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I. INTRODUCTION 1 

 2 

Q1. PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND POSITION. 3 

A1. My name is Daniel J. Duann.  My business address is 65 East State Street, 7th 4 

Floor, Columbus, Ohio, 43215.  I am a Principal Regulatory Analyst with the 5 

Office of the Ohio Consumers’ Counsel (“OCC”). 6 

 7 

Q2. PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND 8 

EDUCATIONAL BACKGROUND. 9 

A2. I joined OCC in January 2008 as a Senior Regulatory Analyst.  I was promoted to 10 

my current position in November 2011.  My primary responsibility is to assist 11 

OCC by participating in various regulatory proceedings before the PUCO.  These 12 

proceedings include rate cases, cost of capital, alternative regulation, fuel cost 13 

recovery, and other types of cases filed by Ohio’s electric, gas, and water utilities. 14 

 15 

Prior to the OCC, I was a Utility Examiner II in the Forecasting Section of the 16 

Ohio Division of Energy, Ohio Department of Development, from 1983 to 1985.  17 

The Forecasting Section was later transferred to the Public Utilities Commission 18 

of Ohio (“PUCO”).  From 1985 to 1986, I was an Economist with the Center of 19 

Health Policy Research at the American Medical Association in Chicago.  In late 20 

1986, I joined the Illinois Commerce Commission as a Senior Economist at its 21 

Policy Analysis and Research Division.  From 1987 to 1995, I was employed as a 22 

Senior Institute Economist at the National Regulatory Research Institute 23 
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(“NRRI”) at The Ohio State University.  NRRI has been a policy research center 1 

funded by state public utilities commissions since 1976.  NRRI is currently 2 

located in Silver Spring, Maryland and is no longer a part of The Ohio State 3 

University.  My work at NRRI involved research, authoring publications, and 4 

public services in many areas of utility regulation and energy policy.  I was an 5 

independent consultant from 1996 to 2007. 6 

 7 

I received my Ph.D. degree in Public Policy Analysis from the Wharton School, 8 

University of Pennsylvania.  I also have an M.S. degree in Energy Management 9 

and Policy from the University of Pennsylvania, and an M.A. degree in 10 

Economics from the University of Kansas.  I completed my undergraduate study 11 

in Business Administration at the National Taiwan University, Taiwan, Republic 12 

of China.  I have been a Certified Rate of Return Analyst by the Society of Utility 13 

and Regulatory Financial Analysts since 2011. 14 

 15 

Q3. HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY OR TESTIFIED 16 

BEFORE THE PUBLIC UTILITIES COMMISSION OF OHIO? 17 

A3. Yes.  I have submitted expert testimony or testified on behalf of the OCC before 18 

the PUCO in a number of cases.  A list of these cases is included in Attachment 19 

DJD-1.  20 
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Q4. HAVE YOU PREVIOUSLY TESTIFIED BEFORE OTHER REGULATORY 1 

AGENCIES AND LEGISLATURES? 2 

A4. Yes.  I have testified before the Illinois Commerce Commission and the 3 

California Legislature on the restructuring and deregulation of electric utilities. 4 

 5 

II. PURPOSE AND RECOMMENDATIONS  6 

 7 

Q5. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 8 

A5. The purpose of my testimony is to explain and support OCC’s position regarding 9 

a reasonable rate of return and related issues for The Dayton Power and Light 10 

Company (“DP&L” or “Utility”) in its current application for an increase in its 11 

distribution rates.1  I will explain and support four OCC objections (Objections 6 12 

through 9)2 to the Staff Report.3  Based on these objections, I propose three 13 

adjustments to the return on equity (“ROE” or “cost of common equity”) and rate 14 

of return (“ROR”) recommendations in the Staff Report.  I also support the use of 15 

a revised Gross Revenue Conversion Factor proposed by another OCC witness, 16 

Michael L. Brosch.4  In addition, I will explain why the ROE and ROR proposed 17 

                                                 
1 In re Application of The Dayton Power and Light Company for an Increase in Elec. Distribution Rates, 
Case No. 15-1830-EL-AIR et al., (the “Rate Case”), Application of The Dayton Power and Light Company 
(Nov. 10, 2015), (the “Application”). 

2 Rate Case, Objections to the PUCO Staff’s Report of Investigation (Apr. 11, 2018), (“OCC Objections”). 

3 Rate Case, The PUCO Staff’s Report of Investigation (Mar. 12, 2018), (“Staff Report”). 

4 See Rate Case, Direct Testimony of Michael L. Brosch (Apr. 11, 2018).  
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by DP&L are unreasonable and should not be used in establishing rates paid by 1 

DP&L’s customers.  2 

Q6. PLEASE SUMMARIZE YOUR RECOMMENDATIONS. 3 

A6. I recommend that the PUCO adopt OCC’s objections and proposed adjustments to 4 

the Staff Report. Specifically, I recommend that the PUCO:  5 

(1) Adopt an equity risk premium of six percent (instead of 9.55% 6 

proposed in the Staff Report) for the Capital Asset Pricing Model 7 

(“CAPM”) analysis in estimating DP&L’s return on equity (OCC 8 

Objection 6); 9 

(2) Remove the added allowance of 0.02017 to the baseline ROE for 10 

generic equity issuance and other costs proposed in the Staff 11 

Report (Objection 7); and 12 

(3) Adopt a return on equity of 8.55% and a rate of return of 6.84%5 13 

(instead of those ROEs and RORs proposed in the Staff Report or 14 

by DP&L) in this proceeding (Objection 8). The calculation of 15 

OCC’s recommended rate of return is shown in Table 1.16 

                                                 
5 6.84% = (0.5248 * 5.29%) + (0.4752 * 8.55%).  In other words, this OCC-recommended rate of return 
assumes the same capital structure and cost of long-term debt used in the Staff Report.       
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Table 1 1 
OCC’s Recommended Rate of Return 2 

 3 
 % of Total Cost Rate (%) Weighted Cost (%) 

Long Term Debt 52.48% 5.29% 2.78% 
Common Equity 47.52% 8.55% 4.06% 

    
Total Capital 100%  6.84% 

 4 
 5 

 6 

III. SUMMARY OF RATE OF RETURN ANALYSIS IN THE STAFF REPORT  7 

 8 

Q7. PLEASE SUMMARIZE THE RATE OF RETURN ANALYSIS IN THE 9 

STAFF REPORT. 10 

A7. The Staff Report applied both CAPM and Discounted Cash Flow (“DCF”) 11 

analysis to five publicly-traded companies with comparable business and financial 12 

risk to those of AES Corporation, the parent of DP&L.6  The Staff Report 13 

estimated DP&L’s ROEs to be 9.808% under CAPM and 9.989% under DCF.7  14 

The Staff Report then calculated the average of the CAPM and DCF results and 15 

assumed a one-hundred basis point range of uncertainty and derived a baseline 16 

ROE range of 9.39% to 10.39%.  The Staff Report added an additional allowance 17 

of 0.02017 to the baseline ROE for some generic and hypothetical equity issuance 18 

                                                 
6 Staff Report at 18.  The five companies selected are Alliant Energy (LNT), Pinnacle West (PNW), Scana 
Corp. (SCG), Sampra Energy (SRE), and WEC Energy Group (WEC). 

7 Staff Report at 19. 
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and other costs.8  The final recommended range of ROE in the Staff Report was 1 

9.59% to 10.61%. 2 

 3 

In calculating its recommended rate of return, the Staff Report created a 4 

hypothetical capital structure of 52.48% debt and 47.52% common equity and 5 

adopted a hypothetical long-term debt cost of 5.29% that was originally proposed 6 

by DP&L.9  Based on these parameters, the Staff Report recommended a range of 7 

7.33% to 7.82% for the rate of return applicable to DP&L in this proceeding.  The 8 

rate of return and return on equity as proposed in the Staff Report are summarized 9 

in Table 2.  10 

  11 
Table 2 12 

Staff Report’s Recommended Rate of Return 13 
 14 

 % of Total Cost Rate (%) Weighted Cost (%) 
Long Term Debt 52.48% 5.29% 2.78% 
Common Equity 47.52% 9.59% - 10.61% 4.56% - 5.04% 

    
Total Capital 100%  7.33% - 7.82% 

 15 

Q8. PLEASE COMMENT ON THE CAPITAL STRUCTURE AND COST OF 16 

LONG-TERM DEBT ADOPTED IN THE STAFF REPORT. 17 

A8. Even though I typically use the actual capital structure and embedded cost of 18 

long-term debt of a regulated utility in calculating its rate of return, I do not object 19 

                                                 
8 Id.  The detailed calculation of the adjustment factor of 1.02017 was shown in Schedule D-1.1, Page 1 of 
1. 

9 See Staff Report, Schedule D-1, Page 1 of 1.  
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to the use of a hypothetical capital structure and a hypothetical cost of long-term 1 

debt in the Staff Report.  I have reviewed the capital structure and cost of debt of 2 

DP&L, DPL Inc., AES Corporation, and other regulated electric utilities.  Based 3 

on this review and my years of experience as a regulatory economist, I believe the 4 

capital structure and cost of long-term debt proposed in the Staff Report for 5 

DP&L are not unreasonable for ratemaking purpose. 6 

 7 

Q9. PLEASE COMMENT ON THE AVERAGE “BETA” AND THE “RISK FREE 8 

RATE” USED IN THE CAPM ANALYSIS OF THE STAFF REPORT.  9 

A9. I do not object to the Staff Report’s selection of the average “beta” of 0.76 in its 10 

CAPM analysis.  According to the Staff Report, this average “beta” is calculated 11 

based on the Value Line betas of the five publicly-traded companies selected for 12 

the comparable group.10  I do have concerns that these companies selected for the 13 

comparable group have business and financial risks more similar to those of AES 14 

Corporation as opposed to those of DP&L.  These companies selected in the Staff 15 

Report, as largely competitive power generators, would tend to have more volatile 16 

earnings and consequently higher “beta” than those companies with similar 17 

business and financial risks to a regulated electric distribution utility such as 18 

DP&L.  Nevertheless, I concluded that the average “beta” of 0.76 used in the 19 

CAPM analysis of the Staff Report is not unreasonable in this proceeding.  20 

 21 

                                                 
10 Staff Report at 19.  
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I do not object to the selection of “Risk Free Rate” of 2.55%, either.11  I am 1 

concerned about the use of the 2015 U.S. Treasury bond yields as a proxy for the 2 

Risk Free Rate because the 2015 financial and economic data may not necessarily 3 

represent the current (2017 to 2018) conditions of the financial market and the 4 

economy.  However, the Staff Report is correct in using the actual, not the 5 

projected, yields of long-term US Treasury bonds to calculate the Risk Free Rate 6 

applicable in its CAPM analysis.  The Staff Report used the average of the yields 7 

of 10-year and 30-year US Treasury bonds in calculating the Risk Free Rate.12  8 

This is a commonly-used method in calculating the Risk Free Rate for the CAPM 9 

analysis by financial analysts.  This same definition and calculation of Risk Free 10 

Rate was also used in the Staff Reports of many previous rate cases in Ohio.   11 

 12 

To further examine the validity of the Risk Free Rate of 2.55% adopted in the 13 

Staff Report, I reviewed the current yields (2017 to 2018) of the U.S. Treasury 14 

bonds compiled by the U.S. Department of the Treasury.13  The actual daily yields 15 

of U.S. Treasury bonds are generally in the range of 2.30% to three percent for the 16 

period of January 1, 2017 to December 31, 2017.  The daily yields data are 17 

included here as Attachment DJD-2.  Based on my review, I concluded that the 18 

2.55% Risk Free Rate selected in the Staff Report, even though it was based on 19 

                                                 
11 Staff Report at 19 and Schedule D-1.3, Page 8 of 8. 

12 Staff Report at 19. 

13 https://www.treasury.gov/resource-center/data-chart-center/interest-
rates/Pages/TextView.aspx?data=yieldYear&year=2017. 
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the 2015 financial data, was not unreasonable for use in the CAPM analysis of 1 

this proceeding.  2 

 3 

Q10. PLEASE COMMENT ON THE DCF ANALYSIS IN THE STAFF REPORT. 4 

A10. I do not object to the method and results of the DCF analysis in the Staff Report.14  5 

The DCF methodology used in the Staff Report is similar to those DCF analyses 6 

used in the Staff Reports of many previous rate cases in Ohio.  As discussed 7 

above, I do have some concerns about the use of the 2015 financial and economic 8 

data and the selection of a comparable group of companies with financial and 9 

business risks similar to those of a competitive power generator such as AES 10 

Corporation.  But I believe these concerns do not rise to the level to make the 11 

results of the DCF analysis in the Staff Report unreasonable.   12 

 13 

IV. OBJECTIONS AND PROPOSED ADJUSTMENTS TO THE STAFF 14 

REPORT  15 

 16 

Q11. WHAT ARE THE REGULATORY PRINCIPLES COMMONLY USED IN 17 

SETTING A REASONABLE RATE OF RETURN FOR A REGULATED 18 

UTILITY SUCH AS DP&L? 19 

A11. The regulatory principles in setting a reasonable rate of return and return on 20 

common equity for a regulated utility in the United States are well-established and 21 

                                                 
14 Staff Report at 19 and Schedule D-1.4, Page 7 of 7. 
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recognized.  Because I will refer to these regulatory principles frequently later in 1 

my testimony, they are summarized here.  These regulatory principles include the 2 

following: 3 

(1) The resulting rates (as set based on the authorized rate of return 4 

and return on equity) paid by the customers of the regulated utility 5 

should be just and reasonable; 6 

(2) The regulated utility should have funds available to continue its 7 

normal course of business; 8 

(3) The regulated utility should have access to capital (both equity and 9 

debt) at reasonable cost under current market conditions; and 10 

(4) The shareholders of the regulated utility should be provided the 11 

opportunity (but not a guarantee) to earn a fair (but not excessive) 12 

return on their invested capital in comparison to other available 13 

similar investments. 14 

 15 

OCC OBJECTION 6 16 

 17 

Q12. PLEASE EXPLAIN OCC OBJECTION 6. 18 

A12. As discussed above, I do not object to the selection of the average “beta” of 0.76 19 

and the Risk Free Rate of 2.55% used in the CAMP analysis of the Staff Report.  20 

However, I do object to the selection of the “equity risk premium” of 9.55% used 21 

in the CAPM analysis of the Staff Report.  The Staff Report did not explicitly use 22 

the word “equity risk premium” or “market risk premium” in describing its 23 
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CAPM analysis.  But it is clear from the CAPM formula used in the Staff Report 1 

that the 9.55% (calculated as the difference between 12.1% and 2.55% in the 2 

formula used) is the “equity risk premium” or “market risk premium” selected for 3 

the CAPM analysis.15   4 

   5 

This 9.55% equity risk premium used in the CAPM analysis of the Staff Report is 6 

overstated and unreasonable.  This 9.55% equity risk premium should be reduced 7 

to be consistent with the commonly-accepted definition and methodology of 8 

“equity risk premium” used in the CAPM analysis and the established practices in 9 

many PUCO Staff Reports of previous electric and gas distribution rate cases in 10 

Ohio.  This unreasonably high equity risk premium of 9.55%, if adopted by the 11 

PUCO, will unreasonably increase the authorized rate of return, the revenue 12 

requirement to be collected by DP&L, and the charges paid by DP&L’s 13 

customers. 14 

 15 

Q13. WHY IS THE EQUITY RISK PREMIUM OF 9.55% USED IN THE STAFF 16 

REPORT OVERSTATED AND UNREASONABLE? 17 

A13. In the CAPM analysis of the Staff Report, the risk premium of 9.55% was 18 

calculated as the difference between the annual total return of large company 19 

stocks from 1926 to 2014 (12.1%) and the U.S. Treasury bond yields of 2015 20 

(2.55%).  In other words, the average U.S. Treasury bond yield of a single year 21 

                                                 
15 Staff Report at 19 and Schedule D-1.3, Page 8 of 8. 
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(2015) is used as a proxy of the risk-free rate (or more correctly the “return on 1 

risk-free assets”) in determining the equity risk premium.   2 

The Staff Report’s use of a single year government bond yield for a proxy of the 3 

“return on risk-free assets” or “risk-free rate” is inconsistent with the established 4 

definition and methodology of calculating the equity risk premium used in the 5 

CAPM analysis.  This unusual method used in this particular Staff Report to 6 

calculate the 9.55% equity risk premium is also inconsistent with the 7 

methodology adopted in many Staff Reports of previous electric and gas 8 

distribution rate cases in Ohio.   9 

 10 

A reasonable and commonly accepted proxy for the “return on risk-free assets” or 11 

“risk-free rate” in calculating the equity risk premium for CAPM analysis is the 12 

average annual total return of U.S. Treasury bond yields over an extended period 13 

of time.  After all, the Staff Report used the annual total return of large company 14 

stocks over an extended period of time (1926 to 2014) as the “market risk rate.”16  15 

Then the Staff Report should use the annual total return of government bonds 16 

over the same period of time (1926 to 2014) as the “return of risk-free assets” or 17 

“risk-free rate” in calculating the equity risk premium.  It is unreasonable to 18 

compare the total return of large company stocks over an extended period of time 19 

with the yield of government bonds for a single year.  20 

                                                 
16 Staff Report at 19 and Ibbotson SBBI 2015 Classic Yearbook, Table 2.1, Morningstar Inc., Chicago, 
Illinois 2015.    
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DP&L’s own witness, Dr. Roger A. Morin, did not use this atypical method used 1 

in the Staff Report in calculating the equity risk premium.  He adopted the widely 2 

accepted definition and methodology of calculating the equity risk premium or 3 

“market risk premium” as the difference between the annual returns of investing 4 

in common equity versus investing in risk-free assets such as long-term 5 

government bonds.  Dr. Morin proposed an equity risk premium (or Market Risk 6 

Premium used in his testimony) of 7.2% in his CAPM analysis in this case17.  It is 7 

far less than the 9.55% equity risk premium proposed in the Staff Report.   8 

 9 

The calculation of equity risk premium as the difference between the expected 10 

annual total returns investing in common equity versus investing in risk-free 11 

assets such as government bonds over an extended period of time has also been 12 

accepted and adopted in most (if not all) past PUCO Staff Reports of electric and 13 

gas distribution rate cases.  One of those cases is the Duke electric distribution 14 

rate case, PUCO Case No. 17-0032-EL-AIR et al. pending before the PUCO.18  In 15 

the Staff Report of that Duke electric rate case, an equity risk premium of seven 16 

percent was proposed in the Staff Report for its CAPM analysis.  The Staff Report 17 

in that case indicated that the equity risk premium used in the CAPM analysis was 18 

calculated as the “derived spread of arithmetic means total returns between large 19 

                                                 
17 Rate Case, Direct Testimony of Dr. Roger A. Morin (November 30, 2015) at 37. 

18 PUCO Case No. 17-0032-EL-AIR et al. Staff Report (September 26, 2017) at 18.   
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company stocks (12.1%) and long-term government bonds (i.e., ‘risk free return;” 1 

5.1%).”19   2 

 3 

The Staff Report in this proceeding does not explain why it uses this atypical, 4 

untested, and flawed method of calculating the equity risk premium. 5 

A summary of the equity premium proposed by OCC, the Staff Report, and the 6 

regulated utilities in recent Ohio electric and gas distribution rate cases is 7 

provided in Table 3.  It is clear from Table 3 that the 9.55% equity risk premium 8 

proposed in the Staff Report of this case is an outlier.  It is overstated and 9 

unreasonably high in light of the equity risk premiums that have been 10 

recommended in recent electric and gas rate cases in Ohio.     11 

 12 
 13 

Table 3 14 
Equity Risk Premium Proposed by Utility, PUCO Staff Report, and OCC 15 

 In Recent Ohio Electric and Gas Rate Cases 16 
 17 

Case No.  Utility Proposed Equity Risk Premium  
 OCC Staff Report Utility 

15-1830-EL-AIR DP&L 6% 9.55% 7.2% 
Electric Distribution Case 

17-0032-EL-AIR Duke 6% 7% 7% 
12-1682-EL-AIR Duke 4.9% 5.7% 7.7% 
07-0551-EL-AIR Ohio Edison 4.6% -6.5% 6.5% 6.5% -8% 

Gas Distribution Case  
12-1685-GA-AIR Duke 4.9% 5.7% 7.7% 
08-0072-GA-AIR Columbia 4.57% 6.5% 5.25% 
07-0829-GA-AIR East Ohio Gas 4.65% 6.5% 6.5% - 8% 
07-0589-GA-AIR Duke 4.6% - 6.5% 6.5% 7.4% 
07-1080-GA-AIR Vectren 5.7% - 6.4% 6.5% 6.92% 

                                                 18 
19 Id. 



Direct Testimony of Daniel J. Duann, Ph.D. 
On Behalf of the Office of the Ohio Consumers’ Counsel 

PUCO Case No. 15-1830-EL-AIR et al. 
 

15 
 

Q14. WHAT IS YOUR RECOMMENDED EQUITY RISK PREMIUM FOR THE 1 

CAPM ANALYSIS IN ESTIMATING THE RETURN ON EQUITY OF DP&L 2 

IN THIS PROCEEDING? 3 

A14. I have reviewed recent financial data regarding the long-term market returns of 4 

different classes of assets (equity, government bonds, and corporate bonds) for the 5 

period of 1926 through the end of 2016.  Based on the results compiled in the 6 

Duff & Phelps 2017 SBBI Yearbook (which is a re-named update to the Ibbotson 7 

SBBI 2015 Classical Yearbook cited in the Staff Report), I would recommend an 8 

equity risk premium of six percent to be used for the CAPM analysis in estimating 9 

the return on equity of DP&L at this time.  This recommendation is based largely 10 

on a comparison of the arithmetic mean of the annual total return of 12% for 11 

Large-Cap Stocks and of six percent for long-term government bonds for the 12 

period of 1926 to 2016.20  This recommendation is also consistent with my 13 

understanding of the equity risk premium proposed by other financial analysts in 14 

recent proceedings involved the estimation of return on equity and rate of return 15 

before the PUCO. 16 

                                                 
20 Duff & Phelps 2017 SBBI Yearbook at 2-6, Exhibit 2.3, John Wiley & Sons, Inc. Hoboken, New Jersey, 
2017. Page 2-5 to 2-7 is included here as Attachment DJD-3. 
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OCC OBJECTION 7 1 

 2 

Q15. PLEASE EXPLAIN OCC OBJECTION 7. 3 

A15. The Staff Report proposed an added allowance of 0.02017 applicable to the 4 

estimated baseline ROE to account for hypothetical equity issuance and other 5 

costs.21  This proposed added allowance of 0.02017 is based on a generic equity 6 

issuance and other costs allowance of 3.5% proposed in the Staff Report and 7 

DP&L’s external funding ratio calculated from the retained earnings and common 8 

equity data filed by DP&L.22  By including this additional allowance, the Staff 9 

Report increased the recommended ROE from a range of 9.39% to 10.39% to a 10 

range of 9.59% to 10.61%.  I do not support this added allowance to the estimated 11 

baseline ROE for hypothetical and generic equity issuance and other costs as 12 

proposed in the Staff Report.  This added allowance to the estimated baseline 13 

ROE in the Staff Report is unnecessary and unreasonable.  This added allowance, 14 

if adopted by the PUCO, will unreasonably increase the authorized rate of return, 15 

the revenue requirement to be collected by DP&L, and the charges paid by 16 

DP&L’s customers.  17 

                                                 
21 Staff Report at 19. 

22 Staff Report, Schedule D-1.1, Page 1 of 1. 



Direct Testimony of Daniel J. Duann, Ph.D. 
On Behalf of the Office of the Ohio Consumers’ Counsel 

PUCO Case No. 15-1830-EL-AIR et al. 
 

17 
 

Q16. WHY IS THIS ADDED ALLOWANCE FOR EQUITY ISSUANCE AND 1 

OTHER COSTS TO THE ESTIMATED BASELINE ROE 2 

UNREASONABLE? 3 

A16.  First, even if an adjustment for equity issuance and other costs were allowed, 4 

there is no actual cost basis to support an added allowance factor of 0.02017 to the 5 

estimated baseline return on equity.  There is no demonstration in the Staff Report 6 

or in the Application that DP&L is likely to incur the 3.5% equity issuance and 7 

other costs in the near future or the magnitude of these costs.  In this proceeding, 8 

the PUCO Staff simply uses a generic “adder” of 3.5% as a proxy for the 9 

estimated or hypothetical amount of equity issuance and other costs. 10 

 11 

Second, and more importantly, the added allowance for equity issuance and other 12 

costs to an estimated baseline ROE is contrary to established regulatory principles 13 

of setting a reasonable rate of return for a regulated utility.  The addition of this 14 

allowance to the baseline ROE reflects a mischaracterization of the purpose and 15 

function of setting a reasonable ROE for a regulated utility.   16 

 17 

The purpose of setting a reasonable return on equity and a reasonable rate of 18 

return for a regulated utility is not to authorize a regulated utility to collect from 19 

customers previously incurred costs associated with issuing equity. The purpose 20 

of an authorized ROE is to provide the investors an opportunity to earn a 21 

currently-determined return on invested capital that is comparable to the returns 22 

that can be earned by the investors from alternative investments with similar risk.  23 
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The equity issuance and other costs that might have occurred, if any, are already 1 

reflected in the market prices of common stock, per share earnings and dividend 2 

projections, and any other market factors of those electric utilities selected in the 3 

proxy group for estimating the ROE of DP&L.  There is no need to make an 4 

additional equity issuance and other costs allowance as proposed in the Staff 5 

Report. 6 

 7 

Q17. WHAT DO YOU RECOMMEND REGARDING THIS ADDED ALLOWANCE 8 

FOR EQUITY ISSUANCE AND OTHER COSTS TO THE ESTIMATED 9 

BASELINE ROE IN THIS PROCEEDING? 10 

A17. I recommend that the PUCO not adopt this added allowance to the estimated 11 

baseline ROE for the hypothetical and generic equity issuance and other costs.    12 

 13 

OCC OBJECTION 18 14 

 15 

Q18. PLEASE EXPLAIN OCC OBJECTION 8. 16 

A18. The Staff Report recommended a range of ROE of 9.59% to 10.61% and a range 17 

of ROR of 7.33% to 7.82%.23  Based on the recommended ranges, the midpoint 18 

ROE would be 10.10% and the midpoint ROR 7.58%.  I object to the 19 

recommended range of ROE and ROR in the Staff Report.  As discussed above, 20 

both the ROE and ROR recommended in the Staff Report were derived from 21 

                                                 
23 Staff Report, 18-19.  
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unreasonable data and methodology, particularly the use of an unreasonably high 1 

equity risk premium and an added allowance for unsubstantiated equity issuance 2 

and other costs.   3 

 4 

In addition, the rate of return and return on equity recommended in the Staff 5 

Report were considerably higher than the average rate of return and return on 6 

equity authorized for electric distribution utilities nationwide in recent years.  For 7 

example, the average ROE authorized for the 12 delivery-only electric utilities 8 

(similar to DP&L) in rate cases decided nationwide in 2016 was 9.31%.24  The 9 

average ROE authorized for the 14 delivery-only electric utilities in rate case 10 

decided in 2017 was 9.43%.25  The average authorized ROEs for distribution-only 11 

cases decided in 2016 and 2017 are lower than the low bound (9.59%) of the 12 

recommended range of ROE in the Staff Report.   13 

 14 

Similarly, the average authorized rate of return for distribution-only electric 15 

utilities in cases decided in 2016 was 7.39%26 and 7.31% for cases decided in 16 

2017.27  They were below or slightly above the low bound (7.33%) of the 17 

recommended range of ROR in the Staff Report.  The average authorized rate of 18 

                                                 
24 Regulatory Research Associates, Regulatory Focus: Major Rate Case Decisions – January-December 
2016 at 6 (January 18, 2017) (Attachment DJD-4). 

25 Regulatory Research Associates, Regulatory Focus: Major Rate Case Decisions 2017 (January 30, 2018) 
at 7 (Attachment DJD-5). 

26 Attachment DJD-4 at 8-9.  

27 Attachment DJD-5 at 9-11.  
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return for all 48 electric utilities rate cases decided in 2017 was even lower at 1 

7.18%.28  2 

 3 

Q19. WHY SHOULD THE PUCO CONSIDER THE AVERAGE RETURN ON 4 

EQUITY AND RATE OF RETURN AUTHORIZED FOR DELIVERY-ONLY 5 

ELECTRIC UTILITIES IN RECENT YEARS IN DECIDING THE RATE OF 6 

RETURN FOR DP&L IN THIS PROCEEDING? 7 

A19. As discussed above, one of the basic principles in setting a reasonable return on 8 

equity and rate of return for a regulated utility is to set an ROE or an ROR so that 9 

an ordinary investor could earn a return from investing in this regulated utility 10 

comparable to the returns he or she expects to earn from other investments with 11 

similar risk.  If such a comparable ROE or ROR is authorized by the regulatory 12 

agency, the regulated utility, in this case DP&L, will be afforded an opportunity 13 

to attract capital at reasonable terms, to maintain its financial integrity, and to 14 

have funds available to conduct its regular business of providing utility services.  15 

In this respect, the average ROE and ROR authorized in recent years in Ohio and 16 

other jurisdictions for delivery-only electric utilities will be an important and 17 

useful “yardstick” in determining if any proposed ROE or ROR by the parties is 18 

reasonable for setting the rates charged by DP&L.    19 

 20 

                                                 
28 Attachment DJD-5 at 6. 
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The PUCO has expressed a similar view regarding the consideration of the 1 

average reported ROE and ROR for comparable utilities in the past.  For example, 2 

in its Opinion and Order approving an electric security plan for AEP Ohio, the 3 

PUCO stated: 4 

“We agree with Walmart and OCC that AEP Ohio’s requested 5 

ROE is too high, as gauged by comparison with the average 6 

reported ROE for comparable utilities since 2012 (Walmart Ex.1 at 7 

9-10).”29 8 

 9 

Furthermore, financial analysts have advocated in the past the use of authorized 10 

ROEs of comparable utilities in setting a reasonable return on equity for a 11 

regulated utility.  Indeed, DP&L’s own witness, Dr. Roger A. Morin, used this 12 

approach in Duke Energy Ohio’s last electric distribution case (PUCO Case No. 13 

12-1682-EL-AIR et al.): 14 

I believe that Staff’s recommended ROE range of 8.82% - 9.84% 15 

with a midpoint of 9.33% lies outside the zone of currently 16 

authorized rates of return for electric utilities in the United States.  17 

Currently allowed returns, while certainly not a precise indication 18 

of any individual company’s cost of equity capital, are nevertheless 19 

important determinants of investor growth perceptions and 20 

investor-expected returns.  They also serve to provide some 21 

                                                 
29 PUCO Case No. 13-2385-EL-SSO, Opinion & Order, 84 (Feb. 25, 2015). 



Direct Testimony of Daniel J. Duann, Ph.D. 
On Behalf of the Office of the Ohio Consumers’ Counsel 

PUCO Case No. 15-1830-EL-AIR et al. 
 

22 

perspective on the validity and reasonableness of Staff’s 1 

recommendation.30 2 

 3 

Finally, based on my own knowledge and experience as a regulatory economist, I 4 

believe the average ROEs and RORs authorized for distribution-only electric 5 

utilities in rate cases decided in recent years in Ohio and other jurisdictions can 6 

and should be considered by the PUCO in evaluating if the proposed ROE and 7 

ROR for DP&L in the Staff Report is reasonable.  8 

 9 

Q20. WHAT IS THE AVERAGE RETURN ON EQUITY AND RATE OF RETURN 10 

AUTHORIZED FOR DELIVERY-ONLY ELECTRIC UTILITIES 11 

NATIONWIDE IN RECENT YEARS? 12 

 13 

A20. The average ROEs authorized for distribution-only electric utilities (similar to 14 

DP&L) within the last five years, as compiled and reported in a lead utility 15 

industry publication, were all below 9.59% (the low bound of the range of ROE 16 

recommended in the Staff Report).  See Table 4. 17 

Table 4 18 
Average and Median ROEs Authorized for  19 

Distribution-Only Electric Utility (2013 -2017)31 20 
 21 

Year Average ROE (%) Median ROE (%) Number of Observations 
2013 9.41 9.36 9 
2014 9.50 9.55 13 

                                                 
30 PUCO Case No. 12-1682-EL-AIR, Supplemental Direct Testimony of Dr. Roger A. Morin at 3 (Feb. 19, 
2013). 

31 See Attachment DJD-5, 7. 
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2015 9.23 9.07 6 
2016 9.31 9.33 12 
2017 9.43 9.55 14 

 1 

More specifically, the return on equity and rate of return authorized for 2 

distribution-only electric utilities for the 12 rate cases decided in 2016 are 3 

summarized in Table 5.32  These individual cases are arranged according to the 4 

dates the cases were decided.  A review of Table 5 would indicate that all the 5 

authorized ROEs in delivery-only electric rate cases decided in 2016 were lower 6 

than the midpoint ROE of 10.10% recommended in the Staff Report.  Similarly, 7 

the rate of return authorized for the distribution-only electric utilities in those 8 

cases decided in 2016 (with the exception of one rate case) were below or at the 9 

midpoint (7.58%) of the range of rate of return recommended in the Staff Report.  10 

In five out of a total of 12 cases, the ROR is even lower than the low bound 11 

(7.33%) of the recommended range of rate of return in the Staff Report. 12 

Table 5 13 
Distribution-Only Electric Utility Decisions in 2016 14 

 15 
Date Company State ROE authorized 

(%) 
ROR authorized 

(%) 
4/29/2016 Fitchburg Gas and 

Electric 
MA 9.80 8.46 

6/3/2016 Baltimore Gas and 
Electric 

MD 9.75 7.28 

6/15/2016 New York State Electric 
and Gas 

NY 9.00 6.68 

6/15/2016 Rochester Gas and 
Electric 

NY 9.00 7.55 

8/24/2016 Atlantic City Electric NJ 9.75 7.64 
9/30/2016 Massachusetts Electric MA 9.90 7.58 

                                                 
32 See Attachment DJD-4, 8-9. 
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11/15/16 Potomac Electric Power MD 9.55 7.49 
12/6/2016 Commonwealth Edison IL 8.64 6.71 
12/6/2016 Ameren Illinois  IL 8.64 7.28 
12/12/2016 Jersey Central Power & 

Light 
NJ 9.60 7.47 

12/14/2016 United Illuminating 
Company 

CT 9.10 7.08 

12/19/2016 Emera Maine ME 9.00 7.45 
Average   9.31 7.39 

 1 

A summary of the rate of return and return on equity of the 14 rate cases for 2 

distribution-only electric utilities decided in 2017 is provided in Table 6.33  A 3 

review of Table 6 would indicate that all the authorized ROEs in distribution-only 4 

rate cases decided in 2017 were below the midpoint ROE (10.10%) of the range 5 

recommended in the Staff Report.  For a large majority of the cases (ten out of a 6 

total of 14), the authorized ROEs were near or below the low bound (9.59%) of 7 

the ROE range recommended in the Staff Report.  A review of the ROR 8 

authorized in cases decided in 2017 would indicate a similar result.   9 

Table 6 10 
Distribution-Only Electric Utility Decisions in 2017 11 

Date Company State ROE 
authorized (%) 

ROR 
authorized (%) 

1/24/2017 Consolidated Edison Co. of 
NY 

NY 9.00 6.82 

2/15/2017 Delmarva Power & Light 
Company 

MD 9.60 6.74 

2/22/2017 Rockland Electric Company  NJ 9.60 7.47 
4/12/2017 Liberty Utilities (Granite 

State Electric) 
NH 9.40 7.64 

4/20/2017 Unitil Energy Systems, Inc.  NH 9.50 8.34 
5/23/2017 Delmarva Power & Light 

Company  
DE 9.70 -- 

                                                 
33 Attachment DJD-5, 9-11. 
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7/24/2017 Potomac Electric Power 
Company 

DC 9.50 7.46 

9/22/2017 Atlantic City Electric 
Company  

NJ 9.60 7.60 

9/28/2017 Oncor Electric Delivery 
Company LLC  

TX 9.80 7.44 

10/20/2017 Potomac Electric Power 
Company 

MD 9.50 7.43 

11/30/2017 NSTAR Electric Company  MA 10.00 7.33 
11/30/2017 Western Massachusetts 

Electric Company 
MA 10.00 7.26 

12/6/2017 Ameren Illinois Company IL 8.40 7.04 
12/6/2017 Commonwealth Edison 

Company 
IL 8.40 6.47 

Average   9.43 7.31 
 1 

Q21. HAS DP&L DEMONSTRATED ANY DISTINCT AND ADDITIONAL 2 

FINANCIAL AND BUSINESS RISKS THAT JUSTIFY A HIGHER RETURN 3 

ON EQUITY OR RATE OF RETURN THAN THOSE AUTHORIZED 4 

NATIONWIDE IN RECENT YEARS? 5 

A21. No.  I am not aware of any unusual and additional financial and business risks 6 

associated with DP&L at this time that differentiate it from the U.S. electric 7 

utilities as a group.  DP&L has not demonstrated that it currently has significantly 8 

higher business and financial risks than the average electric distribution utilities to 9 

justify a higher authorized rate of return or return on equity.  To the contrary, 10 

given the favorable riders and subsidies approved by the PUCO in DP&L’s 11 

current Electric Security Plan (“ESP”)34 and the positive effects on DP&L’s credit 12 

and financial positions from the approved ESP,35 DP&L’s authorized rate of 13 

                                                 
34 PUCO Case No. 16-395-EL-SSO et al., Opinion and Order (October 20, 2017). 

35 See, for example, Moody’s Investor Service, Rating Action: Moody’s affirms ratings of DPL and DP&L; 
changes outlooks to positive (October 31m 2017). 
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return and return on common equity to be decided in this rate case should be on 1 

the lower end of the returns authorized for electric utilities nationwide in recent 2 

years.   3 

 4 

Specifically, in the current ESP, DP&L has started collecting a so-called 5 

Distribution Modernization Rider (“DMR”) of approximately $105 million per 6 

year for three years since November 1, 2017.36  With PUCO approval, the DMR 7 

can be extended for an additional two years with the amount of DMR to be 8 

determined.  The revenues collected through DMR are essentially free money to 9 

DP&L because the rider does not support local distribution costs.  That is, DMR 10 

revenues are not required to be tied to any underlying cost incurred by DP&L.  11 

There is no requirement that DP&L needs to make any capital expenditure or to 12 

incur operating expense in order to collect the DMR. The DMR is a material cash 13 

infusion to DP&L and ultimately DPL, Inc.  It is clear the DP&L’s financial 14 

position, which is already reasonably healthy before the collection of DMR, has 15 

been further enhanced by the ESP approved in 2017.  There is no justification for 16 

the PUCO to authorize a rate of return and return on equity that are significantly 17 

higher than those being authorized in recent electric rate cases nationwide.   18 

                                                 
36 PUCO Case No. 16-395-EL-SSO et al., Opinion and Order at 5-7. 
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OCC OBJECTION 9 1 

 2 

Q22. PLEASE EXPLAIN OCC OBJECTION 9.  3 

A22. I object to the Staff Report’s proposed ranges of rate of return (7.33% to 7.82%) 4 

and return on equity (9.59% to 10.61%) because they are misleading and they 5 

understate the ROR and ROE that DP&L would be allowed to earn under the 6 

proposed revenue requirement.  In calculating the Revenue Deficiency, Revenue 7 

Increase Recommended, and Revenue Requirements, the Staff Report used a 8 

Gross Revenue Conversion factor of 1.549732.37  This Gross Revenue Conversion 9 

Factor of 1.549732 is, in turn, based on the gross-up of a 35% Federal Income 10 

Tax, Ohio Municipal Income Tax, and Commercial Activities Tax.38  As 11 

recommended by OCC witness Brosch, a revised Gross Revenue Conversion 12 

Factor of 1.275097, which properly reflect the lower Federal Income Tax of 21% 13 

that has been in effect since January 1, 2018 should be used in grossing-up the 14 

Revenue Requirements for DP&L.  By not using the appropriate Gross Revenue 15 

Conversion Factor, the Staff Report presents a Revenue Requirement or 16 

Recommended Revenue Increase that is overstated even at the ROR and ROE 17 

proposed in the Staff Report.  An overstated Revenue Requirement or 18 

Recommended Revenue Increase, even at the Staff Report’s proposed ROR and 19 

ROE, will in turn allow DP&L to earn a significantly higher rate of return than the 20 

range of 7.33% to 7.82% indicated in the Staff Report.   21 

                                                 
37 Staff Report, Schedule A-1, Page 1 of 1. 

38 Staff Report, Schedule A-2, Page 1 of 1. 
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My calculation, as detailed later in my testimony, would indicate that the Staff 1 

Report’s Recommended Revenue Increase (based on a Gross Revenue 2 

Conversion Factor of 1.549772) would allow DP&L to effectively earn an after-3 

tax rate of return of 8.91% to 9.21% and a return on equity of 12.90% to 13.54%. 4 

 5 

Q23. PLEASE EXPLAIN WHY THE USE OF A GROSS REVENUE 6 

CONVERSION FACTOR OF 1.549732 IN THE STAFF REPORT WILL 7 

ALLOW DP&L TO EARN A MUCH HIGHER RATE OF RETURN AND 8 

RETURN ON EQUITY THAN THOSE INDICATED IN THE STAFF 9 

REPORT.  10 

A23. I will use the same data contained in Schedule A-1 of the Staff Report to illustrate 11 

the effects of using a Gross Revenue Conversion Factor of 1.549732 on the 12 

allowed rate of return that can actually be earned by DP&L.  I will use the same 13 

Rate Base, Requested (or Proposed) Rate of Return, and Revenue Requirements 14 

proposed in the Staff Report Schedule A-1 for my analysis.  However, this does 15 

not mean that I support or agree with those items proposed in the Staff Report.  16 

All the proposed adjustments by OCC in this proceeding, other than those related 17 

to rate of return and return on equity, are addressed by other OCC witness.   18 

 19 

Based on a Rate Base of $642,828,367 and a proposed rate of return of 7.33% (the 20 

lower bound of the ROR range in the Staff Report), the Required Operating 21 

Income will be $47,119,319. 22 

  $47,119,319 = $642,828,367 * 7.33% 23 
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 Using a Gross Revenue Conversion Factor of 1.549732, the Revenue for Required 1 

Operating Income (excluding the revenue required to cover the operating and 2 

maintenance, and other expenses that do not require gross-up) will be 3 

$73,022,316.   4 

  $73,022,316 = $47,119,319 * 1.549732 5 

 This amount is equal to the Revenue Increase recommended in Schedule A-1 plus 6 

the grossed-up of Current Operating Income. 7 

  $73,022,316 = $23,230,037 + ($32,129,607 * 1.549732) 8 

However, with a revised Gross Revenue Conversion Factor of 1.275097, the 9 

Required Operating Income that being supported by the Revenue Requirement of 10 

$73,022,316 will be $57,268,049 (instead of $47,119,319 in the Staff Report).   11 

 $57,268,049 = $73,022,316 /1.275097 12 

In other words, using the Revenue Requirements proposed in the Staff Report, 13 

DP&L will actually earn a much higher operating income after deducting the 14 

provisions for a lower federal income taxes and other tax-related expenses.  15 

The Rate of Return corresponding to the Operating Income of $57,268,049 will be 16 

8.91% (instead of 7.33% presented in the Staff Report).  17 

 8.91% = $57,268,049 / $642,828,367 18 

Assuming the same capital structure (52.48% of long-term debt and 47.52% 19 

equity) and cost of long-term debt (5.29%), the Return on Equity corresponding to 20 

the Rate of Return of 8.91% will be 12.90%. 21 

 12.90% = (8.91% - (0.5248 * 5.29%)) / 0.4752 22 
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Q24. PLEASE SUMMARIZE YOUR ANALYSIS OF THE INCREASE IN 1 

ALLOWED RATE OF RETURN AND RETURN ON EQUITY OF DP&L 2 

RESULTING FROM THE STAFF REPORT’S FAILURE OF USING AN 3 

ACCURATE GROSS REVENUE CONVERSION FACTOR.  4 

A24. By applying the same methodology, I described above, I can calculate the “real” 5 

or “effective” allowed Rate of Return and Return on Equity for DP&L based on 6 

the revenue requirements and recommended revenue increases presented in the 7 

Staff Report.   In summary, by not adopting a revised Gross Revenue Conversion 8 

Factor of 1.275097 (as recommended by OCC) in calculating the Revenue 9 

Requirements or the Recommended Revenue Increase, the Staff Report is actually 10 

recommending a much higher range of Rate of return (8.91% to 9.50% with a 11 

midpoint of 9.21%) for DP&L. Similarly, the Staff Report is actually 12 

recommending a much higher range of Return on Equity (12.90% to 14.10% with 13 

a midpoint of 13.54%) than the ROE range of 9.59% to 10.61% represented in the 14 

Staff Report.  See Table 7.15 
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Table 7 1 
Effects of Not Revising Gross Revenue Conversion Factor 2 

On Staff Report’s Proposed Rate of Return and Return on Equity 3 
 4 

Line Item Staff Proposed Rate of Return 
1  Lower 

Bound  
Upper 
Bound  

Midpoint 

2 Rate Base $642,828,367 $642,828,367 $642,828,367 
3  Rate of Return 

Presented in Staff 
Report 

7.33% 7.82% 7.58% 

4 Corresponding Return 
on Equity in the Staff 

Report 

9.59% 10.61% 10.10% 

5 Required Operating 
Income  

(Line 2 * Line 3) 

$47,119,319 $50,269,178 $48,726,390 

6 Gross Revenue 
Conversion Factor in 

the Staff Report  

1.549732 1.549732 1.549732 

7 Revenue for Required 
Operating Income (Line 

5 * Line 6) 

$73,022,317 $77,903,754 $75,512,846 

8 Revised (Effective) 
Gross Revenue 

Conversion Factor 

1.275097 1.275097 1.275097 

9 Revised (Effective) 
Operating Income  
(Line 7 / Line 8) 

$57,268,049 $61,096,336 $59,221,256 

10 Revised (Effective) 
Rate of Return  
(Line 9 /Line 2) 

8.91% 9.50% 9.21% 

11 Revised (Effective) 
Return on Equity 

12.90% 14.15% 13.54% 

 5 
 6 

Q25. IS IT REASONABLE TO ALLOW DP&L TO HAVE SUCH A HIGH RATE 7 

OF RETURN AND RETURN ON EQUITY?  8 

A25.   No.  The “real” or “effective” rate of return and return on equity resulting from 9 

not updating the Gross Revenue Conversion Factor, as shown in Table 7, are even 10 
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more overstated and unreasonable than those ROR and ROE presented in the Staff 1 

Report.  There is simply no valid reason for the PUCO to authorize such a high 2 

rate of return or return on equity for DP&L when the average ROR authorized for 3 

distribution-only electric utilities was approximately 7.31% nationwide in 2017 4 

and the average ROE was approximately 9.43%.     5 

 6 

Q26. IS THE REVISION OF THE GROSS REVENUE CONVERSION FACTOR 7 

THE ONLY ADJUSTMENTS RELATED TO THE REDUCTION IN 8 

FEDERAL INCOME TAX IN CALCULATING THE REVENUE 9 

REQUIREMENT FOR DP&L IN THIS PROCEEDING?  10 

A26.    No.  First of all, I am not the OCC witness addressing the calculation of a 11 

reasonable revenue requirement for DP&L in my testimony.  Other OCC 12 

witnesses will address all the adjustments, other than rate of return, proposed by 13 

OCC in this proceeding.  Based on their analysis, I understand there are several 14 

additional adjustments related to the reduction in federal corporate income tax 15 

rate from 35% to 21%.   16 

 17 

V. OCC’S PROPOSED RATE OF RETURN 18 

 19 

Q27. PLEASE SUMMARIZE OCC’S PROPOSED ADJUSTMENTS TO THE 20 

RATE OF RETURN ANALYSIS IN THE STAFF REPORT. 21 

A27. Based on the OCC objections discussed above, I propose three adjustments (two 22 

addressing issues related to the data and methodology used and one on the overall 23 
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rate of return recommendation) to the rate of return analysis in the Staff Report.  1 

These OCC-proposed adjustments are: 2 

(1) To adopt an “equity risk premium” of six percent for the CAPM 3 

analysis; 4 

(2) To remove the added allowance of 0.02017 to the baseline ROE for 5 

generic equity issuance and other costs; and  6 

(3) To adopt a return on equity of 8.55% and a rate of return of 6.84% 7 

for DP&L’s electric distribution services in this proceeding.   8 

 9 

Q28. PLEASE EXPLAIN OCC’S RECOMMENDED RETURN ON EQUITY AND 10 

RATE OF RETURN. 11 

A28. As discussed earlier, I accept the capital structure, the costs of long-term debt, and 12 

the results of the DCF model proposed in the Staff Report.  If my proposed 13 

adjustment to the equity risk premium is adopted, the CAPM-derived ROE would 14 

be reduced from 9.808% to 7.11%. 15 

 7.11% = 2.55% + (0.76 * 6.00%). 16 

The estimated baseline return on equity would be 8.55%, which is the average of 17 

the CAPM result (7.11%) and DCF result (9.989%). 18 

 8.55% = (0.5 * 7.11%) + (0.5 * 9.989%). 19 

If my proposed elimination of the added allowance for the equity issuance and 20 

related costs is accepted, the OCC-proposed baseline ROE would not change and 21 

stay at 8.55%.   22 
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By using the same capital structure (52.48% debt and 47.52% equity) and the cost 1 

of long-term debt (5.29%), the overall rate of return recommended by OCC for 2 

DP&L would be 6.84%.  3 

 6.84% = (0.5248 * 5.29%) + (0.4752 * 8.55%). 4 

 5 

This OCC-proposed rate of return of 6.84%, in combination the proposed 6 

adjustment to the Gross Revenue Conversion Factor and other revenue 7 

requirement adjustments proposed by other OCC witnesses, will ensure that the 8 

customers of DP&L will be paying a just and reasonable rate for electric 9 

distribution services.  This OCC-proposed rate of return of 6.84% will also be 10 

sufficient for DP&L to maintain its financial integrity and its ability to attract 11 

capital for its regulated business operation.  The investors and lenders of DP&L 12 

will be fairly compensated for providing the funds. 13 

 14 
  15 
VI. COMMENTS ON DP&L’S RATE OF RETURN PROPOSAL  16 

 17 

Q29. PLEASE SUMMARIZE DP&L’S PROPOSED RETURN ON EQUITY AND 18 

RATE OF RETURN IN THIS PROCEEDING. 19 

A29. DP&L proposed a capital structure consisted of 47.80% long-term debt, 50.00% 20 

common equity, and 2.20% preferred equity.39  It also proposed a cost of long-21 

                                                 
39 Rate Case, Direct Testimony of Jeffrey K. MacKay at 5 (November 30, 2015).  
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term debt of 5.29%40 and 10.50% as the cost of common equity.41  The overall 1 

rate of return proposed by DP&L was 7.86%.42 2 

 3 

Q30. IS DP&L’S PROPOSED RETURN ON EQUITY OF 10.50% REASONABLE 4 

IN THIS PROCEEDING? 5 

A30. No.  The return on equity (or cost of common equity) of 10.50% as proposed by 6 

DP&L is unreasonable.  The PUCO should not adopt this ROE proposed by 7 

DP&L.  This proposed ROE of 10.50% was developed using biased data and an 8 

unreasonable financial methodologies.  Specifically, they include the use of 9 

forecasted yields of U.S. Treasury bonds of 4.5% as the risk-free return,43 the use 10 

of an overstated equity risk premium of 7.2%,44 the bias of favoring results of 11 

high estimated ROE,45 and the inclusion of a generic and unsubstantiated flotation 12 

cost adjustment.46  This proposed ROE of 10.50% also far exceeded those ROE 13 

authorized for delivery-only electric distribution utilities in rate cases decided in 14 

recent years in Ohio and other jurisdictions.   15 

 16 

                                                 
40 Id. at 11-12. 

41 Id. at 8. 

42 Id. at 7. 

43 Rate Case, Direct Testimony of Roger A. Morin, Ph.D. at 31-36(November 30, 2015). 

44 Id. at 37-43. 

45 Id. at 57-58. 

46 Id. at 52-57. 
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 In my objections to the Staff Report, I have discussed the reasons for the selection 1 

of a reasonable equity risk premium of six percent and the exclusion of an added 2 

allowance for equity issuance and other costs.  I will not repeat my comments on 3 

the unreasonableness of these two items as proposed by DP&L.  My comments on 4 

DP&L’s rate of return proposal (in particular its proposed return on equity) will 5 

focus on Dr. Morin’s use of forecasted government bond yields as the return on 6 

risk-free assets (or risk-free rate) in his CAMP analysis.  The use of a 4.5% risk-7 

free return by Dr. Morin in his testimony significantly inflated the results of his 8 

CAPM analysis.  This, in turn, resulted in an overstated and unreasonable 9 

estimate of ROE for DP&L, resulting in unwarranted charges to consumers.    10 

 11 

Q31. PLEASE EXPLAIN WHY DR. MORIN’S USE OF FORECASTED YIELDS 12 

OF U.S. TREASURY BONDS IN DERIVING HIS RISK-FREE RATE IN 13 

THE CAPM ANALYSIS IS UNREASONABLE? 14 

A31. The risk-free rate used in the CAPM analysis is typically derived from the current 15 

yields (or interest rates) of long-term (usually from ten-year maturity to 30-year 16 

maturity) United States Treasury bonds.  These United States Treasury bonds are 17 

not risk free in absolute terms, but they generally carry the highest bond ratings 18 

and are considered to be very low risk.  The current yields of these government 19 

bonds are considered by financial analysts as a good proxy for risk-free return.  20 

They are also regularly published in financial publications and widely available.  21 
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The risk-free return of 4.5% used by Dr. Morin is based on the forecasted yield on 1 

30-year treasury bonds of the Global Insight and Value Line.47  This estimated 2 

risk-free return of 4.5% used Dr. Morin in his CAPM analysis is overstated and 3 

unreasonable for various reasons.  First, this DP&L-proposed risk-free rate of 4 

4.5% is not supported by current financial market conditions.  As discussed 5 

earlier, I have reviewed the daily yields of the U.S. Treasury bonds from January 6 

3, 2017 through December 31, 2017 as compiled by the U.S. Department of the 7 

Treasury.  At this time, the actual current yields of U.S. Treasury bonds are 8 

consistently below three percent and considerably lower than the 4.5% relied 9 

upon by DP&L in proposing its return on equity.  10 

 11 

Second, Dr. Morin’s exclusive use of the yields of 30-year U.S. Treasury bonds 12 

without considering the yields of bonds with a shorter maturity would 13 

unnecessarily overstate the risk-free return.  This is because the yield on a bond 14 

with a longer maturity is almost always higher than the yield on a bond with a 15 

shorter maturity.  It is more reasonable to consider the yields of U.S. Treasury 16 

bonds with different maturities in estimating a risk-free return for the CAPM 17 

analysis.  For example, in the last Duke electric distribution rate case (PUCO 18 

Case No. 12-1682-EL-AIR), the PUCO Staff Report used the actual yields of the 19 

10-year and 30-year treasury bonds in estimating the risk-free return.48  The 20 

resulting risk-free return in that case was 2.255%.  The PUCO Staff has 21 

                                                 
47 Id. at 33. 

48 PUCO Case No. 12-1682-EL-AIR, Staff Report at 17 (Jan. 4, 2013). 
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consistently used the average actual yields from the U.S. Treasury bonds with 1 

different maturity as a proxy for the risk-free return used in the CAPM analysis.   2 

 3 

Third, the forecasted yields (or interest rates) are subjective and have turned out to 4 

be wrong frequently especially over a longer forecasting period.  I have seen a 5 

number of forecasts (or testimonies) that were predicting or supporting a rising 6 

and sometimes much higher interest rates into the future.  They all turned out to 7 

be wrong.  For example, in the 2012 Duke electric distribution rate I cited above, 8 

Duke’s witness in that case, Dr. Morin, who now is DP&L’s witness in this rate 9 

case, indicated that he relied on “the forecast yields on 30-year US Treasury 10 

bonds from three prominent sources:  Global Insight, Value Line, and Consensus 11 

Economics Inc.” in developing his risk-free return in that case.49  Dr. Morin 12 

further proclaimed that50: 13 

“The average 30-year long-term bond yield forecast from the three 14 

sources is 3.6% in 2014, 4.3% in 2015, 5.0% in 2016, and 5.4% in 15 

2017.  The average over the 2015-2017 periods is 4.6%, which also 16 

matches the Global Insight 2015 forecast.” 17 

 18 

In that Duke Rate case, Dr. Morin himself concluded: “The average 30-year long-19 

term bond yield forecast of 4.7% is a reasonable estimate of the risk-free rate for 20 

                                                 
49 See PUCO Case No. 12-1682-EL-AIR, Supplemental Direct Testimony of Roger A. Morin, Ph.D. at 9-10 
(Feb. 19, 2013). 

50 Id. 
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purpose of a forward-looking CAPM analysis.”51  It is not surprising that these 1 

forecasted yields from the three “prominent” sources were way off from the actual 2 

yields of the U.S. Treasury 30-year bonds during the 2014 to 2017 period.  The 3 

actual yields were much lower than those forecasted yields.  A comparison of the 4 

actual yields with the forecasted yields as reported by Dr. Morin in his 2013 5 

testimony is shown in Table 8.  Interestingly, it turned out the average actual 6 

yields of the ten-year and 30-year U.S. Treasury bonds of 2.255% used by the 7 

PUCO Staff as the risk-free return in that case were much more accurate than the 8 

forecasted yields cited in Dr. Morin’s 2013 testimony. 9 

 10 

Table 8 11 
A Comparison of Forecasted and Actual Yields of 30-Year Treasury Bonds 12 

(2014 to 2017) 13 
 14 

  2014 2015 2016 2017 

Forecasted Yield cited 
by Dr. Morin in Duke 
Rate Case 

 Global Insight 4.1 4.6 5.3 5.4 
 Value Line 3.4 4.0 4.5  
 Consensus Economics Inc. 3.4 4.4 5.1 5.4 
 Average 3.6 4.3 5.0 5.4 

Actual Yield Reported 
by U.S. Department of 
Treasury 

 Highest 3.92 3.22 3.19 2.93 
 Lowest 2.74 2.25 2.14 2.37 
 Average 3.33 2.74 2.67 2.65 

 15 

In summary, I believe a risk-free return to be used in a CAPM should be based on 16 

the current actual market yields rather than any forecasted yields.  The use of 17 

forecasted yields of U.S. Treasury bonds is probably just a cover to introduce a 18 

                                                 
51  PUCO Case No. 12-1682-EL-AIR, Direct Testimony of Roger A. Morin, Ph.D. at 34 (July 20, 2012). 
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subjective and higher than reasonable risk-free rate to increase the estimated 1 

return on equity.  2 

 3 

VII. CONCLUSION 4 

 5 

Q32. PLEASE SUMMARIZE OCC’S RECOMMENDATION ON THE RETURN 6 

ON EQUITY AND RATE OF RETURN FOR DP&L IN THIS PROCEEDING. 7 

A32. I recommend the PUCO adopt OCC’s objections and proposed adjustments 8 

regarding the “equity risk premium” used in the CAPM analysis and the added 9 

allowance to estimated baseline ROE for equity issuance and other costs.  If the 10 

PUCO adopts OCC’s proposed adjustments, a reasonable return on equity for 11 

Duke should be no higher than 8.55%.  The resulting rate of return should be no 12 

higher than 6.84%. 13 

 14 
Q33. DOES THIS CONCLUDE YOUR TESTIMONY? 15 

A33. Yes.  However, I reserve the right to supplement my testimony in the event that 16 

additional testimony is filed, or if new information or data in connection with this 17 

proceeding becomes available.18 
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Daniel J. Duann, Ph.D.  
List of Testimonies Filed Before PUCO  

 

1. Application of The Dayton Power and Light Company for Approval of Its Electric 
Security Plan, Case No. 08-1094-EL-SSO (January 26, 2009). 

2. Application of Ohio American Water Company to Increase Its Rates for Water 
and Sewer Service Provided to Its Entire Service Area, Case No. 09-391-WS-AIR 
(January 4,2010). 

3. Application of Aqua Ohio, Inc. for Authority to Increase its Rates and Charges in 
its Masury Division, Case No. 09-560-WW-AIR (February 22, 2010). 

4. Application of Aqua Ohio, Inc. for Authority to increase its Rates and Charges in 
its Lake Erie Division, Case No. 09-1044-WW-AIR (June 21, 2010). 

5. In the Matter of the Fuel Adjustment Clauses for Columbus Southern Power 
Company and Ohio Power Company, Case Nos. 09-872-EL-FAC and 09-873-EL-
FAC (August 16, 2010). 

6. In the Matter of the Application of Columbus Southern Power Company for 
Approval of an Electric Security Plan; an Amendment to its Corporate Separation 
Plan; and the Sale or Transfer of Certain Generating Asset (Remand), Case Nos. 
08-917-EL-SSO et al (June 30, 2011). 

7. In the Matter of the Application of The East Ohio Gas Company d/b/a Dominion 
East Ohio for Approval of Tariffs to Modify and further Accelerate its Pipeline 
Infrastructure Replacement Program and to Recover the Associated Costs et al., 
Case Nos. 11-2401-GA-ALT and 08-169-GA-ALT (July 15, 2011). 

8. In the Matter of the Application of Columbus Southern Power Company and Ohio 
Power Company for Authority to Establish a Standard Service Offer Pursuant to 
4928.143, Ohio Rev. Code in the Form of an Electric Security Plan (ESP), Case 
Nos. 11-346-EL-SSO, et al (July 25,2011). 

9. In the Matter of the Application of Columbus Southern Power Company and Ohio 
Power Company for Authority to Merge and Related Approval (ESP Stipulation), 
Case Nos. 10-2376-EL-UNC, et al (September 27, 2011). 

10. In the Matter of the 2010 Annual Filing of Columbus Southern Power Company 
and Ohio Power Company Required by Rule 4901:1-35-10, Ohio Administrative 
Code, Case Nos. 11-4571-EL-UNC and 11-4572-EL-UNC (October 12, 2011). 

11. In the Matter of the Application of Ohio American Water Company to Increase Its 
Rates for Water and Sewer Service Provided to Its Entire Service Area, Case No. 
11-4161-WS-AIR (March 1, 2012). 
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12. In the Matter of the Application of Columbus Southern Power Company and Ohio 

Power Company for Authority to Establish a Standard Service Offer Pursuant to 
4928.143, Ohio Rev. Code in the Form of an Electric Security Plan (Modified 
ESP), Case Nos. 11-346-EL-SSO, et al (May 4, 2012). 

13. In the Matter of the Application of Ohio Edison Company, The Cleveland Electric 
Illuminating Company, and The Toledo Edison Company For Authority to 
Establish a Standard Service Offer Pursuant to R.C. § 4928.143 in the Form Of 
an Electric Security Plan, Case No. 12-1230-EL-SSO (May 21, 2012). 

14. In the Matter of the Application of Duke Energy Ohio, Inc., for an Increase in 
Electric Distribution Rates, et al. Case Nos. 12-1682-EL-AIR (February 19, 
2013).  

15. In the Matter of the Application of Duke Energy Ohio, Inc., for an Increase in Gas 
Rates, Case Nos. 12-1685-GA-AIR, et al (February 25, 2013). 

16. In the Matter of the Application of Dayton Power & Light Company for Authority 
to Establish a Standard Service Offer in the Form Of an Electric Security Plan 
Pursuant to R.C. 4928.143, Case No. 12-426-EL-SSO et al. (March 1, 2013). 

17. In the Matter of the Application of The Dayton Power and Light Company for 
Authority to Recover of Certain Storm-related Service Restoration Costs, Case 
Nos. 12-3062-EL-RDR, et al. (January 31, 2014).  

18. In the Matter of the Application of The Dayton Power and Light Company for 
Authority to Recover of Certain Storm-related Service Restoration Costs, Case 
Nos. 12-3062-EL-RDR, et al. (May 23, 2014).  

19. In the Matter of the Application of Aqua Ohio, Inc. to Increase Its Rates and 
Charges for Its Waterworks Service, Case No. 13-2124-WW-AIR (August 4, 
2014). 

20. In the Matter of the Application Seeking Approval of Ohio Power Company’s 
Proposal to Enter into an Affiliate Power Purchase Agreement for Inclusion in the 
Power Purchase Agreement Ride, Case No. 14-1693-EL-RDR, et al. (September 
11, 2015). 

21. In the matter of the Application of Duke Energy Ohio, Inc. for Approval of an 
Alternative Rate Plan Pursuant to R.C. 4929.05, Revised Code, for an Accelerated 
Service Line Replacement Program, Case No. 14-1622-GA-ALT (November 6, 
2015). 
 

22.  In the Matter of the Application of Ohio Edison Company, The Cleveland Electric 
Illuminating Company, and The Toledo Edison Company for Authority to Establish 
a Standard Service Offer Pursuant to R.C. 4928.141 in the Form of an Electric 
Security Plan, Case No. 14-1297-EL-SSO (June 22, 2016). 
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23. In the Matter of the Application of Ohio Power Company for Administration of the 
Significantly Excessive Earnings Test for 2014 Under Section 4928.143 (F), Revised 
Code, and Rule 4901:1-35-10, Ohio Administration Code. 15-1022-EL-UNC et al. 
(August 15, 2016). 

24.  In the Matter of the Application of Ohio Power Company for Administration of the 
Significantly Excessive Earnings Test for 2014 Under Section 4928.143 (F), Revised 
Code, and Rule 4901:1-35-10, Ohio Administration Code. 15-1022-EL-UNC et al. 
(September 19, 2016). 

25. In the Matter of the Commission Review of the Capacity Charges of Ohio Power 
Company and Columbus Southern Power Company. 10-2929-EL-UNC et al. 
(October 18, 2016).   

26. In the Matter of the Application of Aqua Ohio, Inc. for Authority to Increase Its Rates 
and Charges for Its Waterworks Service. 16-907-WW-AIR (December 19, 2016). 

27. In the Matter of the Application of Columbia Gas of Ohio, Inc. for Approval of an 
Alternative Form of Regulation. 16-2422-GA-ALT (September 28, 2017). 
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