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SURREBUTTAL TESTIMONY
OF
DAVID MURRAY

UNION ELECTRIC COMPANY,
d/b/a Ameren Missouri

CASE NO. ER-2012-0166

Q. Please state your name.

A. My name is David Murray.

Q. Are you the same David Murray who previously prepared and caused to be
filed in Case No. ER-2012-0166 the Rate of Refurn ("ROR") Section of the Staff’s Cost of
Service Report (“Staff’s Report™) and Rebuttal Testimony related to ROR?

A. Yes, I am.

Q. What is the purpose of your Surrebuttal testimony?

A. The purpose of my Surrebuttal Testimony is to respond to the Rebuttal
Testimony of Mr. Robert B. Hevert. Mr. Hevert sponsored ROR testimony on behalf of

Union Electric Company, d/b/a Ameren Missouri.

EXECUTIVE SUMMARY

Q. What areas will you address in your surrebuttal testimony?

A. I will address some of the specific criticisms Mr. Hevert provided in his
rebuttal testimony regarding my cost of equity (“COE”) analysis and the reasonableness of
my return on common equity (“ROE”) recommendation.

Q. What is the primary theme of Mr. Hevert’s argument that the Commission

should not reduce Ameren Missouri’s allowed ROE from its previous level of 10.20%?
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A. Mr. Hevert's theme is that, despite declining interest rates, both U.S.
Treasury’s and more importantly utility bond yields, the COE in the U.S. markets has not
declined along with bond yields. In fact, in certain parts of Mr, Hevert’s testimony, he
indicates that certain indicators may actually justify a higher COE.

Q. What is the primary problem with Mr, Hevert’s theme?

A. Mr. Hevert inappropriately groups regulated electric utility company stocks
with the broader equity markets when discussing the impacts of the macroeconomic
environment on the regulated electric utility industry’s COE. I agree that aggregate indices,
such as the S&P 500, have exhibited periods of volatility in the last few years due to
uncertainty in the domestic and global economy. However, this is the very reason that
im./estors have sought the safety of regulated utility stocks. In fact, regulated electric utility
stocks have been trading at a premium to the S&P 500, which normally would cause some to
believe that regulated electric utility company stock prices are overvalued, but investment
analysts are appropriately comparing the valuation level of electric utility stocks to that of
bond prices rather than to the valuation level of the S&P 500, because utility stocks are
evaluated based on the yield and the safety of the yield.

Consequently, the cost of debt should be a direct consideration when estimating the
COE for regulated utility companies. This has generally been accepted by the investment
community for many years and continues to be the focus of investment analysts in the current
macroeconomic environment.

Q. What is Mr. Hevert’s reaction to COE estimates for regulated electric utility

companies that may be as low as the 7% range?
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A. He seems to believe COE estimates this low are not even conceivable and
“there are no market data of which [he is] aware that could rationalize such low results.”’ As
Staff will discuss later in its testimony, Mr. Hevert could have discussed such possibilities
with Ameren itself when discussing the current capital market environment. Ameren
routinely hires financial consultants to provide it advice for purposes of considering strategic
decisions, such as targeted credit ratings to achieve the lowest cost of capital. If Mr. Hevert
had discussed these issues with Ameren’s own financial personnel, Staff believes he would
have received opinions that current market data does justify a COE as low as in the 7% range

for regulated electric utility companies.

SPECIFIC RESPONSE TO MR. HEVERT’S REBUTTAL TESTIMONY

Q. Did Mr. Hevert update his COE estimates in his rebuttal testimony?

A Yes.
Q. Did Mr. Hevert change his recommended ROE as a result of his updates?
A Yes. Mr. Hevert is now recommending an ROE of 10.50% based on his
updated COE range of 10.25% to 11.00%.

Q. Mr. Heveﬁ claims the Commission “set” the “Cost of Equity” at 10.20% in
July 2011.% Does the Commission “set” the Cost of Equity?

A. No. The COE is determined by the market, not set by the Commission.

I agree the Commission sets the allowed ROE, but this does not necessarily equal the COE.

! Hevert Rebuttal, p. 58, 11. 9-10.
2 Hevert Rebuttal, p. 3, 11. 15-17.
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Relative Estimates of Decrease in the COE

Q. Is it appropriate for Mr. Hevert to compare your COE estimates in this case to
the allowed ROE in the previous case for purposes of assessing your view on the relative
decline in the COE since the last rate case?

A. No. I estimated the COE to be in the range of 8.25% to 9.25% in Ameren
Missouri’s last rate case. In this case, I recommended an ROE range of 8.00% to 9.00%,
even though the implied COE was lower. Based on the mid-point of my multi-stage DCF
analysis, the implied COE in this case is 8.25%. If subtract the mid-point COE in this case
from the mid-point COE in the last case, this implies the COE decreased by 50 basis points
since Ameren Missouri’s last rate case.

Q. Do you believe the 10.20% authorized ROE for Ameren Missouri is the
appropriate benchmark if the Commission reduces the allowed ROE to reflect the decrease in
the COE since the last rate case?

A. No. It is my understanding from Commission agenda discussions, the
Commission considered 10% to be within a zone of reasonableness and in fact was
considering this as a possible allowed ROE. Although the Commission ultimately authorized
an ROE of 10.20%, it .is Staff’s opinion that the Commission should authorize an ROE fqr
Ameren Missouri similar to that of KCPL and GMO because of similar risk profiles. It was
Staff’s opinion in Ameren Missouri’s last rate case that the COE for regulated electric utility
companies had actually declined since the Commission authorized a 10% ROE for KCPL
and GMO in Case Nos. ER-2010-0355 and ER-2010-0356, respectively. Consequently, from
a reduced cost of capital perspective, the benchmark for any considered reduction to the

allowed ROE should be no higher than 10%.
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Q. What was Mr. Hevert’s recommended ROE in Ameren Missouri’s last

rate case?

A. 10.90%.

Q. What was Mr. Gorman’s recommended ROE in Ameren Missouri’s last
rate case?

A. 9.75%.

Q. What is Mr, Gorman’s recommended ROE in this case?

A. 9.30%.

Q. Does this mean there is some agreement among the ROR witnesses on at least

the relative decline in the COE?

A. Yes, even though the ROR witnesses disagree on the absolute level of a COE
estimate, at least there appears to be some agreement on the relative decrease in the COE
since the last rate case

Q. If the Commission were to judge the fairness of an allowed ROE in this case
on a relative basis compared to the appropriate ROE benchmark of 10% in the last rate case,
what is the minimum reduction to the allowed ROE the Commission should make for
purposes of this case?

A. Because all of the ROR witnesses seem to agree that the COE has decreased
by approximately 50 basis points since the last rate case, the Commission could easily justify
an allowed ROE of no higher than 9.5%.

Q. Does this mean that Staff believes this is Ameren Missouri’s COE?

A. No, but Staff recognizes the various opinions on the COE and the

Commission’s difficult task of weighing all the testimony sponsored in this case,
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Consequently, Staff believes because all parties have determined there is an approximate
50 basis point decline in the COE, this gives the Commission support for an allowed ROE at

least in the mid-9% range.

Mr. Hevert’s Opinion Versus Ameren’s Opinion on Utility Stock Characteristics

Q. On page 39, line 10 through page 43, line 6 of his rebuttal testimony,
Mr. Hevert cites several research articles and his own research in attempting to support his
position that utility investors focus on EPS growth rates rather than potential DPS when
valuing regulated electric utility stocks. Is Mr. Hevert’s opinion consistent with that of
Ameren’s opinion?

A. No. Mr. Hevert’s position is completely at odds with Ameren’s own view on
the focus of utility investors. In evaluating its dividend policy, Ameren’s Finance Committee

of the Board indicated the following during its October 13, 2011 meeting:

* %k

* %

NP
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The Finance Committee of the Board also indicated the following about expected
returns from capital appreciation as opposed to dividend yield when comparing utility stocks

to those of the broader market:

* %k

ok

Considering this relationship in context of the DCF methodology, the total return estimated
from a DCF analysis should be tilted much more toward the dividend yield rather than
expected capital appreciation. In Mr. Hevert’s attempts to justify higher COE estimates by
assuming regulated electric utility stock returns will be driven by capital appreciation rather
than dividend yield, he loses touch with the reality of the basic characteristics of regulated
utility stocks. Based on Mr. Hevert’s use of updated projected long-term growth rates of
approximately 5.07% to 5.67% and dividend yields in the 4.23% to 4.48% range, he is
projecting that electric utility investors expect to receive a majority of their total return from
an appreciation in regulated electric utility companies’ stock prices. This is in direct
contrédiction with what has occurred over the last 35 years for regulated electric utility
companies. If the relationship of dividend return to total return continues to hold true, then
the implied growth in stock price for a regulated electric utility may only be 2.07% using
Mr. Hevert’s updated median dividend yield of 4.4% on page 2 of Schedule RBH-ER10
(4.4%/68 %= 6.47% and then, 6.47% - 4.4% = 2.07%).

Q. This results in an expected return of only 6.47% for Mr. Hevert’s regulated

electric utility proxy group. Can this be right?
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A, Certainly. Although this represents a little over 200 basis points of risk
premium for investing in regulated electric utility stocks as opposed ‘Baa’ rated electric
utility bond yields of 4.28% as of August 22, 2012°, this is entirely plausible. Also,
considering that The Survey of Professional Forecasters projects annual compound returns
for the S&P 500 for the next ten years to be only 6.8%, this low of a return for regulated
electric utility stocks is quite logical.

Q. Was there any other information provided by Ameren’s financial consultant,
JP Morgan, which provides a reasonableness check for growth rates used in a DCF analysis?

A. Yes. JP Morgan specifically stated the following about utility investors and

the growth rates they would expect from such investments:

o

# %

Uttlity investors do not in_vest in regulated utility company stocks expecting growth rates of
5% in the long-run. lConsequently, while Staff’s perpetual growth rates are higher than the
*%  ** gchieved lovels discussed by JP Morgan, at least they are within reach of actual
historically achieved growth rates for regulated electric utilities.

Q. Did Mr. Hevert take issue with your suggestion that investors may not expect
utility investments to grow much faster than the rate of inflation in the long-term?

A. Yes. Mr. Hevert seems to believe that “electric utilities would face significant
difficulty competing for capital if investors believed that the long-term real growth rate for

the companies was negligible. In addition, since earnings growth supports dividend growth,

* The Value Line Investment Survey, August 31, 2012, p. 1405.
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if Mr. Murray is correct that long-term growth does not exceed the expected inflation rate,
electric utilities would not be able to offer investors any prospect for dividend growth.”

Q. If an investor does not expect utility stock prices to grow at a rate much higher
than inflation over the long-term, does this mean that the company would not be able to
compete for capital?

A. No. A dividend paying stock can still earn a positive real return without the
stock price growing more than the inflation rate. As the information provided by JP Morgan

indicates, **

Hek

* %

A, &k

Lk

Consequently, Mr. Hevert’s opinion about what is required for a utillity company to attract
capital is completely at. odds with Ameren’s opinion.
Q. Does Ameren estimate its COE for purposes of attempting to target a capital
structure and credit rating that it believes will allow it to achieve the lowest cost of capital?
A. Yes. Staff reviewed documents from several of Ameren’s Finance Committee

of the Board meetings and they routinely evaluate (with the help of information from
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JP Morgan) what they consider to be an optimal credit rating for purposes of achieving
the lowest cost of capital. As part of this process, Ameren must estimate its COE. As of

July 2012, Ameren used the following inputs to estimate its current COE:

HeR

*x

Q. Isn’t Ameren’s COE affected by its riskier merchant generation operations?

A. Yes.

Q. Would this cause the need to adjust the COE downward for Ameren
Missouri’s operations?

A, Yes.

Q. How much lower could Ameren’s beta be if it didn’t have its exposure to the
merchant generation operations?

A. It would probably be close to the average of Staff’s proxy group of 0.7.

Q. How much would this reduce Ameren Missouri’s estimated COE?

A. Almost 100 basis points to ** *E

NP
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Utility Stocks Compared to Bonds

Q. On page 5, lines 11 through 13 of his rebuttal testimony, Mr. Hevert indicates
that utility stocks are not seen as “safe havens” to the extent that investors have dramatically
reduced their required returns. Do investors view regulated utility stocks as “safe havens”
and value them based on the level of interest rates?

A. Yes. Almost all equity analyses of regulated utility stocks involve some form
of comparison to the current level of interest rates when determining a fair value to pay for
the stock. This is widely accepted and understood by professional securities analysts. For
example, Greg Gordon, lead Power & Ultilities Research analyst for International Strategy
and Investment Group Inc. (“ISI”) and recent speaker at the Mid-America Regulatory
Conference (“MARC”) in June 2012, recently published a research report discussing this
relationship.* Specifically, Mr. Gordon and his coauthors indicated the following

(entire report is attached as Schedule DM-SUR-1):

The Balance of Risks vs. Bonds is More Favorable

Our dividend/bond yield model suggests the balance of
risks for the Regulated Utility sub-group is more positive,
even assuming the sunset of the 15% tax rate on dividends. We
believe utility stock valuations are highly correlated to bond
market conditions given their leverage and high dividend
yields, which make them alternatives to fixed income
instruments. Going back 40 years, utility dividend yields —
and, by extension, P/E multiples — have shown an 80%
correlation to both 10-year Treasury note yields and to BBB
corporate bond yields. Investor appetite for a dividend income,
and the assumption of how much that income will grow over
time, is a valuation driver that expresses itself through a
relationship to the bond market. (emphasis in the original)

* Greg Gordon, Jon Cohen, Bill Appicelli, and Dmitri Pchelintsev, Regulated Utilities: “Valuations Supported
By Low Interest Rates; There Are Relative Values,” January 9, 2012, International Strategy and Investment
Group, Inc.
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The fact that this correlation was high as it related to both
Treasuries and corporate bonds was misleading. Since 1970 the
BBB credit spread over Treasuries has averaged +/-210 bp.
During the financial crisis when corporate credit markets
imploded and government markets rallied the correlation to
Treasuries broke down while the correlation to BBB credits
stayed extremely high, leading utility stocks lower. At its apex
(December 2008), the spread between Treasury yields and

corporate bond yields peaked at ~600 bp. The average BBB
credit spread over Treasuries is now approximately 329 bp.

Consequently, although Mr. Hevert is correct regarding his observation that utility stock
prices have not been as highly correlated with U.S. Treasury yields since the financial crisis
in late 2008 and early 2009, he is not correct regarding their continued correlation to
corporate bond yilelds. Yields on investment grade corporate bonds have been quite low for
some time because of the safety associated with investment-grade corporate bonds,
Specifically, yields on utility bonds have been very low. This low corporate bond-yield
environment has had a dramatic impact on regulated electric utilities’ COE. This directly
explains the significant increase in regulated electric utilities’ stock prices over the last
couple of years. While we can argue about how much the COE has dropped, there is no
doubt it has dropped, which gives the Commission sufficient support for lowering the
allowed ROE for Ameren Missouri to at least 9.50%, even though Staff’s opinion is that
Ameren Missouri’s COE is lower than this level.

Q. Mr. Hevert iﬂdicates that you did not provide any support for your assertion
that utility stocks ére considered to be bond surrogates/substitutes by the investment
community.” Are the views and investment decisions of the investment community

supportive of this statement?

3 Hevert Rebuttal, p. 63, 1L 3-15.
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A, Absolutely. Staff didn’t invent this analogy. It is straight from the “mouths”
and actions of investors. Investment research reports on utility stocks are replete with the
comparison of utility dividend yields to bond yields and utility P/E ratios to bond yields. In
fact the quoted material above specifically addresses this comparison. As interest rates
decrease, utility stock prices increase. This same relationship holds true for long-term bonds.
As interest rates decrease, the prices of long-term bonds increase. This explains the
correlation of utility stock P/E ratios with the level of interest rates. If Mr. Hevert would
rather Staff use the term “alternatives” to describe this relationship, as Mr. Gordon did in his
analysis of the regulated electric utility universe, then Staff can do so, but this is mincing
words in Staff’s opinion. Staff has researched the opinions of several investment analysts
and the view that regulated utility stocks are a close substitute to bond investments is
pervasive. This is exactly why utility stock analysis devotes significant attention to interest
rate forecasts.

Q. Mr. Hevert also explains in his rebuttal testimony why the “flight to quality”
in treasury bonds and investment grade corporate bonds should not cause one to conclude
that the COE has decreased as well. He also claims that utility stocks arc not seen as “safe

havens.”®

How do you respond?

A. I st.rongly disagree! Considering the fact that the U.S. economy has had one
of the slowest recoveries from a recession since at least the Great Depression and the fact that
demand for electricity is expected to be extremely low for the foreseeable future, there is

really no other explanation for the dramatic increase in regulated electric utility stock prices

over the last couple of years other than investors viewing regulated eleciric utility stocks as

¢ Hevert Rebuttal, p. 5, 1.3 through p. 6, 1. 2.
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“safe havens” in this low growth, low interest rate environment. Although regulated electric
utility companies have been trading at premiums to the S&P 500, some analysts believe there
is more room for regulated electric utility stock prices to increase if interest rates continue to
remain so low and/or commissions do not reduce allowed ROES.‘

Q. Is there any recent information provided by the Edison Electric Institute
(“EEI") that supports your position that regulated electric utility stocks are “safe havens” and
viewed as “bond substitutes”?

A, Yes. EEI provided the following commentary regarding the current valuation
levels of regulated electric utility stocks:

Stretched Valuations?

Despite trailing the broad market averages during the first half of
2012, the EEI Index outperformed all major market sectors over the
12-month period ending June 30 (as shown in Table 1X). This was
due less to any change in the indusiry’s prospects than to the
industry’s status as a safe-harbor during macroeconomic
turbulence. The broad market fell more than 10% during Q3 2011
as the spectacle of the U.S. fiscal debt limit debate (and Standard &
Poor’s August 5, 2011 downgrade of U.S. debt from AAA to AA+H)
along with European leaders’ equally contentious response to a flare-
up of market stress over their continents’ sovereign debt woes rattied
investors.

By late June 2012, most analysts observed that utility
price/earnings ratios were near historical highs relative to the
broad market, suggesting that the group’s strength may be nearing
an end, Conversely, given today’s extraordinarily low interest rates,
utility shares receive powerful suppott from the industry’s roughly
4% dividend yield, double that of the S&P 500°s dividend yield.
When viewed as a bond substitute (effering bond-like yields with
dividend growth potential), analysts observed that utility stocks
could have room to rise given the very low yields available most
everywhere else,

To the extent that utilify dividends remain perceived as stable and
safe, and if interest rates remain very low, utility shares will likely
recefve an ongoing strong bid from investors. However if rates were
to rise or if industry fundamentals were to worsen — such as the
perception of difficulty executing capital investment programs or
renewed fuel cost increases pressuring end-user rates, fostering a
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more contentious environment in rate cases — the group’s stock
market fortunes may take a twrn for the worse.

Recent years have delivered many tailwinds for the industry,
independent of the hard work by companies to reform themselves
around the traditional utility business model while implementing the
strong public good aspect of their missior — that of ensuring safe,
reliable and increasingly environmentally clean electricity within
regulated service territories. It’s likely that the values of utility shares
in the immediate future will continue to be driven more by global
macroeconomic issues outside of the industry’s control than by
changes in business strategies or fundamentals that managements can
control. That is not to say that the month-to-month and year-to-year
challenges that come with the management of shareholder-owned
utilities are not significant, it’s just that they are largely under control
for now.” (emphasis added throughout)

Capital Markets and Authorized ROEs

Q. Mr. Hevert also claims that he “strongly disagrees” with COE estimates that
are below any ROE authorized since at least 1980.> How do you respond?

A, The U.S. macroeconomic and capital market environment are in
unprecedented territory. Interest rates are the their lowest levels in decades; the economic
recovery from the worst recession since the Great Depression is so slow it can barely be
labeled a recovery; unemployment is stubbornly high; there are concerns regarding the
stability of economies within the Eurozone; and inflation is aimost nonexistent. It is quite
clear that we are in an environment that has never been experienced since 1980 so to use this
period to justify keeping allowed ROEs consistent with this period is entirely inappropriate.

Q. On page 22, lines 1 through 7 of his rebuttal testimony, Mr. Hevert provides a
comparison of the S&P Utilities Index and the S&P 500 and concludes that because the S&P
500 outperformed the S&P Utilities Index that this causes any COE reductions due to the

previous run-up in regulated electric utilities’ stock prices to no longer be valid. Is this at all

7 Edison Electric Institute’s Second Quarter 2012 Financial Update, p. 7 (Schedule DM-SUR-2).
8 Hevert Rebuttal, p. 13, 1. 13-15.
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logical considering regulated electric utility stock prices have continued to increase over this
6-month period, albeit at a slower pace?

A, No. A good way to illustrate the fallacies of Mr. Hevert’s argument is to
consider the performance of the bond markets over the last 6 months. The Barclays
Aggregate Bond Index had a total return of 2.37% for the 6 months through June 30, 2012,
whereas the S&P 500 had a total return of 9.49%. Just because the S&P 500 had higher
returns in the first 6 months of 2012 than the Barclays Aggregate Bond Index does not mean
that the cost to issue bonds is not still low. In fact, the average yield to fnaturity on the
Barclays Aggregate Bond Index is only 1.48%. It is the relative price of the index as
compared to other indices that should be the focus. Regulated electric utilities are still
trading at a premium to the S&P 500, as was recognized in EEI’s commentary discussed
above.

Considering the magnitude of the financial crisis, Staff believes a proper comparison
of S&P 500 returns to regulated electric utility returns would be from the beginning of
the stock market recovery to the current period. For the period April 1, 2009 through
June 30, 2012, regulated electric utilities have had a cumulative total return of 92.57%
compared fo the S&P 500 total return of 82,8%. This equates into an annual compound rate
of return of 20.40% for the S&P 500 compared to an annual compound rate of return of
22.34% for regulated electric utilities.”

However, again, Staff believes the most relevant data for purposes of understanding
why it makes sense to reduce the allowed ROE to at least 9.5% is that the P/E ratios for

regulated electric utilities continue to justify this action.

% EEI’s Second Quarter 2012 Financial Update.
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Q. Mr. Hevert indicates that you are incorrect in concluding that Ameren
Missouri’s COE is below the 9% ROE that you recommend. He also ¢laims that investment
analysts do expect commissions to set the allowed ROE equal to the COE. Does he provide

any supporting 3™-party investment analysis to support his opinion?'®

A.  No.
Q. Do you have any proof that this is the view of investment analysts?
A. Yes. Staff has provided supporting documentation for this position in recent

utility rate cases in Missouri and specifically in Ameren Missouri’s last two rate cases, Case
Nos. ER-2011-0028 and ER-2010-0036, The most obvious statement that supports this
notion was that of Goldman Sachs when it stated the following in a March 10, 2009 research
report.

If implied costs of equity remain high or authorized RoEs
do not increase, companies will likely decrease longer-term
capital spending and rate base growth — reducing our 4-§
year EPS growth outlook below current levels. Our implied
DDM analysis shows that the implied cost of equity has
increased by approximately 27% since March 2008 to levels
near 11.3% - above where regulators recently set authorized
returns on equity. Authorized returns are key given the
increased costs of equity and debt — if authorized rates of return
set by regulators do not increase, many companies will face
challenges of earning a WACC-like return on capital
investment, driving them to reevaluate and potentially reduce
longer-term  discretionary  spending  where  possible.
Alternatively, if the cost of equity declines as stock prices
increase or bond yields decrease, companies will face less
economic pressure to reduce capital spending. (emphasis in the
original)!?

'® Hevert Rebuttal, p. 67, 1. 14 —p. 68, L. 21.
' Michael Lapides, Zac Hurst, Jadieep Malik and Neil Mehta, “Reiterate Neutral Coverage View; POR
Replaces NVE as CL Buy,” Goldman Sachs, March 10, 2009.
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The time at which Goldman Sachs published this report was at the nadir of the stock market
crash caused by the severe banking crisis experienced during the fall of 2008 through the
spring of 2009, Obviously, the COE had increased considerably and authorized ROEs were
approximately 10.30% for the first quarter of 2009 and 10.55% in the second quarter of 2009,
Performing some simple algebra indicates that Goldman Sachs estimated the COE to be
approximafely 8.9% in March 2008. Average authorized ROEs in the first half of 2008 were
approximately 10.5%. Clearly, Goldman Sachs expected commissions to set allowed ROEs
higher if stock prices did not recover, otherwise utility companies face challenges of earning

a “WACC-like return on capital investment.” Apparently, Goldman Sachs was much

| more comfortable when allowed ROEs exceeded the COE by approximately 150 basis

points. However, the concern then becomes whether these investments are made
because they are economical investments or because they simply allow shareholders to earn
above-market returns.

Now that the economy has slowed down to a trickle and investment-grade corporate
bond yields have declined significantly, investors expect the opposite to occur, which is that
commissions will start to lower allowed ROEs because the current COE to allowed ROE
spread is much higher than is usually the case. Mr. Gordon specifically states the following
in his report:

At present, we are monitoring all three fronts [Assets, Allowed
Returns and Capital Ratios]. The spread between authorized
returns on equity and the cost of equity appears wide by
historical standards, although we believe the equity risk
premiums may in fact be hire [sic] than they appear given that
low interest rates are being driven by sovereign credit risk. We

are watching the regulatory backdrop closely but so far ROE’s
have come down at a moderate pace... (emphasis added)
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Investors are now expecting allowed ROEs to eventually decline and/or bond yields to
increase to cause the historical spread between allowed ROEs and the COE to revert back to
historical average spreads. Because economic forecasters have consistently projected interest
rates to increase over the last several years, but this has not material-ized, Staff urges the.

Commission to start recognizing the lower COE by lowering the allowed ROE.

Multi-Stage DCF

Q. Is there anything else in Mr. Gordon’s report that is relevant to this
proceeding?
A. Yes. Considering the fact that all three ROR witnesses in this case are

employing a multi-stage DCF, it is especially relevant to explore the valuation approach used
by Mr, Gordon’s firm, ISI, which is also a multi-stage DCF approach. Before Staff delves
into the details of Mr. Gordon’s approach, it is important to compare and contrast the purpose
for which ROR witnesses use a multi-stage DCF and the purpose for which investment
analysts use a multi-stage DCF approach.

Investment analysts often use both absolute valuation methodologies and relative
valuation methodologies when evaluating a fair price to pay for a stock. Relative valuation
methodologies focus on the P/E ratios for the subject company as it compares to the industry.
Absolute valuation methodologies are those that anatyze specific cash flow estimates to the
shareholder and then discount these cash flows by a discount rate (i.e., the COE). The
investment analyst and/or investor uses a COE that he/she believes is consistent with the
risks of the cash flows expected from the company. The unknown variable the investor is
solving for when he/she uses an absolute valuation model, such as the multi-stage DCF

methodology, is the fair price to pay for the stock. The variable the ROR witness is
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attempting to solve for is the discount rate (i.e., the COE) investors are using to estimate a
fair price to pay for the stock. Although investment analysts may have some variance in their
opinion on the proper COE to use when discounting projected future cash flows (just as they
will differ on their projected growth rates in cash flows and earnings), Staff’s experience has
been that equity analysts’ COE rates have been in the range of 7% to 9% even before the
recent decline in corporate bond yields and corresponding increase in regulated electric
utility stock prices. - Although Staff is not aware of any source that publishes securities
analysts’ consensus COE estimates, if one follows the logic that investors follow the advice
of these analysts, then the consensus COE of the analysts is that which is embodied in
stock prices.

Q. Where does Mr. Gordon explain the ISI multi-stage DCF methodology in the
January 9, 2012, research report (see Schedule DM-SUR-1 attached to this testimony)?

A. On pages 17 to 18 of the report,

Q. IST characterizes its multi-stage DCF as a dividend discount model (“DDM”).
Is the DDM the same methodology as the DCF as used in the utility ratemaking?

A, Yes. The DDM more properly specifies the DCF used in utility ratemaking,
A DCF analysis can refer to the discounting of a variety of different cash flow proxies, but as
used in utility ratemaking, the DCF is referring to dividends a.s the expected cash flows.

Q. What are the key areas of ISI’s multi-stage DCF analysis that are relevant
to evaluating the reasonableness of assumptions made by the various ROR witnesses in
this case?

A. The most obvious is the assumed perpetual growth rate of 2% starting in

year 21. This is much more in line with the perpetual growth rates Staff has observed in
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other investment analyses. Mr. Hevert claims that a long-term growth rate this low is
illogical because investors wouldn’t purchase stock that didn’t offer real growth.'
Mr. Hevert also claims that if long-term growth in eamings didn’t exceed inflation, then
electric utilities would not be able to offer investors any prospects for dividend growth,
which would put utilities in a situation in which they could not aftract equity capital.”
Mr. Hevert provides no practical investment analyses to support his position, whereas
Staff has provided such professional investment analysis to support the reasonableness of
its position.

The other is the fact that the first two stages occur over a 20-year period rather than a
more conventional 10-year period. The longer transition period would cause more sensitivity
in the estimated value of the stock if the assumed rate b-ase growth was significantly higher
than the perpetual rate base growth of 2%. However, because ISI indicates that the rate base
growth for years 6 through 20 should be consistent with a long-term estimate for the
company or the industry, its example shows a relatively conservative 3% compound average
growth in rate base for the second period.

Another relevant aspect of ISI's multi-stage DCF methodology for purposes of
understanding investor assumptions and expectations is the fact that ISI assumes that
dividend growth will be driven by rate base growth. Apparently, because of a utility
company’s monopoly status, ISI makes the assumption that it will be able to continuously
raise rates to pay for rate base investment, In past rate cases, Staff estimated the long-term
growth rate by using demand growth plus an inflation factor. While Staff is aware of other

investment firms, such as BMO Capital Markets, that had estimated perpetual growth rates

12 Hevert Rebuttal at p. 54, lines §-9.
" Hevert Rebuttal, p. 54, 1l. 9-15.
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by using projected demand growth rates, using ratc base growth is logical assuming these
investments are allowed in rates.

An additional significant area of interest is the assumed allowed ROE in the model.
As can be seen, for the long-term, the model assumes an allowed ROE of 10.5%. This
assumed allowed ROE is very close to long-term averages of commission allowed ROEs in
recent years. However, it is important to understand that investment analysts do not equate
allowed ROEs with the COE as is often assumed by certain ROR witnesses. For efcample,
both Mr. Gorman and Mr. Hevert assume allowed ROEs are equal to the COE for purposes
of their risk premium analyses. ISI’s repott makes it very clear that they consider
commission allowed ROEs to be higher than the COE for utilities.

As Staff discussed carlier, investment analysts are aware that the spread between
allowed ROEs and the COE are currently high. This is mainly due to the fact that
commissions have not reduced allowed ROEs to reflect the decrease in the COE. However,
as Staff indicated before, it appears that investment analysts do not expect, or desire, for
commissions to set the allowed ROE equal to the COE. If commissions set the allowed ROE
as low as the COE reflected in regulated electric utility stockl prices, then allowed ROEs

would be closer to the 7% to 8% range.

Credit Rating Considerations

Q. On page 66, line 8 through page 67, line 12 of his rebuttal testimony,
Mr. Hevert indicates that you did not quantify the potential effect of ybur ROE
recommendation on Ameren Missouri’s financial integrity. Did Mr. Hevert attempt any such
quantification in his direct testimony?

A, No.
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Q. Mr. Hevert even hints that if the Commission were to adopt your
recommended ROE, S&P may downgrade Ameren Missouri’s credit rating to below

investment grade. Do you agree?

A. No.
Q. Why?
A Ameren Missouri has been earning an ROE in the 7% range for the last three

years and its credit metrics, specifically Ameren Missouri’s funds from operations (FFO) to
debt ratios, have been consistent with S&P’s financial risk profile of ‘significant’. Ameren
Missouri’s FFQ to debt has averaged around 23% for the most recent three years, which is
above the 20% lower threshold for S&P’s benchmark.

Consequently, if Ameren Missouri were allowed an ROE above the earned ROE of
approximétely 7 percent, assuming all else is held equal, it would seem likely that Ameren
Missowri’s credit metrics would at least be maintained at their current levels.

Q. Mr, Hevert also brings up the concern about a possibility of S&P
downgrading Ameren Missouri to below investment grade if the Commission allowed a
lower ROE. Is this of concern to Staff as well?

A, Yes, but for different reasons. If it weren’t for Ameren Missouri’s credit
support, it is quite probable that Ameren would already have below investment-grade credit
ratings due to the significant drag of Ameren’s non-regulated operations. If it weren’t for
Ameren Missouri’s affiliation with these weaker operations, its S&P credit rating could be as
high as an ‘A-> according to S&P’s benchmarks. Ameren Missouri has an ‘excellent’
business risk profile, but because of its affiliation with Ameren’s other operations, S&P does

not rate Ameren Missouri based on this lower business risk profile. If S&P did, because
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Ameren Missouri’s average FFO/debt ratio (23%) over the last three years has been above
the 20% lower threshold for S&P’s benchmark for a ‘significant’ financial risk profile, this
would justify a rating as high as an ‘A-’,

Ameren currently only has ‘strong’ business risk profile, which is considered riskier
than Ameren Missouri on a stand-alone basis. This is the primary reason Ameren Missouri’s
S&P credit rating is only one notch above “junk” status. It is entirely inappropriate to suggest
that the allowed ROE needs to be set high enough to avoid a non-investment grade credit
rating when the cause for Ameren Missouri’s borderline investment grade credit rating is that
of non-regulated business and financial risks. Because most investors assign either no equity
value or even negative equity value to Ameren’s non-regulated operations, on a market-value
basis, Ameren’s non-regulated operations are underwater (i.e., more outstanding debt than
equity). This is having a direct negative impact on Ameren’s cost of capital and an indirect
negative impact on Ameren Missouri’s cost of capital. Because Staff is not relying on a
company-specific COE analysis of Ameren, Staff is comfortable that its COE estimate does
not include higher costs due to Ameren’s increased risk profile, but Staff is not confident that
Ameren Missouri’s cost of debt is free from this influence.

Q. Is it possible that Ameren Missouri’s cost of debt may be higher due to its
affiliation with Ameren’s non-regulated operations?

A, Yes.

Q. Did you make any downward adjustments to Ameren Missouri’s cost of debt
to take this into consideration?

A. Not for purposes of my initial recommendation, but because Ameren Missouri

has not allowed Staff to review certain Ameren Board materials that Staff believes discuss
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credit rating risks from Ameren’s merchant generation operations and certain strategies
Ameren could take to protect Ameren Missouri’s value and credit profile, Staff has not ruled
out the possibility of making a downward adjﬁstment to Ameren Missouri’s cost of debt.

Q. If Ameren Missouri had a better credit rating based on its stand-alone risk

profile, would this assist Ameren Missouri in attracting capital and improving its financial

integrity?
A. Yes.
Q. Assuming Ameren Missouri does not provide the documents that you believe

discuss protecting Ameren Missouri’s credit rating and value, what adjustment to the cost of
debt would you suggest?

A. Because Staff believes Ameren Missouri could have a credit rating as high as
an ‘A-’ absent its affiliation with Ameren’s other operations, Staff would likely recommend
the Commission reduce Ameren Missouri’s embedded cost of debt by 76 basis points,
consistent with the spread Mr. Hevert provided in Table 5, on page 23 of his rebuttal
testimony. This would result in an embedded cost of debt of 5.12% as compared to Ameren
Missouri’s actual cost of debt of 5.885%.

Q. Is Ameren using Ameren Missouri’s credit capacity, which may limit Arnefen
Missouri’s financial flexibility?

A. Yes. Staff explored fhis issue in more detail in Ameren Missouri’s last rate
case. Ameren Missouri’s rates should be set based on the assumption that financing
decisions are made in the best interest of Ameren Missouri. However, Ameren has a conflict
of interest due to its ownership interest in other operations. While Ameren appears to have

taken some steps to separate itself from its non-regulated operations, Ameren still has access
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to $500 million of a shared credit facility with Ameren Missouri. Ameren Missouri also has
direct access to $500 million of short-term debt under this shared $800 million credit facility
assuming Ameren hasn’t drawn in excess of $300 million. Ameren can reduce Ameren
Missouri’s direct access to credit by $200 million if it fully draws on its access.

Ameren Missouri, on a stand-alone basis has a larger total asset base than Great
Plains Energy, Inc. (“GPE™) on a consolidated basis. However, GPE has $1.05 billion of
credit capacity under two credit facilities it maintains at KCP&I, ($600 million) and KCP&L
Greater Missouri Operations Company ($450 million). Although GPE shares access to these -
credit facilities with its subsidiaries, the subsidiaries have direct access to the entire amount
of their individual credit facilitics. Consequently, based on this comparison, it appears that
Ameren Missouri should demand at least $1 billion of direct credit capacity since it provides
the asset base to support access to this liquidity. Additionally, as discussed earlier in my
testimony, Ameren Missouri’s stand-alone credit metrics and business risk support a higher
credit profile that would allow it to have a higher credit rating, absent its. affiliation with

Ameren’s other operations.

Rule of Thumb

Q. Mr. Hevert claims that the lower bound of your “Rule of Thumb” test of
reasonabletiess is 8.52%. Is this accurate?

A. No, but Staff did make a mistake on how it reported the “Rule of Thumb”
COE estimates so Staff can understand why Mr. Hevert may have believed this. Actually,
because regulated utility stocks are considered by the investment community to have
bond-like characteristics, Staff considers the 3% risk premium over the utility industry bond

yields to be the more likely risk premium requirement by utility stock investors. Based on
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the range of “A” rated and “Baa” rated bond yields, this results in an indicated COE estimate
of 7.92% to 8.52%. Consequently, the lower bound for the reasonableness of a COE
estimate is more accurately defined by the 7.92%. If one assumes Ameren Missouri would
be a 'BBB’ rated entity on a stand-alone basis, which as Staff has already discussed is highly
debatable, then the upper end of this indicative COE range would be considered a good test
of reasonableness. Because Staff ultimately recommended an ROE of 9.0%, Staff believes
its i'ecommendation is well within the zone of reasonableness if the Commission believes the

ROE should be set based on the COE.

Comparable Companies

Q. Mr. Hevert claims you should have included Edison International in your
proxy group because your business risk criterion is already contemplated in your criterion
requiring an investment grade credit rating. How do you respond?

A. While I agree the investment grade credit rating does encompass all risks of
the company, which includes business and financial risk, Edison International’s
non-regulated subsidiary, Edison Mission Group (“EMG”™), is involved in merchant
generation operations, which are much riskier than regulated electric utility operations. The
risks caused by non-regulated operations are not immaterial and should rightfully be
considered when estimating the COE for regulated electric utility operations, and as
mentioned above, even the cost of debt. As Staff explained in its rebuttal testimony, Staff
has observed COE estimates for non-regulated merchant operat.ions that are twice as high as
those used for regulated utility operations.

Q. Mr. Hevert claims you should have considered percentage of income from

regulated operations to screen for proxy companies. How do you respond?
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A, [ believe my criteria were more effective in screening companies that have
non-regulated 6perations. For example, if the non-regulated operations do not produce any
income or the income is negative, then Mr. Hevert’s net income screening criterion will
allow for companies that have underperforming non-regulated operatioﬁs, which increases
the risk profile of the comparable group. However, the use of a net income criterion in

addition to evaluating revenues and assets could be useful in certain situations.

Long-Term Realized Electric Utility Growth

Q. Mr, Hevert claims that you did not provide any basis for your selection of the
period of 1968 through 1999 to evaluate electric utility realized growth rates for purposes of
projecting potential future growth for the eleciric utility industry."* Do you agree?

A. No. As Staff explained in the Staff Report, Staff believed it was important to
analyze electric utility indusiry data dating back to at least the early 1970s because this was
approximately the beginning of the last large construction cycle for the electric utility
industry. Because the electric utility industry started another construction cycle starting
around 2005, it is important to consider growth rates over an entire period from beginning of
construction in one cycle to beginning of construction in another cycle. While Staff did not
analyze data past 1999 because of various disruptions in company-specific data due to
restructuring of the electric utility industry, Staff’s further evaluation of aggregate utility
GDP data confirms that the industry as a whole was declining through 2005. Consequently,
inclusion of this data would have only caused the realized growth rates to have been lower.

Q. Are there important differences in this construction cycle for the electric

utility industry versus the construction cycle that started in the 1970s?

" Hevert Rebuttal, p. 44, Il. 14-17,
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A. Yes. The first construction cycle was driven by the need for additional
capacity because of strong demand growth that had been occurring in the two to three
decades preceding this period. The second construction cycle has not been driven by
demand, but by environmental requirements, replacement of aging infrastructure, energy
efficiency measures and other non-capacity related issues.

Because the first construction cycle was driven by demand growth, it is only logical
to conclude that utilities’ achieved growth rates over this period should be considered as a
high-end estimate for long-term projected growth for utilities during the second construction
cycle. Because usage is not expected to increase much over the second cycle, the only way
utility companies will be able to recoup the costs of this additional investment is to charge
higher rates for the customers remaining on the system. This would seem to place some
constraint on potential future growth for the electric utility industry.

Q. Mr, Hevert also takes issue with the fact that the companies you used to
evaluate regulated electric utility growth over the last construction cycle are not the same as
the companies in your proxy group to estimate the current COE for regulated electric utility
companies.”” How do you respond?

A, The selection of a group of companies to evaluate the long-term growth of the
electric utility industry necessarily requires choosing companies that existed during this
period and were fairly steady-state regulated utility companies. The composition of
companics in any given industry changes over time. This was especially the case for the
electric utility industry because of the push for deregulation and restructuring of the markets.

A perfect example is Stafl’s inclusion of St. Joseph Light and Power Company (“SJL&P).

1* Hevert Rebuttal, p. 45, il. 1-7.
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Although SJL&P was an ideal proxy for a pure-play regulated electric utility company
through 1999, it simply no longer existed after it was acquired by Aquila, Inc, (then named
UtiliCorp United, Inc.).

Staff selected these companies to develop a proxy of actual realized growth for the
regulated electric utility industry over a long period (30 years) that covered almost the entire
period of the electric utility industry’s last construction cycle. Althoﬁgh Staff attempted to
procure data on broader indices, such as the Dow Jones Utility Index, the S&P Electric
Utilities Index or some similar type of index, this information simply wasn’t availabie to
Staff. Staff has no objection to evaluating the EPS and DPS growth for some other regulated
utilities” index, but Staff would have to determine if it is worth the expense to gain access to
this data. Unless the Commission expresses an interest in reviewing this data for purposes of
deciding on an allowed ROE, Staff does not believe this would be an efficient use of
Commission funds.

Q. Did the companies you used to evaluate realized electric utility growth for thg

30-year period 1969 through 1999 include any Missouri electric utilities?

A. Yes.

Q. What companies were included?

A, Empire, Kansas City Power and Light Company and SJL&P.

Q. Why wasn’t Union Electric included?

A, Staff removed Union Electric due to its merger with CIPSCO in 1997, but

since Staff has data on Union Electric through 1997 and it does not appear that the merger

with CIPSCO caused a significant change in the data in 1998 and 1999, Staff believes
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reviewing the actual growth rates of Missouri’s major electric utilities could provide a reality
check on potential growth for at least Missouri electric utility companies.

Q. What were the actual achieved growth rates in EPS, DPS and BVPS for
Missouri’s major publicly-traded electric utilities for the time period of 1969 through 1999?

A. As shown on Schedule DM-SUR-3, the average of the 10-year compound
averages for DPS, EPS and BVPS were 3.59%, 3.11% and 2.57%, respectively, with an
overall average of 3.09% for all indicators.

Q. Are you proposing to use these growth rates as a proxy for perpetual grémh in
your multi-stage DCF analysis?

A. No. Staff is just providing this information to show the actual realized growth
of Missouri’s major electric ufilitiecs. However, these growth rates do support the

reasonableness of Staff’s long-term growth rates.

GDP Growth Rates

Q. On pages 47 to 49 of his rebuttal testimony, Mr. Hevert provides his rationale
as to why he does not consider it appropriate to rely on economists’ 10-year projections of
GDP growth for purposes of the perpetual growth rate used in a multi-stage DCF analysis. Is
Mr. Hevert’s rationale consistent with his decision to rely on equity analysts’ 5-year EPS
forecasted growth rates for his constant-growth DCF analysis?

A. No. Mr. Hevert’s constant-growth DCF analysis assumes his proxy group’s
stock prices can grow in perpetuity at the same rate as equity analysts’ S-year EPS forecasts.
However, when deciding on an appropriate proxy to use for his assumed perpetual GDP
growth rate, he claims that because economists’ forecasts only cover a ten-year period, these

growth rate projections are not reliable for assumed perpetual growth. If the Commission
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accepts the premise that electric utilities can grow at the same rate as the growth in the
overall economy, then the Commission should rely on forecasted long-term GDP growth
rates provided by the Congressional Budget Office and/or Blue Chip Economic Forecasts.
This provides a much more reasonable expected GDP growth rate than Mr. Hevert’s updated
GDP growth rate of 5.67%.

Q. Mr. Hevert’s concerns notwithstanding, are there any projected GDP growth
rates that extend bey(.)nd ten years?

A. Yes. Staff provided projections from the Energy Information Administration
(“EIA™), which extend through 2035. The expected compound growth rate for nominal GDP
for the period 2010 through 2035 was approximately 4.40 percent. The projected growth
rates for the period 2022 (the year in which my perpetual growth rate is presumed to begin)
through 2035 is approximately 4,70 percent, based on the compounding of real GDP growth
and inflation growth. Clearly this provides a reasonableness check to Mr. Hevert’s
self-calculated projected GDP growth rate of 5.67 percent.

Q. On page 48, lines 13 through 15 of his rebuttal testimony, Mr. Hevert
indicates that subtracting a current implied inflation rate of approximately’ 2.20% from a
projected nominal GDP annual growth rate of 4.30% results in a real growth rate of only
2.05%. Mr. Hevert claims that this seems to be a fairly low expected real GDP growth rate
as compared to the historical real GDP growth reported by the BEA for the period 1929
through 2011. Do you agree?

A. Yes. This is exactly the concern of most investors at this point in time. It is

much too naive to assume the U.S. economy will rebound back to levels it achieved during
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much of the post WWII era. The U.S, is a developed country, with a mature economy. The
EIA is projecting such lower growth rates for the U.S. economy for years to come as well,

Q. On page 49, lines 6 through 15 of his rebuttal testimony, Mr. Hevert claims
that “some analysts” assume that a long-term risk-free rate can be used as a proxy for
long-term U.S. GDP growth. Are you aware of the use of a long-term risk-free rate to
approximate long-term growth for purposes of asset valuation?

A. Yes. In fact, Staff had introduced this idea in past rate cases when providing
an estimate of an ex-ante equity risk premium for purposes of applying the CAPM. It
appears that Mr, Hevert’s source for this logic is the same as Staff’s, Dr. Aswath Damodaran,
Professor of Finance at New York University’s Stern School of Business and publisher of
textbooks used in the Chartered Financial Analyst (“CFA”) Program. However, in no way
does Dr. Damodaran advocate using a projected risk-free rate for purposes of estimating asset
values or growth rates. He advocates using the current risk-free rate. In response to Staff
Data Request No. 0500, Mr. Hevert provided the document he relied upon from
Dr. Damadoran to support his use of a projected risk-free rate as a proxy for GDP growth
(see Schedule DM-SUR-4). Dr. Damadoran specifically indicates the following in this
document:

4. 'The dynamic valuation: You could use today’s combination
of a low risk free rate, high risk premium and low nominal
growth to estimate a value of $1,700 million for the company.
The valuation is internally consistent but the downside is that it
will be volatile and change as the macro environment changes,

creating discomfort for those who believe that intrinsic value is
a stable number that stays unchanged over time.

I would steer away from the internally inconsistent valuations,
either dysfunctional (giving you too high a number) or
depressed (giving you too low a number) because your inputs
are at war with each other. As for denial and dynamic
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valuations, I prefer dynamic valuations because I -am not

sanguine that reversion back to historic norms will happen
SO0m.. ..

It is also noteworthy that Dr, Damodaran does not advocate the use of a GDP growth rate as
a petpetual growth rate for mature industries such as the utility industry. He indicates the
following about potential perpetual growth rates in one of his textbooks:

Can a stable growth rate be much lower than the growth rate in

the economy? There are no logical or mathematical limits on

the downside. Firms that have a stable growth rate much lower

than the growth rate in the economy will become smaller in

proportion to the economy over time. Since there is no

economic basis for arguing that this cannot happen, there is no

reason to prevent analysts from using a stable growth rate
much lower than the nominal growth rate in the economy. '®

In the Staff Report, Staff provided information from the Bureau of Economic Analysis
that shows that the utility industry has been becoming a smaller part of the economy in
recent years,

Q. Mr. Hevert claims that because his analysis of S&P 500 EPS data as compared
to nominal GDP data shows similar growth rates for this period that this somehow justifies
the use of expected nominal GDP growth for purposes of estimating the COE for regulated
electric utility companies. How do you respond?

A, First, I should note that I provided information in the Staff Report that refutes
the notion that the S&P 500 would be expected to grow at the same rate as GDP due to the
dilutive effects of issuing additional equity and the fact that the growth in the S&P 500
index’s earnings does not consider the creation of new enterprises due to technological

innovations.

16 Aswath Damodaran, Investment Valuation: Tools and techniques for determining the value of any asset, p.
193, 1996, John Wiley & Sons, Inc.
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That being said, even if this relationship were to hold true, the studies are only
looking at the relationship of the S&P 500 to nominal GDP, not regulated utility companies
to that of GDP. Staff discovered that electric utility companies, due to their high dividend
payout ratios and usually acute need for large amounts of capital, suffer an approximate 50%
dilution to their expected aggregate earnings and dividend growth rates. Staff believes this
was largely confirmed by the Ameren Board’s own consideration of the importance of
dividends for regulated utility companies. Consequently, the Commission should focus on
specific observations of the characteristics of regulated utility companies® securities that

Ameren’s Board itself considered when evaluating its dividend policy.

Backed Into Estimates

Q. Mr. Hevert also backs info an implied long-term growth rate of 5.97% to test
the reasonableness of my growth rate estimates by assuming an allowed ROE of 10.15%.
What is the problem with Mr. Hevert’s reasoning in this example?!’

A, This example only illustrates the dangers of setting the ROE higher than
economically necessary. It is true a company may be able to achieve a growth rate of 5.97%
if it is allowed an ROE of 10.15% on its investments, but this assumes there is a continuous
need for investment. As discussed in the materials from the October 13, 2011 meeting of the
Finance Committec of the Board (see page 6, lines 13 - 28 of this testimony), this often isn’t
the case. The benefit of setting the allowed ROE equal or close to the COE is that the
company will only invest in projects that are truly economical. If a company believes it will

be allowed an ROE higher than its COE, then it can create value for its shareholders by

17 Hevert Rebuttal, p. 49, 1. 16 through p. 50, 1. 3.
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merely investing for investments' sake. Of course, this will come at the expense of
ratepayers and can only continue for so long before rates become unreasonable.

Staff could easily back into a much lower implied growth rate if new investment were
allowed ROE:s closer to the COE. For example, setting the allowed ROE at 8.25%, results in
an approximate growth rate of 3.5%. The growth rate should be determined by economical
investments produced by the needs of the system, not artificially inflated allowed returns, Of
course, if a regulatory body wants to incentivize investments, then it may set the allowed
ROE higher than the COE, much as the Federal Energy Regulatory Commission has done
with encouraging transmission investments.

Q. Mr. Hevert backed into an implied authorizéd ROE of 10.26% based on the
3.59% realized growth rate that you calculated for the Central Region proxy group of
companies for the period 1968 — 1999,  Should the Commission consider this as a test of
reasonableness for a COE estimate in this case?

A. No. Again this calculation illustrates the perverse incentive that can be caused
by allowing ROEsrthat are much higher than the COE. For companies that are subject to
competition, their expected ROEs will gradually be reduced to the COE as firms enter the
market to pursue the excess economic profits available in the industry. However, in the case
of rggulated utilities, it is up to the regulator to be a surrogate for the competitive force.
Although Staff did not research the details of the actual earned ROEs for the period of 1968
to 1999, Staff generally understands that the allowed ROEs were much higher during this
period. Staff also generally understands that the COE was also much higher during this
period. To the extent that regulated electric utility companies were able to reinvest capital

consistent with these higher allowed ROEs then it is only logical that expected growth would
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be higher during this period. If anything, Mr, Hevert’s example only validates what Staff has
already observed through investor commentary, which is that regulators will eventually lower
allowed ROEs to be more consistent with the COE, which will lower expected growth rates

because utilities will be limited to investing in economical projects.

CAPM

Q. Mr. Hevert provides rebuttal testimony concerning your CAPM methodology.
Do you have any general comments regarding the CAPM?

A. Only a few. Although I did not directly rely on my CAPM estimates for
purposes of my recommended allowed ROE in this case, | believe it is important to briefly
discuss situations in which the CAPM may or may not provide reliable COE estimates. Staff
has rarely assigned much weight to its CAPM COE estimate due to the fact that Staff has
consistently relied on historical earned return spreads between stocks and government bonds
as an estimate of the market risk premium. The problem with this assumption is that this
estimated risk premium is biased high when market implied risk premiums are actually quite
low {e.g., years prior to the financial crisis and the late 1990s) and Biased low when the
market implied risk premiums are actually quite high (c.g., late 2008 and early 2009)."

However, in the above circumstances, it is not the CAPM that causes questionable
results, it is the inputs. It has been Staff’s experience that the major competitors in asset
valuation, {inancial advisement, securitics underwriting and equity research use their own
proprietary models to estimate an appropriate equity risk premium for purposes of estimating

a fair price to pay for assets and stock. Although Staff could attempt to develop its own

13 past Staff testimonies will show that Staff has equally dismissed CAPM estimates when they were too low
and too high.
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quantitative methodology to estimate the market equity risk premium, because Staff is
attempting to solve for the required return rather than providing its own valuation opinion,
Staff believes knowledge of the actual equity risk premiums being used by influential experts
in the field of valuation and investing is most relevant to the task of estimating the market
cost of equity.

Q. Mr. Hevert claims that it is important to rely on a forward-looking market
equity risk premium estimate for a CAPM analysis, especially under the current market
conditions. Do you agree?

A. Yes.

Q. Do you agree with the methodologies Mr. Hevert used to estimatev the forward
looking market equity risk premium?

A. No.

Q. Did you provide an estimated forward-looking expected return on the S&P
500 in your rebuttal testimony?

A. Yes. Using Mr. Hevert’s higher estimated long-term GDP growth rate of
5.61% I estimated a long-term expected market return of 8.97%.

Q. What expected market returns did Mr. Hevert use in his updated CAPM
analysis provided in his rebuttal testimony?

A. Mr. Hevert’s expected market returns ranged from 11.10% to 13.45%.

Q. How does this compare to the expected market return Ameren used to
estimate its COE for purposes of discussing the WACC in Finance Committee Board

meetings?
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A. The expected market return as of July 2012 was approximately
*k O Rk (¥ *¥risk premium + 1.53% 10-year T-bond yield).

Q. How does Mr. Hevert’s expected market returns compare to those suggested
by Dr. Damadoran in the material Mr. Hevert provided to justify using risk-free rates as a
proxy for GDP growth?

A. As of September 2011, Dr. Damodaran estimated a market return of slightly
below 9%. When measured against the 10-year T-bond yield at the time of slightly over 2%,
this resulted in an equity risk premium of approximately 6.5%.

Q. If you subtract the approximate 2% 10-year T-Bond yield from the expected
return you provided in Schedule 9 attached to your rebuttal testimony, what risk premium
would be implied from this calculation?

A 7%

Q. Did you use a 10-year T-bond to estimate the equity risk premium in your
CAPM analysis in the Staff Report?

A. No. I had used a 30-year T-bond rate. I am just using the 10-year rate for
purposes of this discussion because this is the rate used for purposes of the Ameren Finance
Committee Board meeting and by Dr. Damodaran.

Q. If you ‘subtracted the year-end 30-year T-bond rate of approximately 3% from
an expected market return of 9% to 10%, what is the implied equity risk premium that would
be used in a CAPM analysis?

A. 6% to 7%, which is slightly higher than the arithmetic historical risk premium

of 5.7%.
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Q. If you applied the average beta of approximately 0.7 for your proxy group to
this risk premium, what COE would be implied?

A. 7.55%, which is quite consistent with the **

* %

DEMAND-SIDE INVESTMENT MECHANISIM PROGRAM CONSIDERATIONS

Q. Did you perform additional discovery to determine how investors view the
business risk impact of Ameren Missouri’s new Demand-Side Investment Mechanism
(“DSIM™)?

A. Yes. I reviewed several equity analyst reports to assess the investment
communities’ view of the DSIM. Unfortunately, most of these reports were published prior
to the Commission’s approval of the DSIM so Staff still cannot provide much information on
the reaction from the investment community. Although Staff still does not propose any
specific adjustment to Ameren Missouri’s allowed ROE due to this program, considering the
fact that the DSIM does not require Ameren Missouri to invest capital as it would with a
supply-side investment and the mechanism is intended to make the company whole for lost
margins due to energy efficiency programs, intuitively, there appears to be little downside
risk to this program. Consequently, Staff still urges the Commission to take this into
consideration with all of the other macroeconomic factors in deciding on a fair allowed ROE

in this case,

SUMMARY AND CONCLUSIONS

Q. Please summarize the conclusions of your surrebuttal testimony.
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A. Mir. Hevert’s attempts to discredit my testimony by discussing theories, citing
articles, backing into estimates and relying on historical allowed ROEs to paint the Staff as
not being in touch with the reality of the capital markets is completely refuted by Ameren’s
Board discussions, reputable professional equity analysis, and observable risk premium tests
of reasonableness,

Mr. Hevert’s attempts to group regulated electric utility company stocks with the
broader equity markets is completely discredited by the appreciation of regulated electric
utility companies’ stock prices over the last two and a half years. At a time when growth in
the U.S. economy is moving at a snail’s pace, U.S. regulated electric utility stock prices have
soared. This is not due to increased growth expectations, as Mr, Hevert would have the
Commission believe, it is a result of a decrease in bond yields. Bond prices increase when
yields decrease and utility stock prices increase when yiclds decrease. While Mr. Hevert is
correct, a utility stock is not identical to a bond, this does not change the long-held view of
utility stocks as yield investments. If the yields on bonds decline, the opportunity cost of not
investing in regulated utility stocks increases. Because regulated utility companies are
allowed to pass increased costs through to ratepayers, even if there is a lag, investors view
utility stocks as a safe investment. Consequently, it is inappropriate for Mr. Hevert to
conciude that the COE for regulated electric utility companies has not declined because
he belicves the COE for the broader markets is at the same level as Ameren Missouri’s last
case. The Commission should recognize Ameren Missouri’s lower COE by authorizing a
lower ROE.

Q. Does this conclude your surrebuttal testimony?

A. Yes, it does.

Page 41



BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

In the Matter of Union Electric Company d/b/a )
Ameren Missouri's Tariffs to Increase Its ) Case No, ER-2012-0166
Revenues for Electric Service )

)

AFFIDAVIT OF DAVID MURRAY

STATE OF MISSOURI )
) ss.
COUNTY OF COLE )

David Murray, of lawful age, on his oath states: that he has participated in the preparation of
the foregoing Surrebuttal Testimony in question and answer form, consisting of pages to
be presented in the above case; that the answers in the foregoing Surrebuttal Testimony were
given by him; that he has knowledge of the matters set forth in such answers; and that such
matters are true and correct to the best of his knowledge and belief.

DAVID MUREAY

Subscribed and sworn to before me this '7%—«4 day of Z , 2012,

D. SUZIE MANKIN
Notary Pubiic - Notary Seal
State of Missour
Gommissioned for Gole County
My Comemis es: December 08, 2012
_Commission Numhsr; 08412071




ISI INTERNATIONAL STRATEGY & INVESTMENT GROUP INC,

'MONDAY JANUARY 09, 2012

POWER & UTILITIES RESEARCH.

REGULATED UTI

Greg Gordon +1 (212) 653 9000

REGULATED UTILITIES P ——

Jon Cohen +1 (212) 653 8997
. icchen@isigrp.com
Valuations Supported By LL.ow Interest Bil Appicelli +1 (212) 653 8998
. . el ) bappicelli@isiqrp.com

Rates; There Are Relative Values Dmitri Pchelintsev +1 (212) 653 8999
dpchelintsevi@isigrp.com

PNW & WR from Hold to Buy. We Are Downgrading ED to Sell. important disclosures please see 'Sl

Disclaimer' located on the last page of
this report

Our 18 Stock Regulated Electric Utilities Universe Returned 20.9% in FY-*11 versus a flat S&P 500 return. Stock
performance was highly correlated with the S&P500 until mid-August '11, when the stocks became extremely cheap
to the bond market, with their yield profile causing a Q3 bounce versus the S&P 500 that persisted through year-end.

Investment Thesis: Own Large Cap Value Over Quality and Overweight Mid-Cap Yield Names: Our target
prices are up on average 10%, with the Regulated Utilities trading 5% cheap—on average—assuming a 12-month
holding period and offering total return prospects of 8.5% This reflects an average target P/E multiple of 14.5x '13
EPS, vs. our prior target which averaged 13.5x. This is supported by the persistently low interest rate backdrop and
the assumption of a stable regulatory profile over the next year. if anything, we see an upside bias to our targets if
interest rates stay persistently accommodative. We continue to recommend investors own value over quality in
the large-cap regulated universe, with our Buy rated stocks being AEP and PCG. We are upgrading PNW,
WR from Hold to Buy as we think they offer superior relative yield opportunities and improving risk profiles which
should allow for multiple expansion. We are lowering ED from Hold to Seil, as the stock trades at a premium
valuation but could face regulatory headwinds if they fail to achieve a rate settlement prior to their expected March
2012 rate filing.

Stock Selection Will Be Key To Performance This Year: In all but two years since 1990 it was possible to beat
the market in this sub-group. Last year, it was a macro call, with only one stock, PCG, lagging the market, as
Regulated Utilities returned >20% on average. This year will be much more difficult. Bond market conditions
continue to be supportive of a higher average valuation for the group, but meaningful price appreciation andfor
relative performance should be skewed to stocks that still have a combination of alttractive yield characteristics and
improving regulatory/economic risk profiles that allow for multiple expansion. Our Buy rated portfolio trades at an
average P/E multiple of 13.2x '13 EPS with a dividend yield averaging 4.6%, offering total return prospects of 17%
over the next twelve months. The most fully valued stocks in the group today, D, DUK, ED, SO, WEC, frade at
14.5x-156.5x 13 EPS and an averags dividend yield of 4% due to their perceived “quality” and/or the "safety” of their
reguiatory and economic outlook {and therefore the dividend). A potential change in the story is needed to prompt a
“Sell” rating {our view on ED).

Top Down View: Balance of Risks appears Supportive Despite High Valuation vs. Stocks: Regulated utility
valuations look full vs. stocks but less so versus bonds. 2013 consensus P/E sits at 13.9x, with a relative P/E vs. the
S&P 500 of 1.23x, through the fast high in November 2008. Relationships to the bond market do look more
favorable, with our dividend yield/corporate hond yield model showing modestly positive riskfreward under the
assumption of an extended period of depressed Treasury note yields and stableftightening of BBB corporate bond
yields. :

Bottom Up View: Is the Backdrop “As Good As It Gets?” The last several years have generally been a
constructive “bottom up” environment for regulated utilities. On the regulatory front state governments have allowed
authorized retums on equity to fall, on average, slower than interest rates, in part because the rate impact has been
muted as customers have benefited from the pass through of lower fuel costs (lower natural gas prices) and the
overall fack of inflation has biunted the impact of cost recovery. The balance sheet and cash flow profile of the group
has remained resilient due fo this backdrop driving easy access to the capifal markets, and cash inflows from
economic stimulus (like bonus depreciation). While we may be closer to the "end of the runway,” continued declines
in gas pricing, low inflation and a measured approach to ratemaking vis-a-vis authorized ROE’s appear to set the

stage for a balanced bottom up profile once again in 2012.
SCHEDULE DM-SUR-1, PAGE 1 OF 19
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Exhibit 1
Summary of Ratings, Target Prices & Investment Theses

i8I Target Price Cufrent  One ¥r
Ticker _ Raling NEW .Prior Price _ Total Rtn Summary of investment Thasis

The stock has been pummeled by the confinued financial overhang from last year's pipefine explosion, negative
EPS revisions for '12 due to other un-refated headwinds, and increased CA regulalory risk in '13 due fo the
PCG BUY 48,00 45,00 41.05 21.4% increasing cerlainty of a lower ROE and equity ratio being granted, We think these risks are priced-in, as PCG
has underperdormed ifs pesrs by ~29% over the past year, trading at 13.5x *13. The stock appears to discount
almost $1.5 billion of value destruclion in excess of our estimate. We think that is extreme.

The financial outlook has been inscrutable for the last 18 months due fo a panoply of regulafory and political
uncertainties, parficularly in Chio. We believe the stock overly discounts the risks. The current price discounis no
AEP BUY 46.00 42,00 40.98 16.7% growth in eamings through 2014 and that the company never breaks a 10% ROE at its core ulility business. As
AEP resolves some of the issues or gets more clarity on them over the next 12 months, the risk premium in the
stock will dissipate.

We think the resolution of WR's pending base rate case by Aprit 2012 will validate both their near term earnings
ocullook and a stable regulatory regime, allowing WR to trade o a higher valuation. WR will grow rate-base at »8%
WR BUY 31.00 27.00 28.26 14.2% annually between "10 and "15, with capital committed to environmental retrofits at coal plants and transmission
infrastructure, After equity needs, we expect 5% EPS growth over that period, with the dividend growing in line
with earnings.

‘We think the resolution of PNW's panding rate case settiement in Q2 2012 will validate both their near term
eamings outlook and a stable regulatory regime, allowing PNW to irade to a higher valuation. Our base case

o, 8ssumes earnings growth post 2012 may be challenging befween rate cases {due to regulatory lag) unless the
PNW BUY 52.00 46.00 4715 14.7% economic recovery in AZ accelerates and/or PNW secures the majority of the provisions in its pending rate
request. However, investors are being "paid to wait” with an abbve average dividend yield and the balance of risks
appears favorable for PNW at current levels.

NVE's stock price has fisen over the last 18 months as the ime approached for the filing of a rate case for thelr
southern Nevada substdiary, because investors have become comfortable that the regulatory environment in
Nevada is now balanced enough to discount a rational owtcome, The stock has upside 1o an ecoriomic recovery,
but appears fully valued under our base case,

i NVE HOLD 47.50 15.50 16.05 124%

Since our launch, NST shares took more rationally priced, having discounted some execulion risk on their capital
NST HOLD 48.50 4450 44.80 12.1% progsam and the regulatory front. Our forecast assumes the pending merger betwaen NU and NSTAR closes by
YE 11, so we value NST at 1.312 our $33.50 1arget price for NU

DTE is a bit more diversified than most of its peers. Gas storage/pipelines, an unregutaled power and industsial
] projects unit and energy trading round out the mix. For DTE o achieve its 5-6% EPS growth target through 15
; DTE HOLE 57.00 51.00 53.52 10.0% DTE wiff need stable authorized returns in MI and is counting on significant growth at the P&IP unitand the gas
! - business. We have a hard ima betting against DTE as they are sound operators and allocators of capital, but
they have a marginally higher risk profile given the business mix,

Since our launch, NU shares lock more rationally priced, having discounted some execution risk on their capilal
: program and the regulatory front. Qur forecast assumes the pending merger between NU and NSTAR closes by
i N HOLD 37.00 34,00 34.51 10.7% YE "H, increasing NU's EPS growth potential from *10-15 to 7% from 6% annually assuriting: 1) They hit
transmission development goals, 2) Merger synergies help NU operating subs to eam better ROE’s, and 3} NST
negotiates a constructive multi-year rate deal to replace the one expiring YE "2,

TECO's core utilities have only 2.5% growih In rate base expecled from "10-'45. TE has reduced legacy utility
investments in Guatemala so their significant non-utility exposure is at TECQ Coal. The investment case hinges
on: 1) How cash rich they become over the next few years as they consume parent NOL’s and capture increased
profits from met-coal before global supply conditions improve, and; 2) what they do with the money.

TE HOLD 2000 - 1850 18.85 10.0%

Source: 151 Research

" SCHEDULE DM-SUR-1, PAGE 3 OF 19
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j Summary of Ratings, Target Prices & Investment Theses

; . ] Target Price Current  OneYr . S

! _Ticker- Ratlng _ NEW- - Pifor - Price  TotalRtn - ) Summary of Investment Thesls

_ SRE is capable of reaching its EPS growth aspiration of 8-8% annualfy, given rate base growth at its core CA
! uldities, growth profects at its pipeline and storage segment, and the contdbuton from ils solar power
| SRE HOLD 59.00 57.60 55.88 8.9% development pipefine. At a 23% discount {0 the peer group it appears interesting. However, the earnings
expected to come from investment tax credits (15% by 2015} is anissue, as i% increased exposure 1o Scuth
America through buying 100% ownership of ilities in Peru and Chile.

Skeptics look at Dominon's recent oulperformance and high relative P/E versus the peer group and cenclude the
stock is overvalued. We condude that this is only parlly trve and that a premium is to alarge degres juslified,

0,
D HOLD §3.50 50.00 51.38 8.0% driven by ihe superior return and growih profile of the ulility and gas infrastruciure segments over the forecast
period.
i In Mid-2010, CMS matedally increased the dividend and lald out a capital expendilure program that support EPS
! growth from "10-'15 of between 5-7%. This presumas consistent treatment by the Michigan regulators and an
f cMS HOLD 22.00 19.50 2173 5.4% absence of equity financing neads over the forecast period. Allin all, CMS has become a fower risk investment
v 8 - N (]

wilh & balanced tolal refurn profile. While CMS offers an EPS and totat refurn profile consistent with other
regulated names, the discount is driven lo some degree by its higher leverageflower credit profile relative to its
__peers.

WEC is conciuding a seven year infrasiructure growth cycle through. The company will be cash fich over the next
several years buf lacks investment epporfunities at its core utifity, so they will relura valte to shareholders through
increasing the dividend payout rafio to 60% over '12-"15 and buying back $300m of stock from mid-"11 through
13

WEC HOLD 34.50 31.50 34.50 3.0%

We expect EPS growth o decelerate to 5% through 2018, with dividend growth averaging around 3%. The key {o
XEL HOLD 27.00 23.75 27.22 3.0% XEL hilting the higher end of its 5-7% EPS growth aspiration and achle\nng P/E muftiple expansion is showing an
improving ROE frend at its core utifity business

‘The proposed merger with DUK appears value enhancing as It creates customer benefits through rate mitigation,
PGN HOLD 53.50 49.75 54.53 2.7% while a modes! [evel of synergies refained by the combined company could drive less regulatory lag than we had
forecasted given their aggressive cap-ex plan and nuclear issue in FL.

i Southern has the building blocks in place to achieve the high end of their 5-7% EPS growth aspiralion through
: S0 HOLD 43.50 38.00 44,85 0.89% 2015, while earning an above-indusiry average ROE and looks like an execution story over the next 24-36
months, but this largely appears reflected in the slock price.

I The proposad merger with PGN appears value erhancing for DUK sharsholders as it creales tangible customer
| benefits through rate mitigation, while a modest level of operating synergies refained by the combined company

DUK HOLD 20.50 19.00 21.47 0.1%  couki hefp Duke's Carolina and Indiana regulated returns on equity (ag less than we had forecasted given their
aggressive cap-ex plan and cost over-run issues. This—among other factors—improves the odds that the
combined company will be abla to achievs it LT EPS growth aspiration of 4-6% off 2011 EPS,

/ ED's premium valuation is driven by its inherent “defensiveness” as a conservatively operated, predictable

dividend payer with a rale certainty through mid-"13 but looks overvalued on our base case forecast. We think that
B0 SELL 56.00 51.50 5027 -1.5% ED's stock will be more influenced short-term by exogenous factors as its defensive premium will d!ssmate LS,
economic conditions improve and the market begins embracing risk.

Source: 151 Research, Gompany Data
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Exhibit 3
Summary Regulated Comp Sheet — PE Valuation -

R sz sl Shares Market 2012 2012 IS| EPS Estimate /E Multiple 118 Pricete Prem.to
Ticker - Company Name . Price Rating - Out Cap Div Yid Payout 2012 2013 2014 2012 2013 2014~ EPS Growth Book Group
PGN Pragress Energy Inc R $54.53 HOLD 296 16,135 4.5% 7% 313 3.28 3.28 17.4%| - . 16.6x 16,6x 2.0% 1.6x 20%
NST - ‘NStar = LT _ $44.80 HOLD 104 4,859 3.9% 64% 2,75 2,85 295 16.3x| 7 15.7% 15.2x 3.9% 2.4x% 13%
SO ... Southem Company Inc ] - $44.95 HOLD 281 38,720 4.3% 71% 275 2.80 3.10 18.3x] ~ - 15.5x 14.5x 6.7% 2.4x 11%
ED .- - Consolidated Edison Inc - . $59.27  SELL 294 17,442 4.1% 65% 375 3.90 3.95 15.8x[ . 15.2% 15.0x 3.3% 1.6x §%
WEC: . - - Wisconsin Energy Corp - . $34.50 HOLD 235 8,123 3.5% 53% 225 2.35 240 15.3x]. " 14.7x 14.4% 4.4% 2.0x 6%
D .. Dominion Resources Inc. . - $51.36 HOLD 875 29,508 4.0% 63% 330 3.55 3.70 15.6x| - . 14.5% 13.9x 5.5% 2.3x A%
DUK - DukeEnergyCorp .. . . - .~  $2147 HOLD 1,333 28,608 4.7% 70% 1,45 1.48 1.57 14.8x) - 14.5% 13.7x 5.2% 1.3x 4%
XEL' . XeelEnergylInc - . . $27.22 HOLD 486 13.216 3.9% 55% 1.82 1.82 202 15.0x} - 14.2% 13.5x 5.4% 1.6x 2%
NU Nonheasi'uﬁliﬁes K $3.517  HOLD 178 6,129 3.8% 54% 240 2.50 270 14.4x|  13.8x 12.8x 5.1% 1.6x ~1%
WR Westar Energy In¢ : $28.26 BUY 19 3,369 4.7% 68% 1.95 2.05 215 14.5x%| - 13.8x 13.1% 5.7% 1.4% «1%
DTE . . ~DIE 5!!91‘9}! Co. ! $53.52 HOQLD 171 9,149 4.5% 65% 3.73 3.95 410 14.3% 13.5x 13.1x 3.9% 1.3x ~3%
PNW - - Pinnacle West Capital Corp $47.15 BUY 110 5,166 45% 64% 340 3.50 3.58 13.9x 13.5x 133x% 56% 1.4% -3%
PCG PG&E Corp . $41.05 BUY 402 16,495 4.4% 56% 325 3.05 3.55 12.6x]7 " 13.5x 11.6x 1.4% 1.5% -3%
TR © TecoEnergy Inc $i895 HOLD 215 4,077 4.7% 64% 1.40 145 1.50 13.5x] ° 13.1x 12.6x% 2.8% 1.89x -6%
CMS - CMSEnergy Corp - $21,73 HOLD 262 5,699 4.4% 81% 1.57 1.67 1.78 13.9x]. . 13.0x 12.2% B8,8% 2.0x -6%
NVE - NV Energy $16.05 HOLD 237 3,806 3.3% 42% 1,25 1.29 .34 12.8x| - 12.4x; 12,0x 13.9% 1.1x -11%
AEP. " - American Electric Power Co Inc $40.98 BUY 482 19,764 4.5% 58% 3.20 3.35 3.45 12.8x] . 12.2x] 11.8x 3.4% 1.5x -12%
SRE Sempra.Energy - §55.88 HOLD 242 13,518 34% 43% 4.50 5.20 5.25 124xf -+ 1 0.7x 10.6x% T 1% 1.5% -23%
Regulated Group Average i . 4.2% 61% 14.5x 13.9x 13.3x 5.1% 1.7x
Regulated Group Max o | 4T% 75% 17.4x 16.6x% 18.8x 13.9% 24%

Regulated Group Min 3.3% 42% 12.4% 10.7x 10.6x . 14% 1.1x

Sourca; ISI Research and FactSet

¢ “Quality” is at a premium 14.5-15.5x 2013 EPS: SO, ED, WEC, D
+« “Value” is at a discount, 11-13.5x 2013 EPS: AEP, CMS, NVE, PCG, SRE, TE

o “Second Tier Quality” in the middie: DTE, DUK, NU, PNW, WR, XEL

Stocks We Like Look Relatively Cheap With Catalysts

Investment Thesis: As one could giean from reading the summary’s above, alf the stocks we like appear to have improving
fundamental outiocks with catalysts over the next twelve months that should drive an upward absolute/relative valuation within the
peer group. Our Buy rated portfolio trades at an average P/E multiple of 13.2x '13 EPS with a dividend yield averaging 4.6%,
offering total return prospects of 17% over the next twelve months. In comparison the most fully valued stocks in the group today,
D, DUK, ED, SO, WEC, trade at 14.5x-15.5x 13 EPS and an average dividend yield of 4% due to their perceived “quality” and/or
the “safety” of their regulatory and economic cutiook {and therefore the dividend).
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Valuation: P/E Ratio Often Correlates To Payout Ratio, Without Considering Total Return Profile

Exhibit 4 Exhibit &
2013 Price to Earnings vs. 2012 Payout Ratio ‘13 P/E vs. 1115 Total Return (Yield + Growth)

17.00

# FCN
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2071 £ Z01A Totasl Return £ ielrt = Zrowthy)

10.04)
0.0 4G .50 .55 RN 13,435 0o £ [: ¢

201F Payout

" Sourca: 15 Research, Company Data Source: 1SI Rasearch, Company Data

» There appears to be a correlation between P/E ratio and payout ratio
* PNW & WR offer above average total return prospects at a discount to the peer group

* AEP trades at a significant discount to its large cap peer group based on our EPS growth forecast and the current
dividend .

* PCG doesn’t look cheap using this particular screen, as its earnings and dividend growth potential recalibrate in 2014
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Regulated Utilities Have Outpaced the Market

Investment Thesis: After beating the market in 2010 Regulated Utility stocks performed
in line with the S&P500, more or less, until early August. It is interesting perspective to
note that the majority of the groups 20.9% outperformance vs. the S&P500 happened in
‘ Q3 "11, when they rallied against the stock market in our view because they became very
cheap relative to bond yields (see page 10 for more details).

: Exhibit 6
Absolute & Relative Performance vs. the S&P 500: Regulated Utilities: The Stocks
Have Outperformed '

Relative Performance

: 1200
; 115.0
110.0
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100.0 |KF X
95.0
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85.0
80.0

750 T : e - - — - e s
Dec-10 Jan-11 Feb-11 Mar-i1 Apr-11 May-11 Jun-11 Juk11 Aug-11 Sep-11 Ocl-11 Nov-11 Dec-11

— Small Cap ——S3&P 500 —Large Cap

Source: 13| Research FactSet

i Exhibit 7
Relative Performance of Regulated Utilities vs. the S&P 500 since 1/1/11

Relative Performance - Regulated Utilities vs. S&P
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Source; [S[ Research, FactSel
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"REGULATED UTILITIES

This Performance Is Consistent With History

Regulated utilities tend to outperform in downturns but do not necessarily
underperform in the period after a recovery... Regulated Utilities beat the S&P 500 on
a total return basis in each of the last five contractions, including the “Great Recession.”
Interestingly, they also outperformed the market subsequent to the end of four of the last

five cycles.

Exhibit 8

Utility Performance Through The Business Cycle

~ Business Cycle Perods Tolal Return
’ Previous  Start Date  Erd Date No Recession During 12 Monlhs 24 Months - 30 Monlhs

Business Contractions Trough (Peak) {Trough) Troughto Pk Recession  Post Trough  Post Trough  Post Trough
1980 Contraction Mar-75 Jan-80 Juf-80

S&P 500 NA 8.5 129 5.4 224
Utlities L arge Cap1 NA 16.7 14 319 586
Utitities Small Cap2 NA i6.4 5.8 248 50.9
Defensive Utilies Avg NA 17.5 78 o323 624
Utility Qut } {Urider) Performance . - NA 11.0 5.1 376 40.1
1981 Contraclion Jul-80 Jul-gi Nov-92

S&P 500 129 4.4 208 236 327
Utifities t.arge Cap1 7.4 39.3 35.1 51.5 836
Utilities Small Cap2 5.8 35.0 28.1 56.1 62.1
Defensive Ulitities o 78 416 324 547 76.8
Utility Qut { {Under} Performance-.. . " .54 37.2. 16 - ] 440
990 Contraction Nov-82 Jul-90 Mar-91

B&P 500 1843 35 144 19.3 25.0
Utilities Large Capt 3204 10.1 208 55.4 68.6
Utifities Small Cap2 2897 5.4 124 450 63.4
Defensive Utilities 3187 8.6 7.3 47.7 6286
Utility Out/ {tUnder} Performance 162.4 6.4 5% 283 3re
2001 Contragtion Mar-81i Mar.01 Nov-01

B8P 500 2350 -12.7 -16.9 -3.1 2.1
Llilties Large Cap1 208.6 12.8 -157 1.4 93
Uttties Small Cap2 162.7 -7 -28.0 6.8 -1.4
Defensive Utifties - 1846 24 168 38 1.6
Utitity Out ! {inder} Performance - 504 15.0 0.1 68 9.4
2007 Contraction Nov-01 Dec-07 Jun-09

S&P 500 368 -37.9 121 437 1 36.8
Utilities Large Cap' 784 477 196 46.3 67.7
Ulifitles Small Cap 136 -18.4 24.1 65.3 80.9
Defensive Ulilties 84.2 -18.6 211 57.1 75.2
Utiity Gut7 (Under} Perfarmanied ;. <% 7 AT o 184 80 . o 134 388

Source: 15} Research, FactSet, Company Dala
1) Includes SO, DUK, PCG, AEP, PGN, ED, XEL, DTE
2} Includes WEC, NST, PNW, CMS, TE, NVE, WR
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Valuation vs. The S&P 500 Looks Stretched

While the stocks don’t look particularly expensive on an absolute P/E multiple basis, they
are trading at high’s vs. the S&P 500 one year forward P/E multiple on consensus EPS,

Exhibit &
While Absolute P/E's Don’t Look Stretched..,

Regulated NTM PE - Consensus EPS

18.0x
! 16.0x -
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({9 [{e] I~ [-a) fer) (] — (ot < 3 un [is] i «w [e2] (e} -
222229222 9% 9222989 3 %
S 8 8 8 2 8 % 8 8 % 8 2 8 8 ¢ % 3
[} (&) [m] [m] o] (&) [ O ] (o] [a ] ] [] i} O [a]

Regulated NTM PE ------- Awerage NTM PE

Source: 1SE Research, FaciSet

Exhibit 10
‘ ...Relative P/E on 1-Year Forward Consensus EPS Is Near Recent Highs
i

Relative PE - NTM Consensus EPS
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Regulated NTM PE vs. S&P PE ------- Awerage Rel PE

Sourrce: 151 Research, FactSel
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The Balance of Risks vs. Bonds is More Favorable

Our dividend/bond yield model suggests the balance of risks for the Regulated
Utitity sub-group is more positive, even assuming the sunset of the 15% tax rate on
dividends. We believe utility stock valuations are highly correlated to bond market
conditions given their leverage and high dividend yields, which make them alternatives to
fixed income instruments. Going back 40 years, ulility dividend yields — and, by
extension, P/E multiples — have shown an 80% correlation to both 10-year Treasury
note yields and to BBB corporate bond yields. Investor appetite for a dividend income,
and the assumption of how much that income will grow over time, is a valuation driver
that expresses itself through a relationship to the bond market.

The fact that this correlation was high as it related to both Treasuries and corporate
bonds was misleading. Since 1970 the BBB credit spread over Treasuries has averaged
+/-210 bp. During the financial crisis when corporate credit markets imploded and
government markets rallied the correlation to Treasuries broke down while the correlation
to BBB credits stayed extremely high, leading utility stocks lower. At its apex (December
2008), the spread between Treasury yields and corporate bond yields peaked at ~600
bp. The average BBB credit spread over Treasuries is now approximately 329 bp.

Exhibit 11
BBB Corporate Bond Spread to 10-Year Treasuries—Still Wide

7.0%

| 6.0%
5.0%

| 4.0%
| 3.0%
2.0%

1.0%

0.0%
Jan-70 Jun-78 Nov-86 Mar-95 Aug-03 Jan-12

Source: [S) Research, FactSet

Exhibit 12
Dividend Yield Premium to 10-Year Treasury Yield—Still Blown Out.....

3.0x

2.5%

2.0x

Source: 151 Research, FactSet
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Exhibit 13
Dividend Yield to BBB Bond Yield Ratio: Supportive But Not Definitively Cheap

1.4x
i 1.2x

1.0x

0.8x
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04x - —— R
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Source: 151 Research, Fact§et

Rally in Q3 2011 Began When Utilities Become Oversold To the Bond Market

The vast majority of the outperformance of reguiated utilities vs. The S&P500 occurred in
Q3 subsequent fo the group trading to at 68% confidence interval vs. the corporate bond
market, based on our regression model.

| Exhibit 14
: Relative Utility Performance vs. Dividend Yield / Corporate BBB Relationship
24% 1
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16%
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| Bonds
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i Source: [l Research, FactSet SCHEDULE bmMm-SUR-1, PAGE 11 OF 19
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We stress test our model for different tax rate as well as interest rate assumptions.
One of the factors in the mode! that we adjust for is the varying tax treatment for
dividends over the 1970-2010 period, with income tax rates from 1970-2003 and the
15% flat tax on dividends from 2004-present. We have added an algorithm to our model
that aliows us to flatten after tax yields. We also make an adjustment for the percentage
of individual vs. institutional investors that own the shares of the regulated utility group
(our view is that individuals change their behavior based on tax rates, while institutions do
not, at least directiy). '

In our view the regulated names look cheap—on average—to the current interest
_w backdrop. They price in rising Treasury bond yields & tightening corporate bond
spreads. If the market begins to discount lower rates for longer and low tax rates the
average multiple could trade to 16X. Under a higher rate scenario with rising tax rates,
; _ the group could see 5%+ absolute downside from its current valuation. We assume the
| 10-year Treasury rises to 3.5% by year-end 2013.

We have run four sensitivities using our regression model, Qur assumptions are as
follows:

*  3.5% 10YR Treasury, 6% BBB, 33% tax
high interest rate, low tax scenario (HR/LT):

= 3.5% 10YR Treasury, 6% BBB, 15% tax
low interest rate, high tax scenario (LR/HT):

» 2% 10YR Treasury, 5.3% BBB, 33% tax
! low interest rate, low tax scenario (LR/LT):

» 2% 10YR Treasury, 5.3% BBB, 15% tax

Moving the dividend tax from 15% to the income tax rate affects the P/E on the
group by ~1x.

| Exhibit 15
) Valuation Sensitivity to Dividend Tax/Interest Rate Assumption: Bond Correlations.
Bear Case 12x. Bull Case 14.5x ‘12 EPS. Our target is 13.5x '12 EPS.

Eow Rates/ HighRates! Low Rates/ High Rates/ Gurrent
Scenarigs: Low Taxos Low Taxes High Taxes High Taxes Qutlook
Rate Assumptions
I 10 Year Treasury Yield 1,96% 3.50% 1.86% 3.50% 1.96%
‘i Assumed BBB Bond Yield 6.26% 6.00% 5.25% 6.00% 6.00%
‘ Tax Assumptions
Tax Rate Levelized at Ordinary income Tax Rate’ v v
Tax Rate Levelized at 15% Income Tax Rate® v v Market
Multiple
Target 2013 PE 16.1x 14.2x 15.0x 13.4x 13.9x
Target 2012 Dividend Yield 3.6% 4.1% 3.9% 4.4% 4.2%
! Upside to our Target Mulliple of 14.5x 11.2% «2.0% 3.4% -9.8%
: Upside to Current Market Multiple of 13.9x 16.0% 2.2% 7.9% -5.9%

Source: IS] Research, FaciSet

Note: Averages based on our regulaled universe excluding CMS, NVE, and WEC 7

1) Assumes a positive adjustment to post 2003 dividends in our regression serjes by approximately 7%. This represents the delta between the
current 5% dividend tax rale and an assumad rate of 33%, adjusted by our assumplion that 40% of shareholders are individual laxpayers,
The sensilivily {0 the PE multiple from a 1% ¢hange in the assumed tax rate is 0.1x The sensilivity to the PE mulliple from a 10% change in
our assumptlion ralating to the proportion of tax-paying shareholders is 0.1x

2} Assumes a negalive adjuslment to pre 2003 dividends in our regression series by approximately 11%. This represents the delta between the
current 15% dividend lax rale and a pre-2003 assumed rale of 33%, reduced by our assumption that 60% of shareholders were individual tax
payers. The sensilivily {o the PE mulliple from a 1% change in the assumed fax rate is 0.1x. The sensitivity o the PE multiple from a 10%
change in ur assumption relating fo the proportion of lax-paying shareheiders is 0.1x
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. The Bottom Up Backdrop Has Been Favorable: But
| it Could Be “As Good As it Gets”

The utility industry’s ability to sustain earnings and dividend growth is predicated on the
ability t¢ negotiate recovery of and on its investment in infrastructure while earning the
highest achievable return over its cost of equity, all while mitigating growth in customer
rates. This is not an easy task, but the economic backdrop over the last several years
has generally aliowed the utility industry to prosper by reducing the challenges
associated with maintaining this virtuous cycle.

i Rate base growth, which drives earnings growth, has been robust, while customer bilis

i have been mitigated by low inflation and the steep drop in natural gas prices as electric
power fuel, due to what we call the “shale gas dividend.” As a result, authorized returns

; on equity have remained generally attractive. Therefore, capital markets have been

! amenable to funding utility investment and acquisitions. The industry has been aided by
stimuius related cash flows associated with bonus depreciation and in some cases
companies leaning on legacy NOL or AMT tax credit positions to help fund spending.

One of our concerns prospectively is that this environment, one way or another, will
change for the worse. If the economy re-accelerates andfor we enter an inflationary,
\ rising rate environment that is bad for utility stocks on multiple fronts. That does not
L appear to be a risk over the course of the next 12 months as the economy is growing but
at a measure pace {The I8! forecast for GDP growth is 2% for 1H 12 and 2% for FY "12,
while natural gas prices and to a lesser degree coal prices continue to fall, which fiows
through to customer bills.

If we are in a prolonged fow interest rate, low inflation environment it couid boost
valuation for some period of time but we think the state regulators will continue to
moderate authorized ROE's. As long as this process is deliberate and not abrupt, we
think it is generally a manageabile risk for the industry and for stock price valuations.

l Cur 14.5x average P/E multiple target for the group on '13 EPS consciousty takes in to

.‘ account both this bottom up risk (potential for modest EPS revisions if ROE’'s moderate)
as well as the top down risk associated with higher interest rates and/or the sunset of the

i dividend tax. Because, as we showed earlier, the current interest rate backdrop is

} supportive of even higher valuations, all things equal.

Exhibit 16
! Utility Regulation "Circle of Life”

Healthy
| Constructive Capital
| Regulation

Spending

Customers

High Reliability
LowPrices
" High Customer Satisfaction
Source; Southern Company, 2041 Analyst Mesting SCHEDULE DM-SUR-1, PAGE 13 OF 19
PAGE.13 OF 1 B ISI INTERNATIONAL STRATEQY & INVESTMENT GROUP INC.




' REGULATED UTILITIES - 01/09/12 J ReGULATED UTILITIES -

'

Exhipit 17
Authorized Returns on Equity Have Come Down Slower Than Interest Rates
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;. {E¥¥Number of Cases — Authorized ROE
|
Source; ES1 Research, SN Research
2 : Exhibit 18
! 2013 Target Multiple expands with a 50bps decrease in authorized ROEs
) Proforma _ Proforma Ain't3 Ain't3 Proforma
i Ticker "13EPS(S) “13EPS($) "13Payout '13Payoul OCF($m) TD/Cap{bps) TargetMult TargetMult Multipls &
: NST 285 275 63.2% 65.4% -10 8 17.0x’ C17.8x 0.6x
' PGN 3.28 311 756% 79.6% -52 7 1630, 172X 0.9x
PCG 305 280 59.7% 62.8% -85 10 15.7%:. - 7168 0.8x
) WR 205 194 68.2% 72.0% -15 B i54x . o 16.2x 0.8x
| PNW 350 326 64 6% 69.3% EE] 151 149x. 1 1B8x 1.4x
1 S0 2.80 281 69.8% 72.1% -82 4 16.0x 16.5x 0.5x
i B 3.55 346 61.7% 63,3% -55 5 154x - .- 1658x 0.4x
NU 2.50 2.40 56.0% 58.4% -32 [+ 148x. . 7 154x 0.6x
XEL 1.92 1.77 58.2% 63.3% 78 14 144 0 T 153 1.2x
WEC 2.35 227 55.3% 57.2% -5t 15 14.7x: ol 152 0.5x
; ED 3.90 373 62.6% 65.4% -50 0 144x. 0.6x
! DTE 3.95 3.80 84.2% 66.7% 27 8 144x 0.6x
AEP 335 3.18 56.9% 50.9% -8 0 187 0.7x
DUK 1.48 1.42 69.4% 72.5% -137 4 13.8x. - 0.6x
: NVE 1.29 1.22 44.1% 46.8% 18 i} 13.5% . . 0.8x
; 1E 1.45 1.40 84.1% 66.5% -t 0 13.8% 5 - 0.5x
CMS 167 1.60 61.8% 64.6% -9t -126 18.2% 0 ¢ 0.6x
SRE 5.20 5,09 36.9% 37.8% -28 5 11.3x 0.3x
Average 60.7% 63.5% 14.5x 0.7%

\ Source: 15 Research, Company Data
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Exhibit 19

90
80
' 70
60

50

40

| 30
! 20
10
0

20044

“REGULATED UTILITIES .

Rate Base Growth/Capital Spending Has Been Strong (Billions)

78
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Source: SNL Research *Capilal Expendilure Report® dated May 6, 2-11, Based on sample of 44 companies
Totat Capex shown in grey numbers above bar chart, equals Adjusled D&A plus PPEE Growlh

Exhibit 20

Average Utility Rates (¢/ KWh) vs. Inflation
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The Regulated Value Proposition Is A Function Of
Asset Growth, Allowed Returns & Capital Ratios

The value proposition in a regulated utility stock is driven by the perception of its long
term earnings power and ability to distribute dividends to shareholders. Qur primary
valuation tool is therefore a dividend discount/residual income model. The factors that
drive the ability of a utility to create value that are ultimately inputs in to this tool can be
boiled down to a three factor model.

Exbibit 21
\ Reguiated Utilities: Key Value Drivers

Earnings = f (Assets, Allowed Returns, Capital Ratios)

Recent Impact Commentary

T&D Upgrades needed to improve
system reliability and move renewable
Rate Base Positive energy to loads and install the "smart
Growth grid". Capex for generation assets.
i Environmental retrofits needed to meet
; tightening reguiatory standards.

Allowed ROEs have been generally
stable. Recessionary pressures have not
driven confiscatory decisions in most
states

| Equity Ratic is determined by regulators
| Capital and companies manage _to prescribed
Ratios Rate Cases Neutral levels, These have remained stable due
to regulators being mindful of credit
imetrics.

Assets

Allowed

Returns Rate Cases Neutral/Positive

Source: ES| Research

We are concerned about the level of authorized returns on two fronts and see the
risk of decelerating rate base growth.

Of the value drivers discussed above, the one that has by far the biggest impact on
earnings and valuation is allowed (and earned) ROEs. While rate base growth and
capital ratios are important, they have a second order impact on valuation. Rate base
! growth and higher equity layers do lead to earnings growth however they must be

‘ financed with equity issuances, thus blunting the impact to valuation.

The other assumption which of course is a key determinant of vaiue is the equity discount
rate. As we will discuss below, it is the spread between these two parameters (earned
returns over the cost of equity) which drives vaiue.

At present, we are monitoring all three fronts. The spread between authorized returns on

equity and the cost of equity appsars wide by historical standards, although we believe

that equity risk premiums may in fact be hire than they appear given that low interest

| rates are being driven by sovereign credit risk. We are watching the reguiatory backdrop

! closely but so far ROE’s have come down at a moderate pace. As is shown above,
projected rate base growth looks to already be slowing. The level of capital spending
witnessed over the past 4 years will be hard to sustain short run, although environmental

! capital costs will accelerate circa "14-'15.
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| REGULATED UTILITIES - 01/09/12 " REGULATED UTILITIES
How Our Proprietary DDM Mode!l Works

Our dividend discount model guides us to our target PE multiple given the following
inputs:

; 1) The group’s current equity discount rate, based on the current risk-free rate (10 year
US Treasury bond}, the current adjusted beta of the reguiated utility group (average
of a subset of regulated utilities vs. the S&P 500 over the past 3 years, trending
toward one), and an assumed equity risk premium

2} An estimate of near term and fonger term earned returns on equity (ROEs) and
equity ratios from the valuation date.

3} An estimate of near-term and longer term rate base growth from the valuation date

i Our model discounts a hypothetical stream of residual cash flows to the equity holder

‘ based on the above parameters, assuming incremental rate base growth is financed with.
equity issuances above the total level of debt allowed by the regulators. To simplify the
modeling, we assume equity cash flow is approximately equal to net income, plus D&A,
plus incremental debt issuance less capex.

We consider three “stages” for these inputs. The first stage encompasses the first 5
g years of our valuation period (Years 1 to 5). We assume a certain rate base growth
trajectory, and assume that the earned ROE’s remain constant over that time period.

in the second stage we adjust both the rate base growth and earned ROE projections up
or down to reflect what we believe {0 be a reasonable longer-term estimate for the
company or industry over the next 15 years (years 6 to 20}. This presumes a level of

1 mean revearsion to the regulated ufility industry regarding both the rate of growth as well

? the earned returns on equity.

Finatly, we assume a modest perpetuity growth rate (2%) for the final year of cash flows
(from year 20} fo derive a terminal value

. The annual equity cash flows from stages 1 and 2 as well as the terminal value is
| discounted back te a valuaticn date, and expressed as a multiple of first year's (Year 1's)
| net income.

Exhibit 22
Example of ISI's Proprietary DDM Valuation Approach

Rate - Total Total £quity { Dscnt jRate Base . Equity
Porlod _ Bass EPS Debt _ Equlty FGF FCF | Growth  ROE Ratio
[ CC18Z. 180 809 | 908

o Ale 1S 104 045 - “088)-
200 107 T e o ol T g
Staget 4 3T B i ipo%
; Assumplions for Rate Base
Growth, ROE and Equlty
Ratio

Slage Two {Yoars 6 to 20}
Assumptions for Rate Base
Qrowlh, ROE and Equily

Stage 2 { Ratio

Terntinal Growlh rate for
Year 20 Equity Free Cash

Stage 3 { Flow

{Sum of Gitcounted Equity Free Cash Flow
{Exprassed as a MuHipla of Year1 Netincome . -

Source: ISI Research
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| REGULATED UTILITIES - 01/09/12 ‘REGULATED UTILITIES ©

in our valuation approach, we actually use 2014 as our base valuation year, with a year-
end 2013 valuation date. We argue that if we have the ability to model a company's
structural earnings power out that far, we can see through near term issues and
potentially have an edge on the longer term value proposition.

‘ The P/E multiple target we derive in this approach tells us what muitiple the stock should
! trade to by YE '13, which we can then easily discount back to where the stock should
trade 12 months from today, which is our target price.

‘ in addition, any dividends received between our price target date and our DDM valuation
date (year end 2013}, must be discounted back o our price target valtation date and
added to our valuation.

in the exhibit below, we illustrate how to derive a one year forward price target using the
principles discussed.

ExhiDit 23 |
Proprietary DDM lllustration

Valuation Date Vatuation Date
for Price Target for DDM Model

Interim Dividends,

: | j
Discounted to
‘ I Ve Dot DDM Model, 2014 on —

Today,

iZPerpetulty: :
| 6130111 : -

. 12131113
i 6/30/12
i ‘14-"18 Rate Base '19-'33 Rale Base
Q3 2%?1_(;?:32512 Growth / ROE Growih/ ROE Post 2033
vl Assumptions Assumptions

i i Source: I8! Research
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| REGULATED UTILITIES - 01/09/12

ISI Disclaimer

ANALYST CERTIFICATION: The views expressed in this Report accurately refiect the personal views of those preparing
the Report about any and all of the subjects or issuers referenced in this Report. No part of the compensation of any
person involved in the preparation of this Report was, is, or will be directly or indirectly related to the specific
recommendations or views expressed by research analysts in this Report.

DISCLOSURE: Neither IS nor its affiliates beneficially own 1% or more of any class of common equity securities of the
subject companies referenced in this Report. No person(s) responsible for preparing this report or a member of his/her
household serve as an officer, director or advisory board member of any of the stibject companies. Neither [S1 nor its
affifiates have any investment banking or market making operations. At various times these reports mention clients of ISI
from whom {SI has received non-investment banking securities related compensation in the past 12 months.

DISCLAIMER: This material is based upon information that we consider to be reliable, but neither 1SI nor its affiliates
guarantee its completeness or accuracy, Assumptions, opinions and recommendations contained herein are subject to
change withouf notice, and S| is not obligated to update the information contained herein. Past performance is not
necessarily indicative of future performance. This material is not intended as an offer or solicitation for the purchase or
sale of any security. '

ISIRATING SYSTEM: Based on stock's 12-month risk adjusted total return; ETR = total expected return (stock price
appreciationfdepreciation + dividend yield)

Buy Low Risk ETR Buy Medium Risk ETR Buy High Risk ETR
>+10% >+15% >+20%

Hold Low Risk ETR Hold Medium Risk ETR Hold High Risk ETR
0% to +10% -5% to +15% -10% fo +20%

Sell Low Risk ETR Sell Medium Risk ETR Sell High Risk ETR
<0% <-5% <-10%

IS| has assigned a rating of BUY to 46% of the securities rated as of 12/31/11.
ISI has assigned a rating of HOLD to 61% of the securities rated as of 12/31/11.
IS] has assigned a rating of SELL to 3% of the securities rated as of 12/31/11

RISK RATING
Our risk ratings are based on an assessment of underlying business mix {regulated vs. merchant), state regulatory risk

and financial strength

SCHEDULE DM-SUR-1, PAGE 19 OF 19
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About EE}
'T'he Tdison Electric Institute is the association of 1.5, shareholder-
owned electric companies. Our members serve 95% of the ultimate

We Welcome Your Feedback
EF1 is interested in ensuring that our financial publications and
industry data sets best address the needs of memiber companies

customers in the shareholder-owned segment of the indusiry, and
represent approximately 70% of the U.S. electric power industry.
We also have 79 international electric comnpanies as Affiliate mem-
bers and more than 190 industry suppliers and related organiza-
tions as Associate members,

About EE{'s Quarterly Financial Updates

EED’s quarterly financial updates present industry trend analyses
and financial data covering 59 U.S. shareholder-owned electric
utifity compandes, These 59 companies include 52 electric uility
holding companies whose stocks are traded on major U.S. stock
exchanges and seven electric utilities who are subsidiaries of non-
utility or foreign companies, Financial vpdates are published for
the following topics:

Dividends Rate Case Summary

Stock Performance SEC fFinancial Statements {Holding Companries)
Credit Ratings FERC Financial Statements {Regulated Utilities)
Construction Fuel

For EE{ Member Companies

The EEI Finance and Accounting Division is developing carrent
year and historicat data sets that cover a wide range of industry
financial and operating metrics. We look forward to serving as a
resource for member companies who wish to produce customized
industry financial data and trend analyses for use in

Investor relations studles and presentations
Internal company presentations
Perfarmance benchmarking

Peer group analyses

Annual and quarterly reports to shareholders

Edison Electric Institule

701 Pennsylvania Avenue, N.W.
Washington, B.C. 20004-2696
202-508-5000

wyw.esl.org

and the financial community, We welcome your comments,
sugeestions and inquiries.,

Contuct:
Mark Agnew
Director, Financial Analysis

(202) 508-5049, magnew(@eeiorg

Aaron Trem
Manager, Financial Analvsis
{202) 508-5520, atrent{ideel.otg

Bill Phister
Financial Analyst
(202) 508-5531, bpfister@eeiorg

Future EEL Finance Meetings

47¢h EEl Financial Conference
November 11-14, 2013

JW Marrott Dresert Ridge Resort and Spa
Phoenix, Arizona

For more information about BEE] Finance Meetings,
please contact Debra Henry, (202} 508-5496, dhenry{@eei.org
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The 59 U.S. Shareholder-Owned

Electric Utilities

The companies listed below all serve a regulated distribution territory. Other utilities, such as transmission provider ITC Holdings, are not
shown betow because they do not serve a regulated distribution territory. However, their financial information is included in relevant EEl data
sets, such as transmission-related construction spending,

ALLETE, Tnc. (ALE)

Alliant Enerpy Corporation (LNT)

Ameren Corporation (AEE)

American Electric Power Company, Inc.
(AEP)

Avista Corporation (AVA)

Black Hills Corporation (BKH)

CenterPoint Enexgy, Inc. (CNP)

Central 1V ermont Public Service
Carporation (C17)

CH Energy Group, lnc. (CHG)

Cleco Corporation (CNL)

CMS Energy Corporation (CMS)

Consolidated Edison, Inc. (ED)

Dominion Resources, Inc. (D)

DPL, Ine. (DPL)

DTE Energy Company (DTE)

Duke Energy Corporation (DUK)

Edison Internationat (EIX)

El Paso Electric Company (EE)

Empire District Electric Company (EDIY)

Therdrole USA

Energy Enture Holdings ij).. {formerly TXU
Cortp))

Entergy Corporation (EETR)

Exelon Corporation (EXC)

FirstEnergy Corp. (FE)

Great Plains Enerpy Incorpotated (GXP)

Hawaiian Electric Industries, Inc. (HE)

IDACORP, Inc. (1IDA)

Integrys Energy Group, Inc. (IEG)

IPALCO Enterprizes, Ine.

MDU Resources Group, Inc. (MDU)

MGE Energy, Inc. MGEE)

Mid American Energy Holdings Company

NextEra Energy, Inc. (NEE)

NiSource Inc. (N1)

Northeast Utilities (N1

NorthWestern Corporation (NWE)

NV Energy, Inc. (NVE})

OGE Energy Corp. (OGE)

Orcter Tail Corporation {OTTR)

Pepco Holdings, 1nc. (POM)

PG&E Comporation (PCG)

Pinnacle West Capital Corporation (PNW)
PNM Resources, 1ne. (PNM)

Pordand General Electric Company
(POR)

PPL Corporation {(PPL)

Progress Energy (PGIN)

Public Service Enterprise Group Inc.
(PEG)

Puget Energy, lue.

SCANA Corporation {(SCG)

Sempra Encrgy (SRE)

Southern Company (50)

TECQ Energy, Inc. (TE)

UL Holdings Corporation (UIL)

UniSource Enetgy Corporation (UNS)

Unitdl Corporation (UTL)

Vectren Corporation (VVC)

Westar Energy, Inc. (WR)

Wisconsin Encrgy Corporation (WEC)

Xcel Energy, Inc. (NEL)

SCHEDULE DM-SUR-2, PAGE 3 OF 11



Companies Listed by Category

(asof 12/31/11)

Please refer to the Quatterly Financial Updates webpage for previous years’ lists,

Gi\'en the diversity of utlity holding company cotporate
strategies, no single company categorization approach will be
useful for all EET members and utility industry analysts. Never-the-
less, we believe the following classification provides an informative
framework for tracking financial trends and the capital mackets®
tesponse to business strategies as companies depart from the tradi-

Cateporization of the 52 publicly traded wtility holding compa-
nies is based on year-end business segmentation data presented in
10K, supplemented by discussions with company IR departments.
Categorization of the seven non-publicly traded companies (shonn
In Itaficsy is based on estimates derived from FERC Form | daa
and information provided by parent company IR departments.

tional segulated wiility model.

The EE! Finance and Accounting Division continues to
evaluate our approach to company categorization and business
segimentation. 1n addition, we can produce customized categoriza-

tion and peer group analyses in response to member company
requests. We welcome comments, suggestions and feedback from

EEI member companies and the financial community.

Reguiated BO%+ of olal assels are regulated
Maostly Regulated 50% to 80% of tolal assets are reguiated
Diversified Less than 503 of total assets are regulated
Regulated (39 of 59) NV Energy, Inc.
ALLETE, Inc. PG&E Corporation
Alliant Energy Corporation Pinnacle West Capital Corporation
Ameten Corporation PNM Resoutces, Inc.
American Electric Power Company, Inc. Portland General Electric Company
Avista Corporation Progress Energy
Central Vermont Public Service Puget Energy, Inc.
Corporation Southern Company
CH Enetgy Group, Inc. TECO Energy, Inc,
Cleco Corporation UIL Holdings Corporation
CMS Energy Corporation UniSource Energy Corporation
Consolidated Edison, Inc. Unitil Corporation
DPL, Inc. Vectren Corporation
DTE Energy Company Westar Energy, Inc.

Edison International

El Paso Electric Company
Empire District Electric Company
Therdrola USA

Entergy Corporation

Great Plains Energy Incorporated
IDACORDP, Inc.

Integrys Energy Group

IPALCO Enterprises, Ine.
Northeast Utilities

NorthWestern Energy

Wisconsin Energy Corporation
Xcel Energy, Inc.

Mostly Regulated {17 of 59)
Black Hills Corporation
CenterPoint Energy, Inc,
Dotminion Resources, Inc.
Duke Energy Corporation
Exelon Corporation

First Energy Corp.

MGE Energy, Inc.

MidAmerican Energy Holdings

NextEra Energy, Inc.

NiSource Inc.

OGE Energy Corp.

Otter Tail Corporation

Pepeo Holdings, Inc,

PPI Corporation

Public Service Enterprise Group, Inc,
SCANA Corporation

Sempra Linergy

Diversified (3 of 59}

Euergy Future Holdings

Hawaiian Electric Industries, Inc,
MDU Resources Group, Inc.

Note: Bascd on assets at 12/31/11

The following companics were removed from the
consolidated financial statements for 2009 and 2010
because they did not file Form 10-K with the SEC:
Duguesne Light Holdings, Gteen Mountain Power,
KeySpan, Keatucky Utilities, Louisvitle Gas and
Electric and Niagara Mohawk Power.
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Q2 2012

Stock Performance

HIGHLIGHTS

B While the EEI Index trailed the major averages for the
first half of 2012, the year’s first two quarters were mir-
ror opposites and reflected the influence of global mac-
roeconomic developments far more than any significant
change in industry fundamentals.

B Interest rates continued to decline, The 10-year Treas-
ury yield fell from a high of about 2.4% in late March to
below 1.5% by mid-June, Historically low interest rates
have offered an important source of support for utility
shares in recent yeats.

R The EEI Index outperformed all major market sectors
over the 12-month period ending June 30. By late June,
most analysts observed that utility price/earnings ratios
were near historical highs relative to the broad matket.
However, given today’s extraordinarily low interest rates,
utility shares receive powerful support from the industry’s
roughly 4% dividend yield, double that of the S&P 500%
dividend yield. Industry business fundamentals remain
reasonably healthy and analysts continue to expect mid-
single-digit earnings growth for many utilities driven by
sizeable ongoing capital investment programs.

COMMENTARY

The EEI Index trailed all three major market indices for the
fitst half of 2012, returning 5.2% versus the Dow Jones In-
dustrials’ 6.8%, the S&P 500’s 9.5% and the more volatile
and tech-heavy Nasdaq Composite Index’s strong 12.7%
gain. However, the final tally for the six-month period was
less illuminating than its composition on a quarter-to-quarter
basis. The year’s first two quarters were mirror opposites and
teflected the influence of global macroeconomic develop-

1

2007

Index 2006 2008 2009 2040 2011 2012*
EEl Index 208 166 -259 107 7.0 200 5.2
Dow Jones Inds. 19.4 89 319 227 144 8.4 6.8
S&P 500 15.8 55 370 265 154 2.1 9.5
Nasdag Comp.” 9.5 98 405 439 169 -8 127

§a1endaryear returns shown for all periods, except where noted. / *Through 6/30
Price gain/loss only. Other Indices show total return.

Fult year, except where noted.

Source: EEl Finance Department

U.S. Shareholder-Owned Electric Utilities

Index 2006 2007 2008 2009 2010 2011 20i2*
All Companles 225 9.8 209 141 119 214 5.0
Regulated 228 7.8 -156 142 158 223 5.4
Mostly Regulated 224 99 -270 156 85 195 4.6
Diversified 222 185 -339 81 52 214 6.3

Calendar year returns shown for all periods except where noted. / *Through 6/30
Returns shown here are unweighted averages of constituent company returns, The EEE
Index return shown in Table | above is cap-weighted.

Source; EEI Finance Department, SNL Financial and company annual reports.

Value of $100 invested al close on 12/31/2007

HEE!Index #©S&P BO0 index BDHA
126
100
75 4
50 + : y :
2008 2009 2010 20414 2012%
MNote: Year end, except where noted. / *Through 6/30
SUSCHENULEDW8UR-2, PAGE 5 OF 11
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STOCK PERFORMANCE

% Average Monthiy Yield, 1/1/00 through 6/30/12
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EEI Q2 2012 Financial Update

Aug2015

Aug 2018

U.S. Shareholder-Owned Electric Utliities

2009 2009 20410 2010 2010 2010 2044 2011 20114 2014 2012 2012

Index Q3 04 Q1 02 03 Q4 Qi Q2 Q3 Q4 Qi Q2
EEllndex 65 BO 25 37 126 13 29 57 18 84 14 66
powlones 45g 84 48 94 114 80 74 14415 128 88 18
S&P500 156 60 54-114 113 107 59 01-139 118 126 28
foedad 157 69 57-120 123 120 48 03-129 79 187 51

“Price gain/loss only. Other Indices show total return.

2009 2009 2010 2010 2010 2010 2011 2011 2041 2011 2012 2012

Category* Q3 04 Qi Q2 Q3 04 Q1 Q2 Q3 Q4 Q1 Q2
AiCompanies 9.0 9.0 03 -37 121 33 48 69 03 97 06 56
Regulated 9.6 9.6 13 27 120 48 54 64 10 102 05 53
N e 89 83 08 52 137 15 36 47 1i 90 10 58
Dversified 56 80 26 71 51 02 89 61 36 89 10 52

* Returns shown here are unweighted averages of constitluent company returns, The EEl Index
return shown above Is cap-weighted.
Source: EEf Finance Department, SNL Financiat and company annual repetis.

For the twelve-month period ending 6/30/12

Secior Total Return
EEl Index 15.8%
Consumer Services 13.3%
Telecommunications 12.7%
Utilities 12.4%
Technology 10.9%
Healthcare 10.1%
Consumer Goods 6.8%
Financials 0.3%
{ndustrials -1.0%
Qil & Gas -9.0%
Basic Materials -15.9%

Mote: Sector Comparison page based on the Dow Jones U.S. Endexes, which are market-
capitalization-weighted indices. Find more information at hitp;//www.djindexes.com/
mdsidx/downloads/fact_info/Dow lones_US_Indexes Industry Indexes_Fact_Sheet.pdf

For the three-month period ending 6/30/12

Sector Total Return
Telecommunications 12.2%
EEl Index 6.6%
Utilities 4.6%
Healthcare 2.1%
Consumer Services 0.7%
Consumer Goods -2.4%
Industrials -4.3%
Financials -5.0%
Oil & Gas -8.9%
Basic Materials -1.5%
Technology -8.0%

Note: Sector Comparison page based on the Dow Jones U.S. Indexes, which are market
-capitalization-weighted indices. Find more information at http://www.djindexes.com/
mdsidx/downloads/fact_infof
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STOCK PERFORMANCE 3

U.S. Shareholder-Owned Electric Utilities

Company Stock Symbol $ Market Cap % Total Company Stock Symbol  $ Market Cap % Total
Southern Company S0 40,136 8.45% Integrys Energy Grp. Inc. TEG 4,470 0.94%
Duke Energy Corporation DUK 30,844 6.49% Pepco Holdings, Inc. POM 4,462 0.94%
Dominion Resources, inc. D 30,807 6.48% NV Energy, Inc. NVE . 4,148 0.87%
NextEra Energy, Inc. NEE 28,370 5.97% MDU Res. Group, Inc. MDY 4,080 0.86%
Exelon Corporation EXC 26,626 5.58% TECO Energy, inc. TE 3,863 0.81%
FirstEnergy Corp. FE 20,561 4,33% Westar Energy, Inc. WR 3,789 0.80%
American Elec. Power Co.  AEP 18,305 4.06% Great Plains Energy inc. GXP 2,907 0.61%
PG&E Corporation PCG 18,742 3.94% Hawalian Elec. Ind., Inc. HE 2,745 0.58%
Consolidated Edison, Inc. ED 18,213 3.83% Cleco Corporation CNL 2,627 0.53%
Progress Energy, Inc. PGN 17,870 3.76% Vectren Corporation WeC 2,419 0.51%
Sempra Energy SRE 16,673 - 3.49% IDACORP, inc. 1DA 2,098 0.44%
Public Sve. Ent. Grp. nc. PEG 16,445 3.468% Portland Gen. Elec.Co. . POR 2,011 0.42%
PPL Corporation PPL 16,092 3.39% UIL Holdings Corporation UL 1,818 0.38%
Edgison Internationat EIX 15,081 317% Avista Corporation AVA 1,564 0.33%
Xcel Energy Inc. ‘ XEL 13,846 2.91% PNM Resources, Inc, PiM 1,560 0.33%
Enterdy Corporation £TR 12,007 2.583% ALLETE, Inc. ALE 1,538 0.32%
DTE Energy Company DTE 10,086 2.12% UniSource Energy Corp. UNS 1,461 0.31%
Wisconsin Energy Corp. WEC 9,121 1.92% Black Hllis Gorporation BKH 1,407 0.30%
CenterPolnt Energy, inc. CNP 8,800 1.85% NorthWestern Corp. NWE 1,333 0.28%
Ameren Corperation AEE 8,137 1.71% £l Paso Electric Company  EE 1,323 0.28%
NiSource Inc, Ni 7,002 1.47% MGE Energy, Inc. MGEE 1,093 0.23%
Northeast Utilities NU 6,910 1.45% CH Energy Group, Inc. CHG 978 0.21%
SCANA Corporation SCG 6,232 1.31% Empire District Elec. Co. EDE 887 0.19%
CMS Energy Corporation CMS 6,007 1.26% Qtter Tail Corporation OTIR 823 0.17%
Pinnacle West Cap. Corp. PNW 5,651 1.19% Unitit Corporation uTL 289 0.06%
OGE Energy Corp. 0OGE 5,001 1.07%

Alliant Energy Corp. LNT 5,045 1.06% Tolai Industry 475,083 100.00%

Source: EEI Finance Department and Wail Street Journal

U.S. Sharehoider-Owned Electric Utllities

EE1 Index Market Cap (in $Billions)

$ Billions :
Q301 291,035 Qi-07 525,088
600 Q401 300,200 Q207 515,565
Q102 317,668 Q3-07 514,246
500 202 292,238 Q4-07 514,486
Q302 238,331 Q108 456,711
400 Q402 249,553 Q208 482,024
Q103 240,598 Q3-08 404,472
300 . Q203 289,454 Q4-08 361,921
Q303 288,073 Q108 316,070
200 | Q4-03 314,324 Q209 343,844
Q1-04 320,601 Q309 363,185
I ' Q204 323,193 Q4-09 389,672
100 I Q304 342,460  Q1-10 277,281
- T 117 T T 7 T 1 7T ¥ 7 17T H T T T F T 1 71 T T F°T ¥ 1 T 7 TT rrrr T Tl Q4'04 3801305 Q2_10 360,044
O TN DO T TN D DN D om0 O o Q105 395,663 Q310 402,014
3235383833333 33488833333 o mem own oam
coeceocoooooorooe covooooo Q405 428,825 Q211 433,236
Note: Change in EEl Index market capitatization reflects the impact of buyout and spin-off activity in addition to Q1-06 422,892 Q3-11 442,352
stotk matket performance. Q206 432,848 Q41 471,635
Source: £Ef Finance Department and Wall Street Journal Q306 464,281 Q112 450,507
Q4-06 503,858 Q212 475,083
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4 STOCK PERFORMANCE

U.S. Shareholder-Owned Etectric Utilities, Value of $100 invested at close on 12/31/2007

MEEl Index $Regulated BMostlyRegulated & Diversified

1u50 . _— e - e g e s i U . — e e N R . . - -
126 - - — -
100
75
50 . = A R SRR =Y =
12/31/2008 12/31/2009 12/31/2010 12/31/2011 6/30/2012
2008 2009 2010 20411 2042+
EE! Index Annual Return {36} -20.9 14.1 11.9 214 50
EE! Index Cumulative Return {$) 100 79.4 90.2 100.9 1225 1286
Regulated EEI Index Annual Return -15.6 14.2 15.8 223 5.4
Regulated EEl index Cumulative Return 100 84.4 96.4 111.6 . 136.5 1439
Mostly Regulated EEI Index Annual Return -27.0 15.6 8.5 195 4.6
Mostly Regulated EEI Index Cumulative Return 100 73.0 84.4 01.6 100.4 114.5
Diversified EEl Index Annual Return -33.9 8.1 -5.2 21.4 6.3
Diversified EEl index Cumulative Return 100 66.1 714 62.7 86.7 66.6

Calendar year returns shown, except where noted. / * at 6/30
Returns are unweighted averages of constituent company returns.

ments on investors’ preferences far more than any significant
change in industry fundamentals.

As shown in Table VIII, the major market indices surged For the 12-month period ending 6/30/12
higher during the first quarter as aggressive global central  company Category 9% Return
bank moves to support market liquidity (particulatly in  gempra Energy MR 27.6
Europe) trumped investors’ fears of slowing US. economic  noviera Energy, Inc. MR 15.1
growth, signs of outright recession in petipheral Buropean 000000 Energy Corporation R 15.0
econornies, and mdjcatllons that strength in emerging market ., Energy Group, Inc. R 14.4
economies was also fading, The EEI Index returned -1.4% as .

. . . FirstEnergy Corp. MR 13.6
investots favored companies whose earnings outlooks are , )

. . Edison international R 13.2
more leveraged to a monetary policy induced recovery in eco- .

. PG&E Corperation R i2.1
nomic strength, _

The market’s bullish spirits faded to a worried caution in Cleco Corporation R 1.5
Q2, deflated by the tecognition — as has often followed the ~ DTEEner&y Company R 11.3
bouts of optimism since the ctisis of 2008/2009 — that cen-  Hawaiian Electric Industries, Inc. D 10.3
eral banks can supply economies with casy money !:)Ut cannot Note: Return figures include capital gains and dividends.
make them grow. The BEI Index retarned 5.6% in the sec- f = Regulated, MR = Mostly Regulated, D = Diversified

. . . Source: EE{ Finance Department
ond quattet, considerably outperforming the -2% to -3%

losses produced by the Dow and S&P 500 and the Nasdag’s
-5.1% decline.
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STOCK PERFORMANCE 5

Another trend evident in the EEI Index’s petformance
during the yeat’s first half is the relative similarity of returns
among the constituent groups. As shown in the bottom half
of Table VIII, the Regulated, Mostly Regulated and Diversi-
fied company categories clustered around neat-zero returns
in Q1 and 5% to 6% gains in Q2. The market now perceives
most utilities — whether they are fully or only mostly regu-
lated — as essentially stable businesses with strong divi-
dends, offering a safe harbor in turbulent times from expo-
sure to the riskier, more competitively exposed and mote
economically leveraged earnings streams found in other eco-
nomic industties.

Macro Forces Drive Shares

There has been very little change in the industry’s funda-
mental picture in recent years. Since the middle of the last
decade, most utilities have focused their strategies around
the traditional regulated business model {emphasizing either
regulated transmission and distribution businesses ot vert-
cally integrated regulated businesses that include ownership
of generation in rate base) or some combination of regu-
lated businesses and competitive generation within an over-
all holding company (i.e., the “Mostly Regulated” model), In
fact, at year-end 2004 there were 11 companies in EET%s

Diversified category (out of 72 total companies), where
regulated assets total less than 50% of total holding com-
pany assets. By year-end 2011, the Diversified Group’s total
had been reduced to only three companies (out of a total of
61). As a result, the Diversified category’s stock perform-
ance has lost much of its significance as a referendum on
the market’s evaluation of the competitive business model.
The phtase “back to basics™ was often used to describe
the eatly years of this migration. And indeed the appeal of
utility stocks today resembles to a large degree that of the
years before dercgulation: businesses capable of producing
reasonably steady and dependable earnings streams with
slow but steady earnings growth and slowly rising dividends.
Yet given this backdrop, trends that utility managements
cannot control have been as forceful shapers of recent stock
market performances as those they can. The two primary
ones have been the persistent decline in interest rates and in
the level of natural gas prices. Utilities are often seen as
bond substitutes — income-producing investments with
potential for growth in the incote stream through dividend
increases — whose value rises as interest rates decline. Fol-
lowing the competitive generation build-out during the pre-
vious decade, competitive power market prices were often

set by natural gas as the marginal price setting fuel. The long-

1.8, Shareholder-Owned Electric Utilities

Institutional MR

&6"&@0 65&9‘*9“0“9“‘@@60@06 Q’o‘b@ ’\

QG’\'

FE T LA T LE TS TR F

Mar04  Jun04 Sep04 Dec04 Mar05 Jun05  Sep05

institutional 514 531 535 558 549 533 564
Inslder 1.7 1.7 1.1 1.7 1.8 1.8 1.8
Retail 474 454 451 430 433 449 422
Total 1000 1000 1000 100.0 1000 100.0 1000
MarOE JunO8 Sep08 Dec09 Mar0S Jun09  Sep09

Institutiona! 864 667 640 618 6L9 630 654
Insider 15 15 15 14 14 1.4 14
Retall 324 318 345 368 367 356 332
Total 1000 1000 1000 4000 1000 1000 1000

Retail WHEEE

Insider &7

Source: SNL Financial and EE! Finance Department. Note: Institutional figures represent end-of-quarter, Unwelghted average of the 55 publicly traded EEI Index companies.
tnsider data reported annually, Retail data defined as 200% - {Institutional data % + Insider %). Totals may not 2dd to 100 due to rounding,

Mote: Data unavailable for Dec-11, Mar12
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Dec-05 Mar-06 Jun06 Sep-06 Dec06 Mar07 Jtun-07 Sep07 Dec07

55,9 55.6 60.2 6i.8 61.7 63.4 66.9 65.7 66.7

1.8 1.8 1.8 18 18 1.8 1.7 1.7 15

42,3 42,7 38.0 36.4 365 34.8 314 326 318

1000 1000 1000 4000 1000 1000 1000 1000 1000
Dec09  Mar-10  Jun10  Sep-10 Dec10 Mar-ii  Jundl  Sep-di  Jun-i2
66.7 64.7 64.8 65.4 65.5 64.7 64.1 64.6 635
1.3 1.2 1.2 1.2 i2 19 1.9 1.9 17
33.0 34.0 34.0 334 333 334 34.0 334 34.7
100.0 1000 1000 1000  100.0 1000 41000 1000 1000
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term decline in both metrics has surprised economists and
industry analysts alike.

Historicaliy Low Interest Rates

As shown in Charts IV and V, the 10-year Treasury yield (an
adequate, albeit imperfect, proxy for market interest rates)
has declined from the 5% to 6% range during 2006-2007 to
under 2% in the second quarter of 2012. Federal Resetve
policy to push interest rates lower in support of economic
growth has been the primary cause of this decline, while the
sluggish economic recovery has offered a counterpoint in
the real economy in the form of generally weak loan de-
mand, Most economists have predicted rising rates now for
several years, and these prognostications have been continu-
ally thwarted, During the second quarter of 2012, the 10-
year Treasury yield fell from a high of about 2.4% in late
March to below 1.5% by mid-June, firming at quarter end
up to 1.7%. Historically low interest rates have unquestiona-
bly offered an impotrtant source of support for utility shares
in tecent years by reducing the significant interest expense
component of - utilitics’ cost structure and eclevating the
value of the dividend stream for investots. Eventually, if
history is any guide, the trend will reverse and rates will be-
gin a long-term rise. With the economy now mired in politi-
cally unacceptable weakness and the Pederal Reserve appas-
ently set on its zero short-term rate policy for two mote
years, such a prospect does not appear imminent. But when
the trend revetses, it will matk the end of one of the major
macto themes that has supported the performance of utility
stocks for many years.

Natural Gas Price Collapse

The collapse in natural gas prices due to the emergence of
low-cost drilling for shale gas has had a less straightforward
impact on utility shares. Many regulated companies have
atguably benefitted — not directly, since changes in fuel
costs are usually passed through to ratepayers and lower fuel
costs don’t mean higher profits — but indirectly, since lower
fuel costs have helped keep customer rates down despite
tising capital investment and the need to recover other rising
CcOsts in rates.

Competitive generators however, which ate often sub-
sidiaties of holding companies with regulated operations,
have been hard hit. It would have been neatly inconceivable
from 2005 through 2008, when natural gas spot price
ranged from roughly $6-§12/mmBtu, to contemplate a near
future in which prices would stagnate below $3 with no end
in sight. And eatly in the second quarter of 2012, spot gas
even dipped below $2. Competitive power prices have like-
wise eroded, considerably diminishing earnings outlooks for
competitive generators whose price hedges, put in place

EEI Q2 2012 Financial Update

when market prices were much higher, are now rolling off.
This has acted as a countervailing force, operating opposite
to that of falling interest rates, on the shares of utilides with
significant competitive operations.

Analysts today seem reasonably unanimous in the belief
that new shale gas drilling techniques and the abundance of
reserves will keep natural gas prices low for the forseeable
fiture, Chart VII shows just how sharply price forecasts
have declined in recent years, with the natural gas futures
cutve now faitly steady at slightly over $4/mmBTU after
falling from a range of $6 to $8 only two-and-a-half years
ago. Perhaps the most confident statement one can make
about the natural gas market at mid-year 2012 is that it ap-
pears to have little room to fall further, although the pros-
pect of any recovery, which over the past few yeats has al-
ways seemed a year ot two way, still seems a year or two
away.

Stable Business Fundamentals
General business conditions in the industry at mid-year
2012 remain reasonably strong, with the big picture narra-
tive litde changed from that of recent years. Utilities are
undertaking sizeable and wide-ranging capital investment
programs that include distribution network upgrades, Smart
Grid investments, a significant boost in the pace of trans-
mission investment, rising emissions-related capex driven by
the need to comply with EPA reguladons, and generation
investments in select power markets. All told, the construc-
tion cycle has supported mid-single digit earnings growth
for much of the industry over the past six or seven years,
Despite the prospects for only tepid electricity demand
growth going forward (due in part to energy efficiency tech-
nologies and wider use of demand side management pro-
grams), estimated at 0% to 1% annual gains nationwide,
analysts expect the industry’s ongoing capital spending to
drive mid single-digit earnings growth for many utilities over
the next several yeats. Much of this investment is going into
rate base, with a state regulatory backdrop that most ana-
lysts say is constructive and supportive of the need for such
investment, The value to investors of such a predictable, if
not placid, business environment is seen in Chart III, which
shows that an investment in the EEI Index made at the end
of 2007 and indexed to 100 would have outperformed both
the S&P 500 and the Dow Jones Industrial Average if held
through June 30, 2012. This period includes the severe de-
cline and wild volatility of the 2008/9 financial crisis, the
strong subsequent market recovery and recent sideways pro-
gresston of the markets since early 2011 — offering a di-
verse macroeconomic and market backdrop in which to
evaluate the industry’s emphasis on core regulated and com-
petitive electricity businesses.

SCHEDULE DM-SUR-2, PAGE 10 OF 11
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Stretched Valuations?

Despite trailing the broad market averages during the first
half of 2012, the EEI Index outperformed all major matket
sectots over the 12-month period ending June 30 {(as shown
in Table IX). This was due less to any change in the indus-
try’s prospects than to the industry’s status as a safe-harbor
during macroecotiomic tutbulence. The broad market fell
more than 10% during Q3 2011 as the spectacle of the US,
fiscal debt limit debate (and Standard & Poor’s August 5,
. 2011 downgrade of US. debt from AAA to AA+) along
with Buropean leaders’ equally contentious tesponse to a
flare-up of market stress over their continents’ sovereign
debt woes ratted investors.

By late June 2012, most analysts observed that utiity
price/earnings ratios were near histotical highs relative to
the broad market, suggesting that the group’s strength may
be nearing an end. Conversely, given today’s extraordinarily
low interest rates, utility shares receive powerful support
from the industry’s roughly 4% dividend yield, double that
of the S&P 500 dividend yield. When viewed as a bond
substitute (offering bond-like yields with dividend growth
potential), analysts observed that utility stocks could have
room to tise given the very low yields ava;lable most every-
whete else.

To the extent that utility dividends remain perceived as
stable and safe, and if interest rates remain very low, utility
shares will likely reccive an ongoing strong bid from inves-
tors, However if rates were to rise or if industry fundamen-
tals were to worsen — such as the perception of difficulty
executing capital investment programs ot renewed fuel cost
increases pressuring end-user rates, fostering a more conten-
tious environment in rate cases — the group’s stock market
fortunes may take a turn for the worse.

Recent years have delivered many tailwinds for the in-
dustry, independent of the hard work by companies to re-
form themselves around the traditional utility business
model while implementing the strong public good aspect of
their mission — that of ensuring safe, reliable and increas-
ingly environmentslly clean electricity within regulated ser-
vice tertitories. It’s likely that the values of utility shares in
the immediate future will condnue to be driven mote by
global mactoeconomic issues outside of the industry’s con-
trol than by changes in business strategies or fundamentals
that managements can control. That is not to say that the
month-to-month and year-to-year challenges that come with
the management of shareholder-owned utilities are not
significant, it's just that they are largely under control for
now. R
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" Union Electric Company d/b/a Ameren Missouri

CASE NO. ER-2012-0166

Missouri-Only Utility Proxy Group
DPS, EPS, BVPS & GDP
10-Year Compound Growth Rate Averages (1968-1999)

DPS EPS BVPS Average GDP

10 yr compound 10 yr compound 10 yr compound  DPS, EPS and 10 yr compound
Years zrowth rate avgs Years __g_rowth'rate avgs Years growth rate aves BVPS Years growth rate avps
1968-70 to 1878-80 2.34% 1968-70 to 1978-80 1.14% 1968-70 to 1878-80 1.81% 1.76% 1968-70 to 1978-80 10.05%
1969-71 to 1979-81 2.20% 1969-71 to 1879-81 1.21% 1969-71 to 1975-81 1.38% 1.60% 1869-71 to 1979-81 10.41%
1970-72 to 1980-82 2.23% 1970-72 to 1980-82 2.10% 1970-72 to 1980-82 1.13% 1.82% 1970-72 to 1980-82 10.42%
1971-73 to 1981-83 2.50% 1971-73 to 1881-83 3.83% 1971-73 to 1981-83 1.14% 2.49% 1971-73 to 1581-83 10.22%
1972-74 to 15982-84 2.97% 1972-74 to 1982-84 5.81% 1972-74 to 1982-84 1.45% 3.41% 1972-74 to 1982-84 10.03%
1973-75 to 1983-85 3.45% 1673-75 to 1983-85 6.92% 1873-75 to 1983-85 2.02% 4.13% 1973-75 to 1983-85 9.96%
1974-76 to 1984-86 3.75% 197476 to 1984-86 6.71% 1974-76 to 1984-86 2.61% 4.36% 1974-76 to 1984-86 9.77%
1975-77 to 1985-87 3.88% 1975-77 to 1985-87 6.02% 1975-77 to 1985-87 2.97% 4.29% 1875-77 to 1985-87 9.34%
1976-78 to 1986-88 3.96% 1976-78 to 1986-88 5.55% 1976-78 to 1986-88 3.11% 4.21% 1976-78 to 1986-88 8.80%
1977-79 to 1987-89 4.20% 1977-79 to 1987-89 6.03% 1677-79 to 1987-89 3.26% 4.50% 1977-74 to 1687-89 8.32%
1978-80 to 1988-90 4.48% 1678-80 to 1688-90 5.60% 1978-80 to 1988-.80 3.50% 4.53% 1978-80 to 1988-20 7.92% .
1979-81 to 1989-81 4.73% 1979-81 to 1989-91 5.22% 1979-81 to 1989-91 3.80% 4.58% 1979-81 to 1988-91 7.38%
1980-82 to 1590-92 4.83% 1980-82 to 1990-92 3.57% 1980-82 to 1990-82 3.93% 4.11% 1980-82 to 1990-92 7.06%
1981-83 to 1891-93 4.68% 1981-83 to 1991-63 1.64% 1981-83 to 1991-03 3.80% 3.38% 1981-83 to 1991-93 6.72%
1982-84 fo 1992-84 4.34% 1982-84 to 1992-94 0.23% 1982-84 to 199264 3.46% 2.68% 1982-84 to 1992-84 6.49%
1983-85 to 1993-85 3.96% 1983-85 to 1993-95 -0.31% 1983-85 to 1993-95 301% 222% 1983-85 to 1993-85 6.12%
1984-86 to 1994-56 3.12% 1984-36 to 1994-96 0.03% 1984-86 to 1994-96 2.62% 2.12% 1984-86 to 1994-96 5.89%
1985-87 to 1985-97 3.53% 1985-87 to 1995-97 0.26% 1985-87 to 1995-97 2.31% 2.03% 1985-87 to 1595-97 5.81%
1986-88 to 1996-98 327% 1986-88 to 1956-98 0.67% 1986-88 to 1996-98 2.17% 2.03% 1986-88 to 1996-98 5.73%
1987-88 to 1997-99 2.82% 1987-89 to 1997-99 0.06% 1987-88 to 1997-89 1.98% 1.62% 1987-89 to 1997-69 5.63%
Average 3.59% Average 3.11% Average 2.57% Average 8.10%
Average of 10-year Rolling Averages EPS, DPS and BVPS 3.09%
Source: Value Line Investment Survey

Average EPS, DPS and BVPS as a percentage of average GDF: 38.16%
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-: Risk free rates and value: Dealing with historically low risk
f free rates

| Last week, the 10-year US treasury bond rate dropped 1o 1.75%. While it has risen since o about

; 2%, there can be nodenying a basic fact. Government bond rates have dropped in almost all of

i the developed market currencies: the Euro, the British Pound, {he Swiss Franc and the Yen. Since
govemnment bond rates are used as risk free rales to eslimate discount rates in valuation or hurdle

) rates in comporate firance, thers has been a great deal of hand wringing and angst amang valuation

! practitioners on the consequences. In fact, if you allaw for the increase in sowreign risk across the

: globe, you could argue that the "true” risk free rates are even lower than the already low
govemment bond rales. In my previous post on the sovereign raling dowagrade for the US, | noted
that the default spread would have to be netted out against the govemment bond rate {0 get to the

1 risk free rate. If, for instance, you accepted the S&P 1ating of AA+ for the US and estimated &

i defauit spread of 0.20% for that rating, the US dollar risk free rate right now would be about 1.80%
{2% minus 0.20%).

| So what effect do lower risk free rates have on value? The answer, if you follow conventional
valuaiion practice, seams obvious. Lower risk free rates, helding ali else constant, result in lower
discount rates, and tower discount rates, all else held the same, will result in higher value. In fact,
this seems 1o be the implicit message in the Fed's Operation Twist 2: that lower risk freo rates are
good for the economy and markets. It is also this facile conclusion that makes some practitioners
uncamfortable with using toeday's rates in valuations; the angst gets deeper when the practitioner in
question wanis a “iow” value for an asset {for {ax assessments or to Elt the scales in a legat
iussle). It is not surprising then that these practitioners flit with an altemative: why not use

"normalized” risk free rates instead of today's "abnomally" low risk free rates? The nommalized risk
| free rates are generally computed by looking at the past: thus, the average 10.year treasusy bond
rate over the last 30 years, which is closer o 4%, is suggested as an option. Aliuring though this
oplion seems, not only is it the wrong solution to the perceived problem {of fow risk free rates and
out of conteol valuations), there may be no problem 1o solve in the first place. And here is why..

‘ 1. The risk free rale is not just a number in a discount rate compedation but an opportunity cost,
QOna way 1o think about the risk free rate is thal it is the rate vou will eam if you choose not to take
the sisky Investments that are oul {here (stocks, corporate bonds, real estale, 2 business venture).

So, lst's carry this to its logical exlreme. Let's assume that you do replace ioday's risk free rate

: {2% or lowear) with your normalized rale (4%} and that the resulting high discount rate gives you a
lovr value for your risky assel. Let's 1hen assume that you choose not to invest in that risky asset.
Where do you plan 1o imest that money inslead? In your normatized bond earning 4%? Since it

i exists onfy on your spreadsheet, § am afraid that you will hawe to settie for that "abnormally” low

2% Interest rate.

2, The tisk fres rate is g reflection of what people expect in the overall econcmy for the foreseeapie

futre, Harking back to an equation that { have used before, note that the risk free rate is the sum

; of two market expectations: an expestaticn of inflation for the future and an expectation of real

! growth,

Risk free rate = Expected inflation + Expected real growth

Viewed through these lens, it is quite clear that a very low risk free rate is not generally compatible

i wilh a vibrant high growth economy. In fact, the biggest factor driving down ten-year bond rates this

! year from 3.28% to 2% has been the increasing pessimism about global economic health, pushing
down both expected real grawth and expeacted inflation. That is the basis for my argument that the
Fed has become a side player in this game and that its push for Jower risk free rates is aclually at
odds with its desire that the US retum te healthy economic growth.

risk free assot i ero jnvest n the fear faclor fises, the much vaunt
"Hight fo safety" dudnag crises. Bu! this flight does not just affect the risk free rate.... | affects risk
] premiums for all risky asset classes; equity risk premiums rise, default spreads on corporate
! bonds widen and cap rates on real eslate become higher. i you define the expected return from
stocks as the sum of the risk free rate and the equily rsk premium, the last decade has seen
changes in thal composition:
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Note that while the overall expected refum on stocks {backed out from level of the S&P 500 index
and expecled cash fiows from stocks) has been in a fairly tight range (8%-8%), the proportions
coming from the risk free rate and equily risk premium have changed. And there are consequences
forvalug as well. To ses why assume that you are valtiing a mature, average risk company
{grawing at the same rate as the economy) with $ 100 million in cash flows to equity currently in a
markel where the risk free rate is 4% and the equity risk premium is also 4% (thus creating a cost
of equity of 8%). Since the risk free rate is the proxy for nominal growth In the economy, this
company's velue is:

Value of company = 100 (1.04) / {.08-,04) = $2,600 miflion

MNow consider valuing the same company when the risk free rale is 2% and the equity risk premium
is 6%. Since the nominal growth rale expectation is down to 2%, the value of the company is:
Value of company = 108 (1.02)f (.08 - .02) = $1,700 milfion

The effect on vaiue wilt be greater for higher risk conipanies, where the risk premium Is magnified,
and lower for lower risk companies, but it will be significant across the board. Note that the first
scenario resembles the market numbers in 2007 whereas the second is close ta where we are
today. The shifl in risk free rales/ risk premiums may explain why stocks ook cheap today,
relathve to historic metrics.

So, what do we do about low risk free rates? As | see it, you can choose ene of four roules,
ranging from dysfunctional to dynamic:

1. The dysfunctional valuation: You leaws risk free rates at loday’s low levels, while your risk
premiums and growth rates come from happler, more stable times. Implicitly, this Is exactly what
youwill do, Ifyou use equity risk premiums from historical data (lobotson, for instance} and
eamings growth rates that reflect the “good old days”. Using the example abowe, you would value
the awerage fisk. malure company, using a 2% risk frea rate, a 4% nominal growth rate and a 4%
aquify risk premigm:

Value of company = 100 (1.04)/ {.06-.04) = $5,200 million

You will find everything you look at to be dramaticatly under valued, but the modef is intemally
inconsistent. In effect, though, you are combining a crisis risk free rate with a good times sk
premiumygrowth rate to estimate toe high a wlue.

2. The depressed valuation: Yeu could repface the risk fiea rate today with a kigher, normalized
risk free rate, while using the higher sisk premiums and growth rates that characterize crisis
marks. Thus, in the valuation example, you would be using a 4% risk free rate in conjunction with a
2% nominal growth rate and & 6% equity risk premium, leading unsurprisingly te @ low walue:
Value of company = 100 {1.62} 7 {10 - .02) = $1,275 million

Here, the incensistency is that you have combined a good fimes risk free rate with a crisis risk
premiumigrowth rate fo estimate oo low a value,

3. The denial valuation: You could be a normalizer, replacing curent numbers with noanal numbers,
not just on the risk free rate hut on the other inputs {equity sk premiums, cash fows, growth
rates) as well. This fallh in mean reversion feaves the intrinsic value of the hypothetical company
stuck at $2,600 million, as risk free rates and risk premiums change, and views the crisis as
"nightmase” that will soon be forgolten. Unlike the first two choices, this one is internally
consistent and may, in fact, be the valuation thal is used by a classic contrarian inwestor, who
believes that markets ower react and adjust back {o norms over tlime.

4. The dynamic valualion: You ceuld use loday's combination of a low risk free rate, high risk
premium and low nominal grewth to eslimate a walue of $1,700 million for the company. The
valuation is intemaily consisient bt tie downside is that it will be volatile and change as the
macio envranment changes, crealing discomiort for fhose who believe that intrinsic value is
stable number that stays unchanged over time.

{would steer away fom the internally inconsistent valuations, either dysfunctionat {giving you foo
high a number} or depressed (ghing you 100 low a number) because your inputs are at war with
each other. As for denial and dynamic valuations, { prefer dynamic valuations because | am not
sanguine that reversion back to historic norms will happen soon. | can see.why long term, value
invesiors may be attracted 1o denial valuations but they better have a road map o their ajtemate
pre-chsis universe, or the valuations will not come 1o fruition. Bul the bottom line about risk free
rates is worth repeating. Lower risk free rates do not ahways translate into higher walues for dsky
assels and it is not necessarily a "problem” that needs to be solwed.
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Ll wajuation of Facebook
2 Tha Facebeok IPG gels
msﬂﬁéﬁ closer and | dan't think 1can
— put off this valuation much
{onger. While we den'thave
an offering price yet, the pre...
—— "~ Passive Value investing:
i Screeming for bargains
3 Q == As fong as there hawe been
e L= markels, ] am sure that
—— — investors have used
sereens fo ind good
investments. kwas Ben Graham, howsever,
who §..,

Value lnvesting, Where is
fhe eaf?

in myfirstpastin this series
on value invesiting, I noted
thatvalue investing is a
broad brush that covers a
range of different approa...

Contrarian Value investing -

e - Going againsi the flow....

’ Nokia came out with an
awful samings report
yesterday, with warnings of
mofa bad news to come,

and s stock price, nel surpssingly, plu...

Facebook and “Field of Oreams™ Hoadies.
Hubris and Hoepla

In mid-February, | posted my valuation of
Facebook and my thoughis on what would
happen atihe 1PQ. Since the aclual offering
date is temor...

TOTAL PAGEVIENS

1,111,373
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» 2042 (34)

W 2011 (b5
Posled by Asw ath Damodaran al 316 PV B3 » Becamber (3}

» November(3)

27 comments: » Oclaber (5
¥ Seplember {6)
B Jason DaCruz sald... Risk free rales and value: Deating wilhy
This comment has been removed by the avthor. historical...

Celober 1,2011 12:50 AM Ruminations on Rogue Trading
The Bulfett Plan. An apl name for a
sanclimenious,...

! £y JasonDaCruzsaid... Breaking up is ®easyto do...

Wilh the macro environment so unsiable, § find valuation o ba even more subjective than Operalion Twist Ii: The Fed as Chubby

normal, Comest me if 'm wrong — as | probably am -- butler's say you lake the Treasurdes lo Chacker
: be & good Indicalor of the risk{ree rale. Lefs also sayyour tme horizon is Jong term, And . .
| then operatien twist happens. Class is in session..
B August{4)

Your risk-free rate would be pushed down, correct? So your PVrises. Bul your growth
expeciations — grounded in the teachings of Bemanke — rise. So your PV falls? Finding B July(3)
these numbers seams lojeave a lot to user preference/esror. And then there's Inflation...

; Qctober 1.2011 12:52 Ala > e )
» iy (4
, » Apnt7)
|  Fisaid.. » tacch (5)
\ myfake awayfrom this postis thatinherenty vatuations probably den't drive steck prices as » February (6)

valualion is 2 subjecihve issus, a matler of assumption ang choosing values, semeonsa can

{ustify a valuation of 1275mn and someone 5200mn. In good fimes markelwould thoosa to » January(§)

giwe credance to the 5200 valuation levels, and in bad times to 1275. This is why the crazy » 2010 (45}

‘\ rmoves, when urderdying fundamentals den't change that dramatically. Fmean could a

' change in growih rates from 3% to sub 2% mean a change in fundamental valuations by »- 2009 (80}
20% or mare? | thought eguities discounted feng term cash-flows, butit seems fhey dont » 2008 (42)
loek bayand the next 3 yrs.

! October 1. 2011 12:53 24

a Alan Shouls $aid...
! Hi.

1am fairly new to this buti can'tsee that there is any real opticn other than valuing a
company relalive to the current risk free rate. You look atthe curtent risk free rafe and see
how a company measures up against it because the risk free rate is the bestthat you can
do {risk-lessiy} at this pointin time, Hihe cument, say "dollar” based risk free rate reallyis
teo high of fow then the market will adjust it q uita geickly.

As far as | can make out valuation seems lo me o be a valualion of the future for the fixed
| pointin ime - now. An ntrinsic valration seams to be a valration of a riskyasset thatis
| relative to a risk-less asset thal iakes into account the risk, This seems 1 be a really sound
i way of doing things as if suddenly say you could buy a bond, available in unlimited supgply,
{ratwould risk-lesslyyield 18% evaryyear for 10 years then you waould be nuts to buyan
assel that yielded less. So the value of your risky asset would hawe {0 change. Somebody
will see that $10 on the ground )

The other way that I have found that I think of things s that the risk frae rate is a foundabon,
Asseals are valued relative o this foundation. If there is an earthquake and the foundations
star moving {ecaming volatile} the all the stores above itwill move as well -thelr
valuations will change. if the foundalions change veryrapidly than the intrinsic valualions
{which are relative to the foundations) will change rapidly as well - no matier how sfable the
assel’s cash flows. The roal value of the business wifl change rapidly there is no aption,

So, you do & valuagon, how fong is it good for? Well itis goad for now. ifthings change itwill
i be out of date. #f these is & huge spllEin the Gulf of Mexico than the valiation of your company
' wilchange itltwas responsible. Iftha gisk free rale changes thea the valug of your asset
changes.

\ Oclober §.2011 2:57 AM

'“?F, Aswath Bamodaran sald..,
R o
! Fhink you have itjust right. Avaluafion Is an assessment of the future as of rightnow..., and
you have to use the cumrent risk free rale.

Jason,

You are right about the macro envranment instability franslaling into valuation Instability
{whyls it subjective? Itis whatitis...) As for your reasoning, outworks onlyifyou telieve that
Bemanke has immense persuasive powers lefl.. i dop't think he does.

October 1, 2011 5:25 At

! () Mike Barad said..
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! Ageod quole from Atas Shrugged.."Ais A" | agree that there is no probtem to salve nere.
The sisk free rate is forward fooking and incorporates future expeciations of growlh and
infiation. Jtcan't be {00 Jow or teo high, it just is, Sometimes Ais A

Qclobes 1,2011 .02 AR

B Mike sald...
i Good points.

Here is an informative/scary article from a mises scholar, - itis an eys opener for me. it
explains lhe eflecis of Fed's rate manupulation.

hitp/imises org/daily’5223/media aspx?action=authordD=1618

Cctober 1.2011 8:33 PM

‘ B Unknown sald...
i Look.LOL...1can assure you that most practicioners den't use these framewarks in their
investment decisions.

\ Those that do, do 50 only on the margin; its never the decisive factor. Real investment
decisions are ultimately mrade for other reasons,

d say the practicioners {i.e. the market) in a low rate enviranment funclions more like he
following:

Lets look for the greater foc), and play chickan untit the village Idiot buys; then sell sell sel,
and run for the hills.

Qclober t, 2011 8:37 PM

T Aswath Damodaran said...
¥ a Linknown,

By "praclifoners”®, you mustmean investors, analysis and porifolio managars and | agree

I with you. Most of them don'{ do and are notinterestad in valuation. They want to stay ahead
i of the pack and most of the ime, they are the pack.

However, lam referdng te a much wider setof practiioners. About 90% of valuations are
done by appraisers valuing private businesses for sale, accountants assessing fair vafue
and others whose objectives dont include making money on the valvation. Those

' practifioners still hawe to make choices on risk free rales, risk premivms and growth rates..

Qctober2. 2011 9:38 A

Ej Unknown salid...

as the new view of lower future nominal grewth {tefs assume lower real growth and not
fower inflation, thus WACC does notchange) bacomes oriced in, the discaunt rate
increases (WACC - gy lowering present vajue, as you mention.. but in your example, you do
notchange FGFE..if fulure g is tower, why shoukin't future FCFE increase? if it dogs not
increase, you must beliewe futura ROIC on old investad capilal decreases as grales
decrease..in exreme cases, | beliove thay probably do {2.0. 1930's),

Qclober 2, 2041 455 PM

""ﬁ Aswath Damodaran said..,

X Xl Thatis actuallya great point about RGIC. 1 am implicitly assuming that the ROIG wiil
‘ decrease ifnominal growth opporfunities decrease buil should have been explicil,

An Interesting question would then bscome: what would happen if the ROIC stayad

vnchanged? Here are the consequences. For irms with ROIC = Cost of capilal, there would

) be no change In value when the disk free rale declined {and risk premiums go up), For irms

! wilh ROIC> Costof capital, the value will go down but not byas much as in the example in

‘ the post, Fer fibm s with ROIC < cost of capiial, it will actually be good if there is [ess growlh
and less reinvesimeant.

Oclober 3,201 4:53 A

g StanJonas said...

curious,. if the real risk free rale is that of a 10 year 2zero coupan rather than a coupon bond

your problem is solved..

The "refum to a 10 year” coupon bond is largely a result of the reinvesiment rate of the

‘ coupon... and as you well know onfy if the reinestment rate remains at the coupen rate is
YThan accurate measure...

Ten Year Zero Cougon bonds have rallled close ta 30% In "price™ ip tha last months..
| thats the real vajuation exercise,., nol two hypolhetical and imposiile 1o predict fulure cash
flows...i.e.the rate of reinestment and the dividend rale,

October 3, 2011 §:14 PM
|
i
|

aswathdamodaran.blogspot.com/2611/09/risk-free-rates-and-value-dealing-with.btmt
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‘ [ Ankitsaid..
Sir,

| was notable {0 undarstand why
| Risk free rate = Expected inflation + Expected real grawth

does the above equation applicable for US anly ar for some other caunlrylike India?
Qclober 4, 2011 2:26 A

Aswath Damodaran said..,

vy Stan,
Whatprablem are you solving? And a zoro-coupon is a naminal rate, not a real rate...

AniGl,
The equivalence holds in all markels butitls an expected growth rate in the long term (and
s0 will not bre direcdy comparable to carant growth in growing, emerging markels).

‘ Qclober 4, 2011 3:45 Al

B Syivie Bsald,..
‘ This comment has been removed by the aulhor,
Qcleberd, 2011 4:10 PM

! Sylvie Bsaid...

‘Thanks for sharing your iews. Would you apply the same kind of "ravarse” ralionals for
PGS countries which have historicalty fligh risk free rates 7
Thanks, Sylie

‘ Gofover 4, 2011 4:11 PM

Aswath Damodaran said...

‘ %&zY The PIGS countries ail operate in Euros. The Euro risk free rate is at historic lows (not

! highs). The rates for these countries are high because of sovereign defaull risk being high
and not because of the risk free rate. In other words, the risk frae rale in Euras for a Greek
companyis stll $.5%... itis the rest of the equation (he equity risk premium} that is sky

| high.

Octaber 5. 2011 4:48 A

| g Random Thougths sald,,,
! Sir,

Should we notbe using differeni WAGG for each year ? For example, if we think thal the
economic cullock {o resiors onormal in 2 years, we can usa the the normal risk-free rals,
Risk premiums and growth projectiens from 2043 onwards while going for the currant low
risk-freg rates ets for e next bva years, Fihink thal sheuld take care of the abowe differencas
and fusther reduce the variance under sach scenario hat you have calucialad.

Qeloberd, 2011 7:46 Al

i Aswath Damodaran said...

B

¢} As long as you change the risk premiums every year as wall...
Oglober @, 2011 1208 PM

@ Flosin said...

i Greattopic, Ive been thinking about this multipte tmes. Using the cument ‘risk free rate’ to

i valug riskiar invesimenis is prablematic MOSTLY because the rale is igged by the FEDS -

590 i5 thalrate real {is it incorporating aclual expectalions of inflation and growth, if you know

for a faci that rate is being pushad down). { know a lol of you will saythat the markels are

efficien] and theywould push the rate back up ifthe investors falt that the rate is fower than

where it should he... 1have my doubts aboud that and about market efficiency for short

perjods of fme,

So now the issue is, a [of of inveslors feel the need o value assels (nolonly huyand sell an

momentdm, bulon a8 valuation basis) - how should fiose investors approach that valuation

- 1 beliave it's gbout ime horizon.

Inconsistent modals don't make sense for sure, so short lerm investors would make sense

{o value assels by using the dynamic model] {if fact they don't care it the rate is gamed, they *

onlycare whatfooks cheap based on thal). Long term invesiors shouldn't go for the same

logic, sinca the chances are hat the rates will reverse ta a cenlain degres once the multiple

QEs end(God knows how manyihere will be,

I Butone hing Fdo hale, and batis hearing people on radio saying lhat stocks are cheap
based on the FED mode] (theywere also saying thal months aga based on the same
argument} - inever was a fan of thal model

7‘ Oclober 9, 2011 4:56 PM

agwathdamodaran.blogspat.comﬁﬂl1/09/risk-free-rates-and-value-dea!ing—with.htmi
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J

@ Manish said...
Hi
W calculate £quily Risk Premium fora tonger term period and takes a average of itas our
basis of calculalting required returns. In the given case how should we calculate the Equity
Risk Premium as the long term average seems % give us a low required refum. Is it implied
equityrisk premiim oritis based upon some option methos? Flease axplain,

Qclober 18,2011 712 A

‘3 prisci said..,

Necesito el valor de ja lasa libre de riesgo de los bonos def lesore de eeuu, a 10 ades..por
faver.. es urgente..
Ineed the value of risk-free rate of U.S. Treasury bands, 10 yoars ... please ., urgent .,

November 22, 2011 11:52 Al

E‘j prisci said...

Eneed the value of risk-fres rate of LS. Treasury bonds, 10 years ... please ..urgent ..
Necesito ef valor de {a {asa libre de riesgo de [os bones del {esoro de eeuu, a 16 afios,.por
faver.. as urgenle..

November22, 2011 1153 aM

Anonymous said...

Hi, In the tex you refer to the 30-year historical US government 18-year bond yi¢ld to be 4%. 1
find the hislorical number for the same period to be around 7% {nominal}. Have you
cerrected for any items {high inflation Ia the 19805?)7 A3 1am a "normalizer” fam frying to
find the besi forecast for the normalized dsk-free rale, Forecasts for real growth and infation
forthe US Imply 4-5%. Historical 10-year US govemment bend yield around 7% ( thaughi),
So fam uncartain which rate to apply - the range 4-7% is quile large. The WAGC for this
purpose will be used as discountrate for long-term investments in the minings and metal
indusfry, Thanks int advance,

January 6, 2012 8:02 AN

) Shansaid..
Dear Peof. Damodaran |

fhope you will find this in the bestof your health and spirits.

Jam afraid myquestion is not related 2o this particular post.

My question is refafed lo FCFF.

Fhe formula is:

EBIT(i-1)* Depreciation - CAPEX + Dectease in Working Capitst...

fwanito ask:

Tha resulting FCFE will give the free cash Rows for all supplers ¢f capital and sharaholders.
What aboutthe OPENING CASH BALANCE {in cas« ofretail companiss, they mayhaw a
{ot}, what about CASH INTEREST ON DEPOSITS, and finally whal about DMDENDS

RECENED for a holdings company, which aimost evaryyear receives dividends.

Way don't we use them in FCFF calculation?

Thank you for your kind caoperalion,

Bye
January 8, 2012 9:52 Al

Alr Gleanor said..,

Mos! peaple spend over §0% of their time indoeors, not knowing thal the air they are
breathing may be more golluted than the air outside, Cur one of my Alr Cleaner. H provide
good Indoor At Chralily.

February 2, 2012 10:43 PM

AG Service Phoanix said...

Ourcne of myAC Senice Phoanixbusiness provide air-conditionting repair and a guiet
solufion for cooling and healing problems.

February 16,2012 3.62 Al
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