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1. INTRODUCTION

PLEASE STATE YOUR NAME, OCCUPATION AND ADDRESS.

My name is Stephen G. Hill. I am self-employed as a financial consultant, and
principal of Hill Associates, a consulting firm specializing iﬂ financial and economic
issues in regulated industries. My business address is P.O. Box 587, Hurricane, Wesf

Virginia 25526 (hillassociates@gmail.com).

BRIEFLY, WHAT IS YOUR EDUCATIONAL BACKGROUND?

After graduating with a Bachelor of Science degree in Chemical Engineering from |
Auburn University in Auburn, Alabama, I was awarded a scholarship to attend Tulane .
Graduate School of Business Administration at Tulane University in New Orleans,
Louisiana. There I receivgd a Master’s Degree in Business Administration. More
recently, I have been awarded the professionall designation of “Certified Rate of
Return Analyst,” by the Society of Utility and Regulatory Financial Analysts. This
designation is based upon education, experience and the successful completion 6-f a
pomprehensive examination. I have also served on the_Board of Directors and am
currently Vice President of that national organization. A more detailed account of my

educational background and occupational experience appears in Attachment A.

- HAVE YOU APPEARED BEFORE THIS OR OTHER REGULATORY

COMMISSIONS?

Yes, I have appeared previously in this regulatory jurisdiction and, over the past 30

years, I have testified on cost of capital, corporate finance and capital market issues in

approximately 300 regulatory proceedings before the following regulatory bodies: the -

Alabama Power Company Cost of Capital Analysis by -
Rate Stabilization Mechanism Review . 3 Stephen G. Hill
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Weét Virginia Public Service Commission, the Connecticut Department of Public
Utility Control, the Oklahoma State Corporation Commission, the Public Utilities
Commission of the State of California, the Pennsylvania Public Utilities Commission,
the .Maryland Public Service Commission, the Public Utilities Commission of the
State of Minneso‘ga, the Missouri Public Service Commission, the Ohio Public -
Utilities Commission, the Insurance Commissioner of the State of Texas, the North
Carolina Insurance Commissioner, the Rhode Island Public Utilities Commission, the
City Council of Austin, Texas, the Texas Railroad Commission, the Arizona
Corporation Commission, the South Carolina Pﬁblic Service Commission, the Public
Utiliﬁes Commission of the State of Hawaii, the New Mexico Corporation
C.ommis‘sion, the State of Washington Utilities and Transportation Commission, the
Georgia Public SErvice Commission, the Public Service Commission of Utah, the
Kentucky Public Utilities Cbmmission, the Illinois Commerce Commission, the
Kanéas Corporation Commission, the Indjana Utility Regulatory Commission, the
Virginia Corporation Commissipn, the .Montana Public Service Commission, the
Public Service Commission of the State of Maine, t_he Public Service Commission of
Wiéconsin, the Vermont Public Seﬁice Board, the 'Federal Communications
Commission and‘thé Federal Energy Regulatory Commission. I have also testified
before the West Virginia Air Pollution Control Commission -regarding appropriate
pollution control technology and its financial impact on_the company under review
and have been an advisor to the Arizona Corporation Commission on matters of

utility finance.

Alabama Power Company ' Cost of Capital Analysis by
‘Rate Stabilization Mechanism Review 4 Stephen G. Hill
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ON BEHALF OF WHOM ARE YOU APPEARING IN THIS PROCEEDING?

I am appearing on behalf of AARP.

WHAT IS THE PURPOSE OF YOUR ANALYSIS IN THIS PROCEEDING?

In this report, I present the results of studies I have performed related to the
appropriate return on equity and overall cost of capital to be used in the determination
of rates for the electric utility.operations bf Alabama Power Company (APCO, the
Company), a wholly owned subsidiary of the Southern Company (SO, Southern

Company, the parent).

HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR ANALYSIS?
Yes, Exhibit (SGH-1) consists of 12 Schedules and provides the analyticél support
for the conclusions reached regarding the cost of common equity, capital structure
and overall cost of capital for APCO presented in the ‘body of the analysis. This
Exhibit was prepared by me ana is correct to the b¢st of my knowledge and belief. In
addition, I have also provided three Attachments (“A” through “C”), which contain

additional detail regarding certain aspects of my analysis in this proceeding.

II. SUMMARY OF CONCLUSIONS AND
RECOMMENDATIONS

PLEASE SUMMARIZE YOUR _ANALYSIS AND RECOMMENDATIONS
WITH REGARD TO THE APPROPRIATE RATE OF RETURN FOR APCO
IN THIS PROCEEDING. |

My rate of réturn analysis is organized into ﬂﬁee additional sectiong. First, I review

the current economic environment in which the equity return estimate is made.

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review 5 ) ' Stephen G. Hill
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Second, I evaluate the cost of equity capital for similar-risk utility operations using
Discounted Cash Flow (DCF), Capital Asset Pricing Model (CAPM), and Risk
Premium (RP) analyses. Third; provide an analysis of the Company’s capital
structure and overall cost of capital.

I have estimated the current equity capital cost of integrated electric utility
operations similar in risk to APCO to fall in a range of 8.50% to 9.25%. Although-
APCQO’s bond rating his higher than the other utilities in the sample group, its utility
operations have somewhat more financial risk than the sample group of electric
utilities studied in my analysis because APCO’s capital structuré contains lessk
common equity and more debt than average for the market-traded electric utilities
used to‘ estimate the cost of equity. While the géneral risk difference, based on bond
rating would indicate that the Company’s cost of equity should be set iﬁ the lower
portion of the reasonable range, the cost of equity estimate should be increased
somewhat to account for that differential in financial risk embodied in the capital

structure. I estimate the Company’s cost of equity to be slightly above the mid-point

. of the current cost of equity range for similar-risk electric utility operations—9.00%.

However, in light of a d/esire to be conciliatory in these informal proceedings,
consistent in approach, and to reach a reasonable ratemaking compromise; AARP
rek;ommends the Commission. set rates for APCO using a 10.00% ROE. As the
Commission is aware, AARP also recently recommended a 10% ROE for Mobile Gas
Corporation even though the current cost of equity was shown to be considerably

below that level of return.

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review 6 . Stephen G. Hill
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Applying a 10.00% equity capital cost to the Company’s actual average
capital structure over the most recent five quarters, containing 45.90% common
equity, 5.80% preferred stock and 48.31% long-term debt, produces an overall cost of

capital of 7.27%.1

Q. WHY SHOULD THE COST OF CAPITAL SERVE AS A BASIS FOR THE
" PROPER ALLOWED RATE OF RETURN FOR A REGULATED FIRM? -

A. The Supreme Court of the United States has established, as a guide to assessing an
appropriate level of profitability for regﬁlated operations, that investors in such firms
are to be given an opportunity to earn returns that are sufficient té attract capital and
are comparable to returns investors would expect in the unregulated sector for
assuming the same degree of risk. The Bluefield and Hope cases provide the seminal
decisions.?2 These criteria. were restated in the Permian Basin area rate cases.
However; the Court also makes quite clear in Hope that regulation does ﬁot guarantee
profitability and, in Permian Basin, that, while investor interests (profitability) are
certainly pertinent to Setting adequate rates, those interests do not exhaust the relevant
considerations. |

As a starting point in the ratemaking process, then, the cost of capital of a
;egulated firm represents the return investors could expect from other investments,
while assuming no more and no less risk. Since financial thébry holds that investors

will not provide capital for a particular investment unless that investment is expected

1 See Schedule 11.

2 Bluefield Waterworks Works & Improvement Company v. Public Service Commission or West Virginia, 262
US 679 (1923); Federal Power Commission v. Hope Natural Gas Company, 320 US 591 (1944).

3 In Re Permian Basin Rate Cases. 390 US 747 (1968).

Alabama PoWer Company : ' Cost of Capital Analysis by
Rate Stabilization Mechanism Review 7 ' Stephen G. Hill -
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to yield the opportuhity cost of capital, the correspondence of the cost of capital with

the Court’s guidelines for appropriate earnings is clear.

C.OST OF EQUITY CAPITAL ESTIMATES ARE OFTEN ACCOMPANIED
BY A COMPLEX ARRAY OF ECONOMIC MODELS AND ALGABRAIC
FORMULAS. IS THERE A SIMPLE WAY TO UNDERSTAND THE
CONCEPT OF THE COST OF EQUITY CAPITAL?

Yes. Ina re@lated ratemaking context such as this, the cost of equity capital can be
most easily understood as the percentage profit that should be allowed for the
regulated firm. A firm’s profit is the amount of money that remains from its revenues
after the firm has paid all of its costs—operating costs (e.g., depreciation, equipment
maintenance costs, salaries, fees, construction costs, fuel costs, retirement obligations,
and propefty taxes), as well as income taxes and interest costs. That dollar amount of
profit, divided by the amount of common equity capital (the money contributed by
stock investors) used to finance the firm’s regulated assets equals the percentage rate
of return on equity. If, for example, the profit earned by a utility is $10/year and
investors have provided $100 of equity capital, the firm’s return on equity (ROE) or -
its percentage profit is 10%. |

| The purpose of all of the economic modells‘ and formulas\ in a cost of capit;dl
analysis is to estimate, using market data of similar-risk firms, the percentage rate of
return equity in_veétors require for a particular ﬁsk—class of firms. In this case, that
particular risk class is electric utility operations. _If the profit included in the utility’s
rates, as a percent of the firm’s equity capital, is set equal to the market cost of equity

capital (the investors’ required return), the utility, under efficient management, will

Alabama Power Company . Cost of Capital Analysis by
Rate Stabilization Mechanism Review 8 Stephen G. Hill
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bé able to attract the capital necessary to maintain the firm’s financial integrity. In
that event, the interests of investors and ratepayers will be balanced, as called for in
the U.S. Supreme Court cases cited above;

Simply put, the amount of profit the utility should be allowed the opportunity

to earn, as a percentage of the total equity investment, should be equal to the market-

based cost of equity capital.

THE COMPANY HAS INDICATED THAT THE RETURN ON EQUITY IS
NOT AS IMPORTANT TO INVESTORS AS THE OVERALL RETURN OR
TOTAL RETURN. IS THAT CORRECT?

No. A utility derives its investor-supplied capital from two i)dmary sources: debt
investors who buy the Company’s bonds and equity investors who buy the
Coﬁpmy’s common stock.* The return expectations of those two types of investors
are quite different.

Equity investofs expect a higher return than bond investors because their
return is not contractually set like that of the bond investor and is subject to more
variability and, thus, more risk. The overall return is a mixture of the return on debt
and the return on equity and is affected by the mix of debt and equity with which the _
utility elects to finance its operati(.)ns.‘ The overall return doesn’t provide a clear
picture to either the bond investor or the equity.investor of the return they are earning.
As such, the overall return doesn’t provide either investor the information necessary

to discern whether or not that particular firm is providing a sufficient return.

4 Alabama Power does not have its own market-traded common stock and is a wholly owned subsidiary of
Southern Company. In order to own an equity interest in Alabama Power, investors must purchase a share
of Southern Company stock.

Alabama Power Company ‘ Cost of Capital Analysis by
Rate Stabilization Mechanism Review 9 Stephen G. Hill
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The bond investor’s return is determined by the coupon yield on the debt he or
she purchases and the market price paid for that bond. A utility’s debt costs are easily
calculated and included as a part of the cost of service in setting utility rateé. The
income stream to the bondholder, then, is very secure anc(i those debt obligations are
met before the Company pays a return to any other security holders. The safety of the
bqnd payments to investors is the primary reason why thatb type of investment is
considered to be less risky and why, in the current market, even long-term (20- to 30-
year) utility bond yields are in the neighborhood of 3.75% to 4.5%.

The retufn to the common é_tockholder, on the other had, is a residual. It is not
guaranteed by any éontract and consists of what’s left over after the Company has
met all of its other cost obligations (operating costs, fuel, purchased power, salaries,
pension fund costs, debt costs, income taxeé, property taxes, etc.). In other words, the
return to the equity investor is the Company’s profit—what’s left of the Cdmpany’s
revenues after all other expenses have been met. |

That income stream—the return to the common stockholder (the profit to the

firm)—is the focus of this analysis. The return that utility common stock investors

- require in order to commit their funds to common equity is termed the cost of equity

capital. It is the cost to the utility of attracting common equity investment. It is a
market-based phenomenon, an opportunity' cost. It is not contractually set like a bond
yield and must, therefore, be estimated using market data.

Therefore, the overall return (the combined return of debt and equity) does not
represent the return that is important to common equity investors. The return that is

important to the common equity investors—the company’s owners—is the return on

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review - 10 ‘ Stephen G. Hill
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common equity, which should be at least equivalent to the market-based cost of

common equity capital.

Q. CAN THE OVERALL RETURN BE A MISLEADING INDICATOR OF
WHETHER OR NOT EQUITY INVESTORS ARE EARNING THEIR
RETURN?

A. .Yes. As shown the Table I below, two utilities can have identical overall returns but

very different returns on common equity.

Table I
' Why Overall Return Is Not A Good Measure of Utility Profitability
Utility A Utility B
Wt. Cost Wt. Cost
Amount Cost Rate Rate Amount Cost Rate Rate
{1] ’ {2] [3]=[1]x{2] (4} [5] (6]={41x[5]

Equity 80.00% 8.75% 7.00% 20.00% 16.00% 3.20%

Debt 20.00% 5.00% 1.00% 80.00% 6.00% 4.80%
100.00% 100.00%
‘Overall ) Overall
Return= 8.00% Return= 8.00%

If a utility equity investor has a required return of 10%, then he or she would
be veryihappy with an investment in Utility B, which has an ROE of 16% (much
higher than the required return of 10%). Conversely, the investor would elect not to
provide capital to Utility A because the equity return it provides (8.75%) is below our
investors’ required returh of 10%. However, the invéstor can determine which
investment is best only through anvexamination of the return on equity earned by each
company. The overall return—8.0% for both utilities—does not provide the

information necessary for the equity investor to make a prudent investment decision.

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review ’ 11 _ Stephen G. Hill
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Therefore, the appropriate basis for determining if the profitability of a utility is

insufficient or excessive is the return on common equity, not the overall return.

III. ECONOMIC ENVIRONMENT

WHY IS IT IMPORTANT TO REVIEW THE ECONOMIC ENVIRONMENT
IN WHICH AN EQUITY COST ESTIMATE IS MADE?

The cost of equity capital is a fémard;looking, or ex ante, concept. In seeking to
estimate the cost of equity capital of a firm, it is necessary to gauge investor
expectations with regard to the relative risk and return of that firm, as well as that for

the particular risk-class of investments in which that firm resides. Because this

~ exercise is, necessarily, based on understanding and accurately assessing investor

expectations for the futurg, a review of the larger economic environment within
which the investor makes her or her decision is most important. Investor expectatiohs |
regarding the strength of the U.S. economy, the direction of interest rates and the
level of inflation (factors that are determinative of capital costs) are key building
blocks in the investment decision. The analyst and the regulatory body should review
those factors in érder to assess accurately investors’ required return—the cost of

equity capital to the regulated firm.

WHAT ARE THE INDICATIONS WITH REGARD TO THE COST OF
CAPITAL IN THE CURRENT ECONOMIC ENVIRONMENT?

Although four full years have passed since the events of laté 2008 and early 2009, any
review of the current economic environment and the current cost. of capital must take

into account what was the most significant disruption in the financial markets since

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review : 12 : Stephen G. Hill
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the Great Depression in thé 1930s. In the tumultuous economic enviromﬁent that
existed during the third and fourth quarters of 2008 and early 2009, the signals with
regard to the cost of capital were difﬁcﬁlt to discern. Stock prices fell dramatically,
increasing dividend yields, which would indicate increasing capital cbsts if expected
growth rates were constant. However, fundamental indicators of capital cost rates—
long-term U.S. Treasury bond yields%déclined, signaling that investors actually
required and expected lower returns during that difficult economic time.

As shown in Chért I below, over the past decade there have been wide
fluctuations in short-term interest rate levels as the Federal Reserve Board (the Fed)
raised and lowered the F ederai Funds rate to slow down and encourage (respectively)
economic growth; However, long-term interest rates have ranged from 3.5% to 5%
over most of that time, with a slow downward trend. As a result of that 2008/2009
econémic downturn, long-term Treasury bond yields dipped, for a time, below the
lower end of that historical range as the protection against default available with
Treasury bonds caused investors to turn to U.S. government bonds as a “safe haven.”
As the economic downturn moderated and a modest recovery began to appear in
2010,‘ long-term T-bond yields returned to their historical trend. |

More recently however, with renewed concerns about the international
banking ‘, industry, centered primarily on the smaller economies in the European
Union, long-term Treasury rates have again taken a dip below historical trends. That
reduction in Treélsury yields results, again, from investors turning to U.S. Treasuries

as reliable and safe investments, effectively without default risk. According to the

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review ) 13 . Stephen G. Hill
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most recent Federal Reserve Statistical Release H.15, the average 30-year T-Bond
yield in April 2013 was approximately 3%.3 |

The interest rate data in Chart I also indicate that the Fed lowered short-term
interest rates to near zero to attempt to lessen the impact of the recession and, |
continues to take a very accommodative stance fegarding monetary policy, with
short-term T-Bills yielding a near zero. The Fed has also announced it intention to
keep short—ferm rates low until unemployment declines signiﬁcantly. As a result,
fundamental long-term capital costs have not increased as é result the financial crisis
in 2008/09 and, in fact, are currently éomewhat below the long-term downWard trend

in capital costs begun prior to the financial crisis.

5 hitp://www.federalreserve.gov/Releases/H15/Current/, May 6, 2013.

Alabama Power Company - Cost of Capital Analysis by
Rate Stabilization Mechanism Review 14 Stephen G. Hill
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Chart 1. _
Relative U.S. Treasury Interest Rate Changes
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Data from Federal Reserve Statistical Release H.15

Because the market for U,S. Treasury securities remained liquid throughout
the 2008/09 ﬁnahcial crisis .and because the corporate liquidity problems existing
during that crisis éventually subsided, it is reasonable to believe that the yields on
long-term Treasuries are representatiye of investors’ general long-term risk-free
return expectations. Absent the recent downturn in T-Bond yields due to international
banking conceris, the trend in 20-year T-Bond yields, as shown in Chart I, above,
indicates a current “ngrmalized” long-term risk-free yield expectation of
approximately 3.0%. Also, over the past few months the yield difference between 30- |

year T-Bonds and 20-year T-Bonds has been approximately 40 basis points,

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review 15 Stephen G. Hill



10
11
12
13
14
15
16
17
18
19

20
21

Exhibit No. __ (SGH-___ X)
Page 17 of 149

indicating a current “normalized” long-term risk-free rate of 3.40%. Therefore, this
fundamental building block of capital costs (long-term T-bond yields)‘ provides an
indication that in the current economic environment, capital costs are lower than they
were prior to the economic troubles of late 2008 and early 2009.

However, a review of corporate bond yield history .indicates'tha‘;, during the
financial crisis of 2008/2009 declining yields was not the case with corporate bonds.
Following the demise of Lehman Brothers and the near-collapse of the financial
industry in the U.S. and abroad due to enormous debt cbligations related to mortgage-
Back securities and credit default swaps—even with the commitment of government
support of the successor financial institutions—there was a temporary - lack of
liquidity in the corporate sector of the bond market. The banks, iﬁvestment brokerage
firms, and other institutional investors were holding on to capital in order to shore up
their own balance sheets rather than re-injecting those monies into the financial
system through lending (buying corporate debt). As é result, even though the Fed
was driving down short-term Treésury rates to provide additional liquidity for the
economy in general, thaf liquidity was not passed through to the corporate bond .
market and, with a lack of capital supply, corporate bond yields increaséd in late 2008
and early 2009. The relative movement of BBB-rated corporaté bond yields and U.S.

2

Treasury yields is shown in Chart II, on the next page.

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review 16 ) Stephen G. Hill
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as the full

Following the failure of

Lehman Brothers,

extent of the

debt/derivative risk bver’hang in the financial industry became known, BBB-rated

corporate bond yields increased, even as long-term Treasury yields remained

relatively steady at about 4.5%. According to the database of the Federal Réserve,

BBB-rated corporate bond yields rose dramatically by 250 basis points as the risk of

default, and the nervousness of investors increased and, as a result the spread between ‘
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corporate bonds and U.S. Treasuries widened to about 5%—well above the more
normal 1.5% to 2%.

As liquidity began to be restored to the bond markets, initially through direct
government intervention and subsequently through the return of modestly positive
economic growth, corporate bond yields declined substantially from the highs
established in the fall of 2008. Over the past couple of years, investors’ concerns
have eased, the stock market has rebounded, and corporate bond yields have declined
well below pre-crisis levels. As a result, the yield spread differential between
corporate bonds and long-term Treasury securities, while still slightly élevatéd from
historical levels, has declined to a more normal level. Therefore, because both the
absolute level of the risk-free rate and the yield spread between Treasury bonds and
corporate bonds have declined since the financial crisis, any concemns that' the
2008/09 financial crisis implies. continuing financial difficulty in the U.VS. capital
markets for utilities would be unfounded.

For example, for BBB-rated utilities, a recent, May 3, 2013, ‘Value Line
reports that 25/30-year utility bonds are yieldmg an average of 4.18%. One year ago,
BBB-rated utility bonds were prqviding average yields of 4.65%—47 basis points
higher.¢ Therefore, in terms of relative capital costs, the broad economic environﬁent
cqrrently is more benign than it was prior to the financial crisis—ﬁapital costs are
lower—and, thus, more favorable for c_aﬁital intensive industries like utilities. |

On balance, the_n; the fixed-income data available in the financial markethace

indicate that while there were technical difficulties in the corporate bond market that

6 The Value Line Investment Survey, Selection & Opinion; May 3, 2012, p. 985.

Alabama Power Company g ) Cost of Capital Analysis by
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drove up yields for a pertod of time, those difficulties have not i)roven to be a long-
term phenomenon and the high corporate bond yields expérienced in the latter part of
2008 and early 2009 do not represent investors’ long-term expectations. Those data
also indicate that investors’ required return for a risk-free invgstment and for

corporate debt remains low by historical standards.

Q. WHAT IS THE CURRENT EXPECTATION WITH REGARD TO THE

ECONOMY AND INTEREST RATES?

A. As Value Line notes in its most recent Quarterly Review, the current expectation for
the U.S. economy is that recovery from the reeent economic recession is likely to
continue at a moderate pace, which will allow core inflation to remain moderate.

Moreover, the Fed is expected to keep interest rates low for at least the next two

years.

Economic Growth: As we peer over the current quarter, we
see a sequester-induced “spring swoon.” Our sense is that the
biggest impact of the spending cuts will be felt in the present
period. The inconsistent pattern of the economic issuances is
partly a function of the massive cuts in defense spending....
Many expect that as the deficit has fallen more than expected,
Washington is less likely to see the full sequester go into effect.
Still, growth may falter in the period, likely easing into the 1%-
2% range [Chart omitted]. Thereafter, we think fundamentals
will improve further, particularly in housing, car sales, and
employment [Chart omitted], and that the Fed, armed with a
benign inflation outlook, will have plenty of flexibility and
[will] stay supportive. But possible headwinds remain, in
particular on the fiscal side, where the automatic spending cuts
will exact a toll in the near term, as well expiring stimulus, and
the further reduction in discretionary spending....

Inflation: Here, unlike the spotty situation chronicled above,
the news has been consistently favorable, with consumer prices
under tight control and showing few signs of deviating from

Alabama Power Company ) Cost of Capital Analysis by
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that orderly path. In fact, such stability has been the rule for the

past half decade —a period of occasionally heightened

turbulence in other areas....

Interest Rates: The central bank has given itself plenty of

room to maneuver. In fact, the Federal Open Market
Committee’s policy statement on May 1% noted: “The

Committee is prepared to increase or reduce the pace of its
purchases to maintain appropriate policy accommodation as the
outlook for the labor market or inflation changes.” This is the
dual mandate of the Fed.... In all, the Federal Reserve is
holding its federal funds target at 0% to 0.25%, and plans to
keep such rates in this historically low range for as long as the
jobless rate holds above 6.5%. We believe that will the case
until at lease 2015 [Chart omitted]. After than, a slow rise in
short- and long-term interest rates is likely, as the seemingly
sustainable expansion becomes better able to evolve on its
own, and the inevitable creep higher in inflation becomes a

reality.’

In the most recent Quarterly Economic Review, cited above, Value Line

projects long-term Treasury bond rates will average 3.1% through 2013 and 3.6% in

2014.8 According to Value Line’s Selection and Opinion, 30-year Treasury bond

yields have averaged 3.01% over the most recent six weeks.® Therefore, the indicated

expectation with regard to long-term interest rates is that they are expected move

slightly higher in the future, provided the economic recovery continues to advance at

a moderate pace. Simply put, due to the moderate pace of the economy and relati{/ely

low core inflation, capital costs are low and are expected to remain low until the

economy shows more rapid growth, which Value Line now expects to occur in the

2016-2018 period. If and when the long?awaited and often-predicted economic

7 The Value Line Investment Survey, Selection & Opinion, at 944 (May 24,2013)

8 1d. at 943.

9 The Value Line Investment Survey, Selection & Opinion, “Selected Yields,” (March 28 through May 3,

2013). _ :
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recovery does eventually appear, interest rates and capital costs are expected to

increase moderately.

IV. METHODS OF EQUITY COST EVALUATION
A. Discounted Cash Flow Model

PLEASE DESCRIBE THE ﬁISCOUNTED CASH FLOW (DCF) MODEL YOU
USED TO ARRIVE AT AN ESTIMATE OF THE COST RATE OF COMMON
EQUITY CAPITAL FOR ALABAMA POWER COMPANY IN THIS
PROCEEDING.

The DCF rﬂodel relies on the equivalence of the market price of the stock (P) with the
present value of the cash flows 'inve.stors expect from the stock, énd assumes that the
discount rate equals the cost of capital. The total return to the investor, which equals
the required return to the investor and the cost of equity capital, is, according to DCF
theory, the sum of the dividen(i yield and the expected growth rate in the dividend.

The theory is represented by the equation,
k=D/P+g, (1)

where “k” is the equity capitalization rate (cost of equity, required return), “D/P” is
the dividend yield (dividend divided by the stock price) and “g” is the expected long- ‘

term sustainable growth rate.

Alabama Power Company Cost of Capital Analysis by
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WHAT GROWTH RATE (G) DID YOU ADOPT IN DEVELOPING YOUR
DCF COST OF COMMON EQUITY FOR THE COMPANY IN THIS
PROCEEDING?
The growth rate variable in the traditional DCF model is quantified, theoretically,‘as
the dividend growth rate investors expect to continue into the indefinite future. The
DCF model is actually derived by 1) considering the dividend a growing perpetuity,
that is; a‘payment to the stockholder which grows at a constant rate indefinitely, and
2) calculating the present value (the current stock price) of that perpetuity. The model
also assumed that the company whose equity cost is to be measured exists in a steady
state environment, i.c., the payout ratio and the expected return are constant and the
earnings, dividends, Book value and stock price all grow at the same rate, forever.
While that assumption seems unrealistic because, in the short term, growth
rates in those parame;cers (dividends, earnings and book value) can be quite different,
oi'/er the long term it has proven to be true. For example, according to Value Line’s

published retrospective of the Dow Jones Industrials Index (DJI) from 1920 through

- 2005, the average earnings, dividend and book value growth rates for the companies

in the DJI over that time period were 5.3%, 4.9% and 5.2%—not exactly the same
rate, but relatively close. For utility companies, over the long term, historical average

growth rates in earnings, dividends and book value are closer. Moody’s Public

~ Utility Manual reports that, between 1947 and 1999,10 average growth in earnings,

dividend and book value growth of Moody’s Gas Utilities was 3.34%, 3.22% and

3.66%, respectively. Therefore, the fundamental DCF assumption that earnings,

10 Moody’s ceased publication of its Public Utility Manual in 2001.
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dividends and book value are expected to grow at the same sustainable rate of growth
over the long-term, is rational and is, in fact, an accurate representation of how firms
actually grow over time.

However, even though the long-term the fundamental assumptions of ihe DCF
have proven to be sound, as with all mathematical models of real-world phenomena,
the DCF theory does not precisely “track” reality in the shorter term. Payout ratios
and expected eqﬁity returns as.well as earnings and dividend growth rates do change
over the short-term. Thérefore, in order to properly apply the DCF model to any real-
world situation and, in this case, to find the long-term sustainable growth rate called
for in the DCF theory, it is essential to understand the determinants of long-run

expected dividend growth.

CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE
DETERMINANTS OF LONG-RUN EXPECTED DIVIDEND GROWTH?

Yes, in Attachment B, I provide an example of the determinants of a sustainable
growth rate on which to base a reliable DCF estimate. In additioh, in Attachment B, I
shpw how reliance on earnings growth rates alone, absent an examination of the

underlying determinants of long-run growth, can produce inaccurate DCF results.

HOW ‘HAVE YOU DEVELOPED AN ESTIMATE OF THE EXPECTED
GROWTH RATE FOR THE DCF MODEL? \

Whil'e I hgve calculated both the historical and projected sustainable growth rates for
a s_amplé of utility firms wifh similar risk to APCO, I have relied other growth rate
indicators as well. To estimate an- appropriate DCF growth rate, I have also relied‘ on

published data regarding projected and historical growth rates in earnings, dividends,

- Alabama Power Company ‘ Cost of Capital Analysis by
Rate Stabilization Mechanism Review 23 Stephen G. Hill



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Exhibit No. ___ (SGH-___X)
Page 25 of 149

and book value for the sample group of utility companies. Recall that DCF theory
assumes’ that earnings, dividends and book value all grow at the same rate. Through
an examination of all of those data, which are gVailable to and used by investors, I
estimate investors’ long-term growth rate expectations. To that long-term growth rate
estimate, I add any additional growth that is attributable to investors’ expectatiohs

regarding the on-going sale of stock for each of the companies under review.

WHY HAVE YOU USED THE TECHNIQUE OF ANALYZING THE
MARKET DATA OF SEVERAL COMPANIES?

I have used the “similar sample group” approach to cost o.f capital analysis because it
yields a more accurate determination of the cost of equity capital than does the
analysis of the data of one individual company. Any form of analysis, in which the
result is an estimate, such as growth in the DCF model, is subject to measurement
error, i.e., error.induced by the measurement of a particular parameter or by variations
in the estimate of the technique chosen. When the technique is appliéd to only one
observation (e.g., estimating the DCF growth rate for a single company) the estimate
is referred to, statistically, as having “zero degrees of freedom.” This means, simply,
that there is no way of knowing if aﬁy observed change in the growth rate estimate is
due to measurement error or to an actual change in the cost of capital. The degrees of
freedom can be increased and exposure to meaéurement error reduced by applying
any given estimation technique to a sample of similar-risk companies rather than one
single company. Therefore, by analyzing a group of firms with similar characteristics,
the estimated value (the growth rate and the resultant cést of capital) is more likely to

equal the “true” value for that type of operation.

Alabama Power Company Cost of Capital Analysis by
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HOW WERE THE FIRMS SELECTED FOR YOUR ANALYSIS?
For the purposés of estimating the market-based cost of equity capital for APCO, I
analyzed the market data of a select group of electric utility companies followed by
The Value Line Investment Survey. As shown on Schedule 1, in order to select a
group of utility companies that had similar risk characteristics to APCO, I screened
all of the companies followed by Value Line to remove those companies with
dissimilar characteristics. From that large group of electric and combination electric
and gas utility companies, I selected firms that derived 70% or more of their revenues
from electric utility operations, did not have a recent di\./idend reduction, were not
recently involved in a merger, had generation assets, had stable operations (a non
_Volatile. book value), and had an investment-grade senior bond rating between “BBB”
and “A”.

rThe electric utility companies selected for my analysis as generally similar in
risk to APCO are: Southern Company (SO), ALLETE (ALE), Alliant Energy (LNT),
American Electric Power (AEP), Cleco Corp. (CNL), Entergy (ETR), Westar Enérgy
(WR), Wisconsin Energy (WEC), PG&E Corporation (PCG), Pinnacle West Capital
Corporation (PNW), Portland G;aneral (POR) and Xcel Energy (XLS).11

It is impoﬁant to note that some of the companies included in the sample
group have unregulated operations such as merchant generation operations, which are
inherently more brisky than are utility operations. That indicates that the cost of capital

for the sample group should be somewhat higher than that appropriate for a lower-

 risk, pure-play electric utility operation like APCO.

H 1 the Schedules accompanying my analysis, the sample group companies are referred to by their

stock ticker symbols, shown above in parentheses.

Alabama Power Company : Cost of Capital Analysis by
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YOU INDICATED THAT A DCF EQUITY COST ESTIMATE IS
COMPRISED OF A DIVIDEND YIELD AND AN EXPECTED LONG-TERM
GROWTH RATE. HOW HAVE YOU CALCULATED THE DIVIDEND
YIELDS FOR YOUR SAMPLE GROUP OF ELECTRIC COMPANIES?.

The DCF requires the use of the next year’s expected dividend. Therefore, for this
report I have utilized the year-ahead expected dividend published by The Value Line
Investment Survéy for each of the sample group companies. |

The published year-ahead dividends were divided by a recent daily closing

average stock price to obtain the DCF dividend yields. I use the most recent six-week

period to determine an average stock price in a DCF cost of equity determination
because I believe that period of time is long enough to avoid daily fluctuations and
recent enough so that the stock price captured during the study period is
representative of current investor expectations.

| Schedule 2 attached to this report contains the market prices, projected
dividends and dividend yields of the utility conipanies under study. The average

dividend yield for the sample group of electric cdmpanies is 3.73%.

HOW HAVE YOU CALCULATED THE DCF GROWTH RATES FOR THE
SAMPLE OF COMPARABLE COMPANIES?

Schedule 3 pages 1 through 5, shows the retention ratios, equity returns, sustainable
growth rates, book values per share and number of shares outstanding for the
comparable‘ electric companies for the past five years. Also included in the

information presented in Schedule 3 are Value Line’s projected 2013, 2014 and 2016-

Alabama Power Company ' - Cost of Capital Analysis by
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2018 values for equity return, retention ratio, book value grbwth rates and number of
shares outstanding. |

In evaluating these data, I first calculate the five-year average sustainable
growth rate, which is the product of the earned return on equity (r) and the ratio of
earnings retained within the firm (b). For example, Schedule 3, page 1, shows that the
five-year averagé sustainable growth rate for APCO’S parent company (Southern
Company (SO)) is 3.26%. The simple five-year average sustainable growth value is
used as a benchmari( against which I measure the company’s most recent growth rate
trends. Recent growth rate trends are more‘ investor influencing than are simple
historical averages.

Continuing to focus on Southern Company, we see that sustainable growth has
been higher in recent years during the historical period indfcating increasing growth.
By the 2016-2018 period, Value Line projects Southern Company’s sustainable
growth will increase from the recent five-year average, to 3.65%. These forward-
looking data indicate that inyestors can expect Southern Company to grow at a rate
slightly higher than the growth rate that has existed, on average, over the past five
years, but, overall, they point to relative growth rate stability for Southerﬁ Company.

Another factor to consider is that Soufhern Company’s Book value growth is
expected to increase at a 4.5% level over the next five years, which is lower than the
5.5% growth rate level that existed over the past five years. This information.
indicates an expectation for somewhat lower growth in the future. Also, as shown on
Schedule 4, page 2, Southern Company’s dividend growth rate, which was 4%

historically, is expected to moderate slightly to a 3.5% rate of growth in the future.

Alabama Power Company Cost of Capital Analysis by
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The projected dividend growth shows moderating, but relatively stable growth

expectations.

Projected earnings growth rate data available from Value Line indicate that
investors can eXpect slightly higher growth rate in the future (4.5%), compared to the
sustainable growth rate projections, and higher than historical earnings growth

(3.0%). IBES and Zack’s (investor advisory services that poll sell-side institutional

analysts for growth earnings rate projections) also project slightly higher earnings

growth rate for Southern Company—4.84% and 4.76%, respectively—over the next
five years.

Southern Company’s projécted sustainable growth is expected to approach
3.6%, dividends are expected to increase at a 3.5% annual rate, and book ‘value
growth is expected to increase at a 4.5% rate. Per share earnings growth is expécted
to range from 4.5% to 4.8%, and Value Line’s average earnings, dividends and book
value growth projection for Southern Company is 4.33%. A long-term growth rate of

4.25% is a reasonable long-term growth rate expectation for Southern Company.

IS THE INTERNAL LONG-TERM GROWTH RATE THE FINAL GROWTH
RATE YOU USE IN YOUR DCF ANALYSIS?

No. An investor’s long-term growth rate analysis does not end upon the determination
of an internal growth rate. Investor expectations regarding growth from external
sources (sales of stc;ck) must also be considered and examined. For Southern
Company, page 1 of Schedule 3 shows that the number of outsténding shar'és
increased at a 2.79% rate o?er thé most ré'cent five-year period. In addition, Value

Line expects the number of shares outstanding to increase at a much lower rate

Alabama Power Company Cost of Capital Analysis by‘
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through the 2016-2018 period, bringing the share growth rate to a 0.84% rate by that
time. Wéighing both historical and projected.data, an expectation of share growth of
1.5% is reasonable for this company.

Because Southern Company is currently trading at a market price that is
greater than book value, issuing additional shares will increase investors’ growth rate
expectations. Multiplying the eipected growth rate in shares outstanding by (1-(Book
Value/Market Value))!? increases the investor-expected growth rate for Southern
Company by eighty-two basis points (0.82%). Therefore, the combined internal and
external growth rate for Southern Company is 5.07% (4.25% internal growth and
0.82% external growth, see Schedule 4, page 1).

I have included the details of my growth rate analyées for Southern Company'
as an example of the methodology I uso 1n determining the DCF growth rate for each
company in the electric industry sample. A description of the growth rate analyses of
each of the companies included in my sample group is set out in Attachment C.
Schedule 4, page 1 of Exhibit (SGH-1) attached to this analysis shows the internal,

external and resultant overall growth rates for the electric utility companies analyzed.

Q. HAVE YOU CHECKED THE REASONABLENESS OF YOUR GROWTH

RATE ESTIMATES AGAINST PUBLICLY AVAILABLE GROWTH RATE

DATA?
A. Yes. Page 2 of Schedule 4 shows the reéults of my DCF growth rate analysis as well

as 5-year historic and projected earnings, dividends and book value growth rates from

12 professor Myron Gordon is the originator of the DCF in regulation. This is Gordon’s formula for
“y” the accretion rate related to new stock issues. B=book value, M=market value. (M. J. Gordon, The Cost of
Capital to a Public Utility, 30-33, MSU Public Utilities Studies, (East Lansing, Michigan, 1974).
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Value Line, earnings growth rate projections from IBES and Zack’s, the average of
Value Line and IBES growth rates and the 5-year historical compound growth rates
for earnings, dividends and ‘book value for each company under study.

As shown on page 2 of Schedule 4, my DCF growth rate estimate for all the
electric utility companies included in my analysis is 4.87%. This figure exceeds
Value Line’s projected average growth rate in earnings, dividends and book value for
those same companies (4.28%), but is below the five-year historical average earnings,
dividend and book value growth rate reported by Value Line for those companies
(5.06%). My growth rate estimate for the similar-risk electric companies under
review is above the IBES analysts’ earnings growth rate projections—4.40% and
similar to the average projected earnings growth estimate of those polled by Zack’s
(4.81%). Also, my growth rate estimate is similar to the projected dividend growth
rate of the sample coinpanies, 4.80%. Therefore, my average DCF growth rate is
similar to or somewhat exceeds the growfh rate data available to investors, and is
likely to provides a conservative (high) assessment of investors’ long-term

sustainable growth rate expectations for the electric utility companies under review.

DOES THIS CONCLUDE THE GROWTH RATE PORTION OF YOUR DCF
ANALYSIS?

Yes, it does.

WHAT IS THE COST OF EQUITY CAPITAL ESTIMATE FOR THE
UTILITY COMPANIES, UTILIZING THE DCF MODEL?

Schedule 5, attached to this report shows that the overall average DCF cost of equity

capital for the group of electric utilities is 8.62%.
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HAVE YOU PROVIDED AN ADDITIONAL DC.F ANALYSIS THAT
UTILIZES ONLY PROJECTED DATA?

Yes. Some cost of capital practitioners utilize only published forward-looking growth
rates in a DCF analysis, and elect not to-analyze all the data available to investoré that
I have described in detail abov¢. In my view, such a mechanical analysis is not as
reliable as one that considers all the data available to investors, including historical
data. Nevertheless, in the interest of offering this Commission a variety of equity cost

estimates, I have also prepared a “mechanical” DCF analysis for the similar-risk

" sample group of electric utilities that relies only on published forward-looking growth

rates.

. Schedule 6 attached to this reports shows a mechanical DCF analysis. For the
growth rate I have used the average of Value Line’s projected earnings, dividend and
book value growth rates for each company in the sample group as well as the
projected earnings growth rates for each combany published by IBES and Zack’s.
Combining those projected‘ growth rates with the year-ahead dividend yield for each
company produces an average mechanical DCF result of 8.09%. Two of those results
are quite low due té the fact that the current earnings growth rates for those
companies (Entergy and Edison International) are low (negative or zero).!3
Eliminating those unusually low results produpes a mechanical DCF estimate of
8.51%.

~ Also, shown in Schedule 6 is a mechanical DCF analysis that uses only

earnings growth rate projections (again, a methodology preferred by some analysts).

13 This jllustrates the analytical problems with relying solely on specific sets of published data.
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The average earnings-only DCF result is 8.00% for all the sample group companies.
Absent the two companies with very low earnings growth projectioné, the average

mechanical, earnings-only DCF is 8.65%.

B. Capital Asset Pricing Model
PLEASE DESCRIBE THE CAPITAL ASSET PRICING MODEL (CAPM)

YOU USED TO ARRIVE AT AN ESTIMATE FOR THE COST RATE OF

APCO GAS UTILITIES’S EQUITY CAPITAL.

The CAPM states that the expected rate of return on a security is determined by a
risk-free rate of return plus a risk premium, which is proportional to the non-
diversifiable (systematic) risk of a security. Systematic risk refers to the rsk
associated with movements in the macro-economy (the economic “systém”) and,
thus, cannot be eliminated through diversiﬁcaﬁon by holding a portfolio of securities.

The beta coefficient (b) is a statistical measure that attempts to quantify the non-

_diversifiable risk of the return on a particular security against the returns inherent in

general stock market fluctuations. The formula is expressed as follows:

K = e+ Bty 19, | @)

where “k” is the cost of equity capital of an individual security, “ry” is the risk-free
rate of return, “B” is the beta coefficient, “r_” is the average market return and “r,
17’ is the market risk premium. The CAPM is used in my analysis, not as a primary

cost of equity analysis, but as a check of the DCF cost of equity estimate. Although I
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believe the CAPM can be useful in testing the reasonableness of a cost of capital
estimate, certain theoretical shortcomings of this model (when applied in cost of

capital analysis) call for caution in application of the model.

WHAT VALUE HAVE YOU CHOSEN FOR A RISK-FREE RATE OF
RETURN IN YOUR CAPM ANALYSIS? |
As the CAPM is designed, the risk-free rate is that rate of return investors can realize
with certainty. The nearest analog in the investment spectrlim is the 13-week U. S.
Treésury Bill. However, T-Bill yields can be heavily influenced by Federal _Reserve
policy, as they have been over the past thr‘ee years. While longer-term Treasury bonds
have equivalent default risk to T-Bills, those longer-term government securities carry
maturity risk that the T-Bills do not have. When investors tie up their money for
longer periods of time, as they do when purchasing a long-term Treasury, théy must
be compensated for future investment opportunities forgone as well as the potential
for future chahges in inflation. Investors are compensated for this increaséd
investment risk by receiving a higher yield on T-Bonds. However, when T-Bills-and
T-Bonds exhibit a “normal” (historical average) spread of about 1.5% to 2%, the
results of a CAPM ahalysis that matches a higﬁer market risk prémium with lower T-
Bill yields or a lower markef risk premium with liigher T-Bond yields, are very
similar.

As I noted in my previous discussion of the macro-economy, in an attempt to
fend off a severe recession and to inject liquidity into the financial system, the Fed
has acted vigorously over the past two years bto lower shoﬁ—term interest rates.

Recently, T-Bills have produced an-average yield near zero. Also, as I noted in my
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discussion of the current economic environment, the current yield for T-Bonds is
inﬂuehced by an increased demand for secure .investments (a flight to quality), and,
absent that exaggerated demand, the long-term trend of T-Bond pricing would
indicate a current yield of approximately 3.4%. Therefore, for purposes of a forward-
looking CAPM analysis in this proceeding I will use 3.4% as ;che lbng-tenn risk-free

rate.

WHAT MARKET RISK PREMIUM HAVE YOU USED IN YOUR CAPM

ANALYSIS?

In their 2011 edition of Stocks, Bonds, Bills and Inflation, Morningstar indicates that

the average market risk premium between stocks and T-Bills over the 1926-2009
time period is 6.0% (based on an arithmetic average), and 4.4% (based on a geometric
average). I have, in prior analyses, used Vthese values as an estimate of the market risk
premium in the CAPM analysis.

As 1 noteci previously, immediately following the 2008/2009 financial crisis

and again last year, investor worries regarding the international financial system

“caused investors to be more concerned about default risk and seek the safety of risk-

free investments. Because of that fact, the yields on long-term U.S. Treasury bonds

declined more rapidiy than did yields on corporate debt (see Chart II). For that reason,

I believe it is reasonable to rely on the upper end of the historical risk premium range

(6.0%) published by Ibbotson in calculating a current cost of equity capital.
Therefore, I have the upper end of that long-term historical risk premium range in my

CAPM equity cost estimate in this proceeding.
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WHAT VALUE HAVE YOU SELECTED FOR THE BETA COEFFICIENT IN
THE CAPM ANALYSIS? |

Value Line reports beta coefficients for all the stocks it follows. Value Line’s beta is
derived from a regressiop analysis between weekly percentage changes in the market

price of a stock and weekly percentage changes in the New York Stock Exchange

~Composite Index over a period of five years. The average beta coefficient of the

sample of electric companies under study is 0.66.

WHAT IS YOUR ESTIMATE OF COST OF EQUITY CAPITAL FOR THE
SAMPLE OF ELECTRIC COMPANIES USING THE CAPITAL ASSET
PRICING MODEL ANALYSIS? |
Schedule 7 shovsl/sb that the average Value Line beta coefficient for the g;oup of
electri?: companies under study is 0.66. The upper end of the range of market risk
premiums published by Ibbotson of 6.0% would, upon the adoption of a 0.66 beta,
become a sample group-specific market risk premium of 4.08% (0.66 x 6.0%). That
risk premium added to the risk-free T-Bond rate of 3.4%, previously derived, yields a

common equity cost rate estimate of 7.36%. This analysis indicates a cost of equity

capital below the standard DCF analysis.

C. Allowed Return Risk Premium Analysis
PLEASE DESCRIBE THE RISK PREMIUM ANALYSIS YOU HAVE USED

TO ESTIMATE THE COST OF COMMON EQUITY CAPITAL FOR THIS
ANALYSIS.
A risk premium analysis is based on the concept that because the return on a common

equity investment is riskier than a return on a debt instrument (because the debt return

Alabama Power Company . Cost of Capital Analysis by
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is contractually set while the equity return is discretionary), the equity investor will
require a premium over the available return on debt. Measuring the return difference
between common equity and debt, or the risk premium, and then adding thét risk
premium to the current yield on utility debt will provide an estimate the current cost
of equity capital.

Schedule 8 attached to this report shows how the Risk Premium equity cost is
determined. Column 1 of Schedule 8 shows the average return on common equity
(ROE) allowed for electric utilities in the U.S. each year from 1974 through 2011.
Column 2 shows the average BBB-rated utility bond yield for each year over that
same time period. The difference between those two measures of return provides an
estimate the risk premium electric utility investors require over the available yield on
bonds.

Schedule 8 shows that over the entire period investors have required
approximately a 3.5% return premium for utﬂity common equity over the yield on
BBB-rated utility bonds. Over the most recent ten years, that risk premium has
widened to épproximately 4.4%. |

According to The Value Line Investment Survey, over the most recent six
weeks, ;che average yieid on BBB-rated utility bonds has been 4.28%. That current
yield, added to the Risk Premium between allowed ROEs and BBB-rated utility
bonds over the past ten years (4.4%) indicates é current cost of equity capital of

8.68%.

Alabama Power Company Cost of Capital Analysis by
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D. Summary
Q. PLEASE SUMMARIZE THE RESULTS OF YOUR EQUITY CAPITAL COST

ANALYSES FOR THE SAMPLE GROUP OF ELECTRIC UTILITY
- COMPANIES.
A. | My analysis of the cost of common equity capital for the sample group of electric
utility companies is summérized in Table II below.
Table IL
Equity Cost Estimates

Electric utility
METHOD Companies

DCF 8.62%
Mech. DCF 8.51%
CAPM 7.36%
Risk Prem. 8.68%

For the entire electric utility sample 'gréup, the DCF results avérage
approximately 8.6%. In addition; the corroborating cost of eduity analyses
(Mechanical DCF ,' CAPM, and Risk Premium) indicate that the DCF result is at the
upper end of a reasonable range of the cost of equity capital. Averaging the
corroborative analyses fér 'the electric companies produces an equity cost result of
8.22%.

The results indicate that the cost of equity capital for the electric utility sample
group .lies generaily below the rstandard DCF results for the sample group of

companies. Moreover, while the CAPM results are at the lowest end, they are based

Alabama Power Company Cost of Capital Analysis by
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on widely accepted theory and observable risk-free rates of return trends, and provide
a credible indication that the current cost of equity is lower than that represented by
the DCF. Reviewing the results cited above and given the expectation in the broad
economy that when and if the economic pace quiékens interest rates are likely to
begin to increase to some degree, it is my opinion that the current cost of equity for

the entire sample group of electric companies studied ranges from 8.50% to 9.25%.

WHAT HAVE YOU DETERMINED TO BE A REASONABLE POINT-
ESTIMATE FOR ALABAMA POWER COMPANY WITHIN A THE RANGE
FOR SIMILAR-RISK FIRMS? -
First, as shown on Page‘l of Schedule 9, Alabama Power Company hés a bond rating
at the upper end of the sample group, indicating that, overall, APCO’s overall risk is
lower than that of ‘the sample. group of electric utilities. .For example, the average
Standard & Poor’s corporate credit rating of the sample group of publicly-traded
electric utilities is between “BBB” and “BBB+”, while Alabaﬁa Power’s ié “A”;
more than two notches higher. Also, shown on Page 2 of Schedule 9 is the average
bond yield spread between A-rated utilities and BBB-rated utilities over the past three
years. That yield spread indicates a cost of capital difference between A and BBB-
-rated utilities of about 60 basis poin’;s. By‘ that credit rating measure, it would be
reasonable to cohclude that APCO’s cost of capital is at the lower end of the -
reasonable range defined by the sample group.

However, the capital structure for APCO contains a common equity ratio,
which is somewhat below the average for the electric companies included in my

sample group. As shown on Schedule 10, acéording to its quarterly S.E.C. filings,

Alabama Power Company : Cost of Capital Analysis by
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‘Alabama Power’s capital structure over the past five quarters averaged 44.07%.

common equity, 5.57% preferred stock and 50.37% long-term debt. For the sample
group of companies, Value Line reports an average common equity ratio in 2012 of
49.7%.14

That capital structure difference imparts higher financial risk to the APCO
utility operating company. Accounting for that financial risk difference, an
appropriate point-estimate eduity return for APCO would be above the low end of a
reasonable ranée of the cost of equity capital for similar-risk electrics. As noted,
however, the Company’s bond rating is higher than the average for the sample group
of electric companies, and is designed to account for the financial risk difference.
Therefore, in this instance an appropriate return on equity for APCO in this
proceeding would be approximately 9.0%, which is just above the mid-point of the

reasonable range of the current cost of equity capital.

IS THE 9.0% COSi OF EQUITY YOUR RECOMMENDED RETURN ON
EQUITY IN THIS PROCEEDING?

No. Although the allowed return should be set equal to the cost of equity, in order tb
be consistent in its recommendations in these Rate Stabilization Mechanism reviews
being undertaken by the Alabama Public Service Commission, and in order to take a
conciliatory stance in light of the Commission’s desire to foster co-operation among
the parties, AARP recommends that the Commission set electfic rates for Alabama

Power using an allowed return on equity of 10.0%. An ROE of 10.0% is well above

14 value Line’s capital structure averages do not include consideration of short-term debt. When short-term
debt is considered, the average common equity ratio of the sample group of electric utilities is 47.7% of -
total capital. ' '

Alabama Power Company Cost of Capital Analysis by
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the Company’s current cost of common equity capital, which will serve to allow the
Company to continue to attract capital and maintain its financial position as required

in Hope and Bluefield. An ROE of 10.0% is also very similar to the average return on

common equity currently being allowed regulated utilities in the U.S., as shown in the

Chart II1, below, based on data publishéd by the Edison Electric Institute. Therefore,

a 10.0% ROE also meets the Hope and Bluefield requirement that the return allowed
.a regulated utility be similar to those being earned by other companies of comparable

risk.

Chart III
Average Allowed ROE for Electric Utilities

ROE (%)

14

Finally, an allowed return of 10% would afford electric ratepayers in Alabama

significant savings on their electric bill.

Alabama Power Company ' Cost of Capital Analysis by
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CAN YOU PROVIDE AN ANALYSIS TO SHOW HOW MUCH ALABAMA
RATEPAYERS WOULD SAVE EVERY YEAR IF THE COMPANY’S
ALLOWED ROE WERE MORE IN LINE WITH ITS COST OF EQUITY |
CAPITAL?
Yes. Alabama Power’s November 30, 2012, Retail Common Equity (RSE) filing with
this Commission projects that the Company will earn a profit of $691 Million, which
represents a return on equity of 13.32% on an equity base of $5.187 Billion. The
Company’s filing also shews that, if the Company is allowed to earn a 13.32% return
on equity, ratepayers will provide an additional $461 Millien to pay the income taxes
associated with that return on equity, or a totel pre-tax return on equity of $1.152
Billion. |

If the Company’s ROE were 10% instead of its projected 13.32%, its
proj ected year-end profit would be $519 Million instead of the $691 Million currently
projected. That change alone would save Alabama ratepayers $172 Million annually.

However, there would also be additional savings afforded by a smaller profit
margin—lower income taxes. Assuming a combined Federal and State income tax
rate of 40%, a 10% ROE would create a pre-tax equity return of 16.67% (10%/(1-tax
rate of 40%)). That pre-tax return, multiplied by APCO’s projeeted equity base of
$5.187 Billion indicates a pre-tax equity return of $864.5 Million.

The pre-tax return shown‘on the Company’s November 20, 2012 RSE filing is
$v1.152 Billion. Therefore, the total annual savings to ratepayers from lovwen'ng the
Company’s allowed return from its current level to 10.0% would be approximately

$287.5 Million.

Alabama Power Company Cost of Capital Analysis by
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HOW WOULD YOU RESPOND TO THOSE WHO SAY THAT A
REDUCTION IN THE ALLOWED ROE COULD LEAD TO A REDUCED
BOND RATING WHICH COULD LEAD TO INCREASED COSTS FOR
RATEPAYERS?
First, it is important to understand that because of the rate construct existing in this
regulatory jurisdiction in which rates aré adjusted so that the Company will earn a
return very near the ROE it is allowed, Alabama Power is a low risk electric utility.
Standard & Poor’s recently published its annual risk ranking of 232 publicly traded
utility companies and their operating companies, and Alabama Power was 18" on that
list.1> That means that Alabama Po;’vér has lower risk than 214 other utility
companies. Because of that fact, in my view it is reasonable to believe that setting
rates for Alabama Power with an equity return similar to that which is currently being
allowéd other electric utilities, on average, will have little discernable effect on the
Company’s relative risk and, thus, it’s bond rating.

Second, if a reduction in the Company’s allowed return were sufficient to
cause a lowering of its bond rating, which I believe is.unlikely, any increase in debt
costs‘that might occur would be significantly smaller than the savings realized by

setting the Company’s ROE closer to its actual cost of equity capital.

15 Standard & Poor’s Ratings Services, Ratings Direct, U.S. Electric, Gas and Water Utilities, Strongest to
Weakest, February 1, 2013.

Alabama Power Company Cost of Capital Analysis by
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CAN YOU PROVIDE AN EXAMPLE TO SHOW THAT THE REDUCTION

IN EQUITY COST WILL FAR'OUTWEIGH ANY INCREASE IN DEBT

COSTS THAT MIGHT OCCUR AS A RESULT?

Yes. As I noted above, page 2 of Schedule 9 attached to this analysis shows the yield
difference between A-rated utility bonds and Baa-rated utility‘ bonds over the. past
three years (2010 through 2012; Data from Mergent Bond Record). Those data show |
that the average yield difference between A-rated "utility debt and BBB-rated utility
debt is about 60 basis points.

Of course, there are three bond rating “notches” between the broader “A” and
“Baa” categories. The bond rating “notches” are “Baa2” to “Baal”; “Baal” to “A3”;
and “A3” to “A2”. Therefore because the average yield differential over all three
notches (mid-level “A” rating to mid-level “Baa” rating) is about 60 basis points, the
yield spread between each “notch” is about 20 basis points..

If we assume, for the sake of estimating thé impact of a bond rating reduction,
that the Company’s long-term bond rating was reduced from “A2” to “A3,” then we
can estimafe that the cost of the Company’s debt would be approximately 20 basis
points (0.20%) higher than it would be otherwise. In addition, the Company’s cash
flow statement (Southern Company, S.E.C. F orm 10-K, p. I-150) shows that Alabama
Power has issued .$1.95 Billion in long-term debt over the past three years (2.010-
2012), or, on average $650 Million per year. | '

If Alabama Power continues to issue about $650 Million in new long-term
debt per year, a 0.20% increase in borfowing costs would increase costs to ratepayers

by $1.3 Million per year [$650 Million x 0.20% = $1.3 Million]. Even if the

Alabama Power Company . . Cost of Capital Analysis by
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Company doubled its 'debt issuances from $650 Million to $1,300 Million per year,
and its debt costs were increased by 20 basis points, those debt costs (which are
paSsed on to ratepayers) would increase by $2.6 Million per year.

Therefore, if we asbsﬁme the Company’s bond rating were reduced as a result
of this Commission lowering the allowed ROE to the level currently autho%ized other
électric utilities and if we assume the Company doubled its rate of debt financing
from that established over the past three years, costs would increase by $2.6 Million
per year. That amount, which I believe is exaggerated, pales in 'comparison to the
savings engendered by reducing the allowed ROE to a level closer to the Company’s
actual cost of capital, which, as shown abo.ve, amounts to $287.5 Million-.annually.
The increased debt costs that might result are less than 1% of the savings engendered
by sgttiﬁg APCd’s ROE closer to its actual cost of equity capital.

If the Company claims that this Commission should keep its allowed return at
current levels ‘(14%) rather than lower it to currenﬂy industry-average ROE
allowances (10%) because their debt costs might increase, they are, in effect,
requesting that the Commission require ratepayers to spend $287.5 Million every year
in additional equity costs in order to save (at most) $2.6 Million annually in debt

costs. That is a bargain that neither this Commission nor its ratepayers should accept.

CAPITAL STRUCTURE AND OVERALL COST OF CAPITAL

WHAT IS THE COMPANY’S CURRENT CAPITAL STRUCTURE?
Schedule 10 attached to my analysis shows the capital structure (common equity,

preferred stock, and long-term debt) reported by Alabama Power in its Securities and

Alabama Power Company Cost of Capital Analysis by.
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Exchange Commission filings over the past five quarters. Those data were supplied
by the Company in response to AARP 1-1, and indicate that, over the most recent five
quarters, APCO has been capitalized with 44.07% common equity, 5.57% preferred

.stock and 50.37% long-term debt.

Q. WHAT IS THE OVERALL COST OF CAPITAL FOR APCO’S ELECTRIC

UTILITY OPERATIONS, BAS]*KJD ON AN ALLOWED ROE OF 10.0%?
A. Schedule 11 attached to my analysis shows that an equity return of 10.00%, operating
~ through a ratemaking capital structure of 44.07% common equity, 5.57% preferred
stock and 50.37% long-term debt, and embedded capital cost rates for long-term debt
and preferred stock (4.25%, 5.91%), produces an overall return of 6.88% for Alabama
Power Company.16 Schedule 11 also shows that a 6.88% overall cost of capital
affords the _Company an opportunity to achieve a pre-tax interest coverage level of
4.69 times. As a comparison, the ratio of the Company’s operating income divided by
its ipt_erest expense in 2012 was 5.2.17 Based on an allowed return on common equity
of 10%, the Company’s operating earnings wili be four and two-thirds times larger

than its interest expense, indicating that it’s financial strength will continue to be well

supported.

16 The Company’s weighted-average coupon rates for debt and preferred stock were provided in response to
AARP 1-2. Those cost rates were 4.0% (long-term debt) and 5.66% (preferred stock) at the end of the first
quarter of 2013 (3/31/2013). I have added an estimated 25 basis points to each of the average coupon rates
to approximate an embedded cost that would account for flotation/underwriting costs. Accounting for debt
and preferred stock flotation costs, the embedded costs of long-term debt and preferred stock, respectively,
are 425% and 5.91%. '

17 § E.C. 2012 Form 10-K, p. II-148.
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Q. DOES THIS CONCLUDE YOUR DETERMINATION OF THE COST OF
EQUITY CAPITAL AND THE OVERALL COST OF CAPITAL FOR
ALABAMA POWER IN THESE PROCEEDINGS, MR. HILL?

A. Yes, it does.

Alabama Power Company Cost of Capital Analysis by
Rate Stabilization Mechanism Review 46 Stephen G. Hill
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ATTACHMENT B

Q. PLEASE PROVIDE AN EXAMPLE WHICH DESCRIBES THE DETERMINANTS OF
LONG-TERM SUSTAINABLE GROWTH.

A. Assume that a hypothetical regulated firm had a first period common equity or book
value per share of $10, the invéstor-expccted return on that equity was 10% and the stated
company policy was to pay out 60% of earnings in dividends. The first period earnings -
per share are expected to be $1.00 ($10/share book equity x 10% equity return) and the
expected dividend is $0.60. The amount of earnings not paid out to shareholders ($0.40),
the retained earnings, raises the book value of the equity to $10.40 in the second period.
The table below continues the hypothetical for a five year period and illustrates the
underlying determinants of growth.

TABLE A.

' YEAR1 YEAR2 YEAR3 YEAR4  YEARS GROWTH
BOOK VALUE $10.00 $10.40 $10.82 $11.25 $11.70 4.00%

EQUITY RETURN 10% 10% 10% 10% 10% - -
EARNINGS/SH. $1.00 $1.040 $1.082 $1.125 $1.170 4.00%
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 -

DIVIDENDS/SH. $0.60 $0.624 $0.649 $0.675 $0.702 4.00%

We see that under steady-state conditions, the earnings, dividends and book value all

- grow at the same rate. Moreover, the key to this growth is the amount of earnings
retained or reinvésted in the firm and the return on that new portion of equity. If we let
“b” equal the retention ratio of the firm (1 — the payout ratio) and let “r” equal the firm’s
expected return on equity, the DCF growth rate “g” (also referred to as the internal or

sustainable growth rate ) is equal to their product, or
g=br. (i)

Professor Myron Gordon, who developed the Discounted Cash Flow technique and first
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introduced it into the regulatory arena, has determined that Equation (i) embodies the
underiying fundamentals of growth and, therefore, is a primary measure of growth to be
used in the DCF mddel. Professor Gordon’s research also indicates that analysts’ growth
rate projections are useful in estimating investors’ expected sustainable growth.

I should note here that the above hypothetical does not allow for the existence of
external sources of equity financing, i.e., sales of common sfock. Stock financing will
cause investors to expect additional growth if the company is expected to issue new
shares at a market price that exceeds book value. The excess of market over book would
inure to current shareholders, increasing their per share equity value. Therefore, if the
company is expected to continue to issue stock at a price that exceeds book value, the
shareholders would continue to expect their book value to increase and would add that
growth expectation to that stemming from earnings retention or internal growth.
Conversely, if a company were expected to issue new equity at a price below book value,
that would have a negative effect on shareholder’s current growth rate expectations. In
such a situation, shareholders would perceive an overall growth rate less than that
produced by internal sources (retained earnings). Finally, with little or no expected equity
financing or a market-to-book ratio near unity, investors would expect the sustainable
growth rate for the company to equal that derived from Equation (i), “g = br.” Dr.
Gordon! identifies the growth rate which includes both expected internal and external

financing as:

g =br+sv, | (ii)

where,

g = DCF expected growth rate,

r = return on equity,

b = retention ratio,

v = fraction of new common stock
sold that accrues to the current
shareholder,

s = funds raised from the sale of stock

1Gordon, M.J., The Cost of Capital to a Public Utility, MSU Public Utilities Studies, East Lansing,
Michigan, 1974, pp., 30-33.

ii
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as a fraction of existing equity.

Additionally,

v=1-BV/MP, (1it)

where,
MP = market price,
BV = book value.

I have used Equation (iii) as the basis for my examination of the investor expected

long-térm growth rate (g) in this proceeding.

. IN YOUR PREVIOUS EXAMPLE, EARNINGS AND DIVIDENDS GREW AT THE |
SAME RATE (br) AS DID BOOK VALUE. WOULD THE GROWTH RATE IN
EARNINGS OR DIVIDENDS, THEREFORE, BE SUITABLE FOR DETERMINING
THE DCF GROWTH RATE ? o
. No, not necessarily. Rates of growth derived from earnings or dividends alone can be
unreliable due to extraneous influences on those parameteré such as changes in the
expected rate of return on cdmmon equity or changes in the payout ratio. That is why it is
necessary to examine the underlying determinants of growth through the use of a
sustainable growth rate analysis.

If we take the hypothetical example previously stated and assume that, in year
three, the expected return on equity rises to 15%, the resultant growth rate for earnings
- and dividends far exceeds that which the company could sustain ihdefinitely. The

potential error in using those growth rates to estimate “g” is illustrated in the following

" table.

il
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TABLE B.

YEAR1 YEAR?2 YEAR 3 YEAR 4 YEAR 5 GROWTH

BOOK VALUE $10.00 $10.40 $10.82 $11.47 $12.157 5.00%
EQUITY RETURN 10% 10% 15% 15% 15% 10.67%
. EARNINGS/SH. $1.00 $1.040. $1.623 $1.720 $1.824 16.20%
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 -
DIVIDENDS/SH. $0.60 $0.624 $0.974 $1.032 $1.094 16.20%

‘What has happened is a shift in steady-state growth paths. For years one and two,
the sustainable rate of growth (g=br) is 4.00%, just as in the previous hypothetical. Then,
in the last three years, the sustainable growth rate increases to 6.00% (g=br = 0.4x15%).
If the regulated firm were expected to continue to earn a 15% return on equity and retain
40% of its earnings, then a growth rate of 6.0% would be a reasonable estimate of the
long-term sustainable growth rate. However, the compound annual growth rate for
dividends and earnings exceeds 16% which is the result only of an increased equity return
rather than the intrinsic ability of the firm to grow continuously at a 16% annual rate.
Clearly, this type of estimate of future growth cannot be used with any reliability at all. In
the case of the hypothetical, to utilize a 16% growth rate in a DCF model would be to
expect the company’s return on common equity to increase by 50% every five years into
the indefinite future. This would be a ridiculous forecast for any regulated firm and
underscores the importance of utilizing the underlying fundamentals of growth in the
DCF model.

It can also be demonstrated that a change in our hypothetical regulated firm’s
payout ratio makes the past rate of growth in dividends an unreliable basis for predicting
“g”_ If we assume our regulated firm consistently earns its expected equity return ( 10%)
but in the third year, char;ges its payout ratio from 60% to 80% of earnings, the results

are shown in the table below.

v
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TABLE C.

YEAR ] YEAR?2 YEAR 3 YEAR 4 YEARS5 =~ GROWTH

BOOK VALUE $10.00 $10.40 $10.82 $11.036 $11.26 3.01%
EQUITY RETURN 10% 10% 10% 10% 10% -

EARNINGS/SH. $1.00 $1.040 -$1.082 $1.104 $1.126 301%
PAYOUT RATIO 0.60 0.60 0.80 0.80 0.80 7.46%
DIVIDENDS/SH. $0.60 $0.624 $0.866 $0.833 $0.900 10.67%

What we see here is that, although the company has registered a high dividend
growth rate (10.67%), it is, again, not at all representative of the growth that could be
sustained indefinitely, as called for in the DCF model. In actuality, the sustainable
growth rate has declined from 4.0% the first two years to only 2.0% (g=br = 0.2x10%)
~ during the last three years due to the increased payout ratio. To utilize a 10% growth rate
in a DCF analysis of this hypothetical regulated firm would 1) assume the payout ratio of
the firm would continue to increase 33% every five years into the indefinite future, 2)
lead to the highly implausible result that the firm intends to consistently pay out more in

dividends than it earns and 3) grossly overstate the cost of equity capital.
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INDIVIDUAL SAMPLE COMPANY GROWTH RATE ANALYSES

ELECTRIC UTILITIES

SO - Southern Company - SO’s sustainable growth rate has averaged 3.26%
over the most recent five year period (2008-2012). However, VL expects SO’s
sustainable growth to increase from that historical growth rate level to reach
3.65% by the 2016-2018 period. SO’s book value growth rate is expected to be
4.5% over the next five years, down from the 5.5% rate of growth experienced
over the past five years. SO’s earnings per share are projected to increase ata
4.5% (Value Line) to 4.76% (Zack’s) to 4.84% (IBES) rate. SO’s dividends are
expected to show 3.5% growth over the next five years, slightly below historical
dividend growth. Over the past five years, SO’s earnings grew at a 3% rate,
according to Value Line. Investors can reasonably expect a sustamable growth
rate in the future of 4.25% for SO. .

Regarding share growth, SO’s shares outstanding grew at a 2.79% rate
over the past five years due mainly to an equity issuance in 2008. The number of
shares is projected by VL to show a 0.84% rate of increase through the 2016-18
period, to correspond with a building program. An expectation of share growth of
1.5% for this company is reasonable. :

ALE — ALLETE — ALE’s sustainable growth rate has averaged 2.21% over the
most recent five-year period, with higher growth in the two most recent years. VL
expects ALE’s sustainable growth to increase to 4.13% through the 2016-18
period. Also, ALE’s book value growth rate is expected to be 4.0% over the next
five years, below the 5.5% rate of growth experienced over the past five years
indicating lower growth in the future. Projected book value growth (4%) is,
" however, similar to internal growth projections. Also, ALE’s earnings per share
are projected to increase 7% according to Value Line (6% IBES and 5% Zacks).
Value Line also projects a 3.5% growth in dividends, which is below the
sustainable growth indications and would indicate long-term growth rate
expectations. The dividend growth projections are also lower than the historical
dividend growth (4.5%). In this instance projected sustainable growth and
projected book value growth indicate moderate growth while earnings growth
rates are higher. Investors can reasonably expect a sustainable growth rate in the
future, of 4.5% for ALE. ,

Regarding share growth, ALE’s shares outstanding increased at a 4.85%
rate over the past five years due. The number of shares is expected to grow at a
2% rate through 2016-18. An expectation of share growth of 3% for this company
is reasonable.

LNT - Alliant Energy- LNT’s sustainable growth rate has averaged 3.53% over
the most recent five-year period, with an upward trend showing higher growth in
the Jast three years. Value Line expects LNT’s sustainable growth to rise to 4.46%
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through the 2016-2018 period. LNT’s book value growth rate is expected to be
4% over the next five years, below sustainable growth projections, and marginally
greater than historical book value growth (3.5%). Also, LNT’s earnings per share
are projected to increase at a rate of from 4.5% (Value Line), to 5.87% (IBES), to
6.15% (Zack’s). Value Line’s projected dividend growth is 4.5%. Investors can
reasonably expect sustainable growth over the long term similar to historical the
average — 4.5% for LNT is reasonable.

Regarding share growth, LNT’s shares outstanding increased at a 0.12%
rate over the past five years. The number of shares is expected to increase at a
0.89% rate through 2016-18. An expectation of share growth of 0.5% for this
company is reasonable.

AEP- American Electric Power- AEP’s sustainable growth rate has averaged
4.12% over the most recent five-year period. VL expects AEP’s sustainable
growth to continue at a level of 3.687% by the 2016-2018 period. AEP’s book
value growth rate is expected to increase at a 4.0% rate over the next five years,
slightly below the 4.5% book value growth over the past five years. Both
sustainable growth and book value growth point to somewhat slower growth for
this company. AEP’s earnings per share are projected to increase at 4.5% (VL), to
3.84% (IBES) and 3.38% (Zack’s)—all approximating the indicated projected
internal growth rate. Also, AEP’s dividends are expected to grow at 4.0%. Value
Line’s average projected earnings, dividends and book value for this company is
4.17%. Investors can reasonably expect a sustainable growth rate in the future of
4.0% for AEP.

Regarding share growth, AEP’s shares outstanding increased at a 4.58%
rate over the past five years, due to an equity issuance in 2009. Prior to 2009, the
number of shares outstanding increased at a 1% rate, and after 2009, the number
of shares increased at about a 0.5% annual rate. The number of shares outstanding
in 2016-2018 is expected to show a 0.78% increase from 2011 levels. An
expectation of share growth of 1.5% for this company is reasonable.

CNL - Cleco Corp. - CNL’s sustainable growth rate averaged 5.44% for the
five-year period, with the results in the most recent two years above that average,
indicating an increasing trend. VL expects sustainable growth to moderate to a
4.71% level through the 2016-18 period. CNL’s book value growth is expected to
increase at a 5.5% rate, well below the historical level of 10.0%, established
during the building of a new generating plant; but that projected growth is still
above sustainable growth indications. CNL’s earnings per share are projected to
show 7% growth over the next five years, according to Value Line (IBES and
Zacks project 8% earnings growth). Historically CNL’s earnings increased at a
10% rate, according to Value Line. CNL’s dividend growth, which has held to 2%
over the past five years is expected to expand to 10.5% over the next three- to
five-year period as management expects to increase the payout ratio. The
sustainable growth data indicate that future growth will be similar to prior growth
rate averages, but at lower overall levels than indicated by Value Line’s earnings
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growth projections, and would moderate future growth expectations somewhat.
Investors can reasonably expect sustainable growth from CNL to be above past
averages, a sustainable internal growth rate of 6.0% is reasonable for this
company.

Regarding share growth, CNL’s shares outstanding grew at approximately
a 0.40% rate over the past five years. The growth in the number of shares is
expected by VL to be 0.0% through 2016-18. An expectation of share growth of
0.25% for this company is reasonable.

ETR - Entergy Corp. - ETR’s internal sustainable growth rate has averaged
7.31% over the most recent five-year period (2008-2012). Sustainable growth is
expected to decline to about 3.17% by the 2016-2018 period. Also, ETR’s book
value growth rate is expected to be 3% over the next five years—a decrease from
the 4.5% rate of growth experienced over the past five years—pointing to lower
growth expectations for the future. ETR’s earnings per share growth is projected
to be -3.5% (VL), 0% (IBES). ETR’s dividends are expected to grow at a 1.0%
rate, down from an historical rate of 9%-- a substantial decline, moderating long-
term growth expectations. Over the past five years, ETR’s earnings grew at an
8.5% rate according to Value Line. These data indicate that investors can
reasonably expect a sustainable growth rate in the future to be below past
averages. Therefore, 4.0% is a reasonable long-term growth expectation for ETR.

Regarding share growth, ETR’s shares outstanding grew at a —1.56% rate
over the past five years. The number of shares outstanding is projected by VL to
decrease at a -0.66% rate through 2016-18. An expectatlon of share growth of 0%
for this company is reasonable.

WR - Westar Energy, Inc.- WR’s sustainable growth rate has averaged 1.91%
over the most recent five-year period, with higher growth in recent years. Value
Line expects WR'’s sustainable growth to increase substantially to 3.74% by the
2016-2018 period. However, WR’s book value growth rate is expected to be

.4.0% over the next five years, down slightly from the 4.5% rate of growth
experienced over the past five years, and above sustainable growth projections.
Also, WR’s earnings per share are projected to increase at a rate of from 5%
(Value Line), to 4.8% (IBES), to 5.1% (Zack’s). Over the past five years, WR’s
earnings growth was 1.5% according to Value Line. Historically, dividends grew
at a 5% rate, but Value Line expects that rate to decline to 3.0% over the next five
years. The average earnings dividends and book value growth for WR, as
published by Value Line is 4.00%. Investors can reasonably expect a higher
sustainable growth over the long term — 4.25% for WR is reasonable.

Regarding share growth, WR’s shares outstanding increased at about a

3.96% rate over the past five years, due to an equity issuance in 2011. The
number of shares is expected to increase at a 1.31% rate through 2016-18. An.
expectation of share growth of 2.0 % for this company is reasonable.

WEC - Wisconsin Energy — WEC’s sustainable growth rate has averaged 6.64%
over the most recent five-year period, with similar growth in the most recent year.



Exhibit No. __ (SGH-___X)
AttachmemRage 57 of 149
Page 4 of 6

VL expects WEC’s sustainable growth to decline to 4.67% through the 2016-18
period. Also, WEC’s book value growth rate is expected to be 3.5% over the next
five years, well below the 7% rate of growth experienced over the past five years
indicating lower growth in the future. Projected book value growth (3.5%) is also
below internal growth projections. WEC’s earnings per share are projected to
increase at 6.5% according to Value Line (5:55% IBES and 5.2%, Zacks). Value
Line also projects a 13% growth in dividends, which is well above the sustainable
growth indications and would confirm higher long-term growth rate expectations
but is the result of declining retention ratio and would not be sustainable over the
long-term. In this instance projected sustainable growth and projected book value
growth indicate moderate growth while earnings growth rates are higher. v
Investors can reasonably expect a sustainable growth rate in the future, of 5.25%
for WEC.

Regarding share growth, WEC’s shares outstanding increased at a -0.52%
rate over the past five years. The number of shares is expected to grow at a 0.4%
rate through 2016-18. An expectation of share growth of 0% for this company is.
reasonable.

EIX — Edison International - EIX’s sustainable growth rate has averaged 7.85%
over the most recent five-year period, with an upward trend showing higher
growth in the last year. Value Line expects EIX’s sustainable growth to decline to
6.34% through the 2016-2018 period. EIX’s book value growth rate is expected
to be 4.5% over the next five years, below sustainable growth projections, and
below to historical book value growth (5.5%). Also, EIX’s earnings per share are
projected to increase at a rate of from 2.5% (Value Line), to -2% (IBES), to
4.82% (Zack’s). Value Line’s projected dividend growth is 5.5%. Investors can
reasonably expect sustainable growth over the long term similar to historical the
average — 6.0% for EIX is reasonable.

Regarding share growth, EIX’s shares outstanding increased at a 0% rate
over the past five years. The number of shares is expected to increase at a 0% rate
through 2016-18. An expectation of share growth of 0% for this company is
reasonable. '

IDA —~ IDACORP- IDA’s sustainable growth rate has averaged 5.20% over the
most recent five-year period, with an upward trend showing higher growth in the
last year. Value Line expects IDA’s sustainable growth to decline to 4.08%
through the 2016-2018 period. IDA’s book value growth rate is expected to be
4.5% over the next five years, near sustainable growth projections, and less than
historical book value growth (5.5%). Also, IDA’s earnings per share are projected
to increase at a rate of from 2.0% (Value Line), to 4.0% (IBES & Zack’s). Value
Line’s projected dividend growth is 7.0%, substantially higher than the
company’s historical dividndd. Investors can reasonably expect sustainable
growth over the long term similar to historical the average — 4.5% for IDA is
reasonable. : :

Regarding share growth, IDA’s shares outstanding increased at a 1.68 %
rate over the past five years. The number of shares is expected to increase at a
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0.33% rate through 2016-18. An expectation of share growth of 0.75% for this
company is reasonable. :

NWNE - Northwestern Corp- NWNE’s sustainable growth rate has averaged
3.32% over the most recent five-year period. Value Line expects NWNE’s
sustainable growth to remain steady and reach 3.28% through the 2016-2018
period. NWNE’s book value growth rate is expected to be 4.5% over the next
five years, above sustainable growth projections, and also above historical book
value growth (2.5%), which would point to increasing growht. Also, NWNE’s
earnings per share are projected to increase at a rate of from 3.0% (Value Line), to
5.0% (IBES & Zack’s). Value Line’s projected dividend growth is 4.0%, equal to
historical dividend growth. Investors can reasonably expect sustainable gfowth
over the long term similar to historical the average — 4.0% for NWNE is
reasonable.

Regarding share growth, NWNE'’s shares outstanding increased at a
0.89% rate over the past five years. The number of shares is expected to increase
at a 0.94% rate through 2016-18. An expectation of share growth of 1% for this
company is reasonable.

PCG - PGE Corporation — PCG’s sustainable growth rate has averaged 3.78%
over the most recent five-year period, with a declining growth rate. After a couple
of low-growth years due to the financial costs related to a pipeline explosion, VL
expects PCG’s sustainable growth to reach 3.18% through the 2016-18 period,
showing moderating growth. PCG’s book value growth rate is expected to be
3.0% over the next five years, down from the 6.0% rate of growth experienced
over the past five years indicating moderating growth in the future. Projected
book value growth is, also, similar to sustainable internal growth projections.
Also, PCG’s earnings per share are projected to increase at 4.0% according to
Value Line (3.12% IBES and 3.8% Zacks). Value Line also projects a2.5%
growth in dividends, which is well below historical growth of 6.5%. Investors can
reasonably expect a stable sustainable growth rate in the future of 3.5% for PCG.

Regarding share growth, PCG’s shares outstanding increased at
approximately a 4.5% rate over the past five years. The number of shares is-
expected to grow at a 1.98% rate through 2016-18. An expectation of share
growth of 2.5% for this company is reasonable.

PNW — Pinnacle West Capital Corp. - PNW'’s sustainable growth rate has
averaged 1.97% over the most recent five-year period with higher growth in the
most recent years (indicating an increasing trend). VL expects PNW’s sustainable
growth to rise above that historical average growth rate level to 3.88% by the
2016-2018 period. PNW’s book value growth rate is expected to be 3.5% over the
next five years, much greater than the 0% rate of book value growth experienced
over the past five years, and pointing to higher growth in the future. PNW’s
earnings per share are projected to increase at a 5% (VL) to 7.25% (IBES) to
5.53% (Zack’s) rate, with all projections above the indicated internal growth rate.
PNW’s dividends are expected to grow at a 2.0% rate, supporting more moderate
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long-term growth rate expectations. Over the past five years, PNW’s earnings
growth was 2.5% and its dividends also increased at a 2.5% rate. The average
Value Line projected growth rate for this company is 3.50%. Investors can
reasonably expect a sustainable growth rate in the future of 4.0% for PNW.

Regarding share growth, PNW’s shares outstanding increased at a 2.12%
rate over the past five years. The number of shares outstanding in 2016-2018 is
expected to show a 0.94% increase from 2012 levels. An expectation of share
growth of 1.5% for this company is reasonable.

POR - Portland General- POR’s sustainable growth rate has averaged 2.76%
over the most recent five-year period, with higher growth in recent years. Value
Line expects POR’s sustainable growth to increase to 3.38% by the 2016-2018
period. POR’s book value growth rate is expected to be 3.5% over the next five
years, just above sustainable growth projections, and above historical book value
growth (2%). Also, POR’s earnings per share are projected to increase at a rate of
from 3.5% (Value Line), to 4.77% (IBES), to 5.1% (Zack’s). Value Line reports
historical earnings growth for this company of 4%, and “projected dividend
growth of 3.5%. The average Value Line projected earnings, dividend and book
value growth is 3.5%. Investors can reasonably expect a higher sustainable
growth over the long term — 3.75% for POR is reasonable. ,

Regarding share growth, POR’s shares outstanding increased at about a
4.82% rate over the past five years, due to an equity issuance in 2009. Prior to
that annual share growth was very low. The number of shares is expected to
increase at a 0.31% rate through 2016-18. An expectation of share growth of
1.0% for this company is reasonable.

XEL — Xcel Energy - XEL’s sustainable growth rate has averaged 3.60% over _
the most recent five-year period. Value Line expects XEL’s sustainable growth to
“increase to 4% by the 2016-2018 period. Also, XEL’s book value growth rate is
~ expected to be 4.5% over the next five years, equal to the rate of growth
experienced over the past five years, and above sustainable growth projections,
_ pointing to rising growth expectations. XEL’s earnings per share are projected to
increase at a rate of from 4.5% (Value Line), to 5.11% (IBES) and 4.88%
(Zack’s). Over the past five years, XEL’s earnings growth was 5.5% according to
Value Line. Historically, dividends grew at a 3% rate, but Value Line expects that
rate to be 4.5% over the next five years. Average Value Line projected eamings,
dividends and book value for this company is 4.5%. Investors can reasonably
expect a higher sustainable growth over the long term — 4.75% for XEL is
reasonable. . ‘ , . ' ,
Regarding share growth, XEL’s shares outstanding increased at a 1.83%
rate over the past five years. The number of shares is expected to increase at a
1.05% rate through 2016-18. An expectation of share growth of 1.25% for this
company is reasonable.
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e= electric company; e+g=combination electric and gas company
Data from Value Line Ratings and Reports, May 3, March 22, and February 22, 2013; AUS Utility Reports, May 2013.

Revenues | Recent | Recent | Generation Stable Senior Bond Rating
Company Name % Elec. | Merger?| Div. Cut? | Assets? | Book Value? | S&P [ Moody's | Selected |
SCREEN| 270% | mo | mo [ yes | yes | AtoBBB ]

CH Energy no yes yes A A3
Consolidated Edison “ yes A- A3/Baal
Dominion Resources yes yes A Baal
Duke Energy yes yes A- A3
Exelon Corp. yes yes BBB+/BBB  Baal
FirstEnergy Corp. yes yes BBB Baa2
NextEra Energy 71 no no yes yes A
Northeast Utilities 89 no yes yes A- A3
PPL Corporation no no’ yes yes A- A3
Pepco Holdingé, Inc. 83 no no — yes A-/BBB+ Baal/Baa2
Public Service Ent. Gp. no no yes yes BBB+/BBB Al
SCANA Corp. no no yes yes BBB+  Baal/Baa2
Southern Company 95 no no yes ~yes A A2/A3 v
TECO Energy no no es yes BBB+ A3/Baal
UIL Holdings Corp. - no no * yes BBB Baa2
ALLETE 91 no no yes yes A- A2 v
Alliant Energy 84 no no yes yes A- A2/A3 v
Ameren Corp. 86 no N ves SRS BBB/BBB- Baal/Baa2
American Eelectric Power 92 no no yes yes BBB Baa2 v
CMS Energy Corp. _ no yes yes BBB/BBB-  Baa2
CenterPoint Energy 79 no no yes BBB+  Baal/Baa2
Cleco Corporation 95 no no yes yes BBB Baa2 v
DTE Energy — no no yes yes A A2
Empire District Electric 92 o REEM ves yes A A3
Entergy Corp. ) 76 no no yes yes BBB Baa2 v
Great Plains Energy 100 no yes yes BBB/BBB- Baal/Baa2
Integrys Energy — no no yes yes A A2/A3
ITC Holdings 100 no no yes A- A
MGE Energy 72 no no yes yes R A
OGE Energy Corp. — no no yes yes BBB Baal
Otter Tail Corp. 71 no — yes m Baa2
Vectren Corp. ' — no no yes yes A/A- A2
‘Westar Energy 100 no no yes yes BBB+ A3 v
Wisconsin Energy 75 no no yes yes A-/BBB+ Al v
Avista Corp. no no yes yes A- A3
Black Hills Corp. no no yes yes BBB+ A3
Edison International 98 no no yes yes BBB + Al v
El Paso Electric 100 no — yes yes BBB Baa2
Hawaiian Electric 92 no no yes yes m Baa2
IDACORP, Inc. 100 no no yes yes A- A2 v
Northwestern Corp. 75 no no yes yes -A- A2 v
NV Energy Inc. 96 no _ yes yes BBB Baal
PG&E Corp. 80 no no yes yes BBB/BBB- A3/Baal v
PNM Resources 100 no _ yes yes BBB Baal/Baa2
Pinnacle West Capital 100 no no yes yes BBB+ Baal v
Portland General 100 no no yes yes A- A3 v
Sempra Energy no no yes yes AlA- A2
UNS Energy 91 no no yes yes “ Baa2

" Xcel Energy, Inc. 84 no no yes yes A- A3 v
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Schedule 2
COST OF CAPITAL - 2013
STOCK PRICE, DIVIDENDS, DIVIDEND YIELDS
ELECTRIC UTILITIES ,
AVG. STOCK PRICEf VALUE LINE DIVIDEND
COMPANY 3/22/13-5/3/13 PROJECTED DIVIDEND* YIELD
' (PER SHARE) (PER SHARE)
(1] [2] [31=[2)/[1]

so $47.43 $2.02 426%
ALE ' $49.60 $1.90 3.83%
LNT $51.10 $1.88 3.67%
AEP $49.58 $2.04 4.11%
CNL , $47.42 $1.60 337%
ETR ' $67.74 $3.32 4.90%
WR $33.61 $1.40 4.17%
WEC $43.22 | $1.52 3.52%
EIX $51.64 ' $1.36 ' 2.63%

IDA $47.98 $156. ‘ 325%
NWE $41.03 $1.52 3.70%
PCG $46.50 $1.82 ' 391%
PNW  $58.95 $2.18 3.70%
POR $30.97 $1.08 3.49%
XEL $30.44 $1.11 : 3.65%
Average '3.74%

t Daily closing average price from Yahoo!Finance, Historical Prices
*Value Line Summary & Index, May 3, 2012
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COST OF CAPITAL - 2013
DCF GROWTH RATE PARAMETERS
ELECTRIC UTILITIES
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
SO RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 0.2622 13.1% 3.44% 17.08 777.19
2009 - 0.2543 12.4% 3.15% 18.15 819.65
2010 . 02373 12.2% 2.89% - 19.21 - 843.34
- 2011 0.2667 12.5% 333% 2032 865.13
: 2012 0.2734 12.8% 3.50% 21.09 867.71
AVERAGE GROWTH ’ 3.26% 5.50% : 2.79%
2013 0.2556 13.0% 3.32% 870.00 0.26%
2014 0.2702 13.0% 351% 872.00 0.24%
2016-2018 0.2923 12.5% 3.65% 4.50% 905.00 0.84%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
' RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
ALE RATIO - RETURN "g" - ($/SHARE)_ (MILLIONS) GROWTH
2008 0.3901 10.0% 3.90% 2537 32.60
2009 0.0688 06.6% 0.45% 2641 35.20
2010 0.1963 07.7% 1.51% 27.26 35.80
2011 0.3283 08.7% 2.86% 28.78 37.50
2012 0.2868 08.1% 232% 3048 3940
AVERAGE GROWTH 221% 5.50% 4.85%
2013 - 0.2963 08.0% 237% 41.50 5.33%
2014 0.3356 08.5% 2.85% _ 42.00 325%
2016-2018 04133 10.0% 4.13% 4.00% 43.50 2.00%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
LNT RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 0.4488 09.3% 4.17% 25.56 110.45
2009 02063 06.8% 1.40% 25.07 110.66
2010 0.4255 09.9% 421% 26.09 110.89
2011 - 0:3818 09.5% 3.63% 27.14 111.02
2012 0.4098 10.3% 4.22% 2825 110.99
AVERAGE GROWTH 3.53% 3.50% 0.12%
2013 0.4032 11.0% 4.43% 112.00 0.91%
2014 0.4061 10.5% 4.26% 113.00 0.90%

2016-2018 0.4054 11.0% 4.46% 4.00% _ 116.00 0.89%
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COST OF CAPITAL - 2013
DCF GROWTH RATE PARAMETERS
ELECTRIC UTILITIES
COMPANY : - INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY | BOOK VALUE SHARES OUTST SHARE
AEP RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 - 04515 113% 5.10% 26.33 406.07
2009 04478 10.4% 4.66% 2749 478.05
2010 .0.3423 09.1% 3.12% 28.33 480.81
2011 0.4089 10.3% 421% 30.33 48342
2012 0.3691 09.5% 3.51% 3137 485.67
AVERAGE GROWTH 4.12% 4.50% 4.58%
2013 0.3841 09.5% 3.65% ) 489.00 0.69%
2014 0.3818 10.0% 3.82% 492.00 0.65%
2016-2018 0.3867 10.0% 387% 4.00% 505.00 0.78%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
CNL RATIO RETURN "g" ($/SHARE)  (MILLIONS) GROWTH
2008 04706 09.6% 4.52% 17.65 60.04
2009 0.4886 09.5% 4.64% 18.50 60.26
2010 0.5721 10.6% 6.06% 21.76 60.53
2011 0.5676 11.1% 6.30% 2355 60.29
2012 0.5185 10.9% 5.65% 24.60 61.00
AVERAGE GROWTH 5.44% 10.00% 0.40%
2013 04510 10.0% 4.51% 61.00 0.00%
2014 . 04386 10.5% 4.61% 61.00 0.00%
2016-2018 04286 11.0% 471% 5.50% '61.00 0.00%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE \
ETR RATIO RETURN "g" ($/SHARE) . MILLIONS) GROWTH
2008 0.5161 - 15.3% 7.90% 42.07 189.36
2009 0.5238 143% = 749% 45.54 189.12
2010 0.5135 14.7% 7.55% 4753 178.75
2011 0.5603 15.0% 8.40% 50.81 176.36
2012 0.4485 11.6% 5.20% 51.75 177.80
AVERAGE GROWTH 731% 4.50% -1.56%
2013 0.2622 08.5% 223% 178.00 0.11%
2014 0.2703 08.5% 230% 178.00 0.06%

2016-2018 0.3524 09.0% 3.17% ] 3.00% 172.00 -0.66%
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COST OF CAPITAL - 2013
DCF GROWTH RATE PARAMETERS
ELECTRIC UTILITIES
COMPANY INTERNAL GROWTH : EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
WR RATIO “RETURN "g" ($/SHARE) . (MILLIONS) GROWTH
2008 0.1145 06.2% 0.71% 20.18 "~ 10831
2009 0.0625 063% 0.39% 20.59 109.07
2010 0.3111 08.5% 2.64% 2125 112.13
2011 0.2849 07.7% 2.19% 2203 125.70
2012 0.3860 09.4% 3.63% 22.89 126.50

AVERAGE GROWTH ' 1.91% 4.50% 3.96%
2013 0.3524 08.5% 3.00% 127.00 0.40%
2014 0.3636 09.0% 327% 128.00 0.59%

2016-2018 04154 09.0% 3.74% 4.00% 135.00 1.31%

COMPANY INTERNAL GROWTH EXTERNAL GROWTH

: RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
WEC RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 0.6447 10.7% 6.90% ©14.27 233.84 :
2009 0.5750 10.6% 6.10% 1526 233.82
2010 0.5833 - 12.0% 7.00% . 16.26 233.77
2011 - 05229 12.9% 6.75% 17.20 230.49
2012 0.4894 132% 6.46% 18.05 229.04 '

AVERAGE GROWTH 6.64% 7.00% ' . -0.52%
2013 04333 13.0% 5.63% : : 229.50 0.20%
2014 0.3920 13.0% 5.10% . 229.50 0.10%

2016-2018 03333 14.0% 4.67% 3.50% 229.50 0.04%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION  EQUITY BOOK VALUE SHARES OUTST SHARE
EIX RATIO ‘RETURN g (3/SHARE) =~ (MILLIONS) GROWTH
2008 0.6658 12.8% 8.52% 29.21 ' 325.81
2009 0.6142 10.8% 6.63% 30.20 325.81
2010 0.6209 10.4% 6.46% 3244 325.81
2011 0.6006 10.5% 6.31% 30.86 32581
2012 0.7121 15.9% 11.32% 28.95 325.81

AVERAGE GROWTH : 7.85% 5.50% 0.00%
2013 0.6114 11.5% 7.03% 32581 | 0.00%
2014 0.6054 11.5% 6.96% 325.81 0.00%

2016-2018 0.5765 110% - 634% 4.50% 325.81 0.00%
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DCF GROWTH RATE PARAMETERS
ELECTRIC UTILITIES '
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
IDA RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 0.4495 07.6% 342% 27.76 46.92
2009 0.5455 08.9% 4.85% 29.17 4790
2010 0.5932 09.3% 5.52% 31.01 4941
2011 0.6429 10.1% 6.49% 33.19 49.95
2012 0.5935 09.6% 5.70% 35.07 50.16
AVERAGE GROWTH 5.20% 5.50% 1.68%
2013 0.5273 09.0% 4.75% 50.50 0.68%
2014 0.5059 08.5% 4.30% 50.50 0.34%
2016-2018 0.4795 08.5% 4.08% 4.50% 5100 . 033% -
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
NWE RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 -0.2542 08.9% 2.26% 21.25 3593
2009 0.3366 09.3% 3.13% 21.86 36.00
2010 0.3645 . 094% 343% 22.64 36.23
2011 0.4308 10.8% 4.65% 23.68 36.28
2012 0.3451 09.0% 3.11% 2509 3722
AVERAGE GROWTH 3.32% 2.50% 0.89%
2013 0.3796 09.5% 3.61% 38.10 2.36%
2014 0.3882 09.5% 3.69% - 39.00 2.36%
2016-2018 0.3455 09.5% 3.28% 4.50% 39.00 0.94%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
PCG RATIO RETURN 'g" (3/SHARE) (MILLIONS) GROWTH
2008 0.5155 12.6% - 6.50% .25.97 © 361.06
2009 0.4455 11.2% 4.99% 27.88 370.60
2010 0.3546. 09.7% 3.44% 28.55 39523
- 201 "03453 092% 3.18% 29.35 412.26
2012 0.1208 - 06.7% 0.81% 30.35 430.72
AVERAGE GROWTH 3.78% 6.00% 4.51%
2013 0.0667 06.0% 0.40% 455.00 5.64%
2014 0.2417 07.5% 1.81% 460.00 3.34%

2016-2018 0.3538 09.0% 3.18% 3.00% 475.00 1.98%
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DCF GROWTH RATE PARAMETERS
ELECTRIC UTILITIES
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
PNW RATIO RETURN "g" ($/SHARE) (MILLIONS)  GROWTH
2008 0.0094 06.2% 0.06% 34.16 100.89
2009 0.0708 06.9% 0.49% 3269 101.43
2010 03182 09.0% 2.86% 33.86 . 108.77
2011 0.2977 08.6% 2.56% 3498 10925 -
2012 0.3943 09.8% 3.86% 36.20 109.74
AVERAGE GROWTH 1.97% 0.00% 2.12%
2013 03771 09.5% 3.58% 111.00 1.15%
2014 0.3753 09.5% 357% - : 112.00 1.02%
2016-2018 0.3882 10.0% 3.88% 3.50% 115.00 0.94%
COMPANY INTERNAL GROWTH _ EXTERNAL GROWTH
RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
POR RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 03022 06.4% 193% . 2164 62.58
2009 0.2290 06.2% 1.42% 20.50 7521
2010 03735 07.9% 2.95% 21.14 75.32
2011 04564 08.8% 4.02% v 2207 75.36
2012 04225 082% - 3.46% © 2287 75.56
AVERAGE GROWTH 2.76% 2.00% 4.82%
2013 04158 08.0% 3.33% 75.75 0.25%
2014 0.4250 08.0% 3.40% 76.00 0.29%
2016-2018 04222 08.0% 3.38% 3.50% 76.75 031%
COMPANY INTERNAL GROWTH EXTERNAL GROWTH
. RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE
XEL RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH
2008 - 0.3562 09.2% 3.28% 1535 453.79 :
© 2009 0.3490 094% =~ 328% 1592 457.51
2010 0.3590 08.9% 3.19% 16.76 482.33
2011 04012 ~ 099% 3.97% 17.44 486.49
2012 04216 - 102% 4.30% 18.19 487.96
AVERAGE GROWTH , 3.60% 4.50% 1.83%
2013 04158 10.0% 4.16% 497.00 1.85%
2014 0.4103 09.5% 3.90% 506.50 1.88%
2016-2018 0.4000 10.0% 4.00% 4.50% -514.00 1.05%

Data from Value Line Ratings and Reports, May 3 and 24, March 22, 2013.
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425%
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4.00%
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4.00%
425%
5.25%
6.00%
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COST OF CAPITAL - 2013
DCF GROWTH RATES
ELECTRIC UTILITIES

+ sv=g*(1-(1/(M/B))) = g

+ 150% (1 - (1/ 222 ) = . 507%

+ 3.00% (1 - (1 157 ))) = 5.59%

+ 0.50% (1 - (1/ 174 ) = 471%

+ 1.50% (1 - (1/ 152 ))) = 451%

+ 025% (1 - (1/ 184 ))) = 6.11%

+ 000% (1 - (1/ 128 ))) = 4.00%

+ 200% (1 - (/138 ) = 4.80%

+ 000% (1 - (/232 ))) = 5.25%

+ 000% (1 -(1/166 )) = 6.00%

+ 075% (1 - (1/ 131 )) = 4.58%

+ 100% (1 - (1/ 155 ) = 436% .

+ 250% (1 - (1/ 149 )) = 432%

+ 150% (1 - (1/ 158 ) - 4.55%

+ 100% (1 - (1/ 131 )) = 3.99%

1.25%

(1 -@Q/159 ) = 521%

Average Market-to-Book Ratio = 1.62

SO
ALE
LNT
AEP
CNL
ETR

WR
WEC
EIX
IDA
NWE
PCG
PNW
POR
XEL

I | | V| VI | S T R { N [ 1}

Southern Company
ALLETE
Alliant Energy .

“American Electric Power

Cleco Corporation
Entergy Corp.
Westar Energy
Wisconsin Energy
Edison International
IDACORP
Northwestern Corp.
PG&E Corp.
Pinnacle West Capital
Portland General
Xcel Energy
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GROWTH RATE COMPARISON
ELECTRIC UTILITIES
IBES :
DCF Value Line Projected IBES Value Line Historic & VL 5-yr Compound Hist.
COMPANY  Growth EPS DPS BVPS EPS EPS DPS BVPS AVGS. EPS DPS BVPS
SO 507% | 450% 350% 450% | 484% | 300% 400% 550% | 4.26% 3.71% 390%  4.56%
ALE 559% | 700% 350% - 400% | 600% | -250% 450%  550% | 4.00% 087% 201%  442%
LNT 471% | 450% 450% 400% | 587% | 4.00% 800% 350% | 491% 4.40% 6.07% 287%
AEP 451% | 4.50% ' 400%  400% | 3.64% 100% 400% 4.50% | 3.66% 1.05% 342%  4.36%
CNL 6.11% | 700% 1050% 550% | 800% | 10.00% 2.00% 1000% | 7.57% 8.45%. 924%  785%
ETR 400% | -350% 100% 300% | 000% | 850% 900% 4.50% | 3.21% -6.21% 205% 4.67%
WR 4.80% 500% 300% 4.00% | 480% | 150% 500% 450% | 397% 9.90% 323% 387%
WEC 525% | 650% 1300% 3.50% | 5.55% | 1000% 17.00% 700% | 8.94% 9.57% 2029% 550%.
EIX 600% | 250% 550% 450% | -1.89% | 2.50% 300% 550% | 3.09% -1.00% 203% 123%
IDA 458% | 200% 700% 450% | 400% | 1000% 100% 550% | 4.86% 8.65% 539%  5.66%
NWE 436% | 300% 400% 450% | 500% | 900% 400% 250% | 457% 6.72% 286%  4.44%
PCG 432% | 400% 250% 300% | 3.12% | -0.50% 650% 600% | 3.52% -9.54% 3.13% 3.80%
PNW 455% | 5.00% 2.00% 350% | 725% | 250% 250% 0.00% | 325% 1055% :0.75% 1.75%
POR 399% | 350% 350% 350% -| 477% | 400% 1450% 200% | 5.11% 6.45% 273%  1.75%
XEL 521% | 450% 450% 4.50% 5.11% | 550% 300% 4.50% | 4.52% 541% 338% 4.58%
400% 480%  4.03% 457% 587%  4.73% ’ 3.82% 470%  409%
AVERAGES| 4.87% A 4.28% 4.40% 5.06% 4.63% 4.20%

Zack's growth rates: S0O-4.76%, ALE-5%, LNT-6.15%, AEP-3.38%, CNL-8.0%, ETR, n/a, WR-5.1%,
WEC-5.2%, EIX-4.82%, IDA-4.0%, NWE-5.0%, PCG-3.8%, PNW-5.53%,
POR-5.1%, and XEL-4.88%. Zack's average earnings growth = 4.81%.
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DCF COST OF EQUITY CAPITAL
ELECTRIC UTILITIES
DIVIDEND YIELD GROWTH RATE DCF COST OF
COMPANY . Schedule 2 Schedule 4 EQUITY CAPITAL
(1] (2] [31=[1]+[2]

SO 4.26% 5.07% 9.33%
ALE 3.83% 550% - 9.43%
LNT 3.67% 471% 8.39%
AEP 4.11% 4.51% ' 8.63%
CNL 3.37% 6.11% 9.49%
ETR 4.90% 4.00% 8.90%
WR L 417% 4.80% 8.96%
WEC 3.52% 5.25% 8.77%
EIX 2.63% 6.00% 8.63%
DA 325% |  458% 7.83%
NWE | 3.70% 4.36% 8.06%
PCG 391% 4.32% 8.23%
PNW 3.70% 4.55% 8.25%
POR 3.49% 3.99% 7.48%
XEL 3.65% 521% 8.86%
AVERAGE - 8.62%

STANDARD DEVIATION - 0.58%
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ELECTRIC UTILITIES
" Value Line Projected IBES Zacks Average  Div. Yield DCF Earnings-only
Company EPS . DPS BVPS EPS EPS Growth (Sch.2)  Result DCF Result
f1] [2] [31 (4] [5] [61 {7 81 9.
SO 4.50% 3.50% 4.50% 4.84% 4.76% 4.42% 4.26% 8.68% 896% -
ALE 7.00% 3.50% 4.00% 6.00% 5.00% 510%  383% 8.93% 9.83%
LNT 4.50% 4.50% 4.00% 587% 6.15% 5.00% 3.67% 8.68% 9.18%
AEP 4.50% 4.00% 4.00% 3.64% 3.38% '3.90% 4.11% 8.02% 7.95%
CNL 7.00% 10.50% 5.50% 8.00% 8.00% 7.80% 3.37% 11.17% 11.04%
ETR -3.50% 1.00% 3.00% 0.00% n/a 0.13% 4.90% 503% 3.15%
WR 5.00% 3.00% 4.00% 4 80% 5.10% 4.38% 4.17% 8.55% 9.13%
WEC 6.50% 13.00% 3.50% 5.55% 5.20% 6.75% = 352% 10.27% 927%
EIX 2.50% 5.50% 4.50% -1.89% 4.82% 3.09% 2.63% 5.72% 4.44%
IDA 2.00% 7.00% 4.50% 4.00% 4.00% 4.30% 325% 7.55% 6.58%
NWE 3.00% 4.00% 4.50% 5.00% 5.00% 430% 3.70% 8.00% 8.04%
PCG 4.00% 2.50% 3.00% 3.12% 0.38% 2.60% 391% 6.51% 6.41%
PNW 5.00% 2.00% 350% |- 725% 5.53% 4.66% 3.70% 8.35% 9.62%
-POR 3.50% 3.50% 3.50% 4.77% 5.10% 4.07% 3.49% 7.56% 7.94%
XEL 4.50% 450% .  450% 5.11% 4.88% 4.70% 3.65% 8.35% 8.48%
AVERAGE  8.09% 8.00%
STANDARD DEVIATION  1.56% 2.09%
AVERAGE W/O ETR,EIX 8.51% © 8.65%

Columns [1], [2], and [3], from Value Line Ratings and Reports, May 3, March 22, and February 22, 2013.

Columns [4] and [5], Data from Yahoo.com., and Zacks.com.

Column [6] = ([1]+[2]+[3]+[4}+[51)/5
Column [7], see Schedule 2

Column [8] = [6]+[7]
Column [9] = [7]+([1]+{4]+[5])/3
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CAPM COST OF EQUITY CAPITAL

k=rf+B (rm - rf)

[xf]* = 3.40%
[rm - ff]f = 6.00%
Electric Companies' Beta = 0.66

3.40% + 0.66 (6.00%)
3.40% + 3.96%
7

k
Electric Utilities k
k 36%
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*Current "normative" T-Bond yield estimate based on trend shown in Chart I in narrative portion of testimony.
tArithmetric market risk premium from 2011 Ibbotson SBBI Valuation Yearbook, at 23. -

Beta coefficients from Value Line, Summary & Index, May 3, 2013.
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HISTORICAL ALLOWED RETURN RISK PREMIUM

Year

1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
- 1995
1996
1997
1998

1999 -

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011

Allowed Return data from Regulatory Research Associates; BBB-rated Utility Bond Yield from Moody's.

Allowed Moody's
Electric Util. Baa Utility Risk
Equity Returns Bond Retums Premium
(1] (2] [3]=[11-[2]

13.10% 927% 3.83%
13.20% 9.88% 3.32%
13.10% 9.17% 3.93%
13.30% 8.58% 4.72%
13.20% 9.22% 3.98%
13.50% 10.39% 3.11%
14.23% 13.15% 1.08%
1522% 15.62% -0.40%
15.78% - 1533% 045%
15.36% 1331% 2.05%
15.32% 14.03% 1.29%
15.20% 12.29% 291%
13.93% 9.46% 447%
12.99% 9.98% 3.01%
12.79% 10.45% 2.34%
12.97% 9.66% 331%
12.70% 9.76% 2.94%
12.55% 921% 3.34%
12.09% 8.57% 3.52%
1141% - 7.56% 3.85%
11.34% 8.30% 3.04%
11.55% 791% 3.64%
11.39% 7.74% 3.65%
11.40% 7.63% 3.77%
11.66% 7.00% 4.66%
10.77% ~7.55% 3.22%
11.43% 8.09% 3.34%
11.09% 7.72% 337%
11.16% 7.53% 3.63%
10.97% 6.61% 436%
10.75% 6.20% 4.55%
10.54% 5.67% - 487%
10.36% 6.08% 428%
10.36% 6.11% 425%
10.46% 6.65% 3.81%
1048% 6.28% 420%
10.34% 5.56% " 4.78%
1022% 5.13% 5.09%
Overall Average 341%
10-year Average 438%
20-year Average 399%
30-year Average 3.53%
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BOND RATING COMPARISON
Moody's

Long-term
Rating

Standard
and Poor's

Issuer Rating

ELECTRIC UTILITY COMPANIES

Southern Company Baal
ALLETE Baal
Alliant Energy Baal
American Electric Power Baa2
Cleco Corporation Baa3
Entergy Corp. Baa3
Westar Energy ‘Baa2
Wisconsin Energy A3
Edison International Baa2
IDACORP Baa2
Northwestern Corp. Baal
PG&E Corp., A3
Pinnacle West Capital Baa2
Portland General Baa2
Xcel Energy Baal
AVERAGE Baa2/Baal

Alabama Power A2

BBB+

BBB
BBB
BBB
BBB

BBB-
BBB
BBB
BBB
BBB+
BBB
A-

BBB/BBB+

Exhibit No.
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Utility Bond Yields and Yield Spread -

2010 Jan'
- Feb
Mar

Apr
May

Jun

Jul
Aug
"Sep
Oct
Nov

i Dec
2011 Jan
Feb
Mar

Apr
- May
Jun

Jul
Aug

Sep

Oct
Nov

Dec
2012 Jan
Feb
Mar

Apr
May

Jun

Jul
Aug

Sep

Oct
Nov

Dec

A

5.77%
5.87%
5.84%
5.81%
5.50%
5.46%
5.26%
501%
5.01%
5.10%
537%
5.56%
5.57%
5.68%

556%

5.55%
5.32%
5.26%
527%
4.69%
4.48%
" 4.52%
425%
433%
- 4.34%
4.36%
4.48%
4.40%
4.20%
4.08%
3.93%
4.00%
402%
3.91%
3.84%

- 4.00%

Average 2010-2012

Data from Mergent Bond Record

Baa

6.16%
6.25%

6.22%

6.19%
5.97%
6.18%
598%
5.55%
5.53%
5.62%
5.85%
6.04%
6.06%
6.10%
5.97%
5.98%
5.74%
5.67%
5.70%
5.22%
5.11%
5.24%
4.93%
507%
5.06%
5.02%
5.13%
5.11%
4.97%
491%
4.85%
4.88%
4.81%
4.54%
4.42%
4.56%

Spread

0.39%
0.38%
0.38%

0.38%

0.47%
0.72%
0.72%
0.54%
0.52%
0.52%
0.48%
0.48%
0.49%
042%
041%
0.43%
0.42%
041%
043%
0.53%
0.63%
0.72%
0.68%
0.74%

0.72%

0.66%
0.65%
0.71%
0.77%
0.83%
0.92%
0.88%
0.79%
0.63%
0.58%
0.56%

0.58%
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ALABAMA POWER COMPANY
HISTORICAL CAPITAL STRUCTURE
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AMOUNT (000,000)
Type of Capital Mar-12- Jun-12 Sep-12 Dec-12 Mar-13 Average
(1] [2] {3] [4] [5] [6]
Common Equity $5,350 $5,401 $5,558 $5,398 $5.415 $5,424
Preferred Stock $685 $685 $685 $685 $685 $685
Long-term Debt - $6,380 $6,130 $6,130 $6,179 $6.,179 $6.200
TOTAL $ 12415 $ 12216 $ 12373 $§ 12262 $ 12279 $12309
PERCENTAGE INCLUDING SHORT-TERM DEBT
. 5 Quarter
Type of Capital Mar-12 Jun-12 Sep-12 Dec-12 Mar-13 Average
(11 [2] {3] (4] {51 [6]
Common Equity 43.09% 4421% 44 .92% 44.02% 44.10% 44.07%
Preferred Stock 5.52% 5.61% 5.54% 5.59% 558% 5.57%
Long-term Debt 51.39% 50.18% 49.54% 50.39% 5032% 5037%
TOTAL 100.00% 100.00% 100.00% 100.00% 100.00%

100.00%

Data from quarterly S.E.C. filings, and Company response to AARP 1-1.
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ALABAMA POWER COMPANY
OVERALL COST OF CAPITAL
‘ . Wt Average
Type of Capital Percent of Total Cost Rate Cost Rate
Common Equity 44.07% 10.00% 441%
Preferred Stock 5.57% 591% 0.33%
Long-term Debt 50.37% . 425% 2.14%
Totals 100.00% 6.88%

Pre-tax Interest Coverage = 4.69x

* Assuming a Federal and State combined tax rate of 40%, the pre-tax
overall return would be 10.03% [6.88%-(2.14%) = 4.74%/(1-40%)

= 7.89%+(2.14%)]. That pre-tax overall return (10.03%), divided by
the weighted cost of debt (2.14%), indicates a pre-tax interest
‘coverage level of 4.69 times.
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BEFORE THE
PUBLIC SERVICE COMMISSION OF WISCONSIN

Application of Wisconsin Public Service Corporation

Docket No. 6690-UR-122

For Authority to Adjust Electric and Natural Gas Rates

DIRECT TESTIMONY OF STEPHEN G. HILL ON BEHALF
OF THE CITIZENS UTILITY BOARD
August 29, 2013

WY LO€ETT '€1/62/80

e

p

@

I. INTRODUCTION / SUMMARY

~ Please state your name, occupation and address.

My name is Stephen G. Hill. I am self-employed as a financial consultant, and principal
of Hill Associates, a consulting firm specializing in financial and economic issues in
regulated industries. My business address is P.O. Box 587, Hurricane, West Virginia,

25526 (e-mail: hillassociates@gmail.com).

Briefly, what is your educational background?v

After graduating with a Bachelor of Science degree in Chemical Engineering from
Auburn University in Auburn, Alabama, I was awarded a scholarship to attend Tulane
Graduate School of Business Administration at Tulane University in New Orleans,
Louisiana. There I received a Master’s Degree in Business Administration. I have been
awarded the professional designaﬁon “Certified Rate of Return Analyst” by the Society
of Utility and Regulatory Financial Analysts. This designation is based upon educatibn,

experience and the successful completion of a comprehensive examination. Ihave also

" been a member of the Board of Directors of that national organization for several years

and am currently Vice President. A more detailed account of my educational background

and occupational experience appears in Ex.-CUB-Hill-1.

Have ybu testified before this or other regulatpry commissions?
Yes, T have appeared previously before this Commission. In addition, over the past thirty

years I have testified on cost of capital, corporate finance and capital market issues in

TOTATEDNS
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more than 300 regulatory proceedings before the following regulatory bodies: the West
Virginia Public Service Commission, the Pennsylvania Public Utilities Commission, the
Oklahoma State Corporation Commission, the Public Utilities Commission of the State of -
California, the Texas Public Utilities Comniission, the Maryland Public Service
Commiséion, the Public Utilities Commission of the State of Minnesota, the Ohio Public
Utilities Commission, the Insurance Commissioner of the State of Texas, the North
Carolina Insurance Commissioner, the Rhode Island Public Utilities Commission, the
City Council of Austin, Texas, the Texas Railroad Commission, the Arizona Corporation
Commission, the Missouri Public Service Commission, the South Carolina Public Service
Commission, the Public Utilities Commission of the State of Hawaii, the New Mexico
Corporation Commission, the Kentucky Public Service Commission, the Massachusetts
Department of Public Utilities, the State of Washington Utilities and Transportation
Commission, the Alabama Publié Service Commission, the Georgia Public Service
Commission, the Public Service Commission of Utah, the Illinois Commerce
Commission, the Kansas Corporation Commission, the Indiana Utility Regulatory
Commission, the Washjngton Utilities and Transportation Commission, the Montana
Public Service Commission, the Public Service Commission Qf the State of Maine, the
Virginia Corporation Commission, the Vermont Public Service Board, the Federal
Communications Commission and the Federal Energy Regulatory Commission. I have
also testified before the West Virginia Air Pollution Control Commission regarding
appropriate pollution control technology and its financial impact on the company under

review and have been an advisor to the Arizona Corporation Commission on matters of

utility finance.

On behalf of whom are you testifying in this proceeding?

I am testifying on behalf of the Citizens Utility Board of Wisconsin (CUB).

What is the purpose of your testimony?
In this testimony, I present the results of studies I have performed related to the
determination of the cost of capital for the integrated electric and gas utility operations of

Wisconsin Public Service Corporation (WPSC, the Company), a subsidiary of Integrys
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Energy Group, Inc. (Integrys, the Parent). My testimony also addresses the reduction in
risk afforded by the Company’s proposed decoupling ratemaking regime, and the
shortcomings contained in the testimony of Company witness, Mr. Paul Moul. The
theoretically unsound “financial risk” adders included in Mr. Moul’s cost of equity

estimates result in a substantial overstatement of his estimate of the current cost of equity

capital.

Have you prepared any exhibits in support of your testimony?

Yes. In addition to Ex.-CUB-Hill-1, I prepared two other exhibits. Ex.-CUB-Hill-2

‘consists of 11 Schedules and provides the analytical support for the conclusions reached

regarding the cost of common equity, capital structure and overall cost of capital for
WPSC presented in the body of my testimony. Ex.-CUB-Hill-3 provide;s a description of
the growth rate analyses of each of the companies included in my sample group from my
Discounted Cash Flow (DCF) analysis. These exhibits were prepared by me and are
correct to the best of my knowledge and belief. Also, I have provided an Appendix
(“Appendix A”), which contains additional detail regarding certain aspects of my

narrative testimony in this proceeding.

Please summarize your testimony and findings concerning the rate of return that
should be utilized in setting fates for WPSC'’s utility operations in this proceeding.
My testimony is organized into four additidnal sections. First, I review the current
economic environment in which my equity feturn estimate is made and evaluate the
curfeﬂt state of the economy in light of the financial crisis of 2008-2009.

Second, I evaluate the cost of equity capital fqr utility operations that are sifnilar
in risk to WPSC using DCF, Capital Asset Pricing Model (CAPM), Medified Earnings-
Price Ratio (MEPR), and Market-to-Book Ratio (MTB) analyses. Third, I review the
capital structure and embedded cost rates requested by the Company for ratemaking
purposes. Through that review as well as a review of the capital structures.existing, on
average, in the electric utility industry, I determine a capital structure and embedded cost

rates appropriate for ratemaking purposes.
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- Fourth, I provide a discussion regarding the need for a reduction in the allowed
return on equity to appropriately balance the interests of the Company and its customers
for reductions in operating risk resulting from the Company’s revenue decoupling
proposal. Through decoupling revenues from unit sales, the volatility that impacts the
Company’s revenue stream due to weather and economic fluctuations will be
significantly reduced. It is axiomatic that lowering volatility lowers risk for any financial
instrument. Therefore, in order that the costs associated with volatility risk reduction
from decoupling are not shifted from stockholders to ratepayers, the equity return WPSC
is allowed to earn should be reduced. | ‘

_ In the fifth section of my testimony, I discuss the shortcomings of the cost of
capital testimony provided by Company witness Mr. Paul Moul. Also, I explain both the
theoretical and practical flaws contained in Mr. Moul’s leverage adjustment—an
~unnecessary “financial risk adder” to the allowed return on equity that regulators have
previously rejected' —and show why Mr. Moul’s leverage adjustment should be rejected
in this proceeding as well.

I have determined that the current cost of equity capital for similar-risk electric
and combination gas and electric utility compénies ranges from 8.50% to 9.50%. Within
that range, due to the Company’s higher-than-average common equity ratio and lower
operaﬁng risk if its decoupling proposal is accepted, the allowed return should be in the
lower end of that reasonable range, or 8.75%. If the Commission rejeéts the Con‘lpany’s-
decoupling proposal, the allowed return on equity should be set 25 basis points higher at
9.0%. | B

The Commission may believe that lowering the Company’s allowed return from

. the currently allowed 10.3% to 8.75% or 9.0% is too substantiél a change. I would
disagree with that concern as my analysis shows that a 9.0% authorized return (8.75%
with decoupling) is based on a conservative analysis and an authorized return above that
level would require rafepayers to provide excess profit to the Company. However, if the
Commission believes that setting the Company’s allowed return on equity at the current

! Although Mr. Moul indicates that the Pennsylvania Public Utility Commission, at one time, adopted his “leverage”
adjustment, in more recent decisions that Commission rejected Mr. Moul’s adjustment: Pa. P.U.C. Docket No. R-

00061366, et al, Metropolitan Edison, Pennsylvania Electric, January 11, 2007, pp. 135, 136; and Docket No. R-
00072711, Aqua Pennsylvania, Inc., July 17, 2008, pp. 35 through 39.
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9.0% cost of equity capital (8.75% with decoupling) is too substantial a change in the
allowed return, I would recommend that the Commission utilize the uppermost end of the
current reasonable range, or 9.50%, as an intermediate step toward setting the Company’s
profitability in line with its current cost of common equity capital.

Applying my recommended 8.75% equity capital cost to WPSC’s projected 2014 |
test year capital structure containing 51.11% common equity, 1.90% preferred stock,
43.69% long-term"debt, and 3.30% short-term debt, with the Company’s requested fixed-
income capital costs, produces an overall cost of capital of 6.59% (Ex.-CUB-Hill-2,
Schedule 11). That overall cost of capital affords the Company an opportunity to achieve
a pre-tax interest coverage level of 4.59 times.

That level of interest coverage (4.59x) is similar to but somewhat below recent
historical average interest coverage for the Company and, therefore, will continue to
support the Company’s credit proﬁle.2 Also, the interest coverage level that results from
the overall cost of capital I recommend is substantially higher than the average pre-tax
interest coverage for Company witness Moul’s group of similar-risk sample companies
over the 2009-2011 period (3.19x).” Therefore, the current cost of equity and the overall
return based on that equity cost rate fulfills the regulatory requirements of providing the
Company the opportunity to earn a return that is commensurate with the risk of the

operation while maintaining the Company’s ability to attract capital.

- Q. . Why should the cost of capital serve as a basis for the proper allowed rate of return

- for a regulated firm? .

A. The Supreme Court of the United States has established, as a guide to assessing an
appropriafe level of .proﬁtabilify for regulated operations, that investors in such firms are
to be given an opportunity to earn returns that are sufficient to attract capital and are
comparable to returns investors would expect in the unregulated sector for assuming the
same degree of risk. The Bluefield and Hope cases provide the seminal decisions

[Bluefield Water Works v. PSC, 262 US 679 (1923); FPC v. Hope Natural Gas

2 The Company reports in its 2011 S.E.C. Form 10-K, Exhibit 12 (the most recent publication for which interest
coverage data are available) that its pre-tax coverage of interest expense from 2009 to 2011 averaged 4.72 times
[2009 (4.33x), 2010 (4.86x) and 2011 (4.97x)]. See, also, Ex.-WPSC-Moul-2, Schedule 2, page 1.

3 See Ex.-WPSC-Moul-2, Schedule 3, p. 1.
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Company, 320 US 591 (1944)]. These criteria were restated in the Permian Basin Area

Rate Cases, 390 US 747 (1968). However, the Court also makes quite clear in Hope that
regulation does not guarantee profitability and, in Permian Basin, that, while investor
intérests (profitability) are certainly pertinent to setting adequate rates, those interests do
not exhaust the relevant considerations. '

As a starting point in the rate-setting process, then, the market-based cost of
capital of a regulated firm represents the return investors could expect from other
investments, while assuming no more and no less risk. Since financial theory holds that
investors will not provide capital fora particular investment unless that investment is

expected to yield the opportunity cost of capital, the correspondence of the cost of capital

~ with the Court’s guidelines for appropriate earnings is clear.

The cost of equity capital is most often estimated using a complex array of economic
models and algebraic formulas. Is there a simple way to understand the concept of
the cost of equity capital?

Yes. In a regulated ratemaking context such as this, the cost of equity capital can be most
easily understood as the rate of profit that should be allowed for the regulated firm. A
firm’s profit is the amount of money that remains from its revenues after a firm has paid
all of its costs—operating costs (commodity supply costs, depreciation, equipment
maintenance costs, salaries, fees, taxes, retirement obligations), as well as income taxes .
and interest costs. That dollar amount of profit, divided by the amount of common equity
capital used to finance the firm’s regulated assets produces a percentage rate of return on
equity. If, for example, the préﬁt earned by a utility is $10/year and investors have
provided $100 of equity capital, the firm’s return on equity (ROE) is 10%.

The purpose of all of the economic models and formulas in cost of capital
testimony is to estimate, using market data of similar-risk firms, the percentage rate of
return equity investors require for that risk-class of firms—in this case, electric utility
operations. If the profit included in the rates, as a percent of the firm’s equity capital, is
set equal to the cost of equity capital (the investors’ required return), the utility, under

efficient management, will be able to attract the capital necessary to maintain the firm’s
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. financial integrity and the interests of investors and ratepayers will be balanced, as called

* WPSC,
* Op cit.

for in the U.S. Supfefne Court cases cited above.
Simply put, the amount of profit the utility should be allowed the opportunity to-

earn, as a percentage of the total equity investment, should be equal to the cost of equity

capital.

You have estimated the cost of equity capital for WPSC to be 8.75%. Is there
independent evidence that supports the reasonableness of your equity cost estimate?
Yes. As noted above, the return on a utility’s coinmon equity capital should be set equal
to the cost of equity capital, which is the return investors expect to earn in the
marketplace for a particular ﬁsk—class of assets. According to WPSC’s 2012 S.E.C. Form
10-K (p. 52), the Company has approximately three-quarters of a billion dollars invested
in its pension plan, 70% of which is invested in common equities.

In order to provide their employees a pension, corporations have to maintain large
investment portfolios that will, eventually, be able to provide the monies to pay the
promised pension benefits. Those investment portfolios are comprised of stocks and
bonds and are managed, most often, by professional investment firms on behalf of the
corporations whose funds are invested. In order for the companies to know how much to
inveét in those portfolios every year in order to meet their future needs, the investment
managers must estimate the returns they expect over the long term for each of the asset-
classes in which the firm invests. Often, the majority of the pension fund portfolio is
invested in common stocks, and the investment manager’s estimate of the expected long-
term return on common stocks provides an independeﬁt view of investors’ current equity
return expectations.

According to WPSC’s 2012 S.E.C. Form 10-K, the Combany indicates that its
long-term expected return on its pension fund portfolio of investments is expected to be
8.00% in 2013.* Moreover, WPSC indicates that its pension fund investment is
comprised of 70% equity investments and 30% fixed-income (debt) investments.” In

response to 2-CUB/Inter-05, the Company provided the long-term expected return for

S.E.C. Form 10-K, at 51 (Dec. 31, 2012).
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each of its pension fund investment asset classes. That response shows that WPSC

-expects to earn a return of approximately- on its equity investments in common

stocks.® Thus, the return that WPSC expects to earn on its own equity investments is
- the return on common equity I recommend in this proceeding (supporting the
reasonable nature of my recommendation.) ‘

It is important to note that these long-term expected returns are for U.S. equity
investments generally, which carry greater investment risk than that of an electric utility. -
In general, the beta coefficients (a measure of relative risk) of electric utility operations
are substantially lower than that of the stock market. Therefore, giveﬂ the long-term
equity return expectation for large equity investors like WPSC, cited above, it is
reasonable to believe the investor-expected return on'common equity for utility
operations (the cost of equity capital) is lower. Therefore, the Company’s own equity
return expectations support the reasonableness of my 8.75% equity cost estimate for

WPSC.

Avre the equity return expectations for pension funds somehow different from equity
return expectations used in determining the cost of capital?

No. Pension fund equity return expectations and the cost of common equity determined in
utility rate proceedings are, fundamentally, the same thing. They are both the expected
long-term return on a particular type of investment—common stocks. Both the portfolio
manager and the utility common stock investor make estimates of the expected return that
can be achieved by committing capital to a certain investment—the process of investing
and basing the investment choice on the expected return is the same in both cz;ses.
Therefore, in assessing the reasonableness of an equity capital cost estimate, the expected
equity returns used by the utility in its own retirement portfolio provides a useful

benchmark of common stock investors’ long-term return expectations.

" Isn’t it reasonable to believe that pension fund return expectations are moderate in

~ order to avoid overstatement of the future value and subsequent under-funding of

the investment portfolio?

6 See WPSC response to 2-CUB/Inter-05 (Confidential). p. 10 of 14 (PSC REF#; 186709).
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Yes. Neither the companies that invest the monies in their pension funds nor their
investment managers would employ equity return expectations that are too high for
pension fund assets because that would overstate the expected future value of that fund.
If the expected returns are overstated, the current funding requirement would be
understated, and the firm would be left with unfunded pension liabilities that could add
unnecessariiy to its financial risk profile.

However—and this is the important caveat—neither the utility nor its investment
advisors would under-estimate the pension fund return estimates either. Under-
estimating the expected return would call for an unnecessarily kigh annual contribution
every year to reach the future targeted amount of pension funds. Any unnecessarily large
annual pension expense would reduce current profitability—an undesirable outcome for
any company manager. _ ' _

Further, if ultimate returns turn out to be higher than predicted through under-
estimating the expected portfolio return, the firm will have funded its pension
requirements with internally generated funds that could have been put to other uses such
as plant construction or maintenance. Also, companies rely on the advice of their
portfdlio investment managers, who provide their most accurate equity return
expectation, and have no interest in “shading” the return expectation in either direction.

Therefore, because there are negatives associated with either over- or under-

stating expected pension portfolio returns, it is reasonable to assume that WPSC

.management seeks to accurately estimate its expected investment returns and believes

that, over the long-term, the common equity return expectations for its pension fund
investments are in the range cited above. Finally, the long-term return the Company

expects to earn on its own equity investments confirms the reasonableness of my 8.75%
equity return recommendation in this proceeding.

IL. ECONOMIC ENVIRONMENT

Why is it important to review the economic environment in which an equity cost

estimate is made?
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The cost of equity capital is a forward-looking, or ex ante, concept. In seeking to estiméte
the cost of equity capital of a firm, it is necessary to gauge investor expectations with
regard to the relative risk and return of that firm, as well as that for the particular risk-
class of investments in which that firm resides. Because this exercise is, necessarily,
based on understanding and accurately assessing investor expectations for the future, a
review of the larger economic environment within which the investor makes his or her
decision is most important. Investor expectations regarding the strength of the U.S.
economy, the direction of intefeét rates and the level of inflation (factors that are
determinative of capital costs) are key building blocks in the investment decision. The
analyst and the regulatory body should review those factors in order to assess accurately

investors’ required return—the cost of equity capital to the regulated firm.

What are the indications with regard to the cost of capital in the current economic

environment?
As shown in Chart I, below, which shows the Moody’s “BBB” corporate bond yield from
1959 through 2013, current capital costs are lower than they have been in fifty years.

Chart |

BBB Corporate Bond Yields
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However, any review of the current economic environment and the current cost of
capital must take into account what was the most significant disruption in the financial
markets since the Great Depression in‘the 1930s. In the tumultuous economic
environment that existed during the third and fourth quarters of 2008 and early 2009, the
signals with regard to the cost of capital were difficult to discern. Stock prices fell
dramatically, increasing dividend yields, which would indicate increasing capital costs if
expected growth rates were constant. However, fundamental indicators of capital cost
rates—long-term U.S. Treasury bond yields—declined, signaling that investors actﬁally
required and expected lower returns during that difficult economic time.

As shown in Chart II below, over the past decade there have been wide
fluctuations in short-term interest rate levels as the Federal Reserve Board (the Fed)
raised and lowered the Federal Funds rate to slow down and encourage (respectively)
economic growth. However, long-term interest rates have ranged from 3.5% to 5% over
most of that time, with a slow downward trend. As a result of that 2008/2009 economic
downturn, long-term Treasury bond yields dipped, for a time, below the lower end of that
historical range as the protection against default available with Treasury bonds caused
investors to turn to U.S. government bonds as a “safe haven.” As the economic downturn
moderated and a modest recovery began to appear in 2010, long-term T-Bond iyields
returned to their historical trend. _

More recently however, with renewed concerns about the international banking
industry, centered primarily on the smaller economies in the European Union, long-term
Treasury rates have again taken a dip below historical trends. That reduction in Treasury
yields results, again, from investors turning to U.S. Treasuries as reliable and safe
investments, effectively without default risk. According to the most recent Federal
Reserve Statistical Release H.15, the average 30-year T-Bond yield in April 2013 was
approximately 3%.”

The interest rate data in Chart II also indicate that the Fed lowered short-term
interest rates to near zero to attempt to lessen the impact of the recession and, continues
to take a very accommodative stance regarding monetary policy, with short-term T-Bills

yielding near zero. The Fed has also announced its intention to keep short-term rates low

7 http://www.federalreserve.gov/Releases/H15/Current/, June 17, 2013.
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until unemployment declines significantly. As a result, fundamental long-term capital
costs have not increased as a result of the financial crisis in 2008/09 and, in fact, are

currently somewhat below the long-term downward trend in capital costs begun prior to

the financial crisis.

Chart II
Relative U.S. Treasury Interest Rate Changes
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Because thé market for U.S. Treasury securities remained liquid throughout the
2008/09 financial crisis and because the corporate liquidity problems existing during that
crisis eventually subsided, it is reasonable to believe that the yields on long-term
Treasuries ére representative of investors’ general long-term risk-free return expectations.
Absent the recent downturn in T-Bond yields due to international banking concerns, the
trend in 20-ye.ar T-Bond yields, as shown in Chart II, above, indicates a current |
“normalized” long-term risk-free yield expectation of approximately 3.0%. Also, over the
past few months the yield diffefence between 30-year T-Bonds and 20-year T-Bonds has

been approximately 40 basis points, indicating a current “normalized” long-term risk-free
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rate of 3.40%. Therefore, this fundamental building block of capital costs (long-term T-

Bond yields) provides an indication that in the current économic environment, capital

costs are lower than they were prior to the economic troubles of léte 2008 and early 2009.
However, a review of corporate bond yield history indicates that, dufing the

financial crisié of 2008/2009 declining yields were not the case with corporate bonds.

Following the demise of Lehman Brothers and the néar—collapse of the financial industry

in the U.S. and abroad due to enormous debt obligations related to mortgage-backed
securities and credit default swaps—even with the commitment of government support of
the successor financial institutions—there was a temporary lack of liQuidity in the
corporate sector of the bond market. The banks, investment brokerage firms, and other
institutional investors were holding on to capital in order to shore up their own balance
sheets rather than re-injecting those monies into the financial system through lending _
(buying corporate debt). As a result, even though the Fed was driving down short-term
Treasury rates to provide additional liquidity for the economy in general, that liquidity
was not passed through to the cofporate bond market and, with a lack of capital supply,
corporate ‘bond yields increased in late 2008 and early 2009. The relative movement of
BBB-rated corporate bond yields and US. Treasury yields is shown in Chart III, on the

next page.
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Chart III

Financial Crisis: Bond Yield Changes
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Following the failure of Lehman Brothers, as the full extent of the debt/derivative

risk overhang in the financial industry became known, BBB-rated corporate bond yields

increased, even as long-term Treasury yields remained relatively steady at about 4.5%.

'According to the database of the Federal Reserve, BBB-rated corporate bond yields rose

dramatically by 250 basis points as the risk of default, and the nervousness of investors

increased and, as a result the spread between corporate bonds and U.S. Treasuries

widened to about 5% —well above the more normal 1.5% to 2%.

“As liquidity began to be restored to the bond markets, initially through direct

government intervention and subsequently through the return of modestly positive
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economic growth, corporate bond yields declined substantially from the highs established
in the fall of 2008. Over the past couple of years, investors’ concerns have eased, the
stock market has rebounded, and corporate bond yields have declined well below pre-
crisis levels. As a result, the yield spread differential between corporate bonds and long-
term Treasury securities, while still slightly elevated from historical levels, has declined
to a more normal level. Therefore, because both the absolute level of the risk-free rate

and the yield spread between Treasury bonds and corporate bonds have declined since the

financial crisis, any concerns that the 2008/09 financial crisis implies continuing financial

difficulty in the U.S. capital markets for utilities would be unfounded.

On balance, then, the fixed-income data available in the financial marketplace
indicate that while there were technical difficulties in the corporate bond market that
drove up yields for a period of time, those difficulties have not proven to be a long-term
phenomenon and the high corporate bond yields experienced in the latter part of 2008 and
early 2009 do not represent investors’ long-term expectations. Those data also indicate
that investors’ required return for a risk-free investment and for corporate debt remains

low by historical standards.

What is the current expectation with regard to the economy and interest rates?

As Value Line® notes in its most recent Quarterly Review, the current expectation for the
U.S. economy is that recovefy from the recent economic recession is likely to continue at
a moderate pace, which will allow core inflation to remain moderate. Moreover, the Fed

is expected to keep interest rates low for at least the next two years.

Economic Growth: As we peer over the current quarter,
we see a sequester-induced “spring swoon.” Our sense is
that the biggest impact of the spending cuts will be felt in
the present period. The inconsistent pattern of the economic
issuances is partly a function of the massive cuts in defense
spending.... Many expect that as the deficit has fallen more
than expected, Washington is less likely to see the full
sequester go into effect. Still, growth may falter in the
period, likely easing into the 1%-2% range [Chart omitted].
Thereafter, we think fundamentals will improve further,

8 Value Line is an independent investment research and financial publi#hing firm founded in 1931.
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particularly in housing, car sales, and employment [Chart
omitted], and that the Fed, armed with a benign inflation
outlook, will have plenty of flexibility and [will] stay
supportive. But possible headwinds remain, in particular on
the fiscal side, where the automatic spending cuts will exact
a toll in the near term, as will expiring stimulus, and the

- further reduction in discretionary spending....

Inflation: Here, unlike the spotty situation chronicled
above, the news has been consistently favorable, with
consumer prices under tight control and showing few signs
of deviating from that orderly path. In fact, such stability
has been the rule for the past half decade—a period of
occasionally heightened turbulence in other areas....

Interest Rates: The central bank has given itself plenty of
room to maneuver. In fact, the Federal Open Market

Committee’s policy statement on May 1st noted: “The -

Committee is prepared to increase or reduce the pace of its
purchases to maintain appropriate policy accommodation as
the outlook for the labor market or inflation changes.” This
is the dual mandate of the Fed.... In all, the Federal
Reserve is holding its federal funds target at 0% to 0.25%,
and plans to keep such rates in this historically low range
for as long as the jobless rate holds above 6.5%. We
believe that will be the case until at least 2015 [Chart
omitted]. After that, a slow rise in short- and long-term
interest rates is likely, as the seemingly sustainable
expansion becomes better able to evolve on its own, and
the inevitable creep higher in inflation becomes a reality.”
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In the most recent Quarterly Economic Review, cited above, Value Line projects

long-term Tréasury bond rates will average 3.1% through 2013 and 3.6% in 2014.'°

According to Value Line’s Selection and Opinion, 30-year Treasury bond yields have

averaged 3.19% over the most recent six weeks.!! Therefore, the indicated expectation -

with regard to long-term interest rates is that they are expected to move slightly higher in

the future, provided the economic recovery continues to advance at a moderate pace.

Simply put, due to the moderate pace of the economy and relatively low core inflation,

capital costs are low and are expected to remain low until the economy shows more rapid

19 7d., at 943.

" ? The Value Line Investment Survey, Selection & Opinion, at 944 (May 24, 2013).

" The Value Line Investment Survey, Selection & Opinion, “Selected Yields,” (May 17 through June 21, 2013).
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growth, which Value Line now expects to occur-in the 2016-2018 period. If and when the |
long-awaited and often-predicted economic recovery does eventually appear, interest

rates and capital costs are expected to increase moderately.

III. METHODS OF EQUITY COST EVALUATION

A. SAMPLE GROUP SELECTION

Please explain why you analyzed the market data of several companies to estimate
the cost of equity.

I have used the “similar sample group” approach to cost of capital analysis because it
yields a more accurate determination of the cost of equity capital than the analysis of the
data of only one company. Any form of analysis where the result is an estimate, such as
growth in the DCF model, is subject to measurement error, i.e., error induced by the
measurement of a particular parameter or by variations in the estimate of the technique
chosen. When the technique is applied to only one observation (e.g., estimating the DCF
growth rate for a single company) the estimate is referred to, —statistically, as having “zero
degrees of freedom.” This means, simply, that there is'no way of knowing if any
observed change in the growth rate estimate is due to measurement error or to an actual
change in the cost of capital. The degrees of freedom can be increased and exposure to

measurement error reduced by applying any given estimation technique to a sample of

similar-risk companies rather than one single company. Therefore, by analyzing a group

of firms with similar characteristics, the estimated value (the growth rate and the resultant

cost of capital) is more likely to equal the “true” value for that type of operation.

How were the firms selected for your analysis?

For the purposes of estimating the market-based cost of equity capital for WPSC, I
analyzed the market data of a select group of electric and combination electric and gas
utility companies followed by The Value Line Investment Survey. According to the

Company’s 2012 S.E.C. Form 10-K, its revenues were generated primarily by its electric
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utility operations (80.0%) and less by its éas utility operations (19.2%)."* In addition,
WPSC has a credit rating of “A-" and a senior secured bond rating of “A,” according to
Standard & Poor’s."

As shown on Ex.-CUB-Hill-2, Schedule 1, in order to select a group of utility
companies that had similar risk characteristics to WPSC, I screened all of the companies
followed by Value Line to remove those companies with dissimilar characteristics. From
that large group of electric and combination electric and gas utility companies, I selected
firms that derived 70% or more of their revenues from electric utility operations, did not
have a recent dividend reduction, were not recently involved in a merger, had generation
assets, had stable operations (a non-volatile book value), and had an investment-grade
senior bond rating between “BBB” and “A.”

~ The electric utility companies selected for my analysis as generally similar in risk
to WPSC are: Southern Company (SO), ALLETE (ALE), Alliant Energy (LNT),
American Electric Power (AEP), Cleco Corp. (CNL), Entergy (ETR), Westar Energy
(WR), Wisconsin Energy (WEC), Edison International (EIX), IDACORP (IDA), ‘
Northwestern Corp. (NWE), PG&E Corporation (PCG), Pinnacle West Capital
Corporatlon (PNW), Portland General (POR) and Xcel Energy (XLS).**

It is important to note that some of the companies included in the sample group
have unregulated operations such as merchant generatlon operations, which are
inherently more risky than are utility operations. That indicates that the cost of capital for
the sample group should be somewhat higher than that appropriate for a lower-risk, pure-
play electric utility operation like WPSC. In addition the average senior bond rating for
the sample group is “BBB+”, somewhat below that of WPSC’s “A” rating, also lending a

conservative element to my analysis of the cost of equity capital.

B. DISCOUNTED CASH FLOW MODEL

122012 Electric Utility Revenues ($1.212 B)/Total Utility Revenues ($1.499 B) = 80.8%. WPSC 2012 S.E.C. Form
10-K, p. 61.

13 http://www.standardandpoors. com/prot/ratmgs/entltyratmgs/en/us/‘7entltyID =269598&sectorCode=UTIL

14 In the Ex.-CUB-Hill-2, Schedules accompanying my analysis, the sample group compames are referred to by their
stock ticker symbols, shown above in parentheses.
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Please describe the DCF model you used to arrive at an estimate of the cost of

common equity capital for WPSC in this proceeding.

The DCF model relies on the equivalence of the market price of the stock (P) with the

present value of the cash flows investors expect from the stock, and assumes that the
discount rate equals'the_ cost of capital. The total return to the investor, which equals the
fequired return and the cost of equity capital according to this theory, is the sum of the
dividend yield and the expected grthh rate in the dividend.

The theory is represented by the equation, |

k=D/P +g, 08
where “k” is the equity capitalization rate (cost of equity, required return), “D/P” is the
dividend yield (dividend divided by the stock price) and “g” is the expected sustainable

growth rate.

What growth rate (“g”) did you adopt in developing your DCF cost of common
equity for the Company in this proceeding?

" The growth rate variable in the traditional DCF model is quantified, theoretically, as the

dividend growth rate investors expect to continue into the indefinite future. The DCF
model is actually derived by: 1) considering the dividend a growing perpetuity (i.e.,a -
payment to the stockholder that grows at a constant rate indefinitely) and 2) calculating
the present value (the current stock price) of that perpetuity. The model also assumes that

the company whose equity cost is to be measured exists in a steady state environment,

i.e., the payout ratio and the expected return are constant and the earnings, dividends,

book value and stock price all grow at the same rate, forever.

While that assumption seems unrealistic because, in the short term, growth rates ™
in those parameters (dividends, earnings and book value) can be quite different, over the
long term it has proven to be true. For example, according to Value Line’s published
year-by-year retrospective of the Dow Jones Industrials Index (DJI) from 1920 through

2005, the average earnings, dividend and book value growth rates for the companies in



O 00 N N W R W N

NN N RN NN NN N
O 0 UG R ON NS 9O ®Aan R DB

Exhibit No. __ (SGH-__ X)
Page 96 of 149

the DJI were 5.3%, 4.9% and 5.2%."° For utility companies, over the long term, average
growth rates in earnings, dividends and book value are even closer. Moody’s Public
Utility Manual reports that, between 1947 and 1999,'6 average growth in earnings,
dividend and book value growth of Moody’s Electric Utilities was 3.34%, 3.22% and
3.66%, respectively. Therefore, the fundamental DCF assumption that earnings,
dividends and book value are expected to grow, over the long-term, at the same
sustainable rate of growth is reasonable and is an accurate representation of how firms
actually grow over time. ,

However, even though the long-term fundamental assumptions of the DCF have
proven to be sound, as with all mathematical models of real-world phenomena, the DCF

theory does not precisely “track” reality in the shorter term. Payout ratios and expected

* equity returns, as well as earnings and dividend growth rates, do change over the short-

term. Therefore, in order to properly apply the DCF model to any real-world situation
and in this case, to find the long-term sustainable growth rate called for in the DCF

theory, it is essential to understand the determinants of long-run expected dividend

growth.

Can you provide an example to illustrate the determinants of long-run expected
dividend growth? |
Yes, in Appendix A, I providé an example of the determinants of a sustainable growth
rate on which to base a reliable DCF estimate. In addition, in Appendix A, I.show how
reliance on earnihgs growth rates alone, absent an examination of the underlying

determinants of long-run dividend growth, can produce inaccurate DCF results.

How have you developed an estimate of the expected growth rate for the DCF

model?

While I have calculated both the historical and projected sustainable growth rate for a

- sample of utility firms with similar-risk operations to WPSC, I have not relied solely on

that type of growth rate analysis. To estimate an appropriate DCF growth rate, I have also

15 www.valueline.com, Dow Jones Long Term Chart (PDF).

16 Moody’s ceased publication of its Public Utility Manual in 2001.
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utilized published data regarding both historical and projected growth rates in earnings,
dividends, and book value for the sample group of utility companies. Through an |
examination of all of those data, which are available to and used by investors, I estimate
investors’ long-term internal growth rate expectations. To that long-term growth rate
estimate, I add any addittonal lgrowth that is attributable to investors’ expectations

regarding the on-going sale of stqck for each of the companies under review.

How have you calculated the DCF growth rates for the sample of comparable
cdmpanies?
Ex.-CUB-Hill-2, Schedule 2 pages 1 through 5, shows the retention ratios, equity returns,
sustainable growth rates, book values per share and number of shares outstanding for the
comparable electric companies for the past five years. Also included in the information
presented in Schedule 2 are Value Line’s projected 2013, 2014 and 2016-2018 values for
equity return, retention ratio, book value growth rates and number of shares outstanding.
In evaluating these data, I first calculate the five-year avérage sustainable growth
rate, which is the product of the earned return on equity (r) and the ratio of earnings
retained within the firm (b). For example, Schedule 2, page 1, shows that the five-year
average sustainable growth rate for Southern Company (SO) is 3.28%. The simple five-
year average sustainable growth value is used as a benchmark against which I measure

the company’s most recent growth rate trends. Recent growth rate trends are more

" investor influencing than are simple historical averages.

Continuing to focus on Southern Company, we see that sustainable growth has
been higher in recent years thaﬁ during the historical period indicating increasing growth.
By the 2016-2018 period, Value Line projects Southern Company’s sustainable growth
will increase from the recent five-year average, to 3.46%. These forward-looking data
indicate that investors can expect Southern Company to grow at a rate slightly higher
than the grdmh rate that has existed, on avérage, over the past five years, but, overall,
they point to relative growth rate stability for Southern Company.

Another factor to consider is that Southern Company’s book value growth is
expected to increase at a 4.5% level over the next five years, which is lower than the

5.5% growth rate level that existed over the past five years. This information indicates an
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expectation for Somewhat lower growth in the future. Also, as shown on Ex.-CUB-Hill-2,
Schedule 3, page 2, Southern Company’s dividend growth rate, which was 4%
historically, is expected to continue at a 4.0% rate of growth in the future. The projected
dividend growth shows stable growth expectations.

Projected eamings growth rate data available from Value Line indicate that
investors can expect a slightly higher growth rate in the future (4.5%), compared to the
sustainable growth rate projections, and higher than historical earnings growth (3.0%).
The Instifutional Brokers’ Estimate System (I/B/E/S) and Zacks Investment Research

(Zacks) (investor advisory services that poll sell-side institutional analysts for growth

 earnings rate projections) also project a slightly higher earnings growth rate for Southern

Company—4.84% and 4.76%, respectively—over the next five years.
Southern Company’s projected sustainable growth is expected to approach 3.5%,

dividends are expected to increase at a 4.0% annual rate, and book value growth to

" increase at 4.5%. Per share earnings growth is expected to range from 4.5% to 4.8%, and

Value Line’s average earnings, dividends and book value growth projection for Southern

Company is 4.33%. A long-term growth rate of 4.25% is a reasonable long-term growth

rate expectation for Southern Company.

Is the internal (b x r) growth rate the final growth rate you use in your DCF
analysis?
No. An investor’s long-term growth rate analysis does not end upon the determination of

an internal growth rate. Investor expectations regarding growth from external sources

(sales of stock) must also be considered and examined. For Southern Company, page 1 of

| Ex.-CUB-Hill-2, Schedule 2 shows that the number of outstanding shares increased at a

2.80% rate over the most recent five-year period. In addition, Value Line expects the
number of shares outstanding to increase at a much lower rate through the 2016-2018
period, bringing the share growth rate to a 0.84% rate by that time. Weighing both
historical and projectéd data, an expectation of share growth of 1.5% is reasonable for
this company. | .

Because Southern Company is currently trading at a market price that is greater

than book value, issuing additional shares will increase investors’ growth rate
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expectations. Multiplying the expected growth rate in shares outstanding by (1-(Book
Value/Market Value))!” increases the investor-expected growth rate for Southern
Company by eighty-two basis points (0.78%). Therefore, the combined internal and
external growth rate for Southern Company is 5.03% (4.25% internal growth and 0.78%
external growth, see Ex.-CUB;Hill-Z, Schedule 3, page 1).

I have included the details of my growth rate analyses for Southern Company as
an example of the methodology I use in determining the DCF growth rate for each
company in the electric industry sample. A description of the growth rate analyses of
each of the companies included in my sample group is set out in Ex.-CUB-Hill-3.
Schedule 3, page 1 of Ex.-CUB-Hill-2 shows the internal, external and resultant overall

growth rates for the utility companies analyzed.

Have you checked the reasonableness of your growth rate estimates against other,
publicly available, growth rate Vdata? ‘

Yes. Page 2 of Ex.-CUB-Hill-2, Schedule 3 shows the results of my DCF growth rate
analysis as well as 5-year historic and projected earnings, dividends and book value
growth rates from Value Line, earnings growth rate projections from I/B/E/S and Zacks,
the average of Value Line and I/B/E/S growth rates and the 5-year historical compound
growth rates for earnings, dividends and book value for each cbmpany under study.

As shown on page 2 of Schedule 3, Ihy DCF growth rate estimate for all the
electric utility companies included in my analysis is 4.87%. This figure exceeds Value
Line’s projected average growth rate in earnings, dividends and book value for those
same companies (4.23%), but is below the five-year historical average earnings, dividend -
and book value growth rate reported by Value Line for those companies (5.07%). My

growth rate estimate for the similar-risk electric companies under review is above the

I/B/E/S analysts’ earnings growth rate projections—4.40% and similar to the average

projected earnings growth estimate of those polled by Zacks (4.94%). Also, my growth
rate estimate is similar to the projected dividend growth rate of the sample companies,

4.70%. Therefore, my average DCF growth rate is similar to or somewhat exceeds the

17 Professor Myron Gordon is the originator of the DCF in regulation. This is Gordon’s formula for “v” the accretion
rate related to new stock issues. B=book value, M=market value. (M. J. Gordon, The Cost of Capital to a Public
Utility, 30-33, MSU Public Utilities Studies, (East Lansing, Michigan, 1974).
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. growth rate data available to investors, and is likely to provide a reasonable assessment of

investors’ long-term sustainable growth rate expectations for the electric utility

companies under review.

Some analysts rely eXclusively on analysts’ earnings projections as the growth rate
in the DCF; you have not done so. Can you explain why?

In my view, earnings growth rate projections are widely available, are used by investors
and therefore deserve consideration in an informed, accurate assessment of the investor
expected grthh rate to be included in a DCF model. Ido not believe, however, that
projected earnings growth rates should be used as the only source of a DCF growth
estimate. In other words, projected earnings growth rates are influential in, but not solely
determinative of, investor expectations.

First, it is important to realize that, as I discuss in Appendix A, projected earnings

growth rates may over- or understate the growth that can be sustained over time by the

companies under review. This is important because long-term sustainable growth is
required in an accurate DCF assessment of the cost of equity capital. The efficacy of
projected earnings growth rates in any specific DCF analysis can only be determined
through a study of the underlying fundamentals of growth—something that those who
rely exclusively on analysts’ earnings growth rate projections fail to do.

Second, the studies that support the use of analysts’ earnings projections measure
the ability of analysts’ estimates to predict stock prices versus simple historical averages 7
of other parameters. In that sort of simplistic comparison, analysts’ projections perform
better. However, I am aware of no cost of capital analyst that relies exclusi\}ely on
historical average growth rates, nor is it reasonable to believe that any astute investor
would do so. Therefore, while studies do indicate that analysts’ earnings grdwth
estimates are better indicators of stock prices than are simple historical averages of other
growth rate parameters, those studies do not provide any basis fof exclusive reliance on
earnings growth projections in a DCF analysis.

Third, the sell-side institutional analysts that are polled by I/B/E/S and similar
services offer relatively “rosy” expectations for the stock they follow—even when the

analyst’s actual expectations for the stock are not so sanguine. Simply put, some analysts
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overstate growth expectations to make the stocks they want to sell look more attractive.
Although claims are often made that the opinions of sell-side analysts are not affected by
the profits made by the other parts of the business that actually trade those securities, the
“Cinderella effect” (analysts’ overstating stock expectations) is not a new phenomenon,
and is recognized in academia. As the authors of a widely-used finance textbook note

regarding the use of projected earnings growth rates in a DCF analysis:

Estimates of this kind are only as good as the long-term
forecasts on which they are based. For example, several
_studies have observed that security analysts are subject to
behavioral biases and their forecasts tend to be over-
optimistic [footnote omitted]. If so, such DCF estimates of
the cost of equity should be regarded as upper estimates of
the true figure. [footnote omitted]. See, for example, A.
Dugar and S. Nathan, “The Effect of Investment Banking
Relationships on Financial Analysts’ Eamings Investment
Recommendations. (Contemporary Accounting Research
12 (1995), pp. 131-160.)

As reported in an April 2010 article in McKinsey Quarterly, entitled “Equity
Analysts: Still too Bullish,” over the past 25 years the equity analysts polled by I/B/E/S
(an investor service utilized by the Company’s witness) have projected long-term
earnings growth of 10% to 12% for unregulated companies, when actual (realized)

growth has been about 6.0%."> Moreover, as Chan and Lakonishok note in “The Level

and Persistence of Growth Rates,” published in the Journal of Finance (Vol. LVIII, No. 2,
April 2003, p. 643), “[t]here is no persistence in long-term earnings growth beyond
chance, and fhere is low predictability even with a wide variety of predictor variables.
Specifically, I/B/E/ S growth forecasts are overly optimistic and add little predictive
power.” This concern regarding investors’ use of analysts” growth estimates is also

underscored by an investor’s service sponsored by the Wall Street Journal:

You should be careful when looking at analyst
recommendations for several reasons. First of all, many -
analysts suffer from a conflict of interest between the firm

18 Brealey, Meyers, Allen, Principles of Corporate Finance, 8th Ed., McGraw-Hill Irwin, Boston, MA, (2006), p. 67.
¥ McKinsey & Company is a global management consulting firm.
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that employs them and the company whose stock they
track. Often times, an analyst will be responsible for
issuing reports on a company that is a current or potential
client of their employer (usually an investment bank). Since
- they know that their employer would like to keep the
client’s business, the analyst may be tempted to issue a
rosier outlook for the stock than what it really deserves.”

Fourth, much of the academic work touted as support for reliance on earnings
growth is based on data from the I/B/E/S database (now owned by Thomson); however,

academic research recently published in the Journal of Finance indicates that there have

been non-random, systematic errors in that database, which call into question the
reliability of research (such as the research on the reliability of analysts’ earnings
estimates) based on those data. The researchers document that the historical contents of

the I/B/E/S data base have been “quite unstable over time,” and state:

Data are the bedrock of empirical research in finance.
When there are questions about the accuracy or
completeness of a data source, researchers routinely go to
-great lengths to investigate measurement error, selection
bias, or reliability. But what if the very contents of a
historical database were to change, in error, over time?
Such changes to the historical record would have important
implications for empirical research. They could undermine
the principle of replicability, which in the absence of
. controlled experiments is the foundation of empirical
research in finance. They could result in over- or
- underestimates of the magnitude of empirical effects,
leading researchers down blind alleys. Also to the extent
that financial-market participants use academic research for
trading purposes, they could lead to resource allocation....
We document that the historical contents of the I/B/E/S
recon211mendations database have been quite unstable over
time. ‘

Does this conclude the growth rate portion of your DCF analysis?

Yes, it does.

0 Investorguide.com, “University,” Analysts and Earnings Estimates, www.investorguide.com/igustockanalyst.html.

A Lungqvist, Malloy, Marston, “Rewriting History,” The Journal of Finance, Vol. 64, No. 4, August 2009, pp. 1935-

1960.
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How have you calculated the dividend yields?

The dividend called for in the DCF model is the dividend investors expect over the

‘coming year. Therefore, in calculating the dividend yield for each of the companies in my

similar risk sample group I have utilized Value Line’s projected year-ahead dividend.
The projected year-ahead dividends for each company were divided by a recent
daily closing average stock price to obtain the DCF dividend yields. I use the most recent

six-week period to determine an average stock price in a DCF cost of equity

determination because I believe that period of time is long enough to avoid daily

fluctuations and recent enough so that the stock price captured during the study period is
representative of current investor expectaﬁons.

Ex.-CUB-Hill-2, Schedule 4 contains the market prices, annualized d1v1dends and
d1v1dend yields of the ut111ty companies under study. Ex.-CUB-Hill-2, Schedule 4

indicates that the average dividend yield for the sample group of electric companies is

3.79%.

What is your -cost of equity capital estimate for the electric utility companies,

utilizing the DCF model?

Ex.-CUB-Hill-2, Schedule 5 shows that the average DCF cost of equity capital for the

group of electric utilities is 8.66%.
C. CAPITAL ASSET PRICING MODEL

Please describe the CAPM you used to arrive at an estimate for the cost of WPSC’s
equity capital. '

The CAPM states that the expected rate of return on a security is determined by a risk-
free rate of return plus a risk premium, which is proportional to the non-diversifiable
(systematic) risk of a security. Systematic risk refers to the risk associated with
movements in the macro-economy (the economic “system”) and, thus, cannot be
eliminated through diversification by holding a portfolio of securities. The beta

coefficient () is a statistical measure that attempts to quantify the non-diversifiable risk
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of the return on a particular security against the returns inherent in general stock market

fluctuations. The formula is expressed as follows:

k=re+ B(r- rp, V)

(1%}

where “k” is the cost of equity capital of an individual security, 17’ is the risk-free rate of
return, “B” is the beta coefficient, “ry,” is the average market return and “r_ - r¢” is the

market risk premium. The CAPM is used in my analysis, not as a primary cost of equity‘
analysis, but as a check of the DCF cost of equity estimate. Although I believe the CAPM
can be useful in testing the reasonableness of a cost of capital estimate, certain theoretical
shortcomings of this model (when applied in cost of capital analysis) reduce its

usefulness.

Can you explain why the CAPM analysis should be applied to cost of capital ‘
estimation with caution?

Yes. The reasons why the CAPM should be used in cost of capital analysis with caution
are set out below. It is important to understand that my caution with regard to the use of
the CAPM in a cost of equity capital analysis does not indicate that the model is not a
useful description of the capital markets or that it is not widely used, because it is. Rather,

my caution recognizes that in the practical application of the CAPM to cost of capital

. analysis there are problems that can cause the results of that type of analysis to be less

reliable than other, more widely accepted models such as the DCF.

There has been much commeﬁt in the financial literature regarding the strength of
the assumptions that underlie the CAPM and the inability to substantiéte those
assumptions through empirical analysis. Also, there are problems with the key CAPM
risk measure, beta, that indicate that the CAPM analysis is not a reliable primary
indicator of equity capital costs. ' '

Cost of éapital analysis is a decidedly forward-looking, or ex-ante, concept. Beta
is not. The measurement of beta is derived with historical, or ex-post, information.

Therefore, the beta of a particular company, because it is usually derived with five years
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of historical data in order to bolster statistical reliability, is slow to change to current (i.e.,
forward-looking) conditions, and some price abnormality that may have happened four
years ago could substantially affect beta while, currently, being of little actual concern to

investors.

In addition there are substantial differences of opinion with regard to the

_ magnitude of the investor-expected market risk premium (the expected return difference

between stocks and Treasury bonds). Those differences of opinion arise from different
historical averaging methods (i.e., arithmetic versus geometric) as well as from the use of
different time periods over which to measure the return differences between stocks and
bonds.

As I will show below, those interpretational differences in the market risk

premium are not inconsequential and can have a significant impact on the outcome of the

- CAPM. For these reasons, the CAPM should not be utilized in regulatory rate setting as a

primary indicator of the cost of common equity. Rather, the CAPM should be used to
temper the results of the DCF analysis, which is more widely used in regulation as the

primary indicator of equity capital costs.

What value have you chosen for a risk-free rate of return in your CAPM analysis?
As thé CAPM is designed, the risk-free rate is that rate of return investors can realize |
with certainty. The nearest analog in the investment spectrum is the 13-week U. S.
Treasury Bill. However, T-Bills can be heavily influenced by Federal Reserve policy, as
they have been over the past three years. While longer-term Treasury bonds have
equivalent default risk to T-Bills, those longer-term government securities carry maturity
risk that the T-Bills do not have. When investors tie up their money for longer periods of
time, és they do when purchasing a long-ferm Treasury bond, they must be compensated
for future investment opportunities forgone as well ds the potential for future cﬁanges in
inflation. Investors are compensated for this increased investment risk by receiving a
higher yield on T-Bonds. When T-Bills and T-Bonds exhibit a “normal” (historical
average) spread of about 1.5% to 2%, the results of a CAPM'analysis that matches a
higher market risk premium with lower T-Bill yields or a lower market risk premium

with higher T-Bond yields, are very similar.
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As Inoted in my previoué discussion of the macro-economy, in an attempt to fend
off a severe recession and to inject liquidity into the financial system, the Fed has acted
vigorously over the past two years to lower short-term intéresf rates. Recently, T-Bills
have produced an average yield near zero. Also, as I noted in my discussion of the current
economic environment, the current yield for T-Bonds is influenced by an increased
demand for secure investments (a flight to quality), and, absent that exaggerated demand,
the long-term frend of T-Bond pricing would indicate a current yield of approximately
3.4%. Therefore, for purposes of a forward-looking CAPM analysis in this proceeding I

will use 3.4% as the long-term risk-free rate.

What market risk premium have you used in your CAPM analysis?

In their 2011 edition of Stocks BOnds Bills and Inflation, Morningstar indicates that the
average market risk premium between stocks and T;Bills over the 1926-2009 time period
15 6.0% (based on an arithmetic average), and 4.4% (based on a geometric averagé). I
have, in prior analyses, used these values as an estimate of the market risk premium in the
CAPM analysis.

As I noted previously, immediately following the 2008/2009 financial crisis and
again last year, investor worries regarding the international financial system caused
investors to be more concerned about default risk and seek the safety of risk-free
investments: Because of that fact, the yields on long-term U.S. Treasury bonds declined
more rapidly than did yields on'corporate. debt (see Chart III). For that reason, I believe it
is reasonable to rely on the upper end of the historical ‘risk premium range (6.0%)
published by Ibbotson in calculating a current cost of equity capital. Therefore, I have thg
upper end of that long-term historical risk premium range in my CAPM equity cost

estimate in this proceeding.

What values have you chosen for the beta coefficients in the CAPM analysis?
Value Line reports beta coefficients for all the stocks it follows. Value Line’s beta is
derived from a regression analysis between weekly percentage changes in the market

price of a stock and weekly percentage changes in the New York Stock Exchange
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Complosite Index over a period of five years. The average beta coefficient of the sample

of electric companies is 0.67.

-What is your recommended cost of equity capital for the sample of electric

companies using the capital asset pricing model analysis?

~ Ex.-CUB-Hill-2, Schedule 6 shows that the average Value Line beta coefficient for the

group of electric companies under study is 0.67. The upper end of the range of market
risk premiums published by Ibbotson of 6.0% would, upon the adoption of a 0.67 beta,
become a sample group-specific market risk premi‘um 0f 4.02% (0.66 x 6.0%). That risk
premium added to the risk-free T-Bond rate of 3.4%, previously derived, yields a
common equity cost rate estimate of 7.42%. This analysis indicates a cost of equity
capital below the equity cost estimate provided by the standard DCF analysis.

While the CAPM analysis currently produces equity cost estimates that are
historically low, it must be remembered that the current (marginal) cost of utility debt is
also historically low. For example the Financial Industry Regulatory Authority (FINRA)
reports that WPSC’s long-term debt maturing in December 2036 (Coupon Rate = 5.50%).
is currently trading at $112.00 for every $100 of face value for an effective yield of

4.7%.% Therefore, the CAPM equity cost estimate of 7.4%, while low by historical

standards, is still nearly 300 basis points in excess of WPSC’s current marginal cost of

debt.

D. MODIFIED EARNINGS-PRIGE RATIO ANALYSIS

Please describe the MEPR analysis of the cost of common equity capital.
The earnings-price ratio is the expected earnings per share divided by the current market
price. In cost of capital analysis, the earnings-price ratio (which is one portion of this

analysis) can be useful in a corroborative sense, since it can be a good indicator of the

proper range of equity costs when the market price of a stock is near its book value.

When the market price of a stock is above its book value, the earnings-price ratio

understates the cost of equity capital. Ex.-CUB-Hill-2, Schedule 7 contains mathematical

= http:// ﬁnra-markets.morhingstar.com/BondCenter/BondDetail.j sp?ticker=C372361&symbol=TEG3669400.
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proof for this concept. The opposite is also true, i1.e., the earnings-price ratio overstates
the cost of equity capital when the market price of a stock is below book value.

Under current market conditions, the utilities under study have an average market-
to-book ratio of 1.59 and, therefore, the average earnings-price ratio alone will understate
the cost of equity for the sample groups. However, I do not use the earnings-price ratio
alone as an indicator of equity capital cost rates. Because of the relationship among the
earnings-price ratio, the market-to-book ratio and the investor-expected return on equity
described matherhatically in Ex.-CUB-Hill-2, Schedule 7, I have modified the earnings-
price ratio analysis by including expected returns on equity for the companies under
study. It is that modified analysis that I will use to assist in estimating an appropriate

range of equity capital costs in this proceeding.

Please explain the relationship among the earnings-price ratio, the expected return
on equity, and the market-to-book ratio.

When the expected return (ROE) approximates the cost of equity, the market price of the
utility approximates its book value and the earnings-price ratio provides an accurate
estimate of the cost of equity. As the investor-expected return on equity for a utility
(ROE) begins to exceed the investor-required return (the cost of equity capital), the
market price of the firm will tend to exceed its book value. As explained above, when the
market price exceeds book value, the earnings-price ratio understates the cost of equity
capital. Therefore, when the expected equity return (ROE) exceeds the cost of equity
capital, the earnings-price ratio will understate that cost rate.

Also, in situatiohs where the expected equity return is below what investors
require for that type of investment, market prices fall below book value. Further, when
market-to-book ratios are below 1.0, the earnings-price ratio overstates the cost of equity
capital. Thus, the expected rate of return on equity and the earnings-price ratio tend to
move in a ceuntervailing fashion around the cost of equity capital.

When market-to-book ratios are above one, the expected equity return exceeds
and the earnings-price ratio understates the cost of equity capital. When market-to-book
ratios are below one, the expected equity return understates and the earnings-price ratio

exceeds the cost of equity capital. Further, as market-to-book ratios approach unity, the
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expected return and the earnings price ratio approach the cost of equity capital.
Therefore, the average of the expected book return and the earnings price ratio provides a
reasonable estimate of the cost of equity capital.

These relationships represent genéral rather than precisely quaﬁtiﬁable tendencies
but are useful in corroborating other cost of capital methodologies. The Federal Energy
Regulatory Commission (FERC), in its generic rate of return hearings, found this
technique useful and indicated that under the circumstances of market-to-book ratios
exceeding unity, the cost of equity is bqunded above by the expected equity return and
below by the earnings-price ratio (e.g., 50 Fed Reg, 1985, p. 21822; 51 Fed Reg, 1986,
pp- 361, 362; 37 FERC Y 61,287). The mid-point of these two parameters, therefore,
produces an estimate of the cost of equity capital which, when market-to-book ratios are

different from unity, is far more accurate than the earnings-price ratio alone.

Is there other theoretical support for the use of an earnings-price ratio in
conjunction with an expected return on equity as an iildicator of the cost of equity
capital? ‘ '

Elton and Gruber, Modern Portfolio Theory and Investment Analysis (New York

University, Wiley & Sons, New York, 1995, pp. 401-404) provide support for reliance on
my modified earnings-price ratio analysis.

Elton and Gruber posit the following formula,
k = (1-b)E/(1-cb)P, where 3)

“k” is the cost of equity capital, “b” is the retention ratio, “E” is earnings, “P” is market
price and “c” is the ratio of the expected return on equity to the cost of equity capital
(ROE/k). This formula shows that when ROE =k, “c” equals 1.0 and the cost of equity
capital equals the earnings-price ratio. Moreover, in that case, ROE is greater than “k” (as
it is in today’s market), “c” is greater than 1.0, and the earnings-price ratio will understate
the cost of equity. Also,-the more that ROE exceeds “k” the more the earnings price ratio
will understate “k.” In other words, those two parameters, the earnings-price ratio and

the expected return on equity (ROE) orbit around the cost of equity capital, with the cost
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of equity as the locus, and fluctuate so that their mid-point approximates the cost of
equity capital.

Assuming an industry average retention ratio of about 30% (i.e., 70% of earnings
are paid out as dividends), the stochastic relationsilip between the expected return (ROE)
and the earnings price ratio can be determined from Equation (3), abdve,- as shown in
Table I below. Most importantly, Equation. (3) shows that the éverage of the earnings
price ratio (EPR) and ROE (which is my MEPR analysis) will approximate “k”, the cost

of equity capital.
Table I
Support for the Modified Eamings-Price Ratio Analysis

Costof Retention Earnings M.E.P.R.
Equity Ratio ROE ROE/k  Price Ratio (ROE+EPR)/2
(1] [2] [3] [AEBIIE] - [6]=(3]+5])/2
10.00% 35.00% 13.00% 1.3 8.38% 10.69%
10.00% 35.00% 12.00% 1.2 8.92% 10.46%
10.00% 35.00% 11.00% 1.1 9.46% 10.23%
10.00% 35.00% 10.00% 1.0 10.00% 10.00%
10.00% 35.00% 9.00% 0.9 10.54% 9.77%

110.00% 35.00% 8.00% 0.8 11.08% 9.54%
10.00% 35.00% 7.00% - 0.7 11.62% 9.31%

[5] From Equation (3): E/P = k(1-cb)/(1-b)

As the data in Table I shows, the average of the expected return (ROE) and the EPR
produces an estimate of the cost of common equity capital of sufficient accuracy to serve

as a check of other analyses, which is how I use the model in my testimony.

What are the results of your earnjngs-price ratio analysis of the cost of equity for
the sample group?

Ex.-CUB-Hill-2, Schedule 8 shows the UB/E/S projected 2014 per share earnings for
each of the firms in the sample groups. Recent average market prices (the same market

prices used in my DCF analysis), and Value Line’s projectéd return on equity for 2013

-and 2016-2018 for each of the companies are also shown. .
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The average earnings-price ratio for the electric sample group, 6.63%, is below
the cost of equity for those companies due to the fact that their average market-to-book
ratio is currently above unity (average electric utility M/B = 1.59). The sample electric
companies’ 2013 expected book (accounting) equity return averages 9.73%. For the
electric sample group, then, the mid-point of the earnings-price ratio and the current
equity return is 8.18%. | ‘

' Ex.-CUB-Hill-2, Schedule 8, also shows that the average expected book equity
return for the electric utilities over the next three- to five-year period increases slightly to
10.20%. The midpoint of the longer-term prbjected return on book equity (10.20%) and
the current earnings-price ratio (6.63%) is 8.41%. That longer-term analysbis provides
another forward-looking estimate of the equity capital cost rate of electric utility firms.
The results of this MEPR analysis also indicate that the DCF equity cost estimate,
previously derived, may be slightly overstated (i.e., too high).

- E. MARKET-TO-BOOK RATIO ANALYSIS

Please describe your MTB analysis of the cost of common equity capital for the
sample groups.

This technique of analysis is a derivative of the DCF model that attempts to adjust the
capital cost derived with regard to inequalities that might exist in the market-to-book
ratio. This method is derived algebraically from the DCF model and, therefore, cannot be
considered a strictly independent check of that method. However, the MTB analysis is
useful in a corroborative sense. The MTB seeks to determine the cost of equity using
market-determined parameters in a format different from that employed in the DCF
analysis. In the DCF analysis, the available data is “smoothed” to identify investors’
long-term sustainable expectations. The MTB analysis, while based on the DCF theory,

relies instead on point-in-time data projected one year and five years into the future and,

- thus, offers a practical corroborative check on the traditional DCF. The MTB formula is

derived as follows:

SoIving for “P” from Equation (1), the standard DCF model, we have
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P = D/(k-g). : 4

But the dividend (D) is equal to the earnings (E) times the earnings payout ratio, or one

minus the retention ratio (b), or
D =E(1-b). ' ) -
Subsﬁtuting Equation (5) into Equation (4), we have

E(1-b ,
P="1, - (6)

The earnings (E) are equal to the return on equity (r) times the book value of that eciuity
(B). Making that substitution into Equation (4), we have

B(1-b
P=%‘l. - ™)

Dividing both sides of Equation (7) by the book value (B) and noting from Equation (ii)

" in Appendix A that g = br+sv, we have

P
B ~ k-brsv ®)

Finally, solving Equation (8) for the cost of equity éapital (k) yields the MTB formula:

r(1-b |
k= iP/_Bl +br+sv. C))

Equation (9) indicates that the cost of equity éapital equals the expected return on equity
multiplied by the payout ratio, divided by the market-to-book ratio plus growth. Ex.-

| CUB-Hill-2, Schedule 9 shows the results of applying Equation (9) to the defined

parameters for the electric utility firms in the comparable sample. For the electric utility
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P

sample group, page 1 of Ex.-CUB-Hill-2, Schedule 9 utilizes current year (2013) data for
the MTB analysis while page 2 utilizes Value Line’s 2016-2018 projections.

The MTB cost of equity for the sample of electric utility firms, recognizing a
current average market-to-book ratio of 1.59 is 8.74% using the current year data and
8.84% using projected three- to five-year data. Those point-in-time estimates are slightly

above my DCF equity cost estimate.
F. SUMMARY

Please summarize the results of your equity capital cost analyses for the sample
group of similar-risk electric utility companies.

My analysis of the cost of common equity capital for the sample group of integrated -

 electric utility companies is summarized in Table II below.

Table II
Equity Cost Estimates
Electric Utility
METHOD Companies
DCF 8.66%
CAPM 7.42%

MEPR 8.18%/8.41%
MTB 8.74%/8.84%

For the electric and combination electric and gas utility sample group, the DCF
results are 8.66%. In addition, the average of the corroborating cost of equity analyses
(MEPR, MTB, and CAPM), indicates that the traditional DCF result is overstated.
Averaging the lowest and highest results of the corroborative analyses for the electric
companies produces an equity cost range of 8.11% to 8.22%, with a mid-point of 8.16%,
about 50 basis points below the DCF result.

Therefore, weighing all the evidence presented herein (including the consideration

+ that the next interest rate move by the Federal Reserve will probably be upward), my best
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estimate of the cost of equity capital for a company like WPSC, facing similar risks as

this group of electric utilities, ranges from 8.50% to 9.50%, with a mid-point of 9.00%.

Within that current 8.5% to 9.5% range of the cost of common equity capital, what
point-estimate is appropﬁate for WPSC?

The mid-point of that cost of equity range is 9:0%, and if WPSC were of average risk
compared to the sample group of electric and gas utilities used to estifnate the cost of
equity, a 9.0% return on common equity would be reasonable. However, WPSC’s equity
risk is lower than that of the sample group for several reasons.

First, the Company’s bond rating is higher than that of the group. WPSC’s Issuer
Rating from Standard & Poor’s credit rating service is “A-,” while that of the sample
group is approximatelyv “BBB+,” one ratings notch lower. Second, the Company’s
common equity ratio (discussed subsequently) is approximately 51% of total capital
while the average for the sample group ié 47.7%.% '

Third, the Company is seeking approval for a decoupling rate regime, which
reduces its operating risk. That reduced risk should be recognized in a lower allowed
return. Therefore, the equity return allowed the Company should be below the mid-poirit
of the reasonable range. In my view, a 25 basis point reduction in thé allowed return on
equity is su_fﬁcient to recognize the reduced risks noted above, and an equity return of

8.75% for WPSC, with decoupling, would be appropriate at this time.

You noted that decoupling reduces investment risk. Can you explain the

relationship between regulatory decoupling and investors’ perception of risk?

~ Yes. A decoupling mechanism is designed to separate revenues from volumetric sales.

Because decoupling a utility’s base revenues from sales has the effect of reducing the
utility’s exposure to revenue stream volatiIity caused by economic conditions,
conservation, weather or any other operating condition that would normally cause
revenue fluctuations, it lowers the risk of the utility. Lower operational risk for the utility
equals lower risk for investors and should, in turn, equate to lower allowed rates of return

on equity and/or lower equity ratios in the ratemaking capital structure.

23 AUS Utility Reports, June 2013.
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What is the relationship between revenue volatility and investment risk?

An investor purchases a financial asset with an expectation that the asset will produce a
future stream of income, generating an expected rate of return. The risk of investing in
any asset is directly related to the possibility that actual, realized returns will deviate from
expected returns. The greater the potential for actual returns to deviate from expected
returns, the higher the risk. Conversely, the more certain an investor can be that the
returns expected will be realized, the lower the risk.

One measure of the risk of a financial asset, then, is the volatility or variability of
the income stream it generates. Chart IV, below, shows the income streams generated by
two financial assets, “Asset Af’ and “Asset B.” Both of the assets have, over time,
provided a trend of increasing returns. In fact, the trend line of the returns (shown as the
dashed line in Chart IV) is exéctly the same for both investments. Therefore, given that
conditions in the future could be expected to resemble those of the past, investors would,
on average, expect that the dollar returns produced by each investment to be the same in

future periods. However, the risk of the two assets is not the same.

Chart IV
Volatility and Risk
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Asset A has shown much wider swings in return, much greater volatility, than has

Asset B. Therefore, even though Asset A has the same expected future return stream as

Asset B, there is a much lower probability that the actual return realized from an

investment in Asset A will equal the expected return. Asset A, then, is a riskier
investment than Asset B, which, in all probability, will provide a return to investors that
more closely approximates the expected return.

When an investor purchases a share of utility stock, he or she is purchasing an

expected future stream of revenue and income in the form of dividends and growth in that

dividend, or capital appreciation when the stock is sold. That dividend expectation is, in

turn, dependent on the revenues and earnings of the utility and the dividend payout ratio
determined by management. If the revenues and eamings are steady and show little
fluctuation, the dividend is more secure and the investor sees the utility as being less
risky than an otherwise similar investment whose dividend is based on a volatile earnings
stream. The fact that the income stream volatility of a financial asset is directly related to
its investment risk is neither controversial nor difficult to comprehend, and that concept is
fundamental to assessing the risk impact of decoupling. A decoupling mechanism like
that proposed by WPSC works to reduce the revenue and income stream volatility of the

utility’s operations and, thus, its operating risk.

Please explain how a decbupling mechanism works to reduce a utility’s revenue
volatility.
A decoupling mechanism separates utility fevenues from unit sales—kWh in the case of
an electric utility and Mcf or dekatherms in the case of a gas utility—and targets, instead,
an overall revenue requirement. Under a decoupling ratemaking regime, if customer
consumption is below fhe expected amount and revenues do not meet the projected level,
fhe utility is allowed to increase unit rates in order to produce the projected revenue level.
If, on the other hand, revenues exceed the target level, the utility is required to return to
customers the amount of revenues that exceed the target level.

However, in the decoupling ratemaking regime, there is no mechanism for
discerning the source of the change in customer usage. The reduction in usage may come

from conservation, or it may come from lower customer usage due to factors unrelated to
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conservation, e.g., economic downturns, price elasticity effects on demand, changes in
the firm’s customer mix, technological changes, or weather-related factors. Because
there is no practical way to distinguish the various factors that may affect customer
usage, all the factors that could impact unit sales are necessarily included in the
decoupling/make-whole process. In effect, decoupling acts as a regulatory pass-through
rate adjustment for factors that cause revenue volatility, much like a fuel-adjustment
clause for variations in fuel costs. Therefore, the decoupling process can operate as a
buffer fo-r the utility, sheltering its stockholders from fluctuations in revenues and,
ultimately, moderating swings in operating earnings from causes that might otherwise
arise from unfavorable conditions.

If, through a decoupling ratemaking i)rocess, the utility is made whole for
operational variables that could negatively affect revenues and earnings, the potential for
volatility is reduced. Investors and investor advisory services are aware that a reduction

in the income stream volatility reduces the overall investment risk of a utility operation.

_Therefore, the reduction of a utility’s revenue and income volatility, and the risk

associated with those factors indicates that a utility operating under a decoupling
mechanism has a lower investor-required return on equity than an otherwise equivalent
utility operating under traditional regulation (i.e., without a decoupling mechanism).
Decoupling lowers a utility’s operating risk and unless that lower operating risk is
reflected in rates through a reduction in the authorized rate of return or some other
appropriate measure, decoupling will produce a windfall for utility investors. Instituting
a decoupling program for utilities without a concomitant downward adjustment to the
allowed equity return, then, would create utility rates that exceed costs. Such rates would
exceed just and reasonable levels and also would encourage an economically inefficient

allocation of resources. Therefore, the allowed return on equity for a utility that is

entering a regulatory framework in which revenues are decoupled from volumetric sales

must be lower than that appropriate for the same utility under traditional regulation.

Is there regulatory support for recognizing reduced volatility by lowering the

allowed return on equity?
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Yes. In Opinion No. 281 [40 FERC 61,117 (July 31, 1987), Allegheny Generating
Company, FERC Docket Nos. EL86-37 and EL86-38], FERC ordered that the cost of
equity capital of a FERC-regulated generation subsidiary of an investor-owned utility be
set below the cost of equity capital for the utility. FERC determined that, due to the
reduced risk of the generating subsidiary, the allowed return should be set at a point
below the average cost of equity for similar-risk investor-owned electrics and above
BBB-rated utility bond yields. The reason for the reduction in the cost of equity award in
that proceeding was the fact that the generation subsidiary collected rates under a FERC
tariff in which the return on equity was collected each month as an expense and, as a
result, showed considerably less variability than the equity return of its parent company.
In the current market environment, in which the cost of equity capital is approximately
9% and the current yield on BBB-rated utility debt is approximately 4.5%, the FERC’s
method would produce a return on equity of 6.75% [(9% + 4.5%)/2)].

Of course my recommendation in this proceeding—an equity return reduction of

25 basis points—is far more moderate than that set out in the FERC methodology

described above. Nevertheless there is precedent for regulators recognizing reduced

income stream volatility through a reduction in the allowed return.

Have other regulatory commissions lowered allowed returns to recognize the lower
risks of a decoupling rate regime?

Yes. According to a December 2012 report by Pamela Morgan of Graceful Systems, the
Commissions that have award.ed an explicit reduction in the allowed return on common
equity have done so within a range of 10 to 50 basis points.** HoWever, that same réport
points out that most of the decoupling decisions—even those where risk reduction is

recognized by the parties in the proceeding—do not include an explicit reduction:

Just over half of the time a utility has adopted decoupling,
it has been as the result of commission approval of multi-
party settlement agreements. It is impossible to know what
the settling parties discussed in the course of reaching a
settlement but one can conclude that the level of benefits to

* Morgan, P., “A Decade of Decouplmg for US Energy Utllmes Rate Impacts Designs and Observations,”
Graceful Systems, LLC, December 2012, p 14.
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the utility and customers satisfied all signing parties.
Settlements resolved the issue in favor of no ROE
reduction in Arkansas, Colorado, Georgia, Idaho, Indiana,
Maryland (for Washington Gas Light), Michigan (for
Upper Peninsula Power), New Jersey, New York, North
Carolina, Ohio, Oregon, Utah, Washington, and Wisconsin.
In virtually all these cases, the commission’s consideration
of the issue is limited to a determination whether the
settlement in its entirety is in the public interest.

The next most common reason for the lack of an
ROE reduction is Commission rejection of making such an
adjustment separately from all of the other considerations
that result in an ROE decision. In Massachusetts,
Connecticut and Hawaii, the Commissions found that
decoupling’ reduces the utility’s business risk but declined
any specific quantification and considered this along with -
model results, comparisons to proxy companies, and other
considerations such as management quality and public
policy changes in choosing an ROE within the range to
which experts had testified.”

The Morgan study also points out that only about half of the regulatory
juriédictions in the U.S. have implemented decoupling (30 states have no electric
decoupling and 27 states have no gas decoupling). Also, for those jurisdictions that have
implemented decoupling, not all of the utilities in the jurisdiction operate under a
decoupling mechanism. Finally, the Morgan study of decoupling also notes that, while
decoupling causes rate adjustments that are both up-and down, across all electric and gas
utilities 63% of all adjﬁstments were surcharges and 37% were refunds. Therefore, the

shift in risk from the utility to the ratepayer, on average, causes rates to increase.

Is there also a recent study that shows that decoupling actually increases risk to the

utility—the exact opposite of what logic dictates?
Yes, there is such a study but it is not reliable for many reasons. In March of 2011, The
Brattle Group published a study entitled “The Impact of Decoupling on the Cost of

- Capital, An Empirical Investigation.” In that study they estimate the cost of capital of gas

utilities during the 2005-2010 period to determine if decoupIing had an impact. The study

¥ Op cit, pp. 14-15.
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concludes that, if there is an impact on the cost of equity, it is upward not downward,

meaning the decoupling actually increases the risk of a utility operation.

Simply put, the Brattle Group study is not a reliable indication of the cost of

equity capital impact of decoupling. There are several reasons why the study is not

reliable:

1.

The conclusion of the study, 1.e., that decoupling increases the cost of equity,
is illogical on its face. Any first-year finance student would be able to confirm
that investment risk is directly related to the volatility of the income stream of

that investment, because that concept is a basic tenet of finance. Yet, the

- Brattle Group study concludes that a reduction in volatility due to decoupling

actually raises risk and investors’ required returns. That conclusion; and the
study, should be disregarded on that basis alone.*

The conclusions of the study by the Brattle Group are based on the cost of
equity estimates presented in testimony by the members of the Brattle Group
who did the study and, thus, do not serve as independent, unbiased, estimates
subject to arms-length analysis. | |

The study is based on equity cost estimates for gas utilities, and the market-
traded companies included in the study were allowed to have as much as 50%
of the eammings provided by unreguleted operations. Attempting to discern
small movements in cost of capital estimates for reguvlated operations is very
difficult when the entity being examined also contains unregulated operations
which are affected by different factors than the regulated operations.

The Brattle Group cost of equity study period encompasses the recent
2008/2009 “financial crisis.” Any attempt to discern subtle movements in
equity capital costs due to one particular aspect of regulation during that
period would have to be characterized as difficult, at best.

The study includes gas companies that have varying amounts of decoupling as
well as varying types of decoupling (some have full decoupling, some have

weather-related decoupling, some have decoupling related to conservation

%8 Realizing the incongruity of their conclusion that reduced volatility raises risk and the cost of capital the Brattle
authors hypothesize that perhaps decoupling is “a signal that the company faces some additional source of risk.” The
authors don’t attempt to isolate that unnamed additional risk. (Brattle study, p. 11)
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initiatives), not all of Which carry the same risk-reducing aspects. In fact, the
study shows that 63% of the regulated subsidiaries included in the Brattle
Group sample had no decéupling at all. The study, therefore, attempts to draw
conclusions regardiﬁg decoupling risk from a group of companies that were

largely not decoupled.

. The cost of capital estimates are based on a multi-stage DCF method that

includes sole consideration of projected earnings growth for the first five

years, a five-year transition period and perpetual growth at the assumed rate of

‘Gross Domestic Product (GDP) growth in the U.S. as the final long-term

growth rate. Such a model will usually overstate the actual cost of equity
because projected earnings growth rates overstate investor long;term
expectations. The same is true for GDP growth as a proxy for long-term utility
growth rates. Historically, GDP growth has outpaced electric utility earnings,
dividend and book Value growth. Therefore, the cost of equity estimates |
utilized in the study by the Brattle Group are likely to be inaccurate and would
not be useful for determining movements in that parameter due to changes in

utility operating risk.

. Finally, the ultimate capital cost measure used by the Brattle Group was the

overall after-tax weighted-average cost of capital (ATWACC) rather than the
cost of eqility. Moreover, the ATWACC calculated by the Brattle Group is
based on market-value capital structures and, because utility stock prices
substantially exceed book values, that measure serves to exaggerate the cost of
capital. Rate base/rate of return regulation is based on book values, not market

values and the use of the latter in attempting to discern capital cost differences

“that may arise from changes in regulatory business risk is impr_bper and would

lead to an unreliable result.

In summary, the illogical result of the Brattle Group study does not provide a reliable

~ basis for this Commission to assess the equity cost impact of decoupling.

IV. CAPITAL STRUCTURE / OVERALL COST OF CAPITAL
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What capital structure does the Company request for ratemaking purposes?
According to the testimony of Company witness Gast, the Company’s projected capital
structure for the 2014 test year has been adjusted to include off-balance sheet obligations
related to purchased power and the long-term debt of WPSC leasing. With that
additional debt the projected 2014 ratemaking capital structure is similar to the
Company’s actual 2012 capitalization.27

The primary difference. between the Company’s actual 2012 adjusted capital
structure and that projected for 2014 is the amount of long-term debt used by the
Company, which increases over $400 Million. Becaﬁse debt capital is substantially less
cdstly than common equity capital, that inctrease in long-term debt is favorable for
ratepayers.

The Company’s projected 2014 test year capital structure consists of 51.11%
common equity, 1.90% preferred stock, 43.69% long-term debt (including debt

7

equivalents) and 3.30% short-term debt.

- How does WPSC’s 2014 capital structure compare to that utilized in the electric

utility industry today?

WPSC’s 2014 test year capital structure contains much more common equity than is
employed, on average, in the electric utility industry today. As shown on Ex.-CUB-Hill-
2, Schedule 10, the average common equity ratio of the market-traded companies in the
electric and combination gas and electric utility industry is 46.4%. . WPSC’s 2014 test
year capital structure contains considerably more common equity (51.11%) than the
electric industry on average. Therefore, WPSC haé lower financial risk than average for
an electric utility and, for that reason, the equity return awarded the Company should be

at the lower end of a reasonable range for firms of otherwise similar risk.

Is the Company’s requested capital structure and embedded cost rates reasonable

for ratemaking purposes?

Yes. Given that the Company has utilized a forward test-year capitalization that is similar

to its recent actual capital structure and the Commission accepted the Company’s capital

2 See Ex.-WPSC-Gast-1, Schedule 6, page 1.
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‘structure for ratemaking purposes in the last rate proceeding, WPSC’s requested capital

structure is reasonable for ratemaking purposes. It is important to note, however, that the
common equity ratio utilized in that capital structure is significantly in excess of that
utilized on average in the market-traded electric utility industry (the companies used to
estimate the cost of common equity). Therefore, WPSC will, going forward, have lower
financial risk than the electric utility industry on average and should, as noted previously, |

be granted a lower-than-average return on common equity.

Does this conclude your discussion of capital structure?

Yes, it does.

Given the Company’s capital structure and embedded cost rates in combination
with your recommended return on common equity of 8.75%, what is the overall cost
of capital for WPSC? |

Ex.-CUB-Hill-2, Schedule 11 shows that an allowed return on common equity of 8.75%,
operating through the Cémpany’s requested capital structure (51.11% common equity,
1.90% preferred stock, 3.30% short-term debt, and 43.69% long-term debt) and
embedded costs rates, produces an overall cost of capital of 6.72%. Schedule 11 also
shows that a 6.72% overall return affords the Company an opportunity to achieve a pre-
tax interest coverage of 4.59 times.

That level of interest coverage (4.59x) is similar to but somewha_t below recent
historical average interest coverage for the Company and, therefore, will continue to
support the Company’s credit‘proﬁle.28 Also, the interest coverage level that results
from the overall cost of capital I recommend is substantially higher than the average pre- -
tax interest coverage for Company witness Moul’s group of similar-risk sample
companies over the 2009-2011 period (3.19x).% Therefore, the current cost of equity and
the overall return based on that equity cost rate fulfills the regulatory requirements of
providing the Company the opportunity to earn a return that is commensurate with the

28 The Company reports in its 2011 S.E.C. Form 10-K, Exhibit 12 (the most recent publication for which interest
coverage data are available) that its pre-tax coverage of interest expense from 2009 to 2011 averaged 4.72 times
[2009 (4.33x), 2010 (4.86x) and 2011 (4.97x)]. See, aiso, Ex.-WPSC-Moul-2, Schedule 2, page 1.

2 See Ex.-WPSC-Moul-2, Schedule 3, p. 1.
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risk of the operation while maintaining the Company’s ability to attract capital.

COMMENTS ON COMPANY COST OF CAPITAL TESTIMONY
A. LEVERAGE ADJUSTMENT

In his testimony in this proceeding, Company witness Moul indicates that when
utility market prices exceed book values, a risk difference exists between market-
value capital structures and book-value capital structures, and market-based cost of
equity estimates should be adjusted upward to account for that risk difference. Is
that correct? '

That is Mr. Moul’s testimony, but the logic on which his testimony is based is not
correct. As I will demonstrate below, Mr. Moul’s upward adjustments to the market-
based cost of equity for what he characterizes as leverage/financial risk differences
created by market prices above book value are without theoretical foundation. There is no
support in the literature of financial economics for comparing leverage differences
between market—vaiue and book-value capital structures, which is how Mr. Moul
calculates leverage differences. The only reference Mr. Moul cites for the formulas used
in his leverage adjustment, (Miller/Modigliani) does not support his comparison of
market-value and book-value capital structures.

There simply is no difference in financial risk when the market-value capital
structure of a firm is different from its book-value capital structure. Financial risk is a
function of the interest 'pélyments on the debt issued by thé firm. That is, a firm’s debt
payments create financial risk and when the amount of debt used to finance plant
investment increases relative to common equity the financial risk increases. Whether the
capital structure is measured with market values or book values, the debt interest
payments do not change and, therefore, ‘ﬁnancial risk does not change. As a result,
market-value capital étmctures are useful as indicators of financial risk only when they
are compared with other market-value capital structures (as Miller and Modigliani do in
their treatise), and Mr. Moul’s mixed-metaphor comparison of market-value and book-

value capital structures has no economic meaning or impact on the cost of equity capital.
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Finally, although Mr. Moui cites instances in which one public utility commission
(the Pennsylvania Publi¢ Utilities Commission) has approved his leverage/risk
adjustment in the past, it is important to note that that same Pennsylvania Commission
has more recently rejected “financial risk adders” in Docket No. R-00061366 _
(Metropolitan Edison (Met Ed), Pennsylvania Electric, Opinion and Order, January 11,
2007, p. 136). The “financial risk adders™ in that Met Ed case were based on the
leverage/risk difference between market-value capital structures and book value capital
structures, just as Mr. Moul’s are. In addition, in Docket No. R-00072711, Aqua
Pennsylvania, Inc., July 17, 2008, at pages 35 through 39, the Pennsylvania Commission
specifically rejected Mr. Moul’s leverage/risk analysis—the same leverage/financial risk
adjustment Mr. Moul uses in his testimony in this proceeding. The Pennsylvania cases
Mr. Moul cites in his testimony are all prior to the two decisions noted above. |

Equity cost estimation methods based on the current market price (such as the
DCF and CAPM) provide the most accurate representation of investors’ return
expectations that should be applied to a book value rate base—as they. have been for
many decades in regulation. Those market-based equity cost estimateé need no artificial

adjustment for the imaginary risk differences cited by Mr. Moul.

When you use the terms “book value capital structﬁres” and “market value capital
structures,” what do you mean?

Book value capital structures are based on the actual mix of capital used by the firm and
are calculated based on the dollar amount of each form of capitél (common equity,
preferred stock, and long-term debt) appearing on the books (balance sheet) of the firm.
The market value capital structure is the mix of capital used by a firm in which the
amounts of capital are measured based on their market value.

For example, for common equity capital, the total dollar amoﬁnt of equity,
measured on a mélrket basis, is the number of shares of equity outstanding times the
current market price. Mr. Moul obtains an estimate of the market value of debt from a
portion of each company’s S.E.C. Form 10-K in which it is required to report the “fair
value” (market vaiue) of its financial assets. Unless current interest rates are very

different from embedded debt costs, the fair value of a firm’s debt will approximate its
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book value. Therefore, the primary factor that makes the market value capital structuré of
utilities different from book value is the difference between the market price of the

utility’s common stock and its book value.

Does Mr. Moul claim that when market prices are above book value and rates are
set with market-based (i.e;, unadjusted) equity cost estimates, thereis a mis-match
between the allowed return and financial risk? ‘ _ _
Yes, that is Mr. Moul’s claim. Mr. Moul states, “The utility’s risk-adjusted cost of equity
will necessarily be lower with the market value capital structure than it is relative to the

book value capital structure.” (Direct-WPSC-Moul-22)

Is the application of market-based cost of equity estimates to a book value capital

structure (and rate base) standard regulatory practice in the United States?

- Yes. That has certainly been my experience over my 30 years as an expert witness.

In the context of rate making for regulated utilities, it is
almost universal practice to employ a hybrid computation
consisting of embedded cost of debt and a market-based
cost of equity, with costs of debt and equity both weighted
at their respective book values in the determination of the
WACC [weighted-average cost of capital].>

Moreover, even thohgh Mr. Moul began to employ his leverage/risk adjustment in 1997,
and one utility commission, for a period of time, utilized that adjustment, Mr. Moul notes
in his testimony that the last time that one commission utilized that adjustment was 2007
(Direct-WPSC-Moul-22). As I noted previously, since that time that one utility |
commission (Pennsyl?ania) has rejected Mr. Moul;s leverage/risk adjustment. Moreover,
since 2007 Mr. Moul has testified in at least 20 regulatory jurisdictions, and no régulatpry
jurisdiction (including Pennsylvania) has specifically accepted and utilized Mr. Moul’s

“leverage/risk” adjustment.’’

%% Morin, R., Regulatory Finance, Utilities’ Cost of Capital, Public Utilities Reports 1994, p. 411.
*! See WPSC response to 2-CUB/Inter-09 (PSC REF#: 186597).
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In other words, fhe ratemaking procedure that Mr. Moul recommends against—
applying market-based equity cost estimates (withbut adjustment) directly to book
value capital structures—is staridard regulatory practice?

Yes. Although, according to Mr. Moul, when market prices are above book value that
universal practice will result in a “mis-match” so that investors will be unable to earn
their required (higher) return. When investors are unable to earn their required returns,
utilities will not be able to attract capital. Unfortunately, the Company witness has not
made the case, or provided any evidence to show that in all the jurisdictions in which Mr.

Moul’s leverage/risk adjustment has been rejected, as well as all the others where it has

"not been considered, utilities are unable to attract the capital necessary to fulfill their

regulatory obligation to serve. Absent such a showing, it is reasonable to believe that the

standard regulatory practice (applying market-based cost of equity estimates to book

'value capital structures) enables investors to realize the returns they require and,

concomitantly, enables regulated utilities to attract capital. Standard regulatory practice
should be applied here in Wisconsin as well—Mr. Moul’s financial/risk adjustment, his

“financial risk adder” should be rejected.

The Company claims that there are financial risk differences between the
companies in Mr. Moul’s sample group and WPSC. Are there any significant
financial risk differences? ]

While there are financial risk differences, they trend in the opposite direction Mr. Moul
indicates. That is, rather than having lower financial risk than WPSC (which would
require the upward adjustment to the market-based cdst of equity Mr. Moul champions),
the companies in Mr. Moul’s sample group have higher financial risk—and a reduction
in the market-based cost of equity is appropriate for WPSC, not an increase. Table 111,

below, shows the actual capital structure data contained in Mr. Moul’s Testimony.
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Table 11T
Book Value Capital Structure of Mr. Moul’s Sample Companies and WPSC

ELECTRIC GROUP-2011 Common Preferred Long-term Total
Equity Stock Debt Capital

Percentage 46.4%  0.6% 53.0% 100.00%
Ex.-WPSC-Moul-2, Sch3.

WPSC-2011 . Common Preferred Long-term  Total
: Equity Stock Debt - Capital

Percentage 53.6%  2.5% 43.9% 100.00%

Ex.-WPSC-Moul-2, Sch2.

Mr. Moul’s own data show that the book value capital structure of his sample of
integrated electric companies shows an average common equity ratio of 46.4%. WPSC’s
year-end 2011 common equity ratio was 53.6%, seven percentage points higher.
Therefore, if there is any substantial difference in financial risk, it is that the sample
group, with a lower total equity ratio has higher financial risk than WPSC, and, if any
adjusfment to the cost of capital for the sample group is appropriate, it should be a
downward adjustment because WPSC has lower financial risk. Mr. Moul’s claim that

WPSC has higher financial risk because the market-value capital structure of his sample

- group has a higher equity ratio than the book value capital structure, besides being

unsupported theoretically, is clearly incorrect, as shown by the data available in his own

testimony.

“Why, then, does the Company claim that there are financial risk differences that

increase its required return on equity?

The Compahy cost of capital witness is making an improper comparison between market
value capital structures and book value capital structures in order to claim that a financial
risk difference exists. When utility common equity market prices are above book value,

the capital structure measured with market values will have a higher ‘equity percentage
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and lower debt percentages than the capital structure measured with book value. That
does not mean, as Mr. Moul claims, that those different capital structure measures signify

any difference whatsoever in financial risk.

Please explain why Mr. Moul’s “leverage” adjustment is théoretically unsound.
The authority cited in Mr. Moul’s testimony for the upward adjustment to the cost of
capital-—theoretical work in the field of financial economics by Miller and Modigliani

(MM)*? —does not support the leverage adjustment Mr. Moul applies to the cost of

| equity. Simply stated, MM’s theoretical financial work, which measures risk differences

between different firms imparted by leverage (the use of debt), is based only on market
values and makes no reference whatsoever to book value capital structures. In fact, the
formulas created in those studies, and extracted by Mr. Moul for his purposes here,
cannot be derived through the use of accounting-based or book value capital structures
and, thus, have no meaning in reference to book value capital structures.

Book values of equity and debt are never mentioned in the MM treatise cited by

Mr. Moul. Other financial texts confirm that the capital structure ratios which should be

- used in the MM leverage adjustment equations are market-based capital structure ratios,

not book value-based capital structure ratios (e.g., Brigham, E. F., Intermediate Financial
Management, Sth Ed, 1996, Dryden Press, Fort Worth TX, pp. 364-374).

The theoretical treatise used by Mr. Moul is designed to compare only market-

value leverage/risk differences between one firm and another firm (or group of firms), or
leverage differences between capital structures of the same firm at different points in
time. Financial theory very clearly requires that those leverage comparisons be made on
the same basis—market value capital structure. '
Mr. Moul’s analysis, on the other hand, is applied to differences that happen to
exist between the market value capital structure and the book value capital structure of
utility companies. In making that comparison, Mr. Moul effectively assumes that one

firm or group of firms can, at one point in time, have two levels of financial risk. That is

an impossibility.

32 Direct-WPSC-Moul-24.



[ —y
Lo e

kot
Dn W

WO NN N NN NN N
O\ooo\lmm.b.wNHgGoHo:;

O 0 9 N W B W N

Exhibit No. _ (SGH-___X)
Page 130 of 149

Why is it impossible for one company to have two levels of financial risk?

There can be no “difference” in financial risk for one company or type of company at one
point in time, regardless of the relationship between market price and book value. Yet,
that is the crux of Mr. Moul’s “leverage” adjustment.

Financial risk is created by the impact of interest payments on the volatility of a
firm’s income stream. As the amount of interest expense increases relative to the
operating income available to pay that debt service, the volatility of the income available
to stockholders (a residual that flows to stockholders after interest payments are met)
increases, thus creating more risk for the stockholders. Mr. Moul, himself, has provided

a definition of financial risk in his prior testimony:

Financial risk results from a firm’s use of borrowed funds
(or similar sources of capital with fixed payments) in its
capital structure, i.e., financial leverage.

Financial risk is a function of the amount of fixed charges or debt expense
incurred by the firm and the impact of those fixed charges on the variability of the
income available to the stockholder. Therefore, unless the actual amount of borrowed
funds increases, causing the dollar amount of “fixed charges to the total income of the
company” to increase, financial risk cannot increase. Because of that fact, one cempany
(or group of companies) at one point in time cannot have two levels of financial risk
because the amount of fixed charges (the debt costs) are the same.

Market value capital structure and beok value capital structure are merely
different ways to meaeure the capital structure of a company; they do not represent
differences in the level of fixed charges incurred. Most importantly, differences in
market-value and book-value capital structure cannot, therefore, reflect differences in

financial risk for one company or group of companies at any one point in time.

Can you provide an example to show that the financial risk does not change when

there is a difference between market price and book value?

3 pa. P.U.C. Docket No. R- 2012-2290597 PPL Electric Utilities Corporation, Direct Testimony of Paul Moul,
Appendlx C,p. C-2,11. 4-6.
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Yes. For example, assume that Utility X has $100 of debt that has a 6% cost rate, and
$1100 of equity on its books. The book value capital structure is 50% equity/50% debt.
Assume further that Utility X’s market price is double its book value. The market
valuation would then_ be $200 equity and $100 debt (we assume here for simplicity that

the market value of debt is equal to book value). The market value capital structure is

-67% equity and 33% debt. There is no difference in financial risk here because, no

matter how one measures the capital structure, the company has the same fixed charges to
pay—6% of $100 of debt capital. The fixed cost of the debt is what creates the financial
risk and that factor, for one company at one point in timé, cannot créate two levels of
financial risk. Thus, it is not logical to assume- that one company or sample group of
companies at one point in time has two levels of financial risk. However, that is the crux
of Mr. Moul’s “leverage/risk” adjustment.

Mr. Moul’s position on the measurement of a firm’s capital structure is
tantamount to saying that 12 inches is longer than one foot because 12 is a larger number
than 1. However, there is no difference in the factor being measured—one foot is the
same length no matter what units are used to measure it—inches, centimeters, or light

years. Similarly, there is one level of financial risk inherent in the capital:structure of any

firm at one point in time, no mattér how that capital structure is measured—market

values or book values.
A Hearing Examiner in the Virginia Corporation Commission recognized that

differences between market value capital structures and book value capital structures do

" not connote difference in financial risk. In a Virginia-American Electric rate proceeding

(Case No. PUE-2002-00375), the Virginia Hearing Examiner opined regarding Mr.
Moul’s “leverage” adjustment, “[t]he underlying risk of a utility does not vary when

viewed from the perspective of market valuation or the perspective of book valuation. All

‘that changes is the perspective.”

Also, the West Virginia Pubﬁc SeNice Commission, in a J anuary 2,2004
decision strongly rejected Mr. Moul’s “leverage” adjustment. That Commission viewed
Mr. Moul’s adjustment to the cost of equity based on market values as an attempt to
supplant original cost rate base regulation with fair value‘regulation, and rejected the

adjustment.
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Additional examples of the Company witness raising his
sights above what a reasonable analysis produces can be
found in the market value adjustments that he makes. His
electric group DCF analysis would be only 8.98%;
however, he leverages this number up by 54 basis points, or
.54%, to reflect the fact that stockholders pay market prices
for stock and those market prices may exceed the book
value of a utility's rate base. Thus, the Company asks us to
effectively depart from our long-standing use of an original
cost rate base. We could do this by simply applying the
derived rate of return, before market price leveraging, to an
inflated rate base that exceeds book value or, in the
alternative chosen by the Company, we can continue to use
original cost rate base and apply an inflated rate of return to
that rate base.>*

Mr. Moul’s use of a market-based capital structure to produce a ratemaking cost of
equity, as noted by the West Virginia Commission, would require regulators to set rates

on something other than original cost (book value).

"You noted previously that the Pennsylvania commissioxi, which, at one time,

adopted Mr. Moul’s “leverage” adjustment, rejected financial risk adders in a 2007
rate case. Were those “financial risk adders” based on the same principle as that
used by Mr. Moul in this proceeding? v
Yes. Although they are applied slightly differently, the basis for Mr. Moul’s
leverage/risk adjustrneht in this proceeding‘ and the “financial risk adders” sought in the
Pennsylvania Met Ed rate proceeding (Docket No. “R-00061366) are the same—the
apparent leverage difference between market-value capital structures and book value
capital structures. As I have shown in detail above, those apparent differences in leverage
are illusory and are unsupported in either a theoretical or practical sense.

In the Met Ed proceeding, the Company calculated the overall cost of capital of
the utility sample group using a market-value capital structure and then applied that same

overall cost of cépital to the book-value (ratemaking) capital structure, and in so doing,

* W.V.P.S.C. Case No. 03-0353-W-42T, West Virginia-American Electric Works, Jahuary 2,2004, p. 18. This
West Virginia decision was appealed, but the appeal was dropped by the Company following the settlement of a
subsequent case.
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determined an “appropriate” cost of common equity (which was significantly above that
indicated by the Company’s DCF analysis). As noted previously, in that Met Ed Order
cited above, the Pennsylvania Commission eliminated any consideration of the “financial
risk adders” due to the use of market-value capital structures from consideration in
determining the appropriate return on commeon equity.

In this proceeding, Mr. Moul similarly cites the leverage differences between the
market-value capital structure of his sample group and the regulatory or book-value
capital structure requested by WPSC as rationale for a “risk adder™, i.e., an upward
adjustment to the allowed return on common equity. While Mr. Moul makes the
adjustment directly to the cost of equity using the formulas shown in his testimony and
does not make the adjustment through the overall cost of capital, as did Met Ed, the basis
for the adjustment is exactly the same—the difference between the market value capital
structure and the book value capital structure and the difference in investment risk that

those capital structures supposedly illustrate. That adjustment and the cost of equity

~ “financial adder” it created was rejected by the Pennsylvania Commission in the Med Ed

case and should be rejected in this proceeding as well.

Finally, in a more recent decision in Docket No. R-00072711, Aqua
Pennsylvania, Inc., July 17, 2008 (at pp. 35 through 39), the Pennsylvania Commission
specifically rejected Mr. Moul’s> leverage/risk adjustment—the same adjustment he

recommends in this proceeding. In rejecting Mr. Moul’s leverage/risk adjustment in the

~ Aqua Pennsylvania case the Commission cited its rejection of the similar financial adder

in the prior Met Ed Order.

What leverage/risk “financial adders” are included in Mr. Moul’s cost of equity
estimates for WPSC in this proceeding?
Mr. Moul’s DCF results are increased by 75 basis points (0.75%) for leverage/financial
risk. Without those adjustments, Mr. Moul’s DCF results are 9.69% for his é}ectric
sample group. | '

Mr. Moul’s CAPM results are increased by 87 basis points (0.87%) as a result of
his leverage adjustment. As I have explained, neither of those leverage adjustments is

necessary or theoretically sound.
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Does this conclude your comments regarding Mr. Moul’s “leverage adjustment”?

Yes, it does.

B. EQUITY COST ESTIMATION METHODS .

What methods has Company witness Moul used to estimate the cost of equity capital
for WPSC in this proceeding?

Mr. Moul has based his equity return recommendation for WPSC’s utility operations on a
DCF analysis of a sample of combination electric and ga{s companies and another broader
group of companies. In addition, Mr. Moul presents the results of Risk Premiuvm, CAPM \
and Comparable Eamings analyses as support for his recomm‘endation that the Company

be allowed to earn a return on equity capital of 11.25%.

1. Mr. Moul’s DCF Analysis

- What comments do you have regarding the mechanics of Mr. Moul’s DCF analysis?

Mr. Moul uses a “generic” approach to calculating his DCF dividend .y.ield in which the
current annualized dividend is assumed to be increased half-way during the coming year.
This is accomplished by multiplying the current annualized dividend by one plus one-half
the growth rate he determines to be appropriate for his DCF analysis. While that

| methodology can produce accurate results, it can also overstate the expected dividend if

a) the dividend was recently increased before the time of analysis, in which case it would
not be raised half-way through the year and b) if the dividend were not expected to be
raised at all. |

In addition, Mr. Moul employs other dividend yieid calculations that “grow” the
dividend quarterly, ostensibly to account for the investors “time value of money.” That
methodology also leads to overstated dividend yields.

At Direct-WPSC-Moul-26, Mr. Moul indicates the result of his DCF dividend
yield analysis for his sample gfoup of integrated electrics is 4.19%. According to Value

Line, a source of investor information used by Mr. Moul, that dividend yield is
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overstated. Value Line’s recent (June 23, 2013, Summary & Index) year-ahead dividend

projection for the utilities included in Mr. Moul’s sample group is 3.82%—37 basis
points below Mr. Moul’s DCF calculated dividend yield.

What are your comments regarding Mr. Moul’s DCF growth rate analysis?
Although, to his credit, Mr. Moul presents both historical and projected growth rates in
earnings, dividends, and book value, Mr. Moul’s growth rate analysis ultimately relies

heavily on earnings growth rate projections. As I discuss in more detail in Appendix A

 attached to this testimony, which describes the determinants of long-term growth for

utilities, exclusive reliance on earnings growth can lead to inaccurate equity cost
estimates. Also as I discussed in more detail in the growth rate portion of my DCF
analysis, earnings growth rates tend to be exaggerated and, while I have no problem with
the consideration of earnings growth rate projections in determining DCF growth, they
should not be afforded the heavy weighting afforded by Mr. Moul.*

Based on the DCF assumption. that earnings, dividends and book value will, over
time, grow at approximately the same rate, a review of the average projected growth rate
in all three of those parameters can provide a reliable indication of investor-expected
long;term growth required in the DCF. Reviewing those data published in the Value
Line editions for the companies comprising Mr. Moul’s electric sample group indicates
that his DCF growth rate is overstated. As shown in Table IV below, the average
projected growth rate in earnings, dividends An‘d book value published by Value Line for

Mr. Moul’s sample group is 4.98%, while Mr. Moul’s DCF growth rate estimate (based
primarily on projected earnings growth was 5.50%-—52 basis points higher.

35 On Direct-WPSC-Moul-20, Mr. Moul testifies that Professor Gordon, the originator of the DCF, indicates that
eamnings are the “best measure” of the DCF growth rate, and cites a Gordon article. However, Dr. Gordon’s study
compared projected earnings growth only with historical measures of growth, and he (Gordon) concludes that a
sustainable growth rate (b x r) analysis would produce results “as good or better than those obtained with analysts’

forecasts of growth.”
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Table IV

Value Line Growth Rate Projections for Moul’s Sample Group

-Value Line Proj ected Growth Rates

Earnings Dividends Book Value

Alliant Energy 6.50% 5.50% 3.50%
Black Hills ' 7.00% 2.00% 1.50%
CMS Energy 7.00% 10.00% " 4.50%
DTE Energy 5.00% 4.00% 4.00%
Integrys 6.00% 0.50% 2.50%
MGE Energy 5.50% 3.50% 5.00%:
Vectren 5.50% 2.50% 3.50%
Wisconsin Energy 6.50% 13.50% . 4.00%
Xcel Energy 6.00% 5.00% 4.50%
Average _ 6.11% 5.17% 3.67%
Overall Average 4.98%

Data from Ex.-WPSC-Moul-2, Schedule 7, p. 1.

Those projected data from Value Line indicate a DCF growth rate approximately
52 basis points below the 5.50% used by Mr. Moul.

Mr. Moul’s DCF result for his sample companies averages 9 69% Wlthout
“financial risk adders.” When combined with an overstatement in the expected growth
rate of 52 basis points as well as an overstatement in dividend yield of another 37 basis
points, Mr. Moul’s DCF results in an equity cost estimate bf 8.8%. That result supports

the reasonableness of the 8.5% to 9.5% range of equity cost estimates I recommend.
2. Mr. Moul’s Risk Premium Analysis

What are your comments on the mechanics of Mr. Moul’s risk premium analysis?
A fundamental pfecept on which the risk premium methodology is based is that the
higher risk of stocks over bonds requires an incrementally higher return for those stocks
in order for investors to be compensated for assuming the higher risk (e.g., see Direct-
WPSC-Moul-26). Although that is generally true, it is most important to realize that,
given a current bond yield of about 4.5% for BBB-rated utiliﬁes, an equity return of 8%,

10% or even 50% would fulfill the requirement of providing “a premium” over debt
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costs. The real issue with a risk premium analysis is determining the premium with any
pr'ecision. It is not a directly observable phenomenon.

There are two other fundamental tenets on which risk premium-type analyses are
grounded which, when examined, indicate that this equity cost estimation methodology
should not be given primary consideration in setting allowed rates of return. First, since
risk premium analyses look backward in tiﬁle, they assume “past is prologue.” In other
words, the investors’ expectations for the future are assumed to mirror the average results
they have experienced in the past. Second, implicit in the use of an average historical
return premium of equities over debt is the assumption that the risk premium is constant
over time. Neither of these assumptions on which the risk premium analysis rests is true.

Over time, risk premiums (the differences in historical returns between stock and
bonds) vary greatly from period to period. The practical impact of the volatility of
historical risk premium data is that with the selection of any particular period over which a
to average the historical data, virtually any risk premium result can be produced. The
extreme volatility of the data that forms the basis of Mr. Moul’s risk premilim analysis is
shown on his Schedule 10, page 2. Mr. Moul’s Schedule 10 depicts the yearly return for
“large common stocks” aﬁd the yearly return on “corporate bonds™ from 1927 through
2011. The annual risk premiums fluctuate between +47.23% and -45.78%.

In addition, the use of historical earned return data (such as that used by Mr.
Moul) to estimate current equity capital costs has been questioned in the financial

literature:

There are both conceptual and measurement problems with
using I&S [Ibbotson and- Sinquefield, now Morningstar]
data for purposes of estimating the cost of capital.
Conceptually, there is no compelling reason to think that
investors expect the same relative returns that were earned
in the past. Indeed, evidence presented in the following
sections indicates that relative expected returns should, and
do, vary significantly over time. Empirically, the measured
historic premium is sensitive both to the choice of
estimation horizon and to the end points. These choices are
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essentially arbitrary, yet they can result in significant
differences in the final outcome.>

Finally, there has been substantial research in the financial literature in recent

years that shows the current expected risk premium embodied in stock prices today is

lower than that which has existed, on average, over the long-term historical period .

studied by Mr. Moul. ‘That is, the expected risk premium is not equal to long-term
historical averages as Mr. Moul assumes and, in fact, forward-looking risk premiums—
and investor-expected returns—are lower. | |
What are your comments regarding Mr. Moul’s particular application of the risk
premium analysis?

Mr. Moul has changed his Risk Premium analysis methodology. The Company witness
and I have testified in many cases together over the years and for many years, and as
recently as March 2012 in testimony on behalf of PPL Utilities, Mr. Moul utilized the
long-term return difference between utility stocks and utility bond yields as the measure
of the Risk Premium. Although he does not discuss his methodological change, his Risk
Premium analysis is now different, the risk premium with his new method is increased
and the Risk Premium equity cost estimate is higher.

In his March 2012 testimony on behalf of PPL Utilities, Mr. Moul’s Risk
Premium data indicated that over the long-term, the return on the S&P Utilities exceeded
bond returns by 3.47% to 5.52% (the geometric and arithmetic means). That risk
premium added to a current A-rated utility bond yield of 4. 14%,*” would produce an
equity cost estimate of 7.61% to 9.66%. However, in his current analysis, in an interest
rate environment not so different from thaf which existed during 2012, Mr. Moul, through
his new Risk Premium analysis has determined that the appropriate risk premium is now

7%--substantially higher than the electric utility risk premium he utilized just one year

ago.

3 «“The Risk Premium Approach to Measuring a Utility’s Cost of Equity,” Brigham, Sh(,)me and Vinson, Financial

Management, Spring 1985, p. 34. v
3" Value Line, Summary & Opinion, six recent weekly editions, May 17, through June 21, 2013.
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What has caused Mr. Moul’s risk premium estimate to increase?

In his original Risk Premium analysis, Mr. Moul examined the historical returns of
electric utilities and compared those returns to utility bond returné. The new Risk
Premium analysis presented in his testimony in this proceeding is based on the
Ibbotson/Morningstar SBBI yearbook data, which is based on broad market index
returns, not on utilities.

As this Commission is aware, utility stocks are less risky than the broad market in

general and, as a result, utilities have lower beta coefficients (an indicator of relative

investment risk). For example, the average beta coefficient of the sample group of
electric utilities selected by Mr. Moul to be similar in risk to WPSC is 0.73. The beta
coefficient for the stock market is, by definition, 1.0. That means that the market price
movement of electric utility stocks is only 73% of that of the market and, thus, electric -
utility stocks can be considered to be 73% as risky as common stocks in the market in
general. _

Adjusting Mr. Moul’s 7% Risk Premium (which is appropriate only fbr the
market in general) by the beta of his electric utility stocks (0.73) would indicate an
electric-utility risk premium of 5.11% [7.0% x 73%]. Adding that electric utility-specific
riék premium to the recent average yield for A-rated utilities (4.19%) produées an equity
capital cost indication of 9.30%--a result more in line with Mr. Moul’s prior work on the
subject and a result more in line with the current cost of equity for electric utilities as

determined by the DCF analysis.

Are there other concerns regarding Mr. Moul’s risk prémium analysis?

Yes, there are additional overstatements included in Mr. Moul’s Risk Premium analysis.
The first additional overstatement follows from Mr. Moul’s use of projected utility bond
yields based on a pi‘oj ected Treasury Bond yield of approximately 3.5%, when currently,
Treasury Bonds are yielding 3.2%.%® Ifinvestors all believed that Treasury Bonds
should be trading at a price to yield 3.5%, the current price would decline so that the
yield was 3.5%; but that is not investors’ current expectation and T-Bond yields are

3.2%, not 3.5%. Current yields are expectational, and provide the best estimate of

%8 yalue Line Selection & Opinion six recent weekly editions, May 17 through June 21, 2013.
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investors’ current return requirements. Mr. Moul overstates the current cost of capital by
using projected bond yields. Mr. Moul uses current stock prices in his DCF models, not
projections. He does so because current stock prices provide the best indication of
investors’ current expectations for the future. If he were lbgically consistent in his
analyses he would use current Treasury Bond yields, and his Risk Premium results would

be 30 basis points lower.

The second additional overstatement relates to Mr. Moul’s estimate of an A-rated

utility bond yield. In determining the “yield spread” between utility A-rated bonds and

U.S. Government debt, Mr. Moul uses 20-year T-Bonds as the proxy for U.S.
Government yields (see Ex.-WPSC-Moul-2, Schedule 9, page 3). However, when adding
back that yield spread (determined with 20-year T-Bonds) to estimate an A-rated bond
yield, Mr. Moul uses 30-year T-Bonds as the base measure. According to the Federal

* Reserve statistical release H.15, over the past three years, 30-year T-Bond yields have

exceeded 20-year T-Bond yields by 33 basis points: Therefore, in addition to overstating
current yields by 30 basis points, Mr. Moul has overstated the yield spread by another 33
basis points. -

In summary, Mr. Moul’s Risk Premium analysis results in a cost of equity

estimate that is overstated and not reliable for ratemaking purposes.
3. Mr. Moul’s CAPM Analysis

What are your comments regarding Mr. Moul’s CAPM analysis?
In his CAPM analysis Mr. Moul used betas that are ﬁnnecessarily adjusted for differences
in leverage between market capital structures and book value capital structures. As I have
ciesCribed in detail above, that “leverage” adjustment is theoretically unsound. Mr.
Moul’s “leverage” adjustment to his CAPM analysis causes the result to be overstated by
87 basis points. Rather than the CAPM equity cost estimate of 10.72% reported by Mr.
Moul (Ex.-Moul—2; Schedule 1, p. 1), then, the result of his CAPM analysis is 9.85%
absent his unnecessary “leverage” adjustment.

Second, it 1s important to recall that beta is a relatively pbor measure of risk. Mr.

Moul has testified to that fact in prior testimony:
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The beta coefficient ("#"), the one input in the CAPM
application, which specifically applies to an individual
firm, is derived from a statistical application, which
regresses the returns on an individual security (dependent
variable) with the retums on the market as a whole
(independent variable). The beta coefficients for utility
companies typically describe a small proportion of the total
investment risk because the coefficients of determination
(R2) are low.*

Are there other unnecessary upward adjustments included in Mr. Moul’s CAPM
cost of equity estimate?
Yes. Mr. Moul has utilized three market risk premiums for his CAPM analysis, all of
which are substantially overstated. Mr. Moul shows what the overall average difference
in the return of stocks and long-term Treasury bonds has been over the past 80 years in
his Ex.-WPSC-Moul-2, Schedule 10, page 1. That difference is approximately 6.6%, -
based on the 2012 Stocks, Bonds, Bills, and Inflation (SBBI) Classic Yearbook,
published by Ibbotson. However, even though that’s been the long-term average through
all sorts of economic boom and bust cycles (including world wars), the market risk -
premiums Mr. Moul uses in his CAPM in this proceeding average 8.70%—more than
200 basis points higher. |

Two of Mr. Moul’s risk premium estimates are based on DCF analyses of broad
stock indexes and are based on projected earnings estimates. As I noted previously,
research has shown that projected earnings growth rates for unregulated firms |
substantially overstate the actual, realized growth rates. Research published by McKinsey
and Company show that projected earnings growth rates are almost double the growth
rates ultimately realized by the type of unregulated firms included in Mr. Moul’s market
index groups.*® Because Mr. Moul’s DCF equity cost estimate for the market indices is
overstated, so, too, is his estimate of the market risk premium.

The third market risk premium provided by Mr. Moul only considers a portion of

the historical data. Drawing the difference between common stock returns and long-term

- ¥ Ppa. P.U.C. Docket No. R-2012-2290597, PPL Electric Utilities Corporation, Direct Testimony of Paul Moul,

Appendix H, p. H-3.
0 McKinsey & Company is a global management consulting firm.
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‘Treasury yields for only some of the years since 1926, and not all of them, allows Mr.

Moul to produce a risk premium of 8.57% when the average, using the entire historical
record, is 6.6%.

The years Mr. Moul has selected include every year from 1926 through 1965 and
also include 2008, 2010-and 2011. Therefore, the mafket data Mr. Moul believes is
indicative of the future includes the great depression, World War II and the post-war
boom in the 1950s but does not include the late 1960s, 1970s, 1980s, 1990s or most of
the 2000s. Picking and choosing years from the histgrical data base does not provide a
balanced picture of the economic history of the U.S. and does not provide a reliable basis
for énalyzing investor expectations for the future.

Using the average difference between stocks and Treasury bonds over the entire
historical record from 1926 indicates a market risk premium of 6.6%, according to Mr
Moul’s data. Combining that market risk premium with the 0.73 average beta of his

similar risk sémplé group published by Value Line provides a utility-specific market risk

. premium of 4.79%. Adding that utility-specific market risk premium to Mr. Moul’s risk-

free rate for long-term Treasury bonds, 3.5%, produces a CAPM equity cost estimate of

8.29%. That result is similar fo but somewhat below my DCF equity cost estimate of

8.66%.
4. Mr. Moul’s Comparable Earnings Analysis

What are your comments regarding Mr. Moul’s comparable earnings ahalysis?

The Comparable Earnings (CE) analysis presented by Company witness Mr. Moul is
based on the accounting returns of a group of unregulated, competitive companies.
Although proponents of Comparable Earnings analyses often claim that such an analysis
is a type of market-based analysis because the returns being measured are earned in
competitive markets, that type of analysis is based on accounting returns, not on returns
expected by investors in the capital marketplace. Moreover, it is the latter—investors’
required market return—we seek in setting profit levels‘for regulated firms. Only through
setting regulated rates with market-based cost of equity cépital can the goals of

maximizing economic efficiency and balancing the interests of investors and ratepayers
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be .met. Comparable Earnings is simply not a market-based equity cost estimation
methodology. ' |
- While, as I have noted previously in my testimony, historical and projected

accounting rates of return for utility operations, in conjunction with current market prices
and book values, can provide useful information which can be used to indicate an
appropriate range for the cost of equity, accounting data alone is not indicative of
investors’ réquired return with unregulated, competitive firms. It is that fact, along with
the development of market-based equity cost estimation techniques in the 1960s and
1970s (e.g., DCF and CAPM), which led regulators to use market-based equity cost
models to supplant the Comparable Earnings methodology. It has been my experience
over the past thirty years that Comparable Earnings is rarely used in regulatory
proceedings as a procedpre on which to base the allowéd cost of equity capital.

Moreover, a comparable earnings standard of ratemaking actively ignores the
actions of capital markets and the information that may be gleaned from those markets in
estimating the cost of capital. For example, if interest rates rise or fall by substantial
amounts, the opportunity cost of capital and the allowed profitability of utilities should
also change, generally, in the same direction. However, if the focus of cost of capital
becomes accounting returns, no particular change would be warranted by a shift in
interest rate levels. Moreover, if interest rates jumped up by, say, 2%, capital costs for
the utility would rise and, with higher costs the utility’s profitability would be impaired,
that is, the return on book value would fall. If, in that situation, regulators set equity
returns by c.onsidering future accounting returns, they would recommend that the utility’s
profit levels be lowered as a result of an increase in interest rates. Clearly, cost of capital
regulation dependent on accounting returns would be economically inefficient, would
send the wrong signals to both management and stockholders and fail to ensure ﬁnanciai
integrity for the utility over the long term. Setting allowed ratés’ of return by relying on
either actual or projected accounting returns (returns on book value) is not a reasonable
ratemaking strategy. , A

Finally, even though Mr. Moul’s sample selection pvroéevss purports to consider

companies of similar risk, one key risk element omitted from his Comparable Earnings

. sample selection process is the level of competition to which the firms are exposed. For

4
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example, it 1s difficult to believe that investors consider regulated electric distributibn
utility operations to be similar in risk to that of a drug company (Hershey Co., Kroger;
see .Ex.-WPSC-Moul-Z, Schedule 12, page 2).

For example, when a WPSC ratepayers flips on a light there are no choices as to
who will deliver the electricity to power that light, but when a customer is in the checkout
line of the local grocery store (perhaps Krbger’s, perhaps not) there are many different
types of candy to choose from—mnot just the ones manufactured by Hershey Co. It is
reasonable to believe, therefore, that the sample group on which Mrv. Moul’s Comparable
Earnings results are based has a risk profile that is greater than that of WPSC’s electric
utility operations, and the results of that analysis substantially overstate the Company’s
actual cost of equity.

Mr. Moul’s Comparable Earnings analysis does not identify the market-based cost

of equity capital, and is based on a samplé group of firms that are unlikely to be similar in

~ overall investment risk to WPSC. This Commission should place little, if any, reliance

on Mr. Moul’s Comparable Earnings results.

Does this conclude your direct testimony?

Yes, it does.
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UTILITY GROWTH RATE FUNDAMENTALS

Q. Please provide an example that describes the determinants of long-term

sustainable growth.

Assume that a hypothetical regulated firm had a first period common equity or book

A.

value per share of $10, the investor-expected return on that equity was 10% and the

stated company policy was to pay out 60% of earnings in dividends. The first period

earnings per share are expected to be $1.00 ($10/share book equity x 10% equity

return) and the expected dividend is $0.60. The amount of earnings not paid out to

shareholders ($0.40), the retained eémings, raises the book value of the equity to

$10.40 in the second period. The table below continues the hypothetical for a five

year period and illustrates the underlying determinants of growth.

Table A
" YEAR1 YEAR2 - YEAR3 YEAR 4 YEAR 5 GROWTH

BOOK VALUE $10.00 $10.40 $10.82 $11.25 $11.70 4.00%
EQUITY RETURN 10% 10% 10% 10% 10% -
EARNINGS/SH. $1.00 $1.040 $1.082 $1.125 $1.170 4.00%
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 -
DIVIDENDS/SH. $0.60 $0.624 $0.649 $0.675 $0.702 4.00%

_ We see that under steady-state conditions, the earnings, dividends and book value all

grow at the same rate. Moreover, the key to this growth is the amount of earnings
retained or reinvested in the firm and the return on that new portion of equity. If we
let “b” equal the retention ratio of the firm (1 — the payout ratio) and let “r” equal the
firm’s expected return on equity, the DCF growth rate “g” (also referred to as the

internal or sustainable growth rate ) is equal to their product, or

g=br. (i)
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Professor Myron Gordon, who devéloped the Discounted Cash Flow technique and
first introduced it into the regulatory arena, has determined that Equation (i) embodies
the underlying fundamentals of growth and, therefore, is a primary measure of growth
to be used in the DCF model. Professor Gordon’s research also indicates that
analysts’ growth rate projections are useful in estimating investors’ expected
sustainable growth.

I should note here that the above hypothetical does not allow for the existenée of
external sources of equity financing, i.e., sales of common stock. Stock financing will
cause investors to expect additional growth if the company is expected to issue new
shares at a market price that exceeds book value. The excess of market over book
would inure to current shareholders, increasing their per share equity value.
Therefore, if the company is expected to continue to issue stock at a price that
exceeds book value, the shareholders would continue to expect their book value to
increase and would add that growth expectation to that stemming from earnings
retention or internal growth. Conversely, if a company were expected to issue new
equity at a price below book value, that would have a negative effect on shareholder’s
current growth rate expectations. In such a situation, shareholders would perceive an
overall growth rate less than that produced by internal sources (retained earnings).

F inally, with little or no expected equity financing or a market-to-book ratio neaf
unity, investors would expect the sustainable growth rate for the company to equal
that derived from Equation (i), “g = br.” Dr. Gordon*' identifies the growth rate

which includes both expected internal and external financing as:

g=br+sv, (ii)

where, _ S
g = DCF expected growth rate,

1 = return on equity,

b = retention ratio, :

v = fraction of new common stock

*Gordon, M.J., The Cost of Capital to a Public Utility, MSU Public Utilities Studies, East Lansing,
Michigan, 1974, pp., 30-33.
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sold that accrues to the current
shareholder,

s = funds raised from the sale of stock
as a fraction of existing equity.

Additionally,

v=1-BV/MP, " (iii)

where,
MP = market price,
BV = book value.

I have used Equation (iii) as the basis for my examination of the investor expected

long-term growth rate (g) in this proceeding.

. In your previous example, earnings and dividends grew at the same rate (br) as

did book value. Would the growth rate in earnings or dividends, therefore, be

suitable for determining the DCF growth rate?

. No, not necessarily. Rates of growth derived from earnings or dividends alone can be

unreliable due to extraneous influences on those parameters such as changes in the
expected rate of return on common equity or changes in the payout ratio. That is why
it is necessary to examine the underlying determinants of growth through .the use of a
sustainable growth rate analysis.

If we take the“hypothetical example previously stated and assume that, in year
three, the expected return on equity rises to 15%, the resﬁltant growth rate for
earnings and dividends far exceeds that which the company could sustain indefinitely.

The potential error in using those growth rates to estimate “g” is illustrated in the

following table.
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Table B

YEAR1 YEAR2 YEAR3 YEAR4  YEARS GROWTH

"BOOK VALUE $10.00 $10.40 $10.82 $11.47  $12.157 5.00%

- EQUITY RETURN 10% 10% 15% 15% 15% 10.67%

EARNINGS/SH. =~ $1.00 $1.040 $1.623 $1.720 $1.824 16.20%
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 -

DIVIDENDS/SH. $0.60 $0.624 $0.974 $1.032 $1.094 16.20%
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What has happened is a shift in steady-state growth paths. For years one and two,
the sustainable rate of growth (g=br) is 4.00%, just as in the previous hypothetical.
Then, in the last three years, the sustainable growth rate increases to 6.00% (g=br =
0.4x15%). If the regulated firm were expected to continue to earn a 15% return on
equity and retain 40% of its earnings, then a growth rate of 6.0% would be a
reasonable estimate of the long-term sustainable growth rate. However, the compound
annual growth rate for dividends and earnings exceeds 16% which ié the result only

of an increased equity return rather than the intrinsic ability of the firm to grow

- continuously at a 16% annual rate. Clearly, this type of estimate of future growth

cannot be used with any reliability at all. In the case of the hypothetical, ,to utilize a
16% growth rate in a DCF model would be to expect the company’s return on
common equity to increasé by 50% every five years into the indefinite future. This
would be a ridiculous forecast for any regulated firm and underscores the importance
of utilizing the uhderlying fundamentals of growth in the DCF model.

It can also be demonstrated that a change in our hypothetical regulated firm’s
payout ratio makes the past rate of growth in dividends an unreliable basis for .
predicting “g.” If we assume our regulated firm consistently eams.its expected equity
return (10%) but in the third year, changes its payout ratio from 60% to 80% of

earnings, the results are shown in the table below.
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BOOK VALUE
EQUITY RETURN
EARNINGS/SH.
PAYOUT RATIO

DIVIDENDS/SH.

YEAR 1
$10.00
10%
$1.00
0.60
$0.60

Table C

YEAR2  YEAR3

YEAR 4
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GROWTH

$1040  $10.82

10% 10%
$1.040 $1.082
0.60 0.80

$0.624 $0.866

$11.036
10%

$1.104
0.80

$0.833

3.01%

3.01%
7.46%

10.67%

What we see here is that, although the company has registered a high dividend

growth rate (10.67%), it is, again, not at all representative of the growth that could be ‘

sustained indefinitely, as called for in the DCF model. In actuality, the sustainable

growth rate has declined from 4.0% the first two years to only 2.0% (g=br =

0.2x10%) during the last three years due to the increased payout ratio. To utilize a

10% growth rate in a DCF analysis of this hypothetical regulated firm would 1)

assume the payout ratio of the firm would continue to increase 33% every five years

. into the indefinite future, 2) lead to the highly implausible result that the firm intends

to consistently pay out more in dividends than it earns and 3) grossly overstate the

cost of equity capital.



