Cost of Capital

Let's tum to the next part of your Cost of Capital tes timony. How can the cost of
equity be estimated?
There are at kast two major approaches used to estimate the cost of equity capital which have
hstorrcally beenused in regulatory proceedings—the market approach and the conparable
earnings approach. In the former approach the analyst attempts to calculte the rate of return
that utility investors require on the equty funds they place at the utility's disposal usng data from
securities markets. In the htter approach, the analyst attenpts to derve the utility's cost of
capital from publshed data conceming the returns that firms earn on the equty funds that have
been phced at their disposal.

Although each approach emphastzes a different aspect of economic theory, both
methods attempt to measure the same concept: the cost of equiy capital In practical
applrations, however, these two approaches can produce somewhat different results, and they

rely upon different data sources.

Can you compare the Comparable Eamings Approach with the Market Approach?
Yes. As I use these terms, the comparable earnings approachis grounded in the economic
theory of competition n the market ©r goods and services, rather than the market fr securities.
Ths theory suggests that the return earned by the average firmina competitive industry will
tend to be equal to the opportunty cost of equty capital--the return which could be earned by
investing and operating in another industry whie ficing comparable risk. To the extent this is
temporarily not true, equity capital will tend to flow away from the ndustries earning insufficient
returns and into the ones earning excessive returns.

As aresult of this adjustment process, the balance will gradually shiff: competition will
diminish in industries which lose firms and increase in industries which gain firms. As firms leave
the industries with insufficient returns, the remaining frms wil tend to earn higher retums.
Conversely, increased conpetition in ndustries with excessive returns willdrive down returns,

until they no longer exceed the opportunty cost ofequty capital The same pattem of



competitive forces also occurs as firns earning high returns expand ther capacity, and firns
earning inadequate returns retrench. Over time, returns tend to equilibrate towards a normal
level (although some ndividual frms may repeatedly earn more than their cost of capital, due to
the presence of market power or other unique attributes).

Consequently, the theory of competition provides a basis for determining the
opportunity cost of equity capital. By usngthe comparable earnings approach, one can
estimate the long-run cost ofequty as being equivaknt to the level of returns being earned, on
average, by frms throughout the economy. To the extent one s using this method to estimate
equity costs for a firmthat faces above or below average risk, it s necessary to adjust the
economy-wide levelof equty cost for the relevart diferences i risk.

One ofthe major advantages of the conparable earnings approachis its simplicity.
Basically, it 5 only necessary to determine the returns on book equity earned by firns
throughout the economy over one or more busness cycks and wse the resulting observed
average return as an estimate ofthe cost ofequty. To the extent applicable, it may ako be
necessary to adjust this average cost ofequty for any differences i risk that may apply to a

particulr context.

The comparable e arnings approach, properly used, appears fairly simple. Are there
any pitfalls?

Yes, there are a fow potertial pitfalls. First, t is important to nclude a cross-section of
companges i the study. Ths broader base prevents the possible selection ofan unusual group
of firms which eam returrs significantly above or below the norm Second, care must be taken
to avoid the use of data from a group of frms which have a large amount of monopoly power.
Otherwise, the returns included n the study may be based upward to a signifcant degree by
the presence of monopoly profts. Third, it is important to resolve any differences i risk. For
mstance, if the firms inclided n the study face a higher degree ofrisk than the firm in question,
this difference must be recognized by adjusting downward the observed returns to reflect the

cost ofequty to a firm facing lower nisk.



Would you next discuss the market approach?

Yes. In contrast to the comparable earnings approach, the market approach tends to be more
complex, and it rests upon a somewhat different theoretical foundation. Generally speaking, the
market approach, whenproperly appled, is tied to the theory of competition n the market for
mvestment securities, instead of goods and services. Ina competitive market, the return earned
on one securty wiltend to equal the returns earned on other securities of comparable rsk. If
the return earned on a particular security exceeds the level they requie, investors will bid up the
price of that security. By the same token, investors will bid down the market price of a security
ifits return i below the required level In both cases, the price will be adjusted unti the
expected total return reaches the requred level which & the cost of equity capital

The market and comparable earnings approaches are interrelated, because the theory
of competition suggests that in equilibriumthe cost ofequty derived ffom the comparable
earnings approach should exceed the cost ofequty derived ffom the market approach by only
a small fraction, n order to cover the transaction costs associated wth common stock issuance.
Only this small marginal deviation can logically persist, assuming there is sufficient competition in
both the securities and goods and services markets.

To ilustrate ths princple, it is helpful to consider the following situation: What would
happen if existing frms consstently eamed returns considerably higher than the kvel demanded
by nvestors in the securties market? Inallprobability, entrepreneurs would create new frms in
an effort to share i the high returns enjoyed by exsting frms. Existing frms would expand as
well, inan effort to maintain their market share and take advantage ofthe opportunity or supra-
normal profits. To fuel this growth, additional equiy shares would be issued and/or profis
retaned.

In the absence of barriers to entry or other factors that preclude competitive forces
from being completely effective, the ndustry would expand, and an increased supply of equity
securities would persist until the actual returns earned by firms was brought into Iine with the
returns required by equity nvestors. As I have said, considering the interaction between the
securities market and the markets for goods and services and assuming competition in both sets

of markets, earnings on book equity should in the bng run exceed the return on equity



demanded by investors by only the small fraction needed to cover the transaction costs

associated with securities issuarnces.



