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Reference: Fair Return and Capital Structure for Newfoundland Power (NP), 
Evidence of Laurence D. Booth, April 2024, page 54, lines 16~19. 

"This is currently not a significant problem since long run forecast inflation is still low, 
but part of the reason the DCF fell -out of favou1· was that it was giving bad signals 
when applied mechanically in the 1990s, when there was a structural break in the 
fore cast inflation rate." 

a) Please explain what Dr. Booth means by "a structural break" in the forecast 
inflation rate. 

b) Please provide any evidence that utility regulators in Canada stopped using the 
DCF model during the 1990s for this reason. Please cite specific decisions where 
tbis was stated. 

c) Please indicate whether Dr. Booth believes that the DCF model remains "out of 
favour" with North American utility regulators, and if so, provide the basis for 
that belief. 

a) The following graph shows the CPI back to 1956. Prior to 1979, inflation was 
gradually increasing, peaking at over 12% as late·as 1981. This was brought back 
by tight monetary policy, but'subsequently both the Bank of Canada and the federal 
government came to an agreement to bring the inflation rate down to a target level 
with a band around that level. This was the structural break referred to, as initially 
the target was 6% for a fivewyear period, and then 2% as it is now. Expected growth 
rates for dividend paying firms incorporated this change in inflationary 
expectations, as previously high growth rates were consistent with high inflation, 
but with 2% inflation it is difficult to get the+ 12% growth rates of earlier years. 

Cnnadlan CPI lnflallon back to 1050 
(all lt&ms) 

M.00 ---·-----------------
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This is Dr. Booth's experience of hearings during the 1980s when one witness that 
used historic growth rates in his DCF estimates changed the time period from 10 
years to 15 years to capture the higher inflation rates of earlier years, which were 
otherwise dropping out of his estimation period. Please see Dr. Booth's Appendix 
E, where the NEB and the BCUC both approved ROE adjustment mechanisms 

· based on risk premium models. ~'he NEB was very specific when it stated in RH-
2-94 decision (page 6): 

"Given the problems associated with the application of the comparable earnings 
and DCF tests at this time, the Board has decided to give primary weight to the 
results of the equity risk premium test .................. , .. The Board is of the view that 
the equity risk premium for the market as a whole is 450 to 5 00 basis points 11 

Dr. Booth cannot comment on US regulators, as that is a foreign country operating 
in a different capital market, economic environmen.t and cultural values, In Canada, 
most decisions Dr. Booth has seen have couched the result in a risk premium 
framework. The NBEUB was very specific when it reached a decision on the fair 
ROE for Liberty Utilities in 2021. 

As menlfoned above, the p1·inm1y modet fo1• an·iving at II h'enclunn1'k ROE is CAPM,. The Boai·d, 
however, hns \,sed in, :its mmlysis the mnlti-•r.tage growth DCF model as n :re11s.011uble11ess check. 

[88.J Consldedng the above components, CAPM indicates. that the 11ppl'opdnt:e ROE, before addfog 

Lihet·ly':'!. dsk p1'eminm. is 7,0 pe1·0ent. The calc,1fo.tio11. is sm1111rn1·izecl below: 

.(M1u·ket Risk Pi·emfom * Beta) 

Ffotatfon Co1,ts 

Total ROE, 1mt 111:clmling Company­
Spedfic Risk P1·e1nhu11 

~t07 % ~t07 % 

(6,23, % >!I 0.55) 3.43 % 

0.50% 0.50% 

7.0% 

13 

Further, in the recent 2023 decision the A UC repeated its serious reservations about 
the growth rates used by experts on behalf of the utilities when estimating a 
standard DCF model, 
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Nevetthele.ss, as .in past decis;ionli, tbe C1...,11m1is11,ion 1r·enia111s co11ce1·ned with the 
!lg~i-essive dhride11d gnnvth mtes amt fo1·eca·sts te1ied 011 by some experts for t11e ut:!Hti.es, botll 
for 1.iti'Htie.s as a. sector of the ecouomyt and the economy ns a "rhole. It uot:es Dl', Cle~1-y's 
ob:s.e1-vatfo;11 i·egm1·1clh1g high g1:crwth esfimnte'li put ft·H·wm·d by exp-e1ts fot the utilities ancl fo1' (he 
economy as a wholi::: 

The c.ontmdiction in these ar.s1m1ptions is obvious -i.e. iftbe ec.onomic e11v.i1·orune11fs nre 
ex.peered to ex1)e1ience high-lisk and slow gt'Oi.vtb c.onditio.1is, bow is it 1·enso11able fo 
n~'Smne tltnt co11>orate eanli11gs and dividends (for the entire stock 1i.111d:et · of all 1mblicly 
listed com.pi.mies) cm1 be ,expe.ctecl to grow imlefmiteiy at these abnonnally bigb :mres?lild 

153. In the .2018 OCOC dedsiou, with 1-efe1~11ce to D1·, Clea1y1s evidence, the Commir.sio11. 
recognized that the utilities ai:e essentially mo11opolie11 fo mntuwe uu.u·kets tmcl.,. beonuse of this, 
the nse of long-tenu gllt,wth in exce,i\is of the lo11g:w-tem1 g1·owth of GDP is uin·ensounble,u7 Im:leedi 
D. Madsen quoted fo his evkt~uce from n pttlblic'1.ti-ou by Dt', Damodai:m1, who opined tl1l,t .ft is. 
qnestionable ,;vhethel' imy firm fa able to sustain high g1·o·wth in the kmg term. n.'li it will eventually 
stop gi:owfog eithet due to limiitatious on size 01· to· the effects of competition.168 

Dr. Booth would judge that Canadian regulators are not as one sided in favour of 
risk premium (CAPM) models as ten years ago, and now consider DCF estimates, 
but they are still reluctant to accept DCF estimate based on short run analyst 
earnings estimates; These concerns mirror those of Dr. Booth. 
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S&P500 US Tsy TSE EQUITY Canadas 

1926 11.62 7.77 24.42 5.39 
1927 37.49 8.93 44,92 10.18 
1928 43.61 0.10 32.92 . 0.56 
1929 -8.42 3.42 -11.60 2.34 
1930 -24.89 4.66 -30,90 9.26 
1931 -43.34 -5.31 -32,96 -4'.97 
1932 -8.19 16.84 -12.92 12.37 
1933 53.99 -0.07 51.63 7.37 
1934 -1.44 ·10.03 20.26 19.66 
1935 47.67 4.98 30.63 0.83 

. 1936 33.92 7.52 25,35 11.12 
1937 -34.96 0,23 -15.83 -0.58 

· 1938 31 .. 12 5;53 9.13 5.63 
1939 -0.41 5.94 0.19 -2.98 
1940 -9.78 6 .. 09 -19.13 8,69 
1941 ·-11.59 0.93 1.93 3.80 
1~42 20.34 3.22 13.99 3.08 
1943 25.90 2.08 19.67 3.88 
1944 19,75 2.81 13.47 3.16 
1945 36.44 10.73 36.05 5.18 
1946 -8.07 -0.10 -1.50 6.02 
1947 5.71 -2.62 0.34 3.17 
1948 5.50 3.40 12.13 -2.38 
1949 18.79 6.45 22.61 4,85 
1950 31.71 0.0·5 48.43 -0.12 
1951 24.02 -3.93 24.04 -3.13 
1952 18.37 1.16 -0.42 1,99 
1953 -0.99 3.64 2.15 3.64 
1954 52.62 7.19 39.05 9.99 
1955 31.56 ~1.29 27.80 wQ,34 
1956 6.56 "5,,59 13.22 -3.63 
1957 -10.78 7.46 ~20.58 5.89 
1958 43,36 -6,09 31.25 -5.69 

· 1959 11.96 -2.26 4.59 ~4.43 
1960 0.36 13.78. 1.78 7.10 
1961 26.89 0.97 32,75 . 9.78 
1962 -8.73 6.89 ~7.09 3.05 
1963 22.80 1.21 15.60 4.26 
1964 16.48 3.51 25:43 6.97 
1965 12.45 0.71 6.68 0.96 
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1966 -10.06 3.65 -7.07 1.55 
1967 23.98 -9.18 18.09 -2.20 
1968 11.06 -0.26 22.45 -0.80 
1969 -8.50 -s:01 -0,81 -2.01 
1970 4.01 12.11 -3.57 21.98 
1971 14.31 13.23 8.01 l.1.55 
1972 18.98 5.69 27.38 1.11 
1973 -14.66 -1.11 0.27 1.71 
1974 -26.47 4.35 -25.93 -1.69 
1975 37.20 9.20 18.48 2.82 
1976 23.84 16.75 11.02 19.02 
1977 -7.18 · -0.69 10.71 5.97 
1978 . 6.56 -1.18 29.72 1.29 
1979 18.44 -1.23 44.77 -2.62 
1980 32.42 -3.95 30,13 2.06 
1981 . -4.91 1.86 -10.25 -3.02 
1982 21.41 40,36 5,54 42.98 . 
1983 22.51 0.65 35.49 9,60 
1984 6.28 :J.5.48 . -2.39 15.09 
1985 32.16 30.97 25.07 25.26 
1986 18.46 24.53 8.95 17.54 
1987 5.24 -2.71 5.88 0.45 
1988 16.81 9.67 11.08 10.45 
1989 31.48 18.11 21.37 16.29 
1990 -3,17 6.18 -14.80 3.34 
1991 30.55 19.30 12.02 24.43 
1992 7.67 8.05 -1.43 13.07 
1993 9.99 18.24 32.55 22.88 
1994 1,31 -7.77 -0.18 -10.46 
1995 37.43 31.67. 14.53 26.28 
1996 22.96 -0,!;}3 28.35 14.29 
1997 33.36 15.85 14.98 . 17.45 

1998 28.58 13.06 -1.58 14,13 
1999 21.04 -8.96 31.71 -7.15 
2000 -9.10 21.48 7.41 13.64 
2001 -11.89 3.70 -12.57 3.92 
2002 -22.10 17,84 -12;44 10.09 
2003 28.69 1.45 26.72 8.06 

. 2004 10,88 8.51 14.48 8.46 
2005 4.91 7,81 24.13 15.05 
2006 15.79 1.19 17.26 3.22 
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2007 5.49 9.88 9.83 3.30 

2008 -37.00 25.87 -33.00 13.65 

2009 26.46 -14.90 . 35.05 -4.26 

2010 15.06 10.14 17,61 11.45 

2011 2.11 27.10 -8.71 18.79 

2012 16.00 3;43 7.19 4.55 

2013 32.39 -12.78 12.99 -8.56 

2014 13.69 24,71 10.55 15.47 

2015 1.38 -0.65 -8.32 4.82 

2016 11.96 1.75 21.08 -0.78 

:2017 21.83 6.24 9.10 . 3.54 

2018 · -4.38 -0.57 -8.89 2.59 

2019 31.49. 12.16 22.88 8,77 

2020 18.40. 16.65 5.60 10.01 

2021 28.71 -5.35 25.09 -7.94 

2022 -18.11 -24.42 -5.84 -18.39 

2023 25.83 -1.88 11.75 7.47 




