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BRITISH COLUMBIA UTILITIES COMMISSION 

COMMISSION INFORMATION REQUEST NO. 1 

 

to the Industrial Customers Group 

 

Generic Cost of Capital Proceeding 

1.0 Reference: Fair Return Standard  

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 7 

On page 7, Dr. Safir states that where a range of competitive returns is available for 

evaluation, the outcome of a “fair return” should always favour the lower range 

presented. 

1.1 Would Dr. Safir please clarify if the lower range of a fair return in identical to the 

“lowest possible return” referred to in Ms. McShanes’s evidence?  (Cross-

reference Exhibit B1-9, 

Tab F, p. 7) 

Response: 

No, it is not.  A lower range, as explained in Dr. Safir’s evidence (p. 7, lines 12-22), refers to the 

rates of return that lie in the bottom part of the range of fair returns.  It is not necessarily the 

lowest possible return.  Moreover, it should be noted that Ms. McShane’s claim that the BCUC 

and NEB have rejected the selection of the lowest possible return is supported by an NEB 

quote that refers to the equity thickness, not rates of return.  As a result, it is difficult to equate 

the NEB cite with support for Ms. McShane’s position that the lowest possible return within an 

acceptable range must be rejected. 

 

2.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 15 

“I have assumed that “raw” betas adjust toward industry norms over time. To reflect 

that trend in an empirical result, I have weighted the “raw” beta of 0.25 by 66% and the 

observed industry average in the Schaeffler & Weber survey, 0.58, by 34%.  As a result, 

my adjusted beta is 0.36.”  (p. 15) 

2.1 Please explain why Dr. Safir has chosen weight of 66% for the raw beta, and 34% 

for the observed industry average, as opposed to others possible weights; for 

example, relative weighting of 50/50 or 34/66 (i.e., the inverse of the weights be 

used). 
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Response: 

The 67/33 weighting was adopted because the raw observed beta should have a greater 

weight than the observed trend, as the former is derived from the most specific information on 

the business risk faced by particular firms most closely resembling the benchmark.
1
  There is no 

particular magic to the 67/33 split and other weightings could have been applied.  However, in 

Dr. Safir’s view a weighting of over 50% should be applied to the specific information (i.e., raw 

observed beta) in all instances, and some lessor but still significant weight should be applied to 

the industry averages (determined in various studies and over various time periods), as the 

observed industry average is a value to which raw betas should trend toward over time.  

Because the appropriate beta to use in the CAPM calculation should reflect both raw data and 

industry trends, some combination of both provides a weighted average which best fits what 

would be expected and faced by investors in a competitive setting.  The 67/33 ratio is also 

consistent with the often cited articles by Marshall Blume (“On the Assessment of Risk,” 

Journal of Finance, March 1971 and “Betas and Their Regression Tendencies,” Journal of 

Finance June 1975.), which discussed the tendency of betas for all companies to regress 

towards a common value. 

 

2.2 Is there a typical weighting used by analysts to adjust raw Betas?  If so, are the 

weights used by Dr. Safir to adjust the Beta (i.e., two-thirds for the raw Beta and 

one-third for the long-term trend) similar to the typical weights used by analysts 

when adjusting raw Betas?  

Response: 

Dr. Safir believes it is typically the case that more weight is given to the raw beta than to the 

long-term trend, and that the weight given to the long-term trend is a significant one.  Dr. Safir 

is not certain that the specific percentage he employed is the “typical” one in this regard, 

meaning that it is the one used most often.   However, the adjustment suggested by Marshall 

Blume, in his scholarly articles regarding the tendency of betas for the collective market as a 

whole to move towards 1, is that a weight of 67% for the raw beta and 33% for the trend 

would provide a more accurate long term beta calculation in most instances than a raw beta 

alone.  Dr. Safir would also point out that Value Line, Merrill Lynch, and Bloomberg all report 

adjusted betas, where the adjustment mechanism is approximately two thirds of the raw beta 

plus 1/3. 

 

2.3 To what extent does the long-run market tendency Beta of 0.58 reflective of 
                                                           

 

1
 Please note that when Dr. Safir reported his weights as 66% and 34%, he was accidentally misreporting the 

decimal equivalents of 2/3 and 1/3.  In fact, Dr. Safir’s weights were 67% (66.66%) and 33% (33.33%). 
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Canadian data?  In particular, how many Canadian utilities were included in each 

of the 11 “beta” studies undertaken with North American industry data? 

Response: 

To the best of Dr. Safir’s knowledge, most of the utilities included in the beta studies were U.S. 

utilities.  (Please see the response to BCUC IR  6.1.)  Please note that, to the extent Canadian 

utilities are relatively less risky than U.S. counterparts, the use of 0.58 as a long-term trend will 

tend to overstate the CAPM ROE result. 

 

2.4 Is Dr. Safir aware of studies analyzing Canadian utility betas specifically? If so, 

what were the beta estimates?  Please provide the referenced studies. 

Response: 

It is Dr. Safir’s understanding that Dr. Booth’s study of Canadian raw betas in this proceeding 

would put the current average at around 0.30.  (Evidence of Dr. Laurence Booth, November 

2012, Appendix C, “Relative Risk Assessment for a Benchmark Utility.”) The study undertaken 

by Ms. McShane in this proceeding indicates that, as of the end of 2011, the average raw beta 

for her Canadian utility sample is approximately 0.20.   (Evidence of Ms. Kathleen C. McShane, 

August 2012, Schedule 14, pp.1-3.)  In comparison, my own average estimate for a raw 

Canadian utility beta as of October 2012 is about 0.20.  (Prepared Evidence of Dr. Andrew Safir, 

November 5, 2012, Attachment B, Schedule 1.)  In addition Dr. Safir is aware that parties to 

utility rate regulation proceedings in other Provinces and at the NEB routinely do studies of 

beta.  For example, beta estimates for Alberta utilities reported in the 2011 proceeding, which 

set the generic cost of capital for utilities in that Province, ranged from  0.45 to 0.70 (AUC, 

Decision 2011-474, 2011 Generic Cost of Capital, Dec. 8, 2011, Table 2, p. 8).  Dr. Safir does not 

have access to the individual studies which generated these beta estimates. 

 

3.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 16-17 

On page 16, Dr. Safir states:  “I have used 5% to reflect the marginally higher costs that 

would be faced by Canadian issuers either crossing the border to utilize the U.S. market 

or in issuing in the smaller Canadian capital market.” 

3.1 Please discuss the derivation of the 5% flotation cost for Canadian issuers. 

Response: 

Flotation costs arise from the transactional requirements for issuing equity in capital markets.  
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These costs include expenses such as underwriting fees, legal fees and registration fees. 

Companies must consider the impact of these fees when calculating the cost of capital.  

Typically they are added to the required return on equity for utilities, since the opportunity 

cost implicit in any stock issue will be less than a fair return if these costs are ignored.  

As indicated in his evidence (pp. 15-17), Dr. Safir relied in part on an analysis performed by the 

California State Board of Equalization, which used 4.5% as the basis for its flotation cost 

adjustment.  Dr. Safir notes that the specific flotation cost adjustment to his ROE estimates 

depends on the estimated ROE itself.  As a result, in Dr. Safir’s analysis, the estimated flotation 

costs, depending on whether a CAPM or DCF ROE was being estimated for Canada or the U.S., 

ranged from 32 to 47 basis points.  These estimated additions to the ROEs are consistent with 

findings in other recent cost of capital proceedings in Canada.   For example, in its 2004, 2009 

and 2011 Generic Cost of Capital proceedings, Alberta accepted flotation costs of 50 basis 

points.  Similarly, New Brunswick accepted a flotation cost adjustment of 50 basis points in 

2010, while Gaz Metro adopted a range between 30 and 40 basis points in 2011.  

 

In Footnote 13 on page 17, Dr. Safir states: “The assumption of flotation costs explicitly 

assumes that these costs are not part of the utility’s cost of service.” 

3.2 Assuming that the allowed ROE is included in the utility’s cost of service, and if 

the flotation costs are included in the allowed ROE, then aren’t the floatation 

costs by definition included in the cost of service?  In the alternative, what 

conditions have to hold for the floatation costs not to be included in the utilities 

cost of service?  Please discuss. 

Response: 

Dr. Safir’s testimony was probably less than clear in this regard.  He meant to indicate that 

floatation costs are not usually explicitly noted as a component of the cost of service.  As a 

result, where they exist, they can to be accounted for as a component of the ROE, as they are 

legitimate costs for which a utility is entitled to recover.  However, if flotation costs are 

included separately in the cost of service of the utility, it would not be relevant to increase a 

firm’s ROE by this factor.  

 

3.3 If flotation costs are included in a utility’s cost of service, would it still be relevant 

to increase a firm’s ROE by this factor? Please discuss. 

Response: 

No.  See previous response (BCUC IR 3.2). 
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4.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 12-13 

Canadian CAPM Equity Return Estimate 

Dr. Safir provides its Canadian CAPM equity return estimate in Table 1 on page 12 of his 

prepared evidence. 

 

4.1 On page 11, Dr. Safir says that “The risk free rate can be represented by the 

forecasted rate on the Canadian Long Bond.”  In Table 1 he shows the risk-free 

rate as being at 4.00%.  Please provide the forecast(s) on which he bases the 

4.00% risk-free rate and explain any adjustments he made to the forecasts to 

derive his 4% risk-free rate.  What is the current range of forecast rates on the 

Canadian Long Canada Bond? 

Response: 

Dr. Safir’s opinion regarding the appropriate risk free rate to use in his CAPM calculation is 

based on the forecasted rate for Canadian 10 year bonds and the anticipated spread between 

the 10 and 30 year bond rates over the next 5 years.  The 5 year forecast information was 

taken from the updated economic and fiscal projections put out by the Canadian Department 

of Finance in October 2012.  This rate was approximately 3.5%.
2
  The spread between 10 year 

and 30 year Canadian bonds has been roughly 60 basis points over the past year, and since 

2009 this differential has been relatively constant.  (See Figure 1.)  As a result, over the near 

future, a reasonable forecast for the Canadian long bond would be approximately 4%, which 

Dr. Safir used in his calculation.  It should be noted that Dr. Safir used 5 years of forecast data 
                                                           

 

2
 See “Backgrounder: Results of the Department of Finance’s October 2012 Survey of Private Sector 

Economists,” Department of Finance, Canada.” (http://www.fin.gc.ca/n12/data/12-134_1-eng.asp) [See 

Attachment to BCUC IR 4.1] 
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to develop his average in order to properly discount the impact of U.S. monetary policy which 

has artificially lowered the current yield on long bonds in both the U.S. and Canada and is 

expected to do so in the near-term future.  In Dr. Safir’s view this impact should have less 

weight in calculation of a forecasted long term risk free rate as it is not a sustainable or market 

driven outcome which is reflective of risk free conditions.  Most analysts reduce the estimated 

impact of current U.S. Federal Reserve actions (i.e., Quantitative Easing) after 2014. 

 

Figure 1 

Dr. Safir is aware of the average private sector forecast survey of 10 year government bond 

rates compiled by the Canadian Department of Finance in October 2012.  This survey projected 

rates of 2.2% in 2013, 2.9% in 2014, 3.5% in 2015, 4.2% in 2016, and 4.7% in 2017.  Dr. Safir is 

also aware of a forecast by BMO Capital Markets Economics in November 2012 of 1.91% in 

2013 and 2.76% in 2014.  Dr. Safir also notes that Ms. McShane reported  that Consensus 

Economics (April 2012) forecasted 10 year Canadian Government bond yields to be 3.6% in 

2014 and 4.2% in 2015. 

 

On page 13, Dr. Safir states that he used the ratio of the long-term total bond return and 

a total bond income return based on U.S. data to adjust the average total Canadian 

bond return.  

4.2 Please provide, in tabular format and in a working spreadsheet, the US and 
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Canada data series used in Dr. Safir’s calculation. 

Response: 

See “Attachment to BCUC IR 4.1.xlsx” 

 

Please identify the actual averages of the U.S. long bond total return and income return for the 

period used in his calculation. 

Response: 

See “Attachment to BCUC IR 4.1.xlsx” 

 

5.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 13-14 

Calculation of the Raw Beta 

On page 13, Dr. Safir states that “The “raw” beta was calculated by regressing the 

annual return to each of 5 Canadian companies sharing general characteristics of an 

appropriate Canadian benchmark (including metrics of the actual benchmark chosen) 

against market returns as a whole using a 60 month time series to calculate each annual 

data point from 2008 through October, 2012.” 

On page 14, he identifies the five companies he used in his calculation, and notes in 

footnote 10 at the bottom of page 14 that this is the same set of companies used by Ms. 

McShane in her Canadian analysis. 

 

5.1 What were the general characteristics and metrics used in selecting the 5 

Canadian companies used?  To what extent, if at all, was the fact that Ms. 

McShane used the same set of companies a consideration for Dr. Safir in 

selecting the sample companies? 

Response: 

Dr. Safir reviewed Ms. McShane’s screening criteria for the selection of Canadian companies 

and believed it was appropriate.  Dr. Safir also notes that the universe of Canadian companies 

for which to calculate betas in determining a utility ROE is not that large to begin with.  

 

5.2 Why was the 60-month period from 2008 to October 2012 selected as the 

appropriate time period to use for calculating the raw beta? 
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Response: 

Although there is no economically correct time span over which to calculate a beta, it is not 

uncommon among economists and financial analysts to use a 60 month period in estimating 

beta.  For example, Yahoo Finance reports betas calculated over a 60 month interval, while 

Morningstar calculates them over a 36 month period.  However, some analysts, such as 

Bloomberg or Value Line, calculate betas based on weekly returns and for periods that may 

range between two to five years.  Dr. Safir believes that five years is long enough to capture 

the financial fundamental s of the firm, but not so long as to be unable to form a basis for an 

estimate of what future risk will be. 

 

6.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 13-14; Exhibit A2-29 

Calculation of the Raw Beta 

On page 15, Dr. Safir states that“…as an empirical matter, a wide range of “beta” studies 

– at least 11 of them – undertaken with North American industry data suggest that 

utility “betas” have ranged from 0.35 to 0.77 over the past 40 years, with an average 

value of 0.58.” 

In footnote 11, Dr. Safir identifies a June 2012 study by S. Schaeffler and C. Weber titled 

“The Cost of Equity of Network Operators – Empirical Evidence and Regulatory 

Practice.”  (Exhibit  A2-29) 

 

6.1 For each of the values used to calculate the average value of 0.58, please identify 

the specific study, and the value adopted from the study, and whether or not the 

data used in the study applied to U.S. utilities, Canadian utilities or both.   

Response: 

The table below  identifies the specific studies utilized to derive the average Beta of 0.58, the 

average Beta provided by each study, and the national origin of the companies studied to the 

extent this information is available within the Schaeffler and Weber article.  Dr. Safir has not 

reviewed the underlying studies themselves.  
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Table 1 

 Author Companies analyzed Time Beta 

1 Pettway (1978) 36 US electric utilities 1971-1976    0.50  

2 Hagerman and Ratchford (1978) Value Line Investment Survey, 89 

utilities companies, questionnaires 

1975    0.69  

3 Clarke (1980) 50 US electric utilities 1965-1974    0.62  

4 Bower et al. (1984) 77 US electric and 25 US gas utilities 1971-1979    0.68  

5 Conine and Tamarkin (1985) 60 US electric utilities 1971-1980    0.77  

6 Norton (1985) CRSP, 21 regulated companies 1975    0.63  

7 Fraser et al. (1986) 86 US electric utilities 1974-1983    0.35  

8 Golec (1990) 79 US electric utilities 1969-1983    0.36  

9 Gombola and Kahl (1990) 61 US electric and 48 US gas utilities 1967-1981    0.52  

10 Riddick (1993) Electric and gas distribution utilities 

on CRSP tapes 

1965-1986    0.53  

11 Lally (2005) 64 US electric and 29 US gas utilities 1999-2003    0.75  

 Average      0.58  

 

While no study apparently utilized Canadian data, Dr. Safir is of the view that these results are 

applicable to Canadian utilities as the economic environment within which all these utilities 

raise capital is similar and regulation in both Canada and the U.S. is somewhat similar.  As a 

result, the general risks faced by the Canadian utility sector on a long term trend basis are 

similar to that faced by utilities in the U.S. as well. 

 

6.2 The dates of the studies cited in the Schaeffler and Weber paper (Table 1), 

appear to range from 1954-57 for the earliest study reviewed to 2004-2009.  

Does Dr. Safir note any trend in the value of the betas over time, such that earlier 

studies should be rejected from his sample used to calculate his average value of 

0.58? 

Response: 

Dr. Safir has plotted the average betas for each survey by survey beginning date and by survey 

end date and has found no discernable trend in the value of the betas,  as derived in these 
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7.0 Reference: Capital Asset Pricing Model 

Exhibit B4-9, Evidence of Dr. Andrew Safir, pp. 14-15; Exhibit A2-27, 

Cost of Capital by Sector 

Beta Estimates 

On pages 14 and 15, Dr. Safir estimates the “raw” beta of 0.25 from a sample of five 

Canadian utilities, used the North American industry data average value of 0.58 and 

made the assumption that the “raw” betas adjust toward industry norms over time.  Dr. 

Safir adopted the adjusted beta of 0.36. 

According to the database compiled by Aswath Damodaran based on the Value Line 

database (Exhibit A2-27), the betas for the electric utility range from 0.70 to 0.75, 

whereas the industry beta for natural gas utility is 0.66.   

7.1 Is the industry average in the Schaeffler & Weber survey based on natural gas 

utilities only?  If not, please describe what utilities are included. 

Response: 

Figure 3 
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The Schaeffler and Weber survey is not based just on natural gas utilities.  Electric utilities are 

also included.  [ See also Table 1 in IR response #6.1]   However, Dr. Safir does not have the 

underlying data used in the individual studies cited in this survey article.  As a result, he does 

not know which specific utilities were included in each study undertaken.  It should also be 

noted that the betas reported by Value Line are generally adjusted data.  As a result, it would 

not be surprising that the betas reported by Aswath Damodaran would be larger than the 

industry averages calculated from the Schaeffler & Weber survey. 

 

8.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 16; Exhibit A2-28 

Flotation Costs 

On page 16, Dr. Safir states that “A recent study by the California State Board of 

Equalization has surveyed flotation costs for “A” and “B” rated U.S. natural gas 

distribution companies and determined that these costs were approximately 4.5% of 

the recommended rate of return.” 

In footnote 12, Dr. Safir cites a 2012 Capitalization Rate Study by David Gau and John 

Thompson, and specifically the Flotation Cost Adjustment Table.  (Exhibit A2-28) 

 

8.1 Can Dr. Safir confirm that the flotation cost adjustment appears to be 

independent of the company rating?  If so, can Dr. Safir say whether or not this 

result is consistent with financial theory?   

Response: 

Dr. Safir has not undertaken a study to determine if flotation costs vary with company ratings.  

However, financial theory would suggest that within a broad mid-range of ratings, it is unlikely 

that this is the case.  Flotation costs are transaction expenses related to selling stock.  

Regardless of a stock’s rating, sales costs should be relatively constant, because the same due 

diligence, legal and printing fees will be incurred regardless of price.   It is certainly true that 

there could be economies of scale in larger issues of stock verses smaller issues, such that 

larger transactions entail a lower percentage of flotation costs  in relation to funds generated. 

However, Dr. Safir has not studied whether “A” rated companies typically issue larger stock 

offerings than “B” rated companies.   It should also be noted that companies at the far ends of 

financial ratings may well have different transactional cost requirements.  It may simply require 

more due diligence for example, to bring to market a stock in a company of questionable 

economic viability than one well known and already held in major portfolios. 

 

9.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 18 
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Canadian CAPM Equity Return Estimate 

Dr. Safir provides its U.S. CAPM equity return estimate in Table 2 on page 18 of his 

prepared evidence. Dr. Safir states, in footnote 14 of page 18, that he “included 

eighteen companies, the twelve utilities Ms. McShane used, plus six additional utilities.” 

9.1 Please list the names of the six utilities that were added to the twelve utilities Ms. 

McShane used. 

Response: 

The six additional utilities are: The Laclede Group Inc, New Jersey Resources Corp, NiSource 

Inc, South Jersey Industries Inc, Southwest Gas Corp. and Spectra Energy Corp. 

 

9.2 On what basis has Dr. Safir chosen to add these six utilities?  Please explain. 

Response: 

Dr. Safir believes that these utilities are also characteristic of the other U.S. utilities in Ms. 

McShane’s sample and thus would have the potential to provide additional economic 

information. 

 

9.3 Please explain the impact of adding these six utilities on the U.S. CAPM equity 

return estimate. 

Response: 

The addition of these six utilities had virtually no effect on Dr. Safir’s estimation of the U.S. 

CAPM ROE.  When all 18 utilities were used, Dr. Safir’s average beta was 0.432.  Upon removal 

of the six additional utilities, the average beta becomes 0.429. 

 

10.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 18-19  

Relative Business Risk 

On pages 18 and 19, Dr. Safir states that “As might be expected, however, given that the 

business risk faced by U.S. utilities is somewhat greater than that faced in Canada, the 

overall CAPM estimate is a bit higher, at about 8.1%.” 

 

10.1 On what does Dr. Safir base his opinion that the business risk faced by U.S. 
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utilities is greater than that faced in Canada?  Are there specific factors that 

increase the business risk of U.S. utilities or, conversely, decrease the relative 

business risk of Canadian utilities? 

Response: 

There are a number of factors that suggest the business risk faced by U.S. utilities is higher 

than that faced by Canadian utilities.  In the first instance, while the regulatory structure 

between the countries is somewhat similar, U.S. utilities are much more exposed to actual 

competitive forces than are Canadian utilities.  There are few if any balancing accounts in the 

United States at the federal level.  While these exist at the state level to various degrees, 

regulators have often disallowed some of the costs they contain.  Despite regulatory oversight 

in the United States, utilities have been allowed to go bankrupt from time to time.  This is not a 

feature of the Canadian utility experience.  Moreover, as Dr. Safir has indicated in testimony 

before the AUC and NEB in past proceedings, the variance between the allowed and actual 

utility returns is substantially wider in the U.S. than in Canada, indicating a greater uncertainty 

for investors and hence a higher level of business risk.
3
 

 

11.0 Reference: Capital Asset Pricing Model 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 20 

Estimated Market Risk Premium 

Dr. Safir states that “[he has] estimated a market risk premium on average between my 

U.S. and Canadian data sets of about 6.2%.” 

11.1 Please confirm that the 6.2% is the result of the weighted average between the 

U.S. and Canadian data sets, giving one-third of the weight to U.S. data and two-

thirds to Canadian data.  

Response: 

Confirmed. 

                                                           

 

3
 See, for example, Written Evidence of Dr. Andrew Safir on behalf of the Canadian Association of Petroleum 

Producers regarding business risks faced by Alberta utilities in the Generic Cost of Capital hearing before the 

Alberta Utilities Commission, Application No. 1578571, Proceeding ID. 85, March, 2009; Written Evidence of Dr. 

Andrew Safir on behalf of the Canadian Association of Petroleum Producers regarding business risks faced by 

Trans-Québec Maritimes Pipeline before the National Energy Board of Canada, June, 2008 (RH-1-2008); Written 

Evidence of Dr. Andrew Safir on Behalf of the Canadian Association of Petroleum Producers before the National 

Energy Board regarding TransCanada PipeLines Limited Mainline 2004 Tolls Application (Phase 2, Cost of 

Capital), October 2004, (RH-2-2004). 
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12.0 Reference: Discounted Cash Flow Estimates 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 24-25  

Short-Term Growth Factor 

On pages 24 and 25 Dr. Safir states:  “I based my estimates of short-term growth on 

analysts’ projections of the future growth in the company.
17

” 

 

In footnote 17 on page 25, he states that his source for his data was Yahoo Finance and 

indicates that Thomson Reuters, which provides the projections to Yahoo Finance, 

collects its data in a manner similar to how Value Line and other business information 

companies gather projections for future growth. 

 

12.1 Does Dr. Safir know whether or not the growth projections he obtained from 

Yahoo Finance are similar or not to those that would have been obtained from 

Value Line or other sources?  If so, please describe the difference between the 

growth projection he used and those others he is aware of. 

Response: 

Dr. Safir did not have the growth projections from Value Line over the same time period for 

which he obtained Yahoo Finance projections.  As a result, he is unable to make a comparison. 

 

13.0 Reference: Discounted Cash Flow Estimates 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 25  

DCF Model 

On page 25, Dr. Safir states that once he obtained the two separate estimates for short-

term growth based on analysts’ estimates and long-term growth based on expectations 

of growth for the overall economy, in particular, GDP growth “…I calculated a weighted 

average of the two to establish a weighted average growth rate.  I weighted analysts’ 

estimates of company growth by 33%, and estimates of GDP growth by 67%.” 

 

13.1 Since the discounting process tends to weight near term values more heavily 

than long term values, why did Dr. Safir chose to first calculate a weighted 

average and then use the weighted average in the DCF formula, rather than using 

a two period model that uses the short-term growth in the first period and the 

long-term growth in the second period? 

Response: 
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Although there are several other ways to estimate the DCF ROE, Dr. Safir believes that his 

method of using a weighted average, rather than a two period model, still provides an 

economically reasonable estimate. 

 

13.2 Would the Dr. Safir’s method tend to under-weight the near-term growth and 

over-weight the long-term growth rate, relative to a two period model?  Why or 

why not?  

Response: 

No.  Dr. Safir does not believe this statement to be accurate.  In instances where near-term 

growth is greater than long-term growth, under-weighing the near-term growth implies that 

the ROE is lower than it would otherwise be (without the under-weighing).  This is because the 

estimated ROE is directly related to changes in the overall weighted average growth rate.  

However, the empirical outcome of Dr. Safir’s DCF methodology, compared to the results of 

the two period model, depends on the magnitude of short-term growth estimates relative to 

long-term growth estimates, the level of the dividend, and the number of assumed years for 

short-term growth in the two period model.  As a result, there is no direct tendency of Dr. 

Safir’s methodology to under-weigh near term growth, relative to the alternative two period 

model. 

 

14.0 Reference: Discounted Cash Flow Estimates 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 25-28 

DCF Cost of Equity for Sample of U.S. Utilities 

On page 25, Dr. Safir states that  “I weighted analysts’ estimates of company growth by 

33%, and estimates of GDP growth by 67%.”  On pages 27-28, he states:  “By relying 

exclusively on company growth larger than the economy, the implications is that 

company size would one day exceed the level of the entire economy, of which it is only 

a part.  Of course, this could not occur.  As a result, I combine analysts’ company specific 

predictions, weighing them at 33%, with longer term estimates of overall (GDP) growth.  

I believe this is a more economically reasonable estimate of the growth rate that would 

be applicable to the appreciation of the dividend payments.” 

14.1 Is the choice of 33% as the weight to apply to the analysts’ estimates and 66% as 

the weight for GDP growth estimates based on reasons that lead to those specific 

weights, or are those weights simply ballparks reflecting Dr. Safir’s judgment that 

GDP growth is relatively more important than the analysts’ estimates?  Please 

explain. 

Response: 
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Dr. Safir’s choice of weights is intended to reflect Dr. Safir’s judgment that GDP growth 

projections are more likely to reflect long-term growth realities than are analysts’ estimates.   

 

14.2 With respect to Table 3 on page 26 where the DCF results are shown, Dr. Safir 

says that “…I believe an economically appropriate manner in which to account for 

the U.S. results is to include it in an overall average but weighted at 33%. 

Please explain the rationale for the weighting of the Canadian sample of 67 

percent and the US sample by 33 percent. 

Response: 

As in 14.1, the choice of weights reflects Dr. Safir’s judgment. 

 

15.0 Reference: Discounted Cash Flow Estimates 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 22 - 28 

DCF Cost of Equity for Sample of U.S. Utilities 

“The analysts’ forecasts that I and Ms. McShane use are company specific and tend to 

be biased towards expectations of growth over the more immediate future. In addition, 

analysts’ forecasts tend to be relatively higher, higher even than expectations for future 

growth for the entire economy.” (p. 27) 

15.1 Please discuss why analysts’ forecasts tend to be relatively higher in general.  

Please provide the evidence or studies, if any, that support the statement. 

Response: 

The tendency for an upward bias in analysts’ reviews has been discussed in business literature 

for some time.  For example, it is understood that analysts having relationships with 

underwriters representing specific stocks tend to issue relatively optimistic reports on these 

issues, simply because they have an economic incentive to do so.  However, reporting bias has 

also been attributed to the incentive to cultivate management relations and continue to obtain 

better analyst access.  Optimistic analysts’ evaluations can also be generated by selection bias, 

as many analysts choose to report forecasts and recommendations more often when they have 

a favorable view of a stock than when they have a negative one.  As a result, poorly performing 

stocks often receive less coverage.  At least one academic survey suggests that reporting is also 

slower when negative assessments are involved.  For example, McNichols and O’Brien have 

found that the median number of days between upgrade ratings of a stock was 98.  In contrast, 
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the number of days between downgrades was 127.
4
  (See  Response to BCUC IR 15.1) 

It should be noted that regardless of whether there is an upward bias in analysts’ forecasts, 

company growth specific growth projections that exceed the expected long-term growth rate 

of the economy as a whole pose an economic conundrum in estimating the DCF model.  In 

particular, the simplified DCF model incorporates a growth rate that essentially continues in 

perpetuity.  If the company specific growth rates exceed the projections for the overall 

economy, this implies that the company would eventually account for all economic activity. 

 

16.0 Reference: Discounted Cash Flow Estimates 

Exhibit C4-9, Evidence of Dr. Andrew Safir, pp. 22 - 28; Exhibit B1-20, 

BCUC IR 1.73.5; Exhibit B1-24, BCUC IR 2.176.7 

DCF Cost of Equity for Sample of U.S. Utilities 

The FBCU’s response to BCUC IR No. 1, on page 162 provides a response from Ms. 

McShane stating “As regards the Canadian utilities, the difference in the cost of long-

term debt between the holding companies and the operating subsidiaries has been 

approximately 35 basis points on average since the beginning of 2010.  The only test 

performed by Ms. McShane that explicitly relies on the cost of equity for the Canadian 

utility holding companies is the DCF test; the weight given to the DCF test applied to 

Canadian utilities is relatively small.  If the holding companies’ higher credit risk were to 

be considered a proxy for potentially higher overall equity risk, Ms. McShane’s overall 

results would change by less than 10 basis points, too small a difference to change the 

recommendation.” 

The FBCU were also asked about the difference between holding companies and their 

associated operating companies in the U.S. in BCUC IR No. 2 pages 57 and 58.  Ms. 

McShane responded that “to the extent that the operating companies have higher 

ratings than the holding companies, it would be reasonable to conclude that there are 

higher spreads associated with lower credit ratings.” 

16.1 Please discuss the differences in risk and cost of equity between the publicly 

traded holding companies used in the DCF cost of equity estimate and their 

associated non-publicly traded operating companies.  

Response: 

Dr. Safir has not conducted a systematic study of the differences in risk and cost of equity 

between the publicly traded holding companies used in the DCF cost of equity estimates and 

                                                           

 

4
 McNichols & O’Brien, “Self Selection and Analyst Coverage,” Journal of Accounting Research, 1997, p. 184. 
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their associated non-publicly traded subsidiaries.  However, he notes that, a priori, there could 

be factors that cause a holding company to face either less or more risk than its subsidiaries.   

For example, a holding company may own a portfolio of utilities and thus reap a benefit from 

diversification.  Alternatively, a holding company, in addition to owning utilities, may also 

possess non-utility investments which are significantly risky such that the holding company 

faces more risk than its utility subsidiaries. 

 

17.0 Reference: Discounted Cash Flow Estimates 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 27  

DCF Calculations 

On page 27, Dr. Safir discusses the differences between his use of the DCF model and 

that of Ms. McShane, and in particular their use of short term growth estimates. 

 

17.1 If Dr. Safir had used a two period DCF model that uses the short-term growth in 

the first period and the long-term growth in the second period, would that have 

approximated the method used by Ms. McShane when she combined analysts’ 

projections and long-term GDP growth estimates?  Please explain.  

Response: 

In compiling her DCF model with respect to Canadian utilities, Ms. McShane presented two 

variants.  The first version (McShane Schedule 22) simply added the expected dividend yield to 

analysts’ growth forecasts.  The second version (McShane Schedule 23) was a three stage 

model.  In that version, analysts’ projections were applied to the current dividend for an initial 

5 year period, followed by another 5 year period where the same analyst’s projections were 

averaged with long-term GDP growth estimates and applied to the dividend.  From the 11
th

 

year on, dividends were expected to grow at the projected GDP growth rate.  This approach is 

similar to the method used by Dr. Safir.  However, in lieu of a two stage model, which would 

involve 5 years of growth at a short term rate, based on analysts’ expectations, followed by the 

remaining years with growth at the anticipated long term rate, proxied by GDP growth, Dr. 

Safir simply took a weighted average of these short-term and long-term growth rates.  Table 2 

compares Ms. McShane’s three stage model results to Dr. Safir’s weighted average results, as 

presented in his evidence.  In addition, the final column indicates what Dr. Safir’s results would 

have been if a two stage model had been used.  
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Table 2 

 

Ms. 

McShane Dr. Safir 

 

3 Stage 

Model 

Evidence 

Model 

2 Stage 

Model 

Canadian Utilities 
Limited 7.18% 8.32% 7.82% 

Emera Inc. 9.00% 9.02% 8.97% 

Enbridge Inc. 8.58% 10.04% 8.88% 

Fortis Inc. 8.67% 8.06% 8.28% 

TransCanada Corp. 9.54% 9.53% 9.33% 

    Average 8.59% 8.99% 8.65% 

Median 8.67% 9.02% 8.88% 

 

18.0 Reference: Comparable Earnings 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 28 

Canadian Comparables 

In Footnote 19 on page 28, Dr. Safir explains that he started with the same sample of 

companies that Ms. McShane used in her cost of capital evidence but that he excluded 

five companies that reported negative income, in addition to excluding three other 

companies for which he was unable to find the relevant data. 

18.1 Please explain why Dr. Safir excluded the five companies that reported negative 

income which Ms. McShane included. 

Response: 

The sample of comparable companies is constructed to be of similar business risk to Canadian 

utilities.  Among Canadian utilities, occasions of negative earnings are relatively rare.  Also, 

negative reported incomes could be a sign of higher risk or of some unusual occurrence that 

would not be relevant to a typical Canadian utility.  Thus, companies reporting negative 

incomes were excluded from the sample of comparable companies in order to make the 

sample more comparable in terms of business risk to Canadian utilities. 

 

18.2 What is the impact of excluding those five companies on the Canadian 

Comparable Earnings equity return estimate? 

Response: 

Dr. Safir did not collect all the data for companies with negative reported income.  Thus, he did 

not perform comparable earnings analysis with those five companies included and, as a result, 
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has not analyzed the impact of excluding those companies. 

 

19.0 Reference: Comparable Earnings 

Exhibit B4-9, Evidence of Dr. Andrew Safir, pp. 30-31 

Market-based Value versus Book Value 

On page 30, Dr. Safir describes his calculation of comparable earnings based on net 

income or net earnings, average number of shares and the closing price per share for 

each year. 

19.1 Does Dr. Safir agree that one of the steps in the generally accepted approach in 

the Comparable Earnings test is the calculation of the average accounting return 

on book equity over an appropriate time period?  If not, why not? 

Response: 

Dr. Safir agrees that where the comparable earnings test is applied, comparable earnings are 

most often calculated as the average accounting return on book equity.  However, while this 

calculation is presented most often, Dr. Safir does not believe that it is necessarily generally 

accepted.  Because such a calculation most often tends to overstate competitive returns on 

equity faced by investors, most regulators give little or no weight to the comparable earnings 

test when evaluating the appropriate equity return to regulated entities. 

 

19.2 Does Dr. Safir consider his approach a fourth approach distinct from the 

traditional approach of comparable earnings? 

Response: 

No.  Dr. Safir considers it the economically preferable way of using comparable firm earnings to 

establish a regulated return on equity.  From an economic standpoint, any comparable 

earnings analysis is undertaken to measure what a regulated company would earn if it invested 

in comparable companies in a competitive equity market.  As such, it is essentially the 

opportunity cost of investing in the utility.  The comparable earnings approach, as calculated 

by Dr. Safir, measures this same opportunity cost in a way that more accurately reflects the 

current equity market conditions that the utility would actually face when acquiring equity in 

today’s market.  Thus, it is not a distinctly different or new approach toward the estimation of 

comparable  earnings,  but only a variant of the “traditional “ one, albeit a variant that better 

utilizes current market information.     

The only difference in the calculation of a comparable earnings estimate between the 

“traditional” method and the approach used by Dr. Safir is the substitution of market equity for 
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book equity in the denominator of the return on equity calculation.  Dr. Safir’s method and the 

“traditional” methodology for a comparable earnings calculation both employ a mechanism for 

choosing a reasonable sample of comparable non-regulated companies (delineated  by some 

assessment of size, location, business risk, etc.), and both approaches use some measure of net 

income from company specific financial data.  Consequently Dr. Safir’s approach is simply a 

variant of the comparable earnings approach. 

 

On page 32, Dr. Safir states that “Others agree with the view that using book-value- or 

accounting-based measures to calculate the cost of capital is not ideal. A Brattle Group 

presentation given in July of this year points out one of the weaknesses of the 

Comparable Earnings model is that it is “not market-based, and subject to a number of 

problems due to its reliance on accounting measures of return.” Others have criticized 

CE because “The cost of equity is set in the stock market, but the comparable earnings 

method does not look to market data.”  Thus, using market value of stocks rather than 

book value should address this criticism.” 

19.3 If analysts agree that using book value is not ideal to calculate the cost of capital, 

please explain why the method proposed by Dr. Safir of using the market value of 

stocks is not more widely used and adopted. 

Response: 

From an economic standpoint, Dr. Safir’s approach toward the calculation of comparable 

earnings is clearly a more efficient method than the traditional approach for arriving at the 

true opportunity cost of investing utility assets.  As a result, Dr. Safir is not sure why it has not 

had greater acceptance as a measure of the appropriate return on regulated equity.   It could 

be that the traditional method has historical precedent.  It has been accepted to some degree 

by the BCUC and other regulatory boards, and analysts may be loath to investigate better 

alternatives.    

There are also those who feel, as does Ms. McShane, that a historical value is more appropriate 

because “utility costs are measured in vintage dollars and rates are based on accounting 

costs.”
5
  Dr. Safir and others do not agree.  A proper rate of return should be based on the rate 

at which the utility can acquire capital in the current market, not in the market that existed 

when the various costs were first put on the books.  Rates should reflect current market 

conditions, not conditions that existed when a utility first made its investments.  When the 

utility makes investments, it takes a risk that market conditions may change such that a loss 

may occur.  The utility should have been provided a rate of return at the time that took into 

account such risk as existed at the time.  Similarly, any new capital acquired currently should 

                                                           

 

5
 Evidence of Ms. Kathleen McShane (114:2881-2883) 



 

BCUC - Generic Cost of Capital Proceeding 23 BCUC Information Request No. 1 

take into account the risks in the market currently. 

 

20.0 Reference: Comparable Earnings 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p.31 

Dr. Safir describes the information and method used to calculate Comparable Earnings. 

20.1 Please describe the effects, if any, of investor expectations of market value 

changes in the Comparable Earnings method described by Dr. Safir. 

Response: 

The market closing prices for comparable companies should, at least in theory, reflect investor 

expectations of what the values of the companies will be in the future.  If, for some reason, 

investor expectations should change with regard to one particular comparable, then the results 

of the Comparable Earnings method should not be affected much, with the effect being smaller 

the larger the sample of comparables.  If investor expectations change with regard to the 

entire market, or at least the sectors of the market from which comparables are chosen, then 

comparable earnings may be affected.  However, this change would reflect conditions in which 

the utility would be acquiring equity, so would still be a more accurate reflection of the return 

on equity the utility could expect than any purely historical accounting value. 

 

21.0 Reference: Comparable Earnings 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 32  

Book-value versus market value comparisons 

On page 32, Dr. Safir identifies in footnotes 21 through 23, three references related to 

the CE test.   

 

21.1 Please provide copies of the relevant sections of each of the references.  

Response: 

See the following: Attachment to BCUC IR 21.1 (fn21).pdf, Attachment to BCUC IR 21.1 

(fn22).pdf, and Attachment to BCUC IR 21.1 (fn23).pdf. 
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22.0 Reference: Recommended ROE 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 35 

Weights Assigned to each Estimation Method 

Dr. Safir states: “I believe that all three of the approaches that I have discussed 

represent economically sound methods to develop a fair return for a utility. However, as 

can be seen by the summary Table 5, there are differences in the final estimates.  Yet, 

because that [sic] are all economically valid approaches, I believe it would be 

appropriate to take a simple average of all three.  As a result, my recommendation for a 

benchmark utility ROE would be 7.6%.”  (Emphasis added) 

22.1 Given that Dr. Safir has been asked by the ICG group to recommend a fair and 

reasonable ROE for 2013 (page 4), can Dr. Safir confirm that the 7.6% is likely for 

2013 only?  If so, does Dr. Safir believe that his recommended ROE could remain 

fair and reasonable for a two year period 2013-2014?  If not, please explain why 

not, and if he is able, please provide his recommendation for 2013-2014. 

Response: 

Dr. Safir confirms that this is the recommendation for 2013.  However, it may not necessarily 

remain fair and reasonable over a two year period.  Hence, Dr. Safir recommends the adoption 

of an AAM. 

 

23.0 Reference: Automatic Adjustment Mechanism 

Exhibit C4-9, Evidence of Dr. Andrew Safir, p. 37  

Book-value versus market value comparisons 

On page 37, Dr. Safir states that the chief disadvantage of an AAM is that “…there is a 

risk that the ROE may deviate beyond the normal band of uncertainty.  (It should always 

be recognized that, although it relies on empirical information, the determination of a 

fair ROE is not absolute science, but remains something of an art.).”  

Dr. Safir goes on to relate this comment to “atypical economic times.” 

 

23.1 To what extent is it also a concern that “…the determination of a fair ROE is not 

absolute science, but remains something of an art.”  In other words, given the 

issues and uncertainties in setting an initial ROE at the beginning of a period, how 

confident is Dr. Safir that a formula can capture the complexities of adjusting the 

formula over a period of time – even one as short as 3 years?  Please explain your 

answer. 

Response: 
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There is no absolute guarantee.  However, as indicated by Dr. Safir’s evidence, in relatively 

normal times, the magnitude of changes in the fair ROE are unlikely to be large, and are 

generally associated with changes in inflation or inflationary expectations.  Moreover, the 

Commission always has the ability to abandon an AAM if it feels that the formula results are 

too far off from the fair ROE. 
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1.0 Reference:    Safir Evidence, Attachment A: Representative Energy Evidence of 
Dr. Andrew Safir 

1.1 How many of Dr. Safir’s retainers since 2000 that are listed in Attachment A have 
involved Dr. Safir providing an opinion quantifying the cost of capital, i.e. 
recommending a specific ROE and/or capital structure, for a utility in Canada 
or the U.S.? 

Response: 

In docket numbers IS10-399-003 and IS11-146-000 (consolidated), on behalf of Imperial Oil and 
ExxonMobil Oil Corp., Dr. Safir recommended a specific capital structure and ROE for the 
Enbridge Southern Lights Pipeline.  [See Prepared Answering Testimony of Dr. Andrew Safir on 
Behalf of Indicated Shippers, before the FERC regarding a rate proceeding for Enbridge 
Pipelines (Southern Lights) LLC, August 16, 2011, (IS10-399-000 and IS11-146-000).] 
 

1.2 For each case identified in 1.1 above, please indicate the regulatory agency, the 
year, the utility to which his evidence on cost of capital related, and the 
organization on whose behalf he prepared the Evidence. 

Response:  

See Response 1.1 
 

2.0 Business Risk 

2.1 On a scale of one to 10, with one being irrelevant and 10 being essential, how 
important does Dr. Safir regard utility-specific business risks to be in determining 
a utility’s cost of capital?  Please explain the answer. 

Response: 

Dr. Safir believes that utility specific risks are part of what determines the fair ROE for a utility.  
In all of the methods that he used to determine the fair ROE, the effect of utility specific risk was 
taken into account.  However, Dr. Safir has not made a subjective determination, on a scale of 1 
to 10, of how important this risk is in his analysis. 
 

2.2 Please identify everything that Dr. Safir reviewed, prior to finalizing his evidence, 
to familiarize himself with FEI’s overall business operations and business risk. 
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Response: 

Dr. Safir reviewed annual reports issued by Fortis.  He also reviewed analysts’ reports included 
as evidence in this proceeding and prior Canadian regulatory proceedings. 

 

2.3 How would Dr. Safir characterize his degree of familiarity with FEI’s overall 
business operations and business risk prior to reviewing the information 
identified in the previous response? 

Response: 

Prior to this proceeding, Dr. Safir was somewhat familiar with the FortisBC utilities.  
 

2.3.1 If Dr. Safir had been familiar with FEI’s overall business operations and 
business risk prior to reviewing the information identified in the 
response to 2.2, then how did Dr. Safir acquire that familiarity? 

Response: 

Over the past decades, Dr. Safir has been involved in Canadian energy regulatory proceedings 
that required an assessment of the risks faced by various utilities.  This involved developing a 
familiarity with various Canadian utilities, including the FortisBC utilities.  
 

2.4 Is Dr. Safir’s analysis and opinion in any way dependent on Dr. Booth’s 
assessment of FEI’s business risk?  If so, how and to what extent?  Please be 
specific. 

Response: 

No.  Dr. Safir is not aware of any instances in which he and Dr. Booth discussed the specifics of 
FEI’s business risk.  
 

2.5 Did Dr. Safir review Dr. Booth’s evidence in draft, or visa versa? 

Response: 

No.  Dr. Safir did not see Dr. Booth’s evidence prior to its filing date.  Nor did he make available 
to Dr. Booth a draft of his evidence.   
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3.0 Capital Structure 

3.1 Please confirm that Dr. Safir’s conclusions are based on FEI having an allowed 
capital structure of 40% equity and 60% debt, as is the case currently. If not, 
please explain. 

Response: 

Not specifically.  See Response to FBUC 16.10 

 

4.0 Reference:  Safir Evidence, Page 12, Table 1 

Dr. Safir uses a risk-free rate in his CAPM for Canadian utilities of 4.0% 

4.1 Please explain in detail what the 4.0% risk-free rate is intended to represent, e.g., 
is it a forecast for 2013? 

Response: 

4.0% is Dr. Safir’s forecasted risk free rate that he believes will be appropriate in establishing a 
fair ROE for 2013. 
 

4.2 Please provide the documentation in support of the 4.0% risk-free rate used in 
the CAPM. 

Response: 

Please see the response to BCUC IR 4.1.   
 

4.3 Please provide Dr. Safir’s best estimate of the risk-free rate for 2014. 

Response: 

Dr. Safir has not made an estimate for 2014. 
 
 

5.0 Reference:  Safir Evidence, Page 12, Table 1 and Page 15, Lines 11 to 15 

Dr. Safir adjusts a raw beta of 0.25 to a long-run market tendency beta of 0.58 
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5.1 Please provide all empirical support for the 66% and 34% weightings of the raw 
and long-run market tendency betas. 

Response: 

Please see the response to BCUC IR 2.1.   
 

5.2 Please identify the 11 studies in the referenced Schaeffler and Weber article 
used to calculate the long-run market tendency beta of 0.58. 

Response: 

Please see the response to BCUC IR 6.1.   
 

5.3 Would Dr. Safir confirm that the lower end of the range of betas cited from the 
Schaeffler and Weber article (0.35) covered the period 1974 to 1983 and the 
upper end of the range (0.77) covered the period 1971 to 1980? If he cannot 
confirm, please explain why not. 

Response: 

Confirmed. 
 

5.3.1 Further to question 5.3 above, could Dr. Safir please explain the wide 
variation in reported utility betas for two relatively similar periods of time? 

Response: 

Dr. Safir has not done a study to determine what explains the differences between the reported 
betas.  One simple explanation is that there may be a difference in the subject companies that 
made up each individual survey.  In addition, the surveys did not occur at the exact same times, 
and this could also lead to different values.  Given these possibilities, Dr. Safir would not 
necessarily characterize the variations as being “wide.”  For example, in both of the “extremes,” 
the betas are less than 1, indicating that, in both instances, the utility specific risk is less than 
that of the overall market. 
 

5.4 Please explain why Dr. Safir calculated and used monthly price change intervals 
(rather than, for example, weekly or daily, price intervals to calculate his raw 
betas. 
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Response: 

Please see the response to BCUC IR 5.2.   
 

 

6.0 Reference:  Safir Evidence, Page 16, Lines 4 to 7 and Footnote 12  

Dr. Safir states:  

“A recent study by the California State Board of Equalization has surveyed flotation costs 
for “A” and “B” rated U.S. natural gas distribution companies and determined that these 
costs were approximately 4.5% of the recommended rate of return.” 

Footnote 12 refers to the Flotation Cost Adjustment Table for Natural Gas Distribution 
Utilities in the document.   

6.1 Please identify the pages of the article which discuss the survey.  

Response: 

Please see p. iii, item V (BCUC Exhibit A2-28) which refers to data reviewed by the California 
State Board of Equalization in determining flotation costs and other parameters. 
 

7.0 Reference:  Safir Evidence, Pages 15 to 16 

Dr. Safir discusses why he includes a flotation cost allowance in his CAPM calculation. 

7.1 Please clarify whether the reference to 0.5% at line 16 on page 15 is intended to 
be 5.0%, consistent with the subsequent discussion. 

Response: 

Dr. Safir confirms that there is a typographical error in Q17.  The flotation cost referred to should 
have been 5%. 
 

7.2 Please report the number of basis points that Dr. Safir’s floatation cost formula 
produces at a “bare bones” CAPM cost of equity of 9.5%.  

Response: 

The number of basis points would be 50. 
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8.0 Reference:  Safir Evidence, Page 21, Line 2 

Dr. Safir uses the term “exogenous market risk premium”. 

8.1 Please explain what the term “exogenous market risk premium” means. 

Response: 

By “exogenous market risk premium,” Dr. Safir is referring to a market risk premium that was 
established outside the theoretical bounds of the formula for the market risk premium as 
developed in the CAPM model. 
 

9.0 Reference:  Safir Evidence, Page 24, lines 2-4 

In his discussion of the DCF, Dr. Safir states: “In particular, the simplification of the 
equation depends on the assumption of constant future growth.” 

9.1 Please explain why Dr. Safir regards that to be the case.  Specifically, please 
explain why it is not possible to incorporate changes in the expected rate of 
growth into the DCF model. 

Response: 

Under the assumption of constant growth, the equation for the ROE reduces, mathematically to 
the simplified model, as given on p. 23 of Dr. Safir’s evidence, following line 3.  However, Dr. 
Safir has never stated that “it is not possible to incorporate changes in the expected rate of 
growth into the DCF model.”  In fact, a DCF model can incorporate changes in the expected rate 
of growth.  But, with assumptions of more and more differential growth rates, the model 
becomes more and more complex, and solving for a discount rate involves a more difficult 
mathematical solution.   
 

10.0 Reference:  Safir Evidence, Page 25, Lines 4-7 

Dr. Safir explains that in the DCF model he weighted analysts’ forecasts by 33% and 
GDP growth rates by 67%. 

10.1 Please explain in detail the choice of weights. 

Response: 

Please see the response to BCUC IR 14.1. It should be noted that there is no particular magic 
to the 67/33 split and other weightings could have been applied.  However, in Dr. Safir’s view a 
weighting of over 50% should be applied to the overall economic growth rate in all instances, 
and some lessor but still significant weight should be applied to analysts’ growth estimates, as 
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the overall economic growth rate is a value to which any company’s growth should trend toward 
over time.  Because the appropriate growth rate to use in the DCF calculation typically reflects 
both company specific and overall economic trends, some combination of both provides a 
weighted average which best fits what would be expected and faced by investors in a 
competitive setting. 
 

10.2  Would Dr. Safir use the same weights if he were applying the DCF model to 
unregulated companies?  Please explain why or why not.  

Response: 

Yes. The selection of weights was based on Dr. Safir’s judgment of the economic 
reasonableness of analysts’ specific growth forecasts, relative to the forecasts for the entire 
economy, not on whether the company is regulated or unregulated. 
 

11.0 Reference:  Safir Evidence, Page 27, Lines 14-15 

 
Dr. Safir states that analysts’ growth rates are company-specific. 

11.1 Can Dr. Safir confirm that stock prices and dividend yields are also company-
specific? If he cannot confirm, please explain why not. 

Response: 

Confirmed. 
 

11.2 Can Dr. Safir confirm that differences in dividend yields among different utilities 
are, at least in part, due to differences in expected growth rates?  If he cannot 
confirm, please explain why not. 

Response: 

Confirmed.  Both dividends and stock prices are determined in part by market participants 
expectations of future company growth and profitability.  As a result, dividend yields are similarly 
affected.  
 

12.0 Reference:   Exhibit C4-9, Evidence of Andrew Safir, Page 30, Lines 8-13 

Dr. Safir states:  
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“The comparable earnings as I’ve calculated them, using net income and market value 
of equity, provide a picture of what the cost of capital is in the competitive market 
currently. Because these comparable earnings were calculated using market-based 
values instead of book value, they more accurately capture the conditions in the current 
capital markets in which the benchmark firm would be competing for capital.” 

12.1  Would Dr. Safir please confirm that what he has calculated is effectively the 
same as an earnings/price ratio? If he cannot confirm, please explain why not. 

Response: 

Confirmed. 
 

12.2 Can Dr. Safir confirm that a capital structure calculated using the market value of 
equity instead of book value of equity for his comparable companies more 
accurately captures the conditions in the current capital markets in which the 
benchmark firm competes for capital? 

Response: 

Confirmed. 
 

13.0 Reference:  Safir Evidence, Page 36, Line 17  

Dr. Safir states: 

"Rather, an adjustment mechanism can and should be structured to capture changes in 
the more variable factors of the ROE..." [Emphasis added.] 

13.1 What are the “more variable factors” to which Dr. Safir is referring? 

Response: 

As indicated in Dr. Safir’s evidence (Q&A 47), the most variable factor that could affect the ROE 
determination would be a change in the risk free rate.  Beta and the market risk premium can 
also exhibit variations.  However, it is Dr. Safir’s opinion that the betas and the risk premium are 
relatively more stable than measures of the risk free rate. 
 

13.2 Are there any factors that are variable under Dr. Safir’s proposed mechanism 
other than the risk-free rate? 
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Response: 

Please see the response to FBCU IR 13.1.   
 

14.0 Reference:  Safir Evidence, Pages 36-37 

Dr. Safir recommends using an AAM for the return on equity and generally discusses its 
structure. 

14.1 Please provide Dr. Safir’s specific recommendations for the AAM, including the 
starting ROE, the starting long-term bond yield and the formula for determining 
the ROE for 2014.  

Response: 

Dr. Safir’s recommendation is that the BCUC implement a variant of the AAM that was in place 
up to 2009.  That is, the AAM should be a mechanism which adjusts the adopted ROE for 2013 
by the difference between a base risk free rate adopted by the Commission and a forecasted 
risk free rate applicable to the year for which the ROE is being determined. 
 
As he did in deriving his estimated risk free rate for his CAPM model, Dr. Safir proposes starting 
with projected 10 year Government of Canada bond rates from a survey conducted by Canada’s 
Department of Finance.  The agency surveys private sector forecasters for their opinions on 
various economic indicators which are used in implementing the government’s budget.  The 
indicators include 10 year Government of Canada bond rates. These interest rate forecasts are 
for the current year and each of the next five years.  As the starting point in his estimate of a 
forecasted risk free rate, Dr. Safir proposes using an average of the five future years as his 
forecasted 10 year rate.  To finalize his forecast for the risk free rate, he proposes adding 60 
basis points, which has been the historical difference between 10 year and 30 year rates since 
about 2009.  To the extent that this forecasted 30 year rate exceeds the base risk free rate, the 
base ROE would be increased.  To the extent that the forecasted 30 year rate falls short of the 
base risk free rate, the base ROE would decline. 
 
While Dr. Safir recognizes that current bound yield are still being affected by U.S. Federal 
Reserve monetary policies, he believes that the use of a five year average of projected rates will 
provide a forecast that will be minimally affected by these policies.  In essence, the five year 
average takes you beyond the “atypical” period, allowing the implementation of an AAM, even 
though the economy is currently in an atypical period.  Moreover, because it is an average over 
five years, Dr. Safir does not believe a sliding scale adjustment or dampening mechanism would 
need to be implemented.  It should also be recognized that Dr. Safir’s recommended AAM is 
only for a three year period, after which he believes that the formula and its parameters should 
be re-evaluated. 
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14.2 Please provide all empirical support for the formula recommended.   

Response: 

Please see the response to FBCU IR 14.1.   
 

15.0 Reference:  Safir Evidence, Page 37, Line 19 

Dr. Safir states that “The chief disadvantage is that there is a risk that the ROE may 
deviate beyond the normal band of uncertainty.” 

15.1 Please define, in basis points, the normal band of uncertainty. 

Response: 

There is no ironclad rule about what constitutes the normal band of uncertainty in basis points.  
The band of uncertainty referred to really relates to the degree of comfort experienced by utility 
commissioners regarding whether the ROE, as adjusted by a formula, continues to be fair and 
reasonable during the adjustment time period. 
 

16.0 Reference:  Safir Evidence, Page 37, Lines 21-22 and Page 38, Line 1  

Dr. Safir states:  

“As was quite clear in recent years, the Western economies faced an enormous 
monetary crisis which resulted in atypical market prices, specifically yields on long term 
bonds.” 

16.1 Please specify what period is included in “recent years”. 

Response: 

“Recent years” refers to the time period beginning in the summer of 2007, and continuing to the 
present. 
 

16.2 How does Dr. Safir determine if yields on long-term bonds are typical or atypical? 

Response: 
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Long-term bonds are “typical” when they reflect normal market conditions, without undue 
intervention by central bank monetary authorities.  Alternatively, when central banks manipulate 
bond yields for public policy purposes, Dr. Safir would consider rates as being “atypical.” 
 

16.3 What was the yield on long-term Government of Canada bonds during the peak 
of the monetary crisis? 

Response: 

One proxy for the peak of the monetary crisis would be the performance of major stock indexes.  
In the U.S., the low point for stock prices was in March 2009, the same as it was in Canada.  At 
this point in time, Canadian Government long-term bond yields were about 3.6%. 
 

16.4 What is the current yield on long-term Government of Canada bonds? 

Response: 

The current yield is about 2.35%. 
 

16.5 Are the current yields on long-term Government of Canada bonds typical or 
atypical?  Please explain the response. 

Response: 

Dr. Safir believes that they are atypical, as they are unduly affected by U.S. Federal Reserve 
policy. 

 
 

3. Reference:  Safir Evidence, Page 37, Lines 5-7 
 
Dr. Safir discusses long-term bond yields and states: 

“Probably the most significant factor is the rate of inflation, which will directly influence 
actual and expected long term bond interest rates.” 

16.6 Please provide the forecast yield on long-term Government of Canada bonds for 
each year 1995 to 2009 used by the Commission to set the benchmark utility 
ROE and the forecasts for each year 2010 to 2012 using the same methodology 
that had been previously used by the Commission. 

Response: 
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Dr. Safir has not collected this information. 
 

16.7 Please provide the CPI rates of inflation in Canada for each year 1995 to 2011. 

Response: 

There are a number of consumer related price indexes compiled by the Canadian government.  
Please see the website for Statistics Canada for further information. 

 
 
4. Reference:  Safir Evidence, Page 39, Lines 15-17 
 

Dr. Safir says that he does not have a recommendation for setting the debt and 
equity percentages for the benchmark utility at this time. 

16.8 Could Dr. Safir please confirm that the cost of equity is a function of both 
business and financial risk?  If he cannot confirm, please explain why not. 

Response: 

Confirmed. 
 

16.9 Please explain how it is possible to determine what a fair ROE for a benchmark 
utility is without knowledge of its financial risk, including capital structure. 

Response: 

Dr. Safir believes that it is not possible to determine the fair ROE for a benchmark utility without 
knowledge of its financial risk and some information on its capital structure.  These are 
important elements in the assessment of an appropriate ROE. 
 

16.10 Would Dr. Safir’s recommended benchmark ROE be the same at equity ratios of 
35%, 40% and 45%?  Please explain why or why not. If not, please provide 
estimates of the benchmark ROE at each of 35%, 40% and 45% common equity 
ratios. 

Response: 

No, not necessarily.  Equity thickness affects financial risks and affects betas.  As a result, it is 
possible that different equity thicknesses could affect the estimated fair ROE.  While it is true 
that the equity thickness can affect the fair ROE, it is also likely that the effect will tend to be 
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relatively small for changes in the equity thickness that fall close to industry average for 
regulated utilities, like those of 35%, 40% and 45%.  However, Dr. Safir has not done a leverage 
adjustment in his beta calculations to enable him to calculate betas and the associated ROEs at 
the equity thicknesses required.        
 

17.0 Reference:  Safir Evidence, Page 39, Line 7  

 In reference to the debt and equity percentages for the benchmark utility, Dr. Safir 
states: “However, several factors bear on this issue.” 

17.1 Dr. Safir mentions one factor.  Please list the other factors which Dr. Safir 
considers bear on this issue. 

Response: 

Dr. Safir meant to indicate one factor.  
 

18.0 Reference:  Safir Evidence, Page 40, Lines 1-3 

Dr. Safir states:  

“Consequently, under current circumstances, a benchmark utility will have an incentive 
to refinance its debt no matter what weighted cost of capital the BCUC allows.” 

18.1 Please provide Dr. Safir’s understanding of the terms and conditions under which 
FEI can refinance its outstanding long-term debt. 

Response: 

Dr. Safir has not familiarized himself with the specific terms and conditions under which FEI can 
refinance its outstanding long-term debt. 

 

19.0 Reference:  Safir Evidence, Page 40, Lines 3-7 

Dr. Safir states:  

“If a multi-year adjustment mechanism is adopted which operates to change the WACC 
as outlined above, without requiring annual adjustments in the actual cost of debt 
annually, an equity debt ratio lower than the current 40% would be more appropriate for 
the benchmark utility.” 

19.1 Please explain in more detail why annual adjustments in the actual cost of debt 
are required to warrant an equity ratio of 40% for the benchmark utility. 
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Response: 

Dr. Safir did not state that annual adjustments in the actual cost of debt “are required to warrant 
an equity ratio of 40% for the benchmark utility.”  Rather, Dr. Safir indicated that given current 
market conditions, with borrowing costs in the market below actual embedded debt costs, the 
utility is in a position to unfairly benefit, at the expense of ratepayers, from refinancing, and that 
this should be reflected in the mechanism through which overall rates are charged to customers.  
A reduction in the equity ratio could accomplish this objective. 
 

19.2 In making the statement referenced above, is it Dr. Safir’s position that if a utility 
is at risk for differences between the forecast and actual cost of debt, it faces 
lower risk than a utility whose allowed cost of debt is equal to the actual cost of 
debt each year? Please explain the response.  

Response: 

In general, no.  But, as indicated in Dr. Safir’s evidence, with current market debt costs below 
the embedded cost of debt, the risk faced by the utility of receiving less than its actual costs of 
debt are low. 
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Sector Economists


BACKGROUNDER: RESULTS OF THE DEPARTMENT OF FINANCE’S 


OCTOBER 2012 SURVEY OF PRIVATE SECTOR ECONOMISTS


The Department of Finance regularly surveys private sector forecasters for their views on the Canadian 
economy. The average of private sector forecasts forms the basis for the economic assumptions used for fiscal
-planning purposes in the budget and the fall update. The use of the average private sector forecast 
introduces an element of independence into the Government’s economic and fiscal forecast. 


In October 2012, the Department of Finance surveyed private sector forecasters for their updated views on 
the Canadian economy. The October survey of private sector forecasters includes the following forecasters: 
BMO Capital Markets, Caisse de dépôt et placement du Québec, CIBC World Markets, The Conference Board of 
Canada, Desjardins, Deutsche Bank of Canada, Laurentian Bank Securities, IHS Global Insight, National Bank 
Financial, Royal Bank of Canada, Scotiabank, TD Bank Financial Group, UBS Securities Canada, and the 
University of Toronto (Policy and Economic Analysis Program).


The results from the March and October 2012 surveys are presented in Table 1. 


The average outlook for real gross domestic product (GDP) growth over the 2012 to 2016 period has not 
changed since the March 2012 survey. Real GDP growth is expected to be weaker than previously expected in 
2013, but offsetting this, growth is expected to be stronger over the 2014 to 2016 period. 


The private sector’s expectation for the unemployment rate is also largely unchanged from the March 2012 
survey. The unemployment rate is projected to gradually fall to 6.4 per cent over the medium term.


The key impact of recent global economic volatility on Canada, a net exporter of commodities, has been 
through lower commodity prices. Lower commodity prices have had a significant impact on Canada’s GDP 
inflation, and hence, on nominal GDP. As a result, the private sector outlook for the level of nominal GDP is, 
on average, about $25 billion lower than expected in Budget 2012 between 2012 and 2016.


Private sector economists expect both short- and long-term interest rates to be lower over the forecast 
horizon compared to the March 2012 survey. 


Table 1 – Evolution of the Average Private Sector Economic Forecast


2012 2013 2014 2015 2016 2017 2012-16


Real GDP Growth (%)


   March 2012 survey/Budget 2012 2.1 2.4 2.4 2.4 2.2 2.3


   October 2012 survey 2.1 2.0 2.5 2.5 2.3 2.2 2.3


GDP Inflation (%)


   March 2012 survey/Budget 2012 2.4 2.0 2.1 2.0 2.0 2.1


   October 2012 survey 1.3 2.0 2.1 2.1 2.1 2.1 1.9


Nominal GDP Growth (%)


   March 2012 survey/Budget 2012 4.6 4.4 4.6 4.4 4.2 4.4


   October 2012 survey 3.4 4.0 4.7 4.7 4.4 4.3 4.2


Nominal GDP Level ($ billions)


   March 2012 survey/Budget 20121 1,844 1,925 2,013 2,102 2,190


   October 2012 survey 1,822 1,895 1,984 2,078 2,169 2,262


   Difference (October - Budget 2012) -21 -29 -29 -24 -21
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3-Month Treasury Bill Rate (%)


   March 2012 survey/Budget 2012 0.9 1.3 2.2 3.3 3.9 2.3


   October 2012 survey 1.0 1.2 1.8 2.6 3.4 3.9 2.0


10-Year Government Bond Rate (%)


   March 2012 survey/Budget 2012 2.2 2.8 3.6 4.3 4.5 3.5


   October 2012 survey 1.9 2.2 2.9 3.5 4.2 4.7 2.9


Exchange Rate (US cents/C$)


   March 2012 survey/Budget 2012 99.6 101.8 101.1 100.5 100.2 100.7


   October 2012 survey 100.2 101.1 100.1 100.5 99.5 98.1 100.3


Unemployment Rate (%)


   March 2012 survey/Budget 2012 7.5 7.2 6.9 6.7 6.6 7.0


   October 2012 survey 7.3 7.2 6.8 6.6 6.5 6.4 6.9


Consumer Price Index Inflation (%)


   March 2012 survey/Budget 2012 2.1 2.0 2.0 2.0 2.0 2.0


   October 2012 survey 1.7 2.0 2.0 2.0 2.0 2.0 1.9


U.S. Real GDP Growth (%)


   March 2012 survey/Budget 2012 2.3 2.4 2.8 2.9 2.8 2.6


   October 2012 survey 2.2 2.0 2.9 3.1 3.0 2.8 2.6


1 These values have been restated to reflect historical revisions from Statistics Canada released on October 1, 2012. 
Sources: Department of Finance October 2012 and March 2012 surveys of private sector economists. 
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Bond Returns

		Response to BCUC IR 4.2 & 4.3

				US Long-Term Govemment Bonds		US Long-Term Govemment Bonds				Canada Long Bonds

		Year		 Income Return1		Total Return1				Total Return2

		1924								7.84%

		1925								5.17%

		1926		3.73%		7.77%				5.39%

		1927		3.41%		8.93%				10.18%

		1928		3.22%		0.10%				0.56%

		1929		3.47%		3.42%				2.34%

		1930		3.32%		4.66%				9.26%

		1931		3.33%		-5.31%				-4.97%

		1932		3.69%		16.84%				12.37%

		1933		3.12%		-0.07%				7.37%

		1934		3.18%		10.03%				19.66%

		1935		2.81%		4.98%				0.83%

		1936		2.77%		7.52%				11.12%

		1937		2.66%		0.23%				-0.58%

		1938		2.64%		5.53%				5.63%

		1939		2.40%		5.94%				-2.98%

		1940		2.23%		6.09%				8.69%

		1941		1.94%		0.93%				3.80%

		1942		2.46%		3.22%				3.08%

		1943		2.44%		2.08%				3.88%

		1944		2.46%		2.81%				3.16%

		1945		2.34%		10.73%				5.18%

		1946		2.04%		-0.10%				6.02%

		1947		2.13%		-2.62%				3.17%

		1948		2.40%		3.40%				-2.38%

		1949		2.25%		6.45%				4.85%

		1950		2.12%		0.06%				-0.12%

		1951		2.38%		-3.93%				-3.13%

		1952		2.66%		1.16%				1.99%

		1953		2.84%		3.64%				3.64%

		1954		2.79%		7.19%				9.99%

		1955		2.75%		-1.29%				-0.34%

		1956		2.99%		-5.59%				-3.63%

		1957		3.44%		7.46%				5.89%

		1958		3.27%		-6.09%				-5.69%

		1959		4.01%		-2.26%				-4.43%

		1960		4.26%		13.78%				7.10%

		1961		3.83%		0.97%				9.78%

		1962		4.00%		6.89%				3.05%

		1963		3.89%		1.21%				4.26%

		1964		4.15%		3.51%				6.97%

		1965		4.19%		0.71%				0.96%

		1966		4.49%		3.65%				1.55%

		1967		4.59%		-9.18%				-2.20%

		1968		5.50%		-0.26%				-0.80%

		1969		5.95%		-5.07%				-2.01%

		1970		6.74%		12.11%				21.98%

		1971		6.32%		13.23%				11.55%

		1972		5.87%		5.69%				1.11%

		1973		6.51%		-1.11%				1.71%

		1974		7.27%		4.35%				-1.69%

		1975		7.99%		9.20%				2.82%

		1976		7.89%		16.75%				19.02%

		1977		7.14%		-0.69%				5.97%

		1978		7.90%		-1.18%				1.29%

		1979		8.86%		-1.23%				-2.62%

		1980		9.97%		-3.95%				2.06%

		1981		11.55%		1.86%				-3.02%

		1982		13.50%		40.36%				42.98%

		1983		10.38%		0.65%				9.60%

		1984		11.74%		15.48%				15.09%

		1985		11.25%		30.97%				25.26%

		1986		8.98%		24.53%				17.54%

		1987		7.92%		-2.71%				0.45%

		1988		8.97%		9.67%				10.45%

		1989		8.81%		18.11%				16.29%

		1990		8.19%		6.18%				3.34%

		1991		8.22%		19.30%				24.43%

		1992		7.26%		8.05%				13.07%

		1993		7.17%		18.24%				22.88%

		1994		6.59%		-7.77%				-10.46%

		1995		7.60%		31.67%				26.28%

		1996		6.18%		-0.93%				14.29%

		1997		6.64%		15.85%				17.45%

		1998		5.83%		13.06%				14.13%

		1999		5.57%		-8.96%				-7.15%

		2000		6.50%		21.48%				13.64%

		2001		5.53%		3.70%				3.92%

		2002		5.59%		17.84%				10.09%

		2003		4.80%		1.45%				8.06%

		2004		5.02%		8.51%				8.46%

		2005		4.69%		7.81%				15.05%

		2006		4.68%		1.19%				3.22%

		2007		4.86%		9.88%				3.30%

		2008		4.45%		25.87%				13.65%

		2009		3.47%		-14.90%				-4.26%

		2010		4.25%		10.14%				11.45%



		Averages (1926-2012)		5.17%		5.88%				6.48%

		Ratio of US Income Return to US Total Return				0.88

		times Canadian Total Return				x 6.48%

		Estimated Canadian Income Return:				5.70%

		Sources:  		1. Morningstar.  Ibbotson SBBI 2011 Valuation Yearbook: Market Results for Stocks, Bonds, Bills, and Inflation: 1926 - 2010,
 Tables B-6 and B-7.

				2. Canadian Institute of Actuaries. Report on Canadian Economic Statistics 1924 - 2010:
 Final Release. April 2011, Table 1A.
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Revenue Requirement and the Cost of Capital 


 


Revenue Requirement   =  Operating expenses  


    +  Depreciation (return of capital) 


         +  Return on Capital (rate of return, % × rate base) 


 +  Income Taxes 


 + Other (if applicable) 


 


Rate of Return = Cost of Equity × Equity % + Cost of Debt × Debt % 


 


Cost of Debt is commonly determined as the embedded cost of debt  


 


Other types of capital that some jurisdictions use: 


♦ Non-cost capital  


♦ Preferred 
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Cost of Capital: Definition 


 


Standards of fairness and reasonableness of allowed rate of 


return (as established by Bluefield Water Works and Hope 


Natural Gas): 


♦ Commensurate with returns on enterprises with corresponding risks; 


♦ Sufficient to maintain the financial integrity of the regulated company; 


and 


♦ Adequate to allow the company to attract capital on reasonable terms. 


Finance Definition: 


Cost of Capital is the expected rate of return in capital markets for alternative 


investments of corresponding risk. (I.e., an opportunity cost) 
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Cost of Capital: Implementation 


 


Estimating the cost of equity capital is often controversial 


 


Typically relies on experts submitting evidence from financial 


models such as 


♦ Capital Asset Pricing Model 


♦ Discounted Cash Flow Model 


♦ Risk Premium Model 


 


Determining the capital structure is non-trivial 


♦ Actual vs. hypothetical capital structure 


♦ Include / Exclude expected changes 


♦ Treatment of short-term debt… 
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Cost of Capital: Implementation Continued 


 


The recommended and allowed Return on Equity (ROE) often 


reference the target utility’s risk 


♦ “Things that can go wrong.” 


♦ “Undiversifiable” (“market,” “systematic”) vs. “diversifiable” (“unique,” 


“unsystematic”). 


♦ “Business” vs. “financial.” 


♦ “Symmetric” vs. “asymmetric.” 


 


 Answering the question with regard to estimating the Cost of Capital requires 


careful attention to the different type or types of risk. 
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Risk Considerations: Diversifiable vs. 


Undiversifiable Risk 


 Investors can reduce risk by holding portfolios instead of 
individual stocks. 


 


 The part that can be eliminated by holding a stock in a portfolio 
is the “diversifiable” risk. 


 


 But some risk remains, because stock returns depend in part on 
broad risk factors, such as the state of the economy. 


 


 The part that remains is the “undiversifiable” risk. 


 


 Finance theory holds that a stock’s required rate of return 
depends on the stock’s relative exposure to one or more 
undiversifiable risk factors that potentially affect all stocks. 
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Risk Considerations: Business vs. Financial Risk 


 In modern finance theory, a stock’s “business” risk is the risk 


shareholders would bear if the company in question used no 


debt. 


 


 The stock’s “financial” risk is the extra risk shareholders bear if 


the company uses debt. 


 


 The level of financial risk increases, and at an increasing rate, 


as companies add debt. 
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Recent Developments: Market Volatility 
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Recent Developments: Yield Spreads 
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Market Risk and the Regulatory Environment 


 


 Citi’s calculation of utilities’ market risk 


   


Citi includes utilities in 


jurisdictions with an 


Above Average or 


Average/1 rating from 


RRA in the 


Constructive group.   


 


Utilities in jurisdictions 


below average or 


Average/3 are included 


in the Less 


Constructive group. 


Source: Citi, “Utility Infrastructure: Planning for the Next ‘Dog’ Year,” SURFA Financial 


Forum, 2011. 
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Impact on the Cost of Capital 


 


   
Authorized Equity Risk Premiums = Allowed ROE – Utility Bond Yield 


Source: Hadaway Presentation at SURFA 2012 Financial Forum 
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Impact on the Cost of Capital 


 


1. Volatility affects investors’ required return (risk premium)  


2. Government bond yields are currently low, but 


1. Expected to increase 


2. Debt levels are high by historical standards 


3. Spread between utility and government bond yields higher than 


historically and spiked during crisis 


3. Regulatory environment has increased in importance for stock market 


volatility 


4. Estimation is difficult due to changing circumstances 


5. Standard estimation techniques may not capture all effects 
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Common Cost of Equity Models 


 Discounted Cash Flow (DCF) 


♦ Single-stage DCF 


♦ Multi-stage DCF 


 


 Risk Positioning Models: 


♦ Risk Premium Method 


♦ Capital Asset Pricing Model (CAPM) (a “single-[risk]-factor” 


model) 


 


 Comparable Earnings Model 


18 


DCF Method - Components 


 The simplest version of the model is  
 
Cost of Equity =  
 
 dividend yield (current income) + growth rate (i.e., capital 
gains) 
 
 


 


 


 


 Dividend yields can be easily calculated from market 


prices and the current dividend.  
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Discounted Cash Flow (DCF) 


 The value (current price) of a stock is often thought of as the present 


value of its expected dividend stream, discounted at the cost of 


equity. 


 


 When this is true (and it is not always), the cost of equity can be 


inferred from the stock price and expected dividends. 


  


Often characterized as a “forward looking” estimate of the cost of 


equity because it relies upon investors’ expectations of future 


dividends, primarily by estimating one or more dividend growth rates. 


♦ Future growth of dividends cannot be observed directly, but must be 


inferred. 


♦ At some point in the dividend forecast, and often immediately, most 


DCF applications assume dividends will grow forever afterwards at a 


steady rate. 
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DCF Method — Dividend Growth Rates 


 Methods used to estimate future growth:   


♦ Use analysts’ earnings growth rate forecasts as a proxy 


(Thomson’s Financial, Yahoo, Zacks, Bloomberg or Value 


Line) 


♦ Use historical growth rates of dividends, earnings or other 


variables (not recommended) 


♦ Sustainable growth = RoE × Retention Ratio 


• Plus possibly:  (% Growth in # of Shares) × (Market-to-Book 


ratio – 1) 


♦ FERC look the analysts’ forecasts and sustainable growth 


rate estimates for electric utilities 
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DCF Model Issues 


 Assumes constant perpetual growth, which is problematic both 


theoretically and empirically: 


♦ Generally, there are no data on growth rates for periods farther 


than 5 years into the future; 


♦ However, the growth rate is the most important and often the 


most subjective parameter in the model. 


 


Multi-stage models allow the growth rate to differ over time 


 


 Assumes no or very small option value reflected in stock prices 


♦ Net present value formulas do not apply to companies with 


strong growth options or in financial distress.   


♦ Hence, DCF cost of equity does not work for these companies. 
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Risk Positioning Approach 


 The common feature to this approach is to add a risk 


premium to a benchmark interest rate: 


♦ Simple risk premium model 


♦ Capital Asset Pricing Model (CAPM) 


♦ Multi-factor Models (add parameters to the CAPM) 


 


 The risk premium is usually based on historical 


information. 


 


 Multi-factor Models and APT attempt to improve upon the 


simple risk premium model by relying upon additional risk 


factors.    
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Simple Risk Premium Model 


 Cost of Equity = interest rate + risk premium 
 


 Interest rate is usually the yield on a Government bond or a 
corporate bond index.   


  
Risk premium is estimated in a number of ways, in practice, 
including: 


♦ the historical average excess return* on a utility portfolio 


♦ the expected cost of equity estimated from DCF models on 
a broad stock index, minus the interest rate 


♦ the risk premium used last time by a particular commission 


 
 *“Excess return” is the actual return on a stock minus the risk-free interest rate,  
in some particular period; it may be positive or negative. 
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Capital Asset Pricing Model  (CAPM) 


 Expected return on equity (i.e., the cost of equity capital) is 


equal to the excess of the expected return on the market over 


the risk-free rate (known as the “market risk premium”, or 


“MRP”) times the stock’s beta (a measure of the relative risk of 


the stock), plus the risk-free rate. 
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A CAPM Issue:  Empirical Tests 


 The CAPM is a Nobel-Prize winning theory, and it has been the 


subject of numerous empirical tests; unfortunately, the results are 


mixed. 


♦ Stock returns do appear to be positively related to beta, as the 


CAPM predicts. 


♦ However, they are not as strongly correlated with beta as the 


CAPM predicts. 


♦ The actual intercept of a plot of beta versus the cost of capital 


lies above the risk-free rate, which means that low-beta stocks 


tend to have higher costs of capital and high-beta stocks lower 


costs of capital than predicted by the CAPM. 


 


 The graph on the next page illustrates this finding, which leads to 


another cost of capital estimation method: the Empirical CAPM. 
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Empirical CAPM 


Theoretical Capital Asset Pricing Model 


Vs. Relationship Found in Empirical Studies 
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CAPM — Market-Wide Components 


 Risk-free rate:  In rate cases, usually measured by the yield on long-term 
Treasury Bonds. 


 


 Market Risk Premium: 


 


♦ Controversial, but some measures are: 
• Historical arithmetic average of the total return on market minus the return on a 


risk-free asset (usually measured over a very long period) 


• Forecasted as the difference between the expected return on the market and 
on the risk-free asset 


• Using survey techniques 


 


♦ Some argue that MRP is not constant through time, i.e., that the MRP: 
• Varies with interest rates. 


• Varies with expected variability of the market. 


• Varies with some other factor. 


 


♦ Should be consistent with the risk-free interest rate used.   
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CAPM Beta 


 Beta measures the sensitivity of an individual stock to 


fluctuations in the market: 


♦ High-beta stocks exaggerate the market’s fluctuations. 


♦ Low-beta stocks respond less-than-proportionately to 


market fluctuations. 


 According to CAPM (and all modern models of the cost of 


capital), only non-diversifiable risks (measured by beta, or 


“betas,” in multi-factor models) command a risk premium. 


 Why?  Because well-diversified investors will compete away 


any premium for diversifiable risks, by buying up any stocks 


priced to offer a premium return for risks well-diversified 


investors do not bear. 
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Comparable Earnings Model 


 Not market-based; cost of equity estimated as average 
accounting returns on book equity of a comparable group of 
companies. 


 


 Return on equity is measured on an accounting basis, which 
means: 


♦ Affected by the accounting practices adopted by different 
companies; and 


♦ Relationship between the market-determined cost of capital 
and the accounting measure differs between regulated & 
unregulated companies. 


 


 It is less frequently used than DCF, risk premium or CAPM in 
the U.S. 
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Strengths and Weaknesses of the Major Models: 


Generic Issues 


 DCF: 


♦ Market-based, easy to understand 


♦ Market prices reflected almost immediately 


♦ Strong assumptions 


 Risk Premium: 


♦ Market-based, easy to understand 


♦ Current bond yields may or may not reflect the cost of equity 


 CAPM: 


♦ Market-based, intuitive, and most widely used model in the business world 


♦ But not confirmed in empirical tests, which matters most for unusually risky 
or safe industries (Empirical CAPM addresses this) 


♦ Parameters needed to implement it subject to active research and debate 
at present 


 Comparable Earnings 


♦ Easy to understand concept 


♦ Not market-based, and subject to a number of problems due to its reliance 
on accounting measures of return 







7/17/2012 


16 


31 


Strength and Weaknesses of the Major Models: 


Current Issues 


 DCF: 


♦ Significant share repurchases, so traditional dividend yield may not 
reflect all payments to shareholders 


♦ Growth rates are at most 5 years out and the industry is investing 
substantial amounts while demand forecasts are low, so not obvious 
that the 5-year growth reflect the very long term 


 Risk Premium: 


♦ Treasury bond yields currently very low, so utility bond yields may be a 
better benchmark 


 CAPM: 


♦ Risk-free rates currently very low - - are they representative for what is 
expected over the period rates will be in effect? 


♦ Market have been very volatile, so is the traditional Market Risk 
Premium representative going forward? 


 Comparable Earnings 


♦ Many companies performed poorly over the financial crisis, so a 
historical look at accounting earnings may not reflect the future 
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Jurisdictional Use of Models 


 FERC: Specific version of the single-stage DCF model for electric 
entities 


 


 State Jurisdictions:  Most hear evidence on several methods 
followed by a commission decision.  Comparable earnings model is 
controversial 


 


 Example: Mississippi Power’s PEP has a prescribed cost of equity 
determination: 


♦ Single-stage DCF 


♦ Risk-premium using long-term government bonds 


♦ Capital Asset Pricing Model 


• CAPM and ECAPM are weighted equally 


• Each model is calculated using different inputs for the MRP 







7/17/2012 


17 


33 


Overall Cost of Capital —The Basic Parameter 


 A company’s cost of capital depends primarily on the business risk of 


its assets. 


 


 The various liabilities and equity just repackage that risk so the 


company can raise capital as cheaply as possible, by appealing to 


investors looking for particular risk-reward tradeoffs. 


 


 The most basic measure of a company’s cost of capital is therefore 


its overall cost of capital, not its cost of common equity. 


 


 The cost of equity reflects both the company’s fundamental business 


risk and its financial risk.  The financial risk is determined by the 


degree to which the company finances its assets by non-common-


equity securities. 
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What is the “Overall Cost of Capital” Discussed in 


the Previous Slide? 


 It is the after-tax weighted-average cost of capital, known as the 


“WACC” in finance textbooks: the market-value weighted 


average of the cost of equity and the current market after-tax 


cost of debt. 


 


 Note that this is not the regulatory WACC, which is usually the 


book-value weighted average of the cost of equity and the pre-


tax, embedded cost of debt. 


 


 For this reason, in regulation it is useful to refer to the textbook 


“WACC” as the after-tax weighted-average cost of capital 


“ATWACC 
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What Risks Affect the Overall Cost of Capital? 


♦ Undiversifiable (“market,” “systematic”) risk 
• Example: Financial crisis; impact the cost of equity 


♦ Financial risk (leverage) 
• Example: A utility takes on debt to build a new transmission line and increases its 


debt percentage 


■ coverage ratios ↓ 


■ debt / equity ratio ↓  


■ cost of equity ↑ 


♦ Business risk 
• Example: Energy efficiency is implemented but no decoupling is put in place 


■ The utility is exposed to volumetric risk 


♦ Cash flow become more uncertain 


♦ Asymmetric risk 
• Example: An earnings test is implemented asymmetrically, so the utility shares 


earnings above the allowed ROE plus 200 basis points but customers do not share in 
earnings below the ROE minus 200 basis points 


• If the allowed ROE equals the cost of equity, the utility cannot on average earn its 
allowed ROE 
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Sources of Risk 


1. Market volatility 


 Increases uncertainty and the market risk premium 


2. Interest Rates 


 Currently low, but debt levels are high 


3. Capital Expenditures: EPA regulations, transmission, renewable 


requirements 


 High capex increase risk 


 Construction period may be associated with credit deterioration 


4. Electricity Demand Growth Likely Low 


5. Consumers’ Ability to Pay 


6. Regulatory Uncertainty 


   


38 


Sources of Risk: Capital Expenditures and Growth 


   


Growth in electric consumption: 


 1970s:    4.7% 


 1980s:    2.9% 


 1990s:    2.4% 


 2000-09:  0.5% 


 2010-35:  1.0% 


 


Source: EIA, “Annual Energy Outlook, 


2011.” 
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Market Risk and the Regulatory Environment 


 


 Citi’s calculation of utilities market risk 


   


Citi includes utilities in 


jurisdictions with an 


Above Average or 


Average/1 rating from 


RRA in the 


Constructive group.   


 


Utilities in jurisdictions 


below average or 


Average/3 are included 


in the Less 


Constructive group. 


Source: Citi, “Utility Infrastructure: Planning for the Next ‘Dog’ Year,” SURFA Financial 


Forum, 2011. 
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Allowed vs. Earned Electric Utility ROE 
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Does Regulatory Initiatives Affect the CoC? 


 Finance theory holds that only initiatives that affect 


the systematic risk affect the cost of equity capital, so 


any impact depends on which risks are impacted 


 


 Debt markets (and credit rating agencies) view cash 


flow stability and guaranteed recovery favorably, so 


the cost of debt may be impacted decoupling, riders / 


trackers, fuel adjustment clauses, etc. 
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Energy Efficiency and Revenue Decoupling 


 Under traditional rate making, increased sales leads 


to increased profits 


 


 Emphasis on energy conservation increases the risk 


that a regulated utility may not earn its allowed return 


 


 Revenue Decoupling attempts to sever the link 


between sales and profits and remove the incentive 


for the utility to increase sales  
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Revenue Decoupling and Cost of Capital 


 What is the effect on the utility’s COC from decoupling? 


 


 Answer depends upon the implementation of the decoupling provisions but 


several points to consider:  


♦ What type of risk is being reduced?  Systematic (affects COC) or 


Diversifiable (no effect on COC) 


♦ Was the utility’s risk increased due to conservation so that the risk 


reduction returns the utility to pre-conservation risk levels?   


♦ How does decoupling interact with other regulatory policies in the 


jurisdiction?  (Policy may increase asymmetric risk) 
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Regulatory Determinations 


 Some regulatory Approvals of decoupling have reduced the 


 Allowed Return on Equity (RoE)  


♦ As of 2010, in just over 20% of decoupling cases   


♦ When made, reductions averaged about 46 bps for electrics; 30 


bps for gas utilities  


♦ These Commission decisions are based on judgment, not on 


empirical estimates of the reduction in the CoC 


 


 


 







7/17/2012 


24 


47 


Risk Management vs. Risk Compensation 


Decoupling: Empirical studies have found no evidence that the 


CoC was lower for entities subject to decoupling than other 


entities 


 


Possible explanation: decoupling as implemented because 


revenue risks were high, so decoupling merely bring the risks 


back in line with what it was prior to energy efficiency initiatives 


 


Similarly, PPAs are liabilities and hence increase the buyer’s 


financial leverage.  The impact hereof can be counteracted by 


regulatory pre-approval of recovery. 


 Wisconsin PSC has in past decisions explicitly recognized this impact. 
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Further Readings 


 


Utility Finance Textbooks: 


L.R. Giacchino & J.A. Lesser, Principles of Utility Corporate Finance, Public Utilities 


Reports, 2011, Chapters 9-13. 


R.A. Morin, New Regulatory Finance, Public Utilities Reports, 2006, Chapter 4-6, 8-9, 


and 13.  


Other: 


Stephen St. Marie (CA PUC), “Utility Cost Recovery Mechanisms and Financial 


Sustainability,” SURFA 43th Financial Forum, April 2011. 


“The Impact of Decoupling on the Cost of Capital: An Empirical Investigation,” by Joe 


Wharton, Michael Vilbert, Richard Goldberg and Toby Brown, The Brattle Group 


Discussion paper, Mar. 2011. 


J. Franks, M. Lally, S.C. Myers, “Recommendations to the New Zealand Commerce 


Commission on whether or not it should change its previous estimate of the tax-


adjusted market risk premium as a result of the recent global financial crisis,” New 


Zealand Commerce Commission, April 2010. 
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MAUREEN McNICHOLS* AND PATRICIA C. O'BRIENt 


1. Introduction 


This paper examines the relation between analysts' information about 
a stock's future prospects and their decisions to issue investment recom- 
mendations and earnings forecasts for that stock, and the implications 
of this relation for the observed distribution of recommendations and 
earnings forecast errors. Articles in the financial press have long argued 
that analysts are reluctant to issue unfavorable investment information, 
perhaps because they fear jeopardizing potential investment banking 
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168- EXPERTS AND THE APPLICATION OF EXPERTISE: 1997 


business;1 they fear losing access to management as a source of informa- 
tion;2 and/or they seek to generate trading commissions.3 To date, the 
academic literature has generally suggested that these forces cause ana- 
lysts to bias their true predictions toward a more optimistic view. We 
examine an alternative response to disincentives to disclose negative in- 
formation, that analysts are more likely to provide forecasts and recom- 
mendations for stocks about which their true expectations are favorable. 


Analyst overoptimism is well documented and researchers have de- 
scribed incentives that could motivate excessive optimism.4 Dugar and 
Nathan [1995] and Lin and McNichols [1997] find that analysts whose 
employers have underwriting relationships with a company issue more 
favorable investment recommendations than unaffiliated analysts. Fran- 
cis and Philbrick [1993] conjecture that analysts curry favor with man- 
agement because management is a source of analyst information; they 
find that Value Line analysts tend to issue more favorable earnings fore- 
casts for firms with less favorable timeliness rankings. Das, Levine, and 
Sivaramakrishnan [1996] examine whether alternative forecast sources 
limit analysts' strategic behavior; they find that analysts' forecasts are 
less optimistic when accurate time-series forecasts are available. These 
results suggest that strategic concerns influence analysts' forecasts and 
recommendations. 


Some researchers have proposed models in which analysts respond to 
these strategic concerns by adding bias to their true beliefs.5 An alter- 
native response, which we explore in this paper, is that analysts are 
more likely to report on stocks about which they have favorable views. 
Although either additive forecast bias or self-selection could generate the 
observed distributions of overoptimistic forecast errors, the two mecha- 
nisms have different implications over the life cycle of an analyst's cover- 
age of a given stock. In particular, if analysts report selectively based on 
their expectations of the firm's prospects, initiating and dropping cover- 
age will be associated with relative optimism and pessimism, respectively, 
while the same need not be true if analysts bias their reports. 


If analysts do not report their expectations when these are sufficiently 
low, then the lower tail of the distribution of forecasts will be censored, 


'Darlin [1983], Gibson and Wall [1984], and Siconolfi [1992; 1995a; 1995b]. 
2 Dirks and Gross [1974], Tannenbaum and Berton [1987], and Siconolfi [1995b]. 
3 Darlin [1983]. The trading commission explanation presumes that buy recommenda- 


tions generate greater revenues than sell recommendations. This is argued on grounds that 
sell recommendations can motivate transactions only by those currently holding the stock 
or those willing to take more costly short positions, while buy recommendations can gen- 
erate transactions from a broader set of investors. 


4 See, for example, Lin [1994] on analyst recommendations and O'Brien [1993] on an- 
alyst earnings forecasts, and the references therein. 


5See, for example, Francis and Philbrick [1993] and Krishnan and Sivaramakrishnan 
[1996]. 
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and average observed forecasts and recommendations will be higher 
than the (unobserved) mean of all expectations. If an analyst forms and 
reports unbiased expectations, his reported recommendations and fore- 
casts should be correct, on average. However, if analysts discontinue 
coverage of a stock or avoid updating their forecasts when new infor- 
mation suggests the stock's future performance will not be favorable, a 
sample of observed forecasts will be, on average, too high. This occurs 
because the analyst's prior forecast, though unbiased conditional on the 
analyst's information at the time it was issued, is no longer an unbiased 
forecast given the unfavorable information subsequently received by the 
analyst. Our results suggest that some portion of the pervasive observed 
overoptimism in analysts' forecasts and stock recommendations stems 
from censoring of this sort, rather than from analysts adding bias to 
their true beliefs. 


We find that the ratings analysts assign to stocks they have just added 
to their lists of followed stocks are heavily weighted toward "Strong Buy" 
recommendations, compared with ratings of stocks with previous rec- 
ommendations. This is consistent with analysts preferentially adding 
stocks whose future prospects they view most favorably. We also find the 
converse result, that the stocks analysts drop tend to have lower ratings 
than those whose coverage continues. 


It is possible that analysts simply skew their recommendations toward 
extremely favorable ratings at the start of coverage to win favor with 
management. We distinguish between self-selection and this alternative 
in two ways. First, we provide evidence that analyst selection is related to 
fundamental information about the stocks. Realized performance, as 
reflected in subsequent return on equity, is significantly more favorable 
for stocks that analysts add than for stocks that analysts have covered in 
the past, or for stocks that analysts subsequently drop. This suggests that 
analysts' relative optimism at the start of coverage and relative pessimism 
near the end of coverage reflect information about future performance, 
not just "window dressing." 


A second distinction between selection based on favorable informa- 
tion and strategic forecast bias can be drawn from the behavior of fore- 
cast errors. Self-selection implies that forecasts made prior to a decision 
to drop coverage will display more overoptimism than forecasts for 
stocks analysts do not drop. This is true because analysts do not report 
forecasts when they drop stocks from coverage, and the last forecast 
prior to dropping coverage will fail to reflect negative information that 
precipitates the drop decision. Our results support this conjecture and 
are inconsistent with the alternative that analysts introduce less forecast 
bias near the end of coverage. 


Our paper makes three contributions to the literature. First, we doc- 
ument the influence of self-selection on the distribution of analysts' fore- 
casts and recommendations. Understanding the mechanism by which 
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analysts produce and report information is important for modeling their 
behavior, empirically or theoretically.6 Much prior literature on analyst 
forecasting activity implicitly assumes that the distribution of reported 
forecasts represents the population of beliefs. Our results suggest that 
discussions of bias, rationality, and efficiency of forecasts should consider 
the possibility that the observed distribution of forecasts is censored. 


Second, we suggest several ways in which analysts could avoid releasing 
negative information and provide related empirical evidence. Although 
the financial press contains suggestions and anecdotes of this avoid- 
ance,7 the extent and the methods of avoidance are, to our knowledge, 
not documented. In addition to our evidence on self-selection, we doc- 
ument that analysts infrequently issue sell recommendations, although a 
substantial majority of our sample analysts sometimes do so. We find that 
downgrades occur more frequently in our sample than upgrades, but we 
document a longer revision time for downgrades than for upgrades. 


Third, our findings on analyst selection are important for understand- 
ing the role of mandated financial reports, because analysts' informa- 
tion production affects firms' information environments.8 Our results 
suggest that analysts' allocations of effort across firms depend on their 
expectations of each firm's future performance. If so, analysts gather and 
disseminate less information for firms with poor future prospects; this 
view is supported by our finding that analysts issue less frequent fore- 
casts for stocks prior to discontinuing coverage. Furthermore, we find 
that analysts provide more frequent forecasts and recommendations for 
newly added firms than for firms with ongoing coverage. This behavior 
enriches the information environments of firms with good future pros- 
pects. Finally, we find that more time elapses before ratings downgrades 
than before ratings upgrades, suggesting that bad news from analysts 
appears on a less timely basis. 


Section 2 clarifies our use of the words bias and optimism and the 
implications of these concepts for our study. Section 3 describes our hy- 
potheses, section 4 describes the data, and section 5 provides descriptive 
statistics for our sample. Section 6 describes the test designs and results 
and section 7 concludes the paper. 


6 Some prior and contemporaneous research proposes or documents analyst self- 
selection. Moses [1990] reports that analysts tend to drop coverage of failing firms in the 
year prior to a bankruptcy filing. In Trueman's [1996] model of managers' disclosure in- 
centives, analysts cover only firms for which they obtain favorable information. Hayes [1997] 
models analyst incentives to generate trading commissions and develops conditions under 
which analysts preferentially announce forecasts that support "Buy" recommendations. 


7 Dirks and Gross [ 1974], Darlin [ 1983], and Abelson [ 1994]. 
8 The literature that addresses this issue includes investigations of analyst incentives to 


follow firms, e.g., O'Brien and Bhushan [1990], Brennan and Hughes [1991], Trueman 
[1996], Hayes [1997], and Lang and Lundholm [1996]. 
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2. Bias and Optimism 
We distinguish between the effects of analysts' reporting other than 


their true beliefs and the effects of analysts' reporting their true beliefs 
selectively. Both reporting strategies may be motivated by disincentives 
to report negative information. We present a simple characterization of 
the empirical implications of forecast bias and selection bias to guide 
our empirical tests. We first clarify our use of two commonly used but 
ambiguous terms: bias and optimism. 


2.1 FORECAST BIAS AND SELECTION BIAS 


One form of bias, which we describe as forecast bias, arises when an 
analyst reports a number different from his true subjective expectation. 
To be more precise, let A be actual earnings for a given firm and year, 
and Fit be analyst i's reported forecast of A at time t.9 Let 1it be analyst i's 
information set and subjective beliefs at time t. 1it includes observable 
information, like the past history of earnings and prices, as well as unob- 
servables like the analyst's knowledge of and opinions about the firm, its 
industry, and the economy. We define the forecast to be unbiased when 
the announced forecast is the analyst's subjective expectation: 


Fit = Ei (A Iit). (1) 


The forecast is biased if the analyst reports a number different from his 
subjective expectation or: 


Fit = Ei (A I Jit) + bit, where bit 0. (2) 


Notice that bit, the forecast bias, is not observable, because the analyst 
announces only Fit. 


The term bias is also commonly used to mean the outcome of non- 
random selection. When observations are not random draws from a 
population distribution, the sample mean is in general a biased estima- 
tor of the population mean. We refer to this form of bias using the con- 
ventional term, selection bias. 


Our selection conjecture is that an analyst may report or not, depend- 
ing on how favorable his information is. In this case, observed forecasts 
are not random draws from the population of analyst beliefs, even if 
each analyst reports his true beliefs whenever he reports. To illustrate, 
assume that analyst i forms an expectation about A based on 1it and 
decides whether to announce the forecast based on whether his beliefs 
are sufficiently favorable. If we denote a null report by I, and the point 
at which the analyst decides not to report as kit, the analyst's report is: 


Fit =Ei (A I Jit), for Jit kit, (3) 
= for 1it < kit. 


9 We suppress firm and year subscripts for simplicity, since in the current discussion we 
are concerned with only one firm-year. 
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As above, 1it includes the analyst's information and subjective beliefs at 
time t, so both the conditioning information 1it and the decision cutoff 
kit may be multidimensional and may vary across firms, analysts, and 
time.10 Although we do not model the decision explicitly, we presume 
that the analyst sets kit by weighing the potential ramifications of report- 
ing bad news (e.g., in firm relations) against those of not reporting (e.g., 
in brokerage commissions). 


In this example, the analyst reports his true beliefs whenever he re- 
ports, but the observed forecasts will not be random draws from the 
population of beliefs; unfavorable beliefs will be underrepresented. If 
beliefs are correct on average and if analysts always report their true 
beliefs but do not report their least favorable beliefs, then averages of 
reported forecasts will be overoptimistic. Further, abstracting from other 
factors that influence coverage, firms with fewer analysts providing fore- 
casts will have more overoptimistic errors, while those with more are 
likely to have errors that average to zero. 


Our characterizations of forecast bias and selection bias are relevant 
for recommendations as well as earnings forecasts. If analysts intention- 
ally overstate their earnings forecasts, then the same incentives could 
induce them to inflate their recommendations as well. Alternatively, if 
analysts report selectively, then a sample of observed recommendations 
may be a biased representation of the population. 


2.2 RELATIVE OPTIMISM AND OVEROPTIMISM 


Optimism is a second term commonly used in more than one sense. 
We distinguish ex ante from ex post optimism. Much of the prior lit- 
erature on forecasts uses "optimism" to describe the ex post observable 
relation between forecasts and their respective outcomes. We describe 
such measures as overoptimism: views that were too favorable in retro- 
spect. We contrast this with relative optimism, which we define as a view 
that is favorable relative to an ex ante benchmark, i.e., one that does not 
depend on the unknown future outcome.11 


10 Thresholds may vary because, e.g.: (1) an industry-specialist analyst may find it diffi- 
cult to maintain credibility if he does not cover the dominant firm in his industry; (2) an 
analyst may find it more costly to issue a negative report about an investment banking 
client of his employer than about another firm; (3) costs associated with investment bank- 
ing clients may change when the clients are in need of new capital; (4) costs of issuing 
negative reports may be smaller, or may be benefits, if the analyst has a brokerage clien- 
tele interested in short-selling. 


11 Overoptimism is not a necessary consequence of relative optimism in each case, al- 
though selection for relative optimism leads us to expect overoptimism on average. For ex- 
ample, an analyst could be relatively optimistic for a particular firm ex ante and if the firm 
does well, the relative optimism may be correct, or perhaps even pessimistic, in retrospect. 
We discuss the implications of relative optimism for observing overoptimism in detail in 
section 3.3. 
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Our selection conjecture is that analysts choose not to report when 
their information is sufficiently unfavorable. In our characterization 
from section 2.1, analyst i does not report when his information is below 
a threshold, 1it < kit. This is an ex ante decision, taken before the analyst 
knows the outcome. 


Documenting relative optimism requires establishing observable ex 
ante benchmarks. For example, if an analyst rates stock A more highly 
than he rates other stocks, then we could conclude that the analyst is 
relatively optimistic about stock A. Alternatively, if one analyst's earnings 
forecast or recommendation for stock A exceeds those made by other 
analysts at the same time for the same stock, then we could conclude 
that the analyst is relatively optimistic. The first benchmark is within- 
analyst, between-firms, and the second is within-firm, between-analysts. 
It is not clear which is closer to our construct of a threshold determined 
by weighing the costs and benefits of nonreporting. Under the assump- 
tion that the decision is primarily internal to the analyst we use a within- 
analyst, between-firms benchmark to test for relative optimism. If the 
analyst's decision is driven by comparisons with his peers, the power of 
our tests will be low relative to tests based on within-firm, between- 
analyst comparisons. 


To gauge relative optimism, we compare analysts' recommendations 
for newly added stocks to the same analysts' recommendations for other 
stocks that are not newly added. Because analysts report recommen- 
dations on a simple, finite scale common to all stocks, we can compare 
relative optimism across stocks. Forecast data, in contrast, are not di- 
rectly comparable across stocks because EPS are at different levels for 
different stocks. 


To motivate our study, we cite prior empirical observations that ana- 
lysts are overoptimistic. Overoptimism is more easily discernible in earn- 
ings forecast data than in recommendations data, because the outcomes 
are well defined and observable.12 While analysts' recommendations 
may implicitly contain expectations, these are not well defined. For ex- 
ample, though it seems reasonable that an analyst who issues a Strong 
Buy recommendation expects the recommended stock will outperform 
the market, the precise amount and the timing of the outperformance 
are ambiguous.13 Therefore, when we examine conjectures about over- 
optimism empirically, we focus on earnings forecast data, because the 
predictions are well defined. 


12 See Philbrick and Ricks [1991] for a discussion of which earnings figure analysts try to 
forecast. We use actual earnings numbers provided in the same database as the forecasts. 


13Womack [1996] finds that postevent drift after analyst buy and sell recommendations 
in 1989-91 is asymmetric. Buy recommendations have a small and short-lived postevent 
drift, while sell recommendations have postevent drift of -9.1% over six months. He con- 
cludes that analysts have stock-picking ability. 
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3. Hypotheses 


We will first test whether analysts are relatively optimistic when they 
add stocks, consistent with selection-based relative optimism. We focus 
on the decision to add stocks because it is an observable selection event 
at which analysts announce recommendations. In contrast, while the 
drop decision is observable, it is not accompanied by a report, so we 
have no direct test of relative pessimism.14 


How analysts' relative optimism translates into forecast errors depends 
on whether their expectations are based on valid information. If not, 
then ex ante relative optimism implies ex post errors of overoptimism, 
and likewise for relative pessimism. If analysts' views are informed, how- 
ever, then absent selection, relative optimism or pessimism has no im- 
plications for ex post errors. Relatively optimistic expectations will be 
borne out in relatively strong realized results and, conversely, forecast 
error distributions will not depend on the ex ante views of the analyst. 
In section 3.2, we discuss hypotheses to distinguish whether analysts' 
add and drop decisions are informed. 


We discuss the implications of selection for, and our hypotheses about, 
analyst overoptimism in section 3.3. The primary effect of selection, and 
the one that motivates this study, is that it censors pessimistic errors and 
thereby produces overoptimism. Overoptimism on average does not dis- 
tinguish selection bias from forecast bias, however. We are able to distin- 
guish between the two by exploiting the observability of drop decisions, 
even though no report is available. If our selection conjecture is cor- 
rect, then drop decisions reflect bad news, which is reflected in forecast 
errors of forecasts made before the drop. 


3.1 ANALYSTS' INITIAL AND FINAL RATINGS 


We conjecture that analysts will be relatively optimistic when they ini- 
tiate coverage. If, for example, analysts incur start-up costs to initiate 
coverage, and if they weigh the costs and benefits of reporting and 
report selectively, then ceteris paribus, higher costs imply higher thresh- 
olds (kit) to add stocks than to continue coverage.15 In this case, we ex- 
pect the distribution of ratings for newly added stocks will be shifted 
toward more favorable ratings, relative to the distribution for stocks with 
previous coverage. Alternatively, if all analysts' ratings are inflated, but 
analysts have no particular preferences for adding firms about which 
they are relatively optimistic, then the distributions of initial and con- 
tinuing coverage recommendations will be similar. Both would be shifted 


14As we discuss in section 3.1, our analysis of recommendations prior to drop decisions 
is indirect, because our tests depend on information arrival as well as selection. 


15 See Hayes [1997] for a model in which adding coverage is more costly than continu- 
ing coverage. 
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toward favorable ratings, but they would not differ.16 Our first hypothe- 
sis, stated in alternate form, is: 


HI: The distribution of analysts' stock ratings of newly added stocks is 
shifted toward more favorable ratings, relative to the distribution 
for stocks with previous coverage. 


We test this hypothesis by comparing the distribution of initial ratings 
for newly added stocks with randomly sampled ratings for stocks that 
are not newly added. 


We also expect that analysts are more likely to drop coverage of stocks 
about which they are relatively pessimistic.17 In general, however, we do 
not observe a recommendation at the drop date, so we will observe 
relative pessimism in analysts' last recommendations prior to dropping 
coverage only if the stocks' prospects have deteriorated beforehand. We 
examine this conjecture as a joint test of self-selection plus the prior 
trend in information. In alternative form, the joint hypothesis is: 


H2: The distribution of analysts' stock ratings prior to dropping cov- 
erage is shifted toward less favorable ratings, relative to the dis- 
tribution for stocks with subsequent coverage. 


The comparison group for stocks with discontinued coverage is slightly 
different from that for newly added stocks. We compare newly added 
stocks with those that had previous coverage. We compare the predrop 
distribution for dropped stocks with stocks that have subsequent cover- 
age. We discuss this distinction further in section 4, where we describe 
the data. 


3.2 RETURN ON EQUITY FOLLOWING INITIAL AND FINAL REPORTS 


Our selection conjecture is that analysts' coverage decisions are based 
on their expectations of firms' future prospects, which in turn reflect 
some combination of signal and noise. In the preceding section, we de- 
scribed tests for the existence of relative optimism or pessimism when 
analysts decide to add or drop a stock. In this section, we describe tests 
to detect whether these decisions reflect some fundamental information. 


Specifically, we compare industry-adjusted return on equity (ROE) in 
the first fiscal year ending after the analyst's add or drop decision to 


16Alternatively, analysts might add more bias at the start of coverage and less prior to 
dropping coverage, yielding relative optimism results identical to those we hypothesize for 
self-selection. In section 3.3, we discuss this possibility and describe tests that distinguish 
between it and selection. 


17 If, for example, the benefits to continued coverage increase in the stock's future per- 
formance, and the costs of continued coverage do not, the analyst's expected net return 
could be negative for stocks with sufficiently poor expected performance. 
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ROE in a randomly selected year for stocks with continuous coverage. 
We measure ROE as the company's return on equity less the median re- 
turn on equity of stocks in the same two-digit Compustat SIC code for the 
same Compustatyear.18 Prior research suggests that analysts' forecasts are 
informative.19 If their selections are based on valid information, then 
newly added stocks will subsequently perform better than stocks with 
prior coverage. Formally: 


H3: The median industry-adjusted return on equity is greater for 
newly added stocks than for those with prior coverage. 


Similarly, realized performance of stocks that are dropped will be weaker 
than the performance of stocks receiving ongoing coverage. 


H4: The median industry-adjusted return on equity is greater for 
stocks receiving continuous coverage than for those that are sub- 
sequently dropped. 


3.3 ANALYSTS' INITIAL AND FINAL FORECAST ERRORS 


Both positive forecast bias and self-selection based on relative opti- 
mism imply that, if analysts' true (but unobservable) beliefs are unbi- 
ased on average, then observed forecasts will be overoptimistic, on 
average. In the case of forecast bias, analysts add a positive amount to 
their true beliefs; in the case of self-selection, for any given realization, 
high forecasts are both more likely to be observed and more likely to be 
overoptimistic than low forecasts. 


However, self-selection (but not bias) implies that forecasts made 
prior to an analyst's dropping coverage of a stock will be more overopti- 
mistic than forecasts for other stocks. Our tests exploit the observability 
of drop decisions, even though the analyst does not issue a forecast 
when he drops a stock. Thus, the final observed forecast for a dropped 
stock comes from an earlier date and does not reflect the information 
that caused the drop, but the final forecast error reflects this information 
(see figure 1). In our conjecture this is negative information. Firms with 
continuing coverage will exhibit the base level of forecast overoptimism 
due to selection bias in reported forecasts, while dropped firms will have 
an oversampling of relatively optimistic forecasts, along with ex post 
news that convinced the analyst that his relative optimism was overopti- 
mism.20 This leads us to the hypothesis: 


18We calculate return on equity as income before extraordinary items and discontin- 
ued operations divided by the average of beginning and end-of-period shareholders' 
equity, using data on the 1995 PC Plus Compustat Annual Industrials Database. 


19 See, for example, Stickel [ 1991 ] and Lys and Sohn [ 1990]. 
20 H2 predicts analysts are relatively less optimistic about stocks they subsequently drop, 


and H5 predicts analysts are more overoptimistic about stocks they subsequently drop. 
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FIG. 1 -Analyst decision to drop coverage after making a forecast. The analyst forecasts 
earnings (A) based on information available at time 1 and reports his forecast F1. The analyst 
receives information between 1 and 2 that causes him to drop coverage. Forcast F2 at date 2 
is lower than F1, but is not observed. The error from the last observed forecast A - F1 reflects 
the information that caused the analyst to drop coverage at time 2, along with information 
arriving between 2 and 3. 


H5: Earnings forecast errors from the last forecast prior to an analyst's 
discontinuing coverage of a stock are more negative than forecast 
errors for stocks with new or continuous coverage. 


We test H5 by comparing the distribution of final forecast errors for 
stocks that analysts drop to randomly sampled errors from the distribu- 
tion for stocks with new or continuous coverage. We define continuous 
coverage as coverage from the later of the date the analyst adds the 
stock or the start of the database to the earlier of the end of the data- 
base or the end of the analyst's tenure with his firm. Because forecast 
errors become more accurate as the fiscal year-end approaches, we sep- 
arate the forecast errors into similar-horizon groups and test the hy- 
pothesis for each horizon separately. 


H5 distinguishes self-selection from competing explanations for ana- 
lysts' relative optimism about newly added stocks and relative pessimism 
about dropped stocks. Suppose analysts attempt to curry favor with man- 
agement by adding bias to their recommendations and forecasts. An an- 
alyst who is most concerned with management relations at the start of 
coverage, and least concerned at the end, will add larger forecast bias 
for newly added stocks and smaller (or nonexistent) forecast bias before 


The difference in the predictions for these two hypotheses stems directly from the fact 
that H2 examines recommendations which reflect the analysts' expectations prior to drop- 
ping, whereas H5 examines forecast errors which reflect information subsequent to the ana- 
lysts' last forecasts. H2 aims to capture negative information reflected in reports prior to 
drop decisions, whereas H5 aims to capture negative information arriving after the ana- 
lyst's final report that is realized subsequently in earnings. 
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dropping coverage. This pattern of forecast bias could generate appar- 
ent relative pessimism at the end of coverage, as we conjecture in section 
3.1. It suggests, however, that observed overoptimism should be smallest 
for dropped stocks, because forecasts would be less positively biased. 


Likewise, if the analyst's relative pessimism prompting the drop deci- 
sion is due to erroneous information, then dropped stocks might exhibit 
a negative "winner's curse." In this scenario, final forecasts for dropped 
stocks would exhibit the same degree of overoptimism as other forecasts, 
because the drop decision reflected invalid information. 


4. Data and Design 


4.1 THE DATABASE 


The source of our analyst data is a proprietary database from Research 
Holdings, Ltd., covering more than 4,000 analysts employed at 272 differ- 
ent research firms. The database begins in July 1987, and the version we 
use in this paper runs through December 1994. It contains several types 
of records, of which we use three: forecast annual EPS records, opinion 
records, and actual annual EPS records. A forecast or opinion record 
contains the analyst's name and the name of his employer, the CUSIP of 
the followed stock, the forecast or recommendation and the date it was 
issued, and the earnings year (forecast records only). Only annual EPS 
forecasts are included in the database. In addition to the individual 
analysts, the database contains more than 900 multiple-analyst teams, 
identified by several analysts' names appearing on one record. Actual 
EPS records contain the CUSIP, the fiscal year-end date, the earnings 
year, and, most typically, primary EPS before extraordinary items and 
the results of discontinued operations, as provided to Research Holdings, 
Ltd. by Standard & Poor's.21 Since the actual EPS data in this database 
begin in 1990, our tests on forecast errors cover 1990-94. 


Research Holdings, Ltd. codes opinions 1 through 5, where 1 indicates a 
"Strong Buy" recommendation and 5 indicates a "Strong Sell."22 Alpha- 
betic codes identify several other distinct events, including dropped or 
discontinued coverage (meaning the analyst has stopped covering a 
particular stock, at least for a time). Discontinuations in coverage are 
detected by Research Holdings, Ltd. when a stock fails to appear in a pub- 
lication from the research firm which previously included it, or by the 
passage of time if the analyst firm does not routinely provide complete 


21 Research Holdings, Ltd. provided primary EPS including extraordinary items for ap- 
proximately 8.5% of the forecast records. None of our inferences is affected when we in- 
stead use primary EPS before extraordinary items from Compustat. 


22 Some brokerage firms use only three categories of stock recommendations: buy, 
hold, and sell. Research Holdings, Ltd. generally maps these recommendations into ratings 
of 1, 3, and 5, respectively. We replicated all analyses using recommendations excluding 
observations from analysts employed by brokerage firms using only three categories and 
find our inferences are unchanged. 
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lists of covered stocks. In either case, Research Holdings, Ltd. staff confirm 
discontinuation of coverage by a phone call to the analyst.23 


4.2 SAMPLE SELECTION 


We focus on a sample of analysts and examine all their forecasts and 
recommendations, rather than focusing on a sample of firms and exam- 
ining all the analysts that cover them. This focus allows us to control the 
sample analysts' characteristics and incentives. In addition, our design 
is not confounded by coverage changes due to variations in the broker- 
age firms included in the database or variations in the aggregate num- 
ber of analysts in the economy. This helps ensure that add and drop 
decisions are due to analysts' assessments of the value of providing cov- 
erage, rather than to other factors. Finally, our design allows us to pro- 
vide direct evidence on the magnitude of turnover in analyst coverage, 
and therefore a sense of how much selection occurs. 


Our goal is to obtain a broadly representative sample of analysts, with 
sufficient data for each analyst to permit meaningful testing. We must 
observe an analyst long enough to distinguish when coverage of a stock 
is new. We must also observe the analyst covering a sufficient number of 
companies to allow comparisons. We performed exploratory tests on the 
first 1,000 analyst names in the database to get a sense of how restric- 
tions on these two dimensions, minimum longevity and minimum cover- 
age, would affect a sample. Based on these tests, we restrict our sample 
to analysts who report on at least five companies and who are in the 
database for at least two years.24 


Beginning with the 4,911 individuals in the database, we eliminate 
983 who report on fewer than five CUSIPS and 1,963 more who are in 
the database less than 24 months, leaving 1,965 that satisfied our lon- 
gevity and coverage restrictions. We then exclude 133 analysts affiliated 
with Value Line, Duff and Phelps, or Standard & Poor's, since we believe 
these analysts may have different incentives than those at broker firms. 
We sample 541 analysts (about 30%) randomly from the 1,832 remain- 
ing.25 We then attempt to eliminate redundancies in two ways. First, if 
two or more analysts from the same multiple-analyst team are in our 
sample, we eliminate all but one and assign the team records to the 


23AAnalysts do not routinely announce they are dropping coverage of stocks. Our sense 
is that drops in coverage are visible to investors with a lag, particularly when research rec- 
ommendations are not published on a routine schedule. 


24In principle, it is possible to track analysts when they change jobs, but we have not 
done so because of ambiguous names and overlapping dates. In what follows, "analyst" re- 
fers to a single person employed at a single investment firm. Our discussions assume that 
individual analysts, not their employers, make coverage decisions. Our tests do not distin- 
guish who makes the decision, but we will not find evidence of selection unless these deci- 
sions are made based on factors related to expected future performance. 


25 While we could have analyzed the entire population of analysts that met our longev- 
ity and coverage constraints, we chose to sample since some of our data checks require 
hand-matching of names. 
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remaining analyst. We eliminate five analysts by this procedure. Second, 
if our sample contains the same person working at two different re- 
search firms, we eliminate one employer for that individual. Thirteen 
analyst/employer pairs are eliminated by this procedure, leaving us with 
523 analysts. Thirteen of these analysts produce no recommendations, 
and two produce no forecasts. The sample analysts, in total, report on 
3,774 different companies, are employed at 129 different research or 
brokerage firms, and generate 13,258 analyst-company combinations. 


Table 1 provides information on the sample analysts' recommenda- 
tion and earnings forecast activity. Table 1 shows that we observe these 
analysts, on average, for approximately four years, during which they 
report on about 25 stocks. Analysts produce many more earnings fore- 
casts than recommendations, averaging 95.5 forecasts per year and 17.0 
per CUSIP, but only 18.8 recommendations per year and 3.4 per CUSIP26 
While analysts often issue forecasts for both the current year and one 
year ahead, this factor does not explain the more than fourfold differ- 
ence in activity. Most of the variables in table 1 have long upper tails, 
representing a few very prolific analysts, but the medians and means 
give similar pictures overall. 


4.3 DEFINING INITIAL AND DROPPED COVERAGE AND 
COMPARISON GROUPS 


The two critical events for our analysis of selection are analysts' initi- 
ations and discontinuances of coverage. We identify discontinuances 
from the database encoding, described in section 4.1. To identify initia- 
tions, we develop filters to distinguish between an analyst's initial report 
on a company and that analyst's first appearance in the database. On 
any one date, an analyst may update only a subset of all forecasts and 
recommendations, so his first appearance in the database need not con- 
tain a full list of stocks covered. We define all the companies listed by 
an analyst within the first six months after his first appearance in the 
database as "original coverage" and consider a company to be added 
only if it first appears more than six months after the analyst's first 
appearance. Analysts occasionally provide long lists of new companies on 
a single date, which we believe may correspond to changes in analysts' 
assignments. Since we believe these sudden changes in overall focus are 
fundamentally different from analysts deciding to add new companies 
within the ordinary course of financial analysis, we exclude them and 
restrict our definition of "added" companies to those added on dates 
with at most two other new companies. 


Since the database code for dropped coverage is associated with a 
verified decision, we do not need to apply filters for "dropped" stocks as 
we do for "added" ones. In some cases, however, the final forecast for a 


26 In fact, these numbers slightly understate total forecasts per CUSIP, since the forecast 
data begin in January 1988, while the recommendation data begin in July 1987. 
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dropped stock might be quite stale. We limit our analysis to forecasts 
made within 90 days of the decision to drop the stock, to ensure that our 
results are not driven by the inaccuracy of extremely outdated forecasts. 


For comparisons with "added" stocks, we use the stocks defined above 
as "original coverage," or alternatively we use observations we denote as 
"previous." The "previous" group are analyst-CUSIP observations where 
the analyst report was preceded by a previous report for the same stock 
by the same analyst. The advantage of the "original" group is that it con- 
tains stocks covered by the same analysts, but disjoint from the "added" 
group. However, the group may also contain some misclassified "added" 
stocks, depending on the quality of our filters for "added" stocks. Mis- 
classifications will reduce the power of our tests to distinguish differ- 
ences. The advantage of the "previous" group is that it consists of 
verified instances of continuing coverage. 


For comparison with "dropped" firms, we also use two different groups. 
"Continuous" stocks have continuous coverage from the later of initiation 
by the analyst or the start of the database, to the earlier of the end of the 
database or the end of the analyst's tenure with the brokerage firm. The 
"subsequent" group are analyst- CUSIP observations where the analyst is- 
sued a subsequent report for the same company. The "continuous" group 
(like the "original" group) is a disjoint set of firms covered by the same 
analysts. In this case, misclassifications are due to the limitations of the 
database: we can only ensure that these stocks are never dropped within 
the period covered by the database. Again, misclassifications will reduce 
the power of our tests. The advantage of the "subsequent" group is that 
it consists of verified instances where the report does not immediately 
precede a decision to drop coverage. 


Our choices of comparison groups raise three design issues. First, the 
definitions of several groups allow multiple observations for a given 
analyst-CUSIP. To ensure that repeated observations do not drive our 
results, we randomly sample one observation per analyst- CUSIP from the 
"previous," "subsequent," and "continuous" groups. Second, different 
comparison groups include different subsets of our sample analysts. For 
example, 450 of our 523 sample analysts drop at least one stock in our 
observation period, while 467 provide uninterrupted coverage of at least 
one stock. The intersection of these two subsets contains 395 analysts. 
To ensure that our results are not influenced by inherent differences 
in thresholds across analysts, we have replicated each comparison using 
only the intersection of the two subsets of analysts. None of our in- 
ferences is affected by this difference in design. Third, because drop- 
ping a stock does not necessarily cause another to be added at the same 
time, we do not construct matched pairs for tests in which the "added" 
and "dropped" subsamples are compared directly. Our comparisons of 
"added" and "dropped" stocks are made across analysts rather than for 
matched pairs of stocks added and dropped by the same analyst at the 
same point in time. 
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5. Analysts' Reporting and Effort Allocations Decisions 


This paper provides tests of the hypothesis that analysts' decisions 
about coverage of stocks are related to their expectations of the firms' 
future prospects. However, analysts make several other choices that af- 
fect their earnings forecasts and recommendations, and these choices 
affect the interpretation of our results based on earnings and recom- 
mendation data. In this section, we provide descriptive evidence on 
choices that relate to the design and interpretation of our primary 
hypothesis tests. One set of choices includes ways (other than dropping 
coverage) that analysts may avoid issuing negative reports. The second 
set of choices includes analysts' decisions about how much effort to allo- 
cate to covering a given stock. 


5.1 NEGATIVE REPORTS 


Although the financial press contains many allegations that analysts 
avoid reporting negative information,27 the precise way in which this 
avoidance manifests itself in observable forecasts or recommendations 
has not been documented. We examine three possible forms of avoid- 
ance: analysts may avoid issuing unfavorable, or sell, recommendations; 
analysts may avoid revising their recommendations downward; and ana- 
lysts may delay downward revisions. We provide descriptive evidence on: 
analysts' use of the "Sell" and "Strong Sell" ratings relative to "Strong 
Buy," "Buy," and "Hold" categories; the relative numbers of rating down- 
grades and upgrades, in total and conditional on the starting recom- 
mendation; and the time between successive ratings for downgrades and 
upgrades. 


Table 2 is a transition matrix, showing the median number of calen- 
dar days between successive ratings and (in parentheses) the number of 
changes from each rating category to each other rating category. It is 
evident from table 2 that the sell categories, 4 and 5, are used much 
more sparingly than the buy and hold categories.28 This phenomenon 
has been noted by others, including Lin [1994]. Sell recommenda- 
tions make up only 9.5% of analysts' ratings in our sample; but analyst 
use of sell categories is not restricted to a small subset of stocks, analysts, 
or analyst firms. Of the 3,774 stocks covered by our sample analysts, 
1,148, or 30.4%, receive ratings of 4 or 5 at some time. These rating 
categories are used by 374, or 73.3%, of our 510 sample analysts making 
recommendations. The analysts issuing sell recommendations work at 
102 different firms, or 79.1% of all analyst firms represented in our 
sample. Therefore, it appears that sparse use of sell recommendations 


27Dirks and Gross [1974], Darlin [1983], Gibson and Wall [1984], Galant [1990], 
Siconolfi [1992; 1995b], and Browning [1995]. 


28 These characteristics are clear in the data, so we have dispensed with formal hypoth- 
eses and statistical tests. 



http://www.jstor.org/page/info/about/policies/terms.jsp





184 MAUREEN MCNICHOLS AND PATRICIA C. O BRIEN 


TABLE 2 
Median Days between Ratings 


From 


To 1 2 3 4 5 


1 187.0 95.0 151.0 63.0 94.5 
(499) (2398) (2374) (47) (38) 


2 122.0 153.0 105.0 57.0 92.0 
(2544) (306) (3738) (301) (31) 


3 176.0 120.0 198.0 63.0 91.0 
(2866) (4089) (817) (1393) (519) 


4 205.0 91.0 92.0 175.0 58.0 
(61) (296) (1409) (46) (146) 


5 199.5 114.0 182.0 76.0 91.0 
(100) (36) (578) (143) (28) 


Upgrades 95.0 121.0 63.0 90.0 
(2398) (6112) (1741) (734) 


Downgrades 154.0 119.0 119.0 76.0 
(5571) (4421) (1987) (143) 


Median days between ratings for all upgrades: 98.0 (10985). 
Median days between ratings for all downgrades: 127.5 (12122). 
The Wilcoxon z-statistic (probability value) for the hypothesis that the median number of days is 


the same for all upgrades and all downgrades is 13.39 (p < 0.001). 
This table shows the median calendar days between successive analyst ratings for the same stock, 


classified by initial ("From") and subsequent ("To") rating. The rating categories correspond to analyst 
recommendations, with 1 = Strong Buy and 5 = Strong Sell. The sample includes ratings issued by 510 
analysts between July 1987 and December 1994. The number of observations for each cell is shown in 
parentheses. 


is a general phenomenon: most analysts use these categories, but only 
occasionally. 


The transitions indicate that analysts downgrade their stock recom- 
mendations more often than they upgrade. This is true both overall 
and for almost every symmetric pair of transitions (e.g., downgrades 
from 1 to 3 occur more often than upgrades from 3 to 1). However, con- 
ditional on the starting point, is the analyst more likely to upgrade or 
downgrade? We exclude starting points 1 and 5 because there is only 
one direction to move from these points, and we find mixed evidence 
on transitions from 2, 3, and 4. Analysts downgrade from 2 to 3 more 
often than they upgrade from 2 to 1, but the reverse is true for one-step 
moves starting from 3 or 4. 


Finally, we examine the timeliness of reported ratings upgrades and 
downgrades. If analysts prefer not to downgrade, the average time be- 
tween recommendations will be greater for downgrades than for up- 
grades.29 We measure the time in calendar days between sequential 
ratings and partition observations into upgrades and downgrades. We 


29We cannot isolate analysts as the sole cause of delays, since our observation of their 
behavior may be confounded if good news and bad news arrive at different rates. If bad 
news is delayed by managers or other news sources, analyst ratings changes may merely 
reflect exogenous information arrival. 
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test whether the distribution of times is the same for upgrades and 
downgrades using the Wilcoxon rank-sum test. Two patterns are notable 
in table 2. First, for every symmetric pair of transitions (e.g., down- 
grades from 1 to 3 versus upgrades from 3 to 1), the median number of 
days between ratings is smaller for the upgrade. Consequently, as re- 
ported below the transition matrix, the median number of days be- 
tween ratings for upgrades overall is significantly less than the median 
days between ratings for downgrades, indicating that analysts report un- 
favorable information on a less timely basis.30 Second, and relatedly, the 
median number of days between ratings is lowest for transitions from 
ratings 4 and 5, suggesting that analysts review their negative ratings 
more frequently and, when possible, tend to upgrade from these catego- 
ries relatively quickly. 


In summary, table 2 is consistent with analysts avoiding issuing nega- 
tive information about stocks they follow in two ways: they use "Sell" 
ratings infrequently and for relatively brief periods, and they appear to 
delay downgrades. While analysts do not avoid downgrading altogether 
(downgrades are more numerous than upgrades), their overwhelming 
use of favorable initial ratings makes the greater numbers of down- 
grades unsurprising. 


5.2 COVERAGE INTENSITY 


We expect that analysts can modify the intensity of their coverage of 
stocks depending on the expected returns to their effort. One observable 
indicator of coverage intensity is the frequency of revisions in ratings 
and forecasts. If analysts add stocks when they are relatively optimistic 
about them, and if analysts expect greater rewards when they are more 
optimistic, then we expect newly added stocks to receive greater alloca- 
tions of effort and therefore more intense coverage than stocks with 
continuing coverage. We also expect that analysts will allocate less effort 
to stocks prior to dropping coverage. It is important to note that this ex- 
pectation results from analysts' expected rewards and does not follow 
mechanically from our other results. In particular, if analysts rate newly 
added stocks as "Strong Buys" more frequently than they do stocks with 
previous coverage, then they are also more likely to downgrade newly 
added stocks-simply because no upgrade is possible from "Strong Buy." 
Also, analyst delay in downgrading would work against our expectation, 
as analysts would revise their ratings of newly added stocks more slowly. 


We measure the time between successive ratings (forecasts) as the av- 
erage number of days between ratings (forecasts) for a particular analyst- 
CUSIP We compare the distribution of revision times for newly added 
stocks with the distribution for stocks with ongoing coverage, using the 
Wilcoxon rank-sum test. We make a similar comparison between stocks 


30Also, analysts may simply allocate less effort to stocks for which the initial informa- 
tion is unfavorable, as in Hayes [1997]. 
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TABLE 3 
Comparison of Median Days between Forecasts or Ratings by Coverage Classification 


Median Number of Days Between Forecasts Ratings 


Panel A: Added vs. Original Companies 
All 48.1 163 


(11,511) (7,556) 
Added 42.4 129.7 


(4,163) (2,544) 
Original 51.3 182.6 


(7,348) (5,012) 
Wilcoxon z-statistic 23.4 18.2 


(< 0.001) (< 0.001) 


Panel B: Continuous vs. Dropped Companies 
Continuous 45.6 164.1 


(5,689) (3,913) 
Dropped 47.9 131.4 


(3,538) (2,064) 
Wilcoxon z-statistic 5.1 11.3 


(< 0.001) (< 0.001) 


This table shows the median days between forecasts (ratings) issued by 521 (510) analysts from July 
1987 to December 1994, for all available observations, and for several subsamples defined below. To be 
included in this table, an analyst must cover a given CUSIP for at least two days. The Wilcoxon rank-sum 
test, with continuity correction, tests whether the distributions of ranks of number of days between 
forecasts (ratings) are the same. Rejection with a positive z-score indicates that Added (Continuous) 
analyst-CUSIPobservations have shorter revision intervals than Original (Dropped) observations. 


Definitions of Coverage Classification 


Classification: Definition: 
All All stock ratings (forecasts) by 510 sample analysts between July 1987 and Decem- 


ber 1994, for stocks with at least two days of coverage. 
Added An analyst-CUSIPfor which the first rating of the stock by the analyst (1) occurred 


more than six months after the analyst's first appearance in the database and 
(2) occurred on a date with no more than two other new stocks. 


Original An analyst-CUSIP for which the first rating of the stock by the analyst (1) oc- 
curred within six months of the analyst's first appearance in the database or 
(2) occurred on a date with three or more other new stocks. 


Continuous An analyst-CUSIPfor which ratings are issued continuously (without discontinued 
coverage) from the first time the analyst-CUSIP appears in the database to 
either (1) the end of the database or (2) the analyst's departure from his/her 
firm. 


Dropped An analyst-CUSIP for which ratings are discontinued, and for which no subse- 
quent ratings or earnings forecasts are issued. 


whose coverage is discontinued and stocks with continuous coverage by 
a sample analyst. 


Table 3 contains an analysis of analysts' coverage intensity, as mea- 
sured by revision frequency. We find that analysts revise both forecasts 
and ratings significantly more frequently for "added" firms than for 
"original" firms, and that analysts revise their forecasts significantly less 
frequently for firms whose coverage is eventually discontinued than for 
firms with continuous coverage. Contrary to our expectations, however, 
we find that analysts revise their ratings significantly more frequently for 
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firms whose coverage is eventually discontinued than for firms with con- 
tinuous coverage. 


A second approach to measuring coverage intensity is to examine an- 
alysts' ex post accuracy in forecasting earnings. Allocating greater effort 
to newly added stocks should yield more accurate forecasts for these 
stocks. We also conjecture that analysts devote less effort to stocks they 
subsequently discontinue, but in this comparison we face the difficulty 
that we do not observe a forecast when the analyst drops coverage. 
Therefore, the relative accuracy of final forecasts prior to drops depends 
on whether drops generally follow a period in which the analyst de- 
creases his effort. 


We measure forecast accuracy by the absolute value of the price- 
deflated forecast error. As we described in section 4.3, we partition ana- 
lyst-CUSIPs into "added" or "original" for initial coverage, and "dropped" 
or "continuous" for later coverage. We compare the accuracy of initial 
forecasts for "added" stocks to forecasts for "original" stocks at a ran- 
domly selected date, using a Wilcoxon rank-sum test. Similarly, we com- 
pare the accuracy of final forecasts for "dropped" stocks to forecasts for 
"continuous" coverage stocks at a randomly selected date. To control for 
horizon effects, we partition the forecast errors into five horizon groups 
based on the number of calendar days between the forecast date and 
the fiscal year-end for which the analyst forecasts earnings. We compute 
forecast errors by subtracting the forecast from reported EPS, so that 
negative forecast errors correspond to bad news at the earnings release 
or overoptimistic forecasts. 


Table 4 indicates that forecasts for newly added stocks are more accu- 
rate than those for other stocks over all five horizons, while forecasts for 
dropped stocks are less accurate than those for stocks with continuous 
coverage, over four of the five horizons. These results are consistent 
with the evidence in table 3 that analysts revise forecasts more quickly 
for newly added stocks, suggesting that analysts allocate more effort to 
forecasts about stocks they add and, conversely, for stocks they drop. 


Greater accuracy for newly added stocks seems counterintuitive from 
the perspective of learning or experience. In this perspective, forecast 
accuracy for a given stock should improve with the analyst's experience, 
ceteris paribus. Clement [1997] and Mikhail, Walther, and Willis [1997] 
document that analysts are more accurate for stocks they have covered 
for longer periods of time. However, the difference between their re- 
sults and ours may well be due to differences in design. We do not 
compare an analyst's performance through time with the same stock. In- 
stead, we compare sample analysts' performance on all the stocks they 
cover and distinguish newly added stocks from others. Our results may 
be explained by a difference in effort levels at different points in the 
"life cycle" of analyst coverage of a stock. Clement and Mikhail, Walther, 
and Willis do not distinguish between new coverage and, for example, 
recent entry into their database, so the event of new coverage is not 
cleanly defined. If analysts apply more effort to covering newly added 
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TABLE 4 
Comparison of Median Absolute Forecast Errors by Coverage Classification and Forecast Horizon 


Panel A: Median Absolute Price-Deflated Forecast Errors, by Coverage Classification 
(Number of Observations in Parentheses) 


Horizona 


Coverage Classificationb 0-90 91-180 181-270 271-365 > 365 


Added 0.0045 0.0076 0.0100 0.0149 0.0177 
(857) (846) (815) (763) (354) 


Original 0.0056 0.0095 0.0135 0.0171 0.0244 
(1076) (1055) (1052) (1120) (2910) 


Continuous 0.0045 0.0086 0.0111 0.0133 0.0223 
(910) (899) (753) (812) (1528) 


Dropped 0.0065 0.0110 0.0181 0.0328 0.0214 
(248) (242) (237) (214) (201) 


Panel B: Wilcoxon z-Statistics (Probability Values) for Selected Comparisons C 
Horizona 


Comparison 0-90 91-180 181-270 271-365 > 365 


Added vs. Original 3.22 3.63 2.63 1.91 3.12 
(0.0013) (0.0003) (0.0086) (0.0558) (0.0018) 


Continuous vs. Dropped 2.38 2.76 3.77 5.19 0.73 
(0.0171) (0.0058) (0.0002) (0.0001) (0.4622) 


Added vs. Dropped 2.84 3.73 4.04 4.76 2.19 
(0.0045) (0.0002) (0.0001) (0.0001) (0.0283) 


aThe forecast horizon is the number of calendar days between the forecast date and the end of the 
fiscal year for which earnings are forecast. 


bCoverage classifications are defined in table 3. 
cThe Wilcoxon rank-sum test, with continuity correction, tests whether the distributions of ranks of 


absolute forecast errors are the same. Rejection with a positive z-score indicates that absolute forecast 
errors for the Original (Dropped) subsample are greater than for the Added (Continuous) subsam- 
ples. Two-tailed probability values are shown in parentheses. 


stocks than previously covered stocks, perhaps their effort dominates 
the effect of learning at this point. 


6. Tests and Results 


6.1 ANALYSTS' INITIAL AND FINAL RATINGS 


To document whether analysts tend to add stocks for which they hold 
relatively favorable views, we first classify the earliest recommendation 
from each analyst on a given stock as "added" or "original," using the cri- 
teria described above in section 4 and in the text of table 5. Table 5 and 
figure 2 show the distribution of stock ratings across a variety of classifica- 
tions, including these two, and tests of differences between groups. 


The distribution of ratings in the "added" group is consistent with 
H1, the hypothesis that analysts add stocks when they are relatively opti- 
mistic, since 1 is the modal rating, assigned to 44% of newly added 
stocks. The modal rating in the "original" group is 3. We believe our cri- 
teria for defining "added" stocks are such that the "added" group has 
relatively few misclassifications, while the "original" group probably con- 
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tains some misclassified "added" stocks. Misclassifications in either group 
will work against our finding differences between these two groups, but 
nevertheless we find strong differences. The chi-squared test of inde- 
pendence, reported at the bottom of table 5, strongly rejects the null 
that the ratings distributions are the same for the "added" and "original" 
groups.31 


Our second comparison in table 5 and figure 2B is between "added" 
stock ratings and (revised) ratings in the "previous" group. Initial rat- 
ings for "added" stocks are more favorable than ratings in the "previous" 
group, and the difference in ratings is statistically significant. 


Table 5 and figure 2 also report the results of investigating H2, that 
analysts drop coverage of firms when their expectations of future per- 
formance are less favorable, and that their ratings prior to dropping 
coverage at least partially reflect these less favorable expectations. Com- 
parisons of the distribution of the last ratings by analysts prior to drop- 
ping the stock, labeled "dropped," with the distribution of ratings for 
stocks with subsequent coverage show the "dropped" distribution is 
weighted toward less favorable ratings, and the difference is statistically 
significant. The evidence therefore supports H2. The ratings of the rel- 
atively small number of stocks where analysts have resumed reports after 
discontinuing them for a time (the "resumed" group) are significantly 
more favorable than either the ratings for stocks with previous coverage 
or the ratings for the "resumed" group prior to discontinuing coverage. 


In summary, we find strong evidence that analysts add stocks for 
which they can offer favorable recommendations. They rate more than 
two-thirds of newly added stocks buys or strong buys, and strong buy is 
the modal rating. Among stocks that are not newly added, roughly 50% 
are rated buy or strong buy, but analysts most often recommend hold- 
ing. We also find that analysts tend to discontinue coverage of stocks 
whose future prospects they view unfavorably and resume reports after 
a discontinuation for a subset of stocks whose future prospects again ap- 
pear favorable. We regard this as strong evidence that analysts self-select 
to report on firms for which they can make favorable reports. If analysts' 
incentives simply led them to raise all their reports toward favorable 
rating categories, the ratings of added stocks would not differ from the 
ratings of other groups. 


The frequency with which analysts add and drop stocks is also note- 
worthy. Of the 13,258 analyst-company observations for our sample pe- 
riod, which averages four years per analyst, 4,008 stocks were added and 
3,663 were dropped. This frequency, in conjunction with the evidence 
that coverage decisions are related to analysts' expectations about com- 
pany performance, suggests that such decisions may have a significant 
impact on information available to investors about stocks. 


31 Although the chi-squared test provides no information about the direction of differ- 
ences, the direction is clear from visual inspection of the distributions. See figure 2A. 
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TABLE 5 
Distribution Frequencies and Proportions of Analyst Recommendations by Coverage Classification 


Panel A: Distribution Frequencies and Proportions of Analysts' Recommendations 
Ratinga 


Coverage Classificationb 1 2 3 4 5 Sum 


All 10356 9894 15089 2368 1152 38859 
26.7% 25.5% 38.8% 6.1% 3.0% 100.0% 


Added 1756 996 1160 55 41 4008 
43.8% 24.9% 28.9% 1.4% 1.0% 100.0% 


Original 1964 1275 2707 250 124 6320 
31.1% 20.2% 42.8% 4.0% 2.0% 100.0% 


Dropped 826 624 1820 178 215 3663 
22.6% 17.0% 49.7% 4.9% 6.0% 100.0% 


Resumed 265 121 268 33 17 704 
37.6% 17.2% 38.1% 4.7% 2.4% 100.0% 


Continuous 1439 1122 1732 205 114 4612 
31.2% 24.3% 37.6% 4.4% 2.5% 100.0% 


Previous 1676 1798 2911 394 286 7065 
23.7% 25.5% 41.2% 5.6% 4.1% 100.0% 


Subsequent 2159 1857 2496 347 206 7065 
30.6% 26.3% 35.3% 4.9% 2.9% 100.0% 


Panel B: Tests of Differences in the Distributions of Recommendations between 
Groups with Different Coverage Classifications 


Contrast X2[(4): HO: no difference] p-value 


Added vs. Original 330.20 < 0.001 
Added vs. Previous 628.67 < 0.001 
Dropped vs. Continuous 237.32 < 0.001 
Dropped vs. Subsequent 322.09 < 0.001 
Resumed vs. Previous 74.18 < 0.001 
Resumed vs. Dropped 83.82 < 0.001 


aThe rating categories correspond to analyst recommendations, with 1 = Strong Buy and 5 = Strong 
Sell. 


bThe coverage classifications are defined below. 


Definitions of Coverage Classifications 


Classification: Definition: 


All All stock ratings by 510 sample analysts between July 1987 and December 
1994. 


Added First ratings of stocks by sample analysts that (1) occur more than six months 
after the analyst's first appearance in the database and (2) occur on a date 
with no more than two other new stocks. 


Original First ratings of stocks by sample analysts that (1) occur within six months of 
the analyst's first appearance in the database or (2) occur on a date with three 
or more other new stocks. 


Dropped Last ratings of stocks prior to analyst decisions to discontinue coverage. 


Resumed First ratings of stock after discontinuations. 


Previous A random sample, with one observation per analyst-CUSIP, from ratings of 
stocks that previously received ratings by the same analyst. 


Subsequent A random sample, with one observation per analyst-CUSIP, from ratings of 
stocks that subsequently received ratings by the same analyst. 
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A. Ratings of Added vs. Original Stocks 
Chi-squared(4) = 330.2 
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B. Ratings of Added vs. Previous Stocks 
Chi-Squared(4) 628.7 
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C. Ratings of Dropped vs. Subsequent Stocks 
Chi-Squared(4) 322.1 
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0.40 l |Dropped 
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FIG. 2.-Ratings for selected comparisons. 
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D. Ratings of Resumed vs. Dropped Stocks 
Chi-Squared(4) = 83.82 
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E. Ratings of Dropped vs. Continuous Stocks 
Chi-Squared(4) = 237.3 
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F. Ratings of Resumed vs. Previous Stocks 
Chi-Squared(4) 74.18 
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0.30 


Ratings (1 = Strong Buy) 


FIG. 2.-Continued. 


Finally, to provide additional evidence of greater relative optimism by 
analysts adding stocks than those previously covered or subsequently 
dropped, we test for more favorable earnings forecasts for stocks that 
are "added" vs. "original," "continuous" vs. "dropped," and "added" vs. 
"dropped." To permit cross-sectional comparisons, we scale EPS forecasts 
by the average of the firm's beginning and end-of-year book value per 
share, to calculate forecast return on equity. The findings (not reported) 
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strongly support the inferences from our tests based on ratings. Fore- 
cast return on equity is significantly higher for "added" stocks than for 
"original" stocks, for "continuous" stocks than for "dropped" stocks, and 
for "added" than for "dropped" stocks.32 Thus, analysts' selection deci- 
sions are reflected in both their recommendations and their earnings 
forecasts. 


6.2 RETURN ON EQUITY FOLLOWING INITIAL AND FINAL REPORTS 


In table 6, we report comparisons of return on equity and industry- 
adjusted return on equity for all four coverage subsamples. The median 
industry-adjusted return on equity realized for the fiscal year-end fol- 
lowing the analysts' decision to add coverage is 5.8%, compared to 4.0% 
for stocks with original coverage, 4.5% for stocks with continuous cover- 
age, and 2.8% for stocks whose coverage was dropped.33 Subsequently 
realized industry-adjusted return on equity is significantly higher for 
added stocks than for originally covered stocks, and significantly higher 
for continuously covered stocks than for stocks that are dropped. These 
differences are consistent with the differences in analysts' ratings re- 
ported in table 5 and support the notion that the differences in ratings 
across coverage categories are due to differences in information about 
firms' future earnings performance. Furthermore, we find that the me- 
dian industry-adjusted return on equity for all categories of coverage is 
positive, consistent with analysts' selecting better-performing companies 
in each industry.34 The positive performance implies that the stocks not 
covered by analysts tend to perform below the median in their indus- 
tries.35 Consistent with this implication, we find that median industry- 
adjusted ROE over 1989-94 is -.057 (significant at the .0001 level) for 
the 7,290 companies on Compustat that are not covered by our 523 sam- 
ple analysts. 


32 The forecast return on equity data are grouped according to the forecast horizons in 
table 4, providing five subsamples for each comparison. One-tailed probability values are 
significant at less than 0.005 for 11 of the 15 comparisons, and at less than 0.10 for all but 
one of the four remaining comparisons. These results are available from the authors upon 
request. 


33 We expect industry-adjusted return on equity to be higher for stocks that are contin- 
uously covered than for stocks in our original coverage category. The latter sample in- 
cludes both stocks that were continuously covered and stocks that were subsequently 
dropped. 


34The finding that stocks whose coverage was dropped by sample analysts perform bet- 
ter than the median for their industry suggests that firms that attract coverage, even if not 
retained, perform better than firms that received no coverage over the sample period. 
Additional analysis (not reported) indicates that the average number of sample analysts 
covering dropped stocks was 3.19, so many of these stocks are likely still covered by other 
analysts. 


35A broader consequence of our selection conjecture is that, if analysts use valid infor- 
mation to make their selections, then firms with lower analyst following should perform 
more poorly, ceteris paribus. 
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TABLE 6 
Comparison of Median Return on Equity and Industry-Adjusted 


Return on Equity by Coverage Classification 


Panel A: Return on Equity Measures (Number of Observations in Parentheses) 


Measurea 


Median Return Median Industry-Adjusted 


Coverage Classificationb on Equity Return on Equity 


Added 0.139 0.058 
(4,226) (4,226) 


Original 0.130 0.040 
(5,442) (5,442) 


Continuous 0.133 0.045 
(3,958) (3,958) 


Dropped 0.116 0.028 
(3,146) (3,146) 


Panel B: Wilcoxon z-Statistics for Selected ComparisonsC 


Comparison 


Added vs. Original 4.78 7.25 
(0.0001) (0.0001) 


Continuous vs. Dropped 9.53 8.56 
(0.0001) (0.0001) 


Addedvs. Dropped 11.76 12.20 
(0.0001) (0.0001) 


aReturn on equity is measured as income before extraordinary items and the results of discontin- 
ued operations divided by the average of beginning and end-of-period shareholders' equity. Industry- 
adjusted return on equity is return on equity less the median return on equity for all firms in the same 
two-digit Compustat SIC code for that Compustat year. 


bCoverage classifications are defined in table 3. 
CThe Wilcoxon rank-sum test, with continuity correction, tests whether the distributions of ranks of 


return on equity are the same. Rejection with a positive z-score indicates that the return on equity 
measure for the Added (Continuous) subsample is greater than for the Original (Dropped) subsam- 
ple. One-tailed probability values are shown in parentheses. 


6.3 ANALYSTS' INITIAL AND FINAL FORECAST ERRORS 


In table 7 and figure 3, we report comparisons of our sample analysts' 
price-deflated forecast errors, as described in hypothesis H5. The de- 
nominator for forecast errors is the stock's price on the trading day be- 
fore the analyst forecast date, censored to exclude prices below $0.20.36 
The median forecast errors generally are negative, except that median 
forecast errors for "added" stocks produced within 90 days of the fiscal 
year-end are zero.37 The results in table 7 and figure 3 are consistent 
with H5, with median price-deflated forecast errors more negative for 


36 Our inferences are not sensitive to changing the minimum denominator to $5.00 or 
to using uncensored price in the denominator. 


37 Some recent reports have suggested that analyst forecasts in recent years have not 
been overestimates on average. We do not find this to be true in our data. The mean and 
median forecast errors are negative in each of the years in our sample, and the magni- 
tudes of mean and median forecast errors from 1993 and 1994 fall roughly in the middle 
of the other years' error magnitudes. 
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TABLE 7 
Comparison of Median Forecast Errors by Coverage Classification and Forecast Horizon 


Panel A: Median Price-Deflated Forecast Errors by Coverage Classification 
Horizona 


Coverage Classificationb 0-90 91-180 181-270 271-365 > 365 
Added 0.0000 -0.0013 -0.0033 -0.0044 -0.0096 


(857) (846) (815) (763) (354) 
Original -0.0009 -0.0025 -0.0037 -0.0068 -0.0127 


(1076) (1055) (1052) (1120) (2910) 
Continuous -0.0003 -0.0013 -0.0027 -0.0040 -0.0114 


(910) (899) (753) (812) (1528) 
Dropped -0.0009 -0.0038 -0.0041 -0.0158 -0.0157 


(248) (242) (237) (214) (201) 


Panel B: Wilcoxon z-Statistics for Selected Comparisonsc 
Horizona 


Comparisonb 0-90 91-180 181-270 271-365 > 365 


Addedvs. Original 3.31 2.00 0.17 2.56 0.13 
(0.0009) (0.0460) (0.8633) (0.0103) (0.8990) 


Continuous vs. Dropped 0.89 1.77 0.60 3.10 1.96 
(0.3708) (0.0776) (0.5498) (0.0019) (0.0499) 


Added vs. Dropped 2.09 2.54 0.15 3.00 1.73 
(0.0362) (0.0111) (0.8817) (0.0027) (0.0839) 


aThe forecast horizon is the number of calendar days between the forecast date and the end of the 
fiscal year for which earnings are forecast. 


bCoverage classifications are defined in table 3. 
CThe Wilcoxon rank-sum test, with continuity correction, tests whether the distributions of ranks of 


absolute forecast errors are the same. Rejection with a positive z-score indicates that absolute forecast 
errors for the Original (Dropped) subsample are greater than for the Added (Continuous) subsam- 
ples. Two-tailed probability values are shown in parentheses. 


"dropped" stocks than for "continuous stocks" at every horizon, and with 
statistically significant differences at three of the five horizons. 


We conduct several sensitivity analyses of these results. First, we exam- 
ine the sensitivity of these results to size. If analysts have greater dis- 
cretion to add or drop coverage of smaller firms, the selection argument 
predicts that the difference in forecast errors of added vs. dropped 
stocks will be greater for smaller stocks. We regress the median fore- 
cast error on the log of market value of equity, an indicator for coverage 
(where added stocks are coded 1 and dropped stocks are coded 0), an 
indicator for size (where the firm is large if it is in the top-five deciles of 
market value of equity), and an indicator variable for each horizon. The 
median error is less negative for larger firms (t = 8.06), for added than 
for dropped stocks (t = 4.58), and for shorter horizons (t = 3.43). In ad- 
dition, the difference between the error for added and dropped stocks 
is greater for smaller firms (t = 3.34), consistent with analysts' greater 
discretion over coverage of smaller firms. 


Second, we also examine the sensitivity of our results to measuring 
forecast errors as a percentage of the forecast, where forecasts are re- 
quired to exceed $0.20 in absolute value. For this metric, the "dropped" 
forecast errors are significantly more negative than "continuous" or 
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A. Scaled Forecast Errors by Horizon, 
Added vs. Original Stocks 
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C. Scaled Forecast Errors by Horizon 
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FIG. 3.-Forecast errors scaled by price for selected comparisons. 


"added" groups for all five horizons.38 Third, analysts may drop cover- 
age of stocks that are delisted coincident with poor performance. We 
verify that the results are not affected by excluding forecast errors for 
the 4.6% of "dropped" stocks that have been delisted, or the 3.2% that 


38We adopt a significance level of 0.05, though the majority of z-values are significant 
with probability values less than 0.01. 



http://www.jstor.org/page/info/about/policies/terms.jsp





SELF-SELECTION AND ANALYST COVERAGE 197 


have been delisted before or within 30 days after the analyst drops cov- 
erage. Fourth, if analysts are more likely to be overoptimistic about IPO 
firms in general, and more likely to add these firms, then our forecast 
error tests could be less powerful due to this effect. We document simi- 
lar forecast error differences for firms that conducted IPOs in the prior 
two years, and for the remaining firms that were public for more than 
two years. 


The forecast error results are consistent with analyst self-selection in 
reporting and inconsistent with certain competing conjectures. If ana- 
lysts add more bias at the start of coverage and less or none before drop- 
ping, analysts' forecast errors will be more negative for added stocks 
and less negative for dropped stocks. Similarly, if analysts exhibit the 
winner's curse phenomenon by being blindly overoptimistic about the 
stocks they add, then we expect more negative forecast errors for added 
stocks and no difference in industry-adjusted return on equity. The evi- 
dence from recommendations, return on equity, and forecast errors 
taken together can be explained by our self-selection argument, but it 
cannot be explained by either a tendency to be intentionally more bi- 
ased for added stocks and less biased for dropped stocks, or by a win- 
ner's curse phenomenon. 


7. Conclusions 


Our analysis shows that analysts tend to add firms they view favorably 
and drop firms they view unfavorably, consistent with the conjecture 
that analysts report recommendations and forecasts selectively, based 
on whether their private information about a firm is favorable. Com- 
pared with the distribution of recommendations for stocks with previous 
coverage, the distribution of recommendations for newly added stocks 
is shifted significantly toward more favorable ratings. Conversely, the dis- 
tribution of recommendations immediately prior to analysts' dropping 
the stock is shifted toward less favorable ratings. 


We find evidence that self-selection by analysts is at least a partial 
explanation for the commonly observed phenomenon that analysts' 
forecasts of earnings are generally and persistently overoptimistic. If 
analysts are less likely to report when they have unfavorable information, 
overpessimistic errors will be underrepresented in observed distribu- 
tions of forecast errors. We find that forecast errors of stocks that ana- 
lysts drop are more negative than those receiving continuous coverage, 
suggesting that analysts drop coverage after receiving negative informa- 
tion, which then necessarily is not reflected in their last outstanding 
forecast. 


We examine the accuracy of analysts' information to distinguish be- 
tween selective reporting based on relative optimism and both intentional 
bias at the start of coverage and the winner's curse. Either of the com- 
peting explanations implies less accurate predictions for newly added 
stocks. We find that subsequently realized industry-adjusted return on 
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equity is greater for newly added stocks than for stocks with previous 
coverage, and less for stocks that are dropped. This suggests that ana- 
lysts' coverage decisions reflect information about firms' future earn- 
ings. We also find that forecast errors for newly added stocks are less 
negative than those for stocks covered originally. These results are con- 
sistent with both more favorable information and more accurate infor- 
mation supporting an analyst's decision to add a stock than to continue 
coverage. We find that analysts revise their forecasts of newly added 
stocks' earnings more frequently than for other stocks, suggesting that 
more intense effort may underlie the greater accuracy. 


We examine the extent to which analysts avoid or delay unfavorable 
news in several ways. We document that the median number of days 
between ratings that are downgrades is significantly greater than for up- 
grades, consistent with analysts delaying downgrades. We also find that 
analysts use sell recommendations infrequently and for shorter periods 
than buy or hold recommendations. However, we find that ratings 
downgrades are more frequent than upgrades. 


Our evidence is consistent with the conjecture that analysts report 
selectively when they have relatively favorable information and is not 
consistent with several alternative explanations for observed overopti- 
mism in analysts' forecasts. These findings suggest analysts' reports and 
accounting reports are not perfect substitutes, and that an important 
role for accounting reports arises in providing information about firms 
that analysts have less incentive to cover. 
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


Reconciliation of Indicators


Indicated Rates of Equity:
Rate Weight Weighted Rate


CAPM - Ex Post 12.50% 50% 6.25%
CAPM - Ibbotson Supply Side 11.90% 25% 2.98%
Dividend Growth Model 9.60% 25% 2.40%
Total 11.63%


Reconciled Equity Rate 11.70%


Weighted Average Cost of Capital:
Capital 


Structure Rate Composite
Long Term Debt 24.00% 5.40% 1.30%
Common Equity 76.00% 11.70% 8.89%
Flotation Costs 0.35%


Yield Cap Rate 10.54%


Gas Transmission Cap Rate 10.60%


Direct Cap Rate:
Capital 


Structure Rate Composite
Long Term Debt 24.00% 5.40% 1.30%
Common Equity 76.00% 4.90% 3.72%


Direct Cap Rate 5.02%


Reconciled Direct Cap Rate 5.00%


Yield Cap Rate 10.54%
Direct Cap Rate 5.00%
Estimated Industry Growth Rate 5.54%
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


Industry Averages


Company Beta Debt Rating
Long Term 
Debt Rate


Cabot Oil & Gas 'A' 1.25 NR
Callon Pete Co 1.85 NR
Chesapeake Energy 1.35 NI
Cimarex Energy 1.30 NI
Crosstex Energy 2.25 NR
Devon Energy 1.20 Baa1 5.57%
EnCana Corp. 1.15 Baa2 5.57%
Energen Corp. 1.15 BBB 5.57%
EOG Resources 1.15 A- 5.04%
EQT Corp. 1.20 Baa2 5.57%
Linn Energy, LLC 0.90 NR
MDU Resources 1.00 NR
National Fuel Gas 1.00 Baa1 5.57%
Newfield Exploration 1.35 NI
Penn Virginia Corp. 1.60 NI
Petroleum Development Corp. 1.65 NR
Provident Energy Ltd. 1.35 NR
Quicksilver Res. 1.65 NI
Southwestern Energy 1.15 NI


Mean 1.34 5.48%
Median 1.25 5.57%


Industry Average Beta 1.34
Market Value of Debt 5.40%


Corporate Bond Yield Averages - Public Utility Bonds
Moody's S&P Yield Avg
Aaa AAA
Aa1 AA+
Aa2 AA
Aa3 AA- 4.78%
A1 A+
A2 A
A3 A- 5.04%
Baa1 BBB+
Baa2 BBB
Baa3 BBB- 5.57%


Notes:
See Mergent Bond Record for yield average calculations.
Companies with BB (S&P) or Ba (Moody's) Bond ratings or less were excluded from the data. NI for not included.
Not rated companies also excluded. NR for not rated.
Companies with zero Beta excluded from average beta calculation:


Company Beta Debt Rating
Companies eliminated from calculation:
Cross Border Resources Inc 0.00 NR
QEP Resources 0.00 NR
Questar Corp. 0.00 A3
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


Capital Structure at Market Value


Company


Market Value 
of Long Term 


Debt


Market Value 
of Preferred 


Equity


Market Value 
of Common 


Equity
Total Market 


Value


% Long 
Term 
Debt 


% Preferred 
Equity


% Common 
Equity


Cabot Oil & Gas 'A' 975.00 0.00 15,029.05 16,004.05 6.09% 0.00% 93.91%
Callon Pete Co 165.50 0.00 135.77 301.27 54.93% 0.00% 45.07%
Chesapeake Energy 12,640.00 3,065.00 16,070.52 31,775.52 39.78% 9.65% 50.58%
Cimarex Energy 350.00 0.00 5,375.94 5,725.94 6.11% 0.00% 93.89%
Cross Border Resources Inc 3.56 0.00 14.55 18.11 19.66% 0.00% 80.34%
Crosstex Energy 711.51 0.00 592.82 1,304.33 54.55% 0.00% 45.45%
Devon Energy 3,819.00 0.00 27,807.47 31,626.47 12.08% 0.00% 87.92%
EnCana Corp. 7,129.00 0.00 14,464.61 21,593.61 33.01% 0.00% 66.99%
Energen Corp. 405.25 0.00 3,430.61 3,835.86 10.56% 0.00% 89.44%
EOG Resources 5,003.34 0.00 23,287.82 28,291.16 17.69% 0.00% 82.31%
EQT Corp. 1,943.20 0.00 8,915.94 10,859.14 17.89% 0.00% 82.11%
Linn Energy, LLC 2,742.90 0.00 5,789.29 8,532.19 32.15% 0.00% 67.85%
MDU Resources 1,433.96 15.00 3,877.76 5,326.72 26.92% 0.28% 72.80%
National Fuel Gas 899.00 0.00 4,689.31 5,588.31 16.09% 0.00% 83.91%
Newfield Exploration 2,304.00 0.00 5,491.05 7,795.05 29.56% 0.00% 70.44%
Penn Virginia Corp. 506.54 0.00 245.55 752.09 67.35% 0.00% 32.65%
Petroleum Development Corp. 295.70 0.00 685.54 981.24 30.14% 0.00% 69.86%
Provident Energy Ltd. 324.77 0.00 2,403.19 2,727.96 11.91% 0.00% 88.09%
QEP Resources 1,472.30 0.00 5,525.02 6,997.32 21.04% 0.00% 78.96%
Questar Corp. 898.50 0.00 3,339.97 4,238.47 21.20% 0.00% 78.80%
Quicksilver Res. 1,746.72 0.00 1,282.50 3,029.22 57.66% 0.00% 42.34%
Southwestern Energy 1,093.00 0.00 12,994.09 14,087.09 7.76% 0.00% 92.24%


Mean 27.01% 0.00% 72.54%
Median 21.12% 0.00% 78.88%
% Capital Structure at Market Value 24.00% 0.00% 76.00%


Notes:
Data downloaded from Value Line.
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


CAPM Ex Post:


Federal Reserve (20 year) US Treasury Coupon Bond Yield 3.61% 1


Ibbotson Long-horizon expected equity risk premium 6.62% 2


Market risk premium 6.62%
Industry Beta 1.34
Industry Risk Premium 8.88%
Add: Risk-Free Rate 3.61%
Indicated Equity Rate 12.49%


Rounded Indicated Equity Rate 12.50%


Notes:
1 Federal Reserve Statistical Release - 2011 Average Yield on 20-year  Maturity Treasury Bond Yield
2 Long-horizon expected equity risk premium (historical), Ibbotson SBBI 2012 Valuation Yearbook, Key Variables in 


Estimating the Cost of Capital.


CAPM - Ibbotson Supply Side:


Federal Reserve (20 year) US Treasury Coupon Bond Yield 3.61% 3


Ibbotson Long-horizon expected equity risk premium 6.14% 4


Market risk premium 6.14%
Industry Beta 1.34
Industry Risk Premium 8.24%
Add: Risk-Free Rate 3.61%
Indicated Equity Rate 11.85%


Rounded Indicated Equity Rate 11.90%


Notes:
3 Federal Reserve Statistical Release - 2011 Average Yield on 20-year  Maturity Treasury Bond Yield
4 Long-horizon expected equity risk premium (supply side), Ibbotson SBBI 2012 Valuation Yearbook, Key Variables in 


Estimating the Cost of Capital.
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


Dividend Growth Model


Company


 Current 
Dividend 
Yield (DY)


Proj EPS 
Growth Rate 
5 Year (EG)


Proj Dividend 
Growth Rate 5 


Year (DG)


Cost of Capital 
Earnings Growth   DY 


+ EG


Cost of Capital 
Dividend Growth 


DY+ DG
Cabot Oil & Gas 'A' 0.23 14.00 14.23
Chesapeake Energy 1.40 6.00 7.50 7.40 8.90
Cimarex Energy 0.56 9.00 9.00 9.56 9.56
Cross Border Resources Inc 3.40 8.50 11.90
Crosstex Energy 3.13 8.50 11.63
Devon Energy 1.07 8.00 4.00 9.07 5.07
Energen Corp. 1.02 6.00 4.50 7.02 5.52
EOG Resources 0.58 17.00 8.00 17.58 8.58
EQT Corp. 1.62 19.00 2.00 20.62 3.62
Linn Energy, LLC 7.51 4.00 11.51
MDU Resources 3.07 4.50 3.00 7.57 6.07
National Fuel Gas 2.85 6.50 5.50 9.35 8.35
QEP Resources 0.35 11.00 11.35
Questar Corp. 3.34 7.50 10.84


Mean 2.15 10.10 6.00 11.38 8.46
Median 1.51 8.50 6.50 9.46 8.74


Indicated Rate 9.60%


Notes:
Companies with no projected dividend yield &no projected growth rates were removed from the model.
Companies with negative projected dividends and/or earning growth were also removed.


Company


 Current 
Dividend 
Yield (DY)


Proj EPS 
Growth Rate 
5 Year (EG)


Proj Dividend 
Growth Rate 5 


Year (DG)
Companies Eliminated from Calculation:
Callon Pete Co 0.00 0.00 0.00
EnCana Corp. 4.01 0.00 -5.00
Newfield Exploration 0.00 8.50 0.00
Penn Virginia Corp. 4.54 0.00 0.00
Petroleum Development Corp. 0.00 0.00 0.00
Provident Energy Ltd. 4.48 0.00 -6.00
Quicksilver Res. 0.00 11.00 0.00
Southwestern Energy 0.00 0.00 0.00
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


Direct Cap Rate Calculation


Company
3 Month High Low 


Avg Stock Price Est EPS
Price to Earnings 


Multiple
Cabot Oil & Gas 'A' 76.69 0.70 109.55
Chesapeake Energy 25.47 2.85 8.94
Cimarex Energy 63.07 6.00 10.51
Devon Energy 62.31 5.85 10.65
EnCana Corp. 19.65 0.65 30.22
Energen Corp. 47.81 3.95 12.10
EOG Resources 91.61 3.50 26.17
EQT Corp. 59.78 2.15 27.80
Linn Energy, LLC 36.41 1.80 20.23
MDU Resources 20.54 1.30 15.80
National Fuel Gas 56.60 3.55 15.94
Newfield Exploration 40.90 4.10 9.98
Provident Energy Ltd. 9.00 0.50 17.99
QEP Resources 31.41 1.95 16.11
Questar Corp. 18.92 1.15 16.46
Quicksilver Res. 7.52 0.15 50.16
Southwestern Energy 37.37 1.88 19.88


Mean 24.62
Median 16.46
Selected PE Multiple 20.50


Direct Cap Rate% = 1/PE Multiple (Rounded) 4.90%


Notes:
The Earnings per share estimate was downloaded from Value Line.
The 3 month high - low average stock price was calculated by the Department of Revenue using data
from Yahoo! Finance.
Companies with no Est EPS were eliminated from the model.


Company
3 Month High Low 


Avg Stock Price Est EPS
Companies eliminated from model:
Callon Pete Co 4.69 0.00
Cross Border Resources Inc 1.49 0.00
Crosstex Energy 12.64 -0.14
Penn Virginia Corp. 5.41 0.00
Petroleum Development Corp. 29.22 0.00
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Minnesota Department of Revenue
Capitalization Rate Study


2012 Assessment Year


MERGENT BOND RECORD


Corporate Bond Yield Averages - Year Ending 2011
Public Utility Bonds


Aaa Aa A Baa
Jan * 5.29% 5.57% 6.06%
Feb * 5.42% 5.68% 6.10%
Mar * 5.33% 5.56% 5.97%
Apr * 5.32% 5.55% 5.98%
May * 5.08% 5.32% 5.74%
Jun * 5.04% 5.26% 5.67%
Jul * 5.05% 5.27% 5.70%


Aug * 4.44% 4.69% 5.22%
Sep * 4.24% 4.48% 5.11%
Oct * 4.21% 4.52% 5.24%
Nov * 3.92% 4.25% 4.93%
Dec * 4.00% 4.33% 5.07%


12-Month AVG 4.78% 5.04% 5.57%


Public Utility Preferred Stock Yield Averages - Year Ending 2011
Aa* A Baa


Jan * 5.85% 6.67%
Feb * 5.65% 6.73%
Mar * 5.66% 6.66%
Apr * 5.63% 6.64%
May * 5.63% 6.60%
Jun * 5.63% 6.59%
Jul * ** **
Aug * ** **
Sep * ** **
Oct * ** **
Nov * ** **
Dec * ** **
12-Month AVG 5.68% 6.65%


*Note: Aa Preferred Stock Yield Avgs have not been calculated since 2003
**Note: All Moody's Public Utility Preferred Stock Yield Averages
have been discontinuted as of July 2011


Source: Mergent Bond Record, January 2012, Page 140


Source: Mergent Bond Record
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