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Introduction
Q Would you please state your name and business address?
A My name is Adam H. Gatewood. My business address is 1500 Southwest

Arrowhead Road, Topeka, Kansas, 66604.

Who is your employer and what is your title?

I am employed in the Utilities Division of the Kansas Corporation Commission as

a Managing Financial Analyst.

‘What is your educational and professional background?

I graduated from Washburn University with a B.A. in Economics and a Masters

of Business Administration. I have filed testimony before the Commission in

more than 100 proceedings. I have also filed testimony before the Federal Energy

Regulatory Commission.

What is the purpose of your testimony?

My testimony addresses the appropriate rate of return (ROR) for Westar Energy

(Westar or WR). I also address Westar’s annual funding level of its Wolf Creek

3
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Decommissioning Trust Fund and the related testimony filed by Susan North.

2 Executive Summary
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Please Summarize Westar’s requested ROR?
Westar is requesting a 7.99% rate of return that consists of the components in the

following table:

v Westar Energy Rate of Retwrn |
. Proposed Rate of Return in Section 7 of Application

‘Test Year Ended September 30,2014

» Upd.at.eﬂ.to.De,ce_mhe_ré.l_a__Z_?lfi. .

b i Weighted |
) Weight 3 Cost Cost |
Post 1970 ITC 0.63%] 7.99%! 0.05%
|Sowrees: Section7 | | b
| i x

Please summarize your response to Westar’s Application.

I do not agree with Westar’s proposed return on equity capital. Westar is
requesting a 10.00% return for its shareholders; my analysis determined that a
9.25% return for shareholders is appropriate in the current capital markets.
Regarding the issue of Westar’s annual funding of its Decommissioning Trust, I
recommend Westar increase its annual accrual from $3,150,000 to $5,772,700.

This change is accounted for in Adjust’rnent IS-4 of Staff Schedules.

Please Summarize Staff’s proposed range of return on equity (ROE) and rate

. of return (ROR).

As shown in the following table, Staff is proposing that the Commission set
Westar’s ROE in a range of 9.00% to 9.50%. Staff has set a 50 basis point range

4
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and recommends an ROR of 7.59% and an ROE of 9.25%, which is the mid-point

of Staff’s range.

| i

... Range of Staff Proposed Rate of Return |
. Assuming Staff's Proposed Capital Structure

__RetwnonBquity] 9.00%| 9.25%|  9.50%

 RateofRotwn  746%| 759% 7.72%

Please summarize why you believe 9.25% is a reasonable ROE.

I have completed an analysis of Westar’s capital costs using traditional financial
models and applying the Hope and Bluefield benchmarks. My analysis
demonstrates that capital costs have declined since the Commission set Westar’s

allowed ROE at 10.00% by the Commission in Docket No. 05-WSEE-981-RTS.

As I discussed in Docket 15-KCPE-116-RTS (15-116 Docket), I am also applying
a degree of gradualism or moderation in that I do not recommend a reduction in
the ROE that reflects the full extent of the decline in capital costs. I apply a
degree gradualism by recommending Westar’s ROE be set in the range of 9.00%
t0 9.50%. I am setting only a 50 basis point range — as opposed to the 100 basis
point range that I typically use — primarily because I bélieve 9.00% is appropriate

as the low-end of my range.

What is the dollar amount of the difference in ROE positions?
Using Staff’s capital structure and cost of debt, a 10 basis point change in the
allowed ROE results in about a $4.4 million change in Staff’s revenue

requirement for Westar. This relationship is an approximation and assumes

5
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Staff’s proposed rate base shown in Staff Schedule REV REQ.
Why should gradualism be considered in this case.

I am applying the same principle of gradualism to Westar as I did in my
recommendation for KCPL filed on May 11™ in the 15-116 Docket. As I
discussed in that Docket, I have never recommended gradualism before and only
do in these two Dockets because I believe that a 9.00% lower bound for the ROE
is appropriate due to three factors. First, Westar’s embedded debt costs have
declined from 6.25% to 5.69% since the Order in Docket 05-WSEE-981-RTS was
issued in December of 2005, Westar’s last fully litigated rate case. Capital costs

measured by the yield on investment grade utility bonds have also declined. As

shown in the following table, the prevailing yield on public utility bonds declined

from the 5.80% - 6.00% range in 2005 to 4.50% - 4.91% range in 2015. Over this
time period, .the yield on Baa utility bonds has declined by 135 basis péints (5.93
—4.58 =1.35). A longer ﬁistorical perspective of yields on public utility bonds is
shown in Schedule AHG-1 which contains a chart and the underlying data of
monthly observations of yields on “A” and “Baa” rated utility bonds from 1919

through 2015 reported by Moody’s Investor Services.
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Second, a 9.25% ROE provides a 500 basis point spread over the current market

cost of Westar’s long-term debt. I observed recent trades of Westar bonds. Those
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trades are in the range of 3.98% to 4.36% during the months of May and June of

2015.!

Third, and last of all, just as I stated in my 15-116 Docket testimony, authorized
ROEs below 10.00% are a fairly recent development. Before recommending an
ROE below 9.00%, I believe it is prudent to wait to see if the current capital

market conditions continue.

Since 2005, the time of Westar’s last litigated rate case, what has been the

trend in allowed returns?

For 2005, the average allowed ROE granted to electric utilities was 10.54%. For

the first quarter of 2015, that average was 10.37%. It is important to note that the

recent average includes four observations from Virginia that are “asset specific”

determinations which appear to include some level of incentive or premium that
distinguish them from the traditional rate case proceeding that we have before us.
Without those four cases, the average for this time period is 9.67%. Attached as

Schedule AHG-2 are Regulatory Résearch Reports: Major Rate Case Decisions

publications for 2014 and the first quarter of 2015.

You recently filed testimony in the 15-116 Docket recommending a 9.25%
ROE for Kansas City Power & Light (KCP&L). Is your recommendation

for Westar based on your analysis of KCP&L in that Docket?

No. My recommendation in this Docket is based on my analysis of Westar and the

required return necessary for Westar to attract capital. The 15-116 Docket and

! Based on the lowest and highest yields to maturity reported by FINRA for Westar debt series 4.625% due
2043; 4.10% due 2043; and 4.125% due 2042 in the months of May and June of 2015.

8
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this Docket are occurring at essentially the same time. These two electric utilities
risk profiles are similgr with nearly identical credit ratings by the major rating
agencies. As a result of these Dockets occurring in the same capital markets
environment and the fact that we are dealing with two electric utilities of nearly

identical risk, it is expected that Staff’s recommendations would (and should) be

the same.
.. CreditRatings =}
t

__|Great Plains Energy | Moodys | S&p
...jLong-term Rating .. ;Baa2 BBBY | .
. iOutlook _ iStable  :Stable [ |

_WestarEnergy | | | |
_|LongtermRafing __ [Beal  BBB+ |BBB

lsuble istble Positie |

_ |Sowrce:SNLeom | |

Please summarize Staff’s cost of equity estimates.

The mid-point of my recommended range of 9.25% recognizes that by most
measures capital costs have declined since Westar's last fully litigated rate case in

2005.
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Summary of Staff's Cost of Equity Estimates
.. ... Discounted Cash Flow Analysis |
... Based on the Average of Short-Term Growth Forecasts |
.. & Long-Term nGDP F

. 8.53%
- 1001%]

_ Capital Asset Pricing Model |
. Forecasted Datal ~  6.64%
listoric Data] ~~~ 9.40%|

| i , |
‘ | . Changes in Bond Yields Since Order in 05-WSEE-981-RTS Docket |
| | Allowed Return on Equity Granted in 981 Docket| ~ 10.00%|
| : | Decrease in Yield on Moody's Baa Uility Bonds{ ~ 1.35%]

‘ .. StaffRecommendation

2 As you can see from the table, the models, particularly the DCF model that
3 regulators traditionally rely on, indicate that the cost of equity is less than 9.00%,
| 4 even with the recent decline inthe stock prices of electric utilities. At this time, I
| 5 am not comfortable advocating for an alléwed return below 9.00% for a retail
6 electric utility as it has only been three years since allowed returns fell below the
7 10% threshold. If capital market conditions persisf at the current level, I expect
8 we will see challenges to that 9.00% threshold.

9 .Q  Please summarize your disagreemént with Westar's cost of equity estimates.

10 A The primary disagreement is that of estimating growth. This is the same

10
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disagreement that the Commission has heard in rate cases during the past three
years. This disagreement is not confined to electric utilities; it has occurred—and
will likely continue to occur—in electric utilities, natural gas distribution,
telephony, electric transmission, and natural gas pipeline utilities as well. The
table below summarizes the findings of Westar’s cost of equity models and a
synopsis of what I believe to be the short comings of each of Westar’s models. 1

will elaborate on each model later in my testimony.

i
o s Cost of Equity Estimates
& GrowthRates

+_Methodology Output Discussion

_'Single Stage DCF | 9.47% 9.5
i

i
;
x

|

r

: Index will return 13.25% annuaily. His analysis assumes that the S&P500

RPN S ....--i_..... PSRRI Ao,

_iwill realize annual earnings growth greater than 11.00% |

SN [ SR U N

| Mr. Somma calculated a risk premium based on the difference between the refuns

| 1033%) 1038%
__ipranted by state commissions and the prevailing interestrates |

_Mr. Somma's DCF analysis relies ona single stage DCF using 3 to 5 year forecasts of __ |
proxy group the average earnings growthrateis i

CAPM 1 10.86%| 11.76% Mr. Somma's CAPM analysis is based on his assumption that the "market" or S&P500

i i | |

Q. What support do utility executives and equity analysts usually provide when
discussing why an ROE should not be lowered below ROE’s set for other

utilities?

A. Commissions and Commission Staff frequently hear from utility executives and

equity analysts regarding their belief that Commissions should refrain from
lowering allowed returns below those reported for other utilities because such a
decision will impair the ut_ility’s access to additional capital. Those pleas are
devoid of any statistical or factual support. ~Furthermore, no utility has ever
provided Staff empirical evidence to support its contention that a Commission’s
decision has impaired its ability to access necessary capital. However, what I

11
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1 have observed is that Kansas utilities continue to issue long-term debt at attractive
2 rates,

3 Standards for a Reasonable Rate of Return

4 Q What is the role of rate of return in setting a revenue requirement for public
5 utilities?

6 A The rate of return (ROR) earned on the utility’s rate base is part of the revenue

7 requirement equation. The ROR is a cost of providing the utility service.
8 Revenue Requirement = ROR (gross plant — accum. Depr.) + Operating Exp. + Income Taxes
9 In the revenue requirement formula, the ROR expresses the utility’s return on its
10 net plant investment. The utility’s ROR is its weighted average cost of the
11 capital. That is, the cost of each of the various forms of capital supplied by
12 investors which includes debt, preferred equity, common equity and any hybrid
13 : securities multiplied by their respective weight in the utility’s capital -structure.
14 The cost or return associated with each of these forms of capital is unique and it is
15 a function of risks associated with that form of capital.
. ..Components of an Allowed Rate of Return 1
Dobt VXifhtced .| Ratio of Debt | _ WeightedAverage%
Capital: Mteres:!gRate Capital Cost of Debt ,
qu}ity‘ l:::l :3;’601 X Ratio ot:Equity _ WeightedAve.ragei;
Capital: Equity Capital Cost of Equity
g
|
Sum Equals '
Allowed Rate of |
Return for the
17 " The cost of debt generally relies on a contractual agreement with the investor,

12
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making its cost relatively easy to determine because the cost is explicit within the
contract. Likewise, the ratios of the capital components are relatively easy to
determine because, under most circumstances, these ratios are traceable to the
utility’s financial documents. It is the allowed ROE that requires the most time
and attention when setting the ROR because it is a cost that we cannot trace back
to a contractual agreement. It is best described as a forward looking discount rate
and equates to the rate that is necessary to induce equity investors to commit their
capital to the enterprise.

What standards should commissions apply to making this decision?

The standards used to gauge the fairness and reasonableness of an allowed ROR
were announced by courts as the result of appeals of decisions issued by
regulatory agencies. Financial analysts and pblicy-makers rely on the courts’
decisions as a guide in estimating:the appropriate cost of capital. The opinions do
not articulate precisely how to estimate or model a reasonable cost of capital.
Instead, the decisions provide critical que;,stions for policy makers and analysts to
consider in determining a reasonable return for a regulated utility.

In general, United States Supreme Court decisions state that returns granted to

regulated public utilities should: 1) be commensurate with returns on investments

- of similar risk; 2) be sufficient to assure the financial integrity of the utility under

economic management; and 3) change over time with changes in the money

market and business conditions.” An important take-away from these decisions is

2 Smyth v. Ames 169 U.S. 466 (1898).Wilcox v. Consolidated Gas Co., 212 U.S. 19, 48-49 (1909).

Bluefield Water Works & Improvement Company v. Public Service Commission of West Virginia, 262
U.S. 679, 692-3 (1923).

Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 603 (1944).
13
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that the Court has afforded regulatory agencies a significant amount of latitude in
establishing what is an appropriate ROR for a utility. The Kansas Supreme Court

3 This Commission has

has recognized and generally follows this body of law.
noted that fact in Orders issued in previous Dockets.*
Discuss how financial analysts apply the standards established by the Court.
For a ROR to meet the legal standards, the return should be as specific as possible
to the utility in question, in that the allowed return should consider the mix of debt
and equity capital the subject utility employs to finance its rate base and provide a
return for each of those components of its capitalization.

There are several court cases that, as a group, are viewed as the keystone to
measuring the adequacy of a utility’s allowed return. The earliest of these
decisions go back to an era when it was not only the “rate of return” at issue but
also the fundamental measurement of the investnﬁent in the utility enterprise
commonly referred to as rate base. This is less of an issue today as regulators,
utility management, and investors readily accept actual historic-depreciated value
as a measure of investment to estimate the value of a utility’s rate base, as
opposed to reproduction cost or market value. The Court’s decision in Bluefield

addressed both rate base and ROR.” Treatises on rate of return for public utilities,

such as The Cost of Capital — A Practitioner’s Guide, generally agree that

Bluefield lays out the four standards for a fair return.

3 Kansas Gas & Elec. Co. v. State Corp. Comm'n, 239 Kan. 483, 491, 720 P.2d 1063, 1072 (1986).

4 Order: 1) Addressing Prudence; 2) Approving Application, in Part; & 3) Ruling on Pending Requests,
Docket No. 10-KCPE-415-RTS; November 22, 2010; 37-38.

3 Bluefield Water Works & Improvement Co. v, Pub, Svc. Comm’n of West Virginia, 262 U.S. 679, 692-3

(1923).

14
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1) Comparable Earnings — a utility is entitled to a return similar to that being
earned by other enterprises with similar risks, but not as high as those earned
by highly profitable or speculative ventures;

2) Financial Integrity — a utility is entitled to a return level reasonably sufficient
to assure financial soundness;

3) Capital Attraction — a utility is entitled to a return sufficient to support its
credit and raise capital; and

4) Changing Level of Returns — a fair return can change along with economic
conditions and capital markets.®

As a financial analyst preparing rate of return analyses, I take from Bluefield that
the Coﬁrt requires that a rate order allow a utility an opportunity to earn a return
that is consistent with the utility’s risk profile and consistent with observations in
the capital markets.
The Court’s decision in Hope,7 like that in Bluefield, dealt with both valuation of
rate base as well as rate of return on that rate base. With respect to.the rate of
return, the Court in Hope affirmed the four standards set out in Bluefield.

Q Is a reasonable return necessarily equal to the return granted to other
utilities in other jurisdictions?

A No. Relying on the allowed returns granted to other utilities in other jurisdictions

® The Cost of Capital — A Practitioner’s Guide by David C. Parcell; Prepared for the Society of Utility and
Regulatory Financial Analysts; 1997; pp. 3-13 to 3-14.

’ Federal Power Comm’n. v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944). *603 [8] [9] The rate-
making process under the Act, i.e., the fixing of ‘just and reasonable’ rates, involves a balancing of the
investor and the consumer interests. Thus we stated in the Natural Gas Pipeline Co. case that ‘regulation
does not insure that the business shall produce net revenues.” But such considerations aside, the investor
interest has a legitimate concern with the financial integrity of the company whose rates are being
regulated. From the investor or company point of view it is important that there be enough revenue not only
for operating expenses but also for the capital costs of the business. These include service on the debt and
dividends on the stock. By that standard the return to the equity owner should be commensurate with
returns. on investments in other enterprises having corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to
attract capital. The conditions under which more or less might be allowed are not important here. Nor is it
important to this case to determine the various permissible ways in which any rate base on which the return
is computed might be arrived at. For we are of the view that the end result in this case cannot be
condemned under the Act as unjust and unreasonable from the investor or company viewpoint,

15
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runs the risk of overlooking: (1) changes in the capital markets; (2) differences in
other state Commissions’ ratemaking policies; and (3) political pressures or other
state-specific factors. Commissions have to recognize that such a practice also
creates a degree of circular reasoning. Such a comparison also requires a
commission to place weight on a piece of data as evidence when they simply do
not have any specific facts from those reported cases to know how other state
commissions arrived at their decision or even what evidence was presented in
those Dockets. At best, returns authorized at other state commissions serve as a
rough benchmark of an average return on equity, as well as an indicator of a
downward or upward trend in returns. Simply put, the authorized returns of
separate utilities in other jurisdictions facing different risks are of limited
evidentiary value and are largely irrelevant to the Hope and Bluefield standards.
Should the rate of return incorporate a return on equity that contains some
level of “éushion” to the cost of equity to compensate for potential future
changes in the capital markets?

No, it should not. Utilities seek rate adjustments on a regular basis as
demonstrated by the Kansas jufisdictional electric and gas utilities over the past
decade. Thus, there are periodic reviews of capital costs, that is, the allowed
return on equity and allowed return on debt is not set once and left at the level in
perpetuity. This provides protection to consumers and investors alike, in that the
periodic reviews eliminate the need for the Commission to inject any forecasting
of trends into their decision. As the cost of capital changes over time - and it will

change - the allowed return will be updated in future proceedings. In my view,

16
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Court decisions do not require Commissions to speculate about the peaks and
troughs of our economy and capital markets; all of the directives from the Court
cases focus on the observations of the here and now.

KCC Proxy Group

Q How did you estimate Westar’s cost of equity?

A To estimate Westar’s cost of equity, I performed DCF and CAPM analyses on a
proxy group of similarly situated electric utility companies.

Q Why is it necessary to select a proxy group to estimate the cost of equity for

Westar?

A A proxy group aids us in meeting the standards set out in Hope and Bluefield, as it
focuses our analysis on a group of companies that are in the same industry and
exposed to similar risks. Financial theory tells us that investors require a return
that is corm_nénsurate with risk. Therefore, a proxy group similar in risk to Westar

provides us with a comprehensive picture of investors’ expectations.
Q Were you able to select a group of electric utilities similar in risk to Westar?
A Yes, I found 22 proxy companies.
Q How did you select a proxy group for your cost of equity analysis?

A Using the following parameters, I was able to select a group of electric utilities

similar in risk to Westar (a table of the selection process is shown on Schedule

AHG-3):
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J First, I began with the companies followed by Value Line Investment
Survey and categorized as electric utilities. As a _starting point, this
parameter is important as it assures us the companies generally derive
their earnings in the same industry as Westar by operating as ROR
regulated electric utilities within the United States. Value-Line coverage
also ensures that the common stock of these companies is publicly traded.
There are 45 electric utilities followed by Value-Line.

° Second, from that group of 45 electric utilities, I selected those with credit”
ratings similar to Westar’s credit rating. Westar’s long-term credit rating
is Baal by Moody’s, BBB+ by Standard & Poors’, and BBB by Fitch.

The three ratings are relatively similar to each other.

] 7

_ CreditRatings = 1

| Great Plains Energy S&P _FitchRatines _

_..Long-term Rating e BBB+ [ R
1Outlook . _.|Stable

. WestarEmergy i |
Lo ting  {Beal  |BBB+  (BBB |
_1Outlook

lstable  [Positive
. |Source: SNL.com

i
o

I selected electric utilities with credit ratings one notch either side of Westar’s rating.
Credit ratings are a recognized broad indicator of a utility’s financial health, financial
risk, and business risk. Selecting those electric utilities with credit ratipgs very close
to Westar’s enables me to observe investors’ required return for that level of risk.
The following table shows the entire scope of credit ratings designations set by S&P

and Moody’s:
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.. CreditRatingRange
.. forProxy Selection = |

| sep

AA -
) o o A
A
Proxy | A ..
4. Selection | BBB+ |
Range

The electric utilities folloWed by Value-Line fall in the range of AA-/Aa3
to BBB-/Baa3. Narrowing the range to one rating above and below that of
Westar’s rating reduced the proxy group to 35 companies.

. Third, I eliminated those companies with pending mergers or acquisitions
(M&A). M&A trgnsactions bring about added uncertainty and speculation
regarding the financial projections for earnings and dividends, growth
potential, and financial health of the surviving entity. This parameter
eliminated four companies from my proxy group.

. Fourth, the proxy group companies had to exhibit a stable dividend policy
both in the reée;nt past and going forward. A stable dividend is an atiribute

of a financially sound utility company. By any measure, Westar is
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1 ﬁnancially.souh_d-; members of the proxy group must reflect that same
2 attribute.  This parameter did not eliminate any of . the remaining 31
3 electric utilities.
4 The four parameters above have been adopted in recent cost of equity
5 analyses filed at the Federal Energy Regulatory Commission (FERC) and I
6 agree that these four parameters generally arrive at a group of companies
7 with commensurate investment risk to that of Westar., For this group of 31
8 electric utilities, I gathered information on their sources of revenues and
9 the focus of their asset base. The intent of this additional parameter is to
10 increase the proxy groups’ focus on the electric utility industry. Although
11 each of the companies is categorized as electric utilities by Value-Line,
12 4 most of them derive some revenues from other industries; some are
13 combination natural gas distribution and electric utilities while others are
14 more diverse with operations outside of the public utility industry. I set
15 the threshold for electric utility revenues at 70%, which eliminated 9 of
16 ‘ the 31 electric utilities. The remaining 22 companies derive 73% to 100%
17 of their revenues from the electric utility business. It is these 22
18 companies that I analyzed to estimate Westar’s cost of equity capital. The
19 ~ selection process is shown in Schedule AHG-3 and the Proxy Group is

20 . shown in Schedule AHG-4.

21 Discounted Cash Flow (DCF) Model

22 Q Does the DCF model meet the legal standards discussed earlier in your
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testimony?

Yes, a cost of equity estimate derived from the DCF model meets the legal
standards discussed above if the model incorporates current information from the
capital markets via current stock prices and accurate data that investors use to
establish their discount rate. The market based information ensures the cost of
equity estimates evaluate investors’ required rate of return or discount rate that

reflects the economic environment,

Has the DCF model been an accepted model for regulators to estimate the
cost of equity?

Yes. The DCF model is the most widely used model for regulatory bodies setting
allowed returns. Regulatory agencies may incorporate more than one model to

arrive at an estimate. If more than one is used, the DCF model is always one of

the models. If only one model is used, it will be the DCF model. Regulatory

agencies rely on the DCF analysis because, with reasonable inputs, it is a tool that ~
meets the legal standards that investors have used to value all sorts of investments
vehicles. |

What is the underlying basis for the DCF model?

The DCF model is an investment valuation model used to value different and
diverse types of investments such as real estate, bonds, and common stocks. The

DCF model is a useful tool to value any investment that involves regular, periodic

 cash flows. The notion of discounting a future receipt of cash back to the present

so as to place a price or value on an investment goes back centuries. The formal
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presentation of the DCF model as we use it today dates back to the 1930°s in

Irving Fisher’s book The Theory of Interest and John Burr Williams' 1938 text

The Theory of Investment Value. These two authors expressed the DCF model in

modern economic terms.

The premise of the DCF model in the valuation of common stock is that investors
determine the value of a company’s common stock by discounting its future
dividend payments back to the present. The cornerstone of the DCF model is the
process of discounting those future cash flows back to the present at the investors’
required ROR. An investér’s required rate of return is risk sensitive and sensitive
to the returns available on investments of comparable risk throughout the global
capital markets. In other words, as the risk of the investment increases, so will the
investors® required return. A higher required rate of return decreases the present
value of the stream of dividends that equates to the price of the stock. So, all
other variables being equal, investors price the riskier of two common stocks
lower because the cash flows or dividends are discounted back to the present at a
higher rate.

The form of the DCF model that regulatory agencies are accustomed to seeing is
often referred to as the Gordon Growth Model, which is a model that values the
present value of a stream of cash flows (dividends) growing at a constant rate into
perpetuity. The basic form of this DCF equation is:

Stock Price = Annual Dividend / (Req’d Rate of Return — Dividend Growth Rate )
D1+ g)
" (Ke—g)
where:

P, = the value of the common stock or asset
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Dy = the current dividend of the stock or annual cash flow from the asset
g = the annual growth rate of the dividend or cash flow forever
Ke = cost of equity or required rate of return for the stockholders

This is the form of the equation commonly found in texts regarding finance,
investments, and asset valuation. Such texts are inclusive of both theory and
practical application.

Regulatory agencies responsible for setting rates and revenue requirements want
to know the investors’ required rate of return or Ke in the equation. So, we solve
the equation for that variable. The equation below shows the algebraic isolation
of the investors’ required rate of return. By isolating investors’ required rate of
return in the equation, we can estimate it by knowing the stock’s dividend yield
and the annual dividend growth rate expected by investors. That form of the
equation is:

Dy(1 + ‘
Ke= ol g)+g

Py
This equation is frequently written out as:

Req’d Rate of Return = (Current Annual Dividend/Current Stock Price) + Dividend Growth Rate

Req’d Rate of Return = Dividend Yield + Dividend Growth Rate

Or as commonly abbreviated by regulatory agencies
Ke=y+g
where: y = Dividend Yield

g = Expected Dividend Growth

" Through 'a handful of inputs, the DCF model distills down to an equation, a

complex cognitive process performed by investors. As with any equation that
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attempts to model behavior, there are a host of assumptions that come along with
it. Generally those assumptions are:

e Investors evaluate common stock in the classical economic framework.

¢ Investors discount the expected cash flows at the same rate (Ke) in every
future period.

o Ke corresponds only to the specific stream of future dividends, rather than

earnings, and constitutes the source of value.

The discount rate (Ke) must exceed the growth rate (g).

The constant growth rate will continue for an indefinite future.

Investors require the same discount rate (Ke) each year.

There is no external financing.

‘Why is it reasonable to accept these assumptions?

A certain number of assumptions come along with any financial or economic
model, especially ones that are attempting to emulate investors’ behavior. The;
question bepomes whether the assumptions are so contrary to investors’ behavior
in the real-world that the model output becomes meaningless or illogical. I do not
believe the assumptions of the DCF model are contrary to investor behavior.
Moreover, there are methods I use to evaluate whether an output falls outside of
the realm of reality. For example, the output can be compared with the returns

available on other investments such as long-term corporate bonds.

Application of the DCF Model

How did you calculate the dividend yield (y) component of the DCF model?

The dividend yield (y) is the easiest of the two components to measure. It is
calculated by dividing the stock’s amnual dividend payment per share by its
market price per share. For example, a company paying an annual dividend of

$2.00 per share with a market price of $76.00 has a dividend yield of 2.63%.
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What is the source of the dividend information?

Historic and current dividend information is easily obtained from public sources.
The DCF model requires a forward looking dividend payment which is often the
current year’s dividend payment increased by the expected growth rate or the
forecasted growth rate for next year. I obtained the dividend per share
information from Value—Liﬁe Investment Survey. The Value-Line reports for
each of the proxy companies are attached as Schedule AHG-5. I obtained the
stock prices for the dividend yields from YahooFinance. The stock prices and
2015 annual dividend observed for each of the proxy companies appears on
‘Schedule AHG-6. The projected 2016 annual dividend rate and resulting
dividend yields appear on Schedule AHG-7. The dividend used to calculate the
dividend yield is the 2015 dividend rate multiplied by the projected growth rate so

as to reflect the expected 2016 dividend payment.

~ Is it proper to use the dividend rate of a full year in the future?

Yes it is a proper application, although this method is likely a slightly higher
dividend rate than merely escalating the current quarterly dividend rate by the
projected growth estimate. This method ensures that the DCF analysis contains a
truly forward dividend rate, throughout the eight month. process of setting

Westar’s new revenue requirement.

Forecasted Growth Rates for the DCF Model

“Please discuss the importance of the second component, the growth rate (g)

in the DCF equation.
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A

The “g” represents the anticipated annual growth rate in cash flows that investors
expect to receive through dividends from the stock. This .is a difficult and
contentious issue in a DCF analysis for two reasons. First, it is a key element in
the DCF model because the growth rate has a one-for-one effect on the utility’s
allowed return. All other factors being equal, a higher growth rate results in a
higher return on equity for the utility. Second, theré is an element of subjectivity
to selecting the gr(owth rate due to the uncertainty about future earnings and
dividends. It is difficult to uncover what growth rate estimates investors rely on
when they value a stock and where they obtain that information.

How did you estimate the growth rate in the DCF model?

The appropriate growth estimate is that which is expected by the market and
factored into investors’ analyses to estimate a stock prices. That is, it is the
growth estimate investors used to determine the stock price. Detérniining
precisely how investors estimate the growth rate used in evaluating common
stocks is difficult. - Earnings per share growth forecasts are commonly
incorporated into the DCF model. Investment firms that publish growth forecasts
publish three to five-year annual_earnings growth estimates and that is about as far
into the future as analysts.forecast for a specific company. I discussed earlier that
the DCF model assumes the growth rate continues in perpetuity, well beyond the
three to five-year window of analysts’ forecasts for earnings and dividends. .

How do investors estimate the dividend growth rate beyond the three to five

year horizon of the short-term growth forecasts?
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A

For a long-term perspective of potential growth, investors rely on forecasts of the
broad economy. ‘Therc are sources for long-term growth estimates of this
country’s gross domestic product (GDP) that extend out more than 20 years.
Mathematically, a growth estimate rolled out over 20 years is for all practical
purposes a perpetuity in the world of discounting future cash ﬂows. Academic
texts and investment professionals use these forecasts in DCF models as a forecast
of potential long-term growth. GDP refers to the market value of all final goods
and éervices produced within a country in a given period. Nominal GDP (nGDP)
is that measure of goods and services which includes effects of price changes -
better known as inflation. Inflation must be included because the DCF analysis is
interested in the nominal required return or cost of equity, and investors’
expectations of inflation are contained in their required return. Keep in mind that
the “head-line” GDP reported in ’the-media is real GDP; GDP less the inflation

experienced over the measurement period.

Is it accepted practice to use nGDP growth estimates in the DCF model?

Yes, in the federal regulatory arena, similar to the responsibilities of the KCC, the
FERC uses nGDP to estimate the cost of equity, FERC has reviewed the issue of
long-term growth estimates used in DCF models; it took comments from
concerned parties that included state commissions, customers, investment
bankers, and interstate pipeline companies.® Testimony from these parties made it

clear that long-term estimates of nGDP are a common component of valuation

“analyses conducted by investment professionals. From that proceeding, FERC

concluded that long-term growth estimates of nGDP should be the estimate of

8 Transcript from Technical Conference held on January 23, 2008, FERC Docket PL07-2-000.
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long-term growth in the DCF models used to estimate required returns for
interstate pipeline companies because that is consistent with ipvestor behavior.’
In June of 2014, FERC concluded that the same methodology should be used in
setting the required returns for electric transmission companies.'°

Is there academic support for this issue?

Yes, valuation analysts have carefully considered the long-run growth rates used
to value assets. Using an incorrect growth estimate will lead to incorrectly
valuing an asset. Academic research supports has shown that nGDP growth
forecasts are an important input to valuation studies because the analyst has to
consider whether a company’s annual earnings can grow faster than the broad
economy. In two of his books devoted to the subject of asset valuation,

Investment Valuation: Tools and Techniques for Determining the Value of Any

Asset, 2™ Edition and Damodaran on Valuation: Security Analysis for

Investment and Corporate Finance, 2™ Edition, Dr. Aswath Damodaran discusses

the nature of a stable growth rate for DCF models. He argues for viewing
nominal economic growth as the absolute maximum when using a stable-growth
model, such as the DCF model we are using,

“The stable growth rate cannot exceed the growth rate of the economy in which a

firm operates, but it can be lower. There is nothing that prevents us from
assuming that mature firms will become a smaller part of the economy and it may,
in fact, be the more reasonable assumption to make. Note that the growth rate of
an economy reflects the contributions of both young, higher growth firms and
mature, stable growth firms. If the former grow at a rate much higher than the
growth rate of the economy, the latter have to grow at a rate that is lower.”
(Damodaran on Valuation: Security Analysis for Investment and Corporate
Finance, 2™ edition; Aswath Damodaran; p.148.

®Policy Statement, FERC Docket PL07-2-000 (April 17, 2008); FERC Opinion No. 486, FERC Docket
RP04-274 (Oct. 19, 2006).
1 Opinion No. 531; June 19, 2014; 147 FERC 61,234 para 36.
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“The growth rate of a company cannot be greater than that of the economy but it
can be less. Firms can become smaller over time relative to the economy. Thus,
even though the cap on the growth rate may be the nominal growth rate of the

.economy, analysts may use growth rates much lower than this value for individual

companies.” (Damodaran on Valuation: Security Analysis for Investment and
Corporate Finance, 2™ edition; Aswath Damodaran; p.159)

It is worth noting that Professor Damodaran cites the nGDP growth projection as
a ceiling for long-term growth in most valuation studies. Certainly there are
industries that will exceed the average for a period of time, but even for those
industries experiencing rapid growth, that would not continue forever. For

purposes of my analysis, it is not realistic to place a mature industry like electric

* utility services in a group of companies that should experience rapid growth over

an extended period of years.
In that discussion, your source states that nominal economic growth is a
ceiling for long-term earnings growth. Is the ceiling the appropriate number

for an investor to use when valuing a common stock?

- There is research that casts doubt on using the forecasted nGDP as the growth

ceiling in valuation studies as nGDP may actually overstate the growth potential
for a company’s earnings. Research by Bernstein and Arnott warns practitioners
that a portion of nGDP growth is created by new enterprises and that portion of

nGDP growth does not contribute to the earningé growth of existing enterprises.'!

n Earnings Growth: The two Percent Dilution; William J. Bernstein and Robert D, Arnot; Financial
Analysts Journal; September/October 2003, pp 47-55.

29




10

11

12 .

13
14
15
16
17

Direct Testimony of Adam H. Gatewood Docket No. 15-WSEE-115-RTS

Two important concepts played a key role in te bull wmarket of the 1990s.
Both represent fundamental [laws in logic. Both ave demonstrably wnfrite.
First, many investors belicoed that earnings could grow faster than the
macroeconomy. In fact, earnings must grow slower than GOP because e
growtl of existing enferprises contributes only part of GDP growth; the role
of entreprenenrial capitalisu, the creation of new enlerprises, is a key driver
of GDP growth, and it does nol contribute to the growth in earnings and
dividends of existing enterprises. During the 20th cenlury, growth in slock
prices and dividends was 2 percent less than underlying wacroeconontic
growth. Second, many fnvestors belicved that stock buybacks would perinit
earnirigs to grow faster than GDP. The fmportant metric is nol the volume
of buybacks, hotwever, but net buybacks—stock buybacks less new share
issuance, whether in existing enterprises or trough 1POs. We demonstrale,
wsing two methodologies, that during the 20th century, new share issiance
i many. nations almost always exceeded stock buybacks by an average of 2
percent or mote a year,

Does their view that nGDP growth is a ceiling on long-term earnings growth
exist outside of academia?

Yes, Bernstein and Arnott have both published in peer-reviewed academic
journals, books on investment strategy, as well as building careers in the field of
asset management and investment strategy. Furthermore, institutions directly
involved in asset valuation and asset management that apply valuation models to
analyze potential acquisition and merger transactions recognize that estimates of
firm-specific growth are a driver to the value of an asset; ovefstating gfowth
would cause a model to overestimate the value. These experts also warn of a
ceiling to earnings growth rates as being no more than that of broad economic
growth.

“Growth rate: Few companies can be expected to grow faster than the economy
for long periods. The best estimate is probably the expected long-term rate of
consumption growth for the industry’s products, plus inflation.” (Valuation:

Measuring and Managing the Value of Companies; Tim Koller, Mark Goedhart,
and David Wessels; McKinsey & Co; 4t ed; p275.)
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The following quote from J.P. Morgan Asset Management (JPMAM) addresses
the limits on earnings growth on a macro-level. This statement by JPMAM
addresses the macro or economy-wide measures of profits and it is consistent with
the firm-specific view expressed by asset valuation experts in that analysts must
be aware of the forecasted growth rates applied in valuation models and how
those growth forecasts comport with broad measures of forecasted economic
growth.

“One common mistake is to assume that earnings and dividends received by
investors can grow in line with—or even in excess of—overall economic growth
(GDP) in perpetuity. Granted, it is almost a truism that aggregate earnings must
grow at the same pace as the overall economy in the very long run, otherwise,
profits would eventually outstrip the size of the entire economy or dwindle to an
insignificant share of it. But not all of this earnings growth accrues to existing
shareholders. On the contrary, a large portion of economic growth comes from
the birth of new enterprises. Some commentators suggest (for example, Bernstein
and Arnott, 2003; Cornell, 2010) that new enterprises account for more than half

‘of GDP growth in the US., while in some rapidly developing economies new

enterprises may account for the lion’s share of overall economic growth.” (Long-
term Capital Market Return Assumptions: 2015 Estimates and Thinking Behind
the Numbers; J.P. Morgan Asset Management; p.25
https://am.jpmorgan.com/lv/institutional/ltcmra)

Do you believe this information justifies incorporating long-run nGDP

growth forecasts in cost of equity analyses of utility companies?

Yes, in a general rate proceeding such as this, the Commission is attempting to
ascertain the discount rate investors apply to the future cash flows from an
investment in these utilities; therefore, the Commission should emulate investors’

analytical practices as much as possible to determine their discount rate.” As noted

‘above, investment professionals include a long-run growth forecast for the general

economy when applying valuation models like the DCF and capital asset pricing
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model, and that measure of macro-economic growth serves as the upper bounds of
a firm-specific analysis. Therefore, the Commission should consider that same

information.

DCF Results

A Please discuss the results of your DCF analysis.

Q The results of my DCF analysis appear in the following table. As I have set out
the foundations for the DCF analysis in the previo‘us pages, in this section I will
discuss the specific information that I relied on for the DCF model and interpret

the results.
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served lowstock price
growth rate, average of long-run and short-run forecasted growth
end Yield + Growth R:

To calculate the expected dividend, I multiplied the reported 2015 annual
dividend by the forecasted growth rate to move the current 2015 di;/idend ahead
one full year so as to reflect the expected dividend rate in-year one. The data for -
each proxy company is shown on Schedule AHG-7. That 2016 annual dividend is
divided by the pricing data gathered for each of the proxy companies from the
.time period of March 1, 2015, through May 31, 2015, on a weekly basis. .The
high and low prices for each week are shown on Schedule AHG-6. The low

dividend yield is computed using the expected 2016 dividend divided by the
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average of the weekly high prices while the high dividend yield is computed using

the weekly low prices.

Q How did you arrive at a growth rate for each proxy company?

The growth rate is the average of the short-term growth rates'? and the long-run

forecast of nGDP of 4.38%. Schedule AHG-8 summarizes all of the observed

growth forecasts; both historical and forecasted.

... Summary of GrowthRates
! | i 1 { | -
VU I A . }_ SR N [ P
Value-Line Historic Data i . .. Forecasted Earnings Growth Rates
v :

| FactSet |

CMS Energy Corp B

iAvisaCom

0.50%| __1150%  7.50%] ~ 650%| | _ 400%|

0.00% 23.50%;.

Pinnacle West Capital Corp

Xcel Energy Inc

Consolidated EdisonInc, _ {E
. |DominionResources Ine

- 300% ;

Co. iPOR

| WestarEnergyIne . _{WR

. v %l | 350%| 400% 470%[
2.50%; 4

Q What are your observations of the short-run growth forecasts?

A The average of the short-run growth forecasts for the proxy group is-5.12% with a

2 For each proxy company, I gathered four short-run, three to five year growth forecasts - earnings and
dividend growth projections from Value-Line Investment Survey, analysts’ earnings growth projections
reported by FactSet through SNL Financial, and earnings growth projections reported by Thomson
Financial Network reported by YahooFinance. FactSet and Thomson Financial Network aggregate
analysts’ earnings forecasts and report the mean of those estimates. Value-Line produces its own growth
forecasts and publishes on a quarterly basis. The Value-Line report for each company appears in Schedule

AHG-5.
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range of 2.50% to 6.90%.

How do the forecasts compare to historic growth rates realized by the proxy
group?

As you can see in the previous table, the averages from each forecast source fall
under the ten year historic averages and are greater than the five year historic
averages. All of the growth forecasts ‘are positive although there are several
individual observations of negative historic growth for both the five and 10 year
periods.

How did you estimate long-run nominal GDP growth?

I averaged the long-run nGDP forecasts of the Energy Information‘Agency (ETA)
in its 2015 Annual Energy Outlook and the Social Security Administration (SSA).

Both forecasts extend to 2090.

Nominal GDP Forecasts

Energy Information Administration--
2015 Annual Energy Outlook (2013 - 2090)
4.25%

Social Security Administration--
2014 Annual Report to the Board of Trustees 4.50%
of OADS] (2014 - 2090)

Average 4.38%

These two forecasts are consistent with the other long-run forecast for real GDP
shown in the following table, as both the EIA and SSA forecasts of nominal GDP
incorporate an inflation forecast of 1.8% to 2.0%, thus expecting real growth in
the range of 2.4% to 2.6%. The following table is taken from EIA’s 2014 Annual
Energy Outlook. The first two lines contain EIA’s forecasts frém 2014 and 2013

respectively. Like the EIA and SSA, the Office of Management & Budget
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(OMB) and Congressional Budget Office (CBO) are agencies of the U.S.
Government., ISH Global Insight and INFORUM (University ‘of Maryland) are
subscription services and, of course, ExxonMobile is one of the ‘largest
corporations in the world. From a diverse group of interests, there is some
consensus that long-run economic growth in real terms will be in the rangé of
2.5%. Applying the 1.8% to 2.0% inflation forecasts would result in a nominal
growth rate of 4.3% to 4.5%. This is in stark contrast to Mr. Somma’s growth
forecast of 5.62% in his DCF analysis and 11.28% growth used in his CAPM,;
both dramatically exceed the consensus forecasts from these seasoned,
professional services. Mr. Somma’s 5.61% nGDP is built on his unsupportable
belief that real GDP will grow at an annual rate of 3.27%, which is about 100

basis points greater than any of these professional forecasts.

" Table CP1, Comparisons of average annual econormnic grovwwth projections, 2012-40
Average annual percentage growth rates
Projection 20122015 2012-2025 2025-2040 2012-2040
AEQ2014 (Reference case) 28 25 24 24
(it ihbovtsihautos SN o s 7 E— a5 :

INFORUM (November 2013) Y
I
TIEA (2013 _ 28 28 -

EAco) A R

T e B e B

S app“ca.b',e.: e e e e+ e
. *OMB and CEO projections end In 2024, and growih rates cited are for 2012-24, AEO projections end in 2040.
YIEA publishes U.S. growth rates for certain intervals: 201115 growth is 2.6%, 2011-20 growth is 2.8%, and 2011-36 growlhis 2.4%,

CcP-2 U.S. Energy Information Administration | Annual Energy Outlook 2014

This table was published in the 2014 edition of the Annual Energy Outlook. The
2015 did not contain a similar table. A check of ExxonMobil’s 2015 Energy
Outlook indicates its forecasts for GDP growth are 10 basis points higher than
those published in 2014. I have not found any evidence that growth projections
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Q

shown in this 2014 table have changed significantly.

How is the long-run nGDP forecast applied in your DCF analysis?

The long-run nGDP growth forecast of 4.38% is averaged with the short-run
growth forecasts. The result is the sustainable growth estimate used in the DCF
calculations for each of the proxy companies. In my analysis, I give equal weight
to short-run and long-run growth forecasts. The weighting is certainly debatable.
At FERC, in both natural gas pipeline and electric transmission rate cases, the
short-run growth is afforded a two-thirds weighting. In the regulated electric
utility industry, there is seldom a dramatic difference between a well-reasoned
short-run growth estimate and a sound long-run forecést of nGDP, so the
weighting is not going to cause a significant change in the results. Regardless of
the small difference, a long-run nGDP estimate is one component of any sound

DCF analysis, as it recognizes the upper-threshold of growth potential. -

Internal Rate of Return Analysis

Q

A

Please discuss the internal rate of return (IRR) analysis that you performed.

An IRR analysis of an investment is a form of a discounted cash flow analysis,
only with a more cumbersome equation than the Gordon Growth Model that we
applied in the previous section. In the age of spreadsheets, the IRR equation is
not that much harder to manage than the dividend yield plus growth DCF model,
and as the IRR model allows us to apply the growth forecasts to their respective
forecast periods, the IRR model provides important information to policy makérs.

In the IRR analysis, we are able to apply the five year growth forecasts to the
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intended five years of dividends with the remaining years growing at the long-run

nGDP forecasted growth rate.

The IRR calculations appear in Schedule AHG-9.

The following table

summarizes the results of the IRR. Recognizing that the short-term growth

forecasts are given much less weight than in the DCF analysis, the average for the

proxy group in the IRR analysis is about 20 basis points higher than the DCF

results.

] ConsohdatedEdlson e

JTECOEnergy 1 10.01%;

.| WestarEnergyIne 1.

| Xcel Energy Inc
i

) N rthW tem Corp
{OGE Energy Corp

. iPortland General Electric Co

___ Internal Rate of Re

..|DominionResourcesIne _ - |~ 8.64%]

Pacific Gas andElectnc Co U 835wl
___iPinnacle West Capital Corp

9 Capital Asset Pricing Model Analysis

10

11

Q

A

Please describe the capital asset pricing model (CAPM).

The CAPM offers an explanation of the positive relationship between risk and
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ROR required by investors.'* It is appealing to regulators because it meets the
legal standards I discussed as it incorporates current data from the financial
markets and the unique risks of the utility in question.

Ke=Rf+Beta(Rm-Rf) or
Ke =Rf+ Beta (Rp)

where:
Ke=  required return on equity
Rf= return on the risk-free security
Rm= expected return from the market
Rp=  risk premium required by investors to purchase common stocks

instead of risk-free securities often calculated as Rm - Rf
Beta= volatility of the security’s or portfolio’s return relative to the
volatility of the market’s return

Rf
The Rf estimate is the interest rate investors believe represents a riskless return.

Although it is a simple concept, the answer is not universally agréed upon. The
90-day U.S. Treasﬁry Bill yields are used as the risk-free rate because they
possess no default-risk and the timé to maturity is short enough to minimize risks
from inflation. The 30-year U.S. Treasury’Bond is also used as a risk-free rate of
return. This is not uhiversally accepted because the value of U.S, Treasury Bonds
fluctuates as interest rates change. An investment in U.S. Treasury Bonds is a
risk-free investment if the investor plans to hold it until maturity. The risk-free
instrument chosen will have an effect on the results of the CAPM analysis.
Whichever instrument is selected, it should be used consistently in the equation.

Beta
The beta coefficient measures the volatility of return earned by the utility’s stock

relative to the volatility of the returns earned by the broader equity market. The

B The theoretical support for the CAPM is the work done by Harry Markowitz (“Portfolio Selection,”
Journal of Finance, March, 1952). W.F. Sharpe added the concept of a risk-free rate of return to the
Markowitz model (“A Simplified Model of Portfolio Analysis,” Management Science, January, 1963).
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broad equity market is frequently measured using the S&P 500 Index. This
measure provides a look at the risk and volatility of a stockArelative to other
investments. A stock with a beta of one is just as volatile as the market, .5 and the
stock is half as volatile as the market, and 1.25 it is twenty-five percent more
volatile than the market.

Rm is the expected return on the stock market as measured by a broad market

index such as the S&P 500. This represents the total return consisting of the price
change of the index plus dividends earned for the year.

Rp
The risk premium is the difference between investors’ expected return from the

stock market and their expected return from the risk-free investment over the
same time period. The risk premium is written as Rm-Rf. The market return and
the risk-free return should be taken from the same time period so as to accurately
measure the additional return required by investors to take on the risk of common
stocks over the risk-free investment. Rp is calculated using the historic market
returns discussed above and the historic returns on U.S, Treasury Bills or Bonds
from the same time period.

Please discuss your CAPM analysis.

I took two distinct approaches to the CAPM analysis. 1 performed one analysis
using historic measures of returns from the stock and bond markets and a second
analysis using forecasted returns. The results using historic returns are drastically
higher; 9.20% compared to 6.64%.

Both forms of my CAPM analysis incorporate the beta coefficients for the proxy
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group. As you can see in the following table, the average for the group, as well as
Westar, is 0.75 meaning the total return of the proxy group on average is about
75% of the broad market. This is a clear indication that electric utilities like
Westar and the proxy group are less volatile than the broad stock market, and

investors expect a return lower than that expected of the market.

IAlletelnc
Alliant Energy Corp

JAmerenCorp - .
American ElectricPwrCo
ifvistaCorp . . B
|CMSEnergyCorp . _i{CMS
| | Consolidated Edison Inc _

.\Duke Energy CorpNew . |[DUK | 0.60
|Edison International
ElPasoElectricCo ~ JEE ! 0,70
| |Empire District ElectricCo  |EDE | 0.7(

| Great Plains Energy Inc GXP 0.85].
IDACORP-Inc . MDA i 080

_|NorthWesternCorp, . NWE 1 070
|OGE Energy Corp .
_|Pacific Gas andElectric Co,  'PCG  _ j_0.63]
| Pinnacle West Capital Corp _[PNW___ | 0,70

| | Portland General Electric Co. POR | 0.80;
TECOEnergy . 1B | 085
(WestarBrergyIne  {WR | 075|
Xcel Energy Inc XEL 0.65i

Source: Value-Line Investment Swvey 1 |

i !

Please describe the forecasted-CAPM analysis.

For the forecasted-CAPM, I relied on the expected returns published JPMAM in
its annual publication, Long-Term Capital Market Assumptions. JPMAM
publishes 10 to 15 year forecasts of expected returns on dozens of investment
asset classes. What is unique about this prodﬁct is that JPMAM publishes not

only the forecasted return, but also an extensive discussion that explains how they
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1 arrived at those forecasted returns.’* JPMAM provides the following discussion
2 of how it uses the long term capital market return assumptions (LTCMRA) in its
3 own business as well as its intended audience. As you can see in the following -
4 table, JPMAM forecasts an annual return on common stocks of 7.60%. The
5 Commission should compare this forecast to Mr. Somma’s expectations for the
6 stock market; he expects annual returns of 13.25%. Mr. Somma’s expectations

7 are far above the expected.

How do investors use the LTCMRAS?

The Long-Term Capital Market Return Assumptions are used widely
by investment teams throughout J.P. Morgan Asset Management as
well as by institutional investors—including pension plans, insurance
companies, endowments and foundations—~to ensure that
investment policies and strategic asset allocations are developed
based on a comprehensive and consistent set of “real world” views.
In addition the LTCMRAs allow the resulting investment
characteristics and return profiles to be tested and analysed,
facilitating a more effective communication and underwriting of the
‘implied risk and return profile.

When used, as is most often the case, to review an existing strategic
asset allocation, the LTCMRASs can help investors to better assess
and quantify the trade-offs available to them across multiple
dimensions. These trade-offs include; the relative risk premia
between more and less volatile assets; the risk premia associated
with investing outside of their own domestic asset classes: which
opportunities exist to increase portfolio diversification; and which
nominal or real return target is achievable with a given leve! of
portfolio volatility and vice versa,

8

9 Following the calculations and inputs through the CAPM equation in line 2 of the
10 following table, the forec;sted return on a risk-free investment, 10 Year U.S.
11 Treasury Bonds, is subtracted from the expected return on comnioﬂ stocks

14 Long-term Capital Market Return Assumptions: 2015 Estimates and Thinking Behind the Numbers; I.P.
Morgan Asset Management; p.7; https://am.jpmorgan.com/lu/institutional/ltcimra
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resulting in a risk premium of 3.19%. This risk premium is essentially the
additional return necessary to induce investors to take on the added risk associated
with common stocks over the risk free investment. The beta coefficient is applied
to the risk premium to ascertain how much of a risk premium is necessary for
investors to, in this instance, take on risks of investing in electric utility stocks as
opposed to the risk free U.S. Treasury Bond. As the electric utilities like the
proxy group and Westar are less risky than common stock in general, their risk

premium is 2.39%.

Capital Asset Pricing Model -- Forecasted Risk Premium

Proxy Group & Westar
. . DR - ol - .y e Beta .- ———
et D Forccﬂs edRetums OnCOmmon Stocks L TE0% L
.1 .2){Forecasted Total Return on 10 YearTBonds - 4.41%
L3A9%L

4B BetaCOeffcwm I R 0751 . .
-' |

1 DIF u@r Annual Retum Arrthmctlc return onstogk§ fq_r__l_glrgc compames I
o byJP MorganAssetManagement 2015 Edition. 1 | .5,

1. 2)Forecasted 10 to 15 Year Annual Return Arrthmetlc return on intermediate term

~ Resultmg rxsk premrum (1-2) . o
4) Beta coefficient 0f(.75 for the Proxy Group and Wcstar (chorted by Value-Lme)

__O)E Forecasted chld on 10 year U. S Treasury Bonds Forecastedby .

_|J.P. Morgan Asset Management2015 Edition; Fixed Income Assumptlons Exhxbxt 2 p 56

; i s ‘. i l i
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The expected risk free yield of 4.25%" is added to the beta specific risk premium
to arrive at the cost of equity for the given beta coefficient of _6.64% 100 basis
points less than the returns JPMAM is forecasting for the broad stock market
indexes. These results appear low by historical measures, although in the current
capital markets investors in Westar, long-term bonds are purchasing bonds with
the expectation for returns or around 3.80% to 4.00% in March 2015 through May
of 2015.
Q Please discuss the historical-CAPM analysis.

I performed a CAPM analysis incorporating historic data of returns earned from
1926 through 2014. The process is the same as that applied in the Forecasted

CAPM.

15 IMAM is one source for forecasted data. Another source is the Survey of Professional Forecasters
published by the Federal Reserve Bank of Philadelphia; https://www.philadelphiafed.org/research-and-
data/real-time-center/survey-of-professional-forecasters/2015/survg115.cfim

At page 17 in the February 13, 2015, edition the Survey, it is reported that for the next ten years, the mean
expected annual return on the S&P 500 Index is 5.79% (20 forecasts) while the mean expected yield on 10
Year Treasury Bonds is 3.91% (25 forecasts). Forecasters project annual growth in real GDP over the next
ten years 0f 2.51% and an annual inflation rate of 1.83% to 2.03%.
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N } ol 7{‘4
!
|

f5) Risk Premium 1

I 2
iR

4B
)
__9)H
_DFe

_ Soulces 1 |

. Ibbotson SBBI 2015 Classxc Yearbook & Value-Lme Investment Survey

N
| | ;

° H H i

__Capital Asset Pricing Model -- Historic Risk Premigm
_ Based on Histeric Risk Premiums from 1926 to 2014

1 e b Proxy Group & Westar 1

N I S

Beta B T R T roppe, e

_ 1)|Total Returns on Common Stocks 4 |
_.2)|Total Return on GovernmentBonds |

A210%| )
6.40% B T P R .

) __3)_Rensulting‘Ris_lsPrﬁmiumi” TR SRR
__4)|Beta Coefficient | . x

LETO%
0.75

6)|Yieldon GovernmentBonds |+

VAR L
5.12% B I T T TR PP PRy

C9A40%| L

Keep in mind that, in relying on historic data, we are assuming that certain trends

observed in the past will continue in the future.

Most notably, we would be

assuming that the historic risk premium relationship observed in the returns on

common stocks versus the returns on U.S. Treasury Bonds continues in the future.

The historic risk premium is 5.70% which is drastically greater than the 3.19%

risk premium expected by professional forecasters and institutional investors.

That difference is an indication that institutional investors and professional

forecasters do not expect the future nominal returns to be as great as those

experienced in the past.
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Staff Response to Mr. Somma’s Direct Testimony

>

=)

What is the ROE Westar is requesting?

Westar is requesting an ROE of 10.00%.

How did Westar arfive at a cost of equity estimate of 10%?

Westar witness Anthony Somma provided a cost of equity analysis. His findings

are summarized in this table which is from page 63 of his testimony.

Table 11
Adjusted ROE Recommendation
Range Weight Weighted Range
DCF Results 5.47% 9.52% 50.0% 4.74% 4.76%
) Forward CAPM Results 10.86% 11.76% 25.0% 2.72% 2.94%
Risk Premium Rasults 10.33%  10.38% 25.0% 2.58% 2.60%
10.03%  10.30%
Issuance Costs 0.12% 0.12%
Adjusted ROE 10.15% 10.42%

His cost of capital study arrives at a range of 10.00% to 10.30%. As you can see
in the table, Mr. Somma places greatest weight, 50%, on the DCF analysis. He
weights the results of his CAPM and Risk Premium at 25% each.

Generally, what are your criticisms of Mr. Somma’s analysis?

Mr. Somma’s DCF analysis assumes an unsustainably high growth rate, adjusting
that growth rate to a level that reflects the realities of the current and prospective
economy lowers the result closer to Staff’s DCF analysis. Mr. Somma’s CAPM
and Risk Premium analysis contain too many points of disagreement at both the
theoretical and application level, that I rgcommend the Commission piace no
weight on them.

Is it reasonable to expect corporate earnings and dividends to grow at a rate
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that is so much greater than forecasted nGDP?

A No, it is not a reasonable expectation. As I explained earlier, there is a
considerable amount of both academic research and professional application of
the DCF model that discuss the growth rate issue. The research from both realms
is very clear: the brgad measure of economic growth, most always defined as
nGDP, is a necessary limit on dividends and earnings growth.

Q Did you uncover any other evidence that Mr. Somma’s CAPM analysis
overstates investors’ required returns?

A Yes, there are obvious indicators in Mr. Somma’s CAPM. For instance, the
required return on the market is very high and well above reasonable
expectations. Mr. Somma’s CAPM assumes that the annual average return on the
S&P 500 Index will be 13.25%. His forecasts for the equity market far exceed
historic return of 12.10%® and far exceed the expected returns for the future, As
a point of comparison, J.P. Morgan Asset Management forecasts an annual return
of 7.60 to 8.80% on common stocks over the next 10 to 15 yeau:s.lA7

Q Does Mr. Somma’s CAPM analysis provide the Commission with useful data
to estimate Westar’s cost of equity?

A No, it does not. The Commission should not place any weight on Mr, Somma’s

CAPM analysis as I have demonstrated that the inputs are not representative of

the capital markets and would not be relied on by investors.

1 Historic total return on the S&P 500 Index from 1926 through 2014 as reported in Ibbotson SBBI 2015
Classic Yearbook, Market Returns for Stocks, Bonds, Bills & Inflation; Morningstar.

" Long-Term Capital Market Return Assumptions: 2015 Estimates and the Thinking Behind the Numbers.
https://am.jpmorgan.com/us/institutional/ltcrara
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Response to Westar Proxy Group

Q

Do you agree with the proxy group Mr. Somma used in his cost of equity
analysis?

No. Mr. Somma incorporates a market capitalization selection parameter that I do
not use in my selection,

Do you believe the proxy group is a cause of the difference in ROE estimates
between you and Mr. Somma?

No, it is unlikely the cause of the difference as all of Mr. Somma’s proxy
companies are in my analysis and, generally, except for the market capitalization
parameter, his selection criteria is similar to those that I used. Given these
sirnﬂ;rities, I will not spend time rebutting his proxy group.

To be clear, are you using the same proxy group as Mr. Somma?

~ No. My proxy group is larger, consisting of 22 electric utilities, and it includes all

12 of the electric utilities in Mr. Somma’s proxy group.

Response to Westar DCE Analysis

Q

On page 45 of his direct testimony, Mr. Somma states that his DCF analysis
results in a mean of 9.47% and a median of 9.52%. Why are his estimates so
much higher than your DCF analysis?

There are two reasons for the difference: 1) the growth rates he selects; and 2) his
exclusion éf the results of one company. Mr. Somma shows the result of his DCF
analysis in Table 3 on page 45 of bhis testimony. Oddly enough, there are no
tables in his Direct Testimony that show his specific inputs for his DCF model,

that information only exists in his work papers.
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Why do you disagree with the growth rates in Mr. Somma’s DCF analysis?

I disagree because he reIiQS solely on three to five year earnings growth forecasts
for his estimate of growth in his DCF model. Throughout his testimony, he refers
to securities analysts’ three to five year earnings growth forecasts as “long-term
forecasts.” His methodology is contrary to the fundamentals of the DCF model
which views gro§vth prospects well beyond Mr, Somma’s three to five year
horizon.

I discuss growth rate selection for the DCF model earlier in my testimony.
Research demonstrates that securities valuation theory and its practical
application of the DCF model demands a long-term view of growth. Whether the
practitioner uses a two-stage DCF model, as I have or single stage DCF model as
Mr. Somma has done, the practitioner has to recognize that the DCF model
demands a long-term growth projection; a growth estimate that goes beyond the
three to five year window of analysts’ earnings growth forecasts.

What are the sources for Mr. Somma’s growth estimates?

He obtains three to five year forecasts of earnings growth from Value-Line
Investment Survey, Thomson Reuters, and Bloomberg. I do not object to any of

these sources for earnings growth rate estimates. I only object to Mr. Somma’s

" position that market participants use a three to five year forecast as that which

continues far beyond that time period.'®
How do his growth forecasts compare to historic growth rates for electric

utilities?

18 His DCF calculations and the inputs to his DCF analysis appear only in his work papers (KCC #85).
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A

 inputs.

Mr. Somma does not provide any sort of review, analysis, or historical context for
his growth rates, nor does he even disclose the growth rates in his testimony.
Which is an odd presentation when he in fact acknowledges that the growth rate
in the DCF model is “...the most .signiﬁcant area of controversy among model
19 Despite his acknowledgment that this is a critical input to a DCF
model, he never provides any historical context for this critical input.

You stated earlier that a 4.38% annual growth in nGDP is forecasted for the
coming decades. How does that compare to the growth rates Mr. Somma
uses?

As you can see in the following table, the average three to five year annual
earnings growth forecast for Westar’s proxy group is 5.86%; significantly greater
than the forecasted growth rate for the economy. Mr. Somma never attempts to
explain why it is reasonable for us to assume that his proxy group of electric

utilities will grow at a rate so much greater than the U.S. economy for many

decades into the future.

1 Somma Direct 15-WSEE-115-RTS; p43; line 1.
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lavistaCorp
_.|GreatPlains Energy Inc .. |.
_|AllantEnergy Corp

_ |PNM Resources Inc
__|Pinnacle West Capital |  4.48%)|
..Portland General Electric Co |  7.23%| _
_{TECO Energy

.| Source: Response to KCCDR#85_ |
|

You stated earlier that you disagree with the removal of IDACORP, Inc.
from the DCF results. Why do you disagree?

Mr. Somma concluded that the DCF outcomes for IdaCorp were too low to be
logically representative of the capital markets, so he removed that result from the
average. Mr. Somma stated that he removed IdaCorp from the average because
its DCF results “...yielded a return on equity lower than the cost of debt that

»2  While that statement is true, it is not a reason for

Westar is requesting.
removing that observation from the average. For an appropriate comparison, Mr.
Somma should be looking to the market cost of debt in the current capital markets
as opposed to the embedded or Aistoric cost of debt. In the time period in which
Mr. Somma gathered pricing data, the yield on Baa/BBB rated utility debt was

about 4.30%. Thus, by a measure of current, market derived bond yields, the

0 Somma Direct p44
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estimates for IdaCorp should remain in the analysis. Leaving IdaCorp in the data
set lowers the average.
A test such as that applied by Mr. Somma is a common test used in cost of equity
studies as means to remove observations that are illogically low relative to other
investments. It is common place to assume to use observations on utility bond
yields as a benchmark. For instance, FERC has adopted a low-end limit of the
prevailing yield on utility bonds plus 100 basis points under the rationale that
investors would require a minimum risk premium of 100 basis points over the
available bond yield to induce them to purchase the common stock. As I pointed
out in the previous paragraph, the widely accepted benchmark is market yield; it
is not the historic or embedded yield as Mr. Somma relied on.

Q If Mr. Somma had incorporated a long-run perspective in his growth

~ forecast and in IdaCorp, how much would that change the results of his DCF

analysis?

A Giving the nGDP and his earnings growth rate forecast equal weighting would
lower the average of his DCF results 62 basis points. Shown in Table 3 on page
45 of Mr. Sommé’s Testimony, the average of 9.47% would decrease to 8.85%
which is comparable to the cost of equity estimates in Staff’s DCF analysis.

Response to Westar’s Capital Asset Pricing Model

Q Do you agree with the results of Mr. Somma’s CAPM analysis?
A No, I do not. His CAPM analysis does not provide an accurate picture of
Westar’s capital costs because of overly optimistic long-run growth rates.

Q What is the result of Mr. Somma’s CAPM analysis?
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A

Mr. Somma’s CAPM analysis indicates a cost of equity in the range of 10.86% to
11.76%.

Where is the growth rate applied in the CAPM?

In Mr. Somma’s CAPM analysis, the three to five year annual earnings growth
rate estimate is used to calculate the market return (Rm) used in the CAPM.
Thus, the growth rate is a couple layers deep into the CAPM equation, but
nonetheless it has a tremendous impact on the end result of the CAPM. The
growth rate is used to estimate the expected return on the S&P 500 stock index.
The expected return on the market index becomes the foundation for the
calculation of the individual company. If the foundation or Rm does not comport
with capital market theory and realistic valuation practices, then the CAPM
analysis on the individual company will be inaccurate.

What is the Rm supposed to represent?

In the CAPM the Rm is the return expected by investors through an index of the
stock market such as the S&P 500.

What does Mr. Somma claim the S&P 500 will return in the future?

Mr. Somma estimated that the S&P 500 will return 13.25% annually for many,
many years into the future; a dizzyingly high return that is even higher than the
often cited historic return on common stocks of 12,10% for 1926 through 20142
Economic growth for the foreseeable future is forecast to be significantly lower
than that experienced in those 88 years. This forecast for the S&P 500 is solely

his own. He does not provide any support for this estimate or provide any

2 Tbbotson SBBI 2015 Classic Yearbood; Market Results for Stocks, Bonds, Bills, and Inflation 1926-

2014; Mornningstar; p.40.
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corroborating studies indicating that market participants factor estimates similar
to his into their decisions. I have not come across any analytical_ work that could
support such a high return on common stocks in the coming decades.

How does Mr. Somma arrive at his forecast of a 13.25% annual return from
the S&P 500?

He performs a DCF analysis on each of the 500 companies in the S&P 500 Index.
The calculation requires a dividend yield and a long-run growth rate estimate to
apply to each company’s dividends. Just as with the DCF estimates for his proxy
group, the calculation of the dividend yield is relatively uncontroversial. It is his
growth rate estimates that cause an extraordinarily high cost of equity estimate.
‘What growth does he apply to each of the 500 companies?

Mr. Somma uses the annual earnings growth rate estimate obtained from

- Bloomberg, a source he also uses in his DCF analysis of his proxy group.

Bloomberg reports the consensus or average of analysts’ growth forecasts. These
are three to five year earnings growth rate projections. Consensus estimates are
an average of growth estimates made by analysts.

How does he apply the growth forecasts?

Mr. Somma’s calculations assume that the three fo five year earnings growth for
each company continues in perpetuity, forever. For any company with a negative
three to five year earnings growth forecast, he applied a gréwth rate of zero. That
is to say, he has biased his growth estimate by assuming that no company in the
S&P 500 will ever experience negative earnings growth. He did not provide any

support or evidence that market participants share his level of optimism. I have
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not evaluated the effect of Mr. Somma zeroing out the negative growth
projections; I find that to.be an unusual methodology to use in evaluating the
expected return for the market.

With that unique methodology that Mr. Somma applies, what is the growth
rate that Mr, Somma assumes for the S&P 5007

Mr. Somma expects earnings of the S&P 500 Index to grow at annual rate of
11.28%; more than two and a half times the expected growth rate of the nation’s
economy. Mr. Somma’s CAPM is highly dependent on this extraordinarily high
earnings growth forecast. Incorporat_'mg a growth forecast that is more in line
with expected long-run growth will lower the results of his CAPM analysis
proportionally to the change in forecasted growth. A growth rate estimate that is
more in line with expectations will result in a CAPM result that is closer to my
CAPM results.

Are there any notable data points in Mr, Somma’s S&P 500 index?

In Mr. Somma’s analysis the forecasted growth rate for ExxonMobile is negative
for the next three to five years. That is not surprising given the sudden drop in
energy prices; it is conceivable that the company could experience a contraction
in earnings for a period of time. Mr. Somma’s CAPM analysis assumes
ExxonMobile, the second largest publicly traded corporation in the world, will
forever have a growth rate of zero. Mr. Somma does not attempt to reconcile his
application of the CAPM with the reality of the financial markets. Under Mr.

Somma’s analysis, we would expect the price of ExxonMobile to collapse; it has
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not collapsed, it has declined in value as have most energy companies, but it has
not collapsed.

If Mr. Somma is projecting zero growth, ih lieu of the negative growth rate
reported by Bloomberg, why would ExxonMobile continue to have value and

continue to be the second largest investment vehicle in the world?

I would surmise that it is because investors do not apply growth forecasts in the
same manner as Mr. Somma has done throughout his analysis. Rather than
believing that analysts’ three to five year earnings growth forecasts are the sole
forecasts for valuation analysis, market participants likely recognize that
ExxonMobile’s three to five year growth forecast should not be used as an

estimate of growth in to perpetuity. That is why the stock has not collapsed and it

continues to be one of the largest corporations in the world. ExxonMobile is not

the only data point that exhibits a negative growth rate that was zeroed out by Mr.

Somma, there are several more examples in his analysis.

Response to Westar’s Risk Premium Study

Do you agree with the results of the Risk Premium study that begins on page
50 of Mr. Somma’s Testimony?

I disagree with using this type analysis in setting Westar’s allowed return because
this type of analysis has several shortcomings that cast doubt o’n the applicability
of the results. Although the data provides an interesting view of regulatory and

financial history, I recommend the Commission disregard it in setting Westar’s

allowed return.
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How is the risk premium study construeted?

Mr. Somma’s risk premium analysis is based on observations of allowed returns
granted by state regulatory commissions to electric utilities in litigated cases and
the yield on 10 Year U.S. Treasury Bonds prevailing at the time of the rate case.
From these observations, he established a relationship between the risk premium
(the allowed ROE granted by commissions minus the prevailing yield on 10 Year
U.S. Treasury Bond) and the yield on the 10 Year U.S. Treasury Bond.

Is this a new type of analysis for estimating the cost of equity?

Mr. Somma’s Risk Premium analysis is similar to that filed by several different
Kansas jurisdictional utilities in recent gas and electric rate cases. My criticism of
Westar’s risk premium analysis is the same as in those recent dockets. -

Is the reasonable return on equity for Westar equal to the return granted to
other utilities in other jurisdictions many years ago?

No, relying on the allowed returns granted to other ufilities in other jurisdictions
runs the risk of overlooking data in the present day capital markets, setting an
allowed return on what could be outdated information. At a minimum, such a
practice creates a degree of circular reasoning that could preclude a Commission
from setting an allowed return at any level other than some historic average when
current economic conditions call for something different. Hope and Bluefield
emphasize that an allowed return changes with changes in the capital markets,
‘What are your observations of Mr. Somma’s risk premium study?

The Commission needs to be cautious in using Mr. Somma’s risk premium study

because it does not comport with the framework set out in the Hope and Bluefield
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decisions, as there is no comparison of the risk of the electric utilities in the
historic data to the risk of Westar today. The Hope and Blueﬁeld decisions state
that an allowed return must be commensurate With risks on similar investments;
Mr. Somma’s risk premium study does not speak to that standard. It would be
comparable to merely performing a DCF analysis on all of the electric utilities,
without attempting to select a proxy group of comparable risk. Both I and Mr.
Somma recognize that electric utility companies are different from one another.
That is why both of us culled through many publicly traded electric utilities to
artive at our respective proxy groups that we believe are similar in risk to Westar.
Keep in mind that research publications such as Value-Line cover about 45
companies in the electric utility industry, from which Mr. Somma selected 12 as
being of comparable risk to Westar; an indication that he believés that electric
utilities are not of equal risk.

Have the electric utility industw and regulatory policies evolved and changed
over this period of time since 1980 that alters its risk profile?

Yes, I believe it has changed over this 35 year time period and Mr. Somma’s risk
premium analysis fails to recognize any changes to the industry as merely
plugging in a recent interest rate does not measure changes in risk. For instance,
rate design, and trackers/riders/pass-through mechanisms have evolved over the
past two decades; these mechanisms lower the risk of utilities by shifting risk to

the consumer. Mr. Somma fails to account for such changes in the industry.

' Equally important as those formal mechanisms used in Kansas is this Staff’s

willingness to update Westar’s rate base well beyond the test-year balances which
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is a tremendous benefit to Westar. Mr. Somma does not offer his thoughts on
whether the Kansas regulatory mechanisms and post-test-year updates are the
norm for the industry either now or over history. Thus, based on Mr. Somma’s
Testimony we cannot know whether those observations in the 1980’s and 1990’s

provide us with a risk premium measure that is applicable today.

‘Risk premium studies such as these provide some historical perspective of the

changes in capital costs that occurred in the past three decades and, for that reason
alone, a review of the data is interesting. The findings in this risk premium
analysis are not compelling evidence because there is no distinction of risk among

the observations in the data.

Response to Westar’s Request for Flotation Costs

Q
A

Has Westar requested recovery of flotation costs as part of its cost of equity?
Yes, Mr. Somma has requested an additional 12 basis points to recover the
flotation costs associated with issuing equity capital.

Does Staff support the recovery of such expenses added to the allowed return
on equity?

No. Staff does ‘not support inclusion of flotation costs in its cost of equity because
Westar has not attempted to quantify the amount, if any, of unrecovered costs
associated with it issuing common equity.

How much does Westar’s adjustment collect in flotation costs?

In the following table, I calculate the annual revenue requirement of Westar’s

pfoposed 12 basis point adjustment to recover flotation costs.
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Quantlficatlon of Westar's Proposed Flotatlon Cost AdJ ustment o

18 5062804912 |
53%
2,683,286,603 |

BE

otatior b 02%
|Tax Gross Up Factor | 06667, |
_{Pretax Flotation Cost Collected in Rev Req 0.18% -
_|Annual Flotation Cost Charged to Westar Consumers 1§ 4,829,674 |

| | |
Westar does not quantify the dollar amount of this element on the revenue
requirement, nor does it explain why recovering this expense through the cost of
equi‘oy is efficient. I contend that it is not efficient because the cost of equity has
to be grossed up to recover the associated income taxes.

Is there a more efficient way to recover those costs?

- Yes, simply track the actual costs, and include a pro forma adjustment to the test

year operations to include those costs as an expense in the rate case. We could
certainly spread recovery of those costs over a several decades.

If the Commissioo follows past practices and allows Westar an allowance for
flotation costs, does Mr. Somma’s estimate of 12 basis points comport that
practice?

Yes, it does, as he has applied the flotation cost adjustment to common equity less
the retained earnings portion of common equity. Historically, flotation cost

adjustments calculated in this manor are in the range of 10 to 12 basis points.

Response to Westar’s Claim of Needing a Premium on its ROE

- Did you evaluate Mr. Somma’s claim that Westar could justify a higher

return due to its “small size”?
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A

Yes, the issue of higher return or a premium to the allowed return .related to
“small size” is not new to the Commission, although I believe this is the first time
it has been made by one of our major utilities. The Commission is faced with this
argument from time to time in testimony from rural telephone companies in
Kansas Universal Service Fund audits.

Has the Commission explicitly agreed that small utilities require a premium
on their allowed return?

My recollection of the past decade is that the Commission has not explicitly
agreed with the concept of small utilities requiring a premium or higher allowed
return solely due to their rélative size. Those decisions have valmost exclusively
been in telecommunications cases dealing with regulated entities that are much,
much sfnaller than Westar. If the Commission is unwilling to accept the notion of
a small-size premium on those companies, there would be good reason not to
adopt such a premium for a much larger entity like Westar.

What is your pbsition on the small-size premium?

I have consistently opposed this type of adjustment because it is not a widely
accepted premise in public utility finance (or even finance generally) that size as
measured by capitalization is a determinant of risk. The data used to support the
notion of a small company risk premium has shown that there is a survivorship
bias. The survivorship bias stems from the fact that a larger proportion of small
companies cease to exist than larger companies. The studies supporting a small
co’mpany premium frequently fail to measure the full extent of the loss incurred

by investors in those small companies that disappear. Accurately measuring those
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losses has been shown to eliminate measured small company premium.
There is a tremendous amount of data mining that has taken place on this very
topic and similar beliefs of market inefficiencies some believe -create

opportunities for investors. Professor Burton Malkiel author of A Random Walk

Down Wall Street, addresses the measurement of a size premium along with
several other alleged measures of market inefficiencies in a 2003 journal article.
His conclusion is that if investors cannot replicate or exploit the alleged market
inefficiency, it likely does not exist. As this passage discusses, professionals have
attempted to profit from these alleged market conditions and it is not profitable.*

Many of the predictable patlerns that have been discovered may simply be the
result of data mining. The easc of experimenting with financial databanks of almost
every conceivable dimension makes it quite likely that investigators will find some
seemingly significant but wholly spurious correlation between financial variables or
among financial and nonfinancial data sets. Given enough time and mzissaging of
data series, it is possible to tease almost any pattern out of most data sets. Moreover,
the published literature is likely (o be biased in favor of reporting such results. -
Significant effects are likely to be published in professional journals while negative
results, or boring confirmations of previous findings, are relegated to the file
drawer or discarded. Data-mining problems are unique to nonexperimental sci-
ences, such as economics, which rely on statistical analysis for their insights and
cannot test hypotheses by running repeated controlled experiments.

An exchange at a symposium about a decade ago between Robert Shiller, an
economist who is sympathetic to the argument that stock prices are partially
prediciable and skeptical about market efficiency, and Richard Roll, an academic
financial economist who also is a portolio manager, is quite revealing (Roll and
Shiller, 1992). After Shiller stressed the importance of inefficiencies in the pricing
of stocks, Roll responded as follows:

I have personally tried (o invest money, my client’s money and my own, in
every single anomaly and predictive device that academics have dreamed
up. ... I have attempled o exploit the so-calied year-end anomalies and a
whole variety of strategics supposedly documented by academic research. And
I have yet to make a nickel on any of these supposed markel inefficiencies . .. a true
market inefficiency ought to be an exploitable opportunity. If there’s nothing
investors can exploitin a systemaltic way, time in and time out, then it’s very
hard to say that information is not being properly incorporated into stock
prices.

22 The Efficient Market Hypothesis and Its Critics; Burton G. Malkiel; Journal of Economic Perspectives;
Volume 17, Number 1, Winter 2003; pp 59-82.
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It is clear from the research on this issue that it is possible to dredge the data
banks and find instances where there was some measure of a premium, but
investors establish their required return based on risk and there are more reliable

measures of the risk in an investment than the size of the company.

Response to Proposed ROE Adjustment Mechanism

Q

At page 71 of his Direct Testimony, Mr. Somma describes an ROE
adjustment mechanism. Do you believe the Commission should adopt such a
mechanism?

No. I have reviewed Mr. Somma’s proposal. Staff’s objection to this mechanism
is not based on the nuances of Mr. Somma’s proposal; it is based on the
conceptual notion of an annual adjustment to a utility’s allowed return. Staff does
not support such a mechanism for Westar because it would set one critical
element of the revenue requirement for annual adjustment while there is no annual
adjustment for other kéy drivers of the revenue requirement. Additionally,
Westar’s allowed return is evaluated in each general rate case and, given the
current climate of heavy capital expenditures there have been and will likely
continue to be, regularly filed general rate cases. I want to emphasize that
Staff is opposed to such a mechanism. If the Commission has an interest in it,

Staff recommends that it be considered through a generic proceeding where

“record is developed for the Commission to assess how this policy change would

affect the diverse group of stake-holders in Kansas.

22 Capital Structure

23

Q

Have you reviewed the capital structure proposed by Westar?
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A

Yes, I reviewed the capital structure Westar proposed in Section 7 and addressed
in the Direct Testimony of Susan M. North. Westar calculated its ROR using a
capital structure based on the test year ending September 30, 2014, applying
adjustments to reflect projected balances to December 31, 2014, and then pro
forma adjustments so that the capital structure reflects what it believes is a picture
of its capitalization beyond the test year. Staff is accepting of post-test year

adjustments to capital accounts as these are relatively easy to verify.

| ! i i ] ’

Used in the ROR

. |Geplember30, 2014 | Decemberdi, 2014 | ProForma_ | ProForma |

Totals - Adjustments Adjustments December 31, 2014 | _ Ratlo |

ILonglermDebt_ | § _ 3.215356,008 ] 49.29%| 8 __183,0661% (125000000[ § ___3,090,539,104 | _ 46.25%
IComemon Equity | §_ 3,264878,394 | 50.05%! " 28,977,610| % 254,489,857 | $ | 3,549,345,861 |  63.12%]
Post 1870 ITC $ 42,801,587 0.66%! $ (782,217)i $ - $ 42,019,370 0.63%!

S 5523036019| 1§ 29378 459|$ 129469857 |$ _ 6,681,9043381 |

Do you agree with the capital structure proposed by Westar?

Generally, yes. I would only note that the proposed equity ratio is high relative to
Westar’s equity ratio reported in the past. It is not outlandishly high, but it is
higher than that seen for more than a decade. As the difference is merely a couple
percentage points difference than the historic observations, I am not proposing
any.adjustment to the cépital structure. Staffis using Westar’s capital structure as

shown in Section 7 of Westar’s Application.
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Equity Ratio

o 2010 2011 2012 2013 2014
_{DebtRatio | 5346%|  49.46%|  SLI%I  50.76%| _ _ 50.60%)|
_\EdquityRatio | 46.54%| . 5054%|  4889%| . 49.24%| _ __ 4940%]
r
I
Cost of Debt
Q What is Westar asking to recover as its cost of debt capital?

A In Section 7, Schedule 7-C Westar calculates an embedded cost of long-term debt

of 5.687%.
Q Do you agree with Westar’s cost of debt?
A Yes, that is the value that Staff will use to calculate the ROR.

‘Wolf Creek Decommissioning Trust Annual Accrual

Q Please discuss the Wolf Creek Decommissioning issues in this Docket?
A In this Docket, we are dealing with what is referred to as Phase-Two of the

triennial review of the Wolf Creek decommissioning cost estimate. In Phase-One
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of the review, the Wolf Creek Owners submitted a decommissioning cost
estimate and a forecasted cost-inflation rate. Those two variables are used in
Phase-Two for each of the owners to calculate their annual accrual payment to its
decommissioning trust fund. The annual accrual payment is part of the operating
expenses recovered through their respective revenue requirements. Susan North
presents Westar’s proposal for Phase-Two.

What is Westar’s proposal for its annual accrual?

Westar has calculated an annual accrual of $3,150,070 to fund its portion of the
decommissioning costs. I disagree with Westar’s proposal.

Please describe the analysis.

The goal of the calculations shown in Exhibit SMN-1 of Susan North’s Direct

Testimony is to estimate how much Westar must deposit each year in a trust

‘account so as to have sufficient funds in the future to pay its share of

decommissioning Wolf Creek at the end of its operations. Westar’s analysis

incorporates ten variables to arrive at an estimate for the annual accrual.

¢ Decommissioning cost estimate set in Phase-One (15-WCNE-093-
GIE)

Decommissioning timing set in Phase-One (15-WCNE-093-GIE)
Remaining life of fund

Westar’s 47% ownership percentage

Kansas jurisdictional allocation factor

Trust fund investment mix

Trust fund management fees

Taxes on fund earnings

Earnings on fund investments

Current trust fund balance

2 Westar Energy owns 47% of Wolf Creek Nuclear Operating Corporation; Great Plains Energy owns
47%; and Kansas Electric Power Cooperative, Inc. owns the remaining 6%.
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Now that the Commission has adopted a Decommissioning Plan in Phase-One, all
but two of the variables are readily discernable. That is to say, for most of the
inputs there is not much latitude in what constitutes a realistic input. The two
variables, the trust fund investment mix and the earnings on fund investments, are
difficult and somewhat speculative to forecast. Fortunately, these forecasts are
reviewed every three years; they are not set once and for all. Future Commissions
will have the opportunity to make adjustments in the future as new information

comes to light.

Is the proposed investment asset mix reasonable?

The investment mix in Westar’s analysis is a reasonable approximation because it
presents estimated asset allocation parameters that are likely to appiy over the life
of the trust. Just as Westar modeled in Exhibit SMN-1, the investment mix
should change over time. The trust does not exist into perpetuity; it has a
definitive liquidation date and, at the end of its life, it is expected to achieve a
specific goal. Thus, as it nears the end-date, the portfolio managers should
increase the use of less volatile, fixed income investments so as to protect the
value. With the lower volatility investment vehicles comes a lower return.
Exhibit SMN-1 correctly models that facet of the investment strategy.

Are the forecasted returns reasonable?

I disagree with the forecasted returns that Westar used in Exhibit SMN-1.
W_estar’s forecasted returns are Built largely from historic returns from 1985-2013
fof the equity investments or historic risk premiums for this time period coupléd

with the current interest rate on the 30 Year Treasury Bonds for the fixed income

67




10

11

12

13
14

Direct Testimony of Adam H. Gatewood Docket No. 15-WSEE-115-RTS

Q

securities. My concern with a reliance on historic returns is that historic returns
embody a level of annual economic growth that is considerably higher than what
is likely in the future. It is generally the case that long-run projected returns on
both debt and equity investments are lower than those experienced in the recent
past. This trend is attributed to expectations for lower inflation relative to historic
averages and expectations for slower growth in GDP.

What data did you rely on to review the forecasted returns in SMN-1 and the
adequacy of Westar’s proposed annual accrual?

I relied on the 10 to 15 year returns forecasted by J.P. Morgan Asset
Management. As you can see in the following table, J.P. Morgan’s forecasts for
equity returns are much lower than Westar’s forecasts, and its forecasts for returns

on cash or short-term fixed income securities are higher than Westar’s forecast.

| f_' ) Companson :of._f Forecasted Re turns o ,'_ o o
} Westar* Forecasted** |
_{Large Capitalization Equities | =~ 11.40%  7.60%/

.iSmall Capitalization Equities | 10.27% . 8.81%
{International Equities L 1.65%  8.10%]|
_iCore Bonds (Corporates) | = 4.8%| = 4.95%]
\HighYieldBonds =~ i = 763% 640%)
\RealBstate 1 7T73% 8.17%)
|Cash & Equivalents E 0.98% 2.00%|

_1*As filed in the testimony of Susan North (SMN-1)

, *;*Aéééf,éiaﬁs_ ‘f_c'i'r.'e‘éa.sts_ of '1,0_ _td i 5_ year _éﬁtlﬁaiirétﬁ.rﬁs; 4

Long-term Capital Market Return Assumptions, |

|i2015 Edition (U.S.); J.P. Morgan Asset Management.
i l .

| |

Why do you believe it is reasonable to use the forecasts from J.P. Morgan to
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estimate the annual accrual?

This information v;fas prepared by JPMAM who manages investments globally.
As such, these forecasts represent -the expectations of an important market
participant that directly manages $1.7 trillion. As an asset manager, JPMAM
does not have an incentive to skew the forecasts, as doing so could harm its ability
to effectively manage client money. In its 2015 publication, it provides the
following discussion of how investors can make use of these forecasts.? Our
evaluation of the decommissioning trust and capital costs fall within JPMAM

intended use.

How do investors use the LTCMRAS?

The Long-Term Capital Market Return Assumptions are used widely
by investment teams throughout J.P. Morgan Asset Management as
well as by institutional investors—including pension plans, insurance
companies, endowments and foundations—to ensure that
investment policies and strategic asset allocations are developed
based on a comprehensive and consistent set of “real world” views.
In addition the LTCMRAS allow the resulting investment
characteristics and return profiles to be tested and analysed,
facilitating a more effective communication and underwriting of the
implied risk and return profile.

When used, as is most often the case, to review an existing strategic
asset allocation, the LTCMRAs can help investors to better assess
and quantify the trade-offs available to them across multiple
dimensions. These trade-offs include: the relative risk premia
between more and less volatile assets; the risk premia associated

‘with investing outside of their own domestic asset classes; which

opportunities exist to increase portfolio diversification; and which
nominal or real return target is achievable with a given level of
portfolio volatility and vice versa.

Precisely what changes do you propose making to Exhibit SMN-1?

My recommendation is to change the expected returns on the various asset classes

#Long-term Capital Market Return Assumptions: 2015 Estimates & Thinking Behind the Numbers; J.P.
Morgan Asset Management; p.7; https://am.jpmorgan.com/lw/institutional/ltcmra
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from those proposed by Westar to the expected returns presented in the JPMAM
study shown in the previous table. The market balance of Westar’s trust fund
needs to recognize income taxes that must be paid on the net amo.unt of the trust
fund’s unrealized gains as those taxes will have to be paid sometime in the future.
Recognizing the tax liability reduces the balance of the trust fund.’

What is the effect of those changes to the trust balance and expected returns?
Changing the returns increases the annual accrual from $3,150,070 'proposed by
Westar to $5,772,700.

How has the trust performed?

Westar’s Decommissioning Trust, accounting for the annual contributions, the
accumulated tax liability, and the market value at December 31, 2014,

experienced an annual return of 5.40% for the period of 1985 through 2014, My

‘calculations are shown in Schedule AHG-10. Westar projected returns shown in

Exhibit SMN-1 are substantially higher than its experience since 1985.
Does this conclude your testimony?

Yes.

BIn response to KCC DR #334, Westar reported that the December 31, 2014, a fair value $185,015,632
that includes net unrealized gains of $20,929,450. At a 20% tax rate, the trust fund has a tax liability of
$4,185,890.
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Schedule AHG-1 |

15-WSEE-115-RTS |

|

Moody's Public UtlityBoad Data  Moody's Public Utlity Bond Data ~ Moody's Public Utllity Bend Data~ Moody's Public Utlity Bond Data Moodys Public Utility Bond Data~~ Moody's Public Usllty Bond Data - Moody's Public Utility Bond Daza |

Baa A Baz A Ba A Y Baa A Bm A Baa A |
Jan-19 6.89 635 Joam-2: 6.73 6,02 Jan-29 548 5.05 Jan-34 8.86 6.56 Jan-39 4.66 3.68 Jand4 354 299 Jan-49 342 299

Feb-19 6.91 639 Feb-24 6.64 6.00 Feb-29 552 510 Feb-34 7.58 578 Feb-39 4.59 3.59 Feb-44 3.53 2 Feb49 340 299 ‘

Mar-19 691 6.41 Mar-24 6.60 597 Mar-29 562 5.14 Mar-34 7.58 565 Mar-39 4.53 3.5¢ Mar-44 3.52 297 Mar-49 336 297 1
Apr-19 588 618 Apr-24 6.55 594 Apr29 569 5.14 Ape-3¢ 718 544 Apr39 4.62 3.55 Apr-44 3.53 295 Apr-49 331 296

May-19 634 621  May24 642 591 May29 566 544 May34 717 539 May3s 450 350 Maydd 353 299 May49 330 295 |

Jun-19 6.34 6.19 Jum-24 632 579 Jun-29 572 523 Jun-34 720 540 Jun-39 441 347 Jun44 3.53 pX Jun-49 328 294 ‘
Jul-19 679 6.16 Jul-24 6.23 5.68 Jul-29 579 524 Jul-34 736 529 Jul-39 439 343 Tu44 3.51 296 Jul-49 3325 290
Auvg-19 6.80 6.26 Avg-24 6.24 570 Aug-29 589 530 Aug-34 7.68 5.43 Aug-39 439 341 Ang-34 3.51 254 Aug-49 325 2.36
Scp-19 6.94 644 Sep-24 5N Sep-29 592 5.38 Sep-34 7.62 5.56 Sep-39 464 3.7 Sep-44 3.51 293 Sep-19 322 285

Oct-19 701 6.41 Oct-24 5.65 Oct-29 591 534 Oct-34 7.38 5.40 Oct-3% 448 3.58 Oct-44 3.51 294 Oct-19 3.19 283 ‘
Nov-19 7.03 6.67 Now24 5.62 Nov-29 6.00 529 Nov-34 7.21 538 Nov-39 438 3.41 Now44 3.53 2.96 Nov-49 317 281
Dec-19 725 679 Dec-24 5.63 Dec-29 596 523 Dec-34 7.03 536 Dec-39 4.36 338 Dec-44 3.54 2 Dec-49 3.16 278
Jan-20 730 6.85 Jan-25 5.61 Jan-30 592 526 Jan-35 6.60 518 Jan-40 430 3.34 Jan45 350 299 Jan-50 3.18 276
Feb-20 748 1.03 Feb-25 552 Feb-30 593 529 Feb-35 6.20 496 Feb40 423 335 Feb45 3.48 298 Feb-50 317 278
Mar-20 759 7.04 Mar-25 553 Mar-30 580 518 Mar-35 5.99 488 ‘Mar-40 414 334 Mar-45 348 297 Mar-50 316 276
Apr-20 7.88 736 Apr-25 5.52 Apr30 XU 515 Apr-35 594 4.79 Apr-40 4.06 3.25 Apr-45 349 295 Apr-50 315 a7
May-20 3.03 T May2S 525 May30 576 504 May3s 5.51 461 May40 410 330 Mayds 3.47 292 M50 315 279
Jun-20 7.9 773 Jun-25 525 Jun-30 578 . 501 Jm-35 541 453 Jun-40 4.15 334 Jun-45 343 2387 Jun-50 315 27
Jul-20 821 7.82 Jul-25 537 Jul-30 578 499 Jul-35 52 442 Jul-40 3.9 323 Jul-45 340 2. Jul-50 318 27
Aug-20 821 7.96 Ang-25 542 Aug-30 5.70 495 Aug-35 52 14 Aug-40 398 321 Aug4s 337 2380 Aup-50 3.18 27
Sep-20 829 7.83 Scp-28 540 Sep-30 563 4.86 Sep-35 525 443 Sep-40 394 318 Sep45 334 27 Sep-50 31 280
Qet-20 827 -5 Qct-25 539 0¢t-30 5.82 488 Oct-35 5.24 4.40 Oct40 392 315 Oct-45 329 279 * Oct-50 .20 283
Nov-20 828 173 Now-25 543 Now30 6.15 496 Nov-35 s12 435 Nov-40 3.88 3.11 Nov45 322 277 Nov-50 321 286
Dec-20 8.36 7.96 Dec-28 536 Dec-30 6.56 511 Dee-35 5.07 429 Decd0 386 ale Dec-45 315 175 Dec-50 21 236
Jan-21 851 774 Jan-26 529 Jan-31 636 501 Jan-36 488 4.21 Jan41 387 3.5 Jan46 307 269 Jan-51 21 283
Feb-21 350 7.65 Feb-26 521 Feb-31 637 5.01 Feb-36 4380 417 Feb41 3.90 320 Feb46 3.00 267 Feb-51 321 284
Mar21 851 761 Mar26 523 Mar31 618 498 Mar36 47 417 Mudl 3.50 316 Mo-d6 2.96 266 M-Sl 323 295
Apr21 852 7.61 Apr26 530 Apr31 6.19 436 Apr36 am 417 Apr4l 3.86 304 Aprd6 293 265 Apr-51 33t 3.09
May-21 8.54 7.66 May-26 5.15 May-31 636 4384 May-36 476 4.14 May-41 3.85 3.08 May-46 3.02 269 May-51 338 313
Jun-21 862 T.64 Jun26 5.11 Jun-31 6.60 4387 Jun-36 472 412 Jun-41 383 3.03 Jun-46 3.04 270 Jun-51 345 321
Jul-21 8.64 2 T Ja26 513 Jul-31 6.47 4.83 Jul-36 4.62 407 Tul41 382 3.00 Jul46 3.03 269 Tul-51 349 326
Aug2] 8.66 767 Aug-26 515 Aug-31 6.60 481 Aug-36 4.59 4.06 Aug-41 3.30 298 Aug-46 3.02 27 Aug-51 3.48 319
Sep-21 830 732 Sep-26 5.17 Sep-31 704 5.05 Sep-36 454 405 Sep41 3.80 3.00 Sep-46 3.06 275 Sep-51 3.44 34
Oct-21 840 7.04 Q26 5.18 Oct-31 301 5.54 Oct-36 4.53 4.04 Oct-41 18 3.00 Oct-46 3.06 27 Oct-51 349 307
Nov-21 7.92 6.55 Nov-26 515 Nov-31 7380 551 Now-36 453 3.95 Nov-41 ER:>3 298 Nov-46 3.07 276 Nov-51 349 324
Dee-21 7.68 6.32 Dec26 512 Dee-31 8.81 624 Dec-36 4.53 3.8 Dec31 3.85 3.06 Dec46 3,07 27 Dec-51 3.53 329
Jan-22 783 6.41 Jan-27 5.10 Jmn-32 818 617 Jan37 4.50 3.82 Jan-42 383 3.09 Jan-47 3.05 & Jan-52 3.57 329
Feb-22 774 632 Feb-27 513 Feb-32 833 641 Feb-37 4.55 389 Feb-42 331 3.09 Feb47 3.03 272 Feb-52 3.55 323
Mar-22 7.55 622 Mar-27 513 Mar-32 831 6.06 Mar-37 476 4.00 Mar-42 384 312 Mar7 3.04 272 Mar-52 3.55 325
Apr-22 729 6.06 Apr27 5.04 Apr-32 9.56 6.83 Apr-37 4.98 4.07 Apr-42 3.7 3.09 Apr-47 304 270 Apr-52 3.54 323
22 6.86 593 May-27 5.04 May-32 1021 736 May-37 502 4.00 May-42 3.76 .10 May-47 3.03 270 2 3.54 3
Jun-22 692 591 Jun2? 5.05 Jm32 1070 757 Jon37 517 399 Tun2 37 312 Tun47 3.04 27 Tune52 3.55 322
Jul-22 6.83 589 Ju-27 5.05 Jul-32 10.11 728 ITu-37 5.08 354 Jul-42 3.68 3.10 Jul47 303 27 Jul-52 3.53 3z
Anp-22 6.88 5.86 Auvg27 5.02 Aug-32 792 6.35 Aug-37 5.04 3.89 Auvg-42 367 3.10 Aug-47 3,02 273 Aug-52 3.50 324
Sep-22 677 569 Sep-27 498 Sep-32 7.48 591 Sep-37 525 3.96 Sep-42 3.66 3.08 Sep47 3.06 2.80 Sep-52 3.50 324
Oct-22 6.51 5.83 Oct-27 495 Oct-32 787 581 Qct-37 5.53 409 Oct-42 366 3.08 Oct-47 313 2388 Oct-52 3.50 326
Nov-22 6.56 5.87 Nov-27 492 Nov-32 832 5.88 Nov-37 5.59 4.08 Now-42 3.67 307 Nov-47 318 293 Nov-52 347 324
Dec-22 6.56 595 Dec-27 488 Dec-32 841 5.85 Dec-37 5.60 403 Dec-42 3.68 3.06 Dec47 325 3.08 Dec-52 350 32
Jan-23 6.59 5.85 Jan-28 485 Jan-33 836 539 Jan-38 5.59 4.01 Jxm-43 3.65 13,05 Jan-48 350 3.05 Jan53 3.51 325
Feb-23 6,60 5.83 Feb-28 4385 Feb-33 758 571 Feb-38 579 403 Feb43 361 502 Feb-48 331 3.05 Feb-53 3.53 330
Mar-23 6.73 6.06 Mar-28 4382 Mar-33 7.58 634 Mar-38 5.80 3.9 Mar-43 3.58 3.01 Mar-43 .29 3.02 Mar-53 3.56 336
Apr-23 678 6.04 Apr-28 4.82 Apr-33 718 6.39 Apr-33 582 4.08 Apr43 3.60 3.00 Apr-48 328 297 Apr-53 362 347
May-23 678 600  May-28 487 My33 717 650  May3s 532 395 May43 3.60 300 May4s 327 284 May-53 37 3.63
Jun-23 6.80 6.06 Jun-28 4.99 Jun-33 720 6.11 Jum-38 533 395 Jun43 3.60 2,98 Jun-48 329 2.94 Jun-53 3.80 371
Tul23 679 602 Tl-28 5.04 ul33 736 591 Jul38 501 386 Tul43 3.55 296 Tul48 334 2,99 Jul-53 3.83 3.66
Aug-23 677 577 Aug-28. 5.08 Aug-33 7.68 5.98 Aug-33 493 334 Aug-43 3.55 296 Avg48 340 3.03 Aug-53 3388 361
Sep-23 6.81 595 Sep-28 5.05 Sep-33 762 6.36 Sep-38 5.05 3.88 Sep43 3.55 296 Sep48 342 3.05 Sep-53 393 3.62
Oct-23 6.79 598 Oct-28 4.99 Oct-33 738 636 Qct-38 490 78 Oct-43 353 297 Oct48 3.4 3.03 Oct-53 386 3.49
Nov-23 67 6.00 Nov-28 498 Nov-33 721 706 Nov-38 477 EN:] Now43 3.55 298 Nowd8 348 307 Nov-53 3.78 3.40
Dec-23 6.80 6.05 Dec-28 5.05 Dec-33 7.03 722 Dec-38 477 374 Dec43 3.55 299 Dec-48 347 3.06 Dec-53 372 338




Schedule AHG-1
15-WSEE-115-RTS
Moody’s Public Utility Boad Data “Moody's Public Utility Bond Datz "Moody'’s Public Utility Bond Dara Moody’s Public Utlity Bond Datz Moody's Public Utility Bond Data Moody's Public Utllity Bond Data Moody's Public Utility Bond Data
Baa A Baa Baa A Baa A Baa A Baa A Baa A

Jan-54 37 332 Jan-59 47 452 Jan-64 474 4.49 Jan69 742 7.08 Jan-74 8,58 336 Jan-79 1029 9.90 Jan-84 14.05 1339
Feb-54 3.69 323 Feb-59 477 4.50 Feb-64 474 4.50 Feb-69 739 713 Feb-74 8.68 8.42 Feb-79 1027 5.84 Feb-34 14,05 13.41
Mar-54 338 3.16 Mar-59 4.69 447 Maxr-64 473 451 Mar-69 7.61 727 Mar-74 8.81 8.46 Mar-79 10.53 10.04 Mar-84 14.56 13.87
Apr-54 353 316 Apr-59 468 4.56 Apr-64 4.75 452 Apr-69 7.68 730 Apr-74 9.04 877 Apr-79 10.56 10.10 Apr-34 1482 14.16
May-54 351 314 May-59 487 477 May-64 473 453 May-69 156 716 May-74 923 9.00 May-79 10.70 1030 May-34 1528 14,90
Jun-54 350 3.16 Jun-59 497 4.86 Jun-64 474 455 Jun-69 177 74 Jun-74 9.43 9.32 Jun-79 10.56 10,14 Tm-34 15.50 15.09
Jul-54 3.48 3.14 Tul-59 5.03 488 Jul-64 475 4.54 Tul69 792 7.52 Jud-74 9.72 9.66 Tul-79 1048 9,98 Jul-84 15.50 14.82
Aug-54 347 313 Aug-59 5.04 489 Aug-64 475 454 Aug-69 782 T4 Aug-74 10.14 10.03 Aug-79 10.50 10,14 Aug-34 14.79 1443
Sep-54 344 312 Sep-59 5.17 5.03 Sep-64 473 4.53 Sep-69 811 763 Sep-74 10.59 1045 Sep-79 10,78 10,36 Sep-34 14.51 1417
Oct-54 341 312 Qct-59 529 496 Oc1-64 472 451 Oct-69 847 8.02 Oct-74 11.03 10.78 Oct-79 11.89 11.40 Oct-84 14.17 13.80
Nov-54 339 an Nov-59 520 4.90 Nov-64 472 453 Nov-69 8.53 8,00 Nov-74 1138 10.46 Nov-79 12.43 1189 Nov-84 13.72 1323
Dec-54 338 3t Dec-59 513 4.96 Dec-64 472 4.54 Dec69 8.8% 8.59 Dec-74 1140 1027 Dec-79 1251 11,79 Dec-84 13.46 13,11
Jan-55 337 313 Jan-60 520 5.02 Jan-65 47 453 Jm-70 9.00 8.69 Jan75 1157 1037 Jan-80 12,92 1227 Jan-85 13.36 1299
Feb-55 338 314 Feb-60 523 5.00 Feb-65 4.69 4.51 Feb-70 2.96 8.51 Feb-75 1132 9.99 Feb-80 14.42 13.55 Feb-85 1344 13.08
Mar-55 338 315 ‘Mar-60 511 4.91 Mar-65 468 4.50 Mar-70 8.81 831 ‘Mar-75 10.94 9.72 Mar-80 1526 1485 Mar-85 14.19 13.87
Apr-55 340 315 Apr-60 496 479 Apr-65 4.69 449 Apr-70 3.4 831 Apr-75 10.86 10.06 Apr-80 1435 13.87 Apr-85 14,11 1361
May-55 3.40 319 May-60 5.08 4.86 May-65 47 4.50 May-70 920 8.67 May-75 10.55 1023 May-80 12.93 1253 May-85 13,62 13.12
Jun-55 341 .21 Jun-60 505 434 JTune65 477 452 Jan-70 9.52 .04 Jun-75 10.85 10.10 Jun-30 12,63 1221 Jun-85 12,66 1213
Jul-55 343 321 Jul-60 5.03 479 Jul-65 478 4.54 Jul-70 9.48 9.06 Juk75 10.80 10,01 * Jul-80 1275 1226 Jul85 12,70 12,07
Aug-55 3.46 3.24 Aug-60 4381 4.64 Aug-65 4.7 458 Aug-70 934 8,88 Aug-75 1087 10.12 Aug-S0 13.50 1296 Aug-85 1273 1213
Sep-55 348 327 Sep-60 47 4.57 Sep-65 482 463 Sep-70 9.32 8.82 Sep-75 10.89 10.19 Sep-80 14.07 13.43 Sep-85 227 1213
Oct-55 347 330 Oct-60 482 4.61 Oct-65 435 466 Qct-70 927 8.76 Oct-75 10.89 10.16 Oct-80 1443 13.58 Oct-85 12.52 12,01
Nowss 3.48 332 Nov-60 4.80 4.62 Nov-65 489 471 Now70 9.29 879 Nov-75 10.78 10.04 Nov-80 14.79 1412 Nov-85 12,04 11.49
Dec-55 3.50 335 Dec-60 478 465 Dee-65 497 4.83 Dec-70 9.04 848 Dec-75 10,79 10.11 Dec-80 1529 14.63 Dec-85 1148 1097
Jan-56 3.50 331 Jan-61 479 464 Jan-66 499 486 Jan-71 876 815 Jan-76 10.55 9.90 Jan-81 1530 1426 Jan-86 124 10.79
Feb-56 3.50 329 Feb-61 4,76 4.59 - Feb-66 502 492 Feb-71 855 7.89 Feb-76 1031 9.71 Feb-81 15.86 1491 Feb-36 10.74 1026
Mar-56 3.51 329 Mar-51 472 448 Mar-66 519 514 Mar-71 8.63 8.05 Mar76 1017 5.67 Mar-81 15.83 15.14 Mar-86 991 . 948
Apr-56 359 340 Apr-61 474 448 Apr-66 539 525 Apr-T1 258 807 Apr-76 9.95 9.53 Apr-81 16.14 1548 Apr-86 9.63 9.14
May-56 362 348 May-61 477 4.52 May-66 544 525 May-71 2.68 834 ‘May-76 9,91 9.55 May-81 16.66 16.25 May-36 10.02 9.59
Jun-56 3.65 3.49 Jun-61 4,78 4.57 ITun-66 552 5.40 =71 .79 845 Jun-76 10.01 9.54 Jun-81 1630 15.74 Jun-86 10.03 9.62
Jul-56 3.7 3.55 Jul-61 484 . 465 Jul-66 561 545 Jul-71 378 845 TJul-76 9.88 937 Jul-81 16.98 1621 Jul-86 269 937
Aug-56 3.84 3.63 Aug-61 490 473 Ang—’éé‘ 579 5.58 Avg-71 3.80 8.40 Aug-76 967 9.13 Aug-81 17.19 16.58 Aup-86 9.70 929
Sep-56 4.02 372 Sep-61 491 4.73 Sep-66 6.06 581 Sep-T1 8.59 8.18 Sep-76 9.47 8.90 Sep-81 17.76 17.16 Sep-86 9.96 9.52
Oc-56 415 3.7 Oc-61 492 471 Oct-66 607 574 Oct-N 843 8.10 Oct-76 9.41 379 Oct-81 1771 1721 Oct-86 9.52 9.52
Nov-56 4.15 382 Now-61 4.89 468 Nov-66 6.06 5.63 Nov-71 847 796 Nov-76 934 3.7 Nov-81 16,49 16.20 ‘Nov-36 9.69 928
Dec-56 418 39 Dec-61 4.88 4.65 Dec-66 6.09 5.67 Dee-T1 8.4 7.50 Dec-76 .21 8.62 Dec-81 17.02 16.29 Dec-36 9.49 9.12
Jan-57 428 3.96 Jan-62 4.36 4.65 Jan-67 58 546 Jan-72 837 kA Jan=77 917 8.61 Jan-82 17.83 16.83 Jan-87 927 8.95
Feb-57 426 4.05 Feb-62 4.86 4.66 TFeb-67 5.63 528 Feb-72 832 8 Feb-77 219 8.65 Feb-22 17.83 16.84 Feb-87 9.24 9.00
Mar-57 425 405 Mar-62 485 464 Mar-67 5.69 544 Mar-72 826 777 Mar-77 9.20 870 Mar82 17.16 1650 Mar-87 9.19 393
Apr-57 424 4.01 Apr-62 4381 459 Apr-67 574 542 Apr-T2 830 782 Apr-T7 917 & Apr-82 17.00 1631 Apr-87 9.85 938
May-57 4.28 4.01 May-62 474 4.51 May-67 593 5.66 May-72 8.30 784 May-T7 9.13 8.7 May-82 16.68 16.04 May-37 1040 9.91
Jun-57 433 4,09 Jun-62 4,68 448 Jun-67 614 5.84 hm-72 231 17 Jun-77 9.02 8.58 Jun-82 17.21 16.42 Jun-87 1046 10.02
Jul-s7 441 420 Jul-62 468 450 Ju-67 623 5.94 w72 836 782 Tul-77 897 8.51 Jul-82 17.09 16.42 Jul-87 10,62 1015
Aug-57 419 437 Aug-62 472 4.53 Aug-67 629 5.96 Aug-72 7.64 Auvg-T7 8351 849 Aug-82 1637 15.83 Aug-37 10.50 10.45
Sep-57 466 455 Sep-62 474 4,51 Sep-67 6.32 605 Sep-72 1 7.61 Sep-T7 8.85 8.46 Sep-82 15.68 15.40 Sep-87 11.58 1122
Oct-57 473 4.61 Oct-62 471 449 Oct-67 642 618 Oct-72 7.94 7.66 Oct-77 9.01 8.61 Oct-82 15.10 14,79 Oct-87 1129 10,75
Nov-57 4382 4.62 Now-62 4.65 445 Now-67 6.63 6.48 Nov-72 7.86 760 Nov-77 9.06 .64 Nov-82 14.81 14.46 Nov-87 1.18 10.61
Dec-57 431 436 Dec-62 4.66 444 Dec-67 6.91 6.67 Dec-72 778 748 Dec-77 9.08 3.64 Dec-82 14,69 14.43 Dec-87 11,09 10.54

Jan-58 4,60 3.93 Jan-63 4,65 4.39 Jan-68 676 6.54 Jan-73 n 752 Jan-78 927 892 Jan-83. 14.56 1424 Jan-88 10.50 9.96 B
Feb-58 423 3.96 Feb-63 465 437 Feb-68 6.68 637 Feb-73 7.88 7.62 Feb-78 929 897 Feb-83 14.61 1426 Feb-88 1023 9.70
Mar-58 425 413 Mar-63 466 437 Mar-68 875 641 Mar-73 7.95 7.66 Mar-78 537 2.98 Mar-83 1433 13.94 Mar-§8 1043 934
Apr-58 425 3.95 Apr-63 467 437 Apr-68 6.54 6,58 Apr-T3 7.96 7.63 Ape-78 9.54 9.09 Apr-83 1407 13.61 Apr-88 1108 1040
May-58 423 4.01 May-63 4.67 4.37 May-68 699 662 May-T3 791 7.63 May-78 9.70 922 ‘May-83 14.05 13.50 May-88 1128 1072
Jun-58 420 359 Jun-63 467 437 Jun-68 701 662 Jun-73 7.94 .M Jm-78 9,78 9.40 Jun-83 14.16 13.64 Jun-88 11.00 10.53
Tul-58 419 4.04 Jul-63 467 439 Jul-68 6.92 6.53 73 810 782 Jul-78 273 9.51 Jul-83 1401 13.58 Jul-88 1122 10.75
Avg-58 444 429 Aug-63 466 438 Avp-68 972 627 Aug-73 847 8,04 Aug-78 9.53 932 Aug-83 1421 13.57 Aug-88 1139 10.89
Sep-58 469 455 Sep-63 4.69 4.40 Sep-68 667 627 Sep-73 8.61 3,04 Sep-78 947 928 Sep-83 14.10 1342 Sep-88 1092 1041
Oct-58 474 4,56 Oct-63 4.66 441 Qct-68 6.74 6.40 Oct-T3 $.44 3.02 Oct-78 9.69 9,46 Oct-83 13.95 13.25 Oct-88 1031 1001
Nov-58 467 447 Nov-63 4,68 4,42 Nov-68 7.01 6.59 Nov-73 844 815 Now-78 9.99 5.68 Nov-83 14.12 1338 Nov-88 1035 9.90
4,65 443 Dec-63 4T 446 Dec-68 723 637 Dec-73 8.51 824 Dec-78 10.08 9.70 Dec-83 1423 13.52 Drec-88 10.44 10,06




Moody's Public Utllty Bond Data~ Moody's Public Utllity Bond Data~ Moady's Public Utllity Bond Datz~~ Moody's Public Utility Boad Datx ~ Moody's Public Uity Bond Data~ Moady's Public Utllity Bond Data
Ba A Baz A Bas A Bn A Baa A Baa A
12189 1038 10.08 Tan3 756 733 Tan99 730 657 Tan-0% 647 (313 09 7.50 639 Toneld 509 363
Feb-89 1038 1007 Feb-94 16 747 Fcb-99 741 7.09 Feb-05 628 6.15 Feb-09 774 630 Feb-14 501 453
Mar-89 1050 1023 Mar94 811 785 Mar-99 7.55 726 Mar-04 613 557 Mar-09 800 641 Marls 5.00 451
Apr-89 1049 1018 Apr-54 347 822 Apr99 751 722 Apr-03 646 635 Apr-09 8.03 6.48 Apr-14 485 441
May-89 1029 999  May94 261 833 M99 774 747 May-04 675 662 Mzy-08 776 649  May-l4 469 426
Jim-89 9.80 9.64 Jun94 8.64 831 Tun-99 803 274 Tun04 684 645 Jun-09 730 6.19 Jun-14 473 429
Ful-89 9.64 9.50 Tul-94 3.80 547 Tul99 797 77 Juh04 667 627 09 687 597 Ful-14 466 423
Aug-89 9.64 952 Augd4 8.74 8.41 Aug99 816 791 Aug-0¢ 645 614 Aug-09 635 57 Aug-14 465 413
Sep-89 9.70 9.53 Sep-94 398 864 Sep-99 8.19 793 Sep-04 627 598 Sep-09 6.12 5.3 Sep-14 479 424
0ct-89 9.64 9.54 0Oct-9% 9.24 .56 Oct-99 832 8.06 Oct-04 617 594 Oct09 622 564 Oct-14 4.67 408
Nov-89 9.64 .51 Nov-94 9.35 898  Nov9 312 794 Nov-04 616 596  Nov.0s 616 5.64 Nov-14 475 409
Dec-$9 9.60 9.44 Dee-94 516 8.76 Dec99 EEN 814 Dec-04 610 592 Dec-0? 627 585 Dec-14 470 395
T0-90 974 9.56 Tan-95 9.1s 87 Tan-00 840 835 Jan-05 595 578 Tan-10 613 577 Tane1$ 439 3.58
Feb-90 9.96 9.76 Feb-95 895 8.52 Feb-00 833 825 Feb-05 576 561 Feb-10 627 588 Feb-15 444 3.67
Mar-90 10.06 9.85 Mar-95 878 837 Mar-00 840 828 Mar0S 600 583 Mar-10 624 5.88 Mar-15 451 374
Apr90 1003 9.92 Apr-95 .67 827 Apr00 840 829 Apr-05 595 564 Apr-10 606 5.6 Apr-15 451 3.75
Mazy-50 1006 1000 May-95 830 791 May-00 8.86 870 M5 588 553 May-10 597 544 MaylS 491 417
Jum-90 9.96 9.80 Tim-95 201 7.60 Jun-00 847 836 Yn-0$ 570 540 Tun-10 618 5.46
Jul-90 9.92 .75 195 8.1 770 Ju-00 833 825 Tul0s 580 551 Tu-10 598 526
Avg90 10.12 992 Aug95 24 783 Aug-00 825 813 Aug0s 580 550 Aug-10 5.55 5.01
Sep-50 1032 1012 Sep-95 7.98 762 Sep-00 832 823 Sep-05 583 5.52 Sep-10 553 5.01
0ct90 1028 1005 Oct95 7.82 746 Oct-00 229 814 0Oct-05 6.08 579 oct-10 562 510
Nov-90 10.12 9.90 Nov-95 781 743 Nov-00 835 511 Nov-05 6.19 538 Now-10 585 537
Dec-90 9.96 om Dec-95 763 7.3 Dec-00 201 7.84 Dec-05 614 579 Dec-10 604 5.56
Jan91 5.96 971 Tan-96 7.64 722 Janr01 799 780 Tan-06 605 574 Janl1 6.06 5.57
Feb-91 9.68 047 Feb-96 778 737 Feb-01 794 774 Feb-06 11 58 Feb-11 6.10 5.68
Mar51 974 9.55 Mar-96 815 B Mar-01 785 7.68 Mar06 626 598 Mar1 597 556
Apr-91 9.6¢ 945 Apr-96 832 7.89 Apr0l 806 7.93 Apr6 6.54 629 Apr-t 598 5.55
May-91 9.64 943 May96 845 758 May0l an 799 May-06 6.59 6.41 May-11 574 532
Jun-9t 9.79 959 Jun-96 8.51 8.06 Jun-01 802 785 Ju s 661 6.40 Fun1l 5.67 5.6
Ju9t 9.69 9.55 Jul-96 844 802 Tui01 805 718 Jul-06 6.61 637 Juk1t 570 527
Aug-91 9.47 529 Aug-96 825 7.84 Aug-01 7.95 7.59 Aug-08 643 6.20 Aug-11 522 4.69
Sep-91 935 9.15 Sep-96 841 801 Sep-01 812 775 Sep-06 626 6.00 Sep-11 51 4.48
0ct91 932 9.12 0ct-96 815 7m 0Oct-01 8.02 763 Ou-06 624 5.98 Oct-1 524 452
Nov-9l 928 9.05  Nov96 787 749 Nov0l 796 757 Nov06 604 580 Now-11 493 425
Dec-91 2.07 8.88 Dec-96 798 7.59 Dec01 827 783 Dec-06 605 581 Dec-11 5,07 433
Javs2 398 8.84 Yan-97 .18 7.7 Yan-02 8.13 7.66 Jane07 616 596 Jan-12 5.06 434
Fob-92 9.09 8.93 Feb-97 802 764 Fob-02 8.18 754 Feb-07 610 5.90 Feb-12 s.02 436
Mar-02 216 897 Mar97 3326 787 Mar02 831 776 Mar07 610 585 Mar-12 513 448
Apr-92 9.11 8.93 Apr-97 842 8.03 Apr02 835 757 Apr-07 624 597 Ape-12 51 440
May52 9.1 887  May-97 828 7.89 2 233 752 May-07 623 599 May12 497 420
Tune92 8.50 3.7 Ta 97 812 772 Tun02 825 741 Tua07 6.54 630 Jun-12 491 408
Tul-92 8.69 8.57 Tu97 787 748 Tol-02 808 731 Jul-07 649 625 Ju-12 485 393
Aug92 5.58 844 Aug97 7.93 751 Aug02 774 737 Augd? 651 6.24 Aug-12 488 400
Sep-92 254 840 Sep-97 7.84 758 Sep-02 762 708 Sep-07 6.45 618 Sep-12 481 a0
Oct-52 8.76 8.54 Oct97 767 735 0Oct02 79 723 0Oct-07 636 611 Oct-12 454 391
Nov-92 286 8.63 Nov-97 749 725 Nov-02 775 714 Nov-07 627 597 Nov-12 442 384
Dec-92 269 8.43 Dec97 741 716 Dec-02 7.60 706 Dec-07 6.51 616 Dec-12 455 400
Tane93 8.57 827 Jon-98 728 7.04 Jen-03 747 706 Jan-08 635 6.02 Jar13 466 415
Feb-93 831 504 Feb-98 736 712 Feb-03 717 693 Feb-08 6,60 621 Feb-13 474 418
Mar-93 810 790 Mar-98 737 716 Mar-03 708 679 Mar-08 .68 621 Mar-13 472 420
Apr-53 811 781 Apr-98 737 7.16 Apr-03 693 664 Apr-08 681 629 Apr-13 449 4.00
May-93 318 786 May98 734 716  May03 647 636 My08 679 628 Mayl3 465 417
Jun93 8.05 7.5 Tan-98 721 7.03 T3 629 621 JTun-08 693 638 Juo-13 5.08 453
Juk-93 793 754 Tul-98 724 7.03 Jul-03 665 6.56 Jul08 697 6.40 Ful-13 521 468
Aug-93 759 735 Avg-98 720 7.00 Aug-03 709 61 Avg-08 698 637 Augl3 528 Ixs)
Sep-93 735 7.04 Sep-98 713 693 Sep-03 657 656 Sep-08 715 649 Sep-13 531 480-
0ct:93 227 703 Oct-98 713 696 0ct-03 678 642 Oct-08 8.58 7.56 Oct-13 517 4m
Nov-§3 769 730 Nov-9g 731 7.03 Nov-03 669 637 Nov(3 8.98 7.60 New13 524 am
Dec-93 7 734 Dec-98 724 691 Dec-03 661 627 Dec-08 .11 652 Dec-13 5.25 481

Schedule AHG-1
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\WWOLF CREEK DECOMMISSIONING COSTS
EXTERNAL TRUST FUND
Review of 2014 Cost Estimate

***ADJUSTED TO REFLECT KCC STAFF INPUTS#*#*

Schedule AHG-10
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in2014§ In20458
TOTAL COST DECON method $765,060,000 $1,939,869,279
KGE'S SHARE OF TOTAL COST $359,578,200 $911,738,561
CURRENT VALUE OF TRUST (12/31/14) N 180,829,742  Adjusted to Reflect Taxes on Unrealiz
EQUIVALENT BEFORE TAX RETURN: THE EXPECTED INVESTMENT RETURNS ARE
SHOWN ON PAGE 2 OF 2
PAYMENT GROWTH AMOUNT 30
GROWTH RATE FOR COSTS (INFLATION) 3.15%
# OF PERIODS FOR ANALYSIS 30
# OF PERIODS - | 29
PERIOD OF PAYMENTS MID YEAR
DECOMMISSIONING PERIOD IN YEARS 9
FUND MANAGER FEES 0.576%
BEGIN YR. DECOM ANNUAL EARNINGS END YR.
LINE YEAR BALANCE EXPENSE CONTRIB. AFTER FEES BALANCE
AND TAXES
2012
2013
2014
1 2015 $180,829,742 $2,762,483 $9,161,452 $192,753,677
2 2016 192,753,677 5,772,700 9,844,745 $208,371,122
3 2017 208,371,122 5,772,700 10,629,297 $224,773,119
4 2018 224,773,119 5,772,700 11,453,263 $241,999,082
5 2019 241,999,082 5,772,700 12,318,620 $260,090,402
6 2020 260,090,402 5,772,700 13,227,450 $279,090,552
7 2021 279,090,552 5,772,700 14,181,935 $299,045,187
8 2022 299,045,187 5,772,700 15,184,369 $320,002,257
9 2023 520,002,257 5,772,700 16,237,162 $342,012,118
10 2024 342,012,118 5,772,700 17,342,842 $365,127,660
11 2025 365,127,660 5,772,700 18,504,066 $389,404,427
12 2026 389,404,427 5,772,700 16,702,987 $411,880,114
13 2027 411,880,114 5,772,700 17,659,005 $435,311,819
14 2028 435,311,819 5,772,700 18,655,688 $459,740,207
15 2029 459,740,207 5,772,700 19,694,766 $485,207,673
16 2030 485,207,673 5,772,700 20,778,042 $511,758,415
17 2031 511,758,415 5,772,700 21,907,395 $539,438,510
18 2032 539,438,510 5,772,700 23,084,786 $568,295,997
19 2033 568,295,997 5,772,700 24,312,259 $598,380,956
20 2034 598,380,956 5,772,700 25,591,943 $629,745,598
21 2035 629,745,598 5,772,700 26,926,059 $662,444,357
22 2036 662,444,357 5,772,700 21,663,615 3689,880,672 °
23 2037 689,880,672 5,772,700 22,556,274 $718,209,645
24 2038 718,209,645 5,772,700 23,471,976 $747,460,321
25 2039 747,460,321 5,772,700 24,429,666 $777,662,687
26 2040 771,662,687 5,772,700 25412320 $808,847,707
27 2041 808,847,707 5,772,700 26,426,945 $841 ,04"/.352
28 2042 841,047,352 5,772,700 ° 27,474,582 $874,294,634
29 2043 © 874,294,634 5,772,700 - 28,556,305 $908,623,638
30 2044 908,623,638 5,772,700 29,673,222 $944,069,560
31 2045 944,069,560 76,742,107 1,443,175 15,496,371 $884,266,999
32 2046 884,266,999 170,390,309 13,361,348 $727,238,039
33 2047 727,238,039 209,293,207 10,189,818 $528,134,650
34 2048 528,134,650 156,404,173 7,349,097 $379,079,574
35 2049 379,079,574 127,253,390 5,101,820 $256,928,004
36 2050 256,928,004 114,089,268 3,136,287 $145,975,022
37 2051 145,975,022 58,558,037 1,854,229 $89,271,213
38 2052 89,271,213 54,764,209 915,049 $35,422,054
39 2053 35,422,054 35,623,101 202,618 $1,571




KCC Adjustments to Expected Returns

FEDERAL TAX RATE

20.00%

FOR THE YEARS 2012 THROUGH 2025

EXPECTED WEIGHTED AFTER
INVESTMENT MIX RETURNS RATIO RETURN “TAX
Large Cap 7.60% 30% 2.28% 1.82%
Small Cap 8.81% 8% 0.70% 0.56%
International Equities 8.14% 16% 1.30% 1.04%
Core Fixed Income 4.95% 21% 1.04% 0.83%
High Yield Bonds 6.40% 20% 1.28% 1.02%
Real Estate 8.17% 5% 0.41% 0.33%
Cash and equivalents 2.00% 0% 0.00% 0.00%
100% 7.01% 5.60%
FOR THE YEARS 2026 THROUGH 2035
EXPECTED WEIGHTED AFTER
INVESTMENT MIX RE'l:U'RNS RATIO RETURN TAX
Large Cap 7.60% 20% 1.52% 1.22%
Small Cap 8.81% 5% 0.44% 0.35%
Intemational Equities 8.14% 12% 0.98% 0.78%
Core Fixed Income 4.95% 44% 2.18% 1.74%
High Yield Bonds 6.40% 8% 0.51% 0.41%
Real Estate 8.17% 3% 0.25% 0.20%
Cash and equivalents 2.00% 8% 0.16% 0.13%
100% 6.04% 4.83%
FbR THE YEARS 2036 THROUGH 2044
EXPECTED WEIGHTED AFTER
INVESTMENT MIX RETURNS RATIO RETURN TAX
Large Cap 7.60% 10% 0.76% 0.61%
Small Cap 8.81% 2% 0.18% 0.14%
International Equities 8.14% 3% 0.24% 0.19%
Core Fixed Income 4.95% 65% 3.22% 2.58%
High Yield Bonds 6.40% 0% 0.00% 0.00%
Real Estate 8.17% 0% 0.00% 0.00%
Cash and equivalents 2.00% 20% 0.35% 0.31%
100% 4.75% 3.83%

FOR THE YEARS 2045 THROUGH COMPLETION OF DECOMMISSIONING

EXPECTED WEIGHTED AFTER

INVESTMENT MIX RETURNS RATIO RETURN TAX
Large Cap 7.60% 0% 0.00% 0.00%
Small Cap 8.81% 0% 0.00% 0.00%
International Equities 8.14% 0% 0.00% 0.00%
Core Fixed Income 4.95% 30% 1.49% 1.19%
High Yield Bonds 6.40% 0% 0.00% 0.00%
Real Estate 8.17% 0% 0.00% 0.00%
Cash and equivalents 2.00% 70% 1.40% 1.12%
100% 2.85% 2.31%

Schedule AHG-10
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I, the undersigned, hereby certify that a true and correct copy of the above and foregoing Direct Testimony
was served by electronic service on this 9th day of July, 2015, to the following parties who have waived

receipt of follow-up hard copies.

JAMES G. FLAHERTY, ATTORNEY
ANDERSON & BYRD, L.L.P.

216 S HICKORY

PO BOX 17

OTTAWA, KS 66067

Fax: 785-242-1279
iflaherty@andersonbyrd.com

JODY KYLER COHN, ATTORNEY
BOEHM, KURTZ & LOWRY

36 E SEVENTH ST STE 1510
CINCINNATI, OH 45202

Fax: 513-421-2764
jkylercohn@bkllawfirm.com

GLENDA CAFER, ATTORNEY
CAFER PEMBERTON LLC
3321 SW6TH ST

TOPEKA, KS 66606

Fax: 785-233-3040
glenda@caferlaw.com

NIKI CHRISTOPHER, ATTORNEY
CITIZENS' UTILITY RATEPAYER BOARD
1500 SW ARROWHEAD RD

TOPEKA, KS 66604

Fax: 785-271-3116
n.christopher@curb.kansas.gov

SHONDA SMITH

CITIZENS' UTILITY RATEPAYER BOARD
1500 SW ARROWHEAD RD

TOPEKA, KS 66604

Fax: 785-271-3116
sd.smith@curb.kansas.gov

KURT J. BOEHM, ATTORNEY
BOEHM, KURTZ & LOWRY
36 E SEVENTH ST STE 1510
CINCINNATI, OH 45202

Fax: 513-421-2764
kboehm@bkllawfirm.com

ANDREW J ZELLERS, GEN COUNSEL/VP REGULATORY
AFFAIRS

BRIGHTERGY, LLC

1617 MAIN ST 3RD FLR

KANSAS CITY, MO 64108

Fax: 816-511-0822

andy.zellers@brightergy.com

TERRI PEMBERTON, ATTORNEY
CAFER PEMBERTON LLC

3321 SW6TH ST

TOPEKA, KS 66606

Fax: 785-233-3040
terri@caferlaw.com

DELLA SMITH

CITIZENS' UTILITY RATEPAYER BOARD
1500 SW ARROWHEAD RD

TOPEKA, KS 66604

Fax: 785-271-3116
d.smith@curb.kansas.gov

DAVID SPRINGE, CONSUMER COUNSEL
CITIZENS' UTILITY RATEPAYER BOARD
1500 SW ARROWHEAD RD

TOPEKA, KS 66604

Fax: 785-271-3116
d.springe@curb.kansas.gov
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KEVIN HIGGINS

ENERGY STRATEGIES, LLC
PARKSIDE TOWERS

215 S STATE ST STE 200
SALT LAKE CITY, UT 84111
Fax: 801-521-9142
khiggins@energystrat.com

JOHN R. WINE, JR.
410 NE 43RD
TOPEKA, KS 66617
Fax: 785-246-0339
jwine2@cox.net

AMBER SMITH, LITIGATION COUNSEL
KANSAS CORPORATION COMMISSION
1500 SW ARROWHEAD RD

TOPEKA, KS 66604-4027

Fax: 785-271-3167
a.smith@kcc.ks.gov

ROBERT V. EYE, ATTORNEY AT LAW
KAUFFMAN & EYE

123 SE 6TH AVE STE 200

THE DIBBLE BUILDING

TOPEKA, KS 66603

Fax: 785-234-4260
bob@kauffmaneye.com

ANNE E. CALLENBACH, ATTORNEY
POLSINELLI PC

900 W 48TH PLACE STE 900
KANSAS CITY, MO 64112

Fax: 913-451-6205
acallenbach@polsinelli.com

LUKE A. HAGEDORN, ATTORNEY
POLSINELLI PC

900 W 48TH PLACE STE 900
KANSAS CITY, MO 64112

Fax: 913-451-6205
thagedorn@polsinelli.com
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HOLLYFRONTIER CORPORATION
2828 N HARWOOD STE 1300
DALLAS, TX 75201
julie.hunt@hollyfrontier.com

MICHAEL NEELEY, LITIGATION COUNSEL
KANSAS CORPORATION COMMISSION
1500 SW ARROWHEAD RD

TOPEKA, KS 66604-4027

Fax: 785-271-3167

m.neeley@kcce.ks.gov

JAY VAN BLARICUM, ASSISTANT GENERAL COUNSEL
KANSAS CORPORATION COMMISSION

1500 SW ARROWHEAD RD

TOPEKA, KS 66604-4027

Fax: 785-271-3314

j.vanblaricum@kcc.ks.gov

JACOB J SCHLESINGER, ATTORNEY
KEYS FOX & WIEDMAN LLP

1400 16TH ST

16 MARKET SQUARE, STE 400
DENVER, CO 80202
jschlesinger@kfwlaw.com

FRANK A. CARO, JR., ATTORNEY
POLSINELLI PC

900 W 48TH PLACE STE 900
KANSAS CITY, MO 64112

Fax: 816-753-1536
fcaro@polsinelli.com

JAMES P. ZAKOURA, ATTORNEY
SMITHYMAN & ZAKOURA, CHTD.
7400 W 110TH ST STE 750
OVERLAND PARK, KS 66210-2362
Fax: 913-661-9863
jim@smizak-law.com
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MARTIN J. BREGMAN, ATTORNEY
STINSON LEONARD STREET LLP
1201 WALNUT ST STE 2900

KANSAS CITY, MO 64106

Fax: 816-691-3495
marty.bregman@stinsonleonard.com

ADAM SCHICHE, SENIOR ATTORNEY
TALLGRASS PONY EXPRESS PIPELINE, LLC
370 Van Gordon Street

Lakewood, CO 80228
adam.schiche@tallgrassenergylp.com

PHILLIP OLDHAM

THOMPSON & KNIGHT LLP

98 SAN JACINTO BLVD STE 1900
AUSTIN, TX 78701

Fax: 512-469-6180
phillip.ocldham@tklaw.com

SAMUEL D. RITCHIE, ATTORNEY
TRIPLETT, WOOLF & GARRETSON, LLC
2959 N ROCK RD STE 300

WICHITA, KS 67226

Fax: 316-630-8101
sdritchie@twgfirm.com
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UNIFIED SCHOOL DISTRICT 259

201 N WATER ST RM 405

WICHITA, KS 67202-1292
tpowell@usd259.net
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US ARMY LEGAL SERVICES AGENCY
REGUILATORY LAW OFFICE (JALS-RL/IP)
9275 GUNSTON RD STE 1300

FORT BELVOIR, VA 22060-5546
matthew.s.dunne.civ@mail.mil
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ADMIN & CIVIL LAW DIVISION

OFFICE OF STAFF JUDGE ADVOCATE
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kevin.k.lachance.civ@mail.mil
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WESTAR ENERGY, INC.

818 S KANSAS AVE
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