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1. Q. Please state your name and place of business. 1 

 2 

A. My name is Joseph P. Buckley.  My business address is 180 E. Broad Street, 3 

Columbus, Ohio  43215. 4 

 5 

2. Q. By who are you employed? 6 

 7 

A. I am employed by the Public Utilities Commission of Ohio (PUCO). 8 

 9 

3. Q. Would you please state your background? 10 

 11 

A. I received a Bachelor of Science Degree in Economics from the Ohio State 12 

University and a Master's Degree in Business Administration from the University 13 

of Dayton.  In 2000, I earned the Certified in Financial Management (CFM) 14 

designation, awarded by the Institute of Management Accountants. Also I 15 

attended, The Annual Regulatory Studies Program sponsored by The National 16 

Association of Regulatory Utility Commissioners (NARUC) and The Training for 17 

Utility Management Analyst also sponsored by NARUC.  I have been employed 18 

by the PUCO since 1987.  Since that time I have progressed through various 19 

positions and was promoted to my current position of Utility Specialist 3, in 2000.    20 

In addition, I have worked on several joint Federal Communication Commission 21 

(FCC) and NARUC projects and audits and served on the Midwest ISO’s Finance 22 

Committee as Vice-Chairman and Chairman.  Also, in 2011, I was awarded the 23 

professional designation Certified Rate of Return Analyst (CRRA) by the Society 24 

of Utility and Regulatory Financial Analysts.  This designation is awarded based 25 

upon experience and successful completion of a written examination. 26 

In addition, I have been an instructor at Michigan State’s Institute of Public 27 

Utilities Annual Regulatory Studies Program since 2008. 28 

 29 

4. Q. What is your involvement in this proceeding? 30 

 31 

A. I am responsible for the calculating the Staff recommended rate of return in Case 32 

No. 12-1682-El-AIR and 12-1685-GA-AIR, and will be responding to the 33 

objections related to the calculation. 34 

  35 
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5. Q. Are there any objections related to the fact that Duke Energy Ohio, Inc. 1 

(Duke) has a reduced business risk because they are a distribution utility? 2 

 3 

A. Yes.  In general Cincinnati Bell companies, OPAE (Ohio Partners for Affordable 4 

Energy) and GCHC (Greater Cincinnati Health Council) believe that the rate of 5 

return recommended inappropriately reflects that of a higher risk integrated utility, 6 

specifically: 7 

 8 

The Cincinnati Bell companies object to the recommended rate of return as 9 

reflecting the higher risk of an integrated utility, which includes businesses with 10 

higher risks than the distribution business, resulting in an excessive rate of return 11 

for distribution rates. 12 

 13 

OPAE objects to the Staff Recommendation that the rate of return be set in the 14 

range of 7.19% to 7.73% and the cost of common equity set at a range of 8.82% 15 

to 9.84% because these ranges provide an excessive return when compared to the 16 

risk faced by Duke as a provider of monopoly electric distribution service. Staff 17 

Report at 16, 18. 18 

 19 

The GCHC objects to the recommended rate of return as reflecting the higher risk 20 

of an integrated utility, which includes businesses with higher risks than the 21 

distribution business, resulting in an excessive rate of return for distribution rates. 22 

 23 

6. Q. How does Staff respond to these objections? 24 

 25 

A. Staff used specific criteria for selecting comparable companies for the DCF and 26 

CAPM review.  However, Staff has examined a wide range of filters to examine 27 

different sets of comparable companies. One set of data that Staff examined was 28 

the S&P credit rankings of U.S. regulated companies (Staff attachment 1). Staff 29 

examined the S&P rating factors of 1) Business profile; 2) Financial profile; and 30 

3) Liquidity, to attempt to determine if companies that were heavily distribution 31 

leaning received any benefit in terms of overall ratings.  While for example Duke 32 

had a business profile rating of “strong”, compared to Ohio Edison Co.’s (which is 33 

a more of a distribution only utility) “excellent” business risk rating.  Duke had an 34 

overall credit rating of BBB+ compared to Ohio Edison Co.’s BBB-. 35 

 36 

This helps to illustrate the fact that while business profile is a factor in determining 37 

the level of risk of an entity it is only a percentage of the overall criteria used to 38 

evaluate an entity.  Therefore Staff did not discount the rate of return for a 39 

reduction in business risk. 40 

 41 



4 
 

7. Q. Did Staff receive any objections to modification of the traditional 50 percent 1 

CAPM and 50 percent DCF for setting the rate of return? 2 

 3 

A. Yes. OCC objects that the Staff inappropriately increased Duke’s cost of equity 4 

(return on equity) by applying different and unequal weights (0.25 and 0.75 5 

respectively) to the results of the capital asset pricing model (“CAPM”) and the 6 

discounted cash flow model. These weights applied by the Staff are contrary to the 7 

weights (0.50 and 0.50) that have been used in prior electric and gas rate cases. 8 

The Staff has not provided a reasonable explanation for the recommended change 9 

to the weights for estimating the return on equity. This proposed change in the 10 

methodology for estimating the cost of equity will unnecessarily increase the cost 11 

of electric services to Duke’s residential customers. 12 

 13 

 14 

8. Q. How does Staff respond to this objection? 15 

 16 

A. Staff gathered data from the Federal Reserve Bank (FRB)  Website 17 

(http://www.federalreserve.gov) to examine the difference between yields for 18 

bonds rated as Baa by Moody’s (this is similar to BBB bonds rate by S&P) and 10 19 

year treasury yields.  During the period in which Staff used to calculate the rate of 20 

return, the spreads were very large (See Staff attachment 2). This implies rates on 21 

treasury notes are at a discount to corporate debt after risk is factored.  Staff also 22 

studied reports from the FRB Board of governors that stated the FRB took 23 

extraordinary action to keep rates low to help stabilize the US economy (Staff 24 

attachment 3).  These rates are used in the calculation of the CAPM.  Staff 25 

believes that if the weights are not altered the historically low interest rates would 26 

inappropriately skew downward the Rate of Return applied to Duke.   27 

 28 

In fact the Staff reviewed the Edison Electric Institute’s Rate Case Summary (Staff 29 

attachment 4) and found that the average Return on Equity (ROE) awarded 30 

nationally to electric utilities in quarter three of 2012 was 9.78 percent and for the 31 

first three quarters of 2012 the average was 10.27 percent.  If OCC’s 32 

recommended ROE of 7.84 percent was adopted it would be approximately 24 33 

percent below the average ROEs granted nationally to electric utilities in the first 34 

three quarters of 2012 (Staff attachment 5). 35 

 36 

  37 
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9. Q. Did Staff receive any objections related to allowing an adjustment for 1 

flotation or equity issuance cost? 2 

 3 

A. Yes. OCC objects that the Staff inappropriately increased the cost of equity by 4 

allowing an adjustment for flotation or equity issuance costs despite the fact that 5 

Duke failed to show that it incurred any flotation costs. In addition, Duke did not 6 

provide documentation of the magnitude of flotation costs it may incur in the 7 

reasonably near future. The Staff inappropriately increased the cost of equity 8 

(return on equity) by using the adjustment factor the Staff recommended in the last 9 

Duke electric rate case (Case No. 08-709-EL-AIR). However, the Staff did not 10 

provide support for this adjustment. 11 

 12 

 13 

10. Q. How does Staff respond to this objection? 14 

 15 

A. As mentioned in the Staff Report, Duke has negative retained earnings which 16 

would result in a negative issuance cost, which is not possible.  Therefore Staff 17 

used the last issuance cost from the last Duke electric rate case (Case No. 08-709-18 

EL-AIR).  The purpose and the nature of the Staffs issuance cost adjustment is 19 

that it makes an adjustment to support the portion of the embedded balance of 20 

equity that was raised from equity issuance and not generated internally. The 21 

Staff’s adjustment is structured to support this balance on an annual basis. The 22 

Staff has no intention of reflecting issuance costs as annual operating expense in 23 

the revenue requirement. 24 

 25 

11. Q. Does Staffs issuance cost adjustment take into account flotation? 26 

 27 

A. Staffs adjustment in no way reflects flotation costs, if such a term is meant to refer 28 

to dilution, price pressure, or market pressure. Staffs adjustment reflects only 29 

properly included issuance costs. 30 

 31 

12. Q. What are common stock issuance costs? 32 

 33 

A. Issuance costs include expenditures made directly by the company issuing stock, 34 

for the purpose of issuing stock. Some of these expenditures would be for filing 35 

with the SEC, accounting, legal representation, printing, and exchange listing. 36 

Issuance costs also include the underwriting spread, which is not an expenditure 37 

for the issuing company. Basically, the underwriting spread is the difference 38 

between the proceeds to the company and the price paid by the primary purchasers 39 

of an issue. Issuance costs are the difference between the amount paid by the 40 

primary purchasers and the net proceeds, which is the amount available for 41 

investment by the company. 42 

 43 
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13. Q. Why is an adjustment for issuance cost necessary? 1 

 2 

A. The cost of issuance is properly spread over the life of the stock issue. As long as 3 

stock has been issued, an equity adjustment is necessary. It does not matter what 4 

future financing plans have been prepared. The investor requires a full return as 5 

long as the investor owns the stock. The company issuing new equity initially 6 

receives funds in the amount of the equity issued. The amount of equity issued less 7 

the issuance cost is the amount available to the company for investment, yet the 8 

investor is, as required, paid a return on the full amount of investment. A greater 9 

return, therefore, must be earned on the lesser amount that can be invested. This is 10 

made possible by the Staff’s adjustment to the baseline cost of equity. 11 

 12 

 13 

14. Q. Did Staff receive any objections to using the arithmetic mean? 14 

 15 

A. Yes. OCC objects that the Staff, in its CAPM estimation, used an equity risk 16 

premium that was inappropriate because it was based solely on the spread of 17 

arithmetic mean total returns between large companies’ stocks and long-term 18 

government bonds. The Staff’s approach would artificially increase the common 19 

equity cost to customers. 20 

 21 

15. Q. How does Staff respond to this objection? 22 

 23 

A. The arithmetic mean is used by the Staff to develop the premium over risk-free 24 

rate of return. Then empirical data supporting this premium is from Ibbotson. 25 

Ibbotson recommends the use of the arithmetic mean of this empirical data when 26 

used in CAPM analysis. (Ibbotson, SBBI Valuation Edition Yearbook, p.56) 27 

Ibbotson prefers the arithmetic mean for CAPM because the CAPM is an 28 

"additive model, in which the cost of capital is the sum of its parts," and the 29 

geometric mean "is more appropriate for reporting past performance, since it 30 

represents the compound average return."  Staff would also note that this is the 31 

methodology that has been repeatedly adopted by this Commission for the 32 

establishment of the risk premium. 33 

 34 

 35 

16. Q. What does Duke’s objection 16 state? 36 

 37 

A. Duke objects to the cost of equity used by Staff in its cost of capital analysis 38 

because Staff failed to apply generally accepted methods for accurately estimating 39 

the cost of equity.  Staff’s recommended range of 8.82% to 9.84% with an overall 40 

rate of return of 7.19% to 7.73% is confiscatory and contrary to the Hope and 41 

Bluefield Water jurisprudence.  Staff’s analysis contains numerous errors that 42 
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result in an unreasonable and understated rate of return, including, but not limited 1 

to: 2 

 3 

 Staff’s Discounted Cash Flow analysis lacks statistical 4 

reliability as it relies on a very small sample of five companies 5 

and an understated flotation cost allowance. 6 

 Staff’s CAPM result are flawed and understate an appropriate 7 

Return on Equity (ROE) for Duke Energy Ohio because Staff: 8 

(1) employed an improper Risk-Free Rate; (2) used an incorrect 9 

market risk premium adjustment; (3) understated the flotation 10 

cost adjustment; and (4) failed to use an empirical CAPM 11 

adjustment. 12 

 13 

17. Q. How does Staff respond to the objection that Staff’s Discounted Cash Flow 14 

analysis lacks statistical reliability as it relies on a very small sample of five 15 

companies? 16 

 17 

A. Staff believes that the electric utility industry is in a state of flux due to mergers 18 

and acquisitions, changes in corporate structures and other factors that make the 19 

potential group of comparable companies very small.  If reasonable filters are 20 

applied to select similarly situated companies the pool grows even smaller.  21 

However, Staff did not feel it was appropriate to expand this pool to include 22 

companies that are outside the filter selected by the Staff simply to increase the 23 

sample size.   24 

 25 

 26 

18.  Q. How does Staff respond to Duke’s objection that the Staff’s CAPM results 27 

are flawed and understate an appropriate Return on Equity for Duke Energy 28 

Ohio because Staff employed an improper Risk-Free Rate? 29 

 30 

A. Staff agrees with Office of Consumers’ Counsel Daniel J. Duann1 that using the 31 

weighted average of 10 year and 30 year daily closing Treasury yields for the 32 

period from September 30, 2011, through September 28, 2012, 33 

 34 

“Is reasonable as it relies on actual market data over an extended period of 35 

time.  It is stable and less subjective than estimated returns on risk-free 36 

investment based on various economic or market forecasts.  The current 37 

and recent actual data on Treasury yields have fully reflected investors’ 38 

expectations into the future, and they fairly represent the return on risk-39 

free investments expected in the near future.  The use of the average yields 40 

from the bonds of different maturity (10 years and 30 years) is also a better 41 

                                                            
1 Direct Testimony of Daniel J. Duann, Ph.D., February 19, 2013.  Pages 12‐13. 
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approach than using the yield estimation that relies solely on forecasted or 1 

actual or actual yields of 30-year bonds.  The average yield of 10-year and 2 

30-year bonds is a more stable and representative measurement of the 3 

various maturities of long-term US government bonds.” 4 

 5 

19.  Q. How does Staff respond to the Duke’s objection that they understated the 6 

floatation cost allowance? 7 

 8 

A. There is a typographical error in the Staff Report on page 142.  Line 7 should 9 

read “Low End Equity Cost (8.66% x(6)) and Line 8 should read “High End 10 

Equity Cost (9.84%x (6)). 11 

 12 

20.  Q. How does Staff respond to the objection that it failed to use an empirical 13 

CAPM adjustment. 14 

 15 

A. Staff understands that CAPM analysis has some detractors.  In fact most if not all 16 

of the methods use to calculate the rate of return have strengths and weaknesses.  17 

At this point, Staff is not compelled to abandon the CAPM calculation. 18 

 19 

21.  Q. Does this conclude your testimony? 20 

 21 

A. Yes, it does.  However, I reserve the right to submit supplemental testimony as 22 

described herein, as new information subsequently becomes available or in 23 

response to positions taken by other parties. 24 
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Edison Electric Institute Rate Case Summary Attachement 5

2012 Q1 17 10.84 184.28

2012 Q2 16 9.92 158.72

2012 Q3 8 9.78 78.24

Total 41 421.24

Average ROE 10.27415

for Q1-3 2012
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