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changes in incentive compensation and payroll, and rate design adjustments. Table 1 compares

the positions of the Parties, Intervener and the ALJ.

Table 1

FINAL POSTTION COMPARISON

Page 4af 13]

Parties Empire (P.10 | PUD (Ex | OIEC Alternate | OIEC ECP | AG ECP ALY
Errata Exhibit 138) Proposal(Ex140 | Rider (see | Rider (see | Recommendation
filed on 4-20) Revised) attached) | attached)

Revised Pro | 543,275,753 | $43,275,753 | $3,071,159** | $804,205 5866,968 543,275,753
Forma Rate {Empire {1¢ year of | (1% year of
Base proposed rder)*** rider)
Oklahoma
increase)
" (ROE)ROR | (9.9%) 75%% | (9.9%) (9.5%)
7.59% 7139%
Required | $3,284,629* | $3,284,630 | $2,494.458 $3,198,078
Operating (OIEC
__ Revenue Adjustments)**
Revised Pro | §1,429,712 §1,540,573 £1,585,774
Forma
Operating
Income
Return | (81,854,917) | (81,744,057) $1.612,304
{Deficiency)
Income Tax | 163.077% 163.076% 163.076%
Gross Up
Factor
Revised Pro | (53,024,940 | (52,844,138) | $576,701 (Rate $2,629,281
Forma increase after
Revenue OIEC
_(Deficiency) Adjustments)*™
*Slight difference dne to Empire rounding.

**Difference largely dueto OIEC disallowing $365,500,000 i total company rate base as plant

hdditions not supported in company direct testimony and OIEC advocating for 9.0% ROE.
Difference in xiders laxgely. dueto OIEC using 39.0% ROE,

The ALJ rejected OIEC’s revenue requirement (Exhibit No. 140), mainly because it
omitted the above-described $365.5 million dollars for plant additions. The ALJ generally
adopted PUD’s position but lowered the return on equity from PUD’s 9.9 percent to 9.5 percent
based on the AG’s expert witness testimony, and also because of the AG’s expert witness
testimony, the ALJ denied any recovery for long-term incentive compensation, SERP and payroll
adjustments. Due to concern over hardship in the Residential Class, the ALJ rejected EDE’s
request to increase the regular customer charge from $12.59 dollars to $20.59 and the total
electric residential customer charge from $12.50 to $25.00 per month. In any event, the ALJ also
amortized the $238,000 dollars rate case expense over three years without interest. As a result,

the ALJ's proposed revenue requirement increase totalled $2,629,281 dollars. To allocate costs
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OIEC stated that if EDE wants an increase in its Oklahoma base rates, another rate case should
be filed with Oklahoma specific information. EDE agreed to work with the parties and on
November 2, 2016, EDE filed a Motion to Dismiss Cause No. PUD 201500379, so that a case
could be filed using the Commission’s Minimum Filing Requirements containing Oklahoma
specific information. The Commission issued an Order granting the motion to dismiss (Order
No. 659346). The dismissal was granted without prejudice to refilling another base rate case.

With respect to the current application, EDE filed its Notice of Intent on November 2,
2016. The Notice of Intent signified EDE’s intention to file a peneral rate case to review the
rates and charges for electricity service to its customers in Oklahoma.

On November 8, 2016, Deputy Attorney General Dara M. Derryberry and Assistant
Attorney General Jared B. Haines filed an Entry of Appearance on behalf of the Attorney
General of Oklahoma Mike Hunter.

On December 21, 2016, EDE filed its Application and basic filing package, which
included accounting schedules and the direct testimony of witnesses Brad P. Beecher, Bryan §.
Owens, Blake A. Martens, Aaron J. Doll, Bethany Q. King, Jeffery P. Lee, Thomas J. Sullivan,
Dr. James H. Vander Weide, Mark Quan, and Dr. H. Edwin Overcast.

On December 22, 2016, Thomas P, Schroedter filed an Entry of Appearance on behalf of
QIEC. On the same day, Assistant Attomey General Vilard Mullaliu filed his Entry of
Appearance on behalf of the AG.

On December 29, 2016, EDE filed a Motion to Establish Procedural Schedule and a
Motion for Protective Order. The Commission issued a Notice of Hearing for each motion to be
heard before the ALJ on January 5, 2017. At that hearing, the Motion to Establish Procedural
Schedule was continued until January 19, 2017, while the Motion for Protective Order was
accepted by the ALJ with an amendment supported by the parties.

PUD of the Commission filed its Response Regarding Applicant’s Compliance with the
Minimum Filing Requirements on January 12, 2017.

The Motion for Protective Order came before the Commission on its signing agenda on
January 18, 2017. The Commission entered its Order Granting Motion for Protective Order,
Order No. 659,980, on that date. On January 19, 2017, the Motion for Procedural Schedule was
continued for a week until January 26, 2017, On January 26, 2017, the motion was continued for
another week until February 2, 2017. Before the hearing on February 2, 2017, the parties and
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IX. LEGAL STANDARDS

EDE’s application seeks a general rate order under 17 O.S. 2011 §152, which
amended the Oklahoma Constitution’s ratemaking scheme starting in 1913. 1913 Ok. Sess.
Laws Ch. 93, p. 150 §2, (emerg. eff. March 25, 1913). In that regard, Ok. Const. Art, IX §18
requires rates and charges that are reasonable and just, but the Commission’s authority is limited
to setting rates, charges, and terms and conditions of service, because Ok. Const. Art. IX, §18
failed to grant the Commission either the power of internal management or control incident to
ownership. Public Service Co. of Ok v. Ok Corp. Comm., 1996 OK 43, 918 P.,2d 733, 739.
Under the legislative scheme, the Commission’s power is limited to determining whether or not
an act by a utility affects public rights and what steps are needed to avoid an effect that is
unreasonable, unfair or prejudicial to public rights. Lone Star Gas Co. v. Ok Corp. Comm.,
1934 OK 396, 39 P.2d 547, 553. However, the Commission lacks the power to demand prior
approval of construction plans for a new plant, but once the plant is built, the Commission is
empowered to ascertain the plant’s effect on rates. Public Service of Okla. v. Ok Corp. Comm.,
1983 OK 124, 688 P.2d 1274, 1277. In that regard, the Commission may disallow any
improvident cost or unnecessary item, if not used and useful to public service or if a cost is
excessive, unwarranted, unreasonable or incurred in bad faith. PSO, pp. 1277-1281. To that
end, the Commission has a duty to ensure that the utility charges are the lowest reasonable rates.
State v. OG&E, 1975 OK 40 920, 536 P.2d 887, 891. And the Commission has the power to
prevent a utility from passing on to ratepayers unreasonable costs. Valiant Tel. Ca. v. Ok Corp.
Comm., 1982 OK 159, 656 P.2d 273, 275.

Avoiding rate shock is a primary ratemaking goal especially for the residential customers
since increases in basic needs can cause hardship for customers on low or fixed income. The
term “rate shock™ sometimes known as “bill shock™ refers to a customer’s awareness of a large
rate increase. See Goodman, The Process of Ratemaking, vol. 11 pg. 899 (Public Utilities
Reports, Inc. 1998). In public comments in this cause, EDE customers on low and fixed incomes
explained hardship from EDE’s high proposed rate increases. Along that line, the courts have
long recognized that, while an agency may consider value of service, there is a limit to what the
traffic will bear and it is necessary to avoid unduly burdensome rate increases., New England

Divisions Case, 261 U.S. 184, 191 (1923). Historically, the Commission sets rates and charges
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subject to a Commission review for prudence of these investments in EDE’s next Oklahoma rate
case. At this time, all other cost increases would be rejected under Mr. Garrett’s
recommendation but could be considered in EDE’s next Oklahoma rate filing, which, according
to Mr. Garrett, was consistent with the actions of the KCC. (Garrett Resp., p. 11, 11. 4-9).
Table 4 compares the AG and OIEC calculations for first year of an environmental
compliance rider.
Table 3

Olklahoma Environmental Comphliance Rider Calculation Comparison
Rider to be subject to refund and annual true-up

Party Total Company® ODIEC (2.75% AG(2.7677T%
Oklahoma allocation) Oklahoma allocation)

Plant in Service 5303933214 58,364 242 $8.411,960

Accumulated (513,820,981} (§380,353) (5382,523)

Depredation

Accamulated {356,786, 408) (51,562,762) (S1,571,677)

Deferred Income Tax

Total $233,325 825 56,421,127 $6,457,759

ROR 9.79% 10.6874%

Retum 5628 406 3690167

Deprecation 36,388,032 5175,799 5176,802

First Year Rider

Revenue S804,205** S866,068%%*

*Total Company reflects costs of environmental upgrades to Riverton 12 and Asbury.
*&©\ark Garrett Responsive Testimony Page 10
*#2T d Farrar Responsive Testimony Page 8.

Basically, the nder proposals continue with current rates, postpone general ratemaking
for one-to-two years, use an environmental compliance rider to compensate EDE only for
environmental compliance equipments, and fail to consider $365.5 million dollars for new
eguipment now in service.

The ALJ recommends that the Commission reject both rider proposals. Through its filing
and notice, EDE has invoked the Commission’s power to review rates, and EDE’s current rates
do not provide an adequate return, As reflected in Section B, Schedule 1 of EDE’s Minimum
Filing Requirements, the return on rate base during the test year, under existing rates, was 2.28%.
(Section B., Schedule 1, 1.9). The return on equity during the test year under existing rates is a
negative 0.71%. (Section B., Schedule 1, 1. 11). Therefore, adoption of the *Kansas plan™ will
not produce a reasonable result. Next, OIEC and the AG ask the Commission to ignore EDE and

PUD’s testimony about $365.5 million dollars in capital investment that EDE has presented for
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Additionally, EDE used the thirteen-month average test year balance as of June 30, 2016,
for the Fuel Inventory balance. As shown in Section B-2, EDE’s thirteen-month average balance
as of June 30, 2016, was $28,177,344. Based on the Company’s Oklahoma jurisdiction
allocation factor of 3.1268%, the Oklahoma jurisdictional Fuel Inventory balance was $881,049.
PUD used a thirteen-month post-test year average balance ending December 31, 2016, resulting
in an Oklahoma jurisdictional Fuel Inventory balance of $815,281, which is a decrease of
$65,768 from the Company’s proposed balance. (Patel Resp., p. 12, Il. 11-16, p. 13, 11. 1-7). No
party contested this adjustment.

5. Customer Deposits and Customer Advances and Contributions in aid of

Construction

EDE’s filing calculated a thirteen-month Oklahoma jurisdictional average balance of

$405,888 for Customer Deposits as of June 30, 2016. PUD proposed a thirteen-month average
balance of $418,779 as of December 31, 2016. Because rate base is reduced by the amount of
customer deposits, which are considered customer supplied capital, this adjustment results in a
$12,893 reduction to rate base. (Thomas Resp., p. 10, Il. 1-6). No party contested this
adjustment.

The Company’s filing included a thirteen-month average balance of $4,531 for
Contributions in Aid of Construction as of June 30, 2016. Because the six-month post-test year
balance at December 31, 2016, was not materially different, there were no proposed adjustments
to the balance of Contributions in Aid of Construction.(Thomas Dir. P.8 11 2-9).

6. Cash Working Capital
No party proposed an adjustment to EDE’s proposed cash working capital of $130,864.

7. Accumulated Deferred Income Taxes (ADIT)
On April 20, 2017, EDE filed an Errata, reflecting a six-month post-test year net ADIT

balance of $10,407,245 for the Oklahoma jurisdiction as of December 31, 2016. As set forth in
the OCC Minimum Filing Requirements, OAC 165:70-5-4 (3) (B) (iii), ADIT is a reduction to
rate base. (Errata J-3). No party contested the ADIT adjustment proposed by EDE.

B. RATE oF RETURN

1. Capital Structure
All parties agreed that a capital structure containing a debt ratio of 50.32% and a 49.68%

common equity ratio was reasonable to use in this proceeding.
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averaging the earned returns on equity of other utility companies. For the comparable average
Mr. Rush used the annual earned return on equity for each of the proxy companies from 2007-
2016 which he averaged resulting in a composite average of 9.82%. (Rush Resp., p. 35, IL. 20-
21) The average cost of equity resulting from each of the three models used by Mr. Rush was
7.91%. (Rush Resp., p. 36, 11. 2-3). Mr. Rush accepted the Company’s proposed cost of debt of
5.30% and the Company’s existing capital structure. Mr. Rush’s recommended cost of equity
was 9.90%, which was the mid-point in what he considered to be a range of reasonableness of
9.65% — 10.15%. (Rush Resp., p. 46, 1l. §-9).

OIEC witness, Mr. David Garrett did not object to EDE’s proposed debt ratio of 50.32%
or the cost of debt of 5.30%. However, Mr. Garrett did disagree with EDE’s cost of equity
capital. The result of Mr. Garrett’s DCF model was 7.6%. His CAPM model resulted in a cost
of equity of 7.4%, with an average of 7.5%. (Garrett Resp., p. 75, 1. 9) Mr. Garrett's average
market cost of equity was 8.1% (Garrett Resp., p. 77, |. 4). Although not contained in either
Mr. Garrett’s DCF or CAPM model, he recommended a 9.0% ROE. (Garrett Resp. test., p. 78).

EDE Witness Dr. Vander Weide performed five different equity models, which were the
discounted cash flow (9.3%); Ex ante risk premium (10.5%); Ex post risk premium (10.0%);
CAPM-historical (9.7%); and the CAPM-DCF based (10.2%) which resulted in an average of
9.9%. Dr. Vander Weide's proxy companies’ cost of equity was in the range of 9.3%-10.5%
with an average result equaling 9.9% ROE which was his recommendation. (Vander Weide Dir.,
p- 48, 1. 12).

The ALJ recommends 9.5 percent for ROE and adopts the AG’s Mr. Farrar’s opinion that
the Commission should consider reducing the ROE relative to that granted in PSO and OG&E’s
last rate cases to encourage belter reliability with the implication that its ROE would be set at a
“normal level” in a future proceeding “once the company had sufficiently improved reliability”.
(Reb. test., p. 8, 1l. 17-20). The ALJ rejects Mr. Farrar’s alternative value of 9.3 percent derived
from the Kansas settlement. The ALJ cannot determine if that percentage is reasonable without
seeing all riders if there are other riders. With respect to OIEC’s position, 9.0 percent is
unreasonably low. David Garrett contends that most public utility commissions set ROE too
high. However, the ALJ finds that Mr. Garrett understates risk especially in his analysis of EDE.
The basic problem here is that EDE is a small utility with large capital costs for new equipment
but insufficient load growth to pay for it.
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The ALJ agrees with EDE not to include any terminal net salvage in the determination of
the depreciation rates for the Company’s production units as is indicated by their response to
OIEC data request 4.2 attached to the Rebuttal Testimony of Mr. Sullivan. As stated in the
answer to the data request, all net salvage rates for production accounts are for interim
retirements.

The ALJ also recommends rejecting Mr. Garrett's recalculation of asset lives without
including future plant additions. Mr. Garrett's adjustment is an example of single-issue
accounting because he rejects the capital expenditures made to accomplish the life extension, but
he accepts the extra life that is the result of those expenditures. [f the capital expenditures made
to accomplish the life extension are not included then the extra life should also not be included.
The quotation found in Mr. Sullivan’s Rebuttal Testimony on page 20 of pages 6-38 through 6-
39 of the publication Accounting for Public Utilities is instructive on this matter.

Mr. Farrar also rejected the use of future plant additions (Reb. test, p. 12, Il. 1-12) and
incorrectly states this Commission has never accepted future plant additions in a depreciation
study. Mr. Garrett does acknowledge that this Commission has accepted interim additions in the
past (Tr. May 11, p.m., p. 118, 1l. 16-17) but states in his opinion the Company had not met its
burden of proof. The ALJ recommends that the Commission accept the extra life as the result of
the expenditures, as well as the capital expenditures themselves, as proposed by EDE. However,
if the capital expenditures are disallowed, the ALJ recommends that the Commission also make a
determination that the extra life added by additions should be disallowed.

It can be further determined from the record that Mr. Garrett did not allocate the
depreciable costs over the currently approved life spans of the Company’s production units as
stated in his testimony. It is also clear that he adopted several of Mr. Sullivan’s
recommendations to change to the currently used life spans. For example, Mr. Garrett used the
same retirement date for latan 2 that Mr. Sullivan used which was an increase in the retirement
date from 2060 to 2070. (Sullivan Reb., p. 7, ll. 15-18). The ALJ recommends rejecting the
adjustment to production plant, due to the inconsistencies in Mr. Garrett’s testimony.

. Mass Property Accounts
The ALJ also recommends rejection of Mr. Garrett’s adjustment to mass property

accounts. Mr. Garrett stated that he obtained the Company’s historical plant data to develop the

observed life tables for each account. (Garrett Resp., p. 20, 1. 3-5). That was not the case. As


















Cause No. PUD 201600468 Page 32 of 131
Report of the Administrative Law Judge on the Full Evidentiary Hearing

PUD witness Champion did not agree with the Company in its proposed rate design
stating that EDE’s proposal will exacerbate, for many customers, the already significant
increases proposed by EDE. (Champion Rate design Resp. test., p. 11, 11, 10-11), *

Dr. Overcast testified that the residential customer cost, based on the historic actual test
year used in the cost study, is $41.19 per customer. Even at a proposed customer charge of
$20.59, and assuming that the total kWh charge is available to compensate EDE for customer
costs, customers who have average use of less than 222 kWh per month do not even pay the full
cost of service. The customer would not make any contribution to the fixed cost for production
and transmission which is over $25.63 dollars. This essentially means that the smallest
residential customers never pay the full customer costs, which theoretically results in excess
customer cost being recovered in the kWh charge from larger users. (Overcast Dir. test., p. 32,
Il. 14-23).

As set forth in Table 3 of Dr. Overcast’s rebuttal testimony found on pages 19 and 20, the
average monthly charge to a residential customer for a rural electric cooperative is $22.32.
Northeast Oklahoma Electric Cooperative, Inc., which is located in close proximity to the service
territory of EDE, has a monthly charge of $23.00.

The ALIJ adopts the Position of PUD and AG on the customer charge. The ALJ finds that
EDE’s proposed customer charge would exacerbate the rate shock problem.

A. REVENUE ALLOCATION
Revenue allocation is problematic, because we start the current ratemaking with the

Residential Class at a minus 1.36 RROR (PUD Schwartz, COS Resp. p. 11), while OIEC wants
to move it up to 1.0 or at least to .75 (OIEC Mark Garrett, Tr. Testimony of May 12, 2017, p. 79,
line 21 through p. 82), which shifts most of the revenue requirement increase to the Residential
Class, causing a major rate increase to the Residential Class.

The AG recommended that the Commission make no change to EDE’s cost recovery
allocation among customer classes at this time. (Farrar Rate Design test,, p. 6, 11. 18-20).

PUD witness Schwartz set forth PUD’s proposed revenue distribution and relative rate of
return on Figure 3 found on page 13 of Mr. Schwartz’ cost-of-service Responsive testimony filed
May 22, 2016.

* The copy of the Testimony received by EDE does not have page numbers. EDE started p. | with the Table of
Contenls,
























APPENDIX “A”

Testimony Summaries

EMPIRE DIsTRICT ELECTRIC COMPANY

THOMAS J. SULLIVAN

Direct Testimony

Thomas J. Sullivan, President and owner of Navillus Utility Consulting LLC., testified on
behalf of The Empire District Electric Company (“Empire” or “Company”).

Mr. Sullivan testified that a complete depreciation study was performed for Empire’s
plant in service on December 31, 2014, using Missouri information which was attached to his
testimony.

Mr. Sullivan also sponsored the Company’s proposed amortization of the depreciation
reserve deficiency associated with the retirement of Riverton coal-fired generating facilities
(Units 7 and 8) and Riverton combustion turbine Unit 9.

Mr. Sullivan’s recommended depreciation rates for Empire's production facilities are
based on the remaining life formula, and the depreciation rates for all other facilities (mass
property accounts) are based on the whole life formula. Mr. Sullivan also recommended that
Empire amortize the undepreciated portion of its investment in the recently retired Riverton
steam Units 7 and 8 and Riverton combustion turbine Unit 9 and the cost of decomumissioning
Riverton Units 7, 8, and 9 over a five-year period.

Mr. Sullivan testified that a five-year amortization of the undepreciated portion of
Empire’s investment in Riverton Units 7 and 8 and the decommissioning costs associated with
the Riverton Units 7 and 8 are equal to $2,135,793 annually, and the undepreciated portion of
Empire's investment in Riverton Unit 9 and its associated decommissioning costs are equal to

$162,898 annually.

Regarding Riverton Units 7 and 8 coal-fired steam generation units, Mr. Sullivan testified
that at the time these units were retired by Empire in June 2015, there was a negative reserve of
$6.8 million which represents the undepreciated investment in these units. The units have not
been depreciated by Empire since their retirement in June 2015. In addition, Empire has
received estimates that it will cost $3.9 million to decommission the units. Therefore, there is a
total cost of $10.7 million left to be recovered from the Riverton Units 7 and 8.

Mr. Sullivan recommended that these costs be amortized over a five-year period
beginning with the effective date of new rates resulting from this case. The $10.7 million
remaining cost, when amortized over 5 years, results in an annual amortization of $2,135,793.

According to Mr. Sullivan, Riverton Unit 9 was retired in June 2015. At the time of its
retirement, Unit 9 had $758,397 in undepreciated investment. In addition, the same
decommissioning study for Riverton Units 7 and 8 includes approximately $56,000 in net






























Cause No. PUD 201600468 — Appendix "A"- Testimony Summaries Page 50 of 131

OIEC graphs are further truncated at 50 percent surviving. Third, the Company analyses
Mr. Garrett shows are based on the lowa curves shown in Mr. Sullivan’s Schedule TJS-2 which
do include all of the Company’s property data. By making these apples and oranges
comparisons, Mr. Garrett’s figures mislead the reader into believing that his selected curves fit
all of the Company’s data better than the curves Mr. Sullivan used, when in fact they do not. His
curves fit the truncated (1960 to present) data better. Nowhere in his testimony does Mr. Garrett
make this critical distinction. In Mr. Sullivan’s workpapers, he provided analyses using both the
full data sets and also a test against the 1960 to present shortened data set, but his recommended
Iowa curves are based on the full data sets available.

Mr. Sullivan prepared curves showing how his selected curves actually fit all the
Company data.

These curves are included in Schedule TJS-6. This schedule shows that the curves
Mr. Sullivan recommended fit all of the data better than the curves selected by the OIEC.

In response to a question of what was the net effect of the OIEC using the abbreviated
data set, Mr. Sullivan testified that there were two impacts that bias the results towards
producing longer lives. By Mr. Garrett removing the older plant and focusing on only the top
half of the survivor curve (100% to 50% surviving), he has stretched out the curve by removing
the tails of the curve and by removing plant that has gone through its full life cycle. Mr. Sullivan
stated that it needed to be made clear that the mathematical analyses underlying his analyses and
the OIEC’s are essentially the same, a least squares or best fit analysis comparing actual data to
standardized lowa curves. The only difference results from using different data band; the full
data band versus the truncated data band. The OIEC has not used all of the Company’s data as it
claims it has used.

In response to AG witness Farrar, Mr. Sullivan testified that on Page 11, beginning at line
2, Mr. Farrar states that Empire’s proposed depreciation rates should be rejected because “future
additions to plant were included in the filed depreciation study”. Mr. Sullivan assumed
Mr. Farrar was referring to interim additions which he addressed in his rebuttal testimony.

He disagreed that consideration of the effective interim activity on the calculation of
depreciation rates is an “inappropriate rate making policy”. If one excludes the expenditures one
must also exclude the extra life which is a result of those expenditures. To not do so would
certainly be inappropriate rate making policy.

Mr. Sullivan testified that the depreciation rates recommended in Schedule TJS-2 (based
on total Company plant in service at June 30, 2015) resulted in a reduction in depreciation
expenses of $198,726 for transmission plant, a reduction in depreciation expenses of $3,654,194
for distribution plant, and an increase in depreciation expenses of $68,859 for general plant. The
reductions in depreciation expenses for transmission and distribution plant resulted primarily
from recommending longer lives than the lives underlying the existing depreciation rates.

According to Mr. Sullivan, the depreciation rates were reviewed by the Missouri Public
Service Commission Staff in Docket No. ER-2016-0023. For the mass property accounts, the
Missouri Public Service Commission Staff’s findings were so close that he did not even bother to
rebut them in that case. Further, the Staff’s overall recommendation on the mass property
accounts was for generally shorter lives than Mr. Sullivan recommended.
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According to Dr. Vander Weide, his recommended 9.9 percent return on equity is
conservative because it does not reflect the higher financial risk implicit in the Company’s
ratemaking capital structure compared to the average financial risk of the proxy companies’
market value capital structure. The financial risk of the proxy companies depends on the market
values of the debt and equity in the companies’ capital structures.

According to Dr. Vander Weide, economists define the cost of capital as the return
investors expect to receive on alternative investments of comparable risk.

The cost of capital is a hurdle rate, or cut-off rate, for investment in a company or project.
If investors do not expect to earn a return on their investment in a company or project that is at
least as large as the return they expect to receive on other investments of comparable risk,
rational investors will not invest in the company or project.

Debt investors have a fixed claim on a firm’s assets and income that must be paid prior to
any payment to the firm’s equity investors. Since the firm’s equity investors have only a residual
claim on the firm’s assets and income, equity investments are riskier than debt investments.
Thus, the cost of equity exceeds the cost of debi.

The overall or average cost of capital is a weighted average of the cost of debt and cost of
equity, where the weights are the percentages of debt and equity in a firm’s capital structure.

According to Dr. Vander Weide economists define the cost of equity as the return
investors expect to receive on alternative equity investments of comparable risk. Since the return
on an equity investment of comparable risk is not a contractual return, the cost of equity is more
difficult to measure than the cost of debt. However, as he noted, there is agreement among
economists that the cost of equity is greater than the cost of debt. There is also agreement among
economists that the cost of equity, like the cost of debt, is both forward looking and market
based.

Dr. Vander Weide testified that investors estimate the expected rate of return in several
steps. First, they estimate the amount of their investment in the company. Second, they estimate
the timing and amounts of the cash flows they expect to receive from their investment over the
life of the investment. Third, they determine the return, or discount rate, that equates the present
value of the expected cash receipts from their investment in the company to the current value of
their investment in the company.

Dr. Vander Weide further testified that investors generally measure investment risk by
estimating the probability, or likelihood, of earning less than the required return on investment.
For investments with potential returns distributed symmetrically about the expected, or mean,
return, investors can also measure investment risk by estimating the variance, or volatility, of the
potential return on investment.

Dr. Vander Weide explained that business risk is the underlying risk that investors will
earn less than their required return on investment when the investment is financed entirely with
equity. Financial risk is the additional risk of eamning less than the required return when the
investment is financed with both fixed-cost debt and equity.






Cause No. PUD 201600468 — Appendix "A"- Testimony Surmmaries Page 54 of 131

calculations, in making stock buy and sell decisions. They provide strong evidence to support
the conclusion that the analysts’ forccasts of future growth are superior to historically-oriented
growth measures in predicting a firm’s stock price. He noted that researchers at State Street
Financial Advisors updated his study in 2004, and their results continue to confirm that analysts’
growth forecasts are superior to historically-oriented growth measures in predicting a company’s
stock price,

As his estimate for the price term, Dr. Vander Weide used a simple average of the
monthly high and low stock prices for each firm for the three-month period ending October
2016. These high and low stock prices were obtained from Thomson Reuters. Dr. Vander
Weide testified that he used the three-month average stock price in applying the DCF method
because stock prices fluctuate daily, while financial analysts® forecasts for a given company are
generally changed less frequently, often on a quarterly basis. Thus, to match the stock price with
an earnings forecast, it is appropriate to average stock prices over a three-month period.

He further testified that because Empire is seeking to recover its equity flotation costs as
an expense over a five-year period, he did not include an allowance for flotation costs in his cost
of equity calculations.

He applied the DCF approach to the Value Line electric companies shown in his
Schedule JVW-1.

He selected all the companies in Value Line’s groups of eleciric companies that: (1) paid
dividends during every quarter of the last two years; (2) did not decrease dividends during any
quarter of the past two years; (3) have an I/B/E/S long-term growth forecast; and (4) are not the
subject of a merger offer that has not been completed. In addition, each of the utilities included
in his comparable groups had an investment grade bond rating and a Value Line Safety Rank of
1,2, 0r3.

Dr. Vander Weide obtained an average DCF result of 9.3 percent for his proxy company
group.

Dr. Vander Weide also employed the risk premium approach to estimate Empire’s cost of
equity, using two risk premium methods, an ex ante risk premium approach and an ex post risk
premium approach, As Dr. Vander Weide explained, the risk premium method is based on the
principle that investors expect to earn a return on an equity investment in Empire that reflects a
“premium”™ over and above the return they expect to earn on an investment in a portfolio of
bonds. This equity risk premium compensates equity investors for the additional risk they bear
in making equity investments versus bond investments.

Dr. Vander Weide’s ex ante risk premium method is based on studies of the DCF
expected return on a proxy group of electric companies compared to the interest rate on Moody’s
A-rated utility bonds. Dr. Vander Weide performed a regression analysis to determine if there is
a relationship between the calculated risk premium and interest rates and uses the resulis of the
regression analysis to estimate the investors’ required risk premium. To estimate the cost of
equity using the ex ante risk premium method, according to Dr. Vander Weide, one may add the
estimated risk premium over the yield on A-rated utility bonds to the forecasted yield to maturity
on A-rated utility bonds. He obtained the expected yield to maturity on A-rated utility bonds,
5.8 percent, by averaging the most recent forecast data from Value Line and the U.S. Energy
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TABLE 1
COST OF EQUITY MODEL RESULTS
METHOD MODEL RESULT
Discounted Cash Flow 9.3%
Ex Ante Risk Premium 10.5%
Ex Post Risk Premium 10.0%
CAPM-Historical 0.7%
CAPM-DCF Based 10.2%
Average 0.9%

Dr. Vander Weide testified that his cost of equity conclusion reflects the financial risk
associated with the average market value capital structure of his proxy companies, which has
approximately 64 percent equity.

Empire is recommending that its consolidated capital structure containing approximately
49.68 percenl common equity be used for rate making purposes in this proceeding.

According to Dr. Vander Weide, although Empire’s recommended capital structure
contains an appropriate mix of debt and equity and is a reasonable capital structure for rate
making purposes in this proceeding, this recommended rate making capital structure embodies
greater financial risk than is reflected in his cost of equity estimates from his proxy companies.

Dr. Vander Weide testified that he conservatively recommends an ROE equal to
9.9 percent. This recommendation is conservative in that it does not reflect the higher financial
risk implicit in Empire’s rate making capital structure compared to the average financial risk of
the proxy companies implicit in the values of debt and equity in their market value capital
structures.

Rebuttal Testimony

Dr. Vander Weide filed rebuttal testimony to respond to the allowed rate of return on
equity and cost of equity recommendations of Mr. Dawvid J. Garrett (“OIEC”) and M.
Geoffrey M. Rush (“PUD”).

Mr. Garrett recommended an allowed return on equity equal to 9.0 percent, and Mr. Rush
recornmended an allowed return on equity equal to 9.9 percent. Mr. Garrett estimated a cost of
equity equal to 7.5 percent, and Mr. Rush estimated a cost of equity equal to 7.91 percent.
According to Dr. Vander Weide, there was nothing in these testimonies that would cause him to
change his cost of equity recommendations.

Dr. Vander Weide testified that Mr. Garrett arrived at his recommended 9.0 percent
recommended ROE by: (1) estimating that Empire’s cost of equity is 7.5 percent; (2) noting that
Empire’s current allowed ROE is 9.9 percent; and (3) recommending that the Commission
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Harvey indicate that Mr. Garrett’s recommended 9.0 percent allowed ROE and 7.14 percent
WACC are far below a reasonable estimate of Empire’s cost of equity and weighted average cost
of capital. [“The Equity Risk Premium in 2016,” John R. Graham and Campbell R. Harvey]

Dr. Vander Weide rebutted Mr. Garrett’s 7.5 percent estimate of Empire’s cost of equity.

According to Dr. Vander Weide, Mr. Garrett applied the discounted cash flow (“DCF”)
model and the Capital Asset Pricing Model (“CAPM”) to a group of eighteen Value Line electric
utilities. Mr. Garrett also applied his cost of equity models to Dr. Vander Weide’s larger proxy
group, attempting to establish that “cost of equity results are influenced far more by the
underlying assumptions and inputs to the various financial models than the composition of the
proxy groups.” [Garrett at 23] Mr. Garrett’s group excludes companies with market
capitalizations “considerably higher than Empire’s markel capitalization.”

Dr. Vander Weide testified that both Mr. Garrett and Dr. Vander Weide used the
quarterly DCF model. Mr. Garrett obtained a result of 7.6 percent.

Dr. Vander Weide testified that using the analysts’ growth forecasts in Mr. Garrett’s DCF
model] produces a result equal to 9.5 percent, not the 7.6 percent reported by Mr. Garrett.

Dr. Vander Weide’s quarterly DCF model results differ from Mr. Garrett’s primarily
because he used analysts’ estimates of long-term growth for the growth component of the DCF
model, whereas Mr. Garrett used his estimate of long-run growth in Gross Domestic Product
(“GDP™) for the growth component of his DCF model.

Dr. Vander Weide used analysts’ growth rates reported by I/B/E/S Thomson Reuters
because his studies indicate that the analysts’ growth rates are highly correlated with stock
prices. This evidence provides strong support for the conclusion that investors use analysts’
growth rates in making stock buy and sell decisions, and thus the analysts’ growth rates should
be used to estimate the growth component of the DCF model.

Dr. Vander Weide discussed the analysts” estimates of future EPS growth by saying that
part of their research, financial analysts working at Wall Street firms periodically estimate EPS
growth for each firm they follow. The EPS forecasts for each firm are then published. Investors
who are contemplating purchasing or selling shares in individual companies review the forecasts.

He further testified that I/B/E/S is a division of Thomson Reuters that reports analysts’
EPS growth forecasts for a broad group of companies. The forecasts are expressed in terms of a
mean forecast and a standard deviation of forecast for each firm. Investors use the mean forecast
as an estimate of future firm performance.

Dr. Vander Weide used the I/B/E/S growth rates: (1)are widely circulated in the
financial community, (2) include the projections of reputable financial analysts who develop
estimates of future EPS growth, (3) are reported on a timely basis to investors, and (4) are widely
used by institutions and other investors.

Dr. Vander Weide relies on analysts’ projections of future EPS growth rather than
historical growth, retention growth, or long-run growth in GDP because there is considerable
empirical evidence that analysts’ forecasts are the best estimate of investors® expectation of
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Dr. Vander Weide testified that Mr. Garrett estimated that the average market cost of
equity is 8.1 percent.

Mr. Garrett arrives at his 8.1 percent estimate of the market cost of equity by examining
the results of the IESE survey, the Graham and Harvey survey, Damodaran, and his own study.

Mr. Garrett concludes that the upper bound for a reasonable estimate of Empire’s cost of
equity is 8.1 percent.

Dr. Vander Weide testified that Mr. Garrett’s conclusion is based on sources that do not
provide studies of the cost of equity either for utilities or for the market. Market surveys of
executive opinions regarding the expected risk premium on the S&P 500, such as the IESE
survey and the Graham and Harvey survey, are not designed to establish an appropriate upper
bound for the cost of equity for electric utilities. The Graham and Harvey survey, for example,
provides evidence that the executives responding to the survey, in fact, do not use the risk
premium data they provide in response to the survey when they are committing their companies’
funds to capital projects. Rather, the Graham and Harvey survey provides evidence that
companies’ use hurdle rates in the range 13.1 percent to 14.2 percent. This 13.1 percent to
14.2 percent range includes both debt and equity costs. Mr. Garrett's 8.1 percent estimate of an
upper bound for an electric utility’s cost of equity is far below the cosls equity that are used to
establish hurdle rates for real-world investment decisions.

Mr. Garrett’s study on the implied market return on the S&P 500 is flawed in several
ways. First, his Equation 9 for the value of the S&P 500 is misspecified: the value of each
year’s forecasted earnings should be discounted by the cost of equity, not by the risk-free rate
plus the cost of equity. Second, as shown in his Exhibit DG1-10, Mr. Garrett uses the historical
growth aver the five-year period 2010 - 2015, 3.14 percent, to forecast future growth, rather than
using analysts® forecasts of future growth. Because the economy was in a recession over much
of those five years and is expected to perform better in the future, Mr. Garrett’s decision to use
historical growth ending in a recession year understates investors’ expected future growth. For
example, the average analysts’ forecast for all companies in the S&P 500 is currently
11.6 percent, compared to Mr. Garrett’s historical growth rate of 3.14 percent.

Dr. Vander Weide testified that Mr. Garrett claimed that it was best to over-estimate
depreciation lives in depreciation studies because such over-estimation does not harm the
company and benefits shareholders. Mr. Garrett stated:

Moreover, since the Company’s awarded and earned returns on equity are far
above its true cost of equity, the Company’s shareholders further benefit from the
excess wealth transfer from ratepayers while these costs are in rate base. Thus,
the process of depreciation strives for a perfect match between actual and
estimated useful life. When these estimates are not exact, however, it is better
that useful lives are overestimated rather than underestimated. [Garrett
Depreciation Testimony at 7 — 8]

According to Dr. Vander Weide, Mr. Garrett's assertion is based on his faulty conclusion
that Empire’s cost of equity is 7.5 percent. Dr. Vander Weide noted that he had been involved in
regulatory proceedings for many years, and he could not recall any regulatory commission
awarding an allowed rate of return on equity as low as Mr. Garrett’s recommended 7.5 percent
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injects anhydrous ammonia into the flue gas stream, where in the presence of a catalyst, it reacts
with nitrogen oxides to eliminate them.

According to Mr. Mertens, the Federal Clean Air Act and state laws regulate air emissions
from stationary sources such as electric power plants through permitting and/or emission control
requirements. These requirements include maximum emission limits for sulfur dioxide (“S02™),
particulate matter, nitrogen oxides (“NOx™), carbon monoxide (“CO”) and hazardous air
pollutants, including mercury. To comply with current and pending environmental regulations,
Empire needed to implement a compliance plan at its Asbury unit if the unit was to continue in
service. The regulations primarily driving Empire’s compliance plan are the Mercury and Air
Toxics Standards (“MATS") and the Clean Air Interstate Rule (“CAIR™) and its subsequent
replacement rule.

Mr. Mertens testified that as part of its 2010 Integrated Resource Plan (“IRP™) -- a twenty
year planning study -- Empire developed seventeen different resource cases for analysis. Among
the alternative resource cases analyzed, the study considered cases that included the construction
of the Asbury AQCS or the retirement of Asbury in 2015, Capacity expansion modeling was
done for all cases. New conventional and renewable resources, as well as demand-side
management programs, were considered available for the capacity expansion required to meet
Empire’s projected future loads. The resources evaluated to replace or supplement the energy
produced by Asbury included supercritical coal, simple cycle combustion turbine, combined
cycle, nuclear power purchase agreement, distributed generation, integrated gasification
combined cycle, wind, biomass and solar thermal.

Each of the seventeen cases analyzed in the 2010 IRP produced an optimized set of supply-
side resources resulting in the lowest present value of revenue requirements (“PVRR”) for the
scenario represented by that case. Each plan was subjected to stochastic analysis and financial
modeling over the planning horizon. Each plan was analyzed at all levels of four critical
uncertain factors - environmental costs, market and fuel prices, load forecast and capital and
transmission costs and interest ratcs. This analysis generated seventy-two endpoints for each
plan, which make up the risk profiles for the plans.

The risk profiles of the cases that utilized the base case assumptions were compared, and
the plan with the lowest risk with respect to PYRR was selected by Empire as its Preferred Plan.
This Preferred Plan included the installation of the Asbury AQCS in the 2015 timeframe.

Mr. Mertens further testified that the economic analyses conducted before, during and after
the preparation of the 2010 IRP, found that the Asbury AQCS project was the low-cost option
for Empire. Additionally, this plan kept approximately 189 MW of Empire owned coal-fired
capacity in Empire’s generation mix, which helps with fuel diversity and fuel price volatility.
With the continued operation of Asbury, Empire’s owned generation mix is about 33% coal and
63% natural gas.

According to Mr. Mertens, in March 2010, Empire awarded Black & Veatch an
engineering assignment to gather information about Empire’s Asbury unit and perform studies to
select the preferred technology for reducing emissions — specifically sulfur dioxide, particulate
matter and mercury — at the plant. Black & Veatch prepared four individual reports as a result of
this assignment:



