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Chapter 15 — Cost of Capital Applications and Comparable Groups

J suspensions or re‘duct.ions, ir?sufﬁciept or unrepresentative historical
. Jivide? recent METgers: divestitures, lmpefldmg mergers or acquisitions, and
d’pduf! o orate identities due t(_) 'restruct.urmg activities. Many electric utilities
d.msi"g art of 1arger corporate entities, or divested their generation assets. Several

e[" . com anies’ bonds were downgraded or put on credit watch or nega-
ofthe uull‘lz’b the bond rating agencies. Under such circumstances of instability,
dgout!oo proach was, and continues to be, to apply cost of capital estimation
or & a large group of electric utilities representative of the electric utility

saues 10 } . :
e quand then make adjustments to account for any difference in investment
;lskbemeen the subject utility and the industry average.

gramples of Direct Approach

The following are illustrative examples of forming narrowly-focused comparable
risk proxy groups. Many variations and refinements are possible, and these exam-
ples are suggestive and illustrative of the general procedure.

Example 1: The subject utility is a natural gas distribution company that is a wholly
owned subsidiary of a parent company. As proxies for the subject utility’s beta in a
CAPM analysis, the betas of both the parent company and the betas of a sample of
publicly traded natural gas distribution utilities can be examined, provided that the
parent company is involved primarily in natural gas distribution activities. In order
to minimize the well-known thin trading bias in measuring beta, it is reasonable
to limit the sample to companies whose market capitalization exceeds a minimum
capitalization threshold, say $1,000 million.3 The average beta of investment-grade
combination electric and gas utilities covered by Value Line provides a third proxy
for the subject utility’s beta.# This procedure is reasonable given that the natural
gsdistribution business possesses an investment risk profile that is similar in risk
to that of investment-grade combination electric and gas utilities. The latter pos-
%ss economic characteristics similar to those of natural gas distribution utilities as

€y are both involved in the distribution of energy services products at regulated
'?V:snl:t: cyclical and weather-sensitive market. They both employ a capital-inten-
s ork \fwth similar physical characteristics. They are both subject to rate of
three p:ogx‘;latlon- Th.e C{&PM, Risk Premium, and'D.CF metho'ds are apphe.d to the
Compan; es excl.udmg inactively traded, non-dividend paying companies, and

es below Investment-grade in the DCF analyses.

3‘\_
:‘:l!t:smn:ding bias occurs because observed returns contain stale informatic-m about past period
but ap !ndw:; current period returns. Intuitively, suppose the stock market index surges forwar.d
iMparted 4 d ual company stock price remains unchanged due to lack of trading, the estimated beta is
be'k"'ﬂ:r OWnward bias. The stock is unable to catch up to marketwide movements and appears to
: The beta stock. Adj i i i the beta estimate.
P consi _JflSth.nt for the thin trading effect increases the ”e a. st _
Prehensjy, nmts of utilities designated as “combination electric and gas™ utilities by S&P in a com-
b distripyy; Y31 of utility business risks. The original group includes gas, electricity, and r3afu-ral
ComPlniq b:lx:) OPerating companies engaged in predominantly monopolistic distribution actxlvmes,
el ag g W Investment-grade, that is, companies with a bond rating below Baa3, are eliminated
thep"'m i:ose OMmpanies without Value Line coverage. The final sample of companies is made up of

Panies of thege investment-grade electric and gas utility companies.
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