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I. INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR FULL NAME, OCCUPATION, AND BUSINESS
ADDRESS.

My name is Maureen L. Reno. | am an economist with a specialization in public utility
economics and finance. I am the founder and principal consultant of Reno Energy
Consulting Services, L.L.C. My business address is 19 Hope Hill Road, Derry, New
Hampshire 03038.

PLEASE SUMMARIZE YOUR EDUCATION.

I received a Bachelor of Arts degree in Economics from the University of Maine at
Orono, Maine in 1996. In 1998, I earned a Master of Arts degree in Economics from
the University of New Hampshire in Durham, New Hampshire, where I also completed
all course work and examination requirements for a Ph.D. degree in Economics, except
for my dissertation. My areas of academic concentration included industrial
organization and environmental economics.

WHAT IS YOUR PROFESSIONAL BACKGROUND?

[ have 25 years of professional experience in the regulated utilities and energy sectors.
From 2001 to 2011, I served as a utility analyst and program manager with the New
Hampshire Public Utilities Commission, advising the Commissioners on regulated
utilities” cost of capital and return on equity (“ROE”), among other regulatory matters.
From 2011 to 2012, I served as a Senior Energy Economist with the Union of
Concerned Scientists, advising on the intricacies of the regulated utility industry and
helping to develop alternative financing programs for renewable energy investments.
Since 2012, I have served as an independent consultant to multiple firms, including
Exeter Associates, Inc. and TAHOEconomics, LLC on utility cost of capital, ROE, and

capital structure; Stephenson Strategic Communications, LLC on federal climate and
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energy policy; and TrueLight Energy, LLC on regulated utility rate impacts and energy
markets.

HAVE YOU PREVIOUSLY TESTIFIED AS AN EXPERT WITNESS BEFORE
A PUBLIC SERVICE COMMISSION?

Yes. My testimony was presented and accepted in 44 regulated utility proceedings in
several states, including Alaska, Arizona, California, Delaware, Georgia, Kansas,
Missouri, New Hampshire, New Mexico, North Carolina, Oklahoma, Pennsylvania,
South Carolina, and Texas, on a wide range of issues concerning regulated utilities,
retail and wholesale energy markets, and renewable energy. (See Appendix A for my
curriculum vitae and qualifications.)

ON WHOSE BEHALF ARE YOU APPEARING IN THIS PROCEEDING?

[ am serving as an expert witness on cost of capital, ROE, and capital structure on
behalf of the Advocacy Staff of the North Dakota Public Service Commission
(“NDPSC”).

HOW IS YOUR TESTIMONY ORGANIZED?

My testimony is organized into nine sections including this one. In Section II, I discuss
the purpose of my testimony, which is to compare the rate of return (“ROR”) proposed
by Northern States Power (“NSP” or “Company”) with the ROR that I am
recommending. In Section III, I review current and near-term economic and financial
conditions in the United States and North Dakota. In Section IV, I evaluate NSPs
proposed capital structure and discuss my recommended capital structure. In Section
V., I summarize NSP’s proposed cost of debt. In Section VI, I discuss different types of
risks for regulated electric utilities and evaluate whether NSP is facing greater or lesser
risks than its peers in the proxy group that I use in my ROE analysis. In Section VII, I

present my ROE analysis which includes the methodologies that I applied to develop
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my ROE recommendation. I also evaluate NSP’s proposed ROE. In Section VIII, I
critique Mr. Nowak’s application of a flotation cost adjustment to his ROE estimates.
Finally, in Section IX, I summarize my recommendations concerning a fair and

reasonable ROR, which includes my recommended capital structure and ROE.

II. PURPOSE AND SUMMARY OF RECOMMENDATIONS

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?
The purpose of my testimony is to recommend an ROR for ratemaking purposes.'
recommend a different ROR—to include a different ROE and capital structure—than
that proposed by NSP. My ROE recommendation was determined in accordance with
the standards identified in Bluefield Water Works v. Public Service Commission, 262
U.S. 679, 692-93 (1923) (“Bluefield’) and Federal Power Commission v. Hope Natural
Gas Co., 320 U.S. 591, 605 (1944) (“Hope™). In Bluefield and Hope, the U.S. Supreme
Court established the principle that a public utility may be allowed to earn a return
comparable to a return on investments in other enterprises having similar risks that
allow the utility, under efficient management, to maintain financial integrity so that it
can attract capital on reasonable terms and maintain its credit.

WHAT IS THE RATE OF RETURN THAT NSP IS PROPOSING?

For the test year defined as the calendar year 2025 (“future test period” or “future test
year”), NSP proposed an ROR of 7.56%, which is composed of (1) a capital structure
of 52.50% common equity, 46.71% long-term debt, and 0.79% short-term debt; (2) a

cost of long-term debt of 4.51%; (3) a cost of short-term debt of 5.31%; and (4) an ROE

! For the purpose of my testimony, I will utilize the term “rate of return,” or ROR, which I consider to be
synonymous with the terms “return on rate base” or “weighted average cost of capital.”
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of 10.30%.% See Table 1 at the end of this section of my testimony for a comparison of
the proposed and recommended RORs.

Q. HOW DOES NSP’S PROPOSED RATE OF RETURN OF 7.56% COMPARE
TO RATE OF RETURNS AUTHORIZED BY REGULATORY
COMMISSIONS IN THE U.S.?

A. Between January 1, 2015, and May 15, 2025, there were 270 general rate cases
involving vertically integrated electric utilities in which state commissions authorized
an ROR.? Of these 270 cases, the average ROR authorized is 6.97% with a median of
7.17% and a mode of 7.18%, highlighting how excessive NSP’s proposed ROR of
7.56% is in the context of national regulatory precedent.

Focusing specifically on North Dakota, there were seven electric rate cases for
vertical integrated utilities during this same period in which the Commission adopted
an ROR.* Among those, the highest being 7.64%, awarded to Otter Tail Power
Company in December 2018.> This data strongly underscores the excessive nature of
NSP’s proposed ROR. The proposed ROR of 7.56% is significantly above levels
typically authorized by regulators and is inconsistent with recent and historical
precedent.

Q. SHOULD THE COMMISSION ACCEPT NSP’S PROPOSED RATE OF
RETURN?

A. No. The Commission should reject NSP’s proposed ROR because of three main
considerations. First, it is based on an overstated ROE that does not accurately reflect

investors’ current expected returns on utility stocks. Second, NSP’s proposed ROR of

2 Halama Direct, Exhibit _ (BCH-1), Schedule 3.

3 Derived from data provided by S&P MI, reflecting only vertically integrated electric utilities for which S&P
MI reported an ROR value.

41d.

S1d.
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7.56% is high and inconsistent with the RORs typically allowed for electric utilities.
Third, it is inconsistent with the regulatory compact in utility ratemaking, specifically
as it relates to the proposed equity ratio.
WHAT IS THE REGULATORY COMPACT IN THE CONTEXT OF
UTILITY RATEMAKING?
The regulatory compact is an implied agreement between a regulated utility and state
regulators whereby the utility agrees to provide safe, adequate, nondiscriminatory
service to all customers within its assigned service territory. In exchange, the state
grants the utility an exclusive franchise and the opportunity to recover prudently
incurred costs and earn a reasonable return on investment. This relationship has been
recognized by courts and regulatory bodies as the legal and economic foundation of
traditional rate-of-return regulation.
SPECIFICALLY, AS IT RELATES TO THE ROR, PLEASE EXPLAIN THE
IMPORTANCE OF THE REGULATORY COMPACT.
The rate of return is a central component of a utility’s revenue requirement and is
fundamentally tied to the regulatory compact. It is designed to ensure that the utility
remains financially sound, can attract capital on reasonable terms, and continues to
invest in the infrastructure necessary to serve the public interest. At the same time, the
rate of return must not be excessive, so as to avoid placing an undue burden on
customers.

The rate of return is typically calculated as the weighted average cost of capital,
using the following formula: ROR = (Debt ratio x Cost of Debt) + (Equity ratio x
Allowed ROE). This formula makes clear that the utility’s capital structure, i.e., the
relative proportions of debt and equity financing, has a direct and material impact on

the overall ROR.
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In general, equity is more expensive than debt because investors demand a
higher return for assuming greater risk. Consequently, a capital structure with a higher
equity component leads to a higher ROR, which in turn generally increases the utility’s
revenue requirement and, ultimately, customer rates. While it is important that the
utility earns a return sufficient to attract capital and maintain financial health, regulators
must also ensure that the resulting rates are just and reasonable. This requires a careful
balance between the interests of shareholders and those of ratepayers.

NSP’s proposed capital structure, which includes an equity ratio of 52.50%.,° is
unreasonably high when compared to the capital structures of its peers and prevailing
industry norms. For calendar year (“CY™) 2025, through May 27, there have been
twelve vertically integrated electric utilities for which U.S. regulators approved a
capital structure. For these utilities, the average equity ratio was 47.42%, with a median
of 48.14%. Over a longer time horizon, from CY 2015 through May 27, 2025,
regulatory commissions approved capital structures for 244 vertically integrated
electric utilities. Across these cases, the average equity ratio was 49.08%, the median
was 50.45%, and the mode was 52.00%.”

[f adopted as proposed, this capital structure would unnecessarily increase the
utility’s overall ROR and revenue requirement, resulting in higher costs to customers.
Such an outcome would be inconsistent with the intent of the regulatory compact,
which aims to provide a fair return to investors while protecting customers from
excessive charges. It is therefore essential that the Commission thoroughly evaluates
NSP’s proposed capital structure to ensure that it supports the utility’s financial

stability without imposing unjustified costs on ratepayers.

 Halama Direct, Exhibit  (BCH-1), Schedule 3.
7 All figures are based on data provided by S&P Global Market Intelligence (S&P MI).
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HOW DOES NSP’S PROPOSED ROR VIOLATE THE REGULATORY
COMPACT?

NSP’s excessive rate of return, which is unreasonably high due in part to its equity-
heavy capital structure and elevated return on equity request, contravenes the
regulatory compact because it disrupts the fundamental balance the compact is intended
to preserve between the utility’s right to earn a fair return and the public’s right to just
and reasonable rates. When a utility earns a return that exceeds what is necessary to
attract capital and maintain financial integrity—as articulated in Hope and Bluefield—
it imposes unjust and unreasonable rates on captive customers, thereby breaching the
public interest obligations embedded in the compact. This undermines regulatory
fairness and exploits the utility’s monopoly position. As discussed previously NSP’s
proposed ROR far exceeds ROR’s authorized across the U.S.

SHOULD THE COMMISSION ACCEPT NSP’S PROPOSED CAPITAL
STRUCTURE?

No. NSP’s proposed equity ratio of 52.5%, based on the test period ending December
31, 2025, is inconsistent with regulated utility sector trends and recently observed
average capital structures allowed by commissions across the U.S. It also places a
greater economic burden on ratepayers since equity is more expensive than debt.
SHOULD THE COMMISSION ACCEPT NSP’S PROPOSED COST OF
LONG-TERM DEBT?

Yes. NSP’s long-term debt costs appear to be based on the Company’s embedded cost
of long-term debt with individual debt costs in line with market rates in play during the
time of each debt issuance.

SHOULD THE COMMISSION ACCEPT NSP’S PROPOSED COST OF

SHORT-TERM DEBT?
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Yes. NSP’s short-term debt costs appear to be based on the Company’s embedded cost
of short-term debt with individual debt costs in line with market rates in play during
the time of each debt issuance.

SHOULD THE COMMISSION ACCEPT NSP’S PROPOSED ROE?

No. The 10.30% ROE proposed by NSP witness Joshua C. Nowak does not comport
with current market trends and the return on equity investors expect for a stock from a
vertically integrated electric utility with similar risk.

Mr. Nowak skews his analysis through over-reliance on inputs with an upward
bias. For example, he relies exclusively on earnings growth estimates, which has the
effect of inflating his Discounted Cash Flow (“DCF”) Model results. Relying
exclusively on earnings growth estimates also inflates his estimated total market risk
premium and resulting Expected Market Return, a key input in his DCF-based Capital
Asset Pricing Model (“CAPM™). By contrast, I rely on a combination of earnings
growth estimates as well as dividend growth, book value growth, and sustainable
growth to produce more accurate results.

WHAT DO YOU RECOMMEND AS THE APPROPRIATE ROR FOR NSP?
For NSP, I recommend an overall ROR of 6.97%, which is composed of (1) a capital
structure of 50.00% equity, 49.21% long-term debt (different from the Company’s
claim), and 0.79% short-term debt; (2) a cost of long-term debt of 4.51% (no difference
from the Company’s claim) and a cost of short-term debt of 5.31% (no difference from
the Company’s claim); and (3) an ROE of 9.41% (again, different from the Company’s
claim). See Table 1 below for a comparison of the proposed and recommended RORs.
WHY SHOULD THE COMMISSION ACCEPT YOUR RECOMMENDED

ROE?
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My ROE recommendation of 9.41% is based on the midpoint of my DCF results and
falls within my ROE range of 8.50% to 10.31%. I recommend an ROE based on the
midpoint of my DCF range because it represents a fair and reasonable ROE for NSP in
consideration of its risks and investors’ current valuation of public utilities and equity
assets in general. I discuss my modeling in greater detail further in my testimony.
DID YOU EMPLOY ANY OTHER MODELS WHEN ESTIMATING YOUR
ROE RESULTS?

Yes. I also use the CAPM as a check on the reasonableness of my DCF results;
however, my recommended ROE is not based on the CAPM results. I use the CAPM
to estimate a range of ROE results of 8.18% to 11.12%, with a midpoint of 9.65%. This
midpoint CAPM result is 24 basis points greater than my DCF midpoint. The average
of both my DCF midpoint and my CAPM midpoint is 9.53%. As noted, these CAPM
results serve as a check on my DCF results to demonstrate that my recommendation
based on the DCF model is reasonable and should be accepted by the Commission.
HAVE YOU PREPARED A TABLE THAT COMPARES NSP’S REQUESTED
ROR TO THE ROR THAT YOU RECOMMEND?

Yes, see Table 1.
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TABLE 1. COMPARISON OF PROPOSED & RECOMMENDED RATES OF RETURN

NSP WITNESSES ADVOCACY STAFF
HALAMA & NOWAK WITNESS RENO
. Costof Weighted . Costof  Weighted
Weight Weigh
“18 Capital  Cost ight  Capital Cost
Lomg-Term o 7196 451%  2.011% | 4921%  451% 2.22%
Debt
hort-T
siteord=Feseat 0.79%  531%  0.04% 0.79% 5.31% 0.04%
Debt
C
ommon 52.50%  1030%  5.41% 50.00%  9.41% 4.71%
Equity
Total Capital
O RAPTEAL 00.00% 7.56% | 100.00% 6.97%
Structure

Amounts may not add up due to rounding.
Source: Halama Direct, Exhibit__ (BCH-1), Schedule 3.

ITI. MACROECONOMIC AND FINANCIAL MARKET CONDITIONS

Q. WHY IS IT IMPORTANT TO CONSIDER MACROECONOMIC
CONDITIONS IN DEVELOPING A RECOMMENDED ROE, COST OF
DEBT, AND ROR?

A. I present current and expected macroeconomic conditions in this section to set the
context for my ROE, cost of debt, and resulting ROR recommendations to the
Commission. With respect to the expected ROE, investors evaluate both economic and
monetary conditions when assessing the opportunity costs of their investments. Global,

national, and regional economic conditions affect investor expectations regarding

10
11
12
13
14

15

investment returns, as measured by stock prices, interest rates, and sustainable dividend
growth — each of which serves as inputs in my DCF and CAPM analyses.
Additionally, investors closely monitor market interest rates and the return on fixed-
income securities, in particular U.S. Treasury bonds, as they weigh alternative
investment options when making capital allocation decisions. The cost of new debt

issuances is also determined according to the expectations set by bondholders.
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HOW ARE INTEREST RATES ON FIXED-INCOME SECURITIES
DETERMINED?

Interest rates or bond yields on long-term bonds are determined by investors’
expectations on economic growth and inflation over the duration of a particular bond.
Interest rates on short-term bonds are also determined by these expectations but are
largely driven by the actions of the U.S. Federal Reserve Bank (“Federal Reserve™),
specifically the Federal Open Markets Committee (“FOMC”), when they adjust the
Federal Funds Rate (the overnight interest rate it charges commercial banks) and buy
or sell U.S. Treasury securities to meet certain policy objectives.

PLEASE ELABORATE ON THE FEDERAL RESERVE’S POLICY
OBJECTIVES.

The Federal Reserve has two policy objectives: the first is to maintain full employment
or the total amount of employment that the economy can experience without any overt
inflationary pressures; and the second is to maintain a target rate of inflation of 2.0%
over the long run.® Thus, the Federal Reserve monitors key economic indicators to
gauge whether it is necessary to adjust the Federal Funds Rate to influence borrowing
behaviors and/or to adjust its balance of securities to change the level of money supply
in the economy.

WHAT ECONOMIC INDICATORS DO BOTH THE FEDERAL RESERVE
AND INVESTORS MONITOR?

The Federal Reserve and investors monitor economic indicators including measures of
economic growth, such as real Gross Domestic Product (“GDP”), the unemployment
rate, and measures of inflation, such as the Consumer Price Index (“CPI”), among

others.

8 https://www.federalreserve.gov/fags/economy_14400.htm
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Q. HOW WOULD YOU DESCRIBE THE CURRENT STATE OF THE U.S.
ECONOMY?

A. In general, economic signals show a slight slowdown considering stubborn inflation,
although current inflation remains far lower than in 2022. Recent economic growth, as
measured by real GDP, shows that the U.S. economy is slowing after experiencing a
post-COVID-19 pandemic rebound. Although inflation has fallen since it peaked in
2022, inflation is not falling at the rate the Federal Reserve had hoped. Therefore,
investors remain uncertain about if the Federal Reserve will continue to decrease
interest rates after reversing course of aggressively increasing interest rates as they did
in July 2023.

Q. HOW HAS ECONOMIC GROWTH CHANGED SINCE THE COVID-19
PANDEMIC?

A. In 2021, real GDP growth reached an annual high of 6.1%, falling to 2.5% in 2022 and
then rebounding slightly to 2.9% in 2023 and 2.8% in 2024. During Q1 2025, however,
real GDP decreased by 0.3%.°

Q. HOW HAS UNEMPLOYMENT CHANGED SINCE THE COVID-19
PANDEMIC?

A. Unemployment decreased from 5.3% in 2021 to 3.6% in 2022 and 2023, respectively.
Unemployment has increased slightly to 4.0% in 2024 and 4.2% in Q1 2025.'°

Q. HOW HAS INFLATION CHANGED SINCE THE COVID-19 PANDEMIC?

A. Inflation, as measured by the CPI, remains the primary concern to the economy, though

it decreased from its peak of 8.0% in 2022 to 2.9% in 2024 and 2.4% in Q1 2025."

? Council of Economic Advisers, “Economic Indicators” (April 2025), at 3.
101d., at 11.
11d., at 24.
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HOW HAS THE FEDERAL RESERVE RESPONDED TO THESE
ECONOMIC TRENDS?

Since July 2023, the FOMC has paused its campaign of aggressively increasing the
federal funds rate to dampen stubborn inflationary pressures, reducing the amount of
money circulating through the economy, and driving down aggregate demand. Since
then, the FOMC decreased the federal funds rate three consecutive times in 2024. In a
recent press release issued on May 7, 2025, the FOMC states that “[r]ecent indicators
suggest that economic activity has continued to expand at a solid pace. The
unemployment rate has stabilized at a low level in recent months, and labor market
conditions remain solid. Inflation remains somewhat elevated.”'> The FOMC
continued by stating, “[t]he Committee seeks to achieve maximum employment and
inflation at the rate of 2 percent over the long run. Uncertainty about the economic
outlook has increased further.” Thus, the FOMC decided to maintain the current target
range for the federal funds rate between 4.25% to 4.50%.'3 The FOMC further stated,
“[i]n considering the extent and timing of additional adjustments to the target range for
the federal funds rate, the Committee will carefully assess incoming data, the evolving
outlook, and the balance of risks.”'*

HOW HAVE INVESTORS RESPONDED TO THESE ECONOMIC TRENDS?
According to Value Line Investment Survey (“Value Line”), inflation moderated last
month, and the labor market has held up well with April’s job-creation figures being
better than expected. However, Value Line cautions that the growth outlook is unclear

with GDP contracting in Q1 2025 amid concerns about the Trump Administration’s

12 Federal Open Market Committee, Federal Reserve Bank, “Press Release” (May 7, 2025), at 1.

B1d.
1 1d.
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tariff policies. Value Line notes that a federal tax deal and increased deregulation in the
energy and financial markets will be necessary to drive growth over the next year.'?
HOW DO INVESTOR’S EXPECTATIONS INFLUENCE YOUR ROE
RESULTS?

Investors consider actions of the Federal Reserve, and the economic conditions
discussed above when estimating the opportunity cost of investing in a share of utility
stock, or their expected return on equity in the long run. Thus, in addition to assessing
economic growth, unemployment, and inflation, they will consider the yields or the
return on fixed-income securities (e.g., interest rates on bonds), in particular interest
rates on U.S. Treasury bonds.

HOW HAVE INTEREST RATES AND INVESTOR EXPECTATIONS
CHANGED IN RECENT YEARS?

Figure 1 below shows how the interest rates have changed from 2019 to May 2025.
Yields on short-term U.S. Treasury bonds have currently peaked at elevated levels in
2023 in response to the FOMC'’s recent actions. Yields on long-term U.S. Treasury

bonds and corporate bonds also appear to have peaked.

15 The Value Line Investment Survey, “Selection & Opinion”, Issue 6, (May 30, 2025), at 2297.
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Exhibit  (MLR-2a) (Interest Rates and Bond Yields (2019 - May 2025)).

Yields on long-term bonds (reference the 30-Year Treasury Bond or “T-Bond,”
shown in green in Figure 1 above) rose from 2.06% in 2021 to 4.41% in 2024 and
4.70% in May 2025.'% The cost of debt for Moody’s Investors Service (“Moody’s”)
Baa-rated corporations peaked in 2023 at 5.87% and fell slightly to 5.76% in 2024 but
rebounded to 6.15% in May 2025.'7 Moreover, short-term interest rates (reference the
3-Month U.S. Treasury Bill or “T-Bill,” shown in blue in Figure 1 above) rebounded
from 0.04% in 2021 to 4.98% in 2024 and fell to 4.20% in May 2025."8

Short-term interest rates are primarily determined by the FOMC’s policy
actions. Recent decreases in short-term interest rates followed after the FOMC

decreased the Federal Funds rate and reduced its holdings of Treasury and agency

16 Council of Economic Advisers, “Economic Indicators” (April 2025), at 30.

17 1d.
18 1d.
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mortgage-backed securities to increase money supply.!® Long-term interest rates are
primarily determined by market forces, including investor expectations of future levels
of inflation and economic growth.

Figure 2 below shows the yields on the different types of T-Bills and T-Bonds,
with values along the horizontal axis representing the maturity of each T-Bill or T-Bond
and the vertical axis showing the corresponding yield or interest rate. Each line
represents the yields associated with each type of asset on a particular date and is
referred to by financial analysts as the “yield curve.” The yield curve reflects the bond
market’s consensus opinion of future financial market conditions as investors decide
which bill or bond to purchase in response to expected levels of inflation and interest

rates.

19 Monetary Policy Report, February 2025.
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Q.

A.

HOW HAS THE YIELD CURVE CHANGED IN RECENT YEARS?

It is important to recall the evolution of the yield curve in recent years. During NSP’s
last rate case which incorporated a test period ended December 31, 2021, the yield
curve was upward-sloping with yields ranging from 0.06% for 1-month T-Bills to
1.90% for 30-year T-Bonds. The yields on short-term T-Bills were near 0% in response
to FOMC actions, while the yields on some long-term T-Bonds were increasing
slightly, showing that investors were expecting an economic rebound from the
pandemic.

The shape of the yield curve has since flipped in 2023 and is inverted. As shown
in Figure 2 above, yields on long-term T-Bonds are lower than the yields on short-term
T-Bills as of December 29, 2023 (i.e., the last trading day of test period). This shows
that investors were expecting a sustained economic slowdown and for the FOMC to

shift its monetary policy and start decreasing interest rates to avoid an economic
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slowdown. However, the increasing yield curve on May 30, 2025, shows that yields on
longer-term bonds are increasing while yields on short-term T-Bills are falling slightly
due to recent decreases in short-term interest rates by the FOMC late in 2024.
WHAT OTHER MEASURES OF INVESTORS’ EXPECTATIONS DO YOU
CONSIDER?
Another metric by which to gauge investor expectations regarding long-term inflation
is the Treasury Inflation-Protected Securities (“TIPS™) spread, or the difference
between yields on long-term nominal Treasury securities and long-term TIPS. The
yield on a long-term conventional Treasury bond pays its holder a fixed nominal
coupon and principal to compensate the investor for future inflation, and it includes the
real rate of interest and inflation compensation. For TIPS, the coupons and principal
both rise and fall with inflation, as measured by the CPI. The published yield includes
only the real rate of interest. Therefore, the difference, roughly speaking, between the
prevailing yields on these two types of Treasury securities reflects the inflation
compensation over that maturity horizon that is expected by bond investors.

The 30-day average difference in the yield on the 30-year T-Bond and 30-year
TIPS for the period ended May 30, 2025, equals 2.28% and represents the market’s
most recent expectations for long-term inflation. In other words, this data confirms that
investors are anticipating that the rate of inflation over the long term is expected to
stabilize at a higher rate than the FOMC'’s goal of 2.0%, which may further feed fears
that the FOMC may delay interest rate cuts.
WHAT ARE THE EXPECTATIONS FOR THE U.S. ECONOMY IN THE
NEAR FUTURE?
As the FOMC continues to pause reducing short-term interest rates in response to

persistent inflation, the economy is still expected to slow down in the near term and
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then hover around 2.0% in the longer term. Specifically, according to the Q2 2025
edition of Survey of Professional Forecasters published by the Federal Reserve Bank
of Philadelphia, economic growth, as measured by real GDP, is expected to increase
from 1.4% during 2025 to 1.6% during 2026 and 2.2% during 2027. Long-run
economic growth beyond 2027 is expected to hover near 2.0% in 2028.%°

Over the next year, inflation is expected to decrease but remain near moderate
levels, with the CPI remaining near 3.3% in 2025 and then falling to 2.7% in 2026 and
2.4% in 2027. Another inflation metric closely watched by the FOMC is the Personal
Consumption Expenditures (“PCE”) index because it represents a broader measure of
inflation. The PCE is expected to decrease from 3.2% in 2025 to 2.5% in 2026 and
2.1% in 2027, nearly matching the FOMC’s monetary policy goal of inflation. The data
also show that analysts expect the national unemployment rate to increase slightly from
4.3% in 2025 to 4.5% in 2026 and 4.6% in 2027.%!
HOW DOES THE NORTH DAKOTA ECONOMY COMPARE TO THE U.S.
ECONOMY?
The North Dakota economy is weaker than the national economy. North Dakota’s real
GDP for the most recent quarter for which data is available (Q4 2024) is 2.1%
compared to the national average of 2.4%.?* However, personal income grew faster
than the national average over the same period, with an increase of 5.1% compared to
the U.S. average of 4.6%.?* North Dakota’s unemployment rate of 2.4% in 2024 was

lower than the national unemployment rate of 4.0%.%*

20 Federal Reserve Bank of Philadelphia, “Survey of Professional Forecasters: Second Quarter 2025 (May 16,
2025), at 8 & 10.

2d.

22 Bureau of Economic Analysis, “Gross Domestic Product by State and Personal Income by State, 4th Quarter
2024 and Preliminary 2024 (March 28, 2025), available at https://www.bea.gov/news/2025/gross-domestic-
product-state-and-personal-income-state-4th-quarter-2024-and-preliminary

B1d.

2 www.bls.gov/news.release/pdf/srgune.pdf.
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According to the Federal Reserve Bank of Minneapolis, economic activity in
the Ninth District declined slightly. Employment remained steady, while wages rose
moderately. Overall prices rose moderately as input costs saw more pressure.
Manufacturing and vehicle sales showed slight growth. However, consumer spending
and construction declined modestly, with residential real estate down and commercial
real estate unchanged. Agriculture remained weak but stable.?

ARE INVESTORS AWARE OF NORTH DAKOTA’S ECONOMIC
CONDITION?

Yes. Investors consider local, regional, and national economic conditions when making
their investment decisions. For example, investors often compare NSP to its affiliates
in other states that have similar or lower credit ratings. Investors also consider the
expected returns on utility stocks in relation to the return of other stocks and securities.
HOW DO INVESTORS VIEW UTILITY STOCKS?

In general, investors view utility stocks as a safe investment, especially during times of
uncertainty, because of the industry’s defensive fundamentals and high dividend yields.
Utility stocks are considered defensive by investors because electric service is essential,
and utilities are regulated monopolies. Value Line reports that during the past 12
months, utilities under its coverage have gained 17.1% in value on average versus a
0.7% rise in the Value Line Arithmetic Index. According to Value Line, this defensive
group has performed substantially better than the broader market of the last 12 months,
supported by recession concerns and falling interest rates.?® Total returns on utility

stocks are dependent on investors’ expectations of where interest rates will go next and

25 Federal Reserve System, “The Beige Book: Summary of Commentary on Current Economic Conditions by
Federal Reserve District” (May 2025), at 34-37.

6 Value Line Investment Survey, “Electric Utility East™ (May 9, 2025), at 129.
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prospects for the economy in general as investors may prefer these stocks (with low
betas) over economically sensitive, higher-risk stocks during an economic downturn.
HOW DO INVESTORS’ EXPECTATIONS OF AN ECONOMIC
SLOWDOWN RELATE TO NSP’S ROE?

As discussed previously in this testimony, despite a slight reprieve in inflation earlier
last year, inflation has increased again, causing the Federal Reserve to delay any
changes in its monetary policy. Persistent high interest rates are contributing to lower
economic growth. Although the stock market performed well throughout 2024,
investors seem to be anxious about when the FOMC will resume decreasing interest
rates. Furthermore, investors are weary of the uncertainties regarding the Trump
Administration’s tariffs on imports across many goods from multiple countries—
inducing fears of yet higher inflation and plummeting consumer confidence. Given this
uncertainty, investors may choose more defensive stocks, such as utility stocks, that
typically have a lower expected return compared to higher-risk stocks. This trend is

demonstrated by my cost of equity study estimates.

IV. CAPITAL STRUCTURE

WHAT IS MEANT BY THE TERM “CAPITAL STRUCTURE”?
Capital structure refers to the relative percentage of equity, preferred stock, and debt
that a company uses to finance its investments.

Equity (or common equity) represents ownership in a company and its
investments. It includes common stock, retained earnings, and additional paid-in
capital. Equity financing is more expensive than debt financing for two reasons.
Because companies have a legal obligation to pay debt before equity, stockholders

expect a higher return to compensate for this risk. In addition, returns on equity (or
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dividends) are not tax deductible as a business expense like a company’s interest
payments on debt.

Preferred stock is a type of stock that offers greater benefits than common
equity. Preferred stockholders receive a fixed dividend and have priority for payment
over common stockholders.

Debt consists of financial obligations that are recorded as liabilities on a
company’s balance sheet. These obligations must be paid before any distributions—
such as dividends or liquidation proceeds—can be made to preferred or common
shareholders. Corporate debt generally includes two time horizons: (1) long-term debt
that matures over a period of more than one year; and (2) short-term debt that matures
within one year.

HOW IS A UTILITY’S TOTAL RATE OF RETURN CALCULATED?

The total rate of return is composed of the weighted costs of long-term debt and equity
capital. Long-term debt costs are typically computed using the utility’s actual debt costs
as of a certain date, such as the last day of the test year. In some jurisdictions, such as
North Dakota, short-term debt is included in the capital structure for ratemaking
purposes. Unlike the debt components of the capital structure, equity cost rates must be
estimated.

The utility’s total ROR is developed by multiplying the percentage of each type
of financing (common equity and long-term debt) by their specific cost rates and then
totaling the results for a total after-tax ROR. This rate is then converted to pre-tax
returns by grossing up the common equity and the preferred stock dividends for taxes.
The final pre-tax return is then multiplied by the utility’s rate base to determine the
amount of money that customers must pay to the utility for the return on investment

and associated tax payments.
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HOW DOES THE CAPITAL STRUCTURE IMPACT THE TOTAL RATE OF
RETURN?

The cost of equity is generally higher than the cost of debt, so ratepayers bear higher
costs when the utility finances more of its rate base investment with common equity
and preferred stock. As explained above, stockholders expect a higher return because
companies are contractually obligated to repay their debt where no such obligation
exists for equity. Additionally, equity is also more expensive than debt because debt
financing is tax deductible while stock dividend payments are not. Thus, if a utility is
allowed to use a capital structure for ratemaking purposes that has more equity than
debt, ratepayers also pay a higher tax burden.

HOW DO INVESTORS VIEW THE CAPITAL STRUCTURE?

On the one hand, investors may view a high reliance on debt as risky (referred to as
financial or leverage risk) because debt has priority of payment over equity. Given that
creditors must be paid before investors, a company’s relatively high debt burden can
lead to a higher required ROE relative to similar investment opportunities to
accommodate the higher risk. On the other hand, excessive equity, while reducing
financial risk for an enterprise’s creditors and investors, increases the overall cost of
capital (and therefore the return on rate base), which must be recovered through rates
for customers (giving rise to investor concern over affordability of utility rates in the
context of macroeconomic inflation conditions).

WHAT CAPITAL STRUCTURE IS NSP REQUESTING FOR USE IN THIS

CASE?
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For the future test year ending December 31, 2025, NSP is proposing a capital structure
of 52.50% common equity and 47.50% debt (46.71% long-term debt and 0.79% short-
term debt).?’

WHAT IS NSP’S ALLOWED CAPITAL STRUCTURE THAT WAS SET IN
NSP’S LAST RATE CASE?

In NSP’s last rate case, PSC Case No. 20-441, NSP reached an agreement with NDPSC
Advocacy Staff and intervenors that set NSP’s capital structure at 52.5% equity and
47.50% debt (46.72% long-term debt and 0.78% short-term debt).?®

SHOULD THE COMMISSION ACCEPT NSP’S PROPOSED CAPITAL
STRUCTURE?

No. The Commission should reject NSP’s proposed capital structure for a series of
reasons that I will discuss below. I recommend that the Commission require NSP to
manage its capital structure such that it maintains a required equity ratio of 50.00%.
WHY SHOULD THE COMMISSION REJECT NSP’S PROPOSED CAPITAL
STRUCTURE?

NSP’s proposed equity ratio of 52.50% falls outside the range of annual average equity
ratios approved by regulatory commissions for regulated electric utilities since 2020,
which are in the range of 49.67% to 50.95% (as shown in Figure 3 below).? For
example, the average equity ratio approved by regulatory commissions for regulated
electric utilities was 50.95% in Calendar Year CY 2023 and 49.84% in CY 2024.%
Furthermore, NSP’s proposed equity ratio of 52.50% exceeds the proxy group average

of 43.50% and median of 44.00% that is expected for 2025.°'

27 Nowak Direct, at 51.

28 Order on Settlement in PSC Case No. PU-20-441 (August 18, 2021), at 3.

22 S&P Global Market Intelligence, “RRA Regulatory Focus - Major Energy Rate Case Decisions in the US
January — March 2025” (April 25, 2025), at 7.

0 1d.

31 Exhibit  (MLR-4) (Sample Characteristics).
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FIGURE 3. AVERAGE AUTHORIZED EQUITY RATIO
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the US — January — March 2025 (April 25, 2025), at 7.
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V. COST OF DEBT

WHAT DOES NSP PROPOSE AS THE COST OF LONG-TERM DEBT?
NSP’s proposed cost of long-term debt of 4.51% is the embedded cost of debt at the
end of the test year.*?

DO YOU CONSIDER THE COMPANY’S REQUESTED OVERALL COST OF
LONG-TERM DEBT REASONABLE?

Yes. The Company’s proposed cost of debt of 4.51% is reasonable when compared to
the prevailing yields on equivalent long-term debt for utilities of similar risk profiles at
the time of its issuances. For instance, current (2025) expected market rates for
Moody’s Aaa-rate corporate bonds are 5.39% and Baa-rated corporate bonds are
6.13%, NSP most recent long-term debt issuances were issued at a debt cost within this
this range.** .

DO YOU RECOMMEND THAT THE COMMISSION ACCEPT NSP’S
REQUESTED COST OF LONG-TERM DEBT?

Yes. Given the current financial circumstances, this rate is reasonable.

WHAT DOES NSP PROPOSE AS THE COST OF SHORT-TERM DEBT?
NSP’s proposed cost of short-term debt of 5.31% is the embedded cost of debt at the
end of the test year. The cost of short-term debt in the test year includes a forecasted
4.82% interest expense for commercial paper, plus a 0.49% monthly financing fee
associated with its participation in the credit facility, which provides the back-up

liquidity required for its commercial paper program.

32 Nowak Direct, at 53-54.

33 Exhibit  (MLR-3) (Survey of Professional Forecasters) and Exhibit  (MLR-8) (NSP response to
interrogatory NDPSC Data Request No. 16-6, Attachment A).
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DO YOU CONSIDER THE COMPANY’S REQUESTED OVERALL COST OF
SHORT-TERM DEBT REASONABLE?

Yes. The Company’s proposed cost of short-term debt is reasonable when compared to
the prevailing yields on equivalent short-term debt for utilities of similar risk profiles
at the time of its issuances. For instance, NSP’s forecasted interest expense for each
month within the test period is in line with Secured Overnight Financing Rates during
the same period.**

DO YOU RECOMMEND THAT THE COMMISSION ACCEPT NSP’S
REQUESTED COST OF SHORT-TERM DEBT?

Yes. Given the current financial circumstances, this rate is reasonable.

VI. RETURN ON EQUITY

HOW DO YOU DETERMINE THE ROE FOR A REGULATED UTILITY?
For ratemaking purposes, the cost of equity must be estimated because it cannot be
directly observed, and it varies with changing expectations of financial market
conditions. The cost of equity is the long-term annualized market return that investors
(in general) expect when they purchase equity shares of a particular company. It reflects
the risk factors of that investment as compared to alternative investment opportunities
and investors’ current opportunity cost of investing in the securities of that company
(i.e., the investors’ risk-adjusted alternatives).

Because NSP is a wholly owned subsidiary of Xcel Energy, Inc. (“Xcel Energy”
or “the Parent™), it is not possible to directly apply cost of equity models to the

Company. As an alternative, I calculate an estimate of NSP’s cost of equity by deriving

3% Exhibit _ (MLR-9) (NSP response to NDPSC Data Request No. 16-5, Attachment A); and
https://www.newyorkfed.org/markets/reference-rates/sofr
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average expected market returns for a proxy group of regulated electric utility
companies with comparable risk.

HOW DID MR. NOWAK CHOOSE THE COMPANIES FOR HIS UTILITY
PROXY GROUP?

For his electric utility proxy group, Mr. Nowak begins with a group of 36 electric
utilities that are publicly traded and included in Value Line. He then applies a series of
criteria for his utility proxy group, which includes companies that consistently pay
quarterly cash dividends; maintain an investment grade long-term issuer rating (BBB-
or higher) from S&P; is covered by more than one equity analyst; has positive growth
rates; has company-owned generation assets in rate base; regulated net operating
income making up more than 80% of the consolidated company’s net operating
income; regulated electric net operating income making up more than 80% of the
consolidated company’s regulated net operating income; and is not involved in a
significant merger, or other transformative transaction.

IN YOUR ANALYSIS, DO YOU MAKE ANY CHANGES TO MR. NOWAK’S
UTILITY PROXY GROUP?

Yes. Based on Mr. Nowak’s response to NDPSC Data Request No. 10-14, 1 add
Dominion Energy Corporation and FirstEnergy Corporation to his proxy group because
sufficient time has passed after significant transactions that no longer affect their stock
value and resulting ROE estimates.*® I also exclude TXNM Energy, Inc. because it
recently announced a proposed acquisition by Blackstone Infrastructure on May 19,
2025.36 1 use Mr. Nowak’s other utility proxy group companies because they meet

criteria that appear reasonable.’” I typically also require companies in my sample to

35 Exhibit__ (MLR-10) (NSP Response to NDPSC Data Request No. 10-14).
36 https://www.txnmenergy.com/investors/acquisition.aspx
37 Exhibit_ (MLR-4) (Sample Characteristics).
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have no ongoing involvement in a major merger or acquisition, have an investment-
grade credit rating (BBB- or higher), and have no cuts in dividend payments during the
past six months. The companies in Mr. Nowak’s proxy group meet these criteria. |
typically exclude firms involved in any significant merger or acquisition activity
because the market values of such firms differ significantly from those companies not
involved in such activities. This difference would be reflected in a company’s stock
price and dividend yields, which would distort the estimated cost of equity. I also
exclude companies that have recently cut dividend payments to shareholders because
such a management decision is usually perceived by investors as a sign of financial
distress.
PLEASE DESCRIBE NSP AND ITS OPERATIONS.
NSP is a regulated electric utility serving approximately 1.5 million retail electric
customers and 600,000 natural gas customers in North Dakota, Minnesota, and South
Dakota.?® Its operations include electricity generation, transmission, and distribution
and natural gas distribution.
PLEASE DISCUSS THE DIFFERENT TYPES OF RISK THAT A
REGULATED MONOPOLY, SUCH AS AN ELECTRIC UTILITY, MAY
FACE.
An investor’s expected return on an investment is composed of the risk-free rate and
different types of risk, to include inflation risk, interest rate risk, business risk, financial
risk, and regulatory risk.

The risk-free rate is the level of return investors can achieve without assuming
any risk. In general, most investors agree that a Treasury bond is an asset perceived by

the market as having relatively less risk than other market instruments because the

38 Nowak Direct, at 26.
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federal government’s access to tax proceeds to fulfill its debt obligations and strong
credit rating make Treasury securities practically default-free. However, Treasury
bonds are not absolutely risk-free because they incorporate a risk premium associated
with interest rate risk. This is the premium investors require to compensate them for
the foregone opportunity cost of an alternative, higher interest rate later.

From an investor’s perspective, inflation risk, also called purchasing power
risk, is the chance that the cash flows from an investment will not be worth as much in
the future because of changes in purchasing power due to inflation.

Interest rate risk is the risk that arises for investors from the variability in returns
caused by fluctuating interest rates, which depends on how sensitive an asset’s price is
to interest rate changes in the market. For bonds, for example, their price sensitivity to
interest rates depends on the bond’s time to maturity and the coupon rate of the bond.

Business risk, as perceived by investors, includes all the operating factors that
increase the probability that expected future cash flows accruing to investors may not
be realized. Business risk would include such factors as sales volatility and operating
leverage. A utility’s business risk is a function of factors such as customer base
diversity, necessary capital expenditures, the regional and national economy, and the
regulatory environment in which the utility operates.

Financial risk relates to the capital structure of a company, including its fixed
contractual obligations and ability to pay interest on its debt and refinance that debt
when it is due. Credit-rating agencies assess the financial health of a company through
the use of key financial ratios that measure the extent to which a company can pay its
debt, including principal and interest. Corporate rating designations that are commonly
used are shown later in Table 2 of my testimony, which identifies rating categories used

by S&P, Fitch, and Moody’s for investment-grade issuances.
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One of the key financial ratios used by credit-rating agencies is the debt ratio.
The higher the portion of the capital structure that is comprised of debt or leverage, the
higher the risk of default on those debt obligations.

Regulatory risk is based on the investor’s perceived understanding of the
current regulatory environment along with possible changes to that regulatory
environment. How regulators treat regulatory lag is one example of regulatory risk. To
the extent that companies face a time lag between incurring expenses and cost recovery,
such risk is best measured by choosing a proxy group of companies that face similar

regulatory oversight and earn the majority of their revenues from regulated operations.

A. INFLATION RISK

Q. IN YOUR VIEW, DOES NSP FACE GREATER INFLATION RISK THAN
OTHER REGULATED UTILITIES IN THE PROXY GROUP?

A. No. The risks associated with current inflation trends, which have decreased from a
CPI of 8.0% in 2022 to 2.4% in Q1 2025, are shared by all regulated utilities and, as

a result, are reflected in the utility proxy group’s calculated costs of equity.

B. INTEREST RATE RISK

Q. IN YOUR VIEW, DOES NSP FACE GREATER INTEREST RATE RISK
THAN OTHER REGULATED UTILITIES IN THE PROXY GROUP?

A. No. Since changes in interest rates affect borrowing costs, the effect of such risk
depends on the company’s credit rating and portion of debt to total financial capital
compared to the proxy group. As I discuss in greater detail in the financial risk section

below, NSP’s current long-term issuer credit ratings include a Standard & Poor’s

3 Exhibit__ (MLR-1).
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(“S&P”) credit rating of A- with a Negative outlook; Moody’s Investors Service
(“Moody’s”) rating of A2 with a Stable outlook; and a Fitch Ratings (“Fitch”) rating
of A- with a Stable outlook.*’ These credit ratings are higher than the proxy group
where a majority have a Moody’s credit rating of Baa2 or Baal and an S&P rating of

BBB+.*! Thus, NSP faces lower debt costs than the proxy group, all else equal.

G BUSINESS RISK

IN YOUR VIEW, DOES NSP FACE GREATER BUSINESS RISK THAN
OTHER REGULATED UTILITIES IN THE PROXY GROUP?
No. The fundamental comparison here is to the proxy group. Every utility is different,

but I do not believe that NSP has greater business risk than its peers in the proxy group.

D. FINANCIAL RISK

IN YOUR VIEW, DOES NSP FACE GREATER FINANCIAL RISK THAN
OTHER REGULATED UTILITIES IN THE PROXY GROUP?

NSP faces lower financial risk than the proxy group because the Company has a higher
credit rating than the proxy group and has lower leverage risk relative to the proxy
group. Specifically, NSP has a long-term issuer credit rating of A- (S&P), A2
(Moody’s); and A- (Fitch). By way of comparison, the utility proxy group has an
average S&P rating of BBB+ and a Moody’s rating of Baa2, which is slightly lower
than NSP’s credit ratings, as shown in Table 2 below. Note that the proxy group average

ratings are highlighted.

40 Nowak Direct, at 27.
4 Exhibit__(MLR-4).
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Table 2. Rating Categories

(Investment Grade)

S&P and Fitch Moody’s
AAA Aaa
AA+ Aal

AA Aa2
AA- Aa3
A+ Al
A A2

A3
Baal

Baa3

Q. DOES THE CAPITAL STRUCTURE OF NSP INDICATE THAT IT IS
EXPOSED TO LESS FINANCIAL RISK THAN OTHER MEMBERS OF THE
PROXY GROUP?

A. NSP’s current allowed capital structure of 47.5% debt (46.71% long-term debt and
0.79% short-term debt) is lower than the utility proxy group’s debt-to-total-capital ratio
average of 56.41% and median of 56.00%, meaning that NSP faces lower financial or

leverage risk than the proxy group.*?

E. REGULATORY RISK

Q. IN YOUR VIEW, DOES NSP FACE GREATER REGULATORY RISK THAN

OTHER REGULATED UTILITIES IN THE PROXY GROUP?

42 Exhibit _ (MLR-4) (Sample Characteristics).
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No. The uncertainties discussed by NSP Witness Nowak are felt across the vertically
integrated electric utility sector and thus are reflected in the proxy group and resulting
ROE estimates. S&P Market Intelligence lists the ranking of North Dakota as
“Average/1.”*

DOES NSP HAVE ANY RATE MECHANISMS THAT CAN IMPROVE COST
RECOVERY IN BETWEEN RATE CASES?

Yes. NSP has a series of rate mechanisms or adjustment clauses that allow it to recover
associated costs in between cases, thereby reducing recovery lag and regulatory risk.
Such mechanisms also reduce business risk because they provide more predictable
earnings and consistent cash flow than otherwise. These rate mechanisms include the
Renewable Energy Rider (“RER™), Transmission Cost Rider (“TCR”), and Fuel Cost
Rider (“FCR™).*

DO THESE RATE MECHANISMS REDUCE NSP’S REGULATORY RISK?
Yes. Because the recovery in between rate cases is guaranteed for qualifying prudently
incurred expenses, these mechanisms counterbalance other factors that may increase
NSP’s regulatory risk relative to the other utilities in the proxy group.

HOW DO INVESTORS AND CREDIT RATING AGENCIES VIEW THESE
RATE MECHANISMS?

Investors and credit rating agencies view these rate mechanisms favorably because they
reduce regulatory lag and permit utilities to recover variable costs in between rate cases.
Credit rating agencies, such as S&P, consider these rate mechanisms as constructive,
but also looks at the frequency with which the adjustments occur and whether there is

a true-up mechanism.** The rate adjustment mechanisms mentioned above all allow

43 S&P Global Market Intelligence, “RRA State Regulatory Evaluations — Energy” (March 11, 2025), at 4, 8-9.
4 Exhibit_ (MLR-11) (NSP Response to NDPSC Data Request No. 10-7).
45 S&P Global Market Intelligence, “RRA State Regulatory Evaluations — Energy” (January 2025), at 11.
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frequent recovery of eligible costs in between rate cases. For instance, the RER and the
TCR are adjusted annually, while the FCR is adjusted monthly.

HOW DOES MR. NOWAK CHARACTERIZE NSP REGULATORY RISK
AND RESULTING BUSINESS RISK?

In his direct testimony, Witness Nowak assesses NSP’s business risk as broadly
comparable to that of the proxy group used in his return on equity (ROE) analysis,
while acknowledging certain distinctions that he believes could elevate NSP’s risk
profile. He identifies regulatory framework characteristics as a central determinant of
business risk, noting that credit rating agencies like Moody’s and S&P assign a
combined 50% weight to regulatory factors when evaluating utility creditworthiness.*®
Within this framework, Nowak highlights NSP’s lack of revenue decoupling—an
earnings-stabilizing mechanism used by 52% of proxy group companies—as a key
differentiator. This absence exposes NSP to volumetric risk from weather or load
volatility, which many peers are insulated from.*’

Nowak also discusses the limitations of NSP’s cost recovery tools. While NSP
utilizes riders such as the Renewable Energy Rider and Transmission Cost Recovery
Rider, he notes that these mechanisms are not as broad as infrastructure replacement
mechanisms used by 82% of proxy group utilities to mitigate regulatory lag.*®
Additionally, he observes that NSP calculates rate base on an average, rather than year-
end, basis—another feature that may understate revenue requirements compared to
jurisdictions that use year-end rate base.*’ Despite these factors, Nowak concludes that
NSP’s overall business risk is “comparable, but not identical” to the proxy group, and

uses this judgment to support an ROE recommendation of 10.30%—below the

46 Nowak Direct, at 45-46.
471d., at 46-47.

“1d., at 47.

49 1d., at 46; 10-18.
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midpoint of his model estimates but above the national average—on the basis that it
reflects a conservative approach that accounts for NSP’s modestly elevated risks.>
DO YOU AGREE THAT NSP’S BUSINESS RISK JUSTIFIES AN ROE OF
10.30%?

No. NSP’s actual business risk is not materially greater than that of its proxy group,
and in several respects it may be lower. For example, NSP operates within a vertically
integrated, rate-regulated environment with stable demand and well-established
regulatory processes in North Dakota. While NSP emphasizes the absence of revenue
decoupling, this is common among vertically integrated utilities in low-volatility
regions. Moreover, NSP has operated for years without decoupling and remains
financially healthy, calling into question whether such mechanisms are necessary to
maintain its credit profile.

NSP CLAIMS THAT THE LACK OF DECOUPLING INCREASES ITS RISK.
IS THAT PERSUASIVE?

Not particularly. NSP’s exposure to volumetric risk is modest, especially given the
stability of its residential and commercial load. While some proxy group utilities have
revenue decoupling, many do not, and yet earn similar or lower ROEs than NSP is
requesting. As NSP's own testimony shows, only 52% of its proxy group benefits from
revenue decoupling—meaning a significant portion of peers face similar revenue
variability without such a high ROE.’! Furthermore, NSP offers no quantitative
evidence that the absence of decoupling has harmed its earnings, access to capital, or

credit ratings.

01d., at 4; 17-27.
ST1d., at 46-47.
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HOW WOULD YOU CHARACTERIZE NSP’S USE OF COMPARATIVE
REGULATORY FRAMEWORKS?

NSP overstates the risk implications of its regulatory framework. For example, it cites
the lack of infrastructure cost recovery mechanisms (such as trackers or riders) as a
risk, but it does use riders for renewable and transmission cost recovery. These riders
already mitigate substantial capital cost exposure. NSP presents a “check-the-box™
comparison of regulatory tools without addressing the magnitude or materiality of the
costs those tools address. This lacks economic rigor. A more thorough analysis would
estimate the impact of these tools on earnings variability or cash flow risk—something

NSP has not done.

VII. ROE METHODOLOGIES

WHAT METHODOLOGIES DO YOU USE TO DERIVE YOUR COST OF
EQUITY RECOMMENDATION?

[ use the Constant-Growth DCF model to form the basis of my recommendation of a
9.41% ROE, which is the midpoint of the range of my DCF results for NSP. My
recommendation is further supported by the average of the results of my DCF and
CAPM analyses of 9.53%, which is within the range of my DCF results, demonstrating
the reasonableness of my DCF analysis.

WHAT IS THE PREDOMINANT ROE MODEL UTILIZED BY
REGULATORY BODIES IN THE UNITED STATES?

For decades, the FERC and public utility commissions across the United States have
relied primarily on the DCF model to develop a range of returns earned on investments

in companies with corresponding risks for purposes of determining the ROE for
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regulated entities.> Although I use variants of the Constant-Growth DCF model and
the CAPM, I rely on my Constant-Growth DCF to form the basis of my

recommendation of a 9.41% ROE for NSP.

A. CONSTANT-GROWTH DISCOUNTED CASH FLOW MODEL

Q. PLEASE DESCRIBE THE CONSTANT-GROWTH DCF MODEL.

A. The Constant-Growth DCF model is based on the dividend discount model first

proposed by J.B. Williams in 1938.%* The model is based on the premise that since cash
dividends are the only income from a share of stock held to infinity, the value of that
stock will be the present value of its stream of dividends, where the discount rate is the
market’s required return. The model can be modified to account for the (more common)
situation whereby shares of stock are bought and sold, producing capital gains income
in addition to dividend income. To simplify the mathematics of the model, expected
future dividends are represented by applying a constant-growth rate to the current
observable dividend. Mathematically, the present value of an asset (common stock) is
expressed as:

_ _Ds
Po= (K-g)°

Where:

D1 is the dividend payment in one year from today or the expected dividend;
K is the rate of return used by investors to discount future dividends; and

g is the growth rate of the dividend payment.

The estimated cost of equity, K, is specified as:

52 S&P MI, “RRA Regulatory Focus, FERC and Electric ROEs — 2022 Update” (September 26, 2022), at 3.
53 1.B. Williams, The Theory of Investment Value (1938), at 45-48.
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Where:
D is the expected dividend, represented by D; = Do (1 + g)
Where:

Dy is the current annual dividend per share.

Therefore, the market ROE capital is the sum of the dividend yield (anticipated
dividend payments divided by the market price) and the expected growth in dividend
income.

PLEASE DESCRIBE HOW YOU DERIVE THE DIVIDEND YIELD
COMPONENT OF YOUR DCF ANALYSIS.

The dividend yield in my DCF analysis is the annual dividend per share over the next
12 months, divided by the stock price average for different historical periods ending
May 31, 2025. I first calculate the dividend yields using the 30-calendar day average
of closing stock prices. I also use a 90-calendar day average of closing stock prices for
capturing longer market trends.

In general, the most recent price of a security can be used to calculate the
dividend yield because it represents current valuations in equity markets, calculating
an average over time to mitigate any irregularities as necessary. However, using the
average over a range of dates (e.g., 30 and 90 days) helps reduce the bias that might
occur from day trading-driven irregularities or short-term volatility. The average 30-
calendar day stock price for the proxy group is $73.21 per share, which is less than the
90-calendar day average stock price of $73.53 per share.>*

I then estimate the expected dividend yield by applying the growth rate
component of my Constant-Growth DCF analysis. I use three variants for calculating

the growth rate component which I will discuss later in my testimony. These methods

5% Exhibit  (MLR-5a) through Exhibit  (MLR-6f).
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produce a range of expected dividend yields from 3.81% to 3.85% using the proxy
group.”
DO YOU MAKE ANY FURTHER ADJUSTMENTS TO YOUR EXPECTED
DIVIDEND YIELD?
Yes. I adjust the dividend yield by one-half the expected growth to reflect growth over
the coming year. Since I use annualized dividends, I make this adjustment to account
for the fact that companies tend to announce changes in dividends at different times
throughout the year.
PLEASE DESCRIBE THE GROWTH RATE COMPONENT OF YOUR DCF
ANALYSIS.
My first set of growth rates is based on published earnings per share (“EPS”) forecasts
because investors typically view earnings growth as an indicator of future dividend
growth. Investors also incorporate other sources of information when setting their
expectations of dividend growth, which [ will discuss shortly.

[ calculate the estimated earnings growth rates by averaging analysts’ forecasts
(which typically cover roughly the next five years) from Value Line, S&P MI, and
Zacks. The S&P MI and Zacks websites report results incorporating forward-looking
surveys of securities analysts’ EPS projections. Value Line, in contrast, uses an
historical base period average value for 2022-2024 and a forecast for 2028-2030 to
calculate its growth rates that is not derived from a survey. The average expected
earnings growth rate using the proxy group of companies is 6.65% [and median DCF
results of 10.296and 10.31%].

I then refine my growth rate by averaging Value Line’s dividends per share

(“DPS”) and book value per share (“BVPS”) estimates with the previously estimated

3 1d.
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earnings growth rate projections weighted equally. I include these three components of
growth in my analysis because investors are not only concerned with earnings growth
but also dividend and book value growth as an assurance that dividend growth will be
sustained. Moreover, dividend growth rates are more stable than expected earnings
growth. These calculations produce an average growth rate of 5.44% [and median DCF
results of 9.08% and 9.09%].

WHAT IS MR. NOWAK’S OVERALL DCF-DERIVED ROE RESULT?

Mr. Nowak applies the DCF model using a constant growth model that is similar to my
methodology and that uses three sets of average stock prices; 30-day, 90-day, and 180-
day averages. Using the constant growth DCF model, he uses low, mean, and high
earnings growth rates to estimate a range of ROE results from 9.04% to 11.02% (30-
day stock price averages), 9.20% to 11.18% (90-day stock price averages), 9.43% to
11.42% (180-day stock price averages), before adjusting for flotation costs.’® Mr.
Nowak offers such a wide range of estimates in his three DCF models because he
isolates the growth rates by calculating a set of results for his minimum growth rates,
mean or average growth rates, and maximum growth rates. As discuss later in my
testimony, this practice is misleading. In contrast, I average all my growth rates. Thus,
for simplicity, I will compare my EPS growth rate results to Mr. Nowak’s mean or
average growth rates.

WHY ARE YOUR DCF RESULTS USING EPS GROWTH RATES SIMILAR
TO SOME OF MR. NOWAK’S ROE RESULTS?

When comparing our DCF results, my DCF results using only EPS growth rates fall
within Mr. Nowak’s DCF results. Specifically, my DCF results of 10.26% to 10.31%

calculated using only EPS growth rates fall within his median utility proxy group range

36 Nowak Direct, at 34, Table 3.
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of 10.13% to 10.54%. The notable difference between his mean results and my results
is due to the different time periods used for stock price averages, which reflect varying
market trends. Specifically, the ending period of my stock price averages for both 30-
calendar day and 90-calendar day averages is May 31, 2025, while the ending date for
his 30-, 90-, and 180-trading days ended October 31, 2024. By way of comparison, his
30-day stock price average is $76.19, while my average 30-day stock price is $73.21.
Mr. Nowak’s 90-trading day stock price average is $72.88, while my 90-calendar stock
price average is $73.53. These results, shown in Table 3 below, indicate that, on
average, stock prices for the proxy group decreased over the past month, compared to

Mr. Nowak’s 30-day stock price average.

TABLE 3. STOCK PRICE COMPARISON

Median DCF Median DCF Result
30-Day 90-Day Result w/ only EPS  w/ only EPS Growth
Stock Price  Stock Price  Growth and 30-Day  and 90-Day Stock

Stock Price) Price)
Period Ended
10/31/24 (Nowak) $76.19 $72.88 10.08% 10.33%
Period Ended
5/31/25 (Reno) $73.21 $73.53 10.26% 10.31%

Q. WHY ARE MR. NOWAK’S DCF GROWTH RATES PROBLEMATIC?

A. Although his mean DCF results using the utility proxy group are similar to my results,
Mr. Nowak’s growth rates are problematic because he only uses the EPS growth rates.
Although earnings growth is an important indicator of dividend growth, investors also
incorporate other financial data when estimating their required returns, such as
dividend growth and book value growth. Moreover, dividend growth rates are more

stable than expected earnings growth because dividends are determined by the
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company’s dividend payout policy. Later in this testimony, I will show that
incorporating other growth rates yields even lower ROE estimates.

Mr. Nowak’s growth rates are also problematic because he isolates the growth
rates by calculating a set of results for his minimum growth rates, mean or average
growth rates, and maximum growth rates. This practice is misleading because he
appears to only use his DCF results that are based on his highest growth rates when
selecting his recommended ROE of 10.30%.

Q. WHAT EFFECT DO MR. NOWAK’S GROWTH RATES HAVE ON HIS DCF
RESULTS?
A. If Mr. Nowak were to incorporate more than just earnings growth, as I have done with

respect to dividend growth and book value growth, his DCF estimates would be lower.

B. SUSTAINABLE-GROWTH DISCOUNTED CASH FLOW MODEL

Q. DO YOU EMPLOY OTHER METHODS TO DERIVE GROWTH RATES IN
YOUR DCF MODEL?

A. Yes. I also use the sustainable growth method to estimate the rate of dividend growth.
The standard DCF model assumes only one source of equity financing, namely the
retention of earnings. Growth in earnings and dividends, however, can also be achieved

by the sale of new common equity.>” The basic Constant-Growth DCF model of:
_D
K= > t3g
can be rewritten to assume that external sources of financing influence investor

expectations of dividend growth, and is represented as the following:

37 This expanded version of the DCF model allows for the value of stocks to vary from book values. If the stock
prices equal book value, then the equity held by new shareholders is equal to the funds they invest and the
existing shareholders’ equity is not changed. If, however, stock prices are greater than book value, a portion of
the funds accrues to the existing shareholders, thereby increasing their expectations of dividend growth in the
future. David Parcell, The Cost of Capital — A Practitioner’s Guide (2010), at 144-145.
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K=%+br+sv

Therefore:
G = br + sv,
Where:

G is the retention growth rate;
b is the portion of retained earnings or 1 minus payout ratio;
r is the earned rate of return;

s represents the funds raised from the sale of stock as a fraction of existing
common equity; and

v is the fraction of funds raised from the sale of stock that accrues to current
shareholders.

[ use Value Line expectations regarding retention ratios and ROE:s for five years
into the future to derive estimates for 4 and r, which in turn are used to calculate the
expected internal growth component, br. To incorporate external financing growth, sv,
[ use Value Line data to derive the market-to-book ratio (which is an actual, observed
figure) and expected growth in the number of outstanding shares. The average
sustainable growth rate for my proxy group is 5.08% and a resulting range of median
ROE estimates of 8.50% to 8.54%.

DO YOU APPLY A REASONABLENESS SCREEN TO YOUR INDIVIDUAL
ROE RESULTS USING THE DCF METHOD?

Yes. After adding the growth-rate estimates and the dividend-yield estimates for each
company in my proxy group to obtain the individual ROE estimates, I examined
individual company ROE results for reasonableness to determine whether some results
are extreme outliers. Thus, in lieu of relying on the average of my proxy group results
for each model, I use the median. The median is the middle value of a set of data and

is not skewed by outliers.

% Exhibit (MLR-6¢) and Exhibit __(MLR-6f).
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PLEASE SUMMARIZE YOUR DCF MODEL RESULTS.

As shown in Table 4 below, I employ three different methods for deriving the growth
rate in the DCF model, yielding three sets of estimates of the ROE for my proxy group.
First, I use the Constant-Growth DCF model using only EPS growth rates. When I
assume that investors are only concerned with earnings growth when valuing a
company’s stock (i.e., only using EPS growth in the DCF model), I derive ROE
estimates of 10.26% (30-calendar day stock prices) and 10.31% (90-calendar day stock
prices).>’

Second, I use the Constant-Growth DCF model using EPS, DPS, and BVPS
growth rates. Once I allow other sources of growth, such as DPS and BVPS growth
rates, to influence investors’ expectations of the return on a particular equity, my
analyses yield lower results. For instance, incorporating DPS and BVPS growth rates
results in median ROE estimates of 9.09% (30-calendar day stock prices) and 9.08%
(90-calendar day stock prices).

Third, I use the Sustainable-Growth DCF model. When I allow for both internal
and external funding sources to drive growth in investor income, for my sustainable
growth rate model, I derive median ROE results of 8.54% (30-calendar day stock
prices) and 8.50% (90-calendar day stock prices), after adjusting for reasonable growth
rates.®! The overall range of these ROE estimates using my DCF is 8.50% to 10.31%,

with a midpoint of 9.41% as shown on Table 4.

% Exhibit__(MLR-5a) and Exhibit___(MLR-5c).
% Exhibit__(MLR-5b) and Exhibit __(MLR-5d).
6l Exhibit__(MLR-6¢) and Exhibit __(MLR-6f).
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TABLE 4. RENO DCF RESULTS

(AVERAGE RESULTS)

Estimated Return on Equity ROE

30-Day 90-Day

Stock Stock

DCF Methodology Price Price Midpoint
Constant-Growth DCF (EPS Growth) 10.26% 10.31%
Constant-Growth DCF (DPS, EPS and
BVPS) 9.09 9.08
Sustainable-Growth DCF 8.54 8.50
DCF Range (Min. & Max.)!! 8.50% 10.31% 9.41%

[ ROE range (minimum and maximum values) for the 30-day and 90-day DCF results.

10
11
12
13
14
15

16

HOW DOES YOUR METHODOLOGY FOR CALCULATING THE DCF
GROWTH RATE DIFFER FROM THAT OF MR. NOWAK?

The major differences in our Constant-Growth DCF methodologies are that Mr. Nowak
only uses earnings growth rates in his DCF model to develop his ROE
recommendation. As discussed previously, if Mr. Nowak were to conduct his DCF
using other growth rates in addition to EPS growth, he would derive lower ROE
estimates. Applying Mr. Nowak’s EPS-only growth rate approach yields ROE results
of 10.26% and 10.31% over the 30-day and 90-day periods, as shown above in Table
4. However, because the DCF estimate is derived from the concept that cash dividends
are the only income from a share of stock, in principle, the growth component should
only include dividends. Investors, however, are also concerned about whether
dividends are sustainable, and they are concerned over how earnings and book value
growth affect dividend growth sustainability. As a result, investors may not necessarily
use a single growth estimate when valuing a utility’s stock. Therefore, I believe it

appropriate to include other estimates for the growth component in my analysis.
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C. CAPITAL ASSET PRICING MODEL

DO YOU USE ANY OTHER METHODOLOGIES TO ESTIMATE THE ROE
FOR NSP?

Yes. I also apply the CAPM to derive a total of three ROE estimates, which serves as
a check on the reasonableness of my DCF results. However, my recommended ROE
is not based on my CAPM results. My CAPM results range from 8.18% to 11.12% with
a midpoint of 9.65%.

PLEASE DESCRIBE THE CAPM.

The CAPM is a version of the “risk premium” approach that is rooted in modern
portfolio theory. It recognizes that common equity capital is riskier than debt from an
investor<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>