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INTRODUCTION

Please state your name, affiliation and business address.
My name is Ann E. Bulkley. | am a Principal at The Brattle Group (“Brattle”). My
business address is One Beacon Street, Suite 2600, Boston, Massachusetts 02108.

On whose behalf are you submitting this direct testimony?

I am submitting this direct testimony before the Kentucky Public Service Commission
(“Commission”) on behalf of Kentucky-American Water Company (“KAWC” or the
“Company”), a wholly-owned subsidiary of American Water Works Company, Inc.
(“AWK?”).

Please describe your education and experience.

I hold a Bachelor’s degree in Economics and Finance from Simmons College and a
Master’s degree in Economics from Boston University, with over 30 years of experience
consulting to the regulated utility industry. | have advised numerous energy and utility
clients on a wide range of financial and economic issues with primary concentrations in
valuation and utility rate matters. Many of these assignments have included the
determination of the cost of capital for valuation and ratemaking purposes. My resume and
a summary of testimony that | have filed in other proceedings are presented in more detail
in Appendix A.

What is the purpose of your direct testimony?

The purpose of my direct testimony is to present evidence and provide a recommendation
regarding the appropriate return on equity (“ROE”) and to provide an assessment of the
reasonableness of KAWC’s proposed capital structure for ratemaking purposes for the

Company’s water utility operations.
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Are you sponsoring any exhibits in support of your direct testimony?

Yes. My analyses and recommendations are supported by the data presented in Exhibits
AEB-1 through AEB-10.

Please provide a brief overview of the analyses that led to your ROE recommendation.
I relied on the results of several analytical approaches to estimate the costs of equity for
the Company. | have first developed a proxy group of utility companies that face risks
generally comparable to those faced by KAWC. | have not limited the proxy group to
water utilities, but rather have included a broader group of utilities that face risk similar to
KAWC because a proxy group composed only of water utilities would result in a small
group of companies for which data is limited. To that proxy group, | have applied the
constant growth form of the Discounted Cash Flow (“DCF”) model, the Capital Asset
Pricing Model (“CAPM”), and the Empirical Capital Asset Pricing Model (“ECAPM”).
My recommendation also takes into consideration the Company’s relative business and
regulatory risk as compared with the proxy group, and the Company’s proposed capital
structures as compared with the capital structures of the operating utilities of the companies
contained in the proxy group. Although I do not make specific adjustments to my ROE
recommendation for these factors, | consider them in the aggregate when determining
where my recommended ROE falls within the range of the analytical results.

How is the remainder of your direct testimony organized?

The remainder of my direct testimony is organized as follows:

e Section Il provides a summary of my analyses and conclusions.

e Section Il reviews the regulatory guidelines pertinent to the development of the
cost of capital.
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e Section IV discusses current and projected capital market conditions and the effect
of those conditions on KAWC’s cost of equity.

e Section V explains my selection of the proxy group for KAWC.

e Section VI describes my analyses and the analytical basis for my recommendation
of the appropriate ROE for KAWC.

e Section VII provides a discussion of specific regulatory, business, and financial
risks that have a direct bearing on the ROE to be authorized for KAWC in this case.

e Section VIII provides an assessment of the reasonableness of KAWC’s proposed
capital structure relative to the proxy group.

e Section IX presents my conclusions and recommendations.

1. SUMMARY OF ANALYSIS AND CONCLUSIONS

Q. Please summarize the key factors considered in your analyses and upon which you

base your recommended ROE.

A. The key factors that | have considered in my cost of equity analyses and recommended

ROE for the Company in this proceeding are:

e The United States Supreme Court’s Hope and Bluefield decisions?® established the
standards for determining a fair and reasonable authorized ROE for public utilities,
including consistency of the allowed return with the returns of other businesses
having similar risk, adequacy of the return to provide access to capital and support
credit quality, and the requirement that the result lead to just and reasonable rates.

e The effect of current and prospective capital market conditions on the cost of equity
estimation models and on investors’ return requirements.

e The results of several analytical approaches that provide estimates of the
Company’s cost of equity. Because the Company’s authorized ROE should be a
forward-looking estimate over the period during which the rates will be in effect,
these analyses rely on forward-looking inputs and assumptions (e.g., projected

! Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944) (“Hope™); Bluefield Waterworks &
Improvement Co., v. Public Service Commission of West Virginia, 262 U.S. 679 (1923) (“Bluefield”).
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analyst growth rates in the DCF model, forecasted risk-free rate and market risk
premium in the CAPM analysis).

e Although the companies in my proxy group are generally comparable to KAWC,
each company is unique, and no two companies have the exact same business and
financial risk profiles. Accordingly, I have considered the Company’s regulatory,
business, and financial risks relative to the proxy group of comparable companies
in determining where the Company’s ROE should fall within the reasonable range
of analytical results to appropriately account for any residual differences in risk.

What are the results of the models that you have used to estimate the cost of equity
for KAWC?

Figure 1 (also see Exhibit AEB-1) summarizes the range of results produced by the
constant growth DCF, CAPM, and ECAPM analyses.

Figure 1: Summary of ROE Results
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What is your conclusion regarding the appropriate authorized ROE for KAWC in
this proceeding?

Considering the analytical results presented in Figure 1, current and prospective capital
market conditions, as well as the level of regulatory, business, and financial risk faced by
KAWC’s water operations relative to the proxy group, a range for the authorized ROE
from 10.25 percent to 11.25 percent, which takes into consideration both the low and high
end of the range of results in the models, is reasonable. Taking into consideration the
results of the analytical models, current market conditions, and the Company’s relative
risk, an ROE of 10.75 percent is reasonable and appropriate.

Is the Company’s requested capital structure reasonable and appropriate?
Yes. The Company’s proposed common equity ratio of 52.26 percent for the thirteen-

month period ending December 31, 2026, is lower than the average actual equity ratios of
the utility operating subsidiaries of the proxy group companies, and well within the range
of the equity ratios for those same companies.

REGULATORY GUIDELINES

Please describe the guiding principles to be used in establishing the cost of capital for
a regulated utility.

The U.S. Supreme Court’s precedent-setting Hope and Bluefield cases established the
standards for determining the fairness and reasonableness of a utility’s authorized ROE.
Among the standards established by the Court in those cases are: (1) consistency with other
businesses having similar or comparable risks; (2) adequacy of the return to support credit
quality and access to capital; and (3) the principle that the specific means of arriving at a

fair return are not important, only that the end result leads to just and reasonable rates.?

Bluefield, 262 U.S. at 692-93; Hope, 320 U.S. at 603.
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Is fixing a proper rate of return just about protecting the utility’s interests?

No. As the Court noted in Bluefield, a proper rate of return not only assures “confidence
in the financial soundness of the utility and should be adequate, under efficient and
economical management, to maintain and support its credit [but also] enable[s the utility]
to raise the money necessary for the proper discharge of its public duties.”® As the Court
went on to explain in Hope, “[t]the rate-making process ... involves balancing of the
investor and consumer interests.”

Has the Commission provided similar guidance in establishing the appropriate return
on common equity?

Yes. For example, the Commission has stated that it must “balance the financial integrity
of the utility with the interests of the consumer and the statutory obligation that rates be

fair, just and reasonable.”

Why is it important for a utility to be allowed the opportunity to earn a return that is
adequate to attract capital at reasonable terms?

A return that is adequate to attract capital at reasonable terms enables KAWC to continue
to efficiently provide safe, reliable water service while maintaining its financial integrity.
That return should be commensurate with returns expected elsewhere in the market for
investments of equivalent risk. If it is not, debt and equity investors will seek alternative
investment opportunities for which the expected return reflects the perceived risks, thereby

inhibiting KAWC’s ability to attract capital at reasonable cost. When the Company is

Bluefield, 262 U.S. at 693.

Hope, 320 U.S. at 603.

Case No. 2023-00191, Electronic Application of Kentucky-American Water Company for an Adjustment of Rates,
A Certificate of Public Convenience and Necessity for Installation of Advanced Metering Infrastructure, Approval
of Regulatory and Accounting Treatments, and Tariff Revisions (KY PSC May 3, 2023), Order at 36-37.
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afforded a reasonable opportunity to earn its market-based cost of capital, a fair and
reasonable balance is achieved between customers’ and shareholders’ interests.

Is a utility’s ability to attract capital also affected by the ROEs authorized for other
utilities?

Yes. Utilities compete directly for capital with other investments of similar risk, which
include other water, natural gas, and electric utilities. Therefore, the ROE authorized for a
utility sends an important signal to investors regarding whether there is regulatory support
for financial integrity, dividends, growth, and fair compensation for business and financial
risk. The cost of capital represents an opportunity cost to investors. If higher returns are
available elsewhere for other investments of comparable risk over the same time-period,
investors have an incentive to direct their capital to those alternative investments. Thus,
an authorized ROE significantly below authorized ROEs for other water, natural gas, and
electric utilities can inhibit the utility’s ability to attract capital for investment.

What is the standard for setting the ROE in a jurisdiction?

The stand-alone ratemaking principle is the foundation of jurisdictional ratemaking. This
principle requires that the rates charged in any operating jurisdiction be for the costs
incurred in that jurisdiction. The stand-alone ratemaking principle ensures that customers
in each jurisdiction only pay for the costs of the service provided in that jurisdiction, which
is not influenced by the business operations in other operating companies. In order to
maintain this principle, the cost of equity analysis is performed for an individual operating
company as a stand-alone entity. As such, I have evaluated the investor-required return for

KAWC’s operations in Kentucky.
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Does the fact that the Company is wholly-owned by AWK, a publicly-traded
company, affect your analysis?

No. In this proceeding, consistent with stand-alone ratemaking principles, it is appropriate
to establish the cost of equity for KAWC, not their publicly-traded parent, AWK. More
importantly, however, it is appropriate to establish a cost of equity and capital structure
that provides KAWC the ability to attract capital on reasonable terms, both on a stand-
alone basis and within AWK. Although the Company is committed to investing the
required capital to provide safe and reliable service, because it is a subsidiary of AWK, the
Company competes with the other AWK subsidiaries for proactive investment capital. In
determining how to allocate its finite proactive capital resources, it would be reasonable
for AWK to consider the authorized ROE of each of its subsidiaries.

Is the regulatory framework and the authorized ROE and equity ratio important to
the financial community?

Yes. The regulatory framework is one of the most important factors in investors’
assessments of the risk of utilities. Specifically, the authorized ROE and equity ratio for
regulated utilities is very important for determining the degree of regulatory support for a
utility’s creditworthiness and financial stability in the jurisdiction. To the extent that
authorized returns in a jurisdiction are lower than the returns that have been authorized
more broadly, such actions are considered by both debt and equity investors in the overall
risk assessment of the regulatory jurisdiction in which the company operates. In other
words, the authorized ROE and equity ratio may affect the cost of borrowing and can serve
as a signal to equity investors about the risks associated with equity investment in a

company.
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What are your conclusions regarding regulatory guidelines?

The ratemaking process is premised on the principle that, in order for investors and
companies to commit the capital needed to provide safe and reliable utility services, a
utility must have a reasonable opportunity to recover the return of, and the market-required
return on, its invested capital. Accordingly, the Commission’s order in this proceeding
should establish rates that provide the Company with a reasonable opportunity to earn a
ROE that is: (1) adequate to attract capital at reasonable terms; (2) sufficient to ensure its
financial integrity; and (3) commensurate with returns on investments in enterprises with
similar risk. It is important for the ROE authorized in this proceeding to take into
consideration current and projected capital market conditions, as well as investors’
expectations and requirements for both risks and returns. Because utility operations are
capital-intensive, regulatory decisions should enable the utility to attract capital at
reasonable terms under a variety of economic and financial market conditions. Providing
the opportunity to earn a market-based cost of capital supports the financial integrity of the
Company, which is in the interest of both customers and shareholders.

CAPITAL MARKET CONDITIONS

Why is it important to analyze capital market conditions?

Capital market conditions influence cost of equity models by affecting inputs in the model
at the time the analysis is performed. While the ROE that is established in a rate proceeding
is intended to be forward-looking, the analyst uses current and projected market data,
specifically stock prices, dividends, growth rates and interest rates, in the models to
estimate the required return for the subject company.

Analysts and regulatory commissions recognize the importance of considering how
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these conditions impact cost of equity estimation models when determining the appropriate
range and recommended ROE for a future period. For example, if investors do not expect
current market conditions to be sustained in the future, it is possible that the cost of equity
estimation models may not provide an accurate estimate of investors’ required return
during that rate period. Therefore, it is important to consider projected market data to
estimate the return of the forward-looking period.

How do market conditions affect the cost of equity models?

The cost of equity models rely on various assumptions that are directly affected by market
conditions. For example, in this section, I specifically address: (1) sustained elevated levels
of inflation, (2) uncertainty in federal monetary policy related to the changes in
administration and (3) increased interest rates that are expected to remain elevated over the
next few years. Interest rates, which are affected by inflation and monetary policy, are
directly used in the capital asset pricing model, and indirectly affect the dividend yield in
the DCF model.

What has the level of inflation been over the past few years?

As shown in Figure 2, year-over-year core inflation increased steadily beginning in early
2021, rising from 1.40 percent in January 2021 to a high of 6.64 percent in September
2022, which was the largest 12-month increase since 1982.5° While core inflation has
declined in response to the Federal Reserve’s monetary policy, it continues to remain
significantly above the Federal Reserve’s target level of 2.00 percent.

Because the Federal Reserve’s dual mandate is to promote stable prices and

employment, considering employment data, in addition to interest rates, is important. The

Reade Pickert, “Core US inflation rises to 40-year high, securing big Fed hike,” Bloomberg, October 13, 2022.

10
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ratio of unemployed persons per job opening was 0.90 in February 2025 (the most recent
data available at the time of this testimony) and has been consistently below 1.00 since
April 2021, indicating a relatively tight labor market. Sustained strength in the labor
market has allowed the Federal Reserve to prioritize reducing inflation by pursuing the
necessary restrictive monetary policy needed to achieve its 2.00 percent target benchmark.

Figure 2: Core Inflation and Unemployed Persons-to-Job Openings, January 2019
to February 20257
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Q. What policy actions has the Federal Reserve enacted to respond to increased

inflation?

A. The dramatic increase in inflation prompted the Federal Reserve to pursue an aggressive

7

normalization of monetary policy, removing the accommodative policy programs used to

mitigate the economic effects of COVID-19. Between the March 2022 Federal Open

Figure 2 presents the year-over-year change in core inflation, as measured by the Consumer Price Index (“CPI™)
excluding food and energy prices as published by the Bureau of Labor Statistics. | have considered core inflation
because it is the preferred inflation indicator of the Federal Reserve for determining the direction of monetary
policy. Core inflation is preferred by the Federal Reserve because it removes the effect of food and energy prices,
which can be highly volatile.

11



10

11

12

13

14

15

16

17

18

19

20

21

9

Market Committee (“FOMC”) meeting and the July 2023 FOMC meeting, the Federal
Reserve increased the target federal funds rate through a series of increases from a range
of 0.00 — 0.25 percent to a range of 5.25 percent to 5.50 percent.

How did yields on long-term government bonds respond to the Federal Reserve’s
normalization of monetary policy?

Since the Federal Reserve’s December 2021 meeting, the yield on 10-year Treasury bonds
increased by over 350 basis points, increasing from 1.47 percent on December 15, 2021 to
a peak of 4.98 percent in October 2023. It currently remains well above 2021 levels (i.e.,
4.26 percent as of April 8, 2025).8

Did the Federal Reserve recently reduce the federal funds rates?

Yes. The Federal Reserve did recently reduce the federal funds rate by 50 basis points in
September 2024, 25 basis points in November 2024, and 25 basis points in December 2024
noting at the September meeting the reduction was due to the risks associated with both
inflation and the labor market becoming more balanced given the effectiveness of
restrictive monetary policy in combatting inflation. However, the Federal Reserve left
rates unchanged at the most recent FOMC meetings in January and March 2025.

What is the expected path of monetary policy over the near-term?

At the March 2025 FOMC meeting, Chairman Powell noted that labor market conditions
are “solid” and while inflation has declined it still remains above the Federal Reserve’s
target of 2 percent, as a result, the FOMC decided to maintain the current federal fund rate

range of 4.25 percent to 4.50 percent.® Regarding the possible path of monetary policy,

S&P Capital 1Q Pro.
Transcript of Chair Powell’s Press Conference, (January 29, 2025).

12
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Chairman Powell continued to reiterate that policy is “not on any preset course”; but, he
acknowledged increased uncertainly due to the implementation of significant policy
changes (i.e., trade, immigration, fiscal policy and regulation) by the Trump
administration.® Chairman Powell noted that the FOMC will continue to analyze incoming
data to determine the effect of such policy changes and was in a good position to adjust the
course of monetary policy if needed.!* Thus, the FOMC’s forecast of the federal funds rate
remained unchanged from the December 2024 meeting, forecasting just two rate cuts
before the end of 2025.%2

What has happened to the yields on long-term government bonds since the FOMC
reduced the federal funds rate in September 20247

As shown in Figure 3 below, while the yield on the 10-year treasury bond declined prior to
the time of the first federal funds rate cut, the yield has increased since the September 2024
FOMC meeting. As of April 8, 2025, the 10-year Treasury bond yield was 4.26 percent,
which is consistent with levels seen in June 2024, several months prior to the reductions in

the federal funds rate.

12 Federal Reserve, Summary of Economic Projections, March 19, 2025, at 2.

13
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Figure 3: 10-Year Treasury Bond Yield, Janaury 2024 through April 8, 20253
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Why have long-term interest rates increased since the Federal Reserve reduced the
federal funds rate in September?

Investors view key elements of President Trump’s economic plan, such as tax cuts,
immigration policy, and tariffs, as inflationary. According to a recent Reuters article, the
increase in long-term government bond yields was initially related to investors responding
to an increasing probability of a Trump Administration in 2025 and has continued since
President Trump’s re-election and inauguration.** For example, on April 2, 2025, President
Trump announced a significant set of tariffs on each of the U.S.’s trading partners, a policy
initiative that is largely viewed as inflationary. Inflation affects bonds, in particular long-
term government bonds, because it erodes the value of future bonds payments. Therefore,

in an inflationary environment, investors will demand higher returns on bonds to

Capital 1Q Pro.

14 Davide Barbuscia and Lewis Krauskopf, “Bond rebound uncertain as Trump plans overshadow Fed rate cuts,”
Reuters, November 8, 2024.

14
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compensate for the added risk of inflation thus bond prices decline and the yields on bonds
increase. The longer the duration of the bond, the greater the effect of inflation which is
why inflation risk is greater for long-term government bonds. The significant tariff policy
increases the risk that inflation will remain elevated, which is why the yields on long-term
bonds have not decreased and in fact have increased since the Federal Reserve reduced the
federal funds rate. Further, the use of tariffs strains the relationship with trading partners,
which could result in a reduction in the foreign demand for long-term U.S. government
bonds resulting in additional upward pressure on long-term government bond yields.:s

What are expectations for the yields on long-term government bonds?

Economists and analysts are expecting elevated rates. Blue Chip Financial Forecasts
provides a forecast from economists on the 30-year Treasury bond. In the most recent
published Blue Chip Financial Forecasts report, economists projected the 30-year treasury
rate to remain relatively stable and decrease only slightly from 4.60 percent in Q2/2025 to
4,50 percent in Q2/2026.1% Additionally, the consensus estimate over the longer-term (i.e.,
2026-2030) as published in the December 2024 Blue Chip Financial Forecasts report was
4.30 percent.}” This is important because it means that long-term interest rates are expected
to remain elevated during the period that the Company’s rates will be in effect.

What are your conclusions regarding the effect of current market conditions on the
cost of equity for the Company?
It is important to consider current and projected market conditions in setting the forward-

looking ROE due to its effect on the estimated cost of equity. Long-term interest rates

15 Vanjani, Karishma. “U.S. Treasury Bonds Sell Off as 30-Year Yield Rises Most Since 1982,” Barron’s, April 9,

2025.

16 Blue Chip Financial Forecasts, Vol. 44, No. 4, April 1, 2025, at 2.
17" Blue Chip Financial Forecasts, Vol. 43, No. 12, November 27, 2024, at 14.

15
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remain elevated and are expected to continue to remain elevated as a result of inflationary
policies such as tariffs, immigration policy, and tax cuts. While the FOMC has most
recently held the federal funds rate unchanged after three rate cuts, Chairman Powell has
indicated that the Federal Reserve is in “wait and see mode” and will rely on incoming data
to determine when it is appropriate to adjust the federal funds rate. With higher expected
interest rates, borrowing is more expensive which in turn raises the cost of capital. As a
result, investors demand higher returns on equity, leading to an increase in the cost of
equity.

PROXY GROUP SELECTION

Please provide a brief profile of KAWC.

KAWC, a wholly-owned subsidiary of AWK, provides water distribution service to
approximately 140,000 customers in Kentucky.*® The Company can access debt markets
through American Water Capital Corp. (“AWCC”) or independently. The current credit
ratings for AWCC and AWK are as follows: (1) S&P - A (Outlook: Stable);'® and (2)

Moody’s - Baal (Outlook: Stable).?°

Why have you used a group of proxy companies to estimate the cost of equity for
KAWC?

In this proceeding, the cost of equity is being estimated for KAWC, a rate-regulated
subsidiary of AWK. Because the cost of equity is a market-based concept and the
Company does not make up the entirety of a publicly-traded entity, it is necessary to

establish a group of companies that are both publicly traded and comparable to the

18 Company provided data.
19 S&P Global Ratings, American Water Works Co. Inc., February 6, 2023.
20 Moody’s Ratings, Credit Opinion, American Water Works Company, Inc., January 23, 2025.

16
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Company in certain fundamental business and financial respects to serve as its “proxy” in
the cost of equity estimation process. Accordingly, | have developed screens and screening
criteria based on judgment with the intention of balancing the need to maintain a proxy
group that is of sufficient size with the need to establish a proxy group of companies that
are comparable in business and financial risk to KAWC.

Even if the Company was publicly traded, it is possible that transitory events could
bias its market value over a given period. A significant benefit of using a proxy group is
that it moderates the effects of unusual events that may be associated with any one
company. The companies included in the proxy group all possess a set of operating and
risk characteristics that are substantially comparable to the Company, and thus provide a
reasonable basis to derive and estimate the appropriate cost of equity for the Company.
How did you select the companies in your proxy group?

I began with the group of U.S. utilities that Value Line classifies as “Water Utilities” and
“Natural Gas Distribution Companies” and applied screening criteria to select companies
that:

e pay consistent quarterly cash dividends because companies that do not cannot be
analyzed using the constant growth DCF model;

e have an investment grade long-term issuer rating;
e have positive long-term earnings growth forecasts from at least two equity analysts;

e derive more than 70.00 percent of their total operating income from regulated
operations; and

e were not parties to a merger or transformative transaction during the analytical
periods relied on.

17
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Did you consider any additional companies for inclusion in your proxy group?

Yes. | also considered the group of companies that Value Line classifies as “Electric
Utilities.” | started by relying on the criteria used to screen the water and natural gas
utilities, and then applied the following two additional screening criteria to the group of
electric utilities to ensure that any companies meeting the criteria would be considered risk
comparable to KAWC:

e The company’s owned generation comprises less than 10 percent of its total MWh
sales to ultimate customers, which ensures that the electric utilities included did not
own a substantial amount of generation and therefore had operations that were
primarily transmission and distribution; and

e Oown water operations.
Based on this screening criteria, are any companies classified by Value Line as electric
utilities included in your proxy group?
No. While | have considered the electric companies for potential inclusion in the proxy
group, none of the companies met the screening criteria that | specified.
Did you include AWK in your proxy group?
No. It is not appropriate to include AWK in the proxy group used to determine the
authorized ROE for KAWC because of the circular logic that would occur. For example,
in the current proceeding, the ROE for KAWC is being determined, which in turn
contributes to the ROE of its parent company, AWK. If AWK were included in the proxy
group, AWK would be being used to determine its own subsidiary’s ROE. Therefore, to

avoid the circular logic, I have excluded AWK from my proxy group for KAWC.
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Why did you consider natural gas and electric distribution utilities for inclusion in
the proxy group?
As a result of industry consolidation in the utility industry, Value Line currently classifies
only seven companies as water utilities, meaning the universe of potential companies for
inclusion in a proxy group is already small before any screening criteria are applied.
Therefore, because there is a limited number of publicly traded water companies available
for inclusion in a proxy group, | have also considered natural gas distribution companies
and electric utilities that meet the screening criteria discussed.
Are natural gas and electric distribution utilities reasonably comparable to water
utilities to be included in a proxy group used to estimate the cost of equity for a water
utility?
Yes, it is reasonable to consider both natural gas and electric distribution companies for
purposes of establishing a proxy group of companies that are reasonably comparable to
KAWC. KAWC is a regulated utility distribution company, which is similar to other
regulated utility distribution companies that provide electric or natural gas service instead
of water distribution. The screening criteria | have specified requires that a company derive
more than 70 percent of its operating income from regulated operations. Therefore, the
electric utilities and natural gas distribution companies included in my proxy group
generate a large portion of their operating income from regulated operations similar to
KAWC and the water utilities included in the proxy group.

Recent consolidation in the utility industry has demonstrated the similar nature of
water, electric, and natural gas distribution utilities. Consolidation within the water utility

industry has occurred not only among water-only utilities, there have also been acquisitions
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that have involved the merger of a natural gas utility with a water utility and an electric
utility with a water utility. For example, in 2017, Northwest Natural Gas Company
(“Northwest Natural”) acquired Salmon Valley Water Company and Falls Water
Company, two water utilities operating in the Pacific Northwest, and one of the reasons
cited for the merger was the similarity in operating characteristics and risk profiles of the
natural gas and water utilities. In an interview regarding the transaction, the CEO of
Northwest Natural noted:

While these transactions and the companies' continuing operations are not

expected to have a material impact on NW Natural's financial results, we

view these acquisitions as the first step in a broader strategy. The water

utility sector has a risk profile and business model that is similar to our core

gas utility. There are also substantial investment opportunities over the long

term, as water infrastructure needs to be replaced and upgraded to serve
growing communities with safe, clean drinking water.?

Similarly, in 2020, Essential completed the acquisition of PNG Companies, LLC,
a natural gas utility operating in Pennsylvania, West Virginia, and Kentucky. In discussing
the acquisition, Essential’s Chairman and CEO Chris Franklin noted that:

...both gas and water utilities are underground utilities, and that the systems

share a common burden of being old and in need of replacement. However,

he said rates will not go up for “a number of years,” and that any increase
would require approval from the PUC.?2

Q. Have other regulators also considered the inclusion of other utility industry segments
in the proxy group used to estimate the cost of equity for a water utility?
A. Yes. The Massachusetts Department of Public Utilities (“MDPU”), the Florida Public

Service Commission (“FPUC”) and the Illinois Commerce Commission (“ICC”) have

21 Northwest Natural Gas Company, Press Release, “NW Natural Expands into Regulated Water Utility Sector with
Acquisitions in Oregon and ldaho,” December 21, 2017.

22 Margaret J. Krauss, “Aqua America Will Buy Peoples Gas For $4.3 Billion,” 90.5 WESA (NPR), January 16,
2020.
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considered the results of a proxy group that includes natural gas companies when
determining the authorized ROE for water utilities. For example:

e In Docket No. 17-90, the MDPU determined that the use of a natural gas utility
proxy group was appropriate for the purpose of demonstrating the comparability of
the investment risk of the proxy group to Aquarion Water Company.?

e In Docket No. 20180006-WS, the FPUC modified the methodology used to
estimate the ROE for water and wastewater utilities in Florida to include a
combined proxy group of natural gas and water utilities.?® The FPUC has
previously relied on a natural gas only proxy group to estimate the ROE for water
and wastewater utilities;>> however, to increase the size of the proxy group, the
FPUC decided to rely on a combined proxy group. Specifically, the FPUC noted:

The leverage formula methodology shall be modified to include a
combined proxy group of natural gas and WAW utilities as proxy
companies in calculating the leverage formula. We find that the
selected natural gas utilities and WAW utilities that derive at least
50 percent of their revenue from regulated rates. These utilities have
market power and are influenced significantly by economic
regulation. In Attachment 1, the returns calculated using the proxy
group are adjusted to reflect the risks faced by Florida WAW
utilities. The updated index consists of five natural gas companies
and seven WAW companies that derive at least 50 percent of their
total revenue from regulated operations. These companies have a
median Standard and Poor’s bond rating of “A”2

e In Case No. 22-0210, for Illinois-American Water Company, the ICC agreed that a
proxy group of water and public utility companies was a reasonable sample upon
which to apply the various COE estimation models.?’

Massachusetts Department of Public Utilities, Docket No. 17-90, October 31, 2018, at 286-287.

Florida Public Service Commission, Docket No. 20180006-WS, Order No. PSC-2018-0327-PAA-WS, June 26,
IZZ(I)olr?(,thPZblic Service Commission, Docket No. 170006-WS, Order No. PSC-17-0249-PAA-WS, June 26, 2017,
Iitlgr'ida Public Service Commission, Docket No. 20180006-WS, Order No. PSC-2018-0327-PAA-WS, June 26,
Izl?i%]%istcgo.mmerce Commission, Docket No. 22-0210, Order, December 15, 2022, at 102.
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1 Q. Is there additional information that indicates similarity between water utilities and
2 electric and natural gas distribution utilities?

3 A Yes. As shown in Figure 4, | have reviewed the average annual authorized ROEs

4 separately for water, natural gas distribution, and electric distribution utilities over the past
5 decade across the United States. As shown, over the past ten years, the historical annual
6 average authorized ROEs for these types of utilities have varied relative to one another,
7 which is indicative that these utilities are considered reasonably comparable to one another
8 in terms of risk and thus are generally comparable to KAWC for purposes of developing a
9 proxy group for purposes of estimating the cost of equity in this proceeding.

10 Figure 4: Comparison of Average Authorized ROEs Nationally for Water, Natural
11 Gas Distribution, and Electric Distribution Utilities?
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12
13 Q. What is the composition of your proxy group?

14 A The screening criteria discussed, the details of which are presented on Exhibit AEB-2,

15 results in a proxy group consisting of the companies shown in Figure 5.

28 S&P Capital 1Q Pro.
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Figure 5: Proxy Group

Company Ticker
Atmos Energy Corporation ATO
NiSource Inc. NI
Northwest Natural Gas Company NWN
ONE Gas, Inc. OGS
Southwest Gas Corporation SWX
Spire, Inc. SR
American States Water Company AWR
California Water Service Group CWT
Middlesex Water Company MSEX
SJW Group SIW
Essential Utilities, Inc. WTRG

COST OF EQUITY ESTIMATION

Please briefly discuss the ROE in the context of the regulated rate of return.

The rate of return for a regulated utility is the weighted average cost of capital, in which
the costs of the individual sources of capital are weighted by their respective proportion
(i.e., book values) in the utility’s capital structure. The ROE is the cost rate applied to the
equity capital in calculating the rate of return. Although the costs of debt and preferred
stock can be directly observed, the cost of equity is market-based and, therefore, must be
estimated based on observable market data.

How is the required cost of equity determined?

A range of the required cost of equity is estimated by using analytical techniques that rely
on market-based data to quantify investor expectations regarding equity returns. Within
that range, the ROE that is recommended is based on a review of the business, regulatory,
and financial risks of the subject utility as compared with the proxy group, including the
capital structure of the subject utility. A key consideration in determining the cost of equity
is to ensure that the methodologies employed reasonably reflect investors’ views of the

financial markets in general, as well as the subject company (in the context of the proxy
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group), in particular. It is also important that the ROE that is authorized takes into
consideration the financial risk resulting from the authorized capital structure of the subject
utility. An authorized capital structure that has a relatively greater amount of leverage
results in relatively greater risk, because equity is the last claimant in the event of the
dissolution of a company. Therefore, as the leverage in the capital structure increases, it is
necessary for the ROE to increase to recognize the incremental risk to equity holders.
What methods did you use to estimate KAWC’s cost of equity?

I consider the results of the constant growth DCF model, the CAPM, and the ECAPM. As
discussed in more detail below, a reasonable cost of equity estimate considers alternative
methodologies, observable market data, and the reasonableness of their individual and
collective results.

Why is it important to use more than one analytical approach to estimate the cost of
equity?

Because the cost of equity is not directly observable, it must be estimated based on both
quantitative and qualitative information. When faced with the task of estimating the cost
of equity, analysts and investors are inclined to gather and evaluate as much relevant data
as reasonably can be analyzed. Several models have been developed to estimate the cost of
equity, and 1 use multiple approaches to estimate the cost of equity. As a practical matter,
however, all of the models available for estimating the cost of equity are subject to limiting
assumptions or other methodological constraints. Consequently, many well-regarded

finance texts recommend using multiple approaches when estimating the cost of equity.
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For example, Copeland, Koller, and Murrin?® suggest using the CAPM and Arbitrage
Pricing Theory model, while Brigham and Gapenski®® recommend the CAPM, DCF, and
“pond yield plus risk premium” approaches.®! Because the cost of equity models rely on
different assumptions, it is appropriate to consider multiple models to ensure that changes
in market conditions are properly reflected in the range of cost of equity results that are
reasonably available for investors to consider.

Has the Commission also relied on multiple models in establishing a utility’s
authorized ROE?

Yes. The Commission stated in the Company’s last rate case that it considered all of the
evidence presented in the case to determine the authorized ROE for KAWC. Specifically,
the Commission stated:

In evaluating the ROE for Kentucky-American, the Commission must
evaluate and review each model and all parties' positions and balance the
financial integrity of the utility with the interests of the consumer and the
statutory obligation that rates be fair, just and reasonable. The Commission
notes that in recent cases including Case Nos. 2020-00349/2020-00350,
2022-00147, 2022-00222, and 2022-00372 the Commission has discussed
that it is appropriate for utilities to present, and for the Commission to
evaluate, multiple methodologies to estimate ROEs, and each approach has
its own strengths.?

Tom Copeland, Tim Koller and Jack Murrin, Valuation: Measuring and Managing the Value of Companies, New
York, McKinsey & Company, Inc., 3rd Ed., 2000, at 214.

Eugene Brigham, Louis Gapenski, Financial Management: Theory and Practice, Orlando, Dryden Press, 1994, at
341.

While it has historically been my practice to present the results of a bond yield plus risk premium approach in the
context of estimating a reasonable cost of equity, | have not done so in this case to limit the number of contested
issues.

Case No. 2023-00191, Electronic Application of Kentucky-American Water Company for an Adjustment of Rates,
A Certificate of Public Convenience and Necessity for Installation of Advanced Metering Infrastructure, Approval
of Regulatory and Accounting Treatments, and Tariff Revisions (KY PSC May 3, 2023), Order at 36-37; footnotes
omitted.
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A. Constant Growth DCF Model

Please describe the DCF approach.

The DCF approach is based on the theory that a stock’s current price represents the present
value of all expected future cash flows. In its most general form, the DCF model is

expressed as follows:

= _D1 DZ cee DOO
0= w0 Tanor T T o [1]

Where Pg represents the current stock price, D1...Doo are all expected future dividends,
and k is the discount rate, or required ROE. Equation [1] is a standard present value

calculation that can be simplified and rearranged into the following form:

k — D0(1+g) + g [2]
Po

Equation [2] is often referred to as the constant growth DCF model in which the first term
is the expected dividend yield and the second term is the expected long-term growth rate.
What assumptions are required for the constant growth DCF model?

The constant growth DCF model requires the following four assumptions: (1) a constant
growth rate for earnings and dividends; (2) a stable dividend payout ratio; (3) a constant
price-to-earnings ratio; and (4) a discount rate greater than the expected growth rate. To
the extent that any of these assumptions are not objectively valid, considered judgment

and/or specific adjustments should be applied to the results.
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What market data do you use to calculate the dividend yield in your constant growth
DCF model?

The dividend yield in my constant growth DCF model is based on the current annualized
dividend and average closing stock prices of the proxy group companies over the most
recent 30, 90, and 180 trading days ended March 31, 2025.

Why do you use three averaging periods for stock prices?

I use an average of recent trading days to calculate the term Pg in the DCF model to reflect
current market data, while also ensuring that the result of the model is not skewed by
anomalous events that may affect stock prices on any given trading day.

Do you make any adjustments to the dividend yield to account for periodic growth in
dividends?

Yes. Since utility companies tend to increase their quarterly dividends at different times
throughout the year, it is reasonable to assume that dividend increases will be evenly
distributed over calendar quarters. Given that assumption, it is reasonable to apply one-
half of the expected annual dividend growth rate for purposes of calculating the expected
dividend yield component of the DCF model. This adjustment ensures that the expected
first-year dividend yield is, on average, representative of the coming twelve-month period,
and does not overstate the aggregated dividends to be paid during that time.

Why is it important to select appropriate measures of long-term growth in applying
the DCF model?

In its constant growth form, the DCF model (i.e., Equation [2]) assumes a single growth
estimate in perpetuity. To reduce the long-term growth rate to a single measure, one must

assume that the payout ratio remains constant and that earnings per share (“EPS”),
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dividends per share, and book value per share all grow at the same constant rate. Over the
long run, however, dividend growth can only be sustained by earnings growth. Therefore,
it is important to consider a variety of sources in arriving at a singular long-term earnings
growth rate for the constant growth DCF model.

Which sources of long-term earnings growth rates did you use?

My constant growth DCF model incorporates three sources of long-term earnings growth
rates: (1) Zacks Investment Research (“Zacks™); (2) S&P Capital 1Q Pro; and (3) Value
Line.

Have you previously relied on projected EPS growth rates provided by Yahoo!
Finance?

Yes; however, Yahoo! Finance no longer reports consensus projected 3- to 5-year EPS
growth rates. As a result, I now instead rely on the consensus projected 3- to 5-year EPS
growth rates reported by S&P Capital 1Q Pro.

Why do you believe that projected earnings growth rates are the appropriate growth
rates in the DCF model?

Earnings are the fundamental driver of a company’s ability to pay dividends; therefore,
projected EPS growth is the appropriate measure of a company’s long-term growth. In
contrast, changes in a company’s dividend payments are based on management decisions
related to cash management and other factors. For example, a company may decide to
retain earnings rather than pay out a portion of those earnings to shareholders through
dividends. Therefore, dividend growth rates are less likely than earnings growth rates to

reflect accurately investor perceptions of a company’s growth prospects.
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How do you calculate the range of results for the constant growth DCF model?

I calculate a low-end result for my DCF model using the minimum growth rate of the three
sources (i.e., the lowest of the Zacks, S&P Capital 1Q Pro, and Value Line projected
earnings growth rates) for each of the proxy group companies. 1 use a similar approach to
calculate a high-end result, using the maximum growth rate of the three sources for each
proxy group company. Lastly, I calculate the mean results using the average growth rate
from all three sources for each proxy group company.

Did you exclude any earnings growth rates from third party sources?

Yes. S&P Capital 1Q Pro and Zacks each report the same projected EPS growth rate for
American States Water Company (“AWR”), California Water Service Group (“CWT”"),
Middlesex Water Company (“MSEX”), and SJW Group (“SJW”). The respective projected
EPS growth rates for AWR, CWT, MSEX and SJW are based on the estimate of one
analyst. Therefore, to avoid placing two-thirds weight on the estimate of one analyst when
calculating the average projected EPS growth rate for each company (i.e., average of
projected EPS growth rates from Value Line, Zacks and S&P Capital 1Q Pro), I excluded
the projected EPS growth rates reported by Zacks for AWR, SJW, MSEX and CWT.
Why didn’t you exclude the projected EPS growth rate from S&P Capital 1Q of 42.44
percent for CWT which appears to be an outlier?

It is appropriate to remove an outlier if it is determined that the data point is the result of
an error. While the projected EPS growth rate for CWT is higher than the range established
for the other proxy companies, the growth rate is based on an analyst’s projections and,
therefore, does not appear to be the result of an error. Absent an error, there are other

alternatives for addressing disparate data. One approach is to select a measure of central
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tendency other than the mean, as | have done by relying on the median results for my
constant growth DCF analysis. In general, the median is not affected to a large degree by
the presence of outliers on both the high and low-end. In fact, as shown in Exhibit AEB-3,
the median result for the proxy group does not change if the projected EPS growth rate for
CWT is excluded from my constant growth DCF analysis.

What are the results of your constant growth DCF analyses?

The results of my constant growth DCF analyses are presented in Exhibit AEB-3 and are

summarized below in

A. Figure 6.
Figure 6: Summary of Constant Growth DCF Results
Constant Growth DCF
Minimum Average Maximum
Growth Rate Growth Rate Growth Rate
Median

30-Day Avg. Stock Price 9.42% 10.63% 11.36%
90-Day Avg. Stock Price 9.51% 10.92% 11.46%
180-Day Avg. Stock Price 9.36% 11.17% 11.59%

Average 9.43% 10.91% 11.47%

B. CAPM and ECAPM Analysis

Please briefly describe the CAPM.

The CAPM is a risk premium approach that estimates the cost of equity for a given security
as a function of a risk-free return plus a risk premium to compensate investors for the non-

diversifiable or “systematic” risk of that security.®®* This second component is the product

33 systematic risk is the risk inherent in the entire market or market segment, which cannot be diversified away using
a portfolio of assets. Unsystematic risk is the risk of a specific company that can, theoretically, be mitigated through
portfolio diversification.
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of the market risk premium and the beta coefficient, which measures the relative riskiness
of the security being evaluated.
The CAPM is defined by four components, each of which must theoretically be a
forward-looking estimate:
Ke = r¢ + B(rm-rr) [3]
Where:

Ke = the required market COE;

B = beta coefficient of an individual security;
rf = the risk-free rate of return; and

rm = the required return on the market.

In this specification, the term (rm — rr) represents the market risk premium.
According to the theory underlying the CAPM, because unsystematic risk can be
diversified away, investors should only be concerned with systematic or non-diversifiable
risk. Systematic risk is measured by beta, which is a measure of the volatility of a security

as compared to the market as a whole. Beta is defined as:

B __ Covariance(re,rm) [4]
Variance(ry)

Variance (rm) represents the variance of the market return, which is a measure of
the uncertainty of the general market. Covariance (re, rm) represents the covariance
between the return on a specific security and the general market, which reflects the extent
to which the return on that security will respond to a given change in the general market

return. Thus, beta represents the risk of the security relative to the general market.
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What risk-free rate do you use in your CAPM analysis?

I rely on three sources for my estimate of the risk-free rate: (1) the current 30-day average
yield on 30-year U.S. Treasury bonds, which is 4.61 percent;** (2) the average projected
30-year U.S. Treasury bond yield for the third quarter of 2025 through the third quarter of
2026, which is 4.52 percent;* and (3) the average projected 30-year U.S. Treasury bond
yield for 2026 through 2030, which is 4.30 percent.*®

What beta coefficients do you use in your CAPM analyses?

As shown in Exhibit AEB-4, | use the average beta coefficients for the proxy group
companies as reported by Bloomberg Professional (“Bloomberg’) and Value Line. | use
the beta coefficients for the companies in the proxy groups reported by Bloomberg
Professional (“Bloomberg’) and Value Line. The beta coefficients reported by Bloomberg
are calculated using ten years of weekly returns relative to the S&P 500 Index. The beta
coefficients reported by Value Line are calculated based on five years of weekly returns
relative to the New York Stock Exchange Composite Index. Additionally, as shown on
Exhibit AEB-4 and Exhibit AEB-5, | also consider an additional CAPM analysis that relies
on the long-term average beta coefficient reported by Value Line for the companies in my
proxy group from 2013 through 2024.

How do you estimate the market risk premium in the CAPM?

I estimate the market risk premium as the difference between the implied expected equity
market return and the risk-free rate. As shown in Exhibit AEB-6, the expected market

return is calculated using the constant growth DCF model discussed earlier in my testimony

34 Bloomberg Professional, as of March 31, 2025.
% Blue Chip Financial Forecasts, Vol. 44, No. 4, April 1, 2025, at 2.
3% Blue Chip Financial Forecasts, Vol. 43, No. 12, November 27, 2024, at 14.
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for the companies in the S&P 500 Index. Based on an estimated market capitalization-
weighted dividend yield of 1.36 percent and a weighted long-term earnings growth rate of
11.15 percent, the estimated required market return for the S&P 500 Index as of March 31,
2025 is 12.58 percent. Based on the three risk-free rates considered, the implied market
risk premia ranges from 7.97 percent to 8.28 percent.
How does the current expected market return compare to observed historical market
returns?
As shown in Figure 7, given the range of annual equity returns that have been observed
over the past century, a current expected market return of 12.58 percent is not unreasonable.
As shown, in 52 out of the past 99 years (or approximately 53.00 percent of the
observations), the realized equity market return was at least 12.58 percent or greater.
Figure 7: Realized U.S. Equity Market Returns (1926-2024)3%
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37 Depicts total annual returns on large company stocks, as reported in the 2023 Kroll SBBI Yearbook and by S&P
Capital 1Q Pro.
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Did you consider another form of the CAPM in your analysis?

Yes. | have also considered the results of an ECAPM in estimating the cost of equity for
KAWC.® The ECAPM calculates the product of the adjusted beta coefficient and the
market risk premium and applies a weight of 75.00 percent to that result. The model then
applies a 25.00 percent weight to the market risk premium without any effect from the beta
coefficient. The results of the two calculations are summed, along with the risk-free rate,
to produce the ECAPM result, as noted in Equation [5] below:

ke = re + 0.758(rm — 1) + 0.25(rm — rv) [5]
Where;

ke = the required market COE

/S = Adjusted Beta coefficient of an individual security
rs = the risk-free rate of return

I'm = the required return on the market as a whole

The empirical form of the CAPM addresses the tendency of the “traditional” CAPM
to underestimate the cost of equity for companies with low beta coefficients such as
regulated utilities. In that regard, the ECAPM is not redundant to the use of adjusted betas
in the traditional CAPM,; rather, it recognizes the results of academic research indicating
that the risk-return relationship is different (in essence, flatter) than estimated by the
CAPM, and that the CAPM underestimates the “alpha,” or the constant return term.%

Consistent with my CAPM, my application of the ECAPM uses the same three
yields on the 30-year Treasury bonds as the risk-free rate, forward-looking market risk

premium estimate, and beta coefficients.

% See, e.g., Roger A. Morin, New Regulatory Finance, Public Utilities Reports, Inc., 2006, at 189.
% 1d., at 191.
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What are the results of your CAPM analyses?
The results of my CAPM and ECAPM analyses are presented in Exhibit AEB-4 and are
summarized below in Figure 8.

Figure 8: CAPM Results

CAPM and ECAPM
30-Year Treasury Bond Yield

Current Near-Term Longer-Term
30-Day Avg Projected Projected
CAPM:
Current Value Line Beta 11.57% 11.56% 11.53%
Current Bloomberg Beta 10.59% 10.57% 10.52%
Long-term Avg. Value Line Beta 10.65% 10.62% 10.57%
ECAPM:
Current Value Line Beta 11.82% 11.81% 11.79%
Current Bloomberg Beta 11.09% 11.07% 11.03%
Long-term Avg. Value Line Beta 11.13% 11.11% 11.07%

BUSINESS AND REGULATORY RISKS

Do the results of the cost of equity analyses alone provide an appropriate estimate of
the cost of equity for the Company?

No. The model results provide only a range for the appropriate estimate of the Company’s
cost of equity. Several additional factors must be considered when determining where the
Company’s cost of equity falls within the range of analytical results. These factors, which
are discussed below, should be considered with respect to their overall effect on the
Company’s risk profile relative to the proxy group.

A Capital Expenditures

Please summarize the Company’s projected capital expenditure requirements.
KAWC currently projects capital expenditures for 2025 through 2029 of approximately

$468 million for its water utility operations, including significant investment to replace

35



10

11

12

13

14

15

16

17

18

19

20

21

aging infrastructure necessary to meet the needs of its customers and to comply with
various regulations.*°

How do the Company’s capital expenditure requirements compare to those of their
respective proxy group companies?

As shown on Exhibit AEB-7, | have calculated the ratio of expected capital expenditures
to net utility plant for the Company and each of the companies in the proxy group by
dividing each company’s projected capital expenditures for the period from 2025 through
2029 by its total net utility plant as of December 31, 2024. As shown, KAWC'’s ratio of
capital expenditures as a percentage of net utility plant is slightly below the median for the
companies in the proxy group.

How is the Company’s risk profile affected by its substantial capital expenditure
requirements?

As with any utility faced with substantial capital expenditure requirements, the Company’s
risk profile may be adversely affected in two significant and related ways: (1) the
heightened level of investment increases the risk of under-recovery or delayed recovery of
the invested capital; and (2) an inadequate return would put downward pressure on key
credit metrics.

Do credit rating agencies recognize the risks associated with elevated levels of capital
expenditures?

Yes. From a credit perspective, the additional pressure on cash flows associated with high

levels of capital expenditures exerts corresponding pressure on credit metrics and,

40 Data provided by KAWC.
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therefore, credit ratings. To that point, S&P has explained the importance of regulatory
support for large capital projects:

When applicable, a jurisdiction’s willingness to support large capital
projects with cash during construction is an important aspect of our analysis.
This is especially true when the project represents a major addition to rate
base and entails long lead times and technological risks that make it
susceptible to construction delays. Broad support for all capital spending is
the most credit-sustaining. Support for only specific types of capital
spending, such as specific environmental projects or system integrity plans,
is less so, but still favorable for creditors. Allowance of a cash return on
construction work-in-progress or similar ratemaking methods historically
were extraordinary measures for use in unusual circumstances, but when
construction costs are rising, cash flow support could be crucial to maintain
credit quality through the spending program. Even more favorable are those
jurisdictions that present an opportunity for a higher return on capital
projects as an incentive to investors.*!

Recently, S&P evaluated the capital expenditure trends in the utility sector, noting
that the balance between operating with negative discretionary cash flow from operations
offset by reliable access to capital markets for financing may be tested through ever-
increasing capital expenditure requirements as a result of the transformation of the energy
sector through the focus on low/no carbon generation, investments to harden the system
against physical risk and climate events, and the replacement of aging infrastructure:

Some companies have been unable to support financial metrics consistent
with former ratings as their discretionary cash flow deteriorated. This trend
was a significant contributor to the sector seeing the median rating decline
to 'BBB+' from 'A-' for the first time in 2022. What is less clear is whether
or not management teams will take steps to forestall another step down in
credit quality as high capital outlays persist. So far in 2023, we have not
seen evidence that equity issuance is keeping pace with debt issuance to fill
ever-deepening discretionary cash flow shortfalls, but time will tell.

Despite the improvement in the economic outlook, we expect inflation, high
interest rates, higher capital spending, and the strategic decision by many

companies to operate with only minimal financial cushion from their
downgrade thresholds to continue to pressure the industry's credit quality.

4 S&P Global Ratings, “Assessing U.S. Investor-Owned Utility Regulatory Environments,” August 10, 2016, at 7.
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We are cautious about the durability of the current stable ratings outlook
given persistently high capital spending that now supports a trend of
deterioration in discretionary cash flow. Without a commensurate focus on
balance sheet preservation through equity support of discretionary cash
flow deficits, limited financial cushions could give rise to another round of
negative rating actions. The question then comes back to management
priorities and financial policy decisions, or utilities may be faced with
another step down in the median ratings.*?

Therefore, to the extent that the Company’s rates do not permit the opportunity to
recover its capital investments on a regular and timely basis, it will face increased recovery
risk and thus increased pressure on its credit metrics.

Does KAWC have a mechanism for timely recovery of infrastructure replacements?
Yes. KAWC has a Qualified Infrastructure Program (“QIP”) surcharge that provides the
Company an opportunity to recover costs associated with replacing some limited aging
infrastructure. The recovery of costs through the QIP surcharge are established on an
annual basis and recover limited qualified plant additions for the upcoming year. The QIP
surcharge does not include recovery of the costs of expansion projects. Although the QIP
surcharge is positive in terms of timeliness of cost recovery for KAWC, such surcharges
have become quite commonplace in utility regulation across the United States. As shown
in Exhibit AEB-8, approximately 75 percent of the operating utilities of the companies in
the proxy group also have some form of infrastructure replacement recovery mechanisms.
Consequently, the presence of the QIP surcharge for KAWC does not reduce the

Company’s risk vis-a-vis that of the proxy group.

42 S&P Global Ratings, “Record CapEx Fuels Growth Along With Credit Risk For North American Investor-Owned
Utilities,” September 12, 2023, at 5, 7-8.
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What are your conclusions regarding the effect of KAWC’s capital spending program
on its risk profile and cost of capital?
The Company’s capital expenditure requirements as a percentage of net utility plant are
significant and KAWC is projected to need to continue its substantial capital investments
over at least the next five years. Similar to the vast majority the operating utilities of the
proxy group, KAWC has a mechanism to recover a limited portion of the Company’s
projected capital expenditures; however, it is important to recognize that the size of the
Company’s proposed capital additions, much of which is not recoverable though the
mechanism, imposes financial strains and risks on the Company.
B. Regulatory Risks
How does the regulatory environment affect investors’ risk assessments?
The ratemaking process is premised on the principle that, for investors and companies to
commit the capital needed to provide safe and reliable utility service, the subject utility
must have the opportunity to recover the return of, and the market-required return on,
invested capital. Regulatory commissions recognize that because utility operations are
capital intensive, regulatory decisions should enable the utility to attract capital at
reasonable terms, and doing so balances the long-term interests of investors and customers.
To achieve this balance, the Company must be able to finance its operations assuming a
reasonable opportunity to earn an appropriate return on invested capital to maintain an
acceptable financial profile. In that respect, the regulatory environment is one of the most
important factors considered in both debt and equity investors’ risk assessments.

From the perspective of debt investors, the authorized return should enable the

utility to generate the cash flow needed to meet its near-term financial obligations, make
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the capital investments needed to maintain and expand its systems, and maintain the
necessary levels of liquidity to fund unexpected events. This financial liquidity must be
derived not only from internally-generated funds, but also by efficient access to capital
markets. Moreover, because fixed income investors have many investment alternatives,
even within a given market sector, the utility’s financial profile must be adequate on a
relative basis to ensure its ability to attract capital under a variety of economic and financial
market conditions.

Equity investors require that the authorized return be adequate to provide a risk-
comparable return on the equity portion of the utility’s capital investments. Because equity
investors are the residual 