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1 I. STATEMENT OF QUALWICATIONS 

2 

3 Q. WOULD YOU STATE YOTJR NAME AND ADDRESS? 

4 

5 Greenwich, Connecticut 06870. 

6 

7 Q. WHAT IS YOUR PRESENT OCCUPATION? 

8 A 

9 specializes in utility regulation. 

A. My name is Robert J" Henlccs and my business address is 7 Sunset Road, Old 

I am Principal and founder of Henkes Consulting, a financial consulting firm that 

10 

11 Q. 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 A. 

22 

2.3 

WHAT IS YOUR REGULATORY EXPERIENCE? 

I have prepared aid presented numerous testimonies in rate proceedings involving 

electric, gas, telephone, water and wastewater conipanies in ,jurisdictions 

nationwidc including Arkansas, Delaware, District of Columbia, Georgia, 

Kentucky, Maryland, New Jersey, New Mcxico, Pennsylvania, Vermont, the U,S. 

Virgin Islands and before the Federal Energy Regulatory Commission. A complete 

listing of jurisdictions and rate proceedings in which I have been involved is 

provided in Appendix I attached to this testimony. 

WHAT OTHER PROFESSIONAL EXPERIENCE JUVE YOU HAD? 

Prior to founding Henkes Consulting in 1999, I was a Principal ofThe Georgetown 

Consulting Group, hc .  for oveI 20 years. At Georgetown Consulting I performed 

tlic same type of consulting services as I am currently rcndering through Henkes 

1 



Henlces Direct Testimony 
Keiituclcy lltilitier Coinpaiy - Case No 2008-00251 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 Q. 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Consulting Prior to my association with Georgetown Consulthig, I was employed 

by the American Can Company as Manager of Financial Controls. Before joining 

the American Can Company, I was employed by the management consulting 

division of Touche Ross & Company (now Dcloitte & Touche) for over six years 

At Touche Ross, my experience, in addition to regulatory work, included nunierous 

projects in a wide variety of industries and financial disciplines such as cash flow 

projections, bonding feasibility, capital and profit forecasting, and the design and 

implementation of accounting and budgetary reporting and control systems. 

WHAT IS YOUR EDUCATIONAL BACKGROUND? 

I hold a Bachelor degree in Management Science leceived kom the Netherlands 

School of Busincss, The Netherlands in 1966; a Bachelor of Arts degree received 

&om the University of Puget Sound, Tacoma, Washington in 1971; and an MBA 

degree in Finance rcccived from Michigan State University, East Lansing, 

Michigan in 1973 I have also complctcd the CPA program ot the New York 

University Graduate School of Business. 

2 
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1 

2 

3 Q. 

4 A. 

5 

6 

7 

8 

9 

IO 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

11. SCOPE AND PURPOSE OF TESTIMONY 

WHAT IS THE SCOPE AND PXJRPOSE OF THIS TESTIMONY? 

I was engaged by the Office of Rate Intervention of the Attorney General of 

Kentucky (“AG”) to conduct a review and analysis and present testimony in the 

matter of the petition of Ihntucky IJtilities Company (“KU” or the “Company”) for 

an increase in its base rates for electric service. 

The purpose of this testimony is to present to the Kentucky Public Service 

Commission (“KPSC” or the “Coinmission”) the appropriate jurisdictional 

capitalization and overall rate of return, rate base and pro forma test period 

operating income, as well as thc appropriate jurisdictional electric revenue 

requirement for the Company in this proceeding. 

In the determination of the AG‘s recommended jurisdictional capitalization and 

overall rate of return, rate base, operating income and revenue requirement, I have 

relied on and incorporated the recommendations of the following other expert 

witnesses engaged by the AG in this proceeding: 

1 Dr J. Randall Woolridge, concerning the appropriate capital structure ratios, 

cost rates foi short- and long term debt, the return on common equity, and the 

21 

22 

23 

resulting overall rate of return foi the Company in this proceeding; 

2. Mr. Michael Maioros, concerning the appropriate depreciation rates to be 

adopted by the Commission in this case; and 



5 

6 

7 

8 

9 

10 

11 

12 

1 3 

14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
.3 1 

Hen1ce.s Direct Testiniony 
Keiltuclcy [Jtilities Con~paizy - Case No. 2008-002.5I 

3 .  Mr. Glenn A. Watkins, concerning KU’s proposcd temperature normalization 

adjustment. 

In developing this testimony, I have reviewed and analyzed the Company’s July 29, 

2008 filing; supporting testimonies, exhibits, filing requirements and workpapers; 

the Coinpany’s responses to initial and follow-up data requests by the IQSC Staff, 

AG and other intervenors; and other relevant financial documents and data. 

4 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

1.3 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

111. SUMMARY OF FINDINGS AND CONCLUSIONS 

Q. PLEASE SUMMARIZE YOUR FINDINGS AND CONCLUSIONS lh’ THIS 

CASE. 

1 have reached the following findings and conclusions in this case: A. 

1. 

2. 

3 .  

The revenue requirement determination in this case should be based on 

KU’s ,juIisdictional capitalization. This revenue requirement determination 

base has also been proposed by the Company in this rate proceeding and has 

been consistently applied by the Coinmission in KU’s previous base rate 

proceedings [Schedule RJH-I, line 11 

The appropriate adjusted jurisdictional capitalization as of April 30, 2008, 

the end of the test period in this case, amounts to $2,052.,940 million which 

is $20.523 million lower than the adjusted jurisdictional capitalization of 

$2,073,461 million proposed by KU [Schedule RJH-1, line 1 and Schedule 

RJH-21. 

The AG’s expert rate of return witness, Dr. Woolridge, has at this time 

recommended a short-term debt cost rate of 2.63%, iong-tern debt cost rate 

of 5.21%, and a return on equity of9.90%. These recommended capital cost 

rates, together with Dr.. Woolridge’s recommended capital struclure ratios 

produce the AG’s recommended overall rate of return on capitalization for 

of 7.61%). By comparison, the Company has proposed an overall rate of 

return on capitalization of 8.31% [Schedule RJH-?]., 

5 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

The recommended rate of return on capitalization of 7 61% is equivalent to 

a rate of return of 6.96% on the Company's adjusted jurisdictional rate base 

[Schedule RJH-3, line 151. The Company has not presented an equivalent 

proposed overall return on rate base number for its electric operations. 

The appropriate pro forma adjusted jurisdictional rate base measured RS of 

April 30,2008, the end of the test period in this case, amounts to $2,243.,488 

million.. The recommended return on rate base amounts to 6.96% [Schedule 

4. 

RJH-31. 

5. The approptiate pro €orma test period jurisdictional operating income 

amounts to $181.863 million, which is $23.361 million higher than KU'S 

proposed test period ju~isdictional operating income of $158.502 million 

[Schedule R31-1-1, line 4 and schedule RJH-41 

The appropriate revenue conversion factor to be used for rate making 

purposes in this case is .62175222. This factor has been used by both the 

Company and the AG [Schedule RJH-1, line 61. 

The application of the recommended overall rate of return of7.61% to the 

recommended jurisdictional capitalization of $2,052.940 million, combined 

with the recommended pro forma test pexiod jurisdictional operating income 

of SlS1.86.3 million and the revenue conversion factor of 62175222 

indicates that the Company has an annual revenue excess of $41.258 million. 

This represents a difference of $63.458 million from the Company's 

proposed annual revenue dejcienqy of $22.200 million [Schedule RJH-I, 

lines 1-71" 

6. 

7. 

6 
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1 

2 

3 

4 

5 

6 Q. 

7 

8 

9 A. 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

IV. RE\’ENUE REQXJIREMENT ISSUES 

A. CAPITALIZATION 

PLEASE DESCRIBE THE COMPANY’S PROPOSED TEST YEAR-END 

ADJUSTED CAPITALIZATION FOR ITS ELECTRIC OPERATIONS IN 

THIS CASE. 

The Company has proposed an adjusted jurisdictional capitalization of $2,073.463 

million. As shown on Rives Exhibit 2, the starting point of the Company’s 

proposed pro forma adjusted jurisdictional capitalization is the actual per books 

total company capitalization as of 4/30/08 of approximately $2,853377 million, 

consisting of short term debt, long term debt, and common equity. The Company 

then made 3 pro forma jurisdictional capitalization acljuslments in order to arrive at 

its proposed adjusted jurisdictional capitalization of $2,804.251 million. These 3 

capitalization adjustments concern (1) the renioval of Undistributed Subsidiary 

Earnings; (2) the removal of KU’s investment in EEI; and ( 3 )  the removal of KU’s 

investments in Ohio Vallcy Electric Corporation (0VE.C) and other non-utility 

investments Next, the Company applied an clcctric non-ECR rate base ratio of 

7.3.,94% to its adjusted jurisdictional capitalization of $2,804.251 million, resulting 

in its proposed non-ECR jurisdictional capitalization balance ofS2,073.463 million. 

22 

23 Q. IS THE &ETHOD USED BY THE COMPANY IN THE DETERMINATION 

7 
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1 

2 

3 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

1.3 Q. 

14 

15 

16 

OF ITS PROPOSED ADJUSTED CAPITALIZATION CONSISTENT WITH 

THE METHOD PRESCFUBED BY THE COMMISSION IN THE 

COMPANY’S PRIOR RATE CASE 1[N CASE NO. 2003-00434 AND THE 

RATE CASE BEFORE THAT IN CASE NO. 1998-474? 

No. The method currently prescribed by the Commission md used in setting KU’s 

rates in its prior two rate cases first calculates the jurisdictional capitalization by 

multiplying the total company capitalization by a jurisdictional rate base ratio that 

has nof fist been adjusted by the removal of ECR-related rate base, as the Company 

has done in the instant rate pxoceeding. As the next step, the Commission- 

prescribed method would then xemove all ECR-related capital from the 

jurisdictional-allocated capitalization. 

HAS THE COMPANY PRESENTED THE JURKDICTIONAL- 

ALLOCATED ADJUSTED CAPITALIZATION AS DETERMINED IN 

ACCORDANCE WITH THE CO1LIMISSION-PRESCRIBED 

CALCULATION METHOD? 

17 A. Yes. The Company has presented the calculations and end-results of tho 

18 Commission-prescribed methodology in Appendix B of Rives Exhibit 2. As shown 

19 in Appendix B, under the Commission-prescribed calculation methodology, the 

20 Company’s adjusted jurisdictional cdpitalimtion amounts to $2,032.391 million as 

21 compared to the Company’s pi,oposed adjusted ,jurisdictional capitalization of 

22 $2,073.46.3 million., 

2.3 

8 
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1 Q* 

2 

3 

4 

5 A. 

6 

7 

8 

9 

10 

11 Q. 

12 

1.3 A. 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

WHAT MAKES UP THE. DIFFERENCE BETWEEN THE COMMISSION- 

PRESCRIBED J[JRISDICTIONAL CAPITALIZATION METHODOLOGY 

AND THE CALCULATION METHODOLOGY PROPOSED BY THE 

COMPANY? 

The difference is that the Commissionpmribed calculation method does iiof 

recognize the ECR-related defeired income taxes in removing the ECR-related net 

rate base investment fiom the juiisdictional capitalization whereas the Company- 

proposed calculation method in this case does recognize ECR-related deferred 

income taxes in calculating the adjusted jurisdictional capitalization 

HAS THIS DEFERRED TAX ISSUE PREVIOUSLY BEEN ADDWSSED BY 

THE COMMISSION? 

Yes. In both Case No. 1998-474 and the instant rate proceeding, the Company has 

argued that if ECR-related deferred taxes are considered in the determination of the 

Company’s jurisdictional r’ate base, they should similarly be considered in the 

determination of the Company’s jurisdictional capitalization, otherwise there would 

not be an accurate reconciliation belween the Company’s jurisdictional rate base 

and capitalization However, the Commission has consistently held that since 

defened taxes represent non-investor supplied funds that are not h d e d  by the 

Company’s capitalization, they should not be considered in the determination of the 

Company’s adjustcd capitalization. And the Commission has long recognized that 

a complete reconciliation bchveen a utility’s rate base and capitalization may be an 

appropriate theoretical concept, in practice a utility’s rate base is rarely equal to its 

9 
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1 

2 

3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
2 3 
24 
25 
26 
27 
28 
29 
30 
3 1 
3 2 
33 
34 
35 
36 
3 1  
3 8 
39 
40 
41 
42 
4.3 

capitalization. In this rcgard, thc Commission made the following rulings in its 

Order on Rehearing in LG&E’s Case No. 1998-426: 

In its February 9, 2000 Order, the Commission granted rehcaring on three 
issues raised by LG&E: the amount of environmental surcharge [ECR] to 
be excluded %om CG&E’s capitalization ,, ,, 

LG&E argues that the Commission’s adjustment to LG&E’s capitalization is 
in error because the adjustment did not recognize Pollution Control Deferred 
Income Taxes (“PC DIT”). By not recognizing the PC DIT, LG&E claims 
that the adjustment to its capitalization was excessive and resulted in an 
overstatement of its revenue sufficiency. LG&E contends that when 
determining the revenue sufficiency, the exclusion of“ the environmental 
surcharge components in base rate calculations should be neutral. To 
achieve this neutrality, LG&E states that the environmental surcharge 
amounts temoved from its capitalization must be the same as the amounts 
removed from its rate base. Finally, LG&E takes the position that the April 
6, 1995 Order establishing its aivironmental surcharge equated its 
environmental surcharge rate base with its environmental surcharge 
capitalization. 

One of the basic theories of rate-making is the concept that a utility’s net 
original cost rate base should be equal to its capitalization. While accepting 
this theoretical concept, the Commission has long recognized that a utility’s 
rate base is rarely equal to its capitalization. .. 

In determining a utility’s revenue requirements, tbe Commission does not 
adjust the rate base or capitdization to bc equal., Rather, the Commission’s 
Orders state two different rates of return; one on rate base and one on 
capital. But when the rate base and capital arc multiplied by their respective 
rates of return, they produce the same net operating income found 
reasonable by the Commission.. . 

The Commission is not persuaded by the evidence 01’ arguments presented 
by LG&E. 

LG&E has acknowledged that the PC. DIT are not funded by its 
capitalization, but are the result of differences between book and tax 
accounting practices, and requircments prescribed by the applicable tax 
code 

Therefore, the adjustments to L.G&E’s rate base and capitalization to 
remove the impacts of its environmental surcharge will remain as originally 
calculated in  the January 7,2000 Order. 

10 
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1 
2 
,3 
4 Q* 

5 

6 

7 A. 

8 

9 Q. 

10 

11 

12 A 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

HAS THE COMPANY IN THE INSTANT PROCEEDING PRESENTED 

ANY ARGUMENTS THAT ARE DIFFERENT FROM THE ARGUMENTS 

IT PRESENTED IN CASE NOS. 1998-426 AND 1998-474? 

No, it has not. 

HAS THE COMPANY RECENTLY PRESENTED INFORMATION 

CLAIMING THAT IT W E  ERRORS IN THE DETERNIXVATION OF ITS 

AS-FTLED JIJRISDICTIONAL CAPITALIZATION ON RnTES E m l B I T  2? 

Yes. In its response to AG-1-34, the Company stated that it made three errors in the 

determination of its as-file jurisdictional capitalization on Rives Exhibit 2. First, 

the Company claims that its proposed as-filed $24.9 million capitalization reduction 

adjustment for its Investment in EEI is ovexstated by $23.6 million because this 

$23.6 million balance represents a double-count with the Undishibuted Earnings 

capitalization reduction adjustment. Thus, the Company claims that the correct 

capitalization adjustmcnt for its Investment in EEI should be approximately $1.3 

million ($24.9 million - $23.6 million).. Second, the Company states that the 

capitalization reduction adjustment balance for its investments in OVEC and other 

non-utility property should be $A40 million rather than the as-fiicd balance of 

$.661 million. And, third, the Company claims that its as-filed Capitalization 

reduction adjustment balance of $2.3.6 million for its Undistributed Subsidiary 

E.amings should be reduced by approximately $8.9 lnillion to $14.7 million in order 

11 
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6 

7 
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10 

11 

12 

13 

14 

15 

16 

17 

I8 

19 

20 

21 

22 

2.3 

Q. 

A” 

Q. 

A. 

to give recognition to the deferred income taxes associated with the Undisttibuted 

Subsidiary Earnings. 

DO YOIJ AGREE WITH TJ€ESE THEWE ERROR CORRECTIONS 

CLAIMED BY THE COMPANY? 

Based on my review of these three issues, I agree with the Company that the first 

two enor corrections should be made. In other words, the as-filed $24.9 million 

capitalization reduction adjustment for the Company’s Investment in EEI should 

change to an approximate $1.3 million capitalization reduction adjustment, and the 

as-filed S.661 million capitalization reduction adjustment fox the Company’s 

Investment in OVEC/Other should change to a $840 million capitalization 

reduction adjustment. However, 1 disagree with the Company’s latest proposal to 

reduce the Undistributed Subsidiary Earnings capitalization reduction adjustment 

by $8.9 million by offsetting the earnings balance with the associated deferred 

income tax balance. This latter proposal is another attempt by the Company to 

recognize deferred income taxes in the determination of the jurisdictional 

capitalization and should be rejected by the Commission for the same reasons as 

previously discussed with regard to the deferred taxes associated with the 

Company’s ECR investments. 

COULD YOU NOW DISCUSS YOUR RECOMMENDED ADJUSTED 

JURISDICTIONAL CAPITALIZATON BALANCE? 

Yes. Based on the previously discussed findings and conclusions, I recommend 

12 
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14 
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21 

22 

23 

that the adjusted ,jurisdictional capitalization be determined based on the 

Commission-prescribed calculation method and with the inclusion of the previously 

described error corrections for the capitalization reduction adjustments for the 

Investments in EEI and OVECiOther. 

As shown on Schedule RJH-2 at page 2, this results in a recommended adjusted 

jurisdictional capitalization of $2,052.940 million. 

B. RATE OF RETURN ON CAPITALIZATION 

Q. PLEASE DESCRTBE THE AG’S RECOMMENDED RATE OF RETURN ON 

JTJIUSDICTIONAL CAPITALIZATION. 

As shown on Schedule RJH-2, page 1 of 2, the AG recommends an overall return 

on capitalization of 7.61% as compared to the Company’s proposed overall rate of 

return number of 8.31%. The AG-recommended overall rate of return number is 

based on the capital structure ratios and capital cost rates recommended by the 

AG’s rate of return expert, Dr. Woolridge. As shown on Schedule RJH-2, page 1 of 

2, Dr. Woolridge recommends a shortderm debt cost rate of 2.63%, long-term debt 

cost rate of 5.21% and a return on equity of9.90%. 

A. 

Q. DO YOU AGREE WITH THE COMPANY’S PROPOSAL IN THIS CASE 

THAT THE COMPANY’S RETURN REQUIREMENT BE DETERMJNED 

1.3 
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2 

3 

4 A. 
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6 

7 

8 
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10 

11 Q. 

12 

13 

14 A. 

15 

16 

17 Q. 

18 

19 

20 A. 

21 

22 

23 

BY APPLYING THE APPROPRIATE OWRALL RATE OF RETURN TO 

THE ADJUSTED JURISDICTIONAL CAPITALIZATION AT THE END OF 

THE TEST YEAR? 

Yes. The Company’s proposed return requirement approach in this casc is 

consistent with the return requirement rate malang policy adopted by the 

Commission in all of KU’s pIior base rate proceedings. 

C. RATE BASE AND RETURN ON RATE BASE. 

HAS TEIE COMPANY PRESENTED AN ADJUSTED ORIGINAL COST 

RATE BASE FOR ITS JURISDICTIONAL OPERATIONS IN ITS FILING 

SCHEDULES I N  THIS PROCEEDING? 

Yes As shown on Rives Exhibits 3 and 4, the Company is proposing an adjusted 

original cost rate base of $2,216 908 million 

HAVE YOTI DETERMINED THE APPROPRIATE ADJUSTED ORIGINAL 

COST RATE BASE FOR KU’S JURISDICTIONAL OPERATIONS IN THIS 

CASE? 

Yes, this recommended adjusted jurisdictional original cost rate base has been 

developed on schedule RJH-3. The starting point is KU’s proposed unadjusted 

jurisdictional original cost rate base of $2,634.974 million measured as ofthe end 

of the test year, April 30, 2008 From that starting point, I then removed the 

14 
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2 3 

Company’s proposed net ECR rate base balance’ of’ approximately S415.886 

million to arrive at the Company’s proposed adjusted jurisdictional rate base 

balance of $2,219.087 million that excludes all ECR ratc base items not rolled into 

base rates. Finally, I reflected total net rate base additions of $24.400 million to 

arrive at my recommended adjusted original cost rate base for KU’s jurisdictional 

operations of $2,243.488 million., This recommended adjusted jurisdictional rate 

base of $2,243,488 million is $26.580 million higher than the Company’s proposed 

adjusted jurisdictional rate base of $2,216.908 million. 

Q. WHY IS YOUR RECOMMENDED ADJUSTED ORIGINAL COST RATE 

BASE $26.580 MILLION UlGHER TIIAN THE COMPANY’S PROPOSED 

ORIGINAL COST RATE BASE? 

As just discussed, I have reflected non.ECR rclated rate base adjustments that 

bzcrease the rate base by S24 400 million wbcrcas the Company has proposed non- 

ECR related rate base adjustments that decrease the rate base by $2.180 million 

This explains why my recommended adjusted rate base is $26 580 million higher 

thm the Company’s proposed adjusted rate base. Below, I have listed the 

component reasons for this rate base differential of $26.580 million: 

A. 

KU Rate Base AG Rate Base Difference 
Deureciation Reserve Adi. SI 236) 526 402 $26 638 
CWC Adjustment (i.943i (2.002) ( . O W  
Total $(2,180) $24.400 %26.580 

As shown in the above table, by far the largest reason for the rate base differential is 

’ 
rates 

Representing the net of the total ECR rate base balance nnd the ECR rate base balancc rolled into base 

15 



Henkes Direct Testimony 
Kentuchy Utilities Conzpany - Case No. 2008-002.51 

1 

2 

3 

4 

5 Q. 
G 

7 A. 

8 

9 

10 

11 

12 

1 3 

14 

15 

1G 

17 

18 

19 

20 

21 

22 

2.3 

the pro forma impact on the deprcciation reservc resulting fiom 1W’s proposal to 

increase its test year per books depreciation expenses and AG‘s recommcndation to 

decrease the test year per books depreciation expenses. 

PLEASE DISCUSS EACH OF THE RECOMMENDED RATE BASE 

ADJUSTMENTS TOTALING $24.400 MILLION. 

The first rate base adjustment of $26402 million shown on line 2 of the third 

column of Schedule REI-3 is a direct result of the AG’s recommended annualized 

dcpreciation expense adjustment shown on Schedule RJM-8, line 5 This 

annualized depreciation expense adjustment will be discussed later in this 

testimony. 

The second rate base adjustment of approximately $2 million shown on line 11 of 

Schedule RJH-3 is to adjust the test year per books cash working capital 

requirement for the pro forma impact on cash working capital of all of the 

Company’s proposed O&M expense adjustments in this case. In its response to 

AG-1-12, the Company has acknowledged that the correct cash working capital 

adjustment resulting from its proposed pro forma O&M expense acljustments should 

he a reduction of $2.002 million rathex than the cash working capital reduction of 

$1 94.3 million reflected in the Company’s as-tiled position. It should be noted that 

the appropriate cash working capital amount to be reflected for ratemaking 

purposes in this case should ultimately be based on the reflection of all 

Commission-ordcred pro forma test year electric opelation and maintenance 
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expenses allowed in this case 

IIAW YOU CALCULATED THE APPROPRIATE RJ3TURN ON RATE 

BASE FOR IW’S JCJRISDICTIONAL OPERATIONS IN TMS CASE? 

Yes, as shown on Schedule RJH-3, lincs 13 through 15, the Company’s appropriate 

return on rate base in this case is 6.96% 

D. OPERATING INCOME 

PLEASE SUMMARIZE TEE COMPANY’S PROPOSED AND YOUR 

RECOMMENDED PRO FORMA JURISDICTIONAL. OPERATING 

INCOME FOR THE TEST PERIOD IN THIS CASE. 

The Company’s proposed and my recommended pro forma test year jurisdictional 

operating income positions are summarized on schedule RJH-4. The Company has 

proposed total pro forma test pcriod ,jurisdictional operating income of $I  58.502 

million. As summarized on schedule RJH-4, 1 have made a large number of pro 

forma operating income adjustments which, in total, have thc effect of increasing 

the Company’s proposed test year jurisdictional operating income by $23.361 

million to total recommended pro forma test peiiod jurisdictional operating income 

of $181.863 million. E,ach of the recommended operating income adjustments will 

be discussed in detail in the subsequent sections of this testimony. 
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- Interest Svnehronization 

DOES THF, COMMISSON HAVE A RATEMAlrnG POLICY 

REGARDING INTEREST SYNCHRONIZATION? 

Yes. The Commission has a well-established ratemaking policy that the interest 

expenses to be used as a deduction from pro forma test year taxable income be 

determined by the application of the weighted cost of debt to the adjusted 

capitalization allowed by tlie Coinmission for ratemaking purposes. This so-called 

pro forma “synchronized” interest expense level should tlien replace the per books 

test year interest expense level that was used as a tax deduction in the detennination 

of the test year incomc taxes. An income tax adjustment should be made for the 

difference between the pro forma synchronized interest expenses and the test year 

13 per books interest expenses. 

14 

15 IS THERE AN ISSUE IN THE MANNER IN WHICH KC AND THE AG 

16 HAVE CALCULATED THEIR RESPECTIVE PRO FORMA 

17 SYNCHRONIZED INTEREST EXPENSE LEVELS? 

18 No. As sliowii on schedule RJH-5, both KU and the AG have properly calculated 

19 their respective pIo forma synchronized interest expense amounts by multiplying 

20 their recommended weighted cost of debt percentages included in their overall rate 

21 of return numbers times their reconmended adjusted capitalization levels. 

22 Howevci, since the AG’s recomniended capitalization and weighted cost of debt 

2.3 numbers are diffcrent from those proposed by IW, the AG’s iecommended 

Q. 

A. 
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Q. 

A. 

Q. 

A. 

syllclronized interest level is lower than KIJ’s proposed synchronized interest level. 

WHAT IS THE IMPACT OF THESE DIFFERENT SYNCHRONIZED 

INTEREST LEVELS ON THE COMPANY’S PROPOSED TEST YEAR 

AFTER-TAX OPERATING INCOME? 

As shown on Schcdule RJH-5, the AG’s recommended interest synchronization 

adjustment decreases the Company’s proposcd test year after-tax income by S.120 

million. 

- UnbiUed Revenue Adiustment 

IS TltlERE AN ISSUE WITH REGARD TO THE COMPANY’S PROPOSAL 

TO REMOVE UNBILLED ELECTRIC REVENIJES FROM THE TEST 

YEAR? 

I believe so, The Company has proposed that its unbilled revenues as of April 30, 

2008, the end of the test year, be removed and be replaced by the unbilled revenues 

as of April 2007, the beginning of the test year Since the unbilled revenues at the 

end of the test year are $6.878 million higher than the unbilled revenues at the 

beginning of the test year, the Company’s proposed unbilled revenue adjustment 

increases the base rate revenue requirement and corresponding base rate increase 

requested in this ease by $6,878 million. However, as can be seen kom the analysis 

on Schedule RJH-6, only $6..308 million of the $6.878 million unbilled revenue 

differential is caused by the difference in unbilled base rate r’evenues at April 30, 
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2008 vs., April 30, 2007. Thus, $.570 of the Company's proposed $6.878 million 

unbilled revenue ad,justment is caused by the difference in unbilled FAC, DSM, 

ECR and other unbilled non-base rate surcharge revenues at April 30, 2008 vs, 

April .30, 2007. On page 6 ,  lines 1 - 11 of his testimony, Company witness Bellar 

states that the costs and revenues associated with ratemaking mechanisms such as 

the fuel adjustment clause, ECR clause or DSM cost recovery should have no effect 

on the calculation of the base revenue deficiency and conesponding base rate 

increase that KU is requesting in this case. Yet, this is exactly what the Company is 

proposing to do through its proposed unbilled revenue adjustment. In summary, I 

believe it is inappropriate to increase the base rate revenue requirement in this case 

by $6,878 million if S.570 million of this proposed base rate revenue requirement is 

caused by the end-of-test year vs. beginningof-test year differential in unbilled 

FAC, DSM and ECR surcharge revenues In addition, the Company has not 

similarly proposed an adjustment for the differential in the associated end-of-test 

year vs. beginning-of-test ycar differential in unbilled FAC, DSM and ECR 

surcharge costs. 

Q. 

A. 

WHAT IS YOUR RECOMMENDATION WITH REGARD TO THIS ISSUE? 

I recommend that the Company's proposed unbilled revenue adjustment be limited 

to the unbilled base Iate revenues and exclude any unbilled revenue considerations 

for the FAC, DSM, ECR and other surcharge mechanisms. As shown on Schedule 

RJH-6, my recommendation would increase the Company's proposed test year 

atter-tax income by S 356 million 
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- Temoerature Normalization Adjustment 

PLEASE EXPLAIN THE ADJUSTMENTS THAT YOU ILAVE 

REFLECTED ON SCHEDULE RJEI-7 REGARDING THE COMPANY’S 

PROPOSED TEMPERATURE NORMALIZATION ADJUSTMENT. 

As shown on Schedule RJH-7, line 1, I have eliminated the Company’s proposed 

electric tempetahne nomalkition Ievenue and associated variable expense 

reductions based on the Ieconmendations made by AG witness Glenn Watkins with 

regard to this issue I should note that if the Commission were to adopt an electric 

normalization adjustment, there should be an additional expense adjustment in the 

form of a reduction in PSC assaysments and uncollectible expenses This expense 

adjustment should be calculated by applying the combined PSC 

assessment/uncoliectiblc cxpensc rate of 3633% to thc amount of the temperature 

normalization related revenue reduction. 

WILAT IS THE IMPACT ON THE COMPANY’S TEST YEAR AFTER-TAX 

INCOME OF THE DIFFERENCE BETWEEN THE AG’S 

RECOMMENDED AND THE COMPANY’S PROPOSED TEMPERATURE 

NORMALIZATION ADJUSTMENTS? 

As shown on Schedule RJH-7, the dirference between the AG’s recommended and 

the Company’s proposed temperature normalization adjushnents increases the 

Company’s pioposed test yea after-tax o p e d n g  income by $2 724 million 
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1 

2 - Annualized Depreciation Expense 

3 

4 Q. PLEASE EXPLAIN THE REASON FOR THE RECOMMENDED 

5 ANNUALIZED DEPRECIATION EXPENSE ADJUSTMENT SHOWN ON 

6 SCHEDULE RJH-8. 

7 

8 

9 

A. The annualized depreciation expense adjustment shown on Schedule RJH-8 is a 

direct result of the difference between the new depreciation rates proposed in this 

case by ICU and those recommended by Michael Majoros, the AG’s depreciation 

10 

11 

12 

1 3 

14 

15 

16 

17 

18 Q. 

19 

20 

21 A 

22 

23 

expert. The depreciation rates recommended by MI. Majoros, as applied to the 

depreciable plant in service balances at the end of the test year, produce 9126.638 

million lower annualized jurisdictional depreciation expenses than proposed by KU 

in this case. This has the result of increasing the Company’s proposed pro fonna 

test year after-tax jurisdictional operating income by 9116.621 million. 

~ Correction to Year-End Customer Annualization Adiustment 

WHAT IS THE ISSUE REGARDING THE COMPANY’S PROPOSED 

YEAR-END CUSTOMER ANNUALIZATION ADJUSTMENT FOR THE 

SLDEC CUSTOMER CLASS. 

As shown in the first column on Schedule RJH-9, the test year SLDEC custoiner 

count had abnonnd customer counts of 5,627 and 20,853 in the months of April 

and May 2007 As explained in the Company’s response to PSC-3-9(b)(c), these 
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abnormal customer counts were caused by a coding erior which was conected in 

May 2007, resulting in a very large one-time customer count increase Thus, while 

the numbei of SLDEC customers are consistently increasing in every single month 

of the test year after May 2007, as a result of the abnormal one-time customer spike 

of 20,853 in May, the year-end customer annualization adjustment methodology 

produces the erroneous conclusion that the customer count for SLDEC is 

decreasing. 

WHAT ADJUSTMENT DO YOU RECOMMEND TO RECTIFY THIS 

ERRONEOUS END RESULT? 

As shown in the last column of Schedule RJH-9, I have replaced the abnormal April 

and May 2007 customer levels with estimated noirnalized customer couuls that 

would fit the customer growth trend cxperienced in the remaining months of. the test 

year 

WHAT IS THE IMPACT OF YOUR RECOMMENDATION ON THE 

COMPANY’S TEST YEAR JURSIDICTONAL AFTER-TAX INCOME? 

As shown on Schedule RJH-9, lines 5 - 9, my recommendation increases the 

Company’s proposed test y e a  jurisdictional after-tax operating income by 

approxiniately 1629,000. 

- Labor Cost Adiustment 

2.3 
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1 Q. PLEASE EXPLAIN THE REASON FOR THE RECOMMENDED LABOR 

2 COST ADJUSTMENT SHOWN ON SCHEDULE RJH,,10. 

3 A,. The recommended labor cost adjustment consists of two parts. The first part 

4 represents a labor cost adjustment of S.224 million to correct for an error in the 

5 Company’s as-filed labor cost adjustment calculations. The second part represents 

G a labor cost adjustment of $.192 million to remove certain executive incentive 

7 Compensation expenses from the test year electric operating expenses. 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

As shown on schedule RJH-10, the recommended total labor cost adjustment 

increases the Company’s proposed test yew jurisdictional after-tax operating 

income by approximately S.260 million. 

- Emoloyee Benefit Cost Adiustment 

Q. PLEASE E n L A I N  THE REASON FOR THE RECOMMENDED 

EMPLOYEE BENEFIT COST ADJUSTMENT SHOWN ON SCHEDULE 

RJB-11. 

The recommended jurisdictional employee benefit cost ndjustment total of $340 

million results from corrections made by the Company in its as-filed cost 

ailjusbnents for pension, OPEB and Post-Employment Benefit expenses 

A. 

As shown on schedule RJH-11, the recoinmended total employee benefit cost 

23 adjustment increases the Company’s proposed Lest year jurisdictional after-tax 
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operating income by approximately $.I 89 million 

- Ice Storm Amortization Exoensc Adiustment 

WHAT IS THE ISSUE WITH REGAF3I TO TEE ICE STORM 

AMORTIZATION EXPENSE ADDRESSED ON SCHEDULE RJH-121 

As shown in the responses to AG-1-7 and AG-1-36, the test year includes 

appioximately $792 million worth of Ice Storm amorlization expenses which will 

no longer be booked as of June 30, 2009 because at that date this deferred cost will 

be fully amoitized What t h ~ s  means is that this $ 792 million expense will cease to 

be incurred about 5 months after the expected late effective date of Febiuary 6, 

2009: 

DO YOU RECOMMEND AN ADJlJSTiMENT TO PROPERLY ADDRESS 

THIS ISSUE? 

Yes. As shown on Schedule RJH-12, line 3, the unamortized cost balance as of the 

rate effective date of this case, February 6,2009, will be approximately $.330,000. I 

reconmend that this unamortized cost balance be re-amortized over a three-year 

period, resulting in an annual amortization expense of $.I 10 million. Compared to 

the actual test year amortization expense of $ 792 million, my recommendation 

reduces the Company's proposed jurisdictional test year expenses by g.682 million. 

See the Company's response to AG-1-38 
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WHAT IS TEE IMPACT OF YOUR RECOklMENDATION ON THE 

COMPANY’S TEST YEAR JURSIDICTONAL AFTER-TAX INCOME? 

As shown on Schedule RJH-12, lines 7 - 9, my recommendation increases the 

Company’s proposed test yea  jurisdictional aftcr-tax operating income by $426 

million. 

- MISO Net Expense Adiustment 

WHAT IS THJ3 HISTORY OF THE NET MISO COST ISSUE W THIS 

CASE? 

In its May 31,2006 Order in Case No. 2003-00266, the Commission authorized KU 

to exit the Midwest Independent Transmission System Ope~ator (“MISO”). The 

Order further prescribed the following accounting treatment for the MISO exit fee 

and the MISO Schedule 10 fees then and currently embedded in the Company’s 

base rates: 

[Tlhe Commission concludes that it is reasonable to establish a regulatory 
asset for the actual amount of the exit fee, subject to adjustment for futme 
MISO credits, if any, and a regulatory liability for the MISO Schedule 10 
charges, which are the only MlSO costs now included in existing rates 
This accounting treatment will have no immediate impact on LG&E’s and 
KU’s rates as it dcfcrs the rate-making disposition of these amounts until 
subsequent base rate cases. 

In the instant proceeding, KU has presented its proposed ratemaking treatment for 

this issue 
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Q. WHAT IS THE COMPANY’S PROPOSED RATEMAKING TRF,ATMENT 

OF THIS ISSUE? 

The Company’s actual jurisdictional regulatory asset balance for the MISO exit fees 

at the end of the test year, 4/30/08, amounts to approximately $16.362 million. The 

Company’s actual regulatory liability balance for its cumulative MISO Schedule 10 

rate collections at the end of the test year amounts to approximately $6.552 million. 

As shown on Reference Schedule L23, the Company is proposing to amortize the 

jurisdictional net MISO cost balance of approximately $9.810 million over a 5-year 

period for a proposed annual amortization expense of approximately $1.962 

million.. The Company fither proposes that the continuing MISO Schedule 10 rate 

collections and MISO exit fee credits booked between 4/30/08 and the rate effective 

date of the instant rate case be deferred as regulatoiy liabilities for late recognition 

in the Company’s next base rate case. 

A. 

Q. DO YOU AGREE WITH THIS RATEMAICIXG PROPOSAL FOR THE NET 

MISO COSTS? 

I agree with the Company’s proposal to amortize the net balance of the MISO exit 

fees and cumulative MISO Schedule 10 collections over a 5-year period. However, 

I do not agree with the Company’s proposal to liinit the amoitization to tlie actual 

balances existing at the end of the test year while leaving the rate recognition for 

continuing post-test year MISO exit fee credits and MISO Schedule 10 collections 

until the next base rate case. 

A. 

23 

21 
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WHAT RATE TREATMENT DO YOU RECOMMEND FOR THIS ISSUE? 

At a minimum, the rate recognition for this issue in this case should include thc 

continuing MIS0 exit fee credits and MISO Schedule 10 collections from thc end 

of the test year until the expected February 6, 2009 rate effective date of this rate 

case. As shown on Schedule WH-13, line 9, the recognition of these post-test year 

MISO exit fee credits and MISO Schedule 10 rate collections would result in a S- 

year net MISO cost amortization of $1.322 million as opposed to the Company’s 

proposed net MISO cost amortization of $1 962 million based on the actual 

balances at the end of the test year 

In addition, the Company has provided information showing expected MIS0 exit 

fee credits of $2.112 million during thc approximate 6-ycar period fiom the rate 

effective date in this case until the first quarter of the year 2015. This would equate 

to an average annual MISO exit fee credit of S.3.52 million. It is my 

recommendation that this average annual exit fee credit be rccognized for 

ratemaking purposes as well. As shown on Schedule RJH-13, line 15, this would 

result in a recommended annual net MIS0 cost amortization of $970 million. 

WHAT IS THE IMPACT OF YOUR RECOMMENDATION ON THE 

COMPANY’S TEST YEAR AFTER-TAX INCOME? 

As shown on Schedule RJH-13, lines 15 - 19, the difference between my 

recommcnded annual net MISO cost amortization of $ 970 million and the 

Company’s proposed annual net M I S 0  cost amottization of 51.962 million 
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24 

25 

26 

increases the Company’s test year after-tax income by $,.619 million. 

- New Bank Credit Facilities Adiustment 

HAVE YOU MADE AN ADJUSTMENT TO THE COMPANY’S PROPOSED 

ADJUSTMENT FOR THE NEW BANK CHARGE CREDIT FACILITY 

CHARGES? 

Yes. As shown on Schedule RJH-14, the Company has proposed an expense 

adjuslment o f  $2.250 million for this item. This proposed cost amount assumes 

letters of credit associated with three anticipated bond issues totaling $200 million, 

an estimate letter of credit fee of 1.1%, and associated annual recumng legal fees of‘ 

$50,000. None of these assumptions are firm at this time. For example, in its 

response to AG-2-20, the Company changed the amount o f  the anticipated bond 

issues from $200 million to $194.847 million and stated 

The company currently expects to close on the $77.9 million bond during 
October 2008, the $50 million bond and the $12.9 million bond in 
November 2008, and the $54 million bond in latc November or December 
2008. However, the capital markets are extremely volatile and market 
conditions may result in the need to modify this plan. 

The letter of credit fees are also uncertain at this time. While the Company initially 

assumed an annual fee o f  1.1% o f  the total bond issuance amount, in September 

2008 it revised the estimated annual fee to .5% and most recently revised it again to 

a rate of .7%. The Company has also provided no support for the legal expense of  

$50,000 and bas not clarified that this is an annual recurring expense. For these 

reasons, I do not believe that the expense adjustment amount proposed by the 
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WHAT IS YOUR RECOMMENDATION WITH REGARD TO THIS ISSUE 

BASED ON THE FOREGOING FINDINGS AND CONCLUSIONS? 

I have decided to take a conservative position on this matter. Specifically, rather 

than rejecting the Company’s proposed expense adjustment for the reason that it is 

not known and measurable at this time, I have assumed the updated, revised total 

bond issuance amount of$194.847 million, the most recent available letter of credit 

fcc of ..7% and the same $50,000 annual legal fees proposed by tlie Company. As 

shown on Schedule IZJH-14, based on tbese conservative assumptions, my 

recommendation at this time is to reflect a pro forma expense adjustment of $1.414 

million on a total company basis. This recommended expense adjustment should be 

updated when firm, actual information has become available regarding the amount 

and timing of tlie bond issuances, the letter of credit percentage fee, and thc annual 

recurring legal fees prior to the close of record in this case. 

WHAT IS THE IMPACT OF YOUR RECOMMENDATIONS REGARDING 

THIS ISSUE ON THE COMPANY’S PROPOSED TEST YEAR AFTER-TAX 

JURISDICTIONAL OPERATLNG INCOME? 

As shown on Schedule RJI-1-14, my iecommeodations regarding this issue increase 

the Company’s proposed test yea after-tax jurisdictional operating income by 

$’ 465 million 
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HAS THE COMPANY MADE AN ADJUSTMENT TO REMOVE 

KENTUCKY COAL TAX CREDITS FROM ITS TEST YEAR PROPERTY 

TAXES? 

Yes  As shown on Reference Schedule 1.33, the Company has removed $447,054 

worth ofKentucky coal tax credits from its test year jurisdictional property taxes. 

WHY HAS THE COMPANY MADE THIS ADJTJSTMENT? 

The reason for the Company's proposed adjustment is explained on pages 6-7 of 

Ms. Scott's tcstirnony: 

This adjustmcnt is to remove the Kentucky coal tax credit received by 
the Company during the test year and applied to property taxes. The 
coal tax credit was established by Kentucky Revised Statute 141.0405 
and is contingent on the Company's annual level of Kentucky coal 
purchases versus the 1999 baseline level of purchases. The Company 
must apply foi the credit annually and, if approved, the coal tax credit 
must be applied first to income taxes, and any remaining credit may be 
applied to property taxes The coal tax ciedit statute expires in 2009. 
Due to its upcoming expiration and its contingent nature, the credit is not 
fixed, cannot be considered to be an on-going ]eduction to property tax 
expenses, and is removed from the test year. 

DO YOU AGREE WITH THE COMPANY THAT THE KENTUCKY COAL 

TAX CREDIT SHOULD BE REMOVED FROM THE TEST YEAR IN THIS 

CASE BECAUSE IT EXPIRES IN ZOOY? 

No. As confinned in its response to AG-2-9, if the Company generates coal tax 

crcdits from coal purchases in 2008 and 2009, the tax credits will be available as 
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I 

2 

.3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. 

A., 

Q. 

A. 

property tax or income tax credits in calendar years 2009 and 2010. The Company 

has acknowledged that, if applicable, it will apply for these future coal tax credits? 

In addition, with the anticipation of another rate case in conjunction with Trimble 

County IJnit 2 going into service in the sumiier of 2010, there should be no concern 

that the ratc recognition of potential coal tax credits through December 2010 will 

have a negative financial impact on KU 

DO YOU AGREE WITH THE COMPANY THAT THE KENTUCKY COAL 

mx CREDIT SHOULD BE REMOVED FROM THE TEST YEAR JN THIS 

CASE BECAUSE OF ITS CONTINGENT NATURE? 

No As confirmed in the response to PSC-2-116, KU has qualified for the coal tax 

credit in each of the last five years, 2003 though 2007 Based on this history, I 

believe it is unreasonable to assume that the Company’s ability to utilize these tax 

crcdits will suddenly cease in the years 2009 and 2010 

BASED ON THE FOREGOING FINDINGS AND CONCLUSIONS, WTAT 

RATEMAKING TREATMENT ARE YOU RECOMMENDJNG FOR THIS 

ISSUE JN THIS CASE? 

I recommend rate recognition of a normalized annual Kentucky coal tax credit 

amount based on the average of the actual coal tax credits cxperienced by the 

Company in the most recent 5-year period. As shown in Schedule RJH-15, this 

Kesponsc to PSC-2-I18(d) 
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1 

2 

3 

4 

results in a recommended normalized annual coal tax credit amount of $.700 

million. To be conservative: I also recommend that this coal tax credit be reflected 

as a property tax credit rather than as a Kentucky income tax credit 

5 Q. WHAT IS THE IMPACT OF YOUR RECOMMEh9ATION ON THE 

6 

7 I[NCOME? 

COMPANY’S TEST YEAR JURISDICTIONAL AFTER-TAX OPERATING 

8 

9 

10 

A. As shown on Schedule RJE-1-15, my recoinmendation increases the Company’s test 

year jurisdictional after-tax operating income by $384 million. 

1 1  - Normalized Leea1 Exwnse Adiustment 

12 

13 

14 YEAR LEGAL EXPENSES? 

15 

16 

17 

18 the test year.: 

19 2004 $3.145 million 
20 2005 4.192 million 
21 2006 3.585 million 
22 2007 4.902 million 
2.3 Test Year 6.1 10 million 

Q. WHAT IS THE ISSUE WITH REGARD TO THE COMPANY’S TEST 

A. I believe that the test year legal expenses are abnormally high and recommend that 

they be normalized to a more reasonable level. Below, I have listed the actual total 

company legal expenses booked by the Company during the last 5 years, including 

‘ As shown on Schedule FLEI-15, treating the tax credit as a property Lax credit will increase the 
Company’s jurisdictional after-tax income by $384,000. Based on the response to AG-2-9(e), Mr. Nenkes 
is of the understanding that if the tax credit would be used as a Kentucky income tax credit, it would 
increase the Company‘s jurisdictional after-tax income by $400,000 ($700,000 x 88.038% x 65%) 

3 3 
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1 
2 

3 

4 

5 

6 

7 

8 Q- 
9 

10 A, 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 

22 

23 A. 

As evidenced from the above table, the Company’s legal expenses can fluctuate 

upwards and downwards each year depending on the various lcgal issues that can 

materialize each year. Based on this evidence, I believe it is more appropriate to 

normalize the actual test year legal expenses based on an inflation-adjusted average 

historic legal expense experience. 

PLEASE DESCRIBE THE DERIVATION OF YOUR RECOMMENDED 

NORMALIZED TEST YEAR LEGAL EXPENSE LEVEL. 

This is shown on Schedule RJH-16 I first inflated the actual legal expenses booked 

by the Company in the years 2004 through the test year at the CPI - All Urban 

Consumcrs Inflator and then took the 5-year average of these inflated annual legal 

expenses. This produced an inflated average legal expense level of $4 564 million 

I then rounded this average expense level up to $4.6 million in order to anive at my 

recommended normalized test year legal expense level on a total company basis. It 

should be noted that this normalized legal expense level is approximately 7% higher 

than the Company’s total company budgeted legal expenses included in its Board- 

approved 2008 operating budget. 

WHAT IS THE IMPACT OF YOTJR RECOMMENDATION ON THE 

COMPANY’S TEST YEAR JURISDICTIONAL AFTER-TAX OPERATING 

INCOME? 

As shown on Schedule RJH-16, my recommendation increases the Company’s test 
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1 

2 

3 

4 

5 Q. 
6 

1 A. 

8 

9 

10 

11 
12 
13 
14 
15 
16 

17 

18 

19 

20 

21 

22 
2.3 
24 
25 
26 
21 
28 
29 

year jurisdictional after-tax operating income by $.840 million. 

- Normalized Uncollectible Expense Adiustment 

WHAT IS THE ISSUE WITH REGARD TO THE COMPANY’S TEST 

YEAR UNCOLLECTIBLE EXPENSES? 

I believe that the test year uncollectible expenses are abnonnally high and 

recommend that they be normalized to a more reasonable level. Below, I have 

listed the actual total company uncollectible expenses booked by the Company 

during the last 4 years, including the test year: 

2005 2.339 million 
2006 2.G09 million 
2007 2..324 million 
Test Year 3.331 million 

As evidenced from the above table, the Company’s actual test year uncollectihle 

expenses are substantially higher than the uncollectihle expenses in the years 2005 

through 2007. The Company’s rcsponse to PSC-2-1.32(n) states that approximately 

$.7 million of the large increase in the test year uncollectible expcnscs is the result 

of a billing dispute with Owensboro Municipal Authority. In its response to AG-2- 

28(a) and (b), the Company further clarifies that: 

(a) The litigation between KU and Owensboro Municipal Utilities ( O W )  
involves a number of issues, including a billing dispute regarding the 
pricing of back-up power provided to OMU by KU when O W ’ S  own 
generating units are unable to supply the needs of OMU’s customers. The  
litigation was initially filed by OMU and the City of Owensboro in 2004, 
although the referenccd billing dispute preceded that actual filing by 
sevetal years. Trial is scheduled to begin on October 14, 2008, and could 
last several weeks or more. Still, a date for final resolution of the disputc 
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1 
2 
3 
4 
5 
6 
I 
8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

Q. 

is unknown, as all substantive rulings to date remain subject to appeal. 
KU has dcfended, and expects to continue to vigorously defend itself 
against OMU’s claims and prosecute KU’s claims against OMJ. 

(b) The test year expense for Account 904 would have been $2,564,027 
without the expenses associated with the Owensboro billing dispute. 

Based on the above information, I believe that the appropriate normalized test year 

uncollectible expenses should exclude the approximate $.767 million5 uncollectible 

expense portion that relates to the OMJ billing dispute. From what I understand, 

while this $.767 million uncollectible portion is currently in dispute, it does not 

represent an actual charge-off at this time and is not representative of the 

Company’s normal, ongoing uncollectible accrual experience. 

WHAT IS THE IMPACT OF YOUR RECOMMENDATION ON THE 

COMPANY’S TEST YEAR JURISDICTIONAL AFTER-TAX OPERATING 

INCOIME? 

As shown on Schedule RJH-17, my recommendation increases the Company’s test 

year jurisdictional after-tax operating income by $ 450 million. 

- EEI Dues Adiustment 

PLEASE EXPLAIN YOUR RECOMMENDATION TO REMOVE A 

PORTION OF THE COMPANY’S ANNUAL EDISON ELECTRIC 

INSTITUTE (EEI) DUES FOR RATEMAKING PURPOSES IN THIS CASE. 

Actual test year uncollectible expenses of $3 33 I million less uncollectible expenses of $2 564 inillion 
exclusive of billing dispute expenses indicates billing dispute expenses oi$ 767 million 

.3 6 
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1 A  

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

23 

The test year electric operating expenses include $378 million for total company 

E.EI dues. Certain portions of EEI activities are dedicated to legislative advocacy, 

regulatory advocacy and public relations which are forms of lobbying activities, as 

determined by the Commission in KU’s priox rate case, Case No. 2003-00434. In 

the prior case, NARUC infomation was available that identified that 45.35% of 

EEI’s activities accounted for legislativeiregulatory advocacy and public relations 

and, bascd on that information, the Commission rnled that 45.,35% of the 

Company’s E.EI dues in that case be disallowcd for ratemaking purposes.6 In its 

response to AG-1-65 in the current case, the Company has indicated that EEI is no 

longer preparing the same breakout of activities by NARUC category as provided in 

the prior case, but that for 2007, EEI determined that 16.15% of 2007 dues was 

spent on lobbying activities. It is not known whether EEI’s determination of what 

represents lobbying activities is as inclusive as, and exactly similar to, NARUC’s 

classification of EEI’s legislative and regulatory advocacy and public relations 

activities., I have therefore relied on the same 45.35% EEI lobbying expense ratio 

as established by the Commission in the prior case in my determination of the EE.1 

dues to be excluded for ratemaking pulposes in the current case. 

As shown on Schedule RJH-18, the application of the lobbying ratio of 45 35% to 

the test year total company EEI dues of $.378 million indicates a disallowed total 

company expense amount of $ 171 million This expense amount should be the 

responsibility of KU’s stockholders as they produce no benefits to the Company’s 

See pages 44-45 01 the Psc Order in Case ND 2003-00434 
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1 ratepayers. 

2 

3 As shown on Schedule RJH-18, my recommendation increases the Company’s 

4 

5 

6 

7 

8 

9 Q* 

10 

11 A. 

12 

13 

proposed test year juiisdictional after-tax operating income by approximately 

$95,000. 

- Miscellaneous Expense Adiustments 

PLEASE DESCRIBE THE MISCELLANEOUS ADJUSTMENTS SHOWN 

ON SCHEDULE RJH-19. 

First, I recommend the removal from test year jurisdictional operating expenses of 

$14,000 for expenses associated with employee gifts, award banquets, parties and 

other social events (e.g., company picnics). My recommendation is consistent with 

14 

15 

16 

17 

18 

19 

20 

21 

previously established Commission-policy that such expenses do not produce 

benefits to the ratepayers and should be excluded. for ratemaking purpo~es.~ 

Second, I recommend the removal from test year jurisdictional operating expenses 

of approximately $4,000 worth of- penalty and fines expenses Such expenses 

should be fundcd by the Company’s stockholders, not ratepayers 

Third, I have removed $18,000 of jurisdictional operating expenses associated with 

’ 
44 in the PSC Order in Case No 2003-00434 

Similar expeoses were excluded from rate recognition in the Company’s prior rate case - 4 3 -  see pages 
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1 

2 

3 

4 

5 

6 

7 

8 Q* 

9 

10 

11 

12 A. 

13 

14 

15 

16 

17 

18 Q. 

19 

20 

21 A. 

real estate receptions and community involvement. As shown in more detail in the 

responses Lo AG-2-21 and 2-22, these expenses are for such items as community 

trade shows, fundraisers, music, florists, showcase gifts, reception catering, valet 

pxking, service charges, etc I do not believe that such expenses should be funded 

by the ratepayers as they have nothing to do with the provision of safe, adequate 

and rcliable eleckic service. 

WHAT IS THE IMPACT OF YOUR MISCELLANEOUS EXPENSE 

ADJUSTMENT RECOMMENDATIONS ON THE COMPANY’S 

PROPOSED TEST YEAR JTJRSDICTIONAL AFTER-TAX OPERATING 

INCOME? 

As shown on schedule RJH-19, the recommended miscellaneous expense 

adjustments increase the Company’s proposed test year juxisdictional after-tax 

operating incotne by approximately $22,000. 

- Hurricane Ilte Storm Damape Expenses 

DO YOU HAVE ANY COMMENTS ON THE COMPANY’S RECENT 

CORRESPONDENCE REGARDING STORM DAMAGE EXPENSES 

INCIJRRED DUE TO HURRICANE I r a ?  

Yes In its updated 10123108 response to PSC-1-43, thc Company reported that it 

22 

23 

recently incurred extraordinary and material damagc to its distribution, transmission 

and other facilities as a result of hurricane Re. The response further stated with 

3 9 
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24 
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regard to this issue that: 

No later than Tuesday, October 28, 2008, the Companies will file 
applications to initiate separate proceedings to seek oxders i?om the 
Commission to approve the establishment of regulatory assets to 
accumulate and defer for future recovery the Companies’ costs incurred 
due to Hurricane &e. If the Commission grants the Companies’ 
requested relief in those separate proceedings, the Companies anticipate 
asking the Commission in these base rate proceedings for amortization 
and base rate recovery of the Humcane &e regulatory assets. 

Since the Company filed this application during the time of this wIiting, October 

29, 2008, the AG cannot take a position on this matter at this time. However, the 

AG will address this matter at the appropriate time after all discovery, review and 

analyses of this issue in the Company’s October 27, 2008 application have been 

completed 

Q. 

A. Yes ,  it does. 

M R .  HENKES, DOES THIS CONCLIJDE YOUR DllUECT TESTIMONY? 

26 

40 



Case No.. 2008-00251 Sch. RJH-1 

KENTUCKY UTILITIES COMPANY 
REVENUE REQUIREMENT 

($000) 

KU 
Jurisdictional 

(1) 

1 Capital Structure $ 2,073,463 

8.31% 2 Rate of Return 

3. Income Requirement 172,305 

4. Pro Forma Income 158,502 

5 Income Deficiency 13,803 

6 Revenue Conversion Factor 0.62175222 

- 

7 Overall Revenue Deficiency $ 22,200 

Adjustments AG 

$ (20,523) $ 2,052,940 Sch.RJH-2 

7.61% Sch. RJH4 

15621 1 

23,361 181,863 Sch. RJH-4 

(25,652) 

0.62175222 

$ (63,458) $ (41,258) 

(1) Rives Exhibit 8, page I 
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KENTUCKY UTILITIES COMPANY 
ADJUSTED CAPITALIZATION AT 4/30/08 

(5000) 

Weighted 
Adjusted Capitalization Cost Cost 

KU PROPOSED: Capitalization Ratios Rates Rates 
(1) 

1 I Short Term Debt $ 56,027 2.70% 2.63% 0.07% 

2. Long Term Debt 926,166 44.67% 5.21% 2.33% 

3. Common Equity 1,091,270 52.63% 11 25% 5.92% 

4. Total $ 2,073,463 100.00% 8.31% 

Weighted 
Adjusted Capitalization cost Cost 

AG RECOMMENDED Capitalization __. Ratios Rates Rates 
(2) (31 

I., Short Term Debt 5 55,598 2.70% 2 63% 0..07% 

2. Long Term Debt 916,790 44.67% 5.21% 2.33% 

3. Common Equity 1,080,552 - 52.63% 9.90% 5.21% 

4. Total 5 2,052,940 100.00% 7.61% 

Sch. RJH-2 
Page 1 of 2 

(1) Rives Exhibit 2, page 1 
(2) Schedule RJHP, page 2 of 2. lines 1.2 and 3 
(3) Testimony of J Randall Woolridge 



Case No.. 2008-00251 

KENTUCKY UTILITIES COMPANY 
AG's RECOMMENDED CAPITALIZATION 

($000) 

Sch.. RJH-2 
Page 2 of 2 

Capitalization Undistr. Total Rate Kentucky 
Adjusted for Subsidiary Investment lnvestm in Adjusted Base Jurisdictional 

Reacq. Bonds Earnings in EEI OVEUOther Capitalization Ratio Capitalization 
(1) (1) (2) (2) (1) 

1. ST Debt 76,609 (43) (27) 76,539 87.80% 67,201 

2. LT Debt 1,263,753 (566) (367) 1,262,820 87.80% 1,108,756 

1,488,297 87.80% 1,306,725 3. Equity - 1,513,015 (23,585) (687) (446) 

4. Total 2,853,377 (23,585) (1,2961 (840) 2,827,656 2,482,682 

Kentucky 
Jurisdict 

Capitalization ECR 
(1) 

5 STDebt 67,201 (1 1,603) 

6 LTDebt 1,108,756 (191,966) 

7. Equity 1,306,725 (226,1731 

8. Total 2,482,682 (429,742) 

Adjusted 
Kentucky 
Jurisdict. 

Capitalization 

55,598 

916,790 

1,080,552 

2,052,940 

(1) Rives Appendix 6. Exhibit 2, page 1 of 2 
(2) Rives Appendk 6. Exhibit 2, page 1 cols. (5) and (6). corrected for double.coun1 in EEI Investment and additional removal 

01 non-utility propew 
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KENTUCKY UTILITIES COMPANY 
RETURN ON ORIGINAL COST RATE BASE 

($000) 

KU Remove Other 

(1 1 (1) 

Jurisdictional Net ECA Adjustments AG 

1. Utility Plant at Original Cost $4,495,694 $ (440,496) $4,055,198 
2 Reserve for Depreciation (1,707,656) 10,275 26,402 (2) (1,670,979) 
3 Net Utility Plant 2,788,038 (430,221) 26,402 2,384,219 

-- Deduct: 

4 Customer Advances (2.406) (2.406) 
5. Deferred Income Taxes (256,897) 3,919 (252,978) 
6. Investment Tax Credit (49,714) 9,936 (39,778) 
7 Net ARO Assets 931 931 

(294,231) - 8. Total Deductions (306,086) - 13,855 

- Add: 

9. Materials and Supplies 74,430 (268) 74,162 
10 Prepayments &Allowances 1,654 981 2,635 
11. Cash Working Capital 78,938 (233) (2.002) (3) 76,703 

12. Total Additions 155,022 480 (2,002) 153,500 - . ~  
13. Total Net Original Rate Base $2,634,974 $ (415,886) $ 24,400 $2,243,488 

14. Income Requirement 

15. Return on Rate Base [L14/ L13] 

$ 156,211 Sch. RJH4, L3 

6.96% 

(1) Rives Exhibit 3, page 1 

(2) impact on depreclallon iesewe of AGs recommended depreciation expense adjustment - see Scheduie AJH-8, L5 
(3) Per response to AG-1-12: corrected CWC adjustment should be a decrease of $2,002,080 



Case No., 2008-00251 Sch. RJH-4 

KENTUCKY UTILITIES COMPANY 
PRO FORMA OPERATING INCOME 

($000) 

1. KlJ's Proposed Pro Forma After-Tax Operating income: 

AG-RECOMMENDED ADJUSTMENTS: 

2, Interest Synchonization 
3. llnbilled Revenue Adjustment 
4. Temperature Normalization Adjustment 
5. Annualized Depreciation Expense 
6.. Correction to Year-End Customer Annualization Adjustment 
7. Labor Costs Adjustment 
8. Employee Benefit Costs Adjustment 
9. Ice Storm Amortization Expense Adjustment 
10. MISO Net Expense Adjustment 
11 ., New Bank Credit Facilities Adjustment 
12. Kentucky Coal Tax Credit Adjustment 
13. Normalized Legal Expense Adjustment 
14. Normalized Uncollectible Expense Adjustment 
15. EEI Dues Adjustment 
16, Miscellaneous Expense Adjustments 

17. AG-Recommended Pro Forma After-Tax Operating Income: 

KU 
Jurisdictional 

$ 158,502 

(120) 
356 

2,724 
16,621 

29 
260 
189 
426 
619 
465 
384 
840 
450 

95 
22 

$ 181,863 

Rives Exh., 1, p.,3 

Sch. RJH-5 
SCh, RJH-6 
Sch. RJH-7 

Sch. RJH-9 
Sch., RJH-10 
Sch., RJH-1 I 

Sch. RJH-8 

Sch. RJH-12 
Sch. RJH-13 
Sch. RJH-14 
Sch. RtJH-15 
Sch. RJH-'l6 
Sch. RJH47 
Sch. RJH-18 
Sch, RJH-19 



Case No., 2008-00251 Sch.. RJH-5 

KENTUCKY UTILITIES COMPANY 
INTEREST SYNCHRONIZATION ADJUSTMENT 

($000) 

1" Adjusted Capitalization 

2. Weighted Cost of Debt 

3. Pro Forma Interest Expense 

4. Test Year Per Books Interest Deduction 

5. Interest Synchronization Adjustment 

6. Composite Income Tax Rate 

7. Impact on After-Tax Income 

KU 

(1) 
-- Jurisdictional Adjustments AG 

$ 2,073,463 $2,052,940 Sch. RJH-2 

2.39% -- 2.40% Sch. RJH-2 

49,556 $ 49,236 

46,369 46,369 

3,187 2,867 

37.60280% 37.60280% 

$ 1,198 $ (120) $ 1,078 

(1) Rives Exhibit 1. Schedule 1 40 



Case No. 2008-00251 

Unbilled Revenues at 4/30/07: 

Unbilled Base Revenues 
FAC Revenues 
DSM Revenues 
ECR Revenues 
MSRNDTISTOD PCR Revenues 
Total Unbilled Revenues 

Unbilled Revenues at 4/30/08: 

Unbilled Base Revenues 
FAC Revenues 
DSM Revenues 
ECR Revenues 
MSRNDTISTOD PCR Revenues 
Total Unbilled Revenues 

KENTUCKY UTlLLlTlES COMPANY 
UNBILLED REVENUE ADJUSTMENT 

($000) 

Sch.. RJH-6 

KIJ 

(1) 

Jurisdictional Adjustments AG 

Difference Between 430107 & 4/40/08 Unb. Rev.: 

Unbilled Base Revenues 
FAC Revenues 
DSM Revenues 
ECR Revenues 
MSRNDTISTOD PCR Revenues 
Total Unbilled Revenue Adjustment 

Composite After-Tax Income Factor (1 - 3760280) 

Impact on After-Tax Operating Income 

$ 31,661 $ 31,661 

133 
1,117 
(5861 -~ 

$ 32,325 $ 31,661 

$ 37,969 
409 
141 

1,404 
(7202 

$ 39,203 

$ 37,969 

$ 37,969 

$ (6,878) $ 570 $ (6,308) 

1 62.3972% 

$ 356 

(1) Rives Exhibit 1, Schedule 1 00; response lo AG-1-10 response to AG-24 



Case No. 2008-00251 Sch. RJH-7 
KENTUCKY UTILITIES COMPANY 

TEMPERATURE NORMALIZATION ADJUSTMENT 
($000) 

KU 

(1) 

Jurisdictional Adjustments AG 

1. Revenue Adjustment $ (8,721) 5 8,721 5 - (2) 

2. Variable Expense Adjustment (4,355) 4,355 - 121 

3. PSC Assessment and Uncollectibe Expense 
Adjustment @ ,.3633% of Line 1 

I 

4. Total Net Weather Normalization Adjustment ~ $ (4,366), $ 4,366 $ 

5. Composite After-Tax Income Factor (1 - “3760280) 62.3972% 
_I 

6. Impact on After-Tax Operating Income $ 2,724 

(1) Seslys Exhibit 13 
(2) Testimony oi Glenn Watldns 



Case No. 2008-00251 Sch. RJH-8 

KENTUCKY UTILITIES COMPANY 
ANNUALIZED DEPRECIATION EXPENSE ADJUSTMENT 

($000) 

AG KU Adjustments - 
(1) 

1. Annualized Depreciation Expense With New Rates $ 11 1,536 $ (30,458) $ 81,078 (2) 

2 Test Year Per Books Depr Exp Excluding ARO 
and Post-1995 ECR 111,266 11 1,266 

3. Depreciation Expense Change 270 (30,188) 

4. KY Jurisdictional Aliocation Ratio 87.457% 87.457% 

5. KY Jurisdictional Adjustment $ 236 $ (26,638) L $  (26,402) 

6. Composite After-Tax Income Factor (1 - ,3760280) 62.3972% 

7 Impact on After-Tax Operating Income $ 16,621 

(1) Rives Exhibit 1. Schedule 1 14 
(2) Testimony of Michael Majoms 



Case No. 2008-00251 SCh. RJH-9 

KENTUCKY UTILITIES COMPANY 
CORRECTION TO YEAR-END CUSTOMER ANNUALIZATION ADJUSTMENT 

- KU Adjustments AG 
(1) 

Decoratibve SL - SLDEC # of Customers: 
4/07 
5/07 
6/07 
7/07 
8/07 
9/07 
IOIO7 
11/07 
12107 
1/08 
2/08 
3/08 
4/08 

1. 13-Month Average # of Customers 

2. Test Year-End B of Customers 

3. Customer Growth Year-End vs Average 

4.. Annual Rate per Customer 

5. Revenue Annualization Adjustment 

6. Impact on Expense at Ratio of ,6475 

7. Net Revenue Annualization Adjustment 

7,705 
7,778 
7,793 
7,886 
8,007 
8,053 
8,139 
8,175 
8,186 
8,206 

8,775 

7,705 
7,778 
7,793 
7,886 
8,007 
8,053 
8,139 
8,175 
8,186 
8,206 

7,907 

- 8,206 8,206- 

(569) 299 

$ 153,0314 $153.0314 

$ (87,145) $ 132,937 $ 45,792 

86,077 

46,860 

8. Composite After-Tax Income Factor (1 - 3760280) 62.3972% 

9 Impact on After-Tax Operating Income $ 29,240 

(1) Seeiye Exhibit 15. p. 1 and response to PSC-2-66 
(2) Estimaled normalized customer ieveis based on average monthly customer groviih 01 53 



Case No. 2008-00251 Sch RJH-10 

KENTUCKY UTILITIES COMPANY 
LABOR COST ADJUSTMENT 

($000) 

KU 

(1) 
Jurisdictional Adjustments AG 

1. Total Labor and Labor Related Cost Adjustment 5 1.550 5 (224) $ 1,326 (2) 

2. Remove "Other Compensation" Expenses .- -- (192) (192) (3) 

3., Total Labor Cost Adjustment $ 1,550 (416) $ 1,134 

4. Composite After-Tax Income Factor (1 - .3760280) 62.3972% 

5. Impact on After-Tax Operating Income $ 260 

(1) Rives Exhibil 1.  Schedule 1 15 
(2) Rives Exhibit 1, Schedule 1 15.. Revised 
(3) Reswnse to PSC-il-102(02 and amended response to PSC-3-41 



Case No. 2008-00251 Sch. RJHll 

KENTUCKY UTILITIES COMPANY 
EMPLOYEE BENEFIT COST ADJlJSTMENT 

($000) 

KU - Adjustments AG 
($1 

1. Pension Expense Adjustment $ (436) $ (271) $ (707) (2) 

2. OPEB Expense Adjustment 265 (67) 198 (2) 

3. Post-Employment Benefit Expense Adjustment _I 1,250 (2) 1,248 (2) 

4. Total Employee Benefits Expense Adjustment $ 1,079.00 (340) $ 739 

5. KY Jurisdictional Allocation Ratio 

6. Composite After-Tax Income Factor (1 - 3760280) 

7 Impact on After-Tax Operating Income $ 189 

89 139% 

62.3972% 

(1) Rives Exhibit 1, Schedules 1 16 and 1 17 
(2) Rives Exhibit 1, Schedules 1 16and 1 17. Revised 



Case No., 2008-00251 Sch RJH-12 

KENTUCKY UTILITIES COMPANY 
ICE STORM AMORTIZATION EXPENSE ADJUSTMENT 

($000) 

1. Unamortized Ice Storm Expense Balance at 4/30/08 

2. Amortization from 4/30/08 to Rate Effective Date 2/6/09 

3 Unamortized Balance at Rate Effective Date 2/6/09 

4. New Amortization Period (Yrs) 

5. Recommended Annual Amortization Expense 

6. Amortization Expense in Test Year 

7 .  Amortization Expense Adjustment 

8. Composite After-Tax Income Factor (1 - 3760280) 

9 Impact on After-Tax Operating Income 

$ 924 (1) 

(5941 (2) 

330 ' 

3 

110 

792 (1) 

- 

-- 
(682) 

62.3972% 

$ 426 

* At the current monthly amortization rate of $66,000, this balance would be fully amortized on 6/30/09 

(1) Response to AG-1-7 
(2) Monthly amortization of $66,0W x 9 rnonlhs = $594.000 



Case No. 2008-00251 Sch., RJH-13 

KENTUCKY UTILITIES COMPANY 
MISO NET COST ADJUSTMENT 

(5000) 

1 .  MISO Exit Fee Balance at 4/30/08 (Ky Jurisd.,) 
2. Estimated MISO Exit Fee Credits 5/1/08 - 2/6/09 
3.. MISO Exit Fee Balance at 2/6/09 

4. Cumulative Schedule 10 Receipts at 4/30/08 
5. Schedule '10 Receipts 5/1/08 - 2/6/09 
6. Cumulative Schedule 10 Receipts at 2/6/09 

7. Net of MIS0 Exit Fees and Schedule 10 Receipts 
at Rate Effective Date of 2/6/09 [Line 3 Line 61 

8., Amortization Period (Yrs) 
9.. Annual Amortization of Net MISO Expenses 

10. MISO Exit Fee Balance at 2/6/09 [Line 31 
11. MISO Exit Fee Balance Through 1st 0.2015 
12. MISO Exit Fee Credits 2/6/09- 1st Q 2015 
13.. Amortization Period (Yrs) 
14.. Annual Exit Fee Credits Amortization 

15. Net MiSO Expense Amortization [Line 9 - Line 141 
16. KU's Proposed Net MISO Expense Amortization 
17., Recommended Amortization Expense Adjustment 
18., Composite After-Tax Income Factor (1 . "3760280) 
19. Impact on After-Tax Operating Income 

$ 16,362 Reference Sch 1,23 
(254) (1) 

16,108 

6,552 Reference Sch. 1.23 
2.948 PSC-2-l09(e) 
9,500 

6,608 
5 

1,322 
.-,- 

16,108 
13,996 (2) 
2,112 

6 
352 

- 

970 
1,962 Reference Sch 1 23 
(992) 

62.3972% 
$ 61 9 

(1) Perresponseto AG-1-39c: ($309.473-S16.186) ~88537% 
(2) PerresponseioAG-l.39a:$i6,173,417x 66537% 



Case No. 2008-00251 Sch. RJH-14 

KENTUCKY UTILITIES COMPANY 
NEW BANK CREDIT FACIL.ITY EXPENSES 

($000) 

KU Adjustments AG 
(1 ) 

1. Cost of New Bank Credit Facilities: 
- Required New Letter of Credit Amount 
- Letter of Credit Fee 
-Total Estimated Fees 
- Plus: Legal Costs 
- Total Cost of New Bank Credit Facilities 

2. KY Jurisdictional Allocation Ratio 

3. Composite After-Tax Income Factor (1 - 3760280) 

4 Impact on After-Tax Operating Income 

$ 200,000 $ 194,847 (2) 
1.1% 0.7% (3) 

2,200 1,364 
50 50 

2,250 (836) 1,414 

89..139% 

62.3972% 

$ 465 

(1) Exhibit 1. Schedule 1 32 and respunse lo PSC-B.10 
(2) Response tu PSC-3-34 
(3) Response to PSC-2-134, updated 10/23/08 



Case No., 2008-00251 Sch. RJH-15 

KENTUCKY UTILITIES COMPANY 
KENTUCKY COAL TAX CREDIT 

($000) 

1 .  Actual Coal Tax Credits Received Durinq 
Most Recent 5 Years: 

2003 
2004 
2005 
2006 
2007 
Five-Year Average (Use as Property Tax Credit) 

2. KY Jurisdictional Allocation Ratio 

3. Composite After-Tax Income Factor (1 - ,3760280) 

4. Impact on After-Tax Operating income 

$ 84 
239 
177 
508 

2,491 
700 

a8.038% 

62.3972% 

$ 384 

Source: Response to PSC-2-116 



Case No., 2008-00251 Sch., RJH-16 

KENTUCKY UTILITIES COMPANY 
NORMALIZED LEGAL EXPENSE ADJUSTMENT 

($000) 

I., Actual Leoal ExDenses: 
2004 
2005 
2006 
2007 
Test Year 
Five-Year Average 

Budgeted Legal Expenses for 2008 

2. Recommended Normalized Legal Expenses 

3. Test Year Legal Expenses 

4.. Legal Expense Adjustment 

5. KY Jurisdictional Allocation Ratio 

CPI- All Adjusted 
Urban Cons. Amount 

$ 3,145 1.1123 $ 3,498 (1) 
4,192 1.0758 4,510 (1) 
3,585 1.0422 3,736 (1) 
4,902 1.0133 4,967 (1) 
6,110 1 0000 6,110 (I)  -- 

4,564 

6. Composite After-Tax Income Factor (1 - ,3760280) 

7. impact on After-Tax Operating Income 

4,300 (1) 

4,600 

6,110 

(1,510) 

89.139% (2) 

62.3972% 

$ 840 

(1) Response lo AG-1-57 
(2) Response lo AG.2-26 



Case No. 2008-00251 Sch. RJH-17 

KENTUCKY UTILITIES COMPANY 
NORMALIZED UNCOLLECTIBLE EXPENSE ADJUSTMENT 

($000) 

1. Test Year Uncollectible Expenses 

2. Recommended Normalized Uncollectible Expense 

3. Expense Adjustment (portion related to OMA Dispute) 

4. KY Jurisdictional Allocation Ratio 

5. Composite After-Tax Income Factor (1 ~ ,3760280) 

6. Impact on After-Tax Operating Income 

$ 3,331 

2,564 

(767) 

94 069% 

62.3972% 

$ 450 

Source: Response to AG-2-28 



Case No. 2008-00251 Sch RJH-18 

KENTUCKY UTILITIES COMPANY 
EEI DUES ADJUSTMENT 

($000) 

1. Total EEI Dues in Test Year $ 378 (1) 

2. Portion of EEI Dues Related to Legislative & Regulatory 
45.35% (2) Advocacy and Public Relations - 

3.. Remove Portion of EEI Dues Dedicated to Lobbying 

4. KY Jurisdictional Allocation Ratio 89.139% (1) 

171 

62.3972% 5 Composite After-Tax Income Factor (1 - "3760280) - 
6. Impact on After-Tax Operating Income $ 95 

(1)  Response to AG-2-23 
(2) PSC Order in Cose No 2003-00434, pp 44-45 



Case No. 2008-00251 Sch. RJH-19 

KENTUCKY UTILITIES COMPANY 
MISCELLANEOUS EXPENSE ADJUSTMENTS 

($000) 

1. Remove Expenses Related to Employee Gifts, 
Award Banquets, Social Events, and Parlies $ (14) (1) 

2" Remove Fines and Penalties (4) (21 

3. Remove Real Estate Reception and Community Involvement 
Expense (181 (3) 

4. Toal Miscellaneous Expense Adjustments (36) 

5. Composite After-Tax Income Factor (1 ~ "3760280) I 62.3972% 

6. Impact on After-Tax Operating Income $ 22 

(1) Response lo AG-1-68 and AG-2-25 
(2) Response to AG-2-21: penally expenses of $4,998 x jurisdiclional allocation factor of 89 139% 

(3) Real estate reception expenses [$16,309 x 944081 5 15.397 AG-2-21 
Sponsorship and commun involvement exp 153.010 x 940691 - 2.831 AG-2-22 

9 18,228 
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PRIOR REGULATORY EXPERUENCE OF ROBERT J. KENICES 



Appendix Page 1 
Prior Regulatory Experience OF Robert J. Henkes 

* = Testimonies prepared and submitted 

ARKANSAS 

Southwestern Bell Telephone Company 
Divestiture Base Rate Proceeding" 

DELA'WARE 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding 

Dehnarva Power and Light Company 
Sale of Power Station Generation 

Delrnarva Power and Light Company 
Electric Base Rate Proceeding 

Delmarvd Power and Light Company 
Gas Base Rate Proceeding* 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding" 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding" 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Delmarva Power and Light Company 
Report of DP&L Operating Earnings" 

Delmarva Power and Light Company 
Electric Base Rate Proceeding" 

Delmarva Power and Light Company 

Docket 8.3-045-U 09/1983 

Docket 41-79 

Docket 80-39 

Complaint 
Docket 279-80 

Docket 81-12 

Docket 8 1 - 1.3 

Docket 8245 

Docket 83-26 

Docket 84-30 

Docket 85-26 

Docket 86-24 

Docket 86-24 

Docket 85-26 

0411980 

0211981 

0411981 

06/1981 

08/1981 

04/1983 

0411984 

0411985 

03/1986 

0711986 

1211986 
01/1987 

1011986 



Appendix Page 2 
Prior Regulatory Experience of Roberr J. Henkes 

Report Re PROMOD and Its Use in 
Fuel Clause Proceedings* 

Diamond State Telephone Company 
Base Rate Proceeding* 

Dclmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Delmarva Power and Light Company 
E.lechic Fuel Clause Proceeding* 

Delinarva Power and Light Company 
Electric Base Rate Proceeding's 

Delmarva Power and Light Company 
Gas Base Rate Proceeding" 

Axtesian Water Company 
Water Base Rate Proceeding* 

Artesian Watcr Company 
Water Base Rate Proceeding* 

United Water Delaware 
Water Base Rate Proceeding* 

Delmarva Power and Light Company 
Revenue Requirement and Stranded Cost 
Reviews 

Artesian Water Company 
Water Base Rate Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding" 

Tidewater Utilities1 Public Water Co 
Water Base Rate Proceedings* 

Delmarva Power & Liglit Company 
Competitive Services Margin Sharing Proceeding" 

Artesian Water Company 
Water Base Rate Proceeding" 

Docket 86-20 0411987 

Docket 87-33 06/1988 

Docket 90-.3SF 0511991 

Docket 91-20 1011991 

Docket 91-24 0411992 

Llocket 97-66 0711 991 

Docket 97-340 0211998 

Docket 98-98 0811 998 

Not Docketed 1211998 

Docket 99-1 97 
(Direct Test.) 

Docket 99-197 
(Supplcment. Tcst) 

Docket No. 99-466 

Docket No. 00-3 14 

Docket No. 00-649 

0911999 

1011999 

03/2000 

0.312001 

0412001 



Appendix Page 3 
Prior Regulatory Experience of Robert 1. Henkes 

- 
Chesapeake Gas Company 
Gas Base Rate Proceeding* 

Doclcet No. 01-307 

Tidewater Utilities 
Water Base Rate Proceeding" 

Artesian Water Company 
Water Base Rate Proceeding" 

Delmarva Power & Light Company 
Electric Cost of Service Proceeding 

Delmarva Power & Light Company 
Gas Base Rate Pxoceeding* 

Artesian Water Company 
Water Base Rate Proceeding" 

United Water Delawaie 
Water Base Rate Proceeding" 

DIS-rRICl- OF COLUMBIA 

District of Columbia Natural Gas Co 
Gas Base Rate Proceeding" 

District of Columbia Nabual Gas Co 
Gas Base Rate Proceeding" 

District of Columbia Natural Gas Co. 
Waiver of Ccrtain GS Provisions 

Chcsapeake and Potomac Telephone Co. 
Base Rate Proceeding' 

Chesapeake and Potomac Telephone Co. 
Base Rate Proceeding* 

Bell Atlantic - District of Columbia 
SPF Surcharge Proceeding 

Bell Atlantic - District of Columbia 
Price Cap Plan and Earnings Revicw 

Docket No. 02-28 

Docket No. 02-109 

Docket No 02-231 

Docket No. 0:3-127 

Docket No 04-42 

Docket No. 06-174 

1212001 

0712002 

0912002 

0312003 

0812003 

0812004 

1012006 

Formal Case 870 0511988 

Formal Case 890 0211990 

Formal Case 898 0811 990 

Formal Case 850 0711991 

Formal Case 926 1011 993 

Formal Case 926 06/ 19194 

Formal Case 814 IV 0711995 



Appendix Page 4 
Prior Regulatory Experience of Robert 1. Henkes 

GEORGIA 

Southern Bell Telephone Company 
Basc Rate Proceeding 

Southern Bell Telephone Coinpany 
Base Rate Proceeding 

Georgia Power Company 
Electric Base Ratc and Nuclear 
Power Plant Phase-In Proceeding+ 

Georgia Power Company 
Electric Base Rate and Nuclear 
Power Plant Phase-Iu Pioceeding" 

Southern Bell Telephone Coinpany 
Base Rate Proceeding 

Soulliern Bell Telephone Company 
Implementation, Administration and 
Mechanics or Universal Service Fund* 

Atlanta Gas Light Company 
Gas Base Rate Proceeding* 

Southern Bell Telephone Company 
Report on Cash Working Capital" 

Atlanta Gas Light Company 
Gas Base Rate Proceeding'' 

Atlanta Gas Light Company 
Gas Base Rate Proceeding 

Georgia Independent Telcphone Companies 
Earnings Review and Show Cause Proceedings 

Georgia Power Company 
Earnings Review - Report to GPSC* 

Georgia Alltel Telecommunication Companies 
Earnings and Rate Reviews 

Frontier Communications 01 Georgia 
Earnings and Rate Review 

Docket ,3465-U 0811984 

Docket 3518-U 0811985 

Docket 36734 0811987 

Docket ,3840-U 0811989 

Docket ,3905-U 0811990 

Docket 3921-U 1011 990 

Docket 4177-U 

Docket 3905-U 

Docket No. 445 1-U 

DOckctNo. 5116-11 

Various Dockets 

Non-Docketed 

Docket No 6746-11 

Docket No 4997-U 

0811992 

0311993 

081199.3 

0811 994 

1994 

0911995 

0711996 

0711 996 



Appendix Page 5 
Prior Regulatory Experience of Robert 1" Henkes 

Georgkd Power Company 
Electric Base Rate / Accounting Order Proceeding Docket No. 9355-TJ 12/1998 

Savannah Electric Power Company Docket No 14618-U 03/2002 
Electric Base Rate Case/Alternative Rate Plan* 

Georgia Power Company 
Electric Base Rate / Alternative Rate Plan Proceeding* 12/2004 

Savannah Electric Power Company Docket No. 19758-U 03/2005 
Electric Base Ratc Case/Alternative Rate Plan* 

Georgia Powcr Company Docket No. 250604J 10/2007 
Electric Base Rate CaseiAlternative Rate Plan* 

Docket No. 18300-U 

- FERC 

Philadelphia ElectriclConowingo Power 
Electric Base Rate Proceeding" 

KENTUCKY 

Kentucky Power Company 
Electric Base Rate Proceeding" 

K,entucky Power Company 
Electric Base Rate Proceeding* 

Kentucky Power Company 
Electric Base Rate Proceeding* 

South Central Bell Telephone Company 
Base Rate Proceeding" 

Kentucky-American Water Company 
Base Rate Proceeding* 

Delta Natural Gas Company 
Base Ratc Proceeding* 

Kentucky Utilities and L,G&E. Company 
E,nviiomnental Surcharge Proceeding 

Docket E.R 80-557/558 07/1981 

Case 8429 

Case 8734 

Case 9061 

Case 91 60 

Case 97-034 

Case 97-066 

97-SC-1091-DG 

041 1982 

06/1983 

09/1954 

0111985 

06/1997 

07/1997 

0111999 



Appendix Page 6 
Prior Regulatory Experience of Robert 1. Henkes 

DeltaNatural Gas Company Case No. 99-046 
Experimcntal AlternatiGe Regulation Plan* 

Delta Natural Gas Company 
Base Rate Proceeding* 

Louisville Gas & Electric Company 
Gas Base Rate Proceeding* 

Kentucky-American Water Company 
Base Rate Proceeding" 

Jackson Energy Cooperative Corporation 
Electric Base Rate Proceeding" 

Kentucky-Ameiican Water Company 
Base Rate Rehearing* 

Kentucky-American Water Company 
Rehearing Opposition Testimony" 

Union Light Heat and Power Company 
Gas Base Rate Proceeding* 

Louisville Gas & Electric Company and 
Kentucky Utilities Company 
Deferred Debits Accounting Order 

Fleming-Mason Energy Cooperative 
Electric Base Rate Proceeding 

Northern Kentucky Water District 
Water Dislrict Base Rate Proceeding 

Louisville Gas k E,lectric Company 
E.lecMc Base Rate Proceeding* 

Louisville Gas & Electric Company 
Gas Base Rate Proceeding" 

Delta Natural Gas Company 
Base Rate Proceeding* 

Union Light Heat and Powei Company 
Gas Base Rate Proceeding" 

CaseNo., 99-176 

Case No. 2000-080 

Case No. 2000-120 

Case No. 2000-373 

Case No. 2000-120 

Case No. 2000-120 

Case No. 2001-092 

0711999 

0911999 

0612000 

07/2000 

02/2001 

02/2001 

03/2001 

09/2001 

CaseNo. 2001-169 1012001 

Case No. 2001-244 05/2002 

Case No. 200.3-0224 0212004 

Case No. 2003-04.33 0.312004 

Case No. 2003-04.31 03/2004 

Case No. 2004-00067 0712004 

Case No. 2005-00042 06/2005 



Appendix Page 7 
Prior Regulatory Experience of Robert J. Henkes 

Big Sandy Rural Electric Cooperative 
Electric Base Rate Proceeding 

Louisvillc Gas & Electric Company 
Value Delivery Surcredit Mechanism* 

Kentucky Utilities Company 
Value Delivery Surcredit Mechanism* 

Kentucky Power Company 
Electric Base Rate Proceeding" 

Cumberland Valley Electric Cooperative 
Electric Base Rate Proceeding 

South ICentuclcy Rural Elechic Coopcrativc 
Electric Base Rate Proceeding 

Duke Energy Kentucky 
Electric Base Rate Proceeding* 

Atmos Energy Corporation 
Gas Show Cause Proceeding* 

Inter County Electric Cooperative 
Electric Base Ratc Proceeding 

Atmos Energy Corporation 
Gas Base Rate Proceedingl' 

Columbia Gas ofKentucky 
Gas Base Ratc Proceeding* 

Delta Natural Gas Company 
Gas Base Rate Proceeding - Alternative 
Rate Mechanism* 

Nolin Rural Electnc Cooperative Corporation 
Electric Rate Proceeding 

Fleming-Mason Energy Cooperative 
Electric Base Rate Proceeding 

Jasckson Energy Cooperative 
Elcctric Base Rate Proceeding 

CascNo.. 2005-00125 

Case No. 2005-00.352 

Case No. 2005-0035 1 

Case No. 2005-00.341 

Case No. 2005-00187 

Case No,, 2005-00450 

Case No., 2006-001 72 

Case No. 2005-00057 

Case No, 2006-00415 

Case No. 2006-00464 

Case No. 2007-00008 

Case N O .  2007-00089 

Case No 2006-00466 

Case No 2006-00022 

Case No 2007-00.333 

0812005 

1212005 

12/2005 

0112006 

05/2006 

0712006 

0912006 

0912006 

0412007 

0412007 

0612007 

0812007 

0912007 

1012007 

0312008 



Appendix Page 8 
Prior Regulatory Experience of Robert 1. Henkes 

Jackson Purchase Energy Corporation 
Electric Base Rate Proceeding 

Blue Grass Energy Cooperative 
Electric Base Rate Proceeding 

MAINE 

Continental Telephone Company of Mnine 
Base Rate Proceeding 

Central Maine Power Company 
Electric Base Rate Proceeding 

New England Telephone Corporation - Maine 
Chapter 120 Eamings Review 

MARYLAND 

Potomac E.lcctric Power Company 
Electric Base Rate Proceeding* 

Delmarva Power and Light Company 
Electric Base Rate Proceeding* 

Chesapeakc and Potomac Tciephone Company 
Western Electric and License Contract 

Chesapeake and Potomac Telephone Company 
Base Rate Proceeding* 

Washington Gas Light Company 
Gas Base Rate Proceeding 

Dclmarva Power and Light Company 
Electric Base Rate Proceeding" 

Chesapeake and Potomac Telephone Company 
Base Rate Proceeding" 

Chcsapcake and Potomac Telc~hone Company 
Base Rate Proceeding+ 

Case No 2007-001 16 0412008 

Case No. 2008-0001 1 712008 

Docket 90-040 1211990 

Docket 90-076 0311991 

Doclcet 94-254 1211 994 

Case 7384 

Case 7427 

Case 7467 

C,ase 7467 

Case 7466 

Case 7570 

Case 7591 

Case 1661 

0111980 

0811980 

10/1980 

1011980 

1111980 

1 011 98 1 

1211981 

1111982 



Appendix Page 9 
Prior Regulatory Experience of Robert 1. Henkes 

Chesapeake and Potomac Telephone Company Case 7661 1211982 
Computer Inquiry 11" 

Chesapeake and Potomac Telephone Company Case 7735 1011983 
Divestiture Base Rate Proceeding* 

AT&T Communications of Maryland 
Base Rate Proceeding 

Case 7788 1984 

Chesapeake and Potomac Telephone Company Case 7851 0311985 
Base Rate Proceeding* 

Potomac Electric Power Company 
Electric Base Rate Proceeding 

Delmarva Power and Light Company 
Elecbic Base Rate Proceeding 

NEW IIA~PSHIRE 

Granite State Electric Company 
Electric Base Rate Proceeding 

NEW JERSEY 

Elizabetlitown Water Company 
Water Base Rate Proceeding 

Jersey Central Power and Light Company 
Electric Base Rate Proceeding 

Middlesex Water Company 
Water Base Rate Proceeding 

Jersey Central Power and Light Company 
Electric Base Rate Proceeding 

Public Service Electric and Gas Company 
Electric and Gas Base Rate Procccdings 

Atlantic City E.lectric Company 
Electric Base Rate Proceeding:" 

Case 7878 1985 

Case 7829 1985 

Docket DR 77-63 1977 

Docket 757-769 0711 975 

Docket 759-899 0911975 

Docket 761-37 0111916 

Docket 769-965 0911976 

Docket 761-8 10/1976 

Docket 772-113 0411977 



Appendix Page IO 
Prior Regulatory Experience of Robert 1- Henices 

Public Service Electric and Gas Company 
Electric and Gas Base Rate Proceedings* 

Public Service Elechic and Gas Company 
Raw Materials Adjustment Clause 

Rockland Electric Company 
Electric Basc Rate Proceeding* 

New Jersey Bell Telephone Company 
Base Rate Proceeding 

Rockland E.lectric Company 
E.lectric Fuel Clause Proceeding* 

Rockland Electric Company 
Electric Base Rate Proceeding;' 

Rockland Electric Company 
Electric Fuel Clause Proceeding* 

Public Service Electric and Gas Company 
Electric Fuel Clause Proceeding* 

Public Service Electric and Gas Company 
Raw Materials Adjustment Clause 

Ncw Jersey Bell Telephone Coinpany 
Base Rate Proceeding 

Rockland E,lectric Company 
Electric Fuel Clause Proceeding" 

Public Service Electric and Gas Company 
Electric and Gas Base Rate Proceedings" 

New Jersey Bell Telephone Company 
Base Rate Proceeding 

AT&T Communications of New Jersey 
Base R.ate Proceeding* 

Rockland Ilectric Company 
E.lectric Fuel Clause Proceeding* 

AT&T Communications of Ncw Jcrsey 

Docket 7711-1107 

Docket 794-310 

Docket 795-413 

Docket 802-135 

Docket 8011-836 

Docket 811-6 

Docket 8110-883 

Docket 812-76 

Docket 812-76 

Docket 8211-1030 

Docket 829-777 

Docket 837-620 

Docket 8.3 1 1-954 

Docket 8311-1035 

Docket 849-1014 

Docket 831 1-1064 

0511978 

04/1979 

0911979 

02/1980 

02/1981 

05/1981 

0211982 

OW1982 

OW1982 

1111982 

1211982 

10/1983 

11/1983 

02/1984 

1111984 

05/1985 



Appendix Page II 
Prior Regulatory Experience of Robert 1. Henkes 

Base Rate Proceeding* 

Public Service Electric and Gas Company 
Electric and Gas Base Rate Proceedings'' 

Public Service Electric and Gas Company 
Electric Fuel Clause Proceeding" 

Rockland Electric Company 
Electric Fuel Clause Proceeding" 

Rockland Electric Company 
Elect& Fuel Clause Proceeding" 

Public Service Electric and Gas Company 
Elechic Fucl Clause Proceeding* 

United Telephone of New Jcrsey 
Base Rate Proceeding 

Rockland Elechic Company 
Electric Fuel Clause Proceeding" 

United Telephone of New Jersey 
Base Rate Procccding 

Elizabetlitown Gas Company 
Gas Base Rate Proceeding* 

Rockland E.lectric Company 
Electric Fuel Clause Procccding 

Jersey Central Power and Light Company 
Electric Fuel Clause Proceeding 

Ncw Jersey Natural Gas Coinpany 
Gas Base Rate Proceeding* 

Public Sellrice Electric and Gas Company 
Electric and Gas Base Rate Proceedings" 

Rockland E.lcctric Company 
E.lectric Fuel Clause Proceeding 

Middlesex Water Company 
Water Basc Ratc Procccding" 

Docket ER8512-1163 

Docket ER8512-1163 

Docket ER8609-971 

Docket ER8710-1189 

Docket ER8512-1163 

Docket TR8810-1187 

Docket ER9009-10695 

Dockct TR9007-0726J 

Docket GR9012-1391 J 

Docket ER9 1091 455 

Docket ER911217657 

Docket GR9108-1393J 

Dockct ER91111698J 

Docket ER92090900J 

Dockct WR92090885J 

0511986 

07/1986 

1211986 

01/1988 

0211958 

OS11989 

09/1990 

0211 991 

OS1991 

1111991 

0311992 

0311 992 

0711 992 

1211992 

01 /1993 



Appendix Page 12 
Prior Regulatory Experience of Robert 1. Henkes 

Elizahethtown Water Company 
Water Base Rate Proceeding* 

Public Service Electric and Gas Company 
Electric Fuel Clause Proceeding 

New Jersey Natural Gas Company 
Gas Base Rate Proceeding* 

Atlantic City Electric Company 
Electric Fuel Clause Proceeding 

Borough of Butler E.lectric Utility 
Various E.lectric Fuel Clause Proceedings 

Elizabethtown Water Company 
Water Base Rate Proeecding 

Public Service Electtic and Gas Company 
Electric Fuel Clause Proceeding 

Rockland Electric Company 
Electric Fuel Clause Proceeding and 
Purchased Power Conbact By-Out 

Jersey Central Power & Light Company 
Electric Fuel Clause Proceeding 

Elizahethtown Water Company 
Purchased Water Adjustinent Clause Proceeding* 

Middlesex Water Company 
Purchased Water Adjustment Clause Proceeding 

New Jersey American Water Company') 
Base Rate Proceeding 

Rockland Electric Company 
Electric Fuel Clause Proceeding 

United Water ot New ,Jersey 
Base Rate Proceeding*: 

E.lizabethtown Water Company 
Basc Rate Proceeding"' 

Docket WR92070774.J 

Docket ER911116981 

Docket GR93040114 

Docket ER94020033 

Docket E.R94020025 

Non-Docketed 

Docket ER 94070293 

Docket Nos., 940200045 
and ER 94090.36 

Docket ER94120577 

Docket WR95010010 

Docket WR94020067 

Docket WR95040165 

Docket ER95090425 

Docket WR9507030.3 

Docket WR95110557 

0211993 

0,3/1993 
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New Jersey Water and Sewer Adjustment Clauses 
Rulemaking Proceeding" 

United Water Vernon Sewage Company 
Base Rate Proceeding* 

United Water Great Gorge Company 
Base Rate Proceeding* 

South .Jersey Gas Company 
Base Rate Proceeding 

Middlesex Water Company 
Purchased Water Adjustment Clause Proceeding* 

Atlantic City Elecbic Company 
Fuel Adjustment Clause Proceeding* 

Public Sewice E.lectric & Gas Company and 
Atlantic City Electric Company 
Investigation into the continuing outage of the 
Salem Nuclear Generating Station* 

Rockland Electric Company 
Electric Fuel Clause Proceeding* 

Consumers New Jersey Water Company 
Base Rate Pioceeding:@ 

Atlantic City Electric Company 
Fuel Adjushnent Clause Proceeding" 

Public Scrvice Electric & Gas Company 
Electric Restructuring Proceedings* 

Atlantic City Electric Company 
Limited Issue Rate Proceeding" 

Rockland Electiic Company 
Limited Issue Rate Pioceedlng 

South Jersey Gas Company 
Limited Issue Rate Pioceeding 

Nan-Docketed 03/1996 

Docket WR96030204 0711996 

Docket WR96030205 07/1996 

Docket GR960100932 OW1996 

Docket WR96040307 0811996 

Docket No.ER96030257 OW1996 

Docltct Nos. ES96039158 
& ES96030159 1 Q/1996 

Docket No EC96110784 01/1997 

Docket No.WR96100768 0311997 

Docket No..ER97020105 OW1997 

Docket Nos. EX912058Y, 
E097070461, E097070462, 
E097070463 1111991 

Docket No.ER97080562 121997 

Docket No.ER97080567 1211997 

Docket No.GR.97050349 12/1997 
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New .Jersey American Water Company 
Limited Issue Rate Proceeding 

Elizabelhtown Water Company and Mount 
Holly Water Company 
Limited Issue Rake Proceedings 

United Watcr oINew Jersey, 1Jnited Water 
Toms River and United Water Lmnbertville 
Limited Issue Rate Proceedings 

Public Service Electric & Gas Company 
Electric Restructuring Proceedings* 

Consumers New Jersey Water Company 
Base Rate Proceeding+ 

New Jersey-American Watel Company 
Base Rate Procceding" 

Consumers New Jersey Watcr Company 
Merger Proceeding 

Atlantic City Electric Company 
Fuel Adjustment Clause Proceeding's 

Middlesex Water Company 
Base Rate Proceeding*' 

Mount Holly Water Company 
Base Rate Proceeding - Phase I+ 

Mount Holly Water Company 
Base Rate Proceeding - Phase 11* 

New Jersey American Water Company 
Acquisitions of Water Systems 

Mount Holly Water Company 
Merger with Homestead Water Utility 

Applied Wastewater Management, Inc. 
Merger with Homestead Treatment Utility 

Environnicntal Disposal Corporation (Sewer) 

~- 
Docket No WR97070538 1211 997 

Docket Nos. WR97040288, 
WR97040289 12/1997 

Docket Nos.WR9700540, 
WR97070541, 
WR97070539 12/1997 

Docket Nos. EX912058Y, 
E097070461, E097070462, 
E097070463 0m998 

Docket No. WR97080615 01/1998 

Docket No.WR98010015 07/1998 

Docket No.WM98080706 12/1998 

Docket No.ER98090789 02/1999 

Doclcet No.WR98090795 0.3/1999 

Docket No. wR.99010032 07/1999 

Docket No. WR99010032 09/1999 

Docket Nos WM9910018 09/1999 
WM9910019 09/1999 

Docket No. WM99020091 10/1999 

Docket No WM99020090 10/1999 

Docket No.WR99040249 02/2000 



Appendix Page 15 
Prior Regulatory Experience OF Robert 1. Henkes 

Base Ratc Proceeding* 

Elizabethtown Gas Company 
Gas Cost Ad,justment Clause Proceeding 
DSM Adjustment Clause Procccding 

New Jersey American Water Company 
Gain on Sale of Land 

Jersey Central Power &Light Company 
NUG Contract Buydown 

Shore Water Company 
Base Rate Proceeding 

Shorelands Water Company 
Water Diversion Rights Acquisition 

Mount Holly and Elizabelhtown Water Companies 
Computer and Billing Services Contracts 

IJnited Water Resources, Inc. 
Merger with Suez-Lyonnaise 

E'Town Corporation 
Merger with Thames, Ltd. 

Consumers Water Company 
Water Base Rate Procceding" 

Atlantic City Electric Company 
Buydown of Purchased Power Contract 

Applied Wastewater Management, Inc. 
Authorization for Accounting Changes 

E,lizabethtown Gas Company 
Gas Cost Adjustment Clause Proceeding 
DSM Adjustment Clause Proceeding 

Trenton Water Works 
Watcr Base Rate Proceeding" 

Middlesex Water Company 
Walcr Base Rate I'roceeding" 

Docket No.GR99070509 03/2000 
Docket No. GR99070510 03/2000 

Docket No WM99090677 04/2000 

Docket No. EM99120958 04/2000 

Docket No. WR99090678 05/2000 

Docket No. WOO0030183 05/2000 

Docket Nos. W099040259 06/2000 
W09904260 06/2000 

Docket No WM99110853 06/2000 

Docket No. WM99120923 08/2000 

Docket No. WROOO30174 09/2000 

Docket No EE00060388 09/2000 

Docket No. WR00010055 10/2000 

Docket No. GR.00070470 10/2000 
Docket No,. GR00070471 10/2000 

Doclcet No. WR00020096 10/2000 

Docket No. WR00060.362 11/2000 
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New Jersey American Water Company 
Land Salc - Occan City 

Docket No. WM00060389 11/2000 

Pineland Water Company 
Water Base Rate Proceeding' 

Pineland Wastewater Company 
Wastewater Base Rate Proceeding* 

Elizabethtown Gas Company 
Regulatory Treatment of Gain on Sale of 
Property* 

Wildwood Water LJtility 
Water Base Rate Proceeding* 

Roxbury Water Company 
Water Base Rate Proceeding 

SB Water Company 
Water Base Rate Proceeding 

Pennsgrove Water Company 
Water Base Rate Proceeding* 

Public Service Electric & Gas Company 
Gas Base Rate Proceeding* 
Direct Testimony 

Public Service Electric & Gas Company 
Gas Base Rate Proceeding"' 
Surrebuttal Testimony 

Elizabethtown Water Company 
Water Base Rate Proceeding' 

Middlescx Water Company 
Financing Proceeding 

New Jersey American Water Company 
Financing Proceeding 

Consumers NCW Jcrscy Water Company 
Stock Tiansfer/Change in Control Proceeding 

Consumers New .Jersey Water Company 

Docket No WR00070454 12/2000 

Docket No. WR00070455 12/2000 

Docket No. GR00070470 02/2001 

Docket No. WR00100717 04/2001 

Docket No. WR01010006 06/2001 

Docket No WR01040232 06/2001 

Docket No WR00120939 07/2001 

Docket No GROl0.50328 08/2001 

Docket No GRO105032S 0912001 

Docket No WROI 040205 10/2001 

Docket No WFOl090574 12/2001 

Dockct No WFOl050337 1212001 

Docket No. WFOlOS0523 0112002 

Docket No. WR0203013 3 07/2002 
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Water Base Rate Proceeding 

New Jersey American Water Company Docket No. WMOl120833 0712002 
Change of Control (Merger) Proceeding" 

Borough of Haledon - Water Department Dockct No. WR01080532 07/2002 
Water Base Rate Proceeding" 

New Jerscy American Water Company 
Change of Control (Merger) Proceeding 

Docket No. WM02020072 09/2002 

Public Service Electric & Gas Company Docket No. ER02050303 10/2002 
E.lectric Base Rate Proceeding 
Direct Testimony" 

United Water Lambertville 
Land Sale Proceeding 

IJnited Water Vemon Hills & Hmpton 
Managcment Service Agreement 

IJnited Water New Jersey 
Metering Contract With Affiliate 

Public Service Elechic & Gas Company 
Electric Base Rate Procccding 
Surrebuttal and Supplemental Surrebuttal Testimonies" 

Public Service E.lectric & Gas Company 
Minimum Pension Liability Proceeding 

Public Service Elechic & Gas Company 
Electric Base Rate Proceeding 
Supplemental Direct Testimony" 

Public Service E.leckic & Gas Company 
Electric DeferTed Balance Proceeding 
Direct Testimony* 

Rocklaud Electric Company 
Elechic Base Rate Proceeding 
Direct Testimony" 

Public Sexvice E.lectric & Gas Company 
Supplemental Dircct Tcstimony" 

Docket No. WM02080520 11/2002 

Docket No WE02080528 11/2002 

Docket No. WOO2080536 1212002 

Docket No. ER02050303 12/2002 

Docket No. E0021 10853 12/2002 

Docket No E.RO20.50303 12/2002 

Docket No. ERO2050.303 0112003 

Docket No. ER02100724 0112003 

Docket No. ER02050303 0212003 
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Rockland Elechic Company 
Electric Base Rate Proceeding 
Supplemental Direct Testimony* 

Consumers New Jersey Water Company 
Acquisition of Maxim Sewerage Company 

Rockland Elechic Company 
Audit of Competitive Services 

New Jersey Natural Gas Company 
Audit of Competitive Services 

Public Service Electric & Gas Company 
Audit of Competitive Services 

Mount Holly Water Company 
Water Base Rate Proceeding" 

Elizabetlitown Water Company 
Water Base Rate Proceeding* 

New Jersey-Ameiican Water Company 
Water and Sewer Base Rate Proceedin@ 

Applied Wastewater Management, h c .  
Water and Sewer Base Rate Proceeding* 

Middlesex Water Company 
Water Base Rate Proceeding 

Consumers New Jersey Water Company 
Water Base Rate Proceeding 

Roxiticus Water Company 
Purchased Water Adjustment Clause 

Rockland Electric Company 
Societal Benefit Charge Proceeding 

Wildwood Water Utility 
Water Base Rate Proceeding - Interim Rates 

1Jnited Water' Toms River 
Litigation Cost Accounting Proceeding 

Docket No. ER02100724 02/2003 

Docket No. WM02110808 05/2003 

Docket No. EA02020098 06/2003 

Docket No. GA02020100 06/2003 

Docket NO. EA02020097 06/2003 

Docket No. Wkl3070509 12/2003 

Docket No. WR0.3070510 12/2003 

Docket No., WR03070511 12/2003 

Docket No. WR03030222 01/2004 

Docket No. WR0.3110900 04/2004 

Docket No. WR02030133 0712004 

Docket No. WR04060454 OW2004 

Docket No. ET04040235 0812004 

Docket No. wR.04070620 08/2004 

Docket No. WF04070603 1 1/2004 
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Lake Valley Water Company 
Watcr Base Rate Proceeding 

Public Service Electric & Gas Company 
Customer Account System Proceeding 

Jersey Central Power and Light Company 
Various Land Sales Proceedings 

Environniental Disposal Corporation 
Water Base Rate Proceeding 

IJniversal Service Fund Compliance Filing 
For 7 New Jersey Electric and Gas Utilities 

Rockland E.lectric C,ompany 
Societal Benefit Charge Proceeding 

Public Service Electric & Gas Company 
Buried 1Jnderground Distribution Tariff Proceeding 

Aqua New Jersey Acquisition of Berkcley Water Co 
Water Merger Proceeding 

Middlesex Water Company 
Water Base Rate Proceeding 

Public Service Electxic & Gas Company 
Land Salc Proceeding 

Public Service E.lectric & Gas Company 
Merger of PSEG and Exelon Corporation 
Direct Testimony 

Public Service Electric & Gas Company* 
Merger ofPSEG and E.xelon Corporation 
Surrebuttal Testimony 

Public Service Electric & Gas Company" 
Financial Review of Electric Operations 

Rockland Electric Company 
Competitive Services Audit 

Public Service Electric & Gas Company 

Docltet No. WR04070722 1212004 

Docket No. E.EO4070718 02/2005 

Docket No. EM04101 107 02/2005 
Docket No. EM04101073 02/2005 
Docket No. EM041 11473 03/2005 

Docket No. WR040080760 05/2005 

Docket No. EX00020091 0512005 

Docket No. E.TO5040.313 08/2005 

Docket No. ET05010053 OW2005 

Docket No. WM04121767 0812005 

Docket No. WR05050451 10/2005 

Docket No. EM05070650 1012005 

Docket No. EM05020106 11/2005 

Docket No. EM05020106 12/2005 

Docket No ER02050303 1212005 

Docket No EA02020098 12/2005 

Docket No E.EO4070718 01/2006 
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Customer Accounting System Cost Recovery 

Roxiticus Water Company 
Stock Sale and Change of Ownership and Control 

Public Service Electric & Gas Company 
Competitive Services Audit 

Wildwood Water Company 
Water Base Rate Proceeding 

Pinelands Water Company 
Water Base Rate Proceeding'L 

Pinelands Wastewater Company 
Wastewater Base Rate Proceeding* 

AquaNew Jersey Water Company 
Water Base Rate Proceeding* 

Public Service E.lcctric & Gas Company 
Gas Base Rate Proceeding" 

New Jersey Anierican Company 
Consolidated Water Base Rate Procecding,'I 
New ,Jersey American Watex Company, 
Elizabethtown Water Company, and 
Mount I-Iolly Water Company 

Roxiticus Water Cornpimy 
Water Base Rate Proceeding 

IJnited Water Company of New Jersey 
Change of Control Proceeding 

United Water Company of New Jersey 
Water Base Rate Proceedinge 

Middlesex Water Company 
Water Base Rate Proceeding 

Maxim Wastewater Company 
Purchased Sewerage Treatment Adjustment Clause 

Fayson Lakc Water Company 
Financing Case 

Docket No. WM05080755 01/2006 

Docket No EA02020097 02/2006 

Docket No WR05070613 03/2006 

Docket No WR05080681 03/2006 

Docket No WR05080680 03/2006 

Docket No WRO5121022 06/2006 

Docket No GR05100845 0712006 

Docket No WR06030257 10/2006 

Docket No. WR06120884 0412007 

Dockct No. WM06110767 05/2007 

Docket No WR07020135 09/2007 

Docket No WR07040275 09/2007 

Docket No. WR07080632 11/2007 

Docket No WF07080593 12/2007 
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Atlantic City Electric Company 
Sales of 1 Jtility Properties 

Atlantic City Sewerage Company 
Base Rate and Purchased Sewerage Treatment 
Clause Proceedings 

SB Water Company 
Water Base Rate Proceeding 

Aqua New Jersey Water Company 
Water Base Rate Proceeding 

Enviionmental Disposal Corporation 
Water Base Rate Proceeding 

Middlesex Water Company 
Financing Case 

Aqua Ncw Jersey Water Coinpany 
Franchise Case 

AquaNew Jersey Water Company 
Financing Case 

New Jersey American Water Company 
Water Base Rate Ptoceeding* 

United Water Toms Rivcr, Inc 
WateI Base Rate Proceeding 

NEW MEXICO 

Southwestern Public Scrvice Company 
Electric Base Rate Proceeding* 

E1 Paso Electiic Company 
Rate Moderation Plan 

El Paso Electric Company 
Eleciiic Base Rate Pioceeding 

Docket No EM07100800 12/2007 

Dockct No. WR07110866 04/2008 

Docket No WR07110840 04/2008 

Docket No WR07120955 06/2008 

Docket No. WR07090715 OW2008 

Dockct No WF08040213 0712008 

Docket No WE08040230 07/2008 

Docket No. WF080402 I6 0712008 

Docket No. WR08010020 07/2008 

Docket No WR08030139 08/2008 

Case 1957 

Case 2009 

Case 2092 

11/1985 

1986 

06/1987 
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Gas Company of New Mexico 
Gas Base Rate Proceeding" 

El Paso Electric Company 
Electric Base Rate Proceeding" 

Case2147 0311988 

Case 21 62 06/1988 

Public Service Company of  New Mexico 
Phase-In Plan* 

Case 2146iPhasc I1 1011 988 

El Paso Electric Company 
E.lectric Base Rate Proceeding'g 

Gas Company of New Mexico 
Gas Base Rate Proceeding" 

El Paso Electric Company 
Rate Moderation Plan* 

Case 2279 1111989 

Case 2.307 0411990 

Case 2222 0411990 

Generic Electric Fuel Clause -New Mexico Case 2360 0211991 
Amendments to NMPSC Rule 550 

Southwestem Public Service Company 
Rate Reduction Procecding 

El Paso Electric Company 
Base Rate Proceeding 

OHIO 

Dayton Power and Light Company 
Elcctric Basc Ratc Proceeding 

PENNSYLVANIA 

Duquesne Light Company 
E.lectric Base Rate Proceeding* 

AT&T Communications of Pennsylvania 
Base Rate Proceeding" 

AT&T Communications of Pennsylvania 
Base Rate Proceeding"; 

National Fuel Gas Distribution Company 

Case 2573 0311994 

Case 2722 0211998 

Casc 76-823 1976 

R.1.D. NO R-821945 0911982 

Docket P-830452 0411984 

Docket P-8.30452 1111984 

Docket R-870719 1211987 
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Gas Base Rate Proceeding” 

N O D E  ISLAND 

Blackstone Valley Electric Company 
Electric Base Rate Proceeding 

Newport Electric Company 
Report on Emergency Relief 

VERMONT 

Continental Telephone Company of Vermont 
Base Rate Proceeding 

Green Mountain Power Corporation 
Electric Base Rate Proceeding 

Central Vermont Public Service COT. 
Rate Investigation 

Central Vermont Public Service Corp. 
Elechic Base Rnte Proceeding* 

Green Mountain Power Corporation 
E.lcctric Base Rate Proceeding” 

Green Mountain Power Corporation 
Electric Base Rate Proceeding* 

VIRGIN ISLANDS 

Virgin Islands Telephone Corporation 
Base Rate Proceeding“ 

Docket No. 1289 

Docket No. ,1986 

Docket No. 5695 

Docket No.. 5701 

Docket No. 5724 

Docket No. 5780 

DocltetNo. 5857 

Docket 126 

0111 994 

0411994 

0511994 

0111995 

0111996 
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Q. PLEASE STATE YOUR FULL NAME, ADDRESS, AND 
OCCUPATION. 

A. My name is J .  Randall Woolridge, and my business address is 120 Haymaker 

Circle, State College, PA 16801. I am a Professor of Finance and the 

Goldman, Sachs & Co. and Frank P. Smeal Endowed University Fellow in 

Business Administration at the University Park Campus of tbe Pennsylvania 

State University. I am also the Director of the Smeal College Trading Room 

and President of the Nittany Lion Fund, L,LC. A summary of my educational 

background, research, and related business experience is provided in 

Appendix A. 

1. SUBJECT OF TESTIMONY AND SUMMARY OF 
RECOMMENDATIONS 

Q. WHAT IS THE PURPOSE OF YOIJR TESTIMONY IN THIS 
PROCEEDING? 

A. I have been asked by the Kentucky Office of Attorney General ("OAG") to 

provide an opinion as to the overall fair rate of return or cost of capital for the 

Kentucky Utilities Company ("KU" or "Company") and to evaluate KU's rate of 

return testimony in this proceeding 

Q. 

A. 

HOW IS YOUR TESTIMONY ORGANIZED? 

First I will review my cost of capital recommendation for KU, and review the 

primary areas of contention between IW's rate of return position and OAG. 

Second, I provide an assessment of capital costs in today's capital markets. 
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Third, I discuss my proxy group of electric utility companies for estimating the 

cost of capital for ICU. Fourth, I present my recommendations for the 

Company’s capital structure and debt cost rate. Fifth, I discuss the concept of 

the cost of equity capital, and then estimate the equity cost rate for IW. Finally, 

I critique Company’s rate of return analysis and testimony. I have a table of 

contents just after the title page for a more detailed outline. 

Q. PLEASE REVIEW YOUR RECOMMENDATIONS REGARDING THE 
APPROPRIATE RATE OF RETURN FOR KU. 

A. I am using the capital structure developed by OAG Witness Robert Henlces. 

My analysis indicates that the capital structure ratios, which are identical to 

those proposed by KIJ, are very fair given the capitalizations of elecmic utility 

and gas distribution companies. I have adopted the Company’s proposed 

short-term and long-term debt cost rates. I have applied the Discounted Cash 

Flow Model (“DCF”) and the Capital Asset Pricing Model (“CAPM) to a 

proxy group of publicly-held electric utility companies. My analysis indicates 

an equity cost rate in the range of 8,.2%-9.9% for KU’s electric utility 

operations. I have used the upper end of the range - 9.9% - as my equity cost 

rate in recognition of the volatile capital market conditions. However, I 

reserve the right to update my equity cost rate recommendation prior to 

hearings. This is because, in my opinion, the current market conditions are in 

disequilibrium as investors attempt to sort out the economic consequences of 

the collapse of the financial sector and the unprecedented bail out by the U. S. 
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government. In addition, certain financial data have not been updated to 

reflect the current economic situation. Using my capital structure and debt 

and equity cost rates, I am recommending an overall rate of return of 7.61% 

for KU. This recommendation is summarized in Exhibit JRW-1. 

Q. PLEASE SUMMARIZE THE PRIMARY ISSUES REGARGING RATE 
OF RETURN IN THIS PROCEEDING. 

A. Mr. S. Bradford Rives provides the Company’s proposed capital structure and 

debt cost rates and Dr. William E, Avera provides KU’s proposed common 

equity cost rate. My analysis suggests that the Company’s recommended 

capital stmcture with a common equity ratio of 52.63% is very fair to KU. I 

do employ the Company’s debt cost rates. As such, the primary area of 

contention in this case is the proposed equity cost rate for KIJ. Dr. Avera’s 

equity cost rate estimate is 11.25%, whereas my analysis indicates an equity 

cost rate of 9.90% is appropriate for KU. 

Both Dr. Avera and I have applied the DCF and the CAPM approaches 

to groups of publicly-held electric utility companies. Dr. Avera has also used 

an Expected Earnings approach to estimate an equity cost rate for KU. As 

discussed in my testimony, my equity cost rate recommendation is consistent 

with the current economic environment. Long-term capital costs are at 

historical low levels. The yields on long-term Treasury bonds have been in 

the 4-5 percent range for several years. Prior to this cyclical decline in rates in 

2002, these yields had not been this low over an extended period of time since 
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the 1960s. Long-term capital costs are also low due to the decline in the 

equity risk premium and the Jobs and Growth Tax Relief Reconciliation Act 

of2003, which reduced the tax rates on dividend income and capital gains. 

Dr. Avera employs a proxy group that includes several companies 

which receive a low percentage of revenues from regulated utility operations. 

In addition, he employs an inappropriate non-utility proxy group. With 

respect to the application of the DCF model, the major area of disagreement is 

the expected DCF growth rate. Dr. Avera relies on the earnings per share 

("E.PS") growth rate forecasts of Wall Skeet analysts and Yulzie Line for his 

DCF growth rate. I demonstrate that there is a well-known upward bias to 

these growth rate forecasts. 

The CAPM approach requires an estimate of the risk-free interest rate, 

beta, and the equity risk premium. Dr. Avera's risk-free rate is above current 

market interest rates. However, the primary problem with his CAPM is his 

market risk premium of 8,90%. I provide evidence that this market risk 

premium is based on an expected stock market return that is not reflective of 

current market fundamentals. I also demonstrate that this expected market 

return is also based on an expected EPS growth rate that is not reasonable 

given prospective economic and earnings growth. On the other hand, I use a 

market risk premium which (1) uses alternative approaches to estimating a 

market premium and (2) employs the results of over thirty studies and surveys 

of the market risk premium. As I note, my market risk premium is consistent 

with the market risk premiums (1) discovered in recent academic studies by 
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leading finance scholars, (2) employed by leading investment banks and 

management consulting firms, and (3 )  that result from surveys of financial 

forecasters and corporate CFOs. 

Finally, Dr. Avera’s Expected Earnings approach is subject to a number 

of en-ors and, therefore, does not provide a reliable estimate of the Company’s 

cost of equity capital, Furthermore, this methodology, which is not market- 

based, has not been used by regulatory commissions for years as an equity cost 

rate approach. 

In the end, the most significant areas of disagreement between Dr. 

Avera and me with respect to the cost of equity are: (1) the appropriate DCF 

growth rate, and (2) the measurement and magnitude of the market risk 

premium which is used in CAPM approach. 

11. CAPITAL COSTS IN TODAY’S MARKETS 

Q. 

A. 

PLEASE DISCUSS CAPITAL COSTS IN TODAY’S MARKETS. 

Long-term capital cost rates for U S .  corporations are currently at their lowest 

levels in more than four decades. Corporate capital cost rates are determined 

by the level of interest rates and the risk premium demanded by investors to 

buy the debt and equity capital of corporate issuers. The base level of long- 

term interest rates in the U S .  economy is indicated by the rates on ten-year 

US.  Treasury bonds. The rates are provided in the graph below from 1953 to 

the present. As indicated, prior to the decline in rates that began in the year 
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1 2000, the 1O-year Treasury yield had not consistently been in the 4-5 percent 

range over an extended period of time since the 1960s. 

Yields on Ten-Year Treasury Bonds 
1953-Present 
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Sourck: http://research stlouisfed orglfied2/series/GSlO?cid=115 

The second base component of the corporate capital cost rates is the 

risk premium. The risk premium is the return premium required by investors 

to purchase riskier securities. The equity risk premium is the return premium 

required to purchase stocks as opposed to bonds. Since the equity risk 

premium is not readiIy observable in the markets (as are bond risk premiums), 

and there are alternative approaches to estimating the equity premium, it is the 

subject of much debate. One way to estimate the equity risk premium is to 

compare the mean returns on bonds and stocks over long historical periods. 

Measured in this manner, the equity risk premium has been in the 5-7 percent 

range. But recent studies by leading academics indicate the forward-looking 

equity risk premium is in the 3-4 percent range. These authors indicate that 
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historical equity risk premiums are upwardly biased measures of expected 

equity risk premiums. Jeremy Siegel, a Wharton finance professor and author 

of the book Stocks for the Long Term, published a study entitled “The 

Shrinking Equity Risk Premium.”’ He concludes: 

The degree of the equity risk premium calculated from 
data estimated from 1926 is unlikely to persist in the 
future. The real return on fixed-income assets is likely 
to be significantly higher than estimated on earlier data. 
This is confirmed by the yields available on Treasury 
index-linked securities, which currently exceed 4%. 
Furthermore, despite the acceleration in earnings 
growth, the return on equities is likely to fall from its 
historical level due to the very high level of equity 
prices relative to fundamentals. 

Alan Greenspan, the former Chairman of the Federal Reserve Board, 

indicated in an October 14, 1999, speech on financial risk that the fact that 

equity risk premiums declined during 1990s is “not in dispute.” His 

assessment focused on the relationship between information availability and 

equity risk premiums 

There can be little doubt that the dramatic 
improvements in information technology in recent years 
have altered our approach to risk. Some analysts 
perceive that information technology has permanently 
lowered equity premiums and, hence, permanently 
raised the prices of the collateral that underlies all 
financial assets. 

The reason, of course, is that information is critical to 
the evaluation of risk. The less that is known about the 
current state of a market or a venture, the less the ability 
to project future outcomes and, hence, the more those 
potential outcomes will be discounted. 

’ Jeremy J Siegel, “The Shrinking Equity Risk Premium,” The .lotrrrta/ ofPorfolio Managenlent (Fall, 1999), 
P 15 
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The rise in the availability of real-time information has 
reduced the uncertainties and thereby lowered the 
variances that we employ to guide portfolio decisions. 
At least part of the observed fall in equity premiums in 
our economy and others over the past five years does 
not appear to be the result of ephemeral changes in 
perceptions. It is presumably the result of a permanent 
technology-driven increase in information availability, 
which by definition reduces uncertainty and therefore 
risk premiums. This decline is most evident in equity 
risk premiums. It is less clear in the corporate bond 
market, where relative supplies of corporate and 
Treasury bonds and other factors we cannot easily 
identify have outweighed the effects of more readily 
available information about borrowers.’ 

In sum, the relatively low interest rates in today’s markets as well as 

the lower risk premiums required by investors indicate that capital costs for 

TJS. companies are low relative to their historic levels. 

111. PROXY GROUP SELECTION 

PLEASE DESCFUBE YOUR APPROACH TO DEVELOPING A FAIR 
RATE OF RETURN RECOMMENDATION FOR KU. 

To develop a fair rate of return recommendation for IW, I have evaluated the 

return requirements of investors on the common stock of a proxy group of 

publicly-held electric utility companies. 

PLEASE DESCRIBE YOUR PROXY GROUP OF ELECTRIC 
UTILITY COMPANIES. 

’ Alan Greenspan, “Measuring Financial Risk in the Twenty-First Centuy,” Office of the Comptroller of the 
Currency Conference, October 14, 1999. 
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A. My Electric Proxy Group proxy group consists of twenty-one electric utility 

companies. This group includes companies that meet the following criteria: (1) 

listed as an electric utility or as a combination electric and gas utility by AIJS 

Utility Reports, (2) regulated electric revenues must be at least 75% of total 

revenues; ( 3 )  current data available in the Standard Edition of the Value Line 

hivestmeizt S ~ i r ~ ~ e y ;  (4) an investment grade bond rating; and (5) an annual 

dividend history of three years. Summary financial statistics for the Electric 

Proxy are listed in Exhibit JRW-2. The average operating revenues and net plant 

for the Electric Proxy GIoup are $5,863.7M and $10,435.4M, respectively. On 

average, the group receives 89% of revenues from regulated electric utility 

operations, has a ‘Baal’ Moody’s bond rating, a common equity ratio of 43%, 

an earned return on common equity of 10.2%, and sells at a market-to-book ratio 

of 1.63X. 

IV. CAPITAL STRUCTURE RATIOS AND DEBT COST RATES 

Q. WHAT IS THE RECOMMENDED CAPITAL STRUCTURE OF THE 
COMPANY? 

A. The Company’s recommended capital structure is shown in Panel A of page 1 

of Exhibit JRW-3. The Company is requesting a capital structure consisting 

of 2.70% short-term debt, 44.67% long-term debt, and a 52.63% common 

equity. 
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Q. PLEASE DISCUSS THE CAPITAL STRUCTURE YOU ARE USING 
IN THIS CASE. 

A. Mr. Robert Heinkes has developed OAG’s capital structure. Whereas Mr. 

Henkes has made adjustments to the capital amounts, his recommended 

capital structure ratios are identical to those proposed by the Company. On 

page 2 of E,xhibit JRW-3, I provide the average common equity ratios for the 

companies in my proxy groups. The average common equity ratio for the 

Electric Proxy Group is 43.7%. This analysis suggests that the capital 

structure proposed by the Company and adopted by OAG is very fair to the 

Company. 

Q. ARE YOU ADOPTING THE COMPANY’S SHORT-TERM AND 
LONG-TERM DEBT COST RATES OF 2.63% AND 5.21%? 

A. Yes  

111. THE COST OF COMMON EOUITY CAPITAL 

A. Overview 

Q. WHY MUST AN OVERALL COST OF CAPITAL OR FAIR RATE OF 
RETURN BE ESTABLISHED FOR A PUBLIC UTILITY? 

A. In a competitive industry, the return on a firm’s common equity capital is 

determined through the competitive market for its goods and services. Due to 

the capital requirements needed to provide utility services, however and to the 

economic benefit to society from avoiding duplication of these services, some 
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public utilities are monopolies. It is not appropriate to permit monopoly 

utilities to set their own prices because of the lack of competition and the 

essential nature of the services. Thus, regulation seeks to establish prices that 

are fair to consumers and at the same time are sufficient to meet the operating 

and capital costs of the utility (Le., provide an adequate return on capital to 

attract investors). 

Q. PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN 
THE CONTEXT OF THE THEORY OF THE FIRM. 

A. The total cost of operating a business includes the cost of capital. The cost of 

common equity capital is the expected return on a firm’s common stock that 

the marginal investor would deem sufficient to compensate for risk and the 

time value of money. In equilibrium, the expected and required rates of return 

on a company’s common stock are equal. 

Normative economic models of the firm, developed under very 

restrictive assumptions, provide insight into the relationship between firm 

performance or profitability, capital costs, and the value of the firm. IJnder 

the economist’s ideal model of perfect competition where entry and exit is 

costless, products are undifferentiated, and there are increasing marginal costs 

of production, firms produce up to the point where price equals marginal cost. 

Over time, a long-run equilibrium is established where price equals average 

cost, including the firm’s capital costs. In equilibrium, total revenues equal 

total costs, and because capital costs represent investors’ required return on 
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the firm’s capital, actual returns equal required returns and the market value 

and the boolc value of the firin’s securities must he equal. 

In the real world, firms can achieve competitive advantage due to 

product marlcet imperfections. Most notably, companies can gain competitive 

advantage through product differentiation (adding real or perceived value to 

products) and by achieving economies of scale (decreasing marginal costs of 

production). Competitive advantage allows finns to price products above 

average cost and thereby earn accounting profits greater than those required to 

cover capital costs. When these profits are in excess of that required by 

investors, or when a firm earns a return on equity in excess of its cost of 

equity, investors respond by valuing the firm’s equity in excess of its hook 

value 

James M. McTaggart, founder of the international management 

consulting firm Marakon Associates, has described this essential relationship 

between the return on equity, the cost of equity, and the market-to-book ratio 

in the following manner:3 

Fundamentally, the value of a company is determined 
by the cash flow it generates over time for its owners, 
and the minimum acceptable rate of return required by 
capital investors. This “cost of equity capital” is used 
to discount the expected equity cash flow, converting it 
to a present value. The cash flow is, in turn, produced 
by the interaction of a company’s return on equity and 
the annual rate of equity growth. High return on equity 
(ROE) companies in low-growth markets, such as 
Kellogg, are prodigious generators of cash flow, while 
low ROE companies in high-growth markets, such as 

James M McTaggart, “The Ultimate Poison Pill: Closing the Value Gap,” Coninimitmy (Spring 1988). p 2 
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Texas Instruments, barely generate enough cash flow to 
finance growth 

A company’s ROE over time, relative to its cost of 
equity, also deteimines whether it is worth more or less 
than its book value. If its ROE is consistently greater 
than the cost of equity capital (the investor’s minimum 
acceptable return), the business is economically 
profitable and its market value will exceed book value. 
If, however, the business earns an ROE consistently 
less than its cost of equity, it is economically 
unprofitable and its market value will be less than book 
value. 

1 3  

14 

15 

16 

17 

18 its book value 

As such, the relationship between a firm’s return on equity, cost of 

equity, and market-to-book ratio is relatively straightforward. A firm that 

e m s  a return on equity above its cost of equity will see its common stock sell 

at a price above its book value. Conversely, a firm that earns a return on 

equity below its cost of equity will see its common stock sell at a price below 

19 Q. PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE 
20 
21 TO-BOOK RATIOS. 

RELATIONSHIP BETWEEN RETURN ON EQUITY AND M A W T -  

22 
23 

24 

25 

A. This relationship is discussed in a classic Harvard Business School case study 

entitled “A Note on Value Drivers.” On page 2 of that case study, the author 

describes the relationship very su~cinctly:~ 

26 
21 
28 
29 
3 0 

For a given industry, more profitable firms - those able 
to generate higher returns per dollar of equity - should 
have higher market-to-book ratios. Conversely, firms 
which are unable to generate returns in excess of their 
cost of equity should sell for less than book value. 

‘ Benjamin Esty, “A Note on Value Drivers,” Harvard Business School, Case No, 9-297-082, A p d  7, 1997. 
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To assess the relationship by industry, as suggested above, I have 

performed a regression study between estimated return on equity and market- 

to-book ratios using natural gas distribution, electric utility and water utility 

companies. I used all companies in these three industries which are covered 

by Value Line and who have estimated return on equity and market-to-book 

ratio data. The results are presented below. 

The Relationship Between Estimated ROE and Market-to-Book Ratios 
Value Line Electrics, Gas Distribution Companies, and Water Utilities 

Electric IJtilities 
6 .. ...... ......... ~ ....... - . ~ .... 

4b 
A 5  
0 

0 "1 ......................... I" _I_____.__ ~ l-""' r-"" 

0 5 io 15 20 2s 30 

Estimated ROE 
_ _ _ ~ _  .- 

R-Square = .65 
N=56 
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The average R-squares for the electric, gas, and water companies are 0.65, 

0.60, and 0.92.' This demonstrates the strong positive relationship between 

ROES and market-to-book ratios for public utilities. 

Q. WHAT ECONOMIC FACTORS HAVE AFFECTED THE COST OF 
EQUITY CAPITAL FOR PUBLIC UTILITIES? 

A. Exhibit JRW-4 provides indicators of public utility equity cost rates over the 

past decade. Page 1 shows the yields on 10-year 'A' rated public utility 

bonds. These yields peaked in the 1990s at 8.5%, then declined and again hit 

the 8.0 percent range in the year 2000. They subsequently declined, hovering 

in the 4.5 to 5.0 percent range between 2003 and 2005. They increased to 

6.0% in June, of 2006, declined and then once again increased to over 6.0% in 

the summer of 2007. They retreated to the 5.50% range by the end of 2007. 

Page 2 provides the dividend yields for the fifteen utilities in the now Jones 

Utilities Average since 1991. These yields peaked in 1994 at 7.2% and have 

gradually declined over the past decade. As of 2007 these yields and were 

3.35%. 

Average earned returns on common equity and market-to-book ratios 

are given on page 3 of Exhibit .JRW-4. Over the past decade, earned returns 

on common equity have consistently been in the 11.0%-13.0% range. The 

average ROE peaked at 13.45% in 2001 and subsequently declined through 

R-square measures the percent of variation in one variable (e g , market-to-book ratios) explained by another 
R-squares vary between zero and 1 0, with values closer to 1 0 variable (e g , expected return on equity) 

indicating a higher relationship between two variables 
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the year 2006 before recovering in 2007. Over the past decade, market-to- 

book ratios for this group have increased gradually but with several ups and 

downs. The market-to-hook average was 1.83 as of 2001, declined to 1.50 in 

200.3 and increased to 2.2 as of 2007. 

The indicators in Exhihit JRW-4, coupled with the overall decrease in 

interest rates, suggest that capital costs for the Dow Jones Utilities have 

decreased over the past decade. 

Q. WHAT FACTORS DETERMINE INVESTORS’ EXPECTED OR 
REQUIRED RATE OF RETURN ON EQUITY? 

A. The expected or required rate of return on common stock is a function of 

market-wide, as well as company-specific, factors. 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. The perceived risk 

of a firm is the predominant factor that influences investor return requirements 

on a company-specific basis. A firm’s investment risk is often separated into 

business and financial risk. Business risk encompasses all factors that affect a 

firm’s operating revenues and expenses. Financial risk results from incurring 

fixed obligations in the form of debt in financing its assets. 

Q. HOW DOES THE INVESTMENT RISK OF PUBLIC UTILITY 
COMPANIES COMPARE WITH THAT OF OTHER INDUSTRIES? 

2 3 
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A. Due to the essential nature of their service as well as their regulated status, 

public utilities are exposed to a lesser degree of business risk than other, non- 
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regulated businesses. The relatively low level of business risk allows public 

utilities to meet much of their capital requirements through borrowing in the 

financial markets, thereby incurring greater than average financial risk. 

Nonetheless, the overall investment risk of public utilities is below most other 

industries. 

Exhibit JRW-5 provides an assessment of investment risk for 100 

industries as messured by beta, which according to modern capital market 

theory is the only relevant measure of investment risk. These betas come 

from the Value Line lizi~estmerzt Survey and are compiled by Aswath 

Damodoran of New York University.6 The study shows that the investment 

risk of public utilities is relatively low. The average beta for electric utilities 

is 0.88. These figures put electric utility companies in the bottom twenty 

percent of all industries and well below the Value Line average o f  1.24. AS 

such, the cost of equity for the electric utilities is among the lowest of all 

industries in the U S .  

Q. HOW CAN THE EXPECTED OR REQUIRED RATE OF RETURN ON 
COMMON EQUITY CAPITAL BE DETERMINED? 

A. The costs of debt and preferred stock are normally based on historical or book 

values and can be determined with a great degree of accuracy. The cost of 

' They may be found on the Internet at http:// www stern nyu edd-adamodar. 
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common equity capital, however, cannot he determined precisely and must 

instead be estimated from marlcet data and informed judgment. This return to 

the stockholder should be commensurate with returns on investments in other 

enterprises having comparable risks 

According to valuation principles, the present value of an asset equals 

the discounted value of its expected future cash flows. Investors discount 

these expected cash flows at their required rate of return that, as noted above, 

reflects the time value of money and the perceived riskiness of the expected 

future cash flows. As such, the cost of common equity is the rate at which 

investors discount expected cash flows associated with common stock 

ownership. 

Models have been developed to ascertain the cost of common equity 

capital for a firm. Each model, however, has been developed using restrictive 

economic assumptions. Consequently, judgment is required in selecting 

appropriate financial valuation models to estimate a firm’s cost of common 

equity capital, in determining the data inputs for these models, and in 

interpreting the models’ results. All of these decisions must take into 

consideration the firm involved as well as current conditions in the economy 

and the financial markets. 

Q. HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY 
CAPITAL FOR THE COMPANY? 

22 
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A. I rely primarily on the DCF model to estimate the cost of equity capital. 

Given the investment valuation process and the relative stability of the utility 

business, I believe that the DCF model provides the best measure of equity 

cost rates for public utilities. It is my experience that this Commission has 

traditionally relied on the DCF method. I have also performed a CAPM 

study, hut I give these results less weight because I believe that risk premium 

studies, of which the CAPM is one form, provide a less reliable indication of 

equity cost rates for public utilities. 

B. Discounted Cash Flow Analvsis 

Q. DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF 
MODEL. 

A. According to the DCF model, the current stock price is equal to the discounted 

value of all future dividends that investors expect to receive from investment 

in the firm. As such, stockholders’ returns ultimately result from current as 

well as future dividends. As owners of a corporation, common stockholders 

are entitled to a pro-rata share of the firm’s earnings. The DCF model 

presumes that earnings that are not paid out in the form of dividends are 

reinvested in the firm so as to provide for future growth in earnings and 

dividends. The rate at which investors discount future dividends, which 

reflects the timing and rislciness of the expected cash flows, is interpreted as 

the market’s expected or required return on the common stock. Therefore, this 
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discount rate represents the cost of common equity. Algebraically, the DCF 

model can he expressed as: 

D1 D2 Dn _---__ _____- + ------ + - - P 
(I+k)' ( 1 +I)? (l+k)" 

where P is the current stock price, Dn is the dividend in year n, and k is the 

cost of common equity. 

Q. IS THE DCF MODEL CONSISTENT WITH VALUATION 
TECHNIQUES EMPLOYED BY INVESTMENT FIRMS? 

A. Yes. Virtually all investment finns use some form of the DCF model as a 

valuation technique. One common application for investment firms is called 

the three-stage DCF or dividend discount model ("DDM')). The stages in a 

three-stage DCF model are discussed below. This model presumes that a 

company's dividend payout progresses initially through a growth stage, then 

proceeds through a transition stage, and finally assumes a steady-state stage. 

The dividend-payment stage of a firm depends on the profitability of its 

internal investments, which, in turn, is largely a function of the life cycle of 

the product or service. These stages are depicted in the graphic below labeled 

the Three-Stage DCF Model. ' 

' This description comes from William F Sharp, Gordon J Alexander, and Jeffrey V Bailey, Invertfitents 
(Prentice-Hall, 1995), pp 590-91 
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1" Growth stage: Characterized by rapidly expanding sales, high profit 

margins, and abnormally high growth in earnings per share. Because of 

highly profitable expected investment opportunities, the payout ratio is low. 

Competitors are attracted by the unusually high earnings, leading to a decline 

in the growth rate. 

2. Transition stage: In later years increased competition reduces profit 

margins and earnings growth slows. With fewer new investment 

opportunities, the company begins to pay out a larger percentage of earnings. 

3. Maturity (steady-state) stage: Eventually the company reaches a 

position where its new investment opportunities offer, on average, only 

slightly attractive returns on equity. At that time its earnings growth rate, 

payout ratio, and return on equity stabilize for the remainder of its life. The 

constant-growth DCF model is appropriate when a firm is in the maturity stage 

of the life cycle. 
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In using this model to estimate a firm’s cost of equity capital, 

dividends are projected into the future using the different growth rates in the 

alternative stages, and then the equity cost rate is the discount rate that equates 

the present value of the future dividends to the current stock price. 

Q. HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR 
REQUIRED RATE OF RETURN USING THE DCF MODEL? 

A. Under certain assumptions, including a constant and infinite expected growth 

rate, and constant dividend/earnings and price/earnings ratios, the DCF model 

can be simplified to the following: 

DI 

k - g  
p =  _________  

where D1 represents the expected dividend over the coming year and g is the 

expected growth rate of dividends. This is known as the constant-growth 

version of the DCF model. To use the constant-growth DCF model to 

estimate a firm’s cost of equity, one solves for k in the above expression to 

obtain the following: 

DI 

Q. IN YOUR OPINION, IS THE CONSTANT-GROWTH DCF MODEL 
APPROPRIATE FOR PUBLIC UTILITIES? 
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A. Yes. The economics of the public utility business indicate that the industry is 

in the steady-state or constant-growth stage of a three-stage DCF. The 

economics include the relative stability of the utility business, the maturity of 

the demand for public utility services, and the regulated status of public 

utilities (especially the fact that their returns on investment are effectively set 

through the ratemaking process). The DCF valuation procedure for companies 

in this stage is the constant-growth DCF. In the constant-growth version of 

the DCF model, the current dividend payment and stock price are directly 

observable However, the primary problem and controversy in applying the 

DCF model to estimate equity cost rates entails estimating investors’ expected 

dividend growth rate. 

Q. WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING 
THE DCF METHODOLOGY? 

A One should be sensitive to several factors when using the DCF model to 

estimate a firm’s cost of equity capital. In general, one must recognize the 

assumptions under which the DCF model was developed in estimating its 

components (the dividend yield and expected growth rate). The dividend 

yield can be measured precisely at any point in time, but tends to vary 

somewhat over time. Estimation of expected growth is considerably more 

difficult. One must consider recent firm performance, in conjunction with 
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Proxy Group 6-Month October 2008 DCF 

Dividend Yield Yield 
Average Dividend Yield Dividend 

Electric Proxy Group 4.4% 4.2% 4.3% 

Q. 

A. 

Q. 

A., 

current economic developments and other information available to investors, 

to accurately estimate investors’ expectations. 

PLEASE DISCUSS EXHIBIT JRW-6. 

My DCF analysis is provided in Exhibit JRW-6. The DCF s m a r y  is on 

page 1 of this Exhibit, and the supporting data and analysis for the dividend 

yield and expected growth rate are provided on the following pages of the 

Exhibit. 

WHAT DIVIDEND YIELDS ARE YOU EMPLOYING IN YOUR DCF 
ANALYSIS FOR THE PROXY GROUP? 

The dividend yields on the common stock for the companies in the proxy 

group are provided on page 2 of Exhibit JRW-6 for the six-month period 

ending October 2008. For the DCF dividend yields for the group, I am using 

the average of the six month and October 2008 dividend yields. The table 

below shows these dividend yields. 

Q. PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE 
SPOT DIVIDEND YIELD. 
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Q. 

A" 

Q. 

According to the traditional DCF model, the dividend yield term relates to the 

dividend yield over the coming period. As indicated by Professor Myron 

Gordon, who is commonly associated with the development of the DCF model 

for popular use, this is obtained by: (1) multiplying the expected dividend 

over the coming quarter by 4 and (2) dividing this dividend by the current 

stock price to determine the appropriate dividend yield for a firm, that pays 

dividends on a quarterly basis * 
In applying the DCF model, some analysts adjust the current dividend 

for growth over the coming year as opposed to the coming quarter. This can 

be complicated because firms tend to announce changes in dividends at 

different times during the year. As such, the dividend yield computed based 

on presumed growth over the coming quarter as opposed to the coming year 

can be quite different. Consequently, it is common for analysts to adjust the 

dividend yield by some fraction of the long-term expected growth rate. 

GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR WILL 
YOU USE FOR YOUR DIVIDEND YIELD? 

I will adjust the dividend yield by one-half (1/2) the expected growth so as to 

reflect growth over the coming year. 

PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE 
DCF MODEL. 

Petition for Mod(flca!ion o/Prescribcd Rate of Rettrrii, Federal Communications Commission, Docket No. 19- 
05, Direct Testimony of Myron J. Gordon and Lawrence I Gould at 62 (April 1980). 
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A. There is much debate as to the proper methodology to employ in estimating 

the growth component of the DCF model. By definition, this component is 

investors’ expectation of the long-term dividend growth rate. Presumably, 

investors use some combination of historical and/or projected growth rates for 

earnings and dividends per share and for internal or book value growth to 

assess long-term potential. 

Q. WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE PROXY 
GROUP? 

A. I have analyzed a number of measures of growth for companies in the proxy 

group I have reviewed Value Lzne’s historical and projected growth rate 

estimates for earnings per share (“EPS”), dividends per share (“DPS”), and 

hook value per share (“BVPS’) In addition, I have utilized the average EPS 

growth rate forecasts of Wall Street analysts as provided by Bloomberg and 

Zacks. These services solicit five-year earnings growth rate projections from 

securities analysts and compile and publish the means and medians of these 

forecasts Finally, I have also assessed prospective growth as measured by 

prospective earnings retention rates and earned returns on common equity. 

Q. PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND 
DIVIDENDS AS WELL AS INTERNAL GROWTH. 

A. Historical growth rates for EPS, DPS, and BVPS are readily available to 

virtually all investors and presumably an important ingredient in forming 
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23 Q. WHY ARE YOU NOT RELYING EXCLUSIVELY ON THE EPS 

expectations concerning future growth. However, one must use historical 

growth numbers as measures of investors’ expectations with caution. In some 

cases, past growth may not reflect hture growth potential. Also, employing a 

single growth rate number (for example, for five or ten years) is unlikely to 

accurately measure investors’ expectations due to the sensitivity of a single 

growth rate figure to fluctuations in individual firm performance as well as 

overall economic fluctuations (i,e,, business cycles). However, one must 

appraise the context in which the growth rate is being employed. According 

to the conventional DCF model, the expected return on a security is equal to 

the sum of the dividend yield and the expected long-term growth in dividends. 

Therefore, to best estimate the cost of common equity capital using the 

conventional DCF model, one must look to long-term growth rate 

expectations. 

Internally generated growth is a function of the percentage of earnings 

retained within the firm (the earnings retention rate) and the rate of return 

earned on those earnings (the return on equity). The internal growth rate is 

computed as the retention rate times the return on equity. Internal growth is 

significant in determining long-run earnings and therefore, dividends. 

Investors recognize the importance of internally generated growth and pay 

premiums for stocks of companies that retain earnings and earn high returns 

on internal investments. 

28 



I 
2 
3 
4 
5 

6 

7 

8 

9 

10 

11 

12 

1 3 

14 

15 

16 

17 
18 
19 

20 
21 

22 

23 

24 

FORECASTS OF WALL STREET ANALYSTS IN ARRIVING AT A 
DCF GROWTH RATE FOR THE PROXY GROUP? 

A. There are several issues with using the EPS growth rate forecasts of Wall 

Street analysts as DCF growth rates. First, the appropriate growth rate in the 

DCF model is the dividend growth rate, not the earnings growth rate. 

Nonetheless, over the very long-term, dividend and earnings will have to grow 

at a similar growth rate. Therefore, in my opinion, consideration must be 

given to other indicators of growth, including prospective dividend growth, 

internal growth, as well as projected earnings growth Second, and most 

significantly, it is well-known that the EPS growth rate forecasts of Wall 

Street securities analysts are overly optimistic and upwardly biased. Hence, 

using these growth rates as a DCF growth rate will provide an overstated 

equity cost rate This issue is discussed at length in the rebuttal section ofthis 

testimony 

Q. PLEASE DISCUSS THE HISTORICAL GROWTH OF THE 
COMPANIES IN THE GROUP AS PROVIDED IN THE VALlJE LZNE 
INVESTMENTSURVEY. 

A. Historic growth rates for the companies in the group, as published in the Value 

Line Investment Sza iq ,  are provided on page 3 of Exhibit JRW-6. Due to the 

presence of outliers among the historic growth rate figures, both the mean and 

medians are used in the analysis.’ The historical growth measures in EPS, 

Outliers are observations that are much larger or smaller than the majority of the observations that are being 
evaluated 
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DPS, and BVPS for the Electric Proxy Group, as measured by the means and 

medians, range from -0.8% to 4.0%, with an average of 1.7%. 

Q. PLEASE SUMMAFUZE VALUE LINE’S PROJECTED GROWTH 
RATES FOR THE COMPANIES IN THE PROXY GROUP. 

A. Value Line’s projections of EPS, DPS, and BVPS growth for the companies in 

the proxy group are shown on page 4 of Exhibit JRW-6. As above, due to the 

presence of outliers, both the mean and medians are used in the analysis. For 

the Electric Proxy Group, the central tendency measures range from 4.0% to 

7.5%, with an average of 5.2%. 

Also provided on page 4 of Exhibit JRW-6 is prospective internal 

growth for the proxy group as measured by Value Line’s average projected 

retention rate and return on shareholders’ equity. As noted above, internal 

growth is significant in a primary driver of long-run earnings growth. For the 

Electric Proxy Group, the average prospective internal growth rate is 4.0%. 

Q. PLEASE ASSESS GROWTH FOR THE PROXY GROUP AS 
MEASURED BY ANALYSTS’ FORECASTS OF EXPECTED 5-YEAR 
EPS GROWTH. 

A. Zacks and Bloomberg collect, summarize, and publish Wall Street analysts’ 

five-year EPS growth rate forecasts for the companies in the proxy group. 

These forecasts are provided for the companies in the proxy group on page 5 



1 

Growth Rate Indicator 

2 

Electric 

of Exhibit JRW-6. The median of the analysts' projected EPS growth rates 

for the E.lectric Proxy Group is 6.25%"" 

in EPS, DPS, and BVPS 

Growth in EPS, DPS, and 
BVPS 

ROE * Retention rate 

Projected Value Line 

Internal Growth 

Projected EPS Growth from 

3 

5.2% 

4.0% 

6.25% 

4 Q. PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL 
5 
6 
7 

AND PROSPECTIVE GROWTH OF THE PROXY GROUP. 

The table below shows the summary DCF growth rate indicators for the proxy A. 

8 group. 

9 

10 

11 

12 

13 

14 

15 

I ProxgGroup 
Historic Valrre Line Growth I 1.7% 

I Bloomberg and Zaclcs 

The average of the growth rate indicators for the Electric Proxy Group is 

4.3%. Giving greater weight to the projected growth rate indicators and to 

prospective internal growth, an expected DCF growth rate in the 5.0%-6 0% 

range is reasonable for the group I will use the midpoint of this range, 5.5%, 

as the DCF growth rate for the Electric Proxy Group. 

I o  Since there is considerable overlap in analyst coverage between the tlrree services, and not all of the companies 
have forecasts from the different services, I have averaged h e  expected five-yeas EPS growth rates from the thee 
services for each company to anive at an expected EPS growth rate by company 

31 



1 
2 
.3 

Equity 

4 
5 

9.9% 

6 
7 
8 
9 

10 

11 

12 

1 3 

14 

15 
16 

17 
18 

19 

20 

21 

Q. BASED ON THE ABOVE ANALYSIS, WHAT IS YOUR INDICATED 
COMMON EQUITY COST RATES FROM THE DCF MODEL FOR 
THE PROXY GROUP? 

A. My DCF-derived equity cost rate for the group is: 

D 

P 
+ g  - DCF Equity Cost Rate Q - __-___-_ 

DCF Equity Cost Rate 

Electric 
Proxy 

Dividend Yield 4.3% 
1 + (% Growth 1.0275 

DCF I 5.50% 

. .  
Cost Rate 

These results are summarized on page 1 of Exhibit JRW-6. 

C. Caoital Asset Pricing Model Results 

Q. PLEASE DISCUSS THE CAPITAL ASSET PRICING MODEL 
(“CAPM”). 

A. The CAPM is a risk premium approach to gauging a firm’s cost of equity 

capital. According to the risk premium approach, the cost of equity is the sum 

of the interest rate on a risk-free bond (Rf) and a risk premium (RP), as in the 

following: 
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The yield on long-term Treasury securities is normally used as Rf. Risk 

premiums are measured in different ways. The CAPM is a theory of the risk 

and expected returns of common stocks. In the CAPM, two types of risk are 

associated with a stock: firm-specific risk or unsystematic risk, and market or 

systematic risk, which is measured by a firm’s beta. The only risk that 

investors receive a return for bearing is systematic risk 

According to the CAPM, the expected return on a company’s stock, 

which is also the equity cost rate (K), is equal to: 

K =  (Rb + 13 * P ( R 3  - (&I 
Where: 

0 K represents the estimated rate of return on the stock; 

e E(R,,,) represents the expected return on the overall stock market. 
Frequently, the ‘market’ refers to the S&P 500; 

0 (RJ) represents the risk-free rate of interest; 

0 [E(R,,J - (Rfu represents the expected equity or market risk premiun- 
the excess return that an investor expects to receive above the risk-free rate for 
investing in risky stocks; and 
0 Betn---(D) is a measure of the systematic risk of an asset. 

To estimate the required return or cost of equity using the CAPM 

requires three inputs: the risk-free rate of interest (Rf), the beta (B), and the 

expected equity or market risk premium [E(R,,J - (Rd]. Rris the easiest of the 

inputs to measure - it is the yield on long-term Treasury bonds. 13, the 

measure of systematic risk, is a little more difficult to measure because there 

are different opinions about what adjustments, if any, should be made to 
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histodcal betas due to their tendency to regress to 1.0 over time. And finally, 

an even more difficult input to measure is the expected equity or market risk 

premium (E(R,,J - (Rb). I will discuss each of these inputs below. 

Q. PLEASE DISCUSS EXHIBIT JRW-7. 

A. Exhibit JRW-7 provides the summary results for my CAPM study. Page 1 

shows the results, and pages 2-5 contain the supporting data. 

Q. PLEASE DISCUSS THE RISK-FREE INTEREST RATE. 

A. The yield on long-term US. Treasury bonds has usually been viewed as the 

risk-free rate of interest in the CAPM. The yield on long-term U S .  Treasury 

bonds, in turn, has been considered to be the yield on U S .  Treasury bonds 

with 30-year maturities. However, when the Treasury’s issuance of 30-year 

bonds was interrupted for a period of time in recent years, the yield on 10-year 

U S .  Treasury bonds replaced the yield on 30-year U S .  Treasury bonds as the 

benchmark long-term Treasury rate. The 10-year U S .  Treasury yields over 

the past five years are shown in the chart below. These rates hit a 60-year low 

in the summer of 2003 at 3.33%. They increased with the rebounding 

economy and fluctuated in the 4.0-4.50 percent range in recent years until 

advancing to 5.0% in early 2006 in response to a strong economy and 

increases in energy, commodity, and consumer prices. In late 2006, long-term 

interest rates retreated to the 4.5 percent area as commodity and energy prices 

declined and inflationary pressures subsided. These rates rebounded to the 

5.0% level in the first half of 2007. However, ten-year Treasury yields have 
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I again fall below 4.0 percent due to the housing and sub-prime mortgage crises 

and its affect on the economy and financial markets 

Ten-Year U.S. Treasury Yields 
January 2000-August 2008 
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Q. WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR 
CAPM? 

A. The IJS. Treasury began to issue the 30-yeiu. bond in the early 2000s as the 

U S .  budget deficit increased. As such, the market has once again focused on 

its yield as the benchmark for long-term capital costs in the U S .  As noted 

above, the yields on the 10- and 30- year U S .  Treasuries decreased to below 

5.0% in 2007 and have remained at these lower levels. 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 prospect of an economic 

recession, and the government bailout of financial institutions. As of September 

22, 2008, as shown in the table below, the rates on 10- and 30- US .  Treasury 

Bonds were 3.67% and 4.16%, respectively. However, these yields have been 
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highly volatile over the past two months. Given this recent range and volatility, 

along with the prospect of higher rates, I will use 4.5% as the risk-free rate, or 

R, in my CAPM. 

U.S. Treasury Yields 

Source: www bloomberg com 

Q. 

A. 

WHAT BETA ARE YOU EMPLOYING IN YOUR CAPM? 

Beta (8) is a measure of the systematic risk of a stock. The market, usually 

taken to be the S&P 500, has a beta of 1.0. The beta of a stock with the same 

price movement as the market also has a beta of 1.0. A stock whose price 

movement is greater than that of the market, such as a technology stock, is 

riskier than the market and has a beta greater than 1.0. A stock with below 

average price movement, such as that of a regulated public utility, is less risky 

than the market and has a beta less than 1 .O. Estimating a stock's beta involves 

running a linear regression of a stock's return on the market return as in the 

following: 
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The slope of the regression line is the stock's R A steeper line 

indicates the stock is more sensitive to the return on the overall market. This 

means that the stock has a higher R and greater than average market risk. A 

less steep line indicates a lower R and less market risk. 

Numerous online investment information services, such as Yahoo! and 

Reuters, provide estimates of stock betas Usually these services report 

different betas for the same stock. The differences are usually due to: (1) the 

time period over which the I3 is measured; and (2) any adjustments that are 

made to reflect the fact that betas tend to regress to 1.0 over time. In 

estimating an equity cost rate for the proxy group, I am using the betas for the 

companies as provided in the Value Line I~zvestnzerzt S u n q .  As shown on 

page 2 of Exhibit JRW-7, the average beta for the companies in the Electric 

Proxy Group is 0.82. 

Q. PLEASE DISCUSS THE OPPOSING VIEWS REGARDING THE 
EQUITY RISK PREMIUM. 

17 
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A. The equity or market risk premium - (E(R,,J - R,) - is equal to the expected 

return on the stock market (e.g., the expected return on the S&P 500 (E(&)) 

minus the risk-free rate of interest (R,). The equity premium is the difference in 

the expected total return between investing in equities and investing in “safe” 

fixed-income assets, such as long-term government bonds. However, while the 

equity risk premium is easy to define conceptually, it is difficult to measure 

because it requires an estimate of the expected return on the market. 

Q. PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO 
ESTIMATING THE EQUITY RISK PREMIUM. 

A. The table below highlights the primary approaches to, and issues in, 

estimating the expected equity risk premium. The traditional way to measure 

the equity risk premium was to use the difference between historical average 

stock and bond returns. In this case, historical stock and bond returns, also 

called ex post returns, were used as the measures of the market’s expected 

return (known as the ex ante or forward-looking expected retuin). This type 

of historical evaluation of stock and bond returns is often called the “Ibbotson 

approach” after Professor Roger Ibbotson who popularized this method of 

using historical financial market returns as measures of expected returns. 

Most historical assessments of the equity risk premium suggest an equity risk 

premium of 5-7 percent above the rate on long-term U.S. Treasury bonds. 

However, this can be a problem because: (1) ex post returns are not the same 

as ex ante expectations, (2) market risk premiums can change over time; 
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increasing when investors become more risk-averse and decreasing when 

investors become less risk-averse, and ( 3 )  market conditions can change such 

that ex post historical returns are poor estimates of ex ante expectations. 

Risk Premium Approaches 
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Source: 
Martagenienl, (Winter 2003) 

Antti Ilmanen, Expected R e m s  on Stocks and Bonds,“ .Jourital of Porfolio 

The use of historical returns as market expectations has been criticized 

in numerous academic studies.” The general theme of these studies is that the 

large equity risk premium discovered in historical stock and bond returns 

cannot be justified by the fbndamental data. These studies, which fall under 

the category “Ex Ante Models and Market Data,’’ compute ex ante expected 

returns using market data to arrive at an expected equity risk premium. These 

studies have also been called “Puzzle Research” after the famous study by 

Mehra and Prescott in which the authors first questioned the magnitude of 

historical equity risk premiums relative to fundamentals.’Z 

‘ I  The problems with using ex post historical returns as measures of ex ante expectations will be discussed at 
length later in my testimony 

I’ R Melra and Edward Prescott, “The Equity Premium: A Puzzle,” .loufnal ofMoireta?y Eco?ioniicr (1985) 
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1 Q. PLEASE SUMMARIZE SOME OF THE ACADEMIC STUDIES THAT 
2 DEVELOP EX ANTE EQUITY RISK PREMIUMS. 
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A. Two of the most prominent studies of ex ante expected equity risk premiums 

were by Eugene Fama and Ken French (2002) and James Claw and Jacob 

Thomas (2001) The primary debate in these studies revolves around two 

related issues: (1) the size of expected equity risk premium, which is the 

return equity investors require above the yield on bonds and (2) the fact that 

estimates of the ex ante expected equity risk premium using fundamental firm 

data (earnings and dividends) are much lower than estimates using historical 

stock and bond return data. 

Fama and French (2002), two of the most preeminent scholars in 

finance, use dividend and earnings growth models to estimate expected stock 

returns and ex ante expected equity risk premiums l 3  They compare these 

results to actual stock returns over the period 1951-2000 Fama and French 

estimate that the expected equity risk premium from DCF models using 

dividend and earnings growth to be between 2.55% and 4.32%. These figures 

are much lower than the ex post historical equity risk premium produced from 

the average stock and bond return over the same period, which is 7.40%. 

Fama and French conclude that the ex ante equity risk premium estimates 

using DCF models and fundarnental data are superior to those using ex post 

historical stock returns for three reasons: (1) the estimates are more precise (a 

lower standard enor); (2) the Sharpe ratio, which is measured as the 

l 3  E,ugene F Fama and Kenneth R. French, “The Equity Premium,” The .lora.md ofFininmice, (April 2002) 
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doubles for the average stock-bond return model; and (3) valuation theory 

specifies relationships between the market-to-book ratio, return on investment, 

and cost of equity capital that favor estimates from fundamentals. They also 

conclude that the high average stock returns over the past 50 years were the 

result of low expected returns and that the average equity risk premium has 

been in the 3-4 percent range. 

The study by Claus and Thomas of Columbia University provides 

direct support for the findings of Fama and French.14 These authors compute 

ex ante expected equity risk premiums over the 1985-1998 period by: (1) 

computing the discount rate that equates market values with the present value 

of expected future cash flows and (2) then subtracting the risk-free interest 

rate. The expected cash flows are developed using analysts’ earnings 

forecasts. The authors conclude that over this period, the ex ante expected 

equity risk premium is in the range of 3.0%. Claus and Thomas note that, 

over this period, ex post historical stock returns overstate the ex ante expected 

equity risk premium because, as the expected equity risk premium has 

declined, stock prices have risen. In other words, from a valuation 

perspective, the present value of expected future retums increase when the 

required rate of return decreases. The higher stock prices have produced stock 

j 4  James Claus and Jacob Thomas, “Equity Risk Premia as Low as Three Percent? Empirical Evidence &om 
Analysts’ Earnings Forecasts for Domestic and International Stock Market,” Joronal of Firmice (October 
2001) 
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returns that have exceeded investors’ expectations, and therefore, ex post 

historical equity risk premium estimates are biased upwards as measures of ex 

ante expected equity risk premiums. 

Q. PLEASE PROVIDE A SUMMARY OF THE EQUITY RISK PREMIUM 
STUDIES. 

A. Derrig and On (2003), Fernandez (2007), and Song (2007) have completed 

the most comprehensive reviews to date of the research on the equity risk 

premiu~n.,’~ Derrig and On’s study evaluated the various approaches to 

estimating equity risk premiums as well as the issues with the alternative 

approaches and summarized the findings of the published research on the 

equity risk premium. Fernandez examined four alternative measures of the 

equity risk premium - historical, expected, required, and implied. He also 

reviewed the major studies of the equity risk premium and presented the 

summary equity risk premium results. Song provides an annotated 

bibliography and highlights the alternative approaches to estimating the equity 

risk summary. 

Page 3 of Exhibit JRW-7 provides a summary of the results of the 

primary risk premium studies reviewed by Derrig and On; Fernandez, and 

Song. In developing page 3 of Exhibit JRW-7, I have categorized the studies 

as discussed on page 39 ofmy testimony., I have also included the results of 

Is Richard Derrig and Elisha Om, “E.quity Risk Premium: E,xpectations Great and Small,’’ Working Paper 
(version 3 0), Automobile Insurers Bureau of Massachusetts, (August 28, 2003), Pablo Fernandez, “Equity 
Premium: Historical, Expected, Required, and Implied,” IESE Business School Working Paper, (2007), and 
Zliyi Song, “The E.quity Risk Premium: An Annotated Bibliography,” CFA Institute, (2007). 
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Q. 

A. 

the “Building Blocks” approach to estimating the equity risk premium, 

including a study I performed, which is presented below. The Building Blocks 

approach is a hybrid approach employing elements of both historic and ex 

ante models. 

PLEASE DISCUSS YOUR DEVELOPMENT OF AN EQUITY RISK 
PREMIUM COMPUTED USING THE BUILDING BLOCKS 
METHODOLOGY. 

Ibbotson and Chen (2003) evaluate the ex post historical mean stock and bond 

returns in what is called the Building Blocks approach.“ They use 75 years of 

data and relate the compounded historical returns to the different fundamental 

variables employed by different researchers in building ex ante expected 

equity risk premiums. Among the variables included were inflation, real EPS 

and DPS growth, ROE and book value growth, and price-earnings (“€’/E”) 

ratios. By relating the fundamental factors to the ex post historical returns, the 

methodology bridges the gap between the ex post and ex ante equity risk 

premiums. Ilmanen (2003) illustrates this approach using the geometric 

returns and five fundamental variables - inflation (“CPI”), dividend yield 

(“DE”’), real earnings growth (“RG’), repricing gains (“PEGAIN”) and return 

interactionheinvestment (“INT”).” This is shown in the graph below. The 

first column breaks the 1926-2000 geometric mean stock return of 10.7% into 

“ Roger Ibbotson and Peng Chen, “Long Run Returns: Participating in the Real Economy,” Finnfrcml Anolysfs 
lotnnnl, (January 2003) 

Antti Ihanen, Expected Rehuns on Stocks and Bonds,”Jmftnl o/Po,tfolioMnftogef~teff~, (Winter 20031, p 11 
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the different return components demanded by investors: the historical U S .  

Treasury bond return (5.2%), the excess equity return (5.2%), and a small 

interaction term (0.3%). This 10.7% annual stock return over the 1926-2000 

period can then be broken down into the following fundamental elements: 

inflation (3.1%), dividend yield (4.3%), real earnings growth (1 A%), repricing 

gains (1 3%) associated with higher P/E ratios, and a small interaction term 

(0.2%)" 

Decomposing Equity Market Returns 
The Building Blocks Methodology 

.......................................................................................................................... 

................. 

......................................... 

1 

................. 

................. 

Equity Retuim 
Decoinposed 

Es Ante Espected 
Equity Retuim 

11 
12 

Q. HOW ARE YOU USING THIS METHODOLOGY TO DERIVE AN EX 
ANTE EXPECTED EQUITY RISK PREMIUM? 

13 
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A. The third column in the graph above shows current inputs to estimate an ex 

ante expected market return. These inputs include the following: 

- CPI -To assess expected inflation, I have employed expectations of the short- 

tern and long-term inflation rate. The graph below shows the expected 

annual inflation rate according to consumers, as measured by the CPI, over the 

coming year. This survey is published monthly by the University of Michigan 

Survey Research Center. In the most recent report, the expected one-year 

inflation rate was 4.1%. 

Expected Inflation Rate 
IJniversity of Michigan Consumer Research 

Longer tern inflation forecasts are available in the Federal Reserve 

Bank of Philadelphia’s publication entitled Suri~ey oJ Projkmional 

Forecasters.” This survey of professional economists has been published for 

almost 50 years. While this survey is published quarterly, only the first 

‘*Federal Reserve Bank of Philadelphia, S w v e y  ojProfessionnl Foiecnsfem, (February 12,2008). The Swve.y o j  
Professiorinl Forecnsfers was formerly conducted by the American Statistical Association (“ASP) and the 
National Bureau of E,conomic Research (“NBER”) and was known as the ASA/NBER s w e y .  The suxvey, 
which began in 1968, is conducted each quarter The Federal Reserve Bank of Philadelphia, in cooperation 
with the NBER, assumed responsibility for the survey in June 1990. 
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quafter survey includes long-term forecasts of gross domestic product 

("GDP") growth, inflation, and market returns. In the first quarter 2008 

sui-vey, published on February 12, 2008, the median long-term (10-year) 

expected inflation rate as measured by the CPI was 2.5% (see page 4 of 

Exhibit JRW-7). 

Given these results, I will use the average of the surveys of the 

University of Michigan and Federal Reserve Bank of Philadelphia (4.3% and 

2.5%), or 3.4%. 

- D/P - As shown in the graph below, the dividend yield on the S&P 500 has 

decreased gradually over the past decade. Today, it is far below its average of 

4.3% over the 1926-2000 time period. Whereas the S&P dividend yield 

bottomed out at less than 1.4% in 2000, it is currently at 2.45% which I use in 

the ex ante risk premium analysis. 

S&P 500 Dividend Yield __I 

4.50% - 
__ 

^^ ...... 

- RG - To measure expected real growth in earnings, I use: (1) the historical 

real earnings growth rate for the S&P 500 and (2) expected real GDP growth. 
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The S&P 500 was created in 1960. It includes 500 companies which come 

from ten different sectors of the economy. Over the 1960-2007 period, 

nominal growth in EPS for the S&P 500 was 7.36%. On page 5 of Exhibit 

JRW-7, real EPS growth is computed using the CPI as a measure of inflation. 

As indicated by Ibbotson and Chen, real earnings growth over the 1926-2000 

period was 1.8%. The real growth figure over 1960-2007 period for the S&P 

500 is 3.0 %. 

The second input for expected real earnings growth is expected real 

GDP growth. The rationale is that over the long-term, corporate profits have 

averaged a relatively consistent 5.50% of U.S. GDP.I9 Real GDP growth, 

according to McKinsey, has averaged 3.5% over the past 80 years. Expected 

GDP growth, according to the Federal Reserve Bank of Philadelphia’s Survey 

ofProfessional For-ecasters, is 2.75% (see page 4 of Exhibit JRW-7). 

Given these results, I will use the average of the historical S&P EPS 

real growth and the projected real GDP growth (as reported by the Federal 

Reserve Bank of Philadelphia Survey) -- 3.0% and 2.75% -- or 2.85%, for 

real earnings growth. 

PEGAIN - PEGAIN is the repricing gain associated with an increase in the 

P/E ratio. It accounted for 1..3% of the 10.7% annual stock return in the 

1926-2000 period In estimating an ex ante expected stock market return, one 

issue is whether investors expect P/E ratios to increase from their current 

levels. The graph below shows the P/E ratios for the S&P 500 over the past 

Marc H Goedhart, et ai, “The Real Cost of Equity,” McKinsey mi Firlarice (Autumn 2003, p 14 19 
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25 years. The run-up and eventual peak in P/Es is most notable in the chart. 

The relatively low P/E ratios (in the range of 10) over two decades ago are 

also quite notable. As of September 30, 2008, the P/E for the S&P 500 was 

22.5. 20 
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Given the current economic and capital markets environment, I do not 

believe that investors expect even higher P/E ratios. Therefore, a PEGAJN 

would not be appropriate in estimating an ex ante expected stock market 

return. There are two primary reasons for this. First, the average historical 

S&P 500 P/E ratio is 15.74 -thus the current P/E exceeds this figure. Second, 

as previously noted, interest rates are at a cyclical low not seen in almost 50 

years. This is a primary reason for the high current P/Es. Given the current 

market environment with relatively high P/E ratios and low relative interest 

rates, investors are not likely to expect to get stock market gains from lower 

interest rates and higher P/E ratios. 

Source: www.standardandpoors.com 20 
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Q. GIVEN THIS DISCUSSION, WHAT IS YOUR EX ANTE EXPECTED 
MARKET RETURN AND EQUITY RISK PREMIUM USING THE 
“BUILDING BLOCKS METHODOLOGY”? 

A. My expected market return is represented by the last column on the right in 

the graph entitled “Decomposing Equity Market Returns: The Building 

Blocks Methodology” set forth on page 44 of my testimony. As shown, my 

expected marlcet return of 8.7% is composed of 3.40% expected inflation, 

2.45% dividend yield, and 2.85% real eamings growth rate. 

Q. GIVEN THAT THE HISTORICAL COMPOUNDED ANNUAL 
MARKET RETURN IS IN EXCESS OF lo%, WHY DO YOU BELIEVE 
THAT YOUR EXPECTED MARKET RETURN OF 8.7% IS 
REASONABLE? 

A. As discussed above, in the development of the expected market return, stock 

prices are relatively high at the present time in relation to earnings and 

dividends, and interest rates are relatively low. Hence, it is unlikely that 

investors are going to experience high stock market returns due to higher P/E 

ratios and/or lower interest rates. In addition, as shown in the decomposition 

of equity market returns, whereas the dividend portion of the return was 

historically 4.3%, the current dividend yield is only 2.45%. Due to these 

reasons, lower market returns are expected for the future. 

Q. IS YOUR EXPECTED MARKET RETURN OF 8.7% CONSISTENT 
WITH THE FORECASTS OF MARKET PROFESSIONALS? 

25 
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A. Yes. In the first quarter 2008 Survey of Fiizaizcial Forecasters, published on 

February 12, 2008 by the Federal Reserve Bank of Philadelphia, the mean 

long-term expected return on the S&P 500 was 6.8% (see page 4 of Exhibit 

JRW-7). This is consistent with my expected market return of 8.7%. 

Q. IS YOUR EXPECTED MARKET RETURN CONSISTENT WITH THE 
EXPECTED MARKET RETIJRNS OF CORPORATE CHIEF 
FINANCIAL OFFICERS (CFOS)? 

A. Yes. John Graham and Campbell Harvey of Duke University conduct a 

quarterly survey of corporate CFOs. The survey is a joint project of Duke 

University and CFCJ Magazine In the third quarter 2008 survey, the mean 

expected return on the S&P 500 over the next ten years was 7.79%.*' 

Q. GIVEN THIS EXPECTED MARKET RETURN, WHAT IS YOUR EX 
ANTE EQUITY RISK PREMIUM USING THE BUILDING BLOCKS 
METHODOLOGY? 

A. As shown on page 36, the current 30-year U S .  Treasury yield is 4.16%. My 

ex ante equity risk premium is simply the expected market return from the 

Building Blocks methodology minus this risk-free rate: 

8.70% - 4.16% = 4.54% - Ex Ante Equity Risk Premium - 

The survey results are available at www.cfosurvey.org ?I 
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Q. GIVEN THIS DISCUSSION, HOW ARE YOU MEASURING AN 
EXPECTED EQUITY RISK PREMIUM IN THIS PROCEEDING? 

A. As discussed above, page 3 of Exhibit JRW-7 provides a summary of the 

results ofthe equity risk premium studies that I have reviewed. These include 

the results oE (1) the various studies of the historical risk premium, (2) ex ante 

equity risk premium studies, (3) equity risk premium surveys of CFOs, 

Financial Forecasters, and academics, and (4) the Building Block approaches 

to the equity risk premium. There are results reported for over thirty studies, 

and the average equity risk premium is 4.56%, which I will use as the equity 

risk premium in my CAPM study. 

Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 
THE EQUITY RISK PREMIUMS OF LEADING INVESTMENT 
FIRMS? 

A. Yes. One of the fir’st studies in this area was by Stephen Einhom, one of Wall 

Street’s leading investment strategists.” His study showed that the market or 

equity risk premium had declined to the 2.0 - 3.0 percent range by the early 

1990s. Among the evidence he provided in support of a lower equity risk 

premium is the inverse relationship between real interest rates (observed 

interest rates minus inflation) and stock prices. He noted that the decline in 

the market risk premium has led to a significant change in the relationship 

between interest rates and stock prices. One implication of this development 

l2 Steven F Einhom, ‘The Perplexing Issue of Valuation: Will the Real Value Please Stand Up?” Fbraficia[ 
Analysts.loirrna1 (July-August 1990), pp 11-16 
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Q. 

A. 

Q. 

A. 

was that stock prices had increased higher than would be suggested by the 

historical relationship between valuation levels and interest rates. 

The equity risk premiums of some of the other leading investment 

firms today support the result of the academic studies. An article in Tlze 

Ecoiiomist indicated that some other firms like J P. Morgan are estimating an 

equity risk premium for an average risk stock in the 2.0 - 3.0 percent range 

above the interest rate on 1J.S. Treasury Bonds.’3 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 
THE EQUITY IUSK PREMIUMS USED BY CFOS? 

Yes. In the previously referenced third quarter 2008 CFO survey conducted 

by CFO Magazine and Duke University, the expected 10-year equity risk 

premium was 3.99%. 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 
THE EX ANTE EQUITY RISK PREMIUMS OF PROFESSIONAL 
FORECASTERS? 

Yes. The financial forecasters in the previously referenced Federal Reserve 

Bank of Philadelphia survey project both stock and bond returns. As shown on 

page 4 of Exhibit JRW-7, the mean long-term expected stock and bond returns 

were 6.80% and 4.84%, respectively. This provides an ex ante equity risk 

premium of 1.96%. 

l3 For example, see “Welcome to Bull Country,” The Economisl (July 18, 1Y98), pp. 21-3, and “Choosing the 
Right Mixture,” The Econofnisl (February 27, 19YY), pp 71-2 
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Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH 
THE EQUITY RISK PREMIUMS USED BY THE LEADING 
CONSULTING FIRMS? 

A. Yes. McKinsey & Co. is widely recognized as the leading management 

consulting firm in the world. It published a study entitled “The Real Cost of 

Equity” in which the McICinsey authors developed an ex ante equity risk 

premium for the US .  In reference to the decline in the equity risk premium, 

as well as what is the appropriate equity risk premium to employ for corporate 

valuation purposes, the McKinsey authors concluded the following: 

We attribute this decline not to equities becoming less 
risky (the inflation-adjusted cost of equity has not 
changed) but to investors demanding higher retums in 
real terms on government bonds after the inflation 
shocks of the late 1970s and early 1980s. We believe 
that using an equity risk premium of 3.5 to 4 percent in 
the cunent environment better reflects the true long- 
term opportunity cost of equity capital and hence will 
yield more accurate valuations for cornpanie~.~~ 

Q. WHAT EQUITY COST FATE IS INDICATED BY YOUR CAPM 
ANALYSIS? 

A. The results of my CAPM study for the proxy group are provided below: 

K =  (Rj  i- fl * [E(RrrJ - (Rjl  
CAPM Equity Cost Rates 

Electric 
Prow 

Risk-Free Rate 4.5% 

Marc H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Firmme (Autumn 2002), p. 15 
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V. EQUITY COST RATE SUMMARY 

Q. 

A. 

PLEASE SUMMARIZE YOUR EQUITY COST RATE STUDY. 

The results for my DCF and CAPM analyses for the proxy group of electric 

utility companies are indicated below: 

Q. GIVEN THESE RESULTS, WHAT IS YOUR ESTIMATED EQUITY 
COST RATE FOR KU? 

A. Given these results, I conclude that the appropriate equity cost rate for Electric 

Proxy Group in the 8.2%-9.9% range. However, since I give greater weight to 

the DCF model, and due to the current volatile market conditions which are 

discussed below, I am using the upper end of the range - 9.9% - for I<U. In 

addition, due to the uncertain market conditions, I reserve the right to update 

my study prior to hearings. Finally, as previously discussed, given the 

common equity ratio proposed by the Company and adopted by the OAG, in 

comparison to the average common equity ratios for the Electric Proxy Group, 

this recommendation is very fair to the Company 

Q. FINALLY, PLEASE DISCUSS THE IMPACT OF RECENT CAPITAL 
MARKET VOLATILITY CONDITIONS ON THE EQUITY RISK 

54 



1 
2 

PREMIUM AND THE EQUITY COST RATE. 

3 

4 

5 

6 

I 

8 

9 

10 

11 
12 
1 3 
14 
15 

16 

17 

18 

19 

20 

21 

22 

2 3 

24 

25 

A. To assess the impact of recent capital market volatility on the equity risk 

premium and the equity cost rate, one must look at the volatility of stocks 

relative to bonds. I have performed such an analysis below. To compare the 

volatility of stock and bonds, one must standardize the volatility measure. 

This is normally done by dividing the volatility measure, the standard 

deviation, by the mean. This standardized volatility measure is known as the 

Coefficient of Variation (“CY). 

Q. GIVEN THESE OBSERVATIONS, PLEASE PROVIDE YOUR 
ASSESSMENT OF THE IMPACT OF RECENT CAPITAL MARKET 
CONDITIONS ON THE EQUITY COST RATE. 

I have performed an analysis of the volatility of stocks relative to bonds since 

1997. I have used the S&P 500 and the Bear Sterns Bond Price Index 

(“BSBPI”) and computed the CV using a 200-day mean and standard 

deviation In Figure 1 below, I have graphed the ratio of the CV(Stock 

CV)/CV(Bond CV) Hence, this graph shows the standardized volatility of 

stocks relative to bonds. Higher levels of this ratio represent time periods 

when stock volatility is high relative to bond volatility, and low levels of this 

ratio occur during time periods when stock volatility is low relative to bonds. 

During the last two quarters of 2007, the volatility of bonds increased relative 

to stocks due to the suhprime mortgage crisis. Through October of this year, 

stocks have increased in volatility relative to bonds. On the relative CV 

A. 
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measure, stocks reached a five-year high in terms of relative volatility. AS 

such, current market conditions suggest that stock volatility is high relative to 

bond volatility. In recognition of this situation, I am using the high end of the 

range for my equity cost rate recommendation for IW. 

Coefficient of Variation 
S&P 500 Price CV/Bear Sterns Bond Price Index CV 

1997-2008 

I2 -r I 

1u 

r ; 8  
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ISN'T YOUR EQUITY COST RATE RECOMMENDATION LOW BY 
HISTORICAL STANDARDS? 

Yes it is and appropriately so. My rate of return is low by historical standards 

for two reasons. First, as discussed above, current capital costs are very low 

by historical standards, with interest rates at a cyclical low not seen since the 

1960s And second, as previously discussed, the equity or market risk 

premium has declined. 
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Q. HOW DO YOU TEST THE REASONABLENESS OF YOUR COST OF 
EQUITY AND OVERALL RATE OF RETURN 
RECOMMENDATION? 

A. To test the reasonableness of my equity cost rate recommendation, I examine 

the relationship between the return on common equity and the market-to-book 

ratios for the companies in the proxy group of electric utility companies. 

Q. WHAT DO THE RETURNS ON COMMON EQUITY AND MARKET- 
TO-BOOK RATIOS FOR THE PROXY GROUP OF ELECTRIC 
UTILITY COMPANIES INDICATE ABOUT THE 
REASONABLENESS OF YOUR RECOMMENDATION? 

A. Exhibit JRW-2 provides financial performance and market valuation statistics 

for the proxy goup of electric utility companies. The mean current return on 

equity and market-to-book ratios for the group is summarized below: 

These results indicate that, on average, these companies are earning 

returns on equity above their equity cost rates. As such, this observation 

provides evidence that my recommended equity cost rate is reasonable and 

fully consistent with the financial performance and market valuation of the 

proxy group of electric utility companies. 
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VI. CRITIQUE OF KU'S RATE OF RETIJRN TESTIMONY 

PLEASE EVALUATE THE COMPANY'S RATE OF RETURN 
POSITION. 

The Company's proposed rate of return is inflated due to overstated debt and 

equity cost rates. The debt cost rates were previously discussed. I will now 

discuss the errors with Dr. Avera's equity cost rate analysis. 

PLEASE REVIEW DR. AVERA'S EQUITY COST RATE 
APPROACHES. 

Dr. Avera uses a proxy group of electric and gas companies as well as a proxy 

group of non-utility companies and employs DCF, CAPM, and Expected 

Earnings equity cost rate approaches. 

PLEASE SUMMARIZ,E DR. AVERA'S EQUITY COST RATE 
RESULTS. 

Dr. Avera's equity cost rate estimates for ICU are summarized in the table below. 

Based on these figures, he concludes that the appropriate equity cost rate for the 

Company is 11.25%. 
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Q. PLEASE DISCUSS YOUR ISSUES WITH DR. AVERA’S 
RECOMMENDED EQUITY COST RATE. 

Dr. Avera’s proposed return on common equity is too high primarily due to: (a) 

some of the companies in his utility proxy group, as well as his use of a non- 

utility proxy group; (b) an excessive adjustment to the dividend yield and an 

inflated gowtli rate in his DCF approach; (c) overstated equity risk premium 

estimates in his CAPM approach; and (d) a flawed Expected Earnings approach. 

A. 

A. Proxv Groups 

Q. PLEASE DISCUSS THE PROBLEM WITH DR. AVERA’S UTILITY 
PROXY GROUP. 

Dr. Avera’s utility proxy group includes a number of companies that are not 

appropriate because their operating revenues are from sources other than 

regulated electric utility services. These companies, and their percent of 

regulated electric revenues, include: Constellation Energy - 13%, Great Plains 

Energy - 39%, OGE Energy - 48%, Otter Tail Corp. - 28%, SEMPRA Energy - 

21%, Westar Energy - 69%, and Wisconsin Energy - 62%. 

A. 

26 
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Q. PLEASE DISCUSS THE PROBLEM WITH DR. AVERA’S NON- 
UTILITY PROXY GROUP. 

Dr Avera has estimated an equity cost rate for KIJ using a proxy group of 44 

non-utility companies. These companies are listed in Exhibit WEA-3. This 

group includes such companies as Coca-Cola, General Electric, IBM, Johnson & 

Johnson, McDonald’s, Microsoft, and NIICE. While these companies are large 

and successful, their lines of business are vastly different from the elechic and 

gas utility businesses and they do not operate in highly regulated environment. 

As such, the non-utility group is not an appropriate proxy for the electric and gas 

utility operations of I W  and therefore the equity cost rate results for this group 

should be ignored. 

A. 

Q. PLEASE DISCUSS EXHJBIT JRW-8. 

A. In Exhibit JRW-8, I have performed an analysis that highlights the significant 

financial differences between Dr. Avera’s non-utility and utility proxy groups. I 

have shown four difference financial measures for the two groups: return on 

equity, market-to-book ratio, fixed asset turnover, and common equity ratio. 

The average return on equity for the non-utility group (23.53%) is twice the 

average return on common equity of the utility group (12.67%). As a result, the 

average market-to-hook ratio of the non-utility group is also about double the 

average market-to-book ratio of the utility group return (3.5.3 vs. 1.63). The 

utility business is very capital intensive, and the fixed asset turnover (“FAT”) 

ratio (revenueshet fixed assets) measures capital intensity with a lower figure 
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Utility Proxy 

Group 

indicating higher capital intensity. The FAT ratio for the utility group is only 

0.90, while the ratio for the non-utility group is 5.44. Hence, in terms of capital 

intensity, the non-utility group is very dissimilar to the utility group. The 

common equity (“CE”) ratio (common equitykotal capital) measures the percent 

of capital represented by equity capital. For the utility group, the CE ratio is 

53.88%, while the CE ratio for the non-utility group is 73.66%. 

Overall, the results in Exhibit JRW-8 indicate that Dr. Avera’s non- 

utility group has a significantly different financial profile than his utility group 

and therefore should not be used to estimate an equity cost rate for IW. 

Non-Utility 
Proxy 

B. DCF Approach 
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Adjusted Dividend Yield 3.7% 
Expected EPS Growth from 6.4% - 8.5% 
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DCF Result 

16 

10.79% 

10.5% - 11.5% 12.4% - 12.9% 

18 
19 
20 
21 
22 

23 

24 

25 

Q. PLEASE EXPRESS YOUR CONCERNS WITH D R  AVERA’S DCF 
STUDY. 

I have several issues with Dr. Avera’s DCF equity cost rate. These are the utility 

and non-utility proxy groups, and the DCF growth rate measures. The errors in 

the proxy groups were discussed above. The DCF growth rate measures are 

reviewed below. 

A. 

Q. PLEASE CRITIQUE DR. AVERA’S DCF GROWTH RATE MEASURES. 

A. Dr. Avera employs five different DCF growth rate measures - the projected 

EPS growth of Wall Street analysts as compiled by IBES, Reuters, Zack’s, Value 

Line projected EPS growth, and sustainable growth as measured by the sum of 

internal (“br”) and external (“sv”) growth. 

Q. PLEASE INITIALLY DISCUSS DR. AVERA’S RELIANCE ON THE 
PROJECTED EPS GROWTH RATES OF WALL STREET ANALYSTS 
AND VALUE LINE. 

It seem highly unlikely that investors today would rely excessively on the 

forecasts of securities analysts and ignore historical growth in arriving at 

expected growth. It is well known in the academic world that the EPS 

forecasts of securities analysts are overly optimistic and biased upwards. In 

A. 
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addition, as I show below, Value Line’s EPS forecasts are excessive and 

unrealistic. 

Q. PLEASE REVIEW THE BIAS IN ANALYSTS’ GROWTH RATE 
FORECASTS. 

Analysts’ growth rate forecasts are collected and published by Zacks, First Call, 

IIBIEIS, and Reuters. These services retrieve and compile EPS forecasts from 

Wall Street analysts. These analysts come from both the sell side (Menill Lynch, 

Paine Webber) and the buy side (Prudential Insurance, Fidelity). 

A. 

The problem with using these forecasts to estimate a DCF growth rate 

is that the objectivity of Wall Street research has been challenged, and many 

have argued that analysts’ EPS forecasts are overly optimistic and biased 

upwards. To evaluate the accuracy of analysts’ EPS forecasts, I have 

compared actual 3-5 year EPS growth rates with forecasted EPS growth rates 

on a quarterly basis over the past 20 years for all companies covered by the 

IIBIEIS data base. In the graph below, I show the average analysts’ forecasted 

3-5 year EPS growth rate with the average actual 3-5 year EPS growth rate. 

Because of the necessary 3-5 year follow-up period to measure actual growth, 

the analysis in this graph only: (1) covers forecasted and actual EPS growth 

rates through 1999 and (2) includes only companies that have 3-5 years of 

actual EPS data following the forecast period. 

23 
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Long-Term Forecasted Versus Actual EPS Growth Rates 
1988-2007 
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18.0%” 
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- Mean Achlnl Long-term ITPS Growth Rote 

-- Mcnn iiorccsstcd beg-term IPS Growth Rnte 

Source. Patrick J Cusatis and J Randall Woolridge, “The Accuracy of Analysts’ Long-Term 
Earnings Per Share Growth Rate Forecasts,” (July, ZOOS) 

The following example shows how the results can be interpreted. For 

the 3-5-year period prior to the first quarter of 1999, analysts had projected an 

EPS growth rate of 15.13%, but companies only generated an average annual 

EPS growth rate over the 3-5 years of 9.37%. This projected EPS growth rate 

figure represented the average projected growth rate for over 1,510 

companies, with an average of 4.88 analysts’ forecasts per company. For the 

entire twenty-year period of the study, for each quarter there were on average 

5.60 analysts’ EPS projections for 1,281 companies. Overall, my findings 

indicate that forecast errors for long-term estimates are predominantly 

positive, which indicates an upward bias in growth rate estimates. The mean 

and median forecast errors over the observation period are 143.06% and 
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75.08%, respectively. The forecast errors are negative for only eleven of the 

eighty quarterly time periods: five consecutive quarters starting at the end of 

1995 and six consecutive quarters starting in 2006. As shown in the figure 

below, the quarters with negative forecast errors were for the 3-5 year periods 

following earnings declines associated with the 1991 and 2001 economic 

recessions in the U S .  Overall. Thus, there is evidence of a persistent upward 

bias in long-term EPS growth forecasts. 

The post-1999 period has seen the boom and then the bust in the stock 

market, an economic recession, 9/11, and the Iraq war. Furthermore, and 

highly significant in the context of this study, we have also had the New York 

State investigation of Wall Street firms and the subsequent Global Securities 

Settlement in which nine major brokerage firms paid a fine of $1.5B for their 

biased investment research. 

To evaluate the impact of these events on analysts’ forecasts, the graph 

below provides the average 3-5-year EPS growth rate projections for all 

companies provided in the I/B/E/S database on a quarterly basis from 1988 to 

2006. In this graph no comparison to actual EPS growth rates is made, and 

hence, there is no follow-up period. Therefore, 3-5 year growth rate forecasts 

are shown until 2006, and since companies are not lost due to a lack of follow- 

up EPS data, these results are for a larger sample of firms. Analysts’ forecasts 

for EPS growth were higher for this larger sample of firms, with a more 

pronounced run-up and then decline around the stock market peak in 2000. 

The average projected growth rate hovered in the 14.5%-17.5% range until 
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1995 and then increased dramatically over the next five years to 23.3% in the 

fourth quarter of the year 2000. Forecasted EPS growth has since declined to 

the 15.0% range. 

Q. WHAT IMPACT HAS RECENT STOCK MARKET AND 
REGULATORY DEVELOPMENTS HAD ON ANALYSTS’ EPS 
GROWTH RATE FORECASTS? 

Analysts’ EPS growth rate forecasts have subsided somewhat since the stock 

market peak of 2000. In addition, the apparent conflict of interest within 

investment firms with investment banlcing and analysts’ operations was 

addressed in the Global Analysts Research Settlements (“GARS”). GARS, as 

agreed upon on April 23,2003 between the SEC, NASD, NYSE and ten of the 

largest US. investment firms, includes a number of regulations that were 

introduced to prevent investment bankers from pressuring analysts to provide 

A, 
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EPS growth late forecasts have not significantly changed and continue to be 

overly-optimistic. Analysts’ long-term EPS growth rate forecasts before and 

after the GARS, are about two times the level of historic GDP growth. 

Furthermore, as discussed later in my testimony, historic growth in GDP and 

corpoIate earnings has been in the 7% range 

Finally, these observations are supported by a Wall Street Journal 

article entitled “Analysts Still Coming Up Rosy - Over-Optimism on Growth 

Rates is Rampant - and the Estimates Help to Buoy the Market’s Valuation ” 

The following quote provides insight into the continuing bias in analysts’ 

forecasts: 

Hope springs eternal, says Mark Donovan, who 
manages Boston Partners Large Cap Value Fund. “You 
would have thought that, given what happened in the 
last three years, people would have given up the ghost. 
But in large measure they have not.” 

These overly optimistic growth estimates also show 
that, even with all the regulatory focus on too-bullish 
analysts allegedly influenced by their firms’ investment- 
banking relationships, a lot of tbings haven’t changed: 
Research remains rosy and many believe it always 
wiII.’’ 

Q. IS THE BIAS IN ANALYSTS’ GROWTH RATE FORECASTS 
GENERALLY KNOWN IN THE MARKETS? 

A. Yes. 

Jourizal that discusses the upward bias in analysts’ EPS growth rate forecasts. 

Exhibit .RW-9 provides a recent article published in the Wall Street 

25 Ken Brown, “Analysts Still Coming Up Rosy- Over-Optimism on Growth Rates is Rampant- and the Estimates 
Help to Buoy the Market’s Valuation” WaNSfieef .lorrmol, (January 27,2003), p C1 
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Q. ARE ANALYSTS’ EPS GROWTH RATE FORECASTS LIKEWISE 
UPWARDLY BIASED FOR ELECTRIC UTILITY COMPANIES? 

Yes. To evaluate whether analysts’ EPS growth rate forecasts are upwardly 

biased for electric utility companies, I conducted a study similar to the one 

described above using a group of electric utility companies. The results are 

shown in the chart below. The projected EPS growth rates have declined from 

about six percent in the 1990s to about five percent in the 2000s. As shown, 

the achieved EPS growth rates have been volatile. Overall, the upward bias in 

EPS growth rate projections is not as pronounced for electric utility 

companies it is for all companies. Over the entire period, the average quarterly 

3-5 year projected and actual EPS growth rates are 4.59% and 2.90%, 

respectively. These results are consistent with the results for companies in 

general -- analysts’ projected EPS growth rate forecasts are upwardly-biased 

for utility companies. 

A. 
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Analysts' 3-5-Year Forecasted Versus Actual EPS Growth Rates 
Electric Utility Companies 

1990-2008 

-2 000% - 

Q. ARE VALUE LDVE'S GROWTH RATE FORECASTS SIMILARILY 
UPWARDLY BIASED? 

Yes. Value Line has a decidedly positive bias to its earnings growth rate 

forecasts as well. To assess Value Line's earnings growth rate forecasts, I used 

the Value Line Investment Analyzer. The results are summarized in the table 

below. I initially filtered the database and found that Value Line has 3-5 year 

EPS growth rate forecasts for 2,453 finns. The average projected EPS growth 

rate was 14.6%. This is high given that the average historical EPS growth rate in 

the 1J.S. is about 7%. A major factor seems to be that Value Line only predicts 

negative EPS growth for 47 companies. This is less than two percent of the 

companies covered by Value Line. Given the ups and downs of corporate 

earnings, this is unreasonable. 

A. 
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1 
Average 

Projeeted EPS 
Growth rate 

2,453 14.6% 
Companies 

2 
3 

Number of Percent of 
Negative EPS Negative EPS 

Growth Growth 
Pro,jections Pro,jections 

47 1.9% 

4 

Average Number with Percent with 

Growth rate Historical EPS Historical EPS 
Historical EPS Negative Negative 

Growth Growth - 
2,371 12.9% 476 20.1% 

Companies 
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Q. PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. AVERA’S DCF 
GROWTH RATE. 
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Risk-Free Rate 
Bet:! 
Market Risk Premium 
CAPM Result 

11 

12 

Utility Non- 
Proxy utility 
Group Proxy 

Group 
4.40% 4.40% 
0.84 0.79 

8.90% 8.90% 
11.9% 11.4% 
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A. Dr. Avera’s DCF equity cost rate is overstated because he has relied so heavily 

on the upwardly biased EPS growth rate forecasts of Wall Street analysts and 

Value Line. 

C. CAPM Analvsis 

Q. 

A. 

PLEASE DISCUSS DR. AVERA’S CAPM. 

On pages 37 to 39 and Exhibits WEA-5 and WEA-6, Dr. Avera applies the 

CAPM method to his utility and non-utility proxy groups. The results are 

summarized below: 

Q. 

A. 

WHAT ARE T€IE ERRORS IN DR. AVERA’S CAPM ANALYSIS? 

The major flaw in Dr. Avera’s CAPM analysis is his equity or market risk 

premium of 8.90%. 

Q. PLEASE REVIEW DR. AVERA’S EQUITY OR MARKET RISK 
PREMIUM IN HIS CAPM APPROACH. 

The primary problem with Dr. Avera’s CAPM analysis is the size of the market 

or equity risk premium. Dr. Avera develops an expected market risk premium of 

8.90% by: (1) applying the DCF model to the S&P 500 to get an expected 

A. 
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market return; and (2) subtracting the risk-free rate of interest. Dr. Avera 

estimated marlcet return of 1 3  3% for the S&P 500 equals the sum of the 

dividend yield of 2.4% and expected EPS growth rate of 10.9%. The expected 

EPS growth rate is the average of the expected EPS growth rates from IBES 

and Value Line. The primary error in this approach is that his expected DCF 

growth rate. As previously discussed, the expected EPS growth rates of Wall 

Street analysts and Vahe Line are upwardly biased. Therefore, as explained 

below, this produces an overstated expected market return and equity risk 

premium 

Q. BEYOND YOUR PREVIOUS DISCUSSION OF THE UPWARD BIAS 
IN ANALYSTS’ AND VALUE LINE’S EPS GROWTH RATE 
FORECASTS, WHAT OTHER EVIDENCE CAN YOU PROVIDE 
THAT DR. AVERA’S S&P 500 GROWTH RATE IS EXCESSIVE? 

A. A long-term EPS growth rate of 10.9% is inconsistent with economic and 

earnings growth in the U S .  The long-term economic and earnings growth 

rate in the U S .  has only been about 7%. I have performed a study of the 

growth in nominal GDP, S&P 500 stock price appreciation, and S&P 500 EPS 

and DPS growth since 1960. The results are provided on page 1 of Exhibit 

JRW-10, and a summary is given in the table below. 

GNP, S&P 500 Stock Price, EPS, and DPS Growth 
1960-Present 

S&P 500 DPS 5.77% 
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These results offer compelling evidence that a long-run growth rate of about 

7% is appropriate for companies in the U.,S. By comparison, Dr. Avera’s 

long-run growth rate projection of 10.9% is clearly not realistic. These 

estimates suggest that companies in the U S .  would be expected to: (1) 

increase their growth rate of EPS by over 50% in the future and (2) maintain 

that growth indefinitely in an economy that is expected to grow at about one 

half his projected growth rates. Such a scenario is not economically feasible 

or reasonable. 

Q. PLEASE PROVIDE A SUMMARY ASSESSMENT OF DR. AVERA’S 
EQUITY RISK PREMIUM OF 8.9% DERIVED IJSING AN 
EXPECTED MARKF,T WTURN OF 13.3%. 

A. Dr. Avera’s equity risk premium derived from an expected market return of 

13.3% is inflated and does not reflect current market fundamentals or 

prospective economic and earnings growth. As previously discussed, at the 

present time stock prices (relative to earnings and dividends) are high while 

interest rates are low Major stock market upswings that produce above 

average returns tend to occur when stock prices are low and interest rates are 

high. Thus, current market conditions do not suggest above-average expected 

market return. Consistent with this observation, the financial forecasters in the 

Federal Reserve Bank of Philadelphia survey expect a market return of 6.80% 

over the next ten years. In addition, the third quarter 2008 CFO Magazine - 

Duke University Survey of over 500 CFOs shows an expected return on the 

S&P 500 of 7.79% over the next ten years. 
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Q. 

A. 

Q. 

A. 

TO CONCLUDE THIS DISCUSSION, PLEASE SUMMARIZE DR. 
AVERA’S MARKET RISK PREMIUM AND CAPM RESULTS IN 
LIGHT OF THE EVIDENCE ON RISK PREMIUMS IN TODAY’S 
MARKETS. 

Dr. Avera’s market risk premium of 8.9% is well in excess of the equity risk 

premium estimates discovered in recent academic studies by leading finance 

scholars and is especially out of touch with the real world of finance. 

Investment banks, consulting firms, and CFOs use the equity risk premium 

concept every day in malung financing, investment, and valuation decisions. 

The results of studies and surveys from the real world of finance indicate an 

equity risk premium in the 4 percent range and not in the 8 percent range. 

D. Expected EarninPs Approach 

PLEASE DISCUSS DR. AVERA’S EXPECTED EARNINGS 
ANALYSIS. 

In pages 39-41 of his testimony and Exhibit WEA-7, Dr. Avera estimates an 

equity cost rate of 11 8% for the Company employing an approach he calls the 

Expected Earnings (“EE”) approach. His methodology simply involves using 

the expected ROE for the companies in his proxy group as estimated by Value 

Line. This approach is fundamentally flawed for several reasons. First, these 

results include the profits associated with the unregulated operations of the 

utility proxy group. As previously noted, the unregulated operations are 
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significant for several of the utility proxy companies. More importantly, since 

Dr. Avera has not evaluated the market-to-book ratios for these companies, he 

cannot indicate whether the past and projected returns on common equity are 

above or below investors' requirements. These returns on common equity are 

excessive if the market-to-book ratios for these companies are above 1 .O. For 

example, Constellation Energy's projected return on equity is 16.9%. 

However, I doubt if any financial analyst, including Dr. Avera, would suggest 

that Constellation has an equity cost rate of 16.9%. Indeed, the market-to- 

book ratio for Constellation is about 2.0X. This indicates that its return on 

equity is above its cost of equity capital. 

E. Flotation Costs 

Q. PLEASE DISCUSS DR. AVERA'S ADJUSTMENT FOR FLOTATION 
COSTS. 

A. While making no specific adjustment, Dr. Avera bas recommended that 

flotation costs be considered in setting a return on equity for the Company. 

This consideration is erroneous for several reasons. First, the Company has 

not identified any actual flotation costs. Therefore, the Company is requesting 

annual revenues in the form of a higher return on equity for flotation costs that 

have not been identified. Second, it is commonly argued that a flotation cost 

adjustment (such as that used by the Company) is necessary to prevent the 

dilution of the existing shareholders. In this case, a floatation cost adjustment 
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is ,justified by reference to bonds and the manner in which issuance costs are 

recovered by including the amortization of bond flotation costs in annual 

financing costs. However, this is incorrect for several reasons: 

(1) If an equity flotation cost adjustment is similar to a debt flotation cost 

adjustment, the fact that the market-to-book ratios for utility companies are 

over 1.5X actually suggests that there should be a flotation cost reduction (and 

not increase) to the equity cost rate. This is because when (a) a bond is issued 

at a price in excess of face or book value, and (b) the difference between 

market price and the hook value is greater than the flotation or issuance costs, 

the cost of that debt is lower than the coupon rate of the debt. The amount by 

which market values of utility companies are in excess of book values is much 

greater than flotation costs. Hence, if cominon stock flotation costs were 

exactly like bond flotation costs, and one was making an explicit flotation cost 

adjustment to the cost of common equity, the adjustment would be downward; 

(2) If a flotation cost adjustment is needed to prevent dilution of existing 

stockholders’ investment, then the reduction of the book value of stockholder 

inveshnent associated with flotation costs can occur only when a company’s 

stock is selling at a market price at/or below its book value. As noted above, 

utility companies are selling at market prices well in excess of book value. 

Hence, when new shares are sold, existing shareholders realize an increase in 

the book value per share of their investment, not a decrease; 

(i) Flotation costs consist primarily of the underwIiting spread or fee and not 

out-of-pocket expenses. On a per share basis, the underwriting spread is the 
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difference between the price the investment banker receives f?om investors 

and the price the investment banker pays to tbe company. Hence, these are 

not expenses that must be recovered through the regulatory process. 

Furthermore, the underwriting spread is known to the investors who are 

buying the new issue of stock, who are well aware of the difference between 

the price they are paying to buy the stock and the price that the Company is 

receiving. The offering price which they pay is what matters when investors 

decide to buy a stock based on its expected return and risk prospects. 

Therefore, the company is not entitled to an adjustment to the allowed return 

to account for those costs; and 

(4) Flotation costs, in the form of the underwriting spread, are a form of a 

transaction cost in the market. They represent the difference between the 

price paid by investors and the amount received by the issuing company. 

Whereas the Company believes that it should be compensated for these 

transactions costs, they have not accounted for other market transaction costs 

in determining a cost of equity for the Company. Most notably, brokerage fees 

that investors pay when they buy shares in the open market are another market 

transaction cost. Brokerage fees increase the effective stock price paid by 

investors to buy shares. If the Company had included these brokerage fees or 

transaction costs in their DCF analysis, the higher effective stock prices paid 

for stocks would lead to lower dividend yields and equity cost rates. This 

would result in a downward adjustment to their DCF equity cost rate. 
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1 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

2 A. Yes. 
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Appendix A 
Educational Background, Research, and Related Business Experience 

J. Randall Woolridge 

J. Randall Woolridge is a Professor of Fmance and the Goldman, Sachs & Co. and Frank P. Smeal Endowed 
Faculty Fellow in Business Administration in the College of Business Administration of the Pennsylvania State 
University in University Park, PA In addition, Professor Woolridge is Director of the Smeal College Trading Room and 
President and CEO of the Nittany L.ion Fund, L.LC. 

Professor Woolridge received a Bachelor of Arts degree in Economics from the University of North Carolina, a 
Master of Business Administration degree from the Pennsylvania State University, and a Doctor of Philosophy degree in 
Business Administration (major area-fmance, minor area-statistics) from the University of Iowa. At Iowa he received a 
Graduate Fellowship and was awarded membership in Beta Gamma Sigma, a national business honorary society. He 
has taught Finance courses at the University of Iowa, Cornel1 College, and the University of Pittsburgh, as well as the 
Pennsylvania State University These courses include corporation finance, commercial and investment banking, and 
investments at the undergraduate, graduate, and executive MBA levels. 

Professor Woolridge's research has centered on the theoretical and empirical foundations of corporation finance 
and financial markets and institutions, He has published over 35 articles in the best academic and professional journals in 
the field, including the .Joirrnal of Finance, the .Joirriial ofliinancial Econoniics, and the Hanmrd Bitsii1es.s Review His 
research has been cited extensively in the business press His work bas been featured in the NEW Yorlc E m s ,  Forbes, 
Forfiine, I7ie Ecortoiuisl, Fincincial Woi.ld, Banoii!s, Wall Streef .Ioirrnol, Birrinerr Week, Washingfon Post, Investoa' 
Birrinerr D d y ,  Worfli Mcigaziite, USA Today, and other publications In addition, Dr Woolridge has appeared as a 
guest to discuss the implications of his research on CNN's Money Une,  CNBC's Morning Col/ and Birsiiiess Today, 
and Bloomberg Televisions' Morrting Call. 

Professor Woolridge's popular stock valuation book, The StreetSniart Guide to Valuing a Stock WcGraw- 
Hill, 2001), was released in its second edition. He bas also co-authored Spiiiofls arid Eqirify Carve-Outr: Achieving 
Faster- Growth arid Better Perforiliarice (Financial Executives Research Foundation, 1999) as well as a new 
textbook entitled Applied Principles ofFiiiance (Kendall Hunt, 2006). Dr. Woolridge is a founder and a managing 
director ofwww.valueuro.net - a stock valuation website. 

Professor Woolridge has also consulted with and prepared research reports for major corporations, financial 
institutions, and investment banking firms, and government agencies. In addition, he has directed and participated in 
over 500 university- and company- sponsored professional developnient programs for executives in 25 counbies in 
North and South America, Europe, Asia, and Mica.  

Dr. Woolridge bas prepared testimony and/or provided consultation services in the following cases: 

Pennsylvania: Dr. Woolridge has prepared testimony on behalf of the Pennsylvania Office of Consumer Advocate 
in the following cases before the Pennsylvania Public Utility Commission; Bell Telephone Company (R-8118 19), 
Peoples Natural Gas Company (R-832315), Pennsylvania Power Company (R-832409), Western Pennsylvania 
Water Company (R-832381), Pennsylvania Power Company (R-8427401, Pennsylvania Gas and Water Company 
(R-850178), Metropolitan Edison Company (R-860384), Pennsylvania Electric Company (R-860413), North Penn 
Gas Company (R-860535), Philadelphia Electric Company (R-870629), Western Pennsylvania Water Company (R- 
870825), York Water Company (R-870749), Pennsylvania-American Water Company (R-8809161, Equitable Gas 
Company (R-880971), the Bloomsburg Water Co. (R-891494), Columbia Gas of Pennsylvania, Inc, (R-891468), 
Pennsylvania-American Water Company (R-90562), Breezewood Telephone Company (R-901666), York Water 
Company (R-901813), Columbia Gas of Pennsylvania, Inc. (R-901873), National Fuel Gas Corporation (R-911912), 
Pennsylvania-American Water Company (R-9 11909), Borough of Media Water Fund (R-9121501, UGI Utilities, 
Inc. - Elechic Utility Division (R-922195), Dauphin Consolidated Water Supply Company - General Waterworks of 
Pennsylvania, Inc, (R-932604), National Fuel Gas Corporation (R-932548), Commonwealth Telephone Company (I- 
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920020), Conestoga Telephone and Telegraph Company (I-920015), Peoples Natural Gas Company (R-932866), 
Blue Mountain Consolidated Water Company (R-932873), National Fuel Gas Corporation (R-942991), UGI - Gas 
Division (R-953297), UGI - Electric Division (R-95.3534), Pennsylvania-American Water Company (R-973944), 
Pennsylvania-American Water Company (R-994638), Philadelphia Suburban Water Company (R-994868;R- 
994877;R-994878; R-9948790), Philadelphia Suburban Water Company (R-9948681, Wellsboro Electric Company 
(R-00016356), Philadelphia Suburban Water Company (R-00016750), National Fuel Gas Corporation (R- 
00038168), Pennsylvania-American Water Company (R-00038304), York Water Company (R-00049165), Valley 
Energy Company (R-00049345), Wellsboro Electric Company (R-000493 13), National Fuel Gas CoIporation (R- 
00049656), T W., Phillips Gas and Oil Co. (R-00051178), PG Energy (R-00061365), City of Dubois Water 
Company (Docket No. R-00050671), R-00049165), York Water Company (R-00061322), Emporium Water 
Company (R-00061297), Pennsylvania-Amen’can Water Company (R-00072229), 

New Jersey: Dr, Woolridge prepared testimony for the New Jersey Department ofthe Public Advocate, Division of Rate 
Counsel New Jersey-American Water Company (R-91081399.J), New Jersey-American Water Company (R- 
920909083), and Enwonmental Disposal Corp (R-94070319), 

Alaska: Dr. Woolridge prepared testimony for Attorney General’s Office of Alaska: Golden Heart Ut 

Water and Wastewater Utility (TA-106-122). 

Arizona: Dr. Woolridge prepared testimony for Utility Division staff of the Arizona Corporation Commission, Arizona 
Public Service Company (Docket No E-01345A-06-0009) 

Hawaii: DI. Woolridge prepared testimony for the Hawaii Office of the Consumer Advocate: 
Community Services, Inc, (Docket No. 7718). 

Delaware: Dr. Woolridge prepared testimony for the Delaware Division of Public Advocate: Artesian Water Company 
(R-00-649). Dr. Woolridge prepared testimony for the staff of the Public Service Commission: Artesian Water 
Company (R-06-158) 

Ohio: Dr. Woolridge prepared testimony for the Ohio Office of Consumers’ Council SBC Ohio (Case No 02-1280- 
TP-UNC R-00-6491, and Cincinnati Gas & Electric Company (Case No. 05-0059-EL.-AIR) 

Texas: Dr, Woolridge prepared testimony for the Atmos Cities Steering Committee: Mid-Texas Division of A b o s  
E.nergy C o p .  (Docket No 9670)., 

New Yorlc: Dr. Woolridge prepared testimony for the County of Nassau in New York State: Long Island Lighting 
Company VSC Case No 942354). 

Florida: Dr. Woolridge prepared testimony for the Office of Public Counsel in Florida: Florida Power & L.ight Co. 
(Docket No, 050045-EL,). 

Indiana: Dr. Woolridge prepared testimony for the Indiana Office of Utility Consumer Counsel (OUCC) in the 
following cases: Southern Indiana Gas and Electric Company (IURC Cause No. 43 11 1 and IURC Cause No. 43 112). 

Oklahoma: Dr. Woolridge prepared testimony for the Oklahoma Industrial Energy Companies (OIEC) in the following 
cases: Public Service Company of Oklahoma (Cause No PUD 200600285), Oklahoma Gas & E.lectric Company (Cause 
No PUD 20070001 2 

es Corp., (Water Public Utility Service TA-29-118 and Sewer Public Utility Service TA-82-97), Anchorage 

East Honolulu 
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Educational Background, Research, and Related Business Experience 

J .  Randall Woolridge 

Connecticut: Dr, Woolridge prepared testimony for the Office of Consumer Counsel in Connecticut 
Illuminating (Docket No. 96-03-29), Yankee Gas Company (Docket No. 04-06-01), Southern Connec 
Company (Docket No 03-03-17), the United Illuminating any (Docket No. 05-06-04), Connecticut L.ight and 
Power Company (Docket No. 05-07-18), Birmingham U , Inc, (Docket No 06-05-10), Connecticut Water 
Company (Docket No. 06-07-08), Connecticut Natural Gas Corp. (Docket No. 06-03-04), Aquarion Water Company 
(Docket No 07-05-09), Yankee Gas Company (Docket No. 06-12-02), and Connecticut Light and Power Company 
(DocketNo 07-07-01). 

California: Dr Woolridge prepared testimony for die OEce of Ratepayer Advocate in California: San Gabriel Valley 
Water Company (Docket No. 05-08-021), Pacific Gas & E,lectric (Docket No. 07-05-008), San Diego Gas & E.lectric 
(Docket No 07-05-007), and Southern California Edison (Docket No, 07-05-00.3). 

South Carolina: Dr. Woolridge prepared testimony for the Office of Regulatory Staff in South Carolina: 
Carolina Electric and Gas Company (Docket No. 2005-113-G), 
Tega Cay Water Company (Docket No, 2006-97-WS), United U 

Missouri: Dr. Woolridge prepared testimony for the Department of Energy in Missouri: Kansas City Power & Light 
Company (CASE, NO. ER-2006-0314). Dr Woolridge prepared testimony for the Office of Attorney General of 
Missouri: Union Electric Company (CASE NO, E,R-2007-0002). 

Kentucky: Dr. Woolridge prepared testimony for the Office of Attorney General in Kentucky: Kentucky-American 
Water Company (Case No. 2004-00103), Union Heat, Light, and Power Company (Case No, 2004-00042), Kentucky 
Power Company (Case No. 2005-00341), Union Heat, Light, and Power Company (Case No, 2006-00172), Ahnos 
Energy Corp. (Case No, 2006-00464), Columbia Gas Company (Case No 2007-00008), Delta Natural Gas Company 
(Case No 2007-00089), Kentucky-American Water Company (Case No. 2007-00143) 

Washington, D.C.: Dr. Woolridge prepared testimony for the Office of the People's Counsel in the District of Columbia: 
Potomac Electric Power Company (Formal Case No. 939). 

Washington: Dr Woolridge consulted with trial staff of the Washington Utilities and Transportation Commission 
on the following cases: Puget E.nergy Corp, (Docket Nos. UE-011570 and UG-011571); and Avista Corporation 
(DocketNo. UE-O11514)., 

Kansas: Dr, Woolridge prepared testimony on behalf of the Kansas Citizens' Utility Ratepayer Board in the following 
cases: Western Resources Inc. (Docket No, 01-WSRE-949-GIE), UtiliCorp (Docket No. 02-UTCG7OI-CIG), and 
Westar Energy, Inc (Docket No, 05-WSEE-981-RTS). 

FERC: Dr Woolridge has prepared testimony on behalf of the Pennsylvania Office of Consumer Advocate in the 
following cases before the Federal E,nergy Regulatory Commission: National Fuel Gas Supply Corporation (Rp-92-73- 
000) and Columbia Gulf Transmission Company oZp97-52-000). 
Vermont: Dr. Woolridge prepared testimony for the Department of Public Service in the Central Vermont Public 
Service (Docket No. 6988) and Vermont Gas Systems, Inc (Docket No. 7160). 

South 
ina Water Service Co. Pocket No. 2006-87-WS), 
Companies, Inc, Pocket No. 2006-107-WS). 
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Exhibit JRW-1 

Kentucky Utilities Company 
Cost of Capital 

Electric Utility Operations 

* Capitalization ratios developed on page 1 of Exhibll J R W J  
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Exhibit JRWJ 
Kentucky Utilities Company 

Capital Structure Ratios 

Panel A - KU Recommended Capitalization Ratios 
I I Capitalization I 

Long-Term Debt 44.67% - 
Common Equity 52.63% 

Source: Testimony of Mr S Bradford Rives 
Total Capital 100.00% 

Panel B - KU - OAG Capitalization Ratios 
Electric Utility Operations 

1 Short-Term Debt 55.598 2.70%i 
Long-Term Debt 916,790 44.67% 
Common Equity 1,080,552 52.63% 
Total 2,052,940 100.00% 
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Exhibit .JRW-3 
Kentucky Utilities Company 

Cneilnl Structure Ratins 
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Industry Avernge Betas 

Number Number 
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Exhibit JRW-6 

Kentucky Utilities Company 
Discounted Cash Flow Analysis 

Electric Proxy Group 

Adjustment Factor 
Adjusted Dividend Yield 

* Page 2 of Exhibit JRW-6 
** Based on data provided on pages 3,4, and 

5 of Exhibit JRW-6 
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Exhibit JRW-6 

Page Z oI 5 

,uDL Holdings Corporation (NYSE-UIL) 5.6% 5.5% 5.4% 5.9% 5.1% 4.9% 5.4% 
UniSource Energy Corporation (NYSEJJNS) 3.6% 2.9% 2.8% 3.2% 2.9% 3.1% 3.1% 
Xcel EnaRy Inc. (NYSE-XEL) 4.4% 4.3% 4.6% 4.8% 4.6% 4.4% 4.5% 
Mean 4.3% 4.3% 4.4% 4.1% 4.3% 4.2% 4.4% , 

Exhibit JRW-6 

Kentucky Utilities Company 
Monthly Dividend Yields 

May-October 2008 
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Exhibit JRW-6 

Kentucky Utilities Company 
DCF Equity Cost Growth Rate Measures 

Value L.im Historic Growth Rates 

Electric Proxy Group 
I Vulue L.irte Historic Growth , I 

Company Pnst 10 Years I Past 5 Years 
I I I Book 
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Ediibit JRW-6 

Kenhrcky Utilities Company 
DCI; Equity Cost Growth Rntc Measures 

Valiie Line Projected Growth Rates 
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Exhibit JRW-6 

Kentucky Utilities Company 
DCF Equity Cost Growth Rate Measnres 

Aualysts Projected EPS Growth Rate Estimates 

Electric Proxy Group 

Bloomberg Zack's 

~~~~ 

Median I I 6.50% I 3.0 3.0 I 
Source:Bloambcrg - Oclober ?0.?008 

Sourcc:Bloombcrg Sept. 2008 
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Exhibit JRW-7 

Capital Asset Pricing Model 

Electric Proxy Group 
)Risk-Free Interest Rate 4.50%1 

* See page 2 of Exhibit JRW-7 
** See page 3 of Exhibit JRW-7 



CaseNo 2008-00251 
Exhibit JRW-7 

Page 2 of5 

Exhibit JRW-7 

Kentucky Utilities Company 
Beta 

oration NYSE-AEE 
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Exhibit JRW-7 

Kentucky Utilities Company 

Survey of Professional Forecasters 
Philadelphia Federal Reserve Bank 

Long-Term Forecasts 

Table Seven 
LONG-TERM (10 YEAR) FORECASTS 

SliRlES: RE.41. GDI’ 
s 1 A I IS r IC 

MINIMUM 1 600 

MEDIAN 2 500 
UPPER QUARTILE 2 750 
MAXIMUM 4 200 

LOWER QUARTIL,E 2 200 

STD. DEV 

MISSING 

2 520 
0.520 

45 

;ERIES. PRODUCTIVITY GROWTH 
;TATISTIC 
vIINIMUM 0 900 
.OWER QUARTILE 1 800 
bfEDIAN 2 000 
R P E R  QUART1L.E 2 200 
VlAXIMUM 3 000 

MEAN 2 000 
STD DEV 0 390 
N 39 
MISSING 11 

SERIES: BOND RETURNS (10-YEAR) 
STATISTIC 
MINIMUM 3 200 
LOWER QUARTILE 4 500 
MEDIAN 5 000 
UPPER QUARTIL,E 5 200 
MAXIMUM 5 800 

MEAN 
STD DEV. 
N 

4 840 
0 590 

38 

MINIMUM 2 200 
LOWER QUARTILE 2 500 
MEDIAN 2 750 
UPPER QUARTILE 2 800 
W I M U M  3 100 

2 700 
0 230 

43 

MEAN 
STD DEV 
N 
MISSING 7 

2 700 
6 000 
6 500 
8 000 
9 000 

6 800 
1300 

31 
19 

SERIES: BILL RETURNS (3-MONTH) 
STATISTIC 
MINIMUM 2 400 
LOWER QIJARTLE 3 000 
MEDIAN 4 000 
UPPER QrJARTlLE 4 250 
MAXIMUM 5 300 

MEAN 
STD. DEV. 
N 

3.840 
0 680 

38 
MISSING 121 IMISSING 12 
Soune: Pliiladelphia Federal Researve Bank, Survey of Professional Forccaslen, Feblualy 12,2008 
htto:l/w.ohil.frb.or4nileslspf/sofa 107,~df 
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Exhibit JRW-7 

Kentucky Utilities Company 
CAPM 

Real S&P 500 EPS Growth Rate 
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Abbott Labs 
Aflac Inc 
Allergan Inc 
Allstate Corp 
Anlieuser-Busch 
Automatic Data Proc 
Bank of America 
Bard (C R ) 
Becton Dickinson 
Brown-Forman 'B' 
Coca-Cola 
Colgate-Palmolive 
Commerce Bancshs 
Fortune Brands 
Gannett Co 
Gen'l Electric 
Gen'l Milis 
Genuine Parts 
Heinz (H 1 ) 
Hormel Foods 
,Johnson & Johnson 
Kimberly-Clark 
KnR Foods 
Lilly (Eli) 
Lockheed Martin 
Medtronic Inc 
Meredith Corp 
NIKE Inc '8' 
Northrop Grumman 
PepsiCo Inc 
Pfizer Inc. 
Procter & Gamble 
Sigma-Aldrich 

Taotsie Roll Ind 
Torchmark Corp 
United Parcel Sew. 
Walgreen Co 
Wal-Mart Stores 
Wasliington Federal 
Washington Post 

sysco Corp 

Exbibit JRW-8 
Kentucky Utilities Company 

Financial Performance Indicators - Dr. Avera's Non-Utility nnd Utility Proxy Groups 

70 20 
79.50 
25 60 
99 20 
41 40 
92.50 
82 00 
80 50 
86 90 
3790 
72,40 
59 00 
68 80 

Constellation Energy 
Dominion Resources 
Duke Energy 
Entergy Corp. 
Exelon Corp 
Interns Energy 
MDU Resources 
PG&E Corp. 
Public Sew Enterprisi 
SCANACorp 
Sempra Energy 
Vectren Corp 
Wisconsin Enersy 

24 91 
I8 37 
I5 38 
21.21 
67, I I 
I9 83 
10 39 
21,99 
22 42 
25 50 
27 50 
86 54 
I3 52 
14.09 
1138 
I9 44 
19.76 
18.63 
44. 75 
15 78 
27 89 
35.63 
10.64 
28,27 
29 60 
25 87 
20,26 
22 16 
9 81 

32 22 
23,51 
1746 
1924 
32 44 

8 08 
I5 70 
35.86 
18.38 
I9 94 
1024 
8 33 

5 01 
2 45 
3 46 
0 80 

1435 
3 68 
0 78 
4 42 
4 04 
4 25 
4 95 

I7 39 
2 08 
I 09 
0 28 
1 74 
3 55 
2 15 
7 29 
2 I 7  
4 22 
4 99 
I 6 6  
2 83 
3 88 
4 04 
I 1 2  
3 75 
0 91 
5 31 
1 8 0  
2 90 
3 87 
4 58 
2 02 
0 98 
4 42 
2 19 
3 34 
114 
0 97 

3 45 

5 74 

I 8 9  
10 78 

6 39 
2 55 
5 15 
3 40 
4 57 

5 04 
2 84 
2 22 
4 39 

25 45 
4 78 
6 41 
4 31 
2 26 
3 46 
2 I 7  
9 69 
6 09 
7 84 
9 85 
6 79 
3 52 
3 08 
4 05 
2 99 

12 98 
2 45 

2 81 
6 56 
3 86 

3 26 

Return on Price To Fixed Common 

1 1  26 61.90 
-I 

85 701 IConsol Edison 1043 132 
1466 0 8 6  
1486 2 39 
718 0 9 9  

1442 223 
2689 3 5 9  
5 4 9  112 

1280 148 
I166 1 5 5  
I807 217  
1081 1 4 0  
1 3 5 1  1 3 6  
I 1  59 148 
1085 156 

0.66 53,lO 
2 11 52.40 
07.3 41,lO 
0.41 69.10 
0 55 43.90 
0 7 8  45,70 
2.31 58.30 
1.16 6840 
0 56 50.40 
0 9 7  45.50 
0.61 49.70 
0,,71 63 70 
0.90 49 80 
055 49.20 

lye 12.67 1.63 0.90 53.88 

?8 50 
84 30 
86 00 
54 30 
67 90 
74 80 
69 50 
66 50 
69 00 
94 70 
80 GO 
80 20 
89 80 
73 20 
88 GO 
63 30 
98 80 
82 I O  
61 90 

10000 
65 YO 

loo00 
89 30 

Weis Markels 7.05 1.26 4.64 ioo.00 
Avenge 23.53 3.53 5.44 73.66 
Data Source: Vflliiu Liiic Iiiveeumreiil Aimlyzer 
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Study Suggests Bias in Analysts' Rosy Forecasts 
By ANDREWEDWARDS 
Bh,cR 21, 2000. ? u ~ s  C6 

Despite an economy teetering onthe bnnk of a recession -- if not alreadyin one -- 
analysts are stJu. paintrig a rosy picture of earnings growth, accordmg to a study done 
by Penn State's Smeal College ofBusiness 

The report questions analysts' impartiatrty five years after then-New York Attorney 
General Eliot Spitzer forced analysts to pay $1 5 blllion in damages after findmg 
evidence of bias 

"Wall Street analysts basically do two thtngs: recommend stocks to buy and forecast 
earnings." said J Randall Woolridge, professor of finance "Previous studies suggest 
their stock recommendations do not perform well, and now we show that their long- 
term earnings-per-share growth-rate forecasts are excessive and upwardly biased " 

The report, which examined analysts' long-term (three to five years) and one-year per- 
share earnings expectations %om 1984 through 2006 found that companies' long-term 
earnings growth surpassed analysts' expectations in only two instances. and those came 
right after recessions 

Over the entire time period, analysts' long-term forecast earnings-per-share growth 
averaged 14 7%, compared with actual growth of 9 1%, One-year per-share earnings 
expectations were sltghtly more accurate. The average forecast was for 13 8% growth 
and the average actual growth rate was 9 8% 

"A sgmficant factor in the upward bias in long-term earnings-rate forecasts is the 
reluctance of analysts to forecast" profit declines, Mr Woolndge said The study found 
that nearly one-third of all companies experienced profit drops over successive three- 
to-five-year periods, but analysts projected drops less than 1% of the time 

The study's authors said, "Analysts are rewarded for biased forecasts by their 
employers, who want them to hype stocks so that the brokerage house can garner 
tsadmg commissions and win underwribng deals " 

They also concluded that analysts are under pressure to hype stocks to generate 
tsadmg commissions, and they often don't follow stocks they don't like 

Wite to Andrew Edwards at andrew edwards@dowjones corn 
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Growth Rates 
GNP, S&P 500 Price, EPS, and DPS 
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Direct Testimony of 
Michael J. Majoros, Jr. 

Case Nos. 2008-00251 and 2008-00252 

1 I. 

2 Q- 

3 A. 

4 

5 

6 Q. 

7 A,, 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 Q. 

20 A. 

21 

22 

Introduction 

State your name, position, and business address. 

My name is Michael J .  Majoros, Jr. I am Vice President of Snavely King Majoros 

O’Connor & Lee, Inc. (“Snavely King”), located at 11 11 14”’ Street, N.,W,,, Suite 

300, Washington, D.C,, 20005. 

Describe Snavely King. 

Snavely King is an economic consulting firm founded in 1970 to conduct research 

on a consulting basis into the rates, revenues, costs, and economic performance of 

regulated firms and industries. Snavely King represents the interests of 

government agencies, businesses, and individuals who me consumers of telecom, 

public utility, and transportation services. 

We have a professional staff of twelve economists, accountants, engineers 

and cost analysts. Most of our work involves the development, preparation, and 

presentation of expert witness testimony before Federal and state regulatory 

agencies. Over the course of our 37-year history, members of the firm have 

participated in more than 1,000 proceedings before almost all of the state 

commissions and all Federal commissions that regulate utilities or transportation 

industries. 

Have you prepared a summary of your qualifications and experience? 

Yes, Appendix A is a summary of my qualifications and experience. Appendix B 

contains a tabulation of my appearances as an expert witness before state and 

Federal regulatory agencies. 

Page 1 of 7 
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1 Q- 

2 A. 

3 

4 11. 

5 Q- 

6 A. 

7 

8 Q. 

9 

10 

11 

12 A. 

13  

14 

15 

16 111. 

17 Q. 

18 A. 

19 

20 

21 

22 

23 

For whom are you appearing in this proceeding? 

I am appearing on behalf of the Attorney General of the Commonwealth of 

Kentucky (“AG”). 

Subiect of Testimony 

What is the subject of your testimony? 

My testimony addresses depreciation, specifically the Companies’ regulatory 

liabilities for cost of removal. 

Are you the same Michael J. Majoros, Jr. who submitted testimony in Case 

Nos. 2007-00564 and 2007-00565, Louisville Gas and Electric Company and 

Kentucky Utilities’ (“LG&E,” “KU,” or, collectively “the Companies”) 

recent depreciation study f i g s ?  

Yes, I am. In those cases I reviewed the Companies’ depreciation proposals and 

submitted my own recommended depreciation rates. My recommended rates 

have been incorporated by Attorney General witness Robert Henkes in his 

depreciation adjustment in the instant cases. 

Cost of Removal Reeulatory Liability 

What is the cost of removal regulatory liability? 

The cost of removal regulatory liability is the amount of money the Companies 

have collected over time for cost of removal, less any amount expended for that 

purpose The Financial Accounting Standards Board’s (FASB) Statement of 

Financial Accounting Standard No. 143 (“SFAS No. 143”) requires these amounts 

to be shown as a regulatory liability for GAAP purposes. For ratemaking 

purposes the amounts are included in accumulated depreciation. [Jnless the state 

, 

Page 2 of 7 
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1 

2 

4 

5 A. 

6 

I 

8 

9 
10 
11 
12 
1 3 
14 
15 
16 Q. 

17 

18 A. 

19 

20 

21 

22 Q. 

23 

regulatory body takes action, these mounts are not specifically recognized as 

regulatory liabilities for ratemaking purposes 

Did you discuss the Companies' cost of removal regulatory liabilities in your 

testimony in Case Nos. 2007-00564 and 2007-00565? 

Yes. I discussed the liabilities briefly on pages 18 and 19 of my direct testimony 

in those cases, and noted that as of December 31, 2007, KU and LG&E. had 

reported $291 .,6 million and $241 million cost of removal regulatory liabilities, 

respectively.' I also noted the following growth of these regulatory liabilities: 

These regulatory liabilities have increased by $56.5 million (KU) 
and $33.1 million (LG&E), from the amounts I highlighted in Case 
Nos. 2003-00433 and 200.3-00434. In other words, just since their 
last rate cases, the Companies have collected almost $90 million 
more from ratepayers than they have spent on actual cost of 
removal? 

Did you make any recommendations in those cases regarding the cost of 

removal regulatory liabilities? 

No, I did not. Although I normally would make recommendations regarding the 

cost of removal regulatory liability, in Case Nos. 2007-00564 and 2007-00565 I 

chose to focus instead on the Companies' unnecessary switch to the ELG 

procedure and the inclusion of future inflation in their cost of removal estimates. 

What do you normally recommend regarding the cost of removal regulatory 

liability? 

Note that since the Companies became subsidiaries ofE.ON, they are no longer required to file reports I 

with the SE.C The most recent SEC financial reports available are as of September 30,2006 2007 
amounts provided in responses to AG 1-100 (L.G&E), 1-9.3 and 2-6 (KU). KU amount is KY 
.jurisdictional 

Majoros Direct Testimony, CaseNos 2007-00564 and 2007-00565, page 19. Footnote deleted, 
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In most cases I recommend that this liability be reclassified from accumulated 

depreciation to Account 254 - Other Regulatory Liabilities for regulatory 

accounting, reporting and ratemaking purposes. Based on the policy decisions of 

some consumer advocate clients, 1 have also recommended that the regulatory 

liability be returned to ratepayers h o u g h  a specific amortization period. 

Have you made similar recommendations before the Kentucky Public 

Service Commission (“WSC”)? 

Yes. In KU and L.G&E’s most recent rate cases, Case Nos. Nos. 2003-00433 and 

200.3-00434 I recommended that the existing cost of removal reserve be 

amortized back to ratepayers in the post-hearing briet3 The Commission rejected 

my rec~mmendation.~ More recently, I proposed the establishment of a 

regulatory liability for ratemaking purposes in Case No. 2005-00042 regarding 

Union Light, Heat and Power Company. The proposal was not accepted.s 

Why have you brought up the issue in this case? 

I have brought the issue up because Staff explicitly asked the Companies about it 

during discovery. Staff Third Data Request Question No. 21(c) (LG&E) and No. 

22(c) (KU) asked the Company to “describe all favorable and unfavorable 

consequences to [LG&E/KU] if the Commission were to require reclassification 

of [LG&E’s/KU’s] asset removal costs from accumulated depreciation to a 

1 A. 

2 

3 

4 

5 

6 Q. 

7 

8 A. 

9 

10 

11 

12 

13 

14 Q. 

15 A. 

16 

17 

18 

19 

, 
Orders, Case Nos 2003-00433, pages 29-30 and 2003-00434, page 25 

“ Orders, Case Nos 2003-00433 and 2003-00434, pages 32 and 27, respectively 
’Case No 2005-00042, Order issued December 22,2005, p 39 
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regulatory liability account for regulatory reporting purposes.”6 1 have quoted 

LG&E’s response below. KIJ provided a similar response. 

If the Commission were to require the reclassification of LG&E’s 
costs of removal from accumulated depreciation to a regulatory 
liability account for regulatory reporting purposes, a favorable 
consequence would be that it would create consistency between 
GAAP reporting and regulatory reporting. An unfavorable 
consequence would be the inconsistency that would be created 
with prior years’ regulatory reporting. There would be no impact 
on the ratemaking treatment of the costs of removal, regardless of 
where they are recorded, since a basic concept behind including 
cost of removal as a component of depreciation rates is to prevent 
generational inequities. No other consequences have been 
identified by L.G&E7 

Q. 

A. 

What is your opinion of the Companies’ responses? 

The responses indicate that even LG&E and KU agree there are no real 

consequences of reclassifymg the cost of removal regulatory liabilities from 

accumulated depreciation to a regulatory liability account for ratemaking 

purposes. The alleged consequence of “inconsistency with prior reporting” does 

not have merit in this case. After all, the requirement to reclassify the amounts 

for GAAP purposes only came into being relatively recently, with the 

implementation of SFAS No. 143 in 2003. Because the FERC declined to require 

the reclassification for regulatory purposes an inconsistency developed between 

the GAAP and regulatory books. Furthermore, the Companies obviously do not 

shy away from accounting changes, as evident by their proposed unnecessary 

switch from ALG to ELG for computing depreciation rates - a procedure change 
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Staff 3rd Data Request, Qs 2l(c) (LG&E) and 22(c) (KU) Note that KU was initially asked the question 
in Staff’s 2”“ Data Request, Q 98(c) but did not address the question to Staffs satisfaction ’ Staff 3‘d Data Request, Q 2l(c) (lG&E) 
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that would cause a $34.6 million increase to depreciation expense, all other things 

being equal.' 

Do you see any favorable consequences of the reclassification that the 

Companies failed to mention? 

Yes,. As I mentioned earlier, because E.ON does not file 10-K reports with the 

SEC, these amounts are no longer publicly available. Absent a specific request 

for the amount in a proceeding such as a rate case, the Commission will not know 

how much the Companies have collected for cost of removal over and above what 

they have spent. Reclassification would allow the Commission to track these 

amounts. Reclassification would also protect ratepayer interests in these amounts. 

Without that protection, current and future ratepayers face the strong possibility of 

losing substantial prepaid funds they have submitted to the Company for future 

cost of removal. LG&E, KU and virtually all other utilities, consider amounts in 

accumulated depreciation, even excessive amounts, to be their. money, i s .  capital 

recovery with no refund obligation. It is certainly fair and reasonable for any 

Commission to recognize excessive cost of removal collections as a refundable 

regulatory liability until the utility spends them on their intended purpose. 

Q. Have any other Commissions recognized non-legal asset retirement 

Q. 

A. 

obligations as regulatory liabilities? 

Yes. Recently, in Application No. 04-1 2-014, involving Southern California 

Edison Company, the California Public Utilities Commission specifically 

A. 

Majoros Direct Testimony, Case Nos 2007-00564 and 2007-00565, page 12 
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recognized that Company’s non-legal asset retirement obligations collections as a 

regulatory liability ’ 
Recommendation 

What do you recommend? 

I recommend that the Commission specifically recognize LG&E and KIJ’s 

regulatory liabilities for cost of removal as reported on their GAAP statements as 

regulatory liabilities for ratemaking purposes. The Companies should be required 

to report these amounts and reclassify them from accumulated depreciation to 

Account 254-Other Regulatory Liabilities for regulatory accounting, reporting 

and ratemaking puposes This will result in equivalent GAAP and regulatory 

accumulated depreciation and regulatory liability amounts for %on-legal” cost of 

removal.” 

Does this change have any revenue requirement effect? 

No, it is merely a revenue neutral reclassification of a rate base reduction fram 

one account to another. 

Docs this conclude your testimony? 

Yes, it does. 

’Southern Califomia E.dison 2006 GRC, Application No 04-12-014, Decision 06-05-016, issued May 11, 

l o  The phrase “non-legal” emanates from the FERC’s Order No. 631. It is used to distinguish legally 
2006,p 204:16.7.1., 

required asset retirement obligations from those which lead to the cost of removal regulatory liability 
discussed above Importantly, the phrase “non-legal” should not be construed to imply any ”illegality.” 
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2005 US District Court, 
Northern District of 
AL, Northwestern 
Division 55/56/57/ 

Michael J. Majoros, Jr. 

CV 01-B-403-NW Tennessee Valley Authority 

Date - 

2006 Maryland General 

2006 Maryland House of 
Assembly a/ 
Delegates 621 

Jurisdiction I Docket -" Utility - 
Aqency 

SB154 Maryland Healthy Air Act 

HB189 Maryland Healthy Air Act 

1982 
1982 
1983 
1983 
1983 
1983 
1983 
1984 
1984 
1984 
1984 
1984 
1984 
1984 

State Requlatorv Aqencies 

Massachusetts 171 DPU 557/558 Western Mass Elec. Co. 
Illinois @/ ICC81-8115 Illinois Bell Telephone Co. 
Maryland 8/ 7574-Direct Baltimore Gas & Electric Co. 
Maryland 8/ 7574-Surrebuttal Baltimore Gas & Electric Co. 
Connecticut 15/ 81 091 1 Woodlake Water Co. 
New Jersey I /  815-458 New Jersey Bell Tel. Co. 
New Jersey 141 801 1-827 Atlantic City Sewerage Co. 
Dist. Of Columbia 7/ 785 Potomac Electric Power Co. 
Maryland 81 7689 Washington Gas Light Co. 
Dist. Of Columbia 7/ 798 C&P Tel. Co. 
Pennsylvania %/ R-832316 Bell Telephone Co. of PA 
New Mexico 121 1032 Mt. States Tel. &Telegraph 
Idaho 18/ U-I 000-70 Mt. States Tel. & Telegraph 
Colorado 1 I /  1655 Mt. States Tel. & Telegraph 
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2004 
2004 

Michael J. Majoros, Jr. 

Electric 
Florida 50/ 54/ 031033-El Tampa Electric Company 
Kentucky 36/ 2004-00067 Delta Natural Gas Company 
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PARTICIPATION AS NEGOTIATOR IN FCC TELEPHONE DEPRECIATION 
RATE REPRESCRIPTION CONFERENCES 

COMPANY 

Diamond State Telephone Co. Izft! 
Bell Telephone of Pennsylvania 3/ 
Chesapeake & Potomac Telephone Co. - Md. B/ 
Southwestern Bell Telephone - Kansas a/ 
Southern Bell - Florida A/ 
Chesapeake & Potomac Telephone Co.-W.Va. z/ 
New Jersey Bell Telephone Co. I/ 
Southern Bell - South Carolina z/ 
GTE-North - Pennsylvania a/ 

1985 + 1988 
1986 .t 1989 
1986 
1986 
1986 
1987 .t 1990 
1985 + 1988 
1986+1989+ 
1989 

Delaware Public Service Comm 
PA Consumer Advocate 
Maryland People's Counsel 
Kansas Carp. Commission 
Florida Consumer Advocate 
West VA Consumer Advocate 
New Jersey Rate Counsel 

1992 S. Carolina Consumer Advocate 
PA Consumer Advocate 
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PARTICIPATION IN PROCEEDINGS WHICH WERE 
SETTLED BEFORE TESTIMONY WAS SUBMITTED 

- STATE 

Maryland Q/ 
Nevada a/ 
New Jersey I/ 
New Jersey J/ 
New Jersey J/ 
West Virginia 2/ 
Nevada a/ 
Pennsylvania 
West VirginiaZ/ 
West Virginia/ 
New Jersey I/ 
New Jersey I/ 
New Jersey I/ 
Maryland Q/ 
South Carolina a/ 
South Carolina a/ 
Kentucky a/ 
Kentucky a/ 

DOCKET NO. 

7878 

WR90090950J 
WR900050497J 
WR91091483 

88-728 

91-1037-E 
92-7002 
R-00932873 
93-1 165-E-D 
94-00 13-E-D 
WR94030059 
WR95080346 
WR95050219 
8796 
1999-077-E 
1999-072-E 
2001-104 & 141 

2002-485 

UTILITY 

Potornac Edison 
Southwest Gas 
New Jersey American Water 
Elizabethtown Water 
Garden State Water 
Appalachian Power Co. 
Central Telephone - Nevada 
Blue Mountain Water 
Potomac Edison 
Monongahela Power 
New Jersey American Water 
Elizabethtown Water 
Toms River Water Co. 
Potornac Electric Power Co. 
Carolina Power & Light Co. 
Carolina Power & Light Co. 
Kentucky Utilities, Louisville Gas 
and Electric 
Jackson Purchase Energy 
Corporation 
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COMPANY, INC. FOR AN ADJUSTMENT ) C/W 

AFFIDAVIT OF MICHAEL MAJOROS 

District of Coluiiibia ) 
) 
) 

Michael Majoros, being first duly sworn, states the following: The 
prepared Pre-FiIed Direct Testimony, and the Schedules and Appendix attached 
thereto constitute tlie direct testimony of Affiant in the above-styled case. Affiant 
states that lie would give tlie answers set fortli in tlie Pre-Filed Direct Testimony 
if asked tlie questions propounded tlierehi. Affiant further states that, to tlie best 
of liis knowledge, liis statements made are true and correfiFurtlier affiant saitli 
not. 
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14 A. 

15 
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27 

28 Q. 

29 A. 

30 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Glenn A. Watkins. My business address is James Center 111, 1051 

East C a y  Street, Suite 601, Richmond, VA 23219. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am a Principal and Senior Economist with Technical Associates, Inc., which is 

an economic and financial consulting firm with offices in Richmond, Virginia. 

ON WHOSE BEHALF ARE YOU TESTIFYING? 

I am testifymg on behalf of the Office of Rate Intervention of the Kentucky Office 

of Attorney General (“OAG”). 

PLEASE DESCRIBE YOUR PROFESSIONAL QUALIFICATIONS. 

Except for a six-month period during 1987 in which I was employed by Old 

Dominion Electric Cooperative as its forecasting and rate economist, I have been 

employed by Technical Associates continuously since 1980. 

During my career at Technical Associates, I have conducted marginal and 

embedded cost of service, rate design, cost of capital, and load forecasting studies 

involving numerous electric, gas, watdwastewater, and telephone utilities, and have 

provided expeft testimony in Alabama, Arizona, Georgia, Kentucky, Maine, Maryland, 

Massachusetts, Michigan, New JeIsey, Ohio, Illinois, Pennsylvania, Vermont, Virginia, 

South Carolina, Washington, and West Virginia. I hold an M.B.A. and B.S. in economics 

%om Virginia Commonwealth {Jniversity. I am a member of several professional 

organizations A more complete 

description of my education and experience is provided in my Schedule GAW-1 to my 

testimony. 

as well as a Certified Rate of Return Analyst. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

Technical Associates has been retained by the OAG to evaluate the 

reasonableness of Kentucky Utilities Company’s (“KU” or “Company”) proposed 

electric weather normalization adjustment, electric and gas class cost of service studies 
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(CCOSS), proposed distribution of revenues by class, and residential electric and gas rate 

designs. The purpose of my testimony, therefore, is to comment on KU’s proposals on 

these issues and to present my findings and recommendations based on the results of the 

studies I have undertaken on behalf of the OAG. 

ELECTRIC WEATHER NORMALIZATION 

Q. 

A. 

Q. 

A. 

HAVE YOU EXAMINED JGJ’S PROPOSED ELECTRIC WEATHER 

NORMALIZATION ADJUSTMENT IN THIS CASE? 

Yes 

WHAT IS THE NET EFFECT OF THE COMPANY’S PROPOSED WEATHER 

NORMALIZATION ADJUSTMENT? 

KU witness William Seelye sponsors a weather normalization adjustment that will 

impact customers’ ultimate rates in two respects: the first is the overall revenue 

requirement effect and the second is a rate design effect. In terms of the overall revenue 

requirement effect, Mr. Seelye adjusts actual test year revenues and variable expenses 

downward to correct for what he considers to be unusual (or abnormal) weather occuning 

during the test year. In other words, the Company does not expect to achieve the same 

level of kwh sales (and revenue) that was experienced during the test year on a going 

forward basis. Mr. Seelye’s weather normalization adjustment results in reduction to 

actual test year revenues of $8.721 million and a reduction in variable expenses of $4.355 

million. This downward adjustment to actual net revenues has an upward impact on the 

Company’s revenue requirement on a going forward basis; i.e., all other things constant, 

this adjustment increases the revenue requirement. The second aspect of this weather 

normalization adjustment is the rate design effect. Because the weather adjustment 

reduces test year kwh sales, there are fewer units @Wh) to collect the overall revenue 

requirement such that there is an additional upward pressure on customers resulting from 

the weather normalization adjustment. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

MR. WATKCNS, WHAT IS THE BASIS FOR KU’S REQUEST TO ADJUST ITS 

ACTUAL TEST YEAR SALES VOLUMES AND REVENUES? 

As a result of abnormal weather, the Company claims that actual test year sales 

volumes GWh) were greater than can be expected on a going forward basis 

DO YOU AGREE THAT THE COMPANY’S PROPOSED ELECTRIC 

WEATHER NORMALIZATION ADJUSTMENT SHOULD BE USED FOR 

RATEMAKING PURPOSES? 

From a conceptual standpoint, the general consensus of public utility 

commissions throughout the United States is that it is unreasonable to weather normalize 

electric utility revenues for ratemaking purposes. In this regard, this Commission would 

be well advised to continue its current practice of not considering electric weather 

normalization which is consistent with the vast majority of other states. This would 

translate to a disallowance of $4.366 million from the company’s request in net revenue 

($8.721 million in revenue less $4.355 million in variable expense). 

DO CUSTOMERS KWH ENERGY USAGES VARY MATERIALLY WITH 

CHANGES IN WEATHER CONDITIONS? 

Yes for some customers, and no for other customers. As a result of variances in 

electrical appliance and equipment saturations, some customers’ electric usage varies 

significantly with changes in weather (temperature) while other customers’ energy usage 

vary much less. For example, on an extremely hot summer day, residential customers 

will generally use considerably more electricity than on a mild, spring like day due to air 

conditioning load. On the other hand, the total electricity used by an industrial customer 

may not be materially different on the hot verses mild days due to this customer’s non- 

weather sensitive load over shadowing its space cooling requirements (at least in terms of 

ambient outdoor temperatures). 

OVER THE COURSE OF AN ENTIRE YEAR, DO PERIODS OF MILD 

WEATHER OFFSET PERIODS OF EXTREME WEATHER IN TERMS OF 

ELECTRICITY USAGE? 

3 



1 A. In general, yes. This is particularly mte for electricity sales. 
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30 

PLEASE EXPLAIN. 

Although the following is common knowledge, it is important to cxnsider how 

electricity is used and how weather affects this usage. For purposes of my explanation, I 

will focus on residential customers. As indicated earlier, there is no doubt that weather, 

primarily temperature, effects energy usage. In the summer there are periods of days that 

are very hot and electricity sales are elevated. Similarly there are mild days throughout 

the summer in which electricity sales are depressed due to reduced air conditioner loads. 

These hot and mild periods occur virtually every year. The question then arises if a 

particular cooling season (summer) as a whole is abnormally warm with an attendant 

abnormally high level of energy sales. In addition to cooling load (air conditions), 

electricity is also used for space heating by many customers in the winter. Similar to 

severe and mild weather in the summer, electricity sales on a daily basis are affected in 

the winter due to electric heating requirements. In addition to weather sensitive 

appliances, residential customers use a significant amount of electricity for other 

appliances that do not vary with weather; e.g., refrigerators/~eezers, televisions, etc. 

Because of these factors and situations, annual electricity sales tend to be much more 

stable than say, natural gas sales, which are predominated by space heating load 

requirements in the winter. For these reasons, it is rare for commissions to consider 

weather normalization for electric utilities. In this regard, and as a matter of policy, the 

Commission would he well guided to continue its practice of not considering weather 

normalization for Kentucky electric utilities. 

WE KNOW THAT RESIDENTIAL W E  SALES VARY DUE TO WEATHER 

CONDITIONS ON A DAY-TO-DAY BASIS BUT HOW DOES ONE DETERMINE 

IF WEATHER IS ABNORMAL OVER THE COURSE OF A SEASON? 

There is no definitive answer to this question There is no doubt that a summer 

day in the high 90’s is a hot day and warmer than “average”. However, the question that 

must he answered is whether the summer overall was “abnormal”. Similarly, one must 

determine if a winter season is materially different than normal; i.e., extremely severe or 
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Q. 

mild. With regard to seasonal variations from year to year, there is significant debate as 

to what constitutes departure from what is reasonably normal 01 expected. The National 

Oceanic and Atmospheric Administration (“NOAA”), National Climatic Data Center 

defines normal weather as a thirty-year average for the most recent completed thee 

decades. In other words, the current NOAA definition of normal weather is for the 

period 1971 througb 2000. Because of short-term trends in seasonal weather patters, 

shorter periods are sometimes used to define normal weather as well as using the most 

recent thirty years to define normal. I am also aware of instances in which much longer 

periods are used to define normal weather for a season. 

Even with these differences in defining “normal” weather, one cannot say that the 

weather was particularly extreme simply because there is somewhat of a deviation from a 

historical average. In other words, assume the average maximum temperature for a given 

summer day is 85 degrees. If the actual temperature is 87 degrees, I do not believe it can 

be said that this is “abnormal” or “extreme” for that day. In this regard, the determination 

of “abnormal” or “extreme” is truly subjective. 

EVEN THOUGH THE DEFINITION OF ABNORMAL WEATHER IS 

SUBJECTIVE, ARE THERE METHODS TJIAT CAN BE USED TO FAIRLY 

AND REASONABLY DEFINE NORMAL AND ABNORMAL WEATHER? 

Yes. 

PLEASE EXPLAIN. 

Remembering that we should be concerned about the overall variation in weather 

over an entire season (hearting or cooling), a banding approach is, in my opinion, a fair 

and reasonable way to determine if a season’s weather falls inside or outside of a band of 

reasonably normal weather. This banding approach is used by Mr Seelye in this case. 

To the extent the Commission authorizes a weather normalization djustment in this case, 

I could support the concept of banding, as it eliminates quibbling over minor variances 

from a pre-determined average 01 “normal” weather pattern. 

PLEASE EXPLAIN THIS BANDING APPROACH IN LAYMAN’S TERMS. 

5 .. 



1 A. The traditional unit to measure summer temperatures over time is cooling degree 
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31 A. 

days (“CDW’) and the traditional unit to measure winter temperatures over time is 

Heating Degree Days (“HDD”).’ Assume that “normai” or average CDD’s over the 

entire cooling season are 1,000. As discussed earlier, if the actual CDD were say 1010, 

we likely would not consider this an abnormally warm summer. However, if we 

subjectively determine a relative percentage of time in which we deem weather as 

abnormal, we can apply a simple statistical technique to determine the hands of 

normalcy. If we assume the variations in weather from year to year are random (no trend 

or pattern) we can subjectively define a percentage of time (years) in which weather is 

considered normal. For example, suppose we decide (subjectively) that weather 

occurring 75% of the time within a long term average is normal and the remaining 25% 

of the time the weather is defined as abnormal (12.5% mild and 12.5% severe), we can 

quantify the bands of normal weather. Consider the following hypothetical example: 

Seasonal Cooling Denee Dam __ 

900 1,000 1,100 + -------1-----1-- I ------------------- I ----- ~ -----“ ------ I ----_---__-_-__- 3 
Abnormal+ I tNormal-3 I t Abnormal 

If we know that 75% of the time a season’s CDD fall between 900 and 1,100 we would 

define this range as normal. If a season’s actual CDJSs are greater than 1,100 we would 

deem that season as abnormally warm. Similarly, if the actual CDD’s in a season are less 

than 900 we would deem that season abnormally mild. This is the approach proposed by 

Mr. Seelye. As indicated earlier, I support this approach but it must be emphasized that 

the range of normalcy is subjective and should be determined by the Commission. It 

should also be noted that this approach requires the assumption that annual seasonal 

weather variations are truly random; i.e., no trends or patterns are present. 

IN YOUR HYPOTHETICAL EXAMPLE, YOU USED A NORMALCY BAND OF 

75%. WHAT BAND IS USED BY MR. SEELYE? 

Approximately sixty-eight percent. 

CDD is traditionally defined as 65 degrees minus the average temperature (High and Low) for a day HDD I 

is traditionally defined as average temperature minus 65 degrees CDD and HDD cannot be negative 
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HOW DID MR. SEELYE SELECT SIXTY-EIGHT PERCENT AS HIS NORMAL 

BAND FOR WEATHER? 

This 68% is a convenient percentage in statistics in that it represents the 

percentage of time that one can expect weather to vary within plus or minus one standard 

deviation. There is nothing especially significant about a standard deviation of 1.0, as the 

exact same statistical techniques can be used at any level selected for normalcy; e.g., 

50%, 75%, etc. 

WHAT WEATHER PATTERNS WERE ACTUALLY EXPERIENCED IN THE 

KU SERVICE AREA DURING THE TEST YEAR? 

Overall, the cooling season (summer period) was exceptionally warm during the 

test year, whereas the heating season (winter period) was somewhat milder than average. 

The following is a comparison of monthly CDD and HDD to the most recent 30-year 

average for CDD and HDD: 

CDD or 
HDD 
Actual 

Month Test Year 
Cooling Season CCDD) 

June 284 
July 309 
August 496 
September 238 

Total 1.327 

30-Year 
Average Difference 

242 42 
361 <52> 
332 164 
151 87 

1.085 242 

Heatinp Season CHDD) 
November 577 555 22 
December 765 883 4 1 8 2  
January 1,012 989 2.3 
February 849 801 48 
March 63 8 609 29 

Total 3,841 3,837 4 

As can be seen above, August and September 2007 were exceptionally warmer than the 

30-year average, while December 2007 was considerably milder than the 30-year 

average. 
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Q. WHY ARE APRIL, MAY AND OCTOBER NOT PROVIDED IN THE TABLE 

ABOVE? 

A. These months are considered shoulder months. Days in April and May can be 

cool or fairly warm such that these months are comprised of heating degree days and 

cooling degree days. As such, heating and air conditioning loads are usually not 

predictable in April and May. The same is true for October. Generally, the early part of 
October is warm and air conditioning load is still present. By the middle to end of 

October, the weather cools to the point that there is some heating load. As such, October 

is not very consistent as far as what can be considered ‘‘normal)) weather. 

Q. MR. WATIUNS, IT IS GENERALLY FAIRLY COOL IN APRIL AND FAIRLY 

WARM BY THE END OF MAY IN KENTUCKY. WOULD IT BE 

APPROPRIATE TO CONSIDER EACH APRIL AS PART OF THE HEATING 

SEASON AND LATE MAY AS PART OF THE COOLING SEASON? 

A. In my opinion no. Both of these months experience considerabie variation 

between periods cold enough for space heating, mild enough for open windows, and 

warm enough for air conditioning load. 

Q. FOR PURPOSES OF WEATHER NORMALIZATIONS, HOW DO YOU DEFINE 

KU’S COOLING AND HEATING SEASONS? 

A. I define KU’s cooling season as the months of June through September and the 

heating season as the months of November through March. 

Q. IF THE COMMISSION ACCEPTS A BANDING APPROACH AS PROPOSED 

BY MR. SEELYE AND SUPPORTED BY YOU, HOW SHOULD THIS 

APPROACH BE APPLIED TO THE HEATING AND COOLING SEASONS? 

A. The banding should be applied separately to the entire heating season and again 

separately for the entire cooling season. This is a major difference in the manner in 

which MI.  Seelye applied his weather banding, in that Mr. Seelye applies a weather 

normalcy band to each individual month. Mr. Seelye’s monthly banding results in a bias 

to the annual normalized sales volumes. 
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PLEASE EXPLAIN. 

As discussed earlier, a given heating or cooling season is comprised of days in 

which it is milder than expected and more severe than expected. The overall objective is 

to consider the overall effects of weather during a heating or cooling season and MT. 

Seelye’s monthly banding does not meet this objective, To illustrate, consider the actual 

experience of July and August during the test year. ‘July’s actual CDDs were 309 which 

compare to a 30-year average July CDD of 361. This is a difference of -52 CDD which 

indicates that July was somewhat milder than the long-term average. Because this 

deviation from average (-52) does not fall outside of Mr. Seelye’s monthly band, it is not 

adjusted and this mild weather for July is not considered any fmther in his analysis. 

However, August was adjusted by Mr. Seelye because this individual month’s 

weather fell outside of his monthly band. The actual CDDs for August in the test year 

were 496. This compares with a long-term average of 332 for August and is a difference 

of 164 CDDs. This exceptionally hot weather during August 2007 falls outside of Mr. 

Seelye’s normalcy band and August’s kWh sales were adjusted downward. However, no 

adjustment or consideration was given to the somewhat milder weather experienced 

during July 2007. 

HOW FUVE YOU ESTIMATED THE EFFECTS OF WEATmR ON 

CIJSTOMER’S ELECTRICITY USAGE? 

As discussed earlier, variations in electricity sales during the summer are affected 

by variations in air conditioning load, while winter kWh sales variations are affected by 

changes in space heating load. The two uses cannot be measured together and must be 

examined separately. Therefore, I have conducted separate analyses for the cooling 

(summer) and heating (winter) seasons. 

I conducted linear regression analyses by season for each rate class in order to 

develop a weather sensitive usage coefficient for each class. In other words, the weather 

sensitive coefficient measures the incremental level at which a classes kWh usage varies 

with an incremental change in weather (CDD in summer, HDD in winter). Specifically, I 

developed a separate regression model for each class and each season (cooling and 

heating). These regression models were developed based on daily kWh usage and daily 
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degree days. In other words, the cooling season is comprised of four months (June 

through September). My model was developed using each daily observation during this 

season (142 days). Because usage patterns can and do vary significantly between 

weekdays and weekendsholidays, I have also reflected this reality in my analysis of daily 

observations. With regard to the Residential class, I have expressed daily k w h  usage on 

a per customer basis in order to prevent any skewness in my regression models. The 

Commercial and Industrial classes were analyzed on a total class basis. 

WHAT ARE YOUR CONCLUSIONS REGARDING WEATHER 

NORMALIZATION FOR KU’S ELECTRIC OPERATIONS DURING THE TEST 

YEAR? 

Based on my analyses, I conclude that the overall cooling season (summer) during 

the test year was exceptionally warm which translated into exceptionally high summer 

energy sales for KU. This weather (and attendant kWh sales) falls beyond what can 

reasonably be expected on a going-forward basis and warrants a downward adjustment. 

Although the test year’s heating season was somewhat milder than normal, these sales do 

not warrant adjustment. 

IS THERE ANY BIAS IN YOUR CONCLUSION THAT SUMMER KWH SALES 

SHOULD BE ADJUSTED DOWNWARD DUE TO EXCEPTIONALLY SEVERE 

WEATHER, BUT WINTER KWH SALES DO NOT WARRANT AN OPPOSITE 

UPWARD ADJUSTMENT DUE TO A SOMEWHAT MILDER WINTER? 

As long as a banding approach is used, the answer is no. This is because the 

summer normalization is made only to the outer limit of the “normalcy” band and not all 

the way to an average historical experience. Thus, while it is true that the milder winter 

sales somewhat offset the extreme weather-related summer sales, each season reflects a 

reasonable level of what can be expected on a going-forward basis. 

WHAT ARE THE RESULTS OF YOUR WEATHER NORMALIZATION 

ANALYSIS FOR KU’S ELECTRIC OPERATIONS? 
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1 A. My Schedule GAW-2 presents the results of my weather norinalization analysis 

for KU’s electric operations. Page 1 of this Schedule provides a summary of each class’ 
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kwh and revenue adjustment as well as the adjustment required to variable expenses. 

Pages 2 through 12 present the detailed kwh adjustment for each class. My weather 

normalization analysis results in a reduction to actual test year revenues of $2.603 million 

and a reduction to actual test year expenses of $1.320 million. 

YOU HAVE ALREADY DISCUSSED YOUR DISAGREEMENT WITH M R .  

SEELYE REGARDING MONTHLY VERSUS SEASONAL ANALYSIS AND 
ADJUSTMENTS. DO YOU HAVE ANY OTHER DISAGREEMENTS WITH MR. 

SEELYE’S PROPOSED WEATEIER NORMALIZATION ANALYSES? 

Yes. 

PLEASE EXPLAIN THESE OTHER DISAGREEMENTS. 

I disagree with Mr. Seelye’s decision to use the step-wise multiple regression 

technique as well as his inclusion of numerous weather-related variables. At the outset I 

want it to be clear that I understand and appreciate Mr. Seelye’s desire to conduct his 

statistical analysis on an objective basis. However, Mr. Seelye’s procedures are not 

warranted and often produce conflicting model results. 

We have already established that weather generally affects electricity sales. On 

an hourly or daily basis, these weather factors can include ambient temperature, wind 

velocity, relative humidity, the degree of cloud cover, whether snow cover is present to 

insulate structures, whether a thunderstorm appears on a hot afternoon and dramatically 

and suddenly reduces load (and sales), wind direction, and perhaps a few more factors. 

Mr. Seelye has attempted to consider many of these short-term factors in his 

inodeling analysis by using a technique known as step-wise regression. This statistical 

technique selects a combination of possible variables to be considered and selects an 

equation that maximizes certain statistic parameters. This step-wise technique is simply a 

mathematical algorithm calculated by a computer. In other words, the variables offered 

to a computer in the step-wise technique are simply sets of numbers. Obviously, the 

computer has no ability to determine if the potential variables are consistent with the task 
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at hand or even if they make sense from a conceptual perspective. There is no doubt that 

variables selected using the step-wise technique are objective. However, this technique is 

no substitute for informed human judgment. In their much respected text book, Auplied 

Remession Analysis, Norman Draper and Harry Smith render the following opinion 

regarding the step-wise procedure used for econometric regression analyses: 

Opinion. We believe this to be one of the best of the variable selection 
procedures and recommend its use. It makes economical use of computer 
facilities, and it avoids working with more X’s than are necessary while 
improving the equation at every stage. However, stepwise regression can 
easily be abused by the “amateur” statistician. As with all the procedures 
discussed, sensible judgment is still required in the initial selection of 
variables and in the critical examination of the model through examination 
of residuals. It is easy to rely too heavily on the automatic selection 
performed in the computer. [Third Edition, page 3381 

As a result of Mr. Seelye’s attempt to be unnecessarily surgically precise, he 

anives at nonsensical conclusions and models. As an illustration, remember that Mr. 

Seelye developed a separate regression equation, by class, for each month. Consider and 

compare Mr. Seelye’s step-wise derived Residential models for July and August. 

Variable July 11 August 11 

Intercept -2,394,075 8,474,433 

CDD70 212,068 391,299 
Maximum Temperature 129,398 _ _  

Weekend 453,879 1,055,056 
- 11 Per Seelye Exhibit 11. 

Mr. Seelye’s step-wise procedures result in a finding that in July, kwh sales are a 

function (related to) of maximum temperature, cooling degree days (CDD70), and 

weekday versus weekends. However, in August, the computer determined that 

Residential kWh sales are not a function of this same set of explanatory variables, but 

rather, only cooling degree days (CDD70) and weekdays versus weekends. Related to 

the inconsistency of these adjoining summer months is the level in which kWh usage 

varies with changes in overall average daily temperatures (CDD70). Notice that the July 

model has a CDD70 coefficient of 212,068, while the August coefficient of 391,299. 
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What this means is that, all other things constant, kwh sales will vary by 212,068 kwh 

for each variation in CDD70 during July, but will vary by 391,299 in August. 

There are many more inconsistencies and seemingly non-sensical results for other 

months as well as across classes, that I will not dwell on. In my opinion, and that of the 

industry, HDD and CDD are the accepted and most appropriate explanatory variables. 

ELECTRIC CLASS COST OF SERVICE 

Q. PLEASE EXPLAIN THE CONCEPT OF A CLASS COST OF SERVICE STUDY 

(TCOSS”). 

A. First, I note that there are two general types of cost of service studies used for 

public utility ratemaking: marginal cost studies; and embedded, fully allocated cost 
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studies. KU has utilized a traditional embedded cost of service concept in this case for 

purposes of establishing its overall retail revenue requirement, as well as for its class cost 

of service study (“CCOSS”). As such, I will limit my explanation to embedded class cost 

Embedded cost of service studies are often referred to as fully allocated cost 

studies. This is because the vast majority of an electric utility’s plant investment serves 

all customers, and the majority of expenses are incurred in a joint manner such that these 

costs cannot be specifically attributed to any individual customer or group of customers. 

To the extent that certain costs can be specifically attributable to a particular customer (or 

group of customers), these costs are often directly assigned in a CCOSS. However, the 

vast majority of KU’s Production, Transmission, and Distribution plant and expenses are 

incurred jointly to serve all (or most) customers. These joint costs are then allocated to 

rate classes. It is generally recognized that to the extent possible, joint costs should be 

allocated to classes based on the concept of cost causation; i.e., costs are allocated based 

on specific factors that cause costs to be incurred by the utility. Although cost analysts 

generally strive to abide by the concept of cost causation to the greatest extent practical, 

some costs (particularly overhead costs), cannot be attributed to specific exogenous 

factors and must be subjectively assigned or allocated to rate classes. With regards to 

those costs in which cost causation can be attributed, cost of service experts often 
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disagree as to what is the most cost causative factor; e.g., peak demand, energy usage, 

number of customers. etc. 

Q. PLEASE EXPLAIN HOW CCOSS RESULTS SHOULD BE USED IN THE 

RATEMAKING PROCESS. 

A. Although there are certain principles used by all cost of service analysts, there are 

often significant disagreements on the specific factors that drive certain costs These 

disagreements can and do arise as a result of the quality of data and level of detail 

available from financial records, as well as fundamental differences in opinions regarding 

the design or cost causation factors that should be considered to properly allocate costs to 

rate schedules or customer classes Furthermore, and as mentioned earlier, cost causation 

factors cannot be realistically ascribed to some costs such that subjective decisions are 

required. 

In this regard, two different cost studies conducted for the same utility and time 

As such, regulators should consider peiiod can, and often do, yield different results 

CCOSS results as one of many tools in assigning revenue responsibility 

Q. PLEASE EXPLAIN HOW YOU PROCEEDED WITH YOUR ANALYSIS OF 

KU’S CCOSS. 

A. The process in which I conducted my analysis in this case was identical to how I 

evaluate all CCOSSs. First, I reviewed the structure and organization of the Company’s 

CCOSS. Once the basic structure was understood, I reviewed the accuracy and 

completeness of the primary drivers (allocators) used to assign costs to rate schedules 

and classes. Next, I reviewed KU’s selection of allocators to specific rate base, revenue 

and expense accounts. Finally, I adjusted certain aspects of the Company’s study to 

better reflect cost causation and cost incidence by rate schedule and customer class. 

Q. DID YOU FIND THE COMPANY’S STUDY TO BE MATHEMATICALLY 

ACCURATE? 

A. Yes. Perhaps the most fundamental requirement of an embedded CCOSS is that 

the sum of the parts (classes) must equal the whole (system). This is true with respect to 
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the allocation of financial accounts, as well as the various allocation factors. 

Furthermore, certain costs previously allocated are carried forward for other purposes 

such as for the development of composite or internal allocators and for the assignment of 

income taxes. In all regards, I found Mr. Seelye’s CCOSS to be mathematically 

accurate. 

DID YOUR EXAMINATION RESULT IN ANY DISAGREEMENTS WITH THE 

ASSUMPTIONS OR METHODOLOGIES USED BY MR. SEELYE? 

Yes. I have two material disagreements with Mr. Seelye’s CCOSS. 

PLEASE OUTLINE YOUR TWO MATERIAL DISAGREEMENTS. 

“be two substantial disagreements that I have with Mr. Seelye are his “Modified 

Base-Intermediate-Peak” method to allocate generation costs and his classification of 

distribution plant between customer-related and demand-related. 

A. Generation 

YOU INDICATE THAT ONE OF YOUR DISAGREEMENTS WITH MR. 

SEELYE IS HIS IJSE OF WHAT HE REFERS TO AS A MODIFIED BASE- 

INTERMEDIATE-PEAK METHOD TO ALLOCATE GENERATION COSTS. 

ARE THERE OTHER METHODOLOGIES WHICH MAY BE USED TO 

ALLOCATE GENERATION- RELATED PLANT AND EXPENSES? 

Yes. There are several demand allocation methods utilized in the electric 

industry. The current National Association of Regulatory Utility Commissioners 

(“NARUC”) Electric Utility Cost Allocation Manual discusses at least thirteen embedded 

demand allocation methods, while Dr. James Bonbright noted the existence of at least 29 

demand allocation methods in his treatise, Princiules of Public Utilities Rates. 

WHY DO SO MANY GENERATION ALLOCATION METHODS EXIST FOR 

THE ELECTRIC INDUSTRY? 
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Utilities design and build generation facilities to meet the energy and demand 

requirements of their customers on a collective basis. Because of this, and the physical 

laws of electricity, it is impossible to determine which customers are being served by 

which facilities. As such, production facilities are ,joint costs; i.e., used by all customers. 

Because of this commonality, production-related costs are not directly known for any 

customer or customer group and must somehow be allocated. 

If all customer classes used electricity at a constant rate throughout the year, there 

would be no disagreement as to the proper assignment of generation-related costs: all 

analysts would agree that energy usage in terms of kWh would be the proper approach to 

reflect cost causation and cost incidence. However, such is not the case in that KU 

experiences periods (hours) of much higher demand during certain times of the year and 

across various hours of the day. Moreover, all customer classes do not contribute in 

equal proportions to these varying demands placed on the generation system. To 

complicate matters, the electric utility industry is somewhat unique in that there is a 

distinct energylcapacity trade-off relating to generation costs, That is, utilities design 

their mix of production facilities (generation and power supply) to minimize the total 

costs of energy and capacity, while also ensuring there is enough available capacity to 

meet peak demands. The trade-off occurs between the level of fixed investment per unit 

of capacity (KW) and the variable cost of producing a unit of output (kWh). Coal and 

nuclear units require high capital expenditures resulting in large investments per KW, 

whereas smaller units with higher variable production costs generally require 

significantly less investment per KW. Due to varying levels of demand placed on the 

system over the course of each day, month, and year there is a unique optimal mix of 

production facilities for each utility that minimizes the total cost of capacity and energy; 

is., its cost of service. 

Therefore, as a result of the energy/capacity cost trade-off, and the fact that the 

service requirements of each utility are unique, many different allocation methodologies 

have evolved in an attempt to equitably allocate joint production costs to individual 

classes. 
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Q. PLEASE EXPLAIN. 

A. Total production costs vary each hour of the year. Theoretically, energy and 

capacity costs should be allocated to classes each and every hour of the year. This would 

result in 8,760 hourly allocations during non-leap years. Although such an analysis is 

certainly possible with today’s technology, the time and cost necessary for such an 

undertaking would likely exceed the additional benefits obtained over simpler methods. 

This is because the analyst does not know precise class loads each and every hour, and 

subjective decisions must still be made regarding the assignment of fixed investment 

(capacity costs) to individual hours With this practical constraint in mind, each method 

has its strengths and weaknesses regarding its reasonableness in reflecting cost causation 

as well as the cost and effort required to produce a study. 

Q. BRIEFLY, DISCUSS T J E  STRENGTHS AND WEAKNESSES OF COMMON 

PRODUCTION COST ALLOCATION METHODOLOGIES. 

A. A brief description of the most common fully allocated cost methodologies and 

attendant strengths and weaknesses are as follows: 

Sinple Coincident Peak (“1-CP”) -- The basic concept underlying the 1-CP 

method is that an electric utility must have enough capacity available to meet its 

customers’ peak coincident demand. As such, advocates of the 1-CP method reason that 

customers (or classes) should be responsible for fixed capacity costs based on their 

respective Contributions to this peak system load. The major advantages to the 1-CP 

method are that the concepts are easy to understand, the analyses required to conduct a 

CCOSS are relatively simple, and the data requirements are significantly less than some 

of the more complex methods. 

The 1-CP method has several shortcomings, however. First, and foremost, is the 

fact that the 1-CP method totally ignores the capacity/energy trade-off inherent in the 

electric utility industry. That is, the sole criterion for assigning one hundred percent of 

fixed capacity costs is the classes‘ relative contributions to load during a single hour of 

the year This method does not consider, in any way, the extent to which customers use 

these facilities during the other 8,759 hours of the year. This may have severe 

consequences because a utility’s planning decisions regarding the amount and type of 
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generation capacity to build and install is predicated not only on the maximum system 

load, but also on how customers demand electricity throughout the year, Le., load 

duration. To illustrate, if a utility had a peak load of 15,000 Mw and its actual optimal 

generation mix included an assortment of nuclear, coal, hydro, combined cycle and 

combustion turbine units, the total cost of capacity is significantly higher than if the 

utility only had to consider meeting 15,000 MW for 1 hour of the year. This is because 

the utility would install the cheapest type of plant, (Le“, peaker units) if it only had to 

consider one hour a year. 

There are two other major shortcomings of the I-CP method. First, the results 

produced with this method can be unstable from year to year. This is because the hour in 

which a utility peaks annually is largely a function of weather. Therefore, annual peak 

load depends on when severe weather occurs. If this occurs on a weekend or holiday, 

relative class contributions to the peak load will likely be significantly different than if 

the peak occurred during a weekday. The other major shortcoming of the 1 - 0  method is 

often referred to as the “free ride” problem. This problem can easily be seen with a 

summer peaking utility that peaks about 5:OO p.m. Because street lights are not on at this 

time of day, this class will not be assigned any capacity costs at all and enjoy a free ride 

on the assignment of generation costs that this class requires. 

Summer and Winter Coincident Peak (WW Peak”l-- The S n V  Peak method 

was developed because some utilities’ annual peak load occurs in the summer during 

some years and in the winter during others. Because customers’ usage and load 

characteristics may vary by season, the S i W  Peak attempts to recognize this 

characteristic. This method is essentially the same as the 1-CP method except that two 

hours of load are considered instead of one. This method has essentially the same 

strengths and weaknesses as the I-CP method, and in my opinion, is only marginally 

more reasonable than the 1-CP method. However, it is my understanding that KU is 

consistently a summer peaking utility. Therefore, this methodology is likely not well 

suited in this instance. 

Twelve Monthly Coincident Peak (“12-CP”~ -- Arithmetically, the 12-CP 

method is essentially the same as the 1-CP method except that class contributions to each 

monthly peak are considered. Although the 12-CP method bears little resemblance to 
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how utilities design and build their systems, the results produced by this metbod better 

reflect the cost incidence of a utility’s generation facilities. 

Most electric utilities have distinct seasonal load patterns such that there are high 

system peaks during the winter and summer months, and significantly lower system 

peaks during the spring and autumn months. By assigning class responsibilities based on 

their respective contributions throughout the year, consideration is given to the fact that 

utilities will call on all of their resources during the highest peaks, and only use their 

most efficient plants during lower peak periods. Therefore, the capacity/energy trade-off 

is implicitly considered to a small extent under this method,, 

The major shortcoming of the 12-CP method is that accurate load data is required 

by class throughout the year. This generally requires a utility to maintain on-going load 

studies. However, once a system to record class load data is in place, the administration 

and maintenance of such a system is not overly cumbersome for larger utilities. 

Peak and Average (“P&A”) -- The various P&A methodologies rest on the 

premise that a utility’s actual generation facilities are placed into service to meet peak 

load and serve consumers demands throughout the entire year. Hence, the P&A method 

assigns capacity costs partially on the basis of contributions to peak load and partially on 

the basis of consumption throughout the year. Although there is not universal agreement 

on how peak demands should be measured or how the weighting between Peak and 

Average demands should be performed, many P&A studies use class contributions to 

coincident-peak demand for the “peak“ portion, while some studies weight the Peak and 

Average loads based on the system coincident load factor and others give equal weight to 

energy usage and peak demand. 

The major strengths of the P&A method are that an attempt is made to recognize 

the capacity/energy trade-off in the assignment of fixed capacity costs, and that data 

requirements are minimal. 

Although the recognition of the capacity/energy trade-off is admittedly arbitrary 

under the P&A method, most other allocation methods also suffer to some degree of 

arbitrariness. 

Averape and Excess (“A&E”) -- The A&E method also considers both peak 

demands and energy consumption throughout the year. However, the A&E method is 
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much different than the P&A method in both concept and application. The A&E method 

recognizes class load diversity within a system, such that all classes do not call on the 

utility's resources to the same degree, at the same times. Mechanically, the A&E method 

weights average and excess demands based on system coincident load factor. Individual 

class "excess" demands represent the difference between the class non-coincident peak 

demand and its average annual demand. The classes' "excess" demands are then summed 

to determine the system excess demand. Under this method, it is important to distinguish 

between coincident and non-coincident demands. This is because if coincident, instead 

of non-coincident, demands are used when calculating class excesses, the end result will 

be exactly the same as that achieved under 1-CP method. 

Although the A&E method bears virtually no resemblance to how generation 

systems are designed, this method can produce fair and reasonable results for many 

utilities. This is because no class will receive a free-ride under this method, and because 

recognition is given to average consumption as well as to the additional costs imposed by 

not maintaining a perfectly constant load. 

A potential shortcoming of this method is that customers that only use power 

during off-peak periods will he overburdened with costs. Under the A&E method, off- 

peak customers will be assigned a higher percentage of capacity costs because their non- 

coincident load factor may be very low even though they call on the utility's resources 

only during cheap off-peak periods. 

Eauivalent Peaker ("EP") -- The EP method combines certain aspects of 

traditional embedded cost methods with those used in forward-looking marginal cost 

studies. The EP method often relies on planning information in order to classify 

individual generating units as energy- or demand-related and considers the need for a mix 

of base load intermediate and peaking generation resources. 

The EP method has substantial intuitive appeal in that base load units that operate 

with high capacity factors are allocated largely on the basis of energy consumption with 

costs shared by all classes based on their usage, while peaking units that are seldom used 

and only called upon during peak load periods are allocated based on peak demands to 

those classes contributing to the system peak load. However, this method requires a 

significant amount of data. 
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Base-Intermediate-Peak (“BIP”) -- The BIP method is an accepted allocation 

approach that attempts to recognize the capacity/energy trade-off that actually exists 

within a utility’s portfolio of generation assets. A utility’s base load units tend to run 

duing all periods of the year; is . ,  both peak load periods as well as to satisfy energy 

requirements in the most efficient manner possible during minimum demand periods 

(e.g., during the middle of the night). Because base load units operate regardless of peak 

requirements, they are most appropriately classified as energy-related. At the opposite 

end of the spectrum are peaking units, such as combustion turbines. These units operate 

with high variable costs and are only utilized to help meet peak period demands. As 

such, peakers are classified as peak demand-related. Intermediate plants (e.g., many 

combined cycle units) are not as efficient as large base load plants but more efficient than 

peaking units. For this reason, Intermediate plants are not called upon (dispatched) 

during periods of minimum (base) load but are dispatched before, and more frequently, 

than peaker units. Therefore, Intermediate plants can be said to serve a dual purpose: 

partially energy-related and partially demand-related. Intermediate plants are typically 

classified as partially energy-related and partially demand-related based on their 

respective capacity factors2 In my opinion, the BIP method is an excellent cost 

allocation approach for many utilities as it captures the actual differences in the 

capacity/energy trade-off that exist across a utility’s generation mix. The BIP method 

may not be appropriate for utilities that purchase the majority of their energy needs or for 

utilities with an inefficient mix of generating resources. 

MR. WATKINS, YOU HAVE DISCUSSED THE STRENGTHS AND 

WEAKNESSES OF THE MORE COMMON GENERATION ALLOCATION 

METHODOLOGIES. ARE ANY OF THESE METHODS CLEARLY WFERIOR 

IN YOUR VIEW? 

Yes. In my opinion the 1-CP and seasonal CP (such as 4-CP) methods do not 

reasonably reflect cost causation for integrated electric utilities because these methods 

totally ignore the utilization of a utility’s facilities. Perhaps the simplest way to explain 

this is to consider that the methodology selected is used to allocate Generation plant 

Capacity factor is the ratio of average utilization (output) over a year to peak hour output 2 
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investment. Generation investment costs vary from a low of a few hundred dollars per 

KW of capacity for high running cost (energy cost) peakers to several thousand dollars 

per KW for base load nuclear facilities with low running costs. If a utility were only 

concerned with being able to meet peak load with no regard to running costs, it would 

simply install inexpensive peakers Under such an unrealistic system design, plant costs 

would be much lower than in reality but running costs; i.e., variable fuel costs would be 

astronomical, and would result in a higher overall cost to serve customers. The 1-CP and 

seasonal CP methods totally ignore this very important fact. 

MR. SEELYE HAS USED WHAT HE REFERS TO AS A MODIFIED BIP 

METHOD TO ALLOCATE GENERATION COSTS. DID HE CALCULATE TFIE 

BIP METHOD IN A REASONABLE MANNER? 

Mr. Seelye’s Modified BIP method does not follow the generally accepted BE’ 

approach, and in fact, I have never seen Mr. Seelye’s method used before. However, I 

would be reluctant to say his approach is totally UnreaSOnabk. 

Whereas Mr. Seelye’s Modified BIP method does allocate a portion of generation 

facilities based on energy and a portion on peak demands, his approach does not reflect 

the actual mix of supply resources utilized by KU. At this point, it should be noted that 

LG&E’s and Kentucky Utilities’ (“KU”) generation resources are centrally dispatched. 

Both Mr. Seelye and I have recognized this combined central dispatch in our allocation 

studies. When I refer to KU’s actual generation resources, I am referring to the joint 

resources of LG&E and KIJ and not the individual legal ownership of these plants for 

hooking purposes. 

The traditional BIP method is a supply-based approach that classifies generation 

plant between energy-related and demand-related; Le., it considers the actual supply 

characteristics of a utility’s generation portfolio. These supply based classifications are 

then allocated to classes based on demand-side criteria @Wh usage and peak demand). 

Mr. Seelye’s approach ignores the actually supply-side characteristics of EON’S 

generation portfolio because it only considers relative differences in system usages and 

demands. In fact, given IW’s customers combined usage and demand profiles, Mr. 

Seelye’s approach would classify a utility’s generation investment exactly the same 

22 



1 

3 

4 

5 

6 

7 Q. 
8 

9 A. 

10 

11 Q. 

12 

13 A. 

14 

15 

16 

17 

18 

19 

20 

21 

22 

2.3 

24 

25 

26 

27 

28 

29 

30 

regardless of its actual portfolio mix of plants. Mr. Seelye’s classification would be 

identical if KU’s portfolio mix was comprised entirely of base load units 01 entirely of 

peaking units. In my opinion, this assumption (or result) is not consistent with the intent 

ofthe BIP method. Namely, to recognize the capacity/energy tradeoff actually present in 

a system. 

HAVE YOU CONDIJCTED A CLASS COST OF SERVICE STUDY USING A 

TRADITIONAL BIP APPROACH? 

Yes. 

PLEASE EXPLAIN HOW YOU CONDUCTED YOUR TRADITIONAL BIP 

METHOD. 

During the discovery phase of this proceeding, KU provided the hourly loads 

(output) of each EON generation unit during the test year. In other words, for each EON 

generating unit, I was provided hourly output during the test year. With this data, I 

examined the timing, frequency, and level of dispatch for each EON generating unit. 

This examination revealed clear and distinct patterns for individual generating units. 
Many units are clearly base load in nature, others are clearly peaker facilities, and some 

units are neither base load or clearly peaker, but intermediate plants. From this 

examination, I was able to classify each generating unit as base, intermediate, 01 peak. 

Base load plants were classified as 100% energy-related, peaker units were classified as 

100% demand-related, and intermediate plants were classified as partially energy-related 

and partially demand-related based on their individual capacity factors. The results of my 

BIP generation classification is presented in my Schedule GAW-3. It should be noted 

that EON’S hydroelectric facilities were classified as 100% energy-related as these 

facilities are largely run-of-river or flood control dams. My BIP classification study 

results in the following aggregate generation classification: 

Energy-related: 82.78% 

Demand-related: 17.22% 
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WHAT ARE THE CLASS RATES OF RETURN ON RATE BASE AT CURRENT 

RATES UTILIZING YOUR TRADITIONAL BIP METHOD TO CLASSIFY 

GENERATION PLANT? 

Individual class rates of return utilizing the traditional BIP classification method, 

compared to Mr. Seelye's Modified BIP are presented below: 

OAG Seelye 
Class Traditional Modified BIP 

BIP 
RS 4.73% 3.58% 
GSS 11.66% 12.20% 
GSP 10.62% 4.79% 
AES 9.48% 6.32% 
LPS 9.49% 11.53% 
LPP 8.99% 1 1.82% 
LPT 10.10% 10.07% 
STODS 4.80% 6.73% 
STODP 5.42% 6.92% 
LCIP 6 09% 8.55% 
LCIT 3.64% 5.54% 
MPP 14.97% 12.88% 
MPT 13.95% 13.35% 
LMPP 1 1"20% 1 1.42% 
LMPT 10.57% 13.40% 

18.39% 25.00% LITOD 
SL 5.04% 4.51% 
SLDEC 7.86% 6.87% 
POL 10.04% 13.27% 
OL 
TOTAL COMPANY 

14.89% 16.28% 
7.15% 7.15% 

B. Distribution 

AS WE MOVE DOWNSTREAM FROM GENERATION THROUGH 

TRANSMISSION, TO THE DISTRIBUTION SYSTEM, HOW HAS THE 

COMPANY ASSIGNED DISTRIBUTION COSTS TO RATE SCHEDULES AND 

CUSTOMER CLASSES? 

Mr. Seelye has allocated Distribution plant and expenses partially on the basis of 

number of customers and partially on the basis of peak demand. I concur with Mr. 
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there is often controversy regarding the portion of Distribution plant that should be 

allocated on number of customers and the portion that should be allocated on demand. 

This separation between customer-related and demand-related Distribution plant is 

referred to as the classification of Distribution plant. 

PLEASE EXPLAIN THE TERM "CLASSIFICATION OF DISTRIBUTION 

PLANT." 

In the broadest sense, an embedded CCOSS is undertaken using a three-tiered 

approach. First, costs are functionalized as Production, Transmission, Distribution, 

General, and/or customer. These functionalized costs are then classified as energy, 

demand, or customer-related. Finally, classified costs are then allocated to individual 

classes. With respect to the classification of Dishibution plant, it is generally recognized 

that there are no energy-related costs. That is, the distribution system is designed to meet 

localized peak demands However, largely as a result of differences in customer densities 

throughout a utility's service area, electric utility Distribution plant often is classified as 

partially demand-related and partially customer-related. 

WHY IS THE CLASSDFICATION OF DISTRIBUTION PLANT IMPORTANT IN 

CCOSS ANALYSES? 

The classification of Distribution plant may be the single most important factor 

affecting class rates of return. To illustrate the importance of this issue, consider the 

Residential class: whereas this class may account for only 40% to 50% of peak demand, 

it is responsible for a much higher percentage of the number of customers. Therefore, 

given the level of investment associated with Distribution plant, wide variations in class 

rates of return can result from different custorner/demand classifications. 

WHY ARE THE DIFFERENCES IN CUSTOMER DENSITIES IMPORTANT IN 
THE ASSIGNMENT OF DISTRIBUTION COSTS TO INDIVIDUAL CLASSES? 

Possibly the best way to answer this question is by way of example. Consider two 

different electric utilities: one similar to KU with urban, suburban, and rural service 
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areas and one similar to Consolidated Edison Company, which is mainly urban. With 

respect to the utility with a rural service area, many miles of conductors and associated 

plant must be installed in order to serve the demands of relatively few customers. 

Conversely, many more customers are served on a per mile basis for the urban utility. 

For the urban utility, it may be fair and reasonable to allocate Distribution plant solely on 
the basis of peak demands. However, with respect to the utility with a rural service area, 

such an allocation may be unfair if some classes are located mainly in urban or suburban 

areas, while other classes of customers are located in urban, suburban, and rural areas. 

As a result, many utilities classify Distribution plant as partially demand- related and 

partially customer-related. In this manner, a portion of Distribution plant is allocated 

based on a peak demand, and a portion allocated based on number of customers. 

Q. HOW DOES ONE DETERMINE HOW MUCH DISTRIBUTION PLANT 

SHOULD BE CLASSIFIED AS DEMAND-RELATED AND ROW MUCH AS 

CUSTOMER-REL ATED? 

A. Once the decision is made that Distribution plant should be allocated considering 

both peak demand and number of customers, there are two generally accepted methods 

for determining the portions or percentages that should be allocated on each basis. These 

two methods are known as the minimum size and zero-intercept approaches. Under both 

methods, a study is conducted for each major plant account within the distribution 

system. That is, each account is studied and assigned its own customer and demand 

components. 

The minimum size method rests on the premise that the minimum, or smallest 

size, installed equipment makes up the distribution network to connect customers to the 

distribution system, and that all larger sizes of equipment serve peak demands. In 

practice, the cost per unit of the smallest sized installed equipment is determined. This 

minimum cost per unit is then multiplied by the total number units in the system to arrive 

at a total customer amount The total customer amount is then divided by the total cost 

for the account to determine the customer percentage. As the compliment, one minus the 

customer percentage equals the demand percentage. 
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The zero-intercept method is similar to the minimum size method, except for the 

determination of the minimum cost per unit. The zero-intercept method recognizes that 

even the smallest installed piece of equipment has a demand component, because it too is 

designed and installed to meet the peak load placed on that equipment. The zero- 

intercept method attempts to arrive at the "theoretical" cost of a piece of plant or 

equipment capable of carrying zero load. This is accomplished using statistical 

regression techniques whereby the per unit costs of various sizes of equipment are 

determined and a best fitting line is fitted into an equation form. The point at which the 

fitted line intersects the cost axis at zero size is called the zero-intercept. The zero- 

intercept cost then senw as the minimum, or zero size, cost per unit. 

IS ONE METHOD PREFERRED O W R  THE OTHER? 

In general, I prefer to use the zero-intercept method when possible and 

appropriate. However, as with most aspects of ratemaking where there is not a 

universally accepted formula, each approach has its advantages and disadvantages. The 

major criticisms I have regarding the minimum size method is that this method tends to 

overstate the customer percentage because even the smallest installed size is used to meet 

some level of peak demand. The primary weaknesses of the zero-intercept method are 

that more data and a good working knowledge of statistical linear regression analyses are 

required, and sometimes there is no strong correlation between costs and sizes (capacity) 

of distribution equipment. 

HOW APPROPRIATE IS EITHER METHOD FROM A DESIGN OR 

OPERATIONAL PERSPECTIVE? 

First and foremost, the classification of Dishibution plant as partially customer- 

related and partially demand-related results from the view that the allocation of these 

plant items based solely on peak demands would not be equitable to some classes. I 

emphasize this point, because many analysts "lose sight of the forest for the trees". When 

classifying individual accounts within Distribution plant, analysts sometimes ignore (or 

do not understand) how a distribution system is designed and connected. 
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There are three major factors the analyst should keep in mind when classifymg 

Distribution plant First, there are often alternatives across plant and equipment. For 

example, the need for a particular transformer may be erased if a larger size conductor is 

used. Alternatively, fewer and smaller poles may be required if lighter conductors are 

used. Second, and more importantly, is the fact that purchasing economies are usually 

present. For example, there are dozens of various types of overhead conductors 

manufactured. However, due to purchasing economies, a utility may only purchase a few 

different sizes of conductor. This may result in some "over capacity", yet, the total 

installed cost is less than if every segment of the system is optimally designed. Third, 

most components of the distribution system are somewhat oversized for other reasons 

such as safety, reliability, and growth uncertainty. 

Although, these three factors are reflective of how distribution systems are 

actually designed and installed, neither the minimum size nor the zero-intercept method 

account for these factors. In fact, the presence of these three factors can seriously skew 

the results of either method. If the weakness is not captured or recognized, inequitable 

class allocations may result. 

HOW DID MR. SEELYE CLASSIFY DISTRIBUTION PLANT BETWEEN 

CUSTOMER-RELATED AND DEMAND-RELATED COMPONENTS? 

My Seelye claims to have conducted a zero-intercept analysis to develop 

customer/demand classifications for distribution Overhead lines, underground lines, and 

transformers. I take exception to Mr. Seelye's reference to his proposed classifications as 

a "zero-intercept" derived study, and I disagree with his approach. 

PLEASE EXPLAIN HOW AN INDUSTRY ACCEPTED ZERO-INTERCEPT 

STUDY IS CONDUCTED. 

Under accepted industry practices, which are well documented in various cost 

allocation manuals,' the zero-intercept method is very straight-fonvard. First, various 

types of equipment are separated by size and type. Next, historical accounting costs are 

See for example the National Association of Regulatory Utility Commissions ('WARUC") Electric Utility 3 

Cost Allocation Manual, 1992, pages 92 through 94. 
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trended by vintage year to reflect cost differences over time. For each size and type of 

equipment, the total dollars and total units (feet or number of units) are considered as 

well as the capacity (size) of each type of equipment. Because the overall objective is to 

estimate the cost of a “zero-size” piece of equipment, total costs are divided by total units 

(feet or unit) for each type of equipment to derive an average cost per foot or per unit. A 

regression model is then developed based on the following form: 

cos th i t  = a + b (size) 

The resulting intercept (a) produces the estimated cost per unit of a “zero-size” piece of 

equipment. This estimated zero-size cost per unit is then multiplied by the total units in 

the system to estimate a zero-size total cost. The ratio of total zero size costs to trended 

total actual costs represents the percentage of zero-size equipment and serves as the 

customer percentage. 

The above industry standard is in stark contrast to Mr. Seelye’s method presented 

in his Seelye Exhibits 20, 21, and 22. MI. Seelye refers to his approach as a “weighted 

regression analysis.” Although this “weighted regression analysis” is a clever arithmetic 

exercise, it violates theoretical statistical principles of linear regression and skews his 

results. Moreover, on page 64 of his direct testimony, Mr. Seelye states: 

“Like most electric utilities, the number of feet of conductors on KU’s 
system is not uniformly distributed over all sizes of wire. For example, 
KU has over 20.9 million feet of #2 copper overhead conductor, but only 
660 feet of 556 MCM overhead conductor. For this reason, it was 
necessary to use a weighted regression analysis, instead of a standard 
least-squares analysis, in the determination of the zero intercept.” 

It is interesting at best that Mr. Seelye finds KU’s system to be typical of other utilities, 

yet, his approach varies dramatically from the industry practice that has been used by 

countless utilities, Commissions, and analysts for decades. 

To understand the bias in Mr. Seelye’s “weighted regression analysis,” we must 

fully understand the mathematical model he derives. Using Overhead conductors as an 

example, consider Mr. Seelye’s analysis presented in his Exhibit 20. Although not shown 

in his exhibit, Mr. Seelye’s equation for Overhead conductors is: 

(cost per foot x feet”) = 0 + 1 .5562(feet0 5, + 0.00244(capacity x feeto5) 
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Notice that the equation’s true intercept is forced to zero. However, if capacity is set to 

zero, the second term [0.00244(capacity x feet’ ’)I becomes zero. If we then ask what is 

the cost for a foot of a zero capacity conductor we see that feet’ ’ = 1 ’ = 1, such that the 

cost for one foot becomes $1 “5562. This is the zero-intercept used by Mr. Seelye 

To illustrate the bias in ML Seelye’s analysis, consider the following hypothetical 

example of his approach for a system “not uniformly distrihuted over all sizes of wire”: 

Cost 
Per 

Total Foot (y) Capacity (x) Feet (n) y(n05) no5 x(no5) 

350 00 3.50 2.00 100 35 10.00 20.00 
250.00 5 00 4 00 50 35.355339 7.07 28 28 
62,500.00 6.25 6.00 10,000 625 100.00 600.00 
164.00 8 20 8.00 20 36.671515 4.47 35.78 
99.50 9 95 10.00 10 3 1.464663 3-16 31.,62 

Under the correct, and accepted zero-intercept method, the following regression equation 

results: 

costlfeet = 1.75 + 0.805(size) 

Therefore, a zero-size cost is estimated to be $1.75 per foot. Using the same data, the 

following equation is produced using Mr. Seelye’s approach: 

costper foot x feet’’=O+ 1.9815(feet05)+0.7120(sizexfeet05) 

Mr. Seelye’s approach results in a zero cost per foot of $1.9815 as compared to the 

industq accepted cost per foot of $1.75. 

DO YOU HAVE ANY OTHER SIGNIFICANT DISAGREEMENTS WITH MR. 

SEELYE’S DISTRIBUTION PLANT CLASSIFICATION STUDIES? 

Yes. Because a utility’s distribution plant is comprised of many different vintage 

years of equipment, it is necessary to trend original cost (booked) amounts to constant or 

current dollars. This is particularly important because certain types of equipment may 

have been installed as standard practice several years ago (and are still in service) but are 

not utilized today (with higher costs due to inflation). As such, the trending of equipment 
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costs is critical to measure various vintage years plant on a consistent (apples to apples) 

basis. Although Mr. Seelye utilized this required trending concept in his analyses for 

LG&E, distribution plant costs were not trended for his KU analyses. 

WHAT ARE THE RESULTS OF MR. SEELYE’S CLASSIFICATION OF 

DISTRIBUTION PLANT? 

MI. Seelye classifies distribution plant as follows: 

Percentage 
Account Customer Demand 

Overhead Conductors 78.92% 21 .OX% 
Underground Conductors 72.14% 27.86% 
Lines Transformers 47.88% 52.12% 

HAVE YOU CONDUCTED AN INDEPENDENT ANALYSIS TO CLASSIFY 

KU’S DISTRIBUTION PLANT? 

Yes. Because IW’s distribution plant costs were not trended to constant dollars, I 

could not conduct a reasonable analysis for KU with the data available. As such, I 

utilized the constant dollar data for LG&E as used by Mr. Seelye in the LG&E case, and 

used my customer/demand percentages developed in that case as a surrogate for KU. The 

following are my estimated customer/demand classifications: 

Percentage 
Account Customer Demand 

Overhead Conductors 39.3% 60.7% 

Line Transformers 26.5% 73.5% 
Underground Conductors 20.1% 79 9% 

WHAT ARE YOUR CCOSS RESULTS USING THESE CUSTOMER/DEMAND 

CLASSIFICATIONS? 

My recommended distribution plant classifications coupled with a traditional BIP 

approach to classify generation resources are reflected in my recommended CCOSS. The 

detail of this CCOSS is provided in my Schedule GAW-4 and are summarized below: 

.. 
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Class 
RS 
GSS 
GSP 
AES 
LPS 
LPP 
LPT 
STODS 
STODP 
LCIP 
LCIT 
MPP 
MPT 
LMPP 
LMPT 
LITOD 
SL 
SLDEC 
POL 
OL 

TOTAL COMPANY 

ROR At Current Rates 
OAG Recommended Seelye 

5.36% 3.58% 
11 “43% 12.20% 
8.70% 4.79% 
7.68% 6.32% 
8.48% 11.53% 
8.01% 11.82% 

10.10% 10.07% 
3.95% 6.73% 
4.72% 6.92% 
5.30% 8..55% 
3.64% 5.54% 

13.17% 12.88% 
13 “96% 13.35% 
9.70% 14.42% 

10.57% 13.40% 
15.67% 25.00% 
6.13% 4.51% 
8.71% 6.87% 

15.42% 13.27% 
19.06% 
7.15% 

16.28% 
7.15% 

As can be seen above, my CCOSS study which is based on accepted industry practices, 

produces significantly different results than those obtained by Mr. Seelye. 

ELECTRIC CLASS REVENUE DISTRIBUTION 

Q. PLEASE DESCRIBE KU’S PROPOSED DISTRIBUTION OF ITS REQUESTED 

OVERALL ELECTRIC REVENUE INCREASE TO INDIVIDUAL CUSTOMER 

CLASSES. 

A. KU witness Seelye presents the Company’s proposed distribution of its requested 

$19.57 million revenue increase to customer classes. In large part, Mr. Seelye proposes 

that the Residential and lighting classes should be responsible for the vast majority of the 

rate increase proposed by KU. According to Mr. Seelye, this proposed increase is based 

on his CCOSS results. 
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A summary of KU’s proposed revenue increase for each customer class is shown 

below: 

Class 
RS 
GSS 
GSP 
AES 
LPS 
LPP 
LPT 
STODS 
STODP 
LCIP 
LCIT 
MPP 
MPT 
LMPP 
LMPT 
LITOD 
SL 
SLDEC 
POL 
OL 

TOTAL COMPANY 

KU Proposed Electric Increase 
Amount Percent Percent of Avg. 

$17,329,356 4.47% 233% 
0 

446,784 
321,938 

0 
0 

-70,621 
82,070 
6,637 

0 
-38,022 
575,463 
100,123 
29,196 
5,099 

0 
,304,645 

61,720 
195,020 
224,423 

$19,573,831 

0.00% 
16.04% 
4.56% 
0.00% 
0.00% 
-5.87% 
0.99% 
1“00% 
0.00% 
-0.13% 
8.99% 
2.81% 
0.67% 
0.04% 
0.00% 
4.29% 
4.86% 
4.89% 
3.88% 
1.92% 

0% 
837% 
238% 

0% 
0% 

-306% 
52% 
52% 
0% 

-7% 
469% 
147% 
35% 

0% 
224% 
253% 
255% 
202% 
100% 

2% 

MR. WATKINS, IN YOUR OPINION ARE KU’S PROPOSED CUSTOMER 

CLASS REVENUE INCREASES REASONABLE? 

No. 

DO YOU HAVE AN ALTERNATIVE REVENUE INCREASE DISTRIBUTION 

TO THAT PROPOSED BY MR. SEELYE? 

Yes, I do. Using the results of my CCOSS as a guide, and also considering 

principles of gradualism, fairness and equity, I propose an equitable and cost based 

mechanism to assign class revenue increases at KU’s requested overall revenue level. 

My proposed revenue distribution is presented in my Schedule GAW-5 and results in the 

following class increases: 
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1 

L 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

2.3 

24 

25 

26 

27 

28 

29 

30 

RS 
GSS 
GSP 
AES 
LPS 
L.PP 
LPT 
STODS 
STODP 
LCIP 
LCIT 
MPP 
MPT 
L,MPP 
LMPT 
LITOD 
SL 
SLDEC 
POL 

OAG Proposed Electric Increase 

$9.723.431 2.51% 131% 
Class Amount Per cent Percent of Avg. 

, ,  

1,247,416 
40,057 

135,329 
2,791,882 
1,097,194 

17,314 
197,889 
15,889 

2,799,307 
725,336 
61,379 
34,1.35 
62,624 

176,886 
199,504 
136,254 
18,275 
38.266 

0.96% 
1.44% 
1.92% 
1.44% 
1.44% 
1.44% 
2.40% 
2.40% 
2.40% 
2.40% 
0.96% 
0.96% 
1.44% 
1.44% 
0.96% 
1 92% 
1.44% 
0.96% 

OL 551464 0.96% 
TOTAL COMPANY $19,57333 1 1.92% 

50% 
75% 

100% 
75% 
75% 
75% 

125% 
125% 
125% 
125% 
50% 
50% 
75% 
75% 
50% 

100% 
75% 
50% 
50% 

100% 

My specific electric revenue allocation methodology is as follows, with the actual 

calculations provided in Schedule GAW-5 

First, I recognize class cost of service and the concept of gradualism. In doing so, 

I recommend a graduated scale of increases such that no class receives a rate decrease 

and that all class increases are limited to a range of 50% of the system average percentage 

increase to 150% of the system average increase. In order to recognize the higher than 

system average ROR’s provided by certain classes, I increased these higher than average 

ROR classes less than the system average percentage. Similarly, those classes with low 

rates of return weIe increased by a higher percentage. Finally, due to its size relative to 

the system, the Residential class was treated as a residual. 
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Q. MR. WATWNS, PLEASE PROVIDE YOUR RECOMMENDED SCALE BACK 

METHOD TO ASSIGN CLASS REVENUE INCREASES SHOULD THE 

COMMISSION AUTHORIZE AN OVERALL REVENUE REQUIREMENT 

INCREASE LESS THAN THAT PROPOSED BY KU OR AN OVERALL 

DECREASE AS RECOMMENDED BY THE OAG. 

A. I recommend that my customer class revenue increases be reduced proportionally 

downward. 

RESIDENTIAL ELECTRIC RATE DESIGN 

10 

11 Q. 

12 A. 

13 

14 

15 Q. 

16 

17 

18 A. 

19 

20 

21 Q. 

22 

2.3 A. 

24 

25 

26 

27 

28 Q. 

29 A. 

30 

PLEASE DESCRIBE KU’S CURRENT RESIDENTIAL RATE STRUCTURE? 

Currently, Residential rates include a fixed monthly customer charge of $5.00 and 

a flat kwh energy charge. 

WITH RESPECT TO THE CURRENT RESIDENTIAL CUSTOMER CHARGE 

OF $5.00, DOES KU PROPOSE AN INCREASE TO THIS FIXED MONTHLY 

RATE? 

Yes. KU proposes an increase to the monthly Residential customer charge ffom 

the current $5.00 level to $8.49. 

DOES M R .  SEELYE PROVIDE ANY JUSTIFICATION FOR THE LARGE 

INCREASE IN THE FIXED CUSTOMER CHARGE? 

As part of his CCOSS, Mr. Seelye functionalizes all costs that include an 

assignment of overheads to each functional and classification category. Within Mr. 

Seelye’s CCOSS, these fully allocated costs that are classified as “customer” equate to a 

monthly residential “customer allocated cost” of $16.61” 

DO YOU AGREE WITH MR. SEELYE’S “CUSTOMER COST” ANALYSIS? 

No. Mr. Seelye’s customer cost analysis includes not only those costs that are 

directly attributable to customers but also assigns a significant level of corporate 

3 5 



1 

L 

3 

4 Q* 
5 A. 

6 

7 

8 Q* 
9 

10 A. 

11 

12 

1 3 

14 Q. 

15 

16 A. 

17 

18 

19 

20 

21 

22 

23 Q. 

24 A. 

overhead costs. 

establishing fixed monthly customer charges should only include direct customer costs. 

In my opinion, any customer cost analysis used as a basis for 

HAVE YOU CONDUCTED SUCH A DIRECT CUSTOMER COST ANALYSIS? 

Yes. The results of my direct customer costs analysis are presented in my 

Schedule GAW-6 and result in a monthly Residential customer cost of $4.36. 

WHAT IS YOUR RECOMMENDATION AS TO RESIDENTIAL CUSTOMER 

CHARGES IN THIS CASE? 

Given that my direct customer cost analysis results in a monthly customer cost of 

$4.36, I recommend maintaining the current monthly customer charge of $5.00 regardless 

of any increase or decrease in revenue requirement authorized by this Commission 

DOES KU'S PROPOSED 70% INCREASE TO THE RESIDENTIAL CUSTOMER 

CHARGE PROMOTE OR DISCOURAGE CONSERVATION? 

KlJ's proposed increased reliance on customer charge revenue will discourage 

conservation from its electric customers as a larger percentage of customers' bills will be 

collected from a fixed monthly charge that does not vary with usage. As such, the 

Company proposed 70% increase to the fixed customer charge would send a price signal 

to customers that is contrary to conservation efforts and encourage additional usage of 

electricity. 

DOES THIS COMPLETE YOUR TESTIMONY? 

Yes. 
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BACKGROUND & EXPERIENCE PROFILE 
GLENN A. WATKINS 

VICE PRESDENT/SENIOR ECONOMIST 
TECHNICAL ASSOCIATES, INC. 

EDUCATION 

1982 ~ 1988 
1980- 1982 
1976 - 1980 

M B A , Virginia Commonwealth University, Richmond, Virginia 
B S , Economics; Virginia Commonwealth ZJniversity 
A.A , Economics; Richard Bland College of The College of William and Mary, 
Petersburg, Virginia 

POSITIONS 

Jul. 1995-Present Vice PresidentfSenior Economist, Technical Associates, Inc. 
Mar. 1993-1995 
Apr. 1990-Mar. 1993 
Aug. 1987-Apr. 1990 
Feb. 1987-Aug. 1987 
May 1984-Jan. 1987 
May 1982-May 1984 
Sep 1980-May 1982 

Vice PresidenUSenior Economist, C W. Amos of Virginia 
PrincipaYSenior Economist, Technical Associates, Inc. 
Staff Economist, Technical Associates, Inc., Richmond, Virginia 
Economist, Old Dominion Electric Cooperative, Richmond, Virginia 
Staff Economist, Technical Associates, Inc. 
Economic Analyst, Technical Associates, Inc. 
Research Assistant, Technical Associates, Inc. 

EXPERIENCE 

I. Public Utility Reeulatioo 

A. 

B. 

Costing Studies -- Conducted, and presented as expert testimony, numerous embedded and 
marginal cost of service studies. Cost studies have been conducted for electric, gas, telecommuni- 
cations, water, and wastewater utilities. Analyses and issues have included the evaluation and 
development of alternative cost allocation methods with particular emphasis on ratemaking 
implications of distribution plant classification and capacity cost allocation methodologies. 
Distribution plant classifications have been conducted using the minimum system and zero- 
intercept methods. Capacity cost allocations have been evaluated using virtually every recognized 
method of allocating demand related costs (e.&, single and multiple coincident peaks, non- 
coincident peaks, probability of loss of load, average and excess, and peak and average) 

Embedded and marginal cost studies have been analyzed with respect to the seasonal and 
diurnal distribution of system energy and demand costs, as well as cost effective approaches to 
incorporating energy and demand losses for rate design purposes Economic dispatch models 
have been evaluated to determine long range capacity requirements as well as system marginal 
energy costs for ratemaking purposes. 

Rate Design Studies -- Analyzed, designed and provided expert testimony relating to rate 
structures for all retail rate classes, employing embedded and marginal cost studies These rate 
structures have included flat rates, declining block rates, inverted block rates, hours use of demand 
blocking, lighting rates, and interruptible rates. Economic development and special industrial 
rates have been developed in recognition of the competitive environment for specific customers 
Assessed alternative time differentiated rates with diurnal and seasonal pricing structures. Applied 
Ramsey (Inverse Elasticity) Pricing to marginal costs in order ta adjust far embedded revenue 
requirement constraints 
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GLENN A. WATKINS 

C, Forecasting and System Profile Studies ~- Development of long range energy (Kwh or Mcf) and 
demand forecasts for rural electric cooperatives and investor owned utilities. Analysis of electric 
plant operating characteristics for the determination of the most efficient dispatch of generating 
units on a system-wide basis. Factors analyzed include system load requirements, unit generating 
capacities, planned and unplanned outages, marginal energy costs, long term purchased capacity 
and energy costs, and short term power interchange agreements. 

Cost of Canital Studies -_ Analyzed and provided expert testimony on the costs of capital and 
proper capital structures for ratemaking purposes, for electric, gas, telephone, water, and 
wastewater utilities. Costs of capital have been applied to both actual and hypothetical capital 
structures. Cost of equity studies have employed comparable earnings, DCF, and CAPM analyses. 
Econometric analyses of adjustments required to electric utilities cost of equity due to the reduced 
risks of completing and placing new nuclear generating units into service. 

Accountine Studies _ _  Performed and provided expert testimony for numerous accounting studies 
relating to revenue requirements and cost of service. Assignments have included original cost 
studies, cost of reproduction new studies, depreciation studies, lead-lag studies, Weather 
normalization studies, merger and acquisition issues and other rate base and operating income 
ad,justments 

D. 

E. 

11. Transportation Regulation 

A,. Oil and Products PiDelines -- Conducted cost of service studies utilizing embedded costs, 1.C.C. 
Valuation, and trended original cost. Development of computer models for cost of service studies 
utilizing the "Williams" (FERC 154-B) methodology. Performed alternative tariff designs, and 
dismantlement and restoration studies. 

Railroads -" Analyses of costing studies using both embedded and marginal cost methodologies., 
Analyses of market dominance and cross-subsidization, including the implementation of 
differential pricing and inverse elasticity for various railroad commodities. Analyses of capital 
and operation costs required to operate "stand alone" railroads. Conducted cost of capital and 
revenue adequacy studies of railroads 

B. 

111. Insurance Studies 

Conducted and presented expert testimony relating to market structure, performance, and 
profitability by line and sub-line of business within specific geographic areas, e g. by state These 
studies have included the determination of rates of return on Statutory Surplus and GAAP Equity 
by line - by state using the NAIC methodology, and comparison of individual insurance company 
performance vis a vis industry Country-Wide performance 

Conducted and presented expert testimony relating to rate regulation of workers 
compensation, automobile, and professional malpractice insurance. These studies have included 
the determination of a proper profit and contingency factor utilizing an internal rate of return 
methodology, the development of a fair investment income rate, capital structure, cost of capital 

Other insurance studies have included testimony before the Virginia Legislature 
regarding proper regulatory structure of Credit Life and P&C insurance; the effects on competition 
and prices resulting from proposed insurance company mergers, maximum and minimum expense 
multiplier limits, determination of specific class code rate increase limits (swing limits); and 
investigation of the reasonableness of NCCI's administrative assigned risk plan and pool expenses. 
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N. Anti-Trust and Commercial Business Damaee Litigation 

Analyses of alleged claims of attempts to monopolize, predatory pricing, unfair trade 
practices and economic losses. Assignments have involved definitions of relevant market 
areas(geographic and product) and performance of that market, the pricing and cost allocation 
practices of manufacturers, and the economic performance of manufacturers' distributors. 

Performed and provided expert testimony relating to market impacts involving 
automobile and truck dealerships, incremental profitability, the present value of damages, 
diminution in value of business, market and dealer performance, hture sales potential, optimal 
inventory levels, fair allocation of products, financial performance; and business valuations 

MEMBERSHIPS AND CERTIFICATIQNS 

Member, Association of Energy Engineers (1998) 
Certified Rate ofReturn Analyst, Society ofutility and Regulatory Financial Analysts (1992) 
Member, American Water Works Association 
National Association of Business Economists 
Richmond Association of Business Economists 
National Economics Honor Society 

.. 



KENTIICKY UTILITIES 

OAG Adjustment to Reflect Elechic Weather Normalization 

(12 Months Ended April 30,2008) 

Schedule GAW-2 
Page 1 of 8 

(1) (2) (3) 

OAG Test Year OAG Test Year 
Adjustment to kWh Energy Rate Revenue Adjustment 

Residential 

General Service Rate GS 

(35,909,380) $0.05774 ($2,073,408) 

(3,964,088) 0.06745 (267,378) 

Large Power Rate LP 
Secondary (5,989,830) 0.03282 (1 96,586) 
Primary (1,571,891) 0.03282 (51,589) 
Transmission 0.03282 0 
Secondary Small Time of Day 055,666) 0.03879 (1 3.796) . .  I . . .  

" Primary Small Time of Day 0.03879 0 
Total (7,917,3 87) (261,972) 

Large Power Rate LCTOD 
Primary 
Transmission 

Large Mme Power TOD 
Primary 
Transmission 

0.03282 
0.03282 

0.03082 
0.0.3082 

0 
0 
0 

0 
0 
0 

Street Lighting 0 

Total Company (48,146,521) (2,602,757) 

Variable Expenses (48,146,521) $0.02742 ($1,:320,178) 
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Schedule GAW- 3 
Eon Generation Unit Classification 

I 

Unit 

Trimble 1 
Mill Creek 3 
Mill Creek 4 
Mill Creek 1 
Mill Creek 2 
Ghent 1 
Cane Run 6 
Ghent 4 
Ghent 3 
Cane Run 5 
Cane Run 4 
Brown 2 
Brown 3 
Brown 1 
Ghent 2 
Green River 4 
Tyrone 3 
Green River 3 
Trimble 5 
Trimble 6 
Trimble 7 
Trimble 8 
Trimble 9 
Trimble 10 
Brown 6 
Brown 7 
Brown 8 
Brown 9 
Brown 10 
Brown 11 
Brown 5 
Paddys Run 13 
Paddys Run 11 
Cane Run 11 
Paddys Run 12 

TY Pe 

Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Base 
Intermediate 
Intermediate 
Intermediate 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 
Peak 

Zorn i Peak 
Haefling 1,2 & 3 Peak 
Ohio Falls 1- 8 Hydro 

Gross Percent 
Plant Energy 

$598.442 
$272.59 1 
$494.022 
$153.584 
$121.972 
$341.335 
$131.258 
$365.800 
$490.572 
$89.856 
$70.514 
$43.716 

$145.556 
$53.103 

$148.052 
$42.268 
$24.555 
$19.529 
$83.319 
$55.910 
$52.341 
$51.951 
$52.052 
$52.023 
$56.868 
$58.872 
$35 458 
$45.866 
$28.591 
$43.497 
$45 189 

$1.826 
$2 797 
$3.162 
$1 901 
$5.345 

$29.739 

$64.098 

100% 

100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
63% 
69% 
68% 
0% 
0% 

0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 

0% 
0% 
0% 
0% 

100% 

100% 

0% 

0% 

Dlx Dam 1,2, &3 Hydro $1 1.033 100% 

Total $4,370.563 
Percent 

Demand 

0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 

0% 
37% 
31% 
32% 

100% 

100% 
100% 

100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
100% 
0% 

0% 

I o w  

iao% 

Gross Plant 
Energy Demand 

$598.442 
$272.591 
$494.022 
$153.584 
$121.,972 
$341.335 
$131.258 
$365.600 
$490.572 
$89.856 
$70.514 
$43.716 

$145.556 
$53.103 

$148.052 
$26.629 
$18.943 
$13.260 
$0.000 
$0.000 
$0.000 

$0.000 
$0.000 
$0.000 
$0.000 
$0.000 
$0.000 

$0.000 
$0.000 
$0.000 

$0.000 

$0.000 
$0.000 

$29.739 

m o o  

$o.ooa 

$0.000 

$ m o o  

$0.000 
$0.000 
$0.000 

$0.000 
$0.000 
$0.000 
$0.000 
$0.000 
$0 000 
$0.000 
$0.000 
$0.000 

$0.000 
$15.639 
$7,612 
$6.249 

$63.319 
$55.910 
$52.341 
$51.951 
$52.052 
$52.023 
$58.868 
$58.872 
$35.456 
$45.866 
$28.591 
$43.497 
$45.189 
$64.098 
$1.826 
$2.797 
$3.162 
$1.901 
$5.345 
$0.000 

$o.ooo 

$a,.ooo 

0% $1 1.033 $0.000 

$3,617.997 $752.566 
82 78% 17.22% 
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