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DATE:	November 25, 2019
RE:	FERC Opinion No. 569 on Base ROE Methodology	
This memorandum briefly summarizes the November 21, 2019, order of the Federal Energy Regulatory Commission (the “FERC” or the “Commission”) regarding the methodology it will use to evaluate and set a just and reasonable base return on equity (“ROE”) for transmission rates (“Opinion No. 569”).[footnoteRef:1]  The order was issued in certain MISO ROE complaint proceedings but will have generic applicability to the FERC’s methodology for determining a just and reasonable ROE.[footnoteRef:2]  Although Opinion 569 does not make specific determinations in the New England ROE proceeding, it is likely that such determinations will be made consistent with those in Opinion 569 in a subsequent order.  [1:  Opinion No. 569 can be accessed here: https://www.ferc.gov/whats-new/comm-meet/2019/112119/E-11.pdf.]  [2:  Opinion No. 569 was issued in Docket Nos. EL14-12-003 and EL15-45-000.] 

In Opinion No. 569 the Commission adopts an ROE methodology that includes use of the discounted cash flow (“DCF”) model and the capital asset pricing model (“CAPM”) to determine if an existing base ROE is unjust and unreasonable, and, if so, what replacement ROE is appropriate.  The Commission found these models are the two methods investors most commonly use to estimate the cost of equity. The Commission also stated it will use ranges of presumptively just and reasonable ROEs in its analysis of whether existing ROEs have become unjust and unreasonable.  Provided below is a brief background to Opinion No. 569 and a summary of those of its key determinations that are generically applicable and not specific to the MISO ROE cases.  If you have any questions about this memo or its subject matter, please contact NEPOOL counsel, Eric Runge, ekrunge@daypitney.com, (617)-345-4735.  
Background
Opinion No. 569 arose out of not only the specific MISO ROE complaint proceedings, but also the New England ROE proceedings that commenced in 2011[footnoteRef:3] and the 2017 appellate court decision related to them.[footnoteRef:4]  In its first order in the New England ROE proceedings (Opinion No. 531), the Commission changed its method for evaluating and setting the base ROE by adopting a two-step DCF analysis that includes looking at both short- and long-term growth projections, instead of its previous use of a one-step DCF analysis that considered only short-term growth projections.  In Opinion No. 531 the Commission also departed from its practice of setting the just and reasonable ROE of a group of utilities at the midpoint of the zone of reasonableness.  Instead, citing “anomalous” market conditions requiring a greater incentive to attract capital, the Commission set the just and reasonable base ROE at the midpoint of the upper half of the zone of reasonableness produced by the two-step DCF model.   [3:  See, Coakley Mass. Attorney Gen. v. Bangor Hydro-Elec. Co., Opinion No. 531, 147 FERC ¶ 61,234 (2014), order on paper hearing, 149 FERC ¶ 61,032 (2014) (Opinion No. 531-A), order on reh’g, Opinion No. 531-B, 150 FERC ¶ 61,165 (2015).]  [4:  See, Emera Maine et al. v. FERC, 854 F.3d 9 (D.C. Cir. Apr. 14, 2017) (“Emera Maine”).  ] 

	In MISO, similar complaint proceedings to those occurring in New England were initiated in 2013, and following a hearing and an Administrative Law Judge Initial Decision the Commission issued Opinion No. 551, relying on its reasoning and new method of evaluating and setting the base ROE articulated in Opinion No. 531.[footnoteRef:5]  In Opinion 551, the Commission affirmed the Initial Decision and its reliance on the two-step DCF methodology and departure from the midpoint of the zone of reasonableness as applied to the facts of the MISO complaint.[footnoteRef:6]  [5:  Ass’n of Businesses Advocating Tariff Equity v. Midcontinent Indep. Sys. Operator, Inc., Opinion No. 551, 156 FERC ¶ 61,234 (2016) (affirming Initial Decision), 153 FERC ¶ 63,027).]  [6:  A second MISO ROE complaint proceeding was initiated in 2015 with similar issues raised in Docket No. EL15-45-000.] 

In its decision on appeal of Opinions 531 and 531-A in Emera Maine, the DC Circuit Court of Appeals, on April 14, 2017, vacated FERC’s order and remanded the matter for further FERC proceedings.[footnoteRef:7]  In that decision, the Court concluded that the FERC failed to make the necessary finding under the FPA that the existing base ROE rate was unjust and unreasonable before setting the new rate.[footnoteRef:8]  Further, the Court concluded that setting the base ROE at the midpoint of the upper half of the zone of reasonableness was not based on reasoned decision-making and departed from past precedent without sufficient explanation.[footnoteRef:9]  [7:  Emera Maine, 854 F.3d 9. ]  [8:  Id. at 27.  ]  [9:  Id. at 27-30. ] 

Subsequent to Emera Maine, in a briefing order in the New England ROE complaint proceedings, the Commission expressed its intent to reconsider its methodology for evaluating and setting the base ROE.[footnoteRef:10]  In that Briefing Order, dated October 16, 2018, the Commission proposed to establish a composite zone of reasonableness using three different models: the DCF, a capital-asset pricing model analysis (CAPM), and an expected earnings analysis (Expected Earnings).[footnoteRef:11]  The Commission would then use that composite zone of reasonableness to identify a range of presumptively just and reasonable ROEs for utilities with a similar risk profile to the targeted utility.   In the Briefing Order, the Commission stated that it intended to dismiss a complaint if the targeted utility’s existing ROE falls within the range of presumptively just and reasonable ROEs for a utility of its risk profile, unless that presumption is sufficiently rebutted.  With regards to establishing a new ROE, where the existing ROE has been shown to be unjust and unreasonable, the Commission proposed to rely on four financial models – the three mentioned above and a risk premium analysis (Risk Premium) – and to give each of those models equal weight in determining a just and reasonable ROE.  The DCF, CAPM, and Expected Earnings would be used to determine a composite zone of reasonableness, which would establish the cap on a utility’s total ROE.  The Commission ordered briefing regarding its proposal and its applicability to the underlying ROE proceedings.  On November 15, 2018, the Commission issued a similar briefing order in the MISO ROE complaint proceedings.[footnoteRef:12]  Parties in the various proceedings subsequently briefed the issues extensively. [10:  See, Coakley et. al, 165 FERC ¶ 61,030 (2018) (the “Briefing Order”).  ]  [11:   Briefing Order at P 16.]  [12:  See, Ass’n of Businesses Advocating Tariff Equity v. Midcontinent Indep. Sys. Operator, Inc., Order Directing Briefs, 165 FERC ¶ 61,118 (2018) at P 1.] 


Opinion 569

	The Commission has used the MISO ROE proceedings to make generic determinations about its practice for evaluating and setting the just and reasonable base ROE as well as making specific determinations about the facts in the MISO proceedings.  Key generic ROE determinations from Opinion 569 include the following:

· General Overview

· To determine whether an existing base ROE is unjust and unreasonable under the first prong of section 206 of the Federal Power Act, and if so, what the just and reasonable replacement ROE should be, the Commission will use the two-step DCF model and the CAPM analysis.  It will not use the Expected Earnings model or Risk Premium model.[footnoteRef:13]  [13:  Opinion No. 569 at P 18.] 


· In determining whether an existing base ROE for a utility is unjust and unreasonable, the Commission will use a range of presumptively just and reasonable ROEs for a utility of its risk profile.  Falling within that range will establish a rebuttable presumption that the ROE is just and reasonable.  Conversely, a finding that the existing ROE of a utility falls outside that range would support a holding that the ROE has become unjust and unreasonable, absent additional evidence to the contrary.[footnoteRef:14] [14:  Id.] 


· In its use of the DCF model, the Commission will use a two-step DCF analysis that incorporates a long-term growth rate, use the short-term growth rate to calculate a specified adjustment to dividend yield, and use only the Institutional Brokers’ Estimate System (“IBES”) as the source of short-term earnings growth estimates.  

· In the CAPM analysis, the Commission will: (1) estimate the CAPM expected market return using a forward-looking approach; (2) use a one-step DCF model without any long-term growth projection for the DCF analysis within the CAPM; (3) use only IBES as the source of short-term earnings growth estimates in the DCF analysis within the CAPM; (4) screen from the CAPM analysis S&P 500 companies with growth rates that are negative or in excess of 20 percent; and (5) include a size premium adjustment.[footnoteRef:15] [15:  Id.] 


· The Commission will use a revised low-end outlier test that eliminates DCF and CAPM proxy group ROE results that are less than the yields of generic corporate Baa bonds plus 20 percent of the CAPM risk premium.[footnoteRef:16] [16:  Id.] 


· The Commission applied its revised base ROE methodology in the MISO proceedings to determine that the previously established 12.38 % base ROE was unjust and unreasonable and the just and reasonable ROE should be 9.88%.[footnoteRef:17] [17:  Id.] 


· On expanding its ROE methodology to include the DCF model and CAPM, the Commission stated that doing so would better reflect how investors make their investment decisions, and would result in ROE analyses producing cost of equity estimates that more accurately reflect what ROE a utility must offer in order to attract capital.[footnoteRef:18]  The Commission also found that use of the CAPM will aid in supporting its determination of the ROE zone of reasonableness, and help ensure that ROE determinations are directly connected to, and supported by justifications in the record evidence.[footnoteRef:19]  The Commission stated: “Our new ROE methodology will do this by averaging the top and bottom of the DCF and CAPM zones of reasonableness to produce a composite zone of reasonableness and then setting the ROE of average risk utilities at the central tendency midpoint of that zone.”[footnoteRef:20] [18:  Id. at P 31.]  [19:  Id. at 35-37.]  [20:  Id. at P 37.] 


· Regarding the use of presumptively just and reasonable ROE ranges: 

· The Commission will use ranges of presumptively just and reasonable ROEs based on the risk profile of a utility or group of utilities to inform its decision of whether an existing ROE has become unjust and unreasonable.[footnoteRef:21] [21:  Id. at P 57.] 


· For average risk utilities, the presumptively just and reasonable range is the quartile of the overall composite zone of reasonableness centered on the median  or midpoint in a range of numbers (i.e., the central tendency) of the overall zone of reasonableness; for below-average risk utilities, that range is the quartile of the zone of reasonableness centered on the central tendency of the lower half of the zone of reasonableness; and for above-average risk utilities, that range is the quartile of the zone of reasonableness centered on the central tendency of the upper half of the zone of reasonableness.[footnoteRef:22] [22:  Id. ] 


· The Commission explained that this change to its past practice is designed to ensure that ROE determinations under section 206 satisfy the requirements of the Emera Maine decision.[footnoteRef:23] [23:  Id.at 59.] 


· Given what it views as the imprecise tools available to it for estimating the current cost of equity, the Commission found that its determinations must include a showing that the existing ROE is now outside some range of potentially just and reasonable ROEs within the zone of reasonableness for the public utility at issue, in light of its estimate of the current market cost of equity, or alternatively, that other evidence convincingly demonstrates that the existing ROE is unjust and unreasonable despite it falling within that range.[footnoteRef:24] [24:  Id. at 62.] 


· The Commission believes that “that using such ranges incorporates a utility’s risk profile into our ROE analysis in a concrete and objective way that will establish a direct connection between the most important circumstance of the case—a utility’s risk profile—and our ultimate determination as to whether an existing ROE is unjust and unreasonable.”[footnoteRef:25] [25:  Id. at P 65.] 


· Using ranges of presumptively just and reasonable ROEs will cut down on unnecessary litigation and better enable public utilities to assess their existing ROEs, as well as proposed ROE changes.[footnoteRef:26] [26:  Id. at P 67.] 


· The rebuttable presumption will apply both to ROEs that fall within and outside the range: those within the range will be presumed just and reasonable and those outside the range will be presumed unjust and unreasonable, unless the presumption s rebutted.[footnoteRef:27] [27:  Id. at P 85.] 


· The rebuttable presumption does not change the statutory or regulatory burden for dismissing a complaint: 

As was the case before this order, there may be cases where we will be able to resolve all factual issues before us and dismiss or grant a complaint without additional procedures. However, there may be other cases where there are issues of material fact in dispute that cannot be resolved based upon the record and will require additional procedures. We will not approach the question of whether there are issues of material fact differently in determining if a complaint will be granted as opposed to if a complaint will be denied, again outside of the differences in the statutory and regulatory burdens and requirements that complainants and respondents face under section 206 which the revised methodology adopted herein does not change.[footnoteRef:28] [28:  Id. at P 86] 


· Regarding the DCF model:

· The Commission will use the short-term growth rate to calculate the (1+.5g) adjustment to dividend yield.[footnoteRef:29]  As the Commission explains: The DCF model is based on the premise that an investment in common stock is worth the present value of the infinite stream of dividends discounted at a market rate commensurate with the investment’s risk.  With simplifying assumptions, the DCF model results in the investor using the following formula to determine share price: P = D/k-g, where “P” is the price of the common stock, “D” is the current dividend, “k” is the discount rate (or investors’ required rate of return), and “g” is the expected growth rate in dividends.  The Commission rearranges the DCF formula to solve for “k”, the discount rate, which represents the rate of return that investors require to invest in a company’s common stock.  The Commission also multiplies the dividend yield by the expression (1+.5g) to account for the fact that dividends are paid on a quarterly basis.[footnoteRef:30] [29:  Id. at P 98.]  [30:  Id. at PP 98-99.] 


· The Commission will rely on IBES for short-term growth projections for purposes of the two-step DCF analysis.[footnoteRef:31] [31:  Id. at PP 120-133.] 


· The Commission will continue its current policy of requiring the DCF analysis of an individual company to include a projection of the long-term growth in dividends based on the growth in gross domestic product.  Under this policy, the long-term growth projection is given one-third weight, with a short-term growth projection given two-thirds weight.[footnoteRef:32] [32:  Id. at PP 134-171] 


· Regarding the Expected Earnings model:

· The Commission determined that it was not appropriate to include the Expected Earnings model in its ROE methodology, because it would be a departure from its traditional market-based approach:[footnoteRef:33] [33:  Id. at P 200] 


investors cannot invest in an enterprise at book value and must instead pay the prevailing market price for an enterprise’s equity. As a result, the expected return on a utility’s book value does not reflect “returns on investments in other enterprises” because book value does not reflect the value of any investment that is available to an investor in the market, outside of the unlikely situation in which market value and book value are exactly equal. Accordingly, we find that relying on the Expected Earnings model would not satisfy the requirements of Hope.[footnoteRef:34] [34:  Id. at P 201.] 


· Regarding the CAPM analysis:

· The Commission adopted the CAPM analysis to be used with the DCF model in evaluating and setting the just and reasonable ROE, concluding that the CAPM is “directly relevant to the Commission’s task in this context of assessing what rate of return on equity investors require to invest in a utility.”[footnoteRef:35] [35:  Id. at P 236.] 


· In implementing the CAPM the Commission will “estimate the CAPM expected market return using a forward-looking approach, based on applying the DCF model to the dividend paying members of the S&P 500. Using a DCF analysis of the dividend-paying members of the S&P 500 is a well-recognized method of estimating the expected market return for purposes of the CAPM model.”[footnoteRef:36] [36:  Id. at P 260.] 


· The Commission will use a size premium adjustment in its CAPM analysis.[footnoteRef:37] [37:  Id. a PP 296-303] 


· Regarding the Risk Premium model:

· The Commission determined that it would not use the Risk Premium Model in its evaluation and setting of the just and reasonable ROE, finding that the advantages of using it would be outweighed by its deficiencies.[footnoteRef:38] [38:  Id. at PP 340-352] 


· Regarding potential consideration of state ROEs:

· The Commission will not use state ROEs as part of its general ROE analysis:  “we will only consider state-authorized ROEs on a case-by-case basis to the extent that they demonstrate that the results of the Commission’s CAPM and DCF analyses are substantially excessive or deficient. We do not expect that the Commission will regularly consider state-authorized ROEs. Rather, they serve as a check given the model risk as we formulate our ROE determinations.”[footnoteRef:39] [39:  Id. at P 363.] 


· Regarding proxy group construction:

· The Commission adopted a high-end outlier test, under which it considers “high-end outliers any proxy company whose cost of equity estimated under the model in question is more than 150 percent of the median result of all of the potential proxy group members in that model before any high or low-end outlier test is applied, subject to a “natural break” analysis similar to the approach the Commission uses for low-end DCF analysis results.”[footnoteRef:40] [40:  Id. at P 368 and P 375.] 


· The Commission adopted “”a revised low-end outlier test that eliminates proxy group ROE results that are less than the yields of generic corporate Baa bonds plus 20 percent of the CAPM risk premium.”[footnoteRef:41] [41:  Id. at P 387.] 


· The Commission will use a “natural break analysis” to determine “whether certain proxy group companies screened as outliers, or those almost screened as outliers, truly represent outliers and should thus be removed from the proxy group.”[footnoteRef:42] [42:  Id. at P 390 and P 395.] 


· Regarding use of the midpoint or median as measure of central tendency:

· The Commission will retain its “its current policy of using the midpoint for determining the central tendency of the zone of reasonableness in cases involving an RTO-wide ROE.”[footnoteRef:43]  In cases involving a single utility the Commission uses the median. [43:  Id. at P 399 and P 409.] 





· Regarding weighting of the models and sequencing to determine zone of reasonableness:

· The Commission will give equal weight to the DCF and CAPM models to produce a single composite zone of reasonableness for both evaluating and setting the just and reasonable ROE.[footnoteRef:44] [44:  Id. at P 425.] 


· In implementation, the Commission will:

apply the DCF and CAPM models separately to the applicable proxy group, producing two zones of reasonableness: a DCF zone of reasonableness and a CAPM zone of reasonableness. Then the top of the DCF zone of reasonableness will be averaged with the top of the CAPM zone of reasonableness and the bottom of the DCF zone of reasonableness will be averaged with the bottom of the CAPM zone of reasonableness to determine a single composite zone of reasonableness for use in both the first and second prong analysis under FPA section 206. If an existing ROE is found to be unjust and unreasonable, the replacement ROE will be set at the central tendency of the composite zone of reasonableness or the central tendency of the upper or lower halves of the composite zone of reasonableness depending upon whether the utility is of average, above average, or below average risk, respectively.[footnoteRef:45] [45:  Id. at P 437.] 

· Use of RTO-wide ROEs:

· The Commission stated that consideration of whether to depart from a group-wide ROE in an RTO was outside the scope of the proceeding, but noted that based on historical practice it would be appropriate for MISO to retain an RTO-wide ROE, where the transmission facilities are pooled and operated by MISO.  In such circumstances it is reasonable to allow “use of a single RTO-wide ROE because many of the factors influencing the return that investors would require to invest in the MISO TOs are similar such as operating risks, the potential effects of upgrades and expansions, and the rules and requirements applicable to use of their transmission facilities.”[footnoteRef:46]  The Commission also found that:  [46:  Id. at P 444.] 


using a single RTO-wide base ROE will likely promote closer integration among the transmission owners in the MISO region and consistency in MISO planning efforts because the effects of RTO planning and expansion decisions will be more balanced across the various different transmission owners with a single RTO-wide ROE than if those transmission owners earned multiple different ROEs on their respective rate bases.[footnoteRef:47] [47:  Id. at P 445.] 


· Regarding an ROE incentives cap:

· The Commission will continue its current policy of capping total ROE (base ROE plus incentive adders) at the top of the zone of reasonableness, and will now use the upper end of the composite zone of reasonableness resulting from both the DCF and CAPM models.[footnoteRef:48] [48:  Id. at P 452.] 
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