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Q. Laurence D. Booth Report, page 53, lines 22-25. Please explain how in Dr. Booth’s 1 
opinion the DCF methodology should be considered by the Board in its 2 
determination of a fair return for Newfoundland Power. In the response, please state 3 
whether the CAPM, with adjustments to reflect current market conditions, is Dr. 4 
Booth’s preferred approach to assess the fair return for Newfoundland Power. 5 

6 
A. Dr. Booth judges the standard DCF model to be most applicable to the overall stock 7 

market.  This is because the DCF estimates the discount rate, or required rate of return, 8 
based on the forecast dividend yield plus a constant growth to infinity. This also gives the 9 
long run expected rate of return. On page 3 of Appendix D, this is derived as the constant 10 
growth rate version of the DCF model. 11 
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14 
For the overall stock market, profits tend to increase with the growth rate in the economy 15 
as indicated by GDP. Otherwise, profits would increase as a proportion of GDP, when in 16 
fact there is a long run average value with profits fluctuating above or below trend with 17 
the business cycle. In 2020, JP Morgan, the biggest bank in the US, had the following 18 
graphic illustrating this. 19 
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Revenue growth is US GDP growth, and this plus the dividend yield gives 7.0%. The rest 23 
is minor additions for a more sophisticated estimate to take into account the business cycle 24 
(margin changes), share changes to convert to a per share basis (issues and repurchases), 25 
and a valuation adjustment for whether the stock market is over or under valued. 26 
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This is the same sort of calculation done by all the major investment banks. It benchmarks 1 
the fair rate of return for the overall market, and is an input into the determination of the 2 
market risk premium. There is then a hierarchy based on risk, with the equity market cost 3 
of just under 9% exceeding the cost of preferred shares at about 6.0%, and the current 4 
LTC yield at 3.4%. The equity cost for a utility is then placed in this hierarchy above the 5 
LTC and preferred stock yields, but below the overall market cost. So, in practise there is 6 
a narrow range for the utility equity cost as determined by a DCF analysis for the overall 7 
stock market. 8 

9 
In contrast to the overall market, there are very, very few utilities that now satisfy the 10 
assumptions to use the constant growth model. In the 1980s and 1990s, 50% of direct 11 
estimates by Dr. Booth and his late colleague Dr. Berkowitz were based on constant 12 
growth DCF estimates from Canadian utilities. What follows is Schedule 11 from Dr. 13 
Booth’s Appendix C, where they estimated the beta adjustment formula appropriate for 14 
Canadian utilities at that time, where the adjustment was to the utility grand mean of about 15 
0.52 rather than the grand mean of all securities (Blume adjustment) of 1.0. However, 16 
note the companies that were used. First, they included seven Telecommunications 17 
(Telcos) companies because they were still rate of return regulated at that time. Second, 18 
there were five gas and electric companies and four pipelines. The only presently 19 
surviving rate of return regulated companies are Canadian Utilities and Fortis. There are 20 
two additions, Hydro One and Emera, but of those four firms only Hydro One and 21 
Canadian Utilities are still predominantly Canadian rate of return regulated utilities. 22 

23 
If we go to US utilities, we have to recognise that these are holding companies from 24 
another jurisdiction, where several utilities have failed due to poor regulation, where 25 
government interest rates are much higher, and where markets are generally more 26 
competitive, that is, riskier. Further, the growth estimates are of earnings, not dividends, 27 
and are generally provided by security analysts from the sell side, who are known to be 28 
biased high in their assessments. As an attachment (Booth PUB-CA-009), see the US 29 
SEC assessment of the analyst research scandal which pervaded the US investment banks 30 
at that time. 31 

32 
Currently, Dr. Booth’s preferred estimation of the fair ROE from individual companies is 33 
the conditional CAPM supplemented by all the other information he has provided.34 
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