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SURREBUTTAL TESTIMONY
OF
LANCE C. SCHAFER
The Empire District Electric Company

CASE NO. ER-2014-0351

SECTION 1: INTRODUCTION AND BACKGROUND

Q. PLEASE STATE YOUR NAME.

My name is Lance C. Schafer.

Q. ARE YOU THE SAME LANCE C. SCHAFER WHO FILED TES TIMONY

EARLIER IN THIS PROCEEDING?

A. Yes.

Q. WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMON Y?
| will respond to the rebuttal testimony of the BreDistrict Electric Company
(“Empire” or “Company”) witness Dr. James H. Vander Weide &taff withess Shana

Griffin (formerly Atkinson).

SECTION 2: RESPONSE TO DR. VANDER WEIDE'S REBUTTAL TESTIMONY

Q. PLEASE SUMMARIZE DR. VANDER WEIDE 'S REBUTTAL TESTIMONY
REGARDING YOUR ANALYSIS OF EMPIRE ’S COST OF COMMON EQUITY.
A. Dr. Vander Weide has the following five princiaeas of disagreement with my

analysis:
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Case No. ER-2014-0351

1. He apparently believes that my proxy group is toal§

2. He believes my calculation of the annualized dimdidoes not take into
account the quarterly payment of dividends;

3. He believes | should not have used the 30-year BSRate in my CAPM;

4. He disagrees with my use of the geometric meamrrétucalculate the risk
premium in my CAPM; and

5. He disagrees with my use of the historical totameon government bonds to
establish the risk premium in the CAPM.

PROXY GROUP

Q. ON WHAT BASIS DOES DR. VANDER WEIDE QUESTION YOUR PROXY
GROUP?

A. Dr. Vander Weide spends much of his rebuttdirnesny specifically comparing my use
of eleven electric utilities in my proxy group, \&sll as Staffs use of twelve electric
utilities, to his own use of twenty-eight utilitieBr. Vander Weide apparently believes
that my proxy group is simply too small, becauseha states:

[..] it is desirable to include a large group of conade
companies in a proxy group because standard costquity
methods such as the discounted cash fltCE”’), risk premium,
and capital asset pricing modefCAPM”) require inputs of
guantities that are not easily measured, but tleerminty in the

estimates of these inputs can be reduced by agptyst of equity
methods to a large sample of comparable risk corapan

! See the Rebuttal Testimony of Dr. Vander Weid&4p lines 17-23.
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Q.

Q.

DOES DR. VANDER WEIDE PROVIDE AN ESTIMATE OF THE NUMBER OF
COMPANIES HE WOULD CONSIDER “LARGE” WHEN ESTABLISHING A
PROXY GROUP?

No. Furthermore, Dr. Vander Weide does not dgechat number of companies would
constitute dsmall’ proxy group. He simply statég..] efforts to make a comparable
group to be precisely comparable in risk would eahe size of the sample group to be

so small as to reduce the accuracy of the cosjuifyeestimate’?

BY WHAT METRIC DOES DR. VANDER WEIDE COMPARE THE
INVESTMENT RISK OF THE COMPANIES IN HIS PROXY GROUP TO THE
INVESTMENT RISK OF THE COMPANIES IN YOUR PROXY GROU P?

Dr. Vander Weide states that the average investmsk of our proxy groups is similar
based on the average S&P bond rating and the av&falge Line Safety Rank of our

proxy groups.

IF DR. VANDER WEIDE BELIEVES THE INVESTMENT RISK OF HIS AND
YOUR PROXY GROUPS TO BE THE SAME, WHY DOES HE PREFER HIS
PROXY GROUP?

Dr. Vander Weide apparently prefers his proxgugr simply because it is larger.

WHY IS YOUR PROXY GROUP SMALLER THAN DR. VANDER WEIDE'’S?

?Ibid., p. 12, lines 15-17.

% See the Rebuttal Testimony of Dr. Vander Weid&4p lines 15-17.

3
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A.

As | discussed in my rebuttal testimony, Dr. YanWeide does not consider a
companys amount of regulated activity to be an importaitedon in establishing his
proxy group® As a result, his proxy group contains several camigs that receive more
revenue from regulated natural gas than they du fiegulated electricity Additionally,
Dr. Vander Weide and | use a different criteriogaigling companies that have

undergone or are currently undergoing mergers amdhuisitions,

WHY DOES DR. VANDER WEIDE BELIEVE THAT A COMPANY THAT
RECEIVES MORE OF ITS REGULATED REVENUE FROM NATURAL GAS
THAN IT DOES FROM REGULATED ELECTRICY IS COMPARABLE TO
EMPIRE?

Dr. Vander Weide believes that the most relevaators for risk comparability are
Standard & Pods credit rating and Value LiteSafety Rank.He does not believe that
the type and amount of regulated activity impactsgarability. As | showed in my
rebuttal testimony, Dr. Vander Weide thus belietet a company such as Integrys
Energy, which receives 38% of its revenue from k&tgal gas and only 18% of its
revenue from regulated electricity, is comparabl&mpire, which receives 91% of its

revenue from regulated electricfty.

* See the Rebuttal Testimony of Mr. Schafer, pp. 4-8

> Ibid.

® See the Rebuttal Testimony of Mr. Schafer, pp28-1

" See the Rebuttal Testimony of Dr. Vander Weid@, fines 9-15.

8 See the Rebuttal Testimony of Mr. Schafer, pirig 13.

4
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Q. DOES DR. VANDER WEIDE PROVIDE EVIDENCE THAT INVE STORS
REQUIRE SIMILAR RETURNS FROM NATURAL GAS AND ELECTR IC
UTILITY COMPANIES?

A. No.

Q. DO YOU STILL BELIEVE YOUR PROXY GROUP IS REASONA BLE?

Yes.

ANNUALIZED DIVIDEND

Q. WHY DOES DR. VANDER WEIDE DISAGREE WITH THE CALC ULATION OF
YOUR PROXY GROUP’S ANNUALIZED DIVIDEND?
A. He believes my calculation of the annualizedabwnd for my DCF models does not take

into account the quarterly payment of dividefds.

Q. IS DR. VANDER WEIDE CORRECT?

A. No. Dr. Vander Weids criticism on this issue is misplaced and baseldi®mistaken
belief that the quarterly DCF model should be ugedl have shown in my rebuttal
testimony, the quarterly DCF model requires thietyttompany to continue

compensating an investor on dividends that hawadir been paid out to the investbr.

° See the Rebuttal Testimony of Dr. Vander Weid&5337.

19 See the Rebuttal Testimony of Mr. Schafer, p. 85-1
5
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Dr. Vander Weides attempt to confuse the issue of how annualizedeids are
calculated with the defense of his quarterly DCFRlaetas opportunistic and
disingenuous. For example, he stdfds. Schafets equation for the first period
dividend, O = Do (1 +% g) cannot be derived from the assumption thatldivds are
paid annuall§™*, which he then attempts to bolster by sayiby. Schafer explains his
use of his equation for the first period dividendroting that it account$or the fact that
dividends are paid on a quarterly basts.

However, the fact that dividends are paid quartenlg that, when calculating the
D, input for the DCF model, analysts account fordh&erent timing of dividend
increases across the companies in a proxy grouptigtformula @ = Dg (1 +% g) iSin
no way related to Dr. Vander Weitteemisguided belief that Empire should continue

compensating investors on money (dividends) italigsady paid out to them.

30-YEAR STRIPS RATE

Q. WHAT IS DR. VANDER WEIDE ’S CRITICISM?
A. He believes | should not have used the curmaetést rate on 30-year treasury zero

coupon STRIPS to estimate the risk-free componemyoCAPM 3

! See the Rebuttal Testimony of Dr. Vander Weid&6p lines 6-8.
2 bid, p. 36, lines 11-13.
Y See the Rebuttal Testimony of Dr. Vander Weid&8% lines 19-23.
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Q.

DID YOU USE THIS RATE TO CALCULATE EMPIRE 'S RETURN ON

EQUITY?

No. Dr. Vander Weide and | both agree that tineent rate is artificially depressed due
to the Federal Resergeefforts to stimulate the econortfyin my direct testimony, |
present the results of the CAPM using both theerirand forecasted risk-free rates in
order to illustrate why it is appropriate to use fbrecasted rat€.However, only the
result from using the forecasted rate was includedy calculation of Empirs cost of

equity. Dr. Vander Weids concern on this issue is simply unfounded.

GEOMETRIC VERSUS ARITHMETIC MEAN

Q.

WHAT IS DR. VANDER WEIDE ’'S CONCERN?
He disagrees with my use of the geometric me&urm to calculate the risk premium in

my CAPM*®

DOES DR. VANDER WEIDE’S ARGUMENT IN FAVOR OF THE USE OF THE
ARITHMETIC MEAN TO ESTIMATE THE RISK PREMIUM ON THE
MARKET PORTFOLIO TAKE INTO ACCOUNT ALL RELEVANT

INFORMATION ON THIS ISSUE?

14 See the Direct Testimony of Dr. Vander Weide, 3§40.

15 See the Direct Testimony of Mr. Schafer, pp. 29-37

'® See the Rebuttal Testimony of Dr. Vander Weidd0p lines 7-10.
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A. No. Dr. Vander Weide simply ignores strong evide that the exclusive use of the
arithmetic mean will overstate the required retdys . outlined in my direct testimony,
exclusive use of the arithmetic mean return woully be appropriate if each perigd
return was independehtln reality, a period of high (low) return has besttown more
likely to be followed by a period of low (high) tebh—in other words, the returns show
correlation and, therefore, are not completely jrearelent-® Nowhere in his testimony

does Dr. Vander Weide address this issue.

INCOME RETURN VERSUS TOTAL RETURN ON LONG-TERM GOVE RNMENT

BONDS

Q. WHAT IS DR. VANDER WEIDE’'S CONCERN?
He disagrees with my use of the historical togalirn on government bonds to establish

the risk premium in the CAPN.

Q. WHY DOES DR. VANDER WEIDE BELIEVE THAT YOU SHOUL D HAVE
USED THE INCOME RETURN ON LONG-TERM GOVERNMENT BOND S
INSTEAD OF THE TOTAL RETURN?

A. Dr. Vander Weide states that “because the tetarn includes capital gains and losses,

and capital gains and losses are highly uncettaéntotal return is not risk freé®

7 See the Direct Testimony of Mr. Schafer, p. 32-36.
® Ibid.
' see the Rebuttal Testimony of Dr. Vander Weide, p. li#@&s 15-19.

8
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Therefore, Dr. Vander Weide recommends using dmdyiricome return on long-term

government bonds in order to calculate the riskyuen.

WHY IS DR. VANDER WEIDE'S USE OF THE INCOME RETU RN
INAPPROPRIATE?

For a long-term government bond, the incomerreisithe coupon payment. However,
investors are unable to receive the coupon paymwignout actually purchasing the
security. As soon as the security is purchasesl tite total return that is the relevant

yield for an investor.

SECTION 3: RESPONSE TO STAFPS REBUTTAL TESTIMONY

Q.

A.

WHAT CONCERN DOES MS. GRIFFIN RAISE REGARDING YO UR

ANALYSIS OF EMPIRE’S COST OF COMMON EQUITY?

First, Ms Griffin believes my analysis does appropriately account for Empiserisk
profile.?* Second, she questions why | recommend the midpbimly estimates. Third,
she believes that the dividend yield adjustmenadlento account for the actions of the

Federal Reserve is unnecessary.

HOW DOES MS. GRIFFIN ACCOUNT FOR EMPIRE 'S RISK PROFILE?

Ms. Griffin explains the risk adjustment she raad follows:

*® See the Rebuttal Testimony of Dr. Vander Weidd0pline 23, and p. 41, lines 1-2.

%1 See The Rebuttal Testimony of Shana Griffin, gings 16-18.

9
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Staffs recommended ROE for Empire is 25 basis points

higher than Stafé recent recommendation for Ameren Missauri

rate case because Staff added 25 basis point® dtrairés lower

credit rating, which is based on the business arahgial risks of

Empirés regulated utility operations. The spreads betviBBB+

rated utility bonds andBBB’ rated utility bonds have averaged

approximately 25 basis points during the periodoDet 2014

through December 20%4.
DID MS. GRIFFIN MAKE THE SAME RISK ADJUSTMENT IN EMPIRE’S
LAST RATE CASE, ER-2012-03457
Yes. However, Empire credit rating at the time of the 2012 case wa®ipso Staff
adjustment was based on the spread between BBBBBBd rated utility bonds, which

at that time was 45 basis points (Staff actualBdus0 basis points}.

DO YOU BELIEVE IT IS APPROPRIATE TO ADD ABOND Y |IELD SPREAD

TO A FINAL RECOMMENDED ROE IN ORDER TO ACCOUNT FOR

RELATIVE RISK?

No. Staff presents no evidence that the amotiatimnd yield spread translates directly
into the amount that should be applied to adjusdlmved return on equity. Moreover,
Staffs direct application of the bond yield spread ®ahowed ROE to reflect the
relative risk between Ameren and Empire takes herotlement but the bond rating into
consideration. Issues such as capital structuifereinces in management, and

differences in operating characteristics affectrtiative risk profile of these companies.

*? See Staff's Cost of Service Report, p. 48, lind95-
% See Staff's Cost of Service Report from ER-20128)%. 54, lines 7-12.

10
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Representing all elements of a comgamglative risk profile with a bond yield spread
for the purposes of setting an allowed ROE meait$he very least, further investigation

into the soundness of the adjustment.

Q. ON WHAT FINANCIAL MODEL WOULD THE DIFFERENCE IN BOND

RATINGS HAVE THE MOST IMPACT?

A. The difference in bond yields would have the mogact on the bond-yield-plus-risk-

premium method. In that method, a risk premiunddeal to a bond yield. If the risk
premium is the same for two companies, then tHereifice in the return-on-equity
results for those two companies will depend onbitved yield. The lower bond rating
will translate into a higher bond yield, which witlen result in a higher calculated return
on equity than that of the company whose bondsadeel higher.

However, the bond-yield-plus-risk-premium meth®dnly one of several

methods analysts use to calculate the return omyequ

Q. DOES MS. GRIFFIN USE THE BOND-YIELD-PLUS-RISK-PR EMIUM
METHOD IN HER ANALYSIS?

A.  Ms. Griffin relies on the DCF method and the QAR calculate the cost of equit§.
She also uses a “rule of thumb” method to testehsonableness of her resGht&oth

the CAPM and the “rule of thumb” methods are vaoia of the bond-yield-plus-risk-

* See Staff's Cost of Service Report, p. 14, lined14
* See Staff's Cost of Service Report, pp. 45-46.

11
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premium method. However, neither of these methedtifes bond yields based

specifically on Empire’s credit rating.

DO THE RETURN-ON-EQUITY RESULTS OF THE COMPANIES IN YOUR
PROXY GROUP CONFIRM THE SOUNDNESS OF ADDING 25 BASIS POINTS
TO THE FINAL RECOMMENDED ROE BASED ON A BOND YIELD SPREAD?
No. This can be seen by looking at the CAPM,stant-growth DCF, and multi-stage
DCF results. In all of these models, the calcula&tdrn on equity was actualhygher
for the companies rated BBB+ than it was for theapanies rated BBB—this strongly

contradicts Ms. Griffin’s risk adjustment.

PLEASE EXPLAIN.
First, the CAPM model requires an input of theasure of a company’s systematic risk.
Three of my proxy group companies have an S&P gaiirBBB+. For those companies,
the average measure of beta is .83. For the faupaaies in my proxy group whose
S&P rating is BBB, the average measure of bet@ i§herefore, according to the CAPM,
the BBB+ rated companies dessrisky than the BBB rated companies. This translates
directly into the results of the model. The averegarn-on-equity result for the BBB+
rated companies is 8.87%. The average return-onyegsult for the BBB rated
companies is 8.69%.

Second, the constant-growth DCF model uses §toc&s as one of its inputs. If
investors’ required return on equity for BBB ratmpanies were 25 basis points higher

than their required returns on BBB+ rated compatasdMs. Griffin believes), then the

12
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results of the model would reflect that. Howevbg &verage return-on-equity result for
the BBB+ rated companies in my proxy group is 9.48%e average return-on-equity
result for the BBB rated companies is 9.35%.

Third, the multi-stage DCF model also uses sfoates as one of its inputs. If
investors’ required return on equity for BBB ratmmpanies were 25 basis points higher
than their required returns on BBB+ rated compartie=n the results of the model would

reflect that. Instead, the average return-on-eqesult for the BBB+ rated companies in
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my proxy group is 8.92%. The average return-on{gqesult for the BBB rated
companies is 7.87%.

Averaging the results of the three models abtheereturn-on-equity results for
the BBB rated companies is actuadlybasis points lower than the return-on-equity
results for the BBB+ rated companies. These resohradict Ms. Griffin’s bond-yield-

spread adjustment to account for relative risk.

ARE THE RETURN-ON-EQUITY RESULTS THAT MS. GRIFFI N
CALCULATES FOR THE BBB+ COMPANIES IN HER PROXY GROU P ALSO
LOWER THAN THE RETURN-ON-EQUITY RESULTS SHE CALCULA TES
FOR THE BBB COMPANIES?

Yes. First, Ms. Griffin’s constant-growth DCFsidt is based on her proposed proxy-
group dividend yield and range of growth. Howeweher workpapers, Ms. Griffin
presents each company’s dividend yield. The avedagdend yield for the BBB+
companies in question is 3.83%. Adding Staff's jms®r growth range (3.5% to 4.5%) to

the dividend yield results in an average returreqoity result of 7.33% to 8.33%. In

13
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contrast, the average dividend yield for the BBEhpanies in Staff's proxy group is
3.26%. Adding Staff's proposed growth range todiedend yield results in an average
return-on-equity result of 6.76% to 7.76%. Therefdhe average return-on-equity result
for the BBB companies is actuaby basis points lower than the average return for the
BBB+ companies.

Second, Staff's multi-stage DCF model also shthas the BBB rated companies
have a lower required return on equity than the BBBmpanies. All four versions of
Staff’'s multi-stage DCF model show that the BBBethtompanies have an average
return on equity that 44 basis points lower than the average of the BBB+ companies.

The four models are summarized in the followinddab

Staff's Multi-Stage DCF Model Results
Model
Version Average Result  Average Result
based on for BBB for BBB+ Difference
Terminal Companies Companies
Value
3.00% 7.15% 7.60% 0.45%
3.50% 7.54% 7.98% 0.44%
4.00% 7.93% 8.36% 0.43%
4.40% 8.25% 8.67% 0.42%
Average 0.44%

Third, Staff's CAPM results also show that Msiffer's 25-basis-point
adjustment is unwarranted. The CAPM average résuthe BBB+ companies is 6.67%.
The CAPM average result for the BBB companies68%. The difference is thus 1
basis point.

Averaging the results of the three models ab8va&ff's return-on-equity results

for the BBB rated companies is in f&3 basis points lower than the return-on-equity
14
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results for the BBB+ rated companies. These resohgradict Ms. Griffin’s bond-yield-
spread adjustment to account for relative risk.

It bears repeating that | am not suggestingltva¢r bond ratings lead to lower
required returns on equity. | am stating that miaeyors are involved when attempting to
guantify the effect of a bond rating on a requiredirn on equity, so to reduce the issue
to a simple measure of the bond yield spread iplsiomsound. Furthermore, since the
results of both Ms. Griffin’s and my models disagsbove strongly contradict Ms.
Griffin’s adjustment, there is certainly no reasorbelieve my recommended return on
equity is too low based on this concern. Therbasyever, ample evidence that Ms.

Griffin should not have applied her risk adjustmienthe first place.

WHAT EFFECT DID MS. GRIFFIN’'S RISK ADJUSTMENTS H AVE ON HER
FINAL RECOMMENDED ROE FOR THE INSTANT CASE AS COMPA RED TO
HER RECOMMENDATION IN THE EMPIRE ER-2012-0345 CASE?

The following table presents Ms. Griffin’s recamndations in both the instant case and
the Empire case ER-2012-0345. | have added addltitems of comparison that | will

discuss shortly:

A Comparison of Staff's 2012 and 2014 Empire Recomamdations

ER-2012-0345 ER-2014-0351

Company-Specific Risk:

Final Recommendation: 9.50% 9.50%
Portion of the Final Recommendation that
Staff Inappropriately Assigns to 0.50% 0.25%

15
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Recommendation Before the Risk

0 0
Adjustment; 9.00% 9.25%

Staff's Calculated Change in the Cost of aDECREASE of "at least 25 to 75 basi
Equity Between 2012 and 2014: points"*

[72)

The Change Between Staff's 2012 and
2014 Recommendations Before the Risk  anINCREASE of 25 basis points
Adjustments:

The Change Between Staff's 2012 and

o)
2014 Final Recommendations: 0.00%

*See Staff's Cost of Service Report, p. 11, ling20

Q. SO, REMOVING THE RISK ADJUSTMENT, STAFF'S FINAL
RECOMMENDATION IN THE INSTANT CASE IS ACTUALLY HIGH ER
THAN IT WAS IN THE 2012 EMPIRE CASE EVEN THOUGH STA FF STATES
THAT THE COST OF EQUITY HAS DECREASED 25 TO 75 BASIS POINTS
SINCE THEN?

A. Surprisingly, yes.

Q. WHY IS THAT THE CASE?
Staff has changed its method of calculatingfih@ recommended ROE since the 2012
case. As | explained in my rebuttal testimony, Stak adopted this technique because of
two stated concerns: 1) that Commissions do nadghibrized ROEs based on the cost

of capital, and 2) that the Commission has fouradf'Stpast recommendations too 15fv.

** See the Rebuttal Testimony of Mr. Schafer, pp. 85-3

16
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However, the technique Staff is using in the instase appears to produce results that
contradict the results Staff recommended in theZBR2-0345 case, because although
Staff believes that the cost of equity has decekaS&ff's final recommendation in the
instant case does not reflect that decrease wissvedi in relation to Staff's final

recommendation from the ER-2012-0345 case.

DO YOU BELIEVE STAFF'S FINAL RECOMMENDED ROE IN THE INSTANT
CASE SHOULD BE USED AS A POINT OF REFERENCE FOR DEGDING
WHETHER OR NOT YOUR RECOMMENDATION IS TOO LOWOR TO O
HIGH?

No. | do not believe Staff's recommendation dddae used to judge my
recommendation because: 1) Staff's recommendéatitire result of a new technique
that Staff has adopted in order to compensateéhtoconcerns it feels that the
Commission has had with Staff's past recommendstiand 2) Staff's recommendation
includes an inappropriate adjustment for risk.

My goal as an analyst is not to produce an estitiatiels merely appropriate in
relation to what Staff feels the Commission wiltept—especially when one considers
that Staff actually believes the true cost of ggtotbe much, much lower than Staff's
final recommendation. In fact, the results of Ssatbnstant-growth DCF model produce
a range of 7.2% to 8.2%.The results of Staff's multi-stage DCF model progla range

of 7.30% to 8.10%. The results of Staff's CAPM proe a range of 6.60% to 7.82%.

7 See Staff's Cost of Service Report, p. 34, line< 6.

% See Staff's Cost of Service Report, p. 45, linés 8
17
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1 The average produced by these models54%. My recommendation is 9.05%. If my
2 recommendation were viewed from the perspectiwehat Staff actually believes the
3 cost of equity to be, my recommendation could lesved as excessively high—not too
4 low, as Ms. Griffin implies?

5

6 MOVING ON, MS. GRIFFIN MENTIONS THAT YOU RECOMME ND THE

7 MIDPOINT OF YOUR RANGE. ** WHY DID YOU CHOOSE THE MIDPOINT

8 OF YOUR RANGE?

9 In my direct testimony, | describe what | beketo be significant interest-rate risk that
10 the company face€.Recommending an estimate from the bottom half ptaiculated
11 range would be inconsistent with the level of tis&t | described.

12
13 IF YOU HAD RECOMMENDED THE AVERAGE OF YOUR ESTIM ATES
14 RATHER THAN THE MIDPOINT, WHAT WOULD THAT AVERAGE H AVE
15 BEEN?
16 The average of my estimates is 8.98%. Thishasis points lower than my final
17 recommendation of 9.05%.
18
19 MS. GRIFFIN ALSO DISAGREES WITH YOUR DIVIDEND YI ELD
20 ADJUSTMENT. ON WHAT DOES SHE BASE HER DISAGREEMENT?

** See the Rebuttal Testimony of Shana Griffin, pings 14-18.

% See the Rebuttal Testimony of Ms. Griffin, p. ifeé 5-7.

*! See the Direct Testimony of Mr. Schafer, pp. 17-20.
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A. Ms. Griffin does not believe that the influermiethe Federal Reserve should be
accounted for in my analysis by means of an adjestnhe states:

First, even assuming the Fed increases the FadsFate
in the next year, these increases are alreadyré&tiato current
long-term rates. If the Fed were to unexpectedlgraase or
decrease interest rates, then this may have arctropaong-term
rates, but because these are changes to shortdtes it will not
have a dramatic impact on long-term ratethese are impacted by
competitive market forces rather than monetary policy [emphasis
added]*

Q. DOES THE FEDERAL RESERVE BELIEVE THAT MONETARY P OLICY
INFLUENCES LONG-TERM RATES?
A. Yes. According to the Federal Reserve Bank ovN®erk,

Movements in the fed funds rate may have impboat for
the loan and investment policies of financial ngions, especially
for commercial bank decisions concerning loans tsiresses,
individuals and foreign institutions. Financial ragers may
compare the fed funds rate with yields on otheestments before
choosing the combinations of maturities of finah@asets in
which they will invest or the term over which thegll borrow.
Interest rates paid on other short-term financiatusities—
commercial paper and Treasury bills, for exampleterofnove up
or down roughly in parallel with the funds rate.eMis on long-
term assets—corporate bonds and Treasury notegxtomple—
are determined in part by expectations for thefedls rate in the
future

Q. MS. GRIFFIN ALSO STATES THAT THE DIVIDEND YIELD IS CURRENTLY

LOWER THAN IT WAS IN THE PAST BECAUSE “INVESTOR'S R EQUIRED

%2 See the Rebuttal Testimony of Ms. Griffin, p. 12, lines 8-13.

33 Source: The Federal Reserve Bank of New York, BedpFederal Funds and Interest on Reserves.
http://www.newyorkfed.org/aboutthefed/fedpoint/féditml
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RETURNS ON UTILITY STOCKS HAVE DECLINED.” **WHAT IS YOUR
REACTION TO THIS STATEMENT?

A. If investors’ current return requirements arerenmfluenced by the results of an
extraordinary monetary policy than they are by exgigons of the performance of the
utility industry, then there is reason for concern.

Ms. Griffin claims that future expectations aresally factored in to the current
rates®>> However, her opinion simply does not corresponthéocurrent economic reality.
The following chart shows the volatility in the aage monthly stock prices of my proxy

group and the average monthly Treasury yields ffagust 2014 to March 10, 2015:

* See the Rebuttal Testimony of Ms. Griffin, p. lifiel22.
% See the Rebuttal Testimony of Ms. Griffin, p. life 9.
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From August 2014 to January 2015, my proxy groap&rage stock price increased 21%

as the Treasury yield approached historic lows.

The question that must be answered is the followdigjinvestors believe that the

utility companies in my proxy group were growingaatextraordinary rate that justified

this incredible price increase (21%), or was tloeease in price a reaction to extremely

low Treasury yields? If that increase in price \®agaction to extremely low Treasury

yields, should analysts simply ignore these evantsnot take into consideration their

impact on financial data used to determine the Goms ROE going forward?
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| have already shown that my proxy group’s averfagecasted growth rates
changed very little between November and Januariheslikelihood that the price
movements in the above chart were caused by irdegeaxternal to investors’
perceptions of the utility industry is extremelghr® Ms. Griffin also agrees that growth
is not the driver of the current low dividend yigldaused by these high stock prites.
However, when Ms. Griffin proposes that the rea®ornhe increased stock prices and
low dividend yields is simply that investors novguire lower returng® she is not giving
enough consideration to the extraordinary reasontivbly are “requiring” these returns.

My adjustment to the dividend yield and my uséooécasted interest rates were
conscious attempts to confront the interest-ratefaced by the Company. To date, the
underlying premise for those adjustments has cooreged to economic reality. As the
Treasury yield has begun to increase in expectati@m increase in the federal funds
rate, my proxy group’s average stock price haspud®.8% since January—this

movement is what my adjustment was intended toessdr

WHAT WAS YOUR PROXY GROUP’S AVERAGE DIVIDEND YIE LD AT THE
TIME YOU FILED DIRECT TESTIMONY?

3.19%

% See the Direct Testimony of Mr. Schafer, p. 17edin-2.
37 See the Rebuttal Testimony of Ms. Griffin, p. li2es 1-2.
* See the Rebuttal Testimony of Ms. Griffin, p. lifiel22.
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Q.

AT PRESENT, WHAT IS YOUR PROXY GROUP’'S AVERAGE DIVIDEND
YIELD?
As of March 11, 2015, my proxy group’s averagedend yield was 3.70%. Therefore,

the dividend yield has increased by 51 basis points

HOW MANY BASIS POINTS DID YOUR CALCULATED DIVIDE ND YIELD
ADJUSTMENT REPRESENT?

60 basis points.

DOES THIS INDICATE THAT YOUR CALCULATED DIVIDEND  YIELD

ADJUSTMENT WAS REASONABLE?

Yes, it does.

DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

Yes.
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