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INTRODUCTION

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS.

My name is Dr. Marlon F. Griffing. T am a Senior Consultant with the economic
consulting firm of PCMG & Associates Inc. (“PCMG”). My business address is 22
Brookes Drive, Gaithersburg, MD 20785.

ARE YOU THE SAME DR. MARLON F. GRIFFING WHO FILED DIRECT
TESTIMONY ON BEHALF OF THE NORTH DAKOTA PUBLIC SERVICE
COMMISSION ADVOCACY STAFF IN THIS DOCKET?

Yes. I am filing Surrebuttal Testimony regarding the cost of capital for the natural-gas
operations of Northern States Power Company, a Minnesota corporation (“NSP” or the
“Company”), in this docket before the North Dakota Public Service Commission
(“Commission™).

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

My testimony has two purposes. I update my recommended return on equity (“ROE”) and
overall rate of return (“ROR”) for NSP, which is an operating subsidiary of Xcel Energy
Inc (“XEL”), using the same methods I used to develop an ROE and ROR in my Direct
Testimony. I also respond to the Rebuttal Testimony of Company witness Dylan
D’Ascendis.

HOW IS YOUR TESTIMONY ORGANIZED?

A. My testimony has six sections.

e First, [ updated my constant-growth and multistage Discounted Cash Flow
(“DCF”) model ROE analyses for NSP from the values I presented in my Direct

Testimony. I applied the same methods, but I included more recent values for

Direct Testimony
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common-equity share prices, dividends paid, and forecasted earnings per share
(EPS) growth rates for the natural-gas distribution companies in my
Comparison Group. Further, I updated gross domestic product (“GDP”) growth
forecasts from the Federal Reserve. Responding to Mr. D’ Ascendis’ testimony I
changed the membership of the Comparison Group, my set of natural gas utilities
comparable to NSP. I dropped two companies, Chesapeake Utilities and
Southwest Gas Holdings. Mr. D’ Ascendis presented Rebuttal analysis that
showed the net income for Chesapeake Utilities’ regulated natural gas
distribution operations is less than 60 percent of the company’s total net income,
one of my screens for choosing members of the Comparison Group. I eliminated
Southwest Gas Holdings because, as Mr. D’ Ascendis pointed out, it is the target
of a takeover bid from Carl Icahn.? Southwest Gas Holdings management is
opposing the bid, which is ongoing.? (I continued to include data for the two
companies and for South Jersey Industries, excluded in my Direct Testimony
because it is the subject of a purchase, for illustrative purposes.)

¢ Second, I updated my capital asset pricing model (CAPM) analysis. Again, |
used the same methods employed in my Direct Testimony, applying as inputs
the most recent values for the risk-free rate of return, Comparison Group
companies’ betas, and EPS forecasts for the S&P 500 from Yahoo! Finance and

Value Line, and Value Line’s dividends for the S&P 500.

! Rebuttal Testimony of Dylan W. D*Ascendis (hereafter “D’ Ascendis Rebuttal), Docket No. 21-381,
page 17, Table 4.

? D’ Ascendis Rebuttal, page 3, lines 4-7.

* Exhibit MFG-S-1. “Southwest Gas Calls Part of Icahn's Letter to Its Shareholders Were 'Blatantly
Untrue'— MarketWatch,” Dow Jones Newswires, S&P Capital IQ.

Direct Testimony
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e Third, I updated my Recommended Rate of Return

e Fourth, I responded to criticisms of my ROE analysis by Mr. D’ Ascendis.

e Fifth, I responded to Mr. D’ Ascendis’ remarks regarding the effect of inflation on
ROEs; and

e Sixth, I summarized my testimony and recommendations.

PLEASE STATE YOUR CONCLUSIONS REGARDING THE COMPANY’S ROE
AND ROR.

My recommended ROE for the Company is 9.54 percent. When this number is included in
the calculation of the ROR, the result is a weighted-average cost of capital of 6.91 percent

for NSP. See Exhibit MFG-S-6, Schedule 2.

UPDATED DCF RETURN ON EQUITY ANALYSIS
1. Review of the DCF ROE Process

FOR EASE OF REFERENCE, PLEASE SUMMARIZE YOUR PROCESS FOR
ESTIMATING AN ROE FOR NSP.
I performed a DCF analysis on a group of natural gas distribution utilities comparable to
NSP that are publicly traded and have similar investment risk. I used proxies of similar risk
to determine an ROE. The estimated rates of return for members of this group is how I
calculated an estimate of the fair rate of return for the Company.
HOW DID YOU PROCEED IN FINDING PROXIES FOR NSP?
NSP, the subject company, has a Standard & Poor’s (S&P) credit rating of A-, which is

investment grade. Due to the small number of natural-gas utilities I considered all

Direct Testimony
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companies with investment-grade credit ratings. After the adjustment to the Comparison
Group described above, there were six remaining companies. They had S&P credit ratings
ranging from BBB+ to A+.

WHAT WAS THE NEXT STEP AFTER THE COMPARISON GROUP WAS
CREATED?

I applied the constant-growth DCF model to the Comparison Group’s six members to
determine my recommended ROE for the Company.

PLEASE NAME THE COMPANIES THAT REMAIN IN THE COMPARISON
GROUP.

The six companies remaining in the Comparison Group were: Atmos Energy, New Jersey
Resources, NiSource, Inc., Northwest Natural Gas, ONE Gas, Inc., and Spire, Inc. Mr.
D’ Ascendis included the same six companies in his Rebuttal Testimony ROE analysis.
IN GENERAL, WHAT IS THE STRUCTURE OF DCF MODELS?

The DCF model uses publicly available data for the individual companies to estimate
growth rates, dividends paid, and common-equity prices for the constant-growth DCF

equation, which follows:

Where:
D1 is the annual dividend one year from the present;
Po is the current price of a stock share;
g is the growth rate of the dividend; and

k is the discount rate and the fair rate of return on equity.

Direct Testimony
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The first term on the right-hand side of the equation is the dividend yield and the second term
is the dividend growth rate. Together, they produce “k,” the estimated ROE for a company.
HOW DID YOU USE THE INFORMATION FOR THE COMPARISON GROUP
TO DETERMINE YOUR RECOMMENDED ROE FOR NSP?

Using the DCF model, I estimated a mean growth rate for each company in the Comparison
Group. The mean growth rate is the equal-weighted average of the EPS growth rates from
Value Line, Zacks, and Yahoo! Finance. Next, I calculated the dividend yield for each
company, then adjusted for dividend growth to find the expected dividend yield. Finally, 1
adjusted the expected dividend yield for flotation costs, then added that value to the mean
growth-rate estimate for each company to estimate individual ROEs.

PLEASE REVIEW THE ASSUMPTION UNDERLYING THE MULTISTAGE DCF
ANALYSIS.

The multistage DCF model assumes that the current growth rates are not permanent. The
current rates are replaced by predicted different growth rates at a specified future stage.
Using U.S. Bureau of Economic Analysis and Federal Reserve Board data I showed that
the high short-term economic growth rates influencing the Value Line, Zacks, and Yahoo!
Finance EPS forecasts are unlikely to continue. These EPS growth rates are unsustainable
because the economy is restoring use of productive capacity that was idled by the COVID-
19 pandemic-related recession. As this slack in the economy is eliminated, the potential
growth level returns to long-run capacity growth rates. Since companies cannot sustain
growth faster than the growth rate of the economy over the long run, I used long-run GDP

growth rates as the second stage growth rate in my multistage analysis.

Direct Testimony
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2. Updated DCF Analysis
WHAT ARE THE DATES OF THE GROWTH-RATE PROJECTIONS WITH
WHICH YOU CALCULATED THE GROWTH-RATE COMPONENTS OF THE
COMPARISON GROUP COMPANIES’ ROES?
My Value Line growth rates came from the Value Line Analyzer on April 14, 2022. I also
downloaded the Zacks and Yahoo! Finance EPS growth-rate forecasts that same day.*
WHAT ARE THE DATES OF THE EQUITY PRICES YOU USED TO
CALCULATE THE DIVIDEND-YIELD PORTION OF COMPARISON GROUP
COMPANIES’ ROES?
My equity prices were the average of closing prices on the 20 trading days for the period
from March 7, 2022 to April 1, 2022.° This period is long enough to dampen any short-
term aberrations in the capital market and is close to the April 22, 2022, date of this
Testimony, making the prices timely.
WHAT ARE THE DATES OF THE DIVIDENDS YOU USED TO CALCULATE
THE DIVIDEND-YIELD PORTION OF COMPARISON GROUP COMPANIES’
ROES?
I annualized the dividends reported on April 14, 2022, from Value Line and Zacks and
used the greater of the two. Value Line had the higher dividends for Atmos Energy, ONE
Gas, and Spire, while the dividends were identical from the two sources for the other three

utilities.®

* Exhibit MFG-S-4, Schedule 1.
3 Exhibit MFG-S-2, pages 1-3.
¢ Exhibit MFG-S-3.

Direct Testimony
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WHAT ARE THE RESULTS OF YOUR DCF ROE ANALYSIS USING UPDATED
DATA?

The mean ROE for the Comparison Group is9.29 percent (adjusted for rounding).” This
value is composed of a mean expected dividend growth rate of 6.21 percent and a mean
flotation-adjusted expected dividend yield of 3.29 percent.

DID YOU ALSO UPDATE YOUR MULTISTAGE DCF ANALYSIS FOR THE
COMPARISON GROUP?

Yes. I updated the multistage DCF analysis, using the updated EPS growth rates, dividends,
and common-equity share prices for the six companies. I also updated Federal Reserve
Board Economic Projections. The update showed GDP growth decreasing from 5.5 percent
in 2021 to 2.0 percent in 2024, then dropping to 1.8 percent in the longer run.® This decline
in the GDP growth rate was consistent with the conditions for applying a multistage
analysis: high current growth rates were predicted to not last as the economy returned to
lower long-term rates.

WHAT WERE THE LONG-RUN GDP VALUES YOU USED IN YOUR UPDATED
MULTISTAGE DCF ANALYSIS?

The Energy Information Administration long-run GDP growth rate I used as an input was
unchanged from my Direct Testimony at 4.35 percent. The Social Security Administration

long-run GDP growth rate dropped 1 basis point to 3.94 percent.’

" Exhibit MFG-S-4, Schedule 1.
8 Exhibit MFG-S-4, Schedule 2
? Exhibit MFG-S-13, Schedule 5 and Exhibit MFG-13, Schedule 6.

Direct Testimony
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Q. WHAT WAS THE RESULT OF YOUR UPDATED MULTISTAGE DCF
ANALYSIS?

A. The mean ROE for the Comparison Group from the updated multistage DCF analysis was
8.72 percent.'”

III. UPDATED CAPM RETURN ON EQUITY ANALYSIS
1. Review of the CAPM ROE Process

Q. PLEASE REVIEW THE CALCULATION OF A CAPM ROE.
The CAPM is composed of the return on a risk-free asset and the market risk premium of
a well-diversified equity portfolio. The premium is what induces investors to accept the
level of risk associated with a given asset.

Q. WHAT IS BETA.
Beta is a measure of systematic risk for a given company. Systematic risk is the risk borne
by all companies in a market. The effects of government policies, broad economic forces,
and acts of nature are examples of systematic risk. Investors cannot avoid such risks when
they purchase a diversified portfolio because all the assets are subject to the cited risks.

Q. ARE COMPANIES EQUALLY EXPOSED TO SYSTEMATIC RISK?
No, companies are not equally subject to systematic risk. Beta measures the degree to
which a given company is subject to systematic risk relative to the systematic risk for the
broad market. Beta times the risk premium, therefore, captures how much any given
company can expect to participate in the returns to the broad market given the company’s

systematic risk profile.

10 Exhibit MFG-S-4, Schedule 3.

Direct Testimony
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Q. WHAT THEN DOES THE REQUIRED RETURN PRODUCED BY

APPLICATION OF THE CAPM REFLECT?

A. The CAPM required return is the sum of the return to the riskless asset, the return to this

asset at a given time that market conditions produce, plus the portion of the average return
to the broad market above the riskless asset return that a company must earn to attract
investors given its risk profile relative to the broad market systematic risk.
PLEASE SUMMARIZE THE CAPM YOU USED IN YOUR ROE ANALYSIS.
I based my CAPM analysis on the version that the Federal Energy Regulatory Commission
(“FERC™) first adopted in Opinion 569'! and revised in Opinion 569-A 2, where it
expanded the acceptable sources S&P 500 short-term EPS forecasts. This approach
addresses potential flaws in the CAPM. The FERC model is forward-looking and includes
rules and methods that remove analyst judgment that can cause CAPM analyses conducted
at the same time to vary widely. I do not adopt all the FERC procedures, but I follow its
outline.
2. Updated CAPM Analysis

Q. DID YOU UPDATE THE CAPITAL ASSET PRICING MODEL (CAPM) ROE
ANALYSIS YOU PERFORMED IN YOUR DIRECT TESTIMONY?

A. Yes. I updated the calculation of my CAPM ROE using the methods I employed in my

Direct Testimony.

Y Ass’n of Bus. Advocating Tariff Equity v. Midcontinent Indep. Sys. Operator, Inc., Opinion No. 569, 169
FERC § 61,129 (2019). Issued November 21, 2019, pages 134, 138, 184-185.

12 See Ass’'n of Bus. Advocating Tariff Equity v. Midcontinent Indep. Sys. Operator, Inc., Opinion No.
569-A, 171 FERC 61,154, 9 58 (2020).

Direct Testimony
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PLEASE REVIEW YOUR UPDATE OF YOUR CAPM ROE ANALYSIS.

The updating process included using the average closing yield on a 30-year U.S. Treasury
bond from March 7, 2022 to April 1, 2022, as the risk-free return. As for the beta values,
none of those published in the Value Line Analyzer on April 14, 2022, were different from
the betas included in my Direct Testimony.'?

Q. PLEASE CONTINUE.

To update the market risk premium, I downloaded I/B/E/S S&P 500 EPS forecasts
published by Yahoo! Finance on April 14, 2022, and Value Line S&P 500 EPS forecasts
from the Value Line Analyzer on the same date. I downloaded the dividend yields for the
S&P 500 companies from the Value Line Analyzer, also from April 14, 2022. I applied the
I/B/E/S EPS growth rates'* and Value Line growth rates' to the dividend yields to find the
expected dividend yield, adding a full year’s growth as I did in my Direct Testimony.

Q. DID YOU EXCLUDE SAME S&P 500 COMPANIES IN FINDING THE MARKET
RETURNS?

A. Yes. I applied the dividend-paying rule, and the minimum and maximum threshold rules
of less than 0 percent and greater than 20 percent to the sets of S&P 500 companies. The
companies that met the screens in the I/B/E/S and Value Line S&P 500 sets are different
from one another because the EPS forecasts vary from company to company within the

sets.1®

13 Compare Exhibit MFG-13, Schedule 6 and Exhibit MFG-S-5, Schedule 6; and Exhibit MFG-13,
Schedule 7 and Exhibit MFG-S-5, Schedule 7.

14 Exhibit MFG-S-5, Schedule 3.

15 Exhibit MFG-S-5, Schedule 4.

16 Exhibit MFG-S-5, Schedule 3 and Exhibit MFG-S-5, Schedule 4.

Direct Testimony
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DID YOU WEIGHT COMPANIES BY THEIR MARKET CAPITALIZATIONS?
Yes. As I did in my Direct Testimony, I weighted the remaining ROEs by the market
capitalization for each company. The sum of those individual ROEs is the market return.
The updated value for the I/B/E/S set was 13.38 percent.!” The market risk premium was
calculated by subtracting the 2.45 percent return on the 30-year Treasury from the market
return. The result of this operation was 10.93 percent for the I/B/E/S set. This amount is
multiplied by the beta for each Comparison Group company to find that company’s CAPM
ROE.!"® The corresponding values for the Value Line set are a market return of 13.10
percent,'’ the same 2.45 percent risk-free rate of return, and a market risk premium of 10.65
percent. This amount is multiplied by the beta for each Comparison Group company to find
that company’s CAPM ROE. %

DID YOU UPDATE THE OUTLIER CAPM ROES?

Yes. FERC applies Low-End and High-End Test to the CAPM adjusted ROEs. My Low-
End Test is the same as the minimum threshold for the DCF ROE:s, the four-week average
of the Moody’s 10-year Baa Corporate Bond Yield Index value plus 20 percent of the
CAPM risk premium. The dates for the Moody’s 10-year Baa Corporate Bond Index yield
average were March 7, 2022-April 1, 2022. 1 combined the I/B/E/S and Value Line
analyses to find a mean Low-End Test of 6.50 percent.?! The High-End Test is 200 percent

of the median value of all companies included in the analysis. I note that Chesapeake

17 Exhibit MFG-S-5, Schedule 3.
18 Exhibit MFG-S-5, Schedule 6.
19 Exhibit MFG-14, Schedule 4.

20 Exhibit MFG-S-5, Schedule 7.
21 Exhibit MFG-S-35, Schedule 8.

Direct Testimony
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Utilities, South Jersey Industries, and Southwest Gas Holdings were excluded from the
CAPM ROE analyses.

Q. WERE ANY COMPANIES EXCLUDED DUE TO THE OUTLIER TESTS?
The values of the outlier tests are different in the I/B/E/S and Value Line analyses because
of the different market risk premiums produced. However, no CAPM ROEs were removed
due to the Low-End or High-End Tests in either of my analyses.

Q. WHAT WERE THE RESULTS OF YOUR CAPM ANALYSES?
The mean ROE for my I/B/E/S CAPM analysis was 11.77 percent.”> The mean ROE for
my Value Line CAPM analysis was 11.54 percent.”? These values included a flotation-
cost adjustment of 3.4 basis points.

IV. UPDATED RECOMMENDED ROE AND OVERALL RATE OF RETURN

Q. WHAT ROE DID YOU RECOMMEND FOR NSP?

A. As in my Direct Testimony the DCF constant-growth and DCF multistage results were

within the range of authorized ROEs from 2019-2021 for U.S. natural gas utilities as
reported by Regulatory Research Associates (“RRA”) a unit of S&P Global IQ Pro.?* On
the other hand, the I/B/E/S and Value Line CAPM ROE results were about 1.25 percent
and 1.00 percent, respectively, greater than the single highest ROE authorized for a
natural-gas utility in the United States in the 2019-2021 span. Therefore, I gave weights

of 40 percent to the two DCF model ROE results and weights of 10 percent to the two

22 Exhibit MFG-S-5, Schedule 6.
2 Exhibit MFG-S-5, Schedule 7.
24 Exhibit MFG-15.

Direct Testimony
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CAPM ROE results. The product of the weightings was 9.54 percent. »°

Q. WHAT CAPITAL STRUCTURE DID YOU RECOMMEND FOR THE

COMPANY?

I continue to recommend a capital structure of 47.57 percent long-term debt, 0.43 percent

short-term debt, and 52.00 percent common equity for the Company.

Q. WHAT OVERALL RATE OF RETURN DO YOU RECOMMEND FOR THE

COMPANY?

Using my recommended ROE and capital structure, and the Company’s costs of long-

term debt and short-term debt, I recommended an overall rate of return of 6.91 percent

for the Company.?®

V. RESPONSE TO MR. D’ASCENDIS’ CRITICISMS OF MY ROE ANALYSIS

Q. DOES MR. D’ASCENDIS MAKE CRITICISMS OF YOUR ROE ANALYSIS TO

WHICH YOU WANT TO RESPOND?

A. Yes. I respond to Mr. D’ Ascendis criticisms regarding:

1. The application of selection criteria for my proxy group;

2. The applicability of the multistage DCF models in my ROE analysis;

3. My use of the current yield for the U.S. Treasury 30-year bond as the risk-free rate

and the exclusion of S&P 500 companies that do not meet FERC screening criteria

for inclusion in calculating the market return estimate;

4. My limiting the number of Xcel Energy issuances included in the calculation of the

flotation-cost adjustment;

5. My exclusion of a firm-size adjustment; and

23 Exhibit MFG-S-6, Schedule 1.
26 Exhibit MFG-S-6, Schedule 2.

Direct Testimony
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6. My proposed capital structure.
1. Application of Comparison Group Selection Criteria

Q. MR. D’ASCENDIS ARGUED THAT CHESAPEAKE UTILITIES DOES NOT
MEET MY SCREEN REGARDING RATIO OF REGULATED INCOME. DO YOU
AGREE?

A. Yes. As noted previously, Mr. D’ Ascendis presented Rebuttal analysis that showed the net
income for Chesapeake Utilities’ regulated natural gas distribution operations is less than
60 percent of the company’s total net income, the standard I apply for inclusion in the
Comparison Group. Therefore, I excluded the company from my ROE analysis in this
Rebuttal Testimony.

Q. DID MR. D’ASCENDIS REMOVE SOUTHWEST GAS HOLDINGS FROM HIS
PROXY GROUP?

A. Yes. Also as noted, Mr. D’Ascendis removed Southwest Gas Holdings from his proxy
group because the company is the target of a takeover bid. I agreed with him that Southwest
Gas Holdings should be excluded from the ROE analysis and removed it from the
Comparison Group.

2. Applicability of the Multistage DCF Model to My ROE Analysis

Q. PLEASE SUMMARIZE MR. D’ASCENDIS’ CRITICISM OF YOUR
APPLICATION OF THE MULTISTAGE DCF MODEL.

A. Mr. D’Ascendis asserts that multistage DCF model is applicable to only the
company/industry life cycle concept. The life cycle is composed of three stages: a growth

stage in which sales, profits and earnings expand rapidly; a transition stage characterized

Direct Testimony

Docket No. PU-21-381 14 Surrebuttal Testimony of Marlon F. Griffing



10

11

12

13

14

15

16

17

18

19

20

21

22

by slower growth of sales, profits, and earnings; and a mature stage characterized by steady
growth in earnings, dividend payout ratios, and returns on equity.

Q. IS THE MULTISTAGE DCF MODEL LIMITED TO APPLICATION IN THE LIFE
CYCLE SITUATION?

A. No. The multi-stage model can be applied to other circumstances, such as when growth
rates are expected to be lower in the future for reasons other than the company/industry life
cycle. In my Direct Testimony I identified forecasts of high growth rates for U.S. gross
domestic product following the pandemic-related recession of 2020 and an ensuing return
to long-term growth rates as the basis for applying the multistage DCF model at this time.
I cited U.S. Bureau of Economic Analysis and Federal Reserve Board data as supporting
the logic that current short-term EPS growth-rate forecasts reflect the expected sharp
recovery and a return to lower EPS growth rates as the economic resources made idle by
the recession are returned to productive use, thus eliminating the opportunity for continued
fast growth.?’” The multistage DCF model is an approach that enables linking the two
periods of different EPS growth rates in the projected economy.

Q. DID MR. D’ASCENDIS CITE INCREASES IN EPS FORECASTS AMONG
PROXY GROUP COMPANIES AS UNDERCUTTING YOUR REASONING?

A. Yes. He cited increases in earnings per share for a majority of the proxy group from 2019
to 2020 and 2021 to 2022 as inconsistent with my reasoning.

Q. DID YOU AGREE WITH MR. D’ASCENDIS ON THIS MATTER?

No. Mr. D’Ascendis cites earnings per share, while my position was based on EPS

forecasts. My stance was not that earnings per share from one year to the next for a given

2" Direct Testimony of Dr. Marlon F. Griffing (hereafter “Griffing Direct”), Docket No. PU-21-381,
North Dakota Public Service Commission, pages 29-31.
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set of companies would decline.?® Rather, my argument was that the actual recorded decline
in the broad economy and the forecasts of high GDP growth rates that will taper off over
the short term were a combination that was causing the 3- to 5-year EPS forecasts from
Zacks, Yahoo! Finance, and Value Line to be higher than they would be across the
economy in the years after the economic activity returns to its long-term growth rates. This
short-term boost to EPS forecasts applied to utilities as well as other companies. The EPS
forecasts would decline as the economy returns to the long-term growth rates.

Q. PLEASE DISCUSS THE USE OF LONG-TERM GDP GROWTH-RATE
ESTIMATES AS INPUTS IN MULTISTAGE DCF ANALYSIS.

A. An industry’s growth rate may exceed the growth-rate of the economy for a time, but the
growth rate of mature industries such as natural-gas distribution companies converge to the
growth rate of the economy. Thus, the long-term GDP growth estimates from the Social
Security Administration and Energy Information Administration were appropriate inputs
to my multistage DCF ROE analysis.

Q. PLEASE DISCUSS MR. D’ASCENDIS’ ASSERTION THAT YOUR
APPLICATION OF THE MULTISTAGE MODEL IS ONLY A WEIGHTED
AVERAGE OF EPS FORECASTS AND LONG-TERM GDP GROWTH RATES.

A. As stated in my Direct Testimony, I relied on a method for applying the multistage DCF
model set forth by Roger A. Morin. I included an exhibit in which Dr. Morin explains the
weighting or blending of short-term EPS growth-rate forecasts and long-term GDP growth

rates is an acceptable application of the model.?’

*% Regulated utilities such as natural-gas companies are often said to be recession-proof, so it is not
surprising that most of the proxy-group companies showed increased earnings per share from 2019 to
2020. Nor is this fact grounds to dismiss my use of the multistage DCF model.

* Exhibit MFG-13, Schedule 2.
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PLEASE DISCUSS MR. D’ASCENDIS’ ASSERTION THAT YOUR
APPLICATION OF THE MULTISTAGE MODEL DOES NOT CONSIDER THE
YEAR THE MODEL TRANSITIONS FROM THE INITIAL AND FINAL
GROWTH STAGES.

In my Direct Testimony, the EPS growth-rate forecasts applied to the short-term 5-year
period 2022-2026,%° while the long-run GDP forecasts covered the span of 2027-2050.%!
Thus, the transition year was 2027. In this Surrebuttal Testimony, the new EPS forecasts
cover2023-2027, so I adjusted the long-run GDP forecasts to cover 2028-2050. Therefore,
the transition year is 2028.

3. CAPM: Current Risk-Free Rate and Exclusions of Certain S&P 500
Companies from the Market Return Calculation

MR. D’ASCENDIS STATED THAT YOUR USE OF THE CURRENT YIELD FOR
THE U.S. TREASURY 30-YEAR BOND DOES NOT CAPTURE INVESTORS’
EXPECTATIONS. PLEASE RESPOND.

As I stated in my Direct Testimony, current yields on the 30-year U.S. Treasury bond do
capture investor expectations. Just as current common equity share prices reflect all
information about factors affecting the value of the shares, current bond yields reflect the
beliefs of investors as to where bond prices, and yields, are headed.

PLEASE DISCUSS THE COMPOSITION OF A BOND YIELD.

Bond yields are composed of a coupon payment (the yield numerator) and the bond price
(the denominator). The coupon payment does not change over the life of the bond. The

bond price, on the other hand, fluctuates in accord with investors’ beliefs regarding the

3% Exhibit MFG-13, Schedule 8.
31 Exhibit MFG-13, Schedule 5 and Exhibit MFG-13, Schedule 6.
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value of the bonds. Put briefly, if investors expect interest rates (the coupon payment) for
future bonds to rise, they will pay less in the present for an existing bond with a lower
coupon rate. The price falls until the current yield for the existing bond and the yield for
the anticipated bond are equal. The opposite is true if investors expect interest rates to fall.
Either way, the current yield, influenced by investors’ beliefs, is forward-looking and does
reflect investor expectations.

Q. MR. D’ASCENDIS ASSERTS THAT YOU SHOULD NOT HAVE APPLIED
DIVIDEND AND EPS GROWTH-RATE FORECAST SCREENS TO THE S&P 500
COMPANIES AS YOU CALCULATED YOUR CAPM MARKET RETURN.
PLEASE REVIEW THESE SCREENS.

A. I applied the DCF constant-growth model to calculate the individual returns to the S&P
500 companies as I calculated my CAPM market return.>> As I showed in my Direct
Testimony, the DCF model requires dividends as an input.*® If a company is not paying
dividends or has a record of cutting dividends, then its DCF analysis is not reliable.
Consequently, I eliminated non-dividend paying companies from my CAPM market return
analysis.

Q. PLEASE ADDRESS WHY YOU EXCLUDED COMPANIES WITH EPS
GROWTH-RATE FORECASTS LESS THAN 0 PERCENT AND GREATER THAN
20 PERCENT FROM THE MARKET RETURN CALCULATION.

A. I excluded companies with EPS growth-rate forecasts less than 0 percent and greater than

20 percent because neither growth rate is sustainable. Companies that persistently have

*2 As did Mr. D’ Ascendis for Measures 5 and 6 of his CAPM market risk premium analysis. (Exhibit
(DWD-1), Schedule 7, Page 2 of 2. He does not indicate he removed companies not paying dividends
from his analysis, so these MRPs are flawed.

3 Griffing Direct, pages 48-49.
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negative earnings per share will go out of business. Therefore, these companies should not
be included in the calculations. If they were included, they would drag down the market
return. On the other hand, companies do not maintain growth rates of 20 percent or greater
for long. Including such companies in the analysis distorts the market return upward.
MR. D’ASCENDIS ASSERTS THAT REMOVING COPMPANIES FROM THE
S&P 500 FOR THE MARKET RETURN CALCULATION MEANS THE
REMAINING COMPANIES DO NOT REPRESENT THE MARKET AS A
WHOLE. WHAT IS YOUR RESPONSE?

Companies not paying dividends must be removed from the market return calculation
because it is not mathematically possible to calculate a meaningful DCF return for such
companies. Since I applied a constant-growth model to the S&P 500, I had to follow that
constraint of the model and remove those companies. As for companies with extreme EPS
growth-rate forecasts, I removed them because NSP would not be competing for capital
against such outliers. Therefore, it is not a shortcoming that the remaining companies may
not reflect the range of returns of the whole market.

MR. D’ASCENDIS ASSERTS THAT IF COMPANIES ARE REMOVED FROM
THE S&P 500 FOR THE MARKET RETURN CALCULATION, THEN THE
BETAS OF THE SUBJECT COMPANIES MUST BE RECALCULATED TO BE
VALID. WHAT IS YOUR RESPONSE?

I did not recalculate the proxy group beta values or the beta values of the S&P 500
companies remaining after the dividend-paying screen and the extreme EPS growth-rate
forecast screen were applied. Following the Value Line approach to calculating beta, that

monumental operation would involve having access to 260 values (5 years times 52 weekly
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observations)—for each company. Instead, I calculated the average betas of the S&P 500

for I/B/E/S and Value Line, and the average betas of the companies left after the screens

were applied. The results are shown below.

Means and Standard Deviations of Betas

Screened Screened
I/B/E/S S&P | I/B/E/S S&P Value Line Value Line
500 500 S&P 500 S&P 500
Mean 1.08 1.02 1.07 1.05
Standard
Deviation 0.28 0.26
Difference of
Means/Standard | 0.06/0.28 = 0.02/0.26 =
Deviation 0.21 0.10

PLEASE DISCUSS THE RESULTS.

The mean beta value for the I/B/E/S S&P 500 companies was 1.08, while the mean value

of the I/B/E/S S&P 500 companies after the dividend-paying screen the extreme EPS

growth-rate screens were applied was 1.02. The corresponding beta means for the Value

Line S&P 500 companies were 1.07 and 1.05. The mean differences of 0.06 and 0.02

divided by the standard deviations of the respective S&P 500 sources were 0.21 and 0.10.

This standardization operation indicates that the screened sets of S&P 500 companies are

similar in risk to the full sets.
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4. Adjustment for Flotation Costs
PLEASE DISCUSS YOUR DECISION TO INCLUDE ONLY RECENT
ISSUANCES OF XCEL ENERGY IN CALCULATING THE FLOTATION COST
ADJUSTMENT.
Mr. D’ Ascendis is correct that I accepted a higher flotation cost adjustment in Docket No.
PU-20-441, the rate case for NSP electric. In this docket I noticed a major difference in the
costs for Xcel Energy’s equity issuances that I overlooked in the electric rate case docket.
This costs difference caused me to revise my recommended flotation cost adjustment in
this docket.
PLEASE DESCRIBE THE DIFFERENCE YOU NOTICED IN THE XCEL
ENERGY ISSUANCE COSTS.
I noticed that there was a major difference in the issuance costs Xcel Energy in the data
provided by Mr. D’ Ascendis for issuances made in 2010 and before and those made 2013
and after.* The costs for 2010 and prior ranged from about 2.50 percent to 7.95 percent,
whereas the costs for 2013 and after ranged from about 1.20 percent to 0.42 percent. The
2010 and 2013 issuance costs illustrate the size of the break. For 2010 the cost was 6.918
percent, while the 2013 cost was 1.179 percent. The trend of small issuance costs for Xcel

Energy continued in the three issuances made after 2013.

** Exhibit (DWD-1) Schedule 12.

Direct Testimony

Docket No. PU-21-381 21 Surrebuttal Testimony of Marlon F. Griffing



10

11

12

13

14

15

16

17

18

19

20

21

22

23

WHY DID YOU DEPART FROM THE PRINCIPLE OF ALLOWING A
COMPANY TO RECOVER ALL PREVIOUS FLOTATION COSTS IN THIS
DOCKET?
I agreed that the purpose of the flotation-cost adjustment is to allow a company to recover
its costs of issuing equity. However, public utility regulation is a substitute for the limits
that a competitive market imposes on companies. A company operating with competitors
would not be able to continue to pass on to customers issuance costs that were so much
higher than current issuance costs, as the issuance costs were with Xcel Energy. Something
happened with Xcel Energy between 2010 and 2013 that resulted in its issuance costs
dropping sharply. If Xcel Energy had a competitor, the reduced issuance costs would be
available to both companies. Competitive pressure would force both companies to pass
along only the lower issuance costs to their customers. Thus, applying the concept that
regulation is a substitute for market forces, I calculated the flotation-cost adjustment for
NSP based on the costs of the four issuances made in 2013 and after, which indicate NSP
is operating in a new equity issuance climate.

5. Exclusion of a Size Adjustment
PLEASE DISCUSS YOUR DECISION TO INCLUDE ONLY RECENT
ISSUANCES OF XCEL ENERGY IN CALCULATING THE FLOTATION COST
ADJUSTMENT.
Mr. D’ Ascendis is correct that I included a size adjustment in Docket No. PU-20-441, the
rate case for NSP electric. Since that docket, I have learned of studies that conclude the
size effect may be transitory, at best, and that returns to small companies are less than those

for larger companies. Therefore, I did not include a size adjustment in this docket.
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HOW DID MR. D’ASCENDIS RESPOND?

Mr. D’ Ascendis asserts again that smaller companies face greater business risk than larger
companies. He cites the scenario that small companies are less able than large companies
to withstand the loss of a few large customers. This example would hold true if the largest
customers of all companies, large and small, were the same size. Then the proportion of a
smaller company’s sales, revenues, and earnings such a customer represents would be
greater than the proportion for a larger company. However, no evidence is presented
regarding the proportion of sales, revenues, and earnings that large customers represent for
small companies. It can be asked, won’t the largest customers of small companies also be
smaller than the largest customers of large companies, thus reducing the effect of the loss
of such a customer? Or is the proportion a large customer represents of a<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>