
[4] Equals [2] + [3]
[5] Source: Bloomberg Finance L.P., as of August 31, 2023
[6] Source: Bloomberg Finance L.P., as of August 31, 2023
[7] Equals Column [5] x Column [6]. Excludes non-dividend paying companies and companies with no long-term growth estimates.
[8] Equals weight in index based on market capitalization. Excludes non-dividend paying companies and companies with no long-term growth estimates.
[9] Source: Bloomberg Finance L.P., as of August 31, 2023
[10] Source: Bloomberg Finance L.P., as of August 31, 2023
[11] Equals Column [8] x Column [9]
[12] Equals Column [8] x Column [10]
[13] Source: Equals average long-term Consensus Forecast of 10-year government bond yields for the period 2024-2026 as of April 11, 2023 (pp. 3, 28),
plus the average spread between 10- and 30-year bond for the past 10 years.
[14] Equals Column [4] - Column [13]



Newfoundland Power – OCA CAPM Model
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Source: OCA Finance Expert Witness Testimony, page 
72 

Step 5: Compare CAPM Model Results

Note: The “Utility risk premium” is the MRP low and high scaled by 
the low and high estimates of beta.

Presenter
Presentation Notes
The results of the CAPM analysis, including an adjustment for flotation costs and financial
3 flexibility, are provided in Figure 29 and in Exhibit JMC-8.



Newfoundland Power – OCA ROE Recommendation
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Source: OCA Finance Expert Witness Testimony, page 
72

Presenter
Presentation Notes
Data regarding allowed ROEs were derived from 717 integrated electric u 1 tility company rate
2 cases in the U.S. from January 1992 through August 31, 2023, as reported by Regulatory Research
3 Associates.
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A Public Utility Holding Company

All sources of investor-supplied capital are typically 

included in the capital structure. Investor-supplied 

capital includes long-term debt, short-term debt, 

preferred stock, and common equity. Typically, most 

utilities have long-term debt and common equity 

outstanding, while only some utilities have short-term 

debt and preferred stock outstanding.

(Source: NARUC “Cost of Capital and Capital Markets: A Primer for Utility Regulators , by John D. 

Quackenbush, December 2019.)

Authorized Equity Layer - Background
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A Public Utility Holding Company
• Actual capital structure ratios are generally used for a utility that 

has market-traded stock and/or debt directly issued to investors.

• Parent companies may have significant non-utility operations of 

different risk that may render the use of the parent company capital 

structure inappropriate.

• Hypothetical capital structures can be useful if the utility and/or the 

parent does not have an interface with the capital marketplace or 

the capital structure ratios are difficult to determine or significantly 

deviate from standards of comparison.
(Source: NARUC “Cost of Capital and Capital Markets: A Primer for Utility Regulators , by John D. Quackenbush, December 

2019.)

Authorized Equity Layer - Background
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A Public Utility Holding Company

Utility management’s goal is to 

manage the capital structure such 

that the WACC is minimized. 

Financial theory indicates that an 

optimal capital structure range 

exists that will minimize the WACC, 

but, in practice, it is very difficult to 

pinpoint optimal capital structure 

ratios with any degree of accuracy.

(Source: NARUC “Cost of Capital and Capital Markets: A 

Primer for Utility Regulators , by John D. Quackenbush, 

December 2019.)

Authorized Equity Layer - Background
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A Public Utility Holding Company

Capital Structure is about 

leverage and risk. 

• Can the business meet its 

future obligations?

• How much can assets fall in 

value before common equity 

is impaired?

Authorized Equity Layer - Background



Newfoundland Power – Case Study
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Newfoundland Power (“NP”) requested an average increase in customer rates of 
approximately 5.5% effective July 1, 2025, to recover its 2025 and 2026 revenue 
requirements on December 12, 2023. Based on a requested an Equity Layer of 
45%.

Source: NP Application, Section 1, Page 1-4, Lines 3 
and 4 and Page 3-1, Line 14



Newfoundland Power – Business Risks
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Source: NP Cost of Capital Report, Pages 61, 62, and 
83.

Risk 1: NP is a relatively small utility company

Presenter
Presentation Notes
The small size of Newfoundland Power and the operating challenges of providing
5 electricity in the Company’s service territory continues to support a higher common
6 equity ratio than other investor-owned electric utilities in Canada;



Newfoundland Power – Business Risks

Regulatory Reserves Network 43
Source: NP Cost of Capital Report, Pages 72 and 73.

Risk 2: Increasing power supply costs and upward pressure on customer bills

Presenter
Presentation Notes
As discussed in the previous section, Newfoundland Power purchases approximately 93 percent
3 of its power supply from NLH. The price of Newfoundland Power’s electricity supply is expected
4 to increase due to costs associated with the Muskrat Falls development and future supply costs
5 that were previously unanticipated such as the continued operation of the Holyrood TGS and
6 Hardwoods Gas Turbine.



Newfoundland Power – Business Risks
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Source: NP Cost of Capital Report, Pages 74 and 75.

Risk 3: Service territory macroeconomic and demographic trends

Presenter
Presentation Notes
As shown in Figure 40, Newfoundland and Labrador has the lowest projected growth rate for
10 many key economic indicators over the period from 2022-2045 (i.e., real GDP growth, labor
11 force, employment, disposable income, and housing starts), and the differences are significant in
12 many cases. Retail sales growth is the only key economic indicator in Figure 40 in which
13 Newfoundland and Labrador ranks higher than other Canadian provinces (i.e., fourth out of seven
14 provinces).



Newfoundland Power – Financial Risks
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Source: NP Cost of Capital Report, Pages 57 and 83.

NP notes that its financial risks with the requested 45 percent equity layer to the 
North American Proxy group.

Presenter
Presentation Notes
As shown in Figure 40, Newfoundland and Labrador has the lowest projected growth rate for
10 many key economic indicators over the period from 2022-2045 (i.e., real GDP growth, labor
11 force, employment, disposable income, and housing starts), and the differences are significant in
12 many cases. Retail sales growth is the only key economic indicator in Figure 40 in which
13 Newfoundland and Labrador ranks higher than other Canadian provinces (i.e., fourth out of seven
14 provinces).



Office of the Consumer Advocate – NP Case Study
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The Office of the Consumer Advocate of Newfoundland and Labrador (“OCA”) 
intervened in NP’s 2025/2026 general rate case proceeding. On April 14, 2024, the 
OCA filed testimony recommending an Equity Layer of 40%.

Source: OCA Finance Expert Witness Testimony, 
Appendix E, Page 14



Newfoundland Power – OCA Business Risks
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Source: OCA Finance Expert Witness Testimony, Page 
108.

The OCA explains that a 40% equity layer for NP is reasonable because 
utilities have very low business risk for the following reasons:
1) Reserve borrowing power by being able to return to the regulator for 

rate adjustments.
2) Minuscule bankruptcy/ distress costs.
3) Hard tangible assets that are easy to borrow against.

Presenter
Presentation Notes
Value Line reports adjusted betas to compensate
10 for the tendency of beta to revert toward the market average of 1.0 over time, and we have used
11 adjusted betas from Bloomberg over a five-year period for consistency.



Newfoundland Power – OCA Financial Risks
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Source: OCA Finance Expert Witness Testimony, Page 
115 and Schedule 13.

The OCA explains that table 11 (right) 
reflects that Alberta Utilities can 
maintain a 2.1x EBIT Coverage Ratio at 
a 30% equity layer. 

Based on the chart, a 2.1x EBIT 
Coverage Ratio satisfies the new issue 
coverage ratio in NP's trust deed to 
issue first mortgage bonds.

At a 45% equity layer, the NP 3.2x EBIT 
Coverage Ratio would exceed normal 
levels for a Canadian utility.

Presenter
Presentation Notes
Value Line reports adjusted betas to compensate
10 for the tendency of beta to revert toward the market average of 1.0 over time, and we have used
11 adjusted betas from Bloomberg over a five-year period for consistency.



Newfoundland Power – What Happened

Regulatory Reserves Network 49

The NP rate case is pending a decision from the Public Utilities Board, as of this 
writing. There appears to be a partial settlement of issues in this case; however, 
ROE and Capital Structure do not appear to be part of the settlement agreement.

Source: NP Application, Section 1, Page 1-4, Lines 3 
and 4 and Page 3-1, Line 14



Perspectives on Regulatory Finance in Rate Cases
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Perspectives on Regulatory Finance in Rate Cases
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Typical Parties in a contested 
proceeding:
1) The Applicant
2) Consumer Advocates
3) Industrial Customer Groups
4) Environmental Advocacy Groups
5) *Commission Staff



Perspectives on Regulatory Finance in Rate Cases
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Applicant Seeking Rate Relief:
1) Company Specific Shareholder 

Association
2) State or Jurisdiction Specific 

Shareholder Associations

Presenter
Presentation Notes
Seeking higher end of the reasonable range for authorized ROE and equity layers.



Perspectives on Regulatory Finance in Rate Cases
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Consumer Advocate Examples:
1) Citizens Utility Board
2) Attorney General

1) Office of Consumer Council
2) Office of Consumer Advocate

3) Group Specific Advocacy Groups
1) Age related
2) Geographic Specific

Presenter
Presentation Notes
Seeking Lower end of the reasonable range for authorized ROE and equity layers.



Perspectives on Regulatory Finance in Rate Cases
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Industrial Customer Groups:
1) State-wide Industrial Customer 

Advocates
2) Government Agencies
3) Universities
4) Large, energy-intensive individual 

corporate customers
5) Municipality-related Associations 

(e.g. public schools)

Presenter
Presentation Notes
Seeking Lower end of the reasonable range for authorized ROE and equity layers.



Perspectives on Regulatory Finance in Rate Cases
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Environmental Advocacy Groups:
1) National Advocacy Groups
2) State-wide Advocacy Groups
3) Local Advocacy Groups

Presenter
Presentation Notes
Typically more issue specific to the environment – carbon generation.



Perspectives on Regulatory Finance in Rate Cases
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Commission Staff
1) Working on behalf of the 

Commission
2) Isn’t always a “party” to the case
3) Working to ensure a well-developed 

and accurate record for the Decision 
Makers

Presenter
Presentation Notes
Typically more issue specific to the environment – carbon generation.



Regulatory Finance Perspectives – CA Case Study
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This proceeding addresses PG&E’s, SCE’s, SoCalGas’s, and SDG&E’s test year 2023 cost of capital. 
The following issues impacting the four Applicants are in scope before the Commission: 
• The appropriate capital structure; 
• The appropriate cost of long term debt; 
• The appropriate cost of preferred stock; 
• The appropriate cost of common equity; 
• The appropriate rate of return on the utility rate base; and
• Additional issues not discussed herein.

Source: CPUC Decision 22-12-031 December 15, 
2022 



Regulatory Finance Perspectives – CA Case Study
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(Source: Steve Kihm’s Presentation in this course.)



California 2023 Test Year Cost of Capital – DCF Models
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Source: CPUC Decision 22-12-031 December 15, 
2022, Page 21.

Each party utilized different subjective inputs into their 
various DCF models. The table above summarizes the 
simple average result of different versions of the DCF 
model calculated by the individual parties using 
subjective inputs. 



California 2023 Test Year Cost of Capital – DCF Model
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 15-18.

Proxy Group Arguments:

In the record of this proceeding, there tends to be a high level of overlap 
between the proxy groups proposed by the applicants and the proxy groups 
put forth by the intervenors.

• SoCalGas’s witness employed an analysis of six investment grade gas 
holding companies 

• EPUC/IS/TURN and PCF both adopted the proxy group put forth by 
SoCalGas’s witness



California 2023 Test Year Cost of Capital – DCF Model
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 15-18.

Proxy Group Arguments (continued):

• PG&E’s witness analyzed regulated electric utilities, regulated gas local 
distribution companies and water companies, and a combination of all 
companies in the three industries

• SCE’s witness considered two subgroups composed of companies focused 
on the provision of electricity to end users and companies focused on the 
provision of natural gas or water utility services to end customers

• SDG&E’s witness employed an analysis of 20 investment-grade, dividend-
paying electric and combination electric/gas utilities’ parent companies
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 15-18.

Proxy Group Arguments (continued):

• Cal Advocates’ witness developed his own proxy group that consists of 
nine natural gas utilities with different selection criteria

• Chesapeake Utilities Corporation failed SoCalGas’s witness’s criteria 
because it did not have an investment grade credit or bond rating

• South Jersey Industries Incorporated and Southwest Gas Corporation, 
gas companies engaged in recent acquisition transaction activity

• Cal Advocates’ electric proxy group includes twenty-three companies.
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 15-18.

Proxy Group Arguments (continued):

• EPUC/IS/TURN relied on the same electric and gas/water proxy groups 
as those developed by SCE’s witness, with some noted exceptions

• Excluded from this witness’s analysis were Chesapeake Utilities 
Corporation, Artesian Resources Corp., Global Water Resources, York 
Water Company, American Electric Power Company, Inc., MGE 
Energy, Inc., PPL Corporation, and Sempra
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 15-18.

Proxy Group Arguments (continued):

• EDF criticized PG&E’s selection of a proxy group for not sufficiently 
reflecting the combination gas/electric nature of PG&E’s operations. 

• EDF criticized SoCalGas’s selection of proxy companies as being an 
insufficiently small sample of proxy companies.

• UCAN’s witness advanced a proxy group of utilities that utilize various 
screens resulting in a proxy group of 19 utilities.
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Source: CPUC Decision 22-12-031 December 15, 
2022, Page 20.

Each party utilized different subjective inputs into their 
CAPM. The table above summarizes the simple average 
result of the CAPM variations calculated by the 
individual parties using subjective inputs. 
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Source: CPUC Decision 22-12-031 December 15, 
2022, Page 20.

Each party utilized different subjective inputs into their 
RPM. The table above summarizes the simple average 
result of the RPM variations calculated by the individual 
parties using subjective inputs. 
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Source: CPUC Decision 22-12-031 December 15, 
2022, Page 1.

Presenter
Presentation Notes
R does not equal K!!!!!
Note SDG&E had Preferred imputed for its cap structure.



California 2023 Test Year Cost of Capital – ROE Decision

Regulatory Reserves Network 68

(Source: Steve Kihm’s Presentation in this course.)

Presenter
Presentation Notes
R does not equal K!!!! – What 
Note SDG&E had Preferred imputed for its cap structure.
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7/19/24 Value Line Report

Presenter
Presentation Notes
R does not equal K!!!! – What 
Note SDG&E had Preferred imputed for its cap structure.
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Source: CPUC Decision 22-12-031 December 15, 
2022, Page 5.

PG&E Requested an Equity Layer of 52.00%:

• Only Wild Tree Foundation contested PG&E’s capital structure proposal, 
seeking to reduce the common equity authorization from 52.00% to 45.45% 
or even lower
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 6 to 8.

SCE Requested an Equity Layer of 52.00%:

• Wild Tree advocates that the Commission should authorize a common 
equity ratio of no higher than 45.40%

• FEA argues that SCE’s authorized capital structure should have a lower 
preferred equity authorization with a commensurate increase in the 
authorization for long-term debt

• FEA argues that SCE’s authorized capital structure should be 48.00% 
long-term debt and 52.00% common equity
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 8 to 10.

SoCalGas Requested an Equity Layer of 54.00%:

• EPUC, IS, TURN, and Cal Advocates all argue that SoCalGas’s authorized 
capital structure should included 52.00% common equity

• An increase in the common equity proportion of SoCalGas’s capital 
structure would result in marginal additional costs to ratepayers 
without marginal additional benefit, resulting in unjustified costs for 
ratepayer.

• The existing authorized common equity proportion has allowed 
SoCalGas to support an investment grade bond rating
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Source: CPUC Decision 22-12-031 December 15, 
2022, Pages 10 to 12.

SDG&E Requested an Equity Layer of 54.00%:

• EPUC, IS, TURN, Wild Tree, and FEA oppose SDG&E’s request to increase 
its common equity proportion above 52.00%

• SDG&E has failed to demonstrate that a 54.00% common equity ratio is 
a reasonable cost for ratepayers

• The requested ratio of 54.00% common equity is excessive when 
compared to national averages

• PCF argues that the Commission should not adopt a proposed capital 
structure that matches the existing actual capital structure of a regulated 
utility rather than analyzing what capital structure would be most in the 
public interest
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Source: CPUC Decision 22-12-031 December 15, 
2022, Page 1.

Presenter
Presentation Notes
Uniform Equity Layer – Wildfire low equity layer recommendations not accepted.
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The following brief case study is of an on-going case for public utility company in 
the United States; however, the specifics of the parties to the case have been 
removed as the case is still in active litigation. 
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Utility Company Proxy Group

The Utility Company’s proxy group of comparable companies 
was challenged because it included:
• Non-utility companies
• Utility companies with less than 80% regulated net income 

(the applicant has 100% regulated distribution activity)

Electric Group Regulated %  

Company Name % Regulated 
Net Income 

Alliant Energy 100% 

Ameren Corp. 76% 

American Electric Power 73% 

Black Hills Corp. 100% 

CenterPoint Energy 100% 

CMS Energy Corp. 93% 

Dominion Energy 95% 

DTE Energy Co. 69% 

Duke Energy Corp. 100% 

Entergy Corp. 100% 

Evergy Inc. 100% 

Eversource Energy 57% 

Exelon Corp. 100% 

NextEra Energy, Inc. 64% 

OGE Energy Corp. 100% 

Pinnacle West Capital 100% 

Portland General Elec. 100% 

PPL Corp. 100% 

Public Service Enterprise Grp. 59% 

Sempra Energy 63% 

Southern Company 79% 

WEC Energy Group 90% 

Xcel Energy Inc. 100% 
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Utility Company Risk Profile Comparison to Proxy Groups
Value Line Credit Ratings

Safety Rank Financial Strength Beta S&P Moody’s

Company Witness Direct

Non-Utility 1 A+ 0.79 A- A3

Electric Group 2 A 0.9 BBB+ Baa2

Applicant 2 B++ N/A A- Baa1

Revised

Non-Utility 1 A+ 0.68 A A2

Electric Group 2 A 0.9 BBB+ Baa2
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Utility Company Model Outputs – Range 8.9% to 11.3%

.

Cost of Equity Model Indicated Cost of Equity 

  23 companies 

DCF   

Value Line 9.60% 

IBES 10.00% 

Zacks 9.50% 

Internal br + sv 8.90% 

Average DCF 9.50% 

CAPM 11.10% 

ECAPM 11.30% 

Utility Risk Premium 10.60% 

Expected Earnings 11.30% 
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Intervenor#1 Model Outputs – Range from 8.40% to 10.70%

.

ROE Model Results Revised Proxy Group
Average Median Average Median

DCF 9.20% 9.30%
Constant Growth – Analysts’ Growth 10.24% 10.21% 10.50% 10.70%
Constant Growth – Sustainable Gr. 8.93% 8.88% 8.54% 8.40%
Multi-Stage DCF Model 8.59% 8.53% 8.79% 8.90%
Risk Premium 9.90%
Projected Treasury Yield 9.72%
13-Week Yields – A-Rated Utility Bonds 10.16%
13-Week Yields – Baa-Rated Utility Bonds 10.45%
26-Week Yields – A-Rated Utility Bonds 9.93%
26-Week Yields – Baa-Rated Utility Bonds 10.25%
CAPM 9.80%

Beta
Current 

Value Line
Historic 

Value Line
Current Market 

Intelligence
D&P Normalized Method 9.64% 8.82% 9.24%
Risk Premium Method 10.82% 9.70% 10.27%
FERC DCF 11.23% 10.05% 10.65%
Recommended Range 9.20% - 9.90% 9.30% to 9.90%
Midpoint 9.55% 9.60%
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Intervenor#2 Model Outputs
Range from 7.86% to 9.58%

.

ROE Model Components As Filed Revised Group

DCF

Average 
Dividend Yield

Dividend 
Growth 

Adjusted 
Dividend Yield

Earnings 
Growth Rate

Indicated Rate 
of Return

Indicated Rate of 
Return

Zacks 3.93% 0.10% 4.03% 5.19% 9.22% 9.58%

Seeking Alpha 3.93% 0.09% 4.02% 4.75% 8.77% 7.86%

Yahoo 3.93% 0.09% 4.02% 4.68% 8.70% 8.53%

Average 8.89% 8.66%
Betas

CAPM
Zacks Seeking 

Alpha Yahoo Average Average

@7% Adjusted Risk 
Premium

8.53% 8.64% 8.57% 8.58% 8.48%

@8% Adjusted Risk 
Premium

9.10% 9.22% 9.14% 9.15% 9.04%

Average 8.87% 8.76%

Average DCF and 
CAPM

8.88% 8.71%

Current Authorized 
ROE

9.28% 9.28%

Midpoint 9.08% 8.99%

Recommendation 9.10% 9.00%
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Authorized ROEs from 2019 to 2024

.
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Requested / Recommended ROE

Utility Intervenor 1 Intervenor 2 Staff Range

10.50% 9.35% 9.10% 9.25% - 9.75%

Presenter
Presentation Notes
Talk about Staff
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What would Steve say?

The ROE and cost of equity 
are not synonyms. 

.
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• Company Filings 
• Analyst Estimates
• Capital Market Assumptions
• Economic Data
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Securities and Exchange Commission - EDGAR

• All registered companies that issue publicly 
traded securities

• Annual (10-k), Quarterly (10-Q), and Interim 
(8-K) 

• XML to search filings across issues for 
specific data

• Reg FD – All investor presentations are filed 
as 8-Ks.

• SEC.gov | EDGAR Full Text Search

https://www.sec.gov/edgar/search/
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Federal Energy Regulatory Commission

• Public Utility Annual Reports (Form 1 and Form 2)
• Audit Reports
• Service Company Annual Reports (Form 60)
• Docket Information
• eLibrary | General search (ferc.gov)
• Audits | Federal Energy Regulatory Commission 

(ferc.gov)

https://elibrary.ferc.gov/eLibrary/search
https://www.ferc.gov/audits
https://www.ferc.gov/audits
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Energy Information Agency

• Public Utility Company Sales and Revenue Data Monthly
• Data on electric generation units
• Natural Gas and Electric price data and forecasts
• Homepage - U.S. Energy Information Administration (EIA)

https://www.eia.gov/
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Zacks
• Earnings Per Share
• Dividends Per Share
• Price Data
• Analyst (3-5 Year Estimates)
• Zacks.com
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Other Sites with Financial Market Data
• Earnings Per Share
• Dividends Per Share
• Price Data
• Securities Rankings by Quality
• Analyst Reports on Individual Securities
• Cost of Capital Assumptions by Company/Sector

Morningstar.com (Fee Required)
Valueline.com (Fee Required)
Home | S&P Global Market Intelligence (spglobal.com) (Fee Required)

https://www.spglobal.com/marketintelligence/en/?cq_net=o&utm_source=bing&utm_medium=cpc&utm_campaign=Brand_SP_Global_Market_Intelligence_Search_Bing&utm_term=standard%20and%20poor%27s%20market%20intelligence&utm_content=&_bt=&_bk=standard%20and%20poor%27s%20market%20intelligence&_bm=e&_bn=o&_bg=1163283628944520&msclkid=4cde71f76b021db3c6e6174fc6b751ee
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Publicly Available Capital Market Assumptions

• JP Morgan AM, “Guide to the Markets”
• Guide to the Markets | J.P. Morgan Asset Management (jpmorgan.com)

• Northern Trust AM, “Capital Market Assumptions”
• Northern Trust Capital Market Assumptions 10 Year Outlook: 2024 

Edition

• BlackRock Investment Institute, “Capital Market 
Assumptions” 

• Capital market assumptions - Institutional | BlackRock

• AQR Capital Management, “Capital Market Assumptions”
• 2024 Capital Market Assumptions for Major Asset Classes (aqr.com)

https://am.jpmorgan.com/us/en/asset-management/adv/insights/market-insights/guide-to-the-markets/?gclid=6fed7dbf2802196bca321b0786693041&gclsrc=3p.ds&msclkid=6fed7dbf2802196bca321b0786693041&utm_source=bing&utm_medium=cpc&utm_campaign=JPM-AM_AMER_US_ALL_Adv%2BBrand%2BInsights%2BGuidetoMarket%2BNA_F_NA_M09_2023_SEM_ACQ_Brand_SN_Bing_Mixed_CROSS_ALL_CPC_NA_NA_Dentsu&utm_term=jpm%20guide%20to%20the%20markets&utm_content=B%2BI%2BGuide-To-Market-%5BInsights%5D
https://www.capitalmarketassumptions.com/
https://www.capitalmarketassumptions.com/
https://www.blackrock.com/institutions/en-zz/insights/charts/capital-market-assumptions
https://www.aqr.com/Insights/Research/Alternative-Thinking/2024-Capital-Market-Assumptions-for-Major-Asset-Classes
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Publicly Available Capital Market Assumptions

• GMO LLC, “7 Year Asset Class Forecast” (registration req’d)
• GMO 7-Year Asset Class Forecast: 2Q 2024

• Kroll, “Equity Market Risk Premium and Risk-Free Rates”
• Recommended U.S. Equity Risk Premium and Corresponding Risk-Free 

Rates (kroll.com)

https://www.gmo.com/americas/research-library/gmo-7-year-asset-class-forecast-2q-2024_gmo7yearassetclassforecast/
https://www.kroll.com/en/insights/publications/cost-of-capital/recommended-us-equity-risk-premium-and-corresponding-risk-free-rates
https://www.kroll.com/en/insights/publications/cost-of-capital/recommended-us-equity-risk-premium-and-corresponding-risk-free-rates
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Publicly Available Economic Data and Forecasts

• Federal Reserve Bank of St. Louis, “FRED”
• Large amounts of Economic Time Series Data Available
• Federal Reserve Economic Data | FRED | St. Louis Fed (stlouisfed.org)

• Federal Reserve Bank of Philadelphia, Survey of Professional Forecasters
• Quarterly and Annual forecasts of US macro economic variables, published quarterly.
• Survey of Professional Forecasters (philadelphiafed.org)

https://fred.stlouisfed.org/
https://www.philadelphiafed.org/surveys-and-data/real-time-data-research/survey-of-professional-forecasters
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A brief discussion of current economic and market conditions that could impact 
the regulatory finance models discussed today.
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https://www.eei.org/-/media/Project/EEI/Documents/Issues-and-Policy/Finance-And-Tax/Industry-Capital-Expenditures.pdf?la=en&hash=ED29F5298EF389A7876D96EEA7613C59C2D00881
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https://www.eei.org/-/media/Project/EEI/Documents/Issues-and-Policy/Finance-And-Tax/Financial_Review/FinancialReview_2023.pdf?la=en&hash=FB0D944B04D706A3ECA322DA98D5DF25CA3425BD
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https://www.eei.org/-/media/Project/EEI/Documents/Issues-and-Policy/Finance-And-Tax/Financial_Review/FinancialReview_2023.pdf?la=en&hash=FB0D944B04D706A3ECA322DA98D5DF25CA3425BD
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https://fred.stlouisfed.org/graph/?g=1rPwv
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https://fred.stlouisfed.org/graph/?g=1rPyn
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https://www.atlantafed.org/-
/media/documents/research/inflationproject/stickypri
ce/sticky-price-cpi-supplemental-reading.pdf
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https://fred.stlouisfed.org/graph/?g=1rPAr
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https://fred.stlouisfed.org/graph/?g=1rFC8
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https://fred.stlouisfed.org/graph/?g=1rPD0
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