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Please state your name, position and business address.

My name is S. Bradford Rives. 1 am the Chief Financial Officer for Kentucky
Utilities Company (“KU”) and an employee of E.ON U.S. Services, Inc., which
provides services to KU and Louisville Gas and Electric Company (“LG&E”). My
business address is 220 West Main Street, Louisville, Kentucky.

What is the purpose of your testimony?

The purpose of my testimony is to summarize the rebuttal testimonies of KU’s other
witnesses, and to address and respond to certain points and assertions made by
intervenors to this proceeding. In particular, I will address intervenors’ comments on
the following topics: (1) the proposed consolidated tax adjustment; (2) the allocation
of capitalization based on environmental surcharge (“ECR”) rate base; (3) the rate of
return on capitalization; (4) the calculation of rate base; (5) Rate Treatment of KU’s
Investment in Electric Energy, Inc.; and (6) testimony concerning KU’s new bank
credit facilities adjustment to pro forma operating income.

General Comments

Do you have any general comments you wish to make about the testimony of the
intervenors?

Yes. Low electric rates in Kentucky exist for several reasons, including the long-term
and principled method of regulation by this Commission. Over the years, the
Commission has repeatedly taken a long-term view towards its policies, such as the
rate treatment of construction work on progress, use of the lesser of capital structure
and rate base as the method for the valuation of utility property, and calculation of
taxes on a stand alone basis. Some of the adjustments proposed by the intervenors in

this case stand in stark contrast to the Commission’s long-standing and principled
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method of regulation. Acceptance of these adjustments in this case would raise

serious questions about the future course of regulation and its risks to electric utilities.

Summaryv of Other KU Witnesses’ Rebuttal Testimonies

Please summarize the rebuttal testimonies of KU’s other witnesses.

[ summarize the rebuttal testimonies of K1J’s other witnesses below:

Lonnie E. Bellar

<

Mr. Bellar’s testimony (1) responds to the testimony of Robert J. Henkes, witness
for the Office of the Attorney General (“*AG”), concerning KU’s proposed
unbilled revenues pro forma adjustment to operating income, and (2) addresses
the concerns expressed in the testimony of the low-income customer advocates.

Valerie L. Scott

o

Ms. Scott rebuts certain contentions concerning the calculation of KU’s revenue
requirements raised by Mr. Henkes, for the AG, and by Lane Kollen, for the
Kentucky Industrial Utility Customers, Inc. (“KIUC™) with respect to the
following pro forma income adjustments: interest synchronization; MISO net
expenses; Kentucky coal tax credit; labor costs; and employee benefit costs.
Also, she responds to the AG’s witness, Michael Majoros, concerning his
recommendation for the accrued cost of removal regulatory liability to be
reclassified from accumulated depreciation to Account 254 — Other Regulatory
Liabilities for Regulatory Accounting, Reporting and Ratemaking Purposes.

Shannon L. Chamas

O

Ms. Charnas rebuts testimony by Messrs. Henkes and Kollen concerning the
following pro forma adjustments: annualized depreciation expense; so-called
“excessive” net salvage; ice storm expense; normalization of legal expenses;
normalization of uncollectible revenues; Edison Electric Institute dues; and
miscellaneous expense adjustments.

W. Steven Seelye

o}

Mr. Seelye rebuts AG witness Glenn A. Watkins and KIUC witness Mr. Kollen
concerning the electric temperature normalization adjustment. Mr. Seelye also
rebuts Mr. Watkins regarding his proposed electric cost of service study, revenue
allocation, and rate design. Finally, Mr. Seelye addresses cost of service and rate
design issues raised by KIUC witness Stephen J. Baron.

John Spanos

O

Mr. Spanos rebuts the testimony of Messrs. Majoros, Henkes, and Kollen
concerning the use of the Equal Life Group (“ELG™) procedure in calculating

2
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depreciation accrual rates for all asset classes for LG&E and KU. Also, Mr.
Spanos addresses the intervenors’ testimony related to cost of removal.

William E. Avera

o Mr. Avera responds to the recommendations of AG witness Dr. J. Randall
Woolridge and KIUC witness Mr. Kollen concerning the return on equity
(“ROE™ for KU’s utility operations. Mr. Avera concludes that the ROE
recommendations of Dr. Woolridge and Mr. Kollen fail the most fundamental test
of reasonableness because they do not provide KU with the opportunity to earn
returns that are comparable with those available from alternative investments of
comparable risk.

Consolidated Tax Adjustment

Do you agree with Mr. Kollen’s recommendation that consolidated income tax
benefits should be reflected in income tax expense?

Absolutely not. This recommendation, if adopted, would represent a radical and
abrupt departure from almost twenty years of the Commission’s well-established,
sound and balanced policy prohibiting affiliate cross-subsidization.' The
Commission should continue its long-standing practice of using the stand-alone
method for income taxes.

Would you please explain the course of the Commission’s requirement for the
stand alone method of calculating tax expenses?

Yes. In its May 25, 1990 Order in Case No. 89-374, Application of Louisville Gas
and Electric Company for an Order Approving an Agreement and Plan of Exchange
and to Carry Out Certain Transactions in Connection Therewith, the Commission
approved LG&E’s proposed reorganization and creation of a holding company
structure. The consummation of this transaction resulted in LG&E Energy Corp.

becoming the parent corporation of LG&E. As part of its application, LG&E

' See In the Matter of Application of Louisville Gas and Electric Company for an Order Approving an
Agreement and Plan of Exchange and to Carry Out Certain Transactions in Connection Therewith, Case No.
1989-00374, Order (May 25, 1990).

3
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proposed its Corporate Policies and Guidelines for Intercompany Transactions for the
purpose of expressly establishing the affiliate transaction regulation of LG&E and its
affiliates, including its parent corporation. The Commission’s May 25, 1990 Order
states in part:

11. LG&E and each related company shall comply with

LG&E’s Co%orate Policies and Guidelines for Intercompany

Transactions.

These Corporate Polices and Guidelines for Intercompany Transactions require the

following:
Holding will file consolidated Federal and State income tax
returns which will include LG&E’s and any other subsidiaries’
taxable income. The “stand alone” method will be used to
allocate the income tax liabilities of each entity. Payment
transfers for tax liabilities or tax benefits will be made on the

dates ;:stab!ished for the payment of Federal estimated income
taxes.

LG&E thus is obliged by the Commission’s May 25, 1990 Order to comply with this
requirement.

Did the Commission adopt a similar requirement for KU?

Yes. The Commission approved an identical requirement (i.e., use of the “stand
alone” method to allocate the income tax liabilities of each entity) when KU proposed
a similar corporate reorganization and holding company structure in Case No. 10296,
In the Matter of Application of Kentucky Ulilities Company for an Order Approving
an Agreement and Plan of Exchange and to Carry Out Certain Transactions in
Connection Therewith.* The Commission required KU and KU Energy Corporation

to adhere to similar Corporate Policies_and Guidelines, which contained a “stand

* In the Matter of> Application of Louisville Gas and Electric Company for an Order Approving an Agreement
and Plan of Exchange and to Carry Owt Certain Transactions in Connection Therewith, Case No. 1989-00374,
Order at 20 (May 25, 1990).

3 Corporate Policies and Guidelines for Intercompany Transactions (LG&E Holding) at 4-5.
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alone” requirement for computing tax liabilities comparable to the stand alone
requirement approved for LG&E.

Thus, the Commission required both companies to adopt and implement
similar Guidelines to protect their customers and the utilities themselves from the
risks associated with non-utility activities. These Guidelines were intended to ensure
that unregulated activities were not subsidized by the utilities or their customers in
part by the requirement to follow the stand alone method for computing tax liabilities.
When the Commission approved LG&E and KU’s reorganization into holding
companies, did the Commission foresee the possibility that their unregulated
activities could cause substantial losses?

Yes. The Commission clearly anticipated the risk that such unregulated activities
might entail, including the possibility of significant losses. This is shown by the
requirement in the orders that each holding company, as a condition of approval, be
willing to divest the utility in the event that losses on the unregulated side became so
great that they posed a risk to the utility operations.”

Did the Commission subsequently audit LG&E and KU to determine whether
they were in compliance with their respective Corporate Policies and
Guidelines?

Yes. The Commission conducted management audits of KU/KU Energy and
LG&E/LG&E Energy. In the management audit report of July 1995 for

LG&E/LG&E Energy, the auditors discussed their examination of LG&E’s

. Corporate Policies and Guidelines for Intercompany Transactions (KU Holding) at 3.
3 In the Maner of Application of Louisville Gas and Electric Company for an Order Approving an Agreement
and Plan of Exchange and to Carry Qut Certain Transactions in Connection Therewith, Case No. 1989-00374,

Order at 13-14, 21 (May 25, 1990); In the Matter of Application of Kentucky Ulilities Company to Enter into

an Agreement and Plan of Exchange and to Carry Out Certain Transactions in Connection Therewith, Case No
10296, Order at 12-13,18 (Oct. 6, 1988)

5
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compliance with the requirements of the Commission’s Order in Case No. 89-374 and

had the following findings:

XIH-F1 “LG&E clearly documents inter-corporate transfers of

assets, goods, services and the corresponding financial transactions.”

XIII-F4 “LLG&E has benefited from the exchange of services of
Energy Corp.”
XIII-F6 “Documentation of policies and procedures for

intercompany cost allocation and billing is appropriate.”
XIII-F7 “LG&E’s ability to obtain financial resources has not

been adversely affected by Energy Corp. or its unregulated affiliates.”

In the management audit of KU/KU Energy issued in August 1994, the management

auditors made specific reference to the reporting of KU/KU Energy in findings:

VIII-F1 “KU Energy Corporation and its subsidiaries, KU and

KU Capital have comprehensive procedures for accounting for
intercompany product and service transactions.”
VIII-F3 “KU has sufficient supporting documentation, policies

and guidelines regarding parent and affiliate transactions.”

Did the Commission approve new Guidelines that include the “stand alone”
requirement in connection with the approval of the LG&E and KU merger?

Yes. In its Order of September 12, 1997, in Case No. 97-300, In the Matter of* Joint
Application of Louisville Gas and Electric Company and Kentucky Ulilities Company

for Approval of Merger, the Commission ordered as follows:

LG&E, KU and each related company shall, after the merger,
comply with LG&E Energy's Corporate Policies and
Guidelines for Intercompany Transactions.
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Order, p. 39. LG&E Energy’s Corporate Policies and Guidelines for Intercompany

Transactions expressly state:

LG&E Energy will file consolidated Federal and State income
tax returns which will include LG&E’s, KU’s and any other
subsidiaries’ taxable income. The “stand alone” method will
be used to allocate the income tax liabilities of each entity.
Payment transfers for tax liabilities or tax benefits will be made
on the dates established for the payment of Federal estimated
income taxes.®

Rives Rebuttal Exhibit ! contains an accurate copy of the LG&E, KU, and
LG&E/KU Guidelines.

Q. Did the Commission require LG&E and KU to continue to foliow the Guidelines
as condition to the approval of the PowerGen merger with LG&E Energy
Corp.?

A. Yes. In its Order of May 15, 2000, in Case No. 2000-095, In the Matter of° Joint
Application of PowerGen plc, LG&E Energy Corp., Louisville Gas and Electric
Company and Kentucky Utilities Company for Approval of a Merger, in Appendix B
the Commission ordered as follows:

L.G&E and KU should continue to comply with their Corporate
Policies and Guidelines for Intercompany Transactions as well
as employing other procedures and controls related to sales,
transfers and cost allocation to ensure and facilitate the full

review by the Commission and protection against cross-
subsidization.

Thus, again, the Commission affirmed the Guidelings and the stand-alone
methed requirement therein.
Q. Did the Commission require LG&E and KU to continue to follow the Guidelines

as a condition to the approval of the E.ON acquisition of PowerGen?

® Corporate Policies and Guidelines for Intercompany Transactions (LG&E Energy) at 5.
7
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Yes. In its August 6, 2001 Order in Case No. 2001-104, In the Matter of: Joint
Application for Transfer of Louisville Gas and Electric Company and Kentucky
Utilities Company in Accordance with E ON AG's Planned Acquisition of PowerGen
plc, the Commission required as a condition of its approval of the acquisition and
transfer of ownership and control of LG&E and KU the acceptance of the following
Commitment and assurance:

E.ON, Powergen, LG&E Energy, LG&E and KU shall adhere

to the conditions described in the Commission’s Orders in Case

Nos. 10296, 89-374, 97-300 and 2000-095 to the extent those

conditions are not superseded by KRS 278.2201 through

278.2219 or the jurisdiction of the SEC or FERC. These

conditions, restated in Appendix B to the Commission’s May

15, 2000 Order in Case No. 2000-095, concern protection of

utility resources, monitoring the holding company and the
subsidiaries and reporting requirements.

Order (May 6, 2001), Appendix A - No. 1.

Has the Commission followed and applied the Guidelines in connection with
ratemaking decisions?

Yes. In its June 20, 2005 Orders in Case Nos. 2004-00421 and 2004-00426, when
approving LG&E and KU’s 2004 Environmental Surcharge applications, the
Commission determined that the Guidelines required LG&E and KU to transfer
emission allowances at cost for purposes of implementing the proposed
environmental surcharges: *The Guidelines clearly require that the transfer or sale of

‘?!7

assets between LG&E and KU will be priced at cost.”™ The Commission further

T In the Matter of The Application of Louisville Gas and Electric Company for Approval of Its 2004
Compliance Plan for Recovery by Environmental Surcharge, Case No. 2004-00421, Order at 12 (June 20,
2005); In the Matter of The Application of Kentucky Utilities Company for a Certificate of Public Convenience
and Necessity to Construct Flue Gas Desulfurization Systems and Approval of Its 2004 Compliance Plan jfor
Recovery by Environmental Surcharge, Case No. 2004-00426, Order at 16 (June 20, 2005},

8
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noted in those Orders, “The Commission ordered LG&E and KU to comply with the
Guidelines after the merger.”®

Also, in its June 11, 2002 Order in Case No. 2002-00029, the Commission
determined that the Guidelines required LG&E and KU to transfer the CTs and
associated property at cost: “The Commission agrees that the CTs should be priced at
cost and finds that LG&E and KU should file their final determination of the cost of
the transferred CTs within 30 days after the date of the transfer. The determination
should be in accordance with the requirements of ... LG&E Energy's Corporate
Guidelines.”
Please describe the stand-alone method.
The stand-alone method is based upon the following three closely related accounting
and regulatory principles: (1) cost causation; (2) the benefits-burden relationship; and
(3) prevention of cross-subsidies with affiliates. In other words, a utility’s rates are
set to recover the just and reasonable costs of providing utility service as adjusted in
the rate case test year. The cost of income taxes allowed for recovery through rates,
therefore, should be directly related to the revenues earned and costs incurred in
providing utility service. In short, there should be a link or match between allowed
income tax expense and regulatory utility service. The stand-alone method,

emphatically approved by this Commission for over eighteen years, ensures this

relationship by computing tax expense directly on test year revenues and costs.

Y In the Matter of The Application of Louisville Gas and Electric Company for Approval of lts 2004
Compliance Plan for Recovery by Environmental Surcharge, Case No. 2004-00421, Order at 12 n.22 (June 20,
2008); In the Matter of: The Application of Kentucky Utilities Company for a Certificate of Public Convenience
and Necessity to Construct Fiue Gas Desulfurization Systems and Approval of lts 2004 Compliance Plan for
Recovery by Environmental Surcharge, Case No. 2004-00426, Order at 15 n.30 (June 20, 2005).

? In the Matter of Application of Louisville Gas and Electric Company and Kentucky Utilities Company for a
Certificate of Public Convenience and Necessity for the Acquisition of Two Combustions Turbines, Case No,
2002-00029, Order at 7 {June 11, 2002).

9
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How does this compare with KIUC’s recommendation?

KIUC’s approach would treat each of LG&E and KU completely inconsistently from
the Comamission’s stand-alone method of regulation. Under KIUC’s approach, the
losses of an unregulated affiliate, which generate tax savings in a consolidated tax
return and thus lower the consolidated tax liability, are used to effectively create a
windfall benefit to the utilities’ customers.

How would KIUC’s proposal confer a windfall benefit on the utilities’
customers?

The tax benefits of the unregulated affiliate are the direct result of the actual losses
sustained by the unregulated business. Consistent with the procedure to insulate the
regulated entities from potential unregulated losses, utility customers did not suffer
these losses and did not pay the costs of these losses. Because utility customers did
not incur or pay for these losses, they should have no claim on the tax benefits
associated with the losses. KIUC’s proposal, however, would do just that: give
customers the tax benefits of losses for which they did not pay nor bear any risk.

The tax losses associated with the unregulated affiliate belong to the owners
of the affiliate who invested in the enterprise in exchange for the potential gain and at
the risk for the potential loss. The tax savings created by tax losses associated with
unregulated affiliate belong to the shareholders of the unregulated affiliate, which
sustained the losses.

Please explain what the benefits-burden relationship principle is, how the
Commission has followed it in the past, and how KIUC’s proposed consolidated

tax-related income adjustment violates the principle.

10
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The benefits-burden principle provides that reward should follow risk and benefits
should follow burden. The Commission used this principle in connection with its
analysis of the disposition of the proceeds from the sale of KU’s railcars in a fuel
adjustment case several years ago to conclude that, because ratepayers had paid the
depreciation expense associated with the railcars, the ratepayers were entitled to the
proceeds.’” Though the filing of a consolidated return may result in tax offsets on a
consolidated basis, the tax offsets only occur because certain members of the
consolidated group have incurred losses offsetting the gains of other members of the
consolidated group. These entities that achieve the benefits of the net operating
losses are entitled to retain the benefits because these entities, and not LG&E’s or
KU’s customers, incurred the expenses that resulted in taxable losses. These
expenses were not included in the utility cost of service or recovered through rates.

The financing costs associated with the PowerGen PLC acquisition of LG&E
Energy Corp. and E.ON AG’s acquisition of PowerGen PL.C are another example of
the benefit-burden principle. In each of the cases approving the transactions, the
Commission expressly stated that these costs could not be recovered from the
utilities’ customers. These costs were borne by the shareholders who were thus
entitled to the tax benefit (i.e., the tax deduction of the expense from income).

Under KIUC’s consolidated approach, however, part of the shareholders’
benefit for bearing the risk of its unregulated investments is confiscated for purpose

of reducing customers’ rates.

'® In the Matter of An Examination By the Pubic Service Commission of the Application of the Fuel Adjustment
Clause of Kentucky Utilities Company From November 1, 1990 to Octeber 31, 1992, Case No. 1992-00493,
Order at 20 (January 2, 1997).
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Please explain the principle preventing cross-subsidies between Commission-
regulated and unregulated businesses, and how KIUC’s proposed consolidated
tax approach would violate it.

Yes. As I previously discussed in my testimony, the Cominission has permitted the
parent companies of LG&E and KU to pursue unregulated businesses; however, there
has always been a stipulation that there should be no cross-subsidization between
regulated and unregulated businesses. If a utility’s income tax expense is not
calculated on a stand-alone method, but instead is adjusted using consolidated tax
savings, the separation between a utility and its affiliates will be completely
compromised. In order to prevent cross-subsidies, all regulated and unregulated
members of a consolidated group should be treated fairly and equitably.

Would acceptance of Mr. Kollen’s recommendation jeopardize the ability of
LG&E and KU to achieve their authorized rates of return?

Yes. Mr. Kollen’s recommendation would preclude LG&E and KU from achieving
their authorized rates of return because the recommendation would result in an
imputed, as opposed to an actual, benefit. The only way to reflect the adjustment is to
reduce revenues with absolutely no offsetting benefit. If all other revenue and
expense items remain the same, diminished revenues will result in a rate of return that
is necessarily less than authorized. LG&E and KU would not have a meaningful
opportunity to earn a reasonable return on their capital invested in facilities to serve
customers. The impact of such an adjustment could also affect LG&E and KU’s
abilities to raise capital at reasonable and cost-effective rates because investors would

view the adjustment as an effective discount to the allowed rate of return.

12



- 1 Q. Is there an authoritative accounting source that addresses the stand alone
2 method?

3 A Yes. The text Accounting for Public Utilities by Robert L. Hahne and Gregory E.

4 Aliff is a widely accepted and authoritative source in public utility accounting
5 matters. This book states:

6 Consolidated tax results - 1t is not uncommon for a regulated
7 utility to have subsidiary operations that produce tax losses
8 which, on a consolidated tax return, offset taxable income from
9 utility operations. Over the years, many have disagreed about
10 how to allocate these taxes. One approach has been to use
11 “effective tax rates,” whereby the income tax benefits of
12 affiliated company losses are used to reduce the tax costs of the
13 utility. The only approach that is consistent with standard
14 ratemaking principles that prohibit cross-subsidization between
15 utility and non-utility activities is to put the regulated operation
16 on a “stand alone” basis and to assign the full tax burden to the
17 taxable gain source and a tax benefit to the tax loss source.
18 The basic theory is that the regulated costs should not be
19 affected by the results from nonreguiated operations. :

20 The book further states:
21 Income tax normalization is consistent with a fundamental
22 principle of the cost of service approach to ratemaking; the
23 principle that consumers should bear the only costs for which
24 they are responsible. Under this principle, there is a well-
25 reasoned, and widely recognized, postulate that taxes follow
26 the events they give rise to. Thus, if ratepayers are heid
27 responsible for costs, they are entitled to the tax benefits
28 associated with the costs. If ratepayers do not bear the costs,
29 they are not entitled to the tax benefits associated with the
30 costs.

31 Regulators have long used a ratemaking procedure that
32 explicitly embraces this principle. The procedure is to identify
33 utility activities (revenues and costs) and compute taxes
34 directly related to the utility activities.

35 Non-utility operations involve financial risks that are different
36 from a utility’s regulated operations. When these risks are not
37 borne by the ratepayers, it is unfair to make use of the business
38 losses pgenerated in those nonregulated entities to reduce the

"' Hahne and Aliff, Acconnting for Public Utilities § 7 08[3].
13
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utility’s cost in determining the rates to be charged for utility
services. By the same token, when a company’s
nonjurisdictional activities are profitable, the ratepayers have
no right to share in those profits, but neither are they required
to pay any of the income taxes that arise as a result of those
profits. Thus, a “stand alone” method (as opposed to a
consolidated effective tax rate method) for computing the
income tax expense component of cost of service is the proper
and equitable method to be followed for ratemaking

purposes.'>

Q. Do a majority of state commissions use the stand-alone approach?
Yes. It is noteworthy that Mr. Kollen could list only five states that have adopted the
consolidated approach; the simple reason for such a short list is that the great majority
of states continue to use the stand-alone approach for the reasons I have discussed
above. Concerning those states that have adopted the consolidated approach, in
recent testimony before the New Mexico Public Regulation Commission
(“NMPRC”), a member of the NMPRC staff, who had investigated these two
approaches from a neutral position, had the following to say:
Adoption of the consolidated method appears to have been a
policy decision not necessarily related to accounting and
regulatory principles. ... [A] better and sounder policy is to

treat all members of the consolidated group equitably and to
establish utility costs of taxes on a stand alone basis."

Virginia is one state that recently has adopted as a matter of statutory law the “better
and sounder policy” of using the stand-alone method. Last year, the Virginia
legislature amended VA Code § 56-235.2 to add the following language, which
unambiguously endorses the stand-alone method:

For ratemaking purposes, the Commission shall determine the

federal and state income tax costs for investor-owned water,
gas, or electric utility that is part of a publicly-traded,

' Hahne and Aliff, Accounting for Public Utilities § 17.06[3]

B In the Marter of the Application of Public Service Company of New Mexico for a Revision of Its Retail
Electric Rates Pursuant to Advice Notice No 334, New Mexico Public Regulation Commission Case No, 07-
00077-UT, Prepared Direct Testimony of Charles W. Gunter at 23-24 (Oct 22, 2007).

14
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consolidated group as follows: (i) such utility's apportioned
state income tax costs shall be calculated according to the
applicable statutory rate, as if the utility had not filed a
consolidated return with its affiliates, and (ii) such utility's
federal income tax costs shall be calculated according to the
applicable federal income tax rate and shall exclude any
consolidated tax liability or benefit adjustments originating
from any taxable income or loss of its affiliates. 14

Indeed, the state commissions in New Mexico and Minnesota recently issued orders
rejecting the consolidated income tax approach and affirmatively approving the stand
alone method as the superior approach to preventing cross subsidization and
protecting the utility’s assets. The Commission should therefore continue to reaffirm
its long-standing commitment to remain among the vast majority of states that adhere
to sound rate-making principles by approving the Companies’ use of the stand-alone
method. KIUC has presented no valid or sound reason that justifies an abrupt and
radical departure.

Are you familiar with the consolidated income tax adjustment the Commission
approved in its February 28, 2005 Order in Case No. 2004-00103, In the Matter
of: Adjustment of the Rates of Kentucky-American Water Company? If so,
please describe your understanding of that adjustment.

Yes. In Case No. 2004-00103, Kentucky American Water (“KAW?”) sought recovery
of its income tax expense based on the federal statutory rate of 35% of its taxable
income. The AG retained Andrea Crane as an expert witness and she proposed a
consolidated income tax adjustment based on the fact that KAW files its federal taxes
as part of a consolidated group. In her direct testimony, Ms. Crane proposed that

because KAW files its federal tax returns as a member of a consolidated group, any

"'VA Code § 56-235 2(A).
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tax benefits or savings realized by any member of the group should be enjoyed by
KAW customers on an allocated basis.
Did KAW oppose the consolidated tax adjustment?
Yes. KAW filed rebuttal testimony in which its expert witness explained that KAW,
which has always had taxable income, always writes a check to its parent company
for 35% of its taxable income that is then used for payment of federal taxes by the
consolidated group. He explained that to the extent that any other member of the
group has a tax loss, KAW never receives any benefit of that loss. The witness
further explained that taking a benefit “earned” by one member of the group and
giving some of that benefit to KAW is a “cross-subsidy” in that the Commission
would be taking a benefit from an entity it does not regulate and giving it to an entity
it does regulate.
Did the Commission accept the proposed consolidated tax adjustment in that
case?
Yes. The Commission held that the consolidated tax adjustment should be approved
and reduced KAW’s federal income tax expense by the amount proposed. However,
the February 28, 2005 Order in Case No. 2004-00103 is clear that the Commission
did not accept the adjustment on the basis that it generally favors or agrees with the
consolidated tax adjustment concept. Instead, the lynchpin of the holding was that
the Commission believed that KAW had committed in an earlier case that it would
realize tax savings by virtue of being a member of a consolidated tax filing group.

We find that Kentucky-American’s present position on this

issue conflicts with its stated position in Case No. 2002-00317.

In that proceeding, Kentucky-American and others sought

approval of the transaction that enabled RWE’s acquisition of

control of Kentucky-American. One feature of  this
transaction was the creation of TWUS, an intermediate
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holding company that would hold the stock of American Water
and all of Thames Water Aqua Holdings GmbH’s other U.S.
affiliates. Kentucky-American asserted the creation of TWUS
would permit the filing of consolidated U.S. tax returns. The
ability to file such a tax return, Kentucky-American argued,
benefited the public because it would reduce administrative
expenses by eliminating the need to file multiple tax returns
and permit some tax savings by allowing payment of taxes
calculated on the net profits of all entities within the
consolidated group.

Having previously indicated the savings resulting from the
filing of a consolidated tax filing would be viewed as a merger
benefit, subject to allocation, we do not believe that acceptance
of the AG’s proposal represents a radical departure from past
regulatory practice. Moreover, Kentucky-American and its
corporate parents having previously touted TWUS’s filing of
consolidated tax returns as a benefit to obtain approval of the
merger transaction, have no cause to object if we now act upon
their representation. Accordingly, we find that the AG’s
proposed consolidated income tax is reasonable and have
reflected it in our calculation of federal income taxes."

Q. Has KU ever represented that a benefit of any of its mergers would be to
calculate taxes on a consolidated basis for rate-making purposes?

A, No, neither KU nor any of the entities with which it has merged has ever represented
that a merger benefit would be calculating income taxes on a consolidated basis for
rate-making purposes, nor has the Commission or any other party ever asserted
otherwise. In fact, in their merger KU and LG&E specifically adopted, with
Commission-approval, the stand-alone method in their policies and procedures.
Therefore, there is no support for such a rate-making calculation in this proceeding.

Q. Are you aware that the Commission again addressed the issue of a consolidated

tax adjustment in the rehearing phase of KU’s 2003 rate case?

¥ In the Matter of Adjustment of the Rates of Kentucky-American Water Company, Case No. 2004-00103,
Order at 64-66 (Dec. 28, 2005).
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Yes. In its March 31, 2006 Order on Rehearing in Case No. 2003-00434 (In the
Matter of An Adjustment of the Electric Rates, Terms and Conditions of Kentucky
Utilities Company), the Commission rejected the use of a consolidated group driven
“effective” state tax rate in computing Kentucky income tax expense. In that case,
KU argued that Kentucky’s statutory rate should be used to calculate Kentucky
income tax expense. The AG argued in favor of using an effective tax rate that
resulted from KU’s participation in a consolidated tax filing group. The AG cited the
KAW decision above as “precedent” for use of an effective tax rate. The
Commission rejected the AG’s argument. The Commission decided that using an
“effective” rate could well be viewed as forcing the utility to use unregulated
activities to subsidize the regulated utility’s operations:

The Commission has previously expressed concerns about
using an effective Kentucky income tax rate due to the annual
fluctuations in the effective rate. These fluctuations occur
because the effective Kentucky income tax rate is determined
from the total of all the tax income and tax losses of all the
entities that file on the same consolidated income tax return.
For KU, the majority of the entities other than LG&E included
in the consolidated income tax return of KU’s parent
corporation, E.ON US Investment Corp., reflect activities
which are not regulated by the Commission. By having to
recognize tax losses and other tax credits related to these non-
regulated activities to derive an effective Kentucky income tax
rate could well be viewed as forcing the utility to use these
non-regulated activities to subsidize the regulated utility
operations. There is also a concern that because of the way the
apportionment of certain tax transactions is performed, the
resulting effective Kentucky income tax rate could exceed the
statutory Kentucky income tax rate. Thus, establishing the
effective tax rate as the guideline or precedent, as the AG has
requested on rehearing, could in the future result in higher
utility rates to pay for taxes on non-regulated activities.

The Commission further finds it reasonable to continue using
the statutory Kentucky income tax rate for determining KU’s

18
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revenue requirements in this case. The statutory Kentucky
income tax rate is known and measurable and is not subject to
fluctuations due to non-regulated tax losses or tax credits, or
due to apportionment adjustments from non-regulated
activities,. The Commission has consistently utilized the
statutory Kentucky income tax rate to determine utility revenue
requirements absent an agreement or representation to the
contrary by the !utility,kﬁ

Should the Commission set aside the stand-alone tax methodology that has been
in place for the past eighteen years in order to reduce rates in this case?

No. Unwinding this policy and the associated cost allocation principles to reach a
specific result in this case would undermine the Commission’s heretofore consistent
policy preventing cross-subsidization between regulated and unregulated businesses,
and would also do violence to the basic market economic principle that benefit should
follow risk. It is for this reason that the Commission adopted many years ago and
continues to insist upon the stand-alone methodology.

Moreover, nothing has changed in the eighteen years since the Commission
adopted the stand-alone income tax concept to support a change in methodology. The
Commission has reviewed this tax issue many times and in each instance the
Commission has, for good reason, concluded that the stand alone concept should
remain.

Do you agree with Mr. Kollen’s assertion that LG&E and KU should be
compensated for their “loans and/or grants to E.ON and its loss subsidiaries?”

No. The assertion contains a false premise, namely that the payments are loans or
grants at all rather than payments made for value. This is absolutely not the case.
Since the formation of their holding company structures, LG&E’s and KU’s

unregulated activities have experienced both gains and losses. In those years where

' In the Matter of An Adjustment of the Eleciric Rates, Terms, and Conditions of Kentucky Utilities Company,
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the unregulated activities generated profits or gains, they were not shared with the
utilities” customers. Of equal, if not more, importance is the fact that in those years
where the unregulated activities have experienced losses, customers have not been
charged for those losses. When the unregulated activities experience gains and paid
income taxes associated with those gains, customers of LG&E and KU were not
charged that tax expense. Given that customers will pay through KU’s proposed rates
exactly the tax expense they would have to pay if KU were a stand-alone utility in
return for not being charged tax expenses when the unregulated activities experience
gains and pay income taxes associated with those gains, there simply will be no
money for a “grant” or “loan.” The stand-alone method requires the utilities to pay
the same amount of income tax as if they were separate entities — no more, no less. It
is necessary to separate completely the regulated and unregulated entities, consistent
with the Commission-approved Guidelines.

In this case, the most significant principle is maintaining the long-standing
division between KU’s Commission-regulated and unregulated businesses, of which
the stand-alone tax methodology is an integral part. The Commission should refuse
Mr. Kollen’s invitation to abandon its principles by rejecting his proposed
consolidated tax adjustment. The Commission has refused this kind of short-run
ratemaking in the past out of well-grounded concern for the prejudice to the

ratepayers in the long run.!’

Case No. 2003-00434, Order at 8-9 (March 31, 2006).

" In the Matter of Big Rivers Electric Corporation’s Proposed Mechanism to Credit Customers Amounts
Recovered in Judicial Proceedings Involving Fuel Procurement Coniracts, Case No. 94-453, Order, pp. 7-8
{February 21, 1997)(** While a refund of any litigation proceeds may be attractive in the short run, in the long
run the precedent which it establishes may greatly disadvantage utility ratepayers. "},
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ECR Rate Base Allocation of Capitalization

What is the purpose of your discussion below concerning KU’s proposal to
allocate capital based on ECR rate base?

The purpose of my testimony is to address the statements made by Mr. Henkes for the
AG and Mr. Kollen for the KIUC regarding the allocation of ECR rate base against
Company capitalization and to point out a fundamental error in the previous ECR rate
base adjustment to capitalization adjustment methodology employed by the
Commission in Case No. 2003-00434 and cases prior. [ originally addressed this
issue in my testimony for KU on pages 22-23 and 26-30, wherein I explained KU’s
proposed methodology for ensuring that ECR investment is appropriately considered
in the determination of base rates.

Messrs. Henkes and Kollen state that the Commission approved the
capitalization allocation methodology they propose in KU’s most recent rate
case, Case No. 2003-00434. Why does KU propose a methodology in this rate
case that differs from the Commission’s previously established methodology?

In its September 7, 2007 Order in Case No. 2007-00178, the Commission indicated
that a base rate case is the appropriate forum for evidence on the matter of the ECR
adjustment to capitalization.'® Because this is the first base rate case KU has filed
since Case No. 2007-00178, KU is presenting its concerns about the current
methodology in this case. Also, because Messrs. Henkes and Kollen have provided
testimony on this issue, | am addressing their positions.

Why does KU disagree with the current Commission methodology?

*® In the Matter of> Application of Kentucky Utilities Company for an Order Authorizing Inclusion of Investment
Tax Credits in Caleulation of Environmental Surcharge and Declaring Appropriate Ratemaking Methods for
Base Rates, Case No. 2007-00178, Order at 9 (Sept. 7, 2007).
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KU disagrees with the current Commission methodology for adjusting capitalization
with respect to ECR rate base because it reduces capitalization by an amount in
excess of ECR rate base. When KU calculates ECR rate base for its ECR filings, it
reduces ECR plant investment by depreciation, investment tax credits (“ITCs”), and
deferred taxes. This is an appropriate calculation because depreciation, deferred
taxes, and [TCs are rate-making reductions in the calculation of rate base;'® however,
it is erroneous not to use that same ECR rate base amount to reduce capital, which is
the error in the current capitalization allocation methodology. In other words, the
current Commission capitalization methodology errs by deducting from capitalization
an amount greater than KU’s ECR rate base, and the excess that it deducts is the
amount of the ITCs and deferred taxes assoctated with ECR rate base. The result of
this error is denying KU recovery on a portion of its invested capital in an amount
equal to its ITCs and deferred taxes associated with ECR rate base.

Where does My. Henkes err in his discussion of the current capitalization
allocation methodology?

Mr. Henkes errs by failing to correctly address the impact of deferred income taxes
on rate base and capitalization,m and attempts to make much of a quote from a
Commission order in Case No. 1998-00426, “L.G&E has acknowledged the PC DIT
are not funded by its capitalization ....”*' Though it is true that deferred income taxes
are not directly funded by KU’s capitalization, there is more of rate-making import fo

say about the impact of deferred taxes on both rate base and capitalization. When KU

" As an Option | company, KU’s reduces its rate base by its ITCs. As an Option 2 company, LG&E does not
reduce its rate base by ITCs, but instead includes an amortization of its ITCs in its cost of service calculation,
Both methods are acceptable under the Intemal Revenue Code See 26 US.C. § 50(d}(2) (continuing in effect
comparnies’ elections under now-repealed 26 U.S.C § 46(f))

*® Henkes KU Testimony at 7-10
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monetizes deferred taxes and ITCs, they effectively reduce capitalization. The
calculation of rate base includes a reduction in the same amount. As shown on KU’s
reconciliation of rate base and capitallization,22 ITCs and deferred taxes are not
reconciling items between rate base and capitalization; because they affect both rate
base and capitalization in the same way, they cannot be reconciling items. The
current methodology unfortunately treats them differently by correctly including ITCs
and deferred taxes in the calculation of ECR rate base for ECR filings but incorrectly
excluding the very same ECR ITCs and deferred taxes in the adjustment to
capitalization used to set base rates. This methodology in effect reduces KU’s
investment twice for the same ITCs and deferred tax amounts: once correctly in the
ECR rate base amounts and once incorrectly in the adjustment to capitalization.

Does Mr. Kolien agree with your assessment of the current methodology?

Mr. Kollen agrees that the ECR rate base adjustment to capitalization should be
“100% of ECR rate base,” which the KIUC confirmed in its response to one of KU’s
data requests.”’ The current methodology, however, reduces capitalization by more
than 100% of ECR rate base.

Can you provide an example showing how the current methodology adjusts
capitalization by more than 100% of ECR rate base?

Yes. In Appendix B of my direct testimony, I included a schedule that adjusted
capitalization by the current methodology. (Please note that my original testimony
indicated this Appendix was provided as an informational matter and was not being

adopted as a reasonable allocation method. That qualification remains in place in this

2 I the Marter of: Application of Louisville Gas and Electric Company for Approval of an Alternative Method
of Regulation of Its Rates and Service, Case No. 1998-00426, Order at 4 (June 1, 2000).

% See Case No. 2008-00251, KU Application Tab 28.

¥ Kollen Testimony at 42; Response of KIUC to KU’s First Set of Data Requests, DR No. 1-10 (Dec. 3, 2008).
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rebuttal testimony.) On Exhibit 2, column 12 of Appendix B, you see capitalization
reduced by $429,741,602, which represents the current methodology’s deduction of
ECR rate base adjusted for deferred taxes associated with ECR rate base; however,
the actual amount of net ECR rate base as of 4/30/2008 is $415,886,486, as shown on
Exhibit 3, page 1, column 5 of my direct testimony.”® (Again, the KIUC has clearly
stated it agrees with KU’s calculation of the actual amount of net ECR rate base as of
4/30/2008.) If the error continues, KU will be denied a return on $13,855,116 of
capital (the incorrect adjustment of $429,741,602 minus the correct adjustment of
$415,886,486) that has been invested to serve its customers. This denial will be
caused by a calculation error rather than any intentional disallowance, but the net
result will still be confiscatory and without support.

Q. Must the Commission adopt KU’s new allocation methodology to correct the
error you have described?

A, The Commission does not have to adopt the alternative approach, but the error should
be corrected; the Commission should adjust capitalization by 100% of ECR rate base,
as Mr. Kollen has confirmed, not by more than 100%.

Nonetheless, KU believes its proposed allocation methodology is more
appropriate than the one currently in place because it is simple, straightforward, and
accurate, and produces a reasonable result without the need to make an additional
adjustment to capitalization. As I noted in my previous testimony, the Commission

has used this methodology to allocate the capital supporting retail base rates in

 Note that the ECR filing for April ES Form 2.00, line 25 includes the amount shown in Column 3 of my
Exhibit 3 ($803,353,973) and the rofl-in amount in column 4 of my Exhibit 3 can be tied directly to the
Commission’s March 28, 2008 Order on roll-in in Case No. 2007-00379. The net of these two amounts
represents the remaining ECR rate base not included in base rates as of 4/30/2008 and it equals the
$415,886,486 shown in column 5 of my Exhibit 3.

b Response of KIUC to KU’s First Set of Data Requests, DR No. 1-10 (Dec. 3, 2008).
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LG&E’s and KU’s rate cases for years. KU has used this same methodology for
many years to allocate the appropriate amount of capital to Kentucky and Virginia
retail jurisdictions and wholesale jurisdictions. KU’s sister company, LG&E, has
used this methodology to allocate the appropriate amount of capital between electric
and gas operations for years. Allocating the capitalization supporting ECR rate base
from the Company’s overall capitalization using the rate base allocation methodology
is consistent with the use of this allocation methodelogy to allocate the appropriate
amount of capitalization supporting electric and gas operations for base rate purposes,

and is consistent with the method for allocating capitalization to the Kentucky

jurisdiction for base rate making purposes. Not including the ECR rate base as part of

the determination of the rate base allocation percentages is inconsistent with this well-
established ratemaking method.

Rate Base Calculation

Mr. Henkes proposes an adjusted original cost rate base of $2,243.488 million,
which is $26.580 million higher than KU’s proposed pro forma rate base of
$2,216.908 million. Do you agree with the adjustments Mr. Henkes made to
arrive at his adjusted electric original cost rate base for KU?

I agree with one adjustment Mr. Henkes made to arrive at his adjusted electric
original cost rate base for KU, but I do not agree with the most significant adjustment
Mr. Henkes made, an adjustment to KU’s depreciation reserve. KU agrees with Mr,
Henkes that, as stated in KU’s response to Data Request No. 12 of the Attorney
General’s First Data Request in this proceeding, it is correct to remove depreciation

and taxes from the calculation of cash working capital, which reduces KU’s electric
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rate base by about $2.002 million, which is a reduction $58,000 greater than that
contained in KU’s filed pro forma rate base.?®

Mr. Henkes’s most significant proposed adjustment to KU’s electric original
cost rate base, however, is incorrect. First, he asserts that $26.402 million shouid be
added to rate base due to the Attorney General’s proposed depreciation reserve
adjustment, which results from the AG’s proposed depreciation rates. KU’s proposed
depreciation rates, on the other hand, would reduce its depreciation reserve by
$236,000. KU witness John Spanos discusses the reasons why KU’s proposed Equal
Life Group depreciation rates should be adopted rather than those proposed by the
AG. If the Commission agrees with KU about those rates, it should reject the AG’s
proposed depreciation rates and their attendant depreciation reserve adjustment.

Rate Treatment of KU’s Investment in Electric Energy, Inc.

Please give a brief history of KU’s involvement with Electric Energy, Inc.

Several independent sponsoring companies, including KU, formed Electric Energy,
Inc. (“EEI™) in the early 1950s. EEIl was formed for constructing, owning and
operating the electric generating plant in Joppa, Iilinois to provide power to a gaseous
diffusion uranium plant owned and operated by the United States Atomic Energy
Commission (“AEC™) near Paducah, Kentucky. Construction began on the 1,000
MW plant in 1951. Plant start-up occurred in 1954 and the plant reached full
operation in summer 1955. At that time, the sponsoring Companies purchased any
excess power produced by the plant beyond the energy required by the AEC pursuant

to a purchase power agreement with a definite term.

% See Henkes L.G&E Electric Testimony at 14-15.
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Today, Missouri-based utility holding company Ameren Energy holds an 80%
stake in EEI; KU owns the remaining 20%. The gross capacity of the plant is
currently 1,162 MW. Of that total, 1,086 MW is from the coal fired Joppa facility
and 76 MW is combustion turbine capacity from Midwest Electric Power, Inc. By
contract, EEI sold its energy to AEC and the sponsoring companies at cost based rates
until the expiration under its terms at the end of 2005. In late 2005, as a super-
majority shareholder, Ameren Energy voted to sell this power into the market rather
than to sponsoring companies beginning in 2006. (KU attempted to renew the cost-
based purchase contract, but as a minority shareholder was unable to compel EEI to
do s0.) KU receives equity in earnings from 20% of the net income of EEl. KU also
receives 20% of the cash dividends that are declared and paid by EEI

Q. What has been the Commission’s regulatory accounting treatment of KU’s
investment in EEI from the 1950s through today?
A. KU’s investment in EEI has never been included in utility capitalization at KU.?’

Correspondingly, the earnings from EEI are now, and always have been, recorded

* See In the Matter of An Adjustment of the Electric Rates, Terms, and Conditions of Kentucky Utilities
Company, Case No. 2003-00434, Order at 16 and Appx. F (June 30, 2004); In the Matter of: The Application of
Rentucky Utilities Company for Appraval of an Alternative Method of Regulation of Its Rates and Service, Case
No. 1998-00474, Order at 59-63 and Appx. C (Jan. 7, 2000); In the Matter of> General Adjustment of Electric
Rates of Kentucky Ulilities Comparny, Case No. 8624, Order at 9-11 (March 18, 1983) (reducing K1I's
capitalization below KU’s proposed capitalization, which inciuded deductions for subsidiary investments. See
Testimony of John N. Newton at Exh. 2.); In the Matter of General Adfusiment of Electric Rates of Kentucky
Utilities Company, Case No. 8177, Order at 11-12 (Sept. 11, 1981) (“In determining the capital aliocated to the
Kentucky jurisdiction the Commission has reduced the total company common stock equity by $6,529,803 to
exclude the equity in subsidiary earnings and by $7,450,161 related to other investments which include Old
Dominion Power Company, Electric Energy, Inc, Ohio Valley Electric Corporation and miscellaneous
investments.”); In the Matter of. General Adjustment of Rates of Kentucky Utilities Company, Case No. 7804,
Order at 5 (Oct. 1, 1980) ("In determining the Capital allocated to the Kentucky jurisdiction the Commission
has reduced the total company Common Stock Equity by $6,536,780 to exclude the subsidiary earnings and by
$6,466,533 related to other investments.”); In the Matter of General Adjustment of Electric Rates of Kentucky
Utilities Company, Case No. 7163, Order at 4 (Dec. 20, 1978) (“The Commission finds that subsidiary earnings
of $7,362,824 and other investments totaling $4,910,000 should be subtracted from Common Equity ...."); In
the Matter of General Adjustment of Electric Rates of Kentucky Ultilities Company, Case No. 6906, Order at 4
{Mar. 20, 1978) (“The Commission finds that unappropriated undistributed subsidiary earnings of $7,158,863
and $4,537,627 of other investments should be subtracted from common equity .. ."); In the Matter of General
Adjustment of Electric Rates of Kentucky Utilities Company, Case No. 6236, Order at 3 (Sept. 19, 1975} (“The
27



10

11

12

13

14

15

16

17

18

19

20

21

22

below the line, currently in “Other Income Less Deductions.” KU records the
earnings on its invesiments in EEI on the equity method of accounting. KU records
its share of EEI’s net income each period in proportion to KU’s ownership percentage
(20%).

Given this history, please discuss why Mr. Kollen’s proposed radical and abrupt
change in rate treatment of KU’s purely shareholder-financed investment in EEI
is inappropriate and confiscatory.

Mr. Kollen’s proposed radical and abrupt change in rate treatment of KU’s purely
shareholder-financed investment in EEI is wholly inconsistent with the rate treatment
the Commission has approved for this investment for decades. In short, Mr. Kollen
proposes a series of accounting changes to confiscate KU’s shareholder investment in
EEI for the benefit of customers, notwithstanding that customers have not financed a
single penny of KU's 20% equity stake in EEI.

Moreover, for decades KU’s customers benefitted from power KU was able to
purchase from EEI at cost-based rates, which were significantly lower than market
rates, until the contract under which KU purchased the power expired on December
31, 2005. (Again, KU attempted to renew the cost-based purchase contract, but as a
minority shareholder was unable to compel EEI to do so.) As discussed in my answer
above, for the entire time that KU has had its purely shareholder-financed stake in
EEI, the Commission has approved KU’s exclusion of its investment from its
capitalization and accounting for its EEI earnings below the line, which was and is

appropriate for non-utility investments. And so long as KU earned very little on its

Commission finds that unappropriated undistributed subsidiary earnings of $5,559,982 should be subtracted
from common equity ...}, In the Matter of° General Adjustment of Electric Rates of Kentucky Ulilities
Company, Case No. 5915, Order at 3 n.2 (July 10, 1974) (subtracting “Unappropriated Undistributed Subsidiary
Eamnings” from “Total Common Stock Equity”).
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EEI investment, neither KIUC nor any other party to KU’s past rate cases have
suggested a different rate treatment for that investment.

Now, though, KIUC, through Mr. Kollen, wants to change the rules. Mr.
Kollen’s proposed rate treatment would effectively confiscate KU’s EEI investment,
converting it to a utility asset and allowing KU a return on equity thereon while
customers benefit from returns on an investment they did not make. When certain
parties proposed a similar rate treatment of AmerenUE’s investment in EEI in a
recent AmerenUE rate proceeding before the Missouri Public Service Commission
(“MPSC™), the MPSC rejected the proposal, concluding:

While AmerenUE undoubtedly is obligated to deal fairly with

its ratepayers, it has no obligation to donate what is clearly an

asset of its shareholders to the benefit of its ratepayers.

AmerenUE’s stock in EEInc. belongs to its shareholders, not to

ratepayers. For many years AmerenUE’s ratepayers benefited

from the ability of AmerenUE to purchase power from its

affiliate. But power is the only thing ratepayers bought. They

did not buy the right to own or otherwise control AmerenUE’s

shares of stock in EEInc. ... No reduction in revenue
requirement is warranted.”®

It is noteworthy that in the MPSC case discussed above, AmerenUE was (and is) the
majority shareholder in EEI, and the MPSC determined that the company should
retain the benefit of its non-utility investment; in KU’s case, as the minority
shareholder, the same logic should apply, particularly given KU’s efforts to extend
the cost-based power purchase contract from which its customers benefited for so
many years. [herefore, like the MPSC, the Commission should reject Mr. Kollen’s
proposed confiscatory rate treatment of KU’s purely shareholder-financed investment

in EEL

2 In the Matier of Union Electric Company d/b/a AmerenUE's Tariffs Increasing Rates for Electric Service
Provided to Customers in the Company’s Missouri Service Area, Case No. ER-2007-0002, Tariff No. YE-2007-
0007, Report and Order at 59 (issued May 22, 2007, effective June 1, 2007).

29



10

11

12

13

14

15

16

17

18

19

20

21

22

23

How does Mr. Henkes err in his position that KU’s deferred taxes on its EEI
subsidiary earnings should be ignored in the adjustment to capitalization?

Mr. Henkes asks the Commission simply to ignore the deferred taxes associated with
the EEI earnings, but it is completely inappropriate to ignore the tax consequences of
any item being considered in a rate analysis. All of the eamings and expenses
considered in determining rates have potential tax consequences, which are reflected
in current or deferred tax accounts and become part of the rate determination. In this
instance, KU’s EEI earnings have been booked as income, which in turn increases
capital as income is booked into retained earnings. Correspondingly, deferred taxes
of $8,915,810 have been recorded on the EEI earnings as of April 30, 2008. These
deferred taxes reduce income and correspondingly reduce capital when net income is
booked into retained earnings. Both the recording of income and the corresponding
deferred taxes affect the capital balances. One cannot arbitrarily choose to include an
itern of income without accounting for its tax consequences. KU’s proposal is correct
because it recognizes the EEI income and the tax consequence of such item of
income, both of which affect capital. Mr. Henkes seeks to recognize only the
addition to capital (the income from EEI), while incorrectly ignoring the tax
consequences associated with the EEI income (which reduce capital). Taken to its
logical conclusion, Mr. Henkes would ignore taxes on all aspects of income and
expense, an obviously incorrect outcome.

Operating Income Adjustment

Why is Mr. Henkes incorrect in asserting that KU’s proposed New Bank Credit

Facilities Adjustment is not known and measurable?
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The fees associated with the letters of credit that were included in the original filing
were estimates. However, the fees have now been negotiated with the letter of credit
bank and incorporated into the documents that will be signed during December (we
expect to close by December 19). The 70 bps fee included in the most recent data
response is the fee included in the documents which is now firm. In addition, the
dollar amount of the bonds that will be backed by letters of credit has also been
finalized at the $194.847 million as included in the most recent responses. Mr.
Henkes himself has included these amounts as part of his recommendation which is
further evidence that the costs are known and measurable. Final details of the
transaction will be provided prior to the hearing in this proceeding.

Does this conclude your testimony?

Yes.
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) SS:
COUNTY OF JEFFERSON )

The undersigned, S. Bradford Rives, being duly sworn, deposes and says he is the
Chief Financial Officer for Kentucky Utilities Company, that he has personal knowledge of
the matters set forth in the foregoing testimony, and the answers contained therein are true
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LG&E/LG&E Energy

Corporate Policies and Guidelines for
Intercompany Transactions



Corporate Policies and Guidelines
for Intercompany Transactions

These Policies and Guidelines have been established to set
forth business practices to be observed in transactions between
Louisville Gas and Electric Company (LG&E), its proposed Holding
Company (“Holding”) and any nonutility subsidiary created by
Holding. As nonutility subsidiaries are created by Holding, these
policies and guidelines will be revised and expanded to ensure that
the non-regulated activities are not subsidized by LG&E’s
ratepayers. Updated policies and guidelines will be filed with the
Public Service Commission on an annual basis.
Bolicies and Guidelines

1. Separation of costs between utility and non-utility

activities will be maintained.

Distinct and separate accounting and financial records will be
maintained and fully documented for each entity. All costs, which
can be specifically identified and associated with an activity,
will be directly assigned to that activity. 1Indirect costs, which
provide a benefit to more than one activity, will be allocated to
the activities that receive a benefit.

Although initially there will be a sharing of resources
between LG&E and Holding, to the extent practicable, each
subsidiary of Holding will acquire and maintain its own facilitiés,

equipment, staff and financing.



2. Intercompany transactions shall be structured to ensure
that non-requlated activities are not subsidized by the
requlated utility.

Separate accounting and financial records will be maintained
to ensure that intercompany transactions related to non-utility
activities will not have a? adverse impact on the utility or its
customers.

Transfers or sales of assets will be priced at the greater of
cost or fair market value for transfers or sales from LG&E to
Holding or other subsidiaries and at the lower of cost or fair
market value for transfers or sales made to LG&E from Holding or
any of its subsidiaries. Settlement or transfer of liabilities
will be accounted for in the same manner. Through this policy, the
ntility will receive the full benefit from intercompany transfers
or sales.

LG&E shall furnish a report to the PSC annually of each
transfer of utility assets between LG&E and Holding or any of its
subsidiaries, which has a value of $250,000 or more. Transfers
having a value of less than $250,000 will be grouped and reported
by specific categories, such as transportation equipment, power
operated equipment, etc.

Transfers or sales of nomutility assets, payment of dividends
and normal recurring transactions are expressly excluded from this

reporting requirement.



All good or services provided by the utility to Holding or any
of its subsidiaries will be billed at cost, including the proper
assignment of all indirect costs.

LG&E will utilize its automated responsibility accounting
system to accumulate and allcocate costs among the various
companies. To the extent possible, specific activities or projects
will be directly recorded in the accounting and financial records
of the appropriate company. Transactions affecting more than one
entity will be allocated among the affected companies by reference
to some reasonable, objective standard related to the facts and
circumstances of the transaction (i.e., number of employees, number
of traensactions, etc.)

Billings for intercompany transactions shall be issued on a
timely basis with documentation sufficient to provide for
subsequent audit or regulatory review. Payments for intercompany
transactions shall be made within thirty (30) days of receipt of
the invoice. If payment is not made by the due date, late charges
will be assessed by the billing company.

3. Strict iﬁggrnal controls will be maintained to provide
;gasonable assurance that intercompany transactions are
accounted for in accordance with management’s policies
and guidelines.

Accounting policies and procedures for intercompany

transactions will be fully documented and provided to all entities.



Intercompany transactions will be fully documented in sufficient
detail to enable wverification of the relevant information.
Periodic audits will be made of intercompany transactions and
transfer prices to ensure that these policies and guidelines are
being observed. Any detected deviations from these policies and
guidelines shall be reported to management and such deviations
shall be corrected in a timely manner.

4. FEinancial Reporting.

Holding and all subsidiaries shall prepare and have available
monthly and annual financial information required to compile
financial statements and to comply with other reporting
requirements. The financial information shall be accumulated and
prepared in accordance with Generally Accepted Accounting
Principles. 1In addition, the accounting information prepared and
maintained by LG&E shall conform to the requirements of the Public
Service Commission of Kentucky and the Federal Energy Regulatory
Commission’s uniform system of accounts.

All intercompany transactions shall be reported and the nature
and terms of the transactions should be fully described and
explained.

Holdiné will file consolidated Federal and State income tax
returms which will include LG&E's and any other subsidiaries’
taxable income. The “stand alone” method will be used to allocate

the income tax liabilities of each entity. Payment transfers for



tax 1liabilities or tax benefits will be made on the dates

established for the payment of Federal estimated income taxes.

0057103.01
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PURPOSE

CORPORATE POLICIES AND GUIDELINES
FOR INTER(COMPANY TRANSACTIONS

The purpose of this statement is to establish Policies and
Guidelines to govern transactions between Rentucky Utilities
Company {*KU”), its proposed Holding Company {(“Holding") and any
other non-utility subsidiary of BEolding that may be created. The
guidelines have been established to ensure that the following
policies are adhered to with respect to inter-party transactions:

I.

II1.

IiT.

IV.

A distinct separation of costs between utility and non-
utility activities will be maintained.

Intercompany transactions will be structured, and
reimbursement made, in such manner that such transactions
do not have an adverse impact on utility customers.

Strict internal controls will be maintained with respect
to inter-party transactions to ensure that these polices
are observed and to provide for adequate and effective
regulatory oversight of KU’'s electric utility operations.

All books and receords of KU and all affiliates will be
maintained in accordance with Generally Accepted
Accounting Principles and, in addition, the books and
records of XU will continue to comply with the
requirements of the Uniform System of Accounts.

GUIDELINES

II.

—_ . 0 uEili _
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In order to achieve the maximum level of efficiency it is
anticipated that there will be sharing of corporate
resources. In those instances the costs of such

resources will be allocated to the party receiving the
benefit.

Intercompany transactions will be structured, and
reinbursement made. in such manner .

Prompt and fair reimbursement will be made with respect
to any sale or transfer of assets, 1liabilities, or
services between the parties. Separate accountability of
management and records will be maintained to assure that
transactions involving non-utility activities will not
have an adverse impact on the utility or its customers.



III.

Sales or transfer of assets are to be settled by cost or
fair market value, whichever is greater when transfers or
sales are made by KU to Holding, or other parties, and
such transfers or sales are to be settled by cost or fair
market value, whichever is lower when transfers are made
to KU from Holding or other parties. Settlement or
transfer of liabilities are to be treated in the same
manner. These guidelines will insure that the utility

will not be negatively impacted by an inter-party
transaction.

Sales or provisions of services fall into two broad
categories; continuing services (such as payroll) and
special or periodic services ({such as sale of common
stock). For continuing services KU already has in place
a responsibility accounting system, which will be used as
the basis for cost allocation. For each responsibility
area, which provides continuing services, an objective
measure of the services provided {(i.e., number of
employees) will be determined and used to allocate the
costs of that responsibility to Holding or any other
subsidiary based on that measure.

The special or periodic services will be assigned a
project number for each project, all direct costs
accumulated and, with assignment of proper overheads,
billed to Helding or any other subsidiary as appropriate.

The foregeing cost allocation methods will be reviewed at
least annually and modifications made to reflect current
operating conditions to ensure that all costs incurred
for each party are assigned to that party.

Inter-party billings shall be issued on a timely basis
with sufficient detail attached to assure an adequate
audit trail and to provide for adequate and effective
regulatory review. Payment shall be due upon receipt and
past due 30 days after receipt of invoice. Late charges

will be assessed by the billing company on past due
amounts.

m: ! L3 | ] !: :;J- -]] m a » i 0] l !
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These policies and guidelines will be adopted by KU, by
Holding and by each other subsidiary of Holding.
Intercompany transactions will be documented in a
consistent manner and in sufficient detail to develop an
adequate audit trail. Intercompany transactions will be



periodically audited and reports given to management as
to compliance with these policies and guidelines.

Internal controls will be designed to ensure proper
accountability by (1) recognizing all intercompany
transactions, {2) establishing appropriate value, and (3}
recording each transaction properly.

Iv. k T £ilj wi
mainteined in accordance with Generally Accepted
Accounting Principles and. in addition. the hooks and
records of KU will continue to  comply with the
requirements of the Uniform Svstem of Accounts.

Holding and all subsidiaries are expected to provide
timely financial information necessary to compile the
required financial statements and to comply with other
reporting requirements. All books and records will be
maintained in accordance with Generally Accepted
Accounting Principles and, in addition, the books and
records of KU must meet the regquirements of the Uniform
System of Accounts. Audited financial statements are to
be accompanied by notes summarizing significant
accounting policies and other reguired disclosures.

It is anticipated that KU and Holding will file
consolidated Federal and State income tax returns,
Holding will receive and disburse payments between
parties, which result from the “stand alone” method of
computing income tax liabilities. The payment transfers
will include quarterly installment responsibilities.

MODIFICATION

These guidelines will be modified from time to time as
experience may require to ensure that the costs of all inter-

company transactions are properly allocated, recorded and
reimbursed.

0091522.01
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Corporate Policies and Guidelines
for Intercompany Transactions

These Policies and Guidelines have been established to set
forth business practrices to bhe observed in transactions between
Louisville Gas and Electric Company {“LG&E”), Kentucky Utilities
Company (“KU”), their Holding Company, LG&E Energy Corp. (“LG&E
Energy”) and any non-utility subsidiary created by LGLE Energy. As
nonutility subsidiaries are created by LG&E Energy, these policies
and guidelines will be revised and expanded to ensure that the non-
regulated activities are not subsidized by LG&E’'s or KU's
ratepayers. Updated policies and guidelines will be filed with the
Public Service Commission on an annual basis.
gg;;cies and Guidelines

1. Separation of costs between wtility and non-utility

activities will be maintained.

Distinct and separate accounting and financial records will be
maintained and fully documented for each entity. Aall costs, which
can be specifically identified and associated with an activity,
will be directly assigned to that activity. Indirect costs, which
provide a benefit to more than one activity, will be allocated to
the activities that receive a benefit.

Although initially there will be a sharing of resources

between LG&E, KU and LG&E Energy, to the extent practicable, each



subsidiary of LG&E Energy will acquire and maintain its own
facilities, equipment, staff and financing.

2. Intercompany transactions shall be structured to ensure

that non~requlated activities are not subsidized bv the

requiated utility.

Separate accounting and financial records will be maintained
to ensure that intercompany transactions related to non-utility
activities will not have an adverse impact on the utilities or
their customers.

Transfers or sales of assets will be priced at the greater of
cost or fair market value for transfers or sales from LG&E or KU to
LG&E Energy or other subsidiaries and at the lower of cost or fair
market value for transfers or sales made to LG&E or KU from LGE&E
Energy or any of LG&E Energy’s non-utility subsidiaries. Transfers
or sales of assets between LG&E and RU will be priced at cost,
Settlement or transfer of liabilities will be accounted for in the
same manner. Through this policy, the utilities will receive the
full benefit from intercompany transfers or sales.

LG&E or KU shall furnish a report to the PSC annually of each
transfer of utility assets between themselves or between LG&E or KU
and LG&E Energy or any of its non-utility subsidiaries, which has
a value of $250,000 or more. Transfers having a value of less than
$250,000 will be grouped and reported by specific categories, such

as transportation equipment, power operated equipment, etc.



Transfers or sales of nonutility assets, payment of dividends
and normal recurring transactions are expressly excluded from this
reporting requirement.

All goods or services provided by LG&E or KU to LG&E Energy or
any of its non-utility subsidiaries will be billed at cost,
including the proper assignment of all indirect costs.

LG&E and KU will utilize their auvtomated responsibility
accounting system to accumulate and allocate costs among the
various companies. To the extent possible, specific activities or
projects will be directly recorded in the accounting and financial
records of the appropriate company. Transactions affecting more
than one entity will be allocated among the affected companies by
reference to some reasonable, objective standard related to the
facts and circumstances of the transaction {i.e., number of
employees, number of transactions, etc.)

Billings for intercompany transactions shall be issued on a
timely basis with documentation sufficient to provide for
subsequent audit or regulatory review. Payments for intercompany
transactions shall be made within thirty (30) days of receipt of
the invoice. If payment is not made by the due date, late charges
will be assessed by the billing company.

3. Strict internal controls will be maintained to provide

reasonable assurance that intercompany transactions are




accounted for in accordance with management’s policies

and quidelines.

Accounting policies and  procedures for intercompany
transactions will be fully documented and provided to all entities.
Intercompany transactions will be fully documented in sufficient
detail to enable verification of the relevant information.
Periodic audits will be made of intercompany transactions and
transfer prices to ensure that these policies and guidelines are
being observed. Any detected deviations from these policies and
gﬁidelines shall be reported to management and such deviations
shall be corrected in a timely manner.

4, Financial Reporting.

1LGLE Energy and all subsidiaries shall prepare and have
available monthly and annual financial information required to
compile financial statements and to comply with other reporting
requirements. The financial information shall be accumulated and
prepared in accordance with Generally Accepted Accounting
Principles. In addition, the accounting information prepared and
maintained by LG&E and KU shall conform to the requirements of the
Public Service Commission of Kentucky and the Federal Energy
Regulatory Commission’s uniform system of accounts.

All intercompany transactions shall be reported and the nature
and terms of the transactions should be fully described and

explained.



LGE&E Energy will file consolidated Federal and State income
vtax returns which will include LG&E's, KU's and any other
subsidiaries’ taxable income. The "“stand alone” method will be
used to allocate the income tax liabilities of each entity.
Payment transfers for tax liabilities or tax benefits will be made
on the dates established for the payment of Federal estimated

income taxes.

17185
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

CASE NO. 2008-00251

REBUTTAL TESTIMONY OF WILLIAM E. AVERA

I. INTRODUCTION
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
William E. Avera, 3907 Red River, Austin, Texas, 78751.
ARE YOU THE SAME WILLIAM E. AVERA THAT PREVIOUSLY
SUBMITTED DIRECT TESTIMONY IN THIS CASE?
Yes, | am.
WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?
The purpose of my testimony is to respond to the recommendations of Dr. J. Randall
Woolridge, submitted on behalf of the Office of the Attorney General, and Mr. Lane
Kollen, on behalf of Kentucky Industrial Utility Customers, Inc., concemning the return
on equity (“ROE”) for the utility operations of Kentucky Utilities Company (“KU” or
“the Company”).
PLEASE SUMMARIZE THE CONCLUSIONS OF YOUR TESTIMONY.
Investors have many potential options for their funds, and KU must compete for
investment dollars. As documented in my rebuttal testimony, the cost of equity
recommendations of Dr. Woolridge and Mr. Kollen are significantly downward-biased
and out of touch with the requirements of real-world investors in the capital markets.
The ROE recommendations of Dr. Woolridge and Mr. Kollen fail the most
fundamental test of reasonableness because they do not provide KU with the

opportunity to earn returns that are comparable with those available from alternative

1
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investments of comparable risk. Considering investors’ ongoing awareness of the
risks associated with the utility industry specifically, and the implications of the
ongoing financial crisis generally, supportive regulation remains crucial to

maintaining KU’s access to capital.

IL. THRESHOLD ISSUE

DR. AVERA, IS IT POSSIBLE TO DISTILL THE MANY COMPLEXITIES
ASSOCIATED WITH ESTIMATING INVESTORS’ REQUIRED RATE OF
RETURN INTO A SINGLE, THRESHOLD ISSUE?
Yes. While the details underlying a determination of the cost of equity are all
significant to a rate of return analyst, there is one fundamental requirement that any
ROE recommendation must satisfy before it can be considered reasonable.
Competition for capital is intense, and utilities such as KU must be granted the
opportunity to earn an ROE comparable to contemporaneous returns available from
alternative investments if they are to maintain their financial flexibility and ability to
attract capital.

Rather than becoming bogged down in lengthy, academic arguments over the
merits of one quantitative approach versus another, the Commission can make a
determination on the key, threshold question: “Do the ROE recommendations of Dr.
Woolridge and Mr. Kollen meet the threshold test of reasonableness required by
established regulatory and economic standards governing a fair rate of return on
equity?” Based on the evidence discussed subsequently, the answer is, “No.”
WHAT ROLE DOES REGULATION PLAY IN ENSURING KU’S ACCESS TO

CAPITAL?
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Considering investors’ heightened awareness of the risks associated with the electric
power industry and the implications of ongoing volatility in the markets for long-term
capital, supportive regulation remains crucial in preserving KU’s access to capital.
Capital markets recognize that constructive regulation is a key ingredient in supporting
utility credit ratings and financial integrity, particularly during times of adverse
conditions. Moreover, considering the magnitude of the events that have recently
occurred, investors’ sensitivity to market and regulatory uncertainties has increased
dramatically.

ISIT WIDELY ACCEPTED THAT A UTILITY’S ABILITY TO ATTRACT
CAPITAL MUST BE CONSIDERED IN ESTABLISHING A FAIR RATE OF
RETURN?

Yes. This is a fundamental standard underlying the regulation of public utilities. The
Supreme Court’s landmark Bluefield and Hope decisions established that a regulated
utility’s authorized returns on capital must be sufficient to assure investors’ confidence
and that, if the utility is efficient and prudent on a prospective basis, it will have the
opportunity to provide returns commensurate with those expected for other
investments involving comparable risk. Dr. Woolridge also recognized that the
opportunity to earn a return at least equal to those expected in the capital markets for
comparable investments is a fundamental principle underlying the cost of equity.'
This is absolutely correct. If KU’s return on equity does not fully reflect the level of
investment risks that investors perceive, it will violate the risk-return tradeotf, breach

applicable standards, and impair the Company’s ability to attract necessary capital.

' Woolridge Direct at 19
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WHAT BENCHMARKS ARE USEFUL IN EVALUATING THE EXTENT TO
WHICH THE ROE RECOMMENDED BY DR. WOOLRIDGE MEETS THIS
FUNDAMENTAL REGULATORY REQUIREMENT?

The comparable earnings standard recognizes that KU must compete for capital with
all firms in the capital markets generally, and against firms in its own industry
specifically. The Value Line Investment Survey (“Value Line”) reports that electric
utilities as a whole are anticipated to earn a return of 11.5 percent in 2008 and 2009,
and 13.0 percent over its 2011-2013 forecast horizon.” A return that is significantly
below the level that Value Line expects for electric utilities generally would
undermine confidence in the financial integrity of the Company and its ability to
attract capital.

WHAT ARE THE POTENTIAL CONSEQUENCES OF AUTHORIZING A
RATE OF RETURN LESS THAN WHAT IS REQUIRED TO MEET THE
FINANCIAL END-RESULT TEST?

Considering the risks faced by KU, the need to fund substantial investment in utility
infrastructure, and the imperative of maintaining access to capital during times of
adversity, setting an ROE that fails to provide investors with an opportunity to earn
returns commensurate with companies of comparable risk would weaken KU’s
financial integrity, violate the capital attraction standard, and send the wrong signal to
investors at a time when access to capital markets is crucial for the Company.
WHAT IS THE PRIMARY REASON THAT DR. WOOLRIDGE FAILS TO

REACH ROE RECOMMENDATIONS THAT WOULD GIVE KU AN

? The Value Line Investment Survey at 148 (Nov. 28, 2008).
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OPPORTUNITY TO EARN RETURNS COMMENSURATE WITH
COMPANIES OF COMPARABLE RISK?

The primary reason is that he fails to account for real world investors’ expectations in
his application of the discounted cash flow (“DCF”) and Capital Asset Pricing Model
(*CAPM”) approaches. Because Dr. Woolridge’s application of these models does
not reflect investors’ expectations, the resuiting cost of equity estimates fail to provide
for a return sufficient to attract investors’ money.

HOW DO THE METHODS USED BY DR. WOOLRIDGE FAIL TO
ACCOUNT FOR INVESTORS’ EXPECTATIONS IN APPLYING THE DCF
MODEL?

As will be documented below, investors rely on projections of professional financial
analysts in forming expectations of the earnings growth for individual stocks. These
professional financial analysts consider the historical record of growth in earnings,
dividends, and book value as well as trends in relevant financial parameters such as
dividend payouts, profitability, sales, technology, and economic growth in formulating
their growth projections. While Dr. Woolridge considered these growth projections,
he dilutes them with considerations of past historical growth rates and his own
personal judgments. The flaw in attempting to meld these values and subjective
arguments with the growth projections of professional securities analysts is that the
financial analysts’ growth projections already take into account each company’s
historical financial performance, current prospects, and the effects of macroeconomic

faciors.
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IS IT REASONABLE TO DISCOUNT THE PROJECTIONS OF FINANCIAL
ANALYSTS AS “ROSY” OR “HIGHLY UNREALISTIC” AS DR.
WOOLRIDGE CLAIMS?

No. My DCF analysis referenced alternative sources of analysts’ growth rates from
well-recognized investment publications. These estimates included consensus growth
rates based on the projections of multiple analysts, considered projections of buy- and
sell-side analysts as well as other investment professionals, and reflected independent
estimates from firms with no investment banking or other market operations.

As will be discussed in detail below, there is ample evidence that contradicts
the specific claims made by Dr. Woolridge. But his claims are illogical given the
reality of a competitive market for investment advice. If financial analysts’ forecasts
do not add value to investors’ decision making, it would be irrational for investors to
pay for these estimates. Similarly, those financial analysts who fail to provide reliable
forecasts will lose out in competitive markets relative to those analysts whose
forecasts investors’ find more credible. The reality that analyst estimates are routinely
referenced in the financial media and in investment advisory publications implies that
investors use them as a basis for their expectations.

HOW DOES THE CAPM METHOD, AS APPLIED BY DR. WOOLRIDGE,
FAIL TO CAPTURE INVESTORS’ EXPECTATIONS?

Dr. Woolridge argues that forward-looking estimates of the spread between bond
returns and stock returns, such as that incorporated in my CAPM analysis, are not a
reliable basis for investors’ expectations because some studies of historical data and
his own personal beliefs suggest lower returns. The key question is not what investors

should expect if they agreed with certain academic studies, selected surveys, or Dr.
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Woolridge. It is rather, “What do investors expect given the inputs that today’s
investors would use in valuing the stocks?” Just as financial analysts’ projections of
future earnings growth have met the test of the market as a basis of investors’
expectations for the growth of individual companies, so also have investors’
expectations of the future spread between stock and bond returns. My forward-
looking application of the CAPM uses a risk premium that is slightly higher than the
historical risk premium as measured by arithmetic averages. This objective evidence
suggests that investors do not share the opinions of Dr. Woolridge that the historical
risk premium should be adjusted downward to reflect what investors “should” expect

in future returns.

IIl. CHANGES IN CAPITAL MARKET CONDITIONS
WHAT ARE THE IMPLICATIONS OF RECENT CAPITAL MARKET
CONDITIONS?
Recent volatility in the debt and equity markets linked to the ongoing financial crisis
and the weakening economy evidences investors’ trepidation to commit capital and
marks a significant upward revision in their perceptions of risk and required returns.
Bloomberg reported that the CBOE Volatility Index, commonly know as the VIX,
recently surged 26 percent to almost triple its average during the past year, indicating
unprecedented price fluctuations and uncertainty.® With respect to utilities
specifically, as of November 30, 2008, the Dow Jones Utility Average stock index has
declined over 26 percent since June 2008, while yields on utility bonds have increased

precipitously. Figure WEA-1 below plots the yields on triple-B utility bonds reported

3 Kearns, Jeff, “VIX ‘Exploding’ as Stocks Plunge on Growing Recession Concern,” Bloomberg (Qct. 15, 2008)
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by Moody’s Investors Service ("Moody’s") from June 2008 through November 30,
2008:

FIGURE WEA-i
MOODY'S TRIPLE-B PUBLIC UTILITY BOND YIELDS
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At the time my direct testimony was prepared, the average yield on triple-B rated
utility bonds was 6.8 percent. Meanwhile, Moody’s reported that for the month of
November 2008, the average yield on triple-B utility bonds had climbed to
approximately 9.0 percent.

WHAT DOES THIS EVIDENCE INDICATE WITH RESPECT TO
ESTABLISHING A FAIR ROE FOR KU?

The recent sell-off in common stocks and sharp increase in utility bond yields are
indicative of higher costs for long-term capital, and the ongoing credit crisis has
spilled over into the utility industry. For example, utilities have been forced to draw
on short-term credit lines to meet debt retirement obligations because of uncertainties
regarding the availability of long-term capital.® As the Edison Electric Institute
(“EEI”) noted in a recent letter to congressional representatives, the financial crisis has

serious implications for utilities and their customers:

* Riddell, Kelly, “Cash-Starved Companies Scrap Dividends, Tap Credit,” Pittsburgh Post-Gazette (Oct. 2,

2008)
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In the wake of the continuing upheaval on Wall Street, capital markets are all
but immobilized, and short-term borrowing costs to utilities have already
increased substantially. If the financial crisis is not resolved quickly, financial
pressures on utilities will intensify sharply, resultmg in higher costs to our
customers and, ultimately, could compromise service reliability.®

Similarly, an October 1, 2008, Wall Street Journal report confirmed that dislocations
in credit markets were also impacting the utility sector:
Disruptions in credit markets are jolting the capital-hungry utility sector, forcing
companies to delay new borrowmg or come up with different—often more

costly—ways of raising cash.®
An October 2008 report on the implications of credit market upheaval for utilities
noted that, while high-quality companies can still issue debt, “they now have to pay an

unusually high risk premium over Treasuries.”’

Meanwhile, a Managing Director
with Fitch Ratings, Ltd. (“Fitch™) recently observed that with debt costs at present
levels, “significantly higher regulated returns will be required to attract equity
capi’tal.”8 As Fitch concluded:

The collapse in secondary market debt pricing and in equity valuations is
worrisome. We see new debt now priced at around 5% or higher pushing up
against average authorized ROEs for utilities of around 10.25% to 10.50%.
Thus, raising new equity, which is now priced close to book value, is likely to be
dilutive.”

Q. DO YOU AGREE WITH DR. WOOLRIDGE THAT HIS RECOM-
MENDATION “IS CONSISTENT WITH THE CURRENT ECONOMIC
ENVIRONMENT?”

A. No. Dr. Woolridge’s assertion is patently false. While Dr. Woolridge touched on

conditions in the capital markets and granted that “stocks reached a five-year high in

5 Letter to House of Representatives, Thomas R. Kuhn, President, Edison Electric Institute (Sep. 24, 2008).

5 Wall Street Journal *Turmoil in Credit Markets Send Jolt to Utility Sector™ (Oct 1, 2008), p. B4.

" Rudden’s Energy Strategy Report (Oct. 1, 2008).

¥ Fitch Ratings Ltd., “EEI 2008 Wrap-Up: Cost of Capital Rising,” Global Power North America Special Report
(Nov. 17, 2008).

? Fitch Ratings Ltd., “Investing In An Unpredictable World,” Fitch Ratings' 20" Annual Global Power Breakfast
(Nov. 10, 2008).
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terms of relative volatility,”10 he diminished the importance of the recent financial
crisis and his evaluation entirely fails to consider the implications of the resulting
economic threats. For example, Dr. Woolridge observes (p. 2) that utilities and their
investors face “volatile capital market conditions”, but nevertheless grants (p. 3) that
in making his recommendations, “certain financial data have not been updated to
reflect the current economic situation.” Rather than account for the economic realities
facing today’s investors, he simply asserts that “current market conditions are in
disequilibrium as investors attempt to sort out the economic consequences of the
collapse of the financial sector.”’’ As a result, he recommends ignoring it altogether.
In complete defiance of the investment community and in contrast to every observable
financial benchmark, Dr. Woolridge miraculously concludes that “[l]ong-term capital
costs for U.S. corporations are currently at their lowest levels in more than four
decades.”'? Of course, as even a lay observer of capital markets would recognize,
nothing could be further from the truth.

DO THE CAPITAL MARKET BENCHMARKS CITED BY DR. WOOLRIDGE
ACCURATELY REFLECT THE CURRENT EXPECTATIONS AND
REQUIREMENTS OF KU’S EQUITY INVESTORS?

No. Consistent with his admission that “certain financial data have not been updated
to reflect the current economic situation,” Dr. Woolridge restricted his evaluation to
trends in government bond yields and other market data as of year-end 2007. As

support for his inaccurate claim that corporate capital costs are at “historical low

' Woolridge Direct at 56.
"' Woolridge Direct at 2.
* Woolridge Direct at 5.
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levels,”"? Dr. Woolridge points to his observation that yields on 10-year Treasury
bonds “have been in the 4-5 percent range for several years.”"" Dr. Woolridge’s
statement, as well as the inference he draws from it, are both incorrect.

WHY IS DR. WOOLRIDGE’S OBSERVATION INCORRECT AND
MISLEADING?

First, Dr. Woolridge’s characterization of trends in 10-year Treasury bond yields is not
accurate. Figure WEA-2, below, plots the weekly yields on 10-year Treasury bonds
from 2006 through the end of November 2008:

FIGURE WEA-2
10-YEAR TREASURY BOND YIELDS
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As shown above, beginning in the third quarter of 2007, the yields on 10-year
Treasury bonds began a general decline and fell outside Dr. Woolridge’s 4-5 percent
band in early 2008. Despite the fact that he failed to recognize the implications of
current financial data, Dr. Woolridge granted that:

In 2008 Treasury yields have been pushed even lower as a result of the mortgage
and sub-prime market credit crisis, the turmoil in the financial sector, the

" Woolridge Direct at 3.
" Woolridge Direct at 3, 5-6.
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prospect of an economic recession, and the government bailout of financial
institutions.”?

In response to accelerating concerns over economic uncertainties and the Federal
Reserve’s actions to increase liquidity in the face of a profound crisis in credit
markets, the fall in Treasury bond yields has become increasingly pronounced, with
the yield on 10-year notes falling below 3 percent in December 2008.

More importantly, however, in the current capital market climate trends in this
interest rate benchmark have virtually no relevance in evaluating long-term capital
costs for KU. As a result of the turmoil and uncertainty spreading through financial
markets, investors have sought a safe haven in government-backed securities, such as
Treasury bonds. As a result, while the required returns for other asset classes, such as
common stocks and public utility bonds, have moved sharply higher to compensate for
increased perceptions of risk, the yields on Treasury securities have fallen
significantly. In turn, the spread between the observable yields on corporate bonds
and Treasury securities has spiked dramatically. As Standard & Poor’s recently
observed: |

The Standard & Poor’s composite spreads widened to new five-year highs
yesterday, leaving the investment-grade spread at 554 basis points (bps) and the
speculative grade spread at 1,598 bps, both well more than triple their five-year
moving averages. ... With speculative-grade defaults on the rise, a higher
preponderance of credit downgrades, and a general malaise about the future of

the economy, we expect spreads to remain at their elevated levels for some time
until confidence is restored to the market."®

Dr. Woolridge’s assessment of trends in public utility bond yields is similarly
incomplete and misleading. In support of his contention that capital costs are at all-

time lows, Dr. Woolridge presents a comparison of single-A public utility bond yields

5 Woolridge Direct at 35.
'8 Standard & Poor’s Corporation, “Credit Trends: U.S. Composite Credit Spreads Daily (Dec. 2, 2008),”
RatingsDirect (Dec. 2, 2008).
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through 2007 (Exhibit JRW-4, p. 1), concluding that yields “retreated to the 5.50%
range by the end of 2007.'7 As documented above, however, Dr. Woolridge’s
conclusion ig directly at odds with the capital market realities faced by investors.
Yields on single-A utility bonds averaged 7.6 percent during November 2008,'® or
more than 200 basis points higher than those considered in Dr. Woolridge’s testimony.
In contrast to the conclusions of Dr. Woolridge, this implies a significant increase the
long-term capital costs for utilities, including KU.

Dr. Woolridge performs the same flawed assessment in examining trends in
public utility dividend yields. After evaluating historical dividend yields for the stocks
included in the Dow Jones Utility Average, Dr. Woolridge concluded that they “have
gradually declined over the past decade” and pointed to a year-end 2007 benchmark of
3.35 percent. Yet again, Dr. Woolridge completely ignores the realities in current
capital markets. As indicated above, the prices of utility stocks have declined
precipitously, which has pushed dividend yields significantly higher. Dow Jones &
Company recently reported a current yield on its benchmark utility index of 4.29
percent, or 94 basis points above Dr. Woolridge’s reference point. Confirming other
capital market trends, this evidence supports a finding that the cost of long-term
capital for KU has increased significantly.

DO YOU AGREE WITH DR. WOOLRIDGE (P. 4) THAT CHANGES IN
DIVIDEND TAXATION ENACTED IN 2003 HAVE LED TO A SIGNIFICANT

DECLINE IN INVESTORS’ REQUIRED RATE OF RETURN ON EQUITY?

" Woolridge Direct at 16.
' Moody's Investors Service, www.credittrends.com (retrieved Dec. 4, 2008).
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A No. In light of the unprecedented capital market events of this year and the
uncertainties associated with the incoming administration’s policy responses, it is
curious that Dr. Woolridge would choose to focus on 2003 tax legislation as support
for his recommendations.'” While dividend taxation is certainly one factor that may
be considered by investors, the impact of changes in dividend taxation on the cost of
equity for KU is unclear. First, the important role that pension funds and tax deferred
accounts play in the capital markets dilutes any effect that tax rate changes might have
on investors’ required rate of return. This is because the reduction in the taxation of
dividends has no impact on the returns for tax-free investors.

Moreover, using current capital market data to estimate the cost of equity,
such as my DCF and forward-looking CAPM approaches, already incorporate any
effects of changes in tax policies. While Dr. Woolridge implies that changes in
dividend taxation suggest a lower cost of equity than in the past, this ignores other
significant factors that influence required returns. In particular, risk perceptions in
general, and for electric utilities specifically, have shifted sharply upward, which
would more than offset any decline in the equity risk premium due to changes in
dividend taxation. Finally, investors are forward-looking and recognize that the
reduction in dividend taxation is scheduled to expire in 2010. Given the mounting
federal deficits, prospects for renewal are uncertain at best.

Q. DOES IT MAKE SENSE TO IGNORE CURRENT CAPITAL MARKET
CONDITIONS, AS DR. WOOLRIDGE RECOMMENDS?

A. Absolutely not. As Dr. Woolridge correctly observed:

* The reduction in dividend taxation in the Jobs and Growth Tax Relief and Reconciliation Act of 2003 will
expire at the end of 2010 unless renewed by Congress.
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The most important market factor is the time value of money as indicated by the
level of interest rates in the economy. Common stock investor requirements
generally increase and decrease with like changes in interest rates.

But rather than consider this fundamental principle and the implications of current
capital market trends, Dr. Woolridge completely disregarded the demonstrable
increase in long-term capital costs. In contrast to Dr. Woolridge, the investment
community is far less sanguine and there is very little indication that the dire
conditions confronting the economy and financial markets will be resolved quickly.
As a Managing Director for Fitch recently concluded, “I do not believe that borrowing
costs will come down from current levels.”?' Even Dr. Woolridge begrudgingly
adopted the upper end of his ROE range “in recognition of the volatile capital market
conditions.”*

As noted earlier, the standards underlying a fair rate of return require that KU’s
authorized ROE reflect a return competitive with other investments of comparable risk
and preserve the Company’s ability to maintain access to capital on reasonable terms.
This standard can only be met by considering the requirements of investors in today’s
capital markets. Past trends in interest rates or Dr. Woolridge’s vague sense that
conditions “are in disequilibrium” are irrelevant.

Similarly, contrary to Dr. Woolridge’s contention, the fact that market
volatility may complicate the application of quantitative methods to estimate the cost
of equity provides no basis to ignore the dramatic upward shift in investors’ risk

perceptions and required rates of return for long-term capital. While markets may

well be in “disequilibrium,” as Dr. Woolridge asserts, this is nothing new. Capital

* Woolridge Direct at 17.

*! Grabelsky, Glen, “Surviving the Present, Preparing for the Future,” Fitch Ratings’ 20™ Annual Global Power
Breakfast (Nov. 10, 2008)

* Woolridge Direct at 2.
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markets are continuously responding to current information and investors are
incessantly revising their forward-looking expectations accordingly. It is for this very
reason that it becomes even more critical to focus on current expectations, rather than
backward-looking data, in estimating investors’ required return during times of
change, such as those confronting today’s capital markets. Moreover, any
“disequilibrium” in capital markets does not alter the simple fact that observable
yields on long-term utility bonds have increased over 200 basis points above the
benchmark levels that Dr. Woolridge cites in his testimony. This evidence alone
demonstrates that KU’s ROE must be set far above the level recommended by Dr.
Woolridge if the Supreme Court’s standards underlying a fair rate of return are to be
met in today’s economic environment.

Since the 1930s, there has not been a time when the domestic and global
financial markets have experienced as much turmoil and uncertainty as they are now
undergoing. For a utility with an obligation to provide reliable service, investors’
increased reticence to supply additional capital during times of crisis highlights the
necessity of preserving the flexibility necessary to overcome periods of adverse capital
market conditions. The investment risks faced by utilities and their investors have
only been exacerbated in this uncertain environment. In turn, the need for supportive
regulation and an adequate ROE may never have been greater.

WHAT ARE THE IMPLICATIONS OF DISREGARDING ACTUAL CAPITAL
MARKET CONDITIONS IN SETTING THE ALLOWED RATE OF RETURN
ON EQUITY?

If the increase in investors’ required rate of return on long-term capital is not

incorporated in the allowed rate of return on equity, the results will fail to meet the
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comparable earnings standard that is fundamental in determining the cost of capital.
From a more practical perspective, failing to provide investors with the opportunity to
earn a rate of return commensurate with KU’s risks will only serve to further weaken
its financial integrity, while hampering the Company’s ability to attract the capital
needed to meet the economic and reliability needs of its service area.

DOES THE IMPORTANCE OF AN ADEQUATE RETURN TO ATTRACT
INVESTORS’ CAPITAL DIMINISH IF THE UTILITY IS NOT PLANNING
TO ISSUE NEW EQUITY?

Not at all. First, it is not always within the utility’s control when it will have to access
equity markets. Due to its obligation to serve, a utility may have to invest new capital
even during adverse market conditions and its ability to withstand such periods of
stress depends to a large degree on investors’ confidence in supportive regulation,
including an adequate ROE.

In the current crisis there has been much discussion of the problems created for
homeowners who were induced into buying too much house by “teaser” interest rates
that were very low at the outset, but then reset to higher rates after the first few years
of the mortgage. Many problems could have been avoided if, at the outset,
homeowners and lenders had looked beyond the low initial payments and focused on
the long-term costs and implications of their mortgage terms. The long-term
perspective is similarly important for regulators. The cost to customers in the long-
term may be much higher if the allowed return in the near term limits the financial
resiliency of the utility and renders it unable to raise capital on reasonable terms to

fund crucial infrastructure investments, especially in times of financial stress.
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If regulators opportunistically approve inadequate returns when the utility
seems to be financially sound, then investor confidence is lost. As the western energy
crisis of 2000-2001 demonstrated, it cannot be easily or quickly regained by simply
granting higher returns in later years. It would be both unfair to KU and against the
long-term interest of customers to adopt a downward-biased ROE, such as those

proposed by Dr. Woolridge and Mr. Kollen.

V.  J. RANDALL WOOLRIDGE
WHAT ROE DID DR. WOOLRIDGE RECOMMEND FOR KU?
Based on the results of his CAPM and DCF analyses, Dr. Woolridge developed an
ROE range for KU of 8.2 percent to 9.9 percent, and ultimately recommended a point
estimate of 9.9 percent “in recognition of the volatile capital market conditions,”®
While Dr. Woolridge applied both the CAPM and risk premium methods, his

recommendation effectively considered only the 9.9 percent cost of equity produced

by his application of the constant growth DCF method.

A. Proxy Group
DO YOU AGREE WITH DR. WOOLRIDGE’S ASSERTIONS REGARDING
THE ELIMINATION OF CERTAIN COMPANIES IN ANALYZING THE
COST OF EQUITY FOR KU?
No. Dr. Woolridge argued for the elimination of companies if less that 75 percent of
total revenues were attributable to electric utility operations.®* However, he failed to

demonstrate how this subjective criterion translates into differences in the investment

* Woolridge Direct at 2
™ Woolridge Direct at 9.
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risks perceived by investors. As I amply demonstrated in my direct Eestirnony,25 a
comparison of objective indicators demonstrates that investment risks for the firms in
my proxy groups are relatively homogeneous and comparable to KU. Moreover, there
are significant errors and inconsistencies associated with Dr. Woolridge’s approach
that justify rejecting his alternative proxy group altogether.

DID DR. WOOLRIDGE DEMONSTRATE A NEXUS BETWEEN HIS
SUBJECTIVE REVENUE CRITERION AND OBJECTIVE MEASURES OF
INVESTMENT RISK?

No. Under the regulatory standards established by Hope and Bluefield, the salient
criterion in establishing a meaningfu! proxy group to estimate investors’ required
return is relative risk, not the source of the revenue stream. Dr. Woolridge presented
no evidence to demonstrate a connection between the subjective revenue criterion that
he employed and the views of real-world investors in the capital markets.

Moreover, due to differences in business segment definition and reporting
between utilities, it is often impossible to accurately apportion financial measures,
such as total revenues, between utility segments (e.g , electric and natural gas) or
regulated and non-regulated sources. As a result, even if one were to ignore the fact
that there is no clear link between the source of a utility’s revenues and investors’ risk
perceptions, it is generally not possible to accurately and consistently apply revenue-
based criteria. In fact, other regulators have rebuffed these notions, with the Federal
Energy Regulatory Commission ("FERC") rejecting attempts to restrict a proxy group

to companies based on sources of revenues. As FERC recently concluded:

* Pages 23-25.
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This is inconsistent with Commission precedent in which we have rejected
proposals to restrict proxy groups based on narrow company attributes.?®

Indeed, as discussed below, reference to objective indicators of investment risk
demonstrates that the investment risks of KU are comparable to those of the firms that
Dr. Woolridge argues to exclude based on his subjective assessment.

Q. WHAT OBJECTIVE EVIDENCE CAN BE EVALUATED TO CONFIRM THE
CONCLUSION THAT HIS SUBJECTIVE REVENUE TEST IS NOT
SYNONYMOUS WITH COMPARABLE RISK IN THE MINDS OF
INVESTORS?

A. Bond ratings are perhaps the most objective guide to utilities’ overall investment risks
and they are widely cited in the investment community and referenced by investors.
While the bond rating agencies are primarily focused on the risk of default associated
with the firm’s debt securities, bond ratings and the risks of common stock are closely
related. As noted in Regulatory Finance: Ultilities’ Cost of Capital:

Concrete evidence supporting the relationship between bond ratings and the

quality of a security is abundant . ... The strong association between bond
ratings and equity risk premiums is well documented in a study by Brigham and
Shome (1982)

Indeed, Dr. Woolridge also reviewed the bond ratings of the companies in his
alternative proxy group.’? |

As I noted in my direct testimony (p. 38), KU has been assigned a corporate
credit rating of “BBB+” by S&P. Similarly, credit ratings assigned to my proxy

utilities that were excluded by Dr. Woolridge based on his subjective test ranged from

2 Pepcoe Holdings, Inc, 124 FERC 4 61,176 at P 118 (2008) {footnote omitted). Similarly, FERC has
specifically rejected argnments analogous to those of Dr. Woolridge that utilities “should be excluded from the
proxy group given the risk factors associated with its unregulated, non-utility business operations.” Bangor
Hydro-Elec Co., 117 FERC % 61,129 at PP 19, 26 (2006)

* Morin, Roger A., “Regulatory Finance: Utilities” Cost of Capital,” Public Utility Reports (1994) at 81

¥ Exhibit JRW-2.
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“BBB” to “A-", with the average credit rating of “BBB+" being identical to that of
KU. Considering that credit ratings provide one of the most widely referenced
benchmarks for investment risks, a comparison of this objective risk indicator
demonstrates that the range of risks for the companies eliminated under the subjective
criterion proposed by Dr. Woolridge are entirely comparable to those of K.

WHAT INCONSISTENCIES AND ERRORS ARE ASSOCIATED WITH THE
REVENUE TEST PROPOSED BY DR. WOOLRIDGE?

First, while Dr. Woolridge screened all electric and combination electric and gas

utilities followed by Value Line, his revenue test was based solely on electric revenues

and ignored the impact of gas utility operations. For example, despite the fact that 100
percent of the operating revenues of PG&E Corporation are attributable to regulated
electric and gas utility operations, Dr. Woolridge eliminated this firm from his proxy
group. Similarly, Vectren Corporation reported in its 2007 Form 10-K Report that its
regulated utility segment accounted for approximately 77 percent of total revenues,
while Wisconsin Energy’s utility segment posted 2007 revenues equal to 99.7 percent
of the total consolidated revenues. Considering the similarities in the regulatory and
business environments for electric and gas utility operations, his failure to incorporate
gas utility revenues in implementing his test makes no sense.

Second, four of the six firms that Dr. Woolridge specifically cites in his
testimony as being unsuitable comparables were never included in my proxy group in
the first place. Specifically, Dr. Woolridge incorrectly states that Great Plains Energy,

OGE Energy, Otter Tail Corporation, and Westar Energy were included in my proxy
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group and argues that these firms “are not appropriate”.”® But as a review of my
Exhibit WEA-1 demonstrates, none of these firms are even included in my analyses.

Third, Dr. Woolridge’s subjective assessment is inconsistent with the
companies he accepted in his own reference group of utilities. For example, while Dr.
Woolridge argued to exclude companies with substantial operations outside the
electric utility sector, he included Hawaiian Electric Industries (“Hawaiian Electric™)
in his reference group. But in addition to its electric utility operations, Hawaiian
Electric also owns and operates American Savings Bank, which is the third largest
financial institution in Hawaii. Despite the fact that competitive banking activities
accounted for approximately 41 percent of operating income in 2007, Dr. Woolridge
elected to include Hawaiian Electric in his proxy group.

Finally, Dr. Wooridge’s artificial revenue threshold for his electric utility
group is inconsistent with his findings for the gas utilities included in his analyses
presented in Louisville Gas and Electric Company’s ongoing rate proceeding. In Case
No. 2008-00252, Dr. Woolridge testified that, on average, his gas utility group
“receives 68% of revenues from regulated gas operations,”3° If Dr. Woolridge finds it
acceptable for certain gas utilities to have less than 68 percent of revenues from gas
utility operations, why then did he exclude comparably situated electric utilities?
Alternatively, why did he not hold gas utilities to the same 75 percent revenue
threshold imposed on his electric utility group if this is a meaningful indicator of

comparable risk? The answer, of course, is that Dr. Woolridge’s revenue statistic has

» Woolridge Direct at 59.
0 Direct Testimony of J. Randall Woolridge at p. 10, An Adjustment of the Electric Rates, Terms, and
Conditions of Louisvifle Gas and Electric, Case No. 2008-00252.
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no demonstrable link to risk and his internal inconsistency merely highlights the
entirely subjective and baseless nature of his “test”

ARE THERE OTHER ERRORS ASSOCIATED WITH DR. WOOLRIDGE’S
APPLICATION OF HIS PROXY GROUP CRITERIA?

Yes. Three of the utilities included in Dr. Woolridge’s proxy group violate his
criteria, which included the requirement that they maintain an investment grade credit
rating.”! Specifically, Central Vermont Public Service Corporation (“Central
Vermont”), PNM Resources, Inc. (“PNM?”), and UniSource Energy Corporation
(“UniSource™) are all currently assigned speculative, or “junk” bond ratings. S&P
noted in June 2005 that it lowered its corporate credit rating for Central Vermont
Public Service from “BBB-“ to “BB+", citing an adverse shift in the utility’s
regulatory environment.* Similarly, S&P lowered its credit rating on PNM to “BB+”
in April 2008 S&P does not report a credit rating for UniSource, but has assigned a
“BB+” rating 1o its principal utility subsidiary, Tucson Electric Power Company.**
While Moody’s does not currently publish a credit rating for Central Vermont, it rates
the company’s preferred stock at “Ba2”** Moody’s has assigned senior unsecured
credit ratings of “Ba2” and “Bal” to PNM and UniSource, respectively.*® Thus, both

of these utilities fall below the bottom end of the investment grade scale and should

3 Woolridge Direct at 9.

3 Standard & Poor’s Corporation, “Research Update: Central Vermont Public Service Rating Lowered, Off
Watch Neg,” RatingsDirect (June 10, 2005).

 Standard & Poor's Corporation, “PNM Resources Rating Lowered to ‘BB+’, Placed On CreditWatch With
Negative Implications,” RatingsDirect (Apr. 18, 2008).

3 Standard & Poor’s Corporation, “Research Update: Tucson Electric Power Co. Corporate Credit Rating
Raised to ‘BB+’,” RatingsDirect {Dec. 2, 2008).

¥ Moody’s Investors Service, “Credit Opinion: Central Vermont Public Service Corp.,” Global Credit Research
(May 12, 2008).

8 Moody's Investors Service, “Credit QOpinion: PNM Resources, Inc,” Global Credit Research (May 27, 2008);
Moaody’s Investors Service, “Issuer Comment: UniSource Energy Corporation,” Global Credit Research (Mar. 7,

2008).
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have been eliminated from Dr. Woolridge’s proxy group under his own screening

criteria.

B. DCF Method
WHAT ARE THE FUNDAMENTAL DIFFERENCES BETWEEN YOUR DCF
ANALYSIS AND THAT OF DR. WOOLRIDGE?
There are four key distinctions between my DCF analysis and that of Dr. Woolridge:
1) whereas Dr. Woolridge incorporates historical results as being indicative of what
investors expect, my analysis focuses directly on forward-looking data; 2) Dr.
Woolridge discounts reliance on analysts’ growth forecasts for earnings per share
("EPS") as somehow biased, while my application of the DCF model recognizes that it
is investors' perceptions and expectations that must be considered in applying the
DCF model; 3) rather than looking to the capital markets for guidance as to investors’
forward-looking expectations, Dr. Woolridge applies the DCF model based on his own
personal views; and, 4) whereas my analysis explicitly excludes data that results in
illogical cost of equity estimates, Dr. Woolridge essentially assumes that any resulting
bias will be eliminated through averaging.
DO YOU BELIEVE THAT THE RESULTS OF bDR. WOOLRIDGE’S DCF
ANALYSIS MIRRORS INVESTORS’ LONG-TERM EXPECTATIONS IN
THE CAPITAL MARKETS?
No. There is every indication that his DCF results are biased downward and fail to
reflect investors’ required rate of return. As I explained in my direct testimony,
historical growth rates (such as those referenced by Dr. Woolridge to apply the DCF
model) are colored by the structural changes and numerous challenges faced in the

utility industry. Moreover, given recent financial trends in the utility industry and the
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importance of earnings in determining future cash flows and stock prices, growth rates
in dividends per share ("DPS"} and book value per share ("BVPS") are not likely to be
indicative of investors’ long-term expectations. As a result, DCF estimates based on
these growth rates do not capture investors’ required rate of return for the industry.

Consider Dr. Woolridge’s reference to historical growth rates, for example. If
past trends in EPS, DPS, and BVPS are to be representative of investors’ expectations
for the future, then the historical conditions giving rise to these growth rates should be
expected to continue. That is clearly not the case for utilities, where structural and
industry changes have led to declining dividends, earnings pressure, and, in many
cases, significant write-offs. As Dr. Woolridge concluded:

[T]o best estimate the cost of common equity capital using the conventional
DCF model, one must look to long-term growth rate expectations.37

While past conditions for utilities serve to depress historical growth measures, they are
not representative of long-term expectations for the electric utility industry.

Moreover, to the extent historical trends for electric utilities are meaningful, they are
also captured in projected growth rates, such as those published by Value Line, IBES,
Reuters, and Zacks since securities analysts also routinely examine and assess the
impact and continued relevance (if any) of historical trends.

IS THE DOWNWARD BIAS INHERENT IN HISTORICAL GROWTH
MEASURES FOR ELECTRIC UTILITIES EVIDENT IN DR. WOOLRIDGE’S
DCF ANALYSES?

Yes, it is. For example, consider the historical growth measures displayed on page 3

of Dr. Woolridge’s Exhibit JRW-6. As shown there, the average 5-year historical

7 Woolridge Direct at 28
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growth rates for the utilities in Dr. Woolridge’s proxy group ranged from zero to 4.0
percent. Over two-thirds of the individual historical growth rates reported by Dr.
Woolridge for the companies in his electric proxy group were 3.0 percent or less, with
many being zero or negative. Combining a growth rate of 3.0 percent with Dr.
Woolridge’s dividend yield of 4.3 percent implies a DCF cost of equity of
approximately 7.4 percent. This implied cost of equity falls below the average yield
on single-A public utility bonds reported by Moody’s for November 2008 of
approximately 7.6 percent. Clearly, the risks associated with an investment in public
utility common stocks exceeds those of long-term bonds, and Dr. Woolridge’s
historical growth measures result in a built-in downward bias to his DCF conclusions,
which provide no meaningful information regarding the expectations and requirements
of investors.

DID DR. WOOLRIDGE ALSO INCLUDE PROJECTED GROWTH RATES
THAT RESULT IN ILLOGICAL DCF COST OF EQUITY ESTIMATES?

Yes. For example, four of the projected DPS growth rates included in

Dr. Woolridge’s DCF analysis are equal to zero,”® which implies an indicated cost of
equity equal to the utility’s dividend yield. Even though such a result is clearly
illogical, Dr. Woolridge included these growth rates in developing his conclusions
using the DCF model.

DID DR. WOOLRIDGE MAKE ANY EFFORT TO TEST THE
REASONABLENESS OF THE INDIVIDUAL GROWTH ESTIMATES HE

RELIED ON TO APPLY THE CONSTANT GROWTH DCF MODEL?

¥ Woolridge Direct at Exhibit JRW-6, p. 4. While growth rates equal to zero illustrate the downward bias
inherent in Dr. Woolridge's analyses, many of the other growth estimates are too low to be considered credible.
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A, No. Dr. Woolridge simply calculated the average and median of the individual growth
rates with no consideration for the reasonableness of the underlying data. In fact,
many of the growth measures embodied in Dr. Woolridge’s application of the constant
growth DCF application make no economic sense.

For example, consider the projected growth rates from Bloomberg included in
Dr. Woolridge’s evaluation. As shown on page 5 of Exhibit JRW-6, the individual
values for the firms in his proxy group ranged from 2.75 percent to 34.00 percent.
Combining these growth rates referenced by Dr. Woolridge with his average dividend
yield suggests a DCF cost of equity range of 7.1 percent to 39.0 percent using his
methodology.” Clearly, DCF estimates that imply a cost of equity below the yield on
public utility bonds or in excess of 30 percent violate economic logic and hardly
represents an informed evaluation of investors’ expectations. Moreover, reliance on
the median value for a series of illogical values does not correct for the inability of
individual cost of equity estimates to pass fundamental tests of economic logic.

Q. HAS DR. WOOLRIDGE RECOGNIZED THE IMPORTANCE OF
EVALUATING MODEL INPUTS IN OTHER FORUMS?

A. Yes. Dr. Woolridge participated in the development of the ValuePro website, which
is an online valuation service largely based on application of the DCF model **
ValuePro confirmed the importance of evaluating the reasonableness of inputs to the
DCF model:

Garbage in, Garbage out! Like any other computer program, if the inputs into

our Online Valuation Service are garbage, the resulting valuation also will be
garbage,‘”

* Dr. Woolridge adjusted his dividend yield for one-half year’s growth
% www.valuepro net.
* hetp:/fwww. valuepro.net/abtonline/abtonline.shtml.
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Unlike his approach here, Dr. Woolridge advised investors to use common sense in
interpreting the results of valuation models, such as the DCF:
If a figure comes up for a certain input that is either highly implausibie or looks

wrong, indeed it may be. If a valuation is way out of line, figure out where the
Service may have strayed on a valuation, and correct it

Given the fact that many of the growth rates relied on by Dr. Woolridge result in
illogical cost of equity estimates, it is appropriate to take the same critical viewpoint
when evaluating inputs to the DCF model in this proceeding.

DO YOU AGREE WITH DR. WOOLRIDGE’S DECISION TO GIVE
“GREATER WEIGHT” TO DCF RESULTS IN ESTABLISHING AN ROE
FOR KU?

No. Despite Dr. Woolridge’s attempt to cast the CAPM in an unfavorable light, it is
generally considered to be the most widely referenced method for estimating the cost
of equity among academicians and professional practitioners, with the pioneering
researchers of this method receiving the Nobel Prize in 1990. Considering the results
of alternative methods and approaches provides greater confidence that the end result
is reflective of investors’ required rate of return. Investors’ expectations are
unobservable, and there is no methodology that provides a foolproof guide to their
required rate of return. Each method provides another facet of examining investor
behavior, with different assumptions and premises. Investors do not necessarily
subscribe to any one method, and no model can conclusively determine or estimate the
required return for an individual firm. If the cost of equity estimation is restricted to
certain methodologies, while the results of other approaches are ignored, it may

significantly bias the outcome. Rather, all relevant evidence should be weighed and
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evaluated in order to minimize the potential for error. Regulatory Finance. Utilities’
Cost of Capital concluded that:

When measuring equity costs, which essentially deal with the measurement of
investor expectations, no one single methodology provides a foolproof panacea.
If the cost of equity estimation process is limited to one methodology, such as
DCF, it may severely bias the results.*

Regulators have customarily considered the results of alternative
approaches in determining allowed returns.*! Tt is widely recognized that no single
method can be regarded as a panacea; all approaches have advantages and
shortcomings. For example, a publication of the Society of Utility and Financial
Analysts (formerly the National Society of Rate of Return Analysts), concluded that:

Each model requires the exercise of judgment as to the reasonableness of the
underlying assumptions of the methodology and on the reasonableness of the
proxies used to validate the theory. Each model has its own way of examining
investor behavior, its own premises, and its own set of simplifications of reality.
Each method proceeds from different fundamental premises, most of which
cannot be validated empirically. Investors clearly do not subscribe to any

singular method, nor does the stock price reflect the application of any one
single method by investors.”’

As I explained in my direct testimony, the CAPM method is widely recognized as a
meaningful approach to estimate investors’ required rate of return. While there are
significant flaws in Dr. Woolridge’s application of the CAPM approach that resuits in
a downward biased cost of equity estimate, there is no basis to favor the DCF model

over other approaches if properly applied.

** Morin, Roger A., “Regulatory Finance: Utilities’ Cost of Capital,” Public Utilities Reports (1994) at 238,

*3 Morin, Roger A., “Regulatory Finance: Utilities” Cost of Capital,” Public Utilities Reports (1994) at 238

 For example, a NARUC survey reported that 26 regulatory jurisdictions ascribe to no specific method for
setting allowed ROEs, with the results of all approaches being considered. “Utility Regulatory Policy in the U.S.
and Canada, 1995-1996,” National 